Introduction to Corporate

Finance

OPENING CASE

n 2008 and 2009, the U.S. government set up the $700 billion Troubled Asset Relief Program

(TARP) to help companies avoid bankruptcy due to the severe financial turmoil. The loans to

companies such as Bank of America and General Motors created unique governance prob-

lems. One such that received special attention was executive compensation. In June 2009,

Kenneth Feinberg was appointed as a Special Master for Compensation (better known as the
“Pay Czar”) and given broad powers over executive compensation for firms participating in the
TARP program.

In October 2009, Mr. Feinberg capped the salaries at the seven largest TARP companies at
$500,000. This group’s annualized total pay would be 50 percent lower than a year before through
reduced bonuses and options. Interestingly, 80 of the 136 employees affected actually had their base
salaries increased, including an average base salary increase of about 87 percent at Citigroup.

Some outside experts argued that the pay cuts were overstated. Many employees continued to
receive seven-figure pay packages, including one who received $9.9 million. Of the 136 employees
whose paychecks were reviewed, 29 were on track to collect total 2009 pay of at least $5 million. The
discrepancy arose because the pay cut calculation depended in part on departures of certain highly
paid employees from the previous year.

The Pay Czar's role in setting compensation limits is an unusual case in the U.S. of direct govern-
ment involvement in corporate decisions. Understanding how a corporation sets executive pay, and
the role of shareholders in that process, takes us into issues involving the corporate form of organiza-
tion, corporate goals, and corporate control, all of which we cover in this chapter.

1.1 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
tennisballs. In the language of finance, you make an investment in assets such asinventory,
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
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will generate cash. Thisis 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 NModel of the Firm

Suppose we take a financia 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.

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 itsinventory. 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 |oans 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, itisaresidua claim on the firm’s assets.

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

1. Inwhat long-lived assets should the firm invest? This question concernsthe 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.
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2. How can the firm raise cash for required capital expenditures? This question
concerns 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 liabilities, long-term debt, and equity.

3. How should short-term operating cash flows be managed? This question concernsthe
upper portion of the balance sheet. Thereis often a mismatch between the timing of
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 gapsin cash flow. From a balance sheet perspective,
short-term management of cash flow is associated with afirm's net working capital.
Net working capitdl is defined as current assets minus current ligbilities. From a
financial perspective, short-term cash flow problems come from the mismatching
of cash inflows and outflows. Thisisthe subject of short-term finance.

The Financial Manager

In large firms, the finance activity is usualy associated with a top officer of the firm,
such as the vice president and chief financial officer, and some lesser officers. Figure 1.2
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depicts ageneral organizational structure emphasizing the finance activity within the firm.
Reporting to the chief financial officer are the treasurer and the controller. The treasurer is
responsible for handling cash flows, managing capital expenditure decisions, and making
financia plans. The controller handles the accounting function, which includes taxes, cost
and financial accounting, and information systems.

1.2 THE CORPORATE FIRM

Thefirmisaway 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 abusiness 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, | 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
required, and few government regulations must be satisfied for most industries.

2. A sole proprietorship pays no corporate income taxes. All profits of the business
are taxed asindividual income.

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

4. Thelife of the sole proprietorship islimited 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 islimited to the proprietor’s
personal wealth.

The Partnership

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

In a general partnership al partners agree to provide some fraction of the work and
cash and to share the profits and losses. Each partner is liable for al 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
require 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
considering a partnership:

1. Partnerships are usually inexpensive and easy to form. Written documents are
required in complicated arrangements. Business licenses and filing fees may
be necessary.



2. Genera partners have unlimited liability for all debts. The liability of limited
partnersis 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 isterminated when a general partner dies or withdraws
(but thisis not so for alimited partner). It is difficult for a partnership to transfer
ownership without dissolving. Usually al general partners must agree. However,
limited partners may sell their interest in a business.

4. Itisdifficult for apartnership to raise large amounts of cash. Equity contributions
are usually limited to a partner’s ability and desire to contribute to the partner-
ship. 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 amagjority voteis
required on important matters, such as the amount of profit to be retained in the
business.

It isdifficult for large business organizations to exist as sole proprietorships or partner-
ships. 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.

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 isacitizen of its state of incorporation (it cannot vote, however).

Starting a corporation is more complicated than starting a proprietorship or partnership.
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
statement of limitations and rights of different classes of shares.

