Fundamentals of

Financial Management

13th Edition

James C. Van Horne
John M. Wachowicz, Jr.




Fundamentals of
Financial Management

Visit the Van Horne and Wachowicz: Fundamentals of Financial Management
thirteenth edition Companion Website at www.pearsoned.co.uk/wachowicz
to find valuable student learning material including:

Learning objectives for each chapter

Multiple choice, true/false and essay questions to test your understanding

PowerPoint presentations for each chapter to remind you of key concepts

An online glossary to explain key terms and flash cards to test your knowledge

of key terms and definitions in each chapter

Excel templates for end of chapter problems to help you model a spread sheet

approach to solving the problem

e Link to author’s own award-winning website with even more multiple choice and
true/false questions, as well as web-based exercises and regularly updated links
to additional support material

e New to this edition, PowerPoint presentations for key chapters integrating and

demonstrating how Excel can be used to solve calculations.

3y oo | site search: = QI

Welcome to the Companion Website for Fundamentals of Financial Management,
thirteenth edition.

Select the sections below, or use the drop-down MENL BbovE to navigate through the
TR website.

Furthor valuable rosources can be found at John Wachowicz's wobsite,
Wachowicz's Wab World.

Stisdent Resauroes

M A muttitude of helphl resources to furthar increase your knowledge, Each chapter contains
B learning objectives, multiple choice, true/false and essay questions with mm tn heip test
your understanding, PowerPoint siides, flashcards to help you learn key terms an.

glossary. Several chagters also contain Excel templates for use with end-of-chaj rxﬂ

B cuestions from the book.

1995 - J00K, Prarsan Faacation,
Lesnt and Privacy Tarms




PEARSON
|

Education

We work with leading authors to develop the
strongest educational materials in business and
finance, bringing cutting-edge thinking and best
learning practice to a global market.

Under a range of well-known imprints, including
Financial Times Prentice Hall, we craft high quality
print and electronic publications which help readers
to understand and apply their content, whether
studying or at work.

To find out more about the complete range of our
publishing, please visit us on the World Wide Web at:
www.pearsoned.co.uk



Fundamentals of

Financial Management

thirteenth edition

James C. Van Horne

Stanford University

John M. Wachowicz, Jr.

The University of Tennessee

N Prentice Hall

FINANCIAL TIMES

An imprint of Pearson Education
Harlow, England « London « New York « Boston « San Francisco  Toronto « Sydney « Singapore « Hong Kong
Tokyo « Seoul « Taipei « New Delhi « Cape Town « Madrid « Mexico City « Amsterdam « Munich « Paris « Milan



Pearson Education Limited
Edinburgh Gate

Harlow

Essex CM20 2JE

England

and Associated Companies throughout the world

Visit us on the World Wide Web at:
www.pearsoned.co.uk

Previous editions published under the Prentice Hall imprint
Thirteenth edition published 2008

© Pearson Education Limited 2009, 2005
© 2001, 1998 by Prentice-Hall, Inc.

The rights of James C. Van Horne and John M. Wachowicz, Jr. to be identified as
authors of this work have been asserted by them in accordance with the
Copyright, Designs and Patents Act 1988.

All rights reserved. No part of this publication may be reproduced, stored in a
retrieval system, or transmitted in any form or by any means, electronic,
mechanical, photocopying, recording or otherwise, without either the prior written
permission of the publisher or a licence permitting restricted copying in the United
Kingdom issued by the Copyright Licensing Agency Ltd, Saffron House,

6-10 Kirby Street, London EC1N 8TS.

All trademarks used herein are the property of their respective owners. The use of
any trademark in this text does not vest in the author or publisher any trademark
ownership rights in such trademarks, nor does the use of such trademarks imply
any affiliation with or endorsement of this book by such owners.

ISBN: 978-0-273-71363-0

British Library Cataloguing-in-Publication Data
A catalogue record for this book is available from the British Library

Library of Congress Cataloguing-in-Publication Data
Van Horne, James C.

Fundamentals of financial management / James C. Van Horne, John M. Wachowicz. - 13th ed.

p. cm.

Includes bibliographical references and index.

ISBN 978-0-273-71363-0 (pbk. : alk. paper] 1. Corporations-Finance. 2. Business
enterprises-Finance. |. Wachowicz, John Martin. Il. Title.

HG4026.V36 2008

658.15—dc22

2008027365

0 9 8 7 6 5 4 3
12 11 10 09

Typeset in 10/12pt Minion by 35
Printed and bound by Ashford Colour Press Ltd., Gosport

The publisher’s policy is to use paper manufactured from sustainable forests.



To Mimi, Drew, Stuart, and Stephen
James C. Van Horne

To Emerson, John, June, Lien, and Patricia
John M. Wachowicz, Jr.






Brief Contents

Part 1 Introduction to Financial Management

1 The Role of Financial Management 1
2 The Business, Tax and Financial Environments 17

Part 2 Valuation

3 The Time Value of Money 41

4 The Valuation of Long-Term Securities 73
5 Risk and Return 97

Appendix A Measuring Portfolio Risk 117
Appendix B Arbitrage Pricing Theory 119

Part 3 Tools of Financial Analysis and Planning

6 Financial Statement Analysis 127

Appendix Deferred Taxes and Financial Analysis 158

7 Funds Analysis, Cash-Flow Analysis, and Financial Planning 169
Appendix Sustainable Growth Modeling 190

Part 4 Working Capital Management

8 Overview of Working Capital Management 205

9 Cash and Marketable Securities Management 221

10 Accounts Receivable and Inventory Management 249
11 Short-Term Financing 281

Part 5 Investment in Capital Assets

12 Capital Budgeting and Estimating Cash Flows 307

13 Capital Budgeting Techniques 323

Appendix A Multiple Internal Rates of Return 341

Appendix B Replacement Chain Analysis 343

14 Risk and Managerial (Real] Options in Capital Budgeting 353

vii



Brief Contents

viii

® Part 6 The Cost of Capital, Capital Structure,

and Dividend Policy

15 Required Returns and the Cost of Capital 381
Appendix A Adjusting the Beta for Financial Leverage 407
Appendix B Adjusted Present Value 408

16 Operating and Financial Leverage 419

17 Capital Structure Determination 451

18 Dividend Policy 475

Part 7 Intermediate and Long-Term Financing

19 The Capital Market 505

20 Long-Term Debt, Preferred Stock, and Common Stock 527
Appendix Refunding a Bond Issue 544

21 Term Loans and Leases 553

Appendix Accounting Treatment of Leases 567

Part 8 Special Areas of Financial Management

22 Convertibles, Exchangeables, and Warrants 577
Appendix Option Pricing 589

23 Mergers and Other Forms of Corporate Restructuring 603
Appendix Remedies for a Failing Company 630

24 International Financial Management 647

Appendix 679
Glossary 689

Commonly Used Symbols 705
Index 707



Contents

Acknowledgements xix
Preface xxi

® @ Part1 Introduction to Financial Management

1 The Role of Financial Management 1

Objectives 1

Introduction 2

What Is Financial Management? 2

The Goal of the Firm 3

Corporate Governance 8

Organization of the Financial Management Function 8
Organization of the Book 10

Key Learning Points 13

Questions 14

Selected References 14

2 The Business, Tax, and Financial Environments 17

Objectives 17

The Business Environment 18

The Tax Environment 20

The Financial Environment 27

Key Learning Points 35

Questions 36

Self-Correction Problems 37

Problems 37

Solutions to Self-Correction Problems 38
Selected References 39

® ® Part 2 Valuation

3 The Time Value of Money 41

Objectives 41

The Interest Rate 42

Simple Interest 43

Compound Interest 43

Compounding More Than Once a Year 59

Amortizing a Loan 62

Summary Table of Key Compound Interest Formulas 63
Key Learning Points 63



Contents

Questions 64

Self-Correction Problems 64

Problems 65

Solutions to Self-Correction Problems 69
Selected References 71

4 The Valuation of Long-Term Securities 73

Objectives 73

Distinctions Among Valuation Concepts 74

Bond Valuation 75

Preferred Stock Valuation 78

Common Stock Valuation 79

Rates of Return (or Yields) 83

Summary Table of Key Present Value Formulas for Valuing Long-Term
Securities 88

Key Learning Points 88

Questions 89

Self-Correction Problems 90

Problems 91

Solutions to Self-Correction Problems 93

Selected References 95

5 Risk and Return 97

Objectives 97

Defining Risk and Return 98

Using Probability Distributions to Measure Risk 99
Attitudes Toward Risk 101

Risk and Return in a Portfolio Context 103
Diversification 104

The Capital-Asset Pricing Model (CAPM) 106
Efficient Financial Markets 114

Key Learning Points 116

Appendix A: Measuring Portfolio Risk 117
Appendix B: Arbitrage Pricing Theory 119
Questions 121

Self-Correction Problems 122

Problems 122

Solutions to Self-Correction Problems 125
Selected References 126

® Part 3 Tools of Financial Analysis and Planning

6 Financial Statement Analysis 127
Objectives 127



® Part 4

Contents

Financial Statements 128

A Possible Framework for Analysis 134

Balance Sheet Ratios 138

Income Statement and Income Statement/Balance Sheet Ratios 141
Trend Analysis 152

Common-Size and Index Analysis 153

Key Learning Points 156

Summary of Key Ratios 156

Appendix: Deferred Taxes and Financial Analysis 158
Questions 159

Self-Correction Problems 160

Problems 161

Solutions to Self-Correction Problems 165

Selected References 167

Funds Analysis, Cash-Flow Analysis, and Financial Planning 169

Objectives 169

Flow of Funds (Sources and Uses] Statement 170
Accounting Statement of Cash Flows 176
Cash-Flow Forecasting 180

Range of Cash-Flow Estimates 184
Forecasting Financial Statements 186

Key Learning Points 190

Appendix: Sustainable Growth Modeling 190
Questions 194

Self-Correction Problems 195

Problems 197

Solutions to Self-Correction Problems 200
Selected References 203

Working Capital Management

Overview of Working Capital Management 205

Objectives 205

Introduction 206

Working Capital Issues 208

Financing Current Assets: Short-Term and Long-Term Mix 210
Combining Liability Structure and Current Asset Decisions 215
Key Learning Points 216

Questions 216

Self-Correction Problem 217

Problems 217

Solutions to Self-Correction Problem 218

Selected References 219

Xi



Contents

9 Cash and Marketable Securities Management 221

Objectives 221

Motives for Holding Cash 222

Speeding Up Cash Receipts 223
S-l-0-w-i-n-g D-o-w-n Cash Payouts 228
Electronic Commerce 231

Outsourcing 233

Cash Balances to Maintain 234
Investment in Marketable Securities 235
Key Learning Points 244

Questions 245

Self-Correction Problems 245

Problems 246

Solutions to Self-Correction Problems 247
Selected References 248

10 Accounts Receivable and Inventory Management 249

Objectives 249

Credit and Collection Policies 250
Analyzing the Credit Applicant 258
Inventory Management and Control 263
Key Learning Points 273

Questions 274

Self-Correction Problems 274

Problems 275

Solutions to Self-Correction Problems 278
Selected References 279

11 Short-Term Financing 281

Objectives 281

Spontaneous Financing 282

Negotiated Financing 287

Factoring Accounts Receivable 298
Composition of Short-Term Financing 300
Key Learning Points 301

Questions 302

Self-Correction Problems 302

Problems 303

Solutions to Self-Correction Problems 305
Selected References 306

® Part5 Investment in Capital Assets

12 Capital Budgeting and Estimating Cash Flows 307

Objectives 307
The Capital Budgeting Process: An Overview 308

Xii



13

14

® Parté

15

Contents

Generating Investment Project Proposals 308

Estimating Project “After-Tax Incremental Operating Cash Flows” 309
Key Learning Points 318

Questions 318

Self-Correction Problems 319

Problems 319

Solutions to Self-Correction Problems 321

Selected References 322

Capital Budgeting Techniques 323

Objectives 323

Project Evaluation and Selection: Alternative Methods 324
Potential Difficulties 330

Project Monitoring: Progress Reviews and Post-Completion Audits 340
Key Learning Points 340

Appendix A: Multiple Internal Rates of Return 341
Appendix B: Replacement Chain Analysis 343

Questions 345

Self-Correction Problems 346

Problems 347

Solutions to Self-Correction Problems 349

Selected References 350

Risk and Managerial (Real) Options in Capital Budgeting 353

Objectives 353

The Problem of Project Risk 354

Total Project Risk 357

Contribution to Total Firm Risk: Firm-Portfolio Approach 364
Managerial (Real) Options 368

Key Learning Points 373

Questions 373

Self-Correction Problems 374

Problems 375

Solutions to Self-Correction Problems 377
Selected References 379

The Cost of Capital, Capital Structure, and Dividend Policy

Required Returns and the Cost of Capital 381

Objectives 381

Creation of Value 382

Overall Cost of Capital of the Firm 383

The CAPM: Project-Specific and Group-Specific Required Rates of Return 396
Evaluation of Projects on the Basis of Their Total Risk 401

Key Learning Points 406

xiii



Contents

Appendix A: Adjusting the Beta for Financial Leverage 407
Appendix B: Adjusted Present Value 408

Questions 410

Self-Correction Problems 411

Problems 412

Solutions to Self-Correction Problems 415

Selected References 417

16 Operating and Financial Leverage 419

Objectives 419

Operating Leverage 420

Financial Leverage 427

Total Leverage 435

Cash-Flow Ability to Service Debt 436
Other Methods of Analysis 439
Combination of Methods 440

Key Learning Points 441

Questions 442

Self-Correction Problems 443
Problems 444

Solutions to Self-Correction Problems 446
Selected References 449

17 Capital Structure Determination 451

Objectives 451

A Conceptual Look 452

The Total-Value Principle 456

Presence of Market Imperfections and Incentive Issues 458
The Effect of Taxes 461

Taxes and Market Imperfections Combined 463
Financial Signaling 465

Timing and Financial Flexibility 465

Financing Checklist 466

Key Learning Points 467

Questions 468

Self-Correction Problems 468

Problems 469

Solutions to Self-Correction Problems 471
Selected References 473

18 Dividend Policy 475

Objectives 475

Passive versus Active Dividend Policies 476
Factors Influencing Dividend Policy 481
Dividend Stability 484

