
29.1. Capital
Budgeting

Warm-up: Basics

Project
categories

Replacement to maintain biz --> no detailed analysis
Replacement for cost reduction --> fairly detailed analysis
Expansion --> very detailed
New product/ market --> detailed
Mandatory (required by Govt. or insurance such as safety or environmental projects)
Other (pet projects or high risk like R&D)

Principles

Incremental CF, not accounting income
Timing of CF --> TVM
After tax

Notes

Exclude
Sunk cost
Financing costs

Include
Externalities
Opportunity costs

MACRS= Modified Accelerated Cost
Recovery System (for tax purpose) Half-year convention

No salvage

a. Capital budgeting
project evaluation

Expansion
project
analysis

Initial investment outlay=

After-tax O.CF=

T.NO.CF=

Replacement
project
analysis

Initial investment outlay=

After-tax O.CF=

T.NO.CF=

b. Inflation effects (if
actual inflation higher
than expected)

Principle Nominal CF --> use nominal discount rate
Real CF --> use real discount rate

__________ project profitability

__________ tax savings from depreciation

__________ value of payments to bondholders

Affects Revenues and Costs differently --> CF may be worse or better

c1. Projects
with different
lives

Least common multiple
of lives approach
(replacement chain)

Equivalent annual annuity
(EAA) approach

c2. Capital rationing= insufficient
capital --> violate market efficiency

Hard rationing: allocated funds cannot be increased

Soft rationing: allocated funds can be increased

d. Project
risk
analysis

Sensitivity analysis: Base case, then change ONLY 1 variable up/down

Scenario analysis: Base case, then change MANY variables --> Worst case, Best case --> Risk analysis

Simulation analysis (Monte Carlo): Probability distribution of NPV

e. Determine discount rate
CAPM --> WACC

When risk of project # overall risk --> CANNOT use WACC
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29.2. Capital
Budgeting (cont.)

f. Evaluating
projects with
real options

Types
of real
options

Timing options: option to delay investment

Abandonment options: abandon if NPVexit > NPVcontinue (=put option)

Expansion options: option to have additional investment (=call option)

Flexibility options
(operational)

Price-setting: demand increase --> increase price (oil)
Production-flexibility: e.g..: pay overtime, use # inputs, # products...

Fundamental options: project itself = option (e.g.: copper mine)

Evaluating
approaches

If NPV without option >0 --> Project will be more valuable with option

NPV = NPV without option + option value - option cost

Decision tree

Option pricing models

g. Common
capital
budgeting
pitfalls

Failing to incorporate economic responses: e.g..: profitable but low entry barriers --> competitors

Misusing standardized templates, which are not an exact match

Pet projects of senior management: less analysis

Basing investment decisions on EPS or ROE --> avoid projects with high NPV but low EPS or
ROE in the short run (especially when management compensation is tied to EPS or ROE)

Using IRR for project decision: for mutually exclusive projects, should use NPV instead

Poor CF estimation: double count or omit a CF. E.g..: inflation

Mis-estimation of overhead costs (e.g..: management time, IT support): difficult to quantify

Using the incorrect discount rate: WACC or should adjust?

Politics involved with spending the entire capital budget: e.g.. :management tries to spend
all budget to ask for more next year

Failure to generate alternative investment ideas: most important step ("good" is the enemy of "better")

Improper handling of sunk and opportunity costs

h. Measures
of income
and valuation
models

ECONOMIC
INCOME

= CASHFLOW minus ECONOMIC DEPRECIATION
Economic Depreciation year t = Beginning market value minus Ending market value for year t

Market value year t = sum of PV of all CF left

ACCOUNTING
INCOME

From Income statement

# economic income
Depreciation based on original cost, not market value
Deduct interest expense

i. Other
valuation
models

ECONOMIC
PROFIT (EP)

= NOPAT - WACC in dollars
To bond and equity holders
Sum of EP discounted at WACC = MVA (Market Value Added) = NPV

RESIDUAL
INCOME

= ACCOUNTING NET INCOME minus EQUITY CHARGE
To equity holders
Sum of RI discounted at cost of equity = NPV

Claims
valuation Free cash flows to company (debt and equity holders) --> discount at WACC

