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‘ Outline I

m Course description
m Smith’s (1990) historical overview of the theory of corporate finance

m An overview of corporate financing: an institutional perspective
e Raising capital
e Debt financing

e Equity financing




‘ The Central Question of Corporate Finance |

m What are the effects of alternative investment, financing, payout, compensation,

and hedging policies, restructuring, and governance on the value of the firm?




‘ Building Blocks of Modern Finance I

m FIN 411 — Investments

e [Efficient markets theory, though challenged by behavioral finance
e Portfolio theory
e Asset pricing models

e Option pricing theory

m STR 403 — Agency Theory

An agency relationship is a contract in which one or more persons engage another

person to perform some service on their behalf




FIN 402 — Capital Budgeting

The net present value rule directs managers to discount project cash flows at the

market-based cost of capital and to accept all projects with positive NPVs

FIN 413 — Corporate Finance
e [Financing and payout policies
e [ixecutive compensation

e Hedging policy

e Corporate governance

e Corporate restructuring




‘ Readings |

Grinblatt and Titman, 2004, Financial markets and corporate strategy

See also Brealey and Myers for a more informal discussion of the issues
Smith, 1990, The modern theory of corporate finance
Chew, 2001, The new corporate finance: Where theory meets practice

Brickley, Smith, and Zimmerman, 2004, Managerial economics and organiza-

tional architecture




‘ Raising Capital I

Alternative ways for firms to raise funds for new investment
The process of issuing new securities
The role of investment banks in raising capital

Recent trends in raising capital




‘ Financing Investment |

Financial intermediaries: Institutions such as banks that collect the savings of
individuals and corporations and funnel them to firms that use the money to

finance their real investments.

Exhibit 1.1: Description of financial intermediaries




Exhibit 1.1: Description of Financial Intermediaries

Financial Intermediary

Description

Commercial bank

Investment bank

Insurance company

Pension fund

Charitable foundation

Mutual fund

Venture capital firm

Takes deposits from individuals and corporations
and lends these funds to borrows.

Raises money for corporations by issuing securities.

Invests money set aside to pay future claims in
securities, real estate, and other assets.

Invests money set aside to pay future pensions in
securities, real estate, and other assets.

Invests the endowment of a nonprofit organization
such as a university.

Pools savings from individual investors to purchase
securities.

Pools money from individual investors and other
financial intermediaries to fund relatively small,
new businesses, generally with private equity
financing.
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‘ Financing Sources I

Internal capital, retained earnings plus depreciation

Exhibit 1.2: The aggregate percent of investment funds raised internally by U.S.

firms is about 40-80%, also countercyclical
External capital. Exhibit 1.3: Sources of outside financing and their major forms

Debt is the most frequently used source of outside capital; the important distinc-
tions between debt and equity are: debt is senior to equity; interest payments

are tax deductible but dividends are not




Exhibit 1.2: Aggregate Percent of Investment Funds Raised Internally
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Exhibit 1.3: Sources of Capital

Capital markets f

Bank
T I Bonds I

Commercial

paper

LeasesI | Common I Preferred I Warrants I
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‘ How Big Is the U.S. Capital Markets? I

Exhibit 1.4: The value of U.S. debt and equity, billions of dollars

Since 1970, firms have been financed with about 60% equity and 40% debt, with

the percentage of equity increasing somewhat in the 1990s

Book leverage versus market leverage




Exhibit 1.4: Value of Debt and Equity OQutstanding in the U.S., Billions of Dollars
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‘ Public and Private Sources of Capital |

Corporations raise capital from both private and public sources.

Public securities must be registered with the SEC, can be traded on secondary

markets; insider trading is illegal

Private placements are claims exempted from the registration requirements that
apply to securities; limited investor base, less than 35 with minimum income and

wealth requirements; less liquid; no costly registration with the SEC

30% of debt offerings and 20% of new equity are private placements
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‘ The U.S. Legal Environment for Raising Capital |

m The securities acts of 1933 and 1934

e Registration of all public offerings except short-term instruments

e Prospectus: general information, underwriter, underwriting syndicate
e Cooling off period, 20 days

e Primary offerings

e Due diligence:

Investigating/disclosing any information relevant to investors and providing

an audit of the accounting numbers by a certified public accounting firm
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m The Banking Act of 1933, Glass-Steagall Act

e Requires banks to divorce their commercial banking activities from their in-

vestment banking activities

e Chinese walls prevent communications between the corporate side and the

sales/trading sectors of the banks

e The regulation forced commercial banks, the most important provider of pri-

vate capital out of the investment banking business

m A trend toward deregulation, Investment Company Act of 1940, Bank Holding

Company Act of 1956
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‘ Investment Banks I