5. Nature of the rights granted to shareholders.
6. Number of members of theinitial 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 brief-
est possible statement of rules for the corporation’s management to hundreds of pages
of text.

Inits simplest form, the corporation comprises three sets of distinct interests: the share-
holders (the owners), the directors, and the corporation officers (the top management).
Traditionally, 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 offi cers and manage the operations of the corporation
in the best interest of the shareholders. In closely held corporations with few sharehol ders,
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TABLE 1.1

there may be alarge overlap among the shareholders, the directors, and the top management.
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 inde-
pendently of those who own its shares, there is no limit to the transferability of
shares asthereisin 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’ liahility islimited to the amount invested in the ownership
shares. For example, if a shareholder purchased $1,000 in shares of a corpora-
tion, the potential 1oss would be $1,000. In a partnership, a general partner with
a $1,000 contribution 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 corporate form of business organization. These give the corporation an
enhanced ability to raise cash.

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

A Comparison of Partnerships and Corporations
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Shares can be exchanged without termination of Units are subject to substantial restrictions on transferability.
the corporation. Common stock can be listed on a There is usually no established trading market for partner-
stock exchange. ship units.

Usually each share of common stock entitles the Some voting rights by limited partners. However, general

holder to one vote per share on matters requiring a partners have exclusive control and management of
vote and on the election of the directors. Directors operations.
determine top management.

Corporations have double taxation: Corporate Partnerships are not taxable. Partners pay personal taxes on
income is taxable, and dividends to shareholders partnership profits.
are also taxable.

Corporations have broad latitude on dividend Partnerships are generally prohibited from reinvesting
payout decisions. partnership profits. All profits are distributed to partners.
Shareholders are not personally liable for Limited partners are not liable for obligations of partnerships.
obligations of the corporation. General partners may have unlimited liability.

Corporations may have a perpetual life. Partnerships have limited life.



TABLE 1.2

International Corporations

COMPANY COUNTRY OF ORIGIN IN ORIGINAL LANGUAGE INTERPRETATION

Bayerische
Motoren Werke (BMW) AG Germany Aktiengesellschaft Corporation
Dornier GmBH Germany Gesellschaft mit

Beschréankter Haftung Limited liability company
Rolls-Royce PLC United Kingdom Public limited company Public Ltd. 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

entity isto operate and be taxed like a partnership but retain limited liability for owners, To find out more about
so an LLC is essentially a hybrid of partnership and corporation. Although states have LLCs, visit
differing definitions for LLCs, the more important scorekeeper is the Internal Revenue www.incorporate.com.
Service (IRS). The IRS will consider an LLC a corporation, thereby subjecting it to

double taxation, 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. LL Cs have become common.

For example, Goldman, Sachs and Co., one of Wall Street’s last remaining partnerships,

decided to convert from a private partnership to an LLC (it later “went public,” becom-

ing apublicly 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 pub-
lic ownership and limited liability remain. These firms are often called joint stock compa-
nies, 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 atranslation of the abbreviation that follows each company name.

1.3 THE IMPORTANCE OF CASH FLOWS

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 isthat the firm should 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 thisis done, we can trace the cash flows from the firm to the financial markets and
back again.
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FIGURE 1.3

Cash Flows between the Firm and the Financial Markets
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Theinterplay of thefirm’sactivitieswith thefinancial marketsisillustratedin Figure 1.3.
The arrows in Figure 1.3 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 sharesto investorsin the financial markets. This resultsin cash flows from
the financial markets to the firm (A). This cash isinvested in the investment activities (as-
sets) of thefirm (B) by the firm’s management. The cash generated by thefirm (C) ispaid to
shareholders and bondhol ders (F). The shareholders receive cash in the form of dividends;
the bondholders who lent funds to the firm receive interest and, when the initial loanisre-
paid, principal. Not all of the firm's cash is paid out. Someisretained (E), and someispaid
to the government astaxes (D).

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

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

Accounting Profit versus Cash Flows

EXAMPLE

The Midland Company refines and trades gold. At the end of the year, it sold 2,500 ounces of gold for
$1 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

(continued)



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
yetto pay. Itis 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 timing
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 propos-

L als 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:
E YEAR | NEW PRODUCT A | NEW PRODUCT B
>
i 1 $ 0 $ 4,000

2 0 4,000

3 0 4,000

4 20,000 4,000

Total $20,000 $16,000

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 get-
ting 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.
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EXAMPLE

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.

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.

