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After studying this chapter, you should be able to:

LEARNING OBJECTIVES

Give examples of the investment and financing decisions that
financial managers make.

Distinguish between real and financial assets.

Cite some of the advantages and disadvantages of organizing
a business as a corporation.

Describe the responsibilities of the CFO, treasurer, and
controller,

Explain why maximizing market value is the natural financial
goal of the corporation.
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To grow from small beginnings to a major corporation, FedEx needed to make good investment and financing decisions.

Frank Kovalchek via Alaskan Dude/Flickr/CC BY 2.0

o carry on business, a corporation needs an

almost endless variety of assets. Some are tangi-

ble assets such as plant and machinery, office
buildings, and vehicles; others are intangible assets
such as brand names and patents. Corporations finance
these assets by borrowing, by reinvesting profits back
into the firm, and by selling additional shares to the
firm’s shareholders.

Financial managers, therefore, face two broad ques-
tions. First, what investments should the corporation
make? Second, how should it pay for these investments?
Investment decisions spend money. Financing deci-
sions raise money for investment.

We start this chapter with examples of recent invest-
ment and financing decisions by major U.S. and foreign
corporations. We review what a corporation is and
describe the roles of its top financial managers. We then
turn to the financial goal of the corporation, which is

usually expressed as maximizing value, or at least
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adding value. Financial managers add value whenever
the corporation can invest to earn a higher return than
its shareholders can earn for themselves.

But managers are human beings; they cannot be
perfect servants who always and everywhere maximize
value. We will consider the conflicts of interest that
arise in large corporations and how corporate gover-
nance helps to align the interests of managers and
shareholders.

If we ask managers to maximize value, can the corpo-
ration also be a good citizen? Won't the managers be
tempted to try unethical or illegal financial tricks? They
may sometimes be tempted, but wise managers realize
that such tricks are not just dishonest; they almost
always destroy value, not increase it. More challenging
are the gray areas where the line between ethical and
unethical financial actions is hard to draw.

Finally, we look ahead to the rest of this book and look
back to some entertaining snippets of financial history.
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part oné . g DeciSlonS Chapter 1 Goals and Governance of the Corporation

jer of FedEx. BUt in 1965 po

ou o . . . J A
q 1003 gs U onOmICS term papcl arguing tha v Stil]a Asia? How many operations hubs should it build? What computer and tracking sys-

e f
§ i wrote an e? n » needs for speed and de elj, tems were necessary to keep up with the increasing package volume and geographic
_where : with iﬂcr.‘bm"’ aipment and maintenanc b e,ndabi]i% ' coverage? Which companies should it acquire as it expanded its range of services”

ol kemmg I?[ 9 strugglmg s f qhippiﬂﬁ spare parts o . flrm Qrty;l FedEx also needed to make good financing decisions. For example, how shou{d it
Icpf}uhel’ d 5 di{ficulues Ol + l've; (o gn T f Sh()rt No R raise the money it needed for investment? In the beginning, these choices were limited
dﬁmhand 1 4 it 1d ground LiaghtE L0 y] With g ety oy to family money and bank loans. As the company grew, its range of choices expanded.
gn 10! gral€ & points MOTE SIGIEnLly . than g point~t0 h Eventually it was able to attract funding from venture capitalists, but this posed new
g Jargt numtltc o‘." 21, Smith fpunded F.edelal Express. ‘D()i,n questions. How much cash did the firm need to raise from the venture capitalists? How
1971, 4l the afierﬂ Express fhr.te.d again and again With go | big a share in the firm would the venture capitalists demand in return? The initial public
p firms, FC. ance of 8 few million dolla.lrs, but thig was f all“ﬂ: offering of stock prompted similar questions. How. many shares should the company try
‘had anm flf»id g purchaSe and retrofit a smal] fleet a”“)m to sell? At what price? As the company grew, it raised more funds by borrowing money

g company peede b facility: and hire and train pilog o aging ' from its banks and by selling publicly traded bonds to investors. At each point, it needed

: nh‘ build 8 ccntral-hu. . as short-term bank loans. Be S, deﬁVexy to decide on the proper form and terms of financing as well as the amounts to be raised.
é;niliﬂf SOurce Ofcap”‘;);mktdelnanded that the p]énescsuse Ofth; ' In short, FedEx needed to be good at finance. It had a head start over potential
inancidl position; the ‘he loan with his own C Useg " competitors, but a series of bad financial decisions would have sunk the company.
onally guaran’™* . OHEE ' No two companies’ histories are the same, but, like FedEx, all successful companies

Y3 ¥ aith personally : B
nd that Smith PERZ2 & vith a fleet of 14 jets, se . : Y .
d tha any went Ve with a fleet J Ivicing 25 4 must make good investment and financing decisions. And, as with FedEx, those

N Cilie,s '

DA vya
- ;gmg\ then, the company had spent $215dm1111(?n and wag effec. | decisions range from prosaic and obvious to difficult and strategically crucial.
without enough funds to pay for 1ts weekly de]l\fer}’ Of jet fig Let's widen our discussion. Table 1.1 gives an example of a recent investment and
qnaced 10 4CquIre 2 hank loan for. $23.7 million. This loap had tObé | financing decision for 11 corporations. Seven are U.S. corporations. Four are foreign:
; "«m from General Dynamics, which 1n return acquired ap o tior 1l Virgin Atlantic’s headquarters are in London, TransCanada’s in Calgary, LVMH’s In
hacked h).;,guaranlc; 4av. General Dynamics must regret that it never exp e Paris.? and Vale’s in Rio de Janeiro. We have chosen very large public corporations
buy the company. (10 o ‘ erClsed_ that you are likely to be familiar with. You may have flown with Virgin Atlantic,

this option. shopped at Walmart, or posted a picture on Facebook.

(n November of that year, the company fmg]l){ ach{eved some financial stabiliy
when it raised $24.5 million rom venture capitalists, investment firms that Provi de
funds and advice to young companies 1n return for a partial ownership share. Evell .

TABLE 1.1 Examples of recent investment and financing decisions by major public corporations

N
=3
.
'y

ally, venture capitalists nvested about $90 million in Federal Express. Company Recent Investment Decisions Recent Financing Decisions
In 1977, private firms were allowed for the first ttme to compete with the POStAl'?' | Entergy Purchased the Union Power generating station Entergy’s Arkansas subsidiary issued $325
Scr\’ic¢ In package delivery. Federal Express responded by expanding 1tS operationgf;f- | near El Dorado, Arkansas, for $948 million. million of bonds maturing in 2026.
[t acquired seven Boeing 7275, each with about seven times the capacity of the Falcon ek Cut rotal cophtal investisent for 201080 93¢0 Ellinatad share repurcheses fr 2025, (e
e § et | . : S | billion, down 12% because of plummeting oil reducing payout to stockhold A
| 1;, 0 pay for these new investments, Federal Express raised about $19 million by prices ot i et 4
selling shares of stock al public 1 i 747 - : | 5 ' | y | ’
A g;:lﬁ(?) i;neersdl }; thhhc In an initial pubhc Of fermg (IR 0). The new Facebook Spent $60 million to acquire Pebbles, an Israeli Financed capital investment and acquisitions
| -Owners of the co ' ‘ 1 company developing vi ' i :
shares they purchased mpany in proportion to the number of _ o ek > pany developing virtual reaThty software. ‘ with operating cash flow.
From tﬁis poinl on. f s i s R ‘3~ﬁ"l<>utr)\|<:edl plan to invest $1 billion to build an Ford’s credit subsidiary issued $3.5 billion in
bt , Success follow : M 5 Lo assembly plant in Mexico. .
cxpand 5 gt ot el ed success, and the company invested heavily 0 ofm Dacrs i ——— R0G:te Cebt
Pl s well as its suppo ding infrastructre. 1t q q ot ol otal capital investment fell to $655 million, Maintained credit lines with banks that allowed
MUPPINg system and a bar-codeg racki Ie. t. introauce .an aulomld ey after completing investments for producing it to borrow up to $7.2 billion.
g\ebsue for onlige Y lng system. In 1994, it launched its fedeX-Cos.g; clean-burning diesel engines.
[dt o 4 o ’ t O : ':__;;»,‘ ' . .
mmex ¢s’\\ell 45 1n Canada, Frapce %he Ph!;f‘me'd i, gt hubs across the Un! g L Acquired Luxola, a Singapore cosmetics Repaid €750 million in debt issued in 2009
p!anfan[{“ ‘(;E% NOW called) became’the ’lldpplneS, and China. In 2007, FedEx (a! 0;‘ &7 - e-commerce start-up. . . R e .
S. FedEy also s world’s ]ar L | ber o Procter & Gamble Spent $2.0 billion - ' '
o P CA S0 Iyeste gest airline measured by numot: = : on research and Spent $4.6 billion to repurchase its
for $2.4 billiop i 2004 Bd e Companies, capped by the ac uisitiOI)l/ of Kink"O*% e development in 2015. st%ck. i s
$49 billion. and g gt Ock' y 2016. FedEx had 325 000 y | g | revenlle L-' | TransCanada' ¥ - Announced purchasé of Columbia Pipeliné w Will pay Cblumbia shareholders in cash and also
verb—o “f Market valy VWU €mployees, annud - R GroupTorslu2niions - Mg R |
F e of : 11 | assume $2.8 billion of
X 4 Packaoe” almost $4 , omed Wil ~ assume $2.8 billion of existing Columbia debt.
Even PaCkage” was to ch:-- 0 billion. Its name had beco™== Vale Started up the Caue ltabiritos i :
 EVe i retrogpey S 0 Shlp it overnigh F P abiritos iron-ore project Announced plan to issue at least $750 million
inspireq, by i imp]’ edEx 5 SUccess i 1ght, . " g = after capital investment of $927 million. of 30-year debt
(nvestment g, TENtation yy > dly a sure thing. Fred Smith’s jdea ¥ " gin Atlariic {‘."'_’"“.QS Sl B S HDUS A350-1000 planes. Used value of its landing slots at London’s

