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INTRODUCTION

This class addresses the basics of corporate finance.
For a financial institution, corporate finance involves multiple roles.
Like all corporations, financial institutions fund themselves using the instru-

ments of corporate finance. Indeed, banks and other financial institutions are
some of the largest and most active issuers of bonds and counterparties to swaps.
In this respect a financial institution is just like any other large corporation.
The issue here is simply how does a corporation, organized under laws you

have already studied, get the funds it needs to develop and run its business?
But corporate finance also involves transactions that change the corporation.

When one corporation acquires another, financing will often be involved in the
purchase, but the transaction also involves larger legal questions. That is, while
corporate finance naturally involves “finance” – in the sense of loans or other
money raised from investors – it also involves transactions.
Thus, the course will begin with the concept of “finance” but by the end move

into some coverage of mergers, asset sales, and the restructuring of corporations
in financial distress.
This all involves corporate finance as it influences all large corporations. What

of the special role of financial institutions?
Financial institutions play a unique role here because they can appear on any

side of a corporate finance transaction. For example, when a large manufactur-
ing corporation enters into a syndicated loan agreement, it always does so as a
borrower. Financial institutions, on the other hand, will appear as agents or lend-
ers in a syndicated loan transaction more often than as borrowers.
An insurance company often is an issuer of corporate bonds. But the insur-

ance company will also be a major buyer of corporate bonds issued by other com-
panies. That is, the insurance company is both seller and buyer of corporate
debt. At the same time, a leading bank might not only issue its own bonds but
also act as indenture trustee for bonds of other companies.
Throughout the course you should keep in mind the myriad ways in which

your employer might appear in the transactions under consideration.
Stephen J. Lubben
Newark, New Jersey
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Week 1

A. CORPORATE FINANCE, ACCOUNTING,
AND CASH FLOWS

Corporate Finance texts, and finance articles, spend much time discussing
“firms.” For a law student, a firm is the source of a job, hopefully. But for pur-
poses of this text and this class, firm means something more than law firm.
In finance a firm is any of the entities you studied in your Business Associations

or Corporations class: sole proprietorships, partnerships, limited liability compa-
nies, and corporations. The firm is a way of organizing business and economic activ-
ity. The specific nature of each type of firm is a function of the law that created it.
There are many different types of businesses and each has its own unique set

of transactions, but the fundamentals of all firms are basically the same. First, all
firms have assets and liabilities. Assets are the things the firm owns, and liabilities
are the things the firm owes. A factory is an asset—no matter how old and
decrepit it might be—and a bank loan, a tort judgment against the firm, or a
promise to pay employees is a liability.
But notice that for the bank, the loan to the firm is an asset. The bank has

received a contract that will generate periodic interest payments, along with the
return of the principal amount the bank lent. Most liabilities have this property:
a liability for one firm is an asset to another.
Also notice that the only assets and liabilities that are shown on the balance

sheet are those that can be reduced to dollar figures. The firm’s good reputation
might be thought of as an asset, but you won’t find it on the balance sheet.
Next, all firms—at least all the firms covered in this class—have owners.1 The

owners’ interest in the firm is called equity. It has nothing to do with justice.
Equity can take the form of shares (in corporations), membership interests
(LLCs), or any other ownership claim.
With that background, you are ready to learn some basic accounting. Account-

ing is important, because much of corporate finance is based on an understand-
ing of the firm’s financial situation. The way to get that understanding is
through the accounting statements.2

1. Balance Sheets

A balance sheet is a picture of a firm’s assets, liabilities, and equity at a point in
time. As such, the balance sheet is often out of date one minute after it is

1. Not-for-profit firms have no owners, but do have beneficiaries.
2. If offered at your school, a full accounting for lawyers class can be invaluable.
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prepared. The static nature of balance sheets can also be abused, as noted in the
following excerpt from the Lehman Brothers examiner’s report. An examiner is a
neutral party appointed by a bankruptcy court to investigate some aspect of a com-
pany that has ended up in chapter 11.3 In this case, the examiner was appointed
to investigate the collapse of Lehman during the financial crisis of 2008.

IN RE LEHMAN BROTHERS HOLDINGS, INC.,
(BANKR. S.D.N.Y. 2010)

Report of Anton R. Valukas, Examiner, pages 732–735

Lehman employed off-balance sheet devices, known within Lehman as “Repo
105” and “Repo 108” transactions, to temporarily remove securities inventory
from its balance sheet, usually for a period of seven to ten days, and to create a
materially misleading picture of the firm’s financial condition in late 2007 and
2008.4 Repo 105 transactions were nearly identical to standard repurchase and
resale (“repo”) transactions that Lehman (and other investment banks) used to
secure short-term financing, with a critical difference: Lehman accounted for
Repo 105 transactions as “sales” as opposed to financing transactions based upon
the overcollateralization or higher than normal haircut in a Repo 105 transac-
tion.5 By recharacterizing the Repo 105 transaction as a “sale,” Lehman removed
the inventory from its balance sheet.

Lehman regularly increased its use of Repo 105 transactions in the days prior to
reporting periods to reduce its publicly reported net leverage and balance sheet.
Lehman’s periodic reports did not disclose the cash borrowing from the Repo 105
transaction—i.e., although Lehman had in effect borrowed tens of billions of dol-
lars in these transactions, Lehman did not disclose the known obligation to repay
the debt. Lehman used the cash from the Repo 105 transaction to pay down other
liabilities, thereby reducing both the total liabilities and the total assets reported
on its balance sheet and lowering its leverage ratios. Thus, Lehman’s Repo 105
practice consisted of a two-step process: (1) undertaking Repo 105 transactions fol-
lowed by (2) the use of Repo 105 cash borrowings to pay down liabilities, thereby
reducing leverage. A few days after the new quarter began, Lehman would borrow
the necessary funds to repay the cash borrowing plus interest, repurchase the
securities, and restore the assets to its balance sheet.

