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1. Our Goals for the Book

To present finance in a clear and consistent manner
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To organize the book based on the way financial managers conceive
their work

To make the book consistent with the direction of business educa-
tion

To capture the implications of the quality and sustainability revolu-
tions for financial practice

To equal or surpass the best features of other textbooks
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To provide instructors flexibility in using the book
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2. Advantages for Students, Instructors, and
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For students

For instructors

For society
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xii         To the Instructor
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T O  T H E  S T U D E N T

Skim the entire book in advance

Read the section entitled “To the Instructor”

Put yourself in the chapter opening vignettes

Work each example problem you encounter while you are reading a
chapter
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xxii      To The Student

Relate the examples about company practices to your experiences

Use the footnotes labeled “Cross-reference” as a hypertext device

Look carefully at the total results of each homework problem

Take advantage of the end-of-book “Summary of Mathematical Re-
lationships” and “Summary of Financial Ratios”

Use the end-of-book “Glossary” as a second index

Jim discovers the true value of his textbooks
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Chapter 1
What is 

Financial Managing?

Chapter 2
Continuity and Change
in Financial Managing

Chapter 3
Data for Financial

Decision Making

1

In Part I 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.

PART I

INTRODUCTION
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CHAPTER 1

WHAT IS

FINANCIAL

MANAGING?

iiz 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. I 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 I was in
school, I 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?”
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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.”

Key Points You Should Learn from This Chapter

��

��

��

��

��

��

3

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
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(1) Loans

(6)
Dividends
and stock

repurchase

(4)

Financial Markets

Product and Service Markets

(2) (3)

Lenders

Investors

Governments
and Society

Governments

Neighbors

The Business
Organization

Suppliers

Resources

Payments

Employees

Wages

Customers

Services Products and
services

Receipts

(5)
Interest and
repayment

Social
spending and 
consciousness

(1)
Investment

Taxes

Services

Support

Introductory Concepts—What Is Finance?

4           Part I  Introduction

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

FIGURE 1.1
Money flows of a
business. The firm
(1) raises money,
(2) purchases inputs and
(3) sells outputs,
(4) shares its profits with
governments and society,
(5) pays its debts, and
(6) provides returns to its
investors.
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1. Organizing Finance by Academic Studies
and Career Paths

                                                                                                                Chapter 1  What is Financial Managing? 5

Financial
management of
multinationals

Capital
budgeting

Working
capital

management
Areas of

specialized
study

and work

Derivatives and
financial

engineering

Portfolio
management

Investment
analysis

Money and
capital markets

Commercial
banking

Investment
banking

Financial managing Investments Markets and institutions

CORE FINANCE CONCEPTS AND TOOLS

THREE BRANCHES OF FINANCE

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.

stakeholders—persons and
organizations affected by
the actions of a business
firm
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2. Organizing Finance Around the Concerns
of Financial Managers

The financial environment

Financial instruments

Financial managing

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

6           Part I  Introduction
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Merger, consolidation, economies of scale

Divestiture, antitrust, banking

Securities, financial markets

Bankruptcy, reorganization, time value

Shareholder wealth maximization

Asset analysis and management

Financing mix

Investor and capital market behavior

Risk, deregulation, corporate control, derivatives

New management systems, globalization, Internet

Financial crisis, China

Global sustainability, fintech, cryptocurrencies

1900

1910

1920

1930

1940

1950

1960

1970

1980

1990

2000

2010

2020

��  The Development of the Finance Discipline
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FIGURE 1.3
A timetable of financial
thought. The finance
discipline continues to
evolve in response to
changes in the business
environment.

NET Present Value 
The American Finance
Association is recording
interviews and lectures by
many of the giants in the
field which may be found
at:
http://afajof.org/?page=ma
stersoffinance
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��  The Purpose of the Firm

1. The Need for Goals
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securitization—issuing
securities backed by the
cash flows of a group of
financial assets

global sustainability—the
long term maintenance and
improvement of human
well-being through the
combination of economic
success, a cleaner and
healthier environment, and
increased social justice

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

fintech—new technologies
applied to financial
products and services 

cryptocurrencies—virtual
currencies that use
encryptions to secure
transactions
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2. The Role of Business in Society

10         Part I  Introduction

NET Present Value
The International
Association for Business
and Society, at
www.iabs.net, brings
together scholars who
study these issues

capitalist economic
system—an economy
marked by private
ownership of businesses
and the resources necessary
for producing goods and
services

MFM5.0 Chapter 01 body.qxp_MFM3.2 Chapter 01 body  5/15/18  1:49 PM  Page 10



3. The Microeconomic Goal: Profit
Maximization
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economic profits—the
money returns to the
investors in a firm

profit maximization—the
act of managing a firm so
as to increase its economic
profits to the maximum
possible level

competitive market—a
market in which no
participant has enough
economic power to
influence prices

efficient allocation of
resources—directing the
resources of an economy
(money, labor, machinery,
land, etc.) to those
businesses where they can
produce goods and services
of the greatest value

accounting profits—the
bottom number on an
income statement using
rules of measurement
determined by accounting
authorities
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12         Part I  Introduction