. Ision m . fopse °a ’
ﬁﬂancmg, For s [n the be ginnip Plex and difficult. FedEx had to make & ' Heathrow Airport as collateral for a £220
sed Fale, '8, thege decisions were trained by lack - < | | o ol 1 ~ million bond issue. B i
f cons ot | almart Atnnou?cezc(i) 1pIGans to open more than 200 new Raised its annual dividend to $2.00 a share
- stores in : |

e ————— - S——

2 oy : .
LVMH (Mo¢t Hennessy Louis Vuitton) markets perfumes and cosmetics, wines and spirits, leather goods

watches, and other luxury products. And, yes, we know what ink] :
- P A you are thinking, but “LVMH™ 'l
for “Moét Hennessy Louis Vuitton.” - MH" really is short
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Not all investments succeed. In October 2011 Hewlett-Packard (HP) paid $1

zglgn m:: mmm@ﬂam software company Autonomy. Just 13 months later
wlie of this investment by $8.8 billion. HP claimed that it was
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financing decision

Decision on the sources
and amounts of financing

s the financing decision. Whend
:Crls( tt(})n 5‘}‘ up cash in exchange ford -

- Ihe ivestors’ cash plus a
n?:setoShgms (.)f stock and bec '
cing. Tn 1 l: : In this case are re.fe et
must be reSe§ond case, the 1NVESHEE
tal Structy rpa‘d. jl‘pe chomelae ;

8. A firm 1 ; ‘.1“‘“0"- Here “capf= iy
'm that is seeking to raise 1072
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Assets used tp Produc
goods ang Sefviceg ;

financia assets

Financial Claims 0 th
Income gener :

ated by the

he inVe
aSSets’ Wh :

e firm’s real
sat’inuncial assel o
interest. If the firm's ()pératlons can [«g N A
bank can force the ] o bankrupicy .

assets that can be put =
'S jssue the public COTP
ties. The shares of igsued by p PR o o

1 assets. .
are called securt-
rities.

- 1s not €a \ :
oLy ' almost endless variety
debt

OrTOW dollars 1n

_dollars, but 1t could have .
A . decisions are 1€ss 1mpor

[n some ways, fin

Financial managers say t

» Also, the most successful corporations

B Take Mi ft as an example

' ‘ 1eS. e Mi1Ccroso :
e Suategle;n early 2016, Microsoft shares iraded for $53 each. There wex.'e 7..91
oft’s market value—its market capitaliza-

able corporations.
billion shares outstan
tion or market cap—Was
from? It came from Microsoft
tomer base, from 1ts R&D. and from it

ding. Therefore Micros .
53 x 7.91 = $419 billion. Where did

s products, from its brand name an
s ability to make profitable future investments.

It did not come from sophisticated financing. Microsoft’s financing strat€gy 1S very
simple: It finances almost a1l investment by retaining and reinvesting operating cash flow.
Financing decisions may not add much value compared (0 good investment deci-
sions. but they can destroy value if they are stupid or ambushed by bad news. For
example, when a consortium of investment companies bought the energy giant TXU 1n
2007. the company took on an additional $40 billion in debt. This may not have been a
stupid decision, but it did prove fatal. The consortium did not foresee the expansion of
shale gas groduction and the resulting sharp fall in natural gas and electricity prices,
and in April 2014 the company (renamed Energy Future Holdings) was bankrupt.

S oyl - e

| R Self-Test

Are the following capital budgeti : .
- geting or financin 2 (Hint:
R L E g ' g decisions? (Hint: In one case the

: lgx\lNdzcides tospemzl $7 billion to develop a new microprocessor factory'
c. =i ;J:o:vz 350 million euros (€350 million) from Deutsche Bank.

. ch Shell constructs a pipeline to bring natural gas onshore f '
; production platform in Australia. Fv.ot b e

. Avon spends €200 milli ' ' Py " il

ends ! on to - s in Europe
AERAR . launch a new range of cosmetics in European
~ e. Pfizer issues new shares to buy a small biotéch company

We have emphasi ' !
phasized the financial manager’s responsibility for two decisions:

T};:l mvestm.ent decision = purchase of real assets
e financing decision = sale of financial assets

But this is an oversimpl;
versimplification b :
S i e e ecause the financial man : :
s : ager :
y activities that are essential to the smOOﬁl ol;é;l:g mvo}ved In many
* on of a business
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3 . it needs to make g,
- e n ; re t : T.O repay
g 07 ArVICE Y ly must hay le—in order
pa’ or % L e int rﬂanonfil y Constantly at Ity other assets—Your car or house, for examp  tion DOITOWS
~€” ::Ol ma[ OPe anager musl keep dan CVe o th alls, that you ralse cash by selling i business, and then the corp e
g ; ,}’}fﬂ‘* gl 1> d[he m = lCl\lC ol - i Corporate the restau nt,s debtso Of course,
lp "’m (ﬁs. ‘Tr r ,’xn (he f‘rn] ln a p nsh the |Oan. BUt lf YOU N hie|ded from the reStaura b k
For c‘\;m?-;;',scﬁ k- " ;{0 gno i\ dOﬂ'( |an N | from the bank, your other assets are S‘ - cautious in lending, because the ban
U““"’ﬁéﬁ Fr;"’“‘ “Um“mu 1 . ‘ incorporation also means that the bank will be m
s o ¢ 1> SRET T e T
"“N,bﬁ}ﬂ e ot : will have no recourse 10 your other assets ness, you exchange direct ownership of its real
ha! he 1" Notice that if you incorporate your b;JSl e direct ownership via financial assets
— - itchen equipment, €t
i assets (the building, Kit€
tion).
Se’f'TeSt i : and which aré real assets? (the shares of the new corpora )
S
o e 18 |
owid ® <G - be privately owned by a
ol the S RN lished, its shares may S % :
which @ el FOT9° Bank. . When a corporation 18 flrljt esttflllz company’s Managers .nd a few backers. In this
: ernaps :
: Apmmfs“"“ st ing foct™ home small | group OfAOVEE. = ol 1p traded and the company is closely held. Eventually,
p AS® e S 2 ppay for® 4> . : case, the shares are not el i d to raise additional capital, its shares
niast furnd’ on OUt 10 help F=: otential customers trust Feqg f; orows and New shares are 1Ssuc O | :
2 age 0°" ’ i5ing campaig™: P Exn WhemMIeE e T ch as the New vYork Stock Exchange. Such corporations
: Anzfziuccessf“’ n'vy nd refiabl: it pUbl,;? e :,lile < Most well-known corporations in the United States
o A romp in-law . are known as public compd : ; : ‘ it 1S
golver P gge;os') from yoU! e | are public corﬁpanies with widely dispersed AT e gounmes,\;tt)lic
T g | more common for large corporations to remain 1 private hands, and many p

companies may be controlled by just a handful of 1nvestors.

i ' have hundreds of thousands of shareholders, who
A large public corporation may st e e

