





LONG-TERM FINANCING








Long-term financing through bonds or equity can become necessary for an organization if it needs to obtain land, other fixed assets, inventory, or cash to maintain the production or services provided.  Long-term financing generally refers to debt with a maturity of five years or more.  The capital structure of an organization consists of the mix of long-term funds.  The ideal capital structure maximizes the total value of the organization while minimizing the cost of capital.  When managers are deciding on the appropriate capital structure, they should take into account the industry in which the organization operates, the nature of the business, the organization’s strategic business plan, its current and historical capital structure and its planned growth rate.  





Different types of debt instruments are appropriate in different situations.  The amount of debt a company can receive may depend largely on the amount of collateral the company has.





A bond is a certificate promising to pay its face value on a specified date and a periodic fixed amount in the interim.  The face value of the bond is the obligation the borrower has to meet upon maturity of the bond.  As stated, a bond is a dual promise to pay a periodic payment until maturity and fixed amount upon maturity.  Therefore, the value of the bond is the present value of an annuity consisting of the periodic coupon payments plus the present value of a sum representing the face value. (See Exhibit C for a list of types of bonds.)





The indenture is a written agreement between the debt issuer and the lender, setting forth the features of the bond (e.g. maturity date, interest rate, call price, conversion privileges and any restrictions).  The indenture is a contract between the bond issuer and the bond holder.





The price of the bond depends upon several factors, including its maturity date, interest rate and collateral.  In deciding on a maturity date for bonds, the organization should schedule the repayment date so that not all of the debt of the company comes due around the same time.  This is necessary so there is not the chance of the company running into cash flow problems.  If the bond has a longer maturity, or if the market interest rate is rising or higher than the coupon rate, then its price will be lower.





Bonds are usually issued in $1,000 denominations.  Maturities can be anywhere from 10 to 30 years.  The interest rate which is paid to the bondholder is called nominal interest.  This is the interest on the face of the bond which is equal to the coupon rate times the face value of the bond and is usually paid on a semi-annual basis.  The coupon rate is the nominal interest rate that determines the actual interest to be received on a bond.  For example, if you own a $1,000 bond having a coupon rate of 6%, you will receive an annual interest payment of $60 ($1,000*6%) or semi-annual payments of $30.





A bond selling at $1,000 is said to be selling at 100 or at its face value.  If the bond is selling for less than 100, it is said to be selling at a discount.  Bonds usually sell at a discount when market interest rates are higher than the interest rate on the bond, when the company issuing bonds seen as risky, or when the bonds carry a long maturity period. A bond is sold at a  premium or above its face value of 100, when the opposite conditions exist.  





Bond prices and market interest rates are inversely related.  Therefore, when market rates increase, the price of bonds decreases and vice versa.  This happens, because at higher interest rates investors can invest in new bonds which are paying higher interest rates.  In addition, as the risk to the investor increases, so must the coupon rate in order to compensate them for this increased risk.  This means increased annual or semi- annual interest payments by the issuer.  Unless specific provisions are made at the time of issuance, the contractual coupon rate must be paid regardless of changing market conditions.





The payment of long-term debt in installments is called amortization.  At the end of the amortization the entire indebtedness is said to be extinguished.  Amortization is typically arranged by a sinking fund.  Each year the company places money into a sinking fund, and the money is used to buy back the bonds.





Specific provisions of a bond could include the right of the issuer to exercise a call option.  By calling a bond, a company can retire the debt before the maturity date after specified amount of time, usually several years, at face value plus a fixed payment usually equal to one year’s coupon payment.  The call premium is the difference between the call price and the maturity value.  A company may wish to call a bond when future interest rates are expected to drop or when the interest rates have dropped substantially since the time of issue.  This is advantageous to the company, because  it can now buy back the high-interest bonds and then issue new bonds at a lower interest rate.  (See Exhibit 7A, Example 3).  A bond with a call provision is issued at a higher interest rate than one without.





Long-term debt financing is appropriate when the interest rate on debt is less than the rate of return that can be earned on money borrowed.  For example, a company may borrow at 10%, but it can earn 18% from investing into the company the money gained from a bond issuance.  It is also appropriate when the company has a stable earnings stream with which to pay interest payments and meet the principal in good as well as bad years.  This includes good liquidity and cash flow positions.  The debt/equity  ratio should be low so the company can handle additional obligations, and the company has a low risk level.  (See ratio analysis to assess if the company meets these recommendations.)  Other considerations include the expectation of rising inflation so that debt can be paid back in cheaper dollars, the existence of entry barriers, the expansion of markets for the company’s products or services, if the company is growing, and if the bond indenture restrictions are too limiting.