Lehman never publicly disclosed its use of Repo 105 transactions, its account-
ing treatment for these transactions, the considerable escalation of its total Repo

3. 11 U.S.C. § 1104(c).
4. Unless otherwise noted, the Report uses the term “Repo 105” to refer to both Repo 105 and

Repo 108 transactions. Lehman treated the two transactions identically under the same internal
accounting policy and both transactions shared the same anatomy. They differed only in that Repo
105 transactions utilized fixed income securities and required a minimum five percent overcollater-
alization amount (i.e., a minimum of $105 worth of securities in exchange for $100 cash borrowed),
while Repo 108 transactions utilized equities securities and required a minimum eight percent over-
collateralization amount (i.e., a minimum of $108 worth of securities in exchange for $100 cash
borrowed).

5. Sale and repurchase agreements (“repos”) are agreements where one party transfers an asset
or security to another party as collateral for a short-term borrowing of cash, while simultaneously
agreeing to repay the cash and take back the collateral at a specific point in time. When the repo
transaction matures, the borrower repays the funds plus an agreed upon interest rate and takes
back its collateral. . . . Overcollateralization amounts, or haircuts, in Repo 105 transactions were
higher than the typical haircut applied to ordinary repos using similar securities.
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105 usage in late 2007 and into 2008, or the material impact these transactions
had on the firm’s publicly reported net leverage ratio. According to former
Global Financial Controller Martin Kelly, a careful review of Lehman’s Forms 10-
K and 10-Q [annual and quarterly reports filed with the SEC] would not reveal
Lehman’s use of Repo 105 transactions. Lehman failed to disclose its Repo 105
practice even though Kelly believed “that the only purpose or motive for the
transactions was reduction in balance sheet;” felt that “there was no substance to
the transactions;” and expressed concerns with Lehman’s Repo 105 program to
two consecutive Lehman Chief Financial Officers—Erin Callan and Ian Lowitt—
advising them that the lack of economic substance to Repo 105 transactions
meant “reputational risk” to Lehman if the firm’s use of the transactions became
known to the public. In addition to its material omissions, Lehman affirmatively
misrepresented in its financial statements that the firm treated all repo transac-
tions as financing transactions—i.e., not sales—for financial reporting purposes.
Starting in mid-2007, Lehman faced a crisis: market observers began demand-

ing that investment banks reduce their leverage. The inability to reduce leverage
could lead to a ratings downgrade, which would have had an immediate, tangible
monetary impact on Lehman.

Despite the potential for abuse, the balance sheet provides useful information
about the company. From a lender’s perspective, the balance sheet provides
some insight into the firm’s ability to repay. From a supplier’s perspective, the
balance sheet’s discussion of liabilities reveals the degree to which other cred-
itors have claims against the same firm, and the accounts payable line, over time,
might offer the first sign of liquidity problems at the firm. When firms approach
bankruptcy they often begin to “stretch the trade,” which involves paying bills
more slowly than in the past.
The balance sheet is said to comprise two sides: the left-hand side (assets) and

the right-hand side (liabilities and equity). Visually you can think of an old-fash-
ioned ledger that looks something like Table 1-1, even if modern balance sheets
are rarely presented in this manner.
The right side of the balance sheet is where most of the finance that is the sub-

ject of this class happens. But the asset side of the balance sheet can influence
the financing choices that are made on the right side.
Table 1-2 puts some numbers on the balance sheet to make it a bit more realis-

tic. Here is something you should notice right off the bat:

Assets = Liabilities + Equity, and
Assets! Liabilities = Equity

Table 1-1
Basic Balance Sheet

Assets Liabilities
Equity

A. Corporate Finance, Accounting, and Cash Flows 3
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Table 1-2
Bogartco, Inc. Balance Sheet

Bogartco, Inc., A Leading Making of Trenchcoats and Fedoras

(In millions)

Year Ended
December 31,

2012 2011
Assets
Current assets:
Cash and cash equivalents $8,161 $5,505
Short-term investments (including securities loaned of
$683 and $62)

36,012 31,283

Total cash, cash equivalents, and short-term investments 44,173 36,788
Accounts receivable, net of allowance for doubtful
accounts of $312 and $375

9,646 13,014

Inventories 1,242 740
Deferred income taxes 2,344 2,184
Other 2,176 2,950
Total current assets 59,581 55,676
Property and equipment, net of accumulated depreciation
of $8,942 and $8,629

7,771 7,630

Equity and other investments 9,211 7,754
Goodwill 12,471 12,394
Intangible assets, net 1,077 1,158
Other long-term assets 1,429 1,501
Total assets $91,540 $86,113
Liabilities and stockholders’ equity
Current liabilities:
Accounts payable $3,654 $4,025
Short-term debt 1,000 1,000
Accrued compensation 2,252 3,283
Income taxes 2,136 1,074
Short-term unearned revenue 12,767 13,652
Securities lending payable 909 182
Other 3,139 2,931
Total current liabilities 25,857 26,147
Long-term debt 9,665 4,939
Long-term unearned revenue 1,152 1,178
Deferred income taxes 540 229
Other long-term liabilities 7,384 7,445
Total liabilities 44,598 39,938
Commitments and contingencies
Stockholders’ equity:
Common stock and paid-in capital—shares authorized
24,000; outstanding 8,562 and 8,668

61,935 62,856

Retained deficit, including accumulated other compre-
hensive income of $1,519 and $1,055

(14,993) (16,681)

