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Finance

In July 1999, Carleton “Carly” Fiorina assumed the
position of CEO of Hewlett-Packard (HP). Investors
were pleased with her view of HP’s future: She promised
15 percent annual growth in sales and earnings, quite
a goal for a company with five consecutive years of
declining revenue. Ms. Fiorina also changed the way HP
was run. Rather than continuing to operate as separate
product groups, which essentially meant the company
operated as dozens of minicompanies, Ms. Fiorina
reorganized the company into just two divisions.

In 2002, HP announced that it would merge with
Compaq Computers. However, in one of the more
acrimonious recent corporate battles, a group led by
Walter Hewlett, son of one of HP’s cofounders, fought the
merger. Ms. Fiorina ultimately prevailed, and the merger
took place. With Compagq in the fold, the company began
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a two-pronged strategy. It would compete with Dell in
the lower-cost, more commodity-like personal computer
segment and with IBM in the more specialized, high-end
computing market.

Unfortunately for HP’s shareholders, Ms. Fiorina’s
strategy did not work out as planned; in February 2005,
under pressure from HP’s board of directors, Ms. Fiorina
resigned her position as CEO. Evidently investors also
felt a change in direction was a good idea; HP’s stock
price jumped almost 7 percent the day the resignation
was announced.

Understanding Ms. Fiorina’s rise from corporate
executive to chief executive officer, and finally to ex-
employee, takes us into issues involving the corporate
form of organization, corporate goals, and corporate
control, all of which we discuss in this chapter.

What is Corporate Finance?

Suppose you decide to start a firm to make tennis balls. To do this you hire managers to
buy raw materials, and you assemble a workforce that will produce and sell finished ten-
nis balls. In the language of finance, you make an investment in assets such as inventory,
machinery, land, and labor. The amount of cash you invest in assets must be matched by
an equal amount of cash raised by financing. When you begin to sell tennis balls, your firm
will generate cash. This is the basis of value creation. The purpose of the firm is to create
value for you, the owner. The value is reflected in the framework of the simple balance

sheet model of the firm.

The Balance Sheet Model of the Firm

Suppose we take a financial snapshot of the firm and its activities at a single point in time.
Figure 1.1 shows a graphic conceptualization of the balance sheet, and it will help intro-

duce you to corporate finance.
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Figure 1.1
The Balance Sheet
Model of the Firm
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The assets of the firm are on the left side of the balance sheet. These assets can be
thought of as current and fixed. Fixed assets are those that will last a long time, such as
buildings. Some fixed assets are tangible, such as machinery and equipment. Other fixed
assets are intangible, such as patents and trademarks. The other category of assets, current
assets, comprises those that have short lives, such as inventory. The tennis balls that your
firm has made, but has not yet sold, are part of'its inventory. Unless you have overproduced,
they will leave the firm shortly.

Before a company can invest in an asset, it must obtain financing, which means that
it must raise the money to pay for the investment. The forms of financing are represented
on the right side of the balance sheet. A firm will issue (sell) pieces of paper called debt
(loan agreements) or equity shares (stock certificates). Just as assets are classified as long-
lived or short-lived, so too are liabilities. A short-term debt is called a current liability.
Short-term debt represents loans and other obligations that must be repaid within one year.
Long-term debt is debt that does not have to be repaid within one year. Shareholders’ equity
represents the difference between the value of the assets and the debt of the firm. In this
sense, it is a residual claim on the firm’s assets.

From the balance sheet model of the firm, it is easy to see why finance can be thought
of as the study of the following three questions:

1. In what long-lived assets should the firm invest? This question concerns the left side
of the balance sheet. Of course the types and proportions of assets the firm needs
tend to be set by the nature of the business. We use the term capital budgeting to
describe the process of making and managing expenditures on long-lived assets.

2. How can the firm raise cash for required capital expenditures? This question con-
cerns the right side of the balance sheet. The answer to this question involves the
firm’s capital structure, which represents the proportions of the firm’s financing
from current and long-term debt and equity.

3. How should short-term operating cash flows be managed? This question concerns the
upper portion of the balance sheet. There is often a mismatch between the timing of
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Figure 1.2
Two Pie Models of the
Firm
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cash inflows and cash outflows during operating activities. Furthermore, the amount
and timing of operating cash flows are not known with certainty. Financial manag-
ers must attempt to manage the gaps in cash flow. From a balance sheet perspective,
short-term management of cash flow is associated with a firm’s net working capital.
Net working capital is defined as current assets minus current liabilities. From a
financial perspective, short-term cash flow problems come from the mismatching of
cash inflows and outflows. This is the subject of short-term finance.

Capital Structure

Financing arrangements determine how the value of the firm is sliced up. The people
or institutions that buy debt from (i.e., lend money to) the firm are called creditors.' The
holders of equity shares are called shareholders.

Sometimes it is useful to think of the firm as a pie. Initially the size of the pie will
depend on how well the firm has made its investment decisions. After a firm has made
its investment decisions, it determines the value of its assets (e.g., its buildings, land, and
inventories).

The firm can then determine its capital structure. The firm might initially have raised
the cash to invest in its assets by issuing more debt than equity; now it can consider chang-
ing that mix by issuing more equity and using the proceeds to buy back (pay off) some of
its debt. Financing decisions like this can be made independently of the original investment
decisions. The decisions to issue debt and equity affect how the pie is sliced.

The pie we are thinking of is depicted in Figure 1.2. The size of the pie is the value of
the firm in the financial markets. We can write the value of the firm, V, as

V=B+S

where B is the market value of the debt and S is the market value of the equity. The pie
diagrams consider two ways of slicing the pie: 50 percent debt and 50 percent equity, and
25 percent debt and 75 percent equity. The way the pie is sliced could affect its value. If so,
the goal of the financial manager will be to choose the ratio of debt to equity that makes the
value of the pie—that is, the value of the firm, V—as large as it can be.

