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Study Aids with a Practical Focus
To be successful, students need to master the core 

concepts and learn to identify and solve problems 

that today’s practitioners face.

• The Valuation Principle is presented as the 

foundation of all financial decision making: The 

central idea is that a firm should take projects or 

make investments that increase the value of the 

firm. The tools of finance determine the impact 

of a project or investment on the firm’s value by 

comparing the costs and benefits in equivalent 

terms. The Valuation Principle is first introduced 

in Chapter 3, revisited in the part openers, and 

integrated throughout the text.

• Guided Problem Solutions (GPS) are Examples 

that accompany every important concept using 

a consistent problem-solving methodology that 

breaks the solution process into three steps: 

Plan, Execute, and Evaluate. This approach aids 

student comprehension, enhances their ability 

to model the solution process when tackling 

problems on their own, and demonstrates the 

importance of interpreting the mathematical 

solution.

• Personal Finance GPS Examples showcase the 

use of financial analysis in everyday life by set-

ting problems in scenarios, such as purchasing a 

new car or house and saving for retirement.

• Common Mistake boxes alert students to 

frequently made mistakes stemming from misun-

derstanding of core concepts and calculations—

in the classroom and in the field.

Bridging Theory 

and Practice

PROBLEM

Ellen is 35 years old and she has decided it is time to plan seriously for her retirement. At the end of each 

year until she is 65, she will save $10,000 in a retirement account. If the account earns 10% per year, how 

much will Ellen have in her account at age 65?

SOLUTION

PLAN
As always, we begin with a timeline. In this case, it is helpful to keep track of both the dates and Ellen’s age:

Ellen’s savings plan looks like an annuity of $10,000 per year for 30 years. (Hint : It is easy to become 

confused when you just look at age, rather than at both dates and age. A common error is to think there 

are only 65 - 36 = 29 payments. Writing down both dates and age avoids this problem.)

To determine the amount Ellen will have in her account at age 65, we’ll need to compute the future 

value of this annuity.

EXECUTE

 FV = $10,000 *
1

0.10
11.1030

- 12

 = $10,000 * 164.49

 = $1.645 million at age 65

Using a financial calculator or Excel:

EVALUATE
By investing $10,000 per year for 30 years (a total of $300,000) and earning interest on those  investments, 

the compounding will allow Ellen to retire with $1.645 million.

PERSONAL FINANCE

EXAMPLE 4.5

Retirement Savings 

Plan Annuity

0 1

+10,000

2

+10,000

30

35 36 37 65

+10,000

. . .

N I/Y PV PMT FV

30 10 0 210,000

1,644,940

Given:

Solve for:

Excel Formula: 5FV(RATE,NPER, PMT, PV)5FV(0.10,30,210000,0)

PROBLEM

Suppose you expect Longs Drug Stores to pay an annual dividend of $0.56 per share in the coming year 

and to trade for $45.50 per share at the end of the year. If investments with equivalent risk to Longs’ stock 

have an expected return of 6.80%, what is the most you would pay today for Longs’ stock? What dividend 

yield and capital gain rate would you expect at this price?

SOLUTION

PLAN
We can use Eq. 7.1 to solve for the beginning price we would pay now 1P02  given our expectations about 

dividends 1Div1 = $0.562  and future price 1P1 = $45.502  and the return we need to expect to earn to be 

willing to invest 1 rE = 0.0682 . We can then use Eq. 7.2 to calculate the dividend yield and capital gain rate.

EXECUTE
Using Eq. 7.1, we have

P0 =

Div1 + P1

1 + rE

=

$0.56 + $45.50

1.0680
= $43.13

Referring to Eq. 7.2, we see that at this price, Longs’ dividend yield is Div1/P0 = 0.56/43.13 = 1.30%. 

The expected capital gain is $45.50 - $43.13 = $2.37 per share, for a capital gain rate of 

2.37/43.13 = 5.50%.

EVALUATE
At a price of $43.13, Longs’ expected total return is 1.30% + 5.50% = 6.80%, which is equal to its 

equity cost of capital (the return being paid by investments with equivalent risk to Longs’). This amount is 

the most we would be willing to pay for Longs’ stock. If we paid more, our expected return would be less 

than 6.8% and we would rather invest elsewhere.

EXAMPLE 7.1

Stock Prices and 

Returns

Summing Cash Flows Across Time

Once you understand the time value of money, our first rule may seem straightforward. However, 

it is very common, especially for those who have not studied finance, to violate this rule, simply 

treating all cash flows as comparable regardless of when they are received. One example is in 

sports contracts. In 2019, Mike Trout signed a contract extension with the Los Angeles Angels 

that was repeatedly referred to as a “$430 million” contract. The $430 million comes from simply 

adding up all the payments Trout would receive over the 12 years of the contract—treating dollars 

received in 12 years the same as dollars received today. The same thing occurred when Lionel 

Messi signed a contract extension with FC Barcelona in 2017, giving him a “$320 million” contract 

through 2021, and in 2011 when Albert Pujols agreed to a “240 million” ten-year contract with the 

Los Angeles Angels.

COMMON MISTAKE
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Global Financial Crisis boxes reflect the reality 

of the recent financial crisis and sovereign debt 

crisis, noting lessons learned. Boxes interspersed 

through the book illustrate and analyze key 

details.

Practitioner Interviews from notable  

professionals featured in many chapters  

highlight leaders in the field and address  

the effects of the financial crisis.

General Interest boxes highlight timely material 

from current financial events that shed light on 

business problems and real company practices.

2008–2009: A Very Cold IPO Market

The drop in IPO issues during the 2008 fi-

nancial crisis was both global and dramatic. 

The bar graph shows the total worldwide dol-

lar volume of IPO proceeds in billions of dollars (blue bars) and 

number of deals (red line) by quarter, from the last quarter of 

2006 to the first quarter of 2009. Comparing the fourth quarter 

of 2007 (a record quarter for IPO issues) to the fourth quarter of 

2008, dollar volume dropped a stunning 97% from $102 billion 

to just $3 billion. Things got even worse in the first quarter of 

GLOBAL 

FINANCIAL 

CRISIS

2009 with just $1.4 billion raised. The market for IPOs essentially 

dried up altogether.

During the 2008 financial crisis, IPO markets were not the only 

equity issue markets that saw a collapse in volume. Markets for 

seasoned equity offerings and leveraged buyouts also collapsed. 

The extreme market uncertainty at the time created a “flight to 

quality.” Investors, wary of taking risk, sought to move their capital 

into risk-free investments like U.S. Treasury securities. The result 

was a crash in existing equity prices and a greatly reduced supply 

of new capital to risky asset classes.
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Source: Shifting Landscape—Are You Ready? Global IPO Trends report 2009, Ernst & Young.

DR. JANET YELLEN

Dr. Janet L. Yellen served as the Chair of the 

Board of Governors of the Federal Reserve System from 2014 to 

2018, and as Vice Chair from 2010 to 2014. Previously she was 

President and Chief Executive Officer of the Federal Reserve Bank 

of San Francisco; Chair of the White House Council of Economic 

Advisers under President Bill Clinton; and business professor at 

the University of California, Berkeley, Haas School of Business. She 

is currently Distinguished Fellow in Residence—Economic Stud-

ies, at The Brookings Institution’s Hutchins Center on Fiscal and 

Monetary Policy.

QUESTION: What are the main policy instruments used by central 

banks to control the economy, and how did they change as a 

result of the financial crisis?

ANSWER: Before the financial crisis, short-term interest rates were the 

main tool of monetary policy. The Federal Reserve (The Fed) controlled 

these rates by adjusting the quantity of bank reserves (cash in the 

banking system) it made available. By purchasing or selling Treasury 

securities the Federal Reserve raised or lowered the available quantity 

of reserves and thereby controlled short-term interest rates.

In the aftermath of the crisis, short-term interest rates remain a 

prime tool of monetary policy, but they are now set in a different 

way and the quantity of reserves is an order-of-magnitude larger—

peaking at around $2.5 trillion compared to about $25 billion precrisis. 

At the height of the financial crisis (December 2008), the Fed set 

the interest rate on reserves at 25 basis points, bringing the general 

level of safe short-term rates down to near zero (its so-called “effec-

tive lower bound”), where it remained for seven years. It also began 

buying long-term Treasury bonds and agency mortgage-backed 

securities—“unconventional” policies that lowered longer-term inter-

est rates once short rates had reached the effective lower bound. In 

addition, the Federal Reserve began providing more detailed forward 

guidance about the likely path of short-term rates. These “unconven-

tional” policies were intended to lower longer-term interest rates once 

short rates had reached the effective lower bound.

QUESTION: What challenges does the Fed face in the aftermath 

of the financial crisis?

ANSWER: The Fed faces the challenge of raising interest rates 

and shrinking the quantity of reserves at an appropriate pace as 

the economy recovers and no longer needs the level of stimu-

lus required post-crisis. The danger of raising rates too slowly 

is the risk of the economy overheating and inflation significantly 

overshooting the Fed’s 2% 

target level; raising rates 

too quickly, on the other 

hand, could stall economic 

growth. As of March 2018, 

the Fed had raised rates 

six times, bringing the 

fed funds rate to almost 

1.75%. It also began a 

gradual process of shrink-

ing its massive balance 

sheet by diminishing its 

reinvestments of principal.

QUESTION: In the last 10 years we have witnessed a period of 

very low interest rates. Is this a new norm, or do you think 

rates will eventually rise to their historic averages?

ANSWER: The evidence suggests, and I concur, that low interest 

rates may be the “new norm” in developed countries. Short-term 

interest rates appeared to be falling in the United States and other 

developed countries even before the financial crisis. Estimates now 

place the “neutral rate”—the rate consistent with stable growth 

and low inflation—at a bit under 1% in real terms. Two key factors 

that influence the level of neutral rates are productivity growth and 

demographics. Productivity growth in most developed countries 

has been slow relative to the postwar period; at the same time, 

populations are aging and labor force growth has slowed. These 

factors tend to boost a society’s saving rate and reduce investment 

spending, pushing the level of neutral rates down.

QUESTION: How will the recent tax cuts affect future Fed policy?

ANSWER: Monetary policy is designed to achieve the Fed’s Congres -

sionally mandated goals of maximum or “full” employment and 2% 

inflation. This means that all factors that affect these dimensions of 

economic performance will influence Fed policy. Tax cuts serve to 

boost domestic demand—both consumer and investment spend-

ing. Higher investment spending, over time, boosts the economy’s 

capital stock and its potential output to some extent. Moreover, 

lower marginal tax rates may boost labor supply. Over the next few 

years, the demand impact of the spending increases and tax cuts 

seems likely to dominate any supply effects. With the economy 

near full employment, the Fed may need to raise interest rates a 

bit faster as a consequence.

INTERVIEW 

WITH

The Credit Crisis and Bond Yields

The financial crisis that engulfed the world’s economies in 2008 

originated as a credit crisis that first emerged in August 2007. At 

that time, problems in the mortgage market had led to the bank-

ruptcy of several large mortgage lenders. The default of these firms, 

and the downgrading of many of the bonds backed by mortgages 

these firms had made, caused many investors to reassess the risk 

of other bonds in their portfolios. As perceptions of risk increased, 

and investors attempted to move into safer U.S. Treasury securi-

ties, the prices of corporate bonds fell and so their credit spreads 

6.rose relative to Treasuries, as shown in Figure 7. Panel (a) shows 

the yield spreads for long-term corporate bonds, where we can 

see that spreads of even the highest-rated Aaa bonds increased 

dramatically, from a typical level of 0.5% to over 2% by the fall 

of 2008. Panel (b) shows a similar pattern for the rate banks had 

to pay on short-term loans compared to the yields of short-term 

Treasury bills. This increase in borrowing costs made it more costly 

for firms to raise the capital needed for new investment, slowing 

economic growth. The decline in these spreads in early 2009 was 

viewed by many as an important first step in mitigating the ongoing 

impact of the financial crisis on the rest of the economy.

