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Organization and Coverage

In order to help students develop the skills necessary to tackle
investment and financing decisions in corporate finance, we
have arranged the book’s 21 chapters into five major building
blocks, which collectively comprise the seven parts of the book,
asillustrated in the accompanying exhibit and described below.

Introduction

Part 1, which consists of Chapter 1, provides an introduction
to corporate finance. It describes the role of the financial
manager, the types of fundamental decisions that financial
mangers make, alternative forms of business organization,
the goal of the firm, agency conflicts and how they arise, and
the importance of ethics in financial decision making. These
discussions set the stage and provide a framework that students
can use to think about key concepts as the course progresses.

Foundations

Part 2 of the text consists of Chapters 2 through 4. These chap-
ters present the basic institutional, economic, and accounting
knowledge and tools that students should understand before
they begin the study of financial concepts. Most of the ma-
terial in these chapters is typically taught in other courses.
Since students come to the corporate finance course with
varying academic backgrounds, and because the time that
has elapsed since students have taken particular prerequisite
courses also varies, the chapters in Part 2 can help the

instructor ensure that all students have the same base level of
knowledge early in the course. Depending on the educational
background of the students, the instructor might not find it
necessary to cover all or any of the material in these chapters.
Some or all of these chapters might, instead, be assigned as
supplemental readings.

Chapter 2 describes the services financial institutions
provide to businesses, how domestic and international finan-
cial markets work, the concept of market efficiency, how firms
use financial markets, and how interest rates are determined
in the economy. Chapter 3 describes the key financial state-
ments and how they are related, as well as how these state-
ments are related to cash flows to investors. Chapter 4 dis-
cusses ratio analysis and other tools used to evaluate financial
statements. Throughout Part 2, we emphasize the importance
of cash flows to get students thinking about this critical com-
ponent of all valuation calculations and financial decisions.

Basic Concepts and Tools

Part 3 presents basic financial concepts and tools and illus-
trates their application. This part of the text, which consists of
Chapters 5 through 9, introduces time value of money and risk
and return concepts and then applies these concepts to bond
and stock valuation. These chapters provide students with the
basic financial intuition and computational tools that will
serve as the building blocks for analyzing investment and
financing decisions in subsequent chapters.

Basic Concepts

Introduction — &
Tools

— Analysis

*» Integration

Part 1: Introduction
Chapter 1. The Financial

Part 3: Valuation of Future Cash Flows
Chapter 5. The Time Value of Money

Chapter 6. Discounted Cash Flows and
Valuation

A 4

Part 4: Capital Budgeting Decisions

Chapter 10. The Fundamentals of
Capital Budgeting

Chapter 11. Cash Flows and Capital
Budgeting

Chapter 12. Evaluating Project
Economics

Chapter 13. The Cost of Capital

Part 6: Business Formation,
Growth, Valuation, and
Financial Planning

Chapter 18. Business Formation,

Growth, and Valuation

Chapter 19. Financial Planning and

Managing Growth

:\t/]IZnFe:?r?]r il > Chapter 7. Risk and Return
Chapter 8. Bond Valuation and the
Structure of Interest Rates
Chapter 9. Stock Valuation
~
X

Part 2: Foundations

Chapter 2. The Financial System and the Level of Interest Rates
Chapter 3. Financial Statements, Cash Flows, and Taxes
Chapter 4. Analyzing Financial Statements

Part 5: Working Capital Management
and Financing Decisions

Chapter 14. Working Capital
Management

Chapter 15. How Firms Raise Capital

Chapter 16. Capital Structure Policy

Chapter 17. Dividends, Stock
Repurchases, and Payout
Policy

Part 7: Options in Corporate
Finance and International
Decisions

Chapter 20. Options and Corporate

Finance
Chapter 21. International Financial
Management
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xii ORGANIZATION AND COVERAGE

Analysis

Parts 4 and 5 of the text focus on investment and financing
decisions. Part 4 covers capital budgeting. Chapter 10 introduces
the concept of net present value and illustrates its application
as the principle tool for evaluating capital projects. It also dis-
cusses alternative capital budgeting decision rules, such as
internal rate of return, payback period, and accounting rate
of return, and compares them with the net present value cri-
teria. Finally, Chapter 10 discusses investment decisions with
capital rationing. The discussions in Chapter 10 provide a frame-
work that will help students in the rest of Part 4 as they learn
the nuances of capital budgeting analysis in realistic settings.

Chapters 11 and 12 follow with in-depth discussions of
how project cash flows are calculated and forecast. The cash
flow calculations are presented in Chapter 11 using a valua-
tion framework that helps students think about valuation
concepts in an intuitive way and that prepares them for the
extension to business valuation in Chapter 18. Chapter 12 cov-
ers analytical tools—such as break-even, sensitivity, scenario,
and simulation analysis—that give students a better appreci-
ation for how they can deal with the uncertainties associated
with cash flow forecasts.

Chapter 13 explains how the discount rates used in cap-
ital budgeting are estimated. This chapter uses an innovative
concept—that of the finance balance sheet—to help students
develop an intuitive understanding of the relations between the
costs of the individual components of capital and the firm’s overall
weighted average cost of capital. It also provides a detailed discus-
sion of methods used to estimate the costs of the individual com-
ponents of capital that are used to finance a firm’s investments
and how these estimates are used in capital budgeting.

Part 5 covers working capital management and financing
decisions. It begins, in Chapter 14, with an introduction to
how firms manage their working capital and the implications
of working capital management decisions for financing deci-
sions and firm value. This is followed, in Chapters 15 and 16,
with discussions of how firms raise capital to fund their real
activities and the factors that affect how firms choose among
the various sources of capital available to them. Chapter 16
also includes an extensive appendix on leasing concepts and
buy versus lease analysis. Chapter 17 rounds out the discussion
of financing decisions with an introduction to dividends, stock
repurchases, stock dividends and splits, and payout policy.

Integration

Part 6, which consists of Chapters 18 and 19, brings together
many of the key concepts introduced in the earlier parts of

Parrino_FM.indd 12

the text. Chapter 18 covers financial aspects of business forma-
tion and growth and introduces students to business valuation
concepts for both private and public firms. The discussions in
this chapter integrate the investment and financing concepts
discussed in Parts 4 and 5 to provide students with a more
complete picture of how all the financial concepts fit together.
Chapter 19 covers concepts related to financial planning, fore-
casting, and managing growth.

Part 7 introduces students to some important issues that
managers must deal with in applying the concepts covered in
the text to real-world problems. Chapter 20 introduces call and
put options and discusses how they relate to investment and
financing decisions. It describes options that are embedded in
the securities that firms issue. It also explains, at an accessible
level, the idea behind real options and why traditional NPV
analysis does not take such options into account. In addition,
the chapter discusses agency costs of debt and equity and the
implications of these costs for investment and financing deci-
sions. Finally, Chapter 20 illustrates the use of options in risk
management. Instructors can cover the topics in Chapter 20
near the end of the course or insert them at the appropriate
points in Parts 4 and 5. Chapter 21 examines how internation-
al considerations affect the application of concepts covered in
the book.

Unique Chapters

Chapter on Business Formation, Growth, and Valuation

We wrote Chapter 18 in response to students’ heightened in-
terest in new business formation (entrepreneurship) and in or-
der to draw together, in a comprehensive way, the key concepts
from capital budgeting, working capital management, and fi-
nancial policy. This capstone chapter provides an overview of
practical finance issues associated with forecasting cash flows
and capital requirements for a new business, preparing a busi-
ness plan, and business valuation. The discussion of business
valuation extends far beyond that found in other introductory
corporate finance textbooks.

Chapter on Options and Corporate Finance

Many other corporate finance textbooks have a chapter that
introduces students to financial options and how they are val-
ued. This chapter goes further. It provides a focused discussion
of the different types of financial and nonfinancial options that
are of concern to financial managers. Topics include options
embedded in debt and equity securities; real options and their
effect on project analysis; how option-like payoff functions
faced by stockholders, bondholders, and managers affect agency
relationships; and the use of options in risk management.
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Proven Pedagogical Framework

We have developed several distinctive features throughout the book to aid student
learning. The pedagogical features included in our text are as follows:

-Chapter Opener
“Vignettes

Each chapter begins with a vignette
that describes a real company or
personal application. The vignettes
illustrate concepts that will be pre-
sented in the chapter and are meant

CHAPTER T

Risk and
Return

e . to heighten student interest’ moti-
LEAT G OBJECTIVES . ; vate learning, and demonstrate the
1. Explain the relation between risk and return. 6. Explain the concept of diversification and its eﬁ:éct real'hfe releVance Of the materlal n
2. Describe the two components of a total holding CGES . . the Chapter‘
period return, and calculate this return for an asset. 7. Discuss why systematic risk matters to investors and A

how this measure relates to expected returns.

w

. Explain what an expected return is, and calculate
the expected return for an asset.

o

. Describe what the Capital Asset Pricing Model
(CAPM) tells us and how to use it to evaluate
whether the expected return of an asset is
sufficient to compensate an investor for the risks
associated with that asset.

»

. Explain what the standard deviation of returns is
and why it is very useful in finance, and calculate it
foran asset.

@

. Explain what an arithmetic average return is and

e v 0 e “Learnin g
N ° °
Objectives

The Kohls department store chain was facing headwinds coming into 2020. At approximately

$20 billion, the firm’s revenues had changed little since 2019. However, operating income The opening Vignette is accom-

excluding unusual items had declined by almost 20% over the same period. Kohls perfor- N . . . .

mance was similar to that of other U.S. retailers facing falling mall traffic, import tariffs, and N pan]ed by 1earn1ng ObJ ectives

increasing transportation costs. In addition, Kohls” business was increasingly being squeezed s . N .

between the growing segments of e-commerce retailers and off-price stores like TJ Maxx and s that ldentlfy the most lmportant

Nordstrom Rack. Kohls’ stock price reflected the company’s perilous position, declining precip- N .

itously from its all-time high of $79.11 per share on August 1, 2018 to $21.36 just two years later. ,'. matel‘lal fOI‘ Students tO under'
The challenges faced by Kohls did not affect every firm in its industry equally. For example, N . .

Target’s sales and operating income grew steadily over the same period, thanks in part to its s Stand Whlle I‘eadll’lg the Chaptel‘.

focus on growing its e-commerce sales channel, the diversification of its product offerings to N

include traditional grocery, and the creation of a range of highly profitable private label brands. At the end Of the Chapter, the

The success of Target’s business model paid off for its shareholders, who saw the value of their N . . .

shares nearly double from $87.50 per share on August 1, 2018 to $151.21 two years later. N Summary Of Leal‘nlng ObJ eCtIVCS
This chapter discusses risk, return, and the relation between them. The difference in . .

returns earned by Kohls and Target from August 2018 to August 2020 illustrates a challenge suminarizes the Chapter COntent

faced by all investors. The shares of both companies were risky investments in 2018, and yet . .

someone who invested in Kohls stock lost 72.9 percent [($21.36 — $79.11)/$79.11 = —0.729, n the COnteXt Of the learnlng

or —72.9 percent] of their investment over the next two years. An investor in Target, however,

- objectives.
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LEARNING APPLICATION 7.1 | Calculating the Return on an Investment

BY D O I N G Problem You purchased a beat-up 1974 Datsun 240Z sports car a year ago for $1,500. Datsun is
what Nissan, the Japanese car company, was called in the 1970s. The 240Z was the first in a series of
cars that led to the Nissan 370Z that is being sold today. Recognizing that a mint-condition 240Z is a
much sought-after car, you invested $7,000 and a lot of your time in fixing up the car. Last week, you
sold it to a collector for $18,000. Not counting the value of the time you spent restoring the car, what

Need more help? N o ; N
is the total return you earned on this investment over the one-year holding period?

Visit your Wiley
Course Resources. Approach Use Equation 7.1 to calculate the total holding period return. To calculate Ry using
Equation 7.1, you must know Py, P;, and CF,. In this problem, you can assume that the $7,000 was
[ spent at the time you bought the car to purchase parts and materials. Therefore, your initial invest-
" ment, Py, was $1,500 + $7,000 = $8,500. Since there were no other cash inflows or outflows between
the time that you bought the car and the time that you sold it, CF; equals $0.
Solution The total holding period return is:
_ _ P, —Py+ CF; _ $18,000 — $8,500 + $0 _
Rr=Rea+R;= Po = $8.500 =1.118,0r 111.8%
Learning by Doing Applications
Along with a generous number of in-text examples, most chapters include several Learning
by Doing Applications. These applications contain quantitative problems with step-by-step
solutions to help students better understand how to apply their intuition and analytical skills
to solve important problems. By including these exercises, we provide students with additional
practice in the application of the concepts, tools, and methods that are discussed in the text.
Building Intuition .......................................................................................

Students must have an intuitive understanding of a number of impor- Building Intuition ®
tant principles and concepts to successfully master the finance curric-
ulum. Throughout the book, we emphasize these important concepts
by presenting them in Building Intuition boxes. These boxes provide The greater the risk associated with an investment, the greater
a statement of an important finance concept, such as the relation be- the refurn investors expect from it. A corollary o this idea is
. . . ‘s that investors want the highest return for a given level of risk

tween risk and expected return, along with an intuitive example or ex- . . .
. or the lowest risk for a given level of return. When choosing
planation to help the student “get” the concept. These boxes help the between two investments that have the same level of risk,
students develop finance intuition. Collectively, the Building Intuition investors prefer the investment with the higher return. Alter-

boxes cover the most important concepts in corporate finance. natively, if two investments have the same expected return,
investors prefer the less risky alternative.

More Risk Means a Higher Expected Return

EXAMPLE 7.2 | Choosing between Two Investments DECISION

Situation You are trying to decide whether to invest in one or both of two different stocks. Stock 1 MAKIN G
has a beta of 0.8 and, based on its current price, has an expected return of 7.0 percent. Stock 2 has a

beta of 1.2 and, based on its current price, has an expected return of 9.5 percent. You remember learn-

ing about the CAPM in school and believe that it does a good job of telling you what the appropriate

expected return should be for a given level of risk. Since the risk-free rate is 4 percent and the market

risk premium is 6 percent, the CAPM tells you that the appropriate expected rate of return for an ‘
asset with a beta of 0.8 is 8.8 percent. The corresponding return for an asset with a beta of 1.2 is 11.2 :
percent. Should you invest in either or both of these stocks?

