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Introduction
The course BHM 805: Corporate finance is a semester course work of three credit
units. It is available to all students taking MBA Programmes in the School of

Management Sciences.

The course consists of twenty units including, overview of corporate finance,
understanding financial statement, investment and financing decisions, dividend
decision, corporate strategy and firm value. The idea is to enable students apply
complex theory to real firms, to help them understands that implications and that any

decision that involves the use of money is a corporate financial decision.

The course guide tells you what the course BHM 805 is all about, the materials you
will be using and how to make use of the materials to ensure adequate success. Other
information that are contained in the course includes how to make use of your time

and information on tutor marked assignment and questions.

What you will learn in this course

In this course you will learn about the decisions made by firms which have financial
implications. It consists of twenty one (21) units and discusses in details of corporate
financial analysis — the tools and techniques that are used on a day to day basis, how
these tools and techniques are fitted together and the common principles that apply

across all of them.

Course Aims

In today’s business environment where there is a corporate financial aspect to almost
every action taken by a firm, the students of MBA degree programme will be given
good grounding of Corporate Finance so that they will be able to cope with

manipulation of investment, financing and dividend decisions.

To achieve this, the course material is aimed at:



. How a firm should allocate its scare resources (investment decisions)

. How these investments should be financed should the owners use their own
funds (equity) or should they borrow money (debt) (Financing decisions).

. How much, if any of the cash flows generated by these investments should be
returned to the owners and how much should be vein vested (Dividend

decisions).

Course Objectives

The aim of this course is geared towards acquainting the students with the policies
and procedures as well as problems encountered in the course of acquisition and
utilization of funds in corporate organizations. In this course, effort will be focused on
financial planning and control, that is, how funds can be managed in all aspects

through an organization and the under society.

It is therefore expected that the following objectives should be achieved at the end of
this course:

Explain the nature and concept of corporate finance.

Explain financial market and the corporation.

Identify the problems of corporations and how to control them.

Explain financial statement, ratios and analysis of financial ratios.

Explain financial planning and control.

Explain working capital management.

Explain how capital structure decision can be made.

Explain cost of capital and risk associated with cost of capital.
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Explain the different types of securities.
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Explain mergers and re-organization.

Working through this course



To complete this course, you are expected to read thoroughly the various study units
and text books recommended. In this course, each unit consists of exercises to text

your understanding from time to time. At the end of the course is a final examination.

Below, you will find a list of the component of the course, what you have to do and
how you should allocate time to each unit in order to complete the course successfully

on time.

Course Materials

Major components of the course are:
1. Course guide

2 Study units

3. Further readings
4

Activities and Tutor Marked Assignments

Study Units
The course you are to study has a total of twenty one (21) units and you are required

to study each carefully before proceeding to the next.

MODULE I: OVERVIEW OF CORPORATE FINANCE

Unit 1 Introduction to Corporate Finance

Unit 2 Objective Function in Corporate Finance

Unit 3 Forms of Business

Unit 4 Agency Problems and Control of Corporations

Unit 5 Financial Market and the Corporation

MODULE 1II: UNDERSTANDING FINANCIAL STATEMENT
Unit 1 Principal Financial Statement

Unit 2 Financial ratios

Unit 3 Analysis of Financial Ratios

Unit 4 Financial Planning and Growth

Unit 5 Preparation of Estimated Income Statement and Balance Sheet
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MODULE III: INVESTMENT AND FINANCING DECISIONS

Unit 1 Working Capital Management

Unit 2 Capital Structure Decision

Unit 3 Cost of Capital Approach

Unit 4 Risk Associated with Cost of Capital

Unit 5 Capital Budgeting

MODULE IV: DIVIDEND DECISION, CORPORATE STRATEGY AND FIRM
VALUE

Unit 1 Type of Securities

Unit 2 Bonds and Warrant

Unit 3 Dividend Policy

Unit 4 Corporate Growth

Unit 5 Mergers and Re-Organizations

Unit 6 International Finance

Each unit is expected to take you an average of two hours to complete. Each unit
starts with introduction, its objectives or what the unit expects you to have grasped at
the end of the main content. Also, you will be exposed to some self —assessment

exercises and self —assessment questions.

In order to follow the course sequentially and achieve your goals, it is advisable that
you attempt all exercises and questions on your own course materials before

contacting your instructional facilitator for guide.

Assignment File
As you go through each unit of this course, you will come across questions at the end.

It is advisable that you do them for easy flow of the course since they are in sequence.
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Assessment

As a student of the open and Distance Learning (ODL) system, you are expected to
access your learning ability by the extent of your understanding of the units and the
entire course. This assessment prepares you for the final examination. The final
examinations will come at the end of the course. You are expected to write this
examination whose score together with what you made in the TMAs will form the final
course grade.

TMAs 30 percent

Examination 70 percent

Total 100 percent

Tutor Marked Assignment (TMAs)
At the end of each unit, is a TMA attached it is done after having covered the material
and exercise in each unit. It is normally kept in a separate file. This will form a basis

for your improvement on your other assignment.

Conclusion
The course BHM 805: Corporate Finance is designed for students in MBA degree
programmes. It tries to expose you to the decisions made by financial officers at
businesses. On your successful completion of the course, you must have been
fully equipped with tools and techniques used in selecting projects, deciding
how it can be financed, where funds could be sourced and how much cash to

return to shareholders.

Wishing you all the best as your enjoy your reading.

Course Code: BHM 805
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MODULE | OVERVIEW OF CORPORATE FINANCE

Unit 1 Introduction to Corporate Finance

Unit 2 Objective Function in Corporate Finance

Unit 3 Forms of Business

Unit 4 Agency Problems and Control of Corporations
Unit 5 Financial Market and the Corporations

UNIT 1 INTRODUCTION TO CORPORATE FINANCE

CONTENTS

1.0 Introduction

2.0  Objectives

3.0 Main Content
3.1  Meaning of Corporate Finance
3.2  Scope of Corporate Finance

3.3  Goals of Corporate Finance
3.4Tools of Corporate Finance

4.0 Conclusion

5.0 Summary

6.0  Tutor Marked Assignment

7.0 Reference/Further Readings

1.0 INTRODUCTION

This unit of corporate finance introduces you te thverview of corporate finance. It deals with the
meaning, scope, objectives, and tools of corpdmgace. Opinions abound on this concept, but ey
point towards financial aspect to almost every sieaia business makes. There is no hard and fastoru
the application of corporate finance technique. Wjoal as a student need to understand is the cbncep
and the extent to which corporate finance coulthi@rfce financial decision in an organization.

2.0 OBJECTIVES
After studying this unit, you should be able to:
> Define and explain the term corporate finance
» ldentify and state the scope of corporate finance
» Explain the goals of corporate finance
» Explain tools of corporate finance
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3.0 MAIN CONTENT

3.1  Meaning of Corporate Finance

Business organizations, in carrying out the diffieractivities of the firm, engage in transactiohatt
mostly have financial implication. These finandi@nsactions have to be adequately summarized to at
least determine the viability of the firm in termak profit generation. The result is to prepare ficial
statement that would span the business life time.

Imagine that you were to start your business. Ntenahat type you started, you would have to amswe
the following three questions in some form or aeoth

1. What long —term investments should you take on?

That is, what lines of business will you be in avitht sorts of buildings, machinery and equipmedit wi
you need.

2. Where will you get the long—term financing toydar your investment? Will you bring in other
owners or will you borrow the money?

3. How will you manage your everyday financial aitiies such as collecting from customers and

paying suppliers.

There are not the only questions but they are anmbeagmost important. Corporate finance, broadly
speaking, is the study of ways to answer these thuestions. Therefore, corporate finance could bee
defined as any decisions made by a business tleat @k finances. These decisions can be catespbriz
into: investment decisions, financing decisions divitlend decisions.

3.2 Scope of Corporate Finance

The nature, content and extent of corporate finameebonded by the type of business activitiesezhrr
out by a firm. This requirement differs just asamgations decisions differ. Decisions on what bess
to go into rests on the shoulders of stakeholdeesin

3.3  Goals of Corporate Finance

Corporate finance is undertaken basically to rentampetitive and steer clear of potential financial
problems. It is a balancing act that solves thetsha@erm problems of today but takes into accdbat
long —term effects of those decisions. One of thjedadives of corporate finance is to maintain slenn
cash flow by implementing effective accounts pagaptocedures, securing short term financing and
leveraging relationships with vendors withoutking the future financial health of the company
management need to consider the long term effdcés logh interest rate loan, and develop a list of
potential alternatives to help the company avdkihgon the extra interest debt.

Self-Assessment Exercise

Read the following passage: “ Companies usuallyasaets. These include both tangible assets such a:
_band intangible assets such as. Ia order to pay for these assets, they sellagtets such as _€lThe
decision regarding which assets to buy is usualijmeéd the _for g_decision. The decision regarding
how to raise the money is usually termed the décision”. Now fit each of the following terms the
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bracket into the most appropriate space: (financirggal, Bonds, investment, executive airplanes,
financial, capital budgeting, brand names).

3.4

Tools of Corporate Finance

Corporate finance involves financial and accountiegisions companies make, out of day to day basis.
To help ease the burden of bookkeeping, budgetidg@porting, there are a variety of corporaterfoea
tools on the market. Using these tools can help gorporation control its finances, which may l¢ad
greater efficiencies.

4.0

Present Value: This is one the most important tools used in caf®o finance. The rule of
presence value states that the value of any ass$ké ipresent value of its present value is cash
flows and discount rate. In your further studiesy will be taught how to calculate the present
value using those tools. But in this study, we wanémphasize that corporate finance relies on
simple principle in economics, known as the ‘sepamnaprinciple. The concept states that
investors will agree on a discount rate, even éythave different risk—aversion characteristics,
provided the capital market is active in which trean invest, lend or borrow at the prevailing
market rate.

Financial Statement Analysis:The figures used in corporate finance are derivenh ffinancial
statement. It is good you understand the finanstatement. It is good you understand the
difference between operating and capital expensdswdy some expenses are set off against
current revenues to arrive at net income while rsthere capitalized on balance sheet and
depreciated overtime. It is also necessary, wengtatgd the financial ratios used by analysts.

Risk and Return: In this course material, most of the discussiofi @ on the notion that
investors and firms with higher risk should be cemgated with higher expected return. This then
gives to explain how risk should be measured amnd tiigh the return should be for a given level
of risk.

Option Pricing: Option pricing theory is associated with investiseand financial markets rather

than corporate finance however, option pricing as only useful but critical in some aspect of
corporate finance. In investment analysis, firms faced with option pricing theory provides

useful insights into the determinants of the valokethese options. In financing decisions, option
pricing theory is useful is designing and valuirecwwities with embedded options such as
warrants, convertible securities and callable bonds

CONCLUSION

This unit has provided both an overview and a bakiwhat you will see | this course material. We
defined corporate finance as all decisions madkusyness that affect their finances; these deasara
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categorized into investment, financing and divideledisions. We also noted that corporate finanse ha
only one objective: To maximize the value of thenfi

5.0 SUMMARY

One of the basic propositions of this unit is thaties to broaden your mind on the ‘big pictud
corporate finance in which all the decisions aras¢hat would be discussed about come togethar'tDo
forget that the investment, financing and divideledisions and under the control of the decisionersak
of the firm, subject to the constraints of the nearglace. These decisions also affect the valunef
firm.

0 TUTOR MARKED ASSIGNMENT
Explain the tools of corporate finance
State the goals of corporate finance
What do you understand by corporate finance?

whEo

Answer To Self-Assessment Exercise

a- Real

b- Executive airplanes
c- Brand names

d- Financial

e- Bonds

f- Investment

- Capital Budgeting
h- Financing

7.0 REFERENCE/FURTHER READINGS
Brealey R.A. and Myers S.C (1988), Principles offgomate Finance, USA: McGraw —Hill, Inc.
Damodaran A. (1997), Corporate Finance: TheoryRuagtice, USA: John Wiley & Sons Inc.
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UNIT 2 OBJECTIVE FUNCTION IN CORPORATE FINAN CE
CONTENTS

1.0 Introduction
2.0  Objectives
3.0 Main Content
3.1 The Need for an Objective Function
3.2 The Characteristics of thegiR Objective Function
3.3 The Classical Objective
3.4 Choosing an Alternative @iy Function
4.0 Conclusion
5.0 Summary
6.0  Tutor Marked Assignment
7.0 References/Further Readings.

1.0 INTRODUCTION

An objective function describes what a decision enakants to accomplish and in doing so, a framework
used in analyzing the different decision rulesr@ved. In some cases, objective function is sgtate
terms of maximizing some functions or variable {pspsize, value, social welfare) or minimizingse
function or variable (risk, costs).

This unit will take us through the models developed corporate finance used in maximizing
stakeholders’ wealth.

2.0 OBJECTIVES
After studying this unit, you should be able to:

. State the assumptions that we need to make tdyjuke focus on maximizing stakeholders
wealth.

. Explain some of the conflicts associated with thessumptions.

. Explain the alternatives to maximizing stakeholdealth.

. Explain how we can reduce the side costs assoomtedstakeholder wealth maximization.

3.0 MAIN CONTENT

3.1The Need for an Objective Function
Overtime, there had been this controversy ovefrtgbt’ objective function to use in corporate fimze,
though this may seem somehow difficult to develBptimes, questions could arise, why objective
function, why not have multiple objective functiand try to satisfy all sides. In the midst of d&lése
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competing objective function, an option came whighto explain the differences using the following

reasons:

1. If an objective function is not chosen, it vbi difficult to have alternative to decision rulés.
corporate finance, the net present value (NPVhésliest approach to selecting projects. In this
wise, NPV is the objective function of maximizintaleeholder wealth. Without an objective
function, there would be several approaches facsielg projects ranging from reasonable ones to
obscure ones.

2. If multiple objectives are chosen, we would heeld with numerous problems. This would then
be like a man serving several masters; in tryingneets his multiple objectives, he may end up
not meeting any of them. And even when multipleeobiye functions are prioritized, we would
be faced with the same stark choices as in theafessingle objective function.

3.2The Characteristics of the ‘Right’ Objective Function
The costs of choosing the wrong objective functan be dangerous. For instance, if the manager of a
firm believes that the firm’s sole objective isrt@ximize size, he will pick larger projects overadier
ones, even if they are less profitable. In the lamg the firm will pay a price and may even go ofit
business.

So to know whether the objective function we halesen is the ‘right one’, it must have the follogin
characteristics.

1. It must be clear and unambiguous: An ambigudyjsctive will lead to decision rules that vary
from case to case and from decision maker to aetisiaker.

2. It comes with clear and timely measure that lbarused to evaluate the success or failure of
decisions.

3. It does not create side costs that erase fienip benefits and leave society worse off overall

4, It is consistent with maximizing the firm’s lobgrm health and value.

3.3The Classical Objective
There is a general notion, at least among corpdia@ce theorist, that the objective of the firsnto
maximize wealth. There is disagreement as to whekieemaximization is to the wealth of stockholders
or the wealth of the firm. As this debate goestbnse who argue on this issue, resolves that daive
function maximizes stockholder wealth, can it dedranslated into maximizing stock price.

However, objective functions vary, in terms of #ssumptions that are needed to justify them. Tast le
restrictive of the objective is to maximize tharfivalue; the most restrictive is to maximize theckt
price.

Organizational Structure and Classical Theory

The classical objective of maximizing wealth (stéakder or firm) seem uncontroversial until theesof
the then corporations in which stockholders (ownersyjage managers to make decision for them and
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borrow money are taken from lenders into considaraiThe decision of these three parties (owners,
managers, lenders) are different, thereby resulimg conflict. Managers might take decisions tat

in the best interest of the organization, while setving stockholder interest; they may also make
decisions in the stock holders interest but agdhestvish of the lenders. Therefore, the overd#riests

of society may conflict with those of the stockharisl of the firm.

Conflict /Costs of Wealth Maximization

If only to maximize firm or stockholder wealth iset only premise on which the objective in decision
making is hinged, the side effect of it to societgty far out weight the benefits. The objectivection

of wealth maximization may face a lot of obstaclM®en there is separation between management anc
ownership in corporate organization.

This obstacle normally comes in the form of confb€interest. This conflict of interest can innuead

to decision rules that maximize managerial utiitf not stockholder or firm wealth.

In order to maximize stockholder wealth, decisioould have to be made to exclude the wealth of other
stakeholders in the firm even if such actions welluce the wealth of the firm. Therefore, when the
objective function is narrowed further to one ofxinaizing stock price, in efficiencies in the finaak
markets may lead to misallocation of resourcestattidecision.

Underlying Assumptions

There are assumptions that can be used to jugjithi@ objective function of maximizing wealth thene

driven by the potential for side costs listed abdueey can be classified into:

1. Assumption relating to the relationship betwestockholders and managers: This assumption
states that the stakeholders have the capacityréoand fire managers. In turn, the managers
consider wealth maximization their primary objeetim decision making even if it conflicts with
their self — interest.

2. Assumption relating to the relationship betwestockholders and bondholders: In order to
prevent negative effect that may result from thgoas of stock holders in expropriating the
wealth of bondholders, it is assumed that bondhsldee fully protected. Therefore the desire of
firms to maintain good reputations in bond markfsthey might have to return to these markets
to raise more funds in future.

3. Assumption relating to the relationship betwesmagers and financial markets: If the objective
function is stated in terms of maximizing stockcpri we have to assume the existence of a
financial market that efficiently impounds inforrat into prices.

4, Assumptions relating to the relationship betwéens and society: When we maximize firm or
stockholder wealth, the social costs created ctrerebe traced or charged to the firm like any
other cost item or they are trivial relative to thielue created in the process of wealth
maximization.
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3.4Choosing an Alternative Objective Function

The alternatives to wealth maximization objectiuendtion can be categorized into four groups:

intermediate, profit maximization, social welfaredaevenue objective function.

1. Intermediate objective function focuses on \@da that are believed to be strongly related o th
firm’s long term health value but are easier to sue@ than wealth maximization. Example is
maximizing market share which will in turn meanheg profits and value in the long run.

2. Profit maximization objective function explaitige rationale that profit can be measured more
easily than value and higher profits translate mgher value in the long run.
3. Revenue /Size Objective Function: Some orgaiizatfocus their objective more on size than

stockholders wealth. This objective function is nigias a result of stockholders’ failure to
exercise power over the management.

4. Social Welfare Objective Functions are mostiypaamtrated by government owned firms. For
instance, a firm that directs its effort towardsxmazing the employment that it provides in the
area in which it operates will make decisions aditmly even though this may be fatal for its
long term health.

SELF ASSESSMENT EXERCISE

1. What is the objective of decision making in cegte finance?
2. State the assumptions that must be made asxionima stakeholder wealth.
3. What are the alternatives to maximizing stakeéolealth.

4.0 CONCLUSION

Corporate financial theory is built around the ehjge function of maximizing either stockholderfom
wealth. The objective function has the or firm wieallhe objective function has the potential toatee
significant side costs, in the form of conflictsteen stock holders and mangers, stockholders and
managers, stockholders and bond holders, and &nmdsociety.

These costs can be reduced by adopting stratelgggswill reduce these conflicts i.e. by increasing
stockholders power over managers, protecting batdehs and developing good citizen constraint.

5.0 SUMMARY

In this unit, the objective function in corporateaince has been discussed. We have explained tioeisa
assumptions underlying maximizing stakeholders’ Itheaonflicts associated with these assumptions
and the alternatives to maximizing stakeholder theal

6.0 TUTOR MARKED ASSIGNMENT

1. There is a conflict of interest between stocilbad and managers. In theory, stockholders are
expected to exercise control over managers thrtgtannual meeting or the board of directors.
Why might these disciplinary measures not work?

2. Why do some corporate strategist focuses onmiaxig market share rather than market prices?

18



Answer to Self-Assessment Exercise

1. See 3.3
2. See 3.3
3. See 3.4

7.0 REFERENCES/FURTHER READINGS

Brealey R. A and Myers S.C (1988), Principles offidnate Finance, USA: Mc Graw — Hill, Inc.
Damodaran A. (1997), Corporate Finance: TheoryRuadtice, USA: John Wiley and Sons Inc.
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UNIT 3 FORMS OF BUSINESS

CONTENTS

1.0 Introduction

2.0  Objectives

3.0 Main Content
3.1 The Sole Proprietorship
3.2  The Partnership
3.3  The corporation
3.4  Goals of the corporate firm
3.5 Management goals

4.0 Conclusion

5.0 Summary

6.0  Tutor Marked Assignment

7.0 References/Further Readings.

1.0 INTRODUCTION

The firm is a way of organizing the economic ad¢yiwf different individuals. This has nothing to do
with why most large firms are corporations ratheart any of the other legal firms of business. Aidbas
problem about firm is how to raise cash. The caf@form of business, that is organizing the fisraa
corporation, is the standard method for solvingopgms encountered in raising large amounts of dash.
this unit, we will be considering the legal formkarganizing firms and also see how they go about
raising large amounts of money under each form.

2.0 OBJECTIVES
After studying this unit, you should be able to:

. Define a proprietorship, a partnership and a c@foam

. State the advantages of the corporate form of basinrganization.
. Explain the goals of the corporate firm

. Explain some managerial goals

3.0 MAIN CONTENT

3.1The Sole Proprietorship
A sole proprietorship is a business owned by onsqgme Let’'s say you want to start a business to
produce ice cream. Doing that may seem simple ywst will announce to all want to listen, “Today |
am going to start making ice cream”. Some areaghé country requires that you obtain a business
license, afterward you can hire as many peopleasged and borrow whatever money you need. At the
end of the year, all the profits made or lossearired will be yours.
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Here are some factors that you must put into cenattn if you want to start a sole proprietorship

business.

1. The sole proprietorship is the cheapest busitoefssm. Registration may not be required and few
government regulations must be satisfied dependmghe type of products or services they
person want to go into.

2. A sole proprietorship does not pay company inedax all profits of the business are taxed as
individual income.

3. The sole proprietorship has unlimited businedstg] meaning that he will use his private money
or property to settle whatever business debt ieclirr

4, The life of the sole proprietorship ends atdbath of its owner (sole proprietor).

5. The only money put in the business the solernety’s money, therefore the capital that can be

raised by him is limited to his personal wealth.

3.2The Partnership
When two or more persons come together to formsinbas, a partnership is formed. Partnership falls
into two main categories.
1. General partnerships
2. Limited partnerships
In general partnership, all the partners agreertwigee some fraction of the work and losses. Each
partner is liable for the debt of the partnersRippending on the arrangement the partnership agmeem
may be oral or written.

Limited partnership permit the liability of some thfe partnership to be limited to the amount ofhcas

each has contributed to the partnership. Limitetheaship requires that: 1 At least one partner be

a general partner

2. The limited partner does not participate in ngamg the business.

Here are some important things when considerinthnpeship.

1. Partnerships are in expensive and easy to fomittew documents are required in some
arrangement in both general and limited partnership

2. General partners have unlimited liability theited partners liability is limited to the amount
contributed in running the business.

3. The general partnership is terminated when a leerdies or withdraws but does not apply to
limited partnership. Limited partners may sell theterest in the business.

4, It is not easy for partnership to raise largeoamt of cash. Capital contribution is usually
dependent on the ability of each partner.

5. Income from partnership is taxed as personanrecto the individual partners.

6. Managerial control resides with the generalrag.

3.3The corporation
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Among the different forms of business enterprisles, corporation is by far the most important. lais
district legal entity. A corporation can have a maand enjoy many of the legal powers of natural
persons. For instance, corporation can acquiresanokdange property. It can enter into contractsraay
she and be sued. To start a corporation is morelkcated than the other business. The incorporators
must prepare articles of incorporation and a sétyefaws. The articles of incorporation must inelude
following.

Name of the corporation

Business purpose

Intended life of the corporation

Number of shares of stock that the corporatcewithorized to issue.

Nature of the rights granted to shareholders

Number of members of the initial board of dioest

ok wbhE

The bylaws are the rules that are used by the catipa to regulate its existence. The corporatias h

three district interests. The shareholder (the og)ne¢he directors, and the corporation officete (top

management). The shareholders control the corpaoratdirection, policies and activities. Traditidiga

the shareholders elect board of directors whotin select top management. The top management serve:

as officers who manage the corporation to the éstenf the shareholders.

The separation of ownership from management, gitres corporation several advantages over

partnership and proprietorships.

1. Ownership in corporation is represented by shafastock and can be transferred to new owners.

2. Corporation has unlimited life because thersejgaration of owners and management, the death
or withdrawal of an owner does not affect its legsistence. It can continue even after original
owners have withdrawn.

3. The shareholders’ liability is limited to the aomt invested in the ownership shares. However,
one great is disadvantage to corporation is thé¢red government taxes company income. In
addition, the owners also pay personal income dathé dividend they receive. This is double
taxation to shareholders when compared to solverigtorships and partnerships.

3.4 Goals of the corporate firm
What is the primary goal of the corporation? Thevear is that managers in a corporation make dexssio
for the stockholders because they stockholders awehcontrol the corporation. In that case, the gbal
the corporation is to add value for vague and sgie a definite answer to the corporation is difical
being, not a natural person. It exists in the ‘himmplation of the law”. It is also important fgou to
identify who controls the corporation in order wneider the set —of —contract new point, it sugteest
the corporate firm will attempt to maximize the elders’ wealth by taking actions that incredse t
current value per share of existing stock of tine filn explaining that further, the theory statest tfirm
can be seen as a set of contract i.e. the equittyaszt. The equity contract can be defined as theipal
—agent relationship.
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Where the members of the top management are tleatsigvhile the shareholders are the ‘principal’ it
assumed that the managers and the shareholdeft aldne, will each attempt to act in his or hamo
self — interest.

3.5Management goals

Managerial goals are different from those of shalddrs. The goals that managers will maximize éyth

are left to pursue their own rather than sharehsldmal are:

1. Managers will always want to obtain certain kiofdvalue from certain kind of expenses. For
instance in purchase of things like furniture, caffice premises and funds for discretionary
investment etc. these all have value to manageas fbst such values which come from

productivity.

2. Management will always try to command sufficieesources to avoid the firm going out of
business.

3. Management also helps in maximizing corporatelthhecorporate wealth tend to lead to increased
growth by providing funds for growth and limitingd extent to which new capital (equity) is
raised.

SELF ASSESSMENT EXERCISE

1. What are the three forms of business organizatio
2. What is district among the owners of both setgpetorship and partnership business.
3. Why is corporate from superior to other formbo$iness?

4.0 CONCLUSION

We have examined the three different legal formsba§iness organization —sole proprietorship,
partnership and corporation and they are so. Eathem have district advantages and disadvantages i
terms of the business, the ability to raise caghtares. The major interest have is that as firowgr the
advantages may for outweigh the disadvantages.

5.0 SUMMARY
This unit introduced you to some basic ideals irpomate finance in it we saw that:

1. The goal of financial management in a profitdzabusiness is to make decisions that the market
value of the equity.
2. The corporate form of organization is superother forms when it comes to raising money and

transferring ownership interest but it has theisicgnt disadvantage of double taxation.

6.0TUTOR MARKED ASSIGNMENT

1. Differentiate between a general and a limitedingaship.

2. What are the primary advantages and disadvantagole proprietorships and partnerships?
3. Can you recall some managerial goals?

4. What is the set —of- contracts theory all about?
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Answers to Self-Assessment Exercise

1. Sole proprietorship, partnership and corporation
2. They have unlimited liability
3. It is superior when it comes to raising cash taadsferring ownership interest.

7.0 REFERENCES/FURTHER READINGS.

Ross S.A, Waster field R.W and Jordan B.D. (20G&)damentals of Corporate Finance, USA: Mc

Grade Hill, Inc.
Ross S.A. Waster field R.W. and Jaffe J. (2005)pGate Finance Topics, USA: McGraw — Hill coy.
Inc.
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1.0 INTRODUCTION

In the previous unit, we have seen that managdrghabe best interests of the shareholders byntpki
action that increase the value of the stock. Weelsso seen that in large corporations, ownerspbe
among many members (shareholders). In this unit,widl be learning if management really acts in the
best interest of the shareholders or if managemansiue its own goal at the expense of the sharetwld

2.0 OBJECTIVES
After studying this unit, you should be able to:

. Explain what an agency relationship is
. State what agency problems are and how they coo.ab
. Explain the incentives that managers in large c@foans will have to maximize share value.

