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Instructor: Saira Javaid
Introduction to Business Finance
What is Finance?
Managing the large amount of Money  (Dictionary Definition)
Finance is: “attaining the amount of money, using it by investing and gaining return on your investment”

Finance (Interrelated areas) 
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The Role of Financial Management
What is Financial Management?
Concerns the acquisition, financing and management of assets with some overall goal in mind

· Investment Decisions

· What is the optimal firm size?
· What specific assets should be acquired?
· What assets (if any) should be reduced or eliminated?
· Financing Decisions
· What is the best type of financing? 
· What is the best financing mix?
· What is the best dividend policy?
· How will the funds be physically acquired?
· Asset Management Decisions

· How do we manage existing assets efficiently?
· Financial Manager has varying degrees of operating responsibility over assets.
· Greater emphasis on current asset management than fixed asset management.
· What is the Goal of the Firm?

Main goal of the firm is Maximization of Shareholder Wealth!

Value creation occurs when we maximize the share price for current shareholders.
Shortcomings of Alternative Perspectives

· Profit Maximization:
Maximizing the firm earning after tax.

· Problems

Could increase current profits while harming firm (e.g., defer maintenance, issue common stock to buy T-bills, etc.).
Ignores changes in the risk level of the firm.

· Maximizing earnings per share
Maximizing earnings after taxes divided by shares outstanding.
· Problems


Does not specify timing or duration of expected returns.


Ignores changes in the risk level of the firm.


Calls for a zero payout dividend policy.
Strengths of Shareholder Wealth Maximization


Takes account of: current and future profits and EPS;  the timing, duration, and risk of profits and 
EPS; dividend policy; and all other relevant factors. Thus, share price serves as a barometer for 
business performance.
The Modern Corporation




In a Modern Corporation there exists a SEPARATION between owners and managers
Role of Management
· Management acts as an agent for the owners (shareholders) of the firm

· An agent is an individual authorized by another person, called the principal, to act in the latter’s behalf.

Agency Theory
Agency Theory is a branch of economics relating to the behavior of principals and their agents.

Agency theory is concerned with resolving problems that can exist in agency relationships; that is, between principals (such as shareholders) and agents of the principals (for example, company executives). The two problems that agency theory addresses are: 

1.) The problems that arise when the desires or goals of the principal and agent are in conflict, and the principal is unable to verify (because it difficult and/or expensive to do so) what the agent is actually doing; and 

2.) The problems that arise when the principal and agent have different attitudes towards risk. Because of different risk tolerances, the principal and agent may each be inclined to take different actions.
Agency cost:

A type of internal cost that arises from, or must be paid to, an agent acting on behalf of a principal. Agency costs arise because of core problems such as conflicts of interest between shareholders and management. Shareholders wish for management to run the company in a way that increases shareholder value. But management may wish to grow the company in ways that maximize their personal power and wealth that may not be in the best interests of shareholders. Incentives may given to Agent are stock options, perquisites, and bonus
Social Responsibility 

Corporate Social Responsibility is the integration of business operations 
and values, whereby the interests of all stakeholders including investors, customers, employees, the community and the environment are reflected in the company's policies and actions. Wealth maximization does not preclude the firm from being socially responsible. we view the firm as producing both private and social goods .Then shareholder wealth maximization remains the appropriate goal in governing the firm.
Organization of the Financial Management Function 
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The Business and Financial Environments
There are following main form of Business
1. Sole Proprietorships
· A business Form for which there is one owner
· This single owner has unlimited liability for all debts of the firm
	Advantages

· Simplicity (single owner)
· Low setup cost
· Quick setup
· Single tax filing on individual form
	Disadvantages

· Unlimited liability
· Hard to raise additional capital
· Transfer of ownership difficulties
· Unlimited Liability
· Unlimited liability means that owners
· can be held personally accountable for a business's debt


2. Partnerships
A business form in which two are more individual act as owner. In general partnership all partner have unlimited liability for the debts of the firm. In a limited partnership one or more partners may have limited liability.
· Limited Partner: Members of all limited partnership not personally liable for the debts of partnership or -- Limited partners have liability limited to their  capital contribution (investors only).  At least one general partner is required and all general partners have unlimited liability.
· General Partner : Member of partnership with unlimited liability for the debts of partnership

	Advantages

· Can be simple
· Low setup cost, higher than sole proprietorship
· Relatively quick setup
· Limited liability for limited partners

	Disadvantages

· Unlimited liability for the general partner
· Difficult to raise additional capital, but easier than sole proprietorship
· Transfer of ownership difficulties



3. Corporations: A business form legally separate from its owners. Its distinguishes features include limited liability, easy transfer of ownership, unlimited life, and the ability to raise large sum of capital.
· Double Taxation: Taxation of the same income twice. A classic example is taxation of income at the corporate level and again as dividend income when received by the shareholders
· Limited Liability Corporation: A business form that provide its owner (called "members")  with corporate-style limited personal liability and the federal tax treatment of a partnership                                                                                                                                                                                                                                 
· An artificial entity that can own assets and incur liabilities.
· Business income is accounted for on the income tax form of the corporation.
	Advantages

· Limited liability

· Easy transfer of ownership

· Unlimited life

· Easier to raise large quantities of capital


	Disadvantages

· Double taxation

· More difficult to establish 

· More expensive to set up and maintain




4. Limited Liability Company (LLC)]: Generally, LLC will possess only the first two of the following four standard corporation characteristics
· Limited liability
· Centralized management
· Unlimited life
· In Pakistan LLCs are known as private companies that end with Pvt. Ltd. They should have at least Rs. 100,000 as their minimum paid up capital.

	Advantages

· Limited liability

· Eliminates double taxation

· No restriction on number or type of owners

· Easier to raise additional capital
	Disadvantages

· Limited life (generally)




Financial Environment

Businesses interact continually with the financial markets. Financial Markets are composed of all institutions and procedures for bringing buyers and 
sellers of financial instruments together.

What is a Market?

· A market is a venue where goods and services are exchanged.
· A financial market is a place where individuals and organizations wanting to borrow funds are brought together with those having a surplus of funds.
· The purpose of financial markets is to efficiently allocate savings to ultimate users.
Types of Financial Markets

Physical assets market
A market for exchange of Physical assets (e.g.: Cell phones, wheat, cloths etc)
Financial assets:
A market specifically for the financial assets ad their exchange and transfer (e.g. bonds, stocks, swaps, certificate of deposits etc)
Money Market
A market for short-term and highly liquid asset(MM Instruments: Treasury bills, commercial paper, deposits, certificates of deposit, bills of exchange, repurchase agreements etc)
Capital Market
A market in which individuals and institutions trade financial securities. This type of market is composed of both the primary and secondary markets.
Primary Market
Market for raising new capital-Initial public offering (IPO)-Second public offering
Secondary Market

Market for already existing and outstanding securities
Stock Exchanges
A very important secondary market. There are two basic types of Stock exchanges
· The Physical Location Exchanges
· Electronic dealer-based markets]
· Physical location stock exchanges vs. Electronic dealer-based markets
· Auction market vs. Dealer market (Exchanges vs. OTC)
· NYSE vs. Nasdaq (National Association  of Security Dealer based Automated Quotation)
Spot Market
Market where goods and services are exchange on the spot (the price and date is determined on the spot)
Futures market

Market where goods and services are exchange on some future date with pre-determined price, quantity and date
Public Market

Market for exchange of goods and services held publically, require to get 
into proper formal contracts and is liquid
Private Market

Market for private contracts
Mortgage Market
The market for long term mortgaged loans (e.g. house financing or other pledged business loans)

Consumer Credit
Market for consumers who prefer loans through credit card or loans for short-term time period (e.g. car financing, student loans etc)
How is capital transferred between savers and borrowers?

· Direct transfers
· Investment banking house
· Financial intermediaries

How do investment bankers help firms issue securities?
· Advising the firm.
· Underwriting the issue.
· Distributing the issue.
· Enhancing Credibility.
Types of financial intermediaries

· Commercial banks
· Life insurance companies
· Mutual funds
· Pension Funds
· Finance Companies
The Time Value of Money

The Interest Rate

Which would you prefer – Rs. 10,000 today or Rs. 10,000 in 5 years? Obviously, Rs. 10,000 today. You already recognize that there is TIME VALUE TO MONEY!!
Time Value of Money

The worth or value of time at different points in time is “Time value of Money”. Why is TIME such an important element in your decision?

Types of Interest
· Compound Interest
Interest paid (earned) on any previous interest earned, as well as on the principal borrowed (lent).
· Simple Interest
Interest paid (earned) on only the original amount, or principal borrowed (lent).


We require: 


Value:
Simple Interest


PV:
Deposit today (t=0)


i:
Interest Rate per Period


n:
Number of Time Periods
Two types of Values:

· Present Value
· Future Value

Future Value (FV)

FV is the value at some future time of a present amount of money, or a series of payments, evaluated at a given interest rate. The process of going from today’s value to future values is called Compounding
FV = PV (1 + i)ⁿ

FV = Future Value

PV= Present Value

i= interest rate

n = No of years

FV Example

Assume that you deposit Rs.1,000 in an account earning 7% simple interest for 2 years.  What is the accumulated interest at the end of the 2nd year?
FV = PV (1 + i)ⁿ
Future Value Single Deposit (Graphic)

Assume that you deposit Rs.1,000 at a compound interest rate of 7% for 2 years.
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Why Compound Interest?


Future Value Single Deposit (Formula)

FV1 
= PV(1+i)1 = Rs.1,000 (1.07)    = Rs.1,070
Compound Interest

You earned Rs.70 interest on your Rs.1,000 deposit over the first year. This is the same amount of interest you would earn under simple interest.


FV1 
= PV(1+i)1 
= Rs.1,000 (1.07)
= Rs.1,070

FV2 
= FV1 (1+i)1 
= PV (1+i)(1+i) 
= Rs.1,000(1.07)(1.07)



= PV(1+i)2
= Rs.1,000(1.07)2      = Rs.1,144.90

You earned an EXTRA Rs.4.90 in Year 2 with compound over simple interest. 

· General Future Value Formula


FV1 
= PV(1+i)1

FV2 
= PV(1+i)2

General Future Value Formula:

FVn 
= PV(1+i)n   or  FVn = PV(FVIFi,n)

Valuation Using Table
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Using Future Value Tables
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Problem Example

Julie Miller wants to know how large her deposit of Rs.10,000 today will become at a compound annual interest rate of 10% for 5 years.
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Story Problem Solution

Calculation based on general formula: FVn 
= PV(1+i)n 


 
Calculation based on Table:
FV5 = Rs.10,000 (FVIF10%, 5)
Present Value (PV)

PV is the current value of a future amount of money, or a series of payments, evaluated at a given interest rate. The process of finding future values is called Discounting
PV = FV (1 + i)⁻ⁿ

FV = Future Value

PV= Present Value

i= interest rate

n = No of years

Assume that you need Rs. 1,000 in 2 years.  Let’s examine the process to determine how 
much you need to deposit today at a discount rate of 7% compounded annually.