Total stockholders’ equity 46,942 46,175
Total liabilities and stockholders’ equity $91,540 $86,113
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That is, the right side of the balance sheet balances with the left; hence
the name.
Notice that some categories are now subdivided. Current assets are cash and

things that can be turned into cash relatively quickly. Cash here means not only
currency, but also bank account balances and other relatively riskless things like
U.S. Treasury obligations.
Fixed or long-term assets are things than can only be turned into cash with

some effort: Real estate is a classic example. Other less obvious examples
include intellectual property, like trademarks. In normal times, these assets
will not be turned into cash. Likewise, liabilities have been similarly subdi-
vided among current liabilities (those due within a year) and long-term
liabilities.
Total equity is equal to paid-in capital, the original price paid for stock at

issuance, plus retained earnings. Paid-in capital is often further subdivided
between par value, a concept that you probably remember used to have some
legal meaning, and additional paid-in capital. Retained earnings is money the
company has earned, but not paid out as dividends to shareholders. When a
company loses money in a year, retained earnings is the first item to absorb
the loss.
Equity on the balance sheet has no direct relationship with the current market

value of the firm’s shares.
Every entry on the right side of the balance sheet must have a corresponding

entry on the left to maintain the basic equality or balance we already discussed.
This is what is often referred to as double-entry bookkeeping. If the company adds
more money to the retained earnings line, what entry would it make on the left
side of the balance sheet?
Because firms only prepare balance sheets periodically—maybe once

per quarter— transactions occurring in between the balance sheets are
recorded on a ledger known as a journal. By convention, additions to the
left side of the balance sheet are recorded as “debits” in the journal, and
additions to the right side of the balance sheets are recorded as “credits.”
Don’t even try to make linguistic sense of the terms, and simply remem-
ber this:

Debits = left increases
Credits = right increases

Because of the double-entry system used on the balance sheet, which
carries over to the journal, a debit entry is paired with a corresponding
credit entry, and vice versa. A $5 million credit, increasing liabilities to
reflect a loan taken out from the bank, would be matched with a $5 mil-
lion debit that reflects the increase in cash on the asset side of the balance
sheet.
When the firm prepares its next balance sheet the journal will be used to

update the prior balance sheet.
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PROBLEM SET 1-1

1. If assets minus liabilities equals equity, as noted earlier, how would you
interpret negative equity?

2. Under generally accepted accounting practices (GAAP) in the United
States, balances sheets like the one seen in Table 1-2 value assets at cost.
What risks arise from such a valuation of Bogartco’s plant (included in
“property and equipment”)? In particular, what is the likely difference
between the value on the balance sheet and market value?

3. Bacall Tin Whistles, Inc. has current assets of $5.7 million, fixed assets
of $4.3 million, current liabilities of $3.9 million, and long-term debt of
$1.1 million. Construct a simple balance sheet. What is the shareholder
equity?

2. Income Statements

Income or net income refers to the total revenue that a firm takes in, less the cost
of generating that revenue. That is

Revenues! Expenses = Net Income

Income statements partially make up for the weaknesses of a static bal-
ance sheet. In particular, an income statement shows the flow of money
into and out of a firm during a particular year. These flows will have an
effect on the overall balance sheet, with positive income items increasing
the equity and negative income items decreasing it, but the income state-
ment, a sample of which is shown in Table 1-3, shows how the balance sheet
came to be.

The accuracy of the foregoing statement is tempered by the GAAP notion
that revenues should be matched with their corresponding expenses.
This is known as accrual accounting, as contrasted with cash accounting, which
is the kind of accounting your bank uses for your checking account (cash

Table 1-3
Simple Income Statement

Spade &Marlowe Corporation
For the Year Ending December 31, 1937

Revenues $100
Less Expenses 24
Net Income $76
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in, cash out). All of the firms studied in this course will use accrual
accounting.
Thus, under accrual accounting, income is reported when a sale is made—

even if the sale is on credit and the firm receives no actual cash until some point
in the future. A firm could have lots of income and still be unable to pay its elec-
tricity bill. The utility company likes cash.
The most important concept related to this principle is depreciation. When

an asset is depreciated, the cost of the asset is incurred over the life of the
asset. This represents an attempt to match the cost with the revenue result-
ing from the asset. But depreciation is merely an estimate of how much a
thing is used up, and a variety of tax policies might permit deviations for
this norm.
Thus, Bogartco might purchase a new fedora-creasing machine for

$100,000. It expects the machine to last for ten years, after which it will
have no value at all. Casually we might think that Bogartco will incur a cost
of $100,000 in year one, and revenues but no cost in the nine years there-
after.6 But such straightforward thinking would put legions of attorneys and
accountants out of work.
Instead, under GAAP, Bogartco will incur part of the $100,000 over each of

next ten years. If Bogartco uses “straight line” depreciation, it will incur a
$10,000 cost each year. From a cash flow perspective, it has spent $100,000 in
year one. From an accounting perspective, it has spent $10,000.
Amortization is the same idea applied to nontangible assets— in particular,

goodwill.7

Because accounting and “real” cash flows are often out of sync, a similar issue
develops with regard to taxes. Namely, the amount of tax actually owed in a par-
ticular year might not match with the amount of tax that would seem to be due
based on the accounting income. This is because actual income might be more
or less than accounting income.
To adjust for this, income statements (see Table 1-4) typically report taxes as

the sum of the “current” taxes, which represents the actually paid amount, and
deferred taxes, which represents taxes that would be due based on the account-
ing income reported. In theory, the deferred and current taxes will balance out
over the long term.8

Net income is often expressed per share of stock outstanding—that is, as earn-
ings per share. This allows for easy comparison of companies in similar indus-
tries. This is calculated as

EPS = Net Income/Shares Outstanding

As discussed later, EBITA is an even more useful measure of the firm’s cash flow.

6. If Bogartco were to do this, it would be engaging in “cash” accounting. Sole proprietorships
often use this method.

7. Goodwill is a kind of accounting catchall that covers the “intangibles” of a business. For
example, if a company buys another company for $100 over book value, that extra $100 will appear
as “goodwill” on the acquiring company’s balance sheet.

8. Cf. John Maynard Keynes, A Tract on Monetary Reform 80 (1923) (“[T]his long run is a mislead-
ing guide to current affairs. In the long run we are all dead. Economists set themselves too easy, too
useless a task if in tempestuous seasons they can only tell us that when the storm is long past the
ocean will be flat again.”).