3.0 MAIN CONTENT

3.1 Agency Relationships

The relationship between shareholders and managesneailed agency relationship. Such a relatigmshi
exists whenever someone (principal) hires anotiher ggent) to represent his interests. For insiayure
might hire someone (can agent) to sell you canewolu are away at school. In all of these relatigrs
there is a possibility of conflict of interest bet@n the principal and the agent. Such a conflicaied an
agency problem.

Assuming you hire someone to sell you can, andeafgrgpay him a certain sum (flat fee) on sale at th
car, the agent’s incentive in this scenario is ekenthe sale, not necessarily to get you the bres. But

if you offer a commission of, say, 10 percent & fales price instead of that fee, then this prolteght
not exist. This example illustrates that the wayhich an agent is compensated is one factor ffextta
agency problems.
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The term agency costs refer to the costs of th#licobaf interest between shareholders and manageme
These costs can be direct or indirect an indirest s a loss of opportunity. For example manageémen
and shareholder interests may differ imagine whiezeowners of the firm will wish to take an invesim
because stock value will rise, but management nadybacause there is the possibility that things wil
turn out badly and management will lose their jdbsianagement does not take the investment, than t
shareholders may lose a valuable opportunity.

Direct agency costs come in two ways first is gooaate expenditure, which benefits management but
costs the shareholders. An instance is purchasel@turious and unneeded corporate jet. The second
type of direct agency cost is an expense thatsafieen the need to monitor management actions. For
example paying auditors to assess the actionsekample paying auditors to assess the accuracy of
financial statement information.

In the above illustrations, it is obvious that mgem@ment may tend to over emphasize organizational
survival to protect job security. Also, may dislikatside interference, so independence and comporat
self —sufficiency may be important goals.

3.2  Managerial Compensation

Management will frequently be given some significatonomic incentive to increase share value for tw
reasons. Firstly, managerial compensation espga@tthe top level is usually tied to value. Fastance,
managers are given the option to buy stock at gdiamprice. The more the stock is worth; the more
valuable is this option.

The second incentive managers have relates torfpects. Better performers within the firm wilhte

to get promoted. More generally, those managers avhasuccessful in pursuing stockholder and thus
command higher salaries. In fact, managers canaeapnous reward.

3.3  Control of the firm

Control of the firm ultimately rests with sharehetld they elect the board of directors, who, in tiire

and fire management. A mechanism used by unhapanelsblders to replace existing management is
called a proxy fight. A proxy is the authority tote someone else’s stock. A proxy fight developsnva
group solicits proxies in order to replace existoogird and thereby replacing management.

Another way that management can be replaced ishgotver. Those firms that are poorly managed are
more attractive as acquisitions than well —mandgets because a greater profit potential existausTh
avoiding a takeover by another firm gives managena@other incentive to act in the shareholders’
interests.

SELF ASSESSMENT EXERCISE

1. Who are an agent and a principal in a largearatpn?

2. An attempt by group decision to replace boardlioéctors thereby replacing management is
known as

3. What are they two type of agency costs?

4, The relationship between owners and managenientarporation is known as
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40 CONCLUSION

We have seen in this unit that there are a lovafence that shows that shareholders control the dind
that shareholders’ wealth maximization is the rafe\goal of the firm.

There are also times when management goals thaquled the expense of the shareholders.

5.0 SUMMARY
In this unit, attempts have been made to explaiatvelgency relationship is, agency problem (agency
costs) and how they come about. And finally themives that accrue to managers in large corpaorstio

Answers to Self-Assessment Exercise
Agent is management

Principal is shareholder

Proxy fight

Indirect and Direct Agency Costs
Agency Relationship.

a bk ownhpE

.0 TUTOR MARKED ASSIGNMENT

What is an agency relationship?

What are agency problems?

What incentives do managers in large corporati@ve to maximize share value?
How are firms controlled?

PwONPEPO

7.0 REFERENCES/FURTHER READINGS.
Ross S.A et al (2006), Fundamentals of Corporatariee, USA: McGraw — Hill, Inc.
Damodaran A. (1997), Corporate Finance: TheoryRuagtice, USA: John Wiley & Sons Inc.
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1.0 INTRODUCTION

We have learnt that are the advantages of the matgdorm of organization is that ownership can be
transferred more quickly and easily than the otbens and that money can also be raised more keadil

These advantages are to a large extent what erth#imeexistence of financial market. In this unig
will be looking at how cash flows to and from themoration and the functions of financial market.

2.0 OBJECTIVES
After studying this unit, you should be able to:

. State what of dealer market is

. Explain what you understand by a financial market.

. Differentiate between primary and secondary market.
. Differentiate between dealer and auction market.

3.0 MAIN CONTENT

3.1 Cash flows and from the firm

Suppose we start the firm selling shares of stocklarrowing money to raise cash:

Cash flows to the firm from the financial market

The firm invests the cash in current and fixeskss

These assets generate some cash

Some of which goes to pay corporate taxes

After taxes are paid, some of this cash floweis vested in the firm

The rest goes back to the financial marketsaaf paid to creditors and shareholders.

~0o o0 o
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A financial market like any market is a way of limg buyers and sellers together. In financial ratgk

it is debt and equity securities that are bougldat swid. Financial market differs in detail, howevEhe
most important differences concern the types otigiges that are bought and sold. Financial market
differs in detail, however. The most important eiffnces concern the types of securities that adedr
how trading is conducted, and who the buyers aherseare.

3.2 Functions of financial market

Financial market function as both primary and sdaoy markets for debt and equity securities primary
market refers to the original sale of securitiesgbyernments and corporations. The secondary nsarket
are those in which these securities are boughtsaidi after the original sale. Equities are of ceurs
issued solely by corporations. Debt securitiesssaed by both governments and corporations.

3.2.1 Primary market

In a primary market transaction, the corporationthe seller, and this is to raise money for the
corporation. Corporation under this market engagewio types of transaction: public offerings and
private placements. A public offering, as the nasnggests involves selling securities to the general
public, whereas a private placements. A publicroftg as the name suggests involves selling séesirit
to the general public, whereas a private placemsesmnegotiated sale involving a specific buyer.

By law, public offerings of debt and equity must kegistered with the Securities and Exchange
Commission (SEC). Registration requires the firndigclose a great deal of information before sgllin
any securities. The accounting, legal and sellogjof public offerings can be considerable.rbteoto
expense of public offerings, debt and equity ald povately to large financial institutions such kfe
insurance companies or mutual funds. Such priviseement need not to register with SEC and do not
require the involvement of underwriters (investmeanks that specialize in selling securities to the
public).

3.2.2 Secondary Market

This market involves one owner or creditor sellinganother. It is therefore the secondary markeds t
provide the means for transferring ownership opooate securities. Corporations are directly inedlv

in primary market transaction (when it sells sdesito raise cash), the secondary markets afe stil
critical to large production. The reason is thatestors are willing to purchase securities in angry
market transaction when they know that those siesican be resold if desired.

Dealer Versus Auction Markets

Auction markets and dealer markets are the twoskofdecondary markets. Dealer markets in stoctts an
long —term debt are called over — the —counter tweicounter. The expression over the countergéger
days of old when securities are literally bought aold at counters in offices around the countydayo
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a significant fraction of the market for stocks aidhost all of the market for long — term debt haee
central location; the many dealers are connecxtrehically.

Auction markets differ from dealer markets in tways. First, an auction market or exchange has a
physical location (like Ahmadu Bello Way). Secomda dealer market, most of the buying and sellsng
done by the dealer. The primary purpose of an anictiarket on the other hand, is to match those who
wish to sell with those who wish to buy. Dealerayph limited role.

SELF ASSESSMENT EXERCISE

1. What is a financial market?

2. Financial market can be divided into two what threy?

3. Which agency by law is required to register pubfferings of debt and equity?

40 CONCLUSION

In this unit you have learnt that the advantagesarporate form of business are enhanced by the
existence of financial markets. Financial marketscfions as both primary and secondary markets for
corporate securities and can be organized as eldaer or auction markets.

50 SUMMARY

In this unit, we can summarized by saying thatatieantages of the corporate form are enhancedeby th
existence of financial markets. Financial markdigancial markets function as both primary and
secondary markets for corporate securities andeanrganized as either dealer or auction markets.

6.0 TUTOR MARKED ASSIGNMENT

1. What is a dealer market? How do dealer and @uatiarkets differ?

2. Differentiate between primary versus secondaakets.

3. What are the various ways corporation can psit t@rrowed from the financial market.

Answers to Self-Assessment Exercise

1. A financial market, like any other market, istja way of bring buyers and seller together. # is
market where debt are equity securities are boaigthtsold.

2. Primary market
Secondary market

3. Securities and Exchange Commission (SEC)

7.0REFERENCES/FURTHER READINGS
Ross S.A et al (2006), Fundamentals of Corporatarteée, USA: McGraw —Hill Inc.
Damodaran A. (1997), Corporate Finance: TheoryRuagdtice, USA: John Wiley & Sons Inc.

30



MODULE I UNDERSTANDING FINANCIAL STATEMENT
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UNIT 1 PRINCIPAL FINANCIAL STATEMENT

CONTENTS

1.0
2.0
3.0

4.0
5.0
6.0
7.0

1.0

The information that is used in valuation and coap® finance, comes from financial, comes from
financial statement. An understanding of the béis@ncial statement is very important and a neggssa
first step to take. The three basic financial stegiets are the income statement, the balance she¢ha

Introduction

Objectives

Main Content

3.1 Income Statement

3.2 Balance Sheet

3.3 Concept of Cash Flows
Conclusion

Summary

Tutor Marked Assignment
References /Further Reading

INTRODUCTION

statement of cash flows.

2.0

OBJECTIVES

After studying this unit, you should be able to:

Understand how the financial statements — incomtestent, balance sheet, and statement of cash

flows are constructed.
Understand the general accounting principles

Explain how the accounting principles influence pineparation of financial statement
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3.0 MAIN CONTENT

3.1 Income Statement
An income statement provides information aboutrian’8 operating activities over a specific period of
time. It measures the revenues and expenses @frthee net income of a company equals its revenue
minus expenses; revenues arise from selling goods services, and expenses measure the costs
associated with generating these revenues.
An example of an income statement format

XYZ PLC

INCOME STATEMENT FOR THE PERIOD ENDED xxX----------

Revenues (Turnover) XX
- Cost of Goods sold XX
- Depreciation XX
- Selling Expenses XX
- Administrative Expenses XX
- Earning before Interest and Taxes (EBII) XX
- Interest Expenses XX
- Taxes XX
= Net Income Before Extraordinary Items XX
+ Gains (Losses) From Discontinued Operations XX
+ Extraordinary Gains (Losses) XX
= Net Income After Extraordinary ltems XX
- Preferred Dividends XX
= Profit to Ordinary Shareholders XX

Generally Accepted Accounting Principles are Pples that govern the construction of financial
statement and help determine accounting rules.ntiecoan be generated from a number of different
sources; generally accepted accounting principggsiire that income statement be classified inta fou
sections:

1. Income from continuing operations.

2. Income from discontinued operations.

3. Extraordinary gains or losses

4, Adjustments for changes in accounting principle

A typical income statement starts with revenues agtjdsts for the cost of the goods sold, deprexiati
assets used to produce revenues, and any selliagromistrative expenses to arrive at an operating
profit. The operating profit, when reduced by iestrexpenses, yields the taxable income, which when
reduced by taxes yields net income.

Accrual versus Cash — Based Income Statement
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Firms most times expend resources to acquire nadtesr manufacture goods in one period but do not
sell the goods until the following period. Aftertively they often provide services in one period 8o
not get paid for these services until the followpegiod.
In accrual —based accounting, the revenue fronmgedl good or service is recognized in the period |
which the good is sold or the service is performfedorresponding effort is made on the expensetside
match expenses to revenues.
Under cash —based system of accounting, reven@eseaognized when payment is received white
expenses are recorded when paid. As there is nchingtof revenues and expenses, GAAP requires that
firms use accrual —based accounting system in iecstatement.

3.2 Balance Sheet
Unlike the income statement which measures flower @vperiod of time, the balance sheet provides a
summary of what the firm owns in terms of assets what it owes to both its lenders and its equity
investors. The balance sheet is built around eyuali
Assets = Liabilities + Shareholders’ Equity Assatsl Liabilities are broken down into current amehn
current portions.

Assets Liabilities

Current Assets: Current Liabilities

Cash and Marketable Securities Accounts Pay@lrkditors)
Accounts Receivable (Debtors) Short Term Borrgwin
Stocks Other Current Liabilities
Other Current Assets Long Term Debt
Investments Other non-Current Liabilities
Property Plant and Equipment (Fixed Assets) Shéderss Equity
Intangible Assets Preference Shares

Ordinary Shares

Retained Earning

Treasury Stock
From the above, you can see that the balance sheetsnap shot of the firm. It is better way of
organizing and summarizing what a firm owns (itseas), what a firm owes (its liabilities, and the
difference between the two the firm’s equity) a@fiwen point in time.

Assets: The Left — Hand Side

Assets are classified as either current or fixedix&d asset is one that has a relatively long Fixed
assets can be either tangible (such as truck, meshbuilding, land) or intangible (such as tradskn
good will, copy right). A current asset will convéo cash within 12 months. For example stock would
normally be purchased and sold within a year arttius classified as current asset. Also cash itself
current asset. Debtors (money owed to the firmidgustomers) are also a current asset.

Liabilities and Owners’ Equity: The Right Hand Side the firms’ liabilities are tfest thing listed on
the right hand side of the balance sheet. Thesalaoeclassified as either current or long termer€u
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liabilities. Current liabilities, like current agseave a life of less than one year (meaning thegtrbe
paid or settled within one year) and they are disgiefore long term liabilities. Creditors (mone tirm

owes to its suppliers) is one example of a curiabtlity.

A debt that is not due within one year is clasdifés a long — term liability. A loan that the fimmll pay

off in fire years is one referred to as long —tetebt. Firms borrow in the long term from a variefy
sources.

Lastly, by definition, the difference between tbéat value of the assets (current and fixed) amedtdtal
shareholders’ equity , also called ordinary shamesheet below is intended to reflect that, if finen

were to sell all of its assets and use the mon@gayooff its debts, then whatever residual valueaieed
would belong to shareholders.

Total Value of Assets Total Value of LiabilitieacaShareholders’ Equity

Current Assets Current Liabilities
1. Cash, 2. Stock 1. Creditors

3. Debtors 2. Overdraft
Fixed Assets Long - term debt
1. Tangible Fixed Assets

2. Intangible Fixed Assets

Shareholder’s Equity

Generally accepted accounting principles in alnatistountries require the valuation of fixed assats
historical costs, adjusted for any depreciatiomngea on these assets. Because of this fact, fewst &
strongly influenced by both its depreciable lifedate depreciation method used. For stock, GAAP
allows for three basic approaches to be used umatiah of stock first —in first —out (FIFO), lasinfirst

— out (LIFO), and weighted average.

For an obligation to be recognized as a liabilitynust meet three requirements — it must be exleict
lead to a future cash outflow or the loss of areittash inflow at a specified date.

3.3 Concept of Cash Flows

The statement of cash flows is based on a refotionlaf the basic equation relating assets to litzds.
Assets = Liabilities + Shareholders’ Equity
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By cash flow, we simply mean the difference betwdgennumber of dollars that came in and the number
that went out. For example, if you are the ownea @usiness, you may be very interested in how much
cash you actually took out of your business invagiyear.

How this is determined is one of the things to dsscnext we will discuss how to calculate cash flow
from Nigerian corporation and point out how theutesliffers from standard financial statement aalle
the statement of cash flows. The statement of ashis a different issue and should not be conduse
with what is discussed in this unit.

The accounting statement of cash flow will be désad in unit 5 of this same module.

From the balance sheet equation stated abovesiinitar to say that cash flow from the firm’s asswist
equal the sum of the cash flow to creditors ancctsh flow to shareholders (owners).

Cash flow from assets = cash flow to creditors shdédow to shareholders

Cash flow from assets

Cash flow from assets involves three components:

Operating cash flow, capital spending, and changeet working capital.

1. Operating cash flow: This refers to the castvftbat results from the firm’s day to day activitie
of producing and selling. Expenses associated fivitt financing of its assets are not included
because they are not operating expenses.

To calculate operating cash flow (OCF), it is rave® minus costs, but we don’'t want to include

depreciation because it's not a cash outflow, sm anclude interest because it is a financing eeses

but we do want to include taxes, because taxegaagein cash. The result is calculated thus:

Table 1: ABC Nig.

2005 Operating Cash Flow
‘000

Earnings before interest and taxes 694

+ Depreciation 65

Operating Cash Flow _ 212

Grand Total: 547

The importance of operating cash flow is thatlitus on a very basic level whether or not a firreésh
inflows from its business operations are suffictentover its everyday cash outflows.

2. Capital Spending: Net capital spending is jushay spent on fixed assets less money received
from sale of fixed assets. At the end of 2004, fireid assets of ABC Nig were N1,644.000
during the year, ABC wrote off depreciation N65,080rth of fixed assets on the income
statement so, if the firm didn't purchase any nexed assets, net fixed would have been
N1,644,000- N65,000 =N1,579,000. The 2005 balameetsshows N1, 709,000 in net fixed
assets. Therefore the net capital spending coutdloelated thus:

Table 2 ABC Nig.
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2005 Capital Spending

‘000
Ending net fixed assets N1,709
- Beginning net fixed assets N1,644
+ Depreciation ___N65
Net Capital Spending __N130
3. Change in Net Working Capital: In addition tonfiinvesting in fixed assets, a firm will also

invest in current assets. For example, ABC Nig irexd N1,403,000 in 2005 as spending on

current assets. At the end of 2004. Current assets N1,112,000, so during the year, ABC Nig

invested N1,403,00-1,112,000 =N291,000 in curresets. As the firm changes its investment in
current assets, its current liabilities will usyathange as well. To determine the change in net
working capital, the easiest approach is just te tdne difference between the beginning and
ending net working capital figures. Net working itapat the end of 2005 was N1,403,000 -

389,000 (current liabilities) =N1,014,000 similady the end of 2004, net working capital was

N1,112,000 —N428,000 (current liabilities) = N58@0. So, given these figures, we have.

Table 3 ABC Nig
Change in Net Working Capital
‘000
Ending NWC N1,014
-Beginning NWC _N684
Change in NWC __N330

Note: NWC = Net Working Capital

Given the figures we have come up with, we can ttadoulate the cash flow from assets. The totah cas
flow from assets it given by operating cash flossl¢he amount invested in fixed assets and netimgrk
capital. So, for ABC Nig, we have:

Table 4 ABC Nig.
2005 Cash Flow from Assets
‘000
Operating cash flow N547
-Net Capital Spending N130
-Change in Net Working Capital __ N330
Cash Flow From Assets __ N87

Remember, from the equation given earlier, castv fllom assets equals the sum of cash flow to
creditors and cash flow to shareholders. We witistder that next.

Cash Flow to Creditors and Shareholders

36



The cash flow to creditors and shareholders reptdbe net payment to creditors and owners dutieg t

year. Their calculation is similar to that of cdliw from asset cash flow to creditors is inteneaid less

net new borrowing; cash flow to shareholders isddind paid less net new equity raised.

1. Cash flow to Creditors: Suppose ABC Nig paid N70,000 interest to credittiong term debts
rose by N454,000 —N408,000 =N46,000. So, ABC NigidPOut N70,000 in interest, but it
borrowed an additional N46,000. Net Cash Flow &glitors is thus:

Table 5 ABC Nig
2005 Cash Flow to Creditors
Interest paid N70,000
-Net new borrowing _N46,000

N24,000

2. Cash flow to shareholders: Supposing that dnddepaid to shareholders amounted to N103, 000.

To get now equity raised, we need to look at tltenary share and paid —in surplus account. This

account tells us how much stock the company had &alring the year, this account rose by

N40,000, so N40,000 is net new equity was raisegeriathis, we have:

ABC Nig.
2005 Cash Flow to Shareholders
‘000

Dividend Paid N103

-Net new equity raised _ N40

Cash flow to stockholders N63
The last thing we need to do is to verify that ¢thsh flow identify holds, to be sure that we didnake
any mistakes. From the previous section, we kndvah ¢ash flow from asset is N87,000. Cash flow to

creditors and shareholders is N24,000 + N63,00075088, so every checks out.

Self Assessment Exercise

1. List the three major financial statements.

2. Which financial statement provides a summarwloét the firm owns in terms of assets and what
it owes to both its lenders and equity holders?

3. Assets and liabilities are broken down into wdrad what.

4, Payment to owners of business at the end diubmess operation where a gain is made is known
as?

5. What principle governs the construction of ficiahstatement?

40 CONCLUSION

This unit has introduced you to some of the baeicBnancial statement; income statement, balance
sheet and cash flow. In it we saw that the bookieslon an accounting balance sheet can be very
different from market values. The aim of finanam&nagement is to maximize the market value of the
stock not its book value.
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5.0

SUMMARY

Financial statement remains the primary sourcenfafrination for most investors and analyst. Thigt uni
attempts to explain the basics of financial statgna@d the generally accepted accounting princigrlas
underlie their construction. As long as there mogmition that financial statement is a means terzoh
which is understanding and valuing the firm — itseful.

6.0
1.

TUTOR MARKED ASSIGNMENT

Under what conditions will switching from casisled to an accrual —based accounting statement
increase or decrease income why?

In company accounting net income and operatisty low, name two items you typically find in
net incomes that are not in operating cash flow.

Suppose a company’s cash flow from asset waativedgor a particular period. Is this necessarily
a good sign or a bad sign?

Answers to Self-Assessment Exercise

abrwnpeE

7.0

Income statement, Balance sheet cash flow
Balance sheet

Current and Non-current

Dividend

Generally Accepted Accounting Principles (GAAP)

REFERENCES /FURTHER READING

Ross S.A. et al (2006), Fundamentals of Corporatanee, USA: Mc Graw — Hill Inc.
Damodaran A. (1997), Corporate Finance; TheoryRunadtice, USA: John Wiley & Sons Inc.
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1.0 INTRODUCTION

Financial ratios is a powerful tool of financialaysis. We shall, in this unit, examine ratio as&yin
detail and apply it in the analysis of the incontegesment and balance sheets, the fundamental falanc
statements. We shall at the end bring out posgitmblems/limitations in the use of financial ratios
financial analysis.

2.0 OBJECTIVES
After studying this unit, you should be able to:

. Explain the nature and classification of financ&tlos used in financial statement analysis.
. Compute ratios from financial statements —the ineatatement and balance sheet
. State relationship between the computed ratiostandfluence on decision making.

3.0 MAIN CONTENT

3.1  Nature of Financial Ratios

In unit I, we defined financial ratio as an ind&att relates two accounting numbers which is obtalme
dividing one number by the other. It is a relatlpsbetween two accounting figures expressed
mathematically, In finance, ratios are used to pourt relationships that are not obvious from the/ r
accounting data. When ratios are calculated, wegearcomparison that may prove more useful than the
raw numbers by themselves.
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3.2  Standards of Financial Ratios Comparison

When we compute ratio from financial statement, lvawe to compare them using certain criteria to
achieve useful interpretation. A single ratio tself does not indicate favorable or unfavorablediton.

It have to be compared with some standards beforements can be made.

The standards of comparison as suggested by Padd88) and many other exports in finance are:

. Past Ratios; past ratio are ratios calculated ttoapast financial statement of the same firm.

. Projected Ratios: These are ratios computer usiagggied or proforma, financial statement of
the same firm.

. Competitors Ratios: These are ratios of some s#ldaims, especially the most progressive and
successful competitors of similar level of openasiat the same point in time.

. Industry Ratios: These are ratios of the indusiryhich the firm belongs.

3.3  Classification of Ratios
Financial ratios have been classified in varietymalys. Many find the following broad bases of many
classifications employed in current literatures.

a. Primary Criterion:

This base of classification suggest two types

. Primary ratios, which is mainly the ratio on invasnts ratio and

. Secondary ratios, which are all other ratios magdraputed for the purpose of analysis.

This approach to classification will essentiallyywamong firms, and they will select only such thet

relevant for their needs.

b. Ratios Tagged to Needs of Interest Groups:

Under this approach, ratios are classified basethemeeds of the interest groups. The major istere

groups identified for this purpose are: managenwmhers, and lenders.

. Management View Point: Management will be interested in the ratios thall enhance
management and operational control. These rat®sast of goods sold and gross margin ratios,
profit ratios, operating expenses ratios, contrdsutatios and working capital ratios.

. Owners View Point: The ratio owners are interested in includes; mefitgto network ratio, net
profit to equity share capital ratios, economy geare, divided per share, divided per share etc.
. Lenders’ Evaluation: Lenders are mostly interest in the liquidity pmsitand going concern of

the firms. The ratios that will be interested irtludes: Current ratios, quick ratio, solvency,
ratios, profitability, ratio etc.

(¢c) Fundamental Classification Basis:

Ratios under this classification are grouped adgogrdo a basic function relevant to financial asé

five (5) such groups have been generally recognaed are:

. Liquidity Ratios: These are ratios that measures firm’s ability &etrits maturing short term
obligations. Examples include the Current Ratio @uitk Ratio.
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. Leverage Ratios:These are ratio that measures the extent to wéhiaim has been financed by
debt and its ability to meet interest and otheedixharges obligations. Examples include Debt to
Total Asset; Times Interest earned, and fixed adhsuggpverage ratios.

. Activity Ratios: These are ratio that the effectiveness with wiaidirm is using its resources:
Examples includes, inventory turnover, averageectitbn period, fixed asset turnover and total
asset turnover,

. Profitability Ratios: These ratios measure the efficiency of the a@wiof a firm and its ability
to generate profit. Examples includes, profit (oetgross) margin, return on investment, net
profit to network, etc.

. Investment Ratios: These ratios measured the ability of a firm tcatzeand market values in
excess of investment costs. Examples are ricereggmatios, and market /book value ratios.

The fundamental classification is the most extezigiused mode of presenting financial statement

analysis. We shall adopt fundamental classificaitioour subsequent discussions of financial analysi

3.4 The norms for Evaluation of Financial Ratios

You may be wondering on how to control activitiesough ratios. The answer is not difficult to seek.
Ratios that have been identified for control of\attes measures relationships between key elemants
any point in time. Such a measure is then compaidid some “norm” and the cause for directors
investigated. An action plan is then prepared anplemented to remove the counsels). The following
appears to be the ways for evaluating the figures:

Time Series Analysis:The easiest way to evaluate the performance ofrai$ to compare its current
period ratio with the past ratio. When financidioa of a firm over a period of time are compareis i
known as time series (or trend) analysis. This a@mspn given an indication of the direction of admer
and reflects whether the financial performanceiimsoved, degenerated or remained constant overtime
The analyst should not simply determine the chabgéemore importantly, he should understand why
ratios have changed.

Pro- Forma Analysis: This is the use of future ratios as standard ohmarison. Future ratio can be
developed from the projected, or pro-forma, finahstatements. The comparison of current or péstsra
with the future ratios would reveal the firm’s r@l@ strengths and weaknesses in the past anditiine f

If the future ratios indicate weak financial pawits, correction should be initiated.

Cross — sectional AnalysisAnother way of comparison is to compare ratioooé firm with some
selected firms in the same industry at the sametpoitime. This kind of comparison is called @es
selection analysis. In most cases, it is more ligeficompare the firm’s ratio with those of a few
carefully selected competitors who have similarrapens. This could indicate the relative financial
position and performance of the firm.

Industry Analysis: Computed ratio of a firm can be compared with agerratios of the industry of
which the firm is a member to determine its finahciondition and performance. This kind of analysis
called industry analysis. This types of analysip lod to ascertain in financial standing and calpigbof

the firm vis —a —vis other firms in the industrgdustry ratios are important standards in viewheffact
that each industry has its characteristics whiflaémce the financial and operation relationships.
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3.5 Computation of Financial Ratios and Purpose
We shall under this part, undertake the computatioratios describe under fundamental clarificatiion
3.1(c). We shall state the formulae for computatiod their main purposes.
1. Liquidity Ratios
Liquidity is term used to describe the extent tackha business can meet its short — term obligatam
at when due. Insolvency is a state of being untabpay debt as they fall due. This situation cde&tl to
bankruptcy and collapse of a firm. Investors arwiillimg to put their monies into, or lend money, to
firms that are insolvent; traders are unwillings&l gods on credit to firms that are always haviggid
problems.
Assessment of a firm’s liquidity position is dorging the following ratios:
I. Current radio: This ratio compares all current assets with cudiehilities and indicates a firm’s
ability to meet its short term obligation with ircent assets.
Current Assets
Current Liabilities
As a convention, a current ratio of 2:1 is constdesatisfactory. Too high a ratio will suggest tooch
fund up a current asset, and low a ratio couldrbandication of danger of not being able to paydae
when they come and price for quick payment.

il Quick or Acid Test Ratio: This ratio is a more conservative measure of
liquidity. It excludes inventory (stocks) from tloeirrent assets in the determination of liquidity.
The ratio emphasizes more on assets that can Ibe @asverted into cash or to a reasonable time
without loss of value. Quick ratio is given by:

Current Assets — Inventory (Stocks)
Current liabilities

Generally, a quick ratio of 1:1 is considered tpresent a satisfactory current financial conditidra

firm.

iii. Cash Ratio: This ratio takes more stringent view on liquidity.examines only cash and its
equivalent (i.e. marketable security) in relationctirrent liabilities. It is a measure of most ldju
asset of a firm as it considers only cash and ntalke securities in the current assets as the
numerators. Cash ratio is given by.