I g Corpor ation’ - N | together own the business. An individual may have 100 shares, recel\;le Lpskae
m What 1S - - be entitled to a tiny fraction of the firm’'s 1INCOME and value. On the other hand,
oD «corporations.” But before going t0O far or too fast, we peeg pension fund or insurance company may own millions of shares, receive millions of
Wehme beeh = finitions. S » votes. and have a correspondingly large stake in the firm’s performance.
to offer SO tfns’c\\d; :iisu‘nci permancn! legal entity. Suppose you decide to Create s Pu’blic shareholders cannot possibly manage or control the corporation directly.
corporation : fomr;nn:? ;"ou would work with @ lawyer to prepare ar{icles of inCO’POration, Instead, they elect a board of directors, who 1n turn appoint the top managers and
fel;:::: ::,;?:?;;d - :::;uz:z, e purpmr of the business and how 1t is to be flnanc.ed, managed, ang ---..35 monitor their performance. This separation qf ov.vnership and contr:ol gives.corporatiorzs
owned by stockholders governed. These anticles must conform (0 the l{iWS pf the s}ate in whlgh the businesg is _ permanence. Even if managers quit Or are dismissed, thﬁ: corpor.atlon .survwes. Todgy S
imcorporated. For many pUrposes. the corporation is considered a resident of its state, 4 stockholders can sell all their shares to new 1nvestors without disrupting the operations
For example, il can eater mio CONITACES, horrow or lend money, and sue or be sued of the business. Corporations can, in principle, live forever, and in practice they may
) pays its own Laxes (but il cannot Vote). survive many human lifetimes. One of the oldest corporations is the Hudson’s Bay
A corporation’s owners are called shareholders or stockholders.* The shareholders § Company, which was formed in 1670 to profit from the fur trade between northern

Canada and England. The company still operates as one of Canada’s leading retail chains.
The separation of corporate ownership and control can also have a downside, for 1t
can open the door for managers and directors to act in their own interests rather than in

do not directly own the business's real assets (factories, o1l wells, stores, etc.). Instead
they have indirect ownership via financial assets (the shares of the corporation). |
A corporation 15 legally distinct from the shareholders. Therefore, the shareholderé'.lgﬁ 4

imited lability

The owners of 2 have limited liahility : o > 2 : .

el dcmfl;ﬁ:ﬂ :}z;hnthts\ z;lc;:ﬂoct be hel[cii peis:;ally responsible .for t!]e corporation"s,in . o M the ;}t}(;il;ha(;ledgtrkslemgrecsit. We return toothls problem l.ater in th.e chapter. . |

personally iable for i fermnted i orporation Lehman Brothers failed in 2008, no one ; r disa vantages to be}ng a corporation. One 1s the cost, In both time

obligations Shareholders can Jose their ccnrtsuiulinl\lg r:,]:rf money to cover Lehman’s massive debts. § S-corporations ?:ﬂy“ﬁ?l?gz 2y mafnagmgaltlhli3 A b o Ul o e e
estment in a corporati nsome for small businesses.

S poration, but no more. There 1s also an important tax drawback to cor § in th '

Example AT B A finbe.com/preatayie Because the ¢ ion i 0 corparations, 4. the, LR a g,

giovr;fi epagl ;ax on their profits, and shareholders are taxed again when they receive
- bn bs rom the company or sell their shares at a profit. By contrast, income gener-
y businesses that are not incorporated is taxed just once as personal income.®
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treasurer |
Responsible for financing,

cash management, and
relationships with banks

and other financial
institutions.

controller
Responsible for budgeting,

accounting, and taxes.
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m’s capital,

Below the CFO are usually 4
the firm's cash, raises new capita
investors that hold the firm’.s secu
ments. manages the firm’s interna
affairs. Thus the treasurer s

1S US iciently.
whereas the controller ensures that the money 15 used effic y

Self-Test _

ent to business school together 10 years ago. They have

[ ing | financial
i idsi ration that wants to bring in new
‘ en hired by a midsize corpo | : o
JrlrJ:nlaD;ers Fritz studied finance, with an emphasis on ﬂnancn:l l-r;'\arkaert:: el
institution;;. Frieda majored in accounting and beca;ne.a cr ‘ .ye :
Who is more suited to be treasurer and who controller? Briefly expiain.

Fritz and Frieda W

responsible for organizing and super-

| varianiol = " |gwyers, a0 . USiness § e corporations, financial managers are I1esj ¥ o .

| Anmhcrh xed by d0C1OTS laf.‘fg - nals can still be sued personally, for eXamplss" . In larhg 'Iial budgeting process. However, major capital investment projects are
| comme%?. by, bot the PO g VISIJE LS oD s lopment, production, and marketing that
,! has limited liabil d'Gold . so closely tied to plans for product deye opment, p , 1 aoa Vil the
| for malpractic® ks such as Morgan ey A S Starteq managers from these other areas ar€ inevitably drawn Into planning and analyzing
‘ Most large '",‘*“U"c" entually these COMPANICS and their financing requiremep, projects. If the firm has staff members specializing in corporate planning, they are
| e a5 parmersTiP® = continue as partnerships, and they reorganized as COrporg. naturally involved in capital budgeting too. For this reason. we will use the term finan-

cial manager to refer to anyone responsible for an investment or financing de§:1§1on.
Often we will use the term collectively for all the managers drawn 1nto suc;h decisions.

Now let’s go beyond job titles. What is the essential role of the financial manager?
| . |

| Figure 1.2 gives one answer. The figure traces how money flows from i{lvest.ors to the
5’ m Who Is the Finanda, Manager ? - corporation and back again to investors. The flow starts when cash is raised f.r(?m
i investors (arrow 1 in the figure). The cash could come from banks or from securities

| What do financial managers do for a living? That simple question can be answeredf" ‘
| several ways. We can start with financial managers’ job titles. Most large COI’PO'rjatioj" .

sold to investors in financial markets. The cash is then used to pay for the real assets
chief financial officer (CFO]  have a chief financial officer (CFO), who oversees the work of all financial sta 4 .
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(investment projects) needed for the corporation’s business (arrow 2). Later, as the
business operates, the assets generate cash inflows (arrow 3). That cash 1s either
| reinvested (arrow 4a) or returned to the investors who furnished the money in the first

P

:{ Supgrvises all financial As you can see from Figure 1.1, the CFO 1s deeply involved 1n financial pOliC)’."'} ; : ; :
| functions and sets overall  financial planning and is in constant contact with the chief executive officer (CE0) place (arrow 4b). Of course, the choice between arrows 4a and 4b is constrained by the

financial strategy. - : . Al nR '; | | | |
} °9 :grr;gth;r top dmanalifnmem. The CFO is the most important financial voice of the ggrr?;;efsroﬁagiﬁe:t gz;rs(l)lwwlas. tr msectl o arrct)}\:f s exlamplcz, 3 :h(: M b;);rows
; o ‘ = LA , 1t must repay this money plus interest at arrow 4b.
piains camings results and forecasts to investors and th¢ medla, j _ . You can see examples of arrows 4a [:m)cli 4b 1n Taglg 1.1. Facebook financed its
Investments by reinvesting earnings (arrow 4a). Procter & Gamble decided to return

cash to shareholders by buying back its stock (arrow 4b). It could have chosen instead
to pay .the money out as additional cash dividends, also on arrow 4b.

5 Notice how the ﬁnancu.ll manager stands between the firm and outside investors.
'On the one hand, the financial manager is involved in the firm’s operations,

. .
( IGURE 1.1 Financia| managers in large corporations

.....

FIGURE 1.2 Flow of cash
between investors and the firm’s
operations. Key: (1) Cash raised
by selling financial assets to
investors; (2) cash invested in
the firm’s operations; (3) cash
generated by the firm's
operations; (4a) cash reinvested:
(4b) cash returned to investors,

——
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oration may be able to Increase
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3 gli(;ﬁl;:o?irtzfét; cutting bgck on outlays for maintenance or staff tramslsg, tl)‘\(l)tl :lt:rl;
will not add value unless the outlays were \.vasteful in the first place. irczl

will not welcome higher short-term profits if long—term prqﬁts are dama,oed.. o

7. A company may be able to increase future profits .by cutting this year sd 1v§ te) :

and investing the freed-up cash in the firm. That 18 not in the shareholders DES

interest if the company earns only a very low rate of return on the extra investment.

ximize profits.

any to be profit

orate objective. Here are twoO reasons:

the long-run survival
about value and decide

So the managers cul

ng—value 1s necessary for

Maximizing—or at least maintaini
of the corporation. SUppose, for example, that 1ts managers forget

that the only goal is to Increase the market share of 1ts products. mal
mers. even when this leads to continuing losses.

prices aggressively 10 attract new custo
As losses mount, the corporation finds it more and more difficult to borrow money and
<ooner or later cannot pay existing debts. Nor can it raise new equity financing if share-
holders see that new equity investment will follow previous investments down the drain.
This firm’s managers would probably pay the price for this business malpractice.
nity for easy money. They could

For example, outside investors would see an opportu
buy the firm from its current shareholders, toss out the managers, and reemphasize
value rather than market share. The investors would profit from the increase in value

under new management.
Managers who pursue goals that destroy value often end in early retirement—

another reason that the natural financial goal of the corporation is to maximize
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market value.

