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	Creating Wealth
Financial structure is simply the liabilities and owner’s equity side of the balance sheet expressed in percentages. Given your performance measures, what should your financial structure be? In this module, as your company achieves your most important strategic goals, chances are good that you will begin to generate significant cash. In the real world, when management is presented with large cash flows, it prefers to spend the money rather than give it back to shareholders. Management might enter a new market, buy a promising startup, acquire a competitor, splurge on a corporate jet, or push for higher salaries and bonuses. Owners generally resist such moves. They use performance measures and the authority of the board of directors to control financial structure and keep management in check. The struggle between management and owners varies from company to company. A major factor in the outcome is the degree to which ownership is concentrated. Your situation in the simulation would be comparable to a wholly owned subsidiary or to a company with a very large voting block of conservative stockholders. You cannot do any of the things managers love to do. Instead, you must maximize the present and future wealth of the owners.
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Module Overview
One of the Finance Department’s fiduciary duties is to verify that sales forecasts and prices are realistic. Unrealistic prices and forecasts will predict unrealistic cash flows in the proformas. Finance can determine a range of possible outcomes for the year by changing (but not saving) Marketing’s forecasts and then rechecking the proformas. Lowering forecasts decreases revenue and increases inventory. In the worst case, raising forecasts increases revenue and decreases inventory (see 10.4 Worst Case/Best Case in your Team Member Guide).
In this Capsim simulation component, your Finance Department is primarily concerned with five issues:
1. Acquiring the capital needed to expand assets, particularly plant and equipment. Capital can be acquired through: 
· Current debt 
· Stock issues
· Bond issues (long-term debt)
· Profits 
2. Establishing a dividend policy that maximizes the return to shareholders. 
3. Setting accounts payable policy (which can also be entered in the Production and Marketing areas) and accounts receivable policy (which can also be entered in the Marketing area). 
4. Driving the financial structure of the firm and its relationship between debt and equity. 
5. Selecting and monitoring performance measures that support your strategy. 
Ultimately, your financial structure is a policy decision, not an outcome. True, the numbers are an outcome—if total equity is $49,999,583.39, we have a precise outcome. But we might also say, “We want our equity to fund 50% of our assets, and we will make adjustments via dividends, stock issues, and stock repurchases to maintain this percentage.” That is a policy statement. Performance measures are both policy decisions and outcomes. They shape and constrain the financial structure.
Finance decisions should be made after all other departments enter their decisions. After the management team decides what resources the company needs, the Finance Department addresses funding issues and financial structure.
Financial structure is the right side of the balance sheet. It reflects the stakeholders that have a claim against the assets. Here is a typical Capsim balance sheet:
	ASSETS
	LIABILITIES & OWNER'S EQUITY

	Cash
	$4,000
	Accounts Payable
	$7,000
	7.0%

	Accounts Receivable
	$9,000
	Current Debt
	$6,000
	6.0%

	Inventory
	$11,000
	Long-Term Debt
	$37,000
	37.0%

	Total Current Assets
	$24,000
	Total Liabilities
	$50,000
	50.0%

	Plant and Equipment
	$114,000
	Common Stock
	$21,000
	21.0%

	Accum. Depreciation
	($38,000)
	Retained Earnings
	$29,000
	29.0%

	Total Fixed Assets
	$76,000
	Total Equity
	$50,000
	50.0%

	Total Assets
	$100,000
	Total Liab. & O. E.
	$100,000
	100.0%


Gupta (1969) discusses the effect of size, growth, and industry on the financial structure of manufacturing companies.
In The Review of Financial Studies, an article titled How Does Industry Affect Firm Financial Structure? (2005) by Peter MacKay and Gordon Phillips examines the importance of industry to firm-level financial and real decisions. In the study they found that in addition to standard industry fixed effects, financial structure also depends on a firm’s position within its industry. According to the authors,
In competitive industries, a firm’s financial leverage depends on its natural hedge (its proximity to the median industry capital–labor ratio), the actions of other firms in the industry, and its status as entrant, incumbent, or exiting firm. Financial leverage is higher and less dispersed in concentrated industries, where strategic debt interactions are also stronger, but a firm’s natural hedge is not significant. Our results show that financial structure, technology, and risk are jointly determined within industries. These findings are consistent with recent industry equilibrium models of financial structure. (Mackay & Phillips, 2005, abstract)
The article “Product Differentiation, Process R&D, and the Nature of Market Competition” (Lin & Saggi, 2002) investigates the relationship between process and product R&D and comparing the incentives for both types of R&D under different modes of market competition.
One of your biggest strategic problems is assuming that all organizations in your segment of the industry are identical. This is not realistic. The closest you might come is a highly regulated industry, and even there companies will do what they can to distinguish themselves from competitors. You cannot stop the differentiation process. The simulation is like chess—no two simulations are ever alike. There are a variety of strategies you can deploy, so what really matters is how distinct the strategies are within the industry. The richer the variety of strategies, the more likely it is that the industry will produce profit.
All industries evolve differently. In some, organizations make a lot of money. In others, they beat each other up. Much depends on the number of different strategies used in the decision making process. Consider the different ways companies handle the problem of creating a strategy in the real world. They can create press releases that communicate their intentions. The press releases can outline their strategies to other companies.
A differentiator strategy maintains a presence in every segment of the market. The company will gain a competitive advantage by distinguishing products with an excellent design, high awareness, and easy accessibility. The company will develop an R&D competency that keeps designs fresh and exciting. Products keep pace with the market, offering improved size and performance. Prices will be above average. Capacity will be expanded as higher demand is generated.


Capsim Competitive Rounds 7 & 8
Instructions
In this module, you will be responsible for completing Competitive Rounds 7 and 8.

Log in to Capsim. Remember to save your work as you go and to “Update Official Decisions” when you are done.
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Both rounds must be completed by Sunday at 11:59 pm. Once you complete the first of the two rounds, click the “Advance to Round 8” button, and repeat the above procedure.
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