Financial Management 2
Introduction to Long-Term Financing

Equity
Par Value – essentially meaningless – often arbitrarily set at $1.00 per share

Capital Surplus – Amount of directly contributed equity capital in excess of par value

When new shares are sold in an IPO or SEO, the total money the firm receives is the sum of the Par Value and Capital Surplus

When a company makes a profit – they can only do two things with it:

Pay out dividends

Keep it as retained earnings


RE can be used to invest in new projects, buy back shares, or sit in a money market account


What is the rate of return that is earned on each of the above?

Par Value + Capital Surplus + Accumulated Retained Earnings = Book Value
Shares Issued – Tresury Stock (Shares Repurchased) = Shares Outstanding
Book Value = accounting value of firm = Assets minus liabilities
Replacement Value: what it would cost today to replace all the firm’s assets

Market Value = Market Capitalization = Price per share x # of shares outstanding

Who runs the company?

Employees are hired by management

Management is hired by the CEO

The CEO is hired by the Board of Directors

The Board of Directors are elected by the Shareholders


You get one vote for each share you own – except with dual class stock

Straight Voting


If you have 100 shares, you may cast 100 votes for each directorship

Cumulative Voting


If you have 100 shares and there are three directorships being voted on, you may cast all 300 votes for one directorship and none for the other two


This allows for greater minority participation

Proxy Voting


Granting someone else the authority to cast your vote for you

Dual Class Stock


One class has more votes per share than another class


Google and Marriott are examples


Allows founders or management to control the firm

Dividends

Not guaranteed


Declared by BOD


Usually paid quarterly


Not deductible to corporation



Taxable to recipient – double taxation?


Corporations may exclude 70 percent from taxable income

Debt

Debenture – unsecured corporate bond

Bond – technically, it is secured by a mortgage

Note – shorter term than a bond – usually < 10 yrs

Indenture – legal agreement outlining the terms of the loan (bond)

Covenants – dos and don’ts to protect borrowers


Positive Covenants


Negative Covenants

Sinking Fund – Amortize the debt – set aside a specific amount each period in addition to coupon payments

Preferred Stock

Equity that acts like perpetual debt

Dividend does not change


Paid after interest payments


Paid before common stock dividends

Non-payment of dividends cannot force bankruptcy


Dividends are usually cumulative

Most preferred stock is owned by corporations due to 70% exclusion rule

Internal Financing = Net income + Depreciation – Dividends

The money available for business spending

External Financing = New debt + New equity – Share repurchases

Financial Gap = Business spending – Internal financing

If Financial Gap > 0, it must be financed with external financing

Note figures 15.1 – 15.4 and Table 15.2 from your text
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United States Japan Canada

Incerrally generated funds 769 561 569
Externally generated funds 21 a9 4
Increase in long-term debt 71 167 139
Increase in short-term debt 208 27 158
Increase in stock a5 56 134
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