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Bridging Theory
and Practice

The Law of One Price as the Unifying Valuation Framework

The Law of One Price framework reflects the modern idea that the absence of arbitrage is the unifying concept of valuation.
This critical insight is introduced in Chapter 3, revisited in each part opener, and integrated throughout the text—motivating all

major concepts and connecting theory to practice.

LS F IR ALY SR T H I U [O] Nl Diversification Benefits During Market Crashes

“The figure below illustrates the benefits of diversification
over the past 50 years. The blue graph shows the histori-
cal volatility of the S&P 500 portfolio (annualized based on
daily returns each quarter). The pink graph is the average
volatilit of the individual stocks in the portfolio (weighted
according to the size of each stock). Thus, the pink shaded
asea s idiosyncratic risk—risk that has been diversified away
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demonstrates, during the 1987 stock market crash, the 2008
financial crisis, the Furozone debt crisis and the COVID-19
pandemic, this fraction fell dramatically, so that less than 20%

combined effect of increased volatility and reduced diversifi-

sisk that investors care about—market risk—increased serer-

volaility of individual stocks could be diversified. The

during the 2008 financial crisis was so severe that the

2008 Global Financial
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2020 COVID-19.

2010-11
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The perpetuity formula assumes that the first payment oc-
curs at the end of the first period (at date 1). Sometimes
perpetuities have cash flows that start later in the furure. Tn
this case, we can adapt the perpetuity formula to compute
the present value, but we need to do so carefully to avoid a
common mistake.

To illustrate, consider the MBA graduation party
described in Example 4.7. Rather than starting immedi-
ately, suppose that the first party will be held two years from
today (for the current entering class). How would this delay
change the amount of the donation required?

Now the timeline looks like this:

0 1 2 3
1 1 1 1
$30,000 3

$30I)00.H

We need to determine the present value of these cash
flows, as it tells us the amount of money in the bank
needed today to finance the future parties. We cannot
apply the perpetuity formula directly, however, because
these cash flows are not exactly a perpetuity as we defined
it. Specifically, the cash flow in the first period is “miss-
ing” But consider the situation on date 1—at that point,

(oI LN WYIEA VN4 Discounting One Too Many Times

the first party is one period away and then the cash flows
are periodic. From the perspective of date 1, this is a per-
petuity, and we can apply the formula. From the preceding
caleulation, we know we need $375,000 on date 1 to have
enough to start the parties on date 2. We rewrite the time-
line as follows:

0 1
L
I

3

2
I
T
0,

! ...
T T
$375,000 «—— $30,000 $30,000

low much do

Our goal can now be restated more simply:
we need to invest today to have $375,000 in one year? This is
asimple present value calculation:

PV = $375,000/1.08 = $347,222 today

A common mistake is to discount the $375,000 twice be-
cause the first party is in two periods. Renenber—ihe present
value formula for the perpetuity already disconnts the cash flows to one
period prior 10 the firstcash flom:. Keep in mind that this common
mistake may be made with perpetuities, annuities, and all of
the other special cases discussed in this section. Al of these
formulas discount the cash flows to one period prior to the
first cash flow.

Fahmi Quadir is the Founder and
Chief Investment Officer of Safkhet
Capital Management. Her investments
focus on short selling by deploying
investigative and forensic methods to
identify businesses potentially engaged
iin fraud, money laundering, and other
predatory activity.

‘QUESTION: What is the role of short-
sellers in the market, and why are they
important for market efficiency?

ANSWER: At times of market exuber-
ance, without meaningful short interest
to weigh on valuations, prices can climb
quite literally to the moon, thus render-
ing the end of the cycle even more
painful. Short-sellers are thus necessary
for healthy market function and his-
torically we have seen that in markets
where short sclling s cither restricted
or banned, there are meaningful conse-
quences on the price of sccuritics.

“The public broadly has the misconception that short scll-
ing is conducted by greed-blind individuals, hiding behind
their screens, betting against cconomic prosperity. However,
the vast majority of short- selling volume is largely agnostic,
driven by algorithms and technical signals. Short selling
allows market participants to access additional leverage and
further build their long bets, but also importanty provides a
cay to hedge portfolios and protect against losses
cre are instances where a comy

FAHMI QUADIR

ANSWER: Unfortunately, all argu-
ments levied against short selling
are rooted in human psychology
and not in market theory, or logic
for that matter. As humans, we
are perennially optimistic about
our own prospects, and that
extends to the prospects of the
businesses we invest in. The idea
that someone could bet against
those prospects feels inherently
distasteful. In fact, this idea goes
hand-in-hand with the susceptibil-
ity of the vast majority of us to
be defrauded. Human progress
has largely been reliant on faith

in our fellow man, so I make no
complaints about these qualitics.
However, the consequence is that
most struggle to find the capacity
to understand short sclling, partic-
ularly in times of crisis. Company
exccutives looking to place blame
and shift accountability can cry
“criminal short-seller” and suggest market manipulation
rather than admit to their own mistakes. Politicians too,
can point to short-sellers, and even restrict short selling
when markets fall, as that would be easier than remedying
their own policy-making failures.

Focus on Financial Crises and Disruptions

Finance in Times of Disruption boxes reflect the reality of
the recent COVID-19 pandemic, the global financial crisis, and
sovereign debt crises, illustrating important lessons learned.
Twenty four boxes across the book illustrate and analyze key
details.

Study Aids with a Practical Focus

To be successful, students need to master the core concepts and
learn to identify and solve problems that today’s practitioners face.

—— Common Mistakes boxes alert students to frequently made
mistakes stemming from misunderstanding core concepts and
calculations—in the classroom and in the field.

[STNYTINRPM | valuating an Annuity with Monthly Cash Flows |

Problem

You are about to purchase a new car and have two options to pay for it. You can pay $20,000 in
cash immediately, or you can get a loan that requires you to pay $300 each month for the next
48 months (four years). If the monthly interest rate you carn on your cash is 0.5%, which option
should you take?

Solution
Lets start by writing down the timeline of the loan payments:
1 2 48
0 $500 $500 $500

The timeline shows that the loan is a 48-period annuity. Using the annuity formula the present
value is

1 1
PV (48-peiod £ $500) = $500 X ——( 1= ——
(gt ) u.uus( 1005“]
= 521,20

Alternatively, we may use the annuity spreadsheet to solve the problem:

I T NPER [ RATE | PV | PMT | P | Excolfomun |
ven | 48 | 0.50% | 500 [ 0o |
Soivator PV | I [0 | I [ =PV(0.005.48,500.07

Thus, taking the loan is equivalent to paying $21,290 today. So, by paying $20,000 in cash rather
than taking the loan, you save the equivalent of $1290 today.

Worked Examples accompany every important concept using
a step-by-step procedure that guides students through the solu-
tion process. Clear labels make them easy to find for help with
homework and studying.

Applications that Reflect Real Practice

Corporate Finance features actual companies and leaders in the field.

Interviews with notable practitioners—four new for this
edition—highlighting leaders in the field and addressing
topical subjects.

General Interest boxes highlight timely material from financial
publications that shed light on business problems and real-
company practices.
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Teaching Students
to Think Finance

With a consistency in presentation and an innovative set of learning aids that have set the standard since the very first edition,
Corporate Finance simultaneously meets the needs of both future financial managers and non-financial managers. This textbook

truly shows every student how to “think finance.”

Simplified Presentation of Mathematics

One of the hardest parts of learning finance is mastering the
jargon, math, and non-standardized notation. Corporate Finance
systematically uses:

Notation Boxes: Each chapter opens by defining the variables
and acronyms used in the chapter as a “legend” for students’
reference.

Timelines: Introduced in Chapter 4, timelines are emphasized
as the important first step in solving every problem that involves
cash flows.

Numbered and Labeled Equations: The first time a full
equation is given in notation form it is numbered. Key equa-
tions are titled and revisited in the chapter summary.

Excel’s IRR Function

USING EXCEL Excel also has a built-in function, IRR, that will caleulate the IRR of a stream of cash flows.

Excel’s IRR function has the format, TRR (values, guess), where “values” is the range containing
the cash flows, and “guess” is an optional starting guess where Excel begins its search for an
IRR. See the example below:

A B © D E
1 Period 0 1 2 3
2 CashFlowC, (1,000.0) 300.0 400.0 500.0
3 IRR 8.9% =IRR(B2:E2)

There are three things to note about the TRR function. First, the values given to the IRR func-
tion should include all of the cash flows of the project, including the one at date 0. In this sense,
the IRR and NPV functions in Excel are inconsistent. Second, like the NPV function, the IRR
ignores the period associated with any blank cells. Finally
settings the IRR function may fail to find a solution, or
on the initial guess.

e will discuss in Chapter 7, in some
y give a different answer, depending

See the eTextbook or MyLab Finance for an interactive IRR calculator.

Using Excel Boxes: Provide hands-on instruction of Excel tech
niques and include screenshots to serve as a guide for students.