The Financial Manager

In large firms, the finance activity is usually associated with a top officer of the firm, such
as the vice president and chief financial officer, and some lesser officers. Figure 1.3 de-
picts a general organizational structure emphasizing the finance activity within the firm.
Reporting to the chief financial officer are the treasurer and the controller. The treasurer is

'We tend to use the words creditors, debtholders, and bondholders interchangeably. In later chapters we examine
the differences among the kinds of creditors. In algebraic notation, we will usually refer to the firm’s debt with
the letter B (for bondholders).
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responsible for handling cash flows, managing capital expenditure decisions, and making
financial plans. The controller handles the accounting function, which includes taxes, cost
and financial accounting, and information systems.

The most important job of a financial manager is to create value from the firm’s capital
budgeting, financing, and net working capital activities. How do financial managers create
value? The answer is that the firm should:

1. Try to buy assets that generate more cash than they cost.

2. Sell bonds and stocks and other financial instruments that raise more cash than
they cost.

Thus, the firm must create more cash flow than it uses. The cash flows paid to bondholders
and stockholders of the firm should be greater than the cash flows put into the firm by the
bondholders and stockholders. To see how this is done, we can trace the cash flows from
the firm to the financial markets and back again.
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In Their Own Words

SKILLS NEEDED FOR THE CHIEF
FINANCIAL OFFICERS OF
eFINANCE.COM

Chief strategist: CFOs will need to use real-time financial
information to make crucial decisions fast.

Chief risk officer: Limiting risk will be even more im-
portant as markets become more global and hedging
instruments become more complex.

Chief communicator: Gaining the confidence of Wall
Street and the media will be essential.

Chief deal maker: CFOs must be adept at venture capi-
tal, mergers and acquisitions, and strategic partnerships.

Figure 1.4

Cash Flows between
the Firm and the
Financial Markets
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SOURCE: Business Week, August 28, 2000, p. 120.

The interplay of the firm’s activities with the financial markets is illustrated in Fig-
ure 1.4. The arrows in Figure 1.4 trace cash flow from the firm to the financial markets and
back again. Suppose we begin with the firm’s financing activities. To raise money, the firm
sells debt and equity shares to investors in the financial markets. This results in cash flows
from the financial markets to the firm (4). This cash is invested in the investment activi-
ties (assets) of the firm (B) by the firm’s management. The cash generated by the firm (C)
is paid to shareholders and bondholders (F). The shareholders receive cash in the form of
dividends; the bondholders who lent funds to the firm receive interest and, when the initial
loan is repaid, principal. Not all of the firm’s cash is paid out. Some is retained (£), and
some is paid to the government as taxes (D).

Over time, if the cash paid to shareholders and bondholders () is greater than the cash
raised in the financial markets (4), value will be created.

Identification of Cash Flows Unfortunately, it is not easy to observe cash flows di-
rectly. Much of the information we obtain is in the form of accounting statements, and
much of the work of financial analysis is to extract cash flow information from accounting
statements. The following example illustrates how this is done.

Cash for securities issued by the firm (A)

Firm invests
in assets
(B) Retained cash flows (E)

Current assets -
Fixed assets Cash flow Dividends and

from firm (C) debt payments (F)

Total Value of the Firm
to Investors in
the Financial Markets

Total Value of Assets
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Accounting Profit versus Cash Flows The Midland Company refines and trades gold. At
the end of the year, it sold 2,500 ounces of gold for $| million. The company had acquired the
gold for $900,000 at the beginning of the year. The company paid cash for the gold when it was
purchased. Unfortunately it has yet to collect from the customer to whom the gold was sold. The
following is a standard accounting of Midland’s financial circumstances at year-end:

The Midland Company
Accounting View
Income Statement
Year Ended December 31

Sales $1,000,000
—Costs —900,000
Profit $ 100,000

By generally accepted accounting principles (GAAP), the sale is recorded even though the customer
has yet to pay. It is assumed that the customer will pay soon. From the accounting perspective,
Midland seems to be profitable. However, the perspective of corporate finance is different. It focuses
on cash flows:

The Midland Company
Financial View
Income Statement
Year Ended December 31

@ Cash inflow $ 0 @
Cash outflow —900,000

—$ 900,000

The perspective of corporate finance is interested in whether cash flows are being created by
the gold trading operations of Midland. Value creation depends on cash flows. For Midland, value
creation depends on whether and when it actually receives $1 million.

Timing of Cash Flows The value of an investment made by a firm depends on the tim-
ing of cash flows. One of the most important principles of finance is that individuals prefer
to receive cash flows earlier rather than later. One dollar received today is worth more than
one dollar received next year.

Cash Flow Timing The Midland Company is attempting to choose between two proposals for
new products. Both proposals will provide additional cash flows over a four-year period and will
initially cost $10,000. The cash flows from the proposals are as follows:

Year New Product A New Product B
| $ 0 $ 4,000
2 0 4,000
3 0 4,000
4 20,000 4,000
Total $20,000 $16,000

(continued)
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At first it appears that new product A would be best. However, the cash flows from proposal B come
earlier than those of A.Without more information, we cannot decide which set of cash flows would
create the most value for the bondholders and shareholders. It depends on whether the value of
getting cash from B up front outweighs the extra total cash from A.Bond and stock prices reflect this
preference for earlier cash, and we will see how to use them to decide between A and B.

Risk of Cash Flows The firm must consider risk. The amount and timing of cash flows
are not usually known with certainty. Most investors have an aversion to risk.

Risk The Midland Company is considering expanding operations overseas. It is evaluating Europe
and Japan as possible sites. Europe is considered to be relatively safe, whereas operating in Japan is
seen as very risky. In both cases the company would close down operations after one year.