A. Corporate Finance, Accounting, and Cash Flows 7
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3. Cash Flow Statements

The income statement shows how the firm made or lost money over a spe-
cific period of time— typically, a quarter or a year. The balance sheet shows
the firm’s overall financial condition at the end of that same period
of time.

A cash flow statement, shown in Table 1-5 on the next page, then reconciles
the firm’s opening and closing cash balance for the same period of time. The
focus here is specifically on cash, rather than income. The use of cash is detailed,
then that use is compared to the prior cash balance to then calculate the final,
end-of-period cash balance.

In the case of cash flows from operations, the cash flow statement starts with
net income and then adjusts for noncash changes in net income that come from
depreciation and amortization. Likewise, the cash flow statement will reflect
changes in the type of assets and liabilities the firm shows on its balance sheet—
for example, a reduction in accounts receivable is typically reflected in an
increase in cash, assuming the reduction is a result of getting paid. An increase
in inventory will likely reflect a corresponding decrease in cash, as the cash is
used to pay for the inventory.

Table 1-4
Bogartco, Inc. Income Statement

Bogartco, Inc., A Leading Making of Trenchcoats and Fedoras
Income Statement

(In millions, except per share amounts)
Year Ended

December 31,
2012

Revenue $16,195
Operating expenses:
Cost of revenue 3,139
Research and development 2,196
Sales and marketing 2,806
General and administrative 938
Total operating expenses 9,079
Operating income 7,116
Other income 114
Income before income taxes 7,230
Provision for income taxes 1,820
Net income $5,410
Earnings per share:
Basic $0.63
Diluted $0.62
Weighted average shares outstanding:
Basic 8,614
Diluted 8,695
Cash dividends declared per common share $0.16
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Table 1-5
Bogartco, Inc. Cash Flow Statement

Bogartco, Inc., A Leading Making of Trenchcoats and Fedoras
Cash Flow Statement

(In millions)
Year Ended
December

31,
2012

Operations
Net income $5,410
Adjustments to reconcile net income to net cash from operations:
Depreciation, amortization, and other noncash items 694
Stock-based compensation 528
Net recognized losses (gains) on investments and derivatives (29)
Excess tax benefits from stock-based compensation (5)
Deferred income taxes (148)
Deferral of unearned revenue 5,881
Recognition of unearned revenue (6,862)
Changes in operating assets and liabilities:
Accounts receivable 3,674
Inventories (468)
Other current assets 208
Other long-term assets 62
Accounts payable (400)
Other current liabilities (911)
Other long-term liabilities 560
Net cash from operations 8,194
Financing
Short-term borrowings, maturities of 90 days or less, net 814
Proceeds from issuance of debt, maturities longer than 90 days 4,721
Repayments of debt, maturities longer than 90 days (814)
Common stock issued 177
Common stock repurchased (4,399)
Common stock cash dividends paid (1,118)
Excess tax benefits from stock-based compensation 5
Other (25)
Net cash used in financing (639)
Investing
Additions to property and equipment (564)
Acquisition of companies, net of cash acquired 0
Purchases of investments (7,417)
Maturities of investments 870
Sales of investments 1,427
Securities lending payable 727
Net cash used in investing (4,957)
Effect of exchange rates on cash and cash equivalents 58
Net change in cash and cash equivalents 2,656
Cash and cash equivalents, beginning of period 5,505
Cash and cash equivalents, end of period $8,161
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For nonoperating activities the process works in a similar way. If the company
pays off debt, it uses cash. If it issues new debt, the proceeds become new cash on
the balance sheet. An increase in plant, property, and equipment is a use of cash,
and new equity issuance is a source of cash.

4. Consolidated Reports

In casual conversation, it is common to speak of a firm, when legally we
really mean a group of firms. For example, normal people (i.e., nonlaw-
yers) often speak of “Bank of America.” But in fact, the thing known as
Bank of America is comprised of more than 2,000 separate legal entities,
grouped under a single Delaware holding company based in North
Carolina.

Although corporate law might treat Bank of America as thousands of entities,
as a matter of securities and tax law it is treated as a single legal entity, and Bank
of America will prepare a single set of consolidated financial statements under
the accounting rules. Essentially a new, hypothetical entity is created as a matter
of accounting, and it is this entity that files Securities and Exchange Commission
(SEC) reports and pays taxes.
Every subsidiary that the parent company owns more than a 50 percent interest
in will be consolidated within the consolidated entity. As a result, the parent
company must eliminate transactions between the parent and its subsidiaries for
accounts receivable and accounts payable to avoid counting revenue twice and
giving the impression that the consolidated entity has more profits or owes more
money than it actually does.

If the parent company owns all of the equity interests of its subsidiaries, the
consolidated revenues will be equal to the aggregate revenues of the group, less
intercompany sales, and net income should equal the aggregate net income of
the group, less the effect of intercompany transactions. It is slightly more compli-
cated if the subsidiary is majority owned, but not wholly owned. Than an adjust-
ment must be made to account for the cash flows that belong to the minority
shareholders.

If a parent company owns between 20 percent and 50 percent of another com-
pany, a proportional share of the subsidiary’s net income will appear in the net
income of the parent company. This proportional treatment is called the equity
method of accounting.