The sources of long-term equity financing are preferred stock and common stock.  If a company has a high level of debt financing, it may look to equity financing to help reduce the risk associated with the company.  The proper mix of long-term debt and equity depends on the company organization, credit availability, and the after-tax cost of financing.





Preferred stock is a mix between bonds and common stock.  The dividends paid on preferred stock take preference over dividends paid on common stock.  If dividends are paid, they are contractually fixed.  If preferred dividends are not paid, then dividends on common stock may not be declared and paid.  Preferred stock may be cumulative or noncumulative.  If the preferred stock is cumulative and any of the dividends have not been paid, they must be made up before any can be paid to common stockholders.  If noncumulative, then the company need not pay any dividends missed.  Most preferred stock is cumulative, and the dividends are limited to a specific amount which is based on total par value of the outstanding shares.  (See Exhibit 8A, Example 4).





Preferred stock can be issued in several different forms.  There is limited life preferred stock which has a set maturity date and can be bought back at the holder’s option.  Perpetual preferred stock automatically converts into common stock on a specified date.  Preferred stock can also have floating dividends.  With this type, the dividend rate changes in order to keep the stock at par.  The par value of stock is assigned to the stock for accounting purposes and bears no relationship to the market value of the stock.  The company can usually not sell its stock below the par value since stockholders would then be liable to creditors for the difference between par value and the amount received if the company were to fail.





The cost of preferred stock is directly related to interest rates.  When interest rates are low, so is the cost of most preferred stock  When the cost of common stock is high, preferred stock may be issued at a lower cost.  The issuance of preferred stock will improve the debt-equity ratio for the company; however, the company must offer a higher yield on preferred stock than on bonds because of the increased rate of risk.  





There are disadvantages of preferred stock to the investor.  Return is limited because of the fixed dividend rate.  Prices of preferred stocks are more volatile than those of bonds due to the fact that preferred stock has no maturity date.  Lastly, the preferred stockholders cannot require the company to pay dividends if the company has inadequate earnings.





Common stock is the another form of long-term equity. The conceptual structure associated with common stock is that each shareholder elects directors who in turn elect corporate officers to carry out their directives.  Common stock has no special preference either in dividends or bankruptcy, but certain other rights do come along with being a common shareholder.





The right to elect directors constitutes the most important control device of shareholders, and there are several different voting options.  The first is cumulative voting.  This right permits minority participation and is determined after deciding on the total number of votes each shareholder may cast by taking the number of shares owned multiplied by the number of directors to be elected.  The second option is straight voting.  With this option a shareholder may cast all of his or her votes for each candidate for the Board of Directors.  The last option is proxy voting.  This is a legal grant of authority by a shareholder to have someone else vote his or her shares.  





Other rights associated with common stock include the right to share proportionally in dividends paid, the right to share proportionally in assets remaining after liabilities have been paid in a liquidation, and the right to vote on matters of great importance to shareholders such as a merger which is usually decided at the annual meeting or a special meeting.  Common stockholders also enjoy the pre-emptive right to buy new shares of common stock before the sale to the general public.  This enables them to protect their proportionate percentage of ownership in the company.  They also hold the right to inspect the company’s books.





There can be different classes of common stocks issued.  Holders of Class A common stock have the right to vote but do not receive dividends if paid by the company.  Class B stock, which is typically kept by the company’s organisers, does not pay dividends until the company has maintained adequate earnings.  It also provides majority voting rights which enables management to maintain control.  Having these two classes of stock helps the founders or management of the company maintain control by holding onto the majority voting rights.





Authorized shares represent the maximum amount of stock the company can issue according to the corporate charter.  Issued shares represent the number of authorized shares that have been sold.  Outstanding shares represent the issued shares actually being held by the public.  Treasury stock is stock that has been bought back by the company.  Outstanding shares are therefore equal to issued shares minus the treasury shares.  Dividends are based on the outstanding shares.  When deciding on an issuance, the number of  shares to be issued may need to be determined based on the amount of funds needed to satisfy the company’s capital budget.