The Investment Trade-Off Okay, let’s take the objective as maximizing market
value, or at least adding market value. But why do some investments increase market
value, while others reduce it? The answer is given by Figure 1.3, which sets out th
fundamenFal trade-off fqr corporate investment decisions. The’ corporation has :\
E;(;Eoose(lil 1n§estrr}ent project (tt.xe purchas.e of a real asset). Suppose it has sufficient
n hand to finance the project. The financial manager is trying to decide whether

Figxre 1.3 are arrows 2 and 4b in Figure 1.2.)
: : : .
sume that the financial manager is acting in the interests of the corporation’™

OWNETS, 1
ts stockholders. What do these stockholders want the financial manager to do
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would be happy to let the company keep the cash and invest it in the new planes,
If the planes offer only a 5% return, then the stockholders are better off with the CashI
and without the new project; in that case, the financial manager should turn dowy
the project. <l

As long as a corporation’s proposed investments offer higher rates of return thaniis
sharehol |

S
- P 2

\

ders can earn for themselves in the stock market (or in other financia]
markets), its shareholders will applaud the investments and the market value of-ithf
firm will increase. But if the company earns an inferior return, shareholders boo,

market value falls, and stockholders clamor to get their money back so that they can |

Invest on their own.

In our example, the minimu

. . m acceptable rate of return Virein’s new alrc |

15 10%. This minimum rat ' Ol N
e ¢ of return is call ity cost of

capital. It is called an Opportunity cC the /urdle rate or opportunity COSt '

nvestment opporfunities availab] Ct051 gf capital because it depends on the alternative
Corporaion invest cagh i L rg. areholders in financial markets. Wheneverd
IVest the cash op their st proj

. C
PTOJects that earn mope th
' 1an
Figure | 3 Which =

o«
Yo
f R
¥
Ry &-,‘,
e b N
- ALy

ect, i.ts shareholders lose the Opportunit)(?

lue by accepting investmeit=
P ital. Tl .;sz%'.-':i |

. : Arflle
stment projects with the Oppo™=

corporation should direct €as1= §

R
R
vl

£ b

Ik

2
'_"-;‘r_-
. -

X5
y }

Opportunity cost of
. COmMDare OI C
nity costof capyty PATEs rates of refyrp o inve

, lug
vestments thy rafes 2 genera| Pfinciple; A

“0uld make op g n i “Ompared with, ¢

b4
.

he investments that sharehold

ST
¥
.

i rgin Atlantic’s new planes. We
ad 9 we ghow 4culate and inter pret. The general = =
- YU how to apply the principle by calculaifé ==

agency problem
Managers are agents for
stockholders and are
tempted to act in their own
interests rather than
maximizing value.

agency cost

Value lost from agency
problems or from the cost
of mitigating agency
problems.

0 - . .
. . ;4[ 5 F‘
1 . 4 4 "t a4
k. « Snda gy T

T .

Chapter1 Goals and Governance of the Corporation
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Notice that the opportunity cOst of capital dependsl ((1)“ Stl;ierriSk-averse. S
investment project. Why? It's not just because shareholder

¢ rick agal they invest on their
because shareholders have to trade off risk against return when Y
own. The safest investment

s. such as U.S. government debt, offer 10';\1 rates of 1reetu$€-:
3 5 i | or example—
Investments with higher expected rates of return—the stockkmr;lg(igt A 38%Pm 2008,
iskier and sometimes deliver pain & 1(1)(5368- (;l;hli Ui;ii);le high-tech growth stocks

‘ e . are riskier still. For ex: ; > :

v example.) Other investments arc Iis . z e It 1
(f)of;‘ecrxt‘llw l]))roZpect of higher rates of return than typical stocks but are also m

¢ ical stocks. : apital
thdll\]/lta);palSgrs look to the financial markets to measure the opportunity COS; Oaf ?ta[; 5
for th fi%m;s investment projects. They can observe the opportunity cogt .0 CFpr 5
0; i vestments by looking up current interest rates on safe debt securiies. Okle thi);
isrz:vzsltments the opportunity cost of capital has to be estimated. We start to tac

task in Chapter 11.
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Self-Test

Investing $100,000 in additional raw materials, mostly palladiuT, shr\;\a ;lcl)%v;
Cryogenic Concepts to increase production and earn anoaddmona s ,m 2
next year. This payoff could cover the investment,‘plus a 12.A> return. Palla |uf

traded in commodity markets. The CFO has studied the l:ustory of re.turns rom
investments in palladium and believes that investors In t!\e precious m.eta‘:
can reasonably expect a 15% return. What is the oppm:tumty cost of cap|ta|;
Is Cryogenic’s proposed investment in palladium a good idea? Why or why not:

Agency Problems, Executive Compensation,
and Corporate Governance

Sole proprietors face no conflicts in financial management. They are both owners and
managers, reaping the rewards of good decisions and hard work and suffering when
they make bad decisions or slack off. Their personal wealth is tied to the value of their
businesses.

In most large corporations, the owners are mostly outside investors, and so the
managers may be tempted to act in their own interests rather than maximize share-
holder value. For example, they may shy away from valuable but risky investment
projects because they worry more about job security than maximizing value. They
may build empires by overaggressive investment or overconfident acquisitions of
other companies. .

The temptation for such value-destroying actions arises because the managers are
not the shareholders, but agents of the shareholders. Therefore, the actions are called

agency problems. Losses in value from agency problems—or from costs incurred to
mitigate the problems—are called agency costs. _

Agency problems sometimes lead to outrageous behavior. When Dennis

Kozlowski, the former CEO of Tyco, threw a $2 million birthday bash for his wife,
he charged half the cost to the company. Conrad Black, the former boss of Hollinger
International, used the company jet for a trip with his wife to Bora Bora. These, of
course, are extreme examples. The agency problems encountered in the ordinary
- course of business are often subtle and mundane. But agency problems do arise

whenever managers think just a little less hard about spending money that is not
their own. ' '
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Executive Compensation
The compensation packages
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The upside compensation potential for a few top managers is enormous. For exam-
ple, Larry Ellison, CEO of the business software mpen-
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- i $49 billion. No one can say for certail §
215 clear: He has 4 huge s 2{dlfferent compensation package, buton
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corporate governance
The laws, regulations,
institutions, and corporate
practices that protect
shareholders and other
investors.
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-casionally <hareholders refuse.

Most votes have endorsed compense .40 million com-

For example, in 201] ltlcwlctl-*["d%' Y When there is a “no”
pensation package for its new C[-:Q.l AT
changes the pay package to ROMSS: 1408 ation ;)ackagc is not next
their shoulders to check that their compens -

Corporate Governance e anancing to firms (hat can
inancis arkets and institutions are supposed o dir : f investors arc
Financial markets ' ancing moves from - vestors to firms only 1f 10 ‘

. act to add value. But finé didoes g , : rable. Thus
lnvfﬂ‘tt::)ddg;ld if agency problcms within firms are absent or at least Loalf e
Fl:grzgis a need for a system of corporate governance so s

” . to the laws, regulations,
: : e orate governance refers :

s at the right imes. Corp | investors.
r;%?ltufgg?ls and CO%-porate practices that protect shareholders gndko;hggwn =
l\?\;hen scan’dals happen, we Say that corporate governance has fro ed thrtcc;r e
corporations compete to deliver value to shareholders, we are com orte d P

' ! rly.
sovernance is working prope oY | i
" Good corporate governance relies in part on well-designed management COMp

tion packages. Other elements of good corporate governance include the following.

Legal Requirements Good governance requires laws and regulations that pro.tect
invgestors from self-dealing by insiders. CEOs and financial managers have a fiduciary

duty to stockholders. That is. they are required to act fai.rly.a.nd .responsil,)ly n thp
stockholders’ interests. If they don’t, they may end up 1n jail like Tyco's Dennis
Kozlowski and Hollinger's Conrad Black.

Boards of Directors The board of directors appoints top managers, including the
CEO and CFO. and must approve important financial decisiqns. For examp}e, only
the board has legal authority to approve a dividend or a public issue of securities. The
board approves compensation schemes and awards to top management. Boards uspally
delegate decision making for small and medium-size investments, but the authority to
approve large investments is almost never delegated.

The board of directors is elected by shareholders and 1s supposed to represent their
interests. Boards have been portrayed as passive supporters of top management, but

the balance has tipped toward independence. The Sarbanes-Oxley Act of 2002 (SOX)
requires that more directors be independent—that 1s, not affiliated with management.

The majority of directors are now independent. Boards must also meet in executive

sessions with the CEO not present. SOX also requires CEOs and CFOs to sign off
personally on the corporation’s accounting procedures and results.

Activist Shareholders Institutional shareholders, including pension funds, have
become more active in monitoring management and pushing for changes. CEOs have

been forced out as a result, including the CEOs of JCPenney, Procter & Gamble, Barnes
& Noble, Citigroup, Yahoo!, and Carnival. Boards outside the United States, which

have traditionally been more management-friendly, have also become more willing to
replace underperformers. The list of foreign companies with CEO departures includes

- Barclays, Carrefour, Siemens, Barrick, and Rio Tinto.