PV = FV (1 + i)⁻ⁿ

Present Value
Single Deposit (Graphic)
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Present Value Single Deposit (Formula)

PV = FV2 (1+i)⁻2 
= Rs.1,000 / (1.07)⁻2 
 

PV = FV2 / (1+i)⁻2 
= Rs.873.44

General Present Value Formula

PV = FV1 (1+i)⁻1
PV = FV2 (1+i)⁻2

General Present Value Formula:
PV
= FVn (1+i)⁻n  or  
PV = FVn (PVIFi,n)

Valuation Using Table
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Problem Example

Julie Miller wants to know how large of a deposit to make so that the money will grow to Rs.10,000 in 5 years at a discount rate of 10%.

Problem Solution

Calculation based on general formula:
PV
= FV (1+i)⁻n 


Calculation based on Table:


PV
= Rs.10,000 (PVIF10%, 5)

Annuities
An Annuity represents a series of equal payments (or receipts) occurring over a specified number of equidistant periods.

Types of Annuities

· Ordinary Annuity:  Payments or receipts occur at the end of each period.
· Annuity Due:  Payments or receipts occur at the 
beginning of each period.

Examples of Annuities
· Student Loan Payments
· Car Loan Payments
· Insurance Premiums
· Mortgage Payments
· Retirement Savings
Parts of an Annuity

· Ordinary Annuity
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· Annuity Due

[image: image9.jpg](Annuity Due)

Beginning of Beginning of Beginning of
Period 1 Period 2 Period 3

S

\ Rs.100 Rs.100 Rs.100
“Equal Cash Flows

Each 1 Period Apart





Future Value annuity is the future value of the series of equal payments for specified equidistant 
periods

· Ordinary Annuity 

· Annuity Due

Ordinary Annuity - FVA

[image: image10.jpg]Cash flows occur at the end of the period
0 i} 2 n n+l

R = Periodic
Cash Flow

‘F\ A, = R(Hi)“'1 + R(1+i)22+
 + R(1+H)+ R(1+1)°





`

Example of an Ordinary Annuity - FVA
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Valuation Using Table
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Future Value Annuity Due 
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Example of an Annuity Due -- FVAD
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Valuation Using Table
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Present Value Annuity - PVA 

Present Value annuity is the present value of the series of equal payments for specified 
equidistant periods

· Ordinary Annuity                        
· Annuity Due

Present Value Ordinary Annuity - PVA
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Example of an Ordinary Annuity -- PVA
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Suppose you will need Rs. 10,000 after 3 years that will require equal amount of deposit of Rs. 1000 at the end of each year for the next 3 years. What lump sum amount you should deposit today if the bank is offering an interest rate of 7%?
Valuation Using Table


PVAn 
= R (PVIFAi%,n)


 

   
PVA3 
= Rs.1,000 (PVIFA7%,3)


       





= Rs.1,000 (2.624) =Rs.2,624
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Present Value Annuity Due PVAD
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Example of an Annuity Due -- PVAD
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Suppose you will need Rs. 10,000 after 3 years that will require equal amount of deposit of Rs. 1000 at the beginning of each year for the next 3 years. What lump sum amount you should deposit today if the bank is offering an interest rate of 7%?
Valuation Using Table


PVADn = R (PVIFAi%,n)(1+i)



PVAD3 = Rs.1,000 (PVIFA7%,3)(1.07) 
        
     



= Rs.1,000 (2.624)(1.07) = Rs.2,808
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Steps to Solve Time Value of Money Problems

I. Read problem thoroughly
II. Determine if it is a PV or FV problem
III. Create a time line
IV. Put cash flows and arrows on time line
V. Determine if solution involves a single CF, annuity stream(s), or mixed flow
VI. Solve the problem
Uneven Cash Flows

· When we have UNEQUAL Payments over UNEQUAL number of periods
· We cant use Annuity…
· Uneven Cash flow Stream…
Ali will receive the set of cash flows below.  What is the Present Value at a discount rate of 10%?
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How to Solve?

1.Solve a “piece-at-a-time” by discounting each piece back to t=0.
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“Piece-At-A-Time”
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Frequency of  Compounding

General Formula:

FVn
= PV(1 + [i/m])mn

n:
    Number of Years

m:
    Compounding Periods per Year

i:
    Annual Interest Rate





FVn,m:  FV at the end of Year n

PV0   :  PV of the Cash Flow today

Effective Annual Interest Rate

The actual rate of interest earned (paid) after adjusting the nominal rate for factors such as the number of compounding periods per year.

Formula:
EAR = ( 1 +i/m)m - 1
BW’s Effective Annual Interest Rate

Basket Wonders (BW) has a Rs.1,000 CD at the bank.  The interest rate is 6% compounded quarterly for 1 year.  What is the Effective Annual Interest Rate (EAR)?

EAR
= ( 1 + 6% / 4 )4 - 1 
= 1.0614 - 1 = .0614 or 6.14%!

Loan Amortization

· If a loan is to be repaid in equal periodic payments, it is said to be amortized loan.

· It is an application of compounding interest and annuity.

· Example: Car Loan, Mortgage Loan, Student Loan
Steps to Amortizing a Loan
            1.        Calculate the payment per period.
2.
Determine the interest in Period t.
  (interest x Beg. Amt)
3.
Compute principal payment in Period t. (Payment - interest from Step 2)
4.
Determine ending balance in Period t.(Balance - principal payment from Step 3)


Start again at Step 2 and repeat.
Amortizing a Loan Example
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Bond Valuation
What is the Value?

· Market value represents the market price at which an asset trades.

· Intrinsic value represents the price a security “ought to have” based on all factors bearing on valuation.
Bonds

· A bond is a long-term debt instrument issued by a corporation or government.
· A bond is a Long term contract under which borrowers agrees to make payments of interest and principal on specific dates to the bond holder. 

Types of Bonds

· Treasury Bonds :
Bonds issued by the government


No default risk
· Corporate Bonds:

Bonds issued by the government 


Exposed to default risk 

· Municipal Bonds:

Issued by state or local government


It has default risk and low interest rate

· Foreign Bonds:

Default risk is involved


Currency risk

Characteristics of Bonds

· The bond’s coupon rate is the stated rate of interest.
· The maturity value (MV) [Par value or face value] of a bond is the stated value.  It represents the amount of money the firm borrows or promises to repay on maturity date 
· The discount rate (required rate of return) is dependent on the risk of the bond and 
is 
composed of the risk-free rate plus a premium for risk.
· Maturity date - Bonds have specified maturity date on which the par value be repaid
· Provisions to Call (or redeem bonds) – 

· Call Price

· Call premium

· Deferred call and Call protection
· Convertible Bonds
· Bonds with purchase warrants 
· Income Bonds 
· Different Types of Bonds

· A non-zero coupon-paying bond is a coupon-paying bond with a finite life.
· A zero-coupon bond is a bond that pays no interest but sells at a deep discount from its face value; it provides compensation to investors in the form of price appreciation
Bond Ratings


Bonds are given ratings to reflect their probability of going into default.



[image: image27.jpg]IMPORTANGE

AAA Investment grade bonds
n (high quality bonds, less risk)
A

BBB

88 Speculative bonds

et (highrisk , low cost)

cc

€

Indefault




· Ratings effects the stability and cost

· International credit rating agencies:

i. Moody’s International
ii. Standards and Poors Inc.
· CRA in Pakistan:
i. PACRA
ii. JCR-VIS

Bond Valuation

Value of any asset is the present value of future cash flows expected from it.

VB=
INT[1-(1+rd)⁻ⁿ]+MV(1+rd)⁻ⁿ

rd



INT = Interest Rate x par value



Rd = Market value of interest



MV = Maturity Value



N = No of Years

Bond at Par Value:

· If coupon rate = rd


VB=par value

· Premium Bond:


If  coupon rate > rd


VB > face value

· Discount Bond:


If  coupon rate <rd


VB < face value

Coupon Bond Example

The coupon bond is the one which has coupon interest payments over each period

Zero Coupon Bond

Zero coupon bond does not have any fixed interest payment and sell at deep discount

VB = MV(1+rd)⁻ⁿ

Bond Valuation with Semiannual Compounding

VB=
INT/2  [1-(1+rd/2)⁻2ⁿ] + MV(1+rd/2)⁻2ⁿ

Rd/2
Bond Yield

· Yield to Maturity


The return earned on bonds held till maturity is defined as YTM

Formula:

VB=
INT [1-(1+ytm)⁻ⁿ] + MV(1+ytm)⁻ⁿ

                                                                   ytm
· Yield to Call


The return earned on bonds held till called is defined as YTC



It is used by investors to consider different bonds and expected return

· Yield to Call

Formula:
VB=
INT [1-(1+ytc)⁻ⁿ] + MV(1+ytc)⁻ⁿ

                                                                   ytc

Current Yield

· The annual interest payment divided by the bonds current price is the current yield
· Provides information about cash income gained by bond
· Doesn’t provide information about actual total expected rate

Stock Valuation
Key Differences b/w Bonds and Stocks

	Points of Difference
	Stocks 
	Bonds 

	Voice in Management 
	Yes 
	No 

	Voting Rights 
	Yes 
	No 

	Maturity 
	Not Defined 
	Defined 

	Return 
	Dividend 
	Fixed Interest Payment 

	Claims on Assets/ Income on Liquidation 
	Less Preference 
	Preference 


Types of Stock

1. Preferred Stock is a type of stock that promises a (usually) fixed dividend, but at 
the discretion of the board of directors. It is known as Hybrid or Quasi security because it has characteristics of both bonds and stocks
Characteristics of Preferred Stock

· No voting rights
· Preference over common stock in the payment of dividends
· Preference over common stock in claims on assets.

2. Common stock represents a residual ownership position in the corporation.

Characteristics of Common Stock

· Voting rights (Proxy and Proxy Fight)
· Less preference in case of distribution of income 
· Less preference in case of claims on assets.
· Dividends on the discretion of the BODs.

Stock Valuation

Value of any asset is the present value of cash flows expected from it
Preferred Stock Valuation

Formula:

Vp = Dp / rp
P for preferred stock

Vp= Value /  Price of P. Stock

Dp = Dividend on P. Stock

rp = Required rate of return on P. Stock
Common Stock Valuation

The basic dividend valuation model adjusted for the future stock sale.
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n: The year in which the firm’s shares are expected to be sold.
V: The expected share price in year n. 
It is determined through three different models:

1. Constant Growth Model:

The constant growth model assumes that dividends will grow forever at the rate g.
P0 = D1 / (rs-g)

D1: Dividend paid at time 1.
g :  The constant growth rate.
rs:  Investor’s required return.
2. Zero Growth Model
     The zero growth model assumes that dividends will grow forever at the rate g = 0

P0 = D0 / rs
D1: Dividend paid at time 0.
rs:  Investor’s required return.
Variable Growth Model

The growth phase’s model/variable growth model assumes that dividends for each share will grow at two or more different growth rates.
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Risk and Return

The basic premise of investment is risk and return. Investment – Money spent with the intention of getting more in future

1. Return = Amt Received – Amt Invested

2. Rate of return = Amt Received – Amt Invested
                      Amt Invested

Defining Return

Income received on an investment plus any change in market price, usually expressed as a percent of the beginning market price of the investment.

Expected Return

Expected rate of return on an asset is the weighted average of possible outcomes on an investment, with weights being probabilities

R = r1P1 + r2P2+…..+rnPn

Determining Expected Return 
r = ∑ ( ri )( Pi )

r is the expected return for the asset,

ri is the return for the ith possibility,

Pi is the probability of that return occurring,

n is the total number of possibilities.