Applications That 

Reflect Real Practice
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Teaching Every 

Student to Think Finance

Simplified Presentation  

of Mathematics
Because one of the hardest parts of learning finance 

for non-majors is mastering the jargon, math, and 

non-standardized notation, Fundamentals of Corpo-

rate Finance systematically uses:

• Notation Boxes. Each chapter begins with a 

Notation box that defines the variables and the 

acronyms used in the chapter and serves as a 

“legend” for students’ reference.

• Numbered and Labeled Equations. The first 

time a full equation is given in notation form it is 

numbered. Key equations are titled and revisited 

in the summary and in end papers.

• Timelines. Introduced in Chapter 3, timelines are 

emphasized as the important first step in solving 

every problem that involves cash flows over time.

• Financial Calculator instructions, including a 

box in Chapter 4 on solving for future and present 

values, and appendices to Chapters 4, 6, and 15 

with keystrokes for HP-10bII+ and TI BAII Plus 

calculators, highlight this problem-solving tool.

• Spreadsheet Tables. Select tables are available 

as Excel® files, enabling students to change inputs 

and manipulate the underlying calculations.

• Using Excel boxes describe Excel techniques 

and include screenshots to serve as a guide for 

students using this technology.

TABLE 18.18

Pro Forma Statement 

of Cash Flows for KMS, 

2019–2024

2019 2020

 

    8,769 

    7,444 

 

   22,561 

   22,696 

    2,157 

   13,112 

  225,000 

— 

  225,000 

   20,000 

   25,955 

14,045 

    

    2,157 

2021

 

    10,162 

    7,499 

 

   22,827 

   22,976 

    2,381 

   14,239 

   28,000 

— 

   28,000 

— 

   23,858 

23,858 

   

    2,381 

2022

 

    12,854 

      7,549 

 

     23,144 

     23,309 

      2,647 

    16,598 

     28,000 

— 

     28,000 

— 

    25,951 

25,951 

      

      2,647 

2023

 

    15,852 

     7,594 

 

    23,491 

    23,675 

     2,940 

    19,221 

    28,000 

— 

    28,000 

— 

    28,280 

28,280 

    

     2,940 

2024

 

    19,184 

      7,635 

 

     23,872 

     24,076 

      3,261 

    22,132 

     28,000 

— 

     28,000 

— 

     210,871 

210,871 

      

      3,261 

Year

Statement of Cash Flows ($000s)

Net Income

Depreciation

Changes in Working Capital

Accounts Receivable

Inventory

Accounts Payable

Cash from Operating Activities

Capital Expenditures

Other Investment

Cash from Investing Activities

Net Borrowing

Dividends

Cash from Financing Activities

Change in Cash (9 1 12 1 15)

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

USING EXCEL Capital budgeting forecasts and analysis are most easily performed in a spreadsheet program. Here, we 

highlight a few best practices when developing your own capital budgets.

Create a Project Dashboard

All capital budgeting analyses begin with a set of assumptions regarding future revenues and costs associ-

ated with the investment. Centralize these assumptions within your spreadsheet in a project dashboard so 

they are easy to locate, review, and potentially modify. Here, we show an example for the HomeNet project.

Capital Budgeting 

Using a Spreadsheet 

Program

Using a Financial Calculator: Solving for Present and Future Values of Cash Flow Streams

3, 

both financial calculators and spreadsheets have these formulas preprogrammed to quicken the process. In this box, we focus on financial 

calculators, but spreadsheets such as Excel have very similar shortcut functions.

Financial calculators have a set of functions that perform the calculations that finance professionals do most often. These functions 

are all based on the following timeline, which among other things can handle most types of loans:

There are a total of five variables: number of periods (N or NPER ), present value (PV  ), cash flow or “payment” (PMT  ), future value (FV  ), 

and the interest rate, denoted I / Y. Each function takes four of these variables as inputs and returns the value of the fifth one that ensures 

that the sum of the present value of the cash flows is zero.

By setting the recurring payments equal to 0, you could compute present and future values of single cash flows such as we have done 

above using Eqs. 4.2 and 4.1. In the examples shown in Sections 4.2 through 4.4, we will calculate cash flows using the PMT  button. The 

best way to learn to use a financial calculator is by practicing. We present one example below. We will also show the calculator  buttons 

contains step-by-step instructions for using the two most popular financial calculators.

Example

Suppose you plan to invest $20,000 in an account paying 8% interest. You will invest an additional $1000 at the end of each year for 

To compute the solution, we enter the four variables we know, N = 15, I/Y = 8, PV = -20,000, PMT = -$1000, and solve for the one 

we want to determine: FV. Specifically, for the HP-10bII+ or TI BAII Plus calculators:

1. Enter 15 and press the N  button.

2. Enter 8 and press the I/Y  button ( I/YR  for the HP calculator).

3. Enter -20,000 and press the PV  button.

4. Enter -$1000 and press the PMT  button.

5. Press the FV  button (for the Texas Instruments calculator, press CPT  and then FV  ).

N I/Y PV PMT FV

15 8 220,000 21000

90,595.50

Given:

Solve for:

Excel Formula: 5FV(0.08,15,21000,220000)

0

PV 5 2+20,000

1

PMT 5 2+1000

2

2+1000

NPER 5 15

FV 5 ?

. . .

The calculator then shows a future value of $90,595.50.

Note that we entered PV  and PMT as negative numbers (the amounts we are putting into the bank), and FV  is shown as a positive 

number (the amount we can take out of the bank). It is important to use signs correctly to indicate the direction in which the money is flow-

ing when using the calculator functions. You will see more examples of getting the sign of the cash flows correct throughout the chapter.

Excel has the same functions, but it calls “N,” “NPER” and “I / Y,” “RATE.” Also, it is important to note that you enter an interest 

0

PV

1

PMT

2

PMT

NPER

PMT 1 FV

. . .

notation C cash flow

Cn cash flow at date n

FV  future value

FVn future value on date n

g growth rate

N  date of the last cash flow in 

P initial principal or deposit, or 

 equivalent present value

PV  present value

r interest rate or rate of return
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KEY POINTS AND EQUATIONS KEY TERMS

4.1 Valuing a Stream of Cash Flows

• The present value of a cash flow stream is:

 PV = C0 +

C1

11 +  r2
+

C2

11 +  r2 2
+ g +

CN

11 +  r2 N
 (4.3)

stream of cash flows, p. 94

4.2 Perpetuities

• A perpetuity is a stream of equal cash flows C

The present value of a perpetuity is:

     PV 1C  in Perp etuity 2 =  
C

r
 (4.4)

consol, p. 98

perpetuity, p. 98

4.3 Annuities

• An annuity is a stream of equal cash flows C paid every period for N 

periods. The present value of an annuity is:

                     C *
1

r
¢1 -

1

11  +  r2 N
≤ (4.5)

• The future value of an annuity at the end of the annuity is:

                    C *
1

r
¢ 11 +  r2 N - 1 ≤ (4.6)

annuity, p. 101

DATA CASE

This is your second interview with a prestigious brokerage firm for a job as an equity analyst. 

You survived the morning interviews with the department manager and the vice president 

of equity. Everything has gone so well that they want to test your ability as an analyst. You 

are seated in a room with a computer and a list with the names of two companies—Ford (F) 

and Microsoft (MSFT). You have 90 minutes to complete the following tasks:

1. Download the annual income statements, balance sheets, and cash flow statements 

for the last four fiscal years from Morningstar (www.morningstar.com)

company’s stock symbol and then go to “financials.” Copy and paste the financial 

statements into Excel.

2. Find historical stock prices for each firm from Yahoo Finance (finance.yahoo.com).

Enter the stock symbol, click “Historical Prices” in the left column, and enter the proper 

date range to cover the last day of the month corresponding to the date of each financial 

statement. Use the closing stock prices (not the adjusted close). To calculate the firm’s 

market capitalization at each date, multiply the number of shares outstanding by the 

firm’s historic stock price. You can find the number of shares by using “Basic” under 

“Weighted average shares outstanding” at the bottom of the Income Statement.

Working problems is the proven way to cement and 

demonstrate an understanding of finance.

• Concept Check questions at the end of each 

section enable students to test their understand-

ing and target areas in which they need further 

review.

• End-of-chapter problems written personally 

by Jonathan Berk, Peter DeMarzo, and Jarrad 

Harford offer instructors the opportunity to assign 

first-rate materials to students for homework and 

practice with the confidence that the problems 

are consistent with the chapter content. Both 

the problems and solutions, which were also 

prepared by the authors, have been class-tested 

and accuracy checked to ensure quality.

Testing understanding of central concepts is crucial to learning finance.

• The Chapter Summary presents the key points and conclusions from each chapter, provides a 

list of key terms with page numbers, and indicates online practice opportunities.

• Data Cases present in-depth scenarios in a business setting with questions designed to guide 

students’ analysis. Many questions involve the use of Internet resources.

• Integrative Cases occur at the end of most parts and present a capstone extended problem for 

each part with a scenario and data for students to analyze based on that subset of chapters.

End-of-Chapter Materials 

Reinforce Learning

Practice Finance 

to Learn Finance
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Finance professors are united by their commitment to shaping future 
generations of financial professionals as well as instilling financial awareness and skills in 
non-majors. Our goal with Fundamentals of Corporate Finance is to provide an accessible 
presentation for both finance and non-finance majors. We know from experience that count-
less undergraduate students have felt that corporate finance is challenging. It is tempting to 
make finance seem accessible by de-emphasizing the core principles and instead concentrat-
ing on the results. In our over 75 years of combined teaching experience, we have found that 
emphasizing the core concepts in finance—which are clear and intuitive at heart—is what 
makes the subject matter accessible. What makes the subject challenging is that it is often 
difficult for a novice to distinguish between these core ideas and other intuitively appealing 
approaches that, if used in financial decision making, will lead to incorrect decisions.

The 2007–2009 financial crisis was fueled in part by many practitioners’ poor deci-
sion making when they did not understand—or chose to ignore—the core concepts that 
underlie finance and the pedagogy in this book. With this point in mind, we present finance 
as one unified whole based on two simple, powerful ideas: (1) valuation drives decision 
making—the firm should take projects for which the value of the benefits exceeds the 
value of the costs, and (2) in a competitive market, market prices (rather than individual 
preferences) determine values. We combine these two ideas with what we call the Valuation 

Principle, and from it we establish all of the key ideas in corporate finance.

Preface

New to This Edition

We have updated all text discussions and figures, tables, data cases, and facts to accu-
rately reflect developments in the field in the last few years. Specific highlights include 
the following:

• Updates made throughout the text to reflect the Tax Cuts and Jobs Act of 2017. Exten-
sive updates made to Chapter 9 (Fundamentals of Capital Budgeting), Chapter 16 
(Capital Structure), and Chapter 23 (International Corporate Finance).

•  Added discussion of Finance and Technology (Fintech) in Chapter 1 (Corporate 
Finance and the Financial Manager).

• Added a new interview with Janet L. Yellen in Chapter 5 (Interest Rates).

• Incorporated new and/or revised features throughout, including Common Mistakes, 
Global Financial Crisis, Nobel Prize, and General Interest boxes, as well as Examples.

• Extensively revised and updated Data Cases and end-of-chapter problems, once again 
personally writing and solving each one.

• Updated tables and figures to reflect current data.
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Emphasis on Valuation

While the global financial crisis was not a formative experience for many of today’s stu-
dents, financial topics ranging from speculative start-up valuations to sovereign debt crises 
continue to dominate the news. As a result, today’s undergraduate students arrive in the 
classroom with an interest in finance. We strive to use that natural interest and motivation 
to overcome their fear of the subject and communicate time-tested core principles. Again, 
we take what has worked in the classroom and apply it to the text: By providing examples 
involving familiar companies such as Starbucks and Apple, making consistent use of real-
world data, and demonstrating personal finance applications of core concepts, we strive to 
keep both non-finance and finance majors engaged.

