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Describe the Situation
Three primary topics in finance literature, when explaining value creation for a firm, are strategy, finance and corporate governance. This paper will be describing how important concepts can help Lester Electronics and Shang-wa Electronics establish a manufacturing facility in a neighboring Asian country. Ideally, the merger will maximize synergies such as revenue enhancement, cost reduction, lower taxes and minimized cost of capital to increase value. “Value creation depends on cash flows” (Ross et al., 2005). Included in the 9 step model is an explanation of strengths, risks, opportunities, guidelines and solutions to common issues that the merger must deal with.
Consolidated statements for 2002, 2003 and 2004 (Lester/Shang-wa) show positive growth for the firms. From 2003 to 2004, net growth was 6.8% and from 2003 to 2004 net worth grew 11.2%. Lester Electronics Inc. and Shang-wa Electronics have been in business together for 40 years, and the 1 million dollar exclusive minimum wholesale agreement has developed into a lucrative relationship. Though the companies are targets of acquisition, Mr. Lester and Mr. Lin have decided to join forces. The vertical consolidation as a manufacturer and distributor has promise. Transitioning together will require optimal capital budgeting techniques and expert financial planning to enhance the current capital structure. “Growth should not be a goal but must be a consequence of decisions that maximize shareholder value” (Ross et al., 2005).
Continuing to improve the customer value chain must be a focus of the firm, so that the capital allocation choices will sustain the company. While new potential efficiency of the manufacturing facility will initiate lower cost, strategic decisions must align with product value and link to long term financial planning. Use of sensitivity analysis and real life scenarios will help prepare management teams to forecast future cash flows. From the calculations, experts will advise an action plan based on the result of a positive net present value for the project. Additionally, finance trade offs such as profit margin vs. turnover and debt tax subsidies vs. financial distress are critical. Marginal cost/benefit analysis, reduced variability techniques (Six Sigma) and cross sectional analysis (within the industry) will also add to the preparation.
Stakeholders Perspectives

	Stakeholder Groups
	                          Interests, Rights and Values

	Customers
	The customer value chain should always be a priority when assessing financial planning decisions.

	Employees
	All employees should be strategically aligned to improve the firm’s competitive position.

	Management
	Management needs to develop and communicate a commitment orientation to create and sustain growth for the firm.


Frame the Right Problem
The Lester Electronics Inc. and Shang-wa Electronics merger will create sustainable competitive advantage by linking value to financial planning decisions, while using optimal capital budgeting techniques to close the gap between cash receipts/disbursements and implementing strategic alignment. Keeping growth and profitability in balance is possible when a firm allocates investment capital to value added activities. Identification of realistic goals and how to finance them is the challenge. Though the debt to net worth ratio has increased 62% in 2003 and to 82% in 2005 (consolidated statements), investment decisions yielded a retained earnings of $44,812.25. Ideally, internal financing is the preferred means of financial capital. “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).
For 2004, the capital structure (consolidated statements) was 45% debt and 55% equity, With the merger pending; potential increased debt capacity will allow new opportunity to increase value through tax subsidies. Though this may be the case, the current ratio (measure of a company’s ability to pay short term debt: total current assets/total current liabilities) has decreased form 3.3% in 2002 to 1.9% in 2004. The cross sectional analysis for the manufacturing industry assets range of the same as Lester/Shang-wa reported 1.5% to 2% for 2002 through 2004. A merger is a chance for Mr. Lester and Mr. Lin to continue wise investment decisions, and leverage the increased net worth into an expansion project.
With the historical incremental cash flows as a basis for forecasting, the planning team will also have to identify necessary currency issues, which will be discussed in further detail later. Additionally, cultural differences in the country chosen for the new manufacturing facility will also have to be assessed. All employees should receive a learning friendly DVD of important points for respectful communication and strategic horizons.

End State Goals

“The firm ensures growth in assets by having a plan in place to finance such growth” (Ross et al., 2005). Increasing the value of the firm will require an optimal capital structure. Achieving this will require the combination of financial planning ingredients. First the firm must make informed sales forecasts based on historical cash flows, while considering the various potential economic states. Secondly, the proforma statements need to be created to reflect efficient and strategic uses of net working capital. Thirdly, the financial policy should be established with a contingency plan to help mitigate uncertainty, while protecting the company’s credit ratings and thus stabilizing the firm’s value fluctuations. Increased debt may lower stock values, which would increase the cost of equity if stock issues become necessary. Awareness of such dilemmas will determine competitive position and sustainability.
“Most major industrial companies are very reluctant to use external equity as a regular part of their financing” (Ross et al., 2005). Again, internal financing is a focus for achieving growth, which relies on sales, payout ratio and profit margin (payout ratio = cash dividends/net income, profit margin = net income/total operating revenue). Growth in sales requires increased accounts receivable, with sufficient capital to pay for assets and short term obligations. Using the sustainable growth rate formula based on the 2004 consolidated statements for Lester/Shang-wa, the rate was calculated to be 1%. As mentioned earlier, Lester/Shang-wa net worth increased 6.8% to 11.2% from 2003 to 2004). The company obviously made good use of property, plant and equipment. Oftentimes when the actual growth rate consistently exceeds the sustainable growth rate, bankers question the feasibility of the long run. Though this may be a concern, the viability of the Lester/Shang-wa merger has the potential of being internally financed. Appropriate risk mitigation will be discussed in further detail later in this paper.
Identify the Alternatives