Free cash flows to equity (shareholders) --> discount at cost of equity
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30. Capital
Structure &
Leverage

a1. Capital
structure
theory

Capital structure objective
Maximize Firm Value MM Proposition I

Minimize WACC MM Proposition II

No taxes
MM Proposition I

MM Proposition II

With taxes
MM Proposition I

MM Proposition II

a2. Costs and their
potential effect on
the capital structure

Costs of financial
distress --> lower Debt Costs

Probability

Agency costs of equity
--> higher Debt

Monitoring costs: supervising, reporting (corporate governance)
Bonding costs: insurance premiums, non-compete agreements
Residual losses: other costs

Costs of asymmetric information:
(managers vs. creditors and owners) --> increase required rate of return

a3. Implications for
managerial
decision making

MM's propositions with no taxes: Capital structure is irrelevant

MM's proposition with taxes: optimal capital structure is 100% debt (highest tax shield, max value, min WACC)

Pecking order theory: order of raising funds: Internally generated equity --> Debt --> External Equity

Static trade-off theory
Firm value:

Optimal capital structure achieved when: 
Marginal Tax Benefit = Marginal Cost of Financial Distress

b. Target capital
structure (optimal)

2 reasons for actual capital
structure to fluctuate around
target capital structure

Opportunities in a
financing source

E.g.: temporary increase in stock price

Market value
fluctuations

D, E = market value

c. Role of debt ratings
Moody's; S&P's

d. Capital structure
policy and valuation

Factors to
consider

Changes in capital structure overtime
Competitors with similar business risk
Agency costs (corporate governance)

e. International
differences in
leverage

International
differences

Total debt: Japan, France: more debt than UK, US
Debt maturity: US longer than JP
Emerging market differences: emerging market less and shorter debt

Factors

Institutional
and legal
factors

Strength of legal system: strong --> reduce agency cost--> less and longer debt
Information asymmetry: increase debt (auditors, analysts
help reduce info asymmetry --> decrease debt)
Taxes: high --> increase debt. Tax on dividend: high --> decrease debt

Financial
markets and
banking
system factors

Liquidity of capital markets (debt market): high --> longer debt
Reliance on banking system --> increase debt
Institutional investor (shareholders) presence -->
decrease information asymmetry --> decrease debt

Macroeconomic
factors

Inflation --> less, shorter debt
GDP growth --> longer debt
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31. Dividends
& Dividend

Policy

a. Schools of
thought on
dividends

Dividend irrelevance: MM (homemade dividend)

Dividend
preference

Bird in the hand theory (Myron Gordon & John Lintner)

Impact of dividend initiation
on stock value and P/E

Higher dividend --> _____ Risk -->
_____ Cost of Equity  --> _____ P/E

Higher dividend --> _____ stock value

Tax aversion

Clientele

d. Factors
affecting
dividend
payout
policy

b. Signaling
effect

Information
conveyed by

Dividend initiations
ambiguous: sharing wealth or lack of
profitable reinvestment opportunities

Dividend increases Strong future

Unexpected Dividend
decreases / omissions

Business in trouble or more
investment opportunities

Country differences: US # Asia in perception

e. Taxation
of dividends

Tax-on-dividend
systems

Double taxation

Split rate

Imputation

c. Clientele
effect

Tax considerations

Requirements of institutional investors

Individual investor preference

c2. Agency
issues

Restrictions
on dividend
payments

"Impairment of capital" rule
Debt covenants
Cash flow
Industry life cycle

Flotation costs on new issues vs. cost of retained earnings
Shareholder preference for current income vs. capital gains

f. Dividend policy
approaches

Residual dividend model

Longer-term residual dividend e.g.:
forecast capital budget for 5 years,
Leftover = total net income 5 years minus capital budget for 5 years.
Dividend each year = Leftover/5

Dividend stability: steady dividend payout (taking into account inflation)
--> dividend growth rate g = company's long term growth rate

Target payout ratio Payout ratio = constant

Payout ratio moves toward the target

g. Share
repurchase

Compare with cash dividend

EPS
effect

If Cost of Debt < Earning yield --> EPS_____
If Cost of Debt > Earning yield --> EPS_____

Book
value
effect

If Price > BVPS --> BVPSnew ______
If Price < BVPS --> BVPSnew ______

Methods
Buy in the open market
Buy a fixed number of shares at a fixed price: tender offer: P > Pmarket
Repurchase by direct negotiation: to avoid price decrease (e.g.: greenmail premium)

