Lecture 1

Why does accounting matter? 
· Accounting is the language of business 
 
Users of Financial Information 
Internal users: 
· Managers plan, organize and run a business 
· Various decisions 
 
External users: 
· Investors 
· Creditors 
· Others (tax authorities, regulatory agencies, customers, labour unions, economic planners, communities) 
 
Ethical Behaviour 
· For accounting information to have value, preparers must have high ethical standards 
 
Forms of Business Organization 
· Proprietorship 
· Owned by one person 
· Unlimited liability
· Partnership 
· Owned by more than one person 
· Each partner has unlimited liability
· Corporation 
· Indefinite life (owners can change) 
· Shareholders enjoy limited liability 
· May be public or private 
 
Types of Business 
· Manufacturing (make own things)
· Merchandising (buy things from manufacturers and resell)
· Service (accountants, lawyers) 
 
Types of Business Activities 
· Financing (obtaining funds to finance the operations of the business) 
· Borrowing money or repaying loans (external) 
· Choosing to use retained earnings (equity) to reinvest in the business rather than paying dividends (internal) 
· Investing 
· Obtaining the resources or assets needed to operate the business 
· Operating 
· Main day to day activities of the business (revenues, expenses, related accounts: accounts payable, accounts receivable, inventory) 
 
Financial Statements 
· The business documents that companies use to report the results of their activities to various user groups 
· The system of accounting produces the following statements: 
· Income statement 
· Statement of changes in equity 
· Statement of financial position 
· Statement of cash flows 
 
Income Statement 
· Reports the results of operations for a specific period of time 
 
Revenues 
· Arise from the sale of a product or service in the regular course of the operation 
 
Expenses 
· Cost of assets consumed or services used to generate revenues 
 
Gains and Losses 
· Extra income or expenses arising from one time (or unusual) events that are not in the regular course of operations 
 
Statement of Changes in Equity 
· Shows the changes of each component of shareholders' equity for the period 
 
Share Capital 
· Amounts contributed by shareholders 
 
Retained Earnings/Deficit 
· Cumulative profit retained in the company 
· Less dividends paid to shareholders 
 
Accounting Equation 
· Assets = Liabilities + Equity
 
Unearned Revenue 
· Receiving money from a job before actually completing the job (liability) 
 
Statement of Cash Flows
· Reports the cash receipts and payment for a specific period of time 
· Changes in cash should be categorized as one of the following activities: 
· Operating 
· Investing 
· Financing 
· Reconcile the change in cash to the beginning and ending cash balances 
 
Annual Report 
· Publicly traded companies must prepare an annual report each year 
· Includes financial and non financial information about the company 
· Financial: management discussion and analysis statement of management responsibility, auditors' report 
· Nonfinancial: values, goals 
 
Generally Accepted Accounting Principles 
· Rules and practices for the preparation of financial statements 
· Different for publicly traded and private corporations 
· Proprietorships and partnerships don’t have to use IFRS and ASPE as statements are prepared for internal users only 
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Usefulness of a Conceptual Framework 
· The framework is like a constitution
· Aids in creation of standards for the accounting profession 
· Increases financial statement users' understanding of and confidence in financial reporting 
· Enhances comparability of financial statements of different companies 
 
Objective of Financial Reporting 
· The overall objective of financial reporting it to provide information that is 
· Useful to users 
· Decision relevant 
 
Fundamental Qualitative Characteristics 
· The fundamental qualitative characteristics are 
· Relevance 
· Makes a difference in decision 
· Has predictive feedback/confirmatory value
· Includes all material information (information that makes a difference to decision maker)
· Representational Faithfulness (reliable)
· Complete 
· Neutral 
· Free from material error 
· Substance over form 
 
Enhancing Qualitative Characteristics 
· Comparability 
· Information measured and reported in a similar way (company to company, year to year) 
· Allows users to identify real economic similarities and differences
· Verifiability 
· Similar results achieved if same methods are used 
· Timeliness 
· Understandability 
· Allows reasonably informed users to see the significance of the information 
· Provides enough information so it's clear 
 
Tradeoffs and Constraints 
· Tradeoffs 
· It's not always possible to have all fundamental and enhancing qualitative characteristics 
· Happens when one qualitative characteristic is sacrificed for another 
· Constraints 
· Materiality 
· If leaving or including information would influence/change the judgement of a reasonable person, then that information is considered material (ex: at some point a number for something might be so big it'll change your mind) 
· Professional judgment (wrong judgement and you'll get sued) 
· Cost vs benefits 
 
Elements of Financial Statements 
· Assets 
· Liabilities 
· Equity 
· Revenues 
· Expenses 
· Gains 
· Losses 
 
Elements of Financial Statements: Assets 
· Assets have three characteristics: 
· They involve some economic benefit to the entity 
· Entity has a control over that benefit 
· Benefit results from a past transaction or event 
 
Elements of Financial Statements: Liabilities 
· Liabilities have three characteristics: 
· They represent a present duty or responsibility 
 
Recognition/Dercognition
· Recognition 
· Process of including an item on entity's balance sheet or income statement 
· Elements of financial statements have historically been recognized when: 
· They meet the definition of an element 
· They are probable 
· They are reliably measurable 
· Derecognition 
· Process of removing something from the balance sheet or income statement 
 
Accrual Accounting 
· Records cash transaction + noncash transactions 
 
Revenue Recognition Principle 
· Revenue is recognized when: 
· Risks and rewards have passed or the earnings processed is substantially complete 
· Revenue is measurable 
· Revenue is collectible 
· Revenues are realized when products, merchandise or assets are exchanged for cash 
 
Matching Principle 
· Expenses are matched with revenues that they produce 
· Illustrates a cause and effect relationship between money spent and earned revenues 
· Examples: 
· Depreciation (match price of pencil to cost of machine, 100 000/10 = $10 000)
· Bad debt expense 
· Warranty expense 
· Salary expense 
 
Periodicity Assumption 
· Economic activity of an entity can be divided into artificial time periods for reporting purposes 
· Most common: one month, one quarter and one year 
 
Monetary Unit Assumption 
· Money is the common unit of measure of economic transactions 
 
Going Concern Assumption 
· Assumption that a business enterprise will continue to operate in the foreseeable future 
· There is an expectation of continuing long enough to meet their objectives and commitments 
· Management must look out at least 12 months from balance sheet date 
 
Historical Cost Principle 
· Three basic assumptions of historical cost: 
· Represents a value at a point in time 
· Results from a reciprocal exchange 
· Exchange includes an outside arm length's party
 
Fair Value Principle 
· Fair values has been defined as: 
· The price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date 
· Fair value considered more relevant for certain assets/liabilities 
 
Full Disclosure Principle 
· Anything that is relevant to users' decisions should be included in financial statements 
· Disclosure may be made:
· Within the main body of the financial statements 
· As notes of the financial statements 
· As supplementary information, including Management Discussion and Analysis (MD&A) 
 
Financial Reporting Issues 
· IFRS and ASPE are principles-based 
· Selecting and interpreting accounting principles and rules relies on professional judgement 
· Financial engineering (legally structuring transactions so that they meet company's objectives) 
 
Principle Based
· Key objectives of good reporting 
· Subject area provides guidance 
· Explains the objectives 
· Some rules exist, however the intent is not to have a rule for every situation 
 
Current Assets 
· Assets expected to be converted to cash or used in the business within the year 
· Ex: cash, short-term investments 
 
Non-current Assets
· Long-term investments 
· Investments in the debt or equity securities of other companies 
· Property, plant and equipment
· Tangible assets with relatively long useful lives 
· Assets used in operating business 
 
Intangible Assets 
· Noncurrent assets that don't have physical substance and represent a privilege or right 
· Ex: goodwill, patents, copyright, trademarks, trade names and licenses 
 
Depreciation 
· Accumulated depreciation: account shows the total amount of depreciation taken to date 
· Carrying amount: the difference between the cost of the asset and its accumulated depreciation 
 