Maintaining a positive net worth depends on how well the firm can consistently maintain sufficient net working capital, and balance cash receipts and disbursements. Additionally, financial planning and risk mitigation must be part of the strategy. Three firms have been studied for benchmarking purposes: Whole Foods, Coca-Cola and Jamba Inc. Examples are included for evaluating the Lester Electronics Inc. scenario.
Whole Foods increased sales from 2006 to 2007 (15%) to 6.6 billion dollars. Improving operations, optimizing real estate and leveraging acquisition benefits has allowed the company to prosper. “We will continue to deliver healthy earnings growth through strong sales growth rather than through significant operating leverage” (Whole Foods.com/Letter to Stakeholders, 2007). Creating value for the consumer is a primary concern for the firm. Redefining markets and differentiating has become a common way for Whole Foods to increase earnings and expand the customer base. Communicating high standards to the entire value system is also very important to the company. An environmentally friendly corporate philosophy has also helped Whole Foods link strategy to financial planning. The organic food firm acquired the Wild Oats chain and immediately closed non-performing stores, which is a direction that Lester/Shang-wa can learn from. Acquisition requires a different focus, and potentially against the law if perceived as anti-competitive. Whole Foods spent time and money finalizing the Wild Oats situation. Lester/Shang-wa doesn’t need the distraction from the goal of developing a successful new manufacturing facility. A more pro-active focus on minimized variability, value additivity, optimal capital allocation and strategic alignment must exist before an acquisition phase commences for Lester/Shang-wa.
Coca-Cola continues to increase sales for its sparkling and still beverages. Strategic alignment, sound marketing and franchise leadership are strong elements of the company’s success. The firm has many teams that assess financial component weights, monitors credit ratings, and implements foreign currency hedged positions. Though internal financing is often the preferred means for expansion, Coca-Cola uses debt and equity (depending on the cost of capital) to finance investments. “But equity capital in the form of retained earnings cannot grow indefinitely as the firm’s capital needs expand” (Block et al., 2005).
Jamba Inc. has recently made a successful deal with Nestle designing a packaged product for stores this year. Since the initial public offering in 2006, the firm expanded to 129 stores. The rapid expansion had an adverse affect on operating income (24 million to 2.4 million). Though revenue has increased as a result of the new stores, the lower comparable sales, increased oil prices, sub prime mortgage crisis and growing corporate smoothie interest has challenged the firm. By differentiating and diversifying products, Jamba Inc. plans to still compete in the market. With the results of over expansion affecting operating income (good lesson for Lester/Shang-wa), adjusted capital budgeting and financial planning will improve the company’s competitive position.
Evaluate the Alternatives


In continuing this discussion of linking value with informed financial planning and strategic alignment, concepts will be evaluated according to potential accomplishment of end state goals for Lester/Shang-wa. Assumptions that accepted finance principles offered in the course readings are trustworthy guidelines; they will be used to establish arguments to deal with the macroeconomic and systemic constraints. Capital budgeting and capital structuring decisions of major companies such as Whole Foods, Coca-Cola and Jamba Inc. are good examples of approaches to financing to relate to the class scenario. Focusing on expanding through internal financing is suggested as the preferred means of financial capital, however, choosing the lower cost of debt and equity is necessary when debt capacity is low. Therefore, an overhaul across all business units is necessary to ensure growth and protect the firm’s market position.

Credit rating, beta, current stock price, market attractiveness, actual vs. sustainable growth rate, cross sectional (intra-industry) financial ratio analysis, and measurable efficiency results are all factors that will affect the capital structure. Though a company such as Whole Foods may have achieved strategic alignment and identified systemic value added activities, additional investment financial capital (debt/equity issues) may be needed. Ideally, however, relying on earnings growth will continue to improve the firm’s place in the market. Lester Electronics Inc. and Shang-wa Electronics can learn from the Whole Foods example.

Coca-Cola and Jamba Inc. also provide good models to draw from, exhibiting both profitable and over expansion lessons. A mission such as Whole Foods is a transparent scenario that should inspire the Lester/Shang-wa management team. Next is a discussion of the risks involved with the proposed scenario, and mitigation techniques.
	
	Predictability
	Feasibility
	Risk
	Long-term affect

	Ret. Earnings
	High
	High
	Medium
	Medium

	Expansion
	Low
	Medium
	High
	Low

	Acquisitions
	Low
	High
	High
	Medium


Identify and Assess Risks

Complete awareness of past and future risks is necessary for any business. Elements such as cash flow uncertainty, foreign currency fluctuations and management facility should be evaluated for the new project. As mentioned, retained earnings usage, critical thinking on expansion decisions and the customer value chain must be a priority. Given the past success of Lester/Shang-wa, and the relationships that have been built, the merger has potential depending on how well efficiency links to strategy. The implementation of Six Sigma process control (over time) will help save on cost and incrementally reduce the variability of activity success.

