CHAPTER 1
INTRODUCTION TO CORPORATE FINANCE


	
Finance – The study of how money is allocated among people.




	
Financial Contracts/Financial Securities – Come to existence whenever funds are transferred.

Ex.: Stocks, bonds…..




	
Real Assets – Tangible things composing personal & business assets.

Ex.: Houses, land, cars….




	
Financial Assets – Claims of individuals or institutions on another.

Ex.: Money, loans, bonds, stocks….




CORPORATE FINANCE
Corporate finance addresses these broad questions:

1. What long-term investments should the firm engage in?
Buildings, machinery, equipment, R&D facilities needed

2. How can the firm raise money for the required investments?
Bring other owners or borrow money?

3. How much short-term cash flow does a company need to pay its bills?
How to manage everyday financial activities (collecting from customers & paying suppliers)







FINANCIAL MANAGEMENT
This is the process of managing the firm’s investment decisions.

· Extend credit to customers?
· Manage cash
· Manage temporary cash surplus
· Acquisition of or investment in other firms


THE FINANCIAL MANAGER
Owners (shareholders) aren’t usually directly involved in making day-to-day business decisions; instead, the company employs managers to represent owners’ interests.

The financial management function is usually associated with a top officer of the firm, such as the Vice-President of Finance or some other CFO.

The CFO reports to the president (COO) who reports to the CEO – the CEO has overall responsibility to the board. The CFO coordinates the activities of the treasurer and the controller.

Controller  This office handles cost and financial accounting, tax payments and management information systems.

[bookmark: _GoBack]Treasurer  This office is responsible for managing the firm’s cash, its financial planning and its capital expenditures.


	ASSET PRICING
(investor perspective)
	CORPORATE FINANCE
(management perspective)

	· Pricing of securities
· Investments & portfolio management
· CAPM (Capital Asset Pricing Model)
	· Financial decisions of the corporation
· Capital Budgeting
· Capital Structure




CAPITAL BUDGETING
Capital budgeting or capital expenditure analysis is the framework for analyzing investment or asset decisions. 

· Expand existing buildings? Buy? Lease?
· Replace equipment or machinery?
· Buy or lease equipment?
· Stock or inventory decisions

Capital budgeting is the process of planning and managing a firm’s long-term investments.

The financial manager tries to find opportunities to identify investment opportunities that are worth more to the firm than they’ll cost to acquire it. Evaluating the size, timing, and risk of future cash flow is the essence of capital budgeting.


CAPITAL STRUCTURE
This is the question of how to pay for a firm’s assets. A firm’s capital structure is the specific mixture of short-term debt, long-term debt and equity that the firm uses tgo finance its operations.

· Do we use debt or equity?
· Do we raise the equity: retain earning or issue new equity?
· Go public?
· Debt: bank or public debt?
· Short term cash: banks or money market?

The financial manager has 2 concerns in this area:
· How much should the firm borrow? What mixture is best?
· What are the least expensive sources of funds for the firm?

The firm’s capital structure determines what percentage of the firm’s cash flow goes to creditors and what percentage goes to shareholders.

The financial manager also has to decide exactly how and where to raise the money – different possibilities have to be carefully evaluated.


WORKING CAPITAL MANAGEMENT
The phrase ‘working capital management’ refers to the difference between a firm’s short-term assets (i.e. Inventory) and its short-term liabilities (money owed to suppliers).

Managing the working capital is a day-to-day activity that ensures that the firm has sufficient resources to continue its operations and avoid costly interuptions.

Some of the questions about working capital that must be answered:

1. How much cash and inventory should we keep on hand?
2. Should we sell on credit? If so, what terms do we offer and to whom should we extend them to?
3. How do we obtain any needed short-term financing? Purchase on credit or borrow short-term and pay cash?



4. 

TYPES OF BUSINESS ORGANIZATIONS

SOLE PROPRIETORSHIP
This is a business owned and operated by one person.

· Unlimited liability  Creditors can look beyond assets to the proprietor’s personal assets for payment

· You keep all of the profits

· No complicated finance options

· Tax filing included in individual filing – all business income is taxed as personal income

· The life of a sole proprietorship is limited to the owner’s life span – the amount of equity raised is limited to the proprietor’s personal wealth.

