CORPORATE FINANCE:

AN INTRODUCTORY COURSE


DISCUSSION NOTES


MODULE #7


THE JOURNEY CONTINUES
I.  A PAUSE TO REVIEW, REFLECT, QUESTION, AND INDICATE EXTENSIONS 
At this point, about midway through the term, let us pause to reflect on some of the implications and extensions of topics we’ve already covered.

Recall from our discussion at the start of the semester that financial managers are preoccupied with two major types of decisions: 

· The Investment Decision, or decisions involving the size and composition of assets for the left-hand side of the firm’s balance sheet, and

· The Financing Decision, or the composition of financing sources on the right-hand size of the balance sheet.
The financial manager is also involved with two important second-order decisions:  

· Decisions involving net working capital management, or how the firm should manage its day-to-day cash account, other current assets, and current liabilities.  In this sense, working capital management decisions involve elements of both the investment and financing decisions.  

· Decisions involving dividend policy, which is a subset of the financing decision.   
Also recall that in making these decisions financial managers should adopt decision rules that have one primary objective -- how will the decisions affect the wealth of the owners of the firm, or the stockholders?  
· Financial managers’ objective should be to maximize the wealth of the shareholders.
In the context of making the investment and financing decisions with the objective of maximizing shareholder wealth, you were introduced to the concepts of asset valuation -- both real assets (left-hand side assets, both tangible and intangible) and financial assets (right-hand side assets). 

Recall that asset valuation, both real and financial, is tied to the following conceptual equation:  

Asset Value = f (Size, Timing, and Risk of the Cash Flows Generated by the Asset).
Accordingly, you learned how to discount an asset’s after-tax future cash inflows, and compared the present value of the inflows to the asset’s cost, to establish whether or not to acquire the asset.  If the PVs of the inflows exceed the PVs of the outflows, or the asset has a positive NPV, the asset should be acquired.  Shareholder wealth will increase by the amount of the NPV.

II.  BUT, WHERE DO POSITIVE NPV PROJECTS COME FROM?
In Chapter 7 of RWJ and Module #7, you learned about NPV and Capital Budgeting.  However, you may not have spent much time thinking about how positive NPV projects can exist.

In a perfectly competitive market for productive goods, would you expect to find positive NPV projects lying about in neat little piles just waiting to be “plucked” by the casual manager?  Think about this question!  Why haven’t a firm’s competitors already taken similar projects, or why haven’t these same competitors bid up the prices associated with the inputs for the project, e.g., materials and labor, such that the project earns a zero NPV?  After all, this is the equilibrium process in a perfectly competitive market.  Prices adjust until no “surplus rents” exist, in the language of economics or finance, until the rate of return actually earned is the minimum required rate of return which, or course, gives rise to a zero NPV project.

One explanation for why positive NPV opportunities exist in real asset markets relates to the relative efficiency of the markets in which these real assets trade.  I contend that real asset markets are much less efficient than the capital markets, where financial assets trade.  Barriers to entry, high transaction costs, patent protection, regulatory restrictions, imperfect information, oligopolistic industries, asset illiquidity, etc., are common to real asset markets.  As we will soon see, these market imperfections are much less severe or nonexistent in the capital markets.

However, upon reviewing a project that apparently has a positive NPV, managers should ask themselves what it is about this project that produces a positive NPV.  In general, if the firm participates in a competitive market, managers should be suspicious of calculations that indicate a project has a positive NPV.  The managers should ask, “what are the possible sources of value in the project?”  Skepticism should rule the day!

We will conclude that manager’s can and do find positive NPV investment projects.  Uncovering these investment opportunities in real assets is the financial manager’s main contribution to creating value (wealth) for their shareholders.  

Conceptually, the idea is that managers should take actions to shift the investment opportunity curve upward and to the right, creating incremental wealth for the shareholders.

Here are some specific ways that positive NPV projects can exist or be created:

· Hire innovative employees and provide then with incentives to be creative in developing ideas for revenue enhancement, cost reduction, product innovation, research and development, etc. (e.g., General Electric),

· Introduce a new product (e.g., Henry Ford’s introduction of the internal combustion engine for automobiles, Apple Computer’s introduction of the personal computer, or Jake Burton’s introduction of snowboards,

· Develop a core technology (e.g., Honda’s mastery of small-motor technology, or 

3 M’s mastery of sandpaper technology, which later developed into products which range from abrasive wheels to the ubiquitous “post-it” notes),  

· Create barriers to entry (e.g., Alcoa, AT&T, Polaroid, and Merck monopoly positions often resulting from patient protection), 

· Introduce “tweaks” to an existing product that increase demand (e.g., Royal Crown Cola, the first diet cola, or Chrysler’s introduction of the minivan!), 

· Create product differentiation by aggressive advertising and marketing (e.g., Coke’s “It’s the real thing,” and Chevrolet’s “Like a Rock”),

· Utilize organizational innovation (e.g., Motorola’s use of “just-in-time” inventory management, Amway International, Tupperware, and Mary Kay Cosmetics innovative “multi-level marketing systems),

· Other?

Keep in mind, however, that we don’t expect positive NPV projects to come easily for a firm in a competitive industry.  As mentioned above, managers should be skeptical when presented with an attractive (+NPV) project.  Is the source of the positive NPV forecaster optimism, computational error, naivete, dishonesty, or vested interest?  Or is the source of the positive NPV a “real” wealth enhancing opportunity?  The decision-maker should constantly be examining these questions before undertaking any significant investment project.

