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TO THE INSTRUCTOR

Thank you and congratulations for adopting this book. We and the many leading
finance professionals throughout North America who encouraged us to write it
and who reviewed our work think you have made an important decision for your
students and for global competitiveness. Change is never easy, as we ourselves
found out when we began asking the questions that led to this textbook.

Modern Financial Managing—Continuity and Change is a different kind of finance
text. Although all financial management texts cover finance, we know of no other
“financial management” textbook that has anything to do with management.
We're excited about the book since we believe this is the way we will all be seeing
finance in the coming years. We hope we’ve communicated our excitement to you
and your students.

We hope we’ve communicated our excitement to you and your students. We have
chosen the book’s title with care, and each word has meaning for us:

® Modern—The book describes finance as it is practiced today in world-class
companies.

® Financial—The book’s core focus is on the finance function within a business
organization.

® Managing—The book recognizes that financial analysis and decision making
must be closely integrated with a company’s management systems and aligned
with the goals of society to be effective. We use the “ing” form of the verb to
manage to communicate our belief that the activities of financial professionals
within a business are not static and reactive but are proactive and constantly
evolving.

® Continuity—The book is firmly connected to the rich history of finance theory and
practice which continues to provide important guidance to business activities.

® Change—The book identifies that we are in a period of rapid change in the
business environment. These are particularly exciting times for finance and fi-
nance professionals as new finance theories and techniques emerge—such as
sophisticated applications of option theory, derivative securities, agency the-
ory, value management, and behavioral finance—and as the business environ-
ment rapidly evolves in response to the forces of globalization, technology,
sustainability, quality, and diversity. Along with the rest of every business or-
ganization, finance is changing in order to survive.

1. Our Goals for the Book
In writing Modern Financial Managing, we set seven goals for ourselves:
To present finance in a clear and consistent manner The book is de-

signed—through its choice of language, illustrations, and design—to be easy to
read and use. The approach for analysis and problem-solving is straightforward
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and is applied consistently. The book is approachable and user-friendly, thanks
to features such as its realistic cases and problem scenarios, cartoons, hypertext
cross-references, and dual glossary.

To organize the book based on the way financial managers conceive
their work The flow of the book is consistent with the financial managing job:
raising money, using money to add value to the firm, and returning value to share-
holders. This makes it easier for students to understand the “big picture.”

To make the book consistent with the direction of business educa-
tion The book includes extensive material in response to four concerns of con-
temporary business education: (1) globalization, (2) ethics, (3) cross-disciplinary
activities, and (4) small business. International content is integrated throughout
the book. Ethics appears naturally in the context of the worldwide quality-man-
agement and sustainability revolutions. Cross-disciplinary activity, a requirement
in modern business practice, is explicitly addressed wherever financial decision
making is discussed. The special needs and limitations of small business appear
throughout the book, making it applicable to organizations of all sizes.

To capture the implications of the quality and sustainability revolu-
tions for financial practice The book uses the experiences of quality-leading
companies to report the progress finance organizations are making in identifying
and serving finance’s customers, in improving finance’s processes, and in con-
tributing to global sustainability. A consistent theme throughout the book is bridg-
ing the gap between traditional and new management practices, a current fact of
life for finance professionals we refer to as “living in both worlds.”

To equal or surpass the best features of other textbooks We bench-
marked over 50 features of both finance and nonfinance texts, looking for the best
example(s) of each, and set out to do as well or better on every one.
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To provide instructors flexibility in using the book The book contains
full coverage for an introductory course of either one or two semesters. It can be
used in a traditional financial management course, or in a survey of finance course
since its broad coverage introduces many areas of finance, not just large corpora-
tion financial management. We have put more-advanced subjects, more-detailed
explanations, and derivations in appendixes to provide greater flexibility in se-
lecting and assigning materials. Cross-reference footnotes connect material that
appears in multiple chapters, helping instructors and students alike to tie pieces
of the finance subject together.

To keep the size of the book reasonable Even with all its new coverage,
the book has only 22 chapters.

2. Advantages for Students, Instructors, and
Society

We think there are important advantages to a finance book that is consistent with
the best management practice.

For students The approach of Modern Financial Managing makes students more
attractive to employers, not only by teaching them the core competencies of fi-
nance but also by showing them how to use those skills effectively within a mod-
ern, world-class organization.

For instructors Modern Financial Managing permits instructors to teach best
practice—financial managing as it is done in companies recognized as business
leaders. It supports teaching, as students find the book intuitively clear and easy
to read and understand. By integrating international and ethical issues throughout
the book, it builds those subjects naturally into students” analyses and removes
the need to treat them as separate topics.

For society Modern Financial Managing joins the increasing supply of educa-
tional materials attempting to change the way business schools prepare their stu-
dents. Business is changing so fast today that schools often have understandable
difficulty keeping up. The observation of Walt Kelly’s lovable cartoon possum,
Pogo, that “We have met the enemy, and it is us!” has been applied with some
wisdom to business education. Modern Financial Managing is our contribution to
moving business schools from being “part of the problem” to a “part of the solu-
tion” of educating students to compete successfully in today’s global markets and
to contribute to global sustainability.

3. Who Should Use the Book

Because of its tone and approach, Modern Financial Managing—Continuity and
Change has been appreciated by instructors, students, and employers alike. It has
been successfully used at the M.B.A. and executive M.B.A. levels and was re-
viewed during its development both by professors and senior financial executives
from some of North America’s leading companies. We think the book is especially
appropriate for nontechnical students, since it minimizes the use of derivations
and formulas, and for students who are employed full- or part-time and who will
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immediately see the validity of the book’s approach and its relevance to their
work.

4. Pedagogical Aids

We have included many pedagogical aids to make your job of teaching easier and
your students’ job of learning more rewarding and more fun. Among the features
to look for and take advantage of are:

Tightly integrated chapter structure Each chapter begins with a set of
learning objectives entitled “Key Points You Should Learn from This Chapter.”
These points correspond precisely to the A-heads, or major sections of the chapter.
At the end of each chapter is a “Summary of Key Points” that repeats and reviews
the learning objectives.

Chapter opening and closing vignettes Each opening vignette describes
a scenario faced by a finance professional and is designed to involve your students
in the material by putting them “on the job.” Each closing vignette shows how the
concepts of the chapter can be used to address the opening issue. Since the closing
vignettes do not give a single definitive answer (there rarely is one), the opening
story can be used as a case for class discussion, homework, or examinations.

Presentation of current finance practices of world-class companies
(and some not quite so accomplished) Four types of boxes are scattered through-
out the book. “Finance in Practice” boxes describe recent activities of companies
and business leaders as well as modern applications of finance theory. “Serving
Finance’s Customers” boxes illustrate how a finance organization can add value
by meeting the needs of its internal and external customers. “Improving Finance’s
Processes” boxes describe examples of adding value to a corporation by doing fi-
nance’s job more efficiently and effectively. “Contributing to Global Sustainabil-
ity” boxes illustrate how financial activities can enhance the environment and so-
ciety.

Frequent, clearly labeled, fully worked-out examples Students learn
from examples, and we have tried to err on the side of too many rather than too
few. Where the examples are closely linked to finance theory, we often have pre-
sented the example first followed by the theory, rather than the other way around,
so that the theoretical concepts may be related immediately to a shared and under-
stood example. Examples are in a standard format: a problem scenario paragraph
followed by a “Question,” “Solution steps,” and “Answer.” Often the “Answer”
contains further commentary to enhance students” understanding of the example.

Appeal to intuition rather than to formula While some students are very
comfortable with mathematical presentations, all too many are not and never learn
finance because of their “math anxiety.” This is a shame because the majority of
finance can be a very intuitive subject. We have avoided formulas wherever pos-
sible or placed them in Appendixes where they are available for those who find
them helpful. We have standardized the notation in the algebra that is included:
in all cases, capital letters stand for a money amount (e.g., PV for present value)
while lower case letters stand for a rate (e.g., t for the marginal tax rate).
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Use of the financial calculator and spreadsheet for time-value analy-
ses We have purposely minimized the use of time-value tables with this text.
Although some instructors find the tables useful for illustrating the basic time-
value relationships, financial calculators and spreadsheet programs are universal
tools in business today. It is the rare finance professional who does not use them;
it is the rarer finance professional who still uses time-value tables. All problems
involving time value are fully worked out, showing the correct calculator key-
strokes and spreadsheet functions. At the end of the book you will find a calculator
appendix “Using Your Financial Calculator” illustrating the location of each time-
value key on the most widely used financial calculators and a spreadsheet appen-
dix “Spreadsheet Functions” listing the functions in Microsoft Excel and Corel
Quattro Pro. By illustrating how each time-value example may be solved with
calculators and spreadsheets, the book provides students with extensive hands-
on experience. Another advantage of this approach is that our examples can be
much more realistic and not confined to a narrow set of interest rates or time pe-
riods.

Use of visual aids Charts and tables are used throughout the book to support
learning. Each discussion of financial market instruments features a copy of the
relevant quote(s) from a recent edition of The Wall Street Journal, the FINRA web-
site, or the Bloomberg.com website as seen “Through the Looking Glass” in which
we magnify a section of the table to study the numbers in more detail.

Complete glossary, both in the margin, and at the end of the book
The marginal glossary defines terms as they are encountered in the text, so stu-
dents have the definitions when they need them. The end-of-text glossary is a ref-
erence students can go back to when they review and study. Also, the end-of-text
glossary serves as a second index since each definition contains the number of
the page on which the parallel marginal definition appears.

Questions that follow each chapter We have tried to make the chapter-
ending questions both thought-provoking and useful for reviewing the chapter
concepts. They may be used for homework, class discussion, or examinations.

Extensive set of homework problems The problems that follow each
chapter are presented in the same order as the chapter material and are clearly
labeled to identify the topic(s) they refer to. Problems come in pairs: problems 1
and 2 cover the same material; so do problems 3 and 4, problems 5 and 6, etc.
You can assign one problem of each pair for homework and keep the other in re-
serve for classroom work, examinations, or for the student who asks for additional
examples. The problems range from the simple to the complex—the first problems
are narrowly targeted at specific concepts and relationships, while the later prob-
lems tend to be broader and integrate the chapter materials. Most problems have
multiple parts in which the value of one variable is systematically changed. Stu-
dents may do all the parts at one sitting or may save one or two parts for later
review. When all parts of a problem have been completed, they illustrate the sen-
sitivity of the result to the variable that was changed, providing another learning
opportunity. Following the problems is a “Case Problem,” a longer problem that
covers all the material in the chapter. This problem can be assigned as part of stu-
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dent’s homework, used in class as a problem to teach from, or used as an exam-
ination question.

End-of-Chapter cases These cases provide additional opportunities to explore
the chapter concepts and may also be used for assignments and examinations.

End-of-book summary of mathematical relationships and summary of
financial ratios These handy summaries can be used as study aids by students.
They are also useful as reference materials for examinations if you permit students
to bring in a list of formulas.

"“NET Present Value”—references to interesting and useful web sites
These references, which appear throughout the book in the margin, direct students
to interesting sites on the “net” where they can learn more about a topic and see
practical, real-time applications of finance.

5. Supplements

We are creating a full set of supplements to accompany the book. For this fourth
edition there are:

@ A solutions manual with answers to all questions and detailed, step-by-step
solutions to all problems.

® An instructors manual containing several suggested syllabi for both a one se-
mester and full-year course, and teaching notes for each chapter and case.

@ A test bank with short-answer questions and problems available both in hard
copy and on diskette for Macintosh and PC-compatible computers.