Liabilities 
· Current liabilities: obligations that are supposed to be paid for within a year 
· Long-term liabilities: debts expected to be paid after one year 
 
Share capital: investment of cash (or other assets) 
 
Financial Statement Analysis 
· Purpose: to use financial statement to evaluate an organization's performance and financial position 
· To have a means of comparative analysis across time in terms of:
· Intracompany basis (within the company itself)
· Intercompany basis (between companies)
· Industry averages (against the particular industry's averages) 
 
Profitability Ratios 
· 3 elements of the profitability analysis: 
· Analyzing on sales and cost of goods sold 
· Analyzing on the control of expenses 
· Assessing the return on assets and return on equity 
· Gross profit % = gross profit/net sales * 100 
· Net profit % = net profit/net sales * 100 
· Return on assets = net profit/average total assets * 100 
· Earnings per share = net profit/number of issues common shares 
· Price earnings ratio = market price per share/earnings per share 
 
Liquidity
· Measure the short-term ability of the company to pay its maturing obligations and to meet unexpected needs for cash 
· Working capital = current assets - current liabilities 
· Current ratio = current assets/current liabilities 
· Quick ratio = current ratios less inventory less prepaids/current liabilities 
 
Solvency
· The ability for an organization to pay interest on their duties and obligations (long term)
 
Efficiency 
· Receivables turnover = revenue/accounts receivable (want it to be high)
· Average collection period = 365/receivable turnover (want it to be low) 
· Inventory turnover = cost of goods sold/inventory
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Accounting Transactions 
 
Accounting information system 
· The system of collecting and processing transaction data and communicating financial information 
· Can vary widely based on factors such as: 
· Type of business and its transactions 
· Size of company 
· Amount of data 
· Information requirements 
 
· Transactions are economic events that must be recorded in the financial statements 
· Not all events are recorded and reported as accounting transactions: 
· Only those that change assets, liabilities or shareholders' equity 
· Transaction analysis determines impact on the accounting equation 
· The accounting equation must always balance 
· Therefore, each transaction has a dual (double-sided) effect on the equation 
 
Debits and Credits 
· If debit amount exceeds credit amount, account has a debit balance 
· If credit amount exceeds debit amount, account has a credit balance 
· Debit refers to the left and credit to the right side of the T-account 
· Debit and credit are neutral terms and neither is good or bad 
· Shareholders equity is on right because shareholders have a legal claim to assets (owner has residual, leftover claim) 
 
ALORED
· Assets (D), liabilities (C), owner's equity (C), revenues (C), expenses (D), dividends (D) 
 
Account 
· An individual accounting record of increases and decreases in a specific asset, liability or shareholders' equity item 
· Three parts: 
· The title of the account 
· A left or debit side 
· A right or credit side 
 
Accounting Cycle 
· Analyze business transactions -> journalize the transactions -> post to general ledger accounts -> prepare a trial balance 
 
Recording transactions 
· Each transaction always affects at least two different accounts 
· One account has a debit effect 
· One account has a credit effect 
 
Step 4: Trial Balance 
· List of all the accounts and their balances at a specific time 
· Serves to prove the mathematical equality of debits and credits after posting 
· Sum of debits = sum of credits 
· Aids in the preparation of financial statements 
 
Adjusting Entries 
· Adjusting entries are made to adjust or update accounts at the end of the accounting period 
· Types of adjusting entries: 
· Prepayments: 
· Prepaid expenses 
· Unearned revenues 
· Accruals: 
· Accrued revenues 
· Accrued expenses 
 
Unearned Revenue 
· Cash that has been received before revenue is earned 
· When the cash is received, a liability account (unearned revenue) is increased and cash is increased (if you don't do the work, you have to give money back, so it's a liability) 
· The opposite of prepaid expenses 
· Adjusting entry decreases the liability (finish point) 
 
Adjusted Trial Balance 
· Prepared after all adjusting entries have been journalized and posted 
 
Closing the Books 
· Revenue and expense accounts are subdivisions of retained earnings 
· Considered to be temporary accounts 
· Statement of financial position accounts carry forward into the future 
· Considered to be permanent accounts 
· Closing entries: 
· Temporary account balances are transferred to retained earning 
· Produce a zero balance in the temporary accounts to prepare them for the next period's activity 
 
The Closing Process 
· Close revenue accounts 
· Debit each revenue account for its balance and credit income summary 
· Close expense accounts 
· Debit income summary and credit each expense account for its balance 
· Close income summary 
· Debit or credit income summary for the balance in the account and credit, debit retained earnings 
· Close dividends account 
· Debit retained earnings and credit dividends account for the balance 
 
Post Closing Trial Balance 
· Lists all permanent accounts and their balances 
· After all closing entries are journalized and posted 
· Proves the equality of total debit balances and total credit balances after the closing entries have been made 
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Four step Framework for Decisions 
1. Specify the decision problem and decision maker's goals 
1. Identify options 
1. Measure benefits and costs to determine the value of each decision 
1. Make the decision choosing the option with the highest value 
 
 
Specify problem and goals 
· Goals vary across individuals 
· Effective decisions require that we: 
· Identify goals clearly 
· Understand the factors that influence goals and their relative importance 
 
Identify options 
· Decisions vary in number of available options 
· Critical for management to identity best options for analysis 
 
Measure benefits and costs 
· Value = benefits less costs 
· Opportunity cost = value of next best option 
· Role for accounting
· Identify and measure costs and benefits 
 
Decisions in Organizations 
· What is an organization? 
· Collection of individuals 
· Engaged in a collectively beneficial mission 
· Goals vary across organizations 
· For profit firms 
· Not for profit organizations 
· Governments 
 
Conflict in goals 
· Divergence between organizational and individual goals 
· What is best for employee is not necessarily best for organization 
· Need to align incentives to create goal congruence 
 
Reducing loss due to conflict goal 
· Three broad methods 
· Policies and procedures 
· Monitoring 
· Incentive schemes and performance evaluation 
· Decision makers consider costs and benefits of each control mechanism when choosing the best mix 
 
Ethics and decision making 
· Ethics influence every step of framework 
· Step 1: how we define goals 
· Step 2: what options to consider
· Step 3: unethical choices have high costs  
· Step 4: quit before making an unethical decision 
 
**Organization chart**
 
 
· [image: Exhibit 1.6 
Partial Organization 
Board of Directors 
Chief Executive Officer 
hief Financial 
Division 
Managers 
Officer 
Controller 
Functional 
Managers 
nternal 
reasurer 
Auditor 
Functional 
Managers 
Division 
Controller ]
 
· Functional manager at the bottom is more relevant (functional manager is usually at the bottom) 
 
Key players in organizations 
· Board of directors: provide management oversight 
· In the corporate offices: 
· Chief executive officer 
· Chief financial officer 
· Chief internal auditor 
· Other accounting functions: 
· Controller 
· Treasurer 
 
Company vision 
· Senior managers set a vision statement. From this they prepare a list of objectives 
 
Strategic Management
· Planning: identify alternatives, select best alternative, develop budgets to guide progress towards selected alternative 
· Directing and motivating: directing and motivating involves managing day to day activities to keep the organization running smoothly 
· Employee work assignments 
· Routine problem solving 
· Conflict resolution 
· Effective communication 
· Control: the control function ensures that plans are being followed 
· Feedback in the form of performance reports that compare actual results with budget are an essential part of the control function 
· Process management 
· Budgets: 
· Detailed plan that sets out, in monetary terms, plans for income and expenditures in a future period 
· Budget committee 
 
Sequence of budgetary process 
· Communicate objectives and strategy 
· Communicate procedures 
· Prepare an initial set of budgets 
· Negotiate budgets with line of managers 
· Coordinate and review budgets 
 
Negotiation 
· Bottom-up budget is started by inviting those who will implement the budget to be involved in setting the budget 
· Top-down budget is set by management and imposed on those who will implement the budget 
 
