























The tools of finance that are useful to general managers and critical to entrepreneurs, are cash, risk, and value.





Like any management tool, finance cannot stand alone.Managers who view decisions only from the finance perspective are not doing their jobs.They must remember that the numbers they manipulate are generated by real people selling real products in a competitive market. To ignore the human or the production perspective would be just as fatal as ignoring the finance perspective.





Entrepreneurs start out with few resources; to survive and creat value, they must consider the financial perspective as well as other perspectives when making decisions.





THE FINANCIAL PERSPECTIVE:


	WHAT SHOULD ENTREPRENEURS KNOW?





LESSON 7





Cash income is not, however, the same as accounting income. The manager focuses on the difference between cash inflow and cash outflow. Accountants distinguish between expenditures and expenses; they define net income as the difference between revenues and expenses.Managers define economic income as the difference between cash income and the sum of all cash outlays required to produce the cash income, whether called expenses or expenditures.That difference, called free cash flow, is the amount of the cash income that can be consumed in any period (or invested in new projects) without hurting the cash flow stream.Free cash flow is defined as net income plus depreciation, minus required investments in working capital, plant, and equipment. It takes into account both the benefits and  the costs of investing.





ACCOUNTING INCOME VERSES FREE CASH FLOW 





All analysis of investment or financing decisions must focus on cash. Because cash can be consumed, traded for other assets in the economy that have utility.





CASH





Individuals act to maximize their own income and wealth. Company’s incentive program will affect manager’s action.





PERFORMANCE EVALUATION AND INCENTIVE COMPENSATION 





The manager’s measure of profitability differs from the accountant’s.Managers measure profitability on the basis of net present value: the difference between the present value of the future free cash flows and the initial investment, given the assessed riskiness of the flows. The accountant’s measure of profitability (e.g., book return on equity) is probably unrelated to the manager’s measure. Book return reflects the concept of matching income and expenses and ignores the expenditures necessary to produce the income.Moreover, book value is not the same as market value.





MEASURING PROFITABILITY





Another important determinant of cash flow is the rate of sales growth.Growth in sales must be supported by growth in assets. High growth rates may require successful firms to rely heavily on external funding. So be carefull not to be continuous investment addict.





CASH AND GROWTH





An import determinant of cash flow is taxation.Four kinds of decisions affect taxes: legal (e.g., incorporation), investment, financing, and accounting. Mangers must try to minimize the resources (corporate and personal) siphoned off to the goverment within the constraints of the law.





TAXES AND CASH 





Pattern recognition helps managers make both defensive and offensive decisions.





A critical skill for managers is the ability to recognize and respond to patterns.Many patterns affect cash: cyclical, seasonal, competetive, technological, regulatory, and tax.





PATTERN RECOGNITION 





It is essential that managers distinguish between real growth and growth in prices—That is, inflation. High inflation rates can have much more damaging effect on a company’s long-term financial health than high rates of real growth, especially in view of the historical cost basis for tax accounting used in Turkey.





Any prediction of cash flows must take into acount all the cash flow effects of the decision. The relevant question to ask is simple:  If I make the investment, what cash flows will I get? If I don’t maket this investment, what cash flows will I get?





CONSIDER ALL THE CASH FLOWS





Scenario planning can be useful way to analyze cash flows. A scenario is numerical depiction of a logically consistent set of events that are likely to occur in the future.The scenario reflects past and potential management decisions.It also considers the probable moves of competitors. It is a way to manage in an uncertain environment.





SCENARIO PLANNING





The riskiness of a particular cash flow stream determines its value.How is risk is measured (the standard deviation of expected return)? How do managers deal with uncertainty?





RISK





This is a fundamental rule of finance (and of business generally). Just as blood sustains


living organisms, cash sustains a business.Most competitive moves can be thought of as investments; even the decision to cut prices temporarily is an investment decision.





DON’T RUN OUT OF CASH





In other words, don’t put all your eggs in one basket.





Risk is measured as “ the standard deviation of expected returns.





A fundamental principle of finance is that investors will seek to maximize return for a given level of risk and minimize risk for a given level of a expected return.





One way to define risk is as the total amount of uncertainty about future cash flows. A manager will never be able to predict future events with certainty.





HOW IS RISK MEASURED?





In estimating discount rates for most complex projects, the best way is to decide whether a Project is low, middle, or high risk one.





A reasonable discount rate may be defined as follows:





Discount rate  = risk-free + business-risk + financial risk


		     Rate         Premium	     Premium





The inability to be precise does not alleviate managers’ responsibility for estimating the opportunity cost of investing.





Modern finance textbooks put great emphasis on determining the “right” discount rate or the “correct” one.





RISK, DISCOUNT RATES AND BENCHMARKS





Risk is not constant over time; with the passage of time, uncertainty is usually resolved. A large R&D Project may look quite risky at first, but preliminary results, whether good or bad, will gradually reduce the uncertainty.





RISK, TIME AND INVESTMENTS IN RISK REDUCTION 





Managers should try to get rid of risks if they can do so at relatively low cost. Managers should transfer risk to those most able and willing to bear it.





The basic tools are pattern recognition and scenario planning.What are the events that will affect the company? How likely are they to occur? How will we respond when if they occur? What are the likely consequences of the event and the reaction to the event in terms of cash, risk, and value?





