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Last week
- The fundamental role of Finance.
- The Four Axioms of Finance:

- Investors prefer more to less.
- Inverstors are risk-averse.
- Investors prefer money today to money tomorrow.
- No arbitrage is possible

- Note for next sessions: please bring a calculator
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Today

- The objective of the firm in Finance
- Analysis of Financial Statements
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The objective of the firm
- What’s the ultimate goal of a company?

- Intermediary goals:
- Satisfy customers.- Produce quality.- etc.

- In today’s financial capitalism, the ultimate goal is seen to be maximizing owner’swealth.
- Recent pushback.

- Firms’ should also provide social benefits: sustainability, ESG goals, etc.
- The objective of the firm varies depending on the stakeholder.
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The objective of the firm
Firms’ stakeholders

- Shareholders: exercise control over management (board of directors, annual meetings).

- Banks and bondholders: Had to be pay and can restrict corporate actions.
- Corporate managers: make financial and operating decisions.
- Competitors.
- Employees.
- Customers.
- Society: receive side benefits and bear side costs.

=⇒ Which one is given primacy?
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The objective of the firm
- In traditional corporate finance, the objective in decision making is to maximize thevalue of the firm.
- A narrower objective is to maximize stockholder wealth. When the stock is traded andmarkets are viewed to be efficient, the objective is to maximize the stock price.
- To do so, a firm has to take decisions.

- Investing decision: which project or asset to pick? (real assets)- Financing decision: given a project or asset, how to finance it? (financial assets)
- Relevant for firms but also to investors, governments, etc.
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The objective of the firm
Investing and financing decisions
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The objective of the firm
Investing and financing decisions

- A corporation can raise money from lenders or shareholders.
- Lenders contribute the cash and get paid the debt plus a fixed interest rate.
- Shareholders put up the cash, but get no fixed return. They hold a residual right on futurecash-flows and profits.

- The choice between both is the choice of the capital structure.
- A lender has a lot of different choices: if a firm decides to borrow, does it do it througha bank or through bonds? For 1 year or 20 years? Does it negociate the right to pay ofearly if interest rates fall? etc.

- Equity financing can also be used, either through new shares, or by reinvesting pastearnings (owned by shareholders).
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The objective of the firm
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The objective of the firm
The opportunity cost of capital

- When making an investment, the CFO has to consider its return.
- Shareholders will only accept a return larger than what they can get by investingthemselves the money.
- The minimum acceptable rate i.e. for an investment of similar risk, is called theopportunity cost of capital, or the hurdle rate.
- It needs to be estimated!
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The objective of the firm
- How should firm’s managers make their choices?
- Some corporations have more than 100000 shareholders: all of them cannot beinvolved in management.
- Can they have a common objective?

- Yes! Maximize the market value of their investment i.e their wealth.
- Is it always true?
- Exit vs. voice strategy

- This goal is widely accepted in theory and practice.
- Is it compatible with sustainability?
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The objective of the firm
Maximizing shareholder value

- Why not maximizing profits?
- Which profits? Maximizing current year profits might be compatible with long-termprofits
- A corporation can decrease dividend payments to increase profits: might not be valuablefor shareholders.

- What about other stakeholders?
- It depends on the corporate culture!
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The objective of the firm
Maximizing shareholder value
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The objective of the firm
Agency Problems

- Public corporations separate ownership and control.
- It gives corporations a permanence.
- The owner cannot control what managers do, except indirectly through the board ofdirectors.

- It is necessary but has dangers because they can follow their own interests.
- e.g. buy private jet for their own business trips, U.S. CEO charging $1 million to thecompany for his wife’s birthday.
- Do not invest in valuable but risky projects because they are worried by the safety oftheir jobs.
- Make short-term profits at the expense of the long-term health of the company.
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The objective of the firm
Agency Problems

−→ Agency problems

- Happens when agents work for principals.
- Creates additional costs: monitoring costs.

- Need to design institutions to minimize these costs.
- Regulatory requirements, incentives schemes, etc.
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The objective of the firm
Ensuring good governance

- Legal and regulatory requirements for managers.

- e.g. Transparency of accounts, no insider trading.
- Compensation plans.

- e.g. Stock Options.
- Boar of directors.

- Elected by shareholders to represent them.
- Shareholders pressure.

