Chapter 13 - Corporate Financing and Market Efficiency (331 — 337, bottom of 343 to the muddle of 345)

In thas chapter, we define market efficiency and discuss how market eficency applies to financing choices of 2
firm.
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At thas point of the course, we shift the focus from capital budeeting decisions (which projects should the frm
select) to financing decisions (how do we acquare the funds to finance good projects). These financing decisions
will also determmne who receives the cash flows from the accepted projects.

[] The capital budeeting decizion affects the asset side of the balance shest.

[l The financing decision (typcally) determines the makeup of the hability and equuty side of the balance sheet.

The owners of the debt and equity are (combined) the cwners of the firm’s assets and therefore share 1n the

cash Hows of these as=ets.

Prncipal and interest payments are the portron of a firm’s cash flow paid to the owners of debt. These
payments are set by contract.

“What happens if the company cannot meet the contractuzl cbhgations of the debt contract?

What can the firm do with the excess cash flow (1.e., cash flows above the payments owed to the owners of
debt?)

Pay a drndend to the owners of equty
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Let’s apply this concept to financing a project Consider the followmng firm:

Cash flow from assets (finanmal and real, eg., interest, dividends, CF from projects) £1000
sale of assets (financial and real) $ 0
Mew financing 5 0
Total £1000
Principle and interest payments ($6000 perpetual debt, 5% interest rate) 5 300
Dividend payment to stockholders s 50
Investment 1n new {positive NPV projects § 500
Cash deposited in the firm’s checlang account 3 50
Investment 1n T-Bulls ;‘*E 100
Bepurchase of debt or equity 0
Total £1000

Aszzume that we have identified another valuzable project {ocne with a positve NPV) uzing the tools learned 1n
the first half of this course. This project requires a $400 initial investment in land and machinery.

What financing method should the firm use to acquire the 5400 of funds for the project?

Cazh flow from aszets (finanmal and real, e.g., interest, dividends, CF from projects) £1000
Sale of assets (financial and real) $ 0
MNew financing $ 0
Total $1000



Principle and interest payments ($6000 perpetual debt, 5% interest rate) S 300
Dividend payment to stockholders s 50
Investment 1n new {positive NPV projects S 500
Cash deposited in the firm’s checlang account s 30
Investment in T-Bulls 5 100
Repurchase of debt or equity $ 0
Total $1400

Honwr can we balance out the cash inflovws and cash outflows?
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Whach 1= the best method?

The answer to this last queshon affects:
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Capital structure policy

[ Should the firm bormmow money or sell new stock to mest its needs for cash?

[l Should the firm borrow with short-term or long-term debit?
[ Should the firm borrow with straight debt or convertible debt?

Dhvidend policy - Should the firm reduce its scheduled disedend pavments to stockhelders and use these
savings to mvest into the new project or should it continue to pay ligh dividends forong the firm to ra1se cash
in some other way?

Sale of assets — Should the firm sell off some of its financial or real assets to finance the project?

Lease versus buy decisions - Should the firm buy land, machinery, and other assets needed for the project or
should the firm rent these asssts?

Mergers and acquusibions - Should a cash-nch firm acquire a cash-poor firm (which has a lot of good
projects)?

These guestions are important even if the firm does not have a particular project to finance.

[ Should the firm 15502 debt to retire equuty (o1 vice versa)?

[l Should the firm restnict its current drndends to pay for unidertified future projects?

[l Should the firm sell off some of its financial or real assets that it thinks are overvalued?
[l Should the firm sell its assets and leass them back from the purchaser?

[l Should the firm seek to acgure undervalued merger candidates?

If financial markets are perfect, efficient, and in equilibrinm, then the answer to these questions 15 simple - The
firm's value will not be affected by the deczion. Therefore:

Finance the project with debt or equty - the firm's value will not be affected by the choice.

Pay hagh (or low) dividends - the firm's value will not be affected by the choce.

Sell (or don’t sell) financial or real assets - the firm's velue will not be affected by the choice.

Lease (or buy) assets - the firm's value will not be affected by the choice. Here, the rental market 15 perfect,
efhicient, and 1n equilibrm.

Acguire (or don't acquire) another firm - the firm's value wall not be affected b the choice. Here, the market
value of the acquired firm 15 established 1n a perfect, efficient, and 1n equbbrium market.

In essence, the NPV of each of these decizions is zero.
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For example, if the financial markets are perfect, efhicient, and 10 equbibrium, then-

NPV of debt financing = 50
WPV of equity financing = 30

&0, etther financing choice has the same effect on firm value.

A quck review: why would the NPV be zero for each choice? For example, why would the NPV of debt
financing be zero?

If the NPV of bommowing money 15 positve, then what does this mmply about the NPV of lending money?
Thus, compebition 1o the financial markets forces the NPV to zero.

Therefore, the important decisions for the firm are those that affect the assst side of the balance shest - such as
project selechon'rejection. Firm value cannot be increased by the financing decision.

Definition of an efficient market - An efficient market 15 ocne where prices for secunties (and other assets) reflect
all relevant (and available) information.

The three forms of efficiency

[l Weak-form ethoency - secunty prices reflect only past price (and return) mmfcrmation.
[] Semi-strong form efficiency - secunty prices reflect all publicly available information
[l Stromg form efficiency - secunty prices reflect all (relevant) information

There 1s currently a debate as to the degree of eficency of the secunty markets.
Therefore, market efhiciency deals with the degree to which information is reflected 10 a secunty’'s price.
Implications of an efficient (and perfect, and in equilibrium) market — an example

Firms can fund posiive NFV projects using a wade vanety of financing choices. As stated above, each of the
possible financing choices will have no affect on the value of the firm since zll have a zero NPV,

Using this, assume a financial manager 15 trying to decide how to finance a new project. The project requires
a time zero initial investment of $100 and produces an expected cash flow of $110 in one vear The
oppartumty cost of capital 1s 796 and the project NPV 15 52.80. The firm has two financing choices for raising
the 5100, a one-vear n=k fl'E'E debt 1s5ue with a 3% interest rate or a commeon stock 1ssue with a 15% EEFEEIIE'd
return to 5L-:-:1-:]:-::-ld-=_rr-s.

Base case NPV = Baze cazs NPV =

Financing NPV (debt) = Financing NPV (equty) =

After Financing Project NPV = After Financing Project NFV =
Conclusion —

What does market effictency have to do with the above example?
Each security has a market price of $5100. What do these prices reflect (acoording to market effidency)?

Market value of the debt secunty = 5100 = PV of the future debt payments bazed on relevant and
available information

Market value of the equuty secunty = 5100 = PV of the future equaity payments based on relevant and
available information

Since both securities have the same PV, equal to 5100 (and therefore their NPVs are both equal to 50),
3