By learning to apply the Valuation Principle, students develop the skills to make the 
types of comparisons—among loan options, investments, projects, and so on—that turn 
them into knowledgeable, confident financial consumers and managers. When students 
see how to apply finance to their personal lives and future careers, they grasp that finance 
is more than abstract, mathematically based concepts.

Table of Contents Overview

Fundamentals of Corporate Finance offers coverage of the major topical areas for 
 introductory-level undergraduate courses. Our focus is on financial decision making 
related to the corporation’s choice of which investments to make or how to raise the 
capital required to fund an investment. We designed the book with the need for flex-
ibility and with consideration of time pressures throughout the semester in mind.

Part 1 Introduction

Ch. 1: Corporate Finance and the Financial Manager Introduces the corporation and its governance; updated to include 

comparison of traditional trading venues, new electronic exchanges, 

and how the market for trading stocks is changing

Ch. 2: Introduction to Financial Statement Analysis Introduces key financial statements; Coverage of financial ratios has 

been centralized to prepare students to analyze financial statements 

holistically

Part 2 Interest Rates and Valuing Cash Flows

Ch. 3: Time Value of Money: An Introduction Introduces the Valuation Principle and time value of money  

techniques for single-period investments

Ch. 4: Time Value of Money: Valuing Cash Flow

Streams

Introduces the mechanics of discounting; Includes examples with 

non-annual interest rates that provide time value of money  

applications in a personal loan context

Ch. 5: Interest Rates Presents how interest rates are quoted and compounding for all  

frequencies; Discusses key determinants of interest rates and  

their relation to the cost of capital; New discussion of negative  

interest rates

Ch. 6: Bonds Analyzes bond prices and yields; Discusses credit risk and the effect 

of the financial crisis on credit spreads

Ch. 7: Stock Valuation Introduces stocks and presents the dividend discount model as an 

application of the time value of money
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Part 3 Valuation and the Firm

Ch. 8: Investment Decision Rules Introduces the NPV rule as the “golden rule” against which we 

evaluate other investment decision rules

Ch. 9: Fundamentals of Capital Budgeting Provides a clear focus on the distinction between earnings and free 

cash flow, and shows how to build a financial model to assess the 

NPV of an investment decision; Using Excel boxes demonstrate 

best-practices and sensitivity analysis

Ch. 10: Stock Valuation: A Second Look Builds on capital budgeting material by valuing the ownership claim 

to the firm’s free cash flows and discusses market efficiency and 

behavioral finance

Part 4 Risk and Return

Ch. 11: Risk and Return in Capital Markets Establishes the intuition for understanding risk and return; Explains 

the distinction between diversifiable and systematic risk; New 

Global Financial Crisis box “Diversification Benefits During Market 

Crashes”

Ch. 12: Systematic Risk and the Equity Risk Premium Develops portfolio risk, the CAPM, beta and the Security Market Line

Ch. 13: The Cost of Capital Calculates and uses the firm’s overall costs of capital with the WACC 

method; New Common Mistake box “Using a Single Cost of Capital 

in Multi-Divisional Firms

Part 5 Long-Term Financing

Ch. 14: Raising Equity Capital Chapter-long example of Facebook from founding to SEO; Overview 

of the stages of equity financing, from venture capital to IPO to 

seasoned equity offerings; Discussion of crowdfunding and direct 

listings

Ch. 15: Debt Financing Overview of debt financing, including covenants, convertible bonds 

and call provisions; Other types of debt; Boxes on “Detroit’s Art 

Museum at Risk” and “CDOs, Subprime Mortgages, and the  

Financial Crisis”

Part 6 Capital Structure and Payout Policy

Ch. 16: Capital Structure Analyzes the tax benefits of leverage, including the debt tax shield; 

Discusses distress costs and the Tradeoff Theory

Ch. 17: Payout Policy Considers alternative payout policies including dividends and share 

repurchases; Analyzes the role of market imperfections in determin-

ing the firm’s payout policy

Part 7 Financial Planning and Forecasting

Ch. 18: Financial Modeling and Pro Forma Analysis Demonstrates careful pro forma modeling of an expansion plan

Ch. 19: Working Capital Management Introduces the Cash Conversion Cycle and methods for managing 

working capital

Ch. 20: Short-Term Financial Planning Develops methods for forecasting and managing short-term cash 

needs

Part 8 Special Topics

Ch. 21: Option Applications and Corporate Finance Introduces the concept of financial options, how they are used and 

exercised

Ch. 22: Mergers and Acquisitions Considers motives and methods for mergers and acquisitions, 

including leveraged buyouts

Ch. 23: International Corporate Finance Analyzes the valuation of projects with foreign currency cash flows 

with integrated or segregated capital markets
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1
Valuation Principle Connection. What is corporate finance? No matter 

what your role in a corporation, an understanding of why and how financial decisions are 

made is essential. Even the best and most innovative business ideas require an invest-

ment of resources. The tools of finance allow you to assess whether that investment is 

worthwhile, how it might be improved, and how it might be funded. And while the main 

focus of this book is how to make optimal corporate financial decisions, along the way 

you will learn skills that will guide you in your own personal financial decisions as well. 

In Part 1, we lay the foundation for our study of corporate finance. In Chapter 1, 

we begin by introducing the corporation and related business forms. We then exam-

ine the role of financial managers and outside investors in decision making for the 

firm. To make optimal decisions, a decision maker needs information. As a result, in 

Chapter 2, we review and analyze an important source of information for corporate 

 decision making—the firm’s accounting statements. These chapters will introduce  

us to the role and objective of the financial manager and some of the information the 

 financial manager uses in applying the Valuation Principle to make optimal decisions. 

Then, in Part 2, we will introduce and begin applying the Valuation Principle.

Introduction

Chapter 1

Corporate Finance  

and the Financial Manager

Chapter 2

Introduction to Financial 

Statement Analysis

PART
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This book focuses on how people in corporations make financial decisions. Despite its name, much of 

what we discuss in corporate finance applies to the financial decisions made within any organization, including 

not-for-profit entities such as charities and universities. In this chapter, we introduce the four main types of firms. 

We stress corporations, however, because they represent 82% of U.S. business revenue. We also highlight the 

financial manager’s critical role inside any business enterprise. What products to launch, how to pay to develop 

those products, what profits to keep and how to return profits to investors—all of these decisions and many 

more fall within corporate finance. The financial manager makes these decisions with the goal of maximizing 

the value of the business, which is determined in the financial markets. In this chapter and throughout the book, 

we will focus on this goal, provide you with the tools to make financial management decisions, and show you 

how the financial markets provide funds to a corporation and produce market prices that are key inputs to any 

financial manager’s investment analysis.

• Know how a corporation is managed and controlled, 

the financial manager’s place in it, and some of the 

ethical issues financial managers face

• Understand the importance of financial markets, 

such as stock markets, to a corporation and the 

financial manager’s role as liaison to those markets

• Recognize the role that financial institutions play in 

the financial cycle of the economy

• Grasp the importance of financial information in 

both your personal and business lives

• Understand the important features of the four main 

types of firms and see why the advantages of the 

corporate form have led it to dominate economic 

activity

• Explain the goal of the financial manager and the 

reasoning behind that goal, as well as understand 

the three main types of decisions a financial 

 manager makes

LEARNING OBJECTIVES

Corporate Finance  
and the Financial Manager

1



Part 1 Introduction4    

 1.1 Why Study Finance?
Finance and financial thinking are everywhere in our daily lives. Consider your deci-
sion to go to college. You surely weighed alternatives, such as starting a full-time job 
immediately, and then decided that college provided you with the greatest net benefit. 
More and more, individuals are taking charge of their personal finances with decisions 
such as:

• When to start saving and how much to save for retirement.

• Whether a car loan or lease is more advantageous.

• Whether a particular stock is a good investment.

• How to evaluate the terms of a home mortgage.

Our career paths have become less predictable and more dynamic. In previous gen-
erations, it was common to work for one employer your entire career. Today, that would 
be highly unusual. Most of us will instead change jobs, and possibly even careers, many 
times. With each new opportunity, we must weigh all the costs and benefits, financial and 
otherwise.

Some financial decisions, such as whether to pay $3.00 for your morning coffee, 
are simple, but most are more complex. In your business career, you may face questions 
such as:

• Should your firm launch a new product?

• Which supplier should your firm choose?

• Should your firm produce a part of the product or outsource production?

• Should your firm issue new stock or borrow money instead?

• How can you raise money for your start-up firm?

In this book, you will learn how all of these decisions in your personal life and 
 inside a business are tied together by one powerful concept, the Valuation Principle. 
The Valu ation Principle shows how to make the costs and benefits of a decision com-
parable so that we can weigh them properly. Learning to apply the Valuation Principle 
will give you the skills to make the types of comparisons—among loan options, 
 investments, and projects—that will turn you into a knowledgeable, confident financial 
consumer and manager.

From 2007 to 2009 we witnessed a credit freeze, a severe stock market decline, and the 
failures of well-known financial institutions. Attempts to understand these elements of 
the crisis, their origins, and how they affect our businesses and personal finances have 
highlighted the need for learning core financial principles and concepts.

Whether you plan to major in finance or simply take this one course, you will find the 
fundamental financial knowledge gained here to be essential in your personal and busi-
ness lives.

 1.2 The Four Types of Firms
We begin our study of corporate finance by examining the types of firms that financial 
managers run. As shown in Figure 1.1, There are four major types of firms: sole propri-
etorships, partnerships, limited liability companies, and corporations. We explain each 
organizational form in turn, but our primary focus is on the most important form—the 
corporation.
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Sole Proprietorships

A sole proprietorship is a business owned and run by one person. Sole proprietorships are 
usually very small with few, if any, employees. Although they do not account for much sales 
revenue in the economy, they are the most common type of firm in the world. In 2013, an 
estimated 72% of businesses in the United States were sole proprietorships, although they 
generated only 4% of the revenue.1

We now consider the key features of a sole proprietorship.

1. Sole proprietorships have the advantage of being straightforward to set up. Conse-
quently, many new businesses use this organizational form.

2. The principal limitation of a sole proprietorship is that there is no separation 
 between the firm and the owner—the firm can have only one owner who runs the 
business. If there are other investors, they cannot hold an ownership stake in the 
firm.

3. The owner has unlimited personal liability for the firm’s debts. That is, if the firm 
defaults on any debt payment, the lender can (and will) require the owner to repay 
the loan from personal assets. An owner who cannot afford to repay a loan for which  
he or she is personably liable must declare personal bankruptcy.

4. The life of a sole proprietorship is limited to the life of the owner. It is also difficult 
to transfer ownership of a sole proprietorship.

For most growing businesses, the disadvantages of a sole proprietorship outweigh 
the advantages. As soon as the firm reaches the point at which it can borrow without 
the owner agreeing to be personally liable, the owners typically convert the business into 
another form. Conversion also has other benefits that we will consider as we discuss the 
other forms below.

sole proprietorship A 

business owned and run 

by one person.

1U.S. Census Bureau National Data Book.

FIGURE 1.1

Types of U.S. Firms

(a) Percentage of Businesses (b) Percentage of Revenue

Sole
Proprietorships

72.0%

Corporations
17.6%

Partnerships
3.5%

Limited Liability
Companies

6.8%

Sole
Proprietorships

3.6%

Corporations
81.6%

Partnerships
6.2%

Limited Liability
Companies

8.6%

There are four major types of firms in the United States. As (a) and (b) show, although the majority of 

U.S. firms are sole proprietorships, they generate only a small fraction of total revenue, in contrast to 

corporations.

Source  : United States Department of the Treasury, Retrieved from www.irs.gov.

http://UnitedStatesDepartmentoftheTreasury,Retrievedfromwww.irs.gov
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Partnerships

A partnership is a business owned and run by more than one owner. Key features include 
the following:

1. All partners are liable for the firm’s debt. That is, a lender can require any partner 
to repay all the firm’s outstanding debts.

