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Chapter 11: An Overview of Long-Term Financing

Answers to End of Chapter Questions

11.1. In the U.S., common stock can be sold with and without a par value.  Par value has little real economic significance.  Most firms set a very low par value.  Many states do not allow a firm to sell shares at a price below par value, so there is a strong incentive to set par value low, so it does not become a constraint on the company.

11.2. If you know the total shares issued, then multiply the par value times the total number of shares issued, and add this number to total additional paid-in capital.  This is the amount of initial proceeds.  Divide this by number of shares to get a per share value of the proceeds.

11.3. Take the number of issued shares and subtract the amount of treasury stock to get the number of shares outstanding.  A company typically has treasury stock as the result of stock repurchases.  A firm may hold treasury stock to pay its employees incentives or for use in employee stock purchase plans.

11.4. Common shareholders are residual claimants because they have the rights to the firm’s assets after debtholders and preferred shareholders have been paid.  This says that common stock is the riskiest of these securities since it is last in line in its claim on the firm’s assets.  As the riskiest asset, it also should have the highest return.

11.5. In a majority voting structure, a simple majority rules.  In a cumulative voting structure, each share is entitled to a number of votes equal to the number of directors being elected.  A cumulative voting system makes it easier for minority shareholders to elect directors because they can pool all of their votes and concentrate all of their votes on one or two contested board seats.

11.6. A proxy fight is an attempt by minority shareholders to elect their own directors and ultimately gain control of the board of directors.  Management has an advantage in a proxy contest – they can solicit shareholders’ votes at company expense.  It is very expensive for minority shareholders to mount a proxy fight.

11.7. Preferred stock is a hybrid security because it is contains some features of both debt and equity.  It pays a dividend like common equity, and the dividend can be missed without forcing the firm into default.  If a firm goes into default, sometimes preferred shareholders will get a seat on the board of directors and a say in the company’s running.  Preferred stock pays a fixed income like debt does, making it resemble a perpetual bond.  The preferred dividend does not increase, even if the firm is doing well.  U.S. corporations prefer to receive preferred dividends rather than debt coupon payments because they are able to exclude most of the dividend income received from their taxable income.  

11.8. Preferred stockholders are behind debtholders in their claim on the firm’s assets, but are ahead of common shareholders.  Preferred shareholders typically do not have voting rights (but may if the company misses a preferred dividend.)  Like bonds, preferred stock is likely to be callable.  If interest rates go down, the company generally likes to have the option to call preferred stock and perhaps reissue it at a lower dividend rate.  Preferred stock may also be convertible into common shares, usually at a conversion price greater than the current stock price.

11.9. Subordinated debt is paid back after senior debt in a bankruptcy.  This makes it riskier, and riskier securities have higher returns.  Most corporate debt from banks and financial intermediaries is secured, while most publicly traded debt issued by U.S. corporations is not secured by specific assets – it is backed by the general faith and credit of the borrowing company.

11.10. Secured debt could include a mortgage, debt backed by real property.  Equipment trust receipts are backed by purchase of equipment, such as transportation equipment.  Lenders can attach covenants to a bond to protect themselves from default.  For example, the company may be required to provide regular financial statements or maintain minimum debt coverage ratios.  Or, the company might be prohibited from selling assets or borrowing additional money without the lender’s approval.

11.11. Interest rates are set by the capital markets.  The market assesses the risk of the company.  Many bonds are explicitly rated, or graded, based on the amount of default risk they carry.  Most U.S. debentures (bonds backed by the general faith and credit of the borrowing company) have fixed coupons.  Most bank loans, obtained by both U.S. and non-U.S. corporations have floating rates; in other words, the interest rate charged periodically changes to reflect changes in market interest rates.  Syndicated bank loans, those funded by a large number of commercial banks, typically fluctuate with LIBOR, the London interbank offered rate.

11.12. Most corporate bonds are callable.  The company generally wants the flexibility to change its capital structure if its circumstances change.  It also wants to protect itself if interest rates go down.  If interest rates decline, the company can call its bonds and reissue them at the lower prevailing market interest rate.  There is a cost to the company.  Interest rates on callable bonds should be expected to be slightly higher than those on noncallable bonds since the bonds may not last until maturity.  In addition, the company generally must pay a call premium, typically a year’s interest, to bondholders when it calls back their bonds.  There is a cost to the company in issuing convertible bonds.  While the interest rate is lower than for an equivalent straight bond, there is a possibility that the company will at some time convert the bonds to equity.  The cost of this equity includes dilution of existing shareholders and the need to earn the company’s required rate of return to satisfy shareholders.

11.13. Restrictive covenants are used to help the lender monitor the firm.  For example, if the bond covenant requires maximum debt ratio or minimum net working capital ratios, the lender can more easily monitor the company’s financial health and perhaps recognize a declining trend before the company actually defaults.  The covenant might restrict the company from borrowing more, ensuring that the original debt remains senior, or the covenant could prevent the firm from selling assets or issuing excessive dividends to shareholders.  A financial intermediary generally has a long-term relationship with its borrowers and can monitor their operating and financial performance.  Public debt generally has a trustee whose job it is to monitor the company and look out for bondholders’ interests.

