[bookmark: _GoBack]Please answer each question with a 10 – 15 sentence response. Citing academic resources is encouraged but not required. APA format if in text citations are used.
Look at the Focus on Ethics box (“How Fair Is Check Into Cash”) in Chapter 5 of the textbook. These, businesses quote an interest rate of 15% to loan customers (most of whom are fairly unsophisticated) and yet the EAR of the loan is close to 400%. Explain the wide discrepancy between these rates. What do you believe is the correct regulatory response to these types of lenders?
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There is an inverse relationship between interest rate changes and changes in the market price of outstanding bonds. Explain the logic behind this principle. Given this relationship, do you believe it is currently a good time to buy bonds? Why or why not?

Agencies such as Moody’s, Fitch, and Standard & Poor's rate the default risk of various municipal and corporate bonds. While their rating systems are proprietary, it is widely known that they rely on financial ratios as key inputs to their bond ratings. Which financial ratios (list at least two) do you believe would be the most helpful to rate corporate bonds? Why?

Several stock valuation models were described in the chapter, including zero-growth, constant growth, variable growth, free cash flow, book value, and P/E multiple models. Which of these do you believe would generate the most accurate value estimates for most firms? Explain your choice.

Read the Focus on Ethics box ("Psst! Have You Heard Any Good Quarterly Earnings Forecasts Lately?"). Explain what quarterly earnings guidance is, and what purpose it is supposed to serve. If you were a corporate CEO, would you discontinue this practice? Why or why not?
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Diversification occurs when stocks with low correlations of returns are placed together in a portfolio. Identify at least one type of firm that might exhibit low correlations of returns with the overall stock market? Explain why the correlations of these firms are expected to be low.

In general, the cost of debt capital is lower than the cost of equity capital. For this reason, it might be expected that firms with high debt ratios would have a lower weighted average cost of capital. Explain at least one reason why this is not the case.

Which capital investment technique does the discussion in the textbook favor? (Net Present Value) Why? (The intuition behind the MPV method is simple) Do you agree with this assessment? 

Assume your firm has multiple investments to consider each with differing risk levels. How can differing risk levels be incorporated into NPV analysis? How can they be incorporated into IRR analysis?  
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In 1993, the firs
Check Info Cash loca-
tion opened in Cleveland, Tennessee.
Today, there are more than 1,100
Check Info Cash ceniers among an esii
‘mated 22,000 paydayadvance lend-
ers in he United Siates. There is no
doubi about the demand for such orga-
nizations, but the debate confinues on
the “faimess" of payday-advance loans.

A payday loan is a small, unse-
cured, shortterm loan ranging from
$100 fo $1,000 (depending on the
siate) offered by @ payday lender such
s Check Info Cash. A payday loan
can solve femporary cash flow prob-
lems without bouncing a check or incur-
ting late payment penalfies. To receive
a payday advance, borrowers simply
wiite a personal postdated check for
the amount hey wish fo borrow, plus
the payday loan fee. Check Info Cash
holds their checks unfl payday when
the loans are either paid off in person
o the check s presented fo the borrow-
ers’ bank for paymen.

Although payday-advance borrow-
ers usually pay a fii fee in lieu of infer-
est, it s the size of the fee in relafion fo.
the amount borrowed that is paricularly
aggravaiing fo opponents of the

How Fair Is “Check Into Cash™?

payday-advance indusiry. A fypical fee
s $15 for every $100 borrowed. Pay-
day advance companies fhat belong fo
the Community Financial Services Asso-
ciation of America, an organizafion
dedicated fo promoling responsible reg-
ulation of the industry, fimittheir member
comparnies fo @ maximum of four roll-
overs of the original amount borrowed.
Ths, a borrower who rolled over an
initial $100 loan for the maximum of
four fimes would accumuate a fofal of
$75 in fees, all within a 10week
period. On an annualized bas's, he
fees would amount o a whopping
391 percen.