Although U.S. corporations typically have thousands of individual shareholders,
they often also have blockholders, that is, investors who own 5%, 10%, or more of

outstanding shares. The blockholders may include wealthy individuals or families—
for example, descendants of a founder. They may also include other corporations

w pension funds, or foundations.” When a 5% blockholder calls, the CFO answers. ‘

9 . . |
A large block of shares may give effective control even when there is no majority owner. For example, Larry

Ellison’s billion-plus shares give him a 25% stake in Oracle. Barri
. Barring some extreme catastro 18 ’
means that he can run the company as long as he wants to. e
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ngfnm othe! c hail outs &nag' . unwritten rules of behavior. They are rcn.‘]i()l't.(«d CLdUSL‘ : d therefore playing fair
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If CﬂOUg ',,li()ﬂ al { kﬂ’s P : to buv ur [he o 2o turt and keeping one’s word are simply g()()d business practlces. ; st
o758 wal mpany Y Up the ma ¢ 2 - 1l not renege
' comp* 1 Smeet U qother comp : gy T J"”ty rthe : arlv.aenle 2 handshake, and each side knows that the other will no g
er ThL’M”' ]S for an . then likely to find 1tself out o ()fghzlrts regularly sealed by a handshake, ¢
. oasicl” eam ¥ | ! later if things turn sour :
akeoVe "oy, the O agemen! ©3 e e o A . : Ea e , _known brand in a
sTtocL price fd“%-he old maﬂdé’;r 1] Ve tr@q BEYOND THE PAGE Reputation is particularly important in imcmcc.‘ If you .buy gv\t/e.ll lf(i[:]ancia] TR
nd 18K¢ over: ers i Chapt© . »overnance can two.l,k. unless OULSj e ; A Business culture supermarket, you can be fairly sure Ql‘ ‘what you 4f€ getting. bu _”; T
¢ discss 2 CorpOr™ = i< transparent—il investors ¢, Mveg II': ) | and unethical tions. the other party often has more information than you, and it is less easy su
uhr f forlnvestOfS mation- 4t "]] show up right away jn an gea it ! ‘\""!' - | behavior of lhé quality of what you are buying. Therefore, honest financial firms seek to build
atl informe  iems Will ¢ St N a faqp. U - it . S il e okt . air dealin
'"fom?'c, p-f‘"da[e l,., then P’Ob’,Lm " Am security analysts, bond I 'fa]hng Sttmc mhhe.com/brealey9e long-term relationships with their customers c.lr?d tq establish a ndrpe for t‘n.r dealing
et detd! pspect crutiny from : “t'ng a ial inteers aior banks and securities firms protect their reputations.
— xtra SCTUH 0OTESS . S dgep.. and financial integrity. Major banks a
bty 8 tes exIr ole eye on the progress of th gy, and Inancie g , L g :
prott '('in g genet” ho keep oo N N EC) sets ac | .elr bOrrO & § When something happens to undermine reputations, the costs can be enormous.
s nd other ndcf*-[ 4 nange CommisSIOn (S. )5 dbf?iwoummg dn( rWer& " Volk%wagch (VW) ‘4 recent case in point. VW had installed secret software that cut
hanks 80° 7 ¢ gnd EXCDEEE - ver accounting and finance j €pon | ‘ e/ ST (o | opcn .
dm;’hc US. Securti> ‘“.] mpanics: We cover ¢ 3 i Chaptergo"‘ back pollution from 1ts diesel cars, but only when ‘the.CdI'b were tested. Actual. pollu
(h(j,rds t‘(,rpuhhf“’ : L tion in regular driving was much higher—and far 1n excess of legal maximums.
y Sid 3 . - . - N | % : : z : ’ : . e
~ bt place for 2 worldwide toul of corporate SOVernance Discovery of the software scandal in 2015 caused a tidal wave of opprobrium. VW’s
Chapter ! 5™ v pr;nu ions, and practicc vary. The differenceg aI:e Ut § stock price dropped by 35%. Its CEO was fired. VW diesel vehicles piled up unsold on
» |aws, 144" : ) - . | ' . . . . ’ ‘
aware (hal g Lmo e and Japan than in Canada, the United Klngdom A Morg car dealers’ lots. Potential fines imposed by the U.S. and European governments could
| :Jmmmici continentl Eur’Pn .ountries. In Germany, for example, bankg Ofte;] Ustry. | be enormous. VW set aside $7.3 billion to cover costs and losses, but some analysts
| ‘ wnolish-speaniiz ¢ ‘ : Co . , :
!. tia. and (,mf:r[fnglh*k ;‘; a push hard fo changes in the management o St flirg] § viewed this amount as much too low. ‘ o o LR A T
| arge blocks of SO n;eg (Banks in the United States are prohibited from | SYof § Charlatans and swindlers sometimes prey on Indivi l;] | = S, .ph | t))'
| o aomnanies, (DANA: | : : ’ ‘s i u learn who's been
| poorly per forming u)mp e 1fnonﬁnaﬂ€181 corporations.) Large German +: drge or § booming markets. (It's only “when th.e tide goes out that yp 4
| permanci poldings of (e SO orv board (Aufsichtsrat) and th an firm also swimming naked.”'*) The tide went out in 2008 and a number of frauds were exposed.
. . ' o e . y"(' Lf. g _ A i ¢ . .
| have two baards of director - sup;f\l | g)ard’g members are el % managemem.- One notorious example was the Ponzi scheme run by the disgraced financier Bernard
/ hoard (Vorstand) Half of the supe “‘m : l dine emp] ected by CMmployess | Madoff (pronounced “Made-off’")."* Individuals and institutions invested around
f Some French firms also have IWO boards, one Inciuding €mployee r Epresentatiyeg. BEYOND THE PAGE $20 billion with Madoff and were told that their investments had grown to $635 billion.
/ That figure turned out to be completely fictitious. (It’s not clear what Madoff did with

lhe 9’5 eaht Albanian ] this money, but much of it was apparently paid out to early investors in the scheme to
Ao d bl g create an impression of superior investment performance.) With hindsight, the investors
should not have trusted Madoff or the financial advisers who steered money to him.

| ° mizing Value
/ m The Ethics of Maximizing 1 @

< s : e oo : : mhhe.com/brealey9e
/ ;f;:ﬁ?\'d;&“ﬁflqT::}i;ﬁI:()ltn;grngﬁi ?:) i $;l;egz:sal;eagf itxl:etllfesﬂar es. But per- : Madoff’s Ponzi scheme was (we hope) a once-in-a-lifetime event. (Ponzi schemes
e L et harrOW, selfish pop up freq}ler}tly, but fexy have approached the scope and duration of Madoft’s.)
ey ‘ . ean that the manag- | It was astonishingly unethical and illegal and was bound to end in tears. Needless to
greedy aries riding roughshod over widows and orphans? say, it was not designed to add value for investors.

;, ll'\?‘osl of this book is devoted to financial policies that increase value. None of these F

| Sf);;:f: gz?:nres (;ga}lopmg over \yid.o.ws and orphans. In most instances, there is it

| i ,een omg well (maximizing value) and doing good. The first step in doing'.'vf
& 800d by your customers, Here is how Adam Smith put the case in 1776:-""'.1' ‘
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Self-Test
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::‘I[U:cr.hbql from their regard their own interés:hsvbrewer’ or the baker, that we expect our_} Without knowing anything about the personal ethics of the owners, which
* 1heir elf-love, and never 1g1 lo lhemlof e address ourselves, not to their hUMATAEE company would you trust more to keep its word in a business deal?
Profitable f; Our own necessities b ir ¢ . ’
ir - -. ut of their advantages. . :
et dissatisfied cqu],; arg those with satisfied customers : 'g . ﬂl ; a. Harry's Hardware has been in business for 50 years. Harry’s grandchildren,
TTHE PAGE  ing profs and.amm ad 2 disgrype Workfo > flnd loyal employees; firms Wl ' now almost adults, plan to take over and operate the business. Successful
amf;gs e ot Of coue, of W stock price I rce will probably end up with decllﬂv hardware stores depend on long-term loyal customers. ,
always airnjoye (0 Chicaljggyeg g g b. Victor’s Videos just opened for business. It '
usinese Stakes are pigh |+ 5 5 it business . ’ i e O ess. It rents a storefront in a strip mall
mhhe°C°m/brealeyge seek to g o N tempy g for i S as in other walks of life. Wher{ ;i""’ ’ an as'ﬂnanced Its inventory with a bank loan. Victor has little of his own
WS can hej nly Sogt‘rs from “derlaking %frs 0 cut corners. Laws and regulaﬂoﬂsi??g money Invested in the business. Video shops usually command little
730 my . IS : . 0 customer .
m' ch, I Dusinegs as in h}(])neS[ actions. But written rulGSM.E loyalty
7 ﬁm';‘m'::]n ;’”f“"’)‘i oty Other day-to-day affairs, there ar 8,180 _
I gh cd 1776) " g Ctrea s el
Bmdzzlm\dm Villue ,megmp 1 of the Wealrh of Nations (New York: Random Houses '* The quotation is from Warren Buffett's annual letter to the shareh | |
eStocki;m Work tepg o ). Firg Lhay dre regarg ew Yor a | (R ot R e er 1o the shareholders of Berkshire Hathaway, March 2008.
IOCK | Mor h arde e ~ er Charles Ponzi, who founded an investment ¢ ' :
Beongyy.. . Fully iy S rustwg | o5 R . e ‘ . ompany in 1920 that promised
: Corp,:” 101, pg, 5 (Sep;ue lnfangibles? E tlue investops thy by their employees and that are voted 43 , = miﬁ;(s) urcllbe}levably high returns. He was soon deluged with funds from investors in New England, taking in
rite (), ’"m."JO,,rembe’ 20 5 Ployee Salisyeg and to perform better. Sea AL BADIANN “Does E | e n urclll‘;gi ;))ne1 3-h9ur period. Ponzi invested only about $30 of the money that he raised. But he used part of
"al of F:‘nancm/ pb .2.1"640; ang [ (‘}’"f‘nd Equity Prices,” Journal of Fi ind”d‘." ua ;’z of high pi(r)(t)‘:,tls and yuiactlfr mvefs (" to pay generous dividends to the original investors, thus promoting the illusion
Conomg, Guiso, p Stplenra g3 08 Zinalis “The val { - quick payofts. Within months the scheme collapsed and Ponzi started a d-year prison sentence.
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Chapter 1 Goals and Governance of the Corporation