Decision You should not invest in either stock. The expected returns for both of them are below the
values predicted by the CAPM for investments with the same level of risk. In other words, both would
plot below the line in Exhibit 7.11. This implies that they are both overpriced.

Decision-Making Examples

Throughout the book, we emphasize the role of the financial manager as a decision maker. To that
end, twenty chapters include Decision-Making Examples. These examples, which emphasize the
decision-making process rather than computation, provide students with experience in financial de-
cision making. Each Decision-Making Example outlines a scenario and asks the student to make a
decision based on the information presented.

Xiv
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End of Chapter Pedagogy

Summary of Learning ...
Objectives and Key

At the end of the chapter, you will find a
summary of the key chapter content related
to each of the learning objectives listed at the
beginning of the chapter, as well as an exhibit
listing the key equations in the chapter.

1 Explain the relation between risk and return.

Investors require higher returns for taking greater risk. They prefer
the investment with the highest possible return for a given level of
risk or the investment with the lowest risk for a given level of return.

2 Describe the two components of a total holding period
return, and calculate this return for an asset.

The total holding period return on an investment consists of a capital

i and an income This return is cal-
culated using Equation 7.1. It is important to recognize that investors do
not care whether they receive a dollar of return through capital apprecia-
tion or as a cash dividend. Investors value both sources of return equally.

3 Explain what an expected return is, and calculate the
expected return for an asset.

@ Summary of Key Equations

Formul

AP + CF,

Rp=Rea+Ri= o

....-@Summary of Learning Objectives

within a particular range. To calculate the standard deviation, the var-
fance is first calculated using Equation 7.3. The standard deviation of
returns s then calculated by taking the square oot of the variance.

5 Explain what an arithmetic average return is and
what a geometric average return is, and calculate these
returns for an asset.

The arithmetic average return is the return earned in an average
period, while the geometric average return is the average com-
pounded return earned by an investor. Equations 7.4 and 7.5 are used
to calculate these returns.

6 Explain the concept of diversification and its effect
on risk.

Diversification entails reducing risk by investing in two or more
assets whose returns do not always move in the same direction at the
same time. Investing in a portfolio containing assets whose prices do

B(R g = i(p. xR)

Equation  Description
7.1 Total holding period return
22 Expected return on an asset
7.3 Variance of return on an asset

Var®) = ok = 3 {p x [Ri — ERY]}

Self-Study Problems ®

6.1 Kronka, Inc., is expecting cash inflows of $13,000, $11,500,
$12,750, and $9,635 over the next four years. What is the present value
of these cash flows if the appropriate discount rate is 8 percent?

6.2 Your grandfather has agreed to deposit a certain amount of money
each year into an account paying 7.25 percent annually to help you go
to graduate school. Starting next year, and for the following four years,
he plans to deposit $2,250, $8,150, $7,675, $6,125, and $12,345 into the
account. How much will you have at the end of the five years?

to invest the same amount at the end of each of the next three years in
an account paying 6 percent. What is the amount that he will have to
save every year to reach his goal of $7,500 in three years?

6.4 Becky Scholes has $150,000 to invest. She wants to be able to
withdraw $12,500 every year forever without using up any of her prin-
cipal. What interest rate would her investment have to earn in order
for her to be able to do s0?

6.5 Dynamo Corp. is expecting annual payments of $34,225 for the

Solutions to Self-Study Problems @ --- -

6.1 The time line for Kronka’s cash flows and their present value is as follows:

0 2 3 4 Yea
! 8% ! 2 3 4 Year
t + + + i
$13,000 $11,500 $12,750 $9,635
$13,000  $11,500  $12,750  $9.635
V=108 (1.08)? * .08 (1.08)*

= $12,037.04 + $9,859.40 + $10,121.36 + $7,082.01

=$39,099.81

6.2 The time line for your cash flows and their future value is as follows:

2 3 4
¥ } '
t t t
—$8,150

—$7,675 —$6,125

FV5 =[$2,250 x (1.0725)°] + [$8,150 X (1.0725)°] + [$7,675 X (1.0725)°] + [$6,125 x 1.0725] + $12,345
=52,976.95 + $10,054.25 + $8,828.22 + $6,569.06 + $12,345.00

=$40,773.48

Discussion Questions.

At least ten qualitative questions, called
Discussion Questions, require students
to think through their understanding of
key concepts and apply those concepts to
a problem.
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-Jl @ Discussion Questions

7.1 Suppose that you know the risk and the expected return for two
stocks. Discuss the process you might utilize to determine which of
the two stocks is a better buy. You may assume that the two stocks will
be the only assets held in your portfolio.

7.2 What is the difference between the expected rate of return and
the required rate of return? What does it mean if they are different for
a particular asset at a particular point in time?

7.3 Suppose that the standard deviation of the returns on the shares
of stock at two different companies is exactly the same. Does this
mean that the required rate of return will be the same for these two
stocks? How might the required rate of return on the stock of a third
company be greater than the required rates of return on the stocks of
the first two companies even if the standard deviation of the returns
of the third company’s stock is lower?

7.4 The correlation between Stocks A and B is 0.50, while the corre-
lation between Stocks A and C is —0.5. You already own Stock A and

-Self-Study Problems
with Solutions

Five problems similar to the in-text Learning
by Doing Applications follow the summary
and provide additional examples with step-
by-step solutions to help students further
develop their problem-solving and compu-
tational skills.

7.6 Which investment category included in Exhibit 7.3 has shown the
greatest degree of risk in the United States since 19267 Explain why
that makes sense in a world where the value of an asset in this invest-
ment category is likely to be more sensitive to changes in market con-
ditions than is the price of a corporate bond.

7.7 You are concerned about one of the investments in your fully
diversified portfolio. You just have an uneasy feeling about the CFO,
Tam Shifty, of that particular firm. You do believe, however, that the
firm makes a good product and that it is appropriately priced by the
market. Should you be concerned about the effect on your portfolio if
Shifty embezzles a portion of the firm’s cash?

7.8 The CAPM is used to price the risk (estimate the expected return) for
any asset. Our examples have focused on stocks, but we could also use
CAPM to estimate the expected rate of return for bonds. Explain why.
7.9 In recent years, investors have agreed that the market portfolio
consists of more than just a group of U.S. stocks and bonds. If you are

XV
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Questions and
Problems

The Questions and Problems, numbering
26 to 48 per chapter, are primarily quanti-
tative and are classified as Basic, Interme-
diate, or Advanced.

Excel Problems ...

Selected problems can be solved using Excel
templates within Wiley Course Resources.

®Questions and Problems @

Gm Excel templates and resources available in

Wiley Course Resources.

Basic

7.1 Returns: Describe the difference between a total holding period
return and an expected return.

7.2 Expected returns: John is watching an old game show rerun
called Let’s Make a Deal in which the contestant chooses a prize
behind one of two curtains. Behind one of the curtains is a gag prize
worth $150, and behind the other is a round-the-world trip worth

7.5 Single-asset portfolios: Stocks A, B, and C have expected
returns of 15 percent, 15 percent, and 12 percent, respectively, while
their standard deviations are 45 percent, 30 percent, and 30 percent,
respectively. If you were considering the purchase of each of these
stocks as the only holding in your portfolio and the risk-free rate is
0 percent, which stock should you choose?

Intermediate

7.15 Expected returns: José is thinking about purchasing a soft
drink machine and placing it in a business office. He knows that
there is a 5 percent probability that someone who walks by the
machine will make a purchase from the machine, and he knows that
the profit on each soft drink sold is $0.10. If Jos¢ expects a thousand

7.20 Single-asset portfolios: Using the information from Problems
7.17, 7.18, and 7.19, calculate the coefficient of variation for each of
the investments in those problems.

7.21 Portfolios with more than one asset: Emmy is analyzing a two-
stock nortfolin that consists of a utilitv stock and a commaditv stock. She

Advanced

7.29 David is going to purchase two stocks to form the initial holdings
in his portfolio. Iron stock has an expected return of 15 percent, while
Copper stock has an expected return of 20 percent. If David plans to
invest 30 percent of his funds in Iron and the remainder in Copper,
what will be the expected return from his portfolio? What if David
invests 70 nercent of his funds in Tran stock?

CFA Problems

4.38 Common-size analysis is used in financial analysis to:

®

evaluate changes in a company’s operating cycle over time.

&

predict changes in a company’s capital structure using regres-
sion analysis.

3

compare companies of different sizes or compare a company
with itself over time.

&

restate each element in a company’s financial statement as a
proportion of the similar account for another company in the
same industry.

439 The TBI Company has days’ sales in inventory of 50. Therefore,
the TBI Company’s inventory turnover is closest to:

4.40 DuPont analysis involves breaking return-on-assets ratios into
their:

a. profit components.
b. marginal and average components.
c. operating and financing components.

d. profit margin and turnover components.

expected return of 20 percent. Plot it on the graph. Is this security
properly priced? If not, explain what we might expect to happen to the
price of this security in the market.

7.36 If the CAPM describes the relation between systematic risk and
expected returns, can both an individual asset and the market portfo-

CFA Problems

Problems from CFA readings are included
in the Question and Problem section in

4.41 If a company’s net profit margin is —5 percent, its total asset
turnover is 1.5 times, and its financial leverage ratio is 1.2 times, its
return on equity is closest to:

a. —9.0 percent. . —3.2 percent.

b. —7.5 percent. d. 1.8 percent.

appropriate chapters.

a. 4.8 times. c. 8.4 times.

b. 7.3 times. d. 9.6 times.

Sample Test Problems

Finally, five or more Sample Test Problems call for
straightforward applications of the chapter con-
cepts. These problems are intended to be represent-
ative of the kind of problems that may be used in
a test, and instructors can encourage students to

@ Sample Test Problems

6.1 Freisinger, Inc., management is expecting a new project (o start
paying off beginning at the end of next year. Cash flows are expected
to be as follows:

0 78% 1 2 3 4
'

5 Year
I 4 ¥ } 1

t t t t 1
$433,676  $478,452  $475,455 $478,326  $535,444
If Freisinger can reinvest these cash flows to earn a return of 7.8 per-
cent, what is the future value of this cash flow stream at the end of five
years? What is its present value?

6.2 Compare an annuity due with an ordinary annuity. The pay-
ments for both are made annually and are of the same dollar
amounts. The two annuities also have the same duration in years

6.3 You plan to set up an endowment at your alma mater that will
fund $200,000 of scholarships each year indefinitely. If the principal
(the amount you donate) can be invested at 5.5 percent, compounded
annually, how much do you need to donate to the university today
so that the first scholarships can be awarded beginning one year
from now?

6.4 Annalise Genric wants to open a restaurant in a historic build-
ing. The property can be leased for 20 years but not purchased. She
believes her restaurant can generate a net cash flow of $76,000 the
first year and expects an annual growth rate of 4 percent thereafter. If
a discount rate of 15 percent is used to evaluate this business, what is
the present value of the cash flows that it will generate?

6.5 A credit card offers financing at an APR of 18 percent, with

solve them as if they were taking a quiz. Solutions

are provided in the Solutions Manual.

EthiCS Case . ...................................

America’s Ailing
Drug Prices

oo s
In September 2016, Mylan o,
CEO Heather Bresch ap- PAK’
peared before the U.S. House s03mg
Oversight Committee to ad-
dress the controversial issue
of rising prescription drug
prices. Mylan was in the
spotlight because of a dra-
matic 600 percent increase
in the price of the EpiPen, a
steroidal injector that treats
severe and sometimes deadly
allergic reactions. The rise
in the cost of EpiPens was
stunning. Priced at $100 for a
two-pack in 2009, the same
of 2016 Memhers of the Hor
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of its offerings, including m¢

and the same discount rate. Which of the following
are correct?

a. The present value of the ordinary annuity is greater.
b. The present value of the annuity due is greater.
c. The future value of the ordinary annuity s greater.

