MOS Lecture Notes

Lecture 1 (Accounting): January 16th, 2013

· Regardless of what you specialize in, accounting is an important aspect of all business degrees.
· Accounting is the “lifeline” to any business; without knowledge in accounting, you cannot succeed in the business!
· Accounting is a universal language, easy to understand even if you don’t speak that particular language!
· Accounting measures those activities, summarizes that data for us to be able to make decisions, and enables us to communicate these decisions. 
· Internal users: are in the organization; “are we losing business because our profit margins are too high or too low?” “Worth doing a large ad campaign?” “Higher quality, higher price, lower quality, lower price?”
· Financial accounting recognizes that we can’t be all things to all people!
· External primary users are: investors (people who own your company) and creditors; allow them to make good decisions for the future.
· Revenue Canada (tax authority) care about how much money a business makes, so they can tax more or less!
· For example, they regulate the depreciation of an asset.
· Customers will purchase goods/services if a company is doing well, want their warranty to last as long as the product does!
· Labour unions look at the appropriate wage amounts.
· The objective is to cater to the investors and creditors, and be able to make the right decisions!

· Proprietorship(s) keep personal and business transactions separate, easier to summarize financial information; however, Revenue Canada sees you as a whole, once a company goes “down the tube” the legal entity and the personal entity are together, but the accounting entity is set separate.
· Partnership(s) group together to combine skills, and they keep accounting entities separate, but the legal entities are still together. A partnership can become a “limited partnership”,that the legal entity remains solely on a separate person or group.
· Corporation usually requires a lawyer to get set up and keeps both the accounting and legal entity, therefore, as a shareholder you would not “be on the hook”, other than losing shares or the investment value. 
· This is a great way to protect owners, and protect investments.
· Can be both publicly or privately traded; Facebook became a publicly traded company just recently. 

· The mechanics of accounting does not change with the type of business, but the complexity does change.
· A manufacturing business adds value to equipment and creates a product.
· A merchandising business will sell inventory, but they don’t manufacture it.
· A service business provides an intangible object; investment inventory is quite small.

· Every single transaction is either a financing, investing, or operating activity.
· Financing: This is how we obtain funds to finance the operations of a business. 
· Debt (mortgage, long-term bond)
· Shares (selling or purchasing)
· Investing: This is obtaining money and investing in substantial assets that help you generate business in the future, over the long-term.
· Property, plant, and equipment.
· Purchase or sale of investments.
· Operating: This is the day-to-day, reason why a company in business in the first place, and the supporting transactions that keep the business afloat. 
· Revenues
· Expenses
· AR, AP, Inventory

· We communicate to users by taking all sales, revenue, and economic information, and summarize it into a formatted document.
· Income Statement
· Profit Statement;, Statement of Earnings revenue and expenses for a specific period of time are summarized. 
· Revenues are benefits involved during business activities.
· Expenses are the costs involved during business activities.
· Net Earnings, Net Loss.
· Revenue and Expenses are temporary accounts; (temporarily accumulates until the fiscal year end). 
· Statement of Retained Earnings
· Also for a period of time.
· How much has been accumulated this year, in addition to total accumulated since the start of the business, less dividends.
· Balance Sheet
· This is done at a point in time, looks at all assets, liabilities, and shareholders’ equity. 
· Equity is considered the “net worth” of the business. 
· Statement of Cash Flow
· Why did the cash balance change from one point to another? Where did it come from, where did it go?
· This takes all cash transactions, and categorizes them into different types of transactions, explains where cash went!


· An asset is an economic resource that is expected to be a benefit in the future.
· Liabilities are outside claims on our assets; economic obligations.
· Shareholders (Owners’) Equity represents the insider’s claims; creditors before owners. 
· Made up of two large components:
· Contributed Capital: the amount you get from owners/investors; the most activity is within “common shares”.
· Retained Earnings: the accumulated income-producing activities.
· Revenues and expenses are part of equity! We want to keep track of these for a period of time to manage business, better for comparisons! 
· Expenses decrease retained earnings.
· Revenues increases retained earnings.
· Ending balance becomes opening balance in retained earnings!
· Therefore, Shareholders’ Equity = Common Shares + Retained Earnings – Dividends + Revenues – Expenses!

· The Flow of Accounting Information:
· 1. People make decisions
· 2. Business transactions occur
· 3. Businesses report their results.
· Does this decision effect our financial position?
· A transaction is an event that both affects the financial position of the business entity and can be reliably recorded. 	

· Notes receivable and accounts receivable differ, as notes are usually long-term, and have an interest percentage associated within. 
· Prepaid expense an increase in the asset, and gradually being deducted out of assets and into expense accounts.
· Accounts payable is reserved for venders. 
· Accrued liabilities are for expenses we’ve incurred, but not yet paid (salaries payable, vacation-pay payable, utilities payable); reflect true obligations of company.
· Deferred revenue is when someone else prepaid you for something (i.e. purchasing a airplane ticket in advance, business’ cash increases, but the revenue account is not increased until the service has been fulfilled. 
· Permanent (assets, liabilities) accounts, temporary (revenues, expenses) accounts.

· Debit (DR) and credit (CR), left and right.
· Certain accounts should always be a debit balance, and others should always be a credit. 
· Inventory will always be a debit, as you cannot sell something that you don’t have.
· Cash accounts in credit balance means you owe the bank money!
· Assets:
· Debit Increases
· Credit Decreases
· Liabilities
· Debit Decreases
· Credit Increases
· Equities
· Debit Decreases
· Credit Increases

· Debit Increases
· D ividends
· E xpenses
· A ssets
· L osses
· Credit Increases
· G ains
· R evenue
· L iabilities
· S hares

· The financial statements are a great summary of activity, how did they do this year? Are they in good shape for the future?
· Financial statements relates to a specific date or covers a particular period. 
· An income statement answers: “How well did the company operate during the period?”
· A statement of retained earnings answers: “How did the companies retained earning’s change during the period?”
· A balance sheet answers: “What is the company’s financial position at the end of the period?”
· A cash flow statement answers: “How much cash can out and in depending on the type of transactions?”
· Relationship: 
· 1. Income Statement: Net Income
· 2. Statement of Retained Earnings: Add Net Income
· 3. Balance Sheet: Report Retained Earnings
· 4. Cash Flow Statement: Report Cash Balance from Balance Sheet


· Is it possible to have total equity in a debit balance?
· Contributed Capital ($10,000, credit balance)
· Retained Earnings ($30,000 - $80,000 = ($50,000)
· Therefore, there would be a ($40,000) debit balance in total equity! 
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· The need for a conceptual framework evolved over a long period of time; over 700 years old; however, changes to assets (intangibles) and liabilities (bank loans).
· Provide framework that will provide information to investors and offer a way of comparison between two entities. 
· The framework guides our choices; accounting is not always black and white (when do we value an asset?); helps us determine what we put in the financial statements.
· Accounting has evolved; capital businesses and market shares so accounting is catching up.
· In the early 1970’s, the Trueblood Committee was formed to develop what accounting is used for; provide information that is useful to investors and creditors;
· Information is relevant if it can help an investor or creditor make a decision.
· Management Stewardship refers to the managing a business in the best interest in shareholders.
· To be useful, statements will be 100% relevant and 100% reliable.
· Predictive value; confirmatory value/feedback (confirm not correct financial information).
· Statements should be complete, present no bias (neutral), reasonably free from error, substance over form (represent the companies economic value, not legal). 
· A = L + E (shares, revenue [opening + revenue – expense – dividends])
· We can’t hide behind a legal contract of the lease, we must keep in mind the economic value.
· Comparability (to industry, year to year); Verifiability (some things easy, invoice; estimates provide issues, bad debt expense, valuation of inventory; would others come to the same consensus); Timeliness (information as quick as possible; quicker, the more likely for more mistakes); Understandability (reasonably informed users, willing to pay to get that knowledge, average person cannot find these).
· Tradeoffs are when we give up one characteristic to the other (timeliness and quality). 
· Constraints (materiality: leaving or including information that may change the judgment of a reasonable person; does the cost of providing the information outweigh the benefit)
· Assets:
· Future economic benefit; right to access (restriction of use to other parties), something we own.
· Liabilities:
· Future economic obligation; there is a present obligation.
· Equity
· Residual net differences in assets after liabilities have been paid off.
· Gains and Loses:
· Separate them from ordinary activities from incidentals.