Spreadsheet Tables: Select tables are available as Excel files, —
enabling students to change inputs and manipulate the underly-
ing calculations.

Practice Finance to Learn Finance

Working problems is the proven way to cement and demonstrate
an understanding of finance.

Concept Check questions at the end of each section enable
students to test their understanding and target areas in which
they need further review.

End-of-chapter problems written personally by Jonathan
Berk and Peter DeMarzo offer instructors the opportunity to
assign first-rate materials to students for homework and practice
with the confidence that the problems are consistent with chap-
ter content. Both the problems and solutions, which also were
written by the authors, have been class-tested and accuracy-
checked to ensure quality.

Data Cases present in-depth scenarios in a business setting
with questions designed to guide students’ analysis. Many
questions involve the use of Internet resources and Excel
techniques.
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HomeNet’s Incremental Earnings Forecast

[ Year 0 1 2 3 4 5

Incremental Earnings Forecast ($000s)

1 Sales — 26,000 26,000 26,000 26,000 —

2 Cost of Goods Sold — (11,000) (11,000) (11,000) (11,0000 —

3 Gross Profit — 16,000 15,000 15,000 15,000 —

4 Selling, General, and Administrative — (2,800) (2,800) (2,800) (2,800) —

5 Research and Development (15,000) — — — —

6 Depreciation — (1,600)  (1,500) (1,500) (1,500) (1,500)
7 EBIT (15,000) 10,700 10,700 10,700 10,700 (1,500)
8 Income Tax at 20% 3,000  (2,140) (2,140) (2,140) (2,140) 300
9 Unlevered Net Income (12,0000 8560 8560 8560 8560 (1,200

Data Case his is your sccond interview with a prestigious brokerage firm for a job 2s an equity analyst. You
and the Vice President of Equity
1 analyst. You are seated in 4 room
d (F) and Microsoft (MSFT), You

survived the morning interviews with the department ma
Everything has gone so well that they want to test your abili

with a computer and a st with the names of two companies

have 90 minutes to complete the following tasks:

1. Download each company’s annual income statements, balance sheets, and cash flow statements
for the last four fiscal years and export the statements to Excel.

2. Find historical stock prices for each firm for the dates of each financial statement. Use the clos-
ing stock prices (not the adjusted close). To calculate the firm's market capitalization at each date,
‘multiply the number of shares outstanding at the time by the firm’ historic stock price.

3. For each of the four years of statements, compute the following ratios for each firm:

Valuation Ratios

Price-Earnings Ratio (for EPS use Diluted EPS Total)

Market-to-Book Ratio

Enterprise Value-to-EBITDA

(For debr, include long-term and short-term debt; for cash, include marketable sceuritics)

Profitability Ratios
Operating Margin
Net Profit Margin
Return on Equity

Financial Strength Ratios
ent




Engaging with Concepts
and Data

Available in both the Sixth Edition eTextbook and MyLab Finance, interactive graphs and tools offer exploration of the current
and historical yield curve (and how it moves in relation to other macro data), analysis of common financial statement data and
valuation metrics across firms and industries, a compound interest calculator, use of an annuity calculator with an amortization
table, a Modigliani and Miller WACC tool, and an efficient frontier portfolio explorer. Instructors also can link to these tools
with pre-populated default values for efficient use in the classroom.

Yle[d Curve TOOl Yield Curve = New Privately-Owned Housing Units Started: Total =
Units
June 1, 2022
See the history of the US. yield curve 55 5
(back to 1990) and animate its
1 g H 40 2000
evolution along with important R
. . . -3 y)
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5 2
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spreads, and the S&P 500 index. o
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0.0
@o‘\ sesi €°° é‘e“& \A"éwfi’/f; H*‘“’k i A"ig,*"ia ﬁiuf‘é 0
N v oy < 1990 1995 2000 2005 2010 2015 2020
Term Time

Annuity Calculator

An interactive annuity calculator allows students to solve standard time value of money problems and track the cortesponding account
balance over time. Students can also toggle to see the discounted cash flow solution and the corresponding Excel formula. (See
further description in box on page 161 in Chapter 4.)

Portfolio Optimization Model Portfolio Optimizer

25% The portfolio optimizer tool allows students to explore two-stock

_ portfolios including short-sales and risk-free borrowing and
lending, providing an interactive visualization of the two-fund
separation that is the foundation for understanding risk and return.

20% —

15% —
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Corporate Data Analysis
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Preface

THE WORLD HAS CHANGED DRAMATICALLY since we first sat down together and
conceived of this book. We have now published 6 editions and reached millions of students
worldwide. We were originally motivated to write this textbook by a central insight: The
core concepts in finance are simple and intuitive. What makes the subject challenging is
that it is often difficult for a novice to distinguish between these core ideas and other intui-
tively appealing approaches that, if used in financial decision making, will lead to incorrect
decisions. In this regard, nothing has changed in the intervening years. De-emphasizing the
core concepts that underlie finance strips students of the essential intellectual tools they
need to differentiate between good and bad decision making, The book’s continued suc-
cess is a testament to the value of this approach.

We present corporate finance as an application of a set of simple, powetful ideas. At the
heart is the principal of the absence of arbitrage opportunities, or Law of One Price—in
life, you don’t get something for nothing. This simple concept is a powerful and important tool
in financial decision making. By relying on it, and the other core principles in this book,
financial decision makers can avoid the bad decisions brought to light by the financial crisis
and still ongoing every day. We use the Law of One Price as a compass; it keeps financial
decision makers on the right track and is the backbone of the entire book.

New to This Edition

We have updated all text discussions and figures, tables, data cases, and facts to accurately

reflect developments in the field in the last few years. Specific highlights include the following:

B Broadened the Global Financial Crisis boxes to be about Finance in Times of
Disruption and included discussion of the COVID-19 pandemic.

B Developed interactive graphs and tools for the eTextbook, including an interactive
exploration of the historical yield curve, a tool to analyze common financial statement
data and ratios across firms and industries, an annuity calculator with an amortization
table, a Modigliani and Miller WACC tool, and an efficient frontier portfolio explorer.

B Enhanced discussion of stakeholder and ESG concerns in Chapter 1 to put them in the
context of the shareholder value maximization goal.

B Updated discussion of accounting scandals (Chapter 2) and cryptocurrency and stock
price bubbles (Chapter 9).

B Added a new section on SPACs in Chapter 23 as an alternative to IPOs.

Updated the coverage of leasing to reflect accounting treatment changes in Chapter 25
on Leasing.

B Updated and added new interviews: Fahmi Quadi on the role of short sellers, Adena
Friedman on the ongoing evolution of stock exchanges, Kenneth Frazier on real
options analysis at Merck, and Sally Johnson on managing international risk.

B Incorporated new and/or revised features throughout, including Common Mistakes, Finance
in Times of Disruption, Nobel Prize, and General Interest boxes, as well as Examples.

B Revised and redesigned the data cases so that they will be more robust to changes in avail-
able data sources. Revised problems, once again personally writing and solving each one.

B Updated tables and figures to reflect current data. 23
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The Law of One Price as a Unifying Principle of Valuation

This book presents corporate finance as an application of a small set of simple core ideas.
Modern finance theory and practice is grounded in the idea of the absence of arbitrage—
or the Law of One Price—as the unifying concept in valuation. We introduce the Law
of One Price concept as the basis for NPV and the time value of money in Chapter 3,
Financial Decision Making and the Law of One Price. In the opening of each part and as
pertinent throughout the remaining chapters, we relate major concepts to the Law of One
Price, creating a framework to ground the student reader and connect theory to practice.

Table of Contents Overview

Chapter

Corporate Finance offers coverage of the major topical areas for introductory-level MBA
students as well as the depth required in a reference textbook for upper-division courses.
Most professors customize their classes by selecting a subset of chapters reflecting the
subject matter they consider most important. We designed this book from the outset with
this need for flexibility in mind. Parts 2 through 6 are the core chapters in the book. We
envision that most MBA programs will cover this material—yet even within these core
chapters instructors can pick and choose.

Single guarter conrse: Cover Chapters 3—15; if time allows, or students are previously famil-
iar with the time value of money, add on Chapters 16 —19.

Semester-long conrse: Incorporate options (Chapters 20—-22) and Part 10, Special Topics, chap-
ters as desired.

Single mini-semester. Assign Chapters 3—10, 14, and 15 if time allows.

Highlights and Changes

1 The Corporation and Finan-  Introduces the corporation and its governance, financial markets, and financial

cial Markets intermediation; updated discussion of ESG and stakeholder considerations in the
context of sharecholder value maximization; new interview with Nasdaq CEO
Adena Friedman.
2 Introduction to Financial Introduces key financial statements; coverage of financial ratios is centralized to
Statement Analysis prepare students to analyze financial statements holistically. The eTextbook includes
an interactive data analyzer for common financial statement information and ratios.
Updated discussion of financial scandals.
3 Financial Decision Making Introduces the Law of One Price and net present value as the basis of the book’s
and the Law of One Price unifying framework.
4 The Time Value of Money Introduces the mechanics of discounting with applications to personal finance;

Using Excel boxes familiarizes students with spreadsheet functionality. The
eTextbook includes extensive use of the new interactive annuity calculator.