2. The partnership ends in the event of the death or withdrawal of any single partner.

3. Partners can avoid liquidation if the partnership agreement provides for  alternatives 
such as a buyout of a deceased or withdrawn partner.

Some old and established businesses remain as partnerships or sole proprietorships. 
Often these firms are the types of businesses in which the owners’ personal reputations 
are the basis for the businesses. For example, law firms, medical practices, and account-
ing firms are frequently organized as partnerships. For such enterprises, the partners’ 
personal liability increases the confidence of the firm’s clients that the partners will strive 
to maintain the firm’s reputation.

A limited partnership is a partnership with two kinds of owners: general partners and 
limited partners. In this case, the general partners have the same rights and  privileges as  
partners in any general partnership—they are personally liable for the firm’s debt 
 obligations. Limited partners, however, have limited liability—that is, their liability is 
limited to their investment. Their private property cannot be seized to pay off the firm’s 
outstanding debts. Furthermore, the death or withdrawal of a limited partner does not 
dissolve the partnership, and a limited partner’s interest is transferable. However, a limited 
partner has no management authority and cannot legally be involved in the managerial 
decision making for the business.

Limited Liability Companies

A limited liability company (LLC) is like a limited partnership but without a general 
 partner. That is, all the owners (referred to as members) have limited liability, but unlike 
limited partners, they can also run the business (as managing members). The LLC is a 
relatively new entity in the United States. The first state to pass a statute allowing the 
 creation of an LLC was Wyoming in 1977; the last was Hawaii in 1997. Internationally, 
companies with limited liability are much older and established. LLCs first rose to promi-
nence in Germany over 100 years ago as a Gesellschaft mit beschränkter Haftung  
(GmbH) and then in other European and Latin American countries. An LLC is known in 
France as a Société à responsabilité limitée (SAR), and by similar names in Italy (SRL)  
and Spain (SL).

Corporations

A corporation is a legally defined, artificial being (a legal entity), separate from its own-
ers. As such, it has many of the legal powers that people have. It can enter into contracts, 
acquire assets, and incur obligations, and it enjoys protection under the U.S. Constitution 
against the seizure of its property. Because a corporation is a legal entity separate and 
distinct from its owners, it is solely responsible for its own obligations. Consequently, the 
owners of a corporation (or its employees, customers, etc.) are not liable for any obliga-
tions the corporation enters into. Similarly, the corporation is not liable for any personal 
obligations of its owners.

In the same way that it is difficult to imagine modern business life without e-mail 
and cell phones, the corporation revolutionized the economy. On February 2, 1819, the  
U.S. Supreme Court established the legal precedent that the property of a corporation,  

partnership A business 

owned and run by more 

than one owner.

limited partnership  

A partnership with two 

kinds of owners: general 

partners and limited 

partners.

limited liability  

When an investor’s 

liability is limited to her 

investment.

limited liability  

company (LLC) A limited 

partnership without a  

general partner.

corporation A legally 

defined, artificial being, 

separate from its owners.
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similar to that of a person, is private and entitled to protection under the U.S.  
Constitution.2 This decision led to dramatic growth in the number of U.S. corporations 
from fewer than 1000 in 1830 to 50,000 in 1890. Today, the corporate structure is ubiq-
uitous, not only in the United States (where it is responsible for 82% of business revenue), 
but all over the world.

Formation of a Corporation. A corporation must be legally formed, which means that  
the state in which it is incorporated must formally give its consent to the incorporation by  
chartering it. Setting up a corporation is therefore considerably more costly than setting up 
a sole proprietorship. The state of Delaware has a particularly attractive legal environment 
for corporations, so many corporations choose to incorporate there. For jurisdictional 
purposes, a corporation is a citizen of the state in which it is incorporated. Most firms 
hire lawyers to create a corporate charter that includes formal articles of incorporation 
and a set of bylaws. The corporate charter specifies the initial rules that govern how the 
corporation is run.

Ownership of a Corporation. There is no limit to the number of owners a corpora-
tion can have. Because most corporations have many owners, each owner owns only a 
fraction of the corporation. The entire ownership stake of a corporation is divided into 
shares known as stock. The collection of all the outstanding shares of a corporation  
is known as the equity of the corporation. An owner of a share of stock in the corporation 
is known as a shareholder, stockholder, or equity holder. Shareholders are entitled to 
dividend payments; that is, payments made at the discretion of the corporation to its 
equity holders. Shareholders usually receive a share of the dividend payments that is 
proportional to the amount of stock they own. For example, a shareholder who owns  
25% of the firm’s shares would be entitled to 25% of the total dividend payment.

An important feature of a corporation is that there is no limitation on who can  
own its stock. That is, an owner of a corporation need not have any special expertise or 
qualification. This feature allows free and anonymous trade in the shares of the corporation  
and provides one of the most important advantages of organizing a firm as a corporation. 
Corporations can raise substantial amounts of capital because they can sell ownership 
shares to anonymous outside investors.

The availability of outside funding has enabled corporations to dominate the econ-
omy. Let’s look at one of the world’s largest firms, Microsoft Corporation, as an  example. 
Microsoft reported annual revenue of $110.4 billion over the 12 months from July 2017 
through June 2018. The total value of the company (the owners’ collective wealth in the  
company) as of June 2018 was $768 billion. The company employed 131,000 people. 
Putting these numbers into perspective, treating the sales of $110.4 billion as gross  
domestic product (GDP) in 2017 would rank Microsoft (just ahead of Morocco) as the 
62nd richest country (out of almost 200).3 Morocco has almost 35.8 million people, about 
272 times as many people as employees at Microsoft. Indeed, if the number of Microsoft 
employees were used as the “population” of the corporation, Microsoft would rank just 
above Curacao as the 32nd least populous country on Earth!

stock The ownership or 

equity of a corporation 

divided into shares.

equity The collection of 

all the outstanding shares 

of a corporation.

shareholder (also  

stockholder or equity 

holder) An owner of a 

share of stock or equity in 

a corporation.

dividend  

payments Payments 

made at the discretion 

of the corporation to its 

equity holders.

2 The case was Dartmouth v. Woodward and the full text of John Marshall’s decision can be found at www 

.constitution.org/dwebster/dartmouth_decision.htm.
3 World Development Indicators database, March 24, 2019. For quick reference tables on GDP, go to http://

data.worldbank.org/indicator/NY.GDP.MKTP.CD.

http://www.constitution.org/dwebster/dartmouth_decision.htm
http://www.constitution.org/dwebster/dartmouth_decision.htm
http://data.worldbank.org/indicator/NY.GDP.MKTP.CD
http://data.worldbank.org/indicator/NY.GDP.MKTP.CD
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Tax Implications for Corporate Entities

An important difference among the types of corporate organizational forms is the way they 
are taxed. Because a corporation is a separate legal entity, a corporation’s profits are subject 
to taxation separate from its owners’ tax obligations. In effect, shareholders of a corpo-
ration pay taxes twice. First, the corporation pays tax on its profits, and then when the 
remaining profits are distributed to the shareholders, the shareholders pay their own per-
sonal income tax on this income. This system is sometimes referred to as double taxation.

S Corporations. The corporate organizational structure is the only organizational struc-
ture subject to double taxation. However, the U.S. Internal Revenue Code exempts S cor-

porations from double taxation because they elect subchapter S tax treatment. Under 
subchapter S tax regulations, the firm’s profits (and losses) are not subject to corporate 
taxes, but instead are allocated directly to shareholders based on their ownership share. The 
shareholders must include these profits as income on their individual tax returns (even if  
no money is distributed to them). However, after the shareholders have paid income taxes 
on these profits, no further tax is due.

S corporations Those 

corporations that  

elect subchapter S 

tax treatment and are 

exempted by the U.S. 

Internal Revenue Service’s 

tax code from double 

taxation.

Corporate Taxation Around the World

Most countries offer investors in corporations some relief from dou-

ble taxation. Thirty countries make up the Organization for Economic 

Co-operation and Development (OECD), and of these countries, 

only Ireland offers no relief whatsoever. A few countries, including 

Australia, Finland, Mexico, New Zealand, and Norway, offer complete 

relief by effectively not taxing dividend income. The United States 

offers partial relief by having a lower tax rate on dividend income 

than on other sources of income. As of 2018, for most investors qual-

ified dividends are taxed at up to 20%, a rate significantly below their 

personal income tax rate. Despite this relief, the effective corporate 

tax rate in the U.S. had been one of the highest in the world— nearly 

30% above the median for the OECD in 2017. The Tax Cut and Jobs 

Act of 2017 (TCJA) significantly reduced this differential by lowering 

the federal corporate tax rate from 35% to 21% in 2018.

PROBLEM

You are a shareholder in a corporation. The corporation earns $8.00 per share before taxes. After it has 

paid taxes, it will distribute the rest of its earnings to you as a dividend (we make this simplifying assump-

tion, but should note that most corporations retain some of their earnings for reinvestment). The dividend 

is income to you, so you will then pay taxes on these earnings. The corporate tax rate is 25% and your tax 

rate on dividend income is 20%. How much of the earnings remains after all taxes are paid?

SOLUTION

PLAN
Earnings before taxes: $8.00 Corporate tax rate: 25% Personal dividend tax rate: 20%

To calculate the corporation’s earnings after taxes, first we subtract the taxes paid at the corporate 

level from the pretax earnings of $8.00. The taxes paid will be 25% (the corporate tax rate) of $8.00. Since 

all of the after-corporate tax earnings will be paid to you as a dividend, you will pay taxes of 20% on that 

amount. The amount leftover is what remains after all taxes are paid.

EXECUTE
$8.00 per share *  0.25 = $2.00 in taxes at the corporate level, leaving $8.00 - $2.00 = $6.00 in 

after-corporate tax earnings per share to distribute.

You will pay $6.00 * 20% = $1.20 in taxes on that dividend, leaving you with $4.80 from the original 

$8.00 after all taxes.

EVALUATE
As a shareholder, you keep $4.80 of the original $8.00 in earnings; the remaining $2.00 + $1.20 =  $3.20 

is paid as taxes. Thus, your total effective tax rate is 3.20/8 = 40%.

EXAMPLE 1.1

Taxation of  

Corporate Earnings
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C Corporations. The government places strict limitations on the qualifications for 
subchapter S tax treatment. In particular, the shareholders of such corporations must 
be individuals who are U.S. citizens or residents, and there can be no more than 100 of 
them. Because most corporations have no restrictions on who owns their shares or the 
number of shareholders, they cannot qualify for subchapter S tax treatment. Thus, most 
corporations are C corporations, which are corporations subject to corporate taxes.

As we have discussed, there are four main types of firms: sole proprietorships, partnerships 
(general and limited), limited liability companies, and corporations (“S” and “C”). To help you see 
the differences among them, Table 1.1 compares and contrasts the main characteristics of each.

C corporations

Corporations that have no 

restrictions on who owns 

their shares or the number 

of shareholders; they can-

not qualify for subchapter 

S tax treatment and are 

subject to direct taxation.

Number of Owners

Liability for  

Firm’s Debts

Owners 

Manage  

the Firm

Ownership 

Change 

Dissolves 

Firm Taxation

Sole  

Proprietorship

One Yes Yes Yes Personal

Partnership Unlimited Yes; each partner  

is liable for the  

entire amount

Yes Yes Personal

Limited  

Partnership

At least one general 

partner (GP), no  

limit on limited  

partners (LP)

GP-Yes

LP-No

GP-Yes

LP-No

GP-Yes

LP-No

Personal

Limited Liability 

Company

Unlimited No Yes No* Personal

S Corporation At most 100 No No (but they 

legally may)

No Personal

C Corporation Unlimited No No (but they 

legally may)

No Double

TABLE 1.1

Characteristics of the 

Different Types of Firms

*However, most LLCs require the approval of the other members to transfer your ownership.