Variance 
· Variance is the difference between actual cost and budgeted cost 
· If actual cost is greater than budgeted cost the variance is unfavourable 
· If actual cost is less than budgeted cost the variance is favourable 
 
Classification by behaviour 
· Cost behaviour means how a cost will react to business changes in the level of business activity 
· Total variable costs change when activity changes 
· Total fixed costs remain unchanged when activity changes 
 
Types of fixed costs 
· Committed 
· Long-term, can't be significantly reduced in short term 
· Discretionary 
· May be altered in the short-term by current managerial decisions 
 
Cost classifications slide (pay attention to in total column and per unit column)
 
Classification by traceability 
· Direct costs 
· Costs traceable to a single cost object 
· Ex: material and labour cost for a product 
· Indirect costs 
· Costs that can't be traced to a single cost object 
· Ex: maintenance expenditure benefiting two or more departments 
 
Classification by controllability 
· A controllable cost is one that's capable of being regulated by a manager 
· A non-controllable cost is one which is not capable of being regulated by a manager 
· The degree of control depends on the level of management in the organization 
 
Relevant or non-relevant 
· Questions 
· Is this a future cost or benefit? 
· Will the future cash flow change because of that decision? 
· Answer: the answer has to be yes to both if the cost or benefit is to be classified as relevant 
 
Cost of goods sold 
· What does it cost to make/buy what we sell? 
· Cost of goods sold equation: cost of beginning inventory + cost of goods purchased/made during the period - cost of ending inventory = cost of goods sold during the period 
 
Cost classifications on financial statements - balance sheet 
· Merchandiser: 
· Current assets: 
· Cash 
· Receivables 
· Prepaid expenses 
· Merchandise inventory 
· Manufacturer 
· Current assets: 
· Cash
· Receivables
· Prepaid expenses
· Inventories (raw materials, work in process, finished goods) 
 
Manufacturing costs
· Direct material 
· Cost of raw material that is used to make and can be conveniently traced to the finished product 
· Direct labour 
· Cost of salaries, wages and fringe benefits for personnel who work directly on manufactured products 
· Manufacturing overhead 
· Indirect material 
· Indirect labour 
· Other costs 
 
Cost allocations and cost flows 
· Overhead costs are non-traceable to specific products 
· But, they are part of product costs for individual products 
 
Decentralization 
· The delegation of freedom to make decisions 
· The lower in the organization that this freedom exists, the greater the decentralization 
· Benefits: 
· Lower-level managers gain experience in decision making 
· Lower-level decision often based on better information
· Top management freed to concentrate on strategy 
· Decision making authority leads to job satisfaction 
· Lower-level managers can respond quickly to customers 
· Disadvantages: 
· Duplication of costs and efforts 
· Lower-level managers may make decisions without seeing the big picture 
· Lower-level manager's objectives may not be those of the organization 
· May be a lack of coordination among autonomous managers 
· May be difficult to spread innovate ideas in the organization 
 
Responsibility accounting 
· Accounting information structured by responsibility center 
· Used to measure performance and to provide information for decision making by responsibility center manager 
· Developed to motivate, evaluate and reward only on what we can control 
· Responsibility centers: 
· Cost center 
· Revenue center 
· Profit center 
· Investment center 
 
Return on investment formula 
· Margin: operating income/sales 
· Turnover: sales/average operating assets 
 
Advantages of ROI 
· The most widely used measure of divisional performance 
· Easily understood 
· Encourages managers to concentrate on projects which make best use of resources 
 
Disadvantages of ROI 
· Problems of defining the amount of investment funding 
· Problems of defining the profit controllable by the division 
· Manager of one division may avoid a project, which lowers the average ROI for that division, but would be of the benefit to the organization as a whole 
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Audits and Fraud
 
Types of Audits 
· Tax 
· Operational 
· To make sure business is running the way it's supposed to 
· Compliance 
· Going to check if they're complying to the rules 
· Financial statement 
· Did they do it right? Are the statements in compliance with GAAP? 
 
Tax auditing 
· Sales tax 
· Harmonized sales tax 
· Payroll tax 
· Income tax 
· Permanent differences 
· Is something that applies in accounting rules that won't apply according to tax rules 
· Ex: wine and dining a customer and in accounting you can put whole dinner as expense but, tax rules you can only put half down, therefore there is a permanent difference between your financial statements for accounting rules and tax rules (net income for tax will be $500 higher for accounting) 
· Temporary (timing) differences 
· You can record an expense for accounting and tax but, not at the same time
· Government wants businesses to spend money on technology, but not on expensive dinners 
· Ex: $10 000 for computer and for accounting over 10 years you put down depreciation as $1 000 every year and for tax you would write the spending as $5 000 over two years 
· Temporary because at the end of 10 years you get to take the same amount for both 
 
Internal auditing 
· Internal auditing is an independent, objective assurance and consulting activity designed to add value and improve an organization's operations. It helps an organization accomplish its objectives by bringing a systematic, disciplined approach to evaluate and improve the effectiveness of risk management, control and government processes 
· Effectiveness and efficiency of operations 
· Reliability and integrity of financial and operational information 
· Safeguarding of assets 
· Compliance with laws, regulations and contracts 
 
External auditing 
· Companies prepare information to be used by financial decision makers 
· You may be tempted to be untruthful to make your company look better, but external auditors that come in and inspect are there to try to check and will find it 
· These companies do so to obtain loans or sell stock 
· This is a potential conflict of interest 
· Users are naturally skeptical of the financial information 
· External professional auditors lend credibility to the financial information 
· Verification reduces the risk the information is misleading 
· Without effective audits, capital resources can't efficiently be allocated to economic entities 
 
Auditor's role 
· Auditing doesn't include financial report production 
· The auditor's role is to determine whether the information in the financial statements are reliable and they communicate this to the users 
· Auditor's goal is to verify the financial statements have been represented fairly in accordance with a financial reporting framework (GAAP)
 
Business risk vs information risk 
· Business risk is the risk that a company may fail to achieve its objectives due to: 
· Economic changes 
· Technology changes 
· Poor management decisions 
· Bad luck 
· Auditors don't report on business risk 
· Information risk is the risk that the financial information fails to reflect economic substances of business activities 
· The risk of financial information being unreliable 
· Two major categories: 
· Audit risk: the risk of insufficient evidence being gathered on facts concerning the auditee's economic circumstances. The auditor may express an inappropriate audit opinion 
· Auditor may say information is correct when it's not or finds mistake, but company argues they're wrong 
· Accounting risk: the risk that accounting information presented in the financial statements doesn't accurately reflect the underlying economic events of the business due to the misapplication of GAAP, unrealistic assumptions, unrealistic estimates or other such errors 
 
Audit risk 
· Inherent risk: the probability a material misstatement will occur in the financial statement 
· Control risk: material misstatements will not be prevented or detected by internal controls 
· Detection risk: material misstatements will not be detected by the auditor 
· Auditor failed to detect mistake 
· AR (audit risk) = IR x CR x DR 
 
Canadian audit standards (CAS) 
· Practice standards are general guides for the quality of professional work 
· The general standard refers to: 
· Objectivity 
· You have to be objective in your views, can't let your personal feelings get in the way  
· Competence 
· You have to be at least as competent as the average accountant would be in the situation 
· Due care 
· You're supposed to be careful, take your time, do your job right 
· OCDC (acronym for all of them together) 
· These are the key supporting rules of professional conduct 
 
Examination standards 
1. Planning and supervision 
1. Need to understand the system of internal controls 
1. The auditor is explicitly required to design procedures to detect fraud 
 
Auditor has two rules 
· Make sure information is fairly (materially correct) represented according to GAAP 
· Supervise reasonable assurance that fraud hasn't occurred 
 