Xiv



Contents

Stock Dividends and Stock Splits 486
Stock Repurchase 491

Administrative Considerations 495

Key Learning Points 496

Questions 497

Self-Correction Problems 498

Problems 499

Solutions to Self-Correction Problems 501
Selected References 502

® Part 7 Intermediate and Long-Term Financing

19 The Capital Market 505

Objectives 505

Déja Vu All Over Again 506

Public Issue 507

Privileged Subscription 509
Regulation of Security Offerings 512
Private Placement 516

Initial Financing 519

Signaling Effects 520

The Secondary Market 522

Key Learning Points 522

Questions 523

Self-Correction Problems 524
Problems 524

Solutions to Self-Correction Problems 525
Selected References 526

20 Long-Term Debt, Preferred Stock, and Common Stock 527

Objectives 527

Bonds and Their Features 528

Types of Long-Term Debt Instruments 529
Retirement of Bonds 532

Preferred Stock and Its Features 534
Common Stock and Its Features 538
Rights of Common Shareholders 539
Dual-Class Common Stock 542

Key Learning Points 543

Appendix: Refunding a Bond Issue 544
Questions 546

Self-Correction Problems 547

Problems 548

Solutions to Self-Correction Problems 550
Selected References 551

XV



Contents

Xvi

21

® Part8
22

23

Term Loans and Leases 553

Objectives 553

Term Loans 554

Provisions of Loan Agreements 556

Equipment Financing 558

Lease Financing 559

Evaluating Lease Financing in Relation to Debt Financing 562
Key Learning Points 567

Appendix: Accounting Treatment of Leases 567
Questions 570

Self-Correction Problems 571

Problems 572

Solutions to Self-Correction Problems 573
Selected References 575

Special Areas of Financial Management

Convertibles, Exchangeables, and Warrants 577

Objectives 577

Convertible Securities 578

Value of Convertible Securities 581
Exchangeable Bonds 584
Warrants 585

Key Learning Points 589
Appendix: Option Pricing 589
Questions 595

Self-Correction Problems 596
Problems 597

Solutions to Self-Correction Problems 599
Selected References 600

Mergers and Other Forms of Corporate Restructuring 603

Objectives 603

Sources of Value 604

Strategic Acquisitions Involving Common Stock 608
Acquisitions and Capital Budgeting 615
Closing the Deal 617

Takeovers, Tender Offers, and Defenses 620
Strategic Alliances 622

Divestiture 623

Ownership Restructuring 626

Leveraged Buyouts 627

Key Learning Points 629

Appendix: Remedies for a Failing Company 630
Questions 635

Self-Correction Problems 636

Problems 638



24

Contents

Solutions to Self-Correction Problems 641
Selected References 643

International Financial Management 647

Objectives 647

Some Background 648

Types of Exchange-Rate Risk Exposure 652
Management of Exchange-Rate Risk Exposure 656
Structuring International Trade Transactions 668
Key Learning Points 671

Questions 672

Self-Correction Problems 673

Problems 674

Solutions to Self-Correction Problems 676
Selected References 677

Appendix 679

Table I:  Future value interest factor 680
Table Il: ~ Present value interest factor 682
Table lll:  Future value interest factor of an (ordinary) annuity 684

Table IV: Present value interest factor of an (ordinary) annuity 686
Table V:  Area of normal distribution that is Z standard deviations
to the left or right of the mean 688

Glossary 689
Commonly Used Symbols 705
Index 707

Xvii



Supporting resources
Visit www.pearsoned.co.uk/wachowicz to find valuable online resources

Companion Website for students

e Learning objectives for each chapter

e Multiple choice, true/false and essay questions to test your understanding
e PowerPoint presentations for each chapter to remind you of key concepts

e An online glossary to explain key terms and flash cards to test your knowledge of key terms and
definitions in each chapter

e Excel templates for end of chapter problems to help you model a spread sheet approach to solving
the problem

e Link to author’s own award-winning website with even more multiple choice and true/false
questions, as well as web-based exercises and regularly updated links to additional support
material

e New to this edition, PowerPoint presentations for each chapter integrating and demonstrating how
Excel can be used to help solve calculations.

For instructors

e Extensive Instructor’s Manual including answers to questions, solutions to problems and solutions
to self-correction problems

e PowerPoint slides plus PDF’s of all figures and tables from the book
e Testbank of additional question material.

Also: The Companion Website provides the following features:

e Search tool to help locate specific items of content

e E-mail results and profile tools to send results of quizzes to instructors

e Online help and support to assist with website usage and troubleshooting.

For more information please contact your local Pearson Education representative
or visit www.pearsoned.co.uk/wachowicz




Acknowledgements

We would like to express our gratitude to the following academics, as well as additional
anonymous reviewers, who provided invaluable feedback on this book during the develop-
ment of the thirteenth edition:

Dr Brian Wright, at Exeter University
Dr Axel F.A. Adam-Muller, at Lancaster University
Dr Graham Sadler, at Aston University

We are grateful to the following for permission to reproduce copyright material:

Figure 10.3 D&B Composite Rating from a Reference Book and a Key to Ratings, 2003.
Reprinted by permission, Dun & Bradstreet, 2007; Cartoon on page 272 from “What is
needed to make a just-in-time’ system work,” Iron Age Magazine, June 7, 1982. Reprinted by
permission, Iron Age.

Anheuser-Busch Companies, Inc., for permission to reproduce their logo and an extract
from the 2006 Annual Report, p. 36. Copyright © 2006 Anheuser-Busch Companies Inc. Used
by permission. All rights reserved; BP p. Lc, for permission to reproduce an extract from the
BP Annual Report 2006, p. 27. Copyright © 2006 BP p. l.c. Used by permission. All rights
reserved; Cameco Corporation, for permission to reproduce their logo and an extract from
the Cameco Corporation Annual Report 2006 (www.cameco.com/investor_relations/annual/
2006/html/mda/fuel_services.php). Copyright © 2006 Cameco Corporation. Used by permis-
sion. All rights reserved; CCH Incorporated for permission to reproduce their logo and
extracts adapted from “Ask Alice about Ethics” and “Ask Alice about Accountants”, repro-
duced from www.toolkit.cch.com. Reproduced with permission from CCH Business Owner’s
Toolkit, published and copyrighted by CCH Incorporated; CFO Publishing Corporation for
permission to reproduce the CFO Asia logo and extracts reproduced from “Virtue Rewarded,”
CFO Asia, O’Sullivan K., (November 2006), pp. 58—63 and “One Continent, One Payment
System,” CFO Asia (April 2007), p. 41, www.cfoasia.com. Copyright © 2007 CFO Publishing
Corporation. Used by permission. All rights reserved; CFO Publishing Corporation for per-
mission to reproduce the CFO logo and extracts adapted from “A Trade Secret Comes to
Light, Again,” CFO, by Leone M., November 2005, pp. 97-99. “Four Eyes are Better,” CFO, by
O’Sullivan K., June 2006, p. 21; “More Rules, Higher Profits,” CFO, Durfee D., August 2006,
p. 24 and “Buy it Back, And Then?” CFO, Durfee D., September 2006, p. 22, www.cfo.com.
Copyright © 2006 CFO Publishing Corporation. Used by permission. All rights reserved; The
Coca-Cola Company for extracts from their Annual Report, 2006 (Form 10-k) pp. 59 and 65,
and permission to reproduce their registered trademarks: Coca-Cola and the Contour Bottle.
Coca-Cola and the Contour Bottle are registered trademarks of The Coca-Cola Company;
Crain Communications Inc., for permission to reproduce the Financial Week logo and adapt
extracts from: “Shell Game Grows as an Exit Strategy,” Financial Week, by Byrt F., January 15
2007, pp. 3 and 18; “New Leasing Rules Could Hammer Corporate Returns,” Financial Week,
by Scott M., April 2 2007; “Spin-Off Frenzy Sets New Record,” Financial Week, by Byrt F.,
April 9 2007, pp. 3 and 21 and “A Bent for Cash. Literally,” Financial Week, by Johnston M.,
July 23 2007, p. 10, www.financialweek.com. Copyright © 2007 by Crain Communications
Inc. Used by permission. All rights reserved; Cygnus Business Media for permission to repro-
duce its Supply & Demand Chain Executive logo and an extract from “More than $1 Trillion
Seen Unnecessarily Tied Up in Working Capital,” Supply ¢ Demand Chain Executive,
June/July 2006, p. 10, www.sdcexec.com Copyright © 2006 Cygnus Business Media. Used by
permission. All rights reserved; Debra Yergen for permission to adapt an extract from “The
Check’s in the Box,” Canadian National Treasurer, by Yergen D., December 2005/January

Xix



Acknowledgements

XX

2006, pp. 14-15, www.tmac.ca. Copyright © 2006 Debra Yergen. Used by permission. All
rights reserved; Dell Inc. for extracts from their quarterly and annual reports. Copyright ©
2004 Dell Inc. All rights reserved; The Economist Newspaper Limited for permission to repro-
duce their logo and extracts in Chapter 6, p. 127, “Speaking in tongues” adapted from Speaking
in Tongues, The Economist, pp. 77-78, www.economist.com © The Economist Newspaper
Limited, London (19-25 May 2007), Used with permission; Chapter 23, p. 603, Textbox
Feature from The Economist, p. 90, www.economist.com © The Economist Newspaper Limited,
London (13 January 2007), Used with permission; Chapter 24, p. 654, “Big Mac Purchasing —
Power Parity”, Based on data in “Cash and carry — The hamburger standard” table at www.
economist.com/finance/displaystory.cfm?story_id=9448015 in The Economist © The Economist
Newspaper Limited, London (2007), Used with permission; Financial Executives International
Incorporated for permission to reproduce their logo and extracts from “Bridging the Finance-
Marketing Divide,” Financial Executive, by See, E., July/August 2006, pp. 50-53; “Sarbanes-
Oxley Helps Cost of Capital: Study,” Financial Executive, by Marshall J. and Heffes E.M., October
2006, p. 8; “Soul-Searching over U.S. Competitiveness,” Financial Executive, by Cheny G.A.,
June 2007, pp. 18-21; “BPO: Developing Market, Evolving Strategies,” Financial Executive, June
2007, pp. 38—44, www.financialexecutives.org. Copyright © 2006/2007 Financial Executives
International Incorporated. Used by permission. All rights reserved; FRBNY for data from
“The Basics of Trade and Exchange,” www.newvorkfed.org/education/fx/foreign.html;
Hermes Pensions Management Ltd for extracts reproduced from “The Hermes Principles:
What Shareholders Expect of Public Companies — and What Companies Should Expect of
their Investors,” p. 11, www.hermes.co.uk/pdf/corporate_governance/Hermes_Principles.pdf.
Copyright © Hermes Pensions Management Ltd; James Hartshorn for an extract reproduced
from “Sustainability: Why CFOs Need to Pay Attention,” Canadian Treasurer, by Hartshorn J.,
22 June/July 2006, p. 15. Used by permission. All rights reserved; The Motley Fool for per-
mission to reproduce their logo and extracts from www.fool.com; Nasdaq Stock Market Inc.
for permission to reproduce an extract from “Market Mechanics: A Guide to US Stock
Markets, release 1.2,” The NASDAQ Stock Market Educational Foundation Inc., by Angel J.J.,
2002, p. 7. Copyright © 2002 by the Nasdaq Stock Market Inc. Used by permission. All rights
reserved; Penton Media Inc. for permission to reproduce the Business Finance logo and
extracts from “Asset-based Lending Goes Mainstream,” Business Finance, by Kroll K.M., May
2006, pp. 39-42, “M&A Synergies/Don’t Count On It,” Business Finance, by Cummings J.,
October 2006, p. 14, “Payment Processing: The Sea Change Continues,” Business Finance, by
Kroll K.M., December 2006, “7 Steps to Optimize A/R Management,” Business Finance,
by Salek J., April 2007, p. 45, www.bfmag.com. Copyright © 2006/2007 Penton Media, Inc.
Used by permission. All rights reserved; Treasury Management Association of Canada for per-
mission to reproduce the TMAC logo, www.tmac.ca. Copyright © 2008 TMAC. Reproduced
with permission. All rights reserved; Volkswagen AG for permission to reproduce their logo
and an extract from their Annual Report 2006, p. 77. Copyright © 2006 by Volkswagen AG.
Used by permission. All rights reserved.

We are grateful to the Financial Times Limited for permission to reprint the following
material:

Chapter 20 “It’s a question of the right packaging” © Financial Times, 25 July 2007;
Chapter 20 “One share, one-vote hopes dashed” © Financial Times, 5 June 2007; Chapter 22
“Warrants win over the bulls” © Financial Times, 13 March 2007; Chapter 23 “Chapter 11 is
often lost in translation” © Financial Times, 25 July 2007; Chapter 24 “Islamic bonds recruited
out for purchase of 007’s favorite car” © Financial Times, 17/18 March 2007; Chapter 24
“European bond market puts US in the shade” © Financial Times, 15 January 2007.

We are grateful to the following for permission to use copyright material:

Chapter 18 “Debating Point: Are Share Buybacks a Good Thing?” from The Financial
Times Limited, 28 June 2006, © Richard Dobbs and Werner Rehm.

In some instances we have been unable to trace the owners of copyright material, and we
would appreciate any information that would enable us to do so.




Preface

Financial management continues to change at a rapid pace. Advancements are occurring not
only in the theory of financial management but also in its real-world practice. One result has
been for financial management to take on a greater strategic focus, as managers struggle to
create value within a corporate setting. In the process of value creation, financial managers are
increasingly supplementing the traditional metrics of performance with new methods that
encourage a greater role for uncertainty and multiple assumptions. Corporate governance
issues, ethical dilemmas, conflicting stakeholder claims, a downsized corporate environment,
the globalization of finance, e-commerce, strategic alliances, the growth of outsourcing, and
a host of other issues and considerations now permeate the landscape of financial decision
making. It is indeed a time of both challenge and opportunity.