® PowerPoint™ slides for each chapter to support and supplement classroom
presentations containing the chapter content plus formulas, figures and tables
from the text.

Additional supplements planned for the future include:

® A study guide containing an outline of each chapter, worked out sample prob-
lems, and self tests.

® A CD-ROM containing computerized versions of various end-of-chapter prob-
lems which may be used with many popular spreadsheet programs.

® A CD-ROM containing “listen to the Authors” audio files in which we discuss
and elaborate concepts presented in the book.

For both instructors and students there are five books summarizing our research
findings:

® Joining Forces—Integrating Shareholder Value and Quality Management, published
by Fordham University Graduate School of Business. This monograph reports
on a 1996 seminar at Fordham in which senior finance and other executives
presented their progress in adopting shareholder value management and mea-
surement systems, such as Stern Stewart’s Economic/Market Value Added and
the Boston Consulting Group’s Total Shareholder Return/Cash Flow Return
on Investment.
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6.

Internal Audit and Innovation, published by the Financial Executives Research
Foundation (FERF) in 1995. Written for executives and practitioners, this book
reports on how the internal audit groups of five companies—American Stan-
dard, Baxter International, Gulf Canada Resources, Motorola, and Raychem—
have changed their auditing philosophies and practices to be more consistent
with their evolving management systems. FERF, the research arm of the Fi-
nancial Executives Institute, was the generous sponsor of this research.

Managing Finance for Quality — Bottom-Line Results from Top-Level Commitment,
published by ASQ Quality Press and the Financial Executives Research Foun-
dation in 1994. Also written for executives and practitioners, this book reports
how the quality management revolution is changing financial management
practice. The book includes case studies of five quality-leading companies—
Corning Incorporated, Federal Express, Motorola, Solectron, and Southern Pa-
cific. FERF was also the generous sponsor of this research.

Finance in the Quality Revolution —Adding Value by Integrating Financial and Total
Quality Management, published by the Financial Executives Research Founda-
tion in 1993. This shorter version of Managing Finance for Quality contains an
executive summary, the five case studies, and a chapter on “Lessons Learned.”
It was published for and distributed to the 11,000 senior financial executives
and academics who are members of the Financial Executives
Institute.

Remaking Corporate Finance—The New Corporate Finance Emerging in Quality-
Leading Companies, published by McGraw-Hill Primis in 1992. A monograph
describing transformations in finance work as seen through the observations
of senior executives from leading corporations, venture capitalists, consulting
organizations, and universities.

Moving Forward Together

We have worked very hard to make this fifth edition of Modern Financial Managing
an exciting and superior textbook. However, we believe that everything is subject
to continuous improvement, and we know that you all have wonderful ideas that
could enhance the book and its supplements. We would love to hear from you.
Tell us how we can (further) assist your teaching in any way; help us make the
book better. Feel free to contact us any time at:

Fordham University
Gabelli School of Business
140 West 62nd Street
New York, NY 10023

Frank: (718) 817-4147, fwerner@fordham.edu
Jim: (212) 636-6178, stoner@fordham.edu

You are our customers, and delighting you and exceeding your expectations is
and will always be our primary goal.
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TO THE STUDENT

Welcome to Modern Financial Managing — Continuity and Change. We have tried to
make the book easy to read and learn from and a lot of fun as well. Unlike many
introductory finance books, this one talks about two facets of finance: analytical
finance, the theory that guides financial analysis and decision making (which is
in all finance texts), and operational finance, the way finance is practiced in world-
class companies (which is in no other upper-level finance text we know of). You
are fortunate to have a professor who is forward-looking and in touch with the
enormous changes taking place in business practice.

As you begin to study finance you are embarking on an exciting adventure, and
we hope this book will be a good companion and guide. To help your learning
further, we offer these suggestions:

Skim the entire book in advance Take an hour or so to look over the table
of contents and to skim the glossary and index. Then read the “part openers,” the
short sections that begin each of the eight parts of the book, and read the section
“Key Points You Should Learn from This Chapter” at the beginning of each chap-
ter. By taking the time to do this at the beginning of the term, you will get a good
overview of the subject and will be able to set each topic in the appropriate context
when you get to it.

Read the section entitled “To the Instructor” It is always useful to know
as much as possible of what is on your professor’s mind. In our comments to your
instructor, we have written about what is new and special about this book. We
have described some of the major features of the book—most of which were de-
signed to make your work as a student easier.

Put yourself in the chapter opening vignettes Each chapter opens with
a scenario you might find yourself in (or may already have been in) at some point
in your business career. Before you read the chapter, think of how you might try
to deal with the situation our characters are facing. As you read the chapter, relate
the concepts to the vignette, and see how much more you could add. When you
reach the end of the chapter, and read the closing vignette, match up your obser-
vations with those of the protagonist. While there is rarely a single “right answer,”
finance provides helpful ways of approaching each problem. You will be delighted
as you observe your thinking and analytical processes sharpen throughout the
course.

Work each example problem you encounter while you are reading a
chapter Take out your financial calculator or boot-up your computer and go
through the problem step by step. Doing each problem will reinforce your reading
and help you to become proficient at using your financial calculator and/or com-
puter spreadsheet which have become universal tools of financial professionals.
You will learn more, and the new knowledge will stay with you longer.
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Jim discovers the true value of his textbooks
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Relate the examples about company practices to your experiences
If you have worked for a while, you have probably been involved in or seen
similar examples of financial practice. However, even if you have little or no
work experience, you have been a customer of business for years. In many
ways, all the examples talk about universal phenomena: serving customers, in-
creasing quality, improving work, discovering when benefits exceed costs, find-
ing the best way to do something. In what ways are these examples different
or the same as those you have experienced? What could you have done differ-
ently if you had this knowledge back then? What about these examples makes
them illustrations of “world-class” performance?

Use the footnotes labeled “Cross-reference” as a hypertext device
Whenever a reference is made to something that appears in another chapter,
there is a footnote identifying that other location. Jump back and forth as
needed to pick up and review supporting concepts.

Look carefully at the total results of each homework problem
Where a problem has multiple parts, you may find yourself doing the same
analysis several times. Feel free to do only one or two parts at first and come
back to the rest later to reinforce your learning. However, when you have com-
pleted all parts of a repeating problem, look at the range of results. Observe
how the results changed in response to the one variable that changed, an im-
portant insight beyond what is asked in the problem.

Take advantage of the end-of-book “Summary of Mathematical Re-
lationships” and “Summary of Financial Ratios” These handy pages
include every formula in the book and serve as useful references when doing
homework problems or preparing for examinations.

Use the end-of-book “Glossary” as a second index When you wish
to review a concept, you can look up the definition of a related term in the
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glossary. At the end of the definition you will find the number of the chapter and
page on which the term was first defined. Turn to that page, and you are at the be-
ginning of the section to review.

Help us make the book better As we teach financial managing to our students
at Fordham, we ask each student to write a weekly memo to us telling us how well
we did each week as teachers and authors. Was the class clear and useful? Did this
week’s chapter read well or make no sense? What didn’t you understand, and which
parts of the chapter worked well for you? What could we do to make the book better?
More than one thousand of our students, at both the undergraduate and M.B.A. lev-
els, have written those memos. They have taught us a huge amount, and helped us
to improve the book significantly. We invite all of you to join our Fordham students
as we continue to improve the book. Please address any comments, criticisms, and
suggestions to either of us at:

Gabelli School of Business
Fordham University
New York, NY 10023

We promise to read your letters and consider them seriously for the next edition.
You are the ultimate customers of our work, and as we have learned from our studies
of world-class companies, delighting you and exceeding your expectations must al-
ways be our primary goal.

Enjoy! Most important, as you study finance, HAVE FUN!! We know that there
will be times during the course where many of you will be convinced that finance
is anything else but fun, but this doesn’t have to be so. We believe that one of the
most important goals for every worker—whether a student, professor, finance pro-
fessional, or anyone else—is to find what the renowned management thinker W. Ed-
wards Deming called “joy in work.” If you put in the effort to read carefully, to do
the assigned problems, to go over the sticky points, to review your work, and to dis-
cuss the material with your friends who are also taking the course, you will be re-
warded handsomely with useful and important learning that will last a lifetime. And
as it has for your professor and us, finance will become a true labor of love.
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in Financial Managing JINN'TRODUCTION

Chapter 3
Data for Financial
Decision Making

In Part | we explore the role of financial managing in helping an organiza-
tion achieve its goals.

Chapter 1 introduces finance and the task we call financial managing. We
define finance, relate it to economics, and look at two ways to organize
the subject. We trace its historical development and discuss its continu-
ing evolution in response to the dramatic changes in today’s business en-
vironment. We then examine the modern finance goal: maximization of
shareholder wealth—including the logic of this goal, agency theory as a
way to understand a significant barrier to its realization, how companies
that have moved toward new management systems are following a “se-
quenced goal approach,” and we speculate about the future.

Chapter 2 describes how all firms are in transition, somewhere en route
from ways of managing that have worked for many decades to something
new. We describe and contrast the two systems and report on research
into how financial managers are adapting to the new management sys-
tems and how the practice of finance is changing. The chapter concludes
with some observations about working in a changing world and implica-
tions for finance practitioners.

Chapter 3 identifies the data used in financial analysis and decision mak-
ing. The chapter identifies how all data derives from theory and reviews
key concepts in financial and managerial accounting. It also discusses

tax data, economic data, people data, process data, and ESG data.



CHAPTER 1
WHAT IS
FINANCIAL
MANAGING?

iz Horne and Mike Cantrell shut the door to the conference room and sat

down around the circular table. Liz spoke first, “This should be an inter-
esting assignment. | really think the boss is right. The company could do a
much better job of providing education for members of the finance organiza-
tion.”

Liz and Mike are on the staff of the chief financial officer (CFO) of their com-
pany. Earlier today, the CFO asked them to study the knowledge and skills
within the finance department and to recommend what kind of education the
company should provide to its finance employees.

Mike walked over to a flip-chart in the corner of the room and started making
notes. He spoke as he wrote. “We could start by interviewing our colleagues.
After all, they’re the ones who know the most about what education they don’t
have.”

“I'm not so sure,” Liz replied. “How can they know what they don’t know?
Maybe we should talk to some experts in finance, like the professors at the uni-
versity. They can tell us what our people should know. Then we can go around
the department and see how everybody measures up.”

“Do we want to ask only finance professors?” Mike countered. “When | was in
school, | remember my teachers emphasizing how the various parts of any or-
ganization are interconnected. It seems to me that we have to look at the big
picture and see how the finance department fits into the entire company. Why
don’t we try to list the various functions that the finance organization plays in
the company and see where that takes us?”



financial managing—the art
of integrating financial
theory and practice with
the rest of an organization’s
management systems to
support the delivery of low-
cost, high-quality goods and
services to customers and to
maximize the value of the
organization to its
stockholders and other
stakeholders

Two hours later, the walls of the conference room were covered with Liz and
Mike’s notes. Liz sat back and looked around the room. “One thing is clear,”
she commented. “Finance certainly is a large and fascinating field. Our com-
pany’s education program will have to cover a lot of ground.”

Liz and Mike have a challenging task in front of them. As their brainstorming
revealed, well-educated finance professionals are comfortable with two bodies
of knowledge. First, they must understand finance theory, a particularly useful
way to view how the worlds of money and business work. Over the years, stu-
dents of finance have developed many useful techniques for the analysis and
solution of business problems. Second, finance professionals must understand
how finance relates to the rest of the organization and the external environ-
ment. The finance function serves as a support system—obtaining money re-
sources and providing technical expertise. A seemingly brilliant solution to a fi-
nancial problem that is not compatible with the way the rest of the organization
or the external world functions is not really useful at all!