In timing a public issuance of common stock, the following suggestions should be considered.  Shares should not be issued near the expiration date for options on the company’s shares, since the option-related transaction may affect the share price.  (An option is the right to buy stock at a specified price within a given time period.  If the right is not exercised within the specified time period, the option expires.)  Offer higher yielding common stock just before the ex-dividend date to attract investors.  The term ex-dividend indicates that a stock is selling without a recently declared dividend.  It is good to issue common stock when there is little competition from other recent issues in the industry and when there is a bull market or a period of a rising stock market.  Specifically this occurs when there is a 20% or greater rise in stock prices and ends with a 20% decline.





In conclusion, when choosing which source or sources of financing may be best suited to the needs of the company, management should consider the cost and risk of alternative financing, future trends in market conditions, their impact on future fund availability and interest rates.  For example, if interest rates are expected to rise, the company will be 





better off financing with long-term debt at the currently lower interest rates.  If stock prices are high, it may be more preferable for the company to issue equity than to borrow debt.  The current debt-equity ratio should also be considered.  A company with a very high ratio should look to raise funds by equity because of its high financial risk.  The company should avoid having all debt come due at the same time.  If a company is subject to large cyclical variations, it should have less debt, because it may not be able to meet the principal and interest payments at the low point of the cycle.  If earnings are  unstable or uncertain, or there is a highly competitive environment, more emphasis should be given to equity financing.  If the company is more liquid, it is likely more able to meet debt payments.  Finally, if the assets of the company are high-quality, this would allow for a higher amount of debt.
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Day 2, Part A





EXERCISE:





Participants will discuss the advantages and disadvantages to the company  if it issues bonds, which bonds would best serve its purpose, the structuring of the possible bond issuance.  When determining this, participants should decide the amount of money they want to raise with this source, the maturity date, an appropriate coupon rate, and any provisions to be includes (e.g. call provision).





Participants will discuss and analyze the possible advantages and disadvantages of a stock issuance.  Again, here if seen as favourable, then participants should begin to structure a plan for the issuance, including stock price, number of share outstanding, par value, etc.





If the company has already issued bonds and/or stock, they will discuss the reasons for this and if they would do it again in the same manner.  Participants will also set forth the advantages and disadvantages they experienced due to the issuance.





Note:  For this exercise, keep in mind the ratios discussed in the first day’s exercise (e.g. debt/equity ratio) and the advantages and disadvantages of the sources of financing in the previous day’s exercise.




























































































Exhibit 3





Types of Bonds





Debentures - Because debentures are unsecured (have no collateral) debt, they can be issued only by large, financially strong companies with excellent credit rankings.  





Subordinated Debentures - The claims of the holders of these bonds are subordinate to those of senior creditors.  Debt that has a prior claim over the subordinated debentures is set forth in the bond indenture.  Typically, in the event a company is liquidated, subordinated debentures are paid off after short-term debt.





Mortgage Bonds - These are bonds secured by real assets and require periodic payments.  The first-mortgage claim (senior mortgage) must be met before a distribution is made to a second-mortgage claim (junior mortgage).  There may be several mortgages for the same property. A mortgage is a secured long-term loan that may be granted to the company by private investors and lending institutions.  There are two types of mortgages, a close-ended mortgage and an open-ended mortgage.  With a close-ended mortgage, the company cannot issue additional debt of the same priority against the property whereas with an open-ended mortgage the company is allowed to issue additional first-mortgage bonds against the property.





Collateral Trust Bonds - The collateral for these bonds is the company’s security investments in other companies (bonds or stocks), which are held by a trustee for safekeeping.





Convertible Bonds - These bonds may be converted to stock at a later date based on a specified conversion ratio.  Convertible bonds are typically issued in the form of subordinated debentures.  Convertible bonds are more marketable and are typically issued at a lower interest rate than are regular bonds, because they offer the right to conversion to common stock.  Of course, if bonds are converted to stock, the debt is not repaid.  A convertible bond is a quasi-equity security because is market value is tied to its value if converted to stock rather than as a bond.





Income Bonds - These bonds pay interest only if the company makes a profit.  The interest may be cumulative, in which case it accumulates regardless of earnings and if bypassed must be paid in a later when adequate earnings exist, or noncumulative.  Income bonds are appropriate for companies with large fixed capital investments and large fluctuations in earnings or for emerging companies that expect low earnings in the early years.





Guarantee Bonds - These are debt issued by one party and guaranteed by another.





Serial Bonds - These bonds are issued with different maturities available.  At the time  serial bonds are issued, a schedule is prepared to show the yields, interest rates, and prices for each maturity.  The interest rate on the shorter maturities because there is less uncertainty about the near future.