Objective 
· An audit fails if there isn't sufficient, appropriate audit evidence to support the report opinion 
· The overall objective of a financial statement audit is to enable the audit to express an opinion as to whether the financial statements are prepared, in all material respects, in conformity with an applicable framework, usually GAAP 
· An auditor performs work to obtain reasonable assurance that the information prepared by management is correct, not absolute assurance 
 
Audit opinions 
· Unmodified (good) 
· Qualified (good except for one or two things that are wrong, they're basically right) 
· Adverse (statements are materially wrong) 
· Disclaimer of opinion (we can't give opinion because it's impossible to do so. Ex: management didn't give you appropriate information or there is no information) 
 
Fraud
· A deliberate deception practiced so as to secure unfair or unlawful gain 
 
Defining occupational fraud and abuse 
· The use of one's occupation for personal enrichment through the deliberate misuse or misapplication of the employing organization's resources or assets 
· Three types of fraud: 
· Corruption 
· Conflict of interest 
· Bribery 
· Illegal gratuities (giving big tip instead of bribery) 
· Economic extortion (getting money from someone by threatening them) 
· Asset misappropriation 
· Cash 
· Inventory and all other assets 
· Fraudulent statements 
· Financial 
· Nonfinancial 
 
Elements of fraud 
· A material false statement 
· Knowledge that the statement was false when it was uttered 
· Reliance on the false statement by the victim 
· There is a risk that damages may be suffered as a result of the victim's reliance on the false statement 
 
What is fraud? 
· Some related financial crimes: 
· Larceny (stealing) 
· Conversion: taking something that isn't yours and using it as if it was (borrowing something for a long time or taking it even if you don't plan on keeping it) 
· Embezzlement: stealing from your employer or someone who trusted you with their money 
· Breach of fiduciary duty: you owe someone an obligation to do the right thing and you don't 
 
Discipline of fraud examination 
· Resolving allegations of fraud from tips, complaints or accounting clues 
· Documentary evidence 
· Interviewing witnesses 
· Writing investigate reports 
· Testifying 
· Assisting in the detection and prevention of fraud 
· Forensic accounting vs fraud examination 
· Auditor is checking to see if you followed rules and fraud examiner is coming in to see if someone committed fraud 
· To be a fraud examiner you don't have to be an accountant 
 
Auditing vs fraud examination 
· See graph on powerpoint 
 
Fraud theory approach 
· Analyze available data 
· Create a hypothesis 
· Test hypothesis 
· Recline and amend the hypothesis 
 
Tools used in fraud examination 
· On powerpoint, start with outside ring and go in 
1. Document analysis 
1. Neutral third party witnesses 
1. Corroborative witnesses 
1. Co-conspirators 
1. Target 
 
Fraud examination methodology 
· Predication 
· Totality of circumstances that would lead a reasonable, professionally trained and prudent individual to believe a fraud has occurred, is occurring and will occur 
· Fraud examinations must be based on predication 
 
*know general information about people below, will be on exam* 
 
Edwin H. Sutherland
· 1939 first defined 'white-collar crime' 
· Criminal acts of corporations 
· Individuals in corporate capacity 
· Theory of differential association 
· Crime is learned
· Not genetic
· Learned from intimate persona groups 
 
Donald Cressey 
· The fraud triangle 
· Pressure: nonsharable financial need 
· Violation of ascribed obligations 
· Personal failures 
· Business reversals (will commit fraud because their business is failing) 
· Physical isolation 
· Status gaining 
· Employer-employee relations 
· Opportunity: perceived opportunity 
· General information: knowledge that the employee's position of trust could be violated 
· Technical skill: ability to commit violation. Usually same ability that employee needs to obtain job in the first place 
· Rationalization 
· They owe me
· Borrowing
· Nobody will get hurt
· I deserve more
· It's for a good purpose 
· Cressey's offender types: 
· Independent businessmen 
· 'Borrowing'
· Funds really theirs
· Long term violators 
· 'Borrowing'
· Protect family
· Company cheating them
· Company generally dishonest 
· Absconders
· Take the money and run
· Usually unmarried, loners 
· Blame outside influence or personal defects 
 
Dr. Steve Albrecht 
· Assembled a complete list of pressure, opportunity and integrity variables 
· Created a list of 50 possible indicators of occupational fraud and abuse 
· Variables fell into two principle categories: 
· Perpetrator characteristics 
· Organizational environment
· Developed the 'fraud scale': 
· Situational pressures 
· Immediate problems with environment 
· Usually debt/losses, living beyond one's means 
· Perceived opportunities 
· Poor controls
· Personal integrity 
· Individual code of behaviour 
 
Hollinger Clark study 
· 1983, surveyed 10 000 workers 
· Theft caused by job dissatisfaction 
· True costs vastly understated 
· Conclusions: 
· Employee perception of controls is critical, best deterrent to fraud 
· Increased security may hurt, not help 
· Think they're safe and stop paying attention to what employees are doing 
· Employee-thieves exhibit other deviance 
· Sloppy work, sick leave abuses etc. 
· Management should be sensitive to employees 
· Pay special attention to young employees 
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Introduction to Finance
 
The goal of the firm 
· The goal of the firm is to create value for the firm's shareholders 
· How? Maximizing the price of the existing common stock 
· Good financial decisions will help increase stock price and poor financial decisions will lead to a deliberate decline
 
Role of management 
· Management serves as an arbitrator and moderator between conflicting interest groups or stakeholders and objectives 
· Creditors, managers, employees and customers hold contractual claims against the company 
· Shareholders have residual claims against the company 
· They get what's left (residue), get what's left once contractual claims have been paid 
 
The role of finance in business 
· Three basic issues addressed by the study of finance: 
· What long term investments should the firm undertake? (capital budgeting decision) 
· How should the firm raise money to fund these investments? (capital structure decision) 
· Home depot taking money to give to shareholders 
· How to manage cash flows arising from day to day operations? (operating decision) 
· Decide what to do with money for one day, short term 
 
Function of financial manager 
(refer to picture) 
 
Principles of Finance
 
Principe 1: Cash flow is what matters 
· Accounting profits are not equal to cash flows 
· It is possible for a firm to generate accounting profits, but not have cash or to generate cash flows, but not report accounting profits in the books 
· Cash flow, not profits drive the value of a business 
· We must determine additional cash flows when making financial decisions 
 
Principle 2: Money has a time value 
· A dollar received today is worth more than a dollar received in the future 
· Since we can earn interest on money received today, it is better to receive money sooner than later 
· Company's want money now, think of Leon's example 
 
Computation of present value 
· An investment can be viewed in two ways, present and future value 
 
Present value - an example 
· If a bond will pay $100 in two years, what is the present value of the $100 if the investor can earn a return of 12% investment 
· Process is called discounting 
 
The net present value method 
· To determine net present value we:
· Calculate the present value of cash inflows,
· Calculate the present value of cash outflows,
· Subtract the present value of the outflows from the present value of the inflows
· Goal is to do calculation and get at least 0 (means that you're earning at least 10%) 
· If positive then you're earning less than 10% 
· Negative is a no for the project 
 
Typical cash outflows and inflows 
· Outflows: 
· Initial investment (cash needed to purchase asset) 
· Incremental operating costs 
· Repairs and maintenance of new equipment 
· Additional investment in inventory 
· Inflows: 
· Incremental revenues 
· Reduction of operating costs 
· Salvage value 
 
Choosing a discount rate 
· The firm's cost of capital is usually regarded as the minimum required rate of return 
· The cost of capital is the average rate of return the company must pay to its long-term creditors and stockholders for the use of their funds 
 
Principle 3: Risk requires a reward 
· Risk is the uncertainty about the outcome or payoff of an investment in the future 
· Rational investors would choose a riskier investment only if they feel the expected return is high enough to justify the greater risk 
 