How to Determine the Expected Return and Standard Deviation

Stock BW
   

               Ri
          Pi 
     (Ri)(Pi)



-.15
       .10
     -.015

 


-.03
       .20 
     -.006




.09
       .40 
      .036




.21 
       .20 
      .042




.33
       .10 
      .033




Sum
     1.00
      .090


Defining Risk
· What rate of return do you expect on your investment (savings) this year?
· What rate will you actually earn?

· Does it matter if it is a bank CD or a share of stock?
Standalone Risk
The Probability that the actual return would be different from expected return
                                                        .
δ =  /  ∑ ( Ri - R )2( Pi )

Standard Deviation, δ, is a statistical measure of the variability of a distribution around its mean. It is the square root of variance.

How to Determine the Expected Return and Standard Deviation

Stock BW
   

              Ri

Pi 
    (Ri)(Pi)
      (Ri - R )2(Pi)


-.15
       .10
     -.015

  .00576


-.03
       .20 
     -.006

  .00288


.09
       .40 
      .036

  .00000


.21 
       .20 
      .042

  .00288


.33
       .10 
      .033

  .00576


Sum
     1.00
      .090

  .01728

Determining Standard Deviation (Risk Measure)

                                                          .
δ =  /  ∑ ( Ri - R )2( Pi )

                                      .        


δ =   / .01728

δ =    .1315 or 13.15%
Coefficient of Variation

The ratio of the standard deviation of a distribution to the mean of that distribution. It is a measure of RELATIVE risk.

CV = δ / R
CV of BW  = .1315 / .09 = 1.46

Risk Attitudes

Certainty Equivalent (CE) is the amount of cash someone would require with certainty at a point in time to make the individual indifferent between that certain amount and an amount expected to be received with risk at the same point in time.

· Certainty equivalent > Expected value - Risk Preference

· Certainty equivalent = Expected value - Risk Indifference

· Certainty equivalent < Expected value - Risk Aversion

Most individuals are Risk Averse.

Risk Attitude Example

You have the choice between (1) a guaranteed rupee reward or (2) a coin-flip gamble of Rs.100,000 (50% chance) or Rs.0 (50% chance).  The expected value of the gamble is Rs.50,000.

· Mariam requires a guaranteed Rs.25,000, or more, to call off the gamble.

· Ali is just as happy to take Rs.50,000 or take the risky gamble.

· Sameer requires at least Rs.52,000 to call off the gamble.

Portfolio Risk & Return

“Don’t Put all your eggs in one basket”

Portfolio is a group of two or more stocks

Expected return on a Portfolio 

Expected return on a portfolio is the weighted average of expected return on individual asset in a portfolio, with weights being fraction of wealth invested in each asset
Determining PortfolioExpected Return

rP = ∑ ( Wj )( rj )

rP is the expected return for the portfolio,

Wj is the weight (investment proportion) for the jth asset in the portfolio,

rj is the expected return of the jth asset,

m is the total number of assets in the portfolio.

Risk of a Portfolio

Determining Portfolio Standard Deviation
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Wj is the weight (investment proportion) for the jth asset in the portfolio,

Wk is the weight (investment proportion) for the kth asset in the portfolio,

δ jk is the covariance between returns for the jth and kth assets in the portfolio.

Correlation Coefficient

A standardized statistical measure of the linear relationship between two variables.The tendency of two variables to move together is called correlation and is represented by greek letter ρ 

The range is from -1.0 to + 1.0

-1.0 (perfect negative correlation) 

0 (no correlation) 

+1.0 (perfect positive correlation)

· Average Correlation of two randomly selected stocks is 0.6

· Normally Range is +0.5 to 0.7

· Adding more stocks to portfolio, risk keeps declining

According to a study;

· Single asset investment standard deviation is 35% 

· Market portfolio standard deviation is 20%

Determining Portfolio Standard Deviation

Two-asset portfolio:

                     Col 1
                    Col 2

Row 1
WBW WBW δBW,BW   
WBW WD δBW,D
Row 2
   WD WBW δD,BW                               WD WD δD,D

This represents the variance - covariance matrix for the two-asset portfolio.

Types of Risk:

Total Risk = Systematic Risk + Unsystematic Risk

· Systematic Risk is the variability of return on stocks or portfolios associated with changes in return on the market as a whole.

· Unsystematic Risk is the variability of return on stocks or portfolios not explained by general market movements.  It is avoidable through diversification.
What is Beta?

· An index of systematic risk.

· It measures the sensitivity of a stock’s returns to changes in returns on the market portfolio.

· β measures the tendency of the stock to move up and down with the changes in market

Characteristic Lines and Different Betas

· If β= 1.0 it shows the security is as risky as the entire market, it is the betaof an average security

· If β= 0.5 it shows the security is half as risky as an average security

· If β= 2.0 it shows the security is twice as risky as an average security

Beta of a Portfolio

The average beta of the security in a market is in the range of 0.5-1.5. The portfolio consists of low beta securities itself will have a lower portfolio beta.

The beta of a portfolio is the weighted average of  beta of its individual securities

βp = w1b1+w2b2+…..+wnbn

Capital Asset Pricing Model (CAPM)

CAPM is a model that describes the relationship between risk and expected (required) return; in this model, a security’s expected (required) return is the risk-free rate plus a premium based on the systematic risk of the security.
CAPM Assumptions

· Capital markets are efficient.

· Homogeneous investor expectations over a given period.

· Risk-free asset return is certain (use short- to intermediate-term Treasuries as a proxy).

· Market portfolio contains only  systematic risk (use S&P 500 Index or similar as a proxy).
Security Market Line

Rj = Rf +βj (RM – Rf)
Rj is the required rate of return for stock j,

Rf is the risk-free rate of return,

β j is the beta of stock j (measures systematic risk of stock j),

RM is the expected return for the market portfolio.
Determination of the Required Rate of Return

Lisa Miller at Basket Wonders is attempting to determine the rate of return required by their stock investors.  Lisa is using a 6% Rf and a long-term market expected rate of return of 10%.  A stock analyst following the firm has calculated that the firm beta is 1.2.  What is the required rate of return on the stock of Basket Wonders?

RBW = Rf + β j(RM - Rf)

RBW = 6% + 1.2(10% - 6%)

RBW = 10.8%

The required rate of return exceeds the market rate of return as BW’s beta exceeds the market beta (1.0).

Underpriced

When the offer price is lower than the price of the first trade, the stock is considered to be underpriced.

Overpriced

When the offer price is greater than the price of the first trade, the stock is considered to be overpriced.
Cost of Capital of the Firm

Cost of Capital is the required rate of return on the various types of financing.  The overall cost of capital is a weighted average of the individual required rates of return (costs).

When we say that the required return on an investment is, say, 10% we mean that the investment will have a positive NPV only if its return exceeds 10%. Alternatively, the firm must earn 10% on the investment just to compensate its investors for the use of the capital needed to finance the project. Thus, 10% is the cost of capital associated with the investment.

While evaluating a risk-free project, we look at the capital markets and observe the current rate offered by risk-free investments. Use this rate to discount the project’s cash flows. So the cost of capital here is the risk-free rate.

If the project is risky, then required return is obviously higher. In other words, the cost of capital for a risky project is greater than the risk free rate, and the appropriate discount rate would exceed the risk free rate. So we can use the terms required return, appropriate discount rate and cost of capital interchangeably.

The cost of the capital associated with an investment depends on the risk of that investment. Thus, it is the use of money, not the source of money that matters. We know that a firm’s overall cost of capital will reflect the required return on the firm’s assets as a whole. Given that a firms uses both debt and equity capital, this overall cost of capital will be a mixture of the returns needed to compensate its creditors and stockholders. Cost of capital will reflect:

· Cost of equity capital

· Cost of debt capital
Market Value of Long-Term Financing

Type of Financing
   
Mkt Val
 Weight

Long-Term Debt   
            Rs.    35M
   35%

Preferred Stock

Rs.    15M
   15%

Common Stock Equity            Rs.    50M
   50%
                                                Rs.  100M
 100%

Cost of Debt

Cost of Debt is the required rate of return on investment of the lenders of a company kite.

ri = rd ( 1 - T )

Determination of the Cost of Debt

Assume that Basket Wonders (BW) has Rs. 1,000 par value zero-coupon bonds outstanding.  BW bonds are currently trading at Rs. 385.54 with 10 years to maturity.  BW tax bracket is 40%.

 (1 + rd)10  = Rs. 1,000 / Rs. 385.54 = 2.5938

(1 + rd)
= (2.5938) (1/10) = 1.1 

 rd = .1 or 10% 
Finding after tax cost of capital:

ri 
= 10% ( 1 - .40 )

ri 
= 6%

Cost of Preferred Stock

Cost of Preferred Stock is the required rate of return on investment of the preferred shareholders of the company.

rP = DP / Vp

Determination of the Cost of Preferred Stock

Assume that Basket Wonders (BW) has preferred stock outstanding with par value of Rs. 100, dividend per share of Rs. 6.30, and a current market value of Rs. 70 per share.
rP = Rs. 6.30 / Rs. 70

rP = 9%
Cost of Equity Approaches

· Dividend Discount Model

· Capital-Asset Pricing 
Model

· Before-Tax Cost of Debt plus Risk Premium
Dividend Discount Model

The cost of equity capital, re, is the discount rate that equates the present value of all expected future dividends with the current market price of the stock.
Constant Growth Model

The constant dividend growth assumption reduces the model to:

re = ( D1 / P0 ) + g
Assumes that dividends will grow at the constant rate “g” forever.

Determination of the Cost of Equity Capital

Assume that Basket Wonders (BW) has common stock outstanding with a current market value of Rs. 64.80 per share, current dividend of Rs. 3 per share, and a dividend growth rate of 8% forever.

re 
= ( D1 / P0 ) + g

re 
= (Rs. 3(1.08) / Rs. 64.80) + .08

re 
= .05 + .08 = .13 or 13%

Capital Asset Pricing Model

The cost of equity capital, re, is equated to the required rate of return in market equilibrium.  The risk-return relationship is described by the Security Market Line (SML).

re  = Rj = Rf + (Rm - Rf)βj

Assume that Basket Wonders (BW) has a company beta of 1.25.  Research by Julie Miller suggests that the risk-free rate is 4% and the expected return on the market is 11.2% 

re  
= Rf + (Rm - Rf)βj 

              = 4% + (11.2% - 4%)1.25

re  
= 4% + 9% = 13%

Before-Tax Cost of Debt Plus Risk Premium

The cost of equity capital, re, is the sum of the before-tax cost of debt and a risk premium in expected return for common stock over debt.  

re  = rd + Risk Premium*

Risk premium is not the same as CAPM risk premium

Determination of the Cost of Equity
Assume that Basket Wonders (BW) typically adds a 3% premium to the before-tax cost of debt. 

re  
= rd + Risk Premium

              = 10% + 3%

re  
= 13%

Weighted Average Cost of Capital (WACC)

Cost of Capital = ∑ rx(Wx)

WACC = .35(6%) + .15(9%) + .50(13%)

WACC = .021 + .0135 + .065 = .0995 or 9.95%

Limitations of the WACC

· Weighting System

· Marginal Capital Costs

· Capital Raised in Different Proportions than WACC

· Flotation Costs are the costs associated with issuing securities such as underwriting, legal, listing, and printing fees.