The purpose of the thirteenth edition of Fundamentals of Financial Management is to
enable you to understand the financial decision-making process and to interpret the impact
that financial decisions will have on value creation. The book, therefore, introduces you to the
three major decision-making areas in financial management: the investment, financing, and
asset management decisions.

We explore finance, including its frontiers, in an easy-to-understand, user-friendly man-
ner. Although the book is designed for an introductory course in financial management, it
can be used as a reference tool as well. For example, participants in management develop-
ment programs, candidates preparing for various professional certifications (e.g., Certified
Management Accountant and Chartered Certified Accountant), and practicing finance and
accounting professionals will find it useful. And, because of the extensive material available
through the text’s website (which we will discuss shortly), the book is ideal for web-based
training and distance learning.

There are many important changes in this new edition. Rather than list them all, we will
explain some essential themes that governed our revisions and, in the process, highlight some
of the changes. The institutional material — necessary for understanding the environment in
which financial decisions are made — was updated. The book continues to grow more inter-
national in scope. New sections, examples, and boxed features have been added throughout
the book that focus on the international dimensions of financial management. Attention was
also given to streamlining coverage and better expressing fundamental ideas in every chapter.

Chapter 1, The Role of Financial Management, has benefitted from an expanded discus-
sion of corporate social responsibility to include sustainability. A discussion of how “bonus
depreciation” works under the Economic Stimulus Act (ESA) of 2008 has been incorporated
into Chapter 2, The Business, Tax, and Financial Environments. (Note: While bonus
depreciation is a “temporary” situation in the US, it has been a recurring phenomenon.)
Chapter 6, Financial Statement Analysis, has benefitted from the addition of a discussion of
the push for “convergence” of accounting standards around the world. Accounts receivable
conversion (ARC), the Check Clearing for the 21* Century Act (Check 21), remote deposit
capture (RDC), and business process outsourcing (BPO) are all introduced in Chapter 9, Cash
and Marketable Securities Management.

Chapter 13, Capital Budgeting Techniques, has its discussion devoted to sensitivity analysis
expanded to address possible uncertainty surrounding a project’s initial cash outlay (ICO),
while Chapter 19, The Capital Market, introduces a host of new terms and concepts resulting
from recent SEC Securities Offering Reform.

In Chapter 20, Long-Term Debt, Preferred Stock, and Common Stock, an expanded dis-
cussion of “Proxies, e-Proxies, and Proxy Contests” is followed by new material devoted to
plurality voting, majority voting, and “modified” plurality voting procedures. In Chapter 21,

XXi



Preface

XXii

Term Loans and Leases, the reader is alerted to impending, and perhaps dramatic, changes in
lease accounting. Revisions to the recent changes in accounting treatment for mergers and
acquisitions are noted in Chapter 23, Mergers and Other Forms of Corporate Restructuring.
The last chapter of the book, which is devoted to International Financial Management, has
been updated and a number of new items have been added, including a discussion of Islamic
bonds (Sukuk).

Finally, we continued our efforts to make the book more “user friendly.” Many new boxed
items and special features appear to capture the reader’s interest and illustrate underlying
concepts. Many of these boxed features come from new, first-time contributors to the text —
Canadian Treasurer, Financial Executive, and Supply ¢& Demand Chain Executive magazines;
Financial Week newspaper; and BP p.l.c., Cameco Corporation, and Hermes Pensions
Management Limited.

Crae ote

The order of the chapters reflects one common sequence for teaching the course, but the
instructor may reorder many chapters without causing the students any difficulty. For
example, some instructors prefer covering Part 3, Tools of Financial Analysis and Planning,
before Part 2, Valuation. Extensive selected references at the ends of chapters give the reader
direct access to relevant literature utilized in preparing the chapters. The appendices at the
ends of some chapters invite the reader to go into certain topics in greater depth, but the
book’s continuity is maintained if this material is not covered.

A number of materials supplement the text. For the teacher, a comprehensive Instructor’s
Manual contains suggestions for organizing the course, answers to chapter questions, and
solutions to chapter problems. Another aid is a Test-Item File of extensive questions and
problems, prepared by Professor Gregory A. Kuhlemeyer, Carroll College. This supplement
is available as a custom computerized test bank (for Windows) through your Pearson or
Prentice Hall sales representative. In addition, Professor Kuhlemeyer has done a wonderful
job preparing an extensive collection of more than 1,000 Microsoft PowerPoint slides as
outlines (with examples) to go along with this text. The PowerPoint presentation graphics
are available for downloading off the following Pearson Education Companion Website:
www.pearsoned.co.uk/wachowicz. All text figures and tables are available as transparency
masters through the same web site listed above. Computer application software prepared
by Professor Al Fagan, University of Richmond, that can be used in conjunction with
end-of-chapter problems identified with a PC icon (shown in the margin), is available in
Microsoft Excel format on the same web site. The Companion Website also contains an
Online Study Guide by Professor Kuhlemeyer. Designed to help students familiarize them-
selves with chapter material, each chapter of the Online Study Guide contains a set of chapter
objectives, multiple-choice, true/false, and short answer questions, PowerPoint slides, and
Excel templates.

For the student, “self-correction problems” (i.e., problems for which step-by-step solutions
are found a few pages later) appear at the end of each chapter in the textbook. These are in
addition to the regular questions and problems. The self-correction problems allow students
to self-test their understanding of the material and thus provide immediate feedback on their
understanding of the chapter. Alternatively, the self-correction problems coupled with the
detailed solutions can be used simply as additional problem-solving examples.

Learning finance is like learning a foreign language. Part of the difficulty is simply learning
the vocabulary. Therefore, we provide an extensive glossary of more than 400 business terms
in two formats — a running glossary (appears alongside the textual material in the margins) and
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an end-of-book cumulative glossary. In addition, the Pearson Education Companion Website:
www.pearsoned.co.uk/wachowicz contains an online version of our glossary plus interactive
flashcards to test your knowledge of key terms and definitions in each chapter.

oo note §

We purposely have made limited use of Internet addresses (i.e., the address you type into
your browser window that usually begins “http://www.”) in the body of this text. Websites
are extremely transient — any website that we mention in print could change substantially,
alter its address, or even disappear entirely by the time you read this. Therefore, we use
our website to flag websites that should be of interest to you. We then constantly update our
web listings and check for any broken or dead links. We strongly encourage you to make use
of our text’s website as you read each chapter. Although the text’s website was created with
students uppermost in mind, we are pleased to report that it has found quite a following
among business professionals. In fact, the website has received favorable reviews in a
number of business publications, including the Financial Times newspaper, The Journal of
Accountancy, Corporate Finance, CFO Asia, and Strategic Finance magazines.

To help harness the power of the Internet as a financial management learning device,
students (and instructors) are invited to visit the text’s award-winning website, Wachowicz’s
Web World, web.utk.edu/~jwachowi/wacho_world.html. (Note: The Pearson website —
www.pearsoned.co.uk/wachowicz — also has a link to Wachowicz’s Web World.) This web-
site provides links to hundreds of financial management web sites grouped to correspond with
the major headings in the text (e.g., Valuation, Tools of Financial Analysis and Planning, and
so on). In addition, the website contains interactive true/false and multiple-choice quizzes (in
addition to those found on the Companion Website), and interactive web-based exercises.
Finally, PowerPoint slides and Microsoft Excel spreadsheet templates can be downloaded
from the website as well.

The authors are grateful for the comments, suggestions, and assistance given by a number
of business professionals in preparing this edition. In particular, we would like to thank
Jennifer Banner, Schaad Companies; Rebecca Flick, The Home Depot; Alice Magos, CCH,
Inc.; and Selena Maranjian, The Motley Fool. We further want to thank Ellen Morgan,
Pauline Gillett, Michelle Morgan, Angela Hawksbee and Flick Williams at Pearson and Helene
Bellofatto, Mary Dalton, Jane Ashley, and Sasmita Sinha, who helped with the production of
this edition. Finally, we would like to thank Jean Bellmans, Free University of Brussels for his
endorsement on the cover of this book.

We hope that Fundamentals of Financial Management, thirteenth edition, contributes to
your understanding of finance and imparts a sense of excitement in the process. You, the
reader, are the final judge. We thank you for choosing our textbook, and welcome your com-
ments and suggestions (please e-mail: jwachowi@utk.edu).

JAMES C. VAN HORNE Palo Alto, California
JOHN M. WACHOWICZ, JR. Knoxville, Tennessee
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After studying Chapter 1, you should be able to:

® Explain why the role of the financial manager
today is so important.

® Describe “financial management” in terms of
the three major decision areas that confront the
financial manager.

® Identify the goal of the firm and understand why
shareholders’ wealth maximization is preferred
over other goals.

® Understand the potential problems arising when
management of the corporation and ownership
are separated (i.e., agency problems).

® Demonstrate an understanding of corporate
governance.

® Discuss the issues underlying social responsibil-
ity of the firm.

® Understand the basic responsibilities of financial
managers and the differences between a “trea-
surer” and a “controller.”

Increasing shareholder value over time is the bottom line of every

move we make.

—ROBERTO GOIZUETA
Former CEO, The Coca-Cola Company



Part 1 Introduction to Financial Management

Introduction

What Is Financial Management?

Financial
management
Concerns the
acquisition, financing,
and management of
assets with some
overall goal in mind.

The financial manager plays a dynamic role in a modern company’s development. This has
not always been the case. Until around the first half of the 1900s financial managers pri-
marily raised funds and managed their firms’ cash positions — and that was pretty much it. In
the 1950s, the increasing acceptance of present value concepts encouraged financial managers
to expand their responsibilities and to become concerned with the selection of capital invest-
ment projects.

Today, external factors have an increasing impact on the financial manager. Heightened
corporate competition, technological change, volatility in inflation and interest rates, world-
wide economic uncertainty, fluctuating exchange rates, tax law changes, environmental
issues, and ethical concerns over certain financial dealings must be dealt with almost daily. As
a result, finance is required to play an ever more vital strategic role within the corporation.
The financial manager has emerged as a team player in the overall effort of a company to
create value. The “old ways of doing things” simply are not good enough in a world where
old ways quickly become obsolete. Thus today’s financial manager must have the flexibility
to adapt to the changing external environment if his or her firm is to survive.

The successful financial manager of tomorrow will need to supplement the traditional
metrics of performance with new methods that encourage a greater role for uncertainty
and multiple assumptions. These new methods will seek to value the flexibility inherent in
initiatives — that is, the way in which taking one step offers you the option to stop or continue
down one or more paths. In short, a correct decision may involve doing something today
that in itself has small value, but gives you the option to do something of greater value in
the future.

If you become a financial manager, your ability to adapt to change, raise funds, invest in
assets, and manage wisely will affect the success of your firm and, ultimately, the overall
economy as well. To the extent that funds are misallocated, the growth of the economy will be
slowed. When economic wants are unfulfilled, this misallocation of funds may work to the
detriment of society. In an economy, efficient allocation of resources is vital to optimal growth
in that economy; it is also vital to ensuring that individuals obtain satisfaction of their highest
levels of personal wants. Thus, through efficiently acquiring, financing, and managing assets,
the financial manager contributes to the firm and to the vitality and growth of the economy
as a whole.

Financial management is concerned with the acquisition, financing, and management of
assets with some overall goal in mind. Thus the decision function of financial management
can be broken down into three major areas: the investment, financing, and asset management
decisions.

@ Investment Decision

The investment decision is the most important of the firm’s three major decisions when it
comes to value creation. It begins with a determination of the total amount of assets needed
to be held by the firm. Picture the firm’s balance sheet in your mind for a moment. Imagine
liabilities and owners’ equity being listed on the right side of the balance sheet and its assets
on the left. The financial manager needs to determine the dollar amount that appears above
the double lines on the left-hand side of the balance sheet — that is, the size of the firm. Even
when this number is known, the composition of the assets must still be decided. For example,
how much of the firm’s total assets should be devoted to cash or to inventory? Also, the flip



Dividend-payout ratio
Annual cash dividends
divided by annual
earnings; or,
alternatively,
dividends per

share divided by
earnings per share.
The ratio indicates
the percentage of a
company’s earnings
that is paid out to
shareholders in cash.

The Goal of the Firm

Profit maximization
Maximizing a firm’s
earnings after
taxes (EAT).

Earnings per share
(EPS) Earnings after
taxes (EAT) divided
by the number of
common shares
outstanding.

1 The Role of Financial Management

side of investment — disinvestment — must not be ignored. Assets that can no longer be
economically justified may need to be reduced, eliminated, or replaced.

e Financing Decision

The second major decision of the firm is the financing decision. Here the financial manager
is concerned with the makeup of the right-hand side of the balance sheet. If you look at the
mix of financing for firms across industries, you will see marked differences. Some firms
have relatively large amounts of debt, whereas others are almost debt free. Does the type of
financing employed make a difference? If so, why? And, in some sense, can a certain mix
of financing be thought of as best?

In addition, dividend policy must be viewed as an integral part of the firm’s financing
decision. The dividend-payout ratio determines the amount of earnings that can be retained
in the firm. Retaining a greater amount of current earnings in the firm means that fewer
dollars will be available for current dividend payments. The value of the dividends paid to
stockholders must therefore be balanced against the opportunity cost of retained earnings lost
as a means of equity financing.

Once the mix of financing has been decided, the financial manager must still determine
how best to physically acquire the needed funds. The mechanics of getting a short-term loan,
entering into a long-term lease arrangement, or negotiating a sale of bonds or stock must be
understood.

e Asset Management Decision

The third important decision of the firm is the asset management decision. Once assets
have been acquired and appropriate financing provided, these assets must still be managed
efficiently. The financial manager is charged with varying degrees of operating responsibility
over existing assets. These responsibilities require that the financial manager be more con-
cerned with the management of current assets than with that of fixed assets. A large share
of the responsibility for the management of fixed assets would reside with the operating
managers who employ these assets.

Efficient financial management requires the existence of some objective or goal, because
judgment as to whether or not a financial decision is efficient must be made in light of some
standard. Although various objectives are possible, we assume in this book that the goal of
the firm is to maximize the wealth of the firm’s present owners.