Well over 1 million people work in the financiz}l Services i.ndustry in th? Unll]te((i) Sti}ﬁ;
and many others work as financial managers in corporations. We can't l61 'yf'nance
each one does all day, but we can give you some idea of the variety of careerz1 n tl e
The nearby box summarizes the experience pf a small s.am.ple of recept g(ria ua es;. S
We explained earlier that corporations face two principal financial ec1.510nf. |
investment decision and the financing decision. Thergfore, as a newly recruited finan-
cial analyst, you may help to analyze a major new investment .pl‘OjeCt. Orl you m{a)y
instead help to raise the money O pay for it, perhaps py negotiating a bank loan (t)]r ty
arranging to lease the plant and equipment. Other financial analy,sts work on s ort-
term finance, managing collection and investment of tbe company’s cash or checkmg
whether customers are likely to pay their bills. Financial analysts are also involved 1n

monitoring and controlling risk. For example, they may help to arrange insurance for
the firm’s plant and equipment, Or they may assist with the purchase and sale of

options, futures, and other exotic tools for managing risk. | i
Instead of working in the finance department of a corporation, you may join a
financial institution. The largest employers are banks. Banks collect deposits 'fmd
relend the cash to corporations and individuals. If you join a bank, you may start in a
branch office. where individuals and small businesses come to deposit cash or to seek
2 loan. You could also work in the head office, helping to analyze a $500 million loan

to a large corporation. .
Banks do many things in addition to lending money, and they probably provide a

areater variety of jobs than other financial institutions. For example, if you work 1n the
cash management department of a large bank, you may help companies to transfer
huge sums of money electronically as wages, taxes, and payments (o suppliers. Banks
also buy and sell foreign exchange, so you could find yourself working in front of one
of those computer screens in a foreign exchange trading room. Another glamorous
bank job is in the derivatives group, which helps companies to manage their risk by

buying and selling options, futures, and so on. This is where the mathematicians and
the computer buffs thrive.

Investment banks, such as Goldman Sachs or Morgan Stanley, help companies sell
their securities to investors. They also have large corporate finance departments that
assist firms in mergers and acquisitions. When firms issue securities or try to take over
another firm, a lot of money is at stake and the firms may need to move fast. Thus,
working for an investment bank can be a high-pressure activity with long hours. It can
also pay very well.

The insurance industry is another large employer. Much of the insurance industry is
involved in designing and selling insurance policies on people’s lives and property, but
businesses are also major customers. So, if you work for an insurance company or a
large insurance broker, you could find yourself arranging insurance on a Boeing 787 in
the United States or an oil rig in Indonesia.

Life insurance companies are major lenders to corporations and to investors in com-
mercial real estate. (Life insurance companies deploy the insurance premiums received
ffom policyholders into medium- or long-term loans; banks specialize in shorter-term
financing.) So you could end up negotiating a $50 million loan for construction of a
new shopping center or investigating the creditworthiness of a family-owned manufac-
turing company that has applied for a loan to expand production.

| Then there is the business of “managing money,” that is. deciding which compa-
nies’ shares to invest in or how to balance investment in shares with safer securities
such as the bonds (debt securities) issued by the U.S. Treasury. Take mutual funds fo;
example. A mutual fund collects money from individuals and invests in a portfoli’o of

14 3t
‘The careers are fictitious but based on the actual experiences of several of the authors’ students
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«ocks or bonds. A financial analyst 1n a mutual fund analyzes the pr ospects for thc

<ecurities and works with the investment manager to decide which should be bOllghf:
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departments. For example, you might work as a financial analyst in the investmen
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Chapter1 Goals and Governance of the Corporation Sy

ance with financial management. Chapter 2 is an overview

instituti ' i ] epts of account-
of financial markets and institutions. Chapter 3 reviews the basic concep

~ 1C i : alysis.
ing, and Chapter 4 demonstrates the techniques of.ﬁnanma] s.tdtemen;natnan)(/i A
We have said that the financial manager’s task 1s to make 1nvestm

decisions that add value for the firm’s shareholders. But that statement opens’ up a
treasure chest of follow-up questions that will occupy us from Chapter 4 onward:

value of a stream of future cash flows? A dollar that you

receive today is worth more than the promise of a dollar in 10 or 20 years’ time.

So. when measuring the effect of a new project on firm value, the financial manager

needs to recognize the timing of the cash flows. In Chapters S through 10, we show
how to calculate the present value of an investment that produces a stream of future
cash flows. We begin by calculating the present value of bonds and sto.cks and then
look at how to value the cash flows resulting from capital investment projects. Present
value is a workhorse concept of corporate finance that shows up in almost every chapter.

e How do I measure risk? In Chapters 5 through 10, we largely ignore the issue of
risk. But risky cash flows are less valuable than safe ones. In Chapters 11, 12, and

13. we look at how to measure risk and how it affects present values.

o Where does financing come from? Broadly speaking, it comes from borrowing or from
cash invested or reinvested by stockholders. But financing can get complicated when
you get down to specifics. Chapter 14 gives an overview of the sources of finance.

Chapters 15, 16, and 17 then look at how companies sell their securities to 1nvestors,
the choice between debt and equity, and the decision to pay out cash to stockholders.

« How do I ensure that the firm’s financial decisions add up to a sensible whole?
There are two parts to this question. The first is concerned with making sure that the

firm can finance its future growth strategy. This is the role of long-term planning.
The second is concerned with ensuring that the firm has a sensible plan for managing ,
and financing its short-term assets such as cash, inventories, and money due from ,?
customers. We cover long- and short-term planning in Chapters 18, 19, and 20.

o« What about some of those other responsibilities of the financial manager that you
mentioned earlier? Not all of the financial manager’s responsibilities can be
classified simply as an investment decision or a financing decision. In Chapters 21
through 24, we review four such topics. First we look at mergers and acquisitions.
Then we consider international financial management. All the financial problems
of doing business at home are present overseas, but the international financial
manager faces the additional complications created by multiple currencies,
different tax systems, and special regulations imposed by foreign institutions and
governments. Finally, we look at risk management and the specialized securities,
including futures and options, which managers can use to hedge or lay off risks.
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Tl}at’s enough material to start, but as you reflect on this chapter, you can see
certain themes emerging that you will encounter again and again throughout this book:

L. Corporate finance is about adding value.

2. The opportunity cost of capital sets the standard for investments.
3. A safe dollar is worth more than a risky one.

4. Smart investment decisions create more value than smart financing decisions.
5. Good governance matters.

Snippets of Financial History

Now let’s lighten up a little. In this book we are oo; i

dy . . going to describe how financial
decisions are made tqday. But financial markets also have an interesting history. Lolok
at the nearby box, which lays out bits of this history, starting in prehistoric times when

the growth of bacteria anticipated the mathematics of compound interest

ing nearly to the present. We have keyed each of
book that discusses its topic.
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{7th century Joint Stock Corporations Althoug" investors
have for a long time combined together as joint OWNers

of an enterprise, the mogem corporation
ber of stockholders originated with the formation in England
of trading firms like the East India Company (est 1599).
(Chapter 15)

{7th century Money America has been in the forefront in the

development of new types of money. Early settlers often
used a shell known as wampum. For example, Peter