A successful business operates efficiently and effectively and maintains cooper-
ative and productive relationships with people and other organizations. It de-
livers value to its customers—competitively priced, high-quality products and
services that not only satisfy those customers but make them want to return to
purchase more. An effective finance organization supports the company’s rela-
tionships and operations. It helps the business deliver value to its customers
and, as a result, deliver increased value to employees, suppliers, neighbors, and
ultimately to investors. We call this task financial managing. In this book we
discuss what financial managing is and how skillful financial managing can
add value to any business organization.

Key Points You Should Learn from This Chapter

After reading this chapter you should be able to:

Identify what the subject of finance deals with and how it differs from tradi-
tional economics, and organize finance along two useful dimensions.

Recount how the finance discipline evolved and is continuing to evolve in re-
sponse to changes in the business environment.

Explain why it is important for a business to have goals, why profit maximiza-
tion was the original goal recommended by the early microeconomists, and
why shareholder wealth maximization replaced profit maximization as the
firm’s financial goal.

Identify the problems in maximizing shareholder wealth addressed by agency
theory.

Identify longstanding concerns about the undesirable side effects of shareholder
wealth maximization being the goal of business firms.

Explain how emerging approaches may reduce some of the concerns about
shareholder wealth maximization as a goal.
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Introduction

Introductory Concepts—What Is Finance?

finance—the study and
practice of how money is
raised and used by
organizations

macroeconomics—the study
of the functioning of
economies taken as a whole

microeconomics—the study
of individual units within an
economy, specifically
consumers and producing
firms

Finance is a broad subject. In simplest terms, it covers anything to do with the
use and management of money. Since money is a required ingredient in the recipe
for all businesses, finance plays an important role in any business organization.
Since businesses that run out of money cease to exist, skillful financial managing
can easily be the difference between a successful and an unsuccessful company.

Of course, money is also a topic within the subject of economics, the discipline
that has made the greatest contribution to financial theory and practice. The sup-
ply of and demand for money are very important issues in understanding how
economies function. One group of economic theorists, the “monetarists,” repre-
sented most notably by Nobel Prize winner Milton Friedman, argues that the
money supply-demand relationship is practically the sole determinant of how
well an economy performs. This book will touch on the macroeconomic implica-
tions of money where appropriate, but this is not our focus.

Neither will we dwell on the micro side of economics, even though finance is an
outgrowth of microeconomics. The branch of microeconomics commonly known
as “the theory of the firm” has long dealt with the economics of a business orga-
nization but from a very narrow point of view. The organization is typically as-
sumed to produce a product, as opposed to a service. It is studied in terms of the
physical transformation of inputs into outputs: what is the optimal mix of land,
labor, and capital to produce the firm’s products at the lowest cost? What is the

FIGURE 1.1
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stakeholders—persons and
organizations affected by
the actions of a business
firm
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optimal mix of products to generate the highest revenue? It is also studied in
terms of market structure: how should the firm price its product, and how much
should the firm produce if it is a perfect competitor? an oligopolist? a monopolistic
competitor? a monopolist?

The characteristics that distinguish finance from traditional economics are a focus
on the business firm and the individual (hence finance is not quite macroeconom-
ics) and a focus on financial flows rather than production transformations (hence
it is not quite microeconomics either). Finance looks at how money enters the firm,
is used within the firm, and exits the firm. It studies who gives the firm money
and why, how to raise and use money, and how the firm distributes money. Figure
1.1 diagrams the flow of money into and out from a typical firm and identifies
the firm’s stakeholders, all those affected by the actions of the business.

Like many broad subjects, it is helpful to divide finance into component parts for
ease of understanding. Two useful divisions are: (1) by academic studies and ca-
reer paths and (2) by areas of concern to financial managers.

1. Organizing Finance by Academic Studies
and Career Paths

One useful way to categorize the subject of finance is by the academic studies and
career paths you might follow should you choose to take additional finance
courses or work in a finance job. Most universities organize their finance curricu-
lum into three broad tracks which correspond to the way many finance profes-
sionals organize job opportunities: (1) financial managing within an organization
that produces and sells products and/or services, (2) analysis and manage- ment
of investments, and (3) work within financial markets and institutions. Figure 1.2
shows these three paths and identifies some of the common course titles and job
activities on each. Figure 1.2 also identifies an important insight: although this
book concentrates primarily on the financial managing path, the key finance con-
cepts you will encounter in the book underlie and are fully applicable to all three
paths.

FIGURE 1.2

Three branches of
finance. The core
concepts of this book
support further study
and employment in

(1) financial managing,
(2) investment analysis
and management, and
(3) financial markets and
institutions.
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financial environment—the
business and social forces
which impact the financial
operations of an
organization

financial instrument—a
document giving the holder
a claim to present or future
cash flows

security—a financial
instrument such as a bond
or share of stock

stock—a type of financial
instrument that gives the
holder ownership of a
portion of a corporation

bond—a type of financial
instrument that is a
long-term loan, giving the
holder the right to receive
interest payments and
repayment of the loan
principal

investment banker—an
individual or organization
that specializes in helping
firms issue new securities
and in trading existing
securities

commercial banker—an
individual or organization
that specializes in taking
deposits from investors and
in making loans to
individuals and
organizations

financial manager—a
person responsible for
analyzing and improving
the money flows of an
organization

chief financial officer
(CFO)—the senior finance
professional responsible for
all of a company’s financial
activities

2. Organizing Finance Around the Concerns
of Financial Managers

Another useful way to categorize the subject of finance is to divide it into three
broad areas as seen by someone managing finance within an organization: (1) the
financial environment, (2) financial instruments, and (3) management of the fi-
nances of the business firm.

The financial environment The financial environment includes all the eco-
nomic, political, legal, ethical, social, and other issues that define the surroundings
within which finance people operate. It includes the financial markets where
lenders and investors provide money to business firms, and the product and ser-
vice markets where firms purchase resources and sell their products and services.
It also includes the tax environment within which income is shared with various
governmental agencies.

Financial instruments Financial instruments are legal agreements giving in-
vestors ownership of the results of a business’s operations. They include notes,
such as bank loan agreements, and securities, such as stocks and bonds. Finance
professionals active in the creation of financial instruments include investment
bankers, who help the business firm to structure and issue securities; commercial
bankers, who make loans to the firm; and professional investors and fund man-
agers, who trade in the firm’s securities to earn money for their clients. Financial
managers study financial instruments to understand how and why (or why not)
they can add value for these stakeholders and the firm.

Financial managing The financial manager is responsible for an organiza-
tion’s money. Accordingly, financial managers must understand in detail the com-
pany’s money flows and must ensure that money is consistently used in the best
ways possible to further the company’s objectives.

This book deals primarily with managing the finances of the business firm. It also
includes information about the financial environment and financial instruments,
because good financial managers base financial management decisions upon a
solid understanding of all parts of the finance discipline. This book is also about
managing financial processes and operations. Good financial managers under-
stand and use not only the tools and techniques of finance but also the tools and
techniques of management. One without the other is incomplete.

If you choose to enter the finance area of a business, your first job typically will
call for the use of technical finance skills; little management knowledge will be
required. As you grow in responsibility within the firm, however, the nature of
your job will change. While you will still need to be well versed in financial theory
and practice, you will be managing tasks and people and dealing more frequently
with senior managers. At this level, an understanding of management will be of
significant help in your work. Eventually, you might reach the post of chief fi-
nancial officer (CFO) or perhaps president of your company. Success at this level
requires a thorough understanding of management.
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Il The Development of the Finance Discipline

NET Present Value
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stersoffinance

Finance as a discipline did not exist prior to the beginning of the twentieth century.
Small businesses were the norm. Because they were small, they needed few finan-
cial resources and were believed to be efficient and self-regulating. The few large
businesses were, for the most part, financed by a wealthy owner and a few equally
wealthy banker friends. Although the concept of financial accounting had been
around for centuries, there was no set of standards to make financial statements
available or meaningful. The financial markets were the province of a few insiders.
Little information about the firm was publicly available, and few outside the busi-
ness and its associates were interested in the firm’s finances.

Finance as we know it today evolved over the course of the twentieth century, as
summarized in Figure 1.3. The first tentative analyses of the firm from a financial
point of view were largely descriptive and followed the trends of the day. Between
1900 and 1910 the focus was on the building of the great trusts: merger, consoli-
dation, and economies of scale. From 1910-1920, the focus shifted to include di-
vestiture in response to early antitrust legislation. Also during this period, the
Federal Reserve system was created and the banking system was studied intently.
The boom of the 1920s encouraged firms to raise funds for expansion and redi-
rected the descriptive focus of finance toward securities and the stock market. By
1930, the boom was over and finance followed soberly, turning its attention to de-
scribing reduction in scale and bankruptcy.

It was not until the mid-1930s that finance began to grow into its own as a disci-
pline. John Burr Williams’s development of the theory of time value marked a
turning point in the history of finance.! Finance was no longer solely descriptive.
For the first time, there was a theory that could instruct financial managers in
what they should do to add value to the firm. After that, with a bit of a pause

FIGURE 1.3

A timetable of financial
thought. The finance
discipline continues to
evolve in response to
changes in the business
environment.

1900 ——
<+—— Merger, consolidation, economies of scale
1910 ——
<— Divestiture, antitrust, banking
1920 ——
<4+— Securities, financial markets
1930 ——
1940 <4—— Bankruptey, reorganization, time value
<4——  Shareholder wealth maximization
1950 ——
<4—— Asset analysis and management
1960 ——
<4— Financing mix
1970 ——
<4— Investor and capital market behavior
1980 ——
BT <4+—  Risk, deregulation, corporate control, derivatives
2000 <+—— New management systems, globalization, Internet
<4—  Financial crisis, China
2010 ——
2020 <4+—— Global sustainability, fintech, cryptocurrencies

1 Reference: John Burr Williams published his insights in The Theory of Investment Value (Cambridge,
Mass.: Harvard University Press, 1938).
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during World War II, finance spurted ahead in leaps and bounds. A goal of max-
imizing shareholder wealth was formulated (more about this later in this chapter),
and techniques and theories were developed to achieve this goal. Mathematics
and statistics were married to finance, and the power of computers was harnessed
to permit complex modeling.

During the 1950s the focus of these efforts centered on the analysis and manage-
ment of assets as time value theory was applied to the flows of money from asset
purchases. By 1960, theories of liability / equity mix had begun to emerge, and the
methods by which the firm raises money—for many years a subject only of de-
scription—got a thorough analytical treatment. The 1970s saw the development
of theories of the behavior of investors and of capital markets. Theories of risk
were developed, permitting financial managers to quantify risk for the first time
and relate it to return. As a result, the actions of firms were linked with the be-
havior of investors and capital markets, and financial managers could begin to
quantify how shareholders might react to corporate financial decisions.

The “oil shock” of the early 1980s as the OPEC cartel sharply raised petroleum
prices, the “currency shock” as world currencies floated free of gold and the dollar,
and the “inflation shock” as prices rose at double-digit rates, all created a financial
environment much more volatile than experienced at any time in recent history.
New financial instruments were developed to assist financial managers in coping
with the increased risk. The decade of the 1980s was also a period of wrenching
change for many companies. In the early 1980s, a number of U.S. industries—the
financial industry included—were partially or totally deregulated in response to
competition from countries with less regulation and to the political success of
“free-market” advocates. (Airlines, railroads, banks, and telecommunication com-
panies are examples of industries that experienced significant deregulation.) Al-
though finance theory provided much advice on managing in an increasingly
deregulated world, not all newly deregulated industries made the transition easily.
By the mid 1980s the “market for corporate control” was flourishing: U.S. business
was engulfed in a wave of mergers and takeovers as “financial raiders” sought
to acquire poorly performing companies and sell off the worst-performing units.
Junk bonds, greenmail, and leveraged buyout became household words.