PROBLEM
Rework Example 1.1, assuming the corporation in that example has elected subchapter S tax treatment 

and your tax rate on non-dividend income is 35%.

SOLUTION

PLAN
Earnings before taxes: $8.00 Corporate tax rate: 0% Personal tax rate: 35%

In this case, the income is not taxed at the corporate level. It earned $8.00 per share. In an S corpora-

tion, all income is treated as personal income to you, whether or not the corporation chooses to distribute 

or retain this cash. As a result, you must pay a 35% tax rate on those earnings.

EXECUTE
Your income taxes are 0.35 * $8.00 = $2.80, leaving you with $8.00 - $2.80 = $5.20 in after-tax 

earnings.

EVALUATE
The $2.80 in taxes that you pay is lower than the $3.20 you paid in Example 1.1. As a result, you are left 

with $5.20 per share after all taxes instead of $4.80. In reality the tax savings might be even higher.  Under 

the new tax code some owners of S Corporations will be able to shield 20% of their income from taxes. 

However, note that in a C corporation, you are only taxed when you receive the income as a dividend, 

whereas in an S corporation, you pay taxes on the income immediately regardless of whether the corpora-

tion distributes it as a dividend or reinvests it in the company.

EXAMPLE 1.2

Taxation of S 

Corporation Earnings
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1. What is a limited liability company (LLC)? How does it differ from a limited partnership?

2. What are the advantages and disadvantages of organizing a business as a corporation?

 1.3 The Financial Manager
As of December 2018, Apple, Inc. had over 4.7 billion shares of stock held by 24,000 own-
ers.4 Because there are many owners of a corporation, each of whom can freely trade  
their stock, it is often not feasible for the owners of a corporation to have direct control  
of the firm. It falls to the financial manager to make the financial decisions of the busi-
ness for the stockholders. Within the corporation, the financial manager has three main 
tasks:

1. Make investment decisions.

2. Make financing decisions.

3. Manage short-term cash needs.

We will discuss each of these in turn, along with the financial manager’s overarching goal.

Making Investment Decisions

The financial manager’s most important job is to make the firm’s investment decisions. 
The financial manager must weigh the costs and benefits of each investment or project 
and decide which ones qualify as good uses of the money stockholders have invested in the 
firm. These investment decisions fundamentally shape what the firm does and whether it 
will add value for its owners. For example, it may seem hard to imagine now, but there was 
a time when Apple’s financial managers were evaluating whether to invest in the develop-
ment of the first iPhone. They had to weigh the substantial development and production 
costs against uncertain future sales. Their analysis indicated that it was a good investment,  
and the rest is history. In this book, you will learn all the tools necessary to make these 
investment decisions.

4 Apple, Inc., Notice of 2019 Annual Meeting of Shareholders, January 8, 2019.

CONCEPT  

CHECK

The Dodd-Frank Act

In response to the 2008 financial crisis, the 

U.S. federal government reevaluated its role  

in the control and management of financial 

institutions and private corporations. Signed into 

law on July 21, 2010, the Dodd-Frank Wall Street Reform and 

Consumer Protection Act brought a sweeping change to financial 

regulation in response to widespread calls for financial regulatory 

system reform after the near collapse of the world’s financial sys-

tem in the fall of 2008 and the ensuing global credit crisis. History 

indeed repeats itself: It was in the wake of the 1929 stock market 

crash and subsequent Great Depression that Congress passed the 

Glass-Steagall Act establishing the Federal Deposit Insurance Cor-

poration (FDIC) and instituted significant bank reforms to regulate 

transactions between commercial banks and securities firms.

The Dodd-Frank Act aims to (1) promote U.S. financial stability 

by “improving accountability and transparency in the financial sys-

tem,” (2) put an end to the notion of “too big to fail,” (3) “protect the 

GLOBAL 

FINANCIAL 

CRISIS

American taxpayer by ending bailouts,” and (4) “protect consumers 

from abusive financial services practices.” Time will tell whether 

the Act will actually achieve these important goals.

Implementing the wide-ranging financial reforms in the Dodd-

Frank Act requires the work of many federal agencies, either 

through rulemaking or other regulatory actions. By mid-2018, 

just over two-thirds of the rules had been finalized. But as the 

financial crisis has faded from memory and political priorities have 

changed, there is increasing pressure to roll back many of the 

Dodd-Frank reforms. For example, small- and medium-sized banks 

have been exempted from many of the Act’s regulations, and the 

Consumer Financial Protection Board, which was created by the 

Act, has sharply curtailed its activity under new leadership. Finally, 

significant changes to the “Volcker rule,” which bars banks from 

engaging in speculative trading, are being considered by the Fed-

eral Reserve. While these changes are intended to reduce the cost 

of financial services, the extent to which they increase the risk of 

another financial crisis remains to be seen.
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Making Financing Decisions

Once the financial manager has decided which investments to make, he or she also decides 
how to pay for them. Large investments may require the corporation to raise additional 
money. The financial manager must decide whether to raise more money from new and 
existing owners by selling more shares of stock (equity) or to borrow the money instead 
(bonds and other debt). A bond is a security sold by governments and corporations to raise 
money from investors today in exchange for a promised future payment. It can be viewed 
as a loan from those investors to the issuer. In this book, we will discuss the characteristics 
of each source of money and how to decide which one to use in the context of the corpora-
tion’s overall mix of debt and equity.

Managing Short-Term Cash Needs

The financial manager must ensure that the firm has enough cash on hand to meet its  
obligations from day to day. This job, also commonly known as managing working  capital,5  
may seem straightforward, but in a young or growing company, it can mean the difference  
between success and failure. Even companies with great products require a lot of money 
to develop and bring those products to market. Consider the costs to Starbucks of launch-
ing their VIA instant coffee, which included developing the instant coffee crystals 
and creat ing a big marketing campaign for them, or the costs to Boeing of producing the  
787—billions of dollars were spent before the first 787 finally left the ground in  
December 2009. A company typically burns through a significant amount of cash before 
the sales of the product generate income. The financial manager’s job is to make sure that 
limited access to cash does not hinder the firm’s success.

The Goal of the Financial Manager

All of these decisions by the financial manager are made within the context of the over-
riding goal of financial management—to maximize the wealth of the owners, the stock-

holders. The stockholders have invested in the corporation, putting their money at risk to  
become the owners of the corporation. Thus, the financial manager is a caretaker of the 
stockholders’ money, making decisions in their interests. Many corporations have thou-
sands of owners (shareholders). These shareholders vary from large institutions to small  
first-time investors, from retirees living off their investments to young employees just 

starting to save for retirement. Each owner is likely to have different  
interests and priorities. Whose interests and priorities determine the 
goals of the firm? You might be surprised to learn that the interests of 
shareholders are aligned for many, if not most, important decisions. 
Regardless of their own personal financial position and stage in life, all 
the shareholders will agree that they are better off if the value of their 
investment in the corporation is maximized. For example, suppose the 
decision concerns whether to develop a new product that will be a 
profitable investment for the corporation. All shareholders will very 
likely agree that developing this product is a good idea. Returning to 
our iPhone example, by October 2010, Apple shares were worth three 
times as much as they were in January 2007, when the first iPhone was  
introduced. All Apple shareholders at the time of the development of 

5 Working capital refers to things such as cash on hand, inventories, raw materials, loans to suppliers, 

and payments from customers—the grease that keeps the wheels of production moving. We will discuss 

working capital in more detail in Chapter 2 and devote all of Chapter 19 to working capital management.
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the first iPhone are clearly much better off because of it, whether they have since sold 
their shares of Apple to pay for retirement, or are still holding those shares in their retire-
ment savings account.

Even when all the owners of a corporation agree on the goals of the corporation, 
these goals must be implemented. In the next section, we will discuss the financial man-
ager’s place in the corporation and how owners exert control over the corporation.

Shareholder Value Versus  
Stakeholder Value

While the goal of a financial manager is to increase the value of 

the firm to its shareholders, this responsibility does not imply that 

the impact of the firm’s decisions on other stakeholders, such as 

employees or customers, can be ignored. By creating additional 

value for customers, the firm can raise prices and increase profits. 

Similarly, if the firm makes decisions that benefit employees (for 

example, increasing their job security), it will be able to attract the 

best employees or benefit from increased productivity. On the other 

hand, if customers or employees anticipate that the firm is likely to 

 exploit them, they will demand lower prices or higher wages. Thus, 

to maxi mize shareholder value, the financial manager must consider 

the impact of her decision on all stakeholders of the firm.

3. What are the main types of decisions that a financial manager makes?

4. What is the goal of the financial manager?

 1.4 The Financial Manager’s Place  

in the Corporation
We’ve established that the stockholders own the corporation but rely on financial manag-
ers to actively manage the corporation. The board of directors and the management team 
headed by the chief executive officer possess direct control of the corporation. In this sec-
tion, we explain how the responsibilities for the corporation are divided between these two 
entities and describe conflicts that arise between stockholders and the management team.

The Corporate Management Team

The shareholders of a corporation exercise their control by electing a board of directors, 
a group of people who have the ultimate decision-making authority in the corporation. In  
most corporations, each share of stock gives a shareholder one vote in the election of the 
board of directors, so investors with more shares have more influence. When one or two 
shareholders own a very large proportion of the outstanding stock, these shareholders 
might either be on the board of directors themselves, or they may have the right to appoint  
a number of directors.

The board of directors makes rules on how the corporation should be run (including 
how the top managers in the corporation are compensated), sets policy, and monitors the 
performance of the company. The board of directors delegates most decisions that involve 
the day-to-day running of the corporation to its management. The chief executive officer 

(CEO) is charged with running the corporation by instituting the rules and policies set 
by the board of directors. The size of the rest of the management team varies from cor-
poration to corporation. In some corporations, the separation of powers between the board 
of directors and CEO is not always distinct. In fact, the CEO can also be the chair of the 
board of directors (although in that case, there would also be a lead independent director to 
balance the CEO’s power). The most senior financial manager is the chief financial officer 
(CFO), often reporting directly to the CEO. Figure 1.2 presents part of a typical organiza-
tional chart for a corporation, highlighting the positions a financial manager may take.

board of directors

A group of people elected 

by shareholders who have 

the ultimate decision-

making authority in the 

corporation.

chief executive officer  

(CEO) The person 

charged with running the 

corporation by instituting 

the rules and policies set 

by the board of directors.

CONCEPT  

CHECK
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Ethics and Incentives in Corporations

A corporation is run by a management team, separate from its owners. How can the own-
ers of a corporation ensure that the management team will implement their goals?

Agency Problems. Many people claim that because of the separation of ownership and 
control in a corporation, managers have little incentive to work in the interests of the 
shareholders when this means working against their self-interest. Economists call this an 
agency problem—when managers, despite being hired as the agents of shareholders, put 
their self-interest ahead of the interests of those shareholders. Managers face the ethical 
dilemma of whether to adhere to their responsibility to put the interests of shareholders 
first, or to do what is in their personal best interests. This problem is commonly addressed 
in practice by minimizing the number of decisions managers make that require putting 
their self-interest against the interests of the shareholders. For example, managers’ 
compensation contracts are designed to ensure that most decisions in the shareholders’ 
interest are also in the managers’ interests; shareholders often tie the compensation of 
top managers to the corporation’s profits or perhaps to its stock price. There is, however, a 
limitation to this strategy. By tying compensation too closely to performance, shareholders 
might be asking managers to take on more risk than they are comfortable taking. As a 
result, the managers may not make decisions that shareholders want them to, or it might 
be hard to find talented managers willing to accept the job. For example, biotech firms 
take big risks on drugs that fight cancer, AIDS, and other widespread diseases. The market 
for a successful drug is huge, but the risk of failure is high. Investors who put only some 
of their money in biotech may be comfortable with this risk, but managers who have all 
of their compensation tied to the success of such a drug might opt to develop a less risky 
drug that has a smaller market.

agency problem When 

managers, despite being 

hired as the agents of 

shareholders, put their 

self-interest ahead of 

the interests of those 

shareholders.

