CORPORATE FINANCE:

AN INTRODUCTORY COURSE

DISCUSSION NOTES

MODULE #13

INTRODUCTION TO LONG-TERM FINANCING

I.   An Initial Perspective:
Most of the content of Chapter 14 is definitional, descriptive, and institutional details regarding debt, preferred stock, and common stock.  Much of this material should be a review of your financial accounting class.  While I expect you to be familiar with the material in Chapter 14, I will not directly focus on most these topics in lecture.  I consider the following to be the most important:

· Shareholder Rights,

· Corporate Sources of Financing, and

· Trends in Capital Structure.

If you do not understand any of the concepts in the Chapter please ask me, in class, at a review session, or during my office hours.

II.   Shareholder Rights:
The most fundamental right of shareholders is the right to elect the board of directors.  The board, in turn, approves the strategic direction of the firm, and hires, promotes, rewards, and fires managers.  Accordingly, at least in theory, the shareholders control the actions of managers through their control of the board.

However, given the widely dispersed ownership of large corporations, the relatively small ownership percentage of most shareholders, and the lack of easy communication and coordination among shareholders, some individuals question if, in fact, shareholders wield much clout over the board of directors.  If shareholders are apathetic, poorly informed, badly organized, or too small (too few shares, not short) to think they matter, management may propose nominees for the board that they have "in their pocket," and lobby the votes necessary to get their slate elected.  According to this view that questions shareholder control, management effectively may be insulated from meaningful overview by the shareholders through the board.  If such a situation exists, management can pursue their private agendas that may not reflect the best interests of the shareholders.

Examples of management actions that may reduce shareholder wealth include:

· Shirking, 

· Excessive perquisite (perk) consumption, 

· Excessive risk-aversion in investment and capital structure decisions, 

· Short-term versus long-term planning horizons,

· Over-investment,

· Under-investment,

· Overly generous compensation packages, etc.  

If shareholders have weak recourse to disciplining managers through the oversight by the board of directors that represents their best interests, the objective of shareholder wealth maximization may not be realized.  We will talk more about the conflicts of interest between shareholders and managers in Chapter 16, as well as the conflicts of interest between debt holders and equity holders.  Conflicts of interest naturally arise when self-interested parties deal with one another.  These conflicts of interest generate what are called agency costs.  In this context, managers are the "agents" for the shareholders who are the "principals."  At important area of finance that deals with managing these conflicts is called agency theory.  You will encounter this in several of the finance electives.

However, several forces are at work that tend to discipline managers if they do not act in the best interests of the shareholders.  These forces include:

· Discipline imposed by the product markets,

· Discipline imposed by the labor markets,

· Discipline imposed by the capital markets,

· Discipline imposes by management compensation schemes, e.g., equity options,

· Discipline imposed by large blockholders, e.g., institutional investors, and

· Discipline imposed by shareholder activists.

Separately, or in combination, the hope is that these forces align managerial actions with shareholder interests.  

Example:

Consider capital market forces.  What economic consequences can come into play if managers do not maximize shareholder value and the firm's market value is reduced as a consequence?  Strong incentives exist for another investor or investor group to make a "hostile" tender offer for the stock of the mismanaged firm.  For instance, assume the share price is $20 a share under a current management team.  Outside investors believe that the stock would be worth $30 a share under the leadership of a better management team.  Accordingly, these investors can make a tender offer for up to $30 a share to existing shareholders and still have the incentives to make the takeover attempt.  Obviously, any offer greater than $20 will have appeal to the existing shareholders.  

However, the incumbent management team undoubtedly will present reasons why shareholders should decline to participate in this tender offer.  For instance, they might claim that "if you stick with us we believe that we the share price will increase to $40 over the next year."

If 51 percent of the shares are tendered, the outside investors can elect their board of directors, fire the existing management group, and install the new management team.  

Shareholders typically cast their ballots for the board of directors via proxy.  The proxy system allows another individual attending the annual board meeting to cast the absent shareholders' votes for them.  To vote by proxy, the shareholder simply must mail back the proxy form giving proxy power to the current management or another individual or group.  If shareholders oppose management's recommendations for board members, or on any other issue coming up for vote at the board meeting, they can attempt to vote management down via a proxy fight.

Other major issues which shareholders routinely vote upon include any increases in the number of authorized shares, votes upon mergers, or other issues deemed to be of major consequence to the shareholders as outlined in the corporate bylaws.

Outside of voting rights, shareholders have the right to share proportionally in any dividends declared by the board of directors, the right to their pro rata share of any assets that remain in a corporate liquidation, and (sometimes) the right to buy their pro rata share of any new shares sold in a seasoned equity offering (preemptive rights).