5 Interest Rates

Discusses key determinants of interest rates and their relation to the cost of capital;
Interview with Janet L. Yellen, current U.S. Treasury Secretary and former Chair of
the Board of Governors of the Federal Reserve System.

6 Valuing Bonds Analyzes bond prices and yields, as well as the risk of fixed-income securities as
illustrated by the sovereign debt crisis and the COVID-19 pandemic; expanded
Finance in Times of Disruption box on negative bond yields; Data Case on
corporate yield curves and case study on sovereign default.

7 Investment Decision Rules Introduces the NPV rule as the “golden rule” against which we evaluate other

investment decision rules; introduces the use of Data Tables for sensitivity analysis.
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Highlights and Changes

8 Fundamentals of Capital
Budgeting

Provides a clear focus on the distinction between earnings and free cash flow, and
shows how to build a financial model to assess the NPV of an investment decision
(including tips on using Excel); Common Mistake box on corporate tax rates and
investment; updates to align with corporate tax changes.

9 Valuing Stocks

Provides a unifying treatment of projects within the firm and the valuation of the firm as a
whole; updated box on cryptocurrencies and financial bubbles; new interview with Fahmi
Quadir on the role of short sellets.

10 Capital Markets and the
Pricing of Risk

Establishes the intuition for understanding risk and return, explains the distinction
between diversifiable and systematic risk, and introduces beta and the CAPM;
extensive data updates throughout to reflect current market conditions.

11 Optimal Portfolio Choice

and the Capital Asset Pricing

Model

Presents the CAPM and develops the details of mean-variance portfolio optimiza-
tion; interview with Anne Martin, Wesleyan University Chief Investment Officer;
updated examples and Data Case.

12 Estimating the Cost of
Capital

Demonstrates the practical details of estimating the cost of capital for equity, debt,
or a project, and introduces asset betas, and the unlevered and weighted-average cost
of capital; Using Excel box on estimating beta.

13 Investor Behavior and
Capital Market Efficiency

Examines the role of behavioral finance and ties investor behavior to the topic of
market efficiency and alternative models of risk and return; expanded discussion of
fund manager performance; Nobel Prize box on Behavioral Finance; discussion of
“Smart Beta”.

14 Capital Structure in a
Perfect Market

Presents Modigliani and Miller’s results and introduces the market value balance sheet,
discussion of important leverage fallacies with application to bank capital regulation.

15 Debt and Taxes

Analyzes the tax benefits of leverage, including the debt tax shield and the after-tax
WACC; Common Mistake box on retirement investing; updates to align with
corporate tax changes.

16 Financial Distress, Managerial
Incentives, and Information

Examines the role of asymmetric information and introduces agency costs including
debt overhang and leverage ratchet effects; Nobel Prize boxes on asymmettic
information and adverse selection, and bank runs and default.

17 Payout Policy Considers alternative payout policies including dividends and share repurchases;
analyzes the role of market imperfections in determining the firm’s payout policy;
updated discussion of corporate cash retention.

18 Capital Budgeting and Develops in depth the three main methods for capital budgeting with leverage and

Valuation with Leverage

market imperfections: the weighted average cost of capital (WACC) method, the
adjusted present value (APV) method, and the flow-to-equity (FTE) method,;
appendix explains the relation between DCF and residual income valuation methods.

19 Valuation and Financial
Modeling: A Case Study

Builds a financial model for a leveraged acquisition; Using Excel box “Summarizing
Model Outputs”.

20 Financial Options

Introduces the concept of financial options, how they are used and exercised; dem-
onstrates how corporate securities may be interpreted using options.

21 Option Valuation

Develops the binomial, Black-Scholes, and risk-neutral pricing methods for option pricing,

22 Real Options

Analyzes real options using decision tree and Black-Scholes methods, and considers the
optimal staging of investment; discussion of decision tree methodology with examples;
new interview with Kenneth Frazier on real options in drug development at Merck.

23 Raising Equity Capital

Overview of the stages of equity financing, from angel financing and venture capital to
IPO to seasoned equity offerings; venture capital financing including common deal terms
and protections as well as an illustration of typical funding patterns and success rates;
new section on SPACs with examples.
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Chapter Highlights and Changes

24 Debt Financing Overview of debt financing, including a discussion of asset-backed securities and
their role in the financial crisis.

25 Leasing Introduces leasing as an alternative form of levered financing; update on new FASB

rules for lease accounting; new examples and discussion of potential benefits of leasing,

26 Working Capital Management Introduces the Cash Conversion Cycle and methods for managing working capital; new

Finance in Times of Disruption box on supply chain disruptions during COVID-19.

27 Short-Term Financial Planning Develops methods for forecasting and managing short-term cash needs.

28 Mergers and Acquisitio

ns Considers motives and methods for mergers and acquisitions, including leveraged
buyouts; expanded discussion of valuation and premiums paid.

29 Corporate Governance

Evaluates direct monitoring, compensation policies, and regulation as methods to
manage agency conflicts within the firm; addresses impact of Dodd-Frank Act;
discussion of shareholder activism and its recent impact on corporate governance;
Common Mistake box on celebrity boards.

30 Risk Management Analyzes the methods and motives for the use of insurance, commodity futures,
currency forwards and options, and interest rate swaps to hedge risk.
31 International Corporate Analyzes the valuation of projects with foreign currency cash flows with integrated or
Finance segregated capital markets; updates to align with corporate tax changes; new interview
with Sally Johnson on managing international risks.
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Introduction

WHY STUDY CORPORATE FINANCE? No matter what your role in a cor-
poration, an understanding of why and how financial decisions are made is es-
sential. Even the best and most innovative business ideas require an investment
of resources. The tools of finance allow you to assess whether that investment is
worthwhile, how it might be improved, and how it might be funded. And while
the main focus of this book is how to make optimal corporate financial decisions,
along the way you will learn skills that will guide you in your personal financial

decisions as well.

In this part of the book, we lay the foundation for our study of corporate finance.
We begin, in Chapter 1, by introducing the corporation and related business
forms. We then examine the role of financial managers and outside investors in
decision making for the firm. To make optimal decisions, a decision maker needs
information. As a result, in Chapter 2, we review an important source of informa-

tion for corporate decision-making—the firm’s financial statements.

We then introduce the most important idea in this book, the concept of the
absence of arbitrage or Law of One Price in Chapter 3. The Law of One Price
allows us to use market prices to determine the value of an investment oppor-
tunity to the firm. We will demonstrate that the Law of One Price is the one
unifying principle that underlies all of financial economics and links all of the
ideas throughout this book. We will return to this theme throughout our study of

Corporate Finance.

CHAPTER 1

The Corporation
and Financial
Markets

CHAPTER 2

Introduction
to Financial
Statement
Analysis

CHAPTER 3
Financial
Decision Making
and the Law of
One Price
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CHAPTER

The Corporation and
Financial Markets

THE MODERN U.S. CORPORATION WAS BORN IN A COURTROOM
in Washington, D.C., on February 2, 1819. On that day the U.S. Supreme Court
established the legal precedent that the property of a corporation, like that of a
person, is private and entitled to protection under the U.S. Constitution. Today, it
is hard to entertain the possibility that a corporation’s private property would not
be protected under the Constitution. However, before the 1819 Supreme Court
decision, the owners of a corporation were exposed to the possibility that the
state could take their business. This concern was real enough to stop most busi-
nesses from incorporating and, indeed, in 1816 that concern was realized: The
state seized Dartmouth College.

Dartmouth College was incorporated in 1769 as a private educational
institution governed by a self-perpetuating board of trustees. Unhappy with the
political leanings of the board, the state legislature effectively took control of
Dartmouth by passing legislation in 1816 that established a governor-appointed
board of overseers to run the school. The legislation had the effect of turning a
private university under private control into a state university under state control.
If such an act were constitutional, it implied that any state (or the federal govern-
ment) could, at will, nationalize any corporation.

Dartmouth sued for its independence and the case made it to the Supreme Court
under Chief Justice John Marshall in 1818. In a nearly unanimous 5-1 decision, the
court struck down the New Hampshire law, ruling that a corporation was a “contract”
and that, under Article 1 of the Constitution, “the state legislatures were forbidden to

"1 The precedent was set: Owners

pass any law impairing the obligation of contracts.
of businesses could incorporate and still enjoy the protection of private property, as
well as protection from seizure, both guaranteed by the U.S. Constitution. The modern

business corporation was born.