Diversification of investments 
· All investment risk is not the same 
· Some risk can be removed or diversified by investing in several different securities 
· Two types: 
· Firm specific (unsystematic): diversifiable 
· Ex: if you're an investor, what kind of company would suffer if it snowed in August because of financial problems, Disneyland 
· If we invest in Disney we suffer firm specific risks 
· Other companies benefit (ski hills) 
· Should invest over many different companies so this balances out 
· Market (systematic): non-diversifiable 
· Are not specific risks to any one type of company, but applies to all of them 
· Ex: economic recession 
 
Principle 4: Markets are generally right 
· A financial market is “information efficient” if at any point in time the prices of securities reflect all information available to the public
· When new information becomes available, prices quickly change to reflect that information 
· Information efficient markets provide liquidity and fair prices
· Note there are inefficiencies in the market that may distort the market prices from value of assets. 
· Such inefficiencies are often caused by behavioral biases
 
Principle 5: Conflicts of interest cause agency problems 
· The separation of management and the ownership of the firm creates an agency problem 
· Owners or equity investors want to maximize the returns on their investments 
 
Management vs owner objectives 
· Management objectives may differ from owner objectives 
· Managers may make decisions that aren't in best interest of the shareholder (principal-agent problem)
· Principle = owner, agent = management 
· Managers may seek to emphasize the size of firm sales, assets or other perks 
· Dispersed ownership 
· Agency conflict is reduced through monitoring (annual reports) and compensation plans (stock options) 
· Managers might want to open plants all over world to make company bigger even if they're bad decisions, not in owner's interests, but in managers because they want to be a big shot 
 
Proxy 
· The only right you have as a shareholder is to vote for the board of directors 
· The more you own, the more votes you can get 
· Proxy vote: giving someone else the right to vote your vote (ex: you're away on business) 
 
Corporate governance functions 
· Oversight – board of directors to oversee management
· Managerial – run company
· Compliance – laws, regulations, standards
· Internal Audit – assurance and consulting activity
· Legal and advisory – advice
· External audit – lend credibility
· Monitoring – elect or remove directors and management
 
Principle 6: Ethics and trust in business 
· Ethical behaviour is doing the right thing, but what is this right thing? 
· Sound ethical standards are important for business and personal success 
· Unethical decisions can destroy shareholder wealth 
 
The functions of money 
· Medium of Exchange
· How transactions are conducted:
· Something that is generally acceptable in exchange for goods and services. In this function money removes the need for double coincidence of wants by separating sellers from buyers. 
· Standard of value
· How the value of goods & services are denominated:
· Something that circulates and provides a standardized means of evaluating the relative price of goods and services.
· Ex: descriptions of two different cars, which car is better? By using prices, we can find value (Lamborghini more valuable than Toyota)
· Store of value
· How the value of goods & services are maintained in monetary terms:
· The ability of money to command purchasing power in the future 
 
The financial system 
· Banks and other deposit taking institutions (only one that takes deposits, can't go to insurances company and deposit money)
· Insurance companies 
· Pension funds 
· Mutual funds 
· Someone needs to get invested, everyone gives $1000 so mutually they fund them 
 
Channels of intermediation (refer to graph) 
· Non market transactions are direct (will you loan me $20?) 
· Direct market intermediaries: no one wants to loan you money so you go to a professional and to help you get money (direct) so they go to the banks and find someone to loan you money (intermediate person used, also direct cause they know each other) 
· Indirect claims financial intermediaries: used bank to pay back borrowed money from everyone in the class (bank doesn't know who you borrowed money from) 
 
Financial markets 
· Primary markets: (ex: the first time we could buy shares of Facebook) 
· Transacting with actual company  
· Secondary markets: (ex: buy shares of Facebook from someone who already has them) 
· Transacting with other people 
· Capital market: encompasses stocks and long term debt 
· Mostly happen on organized exchanges 
· Money market: no stocks, only short term debt 
· Are always over-the-counter
· Organized exchanges: the big official markets (Toronto stock exchange) 
· Over-the-counter: not organized exchange, but is done face-to-face, over the phone etc. 
 
Debt instruments issued by corporations 
· Commercial paper 
· An IOU (I owe you)
· Bankers acceptance 
· Same thing, but bank guarantees that it will be payed off 
· Corporate bonds
· Bond issued by corporations 
 
Corporate bonds 
· Debentures-unsecured debt. Backed only by the general assets of the issuing corporation
· Secured debt (mortgage debt) – secured by specific assets 
· Subordinated debt – in default, holders get payments only after other debtholders get their full payment
· Senior debt – in default holders get payment before other debtholders get 
· Zero Coupon- pay face value at maturity only, sold at discount
· You buy bond for $800, say that you don't want periodic interest, but instead the company must pay you back $1000 at the end of five years (get all interest at once) 
· Junk bonds – bonds with below investment grade rating 
· Aka high yield bonds 
· Pay a lot of interest, but also very risky, good chance you won't get money back 
 
Bond features 
· Retractable 
· The bondholder or investor can force the company to redeem the bond before it is supposed to mature 
· Convertible 
· You can convert or exchange your bond (which is debt) to a stock in the company 
· Extendable 
· The company has the right to take longer to pay you back for the bond 
· Callable (redeemable) 
· Company can force you to cash in bond before it is supposed to mature 
 
Equality instruments issued by corporations: common stocks 
· The common stockholders are the owners of the corporation’s equity
· Voting rights
· No specified maturity date and the firm is not obliged to pay dividends to shareholders
· Returns come from dividends and capital gains
 
Equality instruments issued by corporations: preferred stocks 
· Have face value, predetermined periodical (dividend) payments with priority over common stockholders
· Cumulative
· Same as non-cumulative, but eventually have to pay you 
· Non-cumulative
· Company is supposed to pay you 7% in dividends every year, but if company can't pay you one year they don't have to 
· Participating
· If the company makes extra profit, you get your dividend and that too 
· Non-participating
· You get your dividend and that's it
· If dividend payment is not paid, preferred stockholders may get voting rights
· Company's must pay dividend to preferred shareholders first before common shareholders 
· If they want to give money to common shareholders, have to pay preferred shareholders first 
 
Derivative securities 
· Securities whose value is derived from the value of some underlying asset 
· Most important derivatives are options and futures 
· Stock options: not a tool of fundraising, it's a method of compensation 
· Prices of financial instruments are determined in equilibrium by demand and supply forces
· They reflect market expectations regarding the future as inferred from currently available information
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Bootstrapping
· Initial funding of the firm 
· Other cash may come from personal savings, the sale of personal assets, loans from family and friends, use of credit cards 
· The seed money, in most cases, is spent on developing a prototype of the product or service and a business plan 
· Usually lasts 1-2 years 
 
Venture capital 
· Venture capitalists are individuals or firms that help new businesses get started and provide much of their early stage financing 
· Individual venture capitalists or angel investors, are typically wealthy individuals who invest their own money in emerging businesses at the very early stages in small deals 
· Facebook, Airbnb 
· Three reasons exist as to why traditional sources of funding don't work for new or emerging businesses: 
· The high degree of risk 
· Types of productive assets 
· Informational asymmetry problems 
· The venture capitalists investments give them an equity interest in the company 
· Equity = ownership, capitalists generally want preferred shares in your company that are convertible in the common stock 
· Often in the form of preferred stock that is convertible into common stock at the discretion of the venture capitalist 
· The extent of the venture capitalists involvement depends on the experience of the management team 
· One thing you'll get from a venture capitalist that you wouldn't get from a bank is coaching 
 
How venture capitalists reduce their risk 
· Venture capitalists know that only a handful of new companies will survive to become successful firms 
· Tactics to reduce risk: 
· Funding the ventures in stages 
· Requiring entrepreneurs to make personal investments 
· Syndicating investments 
· In-depth knowledge about the industry 
 
Syndication
· It is a group 
· It is a common practice to syndicate seed and early stage venture capital investments 
· Syndication occurs when the originating venture capitalist sells a percentage of a deal to other venture capitalists
· Reduces risk in two ways: 
· It increases the diversification of the originating venture capitalist's investment portfolio 
· The willingness of other venture capitalists to share in the  investment provides independent corroboration that the investment is a reasonable decision 
 