Cash + Marketable securities
Current liabilities

2. Profitability Ratios

Profit is the difference between revenues and esgmrover a period of time (usually one year).
Profitability ratios are used to measure the opagaefficiency of a firm. All stakeholders of arfirare
interested in the profitability of the enterprigesfitability is measured by the following ratios.
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Gross Profit Margin: This ratio shows the profits relative to sales raftee direct production
costs are deducted. It can be used as an indichtbe efficiency of the production operation and
the relationship between selling price productiosts.
Gross Profit Margin (GPM) is given by:
Sales — Cost of Goods sotdL00

Sales
Or Gross Profitx 100

Sales

Generally, the higher the ratio the nibieefficiency of a firms’ operation could be.
Mark Ups on Cost: This is another ratio used to analyze the tradirgjitability of a firm. It
shows the profits relative to direct costs of prcican.
Or to a reasonable time without loss of value.cQuatio is given by:
Current Assets — Inventory (Stocks)
Current liabilities

Generally, a quick ratio of 1:1 is considered tpresent a satisfactory current financial conditidra

firm.
iii.

2.

Cash Ratio: This ratio takes more stringent view on liquidity.examines only cash and its
equivalent (i.e. marketable security) in relatiorctirrent liabilities. It is a measure of most laju
asset of a firm as it considers only cash and ntabke securities in the current assets as the
numerators. Cash ratio is given by
Cash + Marketable securities

Current liabilities
Profitability Ratios

Profit is the difference between revenues and esgmrover a period of time (usually one year).
Profitability ratios are used to measure the opagaefficiency of a firm. All stakeholders of arfirare
interested in the profitability of the enterprigesfitability is measured by the following ratios.

Gross Profit Margin: This ratio shows the profits relative to sales raftee direct production
costs are deducted. It can be used as an indicatbe efficiency of the production operation and
the relationship between selling price and proaunctiosts.
Gross Profit Margin (GPM) is given by:
Sales — Cost of Goods Sotdl00

Sales
Or Gross Profik 100

Sales

Generally, the higher the ratio the more the edficy of a firms’ operation could be.

Mark Ups on Cost: This is another ratio used to analyze the tragirgjitability of a firm. It
shows the profits relative to direct costs of prctcan.
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Mark —ups on cost is given by
Gross Profix 100
Cost of Goods Sold
This ratio expresses gross profit in different waidall of the two ratios (i.e. Gross profit andalkk —
ups on cost) below expectation may be due to sdntleecfollowing reduction in selling, poor buying,
and poor stock control.

iii. Profit Margin: This ratio helps in measuring the relationshipeetn sales and operating profits.
It measures the profit made on sales after allrtiming expenses have been deducted from the
gross profit. If the percentage of this ratio hakkeh, while Gross Profit Margin has remained
constant then increase in reduce them. Profit masgjiven by:
Operating Income 100
Sales
If the profit margin is inadequate, a firm cannohiave satisfactory returns to its investors, beeatis
an indicator of the ability of a firm to withstaadverse conditions such as fall in prices, riseosts and
declines in sales.

iv. Net Profit Margin: This ratio is obtained when operating expensesraateand taxes are

subtracted from the gross profit.

Net profit Margin is given by

Profit after Taxx 100
Sales

Net profits Margin establishes a relationship bemveaet profit and sales, and indicates management’s
efficiency in manufacturing, administering and isgjlthe products. It is a measure of a firm’'s &pitd
turn each Naira sales into net profit.

V. Basic Earnings Power:This ratio measures the returns achieved by firmeiation to its assets.
Basic Earning Power is given by:
Earnings before Interest and ta00
Total Assets

This ratio links the profits generated to the beakue of the assets. If a firm is using its aseéffisiently
this ratio will be high.
Vi. Return on Investment: This ratio measures the overall effectiveness difma in generating

profits with available assets. Return on Investn{B@l) is given by:

Net Profit After Taxex 100

Total Assets

As this ratio measures the earning power of thested capital, the higher the ratio the bettertlier
firm.
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3. Leverage Ratios

Leverage ratios measure the relationship betweeriuthds provided by the owners (shareholders) of a
firm and funds provided by the creditors of thenfirThey also measure the ability of the firm tovssyr

the charges accruing from the use of outsiderstdu(creditors).Leverage is measured through the
following ratios.

I. Debt- to —Equity: This ratio assesses the extent to which firm isgu®orrowed funds, it is
computed by dividing the total debt of a firm (mding current liabilities) in the event of
shrinking asset values or outright losses. Prefiersks are sometimes included as debt rather than
equity when leverage ratios are calculated.

Total Debtx 100
Shareholders’ equity

Generally creditors would like this ratio to be |ldvecause the lower the ratio, the higher the lef/éhe
firm’s financing that is being provided by sharaterls, and the larger cushion (margin of protection)
the event of shrinking asset values or outrightdss Prefers stocks are sometimes included as deb
rather than equity when leverage ratios are cdiedla

il. Debt — to- Total Assets:This ratio measures the amount of the total fundsiged by creditors
in relation to the total assets of the firm. Deltb—Total Asset is given by
Total Debtx 100
Total Assets

Generally creditors would also prefer low ratio fl debt’s ratios, because the lower the ratie th
greater the cushion against the creditor’s losséisa event of liquidation.

iii. Long Term Debt — to Total Capitalization: This ratio measures the relatives weight of long —
term capital to the capital structure (long —temamcing) of the firm. Long —term debt — to- total
capitalization is given by:

Long — term debx 100
Total capitalization

Total capitalization means capital employed (losignt debt + equity). This ratio measures the exient

which a firm is financed by long — term loans, tbeer the ratio the lower the financial risk of tfien.

This ratio is also called Gearing Ratio.

(iv)  Times Interest Earned: Thisratio measurers how satisfactorily a firm witleet its interest
payment. Times interest earned is given by.
Earnings before Interest and Tax
Interest Charges
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As this ratio serves as one measure of firm’s gbild meet its interest payments and thus avoid
bankruptcy, the higher the ratio the greater tkelihood that the firm could cover (i.e. settles) imterest
payments without difficulty. It also sheds soméntign the firm’s capacity to take on new debt.

V. Fixed charge coverage: This ratio is similami@rest earned ratio but it is more inclusivehatt
it recognizes that many firms lease assist andritfong —term obligations under lease contracts
for the payment of lease premium. This ratio isgiby.
Earnings before interest and tax + lease obligatio
Interest charge + Lease obligation

As nowadays, leasing is becoming widespread iméimy businesses, this ratio is preferable toithe t
interest earned ratio for making financial analyses

4. Investment Ratios

The financial statements of public liabilities caanes are used by investors and their advisersatem
analysis for investment decision like buying mohargs or holding on or selling out calculating oati
assists shareholders when analyzing a potentiadstment in the stock of an enterprise they are
employing the following ratios:

Vi. Return on Investment: This ratio measures the overall effectiveness d&fm in generating
profits with available assets.
Return on Investment (ROI) is given by:
Net Profit After Taxes 100
Total Assets
As this ratio measures the earning power of thested capital, the higher the ratio the bettertlier
firm.

3. Leverage Ratios
Leverage ratios measure the relationship betweerutnds provided by the owners (shareholders) of a
firm and funds provided by the creditors of thenfirThey also measure the ability of the firm tovssy
the charges accruing from the use of outsidersds$yreditors) by its shareholders equity.
Debt to equity is given by

Total Debtx 10

Shareholders’ equity
Generally Creditors would like this ratio to be ldwecause the lower the ratio, the higher the lef/éle
firm’s financing that is being provided by sharetet, and the larger cushion (margin of protection)
the event of shrinking asset values or outrightéss Prefers stocks are sometimes included asatabt
than equity when leverage ratios are calculated.
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il. Debt — to-total assetsThis ratio measures the amount of the total fundsiged by creditors in
relation to the total assets of the firm. Debt —total asset is given by
Total Debtx 100
Total Assets
Generally creditors would also prefer low ratio fl debt’s ratios, because the lower the ratie th
greater the cushion against the creditors’ logsdisa event of liquidation.

I. Earnings per share:This is the ratio that is used to determine therreaccruing to each share. It
is calculated by dividing the profit after taxesthyg total number of common stocks outstanding.
Earnings per share (EPS) is given by:

EPS =_Profit after taxes
Number of common stocks outstanding

This ratio simply reveals the profitability of arfi on per share basis, it does not reflect how nisiglaid
as dividend and how much is retained in the busegesBut as a profitability index, it is a valuabled
widely used ratio.

il. Price — Earnings ratio: This is a measure of confidence a shareholderptase in the profit
growth of a firm, because a high price- earning® riadicate strong shareholders’ confidence in
the firm and its future, and a lower ratio indicatewer confidence Price —Earnings (PE) ratio is
given by:

PE ratio = Market Price Per Share
Earnings per Share

Price earnings ratio is widely used by securitylgsis to value the firm’s performance as expectgd b

investors. It indicates investors’ expectations wbthe firm's performance. Management is also

interested in this market appraisal of the firmsifprmance and will like to find the cause of P#ia
declines.

iii.  Earning Yield: This ratio is the reciprocal BYE ratio: Therefore, all the analysis made uriRi&r
ratio could be applied in earning yield. The rateeks to find the percentage of EPS in relation to
market price per share earnings yield, this ismgivg
Earnings per share100
Market price per share

iv.  Dividends per Share: This ratio indicates earnings given to shareholdes each share as
dividend. Even though all net profits after taxedobng to the shareholders, not the whole of it
what will be distributed to them as cash dividebividends per share (DPS) are given by:

DPS = Earning paid to shareholders (dividends)
Number of ordinary shares outstanding
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A large number of present and potential investoy ha more interested in DPS, rather than EPS,
because DPS is what actually accrue to them asreasins for their investment.

V. Dividend — Payment Ratio: This ratio reveals fgegcentage of the dividend in relation to the
percentage retained to expand the growth of thm. fDividend payout ratio (or simply payout
ratio) is DPS (or total dividends) divided by thBE (or profit after tax). Dividend payout ratio is
given by:

Dividend per sharg 100
Earnings per share

This ratio has strong bearing on what accruesdattareholders as cash dividend since it contaime s

information to potential investors. How much empéads lay on it but less to retain for the future

expansion and growth of the firm internal sourcérdnce.

vi.  Dividend Yield: This ratio shows the percentage of income fromeshéividends) in relation to
the market value of the share. Dividend yield iggiby:

Dividend per sharg 100
Market price per share

Since dividend yield is used to evaluate the stadehs’ return in relation to the market value bé t

investment (share), the result should be compartddreturns from other types of investment for taki

the right decision.

vii. Markets Value — to — Book:Value (MV/BV) Ratio: This is measure of the rabtbmarket value
of the share to the book value of the share. Mar&kte —to- Book value (MV/BV)ratio given by:
Market price per share
Book value per share

Note that book value per share is equity dividedh® number of shares outstanding. The higher this
ratio is, the healthier is the performance of th&rs in the market place.

viii.  Tobin’s q: This is a measure of the impacts of inflation tplaeement costs of the assets of a
firm. With rising price (i.e. inflation)book valuasderstates replacement cost. One may want to
consider the ratio of the market value of a firratgiity and debt to the current replacement cost
of its assets. This ratio is popular known as T@hanis given by:
g= _Market value of assets (debt + equity)

Estimated replacement cost of assets

Tobin argues that firms have an incentive to invdsén q is greater than 1 (i.e., when capital egeipt

is worth more than its replacement costs), and ttiey will stop investing only, when g is less thian

(i.e., when equipment is worth less than its regiiaent cost). When q is less than 1 it may be chidape

acquire assets through merger rather than buyingassets.

5. Activity Ratios
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Activity ratios are overall performance ratios tlaa¢ employed to evaluated effectiveness of the’dir

use of its resources. Overall performance is measiy the following ratios:

I. Return on Capital Employed (ROCE). This ratio relates the profit earned to the amairbng
term capital invested in the business and measheesfficiency of management in the use of the
firm’s resources. Capital employed is total as$ess current liabilities or equity plus long term
liabilities. Return on Capital Employed (ROCE) ca given by
Earnings before interests and t&x100

Capital Employed

il. Receivables Turn Over Ratio (in number of times).This ratio measures the quality of the
receivables of the firm and the efficiency in i@llection. It is usually expressed in number of
times and given by

Annual net credit sales
Receivables

iii.  Average Collection Period / Debtors Collection Pead. This ratio assesses the speed with which
a firm collects amount owing from customers. lithe ratio used to determine average period
receivables or collected after sales. The ratgisn by:

Receivablex 360
Net sales

The lower the collection period the more effectiveghe control of credit. Very high collection paati

thus, is an indication of bad credit control systérat needs to corrected and improved. This coeld b

either be through incentive for prompt paymentsféective sanctions for slow payers.

Iv. Average Payable Period / Creditors PaymentdéefThis ratio assesses the level of insolvency of

a firm. It indicates the average number of daysidky a firm in payment of its credits. The rasajiven

by:

Account Payabl& 360
Annual credit sale

Low credit payment period ratio is an indicatioattthe firm makes credit payments promptly and that
the credit system is efficient. High ratios indetite opposite.

V. Inventory (for stock) Turnover ratio: This ratio indicates the level of efficiency and
effectiveness in the management of firm’s inventang its liquidity. It is usually expressed in
number of times. The ratio is given by:

Cost of sales
Average inventory
Average inventory is computed by dividing by two {2e sum of opening and closing inventories.

Generally, the higher the inventory turnover, therenthe efficiency of the management of the firm’s

inventory and its liquidity. However, high turnoveight sometimes be an indication of maintenance of
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too low a level of inventory and occurrence of freqt stock out. Low inventory turnover is oftenigns
of excessive, slow moving or obsolete items in imogy.

Vi. Current Asset Turnover: This ratio measures the number of times curresetashas been
converted into sales. It is given by:
Sales
Total current assets

The higher the ratio, the more effective the rewegeneration of a firm.

Vi. Fixed Asset Turnover: This ratio reveals thécedncy in the employment of fixed assets in the
generation of revenue. The higher the ratio, theebéor the firm. It is given as:
Sales
Net Fixed assets
Other variations of activity ratios abound whichultbextend to ratios as: sales per employee, &gkt
turn over etc.

3.6  Limitations of Financial Ratios

The followings are some of the limitations of ficéal ratios.

. Comparison of ratios among firms may be misleadiadglifferent firms operate under different
social and economic conditions differs in theiresior the nature of the business carried on and in
their accounting methods.

. Inflation has a significant effect on the validd§ this historical cost account and tends to render
ratio analysis useless provision is made for adjast to the inflated figure especially in trend
analysis.

. Ratios are not a standard formula for judging tagggmance of a business. Many ratios are in

common use and express standard relationshipgdwuindy a guide since management cannot be
reduced to formula.

. Ratios are not a substitute for judgment. Managemgoroduced with answers to its problems by
ratios. In this connection a meaningful figure tmmparison may be crucial. Unfortunately in
some areas absolute standards have been adopted.

. Difficulties in selection of profit figures, diffent bases of stock valuation, depreciation charges
and in valuating fixed assets, provide a seriousatito the usefulness of ratio.
. External analysis of profit figures, different basheet can be misleading because the picture at

that particular moment of time may not be represt@re of the year as a whole.

SELF ASSESSMENT EXERCISE

1. The ratios measuring management’s overall effegtige as shown by the returns generated on sale:
and investment are:

a. Leverage ratios

Profitability ratios

=3
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c. Activity ratio
d. Liquidity ratio

2. Inventory turnover is defined as ..................... divideyglindividuals

a. Cost of goods sold

b. Accounts receivable

C. Gross profit

d. Net operating income

3. The primary purpose of the current ratios ismasure a firm’s

a. Use of debt

b. Profitability

C. Effectiveness

d. Liquidity

e. None of these

4, Because inventories are less liquid than otheeat assets, the quick ratio is regarded as leeing
more stringent test of liquidity than the curreatie. True /false.

5. Other things being constant, (assuming an Indigrent ratio greater than 1.00) which of the
following will not affect the current ratio?

a. Fixed assets are sold for cash

b. Long —term debt is issued to pay off currentlntédness

C. Accounts receivables are collected

d. Cash is used to pay off accounts payable

e. A bank loan is obtained

6. The averages collection period is found by dngd........................with

. ..and then dividing average sales per dag iaccounts .................... The

average coIIectlon period is the length of time théirm must want after making a sale before it

FECEIVES.....ovviive e iiiiinannns

4.0 CONCLUSION

In this unit, you have learnt, in detail, naturefiatincial ratios, its classifications and waysytlsdould

be computed. Criteria for financial ratio assesdneare also discussed. We have tried to explain tha
financial ratios are used to assess the performdmmoagh computation of specific ratios from bakanc
sheet and income statement of a firm and compdhiegn with standards to provide further information
regarding specific aspect of the firm’s operatidfe also state that financial ratios should be usgita
care because of some inherent limitations, asdumi 3.6 above.

5.0 SUMMARY
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In this unit we treated financial ratio were trehte details classification of ratios, norms fomation

of computed ratios and illustrative example wereegi and discussed. This unit provides adequate
background on the use of financial ratios, whendusdhin its limitations, in the evaluation and
prediction of the performance of an enterprise.

6.0 TUTOR -MARKED ASSIGNMENT
1. Explain three major classifications of ratiosl &ine significance of each to financial analysis.
2. What are the major limitations of ratio anal¢sis
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1.0 INTRODUCTION

In unit 2, we discussed in details the models (fda®) for the computation of ratios for financial
analysis. We shall now attempt to compute thesesraising examples of financial statement. The
computed ratios will, therefore, be analyzed amdrétationship explained.

2.0 OBJECTIVES

At the end of the studying of this unit, you shobklable to:
» Compute financial ratios from financial statement
» Explain and establish relationship between the adgetpratios
» State the importance of ratio in decision making.

3.0 MAIN CONTENT

3.1 Computations of Financial Ratios
To achieve our aim at this point, we shall useetkemple below to compute identified ratios in it

Self-Assessment Exercise

The Balance sheet, trading /profit and loss accofiftauzo Business Company Ltd as & Bkcember
2008 is as follow:

QUICK BUSINESS COMPANY LTD

BALANCE SHEET AS AT 31 DECEMBER 2008

2008 2007

N’000 N’000 N’000 N’000
Fixed Assets (less Depreciation):
Land and Building 166 120
Motor vehicles 80 80
Plant and machinery 480 320
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726 520
Current assets:
Stock 180 140
Work in Progress 134 92
Debtors (less doubtful debts) 220 160
Bank 40 60

274 452
Less: Current Liabilities:
Creditors 90 120
Dividends payable 60 40
Taxation 36 24
Bank overdraft 104 52
290 236

Networking capital 284 216
Net asset 1,010 736
Financed by:
Issued/paid capital 600 400
Reserves 166 100
Profit and loss 84 36

850 536
10% Debenture 160 200

1,010 736

QUICK BUSINESSOMPANY LTD

TRADING AND PROFIT ACCOUNT FOR THE YEAR ENDED 31

St DECEMBER, 2008

2008 2007

N’000 N’000 N’000 N’000
Sales 3680 2888
Land cost of sales:
Opening stock 232 180
Purchases 2904 2218

3136 2398
Closing stock 314 2822 232 2166
Gross profit 858 722
Less expenses 694 606
Net profit 164 116
Provision for tax 36 24
Transfer to reserves 20 16
Proposed dividend 60 116 40 80

48 36

Additional Information:
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1. The market price per share is as follows 20083t122007#1.45

2. Expenses include debenture interest as follows:
2008 N16,000
2007 N20,000

Required:

Define the following accounting ratio, compute aa@nment on the ratios of quick business company
limited.

I. Gross profit and net profit margin

il. Return on capital employed (ROCE)

iii. Return on Equity (ROE)

iv. Quick Assets ratio (Acid Test)

V. Capital Gearing

Vi. Sales to debtors

Vii. Debt ratio

viii.  Total assets turnover

iX. Earning yield

X. Stock turnover.

Solution

Gross Profit Margin

2008 = 858000 (3,680- 2,822) = 23.3%
3680000

2007 = 722000 (2,888-2166) =25%
2888000

Net Profit Margin

2008 = 164000 =4.5%
3680000

2007 = 116000 =4.0%
2888000

il. Return on Capital Employed (ROCE)
This ratio relates profit only to long term fundsde up of equity shares capital, reserves andtpyofi
preferences capital and debenture or loan stock.

ROCE = Net profit before interest on long term loan
Total long term funds
2008 = 164000+16000 =180000 =17.8%
1010000 1010,000
2007 = 116000+20000 =180000 =18.5%
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736000 736000
This ratio is used in determining rate of returnscapital employed with a view to ensure efficiasé of
resources
iii. Return on Equity
This is the ratio of net profit after tax to theaioequity funds and it shows the efficiency withiah the
equity funds are employed.

2008 = 164000 -3606 128000 =15.1%
850000 850000

2007 = 116000-24009€ 92000=17.2%
536000 536000

iv. Quick asset ratio (acid test)

This is the ratio of current assets less invensaiecurrent liabilities. The ratio indicates thapacity of
the company to generate sufficient cash to diseéharghort — term liabilities as they fall due.
= Current Assets - stock
Current liabilities
2008 =574000- 180000 -134000 =260,000 =0.91

290000 290,000
2007 =452,000 -140,000 — 92000 =220000 =0.93:1
236,000 236000
V. Capital Gearing

This ratio measures total long term loans to edfuityls. It gives a measure of the proportion ofltmgy
term capital that is funded by loan or debenture.

2008 = 160000:850000 = 0.2:1

2007 = 200000:536000 = 0.37:1

This indicates that a large proportion of the ap# provided by the equity shareh.olders

Vi. Sales to Debtors
The ratio measure the effectiveness of debt cadliedtinction
2008 = 3650000 = 16.7 times
220000
2007 = 2888000 = 18 times
160, 000

This connotes that the company is effective anidiefft in cash collection.

Vii. Debt Ratio

The ratio measures the proportion of the compatoga assets which are paid for by both long tena a
short term debts.

Debt ratio = Current liabilities + long term loans
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Total assets

2008 = 290,000+ 160000 = 450000 = 34.6%
726000+574000 1300000
viii. Total Assets to Turnover

This is the ratio that relates the assets emplty¢otal sales
The computation is = Total Assets

Sales
2008 = (726+574): 3680 = 13000:3680 = 1:2.83
2007 = (520+452):2888 = 972:2888 = 1:2.97
Comment:

The ratio indicates how the company has efficienigd it assets to generate its income.

iX. Earnings Yields
Earning yield is the ratio of the earnings per sharthe market value of shares. Earnings per share
arrived at by dividing the net profit after tax the number of shares.
Computation: earnings yield =Earnings per share
Market value of share

Earnings per share = Net profit after tax
No of shares

2008 = _ (164000 — 36000) 1/1.5%
600000
= 0.21 = 14%
1.5%
2007 = (116000 -24000691/1.45%
400000
0.23% x 1/1.45
1.45
= 15.86%

Government: This ratio is used to determine possible retummsneestment in the company’s share at
the existing market.

Stock Turnover

Stock turnover relates the cost of sales to theageestock computation
2008 = 2822000/2 = 2822000 =10.33 times
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(232000+314000) 273000

2007 = 2166000/2 = 2166000 =10.51 times
(180000+232000) 206000

Comment: The stock turnover ratio gives the number of tinles average stock holding of the
company could be utilized in meeting the supplit®products for sales.

40 CONCLUSION

In this unit, Computations of financial ratios Hasen demonstrated using specimen financial statemen
It should be noted that no one single question @qubvide figures for computation of all identified
ratios. Hence only ratios that values for theiriafales could be determined should be computed for
examination and practical purposes. This is becaosganies vary in characteristics as such comtent
financial statement /reports differ.

50 SUMMARY

Unit 2 discussed the theory and models for comjmutaif ratios. This unit provide illustrative exalap
on the computations and analysis of the ratioss #xpected that with this adequate illustrationtios
computation of ratios, you should be able to ajipty guide decision making.

6.0 TUTOR — MARKED ASSIGNMENT
This profit and loss account and balance sheettfbakar Nigeria plc. as at 3December, 2007 and
2008 are as follows:

2008 2007

N’000 N’000
Turnover 2713285 3089973
Cost of sales (1907419) (1954626)
Gross profit 805866 1135347
Operating expenses (664,738) (553645)
Trading profit 141128 581702
Exceptional items 176157 (5848)
Other income 72859 37085
Interest charges (105976) (80273)
Profit on ordinary activities before tax 284168 668
Tax on ordinary activities (69938) (191265)
Profit on ordinary activities after tax 214230 3419
Debenture redemption - (10000)
Dividend proposed (132875) (299313)
Retain profit for the year 81355 132088
Reserve at the beginning of the year 464434 332364




Transfer from redemption reserve

40000

Transfer to general reserve 58789 464434
Balance Sheet as at 31December
2008 2007
N’000 N’000
Fixed Assets 260,739 248609
Long term investment 160 160
260899 248769
Current Assets
Stocks 1456182 138073
Debtors 579876 310322
Bank and cash balances 525574 79059
2561632 2489454
Creditor: (Due within one year) 1479217 (1557347)
Creditor(Due after one year) (10795) (8700)
Provision for liabilities and charges (258 701) (179713)
1073818 992463
Capital and reserves
Called up share capital @ 50k each 332188 332188
Reserves 174630 660275
1973818 992463
Market price of shares 45k share 60k/share

You met the M.D and financial controller of Abubaksigeria plc. to discuss the figures, and they
explained that the reduction in trading profit wlhge to various adverse economic, infrastructurdl an

socio — political factors prevalent in 2008.
You are required to:
Compute the following ratios for 2007 and 2008.

Vil.
Viii.

Gross profit margin

Return on capital employed
Net profit margin

Current ratio

Liquid ratio

Debtors collection period
Proprietary ratio

Earnings per share
Dividend per share

Price earnings ratio
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9.0 Based on the ratio computed in (a) above commerthercompany’s profitability and liquidity
position.

10.0 Indicate the measures the company should take poowe the collection of debts and cash flow
under the central and accounting information youlld@equire for this purpose.

7.0 REFERENCES/ FURTHER READINGS

Okwuosa, | (2005)Advanced financial Accounting Manuéhkhgos: Arnold Consulting Ltd.

Olowe, R.A. (1997)Financial Management: Concepts, Analysis and Cajieestmentsl.agos, Briefly
Jones Nig Limited.

Omolehinwa, A. (2001)\Work out Corporate Finance'®ed, Lagos: Panaf Publishing Inc.
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UNIT 4 FINANCIAL PLANNING AND GROWTH
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1.0 INTRODUCTION

A lack of effective planning is normally cited asason for financial distress and failure. As wel wil
develop this unit, you will see that long term plang is a means of systematically thinking abow th
future and anticipating possible problems befoeytarrive planning is a process that at best higles
firm avoid stumbling into the future backwards. &mgial planning establishes guidelines for with the
major elements of a firm’s financial and investmpalicies without examining the different comporsent
of the policies in detalil.

2.0 OBJECTIVES
After studying this unit, you should able to:

. Explain the two dimensions of the financial plarghprocess.

. Explain the role of financial planning

. Understand the basic components of a financial plan

. Discuss the relative importance of external finegand growth to firms.

3.0 MAIN CONTENT

3.1 What is Financial Planning
Financial planning shows the way in which finangahls are to be achieved. A financial manager. We
have discussed earlier in the previous unit tihat appropriate goal is, increasing the market vafube
owners’ equity of course, if a firm is successtuldoing this, then growth will usually result. Gribw
could be said to be a desirable consequence of gecdion making but not an end unto itself. Growth
will be discussed became rates of growth are comymased in the planning process. As we will see,
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growth is a convenient means of summarizing variasgects of a firm’s financial and investment
policies.