1.4 THE GOAL OF FINANCIAL MANAGEMENT

Assuming that we restrict our discussion to for-profit businesses, the goal of financial man-
agement isto make money or add value for the owners. Thisgoal isalittle vague, of course,
so we examine some different ways of formulating it to come up with a more precise defi-
nition. Such a definition isimportant 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 someideas like the
following:

= Survive.

= Avoid financial distress and bankruptcy.

= Beat the competition.

= Maximize sales or market share.

= Minimize costs.

= Maximize profits.

= Maintain steady earnings growth.
These are only a few of the goals we could list. Furthermore, each of these possihilities
presents problems as agoal 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

borrowing 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 thisis
not a precise objective. Do we mean profitsthisyear? 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.

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. We are actually more interested in cash flows. 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 al relate, at least potentialy, 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 con-
tradictory. The pursuit of profit normally involves some element of risk, so it isn't realy
possible to maximize both safety and profit. What we need, therefore, isagoal that encom-
passes 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 financialy, 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 goa 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
current stock value.

If this goal seemsalittle strong or one-dimensional to you, keep in mind that the stock-
holders in afirm 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. Thisis precisely what we will be studying. In the previous section we
emphasized the importance of cash flows in value creation. In fact, we could have defined
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corporate finance as the study of the relationship between business decisions, cash flows,
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
corporations rarely changes hands, so it’s difficult to say what the value per shareis at any
particular time.

Aslong aswe are considering for-profit businesses, only aslight modification is needed.
The total value of the stock in a corporation is simply equal to the value of the owners
equity. Therefore, amore general way of stating our goal is asfollows: Maximize the 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 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 devel op 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 takeillegal or unethi-
cal 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.

1.5 THE AGENCY PROBLEM AND CONTROL
OF THE CORPORATION

The processes, palicies, laws, and institutions that direct a company’s actions are all
included under the broad category of corporate governance. Corporate governance can also
include the relationships among various stakehol ders including sharehol ders, management,
employees, the board of directors, suppliers, and the community at large, among others. As
such, corporate governance is a wide-ranging topic.

WEe've seen that the financial manager acts in the best interests of the stockholders by
taking actions that increase the value of the stock. However, in large corporations, own-
ership 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 manage-
ment necessarily act in the best interests of the stockholders? Put another way, might not
management pursue its own goals at the stockholders' expense?

Corporate governance varies quite a bit around the world. For example, in most coun-
tries other than the U.S. and the U.K., publicly traded companies are usually controlled by
one or more large shareholders. Moreover, in countries with limited shareholder protec-
tion, when compared to countries with strong shareholder protection like the U.S. and the
U.K., large shareholders may have a greater opportunity to take advantage of minority
shareholders. Research shows that a country’s investor protection framework is important
to understanding a firms' cash holdings and dividend payouts. For example, studies find
that shareholders do not highly value cash holdings in firmsin countries with low investor
protection when compared to firmsin the U.S. where investor protection is high.t

'See, for example, “Investor Protection and Corporate Valuation,” by Rafael La Porta, Florencio Lopez-De-Silanes, Andrei Shleifer,
and Robert Vishny, Journal of Finance 57 (2002), pp. 1147-1170; and “Cash Holdings, Dividend Policy, and Corporate Governance:
A Cross-Country Analysis,” by Lee Pinkowitz, René M. Stulz, and Rohan Williamson, Journal of Applied Corporate Finance, Vol. 19,
No. 1(2007), pp. 81-87.



In the basic corporate governance setup, the shareholders elect the board of directors
who in turn appoint the top corporate managers, such as the CEO. The CEO isusually a
member of the board of directors. One aspect of corporate governance that has received
attention recently concerns the chair of afirm’'s board of directors. In alarge number of
U.S. corporations, the CEO and the board chair are the same person. An argument can be
made that combining the CEO and board chair positions can contribute to poor corpo-
rate governance. When comparing the corporate governance of the U.S. and the UK., an
edge is often given to the U.K. in governance partially because over 90 percent of U.K.
companies are chaired by outside directors rather than the CEO.2 This is a contentious
issue confronting many U.S. corporations. For example, in May 2008, 19 institutional
investors, including some of ExxonMobil’s largest shareholders and members of the
founding Rockefeller family, supported a resolution to split the jobs of CEO and board
chair. About 40 percent of the shareholders voted for the split.