Events in the 1980s and early 1990s forced many observers to rethink the basic
premises of how organizations are managed and how the finance function con-
tributes to that process. Existing management systems, consistent with traditional
financial theory, were considered the best means for achieving a vibrant, innov-
ative, and competitive business sector; yet we experienced competitive difficulties
in industry after industry. U.S. companies responded by paying much more at-
tention to management thinkers who had long been proposing new methods for
running organizations. And finance thinkers began to reformulate theories of fi-
nance to be consistent with these new approaches to management. Beyond the
newly emerging management systems, other forces emerged to change business
and finance in the 1990s. As political, institutional and geographic barriers fell,
nations realigned. Former enemies became allies, free-trade zones were estab-
lished and expanded, and the European Community adopted a common currency.
Improvements in information and communication systems permitted companies
to operate as truly transnational enterprises. The Internet, previously a backwater
communication channel for government and academic research, expanded into
an information resource available to every computer user and became an impor-
tant new distribution channel for many retail and financial businesses.
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As the new millennium dawned, the dot.com boom of the late 1990s came to a
screeching halt, and many businesses had to cope with the financial impacts of
downsizing and restructuring. The emergence of global terrorism curtailed and
refocused much business activity. Serious flaws in executive compensation, finan-
cial reporting, and corporate governance became very visible at Enron, WorldCom,
Tyco International, and the New York Stock Exchange.

By the mid-2000s, the confluence of deregulation, technology, and creativity led to
a dramatic expansion of securitization. Almost any cash flow stream—mortgage
payments, legal settlements, recording contract receipts—could be packaged to-
gether and resold in the financial markets. However, these new securities were cre-
ated faster than investors’ ability to understand them; investors found themselves
holding securites that were far riskier than they had anticipated, and the investments
plunged in value and financial markets shut down. The ensuing “financial crisis”
pushed the world into a recession that was characterized by many as the worst since
the Great Depression of the 1930s.2 The decade of the 2000s was also marked by the
emergence of China as a global financial power. As the subsequent decade dawned,
there was an increased understanding of climate change and the need for concerted
global action to reverse decades of environmental and social damage. Financial the-
orists began to rethink finance goals to be more consistent with the growing demands
of society for a cleaner and more just world, a broader goal often referred to as global
sustainability.> Known collectively as fintech, further technological developments
were applied to financial products and services leading to innovations in banking,
investments, and cryptocurrencies such as bitcoin. This is an exciting time to be
studying business and finance.

Bl The Purpose of the Firm

goal—the objective of (a
business’s) actions

Before we can consider what the financial manager should do, we must first ask
why. All decisions, financial or otherwise, can be judged only if they are measured
against some goal or goals. A good decision is one that helps the company achieve
its goals; a bad decision is one that moves the firm further away from its goals.

1. The Need for Goals

The need for goals applies to all forms of endeavor, not just the actions of a busi-
ness firm. Consider personal decisions, for example. Why are you studying fi-
nance? There are many possible reasons. Is it to get a job? to get a better job? to
make more money? to satisfy a demanding boss or parent? to meet an academic
requirement? to broaden yourself as a person? to contribute to the well-being of
society? to have fun? If you are studying finance for the right reasons, your efforts
will prove rewarding. If you are studying finance for the wrong reasons, this could
well be a frustrating and empty experience.

2 Cross reference: See Appendix 1B for a detailed discussion of the Global Financial Crisis.

3 Elaboration: The most widely quoted definition of sustainability is that of the United Nations World
Commission on Environment and Development, often called the Brundtland Commission after its
Chair, Dr. Gro Harlem Brundtland: “Sustainable development is development that meets the needs
of the present without compromising the ability of future generations to meet their own needs.” The
social justice aspect is “a world that works for everyone with no one left out.”
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Or consider the decision to accept a new job. Is the new job right for you? The
best way to approach the decision is first to be honest with yourself: what are
your goals here? money? status? autonomy? personal growth? ability to con-
tribute? intellectual challenge? If you clearly define your goals and ask how the
new job measures up against those goals, you are far more likely to make a good
decision than if you choose blindly.

Prior to the 1930s, before the finance discipline had developed any significant the-
ory, the goal of finance was the microeconomic rule of maximizing profits. Since
then, however, profits have been replaced by shareholder wealth as the number
to maximize. Today, shareholder wealth maximization is itself being challenged
by a much broader definition of the firm’s goals.

2. The Role of Business in Society

Business plays a vital role in our society. It is the primary means by which the
necessities of life—food, clothing and shelter—are manufactured and made avail-
able to the public. It provides jobs, which define much of our lives and give us
much of our sense of self-worth. But business does much more. It provides phar-
maceuticals and medical care. It provides banking, insurance, and pensions. It
provides education at all levels. It engages in research and development activities,
which bring us new products and services enhancing our lives. By freeing us from
economic want, business allows us to pursue leisure activities. All societies require
a healthy business sector, and a healthy business sector is required for a healthy
society.

Yet, in a capitalist economic system such as ours, society and business are quite
distinct from each other. And while business firms can indeed benefit society, they
are usually owned and operated by people for other reasons entirely. The entre-
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preneur who devotes time, energy, and money to creating and nurturing a business
rarely makes benefit to society the primary goal of the firm. Rather, individuals
create business firms for personal reasons, usually to make money. Since the In-
dustrial Revolution, when the earliest businesses were formed, economists and
philosophers have been examining whether, given the personal motivations of
those who form and manage businesses, the actions of privately owned firms re-
ally do lead to a high degree of social welfare.*

3. The Microeconomic Goal: Profit
Maximization

It was Adam Smith who first put forward the idea that individual business firms,
each acting for its own benefit could, in the aggregate, benefit society. More than
200 years ago he wrote:

(The businessman) by directing . . . industry in such a manner as its produce
may be of greatest value . . . intends only his own gain, and he is in this, as in
many other cases, led by an invisible hand to promote an end which was not
a part of his intention. . . . pursuing his own interest he frequently promotes
that of society more effectually than when he really intends to promote it.>

This most famous of passages offered the managers of the Industrial Revolution
a simple primary goal. The object was for each firm to maximize economic profits;
in practical terms this translated to efficiency of production. Since it was observed
that efficient firms survived and prospered, profit maximization attracted many
adherents. As elaborated by subsequent economists, in highly competitive mar-
kets, with well-informed participants and prices accurately reflecting values,
profit maximization by all businesses leads to the efficient allocation of resources
and produces the greatest amount of those goods and services demanded by so-
ciety at the lowest cost given the resources available.

However, when the early economists described the role of profits, they had no
way of anticipating the complexity of modern business practice and the multi-
plicity of ways present-day accountants record and interpret financial numbers.
One firm can have many possible numbers for its accounting profits, depending
on the choices made by its managers and accountants. It is increasingly difficult
to measure profits and to know whether they are being maximized.

There are other difficulties as well with profit maximization as a goal—difficulties
also not foreseen by Adam Smith and his followers. For one thing, profits do not
come at once but over time, as firms invest their resources in long-term investment
projects. As a result, investments with the same total profits might not have the
same value.

4 Observation: This question, of the consistency between personal and societal goals, is particularly
relevant in a capitalist economy, in which the means of production (businesses) are privately owned
and separate from society as a whole. An alternate approach is that of Karl Marx, who, concerned
about just this potential conflict of interest, proposed an economic system in which society owned
all businesses. In this socialist economy, Marx argued, business and society would join together, and
government would insure that business success equalled societal success. However, as events in so-
cialist economies throughout the world (most notably in Eastern Europe and the former Soviet Union)
have demonstrated, the side effects of socialism—centralization of political power, misallocation of
resources due to the lack of market pricing signals, alienation of people—have repeatedly prevented
the system from achieving either a well-functioning economy or a high degree of social welfare.

5 Reference: Adam Smith, The Wealth of Nations, 1776, book. 1, chapter 2.
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Example

risk—the possibility that the
result of some activity will
not be exactly as (and
particularly, will be worse
than) forecast

Different Timing for Two Profit Streams

Investments A and B each have a three-year life and total profits of $6,000.
However, Investment B returns its profits earlier than Investment A.

Profits from

Year Investment A Investment B

1 $ 1,000 $ 3,000
2 2,000 2,000
3 3,000 1,000
Total $ 6.000 $ 6.000

Question: Which investment will be preferred by the company’s owners?

Answer: Although both investments have the same $6,000 total profits, there
is considerable difference as to when the profits come. The firm’s owners
would probably prefer Investment B, which earns the greater amount sooner.
However, if the two investments have impacts beyond year 3, the answer
could be different. For example, if Investment B’s declining performance is
the result of customer dissatisfaction and Investment A’s performance re-
sulted from a gain in market share that will continue in years 4, 5, and be-
yond, the firm’s owners would probably prefer Investment A.

Another difficulty is that of risk, the lack of certainty in the profits from an in-
vestment. Profits do not consider risk, but investors do.

Example

Different Risk Levels

Investments C and D each have a one-year life. However, each investment’s
profitability depends on the state of the economy.

Profits from

Event Investment C  Investment D
Good economy $ 50,000 $ 90,000
Poor economy 50,000 10,000
Average profits 50,000 50,000
Variability of profits 0 80,000

Question: Which investment will be preferred by the company’s owners?

Answer: Although both investments have average (expected) profits of
$50,000 (assuming good and bad economies are equally likely), there is con-
siderable difference as to the certainty with which the profits will be received.
The profits from Investment C will be $50,000 regardless of the state of the
economy; however, Investment D could earn $90,000 or $10,000. The firm's
owners would probably prefer Investment C which exposes them to much
less risk than Investment D.

There is still one more problem with profits. In Adam Smith’s day, the manager
of a business was normally its owner and thus directly received its profits. Profits
equaled return to the investor. Over time, however, as firms required additional
equity capital to finance growth, shares of stock were sold to outside investors.
Today, in most large companies, outside shareholders make up the majority of
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owners; the companies typically are run by professional managers, who own rel-
atively little of the firm. In these firms the owners receive dividends and stock-
price appreciation, which are rarely equal to the firm’s profits. Profits no longer
equal return to the investor.

Profits, then, do not convey enough information in a complex world. They are
hard to measure, and they ignore the timing and riskiness of benefits. In addition,
profits are something which happen within the firm, yet the firm’s owners are of-
ten outside shareholders who do not receive the firm’s profits as they are earned.
For these reasons, finance turned away from maximizing profits as the goal of the
firm and toward maximizing the wealth of the firm’s owners.

4. The Traditional Finance Goal: Maximization
of Shareholder Wealth

For many years it has been accepted in finance that the proper goal of every busi-
ness is to maximize the wealth of its owners. For a corporation, owned by share-
holders, this is referred to as shareholder wealth. In this perspective, shareholders
provide the investment needed to start and expand the firm, and most companies
exist because of shareholders’ desire to increase the value of their investment.
Shareholders hire management, whose primary responsibility is to increase the
wealth of their employers.