· Recognition and measurement criteria (HP purchased a software company, writing off about 75% of company as the company was over-valued; this company recognized revenue too early); these cause the major troubles and issues.
· Recognition is the process of putting something on a statement; must ask what kind of element it is, is it probable, reliably measurable. 
· The economic entity assumption distinct from separate personal units; does not deal with legal entity.
· Taxes are considered a legal entity.
· Enron set up SPE (Special Purpose Entities); issued stock to these businesses; loan A/R to SPE’s and they used those investments to obtain bank loans; Enron did not exclude this information, as the SPE’s were not publicly traded. 

· Cash Basis Accounting: revenue is recorded when cash is received, expenses recorded when occurred.
· Accrual Basis of Accounting: revenue is recorded when earned, expenses recorded regardless of when cash is received or paid (on accounts, unearned revenue, prepaids)
· Revenue is recognized when the “risk and rewards” have been passed on; measurability was possible; collectability is reassured (revenue recognition).
· Expenses are matched with revenue, all costs associated with generating that revenue should be recorded, “cause-and-effect relationship” (matching). 

· Periodicity Assumption refers to reporting within artificial time periods. 
· Monetary Unit Assumption refers to that the dollar is assumed to be relatively stable in value. 
· Going Concern Assumption refers to a business continuing to operate in the future; this is removed if use of liquidation accounting occurs.
· Historical Cost refers to what we paid for at a particular time; two-way exchange; includes an outside party.
· Fair Market Value refers to the adjustment of historical cost balance of what asset is worth on the market; offers a more verifiably cash balance. 
· Full Disclosure Principle refers to anything that is relevant to a decision maker that is not in the statements; tradeoffs, professional judgments. 

· Standards are put in place to meet the biggest bulk of their needs, some rules regulations and laws, but majority of it (especially in Canada) use of tradeoffs and frameworks.
· Financial accounting is also focused on government and management, and issues can be mediated by using these standards; how? the process of standard setting is called the due process (reliability to faith representation took years to make adjustment). 
· All constituencies are included in creation and development of policies. 
· A public funded entity must use international standards.
· International Accounting Standards Board (IASB) has a major goal of creating international recording standards. 
· Financial Accounting Standards Board (FASB), best financed board located in the US; Securities and Exchange Commission (SEC) has final authority to standards in US; looking to go international in 2013.
· Legal systems, inflation, and culture all effect standards country to country.
· Different national accounting standards can impair the ability of companies to raise capital in international markets. 
· U.S.A. predominately is rules based, Canada is much more principle based and is international based framework. 
· Canada entered international standards in 2011; PROS for the investor: better quality, higher comprehension, easier to provide international standards, compare internationally. 
· Ambiguous areas: forecasting future earnings, fair value accounting, harder to estimate thin/incomplete market, decrease integrity of information.

· Assets: Current, LT, PPE, Intangibles
· Liabilities: Current, LT
· Shareholders’ Equity: Share capital, Retained Earnings
· Depreciation refers to a matching concept, taking portion of that cost is going to be expensed over its useful life. 

· All this information is enable users to measure how a company is performing.
· Intracompany basis (within the company itself)
· Intercompany basis (between companies)
· Industry Averages (against that particular industry’s averages)
· Ratio analysis is looking at least two data and creating relationships.
· Profitability
· Improving operations? 
· Relationship between Sales and COGS
· Sales – COGS = Gross Profit
· Gross Profit % = Gross Profit/Net Sales *100
· Revenue – Expenses = Net Profit 
· Net Profit % = Net Profit/Net Sales *100
· Return on Assets = Net Profit/Total Assets *100
· Return on Equity = Net Profit/Total Equity *100
· Earnings/Share = Net Profit+Tax/Issued Common Share
· Price Earnings Ratio = Market Price/Earnings per share

· Liquidity, 
· Short-term ability to pay needs for cash. 
· Comparing CA’s and CL’s.
· Working Capital = CA – CL
· Current Ratio = CA/CL
· Quick Ratio = CA – Inv. – Prepaids/CL

· Solvency
· The ability to repay debt upon maturity, as well as interest.
· Solvent, but not profitable (still able to pay operations without profit).
· Debt/Total Assets Ratio = TL/TA * 100
· Times Interest Earned = Earnings BIT/Interest Expense
· Free Cash Flow = Net Cash Operating – Dividends – Net Capital Expenditures.
· Activity
· The ability to generate revenues from the overall operations of the business.
· Inventory Turnover = COGS/EI
· Average Collection Periods = AR/Daily Net Credit Sales
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· The need for information to make decisions was the fundamental reason for the creation of accounting.
· Manufacturing Accounting (Cost Accounting)
· Useful for internal users.
· There is one standardized (GAAP) format to be presented in the same way for all external users.
· Based on a format
· Specific set of rules/standards
· Published on regular intervals
· Internal users are anyone within the company who needs information for whatever reason!
· Short-term (4 hour productive delay)
· Long-term (replacement of previous equipment)
· Internal users deem financial AND non-financial data (quantify and qualify)
· Information is produced, as needed, more specific information, no rules or regulations, enhancing strategic position of a company!

· Managers need this information to perform these functions:
· Strategy
· Create a strategic direction.
· What do I want to be when I grow up?
· Not what they are now, your vision would be 5-20 years down the road!
· Can be considered “unreachable” in some circumstances.
· Planning
· Developed to support strategy.
· Manageable plans to get to a level within a strategy (3-5 years); what needs to be done?
· Identify alternatives to achieve goals in the future; betters your company based on present resources.
· Take parts of a plan into smaller pieces to allocated resource effectively. 
· Directing and Motivating
· This is the day-to-day stuff; done the planning correct and motivate employees promptly, things fall into place.
· The executive team usually delegates through a hierarchy to handle these measures.
· Decision Making
· Control
· Ensures the plans are being followed.
· Takes the information and turn it into a qualitatively feedback.
· Falling short because tough budget? Resources in the wrong area? No motivation?
· This is usually a continuous cycle; the PIER (plan, implement, evaluate, and revise). 

· A CEO would likely spend most time in strategy and planning and delegate day-to-day.
· Entry-level management would spend directing, motivating, and control.
· At some level, you should be exposed to all of these!

· Financial vs. Managerial accounting:
· Managerial accounting is much more future goal oriented; planning and control, timely, much more detailed.
· A company understanding qualitative components will always do better!
· Financial accounting has a historical perspective. 

· Four-Step Framework for Decisions:
· Business AND personal decisions. 
· 1. What’s my problem?
· 2. What are my options?
· 3. Benefits vs. costs?
· 4. What presents the highest value?
· Goals vary across individuals, as it depends on the values of the decision maker, goals change!
· Effective decisions identify goals clearly and understand the factors that influence goals and their importance. 