- What if shareholder decides to leave?
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The objective of the firm
The case of Open AI
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The objective of the firm
The case of Open AI

- Last 17th of November the board fired Sam Altman, the founder of Open AI.
- “he was not consistently candid. . . with the board.”
- On 20th of November Microsoft announced that they hired Altman + many engineersar Open AI.
- On November 22 Sam Altman was back as CEO of OpenAI, and all but one director ofOpenAI resigned.
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The objective of the firm
The case of Open AI
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The objective of the firm
- All the choices made by the financial manager will eventually be reflected in the firm’sfinancial statements.
- Three types of statements:

- Income statement: revenues and income generated over a given period of time based onthe accrual concept.
- Balance sheet: Statement at a point in time of a company’s financial position. Assets (onthe left) sum to liabilities (on the right).
- Cash flow statement: Accounting balance sheet 6= Finance balance sheet. Notion of cashflow is very important (more than earnings).
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The objective of the firm

- Cash flow statement: Accounting balance sheet 6= Finance balance sheet. Notion ofcash flow is very important (more than earnings).
- Earnings can be different from CF: accounting requires to report transactions as theyhappen, not as you get paid and because capital expenses are spread over time(depreciation/amortization) as opposed to operating expenses.
- CF = Earnings + non-cash expenses (depreciation/amortization that lower earnings butare not CF) - capital expenditures (you got to pay for it) - change in non-cash workingcapital
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The income statement

- Revenues and income generated over a given period of time based on the accrualconcept
- i.e. accounted even if there is no cash transaction.
- e.g. accounts payable: employee bonuses that were earned in 2023 but won’t be paiduntil 2024. The 2023 financial statements must reflect the bonus expenses earned byemployees in 2023 as well as the bonus liability the company plans to pay out.
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The income statement
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The income statement
- The large increase in revenues comes from a merger with a large European Company(Alliance Boots).
- COGS reflects the costs directly involved in production (raw materials, labor, etc.).
- Other expenses are stable or fixed in nature.
- Depreciation is the decrease in value of a firm’s asset due to production (e.g.depreciation of a robot). This is not linked to a cash outflow: non-cash expense.
- Operating income is before interest and taxes (=EBIT).
- Net income: What is available to firm’s owners.
- Earnings per share divides net income by the number of shares.
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The balance sheet

- Statement at a point in time of a company’s financial position. Assets (on the left) sumto liabilities (on the right).
- Assets are what is owned by the firm and liabilities are the claims of creditors andowners.
- The balance sheet reveals a firm’s financial structure.
- The balance sheet is always... balanced: Assets = Liabilities + Owner’s equity.
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The balance sheet
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The balance sheet
Assets

- The most liquid assets are listed first.
- Current assets: assets that will be converted into cash in less than 1 year. This is theworking capital needed to carry out the normal operations of business.
- Fixed assets: physical facilities used for the production, storage, display, anddistribution of the products (plants and equipment, land).
- It also includes intangible assets.
- Goodwill: difference between a firm’s value (e.g. 100 millions) and what another firmmay pay to acquire it (e.g. 110 millions). Assets then increase by 110 = 100 (assets) +10 (goodwill).
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The balance sheet
Liabilities

- Liabilities are the debt of a business: direct borrowing, credit, accrual of obligations(wages, income tax).
- Current liabilities are payable within one year.
- All business have owners’ equity a way or another. This can correspond to the cashinitially used to buy the first machines, real estate or equipment.
- Owners claim are a residual claim, it is always represented by the difference betweentotal assets and total liabilities.
- Main difference between preferred and common stock: preferred stock does notcome with a voting right.
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The Cash Flow statement

- Contrary to previous accounts, it is not on an accrual basis.
- Divided between operating activities, investing activities, and financing activities.
- Take net income in the income statement.

- Add depreciation (noncash expense).- Add net changes in the assets, liability and equity account.
- Buying raw materials increases assets but decreases cash flows.- Borrowing money from the bank increase cash flows, paying interests decreases it.

- Add cash dividends.
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The Cash Flow statement
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Important ratios
- All these statements help to evaluate the current health of the company.
- But it also helps predicting the firm’s future earnings and the risk associated.
- Ratio analysis is generally used to learn about a firm’s strengths and weaknesses.

- It helps standardizing the balance sheet.
- Different types of ratio analysis.

