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Now in its third edition, Finance: The Basics is a clear and practical
introduction to the world of finance. It thoroughly explains
essential financial statements, tools, and concepts; fundamental
financial instruments and transactions; and global financial
participants, markets, and systems. This fully revised third edition
captures the most important aspects of a changing financial
landscape, including:

e updates on key areas of the financial system, including default
experience, corporate finance trends, growth in dark pools,
hedge funds, foreign exchange, and derivatives, and changes to
the international regulatory and central banking framework;

o further real-world examples/studies that introduce, or expand
upon, a range of practical topics; 12 updated studies are supple-
mented by new cases related to reinsurance, central bank
quantitative easing, and digital currency and payments;

e a comprehensive glossary containing key terms discussed in

the book.

Each chapter is accompanied by an overview and summary,
illustrations and tables, real life case studies, and recommended
reading. Finance: The Basics is essential reading for anyone
interested in the fascinating world of finance.

Erik Banks is an experienced practitioner and regular contri-
butor to the literature in the field of financial risk management,
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institutions in New York, London, Tokyo, Hong Kong, and
Munich, and is the author of over 20 books on risk, derivatives,
markets, and governance.



THE BASICS

ACTING
BELLA MERLIN

AMERICAN PHILOSOPHY
NANCY STANLICK

ANCIENT NEAR EAST
DANIEL C. SNELL

ANIMAL ETHICS
TONY MILLIGAN

ANTHROPOLOGY
PETER METCALF

ARCHAEOLOGY (THIRD EDITION)
CLIVE GAMBLE

ART HISTORY
GRANT POOKE AND DIANA NEWALL

ARTIFICIAL INTELLIGENCE
KEVIN WARWICK

THE BIBLE
JOHN BARTON

BIOETHICS
ALASTAIR V. CAMPBELL

BODY STUDIES

NIALL RICHARDSON AND ADAM LOCKS

BUDDHISM
CATHY CANTWELL

CHRISTIANITY
BRUCE CHILTON

THE CITY
KEVIN ARCHER

CONTEMPORARY LITERATURE
SUMAN GUPTA

CRIMINAL LAW
JONATHAN HERRING

CRIMINOLOGY (SECOND EDITION)
SANDRA WALKLATE

DANCE STUDIES
JO BUTTERWORTH

EASTERN PHILOSOPHY
VICTORIA S. HARRISON

ECONOMICS (THIRD EDITION)
TONY CLEAVER

EDUCATION
KAY WOOD

ENERGY
MICHAEL SCHOBERT

EUROPEAN UNION (SECOND EDITION)
ALEX WARLEIGH-LACK

EVOLUTION
SHERRIE LYONS

FILM STUDIES (SECOND EDITION)
AMY VILLAREJO

FINANCE (THIRD EDITION)
ERIK BANKS

FOOD ETHICS
RONALD SANDLER

FREE WILL
MEGHAN GRIFFITH

GENDER
HILARY LIPS

GENOCIDE
PAUL R. BARTROP

GLOBAL MIGRATION
BERNADETTE HANLON AND THOMAS
VICINIO

GREEK HISTORY
ROBIN OSBORNE

HUMAN GENETICS
RICKI LEWIS

HUMAN GEOGRAPHY
ANDREW JONES



INTERNATIONAL RELATIONS
PETER SUTCH AND JUANITA ELIAS

ISLAM (SECOND EDITION)
COLIN TURNER

JOURNALISM STUDIES
MARTIN CONBOY

JUDAISM
JACOB NEUSNER

LANGUAGE (SECOND EDITION)
R.L. TRASK

LAW
GARY SLAPPER AND DAVID KELLY

LITERARY THEORY (THIRD EDITION)
HANS BERTENS

LOGIC
J.C. BEALL

MANAGEMENT
MORGEN WITZEL

MARKETING (SECOND EDITION)
KARL MOORE AND NIKETH PAREEK

MEDIA STUDIES
JULIAN MCDOUGALL

METAPHYSICS
MICHAEL REA

THE OLYMPICS
ANDY MIAH AND BEATRIZ GARCIA

PHILOSOPHY (FIFTH EDITION)
NIGEL WARBURTON

PHYSICAL GEOGRAPHY
JOSEPH HOLDEN

POETRY (SECOND EDITION)
JEFFREY WAINWRIGHT

POLITICS (FIFTH EDITION)

STEPHEN TANSEY AND NIGEL JACKSON

PUBLIC RELATIONS
RON SMITH

THE QUR’AN
MASSIMO CAMPANINI

RACE AND ETHNICITY
PETER KIVISTO AND PAUL R. CROLL

RELIGION (SECOND EDITION)
MALORY NYE

RELIGION AND SCIENCE
PHILIP CLAYTON

RESEARCH METHODS
NICHOLAS WALLIMAN

ROMAN CATHOLICISM
MICHAEL WALSH

SEMIOTICS (SECOND EDITION)
DANIEL CHANDLER

SHAKESPEARE (THIRD EDITION)
SEAN MCEVOY

SOCIAL WORK
MARK DOEL

SOCIOLOGY
KEN PLUMMER

SPECIAL EDUCATIONAL NEEDS
JANICE WEARMOUTH

SPORT PSYCHOLOGY
DAVID TOD

STANISLAVSKI
ROSE WHYMAN

SUBCULTURES
ROSS HAENFLER

SUSTAINABILITY
PETER JACQUES

TELEVISION STUDIES
TOBY MILLER

TERRORISM
JAMES LUTZ AND BRENDA LUTZ

THEATRE STUDIES (SECOND EDITION)

ROBERT LEACH

WOMEN’S STUDIES
BONNIE SMITH

WORLD HISTORY
PETER N. STEARNS



This page intentionally left blank



FINANCE
THE BASICS

THIRD EDITION

Erik Banks

£ ¥} Routledge

Taylor &Francis Group

1903

L

LONDON AND NEW YORK



Third edition published 2016
by Routledge
2 Park Square, Milton Park, Abingdon, Oxon OX14 4RN

© 2016 Erik Banks
Routledge is an imprint of the Taylor & Francis Group, an informa business

The right of Erik Banks to be identified as author of this work has been asserted in
accordance with the Copyright, Designs and Patent Act 1988.

All rights reserved. No part of this book may be reprinted or reproduced or utilised
in any form or by any electronic, mechanical, or other means, now known or
hereafter invented, including photocopying and recording, or in any information
storage or retrieval system, without permission in writing from the publishers.

Trademark notice: Product or corporate names may be trademarks or registered
trademarks, and are used only for identification and explanation without intent to
infringe.

First edition published by Routledge 2007
Second edition published by Routledge 201

British Library Cataloguing in Publication Data
A catalogue record for this book is available from the British Library

Library of Congress Cataloging in Publication Data
Banks, Erik.
Finance : the basics / Erik Banks. — Third Edition.
pages cm
Revised edition of the author’s Finance, 2011.
Includes bibliographical references and index.

1. Finance. |. Title.
HG173.B3363 2015
332—dc23 2015009251

ISBN: 978-1-138-91976-1 (hbk)
ISBN: 978-1-138-91978-5 (pbk)
ISBN: 978-1-315-68767-4 (ebk)

Typeset in Aldus
by Keystroke, Station Road, Codsall, Wolverhampton



List of “Finance in action” cases
List of illustrations

Preface to the third edition

List of abbreviations

PART 1
Concepts and tools

1
2

3

The world of finance
The financial statements
Financial concepts and tools

PART 2
Instruments and transactions

4

00N oW

Common and preferred stock
Loans and bonds

Investment funds

Derivatives and insurance
Corporate finance

CONTENTS

Xi
Xvii
XiX

20
47

&1
83
108
135

155
190



viii

CONTENTS

PART 3
Participants and marketplaces

9 Financial participants
10 The global financial markets

Appendix: Internet resources
Glossary

Bibliography

Index

209
21n
235

265
269
294
298



2.1
3.1
3.2
4.1
4.2
5.1
6.1
7.1
7.2
8.1
9.1
9.2
93

FINANCE IN ACTION CASES

The benefit and curse of operating leverage
Defaulting sovereigns

From BBA LIBOR to ICE LIBOR
Evolution of electronic trading

Dark pools

The complex world of securitization
The rise of the hedge funds

Growth of the OTC derivatives market
Even insurers need insurance
Challenges of corporate finance deals
A cashless society

The world of Islamic finance

Different regulatory models

10.1 The 24-hour global foreign exchange market
10.2 The age of quantitative easing
10.3 The Credit Crisis of 2007—2009

37

59
62

102
104
127
148
176
186
206
218
223
226
237
249
254



This page intentionally left blank



1.1
1.2
1.3
2.1
2.2
2.3
2.4
2.5
2.6
2.7
2.8
2.9
2.10
3.1
3.2
33
3-4
3.5
3.6
3.7
3.8
3.9

FIGURES

The three-stage cycle of the financial process
The complete financial picture

Three pillars of finance

The financial reporting process
Sample US balance sheet

Sample UK balance sheet

ABC Co.’s US balance sheet

ABC Co.’s UK balance sheet

Sample income statement (before tax effects)
ABC Co.’s income statement

Sample statement of cash flows
Common sources and uses of cash
ABC Co.’s statement of cash flows

Risk and return

High- and low-risk projects

Probability distributions

Diversifiable and non-diversifiable risks
A stock’s beta

Hypothetical yield curve

Sample yield curves

IRR, NPV, and decision rules

IRR, NPV, and WMCC

14
16
18
22
27
28
28
29
31
31
33
33
34
50
51
51
55
56
65

76
77



Xii

FIGURES

4.1
4.2
4.3
5.1
5.2
53
5-4
6.1
6.2
6.3
6.4
6.5
6.6
6.7
7.1
7.2
7-3
7-4
7-5
7.6
7.7
7.8
7-9
7.10
7.1
7.12
713
714
7-15
7.16
717
7.18
8.1
8.2
8.3
9.1
9.2
93
10.1a

Income statement, balance sheet, and net income
Equity accounts on the corporate balance sheet
Impact of shares on paid-in capital

Base yield curve scenarios

ABC Co.’s borrowing costs

Loans and bonds on the corporate balance sheet
Structural cash flows of a CDO

Risk, return, and efficient portfolios

General fund balance sheet

General fund categories

Open-end fund legal vehicles/participants
Onshore/offshore hedge fund structure
Process of creating/trading an ETF

Secondary trading activity in funds

Risk management options

The risk management framework

Derivative classes

Forward contract flows

Long forward

Short forward

Long forward/short asset hedge position
Interest rate swap flows

ABC Co.’s fixed/floating swap hedge

Call option flows: initial and exercise

Put option flows: initial and exercise

Long call option

Short call option

Long put position

Short put position

Insurance classes

Converting full insurance to partial insurance
Structure of a captive

Earnings cycles and earnings stability
Horizontal and vertical acquisitions
Leveraged buyout (LBO) structure

Sample financial regulatory models

The complete picture of financial participants
Disintermediation of select financial functions
Tools to slow economic growth/inflation

86

97
101
115
118
120
128
138
141
143
145
147
152
152
157
160
163
166
167
167
168
170
170
171
172
173
173
174
175
183
185
186
193
196
198
227
229
232
248



FIGURES xiii

10.1b Tools to expand economic growth 249
10.2  US Investment grade credit spreads 258
10.3 Forces of change and market impact 262



This page intentionally left blank



2.1
2.2
2.3
3.1

3.2
33
3-4
3.5
3.6
5.1

5.2
53
54

7.1
7.2
73
7-4
7-5
7.6

TABLES

Operating leverage example

ABC Co.’s historical, current, and industry ratio data
Cash budgeting framework

Standard deviations of Projects 1 and 2
Risk/return trade-offs 1

Risk/return trade-offs 2

Sovereign defaults since 1975

LIBOR contributor data

Sample projects, NPVs, and IRRs

Debt- and equity-financed income statements
ABC Co.: leveraged and unleveraged results
ABC Co.’s borrowing costs

Impact of the risk-free rate and risk premium
on bond prices

Risk decision framework

Long/short forward relationships

ABC Co.’s net cost of debt

Long/short options relationships

Futures options positions

Primary differences between exchange-traded
and OTC derivatives

Company estimates

39
42
45
49
52
53
60
63
75
110

113
118

133
159
167
171
175
178

179
203



XVi

TABLES

10.1 ABC Co. foreign currency exposures

10.2 Interest rates and financial market impact
10.3 Inflation and financial market impact
10.4 GDP and financial market impact

10.5 Sample of key economic measures

A1 Selected Internet listings

239
242
243
245
246
265



PREFACE TO THE THIRD EDITION

The topic of finance is dynamic in its evolution and important
in its application. To be sure, much of the foundation of finance
is well established, providing a stable framework for decision-
making: basic financial concepts such as financial statement con-
struction and analysis, time value of money, risk versus return,
diversification, short- and long-term financial management, and
capital-raising, for instance, are all part of well-accepted daily
financial practice.

But much of the financial landscape continues to change around
us. The continued innovation taking place in the financial markets,
the growing accumulation of wealth around the world, the
increasingly global movement of capital and assets, the advent of
advanced communications, networks, and computing, the chang-
ing views of regulators, and the periodic onset of financial crises
necessarily mean that certain dimensions of finance are also
subject to change. Our goal in this third edition is to capture the
most important of these changes and discuss them in a clear and
practical manner. Readers of this edition will benefit from a series
of additions and improvements:

e updates on key areas of the financial system, including default
experience, corporate finance trends, growth in dark pools,
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PREFACE TO THE THIRD EDITION

hedge funds, foreign exchange, and derivatives, and changes to
the international regulatory and central banking framework;

o further real-world examples/studies (“Finance in action”
studies) that introduce, or expand upon, a range of practical
topics; joining previous studies are new examples centered on
reinsurance, central bank quantitative easing, and digital
currency and payments;
additional worked examples and explanations in each chapter;
expanded and updated chapter readings and external references
for further consultation on individual topics;

e a concise and comprehensive glossary containing key terms
discussed in the book;

e an updated Appendix listing Internet resources that provide
valuable information on different aspects of the financial
topics discussed in the book.

As in the first two editions, this version attempts to convey the
fact that financial markets and concepts are quite universal;
although some practical and definitional differences may arise
between the USA, the UK, Germany, France, Japan, Singapore,
Australia, and so forth, the fundamentals can be applied in any
jurisdiction. To that end, we have tried to mix into our examples
a range of countries, currencies, and terms, so that this book can
be seen as truly cross-border in nature.
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THE WORLD OF FINANCE

CHAPTER OVERVIEW

In this chapter we will consider the basic definitions and concepts
of the financial world, the meaning and scope of finance, and how
it impacts daily activities. We will then consider the goals of
finance, which center on how a firm maximizes value, ensures
proper liquidity and solvency, and manages risks. With this
background in hand we will then discuss the financial process, a
cycle based on financial reporting, planning, and decision-making,
and consider how market factors can impact the cycle. We will
conclude with a brief overview of the book, describing in general
terms the concepts/tools, instruments/transactions, and markets/
participants discussed in subsequent chapters.

DEFINITION AND SCOPE OF FINANCE

Finance is the study of concepts, applications, and systems that
affect the value (or wealth) of individuals, companies, and coun-
tries over the short and long term. The study is both qualitative
and quantitative, and we shall consider both dimensions in this
book. Once we understand the essential elements of finance, we
can identify the motivations and goals that drive specific actions
and decisions.
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Finance affects the daily activities of people, organizations,
and entire nations. Though financial dealings have existed for
centuries, their presence and importance have become even more
apparent in an era characterized by growing wealth accumulation,
consumption, and investment. Indeed, the penetration of finance
is so thorough that we needn’t look far to see its impact: consider
that on any given day many of us are likely to be aware of eco-
nomic growth, unemployment and inflation estimates, stock
prices and deposit quotes, oil and gold price trends, credit and
mortgage loan offers, corporate earnings announcements, and
takeovers and bankruptcies. A financial transaction occurs every
time we place savings into a deposit account or the stock market,
make a purchase with a credit card, or take out a loan to buy a car
or a house. A financial transaction also occurs when a company
borrows money from its bankers or issues bonds to investors or
acquires a competitor. And a financial transaction occurs when a
government agency issues bonds to finance its budget require-
ments, sells state-owned assets to the private sector, or changes its
interest rate or tax policies. It’s easy to imagine that, when each
one of these individual transactions is multiplied by thousands or
millions of similar transactions, asset prices and capital flows can
change and affect the fortunes of individuals, companies, and
countries.

While finance can obviously affect a whole range of participants
— from countries to companies, to individuals — we will focus our
discussion on companies. The corporate focus is useful because
companies drive much of the financial activity that impacts all
other participants.

THE GOALS OF FINANCE

A company exists to produce goods and services, and doing so
successfully leads to the creation of an enterprise with value. In
fact, a company operating in a capitalistic free market economy
aims to maximize the value of its operation. Naturally, this is just
one primary goal — we can easily imagine that a company may
also try to pursue other goals, such as building market share, deli-
vering top quality customer service, establishing competitive lea-
dership, creating an international presence, developing brand
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name recognition, introducing new and exciting products, pro-
moting employee/community support, and so forth. Ultimately,
however, a company seeks to create a maximum level of enduring
enterprise value. As we shall see, this overarching goal can be
accomplished by maximizing profits, managing liquidity and sol-
vency, and taking proper account of financial and operating risks.

MAXIMIZING PROFITS

Companies seek to maximize value (wealth) while adhering to
certain social, legal, and regulatory constraints. When markets
are left to their own devices — under a laissez faire system, where
free markets dominate and government involvement is at an
absolute minimum — companies can produce goods/services at
will, and consumers can freely select which ones to buy. In such
free market systems companies try to attract consumers in order
to produce and sell more goods/services as efficiently as possible.
How can a company become stronger and increase its wealth?
The obvious answer is by increasing its profits, or the income that
remains after expenses have been paid: a company that makes
more money is more valuable than one that makes less money;, all
other things being equal, and if it can do so continuously, over a
long period of time, it becomes stronger.

Let’s consider a simple example to help frame the discussion.
Assume that a hypothetical company, ABC Co. (which we shall
revisit throughout the book), produces certain goods, which it
sells to its customers. In order to produce these goods it has a staff
of workers, sources raw materials locally, and owns a factory
(which it depreciates, or reduces in value, on a regular basis as a
result of normal “wear and tear”). The purchase price of the
factory is paid by taking out a loan from a local bank. The rest of
the company’s assets (i.e. items that it owns) are kept in a short-
term bank deposit. The revenues earned by selling the goods are
used to buy raw materials from abroad, repay the interest and
principal on the loan, and pay the salaries of the employees, the
rent on the office space, and taxes to the government. The
remaining balance, net income (or net profit), is then reinvested
in the business or paid out to the owners. This simple example
raises a number of important questions about how the company
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operates and how it attempts to maximize its profits. For instance,
does the company maximize profits by:

e Buying raw materials from abroad rather than locally?

e Borrowing from the local bank rather than issuing bonds or
stock?

e Purchasing the factory instead of leasing it?

e Depreciating the factory on an accelerated basis rather than a
straight-line basis?

e Renting the office space instead of buying it?

e Keeping its remaining assets in short-term bank deposits
rather than long-term securities?

e Reinvesting net profits rather than paying them out to the
owners?

The correct answers are not immediately apparent, mainly
because we need to understand more about the company, its
financial structure, its operating environment, and the competi-
tive marketplace. And, of course, we need a proper suite of finan-
cial concepts and tools so that we can evaluate the issues and
alternatives; we shall consider these concepts and tools in subse-
quent chapters.

Let’s now extend the example one step further, to demonstrate
that the scope of finance is very broad. Assume that ABC Co.
wants to expand its operations and decides to buy a competing
firm. To arrange the acquisition, it borrows from its local bankers.
Once the acquired company is fully integrated, the firm invests in
factories located around the world, which allows it to source raw
materials in each local marketplace, produce goods in a local
setting, and then sell them to the local consumer base. Half of any
profits it earns are reinvested in the local operations, while the
other half is repatriated to the home office.

Once again, we can ask whether ABC Co. maximizes profits by:

e Acquiring a competitor instead of growing only through
internal resources?

o Using loans instead of stock to buy the competitor?

e Making a series of long-term investments in local markets
instead of concentrating production in the home market?
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e Sourcing raw materials in each local market rather than
arranging a single centralized purchase agreement for all
markets?

e Retaining 50 percent of its local profits in each local operation
and repatriating the other 50 percent to head office?

The correct answers are still uncertain because we again lack the
necessary tools and information.

So, how does a company actually create profits? Broadly
speaking, it can do so by investing, speculating, or restructuring.
Let’s consider each one.

Generating revenues and profits is accomplished primarily by
investing in productive resources — plant and equipment, tech-
nology, intellectual property, human resources, and financial
assets. We can define investing as the commitment of capital in a
venture, project, asset, or security in order to create more value.
Investment may be focused on physical assets, like the purchase
or construction of a factory, the development of a power plant, or
the purchase or lease of afleet of ships. Automobile manufacturers,
airlines, energy companies, steel companies, and others regularly
invest in such physical assets. In other cases investment is based
on the purchase of securities, such as stocks and bonds that are
also designed to generate a return. This is an “indirect” form of
investment in productive assets, as the company buying securities
(perhaps for its investment or retirement benefits portfolio) is
actually contributing its capital to the firms that have issued the
securities; those firms, in turn, are likely to be using the proceeds
to invest in the hard assets and projects we have just mentioned.

Some firms try to make profits by speculating. Speculating,
like investing, is a method of committing capital in order to
generate a satisfactory return. Speculative activities are generally
centered on a company’s purchase or sale of securities, finan-
cial contracts, or select physical assets (commodities, real estate),
rather than the direct purchase of productive assets used to
create goods and services. In fact, specialized institutions like
banks and investment funds are actively involved in speculative
activities.

A firm can also create or expand profits by restructuring cor-
porate operations. It may do so by changing its business through
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a corporate finance transaction such as a merger, acquisition, or
joint venture, or by selling a subsidiary no longer considered
essential to corporate strategy. It can also do so by restructuring
its balance sheet, perhaps repaying some of its debt by issuing
stock. A company pursuing such strategies hopes to expand the
revenue base, lower costs, and/or increase operating efficiencies
—any, or all, of which can help generate profits.

MANAGING LIQUIDITY AND SOLVENCY

While a company may wish to maximize its profits and its value,
it must first be in sound financial condition. A company that has
been weakened by bad decisions or a difficult operating environ-
ment is interested primarily in surviving from month to month
and is unlikely to be thinking about ways of expanding its earn-
ings power and value. Accordingly, it must make sure that its
foundation is strong. In financial terms this relates primarily to
two key areas: liquidity and solvency.

Liquidity is defined as a sufficiency of cash (or assets that can
be quickly converted to cash) to pay bills and cover any surprises
or emergencies. In fact, managing liquidity is critically important,
asany mistake can turn a company’s fortunes almost immediately.
Firms that lack enough cash to cover their short-term outflows
and those that rely on only a few sources of external funding that
can be withdrawn by the providers are at greater risk of financial
distress than those that keep a prudent amount of cash on hand
and arrange external financing across a broad range of markets,
instruments, investors/lenders, and maturities.

Companies manage liquidity by spacing their liabilities (or
amounts owed) over time (so that not everything comes due at
once), keeping some portion of their assets in the form of cash or
short-term securities (such as government treasury bills), and
establishing proper financing arrangements. For instance, if ABC
Co. has a £10 million credit line with its bank and is presented
with unexpected payments of £5 million, it can pay the charges
using the credit line and carry on with its operations. Naturally, it
will have to repay the money it has borrowed to meet the
emergency payment, but it will have more time to do so (perhaps
up to several years). Or, instead of using the bank facility, ABC
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Co. may sell £5 million of short-term treasury bills that it holds
in its portfolio expressly for emergencies. The result is the same:
avoiding a liquidity squeeze by arranging in advance the right
mechanism to deal with any potential anticipated or unanticipated
problem. Naturally, proper management of liquidity raises certain
questions:

e What is the best type of liquidity credit facility for a company?

e Should liquidity be accessed by preserving more cash and
short-term assets on the balance sheet (internal), arranging
more bank credit lines (external), or both?

e Ifassetsare to be used, is a discount to the value of those assets
necessary in order to provide a better reflection of the cash
liquidation value?

e Do liquidity needs change during a given season or do they
fluctuate according to the broader economic cycle?

e How much enterprise value is lost by being too liquid, i.e.
holding too much non-earning cash on the balance sheet?

The finance framework helps a company answer these questions
and develop the right kind of program to ensure a liquidity crisis
is avoided. While liquidity planning is an essential process for all
companies, it is especially critical for small- and medium-sized
companies that often lack the resources and credit access enjoyed
by large firms.

Solvency, the second major element of a sound financial foun-
dation, is defined as a sufficiency of capital (or permanent/
semi-permanent funds) to meet unexpected losses. Companies
generally operate their businesses with a certain amount of
equity capital and retained earnings (and certain classes of long-
term debt) to protect against potentially large and unexpected
losses that consume its resources. By preserving this buffer, a
company tries to ensure that it can operate as a “going concern,”
even under dire circumstances. For instance, if ABC Co. has a
capital base of £250 million that supports £1 billion of assets and
it generates a loss of £150 million as a result of negative judg-
ments on a lawsuit, a portion of its capital base will be depleted,
i.e. the buffer falls from £250 million to £100 million. While this
is clearly a dangerous situation and ABC Co. will need to rebuild
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its financial position as quickly as possible, it can still continue
operating. If the company didn’t have enough capital funds to
absorb the loss, it would become technically insolvent and have to
file for bankruptcy. In order to manage solvency properly a
company must consider the following:

e How much of a capital buffer is needed to protect the firm
under various normal and stress scenarios?

e Should that buffer be expanded through internal resources,
externally, or both?

e What is the best mix of capital and how much will it cost to
raise each portion?

e Do regulators demand a minimum level of capitalization?

Once again, the finance framework helps answer these questions
in a manner that is rational and consistent.

MANAGING RISK

Since finance is concerned with a series of fluctuating variables
and dynamic decisions, it is keenly focused on risk — which we
define as the uncertainty or variability surrounding a future
event. In a risky world a company must weigh all of the costs and
benefits arising from a short-term or long-term action designed
to boost profits and value. If a firm absorbs too much risk, it may
suffer losses or financial distress, or even failure. Conversely, if a
firm takes too little risk, it may miss the opportunity to create
profits or accumulate market share. While taking risk can help a
company achieve its goals, at some point incremental risk-taking
may not be sensible. The marginal benefit gained from each
incremental risky project or investment may decline, to the point
where risk and return are misbalanced.

Risk comes in many different forms, including operating risk,
financial risk, legal risk, and environmental risk; each of these can
be decomposed into even more granular classes.

Risk can be managed through hedging (i.e. neutralizing), risk
reduction, and risk diversification; some risks can also be mitigated
by loss controls, which are pre-emptive behaviors that reduce the
likelihood that perils will occur.
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Before creating a risk management strategy, ABC Co. must
again resolve various questions:

How much risk should the company take in each class?

Is this risk core or ancillary to the business?

Is the company being properly compensated for taking risk?
Should the risk be transferred, reduced or eliminated, or
should it be preserved?

e How much does it cost the company to shift or eliminate
particular classes of risk?

The definitive answers to these questions will again depend on a
company and its operations, its comfort and experience with risk,
and the nature of the markets/opportunities.

THE FINANCIAL PROCESS

A company trying to maximize the value of its operations faces
many financial decisions. Financial decisions depend on a standar-
dized process that provides continuous feedback. The process can
be viewed as a three-stage cycle that is driven by the financial
goals that a firm hopes to achieve. It begins with a review of the
company’s financial position (financial reporting/analysis) and is
followed by the development of short- and long-term plans
(financial planning), which leads to the execution of certain
actions (financial decisions). These decisions will yield results
that affect the firm’s financial position, allowing the cycle to begin
anew. The process is thus continuous.

FINANCIAL REPORTING/ANALYSIS

Financial reporting/analysis relates to the structure and trend of
a company’s financial position, most often conveyed through
three key financial statements (or accounts) that are prepared and
distributed every quarter or year:

e Balance sheet: a point-in-time reflection of a company’s assets,
liabilities, and capital.

e Income statement (or profit and loss statement): a cumulative
reflection of a company’s revenues, expenses, and profits.
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e Cash flow statement: a cumulative reflection of the cash
flowing into, and out of, a company.

These key statements are supplemented by other information,
including financial footnotes and detailed management discus-
sion and analysis. This reporting/analysis is done via established
accounting rules, such as the International Financial Reporting
Standards promulgated by the International Accounting Stan-
dards Board, which inject uniformity into the process. Through
the reporting mechanism, internal and external stakeholders can
determine how a firm, such as ABC Co., has performed over time
(and versus its competitors) and what its financial position is at a
particular moment. We will review these key financial statements
in more detail in Chapter 2.

FINANCIAL PLANNING

Financial planning is the second phase of the financial process. It
helps define the actions that a firm needs to take over the short
term and long term to meet its goals.

Some aspects of financial planning deal with an immediate
time horizon, generally 1 week to 1 year. These issues center on
daily management and progress of corporate operations, such as:

e Working capital (or liquidity) management: managing cash,
short-term assets and liabilities.

e Hedge management: rebalancing financial/operating risks
through the use of various types of instruments intended to
protect against losses.

e Funding management: arranging financing through a loan or
capital markets.

Other dimensions of financial planning are based on longer-term
actions. Such strategic financial management is critical to the
methodical expansion of corporate operations and the long-term
creation of enterprise value. Issues in this category relate to:

e Capital investment: managing long-term investment projects,
research and development, and capital expenditures.
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o Capital structure: identifying the optimal blend of debt, equity,
and off balance sheet funding.

e Mergers and acquisitions: creating opportunities through
corporate combinations or restructuring.

e Tax planning: optimizing operations to reduce the tax burden.

e International strategies: managing operations in, and expand-
ing into, offshore markets.

e Dividend policy: developing a proper policy to pay dividends
to investors.

e Risk management: creating a consistent, long-term, approach
to the management of financial, operating, and legal risks.

While short- and long-term planning are essential to the con-
tinued success of any company, they can lead to different goals:
plans (and subsequent decisions) that are based on the short term
tend to focus on near-term profitability; those of a longer-term
nature center on sustainable enterprise value creation over mul-
tiple reporting periods.

FINANCIAL DECISIONS

A company can make decisions once its financial position is well
understood and its tactical/strategic plans have been formulated.
Decisions are made by using specific financial concepts and tools,
such as risk/return trade-off, risk diversification, cost of capital,
time value of money, net present value, and investment rules, all
of which we will discuss in Chapter 3. Concepts and tools help a
company objectively understand the impact of translating plans
into actionable decisions.

The three dimensions of the financial process are thus part of a
continuous cycle: a firm examines its financial position, develops
short-term and long-term plans and makes decisions to put the
plans into motion. The next set of financial statements will reflect
some aspects of decisions that have been taken, and can be used as
the basis for further short-term and long-term financial plans
and decisions. Figure 1.1 summarizes this cycle. Naturally, a
company must make its short- and long-term financial actions
meaningful and must also be flexible enough to adapt to changing
circumstances.

13
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Financial
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Concepts and tools
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Figure 1.1 The three-stage cycle of the financial process

EXTERNAL AND INTERNAL FACTORS

External and internal forces impact the financial actions and acti-
vities of a firm operating in a complex economic world. Every
company is influenced, directly or indirectly, by macro-economic
factors: economic growth, productivity, employment, inflation,
interest rates, currency rates, commodity/input prices, consumer
confidence, and so forth. It may also be impacted by the state of
the industry in which it operates, competitive pressures, avail-
ability of substitutes, and regulatory restrictions. A company must
generally react or adapt to these external forces: since they are so
powerful and pervasive, they are typically beyond the control or
influence of any single company (or industry) and must therefore
be viewed as factors that shape the operating environment.
Assume, for instance, that ABC Co. is operating in a macro envi-
ronment characterized by healthy growth, strong consumer con-
fidence, and robust demand; all other things being equal, ABC
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Co.’s ability to sell products will be greater than if the economy is
in recession. Similarly, if several new competitors have entered
the same industry, ABC Co. may feel heightened pressures that
force it to change its pricing or marketing tactics. It can react or
adapt to, but cannot change, the competitive environment.

Internal forces are equally important in dictating a company’s
path to success. These may include a company’s financial strength
and resources, its access to cash and financing, its approach to
strategic ventures, its ability to respond to pricing/costing changes
in the face of fluctuating supply and demand, and the quality and
experience of its leadership. Each one of these factors is within a
company’s control and can be changed over the short or medium
term, generally unilaterally. For example, ABC Co. may believe
that raising additional capital to expand its operations or purchas-
ing a smaller rival may give it the competitive edge it requires.
Or, the company may believe that it needs a stronger marketing
team in order to boost its sales, so it may choose to hire top sales
producers from a competitor. It can take these actions on its own,
hopefully improving its fortunes as a consequence.

THE COMPLETE FINANCIAL PICTURE

We've now introduced several theoretical elements of the financial
world: definition/scope, goals, and process, along with the impact
of internal/external forces. Assembling these gives us a complete
picture of the financial world.

To review, we know that finance is the study of how companies
(and individuals and countries) can increase value or wealth. By
using financial concepts and tools in a three-stage financial
process, a company attempts to achieve its financial goals in a
disciplined manner. Maximizing profits and managing liquidity,
solvency, and other risks helps a firm operating in a free market
economy achieve the overarching goal of value maximization.
But the financial process is dynamic and subject to the effects of
internal and external factors, so any process that is implemented
to fulfill financial goals must take account of these factors and
adapt to them through a continuous feedback process. This
financial picture is summarized in Figure 1.2.
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Figure 1.2 The complete financial picture

OUTLINE AND STRUCTURE OF THE BOOK

Finance is clearly vital to the activities of companies, individuals,
and sovereign nations. The question is how to deal with the topic
in a manner that is comprehensive — but also manageable, rele-
vant, and interesting. To accomplish this goal, we will approach
the subject by focusing on three broad areas, or “pillars”: concepts
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and tools, instruments and transactions, and participants and
markets. By exploring finance in this way, we’ll be able to cover
the key micro and macro dimensions in a logical manner.

We begin by considering concepts and tools. This provides the
essential background needed to understand the mechanics of
finance and helps clarify the company-wide issues that we’ll
consider in subsequent portions of the book. We will start with an
examination of corporate financial statements, focusing on:

e Financial structure and reporting: the nature and use of the
balance sheet, income statement, and statement of cash flows.

With an understanding of financial statements and how they can
be used as part of the decision-making process, we will then turn
our attention to fundamental financial tools. There are many well-
established principles and tools that can be used in quantifying and
evaluating many of the issues that companies face:

e Risk considerations: the nature of risk and return, risk
diversification, and value maximization.

o The price of capital: the determination of interest rates/yield
curves, stock prices, and the weighted cost of capital.

o Time value of money: the use of present value and future value.

e Investment decisions: the use of net present value, internal
rate of return, and decision rules.

Once we've assembled this financial “toolkit,” we'll explore the
nature of financial instruments and transactions that let compa-
nies achieve particular goals. Our intent in this second pillar is to
demonstrate how specific assets, liabilities, off-balance-sheet con-
tracts, and restructuring transactions are used to advance the pro-
gress of companies and their stakeholders. Our discussion will
focus on:

e Common and preferred stock: the nature and use of equity-
related instruments.

e Loansand bonds: the nature and use of debt-related instruments.

e Investment funds: the nature and use of investment mecha-
nisms that incorporate multiple assets.
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Figure 1.3 Three pillars of finance

e Derivatives and insurance: the nature of risk management and
the use of instruments to manage, transfer, hedge, or assume
risk.

o Corporatefinance: the nature and use of corporate restructuring
transactions.

We will then examine the third pillar of finance — the macro
picture. Specifically, we will consider how key participants and
markets support, and are supported by, activities at the micro
level. We shall do this by describing:

e Financial participants: intermediaries, end-users, and regulators.

e Global financial markets: macro-structure of the markets,
macro variables, monetary policy, and the nature of the twenty-
first-century marketplace, including financial crises, which can
sometimes disrupt the plans and goals of companies.

The three pillars that constitute the world of finance are
summarized in Figure 1.3.

CHAPTER SUMMARY

Finance, which is the study of factors that impact the wealth or
value of participants, is an essential component of daily life in the
business world. Financial dealings and transactions are prevalent
throughout modern society, affecting individuals, companies, and
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entire countries. A company’s overarching goal of increasing
value can be achieved by meeting a series of important financial
goals, including maximization of profit, prudent management of
liquidity and solvency management, and rigorous management
of financial and operating risks. The standard three-stage financial
process, which is based on financial reporting, short- and long-
term financial planning, and financial decision-making, allows a
company to work towards its goals in a methodical fashion. Any
decisions taken by financial managers must take account of a
series of internal and external market forces; companies are
generally required to react to external factors, but can more
readily influence internal factors.
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THE FINANCIAL STATEMENTS

CHAPTER OVERVIEW

A company attempting to maximize profits, maintain proper levels
of liquidity and solvency, and prudently manage risks must first
understand the state and trend of its financial position. In this
chapter we consider the process of standard financial reporting,
analyze the structure and use of the three main financial statements
(balance sheet, income statement, and statement of cash flows), and
discuss how financial statement ratio analysis can be used to
decipher the financial strengths and weaknesses of a firm. We will
conclude by considering how financial statements are used in the
decision-making process.

FINANCIAL REPORTING

Financial reporting — the process by which a company prepares and
presents its accounts — is a key element of the modern accounting
framework. Reporting leads ultimately to the creation of financial
statements that let managers, investors, creditors, credit rating
agencies, regulators, and other stakeholders evaluate financial
strength or weakness. Naturally, a degree of uniformity in approach
and presentation must exist in order for statements to be useful. If
no standards existed, then every company would simply do as it
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pleased, making it impossible to compare performance across com-
panies — or, indeed, within a company, if it decided to change its
standards every year.

Regulators and industry bodies have developed and refined
standards of financial reporting over the years. Though these
can vary across some national systems, the essential process of
financial reporting and presentation is the same: every com-
pany posts transactions that affect its daily operations to relevant
ledger accounts according to pre-defined rules or guidelines. The
major guidelines are set forth via Generally Accepted Accounting
Principles (or GAAP, promulgated in the USA by the Financial
Accounting Standards Board) and International Financial Report-
ing Standards (IFRS, managed on a global basis by the International
Accounting Standards Board). These accounts are then aggregated
into unaudited trial statements over certain common reporting
periods. An external auditor independently audits (or examines)
statements to ensure conformity to established standards. The end
goal is the uniform preparation and distribution of the financial
statements that we discuss below every 3, 6, and/or 12 months.
Figure 2.1 summarizes the financial reporting process.

KEY FINANCIAL STATEMENTS

We can capture the essence of a company’s financial position
through:

o The balance sheet: a “point-in-time” representation of assets,
liabilities, and capital.

e Theincome statement: a cumulative record of the firm'’s profits
and losses.

o The statement of cash flows: a cumulative record of the firm’s
cash inflows and outflows.

Let’s consider each in greater detail.

THE BALANCE SHEET

A company that is in business to produce goods or services
requires assets (items of value that are legally owned by the

21
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company), which it funds through liabilities (amounts that are
owed by the company to others) and some form of equity
(amounts representing an ownership interest in the company);
let us note that the terms capital, shares, and stock can also be
used to refer to equity. These three broad categories, presented in
a statement known as the balance sheet, are linked together by an
important accounting relationship, which says that:

assets = liabilities + equity [2.1]

If this equation holds true, then the balance sheet “balances.” The
relationship makes intuitive, as well as financial, sense. If a
company possesses some asset, it has either purchased that asset
using its own capital resources (i.e. equity) or external resources
(i.e. a bank loan, which is a liability) — or both. For instance, if ABC
Co. has a computer (an asset) worth £10,000, it may have borrowed
£10,000 to buy the computer (a liability), it may have purchased
the computer outright from its own capital (equity), or it might
have used some combination of the two (i.e. it has paid off half
of the computer’s value — £5,000 of equity — and borrowed to
finance the difference — £5,000 of liabilities). This example
balances, per [2.1]. It is relatively easy to see that we can extend
this process to include all of ABC Co.’s assets.

We can also rearrange the equation above to gain some under-
standing about the equity (or net worth), of the firm:

equity = assets — liabilities [2.2]

This tells us that the actual value or worth of the company is the
difference between its assets and liabilities. Thus, if ABC Co. has
borrowed £5,000 to buy the £10,000 computer, its equity (or net
worth) in the asset is equal to £5,000 (i.e. £10,000 — £5,000). Again,
we can extend this across all accounts to find the equity value of the
firm. A critical point to note is that, when assets are worth less than
liabilities, the firm has “negative equity” and is considered in-
solvent. Thus, if the computer is really worth £2,000 and the
company borrowed £5,000 to buy it, its equity is equal to —£3,000.
Not surprisingly, financial managers are heavily focused on ensur-
ing that the value of assets always exceeds the value of liabilities.

23
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Though the actual number of asset accounts in a large firm can
reach into the hundreds or thousands, we can condense them into
a smaller group of key accounts:

e Cash and short-term securities: accounts that form the com-
pany’s asset-based liquidity (i.e. cash and cash equivalents), which
is an important part of liquidity management. A company needs
to keep a certain amount of liquid assets on hand to pay bills as
they come due, or to meet unexpected payments.

e Accounts receivable: a form of credit extended by the company
to its customers. For instance, while customers might receive
goods/services from the company immediately, they may take
30 to 180 days to pay for them; this is precisely equal to the
company making short-term loans to its customers.

e Prepayments: payments made by a company for goods/services
to be received at a future time. For instance, a company might
prepay all of its property and casualty insurance premiums at
the beginning of the year, even though it receives the benefits of
insurance coverage throughout the year. Other kinds of accounts
can be prepaid, such as rent, taxes, and so forth.

e Inventories: accounts comprising the items needed to manu-
facture physical goods that are ultimately sold to customers.
Inventories are generally classified according to their stage
in the production process, such as raw material, work-in-
progress, and finished goods. Inventories have to be managed
smoothly so that there is no disruption in the production
process and enough finished goods are available for sale.

e Property, plant, and equipment (PP&E): all of the physical infra-
structure that a company needs to run its business, such as com-
puters, office buildings, trucking fleets, factories, assembly lines,
and so forth. Since PP&E declines in value through normal
“wear and tear” and obsolescence, its value is reduced through
depreciation, which is a non-cash expense. Accumulated depre-
ciation may be shown as a “contra-account,” or deduction, to
the PP&E accounts.

e Intangibles: all assets that cannot be physically seen or touched,
but which add value to the firm. This includes items such as
trademarks, patents, and intellectual property, as well as good-
will, which is excess value paid when acquiring another firm.
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Cash, securities, accountsreceivable, prepayments, andinventories
are regarded collectively as current assets and form one half of
the working capital equation. We'll discuss working capital at
several points later in the chapter.

Liability accounts generally include:

e Accounts payable: a form of credit accepted by the company
from its suppliers. For instance, the company may receive raw
materials/services from its suppliers and choose to pay its bills
immediately and gain the benefit of “cash” discounts, or it can
forgo the discounts and defer payments for 30-180 days; the
latter choice is equivalent to accepting short-term loans from
the suppliers.

e Short-term debt: credit extended to a company through short-
term loans or securities, where maturities are generally defined
to be less than 1 year.

e Deferred payments: accounts representing payments due from
the company (typically taxes and expenses), but which have
been deferred until some future period.

e Medium- and long-term debt: credit extended to a company
though medium- and long-term loans and securities with
maturities ranging from 1 to 30 years.

We shall discuss some of these liability accounts in more detail in
Chapter 5. Accounts payable and short-term debt constitute the
general category of current liabilities, which forms the second half
of the working capital equation. Total working capital is simply
current assets less current liabilities and serves as a good proxy for
a company’s overall liquidity position, as we’ll see below.

The capital accounts, which represent the residual balance
remaining after all assets have been liquidated and all creditor (or
liability) claims have been repaid, may include:

e Preferred stock (or preference shares): a form of non-voting,
dividend-paying ownership capital issued by the company to
investors.

e Common stock (or ordinary shares): another form of owner-
ship capital issued by the company to investors. Most common
shares carry voting rights and may be entitled to dividends.

25
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The common stock account may be divided into several sub-ac-
counts including par value (the nominal amount of shares
issued) and paid-in surplus (the difference between the market
value of the amount raised and the par value). If a company
repurchases its common stock from the market, it reduces the
amount outstanding via the treasury stock contra-account.

e Retained earnings: an account representing a company’s
accumulated profits which are reinvested in new projects/
investments.

We shall discuss some of these capital instruments in greater depth
in Chapter 4. The actual balance sheet mix of assets, liabilities, and
capital is, of course, company-specific. Each industry sector and
each individual firm has its own size and proportion of assets, lia-
bilities, and capital, as we shall note in subsequent chapters.

In addition to balance sheet items, companies may also have
certain “off balance sheet” accounts that represent contingencies
or uncertainties that can ultimately impact the financial position.
These accounts can sometimes be quite significant and must not
be overlooked. Items that are generally presented off balance
sheet include undrawn/unfunded bank loans, financial guaran-
tees, derivative contracts, and leases.

The actual presentation of the balance sheet is specific to a
country and the accounting regime it follows. While most
accounting systems feature the accounts listed above and adhere
to the fundamental accounting equation, presentation can vary.
Figures 2.2 and 2.3, for instance, show accounts in terms of US
and UK presentation. Despite differences, the end result in terms
of assets, liabilities, and capital is always equal.

To show how the accounts are constructed (and that the US
and UK versions are, in fact, equivalent), let’s examine the key
accounts of ABC Co. Assume that ABC Co., which manufactures
certain goods, has a factory worth £500 million (that has already
been depreciated by 10 percent, or £50 million), accounts receiv-
able of £100 million, accounts payable of £150 million, inventories
of goods in various stages of completion valued at £200 million,
cash on hand of £100 million, short-term loans of £100 million
and medium-term loans of £300 million; the company was
initially capitalized through a common stock issue of £150 million
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Assets Liabilities + Equity
Accounts payable
Short-term debt
= Total current
Cash and securities liabilities
Accounts receivable Deferred taxes
Prepayments and payments
Inventories Medium-/long-term
debt
= Total current = Total long-term
assets liabilities
Property, plant, and = Total liabilities
equipment
(Accumulated
depreciation) Preferred stock
Intangibles Common stock
*par value
= Total fixed assets *paid-in surplus
= Total assets (Treasury stock)
Retained earnings
= Total equity

Figure 2.2 Sample US balance sheet

(comprising £10 million of par value and £140 million of paid-in
surplus) and over the past few years it has accumulated retained
earnings of £150 million.

ABC Co.’s balance sheet position under the US and UK versions
is shown in Figures 2.4 and 2.5.

The presentation of the balance sheet created through the
financial reporting process is, of course, important, as it provides
a snapshot of the firm’s position. But the balance sheet becomes
even more useful when we examine how it evolves over time and
how it compares with the balance sheets of competitors. We'll
consider this trend/comparison analysis later in the chapter.

THE INCOME STATEMENT

The income statement (also referred to as the profit and loss
account) records the revenues and expenses of the firm throughout
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Property, plant, and equipment
(accumulated depreciation)
Intangibles
= Long-term investments
= Total fixed assets

Cash and securities
Accounts receivable
Prepayments
Inventories
= Total current assets

Accounts payable
Short-term debt
= Total current liabilities

Medium- and long-term debt
= Net assets

Preferred stock
Common stock
(treasury stock)
Retained earnings
= Net capital

Figure 2.3 Sample UK balance sheet

the fiscal accounting period. Unlike the balance sheet, which
reflects a company’s financial position at a single point in time
(e.g. each quarter- or year-end), the income statement accumulates

Assets Liabilities + Equity
Accounts payable £isom
Cash £100m Short-term loan £100m
Accounts receivable £ioom Medium-term loan £300m
Inventories £200m
Property, plantand | £500m Total liabilities £Lssom
equipment
(Accumulated (£50m)
depreciation) Common stock Lisom
Retained earnings £isom
Total assets £850m
Total equity £300m

Figure 2.4 ABC Co.’s US balance sheet
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Property, plant, and equipment £500m
(accumulated depreciation) (£50m)
Total fixed assets £450m
Cash £1oom

Accounts receivable £1oom
Inventories £200m

Total current assets £400m
Accounts payable £isom
Short-term loan £1oom
Total current liabilities £250m
Medium-term loan £300m
Net assets £300m
Common stock £isom
Retained earnings £isom

Net capital £300m

Figure 2.5 ABC Co.’s UK balance sheet

all of the revenue and expense information for the reporting
period and can therefore be considered cumulative.

Though an income statement may again include a significant
number of entries, we focus on several key items:

e Gross revenues: the total amount of goods/services sold by
the company to its customers. This is often referred to as
gross sales or turnover, and is considered the “top line”
reflection of a company’s ability to sell goods/services at a
particular price.

e Cost of goods sold: the amount that it costs the company to
produce or convey the goods/services it sells; this generally
includes raw materials and other inputs, as well as labor/pro-
duction costs. It does not, however, include administrative
costs, interest expense, or taxes, which are treated separately.

e Gross profit: the difference between the revenues earned by
the company and the cost it incurs in producing those revenues.

e Selling, general, and administrative (SG&A) expenses: the
non-production costs that the company incurs in creating its
goods/services; this may include marketing, advertising,
occupancy, employee health benefits, salaries, and so forth.
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e Interest expense: the amount that the company pays its
creditors for the use of borrowed funds. Interest expense can
relate to any or all of short- and long-term loans and bonds
and accounts payable.

e Interest income: the amount the company earns in interest
from its investments in short- or long-term securities.

e Other income/expenses: all other inflows and outflows attrib-
utable to the company’s operations. This can include excep-
tional items (those which are related to the core business but
are unusually large) and extraordinary items (which are
non-recurring and out of the normal course of business).

e Operating (or pre-tax) income: the company’s gross profit less
SG&A expenses, interest expense, and other income/expenses;
this figure yields a taxable income equivalent. Note that in
some cases interest income/expense is shown below the
operating income line.

e Taxes: the amount that the firm has paid in income taxes.

e Net income: the difference between the company’s pre-tax
income and the taxes paid. This is the “bottom line” result of a
company’s business and reflects the true profitability of the
operation. Net income can be distributed to shareholders in
the form of dividends, or it can be reinvested in the business
via retained earnings.

Managers and analysts often examine another income state-
ment subtotal — earnings before interest and taxes (EBIT) — which
is simply gross profit less SG&A expenses, before any interest
or taxes are paid. As indicated above, EBIT can also be defined
as operating income (when interest expense is deducted from
operating, rather than gross, profit and non-operating income is
negligible).

We have again generalized this statement for simplicity.
Nevertheless, the structure noted above, and summarized in
Figure 2.6, depicts the logic behind income statement construction
and is adaptable across industries and countries.

Let’s assume that ABC Co. has sold goods that generate re-
venues of £650 million, and the costs associated with the pro-
duction of these goods amount to £520 million. The company has
also booked £50 million in SG&A expenses, £20 million in interest
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Gross revenues £650m

Gross revenues — Cost of goods sold £520m

— Cost of goods sold = Gross profit £130m

= Gross profit — SG&A expenses £50m

— SG&A expenses — Interest expense f2om

— Interest expense + Other income £ism

+ Interest income — Other expenses £sm

+ Other income = Pre-tax income £70m

— Other expenses — Income taxes £21m

= Operating income = Net income £49m
Figure 2.6 Sample income Figure 2.7 ABC Co.’s income

statement (before tax effects) statement

expenses, and £5 million in other expenses; these have been
partly offset by £15 million in other income. Together, these
items produce net income of £70 million. Based on a tax rate of
30 percent, ABC Co.’s net income for the year amounts to £49
million, as illustrated in Figure 2.7.

THE STATEMENT OF CASH FLOWS

The last of the major financial statements intended to convey a
picture of a company’s financial structure and health is the
statement of cash flows, which reveals the nature of the firm’s
sources and uses of cash, and its net cash position at the end of a
reporting period. The basic cash flow statement is generally
divided into three segments: operating cash flow, investing cash
flow, and financing cash flow.

e Operating cash flow provides information on the actual cash
impact (receipts and outflows) of the firm’s ongoing core
operations. This section begins with the net income generated
by the business, adds back depreciation (which is a non-cash
operating expense) and then adjusts for changes in working
capital. Depreciation is a particularly important item: though
it’s a non-cash expense, it produces cash flow by reducing
taxable income. The net of the operating cash flow section
provides information on a firm’s ability to generate cash from
its core business.
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e Investing cash flow yields information on how the company
uses its cash in the pursuit of productive ventures or invest-
ments. The investing cash flow section examines the purchase
of other companies or PP&E (outflows of cash), the purchase of
securities and other financial assets (outflow), the sale of exist-
ing assets, subsidiaries, or joint venture stakes (inflow), or the
sale of securities (inflow). The net of this section provides an
indication of whether a company uses its cash to expand into
new or existing areas.

e Financing cash flow indicates how much external funding (if
any) the firm is using to fund its operating and investing
activities. The financing cash flow section focuses on new debt
and stock issuance (which represent cash inflows), debt repay-
ment (outflow), dividend payments (outflow), and treasury
stock repurchases (outflow). The net of the financing cash flow
section indicates whether the firm needs to access external
financing to carry on its business activities.

The statement of cash flows helps us understand whether suf-
ficient cash, and access to cash, exists in order for the company to
operate as a going concern, how that cash is being used, and
whether external financing, such as we discuss in Chapters 4
and 5, is required. Figure 2.8 summarizes the essential cash
flow statement; Figure 2.9 provides the same information in
slightly different format, focusing on sources of cash and uses
of cash.

Let’s again extend our example of ABC Co. by examining its
statement of cash flows. We know from the income statement
presented above that the firm’s net income for the year amounted
to £49 million. Let’s assume that it had annual depreciation
expenses of £10 million and decreased its payables by £15 million.
From an investing perspective the company sold £25 million of
securities from its portfolio and bought new plant and equipment
valued at £50 million. Finally, from a financing perspective let’s
assume that ABC Co. repaid £10 million of debt and borrowed
another £50 million, and that it paid £20 million in dividends to
its investors. Based on these simple entries, the company’s net
cash position at the end of the year amounted to £69 million; the
results are summarized in Figure 2.10.