Capital Budgeting
When an initial assessment about whether or not the project should be undertaken. We will focus on a process of setting up a discounted cash flow analysis. While evaluating a proposed investment, special attention is paid to the relevance of the information available for decision making

Project Cash Flows

To evaluate a proposed investment, we must consider the changes in the firm’s cash flows and then decide whether or not they add value to the firm. The first step is, thus, to decide which cash flows are relevant and which are not

Relevant Cash Flows

A relevant cash flow for a project is a change in the firm’s overall future cash flow that comes about as direct consequence of the decision to take the investment. Since the relevant cash flows are defined in terms of changes in, or increments to, the firm’s existing cash flow, they are called the incremental cash flows associated with the project

Incremental Cash Flows

The incremental cash flows for project evaluation consist of any and all changes in the firm’s future cash flows that are a direct consequence of taking the project.

The Stand-Alone Principle

The assumption that evaluation of a project may be based on the project’s incremental cash flows. Analysis of the project as a “minifirm” with its own future revenues and costs, its own assets and its own cash flows

Incremental Cash Flows

It seems easy enough to decide whether a cash flow is incremental or not. Even so there are situations where mistakes are easy to make.

Sunk Costs

A cost that has already been incurred and cannot be recouped and therefore should not be considered in an investment decision e.g. a consultant’s fee for evaluating the option of launching a new product
Opportunity Costs

The most valuable alternative that is given up if a particular investment is undertaken e.g. option of selling a piece of land (bought years ago) at market rates instead of establishing a school upon it. 
What is Capital Budgeting?

The process of identifying, analyzing, and selecting investment projects whose returns (cash flows) are expected to extend beyond one year.

The Capital Budgeting Process

· Generate investment proposals consistent with the firm’s strategic objectives.

· Estimate after-tax incremental operating cash flows for the investment projects.

· Evaluate project incremental cash flows.

· The Capital Budgeting Process

· Select projects based on a value-maximizing acceptance criterion.

· Reevaluate implemented investment projects continually and perform postaudits for completed projects.

Classification of Investment Project Proposals

· New products or expansion of existing products

· Replacement of existing equipment or buildings

· Research and development

· Exploration

· Other (e.g., safety or pollution related)

Project Evaluation:  Alternative Methods

1. Payback Period (PBP)

2. Discounted Payback Period (DPP)

3. Net Present Value (NPV)

4. Internal Rate of Return (IRR)

5. Modified Internal Rate of Return (MIRR)

6. Profitability Index (PI)
Proposed Project Data

Mariam is evaluating a new project for her firm, Basket Wonders (BW).  She has determined that the after-tax cash flows for the project will be Rs.10,000; Rs.12,000; Rs.15,000; Rs.10,000; and Rs.7,000, respectively, for each of the Years 1 through 5.  The initial cash outlay will be Rs.40,000.

Independent -- A project whose acceptance (or rejection) does not prevent the acceptance of other projects under consideration.

Mutually Exclusive -- A project whose acceptance precludes the acceptance of one or more alternative projects. 

Payback Period (PBP)

PBP is the period of time required for the cumulative expected cash flows from an investment project to equal the initial cash outflow. The period in which the project initial investment will be back

Payback Solution

PBP 
= 3 + ( 3K ) / 10K = 3.3 Years
Note:  Take absolute value of last negative cumulative cash flow value.

PBP Acceptance Criterion

Should this project be accepted?

Yes!  The firm will receive back the initial cash outlay in less than 3.5 years.  [3.3 Years < 3.5 Year Max.] The management of Basket Wonders has set a maximum PBP of 3.5 years for projects of this type.

PBP Strengths and Weaknesses

Strengths:

· Easy to use and understand

· Can be used as a measure of liquidity

· Easier to forecast ST than LT flows

Weaknesses:

· Does not account for TVM



· Does not consider cash flows beyond the PBP


· Cutoff period is subjective

Net Present Value (NPV)

NPV is the present value of an investment project’s net cash flows minus the project’s initial cash outflow.

 NPV Solution

Basket Wonders has determined that the appropriate discount rate (r) for this project is 13%.

NPV = Rs.10,000(PVIF13%,1) + Rs.12,000(PVIF13%,2) + Rs.15,000(PVIF13%,3) + Rs.10,000(PVIF13%,4) + 
Rs.  7,000(PVIF13%,5) - Rs.40,000
NPV = Rs.10,000(.885) + Rs.12,000(.783) + Rs.15,000(.693) + Rs.10,000(.613) + 

Rs.  7,000(.543) - Rs.40,000
NPV = Rs.8,850 + Rs.9,396 + Rs.10,395 + Rs.6,130 + Rs.3,801 - Rs.40,000 

        =   - Rs.1,428
NPV Acceptance Criterion

Should this project be accepted?

No!  The NPV is negative.  This means that the project is reducing shareholder wealth.  [Reject as NPV < 0 ] 
NPV Strengths and Weaknesses

Strengths:

· Cash flows assumed to be reinvested at the hurdle rate.

· Accounts for TVM.

· Considers all cash flows.

Weaknesses:

· May not include managerial options embedded in the project.  

Internal Rate of Return (IRR)

IRR is the discount rate that equates the present value of the future net cash flows from an investment project with the project’s initial cash outflow.

 IRR Solution

· Find the interest rate (IRR) that causes the discounted cash flows to equal Rs. 40,000.

· IRR Solution (Try 15%)

· IRR Solution (Try 10%)

· We use hit and trail method until we get the rate at which NPV = 0

IRR Acceptance Criterion

Should this project be accepted? No!  The firm will receive 11.57% for each dollar invested in this project at a cost of 15%.  [ IRR < Hurdle Rate ] The management of Basket Wonders has determined that the discount rate is 15% for projects of this type.

IRR Strengths and Weaknesses

Strengths:        

· Accounts for TVM

· Considers all cash flows

· Less subjectivity

Weaknesses: 

· Assumes all cash flows reinvested at 
the IRR


· Difficulties with project rankings and Multiple IRRs
Multiple IRR Problem
Two!!  There are as many potential IRRs as there are sign changes. Let us assume the following cash flow pattern for a project for Years 0 to 4:

-$100  +$100  +$900  -$1,000

How many potential IRRs could this project have? In that case we use MIRR
Modified Internal Rate of Return (MIRR)

When IRR fails and there are non-normal cash flows then we use a modified technique Called as MIRR

Steps:
· Plot timeline separately for Cash inflows and outflows

· Discount all cash outflows to present value at r

· Compound all cash inflows to Future value at r

· Use the formula to get the answer

MIRR Acceptance Criterion

No!  The MIRR is less than discount rate.  This means that the project is not profitable.  [Reject as MIRR < r]

Profitability Index (PI)

PI is the ratio of the present value of a project’s future net cash flows to the project’s initial cash outflow.

PI Acceptance Criterion

Should this project be accepted? No!  The PI is less than 1.00.  This
 means that the project is not profitable.  [Reject as PI < 1.00 ]

PI Strengths and Weaknesses

Strengths:

· Same as NPV

· Allows comparison of 
different scale 
projects

Weaknesses:

· Same as NPV

· Provides only relative profitability

Potential Problems Under Mutual Exclusivity

· Scale of Investment

· Cash-flow Pattern

· Project Life

· Ranking of project proposals may create contradictory results.

A.  Scale Differences

Compare a small (S) and a large (L) project.

S               100%       Rs.231      3.31

L                 25%      Rs. 29,132   1.29

Calculate the PBP, IRR, NPV@10%, and PI@10%.

Which project is preferred?  Why?

B.  Cash Flow Pattern

Let us compare a decreasing cash-flow (D) project and an increasing cash-flow (I) project.
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Project 
    IRR        NPV          PI
D            23%       Rs. 198        1.17
I             17%       Rs. 198        1.17

Calculate the IRR, NPV@10%, 
and PI@10%.

Which project is preferred? 

C.  Project Life Differences

Let us compare a long life (X) project and a short life (Y) project.

Project              IRR          NPV          PI
X                       50%       Rs. 1,536        2.54

Y                     100%       Rs.    818        1.82

Calculate the PBP, IRR, NPV@10%, and PI@10%.

Cash Management and Cash Budget
Cash – Most liquid and non earning asset

The basic aim of cash management is to have minimum amount of cash on hand but at the same time have enough cash to maintain the credit ratings, take advantage of trade discounts and to fulfill the sudden cash outflow

Cash Management System
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Speeding Up Cash Receipts

· Speed up preparing and mailing the invoice

· Accelerate the mailing of payments from customers

· Reduce the time during which payments received by the firm remain uncollected

Collection Float
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Collection Float: total time between the mailing
of the check by the customer and the availability
of cash to the receiving firm.




Mail Float
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Processing Float

[image: image35.png]- '~ —|
Tl 5 FIRST NAIDNAL B AN
o0 o0 5a_rron amors B
Firm Firm
receives check deposits check

Processing Float: time it takes a company

to process the check internally.




Availability Float
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Deposit Float
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Lockbox System

Lockbox

A post office box maintained by a firm’s bank that is used as a receiving point for customer remittances.

Lockbox Process

· Customers are instructed to mail their remittances to the lockbox location.

· Bank picks up remittances several times daily from the lockbox.

· Bank deposits remittances in the customers account and provides a deposit slip with a list of payments.

· Company receives the list and any additional mailed items.

Cash Budget

· Cash budget is a schedule showing projected cash inflows and cash outflows over a time

· It is a primary cash planning tool and it shows surplus and deficits over a period of time
Mirco drive’s sales in the months of May and June have been Rs. 200 million and Rs. 250 Million respectively. Company expects that sales in the month of July till September would be:

July               August         September

Rs. 300m        Rs. 400 m        Rs.500 m

Company gives credit to its customers for 90 days. Normally 20% of the sales are paid in the month  of sale, 70% of the sales are paid during the month immediately following the month of sale, and the remaining 10% of the sales are paid in the second month following the month of sale

Costs average 70% of the sales price of the finished product. These cost payments are made in the month of sale of finished goods

Company also makes several other payments and these payments are added under the title of ‘other payments’. These other payments are expected to be Rs. 55m, Rs. 70m and Rs. 85m in the month of July, August and September respectively. Apart from these company expects to pay taxes of Rs. 30m in the month of September. Company also wants to maintain a target  cash balance of Rs. 10 m all the time and at the moment (at the start of July) the company has cash Rs. 15 million

Keeping these projections in view, prepare a cash budget for the month of July, August and September for the Micro Drive. Also show what would be the surpluses or shortfalls in these months.
Steps:

The company estimates the sales for each period  during the planning period
When will the sales actually generate cash?
(Sales made for credit do not produce immediate cash inflows, and the cash budget must take these delays into account and customers’ payment habits tend to remain the same over time)

The company use the projected sales and payment pattern to prepare the cash inflows.
The firm makes a schedule of disbursements
Finally, complete the cash budget, the projected cash inflows and disbursements will be brought together with the cash available at the beginning of the period.