- Time series analysis, cross-sectional analysis, industry comparative analysis.
- Liquidity ratios, asset management ratios, financial leverage ratios, profitability ratios, andmarket value ratios.
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Liquidity ratios

- Liquidity is important as it determines the risk of insolvency or default.
- To pay its debt the firm needs cash.
- Liquidity ratios indicate the ability to meet short-term obligations to creditors.
- Whats the relationship between current assets and current liabilities? How quickinventories and receivables turn into cash?
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Liquidity ratios
- Current ratio = Current assets / Current Liabilities

- It is 1.38 in 2014 and 1.19 in 2015 for Walgreens.
- Quick ratio (or acid test ratio) = (Cash + Marketable securities + accounts receivables) /Current liabilities −→ excludes inventories that are less liquid.
- A ratio around 1 indicates that liquid assets of the firm cover its liabilities.

- It is 0.66 in 2014 and 0.59 in 2015 for Walgreens.
- Low but fine for a retailer.

- Average payment period = year-end accounts payable / firm’s averages COGS per day
- How long it takes on average to pay its suppliers.
- It is 28.7 days in 2014 and 48.1 days in 2015 for Walgreens.
- High but fine for a retailer.
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Liquidity ratios
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Asset Management Ratios

- Indicate the extent to which assets are turned over or used to support sales.
- Total assets turnover ratio = Net Sales / Total Assets.
- Measures how much a dollar of assets create in terms of sales.
- Fixed assets turnover ratio = Net Sales / Net Fixed Assets.
- Same with fixed assets.

- Careful: A large ratio can indicate that the firm use obsolete and depreciated equipment.
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Asset Management Ratios

- Average Collection Period: year-end accounts receivables / Average net sales per day.
- Number of days to collect credit sales made to firm’s customers. A shorter period ispreferred.

- Inventory Turnover Ratio: COGS/year-end inventory.
- How efficiently the inventory is being managed. It has to be compared with industrynorms, you don’t want it to be too large, or too small.
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Asset Management Ratios
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Asset Management Ratios
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Financial Leverage Ratios
- How much borrowed funds and debt are used to finance assets, and ability of the firmto pay its debt.
- Debt to total Assets: Total Debt / Total Assets.

- 45% in 2014 and 55% in 2015. The firm took on debt as a result of the merger.
- Too high: limited ability for additional borrowing. Lenders might ask high rates for theexcessive risk of lending to a firm with a lot of debt.
- Too low: the firm might have a more efficient use of debt.

- Equity Multiplier: Total Assets / Total Equity
- A higher level of assets relative to equity means a higher level of debt, and then a greateruse of leverage.

- Interest Coverage: EBIT / Interest expense
- Firm’s ability to meet its interest and principal repayment obligations.
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Asset Management Ratios
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Profitability ratios
- Indicate firm’s ability to generate returns on its sales, assets and equity.
- Operating Profit Margin: EBIT / Net Sales

- Ability to control operating expenses relative to sales.
- Net Profit Margin: Net Income / Net Sales

- Same but it also includes interests and tax obligations.
- Return ratios: Return on assets (Net Income / Net Assets) and Return on Equity (NetIncome /Common Equity). This last ratio measures the return investors earned byinvesting in the firm.
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Profitability ratios
The DuPont method

- Note that: Return on assets = Net Profit Margin × Total Asset Turnover
- Allows to separate the change in ROA into its two components.

- Similarly the Return on Equity can be decomposed as:
- Return on Equity = Net Profit Margin × Totak Asset Turnover ×

Equity multiplier.
- ROE can change because of net profit margin, total asset turnover, or leverage.
- Represents leverage: if a firm uses relatively more liabilities to finance assets, theequity multiplier will rise and ROE will increase.
- Here: not a greater operating efficiency, only a greater use of debt financing.
- This method is called the DuPont method of ratio analysis.
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Market-Value Ratios
- Indicate how investors value the firm compared to its financial values.
- When market are efficient, a firm’s profitability, risk, quality of management, and manyother factors should be reflected in its stock and security prices.
- Price-earning ratio: stock price / earning per share.

- Willingness of investors to pay for an additional dollar of EPS.
- Price-to-book value: market value / balance sheet equity.

- In an efficient market, it reflects investors pessimism or optimism about a company’sfuture.
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