After doing a complete financial analysis, Midland has come up with the following cash flows of
the alternative plans for expansion under three scenarios—pessimistic, most likely, and optimistic:

Pessimistic Most Likely Optimistic

Europe  $75,000 $100,000 $125,000
Japan 0 150,000 200,000

If we ignore the pessimistic scenario, perhaps Japan is the best alternative. When we take the pes-
simistic scenario into account, the choice is unclear. Japan appears to be riskier, but it also offers a
higher expected level of cash flow.What is risk and how can it be defined? We must try to answer
this important question. Corporate finance cannot avoid coping with risky alternatives,and much of
our book is devoted to developing methods for evaluating risky opportunities.

The Corporate Firm

The firm is a way of organizing the economic activity of many individuals. A basic problem
of the firm is how to raise cash. The corporate form of business—that is, organizing the
firm as a corporation—is the standard method for solving problems encountered in rais-
ing large amounts of cash. However, businesses can take other forms. In this section we
consider the three basic legal forms of organizing firms, and we see how firms go about the
task of raising large amounts of money under each form.

The Sole Proprietorship

A sole proprietorship is a business owned by one person. Suppose you decide to start a
business to produce mousetraps. Going into business is simple: You announce to all who
will listen, “Today, I am going to build a better mousetrap.”

Most large cities require that you obtain a business license. Afterward, you can begin
to hire as many people as you need and borrow whatever money you need. At year-end all
the profits and the losses will be yours.

Here are some factors that are important in considering a sole proprietorship:

1. The sole proprietorship is the cheapest business to form. No formal charter is re-
quired, and few government regulations must be satisfied for most industries.
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2. A sole proprietorship pays no corporate income taxes. All profits of the business are
taxed as individual income.

3. The sole proprietorship has unlimited liability for business debts and obligations. No
distinction is made between personal and business assets.

4. The life of the sole proprietorship is limited by the life of the sole proprietor.

5. Because the only money invested in the firm is the proprietor’s, the equity money
that can be raised by the sole proprietor is limited to the proprietor’s personal
wealth.

The Partnership

Any two or more people can get together and form a partnership. Partnerships fall into
two categories: (1) general partnerships and (2) limited partnerships.

In a general partnership all partners agree to provide some fraction of the work
and cash and to share the profits and losses. Each partner is liable for all of the debts
of the partnership. A partnership agreement specifies the nature of the arrangement. The
partnership agreement may be an oral agreement or a formal document setting forth the
understanding.

Limited partnerships permit the liability of some of the partners to be limited to the
amount of cash each has contributed to the partnership. Limited partnerships usually re-
quire that (1) at least one partner be a general partner and (2) the limited partners do not
participate in managing the business. Here are some things that are important when con-
sidering a partnership:

1. Partnerships are usually inexpensive and easy to form. Written documents are re-
quired in complicated arrangements, including general and limited partnerships.
Business licenses and filing fees may be necessary.

2. General partners have unlimited liability for all debts. The liability of limited part-
ners is usually limited to the contribution each has made to the partnership. If one
general partner is unable to meet his or her commitment, the shortfall must be made
up by the other general partners.

3. The general partnership is terminated when a general partner dies or withdraws (but
this is not so for a limited partner). It is difficult for a partnership to transfer owner-
ship without dissolving. Usually all general partners must agree. However, limited
partners may sell their interest in a business.

4. Tt is difficult for a partnership to raise large amounts of cash. Equity contributions are
usually limited to a partner’s ability and desire to contribute to the partnership. Many
companies, such as Apple Computer, start life as a proprietorship or partnership, but
at some point they choose to convert to corporate form.

5. Income from a partnership is taxed as personal income to the partners.

6. Management control resides with the general partners. Usually a majority vote is
required on important matters, such as the amount of profit to be retained in the
business.

It is difficult for large business organizations to exist as sole proprietorships or part-
nerships. The main advantage to a sole proprietorship or partnership is the cost of getting
started. Afterward, the disadvantages, which may become severe, are (1) unlimited liability,
(2) limited life of the enterprise, and (3) difficulty of transferring ownership. These three
disadvantages lead to (4) difficulty in raising cash.
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The Corporation

Of the forms of business enterprises, the corporation is by far the most important. It is a
distinct legal entity. As such, a corporation can have a name and enjoy many of the legal
powers of natural persons. For example, corporations can acquire and exchange property.
Corporations can enter contracts and may sue and be sued. For jurisdictional purposes the
corporation is a citizen of its state of incorporation (it cannot vote, however).

Starting a corporation is more complicated than starting a proprietorship or partner-
ship. The incorporators must prepare articles of incorporation and a set of bylaws. The
articles of incorporation must include the following:

1. Name of the corporation.

2. Intended life of the corporation (it may be forever).
3. Business purpose.
4

. Number of shares of stock that the corporation is authorized to issue, with a state-
ment of limitations and rights of different classes of shares.

5. Nature of the rights granted to shareholders.
6. Number of members of the initial board of directors.

The bylaws are the rules to be used by the corporation to regulate its own existence, and
they concern its shareholders, directors, and officers. Bylaws range from the briefest pos-
sible statement of rules for the corporation’s management to hundreds of pages of text.

In its simplest form, the corporation comprises three sets of distinct interests: the share-
holders (the owners), the directors, and the corporation officers (the top management). Tra-

@ ditionally, the shareholders control the corporation’s direction, policies, and activities. The @

shareholders elect a board of directors, who in turn select top management. Members of
top management serve as corporate officers and manage the operations of the corporation
in the best interest of the shareholders. In closely held corporations with few shareholders,
there may be a large overlap among the shareholders, the directors, and the top manage-
ment. However, in larger corporations, the shareholders, directors, and the top management
are likely to be distinct groups.