Cash Budget Format
	
	May 
	June 
	July 
	August 
	September 

	Sales 
	
	
	
	
	

	Collections
	
	
	
	
	

	Payments
	
	
	
	
	

	Net Gain or Loss 
	
	
	
	
	

	Cash at beginning of the month 
	
	
	
	
	

	Cumulative cash 
	
	
	
	
	

	Target Cash Balance 
	
	
	
	
	

	Deficits/Surplus 
	
	
	
	
	


Financial Statement Analysis

The comprehensive analysis of the financial position of the company is done through analyzing and using the financial statements.

Examples of External Uses of Statement Analysis
· Trade Creditors -- Focus on the liquidity of the firm.

· Bondholders -- Focus on the long-term cash flow of the firm.

· Shareholders -- Focus on the profitability and long-term health of the firm.

Examples of Internal Uses of Statement Analysis

· Plan -- Focus on assessing the current financial position and evaluating potential firm opportunities.

· Control -- Focus on return on investment for various assets and asset efficiency.

· Understand -- Focus on understanding how suppliers of funds analyze the firm.

Framework for Financial Analysis

· Analytical Tools Used

· Sources and Uses Statement

· Statement of Cash Flows

· Cash Budgets
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A Financial Manager must consider all three jointly when determining the financing needs of the firm.

Financial Ratio Analysis

A Financial Ratio is an index that relates two accounting numbers and is obtained by dividing one number by the other.

Use of Financial Ratios

· Types of Comparisons

· Internal Comparisons

· External Comparisons

What are the five major categories of ratios, and what questions do they answer?

· Liquidity: Can we make required payments in the short run?

· Asset management: right amount of assets vs. sales?

· Debt management, leverage: Right mix of debt and equity?

· Profitability: Do sales prices exceed unit costs, and are sales high enough as reflected in PM, ROE, and ROA?

· Market value: Do investors like what they see as reflected in P/E and M/B ratios?
External Comparisons and Sources of Industry Ratios

· This involves comparing the ratios of one firm with those of similar firms or with industry averages.

· Similarity is important as one should compare “apples to apples.”

Ratio Analysis

	Current Ratio:

Definition:

Indicator of a firm's ability to meet short-term financial obligations, it is the ratio of current assets to current liabilities. Also known as "liquidity ratio", "cash asset ratio" and "cash ratio". 

Formula:

Current ratio = Current Assets

                                Current Liabilities

Interpretation: 
The higher the current ratio, the more capable the company is of paying its obligations. Though every industry has its range of acceptable current-ratios, a ratio of 2:1 is considered desirable in most sectors. Since inventory is included in current assets, acid test ratio is a more suitable measure where salability of inventory is questionable. A ratio under 1 suggests that the company would be unable to pay off its obligations if they came due at that point. While this shows the company is not in good financial health, it does not necessarily mean that it will go bankrupt - as there are many ways to access financing - but it is definitely not a good sign. The current ratio can give a sense of the efficiency of a company's operating cycle or its ability to turn its product into cash. 

	Quick Ratio:

Definition:

The ratio of current assets less inventories to total current liabilities. This ratio is the most stringent measure of how well the company is covering its short-term obligations, since the ratio only considers that part of current assets which can be turned into cash immediately. The ratio tells creditors how much of the company's short term debt can be met by selling all the company's liquid assets at very short notice. Also known as the "acid-test ratio" or the "quick assets ratio". 
Formula:

Quick Ratio =  Current Assets – Inventories

                Current Liabilities

Interpretation:

The higher the quick ratio, the better the position of the company. The quick ratio is more conservative than the current ratio, a more well-known liquidity measure, because it excludes inventory from current assets. Inventory is excluded because some companies have difficulty turning their inventory into cash. In the event that short-term obligations need to be paid off immediately, there are situations in which the current ratio would overestimate a company's short-term financial strength. 

	

	Inventory Turnover:

Definition:

A ratio showing how many times a company's inventory is sold and replaced over a period. 

The ratio of a company's annual sales to its inventory; or equivalently, the fraction of a year that an average item remains in inventory. 
Formula:

Inventory Turnover = Cost of Goods sold

                                                                                 Average Inventory

Interpretation:
Low turnover is a sign of inefficiency, since inventory usually has a rate of return of zero. This ratio can be compared against industry averages. A low turnover implies poor sales and, therefore, excess inventory. A high ratio implies either strong sales or ineffective buying. High inventory levels are unhealthy because they represent an investment with a rate of return of zero. It also opens the company up to trouble should prices begin to fall. 



	Average Collection Period:

Definition:

The average time period for which receivables are outstanding. Equal to accounts receivable divided by average daily sales. It is also known as collection ratio. It is an approximate amount of time that it takes for a business to receive payments owed, in terms of receivables, from its customers and clients. 

Formula:

Average Collection Period =  Account Receivables

                                                                                     Credit Sales /Days

Interpretation:

Due to the size of transactions, most businesses allow customers to purchase goods or services via credit, but one of the problems with extending credit is not knowing when the customer will make cash payments. Therefore, possessing a lower average collection period is seen as optimal, because this means that it does not take a company very long to turn its receivables into cash. Ultimately, every business needs cash to pay off its own expenses such as operating and administrative expenses. 

It also indicates the effectiveness of credit and collection policies of the business. This ratio also determines if the credit terms are realistic. The Days in the Period is the number of days in the measurement period, normally 365. Average Accounts Receivable is the average of the opening and closing balances of Accounts Receivable for the measurement period. 

	Fixed Asset Turnover:

Definition:

Measure of the productivity of a firm, it indicates the amount of sales generated by each amount spent on fixed assets, and the amount of fixed assets required to generate a specific level of revenue. Changes in this ratio over time reflect whether or not the firm is becoming more efficient in the use of its fixed assets.

Formula: 

Fixed Asset Turnover =          Net Sales                            .

                                                                   Net propert, Plant and Equipment

Interpretation:

The higher the ratio, the better, because a high ratio indicates the business has less money tied up in fixed assets for each rupees or dollar of sales revenue. A declining ratio may indicate that the business is over-invested in plant, equipment, or other fixed assets. It indicates how well the business is using its fixed assets to generate sales.

Many financial analysts claim that such a ratio is inconclusive: companies do not generally cite or reference these figures. Fixed asset turnover is similar to asset turnover. It is a narrower measure and measures how effectively sales are generated by fixed asset investments and ignores current assets. It is most likely to be useful in a capital intensive industry. This ratio is often used as a measure in manufacturing industries, where major purchases are made to help increase output. 



	Total Asset Turnover:

	Definition:

Net sales divided by total assets. This is a measure of how well assets are being used to produce revenue. It is also known as asset turnover. The total assets turnover ratio measures the use of all assets in terms of sales, by comparing sales with net total assets
Formula:

Asset Turnover =         Net Sales              .

                                                                         Average Total Assets

	Interpretation:

Asset turnover is a financial ratio that measures the efficiency of a company's use of its assets in generating sales revenue or sales income to the company. The asset turnover ratio simply compares the turnover with the assets that the business has used to generate that turnover. It describes how well the company uses its assets to generate revenue. 

Debt Ratio:

Definition:

A ratio that indicates what proportion of debt a company has relative to its assets. The measure gives an idea to the leverage of the company along with the potential risks the company faces in terms of its debt-load.

Formula:

Debt Ratio = Total Liabilities

                     Total Assets


Interpretation:

A debt ratio of greater than 1 indicates that a company has more debt than assets; meanwhile, a debt ratio of less than 1 indicates that a company has more assets than debt. The debt ratio can help investors determine a company's level of risk. This tells how much the company relies on debt to finance assets. When calculating this ratio, it is conventional to consider both current and non-current debt and assets. In general, the lower the company's reliance on debt for asset formation, the less risky the company is since excessive debt can lead to a very heavy interest and principal repayment burden. 

	Debt-to-Equity:

Definition

A measure of a company's financial leverage. Debt/equity ratio is equal to  debt divided by common shareholders' equity. It indicates what proportion of equity and debt the company is using to finance its assets.

Formula:

Debt to Equity = Total Liabilities

                                 Shareholder’s Equity 

Interpretation:

Investing in a company with a higher debt/equity ratio may be riskier, especially in times of rising interest rates, due to the additional interest that has to be paid out for the debt.  A high debt/equity ratio generally means that a company has been aggressive in financing its growth with debt. This can result in volatile earnings as a result of the additional interest expense.  The debt/equity ratio also depends on the industry in which the company operates.

	Times Interest Earned:

Definition:

	A measure of the creditworthiness of a company. A metric used to measure a company's ability to meet its debt obligations. It is calculated by taking a company's earnings before interest and taxes (EBIT) and dividing it by the total interest payable on bonds and other contractual debt. It is usually quoted as a ratio and indicates how many times a company can cover its interest charges on a pretax basis. Also referred to as "interest coverage ratio".

Formula:

Time interest Earned =     EBIT                 .

                                          Financial expenses

Interpretation:

Ensuring interest payments to debt holders and preventing bankruptcy depends mainly on a company's ability to sustain earnings. However, a high ratio can indicate that a company has an undesirable lack of debt or is paying down too much debt with earnings that could be used for other projects. The rationale is that a company would yield greater returns by investing its earnings into other projects and borrowing at a lower cost of capital than what it is currently paying for its current debt to meet its debt obligations.



	Gross Profit Margin:

Definition:

The gross profit margin ratio tells us the profit a business makes on its cost of sales, or cost of goods sold. What remains from sales after a company pays out the cost of goods sold. To obtain gross profit margin, divide gross profit by sales. Gross profit margin is expressed as a percentage.

Formula:

Gross Profit Margin = Gross Profit x 100

                     Sales

Interpretation:

Gross profit is the profit company earn before it take off any administration costs, selling costs and so on. So company should have a much higher gross profit margin than net profit margin. If a company's raw materials and factory wages go up a lot, the gross profit margin will go down unless the business increases its selling prices at the same time. The gross profit margin is used to analyze how efficiently a company is using its raw materials, labor and manufacturing-related fixed assets to generate profits. 

Operating Profit Margin:

Definition:

Operating profit margin indicates how effective a company is at controlling the costs and expenses associated with their normal business operations. Operating profit for a certain period divided by revenues for that period

Formula:

Operating Profit Margin = Operating profit x 100

                             Sales
Interpretation:
A company's operating income figure is often the preferred metric of investment analysts, versus its net income figure, for making inter-company comparisons and financial projections. By subtracting selling, general and administrative or operating, expenses from a company's gross profit number, we get operating income. Management has much more control over operating expenses than its cost of sales outlays. Thus, investors need to scrutinize the operating profit margin carefully. Positive and negative trends in this ratio are, for the most part, directly attributable to management decisions.


Net Profit Margin:

Definition:

Net profit divided by net revenues, often expressed as a percentage. This number is an indication of how effective a company is at cost control and how much income generated through sales.
Formula:

Net profit Margin = Net profit After Tax  x 100

         Sales

Interpretation:

The higher the net profit margin is, the more effective the company is at converting revenue into actual profit. The net profit margin is a good way of comparing companies in the same industry, since such companies are generally subject to similar business conditions. However, the net profit margins are also a good way to compare companies in different industries in order to gauge which industries are relatively more profitable. It is also called as net margin. It allows investors to take a comprehensive look at a company's profit margins on a systematic basis. 

	

	Return on Total Assets:

Definition:

A measure of a company's profitability, equal to a fiscal year's earnings divided by its total assets, expressed as a percentage. This ratio indicates how profitable a company is relative to its total assets. The return on assets (ROA) ratio illustrates how well management is employing the company's total assets to make a profit. 