Stuyvesant raised a loan in
wampum, and in Massachu- 1972 Financi
: inancial Futures Financial f
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with @ large num- 19

dollars. In the 1960s, U.S. taxes and regulation made f
much cheaper to DOITOW and lend dollars in Europe ‘
the United States, and a huge market in eurodollars

(Chapter 14) P
71 Corporate Bankruptcies Every generation of investorcl
i« shocked and surprised by a major corporate bankruhtf{: .

n 1971 the Penn Central Railroad, a pillar of American
industry, suddenly collapsed. At that time, it was the la
est corporate bankruptcy in history. In 2008, the inv""'"
ment bank Lehman Brothers smashed Penn Centrs s
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record. (Chapter 16)
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1999 The Euro Larg

SUMMARY

What are the two major
decisions made by financial

managers? (LOI-1)

What does “real asset™
mean? (LOI-2)
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ntries. This IS not the first tm

have agreed oOn a common curr

jum, switzerland, and Italy came
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(EMU) hop€ that the euro will be a longer-
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i to have weathered

this in early 2016, the euro appears :
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debt default. (Chapter 23)
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n Debt By 2010 the Greek govern-
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eurozone governments and the International Monetary

Fund (IMF) rushed to Greece’s aid. but their assistance
was insufficient, and in 2011 the Greek government
defaulted on $100 billion of debt. It was the largest-ever
sovereign default. Investors nervously eyed other highly

e corporations do business in many indebted eurozone countries. (Chapter 2)

currencies. In 1999 a new currency came into existence
when 11 European countries adopted the euro in place of
their separate currencies. They have since been joined by
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* The American sycamore, Planatus occidentalis.

I;anz;;lic(':il mgné;)er;lenft. can be broken down into (1) the investment or capital budgeting
an the financing decision. The firm has to decide (1) '

. . | . which real

invest in and (2) how to raise the funds necessary to pay for those investments S

i:li C:zse;sh include all assgts used in the production or sale of the firms’ products or
% trade.m Ey cfan be tangible (plant and equipment, for example) or intangible (patents
arks, for example). In contrast, financial assets (such as stocks or bon;c)ls) ar

¢

claims on the income generated by real assets.

What are the advantages
and disadvantages of
forming a corporation?

(LOI-3)

Corporations are distinct

: , permanent legal entities. Th ;

shi d ; : Cy allow for separa

5 g;::erz;;m;l{ and they can continue operating without disruption evin atéot:: et

p changes. They provide limited liability to their owners. On th a&agc:\c‘
. € olncr nan

2




, o 1 440 e ! $os !:1’({ ' " : "u'ﬁ”:. ok
‘ ' . o TR p ~-'/i’?*"t‘-""‘i%q-*' ""‘}"'g'fa‘b 'i;a"':,:,“. gty O g i LB 55 i o a7 A
. . {2 ";: | t,}:’:z’:” :E,.‘”'s,u i g s i"ii%iﬁ‘fi‘ h i "‘ 4 "*: i ﬁ“i% )"f'}‘.‘f" , ..'“;;:1" : ,4) N
- ; Lo - . W FeGvlaiat £é-§a‘3a¥i§1r.ﬁ£z.§;£{3.‘1,-;-11sz";!a '} ffﬁr}u@duﬁ; *; ] Dolagdin L AL M N S B
4 'in i . . ) T 8‘.
!”"odu‘ o 4 s‘ll)’~ Also, Ol L auong dre Stk &= Chapter1 Goals and Governance of the Corporation 27 i
rt One ’ ‘s ¢ (\ 3 Ub | T
ps ninery b rits and the sharcholde Jegy .
vl na‘h )n' lhcil‘ pf(’ I fit [S dle t
26 ation ® l ;‘1\ axe> (h ;ip shares e P axed '
> o " C . : . 2o & L - - 1T 22217}
naging the Utrj:t'ﬂ””c mti\ nds OF sell : invcs‘tmcn( decisions but S ' 4, Real versus Financial Assets. Which of the following are real assets, and which are financial”
L , Jiviee™ Lpree 1N HIVES | N .
dJouble = hey 16 3 some 0CE™ rer controller, and CFO, The ¢ : Moy, )
. when UK AV ‘ ¢ ORSUL VRS o o L elati T reas : a. A share of stock
again re 1NV e, th 4 maintaining relationshipg . Sl |
nageB® for exal! gpital an s responsibl Ith . ™ b. A personal IOU
AlmoOS! all T/ ,‘n tmﬂ”""’ or ralSINE .L‘.C\. The contl‘ﬂner = lll f‘ l ) ¢ for prep . o C. A trademark
: e ! . c \. . 4 v wd ‘
“rhOlli ,m,,,mg(rs in T most diree ha h”m the | «lgiﬂg hlldg‘ o s ,‘nvol\’cd in financial p()licyn]ak, m(}er ¢. Undeveloped land
i am,n LO]4) nd investo® l “m\ and m‘m‘,‘w Jmﬂm”crﬂﬂ‘ ' lngand .' f. The balance in the firm’s checking account
COrPOrRsErs ‘ aancidl st.'g!"nﬂ; gsures and 1 g. An experienced and hardworking sales force
i s fred - } :
Versees both 7 | goal of the firm. Shareholders can : h. A bank loan agreement
‘ anning =~anclal &Y : | I : ; | - e S
or I‘“mu P“nn ( mmm' “"‘"u'\ wish medCd that (hey have ace lnves". 5 Real and Financial Assets. Read the following passage and {it each of the following terms 1nto
i { ‘ ‘ wy! A, . ’ - ] - o : & . g N s & . 1
- m,,um'/“““” IS o “,‘,3]”1 as thel Css by the most appropriate space: financing, real. bonds, investment, executive airplanes, financial,
ke sense for Valut me the incit J\l rkel capital budgeting, brand names. ( LOI-2)
o | ake sciv onsume = ] | s rach t o rhe : \ .
Why dﬂl;" L ':'" maximize = ;(, inctioning financid (s or can return the cash to Sh‘“ChOlderS, Who . Companies usually buy assets. These include both tangible assets such as and
| mrpﬂrﬂ:d ‘:r' wealth? ( 101-5) wel o jnvest in real ;N mam’mldcm can earn for themselveg 1S Ca“edcan : intangible assets such as . To pay for these assets, they sell assets such as
j shareho ' Companics either ‘ o THe return 'h“ ~reate value for shareholders When(‘.‘,Ver th the The decision about which assets to buy is usually termed the or decision. The
| What is the fundaments nvest it 107 e jtal. Comp Bgrcs ortunity cost of capital 2 Cap decision about how to raise the money is usually termed the decision.
| i Investment o anity cost of AP -ents than the OPP¢ ' . e e
| g /!"i ) opport?’ turn ON their investh lead e 6. Corporations. Choose in each case the type of company that best fits the description. (LO1-3)
decisions? (L egrn & higher I nagers and stockholders Cd?.. ea 't(l) agency problems a. The business is owned by a small group of investors. (private corporation | public
e} TG by financial ¢ Jrga
Conflicts of interes o oblems are kept 10 Cheek. y , ontrois by We]). corporation) | . 5 o
| How do curporalinm ! goenc) cOStS. Agenc) P +« for managers, and by effective corporate govemanCe 4 b. The business does not pay income tax. (private corporation | partnemhq?)
| ensure that managers s aLd ympensation pack:l? . ; ' c. The business has limited liability. (sole proprietorship | public corporation)
‘ '- ‘ Aacroned Ct i : . ; . - ;
./ the interest of stockholders? designed ¢ e stock price; they want th d. The business is owned by its shareholders. (partnership / public corporation)
| . 8 | Sl _ C S O ’ e 2 0 o . ’
| (LOI-0) s want the maximum po> B LAt .max"n“m~s 7. Corporations. What do we mean when we say that corporate income 1s subject to double
| imization Shareholders do 1 4 be no conflict hetween value maximization and ethicg behay. P
| Is value maximx . o But there neel ‘ ducts and servi :
| : Jonest price. $ AIne starts with products and services th i | , S
/ ethical? (LO1-7) 'hr Thc{) curest route 10 maximuim value S emp|0Yeos ian d other siik hat Satlsfy.: 8. Corporations. Which of the following statements always apply to corporations? (LO-3)
107, : : . g | noa \ i
yood reputation with customer ’ €holderg is Unlimited liabilit
| customers. A good rep . titiry and value a. Unlimited liability
| important for the firm's long-Tun Pmﬂw" 1y i b. Limited life
/ c. Ownership can be transferred without affecting operations
j | | - d. Managers can be fired with no effect on ownership
| 9. Corporations. What is limited liability, and who benefits from it? (LO1-3)
O U E ST, O N S A N D PRO B LE M S " | 10. Corporations. Which of the following are correct descriptions of large corporations? (LO1-3)
Sk a. Managers no longer have the incentive to act in their own interests.
i heck Choose the term within the parentheses that best matches ea 5 ez : e
e Connect' l \tnabular} (befk- C h{"g}‘/ i P ch of lhe b. The corporation survives even if managers are dismissed.
following descriptions. (LOI-1-LUI- . o | 1 ¢. Shareholders can sell their holdings without disrupting the business.
a. Expenditure on research and development (financing decision / investment decision) d. Corporations, unlike sole proprietorships, do not pay tax; instead, shareholders are taxed on
b. A bank loan (real asset / financial asset) T any dividends they receive.
c. Listed on a stock exchange (closely held corporation / public corporati ; 0% e, ;
d. Has limited liabili (pmf” (r b / p / ¢ corporation) 11. Corporations. Is limited liability always an advantage for a corporation and its shareholders?
. | : : ) .‘. a - ‘ 5 . . - . ey . . N .
i ')’ . "{ corporation) e (Hint: Could limited liability reduce a corporation’s access to financing?) (LO1-3)
;. esponsible for bank relationships (the treasurer / the controller) e 12. Financial M Which of the foll
. Agency cos ost resultir e s : L. 1al Managers. iIch of the Wi S '
/ i.am y cost (the cost resulting from conflicts of interest between managers and shareholders treasurer than thegcomrolle ? (LOI-4) et ok IROTS. ACOIRIEN G St i
ihe amount charged by g ¢ : . ’ e SUIT - I -
ount charged by a company s agents such as the auditors and lawyers) & - ‘ : : '
2. Finsncial Decisions Wi it i) . o a. Monitors capital expenditures to make sure that they are not misappropriated
' ; > 20 “ O . 3 . Ay - . . ,
decisions? (L0 OWIng are investment decisions, and which are fnnancmx._ b. Responsible for investing the firm’s spare cash
o, Should o moct o C. Responsi‘ble for arranging any issue of common stock
T i o [m;e;nobry ahead of the holiday season? 1 d. Responsible for the company’s tax affairs
’ | iny ) - - | - LTS LU
’/ ¢. Should we g evelop 8 pey SOleare) - entory’ I3. Financial Managers. Explain the differences between the CFO's responsibilities and the
,s | dCK ¢ s - ’ ‘Y Aus e
/ d. With 2 pew — Package to Mmanage our inventory? treasurer s and controller’s responsibilities. (LO1-4)
f Bifdli warehane | ry managcmem Svste ' =~ | . . . . )
!,/ . Wi 5] arehouge. ystem, 1t may be possible to sell off e 14.  Goals of the Firm. Give an example of an action that might increase short-run profits but at the
' c Sa\' . A Y-