Identifying the strengths and weaknesses of the neighboring country’s currency, and potential effects on Lester/Shang-wa assets and liabilities will prepare the firm. Economic exposure management is a concern for Coca-Cola, as should it be for Lester/Shang-wa. While cultural awareness is essential, determining the firm’s asset sensitivity to the new country should be calculated. “Exposure to currency risk thus can be properly measured by the sensitivities of (1) the future home currency values of the firm’s assets (and liabilities) and (2) the firm’s operating cash flows to random changes in exchange rates” (Ross et al., 2005). The exposure coefficient formula helps in mitigating foreign currency risk (covariance of the dollar value and exchange rate divided by the variance of the exchange rate). When the experts have calculated the magnitude of the exposure, the firm can hedge the economic exposure (selling it forward).

While foreign currency fluctuations contribute to uncertainty, the variability of the dollar is also important. Decomposing the variability of the dollar value of an asset can be calculated by comparing the dollar to exchange rate fluctuations added with the residual variability of the dollar separate from exchange rates. The essential foreign currency hedged positions, combined with optimal financial planning, capital budgeting and customer value focus will help to mitigate risk.
Make the Decision


“Profitable firms generate cash internally, implying less need for outside financing…The greater cash flow of more profitable firms creates greater debt capacity” (Ross et al., 2005). As mentioned earlier, the famous trade off between profit margin/turnover and tax subsidies/financial distress is affected by how well a firm can combines strategy and efficiency. This ultimately controls the company’s competitive position. When accomplished, this approach suggests that an entity will use the tax shield from debt to leverage financial capital if needed. Maintaining firm value is a result of optimal decisions that create sustainable earnings supported by a capital structure that can be adjusted without excessive harm to the organization. Overuse of debt and increased stock issues can lower the stock price significantly. When this is the case, when debt/equity issues are needed, leveraging power is not as strong. 

According to the External Funds Needed Formula, the Lester/Shang-wa (consolidated income statements) calculation reveals that $30,429.04 will be needed to achieve the projections given. Rule # 1 for financial capital (mentioned in the course readings) is to use internal financing. A decision to use retained earnings (Lester/Shang-wa 2004, $44,812.25) will avoid the risks of less than optimal debt/equity issues choices. Management will have to adhere to the strategic/efficient alignment perspective. Avoiding financial planning trade off dilemmas is better mitigated this way. Developing a consistent and refreshed understanding of how to maintain value should become a part of all meetings within management. Each link needs to be connected to the idea that growth and profitability should be realistic and sustainable.
	
	End State
	Benchmarking
	Risks
	Mitigation
	Constraints

	Ret. Earnings
	Pro
	Pro
	Pro
	Pro
	Pro

	Expansion
	con
	Pro
	Con
	Con
	Con

	Acquisition
	Con
	Con
	Con
	Pro
	Con


	Work
	Start/End
	Cost
	Resources
	Authority

	Decision
	10/10/04 to 6/01/05
	$20,512.00
	Skilled labor, Raw materials
	Mr. Lester, 

Mr. Lin

	Implementation
	10/01/04 into future
	Salary
	Management
	Appointed associates

	Value Maintenance
	10/01/04
	Salary
	Finance team-(also Six Sigma)
	Appointments


Develop and Implement the Solution


Though achieving deadline restrictions are important to capital concerns, results will continue to depend on how well management adheres to concepts of value sustainability and risk mitigation. As implementation increases efficiency and reduces cost for the organization, strategic links must have been placed to maintain value stability. Similarly, familiarizing all employees of the importance of reduced variability through Six Sigma education will unify the entity.  A tremendous growth opportunity exists when a merger leverages cost reduction synergies that hopefully, adds value to each activity. Without process structuring, financial budgeting and planning is not supported.

Concepts such as reduced financial distress, increased debt capacity, minimized cost of capital, vertical merger synergy leveraging, strategy/efficiency links, risk mitigation techniques, enhanced customer value chain, short term decisions lead to long run stability, employee commitment orientation, closing the gap between cash inflows and outflows, cultural awareness and cross sectional analysis are all important to remember. Trade off decisions always need to be made, therefore, all employees should be encouraged to participate in ongoing education and assisted with career path navigation. This will reinforce corporate direction concepts.
Evaluate the Results


Finding a way to create measurable results that enhance value is the key to a successful firm. The increased net worth that Lester Electronics Inc and Shang-wa have developed is potentially sustainable with the finance principles set forth in this paper. Re-assessing the strengths and weaknesses of the organization will help in critical analysis of the past and govern the implementation of the new project. Six Sigma will become the way to save, while focusing on internal financing and optimal debt/equity combinations to maintain value.

Before the implementation plan is mobilized, a company wide information release should be organized via e-mails/response campaigns. Communicating the importance of strategic efficiency and systemic value additivity will help connect employees to a common goal. The merger will succeed if communication channels are open to critical thinking that involves proven finance principals, strategy and corporate governance.
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