! The full text of John Marshall’s decision can be found at https://caselaw.findlaw.com/
us-supreme-court/17,/518.html.
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Today, the corporate structure is ubiquitous all over the world, and continues to evolve in
the face of new forces. For example, in 2008, the financial crisis transformed the financial land-
scape, bringing down giants like Bear Stearns, Lehman Brothers, and AIG and reshaping invest-
ment banks like Goldman Sachs into government-guaranteed commercial banks. Government
bailouts of institutions such as General Motors and AIG have provoked challenging questions
regarding the role of the federal government in the control and management of private corpora-
tions. In the wake of that crisis, significant reforms of the regulation and oversight of financial
markets were passed into law. And though the crisis has now passed, new political agendas
and global tensions continue to reshape the practice of business, so that understanding the
principles of corporate finance remains as important as ever.

The focus of this book is on how people in corporations make financial decisions. This
chapter introduces the corporation and explains alternative business organizational forms. A
key factor in the success of corporations is the ability to easily trade ownership shares, and so
we will also explain the role of stock markets in facilitating trading among investors in a corpo-

ration and the implications that has for the ownership and control of corporations.

The Four Types of Firms

We begin our study of corporate finance by introducing the four major types of firms: so/e
proprietorships, partnerships, limited liability companies, and corporations. We explain each organi-
zational form in turn, but our primary focus is on the most important form—the corpora-
tion. In addition to describing what a corporation is, we also provide an overview of why
corporations are so successful.

Sole Proprietorships

A sole proprietorship is a business owned and run by one person. Sole proprietorships are

usually very small with few, if any, employees. Although they do not account for much sales

revenue in the economy, they are the most common type of firm in the world, as shown

in Figure 1.1. Statistics indicate that nearly 72% of businesses in the United States are sole

proprietorships, although they generate only 4% of the revenue. Contrast this with corpo-

rations, which make up under 18% of firms but are responsible for 82% of U.S. revenue.
Sole proprietorships share the following key characteristics:

1. Sole proptietorships are straightforward to set up. Consequently, many new busi-
nesses use this organizational form.

2. The principal limitation of a sole proprietorship is that there is no separation be-
tween the firm and the owner—the firm can have only one owner. If there are
other investors, they cannot hold an ownership stake in the firm.

3. The owner has unlimited personal liability for any of the firm’s debts. That is, if the
firm defaults on any debt payment, the lender can (and will) require the owner to
repay the loan from personal assets. An owner who cannot afford to repay the loan
must declare personal bankruptcy.

4. The life of a sole proprictorship is limited to the life of the owner. It is also difficult
to transfer ownership of a sole proprietorship.
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FIGURE 1.1

Types of U.S. Firms

There are four differ-
ent types of firms in the
United States. As (a) and
(b) show, although the
majority of U.S. firms
are sole proprietorships,
they generate only a
small fraction of total
revenue, in contrast to
corporations.

Source: www.irs.gov
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For most businesses, the disadvantages of a sole proprietorship outweigh the advan-
tages. As soon as the firm reaches the point at which it can borrow without the owner
agreeing to be personally liable, the owners typically convert the business into a form that
limits the owner’s liability.

Partnerships

A partnership is identical to a sole proprictorship except it has more than one owner. The
following are key features of a partnership:

1. All partners are liable for the firm’s debt. That is, a lender can require azy partner to
repay all the firm’s outstanding debts.

2. The partnership ends on the death or withdrawal of any single partner, although
partners can avoid liquidation if the partnership agreement provides for alterna-
tives such as a buyout of a deceased or withdrawn partner.

Some old and established businesses remain partnerships or sole proprietorships. Often
these firms are the types of businesses in which the owners’ personal reputations are the
basis for the businesses. For example, law firms, groups of doctors, and accounting firms are
often organized as partnerships. For such enterprises, the partners’ personal liability increases
the confidence of the firm’s clients that the partners will strive to maintain their reputation.

A limited partnership is a partnership with two kinds of owners, general partners
and limited partners. General partners have the same rights and privileges as partners
in a (general) partnership—they are personally liable for the firm’s debt obligations.
Limited partners, however, have limited liability—that is, their liability is limited to
their investment. Their private property cannot be seized to pay off the firm’s out-
standing debts. Furthermore, the death or withdrawal of a limited partner does not dis-
solve the partnership, and a limited partner’s interest is transferable. However, a limited
partner has no management authority and cannot legally be involved in the managerial
decision making for the business.

Private equity funds and venture capital funds are two examples of industries domi-
nated by limited partnerships. In these firms, a few general partners contribute some of
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their own capital and raise additional capital from outside investors who are limited part-
ners. The general partners control how all the capital is invested. Most often they will ac-
tively participate in running the businesses they choose to invest in. The outside investors
play no active role in the partnership other than monitoring how their investments are
performing,

Limited Liability Companies

A limited liability company (LLC) is a limited partnership without a general partner.
That is, all the owners have limited liability, but unlike limited partners, they can also run
the business.

The LLC is a relatively new phenomenon in the United States. The first state to pass a
statute allowing the creation of an LLC was Wyoming in 1977; the last was Hawaii in 1997.
Internationally, companies with limited liability are much older and established. LLCs rose
to prominence first in Germany over 100 years ago as a Gesellschaft mit beschrinkter Haftung
(GmbH) and then in other European and Latin American countries. An LLC is known
in France as a Société a responsabilité limitée (SARL), and by similar names in Italy (SRL) and
Spain (SL).

Corporations

The distinguishing feature of a corporation is that it is a legally defined, artificial being (a
judicial person or legal entity), separate from its owners. As such, it has many of the legal
powers that people have. It can enter into contracts, acquite assets, incur obligations, and,
as we have already established, it enjoys protection under the U.S. Constitution against the
seizure of its property. Because a corporation is a legal entity separate and distinct from
its owners, it is solely responsible for its own obligations. Consequently, the owners of a
corporation (ot its employees, customers, etc.) ate not liable for any obligations the corpo-
ration enters into. Similarly, the corporation is not liable for any personal obligations of its
owners.

Formation of a Corporation. Corporations must be legally formed, which means that
the state in which it is incorporated must formally give its consent to the incorporation by
chartering it. Setting up a corporation is therefore considerably more costly than setting
up a sole proprietorship. Delaware has a particulatly attractive legal environment for cor-
porations, so many corporations choose to incorporate there. For jurisdictional purposes,
a corporation is a citizen of the state in which it is incorporated. Most firms hire lawyers
to create a corporate charter that includes formal articles of incorporation and a set of
bylaws. The corporate charter specifies the initial rules that govern how the corporation
is run.

Ownership of a Corporation. There is no limit on the number of ownets a corporation
can have. Because most corporations have many owners, each owner owns only a small
fraction of the corporation. The entire ownership stake of a corporation is divided into
shares known as stock. The collection of all the outstanding shares of a corporation is
known as the equity of the corporation. An owner of a share of stock in the corporation
is known as a shareholder, stockholder, or equity holder and is entitled to dividend
payments, that is, payments made at the discretion of the corporation to its equity holders.
Shareholders usually receive a share of the dividend payments that is proportional to the
amount of stock they own. For example, a shareholder who owns 25% of the firm’s shares
will be entitled to 25% of the total dividend payment.
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EXAMPLE 1.1

A unique feature of a corporation is that there is no limitation on who can own its
stock. That is, an owner of a corporation need not have any special expertise or qualifica-
tion. This feature allows free trade in the shares of the corporation and provides one of
the most important advantages of organizing a firm as a corporation rather than as sole
proprietorship, partnership, or LLC. Corporations can raise substantial amounts of capital
because they can sell ownership shares to anonymous outside investors.

The availability of outside funding has enabled corporations to dominate the economy,
as shown by Panel (b) of Figure 1.1. Let’s take one of the world’s largest firms, Walmart
Inc., as an example. Walmart had over 2 million employees, and reported annual revenue of
$560 billion in 2021. Indeed, the top six U.S. companies by sales volume in 2021 (Walmart,
Amazon, Apple, Exxon Mobil, CVS, and United Health) had combined sales of over
$2 trillion, an amount significantly larger than the total sales of the more than 25 million
USS. sole proprietorships.

Tax Implications for Corporate Entities

An important difference between the types of organizational forms is the way they are
taxed. Because a corporation is a separate legal entity, a corporation’s profits are subject to
taxation separate from its owners’ tax obligations. In effect, shareholders of a corporation
pay taxes twice. First, the corporation pays tax on its profits, and then when the remaining
profits are distributed to the shareholders, the shareholders pay their own personal income
tax on this income. This system is sometimes referred to as double taxation.

Taxation of Corporate Earnings

Problem

You are a shareholder in a corporation. The corporation earns $8 per share before taxes. After
it has paid taxes, it will distribute the rest of its earnings to you as a dividend. The dividend is
income to you, so you will then pay taxes on these earnings. The corporate tax rate is 25% and
your tax rate on dividend income is 20%. How much of the earnings remains after all taxes are

paid?