Shares of common stock give evidence of ownership in a corporation. Shareholder wealth
is represented by the market price per share of the firm’s common stock, which, in turn, is a
reflection of the firm’s investment, financing, and asset management decisions. The idea is
that the success of a business decision should be judged by the effect that it ultimately has on
share price.

@ Value Creation

Frequently, profit maximization is offered as the proper objective of the firm. However,
under this goal a manager could continue to show profit increases by merely issuing stock and
using the proceeds to invest in Treasury bills. For most firms, this would result in a decrease
in each owner’s share of profits — that is, earnings per share would fall. Maximizing earnings
per share, therefore, is often advocated as an improved version of profit maximization.
However, maximization of earnings per share is not a fully appropriate goal because it does
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What Companies Say About Their Corporate Goal

“Creating superior shareholder value is our top
priority.”

Source: Associated Banc-Corp 2006 Annual Report.

“The Board and Senior Management recognize their
responsibility to represent the interests of all share-

holders and to maximize shareholder value.”
Source: CLP Holdings Limited, the parent company of the China
Light & Power Group, Annual Report 2006.

“FedEx’s main responsibility is to create shareholder
value.”

Source: FedEx Corporation, SEC Form Def 14A for the period
ending 9/25/2006.

... we [the Board of Directors] are united in our goal to
ensure McDonald’s strives to enhance shareholder value.”
Source: McDonald’s Corporation 2006 Annual Report.

“The desire to increase shareholder value is what drives
our actions.”

Source: Philips Annual Report 2006.

... the Board of Directors plays a central role in the
Company’s corporate governance system; it has the
power (and the duty) to direct Company business, pur-
suing and fulfilling its primary and ultimate objective of

creating shareholder value.”
Source: Pirelli & C. SpA. Milan Annual Report 2006.

not specify the timing or duration of expected returns. Is the investment project that will pro-
duce a $100,000 return five years from now more valuable than the project that will produce
annual returns of $15,000 in each of the next five years? An answer to this question depends
on the time value of money to the firm and to investors at the margin. Few existing stock-
holders would think favorably of a project that promised its first return in 100 years, no
matter how large this return. Therefore our analysis must take into account the time pattern
of returns.

Another shortcoming of the objective of maximizing earnings per share — a shortcoming
shared by other traditional return measures, such as return on investment — is that risk is not
considered. Some investment projects are far more risky than others. As a result, the prospec-
tive stream of earnings per share would be more risky if these projects were undertaken. In
addition, a company will be more or less risky depending on the amount of debt in relation
to equity in its capital structure. This financial risk also contributes to the overall risk to the
investor. Two companies may have the same expected earnings per share, but if the earnings
stream of one is subject to considerably more risk than the earnings stream of the other, the
market price per share of its stock may well be less.

Finally, this objective does not allow for the effect of dividend policy on the market price
of the stock. If the only objective were to maximize earnings per share, the firm would never
pay a dividend. It could always improve earnings per share by retaining earnings and invest-
ing them at any positive rate of return, however small. To the extent that the payment of
dividends can affect the value of the stock, the maximization of earnings per share will not be
a satisfactory objective by itself.

For the reasons just given, an objective of maximizing earnings per share may not be the
same as maximizing market price per share. The market price of a firm’s stock represents the
focal judgment of all market participants as to the value of the particular firm. It takes into
account present and expected future earnings per share; the timing, duration, and risk of these
earnings; the dividend policy of the firm; and other factors that bear on the market price of
the stock. The market price serves as a barometer for business performance; it indicates how
well management is doing on behalf of its shareholders.

Management is under continuous review. Shareholders who are dissatisfied with manage-
ment performance may sell their shares and invest in another company. This action, if taken
by other dissatisfied shareholders, will put downward pressure on market price per share.
Thus management must focus on creating value for shareholders. This requires management
to judge alternative investment, financing, and asset management strategies in terms of their
effect on shareholder value (share price). In addition, management should pursue product-
market strategies, such as building market share or increasing customer satisfaction, only if
they too will increase shareholder value.



Agent(s) Individual(s)
authorized by another
person, called the
principal, to act on
the latter’s behalf.

Agency (theory)

A branch of
economics relating
to the behavior of
principals (such as
owners) and their
agents (such as
managers).

Corporate social
responsibility (CSR) A
business outlook that
acknowledges a firm’s
responsibilities to its
stakeholders and the
natural environment.

Stakeholders All
constituencies with a
stake in the fortunes
of the company. They
include shareholders,
creditors, customers,
employees, suppliers,
and local and
international
communities in which
the firm operates.

Sustainability
Meeting the needs of
the present without
compromising the
ability of future
generations to meet
their own needs.

1 The Role of Financial Management

e Agency Problems

It has long been recognized that the separation of ownership and control in the modern
corporation results in potential conflicts between owners and managers. In particular, the
objectives of management may differ from those of the firm’s shareholders. In a large cor-
poration, stock may be so widely held that shareholders cannot even make known their
objectives, much less control or influence management. Thus this separation of ownership
from management creates a situation in which management may act in its own best interests
rather than those of the shareholders.

We may think of management as the agents of the owners. Shareholders, hoping that the
agents will act in the shareholders’ best interests, delegate decision-making authority to them.
Jensen and Meckling were the first to develop a comprehensive theory of the firm under
agency arrangements.' They showed that the principals, in our case the shareholders, can
assure themselves that the agents (management) will make optimal decisions only if appro-
priate incentives are given and only if the agents are monitored. Incentives include stock
options, bonuses, and perquisites (“perks,” such as company automobiles and expensive
offices), and these must be directly related to how close management decisions come to
the interests of the shareholders. Monitoring is done by bonding the agent, systematically
reviewing management perquisites, auditing financial statements, and limiting management
decisions. These monitoring activities necessarily involve costs, an inevitable result of the
separation of ownership and control of a corporation. The less the ownership percentage
of the managers, the less the likelihood that they will behave in a manner consistent with
maximizing shareholder wealth and the greater the need for outside shareholders to monitor
their activities.

Some people suggest that the primary monitoring of managers comes not from the
owners but from the managerial labor market. They argue that efficient capital markets
provide signals about the value of a company’s securities, and thus about the performance
of its managers. Managers with good performance records should have an easier time finding
other employment (if they need to) than managers with poor performance records. Thus, if
the managerial labor market is competitive both within and outside the firm, it will tend to
discipline managers. In that situation, the signals given by changes in the total market value
of the firm’s securities become very important.

e Corporate Social Responsibility (CSR)

Maximizing shareholder wealth does not mean that management should ignore corporate
social responsibility (CSR), such as protecting the consumer, paying fair wages to employees,
maintaining fair hiring practices and safe working conditions, supporting education, and
becoming involved in such environmental issues as clean air and water. It is appropriate for
management to consider the interests of stakeholders other than shareholders. These stake-
holders include creditors, employees, customers, suppliers, communities in which a company
operates, and others. Only through attention to the legitimate concerns of the firm’s various
stakeholders can the firm attain its ultimate goal of maximizing shareholder wealth.

Over the last few decades sustainability has become a growing focus of many corporate
social responsibility efforts. In a sense, corporations have always been concerned with their
ability to be productive, or sustainable, in the long term. However, the concept of sustain-
ability has evolved to such an extent that it is now viewed by many businesses to mean
meeting the needs of the present without compromising the ability of future generations to
meet their own needs. Therefore, more and more companies are being proactive and taking
steps to address issues such as climate change, oil depletion, and energy usage.

'Michael C. Jensen and William H. Meckling, “Theory of the Firm: Managerial Behavior, Agency Costs and
Ownership Structure,” Journal of Financial Economics 3 (October 1976), 305-360.
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Virtue Rewarded

CFOM

Companies are suddenly discovering the profit poten-
tial of social responsibility.

hen Al Gore, the former US vice president, shows
Wup at Wal-Mart headquarters, you have to wonder
what’s going on. As it turns out, Gore was invited to visit
the retailer in July to introduce a screening of his docu-
mentary about global warming, An Inconvenient Truth.
An odd-couple pairing — Gore and a company known
for its giant parking lots? Certainly. But also one of the
many recent signs that “corporate social responsibility”,
once seen as the purview of the hippie fringe, has gone
mainstream.

In the 1970s and 1980s, companies like Ben & Jerry’s
and The Body Shop pushed fair-labor practices and
environmental awareness as avidly and effectively as
Cherry Garcia ice cream and cocoa-butter hand cream.
They were widely admired but rarely imitated.

Today, more than 1,000 companies in 60 countries
have published sustainability reports proclaiming their
concern for the environment, their employees, and their
local communities. Giant corporations from BP to
General Electric have launched marketing campaigns
emphasizing their focus on alternative energy. Wal-Mart,
too, has announced new environmental goals — hence
the Gore visit. The retailer has pledged to increase the
efficiency of its vehicle fleet by 25% over the next three
years, cut the amount of energy used in its stores by at
least 25%, and reduce solid waste from US stores by the
same amount.

Changing expectations

The sudden burst of idealism can be traced to several
sources. First among them: the wave of corporate scan-
dals. “Enron was sort of the tipping point for many
CEOs and boards. They realized that they were going to

continue to be the subject of activist, consumer, and
shareholder focus for a long time,” says Andrew Savitz,
author of The Triple Bottom Line and a former partner in
PricewaterhouseCoopers’s sustainability practice. “People
are now very interested in corporate behavior of all kinds.”

Second, thanks to the internet, everyone has rapid
access to information about that behavior. Word of an
oil spill or a discrimination lawsuit can spread worldwide
nearly instantly. “If you had a supplier using child
labor or dumping waste into a local river, that used to be
pretty well hidden,” says Andrew Winston, director of
the Corporate Environmental Strategy project at Yale
University and co-author of Green to Gold. “Now, some-
one walks by with a camera and blogs about it.”

Real concerns about resource constraints, driven by
the rising costs of such crucial commodities as steel
and oil, are a third factor spurring executives to action.
Wal-Mart chief Lee Scott has said he discovered that by
packaging just one of the company’s own products in
smaller boxes, he could dramatically cut down its dis-
tribution and shipping costs, reducing energy use at the
same time. Such realizations have driven the company’s
re-examination of its packaging and fleet efficiency.

Critics of corporate social responsibility, or CSR, have
long held that the business of business is strictly to
increase profits, a view set forth most famously by the
economist Milton Friedman. Indeed, in a recent survey
of senior executives about the role of business in society,
most respondents “still fall closer to Milton Friedman
than to Ben & Jerry,” says Bradley Googins, executive
director of Boston College’s Center for Corporate
Citizenship, which conducted the survey. “But they see
the Milton Friedman school as less and less viable today,”
due to the change in expectations of business from nearly
every stakeholder group. In a study conducted by the
center in 2005, more than 80% of executives said social
and environmental issues were becoming more impor-
tant to their businesses.

“This debate is over,” says Winston. “The discussion
now is about how to build these intangibles into the
business.”

Source: Adapted from Kate O’Sullivan, “Virtue Rewarded,” CFO Asia (November 2006), pp. 58—63. (www.cfoasia.com) © 2007 by CFO
Publishing Corporation. Used by permission. All rights reserved.

Many people feel that a firm has no choice but to act in socially responsible ways. They
argue that shareholder wealth and, perhaps, the corporation’s very existence depend on its
being socially responsible. Because the criteria for social responsibility are not clearly defined,
however, formulating consistent policies is difficult. When society, acting through various
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Sustainability: Why CFOs Need to Pay Attention

TMAC

TREASURY MANKGEMENT ASSOCIATION OF CANADA
L'ASSOCEATION DE GESTION DE TRESORERIE D4 CANADA

No longer just the right thing to do, sustainability can
affect an organization’s reputation, brand and long-
term profitability.

he surging interest in sustainable developments is

driven by the recognition that corporations, more
than any other organizations (including national govern-
ments), have the power, the influence over financial,
human and natural resources, the means and arguably
the responsibility to promote a corporate agenda that
considers not only the economics of growth but also the
health of the environment and society at large.

Most early sustainability efforts fell under the
umbrella of corporate social responsibility, which cor-
porations practiced with a sense that it was the right
thing to do. The concept has changed since then, and its
evolution has serious implications for the way financial
professionals do their work. Sustainability has emerged
as a business strategy for maintaining long-term growth
and performance and to satisfy corporate obligations
to a range of stakeholders including shareholders.

As they should, profit-oriented corporations priori-
tize their fiduciary responsibilities and consider mainly
the effects of their decisions on their direct shareholders.
The interests and values of other stakeholders and the
wider society affected by their actions often take lower or
no priority.

Under the principles of sustainability, a negative
impact on stakeholder values becomes a cost to a cor-
poration. The cost is usually defined as the expenditure
of resources that could be used to achieve something else
of equal or greater value. Customarily, these costs
have remained external to the organization and never
make their way onto an income statement. They may
include the discharge of contaminants and pollutants
into the environment and other abuses of the public
good.

Now these costs have begun to appear in corporate
financial statements through so-called triple-bottom-
line accounting. This accounting approach promotes the
incorporation into the income statement of not only
tangible financial costs but also traditionally less tan-
gible environmental and social costs of doing business.
Organizations have practiced such green accounting
since the mid-1980s, as they recognize that financial
indicators alone no longer adequately identify and com-
municate the opportunities and risks that confront them.
These organizations understand that failure in non-
financial areas can have a substantial impact on share-
holder value. Non-financial controversy has dogged
companies such as Royal Dutch/Shell (Brent Spar sink-
ing and Niger River delta operations), Talisman Energy
Inc. (previous Sudan investments) and Wal-Mart Stores
Inc. (labor practices).

To corporations, sustainability presents both a stick
and a carrot. The stick of sustainability takes the form of
a threat to attracting financing. Investors, particularly
institutions, now ask more penetrating questions about
the long-term viability of the elements in their portfolios.
If a company cannot demonstrate that it has taken
adequate steps to protect itself against long-term non-
financial risks, including risks to its reputation and
brand, it may become a much less attractive asset to
investors. Lenders, too, increasingly look at sustainability
in their assessment of their debt portfolios.

The carrot of sustainability comes in a variety of
forms. Carbon-management credits are becoming a
source of income for some companies. Younger con-
sumers are increasingly green-minded, screening their
investment and consumption choices by filtering out less
socially and environmentally responsibly organizations.

