
CORPORATE FINANCE:

AN INTRODUCTORY COURSE


DISCUSSION NOTES


MODULE #1

COURSE INTRODUCTION

NOTE TO THE READER: Reading these discussion notes should not be viewed as a substitute for attending class and carefully taking your own notes.  These discussion notes represent an annotated outline of the material presented in class.  While the notes are designed to cover most of the highlights of a given class, many of the more subtle points are "fleshed out" in the discussion as the result of questions that come up in class, or alternative ways that I find to explain the materials in "real time."  Typically, additional examples will be covered in class.  On the other hand, these notes may contain materials that I consider basic; some of the following discussion has not been formally covered in class. In combination, carefully reading the chapters, reviewing your own class notes, reviewing these discussion notes, and working and understanding the assigned problems and cases should provide you with an in-depth understanding of the materials in Corporate Financial Management.  Good luck!

I.  COURSE OVERVIEW--PURPOSE AND FOCUS
A.  Carefully review syllabus, i.e., course objectives, learning goals, course prerequisites, course materials, library materials, course policies, grading guidelines, review sessions, and the course schedule/assignments.

B.  Use the balance sheet framework and a valuation framework to explain where we are going in MBAC 6060.  The major topical coverage in financial management is the following:

1) Financial Analysis and Planning,

2) Capital Budgeting--The Long-Term Investment Decisions,

3) Capital Markets, Risk Versus Return, and Asset Pricing,

4) Capital Structure--The Financing Decisions, and we often highlight
5) Working Capital Management--The Short-Term (Current) Decisions

Briefly elaborate on these topics in the context of the Balance Sheet Equation.   

Assets = Liabilities + Equity.

In finance, we generally think of the value of assets, liabilities, and equity accounts based upon market values, not necessarily accounting (historical) values.  Therefore, it is necessary to understand how the market prices both real and financial assets.  To develop this understanding, we must understand how to measure risk; all other things equal, the higher the risk the lower the market value.  Initially, we will implicitly consider risk without formally measuring it.  Later, we will develop both a measure for risk and an equation that relates the measured risk to required returns and, ultimately, to prices.

Back to the balance sheet format:

Assets = B (for bonds) + S (for stock).





Assets

 =

B  +  S






Real Assets
 =

Financial Assets 



(tangible & intangible)


(paper assets)

$ Market Value =

$ Market Value

Discuss tangible (bricks and mortar) and intangible (human capital, reputation based, or perhaps an existing competitive advantage) assets. 
II.  CORPORATE FINANCE DECISIONS
· Financial Analysis and Planning:
In this section we assess the strengths and weaknesses of the firm via the Statement of Cash Flow, financial ratio analysis, and common sized financial statements.  We will look at the time-series performance of the firm, or trend analysis, and compare the firm to appropriate comparable firms.  Finally, using the best available information, along with the firm’s goals and strategies, we will project financial statements into the future, or pro forma statements, to evaluate the consequences and feasibility of the firm’s goals and strategies.  If the goals and strategies do not seem financially viable, we must cycle back and revise the firm’s goals and strategies, e.g., the firm’s sales growth rate objective.  Important outcomes of this analysis will be forecasts of cash flows expected by the firm and a forecast of the required additional external financing.

· Capital Budgeting:

These decisions involve what long-term assets (fixed assets) the firm should acquire.  Using our balance sheet model, these are “left-hand side” decisions.  These decisions are the "investment" decisions.  They determine the future generation of cash.
In order to make these decisions, as well as the other basic finance decisions, an "objective function" must be specified for the financial manager.  By an objective function, I mean “what the manager wants to accomplish.”  We then turn this objective into "rules" that the manager should follow in deciding what assets to acquire.  We discuss possible rules for the financial manager below.

To be properly made, the capital budgeting decision requires estimating the future cash flows that an asset will generate; either through revenue enhancement, cost reduction, or both.  Once these future cash flows are estimated, we must place a value upon them, i.e., how much would we pay to receive this stream of cash flows?

We will see that the value of any real asset, real or financial, is a function of three factors:

· The size of the future cash flows,

· The timing of these cash flows, and

· The risk of these cash flows.

Value = f (size, timing, and risk of cash flows).  (f(.) means “is a function of.”)
How would you predict that asset value would be influenced by these three factors, one-by-one?  A preliminary answer to this question relies on common sense.  We would expect an asset to be more valuable, everything else equal (ceteris paribus) if 

· its future cash flows are larger, 

· its future cash flows occur sooner, and 

· its future cash flows are less risky.  