Shareholders obtain wealth from the firm in two ways: (1) dividends and other
direct cash payments, and (2) appreciation in stock price. In general these two
methods of adding to shareholder wealth do not conflict; that is, actions that lead
to the ability to pay a high dividend stream are the same actions that increase the
firm'’s stock price. It is therefore customary to equate the maximization of share-
holder wealth with the maximization of stock price.

By looking at stock price we avoid the problems of profit maximization. A well-
functioning or efficient capital market should look beyond accounting choices
and evaluate the timing and risk of promised benefits to determine their true
worth.® Even though the price of a share of stock may be affected on a day-to-
day basis by many factors having no relation to the performance of the firm, in
the long-run the stock market will recognize all the components of value and re-
ward stockholders whose managers act to increase their wealth.

In addition to rewarding shareholders for the use of their funds and for the risks
they bear, it has further been accepted that the goal of maximizing shareholder
wealth leads to two additional contributions to the economic welfare of society:

@ The effective allocation of new investment funds. Companies often need infusions
of additional money from outside investors to finance their operations. The
firms most deserving of these funds are those that use the money best in sat-
isfying their customers. But firms that do an excellent job of satisfying their
customers should be highly profitable and should have a high stock price.
Therefore, firms that act to maximize their share price will be the ones that

6 Elaboration: In financial terms, an efficient capital market is one in which security prices are always
“correct” in that they reflect investors’ best judgment about the future. All available information has
been properly evaluated, and new information is rapidly analyzed and incorporated into security
prices. Studies of the efficiency of the stock market (in particular of the New York Stock Exchange)
have suggested a very high level of efficiency.
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FIGURE 1.4

The logic of share-price
maximization. Private
enterprise, professionally
managed to maximize
share price, should lead
to the highest degree of
economic efficiency.
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deserve to attract new investment capital. This is particularly important to
financial managers, since a key part of their job is to raise money. Companies
must always be positioned to obtain funds as needed.

® The evaluation of investment risks. As they consider giving their money to a busi-
ness firm, investors evaluate the risks they would face. What is the likelihood
that the firm will do well? be average? do poorly? fail? Investors in general
are averse to taking risks and will do so only if properly compensated. They
will demand a higher return from a risky investment than from one with less
risk and will reduce the price they are willing to pay for the firm’s stock if
they see the company taking excessive risks. Management will be able to max-
imize the value of the firm’s stock only if it can provide returns commensurate
with the risks it takes.

Notice how investors provide a powerful signal to a company’s management
through the price they are willing to pay for the firm’s stock. This signaling aspect
of the stock market, providing feedback about risk and return levels, is considered
one of its most important properties.

Figure 1.4 presents the logic of share-price maximization as the traditional finan-
cial goal of the firm. The ultimate objective is to achieve the greatest level of eco-
nomic efficiency. An important requirement for economic efficiency is a vibrant,
well-functioning business sector. This can only be achieved by private enterprise—
entrepreneurial businesses willing to compete and take risks. If successful, many
of these businesses will become large enough to require professional management,
and ownership and management will become separated. Managers will be asked
to act in the best interest of the owners, who will measure them by how much
they have increased the firm’s share price, hence their wealth. In summary, then,
we ask managers to work in the best interests of society, and we measure their
success by how much they increase the firm’s share price.
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Bl Agency Theory

Recently, finance academics and practitioners have devoted attention to describing
and removing an important barrier to effective shareholder wealth maximization:
the differences in motives between a corporations’ stockholders and its professional
managers. These insights are summarized under the title, agency theory.

1. Background to Agency Theory

In agrarian societies prior to the Industrial Revolution, business dealings were
quite simple. Most transactions were exchanges between farmers, shopkeepers,
craftsmen, etc. Transactions were carried out face to face between parties who
often knew each other personally. There was little need to be concerned about
whether other parties to a transaction would fulfill their obligations.

With the arrival of the Industrial Revolution, much of this changed. To produce
new and often complex products, a variety of labor and material resources had
to be brought together. Transactions grew more complicated, many involving re-
lationships between persons who did not know each other. Today, the number,
variety, and complexity of goods and services demanded by consumers are im-
mense. It is commonplace for a business to be operating in dozens of locations
around the world, producing hundreds of different products, requiring thousands
of raw materials and tens of thousands of employees. It is no longer possible to
rely on personal relationships to ensure that all these transactions occur as desired.
It would be very costly to engage in and monitor so many independent transac-
tions; rather, a more formal structure of relationships is required.

The world of business in advanced economies is dominated by corporations. Cor-
porations exist because they provide the formal structure necessary to organize
complex transactions and, in doing so, reduce the cost of doing business. As
Ronald Coase, the winner of the 1991 Nobel Prize in economics, has written’,
firms are formed whenever the cost of making individual transactions exceeds
the additional costs of operating within a business. Consider what you would do
if you had to arrange for the education of a child. You could enter into separate
transactions with each teacher, with suppliers of instructional materials, with a
landlord for classroom space, with a caterer for lunch, etc.; but you would probably
find it easier to contract with a school to provide all the services. Even with all
its internal overhead costs, it is cheaper—in terms of money and effort (and
headaches!)—to employ the school. As a result, schools exist to deliver educational
services. In the same manner, all corporations exist to deliver products and services
cheaply and efficiently.®

2. The Agency Problem

As useful as corporations are, their existence does introduce a new problem into
the maximization of owners” wealth. Recall that shareholders employ professional

7 Reference and observation: Ronald Coase, “The Theory of the Firm, “ Economica 4(1937), pages 386-
405. Note how long it can take for excellent research to be honored—Coase published in 1937 but
was not honored by the Nobel committee until 1991!

8 Cross-Reference: See Appendix 1A to learn more about the characteristics of corporations as well
as proprietorships, and partnerships.
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principal—a person who
employs another to act in
his/her behalf

agent—a person who acts
on behalf of and by the
authority of another

agency problem—the
possibility that an agent
will not act in the best
interests of his/her principal

managers to run the business. Borrowing from legal terminology, we can identify
shareholders as a corporation’s principals and the firm’s professional managers
as the shareholders’ agents. It is quite possible that the goals of the agents, who
make the day-to-day decisions about the direction and activities of the firm, might
differ from the goals of the principals. If so, the manager-agents might not act in
the best interests of the shareholder-principals to maximize owners” wealth. This
is the agency problem.

The agency problem arises from a variety of sources. The six problems discussed
below are frequently cited.

The time horizon problem Because managers spend a relatively short time
in any one position, they have a tendency to slight the long term, favoring deci-
sions that pay off during their tenure on the job over those with longer-term pay-
off, for which they might receive no recognition. They are motivated to ignore
good opportunities that do not produce measurable returns in the short term and
to accept poor opportunities that do well in the short term but ultimately reduce
owners’ wealth. This is especially true if some portion of managers’ compensation
is based on the current year’s profits. The manager-agents look good and receive
their raises and promotions, but at the expense of the shareholder-principals.

The compensation problem Managers typically have considerable influence
over their salaries independent of the “fair” value of their compensation. It is not
uncommon to hear of executives who vote themselves large bonuses or other
forms of compensation that have no connection to their firm’s performance. The
manager-agents are well paid, but at the expense of the shareholder-principals.”

FINANCE IN PRACTICE

Who Gets Paid
First?

In the Summer of 2009, CIT Group, Inc., the large commercial lender, was on the
verge of bankruptcy, and the appropriate compensation for its CEO, Jeffrey Peek,
was being widely discussed as an illustration of the difficulty of aligning management
compensation with corporate performance.

After Peek joined the company in 2003, CIT’s business grew substantially along with
its stock price which reached $61.59/share in February 2007. However, during the
ensuing financial crisis CIT reported $70 billion of losses, and its stock lost 98% of its
value. Critics of Peek blamed him for setting the company on a course that resulted
in wiping out nearly all shareholders’ equity.

Peek’s compensation contract called for him to receive $14.7 million in severance
pay, stock options, pension contributions, and health benefits should there be a
change of control at CIT, a virtual certainty if the company were to enter bankruptcy
proceedings. And, according to U.S. bankruptcy law, as an employee of the company,
Peek would be in line to be paid before the shareholders received anything at all, in-
cluding the U.S. Treasury—which had lent money to CIT as part of its efforts to fore-
stall bank failures.

Reference: Shen, Linda, “CIT’s Peek May Be Paid Ahead of Treasury in Case of Bankruptcy,”
Bloomberg.com, July 18, 2009.

° Reference: This issue was discussed in detail in Graef S. Crystal’s book In Search of Excess (New
York, W.W. Norton, 1991).
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The perquisite problem Managers often add to their earnings by increasing
the nonmonetary forms of their compensation such as luxurious offices, company
cars, and company-paid vacations and credit cards. The manager-agents increase
their overall compensation, but at the expense of the shareholder-principals.

The information problem Managers are insiders, privy to detailed knowl-
edge about all facets of the firm’s operations. Shareholders, on the other hand,
are dependent on managers for their knowledge of the firm. As a result, managers
can limit the information received by shareholders. This information asymmetry
allows managers to make decisions without having to be fully accountable to the
firm’s owners. The manager-agents can get away with making decisions that favor
their own interests at the expense of the shareholder-principals.

The risk-preference problem Managers’ attitudes toward risk may differ
from shareholders’ attitudes. Managers are often unwilling to take on risky op-
portunities that have a good chance of benefiting the firm’s owners. If the oppor-
tunity succeeds, the managers will get little of the benefit; but if the opportunity
fails, they may lose their jobs. Or the reverse might be true: a manager might take
excessive risks not in the shareholders’ best interests in the hope of obtaining a
large bonus. The manager-agents make decisions that protect or enrich themselves
at the expense of the shareholder-principals.

The retained earnings problem Managers may choose to maintain an ex-
cessively high level of cash in the business to provide a cushion against a poor
economic environment. In this way they avoid being blamed for any cash short-
ages that might otherwise develop. They retain a higher degree of the firm's earn-
ings than necessary and pay a lower dividend. The manager-agents protect them-
selves against poor times, but at the expense of the shareholder-principals.

In each of these cases, the agency problem arises because the managers’ best interests
are not consistently the same as the owners’ best interests. The company’s owners
suffer an agency cost, a reduction in their wealth. By contrast, the agency problem
does not exist in a proprietorship, for in that case the manager is the owner—increased
management compensation is simply a change in the form of the owner’s wealth.
Questionable management decisions may turn out to be mistakes, but they are not
mistakes motivated by an agent’s opportunity to take advantage of a principal.

3. Viewing Relationships as Contracts

Recently a comprehensive theory of agency has been developed in finance.!” Each
relationship within the firm and between the firm and outsiders is seen as a con-
tract, an agreement covering each party’s rights and responsibilities. Some con-
tracts are explicit, such as those between the firm and its suppliers, which are in
written form and specify each facet of the relationship. Other contracts are implicit,
not in written form but understood through verbal agreement and common busi-
ness behavior, such as the amount of work per day a non-hourly employee owes
the firm. Contracts often include terms that specify penalties for nonperformance,
for example, lending agreements that stipulate that the lender can claim some of

10 Reference: The seminal work in agency theory is: Michael C. Jensen, and W. H. Meckling, “Theory

of the Firm: Managerial Behavior, Agency Costs and Ownership Structure,” Journal of Financial Eco-
nomics 3(1976), pages 305-360.
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the firm’s assets should the firm default on its promise to pay. Agency theory sees
the firm as a nexus of contracts, a series of many such agreements between every
party within and outside the business.

One advantage of viewing the firm as a nexus of contracts is that it encourages us
to focus on the relationships between the various parties within a business. The con-
cept of a contract provides a framework for delineating each relationship, for dis-
covering whether the parties to that relationship are working together in the best in-
terests of the firm, and for examining what the parties are doing to align their goals.