RISK MANAGEMENT 





Certain rules and regulations- for example, tax policies, antitrust regulations, health and safety regulations- govern every business decision.Naturally, these rules change over time, and the effects of change can be devastating.





RISK AND RULES OF THE GAME





 Measure performance in a relative rather than an absolute sense;


 Assess performance on the basis of the value rather than


   single-period accounting data;


 Compensate managers accordingly





An important issue for top management is how to evaluate and reward managers operating in uncertain environments.





RISK, PERFORMANCE EVALUATION, AND INCENTIVE COMPENSATION





Ask the question: How will I get my money out?





GETTING YOUR MONEY OUT





Value is determined by the interaction of cash and risk and is affected by investment decisions that create future cash flows and by financing the decisions that market the existing and future cash flow streams to shareholders and bondholders. 





VALUE





If profitibility = f(x,x,x,x),  The Sensitivity for each parameter is, ðf


		              1   2  3  4               				                          ðn





Sensitivity analysis is carried out through asking a series of simple questions, the answers to which are important because they affect both the initial decision and the way in which sebsequent decisions are made.





SENSITIVITY ANALYSIS 





Investments only have positive net present values when there exists, or is likely to exist, a specific advantage for the company making the investment.





If you buy a Project and the expected rate of return exceeds the opportunity cost of capital for a Project with the same level of risk, then the Project has a positive net present value.





POSITIVE NET PRESENT VALUE DECISIONS





Almost invariably, the value of the Project is highly sensitive to changes in the major assumptions. In measuring the sensitivity of  value, to these changes, you take also in to consideration the changes in the timing of certain events.





The first step is to break down to aggregate estimate of the cash flow affects of a given decision into major components.The value of each of the component streams can then be calculated, given the magnitude, timing,  and estimated riskiness of the relevant cash flows. The values of the component cash flow streams add up to the value of the entire Project. 





 What will happen to value if target market share is never attained?


 What will happen if the target share is attained one year later than projected?


 What will happen if there is a major cost overrun in construction?


 What will happen if inflation differs from the projected level?


 What will happen if interest rates differ  from the projected level? (if inflation is different, interest rates are also likely to change.)


 What will be the effects of a typical economic recession? Of a typical economic boom?


 What will happen if unit variable costs are different?


 What will happen if fixed costs vary from those projected?


 What will happen if the competition responds to our moves by lowering price %10 below projections for a period of one year?








Consider a typical investment Project.Among the questions one might ask would be the following:





What will happen if the competition’s unit costs are lower than ours?


How low could estimated terminal value fall before the net present value of the decision is zero?


How high could the estimated discount rate rise before the net present value of the Project falls to zero?


Does making this investment create opportunuties to invest later that would not otherwise exist? If so, how valuable are these growth options?











In partial equilibrium analysis, the objective is to determine the implications of changing an assumption, holding all other related values constant.In general equilibrium analysis, the objective is to determine the effects of changing an assumption, while simultaneously allowing all other related variables to change.For example, the relationship between the level of interest rates and the level of anticipated inflation.If you anticipate a higher inflation rate certainly the interest rate will be higher. In Mathematical terms Partial equilibrium is partialderivative of the dependent variable. General equilibrium is total derivative of the dependent variable.





GENERAL EQUILIBRIUM VERSUS PARTIAL EQUILIBRIUM 





The way in which a company is financed can affect its value in three different ways:





By substituting debt for uquity in the capital structure, a company can increase the ammount of income that can be distributed to and retained by shareholders and the bondholders, because interest is a tax-debuctible expense.There are, of course, limits to the degree that debt can be added, for increasing debt; raises the probability that the company will get into financial diffucullty or bankrupt.











VALUE CREATION POTENTIAL FROM FINANCING DECISIONS 





2. At certain times, financial decisions result in the value transfers among the various owners  of the firm.





3. The method of financing can affect the incentives of the various players, especially management.








If the capital market  function efficiently the share(stock) value of your company quoted in the market is right. If the capital market doesn’t function well, then try another scientific methods to find the value of your company. 





THE CONCEPT OF MARKET EFFICIENCY 





The nature of the contracts between the managers of the firm and the suppliers of the capital  will affect the managerial behavior. The goal of the manager (and of the investor) should be to negotiating individual contracts that make sense in terms of cash, risk, and value, and to select a mix of contracts (e.g., debt and equity) that create rather than detract from value.





VALUE, CONTRACTS AND INCENTIVES





In assessing the value of a simple call option on a publicly traded common stock, four factors are important.





An option is defined as the right to do something at some future date under a predetermined set of conditions. In securities markets, for example, the owner of a call option has the right to purchase a common stock at a set price.A put option gives someone the right to sell a stock at a fixed price during the relevant period.





OPTIONS AND VALUES 





Time to Maturity. The longer the option exists, the more valuable it is.


Level of Uncertainty. The greater the uncertainty (as measured by the Standard deviation of expected returns) about the value of the common stock, the more valuable the option.


Level of Interest Rates. The higher the interest rates, the higher the value of the option.


Level of the Exercise Price. The higher the exercise price relative to the value of the stock, the lower the value of the option.








Financial flexibility has value.Maintaining financial flexibility, however, entails incurring costs. For example, a firm may decide to keep cash balances on hand that exceed the level required to meet transaction balances.The interest income on these balances may be taxed at the corporate level and at the individual level if the income is paid out in the form of dividends. 





THE VALUE OF FINANCIAL FLEXIBILITY 
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