A more complete or precise answer will take some development.  We will devote a large portion of our efforts in the class on assessing these factors.  See below for a sneak peek.

Note that finance is preoccupied with cash flows, not accounting numbers, e.g., earnings per share.  Cash is the life-blood of the firm!  It takes cash to pay bills, make investments, pay off creditors, and distribute dividends.  Cash makes the world go around!  Everybody likes cash.  This is not to say that accounting numbers are not valuable in making some decisions.  Over the next few lectures and assignments, we will gain practice in determining and estimating cash flows.

Once we determine what an asset is worth to the firm (i.e., its value) we simply compare this value to what the asset costs.  If the asset is worth more than it costs, the firm should acquire the asset.  Note, this is the definition of creating value.  If the asset is worth less than it costs, the firm should reject the opportunity to acquire the asset.

The size and composition of the firm's long-term asset base are determined by capital budgeting decisions. 

For capital-intensive businesses, the capital budgeting decisions are usually the most important decisions that the firm makes, whether the firm is a "mom and pop" machine tool manufacturer or a gigantic multinational corporation.  A liberal interpretation of the term “capital budgeting” extends this conclusion to all businesses.

· Capital Markets and Risk Versus Return:
A key issue in finance is the study of risk.  First, how do we measure risk?  The answer to this question is not straightforward.  Once we understand how to measure risk, the next question is how expected returns are related to risk.  This relationship gives rise to asset pricing models.  We need a model of asset pricing to determine the rates of (expected) return investors require in order for them to be willing to hold (purchase) risky assets.  Since this “compensation for risk” from the investor’s perspective is a cost from the firm’s perspective we will also need such a model in order to design a firm’s capital structure (see below).

· Capital Structure:
These decisions involve the right-hand side of the firm's balance sheet, i.e., how the firm structures its sources of financing.  These decisions are the "financing" decisions.  These decisions include how much money the firm should borrow from its bank, whether to borrow short-term or long-term, whether to sell bonds, preferred stock, how much equity to issue, etc.  The general goal is to sell securities, debt and equity, that are worth more to the buyer than their cost to the firm.  The task is how to blend the "portfolio" of debt and equity securities together that has the lowest possible "cost" to the firm.  (Define a portfolio -- a portfolio is a collection of assets.  The assets can be real or financial assets, so the idea of thinking of the firm as a portfolio of assets extends to the left-hand side of the balance sheet as well.)

The sources of funds that reside on the right-hand side of the balance sheet are financial securities.  The value of these financial securities is determined by the cash flows generated by the "real assets" that reside on the left-hand side of the balance sheet.  Let's consider two examples.

Why would a banker lend a firm money?  The banker lends a firm money when he/she believes the firm will repay the loan plus adequate interest to make the loan "profitable" for the bank.  Where does the money to repay the loan come from?  It is generated by revenues from sale of goods or services generated by the "real assets" on the left-hand side of the balance sheet combined with operating decisions and the talents of the employees of the firm.  These employees truly are "assets" of the firm.  However, they are not listed with the assets shown on the balance sheet.  This omission is one of many reasons that the book value of assets doesn’t equal the market value of assets.

Similarly, why would an investor buy stock in a firm?  A rational investor must expect to realize more from future dividends and/or selling the stock than the original cost of the stock.  To buy stock without this expectation would not make sense for any "rational" human being.  Of course, expectations are not always realized.  The stock price will not likely increase in value unless the firm manages its "real assets (i.e., the left-hand side assets)" effectively so that they generate more cash than their initial cost.

The "dividend decision" the firm makes, how much to pay out to shareholders, is part of the financing decision.  All else equal, the more generous the firm's dividend policy, the more funds must be raised by retaining earnings, selling bonds, or issuing stock.

Financial assets, e.g., loans, bonds, preferred stock, and common stock, are considered to be "contingent claims."  They are called contingent claims because the financial asset derives its value from its claim on the cash flows generated by the real assets on the left-hand side of the balance sheet, i.e., it is contingent upon the real assets.  Without real assets backing, the financial assets, the financial assets are merely "pieces of paper," i.e., they are worthless.  The real value of the firm is determined by the ability of the real assets to generate cash flows, along with the risk of those cash flows.