11.14. Commercial paper is a short-term debt instrument, generally supported with a standby borrowing arrangement with a commercial bank.  Typically only the safest, highest credit grade companies can issue commercial paper.  ZENS are zero-premium exchangeable notes.  These are notes tied to the price of another security.  For example Reliant Energy issued ZENS tied to the price of Time Warner stock.  On maturity the bonds would pay the greater of the value of Time Warner stock or the original principal amount of the ZENS.  This security was attractive because it offered the company a low coupon interest rate.  It offered investors the opportunity to profit from long term price appreciation of Time Warner, without accepting the risk of a steep decline in Time Warner shares.

11.15. The amount of financing a company needs depends on the capital budgeting projects that it wishes to accept and on its capability to generate financing internally.  The rule is to accept all positive net present value projects.  A company must also cover its additional working capital needs.  Once it knows how much financing it requires, then it must decide whether this amount is externally or internally financed.  If externally financed, then how much is financed with debt, hybrid securities or equity?  If internally financed, how much of the company’s net income should be retained and how much paid out as dividends?

11.16. The dominant source of funding is internal financing.  However, the amounts of internal and external financing are highly variable.  A firm will generally borrow to make up its financing deficit if it is not generating enough internally to handle its investment needs.

11.17. A financial intermediary is an institution like a bank that raises capital by issuing liabilities against itself, for example demand or savings deposits.  The intermediary takes the funds raised and makes loans to borrowers or equity investments in nonfinancial firms.  Basically, financial intermediaries bring together borrowers and savers.  Financial intermediaries play less of a role in financing U.S. corporations than they do for non-U.S. corporations.  In many countries, intermediaries play a corporate governance role, for example, helping set the operating and financial policies of the firms they have invested in by serving on corporate boards and monitoring the performance of senior managers.  In the U.S., commercial banks are largely prohibited from exercise a corporate governance role.

11.18. U.S. laws have discouraged the growth of large intermediaries, especially commercial banks by imposing geographical restrictions.  The McFadden Act of 1927 prohibited interstate banking.  Full interstate banking was only allowed by Congress in 1994.  This led toward a trend of consolidation in the banking industry.  The Glass-Steagall Act of 1933 mandated the separation of investment and commercial banking, keeping commercial banks from underwriting corporate security issues, providing brokerage services to their clients or owning voting equity securities on their own account.  This act was repealed by the Gramm-Leach-Bliley Act of 1999.

11.19. Outside the U.S., commercial banks typically have a much larger role in corporate finance.  Generally a relatively small number of large banks service most large firms. The size of the banks gives them great influence over corporate financial and operating policies.  Most non-U.S. banks can underwrite corporate security issues and make direct equity investments in commercial firms.  Non-U.S. banks can act as merchant banks, providing a full range of financial services.  Services include payment and cash management services, short, intermediate and long-term commercial lending, trade and project finance, securities underwriting and direct private placement of equity capital.  This has led to a more developed securities market in the U.S., since firms needed to rely more on securities markets than on banks for their financing.

11.20. U.S. corporate issues account for a large proportion of total global securities issued.  Companies issue more debt than equity.  Straight debt typically accounts for over 80% of total capital raised by U.S. companies.  Initial public offerings account for about a third of the total new equity capital raised in the capital markets.  

11.21. A Eurobond is a single currency bond sold in several foreign countries simultaneously and denominated in a single currency.  A foreign bond is an issue sold by a nonresident corporation in a single foreign currency, denominated in the host country’s currency.  A Yankee bond is sold by a foreign corporation to U.S. investors.  Yankee bonds are the single largest category of foreign bond issues.

11.22. U.S. financial intermediaries play a less important role in corporate finance than those in foreign countries.  U.S. banks have traditionally been restricted to making commercial loans and providing related services like leasing.  Nonbank financial intermediaries play a role both as creditors and as equity investors.  They are increasing their role as active monitors of corporate managers.  Outside the U.S., commercial banks play larger roles, with a great deal of influence over corporate financial and operating policies.  Most non-U.S. banks can underwrite corporate securities and make direct equity investments in commercial firms.  Many non-U.S. banks play a great role when a client company is financially distressed.  For example, Japanese banks were more willing to continue lending money to financially distressed borrowers than were American banks.  The ability to intervene could mean the bank was able to get involved before the firm’s financial condition became disastrous.

11.23. Merger and acquisition activity has increased greatly in recent years.  The bulk of this activity involved U.S. and European companies.  Takeover waves like this one tend to occur in periods of risking stock market valuations, which occurred in the decade of the 1990s.  M&A activity may also be a side effect of more reliance on the capital market for financing.  As the size, liquidity and efficiency of capital markets increase, the demand for firm-specific information increases and regulatory bodies generally play a larger role.  The increasing efficiency and trustworthiness of markets promotes the rise of sophisticated institutional investors.  These factors all work toward promoting the growth of both debt and equity capital markets.