PARTNERSHIP
This is a business owned and operated by two or more people.

· All partners share in gains or losses; the way these gains and losses are divided are determined by the partnership agreement

· Decision-making is formalized by partnership agreement (responsibilities, new partners, distribution of income...)

· It used to be unlimited liability so everyone was responsible for the actions of all partners

· New model changed to limited liability as businesses grew – new model maintains the tax advantage but removes to unlimited liability.

· Partnership terminates when a general partner wishes to sell out or dies

· Income is taxed as personal income to the partners and the amount of equity that can be raised is limited to the partners’ combined wealth


CORPORATIONS
Corporations are businesses organized as separate legal entities under corporation law, with ownership divided into transferable shares. It has many of the same rights, privileges and duties of an actual person.

· Owners have limited liability, the maximum they can lose is their investment

· Corporations can borrow money and own property, can sue and be sued and can enter into contracts

· Corporations are “immortal”; hence longer financing options are available for them. Corporations are in charge of transferring and selling assets

· Control: Separation of management & ownership. Board of directors, agency problem.

· Double Taxation: Corporate tax + personal income tax

Forming a corporation involves preparing articles of incorporation (or charter) and a set of bylaws. The articles of incorporation have to include:

· Corporation’s name
· Its intended life (which could be forever)
· Its business purpose
· The number of shares that can be issued

The bylaws are rules describing how the corporation regulates its own existence (how directors are elected, etc.)

Control: In large corporations, shareholders & management are usually separate groups. The shareholders elect the board of directors which then selects the managers. Management runs the corporation’s affairs in the shareholder’s interest.

Because ownership and management are separate, there are several advantages. Ownership (represented by shares of stock) can be transferred and the life of the corporation isn’t limited.

Limited Liability: is sometimes a disadvantage for lenders; they’re blocked from accessing the owners’ personal assets if debt cannot be repaid. Many chartered banks often require that owners of small businesses provide personal guarantees for company debt.

Tax: A corporation is a legal entity so it has to pay taxes. Money paid out to shareholders in dividends is taxed again as income to those shareholders. This double taxation means that corporate profits are taxed twice – at the corporate and personal level.


INCOME TRUST
This is a non-corporate form of business organization.

· Limited liability protection for trust holders as is the case with corporate shareholders

· Business income trusts hold the debt and equity of an underlying business and distribute the income generated to unit holders

· Not subject to corporate income tax; income taxed only at the hands of unit holders

· In 2006, the government announced that starting 2011, income trusts would be taxed at the same rate as corporations which caused most trusts to convert to corporations


CO-OPERATIVE (CO-OP)
This is an enterprise that’s equally owned by its members who share the benefits of co-operation based on how much they use the co-operative’s services. They’re generally classified into 4 types:

· Consumer Co-op: Provides products or services to its members
· (Retail co-op, housing co-op, health care co-op etc)

· Producer Co-op: Processes and markets the goods or services produced by its members, and supplies products and services necessary to the members’ professional activities
· (Independent entrepreneurs, artisans or farmers)

· Worker Co-op : Provides employment for its members. In this co-op, the employees are members and owners of the enterprise.

· Multi-Stakeholder Co-op: Serves the needs of different stakeholder groups such as employees, clients and other interested individuals and organizations
· (health, home care and other social enterprises)

There are many benefits to a co-op such as to help producers compete effectively in the marketplace, to serve rural and remote communities, to develop community leadership, to build social capital and to promote local ownership and control.






















	
	Sole Proprietorship
	Partnership
	Corporation

	Definition
	A business owned by a single individual
	A business formed by two or more co-owners
	A business created as a distinct legal entity owned by one or more individuals or entities

	Pros
	· Simplest form of business to start and is the least regulated

· Owner keeps all profits
	· Simplest form of business to start with little regulation

· Owners keep all profits

· Access to more human and financial capital

· Limited partner(s) have limited liability
	· Ownership can be easily transferred

· Life of a corporation not limited to lives of owners or managers

· Corporation has limited liability

· Ability to raise and access large sums of capital in both debt and equity markets

	Cons
	· Owner has unlimited liability for business debts

· Business income taxed as personal income

· Life is limited to life of owner

· Limited ability to raise financing

· Difficulty in transferring ownership
	· General partner(s) have unlimited liability for business debts

