Long Term Financing     4

Running head: 

Long Term Financing

University of Phoenix

“Corporate debt has increased dramatically in the last three decades. This growth is related to rapid business expansion, the inflationary impact on the economy, and, at times, inadequate funds generated from the internal operations of business firms” (Block et al., 2005, Chapter 16). When a company’s retained earnings is used up, new financial capital must be acquired to achieve growth. A firm must try to minimize the cost of debt and equity capital in order to create an optimal capital structure designed for increased returns.

Companies often issue bonds to finance expansion. These debt instruments involve elements called par value (face value), coupon rate (interest rate) and the maturity date. All of the details of the components are explained in the legal document, protected by the Trust Indenture Act of 1939, which outlines a particular bond’s characteristics. Bonds are generally either secured (backed by assets) or un-secured. Firms pay for the use of this financial capital through serial payments (installments until maturity-interest only), sinking fund (money accumulated to retire debt), conversion (into common stock), and call provisions (retiring debt by paying a premium before maturity). 
Another bond type called the zero-coupon rate bond, which is issued at a discount of the face value to be paid upon bond maturity, has tax advantages. “The advantage to the corporation is that there is immediate cash inflow to the corporation, without outflow until the bonds mature…the difference between the initial bond price and maturity value may be amortized for tax purposes by the corporation over the life of the bond” (Block et al., 2005 Chapter 16). Both the zero-coupon rate, and what is called the floating rate bond (interest rate moves with the market) are not as common as other long term financing options.
The Financial Accounting Standards Board (FASB), in the Statement of Financial Accounting Standards (1976), states that long term leases must be recorded as part of the capital structure of a firm. Two main kinds of leases exist. The capital lease (financing lease) shown on the balance sheet due to transfer of ownership, and the operating lease which is a short term obligation.
“The ultimate ownership of the firm resides in common stock” (Block et al., 2005). Although the retained earnings of a company belong to the stock holders, management makes the decisions that create short term and long term results. Another kind of equity called preferred stock is known as a “hybrid” of debt and equity. Preferred stock has no ownership rights or contract, however, are to receive dividends before common stock holdings. This form of financial capital is often used to help balance capital structure. “It is a means of expanding the capital base of the firm without diluting the common stock ownership position or incurring contractual debt obligations” (Block et al., 2005, Chapter 17).
Minimizing the cost of capital and developing an optimal capital structure requires accurate financial component weights calculation and return focused debt/equity allocation. A firm ideally hopes to use the retained earnings to finance expansion; however, bonds/common stock/preferred stock issues and leases are used. “Economic Value Added (EVA) stresses that decisions should be made or projects accepted only if net operating profit after taxes (NOPAT) exceeds capital costs to finance the investment” (Block et al., 2005, Chapter 11). When current equity capital is not sufficient to pay for company needs, many different factors must be evaluated for financing choices.
When considering company bond issues, it helps to have a higher credit rating. The better the firm’s loan liquidation history, and strategic capital allocation, the lower the yield required to pay out when issuing bonds. Similarly, when an organization has good earnings accompanied by a higher stock price, the cost of equity is minimized.  These conditions are preferred for the debt/equity balance, and helps reinforce hopes of sustainability. The financial capital sources mix will depend on the firm’s strength and required rate of return. 
Depending on the industry, debt utilization varies. Some of the benefits to using debt for expansion are that interest payments are tax deductible, “specified” financial obligations/fixed rates (except for floating rate bonds), and inflationary dollar value advantages over time. (Block et al., 2005, Chapter 16). Disadvantages might include any difficulty in meeting fixed debt obligations, failure to accommodate bond contract promises (indenture agreements), and increased debt may lower stock values. Leases are another source of financial capital which is known to be more accommodating than bonds due to less loan restrictions, third party transfers and the protections for real estate in bankruptcy law.






