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          Teaching Students the Logic of Finance






        

      

    

      
        
          The Five Principles of Finance



Many finance books show students only the mechanics of finance problem solving, but students learn better when given the intuition behind complex concepts. Financial Management shows students the reasoning behind financial decisions and connects all topics in the book to five key principles—the Five Principles of Finance. P Principle 1, P Principle 2, P Principle 3, P Principle 4, P Principle 5
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          Tools for Developing Study Skills



To be successful, finance students need hands-on opportunities to apply what they have learned in ways that go beyond rote memorization of formulas. By focusing on basic principles of finance, students develop the skills needed to extend their understanding of finance tools beyond formulas and canned answers. The authors’ objective is to equip students, no matter what their major or business responsibility might be, to contribute to an analysis of the financial implications of practical business decisions.
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          Preface



The fourteenth edition of Financial Management: Principles and Applications, Updated Edition,  updates our materials and further refines our pedagogical approach in ways that make the material much more engaging to all undergraduate students, regardless of their major.






        

      

    

      
        
          Our Approach to Financial Management



First-time students of finance will find that financial management builds on both economics and accounting. Economics provides much of the theory that underlies our techniques, whereas accounting provides the input or data on which decision making is based. Unfortunately, it is all too easy for students to lose sight of the logic that drives finance and to focus instead on memorizing formulas and procedures. As a result, they have a difficult time understanding how the various topics covered in an introductory course tie together, and they do not appreciate how the financial insights may be useful for them personally. More importantly, later in life when students encounter problems that do not fit neatly into the textbook presentation, they may not be able to apply what they have learned.



Our book is designed to overcome these problems. The opening chapter presents five basic principles of finance that are woven throughout the book, creating a text tightly bound around these guiding principles. In essence, students are presented with a cohesive, interrelated subject they can use when approaching future, as yet unknown, problems. We also recognize that most students taking introductory financial management are not finance majors, and we include two features that help keep them engaged. At the beginning of each chapter, we include a “Regardless of Your Major” feature box that explains why the issues raised in the chapter are relevant to those students who are not finance majors. In addition, throughout the book we have “Finance for Life” feature boxes that address issues like whether to buy or lease a car and illustrate how students will be using the tools of financial analysis for personal decisions throughout their lives.



Finance is a constantly expanding field of study, which puts additional pressures on the introductory instructor. What to cover, what to omit, and how to make these decisions while maintaining a cohesive presentation are inescapable questions. In dealing with these questions, we have attempted to present the chapters in a stand-alone fashion so that they can easily be rearranged to fit almost any desired course structure and course length. Because the principles are woven into every chapter, the presentation of the text remains tight, regardless of whether or not the chapters are rearranged. Again, our goal is to provide an enduring understanding of the basic tools and fundamental principles on which finance is based. This foundation will give students beginning their studies in finance a strong base on which to build future studies, and it will give students who take only one finance class a lasting understanding of the basics of finance.



Although historical developments, like the global pandemic and its impact on business and world trade, influence the topics that are included in the introductory finance class, the underlying principles that guide financial analysis remain the same. These principles are presented in an intuitively appealing manner in Chapter 1 and thereafter are tied to all that follows. With a focus on these principles, we provide an introduction to financial decision making rooted in financial theory. This focus can be seen in a number of ways, perhaps the most obvious being the attention paid both to valuation and to the capital markets as well as their influence on corporate financial decisions. What results is an introductory treatment of a discipline rather than the treatment of a series of isolated finance problems. Our goal is to go beyond teaching the tools of financial analysis and help students gain a complete understanding of the subject so they will be able to apply what they have learned to new and unforeseen problems—in short, to educate students in finance.






        

      

    

      
        
          New to This Edition



The fourteenth edition includes the following key updates:



	
                  Personal Applications of Corporate Finance. Located at the end of select chapters, this new feature illustrates how the principles of corporate finance introduced in the text may be applied by students in the context of managing their personal finances. The authors have found that illustrating these connections for students increases student engagement and understanding of these often challenging concepts, especially with non-finance majors. Specific topics discussed in this feature include:
	
                  Budgeting and preparing for financial emergencies.