[Consider the Chapter 1 diagram in Ross, Westerfield, Jaffe (See footnote #1) that expresses the value of debt and equity as a function of terminal firm value for a one-period firm.  In this context, discuss the term "contingent claim."]

Since the valuation of financial assets also is determined by cash flows and risk, the financial manager must also understand how financial securities are valued in the marketplace.

· Working Capital Management 
The working capital management decision is actually just a subset of the investment and financing decisions of the firm.  Working capital management involves the management of the current assets and current liabilities of the firm.  For example, how much cash should the firm hold, what credit policies should the firm adopt, or how much inventory should be maintained?  Working capital management decisions also affect the accounts payable balance, i.e., how much trade credit should the firm use, wage payments, and tax payments.  

Again, working capital management involves short-term assets and short-term liabilities and the management of the level of these accounts.  Net working capital refers to the difference between current assets and current liabilities, or

Net Working Capital = Current Assets - Current Liabilities.
The larger the net working capital balance, the more the firm has to raise in terms of long-term financing, e.g., bonds and stock, in order to finance this balance.  

Refer to the balance sheet representation of net working capital and financing the difference through long-term sources.

III.   CORPORATE FINANCE OBJECTIVES
It is useful to think of managers as agents, i.e., they are the agents for the owners of the firm.  Agents make decisions for principals.  Managers specialize in decision-making.

Correspondingly, think of stockholders as principals, i.e., they are the "owners" of the firm.  Stockholders specialize in risk bearing through their ownership of the "residual claims" of the cash flows of the firm, or the common stock.  Stockholders are "residual owners" in that they get paid last, i.e., after the other claims against the firm's cash flows are paid off, e.g., suppliers, the bank loans, the bondholders, and the preferred stockholders.

Keep in mind that the shareholders "own" the firm.  Without their equity capital, the firm would not exist.  You don’t borrow money without an equity base.  Accordingly, the managers "work for" the stockholders.  The shareholders elect the board of directors.  The board of directors hires, compensates, promotes, and, far too infrequently, fires the managers.

Given the above discussion, what do you think the managers' should have as their objective?  A long list of objectives is possible!  Here is a list of fatally flawed objectives:

1) Maximize profits? (Problems?  Not cash flow oriented.  No time horizon. No         incorporation of risk)

2) Maximize earnings per share? (Same problems as above)

3) Size maximization, either book value of assets or sales?  (Size may not be in          shareholders best interest; size doesn’t equal value!  Size doesn’t incorporate         future cash flows or risk) 

4) Market share maximization? (Market share at what price?  Cash flows?  Risk?       This objective may not be in shareholders best interest)

5) Compensation (manager) maximization? (Obviously a flawed objective from         the shareholders’ perspective.)

We choose as the appropriate objective function for the financial manager as shareholder wealth maximization.  Can you discuss and defend (or refute) this objective.

Think about maximizing shareholder wealth, i.e., share price maximization.  Shareholders are, after all, the owners of the firm.  Is shareholder wealth maximization what shareholders want managers to do?  YES!  This objective is logical.  If managers make decisions that maximize shareholder wealth, shareholders can make their own optimal investment and consumption decisions.  If they choose to give to charities, they can have a bigger impact if they have more wealth.  By wealth maximization, we maximize shareholders wherewithal!

Is shareholder wealth maximization socially irresponsible?  NO!  Why?

What will happen to share price if managers "rip off"

1) Employees?

2) Suppliers?

3) Customers?

4) Government?

5) Society?

In the long run, shareholder wealth maximization must consider these other stakeholders in the firm.  Share price will suffer when the penalties associated with corporate “rip offs” of other stakeholders are assessed.  Future cash flows and risk will be damaged if the firm is not a responsible citizen.  This argument, however, assumes that these “markets” are well functioning which may not always be the case; consider pollution.

IV. AGENCY PROBLEMS 

Hopefully, we all feel comfortable that the normative (theoretically) appropriate objective function for managers is to maximize shareholder wealth.  However, in the "real world," do managers strive for this objective?  Could they be more concerned about “good old #1” than they are about the shareholders?  Conflicts of interest arise naturally between managers and shareholders.  We would be kidding ourselves if we thought otherwise.  Left to their own devices, managers will probably act to maximize their own self-interests.  While you yourself may be an exception, this self-interested behavior is consistent with most observations of human nature.

The existence of these conflicts of interest has led to a stream of finance and economic literature that is referred to as agency theory.
What are the sources of conflict (agency costs) between managers and shareholders?