3.1.2 Dimensions of Financial Planning

In planning, for the future, the long run and thers run are mostly used. The short run normalgnsp
for the period of 12 months while the long run sp&ano — ten years. This time period is called the
Planning Horizon and it is the first dimension loé {planning process.

In another scenario, when making financial plannaigthe investments and projects a firm is wdglito
undertake is summed up. In other words, all thellemiavestment proposals of each operational aret
added up and treated as one big project. This psoisecalled Aggregation. The level of aggregaison
the second dimension of the planning process tedsto be determined.

Once the planning horizon and level of aggregagi@established, a financial plan requires inputhe
firm of alternative sets of assumptions about ingoar of an organization prepare three alternative
business plans for the next three to ten yeargusin

a. A worst case
b. A normal case
C. A best case

3.2 What Can Planning Accomplish
Because we know that a company will spend a Idinoé examining the different scenarios that will
become the basis for the company’s financial plasgems reasonable to ask what the roles of finhnc
planning are.

1. Examining Interactions: The financial plan must make simple the linkagesmeen investment
proposals for the different operating activitiestioé firm and the financing choices available te th
firm. For example, it an organization is planningundertake new projects, where will the financing
be obtained to pay for this activity?

2. Exploring Options: financial plans enable a firm to look at other oppoities that can be growth.
Both investment and financing options can be exaand their impact on the firm’s shareholders
can be evaluated. And from there, a firm can angwestions concerning its future lines of business
and financing arrangement as it throws on its face.

3. Avoiding Surprises: Financial planning should identify what may happerthe firm if different
events take place. In particular, it should addvesat actions the firm will take if things go sarsdy
wrong. Thus, one of the purposes of financial piags to avoid surprises and develop contingency
plans. Thus, a lack of planning for sales growth lo@ a problem for even the biggest companies.

4. Ensuring Feasibility and Internal Consistency:Some of the goals of a firm may be ranging from
increase in market share, return on equity, finagmdeverage and so on. A times, it may somewhat
difficult to determine the links between differegals and different aspects of a firm’s business.
Financial plan does not only make these links semiplit it unifies the structure of reconciling
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differing goals and objectives. In other wordsafigial planning is a way of verifying that the goal
and plans made with regard to specific areas wisfir
The most important benefit of planning processé it forces management to think about goals and t
establish priorities. The future in actual senseemlly unknown what we can do is to establish the
direction we want to pursue our goals and take sguesses at what we may likely encounter in the
course of pursuing these goals. It we do a goodtfen we won’t be caught off guard when the future
rolls around.

3.3 External Financing and Growth
There is an interrelationship between externalnftivdg and growth. All things being equal, the highe
the rate of growth of sales or assets, the gredtebe the need for external financing. In thisitunve
will look at the firm’s financial policy as givemd then examine the relationship the financialqgoénd
the firm’s financial policy as given and then examthe relationship the financial policy and thenfs
ability to finance new investments and thereby grow
Again, we want to emphasize that we are focusingromwth not because growth is an appropriate goal
but because is simply a convenient way of examitieginteractions between investment and financing
decisions.

The Internal Growth Rate: Before discussing on the external financing anavtiipwe should bear it in
mind that there is a first growth rate, which ig tlnaximum growth rate that can be achieved with no
external financing of any kind. This is called mi&l growth rate because this is the rate the Gan
maintain with internal financing, what this measghat the required increase in asset is equ#tdo
addition to retained earnings and external finagcsrzero.

External Financing Needed (EFN) and Growth

One major thing that needs to establish is thatetlesist an relationship between EFN and growth in
several instances, it was found out that orgarinatexperience rapid growth rates with increasieint
equity ratio (EFN). And a decline in extend finargiwill drastically reduce growth rate. Researches
have also shown that a firm runs a cash surplaefbect is dependent on growth rate.

The Sustainable Growth Rate

We have established or discussed earlier that fifna wishes to grow more rapidly, than external
financing must be arranged. The second growthafiteterest is the maximum growth rate a firm can
achieve with no external equity financing whilemaintains a constant debt — equity ratio. This rsite
known as sustainable growth rate because it isndwa@mum rate of growth a firm can maintain without
increasing its financial leverage.

Determinates of Growth

Overtime, it has been observed that one remarkabie in determining firm’s sustainable growth is
return on equity (ROE). It therefore becomes imgatrithat factors use in determining ROE is also
important determinate to growth rate.
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ROE (Return in Equity) = Profit margin x Total asse

Turnover x Equity multiplier
If we examine our expression for the sustainabbevgr rate, we see that anything that increases RPE
bigger and the bottom smaller. Increasing the gdaek ratio will have the same effect.
Putting it all together, what we have is that anfg ability to sustain growth depends explicitly tre
following four factors:

1. Profit Margin: An increase in profit margin will increase theniis ability to generate funds
internally and thereby increase its sustainablevtiro

2. Dividend policy: A decrease in the percentage of net income paid®dividends will increase
the retention ratio. This increases internally getesl equity and thus increases sustainable
growth.

3. Financial Policy: An increase in the debt — equity ratio increase fttm’s financial leverage.
Because this makes additional debt financing abig]at increases the sustainable growth rate.

4, Total asset turnover: An increase in the firm’s total asset turnover @ages the sales generated

for each dollar in assets. This decreases thedimaed for new assets as sales grow and thereby
increases the sustainable growth rate. Noticeitlcaéasing total asset turnover is the same thing
as decreasing capital intensity.

4.0 CONCLUSION

Financial planning is not just a mechanical activdtherwise, it will focus on wrong things. In aat
sense, plans are formulated in terms of growthetatgis true that financial planning models may ask
the right questions because it relies on accoungtafionships rather than on financing relatiopshi
However, it must be very clear to note that finahglanning is an interactive process i.e. plares ar
created, examined and modified.

50 SUMMARY

In this unit, we have discussed that financial piag forces the firm to think about the future,cals
discussed features of planning process, what finhptanning can accomplish and the relationship
between growth and financing needs.

Self-Assessment Exercise

1. What are the determinate of growth?
2. What are the two dimensions of the financiahplag process
3. In this unit, we established that financial plany establishes guidelines for charge and inma.fir

6.0 TUTOR MARKED ASSIGNMENT

1 What is financial planning?

2. Why should firm draw up financial plan?

3 What are the basic components of a financialpla
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4, How is a firm’s sustainable growth related &atcounting return on equity (ROE)?

Answer to Self-Assessment Exercise

1. Profit margin, Dividend Policy, Financial Poliepd Total asset turnover.
2. Planning Horizon and Aggregation
3. Growth

7.0 REFERENCES/FURTHER READINGS
Ross S.A et al (2006), Fundamental of Corporatariia, USA: Mc Graw — Hill Inc.
Damodaran A. (1997) Corporate Finance: Theory aadtlee, USA John Willey and Sons Inc.
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UNIT 5 PREPARATION OF ESTIMATED INCOME STATEMENT A ND BALANCE
SHEET

CONTENTS

1.0 Introduction
2.0  Objectives
3.0 Main Content
3.1 Proforma Income Statement
3.2 Proforma
3.3 External Financing and Growth
4.0 Conclusion
5.0 Summary
6.0  Tutor Marked Assignment
7.0 References / Further Readings.

1.0 INTRODUCTION

In creating financial projections, we will refer tioe financial statements created as pro formandiad
statements. You may read about pro forma statemertke financial press and it is key to understand
that pro forma statements are statements basedog@tions and they do not represent actual fire@nci
results. As with the cash budget, the sales estinsata key element in the preparation of financial
forecasts. Another key element is the prior yedinsncial statements. Along with these two key
elements, you will need a long list of assumptitmsupport your financial statements projections. A
very simple method of preparing an income staterpesjection is to base all items as a percentage of
sales. This would involve using he prior year'some statement and calculate what each item is as a
percentage of total sales. You would then use tlveseulated percentages to estimate your future
expense amounts. As we work through the pro forta@ments, we will use Ikwenoc Enterprise as our
sample organization.

The income statement and balance sheet for lkwEnterprise are as follows:

Ikwenoc Enterprise
Income Statement
For the year ended 3December, 2009

N N
Sales 50,000
Cost of Goods Sold:
Direct labour 17,000
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Direct materials 7,000

Overhead ~ 3,000

Total cost of Goods Sold 27,000
Gross Margin 23,000
Operating expenses 19,500
Operating income 3,500
Interest expenses _ 2,080

Net Income before tax 1,420
Tax Expense 568
Net Expense 852
Dividends 426
Transfer to Retained Earnings 426

Ikwenoc Enterprise
Balance Sheet
As at 3f' December, 2009

N
Debtors 1,500
Fixed Assets __ 7,000
Total Assets _9,000
2.0 OBJECTIVES
After studying unit, you should be able to:
. Sales estimates are crucial for preparing pro fdinancial statement
. Percentage of sales method is an approach to prggao forma income statement
. A judgmental approach is used for the preparatiggr@forma balance sheet

3.0 MAIN CONTENT

3.1 Pro forma Income Statement
If we use the simple approach of basing all propest on a percentage of sales basis, the firstistepr
forecast would be to convert the income statemeaveto the percentage of sales. The next stepdwvoul
be to obtain the sales forecast information in orti@t you can determine your sales figure for the
coming year. With these two steps completed; youtiban prepare your pro forma statement for the nex
year. Converting the above income statement ta@ptage of sales gives you the following percesdag
and forecasted amounts for 2010 based on 12% Beiaasales:

2010

Sales 100% 56,000
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Cost of Goods Sold:

Direct Labour 34% 19,040
Direct Materials 14% 7,840
Overhead 6% 3,360
Total Cost of Goods Sold 54% 30,240
Gross Margin 46% 25,760
Operating Expenses 39% 21,840
Operating Income 7% 3,920
Interest Expense 4.16% 2,330

Net Income Before Tax 2.84% 0,59
Tax Expense 1.14% 636

Net Income 1.70% 954
Dividends 0.85% 477
Transfer to Retained 0.85% 477
Earnings

This is a very straight forward method and is ofieed in organizations with some modifications. ©he

the key problems with this method, though, is thassumes that all costs vary with sales and there

ignores any fixed component of your expenses. OGzgtions will normally identify those costs thakear

fixed and estimate the rate of change for thestsdzzsed on indicators such as inflation or expecite

increases. For example, if you plant rent is kndarincrease by 2% in the coming year, then your

estimate for rent would be the current year rermgeese plus an additional 2% and you would not

calculate rent based on a percentage of sales.

It should also be noted that percentage of salestiappropriate for certain specific expenses sisch

. Amortization /depreciation: This should be calcethfrom the current balances for capital assets
plus the projected expenditures for the forecaat.yerojected expenditures should be consistent
with sales forecasts, as you need this capitahtwlle sales production.

. Interest income and expense: These items shouldalwellated on forecast future borrowing
/investments.

. Dividends paid: This should be based on outstansitages and projected dividend payout rates.
3.2 Pro forma

In preparing a pro forma balance sheet, thereeueral items for which using a percentage of salest
appropriate, for example:
. Cash
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. Capital assets

. Borrowings both short and long term
. Common and Preferred
. Retained earning

A better approach to prepare a balance sheet &irégdo use what is referred to as a judgmental
approach what this involves is assessing how to é&&tsmate each item on the balance sheet using a
combination of methods for estimating. In preparthg balance sheet, there will need to be a ‘plug’
amount. This is an amount required to balance #h&nloe sheet using the basic accounting equatain th
is assets = liabilities + shareholders equity.

If more assets are required to balance your statemmen the plug figure is excess cash. If more
liabilities are needed, then the plug figure idezhlexternal financing. We will extend our exampfe
Ikwenoc to preparing a pro forma sheet for 2002gisie following assumptions:

1. No capital investments will be made in 2002

2. The amortization of capital assets for 2002 gggeted to be and 500.

3. A new issue of shares will produce net proceddél,000 in 2002.

4. Sales will increase by 12% in 2002 bringing er&gponding increase in accounts receivable
5. Net income in 2002 is forecast to be N954

6. The dividend payout rate is estimated to be 5%ebincome

The process for solving this problem is:

a. Calculate the values of the assets and liaslitthere you have the data to do it.

b. Determine the value of the line of credit (LA2)sed upon the balance sheet equation.
The calculations under @ are as follows:

Debtors = 1.12 x 1,500 = 1,680

Fixed Assets =2001 balance + capital expenditaregG02 —amortization in 2002 = 7,500 + 0- 500 =
7,500
Shares = shares at 2001 + net proceeds of newsshadr@00 = 2,000
Dividend = net income x dividend rate = 954 x 0.7+
Retained Earnings for 2002 = retained earning2@drl
+ net income for 2002 — dividend = 5,500 +954 {nebme)
- 477 (dividend) = 5,977

At this point we complete the blanks for the 200Rimn as follows:
PRO FORMA BALANC SHEET

2001 2002
Debtors 1,500 1,680
Fixed Assets 7,500 7,000
Total Assets 9,000 8,680
Creditors 2,500 ?
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Shares 1,000 2,000

Retained Earnings 5,000 5,977
Total liabilities and Equities_ 9,000 _ 7

Applying balance sheet equation LOC = Total Assethares — retained earnings = 8, 680 — 2,000 —
5,977 =703

We then add liabilities to equity = 703 + 2,000,9%&7 = 8,680, which equals the assets total.

We can then go back to completed the missing numnbiiye balance sheet to achieve the finished tresul
below.

PRO FORMA BALANC SHEET

2001 2002
Debtors 1,500 1,680
Fixed Assets _ 7,500 7,000
Total Assets _9,000 8,680
Creditors 2,500 703
Shares 1,000 2,000
Retained Earnings _ 5,000 5,977
Total liabilities and Equities_ 9,000 8,680

It is important to note that judgment needs to Beduthroughout the preparation of your financial
forecast. Historical data and ratios are not alwaysndication of what the future hold. Thereforden
preparing financial forecast, you should assessirtigact of expected future events on the historical
results before simply applying the historical rates

Self-Assessment Exercise

1. Under the judgmental approach for developingra forma balance sheet, the ‘plug’ figure
required to bring the statement into balance magalied the ?
2. The most common cash disbursement are?

4.0 CONCLUSION
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In this unit, we have discussed that the percenthgales method is a simplistic approach to piagar
pro forma income statement. It is used in a modifrenner where the historic percentage of saldis
default estimation if better information is not dable while a judgmental approach is used for the
preparation of pro forma balance sheet each larma iin the balance sheet is assessed individudtigrra
than a blanket approach applied to all items

5.0 SUMMARY

We have in this unit given an insight of how, fic& statement projections can be created. We absee
explained how estimates could be used in the pa@iparof income statement and balance sheet. We
concluded that the simplistic method is the bept@gch for preparing pro forma income statementevhi
judgment approach is best used for preparing praddoalance sheet.

6.0 TUTOR MARKED ASSIGNMENT

Use the following information to complete the baarsheet and sales information in the table that
follows for medium industries using the followingtd.

Debt ratio: 65%

Quick ratio: 1.1 x

Total assets turnover: 2.5 x

Receivables turnover: 8.333

Gross profit margin on sales: 30%

Inventory turnover: 5x

Medium Industries
Balance Sheet
As at 3T December 2004

Cash Creditors

Debtors Long Term debt N300,000
Stock Shares

Fixed Assets Retained Earnings N225,000

Total Assets N1,000,000 Total Liabilities and BEyui

Sales Cost of Goods Sold

Answer to Self-Assessment Exercise
1. Cash purchases, dividends, and creditors
2. External financing required

7.0 REFERENCES /FURTHER READINGS

Ross, S.A. Westerfield, R.W., Jordan B.D., and Risheand Gordon S. (1993) Fundamentals of
Corporate Finance. First Canadian Edition. Irvin.
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1.0 INTRODUCTION

Working capital is the money used to make goodsatrdct sales. The less the working capital used t
attract sales, the higher is likely to be the mretwm investment.

In this unit, effort will not only be made on lookj at just what working capital means, but alsdhen
optional amount of working capital that a firm slkbmaintain, the optional cash balance of a firhg t
determinate of optional inventory balance and teminants of a firm’s credit policy.

2.0 OBJECTIVES
After studying this unit, you should be able to:

. Explain what working capital means

. Highlight on the basic tradeoffs on working capital
. State the benefits and costs of holding cash

. State the benefits and costs of holding inventory
. Explain the determinate of a firm’s credit policy
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3.0 MAIN CONTENT

3.1Meaning of Working Capital
Working capital is the difference between a firmisrent assets and current liabilities. The curessets
of a firm are those that either are in the formcash in the short term working capital is managderia
accounting strategy focusing on maintaining effitiéevels of both components of working capital,
current assets and current liabilities in resgecéach other. Working capital management ensures a
company has sufficient cash flow in order to meseshort term debt obligations and operating exggns
Implementing an effective working capital managetrsstem is an excellent way for many companies
to improve their earnings. The two main aspectavaiking capital management are ratio analysis and
management of individual components of working tpi
The current assets of a firm generally include:

a. Cash and marketable securities: These are thst Igoid assets a firm possesses such as
government bonds.

b. Stock: Stocks or inventory of a firm usuallyrtwout frequently and can readily be converted into
cash.

C. Debtors: When a firm sells goods on credityéates accounts receivable; as it receives payment

on these credit sales, debtors are converted asb.c
The current liabilities of a firm include those tlaae expected to come due within the yea anddhey

a. Creditors: When a firm buys goods or servicesredlit, it creates creditors (accounts payable)
which come due in the short term.

b. Accrued wages, salaries and taxes: In the nocmaise of doing business, firms accrue wages
and salaries to their employees and taxes to thergment.

C. Current portion of long — term debt: Any longntedebt (bonds, bank debt) that is expected to

come due within the year is classified as curriafility. It is not the same with creditors because
it is usually financed with new long — term debt.

3.2 Basic Tradeoffs on Working Capital

In most corporate organizations, the decision om hmch working capital to hold involves a tradeeff

having a large net working capital (i.e currentedasghat significantly exceed current liabilitiespy

reduce the liquidity risk faced by the firm, butdn have a negative effect on cash flows. Thesetue
net effect on value should be used to determineptienal amount to be held in working capital.

Changes will greatly depends on the following:

I. Magnitude of working capital investment needed dr operations: The effects of working
capital changes on cash flows are likely to bedgrgt least relative to over all cash flows and
value, for time that have to maintain large investis in working capital relative to operating
cash flows and sales. For instance, a car dedli&elg to experience much larger changes in cash
flows as a consequence of increases or decreades ior her inventory than with a service
business.
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Make up of a working capital: Not all working capital items are created in teiwhsheir effects

on cash flows. Increases in marketable securitiesnstance, have a less negative impact on cash
flows because they earn a positive return whilg tire held.

The liquidity effect and operating effect: The traditional view of working capital as a measur
of liquidity risk suggests that increasing workiogpital will generally reduce the liquidity risk
faced by the firm, whereas decreasing working eapiill generally increase the liquidity risk.
The effects of working capital charges on liquidigsk depend on a number of factors such as:
Access to financing: A firm with ready access to external financing isiahn less exposed to
liquidity risk than a firm that does not have as;dsecause it can tap these external sources if it
needs to cover liabilities coming due.

State of the economyOther factors remaining constant, firms experieclcanges in liquidity
risk as a result of working capital changes whendtonomy is in recession than when it is doing
well.

Uncertainty about future cash flows:Firms often plan on using cash flows from operatitm
meet current liabilities that come due. To the ektdat these cash flows are predictable and
stable.

Maintaining high working capital is its potentiaffext on revenues and future growth. Although
increasing stock will tie up more cash, it will@lsnable a firm to increase sales.

C.

An optimal level of working capital: Given the tradeoff between the negative effectcash
flows of increasing working capital and the pogtieffects of reducing liquidity risk and
potentially increasing revenues and operating d¢ksins, it can be argued that working capital
should be increased if, and only if, the benefkseed the costs. Initially, increases in working
capital lead to increases in firm value, becaugentlarginal benefits exceed the costs. At some
level of working capital investment the firm valsleould be maximized. This is the optional level
for working capital investment.

3.3Managing Cash and Cash Equipment

Every business has to maintain a cash balance ¢ meeds that can be managed only with cash. The
convenience and liquidity associated with keepiaghcalso carries a clear cost if cash does notaarn
return for the business. Some businesses hold easivalents such as treasury bills, which provide
almost all of the convenience of cash but also eaeturn for the holder.

Motivations for holding cash: There are three motives for holding cash as stggdéy Keynes:

1.
2.
3.

A transactional motive, to meet the needs ofidneto day running of a business.

A precautionary motive, to meet unexpected ogeincies that may arise.

A special a time motive, to take advantage ofipr making opportunities that may develop. On
each of these motives, firms differ significanthyterms of their needs.
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3.4Managing Inventory (Stock)
Most firms build up and maintain inventories in ttaurse of doing business. For manufacturing firms,
the inventories may be of raw materials, inter raxlgoods and finished products. Marketable seesirit
from the inventories of financial service firms.

Motivation for holding inventory: The motivation for holding inventory varies deparglon the type
of inventory. As said earlier, a manufacturing fimmay have inventories at different stages in the
production process.

a. Inventories of raw materials are held to ensbat the production process is not stymied by a
shortage of these materials.

b. Inventories of intermediate goods (semi — fiahhgoods arise in the process of production.

C. Inventories of finished goods arises becaustetime involved in the production process and
the need to meet customer demand promptly.

d. The time it takes to fill an order from a custymif order are not filled quickly and at low cpst
the firm will need to maintain a higher finishedogis inventory

e. The diversity of product line: Firms that seWale variety of goods generally need to investenor
in finished goods inventory than firms that do $ngr few lines of goods.

f. The strength of the competition: When compesitoffer close or perfect substitutes at similar
prices, the firm is much more likely to suffer frolost sales if it does not have sufficient
inventory.

3.5 Managing current liabilities
Currents assets are financial partially using curkiebilities and short term financing. Trade atedises
as a result of purchase of goods and servicesleTcaedit reduces working capital investment and
provides butter against growth. It saves the fissources and reduces the interest forgone in wgrkin
capital investments. There may be a cost, howekere is often a discount on the price the firngéas
when it uses trade credit.

3.6 Determinants of a Firm’s Credit Policy
The decision of whether or not to offer credit drmlv much to liberalize credit can be evaluated by
looking at the overall costs and benefits to tie fithe decision to offer credit will generally leato be
followed by additional decisions responding whicistomers will be offered credit and on what terms.
making these decisions firms generally rely on itradalysis, which is intended to evaluate the itred
worthiness of individual customers. The questiomvbéther or not to do a credit analysis will depend
the size of the credit. Because an administratogt is associated with it, it might not pay to doredit
analysis if the credit being offered is small othié risk of default is very low.
Self-Assessment Exercise

1. State the three reasons for holding cash
2. State the examples of current assets you know
3. Give an example of cash equivalent
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4, What do firms use in financing current asseiaytafirm long —term liabilities?

40 CONCLUSION

In this unit, we have discussed a very trivial asp&f financial management the management and
financing of working capital needs. In our discossiwe have realized that different industries @adop
different approaches in working capital managemehis is also soley dependent on high cash flows,
restriction on incremental risk etc.

5.0 SUMMARY
In this unit, we have discussed about the meaningooking capital, trade off on working capital, \Wo
current assets and current liabilities can be mashagd what determines a firm’s credit policy.

6.0 TUTOR MARKED ASSIGNMENT

1. What do you understand by working capital manesge?
2. State the determinate for firm’s credit policy

3. How can current liabilities be managed?

4. What are the reasons for holding cash?

Answers to self-assessment exercise

1. Transactionary, Precautionary and speculativivem
2. Cash, stock, debtors and cash equivalents

3. Treasury bills

4 Current liabilities

7.0 REFERENCES / FURTHER READINGS

Ross S.A et al (2006), Fundamental of Corporatariia, USA: Mc Graw — Hill Inc.
Damodaram A. (1997), Corporate Finance: TheoryRuadtice, USA: John Wiley and Sons Inc.
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1.0 INTRODUCTION

Capital structure is referred to as the ratio dfiedent kinds of securities raised by a firm asgenterm

finance. The capital structure involves two degisio

a.

Every business enterprise, whether big, medium noalls needs capital to carry on its operations
smoothly and to achieve its targets. However, tttaah capital should be neither more or less tien t
amount which is needed and gainfully employeds Italled capital structure of a business enterprise
capital structure of a business enterprise isedl&d the long —term financial requirements oflibsiness
enterprise. It is determined by the long —term dwlat equity capital used by the business enterpksa
matter of fact, the capital structure of a businesserprise should be ideal, i.e. according to the

Type of securities to be issued are equity sharmeference shares and long term borrowings

(Debentures).

Relative ratio of securities can be determingdotocess of capital gearing. On this basis, the

companies are divided into two:

Highly geared companies: Those companies whospoption of equity capital dominate total

capitalization.

Low general companies: Those companies who gtagm of equity capital dominates total

capitalization.

requirement of the business enterprise.

2.0 OBJECTIVES
After studying this unit, you should be able to:

State the meaning of capital structure
Enumerate the factors determining capital structure
Evaluate a company’s capital structure
Explain the benefit of capital structure
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3.0 MAIN CONTENT

3.1Meaning of Capital Structure

The following are the determinant or factors whidatermine the capital structure of a business

enterprise:

a. Cost of Fixed Assets: The fixed capital of aihess enterprise is invested in fixed assets. The
fixed assets are not fixed in value; in fact, thvalue may record an increase or decrease in COUrse
of time. They are fixed in the sense that withtwenb the business cannot be carried on. Further,
they remain in business for a longer time. Henckilevmaking an assessment of the capital
requirement the cost of fixed assets also be keptind.

b. Size of the Business Enterprise: The capitattire of a business enterprise is also influetged
the size of sized business enterprise requires mumte capital as compare to a small — sized
business enterprise.

C. Nature of the Business Organization: The capstalicture of a business enterprise is also
influenced by nature of business organization. #ynbe manufacturing, financing, trading or
public utility type.

d. Retraining Control of the Business Enterprisbe Tcapital of the business enterprise is also
influenced by the intention of the promoters of ihgveffective control. This is also a very
important factor in deciding the capital of money ibsuing debentures and preference shares
which hardly enjoy and voting rights.

e. Legal Requirements: One has to comply with #sue of the law in regard to the issue of
different types of securities. For instance, inidndanking companies are not allowed by the
banking companies act to issue any type of seeargkcept shares.

f. Period of Finance: Period of finance i.e shoredium or long term is also another factor which
determines the capital structure of a businessrgnge. For example, short term finances are
raised through borrowings as compared to long —tf&meance which is raised through issues of
shares, stocks etc.

g. Purpose of Financing: The purpose of financingugd also be kept in mind in determining the
capital structure of a business enterprise. Thaeldumay be required either for betterment
expenditure or for some productive purposes. Fundsproductive purposes may be raised
through borrowings.

h. Requirements of the Potential Investors: Thetabptructure of a business enterprise is also
affected by the requirement of the potential inwest Different classes of investors go for
different types of securities. Investors who aterested in the stability and safety and regularity
of income prefer debentures and preference shares.
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3.2 Evaluating a Company’s Capital Structure
For stock investors that favor companies with gdoddamentals, a “strong” balance sheet is an
important consideration for investing in a comparstock.
The strength of a company’s balance sheet can dkiaed by three broad categories of investment
guality measurements: working capital adequacyetgssrformance and capital structure. In this krtic
we will look at evaluating balancing sheet strengdsed on the composition of a company’s capital
structure.
A company’s capitalization (not to be confused withrket capitalization) describes the compositiba o
company’s permanent or long — term capital, whdohsists of a combination of debt and equity. A
healthy proportion of equity capital, as opposediébt capital, in a company’s capital structurens
indication of financial fitness.
Clarifying Capital Structure Related Terminology
The equity part of the debt — equity relationsisiphie easiest to define. In a company’s capitaktsire,
equity consists of a company’s ordinary and prefitshares, plus retained earnings, which are summec
up in the shareholders’ equity account on a baaheet.
This invested capital and debt, generally of theglterm variety, comprises a company’s capitakzgti
i.e. a permanent type of funding to support a camgjzagrowth and related assets.
A discussion of debt is less straight forward. Btugent literature often equates a company’s detbt e
liabilities — it is the latter that forms the dedstmponent of a company’s capitalization —but thatsthe
end of the debt story.
Among financial analysts and investment researchices, there is no universal agreement as to what
constitutes a debt liability. For many analystg, debt component in a company’s capitalizationngoby
a balance sheet’s long — term debt. This definitgotoo simplistic. Investors should stick to actér
interpretation of debt where the debt componena afompany’s capitalization should consist of the
following: short —term borrowings (notes payablie thirds (rule of thumb) of the principal amount
operating leases and redeemable preference shimieg. a comprehensive total debt figure is a pruden
analytical tool for stock investors. It's worth im@ here that both international and U.S. Financial
accounting standards boards are proposing rulegelsathat would treat operating leases and pensSions
Projected — benefits” as balance sheet liabilities
The new proposed rules certainly alert investothéotrue nature of these off — balance sheet afodigs
that have all the earmarks of debt.