Organizations can learn how to account more com-
pletely for environmental and social issues and then
define, capture and report on these non-financial indica-
tors as part of their performance measurement. In the
process, they can uncover new ways to safeguard their
reputation, build trust among stakeholders, consolidate
their license to operate and ultimately enhance their
growth and profitability.

Source: James Hartshorn, “Sustainability: Why CFOs Need to Pay Attention,” Canadian Treasurer (22 June/July 2006), p. 15. (www.tmac.ca)
Used by permission. All rights reserved.

representative bodies, establishes the rules governing the trade-offs between social goals, envi-
ronmental sustainability, and economic efficiency, the task for the corporation is clearer. We
can then view the company as producing both private and social goods, and the maximiza-
tion of shareholder wealth remains a viable corporate objective.
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Corporate Governance

Corporate
governance The
system by which
corporations are
managed and
controlled. It
encompasses

the relationships
among a company’s
shareholders, board
of directors, and
senior management.

Sarbanes-Oxley

Act of 2002 (SOX)
Addresses, among
other issues,
corporate governance,
auditing and
accounting, executive
compensation, and
enhanced and timely
disclosure of
corporate information.

Public Company
Accounting Oversight
Board (PCAOB)
Private-sector,
nonprofit corporation,
created by the
Sarbanes-Oxley Act
of 2002 to oversee
the auditors of public
companies in order to
protect the interests
of investors and
further the public
interest in the
preparation of
informative, fair,

and independent
audit reports.

Corporate governance refers to the system by which corporations are managed and con-
trolled. It encompasses the relationships among a company’s shareholders, board of directors,
and senior management. These relationships provide the framework within which corporate
objectives are set and performance is monitored. Three categories of individuals are, thus,
key to corporate governance success: first, the common shareholders, who elect the board of
directors; second, the company’s board of directors themselves; and, third, the top executive
officers led by the chief executive officer (CEO).

The board of directors — the critical link between shareholders and managers — is poten-
tially the most effective instrument of good governance. The oversight of the company is
ultimately their responsibility. The board, when operating properly, is also an independent
check on corporate management to ensure that management acts in the shareholders’ best
interests.

@ The Role of the Board of Directors

The board of directors sets company-wide policy and advises the CEO and other senior
executives, who manage the company’s day-to-day activities. In fact, one of the board’s most
important tasks is hiring, firing, and setting of compensation for the CEO.

Boards review and approve strategy, significant investments, and acquisitions. The board
also oversees operating plans, capital budgets, and the company’s financial reports to com-
mon shareholders.

In the United States, boards typically have 10 or 11 members, with the company’s CEO
often serving as chairman of the board. In Britain, it is common for the roles of chairman
and CEO to be kept separate, and this idea is gaining support in the United States.

e Sarbanes-Oxley Act of 2002

There has been renewed interest in corporate governance in this last decade caused by major
governance breakdowns, which led to failures to prevent a series of recent corporate scandals
involving Enron, WorldCom, Global Crossing, Tyco, and numerous others. Governments
and regulatory bodies around the world continue to focus on the issue of corporate gover-
nance reform. In the United States, one sign of the seriousness of this concern was that
Congress enacted the Sarbanes-Oxley Act of 2002 (SOX).

Sarbanes-Oxley mandates reforms to combat corporate and accounting fraud, and imposes
new penalties for violations of securities laws. It also calls for a variety of higher standards
for corporate governance, and establishes the Public Company Accounting Oversight Board
(PCAOB). The Securities and Exchange Commission (SEC) appoints the chairman and the
members of the PCAOB. The PCAOB has been given the power to adopt auditing, quality
control, ethics, and disclosure standards for public companies and their auditors as well as
investigate and discipline those involved.

Organization of the Financial Management Function

Whether your business career takes you in the direction of manufacturing, marketing,
finance, or accounting, it is important for you to understand the role that financial manage-
ment plays in the operations of the firm. Figure 1.1 is an organization chart for a typical
manufacturing firm that gives special attention to the finance function.

As the head of one of the three major functional areas of the firm, the vice president of
finance, or chief financial officer (CFO), generally reports directly to the president, or chief



More Rules, Higher Profits

1 The Role of Financial Management

CFO

New research shows that good governance practices
may reduce your cost of capital.

Il too often, the drive for corporate-governance

reform feels like a costly exercise in wishful thinking.
After all, can you really find a strong correlation between
a mandatory retirement age for directors and a bigger net
profit margin?

You can, as it happens. A growing body of research
suggests that the governance practices promoted by such
proxy groups as Institutional Shareholder Services (ISS)
and the Investor Responsibility Research Center are
indeed associated with better corporate performance and
a lower cost of capital. One 2003 study by researchers at
Harvard University and the Wharton School found that
companies with greater protections for shareholders had
significantly better equity returns, profits, and sales
growth than others. A more recent study, by ISS, found
that companies that closely follow its governance advice
have higher price—earnings ratios.

Source: Adapted from Don Durfee, “More Rules, Higher Profits,” CFO (August 2006), p. 24. (www.cfo.com) Copyright © 2006 by CFO

Publishing Corporation. Used by permission. All rights reserved.
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EXECUTIVE EXECUTIVE EXECUTIVE
VICE PRESIDENT VICE PRESIDENT VICE PRESIDENT
Operations Finance Marketing
(Chief Financial Officer)
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(Treasurer) (Controller)
| I
e Capital budgeting @ Cost accounting
@ Cash management @ Cost management
o Commercial banking and investment e Data processing
banking relationships ® General ledger (payroll, accounts
o Credit management receivable/payable)
e Dividend disbursement and share ® Government reporting (IRS, SEC)
repurchases @ Internal control
e Financial analysis and planning ® Preparing budgets
e Investor relations ® Preparing financial statements
@ Insurance/risk management ® Preparing forecasts
e Mergers and acquisitions analysis
@ Pensions management
Figure 1 1 ® Tax analysis and planning
Financial management *In response to heightened concern over shareholders’ interests, a growing number of companies have
on the organization placed shareholders in a box above the board of directors on their organization chart.
chart - J
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Four Eyes Are Better

Organization of the Book

We began this chapter by offering the warning that today’s financial manager must have the
flexibility to adapt to the changing external environment if his or her firm is to survive. The
recent past has witnessed the production of sophisticated new technology-driven techniques
for raising and investing money that offer only a hint of things to come. But take heart.
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CFO

ould a different reporting structure have prevented
Cthe WorldCom fraud? Harry Volande thinks so.
The Siemens Energy & Automation CFO reports to
the board of directors, rather than to the CEO. He says
the structure, which Siemens refers to as the “four-eye
principle,” makes it easier for finance chiefs to stay
honest. “The advantage is that you have a CFO who does
not depend on the CEO for reviews or a remuneration
package,” says Volande. “That gives him the freedom to
voice an independent opinion.” The reporting structure,
which is more common in Germany, applies throughout
the German electronics conglomerate. In the United States,
such a reporting practice is rare, in part because at many
companies the CEO also chairs the board. “Most CEOs
would resist such a change in the hierarchy,” says James
Owers, professor of finance at Georgia State University.

With a change in the reporting model unlikely,
governance watchdogs are advocating frequent and
independent meetings between the CFO and the board.
Many CFOs have access to the board only when the
CEO requests a finance presentation, says Owers.

Espen Eckbo, director of the Center for Corporate
Governance at Dartmouth’s Tuck School of Business,
says boards should consider taking more responsibility
for evaluating the CFO and determining his or her com-
pensation, rather than relying solely on the CEO’s opin-
ion. Such a practice would provide more independence
for the finance chief, he says.

Of course, there are drawbacks when the CFO reports
directly to the board. Volande admits that it can slow
the decision-making process. For example, if there are
disagreements about a possible merger, the board
ultimately has to make the decision. “You require
additional communication, which can be useful, but it
takes longer,” says Volande. He acknowledges that the
structure is not for everyone, as conflicts can arise when
senior executives share power: “It takes a CEO and CFO
with a certain amount of humility and flexibility.”

Source: Kate O’Sullivan, “Four Eyes Are Better,” CFO (June 2006), p. 21. (www.cfo.com) Copyright © 2006 by CFO Publishing Corporation.

Used by permission. All rights reserved.

executive officer (CEO). In large firms, the financial operations overseen by the CFO will be

split into two branches, with one headed by a treasurer and the other by a controller.

The controller’s responsibilities are primarily accounting in nature. Cost accounting, as
well as budgets and forecasts, concerns internal consumption. External financial reporting is

provided to the IRS, the Securities and Exchange Commission (SEC), and the stockholders.

The treasurer’s responsibilities fall into the decision areas most commonly associated
with financial management: investment (capital budgeting, pension management), financing
(commercial banking and investment banking relationships, investor relations, dividend
disbursement), and asset management (cash management, credit management). The organ-
ization chart may give you the false impression that a clear split exists between treasurer and
controller responsibilities. In a well-functioning firm, information will flow easily back and
forth between both branches. In small firms the treasurer and controller functions may be

combined into one position, with a resulting commingling of activities.

Although the techniques of financial management change, the principles do not.

As we introduce you to the most current techniques of financial management, our focus
will be on the underlying principles or fundamentals. In this way, we feel that we can best

prepare you to adapt to change over your entire business career.



1 The Role of Financial Management

e The Underpinnings

In Part 1, Chapter 1, we define financial management, advocate maximization of shareholder
wealth as the goal of the firm, and look at the position that financial management holds on
the firm’s organization chart. Our next aim is to arm you with certain background material
and some of the basic tools of financial analysis. Therefore, in Chapter 2 we examine the
legal setting for financial management as it relates to organizational form and to taxes. The
function of financial markets and institutions, as well as of interest rates, is also included

Ask Alice About Ethics

BUSINESS OWNER'S

N KIT

Total Know-How For Small Business

Dear Alice,

With all the sound and fury going on about our national
moral crisis, do you have any words of wisdom and encour-
agement on the subject of business ethics?

Hopeful in Hawaii

Dear Hopeful,

Glad to hear someone out there still has some faith in the
immortality of morality in these troubled times. I don’t
know why business ethics should be a subset of general,
run-of-the-mill ethics, but I'm willing to make a stab at
defining how one’s ethics can impact one’s business.

The way I see it, a business person needs several funda-
mental ingredients to succeed. These might include skills
specific to the trade he or she is in, sufficient capital, a
willingness to apply a generous amount of elbow grease,
and a whole lot of luck. But even given all of the above,
if the ingredient of integrity is absent, true success will
elude the enterprise — for what kind of a business can
survive without a good reputation? And what is reputa-
tion, after all, but ethics and integrity?

To be sure, much morality is imposed externally these
days. Laws and regulations tend to make individuals,
corporations, and even countries more virtuous than
they might otherwise be. Good intentions are fine, but a
little external incentive never hurts to get the job done.
Yet the true hope for the future of ethics in society
stems from the fact that the vast majority of folks have an
internal moral compass and would do the right thing
even without extraordinary external pressure.

And while these times may indeed appear to be
troubled, they are no more so than times gone by.
Consider the virtual caste system declaimed by Aristotle,
the rampant corruption of the late Roman Empire, the
blood and guts of the Middle Ages, not to mention the
exploitation of colonialism in more recent times.

If you'd like to see a wonderful example of how
the ethical dilemmas of ancient times apply even
today, take a look at this very pithy essay on honest
business dealings. Here you will find a journal article
by Randy Richards of St. Ambrose University titled
“Cicero and the Ethics of Honest Business Dealings.”
(www.stthom.edu/Public/getFile.asp?isDownload=1&File_
Content_ID=518) It tells about how Cicero came to
write his treatise On Duties, in which he addresses what
we ought to do when what is right and ethical conflicts
with what seems advantageous.

Cicero sent his son off to school in Athens, where
Junior proved to be a less-than-stellar pupil. Word
got back to Rome about excessive partying and lack
of attention to scholarship, and Dad was inspired to
write a long letter to his offspring on the subject of doing
one’s duty. Cicero’s examples of problems in doing
one’s duty, as described by the article’s author, are as
contemporary as any of the business ethics cases you
read about in your daily newspaper. Manipulating earn-
ings and stock values a la Enron and Andersen! Covering
up a defect in a product or property a la Firestone! Same
race, different rats!

So keep the faith and remain hopeful. Mankind has
been struggling with ethical challenges fairly successfully
for the two millennia since that wise old Roman fired
off a letter to his kid. And as long as the struggle to do
the right thing continues, civilization will continue to
improve — despite our temporary epidemic of sex, lies
and media hype.

Source: Adapted from Alice Magos, “Ask Alice About Ethics.” Retrieved from www.toolkit.cch.com/advice/096askalice.asp. Reproduced
with permission from CCH Business Owner’s Toolkit, published and copyrighted by:

CCH Incorporated

2700 Lake Cook Road
Riverwoods, Illinois 60015
(www.toolkit.cch.com)
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as pertinent background information. In particular, we will focus on how business firms
interact with financial markets. The time value of money, valuation, and the twin concepts of
risk and return are explored in Part 2, Chapters 3, 4, and 5, because an understanding of these
fundamentals is essential to sound financial decisions. Indeed, the foundation for maximizing
shareholder wealth lies in valuation and in an understanding of the trade-offs between risk
and return. As a result, we explore these topics early on.

m If I have no intention of becoming a financial manager, why do I need to understand

financial management?

One good reason is “to prepare yourself for the workplace of the future.” More and
more businesses are reducing management jobs and squeezing together the various
layers of the corporate pyramid. This is being done to reduce costs and boost
productivity. As a result, the responsibilities of the remaining management positions
are being broadened. The successful manager will need to be much more of a team
player who has the knowledge and ability to move not just vertically within an
organization but horizontally as well. Developing cross-functional capabilities will
be the rule, not the exception. Thus a mastery of basic financial management skills is
a key ingredient that will be required in the workplace of your not-too-distant future.