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 acar
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 aflat fee
when he or she sells the car. The agent’sincentive in this case is to make the sale, not nec-
essarily to get you the best price. If you offer acommission of, say, 10 percent of the sales
priceinstead of aflat fee, then this problem might not exist. Thisexampleillustratesthat 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 afirmis con-
sidering a new investment. The new investment is expected to favorably impact the share
value, but it is also arelatively 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 thingswill 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.
Thisis one example of an agency cost.

More generally, the term agency costs refers to the costs of the conflict of interest be-
tween stockholders and management. These costs can be indirect or direct. An indirect
agency cost is alost 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 luxurious
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, |eft to themselves, managers would tend to maximize the
amount of resources over which they have control or, more generally, corporate power or
wealth. Thisgoal 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

2“U.S. Corporate Governance: Accomplishments and Failings, a Discussion with Michael Jensen and Robert Monks” (moderated
by Ralph Walkling), Journal of Applied Corporate Finance , Vol. 20, No. 1 (Winter 2008), pp. 28-46.
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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 stock-
holders 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
independence 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 managers 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 in-
centive 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 isworth, the more valuable is this option. In fact, options
are often used to motivate employees of all types, not just top management. According to
The New York Times, in 2009, Alan Mulally, CEO of Ford Motor, made $1,400,003 in salary
and $16 million in bonuses tied to financial performance. As mentioned, many firms also
give managers an ownership stake in the company by granting stock or stock options. In
2009, the total compensation of Jay L. Johnson, CEO of General Dynamics, was reported
by The New York Times to be $12.8 million. His base salary was $1.1 million with bonuses
of $2.5 million, stock option grants of $5.8 million, and restricted stock grants of
$2.9 million. Although there are many critics of the high level of CEO compensation, from
the stockholders’ point of view, sensitivity of compensation to firm performance is usually
more important.

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 2008 was Larry Ellison, the CEO of Oracle;
according to The New York Times, he made about $84.5 million. By way of comparison,
J K. Rowling made $300 million and Rachael Ray made about $18 million. Over the
period of 2004-2008, Ellison made $944 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.

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. In 2002, the proposed merger between HP and
Compaq triggered one of the most widely followed, bitterly contested, and expensive proxy
fightsin history, with an estimated price tag of well over $100 million.

3This raises the issue of the level of top management pay and its relationship to other employees. According to The New York
Times, the average CEO compensation was greater than 180 times the average employee compensation in 2007 and only 90 times
in 1994. However, there is no precise formula that governs the gap between top management compensation and that of employees.



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 atakeover by another firm gives management another
incentive to act in the stockholders’ interests. Unhappy prominent shareholders can sug-
gest different business strategies to a firm's top management. This was the case with Carl
Icahn and Motorola. Carl Icahn specializes in takeovers. His stake in Motorola reached
7.6 percent ownership in 2008, so he was aparticularly important and unhappy sharehol der.
This large stake made the threat of a shareholder vote for new board membership and a
takeover more credible. His advice was for Motorolato split its poorly performing handset
mobile phone unit from its home and networks business and create two publicly traded
companies—a strategy the company adopted.

Until recently, proxy fights were fairly rare. For example, from January to Octo-
ber 2009, only 75 proxy contests occurred in the U.S. As the HP/Compaq proxy fight
shows, expensesin a proxy fight can become large, and the cost is often the reason given
for so few proxy fights. Also, outsiders waging the proxy fight must cover their own
expenses, while the current directors use company finances to back their bid to retain
board seats. In October 2009, Heal thSouth became the first company to adopt a corporate
bylaw that would reimburse proxy contestants for “reasonable” costs, provided that they
had won at least 40 percent of the votes cast. Although not yet approved by the Securities
and Exchange Commission, these “proxy access’ rules are likely to result in more proxy
contests.

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

Stakeholders

Our discussion thus far impliesthat management and stockholders are the only partieswith
an interest in the firm's decisions. Thisis an oversimplification, of course. Employees, cus-
tomers, suppliers, and even the government all have afinancia interest in the firm.

Taken together, these various groups are called stakeholdersin 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.

1.6 REGULATION

Until now, we have talked mostly about the actions that shareholders and boards of direc-
tors can take to reduce the conflicts of interest between themselves and management. We
have not talked about regulation.* Until recently the main thrust of federal regulation has
been to require that companies disclose al relevant information to investors and potential
investors. Disclosure of relevant information by corporationsisintended to put all investors
on alevel information playing field and, thereby to reduce conflicts of interest. Of course,
regulation imposes costs on corporations and any analysis of regulation must include both
benefits and costs. Our nearby The Real World box discusses some of the costs exchange-
listed companies face arising from disclosure requirements.