d. The future value of the annuity due is greater.

~~~~~~~~~~~~~~ Ethics Cases

Ethics is an important topic in finance. Key concepts are discussed in

is/  monthly on charges. What is the effective
annual rate (EAR)?
6.6 Thomas Nguyen currently has $10,000 in the bank earning inter-
est of 6 percent per year, compounded monthly. If he needs $25,000
to purchase a car and can save an additional $100 a month stating at
the end of this month, how long will it take him to accumulate the
$25,0007

Chapter 1 and eight cases are included throughout this book to help stu-
dents better understand how to analyze ethical dilemmas. Each case is
listed in the table of contents, and appears at the end of the end-of-chapter
content for the applicable chapters. Real company examples are present-
ed, including timeless cases about Arthur Andersen and Martha Stewart’s
scandal involving ImClone, as well as more timely topics such as the con-
troversy surrounding drug price increases at firms like Mylan (EpiPen)

and the cross-selling scandal at Wells Fargo. In addition, two new cases

that address runaway CEO pay (in Chapter 7) and General Motor’s strat-
egy for the production of electric vehicles (in Chapter 10), present current
day examples of the environmental, social, and governance (ESG) factors
that are increasingly important in the marketplace today. Each case
includes questions for follow-up discussion in class or as an assignment.
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New to This Edition

In revising Fundamentals of Corporate Finance we have im-
proved the presentation and organization of key topics, added
important new content, updated the text to reflect changes in
market and business conditions since the fourth edition was
written, improved key in-chapter pedagogical features, and added
to the number and quality of the end-of-chapter problem sets.

Improved Content, Presentation,
and Organization

In preparing this edition of Fundamentals of Corporate Finance,
we extensively edited discussions throughout the text and added
new content to improve the depth and effectiveness of the pres-
entation. We also substantially modified the layout of the text to
enhance the accessibility of the content in online applications,
such as Wiley Course Resources. The changes that we made to
the content and writing are too numerous to discuss in detail.
However, examples include the addition of more in-text calcu-
lations related to cash flows associated with working capital and
long-term investments in Chapter 3, the addition of a new sec-
tion on arithmetic versus geometric returns in Chapter 7, and
streamlining of some of bond calculation discussions in Chap-
ter 8. Throughout the text, we added callouts for the Learning
by Doing Applications and Decision Making Examples to im-
prove the flow of the presentation. We also added two new cas-
es, including one addressing the controversial rise in executive
compensation (in Chapter 7) and another on sustainability high-
lighting the increasing focus of automakers on the production
of electric vehicles (in Chapter 10). These new cases, added to
six updated versions of ethics cases from the previous editions,
provide a broader perspective on the important environmental,
social, and governance (ESG) decisions facing managers today.
Each case is listed in the table of contents, and appears at the
end of the end-of-chapter content for the applicable chapters.

Current Financial Market and
Business Information

Throughout the text, all financial market and business informa-
tion for which more current data are available have been updated.
Not only have the exhibits been updated, but financial values such
as interest rates, risk premiums, and foreign currency exchange
rates have been updated throughout the discussions in text, in-
text examples, and end-of-chapter problems. In addition, all of
the chapter opener vignettes have been replaced with updated ex-
amples, typically from events in 2020 and 2021. All of the chapter
openers provide real world examples of how the material covered
in the chapter is relevant to financial decision making.

This edition of the text also features updated tax rates that
reflect the 2017 federal tax legislation that replaced progressive
corporate income tax brackets with a lower, 21 percent flat rate.
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Tax Cuts and
Jobs Act

N 4
.

cbies/123RF

In addressing corporate tax rates, we are careful to highlight that
most firms pay blended rates that reflect not only federal but
also state and local taxes. The 2017 federal tax law also featured
two important changes in the tax treatment of accelerated de-
preciation and the pre-tax deductibility of interest paid by firms.

Given the complexity of these issues, we have written a stand-
alone Appendix C that instructors can use with students to study
how tax policy can impact various aspects of corporate finance.
We begin our discussion in Appendix C by analyzing how the
replacement of progressive corporate income tax brackets with a
flat 21 percent corporate tax rate affects cash flow to investors. We
then extend our treatment to include two of the most important
changes in the tax law: (1) a temporary expansion of accelerated
depreciation commonly referred to as “bonus depreciation” and
(2) new limits on the deductibility of net business interest, deter-
mined by EBITDA, when computing pretax income. The third
section of this supplement examines how the policy changes the
lowered value of the interest tax shield and increased the cost of
debt capital and the weighted average cost of capital (WACC) for
levered firms. Finally, Appendix C considers how changes in the
tax law affect corporate financial policies and the value of the firm.

In-Chapter Features

The Learning Objectives at the beginning of each chapter
have been revised to more fully reflect the important content
in the associated sections of the chapters.

New Building Intuition boxes have been added where ap-
propriate, and existing Building Intuition boxes have been ed-
ited to ensure clarity.

All Learning by Doing Applications have been reviewed
and, where appropriate, updated or replaced.

All Decision-Making Examples have been reviewed and up-
dated where necessary.

The Summary of Learning Objectives and Key Equations at
the end of each chapter have been updated to reflect changes in the
chapter text and to improve the pedagogical value of these features.

xvii
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xviii NEW TO THIS EDITION

In Digital Engagement

Adaptive Assignments, powered by Knewton, support instruc-
tors defining assignments by intent, and students to learn course
concepts efficiently so they can succeed in their course and be-
yond. By continuously adapting to each student’s needs and pro-
viding achievable goals with just-in-time instruction, Adaptive
Assignments close knowledge gaps to accelerate learning.
Chapter 0 now includes Accounting Review sections to
support students needing a review of accounting concepts and
skills applicable to the corporate finance course.

The Before You Go On questions included at the end of each
textbook section are now also available to instructors as as-
signable questions in the Wiley course, to provide instructors
another way to incentivize student practice and engagement
with the textbook content.

Gradable Excel Questions for selected end-of-chapter
homework questions are available for instructors to assign in
order to facilitate student practice of Excel skills in the context
of solving finance questions. Students must correctly apply
both knowledge of finance and the requested Excel function(s)
for their work to be graded as correct.

Refined and Extended Problem Sets

We have carefully edited the end-of-chapter questions and prob-
lems throughout the book to ensure that the examples are cur-
rent and clearly presented. New Self-Study Problems, Discussion
Questions, and Questions and Problems have been added to
ensure appropriate coverage of key concepts at all levels of dif-
ficulty. The total number of end-of-chapter questions and prob-
lems, including self-study problems and self-test questions, for
the entire text has increased to 1,200. All end-of-chapter assess-
ments are available in the Wiley Course for instructors to assign,
and are autogradable and have algorithmically changing values
whenever possible to support student practice and integrity.

An Emphasis on Digital
Engagement

Fundamentals of Corporate Finance, Fifth Edition, is completely
integrated with Wiley Course Resources, featuring a suite of teach-
ing and learning resources developed under the close review of the
authors. Driven by the same basic beliefs as the textbook, Wiley
Course Resources allows students to assess their progress along the
way, and access the content and resources needed to master the
material. Wiley Course Resources provides immediate insight to
student strengths and problem areas.

Many dynamic resources are integrated into the course to
help students build their knowledge and understanding, stay
motivated, and prepare for decision making in a real-world con-
text. Additional features of the Wiley Course Resources include:

Adaptive Assignments, powered by Knewton, provide a
targeted, actionable approach to personalized learning.
The assignments quickly and continuously identify each
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individual student’s unique learning needs (with no need
for a diagnostic) and adapt to what they know, providing
just-in-time support, including targeted instruction, re-
fresher questions, and answer explanations to fill gaps.

Online Assessments: All end-of-chapter assessments are
available in the Wiley Course for instructors to assign, and
are autogradable and have algorithmically changing values
whenever possible to support student practice and integrity.

Narrated Presentation Videos: For every section in
the textbook, narrated presentation videos with a corpo-
rate finance instructor talking through the PowerPoint
slides provide support for online courses, flipped class-
rooms, and student study and review.

Chapter 0 Math Skills and Accounting Review offers
students adaptive review and practice for essential math
and accounting topics necessary to master Corporate
Finance. Built to serve as a refresher of remedial content,
this chapter includes reading content, algorithmic prac-
tice, and Figuring Finance Interactive Tutorials built
to improve student retention and help connect difficult
math and finance concepts.

Learning by Doing Interactive Tutorials related to
selected Learning by Doing problems from the textbook
provide students an alternative learning style presenta-
tion, with voice narration, an opportunity solve and sub-
mit answers to the question(s) for immediate feedback,
and step-by-step solutions to help students better under-
stand how to apply their intuition and analytical skills to
solve problems. Selected Tutorials also include a financial
calculator solution demonstration.

Solution Walkthrough Videos include the authors and
other instrutors working through selected end-of-chapter
problems, providing 24/7 just-in-time homework assistance
and problem-solving techniques. The videos are linked as
question assistance within the applicable autogradable end-
of-chapter questions available for instructors to assign in the
Wiley course, and are also included in Wiley Course Resourc-
es for direct access. Solution methods demonstrated include
algebraic, financial calculator, and Excel, with some videos
including multiple methods. Filters within Wiley Course Re-
sources support instructors and students locating the videos
that include Excel and Financial Calculator demonstration.

Excel Templates for selected end-of-chapter problems
provide students a model of best practices for setting up
problems in Excel and applying Excel functions to solve
problems in the context of corporate finance. Solution
Walkthrough Videos related to the Excel Templates pro-
vide additional support on how to set up problems in
Excel to solve corporate finance problems.

Gradable Excel Questions, available for selected
end-of-chapter homework questions, supply autogradable
Excel questions to help instructors facilitate student prac-
tice of Excel skills in the context of solving finance ques-
tions. Students must correctly apply both knowledge of
finance and the requested Excel function(s) for their work
to be graded as correct.
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We have written Fundamentals of Corporate Finance for use in
an introductory course in corporate finance at the undergrad-
uate level. It is also suitable for advanced undergraduate, exec-
utive development, and traditional or executive MBA courses
when supplemented with cases and outside readings. The main
chapters in the book assume that students are well-versed in
algebra and that they have taken courses in principles of eco-
nomics and financial accounting. Optional chapters covering
important economic and financial accounting concepts are
included for students and instructors seeking such coverage.

Balance Between Conceptual
Understanding and
Computational Skills

We wrote this corporate finance text for one very important
reason. We want to provide students and instructors with a
book that strikes the best possible balance between helping
students develop an intuitive understanding of key finan-
cial concepts and providing them with problem-solving and
decision-making skills. In our experience, teaching students at
all levels and across a range of business schools, we have found
that students who understand the intuition underlying the
basic concepts of finance are better able to develop the critical
judgment necessary to apply financial tools to a broad range of
real-world situations. An introductory corporate finance course
should provide students with a strong understanding of both
the concepts and tools that will help them in their subsequent
business studies and their personal and professional lives.

Market research supports our view. Many faculty mem-
bers who teach the introductory corporate finance course to
undergraduates want a book that bridges the gap between
conceptually-focused and computationally-focused books.
This text is designed with that need in mind. Specifically, it
develops the fundamental concepts underlying corporate
finance in an intuitive manner while maintaining a strong
emphasis on developing computational skills. This text also
takes the students one step further by emphasizing the use of
intuition and analytical skills in decision making.

Our ultimate goal has been to write a book and develop
learning tools that help our colleagues succeed in the
classroom—materials that are genuinely helpful in the learn-
ing process. Our book offers a level of rigor that is appropriate for
finance majors and yet presents the content in a manner that both
finance and non-finance students find accessible and want to
read. Writing a book that is both rigorous and accessible has been
one of our key objectives, and both faculty and student reviews of
the previous editions suggest that we have met this mark.

Parrino_FM.indd 9

Preface

Our text offers a number of solutions to many of the
challenges facing finance faculty who are asked to teach ever-
increasing numbers of students with limited resources.
Faculty members need a book and ancillary learning tools
that help them effectively leverage their time. The organi-
zation of this book, the associated learning materials, and
Wiley’s innovative online platform provide this leverage. In
addition to providing a home for the eTextbook, Wiley offers
instructors a number of unique online resources for student
problem solving, testing, and supplemental materials, all on
a platform that easily integrates with leading learning man-
agement systems.

A Focus on Value Creation

This book is more than a collection of ideas, equations, and
chapters. It has an important integrating theme—that of value
creation. This theme, which is carried throughout the book,
provides a framework that helps students understand the
relations between the various concepts covered in the book
and makes it easier for them to learn these concepts.

The concept of value creation is the most fundamental
notion in corporate finance. It is in stockholders’ best interests
for value maximization to be at the heart of the financial de-
cisions made within the firm. Thus, it is critical that students
be able to analyze and make business decisions with a focus
on value creation. The concept of value creation is introduced
in the first chapter of the book and is further developed and
applied throughout the remaining chapters.

The theme of value creation is operationalized through
the net present value (NPV) concept. Once students grasp the
fundamental idea that financial decision makers should only
choose courses of action whose benefits exceed their costs,
analysis and decision making using the NPV concept becomes
second nature. By helping students better understand the eco-
nomic rationale for a decision from the outset, rather than ini-
tially focusing on computational skills, our text keeps students
focused on the true purpose of the calculations and the deci-
sion at hand.

Integrated Approach: Intuition,
Analysis, and Decision Making

To support the focus on value creation, we have emphasized
three things: (1) providing an intuitive framework for under-
standing fundamental finance concepts, (2) teaching students
how to analyze and solve finance problems, and (3) helping
students develop the ability to use the results from their analy-
ses to make good financial decisions.
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PREFACE

An Intuitive Approach: We believe that explaining
finance concepts in an intuitive context helps students
develop a richer understanding of those concepts and
gain better insights into how finance problems can be
approached. It is our experience that students who have
a strong conceptual understanding of financial theory
better understand how things really work and are better
problem solvers and decision makers than students who
focus primarily on computational skills.

Analysis and Problem Solving: With a strong under-
standing of the basic principles of finance, students are
equipped to tackle a wide range of financial problems.

Parrino_FM.indd 10

In addition to the many numerical examples that are
solved in the text of each chapter, this book has 1,200 end-of-
chapter homework and review problems that have been
written with Bloom’s Taxonomy in mind. Solutions for
these problems are provided in the Instructor’s Manual.
We strive to help students acquire the ability to analyze
and solve finance problems.

Decision Making: Our ultimate goal is to prepare stu-
dents to make sound financial decisions in practice. To
help students develop these skills, throughout the text we
illustrate how the results from financial analyses are used
in decision making.
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CHAPTER

The Financial
Manager and
the Firm