4. Minimizing Agency Costs

The shareholder-principals of a corporation will want to minimize agency costs,
since each dollar of agency cost saved is one more dollar available to them. In re-
sponse, two broad methods of controlling agency costs have become well estab-
lished: incentives (the carrot) and threats (the stick). We identify below three
classes of incentives and three threats as well as some limitations of these meth-
ods.

Incentives The most common incentives are those that attempt to connect man-
agers’ compensation directly to increases in shareholder wealth. There are three
variations on the theme.

® Salary and bonus plans—These approaches base the agent-managers’ compen-
sation on objectives that are negotiated at the beginning of the year. Salary plans
tie managers’ salaries to their achievements. Bonus plans pay managers a base
salary plus a bonus based on the company’s financial performance.

FINANCE IN PRACTICE

The problem of aligning the motives of a corporation’s professional managers and its
stockholders exists throughout the world, although it takes distinct forms in different
countries. In the United States, the concern is that managers fail to act in stockhold-
ers’ best interest by pursuing their personal gains. In Japan, however, the concern is
that managers adhere too closely to the traditional keiretsu system in which families
of corporations act in their mutual best interest.

One businessperson attempting to change the way Japanese corporations operate is
Yoshihiko Miyauchi, president and CEO of Orix Corporation, a leading Japanese fi-
nancial services firm. A relatively new company, Orix is not a member of a keiretsu.
Mr. Miyauchi has reduced the traditional ceremonial nature of the board of directors.
Orix’s board now has an “Anglo-Saxon style” executive appointments and compensa-
tion committee, and the company is recruiting outside, independent directors for its
board. It is moving from pay based on seniority to a merit-based system and has in-
troduced stock options for middle and upper managers, controversial in Japan be-
cause of the country’s emphasis on egalitarianism.

However, Mr. Miyauchi points out that adopting a management culture modeled after
those of successful western corporations does not mean that the Japanese corporate
governance system must develop in exactly the same way. “When it comes to sushi
versus hamburgers, you don’t have to choose the US way.”

Reference: “Champion of Share Value,” Financial Times, March 30, 2000, page 10.
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Stock-related incentives—These approaches reward managers with company
stock to sharpen their focus on shareholder wealth. In the typical plan, a man-
ager cannot cash out until some time has passed to maintain the manager’s
involvement for the longer term.

Dividend units—This approach gives managers a bonus based on future div-
idends, tying compensation to the cash benefits shareholders receive.

Threats A variety of oversight and control techniques exist at various levels in
most corporations to prevent manager-agents from acting other than in the share-
holders’ best interests. These include the following mechanisms.

The firm’s internal planning and control systems—Planning makes public
what is expected of everyone within the corporation, creating a benchmark
against which to measure results. Knowing that their actions are subject to
scrutiny by their senior management, managers are more careful about doing
what is expected of them.

Corporate governance—A corporation’s board of directors exists to monitor
and control the company’s management. Knowing that their actions are subject
to the scrutiny of the board of directors—which has direct responsibility for
protecting shareholder interests—managers are more careful about developing
and executing plans that will maximize shareholders” wealth.

The market for corporate control—A corporation not acting in the best interests
of its shareholders will experience a decline in stock price as investors perceive
the firm to have less value. This makes it an inviting target for outsiders or frus-
trated managers who can buy enough shares to win control of the company,
throw out board members and managers unresponsive to shareholder interests,
and install new directors and managers more willing to act for the shareholders.

Problems with the Traditional Methods of Minimizing Agency Costs
The problems of using these well-established methods of reducing agency costs
have long been recognized. Three broad problem areas stand out.

Dependence on financial measures—Traditional incentive-oriented methods
of dealing with agency costs often use profits or stock price as their measure
of performance. Managers are encouraged to improve financial metrics over
the time horizon most advantageous to them, which may not be in the best
interests of shareholders.

Conflictual premise—Traditional threat-oriented methods of dealing with agency
costs emphasize the conflicts described by agency theory. In doing so they ignore
areas of shared interests between principals and agents and discourage the de-
velopment of win/win approaches to solving the agency problem.

Reliance on the vertical organization—Traditional approaches to dealing with
the agency problem focus on contracts made between senior managers and
their subordinates, following the vertical structure of the firm. However, the
work of the organization and the relationships crucial for a firm’s success are
more likely to be horizontal, crossing departmental and functional lines. Build-
ing rewards on vertical relationships may discourage collaboration in hori-
zontal relationships.
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Bl Concerns About Shareholder Wealth Maximization

Earlier in this chapter we pointed out the separation between business and society
characteristic of capitalist economies. Important concerns persist about whether
an economy of corporations, each maximizing the wealth of its shareholders, pro-
duces undesirable side effects. We summarize these concerns under two questions:
(1) Does accepting this goal yield a desirable mix of outcomes for society? (2) Does
accepting it lead to desirable actions within corporations?

1. Outcomes for Society

Even when pursuit of shareholder wealth maximization yields the full advantages
of economic efficiency its advocates claim for it, it may still not lead to the best
mix of outcomes for society. A well-performing economy is only one facet—al-
though a very important one—of a country’s social welfare. Other aspects of social
welfare must be successfully addressed for a nation to survive and prosper. In
particular, is shareholder wealth maximization always consistent with a clean and
healthy environment or with society’s notions of economic and social justice? Ma-
jor concerns about this issue have persisted for years. In many countries it is the
defining issue that separates social groups and political parties.!!

Three topics regularly discussed as part of this debate are: (1) income inequality,
(2) the failure of corporations to take socially responsible actions, and (3) poorly
directed business activities.

Income inequality In most societies there is a widely held belief that there is
a tradeoff between economic efficiency and equality of incomes. If the tradeoff
does exist, companies acting to maximize shareholder wealth may be hurting so-
ciety at the same time as they contribute to it. And even if these beliefs are not
accurate, the debate could persist indefinitely because the relationship is so hard
to test empirically.

Failure to take socially responsible actions Companies pursuing share-
holder wealth maximization may perceive little or no incentive to use their re-
sources to provide for the social welfare either of their employees or of non-em-
ployees. For example, until mandated by legislation, many companies spent very
little on workplace safety, employee health care, or employee pensions. And even
though, when viewed in hindsight, the benefits companies derived from being
more socially responsive might well have been greater than the costs in many
cases (thus actually increasing the companies’ success in pursuing shareholder
wealth), this does not mitigate the social losses arising from the companies’ earlier
lack of social responsibility.

Poorly directed business activities The pursuit of shareholder wealth max-
imization leads to a mixture of products and services that is not always consistent

1 Elaboration: In the United States, for example, this division is the primary distinction between
many of the positions of the Republican and Democratic parties. Although it is dangerous to sum-
marize any one of a political party’s positions in a few words, for the most part, the Republicans
see the benefits from a well-functioning economy as a paramount goal and the precursor to most
social possibilities, while the Democrats believe that more far-reaching social goals must be pursued
in parallel to economic goals, even if that results in somewhat less economic efficiency.
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with the needs or desires of the overall population. Rather it reflects the demands
of those at the high end of the income distribution. To some, it seems inconsistent
with social welfare that there are over 50 brands of sugared cereals on supermarket
shelves at the same time that many people cannot find adequate shelter or health
care. Similarly, profit maximization by itself does not discourage producing and
marketing products and services harmful to society.!? In fact, the more profitable
an activity, the more it is encouraged by a goal that looks only at the benefits ac-
cruing to shareholders and ignores the costs borne by society.

2. Actions Within the Firm

At least four concerns exist about the internal operations of companies using
shareholder wealth maximization as their goal. These concerns can be expressed
in terms of four questions many managers have had trouble answering to their
own satisfaction: (1) Is the shareholder wealth maximization goal a useful mea-
suring stick? (2) Does it create the right image for the company? (3) Does it inspire
employee commitment? (4) Does it encourage ethical behavior?

A useful measuring stick? To be useful in guiding day-to-day action, share-
holder wealth maximization needs to provide clear and valid guidance to man-
agers. Some financial managers are convinced it does exactly that. However, other
finance professionals see limitations to share price maximization as a useful man-
agerial guideline. Perhaps the greatest concern is about the temptation to take ac-
tions that increase short-run share price at the expense of long-run share price.
Many financial managers believe it is possible to fool the market—at least in the
very short run—to look good this week or month at the expense of things not
going as well at some time in the future. They are very uncomfortable with mea-
surement systems that encourage them to sacrifice the future strength of their
company for current appearances of high performance.

Creating the right image? One major disadvantage of shareholder wealth
maximization as the goal of a company is the message it sends to those outside
the firm. The consistency between maximizing shareholder wealth and serving
customers with excellence, treating suppliers with integrity as partners, and con-
tributing to society has not been easy to communicate. The public is aware of so
many examples of companies that in their single-minded search for profits have
not achieved desirable social outcomes, that any company touting such a goal
faces the task of explaining how its pursuit of only a high share price will lead to
behavior different from that of other companies with apparently the same goal.

Inspiring commitment? Many managers are also concerned about the image
this goal would project within their company. Think back to the most recent time
you made a personal sacrifice in contributing to a company you were working
for—when you inconvenienced yourself to go well beyond the minimum required
of you and when you knew there was almost no likelihood you would be re-
warded or even recognized for your extra effort. Did you put the company’s in-

12 Observation: Illicit drugs, tobacco, and handguns are examples of highly profitable products that
cause significant damage to many people as are activities that pollute or otherwise degrade the en-
vironment.
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terest ahead of your own in the hope that you would add 0.00000001 dollars to
the value of each share in your company? We suspect not.!

Much more likely, you did what you did for a very different reason. Perhaps you
did not want to let down an internal or external customer or a member of your
work group. Maybe you cared about how the company would look if you did not
put forth the extra effort, or perhaps the reason was simply that the personal pain
of doing less than your best was greater than the sacrifice required to do what
you knew was right. The trouble with telling people that the entire purpose of
their work is to enrich someone else is that it sends the wrong message—that we
are being used for a purpose that sounds less than noble to most of us and seems
to demean our commitment and our sacrifices.

Encouraging ethics? Many managers believe that high corporate ethics are
not just morally correct but also good business. However, the call for maximizing
share price may not always carry with it an equally loud insistence on maintaining
high ethical standards while doing so. Where the only goal is share price, ethics
has sometimes taken a back seat to making more money.

Bl Emerging New Approaches That Begin

Reintegrating Societal and Shareholder Interests

We have seen that relying on shareholder wealth maximization to provide the best
mix of benefits for the community raises problems that are real and may never be
solved fully. However, the seriousness of these concerns and frustrations in dealing
with them, both within and outside corporations, continue to encourage new solu-
tions. Three emerging approaches may offer new alternatives for reducing such con-
cerns: (1) a broader definition of the agency conflict, (2) efforts to align goals through-
out the organization, and (3) a recognition of the value of a sequence of goals.

1. A Broader Definition of the Agency
Conflict

The actions that managers take to enrich and benefit themselves at the expense
of shareholders rarely harm simply their principals. Those actions very frequently
damage the entire company and all its stakeholders. Whether the actions are self-
promoted excessive compensation, self-protecting decisions that trade company
opportunities for nonthreatening managerial tenure, or short time horizons that
damage future company viability, all stakeholders are losers. Framing the agency
problem exclusively in terms of losses borne by shareholders is a limited way to
define the issue. Because many shareholders have only a transient involvement
in the company and a very narrow interest at that, placing exclusive attention on
possible losses borne by them runs the risk of obscuring and trivializing this much
larger issue. Shareholders and all other stakeholders have a vital interest in the
effective performance of manager-agents. Broadening the definition of the agency

13 An invitation: If that was the reason, please write or call us and tell us about it (our addresses and
phone numbers are in the “To the Instructor” and “To the Student” sections at the beginning of the
book). We are delighted to learn when our predictions are inaccurate. However, we don’t anticipate
getting many calls.
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issue may be one step in gaining full support for finding more effective means of
solving it.