Modern I-banks have the corporate business and the sales/trading business
The corporate, fee-for-service business: advice for mé&za, takeover

The sales/trading business: I-banks that underwrite securities sell them to insti-

tutional investors, such as mutual funds, pension funds, and insurance companies

Also serve as dealers earning bid-ask spreads and proprietary traders

Exhibit 1.5: Top players in the investment banking industry
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Exhibit 1.5: Top Global Underwriters, 1999

Proceeds Fees

Advisor ($Billions) Rank Percent # Deals ($Millions)
Merrill Lynch 412.3 1 12.5 2,368 2,433
Salomon Smith Barney (Citigroup)  323.2 2 9.8 1,748 1,653
Morgan Stanley Dean Witter 296.3 3 9.0 2,592 2,618
Goldman Sachs 265.2 4 8.1 1,308 2,453
Credit Suisse First Boston 239.3 5 7.3 1,419 1,489
Lehman Brothers 202.7 6 6.2 1,104 852
Deutsche Banc 139.4 7 4.2 898 971
Chase Manhattan 131.3 8 4.0 1,158 354
JP Morgan 131.1 9 4.0 710 765
ABN Amro 102.9 10 3.1 1,230 640
Bear Stearns 94.9 11 2.9 666 519
Bank of America 81.4 12 2.5 667 193
Warburg Dillon Read 80.6 13 2.5 486 657
Donaldson Lufkin Jenrette 72.7 14 2.2 475 830
BNP Paribas 53.1 15 1.6 248 355
Industry Total 3,287.7 100.0 21,724 20,943
Source: Investment Dealers Digest. Worldwide Offerings (Public + 144A), with full credit to book manager, January 24,
2000, p. 31.
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‘ The Underwriting Process I

Origination: advise firms about the type, timing, and pricing of the issue; develop

registration statement; form a syndicate of investment banks
Distribution: the selling of the issue
Risk bearing: the underwriter buys the securities and to resell them to its clients

Certification: certify the quality of an issue that requires the bank maintains a

sound reputation in capital markets; limit mispricing
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‘ Classifying Offerings I

Initial public offering, IPO
Seasoned equity offering, SEO
Primary offerings, firms raise capital by selling stocks to the public

Secondary offerings, existing large shareholders trade stocks they already own
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‘ The Costs of Debt/Equity Issues |

m Exhibit 1.7: Direct costs as a percentage of gross proceeds for equity and bonds

e Costs of debt are lower than costs of equity

e FEconomy of scale in issuing — as a percentage of the proceeds, fixed fees

decline as issue size rises

e [POs are more costly than SEOs
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‘ The Underwriting Agreement |

The document that specifies what is being sold, the amount, and the selling price
Underwriting spread

Firm commitment offering, the underwriter agrees to buy the whole offering from
the firm at a set price and to offer it to the public at a slightly higher price, the

underwriter bears the risk

Best-efforts offering, the underwriter and the firm fix a price and the lower and
upper bounds on the number of shares to be sold, the underwrite then makes

the best efforts to sell the issue
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m Shelf offering, firms register all the securities they plan to issue within two years;
when the need for financing arises, firms simply ask an i-bank for a bid to take

the securities “off the shelt” and sell them

m Rights offerings, rights allow existing shareholders to buy new shares at a dis-

counted price, rights can be actively traded
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‘ Debt Financing |

m Lecarning objectives
e The main sources of debt financing

e T'he various characteristics of debt securities

m Four most common forms of debt contract:

Bank loans, leases, commercial paper, and bonds
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‘ Bank Loans I

Bank loans account for about 20% of the debt outstanding
Exhibit 2.1: Two types of bank loans, line of credit and loan commitment

Both lines of credit and loan commitments are floating-rate loans, priced as a

fixed spread over a prevailing benchmark rate
Exhibit 2.2: Benchmark rates for floating-rate loans

The credit risk of the borrower determines the spread over the benchmark rate
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m Loan covenants, contractual restrictions imposed on the borrowing firms

e Net worth constraints
e Restrictions on dividend payouts
e Restrictions on further borrowing

e (ollateral constraints
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‘ Leases and Commercial Papers I

m A debt instrument in which the owner of an asset gives the right to use the asset

to another party in return for a set of contractually fixed payments
m Exhibit 2.4: Types of leases

m Commercial paper: a contract by which a borrower promises to pay a pre-
specified amount to the lender in usually one to six months, the most commonly

used short-term source of financing
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