Operating cash flow
Net income
+ Depreciation
— Increase in working capital
+ Decrease in working capital
= Net operating cash flow

Investing cash flow
Sale of securities
+ Sale of PP&E
— Purchase of securities
— Purchase of PP&E
= Net investing cash flow

Financing cash flow
Issuance of debt, stock
— Repayment of debt
— Repurchase of stock
— Payment of dividends
= Net financing cash flow

= Net cash surplus/deficit

Figure 2.8 Sample statement of cash flows

Sources of cash (inflows)
Net income
Depreciation
Medium- and long-term debt issuance
Common and preferred stock issuance
Decreases in assets (e.g. receivables, investments)
Increases in liabilities (e.g. payables, deferrals)

Uses of cash (outflows)
Net losses
Capital expenditures
Investment purchases
Medium- and long-term debt repayment
Common stock repurchase
Dividend payments

Increases in assets (e.g. receivables, inventory)
Decrease in liabilities (e.g. payables, deferrals)

Figure 2.9 Common sources and uses of cash
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Operating cash flow

Net income £49m
+ Depreciation £iom
— Increase in working capital

+ Decrease in working capital £ism
= Net operating cash flow £74m

Investing cash flow

Sale of securities £25m
+ Sale of PP&E

— Purchase of securities

— Purchase of PP&E £s0m
= Net investing cash flow —£25m

Financing cash flow

Issuance of debt, stock £som
— Repayment of debt Liom
— Repurchase of stock

— Payment of dividends £f2om
= Net financing cash flow f20m
= Net cash surplus/deficit £69m

Figure 2.10 ABC Co.’s statement of cash flows

Adding the £69 million cash surplus to the firm’s existing cash
holdings on the balance sheet reveals its net cash position at the
end of the reporting period. Once again, examining ABC Co.’s
cash performance over time is critical.

FINANCIAL RATIOS

Financial ratios are used to supplement the analysis and decision-
making process by allowing easy measurement and interpretation
of important indicators within, and across, the key statements.
Though we can compute and analyze literally hundreds of
different ratios for any given company, let’s focus on measures
that a financial manager is most likely to be concerned about,
including those related to profitability, liquidity, and solvency (or
leverage/capitalization).
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PROFITABILITY RATIOS

Profitability ratios quantify how much money a firm makes based
on its assets or capital, and how much of its revenues it is able to
translate into net income.

e Return on assets describes how much profit the firm’s asset
base is able to produce and is computed as:

net income

return on assets (ROA) = [2.3]

total assets

The higher the ROA, the more efficient the company is in using
its assets to generate profits. In our example, ABC Co.’s ROA is
equal to 5.76 percent (£49 million/£850 million). Naturally, in
order to be meaningful this ratio needs to be compared against
ABC Co.’s ROA over previous periods and against its competitors
and industry peers — this will reveal whether the company is
doing better or worse. For instance, if ABC Co.’s ROA over the
previous 2 years has amounted to 4.50 percent and 5.25 percent,
then the measure suggests the firm’s profitability is improving.

e Return on equity measures how much profit the firm’s equity
base is able to produce. It is computed via:

net income

return on equity (ROE) = [2.4]

total equity

In this example ABC Co.’s ROE is equal to 16.3 percent (£49
million/£300 million). As with ROA, the higher the figure, the
more effective the company is in using its equity base to generate
profits. Again, the result must be compared against prior periods
and industry peers in order to be meaningful.

e Gross margin indicates how much of each dollar, pound, or
euro of revenue (from sales of goods/services) remains after
removing the costs of producing the goods/services; it is
calculated as:

gross margin = §I0% PTOT profit

[2.5]

revenues
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In ABC Co.’s case the gross margin is 20 percent (£130 million/
£650 million), meaning that, for every pound of sales it generates,
80 pence are used to cover the cost of producing the goods/services.
It is easy to see that, if the gross margin rises to 30 percent, then
only 70 pence of every pound would be used to cover production
costs. In other words, the result becomes more favorable as the
margin increases; the same is true of all profit margin computations.

e Operating margin is similar to the gross margin computa-
tion, except that it focuses on operating income (profit). It is
computed as:

) . operating profit
operating margin = operating prott

2.6]
revenues

ABC Co.’s operating margin amounts to 10.76 percent (£70
million/£650 million), meaning that costs of production and
associated expenses consume nearly 90 pence of each pound of
sales. We can also consider the associated measure of operating
leverage, or the degree to which a company relies on fixed invest-
ments and associated costs to produce revenues (and do so
through Finance in action 2.1).

e Netmargin is again similar to the gross and operating margins,
except that it is based on a firm’s “bottom line” profitability —
after all expenses, including income taxes, have been met, but
before income has been paid in dividends or allocated to
retained earnings. It is computed as:
net margin = netincome [2.7]

revenues

Not surprisingly, the higher the net margin, the more efficient is

the firm in managing its total costs. In ABC Co.’s case its net

margin is 7.54 percent (£49 millon/£650 million). That is, for
every £1 of sales, 7.5 pence flow to the bottom line for onward
distribution to investors (as dividends) or for reinvestment (as
retained earnings).

Many other profitability ratios can be computed, but these

tend to be variations on the theme, or specific adaptations for a

given industry.
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FINANCE IN ACTION 2.1: THE BENEFIT AND CURSE OF
OPERATING LEVERAGE

In finance, leverage is the name given to a balance sheet or off balance
sheet structure or mechanism that magnifies profits and losses.
While considerable focus is rightly placed on financial leverage, or the
degree to which debt is used to fund the balance sheet (through
measures discussed later in this chapter) it is sometimes easy to lose
sight of operating leverage — which is no less important in dictating a
company's fortunes.

Operating leverage is a simple measure that reflects the degree to
which a company relies on fixed investment (with its attendant fixed
costs) to create revenues and, ultimately, profits. In general, we can say
that a company with a significant fixed asset investment has high
operating leverage, while one with low fixed assets has low operating
leverage. Thus, industries such as auto manufacturing, computer
manufacturing, and energy exploration, extraction, and refining all have
high fixed investments, high fixed costs, and high operating leverage.
Others, such as retailing, consulting, and financial services, have low
fixed investments, low fixed costs, and low operating leverage. Perhaps
the easiest way to think about this is by comparing two different kinds
of companies, say an auto manufacturer like Daimler, and a retailer
such as Sainsbury’s. Even before looking at their balance sheets, we
know intuitively that Daimler, which produces and sells cars, must have
lots of factories to produce those cars, while Sainsbury’s, which retails
but doesn’t generally produce goods, must have lots of merchandise
inventory to service its customers. In other words, Daimler’s fixed
investments as a percentage of its total assets must be relatively high,
while Sainsbury’s must be quite low; similarly, Daimler’s fixed costs
must be higher than Sainsbury’s. More specifically, Daimler, in building
its autos, has very significant investment in its plant and equipment.
Each Mercedes that it produces has to go through an extensive factory-
line process, powered by the latest technological equipment, com-
puterized processes, robotics, and so forth. In fact, Daimler’s plant and
equipment represents a significant fixed investment which generates
significant fixed costs. This means that the company has to cover its
fixed costs — whether it produces one car or 10,000 cars. However,
once it covers its fixed costs, each additional car that it produces and
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sells represents almost pure profit; to be sure, there is some variable
cost associated with the steel, glass, and leather going into each
individual car, but this cost is relatively small in relation to the sales
price of the car. Daimler’'s operating leverage is thus very high.
Sainsbury’s, in contrast, has almost no investment in fixed assets. It
may certainly own a few flagship stores and lease the rest, but its
primary balance sheet assets are inventories — food, clothing, small
appliances, cosmetics — which are not fixed assets. This means that
Sainsbury’s has no significant fixed costs to cover, but has very sig-
nificant variable costs — the cost of inventory. As demand for Sainsbury’s
retail items increases, the variable costs that the retailer faces increase
as well, as the company has to make sure that it has sufficient goods on
hand to meet demand. Sainsbury’s operating leverage is thus relatively
low, certainly as compared with Daimler’s.

So what does this all mean, and how can we measure it?

In the first instance, a company with high operating leverage can
magnify its profit contributions once the fixed costs are covered — when
demand for Mercedes vehicles is very strong, each incremental car sold
creates profits that largely drop to the bottom line once the fixed costs
are covered. Unfortunately, the reverse is also true: when demand is
very sluggish, Daimler will encounter more difficulties — it may be
unable to cover its fixed costs, meaning it will have to generate capital
elsewhere (e.g. through borrowing, for example). Companies with high
operating leverage are thus more volatile on the upside and downside,
and cannot easily change course — Daimler, cannot, for instance,
simply dispose of its auto factories when the going gets a bit rough.
A company with low operating leverage, in contrast, is more stable and
nimble: Sainsbury’s will not enjoy the big increase in profitability when
demand for retail goods is strong (as it will face growing variable costs
via its inventory), but it will be able to quickly reduce its inventory when
demand falls off and thus avoid a large drop in profits.

Measuring operating leverage is sometimes a bit tricky, as detailed
product line information may not be available to those outside the
company. But one operating leverage proxy that analysts often use is
given by:

AEBIT
Arevenue

[2.8]

operating leverage =
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where AEBIT is the change in earnings before interest and taxes over
a given period and Arevenue is the change in revenues; note that,
rather than EBIT, we may also use operating profit.

Let’s take the hypothetical example of three companies — X, Y, and
Z — where each one experiences a €100 million increase in revenues
over some reporting period. In the case of Company X, its EBIT changes
by €50 million, in the case of Company Y the change is €100 million,
and in the case of Company Z the change is €200 million. Based on the
change in EBIT, we may note the results in Table 2.1. Company Z clearly
has higher leverage than Y or X, meaning it will gain more and lose
more depending on its ability to generate revenues.

Table 2.1 Operating leverage example

Company AEBIT/Arevenue Operating leverage
X €50m/€100m = 0.5 Low

Y €100m/€100m = 1.0 Neutral

Z €200m/€100m = 2.0 High

LIQUIDITY RATIOS

We have already noted the importance of liquidity: the lack
of sufficient liquidity is the single most common reason why
companies fail. Employing appropriate ratios to understand the
current state of the liquidity position is thus essential.

e The current ratio is a version of the working capital measure
that compares current assets to current liabilities. It is com-
puted via:

) current assets
current ratio = — [2.9]
current liabilities

ABC Co.’s current ratio is equal to 1.6 (£400 million/£250
million), meaning that the firm has £1.60 of current assets that
can be liquidated to meet each £1 of short-term liabilities coming
due. Though the trend of the current ratio over time and its
relation to peer results are again important in interpreting the
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result, any ratio over 1.0 is favorable as it means that liabilities
coming due can be properly met.

o The quick ratio is a more stringent version of the current ratio
that focuses only on the most liquid of a firm’s current asset
accounts. This means that true liquidity available to meet
maturing liabilities is based on cash, securities, and receivables,
while inventories, which may not be as readily saleable in an
emergency, are excluded. The ratio is calculated as:

current assets — inventories

quick ratio = [2.10]

current liabilities
ABC Co.’s quick ratio of 0.80 (£200 million/£250 million) reveals
that it has 80 pence of cash, securities, and receivables available to
cover accounts payable and short-term loans coming due. It is not
unusual for firms to post quick ratios below 1.0, but the closer the
result is to 1.0, the greater the liquidity buffer.

SOLVENCY (LEVERAGE/CAPITALIZATION) RATIOS

We’ve noted in the fundamental accounting equation that solvency
is one of the most critical factors that companies must focus on —
failure to manage the capital position properly can lead to financial
distress and even insolvency, so measuring solvency through
appropriate ratios is extremely important.

Financial leverage reflects the amount of debt contained within
the capital structure and serves as a key measure of solvency.
Note that this concept of leverage is distinct from, but still related
to, the concept of operating leverage described above. Its impact
on a firm’s operations can be measured through various ratios:

e Debt to equity, as the name suggests, compares the amount of
debt to the amount of equity in the company’s capital structure,
and can be computed as:

total debt

debt to equity = [2.11]

total equity

Comparing ABC Co.’s payables, short-term debt, and long-term
debt to its equity leads to a ratio of 1.83 (£550 million/£300
million), meaning that ABC Co. has £1.83 of debt for every £1 of
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equity, which is likely to be considered reasonable for an industrial
firm. As we shall discover in Chapter 5, debt is a cheaper form of
funding than equity and can help maximize corporate value, but
too much debt can threaten financial stability — so, the costs and
benefits of leverage have to be carefully considered during the
financial planning process.

e Debt to assets is similar to the ratio immediately above, except
that the measure focuses on the amount of debt in relation to
the entire asset base. It can be computed as:

debt to assets = _total debt. [2.12]

total assets
ABC Co.’s debt to assets ratioamounts to 0.647 (£550 million/£850
million), meaning that nearly 2/3 of its asset base is funded
through debt, with the remaining 1/3 coming from equity.

e Interest coverage is an income statement measure of a firm’s
ability to pay its interest expense. Any use of debt creates an
obligation to pay periodic interest, meaning that a firm must
have enough earnings on hand to meet the expense. One
common way of measuring interest coverage is via:

interest coverage = L [2.13]
interest expense

ABC Co.’s interest coverage amounts to 4.5 (£90 million/£20
million), suggesting that the firm has more than four times the
level of pre-tax profit needed to meet its obligations. The interest
cover measure is often used in conjunction with the measures in
[2.11] and [2.12] to indicate how much debt a firm can comfortably
support.

Not surprisingly, hundreds of other ratios can be computed,
such as those that measure the cash payment cycle, inventory
turnover, payables and receivables turnover, asset utilization, and
so forth. The central point is that financial ratios provide an impor-
tant metric by which company managers can track performance
and make decisions. They also allow outside stakeholders, includ-
ing potential investors and lenders, to compare current and past
performance, and the overall position versus other competitors in
order to make proper capital allocation decisions.
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Table 2.2 ABC Co.’s historical, current, and industry ratio data

Ratio Year t-3 Year t-2 Year t-1  Current Industry

year average
Return on assets 440%  450% 5.25% 5.76% 6.25%
Return on equity ~ 15.50%  15.87% 16.05%  16.20% 18.20%
Gross margin 20.05% 17.62% 18.75%  19.00% 23.50%
Operating margin =~ 11.12% 9.62% 10.08%  10.76% 11.00%
Net margin 7.79% 7.35%  7.40% 7.54% 8.20%
Current ratio 1.62x 1.68x 1.63x 1.60x 1.20x
Quick ratio 0.79x 0.90x 0.87x% 0.80x 0.75x%
Debt to equity 1.75x 1.90x  1.87x 1.83x 1.75x
Debt to assets 0.69x 0.68x  0.70x 0.65x 0.58x
Interest coverage 3.75x% 3.90x  4.21x 4.50x 3.75%

Let’s expand our example across time and against industry
peer averages to consider the firm’s financial position more
closely. Table 2.2 contains the current year ratios (as computed
above) along with 3 years of historical data; it also includes the
current year industry average ratios for all of the companies
operating in ABC Co.’s sector.

These results tell us that ABC Co.’s overall ROA and ROE
performance has started to improve, but that it still lags behind
the industry average. While ABC Co.’s operating and net margins
have improved steadily — to the point where they are coming
close to the industry average — its gross margins are still weak.
This may indicate that ABC Co. is not charging enough for the
goods it sells, or is paying too much for its product inputs (e.g.
cost of goods sold). The firm’s ROA and ROE underperformance
can also be traced back to its very strong liquidity position, which
is well above the industry average.

Indeed, the very high current and quick ratios mean that ABC
Co. may be holding too much in liquid assets that do not generate
much of a return (e.g. £100 million of cash on the balance sheet).
However, the firm may be recognizing the problem, as both
measures have started to move closer to industry norms. From a
capitalization perspective the company’s overall debt levels are
only slightly above industry averages and have been declining for
the past 2 years. Interest coverage is extremely strong, indicating
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that ABC Co. has managed to secure favorable borrowing levels
over time and continues to generate sufficient profits to manage
the interest expense.

We can summarize several key points from this simple analysis:

e Profitability is improving but remains below industry averages;
difficulties establishing proper pricing of goods being sold and
managing cost inputs appear to be the primary problem, along
with an excess of non-earning liquid (e.g. cash) assets.

e Liquidity is well above industry norms and can safely be
reduced in order to boost earnings.

e Leverageis close to industry norms and has been in a moderate
downtrend; the current level of debt is acceptable given the
firm’s ability to comfortably cover its interest costs.

FINANCIAL STATEMENTS AND DECISION-MAKING

Financial statements are the cornerstone of analysis and decision-
making. Examination must take account not only of the state-
ments described above, but of detailed information contained in
the “management discussion and analysis” section of the accounts,
which can provide vital clues about a company’s performance,
strategies, and future goals. Footnotes to the financial statements,
which form part of the company accounts, must also be reviewed
as they provide a much greater level of detail than the high-level
accounts.

Decisions taken by a company’s financial managers over the
short or long term will have an impact on the balance sheet,
income statement, and cash flow statement. Let’s consider a
simple example to illustrate the linkages between statements
and the decisions that a financial manager might face. Assume
that ABC Co. expects its sales to increase (which we know will
have an impact on the income statement). In order to support this
increase it must make sure that its cash and inventory are
properly synchronized and that it knows how much it may need
to borrow to fund the increased amount of sales (both of which
are balance sheet items). How might it do so?

Assume that ABC Co. forecasts that sales will increase by £1
million. To support this increase it will need to boost its assets by
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60 percent of this amount, or £600,000; this represents the addi-
tional inventory needed to produce the greater amount of goods
to be sold. Let’s further assume that ABC Co. finances 40 percent
of the sales increase through accounts payable; this amounts to a
£400,000 increase in liabilities. ABC Co.’s net working capital to
support £1 million of increased sales is therefore £200,000
(£600,000 — £400,000). If management has a net profit margin
requirement equal to 5 percent of sales (i.e. each £1 of sales must
generate a minimum profit after expenses and taxes of 5 pence),
the company must therefore be prepared to borrow £150,000 (e.g.
£200,000 of available net assets less £50,000 of net profit
requirement).

Let’s consider another simple example based on liquidity man-
agement. From a corporate perspective, the process can be moni-
tored and managed through cash budgeting, which involves
comparing future cash receipts against cash payments (income
statement/cash flow statement items) over specific daily, weekly,
or monthly time intervals. The cash budget allows a firm’s finan-
cial managers to detect any surplus or deficits in a given maturity
bucket. Any surpluses can be invested in short-term securities
(balance sheet item), while deficits must be funded from the
firm’s cash account or by drawing down on a credit facility
(balance sheet items). Note that the cash budgeting process
involves both known receipts/payments and potential “what-if”
receipts/payments; the latter act as a form of stress-testing to
ensure that the company has enough flexibility to meet unex-
pected payments. Table 2.3 illustrates a simplified example of
ABC Co.’s cash budgeting for the coming year, which links
together all three financial statements in a single framework.

There are, of course, other tools that companies can use to help
estimate how much cash they should keep on hand to cover an
average level of deficits. For instance, the cash turnover method
divides annual operating expenses by cash turnover; cash
turnover is itself a simple computation of 360 days divided by the
number of days between the purchase of raw materials and the
collection of cash from sales (i.e. the entire life cycle of a product).
For instance, if ABC Co.’s annual operating expenses amount to
£200,000 and its cash cycle is estimated at six times (e.g. 360
days/60 days between production and sales receipt), then the
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Table 2.3 Cash budgeting framework

Jan Feb Mar Apr May Jun  Jul (...)
Receipts 150 125 140 150 160 170 180
Payments 140 140 140 145 165 175 170
Net 10 -15 0 5 -5 -5 10

Investin  Draw down from
short-term cash account or
securities  credit line

minimum amount of cash that the company needs to keep on
hand to cover deficits is £33,333 (e.g. £200,000/6). In order for
ABC Co. to manage its working capital properly, it must be
sensitive to the minimum level of cash that it needs to keep and
the maximum seasonal cash it may require; accordingly, it can
supplement computation of the average annual operating figures
with maximum and minimum figures, which will provide a range
of sensitivities. The difference between the two can be factored
into seasonal short-term financial planning.

Financial statements are clearly vitally important for all stake-
holders. But financial managers, investors, and lenders who rely
on them to make decisions must remember that the statements
are “backward looking.” Past trends are obviously important, but
the past is history and the future is unknown. Accordingly, to be
truly effective the analysis and decision-making process has to
factor in forward-looking, “what if” assumptions about what
might occur in the future.

CHAPTER SUMMARY

Financial reporting is the process by which a company prepares
and presents its accounts. It leads ultimately to the creation of
financial statements that allow managers, lenders, investors, and
other stakeholders to evaluate a company’s financial strength or
weakness. Financial reporting is based on the accumulation of all
daily transactions that impact a firm'’s operations, which are posted
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to ledger accounts. Ledger accounts are used to produce trial state-
ments, and trial statements are eventually converted into exter-
nally audited financial statements that are released to the public.
Financial reporting is based on accepted accounting principles that
add a degree of uniformity; however, various accounting principles
allow for some amount of interpretation. The central financial
statements include the balance sheet (a “point-in-time” rep-
resentation of assets, liabilities, and capital), the income statement
(a cumulative record of the firm’s profits and losses), and the state-
ment of cash flows (a cumulative record of the firm’s cash inflows
and outflows). These are supplemented by management discussion
and analysis and detailed financial footnotes. Various important
ratio measures can be drawn from the financial statements, which
allow for further analysis and interpretation of a company’s finan-
cial position, its trend, and its standing versus the competition.
Ratios can be computed to determine a firm'’s profitability, liquid-
ity, and solvency. Financial statements and accompanying ratios
are ultimately used by internal parties to help make financial deci-
sions and by external parties to determine the acceptability of com-
mitting capital. However, the “backward-looking” nature of the
statements must always be recognized.
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FINANCIAL
CONCEPTS AND TOOLS

CHAPTER OVERVIEW

In this chapter we consider essential financial concepts and tools
that financial managers use to make decisions. We begin with a
discussion of risk considerations, including the risk/return trade-
off, risk diversification, and the impact of risk on enterprise value
maximization. We then describe the general structure of interest
rates and stock prices and the determination of cost of capital. We
then examine time value of money, including present value and
future value, and consider how the time value framework can be
used to develop investment decisions rules. The chapter concludes
with a brief overview of behavioral finance.

RISK CONSIDERATIONS

As we’ve noted in Chapter 1, a company operating in a free
market environment seeks to deliver goods and services to its
customers in a timely, cost-effective, and prudent manner so that
it can increase its net income and, ultimately, its enterprise value.
However, a company will only be able to do so if it can balance its
risks properly. If it takes too much risk, it stands a chance of
reducing revenues and/or posting losses. If it takes too little risk,
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it won't be able to generate sufficient revenues or offer investors
a suitable return.

RISK VERSUS RETURN

Risk, a reflection of the uncertainty of a future event, comes in
many forms, including financial risk, operating risk, and legal risk,
among others. Return is the amount that a risk-taker requires in
order to accept a particular type and quantity of risk. Both elements
are intimately related: the greater the risk, the greater the return
that the risk-taker will demand, and the lower the risk, the lower
the return that the risk-taker can expect to receive. This is a funda-
mental tenet of finance that we will revisit throughout the book.

Risk can be measured in various ways. One common method is
standard deviation, or the degree to which an outcome deviates
from thenorm, average, or expectation of a probability distribution
(which is simply a graphical representation of the likelihood of
occurrence of all possible outcomes across a sample or population).
Standard deviation (often denoted by the Greek letter 0) can be
computed by adding up the probability-weighted outcomes of the
squared differences between expected and actual outcomes and
then taking the square root; this is shown by:

J [sum across all observations

std dev = (actual observation — expected observation)”  [3.1]
x probability]

In qualitative terms, we may say that a higher standard deviation
means a greater chance that some future outcome will deviate
from the average and a lower chance that the expected result will
occur. A lower standard deviation, in contrast, means a smaller
chance of deviating from the norm and a greater chance that the
expected result will occur.

Let us consider a simple example of high and low standard
deviations. Table 3.1 illustrates the calculations involved in com-
puting the standard deviations of Project 1 (low risk) and Project
2 (high risk).

Project 2 (with a standard deviation of 7.71), is clearly riskier
than Project 1 (which has a standard deviation of only 2.34); this
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provides very useful information for financial managers consi-
dering capital projects or investments with risky characteristics.
There are, of course, other ways to measure risk, including
variance, covariance, coefficient of variation, and a host of risk-
specific models such as value-at-risk, the capital asset pricing
model, the factor model, and so forth. We shall discuss a few of
these later in the book.

Return is often measured as percentage of the capital invested
in, or allocated to, a project or asset; this puts results on an equal
footing for comparative purposes. For instance, a 10 percent
return means that a company will receive a gain of 10 percent on
the amount invested in the risky project. Returns are often
computed againsta common time horizon to ensure comparability.

Figure 3.1 brings these concepts together: return, as a percen-
tage of capital invested, is depicted on the y-axis, while risk, as the
standard deviation of returns, is shown on the x-axis. The upward-
sloping line suggests that lower risk projects/investments earn a

Table 3.1 Standard deviations of Projects 1 and 2

Project 1
Actual Expected  (Actual-  (Actual- Probability (Actual-
expected)  expected)? expected)? x
probability
35 40 -5 25 10% 2.5
38 40 -2 4 70% 2.8
41 40 1 1 20% 0.2
Sum =5.5

Stddev=v55=2.34

Project 2
Actual Expected  (Actual-  (Actual- Probability (Actual-
expected)  expected)? expected)? x
probability
30 40 -10 100 20% 20
48 40 8 64 50% 32
45 40 5 25 30% 7.5
Sum = 59.5

Std dev= v 59.5=7.71
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Figure 3.1 Risk and return

lower return, and higher risk projects/investments earn a higher
return. This is consistent with the risk/return trade-off mentioned
earlier.

It can also be useful to examine expected returns versus risk
over time to illustrate how two different projects that provide
the same expected return might actually expose a firm to very
different risks. These profiles are illustrated in Figure 3.2. While
Projects 1 and 2 generate the same average expected return, the
standard deviation of the return varies significantly: Project 2
exposes the firm to much greater risk, as the realized return
might be much higher, or much lower, than expected. A financial
manager facing an investment decision will logically select
Project 1: both yield the same returns, but Project 1 does so with
less uncertainty. Only when the expected return is higher will the
financial manager consider investing in Project 2.

We can also examine the likelihood that the return on a project
will approximate the expected return and can do so by focusing
on the normal distribution (i.e. the familiar bell-shaped curve),
which represents the distribution of all possible outcomes in a
population. Given the shape of the curve, we would expect most
observations to occur around the average, and a smaller amount
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Figure 3.2 High- and low-risk projects

to be above and below; this means that the average has the
greatest probability of occurrence. Figure 3.3 illustrates Projects 1
and 2 in terms of statistical distributions. As before, Project 2
features a wider dispersion from the average and is therefore
riskier than Project 1. It is important to note that some projects or
investments don’t follow a normal distribution at all — they may

Probability

Project 1: low risk

Project 2: high risk

Average Expected return (%)

Figure 3.3 Probability distributions
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be more properly described by distributions that are skewed
or peaked, meaning that assumptions about the likelihood of
occurrence necessarily change.

We've already noted that risk/return is a balancing act —a risky
project must always provide a greater return than a less risky one
if capital is to be allocated optimally. The actual trade-off between
risk and return can be measured by the coefficient of variation,
which is the standard deviation divided by the expected return.
So, if Project 1 and Project 2 each feature an expected return of 10
percent, but Project 2 has a standard deviation of 10 percent and
Project 1 has a standard deviation of 5 percent, the coefficient of
variation on Project 2 is twice as large as that of Project 1. This,
again, makes Project 2 appear less attractive from a risk/return
perspective.

We can also use the probability distribution and the concept of
expected value to measure the relative appeal of different projects.
The future return that ABC Co. can expect to receive on a project
or investment is a product of the estimated return and the
likelihood that the return will be achieved. Multiplying these two
yields the expected value of a project/investment. Consider the
hypothetical investments listed in Table 3.2.

Based on these combinations, a company can select investment
1 and, after adjusting for risk, expect to earn 5 percent. Since the
probability of the expected return is 100 percent, the investment
is essentially risk free. If ABC Co. wants to take more risk, it can
choose investment 3, which offers a greater estimated return (9
percent) but injects more uncertainty (e.g. a 30 percent chance
that the return won't be realized). The expected value, however, is
greater than the expected value of investment 1, meaning the
risk/return trade-off is consistent with the relationship illus-
trated in Figure 3.1. Investment 2, which is also risky, provides an

Table 3.2 Risk/return trade-offs 1

Investment Estimated return Probability Expected value
1 - low risk 5% 100% 5%
2 — middle risk 7% 80% 5.6%

3 — high risk 9% 70% 6.3%
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Table 3.3 Risk/return trade-offs 2

Investment Estimated return Probability Expected value
1 - low risk 5% 100% 5%
2 — middle risk 7% 80% 5.6%
3 — high risk 9% 50% 45%

“intermediate” opportunity: more risk and return than invest-
ment 1, but less risk and return than investment 3.

We are most concerned about a scenario where risk and return
appear misbalanced: let’s assume that the risk on investment 3 is
higher, meaning the probability of obtaining the estimated result
is now lower (50 percent). The results, summarized in Table 3.3,
show that the risk/return is no longer balanced — a company can
invest in risk-free investment 1 and obtain an expected value of 5
percent or invest in risky investment 3 and generate expected
value of 4.5 percent. Clearly investment 3 is suboptimal.

RISK DIVERSIFICATION

It is quite common for a company to invest in multiple projects/
investments simultaneously. Understanding how each individual
project/investment interacts with all others is an important part
of the financial evaluation process and can lead to the creation of
a properly diversified portfolio of projects/investments. Evaluat-
ing the relationship is critical because sometimes risks can
increase when two or more projects/investments are combined
and sometimes risks can actually decrease.

Let’s begin by noting that risks can be classed as diversifiable
(sometimes also known as idiosyncratic or specific) and non-
diversifiable (systematic or non-specific). A diversifiable risk is a
risk that is unique to a project/investment and which can there-
fore be changed by adding other projects/investments. Importantly,
by creating the right mix of projects/investments, the overall risk
of the company’s portfolio can be reduced — without necessarily
reducing the overall expected return. A non-diversifiable risk is a
risk common to all projects/investments, meaning it cannot be
reduced through diversification.
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Projects/investments that are uncorrelated or negatively cor-
related can help boost returns and/or reduce risk. This happens
because, when one project/investment is performing in a certain
manner, the other is either remaining neutral (uncorrelated) or
performing in the opposite direction (negatively correlated).
These relationships can be measured through correlation, a sta-
tistical measure that is computed from the covariances and stand-
ard deviations of variables aand b (i.e. where a and b are individual
projects/investments):

cov (a,b)
std dev(a) x std dev(b)

Correlation measures the variance of variable a relative to variable
b, and reflects the degree to which the two move together: correla-
tion of +1.0 means that the two projects/investments move in
lockstep, suggesting that the risk of the two individual projects/
investments is additive; correlation of —1.0 means that the two
projects/investments move in opposite directions, indicating that
the risks offset one another; and, a correlation of 0 means that
the two are independent — whatever happens to one project/
investment has no bearing on what happens to the other one.

Let’s consider a diversifiable risk: if a firm invests in a project
that becomes riskier as interest rates rise and another that be-
comes less risky under the same scenario (i.e. negative correla-
tion), the combination of the two produces a mini-portfolio that
is indifferent to the movement of interest rates. By eliminating
the risk, more stable returns can be achieved. Conversely, if both
react in the same way (i.e. positive correlation), then the firm will
either generate a very large return or a very small one — implying
a greater degree of variability.

As we might suspect, a non-diversifiable risk is a risk factor
that affects all projects/investments equally and thus cannot be
reduced or eliminated by adding additional projects/investments.
For instance, if all projects/investments are negatively affected if
the economy falls into recession, no amount of new projects can
be added to reduce the overall risk of a firm’s project portfolio.

We can summarize the risk diversification framework by
noting that, as more uncorrelated/negatively correlated projects/
investments are added to a firm’s portfolio, diversifiable risk

correlation =

13.2]
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Figure 3.4 Diversifiable and non-diversifiable risks

declines; non-diversifiable risk, in contrast, holds steady, as noted
in Figure 3.4.

A key financial concept known as the capital asset pricing model
(CAPM) is a logical and important extension of the diversifica-
tion concept. CAPM is a framework that attempts to relate non-
diversifiable risk to the expected return of a security, project, or
investment. While CAPM is used primarily with stocks and
certain other securities, it can also be applied to projects (though
care must be taken in defining an appropriate market benchmark).

The first step in the CAPM framework is to divide risk into
diversifiable and non-diversifiable components and assume that
there is some relationship between the return of individual assets
and the return of the market as a whole (in practice broad market
indexes are often used). The next step is to calculate the degree of
risk by determining how sensitive asset returns are to market (or
index) returns. A stock that moves more than the whole market
is riskier than one that moves by less than the market.

This risk sensitivity can be determined by dividing the
volatility of a stock’s return by the volatility of the market return,
which is then multiplied by the correlation between the stock and
the market; this yields a result known as the beta of a stock (i.e.
the slope of the line between the stock return and market return).
A beta greater than 1.0 means the stock is riskier than the market;
a beta below 1.0 means the stock is less risky than the market.
So, if stock A has a beta of 1.2, we might expect it to rise or fall by
20 percent more than the market; if it has a beta of 0.8 we expect
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Figure 3.5 A stock’s beta

that it would rise or fall by only 80 percent of the market’s move.
Beta can therefore be viewed as a relative measure of the non-
diversifiable risk associated with the returns of a stock, relative to
the return of the market index. Figure 3.5 illustrates high- and
low-beta stocks.

CAPM states that the actual risk of a stock is equal to a constant
(the base risk-free interest rate, which we discuss in the next
chapter) plus a market return that is adjusted by beta, along with
a minor residual error term:

constant + (beta x market return)+ [3 3]
error term :

stock return=

This is a useful relationship that allows a firm to compare the risk
of individual stocks or investment projects against the market as
a whole. By doing so, a company can move in the direction of
creating an optimal portfolio — one that provides a maximum
amount of return for a given level of risk, or a minimum amount
of risk for a given level of return.

ENTERPRISE VALUE MAXIMIZATION

Enterprise value maximization is closely related to risk and
return. We've outlined the concept of value maximization in
Chapter 1 and indicated that, in a free market economy, a company
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seeks to maximize wealth while complying with various social,
legal, and regulatory constraints. This seems like a logical aim.
But how does a firm actually accomplish this goal?

The primary way is by using corporate resources as efficiently
and effectively as possible. The financial value of a firm is based on
its ability to generate net income (or earnings) — the more income
the firm produces with a particular base of assets, the greater its
worth. Assume that Company X and Company Y have the same
base of productive assets: Company X, which can only generate
$1 million of earnings every year is worth less than Company Y,
which can generate $10 million of earnings every year. So, actions
taken to maximize the amount of earnings produced will help
maximize the value of the firm — the enterprise value.

The volatility of earnings also plays a role in value determi-
nation: the greater the volatility of earnings, the lower the worth
of the company, as a strong year might be followed by a weak one.
A company with a strong record of stable to steadily growing
earnings can be regarded as stronger, and more valuable, than one
with an erratic pattern of earnings.

Let’s refer back to the income statement described in the last
chapter to see how a firm might be able to boost its net income. A
company can:

e Increase its revenues while keeping cost of goods sold under
control.

e Reduce its selling general and administrative (SG&A) expenses.
Reduce its interest expense.

e Boost its other operating income and/or reduce its other
operating expenses.

e Lower its tax bill.

Each one of these will lead to higher net income, and higher levels
of (stable) net income mean greater enterprise value.

Let’s also remember that active management of the balance
sheet can help achieve similar goals. A company can:

e Lower the amount of debt on its balance sheet.
e Reduce the amount of non-earning assets on the balance sheet
(e.g. cash/equivalents).
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e Minimize the amount of inventory on hand.
e Invest in project/investments that reduce risk (i.e. are
negatively correlated and thus reduce earnings volatility).

Earnings can also be protected through a proper risk management
program that ensures that operating inputs and financial risks, as
well as productive assets, are not subject to loss or cash flow
interruption. Risks can unexpectedly detract from income, which
reduces enterprise value. We'll discuss this concept in Chapter 7.

ESSENTIAL TOOLS OF FINANCE

Financial managers use many different tools to make decisions.
In this section we consider several of the most important, includ-
ing the general cost of capital, time value of money, and the
investment decision framework.

THE GENERAL COST OF CAPITAL

Every company needs some amount of capital in order to operate.
This capital is not, of course, free —a firm must pay to acquire the
capital it needs. The actual cost depends on the nature of the funds
being raised. Since different forms of capital have different
benefits and risks, they each feature a specific cost. This means
that a firm must weigh the relative costs and benefits before
deciding on the best possible mix.

We begin our discussion with a brief overview of interest rates
and stock prices and how they impact a firm’s weighted cost of
capital — or the average cost of the liabilities and equity that com-
panies need to finance productive assets. We'll expand on the topic
when we consider capital-raising instruments in Chapters 4 and 5.

An interest rate can be viewed as the cost of borrowing money,
or the amount that can be earned by lending money or deposit-
ing funds. The financial markets feature many types of interest
rates: government interest rates, private sector (corporate) inter-
est rates, short-term interest rates, long-term interest rates,
fixed interest rates, floating interest rates, and so forth. Interest
rates are important because they help establish a key part of a
company’s cost of capital and aid in computing the effect of future
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cash flows on corporate or investment operations. We'll consider
both of these points later in the chapter.

Government interest rates represent a national cost of borrow-
ing via a government treasury or central bank. Highly developed
and financially strong nations, such as the USA, the UK, Germany,
Switzerland, Japan, Canada, and Australia, among others, borrow
money at the lowest possible interest rates since they are consi-
dered good credit risks with essentially no likelihood of default-
ing (i.e. not paying) on their obligations. We refer to these as
risk-free interest rates (rr). Government rates of less creditwor-
thy nations, such as emerging market nations in Latin America,
Eastern Europe, and parts of Asia, are not considered risk free as
the likelihood of default is higher; in fact, some emerging nations
have a significant history of financial distress and often lack the
financial resources needed to avoid debt restructuring or default
(see Finance in action 3.1). Lenders providing funds to less credit-
worthy nations will add a risk premium (r)) to the risk-free rate
to compensate for the additional probability of default. The same
applies to corporate borrowing rates: since all companies feature
at least some chance of default, they must also pay a risk premium
related to their expected probability of default.

FINANCE IN ACTION 3.1: DEFAULTING SOVEREIGNS

When a country or company can’t repay funds that it has borrowed
from banks (in the form of loans) or investors (in the form of bonds),
it enters a stage of financial distress that can lead to a restructuring or
renegotiation of the debt, or to default and bankruptcy filing. We know
that companies enter financial distress and default regularly — it is not
a particularly unusual event, and can happen to both small, private
companies as well as large, public companies (we need only peruse
the financial newspapers to note the large number of corporate
defaults that have occurred over the years, to wit Marconi, Parmalat,
Enron, Tyco, WorldCom, Lehman Brothers, Charter Communications,
Dana Corporation, General Motors, Chrysler, British Energy, CIT,
Japan Airlines, and a host of others).

We might, however, be surprised to find that countries default with
some frequency as well. This might seem curious, as we assume that
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countries have significant resources — they can generate revenues
through taxes and they have the “power of the printing press” and can
thus coin money. However, even these solutions have limits: a
country cannot tax its citizens and businesses to the extreme without
eventually causing an economic slowdown, nor can it print money
without creating inflation. Ultimately, some sovereign nations fall
victim to excessive debt-financed spending, economic and financial
mismanagement, and/or corruption. When this occurs, a country
might work with its international bankers to try and restructure
outstanding debts. This technically avoids a default, but generates
losses for bank lenders and often places the country under economic
austerity measures (which tend not to sit well with the local
population). In fact, this occurred with a number of countries in the
early 1980s, which nearly collapsed under massive debt burdens but
were ultimately “rescued” by debt restructuring via international bank
lenders — Mexico, Argentina, Brazil, Venezuela, and a host of others
were all part of this “near miss,” which cost banks tens of billions of
dollars. Similar “near misses” happened in South Korea, Thailand,
and the Philippines in the aftermath of the Asian Crisis of 1998.
However, not all countries have been able to successfully
restructure or renegotiate their debts, and many have thus been
forced to declare selective or total defaults on their liabilities;
Table 3.4 lists sovereign defaults that have occurred since 1975 on
national external debt (hard currency), domestic debt (local currency),
or both. This, in most cases, has constrained their ability to borrow in
the international markets for a period of up to several years. Not
surprisingly, any subsequent return to the capital markets in the
aftermath of default is accompanied by a much higher risk premium.

Table 3.4 Sovereign defaults since 1975

Country Year of default

Albania 1990

Algeria 1991

Angola 1976, 1985, 1992

Argentina 1982, 1989, 2001, 2007, 2014
Belize 2006

Bolivia 1980, 1982, 1986, 1989
Brazil 1983, 1990

Bulgaria 1990
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Country Year of default
Cameroon 2004

Central African Republic 1983

Chile 1983

Costa Rica 1983

Cote d'Ivoire 1983, 2000
Dominican Republic 1982, 2005
Ecuador 1982, 1999, 2008
Egypt 1984

El Salvador 1981

Gabon 1999

Ghana 1982, 1987
Guatemala 1986, 1989
Honduras 1981

Indonesia 1998, 2002

Iran 1992

Iraq 1990

Kenya 1994, 2000
Kuwait 1990

Liberia 1989
Madagascar 2002

Mexico 1986

Morocco 1984, 1987, 1997
Myanmar 1982, 1986, 1992, 2001, 2004
Nicaragua 1983, 1987
Nigeria 1982, 1986, 1992, 2001, 2004
Panama 1986, 2003
Paraguay 1980, 1984, 1985
Peru 1983

Philippines 1981

Poland 1986

Romania 1991, 1998
Russia 2008

Seychelles 1989, 1993
South Africa 1981

Sri Lanka 1982

Turkey 1987, 1990, 2003
Ukraine 1998

Uruguay 1983, 1990, 1995, 1998, 2004
Venezuela 1983

Vietnam 1985

Zambia 1983

Zimbabwe 2000, 2006
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Some interest rates, such as government bond rates, are fixed
for a particular maturity (e.g. 3, 5, 10, or 30 years). Others are
variable (or floating), changing every 1, 3, 6, or 12 months. The
London Interbank Offered Rate (LIBOR), for example, is a very
widely used floating interest rate that is used as a reference for
many kinds of financial contracts (see Finance in action 3.2).
Other common floating interest rates include national government
treasury bill rates, bankers” acceptance (BA) rates, Euro Overnight
Index (EURONIA) rates, and so forth.

FINANCE IN ACTION 3.2: FROM BBA LIBOR TO ICE LIBOR

LIBOR, which effectively represents the average rate that a major
international bank expects to pay for unsecured funds in the London
money markets, is the most widely used short-term interest rate
reference in the financial markets, and is involved in the pricing of
floating rate loans, floating rate notes and bonds, interest rate swaps,
deposits, foreign exchange transactions, and even certain kinds of
mortgages. Though other important floating interest rates exist,
LIBOR is still the king of the hill — being used as the reference in some
$10 trillion in loans and $350 trillion in swaps.

The British Bankers’ Association (BBA, an industry trade group)
has historically been responsible for the daily LIBOR setting, managing
the process between 1985 and 2012 for 10 different currencies across
15 different “time buckets” (or maturities) ranging from overnight to
1year.

Under the BBA regime, the process began every day just before
11 a.m. London time, when eight to 16 BBA-approved contributing
banks indicated how much they “believed” they would have to pay
for borrowing unsecured funds in “reasonable size” from other
banks in a specific currency (e.g. dollars, pounds, euros, yen), for a
specific time bucket (e.g. overnight, 1 week, 1 month). The contri-
butions were strictly hypothetical — that is, they weren’t based on real
funding deals and were thus rather subjective. In addition, the concept
of “reasonable size” was never explicitly defined — it could mean
millions, tens of millions, or hundreds of millions of a specific
currency deposit. Data provider Thomson Reuters gathered the
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requested rate information between 11 a.m. and 11.20 a.m. London
time from the dealing desks of each contributor, vetted the figures,
and then performed the relevant calculations for 150 different rates
(i-e. 10 currencies with 15 different maturity points). The computation
was (and remains) an arithmetic mean that excludes the top and
bottom quartiles of all contributed rates. Let's consider a simple
example of how 1-month BBA $ LIBOR was set. Table 3.5 highlights
the contributions of 16 banks, including the upper and lower discarded
quartiles. After the top and bottom quartiles are discarded (reflecting
maximum and minimum offer rates of 3.25 percent and 2.85 percent),
the remaining eight data points are combined into an arithmetic
mean that leads to a 1-month $ LIBOR quote of 2.99 percent. That
reference rate would then be used for the business day on any
transaction (such as a loan or swap) using 1-month $ LIBOR as a
benchmark.

Table 3.5 LIBOR contributor data
1 month $ offer (%)

3.25

3.20 Upper quartile

3.20 discarded

3.15

3.05

3.00

3.00

3.00 Middle two quartiles
3.00 yield average rate of 2.99%
3.00

2.95

2.92

2.90

2.90 Lower quartile

2.90 discarded

2.85

jos]
)
3
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After nearly 30 years, the BBA's role in the setting of LIBOR
ended in June 2012 when it came to light that some of the
banks submitting quotes acted to manipulate rates to their own
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particular advantage; the violators were sanctioned and forced to
pay heavy fines. The first changes to the LIBOR process were
enacted following a 2012 review, with the BBA permanently
relinquishing its role to the Intercontinental Exchange (ICE),
owner of the NYSE Euronext and LIFFE, which became the
new administrator. ICE LIBOR, as the benchmark is now known,
serves as the “new” LIBOR. While ICE LIBOR is computed for
only 5 currencies (USD, EUR, CHF, JPY, GBP) across 7 maturities
(yielding 35 data points instead of 150), the topping and tailing of
quotes and the arithmetic processes for “reasonable size transac-
tions” noted in the example remain the same. However, ICE-
approved quoting banks are now required to indicate with greater
precision their borrowing levels by answering the question: “At
what rate could you borrow funds, were you to do so by asking
for and then accepting interbank offers in a reasonable market
size just prior to 11 am London time?” The intent is to get away
from hypothetical transactions (subject to “judgment”) and closer
to real transactions with a more objective grounding — which will
hopefully benefit all direct and indirect participants.

Another useful representation of interest rates is found in the
yield curve, which maps the cost of borrowing across different
time buckets (maturities), from overnight to 30 years (rates
beyond 30 years can be obtained, though these are quite rare).
Figure 3.6 illustrates a hypothetical yield curve built from rates
extending from 1 to 30 years. In a normal market environment
the yield curve is upward sloping (positive), meaning short-term
rates are lower than long-term rates; this suggests that it costs
less to borrow in the short term than over the long term. Yield
curves that are flat (short-term rates equal long-term rates) or
inverted (short-term rates exceed long-term rates) are rather less
common. These states are depicted in Figure 3.7.

What drives the level of rates and the shape of the yield curve?
Academic and empirical research points to several possible forces,
including expectations, liquidity, and market segmentation.
Expectations embedded in the middle and long maturities of a
yield curve are simply an expression of the market’s belief of
what will happen to rates in the future. An upward-sloping curve
suggests that the market expects that rates in the future will be
higher than they are today. The expectations theory contains a
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Figure 3.6 Hypothetical yield curve

liquidity preference argument, which indicates that the longer
the investment horizon, the greater the chance of default-related
losses; accordingly, investors buying long-term securities will re-
quire a liquidity premium in order to accept this risk. The market
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Flat yield curve
Positive yield curve

Maturity

Figure 3.7 Sample yield curves
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segmentation theory looks primarily at market structure and the
supply/demand forces that exist within different investor groups
at different points in the curve.

The second element of capital that we must consider centers on
corporate stock. Let’s first clarify some terminology: in the USA,
Canada, and certain other nations, stock is the name given to
equity capital, while in the UK it applies to all manner of securities,
particularly bonds and other fixed-income securities; the preferred
term in the UK for equity capital is shares. For ease, we shall refer
to equity capital as stock.

We recall from our balance sheet discussion that stock is
another way to fund a company’s assets and, as we might assume,
carries an explicit cost. In fact, issuing stock is a cost to the
company because investors will only supply capital if they receive
a fair return — where the fair return is a function of the perceived
risk of the company and its ability to generate value. Since we
know that the risk/return trade-off demands proper calibration,
we can make two important observations about stock: stock is
riskier than debt, and some companies are riskier than others.
Let’s examine these statements.

In the first instance, stock is riskier than debt, because its func-
tion is to absorb losses before debt capital. Consider a situation
where ABC Co. has £200 million in stock and £300 million in
debt. Assume ABC sustains £150 million in losses as a result of
some event. That amount will be subtracted from the firm's stock
accounts; in other words, stock investors will absorb the first
losses. If the losses are even greater, say £250 million, the capital
accounts will be depleted in sequence: the first £200 million will
be absorbed by the stock investors, and the remaining £50 million
will be borne by the debt holders. Of course, at this stage ABC
will be technically insolvent (recalling our accounting equation
from Chapter 2), but the point is that creditors will be protected
by the stock investors in the first instance. Knowing this, we
assume that stock investors will demand a greater return than
debt holders — they are, after all, bearing more risk.

Second, companies all have different levels of riskiness. Thus, a
well-established, stable, and mature company is generally regar-
ded as less risky than a new, unproven, high-flying company.
Since the latter is riskier than the former, stock investors in the
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high-flyer will demand a greater return on their invested capital
than investors in the mature company — they are bearing more
risk. In fact, this relationship can be captured via the beta measure
described earlier.

All of this leads us to believe that stock, as a form of capital
used to fund the balance sheet, will cost more than debt. In
addition, stock for a risky company will cost more than stock for
a less risky company.

So, how much does equity capital cost? Unfortunately, the
answer isn’t as tidy as it is for interest rates, and depends on both
the nature of the company and the specific valuation technique
employed, as we shall see in the next chapter. For now let us note
that we have to distinguish between new companies that have
never issued stock before, for which a “comparables” analysis is
often used (e.g. benchmarking to other competitors) and those
that have already issued stock and want to issue more — and for
whom the existing stock price is obviously a good indication of
cost. In the latter case we may note that the fair price of a stock
represents expectations related to the future worth of the firm.
In other words, it reflects the discounted amount of earnings
that the company is expected to make over a period of time.
Investors purchase stock in a company in expectation of receiving
a return — either a rise in the stock price (capital gain), a periodic
payment (dividend), or both. The value assigned to the stock is
therefore the market’s collective assessment of such return
opportunities. We can therefore use the stock price, as well as
information about dividends and growth rates, to come up with
the cost of equity capital.

Capital can be raised internally and externally. We recall from
the last chapter that a firm’s net income, if not paid out as dividends,
can be reinvested in productive operations. This is internal capital,
reflected in the retained earnings (or retained profits) account,
meaning it is a form of equity. External capital comes from outside
sources: either lenders or credit investors (in the case of debt —i.e.
loans and bonds — which is our topic in Chapter 5), or equity
investors (for common and preferred stock, which we cover in
Chapter 4). For purposes of our discussion in the rest of this chapter
we shall consider the cost of capital to be a generic weighted
“average” of a firm'’s internal and external costs based on equity
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and debt (computed on an after-tax basis for reasons that we will
consider in Chapter 5); we shall separate retained earnings from
equity to reinforce the point that this capital is internally generated
— though we know in practice that total equity equals retained
earnings and common and preferred stock. This weighted average
cost of capital (WACC), which includes total capital as the sum of
debt, equity, and retained earnings, can be computed as:

debt )

WACC = after-tax cost of debt x (—
total capital

equity
total capital
retained earnings)

+ cost of equity x ( [3.4]

+ cost of retained earnings x -
total capital

Based on this equation, a firm’s WACC is a function of both the
amount of a particular type of capital in the total capital structure,
and the specific cost assigned to that class of capital. It can be used
to consider the advisability of investing in one or more projects
and of raising an incremental amount of funding for future
expansion (i.e. the next dollar, pound, or euro of financing).

Consider a situation where ABC Co. has £100 million in total
capital, including £50 million of equity, £25 million of retained
earnings, and £25 million of debt. Its cost of equity is 10 percent,
its cost of retained earnings is also 10 percent, and its after-tax
cost of debt is 5 percent. Based on this information, ABC Co.’s
WACC is 8.75 percent. ABC’s manager can use this figure to
objectively evaluate a series of financing and investing decisions,
as noted below.

TIME VALUE OF MONEY

Time value of money is a central tool of financial analysis and
decision-making, and in this section we consider its two pillars,
present value and future value.

Let us first review some general tenets of money and time as
related to inflation and interest. On one side, inflation erodes the
purchasing power of money over time: as prices rise, each dollar,
pound, or euro buys less. Since most national economies have
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some persistent amount of core inflation, idle money gradually
erodes in value. On the other hand, if an institution puts such
money to work in an earning environment for a period of time, it
can create value: when interest rates are positive (as they virtually
always are), a sum of money invested today will be worth more
in the future. By extension, the value of a future sum of money
will be lower today than in the future.

Determining a present value (PV, which is today’s value) or a
future value (FV, which is the value at some future point) requires
three inputs:

o The cash flow that s to be paid or received today or in the future.

e The relevant time horizon.

e The proper interest rate, discount rate, or cost of capital — we
may consider the terms as interchangeable. We will use the
generic cost of debt from our discussion above as the discount
rate in the formulas that follow. For a risky company or nation
this is, of course, equal to the risk-free rate and risk premium
described earlier.