To invest in, finance, and manage assets efficiently, financial managers must plan carefully.
For one thing, they must project future cash flows and then assess the likely effect of these
flows on the financial condition of the firm. On the basis of these projections, they also must
plan for adequate liquidity to pay bills and other debts as they come due. These obligations
may make it necessary to raise additional funds. In order to control performance, the finan-
cial manager needs to establish certain norms. These norms are then used to compare actual
performance with planned performance. Because financial analysis, planning, and control
underlie a good deal of the discussion in this book, we examine these topics in Part 3,
Chapters 6 and 7.

e Managing and Acquiring Assets

Decisions regarding the management of assets must be made in accordance with the under-
lying objective of the firm: to maximize shareholder wealth. In Part 4, we examine cash,
marketable securities, accounts receivable, and inventories. We shall explore ways of efficiently
managing these current assets in order to maximize profitability relative to the amount of
funds tied up in the assets. Determining a proper level of liquidity is very much a part of
this asset management. The optimal level of a current asset depends on the profitability and
flexibility associated with that level in relation to the cost involved in maintaining it. In the
past, the management of working capital (current assets and their supporting financing)
dominated the role of financial managers. Although this traditional function continues to
be vital, expanded attention is now being paid to the management of longer-term assets and
liabilities.

In Part 5, under capital budgeting, we consider the acquisition of fixed assets. Capital bud-
geting involves selecting investment proposals whose benefits are expected to extend beyond
one year. When a proposal requires an increase or decrease in working capital, this change is
treated as part of the capital budgeting decision and not as a separate working capital decision.
Because the expected future benefits from an investment proposal are uncertain, risk is



Key Learning Points

1 The Role of Financial Management

necessarily involved. Changes in the business-risk complexion of the firm can have a
significant influence on the firm’s value in the marketplace. Because of this important effect,
attention is devoted to the problem of measuring risk for a capital investment project. In
addition to risk, an investment project sometimes embodies options for management to alter
previous decisions. Therefore the effect of managerial options on project desirability is
studied. Capital is apportioned according to an acceptance criterion. The return required of
the project must be in accord with the objective of maximizing shareholder wealth.

e Financing Assets

A major facet of financial management involves providing the financing necessary to support
assets. A wide variety of financing sources are available. Each has certain characteristics as
to cost, maturity, availability, claims on assets, and other terms imposed by the suppliers of
capital. On the basis of these factors, the financial manager must determine the best mix of
financing for the firm. Implications for shareholder wealth must be considered when these
decisions are made.

In Part 6 we discuss the capital structure (or permanent long-term financing makeup) of a
firm. We look at the concept of financial leverage from a number of different angles in an
effort to understand financial risk and how this risk is interrelated with business (or operat-
ing) risk. In addition, we analyze the retention of earnings as a source of financing. Because
this source represents dividends forgone by stockholders, dividend policy very much impinges
on financing policy and vice versa. Whereas in Part 4, previously discussed, we examine the
various sources of short-term financing, in Part 7 the sources of long-term financing are
explored. Both parts reveal the features, concepts, and problems associated with alternative
methods of financing.

e A Mixed Bag

In Part 8 we cover some of the specialized areas of financial management in detail. Some of
the more exotic financing instruments — convertibles, exchangeables, and warrants — are dis-
cussed. Mergers, strategic alliances, divestitures, restructurings, and remedies for a failing
company are explored. Growth of a company can be internal, external, or both, and domestic
or international in flavor. Finally, because the multinational firm has come into prominence,
it is particularly relevant that we study growth through international operations.

Financial management, then, involves the acquisition, financing, and management of
assets. These three decision areas are all interrelated: the decision to acquire an asset necessi-
tates the financing and management of that asset, whereas financing and management costs
affect the decision to invest. The focus of this book is on the investment, financing, and asset
management decisions of the firm. Together, these decisions determine the value of the firm
to its shareholders. Mastering the concepts involved is the key to understanding the role of
financial management.

e Financial management is concerned with the acquisi- ® We assume in this book that the goal of the firm is to

tion, financing, and management of assets with some maximize the wealth of the firm’s present owners (or
overall goal in mind. shareholders). Shareholder wealth is represented by
@ The decision function of financial management can be the market price per share of the firm’s common stock,
broken down into three major areas: the investment, which, in turn, is a reflection of the firm’s investment,
financing, and asset management decisions. financing, and asset management decisions.
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Selected References

The market price of a firm’s stock represents the focal
judgment of all market participants as to the value
of the particular firm. It takes into account present
and prospective future earnings per share; the timing,
duration, and risk of these earnings; the dividend
policy of the firm; and other factors that bear on the
market price of the stock.

Agency theory suggests that managers (the agents),
particularly those of large, publicly owned firms,
may have different objectives from those of the
shareholders (the principals). The shareholders can
assure themselves that the managers will make share-
holder wealth-maximizing decisions only if manage-
ment receives appropriate incentives and only if
management is monitored.

Maximizing shareholder wealth does not relieve the firm
of the responsibility to act in socially responsible ways.

e Corporate governance is the system by which corpora-

tions are managed and controlled. It encompasses the
relationships among a company’s shareholders, board
of directors, and senior management.

In large firms, the finance function is the responsibil-
ity of the vice president of finance, or chief financial
officer (CFO), who generally reports directly to the
president, or chief executive officer (CEQ). The finan-
cial operations overseen by the CFO will be split into
two branches, with one headed by a treasurer and the
other by a controller. The controller’s responsibilities
are primarily accounting in nature, whereas the trea-
surer’s responsibilities fall into the decision areas most
commonly associated with financial management.

1. If all companies had an objective of maximizing shareholder wealth, would people over-

all tend to be better or worse off?

2. Contrast the objective of maximizing earnings with that of maximizing wealth.

3. What is financial management all about?

4. Is the goal of zero profits for some finite period (three to five years, for example) ever
consistent with the maximization-of-wealth objective?

5. Explain why judging the efficiency of any financial decision requires the existence of a goal.

6. What are the three major functions of the financial manager? How are they related?

7. Should the managers of a company own sizable amounts of common stock in the com-
pany? What are the pros and cons?

8. During the last few decades, a number of environmental, hiring, and other regulations
have been imposed on businesses. In view of these regulatory changes, is maximization of
shareholder wealth any longer a realistic objective?

9. As an investor, do you think that some managers are paid too much? Do their rewards

come at your expense?

10. How does the notion of risk and reward govern the behavior of financial managers?
11. What is corporate governance? What role does a corporation’s board of directors play in

corporate governance?

12. Compare and contrast the roles that a firm’s treasurer and controller have in the opera-

tion of the firm.
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After studying Chapter 2, you should be able to:

® Describe the four basic forms of business organ-
ization in the United States — and the advantages
and disadvantages of each.

® Understand how to find a corporation’s taxable
income and how to determine the corporate tax
rate — both average and marginal.

® Understand various methods of depreciation.

® Explain why acquiring assets through the use of
debt financing offers a tax advantage over both
common and preferred stock financing.

® Describe the purpose and makeup of financial
markets.

® Demonstrate an understanding of how letter
ratings of the major rating agencies help you
to judge a security’s default risk.

® Understand what is meant by the “term struc-
ture of interest rates” and relate it to a “yield
curve.”

Corporation, n. An ingenious device for obtaining individual profit
without individual responsibility.

—AMBROSE BIERCE
The Devil’s Dictionary
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The Business Environment

Sole proprietorship
A business form for
which there is one
owner. This single
owner has unlimited
liability for all debts
of the firm.

Partnership A
business form in
which two or more
individuals act as
owners. In a general
partnership all
partners have
unlimited liability
for the debts of the
firm; in a limited
partnership one or
more partners may
have limited liability.
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To understand better the role of financial managers, you must be familiar with the environ-
ments in which they operate. The form of business organization that a firm chooses is one
aspect of the business setting in which it must function. We will explore the advantages and
disadvantages of the various alternative forms of business organization. Next, we will look
at the tax environment in order to gain a basic understanding of how tax implications may
impact various financial decisions. Finally, we investigate the financial system and the ever-
changing environment in which capital is raised.

In the United States there are four basic forms of business organization: sole proprietor-
ships (one owner), partnerships (general and limited), corporations, and limited liability
companies (LLCs). Sole proprietorships outnumber the others combined by over 2 to 1, but
corporations rank first by far when measured by sales, assets, profits, and contribution to
national income. As this section unfolds, you will discover some of the pluses and minuses of
each alternative form of business organization.

e Sole Proprietorships

The sole proprietorship is the oldest form of business organization. As the title suggests, a
single person owns the business, holds title to all its assets, and is personally responsible for
all of its debts. A proprietorship pays no separate income taxes. The owner merely adds any
profits or subtracts any losses from the business when determining personal taxable income.
This business form is widely used in service industries. Because of its simplicity, a sole pro-
prietorship can be established with few complications and little expense. Simplicity is its
greatest virtue.

Its principal shortcoming is that the owner is personally liable for all business obligations.
If the organization is sued, the proprietor as an individual is sued and has unlimited liability,
which means that much of his or her personal property, as well as the assets of the business,
may be seized to settle claims. Another problem with a sole proprietorship is the difficulty
in raising capital. Because the life and success of the business is so dependent on a single
individual, a sole proprietorship may not be as attractive to lenders as another form of organ-
ization. Moreover, the proprietorship has certain tax disadvantages. Fringe benefits, such as
medical coverage and group insurance, are not regarded by the Internal Revenue Service as
expenses of the firm and therefore are not fully deductible for tax purposes. A corporation
often deducts these benefits, but the proprietor must pay for a major portion of them from
income left over after paying taxes. In addition to these drawbacks, the proprietorship form
makes the transfer of ownership more difficult than does the corporate form. In estate plan-
ning, no portion of the enterprise can be transferred to members of the family during the pro-
prietor’s lifetime. For these reasons, this form of organization does not afford the flexibility
that other forms do.

e Partnerships

A partnership is similar to a proprietorship, except there is more than one owner. A
partnership, like a proprietorship, pays no income taxes. Instead, individual partners include
their share of profits or losses from the business as part of their personal taxable income.
One potential advantage of this business form is that, relative to a proprietorship, a greater
amount of capital can often be raised. More than one owner may now be providing personal
capital, and lenders may be more agreeable to providing funds given a larger owner invest-
ment base.
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In a general partnership all partners have unlimited liability; they are jointly liable for the
obligations of the partnership. Because each partner can bind the partnership with obligations,
general partners should be selected with care. In most cases a formal arrangement, or part-
nership agreement, sets forth the powers of each partner, the distribution of profits, the
amounts of capital to be invested by the partners, procedures for admitting new partners,
and procedures for reconstituting the partnership in the case of the death or withdrawal of
a partner. Legally, the partnership is dissolved if one of the partners dies or withdraws. In
such cases, settlements are invariably “sticky,” and reconstitution of the partnership can be
a difficult matter.

In a limited partnership, limited partners contribute capital and have liability confined to
that amount of capital; they cannot lose more than they put in. There must, however, be at
least one general partner in the partnership, whose liability is unlimited. Limited partners
do not participate in the operation of the business; this is left to the general partner(s). The
limited partners are strictly investors, and they share in the profits or losses of the partnership
according to the terms of the partnership agreement. This type of arrangement is frequently
used in financing real estate ventures.

e Corporations

Because of the importance of the corporate form in the United States, the focus of this book
is on corporations. A corporation is an “artificial entity” created by law. It can own assets
and incur liabilities. In the famous Dartmouth College decision in 1819, Justice Marshall
concluded that

a corporation is an artificial being, invisible, intangible, and existing only in contemplation
of the law. Being a mere creature of law, it possesses only those properties which the
charter of its creation confers upon it, either expressly or as incidental to its very existence.'

The principal feature of this form of business organization is that the corporation exists legally
separate and apart from its owners. An owner’s liability is limited to his or her investment.
Limited liability represents an important advantage over the proprietorship and general
partnership. Capital can be raised in the corporation’s name without exposing the owners
to unlimited liability. Therefore, personal assets cannot be seized in the settlement of claims.
Ownership itself is evidenced by shares of stock, with each stockholder owning that pro-
portion of the enterprise represented by his or her shares in relation to the total number of
shares outstanding. These shares are easily transferable, representing another important
advantage of the corporate form. Moreover, corporations have found what the explorer Ponce
de Leon could only dream of finding — unlimited life. Because the corporation exists apart
from its owners, its life is not limited by the lives of the owners (unlike proprietorships and
partnerships). The corporation can continue even though individual owners may die or sell
their stock.

Because of the advantages associated with limited liability, easy transfer of ownership
through the sale of common stock, unlimited life, and the ability of the corporation to raise
capital apart from its owners, the corporate form of business organization has grown
enormously in the twentieth century. With the large demands for capital that accompany an
advanced economy, the proprietorship and partnership have proven unsatisfactory, and the
corporation has emerged as the most important organizational form.

A possible disadvantage of the corporation is tax related. Corporate profits are subject
to double taxation. The company pays tax on the income it earns, and the stockholder is
also taxed when he or she receives income in the form of a cash dividend. (We will take a

"The Trustees of Dartmouth College v. Woodward, 4 Wheaton 636 (1819).



Part 1 Introduction to Financial Management

Limited liability
company (LLC) A
business form that
provides its owners
(called “members”)
with corporate-style
limited personal
liability and the
federal-tax treatment
of a partnership.

The Tax Environment

20

closer look at taxes in the next section.”) Minor disadvantages include the length of time to
incorporate and the red tape involved, as well as the incorporation fee that must be paid to
the state in which the firm is incorporated. Thus, a corporation is more difficult to establish
than either a proprietorship or a partnership.

e Limited Liability Companies (LLCs)

A limited liability company (LLC) is a hybrid form of business organization that combines
the best aspects of both a corporation and a partnership. It provides its owners (called
“members”) with corporate-style limited personal liability and the federal-tax treatment of a
partnership.’ Especially well suited for small and medium-sized firms, it has fewer restrictions
and greater flexibility than an older hybrid business form — the S corporation (which we dis-
cuss in the section on taxes).

Until 1990 only two states, Wyoming and Florida, allowed the formation of LLCs. A 1988
Internal Revenue Service (IRS) ruling that any Wyoming LLC would be treated as a partner-
ship for federal-tax purposes opened the floodgates for the remaining states to start enacting
LLC statutes. Though new to the United States, LLCs have been a long-accepted form of busi-
ness organization in Europe and Latin America.

