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Value creation must be linked to financial planning. The content of this paper is focused on communicating the importance of informed decisions designed to create sustainable competitive advantage. The course scenario is used as the basis for our discussion, and the subject is a proposed vertical merger between a distribution company Lester Electronics Inc. and a manufacturer Shang-wa. Through this example, a gap analysis is performed on the project that includes issues and opportunity identification, stakeholder perspectives/ethical dilemmas, an end state vision, the gap analysis and a conclusion.
Lester Electronics Inc and Shang-wa Electronics have been doing business together since 1978. The two firm’s have a million dollar exclusive minimum wholesale agreement with each other, which has developed into a lucrative professional relationship. Recently, both entities have been approached as interests for acquisition, which led to accelerated thoughts of a potential merger. The fact that Mr. Lester owns a distribution company, and Mr. Lin a manufacturing company, could yield tremendous synergies from the vertical consolidation. Although the men are close to retirement age, the venture would establish a stronghold along with creating interconnectedness necessary for strategic sustainable competitive advantage.
The new capacitor manufacturing facility is tentatively planned for a neighboring Asian county, where the project could take advantage of cost leadership. Depending on how well the plan is designed to adapt to cultural and currency exposure, the joint venture could flourish. Time is of the essence for the merger, due to pressure from TEC (Transnational Electronics Corporation) a distributor of electronics components, and an acquisition offer by Avral Electronics (a financially strong electronics equipment and component parts manufacturer). If either Shang-wa or Lester Electronics Inc. decides to allow another distributor or manufacturing facility to sever the 40 year business relationship, much would be lost. For Bernard Lester, the merger with Shang-wa will save his company from a loss of 43% over the next 5 years. Additionally, Mr. Lin realizes that Mr. Lester helped Shang-wa prosper for so many years, and would prefer to grow the firm while establishing a successor.
Issues and Opportunities


Reframing problems as opportunities is a mature way of dealing with business decisions. Considering the acquisition offers by TEC and Avral, new issues have surfaced regarding the path of a successful manufacturing facility for Lester/Shang-wa. After consolidating financial statements for the merger analysis, management prepared optimistic predictions for 2005 and 2006. Though a steady increase in net worth predicts a positive perspective on the project, important issues need to be qualitatively and quantitatively evaluated. “Perfectly accurate sales forecast are not possible” (Ross et al., 2005). Increased efficiency may be a priority for the new lower cost facility; however, this discussion will identify the critical success factors of the operation. Efficiency must have strategy to carry a business.

Initially, the expected incremental cash flows must be used to calculate a relatively realistic example to determine the Net Present Value. In order for synergy to exist, the universally accepted advantages should be satisfied. “It follows from our classification of incremental cash flows that the possible sources of synergy fall into four basic categories: revenue enhancement, cost reduction, lower taxes, and lower cost of capital” (Ross et al., 2005).
Sensitivity analysis of economic states, along with proven scenarios should also be included in the preparation phase. Neither Mr. Lester nor Mr. Lin wants to waste resources in this venture that is a culmination of a 40 year relationship.

Two famous trade offs in the finance literature are coined as the profit margin/turnover and tax subsidies/financial distress trade off. Building a refreshed value chain that sustains in a competitive position requires EVA analysis (Economic Value Added) techniques applied to each activity in the operation. Vertical mergers have the opportunity to minimize cost, while maximizing value through reduced financial distress and increased debt capacity. Additionally, in order to maximize value using capital structuring, analysts should rely on marginal benefit analysis to make final decisions on trade offs. “The corporate leverage decision involves a trade off between a tax subsidy and financial distress costs…the firm’s capital structure is optimized where the marginal subsidy to debt equals marginal cost” (Ross et al., 2005).

The early financial planning stage for the merger will have to use past debt-equity results to forecast future success. By clarifying the strongest combinations, the project can further reduce variability in the firm, which is often the case when separate entities become one. Maintaining a balance between growth, profitability and optimal leveraging (financial and operational) is the key to sustainable competitive advantage. Management must organize with the goal of developing a direct correlation between realistic growth and financial planning.