Let’s begin with PV. If a company is to receive some cash flow in
the future, we know that it will be worth less today than tomorrow
because it can always place the cash into an account today that
pays interest; when the company withdraws the cash at a future
time, it will be worth more. This simple relationship can be
captured by the following:

cash flow

PVZ time horizon 35
(1 + discount rate) hor [3-5]

This formula is straightforward and powerful: it reduces the value
of a cash flow expected in the future by the discount rate, meaning
financial managers can make decisions today using today’s discoun-
ted cash flows. For instance, the PV of a $1 million cash flow to be
received in 1 year when the discount rate is 5 percent is simply:

$1m
(1+0.05)'

or $952,380.
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We can expand this basic equation in two ways: by adding
additional cash flows and by changing the discounting frequency.
Each of these is useful in evaluating investments or projects with
multiple cash flows over time.

To add more cash flows, we simply sum across the individual
cash flows and their relevant time periods via:

PV =sum across each time period

cash flow } [3.6]

)time horizon

(1 + discount rate

So, if we expect to receive $1 million in periods 1 and 2, then the
PV (using the same 5 percent discount rate is):

(1 f 335)1 } ’ [(1 f :35)2 }

or $1,859,409 ($952,380 + $907,029). In other words, $2 million
expected in equal $1 million installments over the next two periods
is worth approximately $1.86 million today when discounted at a
5 percent rate. Note thata contract that pays equal cash installments
over an extended period of time is known as an annuity.

So, what happens if the discount rate is greater than 5 percent?
We would intuitively expect the result to be smaller, because
dividing by a larger figure yields a smaller result. For instance, if
the discount rate is 10 percent instead of 5 percent, the two-period
cash flows are now:

(14;$ 3?0)1 l ' [(1 f (1;110)2]

or $1,735,536 ($909,090 + $826,446); this is $124,000 less than
the cash flows discounted at 5 percent. Accordingly, we may say
that the larger the discount rate the greater the discounted cash
flows, and the lower the resulting PVs. This is an important fact
that we will revisit when we discuss risky debt in Chapter 5; we
will see that risky cash flows have a higher discount rate, leading
to smaller PVs.

What if the cash flows occur twice in a single period (e.g. every
6 months instead of every year)? We can make the formula above
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more generic by including a factor that takes account of the
frequency of payments, as follows:

PV = sum across each time period

( cash flow )

fractional period

13.7]

time horizon

fractional period

1+ discount rate
fractional period
If we assume from the example above that the $1 million of cash
flows for each of two periods is actually paid as $500,000 over

four periods (e.g. semi-annual instead of annual), and the annual
discount rate is 5 percent, the PV is:

PV =

$500,000 | | $500,000
1 2
(1+0.025)2 | [(1+0.025):
$500, 000 $500, 000
+ 3 + 4
(1+0.025)2 | [(1+0.025)

or $1,939,394 ($493,864 + $487,804 + $481,819 + $475,907).
Note that this PV result is greater than the one in the single-
period payment immediately above ($1,859,409) because it
assumes that, as the $500,000 payments are received each period,
they are reinvested at the same discount rate.

As the fractional period gets smaller and smaller (e.g. quarterly,
monthly, weekly, daily) we can condense the process by deriving the
continuously compounded cash flow as an exponential function
(exp, which we take as the natural exponent constant 2.718); this is
equal to instantaneous discounting, and can be computed via:

PV = cash flow x exp (—discount rate x time horizon)  [3.8]

For instance, a single $1 million payment to be received in 2 years
is worth $904,837 today when discounted continuously at 5
percent. We can, of course, add multiple cash flows together, as in
the examples above.

We can also consider the special case of the perpetuity, which is
simply a fixed cash flow that is paid forever (e.g. as in an endowment
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fund or perpetual bond). Its value can be estimated through a
simplification of the PV formula above:

PV:[ cash flow ] 3.9]

discount rate

For instance, a perpetuity might pay $100,000 per annum. If the
discount rate is 5 percent, the PV of the perpetual stream is:

Vo $100,000
0.05

or $2 million. If the discount rate is 10 percent, the PV is $1
million. Tt is important to remember that, while a perpetuity
exists forever, the most distant cash flows reduce the present
value to a very small amount.

The reverse of the PV calculation is, of course, the FV calcula-
tion, which tells a company how much a series of cash flows will
be worth in the future. If a company invests some amount of cash
today, it will be worth more in the future. This means that it must
now multiply, or compound, the current cash flow by some appro-
priate rate over the relevant time horizon, and can do so via:

FV = cash flow (1 + discount ra're)time rorieon [3.10]

For example, a $1 million sum invested today, for 1 year, at an
annual discount rate of 5 percent is equal to:

FV = $1m(1+0.05)'

or $1,050,000. Similarly, if the discount rate is increased to 10
percent, the FV rises to $1,100,000. This makes intuitive, as well as
mathematical, sense, since the higher the return on a cash flow
invested today, the greater will be the future value of that cash flow.

The FV of multiple cash flows received over time again requires
summation:

FV = sum across each time period

: : A1
[Cash flow (1 + discount rate)™™ horizon ] [3.11]

Thus, $1 million of cash flows to be received in periods 1 and 2
when the discount rate is 5 percent yields an FV of:

FV = $1m(1+0.05) +$1m(1+0.05)’
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or $2,1525,000 ($1,050,000 + $1,1025,000).
When cash flows are invested in fractional periods we can again
introduce a fractional multiplier process, as in [3.12]:

FV = sum across each time period

. time horizon
[ cash flow ( discount rate )fracﬁmal period } [3.12]

fractional period

fractional period

So, $1 million received over two semi-annual periods (i.e. cash

flow of $500,000 per period) rather than a single annual period,
with an annual rate of 5 percent, yields an FV of:

1 2

FV = $500,000 (1 " %) © +$500,000 (1 " @) ’

or $1,018,711 ($506,211 + $512,500).
Using the logic above, we can summarize the generalized
future value of a continuously compounded cash flow as:

FV = cash flow x exp (discount rate x time horizon)  [3.13]

Again, $1 million compounded continuously at 5 percent for 2
years yields an FV of $1,105,170.

Understanding the logic and intuition of time value of money
is very important, as the framework is fundamental to many
financial decisions.

INVESTMENT DECISIONS

Financial managers seeking to optimally allocate scarce resources
must be able to make rational financial decisions during the
financial planning phase. Net present value (NPV) gives managers
a measure by which to evaluate multiple projects or investments.
The NPV equation, which builds on the time value concepts we
have just mentioned, takes an extra step by including initial costs
or capital investment.

We know from the section above that a productive project
(investment) will yield cash flows over its life, and these can
be discounted to provide a PV estimate. In order to receive the
benefit of such future cash flows, a company must typically invest
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some amount of capital. This initial investment is a cost to the
firm and leads to the creation of a simple NPV equation which
embeds both costs and benefits. We may express this through:
NPV = - investment + sum across each time period
cash flow [3.14]

time horizon

(1 + discount rate)

The initial investment is not discounted by the discount rate
because it is made today. Of course, if the project requires interim
investment or maintenance costs, these can be subtracted from
the positive cash flows directly (i.e. the periodic cash flow is net of
additional costs paid). Consider, for instance, a firm that has an
opportunity to invest in a simple three-period project that costs
$5 million and yields equal annual cash flows of $3.5 million. If
the firm’s cost of capital is 10 percent, the NPV of the project is:

NPV=—$5m+( $35m | $3.5m $3~5m]

(110) (110 (1.10)
or $3,704,000 (e.g. $8,704,000-$5,000,000). Let’s now assume
that the firm can also decide to invest in another project, which
costs $7.5 million but generates $3.75 million per year for 4 years.
Which projectis better? The NPV approach allows an examination
of the two on an equal basis:

$3.75m .\ $3.75m . $3.75m . $3.75m
(110) (110 (1.10)"  (1.10)"

This yields an NPV of $4,386,000, suggesting that the second
project is the preferred investment. Alternatively, a company can
use the NPV framework to identify projects that meet some
minimum rate of return, or hurdle rate. This can be done by com-
puting an internal rate of return (IRR), which is simply the cost
of capital that forces the NPV to zero. Converting the example
immediately above into the IRR framework yields the following
equation:

NPV =-$7.5m+ (

$3.75m $3.75m $3.75m $3.75m

0=-%75
57.5m+ (1+x)  (1+x) (1+x)  (1+x)
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Table 3.6 Sample projects, NPVs, and IRRs

Project Horizon (years) NPV IRR
1 3 $5m 8.50%
2 3 $6.5m 8.75%
3 5 $5.5m 4.50%
4 4 $6m 9.75%
5 5 $7.25m 9.00%
6 5 $7m 8.75%
7 3 $6.5m 8.80%

In this case the firm solves for x, or IRR, to find whether the
minimum return meets an internal hurdle rate set by manage-
ment. In this example the IRR is 10 percent. This framework is
particularly useful for comparing among several competing
projects, all of which demand an investment of the firm's capital.
Even though all feature positive NPVs, the IRR rule lets a
company make an objective decision. For instance, if a company is
presented with the projects noted in Table 3.6, Project 4 appears
to be the superior alternative.

When a project’s IRR is greater than the cost of capital, the
company achieves a higher return than it is paying for its capital,
meaning that investment in the project is sensible and value-
creating. When IRR is less than the cost of capital, the company
does better not to invest its capital in the project, as doing so
would be value-destroying. By defining a master IRR curve, such
as the one illustrated in Figure 3.8, a company can create an entire
relationship of NPVs and acceptance/rejection decisions.

A firm may assign a different cost of capital to each one of its
investment projects, or it may use a blended cost of capital (i.e.
the WACC). Individual cost of capital may be selected when pro-
jects have unique characteristics, such as long maturities, special
risks, and so forth; this approach can lead to more accurate deci-
sions as project profitability won’t be overstated or understated.
A blended WACC approach may be suitable when a firm’s invest-
ments are largely uniform and no individual project features
unusual risks or characteristics.

We can refine the process described above to make it even more
realistic. Every time a company raises funds to invest or expand,
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NPV
IRR
Project accepted
NPV =0 Cost of capital
Project rejected

Investment

Figure 3.8 IRR, NPV, and decision rules

its marginal cost of capital rises; capital is scarce and the limited
supply leads to a higher cost for each increment raised. Therefore,
if we are considering each incremental dollar, pound, or euro of
investment, we shouldn’t look only at the WACC. We must
examine decisions in light of the weighted marginal cost of capital
(WMCC), which is an upward-sloping function (i.e. marginal
cost increases with each incremental amount of capital raised).
Figure 3.9 replicates Figure 3.8 with a WMCC curve (rather than
a constant cost of capital or WACC curve); we notice in this
illustration that the acceptance region for projects becomes
smaller, meaning that a firm will have to find projects with a
higher IRR in order to satisfy an increasing cost of capital.

EXTERNAL FORCES AND FINANCIAL DECISIONS

While our discussion above focuses on internal issues, we must
not forget our comments from Chapter 1: a firm doesn’t operate
in isolation, meaning it is impacted by external market forces
that must be considered when applying financial concepts and
tools to decision-making. It’s easy to imagine that the current and
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Figure 3.9 IRR, NPV, and WMCC

anticipated state of the economy, the level of interest rates and
inflation, the size and direction of essential capital flows, and
the nature of competition and regulation can all play a part in
shaping a company’s fortunes. The decision-making process must
therefore take account of these external variables.

Consider one very simple example: ABC Co. wants to invest in
a new project that will expand capacity. Its initial decision on
whether to invest will be based on various internal concepts
(motivations, optimal financial structure) and its quantitative
evaluation of the opportunity (WACC, NPV decision rules).
However, if ABC Co. is acting prudently, it must also consider
how the expansion will affect, and be affected by, the outside
environment. If the economy is in recession and expected to stay
that way for several more quarters, it may be prudent to delay the
project. If inflation is accelerating and ABC Co.’s costs of produc-
tion are set to rise in tandem, the profit margins on the new pro-
duction may be squeezed to the point where the investment is no
longer compelling. Or, if the economy is strong and interest rates
are at a low point in the cycle it may be sensible to proceed to lock
in a low cost of capital for future capital investment. These forces
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may have a bearing on ABC Co.’s ultimate success/failure with
the project and need to be considered during the decision-making
phase.

BEHAVIORAL FINANCE

Much of finance, and much of what we discuss in this book, is
based on financial theory and some of the rules, methods, and
tools we have described. This approach is well established and,
though it relies on certain assumptions, has proven to be quite
useful over time. However, it is also important to consider the
important subclass of behavioral finance, which moves from a
framework of standardized measurement based on rational and
optimal behaviors to one that is infused with psychology and the
realities of human “emotion” and market “irrationality.”

More specifically, behavioral finance deals with the actions and
psychology of investors and companies when they must deal with
the realities of a real-world environment — abandoning the safety
of “rational” actions, efficient markets, and optimal decision-
making. The subclass attempts to overlay emotions and cognitive
biases (i.e. any deviation from normal behavior) onto the actions
that drive financial decisions and determine how such decisions
may then affect the financial markets. While standard financial
(and economic) theories focus on efficient markets and rational
behavior, behavioral finance explores the fact that markets may
not be efficient and that the behaviors of individuals and companies
are often “irrational.” A small sampling of some key areas of
study includes:

e Excessive discounting, or the desire by investors and companies
to prefer immediate payoffs to those appearing in the future
(which appears to grow stronger, the closer the payoffs are to
the present time).

e Overconfidence/undue pessimism, or the excessive response
by investors and companies to positive or negative news (e.g.
euphoric buying, panic selling).

e Loss aversion, or the reluctance by investors and companies to
sell losing investments or abandon money-losing capital
projects.
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e Herding, or the influence of group feedback, euphoric buying
and panic selling on financial activities and markets.

e Money illusion, or the tendency of investors and companies to
make decisions on the basis of the nominal value, rather than
the purchasing power value, of money.

e Selective perception, or the tendency for expectations to
influence or affect perception and, thus, decision-making of
investors and companies.

Many other cognitive biases exist. While studies in behavioral
finance are relatively recent (with some academic work appearing
in the 1980s but more serious attention, including mathematical
models, arriving in the new millennium), the field appears to
have much to add to the overall financial framework.

CHAPTER SUMMARY

Financial decision-makers require a set of concepts and tools in
order to make reasoned decisions. Risk is central to any discus-
sion of financial decision-making. Risk must always be weighed
against potential return in order to strike a proper balance. An
investment or project that carries a greater degree of risk, as
measured by standard deviation (or the variation of actual out-
comes from an expected value), must feature a greater return
than a similar project with a lower degree of risk. In order to
properly manage overall risks, the effects of adding multiple
investments or projects to a portfolio must be considered; this
process is known as risk diversification. Positively correlated
investments/projects can create incremental risk, while those
that are negatively correlated can reduce risk. Enterprise value
can be managed by understanding the impact of risk, inputs, and
outputs on corporate operations. Firms that feature either low
absolute earnings or high earnings volatility are likely to be
worth less than those with high absolute earnings or low earn-
ings volatility. The cost of capital is an essential element of the
financial decision process, reflecting the cost to the firm of raising
capital to fund the asset side of the balance sheet. Cost of capital
can be segregated broadly into cost of debt and cost of equity.
Combining the proper proportions of each component in the
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firm’s capital structure yields a weighted average cost of capital.
The time value of money is another central building block of
finance. Present value reflects the value today of cash flows to be
generated in the future; such cash flows are discounted back to
the present by a company’s cost of capital (or discount rate).
Future value reflects the value, at some point in the future, of a
stream of cash flows; the cash flows compound at a rate deter-
mined by the cost of capital (discount rate). Net present value is
an associated decision rule that allows evaluation of cash invest-
ment (outflows) and receipts (inflows) on a project or investment;
internal rate of return is the cost of capital that forces the NPV
computation to zero. Behavioral finance, a blend of finance and
cognitive biases, focuses on the fact that not all financial decisions
occur under optimal conditions and that financial participants
are influenced by a range of factors that may lead to seemingly
“irrational” behaviors.
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COMMON AND
PREFERRED STOCK

CHAPTER OVERVIEW

In this chapter we consider common and preferred stock (alterna-
tively, ordinary and preference shares), which together constitute
equity capital, the first of two major classes of external corporate
financing. We commence with a review of why and how stock is
used, the relative costs and benefits of borrowing through the
equity markets, and the trade-offs that exist between using too
much and too little equity financing. We then analyze dividend
policy and the forces that determine equity costs and share values.
We conclude the chapter by describing the characteristics of
major classes of stock and how the instruments are issued and
traded. The material in this chapter should be compared and
contrasted with the debt financing discussed in the next chapter.

USES OF COMMON AND PREFERRED STOCK

As we've seen in Part I, a company exists to provide its customers
with goods and services while simultaneously creating a profi-
table business that builds wealth for the proprietors (owners).
The actual ownership structure of a firm can take various forms.
For instance, a firm can be founded as a sole proprietorship (single
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owner), a partnership (several partners serving as owners), or a
corporation (many investors serving as owners). The corporate
structure provides the greatest amount of flexibility, because it
allows a firm to raise a much larger amount of capital, it provides
for continuity over time, and it shields the owners from unlimi-
ted liability. Let’s explore each of these characteristics before con-
sidering the particulars of common and preferred stock.

First, a firm constituted as a corporation can raise a greater
amount of capital as it will have access to the public capital markets,
where the pool of investment capital is substantial. Proprietorships
and partnerships tend to rely on informal sources of funding (e.g.
bank loans, revolving credit lines, government grants, personal
resources), meaning that capital access is quite restricted. This
capital restriction invariably constrains growth. Second, a corpo-
ration is not identified with a single individual or group since it
features large and diffuse ownership. In fact, it is intended to exist
as a perpetual entity. Proprietorships and partnerships do not nec-
essarily provide the same continuity: they often rely on a few
individuals to guide the business, and their outlook may be threat-
ened if one or more of the key individuals departs. This can ulti-
mately lead to an unwinding of the structure. Third, corporations
convey the right of limited liability, meaning that owners of a cor-
poration’s shares are not liable for more than the amount they
have invested. Partnerships and proprietorships, in contrast, follow
the tenet of unlimited liability: owners and partners are respon-
sible and liable for debts that they incur on behalf of their organi-
zations and must repay claims from personal assets if insufficient
funds exist within the business.

The initial issuance of shares by a company to investors occurs
once all approvals have been obtained and the board of directors
(external professionals charged with independently representing
investor interests) and an executive management team are in
place. This issuance, which we discuss later in the chapter, is the
essential capital-raising effort that allows a corporation to sell to
investors transferable interests representing pro-rata ownership
of its operations. This equity capital becomes a permanent form
of financing on the company’s balance sheet, providing a continu-
ous source of funds. Subsequent share issuance can also be
arranged, providing the company with additional equity capital.
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Each share issued to investors represents an ownership interest
in the company, conveying legal and rent rights. The legal rights
entitle the investor to vote on issues that are important to the
continuing success of the company (e.g. selection of board directors)
and to receive periodic audited financial statements. The rent rights
(or economic rights) entitle the investor to a share in the profits of
the company. These profits can be conveyed via dividends (i.e. a
periodic fixed or discretionary payment), or capital appreciation
(i.e. a rise in the share price), or both. Shares can be issued as
common (ordinary) stock or preferred (preference) stock: common
stock investors have the right to vote and a right to a share in the
earnings, but must bear the first losses; preferred stock investors
receive first right to dividends but cannot vote, though they are
protected from losses by common stock investors. We will focus
our discussion on common stock in the section below, which is the
most widely used form of external equity financing.

Let’s assume that ABC Co., currently a partnership, wants to
increase the scope of its operations, and can only do so by
expanding beyond the partnership stage. It decides to incorporate
and sell shares to investors through a public stock offering of
£200 million. In doing so, the firm specifies a par value for its
shares, which becomes part of the accounting treatment of the
stock after flotation. So, if ABC Co. selects £1 of par value for each
share, it can issue up to 200 million of shares. After the initial
public offering (IPO) is completed, ABC Co., as an enduring
corporation with limited liability, will have a capital base of £200
million, which it can use to meet all of the objectives cited above.

As ABC Co. conducts its operations over the coming years, it
will (hopefully) begin to generate profits. These profits can be
used in two ways (once expenses and taxes have been paid). First,
after-tax income can be used to pay equity investors — the new
owners of the company — a dividend. Corporations regularly pay
dividends, which represent a disbursable profit, to common (and
preferred) stock investors. But common stock dividend payments
are discretionary, rather than mandatory, meaning that a com-
pany’s board of directors can choose not to pay them if it believes
that the funds can be put to better use. Second, after-tax income
can be reinvested in the company, so that additional productive
resources can be acquired to produce more goods and services.
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Income statement

Revenues
— Expenses
— Taxes
= Net income

Assets Liabilities + Equity

Equity

Preferred stock Dividends to
(external financing) investors

Common stock Dividends to
(external financing) investors

Retained earnings
(internal financing)

Figure 4.1 Income statement, balance sheet, and net income

This happens by leaving a portion of the profits undistributed —
preserving them in an account that is aptly named retained earn-
ings (or retained profits). As we’ve noted in Chapter 2, retained
earnings form part of the equity account on the corporate balance
sheet. Importantly, retained earnings represent an internally gen-
erated source of financing (unlike the issuance of equity, which is
an external source of financing).

The decision on what to do with after-tax profits is based on
achieving the highest possible return for the owners of ABC Co.
shares. If ABC Co.’s management can invest in additional produc-
tive endeavors that generate an internal rate of return equal to, or
better than, some benchmark, then it may choose to retain most
of its earnings and pay only a modest amount (if any) in the form
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of dividends. Figure 4.1 highlights a simple income statement and
balance sheet that reflect the flow of net income on the external
and internal equity financing accounts.

DIVIDEND POLICY

Investors buying stock often expect to receive dividends as part of
their risk compensation. Some prefer investing in the stocks of
companies that pay very high dividends, while others are content
to buy those that pay lower dividends, under the assumption that
income not paid in the form of dividends will be profitably rein-
vested in the firm, which will lead ultimately to a higher share
price. Since dividends are, in some sense, a representation of a
company’s ability to generate earnings, they impact the value of
a company’s shares. Dividends also affect a company’s investing
and financing plans. For instance, a company that insists on
paying very high dividends will have less internal funds available
to pay for new projects or corporate expansion, and may require
external financing — which can alter its capital structure and cost
of capital, as we’ll see in the next chapter.

Financial managers must craft a sensible dividend policy during
the financial planning stage. Finance features competing theories
on optimal dividend policies. One theory (put forth by economists
Modigliani and Miller) suggests that the value of a firm isn’t
actually impacted by dividend policy. The reasoning is as follows:
since dividends are residual payments, they don’t form part of the
investment decision of a firm and generate no earnings. The cost
of capital and the level of earnings therefore don’t change when
dividend policy changes. A rational firm will reinvest all of its
retained earnings as long as the return on investments is greater
than the return that can be obtained in the market. However, this
theory is put forth under a series of rather restrictive assumptions
(e.g. no taxes, or a regime where capital gains taxes are less than
ordinary income taxes, no friction costs, perfect capital markets).

Another theory indicates that the value of the firm is, indeed,
affected by its selection of a dividend policy. This approach doesn’t
rely on any specific assumptions apart from the fact that investors
assign greater value to current cash dividends than future cash
flows obtained from reinvested retained earnings. Payment of
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cash dividends can thus lead to lower investor uncertainty, which
lowers risk and the cost of capital. Importantly, dividend payments
can also serve as a signaling device: if investors believe a company
intends to pay dividends at a constant or gradually increasing rate
over time, they will have greater comfort that future earnings
will be strong; the reverse is also true, of course. Either path will
have an impact on share price.

In practice, a company that has predictable earnings growth is
more likely to pay a higher portion of its earnings out in the form
of dividends. But a high payout doesn’t imply earnings stability.
A company may pay a large amount of its current earnings in
dividends in order to attract investors, but may also suffer from
volatile earnings that can jeopardize its ability to deliver future
dividends. In fact, investors view companies that cut their divi-
dends in an unfavorable light, and may sell their shares. A prudent
dividend policy therefore requires directors and executives of a
firm to determine future earnings growth and analyze sensitivity
to changing market circumstances and economic cycles.

EQUITY CAPITAL COSTS AND SHARE VALUATION

We've already noted that risk/return is the fundamental trade-
off of the financial world. Investors who seek a greater return
must be willing to accept a greater amount of risk; those preferring
a smaller amount of risk can expect a smaller return. A company
arranging financing faces the same trade-off: if it is funding
through an instrument that generates more risk for investors, it
will have to pay them a greater return than if it uses a less risky
instrument. This relationship is central in determining a firm’s
capital costs and optimal financing mix.

Below we'll see how these trade-offs relate to a company’s
funding. First, however, let’s consider the position that investors
in ABC Co.’s new shares have in the company’s capital structure.
The capital provided by equity investors and the retained earnings
which are rightly theirs as owners of the company are used as a
buffer to protect all other forms of financing that rank above it,
including the preferred stock issues that we discuss below, as well
as bond and loan financing that we consider in the next chapter. In
effect, equity investors are the first to bear losses should the worst
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come to pass — though only to the extent of their original invest-
ment. We recall that the equity accounts of the balance sheet com-
prise paid-in capital and retained earnings. If ABC Co. experiences
financial difficulties that generate large losses, it begins to deplete
these accounts. If ABC Co.’s losses are so large that it completely
drains these equity accounts, it will file for bankruptcy and inves-
tors with claims that rank higher than the equity claims will be
repaid first. When all of ABC Co.’s assets of value are liquidated
and outstanding claims are repaid, the residual amount left for the
common equity investors may only amount to a fraction of the
original invested value — if anything at all.

Why would an investor be interested in bearing this first loss
risk? Why not sit “higher up” in the capital structure where there
is more protection against losses and a greater chance of a larger
recovery if the worst happens? The answer, of course, is the desire
to earn a higher return. In order to entice investors to supply
capital through shares, the company will have to offer a return
that compensates for the risk of bearing the first losses. Some
investors are willing to accept the increased level of risk asso-
ciated with stock if they believe they are being appropriately
compensated. We can therefore view the common stock buyer as
a limited liability investor, with voting power, who receives a
higher return than other capital suppliers in order to compensate
for any “first losses” that might occur. We must also bear in mind
that the higher cost of equity capital — what we might call the
equity risk premium — must also compensate for time: an equity
securityisaperpetual instrument thatnever matures. Accordingly,
the probability that an investor may one day bear some degree of
loss is higher than it is on a security with a finite maturity. Finally,
we must note that in many jurisdictions investors are taxed on
their dividend income. In order to entice investors to commit
equity capital, a company must make the after-tax return suffi-
ciently attractive, generally through a “gross-up” of the dividend
payment — which adds to the cost of equity.

So, how much does equity capital cost? How much will ABC
Co. have to offer investors in order to raise the type of permanent
financing that it needs to fund its operations? The answer depends
on various external and internal factors. It also depends on
whether ABC Co. is raising equity for the first time (via an [PO)
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or tapping the market for additional equity (via a secondary
offering or rights issue). We'll focus our discussion on the latter
scenario for the time being.

Let’s start with external factors. Market supply of, and demand
for, equity capital influences the cost of equity for all firms. When
investors believe that the market provides a proper equity risk/
return, they will be inclined to participate. This means that
liquidity flows into the market and the overall cost of equity
declines (but bearing in mind that costs for individual firms may
still be higher or lower than the overall market, depending on the
internal factors noted below). The opposite scenario also holds
true. If investors don’t believe that equity prices correctly reflect
risk, they will withhold their capital, causing a supply shortage
that leads ultimately to a rise in overall equity financing costs.
Companies that want to issue stock will have to entice investors
to supply funds and will only be able to do so by offering them
greater returns (i.e. selling stock at a cheaper price, which means
a higher cost of financing).

Internal company-specific factors play an equally important
role in establishing equity costs. Once market forces establish the
minimum expected equity return, the ability of a company to
generate earnings that create value (via dividends and capital
appreciation) helps define the actual cost of accessing equity
capital. A risky company that has uncertain earnings-generation
power will have to pay more for its capital than one that has a
stable, gradually expanding, earnings stream. If a company regu-
larly misses its earnings targets because it cannot properly control
its revenues or costs, then investors will view this as an extra risk
that demands compensation; this additional compensation is obvi-
ously a cost to the company, which will be reflected in the premium
over the market return paid to attract investor capital. Naturally,
other financial variables can impact the stability of the company
and negatively affect the perceived riskiness of the firm. The oppo-
site is also true: a firm that is able to manage its business and
financial position properly will enjoy a lower equity risk premium.

Though exogenous and endogenous forces clearly impact costs,
actually estimating the cost of equity capital can be a complicated
endeavor. One method is to use a form of the capital asset pricing
model (CAPM) that we described in the last chapter as a risk
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value proxy. Remember, we are attempting to estimate the cost of
equity capital for a single company, and this will be influenced by
the external and internal variables described above. We know that
beta is a measure of a company’s riskiness versus the market at
large. Accordingly, the cost of equity can be set as a function of
beta, the risk-free rate and the market return:

cost of equity = risk — free rate +

beta(market return - risk-free rate) [41]
For instance, if ABC Co.’s beta is 1.25, the market return is 10
percent, and the risk-free rate is 4 percent, ABC Co.’s estimated
cost of equity capital — the return that investors will demand for
holding ABC Co.’s equity —is 11.50 percent. While this approach
is widely used and perfectly valid, it obviously requires comfort
with the assumptions underlying CAPM.

Our discussion has centered on the cost of equity for a company
that has issued stock in the past. Such a company has a track
record of performance in the market so that its stock price, beta,
and dividend record are all known and can figure as the necessary
inputs. For companies embarking on an IPO, that track record is
clearly not available, meaning that alternate measures must be
used to provide a stock valuation and, by extension, a cost of
equity. One common approach is comparables analysis (or relative
valuation), where the target company and its bankers identify a
group of peer companies already trading in the market, take key
indicators from each one of these peers as a multiple to current
stock prices (net earnings, earnings before interest and taxes,
sales, and so forth), compute the average of those peer multiples,
and then apply the multiples to the base of the ratio of the target
company; the end result is an estimate of the pre-IPO company’s
stock price, which can be used to obtain the cost of equity. Though
not perfect, it can serve as a useful proxy measure.

While most of the cost of equity financing is covered by the
external and internal variables noted above, a company still needs
to pay its bankers for arranging a transaction. Bankers arranging
new or secondary issues are responsible for coordinating the
entire process and charge fees for doing so. In fact, the fees pay-
able by a company for an equity issue can be significant, ranging
in most markets from 1 to 5 percent. This, as we'll see in the next
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chapter, is relatively expensive and adds considerably to an
issuer’s total funding expense. Fees must always be factored in to
obtain a true cost of equity.

We have intentionally focused on externally generated equity
in our discussion. However, we must not forget that retained
earnings are a form of equity and also involve a cost. Though
there are no fees associated with retained earnings since they are
generated by post-tax/post-dividend income, they attract a cost
of capital that is generally set equal to the cost of common stock.
Naturally, a firm does not face a single cost of equity capital:
common and preferred stock, for instance, draw different costs
because they have different risk and return characteristics. We
can generalize overall costs by noting that a company faces a cost
hierarchy defined as follows:

cost of common stock, cost of retained earnings >

cost of preferred stock > cost of debt [4.2]

This relationship holds true because of claims seniority in the
capital structure and the order in which losses are allocated.
Once a company has issued equity, it is useful to consider its
current and projected theoretical value. This provides an indication
of whether a stock is undervalued (“cheap”), overvalued (“rich”) or
fairly valued. Various models are available to help determine share
value. We can refer to at least two major (and somewhat related)
approaches: dividend-based models and cash flow-based models.
Dividend-based models require information on dividends in
order to produce a valuation. As we've noted, dividends are paid
from after-tax earnings, meaning that they generate no tax
advantage, which we’ll discuss in more detail in the next chapter.
The dividend yield of a security, computed by dividing the current
dividend by the current stock price, is an important measure of
the current return of an equity security, allowing investors to
compare returns across companies and industry sectors. Similarly,
the dividend payout ratio, computed by dividing dividends per
share by earnings per share, indicates how much of a company’s
net earnings are going to investors rather than the retained
earnings account. Of course, estimating dividends is not a precise
science, since the exercise involves unknown future cash flows
and subjective decision-making by directors. Nevertheless, some
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estimates have to be made in order to produce a fair value. One
convenient measure, commonly used in the models discussed
below, is the dividend growth rate, computed via:

net income 1 (dividends per share)

equity
We may note that the growth rate is a function of both return on
equity (net income/equity) and the dividend payout ratio
(dividends/earnings).

Let’s begin our dividend share valuation analysis with pre-
ferred stock, the simplest of the equity claims. Preferred stock is
an equity-like security that gives the investor a fixed dividend
payment stream in perpetuity; this means valuation of the secu-
rity is quite simple: the future dividend cash flows are contractu-
ally fixed, and there is no need to take account of the redemption
value of the principal, as the security is never redeemed. So, if we
assume that a share of preferred stock pays a periodic dividend
(quarterly, semi-annually, or annually), the value of a share of
stock is simply the present value of the dividend stream in perpe-
tuity, discounted by the firm'’s cost of preferred equity:

dividends

1 + cost of preferred

dividends
(1 + cost of preferred)timez [4.4]

dividends n

growth = [43]

earnings per share

price of preferred stock = )ﬁme -

+

time n

* (1+ cost of preferred)
dividends

cost of preferred

For instance, if we assume that ABC Co.’s cost of preferred equity
has been estimated at 15 percent and a share of its preferred stock
paysan annual dividend of £2.50/share, the fair price of the preferred
is £16.67/share. This formula also suggests that, as the dividend
rises, the value of the preferred increases, and vice versa —a perfectly
logical relationship. Thus, if the annual dividend is amended to
£3.50/share, the price of the preferred rises to £23.33/share; if it
declines to £1.50/share, the price of the preferred falls to £10/share.

93



94

INSTRUMENTS AND TRANSACTIONS

We can adapt the same general approach in valuing a share of
common stock. Common stock, like preferred stock, will never be
redeemed, so there is no need to account for the present value of
the redemption amount. Unlike preferreds, however, a company’s
common stock may not always pay dividends. And, if a company
does pay dividends, those payments are likely to change over time.
To take account of these unique characteristics, we can use one of
several approaches, including the discrete dividend model, the
constant growth dividend model, and the growing dividend model,
some of which rely on the growth computation in [4.3]. Regardless
of the method used, we recall that the cost of common equity used
to discount common dividend cash flows is higher than the cost of
preferred equity used to discount preferred dividend cash flows,
since common stock is riskier than preferred stock.

Valuing a share of stock based on discrete dividends, or individ-
ual dividend payments that can vary from period to period, requires
a precise estimate of how much a company will pay in each period.
Once the estimate for each future period is determined, the divi-
dend flows are simply discounted back using the cost of common
equity and summed up to create an estimate of the value:

dividends 1

(1 + cost of common)
dividends 2
(1 + cost of common

time 1

price of common stock =

time 2 45
] [4.5]

dividends n
oot

.
(1+ cost of common) men

For instance, an analyst might estimate ABC Co.’s annual
dividends over the next 5 years at £1, £1.50, £1.50, £2, and £2.25
per share. If ABC Co.’s cost of common equity is 20 percent, then
the estimated price of common stock is equal to £4.60. Of course
this is a simplified example, because we only include five periods,
when we know that a company is intended to exist in perpetuity.
We can easily imagine that, as we add more periods to the com-
putation, the present value of the dividend flows will translate
into a higher stock price, even though estimates of more distant
dividend payments are necessarily less precise (and discount to a
smaller figure). To overcome this, we can make use of terminal
value, a concept we discuss below.
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When the dividend on a common stock is assumed to be
constant, with no growth, we can adjust the formula slightly:

dividends

cost of common

price of common stock = [4.6]
This is much simpler, as it makes no assumption about potential
dividends in each individual period. Thus, if ABC Co. is expected
to pay £2 per share in dividends forever and its cost of common
equity is 20 percent, the fair price of each share is £10. Similarly,
if we assume that a dividend will be paid based on a defined
growth rate (as exemplified in [4.3]), we can use the following:

dividends
1471

price of common stock =
(cost of common — growth rate

Let’s assume that ABC Co.’s cost of common equity is 20 percent,
its current dividend is £2/share, and the expected dividend growth
rate is 3 percent. The fair value of ABC Co.’s common stock under
the constant dividend growth model is £11.76. Under this scheme
it is relatively easy to deduce that, if earnings increase and
dividends expand in tandem, the cost of equity capital will decline.
This finding is consistent with our earlier statement: companies
with a stronger base of earnings and growth are perceived as less
risky than those with weak and/or volatile earnings, meaning
that the returns payable to investors are lower.

The second major stream of valuation focuses on cash flow
models. Of course, this suite of techniques is also related to the
dividend framework above, since dividends are paid from cash
flows (as described in Chapter 2). As above, stock valuation can be
computed on the basis of both discrete cash flows and constantly
growing cash flows (CF). For instance, the price of common stock
can be estimated through a forward estimate of a company’s cash

flows over time:
CF1

(1 + cost of common
CF2

(1 + cost of common
CFEn

(cost of common)time

price of common stock = )timel

et 4.8
) [4-8]

+...=>
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Naturally, putting together reliable estimates is difficult after a
certain number of periods (e.g. several years). Accordingly, a
slight refinement adds to the periodic cash flow estimates a “lump
sum” estimate of terminal value, which can itself be determined
via a liquidation value (e.g. an estimate of the proceeds generated
through the disposal of a company’s assets) or multiple value (e.g.
an estimate based on applying a multiple to earnings or revenues
based on market comparables). Note that the same process can be
applied in the dividend model above.

A further alternative that we can consider is similar to [4.7]
above, where we assume a constant growth rate. This is shown as:

cash flows

price of common stock = [4.9]

(cost of common — growth)
A hybrid model combines [4.8] and [4.9], with estimates of discrete
cash flows for the first 3-5 years, followed by a constant cash flow
growth rate thereafter. Finally, we may note that a variation on
the two frameworks described above, known as an earnings-based
model, can also be used to obtain stock values. Such an approach is
consistent with what we have already described, except that earn-
ings, rather than dividends or cash flows, feature as the central
valuation variable.

INSTRUMENT CHARACTERISTICS

As we’ve noted, equity comes in various forms, each with unique
characteristics. In this section we consider essential features of
the main types of external equity instruments, which are
summarized in Figure 4.2.

KEY CHARACTERISTICS

Common and preferred stock issues are defined by a number of
characteristics, each negotiated in advance of flotation. These
include size, dividend, maturity, placement mechanism, market,
and seniority.

o Size: the amount of stock being placed with investors. This can
range from less than $1 million (or equivalent in sterling,
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Figure 4.2 Equity accounts on the corporate balance sheet

euros, yen, and so forth) to well over $1 billion, depending on
the issuing company, its needs, investor appetite, and market
conditions. ABC Co., for example, may wish to issue £200
million in common stock and £100 million in preferred stock
as part of its overall financing plan.

o Dividend: the specific dividend being paid for a given series of
shares. This applies primarily to preferred stock issues, which
may feature a fixed or variable dividend payable on a cumulative
or non-cumulative basis; as we’ve noted, common stock features
no contractual dividend payment. ABC Co., for instance, may
pay an annualized dividend of 7 percent every quarter on its
preferred stock issue, which becomes a contractual characteristic
of the security.

e Maturity: the specific term of the issue. This is quite an
exceptional characteristic, and relates only to a small number
of preferred stock issues with redemption features. In all other
cases, i.e. common stock issues and conventional preferred
stock issues, the securities are perpetual and can only be retired
or redeemed through a specific repurchase mechanism.

e Placement mechanism: the manner in which securities are
placed with investors. Inaugural issues of stock form part of
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the IPO mechanism, meaning that the securities are registered
and can be offered to a broad range of investors. Any subse-
quent issues (e.g. secondary placements) may be offered as
rights issues (to existing investors) or add-on issues (to all
investors). ABC Co., in floating its initial common stock offer-
ing, arranges the transaction as an IPO; any subsequent share
offering that it may arrange can be done as a rights offering or
an add-on issue.

Market: the specific marketplace being accessed. This applies
primarily to common stock, which may be issued in the
domestic (onshore or home) market, where funds are raised
from resident investors, or the international (offshore) market,
where funds are raised from non-resident investors. Non-
resident offerings can be arranged through euro-equity issues
and global depository receipts (which we discuss in the next
section). The selection of a market depends on various factors,
including cost (i.e. where a company can issue stock on the
best terms), availability (i.e. which pools of investors are
willing to supply capital), and overall market conditions (i.e.
where market stability (or volatility) may attract (or repel)
capital). Since ABC Co. is UK-based and is well known to UK
investors, it may choose to float sterling-denominated common
and preferred shares in the domestic market.

Seniority: the priority of the stock regarding claims on the
issuing company’s assets. The seniority of shares dictates the
priority of payments to equity holders, should a company
declare bankruptcy. While all forms of debt rank senior to
equity (as we shall discuss in more detail in Chapter 5), we
have already noted that preferred stock ranks above common
stock.

KEY INSTRUMENTS

The key instruments of the equity sector include:

e Common stock: this can be issued in the local market to meet

the demand of local investors or it can be floated in the offshore
markets in order to attract a base of international investors.
Common stock is typically issued as a scripless (dematerialized)
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ownership interest with a stated par value; it is a perpetual
security that can pay dividends, though is not contractually
obliged to do so. Non-resident issues can be made in various
forms. Euro-equity issues are securities issued in multiple
markets simultaneously, in relevant currencies (e.g. a sterling
tranche for the UK, a dollar tranche for the US, a euro tranche
for the Continent). Depository receipts (global or American) are
securities that are issued by a depository on behalf of the issuing
company; the company lodges shares with the depository, which
then issues tradable receipts to investors (with each receipt
typically representing a single share). Subsequent issues offered
to the market at large are known as add-ons.

e Rights issues: these are secondary placements of stock that are
offered initially to existing shareholders, giving them the
right of first refusal to invest in the new shares; the rights
allow existing investors to control dilution, or the diminishing
of legal and rent rights through the addition of new investors,
by exercising the rights to take up new shares (generally at
some discount to the prevailing market price); existing
investors can retain the same proportion of ownership and
control, meaning that they are not specifically diluted.

o Preferred stock: this is a security that pays investors a periodic
dividend and does not generally permit any participation in
capital gains (i.e. its price is quoted in a relatively narrow range).
The dividends established for a preferred stock can be struc-
tured in various ways. Cumulative preferred stock, for instance,
accumulates dividends that are due to preferred investors in
cases where the company is unable to make a current dividend
payment; no other dividends can be paid to other equity inves-
tors until these dividend arrears have been settled. The non-
cumulative structure, in contrast, does not provide for dividend
accrual; if a dividend is skipped, non-cumulative investors have
no continuing claim on that dividend.

ISSUING AND TRADING
ISSUING

Before any stock issue can be launched in the market, it must receive
the approval of the relevant national securities commissioner or
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regulator. Once this occurs, the stock issue becomes known as
“authorized.” When a company decides to issue a certain amount
of stock, the actual shares that are floated are known as “authorized
and issued”; these become part of a company’s permanent capital
base. In practice, a company generally only issues a portion of its
shares initially so that it can preserve additional capacity for future
issues. Any additional capacity is shown as a note on the financial
statements as stock that is “authorized but not issued.” The equity
account is not impacted, as shares that have not been floated
obviously raise no funds; still, investors are alerted to the fact that
future issuance may occur. For example, the national regulator
may approve up to £1 billion of shares, but ABC Co. may elect to
float only £200 million, leaving an “authorized but not issued”
balance of £800 million. In some cases a company may decide to
repurchase some of its outstanding stock issue because it believes
that it is overcapitalized and cannot find profitable opportunities to
use the capital; repurchased shares are known as treasury stock. It
can do so by buying them in the open market for cash; when this
happens, the treasury stock contra-account is adjusted by the
amount of the repurchase. Shares in this account are known as
“issued and not outstanding.” For instance, ABC Co. may decide to
repurchase £50 million of its shares, causing its common stock base
to decline by that amount. We summarize these states of the
common stock account in Figure 4.3.

Raising equity capital begins when the issuing company and
its bank establish necessary equity financing requirements,
prepare detailed preliminary disclosure (known as a “red herring”
or “pathfinder prospectus”) and register the proposed issue with
the national securities regulator. Once the regulator approves the
disclosure, the bank begins a pre-marketing phase to determine
investor appetite and potential pricing levels; this process involves
a detailed analysis of where the stock prices of comparable
companies are trading and ultimately dictates the company’s cost
of equity capital. The final price of the shares is established on
launch date, and securities are placed with investors based on an
allocation method determined by the lead bank.

In most instances a bank arranging a stock issue is not required

to deliver a specific amount of funds to the issuing company.
Thus, if ABC Co. seeks £200 million of common stock but
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Paid-in capital account

Authorized and not issued (1 billion shares at £1 par value) —

Authorized and issued (200 million shares at £1 par value) £200 million
Issued and not outstanding (50 million shares) —£50 million
Total paid-in capital account £150 million

Figure 4.3 Tmpact of shares on paid-in capital

investors are only interested in purchasing £150 million at the
quoted price, the company only receives £150 million. However,
in some instances (mainly add-ons or rights issues), a bank may
agree to purchase the entire block of £200 million at a fixed price,
and then distribute the shares to investors. These “block trades”
ensure that companies like ABC Co. receive the full amount of
equity they are seeking — but are relatively risky for the arranging
bank, because the price may fall before the bank can place all of
the shares. In order to protect itself from any possible losses, the
bank generally purchases the block at a discount to the prevailing
market price.

SECONDARY TRADING

Major banks and securities dealers actively quote prices on a
range of small and large capitalization stocks on a continuous
basis. Dealers provide bids and offers on individual issues, allow-
ing investors to enter or exit the market once an issue has been
launched. An investor can buy a stock (“go long”) to take advan-
tage of an increase in stock prices, or it can borrow the stock and
sell it (“go short” or “short sell”) to try and profit from a fall in
stock prices (to close the short, the investor will buy the stock
back and return it to the lender). The prices that dealers are
willing to quote are based on the macro and micro variables that
we've discussed. If these factors are favorable or benign, dealers
will be willing to quote tighter bid—offer spreads than if they are
unfavorable or volatile. For instance, if the market environment
is positive and the outlook for ABC Co.’s earning is strong, a
dealer may quote shares at £10.00-10.02, meaning that it stands
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ready to buy a share at £10 and sell the same share at £10.02,
making a profit of £0.02 in the process. Conversely, if the markets
arevolatile, investorsare nervous, or ABC Co.’s earnings prospects
are weakening, the dealer may widen the spread to £10.00-10.07;
the wider spread is intended to compensate the dealer for the
additional risk taken in owning the shares.

A significant amount of secondary equity trading still occurs
through conventional exchanges, such as the London Stock
Exchange, New York Stock Exchange Euronext (NYSE, owned by
the Intercontinental Exchange), Deutsche Boerse, Tokyo Stock
Exchange, and National Association of Securities Dealers Auto-
mated Quotations (NASDAQ), among many others. Most con-
duct trading electronically rather than physically; in fact, among
major exchanges, the NYSE is the only one that still features a
physical trading floor — though it also supports electronic trading
and makes full use of advanced technologies. The advent of com-
puting power and advanced networking, along with changing
regulations, has led to the creation of many electronic trading
platforms, some of which have taken market share from tradi-
tional exchanges and forced them to change their own business
models (see Finance in action 4.1).

FINANCE IN ACTION 4.1: EVOLUTION OF ELECTRONIC
TRADING

The world of stock trading has changed dramatically over the years:
gone are the days when brokers and specialists would meet physically
on the floor of an exchange to buy and sell stocks on behalf of clients
or for their own accounts. Today's markets are driven almost exclu-
sively by electronic, off-exchange trading platforms. Many of these are
still constituted as exchanges, but they lack the physical trading
floors that we are used to seeing on television — all buying and selling
occurs through electronic input and routing of orders, which are
matched through centralized engines.

Electronic stock trading in the USA dates back to 1969, when
Instinet (then known as the Institutional Network) was created as an
electronic platform to automatically match large buy and sell orders.
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NASDAQ was created in 1971, as an all-electronic, quote-driven
marketplace based on a system of market-makers; NASDAQ rose to
power by listing stocks of many high technology companies, such as
Microsoft, Apple, Google, and EBay. Even the “granddaddy” of the US
exchanges, the NYSE, which was originally founded as a physical,
order-driven, auction-based market composed of specialists, entered
the electronic sphere in the early 1970s with its DOT computerized
order router, which allowed it to pass orders electronically from
members down to the trading post for execution by specialists. In the
late 1970s Instinet introduced the first electronic trading “montage”
screen, showing quotes on NYSE stocks. ITG’s POSIT (Portfolio
System for Institutional Trading) emerged as another pioneering
platform in the late 1970s, matching block trades electronically away
from the exchanges on a scheduled basis.

Further electronic development followed in the 1980s. Large
broker/dealers like Merrill Lynch, Goldman Sachs, and Morgan
Stanley began trading stocks internally, matching orders from their
clients against each other, or against positions from their own trading
books — all of this was done electronically, away from traditional
exchange floors. After-hours trading through electronic platforms
emerged in 1986 via Instinet’s pioneering platform, which made it
possible for investors to trade large capitalization stocks after official
market close (4 p.m.).

Naturally, electronic efforts of this period were not confined to the
US markets, but were also emerging in other markets. For instance,
Paris Bourse (now part of the combined NYSE Euronext), developed
a leading-edge electronic trading platform for the French stock market
as early as 1989, which they eventually licensed to various other global
exchanges. Most other major European exchanges, such as the
London Stock Exchange, Swiss Stock Exchange, and Deutsche Boerse,
converted their trading operations into pure electronic open order
books during the 1990s. Much the same happened in Asia, with
exchanges such as the Tokyo Stock Exchange, Osaka Stock Exchange,
Hong Kong Stock Exchange, and Singapore Exchange conducting
dealing through computerized networks.

Though advances were clearly occurring in electronic trading during
the late 1980s and early 1990s, it was not until the late 1990s and the
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early part of the millennium — as technology, communications, and net-
working took a quantum leap forward — that so-called alternative
trading systems (ATSs) emerged as a viable force. This was especially
evident in the US markets, which embraced new electronic trading plat-
forms like Island, Archipelago, Brut, Tradebook, and RediBook. The
rising stock global stock market (built largely on the dot-com/Internet
wave), lower execution costs, and the popularization of electronic day
trading helped fuel interest and growth. The expansion process con-
tinued throughout the decade, with new venues such as BATS,
DirectEdge, and a host of other “dark pools” (which we consider sepa-
rately) taking significant market shares from NYSE and NASDAQ. In
response, the big exchanges started to create more sophisticated elec-
tronic ventures, in part by purchasing some of the upstarts. The same
phenomenon appeared in Europe through so-called electronic multi-
lateral trading facilities (MTFs), which were created in the second half
of the first decade. It is safe to say that the days of physical trading are
now well behind us — technology has created a new business model for
trading of stocks.

While most secondary trading in stocks occurs in a visible
manner through the exchanges and platforms we have described,
more than 20 percent of all volume now takes place “in the dark,”
through so-called “dark pools” (see Finance in action 4.2). Dark
pools are an increasingly important factor in the trading world, as
they permit a great deal of confidentiality, which helps large
buyers and sellers of stock improve their execution prices. The
flip side, of course, means that there is less certainty surrounding
the price discovery process.

FINANCE IN ACTION 4.2: DARK POOLS

The “dark pool” is quickly becoming an integral part of the traded
financial markets of the twenty-first century. So, what is the mysterious
sounding dark pool?
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Quite simply, a dark pool is a venue or mechanism that con-
tains anonymous, non-displayed trading liquidity that is available for
execution.

Anonymous, non-displayed trading liquidity is order flow that is
submitted by an investor or trader confidentially and is not visible to
the market at large; that is, it does not appear in public order books,
like those operated by exchanges. The fact that the flow is not visible
has given rise to the term “dark” liquidity.

A venue is any electronic platform that is either solely or partly
involved in housing non-displayed liquidity.

A mechanism is any structure within an exchange, or any partici-
pant in the market, that houses non-displayed liquidity.

Execution is the ability to buy or sell a security through the submis-
sion of an order.

So, we may summarize by saying that a dark pool is an amalgam
of orders to buy or sell securities, but whose existence is not publicly
known or advertised. In practice, dark trading occurs through dedi-
cated platforms called crossing networks (or price reference systems),
which use prices set by exchanges to confidentially match buyers and
sellers, and via hidden orders (totally dark orders) and reserve orders
(partly dark, partly visible orders) that are embedded in exchanges or
in electronic platforms. So, why is dark-pool trading so important?
Costs savings and potential price improvement are important factors,
but confidentiality, which leads to reduced market impact, is the real
driving force.

Let us consider the case of an institutional investor that is thinking
about buying a large block (100,000 shares) of ABC Co. It seems rea-
sonable to assume that, if this buying interest is generally known in the
marketplace, other investors might try and jump ahead of the investor
to buy the same stock — effectively pushing up the price of the stock in
the process, and creating a market impact — or unfavorable price move-
ment — for the investor. If, however, the investor can confidentially pur-
chase the stock before anyone is aware of the action, it is likely to be
able to do so without moving the price of the stock — thus avoiding a
market impact. Dark pools allow shares to be traded confidentially,
meaning that sensitive information doesn't fall into the hands of com-
petitors or others who might have an interest in such details.
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Consensus research appears to indicate that more than 40 percent
of all trades in the USA are executed through dark pools. While volume
in Europe and Asia trails the USA, with some 10 percent and 5 percent,
respectively, the same growth trends exist. Various research estimates
predict that further migration to dark trading will occur globally in the
coming years.