The potential separation of ownership from management gives the corporation several
advantages over proprietorships and partnerships:

1. Because ownership in a corporation is represented by shares of stock, ownership can
be readily transferred to new owners. Because the corporation exists independently
of those who own its shares, there is no limit to the transferability of shares as there
is in partnerships.

2. The corporation has unlimited life. Because the corporation is separate from its
owners, the death or withdrawal of an owner does not affect the corporation’s
legal existence. The corporation can continue on after the original owners have
withdrawn.

3. The shareholders’ liability is limited to the amount invested in the ownership shares.
For example, if a shareholder purchased $1,000 in shares of a corporation, the poten-
tial loss would be $1,000. In a partnership, a general partner with a $1,000 contribu-
tion could lose the $1,000 plus any other indebtedness of the partnership.

Limited liability, ease of ownership transfer, and perpetual succession are the major
advantages of the corporation form of business organization. These give the corporation an
enhanced ability to raise cash.
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Table 1.1 A Comparison of Partnerships and Corporations

Corporation Partnership

Liquidity and
marketability

Voting rights

Taxation

Reinvestment and
dividend payout

Liability

Continuity of existence

Shares can be exchanged without
termination of the corporation.
Common stock can be listed on a
stock exchange.

Usually each share of common stock
entitles the holder to one vote per
share on matters requiring a vote
and on the election of the directors.
Directors determine top management.

Corporations have double taxation:
Corporate income is taxable, and
dividends to shareholders are also
taxable.

Corporations have broad latitude
on dividend payout decisions.

Shareholders are not personally liable
for obligations of the corporation.

Corporations may have a perpetual life.

Units are subject to substantial
restrictions on transferability. There is
usually no established trading market
for partnership units.

Some voting rights by limited partners.
However, general partners have
exclusive control and management of
operations.

Partnerships are not taxable. Partners
pay personal taxes on partnership
profits.

Partnerships are generally prohibited
from reinvesting partnership profits.
All profits are distributed to partners.

Limited partners are not liable for
obligations of partnerships. General
partners may have unlimited liability.

Partnerships have limited life.

To find out more
about LLCs, visit
Www.corporate.com.
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There is, however, one great disadvantage to incorporation. The federal government
taxes corporate income (the states do as well). This tax is in addition to the personal in-
come tax that shareholders pay on dividend income they receive. This is double taxation
for shareholders when compared to taxation on proprietorships and partnerships. Table 1.1
summarizes our discussion of partnerships and corporations.

Today all 50 states have enacted laws allowing for the creation of a relatively new
form of business organization, the limited liability company (LLC). The goal of this entity
is to operate and be taxed like a partnership but retain limited liability for owners, so an
LLC is essentially a hybrid of partnership and corporation. Although states have differ-
ing definitions for LLCs, the more important scorekeeper is the Internal Revenue Service
(IRS). The IRS will consider an LLC a corporation, thereby subjecting it to double taxa-
tion, unless it meets certain specific criteria. In essence, an LLC cannot be too corporation-
like, or it will be treated as one by the IRS. LLCs have become common. For example,
Goldman, Sachs and Co., one of Wall Street’s last remaining partnerships, decided to con-
vert from a private partnership to an LLC (it later “went public,” becoming a publicly held
corporation). Large accounting firms and law firms by the score have converted to LLCs.

A Corporation by Another Name . . .

The corporate form of organization has many variations around the world. The exact laws
and regulations differ from country to country, of course, but the essential features of public
ownership and limited liability remain. These firms are often called joint stock companies,
public limited companies, or limited liability companies, depending on the specific nature
of the firm and the country of origin.

Table 1.2 gives the names of a few well-known international corporations, their coun-
tries of origin, and a translation of the abbreviation that follows each company name.
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Type of Company

Translated

Country of Origin

In Original Language

Bayerische Germany Aktiengesellschaft Corporation
Moterenwerke
(BMW) AG
Dornier GmBH Germany Gesellschaft mit Limited liability
Baschraenkter Haftung company

Rolls-Royce PLC

United Kingdom

Public limited company

Public Itd. company

Shell UK Ltd. United Kingdom Limited Corporation

Unilever NV Netherlands Naamloze Vennootschap  Joint stock company
Fiat SpA Italy Societa per Azioni Joint stock company
Volvo AB Sweden Aktiebolag Joint stock company
Peugeot SA France Société Anonyme Joint stock company

The Goal of Financial Management

Assuming that we restrict our discussion to for-profit businesses, the goal of financial
management is to make money or add value for the owners. This goal is a little vague, of
course, so we examine some different ways of formulating it to come up with a more precise
definition. Such a definition is important because it leads to an objective basis for making
and evaluating financial decisions.

Possible Goals

If we were to consider possible financial goals, we might come up with some ideas like the
following:

e Survive.

e Avoid financial distress and bankruptcy.
e Beat the competition.

e  Maximize sales or market share.

¢  Minimize costs.

e Maximize profits.

e Maintain steady earnings growth.

These are only a few of the goals we could list. Furthermore, each of these possibilities
presents problems as a goal for the financial manager.

For example, it’s easy to increase market share or unit sales: All we have to do is lower
our prices or relax our credit terms. Similarly, we can always cut costs simply by doing away
with things such as research and development. We can avoid bankruptcy by never borrow-
ing any money or never taking any risks, and so on. It’s not clear that any of these actions are
in the stockholders’ best interests.

Profit maximization would probably be the most commonly cited goal, but even this is
not a precise objective. Do we mean profits this year? If so, then we should note that actions
such as deferring maintenance, letting inventories run down, and taking other short-run
cost-cutting measures will tend to increase profits now, but these activities aren’t necessar-
ily desirable.
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The goal of maximizing profits may refer to some sort of “long-run” or “average” profits,
but it’s still unclear exactly what this means. First, do we mean something like accounting
net income or earnings per share? As we will see in more detail in the next chapter, these
accounting numbers may have little to do with what is good or bad for the firm. Second, what
do we mean by the long run? As a famous economist once remarked, in the long run, we’re
all dead! More to the point, this goal doesn’t tell us what the appropriate trade-off is between
current and future profits.