5. Liquidity, Cash Flow, and Measures of Firm Health

The following press release from 2002 relates to Dynegy, an energy com-
pany that is used as an example throughout the textbook. Apparently Dyn-
egy was concerned that stock analysts, who typically work for brokerage
houses and make recommendations to clients about whether a particular
stock should be bought or sold, were penalizing the company for the gap
between reported net income and actual operating cash flow. Dynegy set
out to close the gap with a corporate finance transaction that had no real
economic substance.
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SEC PRESS RELEASE DYNEGY SETTLES SECURITIES FRAUD
CHARGES INVOLVING SPES, ROUND-TRIP ENERGY TRADES FOR
IMMEDIATE RELEASE 2002–140 COMPANY WILL PAY $3 MILLION
CIVIL PENALTY, CEASE AND DESIST FROM VIOLATING ANTI-

FRAUD PROVISIONS OF FEDERAL SECURITIES LAWS

Washington, D.C., September 24, 2002—The Securities and Exchange Commission
filed a settled enforcement action today against Dynegy Inc., in connection with
accounting improprieties and misleading statements by the Houston-based energy
production, distribution and trading company. The Commission’s case arises from
(i) Dynegy’s improper accounting for and misleading disclosures relating to a $300
million financing transaction, known as Project Alpha, involving special-purpose
entities (SPEs), and (ii) Dynegy’s overstatement of its energy-trading activity result-
ing from “round-trip” or “wash” trades—simultaneous, pre-arranged buy-sell trades
of energy with the same counter-party, at the same price and volume, and over the
same term, resulting in neither profit nor loss to either transacting party.
The Commission found that Dynegy engaged in securities fraud in connection

with its disclosures and accounting for Project Alpha, and negligently included
materially misleading information about the round-trip energy trades in two
press releases it issued in early 2002. In settlement of the Commission’s enforce-
ment action, Dynegy, without admitting or denying the Commission’s findings,
has agreed to the entry of the cease-and-desist order and to pay a $3 million pen-
alty in a related civil suit filed in U.S. district court in Houston. The Commis-
sion’s investigation is continuing as to others.
More specifically, the Commission’s Order finds as follows.

PROJECT ALPHA

By 2000, some energy analysts following Dynegy had noticed a widening gap
between Dynegy’s net income and operating cash flow. The gap resulted from
Dynegy’s recognition of net income in the form of unrealized gains from net for-
ward positions,9 and the fact that the net forward positions generate no current
cash flow. This treatment of unrealized gains as net income was required under
“mark-to-market” accounting principles. In April of 2001, Dynegy closed on Proj-
ect Alpha, a complex web of transactions involving SPEs, to boost its 2001 operat-
ing cash flow by $300 million, or 37%, and thereby reduce the gap between its
net income and operating cash flow, as well as to achieve a $79 million tax
benefit.
Dynegy defrauded the investing public by failing to disclose in its 2001 Form

10-K the true financing, as opposed to operating, nature of the $300 million.
In reality, the $300 million was a loan masquerading as operating cash flow on
Dynegy’s 2001 Statement of Cash Flows. This is particularly significant for two
reasons: first, analysts view operating cash flow as a key indicator of the financial
health of energy trading firms such as Dynegy; and second, historically, the State-
ment of Cash Flows has been considered immune from cosmetic tampering.
In addition, Dynegy’s accounting in its financial statements for the $300 mil-

lion failed to conform to GAAP in at least two respects. Under Financial

9. A forward is a contract for purchase or sale of an item at some point in the future. See Chapter
5.—AUTHOR
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Accounting Standard 95, Dynegy should have accounted for the Alpha-related
cash flow as financing, rather than operating, cash flow. Moreover, Dynegy failed
to comply with the 3% at-risk requirement for SPEs. Consequently, Dynegy over-
stated net income in 2001 by 12%—the amount of the purported $79 million
Alpha-linked tax benefit.

ROUND-TRIP ENERGY TRADES

Dynegy issued materially misleading information to the investing public about
the amount of trading on its electronic trading platform, Dynegydirect. On
November 15, 2001, Dynegy entered into two massive “round-trip” electricity
transactions. In a January 2002 press release, Dynegy included the notional trad-
ing value (multiple of volume, price and term) from one of these trades in a dis-
cussion of an increase in trading traffic on Dynegydirect. In an April 2002 press
release, Dynegy included the results of these trades in its reported energy trading
volume and in its first quarter 2002 revenues and cost of sales.

In both releases, Dynegy negligently failed to disclose that the resulting
increases in energy trading volume, revenue and notional trading value were
materially attributable to the round-trip trades. The contents of the press
releases were also used in the offer and sale of securities. Because the round-trip
trades lacked economic substance, Dynegy’s statements were materially mislead-
ing to the investing public. This case is the first enforcement action resulting
from an energy trading company’s misleading disclosures regarding use of
“round-trip” or “wash” trades.

DYNEGY’S CONDUCT AFTER CONTACT BY COMMISSION STAFF

Dynegy disclosed Alpha’s impact on its financial performance in a Form 8-K
that the company filed with the Commission on April 25, 2002, only after the
Commission staff expressed to Dynegy concerns about Alpha. After those con-
cerns were first raised, but before the filing of the Form 8-K, Dynegy’s former
Chief Financial Officer falsely stated to the public that Alpha’s “primary pur-
pose” was to secure a long-term natural gas supply, and Dynegy continued to
assert that its obtaining a long-term gas supply was a principal purpose of Alpha.
Dynegy officials did not, prior to Dynegy’s filing of the Form 8-K, acknowledge
that Alpha’s principal purposes were, in fact, to minimize the gap between Dyn-
egy’s reported net income and reported operating cash flow and to realize an
associated tax benefit.

As the foregoing indicates, net income is a widely reported measure that is
often of limited practical value.10

EBITDA is a considerably more important measure than net income, and one
that is often referenced in corporate finance transactions. EBITDA is pro-
nounced exactly as it is spelled—E-BIT-DA. It stands for earnings before inter-
est, taxes, depreciation, and amortization. The idea is to get a measure of the
firm’s cash flow that does not depend on accounting entries that often reflect
noncash events. In the debt context in particular, documents will often demand

10. The excerpt also introduces a series of SEC reports, which are discussed in the next section.
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a certain level of EBITDA, which gives the lender confidence that the debt will
actually be paid. EBITDA is also often used as part of financial ratio—for exam-
ple, EBITDA over total debt is a commonly used measure of the viability of a
company.
Myriad other ratios are used to measure a firm’s health. Each ratio measures

something slightly different, and which ratio is appropriate depends on the goal.
Table 1-6 summarizes some of the most common financial ratios; think about
their purpose as you read the table. One—EPS—you have already seen. Other
ratios will be introduced later— like the dividend yield calculation we do in
Chapter 3.
You should now be ready to understand this in the real world. Give it a try.