CHAPTER SUMMARY

Every firm established as a corporation must have some amount of
stock on its balance sheet, suggesting that equity finance via pre-
ferred and common stock is an essential component of corporate
financing. The cost of equity capital is higher than that of debt
capital for three reasons: first, equity investors accept greater risk
than debt holders, bearing the first losses if a firm becomes insol-
vent; second, equity does not generate the same tax-shield as debt,
because dividends are paid from after-tax, rather than pre-tax,
income; and, third, investors are often taxed on the dividends they
receive, meaning that they will need to be enticed through a higher
dividend return in order to be willing to invest in the stock.
Determining the proper amount of equity to use in funding the
balance sheet is important: too little equity means too much debr,
which can lead to financial distress. However, too much equity can
prove expensive and may result in the rejection of investment pro-
jects that might otherwise be appropriate when financed through
cheaper forms of capital. The cost of a company’s equity is based on
market and company factors; the overall level of market returns,
the risk-free rate, and the specific characteristics of the company
itself all influence cost. Valuation models exist to estimate the value
of a company’s stock — these are based on estimates of current and
future dividends or cash flows. Common and preferred stock can be
issued in various forms and are defined by key characteristics that
include deal size, placement mechanism, dividend, market, and, for
certain classes of preferred, maturity. An active secondary market
exists for many forms of equity. A significant amount of equity
trading now occurs electronically, away from traditional exchanges,
and some is conducted “in the dark” rather than in a visible manner.
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LOANS AND BONDS

CHAPTER OVERVIEW

In this chapter we examine loans and bonds, which together
constitute debt capital, the second major class of external corporate
financing. We commence with a review of why and how loans and
bonds are used, the relative costs and benefits of borrowing
through the debt markets, and the trade-offs that exist between
using too much and too little debt financing. We then consider
the macro and micro forces that drive borrowing costs, and
describe the characteristics of loans and bonds, and how they
are created and traded; we conclude by introducing an example
of the popular, and somewhat more complex, securitization
structure. The concepts of debt financing covered in this chapter
should be compared and contrasted with the equity financing
material discussed in Chapter 4.

USES OF LOANS AND BONDS

In our last chapter we noted how equity can be used to fund the
corporate balance sheet. While equity is obviously essential to
any financial plan, it is not the sole source of funding. In fact, the
availability of debt capital is critically important to companies
attempting to maximize enterprise value, as we shall discover.
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We've already seen that ABC Co. can use the equity markets to
meet its financing requirements. But we also know that equity
can be expensive. Since investors in ABC Co.’s common shares
bear the risk of first losses, they will demand a higher return on
their invested capital. The higher return to investors is, of course,
reflected in a higher overall cost of capital for ABC Co. We have
also indicated that in some markets equity dividends aren’t tax
deductible, meaning that they are paid from after-tax, rather than
pre-tax, income. This also adds to the company’s cost of capital,
because in order to persuade an investor to buy the dividend-
paying shares, the pre-tax cost of funding has to be increased to
reflect the additional tax burden.

What ABC Co. really needs is another financing alternative so
that it can lower its capital costs and allocate more of its income
to retained earnings or dividends. Fortunately, the company can
turn to the loan and bond markets to finance a significant portion
of its operations, generally at a much lower cost; in fact, debt can
be up to several percentage points cheaper than equity, and cost
savings can lead ultimately to an increase in enterprise value.

We recall that ABC Co. can issue equity in the market for the
equivalent of 11.5 percent, so that each £100 million that it has to
raise for its operations costs £11.5 million. If ABC Co.’s total
assets amount to £1 billion, total financing costs through equity
add up to £115 million. But, what if ABC Co.’s treasurer found
that the company could raise debt at a cost of only 5 percent?
Ignoring present value calculations, that’s a saving of £6.5 million
for every £100 million raised. If ABC Co. decided to do the
majority of its funding (i.e., 99.9 percent) in the form of debt
rather than equity, its total financing cost would amount to just
under £50 million — a compelling saving versus the cost of equity
financing. In fact, this saving is one of the key reasons why
companies used loans and bonds so actively.

Such big savings might bring to mind two questions: why is
debt so much cheaper than equity? And, if it is so cheap, doesn’t
this mean that the financing decision is relatively easy — all debt
and no equity?

Let’s start with the first question. Debt financing is cheaper
than equity financing for two reasons. First, debt is an “IOU,” or
corporate promise to repay a lender or investor any amount
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borrowed, plus interest, in the future; debt may take the form of
a payable or loan, or it may be issued in standard tradable form as
a security. Debt holders are therefore creditors, while equity
investors are owners. In fact, unsecured debt holders have no
ownership claim on a firm’s assets because they are not owners.
In order to protect against this lack of ownership claim and ensure
equitable treatment in the event of default and bankruptcy, most
legal systems give debt holders payment priority over equity
investors. This means that, if a company files for bankruptcy,
assets with value are used to repay debt holders first (the actual
order of claims priorities within the debt capital structure varies,
as we'll discuss later). Because of this bankruptcy claim priority,
debt holders bear less risk than equity investors, and we already
know that lower-risk investments command lower returns. This
translates into a lower cost of financing for the company.

Second is the fact that interest expense used to pay debt holders
for the use of their capital is tax deductible. That is, interest
expense is paid from operating revenues, before taxable income is
computed. This deductibility generates what is commonly known
as a tax shield. Equity dividends generally aren’t tax deductible
and therefore don’t create the same shield. Let’s consider the
simplified income statements in Table 5.1 to demonstrate the tax
effect of debt and equity financing. The debt-financed income
statement carries £10,000 of interest expense, while the equity-
financed income statement features £10,000 of dividend expense.

Table 5.1 Debt- and equity-financed income statements

Debt-financed income Equity-financed income
statement, 000s statement, 000s

Revenues £200 Revenues £200
Cost of goods sold —£100 Cost of goods sold —-£100
Gross profit = £100 Gross profit = £100
Interest expense —£10 Interest expense —£0
Pre-tax profit =£90 Pre-tax profit = £100
Tax at 20% —£18 Tax at 20% —£20
After-tax profit =£72 After-tax profit =£80
Dividends -0 Dividends —-£10
Net profit to retained ~ =£72 Net profit to retained =£70

earnings earnings
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We immediately note that the equity-financed income statement
features a higher tax bill since no interest expense is incurred and
no tax shield is generated; the debt-financed income statement,
in contrast, creates an extra £2,000 of retained earnings through
the shield.

We see, then, that the cost of debt must be adjusted to reflect
the tax benefit, helping generate an after-tax cost that is lower
than the cost of equity. This can be calculated as:

after-tax cost of debt = (1 - tax rate) x cost of debt [5.1]

Thus, if ABC Co.’s borrowing rate on a loan is 7 percent and its
tax rate is 27.5 percent, its effective after-tax cost of debt is just
over 5 percent. Again, this is a significant saving compared to the
11.5 percent that it is paying for its equity capital.

This brings us back to our second question. If debt is relatively
inexpensive compared to equity, it seems that ABC Co.’s treasurer
has a simple decision: issue as much debt as possible so that
financing costs are as small as possible. Unfortunately, the answer
is not this easy. While too much equity can be extremely
expensive, too much debt can create significant financial burdens.
A company that borrows creates a fixed charge (or debt service),
because the borrowing commits it contractually to paying interest
and principal on a pre-set schedule. The company must make
these agreed payments if it wants to avoid default. This means a
portion of every dollar, pound, or euro earned has to be earmarked
for this fixed charge, which reduces the company’s financial and
operating flexibility (i.e., no longer can it do precisely what it
wishes to do with its revenues and income). The same obligation
doesn’t exist with equity, since common stock dividends are
discretionary.

Too much debt can therefore lead to an excessive burden on
operating revenues and reduce corporate flexibility; it can also
lead to more volatile earnings, as noted below. In fact, the burden
can become so large that a company can enter into a state of
financial distress, where the likelihood of bankruptcy rises
dramatically. Knowing this, we can conclude that there must be
some point where too much debt and too little equity becomes
suboptimal. In practice the best mix of debt and equity on a
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company’s balance sheet depends on its business, expansion plans,
investment opportunities, relative debt and equity financing
costs, and tax rates. Debt/equity levels also vary by industry.
Credit rating agencies, which independently analyze and rate
companies, and bank lenders monitor the debt levels of companies
and industries, and tend to penalize those that stray too far from
industry norms or those that cannot handle the financial burden.

FINANCIAL LEVERAGE

As we've noted, leverage is the magnification of a profit or loss
based on the structure of a company’s operations and financials.
We have considered the concept of operating leverage in Chapter 2
and now turn to its cousin, financial leverage, to describe the
magnification of profit or loss created through the use of debt.
During the financial planning process a company can determine
the proper amount of debt to use by examining the degree to
which debt can be safely employed to finance investment and
operations. We know that interest cost generates a tax shield as
well as an interest burden, so a company attempting to optimize
debt capital must consider earnings before interest and taxes
(EBIT) and earnings per share (EPS). Let's examine a very
simplified example based on ABC Co.’s capital structure in two
forms — unleveraged and leveraged. Table 5.2 contains sample data.

The degree of financial leverage can be computed via a simple
formula:

financial leverage = EBIT/(EBIT - interest expense) [5.2]

The unleveraged ABC Co. has financial leverage equal to 1.0,
while a leveraged ABC Co. has financial leverage of 1.087. This
means that, for every unit increase in EBIT, unleveraged ABC
Co.’s net income increases by 1 unit, while leveraged ABC Co.’s
net income increases by 1.087 units. Unfortunately, the reverse
holds true for every unit decline: the leveraged ABC Co.’s net
income falls by 1.087 instead of just 1.0. The magnification on the
upside and downside is thus clear.

We notice through these results that a leveraged ABC Co. fea-
tures higher EPS as a result of the tax shield and the smaller



LOANS AND BONDS 113

Table 5.2 ABC Co: leveraged and unleveraged results

ABC Co. unleveraged ABC Co. leveraged

Total capitalization £200m of equity £100m of equity
(10m shares (5m shares outstanding),
outstanding), £100m of debt
£0 debt

EBIT £100m £100m

Interest expense (at 8%) £0 £8m

Operating profit £100m £92m

Tax expense (at 20%) £20m £18.4m

Net income £80m £73.6m

EPS £8/share £14.7/share

number of shares included in the total capital base. This means
that, as the business environment strengthens and ABC Co. sells
more goods and generates more profits, it delivers greater EPS to
its shareholders than if it were unleveraged. But the downside is
also obvious: if the economy weakens, ABC Co.’s revenues and
profits may decline but its interest burden will remain the same,
squeezing profits and reducing EPS. This increases financial pres-
sures, raises the cost of capital, and lowers the firm’s stock price.

We can summarize by saying that, if too little debt is used, the
benefits derived from financial leverage are not being fully
exploited, meaning that more debt can be added; in doing so, the
likelihood of higher earnings and EPS also rises. Conversely, if
too much debt is used, the interest burden rises, earnings and EPS
may decline, investors will demand a higher return, the cost of
capital rises, and the stock price declines. In the extreme, excessive
debt can lead to financial distress.

So, how is the optimal degree of leverage determined? In
practice, we may point to at least three forces. In the first instance
it will be determined by the nature of the company’s operations
and its short- and long-term strategies. In the second instance it
will relate to the relative costs/benefits that can be obtained in
the marketplace (and in practice will be adjusted or “fine-tuned”
over time). And, in the final instance, it will be associated in some
way with peer and industry norms that are prescribed by rating
agencies and lenders.
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BORROWING COSTS

Borrowing costs are a function of several variables. Like equity
financing, some of these are external, or market-related, while
others are internal, or company-specific. The two ultimately
dictate how much a company will pay for its debt financing and
how it can optimize its capital structure.

Let’s begin with the external factors. The level of market
interest rates is the base variable that impacts every company’s
debt funding. We know from Chapter 2 that interest rates
represent the general cost of borrowing, or the level at which debt
capital can be attracted from investors/lenders. Since interest
rates represent some minimum cost of accessing debt capital, it
follows that they have a bearing on what ABC Co. can expect to
pay for funds. If market interest rates are low, overall corporate
borrowing costs will be low, and if rates are high, costs will
be high. Of course, this is just a benchmark level, because
when we refer to interest rate levels generically we refer to the
risk-free market rates accorded to high-quality government
borrowers. Since individual companies are riskier than govern-
ment borrowers — certainly in the case of industrialized markets
— they will have to supplement the base interest cost with some
premium related to their own level of riskiness; we’ll defer this
point until later since it is an internal factor.

We have previously noted that the maturity of borrowing has
an impact on costs. In a “normal” upward-sloping yield curve
environment, rates are lower in the short term than in the
medium or long term, meaning that those wanting to borrow
short term will pay less, and those wanting to borrow long term
will pay more. The opposite is true when the yield curve is in the
less common downward-sloping state. Figure 5.1 highlights
sample high-, mid-, and low-interest-rate environments and
associated upward-sloping yield curves; these are key macro
drivers in determining borrowing costs.

This point raises another question: if short-term rates are
lower in an upward-sloping yield curve environment — the most
common market scenario — shouldn’t a company always borrow
short-term funds? Not necessarily. Short-term funding (which
ranges from overnight to 12 months) requires a company to
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Figure 5.1 Base yield curve scenarios

continuously renew, or “roll over,” its obligations in order to
maintain the same level of funding. If rollovers are not possible
as a result of market disruptions (i.e., investors or lenders don’t
want to provide short-term capital) a company risks getting
caught in a liquidity-funding squeeze, which can have dangerous
financial consequences — including, in the most severe cases,
bankruptcy. In addition, short-term rates can always rise, leading
to what is commonly termed refunding risk. A company that
borrows medium- or long-term funds locks in its interest costs
for an extended period of time and therefore isn’t susceptible
either to funding withdrawal or a rising-rate scenario.

Overall market supply and demand of capital is another
external factor that can influence borrowing levels. When lenders
and bond investors feel that the market properly compensates
them for providing risk capital, they will participate. This means
that liquidity flows into the market and overall credit borrowing
levels can decline — again, with a cautionary note that individual
borrowing costs may be different, depending on company-specific
factors. A system that features a larger amount of liquidity in
search of a fair return leads systematically to lower debt financing
costs. The opposite scenario also holds true. If investors and
lenders feel that rate levels do not provide fair compensation they
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will invest capital elsewhere, causing a supply shortage and a rise
in overall borrowing costs. Companies seeking funding will have
to entice investors/lenders to supply funds by offering greater
returns — in other words, a higher cost of financing.

Internal factors also play a vital role in setting borrowing costs.
Once market forces establish the minimum base borrowing rate, a
company'’s financial condition crystallizes the actual cost of access-
ing debt capital. As we’ve said, the greater the risk, the greater the
return that capital suppliers will require, so a risky company that
is in poor financial condition will have to pay more for its capital
than one that is in strong financial shape. This idiosyncratic feature
is reflected in the debt risk premium (or credit spread), which is
simply a company’s percentage or basis point (bp: 1/100th of
1 percent) spread above the base risk-free rate prevailing in the
market. We can summarize this total cost of debt as:

cost of debt = risk-free rate + risk premium [5.3]

Internal (idiosyncratic) influence
External (systematic) influence

Credit spreads, as a debt risk premium, reflect creditworthiness.
As we've noted, rating agencies evaluate and rate companies prior
to the issuance of debt and bank lenders perform a similar exercise
before extending loans. These analyses and ratings, which reflect
financial standing, have a real impact on borrowing levels; the
lower the rating, the greater the risk of default and the larger the
credit spread (risk premium) that investors/lenders will demand.

Still, we have to bear in mind that credit spreads are dynamic,
just like other financial indicators, and can be partially influenced
by market forces. Short-term supply and demand levels can move
spreads, meaning that borrowing levels can change. Although
ABC Co. might be able to borrow at 50 bps above the risk-free
government rate today, it may only be able to do so at 60 bps in 1
month if supply/demand conditions become unbalanced — even
though ABC Co.’s credit might be unchanged.

Factors driving credit spreads are based on financial actions
that are within a company’s control. For instance, if ABC Co.
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decides to increase its debt load by a significant amount, its finan-
cial standing will necessarily change. The same can occur if it
enters a new line of business that triples sales, or divests a
loss-making subsidiary. Changes may therefore be positive or
negative, and they may have a small or large impact on a compa-
ny’s financial condition and, ultimately, its credit spread.

Recalling our discussion in Chapter 2, financial strength and
stability are analyzed by looking at a company’s liquidity, lever-
age, capital base, revenue and income generation, and cash flow
stability — at a point in time, as a trend over time, and versus
peers. These factors are supplemented by examining less tangible,
but highly important, variables, such as management quality,
company strategy, product/service innovation, and industry
competition. During a period of economic growth, a strong and
financially stable company is regarded as being of the highest
quality (AA- or AAA-rated) and may only pay a few basis points
above the base risk-free rate. One that is of middle quality (BBB-
rated) may pay 50 to 150 basis points above the base rate, while
one that is of weak quality (BB-rated and lower), may pay several
hundred basis points above the base rate. The market thus distin-
guishes between high-grade companies (AAA to BBB-) and
high-yield companies (BB+ and lower), and any actions taken to
strengthen or weaken financial standing will change market per-
ception and, by extension, borrowing costs.

We now know that total borrowing costs on a bond or loan are
a function of the level of the base yield curve rate, certain capital
supply/demand forces, and company-specific financial standing
or creditworthiness. Let’s assume that ABC Co., rated AA, is
interested in borrowing 5-year funds (via a loan or bond) when
the middle interest rate scenario is in force. This means that its
borrowing costs will be a function of 5-year risk-free rates dic-
tated by the sterling government bond (or gilt) yield curve, as
well as the credit spread accorded to AA-rated companies — which
we assume, for purposes of this example, is 10 bps over the gilt
curve. If 5-year gilts are quoted at 4 percent, ABC Co.’s 5-year
borrowing rate is 4.10 percent. But we needn’t stop at the 5-year
point. Let’s also assume that ABC Co. might be interested in bor-
rowing for 3 years or 7 years, and the market quotes AA-rated
3-year credit spreads at 5 bps and 7-year spreads at 15 bps. If the
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Table 5.3 ABC Co.’s borrowing costs

Gilt AA AA BBB BBB

base rate spreads  borrowing spreads  borrowing

costs costs

3 years 3.75% 0.05% 3.80% 0.30% 4.05%
5 years 4.00% 0.10% 4.10% 0.40% 4.40%
7 years 425% 0.15% 4.40% 0.50% 4.75%

3-year giltis 3.75 percent and the 7-year gilt is 4.25 percent, ABC
Co.’s total financing costs would amount to 3.80 percent for 3
years and 4.40 percent for 7 years.

Let’s now assume that ABC Co. is a BBB-rated company,
meaning that it faces larger (or wider) credit spreads. If 3-, 5-, and
7-year BBB credit spreads are 30, 40, and 50 bps above the gilt
curve, then ABC Co.’s borrowing costs will amount to 4.05
percent, 4.40 percent, and 4.75 percent, respectively. We sum-
marize these results in Table 5.3 and Figure 5.2.

While most of the cost of funding is incorporated in the base
rate and the credit spread, we know that banks arranging loans
and bonds don’t work for free. As such, certain fees need to be
added to the equation. Loans to high-quality borrowers command
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Figure 5.2 ABC Co.’s borrowing costs
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rather small fees, perhaps as little as 5-10 bps upfront; those to
lower quality borrowers can rise to 25-50 bps. Loan fees can be
explicit (part of deal costs) or implicit (placing funds at the bank
on an interest-free, or compensating balance, basis), and they
may be paid upfront or over time. In general, bonds carry fees
that can range from 2 to 10 bps for high-grade credits, to over 50
bps for lower-rated credits.

We can extend equation [5.3] by incorporating fees into total
borrowing costs; to remain consistent with per annum interest
rate costs, upfront fees can be amortized annually over the life of
the financing:

cost of debt = risk-free rate + risk premium + fees [5.4]

To summarize our example, if ABC Co., rated AA, is borrowing
£100 million via 5-year bonds in the middle interest scenario (and
paying a 5 bp upfront fee for doing so0), its total annual pre-tax
borrowing costs are £4.1 million, plus an additional £50,000 in
upfront fees (or £10,000 per year, if amortized over the 5-year
horizon and ignoring time value of money for simplicity). The
after-tax equivalent can be computed using equation [5.1].

INSTRUMENT CHARACTERISTICS

Debt comes in many varieties, each with unique characteristics.
In this section we describe the features of the main types of loans
and bonds, with a caveat that many other subtle variations exist.
We can classify debt instruments by focusing on the liability
portion of a typical corporate balance sheet. In many accounting
regimes, liabilities are segregated by maturity, ranging from short
term (sub-1 year), to medium term (generally 1-10 years) and
long term (generally over 10 years); each maturity sector features
its own types of instruments, as highlighted in Figure 5.3.
Short-term liabilities include debt obligations that provide a
company with short-term credit or cash to meet liquidity needs,
seasonal cash flow aberrations, or emergency payments, or to
serve as a temporary “bridge” until longer-term financing can be
arranged. Short-term financing needs are a function of a company’s
liquidity position, seasonal supply and demand forces, expected
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Assets Liabilities + Equity

1
I Accounts payable
Short-term I Commercial paper
liabilities —> | Certificates of deposit

1

I

I

I

(<1year) Repurchase agreements
Short-term loans

|
Medium-term ' Medium-term loans |
liabilities —> ! Medium-term notes and |
(1-10 years) ! bonds |

I
Long-term i Long-term loans |
liabilities —_— ! Long-term bonds |

(> 10 years) ! Convertible bonds :

Equity

Figure 5.3 Loans and bonds on the corporate balance sheet

short-term cash inflows and outflows, and perceived need to
maintain a buffer for emergency purposes.

Medium- and long-term liabilities include obligations that
provide funding for semi-permanent expansion and investment
requirements, such as purchase/upgrade of factories or financing
of long-term research and development projects. Since this
medium-/long-term funding covers a multi-year period, it isn’t
intended to be drawn and repaid repeatedly. Accordingly, it is best
suited for capital projects/investments, rather than seasonal or
emergency financing.

KEY CHARACTERISTICS

Bonds and loans are characterized by a number of key features,
all of which are negotiated in advance of borrowing. These include
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deal size, coupon/rate, maturity, repayment schedule, placement/
borrowing mechanism, optionality, market, and seniority.

e Size: the amount being placed with investors or borrowed
from banks or other creditors. This can range from less than
$1 million (or equivalent in other currencies) to well over
$1 billion, depending on the borrower, its needs, investor
appetite, and market circumstances. For instance, ABC Co.
may decide to borrow up to £100 million to fund its operations.

e Coupon/rate: the specific interest rate being paid for the funds,
which is a reflection of the borrowing costs discussed above.
The coupon may be set in fixed- or floating-rate terms: fixed
rates remain unchanged for the life of the financing; floating
rates reset periodically, generally every 3, 6, or 12 months,
meaning that a borrower’s funding cost will change. A company
may also issue a zero coupon bond, selling the security at a
deep discount but paying no interest; the bond redeems at par
value (100 percent) at maturity, meaning that the investor
earns an “implied” interest rate. In our example ABC Co. may
borrow its £100 million for a fixed rate of 5 percent or, if it
prefers floating-rate funds, sterling London Interbank Offered
Rate (LIBOR) + 50 bp.

e Maturity: the specific term of the liability. As noted above, the
maturity may be short, medium, or long term. The decision on
optimal maturity depends on a company’s goals (i.e., whether
itis attempting to manage liquidity or fund a capital investment
program) and overall market conditions (i.e., whether the yield
curve is relatively flat, suggesting an opportunity to lock-in
cheaper long-term funding, or very steep, indicating a short-
term rollover strategy may be preferable). In our example,
ABC Co. opts to borrow intermediate 5-year funds through its
bond issue.

e Repayment schedule: the manner in which the principal amount
of the bond or loan is to be repaid. Common mechanisms
include amortizing repayment (where the borrower repays a
portion of the principal on every interest payment date, so that
there is no large principal payment due at maturity), bullet
repayment (where the borrower makes no principal payment
until the final maturity), and balloon repayment (where the
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borrower makes small principal payments for the first few
years of the borrowing, followed by a large payment at matu-
rity). In borrowing £100 million via its bond issue, ABC Co.
may select a bullet structure, repaying the entire principal in 5
years. Bullets are, in fact, very common in bond financings.
Placement/borrowing mechanism: the manner in which funds
are placed with investors or drawn from banks. Bonds can be
placed on a public or private placement basis. Public bonds are
securities registered with regulators that are accompanied by
detailed information on the issuer (i.e., financial statements and
projections) and the deal (i.e., terms and conditions). They are
often listed on a national exchange, though secondary trading
tends to occur in the over-the-counter (OTC) market. Private
placements, in contrast, are exempt from regulatory registration
and are designed for sophisticated institutional investors that
can bear more risk than the average individual investor. Within
the loan market, a borrower can arrange to access the entire
amount of funds at once, or it may do so in tranches over time,
or it may use a revolving credit mechanism, where a drawdown
is followed by repayment and future drawdowns/repayments,
much like a consumer might use a credit card. In our example,
ABC Co. may choose a standard public bond deal in order to
increase the universe of investors and add to market liquidity.
Optionality: the inclusion of issuer or investor options in
bonds that enhance yield or lower funding costs. During some
market cycles it can be attractive to float a callable bond, which
is a bond that grants the issuer the right to call (buy back) the
bond from investors; this option gives investors an enhanced
yield. Alternatively, it may be wise for a firm to issue a puttable
bond, or a bond that gives investors the right to put (sell) the
bond back to the issuer; this gives the issuer a lower funding
cost. In arranging its bond, ABC Co. could consider including
put options to lower its funding cost by several basis points.
Market: the specific marketplace being accessed. Bonds may be
issued in the domestic (onshore) market, where funds are
raised from resident investors, or the international (offshore,
or Euro) market, where funds are raised from non-resident
investors. Loans can also be raised in a domestic or offshore
setting. The selection of a market depends on various factors,
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including cost (i.e., where a company can borrow on the best
terms), availability (i.e., where investors are willing to supply
capital), overall market conditions (i.e., where market stability
(or volatility) may attract (or repel) capital), and regulatory
restrictions (i.e., where barriers may impede domestic or
offshore access). Since ABC Co. is UK based and is well known
to UK investors, it may choose to float a sterling-denominated
bond in the domestic market.

e Seniority: the priority of the liability regarding claims on the
borrower’s assets in the event of default. Recalling our dis-
cussion from Chapter 3, we know that the seniority of claims
dictates the priority of payments to creditors and equity
investors, should a debtor company declare bankruptcy. Equity
investors, bearing the first loss, are the most junior in the
capital structure, ranking below all forms of debt capital. Loans
or bonds that are secured by a company’s assets (such as
receivables, cash/securities, or hard assets, like plant and
equipment) receive first repayment priority; in fact, the source
of repayment for such secured creditors in the event of distress
is typically the very asset being held as collateral. Within the
general class of unsecured creditors, loans or bonds that are
accorded senior status are repaid before those with a junior
ranking. When considering the seniority of a transaction and
the creation of payment priority in default, we can look to
historical statistics on recovery rates to see that senior, secured
creditors may receive 60-100 percent of their capital upon
default, senior, unsecured creditors can receive 30-60 percent,
and the broad class of junior creditors as little as 10-30 percent.
In our continuing example, ABC Co.’s 5-year bond may be
issued as a standard senior, unsecured instrument. If the
company were rated sub-investment grade, it might choose to
secure its bond with specific assets rather than face the high
interest costs of an unsecured issue; this would make bond
investors senior, secured creditors.

KEY INSTRUMENTS

The key short-term debt facilities and instruments (< 1 year)
include:
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e Accounts payable: these accounts constitute the general class

of trade credit described in Chapter 2. Trade credit serves as a
de facto short-term loan because, if a company borrows from
its suppliers and chooses not to take advantage of a discount
by paying within an allotted time frame, it essentially accrues
a finance charge — just as it might under a revolving loan
facility. Accounts payable can extend to 360 days, though
maturities in the 30- to 180-day sector are more common.
Commercial paper (CP) and Euro commercial paper (ECP):
these instruments are senior, unsecured, discount instruments
issued almost exclusively by the very best companies. CP/ECP
facilities must typically be rated by one or more of the
independent credit rating agencies and may be supported by
bank lines that allow the issuer to replace its funding if notes
cannot be rolled over at maturity. In the US market, CP has a
maximum maturity of 270 days (to avoid registration
requirements), while in the non-US domestic markets and the
Euro markets, maturities can extend to 360 days. CP and ECP
are generally issued with minimum denominations of 100,000
dollars, pounds, or euros.

Certificates of deposit (CDs): these are unsecured, discount or
coupon instruments issued exclusively by banks; coupon-
bearing CDs may have fixed or floating coupons. CDs can be
issued in various currencies in the domestic or offshore
markets and traded on a secondary basis. The instruments
have maturities ranging from 1 week to 1 year (though certain
1- to 5-year instruments are also available, and would thus
form part of the medium-term funding noted below) and are
available, in both small and large denominations. In some
national systems, depositors investing in CDs benefit from
deposit insurance, a scheme which protects against default by
the bank issuer (up to certain maximum amounts).
Repurchase agreements (repos): these are a popular form of
secured financing for securities firms and other financial
institutions that deal actively in portfolios of government and
corporate bonds. Repos are collateralized borrowings, where
the financial institution sells securities (the collateral) to
another party for cash (the borrowing), agreeing simulta-
neously to repurchase them at a future time, which can range
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from overnight to 1 year; the securities sold serve as collateral
against the cash loan.

e Short-term loans: these loans, with maturities ranging from
3 to 12 months, are interest-bearing liabilities used by com-
panies requiring additional liquidity. The facilities may be
secured or unsecured, fixed or floating rate, and are typically
of large size (e.g. millions of dollars, pounds, or euros). They
may be arranged as straight term loans or as revolving credit
facilities that can be drawn down and repaid during a particular
horizon.

The primary medium-term (1-10 years) and long-term (10
years+) debt instruments include:

e Medium-term notes (MTNs) and Euro medium-term notes
(EMTNss): these securities, which can be likened to long-term
versions of the CP and ECP described above, have become a
popular form of financing as they can be launched very quickly,
from shelf-registered programs that require only a minimum
amount of documentation. MTNs and EMTNs feature maturi-
ties ranging from 1 to 30 years (though most issuance activity
is in the sub-10-year sector) and can be structured with fixed
or floating rate coupons and callable or puttable features.
Issues are generally unsecured and can be floated in a variety
of currencies.

e Bonds and Eurobonds: standard fixed and floating rate bonds
and Eurobonds are similar to MTNs and EMTNs — featuring
1- to 30-year maturities, fixed or floating rate coupons, and
callable/puttable options — except that the issues are floated on
a “one time” basis rather than through a shelf program. This
means that relatively extensive registration and disclosure
procedures are required for each new issue. Bonds issued by
the best-quality companies are considered high-grade securi-
ties; those issued by sub-investment-grade companies form
part of the high-yield (or junk) bond market. Secondary
trading in many issues is extremely active.

e Convertible bonds: convertibles are hybrid debt/equity instru-
ments that can be considered debt or equity, depending on the
dominant characteristics of the security at any point in time.
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Convertibles pay a minimum coupon, generally on a fixed
rate basis, and allow investors the option of converting the
bond into common shares if a conversion level is reached. If
converted, the bond is extinguished and bondholders become
equity investors. Convertibles carry maturities of 1 to 30
years, and can be issued in the domestic or offshore markets.
Medium- and long-term loans: these loans, with maturities
ranging from 1 to 30 years, represent borrowings by companies
from banks and other financial institutions. The facilities may
be secured or unsecured and feature a fixed or floating rate.
Loans can be structured as conventional term loans or
revolving credit facilities with multiple drawdown/repayment
opportunities.

Leases: these are liability financing contracts, which, depending
on accounting convention and product type, may appear on or
off the balance sheet. However, even when a lease appears off
balance sheet it acts as a form of debt, and any reasonable
analysis of a company’s liabilities must incorporate its effects.
A lease is a private transaction between the lessor, which owns
an underlying asset (e.g. computer, factory, airplane), and the
lessee, which wishes to use/rent the asset in exchange for lease
payments. At the end of the lease contract the lessee returns
the leased asset (though it may be given the option to purchase
the asset at a pre-defined residual value); the asset’s ownership
is never transferred from lessor to lessee. The lessee thus
obtains de facto “financing” from the lessor in exchange for
periodic payments that are similar to interest payments on a
loan. The lessee benefits from not having to borrow and make
an investment to buy the underlying asset being used; the
lessor benefits from the tax advantages that accrue from
depreciating the asset. A lease can be structured as an operating
lease or capital lease. The operating lease typically has a
maturity of less than 5 years and is generally cancelable by the
lessee; maintenance and repairs are the responsibility of the
lessor and the contract is generally shown off balance sheet.
The capital lease, in contrast, is a long-term, non-cancelable,
contract, where the lessee is responsible for maintenance and
repairs; in many jurisdictions the capital lease must be shown
directly on the balance sheet.
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In addition to the liabilities described above, there exists a thriving
market for securitized bonds that are created by combining pools
of assets and issuing securities to finance the pools (see Finance in
action 5.1).

FINANCE IN ACTION s5.: THE COMPLEX WORLD OF
SECURITIZATION

While bonds issued by individual companies (and sovereigns)
constitute a very significant portion of the overall bond market, more
complex alternatives exist, including the securitization structure —
which dates back to the 1970s but gained true popularity in the 1990s
and new millennium. Growth in the securitization markets has been
phenomenal, being slowed only temporarily by the 2007 financial
crisis.

A securitized bond is simply a bond or note that is secured by, and
which receives cash flows from, a pool of assets. Companies — and
especially financial institutions — often wish to securitize portfolios of
assets because it allows them to remove risk from their balance
sheets, thereby giving them capacity to do more business. Certain
types of investors are also attracted to these securities as it gives
them risk/return characteristics related to a diversified pool of assets.
The underlying assets in a pool may be mortgages (mortgage-backed
securities), credit card receivables, auto loans, or leases (asset-backed
securities), and even other bonds and loans (collateralized debt
obligations). The trick is to put together a large and well-diversified
pool of assets — this helps ensure that investors will receive their
principal and interest under all but the most dire of financial crises.

Let's take a quick look at a generic financial securitization. An
issuing trust is established on behalf of an arranging bank as an
independent, bankruptcy-remote entity, responsible for managing cash
flows, administering receivables and payables, arranging swap hedges,
and so forth. In order to generate the desired risk and return profiles for
each tranche, the trust redirects cash flows from the underlying assets,
repaying investors principal and interest (P&l) in order of priority.
Thus, the most senior (i.e., lowest return, lowest risk) investors are
repaid first, and the most junior (i.e., highest return, highest risk)
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investors last. In most cases the issues are supported by a highly
subordinated “equity-like” tranche, known as the residual, which carries
very high returns (e.g. 20+ percent) and risks (i.e., it bears the first
losses from any assets in the pool that default).

Periodic “tests” are performed throughout the life of a deal to
ensure that there is enough cash on hand to pay investors — if there is
any shortfall (as a result of a large number of defaults in the asset
pool), available cash flows are redirected to the most senior investors,
meaning that the most junior investors may not receive any cash
flows at all. In some cases, the arrangers also credit-enhance (or
“wrap”) certain tranches through letters of credit, overcollateralization,
financial guarantees or insurance policies, thus creating securities
with a very high rating (including so-called “super AAA” tranches,
where the risk of default is infinitesimal). Figure 5.4 depicts basic cash
flows related to the pooling of corporate loans from various banks to
create a collateralized debt obligation (CDO) (the same process
applies to all other asset securitizations). It is also worth noting that
the same can be accomplished using credit derivatives rather than
actual assets, leading to a so-called synthetic securitization.

BORROWING, ISSUING, AND SECONDARY TRADING
BORROWING AND ISSUING

The process of creating the liabilities described above varies
according to instrument type.

Borrowing via the loan markets is based on a well-established
procedure where a bank, working closely with a company,
arranges a loan facility that suits the company’s funding needs,
drafts and executes a loan agreement (with details on terms,
conditions, collateral requirements, and any financial ratios to
which the borrower must adhere), and then provides funds
based on the terms contained in the documentation. The bank
may then retain the entire loan in its portfolio until maturity, or
sell a portion to other banks or loan investors in the secondary
markets. A large loan, generally in excess of several hundred
million dollars, pounds, or euros, may be syndicated (divided),
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among a larger group of banks during the primary market phase.
The arranging bank creates a syndicate of banks, each of which
commits to funding a portion of the loan; this mechanism allows
risk to be more prudently distributed.

Raising debt capital via the securities markets is based on a
slightly different process. In a public deal a bank, again working
closely with the borrowing company, confirms funding require-
ments, prepares detailed preliminary disclosure (which ultimately
becomes the prospectus), and registers the issue with the national
securities regulator. The bank then begins a pre-marketing phase
to determine investor appetite and potential pricing levels (e.g. a
coupon/yield that will prove attractive to investors). If a deal is
particularly large, the bank may again decide to assemble a syndi-
cate to help in the distribution efforts. The final bond price/yield is
established on launch date and the syndicate places securities with
investors.

If a bond deal has been arranged as a “best efforts” transaction,
the bank places as many bonds as it can, but is not required to
deliver the full amount that the company needs if investor
appetite is limited. So, if ABC Co. wants £100 million of 5-year
funds but investors are only interested in purchasing £75 million
at the quoted vyield, the company only receives £75 million.
However, if the bank agrees to a “firm underwriting” or “bought
deal,” it must deliver the full amount to the company and then
try to place the securities with investors.

The issuance process is quite similar for private placements,
except that the pool of investors to which banks can pre-market is
much smaller. The process for other “exempt securities,” such as
CDs, CP, and ECP, also follows the same path: securities are issued
with a minimum of disclosure through a shelf or tap mechanism
that allows for quick distribution. Unlike private placements,
however, a broader range and number of investors can purchase
these exempt instruments.

In some cases companies can eliminate the role of the bank by
placing securities directly with end investors, saving themselves a
few basis points in fees. This process of direct placement (a form
of disintermediation, as we shall discuss in Part III), is increasingly
common, though still reserved for large, creditworthy borrowers
that have strong global name recognition.
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SECONDARY TRADING

Most debt trading occurs in bonds and other securities rather
than loans. Though a secondary market has developed for loans
in recent years, total turnover is still small compared to the
largest domestic bond markets and the Eurobond market. As
such, we'll focus our discussion on secondary trading of bonds.

Major banks and securities dealers actively quote prices on a
range of bonds on a continuous basis. This market-making role,
providing a bid and offer price on individual securities, allows
other investors to enter or exit the market once a particular issue
has been launched - that is, once the primary market phase of a
deal has been concluded. The prices that dealers quote are a func-
tion of the variables we've already discussed, including external
factors (i.e., overall interest rate levels, market conditions/
outlook, supply of investment capital) and internal factors (i.e.,
specific creditworthiness of a company and/or its sector).

The secondary marketplace often quotes in price terms rather
than yields. Thus, ABC Co.’s £100 million 5-year bonds, launched
12 months ago at par (100), may now be quoted at 101.79-101.89.
This means that a market maker will buy bonds from existing
investors at 101.79 and will sell them to new investors at 101.89.
The 0.10 points is the market maker’s compensation for assuming
credit risk (e.g. the risk that ABC Co. will deteriorate or default
before the bonds have been resold), and liquidity risk (e.g. risk
that investors will suddenly lose interest in the bonds, leaving the
market maker with a “stuck” position).

Let’s run through several simple scenarios to see how ABC
Co.’s secondary prices can change as risk-free rates and credit
spreads change. We begin by adapting the basic present value
(PV) equation from Chapter 3. Since a bond is simply a series of
future cash flows (interest and principal) and we are interested in
determining its value today, we need only discount the cash flows
by the relevant cost of debt, as follows:

interest coupon

PV = sum across all periods [

)time horizon

1 + discount rate
principal
(1 + discount rate)mamrity [5.5]
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Assume ABC Co. launched its original 5-year £100 million bond at
par 12 months ago with a coupon of 5 percent; for simplicity we also
assume that the 5-year gilt rate at that time was 4.50 percent and
the company’s credit spread was 50 bps, or 0.50 percent. Through
the equation above, the price at launch was precisely equal to par:

5 .5 5 . 5 105
(1.05)"  (1.05)" (1.05)" (1.05)" (1.05)

or:
100 =4.7619 + 4.5351 + 4.3192 + 4.1135 + 82.227

Let’s now assume that gilt rates fall from 4.50 percent to 4.00
percent and ABC Co.’s spread remains unchanged at 0.50 percent.
With 4 years left to maturity the new price is:

5 , 5 5 105
(1.045)"  (1.045)" (1.045)" (1.045)"

or:
101.79 = 4.7847 + 4.5786 + 4.3815 + 88.0480

Even though only 4 years remain until maturity, the price has
risen from 100 to 101.79 because base rates have fallen by 50 bps.
A market-maker quoting ABC Co.’s bond in this market may
thus be willing to buy at 101.79 and sell at 101.89. This illustrates
an important fact between bond prices and rates: there exists an
inverse relationship between the two, meaning that, when rates
rise, bond prices fall and when rates fall, bond prices rise. This is
true because new bonds issued in a higher rate environment with
high coupons will appear more attractive than those with lower
coupons; investors will sell the old bonds (causing yields to rise)
and buy the new ones (causing yields to fall) until an equilibrium
point is reached.

What if base rates remain unchanged from the time of issuance
(4.50 percent) but ABC Co.’s creditworthiness has deteriorated
dramatically? In this case the premium may have risen from 50
bps to 100 bps (1.00 percent), meaning that the cost of debt rises
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Table 5.4 Tmpact of the risk-free rate and risk premium on bond prices

Risk-free rate Bond price Risk premium Bond price
T \J T )
\J T \J l

to 5.50 percent. The secondary price of the bond, with 4 years
until maturity, is thus:

5 , 5 .5 105
(1.055)"  (1.055)" (1.055)" (1.055)"

which gives us a price of:
97.9014 = 4.3933 + 4.4923 + 4.258 + 84.758

This makes intuitive, as well as financial, sense: ABC Co.’s credit
standing has deteriorated, meaning that its prospect of default
has increased; investors will only be willing to pay a lower price
(i.e., they will demand a higher yield) to own the bond.

As base rates rise, secondary prices fall, and vice versa; as credit
spreads widen, secondary prices fall, and vice versa; these are
summarized in Table 5.4. Market makers must therefore remain
vigilant to changes in both before quoting prices.

Secondary bond trading can occur via an exchange or OTC.
Though the market has long favored voice-based OTC trading,
the advent of computing power and advanced networking has led
to the creation of new electronic bond trading platforms, and
more volumes are gradually being directed through such conduits.

As a final point, it is worth noting that many of the concepts
described above also apply to government bills, notes, and bonds.
Sovereign nations, through their treasuries or central banks,
routinely issue liabilities to investors, which can be held until
maturity or traded on a secondary basis.

CHAPTER SUMMARY

Debt financing via loans and bonds is a critical element of overall
corporate financing. The cost of debt capital generally compares
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very favorably to that available via the equity markets, because
creditors occupy a more secure position in the capital structure
through payment priorities over equity investors, and debt
interest deductibility creates a tax shield. The optimal amount of
debt that a company should assume is driven by its liquidity and
capital investment requirements and industry norms; too little
debt implies excessive reliance on more expensive equity financ-
ing, while too much debt can create a large fixed charge burden
and increase the likelihood of financial distress. Actual borrowing
costs are determined through a combination of market-related
and internal factors. Favorable markets can lead to lower base
rates, while strong financial standing can lead to lower credit
spreads; the opposite scenarios also hold true. Bonds and loans
can be issued or arranged in a variety of forms and are defined by
key characteristics that include deal size, coupon/rate, maturity,
repayment schedule, placement/borrowing mechanism, optio-
nality, market, and seniority. More complex debt instruments,
including securitized and structured bonds, are also an important
part of the marketplace. An active secondary market exists for
many forms of debt, especially publicly registered bonds; some of
this trading activity is migrating from exchange- and voice-based
mechanisms to a purely electronic environment.

FURTHER READING

Fabozzi, F., ed., 2012, Handbook of Fixed Income Instruments, 8th
edn., New York: McGraw-Hill.

2012, Bond Markets, Analysis and Strategies, 8th edn.,
Upper Saddle River, NJ: Prentice Hall.

Fight, A., 2004, Syndicated Lending, London: Butterworth-
Heinemann.

Stigum, M. and Crescenzi, A., 2007, Stigum’s Money Market, 4th
edn., New York: McGraw-Hill.

Taylor, A. and Sansone, A. 2006, The Handbook of Loan
Syndications and Trading, New York: McGraw-Hill.




INVESTMENT FUNDS

CHAPTER OVERVIEW

In this chapter we examine investment funds, which are financial
products that combine into managed portfolios assets such as the
debt and equity securities discussed in the last two chapters. We
begin with a review of why and how investment funds are used,
the general classes of funds, and the role that diversification plays
in the creation of funds. We then consider the main types of
investment fund vehicles, including open-end funds, closed-end
funds, hedge funds and other alternative funds, and exchange-
traded funds, and the strategies that portfolio managers use to
create investor returns. We conclude by describing how different
classes of investment fund shares are created, traded, and redeemed.

USES AND CLASSES OF INVESTMENT FUNDS

In the last two chapters we've described capital securities that
firms issue to fund their balance sheets. We know that an investor
buying securities supplies capital in exchange for a return. Each
individual stock or bond that an investor buys represents a
separate exposure to the stock or bond issuer. The investor holds
a concentrated position in the risk of the issuer, and, if something
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goes wrong — perhaps the issuing company sustains large financial
losses or even falls into bankruptcy — some amount of invested
capital may be lost. Although the return the investor earns is
supposed to compensate for such risks, there are times when it
may prove insufficient.

Naturally, many investors are comfortable bearing this “con-
centrated” risk, especially when they feel that the returns they
are receiving are appropriate. Some, however, are less willing to
do so — particularly if they lack the knowledge needed to properly
evaluate potential risks and returns. In these cases they may
prefer allocating capital across many stocks or bonds. This spreads
the risk: if one of the issuing companies has trouble while the
others remain sound, the investor continues to earn an acceptable
return. To facilitate this process, investors can use investment
funds, which are simply vehicles that purchase a wide range of
securities on behalf of investors. In fact, the market for investment
funds has grown rapidly over the past few decades and is now
worth several trillion dollars.

The investment fund framework involves various parties.
Investors provide capital to a portfolio manager, who then pur-
chases specific securities based on a specific strategy and invest-
ment mandate; the returns generated by the underlying securities
are paid to investors periodically. In exchange for performing the
management function, the portfolio manager charges a fee —
either annually, at the time of purchase, or at the time of sale;
some managers also charge a performance fee. A separate trustee
oversees the process and ensures independent valuation and
proper safekeeping of securities. Note that, once an investor gives
capital to the portfolio manager, it has no say in the actual pur-
chase/sale of securities in the fund’s portfolio; the manager has
complete discretion to invest as he or she sees fit (within the con-
fines of the investment mandate, as discussed below). The only
recourse available to an investor that disagrees with the invest-
ment decisions (or is otherwise dissatisfied with a fund’s perfor-
mance) is to exit by selling the position in the fund.

While diversification is perhaps the most important charac-
teristic of many investment funds, the fund product also features
other advantages. Some investors are drawn to funds because
they provide for continuous, professional management of capital.
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Seasoned portfolio managers constantly monitor the performance
of their funds, buying and selling securities based on the strategies
that they have developed. Investors therefore needn’t depend on
their own research skills and monitoring efforts. Funds are also
cost efficient. While an investor can create a diversified portfolio
by buying a large number of individual stocks or bonds, the
process can be tedious, time-consuming, and expensive.

While many funds diversify, some are created primarily to
provide investors with the possibility of enhanced returns — and
not necessarily to reduce risk through diversification techniques.
In fact, these funds thrive on risk: they deliberately assume a
great deal of exposure in hopes of creating very large returns for
investors. These specialized investment funds, which include
hedge funds, private equity funds, and venture capital funds, are
intended primarily for the most sophisticated investors.

It has become standard practice in the industry to classify
investment products as being either conventional, alternative,
or private wealth, which we can apply based on the discussion
above:

o Conventional: this sector is based primarily on the first class of
diversified, professionally managed, funds described above,
including mutual funds and their equivalents. However, it also
includes pension funds and insurance funds, which invest
assets on behalf of employees or policyholders. While their
focus is on a specific clientele, the techniques that they use and
the strategies they follow are not unlike those we might find
in the mutual fund sector.

o Alternatives: this sector includes the riskier group of funds,
including hedge funds, private equity funds, venture capital
funds, and, in some instances, so-called sovereign wealth funds
(which are large funds managed at a national level by certain
government authorities, and which may invest in a broad
range of diversified or concentrated risks).

e Private wealth: this sector includes all private wealth which is
managed through individual advisors or private bankers and
which may be invested in all manner of investment vehicles,
such as mutual funds and alternatives, but also in securities,
foreign exchange, real estate, and other “hard” assets.
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Figure 6.1 Risk, return, and efficient portfolios

PORTFOLIO DIVERSIFICATION

We indicated in Chapter 3 that an investor can reduce or eliminate
diversifiable (idiosyncratic) risk of a security by holding other
securities that are uncorrelated, or negatively correlated, with the
target security. It comes as no surprise that this concept is the
linchpin of the investment fund world: combining the right mix
of uncorrelated/negatively correlated securities creates diversi-
fied, efficient portfolios of securities. An efficient portfolio gene-
rates the highest possible returns for a given level of risk, while
an inefficient portfolio generates lower returns for the same level
of risk, as noted in Figure 6.1. The rational investor will always
prefer the efficient portfolio.

Selecting securities with the right correlation characteristics is
the key to diversification and the creation of an efficient portfolio.

Empirical studies conducted over the years have focused a
great deal of attention on the existence of market efficiency, or
the degree to which the market prices of securities absorb and
reflect all known (public) and unknown (non-public) information.
The existence of this relationship is important in determining
whether a portfolio manager can create a diversified portfolio that
regularly “beats the market.” In the weakest form of the so-called
efficient market hypothesis (EMH), information is not regularly
or accurately absorbed, suggesting that the market prices of assets
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may not be accurate. This means that a portfolio manager can
actually outperform a market or index with some frequency. In
the strongest form of the EMH, asset prices reflect all public and
non-public information, meaning that it is very difficult, if not
impossible, for a portfolio manager to regularly beat the market.
Some practitioners believe that the market features an interme-
diate form of efficiency, suggesting that it may be difficult for a
portfolio manager to create a strategy that regularly outperforms
the market. Accordingly, some fund managers choose simply to
try and match the market — selecting a benchmark index and
creating a replicating portfolio through a process known as
indexing:

e Pure index-tracking: target returns of a fund are precisely
equal to the benchmark index.

e Enhanced index-tracking: target returns may be up to
1 percent away from a benchmark index.

e Constrained active management: target returns may be 2—4
percent away from the benchmark.

e Unconstrained active management: target returns may be
more than 4 percent away from the benchmark.

The farther a portfolio manager moves away from the pure
index-tracking strategy, the less passive and more active the
management of the portfolio becomes. At the extreme end of
the spectrum we encounter alternative funds, which feature no
index relationship at all; that is, they seek to generate absolute
returns of any magnitude, rather than returns relative to an
index. Such absolute returns are known as alpha (as distinct from
beta, which we have discussed earlier); consistently producing
alpha is a very difficult task.

INSTRUMENT/VEHICLE CHARACTERISTICS

In this section we consider several of the most popular types of
investment funds, including investment companies (open-end
funds, closed-end funds, and unit investment trusts), hedge funds
and other alternative funds, and exchange-traded funds. Open-
end funds constitute the largest segment of the investment fund
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market and are designed for the broadest group of individual and
institutional investors. Closed-end funds, which operate in a
similar fashion but with greater restrictions, represent a much
smaller portion of the market. Hedge funds and other alter-
native funds, designed for sophisticated investors, often take a
great deal of risk and have become a popular alternative invest-
ment in recent years. Exchange-traded funds (ETFs) are “hybrids”
that combine the structural features of open-end funds with
the trading and liquidity features of actively traded corporate
securities.

KEY CHARACTERISTICS

The fund balance sheet

We can examine an investment fund in light of the balance sheet
presented in Chapter 2 to establish a frame of reference. Though
a fund can be legally structured in various ways — such as a
registered investment company, a special purpose entity (SPE),
a trust, or a limited partnership — it always has assets, liabili-
ties, and capital, which we know are the essential ingredients of
any balance sheet. In some cases a fund may also have some off
balance sheet items, such as derivatives.

The asset portion of the fund consists of the securities that the
portfolio manager has purchased, along with a small cash balance
reflecting funds awaiting investment and any extra liquidity
needed to meet redemptions (i.e. sales of fund shares by investors).
The equity account consists of the capital that investors in the
fund have given to the portfolio manager for investment.
Depending on the nature of the fund and its specificauthorizations,
the balance sheet may also feature a certain amount of short- or
long-term debt. The general structure of a fund’s balance sheet is
illustrated in Figure 6.2.

General fund categories

Funds can invest in a wide range of asset classes and employ
different types of investment management techniques. But they
must always operate under rules specified by their investment
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Assets Liabilities + Equity
Residual cash Short-term debt
balance (if authorized) :
Portfolio of ¢ Medium- and long- !
investment term debt :
securities (if authorized)
Equity

Investors’ paid-in
capital

Figure 6.2 General fund balance sheet

mandates. This ensures that investors are actually receiving the
type of investment they wish to receive.