11.24. Key private sector institutions include stock exchanges and accounting firms.  The public sector provides legal and regulatory systems.  A country’s regulatory regime significantly influences the size and efficiency of its capital markets.  The legal tradition behind a county’s commercial code is the single most important determinant of the size of a country’s capital markets.  This includes the degree of legal protection given to outside (noncontrolling) investors.  

11.25. A country’s legal tradition plays the most important role in determining the size of the country’s capital market.  Countries with a system based on English common law, including the U.S., U.K, Australia, Canada, India, and New Zealand, have laws that protect external creditors and minority shareholders.  This makes investors more willing to invest in companies.  While managers may want to transfer wealth from investors to themselves, common law protections temper this.  It would be difficult for a country to change its long-entrenched legal traditions, even if change would have a positive impact on its capital markets.

11.26. Common law protections have meant less concentrated ownership of corporations in these countries because there are larger numbers of individual investors.  Investors are willing to accept small ownership and creditor positions in public companies.  French civil law provides the weakest protections to outside investors, while German and Scandinavian law are in between French civil and British common law systems.  It is easier for common law country companies to raise funds from a larger number and more diverse set of investors.  In civil law and German law countries, founding families must retain concentrated ownership to ensure they retain managerial control of the firm or to protect themselves from expropriation at the hands of managers.  Non common law countries lose economic efficiency because the need to preserve concentrated ownership discourages these companies from making new public security issues, particularly stock offerings.

Solutions to End of Chapter Problems

11-1.
With 10,000,000 shares outstanding and seven votes per share, the number of votes required to elect one director under cumulative voting is given by the following formula:


NV = [(# shares outstanding x 2) ÷ (# of director positions + 1) + 1]

NV = [ (10,000,000 * 2) / (7 + 1) ] +1


NV = (20,000,000 / 8) + 1


NV = 2,500,000 shares are required to ensure election of one director.

11-2.

a. The dissident shareholders control 600,000/1,700,000 or 35% of shares outstanding.  In a majority voting system, management, which controls a majority of the shares, can elect all of the directors.

b. In a cumulative voting system, the dissidents control 600,000 x 7 (number of directors’ positions) = 4,200,000 votes.  Management controls 1,100,000 x 7 = 7,700,000 votes.  Suppose management divides its votes equally among 7 candidates, each one getting 1.1 million votes.  In that case, the dissidents could concentrate their votes among three candidates, each getting 1.4 million votes.  Dissidents would win 3 seats.  However, management can prevent this outcome by concentrating their votes among fewer candidates.  For example, suppose management spreads their votes among 5 candidates, each of whom gets 1.54 million votes.  In that case, there is no way for dissidents to distribute their votes to elect more than 2 directors.  Two directors is the maximum number of candidates that the dissidents can be assured of electing.

c. Under majority voting, the dissidents need a majority of shares, 850,001, or an additional 850,001 – 600,000 = 250,001 shares.  Dissidents also need a majority of shares under a cumulative voting system to take control of the board, as well.

11-3.

a. $545,000 common stock ÷ $0.50 par value per share = 1,090,000 shares issued

b. Total book value of common stock
= Par value + Paid-in capital surplus + Retained earnings


= $5,229,000 + $545,000 + $7,649,000 = $13,432,000

Book value per share
= Total book value ÷ # shares issued 


= $13,432,000 ÷ 1,090,000 = $12.31 per share

c.
Price
= (Par value + Paid-in capital surplus) ÷ # shares issued



= ($5,229,000 + $545,000) ÷ 1,090,000 shares = $5.30 per share

11-4.
Internet exercise

11-5.

a. Free cash flow = Operating cash flow – additional capital expenditures – additional working capital needs

Operating cash flow: $33.7 million

Additional gross fixed assets: $8.9 million

Additional current assets: $2.3 million

Additional current liabilities: $1.3 million

Additional accrued liabilities: $.8 million

Free cash flow = 33.7 – 8.9 – (2.3-1.3-.8) = $24.6 million

b. The firm will need to pay $12.9 of the $24.6 million for required debt and equity financing, leaving $11.7 of internal financing.

c. With a total need of $34.5 million, Melzer will need 34.5 – 11.7 = $22.8 in external financing.

11-6.
Immediately after the IPO, during which Guaraldi Instruments sold 2 million shares with a par value of $0.25 each at a price of $15 each, the company’s equity account would have the following entries:

Common stock, at par value ($0.25 x 2 million)
$500,000

Paid-in capital surplus (($15.00 – $0.25) x 2 million)
29,500,000

Retained earnings
0

Total stockholders’ equity
$30,000,000
After the first year’s net income (after dividend payments) are credited to Guaraldi’s balance sheet, the equity accounts will have the following entries:
Common stock, at par value ($0.25 x 2 million)
$500,000

Paid-in capital surplus (($15.00 – $0.25) x 2 million)
29,500,000

Retained earnings (($0.07 – $0.005) x 2 million)
130,000

Total stockholders’ equity
$30,130,000
Guaraldi’s market capitalization at the end of the first year would be $40 million ($20/share x 2 million shares).
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