Formula:

ROA = Net income

                               Average Total Assets

	Interpretation:

The higher the return, the more efficient management is in utilizing its asset base. ROA tells you what earnings were generated from invested capital (assets).  The assets of the company are comprised of both debt and equity. Both of these types of financing are used to fund the operations of the company. The ROA figure gives investors an idea of how effectively the company is converting the money it has to invest into net income. The higher the ROA number, the better, because the company is earning more money on less investment

Return on Equity:

	

	Definition:

It is used as a general indication of the company's efficiency; in other words, how much profit it is able to generate given the resources provided by its stockholders. 

Formula:

ROE = Net Income

                                           Average Shareholder’s Equity

Interpretation:

This ratio indicates how profitable a company is by comparing its net income to its average shareholders' equity. The return on equity ratio (ROE) measures how much the shareholders earned for their investment in the company. The higher the ratio percentage, the more efficient management is in utilizing its equity base and the better return is to investors. Investors usually look for companies with returns on equity that are high and growing. 
Earnings Per Share:

Definition

The portion of a company's profit allocated to each outstanding share of common stock. Earnings per share serve as an indicator of a company's profitability. Total earnings divided by the number of shares outstanding
Formula:

Earnings per share = Net Income – Dividends on preferred Stock

                         Average Outstanding Shares

Interpretation:

Companies often use a weighted average of shares outstanding over the reporting term. EPS can be calculated for the previous year, for the current year, or for the coming year.

	An important aspect of EPS that's often ignored is the capital that is required to generate the earnings (net income) in the calculation. Two companies could generate the same EPS number, but one could do so with less equity (investment) - that company would be more efficient at using its capital to generate income and, all other things being equal would be a "better" company. Investors also need to be aware of earnings manipulation that will affect the quality of the earnings number. It is important not to rely on any one financial measure, but to use it in conjunction with statement analysis and other measures.
Price/Earnings Ratio:

Definition:

A valuation ratio of a company's current share price compared to its per-share earnings. The most common measure of how expensive a stock is. The P/E ratio is equal to a stock's market capitalization divided by its after-tax earnings over a 12-month period, usually the trailing period but occasionally the current or forward period. The value is the same whether the calculation is done for the whole company or on a per-share basis.

Formula:

Price/Earnings ratio = Market Value per Share

                                 Earnings per share

Interpretation:

Also sometimes known as "price multiple" or "earnings multiple".  In general, a high P/E suggests that investors are expecting higher earnings growth in the future compared to companies with a lower P/E. However, the P/E ratio doesn't tell us the whole story by itself. It's usually more useful to compare the P/E ratios of one company to other companies in the same industry, to the market in general or against the company's own historical P/E. It would not be useful for investors using the P/E ratio as a basis for their investment to compare the P/E of a technology company (high P/E) to a utility company (low P/E) as each industry has much different growth prospects.

Dupont analysis:

Definition:

DuPont analysis tells us that ROE & ROA is affected by three things: 

· Operating efficiency, which is measured by profit margin

· Asset use efficiency, which is measured by total asset turnover

· Financial leverage, which is measured by the equity multiplier



	Formula:

ROA =  Net Profit After Tax    x      Sales

                                Sales                        Total Assets

ROE = Net Profit After Tax   x     Total Assets

                                     Total Assets              Stockholder’s Equity
Interpretation:

It is believed that measuring assets at gross book value removes the incentive to avoid investing in new assets. New asset avoidance can occur as financial accounting depreciation methods artificially produce lower ROEs in the initial years that an asset is placed into service. If ROE is unsatisfactory, the Dupont analysis helps locate the part of the business that is underperforming. 


Common-size Analysis

An analysis of percentage financial statements where all balance sheet items are divided by total assets and all income statement items are divided by net sales or revenues.

Index Analyses

An analysis of percentage financial statements where all balance sheet or income statement figures for a base year equal 100.0 (percent) and subsequent financial statement items are expressed as percentages of their values in the base year.

Dividend Policy

· The firm uses earnings plus the additional financing that the increased equity can support to finance any expected positive-NPV projects.

· Any unused earnings are paid out in the form of dividends.  This describes a passive dividend policy.

Relevance of Dividends

· Uncertainty surrounding future company profitability leads certain investors to prefer the certainty of current dividends.

· Investors prefer “large” dividends.

· Investors do not like to manufacture “homemade” dividends, but prefer the company to distribute them directly.
· Capital gains taxes are deferred until the actual sale of stock.  This creates a timing option.
· Capital gains are preferred to dividends, everything else equal.  Thus, high dividend-yielding stocks should sell at a discount to generate a higher before-tax rate of return.
· Certain institutional investors pay no tax.

Other Dividend Issues

· Flotation costs

· Transaction costs and divisibility of securities

· Institutional restrictions

· Financial signaling

· Empirical Testing of Dividend Policy

· Tax Effect

Dividends are taxed more heavily than capital gains, so before-tax returns should be higher for high-dividend-paying firms.

Empirical results are mixed -- recently the evidence is largely consistent with dividend neutrality.
Financial Signaling

· Expect that increases (decreases) in dividends lead to positive (negative) excess stock returns.

· Empirical results are consistent with these expectations.

Implications for Corporate Policy

· Establish a policy that will maximize shareholder wealth.

· Distribute excess funds to shareholders and stabilize the absolute amount of dividends if necessary (passive).

· Payouts greater than excess funds should occur only in an environment that has a net preference for dividends.
· There is a positive value associated with a modest dividend.  Could be due to institutional restrictions or signaling effects.

· Dividends in excess of the passive policy does not appear to lead to share price improvement because of taxes and flotation costs.

Factors Influencing Dividend Policy

· Capital Impairment Rule -- many states prohibit the payment of dividends if these dividends damage “capital” (usually either par value of common stock or par plus additional paid-in capital).

· Incorporation in some states allows a firm to use the “fair value,” rather than “book value,” of its assets when judging whether a dividend impairs “capital.”
· Insolvency Rule -- some states prohibit the payment of cash dividends if the company is insolvent under either a “fair market valuation” or “equitable” sense.

· Undue Retention of Earnings Rule -- prohibits the undue retention of earnings in excess of the present and future investment needs of the firm.

Dividend Stability

Valuation of Dividend Stability

· Information content -- management may be able to affect the expectations of investors through the informational content of dividends.  A stable dividend suggests that the company expects stable or growing dividends in the future.

· Current income desires -- some investors who desire a specific periodic income will prefer a company with stable dividends to one with unstable dividends.

· Institutional considerations -- a stable dividend may permit certain institutional investors to buy the common stock as they meet the requirements to be placed on the organizations “approved list.”

Types of Dividends

Extra dividend

A nonrecurring dividend paid to shareholders in addition to the regular dividend.  It is brought about by special circumstances.

Stock Dividends and Stock Splits

a. Small-percentage stock dividends
b. Typically less than 25% of previously outstanding common stock.

Assume a company with 400,000 shares of $5 par common stock outstanding pays a 5%  stock dividend.  The pre-dividend market value is $40.  How does this impact the shareholders’ equity accounts?

B/S Changes for the Small-Percentage Stock Dividend

$800,000 ($5 x 20,000 new shares) transferred (on paper) “out of” retained earnings.

$100,000 transferred “into” common stock account.

$700,000 ($800,000 - $100,000) transferred “into” additional paid-in-capital.

“Total shareholders’ equity” remains unchanged at $10 million.

Small-Percentage Stock Dividends

Before 5% Stock Dividend

Common stock 

($5 par; 400,000 shares)

$  2,000,000

Additional paid-in capital

1,000,000

Retained earnings


7,000,000
Total shareholders’ equity

$10,000,000

After 5% Stock Dividend

Common stock 

($5 par; 420,000 shares)

$  2,100,000

Additional paid-in capital

1,700,000

Retained earnings


6,200,000
Total shareholders’ equity

$10,000,000

Assume that investor SP owns 10,000 shares and the firm earned $2.50 per share.

Total earnings = $2.50 x 10,000 = $25,000.

After the 5% dividend, investor SP owns 10,500 shares and the same proportionate earnings of $25,000.

EPS is then reduced to $2.38 per share because of the stock dividend ($25,000 / 10,500 shares = $2.38 EPS).

Stock Dividends and Stock Splits

· Typically 20% or greater of previously outstanding common stock.

· The material effect on the market price per share causes the transaction to be accounted for differently.  Reclassification is limited to the par value of additional shares rather than pre-stock-dividend value of additional shares.

Assume a company with 400,000 shares of $5 par common stock outstanding pays a 100%  stock dividend.  The pre-stock-dividend market value per share is $40.  How does this impact the shareholders’ equity accounts?

B/S Changes for the Large-Percentage Stock Dividend

$2 million ($5 x 400,000 new shares) transferred (on paper) “out of” retained earnings.

$2 million transferred “into” common stock account.

Large-Percentage Stock Dividends

Before 100% Stock Dividend

Common stock 

($5 par; 400,000 shares)

$  2,000,000

Additional paid-in capital

 1,000,000

Retained earnings


 7,000,000
Total shareholders’ equity

$10,000,000

After 100% Stock Dividend

Common stock 

($5 par; 800,000 shares)

$  4,000,000

Additional paid-in capital

1,000,000

Retained earnings


5,000,000
Total shareholders’ equity

$10,000,000

· Similar economic consequences as a 100% stock dividend.

· Primarily used to move the stock into a more popular trading range and increase share demand.

Stock Splits

Before 2-for-1 Stock Split

Common stock 

($5 par; 400,000 shares)

$  2,000,000

Additional paid-in capital

1,000,000

Retained earnings


7,000,000
Total shareholders’ equity

$10,000,000

After 2-for-1 Stock Split

Common stock 

($2.50 par; 800,000 shares)

$  2,000,000

Additional paid-in capital

1,000,000

Retained earnings


7,000,000
Total shareholders’ equity

$10,000,000

Reverse Stock Splits

Before 1-for-4 Stock Split

Common stock 

($5 par; 400,000 shares)

$  2,000,000

Additional paid-in capital

1,000,000

Retained earnings


7,000,000
Total shareholders’ equity

$10,000,000

After 1-for-4 Stock Split

Common stock 

($20 par; 100,000 shares)

$  2,000,000

Additional paid-in capital

1,000,000

Retained earnings


7,000,000
Total shareholders’ equity

$10,000,000

Stock Repurchase

Reasons for stock repurchase:

· Available for management stock-option plans

· Available for the acquisition of other companies

· “Go private” by repurchasing all shares from outside stockholders

· To permanently retire the shares

Methods of Repurchase

· Fixed-price self-tender offer -- An offer by a firm to repurchase some of its own shares, typically at a set price.

· Dutch auction self-tender offer -- A buyer (seller) seeks bids within a specified price range, usually for a large block of stock or bonds.  After evaluating the range of bid prices received, the buyer (seller) accepts the lowest price that will allow it to acquire (dispose of) the entire block.

· Open-market purchase -- A company repurchases its stock through a brokerage house on the secondary market.

Financing Decision

· It possesses capital structure or dividend policy motivations.

· For example, a repurchase immediately changes the debt-to-equity ratio (higher financial leverage).

Possible Signaling Effect

· Repurchases have a positive signaling effect.

· For example, if the stock is undervalued management may tender for shares at a “premium.”  This signals that the share prices are undervalued.

