Finance

Chapter 14

Long Term Financing: An Introduction
14.1 Common Stock

Definitions

	Common stock 
	Stock that has no special preference in dividends or in bankruptcy.

	Authorized shares
	Number of shares the corporation is authorized to issue, as specified in the articles of incorporation.

	Issued shares
	Shares actually issued by a company (shares outstanding).

	Par value
	Nominal value of each share. This bares no relation to the real value of the share.

	Capital surplus
	Amount of directly contributed equity in excess of par value. (Sale price of share when first purchased by the public less par value.)

	Retained earnings
	Earnings not paid out to shareholders in the form of dividends or other disbursements.

	Book value 
	= Par value + capital surplus + retained earnings.

	Treasury stock
	Shares bought back by the issuing corporation.

	Market value
	The total value of all shares outstanding.

	Replacement value
	Current cost of replacing a firm’s assets.

	Market-to-book value
	= Market value / book value.

	Tobin’s Q ratio
	= Market value / replacement value.


Shareholders’ rights

Shareholders elect directors who elect corporate officers (management).

Cumulative voting: shareholder A can distribute nA votes among all candidates, 

where nA = (number of shares controlled by A) x (number of candidates). Permits minority participation.

Straight voting: shareholder A can cast a maximum of nA votes for each candidate, 

where nA = number of shares controlled by A. Can exclude minority participation.

Many states have cumulative voting requirements. To reduce their impact, companies use devices such as staggered voting (not all directorships are voted for at the same point in time).

Proxy voting: legal grant of authority by a shareholder to someone else to vote for him.

Proxy fight: attempts by a group of shareholders to gain enough proxies to outvote the current management.

Other rights include:

· Right to share proportionally in dividends paid.

· Right to share proportionally in assets remaining after liabilities have been paid in a liquidation.

· Right to vote on matters of great importance (e.g., mergers).

· Right to share proportionally in new stock issued (preemptive right).

Dividends

Dividends represent a return to shareholders on capital contributed to the corporation. 

· Payment is at the directors’ discretion. A company cannot go bankrupt for not paying a dividend.

· Dividends are an after-tax expense for the corporation.

· Dividends are generally taxable as ordinary personal income for the shareholder. Dividends are thus taxed twice. (For corporations, 70% of dividends received is deductible.)

Classes of stock

Corporations offer stock with different preferential rights (e.g., related to dividend payments, voting rights, etc.).

14.2 Long-Term Debt

Debt represents borrowing against a promise to make regularly scheduled payments of interest and/or principal.

Debt vs Equity

· Debt is not ownership of the firm. Creditors do not have voting rights; their protection is contractual.

· Payment of interest on a loan is a business expense (tax deductible).

· Unpaid debt is liability. If it is not paid, creditors can claim the firm’s assets and liquidate it (bankruptcy).

Basic Features of Long Term Debt

Principal or face value: the denomination amount of a debt security such as a bond (usually $1,000). 

Maturity date: the date by which the principal amount is to be repaid.

Debt can sell at a discount or a premium to face value, depending on the interest rate environment (see Financial Accounting).

Types of Debt

· Long term debt (funded debt): over one year maturity

· Bonds: debt secured by a mortgage on corporate property.

· Debentures: unsecured debt.

· Notes: unsecured debt of a shorter maturity than debentures (under ~10 yrs)

· Short term debt (unfunded debt): under one year maturity

· Perpetual debt: no specific maturity

· Consols

Other Definitions

Amortization: the repayment of LT debt by installments. Usually arranged through a sinking fund (money is put into the fund and used to buy back the debt securities).

Call: the repayment of debt before its maturity. Most debt is callable (at a premium to par value).

Seniority: refers to preference in position over other lenders.

Subordinated debt: creditors have to give preference to other specified lenders. (Equity is always subordinated to all debt.)

Security: property attached to the debt, such that it can be sold to satisfy the debt.

Indenture: a written agreement (contract) between issuer and lender. Usually includes restrictive covenants (e.g., on further indebtedness, working capital, dividends, etc.).

14.3 Preferred Stock

Stock whose holders are preferred over common stock holders in the payment of dividends or in the assets of the firm in case of bankruptcy. The preference is stated in terms of dollars per share (e.g., “$5 preferred” means holders receive a 5% dividend yield on stated value of $100 (and only that)).

Cumulative dividends: if dividends are not paid in a particular year, they will be carried forward to be paid in subsequent years. Can be deferred indefinitely (as long as common shareholders also forgo dividends).

Non-cumulative dividends: not carried forward.

Preferred Stock v Debt

Preferred stock is much like debt (holders receive stated dividend only, upon liquidation holders receive the stated value), except that the issuer cannot deduct the dividend expense (they can deduct interest on debt).

Why Firms Issue Preferred Stock

· Public utilities can pass on the tax disadvantage of preferred stock vs debt to shareholders.

· Companies reporting losses to the IRS may issue preferred stock, because there is no tax penalty (there is no tax).

· Preferred stock does not carry the same threat of bankruptcy as debt.

14.4 Patterns of Financing

Firms use cash flow for

· Capital spending (80%)

· Net working capital (20%)

Cash flow can be generated through

· Internal financing

· Debt financing

· Equity financing

Features of LT financing:

· Between 70-90% of LT financing comes from internally generated cash flows.

· Typically, total spending is greater than internally generated cash flow (financial deficit).

· Equity issues account for a small part of external financing (often even negative).

· Non-US firms rely less on internal cash flows than US firms.

14.5 Recent Trends

It is not clear whether the capital structure of firms has changed in the 1980s and mid-1990s, despite the issuance of large amounts of new debt to repurchase equity over that period:

· The book debt / (book debt + book equity) ratio suggests that it has (the ratio has increased, suggesting a greater reliance on debt).

· The market debt / (market debt + market equity) ratio suggest that it has not (due to large increases in the market value of equity).

Summary: Equity v Debt

	Feature
	Equity
	Debt

	Income
	Dividends
	Interest

	Tax status
	Not deductible as a business expense for issuer.

Taxed as personal income for individual investor.
	Deductible as a business expense.

Taxed as personal income for individual investor.

	Control
	Usually voting rights.
	Loan agreement.

	Default
	Nonpayment of dividends is not grounds for bankruptcy.
	Debt is a liability. Nonpayment results in bankruptcy.