At this stage in our book, we focus on the regulation of corporate governance. We do not talk about many other regulators in finan-
cial markets such as the Federal Reserve Board. In Chapter 8, we discuss the nationally recognized statistical rating organizations
(NRSROs) in the U.S. They are Fitch Ratings, Moody's, and Standard & Poor’s. Their ratings are used by market participants to help
value securities such as corporate bonds. Many critics of the rating agencies blame the 2007-2009 subprime credit crisis on weak
regulatory oversight of these agencies.

CHAPTER 1 Introduction to Corporate Finance



(=]
—
(=S
o
=
—
<
LLl
(=S
LLl
= =
-

SARBANES-OXLEY

In response to corporate scandals at companies such as Enron, WorldCom, Tyco, and Adelphia, Congress enacted
the Sarbanes-Oxley Actin 2002. The act, better known as “Sarbox,” is intended to protect investors from corporate
abuses. For example, one section of Sarbox prohibits personal loans from a company to its officers, such as the
ones that were received by WorldCom CEQ 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 of the company’s internal control structure and finan-
cial 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 mate-
rial 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 costs. Sarbox has increased the expense of corporate audits, sometimes
dramatically. In 2004, the average compliance cost was $4.51 million. By 2007, the average compliance cost had
fallen to $1.7 million, so the burden seems to be dropping, but it is still not trivial, particularly for a smaller firm. This
added expense has led to several unintended results. For example, in 2003, 198 firms delisted their shares from ex-
changes, or “went dark,” and about the same number delisted in 2004. Both numbers were up from 30 delistings in
1999. Many of the companies that delisted stated the reason was to avoid the cost of compliance with Sarbox. And
not only small companies delist because of Sarbox; in September 2009, German insurer Allianz applied to delist its
shares from the New York Stock Exchange. The company estimated that canceling its listings outside of its home
exchange of Frankfurt could save 5 million euros ($8.1 million) per year.

A company that goes dark does not have to file quarterly or annual reports. Annual audits by independent audi-
tors 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 companies will typically have limited access to capital markets and usually will have a higher interest
cost on bank loans.

Sarbox has also probably affected the number of companies choosing to go public in the United States. For
example, when Peach Holdings, based in Boynton Beach, Florida, decided to go public in 2006, it shunned the
U.S. stock markets, instead choosing the London Stock Exchange's Alternative Investment Market (AIM). To go
public in the United States, the firm would have paid a $100,000 fee, plus about $2 million to comply with Sarbox.
Instead, the company spent only $500,000 on its AIM stock offering. Overall, the European exchanges had a record
year in 2006, with 651 companies going public, while the U.S. exchanges had a lackluster year, with 224 companies
going public.

The Securities Act of 1933 and the Securities
Exchange Act of 1934

The Securities Act of 1933 (the 1933 Act) and the Securities Exchange Act of 1934 (the
1934 Act) provide the basic regulatory framework in the United States for the public trad-
ing of securities.

The 1933 Act focuses on theissuing of new securities. Basically, the 1933 Act requires
a corporation to file a registration statement with the Securities and Exchange Commis-
sion (SEC) that must be made available to every buyer of a new security. The intent
of the registration statement is to provide potential stockholders with all the necessary
information to make a reasonable decision. The 1934 Act extends the disclosure require-
ments of the 1933 Act to securities trading in markets after they have been issued. The
1934 Act establishes the SEC and covers a large number of issues including corporate
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reporting, tender offers, and insider trading. The 1934 Act requires corporations to file
reports to the SEC on an annual basis (Form 10K), on a quarterly basis (Form 10Q), and
on amonthly basis (Form 8K).

As mentioned, the 1934 Act deals with the important issue of insider trading. Illegal
insider trading occurs when any person who has acquired nonpublic, special information
(i.e., inside information) buys or sells securities based upon that information. One section
of the 1934 Act dealswith insiders such as directors, officers, and large shareholders, while
another dealswith any person who has acquired inside information. The intent of these sec-
tions of the 1934 Act isto prevent insiders or persons with inside information from taking
unfair advantage of this information when trading with outsiders.