Solution

First, the corporation pays taxes. It earned $8 per share, but must pay 0.25X $8 = $2 to
the government in corporate taxes. That leaves $6 to distribute. However, you must pay
0.20 X $6 = $1.20 in income taxes on this amount, leaving $6 — $1.20 = $4.80 per share after
all taxes are paid. As a sharcholder you only end up with $4.80 of the original $8 in earn-
ings; the remaining $2 + $1.20 = $3.20 is paid as taxes. Thus, your total effective tax rate is
3.20/8 = 40%.

S Corporations. 'The corporate organizational structure is the only organizational struc-
ture subject to double taxation. However, the US. Internal Revenue Code allows an ex-
emption from double taxation for “S” corporations, which are corporations that elect
subchapter S tax treatment. Under these tax regulations, the firm’s profits (and losses) are
not subject to corporate taxes, but instead are allocated directly to shareholders based on
their ownership share. The shareholders must include these profits as income on their
individual tax returns (even if no money is distributed to them). However, after the share-
holders have paid income taxes on these profits, no further tax is due.
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Corporate Taxation Around the World

Most countries offer investors in corporations some
relief from double taxation. Thirty countries make up the
Organisation for Economic Co-operation and Development
(OECD), and of these countries, only Ireland offers no
relief whatsoever. A few countries, including Australia, Can-
ada, Chile, Mexico, and New Zealand, give shareholders a tax
credit for the amount of corporate taxes paid, while others,
such as Estonia and Latvia, fully or partially exempt dividend
income from individual taxes. The United States offers pat-
tial relief by having a lower tax rate on dividend income than
on other sources of income. Currently, for most investors

dividends are taxed at up to 20%, a rate significantly below
their personal income tax rate. Despite this relief, the effec-
tive corporate tax rate in the U.S. had been one of the highest
in the wotld— in 2017 it was neatly 30% above the median
for the OECD.* Reducing this disparity was a key motive of
the Tax Cut and Jobs Act of 2017 (TCJA) which, among
other changes, lowered the federal corporate tax rate from
35% to 21% and included provisions that made it less attrac-
tive for US. firms to seek tax havens overseas.

*OECD Tax Database Table 11.4

Taxation of S Corporation Earnings

EXAMPLE 1.2

Problem
Rework Example 1.1 assuming the corporation in that example has elected subchapter S treat-
ment and your tax rate on non-dividend income is 35%.

Solution

In this case, the corporation pays no taxes. It earned $8 per share. Whether or not the corpora-
tion chooses to distribute or retain this cash, you must pay 0.35 X $8 = $2.80 in income taxes,
which is $0.40 lower than the $3.20 paid in Example 1.1.2

The government places strict limitations on the qualifications for subchapter S tax treatment.
In particular, the shareholders of such corporations must be individuals who are US. citizens or
residents, and thete can be no more than 100 of them. Because most corporations have no restric-
tions on who owns their shares or the number of shareholders, they cannot qualify for subchapter
S treatment. Thus most large corporations are “C” corporations, which are corporations subject
to corporate taxes. S corporations account for less than one quarter of all corporate revenue.

(6{0 )\ (=4 e L |8 @ 1. What is a limited liability company (LLC)? How does it differ from a limited partnership?

2. What are the advantages and disadvantages of organizing a business as a corporation?

Ownership Versus Control of Corporations

It is often not feasible for the owners of a corporation to have direct control of the firm
because there are sometimes many owners, each of whom can freely trade his or her stock.
That is, in a corporation, direct control and ownership are often separate. Rather than the
owners, the board of directors and chief executive officer possess direct control of the corporation.
In this section, we explain how the responsibilities for the corporation are divided between
these two entities and how together they shape and execute the goals of the firm.

The Corporate Management Team

The shareholders of a corporation exercise their control by electing a board of directors, a group
of people who have the ultimate decision-making authority in the corporation. In most corpora-
tions, each share of stock gives a shareholder one vote in the election of the board of ditrectors,

2In reality the tax savings might be even higher. Under the new tax code some owners of S corporations
will be able to shield 20% of their income from taxes.
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David Viniar was Chief Financial
Officer and Executive Vice President
at Goldman Sachs from 1999 until
2013. As the firm’s CFO, he played a
leading role in the firm’s conversion
to a corporation in 1999—the last
major investment bank to do so—and
charting the firm’s course through the
financial crisis of 2008-2009, when it
became a bank holding company.

QUESTION: What are the advantages of
partnerships and corporations?

ANSWER: We debated this question at
length when we were deciding whether
to go public or stay a private partner-
ship in the mid-1990s. There were
good arguments on both sides. Those
in favor of going public argued we needed greater financial
and strategic flexibility to achieve our aggressive growth
and market leadership goals. As a public corporation, we
would have a more stable equity base to support growth
and disperse risk; increased access to large public debt
markets; publicly traded securities with which to undertake
acquisitions and reward and motivate our employees; and

a simpler and more transparent structure with which to in-
crease scale and global reach.

Those against going public argued our private partner-
ship structure worked well and would enable us to achieve
our financial and strategic goals. As a private partnership, we
could generate enough capital internally and in the private
placement markets to fund growth; take a longer-term view
of returns on our investments with less focus on earnings
volatility, which is not valued in public companies; and retain
voting control and alignment of the partners and the firm.

A big perceived advantage of our private partnership
was its sense of distinctiveness and mystique, which rein-
forced our culture of teamwork and excellence and helped
differentiate us from our competitors. Many questioned
whether the special qualities of our culture would survive if
the firm went public.

QUESTION: What was the driving force behind the conversion?
ANSWER: We ultimately decided to go public for three

main reasons: to secure permanent capital to grow; to be
able to use publicly traded securities to finance strategic
acquisitions; and to enhance the culture of ownership and
gain compensation flexibility.

DAVID VINIAR

QUESTION: Did the conversion achieve its
goals?

ANSWER: Yes. As a public company,

we have a simpler, bigger and more per-
manent capital base, including enhanced
long-term borrowing capacity in the
public debt markets. We have drawn on
substantial capital resources to serve cli-
ents, take advantage of new business op-
portunities, and better control our own
destiny through changing economic and
business conditions. We have been able
to use stock to finance key acquisitions
and support large strategic and financial
investments. Given how the stakes in our
industry changed, how capital demands
grew, going public when we did fortu-
nately positioned us to compete effec-
tively through the cycle.

Our distinctive culture of teamwork and excellence
has thrived in public form, and our equity compensa-
tion programs turned out better than we could
have hoped. Making everyone at Goldman Sachs an
ownet, rather than just 221 partners, energized all
our employees. The growing size and scope of our
business—not the change to public form—has
presented the greatest challenges to the positive aspects
of our culture.

QUESTION: What prompted Goldman's decision to become a
bank holding company in Fall 2008?

ANSWER: The market environment had become extraot-
dinatily unstable following the collapse of Bear Stearns
in March 2008. There was an increased focus on the
SEC-supervised broker/dealer business model, and in
September, market sentiment had become increasingly
negative with growing concerns over Lehman Brothers’
solvency. Following the bankruptcy of Lehman Brothers
and the sale of Merrill Lynch in the middle of September,
and notwithstanding the reporting of quite strong earn-
ings by both Goldman Sachs and Morgan Stanley, it
became clear to us that the market viewed oversight by
the Federal Reserve and the ability to source insured
bank deposits as offering a greater degree of safety and
soundness. By changing our status, we gained all the ben-
efits available to our commercial banking peers, includ-
ing access to permanent liquidity and funding, without
affecting our ability to operate or own any of our current
businesses or investments.
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so investors with the most shates have the most influence. When one or two shareholders
own a very large proportion of the outstanding stock, these shareholders may either be on the
board of directors themselves, or they may have the right to appoint a number of directors.

The boatd of directors makes rules on how the corporation should be run (including how
the top managers in the corporation are compensated), sets policy, and monitors the perfor-
mance of the company. The boatrd of directors delegates most decisions that involve day-to-
day running of the corporation to its management. The chief executive officer (CEO) is
charged with running the corporation by instituting the rules and policies set by the board of
directors. The size of the rest of the management team vaties from corporation to corpora-
tion. The separation of powers within corporations between the board of directors and the
CEO is not always distinct. In fact, it is not uncommon for the CEO also to be the chairman
of the board of directors. The most senior financial manager is the chief financial officer
(CFO), who often reports directly to the CEO. Figure 1.2 presents part of a typical organi-
zational chart for a corporation, highlighting the key positions a financial manager may take.

The Financial Manager

Within the corporation, financial managers are responsible for three main tasks: making
investment decisions, making financing decisions, and managing the firm’s cash flows.

Investment Decisions. The financial managet’s most important job is to make the firm’s
investment decisions. The financial manager must weigh the costs and benefits of all in-
vestments and projects and decide which of them qualify as good uses of the money stock-
holders have invested in the firm. These investment decisions fundamentally shape what
the firm does and whether it will add value for its owners. In this book, we will develop the
tools necessary to make these investment decisions.