Rationales

Capital structure
Prevent EPS dilution from employee stock options
Supplement to cash dividend --> residual dividend policy
Management is viewing stocks as strong
Good future outlook signal

h. Global trends

i. Dividend coverage
ratios based on

Net income

FCF

j. Symptoms of not being able
to sustain cash dividend
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32. Corporate
Governance

Warm-up: conflicts of
interest in a corporation

Multiple owners vs managers

Directors

Creditors, Employees, Customers

a. Corporate
governance
(Sarbanes-Oxley)

Definition: system of
Principles & Policies
Procedures
Responsibilities & Accountabilities

Objectives Eliminate or reduce CONFLICTS of interest (esp. mgmt vs. shareholders)
Use ASSETS in best interests of investors and other stakeholders

Attributes of
effective CG

RIGHTS of shareholders & stakeholders
Oversight RESPONSIBILITIES of managers and directors
Fair and equitable TREATMENT
Transparent & accurate DISCLOSURES about operations, performance, risk and financial position

b. Business forms

Sole proprietorship no owner vs. manager conflict. Just creditors, suppliers, customers...

Partnerships no owner vs. manager conflict. Just creditors, suppliers, customers...

Corporations (US: 20% in number but account for 90% revenue)

c. Conflicts
in agency
relationships

Manager >< Shareholder
Expand firm to increase power, security, compensation

Excessive compensation and perquisites (e.g.. lavish jet)
Invest in risky ventures (succeed --> benefit from stock options, fail --> not share the loss)
Not taking enough risk

Director >< Shareholder

Lack of independence
Personal relationship btw board - management
Board: consulting/ other biz with firm

Interlinked boards 2 companies

Directors are overcompensated

d,e. Board
of Directors

Responsibilities
(check and balance)

Institute corporate values & CG --> proficient, ethical, fair biz conduction
Ensure compliance: with all legal & regulatory requirements
Create long-term strategic objectives
Determine management's responsibilities (need to be able to measure performance)
Hire, compensate, evaluate CEO
Require complete and accurate information from management
Meet regularly
Ensure board members are adequately trained

Points to
assess Board

Composition and independence recommend at least 3/4

Chairman independent or not should be CEO or not

Directors qualifications
skills, experience, strategic planning, risk
management, commitment, attitudes, ethics

Board election method
all or staggered? Staggered: keep board continuity
but limit shareholders' power & slow down changes

Board self-assessment practices annually

Frequency of separate sessions for independent directors annually, quarterly

Audit committee and audit oversight only independent directors, with expertise

Nominating committee all independent

Compensation committee

Use of independent or expert legal counsel internal counsel --> weak CG

Statement of
governance
policies

f. Statement
of CG
policies

Codes of ethics
Directors' oversight, monitoring and review responsibilities
Management's responsibilities to the board
Reports of directors' oversight and review of management
Board self assessments
Management performance assessments
Director training

Disclosure and transparency
Insider or related-party transactions
Responsiveness to shareholder proxy votes

g. Valuation
implications of
Corporate
Governance

Strong/effective CG system --> higher measures of profitability & returns for shareholders

Weak/ineffective
CG system

Financial disclosure risk incomplete, misleading, materially misstated disclosure

Asset risk e.g..: too high perks

Liability risk e.g..: OBS obligations

Strategic policy risk e.g..: M&A
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33.1. Mergers
& Acquisitions

Background

Bidder/ Acquirer vs. Target company

Mergers entire target --> 1 company ceases

Acquisitions part of target e.g..: assets, biz segment

a. Categorize M&A

Forms of integration
(how physically come
together)

statutory merger acquire all A&L --> target not exist

subsidiary merger e.g.: P&G bought Gillette (good brand)

consolidation both cease to exist --> new company

Types of mergers
(how activities
are related)

horizontal same industry

vertical
in the supply chain
Forward vs. Backward integration

conglomerate no relation

b. Merger
motivations

Synergies

More rapid growth

More market power

Access to unique capabilities

Diversification

Bootstrapping EPS c. Bootstrapping

Personal benefits for managers

Tax benefits loss carryforwards

Unlocking hidden value

Achieving
international
business goals, by

Taking advantage of market inefficiencies (e.g..: cheap labor force)
Working around disadvantageous government policies
Use technology in new markets
Product differentiation
Provide support to existing multinational clients