To illustrate, suppose you learned that ABC firm was about to publicly announce that
it had agreed to be acquired by another firm at a price significantly greater than its current
price. Thisis an example of inside information. The 1934 Act prohibits you from buying
ABC stock from shareholders who do not have this information. This prohibition would
be especialy strong if you were the CEO of the ABC firm. Other kinds of afirm'sinside
information could be knowledge of an initial dividend about to be paid, the discovery of a
drug to cure cancer, or the default of a debt obligation.

A recent example of insider trading involved Raj Rgjaratnam, founder of the Galleon
Group, a hedge fund that managed more than $7 billion. Rajaratnam was arrested in Octo-
ber 2009 on insider trading charges involving several public companies. For example, he
was accused of receiving inside information regarding Intel Capital’s decision to invest in
Clearwire before the investment was made public. Conversations between Rajaratnam and
Rajiv Goel, managing director at Intel Capital, included a discussion of the future price of
Clearwire and whether Intel would provide additional capital to the company.

SUMMARY AND CONCLUSIONS

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 short-term and long-term financing to pay for its
investments? Also, what mixture of debt and equity should it use to fund operations?

c. 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 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
corporation. 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.
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?
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CONCEPT QUESTIONS

PART 1 Overview

10.

. Forms of Business \What are the three basic legal forms of organizing a business? What are

the advantages and disadvantages of each? What business form do most start-up companies
take? Why?

. Goal of Financial Management \What goal should always motivate the actions of the firm's

financial manager?

. 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 corporate form of organization? In this context, what kinds of problems can
arise?

. 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?

. 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.

. Ethics and Firm Goals Can our 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? Try to think of some specific scenarios to illustrate
your answer.

. International Firm Goal Would our goal of maximizing the value of the stock be different if we

were thinking about financial management in a foreign country? Why or why not?

. 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?

. 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
companies 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? Why? In recent
years, large financial institutions such as mutual funds and pension funds have been becoming
the dominant owners of stock in the United States, and these institutions are hecoming more
active in corporate affairs. What are the implications 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, Ray Irani of Occidental Petroleum has been one of the best compensated CEQs in the United
States, earning about $223 million in 2008 alone and $744 million over the 2004-2008 period. Are
such amounts excessive? In answering, it might be helpful to recognize that superstar athletes
such as Tiger Woods, top people in entertainment such as Oprah Winfrey and Jerry Bruckheimer,
and many others at the peak of their respective fields can earn at least as much, if not a great
deal more.
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WHAT'S ON THE WEB?

1. Listing Requirements This chapter discussed some of the listing requirements for the NYSE
and NASDAQ. Find the complete listing requirements for the New York Stock Exchange at
www.nyse.com and NASDAQ at www.nasdag.com. Which exchange has more stringent listing
requirements? Why don’t the exchanges have the same listing requirements?

2. Business Formation As you may (or may not) know, many companies incorporate in Delaware
for a variety of reasons. Visit Bizfilings at www.bizfilings.com to find out why. Which state
has the highest fee for incorporation? For an LLC? While at the site, look at the FAQ section
regarding corporations and LLCs.

EAST COAST YACHTS

In 1969, Tom Warren founded East Coast Yachts. The company’s operations are located near Hilton
Head Island, South Carolina, and the company is structured as a sole proprietorship. The company
has manufactured custom midsize, high-performance yachts for clients, and its products have re-
ceived high reviews for safety and reliability. The company’s yachts have also recently received the
highest award for customer satisfaction. The yachts are primarily purchased by wealthy individuals
for pleasure use, Occasionally, a yacht is manufactured for purchase by a company for business
purposes.

The custom yacht industry is fragmented, with a number of manufacturers. As with any industry,
there are market leaders, but the diverse nature of the industry ensures that no manufacturer domi-
nates the market. The competition in the market, as well as the product cost, ensures that attention
to detail is a necessity. For instance, East Coast Yachts will spend 80 to 100 hours on hand-buffing the
stainless steel stem-iron, which is the metal cap on the yacht's bow that conceivably could collide
with a dock or another boat.

Several years ago, Tom retired from the day-to-day operations of the company and turned the
operations of the company over to his daughter, Larissa. Because of the dramatic changes in the
company, Larissa has approached you to help manage and direct the company’s growth. Specifically,
she has asked you to answer the following questions.

1. What are the advantages and disadvantages of changing the company organization from a sole
proprietorship to an LLC?

2. What are the advantages and disadvantages of changing the company organization from a sole
proprietorship to a corporation?

3. Ultimately, what action would you recommend the company undertake? Why?

CHAPTER 1 Introduction to Corporate Finance

CLOSING CASE