FIGURE 1.2

The Financial 

Functions Within a 

Corporation

The board of directors, representing the stockholders, controls the corporation and hires the top man-

agement team. A financial manager might hold any of the green-shaded positions, including the Chief 

Financial Officer (CFO) role. The controller oversees accounting and tax functions. The treasurer oversees 

more traditional finance functions, such as capital budgeting (making investment decisions), risk manage-

ment (managing the firm’s exposure to movements in the financial markets), and credit management 

(managing the terms and policies of any credit the firm extends to its customers).

Board of Directors

Chief Executive Officer

Chief Operating OfficerChief Financial Officer

Controller Treasurer

Capital Budgeting

Risk Management

Accounting

Tax Department

Credit Management
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Further potential for conflicts of interest and ethical considerations arise when some 
stakeholders in the corporation benefit and others lose from a decision. Shareholders 
and managers are two stakeholders in the corporation, but others include the regular 
 employees and the communities in which the company operates, for example. Managers 
may decide to take the interests of other stakeholders into account in their decisions, 
such as keeping a loss-generating factory open because it is the main provider of jobs in a 
small town, paying above local market wages to factory workers in a developing country, 
or operating a plant at a higher environmental standard than local law mandates.

In some cases, these actions that benefit other stakeholders may also benefit the firm’s 
shareholders by creating a more dedicated workforce, generating positive publicity with 
customers, or other indirect effects. In other instances, when these decisions benefit other 
stakeholders at shareholders’ expense, they represent a form of corporate charity. Indeed, 
many if not most corporations explicitly donate (on behalf of their shareholders) to local 
and global causes. Shareholders often approve of such actions, even though they are costly 
and so reduce their wealth. While it is the manager’s job to make decisions that maximize 
shareholder value, shareholders—who own the firm—also want the firm’s actions to reflect  
their moral and ethical values. Of course, shareholders may not have identical preferences 
in these matters, leading to potential sources of conflict.

The CEO’s Performance. Another way shareholders can encourage managers to work 
in the interests of shareholders is to discipline them if they do not. If shareholders are 
unhappy with a CEO’s performance, they could, in principle, pressure the board to oust the 
CEO. Disney’s Michael Eisner, Hewlett-Packard’s Carly Fiorina, and Home Depot’s Robert 
Nardelli were all forced to resign by their boards. Despite these high-profile examples, 
directors and top executives are rarely replaced through a grassroots shareholder uprising. 
Instead, dissatisfied investors often choose to sell their shares. Of course, somebody must 
be willing to buy the shares from the dissatisfied shareholders. If enough shareholders 
are dissatisfied, the only way to entice investors to buy (or hold) the shares is to offer 
them a low price. Similarly, investors who see a well-managed corporation, will want to 
purchase shares, which drives the stock price up. Thus, the stock price of the corporation 

The Dodd-Frank Act on Corporate 

Compensation and Governance

Compensation is one of the most important 

conflicts of interest between corporate execu-

tives and shareholders. To limit senior corporate executives’ 

influence over their own compensation and prevent excessive 

compensation, the Act directs the SEC to adopt new rules that:

• Mandate the independence of a firm’s compensation committee 

and its advisers.

• Provide shareholders the opportunity to approve—in a non-

binding, advisory vote—the compensation of executive 

GLOBAL 

FINANCIAL 

CRISIS

officers at least once every three years (referred to as a  

“Say-on-Pay” vote).

• Require firm disclosure and shareholder approval of large bonus 

payments (so-called “golden parachutes”) to ousted senior  

executives as the result of a takeover.

• Require disclosure of the relationship of executive pay to the 

company’s performance, as well as the ratio between the CEO’s  

total compensation and that of the median employee.

• Create “clawback” provisions that allow firms to  

recoup compensation paid based on erroneous financial 

results.

Citizens United v. Federal Election 
Commission

On January 21, 2010, the U.S. Supreme Court ruled on what some 

scholars have argued is the most important First Amendment  

case in many years. In Citizens United v. Federal Election 

Commission, the Court held, in a controversial 5–4 decision, that 

the First Amendment allows corporations and unions to make politi-

cal  expenditures in support of a particular candidate. This ruling 

overturned existing restrictions on political campaigning by corpo-

rations. Because it is highly unlikely that all shareholders of a corpo-

ration would unanimously support a particular candidate, allowing 

such activities effectively guarantees a potential conflict of interest.
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is a barometer for corporate leaders that continuously gives them feedback on the share-
holders’ opinion of their performance.

When the stock performs poorly, the board of directors might react by replacing the 
CEO. In some corporations, however, the senior executives might be entrenched because 
boards of directors do not have the independence or motivation to replace them. Often, 
the reluctance to fire results when the board is comprised of people who are close friends 
of the CEO and lack objectivity. In corporations in which the CEO is entrenched and 
doing a poor job, the expectation of continued poor performance will cause the stock price 
to be low. Low stock prices create a profit opportunity. In a hostile takeover, an individual 
or organization—sometimes known as a corporate raider—purchases a large fraction of 
a company’s stock and in doing so gets enough votes to replace the board of directors and 
the CEO. With a new superior management team, the stock is a much more attractive in-
vestment, which would likely result in a price rise and a profit for the corporate raider and 
the other shareholders. Although the words “hostile” and “raider” have negative connota-
tions, corporate raiders provide an important service to shareholders. The mere threat of 
being removed as a result of a hostile takeover is often enough to discipline bad managers 
and motivate boards of directors to make difficult decisions. Consequently, the fact that a 
corporation’s shares can be publicly traded creates a “market for corporate control” that 
encourages managers and boards of directors to act in the interests of their shareholders.

hostile takeover

A situation in which 

an individual or 

 organization—sometimes 

referred to as a corporate 

raider—purchases a large 

fraction of a company’s 

stock and in doing so gets 

enough votes to replace 

the board of directors and 

its CEO.

CONCEPT  

CHECK

5. How do shareholders control a corporation?

6. What types of jobs would a financial manager have in a corporation?

7. What ethical issues could confront a financial manager?

 1.5 The Stock Market
In Section 1.3, we established the goal of the financial manager: to maximize the wealth 
of the owners, the stockholders. The value of the owners’ investments in the corpora-
tion is determined by the price of a share of the corporation’s stock. Corporations can be 
private or public. A private corporation has a limited number of owners and there is no 
organized market for its shares, making it hard to determine the market price of its shares 
at any point in time. A public corporation has many owners and its shares trade on an 
organized market, called a stock market (or stock exchange or bourse). These markets 
provide  liquidity for a company’s shares and determine the market price for those shares. 
An investment is liquid if it can be easily turned into cash by selling it immediately at 
a competitive market price. An investor in a public company values the ability to turn 
his investment into cash easily and quickly by simply selling his shares on one of these 

markets. In this section, we provide an overview of the functioning of the major stock 
markets. The analysis and trading by participants in these markets provides an evalua-
tion of the financial managers’ decisions that determines the stock price and provides 
essential feedback to the managers on their decisions.

The Largest Stock Markets

The best known U.S. stock market and one of the largest stock markets in the world is the 
New York Stock Exchange (NYSE). Billions of dollars of stock are exchanged every day on the 
NYSE. The other well-known U.S. stock market is the Nasdaq (the National Association of 
Security Dealers Automated Quotations). Most other countries have at least one stock mar-
ket. The biggest outside the U.S. are the Shenzhen Exchange in China and the combined 
Tokyo and Osaka Exchanges in Japan. Figure 1.3 ranks the world’s largest stock exchanges 
by trading volume and reflects the recent rise in importance of electronic exchanges such as 
BATS Global Markets and BATS Chi-x, which we discuss later in this section.

stock market (also  

stock exchange or 

bourse) Organized  

market on which the 

shares of many  

corporations are traded.

liquid Describes an 

investment that can  

be easily turned into  

cash because it can be 

sold immediately at a 

competitive market price.
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Primary Versus Secondary Markets

All of the markets in Figure 1.3 are secondary markets. The primary market re-
fers  to  a  corporation issuing new shares of stock and selling them to investors. 
After  this initial transaction between the corporation and investors, the shares 
 continue to trade in a secondary market between investors without the involvement 
of the corporation. For example, if you wish to buy 100 shares of Starbucks Coffee, 
you could place an order on the Nasdaq, where Starbucks trades under the ticker 
symbol SBUX. You would buy your shares from someone who already held shares 
of Starbucks, not from Starbucks itself. Because firms only occasionally issue new 
shares, secondary market trading accounts for the vast majority of trading in the 
stock market.

Traditional Trading Venues

Historically, firms would choose one stock exchange to list their stock, and almost all 
trade in the stock would occur on that exchange. In the U.S., the two most important 
exchanges are the New York Stock Exchange (NYSE) and the Nasdaq.

Prior to 2005, almost all trade on the NYSE took place on the exchange’s trading floor in 
lower Manhattan. Market makers (known then on the NYSE as specialists) matched buyers 
and sellers. They posted two prices for every stock they made a market in: the price they stood 
willing to buy the stock at (the bid price) and the price they stood willing to sell the stock for 
(the ask price). When a customer arrived wanting to make a trade at these prices, they would 
honor the price (up to a limited number of shares) and would make the trade even if they did 

primary market When 

a corporation issues new 

shares of stock and sells 

them to investors.

secondary market

Markets, such as NYSE or 

Nasdaq, where shares of 

a corporation are traded 

between investors without 

the involvement of the 

corporation.

market makers Indi-

viduals or companies at 

an exchange who match 

buyers with sellers.

specialists Market mak-

ers at the NYSE.

bid price The price at 

which a market maker is 

willing to buy a security.

ask price The price at 

which a market maker is 

willing to sell a security.
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The bar graph shows the 10 biggest stock markets in the world ranked by total value of shares traded on exchange in 2018.

FIGURE 1.3

Worldwide Stock Markets Ranked by Volume of Trade

Source: www.world-exchanges.org.

http://www.world-exchanges.org
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not have another customer willing to take the other side of the trade. In this way, they pro-
vided liquidity by ensuring market participants that they always had somebody to trade with.

In contrast to the NYSE, the Nasdaq market never had a trading floor. Instead all 
trades were completed over the phone or on a computer network. An important difference 
between the NYSE and Nasdaq was that on the NYSE, each stock had only one market 
maker. On Nasdaq, stocks had multiple market makers who competed with each other. 
Each market maker posted bid and ask prices in the Nasdaq network which were viewed 
by all participants.

Market makers make money because ask prices exceed bid prices. This difference is 
called the bid-ask spread. Customers always buy at the ask (the higher price) and sell at 

liquidity Extent to which 

the market for an asset is 

liquid, meaning that assets 

can be easily turned into 

cash because they can be 

sold immediately at com-

petitive market prices.

bid-ask spread The 

amount by which the ask 

price exceeds the bid price.

FRANK HATHEWAY

As Chief Economist and Senior Vice President 

for Nasdaq, Dr. Frank Hatheway leads a team of 20 professionals  

who serve as an internal consultancy for the Nasdaq markets. 

Their work includes designing new features, evaluating operations 

 markets, and advising on strategic initiatives.

QUESTION: Compared to 15 years ago, the number of potential 

trading venues for investors has changed dramatically. Who 

have these changes benefited?

ANSWER: The number of trading venues has increased dramati-

cally. In 2000 you placed an order on Nasdaq or the NYSE, and 

the majority of trading activity in that stock occurred on the same 

market as your order. That’s not the case anymore. Your trade may 

be executed on the National Stock Exchange, BATS, or one of 10 

other exchanges. To deal with the soaring number of venues, trad-

ing became highly automated and highly competitive, benefiting 

both individual and institutional investors. A fast retail trade in the 

1980s took about three minutes and cost over $100 (in 1980s 

money). Now it’s a mouse click, browser refresh, and maybe $20 

(in 2016 money). Trading costs for individual investors are down 

over 90 percent since 2000. Institutional-size block orders are 

also cheaper and easier to trade today.