· How we define a cost or a benefit is strictly determined on what kind of decision you are making.
· A cost would be classified as something for financial reporting.
· Assigning costs to one object, would have a different a different term for cost in another object. 
· Merchandiser:
· CA’s: Cash, AR, Prepaids, Merchandise Inventory
· Manufacturer
· CA’s: Cash, AR, Prepaids, Inventories (Raw, WIP, Finished)
· Costs: Direct Labour, Direct Material, Manufacturing Overhead (product)
· What do I need to develop a product that is valuable to the customer?
· Direct Material:
· Cost of raw material that is used to make, and can be conveniently traced, to the finished product.
· Steel used to manufacturer car.
· Direct Labour:
· Cost of salaries, wages, and fringe benefits for personnel who work directly on manufacture products. 
· Wages paid to “touching” product.
· Overhead:
· Indirect Material:
· Materials used to support to production process.
· Lubricants, cleaning supplies in plant.
· Indirect Labour:
· Cost of keeping things running, but not actually “touching product”: cleaning, managers, and security.
· Other Costs:
· Associated with amortization, P&E, property taxes, insurance, utilities, overtime, idle time. 
· ^ What would not be required when stopping production? ^
· Costs associated with manufacturing product.
· 3Cafeteria on plant, to reduce idle time.
· Prime Cost:
· Grouping direct material and direct labour.
· Often, the biggest expenses in environments where there is a specialized type of product.
· Violin, guitar (certain type of quality is only acceptable).
· Conversion Costs:
· When direct labour is very small compared to material and overhead.
· Products would be produced thousands of units a day.
· Highly automated.
·  Balance Sheet Inventories:
· Raw Materials (Materials Purchases)
· WIP (Direct Labour, Overhead)
· Finished Goods (From WIP to COGS)
· Income Statement Expenses:
· COGS (Selling Finished Goods)
· Selling and Administration (Period Costs)
· Product costs (inventorial costs) are what are ultimately charged to COGS.

· Able to make predictions relates to costs behaviours.
· A cost driver is whatever activity makes the cost change.
· When a cost variable, activity changes cost.
· When cost is fixed, activity keeps cost unchanged.

· Variable Cost:
· Long distance (minutes talked vs. total extra charges)
· Cost stays increases on a TOTAL basis (total changes as activity level changes).
· Cost stays the same on a PER UNIT basis (remains the same over a wide range of activity).
· Fixed Cost:
· Local calls (minutes talked vs. monthly bill)
· Cost stays the same on a TOTAL basis (remains the same even when the activity level changes).
· Cost is “u-shaped” on a PER UNIT basis (goes down as activity level goes up).

· Direct Costs vs. Indirect Costs:
· Driven by what the cost object is!
· Store, object, employee?
· Direct cost is easily traced back to a product or department.
· Indirect cost allocated to be assigned to a specific product or department.
· Grocery Store:
· Direct cost of produce department: fruit, vegetables, clerks, and fixtures.
· Indirect cost of produce department: cashiers, manager salary, snow removal cost.
· Opportunity Cost:
· What is the potential benefit that is given up when one alternative is selected over another?
· Travelling earlier or going to class.

· Sunk Cost:
· If the cost has already been incurred, it should not be included when making a decision. 
· Investors buy shares in a company for $10.00 and drops to $8.00. 
· The value is now irrelevant, what are the options to go forward?
· Differential Cost:
· Costs that differ between alternatives.
· Incorporating what is differential when making a decision.

· Make The Decision:
· After completing the other parts of a decision:
· Best option has the most value!
· Doing nothing is also acceptable (status quo).
· Ethics:
· 1. How we define goals
· 2. What options to consider
· 3. Unethical choices have high costs
· 4. Quit before making an unethical decision.
· When different people are involved, there may be different alternatives.
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· Cannot make a good decision unless we know what the objectives of the organization are. 
· Goals vary across organizations.
· An organization is a bunch of people working towards a common goal.
· Organization vs. personal goals.
· If your actions benefit, reward, not benefit, they will be punished.
· Bonus, better office; demotion, humiliation
· Rewards work better than punishments.
· Management control system has evolved over time.
· Very sophisticated that guides the behaviour of managers and employees.
· Break down a budget down into manageable pieces, through planning, coordination, and control (evaluation & feedback).
· Long-term and short-term plans for operating budgets:
· Long-term plans
· Operational Plans
· Evaluation
· Revision
· Sales Budget drives everything; usually given in a number of units (x estimated in sales dollars); what do I need to support these sales?
· Manufacturing:
· 1,000,000 to sell, you do not need to produce 1,000,000 in that said period. Create a stockpile or excess inventory to meet those previous needs.
· Production budget (direct materials and direct labour)
· Items on the income statement include non-cash items; therefore, the cash budget does not equal the net loss from the income statement.
· Cash budget is often done on a monthly basis, how much cash is coming in and out each month. 
· The cash flow is reconciliation for investments; however, the cash budget gives a monthly basis for investors to see what the cash problems are. 
· Budgeting Process:
· Organizational structure
· Management style
· Top down budgeting dictates from the top what the budget is.
· Bottom up or participative budgeting starts from the bottom of the business, because they may know more about sales on a daily basis.
· Past performance
· Determinants of Organization
· Need a varied structure according to mission, purpose, and strategy.
· Size, technology, and changes in environmental circumstances.
· The structure will change as the company evolves. 
· Types of Structure:
· Simple (owner/operator)
· Functional
· Multi-Divisional
· Growth problems in simple strategy usually would require moving to a functional structure (more efficient to manage human resources – more specialized employees reporting to CEO)
· Decentralizing an organization letting others have the freedom to make decisions, the lower the empowerment goes, the more decentralized the organization is. 
· Benefits: more involved in making strategic decisions, gives lower level managers an opportunity to make more decisions.
· Doubts: duplication of cost and efforts (every department has an accounting section); may be difficult to align goals; so focused on specific goals that the overall company fails (becomes myopic).
· Responsibility centres are for specific employees that they can influence or change specific groupings.
· Holding people accountable for things they can control.
· Discretionary cost center, inputs and outputs are not related. 
· Engineered cost centers, inputs relate to outputs. 
· Cost Centre and Revenue Centre
· Profit Centre
· Investment Centre
· Departments and accounting usually cost centres (legal, VP, CFO): discretionary cost centre.
· Product managers from operations (different groups): profit centre.
· Bottom managers (different groups): engineered cost centres.


· Margin = Operating Income / Sales
· Turnover = Sales / Average Operating Assets
· ROI = Operating Income (income before interest/taxes) / Average Operating Assets (Cash, AR, Inventory, PPE)
· Three ways to increase ROI:
· Reduce expenses
· Increase sales
· Reduce assets
· Residual Income: operating income above and beyond some minimum return of average operating assets.
· =  Operating Income – (AOA x Minimum Required Rate of Return)
· Help motivate investments company wide.

· Nonprofit must have a legal charter, objective can be something that will benefit society.
· Efficiency: are we doing things right (cost efficiency)
· Effectiveness: are we doing right things 
· There is an absence of a profit measure:
· Harder to present how well business is doing.
· Different tax and legal considerations:
· No income tax
· Objective to “break-even” (revenues = expenditures)
· Surplus would result in investment, expanding.
· A tendency to be a service organization:
· You don’t know it’s bad service until the service has been provided.
· Dealing with people is harder than dealing with machines.
· Labour is free!
· Greater constraints on goals and strategies:
· There charter restricts them from moving away from ultimate goal.
· In some cases – less dependence on clients for financial support:
· In some cases, the funds are not coming from the people who use it.
· The dominance of professionals:
· CEO’s of a non-profit organization will be a member of the profession, which dominates the organization.
· Differences in governance:
· Governing boards tends to be less influential.
· Importance of political influences:
· Necessity for re-election and may lead to suboptimal decisions.
· A tradition of inadequate management controls
· A NFP organization wants to make sure that as much money as possible is going towards the goal.


· How do we measure success?
· Social indicators
· Reflection of organization of society.
· Very broad, how is this organization actually impact society?
· Cause and effect relationship of other businesses with similar objectives.
· Results measures
· Express its output in terms of its objectives.
· Process Measures
· Relates to an activity carried on by the organization.
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· There are several types of audits that have nothing to do with the financial statements.
· Tax auditing is comprised of sales, payroll, and income tax.
· Sales taxes are mandatory; a store acts as the “middle-man” for the government. Audits are usually required when there are some “red-flags” including the remission of tax dollars to the government.
· Nonprofit organizations do not pay income tax, but anything that is taxable must be paid to the government.
· Government wants to make sure that a business is charging and remitting the correct values.
· Small business audits can involve both financial and legal entities, however, corporations are only audited on financial entities.
· Revenue Canada requires businesses to write off an asset over multiple years, rather than just one year (temporary or timing differences).
· Permanent difference is the percentage of deductibles that Revenue Canada will allow a business to claim.