2. Aligning Goals Throughout the
Organization

The requirements of global competitiveness and modern quality-focused manage-
ment systems stress the pursuit of harmony and alignment of interests of all parties
within a company and between the firm and its environment. Unless all parts of
a business work together, it is impossible to produce low-cost products and ser-
vices of competitive quality. And without competitive products and services, the
firm cannot survive, much less maximize shareholder wealth. Fortunately, modern
management approaches offer new solutions to integrating the interests of share-
holders and society.

Using process-focused goals Modern quality-focused management ap-
proaches seek to concentrate every employee’s and manager’s attention on the
connection between the needs of customers and the internal productive processes
that meet those needs. Efforts are directed toward improving the way the firm
designs, produces, markets, delivers, finances, etc. its products and services. By
doing so the firm lowers its costs while creating more value for its customers,
often permitting it to charge premium prices. The result is increased profitability
and share price, but this comes from a focus on processes not on financial num-
bers.

Building on people’s integrity Many organizations have extensive controls
within their management systems that focus on the dark side of our nature, our
selfishness and lack of integrity, and ignore our good side, our trustworthiness
and selflessness. Implicitly they say that organizations must be designed to protect
themselves from those of us who cannot be trusted. In doing so, they invite all of
us to respond in kind—to earn that distrust.

A major aspect of modern management approaches is the pursuit of organizational
designs based on the “98% of us who can be trusted to work collaboratively with
others in pursuit of valued organizational goals” rather than on the “2% who can-
not be trusted to do so.” One approach involves asking all organizational members
to identify their customers and suppliers, inside or outside the firm, and to create
customer-supplier alignments. These alignments permit both parties to gain a
fuller understanding of the other’s needs, permitting suppliers to meet and exceed
their customers’ expectations.

Another approach is to support individuals and work units in designing, in-
stalling, and operating their own control methods, i.e., a system of self-control.
Early experiences with such systems have been very encouraging, even at a stage
when our knowledge and skills for developing them are quite modest.

Focusing on cross-functional relationships Modern quality-focused man-
agement approaches recognize that the formal organization chart is often an im-
pediment to cooperation. As a result they place great emphasis on breaking down
those barriers and work hard to forge the cross-functional relationships necessary
to make their processes work smoothly and accurately.



24 Part | Introduction

NET Present Value
You can learn more about
Fedex Corporation at
www.fedex.com and
about Johnson & Johnson
Corporation at

WWW.jnj.com

3. A Sequence of Goals

To maximize stock price, management must integrate its goals into a sequence
that builds from one goal to the next. FedEx Corporation captures this concept in
its motto “People, Service, Profits,” which identifies the order in which value is
created. Federal Express managers think first about their employees (the people
in the motto): how to empower them and provide the resources they need to excel
at their jobs, to act boldly on their own initiatives when unforeseen customer
needs arise, and to improve every part of the company. Success with employees
is the critical prerequisite for high-quality service. And sustained profitability is
only possible after people and service have been taken care of. This is not to say
that profits are a lower priority than people or service—rather, to achieve profits
it is first necessary to have well-treated employees and well-served customers.

The Johnson & Johnson Company has described the sequenced goal approach as
well as any company. The statement they call “Our Credo” is reprinted as Fig-
ure 1.5. The sequenced goal approach translates in practice to continually striving
to exceed the expectations of all stakeholders. In doing so firms will:

On a Day-to-Day Basis

1. Treat customers like royalty, providing the best possible products and services
at attractive prices at all times.

2. Treat employees fairly, paying a fair wage and providing benefits, excellent
working conditions, and opportunities for personal and professional growth.

3. Treat suppliers and creditors with respect and courtesy, negotiating firmly yet
also seeking win/win agreements and scrupulously honoring contracts.

4. Treat neighbors as they would wish to be treated.

5. Constantly strive to reduce costs, increase quality, and add to market share in
all aspects of the business.

On a Long-term Basis

6. Treat shareholders to the high returns that will come from properly imple-
menting the day-to-day actions.

The sequenced goal approach provides a practical method of achieving the finance
goal of shareholder wealth maximization by putting customers and other stake-
holders first. Yet there is an irony here: as recounted in this chapter, firms that di-
rectly pursue high stock price may, in that pursuit, do many things that eventually
drive their stock prices to progressively lower levels. In the sequenced goal ap-
proach, share price maximization still plays a role. But it is restored to its rightful
original place—as the result of doing other things well and not as the first place
for management to direct its attention. Only by first satisfying the firm’s other
stakeholders can management produce a successful and valuable firm.

Seemingly the reverse of the traditional approach, this far-from-new approach be-
gins with customers and employees and ends with shareholders. By beginning
with share price, management often can get derailed before reaching its other
stakeholders. By beginning with customers and employees, the firm rarely gets
derailed on the way to high stock price.
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Our Credo

We believe our first responsibility is to the doctors, nurses and patients,

to mothers and fathers and all others who use our products and services.

In meeting their needs everything we do must be of high quality.
We must constantly strive to reduce our costs
in order to maintain reasonable prices.
Customers’ orders must be serviced promptly and accurately.
Our suppliers and distributors must have an opportunity
to make a fair profit.

We are responsible to our employees,
the men and women who work with us throughout the world.
Everyone must be considered as an individual.

We must respect their dignity and recognize their merit.
They must have a sense of security in their jobs.
Compensation must be fair and adequate,
and working conditions clean, orderly and safe.

We must be mindful of ways to help our employees fulfill
their family responsibilities.

Employees must feel free to make suggestions and complaints.
There must be equal opportunity for employment, development
and advancement for those qualified.

We must provide competent management,
and their actions must be just and ethical.

We are responsible to the communities in which we live and work
and to the world community as well.
We must be good citizens — support good works and charities
and bear our fair share of taxes.

We must encourage civic improvements and better health and education.

We must maintain in good order
the property we are privileged to use,
protecting the environment and natural resources.

Our final responsibility is to our stockholders.
Business must make a sound profit.
We must experiment with new ideas.
Research must be carried on, innovative programs deve|oped
and mistakes paid for.
New equipment must be purchased, new facilities provided
and new products launched.
Reserves must be created to provide for adverse times.
When we operate according to these principles,
the stockholders should redlize a fair return.

WW&QMWW
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4. Global Sustainability

The goal of shareholder wealth maximization is intended to achieve the highest
level of economic efficiency in a society. However, the goals of many societies are
not solely financial but include social and environmental objectives as well. Busi-
nesses are expected to pursue these additional goals as they seek to maximize
their economic value.

One widely accepted set of additional goals for business is the principles of the
UN Global Compact, an initiative of the United Nations. Participating businesses
voluntarily commit to uphold ten social and environmental principles with respect
to the protection of fundamental human rights, the elimination of discriminatory
and abusive labor practices, the protection of the environment, and the abolition
of corruption as they pursue their financial goals. Figure 1.6 lists these ten prin-
ciples.!#

Another way to capture the increasing desire of societies to integrate financial
goals with environmental and social objectives is captured in the term "global sus-
tainability," the simultaneous pursuit of financial / economic success, environmen-
tal preservation, and social inclusion as suggested by Figure 1.7. Unlike the small
businesses that Adam Smith studied at the time of the Industrial Revolution—
firms that had little or no impact on the environment or society—today’s large
corporations can significantly damage or contribute to the world’s ecological and
social well-being by the way they operate and through the products and services
they produce.'® Society is increasingly demanding that companies consider all
three objectives as they set their business goals. And, as recent experience has
demonstrated, firms that pursue shareholder wealth maximization at the expense
of social and environmental goals run the risk of serving neither society nor their
shareholders.1®

hree days after Liz Horne and Mike Cantrell put their initial ideas for a
financial training program on flip-chart pages, they returned to the same
conference room with their laptops to hammer out a short report to the CFO.

“Wow,” said Liz, “you can learn a lot—and get pretty confused—in three days
when you ask a question that a lot of people are interested in, can’t you?”

“Yep,” Mike replied. “The treasurer points out how different the finance course
he took three decades ago was from the current business school syllabus we
showed him. And then, in the same breath, he points out a bunch of concepts
in that same syllabus that he learned 30 years ago and still uses today. It looks
as if there’s lots of change and lots of stability at the same time.”

14 Reference: United Nations, Corporate Citizenship and the World Economy, 2008.

15 Reference: The relationship between the increased power of business to impact the environment
and society and the goal of the firm is the subject of Frank Werner’s recent novel, “The Amazing
Journey of Adam Smith,” CreateSpace, 2010.

16 Example: The Deepwater Horizon oil spill by British Petroleum in 2010 was due in part to decisions
about how much to spend on ensuring the integrity of the well. Although the company avoided
some spending in the short term, the ensuing spill severely damaged the ecology and economy of
the Gulf of Mexico while costing the company, hence its shareholders, tens of millions of dollars in
fines, cleanup costs, and lost revenues.
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Human rights
Principal 1:  Businesses should support and respect the protection of internationally proclaimed hu-
man rights; and
Principal 2:  make sure that they are not complicit in human rights abuses.

Labour
Principal 3:  Businesses should uphold the freedom of association and the effective recognition of the
right to collective bargaining;
Principal 4: the elimination of all forms of forced and compulsory labour;
Principal 5: the effective abolition of child labour; and
Principal 6: the elimination of discrimination in respect of employment and occupation.

Environment
Principal 7:  Businesses are asked to support a precautionary approach to environmental challenges;
Principal 8: undertake initiatives to promote greater environmental responsibility; and
Principal 9: encourage the development and diffusion of environmentally friendly technologies.

Anti-corruption
Principal 10: Businesses should work against corruption in all its forms, including extortion and
bribery.

FIGURE 1.6

The ten principles of the United Nations Global Compact. The principles deal with human rights, fair labor
practices, environmental protection, and anti-corruption efforts.

“Okay,” said Liz, “here’s my memory of what we agreed upon late yesterday:
(1) There are some key concepts and tools to be learned. (2) Finance has spe-
cialized skills and a unique role in the company. In that sense finance people
are different—and at the same time, finance people are members of the whole
organization; in that sense they are the same as everyone else. And (3) some
of what finance does today will change and some will not . . . and nobody
knows for sure which part is which.

“Let’s summarize what the program might look like. We start with an introduc-
tion to finance where we cover data, time value of money, and money rates.
Next we look at how the company raises its money. Then we cover risk and re-
turn. From there we study the financial decisions that add value to the firm. We
finish up with a look at how the company provides returns to its investors. How
does it sound?”

FIGURE 1.7

Global Sustainability. The
simultaneous
achievement of
economic, social, and
environmental success is
the emerging goal of
many societies.