· Dutch-auction self-tenders have less signaling power likely due to a smaller tender premium.

· Open-market purchases have only a modest positive signaling effect likely due to many programs being instituted after significant share price declines.

Administrative Considerations:  Procedural Aspects

· Record Date -- The date, set by the board of directors when a dividend is declared, on which an investor must be a shareholder of record to be entitled to the upcoming dividend.

· The board of directors met on May 8th to declare a dividend payable to shareholders on June 15th  to the shareholders of record on May 31st.

· Ex-dividend Date -- The first date on which a stock purchaser is no longer entitled to the recently declared dividend. The buyer and seller of the shares have several days to settle (pay for the shares or deliver the shares).  The brokerage industry has a rule that new shareholders are entitled to dividends only if they purchase the stock at least two business days prior to the record date.

· Declaration Date -- The date that the board of directors announces the amount and date of the next dividend.

· Payment Date -- The date when the corporation actually pays the declared dividend.

Dividend Reinvestment Plans

· The firm can use existing stock.  A trustee (e.g., a bank) purchases the stock on the open market and credits current shareholders with the new shares.

· The firm can issue new stock.  This method raises “new” funds for the firm.  The plan essentially reduces the effective dividend-payout ratio.

· Some plans offer discounts and eliminate brokerage costs for current shareholders.

Capital Structure Determination

Total Value Principle:  Modigliani and Miller (M&M)

· Advocate that the relationship between financial leverage and the cost of capital is explained by the NOI approach.

· Provide behavioral justification for a constant ro over the entire range of financial leverage possibilities.

· Total risk for all security holders of the firm is not altered by the capital structure.

· Therefore, the total value of the firm is not altered by the firm’s financing mix.

· M&M assume an absence of taxes and market imperfections.

· Investors can substitute personal for corporate financial leverage.
Arbitrage and Total Market Value of the Firm

Arbitrage -- Finding two assets that are essentially the same and buying the cheaper and selling the more expensive. 

Market Imperfections and Incentive Issues

· Agency costs 

· Debt and the incentive to manage efficiently

· Institutional restrictions

· Transaction costs

· Agency Costs

Monitoring includes bonding of agents, auditing financial statements, and explicitly restricting management decisions or actions.Costs are borne by shareholders (Jensen & Meckling).

Monitoring costs, lire bankruptcy costs, tend to rise at an increasing rate with financial leverage.

The adjusted M&M proposition suggests an optimal strategy is to tear on the maximum amount of financial leverage.

Financial Signaling

· Informational Asymmetry is based on the idea that insiders (managers) know something about the firm that outsiders (security holders) do not.

· Changing the capital structure to include more debt conveys that the firm’s stock price is undervalued.

· This is a valid signal because of the possibility of bankruptcy.

The Capital Markets
Deja Vu All Over Again

· Capital Market -- The market for relatively long-term (greater than one year original maturity) financial instruments. 

· Primary Market -- A market where new securities are bought and sold for the first time (a “new issues” market).

· Secondary Market -- A market for existing (used) securities rather than new issues.

Public Issue

· Securities are sold to hundreds, and often thousands, of investors under a formal contract overseen by federal and state regulatory authorities.

· When a company issues securities to the general public, it is usually uses the services of an investment banker.

Investment Banker

· Investment banker receives an underwriting spread when acting as a middleman in bringing together providers and consumers of investment capital.

· Underwriting spread -- the difference between the price the investment bankers pay for the security and the price at which the security is resold to the public.
· Thus, the services can be provided at a lower cost to the firm than the firm can perform the same services internally.

Three primary means companies use to offer securities to the general public:

· Traditional (firm commitment) underwriting

· Best efforts offering

· Shelf registration

Traditional Underwriting

· If the security issue does not sell well, either because of an adverse turn in the market or because it is overpriced, the underwriter, not the company, takes the loss.

· The issuing company specifies the date that sealed bids will be received.

· Competing syndicates submit bids.

· The syndicate with the highest bid wins the security issue.
· The issuing company selects an investment banking firm and works directly with the firm to determine the essential features of the issue.

· Together they discuss and negotiate a price for the security and the timing of the issue.

· Depending on the size of the issue, the investment banker may invite other firms to join in sharing the risk and selling the issue.
· Generally used in corporate stock and most corporate bond issues.

Shelf Registration:  Flotation Costs and Other Advantages

· This competition reduces underwriting spreads.

· The total fixed costs (legal and administrative) of successive public debt issues are lower with a single shelf registration than with a series of traditional registrations.

· The amount of “free” advice available from underwriters is less than before shelf registration was an alternative to firms.

Privileged Subscription

Terms specify:  

· the number of rights required to subscribe for an additional share of stock

· the subscription price per share

· the expiration date of the offering

Subscription Rights

· Generally, the subscription period is three weeks or less.

· The shareholder can then purchase 7 shares (use 70 rights) and still retain the 7 remaining rights.  Thus, the shareholder needs to purchase an additional 3 rights.

Value of Rights

· A right allows you to buy new stock at a discount that typically ranges between 10 to 20 percent from the current market price.

· The market value of a right is a function of:

· the market price of the stock

· the subscription price

· the number of rights required to purchase an additional share of stock

Standby Arrangement

· Fee often composed of a flat fee and an additional fee for each unsold share of stock.

· The greater the risk of an unsuccessful rights offering, the more desirable a standby arrangement.

Oversubscription Privilege

· For example, shareholders subscribe for 450,000 shares of a 500,000-share rights offering.  Let us assume that some shareholders would like more shares and oversubscribe by 80,000 shares.  

· As a result, each shareholder oversubscribing receives 5/8ths (50,000 / 80,000) of a share for each share oversubscribed.

Privileged Subscription versus Underwritten Issue

· Investors are familiar with the firm’s operations when using a rights offering.

· The principal sales tool is a discounted price (rights offering) and the investment banking organization (underwriting).

· A disadvantage of a rights offering is that the shares will be sold at a lower price.

· There is greater dilution with a rights offering which many firms attempt to avoid.

· There is a wider distribution of shares with a public offering.

Regulation of Security Offerings -- Federal

Securities Exchange Act of 1934 -- Regulates the secondary market for long-term securities -- the securities exchanges and the over-the-counter market.

Part 1:  Prospectus -- Discloses information about the issuing company and its new offering and is distributed to investors.

Part 2:
Additional information required by the SEC that is not part of the printed prospectus.

Red Herring

· SEC reviews the registration statement to see that all the required information is presented and that it is not misleading.

· Deficiencies are communicated in a comment letter.

· Once the SEC is satisfied, it approves the registration.  If not, it issues a stop order.

· Registration statements become effective on the 20th day after filing (or on the 20th day after filing the last amendment).

· The SEC, at its discretion, can advance the date.  Typical time from filing to approval is 40 days.

· A shelf registration allows a company to register with the SEC “in advance” of a security offering.

· The company can sell “off the shelf” by filing a simple amendment and having the SEC accelerate the “normal” 20-day waiting period accorded amendments.

· Typically, the waiting period following this simple amendment is only a day or two.

Includes the company’s name, a brief description of the security, the offering price, and the names of the investment bankers in the underwriting syndicate. Individual states have security commissions that regulate securities in their states. These laws are particularly important when a security issue is sold entirely to people within the state and may not be subject to SEC regulation. Important if the SEC provides only limited review. States vary on the strictness of their regulation.

Private Placement

· Eliminates the underwriting function of the investment banker.

· The dominant private placement lender in this group is the life-insurance category (pension funds and bank trust departments are very active as well).

Private Placement Features

· Allows the firm to raise funds more quickly.

· Eliminates risks with respect to timing.

· Eliminates SEC regulation of the security.

· Terms can be tailored to meet the needs of the borrower.

· Flexibility in borrowing smaller amounts more frequently rather than a single large amount.

Private Placement and Other Developments

· Qualified Institutional Buyers (QIBs) -- Eligible purchasers, by SEC Rule 144a, of previous securities from a private placement without having to go through a public market registration.

· Underwritten Rule 144a Private Placement – The issuer sells its securities initially to an investment bank that resells them to the same institutional buyers that are candidates for a regular private placement.  Often includes registration rights.

Initial Financing -- Venture Capital

· Wealthy investors and financial institutions are the primary providers of funds for a new enterprise (usually common stock).

· Rule 144 and the 1933 Act require privately placed securities to be held for at least two years or be registered before they can be resold. 

· Letter stock * -- Privately placed common stock that cannot be immediately resold.

Initial Financing -- Initial Public Offerings

· Often prompted by venture capitalists who wish to realize a cash return on their investment.

· Founders of the firm may wish to go through an IPO to establish a value for their company.

· There exists greater price uncertainty with an IPO than with other new public stock issues.

Signaling Effects

· Negative stock price reaction to common stock or convertible issues.

· Straight debt and preferred stock do not tend to show statistically significant effects.

Possible Explanations for Price Reactions

· Asymmetric (Unequal) Information

· Potential investors have less information than management (particularly for common stock).

· Exchanges of different types of securities show that increases (decreases) in financial leverage are associated with positive (negative) abnormal returns.

The Secondary Market

· Purchases and sales of existing stocks and bonds occur in the secondary market.

· Transactions in the secondary market do not provide additional funds to the firm.

· The secondary market increases the liquidity of securities outstanding and lowers the required returns of investors.

· Composed of organized exchanges like the New York Stock Exchange and American Stock Exchange plus the over-the-counter (OTC) market.

Long-Term Debt, Preferred Stock, and Common Stock

Types of Long-Term Debt Instruments

· Investors look to the earning power of the firm as their primary security.

· Investors receive some protection by the restrictions imposed in the bond indenture, particularly any negative-pledge clause.

· A negative-pledge clause precludes the corporation from pledging any of its assets (not already pledged) to other creditors. 

In this case, subordinated debenture holders rank behind debenture holders but ahead of preferred and common stockholders in the event of liquidation. Frequently, the security is convertible into common stock to lower the yield required by subordinated debenture holders (often less than regular debentures). Frequently, there is a cumulative feature, which provides that any unpaid interest in a particular year accumulates.  The cumulative obligation is usually limited to no more than three years.

The bonds are unpopular with investors (usually limited to reorganizations), but are still senior to preferred and common shareholders in the event of liquidation.

· These are bonds with a rating of Ba (Moody's) or lower.

· Principal investors are pension funds, high-yield bond mutual funds, and some individual investors.

· Liquidity varies depending on investor sentiments.

The issue is secured by a claim on specific assets of the corporation.
Asset Securitization

· Purpose:  To reduce financing costs

· Firm picks assets to “package” and use cash flows

· Assets removed from the balance sheet and sold to bankruptcy-remote entity (special-purpose vehicle -- SPV)

· SPV raises money by selling asset-backed securities

Retirement of Bonds

· The corporation makes a cash payment to the trustee, which calls the bonds.

· The corporation purchases bonds in the open market and delivers them to the trustee.

Sinking Fund and the Retirement of Bonds

· When bonds are called for redemption, the bondholders will receive the sinking-fund call price.

· The bonds are called on a lottery basis (by their serial numbers) and published in periodicals like The Wall Street Journal.

· Bonds should be purchased in the open market if the market price is less than the sinking-fund call price.