Julio Ricco/Shutterstock.com

LEARNING OBJECTIVES

1. Identify the key financial decisions facing the 4. Explain why maximizing the value of the firm’s stock
financial manager of any business. is the appropriate goal for management.

2. ldentify common forms of business organization in 5. Discuss how agency conflicts affect the goal of
the United States and their respective strengths and maximizing stockholder value.
weaknesses.

6. Explain why ethics is an important topic in the
3. Describe the typical organization of the financial study of corporate finance.
function in a large corporation.

In July of 2020, Uber Technologies, Inc. (Uber) entered into an agreement for a $2.65 billion
deal to acquire the delivery service Postmates. Why did Uber’s management decide to
purchase Postmates, and how did the Uber and Postmates management teams agree on the
$2.65 billion price tag?

In a press release related to the deal, Postmates co-founder and CEO Bastian Lehmann
stated that “Over the past eight years we have been focused on a single mission: enable
anyone to have anything delivered to them on-demand. Joining forces with Uber will con-
tinue that mission as we continue to build Postmates while creating an even stronger platform
that brings this mission to life for our customers.” In the same press release, Uber CEO Dara
Khosrowshahi noted that “Uber and Postmates have long shared a belief that platforms like
ours can power much more than just food delivery—they can be a hugely important part of
local commerce and communities, all the more important during crises like COVID-19.”

Analysts noted the potential for the combination to create value for the shareholders
of Uber. Postmates services are complementary to those of Uber Eats, with differentiated
geographic coverage and customer demographics. More notably, Postmates is a pioneer of
“delivery-as-a-service,” which would complement Uber’s growing efforts in the delivery of
groceries, essentials, and other goods. Of course, none of the potential benefits are sure to
be realized in the future. For example, Uber Eats faces stiff competition in its food delivery
services from a number of competitors, including Grubhub, which itself was acquired in April
of 2020 for $7.3 billion by the European service Just Eat Takeaway.

The managers of companies like Uber and Postmates use many of the concepts covered
in this chapter and throughout this book to create the most value possible for their investors.
Managers can create value by buying companies only when the expected benefit of doing
so exceeds the cost of the acquisition. This involves managing the assets of the company as
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1-2 CHAPTER 1 TheFinancial Manager and the Firm

efficiently as possible, and financing companies with the least expensive combination of debt
and equity. This chapter introduces you to the key decisions facing financial managers, and
the remainder of the book fills in many of the details of how these decisions are made.

Chapter Preview

This book provides an introduction to corporate finance. In it we focus on the responsibilities
of the financial manager, who oversees the accounting and treasury functions and sets the
overall financial strategy for the firm. We pay special attention to the financial manager’s role
as a decision maker. To that end, we emphasize the mastery of fundamental financial concepts
and tools that are used to make sound financial decisions that create value for stockholders.
These financial concepts and tools apply not only to business organizations but also to other
venues, such as government entities, not-for-profit organizations, and sometimes even our
own personal finances.

We begin this chapter by discussing the three major types of decisions that a financial
manager makes. We then describe common forms of business organization. After next dis-
cussing the major responsibilities of the financial manager, we explain why maximizing the
value of the firm’s stock is an appropriate goal for a financial manager. We go on to describe
the conflicts of interest that can arise between stockholders and managers and the mecha-
nisms that help align the interests of these two groups. Finally, we discuss the importance of
ethical conduct in business.

11| The Role of the Financial Manager

wealth the economic value of
the assets someone possesses

stakeholder anyone other than
an owner (stockholder) with a
claim on the cash flows of a firm,
including employees, suppliers,
creditors, and the government

c01TheFinancialManagerAndTheFirm.indd 2

LEARNING OBJECTIVE

1. Identify the key financial decisions facing the financial manager of any business.

The financial manager is responsible for making decisions that are in the best interests of the
firm’s owners, whether the firm is a start-up business with a single owner or a billion-dollar cor-
poration owned by thousands of stockholders. The decisions made by the financial manager or
owner should be one and the same. In most situations this means that the financial manager
should make decisions that maximize the value of the owners’ stock. This helps maximize the
owners’ wealth, which is the economic value of the assets the owner possesses. Our underlying
assumption in this book is that most people who invest in businesses do so because they want to
increase their wealth. In the following discussion, we describe the responsibilities of the financial
manager in a new business in order to illustrate the types of decisions that such a manager makes.

Stakeholders

Before we discuss the new business, you may want to look at Exhibit 1.1, which shows the
cash flows between a firm and its owners (in a corporation, the stockholders) and various
stakeholders. A stakeholder is someone other than an owner who has a claim on the cash
flows of the firm. Stakeholders include managers, who want to be paid salaries and performance
bonuses; other employees, who want to be paid wages; suppliers, who want to be paid for goods or
services they provide; creditors, who want to be paid interest and principal; and the government,
which wants the firm to pay taxes. Stakeholders may have interests that differ from those of
the owners. When this is the case, they may exert pressure on management to make decisions
that benefit them. We will return to these types of conflicts of interest later in the book. For
now, though, we are primarily concerned with the overall flow of cash between the firm and its
stockholders and stakeholders.
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Stakeholders and

The Firm Stockholders
B ) Management Cash paid as Managers
invests in assets wages and salaries and other
Cash flows are generated such as: employees
by productive assets « Current assets
through the sale of Cash Cash pai
goods and services as as p_ald 2 Suppliers
Inventory suppliers
Accounts
receivable
* Productive assets [Cash paid as interest Creditors
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Equipment
$uﬂ:mg|;s Cash paid G t
echnology e TR overnmen
Patents
B Stockholders
Residual cash flows
Cash flows reinvested ¢ | Cash flows used to pay _T
in business dividends or repurchase shares

Cash Flows Between the Firm and Its Stakeholders and Owners
(Stockholders)

A. Making business decisions is all about cash flows, because only cash can be used to pay bills and
buy new assets. Cash initially flows into the firm as a result of the sale of goods or services. These cash
inflows are used in a number of ways: to pay wages and salaries, to buy supplies, to repay creditors,
and to pay taxes.

B. Any cash that is left over (residual cash flows) can be reinvested in the business or paid as dividends
to stockholders or used to repurchase shares.

It’s All About Cash Flows

To produce its products or services, a firm needs to acquire a variety of assets. Most will be

long-term assets, which are also known as productive assets. Productive assets can be tan- productive assets the long-
gible assets, such as equipment, machinery, or a manufacturing facility, or intangible assets, ~ term tangible and intangible
such as patents, trademarks, technical expertise, or other types of intellectual capital. Regard- assets a firm uses to generate

less of the type of asset, the firm tries to select assets that will generate the greatest cash flows ~ cash flows

for the firm’s owners. The decision-making process through which the firm purchases produc-
tive assets is called capital budgeting, and it is one of the most important decision processes
in a firm.

Once the managers of a firm have selected the firm’s productive assets, they must raise
money to pay for them. Financing decisions determine the ways in which firms obtain and
manage long-term financing to acquire and support their productive assets. There are two
basic sources of funds: debt and equity. Every firm has some equity because equity represents
ownership in the firm. It consists of capital contributions by the owners plus cash flows that
have been reinvested in the firm. In addition, most firms borrow from a bank or issue some
type of long-term debt to finance productive assets.

After the productive assets have been purchased and the business is operating, the man-
agers of the firm will try to produce products at the lowest possible cost while maintaining
quality. This means buying raw materials at the lowest possible cost, holding production and
labor costs down, keeping management and administrative costs to a minimum, and seeing
that shipping and delivery costs are competitive. In addition, day-to-day finances must be
managed so that the firm will have sufficient cash on hand to pay salaries, purchase supplies,
maintain inventories, pay taxes, and cover the myriad of other expenses necessary to run a
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1-4 CHAPTER 1 TheFinancial Manager and the Firm

residual cash flows the cash
remaining after a firm has paid
operating expenses and what it
owes creditors and in taxes; can
be distributed to the owners as a
cash dividend or by repurchasing
some shares, or reinvested in the
business

business. The management of current assets, such as money owed by customers who pur-
chase on credit, inventory, and current liabilities, such as money owed to suppliers, is called
working capital management.!

A firm generates cash flows by selling the goods and services it produces. A firm is suc-
cessful when these cash inflows exceed the cash outflows needed to pay operating expenses,
creditors, and taxes. After meeting these obligations, managers of the firm can distribute the
remaining cash, called residual cash flows, to the owners as a cash dividend or by repurchas-

ing some shares, or reinvest the cash in the business. The rein-

Building Intuition

vestment of residual cash flows in the business to buy more
productive assets is a very important concept. If these funds

and more for it.

Cash Flows Matter Most to Investors

Cash is what investors ultimately care about when making an
investment. The value of any asset—a share of stock, a bond,
or a business—is determined by the cash flows it is expected
to generate in the future. To understand this concept, just con-
sider how much you would pay for an asset from which you
could never expect to obtain any cash flows. Buying such an
asset would be like giving your money away. It would have a
value of exactly zero. Conversely, as the expected cash flows bankruptcy by their creditors if the owners do not shut them

from an investment increase, you would be willing to pay more down first. In bankruptcy the company will be reorganized

are invested wisely, they provide the foundation for the firm
to grow and provide larger residual cash flows in the future for
the owners. The reinvestment of cash flows (earnings) is the
most fundamental way that businesses grow in size. Exhibit 1.1
illustrates how the revenue generated by productive assets
ultimately becomes residual cash flows.

A firm is unprofitable when it fails to generate sufficient
cash inflows to pay operating expenses, creditors, and taxes.
Firms that are unprofitable over time will be forced into

or the company’s assets will be liquidated, whichever is more
valuable. If the company is liquidated, creditors are paid in a

bankruptcy legally declared
inability of an individual or a
company to pay its creditors
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priority order according to the structure of the firm’s financial
contracts and prevailing bankruptcy law. If anything is left after all creditor and tax claims
have been satisfied, which usually does not happen, the remaining cash, or residual value, is
distributed to the owners.

Three Fundamental Decisions
in Financial Management

Based on our discussion so far, we can see that financial managers are concerned with three
fundamental decisions when running a business:

1. Capital budgeting decisions: Identifying the productive assets the firm should buy.
2. Financing decisions: Determining how the firm should finance or pay for assets.

3. Working capital management decisions: Determining how day-to-day financial matters
should be managed so that the firm can pay its bills, and how surplus cash should be
invested.

Exhibit 1.2 shows the impact of each decision on the firm’s balance sheet. We briefly intro-
duce each decision here and discuss them in greater detail in later chapters.

Capital Budgeting Decisions

A firm’s capital budget is simply a list of the productive (capital) assets that management
wants to purchase over a budget cycle, typically one year. The capital budgeting decision pro-
cess addresses which productive assets the firm should purchase and how much money the
firm can afford to spend. As shown in Exhibit 1.2, capital budgeting decisions affect the asset
side of the balance sheet and are concerned with a firm’s long-term investments. Capital bud-
geting decisions, as we mentioned earlier, are among management’s most important deci-
sions. Over the long run, they have a large impact on the firm’s success or failure. The reason is
twofold. First, capital (productive) assets generate most of the cash flows for the firm. Second,

From accounting, current assets are assets that will be converted into cash within one year, and current liabilities
are liabilities that must be paid within one year.
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Balance Sheet
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S CI:A®E How the Financial Manager’s Decisions Affect the Balance Sheet
Financial managers are concerned with three fundamental types of decisions: capital
budgeting decisions, financing decisions, and working capital management decisions. Each
type of decision has a direct and important effect on the firm’s balance sheet and, ultimately,
the success or failure of the firm.

capital assets are long term in nature. Once they are purchased, the firm owns them for a long
time, and they may be hard to sell without taking a financial loss.

The fundamental question in capital budgeting is this: Which productive assets should
the firm purchase? A capital budgeting decision may be as simple as a movie theater’s decision
to buy a popcorn machine or as complicated as Boeing’s decision to invest more than $6 billion to
design and build the 787 Dreamliner passenger jet. Capital investments may also involve the
purchase of an entire business, such as Fintech giant Intuit’s acquisition of the consumer
technology company Credit Karma for approximately $7.1 billion.

Regardless of the project, a good investment is one in which the benefits are worth more
to the firm than the costs of the asset. For example, in February 2020 Morgan Stanley agreed to
pay $13 billion to acquire E*TRADE. The acquisition of E*TRADE would give Morgan Stanley
access to E¥XTRADE’s more than 5.2 million retail client accounts with over $360 billion in assets
invested, complementing its existing wealth management business. Presumably, Morgan Stanley
expects that the investment will produce a stream of future cash
flows worth more than the $13 billion it agreed to pay. Suppose
that Morgan Stanley estimates that in terms of the current mar-
ket value, the future cash flows it can generate from E*TRADE’s
client accounts are worth about $17 billion. Is the purchase a

Building Intuition

Sound Investments Are Those Where the Value

good deal for Morgan Stanley? The answer is yes because the of the Benefits Exceeds Their Cost

value of the expected cash flow benefits from the purchase Financial managers should invest in a capital project only if

exceeds the cost by $4 billion ($17 billion — $13 billion = the value of its future cash flows exceeds the cost of the project

$4 billion). If the purchase of E*TRADE works out as planned, (benefits > cost). Such investments increase the value of the

the value of Morgan Stanley will increase by $4 billion! firm and thus increase stockholders’ (owners’) wealth. This
Not all investment decisions are successful. Just open the rule holds whether you’re making the decision to purchase

business section of any newspaper on any day, and you will new machinery, build a new plant, or buy an entire business.

find stories of bad decisions. For example, Universal Pictures’
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2019 CGI movie Cats reportedly cost over $100 million in production and advertising expenses,
but made only $10.9 million in worldwide box office receipts. Even with sales of future stream-
ing rights, the overall cash flows for the movie will not come close to covering its up-front costs.

Financing Decisions

Financing decisions determine how firms raise cash to pay for their investments, as shown
in Exhibit 1.2. Productive assets, which are long term in nature, are financed by long-term
borrowing, equity investment, or both. Financing decisions involve trade-offs between the
advantages and disadvantages of these financing alternatives for the firm.

A major advantage of debt financing is that interest payments are tax deductible for many
corporations. However, debt financing increases a firm’s risk because it creates a contractual
obligation to make periodic interest payments and, at maturity, to repay the amount that is
borrowed. These obligations must be paid regardless of the firm’s operating cash flow, even if
the firm suffers a financial loss. If the firm fails to make payments as promised, it defaults on
its debt obligation and could be forced into bankruptcy.

In contrast, equity has no maturity, and there are no
guaranteed payments to equity investors. In a corporation, the

Building Intuition

board of directors has the right to decide whether dividends
should be paid to stockholders. This means that if a dividend

financing the firm.

Financing Decisions Affect the Value of the Firm

How a firm is financed with debt and equity affects the value
of the firm. The reason is that the mix between debt and equity
affects the taxes the firm pays and the probability that the firm
will go bankrupt. The financial manager’s goal is to determine
the combination of debt and equity that minimizes the cost of