· How does an internal auditing department remain independent and objective? Reporting to the board of directors directly rather than going through the CFO first.
· The internal audit function should be a value-adding department. Looks at things beyond financial statements, but rather operations! Looks to help organization achieve operational goals.
· Makes sure that the right people have access to the right information.
· Information and assets are safeguarded.
· Makes sure the company remains in compliance to laws, regulations, and contracts.

· Publicly traded companies must have audited financial statements on an annual basis.
· Publicly funded organizations (governments, education, hospitals) also require external auditors. 
· External auditors are there to lend creditability or enhance credibility of the financial statements.
· If it works well, a third-party external auditor can eliminate conflict of interest, enhances verification!

· Auditors are not the one’s that prepare the statements or create the statements, that is management. 
· Their job is to determine if their statements reflect what they say.
· Verify that financial statements are in accordance with GAAP.
· Express and deliver an auditor report, the compliance with the accounting framework.
· The whole concept behind audits is to reduce risk.
· As an investor or creditor will make decisions based on future characteristic, therefore the organization presents good future expectations and good risk.
· Future will always involve an element of risk.
· Business risk is that the company will not meet its objectives in the future (economic, technology, poor management, bad luck); auditors do not report on this.
· Information risk is that the financial statements are not reliable; the statements do not reflect the economic substance of that business.
· Audit Risk: we are auditors, based on opinion, that we did not gather enough evidence that supports the conclusion made; didn’t gather enough information.
· Inherent Risk: the probability that a misstatement will occur.
· Control Risk: internal controls will not prevent material misstatements. 
· Detection Risk: auditor will not detect material misstatements.
· Accounting Risk: refers to the risks and errors related to forecasts used in GAAP.

· There are standards that auditors must follow to reduce negligence. 
· The CAS ensures competence, proper certification, and objectivity.
· Due care means that in front of other professionals, that auditor used the same approach as another auditor would have used.
· The standards that auditors go by are based on planning and supervision, internal controls, and detection of fraud. 
· Not following this would be considered negligence in their duties in court.
· An audit failure is when we provide an opinion, but do not have the evidence to support that opinion.
· The objective is to find evidence to support this opinion!
· To obtain a reasonable assurance, not 100% (impossible).



· Fraud is a deliberate practice to secure an unfair or unlawful gain.
· There has been an “upping” to increase the punishment for these crimes.
· There are 1/9 fraud cases that make it into the media. 
· All organizations are capable of fraud.
· Occupational fraud is based on using your own position; where you work.
· The misuse and misapplication of resources.
· What determines a fraud?
· A material false statement.
· There was knowledge that the statement was false.
· The victim must be relying on this statement.
· The damages from the victim’s reliance on the statement.
· Intention is not considered in fraud. 
· Larson is another word for stealing; employee took organizational property away. 
· Embezzlement is based on your position; likely must have been in legal position to control it. 
· A breach of judiciary duty is somebody who breaks a special trust.

· Corruption side of fraud is involved in conflict of interest, bribery, illegal gratuities, and economic extortion. 

· The discipline of fraud examination is driven by some kind of clue.
· The skill set necessary goes beyond the accounting background, one quarter should be financial, quarter should be law, quarter should be cop, and quarter should be psychologist.

· Fraud theory approach follows a systematic way; unusual to get a fraud call and spend weeks and weeks to gather information.
· Analyze data
· Create a hypothesis
· Test the hypothesis
· Refine and amend the hypothesis.
· The actions must withstand courtroom questioning. 
· One of the biggest fraud tools is observation.

· Fraud Theories:
· Edwin H. Sutherland
· “White-collar crime”.
· This was specific to crime of corporations.
· Theory of differential association; crime is not genetic it is a learned behaviour.
· Cressey’s Offender Types
· Was trying to determine what would rationalize specific behaviours involved fraud.

· 1. Independent businessmen
· Borrowing, funds really theirs.
· 2. Long-term violators
· Borrowing, protect family, company cheating them, company dishonest.
· 3. Asconders
· Take money and run, usually loners, blame outside influence or personal defects.

· What pieces have to be in place for a fraud to occur?
· Pressure: a non-sharable financial problems; problems can be solved by violating companies with money; can’t pay bills, social status, problems with boss.
· Opportunity: the opportunity has to be there, cannot have all this pressure without this/
· Rationalization: “they owe me money”, “borrowing”, “nobody will get hurt”, “I deserve more”, “It’s for a good purpose”.

· W. Steve Albrecht:
· Accountants have the ability, but not the necessary tools. 
· There are nine motivators of fraud:
· Living beyond means
· Overwhelming desire for personal gain
· High personal debt
· Close association with customers
· Pay not commensurate with job
· Wheeler-dealer
· Strong challenge to beat system
· Excessive gambling
· Family/peer pressure
· The fraud scale:
· Situational pressures
· Perceived opportunities
· Personal integrity

· Hollinger-Clark Study:
· Surveyed 10,000 workers to figure out why fraud is committed.
· Job dissatisfaction is #1.
· The perception of control is critical.
· Increased security may hurt more, than help (watching them the entire shift).
· Sloppy workers, sick leave abuses.
· Four key aspects of policy development:
· 1. Understand theft behaviour
· 2. Spread positive info on company policies
· 3. Enforce sanctions
· 4. Publicize sanctions
· Overall conclusions to counter this:
· 1. Perpetrators feel justified, must counter this:
· Morally
· Legally
· Consequences
· 2. Hire the right people, treat them well, and have reasonable expectations.
· 3. Controls must pose a visible and highly likely threat of apprehension, hidden controls do not deter.
· Perception of detection is greatest deterrent.
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· The science or study of the management of funds.
· How is money allocated? How did they acquire, spend, return back these funds?
· The role of management is the “middle-man” or intermediary.
· The manager is acting for the best interest of the shareholder.
· Make sure conflicting interests are compromised.
· Contractual claims (creditors) are under contract that funds will be obtained.
· Residual claims (owners) come second after contractual claims. 
· Creditors before owners!
· Financial Manager (Internal Functions)
· Long-term Investments – investing activities, generating ideas
· Should we…?
· Working Capital (day-to-day) – short-term investments that are important for the company.
· Inventory (obsolete, spoil)
· Financing Businesses:
· Debt ($$) vs. Equity (ownership, stock)
· Financial Markets (Investors): anyone who gives or offers company money.
· Investor receives either interest or ownership.
· In North America, the objective of financial management is to maximize shareholder wealth.
· Whether investors invest in equity or debt, they have an expectation of some sort of return.
· 1. Dividend – redistribution of wealth back to the owners
· 2. Resell – “buy low, sell high”
· Shareholder, shares, and stockholder, stock – the two means the same.
· Stakeholder, anyone who has invested into an organization.
· All shareholders are stakeholders, but not all stakeholders are shareholders.
· Consider the risk – some projects may offer more profit than another.
· Expanded business vs. Untested Business.
· Considered within financial decisions.
· Principles of Finance:
· Time Value of Money:
· Money in hand today is worth more than the promise of receiving the same amount tomorrow.
· The ability to invest and “grow” money
· Terms:
· Present Value vs. Future Value – mainly caused by interest.
· $1.00 vs. $1.08 (with interest)
· P = Fn / (1+r)^n
· Getting 79.72 today or 100.00 in the future is indifferent.
· Bringing the future to today – discounting
· Bringing today to the future – compounding
· The net present value:
· Calculate present value of cash inflows (coming in)
· Calculate present value of cash outflows (coming out)
· Subtract – positive (acceptable), zero (acceptable, return that is equal), negative (not acceptable).
· Typical Cash Outflows:
· Repairs and maintenance, working capital, initial investment, incremental operating costs.
· Typical Cash Inflows:
· Salvage Value, Reduction of Costs, Incremental Revenues, Release of Working Capital.
· Choosing a Discount Rate:
· What rate should we use to discount this back?