An annual rafe of 391 percent is
a huge cost in relafion fo inferest
charged on home equity loans, per-
sondl loans, and even credit cards.
However, advocates of the payday-
advance indushy make the following
arguments: Maost payday loan recipi
enis do so either because funds are
wnavailable through conventional
loans or because the payday loan
averts @ penally or bank fee, which
s, in itself, onerous. According fo
Check Into Cash, the cost for $100 of
overdraft profection is $26.90, a
credit card late fee on $100 is $37,

and the late/disconnect fee on a
$100 utilty bill is $46.16. Bankrate
com repors that nonsufficient funds
(NSF] fees average $26.90 per
occurrence.

‘A payday advance could be use-
ful, for example, if you have six out-
standing checks at fhe fime you are
nolified that the firs check has been
refumed for insufficient funds (NSF) and
you have been charged an NSF fee of
$26. A payday advance could poten-
tially avert subsequent charges of
$26 per check for each of the remain-
ing five checks and allow you fime fo
reamange your finances. When used
judiciously, a payday advance can be
a viable option to meet a shortterm
cash flow problem despite its high
cost. Used unwisely, or by someone
who confinuously relies on a payday
loan fo fry fo make ends meef, payday
advances can seriously harm one’s
personal finances.

- The 391 percent mentioned.
‘above is an annual nominal rete
[15% X (365 + 14]]. Should the
2uweek rate (15 percent) be com-
pounded to calculate the effective
annual interest, rate?
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8 Comporate managers
have long complained
about the pressre fo focus on the short
e, and now business groups are
coming fo their defense. “The focus on the:
shortterm is @ huge problem,” says
‘Wiliam Donoldson, foner chairman of
the Securities and Exchange Comission.
“Wih ol of the atenfion paid fo quartery
peromance, managers ae foking their
eyes off long'em sfofegic godls.”

Donaldson, the U.S. Chamber of
Commerce, and ohers believe that the
best way fo focus companies foward
longem goals is fo do away with the
praciice of giving quartety ecrings
guidance. In March 2007, the CFA
Cenre for Financial Market Integrity
and the Business Roundiable Insiue for
Corporate Etics proposed a femplate.
for quarterly earings repors that
‘would, in teir view, obviate the need
for eaings guidance.

Meanwhie, many companies are
hesitant fo give up issuing quartery

guidance. The pracice of issing eamings
forecasis began i the eary 19805, a
few years afer the SEC's decision fo
alow companies fo include forward-
locking projections, provided that they
were accompanied by approprite.
‘cauinary language. The resut was what
former SEC chairman Arhur Levit once.
called a "game of winks and nods.”
‘Companies used eamings guidance fo
lower analyss” esfmates; when the achal
numbers came in higher, hei siock prices.
jumped. The pracice reached o fever
pich uring he late 1990 when
‘comparies that missed fhe consensus
eamings esimate, even by just a penny,
saw their slock prices humbe.

One of the first companies fo siop
issuing earings guidance was Gillef,
in 2001. Others fhat abandoned quar-
terly guidance were CocaCola, e,
‘and McDonald's. I became a frend. By
2005, just 61 percent of companies
were offering quarterly projections fo
the public; according fo the National

Psst! Have You Heard Any Good Quarterly Earnings Forecasts Lately?

Investor Relations nsfiute, the number
declined fo 52 percent in 2006.

Not everyone agrees wih liminciing
quartedy quidance. A suvey conducied
by New York University's Stem School
of Business finance professor Baruch lev,
dlong with Uriversiy of lrida professors
Joel Houston and Jennfer Tuckes, showed
that companies that ended quarierly
quidance reaped almost no beneit from
doing so. Ther sudy found no evidence
that quidance stoppers ncreased copil
invesiments o research and developmert.
S0 when shoud comparies give up
eamings guidance? According fo Lev,
they should do so only when ey are.
notvery good o predicing their earmings.
“Fyou are ot befer han oters ot
forecasing, fen don't boter,” he says.

» What temptations might manag-
ers face if they have provided earn-
ings guidance to investors and later
find it difficult to meet the expecta-
tions that they helped create?