payment is reduced or omitted altogether, the firm will not be
in default. Unlike interest payments, however, dividend pay-
ments to stockholders are not tax deductible.

The mix of debt and equity on the balance sheet is known
as a firm’s capital structure. The term capital structure is
used because long-term funds are considered capital, and
these funds are raised in capital markets—financial mar-
kets where equity and debt instruments with maturities
greater than one year are traded.

capital structure the mix of
debt and equity that is used to
finance a firm

capital markets financial
markets where equity and debt
instruments with maturities
greater than one year are traded
net working capital the dollar

difference between total current
assets and total current liabilities

c01TheFinancialManagerAndTheFirm.indd 6

Working Capital Management Decisions

Management must also decide how to manage the firm’s current assets, such as cash, inven-
tory, and accounts receivable, as well as its current liabilities, such as trade credit and accounts
payable. The dollar difference between a firm’s total current assets and its total current liabili-
ties is called its net working capital, as shown in Exhibit 1.2. As mentioned earlier, working
capital management is the day-to-day management of the firm’s short-term assets and liabili-
ties. The goals of managing working capital are to ensure that the firm has enough cash to pay
its bills and invest any spare cash to earn interest.

The mismanagement of working capital can cause a firm to default on its debt and go into
bankruptcy, even though, over the long term, the firm may be profitable. For example, a firm that
makes sales to customers on credit but is not diligent about collecting the accounts receivable can
quickly find itself without enough cash to pay its bills. If this condition becomes chronic, and the
firm is unable to obtain alternative financing, creditors can force the firm into bankruptcy.

A firm’s profitability can also be affected by its inventory level. If the firm has more inven-
tory than it needs to meet customer demands, it has too much capital tied up in assets that are
not earning cash. Conversely, if the firm holds too little inventory, it can lose sales because it
does not have products to sell when customers want them. Management must therefore deter-
mine the optimal inventory level.

Before You Go On

1. What are the three basic types of financial decisions managers must make?

2. Explain why you would make an investment if the value of the expected cash flows exceeds
the cost of the project.

3. Why are capital budgeting decisions among the most important decisions in the life of a firm?
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12 | Forms of Business Organization

LEARNING OBJECTIVE

2. Identify common forms of business organization in the United States and their
respective strengths and weaknesses.

Firms are organized in a number of different ways in the United States. In this section we
discuss some of the more common forms of organization and the factors that business owners
consider when they choose which to use. Exhibit 1.3 summarizes key characteristics of com-
mon forms of business organization.

Sole Proprietorships

A sole proprietorship is a business that is owned by a single person. Its life is limited to sole proprietorship a business
the period that the owner (proprietor) is associated with the business because there is no owned by a single person

EXHIBIT 1.3 Characteristics of Different Forms of Business Organization

Choosing the appropriate form of business organization is an important step in starting a business. This exhibit compares key characteristics
of the most popular forms of business organization in the United States.

Partnership Corporation Lt 7o I‘flablhty
Sole - - @ - Partnership (LLP)
Proprietorship General Limited S-Corp. C-Corp. or Company (LLC)
Cost to establish Inexpensive More costly More costly More costly More costly More costly
Life of entity Limited Flexible Flexible Indefinite Indefinite Flexible
Control by Complete Shared Shared Depends on Depends on Shared
founder over ownership ownership

business decisions

Access to capital Very limited Limited Less limited Less limited Excellent Less limited
Cost to transfer High High High High Can be low High
ownership

Separation of No No Yes Yes Yes Yes
management and

investment

Potential owner/ No No Some Potentially Potentially Some
manager conflicts high high

Ability to provide Limited Good Good Good Good Good

incentives to
attract and retain
high-quality

employees

Liability of Unlimited Unlimited Unlimited for Limited Limited Limited
owners general partner

Tax treatment of Flow- Flow- Flow-through Flow- Double tax As elected
income through through through

Tax deductibility Limited Limited Limited Limited Less limited Limited

of owner benefits
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partnership two or more
owners who have joined together
legally to manage a business and
share its profits

c01TheFinancialManagerAndTheFirm.indd 8

ownership interest that can be transferred to someone else—there is no stock or other such
interest that can be sold. A sole proprietorship ceases to exist when the proprietor stops being
involved with the business. Many small businesses in the United States are organized this way.

A sole proprietorship is the simplest and least expensive form of business to set up and
is the least regulated. To start a sole proprietorship, all you have to do is obtain the business
licenses required by your local and state governments.

The ownership structure of a sole proprietorship has both advantages and disadvantages.
Among the advantages is the fact that the proprietor does not have to share decision making
with anyone and can run the business as he or she chooses.

There are several disadvantages related to the fact that there is no stock or other own-
ership interest to sell to others. First, the amount of equity capital that can be raised to
finance the business is limited to the owner’s personal wealth. This can restrict growth for
the business unless the proprietor is very wealthy. Second, it can be more costly to transfer
ownership. The proprietor must sell the assets of the business directly, rather than indi-
rectly through the sale of an ownership interest in an operating business. The business must
essentially be re-established every time it is sold. Third, because the proprietor provides all
of the equity capital and manages the business, there is no separation of the management
and investment roles. This limits the ability of good managers to form a business if they do
not also have capital to invest. Fourth, it is not possible to provide employees with compen-
sation in the form of ownership interests, such as stock or stock options, which can motivate
them to work harder.

Another disadvantage of a sole proprietorship is that proprietor faces unlimited liability.
If someone is harmed by the business, the proprietor’s liability extends beyond the money
invested in the business. The proprietor can lose some or all of his or her personal wealth, too.

Finally, profits from a sole proprietorship flow through to the proprietor’s personal tax
return, meaning that the business does not pay taxes before profits are distributed to the owner.
Because the business is not subject to income taxes, profits are not subject to double taxation
as in a C-corporation (described later). There are limitations on tax deductions for personal
expenses, such as those associated with health insurance, but the costs of these limitations
are often outweighed by the benefits from the flow-through of profits in a sole proprietorship.

Partnerships

A partnership consists of two or more owners who have joined together legally to manage
a business. To form a partnership, the owners (partners) enter into an agreement that details
how much capital each partner will invest in the partnership, what their management roles
will be, how key management decisions will be made, how the profits will be divided, and
how ownership will be transferred in case of specified events, such as the retirement or death
of a partner. A general partnership is a partnership in which all of the partners are owners of
(investors in) the business and active in managing it. In contrast, a limited partnership has
both general partners, who are owners and managers, and limited partners, who are owners
but not managers.

Partnerships are more costly to form than sole proprietorships because the partners must
hire an attorney to draw up and maintain the partnership agreement, which specifies the
nature of the relationships between or among the partners. On the other hand, partnership
agreements can be amended to allow for the business to continue when a partner leaves. The
ability to make the life of a business independent of that of the partners makes it easier to raise
capital and less costly for the partners to sell their interests at an attractive price.

Many of the other advantages and disadvantages of a general partnership are similar to
those of a sole proprietorship. A key disadvantage of a general partnership is that, like the pro-
prietor in a sole proprietorship, all partners have unlimited liability. This liability can be even
worse than in a sole proprietorship because a general partner can be held liable for all of the
partnership’s debts and other obligations, regardless of what proportion of the business he or
she owns or how the debt or other obligations were incurred.

The problem of unlimited liability is avoided for some partners in a limited partnership
because limited partners can generally only lose the amount of money that they have invested

11/08/21 6:11 PM



1.2 Forms of Business Organization 1-9

in the business. In a limited partnership, the general partners have unlimited liability and
actively manage the business, while each limited partner is liable for business obligations only
up to the amount of capital he or she invested in the partnership. In other words, the limited
partners have limited liability.

Corporations

Most large businesses are organized as corporations. A corporation is a legal entity authorized
under a state charter. In a legal sense, it is a “person” distinct from its owners. For example,
corporations can sue and be sued, enter into contracts, borrow money, and own assets. They
can also be general or limited partners in partnerships, and they can own stock in certain types
of other corporations. Because a corporation is an entity that is distinct from its owners, it can
have an indefinite life. Corporations hold the majority of all business assets and generate the
majority of business revenues and profits in the United States. The owners of a corporation are
its stockholders.

Starting a corporation is more costly than starting a sole proprietorship. For example, it
requires writing articles of incorporation and by-laws that conform to the laws of the state of
incorporation. These documents spell out the name of the corporation, its business purpose,
its intended life span (unless explicitly stated otherwise, the life is indefinite), the amount of
stock to be issued, and the number of directors and their responsibilities. Over the life of a
successful business, these costs are not very important. However, to a cash-strapped entrepre-
neur, they can seem substantial.

On the other hand, the corporate form of organization has several advantages. For exam-
ple, shares in a corporation can be sold to raise capital from investors who are not involved
in the business. This can greatly increase the amount of capital that can be raised to fund the
business.

Another major advantage of a corporation is that stockholders have limited liability for
debts and other obligations. Owners of corporations have limited liability because corpora-
tions are legal persons that take actions in their own names, not in the names of individual
OWners.

An S-corporation is a form of corporation that can be used by private businesses that
meet certain requirements. An S-corporation can have only one class of stock and cannot have
more than one hundred stockholders or any stockholders that are corporations or nonresident
alien investors. In contrast, a C-corporation, which is the form used by public corporations,
does not face such limits.

While there are more restrictions on S-corporations, there are also advantages. Specifi-
cally, all profits earned by an S-corporation pass directly to the stockholders, just as they pass
to a sole proprietor or the partners in a partnership. This means that no taxes are paid at the
corporate level.

In contrast, a major disadvantage of a C-corporation is that it must pay taxes on the income
it earns. If the corporation pays a cash dividend, the stockholders must also pay taxes on the
dividends they receive. Thus, the owners of C-corporations are subject to double taxation—
first at the corporate level and then at the personal level when they receive dividends.

Corporations can be classified as public or private. Most large companies prefer to oper-
ate as public corporations because large amounts of capital can be raised in public markets at
a relatively low cost. Public markets, such as the New York Stock Exchange (NYSE) and
NASDAQ, are regulated by the Securities and Exchange Commission (SEC).?

In contrast, privately held, or closely held, corporations are owned by a small num-
ber of investors, and their shares are not traded publicly. When a corporation is first formed,
the common stock is often held by a few investors, typically the founder, a small number of
key managers, and financial backers. Over time, as the company grows in size and needs
larger amounts of capital, management may decide that the company should “go public” in
order to gain access to the public markets.

*We examine the public and private markets in more detail in Chapters 2 and 15.

c01TheFinancialManagerAndTheFirm.indd 9

limited liability a structure
in which the legal liability of an
investor is limited to the amount
of capital invested in the business

corporation alegal entity
formed and authorized under a
state charter; in a legal sense, a
corporation is a “person” distinct
from its owners

Q) viebiink]

Visit the Web sites of the NYSE
and NASDAQ at www.nyse.com
and www.nasdaqg.com to get more
information about public market
activity.

public markets markets
regulated by the Securities and
Exchange Commission in which
securities such as stocks and
bonds are publicly traded

privately held, or closely held,
corporations corporations
whose stock is not traded in the
public markets
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limited liability partnership
(LLP) and limited liability
company (LLC) hybrid
business organizations that
combine some of the advantages
of corporations and partnerships;
in general, income to the partners
is taxed only as personal income,
but the partners have limited
liability

Limited Liability Partnerships and Companies

Historically, law firms, accounting firms, investment banks, and other professional groups
were organized as sole proprietorships or partnerships. For partners in these firms, all income
was taxed as personal income, and general partners had unlimited liability for all debts and
other obligations of the firm. It was widely believed that in professional partnerships, such
as those of attorneys, accountants, or physicians, the partners should be liable individually
and collectively for the professional conduct of each partner. This structure gave the partners
an incentive to monitor each other’s professional conduct and discipline poorly performing
partners, resulting in a higher quality of service and greater professional integrity. Finan-
cially, however, misconduct by one partner could result in disaster for the entire firm. For
example, a physician found guilty of malpractice exposes every partner in the medical prac-
tice to financial liability, even if the others never treated the patient in question.

In the 1980s, because of sharp increases in the number of professional malpractice cases and
large damages awards in the courts, professional groups began lobbying state legislators to create
hybrid forms of business organization. One such hybrid is known as a limited liability part-
nership (LLP). An LLP combines some of the limited liability characteristics of a corporation
with the tax advantage of a partnership. While liability varies from state to state, LLP partners in
general have more limited liability than general partners in regular partnerships. Typically, they
are not personally liable for any other partner’s malpractice or professional misconduct. As in
regular partnerships, income to the partners of an LLP is taxed as personal income.

A limited liability company (LLC) is another hybrid form of organization that is
becoming increasingly common. Like LLPs, LLCs have benefited founders of many businesses
that would otherwise have been organized as limited partnerships. They also provide limited
liability to the people who make the business decisions in the firm while enabling all investors
to retain the flow-through tax advantages of a limited partnership.

You will notice that Exhibit 1.3 indicates that the lives of partnerships, LLPs, and LLCs
are flexible. This is because, while partnership, LLP, and LLC agreements can be written so
that their lives are indefinite, they can also be written with a fixed life in mind. For example,
private equity and venture capital limited partnerships and LLCs are typically structured so
that they last only 10 years.

Before You Go On

1. Why are many businesses operated as sole proprietorships or partnerships?
2. What are some advantages and disadvantages of operating as a corporation?

3. Explain why professional partnerships such as physicians’ groups organize as limited liability
partnerships.

13| Managing the Financial Function

chief financial officer or
CFO the most senior financial
manager in a company
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LEARNING OBJECTIVE

3. Describe the typical organization of the financial function in a large corporation.

Aswe discussed earlier, financial managers are concerned with a firm’s investment, financ-
ing, and working capital management decisions. The senior financial manager holds one
of the top executive positions in the firm. In a large corporation, the senior financial man-
ager usually has the rank of vice president or senior vice president and goes by the title of
chief financial officer or CFO. In smaller firms, the job tends to focus more on the
accounting function, and the top financial officer may be called the controller or chief
accountant. In this section we focus on the financial function in a large corporation.
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Organizational Structure

Exhibit 1.4 shows a typical organizational structure for a large corporation, with special
attention to the financial function. As shown, the top management position in the firm is
the chief executive officer (CEO), who has the final decision-making authority among all the