“It sounds like a new kind of textbook!,” Mike replied laughing. “Let’s see what
Robust Social

the CFO says.”
Economy ‘ Inclusion
)

Healthy
Environment
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Summary of Key Points

Identify what the subject of finance deals with and
how it differs from traditional economics, and or-
ganize finance along two useful dimensions. Fi-
nance is about money: how a firm gets it, uses it, and
distributes it. Finance draws heavily from economic
thinking but is distinct from economics. Unlike
macroeconomics, which looks at economies taken as
a whole, finance studies individuals and business
firms. Unlike microeconomics, which looks at phys-
ical transformations within a business, finance stud-
ies money flows. Finance may be divided into three
areas of academic study and career paths: financial
managing, investment analysis and management,
and financial markets and institutions. The concerns
of financial managers may also be divided into three
areas: the financial environment, financial instru-
ments, and financial managing. Financial managers
must also know how to manage well to be success-
ful.

Recount how the finance discipline evolved in re-
sponse to changes in the business environment.
Finance evolved over the twentieth century from a
descriptive subject to an analytic discipline. Theory,
mathematics, statistics, and computing power have
been joined to create a rich body of knowledge which
can guide the financial manager in making good de-
cisions. Of late, theorists have been recasting finan-
cial concepts in a broader framework in response to
new developments in the business environment and
in management systems

Explain why it is important for a business to have
goals, why profit maximization was the original goal
recommended by the early microeconomists, and why
shareholder wealth maximization replaced profit max-
imization as the firm’s financial goal. Goals are nec-
essary to judge the value of any action. Since business
has such an enormous effect on most aspects of society,
it is important that the goal(s) of business be chosen
wisely to provide maximum benefit. Early economists
demonstrated that profit maximization leads to an effi-
cient use of resources and a high degree of economic ef-
ficiency under conditions of perfect competition. How-
ever as the world grew more complex, the difficulty of
measuring profits as well as the new dimensions of the
timing and risk of benefits convinced economists that a
more comprehensive goal than profit maximization was
needed. They concluded that an economy composed of
firms acting to maximize the wealth of their owners
would achieve the classical benefits of economic effi-
ciency. In addition it would provide for the effective al-

location of investable funds and the proper evalua-
tion of business-related risks.

Identify the problems in maximizing shareholder
wealth addressed by agency theory. In a corporation
with professional management, the interests of the man-
ager-agents are often not the same as those of the share-
holder-principals. This “agency problem” leads to
agency costs, reducing the value of the company to its
owners. Agency costs arise from a variety of sources in-
cluding differences in time-horizon and risk-aversion,
management’s control of its own compensation, infor-
mation asymmetry, and attitudes toward retaining earn-
ings. Agency theory frames the firm as a nexus of con-
tracts, a series of implicit and explicit agreements
among all parties affected by the firm which define re-
lationships and are designed to limit potential conflicts
of interest. Well-established methods of minimizing
agency costs include the “carrots” of various incentive
compensation schemes and the “sticks” of management
control systems, corporate governance, and the market
for corporate control. Accumulating evidence suggests
that there are problems with these techniques. In par-
ticular, the use of financial measures for day-to-day
managerial guidance, the emphasis on preventing con-
flict rather than building cooperation, and the focus on
relationships delineated by the formal organization
chart often prevent companies from achieving high
shareholder wealth.

Identify longstanding concerns about the undesir-
able side effects of shareholder wealth maximiza-
tion being the goal of business firms. Even strong
advocates of shareholder wealth maximization have
long recognized important social trade-offs inherent
in this goal. Although an economy of firms acting to
maximize shareholder wealth can achieve significant
economic benefits, the accompanying social costs
such as income inequalities, failure to take socially re-
sponsible actions, and poorly directed business activ-
ities are unattractive to most of us. Concerns about
what may happen when shareholder wealth is used
to guide a company include difficulties in applying
the concept in practice, problems communicating to
society the advantages of this goal, its weakness as a
theme for inspiring commitment, and its potential for
encouraging selfish and unethical behavior.

Explain how emerging approaches may reduce some
of the concerns about shareholder wealth maximiza-
tion as a goal. Aligning goals throughout the orga-
nization, the sequenced goal approach, and global
sustainability all emphasize the consistency of inter-
ests among parties. They provide more effective ways
to manage, and they suggest that maximizing
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shareholder wealth can only be accomplished on a sus- 5. If you were to start a business, what would you set as
tained basis by serving the needs of customers, em- its goal? Suppose your business grew to employ 50
ployees, and other stakeholders on both a day-to-day people. Would this change your answer? What if you
basis and long-term basis. These new approaches hold had 1,000 employees?
the promise of reduc.ing or removing many of the con- 6. What are the problems with the economic rule of max-
cerns about undesuabl.e .soc'letal consequences of imizing profits? In what ways does the use of share-
shareholder wealth maximization. holder wealth as the firm’s goal solve these problems?
. 7. Why is an efficient capital market necessary for the
Questions shareholder wealth maximization goal to be effective?
1. How is the discipline of finance (a) similar to and 8. Give an example of an agency cost. If you were a share-
(b) different from the discipline of economics? holder of a company, how might you attempt to min-
2. Give an example of how each piece of the financial en- imize it?
vironment listed below affects the business firm: 9. Identify an instance from your experience or readings
a. the economy d. ethical standards in which a firm, aiming to maximize shareholder
b. the political scene e. social norms wealth, has caused damage to society.
c. the law 10. What is the sequenced goal approach? Why is it im-
3. What does a financial manager do for a living? portant for managers to sequence their goals?
4. What is a stakeholder? For each stakeholder listed be- 11 What is the UN Qlopal Compact? Identify the Global
low, identify its relationship to the business firm: Compact’s ten principles.
a. customers e. neighbors 12. What is meant by Global Sustainability? Why are some
b. employees f. lenders companies looking beyond shareholder wealth as they
c. suppliers g. investors set their goals?
d. governments 13. Why do you think finance is the most popular area of

concentration at many schools of business?

APPENDIX 1A

FORMS OF BUSINESS
ORGANIZATION

In the United States, businesses are organized into three legal forms: proprietor-
ships, partnerships, and corporations. Each form is appropriate for a certain size
and complexity of business. Each provides its owners certain benefits in practice
and under the law. And, as we will see in Appendixes C and D to Chapter 3, cor-
porations are taxed differently from proprietorships and partnerships. Figure 1A.1
summarizes key information about U.S. businesses. Although corporations make
up only 18% of business organizations in the United States, corporations tend to
be large relative to proprietorships and partnerships and account for 81% of the
receipts and 62% of the profits of all firms.

Proprietorships Proprietorships are businesses owned by one person or one
family. New businesses and small “mom and pop” stores are typically proprietor-
ships. They are easy to start—there are no legal formalities other than perhaps a
license—and they permit prompt and responsive decision making since authority
is centered in the owner/operator. But proprietorships typically suffer from a lack
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Introduction

general partnership—a
partnership in which all
partners share equally in
decision-making authority
and liability

limited partnership—a
partnership in which some
partners receive limited
liability in return for limited
authority

of resources. Managerial talent is limited by the abilities of the owner. Financing
is limited to the owner’s finances plus what can be borrowed. Liability, on the
other hand, is not limited to the firm'’s assets; the owner is personally responsible
for the firm’s debts and its products and services. Proprietors add the income from
their business to any other personal income and pay taxes under the personal tax
system.

Partnerships Partnerships are businesses owned by some number of unrelated
individuals. The partners sign an agreement that specifies each partner’s respon-
sibilities and rewards from the business. In general partnerships, all partners are
equal and share in authority and liability; most operating partnerships such as ac-
counting and law firms are organized in this way. Alternatively, the partnership
may be a limited partnership, typically used for investment purposes. In this
form, one or more “general partners,” typically the organizers of the partnership,
have the decision-making authority and assume full personal liability while the
remainder are “limited partners,” with limited authority but also a liability limited
to the amount of their own investment. The Uniform Partnership Act and Uniform
Limited Partnership Act, adopted in all 50 states, regulate partnership contracts
and provide solutions when the partners have omitted something from their agree-
ment. If any partner leaves the business, the partnership formally dissolves and
a new partnership agreement must be drawn up. The presence of several partners
provides a greater depth of managerial skills and access to more sources of financ-
ing as compared to a proprietorship. Like a proprietorship, partners add their
business income to their personal tax returns.

Corporations Corporations are legal entities with rights and privileges sepa-
rate from those of their owners. They live on regardless of who owns them. There
is no “Uniform Corporation Act;” rather, each state has its own corporation law,
and corporations often choose to incorporate in states with the most lenient laws

FIGURE 1A.1

Recent statistics about
U.S. businesses. Although
only 18% of businesses
are organized as
corporations, they
account for 81% of
receipts (sales) and 62%
of profits.

Businesses in the United States

1,341
(4%)

5,887
(18%)

2,390
(62%)

24,075
(72%)

Number (000)
33,423

Receipts ($billions) Profits ($billions)

|:| Proprietorships . Partnerships . Corporations

US Internal R Service SOI Tax Stats - Integrated Business Data, 2013, table 1.
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such as Delaware and Pennsylvania. In return for their investment, the corpora-
tion’s owners receive shares of stock which may be sold to others, thus permitting
ownership of the corporation to change freely and easily. Large corporations can
free themselves from most of the limitations of proprietorships and partnerships.
Since the managers need not be the owners, corporations can employ professional
management. Financing opportunities are excellent: by selling small amounts of
stock to many non-manager owners, the corporation can raise significant amounts
of equity, which then permits large-scale borrowing. In addition, the corporation’s
liabilities are not the responsibility of its owners—there is a legal separation of
corporate and owner debts. Corporate profits are subject to a different tax than
proprietorships and partnerships.

CASE
JILL McDUFF

Jill McDulff stopped taking notes for a moment and looked around the room. One hour ago the eight
other faces were those of strangers, but already it seemed to her as if she had known each of them
much longer. Each face was different; yet in its own way, each was familiar. She glanced again at the
name cards on the desk in front of each one. There was Shoji from Tokyo, Kim from Seoul, and
Anisha from India. Marek from Poland, Hamisi from Tanzania, Fernando from Spain, and Jodo from
Brazil. Each spoke with a different accent, yet each had a degree in finance. They were totally different,
yet they were all the same.

Jill was from Glasgow, Scotland, where she was employed by a company that manufactured and distrib-
uted a range of products in its local market. Like her counterparts around the table, she had been invited
to the headquarters of the Trinetics Corporation, a rapidly growing electronics firm in California’s Silicon
Valley, south of San Francisco Bay. Trinetics’s business with multinational companies was increasing, and
it was interested in establishing international sales and production relationships to serve its customers’
overseas facilities more effectively. Each company invited to the meeting was highly respected in its coun-
try and was one that Trinetics thought would be an attractive partner. Since Jill's company was eager to
attract more business from U.S. manufacturers, she had jumped at the chance to attend.

The eighth face belonged to Arthur Martin, Marty as he liked to be called, the person chairing the meeting.
Marty was the chief financial officer (CFO) of Trinetics and was leading the company’s project to expand
its overseas business. He was presently in the midst of a formal presentation about Trinetics’s product
line: how Trinetics’s products were of the highest quality, in high demand, and sure to represent a profitable
line of business for each of the companies represented in the room.

When Marty finished his presentation and the group broke for coffee, Jill found herself in animated dis-
cussion with several of the others. She found the conversation fascinating and enjoyed learning more
about this very diverse group. It struck her that this meeting was a microcosm of the changes many com-
panies were facing in response to the globalization of business. As she returned to her chair, she jotted
down three questions that she wanted to come back to later in the day. The questions on Jill's pad were:

1.  What opportunities and barriers will Trinetics Corporation and my company face as they learn to
do business together?
2. What old and new skills will Marty and the rest of us need in our new relationships?

3. What can I do, as a finance professional, to make sure the relationship between the companies
operates as smoothly and profitably as possible?