Financing Decisions. Once the financial manager has decided which investments to make,
he or she also decides how to pay for them. Large investments may requite the corporation
to raise additional money. The financial manager must decide whether to raise more money
from new and existing owners by selling more shates of stock (equity) or to borrow the money
(debt). In this book, we will discuss the characteristics of each source of funds and how to
decide which one to use in the context of the corporation’s overall mix of debt and equity.
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FINANCE IN TIMES OF DISRUPTION QRUERMZLLESCHIQNG;

In response to the 2008 financial crisis, the U.S. federal gov-
ernment reevaluated its role in the control and management
of financial institutions and private corporations. Signed
into law on July 21, 2010, the Dodd-Frank Wall Street
Reform and Consumer Protection Act brought a sweep-
ing change to financial regulation in response to widespread
calls for financial regulatory system reform after the near
collapse of the wotld’s financial system in the fall of 2008
and the ensuing global credit crisis. History indeed repeats
itself: It was in the wake of the 1929 stock market crash
and subsequent Great Depression that Congress passed
the Glass-Steagall Act establishing the Federal Deposit
Insurance Corporation (FDIC) and instituted significant
bank reforms to regulate transactions between commercial
banks and securities firms.

The Dodd-Frank Act aims to (i) promote U.S. financial
stability by “improving accountability and transparency in
the financial system,” (ii) put an end to the notion of “too
big to fail,” (iii) “protect the American taxpayer by ending
bailouts,” and (iv) “protect consumers from abusive finan-
cial services practices.”* Time will tell whether the Act will
actually achieve these important goals.

Implementing the wide-ranging financial reforms in
the Dodd-Frank Act required the work and coordination
of many federal agencies, cither through rulemaking or
other regulatory actions. A decade after the crisis, just
over two-thirds of the rules had been finalized.

*The full text of the act is available from the U. S. Government pub-
lishing Office: https://www.gpo.gov/fdsys/pkg/PLAW-111publ203

Cash Management. The financial manager must ensure that the firm has enough cash on
hand to meet its day-to-day obligations. This job, also commonly known as managing work-
ing capital, may seem straightforward, but in a young or growing company, it can mean the
difference between success and failure. Even companies with great products require signif-
icant amounts of money to develop and bring those products to market. Consider the $150
million Apple spent during its secretive development of the iPhone, the $32 billion Boeing
spent producing the 787 before it even left the ground, or the $16 billion Audi plans to
spend by 2023 on self-driving technology. A company typically burns through a significant
amount of cash developing a new product before its sales generate income. The financial
manager’s job is to make sure that access to cash does not hinder the firm’s success.

The Goal of the Firm

In theory, the goal of a firm should be determined by the firm’s owners. A sole proprietor-
ship has a single owner who runs the firm, so the goals of a sole proprietorship are the
same as the owner’s goals. But in organizational forms with multiple owners, the appropri-
ate goal of the firm—and thus of its managers—is not as clear.

Many corporations have thousands of owners (shareholders). Each owner is likely to have
different interests and priorities. Whose interests and priorities determine the goals of the firm?
Later in the book, we examine this question in more detail. However, you might be sutptised to
learn that the interests of shareholders are aligned for many, if not most, important decisions.
That is because, regardless of their own personal financial position and stage in life, all the
sharcholders will agree that they are better off if management makes decisions that increase the
value of their shares. For example, by April 2022, Apple shares were worth over 760 times as
much as they were in October 2001, when the first iPod was introduced. Cleatly, regardless of
their preferences and other differences, all investors who held shares of Apple stock over this
period have benefited from the investment decisions Apple’s managers have made.

The Firm and Society

Are decisions that increase the value of the firm’s equity beneficial for society as a whole? Most
often they are. While Apple’s shareholders have become much richer since 2001, its custom-
ers also are better off with products like the iPod and iPhone that they might otherwise never
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have had. More generally, firms create value for their shareholders by producing products or
services that are valuable to their customers and creating jobs that attract employees.

The problem occurs when increasing the value of equity comes at the expense of oth-
ers. Consider a corporation that, in the course of business, pollutes the environment and
does not pay the costs to clean up the pollution. Alternatively, a corporation may not itself
pollute, but use of its products may harm the environment. In such cases, decisions that
increase shareholder wealth can be costly for society as a whole.

The 2008 financial crisis highlighted another example of decisions that can increase
sharcholder wealth but ate costly for society. In the eatly part of the last decade, banks took
on excessive tisk. For a while, this strategy benefited the banks’ sharcholders. But when the
bets went bad, the resulting financial crisis harmed the broader economy.

When the actions of the corporation impose harm on others in the economy, appropri-
ate public policy and regulation is required to assure that corporate interests and societal
interests remain aligned. Sound public policy should allow firms to continue to pursue the
maximization of shareholder value in a way that benefits society overall.

Ethics and Incentives within Corporations

But even when all the owners of a corporation agree on the goals of the corporation, these goals
must be implemented. In a simple organizational form like a sole proprietorship, the owner,
who runs the firm, can ensure that the firm’s goals match his or her own. But a corporation is
run by a management team, separate from its owners, giving rise to conflicts of interest. How
can the owners of a corporation ensure that the management team will implement their goals?

Agency Problems. Many people claim that because of the separation of ownership and
control in a corporation, managers have little incentive to work in the interests of the
shareholders when this means working against their own self-interest. Economists call this

Shareholder versus Stakeholder Value

Non-financial goals and Environmental, Social and Gover-
nance (ESG) considerations have been highlighted in recent
high profile statements from large asset managers, such as Larry
Fink (CEO of Blackrock), and by the Business Roundtable.*

While the goal of a financial manager is to increase the value
of the firm to its shareholders, this responsibility does not imply
that the impact of the firm’s decisions on other stakeholders,
such as employees ot customers, can be ignored. Profitable
firms are those that create value for their customers, and that
can include producing in a way that aligns with customer prefer-
ences on environmental and social issues. Similarly, if the firm
makes decisions that benefit employees (for example, increas-
ing their job security or providing better health benefits), it will
be able to attract better employees and benefit from increased
productivity. On the other hand, if customers or employees
anticipate that the firm is likely to exploit them, they will pay less
for its products and demand higher wages. Thus, to maximize
shareholder value, the financial manager must consider the
impact of her decision on all stakeholders of the firm.

In fact, these points are emphasized in Fink’s letter
(Blackrock is the world’s largest asset manager, making it
the largest shareholder in many companies); Fink argues,

“Stakeholder capitalism is ...
ally beneficial relationships between you and the employees,

capitalism, driven by mutu-

customers, suppliers, and communities your company relies
on to prosper. This is the power of capitalism. In today’s
globally interconnected world, a company must create value
for and be valued by its full range of stakeholders in order to
deliver long-term value for its shareholders.”

When firms do make decisions that affect firm value
and also have important social consequences, the job of a
financial manager is to quantify the impact both on the firm
and society, allowing the CEO, the boatd, and ultimately the
shareholders to evaluate the tradeoff and make an informed
decision. Finally, one should not lose sight of the fact that a
company must be making sound financial decisions in order
to have the resources (profit) to allocate to ESG improve-
ments and stakeholder welfare. Failing companies do not
have the luxury of such considerations.

*https://www.blackrock.com/corporate/investor-relations /larry-fink-
ceo-letter; https://www.businessroundtable.org/business-roundtable-
redefines-the-purpose-of-a-corporation-to-promote-an-economy-that-

serves-all-americans.
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WO G R WRELWY RN NN AN OZNM The Dodd-Frank Act on Corporate Compensation

Compensation is one of the most important conflicts of
interest between corporate executives and shareholders. To
limit senior corporate executives’ influence over their own
compensation and prevent excessive compensation, the Act
directs the SEC to adopt new rules that:

B Mandate the independence of a firm’s compensation

committee and its advisers.

Provide shareholders the opportunity to approve—in a
non-binding, advisory vote—the compensation of execu-
tive officers at least once every three years (referred to as
a “Say-on-Pay” vote).

Require firm disclosure and shateholder approval of
large bonus payments (so-called “golden parachutes”) to
ousted senior executives as the result of a takeover.
Require disclosure of the relationship of executive pay to
the company’s performance, as well as the ratio between the
CEO’s total compensation and that of the median employee.
Require disclosure of whether executives are permitted
to hedge their stock or option holdings.

Create “clawback” provisions that allow firms to recoup
compensation paid based on erroneous financial results.

As of early 2022, however, the last requirement had not

yet been fully implemented by the SEC.

an agency problem—when managers, despite being hired as the agents of sharecholders,
put their own self-interest ahead of the interests of shareholders. Managers face the ethical
dilemma of whether to adhere to their responsibility to put the interests of shareholders
first, or to do what is in their own personal best interest.