Limited liability companies generally possess no more than two of the following four
(desirable) standard corporate characteristics: (1) limited liability, (2) centralized manage-
ment, (3) unlimited life, and (4) the ability to transfer ownership interest without prior
consent of the other owners. LLCs (by definition) have limited liability. Thus members are
not personally liable for any debts that may be incurred by the LLC. Most LLCs choose to
maintain some type of centralized management structure. One drawback to an LLC, however,
is that it generally lacks the corporate feature of “unlimited life,” although most states do
allow an LLC to continue if a member’s ownership interest is transferred or terminated.
Another drawback is that complete transfer of an ownership interest is usually subject to the
approval of at least a majority of the other LLC members.

Although the LLC structure is applicable to most businesses, service-providing profes-
sionals in many states who want to form an LLC must resort to a parallel structure. In those
states, accountants, lawyers, doctors, and other professionals are allowed to form a profes-
sional LLC (PLLC) or limited liability partnership (LLP), a PLLC look-alike. One indication of
the popularity of the PLLC/LLP structure among professionals can be found in the fact that
all of the “Big Four” accounting firms in the United States are LLPs.

Most business decisions are affected either directly or indirectly by taxes. Through their
taxing power, federal, state, and local governments have a profound influence on the beha-
vior of businesses and their owners. What might prove to be an outstanding business deci-
sion in the absence of taxes may prove to be very inferior with taxes (and sometimes, vice
versa). In this section we introduce you to some of the fundamentals of taxation. A basic
understanding of this material will be needed for later chapters when we consider specific
financial decisions.

We begin with the corporate income tax. Then we briefly consider personal income taxes.
We must be mindful that tax laws frequently change.

*An S corporation, named for a subchapter of the Internal Revenue Code, is a special type of corporate structure open
only to qualifying “small corporations.” Since its reason for being is entirely tax motivated, we defer its discussion
until the section on taxes.

*Many states permit single-member LLCs. Qualified single-member LLCs are taxed as sole proprietorships.



Depreciation The
systematic allocation
of the cost of a
capital asset over

a period of time for
financial reporting
purposes, tax
purposes, or both.

2 The Business, Tax, and Financial Environments

e Corporate Income Taxes

A corporation’s taxable income is found by deducting all allowable expenses, including depre-
ciation and interest, from revenues. This taxable income is then subjected to the following
graduated tax structure:

CORPORATE TAXABLE INCOME

AT LEAST BUT LESS THAN TAX RATE (%) TAX CALCULATION
$ 0 $ 50,000 15 0.15 X (income over $0)
50,000 75,000 25 $ 7,500 + 0.25 X (income over 50,000)
75,000 100,000 34 13,750 + 0.34 X (income over 75,000)
100,000 335,000 39° 22,250 + 0.39 X (income over 100,000)
335,000 10,000,000 34 113,900 + 0.34 X (income over 335,000)
10,000,000 15,000,000 35 3,400,000 + 0.35 X (income over 10,000,000)
15,000,000 18,333,333 38" 5,150,000 + 0.38 X (income over 15,000,000)
18,333,333 - 35 6,416,667 + 0.35 X (income over 18,333,333)

*Between $100,000 and $335,000 there is a built-in surtax of 5 percent over the 34 percent rate. This results
in corporations with taxable income between $335,000 and $10,000,000 “effectively” paying a flat 34 percent
rate on all of their taxable income.

"Between $15,000,000 and $18,333,333 there is a built-in surtax of 3 percent over the 35 percent rate. This
results in corporations with taxable income over $18,333,333 “effectively” paying a flat 35 percent rate on all
of their taxable income.

The tax rate — the percentage of taxable income that must be paid in taxes — that is applied to
each income bracket is referred to as a marginal rate. For example, each additional dollar of
taxable income above $50,000 is taxed at the marginal rate of 25 percent until taxable income
reaches $75,000. At that point, the new marginal rate becomes 34 percent. The average tax rate
for a firm is measured by dividing taxes actually paid by taxable income. For example, a firm
with $100,000 of taxable income pays $22,250 in taxes, and therefore has an average tax rate
of $22,250/$100,000, or 22.25 percent. For small firms (i.e., firms with less than $335,000
of taxable income), the distinction between the average and marginal tax rates may prove
important. However, the average and marginal rates converge at 34 percent for firms with
taxable income between $335,000 and $10 million and, finally, converge again, this time to the
35 percent rate, for firms with taxable income above $18,333,333.

Alternative Minimum Tax. Companies dislike paying taxes and will take advantage of all
the deductions and credits that the law allows. Therefore, the Internal Revenue Service has
devised a special tax to ensure that large firms that benefit from the tax laws pay at least a
minimum amount of tax. This special tax is called the alternative minimum tax (AMT). The
tax — 20 percent of alternative minimum taxable income (AMTI) — applies only when the AMT
would be greater than the firm’s normally computed tax. To broaden the base of taxable
income, AMTI is calculated by applying adjustments to items that had previously received
some tax preference.

Quarterly Tax Payments. Corporations of any significant size are required to make quar-
terly tax payments. Specifically, calendar-year corporations are required to pay 25 percent of
their estimated taxes in any given year on or before April 15, June 15, September 15, and
December 15. When actual income differs from that which has been estimated, adjustments
are made. A company that is on a calendar-year basis of accounting must make final settle-
ment by March 15 of the subsequent year.

Depreciation. Depreciation is the systematic allocation of the cost of a capital asset over a
period of time for financial reporting purposes, tax purposes, or both. Depreciation deduc-
tions taken on a firm’s tax return are treated as expense items. Thus depreciation lowers tax-
able income. Everything else being equal, the greater the depreciation charges, the lower the
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® 3-Year 200% Class. Includes property with a midpoint life of 4 years or less, except automobiles
and light trucks. Under the Asset Depreciation Range (ADR) system, assets are grouped within
classes and a guideline (midpoint) life is determined by the Treasury Department.

® 5-Year 200% Class. Includes property with an ADR midpoint life of more than 4 to less than
10 years. Also included are automobiles, light trucks, most technological and semiconductor
manufacturing equipment, switching equipment, small power production facilities, research and
experimental equipment, high technology medical equipment, computers, and certain office
equipment.

® 7-Year 200% Class. Includes property with ADR midpoints of 10 to less than 16 years and single-
purpose agricultural structures. Also includes office furniture and any other property for which no
class life is specified by law.

® 10-Year 200% Class. Includes property with ADR midpoints of 16 to less than 20 years.

® [5-Year 150% Class. Includes property with ADR midpoints of 20 to less than 25 years, sewage
treatment plants, and telephone distribution plants.

® 20-Year 150% Class. Includes property with ADR midpoints of 25 years or more, other than real
property described below.

® 27.5-Year Straight-Line Class. Includes residential rental property.

® 39-Year Straight-Line Class. Includes other real estate.

tax. There are a number of alternative procedures for depreciating capital assets, including
straight-line depreciation and various accelerated depreciation methods. The depreciation
methods chosen may differ for tax reporting versus financial reporting. Most firms with
taxable income prefer to use an accelerated depreciation method for tax reporting purposes —
one that allows for a more rapid write-off and, hence, a lower taxable income figure.

The Tax Reform Act of 1986 allows companies to use a particular type of accelerated depre-
ciation for tax purposes; it is known as the Modified Accelerated Cost Recovery System
(MACRS, pronounced “makers”).* Under MACRS, machinery, equipment, and real estate are
assigned to one of eight classes for purposes of determining a prescribed life, called a cost
recovery period, and a depreciation method. The property class in which an asset falls deter-
mines its cost recovery period or prescribed life for tax purposes — a life that may differ from
the asset’s useful or economic life. A general description of the property classes is provided in
Table 2.1. (The reader should refer to the Internal Revenue Code for more detail.)

To illustrate some of the various methods of depreciation, let’s first consider straight-line
depreciation. If the fully installed acquisition cost of a five-year property class asset is $10,000,
annual depreciation charges using straight-line depreciation would be $10,000/5, or $2,000.
(For tax purposes, expected salvage value does not affect depreciation charges.)

Declining-balance depreciation, on the other hand, calls for an annual charge that is a
“fixed percentage” of the asset’s net book value (acquisition cost minus accumulated deprecia-
tion) at the beginning of the year to which the depreciation charge applies. For example, when
using the double-declining-balance (DDB) method, we compute a rate by dividing 1 by the
number of years of depreciable life for the asset. Then we double that rate. (Other declining-
balance methods use other multiples.) Under the declining-balance methods the general

formula for determining the depreciation charge in any period is
m(1/n)NBV (2.1)

where m is the multiple, # is the depreciable life of the asset, and NBV is the asset’s net book
value at the start of the year. For a $10,000 asset, with a five-year life, the depreciation charge
in the first year using the DDB method would be

2(1/5)$10,000 = $4,000

*The term “Modified Accelerated Cost Recovery System” (MACRS) is used to distinguish the deductions computed under
post-1986 rules from deductions prescribed under pre-1987 rules of the Accelerated Cost Recovery System (ACRS).
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For our example, 2(1/5) determines the “fixed percentage,” or 40 percent, that is applied
against the declining net book value each year. The depreciation charge in the second year is
based on the depreciated net book value of $6,000. We arrive at the $6,000 by subtracting the
first year’s depreciation charge, $4,000, from the asset’s original acquisition cost. The depre-
ciation charge in the second year would be

2(1/5)$6,000 = $2,400
The third year’s charge would be

2(1/5)$3,600 = $1,440
and so on.

Modified Accelerated Cost Recovery System. For the 3-, 5-, 7-, and 10-year property
classes, the double declining balance (also called 200% declining balance) depreciation
method is used. This method then switches to straight-line depreciation for the remaining
undepreciated book value in the first year that the straight-line method yields an equal or
greater deduction than the declining-balance method. Assets in the 15- and 20-year classes are
depreciated using the 150 percent declining balance method, again switching to straight-line
at the optimal time. The straight-line method must be used for all real estate.

Normally, the half-year convention must be applied to all declining-balance methods. This
calls for a half year of depreciation in the year an asset is acquired, regardless of the date of
purchase. There is also a half year of depreciation in the year an asset is sold or retired from
service. If property is held for longer than its recovery period, a half year of depreciation is
allowed for the year following the end of the recovery period. Thus 5-year property class assets
held for 6 years or longer have depreciation spread over 6 years.

To illustrate for the 5-year 200 percent property class, assume that an asset costing $10,000
is acquired in February. For our example, the declining-balance formula yields 2(1/5) = 40%
as the fixed percentage annual depreciation. However, in the first year the half-year conven-
tion is employed, so first-year depreciation is 20 percent, or $2,000. In the fourth year it
is favorable to switch to straight-line depreciation. Thus the depreciation schedule is as
follows:

DEPRECIATION DEPRECIATION NET BOOK VALUE
YEAR CALCULATION CHARGE (END OF YEAR)
0 - - $10,000
1 (0.2)$10,000 $2,000 8,000
2 (0.4)$8,000 3,200 4,800
3 (0.4)$4,800 1,920 2,880
4 $2,880/2.5 years 1,152 1,728
5 $2,880/2.5 years 1,152 576
6 (0.5)$2,880/2.5 years 576 0

At the beginning of the fourth year, the net book value at the end of the third year is divided
by the remaining life to get straight-line depreciation. The remaining life is 2.5 years, owing
to the half-year convention in the sixth year. Finally, in the sixth year the remaining balance
is $576, or one-half the yearly straight-line amount.

 Take Note J

Instead of making such calculations (which as you can see can be quite a chore), one can use
depreciation percentages of original cost for each property class (see Table 2.1) published by
the Treasury. The first four property categories are seen in the following table.
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PROPERTY CLASS

RECOVERY YEAR 3-YEAR 5-YEAR 7-YEAR 10-YEAR
1 33.33% 20.00% 14.29% 10.00%

2 44.45 32.00 24.49 18.00

3 14.81 19.20 17.49 14.40

4 7.41 11.52 12.49 11.52

5 11.52 8.93 9.22

6 5.76 8.92 7.37

7 8.93 6.55

8 4.46 6.55

9 6.56

10 6.55

11 3.28
Totals 100.00% 100.00% 100.00% 100.00%

These percentages correspond to the principles on which our previous calculations are based,
and they are used for determining depreciation deductions.

“Temporary” Tax Relief Provision(s). In May 2008 President Bush signed an economic-
stimulus bill — Economic Stimulus Act (ESA) of 2008 — into law. The Act has a number of pro-
visions that are supposed to be only “temporary.” For students of finance, one provision is
especially important because it can dramatically affect a company’s federal tax payments and
capital budgeting decisions. The critical provision involves “bonus depreciation.”

Under the 2008 Act businesses are allowed to take an additional first-year depreciation
deduction, commonly known as “bonus depreciation,” equal to 50 percent of the original
“adjusted (depreciable) basis” — usually the fully installed cost — of qualified property.
Property eligible for this treatment includes property to which MACRS depreciation applies
with a recovery period of 20 years or less. Certain types of water utility property, software, and
leasehold improvements also qualify for bonus depreciation. Property must generally be pur-
chased and placed in service in 2008. The bonus depreciation is allowed for both the regular
tax and the alternative minimum tax (AMT).

In addition, the business is entitled to “normal” first-year depreciation. However, the
depreciable basis of the property and the regular depreciation allowances are adjusted to
reflect the additional first-year depreciation deduction. And, finally, a taxpayer may elect out
of the 50 percent bonus depreciation by asset class and be subject to “normal” tax deprecia-
tion on the original “adjusted (depreciable) basis.”

EXAMPLE (with 50 percent bonus depreciation and assuming the half-year convention):
On September 8, 2008, a calendar-year reporting business, bought and placed in service,
a $100,000 five-year property class piece of equipment. The business may claim a first-
year (2008) depreciation allowance of $60,000 — i.e., a $50,000 bonus depreciation
($100,000 times 50%) plus a $10,000 normal first-year MACRS depreciation calculated on
the new adjusted basis ([$100,000 minus $50,000] times 20%). In the second year (2009),
the MACRS depreciation would be $16,000 ([$100,000 minus $50,000] times 32%). And
SO on.