Investors can select from among many funds to obtain the
desired balance of risk and return. For purposes of our discussion
we can divide fund categories into earnings type, geographic
focus, asset class, and sub-asset class.

e Earnings type: the earnings dimension relates to the specific
source of a fund’s income, which may include dividends,
interest, and/or capital gains. Funds that rely on dividends and
interest (so-called current income) tend to be less risky than
those that rely on capital gains, since current income cash
flows, such as those derived from bonds and dividend-paying
preferred and common stock, are a great deal more certain.

e Geographic focus: the geographic dimension relates to a fund’s
spatial focus, which may be national (i.e. confined to a specific
country), regional (i.e. based on a related group of national
markets), or global. Those with a regional or international
component may expose investors to currency risks, since some
of the assets purchased are likely to be denominated in a
currency other than the investor’s “home” currency.
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e Asset class: the asset class parameter relates to the markets in
which a fund invests. These are generally stocks and bonds,
but may also include currencies, commodities, and other
alternatives. Many funds limit their investments to a single
asset class (e.g. equity only, bond only), though most also hold
a certain amount of cash equivalents to meet redemptions.
Equity funds represent the single largest asset class in the
investment sector.

e Sub-asset class: a sub-asset class distinction is relevant in
some instances. For instance, an equity fund might invest only
in large capitalization stocks (e.g. companies with $5 billion
+ or equivalent in market capitalization), mid-cap stocks
($1-5 billion), small cap stocks ($500 million-$1 billion), or
micro-cap stocks (up to $500 million); each market sector is
considered a distinct sub-asset class. Sub-asset classifications
can exist with fixed income (e.g. government bonds only,
corporate bonds only) and commodity funds (e.g. energy
complex only, precious metals only).

These general fund categories, which can be applied to conventio-
nal, alternative, or private wealth schemes, are summarized in
Figure 6.3.

KEY FUND CLASSES

Open-end funds

Open-end funds — also known as mutual funds in the USA and
unit trusts in the UK — are the single most common form
of investment fund; most individuals and institutions have
some quantity of open-end fund shares in their investment or
retirement accounts. Open-end funds are available across asset
classes and many are structured to provide some form of indexed
returns.

The mechanics of the open-end fund are straightforward:
investors give a fund capital in exchange for shares in the fund.
With rare exception, open-end funds can create new shares at will
— hence the name “open-end.” As long as investors continue to
contribute capital, a fund continues to create new shares. New
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Earnings source Geographic focus
Current income/capital National/single country
preservation Regional
Capital gains International
Both
Asset class Sub-asset class
Equity Market type
Bond Index
Currency Sector
Commodity
Other
Conventional, alternative, private wealth

Figure 6.3 General fund categories

capital received from investors is used by the portfolio manager
to purchase securities for the portfolio.

Every publicly traded open-end fund is valued at the net asset
value (NAV), which is computed via:

total net assets = cash and equivalents + market
value of securities held in the portfolio - current [6.1]

liabilities (including accruals)
This result can be converted into a per share figure via:

NAV per share = total net assets [6.2]

shares issued

An investor wanting to buy or sell shares in the fund will do so at
the NAV (plus any applicable fees or commissions, which may be
payable upfront, upon exit, or annually); trading generally occurs
once a day, at the market closing NAV. Let’s assume that Fund
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XYZ has a total of €100 million of cash on hand, €1.5 billion of
equity securities, €50 million of liabilities, and 100 million shares
outstanding. The NAV, per the equations above, is €15.5/share. If
the value of the stocks that XYZ holds rises tomorrow so that the
worth of the portfolio increases from €1.5 billion to €1.7 billion
(and all other account balances remain unchanged), the NAV
increases to €17/share.

Since open-end funds are intended for distribution to the public
at large (including individual investors who may need extra pro-
tection) they must adhere to strict legal and regulatory require-
ments. Investment companies must generally register their funds
with the national securities regulator and comply with minimum
standards related to disclosure, reporting, and income distribution.

An open-end fund is often structured in corporate form so that
new shares can be created with ease. The investment company
acting as sponsor is responsible for organizing the fund, making
operating and investment decisions, and marketing the fund to
investors. Each fund has its own investment mandate, which out-
lines permissible investments, strategies, and risks. For instance,
some funds can only buy securities with capital on hand, while
others can borrow or use derivatives. Similarly, some can invest in
very risky securities while others can buy only the safest of assets.

Various other parties are involved in the operation of an open-
end fund. An independent custodian typically holds a fund'’s
assets and monitors cash inflows/outflows on behalf of investors.
A transfer agent tracks share purchases and sales, maintains
shareholder records, computes the daily NAV, and arranges for
dividend/interest payments and capital gains disbursements.
Many of the largest fund companies also have fund distributors
(underwriters), or affiliates, which are responsible for marketing
fund shares to investors. Participants involved in creation and
management of an open-end fund are summarized in Figure 6.4.

Closed-end funds

Closed-end funds represent a much smaller portion of the invest-
ment fund sector. Closed-end funds, like their open-end counter-
parts, are professionally managed portfolios that are listed and
traded on exchanges. But closed-end funds can issue only a limited
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Figure 6.4 Open-end fund legal vehicles/participants

number of shares, meaning they cannot create new ones at will. In
some cases the combination of a fund’s investments and its limited
ability to create new shares leads to illiquidity, or difficulty on the
part of investors in selling shares at the quoted price when needed.
Accordingly, closed-end funds are considered to be most suitable
for investors with a medium- to long-term investment horizon.

The unit investment trust (UIT), a subset of the closed-end
fund class, features a specific, rather than indefinite, maturity
date. A UIT is a “passive” fund that accepts an initial (and limited)
amount of investor capital, purchases a target portfolio of securi-
ties, and holds the securities until the maturity of the fund.

Hedge funds and other alternative funds

Hedge funds are flexible investment conduits intended primarily
for sophisticated investors that can absorb greater risk than the
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average individual. In fact, minimum amounts of income and/or
net worth are usually required of those seeking to participate. As
we've noted, hedge funds attempt to create alpha through active
management. In other words, they do not benchmark to indexes
or engage in passive investment strategies. Hedge funds may
increase their risks (and potential returns) by using borrowed
funds to buy securities, taking concentrated positions, short-sel-
ling securities, and buying/selling illiquid assets and derivatives.

Hedge funds enjoy considerable flexibility in allocating inves-
tors’ capital across markets and strategies. Common hedge fund
strategies include:

e Directional asset allocation: buying/selling securities in one or
more asset classes to take advantage of the direction of the
market.

e Arbitrage/relative value: buying/selling securities in one
or more asset classes to take advantage of the differential
between the assets, rather than the absolute direction of the
market.

e Restructuring/event driven: buying/selling securities of com-
panies that are subject to possible corporate “events” such as
takeovers, divestments, bankruptcy, or recapitalization.

e Macro: buying/selling securities and/or commodities based on
macroeconomic analysis, and often including investments in a
range of currencies.

Many hedge funds are exempt from regulations that are applied
to open- and closed-end funds. In fact, most hedge fund managers
are considered to be unregistered investment advisors and cannot
therefore advertise or market their funds directly to the public.
But they must still distribute to prospective investors offering
memoranda with essential details on the fund, its activities, and
its risk factors.

Hedge funds may be structured as private partnerships using a
general partner (GP)/limited partner (LP) framework. The fund'’s
management team acts as the GP, managing daily operations
and making all investment management decisions. Investors
in the fund act as the LPs, holding passive interests in the fund
and remaining liable up to the amount of the capital they have



INVESTMENT FUNDS

invested in the venture. Certain hedge funds may also choose to
be established as investment companies. In fact, funds are often
set up with multiple entities that cater to domestic and offshore
investors. Even though the fund might use multiple partnerships,
it invests capital in the same strategies. Figure 6.5 summarizes
this process.

Hedge funds generally charge asset-based fees (just as any
other fund might), and supplement these with performance fees.
For instance, a fund may charge 1-2 percent p.a. on assets under
management, and a 20 percent performance fee on any gross
earnings generated; this compares to all-in fees of sub-1-2 percent
for other types of funds. So, the general partners of a hedge fund
with €100 million under management that posts €20 million in
returns will receive €6 million (i.e. 2 percent of €100 million
and 20 percent of €20 million). The returns paid to investors
(limited partners) come from the earnings that remain after all
asset and performance fees have been paid.

Offshore investors Taxable
Non-taxable domestic domestic
investors investors
A A
1 1
; LP ) i LP
Capital . Capital .
apita ! interest apita ! interest
1 1
Offshore Domestic
limited limited
partnership partnership
GP GP
interest interest

General partners

Figure 6.5 Onshore/offshore hedge fund structure
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FINANCE IN ACTION 6.1: THE RISE OF THE HEDGE FUNDS

Hedge funds are not particularly new to the financial world — the first
hedge fund was founded in 1949, and others followed during
subsequent decades — but they came into greater prominence in the
late 1990s and into the new millennium, as financial markets
continued extended bull market runs and investors sought to
participate in the alpha-generation capabilities of these seemingly
astute fund managers.

Despite the near-collapse of Long Term Capital Management in
1998 (a very prominent hedge fund run by ex-Salomon Brothers traders,
which was brought to the brink by excessive leverage and asset
illiquidity) and the market corrections that followed the bursting of the
Internet stock bubble in 2001-2002, investor interest in hedge funds
continued to build. In fact, during the first half of the 2000s thousands
of new funds were created — with a total of 8,000 in existence by the end
of 2008 (and with the 400 largest controlling 8o percent of invested
capital). Total capital under management exploded from a rather
modest $400 billion in 2001 to $2 trillion at the end of 2006 and a peak
of $2.8 trillion during the first quarter of 2008. Of course, the Credit
Crisis of 2007—2009 (which we discuss later in the book) took some of
the shine off the sector — collapsing financial markets, sector-wide
losses of nearly 20 percent and investor withdrawals caused total
capital under management to decrease by nearly $1 trillion, to $1.8
trillion, by the end of 2008. That, however, seems only to have been a
temporary pause — by early 2010, capital under management rebounded
to the $2 trillion mark and by 2014 the figure had expanded to just over
$3 trillion. Despite periodic market dislocations that can affect fund
performance, the value proposition that hedge funds have been able to
offer investors over the past decades suggests that they will continue to
be an important part of the investing landscape.

Private equity funds and venture capital funds, which allocate
investor capital to the financing of private companies or start-up
ventures, rather than securities, commodities, or other tradable
assets, join hedge funds in the alternative space. These funds are
typically structured in general/limited partner form and every
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few years they “harvest” their portfolios by privately selling or
publicly floating some of their investments, hopefully creating
attractive returns for investors. As we might imagine, such funds
often have very concentrated positions in ventures that are very
illiquid and must therefore be considered risky. Sovereign wealth
funds, large national funds that often enjoy a broad investment
mandate, often invest in a range of public and private securities,
as well as in hedge funds and mutual funds.

Exchange-traded funds

Exchange-traded funds (ETFs) are popular investment funds that
combine features of the open-end fund sector with conventional
securities trading. ETFs allow new shares to be created and
redeemed at will, and permit continuous intra-day trading (just
as in stocks and bonds), rather than the typical end-of-day trading
characterizing open-end and closed-end funds. The cost structure
of ETFs also tends to be lower than that of open-end funds. All of
these features have helped the instrument build a critical mass of
interest. ETFs are available on baskets, industry sectors, country
sectors, and broad market indexes. In recent years a number of
structural variations have also been introduced, including those
that allow for short (sold) rather than long (purchased) positions
and those that incorporate varying degrees of leverage.

ETFs can be created using an investment company structure,
where a fund manager is responsible for all coordination and
investmentallocation decisions. Under this scheme the investment
company tracks (but may not precisely replicate) a reference
index, and can use derivatives and physical securities to achieve
desired investment results. ETFs created as trusts are used pri-
marily for smaller baskets of securities that track specific sectors.
All ETFs, regardless of legal structure, must meet certain regu-
latory requirements, such as disclosure by the trust bank of the
next day’s creation/redemption baskets, purchase/redemption of
ETF receipts with the underlying securities, and use of a central
clearing/depository. As noted, ETFs generally feature lower costs
than equivalent open-end funds; management fees and annual
expenses are generally very modest, and processing fees associated
with the creation/redemption of ETF shares are small.
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ISSUING, REDEEMING, AND TRADING

ISSUING AND REDEEMING

The creation and redemption of investment fund shares (or
partnership interests) depend on the type of fund, which we can
analyze in light of the four major classes described above.

An investor wishing to buy shares in an open-end fund trans-
fers a minimum amount of cash to the fund distributor, which
forwards the cash to the fund; the fund then buys the securities
forming part of the investment strategy. Since the fund is struc-
tured as an open-end vehicle it can create new shares at the NAV
without limitation. Although open-end funds almost always
accept new funds from investors, a small number eventually accu-
mulate too much and may close to further subscriptions, either
temporarily or permanently. This is a defensive mechanism that
helps ensure portfolio managers do not suffer from “style drift”
— investment outside of a given area of expertise that can result in
a misbalancing of risk/return. An investor selling (redeeming)
shares submits instructions to the fund, which uses its cash reserve
or liquidates a pro-rata amount of securities to meet the redemp-
tion. Open-end funds generally preserve a cash buffer of 5-10
percent of assets in order to meet redemption orders. Of course,
fund managers always attempt to minimize the size of the cash
buffer, as holding too much cash reduces fund earnings.

As we’ve noted, closed-end funds do not issue new shares regu-
larly but nearly always arrange for a single issue of capital, which
is preserved over time. While the constant level of capital may be
seen as a limiting factor, it can also be regarded as an advantage:
fund managers don’t have to worry about continuous cash inflows
and reinvestment, and are unlikely to suffer from style drift.
Closed-end funds do not redeem outstanding shares; all shares
issued remain outstanding until a fund is liquidated or restruc-
tured. Investors wanting to sell their shares must find other
investors willing to buy them, and do so through a standard bro-
kered transaction.

The supply of shares in a hedge fund (or private equity fund) is
controlled very strictly. Partnership shares are generally arranged
as private placements sold directly to accredited investors through
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the onshore or offshore entities mentioned above. Once the initial
capital has been raised, proceeds are invested in one or more strat-
egies. In some cases a fund may arrange a new issuance of capital
to finance another fund strategy. But this is best seen as an inde-
pendent transaction, rather than a continuous creation of capital.
Similarly, redemption of fund shares is very limited. Investors
that want to sell their interests may only be able to do so at defined
points during the calendar year (e.g. every month or quarter), and
may have to provide several months’ advance notice. If too many
redemptions occur simultaneously, as might happen during a
crisis, a fund may impose a “gate,” which limits the amount that
can be withdrawn. Since hedge funds don’t have to worry about
providing daily liquidity they can optimize their portfolios by
holding very little cash.

The ETF share issuance and redemption process is rather more
involved because it is based on unlimited share creation and con-
tinuous share trading. In a typical ETF an authorized participant
(e.g. a financial institution) purchases a portfolio of securities rep-
resenting the underlying reference index, which it deposits with
a trust bank. The trust bank places the securities in a trust account
and issues divisible depository receipts. Once the receipts are
issued, they can be subdivided and bought and sold through an
exchange, just like any other listed corporate security. If an inves-
tor wants to sell ETF shares it has purchased, the shares are not
redeemed by the fund (as in a standard open-end fund transac-
tion), but are simply sold to another investor. If overall demand
for the ETF declines — that is, no further buying interest exists —
the authorized participant can gather up the receipts, reassemble
them, submit the single receipt to the trust bank, and receive the
underlying portfolio of securities in return. It can then liquidate
the securities, thus returning to its original cash position. This
process is summarized in Figure 6.6.

SECONDARY TRADING

The degree of secondary trading in investment funds depends
again on structure.

ETFs feature the greatest amount of secondary trading. Inves-
tors can purchase and sell shares in the fund several times during
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Figure 6.6 Process of creating/trading an ETF

the trading day or they can hold them for the intermediate or
long term (note, of course, that each purchase and sale attracts a
bid—offer spread and a brokerage commission charge). The exist-
ence of continuous pricing and the depth of liquidity in the most
popular indexes have led to the creation of derivative contracts on
select ETFs. This, in turn, helps promote further activity and
liquidity in the ETF, in a self-fulfilling cycle.

The shares of major open-end funds are actively traded as well,
but can only be bought or sold at the end-of-day NAV rather
than at continuous prices. However, since new shares can be
created constantly and existing shares can be redeemed without
difficulty, turnover can be reasonably good — particularly for
large, well-known, funds with a strong performance record. The

Most active Least active
. most < 7 > e most
liquid) illiquid)

T T T
Exchange-traded |~ Open-end | Closed-end ! Alternative
funds I funds ! funds ! funds
I

_____________________________________________________

Figure 6.7 Secondary trading activity in funds
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same is obviously not true for closed-end funds or hedge funds,
which have virtually no turnover. Hedge fund and private equity
fund shares can be particularly illiquid: investors may only be
able to sell their shares every few weeks or months and must
generally give the fund administrator several weeks’ (months’)
advance notice of their intention of doing so.

Figure 6.7 summarizes the spectrum of secondary trading
activity, from the most active (or most liquid) to the least active
(or most illiquid).

CHAPTER SUMMARY

Investment funds, which combine debt and equity securities into
single portfolios, have become popular and important financial
conduits. Funds feature several important benefits: they provide
investors with exposure to investments through professionally
managed portfolios featuring risk and return characteristics that
cater to a broad range of investor styles and goals; they employ
portfolio diversification to maximize returns for a given level of
risk; they create cost efficiencies by allowing execution of multiple
transactions through a single trade; and they generate continuity
in the investment portfolio, particularly for assets with finite
maturities or redemption dates. Funds are described by several
key characteristics, including earnings type (current income,
capital gains, or both), geographic focus, asset class, and sub-asset
class, which can be applied to conventional, alternative, or private
wealth schemes. Broad classes of investment funds include: open-
end funds, or investment conduits that allow the creation of new
shares on a continuous basis and which are quoted and redeemed
at the end-of-day NAV; closed-end funds, which are investment
conduits that issue a fixed number of shares and also trade at the
daily NAV; hedge funds and other alternatives, which are
speculative vehicles that can invest in a broad range of instruments
and strategies, private companies or start-up ventures and which
may only allow investors to liquidate every month or quarter;
and ETFs, which are investment conduits that allow the creation
of an unlimited amount of shares and that can be traded at will
throughout the trading day. Funds feature varying degrees of
liquidity: ETFs are the most liquid (with buying and selling
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possible on a continuous basis), followed by open-end funds,
closed-end funds, and alternative funds.
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DERIVATIVES AND INSURANCE

CHAPTER OVERVIEW

In this chapter we examine derivatives (a financial contract that
derives its value from some underlying index) and insurance
(a financial contract that seeks to indemnify against loss), which
are tools that companies can use to manage different types of
risks. We begin with a general review of risk management tech-
niques and then turn to a review of why and how derivatives and
insurance are used, the similarities and differences between the
two, and the types of risks that each class is designed to create,
reduce, or transfer. Following this, we consider speculation and
arbitrage, two activities that are unique to derivatives. We conclude
by analyzing the characteristics of derivatives and insurance;
although the two share certain similarities, this section reveals in
greater detail important differences between the two.

USES OF DERIVATIVES AND INSURANCE

RISK MANAGEMENT

As we know, prudent management of risk is an important
corporate goal. If ABC Co. can keep its risk exposures properly
balanced, then it stands a better chance of avoiding surprise
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financial losses, which reduces earnings volatility and ultimately
helps boost enterprise value. The process of managing risk can be
approached in a number of different ways, including loss control,
loss financing, and risk reduction:

e Loss control: this class of risk management, sometimes known
as risk mitigation, includes avoidance and resistance. Avoidance,
as the name suggests, means prohibiting operation or expansion
in an at-risk area, so that no possibility of loss might arise.
Resistance, in contrast, means applying certain safety or control
standards to minimize the negative effects of any risky event.
In general, loss control techniques are applied to physical
operating risks.

e Loss financing: this class of risk management, directly related to
our discussion below, centers on risk retention, risk transfer and
hedging. Risk retention is simply the degree to which a company
is willing to accept a certain amount of risk in its operations.
Risk transfer, in contrast, relates to shifting a defined amount of
exposure to a third party, typically via a derivative or insurance
contract. Hedging is an associated concept and refers to
neutralizing a risk by creating an offsetting position, often by
using a derivative. Loss-financing techniques can be applied to
both physical operating risks and financial risks.

e Risk reduction: this class of risk management includes diversifi-
cation and withdrawal. Diversification, as we have noted in the
last chapter, involves creating a portfolio of uncorrelated or neg-
atively correlated assets or businesses in order to help diffuse
risks. Withdrawal is simply the decision to exit a particular busi-
ness line that creates a given type of risk. Risk reduction is again
applicable to both operating and financial risks.

The decision on which solution to follow is based on the costs of
managing the risk, itself a function of risk frequency and severity,
and implied benefits. We must consider an important point here:
managing risks properly does not mean eliminating or shifting
all risk. In fact, every risk management decision can be evaluated
in a cost/benefit framework by focusing on the costs that a com-
pany incurs in reducing or eliminating the risk against the
benefits it obtains from doing so; conversely, it may consider the
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Frequency
Loss control, o
. Elimination
retention
Retention Loss control,
retention,
transfer,
hedging
© Severity

Figure 7.1 Risk management options

costs of retaining the risk versus the benefits that it derives from
doing so.

In general, risks that are of low severity and low frequency are
good candidates for retention as they are unlikely to damage a
company financially. Those that are high severity and high
frequency must be eliminated completely, as they can lead
to financial ruin. Risks that occur frequently but have a low
financial impact and those that occur only rarely but can have a
large financial impact are more difficult to handle. In such cases
a company must analyze the relative costs and benefits of apply-
ing loss control, retention, risk transfer, or hedging solutions.
Figure 7.1 summarizes the available choices.

With this introduction in mind, let’s turn our attention to the
subclass of insurance and derivative-based loss financing. We
begin with simple definitions of the two concepts (which we shall
expand upon in subsequent sections):

e Derivative: a contract that derives, or obtains, its value from
some other market or asset. In other words, it has no value on
its own and must be tied to some other reference asset. For
instance, a €/$ currency derivative is a contract that derives its
value from the €/$ currency rate.
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e Insurance: a contract that provides financial restitution when a
loss-making event occurs. For instance, a fire insurance policy
is a contract that provides a payment if a fire destroys valuable

property.

On the surface, these two contracts may seem quite different.
They do, in fact, have very different characteristics, as we’ll
discover later in the chapter. But they also share a signifi-
cant commonality — namely, they can both be used to manage
risks.

Though the actual nature and magnitude of risks can vary
across companies, every firm is exposed to some type of risk.
Some of the key risks that a company can encounter include:

e Operating risk: the risk of loss arising from a firm’s inability
to sell its goods or obtain raw material inputs; it can also
include risk of loss stemming from plant and equipment
damage or destruction, or technology/systems failure.

e Financial risk: the risk of loss coming from an adverse move-
ment in financial markets/prices (such as interest or currency
rates) or the failure of a client/counterparty to perform on its
contractual obligations (such as accounts receivable or loans).
The former is often referred to as market risk (and includes
the important subclass of liquidity risk), while the latter is
considered credit risk.

o Legal risk: the risk of loss arising from litigation (individual,
regulatory, or “class action”) or other legal/documentary
conflicts or errors.

e Environmental risk: the risk of loss arising from the firm'’s
willful, unknowing, or accidental damage to the environment
(such as an oil spill).

Risk can also be distinguished more broadly as being either
“speculative” or “pure.” A speculative risk lends itself to three
possible end results: profit, loss, or no profit/loss. A pure risk, in
contrast, features only two end states: loss or no loss. In other
words, there is no chance of generating a profit.

The basic decision states related to risk costs and benefits are
summarized in Table 7.1.
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Table 7.1 Risk decision framework

Decision Cost Benefit
Preserving A possible loss from the A possible profit from
risk source of risk the source of the risk

(if speculative) and no
costs associated with a
risk management solution

Reducing/  Costs associated with a risk No/reduced potential for
eliminating  management solution (e.g. fee,  loss from the source of
risk insurance premium) and no risk

possibility of profit from the
source of risk (if speculative)

A firm that is deciding how to manage its risks typically

does so in a formalized way, as part of long-term financial
planning. A proper risk management framework can be created
by first defining a risk mandate, which reflects two important
concepts:

Risk philosophy: an explicit statement developed by the board
of directors and executive management that reflects the nature
of the risks that the firm is willing to bear.

Risk tolerance: a quantification of the actual amount of risk
that the firm is willing to bear.

The mandate can then be converted into a sequential, four-step
process:

1

2

Risk identification: an analysis of the types of risks that the
firm faces.

Risk quantification: a quantitative description of the size of
the firm'’s risk exposures (or how large they may become)
and the magnitude of the profit and/or loss that might be
generated.

Risk management: a determination, based on cost/benefit
analysis, of how the firm can best manage its exposures.

Risk monitoring: a process of tracking the company’s risk
exposures over time.
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Risk philosophy and tolerance

}

Risk management process

}

et Risk identification

|

Risk quantification

Risk management

}

[ Risk monitoring

Figure 7.2 The risk management framework

The cycle then repeats, so that the process can be considered
dynamic. The ultimate goal of the process is, of course, prudent
management of risk that leads to value maximization.

Figure 7.2 summarizes the risk framework.

SPECULATION AND ARBITRAGE

Of course, not all risk-related activities are based on reducing or
eliminating risk. Some firms are in business to actively take risk.
Banks, securities firms, insurers, and investment funds, for
example, regularly take financial risk, as this represents their core
business and how they actually make money. They are motivated
by speculation and arbitrage rather than pure risk reduction or
minimization.
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Speculation involves creating a risk position that has the
potential for generating a profit or loss, depending on which way
a particular market or reference asset moves.

Arbitrage is another form of risk-taking, though one that is
generally considered less risky than pure speculation. The classic
definition of arbitrage is the simultaneous purchase and sale of an
asset that allows a “riskless” profit to be locked in.

RISK REFERENCES

Derivatives and insurance can be arranged on a broad range
of risk references, making them suitable for companies from
all industries. In general, derivatives are based on financial
risks, while insurance contracts are based on insurable operating
risks. That said, there are areas of “overlap” that are starting
to emerge as the financial and insurance markets draw closer
together.

Derivatives can be bought and sold on any of the following
references:

e Equities: individual stocks, baskets of stocks, and broad
indexes.

e Debt/credits: money market instruments/rates, government
bonds/rates (e.g. risk-free bonds), and corporate bonds/rates
(e.g. risky bonds).

e Currencies: industrialized and emerging market currency
rates.

e Commodities: precious metals (e.g. gold, silver, platinum),
industrial metals (e.g. copper, zinc, aluminum), energy prod-
ucts (e.g. oil/distillates, natural gas, electricity), agricultural
products (e.g. corn, soybeans, coffee, sugar), commodity
indexes, and other non-commodity references (e.g. inflation,
gross domestic product, weather, catastrophe).

Insurance can be purchased on the following:
e Property and casualty (P&C): damage/destruction to property

caused by non-catastrophic or catastrophic events, and losses
related to liability.
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e Business interruption: temporary loss of business revenues as
a result of non-catastrophic or catastrophic events.

e Marine insurance: damage/destruction to hull, cargo, or
freight, along with liability-related losses.

e Health and mortality: long-term disability and death.
Automobile: damage/destruction, bodily injury, and liability
caused by an auto accident.

From a corporate perspective, most focus is placed on the P&C,
business interruption, and liability sectors; the health, life/
mortality, and automobile sectors, while of vital importance,
relate more specifically to individual insurance contracting.

INSTRUMENT CHARACTERISTICS: DERIVATIVES

While the derivatives sector is based on a large variety of unique
contracts, we can condense the essential instruments to a more
manageable number that includes over-the-counter (OTC) for-
wards, swaps and options, and exchange-traded (or listed) futures,
options, and futures options. We shall not consider the subclasses
of “exotic” derivatives (e.g. complex swaps and options, struc-
tured notes) as these are beyond our scope — they are, however,
simply extensions of the basic building blocks. Figure 7.3 summa-
rizes key types of derivative instruments.

Derivatives have certain features that can make them very
appealing: some contracts are very actively traded and therefore
cost-effective; transactions arranged through the listed (i.e.
exchange-traded) market eliminate credit risk; transactions
structured through the OTC market are highly customizable and
flexible; and contracts servingas hedges don’t require demonstration
of “proof of loss” (as an insurance contract does). Some risks and
disadvantages also exist, of course: credit risks for OTC transactions
can be significant; the costs for exotic contracts can be high; and
bilateral derivative contracts, like swaps and forwards, expose a
firm to downside payments.

KEY CHARACTERISTICS

Derivatives can be defined by various key characteristics, inclu-
ding notional, reference asset, maturity, strike (for options) and
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Derivatives
oTC Exchange-traded
derivatives derivatives
Forwards Futures
Swaps Options
Options Futures options

Figure 7.3 Derivative classes

payment/receipt flows (for swaps/forwards), settlement, and
trading mechanism.

e Notional: the face value amount of the transaction being
arranged. This ranges from several million dollars to more
than $1 billion (or equivalent in other currencies), depending
on the instrument, market, and motivation. For instance, ABC
Co. may decide to arrange a swap with a notional value of £100
million to hedge its interest rate risk. It will not exchange the
£100 million notional, but will just use the figure to compute
the amount that it must pay, or expects to receive, each period.

e Reference asset: the specific financial asset to which the con-
tract relates. We have noted above that a derivative can be
arranged on a very broad range of reference assets from the
debt, equity, currency, commodity, and credit markets. The ref-
erence asset must be defined specifically, rather than generally.
Thus, if ABC Co. is arranging a £100 million notional swap on
interest rates, the actual reference rates must be properly
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defined, e.g. the company will pay 5 percent sterling fixed rates
and receive sterling 6-month London Interbank Offered Rate
(LIBOR).

Maturity: the duration of the derivative contract. This can
range from overnight to more than 10 years, though in practice
most activity takes place in the 1- to 5-year range. ABC Co.’s
£100 million swap, for instance, might have a 5-year maturity,
indicating that it is contractually obliged to fulfill the terms of
the deal for the full 5 years. The maturity of a derivative
contract can sometimes be altered by mutual agreement of the
contracting parties.

Strike/payments/receipts: the relevant financial parameters
that dictate the economic flows of a transaction. A strike price
is used for options contracts, while pay/receive flows are used
for forwards and swaps, as we shall discuss in the next section.
For example, we have noted that ABC Co.’s swap involves a
payment of 5 percent per year on £100 million versus receipt
of LIBOR. If LIBOR at the end of year 1 sets at 4 percent, ABC
Co. pays its counterparty £1 million (£100 million x (4 percent
— 5 percent)); if LIBOR sets at 6 percent, ABC Co. receives £1
million (£100 million x (6 percent — 5 percent)).

Settlement: the means by which the underlying economics of
a transaction are settled at maturity. Settlement may be
arranged in physical or financial terms. A physical settlement
involves the actual delivery/acceptance of any asset or instru-
ment that can be physically conveyed, such as oil, gold, or
various types of financial instruments. A financial settlement
involves a pure exchange of cash value. Thus, in ABC Co.’s
sterling interest rate swap, any settlement of the fixed and
floating interest rate flows is done in financial terms. Had ABC
Co. sought to hedge an exposure to copper rather than interest
rates, it could have selected a physical or financial settlement,
depending on its need for, or access to, physical copper.
Trading mechanism: the actual forum through which the deriv-
ative is arranged, revalued, and terminated. As we shall see
below, this can be done through the OTC market (telephonically
or electronically) or through the exchange-traded market;
each trading mechanism has advantages and disadvantages. In
arranging its swap, ABC Co. uses the OTC market, negotiating
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terms and conditions verbally with its bank, which then
documents details through a written confirmation.

KEY INSTRUMENTS

We begin our review of derivatives with a look at OTC contracts,
or financial assets that are arranged on a customized basis between
two parties.

OTC derivatives

OTC derivatives, as the name suggests, are arranged and traded
between two parties on an off-exchange basis. Each contract re-
presents a customized negotiation of terms and conditions, with
the parties agreeing to specifics related to notional, term, reference
market/asset, pay-off profile, and so forth. Since each contract is
tailor-made, resaleability is very limited compared to markets
where standardization is mandatory (i.e. the exchange-traded
market that we consider below). Lack of liquidity adds to total
costs, as expressed through the bid (buy) and offer (sell) spread.
In fact, some OTC contracts can feature relatively wide spreads,
which can impact the economics of a hedge or speculative trade.
However, certain other contracts, such as standard, on-market
interest rate, currency, and equity derivatives on major references,
feature reasonably good liquidity.

Dealing occurs off-exchange (either telephonically or via
electronic platforms) rather than through formalized exchanges;
there is no “central forum” for OTC dealing, as activity is
arranged and transacted by major financial institutions and their
clients. Since OTC derivatives are arranged between two parties
with no intermediate clearing house (or neutral clearing party),
credit risk can arise.

Let us consider the essential instruments of the OTC derivatives
market.

FORWARD

A forward contract is a single-period contract that allows one
party, known as the seller, to sell a reference asset at a forward
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price for settlement at a future date, and a second party, the buyer,
to purchase the reference asset at the forward price on the named
date. A forward is considered a bilateral contract since either
party may be obliged to make a payment at maturity. Market
terminology indicates that the party that has sold the position is
“short” and the one that has bought the position is “long”; this is
true of all other derivative (and financial asset) positions, so we’ll
use the terms throughout this chapter. A notional amount is used
as a reference to compute the amount payable/receivable at
maturity; in fact, the two parties exchange no initial or interve-
ning cash flows. Settlement of the contract at maturity may be set
in physical or financial terms. If the market price at maturity is
greater than the contracted forward price set at trade date, the
buyer makes a profit and the seller a loss, and vice versa. These
relationships hold true for all price-based forwards, including
those involving equities, bonds, indexes, currencies, and commo-
dities. The profit positions of generic long and short forwards are
summarized below, and the flows are illustrated in Figure 7 4.
Table 7.2 describes how the value of long and short forwards
change as the reference asset increases or decreases, while
Figures 7.5 and 7.6 depict the same information in graph form.
We've noted that forwards can be used to neutralize, or hedge,
other positions. To illustrate this in graph form, let’s imagine that
ABC Co. has a short position in some input that it uses in its
production. For instance, the firm may use natural gas to power
its assembly lines. As the price of natural gas rises, the firm
suffers from an increase in its cost of goods sold, meaning its
gross profit margins get squeezed. As the price of gas falls, its cost

Market price
— forward price
on notional N

at maturity t

Foward contract € Foward contract
buyer S seller

Forward price

— market price
on notional N
at maturity t

Figure 7.4 Forward contract flows



Table 7.2 Long/short forward relationships
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Figure 7.5 Long forward
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Market price > Forward price,
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\\
N
Asset price
loss for the buyer of the forward
gain for the seller of the forward
Loss
Profit
Market price < Forward price,
loss for the buyer of the forward
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4
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Figure 7.6 Short forward
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of goods sold declines, allowing margins to expand. To hedge this
input, ABC Co. can enter into a forward where it buys natural gas
at the fixed forward price. If gas prices rise, it will suffer on the
input position but gain on the forward, and if gas prices fall, it
will suffer on the long forward position but gain on its input
position. The net effect balances out to zero, meaning that ABC
Co. is indifferent to the direction of gas prices: it has “locked in”
the natural gas price and therefore crystallizes its profit result —
lowering earnings volatility in the process. This relationship is
shown in Figure 7.7.

SWAP

The swap, the second major product of the OTC derivatives
market, is a package of forward contracts that mature at successive
periods in the future, until the stated maturity date. Swaps, like
forwards, are bilateral contracts and can be arranged on virtually
any asset from any market sector. While interest rate swaps still
account for the largest share of the market, active dealing occurs
in equity, currency, commodity, and credit swaps. An emerging
market has also started to appear in swaps based on inflation and
other macro-economic indicators (e.g. gross domestic product),
real estate,and weatherreferences (e.g. temperature, precipitation).

As price of natural Profit As price of natural
gas falls, ABC Co.’s gas rises, ABC Co.’s
gross profit margins forward hedge
increase increases in value
AR
Profits and \\\ Profits and
losses o losses
offset NN Natural gas price offset
Y
As price of natural As price of natural
gas falls, ABC Co.’s gas rises, ABC Co.’s
forward hedge A gross profit margins
decreases in value Loss decrease

Figure 7.7 Long forward/short asset hedge position
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Maturities in the swap marketplace typically range from
approximately 1 to 10 years.

Let’s examine the interest rate swap that we introduced earlier
in the chapter to illustrate the mechanics of the structure.
A conventional interest rate swap is a contract where one party
agrees to pay a fixed interest rate and a second party agrees to pay
a floating rate. The notional principal is used only to compute
flows payable and receivable at each intervening evaluation
period. On each date, which may be monthly, quarterly, semi-
annually, or annually, the fixed and floating rates are compared
and a net payment is arranged between the two parties. If the
floating rate (generally a recognized index such as LIBOR) is
greater than the fixed rate, the floating rate payer makes a net
payment to the fixed rate payer in the amount of (floating rate —
fixed rate) x notional principal, and vice versa. The process
continues to the next evaluation/settlement period, and so forth,
until maturity. Figure 7.8 illustrates these basic flows.

Let’s consider how an interest rate swap can be used to hedge
an interest rate exposure. Assume that ABC Co. has issued £100
million of 5-year floating rate bonds pegged to 6-month sterling
LIBOR, which currently stands at 5 percent. Let’s also assume
that ABC Co.’s treasurer believes that interest rates will rise over
the next 5 years. In order to guard against higher interest expense
(which would squeeze profits) the company arranges an interest
rate swap hedge with a bank where it pays fixed rates (let’s assume
5 percent for simplicity) and receives 6-month sterling LIBOR
over 5 years; this is illustrated in Figure 7.9. If LIBOR rises, ABC
Co. will pay more for its LIBOR-based floating rate debt, but will
receive a greater compensatory payment from the bank under the
swap. So, if LIBOR rises to 6 percent after the first 6-month
evaluation period, ABC Co. pays 6 percent on its floating rate
debt, but receives a net 1 percent on the swap (e.g. 6-month
sterling LIBOR - 5 percent fixed); this means that its net cost of
debt is 5 percent (6 percent — 1 percent), which is precisely equal
to the 5 percent fixed rate that it is paying on the swap. If the
company’s forecast is wrong and rates fall, it still faces the same
5 percent fixed cost of borrowing. For instance, if LIBOR declines
to 4 percent, ABC Co. will pay a lower cost on its floating rate
debt but will pay a higher cost on the swap; the two again net out
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Figure 7.8 Interest rate swap flows
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Figure 7.9 ABC Co.’s fixed/floating swap hedge

to 5 percent fixed payments. The process then continues for each
of the remaining evaluation periods until maturity in 5 years. We
see that, regardless of what happens to interest rates, ABC Co. has
hedged itself at a 5 percent fixed rate. These simple scenarios are
illustrated in Table 7.3.

OPTION

An option, the third major type of OTC derivative, is a contract
that gives the purchaser the right, but not the obligation, to buy
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Table 7.3 ABC Co.’s net cost of debt

LIBOR (a) Cost of floating  (b) Gain/loss on swap Net cost of
scenario rate debt (LIBOR) (LIBOR - 5% fixed)  debt (a) - (b)

3% 3% 2% 5%
4% 4% -1% 5%
5% 5% 0% 5%
6% 6% +1% 5%
7% 7% +2% 5%

(call option) or sell (put option) a reference asset at a particular
price (known as the strike price). The option buyer can exercise
its rights under the contact at any time until an agreed expiry
date (American option), on the expiry date (European option), or
on specified dates up to expiry (Bermudan option). In exchange
for this right, the buyer pays the seller a premium payment. By
accepting the premium the option seller has an obligation to sell
(call) or buy (put) the underlying asset at the strike price if
the option is exercised. These flows are illustrated in Figures 7.10
and 7.11.

If the buyer of a call option exercises (e.g. the price of the
underlying reference asset is above the strike price), it delivers

Call option Call option
—_—
buyer . seller
Premium
Reference
asset equal to
number of
units
Call option €-- - Call option
buyer _ > seller
Cash equal to

strike price x
number of
units

Figure 7.10 Call option flows: initial and exercise
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the required amount of cash, which is defined by (strike price x
number of units), and receives the underlying asset.

So, if ABC Co. purchases a call for $1,000 of premium that
allows it to buy 1,000 barrels of crude oil at a strike price of $50/
barrel, it will be economically advantageous for the firm to
exercise whenever the price of oil rises above $50. Let’s assume
the price of oil rises to $55. ABC Co. exercises the call option
against the seller, and delivers $50,000 of cash (i.e. $50 strike price
x 1,000 barrels) in exchange for 1,000 barrels of oil. Of course,
the 1,000 barrels of oil are actually worth $55,000 in today’s
market (i.e. the market price is $55/barrel), so ABC Co. has a
$5,000 profit on the position; the net profit is equal to $4,000
since the $1,000 premium payment must be deducted. The seller
of the option is obliged to supply the 1,000 barrels of oil and
accept the $50,000 of cash in exchange. Naturally, if the price of
oil falls below $50/barrel, the option has no value to ABC Co. as
the company can buy oil in the current market for less than the
strike price of the option. If this happens, ABC Co. allows the
option to expire and the seller has no further performance
obligation. To help understand the economics of the call posi-
tion, we can examine payoff profiles for ABC Co. as the call buyer
and the bank as the call seller; these are illustrated in Figures 7.12

Put option Put option
E——
buyer . seller
Premium

Cash equal to
strike price x
number of
units

Put option € - Put option
buyer - 5 seller

Reference
asset equal to
number of
units

Figure 7.11 Put option flows: initial and exercise
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Profit . .
Increasing gain to
ABC Co. as oil
prices rise
Strike price $50/barrel
$5,000

$1,000 premium paid { $55 Oil price
by ABC Co.

Loss

Figure 7.12 Long call option

and 7.13. It’s worth highlighting the trade-offs: ABC Co. has a
known downside loss (i.e. premium paid) and unlimited profit
potential as the price of oil rises, while the bank has a limited gain
(i.e. premium received) but potentially unlimited liability as the

Profit
A
$1,000 premium
received by bank { $55
Oil price
$5,000
Strike price $50/barrel
Increasing liability for the
\ bank as oil prices fall
Loss

Figure 7.13 Short call option
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price of oil rises. This payoff reveals the unilateral nature of the
option contract.

A put option gives the buyer the right, but not the obligation,
to sell a specified asset at a predetermined strike price. The buyer
will exercise the put option when the market price is below the
strike price, delivering the asset to the seller in exchange for the
required amount of cash. So, if ABC Co. purchases a put option
from a bank for $10,000 in premium that lets ABC Co. sell 1,000
oz. of gold at $900/0z. it will exercise when, and if, the price of
gold falls below $900/0z. Let’s assume that the price of gold falls
to $875/0z. In this case ABC Co. can exercise the put option,
delivering 1,000 oz. of gold to the bank in exchange for $900,000.
The bank, as put option seller, is obliged to acquire the gold by
delivering cash. If ABC Co. didn’t have the put option and needed
to sell the gold in the current market, it would only be able to do
so for $875,000; this means that the option has created a $25,000
gain for the company. Again, if the price of gold remains above
the strike of $900/0z., ABC Co. will be better off selling the gold
in the current market, meaning that it will simply abandon the
option. We can again summarize these payoff relationships via
Figures 7.14 and 7.15.

Profit

Increasing gain to ABC Co. A

as gold prices rise

\ Strike price $900/0z
$25vioo/

Gold price $875 }$1o,ooo premium
paid by ABC Co.

Loss

Figure 7.14 Long put position
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$10,000 premium
} received by ABC Co.

Profit
A
$875
Gold price
-$25,000
Increasing liability to the
bank as gold prices fall A
Loss

Figure 7.15 Short put position

Strike price $900/0z

Table 7.4 summarizes the discussion above by describing how
the value of long and short calls and puts changes as the value of

the reference asset increases or decreases.

Table 7.4 Long/short options relationships

Position Reference asset value 1 Reference asset value |
Long call Gains Loses value
Value (but loss is limited to
premium paid)
Short call Loses Gains value
value (but gain is limited to
premium earned)
Long put Loses value Gains
(but loss is limited to value
premium paid)
Short put Gains value Loses
(but gain is limited to value

premium earned)
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FINANCE IN ACTION 7.1:  GROWTH OF THE OTC
DERIVATIVES MARKET

The OTC market in derivatives has exploded in terms of size and
participation, and is by now an essential component of global finance
— a remarkable achievement considering that the market was in its
formative stages as recently as the mid-1980s. The Bank for
International Settlements tracks the growth in activities for each of
three broad asset classes (currency/interest rates, credits, and
equities/commodities), measuring the notional amount and gross
market value of all dealings. While rates have been tabulated since
1987, equities and credits are relatively more recent additions to the
marketplace, having come into increasingly widespread use during
the new millennium. The growth trajectory for interest and currency
rates has remained impressive, with notional activity topping $638
trillion in mid-2014 (versus some $400 trillion in 2008), as all manner
of intermediaries and companies continue to use them for risk
management or speculation. Credit derivatives, which became part of
the financial mainstream around the middle of the decade, grew
rapidly prior to the Credit Crisis of 2007—2009, reaching a peak of $59
trillion in 2007, but suffered some setback as a result of the dislocation;
total activity declined to $19 trillion in mid-2014. Activity in equity and
commodity derivatives has remained relatively stable in the region of
$9 trillion over the same time period. Naturally, all of this activity is
supplemented by dealing in the exchange-traded markets, which add
to total outstandings.

Exchange-traded derivatives

Exchange-traded (or listed) derivatives — which include futures,
options, and futures options — constitute the second major
segment of the derivatives market. Exchange-traded derivatives
can be used to achieve many of the same goals as OTC contracts,
often at a cheaper cost, but with less structural flexibility. All
trading occurs through regulated exchanges, such as the Chicago
Mercantile Exchange, the Intercontinental Exchange, Eurex,
Euronext, London International Financial Futures Exchange, and
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the Tokyo Commodity Exchange, among others (indeed, there
are more than 400 registered exchanges around the world); some
of these exchanges specialize in financial derivatives, others in
commodities, and a few in both.

Each buyer and seller dealing with the exchange is required to
post initial margin (i.e. collateral or security) with the clearing
house to protect against possible credit losses. The initial margin
is evaluated by the clearing house every day based on a client’s
open positions and market moves, and additional calls for margin
may be made if a particular maintenance level is breached as a
result of losses. Since the exchange serves as counterparty and
participants must post margin, the counterparty credit risk that
characterizes many OTC derivative contracts is eliminated; this is
one of the central advantages of the listed marketplace.

All contracts listed on an exchange are standardized, meaning
trade details cannot be customized as in the OTC market. All
buyers and sellers deal in the same trading size/units, contract
months/maturity, delivery date, deliverable asset, and settlement
style. This homogeneity leads to a greater critical mass of liquidity,
meaning the cost of arranging a hedge or speculative position can
be lower than in the OTC market.

Let’s review the key instruments of the listed market.

FUTURE

A future is a bilateral contract that allows one party, the seller, to
sell a particular reference asset at a future price for settlement at
a future date, and the second party, the buyer, to purchase the
reference asset at the future price on the named date. Based on
this description, the futures contract appears to be identical to the
forward contract discussed above. In fact, the pay-off profiles of
the two instruments are precisely the same, so the illustrations in
Figures 7.4 and 7.5 are applicable to both futures and forwards.
Indeed, the example of ABC Co. arranging a forward contract to
hedge natural gas exposure can be replicated by substituting a
natural gas futures contract in place of the forward; the ultimate
economic outcome will be the same. However, as a result of the
exchange mechanism, a futures position calls for a daily settlement
of profit/loss rather than a single settlement at maturity: each
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futures position is revalued by the clearing house at the close of
each trading day, and net debits/credits are made to the accounts
of the two parties based on the day’s losses/gains. Futures can be
settled in physical or financial terms, and the precise settlement
mechanism is specified as part of a contract’s standardized
features. Contract maturities vary, but typically span 1 week to
1 quarter. The most active futures references may be listed concur-
rently on a monthly or quarterly cycle out to several years (e.g.
LIBOR/Eurodollar futures, S&P 500 futures, Brent crude futures).

OPTION AND FUTURES OPTION

The listed market features options that function much like the
OTC options described above. In fact, there is no difference
between the two contracts, apart from the general characteristics
that distinguish listed products from OTC products. A unique
subset of the listed options market centers on futures options,
which are options that give the buyer the right to buy or sell an
underlying futures contract and which require the seller to accept
or deliver the futures contract upon exercise; this can be viewed
as a type of compound derivative (i.e. a derivative on another
derivative). The positions of the long and short futures options
positions are summarized in Table 7.5.

The key differences between OTC and exchange-traded
derivatives are summarized in Table 7.6.

INSTRUMENT CHARACTERISTICS: INSURANCE

The insurance sector, like the derivatives sector, features a large
number of instruments (or contracts) that can be used to transfer

Table 7.5 Futures options positions

Position If exercised . . .

Long futures call ~ Buyer acquires a futures contract at strike price

Long futures put  Buyer sells a futures contract at strike price

Short futures call ~ Seller obligated to sell a futures contract at strike price

Short futures put  Seller obligated to acquire a futures contract at strike
price
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Table 7.6 Primary differences between exchange-traded and OTC derivatives

Exchange-traded OTC
Terms Standardized Customized
Trading forum Central exchange OTC (telephonic or
(physical or electronic)  electronic)
Price transparency  Good Poor/fair
Liquidity Reasonable/strong Limited/fair
Credit exposure Negligible Possibly significant unless
collateralized
Margins Required None unless negotiated
Settlement Generally closed-out Generally held until
maturity
Regulation Regulated Largely unregulated

risks from companies (which become “cedants” or “insureds”) to
insurance companies (insurers). In order to preserve our corporate
focus we’ll consider the essential contracts that are used to
transfer corporate operating risks; we won’t consider the very
significant life, health, and auto insurance sectors that apply to
individuals, though many of the same concepts we discuss below
are equally applicable.

KEY CHARACTERISTICS

Before delving into the key characteristics that define any
insurance contract, we must first consider several concepts related
to insurance contracting. This is important because insurance
contracts are intended to cover pure, rather than speculative, risks
— a fundamental feature that distinguishes insurance from
derivatives.

In order for a contract to be considered insurance, it must
usually feature the following:

e The contract must cover an insurable risk with respect to a
fortuitous event — an event that is unforeseen, unexpected, or
accidental.

e A large number of similar risk exposures must exist so that
insurers can measure the exposure with some degree of accuracy.
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e The cedant must have an insurable interest and demonstrate
proof of actual economic loss if a defined event occurs; this
ensures that the cedant only receives compensation for losses
and cannot create a profit.

o The risk of loss must be specifically transferred under a contract
providing indemnity (i.e. financial restitution if a loss occurs)
and it must involve the payment of an insurance premium.

e The right of subrogation must exist, meaning that the cedant
must agree to transfer, to the insurer, any loss recovery rights.

Every insurance contract is defined by several key characteristics,
including policy size (cap), premium, deductible, coinsurance,
coverage and exclusions, and coverage period.

e Policy size (cap): the amount of insurance coverage being
arranged, which can range from several million dollars to
more than $1 billion (in equivalent currency terms), depending
on the specific property being insured and the nature of the
risk exposure. The smaller the size of the policy in relation to
the amount of exposure, the greater the amount of risk that
the cedant retains. For instance, ABC Co. may arrange P&C
insurance based on a policy size of £300 million to protect
against fire damage/destruction at one of its factories. Subject
to the deductibles and coinsurance described below, ABC Co.
will receive a maximum of £300 million in restitution if a fire
occurs and damages or destroys its factory.

e Premium: the amount that the ceding company must pay the
insurer for the policy. The premium is generally payable
annually and is quoted in value terms (e.g. dollars or sterling).
Once the premium is paid, the contract is activated and the
company is protected by the insurer under the terms defined
in the policy. For example, ABC Co. may pay a £100,000
premium for £300 million of fire insurance coverage.

e Deductible: the amount of initial losses that the cedant bears
before the insurance coverage becomes effective. The deduct-
ible can range from a very small amount of the policy size up
to more than 20 percent. The greater the deductible, the more
risk the cedant retains (and the lower the premium, since the
cedant bears more of the first losses); conversely, the smaller
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the deductible, the less risk the cedant keeps (and the higher
the premium). Under its £300 million fire insurance policy
ABC Co. may be willing to bear a reasonable amount of the
initial losses, setting a deductible of £5 million. This means
that, if fire strikes and causes £25 million of damage to the
company’s plant and equipment, the net restitution to ABC
Co. will amount to £20 million (£25 million of total losses
minus the £5 million deductible).

Coinsurance (copay): the amount of losses that the cedant and
insurer agree to share. Coinsurance can range from 0 percent to
more than 50 percent, though a range of 10-20 percent is quite
typical. The larger the coinsurance, the greater the cedant’s
retention of risk and the lower the policy premium. Conversely,
the lower the coinsurance, the greater the cedant’s risk transfer
and the higher the premium. ABC Co. may choose a 10 percent
coinsurance on its fire policy. Assuming it also has a £5 million
deductible, then £25 million of losses will result in net restitution
to ABC Co. of £18 million (£25 million of losses minus
£5 million deductible = £20 million x 90 percent = £18 million).
Coverage and exclusions: the precise terms of risk coverage,
including any events or circumstances under which the cedant
is not covered. Coverage includes a detailed definition of the
perils that can create losses for which the cedant will be
indemnified. Exclusions, in contrast, relate to any specific or
general circumstances under which a cedant’s losses are not
indemnified. The broader the coverage and the narrower the
exclusions, the greater the risk transfer and the larger the
premium. For instance, ABC Co.’s policy may cover against all
physical damage or destruction caused by a fire in designated
locations (e.g. the company’s factories and warehouses). But it
may exclude coverage for business interruption or the amount
of business lost as a result of the company’s inability to use its
plant and equipment if fire creates damage/destruction.
Coverage period: the period during which the insurance
coverage is effective. In nearly all cases insurance policies are
written for a 12-month period, after which the cedant and
insurer can re-evaluate terms, conditions, and requirements
and decide whether coverage renewal is necessary or desirable
(and, if so, at what cost and under what terms).
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The characteristics noted above are usually included as declara-
tions in the insurance policy, which also contains important
information on the actual property being insured.

KEY INSTRUMENTS/CONTRACTS

Since insurance is a risk transfer mechanism, the actual amount
of risk transferred from cedant to insurer depends largely on how
the characteristics noted above are defined. Policies may be
created so that they transfer very little risk; these are more appro-
priately described as risk retention insurance contracts. Those
that transfer some amount of risk are considered intermediate
risk retention/transfer insurance contracts, while those resulting
in a significant transfer are known as full risk transfer insurance
contracts. Several other products, including loss financing con-
tracts and captives, join these contracts.