Stakeholders Perspectives/Ethical Dilemmas


When a company transitions for increased efficiency and profit maximization, often times stakeholders are the target of financial and ethical dilemmas. For example, the merger of Lester/Shang-wa could potentially threaten the jobs of many skilled laborers. Depending on the success of the new manufacturing facility, the owners may decide to completely re-focus on greater efficiency (lower cost) by replacing the previous workers with even lower waged labor. Concurrently, with the reduction in cost, customers will gain advantages or disadvantages depending on managerial choices for retained earnings. Many stories exist from millions of companies that prove how management has often forgotten long term customer relationships for short term growth. Management should always remember that interconnectiveness and profit maximization depends on strategic alignment and realistic capital budgeting and structuring decisions. Therefore, adherence to a companywide commitment orientation philosophy instead of a cost cutting mentality is proven a healthier route. Value creation should have a correlation with all activities. 
End State Vision


The Lester Electronics Inc. and Shang-wa merger will succeed by recognizing and employing optimal synergy combinations, while respectfully taking advantage of the new efficiency of a unified manufacturing facility. “The main purpose of vertical acquisitions is to make a coordination of closely related operating easier” (Ross et al., 2005). Increased efficiency for the merger will happen as a result of the economies of scale used. The two firms are prepared to invest in a facility that will increase value, while improving the sales/cost ratio. Net worth will only grow, under the condition that planning for strategic capital budgeting, cash management and financial planning is a priority. This will only sustain through a management team organized to continuously re-assess and update needs as they surface. Balancing positive cash flow and efficiency will require synergy maximization, minimized variability through informed trade off decisions, organizational alignment and adherence to capital structure principals.
Gap Analysis

Consolidated statements for Lester Electronics Inc and Shang-wa Electronics for 2003 and 2004 show a net worth growth from 6.8% to 11.2%. Investments in property, plant and equipment were successful, which yielded $44,812.25 in retained earnings for 2004. Choices for financial capital will now be deciding the future. For example, suppose the merger creates trouble due to unforeseen currency exposure. A limited debt capacity may require the issuance of equity issues. New potential decreasing cash flows from dividend payments and loss of firm value could hurt the project. Therefore, using the External Funds Needed Formula (EFN) to estimate financial planning needs will reduce the exposure risk due to debt-equity components. Using the financial data (actual and forecasts) from 2004 and 2005, the external funds needed will be $30,429.04. With this knowledge, retained earnings became a favored option for capital expenditures. “Each firm chooses its leverage ratio based on financing needs. Firm’s first fund projects out of retained earnings. This should lower the percentage of debt in the capital structure, because profitable, internally funded projects raise both the book value and market value of equity” (Ross et al., 2005).

Short term financing decisions will decide the long term competitive positioning. Even the most informed forecasts require optimal balancing techniques to survive ongoing operational and cash cycles. Thankfully Mr. Lester and Mr. Lin can use the historical financial knowledge of the company to close the gap between receipts and disbursements (inflows and outflows). Closing the gap between inflows and outflows of cash is essential to liquidating the short term obligations of the firm. “Value creation depends on cash flows” (Ross et al., 2005). As mentioned earlier in this discussion, long term financial planning is also connected to firm value. The next section will review the long term financing options when external funds are needed.

Common stock, preferred stock and long term debt are the main alternatives used when internal resources are limited. Equity issues (common stock) are sold to the public in exchange for capital which may be used to invest in the firms projects. Generally, securities (stocks) have no claim to dividends or legal rights for payment upon bankruptcy. Dividend payments, however, is viewed as a decrease in cash flow when a set dividend policy is established. Under these circumstances, companies often prefer issuing secured and un-secured bonds. Secured bonds (indentures) protect the bondholder in the event of a default, however, still allows the firm to benefit from the tax deductible interest payments. Companies also often cleverly issue preferred stock (called hybrid securities) which possesses the advantages of debt and the limited liability of equity. “For example, suppose a 50-year old bond is issued with interest payable solely from corporate income if and only earned, and repayment is only subordinate to all other debts of the business. Corporations are very adept at creating hybrid securities that look like equity but are called debt” (Ross et al., 2005). Ideally the merger should focus on using internal financing to fund projects. That is, after the initial manufacturing facility is established. Beginning stages may require the use of debt or equity issues, which should be supplemented by retained earnings capital. 

This discussion has hoped to communicate the importance of critical thinking when developing a financial plan. Main points of the paper are meant to link value creation to trade off decisions. Many options exist for capital budgeting and financial planning, however, each situation requires investigation as to the sources and effects of informed decision making. The merger should have a “growth target with an explicit linkage to creation of value” (Ross et al., 2005). Creation of value is the primary focus, which is achieved through minimized variability from thoughtful evaluation of essential tradeoffs.
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