In the above example, the “effective” depreciation percentage for the first year is a whop-
ping 60 percent [($50,000 bonus depreciation plus $10,000 normal first-year depreciation)
divided by the $100,000 original adjusted basis]. In the second year, the “effective” deprecia-
tion is 16 percent [$16,000 divided by $100,000]. And so on.
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e Note I

Since the 50 percent “bonus depreciation” deduction is “temporary” and currently sched-
uled to expire by the end of 2008, you will probably not have to make any Economic
Stimulus Act of 2008 “bonus depreciation” choices in a real job situation. Therefore, all our
examples and problems involving MACRS depreciation will ignore “bonus depreciation”
provisions.

It is important to note, however, that “temporary” bonus depreciation may very well
return again during your professional future — so be prepared. A little historical background
may help to convince you of that. Under the Job Creation and Worker Assistance Act of 2002
(JCWAA), businesses were allowed to take a 30 percent bonus depreciation on a “temporary”
basis. The following year the Jobs and Growth Tax Relief Reconciliation Act of 2003 (JGTRRA)
increased bonus depreciation from 30 to 50 percent also on a “temporary” basis (expiring at
the end of 2004). To learn more about JCWAA, visit web.utk.edu/~jwachowi/hr3090.html.
And, for more information on JGTRRA, see web.utk.edu/~jwachowi/hr2.html. And, finally,
for additional information on ESA, see web.utk.edu/~jwachowi/hr5140.html.

Interest Expense versus Dividends Paid. Interest paid on outstanding corporate debt is
treated as an expense and is tax deductible. However, dividends paid to preferred or common
stockholders are not tax deductible. Thus, for a profitable, tax-paying company, the use of
debt (e.g., bonds) in its financing mix results in a significant tax advantage relative to the use
of preferred or common stock. Given a marginal tax rate of 35 percent, a firm that pays out
$1 in interest lowers its tax bill by 35 cents because of its ability to deduct the $1 of interest
from taxable income. The after-tax cost of $1 of interest for this firm is really only 65 cents —
$1 X (1 — tax rate). On the other hand, the after-tax cost of $1 of dividends paid by the firm
is still $1 — there is no tax advantage here. Therefore there are tax advantages associated
with using debt financing that are simply not present with either preferred or common stock
financing.

Dividend Income. A corporation may own stock in another company. If it receives a
cash dividend on this stock, normally 70 percent of the dividend is tax exempt.’ The tax laws
allow this tax break for corporations (not individuals) to help reduce the effects of multiple
taxation of the same earnings. The remaining 30 percent is taxed at the corporate income
tax rate. A firm that receives $10,000 in dividend income pays taxes on only $3,000 of this
income. At a marginal tax rate of 35 percent, taxes would amount to $1,050, as opposed to
$3,500 if the entire dividend income were treated as taxable income.

Carryback and Carryforward. If a corporation sustains a net operating loss, this loss may
generally be carried back 2 years and forward up to 20 years to offset taxable income in those
years.” Any loss carried back must first be applied to the earliest preceding year. If a firm sus-
tained an operating loss of $400,000 in 2008 it would first carry this loss back to 2006. If the

°For any dividend income to be tax exempt, however, the corporation must have owned the stock for at least 45 days.
If a corporation owns 20 percent or more of another corporation’s stock, however, 80 percent of any dividend
received is tax exempt. Also, if a corporation owns 80 percent or more of the stock of another firm, it can file a
consolidated tax return. In this way, any funds transferred between the two entities are generally not considered
dividends for tax purposes, and no tax is paid on such transfers.

°A corporation has the option, however, of forgoing the carryback and simply carrying the loss forward up to 20 years.
For example, a corporation might elect to forgo the loss carryback if it anticipated a significant increase in tax rates
in future years.
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company had net profits of $400,000 in that year and paid taxes of $136,000, it would recom-
pute its taxes for 2006 to show zero profit for tax purposes. Consequently, the company would
be eligible for a tax refund of $136,000. If the 2008 operating loss was greater than operating
profits in 2006, the residual would be carried back to 2007 and taxes recomputed for that year.
However, if the net operating loss was greater than the net operating income in both years, the
residual would be carried forward in sequence to future profits in 2009 to 2028. Profits in each
of these years would be reduced for tax purposes by the amount of the unused loss carried
forward. This feature of the tax laws is designed to avoid penalizing companies that have
sharply fluctuating net operating income.

Capital Gains and Losses. When a capital asset (as defined by the Internal Revenue
Service) is sold, a capital gain or loss is generally incurred. Often in the history of our tax laws
there has been a differential tax treatment of capital gains income and operating income, with
capital gains being treated more favorably. Under the Revenue Reconciliation Act of 1993,
however, capital gains are taxed at the ordinary income tax rates for corporations, or a max-
imum of 35 percent. Capital losses are deductible only against capital gains.

® Personal Income Taxes

The subject of personal taxes is extremely complex, but our main concern here is with the per-
sonal taxes of individuals who own businesses — proprietors, partners, members (of LLCs),
and shareholders. Any income reported by a sole proprietorship, partnership, or properly
structured LLC becomes income of the owner(s) and is taxed at the personal rate. For indi-
viduals there are currently six progressive tax brackets: 10, 15, 25, 28, 33, and 35 percent. The
marginal tax rates apply up to certain levels of taxable income, which vary depending on the
individual’s filing status — that is, single, married filing a joint return, married filing separately,
or head of household. Even within a filing category, however, the taxable income levels that
trigger the marginal tax rate will generally vary from year to year because they are indexed
to account for inflation. There are also standard deductions and personal exemptions that
enable those with very low income to pay no taxes.

Interest, Dividends, and Capital Gains. For the individual, interest received on corporate
and Treasury securities is fully taxable at the federal level. (Interest on Treasury securities
is not taxable at the state level.) However, interest received on most municipal securities is
exempt from federal taxation. Taxable interest is subject to the ordinary income tax rates. The
current maximum dividend and capital gains tax rates for most (but not all) cash dividends
received and realized net capital gains are both 15 percent for qualifying taxpayers.

Subchapter S. Subchapter S of the Internal Revenue Code allows the owners of small cor-
porations to elect to be taxed as an S corporation. In making this election, the company gets to
use the corporate organization form but is taxed as though the firm were a partnership. Thus
the owners are able to avail themselves of the legal advantages extended to corporations, but
are able to avoid any tax disadvantages that might result. They simply declare any corporate
profits as personal income on a pro rata basis and pay the appropriate tax on this income. This
treatment eliminates the double taxation normally associated with dividend income — that is,
the corporation paying dividends from after-tax income, and shareholders paying taxes on the
dividend income they receive. In addition, stockholders active in the business may deduct any
operating losses on a pro rata basis against their personal income.

As discussed earlier, a limited liability company (LLC) provides benefits similar to those
of an S corporation, but with fewer limitations (e.g., no restriction as to the number and type
of owners). Many predict that the LLC form of business will grow in numbers to surpass the
S corporation form.
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In varying degrees, all businesses operate within the financial system, which consists of a
number of institutions and markets serving business firms, individuals, and governments.
When a firm invests temporarily idle funds in marketable securities, it has direct contact with
financial markets. More important, most firms use financial markets to help finance their
investment in assets. In the final analysis, the market price of a company’s securities is the
test of whether the company is a success or a failure. While business firms compete with each
other in the product markets, they must continually interact with the financial markets.
Because of the importance of this environment to the financial manager, as well as to the indi-
vidual as a consumer of financial services, this section is devoted to exploring the financial
system and the ever-changing environment in which capital is raised.

e The Purpose of Financial Markets

Financial assets exist in an economy because the savings of various individuals, corpora-
tions, and governments during a period of time differ from their investment in real assets.
By real assets, we mean such things as houses, buildings, equipment, inventories, and durable
goods. If savings equaled investment in real assets for all economic units in an economy
over all periods of time, there would be no external financing, no financial assets, and no
money or capital markets. Each economic unit would be self-sufficient. Current expenditures
and investment in real assets would be paid for out of current income. A financial asset is
created only when the investment of an economic unit in real assets exceeds its savings,
and it finances this excess by borrowing or issuing stock. Of course, another economic unit
must be willing to lend. This interaction of borrowers with lenders determines interest
rates. In the economy as a whole, savings-surplus units (those whose savings exceed their
investment in real assets) provide funds to savings-deficit units (those whose investments
in real assets exceed their savings). This exchange of funds is evidenced by investment
instruments, or securities, representing financial assets to the holders and financial liabilities
to the issuers.

The purpose of financial markets in an economy is to allocate savings efficiently to ulti-
mate users. If those economic units that saved were the same as those that engaged in capital
formation, an economy could prosper without financial markets. In modern economies,
however, most nonfinancial corporations use more than their total savings for investing in
real assets. Most households, on the other hand, have total savings in excess of total invest-
ment. Efficiency entails bringing the ultimate investor in real assets and the ultimate saver
together at the least possible cost and inconvenience.

e Financial Markets

Financial markets are not so much physical places as they are mechanisms for channeling
savings to the ultimate investors in real assets. Figure 2.1 illustrates the role of financial
markets and financial institutions in moving funds from the savings sector (savings-surplus
units) to the investment sector (savings-deficit units). From the figure we can also note the
prominent position held by certain financial institutions in channeling the flow of funds in
the economy. The secondary market, financial intermediaries, and financial brokers are the key
institutions that enhance funds flows. We will study their unique roles as this section unfolds.

Money and Capital Markets. Financial markets can be broken into two classes — the money
market and the capital market. The money market is concerned with the buying and
selling of short-term (less than one year original maturity) government and corporate debt
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securities. The capital market, on the other hand, deals with relatively long-term (greater
than one year original maturity) debt and equity instruments (e.g., bonds and stocks).
This section gives special attention to the market for long-term securities — the capital
market. The money market and the securities that form its lifeblood are covered in Part 4
of this book.

Primary and Secondary Markets. Within money and capital markets there exist both
primary and secondary markets. A primary market is a “new issues” market. Here, funds
raised through the sale of new securities flow from the ultimate savers to the ultimate investors
in real assets. In a secondary market, existing securities are bought and sold. Transactions
in these already existing securities do not provide additional funds to finance capital invest-
ment. (Note: On Figure 2.1 there is no line directly connecting the secondary market with the
investment sector.) An analogy can be made with the market for automobiles. The sale of
new cars provides cash to the auto manufacturers; the sale of used cars in the used-car market
does not. In a real sense, a secondary market is a “used-car lot” for securities.

The existence of used-car lots makes it easier for you to consider buying a new car because
you have a mechanism at hand to sell the car when you no longer want it. In a similar fashion,
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the existence of a secondary market encourages the purchase of new securities by indi-
viduals and institutions. With a viable secondary market, a purchaser of financial securities
achieves marketability. If the buyer needs to sell a security in the future, he or she will be
able to do so. Thus, the existence of a strong secondary market enhances the efficiency of the
primary market.

e Financial Intermediaries

The flow of funds from savers to investors in real assets can be direct; if there are financial
intermediaries in an economy, the flow can also be indirect. Financial intermediaries consist
of financial institutions, such as commercial banks, savings institutions, insurance companies,
pension funds, finance companies, and mutual funds. These intermediaries come between
ultimate borrowers and lenders by transforming direct claims into indirect claims. Financial
intermediaries purchase direct (or primary) securities and, in turn, issue their own indirect
(or secondary) securities to the public. For example, the direct security that a savings and
loan association purchases is a mortgage; the indirect claim issued is a savings account or a
certificate of deposit. A life insurance company, on the other hand, purchases corporate
bonds, among other things, and issues life insurance policies.

Financial intermediation is the process of savers depositing funds with financial intermedi-
aries (rather than directly buying stocks and bonds) and letting the intermediaries do the
lending to the ultimate investors. We usually think of financial intermediation making the
markets more efficient by lowering the cost and/or inconvenience to consumers of financial
services.

Among the various financial intermediaries, some institutions invest much more heavily
in the securities of business firms than others. In what follows, we concentrate on those
institutions involved in buying and selling corporate securities.

Deposit Institutions. Commercial banks are the most important source of funds for business
firms in the aggregate. Banks acquire demand (checking) and time (savings) deposits from
individuals, companies, and governments and, in turn, make loans and investments. Among
the loans made to business firms are seasonal and other short-term loans, intermediate-term
loans of up to five years, and mortgage loans. Besides performing a banking function, com-
mercial banks affect business firms through their trust departments, which invest in corporate
bonds and stocks. They also make mortgage loans available to companies and manage pen-
sion funds.

Other deposit institutions include savings and loan associations, mutual savings banks,
and credit unions. These institutions are primarily involved with individuals, acquiring their
savings and making home and consumer loans.

Insurance Companies. There are two types of insurance companies: property and casualty
companies and life insurance companies. These are in the business of collecting periodic
payments from those they insure in exchange for providing payouts should events, usually
adverse, occur. With the funds received in premium payments, insurance companies build
reserves. These reserves and a portion of the insurance companies’ capital are invested in
financial assets.

Property and casualty companies insure against fires, thefts, car accidents, and similar
unpleasantness. Because these companies pay taxes at the full corporate income tax rate, they
invest heavily in municipal bonds, which offer tax-exempt interest income. To a lesser extent
they also invest in corporate stocks and bonds.

Life insurance companies insure against the loss of life. Because the mortality of a large
group of individuals is highly predictable, these companies are able to invest in long-term
securities. Also, the income of these institutions is partially exempt from taxes owing to the
buildup of reserves over time. They therefore seek taxable investments with yields higher
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than those of tax-exempt municipal bonds. As a result, life insurance companies invest
heavily in corporate bonds. Also important are mortgages, some of which are granted to
business firms.

Other Financial Intermediaries. Pension funds and other retirement funds are established
to provide income to individuals when they retire. During their working lives, employees
usually contribute to these funds, as do employers. Funds invest these contributions and
either pay out the cumulative amounts periodically to retired workers or arrange annuities.
In the accumulation phase, monies paid into a fund are not taxed. When the benefits are paid
out in retirement, taxes are paid by the recipient. Commercial banks, through their trust
departments, and insurance companies offer pension fun