firm’s executives. The CEO’s most important responsibilities are to set the strategic direction
of the firm and see that the management team executes the strategic plan. The CEO reports
directly to the board of directors, which is accountable to the company’s stockholders. The
board’s responsibility is to see that the top management makes decisions that are in the best
interest of the stockholders.

The CFO reports directly to the CEO and focuses on managing all aspects of the firm’s
finances, as well as working closely with the CEO on strategic issues. A number of positions
report directly to the CFO. In addition, the CFO often interacts with people in other functional
areas on a regular basis because all senior executives are involved in financial decisions that
affect the firm and their areas of responsibility.

Positions Reporting to the CFO

Exhibit 1.4 also shows the positions that typically report to the CFO in a large corporation and

the activities managed in each area. Gm

Go to the Web site of CFO
magazine at www.cfo.com to get a
better idea of the responsibilities

of a CFO.

« The treasurer looks after the collection and disbursement of cash, investing excess cash
so that it earns interest, raising new capital, handling foreign exchange transactions, and
overseeing the firm’s pension fund managers. The treasurer also assists the CFO in han-
dling important Wall Street relationships, such as those with investment bankers and
credit rating agencies.

[ Stockholders control [ Stockholders | Audit Committee | -------------- !
1

[ ] Board controls ; - i
| Board of Directors | External Auditor -----==-------- i

|:| CEO controls | i
Chief Executive Complianceand | ______________ '

[ cFo controls Officer (CEO) Ethics Director |

|
|
i
|
|V.P. Human Resources| | V.P. Marketing | | V.P. Finance (CFO) | | V.P. Production | :
|
|
I

Treasurer Risk Manager Controller Internal Auditor =4
| | | |

¢ Cash payments/ e Monitor firm’s risk
exposure in financial
and commodities
markets

* Design strategies
for limiting risk

* Manage insurance
portfolio

Collections
* Foreign exchange
* Pension funds
e Derivatives hedging

* Marketable
securities portfolio

e Financial accounting

» Cost accounting

* Taxes

e Accounting
information system

* Prepare financial
statements

* Audit high-risk
areas

* Prepare working
papers for
external auditor

¢ Internal consulting
for cost savings

e Internal fraud
monitoring and
investigation

Simplified Corporate Organization Chart

The firm’s top finance and accounting executive is the CFO, who reports directly to the CEO. Positions that report directly to
the CFO include the treasurer, risk manager, and controller. The internal auditor reports both to the CFO and to the audit
committee of the board of directors. The external auditor and the compliance and ethics director also are ultimately responsible

to the audit committee.
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» The risk manager monitors and manages the firm’s risk exposure in financial and com-
modity markets and the firm’s relationships with insurance providers.

« The controller is really the firm’s chief accounting officer. The controller’s staff prepares
the financial statements, maintains the firm’s financial and cost accounting systems, pre-
pares the taxes, and works closely with the firm’s external auditors.

« The internal auditor is responsible for identifying and assessing major risks facing the
firm and performing audits in areas where the firm might incur substantial losses. The
internal auditor reports to the board of directors as well as the CFO.

External Auditor

Virtually every large corporation hires a licensed certified public accounting (CPA) firm to
provide an independent annual audit of the firm’s financial statements. Through this audit
the CPA comes to a conclusion as to whether the firm’s financial statements present fairly, in
all material respects, the financial position of the firm and results of its activities, or in other
words, whether the financial numbers are reasonably accurate, accounting principles have
been consistently applied year to year and do not significantly distort the firm’s performance,
and the accounting principles used conform to those generally accepted by the accounting
profession. Creditors and investors require independent audits, and the SEC requires publicly
traded firms to supply audited financial statements.

The Audit Committee

The audit committee, a powerful subcommittee of the board of directors, has the responsi-
bility of overseeing the accounting function and the preparation of the firm’s financial state-
ments. In addition, the audit committee oversees or, if necessary, conducts investigations of
significant fraud, theft, or malfeasance in the firm, especially if it is suspected that senior
managers in the firm may be involved.

The external auditor reports directly to the audit committee to help ensure his or her
independence from management. On a day-to-day basis, however, the external auditor works
closely with the CFO’s staff. The internal auditor also reports to the audit committee to help
ensure his or her independence from management. On a day-to-day basis, however, the inter-
nal auditor, like the external auditor, works closely with the CFO staff.

The Compliance and Ethics Director

Many publicly traded companies have a compliance and ethics director who oversees three
mandated programs: (1) a compliance program that ensures that the firm complies with
federal and state laws and regulations, (2) an ethics program that promotes ethical conduct
among executives and other employees, and (3) a compliance hotline, which must include a
whistleblower program. Like the internal auditor, the compliance director reports to the audit
committee to ensure independence from management, though on a day-to-day basis the direc-
tor typically reports to the firm’s legal counsel.

Before You Go On

1. What are the major responsibilities of the CFO?
2. Identify the financial officers who typically report to the CFO and describe their duties.

3. Why does the internal auditor report to both the CFO and the audit committee of the board
of directors?
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LEARNING OBJECTIVE

4. Explain why maximizing the value of the firm’s stock is the appropriate goal for
management.

For business owners, it is important to determine the appropriate goal for management deci-
sions. Should the goal be to try to keep costs as low as possible? Or to maximize sales or mar-
ket share? Or to achieve steady growth and earnings? Let’s look at this fundamental question
more closely.

What Should Management Maximize?

Suppose you own and manage a pizza parlor. Depending on your preferences and tolerance
for risk, you can set any goal for the business that you want. For example, you might have
a fear of bankruptcy and losing money. To avoid the risk of bankruptcy, you could focus on
keeping your costs as low as possible, paying low wages, avoiding borrowing, advertising min-
imally, and remaining reluctant to expand the business. In short, you will avoid any action
that increases your firm’s risk. You will sleep well at night, but you may eat poorly because of
meager profits.

Conversely, you could focus on maximizing market share and becoming the largest pizza
business in town. Your strategy might include cutting prices to increase sales, borrowing heav-
ily to open new pizza parlors, spending lavishly on advertising, and developing exotic menu
items such as pizza de foie gras. In the short run, your high-risk, high-growth strategy will have
you both eating poorly and sleeping poorly as you push the firm to the edge. In the long run,
you will either become very rich or go bankrupt! There must be a better operational goal than
either of these extremes.

Why Not Maximize Profits?

One goal for decision making that seems reasonable is profit maximization. After all, don’t
stockholders and business owners want their companies to be profitable? Although profit
maximization seems a logical goal for a business, it has some serious drawbacks.

A problem with profit maximization is that it is hard to pin down what is meant by
“profit.” To the average businessperson, profits are just revenues minus expenses. To an
accountant, however, a decision that increases profits under
one set of accounting rules can reduce it under another. A

second problem is that accounting profits are not necessarily Building Intuition
the same as cash flows. For example, many firms recognize
revenues at the time a sale is made, which is typically before The Timing of Cash Flows Affects Their Value

the cash payment for the sale is received. Ultimately, the own-
ers of a business want cash because only cash can be used to
make investments or to buy goods and services.

Yet another problem with profit maximization as a goal is

A dollar today is worth more than a dollar in the future because
if you have a dollar today, you can invest it and earn interest.
For businesses, cash flows can involve large sums of money,
and receiving money one day late can cost a great deal. For ex-

that it does not distinguish between getting a dollar today and ample, if a bank has $100 billion of consumer loans outstand-
getting a dollar some time in the future. In finance, the timing ing and the average annual interest payment is 5 percent, it
of cash flows is extremely important. For example, the lon- would cost the bank $13.7 million if every consumer decided
ger you go without paying your credit card balance, the more to make an interest payment one day later.

interest you must pay the bank for the use of the money. The
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interest accrues because of the time value of money; the longer you have access to money, the
more you have to pay for it. The time value of money is one of the most important concepts in
finance and is the focus of Chapters 5 and 6.

Finally, profit maximization ignores the uncertainty, or risk, associated with cash flows.
A basic principle of finance is that there is a trade-off between expected return and risk. When
given a choice between two investments that have the same expected returns but different
risk, most people choose the less risky one. This makes sense because most people do not like

Building Intuition

The Riskiness of Cash Flows Affects Their Value

A risky dollar is worth less than a safe dollar. The reason is that
investors do not like risk and must be compensated for bear-
ing it. For example, if two investments have the same expected
return—say, 5 percent—most people will prefer the investment
with the lower risk. Thus, the more risky an investment’s cash

bearing risk and, as a result, must be compensated for taking
it. The profit maximization goal ignores differences in value
caused by differences in risk. We return to the important top-
ics of risk, its measurement, and the trade-off between risk
and return in Chapter 7. What is important at this time is that
you understand that investors do not like risk and must be
compensated for bearing it.

In sum, it appears that profit maximization is not an
appropriate goal for a firm because the concept is difficult to
define and does not directly account for the firm’s cash flows.
What we need is a goal that looks at a firm’s cash flows and

flows, the less it is worth.

considers both their timing and their riskiness. Fortunately, we

have just such a measure: the market value of the firm’s stock.

Maximize the Value of the Firm’s Stock

The underlying value of any asset is determined by the cash flows it is expected to generate in
the future. This principle holds whether we are buying a bank certificate of deposit, a corporate
bond, or an office building. Furthermore, as we will discuss in Chapter 9, when security ana-
lysts and investors on Wall Street determine the value of a firm’s stock, they consider (1) the
size of the expected cash flows, (2) the timing of the cash flows, and (3) the riskiness of the
cash flows. Notice that the mechanism for determining stock values overcomes all the cash
flow objections we raised with regard to profit maximization as a goal.

Thus, an appropriate goal for management is to maximize the current value of the firm’s
stock. Maximizing the value of the firm’s stock is an unambiguous objective that is easy to
measure for a firm whose stock is traded in a public market. We simply look at the market
value of the stock online on a given day to determine the value of the stockholders’ shares and
whether the price went up or down. Publicly traded securities are ideally suited for this task
because public markets are wholesale markets with large numbers of buyers and sellers where
securities trade near their true value.

What about firms whose stock is not publicly traded, such as private corporations and
partnerships? The total value of the stockholder or partner interests in such a business is
equal to the value of the owner’s equity. Thus, our goal can be restated for these firms as this:

Maximize the current value of owner’s equity. The only other
restriction is that the entities must be for-profit businesses.

Building Intuition

It is important to recognize that maximizing the value of
stock is not inconsistent with maximizing the value of claims

The Financial Manager’s Goal Is to Maximize
the Value of the Firm’s Stock

to the firm’s other stakeholders. In maximizing the value
of the stock, managers must make decisions that account for
the interests of all stakeholders. Consider an instance where
the managers of a firm decide to delay paying suppliers

The goal for financial managers is to make decisions that
maximize the firm’s stock price. By maximizing stock price,
management will help maximize stockholders’ wealth. To do
this, managers must make investment and financing decisions
so that the total value of cash inflows exceeds the total value
of cash outflows by the greatest possible amount (benefits >
costs). Notice that the focus is on maximizing the value of cash
flows, not profits.

c01TheFinancialManagerAndTheFirm.indd 14

in an effort to increase the cash flows to the firm’s owners.
This delay is likely to be met by resistance from suppliers,
who might increase the prices they charge the firm in order
to offset the cost of this policy to them. In the extreme, sup-
pliers might even stop selling their products to the firm. This
notion that firms must recognize the interests of stakeholders
is succinctly summarized in IBM’s 2019 annual report, which
states: “Our business model is built to deliver long-term value
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to stakeholders.” In maximizing the value of the owner’s equity, managers must make deci- Gm
sions that account for the interests of all stakeholders.

Diversity, equity, and inclusion (DEI) programs in companies are an example of initia- Starbucks is very active in
tives focused on an important class of stakeholders, the employees, with the intent to max- defining its ESG strategy and
imize stockholder value. DEI programs seek to bring people from diverse backgrounds— management. To view the
from the standpoint of age, gender, religion, etc.—to be part of the workplace and include them ~ company’s 2020 Global Social
in decision-making process throughout the organization. Numerous studies suggest that diver- ~ [mpact Report, go to: stories

.starbucks.com/stories/2021/
starbucks-global-environmental-
and-social-impact-report-2020/

sity improves both financial performance and innovation, ultimately benefitting the corporate
bottom line. For example, a recent report by McKinsey & Company noted that “Companies in
the top-quartile for ethnic/cultural diversity on executive teams were 33% more likely to have
industry-leading profitability.”?

Over the last decade, financial managers have also increasingly directed their attention to
issues associated with the environmental, social, and governance strategies of the firm. These
factors, commonly referred to as “ESG,” have drawn the attention of customers and investors
alike, suggesting that they are very important determinants of the value of a company’s stock.
While the concept of ESG is quite broad, many associate the term with issues of sustainability
and corporate social responsibility in evaluating the impact of the firm’s operations on the
broader community. In keeping with this movement, The Business Roundtable, a group of
chief executive officers of nearly 200 major U.S. corporations, issued a statement in 2019 with
anew definition of the “purpose of a corporation.” As part of this statement, the CEOs empha-
sized that the main goals of business include investing in employees, delivering value to
customers, dealing ethically with suppliers, and supporting outside communities. In response
to the interests of both consumers and investors, public companies often explicitly report on
their ESG-related activities, and the quality of corporate ESG strategies are rated by a variety
of investment advisors.

Can Management Decisions Affect Stock Prices?

An important question is whether management decisions actually affect the firm’s stock price.
Fortunately, the answer is yes. As noted earlier, a basic principle in finance is that the value
of an asset is determined by the future cash flows it is expected to generate. As shown in
Exhibit 1.5, a firm’s management makes numerous decisions that affect its cash flows. For
example, management decides what type of products or services to produce and what pro-
ductive assets to purchase. Managers also make decisions concerning the mix of debt and
equity financing the firm uses, debt collection policies, and policies for paying suppliers, to
mention a few examples. In addition, cash flows are affected by how efficient management
is in making products, the quality of the products, management’s sales and marketing skills,
and the firm’s investment in research and development for new products. Some of these deci-
sions affect cash flows over the long term, such as the decision to build a new plant, and other
decisions have a short-term impact on cash flows, such as launching an advertising campaign.
For example, on November 9, 2020, Pfizer announced a successful trial outcome tied to its
experimental COVID-19 vaccine. Pfizer’s stock price increased by almost 10 percent on the
day of the announcement, suggesting that the vaccine was expected to have a positive impact
on the firm’s long-run cash flows.

The firm’s managers also must deal with a number of external factors over which they
have little or no control, such as economic conditions (recession or expansion), war or peace,
and new government regulations. External factors are constantly changing, and management
must weigh the impact of these changes and adjust its strategy and decisions accordingly.

The important point here is that, over time, management makes a series of decisions
when executing the firm’s strategy that affects the firm’s cash flows and, hence, the price of the
firm’s stock. Firms that have a better business strategy, are more nimble, make better business