d. Motivations
for mergers and
industry life
cycles

Pioneer/ development phase Need capital, management --> H or C

Rapid growth Need capital, management --> H or C

Mature growth Need operational efficiency (from economies of scale) --> H or V

Stabilization Need to cut costs (from economies of scale) --> H

Decline H or V or C

e. Merger
transaction
characteristics

Form of
acquisition Stock purchase

Asset purchase

Method of
payment

Methods
Securities offering
Cash offering
Mixed offering

Factors to
consider

Risk & reward for acquirer vs. target
Relative valuations of companies
Changes in capital structure

Attitude of target
management

Mgmt happy --> Friendly merger offers

Mgmt unhappy 
--> Hostile merger offers

Bear hug
(propose
to BoD)

If Bear hug is
unsuccessful -->

Tender
offer

Buy shares from
target shareholders

Proxy
battle

Replace BoD
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33.2. Mergers
& Acquisitions

(cont.)

f. Takeover
defense
mechanisms

Pre-offer
defense
mechanisms

Poison pill

Rights for current SHDs to purchase shares at big discount, triggered with 1 SHD holds > threshold (10%)

Forms
Flip-in pill

Flip-over pill

Dead-hand provision: BoD's right to redeem the pill, in a friendly merger offer

Poison put Bondholders' right to demand immediate repayment if there is a hostile takeover

States with restrictive takeover laws Ohio & Pennsylvania: most protection

Staggered board
e.g.: 3 groups of BoD, each is elected for 3 year-term -->
need at least 2 years to gain majority control of the board

Restricted voting rights
Ownership > threshold (20%) --> loss of voting rights --> prevent
tender offer --> bidder must negotiate with BoD directly

Supermajority voting provision for mergers e.g..: at least 2/3 or 80%, not 51% as usual

Fair price amendment determined by some formula or independent appraisal

Golden parachutes lucrative cash payouts to managers if they leave after a merger

Post-offer
defense
mechanisms

"Just say no" defense

Litigation lawsuit (anti-trust or violation of securities law)

Greenmail
agreement that allows target to repurchase its shares from
acquirer at premium price (rare after 1986: 50% tax)

Share repurchase (target's tender
offer for its own shares)

--> acquirer increases bid & leverage --> less attractive

Leveraged recapitalization borrow to buy shares

Crown jewel defense sell a major asset/ subsidiary

Pac-man defense counter offer

White knight defense --> bidding war --> good price --> winner's curse

White squire defense
(squire = junior knight)

sell a minority stake but big
enough to block acquirer

g. U.S antitrust
regulation

1890: The Sherman Antitrust Act Restraining trade or Creating a monopoly is illegal

1914: The Clayton Antitrust Act
1950: The Celler-Kefauver Act
1976: The Hart-Scott-Rodino Antitrust
Improvements Act of 1976 reviewed & approved by FTC

(Federal Trade Commission)

h. HHI

Herfindahl-Hirschman Index Formula:

If post-merger HHI

< 1000: Merger ok

From 1000 to 1800
If increase in HHI <100: merger ok
If increase in HHI >=100: merger NOT ok

> 1800
If increase in HHI <50: merger ok
If increase in HHI >=50: merger NOT ok

i,j,k. Methods
for valuing a
target
company

DCF analysis

Comparable company analysis

Comparable transaction analysis

l. Evaluating
a merger bid

Post-merger value of an Acquirer

Gains accrued to the Target

Gains accrued to the Acquirer

Cash payment versus Stock payment

m. Effects of

Price

Payment
method Cash offer

Stock offer

n. Distribution of
merger benefits

Target gains 30%

Acquirer lose stock value 1-3% (winner's curse, mgmt hubris)

3 years after merger acquirer return = -4%
60% acquirers lag peer group (fail to capture synergy)

o. Downsizing
operations
through
corporate
restructuring

Divestitures
(dispose asset) p. Reasons for

divestitures

Not fit long term strategy
Lack of profitability
Individual parts are worth more than the whole
Infusion of cash

Equity carve-outs create new, independent company --> issue shares to OUTSIDE SHDs (public)

Spin-offs create new, independent company --> issue shares to EXISTING SHDs

Split-offs exchange shares of parent for shares of division

Liquidations
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