The goals we’ve listed here are all different, but they tend to fall into two classes. The
first of these relates to profitability. The goals involving sales, market share, and cost con-
trol all relate, at least potentially, to different ways of earning or increasing profits. The
goals in the second group, involving bankruptcy avoidance, stability, and safety, relate
in some way to controlling risk. Unfortunately, these two types of goals are somewhat
contradictory. The pursuit of profit normally involves some element of risk, so it isn’t
really possible to maximize both safety and profit. What we need, therefore, is a goal that
encompasses both factors.

The Goal of Financial Management

The financial manager in a corporation makes decisions for the stockholders of the firm.
So, instead of listing possible goals for the financial manager, we really need to answer a
more fundamental question: From the stockholders’ point of view, what is a good financial
management decision?

If we assume that stockholders buy stock because they seek to gain financially, then
the answer is obvious: Good decisions increase the value of the stock, and poor decisions
decrease the value of the stock.

From our observations, it follows that the financial manager acts in the shareholders’
best interests by making decisions that increase the value of the stock. The appropriate goal
for the financial manager can thus be stated quite easily:

The goal of financial management is to maximize the current value per share of the existing
stock.

The goal of maximizing the value of the stock avoids the problems associated with
the different goals we listed earlier. There is no ambiguity in the criterion, and there is no
short-run versus long-run issue. We explicitly mean that our goal is to maximize the cur-
rent stock value.

If this goal seems a little strong or one-dimensional to you, keep in mind that the stock-
holders in a firm are residual owners. By this we mean that they are entitled only to what
is left after employees, suppliers, and creditors (and everyone else with legitimate claims)
are paid their due. If any of these groups go unpaid, the stockholders get nothing. So if the
stockholders are winning in the sense that the leftover, residual portion is growing, it must
be true that everyone else is winning also.

Because the goal of financial management is to maximize the value of the stock, we
need to learn how to identify investments and financing arrangements that favorably impact
the value of the stock. This is precisely what we will be studying. In fact, we could have
defined corporate finance as the study of the relationship between business decisions and
the value of the stock in the business.

A More General Goal

If our goal is as stated in the preceding section (to maximize the value of the stock), an
obvious question comes up: What is the appropriate goal when the firm has no traded
stock? Corporations are certainly not the only type of business; and the stock in many
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corporations rarely changes hands, so it’s difficult to say what the value per share is at any
particular time.

As long as we are considering for-profit businesses, only a slight modification is
needed. The total value of the stock in a corporation is simply equal to the value of the
owners’ equity. Therefore, a more general way of stating our goal is as follows: Maximize
the market value of the existing owners’ equity.

With this in mind, we don’t care whether the business is a proprietorship, a partner-
ship, or a corporation. For each of these, good financial decisions increase the market value
of the owners’ equity, and poor financial decisions decrease it. In fact, although we choose
to focus on corporations in the chapters ahead, the principles we develop apply to all forms
of business. Many of them even apply to the not-for-profit sector.

Finally, our goal does not imply that the financial manager should take illegal or un-
ethical actions in the hope of increasing the value of the equity in the firm. What we mean
is that the financial manager best serves the owners of the business by identifying goods
and services that add value to the firm because they are desired and valued in the free
marketplace.

The Agency Problem and Control
of the Corporation

We’ve seen that the financial manager acts in the best interests of the stockholders by tak-
ing actions that increase the value of the stock. However, in large corporations ownership
can be spread over a huge number of stockholders. This dispersion of ownership arguably
means that management effectively controls the firm. In this case, will management neces-
sarily act in the best interests of the stockholders? Put another way, might not management
pursue its own goals at the stockholders’ expense? In the following pages we briefly con-
sider some of the arguments relating to this question.

Agency Relationships

The relationship between stockholders and management is called an agency relationship.
Such a relationship exists whenever someone (the principal) hires another (the agent) to
represent his or her interests. For example, you might hire someone (an agent) to sell a car
that you own while you are away at school. In all such relationships there is a possibility of
a conflict of interest between the principal and the agent. Such a conflict is called an agency
problem.

Suppose you hire someone to sell your car and you agree to pay that person a flat fee
when he or she sells the car. The agent’s incentive in this case is to make the sale, not nec-
essarily to get you the best price. If you offer a commission of, say, 10 percent of the sales
price instead of a flat fee, then this problem might not exist. This example illustrates that
the way in which an agent is compensated is one factor that affects agency problems.

Management Goals

To see how management and stockholder interests might differ, imagine that a firm is
considering a new investment. The new investment is expected to favorably impact the
share value, but it is also a relatively risky venture. The owners of the firm will wish to take
the investment (because the stock value will rise), but management may not because there is
the possibility that things will turn out badly and management jobs will be lost. If manage-
ment does not take the investment, then the stockholders may lose a valuable opportunity.
This is one example of an agency cost.
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More generally, the term agency costs refers to the costs of the conflict of interest
between stockholders and management. These costs can be indirect or direct. An indirect
agency cost is a lost opportunity, such as the one we have just described.

Direct agency costs come in two forms. The first type is a corporate expenditure
that benefits management but costs the stockholders. Perhaps the purchase of a luxuri-
ous and unneeded corporate jet would fall under this heading. The second type of direct
agency cost is an expense that arises from the need to monitor management actions. Pay-
ing outside auditors to assess the accuracy of financial statement information could be one
example.