· Volatility in interest rates or a decline in the credit quality of the firm could lower the market price of the bond and enhance the value to the firm of having this option. Bondholders may benefit from the orderly retirement of debt (amortization effect), which reduces the default risk of the firm and adds liquidity to bonds outstanding. Many bond issues are designed to have a larger final payment to pay off the debt.

For example, a corporation may undertake a $10 million, 15-year bond issue.  The firm is obligated to make $500,000 sinking-fund payments in the 5th through 14th years.  The final balloon payment in the 15th year would be for the remaining $5 million of bonds. 

Serial Bonds

For example, a $10 million issue of serial bonds might have $500,000 of predetermined bonds maturing each year for 20 years.

Investors are able to choose the maturity that best fits their needs (wider investor appeal).

Call Provision

Not all bonds are callable.  In periods of low interest (hence, low coupon) rates, firms are more likely to issue noncallable bonds.

When a bond is callable, the call price is usually above the par value of the bond and often decreases over time.

Call Price

For example, the call price for the first year might equal the bond par value plus one-year’s interest.

According to when they can be exercised, call provisions can be either immediate or deferred.

The call provision provides financing flexibility for the firm as conditions change.

Preferred Stock and Its Features

· Basic Terms 

· Par Value


· Dividend Rate

· Maturity

Cumulative Dividends Feature

For example, if the board of directors omits a $6 preferred dividend for two years, it must pay preferred shareholders $12 per share ($100 par value) before any dividend can be paid to common shareholders.

The corporation does not have to make up the dividend even if it is profitable, as long as the firm has no plans to pay dividends to common shareholders.

Participating Feature

· Preferred stockholders have a prior claim on income and an opportunity for additional return if the dividends to common stockholders exceed a certain amount.

· A 6% participating preferred issue ($100 par) allows holders to share equally in any dividend in excess of $6.  A $7 common dividend results in an extra $1 dividend to the participating preferred shareholders.

Voting Rights in Special Situations

· Preferred stockholders are not normally given a voice in management unless the company is unable to pay preferred stock dividends during a specified period.

· If such a situation presents itself, the class of preferred stockholders would be entitled to elect a specified number of directors.

· Any situation in which the company defaults under restrictions in the agreement (similar to bond indenture) may lead to voting power for preferred shareholders.

· Preferred shareholders cannot force the immediate repayment of obligations (like debt obligations).

Retirement of Preferred Stock

· Call Provision -- almost all issues carry a call provision because of the infinite maturity.  It is often a cheaper method of retirement than open market purchases, inviting tenders, or an exchange of securities.

· Sinking Fund -- like bonds, many preferred issues provide for this method of retirement.

· Conversion -- certain issues are convertible into common stock at the option of the preferred stockholder.  Used most frequently in the acquisition of other companies (the transaction is not taxable to the shareholders of the acquired firm).

Use of Preferred Stock in Financing

· The corporate issuer uses irregularly because the preferred dividend is not tax deductible.  Utilities use more frequently as the preferred dividend can be accounted for when setting customer rates.

· The corporate investor is attracted to preferred stock as generally 70% of dividends can be excluded from taxes.

· Flexibility in paying dividends and an infinite maturity (similar to a perpetual loan) are significant advantages to the corporate issuer.  

· The after-tax cost of preferred financing is greater than that of long-term debt financing to the corporate issuer.

Types of Common Stock Value

· It is merely a recorded figure in the corporate charter and is of little economic consequence.

· Stock should never be issued below par value as shareholders would be legally liable for any discount from par if the firm is liquidated.

· Common stock that is authorized without par value  (no-par stock) is carried on the books at the original market price or at some assigned (or stated) value.

· The difference between the issuing price and the par or stated value is additional paid-in capital.

Example of Value

FunFinMan, Inc.

Common stock                                                            $   100,000

 ($1 par value; 100,000 shares issued and outstanding)



Additional paid-in capital


     400,000

Retained earnings



     650,000
Total shareholders’ equity


$1,150,000

The par value of FunFinMan, Inc., is $1 per share.  This value is not likely to change over time from normal day-to-day operations.

Liquidating Value (per share) -- The value per share if the firm’s assets are sold separately from the operating organization.

This value may be less (or greater) than book value.  Rarely are the two values identical.

Example of Book Value (per share)

FunFinMan, Inc.

Common stock ($1 par value; 100,000 

shares issued and outstanding)

$   100,000

Additional paid-in capital


     400,000

Retained earnings



     650,000
Total shareholders’ equity


$1,150,000
The book value (per share) of FunFinMan, Inc., is determined by dividing total shareholders’ equity ($1,150,000) by the shares outstanding (100,000), which yields a book value of $11.50 per share.  This value is not likely to change over time from normal day-to-day operations.

· This value is usually greater than book value (per share), but can occasionally be less than book value (per share) for firms that have been, are or expected to be in financial difficulties.  Rarely are the two values identical.

· Market value (per share) may be difficult to obtain from thinly traded securities.

· Typically, the shares of new companies are traded in the over-the-counter (OTC) market, where dealers maintain an inventory of the stock to provide additional liquidity. 

Right to Income -- entitled to share in the earnings of the company only if cash dividends are paid (via approval by the board of directors).
Right to Purchase New Shares (Maybe) -- the corporate charter of state statute may provide current shareholders with a preemptive right, which requires that these shareholders be first offered any new issue of common stock or an issue that can be converted into common stock.
· Voting Rights -- because the shareholders are owners of the firm, they are entitled to elect the board of directors.

· SEC regulates the solicitation of proxies and requires companies to disseminate information to their shareholders through proxy mailings.

· Most shareholders, if satisfied with company performance, sign proxies in behalf of management.

Voting Procedures

· Majority-rule voting -- a method of electing corporate directors, where each common share held carries one vote for each director position that is open; also called statutory voting.

· Cumulative voting -- a method of electing corporate directors, where each common share held carries as many votes as there are directors to be elected and each shareholder may accumulate these votes and cast them in any fashion for one or more particular directors.

· Under majority-rule voting:  You may cast 100 votes (1 per share) for each of the 9 director positions open for a maximum of 100 votes per position.

· Under cumulative voting:  You may cast 900 votes (100 votes x 9 positions) for a single position or divide the votes amongst the 9 open positions in any manner you desire.

Minimum Votes to Elect a Director -- Cumulative

For example, to elect 3 directors out of 9 director positions at FunFinMan, Inc., (100,000 voting shares outstanding) would require 30,001 voting shares.

(100,000 shares) x (3 directors) 
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· Notice that slightly over 30% of total voting shares are necessary to guarantee the election of  three of the nine director positions -- less than a majority.

· Management can reduce the influence of minority shareholders by reducing the number of directors or staggering the election terms of directors so fewer positions are open at each vote.

· Reducing the number of directors up for election from 9 to 4 would increase the votes necessary to elect 3 directors to 60,001 shares (twice as many)!

Dual-Class Common Stock

· This is used to retain control for founders, management, or some other specific group.

· For example, 80,000 shares of Class A at $20/share and 200,000 shares of Class B at $2/share.  Class A puts up 80% of the funds, but Class B has over 70% of the votes.  

· Usually Class B takes a lower claim to dividends and assets than Class A for this voting control.

Overview of the Working Capital Management

Working Capital Concepts

· Net Working Capital

Current Assets - Current Liabilities.

· Gross Working Capital

The firm’s investment in current assets.

· Working Capital Management


The administration of the firm’s current assets and the financing needed to support 
current assets.

Significance of Working Capital Management

· In a typical manufacturing firm, current assets exceed one-half of total assets.

· Excessive levels can result in a substandard Return on Investment (ROI).

· Current liabilities are the principal source of external financing for small firms.

· Requires continuous, day-to-day managerial supervision.

· Working capital management affects the company’s risk, return, and share price.

Working Capital Issues
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Impact on Liquidity
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Impact on Expected Profitability
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Impact on Risk
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Summary of the Optimal Amount of Current Assets

SUMMARY OF OPTIMAL CURRENT ASSET ANALYSIS
Policy

Liquidity 
Profitability
       Risk 

A

   High
                     Low
       Low

B

Average
      Average
    Average

C

   Low

         High
       High

1. 1.   Profitability varies inversely with   liquidity.

2. Profitability moves together with risk. (risk and return go hand in hand!)

Classifications of Working Capital

· Components 

Cash, marketable securities, receivables, and inventory

· Time

· Permanent

· Temporary

Permanent Working Capital

The amount of current assets required to meet a firm’s long-term minimum needs.
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Temporary Working Capital

The amount of current assets that varies with seasonal requirements.
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Financing Current Assets:  Short-Term and Long-Term Mix

· Spontaneous Financing:  Trade credit, and other payables and accruals, that arise spontaneously in the firm’s day-to-day operations.

· Based on policies regarding payment for purchases, labor, taxes, and other expenses.

· We are concerned with managing non-spontaneous financing of assets.

Hedging (or Maturity Matching) Approach

A method of financing where each asset would be offset with a financing instrument of the same approximate maturity.
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Hedging (or Maturity Matching) Approach

*Less amount financed spontaneously by payables and accruals.

**  In addition to spontaneous financing (payables and accruals).
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Financing Needs and the Hedging Approach

· Fixed assets and the non-seasonal portion of current assets are financed with long-term debt and equity (long-term profitability of assets to cover the long-term financing costs of the firm).

· Seasonal needs are financed with short-term loans (under normal operations sufficient cash flow is expected to cover the short-term financing cost).

Self-Liquidating Nature  of Short-Term Loans

· Seasonal orders require the purchase of inventory beyond current levels.

· Increased inventory is used to meet the increased demand for the final product.

· Sales become receivables.

· Receivables are collected and become cash.

· The resulting cash funds can be used to pay off the seasonal short-term loan and cover associated long-term financing costs.

Risks vs. Costs Trade-Off (Conservative Approach)

· Long-Term Financing Benefits

· Less worry in refinancing short-term obligations

· Less uncertainty regarding future interest costs

· Short-Term Financing Risks

· Borrowing more than what is necessary

· Borrowing at a higher overall cost (usually)

· Result

· Manager accepts less expected profits in exchange for taking less risk.

Risks vs. Costs Trade-Off (Conservative Approach)

Firm can reduce risks associated with short-term borrowing by using a larger proportion of long-term financing.
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Comparison with an Aggressive Approach

· Short-Term Financing Benefits

· Financing long-term needs with a lower interest cost than short-term debt

· Borrowing only what is necessary

· Short-Term Financing Risks

· Refinancing short-term obligations in the future

· Uncertain future interest costs

· Result

· Manager accepts greater expected profits in exchange for taking greater risk.

Risks vs. Costs Trade-Off (Aggressive Approach)

Firm increases risks associated with short-term borrowing by using a larger proportion of short-term financing.
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Summary of Short- vs. Long-Term Financing

[image: image51.jpg]Financing
Maturity

SHORT-TERM
(Temporary)

SHORT-TERM

Moderate
Risk-Profitability

LONG-TERM
(Permanent)

High
Risk-Profitability

LONG-TERM

Moderate
Risk-Profitability





Combining Liability Structure and Current Asset Decisions

· The level of current assets and the method of financing those assets are interdependent.

· A conservative policy of “high” levels of current assets allows a more aggressive method of financing current assets.

· A conservative method of financing


(all-equity) allows an aggressive policy  of “low” levels of current assets.
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