III. DOES THE MARKET REACT TO INVESTMENT OPPORTUNITIES? 

Theoretically, if a project has a positive NPV of $5 million, and the firm has 10 million shares outstanding, the price per share should increase by $0.50 at the announcement of the project.  This market reaction should occur since the NPV represents the wealth increase to the shareholders, i.e., the return that is above the return required on a project of comparable risk in the market place.  

John McConnell and Chris Muscarella (Journal of Financial Economics, v14(3), 399-422) studied the stock market reaction to announcements of increased and decreased capital expenditures by corporations.  On average, they found positive (negative) stock price changes to increases (decreases) in capital expenditures.  Their evidence suggests that the market does react to the availability of wealth increasing projects.  We should find their evidence comforting in that the market pays attention to firms’ capital expenditure programs and their impact on firm value.

As we have repeatedly stressed, our emphasis is on a projects cash flows and the risk of those cash flows.  This emphasis is often at odds with the often stated, but ill advised, corporate objective of maximizing sales, profits, or earnings per share (EPS).  What does the market seem to value cash flows or accounting profits?  

Several studies examine the market’s reaction to firm announcements that increase cash flows but, at the same time, decrease accounting profits and EPS, at least in the short run.  Examples include the decision to switch from FIFO to LIFO during inflationary times, announcements of increases in R&D expenditures, and increases in marketing expenditures.  All of these corporate decisions decrease profits in the short-run.  However, on average the market reacts positively to these “earnings decreasing” announcements, providing support for the claim that the market does value the firm based upon cash flows versus accounting numbers.  

Academic studies also highlight that firms with higher R&D expenses, capital expenditures, and marketing expenses have higher market-to-book and price-earnings ratios than firms with lower outlays on these items.  In summary, the collective research is at odds with the folklore that suggests the capital markets are myopic (short-sighted) and that U.S. managers manage for the short- run at the expense of the long-run, as is sometimes suggested in the popular financial press.

IV.
ANALYZING PROJECT OPTIONS 
Standard NPV analysis is often static; dynamic alterations to the project over the course of its life often are not considered.  Corporations, however, make decisions in a dynamic environment and, accordingly, they often have investment options, or “real options” to reflect “real asset” investment decisions, to represent the options associated with the investment.  These options should be considered in project evaluation.  Two prominent examples include:

· The Option to Expand -- The option to increase the scale of the project when economic prospects improve relative to forecasts has value.  This option is valuable and can potentially increase the NPV of a project versus the original forecast.

· The Option to Abandon -- The option to close a facility or drop a project when market expectations are not met may have value.  This option can potentially limit the adverse downside risk of undertaking a project that does not pan out. 

However, the value of these “real options” is often difficult to quantify; frequently they are just considered in a “qualitative” sense.  A complete discussion of the topic of “real options” is outside of the scope of this introductory class.  For example, several books have been written to deal solely with this specific topic.
  

V.
REFINEMENTS TO CAPITAL BUDGETING ANALYSES

Several analytic techniques can improve the capital budgeting procedures that you learned in Chapter 7 of RWJ and Module #7.  These techniques can improve managers’ assessment of the risk of projects.  As a preface to a discussion of these techniques, don’t ever forget the old adage “Garbage In, Garbage Out (GIGO)!”  An analysis can never be any better that the quality of the numbers and the assumptions that go into the calculations.

While not discussed in detail here, a list follows to give you a “flavor” of some of the refinement techniques to the “base-case” capital budgeting analyses which we have been emphasizing.

· Decisions Trees--Decision trees are a convenient way of representing sequential decisions over time.  Such decisions often arise when the uncertainty surrounding an investment can be reduced by some initial information gathering, such as test marketing a new product, or preparing a feasibility study.  

· Sensitivity Analysis--Sensitivity analysis looks at the sensitivity of a project’s NPV to varying outcomes of a single variable, e.g., sales revenue.  

· Scenario Analysis--In contrast to sensitivity analysis, scenario analysis allows several variables to change at once in an attempt to identify outcomes characteristic of, say, a most likely (or “best guess”), an optimistic, and a pessimistic scenario.  

· Simulation--When the input variables of a capital budgeting problem are described as probability distributions, as opposed to single-point observations, a simulation can be conducted.  The simulation software draws repeated observations from the input probability distributions and creates a probability distribution of NPV outcomes.  The probability that the NPV will fall below zero can be calculated and this risk evaluated against the potential rewards.
· Break-Even Analysis-- This technique provides an estimate of the scale of operation necessary for the project to achieve a zero NPV.  

VI.
SO, WHAT’S NEXT?
We are now about to take up topics that you’ve been thoughtfully inquiring about thus far in the course.  For instance, so far we have completely finessed the issue of measuring asset risk.  You have been given a discount rate, or a required rate of return, that reflected the risk of the asset.  However, the game’s up!  We must take this discount rate out of its “black box!”  We have side-slipped this critical risk issue long enough!  One of our primary goals in the next segment of financial management is to understand risk and to attempt to quantify this risk for asset valuation and management decision-making. Specifically, we will turn our attention to the topics of 

· Lessons from capital market history on risk versus return,

· Measuring risk, 

· Asset pricing models that relate expected return to risk, 

· Market efficiency,

· Capital structure design, 

· Measuring a firm’s weighted-average cost of capital, 

· Formulating dividend policy, 

· Investment banking, and 

· Mergers and acquisitions.

� This lecture module has been designed to complement Chapters6 and 7 in B&D.


� For instance, see Real Options: A Practitioners Guide, by T. Copeland and V. Antikarov, Texere Press, 2001, ISBN 1-58799-028-8.


� See Chapter 8 in RWJ for more specific coverage.
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