It is sometimes argued that, left to themselves, managers would tend to maximize the
amount of resources over which they have control or, more generally, corporate power or
wealth. This goal could lead to an overemphasis on corporate size or growth. For example,
cases in which management is accused of overpaying to buy up another company just to
increase the size of the business or to demonstrate corporate power are not uncommon.
Obviously, if overpayment does take place, such a purchase does not benefit the stockhold-
ers of the purchasing company.

Our discussion indicates that management may tend to overemphasize organizational
survival to protect job security. Also, management may dislike outside interference, so inde-
pendence and corporate self-sufficiency may be important goals.

Do Managers Act in the Stockholders’ Interests?

Whether managers will, in fact, act in the best interests of stockholders depends on two
factors. First, how closely are management goals aligned with stockholder goals? This
question relates, at least in part, to the way managers are compensated. Second, can man-
agers be replaced if they do not pursue stockholder goals? This issue relates to control of
the firm. As we will discuss, there are a number of reasons to think that, even in the largest
firms, management has a significant incentive to act in the interests of stockholders.

Managerial Compensation Management will frequently have a significant economic
incentive to increase share value for two reasons. First, managerial compensation, particu-
larly at the top, is usually tied to financial performance in general and often to share value in
particular. For example, managers are frequently given the option to buy stock at a bargain
price. The more the stock is worth, the more valuable is this option. In fact, options are often
used to motivate employees of all types, not just top management.

The second incentive managers have relates to job prospects. Better performers within
the firm will tend to get promoted. More generally, managers who are successful in pursu-
ing stockholder goals will be in greater demand in the labor market and thus command
higher salaries.

In fact, managers who are successful in pursuing stockholder goals can reap enormous
rewards. For example, the best-paid executive in 2005 was Terry Semel, the CEO of Yahoo;
according to Forbes magazine, he made about $231 million. By way of comparison, Semel
made quite a bit more than George Lucas ($180 million), but only slightly more than Oprah
Winfrey ($225 million), and way more than Judge Judy ($28 million). Over the period
2001-2005, Oracle CEO Larry Ellison was the highest-paid executive, earning about
$868 million.

Control of the Firm Control of the firm ultimately rests with stockholders. They elect
the board of directors, who, in turn, hire and fire management. The fact that stockholders
control the corporation was made abundantly clear by Carly Fiorina’s experience at HP,
which we described to open the chapter. Even though she had reorganized the corporation,
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there came a time when shareholders, through their elected directors, decided that HP
would be better off without her, so out she went.

An important mechanism by which unhappy stockholders can replace existing man-
agement is called a proxy fight. A proxy is the authority to vote someone else’s stock.
A proxy fight develops when a group solicits proxies in order to replace the existing board
and thereby replace existing management. For example, the proposed merger between HP
and Compaq, which we mentioned in our chapter opener, triggered one of the most widely
followed, bitterly contested, and expensive proxy fights in history, with an estimated price
tag of well over $100 million.

Another way that management can be replaced is by takeover. Firms that are poorly
managed are more attractive as acquisitions than well-managed firms because a greater
profit potential exists. Thus, avoiding a takeover by another firm gives management another
incentive to act in the stockholders’ interests. For example, in 2004, Comcast, the cable tele-
vision giant, announced a surprise bid to buy Disney when Disney’s management was under
close scrutiny for its performance. Not too surprisingly, Disney’s management strongly
opposed being acquired, and Comecast ultimately decided to withdraw, in part because of
improvements in Disney’s financial performance.

Conclusion The available theory and evidence are consistent with the view that stock-
holders control the firm and that stockholder wealth maximization is the relevant goal of
the corporation. Even so, there will undoubtedly be times when management goals are
pursued at the expense of the stockholders, at least temporarily.

Stakeholders

Our discussion thus far implies that management and stockholders are the only parties with
an interest in the firm’s decisions. This is an oversimplification, of course. Employees, cus-
tomers, suppliers, and even the government all have a financial interest in the firm.

Taken together, these various groups are called stakeholders in the firm. In general,
a stakeholder is someone other than a stockholder or creditor who potentially has a claim
on the cash flows of the firm. Such groups will also attempt to exert control over the firm,
perhaps to the detriment of the owners.

Financial Markets

As indicated in Section 1.1, firms offer two basic types of securities to investors. Debt secu-
rities are contractual obligations to repay corporate borrowing. Equity securities are shares
of common stock and preferred stock that represent noncontractual claims to the residual
cash flow of the firm. Issues of debt and stock that are publicly sold by the firm are then
traded in the financial markets.

The financial markets are composed of the money markets and the capital markets.
Money markets are the markets for debt securities that will pay off in the short term (usu-
ally less than one year). Capital markets are the markets for long-term debt (with a maturity
of over one year) and for equity shares.

The term money market applies to a group of loosely connected markets. They are
dealer markets. Dealers are firms that make continuous quotations of prices for which they
stand ready to buy and sell money market instruments for their own inventory and at their
own risk. Thus, the dealer is a principal in most transactions. This is different from a stock-
broker acting as an agent for a customer in buying or selling common stock on most stock
exchanges; an agent does not actually acquire the securities.
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At the core of the money markets are the money market banks (these are large banks
mostly in New York), government securities dealers (some of which are the large banks), and
many money brokers. Money brokers specialize in finding short-term money for borrowers
and placing money for lenders. The financial markets can be classified further as the primary
market and the secondary markets.

The Primary Market: New Issues

The primary market is used when governments and corporations initially sell securities.
Corporations engage in two types of primary market sales of debt and equity: public offer-
ings and private placements.

Most publicly offered corporate debt and equity come to the market underwritten by a
syndicate of investment banking firms. The underwriting syndicate buys the new securities
from the firm for the syndicate’s own account and resells them at a higher price. Publicly
issued debt and equity must be registered with the United States Securities and Exchange
Commission (SEC). Registration requires the corporation to disclose any and all material
information in a registration statement.