Automation has virtually removed traditional equity traders like the 

market makers, specialists, and floor brokers at the exchanges.  

As the head of the trading desk for a major firm quipped around 

2006, “I used to have 100 traders and 10 IT guys. I now have 100 IT 

guys and 10 traders.” The once bustling New York Stock Exchange 

floor is now essentially a TV studio.

QUESTION:  How have these changes affected market liquidity?

ANSWER: Liquidity is very transitory. The computer algorithms con-

trolling trading constantly enter orders into the market and remove 

orders if the order fails to trade or if market conditions change. The  

algorithms quickly re-enter removed orders into the market, leading 

to rapidly changing prices and quantities. Also, numerous stud ies 

show that there is more liquidity in the market today. To control 

an order 15 years ago, you phoned your broker with your instruc-

tions. Today, the algorithm you selected controls the order and can 

change the order almost instantly. Because computers have more  

control over orders than human traders 

did, there is less risk associated with 

placing an order. Consequently there 

are more orders and greater liquidity.

QUESTION: How has Nasdaq been 

affected by these changes and what 

does the future hold?

ANSWER: Nasdaq has become an inno-

vative, technologically savvy company—much like the companies 

we list. Fifteen years ago we operated a single stock market in the 

United States. Thanks to increased technological efficiency, today 

we operate three stock markets, three listed-options markets, and 

a futures market. Operating these seven markets requires less 

than half the personnel required for a single market 15 years ago. 

To compete in this environment, Nasdaq had to develop a better 

trading system to handle our increased order volume. Order vol-

ume that took an entire day to process 15 years ago, today takes 

a few seconds. We’ve also transformed our culture from supporting 

an industry based on human traders to one based on algorithmic 

traders and the IT professionals who design those algorithms.

QUESTION: Is High Frequency Trading a cause for concern in the 

market? Should it be limited?

ANSWER: Specific concerns about High Frequency Trading are 

generally about market disruptions and manipulation, and cases 

center around the operation of trading algorithms. I believe mar-

ket oversight is evolving to appropriately address disruptive or 

manipulative activity.

These days essentially every order in the United States is han-

dled by a computer trading algorithm. Simply put, we are all High 

Frequency Traders. Consequently, limiting High Frequency Trading 

should not be a policy objective. What should be a policy objective 

is making sure that equity markets benefit investors and issuers 

by ensuring that the algorithms do not disrupt the markets and 

that they operate in a manner that is fair to investors. The market 

exists to support capital formation and economic growth. Market  

operators such as Nasdaq work with regulators and others to  

look after the interests of investors and issuers.

INTERVIEW 

WITH
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the bid (the lower price). The bid-ask spread is a transaction cost investors pay in order 
to trade. Because specialists on the NYSE took the other side of the trade from their  
customers, this cost accrued to them as a profit. This was the compensation they earned 
for providing a liquid market by standing ready to honor any quoted price. Investors also 
paid other forms of transactions costs like commissions.

New Competition and Market Changes

Stock markets have gone through enormous changes in the last 15 years. In 2005, the NYSE  
and Nasdaq exchanges accounted for over 75% of all trade in U.S. stocks. Since that time, 
however, competition from new fully electronic exchanges and alternative trading systems 
has caused their market share to dramatically decline, as shown in Figure  1.4. Today, 
these new entrants handle more than 50% of all trades.

With this change in market structure, the role of an official market maker has largely 
disappeared. Because all transactions occur electronically with computers matching buy 
and sell orders, anybody can make a market in a stock by posting a limit order. A limit 
order is an order to buy or sell a set amount at a fixed price. For example, an order to buy 
100 shares of IBM at a price of $138/share is a limit buy order. The bid-ask spread of a stock  
is determined by the outstanding limit orders. The limit sell order with the lowest price is  
the ask price. The limit buy order with the highest price is the bid price. Traders make the 
market in the stock by posting limit buy and sell orders. The collection of all limit orders  
is known as the limit order book. Exchanges make their limit order books public so that 
investors (or their brokers) can see the best bid and ask prices when deciding where to trade.

Traders who post limit orders provide liquidity to the market. On the other hand, trad-
ers who place market orders—orders that trade immediately at the best outstanding limit 
order—are said to be “takers” of liquidity. Providers of liquidity earn the bid-ask spread,  
but in doing so they risk the possibility that their orders will become stale: When news 
about the stock arrives that causes the price of the stock to move, smart traders will quickly 
take advantage of the existing limit orders by executing trades at the old prices. To protect 

limit order Order to buy 

or sell a set amount of a 

security at a fixed price.

limit order book Collection  

of all current limit orders for 

a given security.

market orders Orders 

to trade immediately at 

the best outstanding limit 

order available.

transaction cost In most 

markets, an expense such 

as a broker commission 

and the bid-ask spread 

investors must pay in 

order to trade securities.

FIGURE 1.4

Source: J. Angel, L. Harris, and C. Spatt, “Equity Trading in the 21st Century: An Update,” Quarterly Journal of Finance 5 (2015): 1–39.
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form of the NYSE. BATS and Direct Edge merged in 2014; these new electronic exchanges now handle about 20% of all trades. Other 

venues, including internal dealer platforms and so called “dark pools,” accounted for almost 40% of all trades in 2015.
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themselves against this possibility, liquidity providers need to constantly monitor the mar-
ket, cancelling old orders and posting new orders when appropriate. So called high  frequency 

traders (HFTs) are a class of traders who, with the aid of computers, place, update, cancel, 
and execute trades many times per second in response to new information as well as other 
orders, profiting by both providing liquidity and taking advantage of stale limit orders.

Dark Pools

When trading on an exchange, investors are guaranteed the opportunity to trade immediately  
at the current bid or ask price, and transactions are visible to all traders when they occur. In  
contrast, alternative trading systems called dark pools do not make their limit order books 
visible. Instead, these dark pools offer investors the ability to trade at a better price (for  
example, the average of the bid and ask, thus saving the bid-ask spread) with the tradeoff that  
their order might not be filled if an excess of either buy or sell orders is received. Trading 
on a dark pool is therefore attractive to traders who do not want to reveal their demand and 
who are willing to sacrifice the guarantee of immediacy for potential price improvement.

When dark pools are included, researchers estimate that in the U.S. alone there 
could be as many 50 venues to trade stocks. These venues compete with one another for 
order volume. Because traders value liquid markets, an important area of competition is 
liquidity— exchanges try to ensure that their limit order books are deep, that is, contain 
many orders. As a result exchanges have been experimenting with different rules designed 
to encourage traders who pro vide liquidity and discourage traders who take advantage of 
stale limit orders. For example, some trading venues pay traders to post limit orders and 
charge traders who place market orders. Others pay for volume from retail investors, and 
impose additional charges on high frequency trading. The proliferation of exchange ven-
ues has generated a wide variety of different compen sation schemes. Indeed, BATS (which 
stands for Better Alternative Trading System) operates different markets with different 
rules, essentially tailoring their markets to the perceived needs of their customers. It is 
highly unlikely that we have seen the end of these changes. Stock markets remain in a state 
of flux, and only time will tell what the eventual shakeout will look like.

Listing Standards

Each exchange has its own listing standards, outlines of the requirements a company must 
meet to be traded on the exchange. These standards usually require that the company has 
enough shares outstanding for shareholders to have a liquid market and to be of interest 
to a broad set of investors. The NYSE’s standards are more stringent than those of Nasdaq; 
traditionally, there has been a certain pride in being listed on the NYSE. Many companies 
would start on the Nasdaq and then move to the NYSE as they grew. However, Nasdaq 
has retained many big, successful companies such as Starbucks, Apple, and Microsoft. The  
two exchanges compete actively over listings of larger companies (Nasdaq landed Face-
book and the NYSE won Twitter’s listing) and the decision of where to list often comes  
down to which exchange the company’s board believes will give its stockholders the best 
execution and liquidity for their trades.

Other Financial Markets

Of course, stock markets are not the only financial markets. There are markets to trade 
 practically anything—some of them are physical places like the NYSE and others are purely 
electronic, like the Nasdaq. Two of the largest financial markets in the world, the bond 
 market and the foreign exchange market, are simply networks of dealers connected by phone 
and computer. We will discuss these markets in more detail in later chapters (Chapters 6  
and 15 for bonds and Chapter 23 for foreign exchange). Commodities like oil, wheat, and  
soybeans are traded on physical exchanges like the New York Mercantile Exchange. Deriva-

tive securities, which are complicated financial products used to hedge risks, are traded in 
locations like the Chicago Board Options Exchange (discussed in Chapter 21).

high frequency traders  

(HFTs) Traders who 

place, update, cancel, and 

execute trades many times 

per second.

dark pools Trading ven-

ues in which the size and 

price of orders are not 

disclosed to participants. 

Prices are within the best 

bid and ask prices avail-

able in public markets, but 

traders face the risk their 

orders may not be filled if 

an excess of either buy or 

sell orders is received.

listing standards

Outlines of the require-

ments a company must 

meet to be traded on the 

exchange.
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8. What advantage does a stock market provide to corporate investors? To financial managers?

9. What are the important changes that have occurred in stock markets since 2005?

 1.6 Financial Institutions
The spread of the 2008 financial crisis from subprime mortgages to Wall Street to tradi-
tional banks and businesses drew everyone’s attention to financial institutions and their 
role in the economy. In general, financial institutions are entities that provide financial 
services, such as taking deposits, managing investments, brokering financial transac-
tions, or making loans. In this section, we describe the key types of financial institutions 
and their functions.

The Financial Cycle

Keeping the names and roles of the different types of financial institutions straight can 
be challenging. It is helpful to think of the basic financial cycle, depicted in Figure 1.5, 
as context. In the financial cycle, (1) people invest and save their money, (2) that money, 
through loans and stock, flows to companies who use it to fund growth through new 

financial institutions

Entities that provide 

financial services, such as 

taking deposits, managing 

investments, brokering 

financial transactions, or 

making loans.

NYSE, BATS, DJIA, S&P 500: Awash in 
Acronyms

With all of these acronyms floating around, it’s easy to get con-

fused. You may have heard of the “Dow Jones” or “Dow Jones 

(Industrial) Average” and the “S&P 500” on news reports about 

the stock markets. The NYSE, BATS, and Nasdaq are all stock mar-

kets where the prices of stocks are determined through trading. 

However, when commentators talk about whether stocks are up or 

down in general in a given day, they often refer to the Dow Jones 

Industrial Average (DJIA) and the Standard and Poor’s 500 (S&P 

500). The DJIA and S&P 500 are simply measures of the aggregate 

price level of collections of preselected stocks—30 in the case of 

the DJIA and 500 in the case of the S&P 500. These stocks were 

selected by Dow Jones (the publisher of the Wall Street Journal ) 

or Standard & Poor’s as representative of the overall market. The 

S&P 500 consists of 500 of the highest-valued U.S. companies. 

While fewer in number, the 30 stocks in the DJIA include com-

panies such as Microsoft, Walmart, Boeing, and 3M, and are se-

lected to cover the important sectors in the U.S. economy. The 

table below shows the 30 stocks in the DJIA as of March 2019. 

Dow Jones editors choose these stocks to reflect the overall U.S. 

economy. The membership of the index has changed over time to 

reflect the U.S. economy’s transition from being industrial-driven 

to being more services and technology based. For example, they 

added Chevron in 2008 to capture the growing importance of en-

ergy. In 2012, they added UnitedHealth, the United States’ largest 

insurer, to reflect the importance of healthcare for an aging U.S. 

population. Both the DJIA and S&P 500 include stocks that are 

traded on the NYSE and stocks that are traded on Nasdaq and so 

are distinct from the exchanges themselves.

Composition of the Dow Jones Industrial Average (DJIA) as of March 2019

Source: djindexes.com.

3M Co. Goldman Sachs Group Inc. Pfizer Inc.

American Express Co. Home Depot Inc. Procter & Gamble Co.