Deep Discount Bonds - These bonds have very low interest rates and thus are issued at substantial discounts from the face value.  The return to the holder comes primarily from appreciation in price rather than from interest payments.  The bonds are volatile in price.





Zero Coupon Bonds - These bonds do not pay interest; the return to the holder is in the form of appreciation in price.  Lower interest rates may be available for zero coupon bonds (and deep discount bonds) because they cannot be called.





Variable-Rate Bonds - The interest rates on the bonds are adjusted periodically to reflect changes in money market condition (e.g. prime interest rate).  These bonds are popular when future interest rates and inflation are uncertain.





Eurobonds -   Eurobonds are issued outside the country in whose currency the bonds are denominated. 














































































































Source:  Siegel, Joel G.  Financial Management.  Barrons Educational Services, 1991:  250














Exhibit 4





Summary of Characteristics and Priority Claims of  Bonds








Bond Type�
Characteristics


�
Priority of Lender’s Claim�
�
Debentures�
Available only to financially strong companies.  Convertible bonds are typically debentures.�
General creditor.�
�
Subordinated Debentures�
Comes after senior debt holders.�
General creditor.�
�
Mortgage Bonds�
Collateral is real property or buildings.�
Paid from the proceeds from the sale of the mortgaged assets.  If any deficiency exists, general creditor status applies.�
�
Collateral Trust Bonds�
Secured by stock and (or) bonds owned by the issuer.  Collateral value is usually 30% more than the bond value.�
Paid form the proceeds of stock and (or) bond that is collateralized.  If any deficiency exists, general creditor status applies.�
�
Income Bonds�
Interest is only paid if there is net income.  Often issued when a company is in reorganization because of financial problems.�
General creditor.�
�
Deep Discount and Zero Coupon Bonds�
Issued at a very low or no (zero) coupon rates.  Issued at prices significantly below face value.  Usually callable at par value.�
Unsecured or secured status may apply depending on the features of the issue.�
�
Variable-Rate Bonds�
Coupon rate changes within limits based on changes in money or capital market rates.  Appropriate when uncertainty exists regarding inflation and future interest rates.  Because of the automatic adjustment to changing market conditions, the bonds sell near face value.�
Unsecured or secured status may apply depending on the features of the issue.�
�



Source:  Siegel, Joel G.  Financial Management.  Barrons Educational Services, 1991:  252








Exhibit 5





Comparison of Bonds and Stocks








Bonds


(Debt)�
Stocks


(Equity)


�
�
Bondholders are creditors.





�
Stockholders are owners.�
�
No voting rights exist.





�
Voting rights exist.�
�
There is a maturity date.





�
There is no maturity date.�
�
Bondholders have prior claims on profits and assets in bankruptcy.





�
Stockholders have residual claims on profits and assets in bankruptcy.�
�
Interest payments represent fixed charges.�
Dividend payments do not constitute fixed charges.





�
�
The rate of return required by bondholders is typically lower than that required by stockholders.�
The rate of return required by stockholders is typically greater than that required by bondholders.�
�




























































Source:  Siegel, Joel G.  Financial Management.  Barrons Educational Services, 1991:  268.














Exhibit 6





Common Ways to Issue Stock








Broad Syndication - In a broad syndication, many investment  bankers distribute corporate securities.  This method is most common, because it gives the issuer the greatest control over distribution and thus probably achieves the highest net price.  It also provides the widest public exposure.  Its drawbacks are that it may take longer and has high transaction costs.








Limited Distribution - In a limited distribution, a limited number of underwriters (a financial intermediary specializing in aiding organizations in issuing and distributing securities) are involved in the issuance of the company’s securities.  As a result, the stock receives less public exposure.  However, the issuing company may choose to work with only those investment bankers it believes are best qualified or who have the widest contacts.








Sole Distribution -  In a sole distribution, only one underwriter is used, possibly resulting in unsold shares.  The company has less control in this set-up than in a broad syndication, but incurs lower transaction costs.  Sole distribution is also fast.








Dribble-out - In this method, the company periodically issues stock at different prices depending on market conditions.  This approach is not recommended because of the high associated costs, and because it depresses stock price because of the constant issuance of shares.





Private Placement - Private placement occurs when an investment banker arranges for the direct sale of a new security issue to an individual, several individuals, a firm, or a group of firms.  the investment banker is then paid a commission for acting as an intermediary in the transaction.















































Source:  Siegel, Joel G.  Financial Management.  Barrons Educational Services, 1991:  263.
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