HERMES RAISES GROWTH TARGET
AS CHINA DEMAND BOOSTS SALES

By Andrew Roberts—Aug 31, 2012, Bloomberg.com11

Hermes International SCA (RMS), the French maker of silk scarves and leather
goods, raised this year’s sales-growth target after first-half earnings beat estimates
on Asian demand for luxury products.
The maker of Birkin and Kelly bags’ annual sales growth excluding cur-

rency shifts “could be around 12 percent,” it said today in a statement. The
Paris-based company last month said it targeted annual revenue growth of 10
percent.
Hermes, in which LVMH Moet Hennessy Louis Vuitton SA (MC) owns a 22.3

percent stake, is seeking to tap growing demand for luxury goods in Asia, where
wealthy clients continue to increase spending on items such as Birkin bags. Sales
in the region, other than Japan, rose 25 percent in the half-year, led by China,
Singapore and Hong Kong, the company said.

Table 1-6
Common Financial Ratios

Name Formula

Earnings per share Net earnings/# of shares
Debt ratio Liabilities/Assets
Debt/equity ratio Liabilities/Equity
Quick ratio Current assets-(Inventory & Prepayments)/

Current liabilities
Current ratio Current assets/Current liabilities
Cash ratio Cash/Current liabilities
Profit or operating margin Net income/Sales
EBITDAmargin EBITDA/Sales
Return on equity (ROE) Net income/Total equity

11. Used with permission of Bloomberg L.P.© 2013. All rights reserved.
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The report was “good and reassuring,” said Thomas Mesmin, an analyst at
Cheuvreux in Paris. A 0.1 percentage point improvement in the operating profit
margin to 32.1 percent of sales was “a very strong performance,” Mesmin said in
a note.

Hermes rose as much as 4.1 percent in Paris trading and was up 2.1 per-
cent at 228.45 euros as of 9:36 a.m. The gain erased the stock’s decline
this year, which had followed surges of 47 percent in 2011 and 68 percent
in 2010.

CHINA BOOM

Hermes got about 47 percent of sales from Asia in the second quarter, com-
pared with 35 percent from Europe and 16 percent from the Americas. Sales of
discretionary goods in China will grow by a compounded annual rate of 13.4 per-
cent between 2010 and 2020 to reach $1.88 trillion as shoppers in the world’s sec-
ond-largest economy become more affluent, according to data in a McKinsey &
Co. report in March.

Hermes last month reported second-quarter sales rose 22 percent to 814.5 mil-
lion euros ($1.02 billion), exceeding the 799.3 million-euro average of three ana-
lysts’ estimates compiled by Bloomberg.

Operating margin for the year should be between that achieved in 2010 and
2011, the company said today.

Operating income climbed to 510.9 million euros from 418.1 million
euros a year earlier, higher than the 502 million-euro average of three
analysts’ estimates. Net income gained 15 percent to 335.1 million euros,
beating the 320.7 million-euro average of three estimates compiled by
Bloomberg.

6. SEC Reports

If a firm’s shares are traded on a regulated stock exchange— like the New York
Stock Exchange—the firm must file a series of reports with the SEC. These
forms include the following:

Form 10-K—Annual report, must be filed by companies that have registered
securities under Section 12 of the 1934 Act.

Form 10-Q—Quarterly report required for each of the first three quarters of the
fiscal year.

Form 8-K—Current report required to be filed when certain key events occur.

Basically the 10-K and 10-Qs are routine forms, and the 8-K is used to
report something exciting. 10-K and 10-Qs contain much of the account-
ing information discussed early in the chapter. The SEC’s web page (www.
sec.gov) allows you to search and find these forms for all publicly traded
companies.

Typically a company will file the 10-K sometime aroundMarch of the following
year. For example, the Dynegy 2010 10-K, discussed in the next section, was filed
in March 2011.
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B. DISCOUNT RATES

To this point we have used a discount rate that was stated in the problem, or
assumed that the cash flows at hand could be discounted using a low-risk or risk-
free interest rate, like the government bond rate, or a bank account rate. But the
real world rarely works that way, so now that we have the basics of valuation
under our belts, we need to examine the factors that go into a proper dis-
count rate.
You can think of interest as the rent that a debtor has to pay a creditor for use

of the creditor’s money. If the creditor can get 5 percent by lending its money to
the federal government, then you will have to pay something more than 5 per-
cent to get the creditor to lend the money to you instead. Likewise, if you want to
borrow money for five years, and the creditor can lend the money for two years
and get 3 percent, you will likely have to pay something more than 3 percent to
borrow for five years.
Imbedded in these and other questions are important issues of risk, capital

structure, and inflation. But first we talk about two foundation issues: the con-
cepts of expected return and opportunity cost of capital.

1. Capital Structure and the Absolute Priority Rule

One key element of risk in corporate finance involves the investor’s standing on
default. For example, imagine a simple company that defaults on its debts with a
balance sheet as follows:

Assets Liabilities & Equity

$100 $100 unsecured loan
100 shares of common stock

Who gets what? The short answer is that the creditors—who gave the loan—take
the assets and the shareholders get nothing. In bankruptcy this ordering of
claimants is known as the absolute priority rule.8

ELIZABETH WARREN, A THEORY OF ABSOLUTE PRIORITY
1991 Ann. Surv. Am. L. 9, 37–38 (1992)

The legal rule of absolute priority had its genesis in the long-standing common
law maxim that creditors would be paid ahead of equity. This rule assured those
who did business with the corporation that if the business were dissolved the
creditors would be paid before the insiders would recover their investments.

8. Case v. Los Angeles Lumber Products Co., 308 U.S. 106, 117, 60 S. Ct. 1, 8, 84 L. Ed.
110 (1939).
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In the case of collapse, the creditors could count on payment in full before
equity collected anything from the business assets.