The legal, accounting, and other costs of preparing the registration statement are not
negligible. In part to avoid these costs, privately placed debt and equity are sold on the
basis of private negotiations to large financial institutions, such as insurance companies and
mutual funds, and other investors. Private placements are not registered with the SEC.

Secondary Markets

A secondary market transaction involves one owner or creditor selling to another. There-
fore, the secondary markets provide the means for transferring ownership of corporate
securities. Although a corporation is directly involved only in a primary market transac-
tion (when it sells securities to raise cash), the secondary markets are still critical to large
corporations. The reason is that investors are much more willing to purchase securities
in a primary market transaction when they know that those securities can later be resold
if desired.

Dealer versus Auction Markets There are two kinds of secondary markets: dealer
markets and auction markets. Generally speaking, dealers buy and sell for themselves, at
their own risk. A car dealer, for example, buys and sells automobiles. In contrast, brokers
and agents match buyers and sellers, but they do not actually own the commodity that is
bought or sold. A real estate agent, for example, does not normally buy and sell houses.

Dealer markets in stocks and long-term debt are called over-the-counter (OTC) mar-
kets. Most trading in debt securities takes place over the counter. The expression over the
counter refers to days of old when securities were literally bought and sold at counters in
offices around the country. Today a significant fraction of the market for stocks and almost
all of the market for long-term debt have no central location; the many dealers are con-
nected electronically.

Auction markets differ from dealer markets in two ways. First, an auction market or
exchange has a physical location (like Wall Street). Second, in a dealer market, most of the
buying and selling is done by the dealer. The primary purpose of an auction market, on the
other hand, is to match those who wish to sell with those who wish to buy. Dealers play a
limited role.

Trading in Corporate Securities The equity shares of most large firms in the United
States trade in organized auction markets. The largest such market is the New York Stock
Exchange (NYSE), which accounts for more than 85 percent of all the shares traded in
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auction markets. Other auction exchanges include the American Stock Exchange (AMEX)
and regional exchanges such as the Pacific Stock Exchange.

In addition to the stock exchanges, there is a large OTC market for stocks. In 1971, the
National Association of Securities Dealers (NASD) made available to dealers and brokers
an electronic quotation system called NASDAQ (which originally stood for NASD Auto-
mated Quotation system and is pronounced “naz-dak”). There are roughly two times as
many companies on NASDAQ as there are on the NYSE, but they tend to be much smaller
and trade less actively. There are exceptions, of course. Both Microsoft and Intel trade
OTC, for example. Nonetheless, the total value of NASDAQ stocks is much less than the
total value of NYSE stocks.

There are many large and important financial markets outside the United States, of
course, and U.S. corporations are increasingly looking to these markets to raise cash. The
Tokyo Stock Exchange and the London Stock Exchange (TSE and LSE, respectively) are
two well-known examples. The fact that OTC markets have no physical location means that
national borders do not present a great barrier, and there is now a huge international OTC
debt market. Because of globalization, financial markets have reached the point where trad-
ing in many investments never stops; it just travels around the world.

Exchange Trading of Listed Stocks

Auction markets are different from dealer markets in two ways. First, trading in a given
auction exchange takes place at a single site on the floor of the exchange. Second, transac-
tion prices of shares traded on auction exchanges are communicated almost immediately to
the public by computer and other devices.

The NYSE is one of the preeminent securities exchanges in the world. All transactions
in stocks listed on the NYSE occur at a particular place on the floor of the exchange called
a post. At the heart of the market is the specialist. Specialists are members of the NYSE
who make a market in designated stocks. Specialists have an obligation to offer to buy and
sell shares of their assigned NYSE stocks. It is believed that this makes the market liquid
because the specialist assumes the role of a buyer for investors if they wish to sell and a
seller if they wish to buy.

Listing

Stocks that trade on an organized exchange are said to be listed on that exchange. To be
listed, firms must meet certain minimum criteria concerning, for example, asset size and
number of shareholders. These criteria differ from one exchange to another.

NYSE has the most stringent requirements of the exchanges in the United States. For
example, to be listed on the NYSE, a company is expected to have a market value for its
publicly held shares of at least $100 million. There are additional minimums on earnings,
assets, and number of shares outstanding. The listing requirements for non—-U.S. compa-
nies are somewhat more stringent. Table 1.3 gives the market value of NYSE-listed stocks
and bonds.

Listed companies face significant disclosure requirements. In response to corporate
scandals at companies such as Enron, WorldCom, Tyco, and Adelphia, Congress enacted
the Sarbanes-Oxley Act in 2002. The act, better known as “Sarbox” or “SOX,” is intended to
protect investors from corporate abuses. For example, one section of Sarbox prohibits per-
sonal loans from a company to its officers, such as the ones that were received by WorldCom
CEO Bernie Ebbers.

One of the key sections of Sarbox took effect on November 15, 2004. Section 404
requires, among other things, that each company’s annual report must have an assessment
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End-of-Year Number of Listed Companies = Market Value ($ in trillions)

NYSE-listed stocks*

2005 2,779 $21.2
2004 2,768 19.8
2003 2,750 17.3
2002 2,783 13.4
2001 2,798 16.0
2000 2,862 17.1

End-of-Year Number of Issues Market Value ($ in trillions)

NYSE-listed bonds’

2005 971 $1.0
2004 1,059 .1
2003 1,273 1.4
2002 1,323 1.4
2001 1,447 1.7
2000 1,627 2.1

SOURCE: Data from the NYSE Web site, www.nyse.com.
*Includes preferred stock and common stock.

fIncludes bonds issued by U.S. companies, foreign companies, the U.S. government, international banks, foreign governments,
and municipalities. The bond value shown is the face value.

of the company’s internal control structure and financial reporting. The auditor must then
evaluate and attest to management’s assessment of these issues.