· Risk-Return Tradeoff
· Uncertainty of payoff
· Riskier investments usually expect higher returns.
· Risk averse – willing to take on more risk, if the expected return it worth more than the risk.
· Diversification of Investments
· If you are a wise investor, you will not put all your money in one company or industry.
· All your risk would be sitting within that one company or industry.
· Diversify their money by investing in several companies or industries.
· You cannot have a risk free portfolio; fully diversified portfolio can reduce/eliminate unsystematic (firm specific) risk, but systematic (market risk) does not change.


· Efficient Financial Markets
· Investors take the information to make rational decisions about the future; when everyone thinks the same way, this changes the price of stock/shares.
· All the information is being reflected into the stock/share price.
· Does not mean it is always correct, could be overvalued, bought stock because it was a “fad”.
· Management Vs. Owner Objectives
· Principle-agent problem; managers goals differ from organizational goals.
· Owners want maximized returns, and manager’s want their own agenda to be completed (buy more shares, be in charge of a “bigger” company for status).
· Solution! Tie manager compensation performance measures to benefit the owner.
· Reputation Matters
· How the market works, how the organization behaves has an impact!
· Investment opportunities can be based on how ethics and how much integrity affect the business.

· A real asset is tangible, owned by people and businesses. 
· A financial asset is what an individual has lent to another.

· Functions of Money:
· Medium of Exchange, how transactions are conducted – one thing is equally valued to something else.
· Standard Value; gives us the way to evaluate the relative value of goods.
· Store of Value; money maintains its monetary value.
· The Financial System:
· 1. People Who Have Money (savers, households)
· 2. People Who Need Money (government, businesses)
· Financial Intermediary will change the nature of the security.
· For example, banks and insurance companies.
· Mutual funds are great for small investors; pools money together and uses a middleman to invest into the market.
· Market Intermediary – the “go between”; mutual fund.
· Non-Market Transactions – private IOU’s.
· Financial Markets:
· Each transaction can be:
· Primary or Secondary
· Primary markets are a brand new security.
· A company that wants to go public and has brand new stock.
· Secondary is something that is sold on the market that has already been issued.
· Money or Capital Market
· Money market is easily liquidated to cash; short-term.
· Capital market is where the shares are traded.
· Organized Exchanges or Over-The-Counter
· A physical location vs. a network of dealers.
· Financial Instruments:
· Commercial Paper: short-term debt (1-270 days); unsecured debt (no collateral), only solid companies can use these.
· Bankers Acceptance: when credit does not pass, uses bank as intermediary (pay interest ahead of time)
· These are both low-risk investments.
· Having a lot of cash is called an idle asset.
· Corporate Bonds: bought and sold on the market, can be short-term and long-term; a company’s issuance of debt. 
· Debenture – unsecured debt; debt that is backed by the general assets of the company.
· Secured debt – secured by specific assets.
· Subordinated debt – unsecured debt, holders get payments only after other debt holders get their full payment.
· Senior debt – holders get payment before other debt holders.
· Zero coupon – no statement interest rate, sold at discount; implied interest.
· Junk bonds – below investment grades, huge returns, high risk.
· Bond Features:
· The issuer of the bond is the one that is borrowing; issuing the opportunity to get money; the holder is the one that is issuing the investment.
· Retractable – allows the holder (lender) to force the issuer to redeem the bond (to pay me back).
· Convertible – allows holder to take debt and convert it into shares.
· Extendable – the issuer or holder may have the option to extend the bond.
· Callable (redeemable) – gives the issuer the right to call back their debt; market changes cause this.
· Common Stocks:
· Owners of the company, residual claim.
· Company never has to pay a dividend; face more risk, but tend to receive higher returns.


· Preferred Stocks:
· Have a face value, amount sold for.
· Predetermined dividend each period.
· Paid before common stock.
· Do not have voting power.
· Cumulative carries over previous years that are not paid out.
· Participating means that preferred shareholders get there share, plus anything left over after common shareholders.
· Commercial Bank Lending
· Prime rate loans is a interest rate plus a premium bank rate.
· Bank term loans last longer with maturities greater over one year.
· May be secured or unsecured.
· Derivative Securities:
· The option to buy shares on the future.
· Stock options is a method of compensation, a way to reduce the agency issue. 	
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· The function of the financial manager (within the organization); they are making types of decisions how to raise financing (debt vs. equity).
· Increase operations, revenues; take that money to reinvest in organization and pay back debt. 
· 1a) Raising Funds
· 1b) Obligations (stocks, debts, securities)
· 2. Investments
· 3. Cash from operational activities
· 4. Reinvesting
· 5. Dividends or interest payments
· Bootstrapping:
· Initial funding of the firm
· Process of raising money and other resources to start business
· The initial seed usually comes from the entrepreneur or founders.
· Develops a business plan, create prototype, sell idea.
· This period usually lasts between 1-2 years.
· Example:
· 1996 (Backrub to Google); developed “search engine”.
· Venture Capital:
· Companies that focus on getting new companies started. 
· Provide early stage financing; with the appropriate ideas.
· Obtain money from themselves, senior investors, foundations (non-profit, retirement funds).
· May not have the traditional sources of funding:

· 1. High risk
· Most early businesses fail, banks are good at seeing this.
· No track-record; risk-averse lenders do not usually invest.
· 2. Type of productive assets
· All assets are intangible: patents, ideas etc.
· Could be extremely valuable, however, there must be a track record.
· In 1998, an investor gave them a check for $100,000; 2 months later - $1 million, by the year end, - $25 million
· Usually, investments are in equity not debt; also convertible preferred stock to common stock.
· Extent of involvement of the venture capitalist depends on experience; involved with management and provide advice.
· They do know that these are risky investments; recognize how to mitigate this risk (imply certain techniques):
· Stage funding – splitting up investment amounts (assess processing); good way to limit loss.
· Personal investments – entrepreneur might be required to put up their own personal financing.
· An in-depth knowledge about the industry where they specialize.
· Syndication – spreading investments over different venture capitalists, reduces risks, good feeling about getting other investors on board, does not just invest in one company.
· The exit strategy:
· They are not long-term investors, usually exit after three to seven years.
· Dictated by the terms from original investment. 
· When there is a good time to sell:
· 1. Sell to a strategic buyer in the private market – call up bigger investors to buy business in a way to create synergies within the organization.
· 2. Sell to a financial buyers (a private equity firm) – like to be involved after startup; investing in something to get a bigger return for a portfolio.
· 3. Initial public offering – selling this stock on the stock exchange for the first time.
· In 2004, Google then went public. 
· IPO is a great way to raise financing; company that wants to be publicly traded. 
· Can only have one initial public offering; more work. 
· A seasoned offering is new stock with current stock already on the market. 
· Tim Horton’s had a very successful IPO, others, need much more effort.
· IPO and selling new blocks of shares are primary market financing. 
· Why go public?
· Access to greater amounts of cash, larger private investments.
· Additional equity can be made through seasoned public offerings.
· Fund money without giving up control.
· A liquid secondary market.
· Public firms have easier time attracting talent and to better motivate current managers.
· Why NOT go public?
· High cost of the IPO itself, investment bankers are the experts of bringing new securities onto market.
· Investment Bankers:
· Origination: determining whether company is ready for the stock market (strong historical performance; an internal structure).
· Prospectus: an in-depth look at the company; explaining and developing a “story” about company; expensive.
· Underwriting: introduce risk component.
· Firm commitment: banker guarantees a fixed amount of money; good interest.
· Best effort: to get what company wants, but no guarantee.
· Distribution – selling shares to investors and the market (a good IPO has pre-sales, commitment).
· Continuous costs associated with trading: audit, brokerage fees.
· Comply with disclosure requirements; must be transparent.
· Short term profits not long-term wealth.
· Private markets:
· Some companies do not have the ability to go public.
· Markets may be unstable, unable to guarantee economy. 
· Bootstrapping and venture capital financing.
· McCain Foods – never traded publicly – largest Canadian company.
· Private placements:
· Are when we sell securities directly to investors (insurance, retirement funds) these skip the public market. 
· Negotiate bond contracts and help insolvency.
· Restrictions on the resale of securities. 
· Private Equity Firms:
· There intent is in more mature companies, tend to buy 100%, tend to hold for long-term (“tried and true” organizations).
· Knowledge in industry, maximize investment and sell.