The provision is a form of creditor protection, one of many that attempt to
restrict the ability of corporate owners and insiders from depleting a failing busi-
ness for their own benefit, leaving the creditors with only the empty shell of a
business. In part, the rule is designed to offset some of the consequences of supe-
rior information and control necessarily available to equity owners when they
manage the business or exercise close supervision over the nominal managers.
The rules of absolute priority satisfy concerns similar to those of state law rules of
dividend distribution, for example, which require that the corporation only dis-
tribute stock dividends from earned surplus rather than from general assets of
the business. As any good law-and-economics devotee could point out, creditors
could have insisted on such provisions in advance, but the law provides an off-
the-rack ordering among the parties that is nearest to what the parties would
likely have negotiated for themselves, requiring that the owners/insiders restrict
their abilities to take assets from the business to the injury of the creditors.

The basic idea is that secured creditors (creditors with liens or mortgages) get
paid before unsecured creditors who get paid before shareholders.

Each of these financial instruments is examined in greater detail in subse-
quent chapters, but the basic idea now is to understand how the rule affects the
cost of financing. Return to the simple example of the $100 asset firm at the start
of this section—once you understand the absolute priority rule you can under-
stand why the company will have to pay a greater return to its shareholders than
it pays to unsecured creditors. Unless the firm can dupe its investors. But that is a
trick that typically only works once; thereafter, investors get wise.

OVERSEAS SHIPHOLDING OWES
$463 MILLION TAXES; BONDS DROP

By Steven Church and Alaric Nightingale—February 13, 2013, Bloomberg.com9

Overseas Shipholding Group Inc., the largest U.S. tanker operator, owes $463
million in U.S. taxes and interest, the Internal Revenue Service said. The bank-
rupt company’s bonds plunged.

The company owes $27.9 million in interest on $435.1 million of taxes, the IRS
said in papers filed Feb. 11 with Kurtzman Carson Consultants LLC, the agent
processing claims for Overseas. The IRS labeled it an unsecured priority claim,
meaning that the agency wants it paid ahead of other unsecured and lower-rank-
ing debts.

“The bonds could be worth zero or very little if that claim were sustained,”
Oliver Corlett, an analyst at RW Pressprich & Co. in New York, said by phone.

Overseas, based in New York, filed for bankruptcy last year after global ship-
ping rates fell and the company gave up trying to win a federal loan guarantee.

9. Used with permission of Bloomberg L.P.© 2013. All rights reserved.
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Overseas listed assets of $4.15 billion and debt of $2.67 billion in its chapter 11
petition in U.S. Bankruptcy Court in Wilmington, Delaware.
The company’s 8.125 percent senior unsecured bonds due in March 2018 fell

as much as 8.9 cents to 30 cents on the dollar in New York, according to Trace,
the bond-price reporting system of the Financial Industry Regulatory Authority.
The price was the lowest since the securities traded at 23 cents on Nov. 14.
Daniel H. Golden, an attorney for Overseas, and Chuck Burgess, a company

spokesman, didn’t immediately return calls seeking comment on the claim.

FEDERAL RULES

Grant Williams, a spokesman for the IRS, declined to comment, citing federal
rules prohibiting the agency from publicly talking about individual taxpayers.
In bankruptcy, companies have the right to challenge claims filed by creditors.
In the Overseas case, should the IRS prevail, the claim would outrank the claims
of bondholders, Corlett said.
“That’s the worst-case scenario,” Ken Luskin, President of Intrinsic Value Asset

Management Inc. in Santa Monica, California, said of the size of the IRS claim.
“You are going to put in the largest claim you can consider.” The claim will help
investors value Overseas securities by making the company’s liabilities more cer-
tain, Luskin said.

CEO REPLACED

Overseas announced Feb. 11 that it replaced Morten Arntzen, who had been
chief executive officer for nine years. Robert Johnston, head of the company’s
U.S.-flag business, took over as CEO, the company said in a statement.
Last year, Overseas withdrew an application for a $241.8 million loan guaran-

tee to help pay for two tankers built at U.S. shipyards after Bloomberg News
reported that the company’s ships were calling at Iran’s largest oil terminal and
U.S. House Majority Leader Eric Cantor asked the Transportation Department
to reject the application.
After that, the company was shut out of credit markets, partly because it said in

an Oct. 22 regulatory report that investors couldn’t rely on its financial state-
ments for the past three years, Overseas said in court papers.

It is a simple matter of risk, opportunity costs, and expected return: The share-
holders face a higher risk of losing their investment, so they will demand a
higher return on their investment. Otherwise they might as well put their money
in the bank. Or U.S government debt.
As a result of the absolute priority rule, investors higher in the capital structure

face lower risks and get correspondingly lower returns. Of course, this does not
mean that there is no risk— if there are no assets to liquidate, the pain will
quickly move up the capital structure.
Imagine, for example, the investors in a manual typewriter manufacturer.

Howmuch will the machinery in the factory sell for?
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PROBLEM SET 1-2

1. Siouxsie & Banshees, Inc. has 100 shareholders, each holding one share,
and the following creditors: a $10 million secured bank loan, $400,000 owed
to various trade creditors, $500,000 owed to unsecured bondholders, and
$300,000 owed on a tort judgment. If its assets equal $11 million, who gets
what on liquidation? Would you expect the bank loan or the unsecured
bonds to have the higher interest rate? What about the trade creditors and
the tort judgment?

2. The Role of Inflation

If you took a history class in college you probably associate inflation with Ger-
many of the 1920s, when people had to bring wheelbarrows full of bills to the
store just to buy a lamb chop.10 Strictly speaking, that is an example of hyperin-
flation: The money lost so much value that GermanMarks were sold in London’s
East End as decorative paper to line kitchen shelves. The notes were sold by
weight.