3.2 Ways of Raising Financing
Firms have historically raised funds from a variefysources — debt, equity and hybrid securitidsit-
their dependence on these sources differs fromtogpdo country and period of time in question. In
Nigeria for instance, firms have generally raisgtemal financing debt issues rather than equiyas
and have primarily raised funds internally from @ti®ns.
In every year, the dependence on internal finantoingeet funding needs is clear. Furthermore, when
external financing is used, it is more likely to ihew debt rather than new equity or preferenceeshar
Not only can firms choose among debt, equity orestwybrid of the two, but they can also choose how t
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raise the funds. Private companies generally hewef choices than public firms — they can raisal$un
either internally, from operations or externallggrh venture capialitists and the owner’'s own resesir
In this section, we will examine the options aaligato private firms to raise funds.

Internal Versus External Equity Financing

Internal equity refers to the earnings (and casWwdlof a firm that are plowed back into the firnstead

of being paid out as dividends. Using the reasapl@sumption that the earnings of a firm belongsto
stockholders, it can be argued that any portiothe$e earnings that is not paid out as dividendsilis
equity being reinvested back in the firm.

External equity, on the other hand, refers to furailsed by issuing common stock, warrants, continge
value rights or other equity instrument in finahcrarkets.

A firm may prefer internal to external financingrfa number of reasons. For private firms, external
equity is difficult to access and even when itvaikable, the tradeoff is a loss of control anditbdity.

For publicly traded firms, external equity may lesier to tap into, but it is still costly in terna$
transaction cost and potential price impact. Irdeeguity on the other hand, can be used to finance
operations without incurring large transactionste@nd loss of flexibility. There are some cautiéms
the use of internal equity for funding projectsink$ have to know that internal equity has the seos¢

as external equity before factoring in the transastcost differences. Thus, the cost of equitynjgoted
using the capital asset, applies as much to intemat does to external equity. This implies thze
projects taken with the internal equity should passter and earn a return for equity for investbet is
greater than the cost of equity. Secondly, inteemglity is clearly limited to the cash flows geated by
the firm for its stock holders. Even if the firm e not pay dividends, there cash flows may not be
sufficient to fund the firms project. Dependingiszly on equity can therefore result in projectaysl or
their possible loss to competitors. Thirdly, magragshould not make mistake of thinking that just
because they use internal equity for financing gutyj that the stock price does not matter. Intggali
stockholders in firms whose stock prices have dedpare much less likely to trust their managers to
reinvest their cash flows for them than are stotdérs in firms with rising stock prices.

4.0 CONCLUSION

We have discussed that firms have a number of mptidhen it comes to financing. In this unit, we dnav
differentiated between debt and equity, pointingtbat any financing approach that results in figadh
flows has prior claims in the case of default. TAlsb within the broad category of debt, firms h&ve
make a number of ranging long versus short tern tbethe interest rate.

5.0SSUMMARY

A company’s reasonable, proportional use of deldt eguity to support its assets is a key indicator o
balance sheet strength. A healthy capital strudteé reflects a low level of debt and a correspamnd
high level of equity is a very positive sign of @stment quality. We also examine that there isé to
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which a firm can use debt financing to generatestaiglds because firms do not use great amourelaif d
but they pay substantial taxes.

Self-Assessment Exercise
What are the important factors in making capitaldtres decisions?

6.0 TUTOR MARKED ASSIGNMENT

1. Why should financial managers choose the caglitatture that maximizes the value of the firm?
2. What is an optimal capital structure?

7.0 REFERENCES/FURTHER READINGS.

Ross S.A et al (2006), Fundamental of Corporatariaa, USA: Mc Graw — Hill Inc.
Damodaran A. (1997), Corporate Finance: TheoryRuadtice, USA: John Wiley & Sons Inc.
Richard Loth (2006) Investopedia News & ArticlesAl&oupon Mountain.
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1.0 INTRODUCTION
Assuming you are the managing director of a largemgany and you are faced with the decision of
whether to go ahead with the plan of building arotfactory. The plan will cost the company N50
million and it is expected to save N12 million aftexes over the next six years.
To address this issue, you would determine thevaelecash flows, discount them, and if the netgmes
value is positive, take on the project, if the NRVWhegative you would not go on with the projectit B
what should be used as the discount rate? Thectaliszount rate depends on the riskiness of togqr
to build another factory. The new project will orilgve a positive NPV, if the return exceeds what th
financial markets offer on investments of similaskr We called this minimum required return the
project.
Therefore, to make the right decision as presidgmi, must examine what the capital market have to
offer and use this information to arrive at anrasate of the project’s cost of capital.

2.0 OBJECTIVES
After studying this unit, you should be able to:

. Explain what cost of capital means
. Differentiate between cost of equity and cost itz
. Understand how the components of cost of capitabeaestimated or calculated.

Self-Assessment Exercise
1. What do you understand by cost of capital
2. What are the components of cost of capital?
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3.0 MAIN CONTENT

3.1 Meaning of Cost of Capital

The cost of capital is the weighted average otcthsts of the different components of financing uiclohg
debt, equity and hybrid securities used by a fionfuind its financial requirement. This section expk
the estimation of the cost of capital in more detai

The weighted average cost of capital (WACC) is risdi as the weighted average of the costs of the
different components of financing used by a firm:

WACC = Ke (E/CE + D+PS) +Kd (E+D+PS) +Ks (PS/(E+P$)

Where:

WACC = Weighted Average Cost of Capital

Ke = Cost of Equity

Kd =After — tax cost of debt

Ks = Cost of preference shares

E/(D+ E+ PS) = Market value proportion of equityfumding mix

D/(E+D+PS) = Market value proportion of debt in dimg mix

PS/(E+D+PS) = Market value proportion of preferesicares in funding mix.

The cost of capital is also used in capital bushgeaind valuation. It is used in conjunction withior
comparison to returns of cash flows to all investarthe firms, not just the equity investors.

The cost of equity should reflect the riskinessanfequity investment in a company. The cost of debt
should reflect the default risk of the firm — thigtrer the default risk, the greater the cost oftdilerest

is tax delectable. The cost of preference sharesldheflect the preference dividend and the absefic
tax deductibility.

3.2 The Role of Cost of Capital in Investment Analysignd Valuation

The cost of capital is a term used in the fieldiwancial investment to refer to the cost of a camygs
funds (both debt and equity), or from an investo€tirn on a portfolio of all the company’s exigtin
securities”. It is used to evaluate new investxpect for providing capital to the company, thetisg

a benchmark that a new project has to meet.

In extending the principle, we can estimate thei@alf the entire firm by discounting the aggregatsh
flows over time at the firm’s cost of capital. Them’s aggregate cash flows can be estimated als cas
flows left over after operating expenses, taxed, amy capital investment needs to create futureviro

in both fixed assets and working capital.

Cash Flows to Equity: The cash flow to equity investors is the cash flefvover after taxes, preference
dividends cash flows to debt holders (interest paytisy, principal payments and new debt) net capital
expenditures and working capital needs.

Cash flows to firm: The cash flow to the firm isetltash flow left over after taxes, net capital
expenditures, and working capital needs, but bedeld payments or preference dividends.

83



Cash flow left over after taxes, net capital expemds, and working capital expenditures, and wugki
capital needs, but before debt payments or preferdividends.

Cash flow to firm = EBIT (I- t) — (Capital Expendies — Depreciation)- Charge in Working Capital
The value of the firm can then be written as

t=00
Value of firm = > CF to Firm
t=1 (1 + WACC}

The value of the firm is therefore a function & dash flows and its cost of capital. In the specéase
where the cash flows to the firm are unaffectedhgydebt equity mix, and the cost of capital iSucel,
the value of the firm will increase. If the obje@iin choosing the financing mix for the firm iseth
maximization of firm value, this can be accomplighia this case, by minimizing the cost of capital.

3.3  Some Preliminary Issues

For an investment to be worthwhile, the expectddrmeon capital must be greater than the cost of
capital. The cost of capital is the rate of retthrat capital could be expected to earn in an atere
investment of equivalent risk. If a project is ahdar risk to a company’s average business agwitlt

is reasonable to use the company’s average cosapifal as a basis for the evaluation. A company’s
securities typically include both debt and equitye anust calculate both the cost of debt and theafos
equity to determine a company’s cost of capitalwkleer, a rate of return larger than the cost oftahis
usually required.

A. Cost of Debt: The cost of debt is relatively simple to calculas it is composed of the rate of
interest paid. In practice, the interest rate gidhe company can be modeled as the risk — fteeptas

a risk component (risk premium), which itself ingorates a probable rate of default (and amount of
recovery given default). For companies with similesk or credit ratings, the interest rate is ldyge
exogenous (not linked to the company’s activities.

B. Cost of Equity: The cost of equity is more challenging to calailas equity does not pay a set
return to its investors. Similar to the cost of gebe cost of equity is broadly defined as the ris
weighted projected return required by investorsemglthe return is largely unknown. The cost of Bqui
is therefore inferred by comparing the investmenbther investments (comparable) with similar risk
profiles to determine the “market” cost of equitlf is commonly equated using the CAPM formula
(below), although articles such as Stutz 1995 queghe validity of using a local CAPM versus an
international CAMP — also considering whether mtwkare fully integrated or segmented (If fully
integrated, there would be no need for a local CAPM

Once cost of debt and cost of equity have beerrrdated, their blend, the weighted — average cost of
capital (WACC), can be calculated. This WACC caanttbe used as a discount rate for a project’s
projected cash flows.

C. Cost of Debt:This can be computed by taking the rate on a res&k bond whose duration matches
the term structure of the corporate debt, thenirgda default premium. This default premium wileias
the amount of debt increases (since, all othergthineing equal, the risk rises as the amount of deb
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rises). Since in most cases debt expense is a til@duexpense, the cost of debt is computed adtan a
tax cost to make it comparable with the cost ofitgq(earnings are after — tax as well). Thus, for
profitable firms, debt is discounted by the tayerathe formula can be written as (Rf + credit rate) (I-

T), where T is the corporate tax rate and Rf isriblefree rate.

Cost of Equity = Risk free rate of return + Premiarpected for risk

Cost of Equity = Risk free rate of return + Beté\Market rate of return — risk free rate of retuwf)ere
Beta = sensitivity to movements in the relevantketr

Es = Rf + Bs (Rm — Rf)

Where:

Es = The expected return for a security

Rf = The expected risk free return in that market

Bs = The sensitivity to market risk for the sequrit

Rm = The historical return of the stock market lggmarket

(Rm — Rf) The risk premium of market assets ol fiee assets

The risk free rate is taken from the lowest yietdbonds in the particular market, such as governmen
bonds.

Expected Return

The expected return can be calculated with theitidind capitalization made”, which is.

Kes =_Dividend payment /share + Growth rate

Price market
Weighted Average Cost of Capital (WACC)
The weighted average cost of capital is used tinance to measure a firm’s cost of capital. Th&lto
capital for a firm is the value of its equity (farfirm without outstanding warrants and optionss th the
same as the company’s market capitalization) pihes dost of its debt ( the cost of debt should be
continually updated as the cost of debt changea essult of interest rate changes). Notice that the
‘equity’ in the debt to equity ratio is the marketlue of all equity, not the shareholders’ equitytbe
balance sheet. To calculate the firm’'s weighted obxapital, we must first calculate the coststhod
individual financing sources: cost of Debt, cospodference shares and cost of equity.

4.0 CONCLUSION
This unit has discussed the cost of capital aswkehted average of the costs of the different
components of financing, with the weights basedh@nmarket values of each component. The cost of
debt is the market rate at which firm can borrodjusted for any tax advantages of borrowing. Th& co
of preference shares on the other hand is theot@sipital can be used to examine the quality ffna's
investment decisions, for they can be comparelddadturns made on equity and capital respectively.

5.0 SUMMARY
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We have discussed, what cost of capital meansditfexent components that make up cost of capital,
how cost of capital can be used in valuation angl bost of capital can be calculated.

6.0 TUTOR MARKED ASSIGNMENT

What do you think will happen to the cost of debg cost of equity and cost of capital as interats in
the economy go up?

Answer to Self-Assessment Exercise
1. See 3.1
2. Cost of Debt, Cost of Equity, Cost of PrefereSbares

7.0 Reference/Further Readings

Ross S.A et al (2006), Fundamental of Corporatarkia, USA: Mc Graw — Hill Inc.
Damodaran A. (1997), Corporate Finance: TheoryRuadtice, USA: John Wiley & Sons Inc.
Richard Loth (2006) Investopedia News & ArticlesAl&oupon Mountain.
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1.0 INTRODUCTION

Before a company accepts money from investors ane$iolders, it must first determine if their future
projected returns are large enough to pay back itneestors as well as turn a profit for the compdn
order for companies to secure additional capitely tmust first prove that the return on capitalthlis
unit, we will be dwelling on the risk associatediwtost of capital.

The cost of capital is comprised of three major kel components: (1) risk free rate of return, (2)
business risk premium, and (3) financial risk pnemmi There are other risk that could be associatdd w
business - liquidity risk, Exchange-Rate Risk, QogsSpecific Risk.

2.0 OBJECTIVES
After studying this unit, you should be able to:

» Explain what risk is in line with cost of capitdl @ given project
> Explain the different types of key risk components

3.0 MAIN CONTENT
3.1 Risk Free Rate of Return

The risk free rate of return is an investment catgdy free of risk (i.e. Treasury Note). This isteort
term debt and risk free because of its simpliditis backed by government with a maturity of léssn
one year. Treasury bills (notes) are sold in denatrons of N1,000 up to a maximum purchase of
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N5,000,000 and commonly have maturities of one mgiour weeks), three months(13 weeks) or six
months (26 weeks).

Treasury bills are issued through a competitivelinig process at a discount from par, which meaais th
rather than paying fixed interest payments likevesniional bonds, the appreciation of the bond plesi
the return to the holder.

For instance, let’s say you buy a 13 week treaburprices in three months, you will not receivegular
payment as you would with a coupon bond, for exaipktead, the appreciation and therefore, the
discounted value you originally paid and the amaoumni receive back (N10,000).

In this case, the treasury bills pays a N2.04% é@sterate (N200/N9,800) = 2,04% over a three month
period

3.2 Business Risk Premium

A business risk premium is a reason to increasestieeof return due to the uncertainty of the fetuFor
example, potential investors would heavily factothie business risk premium with the major U.S.
automakers since the auto industry as a wholdlisxin The risk premiumis the excess return abdwee t
risk-free rate that investors require as compeosdtir the higher uncertainty associated with risky
assets. The five main risks that comprise thepgigknium are business risk, financial risk, liquditsk,
exchange-rate risk and country-specific risk. THeaerisk factors all have the potential to hamturns
and, therefore, require that investors are adetyuedenpensated for taking them on.

This is the risk associated with the uncertaintg cbmpany's future cash flows, which are affebted
the operations of the company and the environnrewhich it operates. It is the variation in casiwfl
from one period to another that causes greaterrtaiicg and leads to the need for greater compemsat
for investors. For example, companies that hawng history of stable cash flow require less
compensation for business risk than companies wteste flows vary from one quarter to the next, such
as technology companies. The more volatile a cogipaash flow, the more it must compensate
investors.

3.3 Financial Risk Premium

The financial risk premium is another factor inte cost of capital since a company's current deiai$
and interest payment to debt holders will playla no their attempts at profitability. This is thek
associated with the uncertainty of a company'stglid manage the financing of its operations.
Essentially, financial risk is the company's apitih pay off its debt obligations. The more obligat a
company has, the greater the financial risk andrtbee compensation are needed for investors.
Companies that are financed with equity face narfanal risk because they have no debt and, thexefor
no debt obligations. Companies take on debt teess® their financial leverage; using outside maaey
finance operations is attractive because of itsdogt. (For more on this topic, see what do peoman
when they say debt is a relatively cheaper forrinaince than equity?) The greater the financial
leverage, the greater the chance that the compdinyenunable to pay off its debts, leading to fical
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harm for investors. The higher the financial legerahe more compensation is required for investors
the company.

3.4 Liquidity Risk

This is the risk associated with the uncertaintgxifing an investment, both in terms of timelinassl
cost. The ability to exit an investment quickly amigh minimal cost greatly depends on the type of
security being held. For example, it is very easygdll off blue chip stock because millions of €saare
traded each day and there is a minimal bid-askasip@n the other hand, small cap stocks tend detra
only in the thousands of shares and have bid-agladp that can be as high as 2%. The greatemtledtti
takes to exit a position and/or the higher the obsklling out of the position, the more compeiusat
investors will require.

3.5 Exchange-Rate Risk

This is the risk associated with investments denabed in a currency other than the domestic cuyrenc
of the investor. For example, an American holdingrevestment denominated in Canadian dollars is
subject to exchange-rate risk. The greater thefiisii amount of variation between the two curresgi
the greater the amount of compensation will beireduwy investors. Investments between currencies
that are pegged to one another have little to mhaxge-rate risk, while currencies that tend tottlate

a lot require more compensation.

3.6 Country-Specific Risk

This is the risk associated with the political @mdnomic uncertainty of the foreign country in whan
investment is made. These risks can include maticypchanges, overthrown governments, economic
collapses and war. Countries such as the Unitag<Stend Canada are seen as having very low country-
specific risk because of their relatively stabléuna Other countries, such as Russia, are thdogiise

a greater risk to investors. The higher the couspsrcific risk, the greater the compensation irorsst

will require.

4.0 CONCLUSION

This unit has discussed to an extent the variougehaecurity risk that are associated to costgpital.
Some of the risk discussed will be able to helpl¢laener understand the precaution a person shaked
before making up his mind investing in a project.

5.0 SUMMARY

This unit has explored the subject of capital mahk&tory. Such history is useful because it tetisvhat
to expect in the way of returns from risky ass@tse. summed up our study of market history with two
keys lessons:

i Risky assets, on average, earn a risk premiurateTlis a reward for bearing risk

il The greater the potential reward from a riskyastment, the greater is the risk.
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6.0 TUTOR MARKED ASSIGNMENT
1. What are some reasons why firms find themselves dié cash
2. What are the various risk associated with costpital you know
3. Discuss any three market security risks you know.

7.0 REFEFENCES/FURTHER READINGS

Ross S.A et al (2006), Fundamental of Corporatariaa, USA: Mc Graw — Hill Inc.
Damodaram A. (1997), Corporate Finance: TheoryRuadtice, USA: John Wiley and Sons Inc.
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3.1.2 The Option to Expan@roject
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6.0  Tutor Marked Assignment
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1.0 INTRODUCTION
When firms consider projects, often they also hi@aveonsider the opportunities that these projecy m
create in the future in terms of opening up of mearkets or expanding existing ones; thus. Optioas a
embedded in these projects. When firms considean@img choices, they have to examine the
consequences of such choices for their flexibilipjch can be viewed as the option to take on ptsje
When firms are valued, the products patents they wivich are options on these products have to be
valued as well.
2.0 OBJECTIVES
At the end of this lesson, you should be able to:

> Explain what are the options embedded in capitdbbting.

» Explain how these options can be valued using opiftcing models

> Identify how these values can be used in conjunatith traditional capital budgeting analysis.

3.0 MAIN CONTENT

3.1  Caveats on Applying Option Pricing Models

The opinion pricing models described in the preagdaihapter can be used to value any asset thah&as
characteristics of an opinion, with some caveatsthis section, we apply option pricing theory in a
variety in a variety of cortexes. In man of theesadescribed below, the options being valued ar®@mo
financially traded assets (such as stocks or contraspbut are real options (such as those on pi®jer
natural or natural resources reserves). We begiaffeying a few caveats on the application of optio
pricing models to these cases and suggesting sdijost@ment that might need to be made to these
models.
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Real Option: A real option is an option on a non — traded asseth as an investment project or a gold
mine.

The Underlying Asset is not traded

Option pricing theory, as presented in both thefial and the Black — Scholes models, is built foa t
premise that a replicating portfolio can be creaisohg the underlying asset and riskless lendird) an
borrowing. Although this is a perfectly justifiabdssumption in the context of listed options owledch
and arbitrage is therefore not traded, the valua® foption pricing models have to be interpretethwi
caution.

The Price of the Asset Follows a Continuous Process

As we mentioned in Chapter 27, the Black — Schapson pricing model is derived under the
assumption that the underlying asset’'s processigirtious (i.e., there are no price jumps). If this
assumption is violated, as it with most real opicthe model will underestimate the value of degip-o

of —the — money options and lower variance estim#de at —the — money or in- the — money options.
Another solution is to use an option pricing mottet explicitly allows for price jumps, althougheth
inputs to these models are often difficult to estien

The variance is known and does not change over tliée of the options

Option pricing models assume that the variancen@wa and does not change over the option lifetime:
this assumption is not unreasonable when optiotingritheory is applied to long — term real options
however, problems arise with this assumption, fe variance is unlikely to remain constant over
extended periods of time and may in fact be diffita estimate in the first place. Again, modified

versions of the option pricing model exist thaballfor changing variances, but they require that th

process by which variance changes be modeled ékplic

Exercise is instantaneous

The option pricing models are based on the prentisdshe exercise of an option is in stantanedhs
assumption may be difficult to justify with realtams, however; exercise may require building anpta
constructing an oil rig, for example, actions tdatnot occur in an instant. The fact that exerties
time also implies that the true life of a real optis often less than the stated life. Thus, algmoa firm
may own the rights to an oil reserve for the néxiyéars, the fact that it takes several years t@aeixthe
oil reduces the life of the natural resource optl@nfirm owns.

3.1.1 The Option to Delay a Project

Projects are typically analyzed based on their ebgaecash flows and discount rates at the timénisf t
analysis. The net present value computed on ttsas isma measure of its value and acceptabilityait
time. Expected cash flows and discount rates changetime, however, as does the net present value.
Thus, a project that has a negative present valuemay have a positive net present value in theréut

In a competitors in taking projects, this may ne¢ra significant. In an environment in which a pecoje
can be taken by only one firm (because of legdrioti®ns or other barriers to entry to competijors
however, the changes in the project’s value ovee tjive it the characteristics of a call option.
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In the abstract, assume that a project requiremitial investment of X (in real dollars) and thihte
present value of expected cash inflows computdt rigw isPV. The net present value of this project is
the difference between the two:

NPV =PV -X
Now assume that the firm has exclusive rights te finoject for the next n years and that the presen
values of the cash inflows may change over that¢ tiecause of changes in either the cash flowseor th
discount rate. Thus, the project may have a negatt present value right now, but it may stilldbgood
project if the firm waits. Defining V as the presealue of the cash flows, we can summarize tha’éir
decision rule on this project as follow:
If v > X Project has positive net preseaite

V < x Project has negative net presentesalu

This relationship can be presented in a payoutrdragf cash flows on this project, as shown in Fegu
28.1, assuming that the firm holds out until the efhthe period for which it has exclusive rightsthe
project.

Note that this payoff diagram is that of a calliopt— the underlying asset is the project; thekstgrice
of the option is the investment needed to takeptbgect; and the life of the option is the period Which
the firm has rights to the project. The presenueadf the cash flows on this project and the exqukbct
variance in this present value represent the \ahaevariance of the underlying asset.

3.1.2 The Option to Expand a Project

In some cases, firms take projects in order to takether projects or to enter other markets irfaihgre.

In such cases, it can be argued that the init@gkpts are options allowing the firm to take otpasjects,
and the firm should therefore be willing to payrece for such options. A firm may accept a negatiee
present values on future projects.

To examine this option using the same frameworlelbped earlier, assume that the present valueeof th
expected cash flows from entering the market antathe new project is V, and that the total invesnt
needed to enter this market or take this projeet, iBurthermore, assume that the firm has a fixexe t
horizon, at the end of which it has to make thalfohecision on whether or not to take advantagiief
opportunity. Finally, assume that the firm canmatve forward on this opportunity if it does noteake
initial project. This scenario implies the optioaypffs shown in figure 28.4. As you can see, at the
expiration of the fixed time horizon, the firm wehter the new market or take in the new projethef
present value of the expected cash flows at that potime exceeds the cost of entering the market

3.1.3 The Option to Abandon a Project

The final option to consider here is the optiomlb@andon a project when its cash flows do not meagur

to expectations. In our discussion of decisiongregeChapter 11, we noted that having the option to
abandon will generally increase the value of agmopnd make it more acceptable. To illustrate the
option to abandon, assume that V is the remainailgevon a project if it continues to the end oflifes,
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and L is the liquidation or abandonment value far $ame project at the same point in time. If tlogept

has a life of n years, the value — if it is hightte project should be continued; if it is hightae project
should be continued; if it lower, the holder of tleandonment option could consider abandoning the
project.

Payoff from owning an abandonment option =0  #V
=LifV<L

These payoffs are graphed in Figure 28.5, as da@itumof the expected project value. Unlike the prio
two cases, the option to abandon takes on the cieaistics of a put option.

To illustrate, assume that a firm is consideririgrtg a 10- year project that requires an initialdstment

of $100 million in a real estate partnership, aritere the present value of expected cash flowd 19 $
million. Although the net present value of $ 10lmil is small, assume that the firm has the optmn
abandon this project anytime (by selling its shiaaek to the other partners) in the next 10 yedrs; i
abandoned, the net salvage value of the proje&t58 million. The variance in the present valuehaf
cash flows from being in the partnership is 0.06.

The value of the abandonment option can be estdniayedetermining the characteristics of the put
option:

Value of the underlying asset (s) =PV of cash flénesn project
=$110 million
Strike price (k)= Salvage value from abandonmer®O=%illion
Variance in underlying asset’s value =0.06
Time to expiration = Life of the proje= 10 years
Dividend yield = 1/Life of the project = 1/10 (weeaassuming that the project’s present value wapd
by roughly 1/n each year into the project)

Assume that the 10 — year riskless rate is 7%.vBhee of the put option can be estimated as follows
Call Value = 110 exp (0.10) (10) (0.8455)-50 exp.@7) (10) (0.5961) =$ 19.41 million Put Value

=$19.41-110exp(-.10)(10) +$3.77 million

The value of this abandonment option has to be daddeto the net present value of the project of $10
million, yielding a total net present value witlethbandonment option of $13.57 million. Note, hoarev
that abandonment becomes a more and more attramii@n as the remaining project life decreases,
since the present value of the remaining cash fleiNglecrease.
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Practical considerations: In the above analysis, we assumed, rather unieallgt that the
abandonment value was clearly specified up frodtthat it did not change during the life of the jpoo.

This may be true in some very specific cases, irthvan abandonment option is built into the coritrac
More often, however, the firm has the option toraedmn, and the salvage value from doing so can be
estimated with noise up front. Furthermore, thendbament value may change over the life of the
project, making it difficult to apply the abandonmesalue may change over the life of the project,
making it difficult to apply traditional option ming techniques. Finally, it is entirely possibleatt
abandoning a project may not bring in a liquidatvatue but may create costs instead; a manufagturin
firm may have to pay severance to its workers,ifistance. In such cases, it would not make sense to
abandon, unless the cash flows on the project\ane more negative.

Implications: The fact that the option to abandon has value gesvia rationale for firms to build the
flexibility to scale back or terminate projectghey do not measure up to expectations. Firms oathid

in a number of ways. The first, and most direct wiayto build in the option contractually with tleos
parties that are involved in the project. Thus,tamets with suppliers may be written on an annaaid
rather than long term, and employees may be hired temporary basis rather than permanently. The
physical plant used for a project may be leased short-term basis rather than bought, and the¢iah
investment may be made in stages rather than astiahlump sum. Building in this flexibility cares a
cost, but the gains may be much larger, espedraliplatile businesses.