· Distribution
· As a shareholder, get money back:
· Capital gain: get back more than what paid for.
· Dividend: 
· General dividend policy in place, but, does not need to be followed; not in company’s best interest. 
· Dividend is ANY distribution of anything valuable, done so on a pro-rata basis (proportion of that ownership).
· Could be discounts.
· Dividend distribution reduces the value of stockholders’ claim again the firm.
· Returns part of their investment back, reduces initial investment amount; redistribution of wealth.
· Cash Dividend (most common): aligned with divided policy, generally paid quarterly.
· Part of that overall policy is setting appropriate and manageable.
· Management does not want to reduce dividend, negative perception, and overall negative effect on business.
· Set this dividend policy low at first, then could raise. 
· Extra dividends often paid at same time as regular cash.
· Special dividend happens singularly at one time; extra cash lying around, 
· Liquidating dividend – going bankrupt, liquidate everything, pay off debt, and pay rest to shareholders. 
· The dividend payout MUST approve it (not put company in bad financial position) 
· Then, a public announcement date (declaration date).
· The ex-dividend date precedes the record date by two days, is the “cut-off” the dividend distribution. 
· The payable date is when the firm actually pays the dividends. 
· Could take a couple weeks, and is all secondary market transactions.
· Board vote, Declaration date, Ex-dividend date, Record date, Payable date.
· Stock repurchases:
· A way to distribute wealth back to investors, not on a pro-rata basis (is a choice).
· Reduces the number of shares on the public market. 
· Taxed differences than dividends.
· How?
· Open market purchase is limited to a number of repurchases.
· Uses a tender offer, open offer by a company to purchase share.
· Or, could use direct negotiation with specific shareholders
· Reduce the risk of being taken over.
· Stock Dividends and Stock Splits
· Both of pro-rata basis, but there is no transfer of value.
· Distributes new share of stock on a pro-rata basis to existing stockholders. 
· Example, 1000 x 10% = 1100 shares.
· Value of company does not change; stockholder is left with same value as before.

· Very similar, but deals with multiples.
· Example, 2-for-1 or 3-for-1.
· Investment has not changed at all.

· Sends a positive signal; can lead to higher stock price.
· Manager would not do a stock-split with expectation of declining stock value.
· Reverse stock splits – opposite!
· Risk of being thrown off stock exchange, increase value of stock.

· Practical considerations in setting a dividend policy:
· How is this value going to be distributed to shareholders – practical considerations.
· Enables them to be able to continue to investing; do not forego growth!
· Managers should:
· Look over the long-term
· Level of earnings (cash flows from operations – capital expenditures – dividends) exceed investment requirements.
· Maintain dividend payouts
· Financial flexibility
· Firms ability to raise equity capital if necessary
· Increased stockholders, and what implications?


Lecture 8:  March 20th, 2013

· Risk is always going to be there when dealing with finance; future means risk.
· Derivative: the security is not what we are selling; not trading shares, we are trading the options to sell shares.
· Businesses can expand investment opportunities; buy into many different parts of different companies.
· They cost much less.
· Increase leverage; put the same amount of effort to get an exemplified return. 
· Options:
· Can be on any security (bonds [debt])
· Created by investors for investors. 
· Call option will give the buyer the right to purchase shares at a point in time for a certain price at a certain time.
· Put option gives the buyer the option to sell shares to the seller to a fixed price up to a certain date.
· Exercise (Strike) Price: the price of the stock that will be purchased or sold at a certain date.
· Expiration date: last date option can be exercised.
· American: exercised by the buyer at any time to the expiration date (most flexibility)
· European: only be exercised on the expiration date.
· Bermudan: only be exercised on the last day of the month before the expiration date.
· Most rational people will exercise a contract if it will return a good amount of money.
· Option premium: the cost of the option.
· How Options Work
· Must find someone else that thinks the opposite will only work.
· Price will rise vs. price will fall.
· The call buyer expects price to go up, call seller expects price to go down.
· The put buyer expects price to go down, put seller expects price to go up.
· Call seller (writer) or put seller (writer)
· If the buyer does not go their way, they usually let the option expire. 
· Contracts are transferable.
· Example: Call Options (call shares to you)
· Writer sells call option by $1.00 (1000 shares at $10.00)
· Buyer expects shares to increase, writer expects shares to decrease.
· Writer has limited profit potential; limited to the premium, and unlimited risk. 
· There loss potential is unlimited; gain in limited.
· Example: Put Options (put shares back to you)
· Writer sells option for $1.00 to you to sell 1000 shares at $10.00.
· Writer has unlimited risk, buyers risk is managed. 


· Options Trading:
· Exchanges:
· Montreal Exchange (ME)
· Chicago Board Options Exchange (CBOE)
· The (clearing corporation) guarantor acts as the middleman.
· Writer has the risk, where a clearing corporation requires a deposit (good faith margin deposit). ‘
· The clearing corporation balance is zero. 
· Options Characteristics:
· Trade in when you will make money; if it does go your way, let expire!
· In-the-money (positive cash flow):
· Call options: Stock price (S) > Exercise Price (E)
· Put options: S < E
· The buyer is going to make money!
· Out-of-the-money
· Do not exercise these.
· Call options: S<E
· Put options: S>E
· At-the-money
· S=E

· Factors Affecting Prices:
· Stock price
· Exercise Price
· Time to maturity
· Stock volatility
· Interest rates
· Cash dividends