                              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

Different Risk LevelsExample

                                                      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

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 StreamsExample

MFM5.0 Chapter 01 body.qxp_MFM3.2 Chapter 01 body  5/15/18  1:49 PM  Page 12



4. The Traditional Finance Goal: Maximization
of Shareholder Wealth

�   

                                                                                                                Chapter 1  What is Financial Managing? 13

professional managers—
individuals employed by a
firm to direct its activities
because of their expertise.
They are distinguished from
owner-managers, individuals
who find themselves
managing a firm because
they own it

shareholder wealth—the
total value of an investment
in the common stock of a
company, measured by the
price at which the stock
could be sold

efficient capital market—a
financial market in which
security prices fully contain
the meaning of all known
information
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Goal Means Measurement

A vibrant
business sector

which requires

Successful private
enterprises

which leads to

Professional
management

which

seeks

Maximization
  of shareholder

     wealth

which yields

Maximization
   of share price

requiresEconomic
efficiency

�   

14         Part I  Introduction

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.

signaling—the process of
conveying economic
information
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�� Agency Theory

1. Background to Agency Theory

2. The Agency Problem

                                                                                                                Chapter 1  What is Financial Managing? 15
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The time horizon problem

The compensation problem

16         Part I  Introduction

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.

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
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The perquisite problem

The information problem

The risk-preference problem

The retained earnings problem

3. Viewing Relationships as Contracts
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contract—an agreement
between parties specifying
each party’s role in the
relationship

agency cost—the reduction
in a principal’s wealth when
an agent does not act in
the principal’s best interests

information asymmetry—
the condition in which a 
firm’s manager-agents know
more about the firm than
its shareholder-principals
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4. Minimizing Agency Costs

Incentives

�

18         Part I  Introduction

FINANCE IN PRACTICE

The Agency
Problem in Japan

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.

nexus of contracts—an
interconnection of many
contracts

NET Present Value
Microsoft is a company
that uses stock options as
part of its executive
compensation package.
To learn more see the
company’s website:
www.microsoft.com/invest
or/reports/ar15/index.html
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�

�

Threats

�

�

�

Problems with the Traditional Methods of Minimizing Agency Costs

�

�

�
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��  Concerns About Shareholder Wealth Maximization

1. Outcomes for Society

Income inequality

Failure to take socially responsible actions

Poorly directed business activities
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2. Actions Within the Firm

A useful measuring stick?

Creating the right image?

Inspiring commitment?

                                                                                                                Chapter 1  What is Financial Managing? 21
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Encouraging ethics?

��  Emerging New Approaches That Begin 
Reintegrating Societal and Shareholder Interests

1. A Broader Definition of the Agency
Conflict

22         Part I  Introduction
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2. Aligning Goals Throughout the
Organization

Using process-focused goals

Building on people’s integrity

Focusing on cross-functional relationships

                                                                                                                Chapter 1  What is Financial Managing? 23

customer-supplier
alignment—a close working
relationship between two
parties, one of whom
supplies the other, to
ensure that the needs of
each are being met
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3. A Sequence of Goals

24         Part I  Introduction

NET Present Value
You can learn more about
Fedex Corporation at
www.fedex.com and
about Johnson & Johnson
Corporation at
www.jnj.com
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FIGURE 1.5
The Johnson & Johnson
Company credo. Notice
their use of the
sequenced goal
approach: first
customers, then
employees, then
communities, and finally
stockholders.
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4. Global Sustainability

qhree 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.”

NET Present Value
Information about the UN
Global Compact, its
membership, and its
initiatives may be found
at
www.unglobalcompact.or
g
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“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?”

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

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.

Robust 
Economy

Social 
Inclusion

Healthy 
Environment

Sustainability

FIGURE 1.7
Global Sustainability. The
simultaneous
achievement of
economic, social, and
environmental success is
the emerging goal of
many societies.
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Summary of Key Points
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Questions

APPENDIX 1A

FORMS OF BUSINESS 
ORGANIZATION

Proprietorships
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Partnerships

Corporations

1,341
(4%)

Profits ($billions)

Reference:  US Internal Revenue Service SOI Tax Stats - Integrated Business Data, 2013, table 1.

Proprietorships

30,192
(81%)

2,390
(62%)

24,075
(72%)

Partnerships Corporations

Profits ($billions)
3,826

Receipts ($billions)
36,983

Number (000)
33,423

3,461
(10%)

5,887
(18%)

5,450
(15%)

357
(10%) 1,079

(28%)

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.

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
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CASE

JILL McDUFF
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