Apple Inc. Intel Corp. Travelers Co.

Boeing Co. International Business Machines UnitedHealth Group Inc.

Caterpillar Inc. Johnson & Johnson United Technologies Corp.

Chevron Corp. J.P. Morgan Chase & Co. Verizon Communications Inc.

Cisco Systems Inc. McDonald’s Corp. Visa Inc. 

Coca-Cola Co. Merck & Co. Walgreens Boots Alliance Inc.

Dow DuPont Inc. Microsoft Corp. Walmart Stores Inc.

Exxon Mobil Co. Nike Inc. Walt Disney Co.

CONCEPT  

CHECK

http://djindexes.com
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products, generating profits and wages, and (3) the money then flows back to the savers 
and investors. All financial institutions play a role at some point in this cycle of  connecting 
money with ideas and returning the profits back to the savers and investors.

Types of Financial Institutions

Table 1.2 lists the major categories of financial institutions, provides examples of represen-
tative firms, and summarizes the institutions’ sources and uses of funds.

Financial conglomerates, sometimes referred to as financial services firms, com-
bine  more than one type of institution. Examples include Bank of America, JPMorgan 
Chase, and Deutsche Bank, all of which engage in commercial banking (like Wells  
Fargo) as well as investment banking. Investment banking refers to the business of  
advising companies in major financial transactions. Examples include buying and  
selling companies or divisions, and raising new capital by issuing stock or bonds.  
Goldman Sachs and Morgan Stanley are financial institutions that are focused on  
investment banking activities.

Role of Financial Institutions

Financial institutions have a role beyond moving funds from those who have extra funds 
(savers) to those who need funds (borrowers and firms): They also move funds through 
time. For example, suppose you need a $20,000 car loan. You need $20,000 now, but do 
not have it. However, you will have it in the future as you earn a salary. The financial in-
stitution, in this case a bank or credit union, helps transfer your future salary into funds 
today by issuing you a loan.

Financial institutions also help spread out risk-bearing. Insurance companies essentially 
pool premiums together from policyholders and pay the claims of those who have an acci-
dent, fire, medical need, or who die. This process spreads the financial risk of these events out 
across a large pool of policyholders and the investors in the insurance company. Similarly, 
mutual funds and pension funds take your savings and spread them out among the stocks 
and bonds of many different companies, limiting your risk exposure to any one company.

FIGURE 1.5

The Financial Cycle
This figure depicts the basic financial cycle, which matches funds from savers to companies that have 

projects requiring funds and then returns the profits from those projects back to the savers and investors.

Money

Savers
and
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with projects 

and new ideas
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and interest

Money
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“Fintech” is aimed at disrupting many of the intermediation functions these institu-
tions perform.

There are many subareas of fintech:

• Lending tech (Prosper, LendingTree, RocketMortgage, SoFi, Lu.com, etc.)

• Payments/billing tech  (PayPal, Alipay, Clover, Square)

• Personal finance/wealth management (Wealthfront, Betterment, Robinhood)

• Money transfer/remittance (PayPal, Alipay, WePay, Payoneer, Venmo, Square Cash)

• Blockchain  (Bitcoin, Ethereum, R3, Corda)

• Institutional/capital markets tech (Symphony, Plaid, InvestCloud)

• Equity crowdfunding (KickStarter, Initial Coin Offerings)

• Insurance tech (Oscar, Bright Health, Metromile, HNA Easylife, )

As fintech companies test their approaches in the market and incumbents respond, 
we will undoubtedly see a shakeout as some new approaches thrive and others fall short. 
Nonetheless, with so much innovation taking place, it is an exciting time for finance and 
for consumers of financial services.

While you may have seen coverage of the stock markets and discussion of financial 
institutions on the news, it is unlikely that you have been exposed to the finance function 
within a firm. In this chapter, we provided a sense of what corporate finance is all about, 
what a financial manager does, and the importance of stock markets and financial institu-
tions. In upcoming chapters, you will learn how to make financial management decisions 
and how to use financial market information. We will explore the tools of financial analy-
sis hand-in-hand with a clear understanding of when to apply them and why they work.

Institution Source of Money Use of Money

Banks and Credit Unions

Examples: Wells Fargo,  

SunTrust

Deposits (savings) Loans to people and businesses

Insurance Companies

Examples: Liberty Mutual,  

Allstate

Premiums and invest-

ment earnings

Invests mostly in bonds and some 

stocks, using the investment  

income to pay claims

Mutual Funds

Examples: Vanguard, Fidelity

People’s investments 

(savings)

Buys stocks, bonds, and other  

financial instruments on behalf of  

its investors

Pension Funds

Examples: CalPERS, REST

Retirement savings 

contributed through the 

workplace

Similar to mutual funds, except  

with the purpose of providing  

retirement income

Hedge Funds

Examples: Bridgewater, Citadel

Investments by 

wealthy individuals and 

endowments

Invests in any kind of investment  

in an attempt to maximize returns

Venture Capital Funds

Examples: Kleiner Perkins, 

Sequoia Capital

Investments by 

wealthy individuals and 

endowments

Invests in start-up, entrepreneurial 

firms

Private Equity Funds

Examples: TPG Capital, KKR

Investments by 

wealthy individuals and 

endowments

Purchases whole companies by 

using a small amount of equity  

and borrowing the rest

TABLE 1.2

Financial Institutions 

and Their Roles in the 

Financial Cycle

CONCEPT  

CHECK

10. What is the basic financial cycle?

11. What are the three main roles financial institutions play?
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KEY POINTS AND EQUATIONS KEY TERMS

1.1 Why Study Finance?

• Finance and financial decisions are everywhere in our daily lives.
• Many financial decisions are simple, but others are complex. All are 

tied together by the Valuation  Principle—the foundation for financial 
decision making—which you will learn in this book.

1.2 The Four Types of Firms

• There are four types of firms in the United States: sole proprietor-
ships, partnerships, limited liability companies, and corporations.

• Firms with unlimited personal liability include sole proprietorships 
and partnerships.

• Firms with limited liability include limited partnerships, limited 
liability companies, and corporations.

• A corporation is a legally defined artificial being (a judicial person 
or legal entity) that has many of the legal powers people have. It 
can enter into contracts, acquire assets, and incur obligations, and 
it enjoys protection under the U.S. Constitution against the seizure 
of its property.

• The shareholders in a C corporation effectively must pay tax twice. 
The corporation pays tax once and then investors must pay personal 
tax on any funds that are distributed. S corporations are exempt from 
the corporate income tax.

• The ownership of a corporation is divided into shares of stock col-
lectively known as equity. Investors in these shares are called share-
holders, stockholders, or equity holders.

C corporations, p. 9
corporation, p. 6
dividend payments, p. 7
equity, p. 7
equity holder, p. 7
limited liability, p. 6
limited liability company (LLC), 

p. 6
limited partnership, p. 6
partnership, p. 6
S corporations, p. 8
shareholder, p. 7
sole proprietorship, p. 5
stock, p. 7
stockholder, p. 7

1.3 The Financial Manager

• The financial manager makes investing, financing, and cash flow 
management decisions.

• The goal of the financial manager is to maximize the wealth of the 
shareholders (maximize the stock price).

1.4 The Financial Manager’s Place in the Corporation

• The ownership and control of a corporation are separate. Sharehold-
ers exercise their control indirectly through the board of directors.

agency problem, p. 13
board of directors, p. 12
chief executive officer  

(CEO), p. 12
hostile takeover, p. 15

1.5 The Stock Market

• The shares of public corporations are traded on stock markets. The 
shares of private corporations do not trade on a stock market.

• When a firm sells shares to investors, that is a primary market. The 
stock markets, such as NYSE and Nasdaq, are secondary markets 
where investors trade shares among each other.

• Traders provide liquidity in stock markets by posting limit orders.
• The bid-ask spread is determined by the best bid and offer prices in 

the limit order book.

ask price, p. 16
bid-ask spread, p. 17
bid price, p. 16
bourse, p. 15
dark pools, p. 19
high frequency traders (HFTs), 

p. 19
limit order, p. 18
limit order book, 18
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liquid, p. 15
liquidity, p. 17
listing standards, p. 19
market makers, p. 16
market orders, p. 18
primary market, p. 16
secondary market, p. 16
specialists, p. 16
stock exchange, p. 15
stock market, p. 15
transaction cost, p. 18

1.6 Financial Institutions

• In the basic financial cycle, money flows from savers and investors to 
companies and entrepreneurs with ideas, and then back to the savers 
and investors in the form of profits and interest.

• Financial institutions all play some role in this cycle.
• Financial institutions also help move money through time (e.g., 

loans against future wages) and spread risk across large investor 
bases.

financial institutions,  
p. 20

PROBLEMS The Four Types of Firms

1. What is the most important difference between a corporation and all other organi-
zational forms?

2. What does the phrase limited liability mean in a corporate context?

3. Which organizational forms give their owners limited liability?

4. What are the main advantages and disadvantages of organizing a firm as a corporation?

5. Explain the difference between an S and a C corporation.

6. You are a shareholder in a C corporation. The corporation earns $2.00 per share before 
taxes. Once it has paid taxes it will distribute the rest of its earnings to you as a divi-
dend. Assume the corporate tax rate is 25% and the personal tax rate on all income is 
20%. How much is left for you after all taxes are paid?

7. Repeat Problem 6 assuming the corporation is an S corporation.

The Financial Manager

8. What is the most important type of decision that the financial manager makes?

9. Why do all shareholders agree on the same goal for the financial manager?
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The Financial Manager’s Place in the Corporation

10. Corporate managers work for the owners of the corporation. Consequently, they 
should make decisions that are in the interests of the owners, rather than in their own 
interests. What strategies are available to shareholders to help ensure that managers 
are motivated to act this way?

11. Recall the last time you ate at an expensive restaurant where you paid the bill. Now 
think about the last time you ate at a similar restaurant, but your parents paid the bill. 
Did you order more food (or more expensive food) when your parents paid? Explain 
how this relates to the agency problem in corporations.

12. Suppose you are considering renting an apartment. You, the renter, can be viewed as 
an agent while the company that owns the apartment can be viewed as the principal. 
What agency conflicts do you anticipate? Suppose, instead, that you work for the 
apartment company. What features would you put into the lease agreement that would 
give the renter incentives to take good care of the apartment?

13. You are the CEO of a company and you are considering entering into an agreement 
to have your company buy another company. You think the price might be too high, 
but you will be the CEO of the combined, much larger company. You know that when 
the company gets bigger, your pay and prestige will increase. What is the nature of the 
agency conflict here and how is it related to ethical considerations?

14. You are a financial manager in a public corporation. One of your engineers says that 
they can increase the profit margin on your flagship product by using a lower quality 
vendor. However, the product is likely to fail more often and will generally not last 
as long. Will taking your engineer’s suggestion necessarily make shareholders better 
off? Why or why not?

15. You sit on the board of a public corporation. Your CEO has proposed taking steps to 
offset the carbon impact of your company’s manufacturing process. Doing so will add 
to the company’s overall expenses. Your CEO argues, however, that this action will 
actually increase the stock price, maximizing shareholder wealth. Why might socially 
responsible activities also be value-maximizing?

The Stock Market

16. What is the difference between a public and a private corporation?

17. What is the difference between a primary and a secondary market?

18. How are limit orders and market orders different?

19. Explain why the bid-ask spread is a transaction cost.

20. What are the tradeoffs in using a dark pool?
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Financial Institutions

22. What is the financial cycle?

23. How do financial institutions help with risk-bearing?

24. What role do investment banks play in the economy?

25. What are some of the similarities and differences among mutual funds, pension funds, 
and hedge funds?

Reproduced with permission of Yahoo. © 2019 Yahoo.

21. The following quote on Apple stock appeared on August 21, 2019, on Yahoo Finance:

If you wanted to buy Apple, what price would you pay per share? How much would 
you receive per share if you wanted to sell Apple?