The exit strategy 
· Venture capitalists are not long-term investors in the companies, but usually exit over a period of three to seven years 
· Every venture capital agreement includes provisions identifying who has the authority to make critical decisions concerning the exit process 
· There are three principal ways in which venture capital firms exit venture-backed companies: 
· Sell to a strategic buyer in the private market 
· Someone who wants to buy part of company because it fits into business they're in 
· Sell to the financial buyer in the private market 
· Someone who wants to buy investment purely to make money 
· Initial Public Offering: selling common stock in an initial public offering
 
Initial public offering 
· One way to raise larger sums of cash or to facilitate the exit of a venture capitalist is through an initial public offering or IPO, of the company's common stock
· First time stock issues are given a special name because the marketing and pricing of these issues are distinctly different from those of seasoned offerings
· First time is harder to sell than second time because second time you're already on market 
 
Advantages going public 
· The amount of equity capital that can be raised in the public equity markets is typically larger than the amount that can be raised through private sources 
· Going public can enable an entrepreneur to fund a growing business without giving up control 
· If you go public you can choose how many shares to sell (sometimes capitalists might want more than 50% of your company) 
· Publicly traded firms find it easier to attract top management talent and to better motivate current managers if a firm's stock is publicly traded 
· If you're a top level manager, you want to go where action is 
 
Disadvantages of going pubic 
· High cost of IPO 
· Expensive first time you go on market 
· The costs of complying with ongoing SEC disclosure requirements 
· Many regulations and rules you must follow 
· The transparency that results from this compliance can be costly for some firms 
 
Investment banking services 
· To complete an IPO, a firm will need the services of investment bankers, who are experts in bringing new securities to the market 
· Investment bankers provide three basic services when bringing securities to market: 
· Origination 
· Underwriting 
· Distribution 
 
Origination 
· Includes giving the firm financial advice and getting the issue ready to sell 
· The investment banker helps the firm determine whether it is ready for an IPO 
· Once the decision to sell stock is made, the firm's management must obtain a number of approvals 
· File a registration statement with the Securities Exchange Commission 
 
Underwriting 
· The risk bearing part of investment banking 
· The securities can be underwritten in two ways: 
· On a firm commitment basis 
· If I'm going to hire you, you have to sell a certain number of shares 
· I want to sell shares for $25, they say we'll sell them for at least $21, if they sell for more than $25, they get the rest of the money 
· Firms do this because they want to make sure they raise a certain amount of money 
· On a best efforts basis 
· We think we can sell shares for $25, but we make no promises 
· Both firm and shareholder's in this scenario want to maximize price 
· Due diligence meeting: 
· Before the shares are sold, representatives from the underwriting syndicate hold a due diligence meeting 
 
Distribution
· Once the due diligence process is complete, the underwriters and the issuer determine the initial offer price in a pricing call 
 
IPO Pricing and Cost
· Three basic costs are associated with issuing stock in an IPO: 
· Underwriting spread: it is the difference between the proceeds the issuer receives and the total amount raised in the offering 
· Out of pocket expenses: include other investment banking fees, legal fees, accounting expenses, printing costs, travel expenses, SEC filing fees, consultants fees and taxes 
· Underpricing: typically defined as the difference between the offering price and the closing price at the end of the first day of the IPO 
· To avoid overpricing, they underprice so shares sell quick to make it look like everyone wants their shares 
 
Pribate versus public markets 
· Because many smaller firms and firms of lowe credit standing have limited or no access to the public markets, the cheapest source of external funding is often private markets 
 
Private Placements
· Occurs when firm sells securities (unregistered) directly to insurance companies, banks, individuals 
· Private lenders are more willing to negotiate changes to a bond contract 
· If it's private, you only have two or three lenders so if you're in a bad spot you can meet up, sort it out and hopefully keep going 
· If a firm suffers financial distress, the problems are more likely to be resolved without going to a bankruptcy court 
· Other advantages include the speed of private placement deals and flexibility in issue size 
· The biggest drawback of private placements involves restrictions on the resale of securities 
· Don't trade on markets like TD 
· Have to find someone to buy shares (going around asking, harder to sell) 
 
Private equity firms 
· Like venture capitalists, private equity firms pool money from wealthy investors, pension funds, insurance companies and other sources to make investments 
· Private equity firms invest in more mature companies and they often purchase 100% of a business 
 
Dividends 
· The term dividend policy is generally used to refer to a firm's overall policy regarding distributions of value to stockholders 
· Policy is do they pay dividends and how often, varies between companies (how often they pay) 
· A dividend is something of value that is distributed to a firms stockholders on a pro-rata
· Pro rata: the amount of money you get is based on how many shares you own 
· A dividend can involve the distribution of cash, assets or something else, such as discounts on the firm's products that are available only to stockholders 
· When a firm distributes value through a dividend, it reduces the value of the stockholders' claims against the firm 
· As soon as company pays out $1, company's value goes down by that dollar 
 
Regular cash dividend 
· The most common form, it is the cash dividend that is paid on a regular basis 
 
Extra dividend 
· Are paid if earnings are higher than expected 
· Made a lot of money one year, pay one time extra dividend to shareholders, like bonus 
 
Special dividend 
· Like an extra dividend in that it's one time 
· The difference between the two is that a special dividend will be bigger than an extra dividend and more rare
· Extra dividends happen with good year, special happens when there's a rare occurrence where company gets more cash
 
Liquidating dividend 
· They sell off everything they own, pays off all their debts 
· Dividend that's paid to stockholders when company is liquidated 
 
Record date: usually couple of days after ex dividend rate 
· If on that day you are the registered owner of that share, you will get the dividend
 
The Dividend Payment Process at Private Companies
· It is not well defined for private companies because 
· Shares are bought and sold less frequently 
· Fewer stockholders 
· No stock exchange is involved in the dividend process 
· It is easy to inform all stockholders of the decision to pay 
· It is easy to actually pay it 
· There is no public announceent 
 
Stock Repurchases
· They don't represent a pro-rata distribution value to the stockholders because not all stockholders participate 
· When this occurs, only the people who choose to sell get money
· When a company repurchases its own shares, it removes them from circulation 
· Those shares don't exist anymore 
· Stock purchases are taxed differently than dividends 
· If you earn one dollar in capital gains (share costs 20, share for 21, dollar in capital gain), in Canada only half your gain is subject to tax 
· If you want to get money back from company and you know they're repurchasing, you offer yours up for sale, you get your gain and tax is only 50% of gain 
· However, dividends gets taxed more so you can choose to get dividend (if you want to keep share) or sell share 
· If you stay in, it's good because you get more of the distribution of profit (less people to spread company's earning among) 
 
How stock is repurchased 
· Three ways: 
· Open market repurchase
· Go onto stock market and put in orders to buy 
· Tender offer 
· Fixed price (sell shares for fixed price)  
· Dutch auction (in the next 10 days if anyone want to share sells, make an offer at how much you want to sell shares for, company collects all bills and looks at them, start at cheapest price until they get all shares they needed) 
· Targeted stock repurchase 
· The company targets try to find enough people that have the number of shares they want to buy back 
· Contact them directly and try to make deal 
· Only reason someone would agree is because they want to sell those shares anyways 
· Ex: Walmart wants to buy 5 million shares, offer $47 instead of $50 person could get, person agrees because if they dumped all 5 million shares in market at once, supply would go up, price would go down and they would end up being payed even less 
 
Stock Dividends and Stock Splits 
· Stock dividends: 
· One type of dividend that doesn't involve distribution of value is known as a stock dividend 
· When a company pays a stock dividend, it distributes new shares of stock on a pro-rata basis to existing stockholders 
· Value of company doesn't change 
 
