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Course Outline
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Introduction
Assessing Business Performance
Estimating the Cost of Capital
Case Study covering the two previous topics
Capital Budgeting
Case Study
Designing a Capital Structure
Case Study
Dividend policy and share repurchasing
Case Study
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The purpose of a corporation

o Since 1997, the Business Roundtable, America’s most influential
group of corporate leaders, has agreed on one principle: “The
paramount duty of management and of boards of directors is to
the corporation’s stockholders”
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On 19t August 2019, 181 of the most USA influential
CEOs agreed on an updated definition of “the purpose of
a corporation”

While each of our individual companies serves its own corporate
purpose, we share a fundamental commitment to all of our
stakeholders. We commit to:

o Delivering value to our customers. We will further the tradition of American
companies leading the way in meeting or exceeding customer expectations.

o Investing in our employees. This starts with compensating them fairly and providing
important benefits. It also includes supporting them through training and education
that help develop new skills for a rapidly changing world. We foster diversity and
inclusion, dignity and respect.

o Dealing fairly and ethically with our suppliers. We are dedicated to serving as good
partners to the other companies, large and small, that help us meet our missions.

o Supporting the communities in which we work. We respect the people in our
communities and protect the environment by embracing sustainable practices across
our businesses.

o Generating long-term value for shareholders, who provide the capital that allows
companies to invest, grow and innovate. We are committed to transparency and
effective engagement with shareholders.

Each of our stakeholders is essential. We commit to deliver value to all of them,

for the future success of our companies, our communities and our country.
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ESG a new trend in investments

o Environmental, social, and governance (ESG) criteria are an
increasingly popular way for investors to evaluate companies in
which they might want to invest.

o Many mutual funds, brokerage firms, and robo-advisors now offer
products that employ ESG criteria.

o ESG criteria can also help investors avoid companies that might
pose a greater financial risk due to their environmental or other
practices.
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The purpose of the corporation

o What is the company’s core reason for being, and where can it
have a unique, positive impact on society?

o Now more than ever, companies need good answers to these
questions.
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Value Creation is now inclusive
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The fundamental principle of finance is

Net Present Value (NPV) is the difference between the present value of
cash inflows and the present value of cash outflows:

Where

CF,; = net cash (inflow-outflow) during the period i
|, = total initial investment expenses

k = discount rate, and

i = number of time periods

NPV is used in most strategic decisions (e.g. capital budgeting to analyze
the profitability of an investment or project, new issues, Debt tender offer)
as well as operational decisions (discounts to customer for collecting in
advance).
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2. Assessing Performance Outline

1. The managerial balance sheet
. Traditional measures of liquidity
3. Liquidity based on the funding structure of working
capital
4. Improving liquidity through better management of the
operating cycle
Financing strategies
Assessing profitability
Assessing operating and financial risk
Analyze of shareholder’s value creation
Case study: Unilever
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Relations between Financial Statements

Balance Sheet or Financial Position Statement

Fixed
Cash Flow Statement Assets

(Non-  —etineome
+ Inflows — Outflows Current
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= Net Income

The Accounting Balance Sheet Structure
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The Managerial Balance Sheet Structure

Management Management
Cycle Uses of Funds Sources of Funds Cycle
Strategic Equity Strategic
Management: Fixed Assets Financial
Capital Management:
Expenditure Long-Term Debt Long term
financing
Operating Assets
= Operating Liabilities
Inventories =
. + Trade payables
N?perahonal Trade receivables + g
anagement _< + Tax payables __ Operational
Tax receivables + Management
+ Accrued expenses
Prepaid expenses +
+ Other operational liabilities
_ Other operational assets Financial
Short-term Short-term Debt Management:
Financial { Cash & Equivalents Short-term
Management financing
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The Managerial Balance Sheet Reorganized

Strategic
Management:
Capital
Expenditure

Operational
Management

<

Invested Capital

Capital Employed

Net Fixed Assets

Equity

Working
Capital
Requirements

Short-term
Financial
Management
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Long-term debt
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The coherence with capital budgeting and
company valuation

Capital Budgeting Coherence:

Capital Expenditure =
Fixed Assets Investment + A Working Capital Requirements + Minimum Cash

Company Valuation Coherence:

Enterprise Value =
Market Value of Equity + Market Value of Debt — Cash & Equivalents

©J.C.Neves, ISEG 2020 17

The use of ratios when assessing
performance

o Raises questions about the time-line performance of the
company
o Better understanding of the effect of strategic decisions
o Evaluation of the performance in comparison to competitors
o No absolute interpretation. Requires a benchmarking:
Capital return vs. cost of capital
Actual ratios vs. Historical ratios
Actual ratios vs. Objectives or Budget based ratios
Company ratios vs. competitor or sample of competitors ratios
Company ratios vs. Industry or Sector ratios

©J.C.Neves, ISEG 2020 18




Balance Sheet Structure Analysis:
Financial Strength

Financial Structure Analysis Capital Structure Analysis
Based on the Accounting BS Based on the Managerial BS
o Liabilities ratio = o Debt ratio = —2°Pt
Liabilities Equity+Debt
Equity+Liabilities
O Liabilities structure = o Debt structure =
Short—term liabilities Short—term debt
Liabilities Debt

O Assets Structure =
Net fixed assets

Total assets
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Other measures of financial strength

In order to have a better understanding of the company’s capabilities to
repay debt you may use ratios that include income items or cash based
items, particularly recurring items:

o Typical ratios used in the market to analyze debt repayment

capability:
Net debt to EBITDA = Debt — Cash & equivalents
etdebtto - EBITDA
EBITDA

Coverage of short term debt = ———
ge of short term debt

| prefer to use the following ratios to have a better view on the capabilities
of debt reimbursement:

Net Debt
Recurring Cash Earnings

o Estimated repayment (number of years) =

Recurring Cash Earnings
o Coverage of short debt = g g
Short term debt
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Additional ratios of financial strength
analysis

o The coverage of interest expenses uses the following ratios:

. , . Operating income
Times interest earnings =

Financial expenses

o Or if you prefer a cash basis ratio:
EBITDA

Financial expenses

Interest coverage =
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Traditional Measures of Liquidity:
Based on Accounting Balance Sheet

. Current assets
o Currentratio = —————
Current liabilities

o Acid test or quick ratio =
Cash & equivalents+Accounts receivables+Short term investments
Current liabilities

Cash & Equivalents

o Cashratio = ———
Current liabilities

o A less conventional ratio:

. Cash & equivalents
Cash in days of sales = s L eUVTERE % 365

Sales revenue
The cash & equivalents are seen here as a buffer of security for

potential delays of collection period from customers.
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Liquidity based on the funding structure of
working capital

NLB=WC-WCR2=0
NLB WC WCR

S S S
WC - Working Capital
WCR - Working Capital Requirements
NLB - Net Liquid Balance

WC = Long term financing — Net fixed assets
Long-term financing is equity plus long-term liabilities.

Working capital requirements (WCR) is the amount of
working capital required by operations:

WCR = Operating Assets — Operating Liabilities
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Liquidity matrix

WCR + NLB =0
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WCR 5 =0
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Source: Jodo Carvalho das Neves, Andlise e Relato Financeiro, Texto Editores
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Financial Policy

Strategic Finance:

* Capital Budgeting Policy
* Capital Structure Policy
* Dividends Policy

Operational management:
* NetTrade Cycle

Cash Management
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Levels of decision
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Analysis of Financial Strength and Liquidity

o What is the liquidity of the company?
o Is the financial Structure adequate?

o Is the financing policy consistent with the strategy, growth, risk
and dividends policy?

o Any areas that need change of policy?
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