I. Chapter 14: Long-Term Financing
A. Common Stock

1. No preference in dividends or bankruptcy

2. Par Value

a) Usually $1

b) Sometimes $0

c) Dedicated capital = (Par value)(outstanding shares)

d) Par value cannot be distributed to shareholders except through liquidation

e) Can’t issue stock below par value

3. Authorized vs. Issued

a) # shares authorized is stated in articles of incorporation

(1) But shareholders  can vote to authorize more

(2) No limit

(3) Don’t need to issue all

(4) If board wants to issue, don’t need to ask shareholders, just issue the authorized stock

b) Some states tax based on authorized shares

c) Shareholders may fear large #s of unissued stock because board doesn’t need to get their say-so to issue

4. Capital Surplus

a) = Directly contributed equity capital – Dedicated capital

5. Retained Earnings

a) Income not paid out in dividends

6. Book Value

a) = par value + capital surplus + retained earnings

b) Book value per share = 
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c) Market-to-book

(1) Ratio of market value to book value

(2) > 1 = good!

7. Replacement Value

a) Market cost of replacing firm’s assets

b) Tobin’s Q

(1) 
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(2) > 1 = good!

8. Shareholders’ Rights
a) Voting
(1) Cumulative Voting

(a) Permits minority participation

(b) Votes = (shares)(directors to elect)

(c) Required in many states

(d) Often staggered

i. Not all directors come up to vote at one time

ii. So it’s harder for minorities to elect directors

iii. So it’s harder for takeovers to happen because it’s harder to elect new directors

(2) Straight Voting

(a) Vote the straight number of shares

(b) Freezes out minority shareholders

(3) Proxy voting

(a) Give your shares to someone trusted to vote

(b) Very convenient

b) Other Rights

(1) Share proportionally in dividends paid

(2) Share proportionately in liquidation, after liabilities paid

(3) Right to vote

(4) Preemptive right

(a) Can share in new stock sold

9. Dividends

a) Return on contributed capital

b) Not a corporate liability until the board declares them

(1) So a board can’t default

(2) So unpaid dividends can’t force a company into bankruptcy

10. Classes of stock

a) Have unequal voting rights

b) Often have stock with more votes in founders’, management hands

c) Sometimes issue nonvoting stock to raise capital

B. Long-Term Debt

1. Debt must be repaid

a) But debt is of fixed value

b) Corporation can default (with consequences)

(1) Liquidation

(2) Bankruptcy

(3) Cost of financial failure

c) Debt confers no ownership in the firm

d) Paying off debt is a cost of doing business and so is tax-deductible

2. Types of debt

a) Notes

(1) Shorter maturity, usually < 10 years

(2) Unsecured

b) Debentures

(1) Unsecured debt

(2) Often called “bond”

c) Bonds

(1) Secured debt

d) Long-term debt

(1) Payable more than 1 year from issue date

(2) Sometimes called “funded debt”

3. Repayment

a) Called “amortization”

b) Done through “Sinking Fund”

(1) Firm pays  money into sinking fund every year

(2) Sinking fund buys back bonds

c) Call

(1) Buy back debt before it’s mature

(2) Call price = price you can call at

(a) Always higher than par

(3) Lenders usually protected from a call for 5 or 10 years

4. Seniority

a) Pecking order in repayment

b) In case of default

c) Debt cannot be subordinated to equity

C. Preferred Stock

1. Equity

a) Usually nonvoting

2. But has preference over common stock

a) In payment of dividends

b) In bankruptcy

3. Usually has a stated liquidating value

4. Dividends

a) Noncumulative – don’t accumulate

b) Cumulative

(1) If dividends are declared but not paid, they carry forward

(2) Must pay off cumulated dividends for preferred shareholders before issuing dividends to common shareholders

(3) So if you cumulate preferred dividends, can’t pay common dividends

(4) If too much cumulated, often give voting rights
5. Not debt

a) Not tax-deductible

b) But a tax shelter

(1) Corporations can shelter 70% of dividends from preferred stock, individuals can’t

(2) So corporations pay a premium

(3) So yields are low

(4) So individual investors have no incentive to hold these equities

6. Why issue preferred stock?

a) May be a bad idea

(1) Tax break on dividends < foregone tax break on debt

b) May be a good idea

(1) Public utilities can pass on this foregone tax break to customers

(2) If the company is losing $$$, then the foregone tax break on debt is valueless, so might as well take the dividends tax break

(3) No threat of bankruptcy

D. Patterns of financing

1. Cash flow

a) Used for Internal financing 

(1) Funds capital spending

(2) Funds working capital

(3) US firms fund about 80% of spending with cash flow

b) But cash flow < spending

(1) Have to fund the gap!

(2) Use External financing

2. External Financing

a) = new debt + new equity – equity buybacks

b) Equity is usually a very small part of this equation

3. Pecking order

a) In order of preference for financing:

(1) Internal financing

(2) New debt

(3) New Equity
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