4.0 CONCLUSION

In this unit, we considered three options embeddddvestment project: the option to delay a projec
the option to expand a project and the option ndbn a project. In all these cases, the underlyasgt
was the project and the options added value tpibect. We then posed the argument that equitydcou
be viewed as a call option on the firm and thatitgquould have value even when the firm value was
less than the outstanding claims on it.

50 SUMMARY
We have discussed in details how decision madeifoy ih choosing projects can in turn create
opportunities in the future in terms of openingngw markets or expanding existing ones.

6.0 TUTOR MARKED ASSIGNMENT
1. In a normal option, it almost never pays to exer@arly. Why, in the case of a project option,
might this not hold true.
2. Why is it so important that the firm have rightstb@ project in order to apply the option pricing
approach to valuing the option to delay?

7.0 REFERENCES /FURTHER READING

Ross S.A et al (2006), Fundamental of Corporatariaa, USA: Mc Graw — Hill Inc.
Damodaram A. (1997), Corporate Finance: TheoryRuadtice, USA: John Wiley and Sons Inc.
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UNIT 1 TYPES OF SECURITIES
CONTENT
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4.0Conclusion
5.0Summary
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1.0 INTRODUCTION

Once you have your priorities in order, understgour personal and financial goals, and write a
thoughtful investment plan, you are ready to ledyaut securities markets, both physical and eleidtro
where financial or real assets are traded. Whathardifferent types of securities markets in whyol
might invest? Who can help you achieve your godlsat are these individuals’ motivations and how
are they paid? How do you buy and sell securiti@svahat kind of help do you need? How do you
choose someone to help you in the investment ps@cBlsese and many other questions regarding
securities markets will be addressed in this unit.

2.0 OBJECTIVES
When you have completed this unit, you should be tbdo the following:

» Recognize the different types of securities markets
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Be aware of the basic characteristics of brokedsiavestment advisors.
Understand how to buy and sell securities.

Answer questions about choosing a broker or arsinvent advisor.
Know how to select and use benchmarks.

VV VY

3.0 MAIN CONTENT

3.1. Meaning of Financial Security

A financial security is some type of financial inshentthat is negotiable and has a recognizeddiahn
worth. Usually referred to simply as securitie®, fimancial security can take on several forms.
Generally, a financial security will have the pdiehto generate some additional return above Yataee
for either the holder of the issuer of the security

One common example of a financial security is & deburity. Primarily securities of this type ind&u
bonds, debentures, and banknotes. A bond issueatignonovides a fixed return above the purchase
price or face value of the instrument. Debenturesaaitten acknowledgments of debt owed and can be
used by the lender to designate an asset. Bankamdessentially promissory notes that can bectalle
any time and as such also represent a negotiatd¢. as

Equity securities are a second classificationmdricial securities. Within this category, the ficiah
security may be stock of some type. This wouldudelcommon stocks, preferred stocks and various
other classes of stocks. All types of stock repreadinancial asset that may be sold or used ksteal
if necessary.

A financial security may be issued by a numberiffécent entities. Federal government agenciesrene
local municipal governments may choose to issugéas a means of financing an upcoming civic
improvement project. Commercial companies oftendsshares of stock to be purchased and sold on the
open market. Even banking organizations that opematan international basis may issue some form of
financial security. While this is not always theseaa financial security issued by a governmerntyeist

likely to carry an interest rate that is lower tteary security issued by a commercial company.

In most cases, the purpose of issuing a finanei@alty is to generate new capital in some fornmisTh
accomplished by attracting people who wish to ibugeshe security, due to the potential for genarat
new capital in the form of interest. Some typefiradncial securities can guarantee a return ovee,ti
such as with a bond issue. Other examples of tiamdial security, such as a stock issue, carrgatgr
degree of risk. However, a financial security watgreater risk usually also carries a higher patetat
generate additional returns.
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3.2 Types of Securities Markets

Securities marketsre the markets in which securities, or finanagsdets, are traded. There are two
different types of securities markets. The firgeys known as the primary market: the primary rairk
used for trading newly issued securities. The seét¢gpe of securities market is known as the seagnda
market: the secondary market is used for tradicgriees that have already been issued. Primary
markets and secondary markets are generally uséxchfting equity securities.

+« Primary Markets
% Secondary Markets

3.3 Types of Securities and your rights as a Steholder

Securities issued by any company are classifiéd three main classes: Bonds, Preferred Stock and
Common Stock. We can understand the priority ohdgge of stock by considering what happens when
the company goes bankrupt.

Usually when we talk of stock we talk about commstock only. As a common shareholder you receive
the lowest priority when a company goes bankruptirig insolvency proceedings, it is the creditofsow
first get dibs on the company's assets to seitie thutstanding debts, then the bondholders gstdnack

at those leftovers, followed by preferred sharetiddand finally the common shareholders.

Bond

A bond is a debt investment in which an investankbmoney to an entity (corporate or governmental)
that borrows the funds for a defined period of tiame fixed interest rate. Bonds are used by compan
municipalities, states and foreign governmentsrarice a variety of projects and activities.

Preferred Stock

A class of ownership in a corporation that hasghéi claim on the assets and earnings than common
stock. Preferred stock generally has a dividentrthest be paid out before dividends to common
stockholders and the shares usually do not havegraghts.

The precise details as to the structure of predesteck are specific to each corporation. Howetrer,
best way to think of preferred stock is as a finanastrument that has characteristics of botht debed
dividends) and equity (potential appreciation).cAksnown as "preferred shares".

Common Stock

A security that represents ownership in a corponatiolders of common stock exercise control by
electing a board of directors and voting on corfopmlicy. In the event of liquidation, common
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shareholders have rights to a company's assetsatirlybondholders, preferred shareholders and othe
debt holders have been paid in full.

Rights as a Common Shareholder
1. Voting power

This includes electing directors and proposals wihedamental changes like mergers and acquisitions
or liquidation takes place. Voting takes placeahpany's annual meeting.

2. Increased share value

As common shareholders have claim on a portiorsséts of the company and they are owners of that
portion and as these assets generate profit theyetavest in additional assets. Thus, gettingrnstin
the form of increased share value.

3. Right to transfer ownership
Right to transfer ownership means that the shadehsican trade the stock on an exchange.
4. Claim on dividends

This means claim on profits a company pays. A cameas two options with profits: either to reinvest
back into the firm or pay out in the form of divits. Although the percentage to be given is dedyed
the board of directors but as a common sharehgteare entitled to receive it.

To conclude this | would like to say that sharekolgrivileges and rights vary from state to state a
country to country, so it is important to checkiwyour local authorities and public watchdogs.

4.0 CONCLUSION

The issues and challenges that regulators willdnéronting in the future stem from the
inevitable integration of world capital markets.eTimeed for capital to generate business
returns and, in a larger sense, to grow and devadopomies, along with advances in
information technology and the growing pools otitgional and professionally managed
funds, will spur the integration of world capitabrkets and the flow of capital from one
jurisdiction to another. The competition for thesbeeturns, from the point of view of investors,
or for the cheapest funds, from the point of vidvfumds users will motivate the search for
means to lower transactions costs and the tinakéstto execute orders. Competition will
likewise motivate regulatory authorities to examisteeamline, and modify regulations to lower
opportunity costs due to compliance delays andicésns that limit financial innovation and
engineering. Regulators will be challenged to reen@strictions to financial innovation and the
development of seamless markets, products, aneégses. The flip-side challenge is the
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protection of investors from potentially greatesks. Inasmuch as a component of risk is uncertainty
another challenge then is the provision of morermfation, particularly cross borderinformation when
the financial products involve cross-border tratisas. The development of innovative financial
products should be encouraged. Derivatives maysbd as hedges against risk by market players.
Regulations will, however, have to keep up withstheastruments and their markets.

5.0 SUMMARY

Firms have a number of options when it comes tanfiing, both in terms of the type of financing that
they use and the way in which they raise the fimandn this unit, we discussed the difference lestw
debt and equityat a generic level, by pointing out that any finagapproach that results in fixed cash
flows and has prior claims in the case of faukedi maturity, and no voting rights is debt, wheraas
financing approach that provides for residual déshis and has low or no priority in claims in thase

of default, infinite life, and a lion’s share ofetlsontrol is equity. Within the broad category qtiy,
there a number of choices that a firm can makedbesghe traditional mechanism of common stock for
publicly traded firms and owner’s equity for prigdirms. Private firms can access and use venture
capital, whereas publicly traded firms can issueravds and contingent value rights to raise equity.
Overall, the financing choices for firms are expaggdboth in terms of the vehicles available for
financing and the markets that can be tapped feffittancing.

6.0 TUTOR MARKED ASSIGNMENT

1. Firms generally can borrow money by using bank delgsuing bonds. Why might a firm choose
one method over the other?

2. Debt will always be cheaper than preferred stodabse of the tax advantage that it confers on
the firm. What is the source of the tax advantdgeRis statement true?

3. Convertible bonds are often issued by small, higlwth companies to raise debt. Why?

7.0 REFERENCES/ FUTHER READINGS

Ross S.A et al (2006), Fundamental of Corporatariia, USA: Mc Graw — Hill Inc.
Damodaran A. (1997) Corporate Finance: Theory aadtlee, USA John Willey and Sons Inc.
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1.0 INTRODUCTION

Derivatives and Hybrids

In MS-4 Accounting and Finance you learned aboetrigk return relationship and assessing the dost o
capital of an organization. That course focussethenssue of debt mainly in the form of bonds and
equity in the form of preferred and common shabeg to the complex nature of the investment world
today new instruments are developed to allow thesting public alternative means of investing in
organizations and to allow organizations a vargtgroducts to lure investors to their organization
investment purposes. Hybrids and derivatives ach puoducts. Hybrids are securities that combiee th
features of two different types of financial assétpreferred share is a common example of a hybrid
security as it combines some of the features @la shstrument, i.e., fixed payments of dividersls i
similar to fixed interest payments and those of emmn shares, i.e., an oconvertible securities and
warrants as two popular hybrid securities.

Unlike hybrids, derivatives securities have valasdi on an underlying asset or security but they ar
neither a debt nor an equity instrument. Derivatiaee instruments linked to other existing se@siénd
whose value depends on the value of the linkedrggcu

Derivative securities do not provide an organizatioth funds, as would a primary bond issue or a
primary share issue. Rather they are used by argiomns to help manage their financial risk. In miest
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block we will focus on how these instruments aredusy financial managers. This block will focus on
valuing the instruments and identifying their
value to an investor.

2.0 OBJECTIVES

After completing this unit, you should be able to:

1. Describe financing options beyond the regulastocks and bonds.

2. ldentify situations where convertible securitesl warrants can be profitably used to meet
a financing requirement.

3. Estimate the value of warrants and explain wigg@nizations and investors seek these
products.

4. Identify situations where call and put optionsud be attractive to investors.

5. Explain the value of options to an organization.

6. Describe the differences between the variousuments.

3.0 MAIN CONTENT

3.1 Convertible Securities

Convertible securities are either bonds or prefestegares that have a feature that allows the iavést
exchange these instruments for a predefined nuofleEmmmon shares. Convertible bonds have all the
characteristics of a regular bond but in additioeytoffer an opportunity for capital appreciatiaredo

the fact they can be converted into common shdrastated price and for a stated period. Duedseh
convertible features these bonds often carry alamterest rate than a regular bond (we will reétea
regular bond as a straight bond, i.e., a bond matlsonvertible feature). A convertible preferredrgh
operates the same way. It has the same featuraggatglas a regular preferred share with the added
feature that it may be converted to common sharastated price for a stated period. As with bonds
these generally command a lower dividend rate fiorastors as they have the opportunity to partieipa
more fully in the growth of the organization. Wdlidcus on convertible bonds in this block.

3.1.1Features of Convertible Securities

Normally these securities can be converted at amt puring the life of the bond or at some setetiim

the life of a preferred share; however, there alirbits as to the life of the conversion featukethe

time of issue of a convertible security the ratevilaich your security can be converted into shases i
stated as part of your security agreement. Theréway ways that this conversion rate can be stéted.
can be a set number of common shares per bonéx@aarple, a $1,000 par value bond may be converted
for 100 common shares. The conversion price ofdlstsres is therefore $1,000 divided by 100 = $10
per share. A second way for the conversion rabetstated is to set a price per common share for
conversion. For example, the bondholder may hageigint to convert the bond to common shares at a
price of $20. If the face value of the bond is $0,0this allows the bondholder to convert a bondbd
common shares, providing that the common share poatinues at $20, i.e., $1,000 divided by $2@& Th
number of shares that a bond can be converted feferred to as the conversion ratio. The stated o
calculate price is referred to as the conversiatepAt the time the conversion price is set (L@on

issue of the convertible security), the convergidoe is set higher than the current market priche
organization’s shares. The conversion value ofrallyepresents the value of the bond if it were
converted to common shares at the date of isstleedfond. The conversion value is determined by
multiplying the conversion ratio by the current ketrprice of a common share. We will use our second
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example above where the bond had a conversion @fff620, a conversion ratio of 50 shares, and add a
assumption that the current price of those shar$45. In this case the conversion value woulde 5
multiplied by $15 = $750. If the

stock price were to increase to $25 per sharegdaheersion value would be $1,250 (50multiplied by
$25). In this scenario the conversion price is &tne par value of the

bond of $1,000; therefore, it may be advantageogshvert the bond to shares. The difference betwee
the conversion price of a bond and the market mriGecommon share is referred to as the conversion
premium. In our example above at the $25 markeemf a share the conversion premium is $5, wtsch i
the $25 share price less the $20 conversion price.

3.1.2 Why Issue Convertible Securities?

» The conversion right is a selling feature of adbor preferred share issue.

 Can attract investors who may otherwise not i@amtvest equity capital in your
organization but are willing to lend money to thigamization.

» These securities combine the security of beidgla holder with the benefits or
participating in the increase in value of the compa

» Can be issued at a lower interest rate tharagybtrbond, but a low conversion price would
then imply expensive equity and providing the cosian price is reasonable, they may
result in a lower cost than issuing common shares.

» Convertible securities do not provide any newitedpo the organization but they transfer
debt to equity which could reduce the overall askessment of a company.

3.1.3 Determining the Value of a Convertible Bond

There are different values that can be used tsadke value of a convertible bond. The

first is what is referred to as the straight boatue. This is the value of that would be

attributed to the bond if it did not carry a cortilde feature. We calculate this value the

same way we calculate the present value of a btrhmnd. We therefore need to know

the coupon rate of the convertible bond, the marketest rate for a bond with the same

risk assessment, the term of the bond, and thegbae of the bond. We will use an

example of a convertible bond with the followingfieres and market assumptions:

Par Value $1,000

Coupon Rate 8%

Annual Interest $80

Market Rate of Return 10%

Term 15 years

Conversion Ratio 20 shares

Market Price per Share $30

Based on this information we can calculate thagttdond value as:

Present value of $80 annual interest, remembehiaigbiond coupons are actually paid half yearly4ét $
in our example for 15 years discounted at 10% =8%80s the present value of the principal of $1,000
due in 15 years discounted at 10% = $239

Total straight bond value is $847.

The conversion value is the conversion ratio tithesmarket price per share, which in this example
equals 20 shares times $30 = $600. The straight pdoe is the minimum value a bond would trade at.
Therefore in the above example the bond would teddiee $847 amount and not the conversion value of
$600.
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What would the bond actually sell for in the mafkés long as the conversion value is less than the
straight bond value, the bond would likely seltra straight bond value plus a market premium. The
amount of the market premium depends on the vattibwged to the shares and the probability theesha
prices will increase to the point that conversigpiiofitable. In other words, what is the outlook the
price of the shares? If the market believes thastiare price will rise above the conversion price,
investorswill be willing to pay more than the sgtati bond value. When the conversion value is greate
than the straight bond value then the convertibledowould trade at the conversion value as a mimmu
and there may be a market premium. Again the amafuihie market premium is dependent on the
outlook for the share price.

3.2 Stock Purchase Warrants

A stock purchase warrant is a type of security eh&gpically issued with a bond or preferred shasele.

It entitles the holder to buy a specified numbecaihmon shares at a specified price for a specified
period of time. While warrants are issued with ®odpreferred shares they are detachable frone thes
securities, which means that they can be tradegdl@nown with no impact to the bond or preferred
share with which they were originally issued. Watsaare traded on stock exchanges. Why are warrants
issued? Much like convertible debt they are istoeghhance the marketability of a debt issue or a
preferred share issue. The stated price at whiaresttan be purchased is referred to as the exercis
price. The exercise price of warrant is normallyagea value above the stock price of common shatres
the time the warrant is issued.

3.2.1 Determining the Value of a Warrant

We will examine the value of a warrant assuming ithasued with a bond. We will
work through the calculations for the implied vabfea warrant, the theoretical value,
and the warrant premium.

3.2.2 Implied Value of a Warrant

Simply stated, the implied value of all warrantghis difference between a straight bond value bhad t
price of a bond with warrants. Let us return toélkample we used for convertible bonds in secti@n 2

In that example, the straight bond value was $84ve assume that we purchase a bond issue with the
same risk level but to which warrants were attadbe®950, the implied value of the attached waisan
would be $103 (950 — 847).

A bond would normally have more than one warrataichied to it; therefore, to get the implied valfi@a o
warrant you would calculate the total implied vatlieided by the number of warrants attached to the
bond. If we assume that this bond had 10 warrdtdslteed to it, the value of each warrant would be
$10.30 ($103 divided by 10). What does this val@an? It really means very little on its own. As the
value of a warrant is dependent on the value osktzes it can be converted to, we must examine the
market value of each warrant compared to the irdplaue. As an investor what we want is a situation
where the implied value of the warrant is less ttincurrent market value of the warrant. How do we
determine market value? As with convertible bomaarket value is not something that we can calculate
with any degree of certainty as it will depend oarket forces and views of the underlying common
shares. We can, however, calculate a theoretita¢va

3.2.3 Theoretical Value of a Warrant

The theoretical value of a warrant is an estimate@market price of the warrant. In order to oédee
the theoretical value of a warrant you need to ktfmevcurrent market price of the underlying common
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shares, the exercise price stated in the warradttlee number of shares the warrant holder carhpsec
with each warrant. The theoretical value assumimgediate conversion is equal to: Market price of
common share less the exercise price of the wamatiiplied by the number of shares that can be
purchased with each warrant.

We will assume the following facts to demonstréis talculation:

Stock price $100

Exercise price $75

Number of shares that can be purchased with eaglantab

Theoretical value = (100 — 75) times 5 = $125

If the implied value of these same warrants wetevb&125, that would be positive for the invesia,,
he/she would be paying less than the estimateck\adlthe warrants. You would also expect the market
value of the warrant to be above the $125 thealetimlue. Why? Because they are a cheap way to
maintain an option to buy the stocks until the w&atrexpires. Investors get the benefit of capiihg on
the stock but only have the value of the warrahtssk.

3.2.4 Warrants and Leverage

The value of a warrant is the increased leverageahvarrant can provide over the investment in the
common shares themselves. A warrant will have &tqwice than a common share therefore requiring a
lower initial investment. A warrant will increase value as the underlying stock increases in véuea
percentage basis there will be a higher percentztgen on a warrant than on the common stock itself
This may not sound logical when you first read,thigt here is an example to show what this meads an
why it is logical.

Information at the date of original investment:

Market price of a warrant $6

Exercise price $45

Market price of a share $50

Assume the market price increased to $54 the fatigwear. If you have purchased shares in the
company you would have a gain of $4 per share {#%0), which is an 8% return (4/50). If you had
purchased a warrant (assuming one warrant can @sgane share) the theoretical value of the warrant
the following year would be $9 (which is calculagsithe market price less the exercise price or $54
$45). If you sold your warrant at this price youukbhave a gain of $3 ($9 - $6). This would betanme

of 50% (i.e., 3/6). Therefore you can see thapireentage return is much higher on a warrant. Of
course if the share price declines there would biglaer loss as well.

3.2.5 Example of a Warrant Issue

This is an example of a Canadian issue of warjastso add some real life to the theory

you have just read. For our example we have chBgenira Inc., a biotech company listed on both the
TSX and the NASDAQ. Biomira has yet to produceiaiclly proven drug and must finance most of its
research and clinical trial expenditures from cpiised from investors. Until this year, theseds had
come almost entirely from the issue of common stdtile capital markets have been very tough on
young companies such as Biomira over the past eafplears. In Biomira’s case, the company has cut
its costs to the bone to

enable it to complete its Phase Il clinical taalalysis for its leading product candidate ‘Thepatd

To provide additional financing additional equitasvraised in 2003 as detailed below.

In May this year Biomira arranged two private plaeats of shares in the US. The terms

of an issue from early May 2003 were as follows:
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Shares offered: up to 3,245,615

Price per share: US$1.14

Warrants attached to shares: up to 548,148

Exercise price of warrants: US$1.66

Term for warrants: 2 years

Basically an investor received 169 warrants forgue000 shares purchased([548,148/3,245,615] x
1,000). Biomira did not opt to list these warrastsa separatesecurity.

In this case, an investor subscribing to this issaga two-year period during which time
shares could be purchased for US$1.66. Clearlycthusd generate substantial gains for
the investor over and above what was realized fiwmnitial stock purchase. At the time
this offer was made Biomira shares were tradingpaut US$1.18, i.e., significantly
below the warrant exercise price. This is fairlgibal — therefore a significant rise in
stock price is usually required for an investordalize any financial benefit from the
warrant.

3.40ptions

An option is an agreement between a buyer andex fleht provides the purchaser of an option the
chance to purchase or sell shares at a specifieel for a predetermined period of time. Call opsion
allow the holder of an option to buy a specifiedntner of shares at a specified price either at atpoi
time or for a set period of time. Put options alline holder of an option to sell a specified nuntdfer
shares at a specified price at a set time or fereod of time. The price at which the shares aan b
purchased is referred to as the exercise prickeobption. Typically one option gives you the right
purchase 100 shares. European options differ fromerican options in that European options can only
be exercised on the expiration date. American aptaan be exercised any time up to the expiratae.d
One important item to note about options is thaytare not used to raise capital for an organinais
the company whose stock is being contracted fos doé participate in the option contract nor daes i
receive any funds as a result of the option conht@gtions are attractive to investors as a meéns o
protecting their investment positions. If investptschase a call option, they are anticipating that
price of the underlying stock with increase. Thriotige purchase of an option they ensure that thay c
purchase shares at a price that will be below foeatasted market prices at the date they exetfuese
option. If the price of the underlying shares ifolethe option strike price the purchaser willtle¢
option expire without exercising it. If investorarphase a put option, they are anticipating thatptfice
of the underlying stock will decline. If the markeice falls below the strike price, the optionde will
exercise his option and sell his/her shares atttfilee price. If the share price rises above thkesprice,
the option holder will sell his/her shares on tpermmarket and let the option expire without exseng

it.

3.4.1 Option Gains/Losses

Option prices are negotiated between the buyetlandeller. The most that a purchaser will lose by
purchasing an investment is the price paid forogpigon. To calculate the profit on options we witbrk
through an example of different scenarios for lotall and a put option.

3.4.2 Gains/Losses on Call Options

We will use the following facts in our calculations
Option Price $100

Strike Price $45
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Remember that an option gives the right to purci@8eshares of the underlying stock. If the market
price of the shares increases to $50, investotdenle a profit at the time that they exerciserthei
options. The gain is calculated as the differeretevben the market price of the shares when theropi
exercised and the strike price multiplied by 108rsk less the cost of the option. In this casegdire
would be $400 (i.e., [($50 - $45) * 100] - $100d)tHe market price of the shares was equal tosw tlean
the strike price, the amount of loss incurred key/pghrchase of the option is simply the option mice
$100.

3.4.3 Gains/Losses on Put Options

Using the same facts, with respect to option paine strike price as the above call option exanvede,
will show how gains and losses are calculated droptions. Basically you are just taking the oppesi
view on the market price of the shares. You gaithagpurchaser of a put option when the markeepric
declines. We will assume that the market pricénefunderlying stock decreases to $41. In the cage o
put the gain is calculated as the strike pricee-tiarket price of the shares multiplied by the nends
shares sold less the cost of the option. In thég the gain on exercising the option would be %3eQ
[(45-41) * 100] — 100). If the market price wereinarease above the strike price of $45 then the
purchaser would let his option expire and his/bes lwould be the $100 option cost.

3.4.4 Why are Options Purchased/Sold?

What follows is a list of the most common reasohy wptions are purchased:

 Similar to warrants, the purchase of optionsvedl@n investor to gain a benefit from a

change in the market price of shares with a smadlezstment than would be required for

the purchase of shares.

» The purchaser locks in what he/she feels is @ goice today for shares to be purchased or

sold in the future. Currently this investor may have sufficient cash available to purchase

the shares outright.

* If you have a set amount to invest, you may chdogurchase a call option and invest the
balance of your funds in a more secure investnidns. allows you to gain the benefit of

any decrease in share value while earning a rétuairiess risky investment.

» An option is a protection of a current positiior example, you may purchase a put option
when you feel that the price of the shares you mkely to increase but there is a chance

that the value will fall. You may purchase the pption to limit any potential loss and still
participate in any gain if the market price incesas

» Options also have the effect of exaggerating gwin investor’'s wealth since the value of the apti
will change more than the value of the underlyitagk. Indeed the option can (and often does) becom
worthless even when share prices are positive.

SELF ASSESSMENT QUESTIONS

1. Marks-Write Pen Company has an outstanding isaenvertible bonds with a
$1,000 par value. These bonds are convertibleS@tshares of common stock.
They have a 10 per cent coupon and a 10-year matlihe interest rate on a
straight bond of similar risk is eight per cent.

a. Calculate the straight bond value of the bond.

b. Calculate the conversion value of the bond whermarket price of the stock
is $30/share.

c. What is the least you would expect the boncetiofer at a market price of
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common stock of $18/share?

2. Sun & Fun Sports Equipment must decide whethebtain $1,000,000 of
financing by selling common stock at its curreric@rof $40 per share or selling
convertible bonds. The firm currently has 250,008rss of common stock
outstanding. Convertible bonds can be sold fortB&j000 par value and would
be convertible at $45. The firm expects its earsiagailable to common
stockholders to be $700,000 each year over theseseral years.

a. Calculate the number of shares the firm wouktrte sell to raise the
$1,000,000.

b. Calculate the earnings per share resulting ffersale of common stock.

c. Calculate the number of shares outstanding alht®nds have been
converted.

d. Calculate the earnings per share associatedathond financing after
conversion.

e. Which of the financing alternatives would yoaaemend the company
adopt? Why?

3. State whether the following statements are TRUEALSE:

a. Derivatives are used by corporations as a usadlifor managing certain
aspects of the firm’s risk.

b. Leasing allows the lessee, in effect, to deptedand, which is prohibited if
the land were purchased.

c. Conversion ratio is the ratio at which a conbétsecurity can be exchanged
for a nonconvertible security.

d. Convertibles can be used as a form of defemerhwon stock financing.

e. A stock-purchase warrant gives the holder tiiat tio purchase a certain
number of shares of common stock at a specifiedemver a certain period of
time.

f. Contrary to convertibles, warrants provide foe injection of additional
equity capital into the firm at some future date.

g. Both warrants and rights result in new capitplity. However, warrants are
issued at an exercise price below the prevailingketgrice of the stock;

rights are generally issued at a subscription @hm@ve the prevailing market
price.

h. The strike price is the price at which the holofea call option can buy a
specified amount of stock at any time prior to ¢jpéion’s expiration date.

i. Call option is an option to sell a specified rhenof shares of a stock on or
before some future date at a stated price.

4. At the time of issuance, the issuer of a cofibbiersecurity normally establishes a
conversion price the current market prictheffirm’s stock.

a. below

b. equal to

c. above

d. unrelated to

5. When the price of the firm’s common stock the conversion price, the
market price of the convertible security will nodiga to a level close to
its conversion value.
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a. falls below; rise

b. rises above; fall

c. rises above; rise

d. equals; fall

E10 Corporate Finance, Block 4 Page 13 of 15

6. The straight bond value is the pricetdtiwa convertible bond would be
traded.

a. minimum

b. optimum

€. maximum

d. average

7. A firm has an outstanding bond with a $1,000yzédue that is convertible at $40
per share of common stock. If the current mark&tezaf common stock per
share is $45, the conversion value of the bond is

a. $880.

b. $1,000.

c. $1,125.

d. $1,200.

8. All of the following are true of stock-purchasarrants EXCEPT

a. when a firm makes a large issue of debt, tlaelathent of stock-purchase
warrants may add to the marketability of the issue.

b. suppliers of debt are more likely to require naats on an issue of debt from
an existing corporation than from a new firm.

c. warrants are similar to conversion featureseit.d

d. the attachment of warrants may lower the reduimterest rate.