Figure 7.16 illustrates instruments/contracts relative to the
amount of risk retained or transferred.

Full insurance

A full insurance contract is an example of a maximum risk trans-
fer contract where the cedant’s goal is to shift as much insurable
exposure as possible. Following from our discussion above, full
insurance is created by crafting a policy with small (or even no)
deductible, a large policy limit, limited (or no) coinsurance, and
limited (or no) exclusions. Assume that ABC Co. wants full insur-
ance coverage on its £300 million of fire exposure and is willing to
pay a high premium if necessary. It can structure a policy with a
£300 million limit, no deductible, no exclusions, and no coinsur-
ance. If a fire strikes and causes £150 million of losses from
destroyed property and £150 million of losses from business inter-
ruption, ABC Co. receives restitution equal to the full £300 million.

Standard insurance

A standard insurance contract is an example of an intermediate
risk retention/transfer mechanism where the cedant retains some
amount of exposure and transfers the balance. As we might
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Insurance
Miniumrisk | | Maximum risk
transfer transfer
. . Intermediate )
Full risk retention ; Full risk
retention/transfer
products transfer products
products
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Partial insurance ) Full insurance
insurance
contracts contracts
contracts

Loss sensitive
contracts

— Captives

Figure 7.16 Insurance classes

expect, this coverage can be created by drafting a policy with a
moderate deductible, a moderate policy limit, certain exclusions,
and perhaps a modest coinsurance feature. Let’s extend the
example above by noting that ABC Co. is now willing to accept a
larger amount of risk on its £300 million of fire exposure in
exchange for paying a smaller premium. Accordingly, it sets a
deductible of £10 million and lowers the policy limit to £275
million; it decides not to set any exclusions, but agrees on a
5 percent coinsurance level. If the same fire event noted above
occurs, ABC Co.’s total restitution amounts to £251.75 million, or
£48.25 million less than under the full insurance policy. The
lower figure results from the fact that the company sets the
maximum loss coverage at £275 million (meaning the additional
£25m of losses that occur are excluded), it bears the first losses of
£10 million through the deductible, and then receives 95 percent,
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rather than 100 percent, of the remaining losses as a result of the
coinsurance.

Partial insurance

A partial insurance contract is an example of a risk retention
contract, as it transfers the smallest amount of risk from cedant
to insurer. This structure, which is best suited for companies that
are not as risk averse as those purchasing standard or full
insurance, features a very large deductible and perhaps a moderate
policy limit, significant exclusions, and high coinsurance. It’s
relatively easy to see that under the partial insurance structure
the ceding company bears the largest amount of first losses, faces
limited coverage in the event of very large losses, may have no
coverage if certain excluded events come into play, and must
share in any losses that arise. In the most extreme version of our
example, let’s assume that ABC Co. is interested in accepting
even more risk (i.e. transferring less risk) in exchange for paying
a relatively small premium. Accordingly, it sets a £250 million
policy limit, raises the deductible to £20 million, increases
coinsurance to 10 percent, and excludes from the policy any
losses created by business interruption. Once again, if the
event described above occurs, ABC Co. will receive restitution
of only £117 million, or £183 million less than the actual loss
sustained.

These simple examples indicate that the optimal amount of
insurance that a company like ABC Co. should purchase is a func-
tion of the cost of coverage (premium) and the expected benefits
(coverage) should an event occur. The process of converting full
insurance coverage to partial insurance coverage is summarized
in Figure 7.17.

Loss sensitive contract

A loss sensitive contract is a partial insurance contract with
premiums that depend on previous loss experience. Loss sensitive
contracts are different from conventional insurance contracts
as premiums are related to losses that occur during a specified
period and claims are typically not determined until after some
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Figure 7.17 Converting full insurance to partial insurance

period of time has passed. For instance, ABC Co. may purchase an
experience-rated fire insurance policy where the premium that it
pays the insurer is a function of its past loss experience: the
greater the losses and claims in previous periods, the greater the
premium, and vice versa. Or, ABC Co. may choosea retrospectively
rated policy, where it pays the insurer an initial premium and,
depending on the occurrence/size of any fire-related losses, makes
an additional premium payment (if a claim arises) or receives a
refund (if no claims arise).

Captive

A captive is a company-owned (or controlled) insurance subsi-
diary that is used to facilitate a company’s insurance program; it
can be thought of as an in-house self-insurance company. The
company (also known as a sponsor) provides capital to commence
the operation, receiving interest and/or dividends in exchange.
The captive then insures the company directly by accepting pre-
miums to absorb particular types of risks. Though the nature
and operation of captives vary, the focus is generally on high-
frequency/low-severity risks — the highly predictable exposures
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Figure 7.18 Structure of a captive

for which this form of self-insurance can be a cost-effective
alternative.
Figure 7.18 illustrates the structure of the captive.

FINANCE IN ACTION 7.2:  EVEN INSURERS NEED
INSURANCE

We've noted that individuals and companies often turn to the
insurance marketplace to cover risks that they are uncomfort-
able keeping. But what about the insurance companies that pro-
vide coverage — how do they manage their own risks? In addition to
the diversification and loss control mechanisms that we’ve described,
they frequently buy insurance of their own — what is known as
reinsurance. Reinsurance is simply insurance cover written by a
reinsurance company for an insurer through one of the mechanisms
described below. So, a primary insurer like State Farm, Aetna, or
Prudential can buy reinsurance from a reinsurer like ACE, Swiss Re,
Munich Re, or the Lloyds of London reinsurance market to achieve
several goals: reduce risk in a particular peril or to a specific insurable
event, increase portfolio diversification, or protect against high
severity/low frequency catastrophic events (like hurricanes or
earthquakes). Of course, in entering into a reinsurance agreement the
insurer is exchanging an insurance risk for the credit risk of the
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reinsurer, because if a claim is made under the covered insurance
policy, the reinsurer must be able to perform as required.

Insurance risk can be ceded to a reinsurer in different ways. First,
we can distinguish between facultative and treaty reinsurance.
Facultative reinsurance is customized, case-by-case reinsurance
where the reinsurer examines, and either accepts or rejects, each
specific risk. This approach is usually reserved for large and complex
transactions where extra diligence is required, such as property and
casualty coverage for a fleet of oil tankers or commercial property
protection for a high-rise office tower against losses caused by an
earthquake. Importantly, under this scheme the reinsurer is not
obliged to accept the risk and the insurer is not obliged to cede the
risk. Treaty reinsurance, in contrast, is an automatic process: the
insurer and reinsurer agree on underwriting criteria for specific risks
and, once agreed, the insurer automatically cedes and the reinsurer
automatically accepts the risks, no questions asked, up to an agreed-
upon limit. This, not surprisingly, is used for “run of the mill” risks for
which the underwriting process is straightforward, such as ceding risk
on a large portfolio of automobile policies. Second, we can distinguish
proportional versus excess of loss (XOL) reinsurance. Under the
proportional reinsurance scheme, quota share (fixed) and surplus
share (variable) arrangements call for a proportional sharing of risks
and returns between insurer and reinsurer. That is, both parties have
an economic interest in every risk written based on a prearranged
formula. In XOL, each party takes a preferred layer of risk. So, under a
vertical XOL the insurer may keep the first $2 million of risk (through
a deductible), Reinsurer A may take risk of loss between $2 million
(attachment point) and $5 million (cap), and Reinsurer B may take
the layer of $5 million (attachment point) to $10 million (cap).
Alternatively, in horizontal XOL, the insurer and the two reinsurers
may agree to those same layers, but may each take a percentage of a
given layer, e.g. insurer takes $2 million, Reinsurer A takes 40% of $2
million to $5 million, and B takes the remaining 60 percent, and so
forth. The proportional and XOL structures essentially allow the
insurer and reinsurer(s) to customize the risk transfer as needed.

Knowing all of this, the next logical question is whether reinsurers
can get insurance protection as well? In fact, they can: a reinsurer like
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Swiss Re or ACE can use the same mechanisms described above to
transfer risks to another reinsurer like Munich Re or Lloyds of London,
in a process known as retrocession. Naturally, the ability to retrocede
depends on the amount of available risk capital in the reinsurance
market, and care must be taken not to pass the same risks around the
same small group of reinsurers. Ultimately, however, reinsurance and
retrocession allow insurable risks to spread widely through the
financial markets, helping creating a more stable system.

CHAPTER SUMMARY

A derivative is a contract that derives its value from some market
or asset, such as a stock, bond, currency, or commodity. Insurance
is a contract that provides financial restitution against an event
that creates a loss. Both instruments are widely used by companies
to manage financial and operating risks: derivatives are used to
hedge risks by providing a gain when an underlying risk exposure
produces a loss; insurance is used to transfer risks to another
party (i.e. an insurer) through the payment of a premium. While
derivatives can also be used to speculate/arbitrage in the hope of
creating profits, insurance can never be used to generate profits.
Derivatives are characterized by notional, reference asset, matu-
rity, settlement, trading mechanism, and, for options, strike price.
Key classes of derivatives include standardized exchange-traded
contracts (futures, options, futures options) that trade via exchanges
and OTC contracts (forwards, swaps, options) that are customized
between two parties. Insurance contracts are described by policy
size (cap), premium, deductible, coinsurance, and coverage/exclu-
sions. Key insurance categories include partial, standard, and full
insurance contracts, as well as loss sensitive contracts and captives.
Reinsurance is a vital component of the marketplace as well,
allowing insurance companies to shift some of their own risk to
reinsurers.
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CORPORATE FINANCE

CHAPTER OVERVIEW

In this final chapter of Part 2 we alter our focus from products
and instruments designed to directly fulfill funding, investment,
or risk management goals, to specific financial transactions inten-
ded to boost enterprise value and meet other strategic, profit, or
market share goals. We shall begin by discussing the uses of cor-
porate finance and then examine the key characteristics of the
most common transactions, including mergers, acquisitions, leve-
raged (management) buyouts, spin-offs, and recapitalizations and
buybacks. We will then review the general process by which cor-
porate finance deals are valued and conclude by examining the
challenges that a company faces in arranging a transaction.

USES OF CORPORATE FINANCE

Corporate finance, which includes a broad range of financial
engineering deals that can be used to alter the structure and scope
of a company’s operations, is a central part of long-term financial
planning. The decision to acquire, or merge with, another com-
pany, sell a piece of the company, or restructure the capital base is
achieved only after considerable planning and analysis. Corporate
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finance transactions, which are generally complex to arrange and
execute, cannot typically be done as part of short-term, or tactical,
operations. Rather, they are part of the long-term financial plan-
ning process and must often be sanctioned by the board of
directors and, in some cases, even shareholders. Though a
company may sometimes respond quickly to a market opportunity
that presents itself at short notice, the strategic analysis related to
any such action is part of long-term strategic planning.

We'll examine corporate finance transactions in more detail
later in the chapter to gain an understanding of both uses and
challenges. We begin, however, with some basic definitions:

e Merger: a transaction where one company combines with
another company on an equal basis to create a “new” company.

e Acquisition: a transaction where one company buys another
company.

e Leveraged (management) buyout: a transaction where a
publicly listed company takes itself private by borrowing to
purchase outstanding shares.

e Spin-off: a transaction where a company sells one or more of
its units or divisions to the public (in an initial public offering
—IPO) or to a third party (in a private equity transaction).

e Recapitalization: a transaction where a company restructures
its capital base, sometimes dramatically.

Each one of these may be driven by slightly different motivations.
All, however, are intended to enhance stakeholder value. Let’s
consider some of the key reasons why a company like ABC Co.
might considerarranginga “generic” corporate finance transaction.

e Expanding product/market share: ABC Co., an established
company with a full product line, may be reaching a point in
its product and market cycle where it can no longer grow
simply by adding more workers or plant and equipment. To
continue its expansion, it may need to look to new geographic
areas in the same industry or absorb other parts of the produc-
tion chain. By acquiring or merging with another company,
ABC Co. has the potential of increasing its revenue base more
rapidly and efficiently. In some cases the combination of two
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companies can produce growth through “synergies” — the cre-
ation of new cross-market products or services that can only
be done by joining two different firms; and in some cases the
deal can produce some areas of overlap, which can lead to
rationalizations and cost reductions.

Creating earnings stability: we have already noted that the
worth of a company can decline when earnings are volatile or
unpredictable. Investors don’t like surprises, and if the earn-
ings stream cannot be relied on to a significant degree, the
company’s stock will trade at a lower price. ABC Co. may be
able to dampen its earnings volatility by acquiring, or merging
with, a company that has a different pattern of earnings. This
goal can only be achieved, however, if ABC Co. and its partner
company have different earnings cycles; if they have the same
cycle, the earnings volatility effect will be compounded, as
illustrated in Figure 8.1.

Reducing costs: while ABC Co. may be managing its costs as
efficiently as possible, it may find opportunities to create even
greater cost savings by combining with another company. We
recall from Chapter 2 thata company can increase its enterprise
value by reducing cost of goods sold, SG&A expenses, and
other operating expenses. Economies of scale, which arise
when large producers negotiate large (and cheaper) input
purchases and eliminate duplicative resources (e.g. personnel,
real estate, technology), are a key driver of cost savings. Cost
savings can also be achieved by divesting inefficient operations
or eliminating duplicative areas. Tax benefits may also factor
into the process. For instance, a profitable company that buys
an unprofitable company with accumulated tax loss carry
forward can reduce its tax liability, thereby increasing its after-
tax earnings.

Acquiring intellectual property: ABC Co. may want to expand
its product line into areas that require a higher degree of
technical specialization and knowledge. While it may be able
to do so through “organic” development, i.e. adding technical
capabilities by hiring individuals with the proper mix of skills,
it can also use a corporate finance transaction, such as an
acquisition or merger, to obtain the same level of intellectual
expertise. Speed is the main benefit of obtaining intellectual
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Figure 8.1 Earnings cycles and earnings stability

property via a merger or acquisition: rather than waiting for
years for the proper base of intellectual property to develop
through hiring, training, and development, ABC Co. may be
able to gain the advantage it seeks within months.

o Altering the capital structure: ABC Co. may wish to change its
capital structure, either by increasing equity if it believes it
has too much debt, or increasing debt if it believes that it is not
taking full advantage of the tax shield generated by bonds and
loans. In more extreme scenarios it may increase its debt
dramatically to purchase outstanding shares and take the
company private; this is the initial step in a leveraged buyout
(LBO), which must then be accompanied by radical internal
cost restructuring. It can use also use other corporate finance
techniques, such as arranging a buyback of its stock (which
increases leverage), acquiring a company with low levels of
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debt (which decreases leverage), or divesting a portion of the
company (which injects cash and allows debt to be reduced).

As we've said, each of these factors tells us why companies use
corporate finance techniques. Of course, the ultimate measure of
whether or not a transaction is useful becomes evident in
enterprise value: if a company can increase its worth by acquiring
intellectual property, altering capital, gaining market share, and
so forth, then the financial decision-making process is likely to
support a deal. That said, corporate finance transactions can be
difficult and complex to arrange and execute; we’ll discuss some
of the potential pitfalls later in the chapter.

TRANSACTION CHARACTERISTICS

MERGERS AND ACQUISITIONS

Mergers and acquisitions (Mé&As) are relatively common cor-
porate finance transactions. Over the past century these deals
appear to have gone through various stages: the earliest deals
(1900 to 1950s) were “friendly” rather than “hostile,” based
initially on horizontal expansion (i.e. of competitors), and then
vertical expansion (i.e. in the supply/production chain). These
were followed by conglomeration (1960s and 1970s), and then a
turn towards hostile transactions (1980s and 1990s). More recent
activity (1990s into the new millennium) has returned to friendly
transactions, often on a cross-border basis.

Let’s begin with a review of acquisitions. An acquisition, as the
name suggests, occurs when one company buys another company
on an outright basis. An acquisition can be arranged within or
outside the industry, depending on the specific goal the acquiring
firm is attempting to achieve. For instance, if ABC Co. wants to
gain market share within its own product line of specialty goods,
it may decide to acquire rival competitor XYZ Co., which makes
the same goods; this is known as horizontal integration. The
“new” ABC Co. will thus have a larger market share in specialty
goods than it did before the acquisition. Alternatively, ABC Co.
may be interested in expanding its production chain by acquiring
its main raw material supplier, Acme Supply. This is a form of
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vertical integration. Though ABC Co.’s market share won't
immediately increase as a result of the Acme purchase, it will give
the company an opportunity to control more parts of its input
and production processes, perhaps allowing it to drive down costs
in the process. If it wants to continue expanding vertically, it may
then acquire a product transportation and distribution company,
Transport Co. Again, by combining Transport Co.’s operations
with its own, ABC Co. may be able to achieve greater operating
efficiencies. Efficiencies can lead to lower operating costs, larger
earnings, and greater enterprise value. Of course, ABC Co.’s
management must be very certain that it can actually achieve the
efficiencies and cost savings proposed through the merger before
it commits resources.

While many acquisitions are based on horizontal or vertical
integration, some are based on conglomeration. This occurs when
a company purchases a firm operating in an entirely unrelated
industry and this is intended to diversify the firm'’s revenue base.
For instance, ABC Co. may want to expand its revenue base from
specialty goods to consulting services in order to protect its
earnings, should demand for specialty goods decline during the
next business cycle. After much analysis of Consult Co.’s business
and earnings, it may conclude that Consult Co. can provide the
proper earnings protection during particular market cycles and
proceed to buy the firm. It’s worth noting that some con-
glomerations are successful and others are not. The market may
not be convinced of a company’s ability to properly manage and
integrate an unrelated firm into its overall operations and may
“penalize” the acquiring company’s stock by assigning it a lower
value. Major types of acquisitions are shown in Figure 8.2.

An acquisition can be arranged in various ways. For instance,
the acquiring company (e.g. ABC Co.) can buy the shares of the
target company (e.g. Acme Supply Co.) for cash. Or, it can use its
own shares, or a mix of shares and debt, to acquire the target.
Though less common, the acquirer can purchase the majority of
the target company’s assets (rather than the whole company).

As we've noted, an acquisition can be arranged on friendly or
hostile terms. A friendly acquisition, which is the most common
type of deal, occurs when the executives and directors of the
acquiring company and the target company negotiate, and then
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Figure 8.2 Horizontal and vertical acquisitions

agree to, a transaction. In such cases the target company’s board
of directors recommends acceptance of the deal to its investors.
A hostile acquisition occurs when the target company wants to
remain independent, doesn't like the terms of the deal, or would
prefer to merge with, or be acquired by, another firm. While these
transactions are rather less common, they do occur. The law in
many countries provides for certain legal anti-takeover defenses
that are designed to provide a modicum of protection again
unwelcome approaches. However, these defenses (which may
include “poison pills,” or legal clauses that trigger post-acquisition
asset sales or other value-destroying measures) are not always
sufficient to deter a full battle. The target company may ultimately
succumb or force a proxy fight (i.e. a vote by shareholders on
whether to proceed). Alternatively, it may search for a friendly
partner to take over a minority stake (a so-called “white squire”)
or a majority stake (“white knight”) in the company.

A merger occurs when two companies, often of roughly equal
size and strength, combine their operations to create a new
company. The motivations follow along the lines described above
(i.e. vertical or horizontal expansion, or conglomeration to boost
enterprise value). For instance, ABC Co. and one of its main rivals,
JKL Inc., may decide to join forces in order to create a dominant
market position and generate cost savings. If we assume that the
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two companies are about the same size, the transaction may be
considered a “merger of equals,” yielding an entirely new firm
comprising the consolidated operations of the two.

LEVERAGED BUYOUTS

An LBO, sometimes known as a management buyout (MBO), is
another common form of corporate finance transaction. An LBO
is arranged when a public company, with shares listed on a stock
exchange, is “taken private” — that is, all of the shares held by the
public are purchased by a small group of the company’s managers
and/or a sponsoring private equity group and the stock is de-listed
from the exchange. Once the company is private it no longer
needs to answer to a broad base of shareholders regarding perfor-
mance and strategy issues, thereby gaining valuable operating
freedom. The team taking the company private need only satisfy
a small number of stakeholders, primarily those that are involved
in financing the deal.

The strategy and rationale behind the LBO is to repurchase
outstanding shares from investors by using a great deal of
borrowed money (hence the term “leveraged” in LBO) and then
begin a multi-year (e.g. 3-5 year) program of reshaping the
operating structure of the firm. Reshaping is typically based on
reducing the cost of goods sold and operating/selling, general and
administrative (SG&A) expenses, introducing new efficiencies,
and perhaps realigning or eliminating product lines that no
longer produce the desired margins. In some cases entire portions
of the company may be sold to generate cash for eventual
repayment of debt. In fact, firms that require significant financial
restructuring are good LBO candidates: companies with little
outstanding debt, a relatively high cost base, and a mature and
recognized product base generally fit in this category.

Since the firm’s interest expense becomes so much greater
under an LBO, reducing costs is essential. The end goal of the
successful LBO is crystallized after the restructuring program is
completed: the newly restructured company, which may still have
a reasonably large amount of debt but a leaner cost structure and
amore focused operation, is either recapitalized through an initial
public offering or is sold to a third party (e.g. another company).

197



INSTRUMENTS AND TRANSACTIONS

In either case, cash raised is used to pay down the remaining debt,
and the new company that ultimately emerges is financially
strong. The LBO group sponsoring the deal generates its own
profit from the sale proceeds. Figure 8.3 illustrates the LBO and
post-LBO flows.

SPIN-OFFS

A spin-off is a public or private sale of assets that provides a
company with a valuable cash injection or allows it to increase
efficiencies and focus its operations. A spin-off can be managed as
a carve-out or disposal, and is intended ultimately to boost
enterprise value.

(a) LBO phase
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A carve-out involves the sale of some part of a company’s
existing operations, such as a profitable and well-regarded
subsidiary that can be readily split from the balance of the firm.
By selling one of its units, the company hopes to earn a premium
over book value (i.e. the value at which the asset or unit is
carried on the company’s balance sheet) that will increase its
own worth. Naturally, such a sale is only contemplated when
management believes that the transaction will add value and
will not impair its ability to operate efficiently and profitably.
Indeed, there is little point in selling assets if the value of
the company will be permanently damaged. Let’s assume that
ABC Co. has a highly profitable subsidiary, ABC Sub Inc.,
and that management believes it can create value for ABC Co.
shareholders by carving out the subsidiary. It may thus work
with a bank, a private equity fund or even a competitor to struc-
ture a private sale of ABC Sub Inc., or it may decide to float
ABC Sub Inc. publicly through an IPO. In either case, ABC Co.
will receive the financial benefit of the sale, while ABC Sub Inc.
will continue its operations as part of another firm or as an
independent entity.

Divestiture is another form of spin-off. While the divestiture
shares certain similarities with the carve-out — namely, the sale of
a portion of a company — the value driver is somewhat different.
In the case of a carve-out, a company believes that it can create
value by selling a valuable asset to the public or a third party,
while in a divestiture it seeks primarily to exit a business line that
is no longer essential to its operations or which is not performing
up to financial expectations. The sale may or may not generate an
immediate gain for the company. In fact, the divestiture in some
cases may be done at a loss to book value, creating a one-time
charge against the income statement. However, if the decision
proves ultimately to be correct, the value of the firm should rise
over time as an underperforming operation ceases to hamper the
firm’s progress or tie up its capital.

RECAPITALIZATIONS

A recapitalization is a corporate finance transaction that is used to
restructure the form and size of a company’s capital base. This
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generally involves using debt and equity to create a capital base
that is more appropriate for a firm’s circumstances at a particular
stage in its corporate life, or in light of changing market circum-
stances (including competitive pressures and potential takeover
threats).

A recapitalization is often associated with deleveraging of
the corporate balance sheet. A firm may, over time, become
overly dependent on debt, causing its financial position to
weaken — perhaps to the point where financial pressures from
a large interest burden set in and the credit rating is threatened.
In such instances a company may implement a recapitaliza-
tion program to overhaul its funding structure. For example,
if ABC Co. finds itself with too much debt and not enough
equity, it may arrange for simultaneous issues of common
and preferred stock, using the proceeds to repay a variety of
medium- and long-term loans and bonds. While this may
initially lead to a higher cost of capital, it will give ABC Co.
greater financial strength and flexibility, both of which can
boost corporate value.

In some cases a firm may have too little leverage. This means,
of course, that it may not be taking full advantage of the tax
shield that is generated through the use of debt. If we assume that
ABC Co. is now underleveraged rather than overleveraged, it can
again arrange a recapitalization program where it issues new debt
(or borrows from its bankers) and uses the proceeds to buy back
some amount of stock.

But recapitalization needn’t only focus on a rebalancing of debt
and equity. In some instances these transactions involve
restructuring of the voting rights accorded to investors. Again,
depending on the specific nature of a company’s control structure
and its ultimate goals, directors may authorize distribution of
voting power by diluting the voting rights of a small block of
control investors and expanding those of a larger base of minority
shareholders. This places greater legal control in the hands of
small investors. Alternatively, directors may propose a dual-class
recapitalization that creates two classes of shares: those where
minority shareholders are given less (or no) voting power and
those where control shareholders are given virtually complete
voting power.



CORPORATE FINANCE

VALUING CORPORATE FINANCE DEALS

A company must only arrange a corporate finance deal when it
makes financial sense to do so. In other words, a deal must create
value for stakeholders. The valuation process centers on exami-
ning what a company looks like before a deal (ex-ante) and
forecasting what it might like look after a deal (ex-post). This is
typically done by developing a detailed analysis of operating and
financial risks, current and future cash flows, current and antici-
pated cost of capital, and current and expected earnings per share.
However, since the process relates to estimates of future events, it
can never by completely accurate. In fact, a good valuation process
incorporates multiple scenarios (i.e. base case, worst case, and best
case), so that the “value range” of the transaction can be properly
considered in the financial planning process.

Let’s consider, as an example, the basic steps involved in valuing
an acquisition: ABC Co., expanding horizontally, wants to buy
Acme. In the first step, ABC Co. examines the present value of
Acme’s future (after-tax) income. The actual process takes us back
to our discussion in Chapter 4: the present value (PV) of future
earnings is estimated over some reasonable horizon period (e.g.
5 years) and then the terminal value of the flows for the period
extending beyond the horizon is computed. This vyields the
minimum value that ABC Co. will have to pay for Acme.

The second step is to add in an estimate of the PV of future
gains expected from any synergies. This is a critical component as
it reflects the perceived benefit that management believes can be
obtained by combining ABC Co. and Acme. But it is a complicated
process that should really be approached with a fair degree of
conservatism. The essence of this step is to consider the incre-
mental benefits that will be achieved via the acquisition — those
above and beyond the pure “summation” of the two component
parts. This can include increased revenues (e.g. from leveraging
multiple sales forces), increased cost efficiencies (e.g. from elimi-
nating duplicative efforts), increased depreciation (e.g. from
greater asset revaluations), and so forth.

Naturally, Acme’s investors are unlikely to sell their shares to
ABC Co. without receiving some premium. Naturally, ABC Co.’s
directors need to protect their own shareholders by minimizing
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the size of this premium. We can summarize the theoretical value
of the deal, before the payment of any premium, as:

theoretical value of acquisition = PV of future earnings

of target + PV of
, [8.1]
future earnings from

synergies

So, if ABC Co. estimates that the PV of Acme’s future earnings
amounts to £500 million and conservatively believes that a
further £100 million of synergies can be obtained from the
purchase, then Acme’s shareholders will receive £600 million,
plus any premium negotiated between the boards of the two
companies.

The process above works well for an “all cash” deal. But what
happens if ABC Co. wants to buy Acme using ABC shares? Such
stock acquisitions are actually quite common. In fact, the same
general principles apply, but an extra step is needed to determine
the number of shares that ABC Co. will have to offer to Acme’s
shareholders. This is estimated by computing a ratio based on the
price offered for the target (Acme) and the price of the acquiring
company (ABC Co.). Assume that Acme currently has 100 million
shares outstanding, meaning that the per share purchase price is
£6. Assume further that ABC Co.’s current share price is £12. This
means that the exchange ratio is 0.50. That is, ABC Co. will give
up 0.50 shares of its shares for 1 share of Acme. Let’s now assume
that ABC Co.’s share price is £20 rather than £12. This yields an
exchange ratio of 0.30 — meaning that ABC Co. has to give up
fewer shares to acquire Acme. Not suprisingly, when the acquiring
company has a strong and rising stock price, it will pay “less” in
shares than if it has a low and falling stock price. In fact, stock-
based acquisitions are very popular when the stock market is
strong and the prices of potential acquirers are on the rise.

Valuing corporate finance deals is quite tractable when the
parties involved are publicly traded, as the quoted stock prices
give an indication of market value. But what happens when one
or both companies are private? The process in such cases must
turn to the use of a proxy method, such as the constant dividend
growth model we discussed in Chapter 4. While this assumes that
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the private companies pay dividends and requires assumptions
about dividend growth and the cost of capital, it can provide some
estimate of value. We can therefore adapt the constant dividend
growth model (assuming that all earnings generated are paid out
as dividends):

dividends (1+ growth rate)

proxy value of shares cost of common — growth rate [8:2]
Assume, therefore, that ABC Co. and Acme are private, rather
than public, companies (with all shares held by management and
employees) and that ABC Co.’s finance team has prepared
estimates of the data reflected in Table 8.1.

The fair value of ABC Co. would equal £43.33, while the fair
value of Acme would amount to £14.88. This would suggest a
swap of 0.34 “shares” of ABC Co. for a single “share” of Acme
based on a pure exchange ratio. However, since the earnings per
share (EPS) estimate doesn’t include any synergy effects, some
additional gain has to be factored in. If we assume that synergies
will add 20 percent to the value of the acquisition, Acme’s share
value is adjusted by 20 percent to yield a fair value of £17.85. The
new exchange ratio is thus 0.41.

Proper accounting treatment is vital in corporate finance deals,
especially for mergers and acquisitions. Though specific details
differ across systems, the essential points center on accounting
via the pooling of interest method and the purchase acquisition
method. The pooling method is used when two companies
involved in a deal exchange stock on a tax-free basis. The result-
ing “consolidation” is simply an addition of the balance sheets of
the two firms. Thus, if ABC Co. and Acme merge by swapping
stock, the resulting ABC Co.—Acme balance sheet is a simple
summation of the individual parts. If the transaction is an

Table 8.1 Company estimates

ABC Co. Acme
EPS £2.50 £1.30
Cost of capital 10% 12%

Dividend growth 4% 3%
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outright acquisition, such as ABC Co.’s purchase of Acme, then
the purchase acquisition method must generally be used. If the
purchase price is precisely equal to the target’s company net
worth (i.e. assets minus liabilities), then the consolidated balance
sheet is again an addition of the two components. However, if the
purchase price exceeds the target’s net worth the balance sheet
must reflect an upward valuation of assets to reflect the differen-
tial. This value is reflected in the goodwill account; goodwill pre-
mium is typically amortized (or reduced) over a period of time.

CORPORATE FINANCE CHALLENGES

We've considered the logic behind corporate finance deals, the
nature of key transactions, and how they can be valued to ensure
that a company is not over- or under-valuing a deal. If the deal
makes tactical and strategic sense and is successfully arranged
and managed, then shareholders should over time reap the bene-
fits of a higher share price. But corporate finance is a challenging
discipline. Companies face a number of hurdles in their pursuit
of good deals and must be aware of the potential pitfalls. Some of
the most common challenges include:

e Overpaying for an acquisition: the history of mergers sug-
gests that companies acquiring other firms can overpay for
their targets. We've noted that valuing deals is not an exact
science, because much depends on estimates of unknown
future earnings. However, when an acquirer takes an aggres-
sive stance and pays a large premium for a target by assum-
ing overly optimistic future earnings flows and/or synergy
effects, it may undermine the financial rationale for the trans-
action and ultimately destroy, rather than create, enterprise
value.

e Creating too broad a focus: managing corporate operations is a
difficult task, and one which can be made more difficult by
adding other operations that are only loosely connected with
core operations or which are completely unrelated. Many
conglomeration-based transactions — created through mergers
or acquisitions of very different companies — have proven over
the years to be ill-advised; in the extreme, failed attempts at
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conglomeration have actually reduced, rather than enhanced,
enterprise value.

e Failing to capitalize on synergies: we know that the value of
certain types of deals lies in the creation of synergies. If the
management team of a company that has just merged with, or
acquired, another company cannot crystallize these synergies,
any premium paid on the deal will be lost. When a firm can’t
convert “theoretical” synergies into true economic value, the
financial decision driving a deal will have been made in error.

e Failing to properly integrate operations: integrating the opera-
tions of two (or more) different companies can be a very diffi-
cult task — even when they are in the same industry. Firms tend
to have unique corporate cultures, human resource require-
ments, technology platforms, business strategies/approaches,
and so forth. Lack of proper attention to these individual char-
acteristics, and how they need to be handled in order to create a
proper strategic operation and add corporate value, can again
jeopardize a transaction.

o Lacking discipline to reduce expenses or sell assets: the finan-
cial justification for certain kinds of deals, including acquisi-
tions and LBOs, is often based on cost reductions and/or asset
disposals. If a firm is unable to implement a disciplined regimen
of post-deal cost controls or is unable to complete a program of
asset sales, it may again undermine the rationale for executing
the deal.

e Treating investors unfairly: investors supply capital and capital
drives corporate operations. If board directors and executives
arrange a deal that is not in the best interests of investors (e.g.
significantly overpaying for another company, merging on
bad terms, attempting to reallocate voting rights), they risk
breaching their fiduciary duties, alienating shareholders, and/
or jeopardizing access to future capital. Dissatisfied investors
may try to oust directors or sell their shares and put downward
pressure on the company’s stock.

If these challenges are well understood in advance, then a com-
pany’s managers can help ensure that proper steps are taken to
avoid problems. Naturally, even such diligence is not an absolute
guarantee for success, as we can see in the Finance in action 8.1.
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FINANCE IN ACTION 8.1: CHALLENGES OF CORPORATE
FINANCE DEALS

The financial markets have been witness to many mergers and
acquisitions over the years, including some that can be classified as
“mega-deals” — multi-billion-dollar mergers, acquisitions, or buyouts
that capture the spotlight. Some of these transactions have been very
successful, others unfortunately less so — either because the price
paid to acquire another company has been too high, cost savings
haven't been realized, synergies have failed to materialize, or
corporate cultures have clashed.

Indeed, some of the biggest corporate finance deals have turned
sour some years after completion, as reflected in low or falling post-
merger stock prices (which, as we know, is a direct measure of
shareholder value). We need only think of some of the biggest ones to
realize just how difficult it is to conclude a good corporate finance
transaction. Consider, for instance, the $25 billion 1988 LBO/merger
between tobacco company RJ Reynolds and foods company Nabisco:
after competitive bidding for the companies between rival banking
groups pushed the cost of the deal up, the winning bidders saddled the
newly combined company with an enormous amount of debt, placing
tremendous financial strain on its operations for many years. To gain
relief, RJR Nabisco’s international tobacco operations were sold to
Japan Tobacco in 1999, and the US tobacco and the Nabisco food
businesses were placed in separate companies. One year later, Philip
Morris (later renamed Altria) acquired Nabisco and merged it with its
own Kraft Foods, leaving R} Reynolds back where it started, as a
US-based tobacco company; Altria itself eventually spun off Philip
Morris in a separate deal. In another example, Daimler and Chrysler,
the much-touted $39 billion 1998 combination of the two auto giants,
failed to produce the returns so widely expected. Daimler abandoned
the venture in 2007, actually paying $650 million to transfer an 8o
percent stake in Chrysler to private equity group Cerberus (which then
had its own stake taken over by the US Government in a 2009 bailout;
Fiat of Italy eventually stepped in to take a controlling stake in Chrysler).
Similarly, the merger of AOL and Time Warner — which was billed as a
transformational new millennium deal uniting new media with
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conventional media — became something of a financial disaster for
Time Warner investors. The world’s largest M&A deal of the time was
both strategically flawed and wildly expensive ($166 billion), executed
at a very high premium at the top of the “dot-com” bubble. After less
than a decade the deal was unwound, at a significant cost to
shareholders. Worldcom, the high-flying telecom darling of the 19g0s,
bought MCl Communications in 1997 for $42 billion. Unfortunately,
the debt burden was so great that Worldcom managers began
committing financial fraud to “enhance” the company’s earnings —
culminating in a spectacular bankruptcy in 2002. And, in the banking
sector, a series of mergers and acquisitions within the Citigroup
universe eventually had to be reversed or abandoned; the Travelers
insurance unit was sold off, the Smith Barney retail broker was
ultimately transferred to Morgan Stanley, the Salomon Brothers
investment bank was integrated and downsized, and the Nikko
Japanese venture was sold —all at the expense of Citigroup shareholders.
We can also point to the £71 billion acquisition by Royal Bank of
Scotland and its partners of the Dutch banking giant ABN Amro as
another example of a failed deal. The transaction was completed at a
very high premium just prior to the Credit Crisis of 2007, and required
partners Fortis and Santander to take up portions of the target bank.
The deal was so large and expensive that it ultimately contributed to
RBS’s undoing — the collapsing financial markets caused the British
government to step in to bail out the bank. This is a small sampling of
deals that just haven't worked as anticipated, either because of
excessive premiums, flawed strategies, or failed integrations.

Of course, many deals have proven successful. We need only think
of giant M&A transactions like Exxon and Mobil (energy), P Morgan
and Chase (banking), Pfizer and Warner Lambert (pharmaceuticals),
British Petroleum and Amoco (energy), Smithkline Beecham and
Glaxo Wellcome (pharmaceuticals), and American/US Airways and
Delta/Northwest (airlines), along with literally thousands of small
and middle-market transactions, to realize that the right deal can be
beneficial to all parties. But creating a successful transaction takes
rigorous financial analysis, thorough understanding of strategy,
support of key stakeholders, proper timing, and discipline in pre-deal
and post-deal execution and integration.
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CHAPTER SUMMARY

Corporate finance transactions are designed to optimize a com-
pany’s operations through expansion, rationalization, or restruc-
turing. The most common classes of deals include mergers (where
one company combines with another company on a relatively
equal basis to create a “new” company), acquisitions (where one
company buys another company), leveraged buyouts (where a
publicly listed company takes itself private by borrowing to pur-
chase outstanding shares), spin-offs (where a company sells one
or more of its units or divisions to the public in an IPO or private
equity transaction), and recapitalizations (where a company
restructures its capital base). Deals can be arranged to expand
market share, create earnings stability, reduce costs/generate
operating efficiencies, acquire intellectual property, and/or alter
the capital structure. Valuation generally centers on examining
the impact of a deal on future earnings; since this involves
unknown events, it requires analysis of a range of scenarios.
Corporate finance deals are fraught with challenges that must be
considered during the planning phase. These can include over-
paying for another company, creating too broad a business focus,
failing to properly integrate newly acquired operations into
existing operations, failing to reduce expenses or sell assets as
needed, and treating investors unfairly.
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FINANCIAL PARTICIPANTS

CHAPTER OVERVIEW

Chapter 9 begins the first of two chapters focused on macro-
finance issues, where we consider how concepts from Parts 1 and
2 influence, and can be influenced by, a range of individual,
institutional, and sovereign parties. We begin by analyzing how
key groups of participants — including intermediaries, end-users,
and regulators — rely on financial dealings to conduct their daily
activities, the role that each one plays in supporting the entire
cycle of finance, and the motivations that drive activity. We then
assemble a complete picture of how the groups interact, and
conclude by considering forces of disintermediation that can
affect financial intermediaries.

THE ROLE OF PARTICIPANTS

Macro-finance, which involves the study of finance at the sys-
temic level, is concerned with both participants and marketplaces.
We'll consider participants in this chapter and reinforce the
discussion with an overview of marketplaces and financial market
variables in the next chapter. Both, as we’ll discover, are integral
to a complete understanding of finance.
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The concepts, tools, instruments, and transactions that we’ve
discussed in the past chapters form the backbone of micro-based
finance. They are the essential ingredients that allow companies
to make decisions about how to optimize their operations and put
in motion strategies that lead to the best possible funding, risk
management, liquidity, and enterprise value solutions.

Such micro-level financial concepts and instruments exist
because of, and in service of, a range of participants. If these par-
ticipants didn’t exist, or were uninterested in the overarching cor-
porate goals that we’ve discussed, there would be little point in
studying finance. And if they didn’t exist, there would be no need
to develop the tools, instruments, and transactions that we’ve
considered.

Fortunately, these participants exist and are able to fulfill the
crucial roles required to create a workable financial process.
Understanding their specific roles is important in gaining a per-
spective on the macro-financial framework. Specifically, we are
interested in understanding how key financial participants rely
on financial dealings to conduct their activities, the specific func-
tions that they play in supporting the financial “life cycle,” and
the motivations that drive them to participate. This framework
allows us to tie together many of the individual topics that we’ve
already discussed.

KEY PARTICIPANTS AND THEIR OBJECTIVES

To build the macro-finance picture we need to divide our dis-
cussion into three broad categories: intermediaries, end-users,
and regulators. We can then atomize these classifications to gain
greater insight into specific roles and responsibilities.

INTERMEDIARIES

Our review begins with intermediaries, or institutions that inter-
mediate (stand between) those providing and those using capital,
those acquiring and those purchasingassets, and those transferring
and those accepting risks. Though the intermediation function
might sound rather simple (i.e. matching up two different parties),
it is actually quite complex; the function in its most developed
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form features product development, risk-taking, sales/marketing,
and advisory services. To understand the full scope of interme-
diation we can consider the different functions that intermediaries
perform and the types of intermediaries that are active in the
financial markets.

Let’s first consider the functions that intermediaries, as a group,
perform. Though the depth and sophistication of these services
vary considerably across national systems, intermediaries
operating in the world’s most advanced financial sectors are able
to offer most or all of the services described below.

o Capital-raising and lending: while all services provided by
financial intermediaries may be considered important, none is
perhaps quite as vital in creating enterprise value as the raising
of capital and financing. We know that companies regularly
raise debt and equity capital and obtain loans and other forms
of credit in order to finance balance sheet operations. Inter-
mediaries are uniquely positioned to provide this essential
service: they have access to investors, depositors, and other
banks that are willing to supply capital, they have rosters of
clients that need to raise capital, and they have the market
knowledge required to properly arrange and execute all
manner of financings. If intermediaries did not exist to perform
this function, individual companies would be left trying to
raise their own funds in an inefficient, and almost certainly
more expensive, manner.

e Trading and liquidity provision: many intermediaries are
active in trading securities and other assets, either as agent or
principal (through the electronic trading mechanisms that we
have reviewed previously). When an intermediary acts as an
agent (or broker), it simply matches buyers and sellers of
securities, taking a small spread as a commission (but taking
no risk itself). When it acts as a principal (or dealer), it assumes
risk by taking one side of the transaction (e.g. purchasing a
security) and then either retains that risk, hedges the position,
or separately arranges an offsetting deal (e.g. selling the secu-
rity that it purchased); in this capacity the intermediary effec-
tively provides liquidity to the marketatlarge. If intermediaries
did not perform this function, the secondary markets for
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trading of securities and other assets would be far less liquid
(if not completely illiquid), meaning that investors would be
unable to quickly sell or rebalance their portfolios without
suffering significant losses.

Corporate finance advice: intermediaries often play a leading
role in detecting, and then arranging, mergers, acquisitions,
leveraged buyouts (LBOs), and other corporate finance deals.
They are again uniquely positioned to serve as advisors in
such matters as they have strong market and industry know-
ledge regarding potential corporate financing opportunities,
and they have the expertise to evaluate the fair value of poten-
tial transactions. Again, if intermediaries did not provide this
advice, companies seeking expansion or merger opportunities
or some other form of restructuring would be unable to do so
efficiently.

Risk management advice: we have described the importance
of risk and the use of derivatives and insurance in managing
risk. Not surprisingly, since many intermediaries are in the
business of taking and managing risk, they are well placed to
provide risk management services to their clients. By analyz-
ing a client’s financial risk picture, an intermediary can help
craft a risk management/hedging program that meets stated
risk/return and risk transfer goals. In addition, the financial
engineering capabilities of major intermediaries permit them
to offer clients unique, and sometimes complex, solutions. If
intermediaries did not perform this role, clients would be forced
to analyze, and then manage, their financial and operating risks
directly; for many this would be costly and inefficient.

Asset management: we have previously discussed the process
of creating investment portfolios to give investors an oppor-
tunity to allocate their capital in a professionally managed
setting. Some intermediaries focus on creating asset manage-
ment strategies for clients on a customized basis. Others pro-
vide similar services to investors at large, allowing a broad
base of clients to benefit from the intermediary’s research and
portfolio risk management expertise. If intermediaries did not
provide such asset management functions, client investors
would again be responsible for identifying potential investment
opportunities and creating their own investment portfolios,
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which would be a difficult, time-consuming, and potentially
expensive task for all but the most sophisticated.

e Custody: the financial business is founded on trust and repu-
tation, and the safekeeping of financial assets is one element of
this process. Many intermediaries provide clients with custody
services that include asset safekeeping, valuation, and report-
ing, and principal, interest, and dividend collection. Again, if
intermediaries did not supply this service, clients would be
forced to create their own processes, which would be costly.

One of the recurring themes in our brief descriptions above
relates to costs: though intermediaries charge fees, premiums, or
spreads for the services they provide, attempts by clients to repli-
cate the same services (if even possible) would almost certainly
come at a much higher price. Accordingly, by providing economi-
cally rational alternatives, intermediaries indirectly help corporate
clients to achieve their enterprise value maximization goals.

With that background in hand, let’s now consider the different
types of intermediaries that constitute an advanced financial
system.

e Commercial banks: these are regulated banking institutions
that in most nations accept deposits from retail and institu-
tional customers and use those funds primarily to grant com-
mercial and industrial loans and residential mortgages. This is,
of course, a “traditional” banking model that focuses heavily
on the creation of credit. Commercial banks generally feature
a full spectrum of clients: individuals seeking mortgage loans,
credit cards, or personal loans; middle-market companies
interested in working capital loans and lease financing; and
large companies interested in revolving credit facilities, leases,
and medium- to long-term acquisition loans. Though com-
mercial banks may also be involved with securities and asset
management, such business lines generally constitute a
smaller portion of their activities.

e Investment banks/securities firms: these are involved pri-
marily in the capital markets business, including issuing and
trading securities and providing corporate finance and risk man-
agement advice. These institutions focus heavily on primary
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issuance of debt and equity securities, along with secondary
trading and market-making, and maintain extensive client rela-
tionships in both the retail and institutional sectors so that they
can distribute securities. Within the advisory sector, the most
sophisticated investment banks offer corporate finance advice,
including mergers and acquisitions (M&A) and LBO structur-
ing; they may also act as principals in private equity invest-
ments in support of such transactions. Some are also active in
providing hedging services and derivative-based risk manage-
ment advice.

Universal banks: though relatively few in number, these can
be considered a hybrid of the commercial and investment bank
models. These institutions, which are usually constituted as
large international financial conglomerates, provide clients
with the broadest range of financing and advisory products
and services. Most are active in the issuance and trading of
securities, development and execution of risk management,
investment management, and corporate finance programs, and
extension of short- and long-term credit. Major universal
banks often offer traditional retail banking services as well as
more exclusive, higher margin, private banking services.
Thrifts/building societies: thrift institutions, also known as
savings and loans and building societies, are active primarily
in the residential mortgage market. Thrifts accept retail depos-
its, mainly from individuals, and use the funds to grant resi-
dential home mortgages. Though they may provide additional
forms of credit to individuals and may even grant commercial
mortgages to middle-market enterprises or property develop-
ers, most keep quite a strict focus on the residential market.
Thrifts can thus be regarded as specialized forms of commer-
cial banks, though they may be governed by different rules
and regulations to reflect their unique retail focus.

Insurance companies: these provide individual and institutional
customers with risk transfer advice and policies/products,
including the full range of insurance contracts described in
Chapter 7. The largest insurers operate on a global basis,
insuring risks across national boundaries through one or more
subsidiaries. National or local insurers, in contrast, concentrate
their business within a particular country or even within a
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single state or province. Some insurers specialize in writing
life and health coverage, others on property and casualty
coverage, and still others on the entire range of insurable risks.
Insurers may also offer customers annuities and other savings/
investment products.

e Reinsurance companies: these act as insurers of insurers, pro-
viding risk transfer coverage to insurers that are writing
primary coverage to their individual and corporate clients. In
fact, reinsurers can be regarded as wholesale institutions, as
they have no dealings with individual customers on a primary
basis; their business focus is strictly on the professional insur-
ance market, where they provide different classes of reinsur-
ance. Since reinsurers deal at the institutional level, they tend
to operate with a fairly broad geographic focus, reinsuring
risks across borders and exposure classes.

There are, of course, various other types of intermediaries, inclu-
ding dedicated bancassurance companies (combinations of banks
and insurers), asset managers, private equity funds, non-bank
financial institutions (e.g. captive finance and leasing companies
associated with an industry or parent company engaged in the
provision of loans or leases), government and quasi-government
finance entities, and so forth. These institutions tend to be more
specialized in their activities, though many are quite large when
measured by assets, revenues, or profits. It is worth noting that all
of these financial intermediaries are heavily supported by a broad
base of technology, which allows functions such as debit/credit
payments, merchant payments, cash transfers, investments, and
trading to be executed in the electronic sphere (see Finance in
action 9.1).

So, what motivates financial intermediaries to provide the
products and services noted above? We can point to two general
objectives: maximization of profits and management of risks.
Maximization of profits is simply a reiteration of our familiar
theme: financial intermediaries are most often constituted as
corporations and thus seek to generate as much income as possible
for their shareholders, within the confines of their business
models and risk-taking abilities. Thus, commercial and investment
banks, universal banks, insurers, and other non-bank financial
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intermediaries are in business to generate fees, premiums,
spreads, and commissions, and their shareholders will benefit as
long as they can offer useful products and services.

Management of risk is a second key objective. By linking
diverse pools of clients that have different views and requirements,
and developing new financial products, intermediaries can manage
their own risks more effectively. For instance, if one firm seeks to
raise capital through the committed underwriting of bonds, an
investment bank can supply the required capital, earning a fee
in the process. However, at this stage the investment bank still
holds the company’s bonds, meaning that it is fully exposed
to market and credit risks. By using its investor distribution
network or certain derivative contracts it can lower its risk profile
dramatically — while still locking in some amount of profitability.
Since intermediaries are in business to take risk, they must
actively search for ways of reducing, hedging or restructuring
such risks.

FINANCE IN ACTION g.1: A CASHLESS SOCIETY

Money implicitly or explicitly underpins every financial transaction
that occurs every day. And while the conventional notion of physical
money as a fungible medium of exchange and store of value supported
by government fiat is certainly still relevant, it is also clear that, in an
age of advanced technologies and widespread cross-border dealings,
electronic forms of money have become more important than ever.
Indeed, how many of us still carry around cash to buy anything
substantial? Though differences obviously exist between countries
and across income levels — Japan, for instance, is heavily cash
oriented, while Sweden and Canada are very cashless, and lower-
income earners are more cash dependent than higher earners — real
cash is increasingly reserved for small retail point-of-sale transactions,
like buying coffee, a newspaper, or a subway ticket — and even those
simple purchases are increasingly handled by a variety of electronica.
Many of us have come to rely on cashless mechanisms like ATM
cards, bank debit cards, digital wallets, and SMS payments via
smartphones to buy things. Indeed, we often don't even have to touch
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cash: employers can directly deposit salaries into bank accounts, after
which electronic bill payments, direct debits, automated investments,
and credit/debit card purchases add to and subtract from the bank
account balances. And the “e-money” concept is even more pervasive
at the corporate level where, apart from some petty cash transactions,
virtually all dealings occur electronically.

Though the taxonomy of this cashless society is evolving, for our
purposes we can introduce the concept of the electronic funds
transfer (EFT), an all-encompassing category that involves any
monetary exchange between accounts occurring in the electro-
nic sphere. Thus, an EFT includes credit card and debit card transac-
tions, direct deposits, direct debits, electronic bill payments, wire
transfers, and digital currency payments (directly and through digital
wallets, like ApplePay and GoogleWallet, which are essentially “thin
layer” storage for digital credentials). While most of us have used
credit cards and direct debits for a long time, digital currencies and
digital wallets are becoming increasingly ubiquitous as well — their
flexibility means that they can be used to purchase goods and services
in a store or online and even to send money via email to other
merchants or friends and family.

Digital currency (or digital cash) can be structured and used in
various forms. In its most basic retail construct, a consumer uses
cash or a credit card to buy “credits” online, which can then be used
to make purchases on various sites. In some instances the cash pur-
chases a unique number known as a digital certificate, which is trans-
mitted from buyer to seller at the time of the purchase. The digital
certificate is then effectively presented to the bank or credit card pro-
vider to complete an electronic funds transfer. Within the digital cash
world we can distinguish between so-called hard currencies (which
are most like cash as they permit no reverse capability, e.g. no refund
or reversal) and soft currencies (which have reverse capabilities). We
can also speak of centralized and decentralized digital currency
systems. A centralized system, like PayPal, has a central hub that is
managed and maintained by a single party and which supports digital
payments at its hub. So, if a consumer wants to make a payment to a
seller through PayPal, relevant bank or credit card information or
preloaded cash card value is input into a digital layer, after which the
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hub confirms and then debits and credits the corresponding accounts.
Decentralized systems feature no central hub and are instead widely
distributed amongst those who use the currency. For instance,
Bitcoin, a digital currency developed in the new millennium, is a peer-
to-peer mechanism where transactions are verified by network nodes
rather than a central administrator. In this case, a purchaser wanting
to use Bitcoin must first “own” some amount of Bitcoin (either from
participating in the “mining” process that creates Bitcoin or from
having accepted Bitcoin from another party in settlement of a transac-
tion) and must then find a seller or merchant willing to accept the
currency. Thereafter the buyer digitally signs a transaction with a
private key, which is verified by the network node using a public key
— after which the Bitcoin value is effectively transferred.

