







College of Business Administration

University of Pittsburgh



Long-term Financing 



BUSFIN 1030



Introduction to Finance

�Corporate Long-term Debt







Debt is not an ownership interest in the firm.

(	Creditors generally do not have voting rights.

Benefit: The payment of interest on the debt is a tax deductible business expense.

Cost: Unpaid debt is a liability of the firm, which may cause bankruptcy.

Traded on organized exchanges and over-the-counter (OTC)

As we will see later in the course, choosing a capital structure involves weighing the tax benefits of debt against the bankruptcy costs of debt.

�Bond Indenture







An indenture is a written agreement between the firm and its creditors, detailing the terms of the loan.





Form:   Basic Bond Type



	Registered bonds	







	Bearer bonds







Amount of Issue:	Principal amount of entire bond issue.







Face Value:	







Coupon Rate:







Rating:		Credit rating of the bond









�Repayment Schedules:

	

	Sinking Fund:





	Call Provisions:	The company's right to buy the bonds back at a specified price.





	Security:	Description of assets that are used as collateral.







Seniority:	Indicates who gets paid first if the firm goes bankrupt.







Put Provisions:	Give investors the option to sell the bond back at a pre-specified price prior to maturity.







Negative Protective Covenants:	

		Limits or prohibits actions that the firm can take.







Positive Protective Covenants:

		Specifies an action the company agrees to take or a condition the company must abide by.















�

Bond Ratings









Moody's�

S&P�

Description������Aaa�AAA�Very high quality; extremely strong capacity to pay interest and principal.��Aa�AA�Very high quality; very strong capacity to pay interest.��A�A�High quality; strong capacity to pay interest.��Baa�BBB�High quality; adequate capacity to pay interest and principal under most economic conditions.��Ba,B�BB,B�Speculative; some capacity to pay interest and principal.��Caa,Ca�CCC,CC�Very poor capacity to pay interest and principal.��C�C�Very poor, reserved for income bonds on which no interest is being paid.��D�D�Very poor, in default.��









Some Types of Bonds







Zero Coupon or Pure Discount Bonds















Floaters















Reverse Floaters















Payment-in-Kind (PIK)





�Preferred Stock







(	Stock with a dividend priority over common stock.  The dividend is usually a fixed dividend rate.





(	Stated Value: refers to the value that will be paid to 'preferred stockholders' in the event of bankruptcy.  $3 preferred translates into a dividend yield of 3% of the stated value of the stock.





(	Voting Rights









(	Cumulative versus Non-cumulative Dividends:  Cumulative dividends means that if dividends are not paid in a particular year, they will be carried forward as an arrearage.  Usually, both the accumulated past dividends plus interest and current dividend must be paid before common stockholders can receive their dividends.





(	Is preferred stock really debt?



	(	Corporate sellers tax disadvantage



	(	Corporate buyers tax advantage



�Common Stock







Par Value: some value assigned to stock for no particular reason.  Most stocks have par values of $1.00 or $0.01.





Authorized versus Issued Common Stock: 







Capital in Excess of Par Value: usually refers to amounts of directly contributed equity capital in excess of par value. 





Retained Earnings: Corporate earnings not paid out as dividends.





Dividends:  payment of dividends is at the discretion of the Board of Directors.





Shareholders' Rights



	(	Straight Voting:   







	(	Cumulative Voting: 











�





Common Stock

Mobil Corp. Shareholders' Equity Account







Item�12/31/92  ($ Mil)��Common Share (2.00 par value per share)�880��Additional Paid-in Capital�1,220��Retained Earnings�16,464��Currency Translation Adjustment�(534)��Treasury Shares at Cost�(1,656)��Net Common Equity Note�16,374��Authorized Shares�600��Shares Issued, of which�440��Outstanding Shares�399��Treasury Shares�41��

Suppose Mobil sells an additional 100,000 shares at $60 per share



Par value of Common Stock increases by:



Addition Paid-in Capital would increase by





�What differentiates debt from equity?







Debt�Equity��Fixed promised payments�Uncertain residual cash flows��Senior to equity�Subordinated to debt��Interest in deductible�Dividends are not deductible��Only get control rights in default�Comes with control rights (can vote)��

�Main Patterns of Long-term Financing





(	Internally generated funds have been the main source of financing.





(	The primary use of funds has been capital expenditures.





(	Corporations have been net issuers of securities.



			Sources of Funds



�



�

�What Is Financial Distress?



Possible Ways to Define Financial Distress







(	Business Failure:	Business was terminated with a loss to creditors







(	Legal Bankruptcy:	Firm brings petitions to a federal court for liquidating or reorganizing the business







(	Technical insolvency:	Firm defaults on a legal obligation







(	Accounting insolvency:	Firms with negative net worth are insolvent on the books







(	Definition used in this class:



			



�Bankruptcy Liquidation



("Chapter 7")







1.	Petition is filed in federal court (voluntary or involuntary).







2.	A trustee-in-bankruptcy is elected by creditors to liquidate assets.







3.	After bankruptcy administration costs are paid, liquidation proceeds are distributed to creditors.







4.	If anything remains, shareholders get it.





�Absolute Priority Rule







1.	Expenses associated with bankruptcy







2.	Other expenses arising after filing but before the appointment of a trustee







3.	Wages, salaries, commissions







4.	Contributions to employee benefit plans







5.	Consumer claims







6.	Government tax claims







7.	Unsecured creditors







8.	Preferred stockholders







9.	Common stockholders







Two Qualifiers: Secured creditors get the proceeds from the sale of security.  Courts have set aside the priorities.



Bankruptcy Reorganization



("Chapter 11")







1.	A petition is filed in federal court (voluntary or involuntary)







2.	A judge approves or disapproves the petition, time for filing claims is set.







3.	The firm continues to run the business.







4.	The firm submits a reorganization plan.







5.	Creditors and Shareholders are divided into classes.  A class accepts the plan if a dollar majority agrees.







6.	If accepted by creditors, plan is confirmed by court.







7.	Payments in cash, property, and securities are made ( new securities may be issued.















Procedures for a New Issue







1.	Obtain approval from Board of Directors







2.	File registration statement with the SEC







3.	20 Day Waiting Period



	(	Provided preliminary prospectus



	(	Place Tombstone Ad in newspapers



	(	File price amendment with SEC



	(	Go on road show







4.	Sell Securities



�Types of Equity Issues







(	Private Direct Placement:

			Equity sold directly to buyer who cannot resell equity for a pre-specified number of years.







(	Public Offer



	(	Cash Offer



		-	Initial Public Offering:  (IPO):  A company's first equity issue made available to the public.

			Example:









		-	Seasoned Offering:  A new equity issue of securities by a company that has previously issued securities to the public before.

			Example:









	(	Rights Offer: 	A public issue of securities in which securities are first offered to existing shareholders

			Example:
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