Stock splits 
· A stock split is similar to a stock dividend, but it involves the distribution of a larger multiple of the outstanding shares 
· We can often think of stock split as an actual division of each share into more than one share 
· One benefit of this is that they can send a positive signal to investors about the outlook that management has for the future and this, in turn, can lead to a higher stock price 
· Management is unlikely to want to split the stock of a company two for one or three for one if it expects the stock price to decline 
· Reverse stock splits: opposite of stock splits
 
Practical consideration in setting a dividend policy 
· A company's dividend policy is about how the excess value in a company is distributed to its stockholders 
· It is extremely important that managers choose their firms dividend policies in a way that enables them to continue to make the investments necessary for the firm to compete in its product markets 
· Manager should consider these questions: 
· Over the long term, how much does the company's level of eaarnings exceed its investment requirements? How certain is this level? 
· Does the firm have enough financial rsources to maintain the dividend payout 
· Does the firm have sufficient flexibility to maintain dividends if unforseen circumstances wipe out its financial reserves where earnings are down? 
· Can the firm quickly raise equity capital if necessary? 
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General terms 
· Acquisition 
· The purchase of one firm by another 
· Merger 
· The combination of two or more firms into a new legal entity in which one entity keeps their identity while the others lose their identities 
· Amalgamation 
 
· Related businesses (horizontal relationships)
· Transferring competitively valuable expertise 
· Combining the related activities of separate businesses into a single operation to lower costs
· Exploiting common use of a well-known brand name
 
Vertical integration strategies 
· Vertical integration extends a firm's competitive scope within the same industry 
· Backward into sources of supply 
· Acquires company that's feeding them raw materials
· Forward toward end users of final product 
· Acquires company that's feeding you final products
· Can aim at either full or partial integration 
 
Unrelated diversification 
· Favours capitalizing on a portfolio of businesses that are capable of delivering excellent financial performance 
· Entails hunting to acquire companies: 
· Whose assets are undervalued 
· That are financially distressed 
· With high growth potential, but are short on investment capital 
 
Motivations for mergers and acquisitions 
· The primary motive should be the creation of synergy 
· Synergy is that when two companies merge, they will produce more output than one of them would alone 
· Synergy value is created from economies of integrating a target and acquiring a company; the amount by which the value of the combined firm exceeds the sum value of the two individual firms 
 
Value creation motivation for M&As 
· Operating synergies: 
· Economies of scale 
· Economies of scope 
· Complementary strengths 
· When someone has a strength that would help your company, merge with them or acquire them 
· Efficiency increases 
· New management team will be more efficient and add more value than what the target now has 
· The combined firm can make use of unused production/sales/marketing channel capacity 
· Financing synergy 
· Reduced cash flow variability 
· Picture vertical integration, as a company there will always be uncertainty if you can collect all money and pay all debts, but if firms merge less uncertainty because this comes under all the companies 
· Increase in debt capacity 
· As a small company, initially it's hard to raise money, but as you grow, it's easier to convince banks to give you money 
· Reduction in average issuing costs 
· Tax benefits 
· Make better use of tax deductions and credits
· Strategic realignments 
· Permits new strategies that were not feasible prior to the acquisition. The acquisition of new management skills, connections to markets or people and new products or services 
 
Managerial motivations for M&A 
· Managers may have their own motivatis to pursue M&As. The two most common are not necessarily in the best interest of the firm or shareholders, but do address common needs of managers 
· Increased firm size 
· More highly rewarded financially for building a bigger business 
· Many associate power and prestige with the size of a firm 
· Reduced firm risk through diversification 
· Managers have an undiversified stake in the business and so they tend to dislike risk 
· M&As can be used to diversify the company and reduce risk that might concern managers 
 
How the deal is financed 
· Cash transaction 
· The receipt of cash for shares by shareholders in the target company 
· Share transaction 
· The offer by an acquiring company of shares or a combination of cash and shares to the target company's shareholders 
· Going private transaction (issuer bid) 
· A special form of acquisition where the purchaser already owns a majority stake in the target company 
 
General intent of the legislation 
· Transparency - information disclosure 
· To ensure complete and timely information be available to all parties while at the same time not letting this requirement stall the process unduly 
· Everybdy has access to all information
· Fair treatment 
· To avoid oppression or coercion of minority shareholders 
· To permit competing bids during the process and not have the first bidder have spcial rights. In this way, shareholders have the opportunity to get the greatest and fairest price for their shares  
· To limit the ability of a minority to frustrate the will of a majority 
 
Exempt takeovers 
· Private companies are generally exempt fom provincial securities legislation 
· Public companies that have few shareholders in one province may be subject to takeover laws of another province where the majority of shareholders reside 
 
Creeping takeovers 
· The 5% rule 
· Normal course tender offer is not required as long as no more than 5% of the outstanding shares are purchased though the exchange over a one year period of time 
· This allows creeping takeovers where the company acquires the target over a long period of time 
 
Securities legislation 
· 10% early warning 
· When a sharholder hits this point a resprt is sent to OSC 
· Make this report public so that they know someone is maybe trying to take over the company, an early warning
· This requirement alters other shareholders that a potential acquisitor is accumulation a position (toehold) in the firm 
· 20% takeover bid 
· Not allowed furhter open market purchases, but mst make a takeover bid 
· Can't buy more without making takeover bid 
· This allows all shareholders an equal opportunity to tender shares and foces equal treatment of all at the same price 
· This requirement also forces the acqusitor into disclosing intentions publicly before moving to full voting control of the firm 
· 50% 
· You now have legal control of the company, it is now yours because you have more votes than everyone put together 
· Shareholder controls voting decisions under normal voting (simple majority) 
· Can replace board and control management 
· 66.7% amalgamation 
· Can approve amalgamation proposals requiring 2/3s majority vote (supermajority) 
· 90% minority squeeze out 
· You can force people to share last 10% to you if you have 90% 
 
The takeover bid process 
· Takeover circular sent to all shareholders 
· Target has 15 days to circulate letter to shareholders with the recommendation of the board of directors to accept/reject 
· Bid must be open for 35 days following public announcement 
· Shareholders tender to the offer by signing authorization 
· A Competing bid automatically increases the takeover window by 10 days  and shareholders during this time can withdraw authorization and accept the competing offer 
· Takeover bid doesn't have to be for 100% of the shares 
· Tender offer price can't be for less than the average price that the acquirer bought shares in the previous 90 days (prohibits coercive bids) 
 
Friendly acquisition 
· The acquisition of a target company that is willing to be taken over 
· Firm believes it's good to be merged with other firm 
· Usually, the target will accommodate overtures and provide access to confidential information to facilitate the scoping and due diligence process 
1. Normally starts when the target voluntarily puts itself into play 
0. Target uses an investment bank to prepare an offering memorandum 
0. May set up a data room and use confidentiality agreements 
0. A signed letter of intent (usually includes a no shop clause and a termination or break fee) 
1. No shop clause: don't create competition (this company's trying to buy me do you want to buy me?)
1. Termination or break fee: if agreement falls apart, company has to pay fee 
0. Legal team checks documents 
1. Can be initiated by a friendly overture by an acquisitor seeking information that will assist in the valuation process 
 
Hostile takeovers 
· A takeover in which the target has no desire to be acquired and actively rebuffs the acquire and refuses to provide any confidential information 
· Process: 
· Slowly acquire a toehold by open market purchase of shares at market prices without attracting attention 
· File statement with OSC at the 10% early warning stage while not trying to attract too much attention 
· Accumulate 20% of the outstanding shares through open market purchase over a longer period of time 
· Clues to this happening: 
· Market price jumps above the offer price 
· A competing offer is likely or 
· The bid price is too low 
· Market price stays close to offer price 
· Offer price is fair and the deal will likely go through 
· Little trading in the shares 
· Great deal of trading in the share 
 