This agency problem is commonly addressed in practice by minimizing the number of deci-
sions managers must make for which their own self-interest substantially differs from the inter-
ests of the sharcholders. For example, managers’ compensation contracts are designed to ensure
that most decisions in the sharcholders’ interest are also in the managers’ interests; sharcholders
often tie the compensation of top managers to the corporation’s profits or perhaps to its stock
price. There is, however, a limitation to this strategy. By tying compensation too closely to per-
formance, the shareholders might be asking managers to take on more risk than they are com-
fortable taking. As a result, managers may not make decisions that the shareholders want them
to, or it might be hard to find talented managers willing to accept the job. On the other hand, if
compensation contracts reduce managers’ risk by rewarding good performance but limiting the
penalty associated with poor performance, managers may have an incentive to take excessive risk.

Further potential for conflicts of interest and ethical considerations atise when some stakehold-
ers in the corporation benefit and others lose from a decision. Shareholders and managers ate two
stakeholders in the cotporation, but others include the regular employees and the communities in
which the company operates, for example. Managers may decide to take the interests of other stake-
holders into account in their decisions, such as keeping a loss-generating factory open because it
is the main provider of jobs in a small town, paying above-market wages to factory wotkers in a
developing countty, or operating a plant at a higher environmental standard than local law mandates.

In some cases, these actions that benefit other stakeholders also benefit the firm’s share-
holders by creating a more dedicated workforce, generating positive publicity with customers,
or other indirect effects. In other instances, when these decisions benefit other stakeholders at
shareholders’ expense, they represent a form of corporate charity. Indeed, many corporations
explicitly donate (on behalf of their shareholders) to local and global charitable and political
causes. For example, in 2019, Gilead Sciences gave neatly $400 million in cash to charity (mak-
ing it one of the largest corporate donors of cash in that year). These actions are costly and re-
duce shareholder wealth. Thus, while some shareholders might support such policies because
they feel that they reflect their own moral and ethical priorities, it is unlikely that all sharehold-
ers will feel this way, leading to potential conflicts of interest amongst shareholders.

This conflict of interest can be resolved in cases for which shareholders can take equivalent
actions on their own, such as giving cash to charity. In that case the firm can return the cash to
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Citizens United v. Federal Election Commission

On January 21, 2010, the US. Supreme Court ruled on
what some scholars have argued is the most important
First Amendment case in many years. In Citigens United v.
Federal Election Commission the Court held, in a controver-
sial 5—4 decision, that the First Amendment allows cot-
porations and unions to make political expenditures in

support of a particular candidate. This ruling overturned
existing restrictions on political campaigning by corpora-
tions. But because it is highly unlikely that all shareholders
of a corporation would unanimously support a particular
candidate, allowing such activities effectively guarantees a
conflict of interest.

shareholders who can then determine how much to give on their own. But this simple solution
is not available when there are actions only the corporation can take, such as operating at a
higher environmental standard. In that case, to maximize shareholder welfare, it is appropriate
for the firm’s managers to weigh conflicting shareholder preferences in their decision making,

The CEO’s Performance. Another way shareholders can encourage managers to work in the
interests of shareholders is to discipline them if they don’t. If shareholders are unhappy with a
CEO’s performance, they could, in principle, pressute the boatd to oust the CEO. Disney’s
Michael Eisner, Hewlett Packard’s Catly Fiorina, GE’s Jeff Immelt, ]. Crew’s Mickey Drexler, and
WeWork’s Adam Neumann were all reportedly forced to resign by their boards. Despite these high-
profile examples, directors and top executives are rarely replaced through a grassroots shareholder
uprising. Instead, dissatisfied investors often choose to sell their shates. Of course, somebody must
be willing to buy the shares from the dissatistied shareholders. If enough shareholders are dissatis-
fied, the only way to entice investors to buy (or hold on to) the shares is to offer them a low price.
Similarly, investors who see a well-managed corporation will want to purchase shares, which drives
the stock price up. Thus, the stock price of the corporation is a barometer for corporate leaders that
continuously gives them feedback on their shareholders’ opinion of their performance.

When the stock performs pootly, the board of directors might react by replacing the CEO.
In some corporations, however, the senior executives are entrenched because boards of direc-
tors do not have the will to replace them. Often the reluctance to fire results because the board
members are close friends of the CEO and lack objectivity. In corporations in which the CEO
is entrenched and doing a poor job, the expectation of continued poor performance will de-
crease the stock price. Low stock prices create a profit opportunity. In a hostile takeover, an
individual or organization—sometimes known as a corporate raider—can purchase a large
fraction of the stock and acquire enough votes to replace the board of directors and the CEO.
With a new superior management team, the stock is a much more attractive investment, which
would likely result in a price rise and a profit for the corporate raider and the other sharehold-
ers. Although the words “hostile” and “raider” have negative connotations, corporate raiders
themselves provide an important service to shareholders. The mere threat of being removed
as a result of a hostile takeover is often enough to discipline pootly performing managers and
motivate boards of directors to make difficult decisions. Consequently, when a corporation’s
shares are publicly traded, a “market for corporate control” is created that encourages manag-
ers and boards of directors to act in the interests of their shareholders.

Corporate Bankruptcy. Ordinarily, a corporation is run on behalf of its shareholders. But
when a corporation borrows money, the holders of the firm’s debt also become investors in
the corporation. While the debt holders do not normally exercise control over the firm, if the
corporation fails to repay its debts, the debt holders are entitled to seize the assets of the corpo-
ration in compensation for the default. To prevent such a seizure, the firm may attempt to rene-
gotiate with the debt holders, or file for bankruptcy protection in a federal court. (We describe
the details of the bankruptcy process and its implications for corporate decisions in much more
detail in Part 5 of the textbook.) Ultimately, however, if the firm is unable to repay or renegoti-
ate with the debt holders, the control of the corporation’s assets will be transferred to them.
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Airlines in Bankruptcy

On December 9, 2002, United Aitlines filed for bank-
ruptcy protection following an unsuccessful attempt to
convince the federal government to bail out the company’s
investors by providing loan guarantees. Although United
remained in bankruptcy for the next three years, it con-
tinued to operate and fly passengers, and even expanded
capacity in some markets. One of those expansions was
“Ted,” an ill-fated attempt by United to start a budget air-
line to compete directly with Southwest Aitlines. In short,
although United’s original shareholders were wiped out, as
far as customers were concerned it was business as usual.
People continued to book tickets and United continued to
fly and serve them.

It is tempting to think that when a firm files for bank-
ruptcy, things are “over.”” But often, rather than liquidate
the firm, bondholders and other creditors are better off
allowing the firm to continue operating as a going concern.
United was just one of many aitlines to move in and out
of bankruptcy since 2002; others include US Airways, Air
Canada, Hawaiian Aitlines, Northwest Aitlines, and Delta
Aitlines. In November 2011, American Aitlines became
the latest airline to declare bankruptcy. Like United in 2002,
American continued to operate while it cut costs and reot-
ganized, returning to profitability in mid-2012. American
ultimately settled with creditors in December 2013 as part
of a merger agreement with US Airways.

Thus, when a firm fails to repay its debts, the end result is a change in ownership of the firm,
with control passing from equity holders to debt holders. Importantly, bankruptcy need not
result in a liquidation of the firm, which involves shutting down the business and selling off
its assets. Even if control of the firm passes to the debt holders, it is in the debt holders’ interest
to run the firm in the most profitable way possible. Doing so often means keeping the business
operating. For example, in 1990, Federated Department Stores declared bankruptcy. One of its
best-known assets at the time was Bloomingdale’s, a nationally recognized department store.
Because Bloomingdale’s was a profitable business, neither equity holders nor debt holders had
any desire to shut it down, and it continued to operate in bankruptcy. In 1992, when Federated
Department Stores was reorganized and emerged from bankruptcy, Federated’s original equity
holders had lost their stake in Bloomingdale’s, but this flagship chain continued to perform well
for its new owners, and its value as a business was not adversely affected by the bankruptcy.

Thus, a useful way to understand corporations is to think of there being two sets of
investors with claims to its cash flows—debt holders and equity holders. As long as the
corporation can satisfy the claims of the debt holders, ownership remains in the hands of
the equity holders. If the corporation fails to satisfy debt holders’ claims, debt holders may
take control of the firm. Corporate bankruptcy is therefore best thought of as a change in
ownership of the corporation, and not necessarily as a failure of the underlying business.

(6(0 1\ (@4 M@ L [{8 @ 1. \What are the three main tasks of a financial manager?

2. What is a principal-agent problem that may exist in a corporation?

3. How may a corporate bankruptcy filing affect the ownership of a corporation?

The Stock Market

As we have discussed, sharcholders would like the firm’s managers to maximize the value
of their investment in the firm. The value of their investment is determined by the price of
a share of the corporation’s stock. Because private companies have a limited set of share-
holders and their shares are not regulatly traded, the value of their shares can be difficult
to determine. But many corporations are public companies, whose shares trade on or-
ganized markets called a stock market (or stock exchange). Figure 1.3 shows the major
exchanges worldwide, by total value of listed stocks and trading volume.