· Managerial choice of effort,

· Managerial versus shareholder risk aversion,

· Managerial versus shareholders time horizons, and

· Managerial tendency to over-retain funds within the firm that should be distributed to shareholders.

How are conflicts resolved?

· Market control mechanisms (e.g., management gets ousted in a hostile takeover),

· Managerial labor market (e.g., good managers make more money; reputation is a valuable asset),

· Product markets (e.g., inefficient firms go out of business),

· Firm’s internal monitoring (e.g., internal accounting system, monitoring by other managers, board of directors),

· Firm’s contracts (e.g., contracts with suppliers of capital, customers, corporate charters, management compensation contracts (equity-based rewards)),

· Firm’s outside monitoring (e.g., SEC, outside auditors), 

· Shareholder lawsuits (e.g., class-action lawsuits), and

· Monitoring by large outside block holders (e.g., institutional investors with large equity positions).

While far from a perfect assumption, we will assume that managers make decisions that maximize shareholder value.  Under this assumption we can formulate decision rules for managers to follow.  (You must know the objective and how to keep score before you can formulate the rules of the game.)  This assumption also establishes an important benchmark.  Before you can know how much money any conflicts of interest are costing you, you need to know what performance could be achieved in their absence.

The assumption that managers work in the best interest of the shareholders, despite recent examples directly to the contrary, is also not totally off the wall.  The best way for managers to keep their jobs is to maximize shareholder wealth.  If managers perform poorly, share price will fall.  Shareholders will become unhappy.  Managers will be more likely to get fired, or the firm might be taken over in a hostile takeover by a better management team that will increase share price with better decision-making.

In this course, we will assume that the disciplinary mechanisms discussed above will keep managers "on their toes."  You will revisit this issue in other finance elective classes that I hope you will take.

V.  A SNEAK PREVIEW

In our discussion of the major decisions facing the firm we danced around a very important goal of this course, understanding how one values an asset.  This is by no means the only issue we will address but much of what we do will either relate directly to valuation or can be understood by reference to this topic.  I have also found that students ask a lot fewer questions of the “why are we doing this?” variety if they can see this particular goal written down.  So here is one of the answers we seek.  The value of an asset (real asset, financial asset, or even a firm) is given by:
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where:  the “C’s” are future expected cash flows that will come in each of the future periods of the asset’s life, the “r” is what is called a discount rate, and “V” just means value.  This is a discounted cash flow valuation formula.
No, I don’t expect many of you will have seen this type of equation before.  But it does tell us many things that we will be doing.  This equation basically says that if we are going to value a firm or asset we need some forecast of future cash flows that will be generated by ownership of the firm/asset and an understanding of when they will be coming.  We also need some idea of an appropriate discount rate, r.  This is going to be most influenced by the riskiness of the cash flow.  We turn first to understanding how we will develop forecasts of the cash flows in the numerators of this expression.
VI.   FINANCE AND THE OTHER FUNCTIONAL AREAS OF THE FIRM
As we move through the topics of Corporate Finance, it is important to understand how finance interacts with the other functional areas of the firm, i.e., accounting, marketing, production and operations management, human resource management, etc.  Just as the financial manager must be well versed in the basics of accounting, marketing, etc., so must the other functional area managers understand the basics of finance.

Do you aspire to own your own business?  Are you entrepreneurial?  If so, to be successful a basic understanding of financial management is indispensable!  Statistics illustrate that poor financial management is the leading cause of firm failure!

Finance is not an easy subject for most of us, nevertheless, if you are to be a successful business person (or even a successful lawyer), you must master the basics of finance.  Further, you will discover that understanding finance principles will also be of great benefit in your personal life, e.g., planning for major expenditures, designing your investment portfolio, planning for retirement, etc.  A little knowledge, applied correctly, will go a long way.
Many of us consider finance to be a fascinating subject.  We hope you will share this fascination!
� These lecture notes presume the reader has completed an introductory financial accounting class and an introductory statistics class.  In addition, while not absolutely essential, the completion of an introductory microeconomics class is helpful.  Algebra is the only math required to master the material in these notes.  These modules are designed to complement the Berk and DeMarzo text, Corporate Finance: The Core, Pearson/Prentice Hall, ISBN 0321540093.  Subsequently, references to this text will be indicated using the authors’ initials, B&D.  This particular module is designed to complement Chapter 1 in B&D.
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