· Rights and Warrants:
· Rights ARE issued by the company; issue to all current shareholders the right to purchase more shares for a certain price at a certain time. 
· They are transferrable; can be sold to someone else (some or even all; or even buy more)
· Normally is lower than the market price. 
· This is a way to raise money, but allow shareholders to keep their proportionate ownership. 
· Current shareholders have first dibs. 
· Warrants last several years; a right would expire in a few months.
· Long-term
· Usually attached to other financial securities, share of debt for example.
· Are detachable, can sell on the market and sell. 
· The investor could have the option to buy at a lower price, or sell to another person. 
· Futures
· Another risk management technique, a contract that somebody is going to sell somebody at a certain price in the future.
· Both parties are on the hook.
· Cannot cancel unless both parties agree.
· Spot market: today’s price (an item you will take immediate delivery – i.e. gasoline.)
· Forward market: agreement on a price today, but does not want the delivery until later – forward delayed delivery).
· Futures market: very standardized, sets features, delivery date, and price; obligation to delivery asset at certain point at time; obligation for buyer to accept and pay.
· Forward: contract between two people (this how much I want, when I want, and what I will pay); these are not standardized to meet each parties; could be over-the-counter; more personalized.
· Example: Southwest (the volatility for fuel, they made fuel supplier forward contracts. 
· Future: more standardized; thousands of players entering into the contracts; allows investors to trade with one another.
· Similar to options, performance is matched up with Clearinghouse Corporation. 
· Guarantee performance, must deliver deal of contract. 
· Commodities: agriculture, metals, energy.
· Financials: foreign currency and debt and equity.
· Foreign currency set future markets to reduce risk.
· Future Exchanges:
· Typically unincorporated.
· Organized places to trade with established governed rules. 
· Financed by members.
· The Clearing Corporation:
· Separate from service, associated with exchange.
· Help facilitate market.
· The Mechanics of Trading:
· Short position (seller): admits to delivery
· Long position (buyer): promise to take delivery.
· Zero-sum game: price may go your way or not.
· Future contract: BOTH PARTIES MUST completes the contract. 
· Futures Margin:
· Good faith deposit made by both buyer and seller.
· Not an amount borrowed.
· Each clearinghouse sets its own requirements.
· Usually less than 10% on contract value. 
· If the price goes to the way of the buyer, put it in the sellers account (vice-versa).
· Guarantor takes money out of sellers account to buyers account until there is an agreement on contract. 
· Maintenance or variation margin level below which the investor’s net equity cannot drop. 
· Guarantor makes sure the margin levels are balanced in accounts.
· Majority of the contracts end up in an offset position or sells the contract. 
· An offsetting position is the opposite you are in: buyer to seller (balances out).
· Future Contracts:
· Hedgers:
· Are at risk for the use of the commodity.
· Exposed to a price risk.
· Example: Starbucks and increased price to coffee beans, must rise prices or absorb it and have lower profit, use a smaller amount (reduce quality).
· Offsetting position due to price risk.
· Entering contracts for insurance purposes. 
· Speculator:
· Buying and selling contracts to earn a return.
· They are here to make money!
· High stress jobs, get in-and-out of deals.
· Absorb any excess risk from hedgers.
· Able to assume more risk than hedgers.
· Easier to do, lots of leverage.
· Nothing wrong with derivatives, people who don’t know what they are doing.
· Derivatives are like prescribed medicine, use it right makes you feel better; take too much, problems start.
· Sub-prime mortgage crisis, people gambling on high-risk securities. 
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· Merger or acquisition is a strategic decision.
· Ultimate goals? Add value to the business/shareholders.
· HR professionals deal with aligning cultures between two businesses.
· Accounting has all new reporting requirements that are necessary.
· Marketing and brand awareness from both companies.
· Merger: combining of two firms into a new legal entity
· Target company: who is being purchased.
· Acquisition: the purchase of one firm by another.
· Take-Over: control is put onto to someone else. 
· Amalgamation: a merger where both sets of shareholders must agree on the transactions. 
· Ex. TD purchased Canada Trust, merged the retail operations; around 8 Billion. 
· Horizontal Merger
· Related industry (related diversification); similar to us in size/industry, capitalize on synergy. 
· Ex. Pepsi purchased Frito-Lay
· Create value because they are able to save on costs. 
· Vertical Merger
· Related within industry, not necessarily a competitor.
· A company make purchased a supplier (backwards) or distributer (forwards).
· A supplier makes up a huge component of cost; cannot rely on supplier (volatility within supply chain); quality control.
· Some companies may have partial (apple distributes to many other stores); and full (car industry goes backwards very often and make their own parts). 
· Unrelated Diversification
· Buying companies that are not similar, do not look to capitalize of business processes.
· Looking to build up a good portfolio of businesses, and increase value of stockholders. 
· Maximize value, sell, and manage finances with return.
· Value of whole business comes from the corporate office. 
· Cash-cow: a business that maintains money without any major investment.
· GE – conglomerate (appliances, electronics, real estate, entertainment, owned NBC); started off manufacturing and grew!
· Imasco – owned 97% of Canada Trust, Shoppers Drugmart, and Imperial Tobacco.
· Synergy:
· Two or more “things” come together to produce a result that would not be obtainable with out coming together. 
· “1 + 1 = 3”
· Can come from operational synergies.
· Economies of scale – “bigger is better”; financing better for larger businesses than smaller business.
· “Cost-per-unit”; better to make more than less.
· Economies of scope – the average cost of product for a product line; spreading costs of different products. 
· Ex. Pepsi and Frito Lay freight with one truck, one marketing team etc.

· Efficiency increases
· New management team bringing ideas together will add more value.
· Financing Synergy
· Able to get more financing; seasoned stock options become a little cheaper.
· Reduces average issuing costs.
· Tax Benefits
· Many ways to use tax deductions and credits.
· Strategic Realignment
· Ex. Kraft wanted to buy Cadbury to be largest food manufacturing company in the world; Cadbury had big trade lines with countries like India.
· The ability to access markets they could not before (..or skills etc.)
· Managerial Motivation (use their own motivations usually)
· Increased firm size: CEO makes more money, grow and be a global player.
· Reduce risk through diversification: reduce risk by purchasing ownership in multiple companies.
· Employees that work at one company, usually hard to diversify risk.

· Financing M&A’s
· Cash Transaction (acquisition): contact shareholders, accept or deny offer for cash.
· Share Transaction: company A wants to buy company B, company A receives shares from company B; the companies may need approval from the board of directors (how many authorized shares there are; without enough, MUST get approval). 
· Going Private Transaction: A buyer already owns 70-80%, wants to go private and buy all over shares; a third party comes in and values the company.
· Intent of the Legislation (rule/law is implemented because one party is disadvantaged). 
· Each takeover market is governed provincially. 
· These laws are introduced to protect the person who is at disadvantage.
1. Transparency – Information Disclosure
a. All the information is available to every shareholder.
b. Legislation cannot stall process. 
2. Fair Treatment
a. Minority shareholders are not forced to sell.
b. Do not want a small group of shareholders block a major process – balance is necessary. 
· Who doesn’t have to follow these rules?
· Private companies (VC’s, personal equity)
· Follow the rules of the SEC that the majority of shareholders reside.
· Purchase shares from fewer than five shareholders. 
· Creeping Takeover
· Only buying 5% of outstanding shares a year, not necessary to be transparent because it takes a long time to get a majority of the company.
· Securities Legislation
1. 10%: Early Warning (toe-hold – must file with Ontario SEC); alerts investors that there is a potential takeover. 
2. 20% Takeover Bid (cannot buy anymore on an open market); must issue a takeover bid to allow shareholders an equal time to sell shares at an appropriate price. 
3. 50.1% Control – under a normal voting process, replace management and board of directors if that is the choice (simple majority).
4. 66.7% Amalgamation (to approve a merger – super majority); need to 2/3’s of the vote on both sides to merge an organization.
5. 90% Minority Squeeze-out (the last 10% could be squeezed-out); a provision to let the 10% if being “annoying”, can be forced out. 
· Takeover Bid Process:
· Once hit 20%, send takeover circular to all shareholders.
· Target company has 15 days to write a letter to send to shareholders, with recommendation to accept or reject offer.
· Bid must be open 35 days after announcement date.
· If they agree, shareholders “tender” by offer signing authorizations.
· Competing bid automatically increase takeover window by 10 days and shareholders could draw back offers and decline. 
· They are not forced to buying all the shares.
· Tender offer cannot be less than the average price that the acquirer bought shares in the previous 90 days (no coercive bids).
· Friendly Acquisition
· In the best interest of the target company to be sold.
· Target uses an investment bank to prepare an offering memorandum (what is good about company)
· Data room can be set up to give an “invite” to view confidential files.
· A letter of intent (so far, showing “good faith” to buy company)
· If one of the parties decides to stop it, one company must pay a “break-fee”.
· Create a legal clause for purchasing.
1. Information/Offering Memorandum (Approach Target)
2. Confidentiality Agreement (data room)
3. Sign Letter of Intent (still, no commitment)
4. Main due diligence
5. Final sale agreement
6. Ratification

· Structure a deal regarding:
· Tax issues
· Set-up agreement an “earn-out” – evaluation every so often for conditional later payments. 

· Hostile Takeover
· All of actions to avoid any acquirement. 
· No desire to be acquired and refuses to provide information.
· Usually, acquirer has about 20% of outstanding shares of target market; indicates strength.
1. Slowly acquire toehold by open market purchase of shares without attracting attention.
2. File statement with OSC at 10% stage
3. Accumulate 20% of share over a longer period of time.
4. Make tender offer to bring ownership of control – contains provisions that will be made only if a certain minimum percentage is obtained. 

· Clues of a hostile takeover:	
· Market price jumps above offer price
· Market price stages close to offer price
· Little trading in the shares
· Great deal of trading in shares
· Defensive Tactics
· Ex. Cadbury was disgusted by Kraft; attracted Ferrero-Rocher and Hershey to buy their company (people-pill – threatened to quit if there is a merger/acquisition); example of white knight.
· Shareholders Rights Plan (poison-pill)
· Give current shareholders to buy more shares at a discounted price.
· Makes acquisition more expensive.
· Selling the Crown Jewels 
· Try to make company less attractive; get rid of attractive assets.