Two Types of Voting Rules:
· Straight Voting: Management nominees for director positions may either run unopposed or against another slate of nominees.  In straight voting, board candidates are voted upon position-by-position.  The candidate receiving a simple majority of votes is the winner.  Therefore, if you own 49.9% of the stock and another opposing investor or coalition of investors controls 50.1% of the stock, you can get "shut out" and not be able to elect any of your director candidates.

· Cumulative Voting: Cumulative voting is designed to allow minority owners to have some representation on the board.  All shareholders get a number of votes based upon the shares they own times the number of directors to be elected.  These votes can be spread over a slate of candidates, or concentrated on one or a few candidates for the board.

To determine the number of shares that you need to elect members to the board, use the following equation:

x = (N*d)/(D+1) + 1, where

x = the number of shares that you need to elect d directors to the board,

N = the number of shares outstanding,

d = the number of directors that you desire to elect, and

D = the total number of directors to be elected.

Example:
Assume that N = 2,000,000 shares and that seven directors are to be elected, i.e., D = 7.  In order to guarantee that you can elect one board member (d=1), you must own

x = (2,000,000*1)/(7+1) + 1.

x = 250,001.

With 250,001 shares, you are guaranteed to elect one director, assuming that you cast all of your votes (250,001*7 = 1,750,007) for your candidate.

If you wished to elect two directors, you must own 500,001 shares.

III.   Corporate Sources of Financing:
Uses of corporate funds include net increases in assets, net reductions in liabilities, and net reductions in equity.  

Net increases in assets can be used to build working capital, i.e., cash, accounts receivable, and inventory, and for increases in long-term assets such as plant and equipment.  Since 1980, and in aggregate, about 25 percent of net expenditures on the left-hand side of the balance sheet are for working capital increases and 75 percent are for increases in long-term assets.

Increases in equity arise from earnings after-tax or stock sales.  Decreases in equity arise when firms pay dividends or repurchase stock.

U.S. firms have a preference for internally generated funds, earnings after-tax plus depreciation, to finance asset increases.  Just over 80 percent of total sources of funds have come from internal sources.  The reasons for this preference are not entirely understood; however, transactions costs are lowest for internally generated funds relative to external funds, either debt or equity.  The costs of issuing equity are particularly high relative to debt.

As a second choice for sources of funds, firms will issue secured debt.  In third place as a source, firms will sell unsecured debt.  Finally, as a last resort, firms will sell equity as a source of funds for investment.   This observable hierarchy in firm preference for raising funds has been labeled the pecking order of corporate financing.

Since 1980, U.S. corporations financed almost 80 percent of its net investments from internal funds, 30 percent from debt sources, and a negative 10 percent from equity.  In other words, on net, firms are repurchasing more equity than they are selling.  Why?

Again, these financing patterns are not well understood.  Perhaps corporate managers believe that their equity is undervalued in the market place.  Therefore, buying back their shares is a positive NPV investment.

Perhaps corporate managers are worried about maintaining control of the corporation.  If they buy back stock that may fall in unfriendly hands, they may reduce the chances for a hostile takeover.  

Perhaps managers want to avoid the high transactions costs of selling equity relative to other sources of funds.

Perhaps managers believe that the optimum capital structure includes more debt and less equity.  In other words, they believe that they can lower their firm's cost of capital by using more debt and less equity.  We will address this capital structure issue beginning in Chapter 15.

IV.   Trends in Capital Structure:
On the surface, it appears that the trends in corporate financing in the U.S. might increase debt levels, or financial leverage.  As we observed, firms on net have been retiring equity and issuing debt.  However, offsetting this activity is the use of internally generated equity.  Dividend payouts have fallen relative to past levels; more funds are available from earnings after-tax plus depreciation.  [Do you understand why we add back depreciation when we talk about internally generated funds?]

When we examine aggregate trends in book value of debt to book value of equity, we have seen increases in the leverage ratios.  This pattern has alarmed some observers who are concerned that corporations use too much debt and, if we enter a recessionary period, many corporations will become financially distressed and fail.

However, if we examine the ratio of book value of debt to the market value of equity, no trend is apparent.  The growth of equity on market value terms has far outstripped the growth of equity in book value terms.  This pattern suggests that firms are investing in positive NPV projects that increase the market value of equity and offset the pattern observed when equity book values are used.

It is now time to turn to the specifics of capital structure policy and determine the impact of the capital structure decision on shareholder wealth.

� This lecture module is designed to complement Chapter 14 in B&D.
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