Sarbox contains other key requirements. For example, the officers of the corporation
must review and sign the annual reports. They must explicitly declare that the annual report
does not contain any false statements or material omissions; that the financial statements fairly
represent the financial results; and that they are responsible for all internal controls. Finally,
the annual report must list any deficiencies in internal controls. In essence, Sarbox makes
company management responsible for the accuracy of the company’s financial statements.

Of course, as with any law, there are compliance costs, and Sarbox has increased the
cost of corporate audits, sometimes dramatically. Estimates of the increase in company
audit costs to comply with Sarbox range from $500,000 to over $5 million, which has
led to some unintended consequences. For example, in 2004, 134 firms delisted their
shares from exchanges, or “went dark.” This was up from 30 delistings in 1999. Most
of the companies that delisted stated that their reason was to avoid the cost of compli-
ance with Sarbox. Some conservative estimates put the national Sarbox compliance tab
at $35 billion in the first year alone, which is roughly 20 times the amount originally
estimated by the SEC. For a large multibillion-dollar-revenue company, the cost might
be .05 percent of revenues; but it could be 4 percent or so for smaller companies, an
enormous cost.

A company that goes dark does not have to file quarterly or annual reports. Annual
audits by independent auditors are not required, and executives do not have to certify the
accuracy of the financial statements, so the savings can be huge. Of course there are costs.
Stock prices typically fall when a company announces it is going dark. Further, such com-
panies will typically have limited access to capital markets and usually will pay higher
interest on bank loans.
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This chapter introduced you to some of the basic ideas in corporate finance:

1. Corporate finance has three main areas of concern:
a. Capital budgeting: What long-term investments should the firm take?
b. Capital structure: Where will the firm get the long-term financing to pay for its investments?
Also, what mixture of debt and equity should it use to fund operations?
¢. Working capital management: How should the firm manage its everyday financial activities?

2. The goal of financial management in a for-profit business is to make decisions that increase the
value of the stock, or, more generally, increase the market value of the equity.

3. The corporate form of organization is superior to other forms when it comes to raising money and
transferring ownership interests, but it has the significant disadvantage of double taxation.

4. There is the possibility of conflicts between stockholders and management in a large corpora-
tion. We called these conflicts agency problems and discussed how they might be controlled and
reduced.

5. The advantages of the corporate form are enhanced by the existence of financial markets. Finan-
cial markets function as both primary and secondary markets for corporate securities and can be
organized as either dealer or auction markets.

Of the topics we’ve discussed thus far, the most important is the goal of financial management: maxi-
mizing the value of the stock. Throughout the text we will be analyzing many different financial deci-
sions, but we will always ask the same question: How does the decision under consideration affect the
value of the stock?

o

Agency Problems Who owns a corporation? Describe the process whereby the owners control
the firm’s management. What is the main reason that an agency relationship exists in the corpo-
rate form of organization? In this context, what kinds of problems can arise?

2. Not-for-Profit Firm Goals Suppose you were the financial manager of a not-for-profit business
(a not-for-profit hospital, perhaps). What kinds of goals do you think would be appropriate?
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3. Goal of the Firm Evaluate the following statement: Managers should not focus on the current
stock value because doing so will lead to an overemphasis on short-term profits at the expense of
long-term profits.

4. Ethics and Firm Goals Can the goal of maximizing the value of the stock conflict with other
goals, such as avoiding unethical or illegal behavior? In particular, do you think subjects like
customer and employee safety, the environment, and the general good of society fit in this
framework, or are they essentially ignored? Think of some specific scenarios to illustrate
your answer.

5. International Firm Goal Would the goal of maximizing the value of the stock differ for financial
management in a foreign country? Why or why not?

6. Agency Problems Suppose you own stock in a company. The current price per share is $25.
Another company has just announced that it wants to buy your company and will pay $35 per
share to acquire all the outstanding stock. Your company’s management immediately begins
fighting off this hostile bid. Is management acting in the shareholders’ best interests? Why or
why not?

7. Agency Problems and Corporate Ownership Corporate ownership varies around the world.
Historically, individuals have owned the majority of shares in public corporations in the United
States. In Germany and Japan, however, banks, other large financial institutions, and other com-
panies own most of the stock in public corporations. Do you think agency problems are likely to
be more or less severe in Germany and Japan than in the United States?

8. Agency Problems and Corporate Ownership In recent years, large financial institutions such
as mutual funds and pension funds have become the dominant owners of stock in the United
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States, and these institutions are becoming more active in corporate affairs. What are the impli-
cations of this trend for agency problems and corporate control?

. Executive Compensation Critics have charged that compensation to top management in the

United States is simply too high and should be cut back. For example, focusing on large corpora-
tions, Larry Ellison of Oracle has been one of the best-compensated CEOs in the United States,
earning about $41 million in 2004 alone and $836 million over the 2000—2004 period. Are such
amounts excessive? In answering, it might be helpful to recognize that superstar athletes such as
Tiger Woods, top entertainers such as Mel Gibson and Oprah Winfrey, and many others at the
top of their respective fields earn at least as much, if not a great deal more.

Goal of Financial Management Why is the goal of financial management to maximize the cur-
rent share price of the company’s stock? In other words, why isn’t the goal to maximize the future
share price?

Industry Comparison On the Market Insight home page, follow the “Industry” link at the top of

the page. You will be on the industry page. You can use the drop-down menu to select different in-

dustries. Answer the following questions for these industries: airlines, automobile manufacturers,

biotechnology, computer hardware, homebuilding, marine, restaurants, soft drinks, and wireless

telecommunications.

a. How many companies are in each industry?

b. What are the total sales for each industry?

¢. Do the industries with the largest total sales have the most companies in the industry? What
does this tell you about competition in the various industries?
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