9. In the financial statement of the firm, puts aatls

a. determine cash management policy.

b. influence the capital structure decision.

c. affect bond quality.

d. have no influence.

10. An investor is considering buying 500 shareBBE Company at $32 per share.
Analysts agree that the firm’s stock price may @ase to $45 per share in the
next four months. As an alternative, the investarld purchase a 120-day call
option for 500 shares at a strike price of $30H®/000. What profit would the
investor realize if the stock price increased t@ dr share?

a. $0

b. $1,000

c. $4,000

d. $6,000

4.0CONCLUSION

This unit has highlighted on the various securitstiuments used by organisations to promote it&thro
and also how the various instruments can be predeatthe public without putting fear in their mirid
other words, how these instrument s could be giteato them thereby not allowing the organisaiion
guestion to be highly indebted.
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5.0 SUMMARY

* Derivatives and hybrids are used by investomltov them to participate in the growth of a
company without actually taking an ownership positi

» Convertible securities are used to make compaiy or preferred shares more attractive to
potential investors.

 Convertible features allow bondholders or preférshareholders the right to convert their
current holdings to common shares for a specifextbd of time at a specified conversion
ratio.

» Convertible securities often carry lower interestividend rates than similar products with
no conversion feature, but the value of the coneemseeds to be accounted for in the
overall cost of capital.

» While convertible bonds do not provide new cdgitahe organization, they do provide a
transfer of debt of the company into equity. Thil improve their debt ratios and

therefore their risk ratings.

» Warrants are issued with debt initially but tleayn be detached from the bond and traded
separately.

» Warrants offer the warrant holder the option toghase shares at a specified price for a
specified period of time. As the shares will begmased from the organization there is new
capital generated when the warrant is exercisedtelWwill be an increase in the equity with
no corresponding decrease in the debt level.

» Options are an agreement between investors tthpse or sell shares for a

specified period at a specified (strike) priceheitat a set point in time or for a

set period of time.

* Call options allow the option holder to buy st&gngut options allow the option

holder to sell shares.

* As call and put options are contracts betweerstors there is no new capital

provided to the organization whose shares are laptigned.

6.0TUTOR MARKED ASSIGNMENT
1. Explain the value of options to an organization.
2. Describe the differences between the various instnis.
3. Why do organizations and investors seek for wafrant

ANSWERS TO SELF QUESTIONS

1. Marks-Write Pen Company

a. B =$100(6.710) + $1,000(.463) = $1,134

b. 50 x $30/share = $1,500

c. $1,134, the straight value of the bond is theimim value of the bond regardless of the pricthef
common stock.

2. Sun & Fun Sports Equipment

a. 1,000,000 / 40 = 25,000 shares

b. 700,000 / (250,000 + 25,000) = $2.55 EPS

c. 1,000,000/ 1,000 = 1,000 bonds

1,000/ 45 = 22.222 shares

1,000 bonds x 22.222 shares = 22,222 shares
250,000 + 22,222 = 272,222 shares outstanding
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d. 700,000 / (250,000 + 22,222) = $2.57 EPS

e. Since the convertible bond issue results inddation and higher EPS (although the EPS are very
close), it is therefore recommended. The risk obagrhanging issue should be considered since the
marginal increase in EPS is slight.

3. State whether the following statements are TRUEALSE:

a. True

b. True

c. False

d. True

e. True

f. False

g. False

h. True

i. False

BO®NO O
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1.0 INTRODUCTION

In this unit, we would provide a frame work thahsaers how cash generated from projects should be

returned to shareholders and the form this cashldhake.

2.0 OBJECTIVES
At the end of this lesson, you should be able to:

» Explain when a firm should be pressured to incréaggayout to stockholders and how such a

firm should defend it.

» Explain when a firm be pressured to reduce its psytw stockholders and what are the

consequences of excessive dividends.

» Explain what types of firms have the most flexityilin setting dividend policy?
> Explain how firms should measure their dividendg@et against comparable firms.

3.0MAIN CONTENT
3.1Trade offs

A firm has to walk a tightrope when it establishisddividend policy. On the one hand, paying tocchmu
in dividends creates several problems: the firm rinay itself short of funds for new investments and
may have to incur the cost associated with newrggassues or capital rationing, and the investors
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receiving the dividends may face a much larger liability. On the other hand, paying too little in
dividends can also create problems. For one, the wWill find itself with a cash balance that incsea
over time, which can lead to investments in “bagafdjects, especially when the interests of managem
in the firm are different from are different frommoise of the stockholders. In addition, prayingliti in
dividends may transfer wealth from stockholderbdadholders to bondholders, especially if bondgsric
are set on the assumption that the firm will mamgareasonable dividend payout.

3.2Determinates of Dividend Policy
Concerning the tradeoff noted above, we would atgaea firm’s dividend policy should be determined
by the following characteristics
Investment Opportunities: Other things remainingiadga firm with more investment opportunities
should pay a lower fraction of its earnings asakwids than should a stable firm. As a practicalsmes
the quality of a firm’s projects (can be measunggdmparing its returns on equity (or capital)teodost
of equity (or capital).
Stability in Earnings: Firms with unstable earningsd to pay out a much lower fraction of theim#ags
as dividends because they are concerned aboutthibiy to maintain these dividends. Converseiyns
with stable and predictable earnings typically may a much larger proportion of their earnings as
dividends.
Degree of Financial Leverage: Higher financial kagee may reduce dividends for two other reasons, as
well. First, as firms borrow more, they are muchrenbtikely to face covenants on dividend policy,
restricting not only the dollar dividends but ceae commitment to making interest payments. Which
reduces the free cash flow available to manageesawse increasing dividends accomplishes the same
goal, it can be argued that high financial leveragd high dividends are all tentative approaches to
keeping managers disciplined.
Signaling Incentives: Increases in dividends gdhemperate as positive signals of future cash #pw
resulting in increases in value, whereas cut indends Operate intends are costly to the firm (by
increasing their dependence on external financamg) to its stockholders (by creating a tax liay)liit
can be argued that alternative signals may beablaito the firm which convey the same informatbn
much less cost.
Stockholder Characteristics: A firm whose stockleo$ like dividends will generally pay a much highe
proportion of its earnings as dividends than wileavithout such stockholders.

3.3Framework for Analyzing Dividend Policy
In applying a rational framework for analyzing dignd policy, a firm will attempt to answer two
guestions:
1. How much cash is available to be paid outliaglends, after meeting capital expenditure and
working capital needs to sustain future growth, aBa@ much of this cash is paid out to stockholders?
2.  How good are the projects that are availabtbe firm?
In general, firms that have good projects will hameich more leeway on dividend policy, since
stockholders will expect that the cash accumulatethe firm will be invested in these projects and
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eventually earn high returns. By contrast, firmet ttho not have good projects will find themselvader
pressure to pay out all of the cash that is aviglab dividends.

3.3.1.  How much can a firm pay out or return Bareholders

To estimate how much cash a firm can afford torreta its stockholders, we begin with the net ineom
the accounting measure of the stockholders earmingag the period — and convert it to a cash feswv
follows. First, any capital expenditures are sutied from the net income, because they represeasta
outflow, Depreciation, on the other hand, is addack in because it is a noncash charge. The diifere
between capital expenditures and depreciationfesrezl to as net capital expenditures and is ugaall
function of the growth characteristics of the firligh —growth firms tend to have net capital
expenditures relative to earnings, whereas lowowtr firms tend to have high net capital expenditur
(because depreciation is offset by capital expengs). Second, since increases in working capitahc
firm’s cash flows. While decreases in working capiincrease the cash flows available to equity
investors, firms that are growing fast, in indwegrivith high working capital. Because we are irsee
in the cash — flow effects, we consider only

3.3.2 What kind of Projects Does the firms have?

The alternative to returning cash to stockholdessreinvesting the funds back into the firm.
Consequently, a firm’s investment opportunitiesvile another dimension for analyzing dividend
policy. Other things remaining equal, a firm wiktker projects typically has more flexibility int8eg
dividend poly and defending it against stockholders

3.3.3 Poor Projects and Low Pay Out

In this section, we examine the consequences ohgayt much less in dividends than a firm has
available in cash flows, while facing poor inveshihepportunities. We also discuss stockholder react
and management response to the dividend policy.

Consequence of Low Payout

When a firm pays out less than it can afford talividends, it accumulates cash. If a firm doeshwte
good projects (now or in the future) in which teest this cash, it faces several possibilitiegsheBnmost
benign case, the cash accumulates in the firm andvested in financial assets. Assuming that these
financial assets are fairly priced, these investsi@mne zero net present value projects and shaatld n
negatively affect value. However, the firm may fitgklf the target of an acquisition. Financed amt oy

its large holding of liquid assets.

As the cash in the firm accumulates, the managens lme tempted to take on projects that do not meet
their hurdle rate requirements, either to reduee litkelihood of lower the value of the firm. Anothe
possibility, and one fraught with even more darfgethe firm, is that management may decide tothee
cash to finance an acquisition and that such amisitign will result in a transfer of wealth to the
stockholders of the acquired firm. Although manageill argue that such acquisitions make sense from
a strategic and synergistic viewpoint, historydplace with cases of firms that used large casinbak,
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acquired over years of paying low dividends whigmerating high free cash flows to equity, to firanc
takeovers that detract from stockholder value.

Stockholder Reaction

Given the range of possible outcomes describedeahbis not surprising that the stockholders aig
that pay insufficient dividends and do not have8d’” projects put pressure on managers to retusrem
of the cash back to them. In fact, this is the agerthat originally led to the development of thHeee
cash flow” hypothesis. Under this hypothesis, whis described more fully in Chapter 16, managers
cannot be trusted with large cash flows that they spend at their dissertation. Consequently, it is
argued, firms should borrow more and create thensibment to making interest and principal payments,
thereby forcing managers to be more disciplinetheir investment choices. An alternative to takamy
debt is to force firms to disgorge more of thesshdéows as dividends.

Management’'s Defense

Not surprisingly, managers of firms who pay ouslesdividends than they can afford to argue thest t
policy is in the best long —term interests of tirenf They maintain that although the current prbjec
returns may be poor, future projects will be botbrenplentiful and lucrative (in terms of returnghis
argument may work initially when presented, bwtiit become progressively more difficult to sust#in

the firm continues to post poor returns on its @ct§. Managers may also argue that the cash
accumulation is needed to meet demands arising fubune contingencies. For instance, cyclical firms
will often argue that large cash balances are reemlede them over the next recession.

3.3.4 Good Projects and Low Pay Out

Although the outcomes for stockholders in firmshwgoor projects and low dividends payout ratios
range from neutral to terrible, the results maynmre positive for firms that have a better selectd
projects and whose incumbent management has hadtary of earning high returns for the
stockholders.

Consequences of Low Payout

The immediate consequence of paying out less ideinds than is available in free cash flow to ggist
the same for these firms as it is for firms witlopproject choice: the cash balance of the firnmmiaases
to reflect the cash surplus. The long — term effeftcash accumulation are generally much lesstivega
for these firms, however, for the following reasons

1. The presence of projects that earn returns gyréadn the hurdle rate increases the likelihoadl th
the cash will be productively invested in the ldagn.

2. The high returns earned on internal projectsicedoth the pressure and the incentive to invest
the cash in poor projects or in acquisitions.

3. Firms that earn high returns on their projects much less likely to be targets of takeovers,

reducing the need to reduce the cash balance guickl
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To summarize, firms that have a history of takimgpd) projects and that expect to continue to have a
ready supply of such projects may be able to sustgbolicy of retaining cash rather than paying out
dividends. In fact, they can actually create vafuthe long term by using this cash productively.

Stockholder Reaction

Stockholders are much less likely to feel a thteatheir wealth in firms that have historically s¥ro
good judgment in picking projects. Consequentlgytlare more likely to acquiesce when managers in
those firms withhold cash rather than pay it outisTsuggests that, although the free cash — flow
hypothesis has a solid basis for arguing that mensacannot be trusted with large cash balanceseis

not apply equally across all firms. The managersahe firms earn the trust of their stockholders
because of their capacity to deliver extraordinatyrns on both their projects and their stock dorg
periods of time. This discussion helps resolve ttheeoff firms face between satisfying their long-
stockholders force firms with great projects taurettoo much cash too quickly is not based in fact.
Rather, stock older pressure for dividends or stegkirchases is greatest in firms whose projeétsl yi
marginal or poor return, and least in firms whosgqets have high returns.

Management Responses

Managers in firms that have posted stellar recorgsoject and stock returns clearly have a mudieea
time convincing stockholders of the desirability withholding cash rather than playing it out. The
strongest argument for doing this is that the catihbe used productively in the future and earoab
market returns for the stockholders. Not all stat&hrs will buy this argument; however, some will
argue that future projects may be less attrachae past projects, especially when the industryhich

the firm is operating is maturing. For example, snapecialty retail firms, such as the Limited, as
margins and growth rates in the business declined.

Thus far, we have assumed that good returns omegisopnd good returns on stocks go hand in hand.
Although this may be true in general

3.3.5 Poor Projects and High Pay Out

In many ways, the most troublesome combinationiumstances occurs when firms pay out much
more in dividends than they can afford while pagtiess — than —seller returns on their project®séh
firms have problems cannot be solved adequatelyowttaddressing the investment problem.

Consequences of High Payout

When a firm pays out more in dividends than it heailable in free cash flows to equity, it is ciegta
cash deficit. The deficit has to be funded by drgon the firm’s cash balance, issuing stock tcecov
shortfall, or borrowing money to find its dividend$ the firm uses the first approach, it will rexu
equity and raise its debt ratio.

The second approach allows the firm to neutraheedrop in equity created by the excess dividents w
new stock issues; the downside is the issuanceottise¢ stock.
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The third approach forces the firm to increasel@st while reducing equity, accentuating the insecia
the debt ratio. Because the free flows to equityafter capital expenditures, it can be argued tthiat
firm’s real problem is not that it pays out too rmua dividends, but that it invests too much in bad
projects. Cutting back on these projects would dfoge increase the free cash flow to equity and
eliminate the cash shortfall created by payingnaeh in dividends.

Stockholder Reaction

The stockholders of a firm that pays much moreiinddnds than it has available in free cash flow to
equity are faced with a quandary: On the one h#ra; may want the firm to reduce its dividends to
eliminate the need for additional borrowing or égussues each year. On the other hand, the firm’s
record in picking projects does not evoke muchttiugt the management is using funds wisely, aml it
entirely possible that the funds saved by not gayie dividends will be used on other poor projests
well. Consequently, these firms will first haveaddress their investment problems and then cut back
dividends.

It is therefore entirely possible, especially ifettirm is underleveraged to begin with, that the
stockholders will not push for lower dividends bwtl try to get managers to improve project choice
instead. It is also possible that they will pusé titm to eliminate enough poor projects so that filee
cash flow to equity covers the expected dividenghent.

Management Response

The managers of firms with poor projects and dintkethat exceed free cash flows to equity may sbnte
the notion that they have investment problems rath@n dividend problems. They may also disagree
that the most efficient way of dealing with the Iplem is to eliminate some of the capital expendgur

In general, their arguments will mirror those ufgdany firm with a poor investment track recorde th
period used to analyze project returns was noesgmtative; it was an industry wide problem thdt wi
pass; or the projects have long gestation periods.

Overall, it is unlikely that these managers willngmce the stockholders of these good intentions on
future projects. Consequently, there will be a rsggrgoush toward cutbacks in capital expenditures,
especially if the firm is borrowing money to finanthe dividends and does not have much excess deb
capacity.

3.3.6 Good Projects and High Pay Out

The costs of trying to maintain unsustainable dividls are most evident in firms that have a seleao
good projects to choose from. The cash that is paidas dividends could well have been used tosinve
in some of these projects, lending to a much higétern for stockholders and higher stock pricedlie
firm.

Consequences of High Payout
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When a firm pays out more in dividends than it heailable in free cash flow to equity, it is cregtia
cash shortfall. It this firm also has good projeatsilable currently that are not being taken bseanf
capital rationing constraints, it can be argued tha firm is paying a hefty price for its dividepalicy.
Even if the projects are passed up for other resadoan be argued that the cash this firm isngagut

as dividends would earn much better returns fibieéft to accumulate in the firm.

Dividend payments also create a cash deflect that Imas to be met by issuing new stock carries a
potentially large issuance cost, which reduces fiatue. On the other hand, if the firm issues neltd

it might become overleveraged, and this may redatee.

Stockholder Reaction

Rationally, the stockholders’ best option in thése is to insist that the firm pay out less indkvids and
take on better projects. This may not happen, hewe¥ the firm has paid high dividends for an
extended period of time and has acquired stocki®ldé&o value high dividends even more than they
value the firm’s long —term health. Even so, stad#lars may be much more amenable to cutting
dividends and reinvesting the cash in the casharfitm has a ready supply of good projects at hand

Management Response

The managers of firms that have good projects,ambdying out too much in dividends, have to figure
out a way to cut dividends and at the same timferéifitiate themselves from those firms that aréngut
dividends owing to declining earnings. The inisaispicion with which markets view dividend cuts can
be overcome in part by providing markets informatom project quality at the time of the dividend.cu

If the dividends have been paid for a long timewéweer, the firm may have acquired stockholders who
like the high dividends any may not be particulanierested in the projects that the firm has add. If
this is the case, the initial reaction to the dénd cut, no matter how carefully packaged, will be
negative. However, as disgruntled stockholderstBell holdings, the firm will acquire new stocktets
who may be more willing to accept the lower dividerand higher investment policy.

4.0 CONCLUSION

In this unit, we expanded on many of the conceptoduced in the previous one and developed a
general framework for analyzing dividend policy.relewe emphasized the link between investment,
financing, and dividend policy by noting that firmsth a history of talking on good projects and the
potential for more good projects in the future asgunuch more control over their dividend policy. |
particular, they can pay much less in dividends tieey have available in cash flows and hold oth&o
surplus cash, because stockholders trust thenvéstinhe cash wisely. In contrast, stockholderf&rins

with a history of poor project choice may be muessl sanguine about retention of cash, because of th
fear that the cash will be invested in poor prgect

Some firms set dividends based on the actions mpeoable firms. We examined an analysis based on a
narrow definition of comparable firms. We examinad analysis based on a narrow definition of
comparable firms (firms in the same line of bus&)esnd one based on a broader definition. (The
determinants of dividend policy were examined i éintire population).
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There is one point worth reemphasizing here. Is thapter, we have developed a framework designed t
answer the question of how much cash should beneduto stockholders. Although dividends may be
the most widely used approach to returning castidckholders, alternatives are available to mosidi
Some of these alternatives are examined in theaheyiter.

5.0 SUMMARY

Some firms set dividends based on the actions mipapable firms. (Firms in the same line of busihess

and one based on broader definition. (The detemsnaf dividend policy were examined in the entire

population). In this unit, we have developed a eamrk designed to answer the question of how much
cash should be returned to stockholders. Althougldehds may be the most widely used approach to
returning cash to stockholders, alternatives aedl@e to most firms.

6.0 TUTOR MARKED ASSIGNMENT

Assume that you are a stockholder in a firm that Ih@d a good history of project choice but has also
accumulated a substantial amount of cash. Whatsanee actions that would lead to reassess your
willingness to allow the firm to retain cash movitogward?
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1.0 INTRODUCTION

Most firms, of course, desire growth in order toger, not just to survive. Organizational growth,
however, means different things to different orgations. Indeed, there are many parameters a cgmpan
can select to measure its growth. The most meauyagtistick is one that shows progress with resfmect
an organization's stated goals. The ultimate gbalast companies is profit, so net profit, reverag]

other financial data are often utilized as "botttime-' indications of growth. Other business owners,
meanwhile, may use sales figures, number of empkyghysical expansion, or other criteria to judge

organizational growth.

2.0 OBJECTIVES

At the end of this lesson, you should be able to:

YV V VYV

Explain the meaning of organizational growth.
Explain the ways in which organizations achieveagho

Explain the problems encountered with organizatignawth.

Explain the steps to effective organizational grawt
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3.0 MAIN CONTENT
3.1 Meaning of Organizational Growth

Growth is something for which most companies, lamgsmall, strive. Small firms want to get big, big
firms want to get bigger. Indeed, companies hawgow, observed Philip B. Crosby, authorTdfe
Eternally Successful Organizatictif, for no other reason than to accommodate tlecimsed expenses
that develop over the years. Inflation also rateescost of everything, and retaliatory price iases are
not always possible. Salaries rise as employeessgauiority. The cost of benefits rises becaudbeif
very structure, and it is difficult to take any kaparticularly if the enterprise is profitable.drefore cost
eliminations and profit improvement must be conddain a continuing basis, and the revenues of the
organization must continue to increase in orddéartmdenthe base."”

Growth is something for which most companies simegardless of their size. Small firms want to get
big, big firms want to get bigger. Indeed, comparihiave to grow at least a bit every year in order t
accommodate the increased expenses that developirage With the passage of time, salaries increase
and the costs of employment benefits rise as \Egkn if no other company expenses rise, these dsb ¢
areas almost always increase over time. It is lndys possible to pass along these increased tsts
customers and clients in the form of higher pri€éasnsequently, growth must occur if the business
wishes to keep up.

Organizational growth has the potential to provsdell businesses with a myriad of benefits, incigdi
things like greater efficiencies from economiesadle, increased power, a greater ability to watidt
market fluctuations, an increased survival rateatgr profits, and increased prestige for orgaioizat
members. Many small firms desire growth becauseséen generally as a sign of success, progress.
Organizational growth is, in fact, used as onedattir of effectiveness for small businesses a@ad is
fundamental concern of many practicing managers.

Organizational growth, however, means differemigbkito different organizations. There are many
parameters a company may use to measure its gr8wite the ultimate goal of most companies is
profitability, most companies will measure theiogth in terms of net profit, revenue, and other
financial data. Other business owners may use btiedollowing criteria for assessing their growth
sales, number of employees, physical expansioress®f a product line, or increased market share.
Ultimately, success and growth will be gauged by ell a firm does relative to the goals it hasfeet
itself.

3.2Ways in which Organizations Achieve Growth
Many academic models have been created that degsstble growth stages/directions of a company. Six
of the most commonly used methods for creatingraegdéional growth within a small business are
discussed below.
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1. Joint Venture/Alliance—This strategy is particularly effective for smalfems with limited
resources. Such partnerships can help small bigssaesire the resources they need to grapple waith ra
changes in demand, supply, competition, and otetofs. Forming joint ventures or alliances givies a
companies involved the flexibility to move on tdfdrent projects upon completion of the first, or
restructure agreements to continue working togethgocontracting, which allows firms to concentrate
on those aspects of their business that they dpibessometimes defined as a type of alliance
arrangement (albeit one in which the parties ingdlgenerally wield differing levels of power). Join
ventures and other business alliances can injetigra with new ideas, access to new technologmss,
approaches, and new markets, all of which can theljinvolved businesses to grow. Indeed, establishi
joint ventures with overseas firms has been hakdne of the most potentially rewarding ways for
companies to expand their operations. Finally, sbmes realize growth by acquiring other companies.
2. Licensing—A firm may wish to expand and grow by licensirgynhost advanced technology.
This course of action is often recommended to fiwith their own proprietary technologies because
competitors will likely copy whatever a company d®ps at some point. Licensing is one method that
can be used to maximize the benefit that a firmgaan from its technology. It is also a way to gtia
resource to fund future research and developméntef
3. Sell Off Old Winners—Some organizations engaged in a concerted effagtdw divest
themselves of mature "cash cow" operations to fecusew and innovative lines of products or service
This option may sound contradictory, but analyste that businesses can command top prices for such
tried and true assets. An addendum to this lirtioking is the divestment of older technology or
products. Emerging markets in Latin America andi&asEurope, for instance, have been favorite glace
for companies to sell products or technology tlwatomger attract high levels of interest in the tadi
States. These markets may not yet be able to dHiogd quantities of state-of-the-art goods, battban
still benefit from older models.
4, New Markets—Some businesses are able to secure significaahimagional growth by tapping
into new markets. Creating additional demand fima's product or service, especially in a market
where competition has yet to fully develop, canrgghenomenal growth for a small company, although
the competitive vacuum will generally close veryolfly in these instances. In the last ten years)yma
small firms have turned to an online marketing pneg as a tool for reaching beyond their traditiona
markets. For those who do not yet market and sdith@, this is one area that may be explored.
5. New Product DevelopmentCreation of new products or services is a prinmeghod by which
companies grow. Indeed, new product developmeheisinchpin of most organizations' growth
strategies.
6. Outside Financing—Many small companies turn to outside financingrees to fund their
expansion. Smaller private firms search for capitah banks, private investors, government
agencies, or venture capital firms.
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3.3 Problems Encountered with Organizational Graith

Organizational growth has obvious upsides. It splyscreation. It creates a stimulating and exgitin
environment within a firm. It creates opportunitfes the business founder and others in the company
become wealthy. Organizational growth also has dades. \WWhen growth is too rapid, chaos can prevail.
In such a situation a company may see increased bat a drop in profits. A business may outgrosv th
skills of its leader, its employees, and its adw@sall those involved are likely to become strekeat

trying to keep up with the demands of expansion.

Small business owners seeking to guide their orgdions through periods of growth—whether that
growth is dramatic or incremental—must plan to de#h both the upsides and downsides of growth.
When a firm is small in size, the entrepreneur Whmded it and usually serves as its primary Sgiate
and operational leaders can often easily directraoxitor the various aspects of daily businessuich
an environment, the business owner and founderrstaaa the personalities within the firm, the
relationships that each has with others in the @mpas well as with suppliers and customers.
Organizational growth, however, brings with it aevitable dilution of that "hands-on" capabilityhie
the complexity of various organizational tasks dtaneously increases. As small organizations gsmw,
to do the complexities of managing the organizatidrere are ways of reducing the complexity by
delegating responsibility and installing betteredsystems but there is no way of avoiding it altoge

Most entrepreneurs who are fortunate enough toreequee growth soon discover that success as a
business owner doesn't mean you have arrived andaa sleep at night. Expanding a company doesn't
just mean grappling with the same problems ongelascale. It means understanding, adjusting @, an
managing a whole new set of challenges. It ofteamaduilding and managing a very different sort of
business. Organizational growth almost always pted@ company that's much more complex—one that
needs a much more sophisticated management tedronarthat may well need a new infrastructure.

Organizational growth, then, may well require axmplanning, effort, and work as did starting a
company in the first place. Small business ownaes fa dizzying array of organizational elements tha
have to be revised during a period of growth. Mamhg effective methods of communications with and
between employees and departments, for examplep®eever more important as the firm grows.
Similarly, good human resource management praetiée@sn hiring to training to empowerment—have
to be implemented and maintained. Establishingieapdoving standard practices is often a key element
of organizational growth as well. Indeed, a smaBibess that undergoes a significant burst of growt
will find its operations transformed in any numioéways. And often, it will be the owner's advance
planning and management skills that will determiinether that growth is sustained, or whether iralern
constraints rein in that growth prematurely.
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3.3 Steps to Effective Organizational Growth

| believe that any person that wants to grow piteglly and any leader that wants to grow their
organization need also to be working on their owrspnal development first and foremost.But
organizational growth is quite different from pamabgrowth. With personal growth you only have one
person to be concerned about: you. With an orgaaizgou must be concerned with several others, the
number depending on how big your organization isl&#nost executives look at organizational growth
as the big decisions, it really happens in the kdasl to day decisions. Growth is a step by steggss
and it rarely happens overnight. Therefore, in ptddoe committed to organizational growth, the kma
day to day stuff needs to be analysed, taken imgideration, and developed to create a growtmtate
atmosphere.

In his book Developing the Leaders Around Ypdibhn Maxwell gives us tequestions to ask
concerning Organizational Growth:

Has the organization made a specific commitmegtaav and develop people?

Is the organization willing to spend money to depe¢mployees’ growth?

Is the organization willing to make changes to kiteglf and its people growing?

Does the organization support leaders willing t&enthe difficult decisions necessary for
people’s personal growth and the growth of the oiggion?

Does the organization place and emphasis on productther than position or title?
Does the organization provide growth opportunitegsts people?

Do organizational leaders have vision and shastlit their people?

Does the organization think big?

Does the organization promote from within?

10 Are there other leaders in the organization williagpay the price of personal sacrifice to insure
their growth and the growth of others?