Defensive tactics
· Shareholdrs rights plan: 
· Known as a poison pill or deal killer 
· Company tries to sell shares at cheap price, sells a ton and now there's less shares for acquring market to try to buy 
· Selling the crown jewels 
· The selling of a target company's key assets that the acquiring company is most interested in to make it less attractive for takeover 
· Can incolve a large dividend to remove excess cash from the target's balance sheet
· White Knight 
· Target seeks out another acquirer considered friendly to make a counter offer and thereby rescue the target from a hostile takeover
 
 
Goals of international finance management 
· Stockholder value maximization is the accepted goal for firms in Canada, the UK and the US 
· Think businesses only exist to create as much money as possible 
· In Continental Europe, for example, countries such as France and Germany focus on maximizing corporate wealth 
· Everyone deserves to win, employees should make as much as possible as well as the bank (for whole firm) whereas businesses in Canada only want maximization for shareholders
 
Country differences 
· In Japan, companies form tightly knit, interlocking business groups and the goal of the Japanese business manager is to increase the wealth and the growth of the group 
· In the middle between Europe and Canada 
· In China, which is moving from a command or central economy to a market based economy, there are sharp differences between state owned companies and emerging private sector firms 
· The large state owned companies have an overall goal that can be best described as maintaining full employment in the economy while the new private sector firms fully embrace the Western standard of stockholder value maximization 
 
Basic principles 
· The basic principles of managerial finance remain the same whether a transaction is domestic or international 
· The time value of money is not affected by whether a business transaction is domestic or international 
· Remember: a dollar today is worth more than in the future anywhere in the world 
· The same models are used for valuing capital, assets, bonds, stocks and entire firms 
 
Foreign exchange markets 
· The foreign exchange market is a group of international markets connected electronically where currencies are bought and sold in wholesale amounts 
· Businesses can exchange huge amounts of money with the click of a button 
 
Factors that affect currency and exchange rates 
· Supply and demand relationships 
· Value of currency will go up when demand goes up, goes down when demand goes down 
· Relative inflation rates 
· When Canadian dollar becomes cheaper, so does everything else in Canada 
· People want to buy from all around the world and demand goes up, so then price goes back up 
· Relative interest rates 
· Bank of Canada raises interest rate, people from US want to invest and have to buy Canadian dollar to do this so demand for dollar goes up and currency exchange goes up 
· Other factors (political risk and economic risk) 
 
Market structure and major participants 
· Multinational commercial banks 
· Large investment banking firms 
· Small currency boutiques 
· People like us buy from there 
 
Foreign currency quotations 
· Spot rate: rate at which one agrees to buy or sell a currency today 
· Exchange rate right now 
· Forward rate: rate at which one agrees to buy or sell a currency on some future date 
· Agree to buy currency at set exchange rate in the future 
 
Currency rate quotations 
· Currency exchange rate: 
· Value of one currency relative to another currency 
· Direct quotation method: 
· Indicates the amount of a home country's currency needed to purchase one unit of a foreign currency 
· Indirect quotation method: 
· Indicates the amount of a foreign currency needed to purchase one unit of the home country's currency 
 
International capital budgeting 
· When a multinational firm wants to consider overseas capital projects, the financial manager faces the decision of which capital projects should be accepted on a company wide basis 
 
Determining cash flows 
· A number of issues complicate the determination of cash flows from overseas capital projects 
· Companies find it more difficult to estimate incremental cash flows for foreign projects 
· Problems with cash flows can arise when foreign governments restrict the amount of cash that can be repatriated or returned to the parent company 
 
Exchange rate risk 
· Financial managers have to deal with foreign exchange rate risk on international capital investments 
· To convert the project's future cash flows into another currency, we need to come up with projected or forecast exchange rates 
 
Lecture 9 

Derivatives 
· Financial derivative securities: derive all or part of their value from another (underlying) security 
· Why trade these indirect claims? 
· Expand investment opportunities 
· Lower cost 
· Increase leverage 
 
Options
· Options are created by investors, sold to other investors 
· Call: buyer has the right, but not the obligation to purchase a fixed quantity from the seller at a fixed price up to a certain date 
· Put: buyer has the right, but not the obligation to sell a fixed quantity to the seller at a fixed price up to a certain date 
· The person that creates the option is called a writer, you are the buyer 
 
Option terminology 
· Exercise (strike) price: the per share price at which the common stock may be purchased or sold 
· Expiration date: last date at which an option can be exercised 
· American 
· You can exercise the option anytime you want up until the last day 
· European 
· You can only exercise your option on the very last day 
· Bermudan 
· You can exercise your option at certain pre-determined dates before expiry
· Option premium: the price paid by the option buyer to the writer of the option, whether put or call
 
How options work 
· Call buyer expects the price of the underlying security to increase 
· Call seller expects the price of the underlying security to decrease or stay the same 
· Put buyer expects the price of the underlying security to decrease 
· Put seller expects the price of the underlying security to increase or stay the same 
· Possible courses of action 
· Options may expire worthless, be exercised or be sold prior to expiry 
· Covered call: call for share and they have it
· Naked call: call for share and they don't own it so they have to go buy one 
 
Options trading 
· Options exchanges 
· Montreal exchange (ME) 
· Chicago board options exhcnage (CBOE) 
· Standardized exercise dates, exercise prices and quantities 
· Facilitate offsetting positions through a clearing corporation 
· Clearing corporatio is guarantor, handles deliveries  
· An itermediary between buyer and seller 
· When you sell share, you actually sell it to clearing corporation who then sells it to buyer 
· Do this to guarantee that everyone's getting their deals 
 
Options characteristics 
· In the money options have a positive cash flow if exercised immediately 
· Call options: stock price (S)>exercise price ( E ) 
· Put options: S < E 
· Out of the money options shouldn't be exercised immediately 
· Call options: S< E 
· Put options: S> E 
· If S = E, an option is at the money 
 
Factors affecting prices (for options) 
· Stock price 
· Exercise price 
· Time to maturity 
· Stock volatility 
· Increases option prices too 
· Interest rates 
· Cash dividend 
 
Rights and warrants 
· Right - to purchase a stated number of common shares at a specified price with a specified time (often a few months) 
· Issued by the corporation 
· Are transferrable 
· You can sell the shares you buy 
· Option to purchase shares a price often lower than the market price 
· Certificate mailed to current shareholders on pro rata basis 
· Do this to raise more money 
· Warrant - to purchase a stated number or common shares at a specified price with a specified time (often several years) 
· The difference between right is that right you get a few months and warrant you get a few years 
· Often attached to debt or preferred shares as a sweetener 
· Are detachable 
 
Understanding future markets 
· Spot or cash market 
· Price refers to item available for immediate delivery 
· Forward market 
· Price refers to item available for delayed delivery 
· Futures market 
· Sets features (contract size, delivery date and conditions) for delivery 
· An obligation to buy or sell a fixed amount of an asset on a specified future date at a price set today
· Futures market characteristics: 
· Centralized marketplace allows investors to trade with each other 
· What gets traded: 
· Commodities: agricultural, metals and energy related
· Financials: foreign currencies as well as debt and equity instruments 
· Members trade for self or for others 
 
The clearing corporation (future market) 
· A corporation separate from, but associated with each exchange 
· Guarantees that both buyers and sellers live up to their agreement 
 
The mechanics of trading (future market)
· Through open outcry seller and buyer agree to take or make delivery on a future date at a price agreed on today 
· Short position (seller) commits a trader to deliver an item at contract maturity 
· Long position (buyer) commits a trader to purchase an item at contract maturity 
· Like options, futures trading is a zero sum game 
· For every buyer there's a seller and vice versa (zero sum game) 
 
Hedging: reducing your risk 
 
Marking to market: adjusting to the new market price (clearing corporation sends money back and forth each day, say if a bushel is $10 every time this price changes, adjustments must be made) 
 
Futures margin 
· Good faith deposit made by both buyer and seller to ensure completion of contract 
· Marginal calls occur when price goes against investor 
· They call you and tell you you need to put more money in your margin account 
· Must deposit more cash or close account 
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