These markets provide /Jguidity and determine a market price for the company’s shares. An
investment is said to be liquid if it is possible to sell it quickly and easily for a price very close
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FIGURE 1.3 Worldwide Stock Exchanges Ranked by Two Common Measures

By Market Cap

Saudi Exchange (Tadawul) $2.7

TMX Group $3.3

National Stock Exchange of
India $3.5

LSE Group London Stock
Exchange $3.8

Hong Kong Exchanges
and Clearing $5.4

Nasdaq Nordic and Baltics $2.6

Deutsche Boerse AG $2.5

NYSE $27.7

Shenzen Stock
Exchange $6.2

Japan Exchange
Group $6.5

Euronext $7.3

Shanghai Stock
Exchange $6.1

Nasdag-US $24.6

(a) Total value

By Volume

LSE Group London
Stock Exchange $4.2

CBOE Europe $4.0

Taiwan Stock Exchange $3.3
Hong Kong Exchanges
and Clearing $5.3 Euronext $2.9
Korea Exchange $5.7

Nasdag-US $73.3
Japan Exchange
Group $7.2

Shanghai Stock
Exchange $17.9

CBOE Global

Markets $21 NYSE $29.3

Shenzhen Stock
Exchange $22.6

(b) Total volume

The largest stock markets in the world (a) by total value of all domestic corporations listed on the exchange at
year-end 2021 and (b) by total volume of shares traded on the exchange in 2021.

Source: www.world-exchanges.org

to the price at which you could contemporaneously buy it. This liquidity is attractive to outside
investors, as it provides flexibility regarding the timing and duration of their investment in the
firm. In addition, the research and trading of participants in these markets give rise to share
prices that provide constant feedback to managers regarding investors’ views of their decisions.

Primary and Secondary Stock Markets

When a corporation itself issues new shares of stock and sells them to investors, it does so
on the primary market. After this initial transaction between the corporation and inves-
tors, the shares continue to trade in a secondary market between investors without the
involvement of the corporation. For example, if you wish to buy 100 shares of Starbucks
Coffee, you would place an order on a stock exchange, where Starbucks trades under the
ticker symbol SBUX. You would buy your shares from someone who already held shares
of Starbucks, not from Starbucks itself. Because firms only occasionally issue new shares,
secondary market trading accounts for the vast majority of trading in the stock market.

Traditional Trading Venues

Historically, a firm would choose one stock exchange on which to list its stock, and almost
all trade in the stock would occur on that exchange. In the U.S., the two most important
exchanges are the New York Stock Exchange (NYSE) and the National Association of
Security Dealers Automated Quotation (Nasdaq).

Prior to 2005, almost all trade on the NYSE took place on the exchange’s trading floor
in lower Manhattan. Market makers (known then on the NYSE as specialists) matched
buyers and sellers. They posted two prices for every stock in which they made a market:
the price at which they were willing to buy the stock (the bid price) and the price at which
they were willing to se// the stock (the ask price). When a customer arrived and wanted to
make a trade at these prices, the market maker would honor the posted prices (up to a lim-
ited number of shares) and make the trade even when they did not have another customer
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Adena T. Friedman is President and
Chief Executive Officer of Nasdaq
and a member of the Board of Direc-
tors. With more than 20 years of
industry leadership, she has focused
on driving efficiency, product devel-
opment, growth and expansion,
shaping Nasdaq into a leading global
exchange and technology solutions
company.

QUESTION: Why do public stock mar-
kets like Nasdaq play such an important

role in economic growth?

ANSWER: Financial markets are a
fundamental engine of prosperity,
economic growth, job creation, and
innovation. Ensuring fair, secure,
and accessible markets for all is vital to creating strong
economies worldwide. The capital companies raise in the
public equities markets catalyzes job creation and fuels in-
novation, which can become a virtuous cycle of economic
growth. For individuals, healthy public markets are drivers
of wealth creation and secute retitements. But for individu-
als to be willing to invest, they must be confident they will
be able to sell at a fair price in the future. The competitive
real-time price discovery that takes place in public markets
allows buyers and sellers of equities to artive instantly on
an agreed-upon price, creating liquidity for investors and
allowing capital to be deployed for other opportunities, in-
novation, and growth.

QUESTION: Recent developments like the ability to trade frac-
tional shares and the rise of intermediaries like Robinhood have
increased access for individuals. Do you think this is a positive
development?

ANSWER: Our job as a market operator is to eliminate
friction and maximize access, to give more investors direct
access to markets and empower them to manage their
money—and to get the benefits of compounding returns
over time. We view increased access and increased en-
gagement as a positive overall. It also means there is even
greater importance on disclosure, transparency, and finan-
cial education so that every investor, whether institutional
or individual, can make informed decisions as to the op-
portunities and risks associated with their investments.
Investing in the capital markets creates opportunity
for wealth creation for individual investors, but there are

ADENAT. FRIEDMAN

always risks. We focus on teach-
ing new investors those risks and
the importance of being respon-
sible in how you interact with
markets. Any time a new constit-
uent of investors comes into the
markets, you need to make sure
they are having a fair experience
and are protected.

QUESTION: Payment for order flow
bas enabled commission-free trading
Jfor retail investors. Are there potential
downsides to this practice?

ANSWER: New technology and
initiatives have improved access
to the markets by allowing a
broader range of investors to in-
vest more inexpensively and easily. Payment for order flow
is one initiative that developed as our markets have evolved.
It’s a process by which a broker can receive compensation
for directing orders to a specific trading partner, or market
maker. Because payment for order flow is complex and nu-
anced, Nasdaq does not believe there is a single, one-size-
fits-all answer. Our most important principle is creating fair
markets with level playing fields in which no participant has
an unfair advantage or disadvantage.

QUESTION: Nasdaq had historically been associated with technol-
ogy stocks. Why is that and do you believe that it will continue to be
true?

ANSWER: Nasdaq continues to be home to innovators;
we ate currently the marketplace of choice for approxi-
mately 70% of publicly traded U.S. tech companies. To
understand why tech companies choose Nasdag, it’s
important to understand that we are, ourselves, a tech
company, founded more than 50 years ago as the first
fully digital marketplace. Innovation is in our DNA, and
we have continually innovated the way markets are fun-
damentally structured, leveraging technology to create
efficiencies for our issuers and greater opportunity for
investors.

Looking forward, several trends are fundamentally
reshaping what our markets and economies will look like
over the next decade and decades—ranging from the mod-
ernization of markets to the evolution to a low-carbon
global economy. These trends present opportunities for
companies across all sectors.
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willing to take the other side of the trade. In this way, market makers provided liquidity by
ensuring that market participants always had somebody to trade with.

In contrast to the NYSE, the Nasdaq market never had a trading floor. Instead, all trades
were completed over the phone or on a computer network. An important difference between
the NYSE and Nasdaq was that on the NYSE, each stock had only one market maker. On the
Nasdag, stocks had multiple market makers who competed with one another. Each market
maker posted bid and ask prices on the Nasdaq network that were viewed by all participants.

Market makers make money because ask prices are higher than bid prices. This differ-
ence is called the bid-ask spread. Customers always buy at the ask (the higher price) and
sell at the bid (the lower price). The bid-ask spread is a transaction cost investors pay in
order to trade. Because specialists on the NYSE took the other side of the trade from their
customers, this cost accrued to them as a profit. This was the compensation they earned
for providing a liquid market by standing ready to honor any quoted price. Investors also
paid other forms of transactions costs like commissions.

New Competition and Market Changes

Stock markets went through enormous changes in the first decade of the 21st century. In
2005, the NYSE and Nasdaq exchanges accounted for over 75% of all trade in U.S. stocks.
Since that time, however, competition from new, fully electronic exchanges and alterna-
tive trading systems has caused their market share to dramatically decline, as shown in
Figure 1.4. By 2012, these new entrants handled more than 50% of all trades.

With this change in market structure, the role of an official market maker has largely
disappeared. Because all transactions occut electronically with computers matching buy
and sell orders, anyone can make a market in a stock by posting a limit order—an order to
buy or sell a set amount at a fixed price. For example, a limit buy order might be an order to
buy 100 shares of IBM ata price of $138/share. The bid-ask spread of a stock is determined
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Distribution of trading volume for NYSE-listed shares (left panel) and Nasdag-listed shares (right panel). NYSE-Arca is
the electronic trading platform of the NYSE. BATS and Direct Edge merged in 2014; these new electronic exchanges
now handle about 20% of all trades. Other venues, including internal dealer platforms and so called “dark pools,”
accounted for almost 40% of all trades in 2015.

Source: ). Angel, L. Harris, and C. Spatt, “Equity Trading in the 21st Century: An Update,” Quarterly Journal of Finance 5 (2015): 1-39.