· Business income taxed as personal income

· Life limited to lives of owners

· Difficulty in transferring ownership

· Possible disagreements over partnership
	· Double taxation

· Lenders sometimes see limited liability as a disadvantage and require owner of small corporations to make personal guarantees

· More complex and expensive form of organization to establish















THE GOAL OF FINANCIAL MANAGEMENT
The main goal of financial management is to make money or add value for the owners. Some possible financial goals are:

· Survive in business
· Avoid financial distress and bankruptcy
· Beat the competition
· Maximize sales or market share
· Minimize costs
· Maximize profits
· Maintain steady earnings growth

Each of these goals can present some problems for a financial manager. Although the goals listed are all different, they fall into 2 classes:

#1 – Profitability: Goals involving sales, market share and cost control all relate to different ways of earning or increasing profit.

#2 – Controlling Risk: Bankruptcy avoidance, stability and safety all relate to this

For a financial manager, making decisions is done on behalf of shareholders; good decisions increase the value of the stock and poor decision decrease it. So the appropriate goal of the financial manager can be stated quite easily:

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

Because the goal of financial management is to maximize the value of the stock, we have to learn how to identify those investments and financing arrangements that favorably impact the value of the stock.

To make the market value of the stock a valid measure of financial decisions requires an efficient capital market. In an efficient capital market, security prices fully reflect available information. The market sets the stock price to give the firm an accurate report card on its decisions.

The Goals of Corporations

· The role of firms is to maximize shareholders value

· Shareholders themselves don’t run most firms; rather managers are in charge of day to day operation. This is called the separation or ownership and management.







AGENCY PROBLEM

Agent: Managers are considered ‘agents’ working on behalf of the shareholders

Managers’ decisions may not always be in line with the shareholders benefits. Sometimes, they act for their own benefit (private jets, expensive trips)

This conflict of interest is documented as the agency problem.

Agency Relationships: This is the relationship between shareholders and management.


Agency Cost
Imagine the firm is considering an investment. This new investment favorably impacts the share value but it’s a relatively risky venture. The owners of the firm might want to take the investment because stock value will rise, but management might not want to because of the possibility that things will go badly and management jobs will be lost. If management doesn’t take the investment, shareholders might lose a valuable opportunity. This is agency cost.

Agency Problems: Goals of the parties aren’t aligned.

· An agent is someone who’s hired to represent the principal’s interest

· Equity: Potential conflict between shareholders and managers (principal-agent problem)
· Traditional: Outside (non-management) shareholders
· Overvalued equity

· Debt: Potential conflict between shareholders and debt holders

Direct agency costs come in 2 forms:

· A corporate expenditure that benefits management but costs shareholders; maybe the purchase of a luxurious and unneeded jet.

· An expense that arises from the need to monitor management actions. Paying outside auditors to assess the accuracy of financial statement information is an example.


Do Managers Act in the Shareholders’ Interest?
Whether managers do or do not act in the best interest of shareholders depends on 2 factors:

#1 – How closely are management goals aligned with shareholder goals?

#2 – Can managers be replaced is they don’t pursue shareholder goals?

Managerial Compensation – Management usually has a significant economic incentive to increase share value for 2 reasons:

1.) Managerial compensation, particularly at the top, is usually tied to financial performance in general and often to the share value in particular. Managers are often given the option to buy stock at current prices; the more the stock is worth, the more valuable this option becomes.

2.) The second incentive relates to job prospects – better performers within the firm get promoted. Managers who are successful in pursuing shareholder goals are in greater demand in the labor market and thus command higher salaries.

Some believe that management is overpaid. One control on compensation is the “say on pay” initiative whereby a firm’s shareholders have the right to vote on the remuneration of executives.

Excessive management pay and unauthorized management consumption are examples of agency costs.


Ways to Manage Agency Problems

Board of Directors: These are outsiders instead of insiders, CEO/Chairman role
· Composition of audit, nominating and compensation committees

Firms’ Voting Structure:
· Dual class stocks
· Concentrated versus disperse ownership
· Outsiders versus insiders

Incentives:
· Options, performance shares
· Ownership of executive and directors


Moral Hazard
Moral hazard is the change in behavior if an individual isn’t facing full consequences of his or her actions.