R |
) e
i RT3 s

| iﬂgs We ma same time reduce stock price and the market value of 5
our divideng ke from oyy New inve P the firm. (LOI-5)

ntory system, it may be possible to Incres

15. Cost of Capital. Why do financial managers refer to the opportunity cost of capital?
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it 0 use the Savings (o repa v - How would you find the opportunity cost of capital for a safe investment? (LOI-5)
1al Decisigps, What is Y Some of our long-term debt. i

SUCture egigions o1} ¢ difference betwe

',f .‘ s} » ; . - % e - ‘<
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y|  Goals of the Firm. We can imagine the financial manager doing several things on behalf 0flhe4
firm's stockholders. For example, the manager might do the following: e

I
o Make shareholders as wealthy as possible by investing 1n real assets.

-
"

>

o |
-

e
o 1%
P> |
.

b. Modify the firm's investment plan to help shareholders achieve a particular time pattern ofl
’ y : i ii:‘:"l';
| consumption. .. %‘r
/ ¢. Choose high- or low-risk assets to match shareholders’ risk preferences. g

d. Help balance shareholders’ checkbooks.

However, in well-functioning capital markets, shareholders will vote for only one of these goal&
Which one wil they choose? (LO]-5) |

Q % an average-risk investment project that offersa
This is less than the company’s normal rate of return, but one of Quince’sf;
he company cap easily borrow the required investment at 7%. ‘IS
at 7%, then our cost of capital must be 7%
espond? (L) 5) : apital, so let’s move ahead.” How would YO“’.TE%
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ital | is case? Is the
' ' ‘ ital in this case?’ 1¢
reasonable forecast for the future. What 1s the opportunity cost of cap

. - ()
A W [ apital investment:
purchase of additional sequesters a worthwhile capital

; - imize shareholder
Goals of the Firm. It is sometimes suggcstcdﬂthat instead ofkseel;;lfi;?i;nea:;‘;“welfare St
value and, in the process, pursuing profit, the firm should seek (o unity in which it operates.
stakeholders, such as its employees, 1ts CUSLOMCTS, ar.ld .tl?e col:nmh ]dyer ey e
How far would this objective conflict with one of maximizing shareho
such an objective is feasible or desirable? (LOI-5) | e
Agency Issues. Many firms have devised defenses that make 1t m.uct; motrs cgitmy,s e
other firms to take them over. How might such takeover defen‘se‘s affect leSS e o
lems? Are managers of firms with formidable takeover defenses more or 1€

firm’s interest rather than their own? (LO1-6) :
Agency Issues. Sometimes lawyers work on a“contingency basi§. The)./ collectfi rp:al:icse;l;';lag:g(;-
their clients’ settlements instead of receiving fixed fees. Why mlgbt chentls gre

ment? Would the arrangement mitigate an agency problem? Explain. (LO1-6)

Agency Issues. One of the “Finance through the Ages” epispdes that we cited 1s the 1393

cogllapse of Barings Bank, when one of its traders lost $1.3 billion. Traders are compensate n

large part according to their trading profits. How might this practice have contributed to an
o

agency problem? (LO1-6)

Agency Issues. When a company’s stock is widely held, it may not pay an individual share-
holder to spend time monitoring managers’ performance and trying to replace poor perf(?rmers.
Explain why. Do you think that a bank that has made a large loan to the company is in a different

position? (LO1-6) |
Agency Issues. Company A pays its managers a fixed salary. Company B ties compensation to

the performance of the stock. Which company’s compensation package would most effectively
mitigate conflicts of interest between managers and shareholders? (LO1-6)

Corporate Governance. How do clear and comprehensive financial reports promote effective
corporate governance? (LOI-6)

Corporate Governance. Some commentators have claimed that the U.S. system of corporate
governance 1s “broken” and needs thorough reform. What do you think? Do you see systematic
failures in corporate governance or just a few “bad apples”? (LOI-6)

Agency Issues. Which of the following forms of compensation is most likely to align the inter-
ests of managers and shareholders? (LO1-6)

a. A fixed salary
b. A salary linked to company profits
C. A salary that is paid partly in the form of the company’s shares

Agency Costs. What are agency costs? List some wa

ys by which agency costs are mitigated.
(LOI-6)

Reputation. As you drive down a deserted highway, you are overcome with a sudden desire for
a hamburger. Fortunately, Just ahead are two hamburger outlets: one is owned by a national

brand, and the other appears to be owned by “Joe.” Which outlet has the greater incentive to
S€rve you cat meat? Why? (LOI-7)

Ethics. In some countries, such as J apan and Germany,
tionships with one bank and rely on that bank for a large
States, companies are more likely to shop around for th
1s more or less likely to éncourage ethical behavior on t

corporations develop close long-term rela-
part of their financing needs. In the United
e best deal. Do you think that this practice
he part of the corporation? (LO] -7)

Ethics. Look at some of the

= practices described in the Fin
in finance. What, if any,

. ance in Practice box on ethic disputes
do you believe are the ethical 1SS

ues involved? (LOI1-7)
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da tlzlein ¢ nancial institutions. The controlj;
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. for that matter, in other securities,

Beca

d return is less than the 15% expected

. tent_risk nvestments.

and shareholders have different objectives. Manages

\sency problems arise when managers rs may be unduly i
AZCIL) 5

ive 1 . Manage
may empire-build with EXCEsSIVE investment and growt.h.t :
averse, or they may try 1o take excessive salaries or perquisies.

| . : | 'q. The Storc has beet
Harry’s has a far bigger stake in the reputation of 1tS business than VlCt(l)]Y: R loyalty.
n business for a long time. The owners have spent years gstabhs Ing gt~ .
In contrast, Victor's has just been established. The owner has little of hus © |

: . e the bus'mess | ‘-i
i the firm, and 5o has little to lose if the business fails. In addition, the nature of

results in little customer loyalty. Harry’s is probably more reliable.

.

'Y

»
Y

)
7
{
$
£
3
B
3

»~ . ¥ t _‘ o E J'\ -. ‘ . & » »
', L W P S Py . Rl A AR
N N Al 4 L | DS N X BT s e ‘_‘...:f il N
- e A X X ¥ - /-Mw,-f —
- & ';~ P — ).';I\.. .
AL o