These simple examples are, of course, just small representations
of a much larger, and growing, world involving the digital exchange of
value. We may be sure that, as technology and encryption continue to
progress, the use of physical cash will continue to give way to all
manner of cashless mechanisms.

END-USERS

If intermediaries represent the supply of financial services, then
end-users represent the demand for those services. To consider
the demand side of the equation, we describe major classes of
end-users and the kinds of financial transactions that they are
most likely to be involved in.

e Industrial and service companies: these are the single largest
non-financial users of financial services. Large capitalization
and middle-market companies from virtually all sectors (e.g.
technology, automotive, energy, pharmaceuticals, consumer
goods, and so on) rely on access to financial services to manage
their business affairs. These companies regularly borrow
funds from commercial/universal banks and issue debt/equity
securities via investment banks in order to fund their expan-
sion plans; the significant amount of capital financing that
companies require is a key source of primary and secondary
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activity for intermediaries, and also allows the investment
demand of investors (noted immediately following) to be met.
These companies are also often users of M&A and risk
advisory/hedging services; this allows them to efficiently
incorporate acquisition, spin-off, or other corporate restructur-
ings into their strategic plans, and to hedge or transfer financial
and operating risks via derivatives and insurance. Obviously, if
these corporate end-users did not borrow funds or issue
securities, the global financial markets would be considerably
smaller; similarly, if they didn’t avail themselves of M&A
services, expansion or restructuring opportunities would be
limited.

Institutional/professional investors: institutional investors,
comprising open-end and closed-end funds, hedge funds, and
pension funds, as well as the investment or trust operations of
insurance companies and banks, are significant users of
primary and secondary investment and risk management
services. Institutional investors are the single largest group of
capital providers in the financial system, routinely absorbing
the greatest amount of debt and equity capital securities issued
on a primary basis, and actively buying and selling securities
on a secondary basis. In recent years they have also become
important players in the secondary loan market, buying por-
tions of loans originated by banks for their clients. The intent
of all of these asset purchases is to generate returns for their
own clients, including other institutional investors, individual
investors, and pensioners. Of course, if institutional investors
didn’t provide capital to the financial system, corporate end-
users (as well as financial institutions) would be unable to
fund their balance sheets appropriately. In addition to acquir-
ing capital instruments, institutional investors often use risk
management solutions and products developed by interme-
diaries in order to hedge or synthetically create particular risk
exposures.

Sovereigns and government agencies: governments are im-
portant borrowers in the global debt markets and they are
periodically active in the corporate finance market through
privatization of state-owned assets. Governments and their
central banks regularly issue securities to meet various goals.
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For instance, they may issue short-term securities (e.g. treas-
ury bills) to meet liquidity needs and help manage aspects of
monetary policy (which we’ll consider in Chapter 10). They
may also issue medium- and long-term securities: since
nations may have significant spending and investment pro-
grams that cannot be adequately funded with tax-based reve-
nues, they may have to issue medium- or long-term securities.
In practice, most governments use intermediaries to raise
capital; though many could issue directly to investors, the use
of intermediaries (so-called primary dealers) is an efficient and
effective way of distributing securities. Government agencies
are also periodic sellers of state-owned assets that they wish to
place into the private sector. Intermediaries may conduct
private or public sales of these assets in order to help a govern-
mental agency maximize value.

e Individuals: we have deliberately excluded discussion of indi-
viduals in the financial process in order to maintain our
corporate focus. It is clear, however, that individuals are an
important element of the marketplace, acting as small-scale
investors and borrowers. Though each transaction arranged by
a single customer may appear small, the collective portfolio of
transactions across all individuals quickly becomes very
significant — meaning that individuals are an influential
market force. Individuals invest in debt and equity securities
and investment fund shares via their savings and retirement
accounts. If individuals didn’t participate, capital issuers and
borrowers would face periodic capital supply shortages and/or
would place excessive demands on the institutional investor
base. Individuals are also active in the risk management area,
primarily through health, home, auto, and/or life insurance
policies that transfer unwanted risks to the insurance sector.
They are also frequent, and significant, borrowers through
consumer/credit card debt, auto loans, student loans, and home
mortgages.

What motivates end-users to participate in the financial
marketplace? First, end-users need capital in order to fund public
(government) or private (corporate) operations or, at an individual
level, to make significant purchases (e.g. homes, automobiles,



FINANCIAL PARTICIPANTS

education). Access to this supply of capital is essential and can
only be gained by tapping into the financial marketplace. In fact, if
end-users were unable to access the capital and loan markets, their
ability to grow would be severely curtailed. Second, end-users that
have an excess of capital to invest require access to conduits that
provide the opportunity of creating real returns. Simply put, it
would be impossible for this base of end-users to generate profits
on their resources if they were unable to access capital instruments.
Third, end-users want to be able to efficiently manage their risks.
This, as we have noted, can be accomplished by using a professional
risk transfer mechanism, where the benefits of diversification can
lead to lower premiums and fees.

While much of what we have discussed in the book so far relates
to Western concepts of finance — including risk, return, and profits
— intermediaries and end-users operating in the economically
significant Islamic world must adhere to special tenets of Islamic
law (see Finance in action 9.2). This approach adds to the concepts,
tools, and solutions that are available to participants.

FINANCE IN ACTION g.2: THE WORLD OF ISLAMIC
FINANCE

For those living in Western societies the concepts of interest, risk, and
speculation are well established and almost second nature. The Islamic
world, in contrast, embraces a very different kind of practice, commonly
known as Islamic finance or alternative finance arrangements. While
Islamic finance obviously has a long history of development and use in
the relevant local markets, it became part of modern global finance
starting in the mid-1970s, and has expanded steadily since that time.
Islamic finance can be regarded as a form of structured finance
that is designed to adhere to religious interpretations and legal rulings
that govern permissible financing and investment. Under Islamic
finance, contracts are permissible unless they are characterized by
one or both of riba (interest) or gharar (uncertainty), which renders
them null and void. Put differently, haraam relates to any action or
objective that is forbidden under Islamic law (e.g. interest or risk),
while halal represents any action or objective that is permissible. This
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means that a standard loan or derivative contract, such as might be
used by individuals and companies outside the Middle East, Malaysia,
or other Islamic centers, would not be legally binding, or even
permissible, under Shari’a, or Islamic religious, law.

To overcome these hurdles, structures have been developed that
permit trading of goods or assets today for a sum of money in the
future (bai’ muajjal, a de facto credit sale) or the trading of money today
for goods or assets in the future (bai salam, or a prepaid forward),
where the sale of an asset under one contract is matched by the
purchase of the asset under a second contract for a greater value. Sukuk
(or rent certificates) are popular “bonds” that grant the investor a share
of an asset, along with the associated cash flows, instead of interest
payments. Other common Islamic structures include the ijarah
(secured lease), murabaha (trust sale), wadiah (deposit safekeeping),
and takaful (Islamic insurance). Regardless of structure, it is important
to stress that interest is never explicitly paid, though it can be
incorporated as a “profit” in a credit sale or as a “rent” in a lease or
certificate and may even be benchmarked to a recognized market rate.
Naturally, each product is vetted and approved by Islamic scholars to
ensure adherence to Shari’a law. In addition, the Islamic Financial
Services Board, which was created early in the millennium, provides
guidance related to consistency of products, services, and rules.

Islamic finance is becoming well established in the global financial
system, with active markets developing around the world to serve an
estimated 40 million customers. According to various research
studies, approximately 60 percent of Islamic financial contracts and
assets are located in key Middle East financial centers such as Qatar,
Saudi Arabia, United Arab Emirates, Turkey, and Kuwait, with the
balance spread among regional Muslim financial centers (e.g.
Malaysia, Morocco, Indonesia) and international financial centers
(e.g. London, New York). Total assets held by Islamic banks reached
approximately $2 trillion in 2014, representing an annual growth rate
of more than 20 percent since 1994; additional assets are expected to
accumulate through banking “windows” and other non-Islamic bank
conduits. Total outstandings in the sukuk “bond” market exceeded
$300 billion in mid-2014, and the first Shari’a-compliant master
agreement for “derivatives” has been introduced (such Islamic
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derivative contracts are designed for hedging, so that uncertainties
can be removed from financial dealings). Though the sector can still
be regarded as nascent in terms of the overall financial markets,
growth has been impressive and expansion appears set to continue.

REGULATORS

Those dealing in the financial marketplace cannot generally do so
without some level of guidance and oversight from government
regulators. Most modern financial systems have some type of
regulatory “watchdog” to provide end-users with an appropriate
level of protection so that they don’t become victims of uninten-
tional losses or fraud.

The most effective and efficient way of providing end-user
protection is to set minimum standards for those supplying
financial services. These may relate to the minimum required
financial strength for institutions supplying services, the mini-
mum level of disclosure that must accompany deals or offerings,
minimum protections that must be granted to clients, and/or the
maximum amount that can be charged for specific services; in
some cases such protection may even restrict or prohibit the sale
of certain financial products to particular segments of the market.

The national regulatory system can be arranged in different
ways, depending on the depth and breadth of the local financial
services base. In the most advanced systems, however, we can
point to at least three classes of regulatory oversight:

e Bank regulator: this regulator is responsible for ensuring that
all financial institutions in the local system (either domestic
institutions or domestic branches of foreign institutions)
operate prudently by maintaining a minimum level of capital
and reserves, minimum level of liquidity, minimum standards
of asset quality, and maximum amount of leverage. The bank
regulator may also require banking institutions to contri-
bute to an insurance fund that provides depositors with pro-
tection against losses. Some countries feature regulators for
individual segments of the banking sector. Thus, one body
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may be responsible for regulating commercial banks, another
for regulating thrifts/building societies, and still another for
reviewing non-bank financial institutions.

e Insurance regulator: this regulator may operate at a state/
provincial level, a national level, or both, and is typically
responsible for reviewing the capabilities of insurers writing
specific classes of insurance and ensuring that they maintain a
minimum level of statutory reserves/capital. It also makes
certain that insurers conduct their dealings with policyholders
in a fair and equitable manner when settling loss claims.

e Securities/exchange regulator: this regulator is typically
responsible for overseeing the financial soundness and opera-
tions of local financial markets, including those created by
securities exchanges and/or derivative exchanges. Specifi-
cally, it ensures that market-making, trading, execution, and
settlement occur in a transparent and orderly fashion so that
investors (especially individuals) are adequately protected.
Securities regulators are often also responsible for establish-
ing minimum levels of disclosure for stock and bond issues
that are to be floated in the public markets, and may also be
responsible for the activities of investment banks/securities
firms, helping to ensure that they remain properly capitalized
and keep leverage at prudent levels.

Though countries differ in how they apply the financial regulation
model (see Finance in action 9.3), it should be clear that regulators
are essential players that help ensure that intermediaries and
marketplaces for intermediation adhere to minimum standards of
financial and professional conduct so that end-users are not
prejudiced or financially damaged.

FINANCE INACTION 9.3: DIFFERENT REGULATORY MODELS

While every country with a meaningful financial system has some
form of regulation, the range of models used to enforce that regula-
tion varies: some countries have opted for the single, consolidated
“super-regulator” model, where all activities are housed under one
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authority. Others have chosen to follow the fragmented “multiple regu-
lator” model, relying on a large number of specialized regulators to
police markets and institutions. And still others have opted for the
“middle road” model, granting regulatory powers to perhaps two or
three authorities. Proponents of the “super-regulator” model believe
that a single authority enhances communications, coordination, and
efficiencies. Supporters of the “multiple regulator” model argue in
favor of the need for greater specialization, particularly when the
national financial sector is very complex. Each approach has advan-
tages and disadvantages, and there is no particular evidence to
suggest that any one model is superior; in fact, individual countries
have different degrees of financial sophistication and development,
implying that there is no “one size fits all” solution. It is worth noting
that these models are not static, but changeable over time. Indeed,
governments, in the aftermath of some national or global financial
dislocation, often take the opportunity to change or fine-tune their
regulatory coverage models to address actual or perceived shortcom-
ings. Some representative examples of different regulatory models
are illustrated in Figure 9.1.

THE COMPLETE PICTURE

We now have the components that allow us to construct the
complete picture of financial activities and participants (we’ll
supplement this discussion with further comments on the
financial markets at large in the next chapter). Figure 9.2 features
a simplified and conceptualized view of the major groups of
participants and the role that each plays in the financial process.
Note that end-users are separated into two classes to simplify the
discussion.

Let’s briefly summarize the key roles and activities noted in
the diagram:

e Block 1 indicates that institutional and individual investors act
as suppliers of capital. This capital flows through the group
of intermediaries (who may supplement it with their own
capital) and on to the group of end-users that demands capital,
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End-users:
Institutional investors,
individuals

El Custody, Risk
asset mgmt

El Capital |1|

———m»

<«----»

Regulators: Intermediaries:
Bank, insurance, R Banks, thrifts, securities
securities firms, re/insurers

El Corporate Risk
finance

lz, Capital |1|

(____.
<«----»

End-users:
Corporations, sovereigns

Figure 9.2 The complete picture of financial participants

including companies and sovereigns/agencies. This represents
the essential debt and equity capital funding process. Associated
with the capital flow function is an implicit trading function.
Many investors continue to direct their trading through inter-
mediaries, which execute on exchanges or in the over-the-
counter (OTC) market on behalf of investors. Block 1 reflects
the fact that individuals may also be users of capital, borrowing
from financial institutions via mortgages, credit cards, and
other loans.

e Block 2, which centers on risk transfer, is less transparent.
Corporate and sovereign end-users often wish to transfer
financial and operating risks via derivatives and insurance. The
same is true of individuals (though in most cases this is limited
to insurance transfers). Accordingly, intermediaries can expect
to receive risk exposures from these end-users and must then
manage the resulting positions by hedging, diversifying, or
buying insurance/reinsurance. However, some end-users are
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willing to accept risk. For instance, hedge funds and certain
pension and investment funds take risks (primarily financial
ones) in order to boost their returns, and must therefore be
considered risk-takers. In fact, intermediaries often transfer
certain types of financial risks to these end-users in order to
reduce their own exposures. There are times, of course, when
even sophisticated risk-taking institutions reverse their
positions and shed, rather than accept, risk; when this happens
intermediaries must be prepared to react.

e Block 3, which focuses on specialized services, is group depen-
dent. We have noted that companies and sovereigns are active
end-users of corporate finance advisory services, and would
expect to receive the benefit of any such advice from inter-
mediaries. Individual and institutional investors may use
custody services (e.g. securities safekeeping) as well as specific
asset management programs and strategies.

The activities supplied by intermediaries are, of course, overseen
by the appropriate regulator(s). Naturally, this illustration is
simplified, as institutions may be involved in other financial
activities or may act in a manner opposite to the ones indicated
above. Alternatively, they may perform multiple roles (e.g. a
bank may supply capital directly to end-use companies, and may
also do so indirectly by financing a private equity fund, which
then invests in the capital of an end-use company). Nevertheless,
the general structure holds true and allows us to understand the
dependencies and relationships.

FORCES OF DISINTERMEDIATION

Intermediaries obviously play a vital role in the financial system:
they stand between demanders and suppliers of capital, and
between companies seeking partners and those willing to be
acquired; they create investment and risk management solutions
through their financial engineering expertise; and they provide
the custody services that allow assets to be safely held.

But all of these services come at a price — intermediaries are in
business to make a profit. End-users must therefore address, as
part of their financial planning activities, the relative cost/benefit
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trade-off attached to the services provided by intermediaries. If
the benefits obtained from efficiently raising capital or completing
a corporate finance transaction outweigh the fees/expenses that
must be paid, then the decision rule framework will suggest
proceeding. If, however, the costs appear too large, then end-users
may seek alternative solutions. This gives rise to disintermedia-
tion, or the process of removing intermediaries from their tra-
ditional roles in raising capital, granting advice, and providing
other financial services.

Disintermediation arises when end-users are presented with
alternatives or substitutes. For instance, if ABC Co. can issue
commercial paper or bonds directly to investors, rather than via
an investment bank, it saves on the underwriting fees. Or, if it can
trade assets in its portfolio through an electronic trading platform
with direct market access rather than via a securities firm, it saves
on commissions and asset management fees (institutional and
individual investors can, of course, do the same thing). If the firm
can identify and arrange its own acquisition or merger partners,
it can avoid paying advisory fees. Or, if it can detect a predictable
pattern of small losses within its employee health or disability
benefit portfolio, it can self-insure via a captive and save on
insurance premium costs. Figure 9.3 presents a decomposition of
the illustration presented earlier to demonstrate how financial
institutions can be removed from aspects of the process.

The concept of disintermediation sounds very appealing from
the perspective of the end-user. So why not eliminate the “middle
man” from all financial transactions? The short answer is: inef-
ficiency. It is very difficult, in practice, for most companies to
replicate the types of skills, services, relationships, and networks
that financial intermediaries have spent decades cultivating.

Forces of disintermediation are still somewhat limited, certainly
in the fullest sense of the word. While “partial” disintermediation
has occurred (e.g. replacing bank lending with the issuance of
bonds, which cuts banks out of their traditional credit-granting
role, but still leaves them involved in the issuance and trading
of bonds), full disintermediation is still rather uncommon. In
general, only the largest companies have the ability to remove
financial intermediaries from the process and even then tend to do
so very selectively. In practice some large firms issue short- and
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Figure 9.3 Disintermediation of select financial functions

medium-term liabilities directly to end-users; this, however, is
confined to firms with strong name recognition and healthy
financial standing. Note that small companies (and individuals)
have no practical, cost-efficient way of directly accessing credit
other than through intermediaries. Some large firms feature
in-house corporate finance teams that actively seek out acquisition
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opportunities, and some medium and large firms manage portions
of their operating risks via captives. There are greater signs of
disintermediation in aspects of trading and asset management,
where large and small investors now use electronic platforms and
direct market access to handle elements of trading and portfolio
management.

CHAPTER SUMMARY

Intermediaries, end-users, and regulators are the main partici-
pants in the financial marketplace. Intermediaries are institutions
that raise capital, provide trading and liquidity services, develop
corporate finance and risk management advice, manage assets,
and supply custody services to their clients. The main types of
intermediaries include commercial banks, investment banks/
securities firms, universal banks, thrifts/building societies, insur-
ance/reinsurance companies, and bancassurance conglomerates.
End-users include all firms that demand the financial products
and services created by intermediaries. These include industrial
and service companies, institutional/professional investors, sove-
reigns and government agencies, and individuals. Those dealing
in the financial marketplace cannot generally do so without some
level of guidance and oversight from government-related regula-
tors. Most modern financial systems have one or more regulators
to keep an eye on the activities of firms/marketplaces support-
ing banking, insurance, and/or securities activities. While the
services that intermediaries provide to end-users are valuable, the
specter of disintermediation — or removal of intermediaries from
the traditional role as “middle man” — exists. Disintermediation
can theoretically help reduce costs for end-users, which leads to
an increase in enterprise value. That said, the process of disinter-
mediation is still limited to medium-sized and large firms that
arrange some of their own financial transactions, and investors/
investment managers that execute trades directly into the market.
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THE GLOBAL
FINANCIAL MARKETS

CHAPTER OVERVIEW

Chapter 10 continues our discussion of macro-finance issues. In
this chapter we consider the macro-structure of the global financial
markets and their role in promoting capital flows and economic
growth. We then discuss the impact of key financial variables —
including interest rates, inflation, and economic growth — on the
markets and analyze the effect of monetary policy on financial
variables. Next, we consider elements of the financial markets that
give rise to their fluidity and dynamism, including deregulation,
capital mobility, volatility, and technology, and discuss how
financial crises can enter the picture. We conclude by considering
the practical impact of dynamic forces on the marketplace.

MACRO-STRUCTURE OF THE FINANCIAL MARKETS

In Parts 1 and 2 of the book we have considered aspects of finance
from a micro perspective; in the last chapter we have extended the
discussion by examining the macro roles of end-users, interme-
diaries, and regulators. We now build on that macro picture by
considering different segments of the financial markets and how
they are impacted by financial variables.
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To begin, we may note that the global financial markets com-

prise broad capital pools and asset classes that are linked through
a series of intricate relationships:

Money markets: these markets, as we’ve noted in Chapter 5,
consist of short-term liabilities issued by banks (e.g. certificates
of deposit, bankers” acceptances), companies (e.g. commercial
paper), and sovereigns (e.g. treasury bills). In the private sector
these instruments are used for liquidity management pur-
poses, while in the sovereign sector they may be used for both
liquidity management and monetary policy management,
which we describe below. Virtually all industrialized and
emerging nations feature some type of money market sector.
Debt markets: these markets, which include medium- and
long-term bonds and loans, constitute the single largest
element of the global capital markets. As we know, bonds and
loans are used for capital investment, acquisitions, and expan-
sion and may be renewed on a regular basis — making the
capital appear semi-permanent. Of course, these markets also
include loans granted to individuals for mortgages, auto-
mobiles, education, and so forth. The largest debt markets are
found in industrialized nations.

Stock markets: these markets include common and preferred
stock issued by corporations to fund productive operations/
permanent investments, and ensure that balance sheet leverage
remains reasonable. All market-based economies feature
companies that are capitalized via equity instruments, making
the overall market deep and broad. As we might expect, the
stock markets of industrialized nations tend to feature the
greatest breadth and depth of both securities and participants.
Foreign exchange market: this market, in which currencies are
exchanged for other currencies, represents the single most
actively traded element of the financial markets, with inter-
mediaries and end-users dealing in very large amounts of spot
(i.e. current market) and forward transactions every business
day (see Finance in action 10.1). Market activity is centered on
both major and emerging exchange rates.

Commodity markets: these global markets are broad and deep,
and feature a significant amount of spot and forward dealing;
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hedgers (e.g. commodity producers and commodity users) and
speculators (e.g. any institution seeking a profit) are both
active in this marketplace. Key traded commodities include
precious metals (e.g. gold, silver, platinum, palladium), indus-
trial metals (e.g. iron, copper, aluminum, zinc), energy (e.g.
oil/products, natural gas, electricity), agricultural products
(e.g. corn, wheat, soybeans), and softs (e.g. cocoa, coffee, sugar).
Derivative markets: these markets, as noted in Chapter 7,
include financial contracts that are linked to specific asset
classes, including interest rates, equities, foreign exchange,
credits, and commodities. Hedgers and speculators use the
markets to achieve specific goals, injecting liquidity in the
process. In fact, derivatives can serve as substitutes for, or
complements to, other financial instruments.

FINANCE IN ACTION 10.1: THE 24-HOUR GLOBAL
FOREIGN EXCHANGE MARKET

The global foreign exchange (FX) market, which combines spot and
derivative trading in both major and emerging currencies, is the most
actively traded segment of the financial markets. The Bank for
International Settlements has estimated that daily spot, forward, and
swap trading volumes exceeded $5 trillion at the end of 2013, up from
$3.3 trillion a day in 2007. Since the abandonment of fixed exchange
rates and the turn towards floating exchange rates in the early 1970s,
the market has evolved into a multi-center marketplace, where all
dealing is done via voice or electronically — apart from currency
futures and options contracts offered by certain derivative exchanges,
we may regard the market as being truly over-the-counter.

London has long been the center of global FX trading and
continued its dominance with a 41 percent market share in 2013,
followed by New York (19 percent), and Singapore and Tokyo
(5 percent each); the balance is split among various other financial
centers. A typical trading day begins in Sydney and Auckland, after
which dealing is taken up by institutions in Tokyo, Hong Kong, and
Singapore. Trading books may then be passed through Mumbai or
directly into the Middle East centers of Dubai and Bahrain, where

237



238

PARTICIPANTS AND MARKETPLACES

many international banks have a presence. Activity then shifts to the
European centers of Zurich, Frankfurt, and London (with some
additional trading also occurring in Moscow, Paris, Milan, and
Amsterdam). European trading overlaps for a few hours with the
North American opening, after which New York, Toronto, and Chicago
take over. From there books may be passed to the West Coast centers
of Los Angeles and San Francisco, marking the end of the 24-hour
business day.

The FX market attracts a range of participants, including individual
and institutional speculators in search of short- or long-term profits,
along with companies seeking to hedge or otherwise manage their
international exposures and government agencies attempting to
optimize their foreign exchange reserves and funding. More than 5o
percent of foreign exchange dealing is done between banks in the
so-called interbank market. The remainder is split between activities
involving hedge funds and other institutional investors, central banks,
corporations, and individual customers. Most dealing still involves
quoting against the US dollar (e.g. more than 88 percent of all
transactions have a dollar “leg”). However, there is also an active
market for “cross rates,” such as euro versus sterling, euro versus
yen, Swiss franc versus euro, and so forth. The most actively traded
currency pairs are dollar/euro (24 percent of all trading volume),
dollar/yen (18 percent), and sterling/dollar (9 percent).

While much of the activity in the global foreign exchange market is
speculative in nature, an important component relates to corporate
end-use transactions. In fact, corporate foreign exchange management
is central to the financial decision-making that we have discussed in
Part 1, and any company with an offshore presence must consider the
impact of foreign currencies on core operations. When a company
deals in offshore markets on a per-transaction basis (e.g. importing
from one country and/or exporting to another country), it must contend
with so-called transaction exposure, where currency arising from
individual cash flows can be managed individually. When a company
has an entire operation in a foreign country, it must deal more broadly
with a local currency balance sheet; this means that it must manage
translation exposure, or conversion of the local balance sheet back to
the home currency for accounting and disclosure purposes.
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Let’s consider a simple example of a situation where ABC Co., as a
UK-based company managing its operations in sterling, sources
components from the USA, payable in dollars, which it transforms
and distributes in Continental Europe, generating euro receipts.
Under this scenario the company must consider the potential effects
of deprecation or appreciation in the US dollar versus sterling, and
the euro versus sterling. Assume, for simplicity, that ABC Co. can
purchase inputs in the USA for $85 million and sell them in Europe for
€100 million. Let's examine two scenarios: the current market
scenario, which features a $/£ exchange rate of 1.56 and a £/€
exchange rate of 0.90, and a second scenario where the dollar
strengthens to 1.36 (meaning that the company pays more in sterling
to source the inputs) and the euro weakens to 0.80 (meaning that it
receives less in sterling from its sales). The results are summarized in
Table 10.1, which reflects how ABC Co.’s profit compresses
dramatically from this unhedged transaction exposure. We can, of
course, imagine the opposite scenarios as well, where sterling
strengthens against the dollar and weakens against the euro, which
would result in a larger profit.

Table 10.1 ABC Co. foreign currency exposures

Inputs Sales
($85m)  (€100m)

Scenario 1 $/£=156 £55m

} Profit £35m

£/€ =0.90 £90m
Scenario 2 $/£=135 £63m .
£/€ =0.80 £80m Profit £17m

If we now assume that the products supplied from the USA are
coming via Acme Supply (a subsidiary of ABC Co.) and are sold via
ABC Europe Distributors (another subsidiary), then ABC Co.’s
treasurer must move the analysis and decision-making from transac-
tion risk to translation risk. This is a more involved process, which
essentially requires the treasurer to make decisions on how best to
manage its multi-currency operations so that, when dollar and euro
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balance sheets are translated back into sterling, the resulting effects
do not have a negative impact on the parent company’s own balance
sheet. In order to do this, analysis is likely to focus on a number of
issues, including whether to:

e Raise short-term funds for Acme in dollars directly in the US
market or raise them via ABC Co. in sterling and swap them into
dollars for on-lending to Acme.

e Pay Acme for goods supplied for resale in sterling swapped to
dollars on a forward basis (locking in a known rate) or do so in the
spot market as needed.

e Convert the euros from sales proceeds from Acme Europe into
sterling on a forward basis (locking in a known rate) or do so in
the spot market as they occur.

e Make available long-term loans in sterling that are swapped on a
long-term basis into dollars and euros, respectively.

e Hedge the local equity accounts of each subsidiary to eliminate or
minimize the effects of accounting translations.

This is just a sampling of the foreign exchange issues that a typical
multinational company must address as part of the financial process.
Much of the decision-making invariably returns to the decision by
the company on how much financial risk it wishes to take in its
operations.

Each of the market sectors noted above is linked to the other
sectors directly or indirectly. In fact, the relationships between
different sectors are complex and sometimes unstable: changes in
one market can impact capital flowing into, or out of, another
market. Let’s consider some simplified examples of what might
happen to the financial markets under “normal” market scenarios
as key macro variables — including interest rates, inflation rates,
and economic growth rates — change.

Consider, for instance, that, when a country’s short-term
interest rates rise, the general cost of publicand private borrowing
rises in tandem. Rising interest rates tend to attract a greater
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amount of investment capital — investors in other asset classes,
including equities, sell their existing investments and redeploy
capital in the higher earning asset. This puts downward pressure
on stock prices (and the prices of other financial assets), making
money market and debt capital market investments look that
much more attractive — at least for a time.

Several “ripple effects” may then appear. First, higher interest
costs can lead to greater corporate profit pressures, which can put
additional pressure on stock prices. Reinvestment in productive
ventures may also slow, as the internal hurdle rate that a company
must achieve increases. Second, higher domestic interest rates will
attract foreign investors, for the same reasons cited above. Accor-
dingly, foreign investors will convert (sell) their home currencies
and buy the domestic currency, causing the latter to appreciate in
value. We may also note that a strong currency has important
implications for a country’s trade balance, causing goods exported
abroad to appear expensive in foreign markets; this can lead to a
decline in demand, which can also negatively impact export-
oriented corporate earnings. There is, of course, a limit to this pro-
cess. As more domestic and offshore investors acquire fixed
income assets, they force prices up and yields down. This will
eventually cause investors to stop allocating additional capital to
fixed income assets and may generate a temporary equilibrium.

The opposite scenario can also appear: when interest rates fall,
fixed income investments appear less attractive, causing capital
to flow into other asset classes, including stocks and diversified
investment funds (as well as “hard assets,” such as real estate).
Corporate interest expense declines, allowing companies to boost
their earnings and reinvestment activities, which helps increase
stock prices. Under this scenario, the domestic currency may
appear less attractive to foreign eyes, and will lose value as off-
shore investors liquidate their fixed income holdings and repatri-
ate capital (the amount repatriated depends, of course, on their
perception of domestic stock market opportunities). Separately,
a weaker domestic currency makes export goods appear more
competitive on the global stage, meaning that global demand for
corporate goods and services can rise and earnings can grow. This
can also lead to higher stock prices. There is, of course, an equilib-
rium under this scenario as well: at some point stock prices may
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trade at unsustainably high future earnings multiples, causing
investors to pull back and search for other opportunities. This
slows, and may even halt, the rise in stock prices, perhaps to the
point where fixed income investments begin to appear attractive
once again. Sometimes the halt is sudden rather than gradual, as
in the bursting of a bubble. This type of phenomenon is not,
unfortunately, unusual — asset bubble collapses happen every few
years, as the effects of “cheap credit” and subsequent asset price
inflation take their toll.

The generalized impact of interest rates on financial markets is
summarized in Table 10.2.

Let us also consider an example based on inflationary forces.
Inflation measures the price of goods and services at the whole-
sale level (via indexes such as the producer price index) and at the
consumer level (through the consumer price index or retail price
index). Rising inflation can result from excess demand for goods/
services during a strong phase of economic expansion. Higher
commodity prices can be a benefit to commodity producers
(e.g. oil and natural gas companies, resources/mineral compa-
nies), which may see their stock prices trade at strong earnings
multiples, but can be detrimental to commodity users (e.g. every
company that relies on commodity inputs to produce finished
goods), which may suffer from weaker earnings and/or be forced

Table 10.2 Interest rates and financial market impact

Scenario Key financial market impact

Rates 1 e Capital is attracted to fixed income assets, causing
stock (and other asset) prices to fall
¢ Borrowing costs rise, causing corporate profits to
decline and reinvestment to slow
¢ Domestic currency strengthens, causing export goods
to become less competitive
Rates | e Capital is diverted from fixed income assets to stocks
and other alternatives, causing their prices to rise
¢ Borrowing costs decline, causing corporate profits to
rise and reinvestment to increase
¢ Domestic currency weakens, causing export goods to
become more competitive
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to hedge their input exposures. During a period of growing price
inflation, the national central bank may be forced to deal with the
problem by raising interest rates; in fact, this is an important tool
of monetary policy, as we shall discuss below. Higher interest
rates create two “anti-inflation” effects: they make corporate bor-
rowing more expensive, which causes investment in production
to slow, and they make debt-financed purchases of goods more
expensive, again leading to a slowdown. Rising rates are thus
used to “cool” an overheated economy and lower prices, hope-
fully in a gradual and methodical fashion. Naturally, the opposite
scenario occurs when inflation is under control.

The generalized effects of inflation on financial markets are
summarized in Table 10.3.

Let’s analyze a third scenario where economic growth, as meas-
ured by gross domestic product — GDP, or the total output of goods
and services produced within a nation’s borders — weakens. When

Table 10.3 Inflation and financial market impact

Scenario Key financial market impact

Inflation 1 e Prices of core commodities increase, causing corporate
earnings and stock prices of non-resource companies
to decline

e Short-term interest rates begin to rise as the central
bank combats the price pressures, causing capital to be
diverted to fixed income assets

e Borrowing costs rise, causing corporate profits to
decline and reinvestment to slow

e Domestic currency strengthens, causing export goods
to become less competitive

Inflation ! e Prices of core commodities decrease, causing corporate
earnings and stock prices of non-resource companies
to rise

e Short-term interest rate hikes will cease, causing
capital to flow from fixed income assets to stocks and
other financial assets

e Borrowing costs decline, causing corporate profits to
rise and reinvestment to increase

e Domestic currency weakens, causing export goods to
become more competitive
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a national economy is contracting, corporate profits decline and
stock prices fall. In order to help restart economic activity, mone-
tary authorities may lower interest rates, hoping to spur borrow-
ing for both corporate investment and consumer purchases. Lower
rates, as we know, also lead to an increase in the prices of fixed
income securities and weaken the domestic currency relative to
other currencies, making export goods appear more attractive on
the world markets; the latter can ultimately help boost earnings,
and stock prices, of companies active in the export sector. Inflation
is unlikely to be much of a problem when the economy is weak:
companies and customers will curtail demand for goods, easing
price pressures. In addition, the prices of many commodities may
decline. With less price pressure, the central bank can lower inter-
est rates without fearing a rise in inflation. The cycle of lowering
rates will continue until there is some evidence that consumer
spending and capital investment are building once again. When
the economy begins its upturn — as evidenced by growing sales,
consumer debt, and corporate inventories — the central bank will
become more vigilant about inflation. Again, the opposite scenario
plays out when the economy is expanding.

Table 10.4 summarizes the financial market impact of GDP
scenarios. We must, of course, be careful about generalizing these
relationships, because exceptions appear during specific market-
driven cycles.

MONETARY POLICY AND FINANCIAL VARIABLES

Monetary policy can be defined as the set of financial actions taken
by a country, generally through its central bank, that allows it to
manage inflation and economic growth (and, indirectly, employ-
ment levels). Most countries try to promote steady economic
growth while keeping inflation under control. The latter point is
very important, as an economy that is growing rapidly but which
also features high inflation is in an unsustainable position: as
noted above, the purchasing power of consumers and companies
will eventually decline, leading to an economic slowdown (and an
associated rise in unemployment as workers are dismissed).
Conversely, an economy that is expanding at a steady pace while
inflation is held in check represents a far more balanced system.
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Table 10.4 GDP and financial market impact

Scenario Key financial market impact

GDP * e Corporate profits rise, causing stock prices to rise
¢ Short-term rates are increased (gradually), causing
fixed income asset prices to fall
¢ Domestic currency strengthens, causing export goods
to become less competitive
e Inflation pressures build, causing commodity prices to
rise
GDP | e Corporate profits fall, causing stock prices to decline
¢ Short-term interest rates are lowered, causing fixed
income asset prices to rise
¢ Domestic currency weakens, causing export goods to
become competitive
e Inflation pressures abate, causing commuodity prices to

fall

Implementing monetary policy is a delicate task. Those res-
ponsible, generally a group of officials within a country’s central
bank, must analyze and interpret a great deal of economic infor-
mation, some of which may offer conflicting signals on the health
of the economy. A small sampling of the key data that officials
may use to gauge the state of economic affairs is summarized in
Table 10.5. Proper interpretation of this data is vital, as any mis-
reading may cause officials to take the wrong actions regarding
interest rate adjustments.

In order to actually match policy to stated goals, central banks
rely on several different tools, including changes in the discount
rate, open market operations, and changes in bank reserve
requirements. Let us consider each one.

e Changes in the discount rate: the most visible, and frequently
used, tool of monetary policy involves changing official
short-term interest rates (i.e. the official discount rate). For
instance, the central bank may raise interest rates to slow
an economy that is showing signs of inflation. We know
from Part 1 that, when the central bank raises its short-term
rates, all other risky short-term rates (e.g. LIBOR) rise as well.
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Table 10.5 Sample of key economic measures

Measure

Indication

Gross domestic
product

Economic/business sentiment

Employment/unemployment

Producer price index
Consumer price index

Industrial production

Durable goods orders
Capacity utilization
Merchandise inventory
Merchandise trade
Housing starts

New home sales
Construction spending

Retail sales

Consumer confidence

Amount of goods and services produced
within a country, overall size and pace
of economic growth

The overall level of confidence in the
economy demonstrated by businesses
The level of the employment pool and
the amount of workers who are
unemployed

Level of wholesale prices/inflation in
the wholesale sector

Level of wholesale prices/inflation in
the consumer sector

Level of production in the wholesale
sector and the degree to which
productive processes are utilized

The amount of durable goods, plant,
and equipment processed

The degree to which an economy is
using its productive capacity, and the
amount of any excess or deficit

e The level of inventory on hand
¢ The balance of trade (exports minus

imports)

The amount of new home construction
started

The amount of new homes sold

The amount spent on commercial and
residential construction

The amount of sales conducted at the
consumer level

The degree to which consumers are
confident of their financial and
employment situation, and thus willing
to spend

As we've already noted, higher rates cause firms and indi-
viduals to borrow less. Less borrowing, in turn, means less
investment/expansion in productive endeavors, a slowdown in
production, and less debt-financed purchases by consumers
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and companies. A smaller amount of purchases translates into
less price pressure, which leads to a gradual slowing of the
economy and a decline in inflation. The opposite scenario
holds true.

Open market operations: a subtle, but effective, tool that cen-
tral banks frequently employ centers on open market opera-
tions, or management of liquidity in the financial system. For
instance, when the financial system at large is awash with
liquidity (e.g. an excess of cash) banks continue making loans,
spurring economic activity and placing upward pressure on
prices. To keep inflation in check, the central bank’s dealing
desk may issue government securities to financial institutions.
Since banks and dealers must pay cash for the securities, the
central bank draws liquidity out of the system, giving banks
less cash with which to make loans; this flows through the
system and leads to some curtailment of lending and,
ultimately, economic activity. The opposite is also true: when
a central bank wants to boost the economy in a period of
low inflation, it can buy securities from the financial com-
munity, injecting cash into the system and lowering rates.
While most of the time open market operations tend to be
short term in duration and modest in scope, more extreme
versions are used in times of great crisis (see Finance in action
10.2).

Changes in bank reserve requirements: central banks can also
implement monetary policy through a third tool, though they
tend to do so infrequently. Specifically, they can influence the
level of interest rates, inflation, and economic growth by
altering the reserve requirements applied to banks operating
in the national system. In most financial systems banks must
set aside in non-interest-bearing assets a particular percentage
of their balance sheets. For instance, if the current reserve
requirement is 10 percent, a bank is able to create €90 of new
loans with €100 of new deposits; the remaining €10 of reserve
requirements must be held in the form of non-interest-bearing
assets. If the central bank is concerned about an overheated
economy, it will try to slow the amount of new credit being
created by banks. Rather than (or in addition to) increasing
short-term rates, it may raise the reserve requirement (e.g.
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Figure 10.1a Tools to slow economic growth/inflation
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from 10 percent to 15 percent); this means that a bank that
previously granted €90 in new loans for every €100 of new
deposits taken in can now only make €85 in new loans. The
credit phase is thus less expansionary and should lead to a
slowdown in the purchasing and investing activities of
borrowers. The opposite can also occur, of course: if the central
bank wants to stimulate economic growth it can reduce the
reserve requirement.

These elements of monetary policy are summarized in Figures
10.1a and 10.1b.
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Figure 10.1b Tools to expand economic growth

FINANCE IN ACTION 10.2: THE AGE OF QUANTITATIVE
EASING

When a financial concept is discussed regularly on the evening news,
you may be sure that its role in the functioning of daily life has become
truly important. So it has been with quantitative easing, the name
given to actions taken by a central bank to expand the money supply,
lower interest rates, and stimulate the national economy. More
specifically, we know from our discussion in this chapter that central
banks regulate the level of money supply (and thus interest rates)
through open market operations, buying and selling government

investment increases
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securities to absorb cash from or inject cash into the financial system.
Quantitative easing is a “turbo-charged” version of this process
(though it tends only to happen in one direction):

e A central bank buys from financial institutions acceptable
securities in large quantities on a regular formulaic basis (the
“quantitative”) in order to pump cash into the system and lower
short-term interest rates (the “easing”).

e Banks, flush with cash, will lend to businesses and consumers at
the new lower short-term rates.

e The new borrowing causes businesses to expand further and
consumers to buy more, thus stimulating the economy and
creating new jobs, in a virtuous cycle.

e The process continues until the economy has stabilized; the
central bank then gradually halts it securities purchases and
begins pursuing its traditional monetary policies.

QE, as the process is commonly known, is implemented when all
other central bank stimulus measures have failed to kick-start a weak
economy and when short-term rates can no longer be cut further (i.e.
they are already close to zero). Not surprisingly, this tends to happen
during or immediately after a financial crisis when rates are already
low, credit creation is negligible, and economic activity is either
slowing or contracting.

During the QE process, a central bank doesn’t actually print
new banknotes to buy securities from banks, it simply creates
electronic cash to effect purchases. This still has the effect of inflating
the central bank balance sheet, eroding the value of the national
currency and setting the stage for possible inflation. And, while the
intentions may be good, there is no guarantee that financial insti-
tutions will actually use the newly minted funds in their lending
operations. Indeed, sometimes banks just use the central bank cash
to buy new securities, earning a positive spread with very little risk —
hardly the best way to try and “jump start” an anemic economy.
Moreover, the purchase of these new securities (e.g. bonds and
stocks) can create speculative asset pressures which might create
more problems down the road.
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While QE may not be a foolproof way of boosting an economy, it
has been used to a significant extent in the past few years. For
instance, during and after the Credit Crisis of 2007-2009, most
major central banks around the world implemented such programs
to try and stave off recessions (or worse) and to try and inject some
modicum of stability into otherwise fragile financial systems.
Consider that the US Federal Reserve saw its bank balance sheet
increase from $1 trillion in 2007 to $4.5 trillion at the end of 2014
when it concluded its 3-part QE program. In effect, the Fed pumped
$3.5 trillion in cash into the US financial system through the purchase
of securities from banks. Banks, in turn, used some portion of the
money to on-lend to individual and corporate customers, and some
portion to reinvest in other assets. During this 6-year period, US
short-term rates were near zero, the money supply expanded,
economic growth began to recover (albeit at a very slow pace) and
stock and bond values rocketed. The Bank of England, for its part,
purchased £200 billion in securities from banks in 2009 in an
attempt to shore up its economy; evidence suggests 1.5-2% growth
in the economy in the aftermath of the program. Similar QE programs
have been put in place over the years in Switzerland, the Eurozone,
and Japan.

The final verdict on the efficacy of QE is still open and may
ultimately depend on how individual countries manage in the
aftermath of massive easing. While some nations have successfully
used these monetary programs to lift their fragile economies and
create some level of financial stability in the short term, the medium-
term effects of potential speculative pressures, inflation, and currency
devaluation remain unclear.

In addition to monetary policy, nations can use fiscal policies to
guide their economies. Fiscal policy, in which a government
attempts to influence inflation and economic growth (and, by
extension, employment levels) through changes in taxes and
government spending, is generally agreed to be a medium- to
long-term process. Indeed, the effects of changes in tax policy
(such as the creation of new taxes or an increase or decrease in tax
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rates) or government stimulus measures (such as new spending
on infrastructure or defense) may not be apparent in economic
indicators for months or even years. Thus, while fiscal policy is an
important part of the “toolkit” and features prominently during
particular market cycles, it cannot typically be relied on to produce
short-term results.

FINANCIAL CRISES

Global financial systems are not perfect and are, in fact, subject to
all manner of pressures. Sometimes these pressures can build to
unsustainable levels, culminating in financial crises. These crises
may be of varying severity and breadth, but the end result in
most cases is some amount of financial damage to investors,
companies, intermediaries, and even governments. Of course,
these crises are nothing new: economic history shows us that
financial disasters have occurred since the dawn of trading and
commerce, typically as a result of economic fragility, asset bubble
collapse, risk mismanagement, debt mismanagement, currency
attacks, bank runs, and institutional flaws.

Financial crises can be categorized in many ways, but for our
discussion we can summarize them in three subclasses: banking/
credit crises, currency crises, and debt crises.

e Banking/credit crisis: this crisis represents a severe state of
dislocation in which a national banking system ceases to
function normally, making impossible the proper allocation of
credit — which we know is the fuel of any economic engine.
This kind of crisis can be created through a consistent mis-
pricing of risk during the growth phase of an economic cycle
(e.g. the boom period), which tends to become more extreme
as euphoria spreads. Once economic fortunes turn (e.g.
through some catalyst, such as the bursting of an asset bubble
built atop cheap financing), the mispricing evident in the
extension of risk becomes clear — losses sustained by banks at
the heart of the financial system are no longer covered by the
returns generated in previous years. Banks may then start
rationing credit: borrowers that previously enjoyed favorable
borrowing terms may be forced to repay their loans, creating
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liquidity problems and jeopardizing their own operations. In
more extreme situations, the complete lack of credit in the
downward cycle leads to growing corporate defaults, further
losses within bank loan portfolios, and so forth, in a self-
fulfilling cycle. Borrowers who have used funds to pursue
speculative ventures, such as real estate development or equity
investments, may become forced sellers of assets in order to
repay their loans, which leads to asset price devaluation. Reces-
sionary conditions may sweep into the economy, creating a
period of economic uncertainty, corporate defaults, heightened
unemployment, and so forth.

Currency crisis: this crisis is a form of financial disaster that
relates more narrowly to a significant devaluation in a coun-
try’s national currency as a result of inconsistencies between
its exchange rate regime and its macro-economic policies. The
dislocation centers on a change in currency parity, dissolution
of a peg, or migration from fixed to pure floating rates, leading
to a very large devaluation. Although a currency crisis can be
considered to be a narrower form of a financial dislocation
than a banking/credit crisis, we should not underestimate its
potential for damage — it can be a devastating event which can
have significant spillover into the real economy.

Debt crisis: this form of crisis occurs when a country can’t
support its debt obligations. When a country can no longer
pay its principal and interest, it moves into a very precarious
position: its national balance sheet comes under pressure, its
currency may suffer a similar fate, and a restructuring or
default may shut down access to the international capital
markets (sometimes for years). In addition, national equity
and debt markets may collapse, along with the value of other
tangible assets such as real estate. Local companies relying on
external financing for their own operations may see their bor-
rowing abilities restricted entirely and their costs of borrow-
ing rise to the level suggested by the distressed sovereign; in
more extreme situations they may also be forced into restruc-
turing or default. Debt crises appear on a reasonably frequent
basis; while some are relatively minor, others are quite major
and can involve the restructuring of tens of billions of dollars
of outstanding debt.
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FINANCE IN ACTION 10.3: THE CREDIT CRISIS OF
2007—2009

The Credit Crisis, which began in 2007 and carved a very destructive
path through the global economy for more than 2 years, was the most
devastating since the Great Crash/Depression of the 1930s, literally
reshaping the face of banking, commerce, and the national economies.
The origin of the Credit Crisis is generally attributed to a decline in the
overheated US housing market, which triggered widespread defaults
on subprime mortgages (home loans granted to borrowers of less
than desirable credit history or financial capacities). The reality is a bit
more complicated, and involves a confluence of players and events,
including loose monetary policies, rising (and then falling) real estate
prices, complex risk structures, punitive mark-to-market accounting
principles, lax regulatory oversight, poor corporate governance, and
inadequate risk management practices.

Let’s take a step back to review the salient points of this case.
From a macro-economic perspective, the US Federal Reserve's low
interest-rate policy, put in place in 2001 to reverse the weak economy,
permitted excess liquidity to build within the system. From 2001 until
the eve of the crisis in mid-2007 this excess liquidity was channeled
into the purchase of goods and services and, more importantly, hard
assets such as residential and commercial real estate. In addition to
this bank-based leverage, additional debt was injected into the system
by hedge funds, non-bank financial institutions, and a variety of off
balance sheet vehicles, which together acted as a de facto “shadow”
banking system. Not surprisingly, property prices escalated steadily
throughout many parts of the country during this period, with average
housing prices in some areas nearly doubling in nominal terms (e.g.
Florida, Las Vegas, California, and Arizona). While this provided
some homeowners with true gains as they sold or “traded up,” it also
fueled the mistaken belief that real estate prices would continue on
the same upward trajectory.

Flaws at the institutional level compounded the macro-economic
pressures. Many large banks based their business models on the
“originate and distribute” scheme, whereby assets that they “origi-
nated” (including subprime and prime home mortgages) were
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repackaged in securitized form (as described in Chapter 5), with dif-
ferent tranches “distributed” to a range of investors. As the housing
boom seemed unstoppable, banks were all too happy to lower their
underwriting standards and accept subprime mortgages in their
pools under the assumption that they would not keep these pools on
their balance sheets and that, even though default experience would
invariably be higher than normal, the average would still be sufficient
to repay the securitized tranches when grouped together with thou-
sands of other loans. Both of these assumptions proved ultimately to
be wrong.

The US housing market reached its peak in mid-2006 and began a
fairly rapid descent from that point on. The first significant losses
attributable to US housing appeared at HSBC Finance in February
2007. Credit spreads on structured credit products based on
mortgages then started to widen steadily, spilling over into broader
“vanilla” credit indexes, including those based on strong corporate
borrowers. Significant losses mounted in all manner of structured
credit products and investment vehicles managed by global banks,
and most became completely illiquid — meaning that they could
not be sold, and could not be properly valued. Intervention by Bear
Stearns in two of its mortgage hedge funds followed in June 2007.
The global extent of the problem became clearer by August 2007,
when institutions in the UK and Germany declared large losses from
credit-related activities (i.e. Northern Rock, Sachsen Landesbank, and
IKB). Forced sales of assets by some funds and banks put more price
pressure on illiquid credit assets, lowering prices and compounding
losses for virtually all institutions — in a self-fulfilling cycle.

Of course, the excess liquidity was not confined to the housing and
real estate markets — capital was also put to work in other asset
classes. For instance, private equity funds accumulated a great deal of
extra capital from investors, which they channeled into debt-finance
leveraged buyouts and other public-to-private transactions. The
excessive leverage flowing through the financial system in support of
LBOs and public-to-private deals reached an all-time high in the first
half of 2007. Many major banks financing such LBO deals had multi-
billion-dollar commitments on their books which they hoped to
syndicate to end investors. As the market weakened in the summer of
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2007, arranging banks were left with tens of billions of dollars of
unsold leveraged loans on their balance sheets, many of which would
ultimately be written down, creating additional losses.

Throughout late 2007 major global banks such as UBS, Citibank,
Merrill Lynch, Deutsche Bank, RBS, Bank of America, JP Morgan
Chase, Barclays, and others reported significant losses coming from
their structured credit and LBO portfolios, as well as any off balance
sheet vehicles they may have been sponsoring. Many banks admitted
failures of their risk management processes on many fronts (including
business dominating risk control, flawed models and stress tests, and
so forth).

In response to the unfolding disaster, central banks engaged in a
series of liquidity injections and rate cuts; these commenced in a
rather uncoordinated fashion in September 2007, and truly synchro-
nized efforts did not appear until the first quarter of 2008. Central
banks made available funds through special borrowing facilities and
repurchase agreement facilities that allowed banks to pledge certain
structured assets in exchange for cash. This, however, did little to
ease tightness in the interbank markets, which remained frozen —
from late 2007 and into 2008 banks simply refused to lend to one
another as they moved into a “defensive mode.” This had the critical
effect of halting credit to individuals and companies, leading the
system into a classic credit crisis.

The situation remained dire into the first quarter of 2008, with
credit spreads continuing to widen and liquidity in credit-related
assets remaining scarce. In March 2008 US investment bank Bear
Stearns became the subject of liquidity and capital rumors, and was
forced into a “shotgun bailout” by |P Morgan. Financial losses in the
banking sector continued to mount throughout 2008, and the IMF’s
estimate of $1 trillion in losses (which it published in April 2008)
soon became a reality; even ignoring the recessionary spillover effect
into the global real economy and the additional burdens imposed on
taxpayers for a variety of bailouts, the dislocation represented
a financial catastrophe to rival that of the Great Crash/Depression
of 1929.

The second half of 2008 became a critical period for financial insti-
tutions as systemic risk mounted. The US government was forced to
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bail out the US housing agencies Fannie Mae and Freddie Mac but
that was insufficient to quell market fears. As the market spiraled
downward, the US investment bank Lehman Brothers was forced into
bankruptcy, which then triggered various other rescues and hastily
arranged corporate marriages: UBS was rescued by the Swiss govern-
ment, RBS was de facto nationalized by the UK government, Merrill
Lynch sold itself to Bank of America, Wachovia was taken over by
Wells Fargo, HBOS was taken over by Lloyds TSB, Alliance & Leicester
was taken over by Banco de Santander, Fortis was rescued by the
Dutch and Belgian governments (with portions of the bank being
acquired by BNP Paribas), AIG was de facto nationalized by the US
government, and so forth. In addition, the governments of the UK,
Netherlands, Belgium, France, Germany, Ireland, Austria, and Italy,
among others, provided de facto “safety nets” for their banking
systems by guaranteeing deposits, providing capital, and/or guaran-
teeing second loss positions on bad bank assets. Iceland, unfortu-
nately, was not as lucky, and saw all of its major banks collapse. In
late 2008 the US Treasury introduced the Troubled Asset Relief
Program (TARP), a $700 billion package designed to purchase “toxic
assets” (but which was eventually used to provide preferred capital to
most large banks). This was accompanied by additional measures in
late 2008 and early 2009, including a residential mortgage relief
program to avert a further rise in foreclosures and the Term Asset
Backed Securities Lending Facility (TALF), a government program
providing investors with financing to purchase a range of qualifying
securitized assets. Figure 10.2 illustrates the widening US investment
grade credit spreads apparent during different phases of the crisis
(similar trends existed for European and Asian credits).