· Suicide Pill
· Rather destroy organization than sell to company.
· White Knight
· Look for someone else to buy; friendly takeover.
· Pac-man Defense 
· Company is coming after me, turn-around and go after them (rarely works).

· International Finance Management
· Globalization of the World Economy
· World trade barriers are disappearing; Canada and the US are highly integrated companies.
· Society is paying more attention to markets more today than any other day.
· Tokyo stock market affects Canadians.
· Rise of Multi-Nationals (majority of stock in home country)
· Major factor of globalization
· A business that operates in more than one country and is headquartered in its home country. 
· Ex. Coffee manufacturing: headquarters in NA, getting resources in other countries.
· Can have any a diversified shareholder market in many countries.
· Transnational (ownership is diversified throughout the world).

·  International Financial Management 
· Decisions differ from domestic deals.
1. Exchange rate movement uncertainty (product in UK sold from Canadian company – risk of currency fluctuations)
2. Differences in legal systems and tax codes (some countries are common-law, code-law, history based etc.)
3. English is the business language, not the world’s social language. 
4. Cultural views also shape business practices and attitudes; these can vary from country to country (in Canada, entitled 2 weeks of vacation with a full-time job; Germany does not like debt).
5. Economic systems (how a country decides to mobilize resources in society; how is it distributed – in Canada we are a free-market; bulk of regulation lets the market dictate the business world.
6. Country risk refers to uncertainty of doing business in another company – tax laws, labour laws, maternity leaves,
· Starbucks growth in Asian was through part ownership from local business. 
· Highest political risk: North Korea/China
· Least political risk: Finland/NA

· Goals of International Finance Management
· Maximize shareholder wealth.
· In other parts of the world, there may be conflicting goals.
· Ex. Germany focuses on maximizing corporate wealth.
· Earn as much wealth as possible for the firm while considering overall welfare of the stakeholders.
· Ex. Japan companies for tightly knit groups, interlocking groups to increase market share to share success. 
· Ex. China and former USSR – moving towards a free-market economy and emerging private sector.

· Foreign Exchange Market
· A group of international markets that buy and sell currency
· Reasons they exist (RISK):
· Supply and demand relationships
· Relative Inflation Rates
· Relative Interest Rates
· Other Factors (political and economic risk)
· Benefits of FEM:
1. Allows to buy and sell at currency needed.
2. Allows people to judge when to pass the risk associated with foreign exchange price fluctuations (speculators that absorb excess risk)
3. A way that importers and exporters to develop credit terms.

· Market Structure and Major Participants
· Multinational commercial banks
· Large investment banking firms
· Small currency boutiques
· May intervene and offer ways to improve fluctuations. 
 
· Spot Rate
· Price at which you buy today.
· $1.31/euro.
· Any fluctuation, paying a lot more or making a gain.
· Forward Rate
· Agreement to buy or sell currency on some future date, made today.
· Defines the exchange rate.
· Smoothing out risk; do not have to necessarily worry about currency fluctuations. (all about hedging – reducing risk)
· Currency Exchange Rate: value of one currency to another.
· Direct Quotation Method: how much of the whole countries currency is needed to buy one unit of foreign currency? 
· Indirect Quotation Method: how much of a foreign currency is necessary to buy Canadian currency. 

· International Capital Budgeting
· Biggest area impacted by international finance.
· Capital projects are long-term and take many years to reach goals.
· Further in the future you go, the more risk you are including.
· Positive NPV = GO, NPV (0) = GO, Negative NPV = STOP
· Determining Cash Flows
· There may be more restrictions involved when trying to make projections because of high political risk. 
· Take cash flows from ten years out, guess foreign exchange rate, convert it, and adjust it back to today (a lot of risk).
· Risk averse behaviour: be very conservative; harder to reach goals; mitigation of risk.
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· Free enterprise and capital markets are good options for consumers and investors.
· Investor is at a disadvantage; shareholders do not run business, management runs them.
· Managers know more about investors do; this is a problem related to a symmetry principle. 
· Principle Agent problem; cost to incentivize managers to think in the interests of shareholders.
· Investors are still affected, via changes in the market due to integrity, when one large entity is negatively changed.
· Good governance makes sure that information is transparent and shareholders are protected. 
· Investor confidence eroded at the turn of the 21st century:
· Financial scandals (Arthur Anderson – disappear, charged with obstruction of justice; Meryl Lynch – manipulated research, Xerox – restate five years of financial data, there were mistakes and errors. 
· Economic downturn
· Market mechanisms.
· Enhancing corporate governance – keeping investor confidence high by creating sustainable public companies.
· Primary goal – develop integrity and accountability within firms.
· Earn public trust (goal of governance) – investors are protected, right balance of power.
· An organization needs four corporate gatekeeper.
· An independent and competent board director – more pressure to bring board up to a level.
· An independent and competent auditor – ie. Arthur Anderson went “with the flow”, were not being objective.
· Objective and competent legal counsel and financial advisors
· Need to have the ability to care responsibility to speak for the shareholder rather than the organization. 
· Definition of Corporate Governance
· Same governance structure is different from other organizations – not one is the same from each organization.
· Aspects of Corporate Governance
· View society takes to build structure around. 
· Shareholder Aspect – protect shareholder, corporate exists for them, maximize wealth.
· Stakeholder Aspect – Ethical, environmental, societal issues that could be ranked of higher importance than shareholders.
· Integrated Aspect – combining both principles.
· Stakeholder – any group that has an interest in the organization: shareholders, banks, suppliers, employees, and customers.
· Shareholders and Stockholders (same): all of these are stakeholders; not all stakeholders are these.

· All corporate governance structures all have:
· Principles: ensuring communication is honest and trustworthy.
· Honesty, resilience (structure is sustainable), responsive (emerging needs – customers, legal), transparent.
· Functions: not all companies have all of these functions; building sustainability.
· Oversight (BOD – management, advice, approvals – work on best interest of shareholder).
· Managerial – act ethically; interests should be aligned with shareholders.
· Compliance
· Monitoring – signing a proxy (one person can vote on everyone’s behalf).
· External Audit
· Advisory (legal advice)
· Internal Audit
· All companies do not have all.
· Mechanisms
· Internal – audit, management, controls.
· External (monitor alignment of performance in regards to shareholders and management) – corporate control, capital market (loans), labour market (work, employees), best practices of investors (can substitute one for the other)
· Effective CG Structure:
· Add value
· Develop responsibilities and accountability
· Develop practices than ensure compliance

· Ethics In Workplace
· Becoming a greater issue in present
· Increased interactions between BOD, auditors, committees, executives, and employees.
· Societal norms have changed in Canada; and presently norms may be different between places in the world.
· Ex. McDonalds and Ronald McDonald advertising.
· Ex. MoneyMart – interest issues – huge dispute in London (branch near welfare office)
· Work towards organizational ethical culture
· Organization
· Ethics – honourable behaviour that is the norm. 
· Culture – concept of shared beliefs, way to have.
· Business Ethics
· Promote moral principles that lie in all activities.
· Society Level – evaluated by impact on society
· Industry Level – evaluated by the differences within companies IN the industry; confidentiality.
· Company Level – evaluated by decisions made and set upon standards (ie. child labour)
· Manager Level 
· Determinants of Ethics
· Corporate Culture
· Incentives – align compliance
· Opportunities – good structure with reduce opportunity of unethical behaviour
· Choices
· Triangle of Business Ethics 
· Ethics Sensitivity – say what we think is ethical; different people in organizations have different values; driven by loyalty, peer pressure, environment, and job security
· [bookmark: _GoBack]Ethics Incentives – rewards and punishments; different sources (individual level – compensation plan that promotes ethical choices; organizational level, professional level, market level, regulatory level)
· Ethics Behaviour 