decisions, and can execute their plans well will have a higher stock price than similar firms
that just can’t get it right.

*www.mckinsey.com/~/media/mckinsey/business%20functions/organization/our%20insights/delivering%
20through%20diversity/delivering-through-diversity_full-report.ashx
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S CIERERAE Major Factors Affecting Stock Prices

The firm’s stock price is affected by a number of factors, and management can control only some
of them. Managers exercise little control over external conditions (blue boxes), such as the state
of the general economy, although they can closely observe these conditions and make appropriate
changes in strategy. Managers make many other decisions that directly affect the firm’s expected
cash flows (green boxes)—and hence the price of the firm’s stock.

Before You Go On

1. Why is profit maximization an unsatisfactory goal for managing a firm?

2. Explain why maximizing the market price of a firm’s stock is an appropriate goal for the firm’s
management.

3. What is the fundamental determinant of an asset’s value?

15 | Agency Conflicts: Separation of Ownership and Control
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LEARNING OBJECTIVE

5. Discuss how agency conflicts affect the goal of maximizing stockholder value.

We turn next to an important issue facing stockholders of large corporations: the separation
of ownership and control of the firm. In a large corporation, ownership is often spread over a
large number of small stockholders who may have little control over management. Managers
may therefore make decisions that benefit their own interests rather than those of the stock-
holders. In contrast, in smaller firms, owners and managers are usually one and the same, and
there is no conflict of interest between them. As you will see, this self-interested behavior may
affect the value of the firm.
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Ownership and Control

To illustrate, let’s continue with our pizza parlor example. As the owner of a pizza parlor, you
have decided your goal is to maximize the value of the business and thereby your ownership
interest. There is no conflict of interest in your dual roles as owner and manager because your
personal and economic self-interest is tied to the success of the pizza parlor. The restaurant
has succeeded because you have worked hard and have focused on customer satisfaction.

Now suppose you decide to hire a college student to manage the restaurant. Will the new
manager always act in your interest? Or could the new manager be tempted to give free pizza
to friends now and then or, after an exhausting day, leave early rather than spend time clean-
ing and preparing for the next day? From this example, you can see that once ownership and
management are separated, managers may be tempted to pursue goals that are in their own
self-interest rather than the interests of the owners.

Agency Relationships

The relationship we have just described between the pizza parlor owner and the student man-

ager is an example of an agency relationship. An agency relationship arises whenever one party,

called the principal, hires another party, called the agent, to perform some service on behalf

of the principal. The relationship between stockholders and management is an agency rela-

tionship. Legally, managers (who are the agents) have a fiduciary duty to the stockholders (the

principals), which means managers are obligated to put the interests of the stockholders above

their own. However, in these and all other agency relationships, the potential exists for a conflict

of interest between the principal and the agent. These conflicts are called agency conflicts. agency conflicts conflicts of
interest between a principal and
an agent

Do Managers Really Want to Maximize
Stock Price?

It is not difficult to see how conflicts of interest between managers and stockholders can arise in
the corporate setting. In most large corporations, especially those that are publicly traded, there
is a significant degree of separation between ownership and management. The largest corpora-
tions can have more than one million stockholders. As a practical matter, it is not possible for all
of the stockholders to be active in the management of the firm or to individually bear the high
cost of monitoring management. The bottom line is that stockholders own the corporation, but
managers control the money and have the opportunity to use it for their own benefit.
How might management be tempted to indulge itself and pursue its self-interest? We
need not look far for an answer to this question. Corporate excesses are common. High on
the list are palatial office buildings, corporate hunting and fishing lodges in exotic places,
expensive corporate jets, extravagant expense-account dinners kicked off with bottles of Dom
Perignon and washed down with 1953 Margaux—and, of course, a king’s compensation pack-
age.* Besides economic nest feathering, corporate managers may focus on maximizing market
share, their industry prestige, and their job security.
Needless to say, these types of activities and spending conflict with the goal of maximiz-
ing a firm’s stock price. The costs of these activities are called agency costs. Agency costs are agency costs the costs arising
the costs incurred because of conflicts of interest between a principal and an agent. Examples ~ from conflicts of interest between
are the cost of the lavish dinner mentioned earlier and the cost of a corporate jet for execu- @ principal and an agent—for
tives. However, not all agency costs are frivolous. The cost of hiring an external auditor to exan}Ple’ between a firm’s owners
certify financial statements is also an agency cost because it is a cost that is incurred to limit ~ 2nd its managers
actions by managers that result in agency costs.

“A favorite premeal “quaffing” champagne of young investment bankers on Wall Street is Dom Perignon,
known as the “Domer,” which, depending on the vintage, can cost as much as $700 a bottle. Senior partners
who are more genteel are reported to favor a 1953 Margaux, a French Bordeaux wine from Chéateau Margaux;
1953 is considered a stellar vintage year, and Margaux 1953 is an excellent but very pricey choice (about $2,500
per bottle in 2020).
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Aligning the Interests of Managers
and Stockholders

If the linkage between stockholder and manager goals is weak, a number of mechanisms can
help to better align the behavior of managers with the goals of stockholders. These include
(1) board of directors, (2) management compensation, (3) managerial labor market, (4) other
managers, (5) large stockholders, (6) the takeover market, and (7) the legal and regulatory
environment.

Board of Directors

A corporation’s board of directors has a legal responsibility to represent stockholders’ inter-
ests. The board’s duties include hiring and firing the CEO, setting his or her compensation,
and monitoring his or her performance. The board also approves major decisions concerning
the firm, such as the firm’s annual capital budget or the acquisition of another business. These
responsibilities make the board a key mechanism for ensuring that managers’ decisions are
aligned with the interests of stockholders.

How well boards actually perform in this role has been questioned in recent years. As an
example, critics point out that some boards are unwilling to make hard decisions such as firing
the CEO when a firm performs poorly. Other people believe that a lack of independence from
management is a reason that boards are not as effective as they might be. For example, the
CEO often chairs the board of directors. This dual position can give the CEO undue influence
over the board, as the chairperson sets the agenda for and chairs board meetings, appoints
committees, and controls the flow of information to the board.

Management Compensation

The most effective means of aligning the interests of managers with those of stockholders
is a well-designed compensation (pay) package that rewards managers when they do what
stockholders want them to do and penalizes them when they do not. This type of plan is
effective because a manager will quickly internalize the benefits and costs of making good
and bad decisions and, thus, will be more likely to make the decisions that stockholders want.
Therefore, there is no need for some outside monitor, such as the board of directors, to try to
figure out whether the managers are making the right decisions. The information that outside
monitors have is not as good as the managers’ information, so these outside monitors are
always at a disadvantage in trying to determine whether a manager is acting in the interest of
stockholders.

Most corporations have management compensation plans that tie compensation to the
performance of the firm. The idea behind these plans is that if compensation is sensitive to
the performance of the firm, managers will have greater incentives to make decisions that
increase the stockholders’ wealth. Although these incentive plans vary widely, they usually
include (1) a base salary, (2) a bonus based on accounting performance, and (3) some compen-
sation that is tied to the firm’s stock price.® The base salary ensures the executive of receiving
some minimum compensation as long as he or she remains with the firm, and the bonus and
stock price-based compensation are designed to align the manager’s incentives with those
of the stockholders. The trick in designing such a program is to choose the right mix of these
three components so that the manager has the right incentives and the overall package is
sufficiently appealing to attract and retain high-quality managers at the lowest possible cost.

Managerial Labor Market

The managerial labor market also provides managers with incentives to act in the interests of
stockholders. Firms that have a history of poor performance or a reputation for “shady opera-
tions” or unethical behavior have difficulty hiring top managerial talent. Individuals who are

5This component, which may include stock options, will increase and decrease with the stock price.
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top performers have better alternatives than to work for such firms. Therefore, to the extent
that managers want to attract high-quality people, the labor market provides incentives to run
a good company.

Furthermore, studies show that executives who “manage” firms into bankruptcy or are
convicted of white-collar crimes can rarely secure equivalent positions after being fired for
poor performance or convicted for criminal behavior. Thus, the penalty for extremely poor
performance or a criminal conviction is a significant reduction in the manager’s lifetime earn-
ings potential. Managers know this, and the fear of such consequences helps keep them work-
ing hard and honestly.®

Other Managers

Competition among managers within firms also helps provide incentives for each manager
to act in the interests of stockholders. Managers compete to attain the CEO position and in
doing so try to attract the board of directors’ attention by acting in the stockholders’ interests.
Furthermore, even when a manager becomes CEO, he or she is always looking over his or her
shoulder because other managers covet that job.

Large Stockholders

All stockholders have an interest in providing managers with incentives to maximize stock-
holder value. However, as we noted earlier, most stockholders in large corporations own too
few shares to make it worthwhile for them to actively monitor managers. Only large stock-
holders, those with a significant investment in the firm, have enough money at stake and
enough power to make it worthwhile for them to actively monitor managers and to try to
influence their decisions. For firms that are publicly traded, many of the large stockholders
are institutional investors, such as mutual funds, large commercial banks, or hedge funds.

The Takeover Market

The market for takeovers provides incentives for managers to act in the interests of stock-
holders. When a firm performs poorly because its current managers are doing a poor job, an
opportunity arises for astute investors, so-called corporate raiders, to make money by buying
the company at a price that reflects its poor performance and replacing the current managers
with a top-flight management team. If the investors have evaluated the situation correctly, the
firm will soon be transformed into a strong performer, its stock price will increase, and inves-
tors can sell their stock for a significant profit. The possibility that a firm might be discovered
by corporate raiders provides incentives for managers to perform well.

The Legal and Regulatory Environment

Finally, the laws and regulations that firms must adhere to limit the ability of managers to
make decisions that harm the interests of stockholders. An example is federal and state stat-
utes that make it illegal for managers to steal corporate assets. Similarly, regulatory reforms
such as the Sarbanes-Oxley Act, discussed next, limit the ability of managers to mislead
stockholders.

Sarbanes-Oxley and Other Regulatory Reforms

Managers of public firms in the United States have long been required to make audited
financial statements available to investors that show how their firms have been performing,

what their assets are, and how those assets have been financed. Prior to 1933, these disclo- To find out more about the
sure requirements were specified by the individual states in which firms were incorporated. Sarbanes-Oxley Act, visit www.
soxlaw.com

®Nongquantifiable costs of convictions for crimes are the perpetrators’ personal embarrassment and the
embarrassment of their families and the effect these costs may have on their lives. On average, the overall cost
of such convictions is higher than even that suggested by the labor market argument.
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Since the passage of the Securities Act of 1933, also known as the Truth in Securities Act,
these requirements have been standardized throughout the country. They have evolved to the
point at which financial reports must adhere to the Generally Accepted Accounting Principles
(GAAP), which are discussed in Chapter 3.

With the longstanding disclosure requirements for public firms, many investors during
the latter part of the 1900s were comfortable with the quality of corporate financial statements.
However, a series of accounting scandals and ethical lapses by corporate officers shocked the
nation in the early years of the twenty-first century. A case in point was WorldCom’s bank-
ruptcy filing in 2002 and the admission that its officers had “cooked the books” by misstating
$7.2 billion of expenses, which allowed WorldCom to report profits when the firm had actually
lost money. The accounting fraud at WorldCom followed similar scandals at Enron, Global
Crossing, Tyco, and elsewhere. These scandals—and the resulting losses to stockholders—
led to a set of far-reaching regulatory reforms passed by Congress in 2002.” The most signifi-
cant reform measure to date is the Sarbanes-Oxley Act, which focuses on (1) reducing agency
costs in corporations, (2) restoring ethical conduct within the business sector, and (3) improv-
ing the integrity of the accounting reporting system within firms.

Overall, these regulations require all public corporations to implement five overarch-
ing strategies. (Private corporations and partnerships are not required to implement these
measures.)

1. Ensure greater board independence. Firms must structure their boards so that the
majority of the members are outside directors. Furthermore, it is recommended that the
positions of chair and CEO be separated. Finally, Sarbanes-Oxley makes it clear that board
members have a fiduciary responsibility to represent and act in the interest of stockhold-
ers, and board members who fail to meet their fiduciary duty can be fined and receive jail
sentences.

2. Establish internal accounting controls. Firms must establish internal accounting
control systems to protect the integrity of the accounting systems and safeguard the firms’
assets. The internal controls are intended to improve the reliability of accounting data
and the quality of financial reports and to reduce the likelihood that individuals within
the firm engage in accounting fraud.

3. Establish compliance programs. Firms must establish corporate compliance programs
that ensure that they comply with important federal and state regulations. For example,
a compliance program would document whether a firm’s truck drivers complied with all
federal and state truck and driver safety regulations, such as the number of hours one can
drive during the day and the gross highway weight of the truck.

4. Establish an ethics program. Firms must establish ethics programs that monitor
the conduct of employees and executives. Among other features, these programs must
include a whistleblower protection provision. The intent is to create an ethical work envi-
ronment so that employees will know what is expected of them in their relationships with
customers, suppliers, and other stakeholders.

5. Expand the audit committee’s oversight powers. The external auditor, the internal
auditor, and the compliance and ethics director owe their ultimate legal responsibilities
to the audit committee, not to the firm. In addition, the audit committee has the uncondi-
tional power to probe and question any person in the firm, including the CEO, regarding
any matter that might materially impact the firm or its financial statements.

Exhibit 1.6 summarizes some of the regulatory requirements that are designed to reduce
agency costs.

A noticeable shift has occurred in the behavior of board members and management
since the Sarbanes-Oxley Act was passed. Boards appear much more serious about monitor-
ing firms’ performance and ratifying important decisions by management. Audit committees,
with their new independence and investigative powers, are providing greater oversight over

"The major laws passed by Congress in this area in 2002 were the Public Accounting Reform and Investor
Protection Act and the Sarbanes-Oxley Act.
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EXHIBIT 1.6 Corporate Governance Regulations Designed to Reduce Agency Costs

These are regulatory requirements that are designed to reduce agency costs. The most important
requirements resulted from the Sarbanes-Oxley Act, passed by Congress in 2002. The act was aimed
at reducing agency costs, promoting ethical conduct, and improving the integrity of accounting
reporting systems.

Board of Directors

« Board has a fiduciary responsibility to represent the best interest of the firm’s owners.
« Majority of the board must be outside independent directors.

« Firm is required to have a code of ethics, which has to be approved by the board.

« Firm must establish an ethics program that has a complaint hotline and a whistleblower
protection provision that is approved by the board.

Separation of chairperson and CEO positions is recommended.