PwbdE

© NGO

Is your organization committed to the growth and deelopment of its employees?

If there is no effort on internal employee devel@mtand growth, how in the world can a businesddea
expect the company to grow? Employees are theagtasset any business has. Without them the
product or service you sell won't get sold. Withtdutm the strategies that make things happen siyooth
won't happen at all. If nobody is given time to grthen the business itself won’t have opporturaty t
grow. With that said, you can learn a lot aboutaieremployees who are given, yet do not accept,
growth opportunities. Keep too many of these engxsyaround and the business won’t grow either.

Does your company spend money to develop its empéms?
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No, salaries don’t count! Growth does cost, butlfio& of growth costs even more. You must be wgllin
to invest in your employees’ growth. Let them atk@nseminar of their choice once per year, orat th
very least go to a yearly seminar together. Engithem to read and buy the books they need to
develop and hone their skills. Honestly, employge costs too, so if you want to benefit fromithei
own growth, be willing to shell out some bucks itoyourself.

Is your company willing to make changes to keep thgs growing?

Just because it's always been done that way ia malid reason to continue to do it that way. Glowt
requires change and if you want your people to growmust be willing to accept the changes thatiocc
as a natural part of that. Some changes won't bg, &at they will all be for the better.

Do you support leaders that make tough decisions?

Organizational growth will often require some ditfit decisions to be made. A company committed to
growth needs to be committed to the leaders thaerttee decisions that cause growth. Not all of¢hos
decisions will pan out to be the right ones, bwytifi come down on the leader that makes a wrong
decision for the right reason, they’ll be less wdlto try and make the right decision the nexetiind
that may ultimately be the very decision the conypageds to move ahead.

Does your company emphasize production rather thaposition or title?

Position and title are meaningless if there is rampction happening. It doesn’t matter how higtoov
anybody is on the food chain, the goal of a businegroduction for profit. If positions matter théhat’s
all anybody will want. If production matters moteeh everybody will be satisfied so long as proaurcti
is good.

Does the organization provide growth opportunitiedor its people?

If your employees see an opportunity for growtheslthat get squashed or encouraged? Are you too
afraid of losing man hours to allow for employeewth opportunities? Don’t be. Encourage growth and
look for ways to provide additional opportunitiésit the team may not have found themselves.

Do you share the company’s vision with everyone?

People want to feel good about the company thek Wwaor One of the easiest ways to achieve thai is t
make sure that the company’s goals and visiona@renly made available, but shared with the
employees. | have my company’s five year plan mbetethe wall. The employees can review that at any
time and walk away with a sense of purpose andfabpelelight in what they do and what company

they work for.
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Does the organization think big?

Most businesses never really reach their potebéehuse the people at the top are not thinking big
enough. If you think small, you'll stay small. [by think big you’ll find a way to grow big.

Does the organization promote from within?

Nobody likes the feeling of being stuck in a dead pb. They want to feel like their role in thengpany
has a purpose and meaning. One of the best waysvale that is to ensure that the team realizas th
they have the opportunity to advance both in péesl knowledge, tasks, and position. Always be
looking for what interests your team members thetraad try to move them into the roles where they
are most productive.

Are leaders in your company willing to sacrifice fo the growth of the company and others?

True leaders sacrifice. They do it for their famslj their companies, and fellow coworkers. If yanwo
know the true leaders in your organization, findsih that sacrifice something for a team member.
Building a better company means finding peopleimglto put their own interests on hold for a time i
order to advance the interests of those around.them

Developing a company means much more than jushbavplan and going with it. It means having a
team that is both willing to grow and given the ogpnity to grow. How much you grow your company
is determined by how willing you are to do whatikes to make growth happen.

40 CONCLUSION

Organizational growth has the potential to provsdell businesses with a lot of benefits, including
things like greater efficiencies from economiesadle, increased power, a greater ability to watidt
market fluctuations, an increased survival rateatgr profits, and increased prestige for orgaioizat
members. However, organizational growth is whatyweganizations which to achieve and this unit has
discussed to an extent how that can be achieved.

5.0 SUMMARY

In this unit, we have been able to explain orgaiopal growth using, its meaning, how it can be
achieved, problems faced when trying to achievevtir@nd the various steps that can be taken when
trying to achieve growth.

6.0 TUTOR MARKED ASSIGNMENT

1. List the various steps to organizational growth.
2. How can organizational growth be achieved?
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3. What challenge can be faced in trying to achiegawoizational growth?

7.0 REFERENCES/FURTHER READING

Lipton, M. Guiding Growth: How Vision Keeps Companies on Ceautarvard Business School Press,
2003.

Roberts, JThe Modern Firm: Organizational Design for Perfornt@ and GrowthOxford University
Press, 2004
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1.0 INTRODUCTION

Firms merge with or acquire other firms for a numbkreasons. In the 1960s and 1970s, firms such as
Gulf and Western, and ITT built themselves into glomerates by acquiring firms in other lines of
business. In the 1980s, firms such as time, Beatand RJR Nabisco were acquired by other firmesy th
own management or wealthy raiders who saw potemsihle from restructuring or breaking up these
firms. Through time, firms have also acquired orgeéd with other firms to gain the benefits of syger
either in the form of higher growth, as in Disnegtxjuisition of Capital Cities, or lower costs.

2.0 OBJECTIVES
At the end of this lesson, you should be able to:
> Explain how widely used is synergy as a motive doquisitions? What are the different forms
synergies can take? How should synergy be valued?
> Explain if diversification is a good motive for agsition.
» Explain what is the value of controlling a firm?washould the value of control be estimated?
» Explain what the empirical evidence tells us alibetprices paid in acquisitions and the motives
for such acquisitions?
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3.0 MAIN CONTENT

3.1 Classification of Acquisitions

There are a number of ways in which one firm cajuae another. In a merger, the boards of direatbrs
two firms agree to combine and seek stockholdercyap for the combination. In most cases, at least
50% of the shareholders of the target and the bglfirm have to agree to the merger. In a purcludise
assets, one firm acquires the assets of anothtbgugh a formal vote by the shareholders of the fir
being acquired is still needed. In a tender offaee firm offers to buy the outstanding stock @& tther
firm at a specific price and communicates this rofifeadvertisements and mailings to stockholdess. B
doing so, it by passes the incumbent management@ard of directors of the firm. Consequently, &nd
offers are used to carry out hostile takeovers.

Tender Offer: This is an offer to buy the existing shares of enpany at a specified price, with the
intent of taking over the company.

Another difference between mergers and tenderofethat, in a merger, the acquired firm oftensesa

to exist as a separate entity after the acquisitioa tender offer, the acquired firm will contento exist

as long as there are minority stockholders whoseefio tender. From a practical standpoint, however,
most tender offers eventually become mergersegifitquiring firm is successful in gaining contrbtloe
target firm.

3.2  Motives Behind Acquisition

A number of motives have been proposed for acquist The simplest rationale is undervaluationat th
firms that are undervalued by financial marketdatree to their true value, will be targeted for
acquisition by those who recognize this anomaly.othar rationale, used widely to explain the
significant premiums paid in most acquisitionssysergy, which refers to the potential additionalue
from combining two firms, either from operationalfmancial sources? Yet another explanation igtas
on a market for corporate control, in which poarignaged firms are taken over and restructured éy th
new owners, who lay claim to the additional valemally, it has been suggested that managerial-self
interest and hubris are the primary, though undtagasons for many takeovers.

Synergy: This is the increase in value from combining twom into one entity; that is, it is the
difference in value between the combined firm dreldum of the individual firm values.
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3.3  Historical Perspective of Mergers and Acquisition

Merger and takeover activity in the United Statas bccurred in waves, with difference motives behin
each wave. The first wave occurred in the early pathis century, when companies like U.S. Stewl a
Standard Oil were created by acquiring firms withmindustry with the explicit objective of domiimeat
these industries and creating monopolies. The ska@ve coincided with the bull market of the 1920s,
at which time firms again embarked on acquisitiaasa way of extending their reach into new markets
and expanding market share. During this period)ditike General Foods and Allied Chemical came into
being. The third wave occurred in the 1960s and48vhen firms such as Gulf and Western focused on
acquiring firms were acquired primarily with thetént of restricting the firms. In some cases, the
acquisitions were financed heavily with debt andevmitiated by the managers of the firms being
acquired. This wave reached its zenith with theuation of RJR Nabisco, but wanted toward the ehd
the decade, as deals became pricier and it becamedfficult to find willing lenders.

Interestingly, merger activity seems to increasgeaars in which the stock market does well, whgh i
counter to what one would expect if the primary inefor acquisitions were undervaluation. Mergers
involved oil companies, whereas the focus shiftetbod and tobacco companies in the latter hathef
decade and shifted again to media and financiglcgefirms in the early 1990s.

3.4  Empirical Evidence on Value Effects of Takeovers

Substantial empirical evidence exists concernirggetiects of takeovers on the value of both thgetar
and bidder firms. The evidence indicates that tioekfiolders of target firms are the clear winners i
takeovers —they earn significant excess return®nlgtaround the announcement of the acquisitians b
also in the weeks leading up to it. Jensen and &uED83) reviewed 13 studies that look at abnormal
returns around holders in successful tender oHas 20% to target stockholders in successful msrger
Jarrell, Brickley, and Netter (1988) reviewed tesuits of 663 tender offers made the 1970s, and 30%
between 1980 and 1985. Many of the studies repouna-up in the stock price prior or the takeover
announcement; this finding suggests either a verggptive financial market or leaked information
above prospective deals.

Some attempts at takeovers fail, either becauséitdng firm withdraws the offer or the targetnfir
fights it off. Bradley, Desai, and Kim (1983) anadyl the effects of takeover failures on target dirane
taken over within 60 days of the first takeovelifg, earning significant abnormal returns (50%68%6).

The effect of takeover announcements on bidder $itmek prices is not as clear cut. Jensen and Rubac
report abnormal returns of 4% for bidding firm dtbolders around tender offers and no abnormal
returns around mergers. Jarrell, Brickley, and &einh their examination of tender offers from 1962
1985, note a decline in abnormal returns to biddimg stockholders from 4.4% in the 1960s to 2% in
the 1970s to -1% in the 1980s. Other studies ardi@cinnouncement of takeovers; thus, shareholders
may be skeptical about the perceived value ofdkedver in a significant number of cases.
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When an attempt at a takeover fails, Bradley, Desad Kim (1983) report negative abnormal returins o
5% to bidding firm stockholders around the annoommet of the failure. When the existence of a rival
bidder in figured in, the studies indicate sigrafit negative abnormal returns (of approximately 836)
bidder firm stockholders who lose out a rival biddéthin 180 trading days of the announcement amd n
abnormal returns when no rival bidder exists.

4.0 CONCLUSION

Valuing a firm for a takeover is not an easy tdskaddition to all the complexities associated with
standard valuation, other roadblocks have to betagd before arriving at a final answer. Thetfiss

the effect of synergy, assuming it exists and cardéscribed in sufficient detail to be built inteet
valuation. The second is the impact on value ofagament changes the firm: the potential increase in
value is much larger for badly managed firms. Tiedtis the effect on value of managed firms. The
third is the effect on value of additional leveralgat may be taken on, to finance a takeover.

5.0 SUMMARY

The entire question of valuation in takeovers enfed by the strong biases in the process to justify
decisions that have already been made. The useultiples and comparable firms provides plenty of
opportunity for biases to enter the process. Rratlalysts doing a valuation for a takeover dohsote

the luxury of drawing on the law of large numberdail them out, unlike portfolio managers, who can
choose to create portfolios of undervalued firmg hope that, on average, they come out ahead.

6.0 TUTOR MARKED ASSIGNMENT
1. In a merger of two firms — one with excess cash/ppmwjects, and the other with great
projects/cash shortages — which firm will get #ugér share of the synergy benefits? Explain
2. Which of the three types of mergers is most likelgpark government intervention or regulation,
and why?

7.0 REFERENCES /FURTHER READING

Ross S.A et al (2006), Fundamental of Corporatariaa, USA: Mc Graw — Hill Inc.
Damodaram A. (1997), Corporate Finance: TheoryRuadtice, USA: John Wiley and Sons Inc.
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1.0 INTRODUCTION

The principles of corporate finance do not changt pecause a project is a ‘foreign project’, acduse

the financing of such project is in a different remcy. A good project is always one greater than th
hurdle rate; using debt makes sense only if tha ins excess debt capacity, and dividends should be
paid only if there are surplus cash flows. Ceriagues relating to investment, financing, and chwidl
decisions are specific to nondomestic projects,dvan

2.0 OBJECTIVES
At the end of this lesson, you should be able to:
» Say what the determinants to changes in currerieg ee.
» Explain how determinants can be used in forecastipgcted cash flows in another currency and
converting these cash flows into domestic currency?
» Explain if investment analysis of foreign projedte done in local currency or in the firm’s
domestic currency?
» Explain what political and regulatory risk is assted with non-domestic projects, and how is the
risk built into the analysis?
» Explain when raising funds for nondomestic produatsat are the determinants of the details of
this financing?

3.0 MAIN CONTENT
3.1  Why Currency Rates More

One source of risk unique to international projestexchange rate risk. A company may find its cash
flows augmented or depleted by movements in exahaaigs over time.
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Exchange Rate Risk:This is the uncertainty created in expected chshsfin a domestic currency, as a
result of unanticipated changes in currency rates.

Sport Rates and Forward Rates

Before we examine the theories on why exchange rateve over time, it is important that we define a
few terms. The sport rate for a currency is theenirrate at which that current can be convertéal in
another one. For example, a spot rate of $0.6%5@eatsche mark (DM) indicates that one deutsche mark
can be converted into $0.65 in the marketplaceytottathe case of most currencies today, these spot
rates are set by financial markets and are detexriy demand and supply: thus, they are floatitesra
The spot rates for some currencies, however, drbysthe governments; these rates are known ad fixe
rates. If governments err in setting these rateshey to do, they must either lower of raise thases to
realistic levels, thereby producing currency desabns and revaluations.

Spot Rate: This is the current rate at which one currencylmaeonverted into another one.

Floating and Fixed Exchange RatesFloating exchanges rates are set by demand andyswdpereas
fixed exchange rates are set by governments.

Frequently, firms or individuals enter into contisato exchange currencies at a future date at théds
are set at the time of the contracts. These cdsteae called forward contracts; the key distindiare
that futures contracts are standardized in termgnds and delivery dates, and that the partiethéo
contact are forced to settle their differences edeyy rather than waiting for the final expiratidate.
Because they are traded on exchanges, the fufnies’is determined by demand and supply, but shoul
be closely related to the forwards’ price.

Forward contact (price): This is a contract to buy or sell a currency &ked price (called the forward
price) sometime in the future.

Finally, exchange rates can be stated in termgluérethe number of units of domestic currency teat

be received for a unit of the foreign currency,vare versa. For instance, the exchange rate between
dollars and deutsche marks can be stated eitherSnterms ($0.65 per DM) or European terms (1.54
DM per $).

3.2  Exchange Rate Risk

It should be clear from the preceding section éxahange rates do move over time and that sonteeof t
change is unanticipated and has nothing to do fartdamentals.

As a consequence, there questions arise:

1. What are the types of risk to which a firm may kpased as a result of changing exchange rates?
2. To what other types of risk may a firm be exposeda consequence of its international operations?
3. Should firms try to manage or minimize these risks?

Decomposing Exchange Rate Risk
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When a firm owns assets or has projects that coeesie flows in a foreign currency, changes in ergka
rates can affect the values of these assets afecfs:oExchange rate risk is viewed and measureg ve
differently by accountants and financial economiatzounting rules are designed to measure theteffe
of exchange rate changes on current income anbdble values of assets and liabilities on the baanc
sheet, whereas economists are much more intergstheé effects of exchange rate changes on future
cash flows and the resultant effect on the valugefirm.

Translation exposureFrom an accounting standpoint, the risk of changxchange rates is captured in
what is calledranslation exposurewhich is the effect of these of foreign operatifmosn the foreign to
the domestic currency, two issues need to be agkette3 he first relates to whether all financiatesteent
items that are in a foreign currency should besieted at either the current exchange rate orateethat
prevailed at the time of the transaction. The sdderwhether the profit or loss that is created ntiee
exchange rate adjustment is made should be treatedprofit or loss in the current period or deferr
until a future period.

Translation Exposure:This is the effect of changing exchange rates ercthrent income statement and
balance sheet of a company.

The accounting standards in the United States atiffgrent rules for translation, depending on vileet
the foreign entity is a self — contained unit, imieh case thdunctional currency is the foreign
currency, or a direct extension of the parent comgpan which case the functional currency is th& U.
dollar. For the first group, FASB 52 requires thhtof an entity’s assets and liabilities be cotedrinto

the parent’s currency at the prevailing exchange. rBhe increase or decrease in equity that ocxsis
consequence of this translation is captured asnamalized foreign exchange gain or loss and witl no
affect the income statement until the underlyingeés and liabilities are sold or liquidated. Foe th
second group, only the monetary assets and liasilhave to be converted, based on the prevailing
exchange rate, and the net income is adjustedif@alized translations gains or losses.

Functional currency: This is the currency in which all assets are dagnatad and income is measured.

Translation exposure matters from the narrow stamdpof affecting reported earnings and balances
sheet values. The more important question, howevevhether investors view these translation change
as important in determining firm value or whethleeyt view them as risk that will average out across
companies and across time. The answers to thestianseare mixed. In fact, several studies sugiest
earnings effects caused by exchange rate changemtdmfluence the stock prices of firms. These
findings add credence to the belief that investes translation risk as diversifiable and do netrcand

a premium for it.

Economic exposur&Vhile translation exposure is focused on the edfexftexchange rate changes on

financial statementgconomic exposureattempts to look deeper at the effects of sucimgbs on firm
value. These changes, in turn, can be broken datentwo types. Transactions exposure looks at the
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effects of exchange rate changes on transactiahprafects have already been entered into andatieat
denominated in a foreign currency. Operating exposiweasures the effects of exchange rate changes ol
expected future cash flows and discount ratestand, on total value.

Economic ExposureThis is the effect of changes in exchange ratehewalue of a firm.

Shapiro (1990) presents a time pattern for econexposure, in which he notes that firms are exptsed
exchange rate changes at every stage in the prdeessdeveloping new products for sale abroad to
entering into contracts to sell these products &itimg for payment on these products. To illustrate
weakening of the U.S. dollar will increase the cetitipn among firms that depend on export markets
and increase their expected growth rates and veloide hurting those firms that need imports asuisp

to their production process.

Political and Regulatory Risk

Firms that operate in politically stable domestiarkers often fear overseas expansion, becausesof th
increased political risk that may be associateth wiierating in a politically less stable environtndine
political risk can take many forms, ranging fronodidy revolutions (e.g., the existing government is
overthrown) to more limited changes (e.g., the d®&sis and regulations are rewritten as a conseguen
of a political shift). The effects on the firm calso extend from expropriation, whereby the firmassets
are seized with no compensation, to a reducti@xpected cash flows as a result of changing laws.

Argued that the difference between the more stabbmomies, such as the United States, and leds stab
ones, such as some of the emerging markets su@raad and Indonesia, is merely one of degree.
Although the existence of political risk cannot thsputed, the measurement of political risk isl stil

extremely subjective.

Another risk firms face when they venture out oéithdomestic markets is the risk of operating in
unfamiliar terrain, with different regulations aadltures. If ignored, these differences can endasgting

the firm.

Managing Exchange Rate and Other Risk

As the preceding section illustrates, exchange chtanges affect not only current income but also th
value of the firm. In addition, a firm may be expdgo political and regulatory risk as it takespoojects

in other countries. The follow up questions theadmee:

1. Should firms try to manage or minimize their expesto exchange rate, political, and other risk?
2. If they decide to do so, what products are avalablhelp them hedge this risk?

Any time a firm enters into a transaction that esgmit to cash flows in a foreign currency, itxpased
to exchange rate risk. If the firm ventures intdwest countries, it creates additional political and
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regulatory risk for itself. The manager can leale firm exposed to these risks, or the manager can
hedge the risk, using a variety of financial instants. This choice cannot be made without consideri
the following factors.

1. Stockholder Composition: For stockholders to be able to diversify away threifjn exchange risk
that flows through to firms, they must be interaaglly diversified. Thus, an investor who holds
Siemens and GE in the same portfolio may not bectftl much by movements in the $/ DM
exchange rate, because of offsetting change effectdis or her investments. If a firm’'s
stockholders fit this profile, hedging exchange nask becomes much less of a priority. If, on the
other hand, the stockholders in a firm are notriveggonally diversified, a much better argument
can be made for diversifying exchange rate risk.

2. Diversfication across Countries. Some companies accomplish a diversification ofifeerént
kind, because they have economic exposures in mamgncies. To illustrate, Citibank, with
operations in more than 90 countries, is lessyikelbe concerned about hedging the exchange
rate risk than, say, WalMart, whose only internagicdnvestments are in Mexico.

3. Cost of Hedging Risk: Hedging foreign exchange risk exposure is cheapesome currencies
than in others and for shorter periods than foigéwnones. Other things remaining equal, the
greater the cost of hedging risk, the less likéign$ will be to hedge. In terms of the types of
exposure described above, firms are much morenedlio hedge translation and other short —
term exchange rate risk exposure, because of thedst of hedging. They are less inclined to
hedge long-term exchange rate risk exposure aniticablrisk, because the hedges are more
difficult and much more expensive to acquire.

In summary, firms with limited foreign operationgirparily domestic investors and short —term
transactions exposures are likely to gain the rbgshedging. Firms with farflung foreign operations,
internationally diversified investors, and long rAteexchange rate risk exposures or political risk
exposure should be much more cautious about hgdagat risk.

In closing, it is worth pointing out that firms Wwalways be exposed to the expected changes iraageh
rates; it is only the unexpected component of thenges that is being hedged away. To illustratiyeif
Home Depot opens a store in Mexico, and the exdeat@ual inflation rate is 40% higher in Mexico
than in the United States, the firm should exphet jeso to depreciate about 40% a year. The actual
exchange rate change may be very different formalbeu of reasons, however; among other factorsether
may be political upheaval, and the actual inflatrate differential may turn out to be much higher o
lower than the anticipated 40%. It is this compdrarihe exchange rate change that can be hedgegl us
forward, futures, or options contracts.

3.3 Investment Analysis of foreign projects
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Regardless of whether the project is domestic mido, the decision of whether or not to take a new
project remains grounded in the expected cash feovdshurdle rates for that project. That said,dlese
unique issues that are associated with analyziogegts with cash flows in currencies other than the
firm’s domestic currency and that are based irffar@int country.

Estimating Cash Flows

In the earlier chapters on capital budgeting, westered several examples of project analyses inhwh
we estimated the cash flows in non — domestic oores for projects follows many of the same steps,
the analyst has to answer two key questions duiltiegestimation process. The first relates to the
currency in which the analysis is to be done; thdlows can be estimated in either the domestilbed
foreign currency. If the cash flows are can benestied in the domestic currency, the exchange esed

be forecast for future years and used to convereitpected cash flows. The second question refates
how the cash flows should be adjusted to refleditipal risk and other constraints that are asseda
with operations in a different country. For instancome countries have strict restrictions on cash
withdrawals from projects taken within their jurisiibn; such restrictions have to be built into dash —
flow estimates on the project.

Exchange rate forecast$:rom a purely mechanical standpoint, the only aoithtl input needed for the
estimation of cash flows of foreign projects is #pected exchange rate. In making these estimates.
firms should draw heavily on the purchasing powad anterest rate parity theorems outlined earler i
the chapter, where we noted the relationship anexapange rate changes over time, differences in
inflation, and differences in interest rates. Thibasic approaches can be used to obtain thesergeha
rate estimates for future periods:

1. If forward or futures contracts are traded, anaveod (or futures) rates are available for the diféhe
project, the forward rates can be used as predictothe expected spot rates. This is, by farntbet
straightforward approach, because it requires timason on the part of the firm. The key problem,
however, is that even when futures contracts adett, they are available for shorter time periods,
say, up to two or three years, whereas typicalggtsjhave much longer lifetimes.

2. When futures rates are not available for longeetimorizons, the international fisher effect can be
used to estimate expected spot rates in the fufinis, of course, requires the existence of lormgmt
bond markets in both economies, where interess$ e be observed and used in the estimation.

3. When long-term interest rates are not availablenia of the two countries, the final option is tawlr
on purchasing power parity. This requires estingagpected inflation rates in both countries for
long periods and then using these rates to artiex@ected spot rates. Consequently, it is inhbrent
more time consuming and noisy than the first twprapches.

Some firms use forecasting services to obtain enxgghaate forecasts. Several studies have compaeed t

forecasts from these services to those obtained the parity theorems; they conclude that theneois

evidence that the services outperform simple machbforecasts, especially in the long term.
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A simple solution to this estimation problem maytbeestimate all cash flows in the foreign currency
but, as we will see in the next section, the exgeathange in exchange rates will then have to be
reflected in the discount rate.

3.4  Valuation

The final issue we will examine in this chapterthe effect of a firm’s international operations its
value. Because valuation can be considered an saterof capital budgeting, many of the same
principles apply. The expected cash flows to a fioneign operations be forecast first and then eded
using expected exchange rates. Because the tstafloavs from foreign operations can be viewedhas t
cash flows from a portfolio of foreign projects,eoadvantage analysts have while doing valuation, as
opposed to a single capital budgeting projecth# forecast errors in exchange rates may average o
especially if the firm has projects in a large nembf countries. The discount rate used to obtae t
present value can be adjusted for diversificatiendbits (which will push it down) and for exchamrgée
and political risk (which will push it up), takinigto account the magnitude of the foreign operation
relative to firm value.

To illustrate, the valuation of Boeing in Chapt8r\as based on estimated cash flows in dollar tewmds

a dollar discount rate. In reality, more than 50#@Boeing’s revenues in future years will come from
sales overseas, which will expose Boeing to exobhaatg and also political risk in foreign countréexl
provide international diversification benefits. Thgpected growth rate in Boeing’'s earnings and the
discount rates used should reflect these effedsx&hange rates move from period to period, theahc
earnings reflect may deviate from the expectediegsn even if all the other assumptions hold; these
privations should partially average out over thegltime horizon that is used in valuation.

If stockholders are well diversified internatioryalthey will not demand an extra premium for thgky
and discount rates will not need to be adjusteterAdtively, if stockholders are not well diversdi and
they perceive the exchange rate risk as a marglet molders are not well diversified, and they pare
the exchange rate risk as a market risk, the digc@ie can be adjusted upward to reflect the emtdit
exchange rate risk. In the case of Boeing, we waulgie that the first view is the more realistie ofor
it has always depended on overseas sales andstaatially held by institution.

There is some evidence that there is still a “hdmas” in the portfolios held by individuals, wiedry
domestic holdings in portfolios exceed what theguwti be, given that a truly diversified investorlwi
hold investments from around the world, in propmrtio their market value. As long as this home bias
exists, a risk premium will probably be associatéth overseas expansion and the exchange rate risk
that accrues to firms.

4.0 CONCLUSION

As the international operations of firms expands itvorth remembering that the principles of cogter
finance continue to hold. In this chapter, we miw@efollowing points.
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Exchange rates will move over time, partly becanfsghifts in fundamentals, such as interest ratek a
inflation rates, and partly because of other fagteuch as speculation, and central bank intexwenti
When exchange rates move, firms that are exposeddo flows in foreign currencies will be affected,
creating additional variability in the cash flowdthough firms can hedge some or all of this vaiigh
they should do so only if the cost of hedging s land their stockholders are not internationally
diversified.

When it comes to hedging exchange rate risk, firage a variety of choices, ranging from traded
securities, such as futures and options, to lendithborrowing in the money market.

In analyzing foreign projects, firms have to forgtcexchange rates and convert future cash flovestiva
domestic currency. The net present value can tieecomputed using a discount rate that may have an
added premium for the political and other risk agsed with the foreign investment.

When firms venture out of their own borders, thepand their choices in terms of financing and may
alter their optimal debt ratios, partly becauséhefeffect foreign investments have on tax ratespantly
because of the effects on cash — flow variabilftinternational diversification.

50 SUMMARY
We have been able to examine certain issues rglatinnvestment, financing, and dividend decisions
and hoe they are specific to nondomestic projects.

6.0 TUTOR MARKED ASSIGNMENT
1. Under what conditions might a firm get better isguioreign bonds?
2. Some currencies like naira have depreciated draaiigtiover the last few years against the U.S.
dollar. To what would you attribute this depre@at?
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