Inflation is the rate at which prices are rising and purchasing power is falling.
For example, if inflation is 3 percent, a bottle of soda that costs $1 now will cost
$1.03 in a year.11 Conversely, for every dollar in wages you can buy increasingly
less soda each year (which is probably for the best, anyway).

One of the most common measures of inflation is the Consumer Price Index
(CPI), which measures the average change over time of prices paid by urban
consumers for a basket of several hundred consumer goods and services. There
are actually several versions of the CPI. One of the most common, shown in
Figure 1.1, is called the All Items Consumer Price Index for All Urban Consum-
ers (CPI-U) for the U.S. City Average. Another commonly used measure, which
is also shown on the chart, is the same measure less food and energy costs. This is
often referred to as “core” inflation, as the items that are removed tend to be
more volatile than inflation generally.

As shown, the United States briefly experienced deflation in the immediate
aftermath of the recent financial crisis. Typically central banks—like the U.S.
Federal Reserve—try to manage inflation to keep it from getting too high, while
also avoiding deflation, which can have serious economic consequences. An
inflation rate of 2 to 3 percent is often said to be ideal. As you can see, the core
rate of inflation only recently returned to those levels.

In finance inflation (or deflation) is a key risk factor, especially in transactions
that involve a fixed rate of return. Inflation is a risk here because the investor
does not know what its real rate of return will be. For example, if you loan your
friend $1,000 at 5 percent for a year, and inflation rate is currently 3 percent per

10. http://en.wikipedia.org/wiki/German_reichsmark
11. For those of you wondering about the realism of this example, we can concede that the

manufacturer likely will absorb the price increase for a year or two, and then raise the price to some
nice round number, say $1.25.

18 Week 1

20200112



year, then the real return on your loan would be 2 percent at year’s end. And if
the Federal Reserve stumbles a bit, and inflation goes to 5 percent, you have
received no real return whatsoever—you’ve essentially treaded water.
Thus when we speak of inflation as a risk, we are referring to the uncertainty

over the future real value of an investment. The risk increases the longer the
term of the investment, simply because if there is some uncertainty about infla-
tion next year, there is even more uncertainty regarding the level of inflation in
years thereafter.

PROBLEM SET 1-3

1. Bauhaus Bank is considering making a ten-year loan to Peter. Peter would
like a fixed-rate loan. The bank wants to make a floating-rate loan, where
Peter would pay interest equal to the U.S. government bond rate plus a
spread. What risks do Peter and Bank face with either approach?

2. Explain how inflation and deflation affect the interests of debtors and
creditors.

Figure 1.1
CPI-U 12-Month Changes, 2002 to Present.

Source:U.S. Bureau of Labor Statistics.
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3. The Yield Curve

The term structure of interest rates, also known as the yield curve, refers to the typical
pattern of interest rates where rates get progressively higher the longer the term
of the lending. Table 1-7 illustrates this with U.S government bond rates at the
beginning of May 2012.12

When the yield curve displays this pattern it is said to be upward sloping,
because if you graphed the rates the result would be an upward sloping curve.
The longer the money is lent to the government, the greater the return.

This is a normal situation because short-term debts generally hold less risk
than long-term debts; the further into the future a debt’s maturity, the more
time and, therefore, uncertainty the creditor faces before being paid back its
principal. There is risk of nonpayment and risk of unforeseen inflation. To invest
in one instrument for a longer period of time, an investor needs to be compen-
sated for undertaking the additional risk.

Other situations can arise. For example, sometimes the yield curve will “flat-
ten.” In these situations, long-term interest rates are very close to short-term
interest rates. This often indicates periods of market uncertainty. For example,
the U.S. government bond rates shown in Table 1-8 were quoted at the begin-
ning of 2008. Notice how close the three-month and five-year rates are.

In especially rare situations, the yield curve can invert. One reason why this
might happen could be a rush of investors locking in long-term rates, because
they expect rates to decline because the economy is entering recession (or
worse). Table 1-8 shows some evidence of inversion—compare the one-, three-,
and six-month rates with the two- and three-year rates. Recall that Lehman
Brothers filed its bankruptcy petition in September of that year. If you had cor-
rectly interpreted the yield curve in January, you might have made a lot of money
(or at least avoided some losses).

Table 1-7
U.S. Government Bond Rates

1 Mo 3 Mo 6 Mo 1 Yr 2 Yr 3 Yr 5 Yr 7 Yr 10 Yr 20 Yr 30 Yr

5/
1/12

0.07 0.09 0.15 0.19 0.27 0.39 0.84 1.35 1.98 2.76 3.16

Table 1-8
U.S. Government Bond Rates, 2008

1 Mo 3 Mo 6 Mo 1 Yr 2 Yr 3 Yr 5 Yr 7 Yr 10 Yr 20 Yr 30 Yr

1/
2/08

3.09 3.26 3.32 3.17 2.88 2.89 3.28 3.54 3.91 4.39 4.35

12. For the current rates, see http://goo.gl/BLjf1
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The key lesson here is that interest rates—and thus discount rates—vary a
good deal based on their term. Thus, when discounting it is vital to use an inter-
est rate that reflects the term of the project you are discounting. For example, it
would make no sense to discount the one-year loan to your friend using the five-
year government bond rate.13 Inasmuch as the term structure of rates reflects
the risks involved lending over various periods of time, you can think of this rule
as a subset of the larger rule that you should always discount at the opportunity
cost of capital.

PROBLEM SET 1-4

1. Andrew wants to borrow some money from Floodland Bank so he can buy
a drum machine for his new gothic rock band. As it happens, Andrew is so
very wealthy that the bank considers the loan nearly risk free, and they will
charge Andrew the government bond rate plus 0.05 percent. If the loan is
made in May 2012, how much interest would Andrew pay if he borrowed
$5,000 for three, five, or seven years? What is the present value of these
loans? Be ready to discuss the implications of these calculations.

13. That actually involves two errors, as we have discussed: the term is wrong, and lending to
your friend entails greater default risk than lending to the U.S. government.
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