» Board members can be fined or receive jail sentences if they fail to fulfill their fiduciary
responsibilities.

Audit Committee

« External auditor, internal auditor, and compliance and ethics director’s fiduciary (legal)
responsibilities are to the audit committee.

« Audit committee approves the hiring, firing, and fees paid to external auditors.
« CEO and CFO must certify financial statements.

o All audit committee members must be outside independent directors.

« One member must be a financial expert.

External Auditor
« Lead partner must change every five years.

« There are limits on consulting (nonaudit) services that external auditors can provide.

Sources: Sarbanes-Oxley Act, Public Accounting Reform and Investor Protection Act, and NYSE and NASDAQ
new listing requirements.

the preparation of financial statements. Stronger internal accounting control systems, com-
pliance programs, and ethics programs are improving the integrity of accounting systems and
reducing the likelihood of fraud and other illegal activities. Thus, the Sarbanes-Oxley Act
does appear to be having an effect. The major complaint from business has been the cost of
compliance.

More recently, the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010
introduced a number of other requirements for public companies. Two that have received a
great deal of attention relate to executive compensation. The first requires that companies
allow stockholders a nonbinding advisory vote on executive compensation policies—the
so-called “say-on-pay” rule. The aim of say-on-pay is to provide shareholders with a way to
send a message to the company if there are concerns about the firm’s compensation practices.
The second requirement is that all companies adopt “clawback” policies to recover compensa-
tion from executives if compensation is paid based on financial statements that later have to
be “materially restated.” The goal of clawbacks is to discourage executives from misreporting
the firm’s accounting numbers in order to increase their pay, as any compensation they earn
as a result would ultimately be “clawed back” from them.

Before You Go On

1. What are agency conflicts?
2. What are corporate raiders?

3. List the three main objectives of the Sarbanes-Oxley Act.
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LEARNING OBJECTIVE

6. Explain why ethics is an important topic in the study of corporate finance.

We have just seen that Congress included ethics program requirements in the Sarbanes-Oxley
Act. Why are ethics important to business?

Business Ethics

The term ethics describes a society’s ideas about what actions are right and wrong. Ethical val-
ues are not moral absolutes, and they can and do vary across societies. Regardless of cultural
differences, however, if we think about it, all of us would probably prefer to live in a world
where people behave ethically—where people try to do what is right.

In our society, ethical rules include considering the impact of our actions on others, being
willing to sometimes put the interests of others ahead of our own interests, and realizing that
we must follow the same rules we expect others to follow. The golden rule—“Do unto others
as you would have done unto you”—is an example of a widely accepted ethical norm.?

Are Business Ethics Different
from Everyday Ethics?

Perhaps business is a dog-eat-dog world where ethics do not matter. People who take this point of
view link business ethics to the ethics of the poker game and not to the ethics of everyday moral-
ity. Poker players, they suggest, must practice cunning deception and must conceal their strengths
and their intentions. After all, they are playing the game to win. How far does one go to win?

In 2002, investors learned the hard way about a number of firms that had been behaving
according to the ethics of the poker game: Cunning deception and concealment of informa-
tion were the order of the day at WorldCom, Enron, Global Crossing, Tyco, and a host of
other firms. The market’s reaction to the behavior of these firms was to wipe out $2.3 trillion
of stockholder value. More recently, in 2016, it was revealed that Wells Fargo employees had
opened millions of unauthorized checking and credit card accounts for the bank’s customers.
Wells Fargo dismissed more than 5,300 low-level employees and was fined $185 million; the
value of the firm’s equity dropped $28 billion as this scandal developed.

We believe that those who argue that ethics do not matter in business are mistaken.
Indeed, most academic studies on the topic suggest that traditions of morality are very rel-
evant to business and to financial markets in particular. The reasons are practical as well as
ethical. Corruption in business creates inefficiencies in an economy, inhibits the growth of
capital markets, and slows a country’s rate of economic growth.

For example, as Russia made the transition to a market economy, it had a difficult time
establishing a stock market and attracting foreign investment. The reason was a simple one.
Corruption was rampant in local government and in business. Contractual agreements were
not enforceable, and there was no reliable financial information about Russian companies.
Not until the mid-1990s did some Russian companies begin to display enough financial trans-
parency to attract investment capital.”

8The golden rule can be stated in a number of ways. One version, in the Gospel of Matthew, states, “In everything
do to others as you would have them do to you.” A less noble version you occasionally hear in business is “He
who has the gold makes the rules.”

°In economics, transparency refers to openness and access to information. China faces many of the same issues
today as it seeks to modernize its financial markets and attract foreign investors.
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Types of Ethical Conflicts in Business

We turn next to a consideration of the ethical problems that arise in business dealings. Most
problems involve three related areas: agency costs, conflicts of interest, and informational
asymmetry.

Agency Costs

Aswe discussed earlier in this chapter, many relationships in business are agency relationships.
Agents can be bound both legally and ethically to act in the interest of the principal. Financial
managers have agency obligations to act honestly and to see that subordinates act honestly with
respect to financial transactions. A product recall or environmental offense may cause a decline
in a firm’s stock price. However, revelations of dishonesty, deception, and fraud in financial
matters can have a larger and longer-lasting impact on the stock price. If the dishonesty is
flagrant, the firm may go bankrupt, as we saw with the bankruptcies of Enron and WorldCom.

Conflicts of Interest

Conflicts of interest often arise in agency relationships. A conflict of interest in such a situa-
tion can arise when the agent’s interests are different from those of the principal. For example,
suppose you're interested in buying a house and a local real estate agent is helping you find
the home of your dreams. As it turns out, the dream house is one for which your agent is also
the listing agent. Your agent has a conflict of interest because her professional obligation to
help you find the right house at a fair price conflicts with her professional obligation to get the
highest price possible for the client whose house she has listed.

Organizations can be either principals or agents and, hence, can be parties to conflicts of
interest. In the past, for example, many large accounting firms provided both consulting services
and audits for corporations. This dual function may compromise the independence and objectiv-
ity of the audit opinion, even though the work is done by different parts of the firm. For example,
if consulting fees from an audit client become a large source of income, the auditing firm may
be less likely to render an adverse audit opinion and thereby risk losing the consulting business.

Conlflicts of interest are typically resolved in one of two ways. Sometimes complete dis-
closure is sufficient. Thus, in real estate transactions, it is not unusual for the same lawyer or
realtor to represent both the buyer and the seller. This practice is not considered unethical as
long as both sides are aware of the fact and give their consent. Alternatively, the conflicted
party can withdraw from serving the interests of one of the parties. Sometimes the law man-
dates this solution. For example, public accounting firms are not permitted to provide certain
types of consulting services to their audit clients.

Information Asymmetry

Information asymmetry exists when one party in a business transaction has information information asymmetry the

that is unavailable to the other parties in the transaction. The existence of information asym- situation in which one party
metry in business relationships is commonplace. For example, suppose you decide to sell your in a business transaction has
10-year-old car. You know much more about the real condition of the car than does the pro- ~ information thatis unavailable

to the other parties in the

spective buyer. The ethical issue is this: How much should you tell the prospective buyer? In . i
ransaction

other words, to what extent is the party with the information advantage obligated to reduce
the amount of information asymmetry?

Society imposes both market-based and legal solutions for transactional information asym-
metries. Consider the prospective car buyer in the previous example. You can be reasonably
sure that the buyer understands that he or she has less information about the car’s condition
than the seller and, as a result, will pay a lower price for the vehicle. Conversely, sellers who
certify or provide a warranty with respect to the condition of the vehicle reduce the concerns
that buyers have about information asymmetries and therefore tend to receive higher prices.

Legal solutions often require sellers to disclose material facts to buyers or prohibit trading
on information that is not widely available. For example, when you sell a car, you are required
to disclose to the seller whether it has been in an accident and whether the odometer has been
altered. Similarly, in many states home sellers must disclose if they are aware of any major
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defects in their home. In the investment world, the trading of stocks based on material inside
information (e.g., information that is not available to the public) has been made illegal in an
effort to create a “level playing field” for all investors.

The Importance of an Ethical Business Culture

Some economists have noted that the legal system and market forces impose substantial costs
on individuals and institutions that engage in unethical behavior. As a result, these forces pro-
vide important incentives that foster ethical behavior in the business community. The incen-
tives include financial losses, legal fines, jail time, and bankruptcy. Ethicists argue, however,
that laws and market forces are not enough. For example, the financial sector is one of the
most heavily regulated areas of the U.S. economy. Yet despite heavy regulation, the sector has
a long and rich history of financial scandals.

In addition to laws and market forces, many people argue that it is important to create
an ethical culture in the firm. Why is this important? An ethical business culture means that
people have a set of principles—a moral compass, so to speak—that helps them identify moral
issues and make ethical judgments without being told what to do. The culture has a powerful
influence on the way people behave and the way they make decisions.

The people at the top of a company determine whether or not the culture of that company
is ethical. At Wells Fargo, for example, top officers promoted a culture of aggressive sales of its
products to customers in order to increase fees, and a willingness, at times, to cross over ethical
and even legal lines. The motto “Do no evil” was adopted by Google’s founders before they took
the firm public in 2004.

More than likely, you will be confronted with ethical issues during your professional
career. Knowing how to identify and deal with ethical issues is an important part of your pro-
fessional skill set. Exhibit 1.7 presents a framework for making ethical judgments.

Serious Consequences

In recent years the rules have changed, and the cost of ethical mistakes can be extremely high.
In the past, the business community and legal authorities often dismissed corporate scandals
as a “few rotten apples” in an otherwise sound barrel. This is no longer true today. In 2005,

EXHIBIT 1.7 A Framework for the Analysis of Ethical Conflicts

Dealing with ethical conflicts is an inescapable part of professional life for most people. An analytical
framework can be helpful in understanding and resolving such conflicts.

The first step toward ethical behavior is to recognize that you face a moral issue. In general, if your
actions or decisions will cause harm to others, you are facing a moral issue. When you find yourself
in this position, you might ask yourself the following questions:

1. What does the law require? When in doubt, consult the legal department.
2. What do your role-related obligations require? What is your station, and what are its duties?

If you are a member of a profession, what does the code of conduct of your profession say you
should do in these circumstances?

3. Areyou an agent employed on behalf of another in these circumstances? If so, what are the
interests and desires of the employing party?

4. Are the interests of the stockholders materially affected? Your obligation is to represent the best
interests of the firm’s owners.

5. Do you have a conflict of interest? Will full diclosure of the conflict be sufficient? If not, you
must determine what interest has priority.

6. Are you abusing an information asymmetry? Is your use of the information asymmetry fair? It
probably is fair if you would make the same decision if the roles of the parties were reversed or
if you would publicly advocate the principle behind your decision.

7. Would you be willing to have your action and all the reasons that motivated it reported in the
Wall Street Journal?
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for instance, Bernard J. Ebbers, the 63-year-old CEO of WorldCom, was found guilty of fraud
and theft and was sentenced to 25 years in prison. Judge Barbara S. Jones, acknowledging that
Ebbers would probably serve the rest of his days in jail, said, “I find a sentence of anything less
would not reflect the seriousness of the crime.” In the past, sentences for white-collar crimes
were minimal; even for serious crimes, there often was no jail time at all. Clearly, business
ethics is a topic of high interest and increasing importance in the business community and

one that will be discussed throughout this book.

Before You Go On

1. What is a conflict of interest in a business setting?

2. How would you define an ethical business culture?

Summary of Learning Objectives

1 Identify the key financial decisions facing the finan-
cial manager of any business.

4 Explain why maximizing the value of the firm’s stock
is the appropriate goal for management.

The financial manager faces three basic decisions: (1) which productive
assets the firm should buy (capital budgeting decisions), (2) how the firm
should finance the productive assets purchased (financing decisions),
and (3) how the firm should manage its day-to-day financial activities
(working capital decisions). The financial manager should make these
decisions in a way that maximizes the current value of the firm’s stock.

2 lIdentify common forms of business organization in
the United States and their respective strengths and
weaknesses.

Businesses in the United States are commonly organized as a sole
proprietorship, a general or limited partnership, a corporation, or a
limited liability partnership or company. Most large firms elect to or-
ganize as C-corporations because of the ease of raising money; the
major disadvantage is double taxation. Smaller companies tend to
organize as sole proprietorships or partnerships. The advantages of
these forms of organization include ease of formation and taxation at
the personal income tax rate. The major disadvantage is the owners’
unlimited personal liability. Limited liability partnerships and com-
panies and S-corporations provide owners of small businesses who
make the business decisions with limited personal liability.

3 Describe the typical organization of the financial
function in a large corporation.

In a large corporation, the financial manager generally has the rank of
vice president and goes by the title of chief financial officer. The CFO
reports directly to the firm’s CEO. Positions reporting directly to the
CFO generally include the treasurer, the risk manager, the controller,
and the internal auditor. The audit committee of the board of directors
is also important in the financial function. The committee hires the
external auditor for the firm, and the internal auditor, external auditor,
and compliance and ethics director all report to the audit committee.
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Maximizing the firm’s stock value is an appropriate goal because it
forces management to focus on decisions that will generate the great-
est amount of wealth for stockholders. Since the value of a share of
stock (or any asset) is determined by its cash flows, management’s
decisions must consider the size of the cash flow (larger is better), the
timing of the cash flow (sooner is better), and the riskiness of the cash
flow (given equal returns, lower risk is better). In maximizing the val-
ue of the owner’s equity, managers must make decisions that account
for the interests of all stakeholders.

5 Discuss how agency conflicts affect the goal of maxi-
mizing stockholder value.

In most large corporations, there is a significant degree of separation
between management and ownership. As a result, stockholders have
little control over corporate managers, and management may thus be
tempted to pursue its own self-interest rather than maximizing the
value of the owners’ stock. The resulting conflicts give rise to agency
costs. Ways of reducing agency costs include developing compen-
sation agreements that link employee compensation to the firm’s
performance and having independent boards of directors monitor
management.

6 Explain why ethics is an important topic in the study
of corporate finance.

If we lived in a world without ethical norms, we would soon discover
that it would be difficult to do business. As a practical matter, the law
and market forces provide important incentives that foster ethical be-
havior in the business community, but they are not enough to ensure
ethical behavior. An ethical culture is also needed. In an ethical cul-
ture, people have a set of moral principles—a moral compass—that
helps them identify ethical issues and make ethical judgments with-
out being told what to do.
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