The panic phase of the crisis subsided in 2009 as the commitment
of governments to support their financial systems became clear
and undoubted. In the immediate aftermath it became clear that
most major global economies had entered a recessionary phase as a
result of the financial crisis; continued instability in the financial
sector (with major banks still holding billions of dollars’ worth of
“toxic” assets), frozen credit conditions, growing corporate defaults,
steady foreclosures, lack of a “bottom” in real estate prices, and
increasing job losses combined to create an economic contraction of
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global proportions. The direct and indirect impact of the Crisis was
devastating and ultimately cost various stakeholders trillions of
dollars.
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THE DYNAMIC MARKETPLACE

The financial markets of the twenty-first century are built on the
concepts and activities that we have considered throughout the
book. In fact, many of the financial tools, instruments, and tran-
sactions have existed for decades, sometimes even centuries, and
have become part of the fabric of the financial process. But events
of the past two decades, in particular, have altered fundamen-
tally certain aspects of the marketplace. Specifically, the financial
system has become more dynamic, flexible, and innovative,
primarily as a result of forces of deregulation, capital mobility,
volatility, and technology:
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e Deregulation: as we've observed in Chapter 9, financial regu-
lations exist to help control the behavior of intermediaries and
protect end-users. While regulations may have good inten-
tions, they can also create inefficiencies, particularly in free
market economies that operate on the basis of market forces.
In fact, while some regulations have been useful in providing
proper protection (e.g. mandatory deposit insurance offered
by banks), others have actually led to the development of
competitive barriers (e.g. forbidding commercial banks from
offering investment banking services, prohibiting offshore
insurance companies from offering insurance in the local mar-
ketplace or across state lines, placing interest rate ceilings on
deposit accounts, and so on). Such barriers can have the effect
of stifling competition and creating inefficiencies — which can
hurt end-users through higher costs and reduced selection.
There has, however, been a greater turn towards deregulation
in many markets over the past few decades, making the oper-
ating environment more competitive and innovative as a
result.

e Capital mobility: we have seen at various points that capital is
the essential ingredient in corporate expansion and economic
progress. When capital can be raised at reasonable rates, com-
panies (and others) are likely to borrow or issue stock/bonds
in order to fund their investment and expansion plans; this, in
turn, helps boost production, consumption, and economic
growth. When capital is mobile, it is able to freely search for
the best possible return opportunities. The advent of electronic
trading has helped make capital even more mobile, as the
process of buying and selling all manner of securities has
become cheap and efficient.

e Volatility: financial market volatility drives investment, fund-
ing, and risk management decisions. If the financial markets
were perfectly stable, there would be no risk and little need to
make complicated financial decisions. The very forces of de-
regulation and capital mobility mentioned above have led to
steady increases in the volatility of asset prices and market
indicators over the past few decades, meaning that the market-
place at large has become much more dynamic. The seminal
event contributing to the rise of financial volatility was the
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dismantling of the fixed exchange rate regime that had pegged
the value of major currencies for decades. Once the major
global economies moved to a floating exchange rate regime,
financial asset volatility began to rise. Various subsequent
events have compounded the volatility effect, i.e. elimination
of interest rate ceilings, removal of commodity price controls,
dismantling of fixed stock commissions, and deregulation of
energy prices, to name but a few. Naturally, this volatility can
act as an amplifier during periods of financial stress, helping to
fuel or prolong a crisis.

e Technology: advanced computing, communications, and net-
working technologies have been instrumental in changing the
shape of the financial landscape, and there is certainly no indi-
cation that the pace of change will slow. The creation of new
technology allows intermediaries, end-users, and regulators to
conduct their business and duties more efficiently and accu-
rately, generating cost savings in the process.

The dynamism created by these forces has changed the face of
finance over the past few decades, and there is little to suggest
that things will slow in the coming years. The effects of market
impact are widespread and include:

e Greater competition: deregulation and the race for new busi-
ness in various international financial markets have intensi-
fied the level of competition amongst traditional intermediaries
(banks, insurers) as well as “new” intermediaries (e.g. non-
bank financial institutions, private equity, and hedge funds).
A key result of this competition is a gradual erosion of margins
and profits among intermediaries and greater economic advan-
tages for end-users, who become the beneficiaries of cut-rate
pricing.

e More innovation: the financial markets have long provided par-
ticipants with innovative ways of solving financial problems.
Intermediaries are likely to develop increasingly innovative
solutions as technology advances permit more precise pricing
of risks, the capital bases and risk-taking abilities of intermedi-
aries continue to expand, and competitive pressures threaten
profits. In fact, there is already substantial evidence that this is
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occurring: many new derivative instruments and corporate
financing techniques have been created in recent years, and
electronic trading platforms have become ubiquitous.

Greater transparency: we have stressed the importance of
financial statements in the analysis and decision-making
process, and we’ve noted some of the efforts that have occurred
in recent years to inject a greater level of transparency into
the corporate accounts (moving off balance sheet items back
on the balance sheet, disclosing more information about
risks, and so on). As the major accounting approaches of the
world begin to harmonize and as investors and analysts
continue to demand more information as part of the governance
and accountability process, financial statement transparency
should continue to improve.

Increased efficiencies: enterprise value can be enhanced through
improved efficiencies. We know that companies that are able to
reduce expenses and manage their working capital and risks
more efficiently can boost value. Technology is, of course, central
to enhanced efficiencies. We can consider just a few of many
examples: workplaces are increasingly automated, meaning that
firms spend less time and expense on manually intensive work
processes; computer-based real-time inventory management is
also increasingly common, allowing firms to keep a minimal
amount of raw materials on hand, leading to smaller inventories
and lower inventory financing costs; e-commerce distribution/
sales solutions, an important channel of revenue generation for
small and large firms, are now used to shrink or eliminate
aspects of the physical distribution system, and so forth.
Deeper global penetration: the concept of the global corporation
has been mooted for many decades and appears now to be a
reality. Firms with a national focus have long sought to expand
their geographic presence by creating/acquiring operations in
other countries or partnering with foreign entities. Deregula-
tion and mobile capital, coupled with increasingly simple and
efficient forms of technological communication across borders,
mean that companies choosing to establish a global footprint
can do so with greater ease.

More frequent/deeper crises: the complex system of relation-
ships that exists within the financial sector, the speed of
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communications, and the flexible and mobile attributes of
capital suggest that the financial crises that have appeared in
the past years will continue to occur, perhaps with greater
frequency and severity. The transmission of a crisis from one
market to another — so-called “contagion” — is much more
likely to occur in an era where information and decision-
making appear in real time. Despite the best efforts of regu-
lators to try and contain these crises, past evidence suggests
that in some cases they, too, may be overwhelmed by the speed
and ferocity of some of these dislocations. Forces of change
and market impact are summarized in Figure 10.3.

Our list here is not, of course, all-inclusive. Other benefits will
invariably accrue to companies that use the financial techniques,
products, and instruments that we have discussed in the
management of their daily operations. And others as yet unknown
will appear over time as the landscape continues to evolve.
However, many of the core financial operating principles that we
have discussed in this book will continue to remain a relevant,
and important, cornerstone of prudent management.
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Figure 10.3 Forces of change and market impact



THE GLOBAL FINANCIAL MARKETS

CHAPTER SUMMARY

The key sectors of the global financial system include the money,
bond and loan, stock, foreign exchange, commodity, and deriva-
tive markets. The relationships between different segments of the
financial markets are complex and dynamic: changes in one
market can impact capital flowing into, or out of, another market.
While such relationships may hold true under most market con-
ditions, they may also vary during times of market stress, causing
previously held notions of “normal behavior” to be brought into
question. Rising and falling interest rates, inflation rates, and eco-
nomic growth rates can affect the performance of different asset
classes. In order to help manage aspects of the financial markets
and national economy, countries can employ fiscal and monetary
policy techniques. Fiscal policy, which relates primarily to changes
in taxes and spending, is a medium- to long-term approach.
Monetary policy, generally conducted by the national central
bank, is a shorter-term mechanism for managing inflation and
interest rates and, by extension, economic growth and employ-
ment levels. Key tools of monetary policy include adjustments to
bank reserve requirements, open market operations, and discount
rate changes. Financial crises must also be recognized as a key
element of the twenty-first-century financial system, and may
appear in the form of credit, currency, and/or debt dislocations.
The marketplace of the new millennium is dynamic, and subject
to a variety of forces that alter its structure; these include
deregulation, capital mobility, volatility, and technology. The
dynamism of the marketplace can lead to greater competition,
innovation, transparency, efficiencies, and global penetration, but
perhaps also more frequent and severe periods of dislocation.
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INTERNET RESOURCES

APPENDIX

The Internet contains a vast amount of valuable information
on different aspects of the financial world, and this appendix
contains a very small sampling of sites that may prove valuable
to those interested in further information, research, and data.
Note that, in addition to the sites we have listed in Table A1, indi-
vidual companies and financial institutions feature sites of their
own; these often contain a great deal of financial and strategic
information and thus serve as useful references.

Table A1 Selected Internet listings

Name Site Type

African Development afdb.org Supranational finance,
Bank data

American Bankers aba.com Education and data
Association - banking
AnnualReports.com annualreports.com  Financial reporting

Asian Development Bank adb.org

Supranational finance,
data
(Continued)


http://AnnualReports.com
http://adb.org
http://annualreports.com
http://aba.com
http://afdb.org
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Table A1 (Continued)

Name Site Type
Association of Corporate  treasurers.org Education — corporate
Treasurers treasury

Bank for International
Settlements
Bank of England

Bloomberg
Central Bank Hub
CEO Express
CFA Institute

Economist

Euro Banking
Association

Euromoney

European Association of
Corporate Treasurers
European Bank for
Reconstruction and
Development

European Central Bank

European Corporate
Governance Institute
Federal Reserve Bank

Financial Accounting
Standards Board
Financial Conduct
Authority

Financial Post
Financial Times
Fitch

Forbes

Fortune Money
Global Association of
Risk Professionals
Global Treasury News
Google Finance
Hoover’s

bis.org
bankofengland.co.uk
bloomberg.com
bis.org/cbanks.htm
ceoexpress.com

cfainstitute.org

economist.com
abe-eba.eu

euromoney.com
eact.eu

ebrd.org

ecb.europa.eu
ecgi.org
federalreserve.gov
fasb.org
fea.org.uk
financialpost.com
ft.com
fitchratings.com
forbes.com
fortune.com
garp.com
gtnews.com

Google.com/finance
hoovers.com

Regulation, central
banking, data
Regulation, central
banking, data
Financial news
Central bank portal
Financial news portal
Education — financial
analysis

Financial news
Education — banking

Financial news
Education — corporate
treasury
Supranational finance,
data

Regulation, central
banking, data
Corporate governance

Regulation, central
banking, data
Accounting standards

Regulation

Financial news
Financial news
Financial ratings and
analysis

Financial news
Financial news
Education — risk
management
Financial news
Financial news, data
Financial data — public/
private companies


http://cbanks.htm
http://hoovers.com
http://Google.com/finance
http://gtnews.com
http://garp.com
http://fortune.com
http://forbes.com
http://fitchratings.com
http://ft.com
http://financialpost.com
http://fca.org.uk
http://fasb.org
http://ecgi.org
http://ecb.europa.eu
http://ebrd.org
http://eact.eu
http://euromoney.com
http://abe-eba.eu
http://economist.com
http://cfainstitute.org
http://ceoexpress.com
http://bis.org
http://bloomberg.com
http://bankofengland.co.uk
http://bis.org
http://treasurers.org
http://federalreserve.gov
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Name Site Type

Inter-American iadb.org Supranational finance,
Development Bank data

International Corporate  icgn.org Corporate governance
Governance Network

International Finance ifc.org Supranational finance,
Corporation data

International Financial ifrs.org Accounting standards
Reporting Standards

International Financing  ifre.com Financial news, data
Review

International Monetary ~ imf.org Supranational finance,
Fund data

International Swaps and  isda.org Education and data

Derivatives Association
Investopedia

Investor’s Business Daily
Market Watch

Moody’s

Money

Morningstar

National Association of
Corporate Treasurers
Organisation for
Economic Co-operation
and Development
Professional Risk
Managers’ International
Association
Reinsurance.org

Reuters

Risk and Insurance
Management Society
Risk.net

Risk World

Securities and Exchange
Commission

Securities Industry and
Financial Markets
Association

investopedia.com
investors.com
marketwatch.com
moodys.com

money.cnn.com
morningstar.com

nact.org

Oecd.org

prmia.org

reinsurance.org

reuters.com
rims.org

risk.net
riskworld.com

sec.gov

sifma.org

— derivatives
Financial dictionary
Financial news
Financial news, data
Financial ratings and
analysis

Financial news
Financial news, data
Education — treasury

Economic and financial
data

Education — risk
management

Education

— reinsurance
Financial news
Education — corporate
risk management
Financial news
Education — insurance
Regulation

Education — financial
Markets

(Continued)
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http://Reinsurance.org
http://iadb.org
http://icgn.org
http://ifc.org
http://ifrs.org
http://ifre.com
http://imf.org
http://isda.org
http://investors.com
http://investopedia.com
http://marketwatch.com
http://moodys.com
http://money.cnn.com
http://morningstar.com
http://nact.org
http://Oecd.org
http://prmia.org
http://reinsurance.org
http://reuters.com
http://rims.org
http://risk.net
http://riskworld.com
http://sifma.org
http://sec.gov
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Table A1 (Continued)

Name Site Type

Standard & Poors standardandpoors.com Financial ratings and
analysis

The Street thestreet.com Financial news

Wall Street Journal wsj.com Financial news

World Bank worldbank.org Supranational finance,

Yahoo Finance

finance.yahoo.com

data
Financial news, data



http://finance.yahoo.com
http://wsj.com
http://worldbank.org
http://thestreet.com
http://standardandpoors.com

GLOSSARY

Accounts payable: A form of credit accepted by a company from its
suppliers which arises when it chooses to pay in the future for goods or
services received today.

Accounts receivable: A form of credit extended by a company to its
customers which arises from delayed customer payments for goods or
services sold today.

Acquisition: A corporate finance transaction where a company purchases
another company in order to expand its market presence/share or
develop some other competitive advantage. Also known as Takeover.

Add-on: A secondary offering of a company’s shares that is offered to the
market at large rather than to existing shareholders.

Agent: In the financial markets, a party that matches buyers and sellers
of securities, taking a small spread as a commission but taking no risk
itself. Also known as Broker.

Alpha: In an investment portfolio the absolute returns that exceed pure
index returns.

Amortizing repayment: Any debt mechanism where the borrower repays
a portion of the principal on every interest payment date, so that there
is no large principal payment due at maturity.

Annuity: A contract that pays equal cash installments over an extended
period of time.
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Arbitrage: The simultaneous purchase and sale of an asset that allows a
“riskless” profit to be locked in.

Asset: An item of value legally owned by a company.

Auditor: An external or internal specialist who is responsible for regularly
and independently reviewing the accuracy and veracity of a company’s
financial statements.

Balance sheet: A financial statement that reflects a point-in-time status
of a company’s assets, liabilities, and equity.

Balloon repayment: Any debt mechanism where the borrower makes
small principal repayments for the first few years of the borrowing,
followed by a large final repayment at maturity.

Bank: A financial institution that is primarily involved in accepting
deposits and granting loans.

Bank regulator: A national authority that is responsible for ensuring that
banks in the local system operate prudently by maintaining a minimum
level of capital, reserves, and liquidity, minimum standards of asset
quality, and maximum amount of leverage.

Banking/credit crisis: A form of financial crisis representing a severe state
of dislocation in which a national banking system ceases to function
normally, making impossible the proper allocation of credit.

Basis point (bp): 1/100th of 1 percent, and a common way of measuring
interest rates.

Behavioral finance: The study of the actions of investors and companies
when they must deal with the realities of a real-world environment,
which often leads to abandoning of “rational” actions and optimal
decision-making.

Beta: A measure of the riskiness of an individual security in comparison
with the overall market.

Bid: The price at which an investor is willing to purchase a security.

Board of directors: In a corporate structure, external and, sometimes,
internal professionals charged with independently representing investor
interests.

Bond: Debt issued by a company in the form of a tradable security.

Bond optionality: The inclusion of issuer or investor options in bonds to
enhance yield or lower funding costs, as in callable bonds and puttable

bonds.



GLOSSARY

Book value: The value at which an asset is carried on the company’s
balance sheet.

Broker: See Agent.
Building society: See Thrift.

Bullet repayment: Any debt mechanism where the borrower makes no
principal repayment until the final maturity of the financing.

Call option: The right to buy a reference asset at a particular strike price
in exchange for payment of a premium.

Callable bond: A bond that grants the issuer the right to call (buy back)
the bond from investors, generally at par value.

Capital: See Equity.
Capital appreciation: Rise in the value of a security or other asset.

Capital asset pricing model (CAPM): A financial framework that relates
non-diversifiable risk to the expected return of a security, project, or
investment, stating that the actual risk of a stock is equal to a constant
(the base risk-free interest rate) plus a market return that is adjusted by
beta.

Capital investment: The process of managing long-term investment
projects, research and development, and capital expenditures.

Capital lease: A long-term, non-cancelable, lease where the lessee is
responsible for maintenance and repairs on the asset being leased.

Captive: A company-owned (or controlled) insurance subsidiary that
acts as a self-insurer by keeping insurance premiums within the
subsidiary and using them to cover any potential losses arising from
insurable events.

Carve-out: The sale of some part of a company’s existing operations, such
as a profitable and well-regarded subsidiary, which can be readily split
from the balance of the firm.

Cash: Ready money, or the most liquid part of a company’s asset accounts.

Cash flow: The amount of cash flowing into, and out of, a company’s
operations, typically defined to include operating cash flow, investing
cash flow, and financing cash flow; or, an amount of cash used in a time
value of money calculation.

Cash flow-based model: An equity valuation model that uses cash flow
estimates to project a value for a company’s stock.
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Cash flow statement: See Statement of cash flows.

Cedant: A party that is transferring risk exposure to an insurer under an
insurance contract.

Certificate of deposit (CD): An unsecured, discount- or coupon-bearing
negotiable debt security issued by a bank, with a maturity ranging from
short to long term.

Closed-end fund: An investment fund that accepts capital from investors
and uses the proceeds to buy securities, but where the amount of capital
accepted is limited to a specified size.

Coefficient of variation: A common measure of risk, computed as the
standard deviation divided by the expected return.

Coinsurance: The amount of losses that an insured and an insurer agree
to share.

Collateralized debt obligation (CDO): A form of securitized bond, where
the bond is backed by a pool of debt instruments, such as payables, loans,
or bonds and which pays interest to investors in relation to the specific
tranche purchased.

Commercial bank: A regulated banking institution that accepts deposits
from retail and institutional customers and uses those funds primarily
to grant commercial and industrial loans, personal loans, and residential
mortgages.

Commercial paper (CP): Senior, unsecured, discount-based short-term
negotiable debt issued almost exclusively by high grade companies.

Commodity market: The global market for spot (i.e. current) market and
forward dealing in precious metals, industrial metals, energy, agricultural
products, and soft commodities.

Common stock: A form of ownership capital issued by a company to
investors, generally characterized by rent rights and legal rights. Also
known as Ordinary shares.

Comparables analysis: A method for valuing the cost of equity for a
company that has not yet gone public, typically by comparing the
company’s pro-forma financial statements with those of public firms
that are engaged in similar activities.

Contagion: The transmission of a financial dislocation or crisis across
different financial markets and/or national borders.

Convertible bond: A hybrid bond that pays a minimum coupon, generally
on a fixed rate basis, and allows the investor the option of converting the
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bond into common shares if a conversion level is reached; if converted,
the bond is extinguished and bondholders become equity investors.

Corporate finance: The broad range of financial transactions that can be
used to alter the structure and scope of a company’s operations, such as
mergers, acquisitions, buybacks, and spin-offs.

Corporation: An enduring business structure where shares are sold to
multiple investors and where liability for losses is limited to share
capital committed.

Correlation: A statistical measure that is computed from the covariances
and standard deviations of variables a and b.

Cost of capital: The amount a company must pay for its semi-permanent
and permanent financing, i.e. debt and equity.

Cost of goods sold: The amount a company must pay to produce or
convey the goods/services it sells, generally defined to include raw
materials and other inputs as well as labor/production costs.

Coupon: The periodic interest rate paid by a borrower to the lender or
investor on a loan or bond.

Coverage: In insurance, a detailed definition of the perils that can create
losses for which the cedant will be indemnified.

Credit rating: An independent financial analysis and scoring of the
financial strength of a company.

Credit rating agency: An independent company that performs financial
analyses of companies and/or countries and assigns corresponding credit
ratings.

Credit spread: See Debt risk premium.

Cross rate: A foreign exchange quotation between two currencies that
does not include the US dollar.

Cumulative preferred stock: Preferred stock that accumulates dividends
that are due to preferred investors in cases where the company is unable
to make a current dividend payment; no other dividends can be paid to
other equity investors until dividend arrears have been settled.

Currency crisis: A form of financial crisis centered on a significant
devaluation in a country’s currency as a result of inconsistencies between
its exchange rate regime and its macro-economic policies.

Current assets: The total of a company’s cash, securities, accounts receiv-
able, prepayments, and inventories, which together represent the most
liquid portion of the balance sheet.
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Current liabilities: The total of a company’s accounts payable and short-
term debt, which together represent the most immediate portion of the
company’s obligations.

Current ratio: A financial ratio that measures the liquidity of a company’s
balance sheet by dividing current assets by current liabilities.

Custody: Fiduciary services provided by certain financial intermediaries
on behalf of clients that can include asset safekeeping, valuation and
reporting, and collection of principal, interest, and dividends.

Dark pool: Any exchange or off-exchange mechanism that permits
anonymous, unadvertised trading in stocks, thus ensuring confidentiality
and reducing the chance of market price impact.

Dealer: See Principal.

Debt: An obligation to repay a lender or investor any amount borrowed,
plus interest, in the future and which may take the form of a loan,
payable, or tradable security.

Debt crisis: A form of financial crisis in which a country cannot support
repayment of its debt obligations, leading to instances of debt
restructuring or default.

Debt markets: The national and global markets for medium- and long-
term liabilities, including bonds and loans issued by companies, agencies,
and sovereign nations.

Debt risk premium: The basis point spread above the base risk-free rate
prevailing in the market that a company must pay to obtain debt. Also
known as Credit spread.

Debt service: The amount a company must regularly pay in interest/
principal to fulfill its contractual debt obligations.

Debt to assets: A financial ratio measuring the amount of financial
leverage being supported by a company’s asset base, computed as total
debt divided by total assets.

Debt to equity: A financial ratio measuring the amount of financial
leverage being supported by a company’s equity base, computed as total
debt divided by total equity.

Deductible: The amount of initial losses a cedant must bear before
insurance coverage becomes effective.

Default: The act of not paying on debts contractually owed to third
parties.
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Deferred payments: Payments a company is required to make which have
not yet been made, classified on the balance sheet as a liability.

Depository receipts: Equity securities that are issued by a depository on
behalf of the issuing company; the company lodges shares with the
depository, which then issues tradable receipts to investors.

Depreciation: The reduction in the value of a physical asset that occurs
over time as a result of normal use (or “wear and tear”).

Derivative: A financial contract that derives its value from some
underlying asset or market, and which can be used to hedge or speculate.

Derivative market: The national and global market for trading in financial
contracts linked to interest rates, equities, foreign exchange, credits, and
commodities.

Digital currency: An electronic store of value that can be used to make
purchases or transfers, and which may be supported through a centralized
hub or a decentralized network.

Dilution: The diminishing of legal and rent rights through the addition
of new stock investors.

Disintermediation: The process of removing intermediaries from their
traditional roles in raising capital, granting advice, and providing other
financial services, allowing companies to perform these roles by
themselves.

Diversifiable risk: A risk that is unique to a project/investment, and which
can therefore be changed by adding other projects/investments.

Diversification: The process of adding uncorrelated investments, projects,
or risks in order to reduce the overall riskiness of a portfolio.

Divestiture: A form of spin-off where a company disposes of assets
related to a business it is seeking to permanently exit.

Dividend: A periodic, voluntary income distribution made by a company
to its common stock and preferred stock investors.

Dividend-based model: An equity valuation model that uses future
dividend estimates to project a value for a company’s stock.

Dividend payout ratio: A measure of how much of a company’s earnings
are paid in dividends, typically computed by dividing dividends per
share by earnings per share.

Dividend yield: The return provided by the dividends on an equity security,
computed by dividing the current dividend by the current stock price.
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Earnings before interest and taxes (EBIT): An important corporate
profitability measure computed as gross profit minus selling, general,
and administrative expenses, essentially reflecting core operating
performance before any interest or taxes are paid.

Efficient market hypothesis (EMH): A theory stating that information is
not regularly or accurately absorbed by financial markets, suggesting
that the market prices of assets may not be accurate and that portfolio
managers can routinely outperform the market at large.

Efficient portfolio: A portfolio of assets that provides the maximum level
of return for a given amount of risk.

Electronic funds transfer (EFT): The broad class of financial transactions that
involves monetary exchange between accounts in the electronic sphere.

Environmental risk: The risk of loss arising from the firm’s willful,
unknowing, or accidental damage to the environment.

Equity: An ownership interest in a public company, entitling the investor
to certain legal and rent rights. Also known as capital, shares, and stock.

Eurobond: A bond issued by a company, agency, or sovereign in the
offshore (non-domestic) markets.

Euro-commercial paper (ECP): Senior, unsecured, discount-based short-
term negotiable debt issued almost exclusively by high grade companies
and issued in the offshore (non-domestic) market.

Euro medium term note (EMTN): An offshore (non-domestic) bond issued
from a pre-filed “shelf” registration, allowing for quick and easy launch.

Excess of loss (XOL) reinsurance: A form of reinsurance where the insurer
and reinsurer take preferred “layers” of risk though deductibles
(attachments) and caps, either on an outright basis (vertical) or a shared
basis (horizontal).

Exchange: A centralized physical or electronic forum that brings together
buyers and sellers of securities and other assets, helping promote price
discovery and orderly settlement.

Exchange-traded derivative: A standardized derivative contract that is
traded through an established exchange, and which does not permit any
customization in the terms and conditions related to notional, term,
reference market/asset, or payoff profile.

Exchange-traded fund (ETF): An investment fund that allows new shares
to be created and redeemed at will and permits continuous intra-day
trading (just as in stocks and bonds).
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Exclusions: In insurance, any specific or general circumstances or
conditions under which a cedant’s losses are not indemnified.

Expected value: The expected future return of an investment or project
multiplied by the probability that the return will be achieved.

Facultative reinsurance: A form of customized, case-by-case reinsurance
where the reinsurer examines and either accepts or rejects each specific
risk proposed by the ceding insurer.

Finance: The study of concepts, applications, and systems that affect the
value (or wealth) of individuals, companies, and countries over the short
and long term.

Financial decision-making: The use of financial tools and concepts, along
with financial analysis and financial planning, to make decisions that
affect a company’s future activities.

Financial distress: A state where a company is in jeopardy of bankruptcy,
generally as a result of persistent financial mismanagement, including
operating losses, illiquidity, and/or excessive financial leverage.

Financial leverage: The degree to which debt is used to fund the balance
sheet.

Financial planning: A process based on the actions that a firm needs to
take over the short term and long term to meet its financial goals.

Financial process: A multi-stage cycle centered on financial reporting/
analysis, financial planning, and financial decision-making.

Financial reporting/analysis: A process based on the structure and trend
of a company’s financial position, most often conveyed through three
key financial statements (or accounts), the balance sheet, income
statement, and cash flow statement.

Financial risk: The risk of loss coming from an adverse movement in
financial markets/prices (i.e. market risk) or the failure of a client/
counterparty to perform on its contractual obligations (i.e. credit risk).

Financing cash flow: The degree to which a company uses external
funding to cover its operating and investing activities, computed as new
debt and stock issuance (cash inflows), debt repayment (outflow),
dividend payments (outflow), and treasury stock repurchases (outflow).

Fiscal policy: Tax and government spending policies enacted by a national
government over the medium term to influence the level of inflation
and economic growth.
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Fixed assets: See Property, plant and equipment.

Fixed rate: An interest rate that remains unchanged for the life of the
contract.

Flat yield curve: A state of the yield curve where short-term rates are the
same as long-term rates.

Floating rate: An interest rate that sets or resets to a level specified by an
index, such as the London Interbank Offered Rate (LIBOR).

Flotation: The act of issuing shares or bonds to the market.
Foreign exchange: A currency bought or sold for a second currency.

Foreign exchange market: The global market for the exchange of one
currency for another, on either a spot (current) or forward basis.

Forward: A single-period over-the-counter contract that allows one
party, known as the seller, to sell a reference asset at a forward price for
settlement at a future date, and a second party, the buyer, to purchase the
reference asset at the forward price on the named date.

Full risk transfer insurance contract: An insurance policy that transfers a
great deal of risk from cedant to insurer.

Funding management: The process of arranging financing through the
loan or capital markets.

Future: A single-period exchange-traded contract that allows one party,
the seller, to sell a particular reference asset at a future price for
settlement at a future date and the second party, the buyer, to purchase
the reference asset at the future price on the named date.

Future value: The value of one or more cash flows paid or received today
compounded to the future using the appropriate rate or cost of capital.

Futures option: An exchange-traded option that gives the buyer the right
to buy or sell an underlying futures contract, and which requires the
seller to accept or deliver the futures contract upon exercise.

Generally accepted accounting principles (GAAP): Common standards and
procedures used by companies in compiling their financial statements.

Gooduwill: The excess amount over book value paid by a company when
it acquires another company.

Gross domestic product (GDP): The total output of goods and services
produced within a nation’s borders.
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Gross margin: A financial ratio indicating how much of each dollar,
pound, or euro of revenue (from sales of goods/services) remains after
removing the costs of producing the goods/services, which is calculated
as gross profit divided by revenues.

Gross profit: The difference between the revenues earned by a company
and the cost it incurs in producing those revenues.

Gross revenues: The total amount of goods/services sold by the company
to its customers. Also known as Turnover.

Hedge: A risk management technique which allows a company to
neutralize a financial risk by using an off-setting position, such as a
derivative.

Hedge fund: A flexible investment vehicle intended primarily for
sophisticated investors which often buys risky assets, uses borrowed
funds to magnify leverage, takes concentrated positions, short sells
assets and buys/sells illiquid securities and derivatives.

High grade debt: The debt issued by companies rated between AAA and
BBB-. Also known as Investment grade debt.

High yield debt: The debt issued by companies rated BB+ and below.

Horizontal expansion: An acquisition strategy where a company grows
by acquiring direct competitors.

Income statement: A financial statement reflecting a company’s revenues,
expenses, and profits. Also known as Profit and loss account.

Indexing: A common fund management technique based on creating an
investment portfolio that replicates a specific benchmark index.

Inflation: A measure of the price of goods and services at the wholesale
level and the consumer level.

Initial public offering (IPO): The first launch of a company’s shares in the
stock market, which converts it from a private company to a public one.

Insolvency: A state where a company’s assets are worth less than its
liabilities (e.g. negative equity), indicating that it can no longer operate
as a going concern.

Insurance: A contract that provides financial restitution when a loss-
making event occurs.

Insurance company: A regulated institution that provides individual and
institutional customers with risk transfer advice and policies/products,
including the full range of insurance contracts.
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Insurance regulator: A national, state or provincial authority that is
responsible for reviewing the capabilities of insurers writing specific
classes of insurance, ensuring that they maintain a minimum level of
statutory reserves/capital and making certain that their dealings with
policyholders in settling loss claims are fair and equitable.

Intangibles: Assets that cannot be physically seen or touched, but which
add value to the firm, such as trademarks, patents, intellectual property,
and goodwill.

Interbank market: The marketplace for foreign exchange dealing and
short-term deposit placement between international banks.

Interest coverage: A financial ratio measuring the degree to which a
company’s core operating profitability covers its interest expense,
typically computed as earnings before interest and taxes divided by
interest expense.

Interest expense: The amount a company pays its creditors for the use of
borrowed funds, such as those from short- and long-term loans and
bonds and accounts payable.

Interest income: The amount that a company earns in interest from its
investments in short- or long-term securities.

Interest rate: The general cost of borrowing money or the amount that
can be earned by lending money or depositing funds.

Intermediate risk retention/transfer insurance policy: An insurance policy
that transfers a fractional amount of risk from cedant to insurer.

Intermediation: The process of facilitating and arranging the provision
and use of capital, the acquisition and purchase of assets, and the transfer
and acceptance of risks, tasks which are commonly performed by
financial institutions.

Internal rate of return (IRR): The cost of capital that forces a net present
value computation to zero.

International Financial Reporting Standards: A set of international
accounting standards indicating how companies should treat and present
transactions in their financial statements.

Inventory: Accounts comprising the items needed to manufacture
physical goods that are ultimately sold to customers, often classified
according to their stage in the production process (e.g. raw material,
work-in-progress, and finished goods). Also known as Stock in British
English.
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Inverted yield curve: A state of the yield curve where short-term rates are
higher than long-term rates.

Investing cash flow: The amount of cash a company uses in pursuing
productive ventures or investments, computed as the purchase of other
companies or property, plant, and equipment (outflows of cash), the
purchase of securities/other financial assets (outflow), the sale of existing
assets, subsidiaries, or joint venture stakes (inflow), and the sale of
securities (inflow).

Investment: The commitment of capital in a venture, project, asset, or
security in order to create more value.

Investment bank: A regulated financial institution that is primarily
involved in the capital markets business, including issuing and trading
securities and providing corporate finance and risk management advice.
Also known as Securities firm.

Investment funds: Financial products that combine into managed
portfolios a range of assets, such as debt and equity securities.

Investment grade debt: See High grade debt.

Investment mandate: The specific investment parameters to which a fund
manager must adhere in investing capital on behalf of clients.

Islamic finance: A form of structured finance that is designed to adhere
to religious interpretations and legal rulings governing permissible
financing and investment.

Joint venture: A commercial business that is operated by two or more
corporate partners, each of whom retains and runs its own operations
separate and apart from the venture.

Laissez-faire: A free market economic system characterized by a
minimum of government regulation and widespread participation by
the private sector.

Lease: A financing transaction between the lessor, which owns an
underlying asset, and the lessee, which wishes to use/rent the asset in
exchange for lease payments; at the end of the lease contract the lessee
returns the leased asset, though it may be given the option to purchase
the asset at a pre-defined residual value.

Legal rights: In a corporate setting, specific rights granted to every equity
investor, including voting on issues important to the continuing success
of the company (e.g. selection of board directors) and receiving periodic
audited financial statements.
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Legal risk: The risk of loss arising from litigation (individual, regulatory,
or “class action”) or other legal/documentary conflicts or errors.

Leverage: Any balance sheet or off balance sheet structure or mechanism
that magnifies profits and losses, and which may come from financial or
operating sources.

Leveraged buyout (LBO): A corporate finance transaction where a publicly
listed company takes itself private by borrowing to purchase outstanding
shares. Also known as Management buyout.

Liability: An amount legally owed by a company to a third party, or the
amount of loss exposure to which a capital provider is exposed.

Limited liability: A legal tenet of corporate structure indicating that the
owners of a corporation’s shares are not liable for more than the amount
they have invested.

Liquid assets: Assets, such as cash and short-term marketable securities,
which can be used with immediate effect by a company to cover expected
or unexpected obligations.

Liquidity: A sufficiency of cash or cash equivalents (i.e. liquid assets) to
pay bills and cover any surprises or emergencies.

Loan: A debt financing granted by a bank to a corporate or individual
borrower, which is defined by a specific maturity and periodic interest
and principal payments.

London Interbank Offered Rate (LIBOR): The rate paid on short-term
interbank deposits by the world’s largest banks, and the most common
short-term interest rate reference in the financial markets, used to price
floating rate loans, floating rate notes and bonds, interest rate swaps,
deposits, foreign exchange transactions and certain kinds of mortgages.

Long-term debt: Credit extended to a company via long-term loans and
securities with maturities ranging from 10 to 30+ years.

Loss control: A technique of risk management based on avoidance (i.e.
refusing to participate in risky activities) and resistance (i.e. imposing
safety measures to reduce risk). Also known as Risk mitigation.

Loss financing: A technique of risk management centered on risk retention
(i.e. the amount of risk a company is willing to take), risk transfer (i.e. the
amount of risk a company wishes to shift to others), and hedging (i.e. the
use of instruments/strategies designed to offset certain risks).

Loss sensitive contract: A partial insurance contract with premiums that
depend on previous loss experience.
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Macro-finance: The study of finance at the systemic level with a focus on
participants, marketplaces, financial market variables, and monetary
systems.

Management buyout: See Leveraged buyout.

Margin: Cash or securities lodged with an exchange to collateralize an
exchange-traded derivative, thereby eliminating credit risk exposure;
initial margin may be supplemented by variation margin as the price of
the reference asset moves.

Marginal cost of capital: The cost to the firm of each incremental amount
of capital funding.

Market efficiency: The degree to which the market prices of securities
absorb and reflect all known (public) and unknown (non-public)
information.

Medium-term debt: Credit extended to a company via medium-term
loans and securities with maturities ranging from 1 to 10 years.

Medium-term note (MTN): A domestic bond issued from a pre-filed
“shelf” registration, allowing for quick and easy launch.

Merger: A process where two companies agree to combine their
operations in order to expand market presence or take advantage of
possible cost savings.

Monetary policy: The set of financial actions taken by a country, generally
through its central bank, which allows it to manage inflation and
economic growth.

Money: A fungible medium of exchange and store of value that is typi-
cally backed by government fiat rather than a hard asset such as gold.

Money markets: The national and global markets for tradable short-term
liabilities issued by banks (e.g. certificates of deposit, repurchase agree-
ments), companies (e.g. commercial paper), and sovereigns (e.g. treasury
bills).

Mortgage loan: A loan granted to an individual for the purchase of a
home, or to a company or investor for the purchase of a commercial or
industrial property.

Mutual fund: See Open-end fund.

Negative equity: A state where the value of a company’s liabilities exceeds
the value of assets, indicating that it is technically insolvent.

Net asset value (NAV): The value of a fund’s assets, computed as invested
capital plus cash less current liabilities.
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Net income: See Profit.

Net margin: A financial ratio indicating how much of each dollar, pound,
or euro of revenue (from sales of goods/services) remains after removing
the costs of producing the goods/services, selling, general, and
administrative expenses, interest expenses, and taxes, which is typically
calculated as net profit divided by revenues.

Net present value: A present value computation that also includes a net
outflow at time 0, which represents the amount being invested in the
asset generating cash flows.

Net profit: See Profit.

Net worth: The capital value of a firm, which can be computed in
simplified form as assets minus liabilities.

Non-bank financial institution: A finance or leasing company associated
with an industry or parent company that is engaged in the provision of
specialized loans, leases, or other financial transactions.

Non-cumulative preferred stock: Preferred stock that does not provide for
dividend accrual, indicating that, if a dividend is skipped, investors in the
securities have no continuing claim on that dividend.

Non-diversifiable risk: A risk common to all projects/investments,
meaning it cannot be reduced through diversification.

Notional: The reference amount used in the computation of certain
derivatives, such as swaps and forwards.

Off balance sheet accounts: Contingencies or uncertainties carried apart
from balance sheet accounts that may include undrawn/unfunded bank
loans, financial guarantees, derivative contracts, and leases.

Offer: The price at which an investor in a security is willing to sell.

Open-end fund: The most popular type of investment fund, where a
fund manager accepts without limitation capital from investors and
uses the proceeds to buy securities. Also known as Mutual fund, Unit
trust.

Open market operations: A tool of monetary policy where a central bank
sells securities to financial institutions in order to absorb cash from the
economy and raise short-term rates, or buys securities to achieve
the opposite effect.

Operating cash flow: The actual cash impact (receipts and outflows) of
the firm’s normal operations, computed as net income generated by the
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business plus depreciation (which is a non-cash operating expense) plus/
minus changes in working capital.

Operating income: A company’s gross profit less selling, general, and
administrative expenses, interest expense, and other income/expenses,
which yields a taxable income equivalent. Also known as Pre-tax income.

Operating lease: A lease, typically with a maturity of less than 5 years,
that is generally cancelable by the lessee and where maintenance and
repairs on the underlying assets are the responsibility of the lessor.

Operating leverage: The degree to which a company relies on fixed
investments and associated costs to produce revenues, often measured as
the change in earnings before interest and taxes divided by change in
revenues.

Operating margin: A financial ratio indicating how much of each dollar,
pound, or euro of revenue (from sales of goods/services) remains after
removing the costs of producing the goods/services, selling, general, and
administrative expenses, and interest expense, which is calculated as
operating profit divided by revenues.

Operating risk: The risk of loss arising from a firm’s inability to sell its
goods/services or obtain raw materials or other essential inputs required
to support business.

Option: An exchange-traded or over-the-counter financial contract that
gives the purchaser the right, but not the obligation, to buy (call option)
or sell (put option) a reference asset at a particular price (known as the
strike price); in exchange for this right, the buyer pays the seller a
premium payment.

Ordinary shares: See Common stock.

Over-the-counter (OTC) derivative: A derivative contract that is arranged
between two parties on an off-exchange basis, where each contract
represents a customized negotiation of terms and conditions related to
notional, term, reference market/asset, and payoff profile.

Over-the-counter (OTC) market: Any marketplace for trading in assets
that is conducted away from a formal exchange, typically by phone or
electronically.

Par value: 100 percent of the issued bond or the nominal value of shares
issued by a corporation.

Partnership: A common business structure where multiple partners
serve as capital providers, and where loss liability may be divided in
equal or unique ways.
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Perpetuity: A fixed cash flow that is paid forever, as in an endowment
fund or perpetual bond.

Poison pill: Legal clauses that a company puts in place that trigger post-
acquisition asset sales or other value-destroying measures in order to
dissuade potential acquirers.

Pooling method: An accounting methodology used when two companies
involved in a merger or acquisition exchange stock on a tax-free basis;
the resulting “consolidation” is an addition of the balance sheets of the
two firms.

Preferred stock: A form of non-voting, dividend-paying ownership
capital issued by a company to investors. Also known as Preference
shares.

Preference shares: See Preferred stock.

Premium: The amount an insured pays an insurer every year for specific
insurance coverage, the amount an option buyer pays an option seller to
purchase an option, or the amount in excess of book value (net worth)
that an acquiring company pays shareholders in a target company for
their shares.

Prepayments: Payments made by a company for goods/services to be
received at a future time, classified on the balance sheet as an asset.

Present value: The value of one or more cash flows to be paid or received
in the future discounted back to the current time through the appropriate
discount rate or cost of capital.

Pre-tax income: See Operating income.

Principal: In the financial markets, a party that assumes risk by taking
one side of the transaction (e.g. purchasing a security) and then either
retains the risk, hedges the position, or separately arranges an offsetting
deal (e.g. selling the security it purchased). Also known as Dealer.

Private placement: A bond that is exempt from regulatory registration,
trades infrequently in large denominations, and is designed for
sophisticated institutional investors that can bear more risk than the
average individual investor.

Probability distribution: A graphical representation of the likelihood of
occurrence of all possible outcomes across a sample or population.

Profit: The income that remains after expenses have been deducted, the
difference between a company’s pre-tax income and taxes paid, reflecting
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the true profitability of the operation. Also known as Net profit or
Net income.

Profit and loss account: See Income statement.

Property, plant, and equipment (PP&E): The physical infrastructure that a
company needs to run its business, such as computers, office buildings,
real estate, warehouses, trucking fleets, factories, and so on. Also known
as Fixed assets.

Proportional reinsurance: A form of reinsurance, enacted through the
quota share (fixed) and surplus share (variable) structures, where the
insurer and reinsurer have an economic interest in every risk written
based on a prearranged formula.

Public company: A company that has issued stock to investors which is
actively traded on an exchange.

Purchase acquisition: An accounting methodology used when one
company acquires a second company; if no premium to net worth is paid,
the consolidated balance sheet is a pure summation of the two companies,
and if a premium to net worth is made, the consolidated balance sheet
reflects the increment in the acquirer’s goodwill account.

Purerisk: A risk that features only two end states: loss or no loss, meaning
that there is no opportunity for a profit.

Put option: The right to sell a reference asset at a particular strike price
in exchange for payment of a premium.

Puttable bond: A bond that gives investors the right to put (sell) the bond
back to the issuer.

Quantitative easing: An aggressive, and generally medium-term, form of
open market operations where a central bank, seeking to boost the local
economy in a low inflation and low-interest-rate environment, purchases
securities from financial institutions, thereby injecting cash into the
financial system, lowering interest rates even further and encouraging
more borrowing to occur.

Quick ratio: A financial ratio that measures the truly liquid portion of a
company’s balance sheet by dividing current assets (less inventories) by
current liabilities.

Recapitalization: A corporate finance transaction that is used to restruc-
ture a company’s capital base, generally by altering the mix and size of
debt and equity.

Redemption: The sale of fund shares by an investor.
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Refunding risk: The risk that interest rates will rise by the time a company
has to renew or initiate a debt funding program.

Reinsurance: Insurance purchased by an insurance company from a
reinsurance company to transfer a portion of the risk in its own operations.

Reinsurance company: A regulated institution that serves as an insurer of
other insurance companies, providing risk transfer coverage to insurers
that are writing primary coverage to their individual and corporate clients.

Rent right: In a corporate setting, the right granted to every investor to
share in the profits of the company, either through dividends, capital
appreciation, or both.

Repayment schedule: The manner in which the principal amount of the
bond or loan is to be repaid by the borrower.

Repurchase agreement: A form of short-term collateralized borrowing,
where a financial institution sells securities (the collateral) to another
party for cash (the borrowing), agreeing simultaneously to repurchase
them at a future time.

Reserve requirements: A tool of monetary policy where a central bank
indicates the amount that banks must set aside in non-interest bearing
assets (as a percentage of loans or assets) as a way of controlling the level
of credit creation in the economy.

Restructuring: The process of buying or selling assets or entire portions
of a company, or otherwise changing the composition of assets, liabilities,
or capital, in order to increase enterprise value.

Retained earnings: A capital account representing a company’s
accumulated profits which are available to be reinvested in new projects/
investments.

Retrocession: Reinsurance purchased by a reinsurance company from
another reinsurance company as a way of managing its risk.

Return: The amount that a risk-taker requires in order to accept a
particular type and quantity of risk.

Return on assets: A financial ratio describing how much profit the firm’s
asset base is able to produce, computed as net income divided by total
assets.

Return on equity: A financial ratio describing how much profit the firm’s
equity base is able to produce, computed as net income divided by total
equity.
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Revenue: The amount of money earned by a company from the sale of
its goods or services.

Rights issue: A secondary placement of shares that is offered initially to
existing shareholders, effectively giving them the right of first refusal to
invest in the new shares.

Risk: The uncertainty or variability surrounding a future event.

Risk-free rate: The rate of interest accorded to sovereign borrowers of the
very highest credit quality, whose risk of default is essentially nil.

Risk identification: An analysis of the types of risks a company faces in its
business.

Risk management: The process of creating a consistent approach to the
management of financial, operating, and legal risks.

Risk mitigation: See Loss control.

Risk monitoring: A formalized process enacted to track a company’s risk
exposures over time.

Risk philosophy: An explicit statement developed by the board of directors
and executive management that reflects the nature of the risks that the
firm is willing to bear.

Risk premium: For risky borrowers, an increment added to the risk-free
rate to compensate for the additional probability of default.

Risk quantification: A quantitative description of the size of a company’s
risk exposures (or how large they may become) and the magnitude of
the profit and/or loss that might be generated.

Risk reduction: A technique of risk management centered on diversifi-
cation (i.e. constructing portfolios of uncorrelated risks) and withdrawal
(i.e. abandoning entirely certain risky activities).

Risk retention: The act of preserving a specified amount of risk before
seeking risk management solutions.

Risk retention insurance contract: An insurance policy that transfers very
little risk from cedant to insurer.

Risk tolerance: A quantification of the actual amount of risk that the firm
is willing to bear.

Risk transfer: The process of shifting a specified amount of risk exposure
to a third party or to the market at large, typically through insurance or
derivatives.
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Rollover: The process of renewing, or extending, short-term liabilities
coming due.

Savings and loan: See Thrift.

Secondary offering: An additional issuance of common stock by a
company, coming at some point after the initial public offering.

Secondary trading: Any trading in securities that occurs after initial
issuance.

Securities/exchange regulator: A national regulator that is typically
responsible for overseeing the financial soundness and operations of
local securities and exchange markets, including marketplace stability,
investor protections, and product disclosure. In some cases they may
also be responsible for the activities of investment banks/securities
firms, helping to ensure that they remain properly capitalized and keep
leverage and liquidity at prudent levels.

Securities firm: See Investment bank.

Securitized bond: A bond or note that is secured by, and which receives
cash flows from, a pool of assets, such as mortgages, student or auto
loans, or receivables.

Selling, general, and administrative (SG&A) expenses: The non-production
costs that a company incurs in creating its goods/services, generally
taken to include marketing, advertising, occupancy, employee health
benefits, salaries, and so forth.

Seniority: The priority of equity or debt capital related to claims on a
company’s assets in the event of default.

Share: See Equity.

Short-term debt: Credit extended to a company via short-term loans or
securities, where maturities are generally defined to be less than 1 year.

Sole proprietorship: A business structure where the capital and liabilities
are held by a single owner.

Solvency: A sufficiency of capital (or permanent/semi-permanent funds)
to meet unexpected losses.

Speculation: Creating a risk position that has the potential to generate a
profit or loss, depending on which way a particular market or reference
asset moves.

Speculative risk: A risk that can end in one of three results: profit, loss, or
no profit/loss.
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Spin-off: A corporate finance transaction where a company sells one or
more of its units or divisions to the public (in an initial public offering
—IPO) or to a third party (in a private equity transaction).

Standard deviation: A risk measure that reflects the degree to which an
outcome deviates from the average or expectation, generally computed by
adding up the probability-weighted outcomes of the squared differences
between expected and actual outcomes and then taking the square root.

Statement of cash flows: A cumulative reflection of a company’s sources
and uses of cash and its ending cash position at the close of the reporting
period. Also known as Cash flow statement.

Stock: See Equity. In British English, stock also means Inventory.

Stock market: The national and global markets for common and preferred
stock issued by corporations.

Style drift: Investment outside of a given area of expertise that can result
in a misbalancing of risk/return.

Swap: An over-the-counter package of forward contracts of defined
notional amounts that mature at successive periods in the future, until
the stated maturity date, and which can be arranged on virtually any
asset from any market sector.

Syndicate: A group of financial institutions joining together to launch a
financing transaction for a borrowing or issuing company.

Takeover: See Acquisition.

Tax planning: The process of optimizing corporate operations to reduce
the tax burden.

Tax shield: Tax deductibility on debt financing that arises because interest
expense is paid from operating revenues, before taxable income is
computed.

Terminal value: An estimate of a company’s worth used in certain
valuation models, often determined through liquidation value (e.g. an
estimate of the proceeds generated through the disposal of a company’s
assets) or a multiple value (e.g. an estimate based on applying a multiple
to earnings or revenues based on market comparables).

Thrift: A regulated financial institution that specializes primarily in the
residential mortgage market, accepting retail deposits from individuals
and using the funds to grant residential home mortgages. Also known as
Savings and loan, Building society.

291



292

GLOSSARY

Time value of money: A financial concept indicating that cash inflows/
outflows must be adjusted through discounting or compounding in order
to properly account for the appropriate time horizon on which they occur.

Transaction exposure: Currency exposure arising from a company’s
individual cash flows that can be managed individually.

Translation exposure: Currency exposure arising from conversion of a
company’s local balance sheet back to the home currency for accounting
and disclosure purposes.

Treasury stock: Authorized and issued stock that is repurchased by a
company, through a periodic or one-time stock buyback.

Treaty reinsurance: A form of reinsurance where the insurer and
reinsurer agree on underwriting criteria for specific risks, which are then
automatically ceded and accepted up to an agreed-upon limit.

Turnover: See Gross revenues.
Unit trust: See Open-end fund.

Universal bank: A large financial conglomerate that acts as a hybrid of
the commercial and investment bank models, providing clients with the
broadest range of financing and advisory products and services.

Unlimited liability: A legal tenet of business structure indicating that
owners and partners are responsible and liable for debts that they incur
on behalf of their organizations and must repay claims from personal
assets if insufficient funds exist within the business.

Upward sloping yield curve: The most common state for a yield curve,
where short-term rates are lower than long-term rates.

Value maximization: A concept in a free market system where a firm
undertakes actions designed to increase the worth of the enterprise.

Vertical expansion: An acquisition strategy where a company grows by
acquiring firms involved in its supply, production, and distribution
chain.

Weighted average cost of capital (WACC): The average cost of capital for a
firm, based on the percentage attributions of the cost of equity, the cost
of retained earnings, and the after-tax cost of debt.

Working capital: Current assets minus current liabilities.

Working capital management: The process of managing cash, other short-
term assets, and liabilities.
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Yield: The return on an asset, typically expressed as a percentage
per annum.

Yield curve: A representation of the cost of borrowing across different
time buckets (maturities), typically from overnight to 30 years.

Zero-coupon bond: A deep discount bond that pays no intermediate
coupons but redeems at par value (i.e. 100 percent) at maturity.
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Legal risk, 158
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