              
	
                  Demonstrating the “power of compounding” on saving for retirement.

              
	
                  Understanding the financial consequences of taking out student loans used to pay for college.

              
	
                  The importance of the time value of money in developing a successful retirement plan.

              
	
                  Using the logic of capital budgeting when choosing a college major.

              
	
                  How your credit score is calculated and how to improve it.

              


              
	
                  Updated end-of-chapter Study Problem sets

              
	
                  Data and current events updates throughout

              







        

      

    

      
        
          Learning Aids in the Text



The Five Principles of Finance



Together, the five principles, Money Has a Time Value, There Is a Risk-Return Tradeoff, Cash Flows Are the Source of Value, Market Prices Reflect Information, and Individuals Respond to Incentives, represent the economic theory that makes up the foundation of financial decision making and are woven throughout the chapters of the book, providing the basis for focusing students on understanding the economic intuition rather than just the mechanics of solving problems. They are integrated throughout the text in the following ways:



	
                  The five principles are introduced in Chapter 1 using examples that students can relate to personally.

              
	
                  They are revisited in the chapter openers with reference to their application to each chapter’s content.

              
	
                  Specific reference is made throughout the text where the principles come to bear on the discussion.

              




A Focus on Valuation



Although many instructors make valuation the central theme of their course, students often lose sight of this focus when reading their text. We have revised this edition to reinforce this focus in the content and organization of our text in some very concrete ways:



	
                  First, as we mentioned earlier, we have built our discussion around five finance principles that provide the foundation for the valuation of any investment.

              
	
                  Second, we have introduced new topics in the context of “What is the value proposition?” and “How is the value of the enterprise affected?”

              




Study Problem Sets



As in the previous edition, all Study Problem sets are organized by chapter section so that both instructors and students can readily align text and problem materials. Where actual company examples are used, problems have been updated to reflect current conditions.



Real-World Examples



To enhance the relevance of the topics discussed, we have made extensive use of real-world examples. We provide ticker symbols in parentheses following the names of real companies throughout the text. This makes it possible for students to easily recognize examples that deal with actual companies.



A Multistep Approach to Problem Solving and Analysis



As anyone who has taught the core undergraduate finance course knows, students vary across a wide range in terms of their math comprehension and skills. Students who do not have the math skills needed to master the subject end up memorizing formulas rather than focusing on the analysis of business decisions using math as a tool. We address this problem in terms of both text content and pedagogy.



	
                  First, we present math only as a tool to help us analyze problems—and only when necessary. We do not present math for its own sake.

              
	
                  Second, finance is an analytical subject and requires that students be able to solve problems. To help with this process, numbered chapter examples called Checkpoints appear throughout the book. Each of these examples follows a very detailed, multistep approach to problem solving that helps students develop their own problem-solving skills.

              




	
                  Step 1: Picture the problem. For example, if the problem involves a cash flow, we will first sketch the timeline. This step also entails writing down everything we know about the problem, which includes any relationships such as what fraction of the cash flow is to be distributed to each of the parties involved and when it is to be received or paid.

              
	
                  Step 2: Decide on a solution strategy. For example, what is the appropriate formula to apply? How can a calculator or spreadsheet be used to “crunch the numbers”?

              
	
                  Step 3: Solve. Here we provide a completely worked-out, step-by-step solution. We first present a description of the solution in prose and then provide a corresponding mathematical implementation.

              
	
                  Step 4: Analyze. We end each solution with an analysis of what the solution means. This emphasizes the point that problem solving is about analysis and decision making. Moreover, at this step we emphasize the fact that decisions are often based on incomplete information, which requires the exercise of managerial judgment, a fact of life that is often learned on the job.

              
	
                  Step 5: Check yourself. Immediately following the presentation of each new problem type, we include a practice problem that gives students the opportunity to practice the type of calculation used in the example.

              




Finance for Life



These feature boxes apply the chapter concepts to personal financial problems that students encounter in their daily lives.



Finance in a Flat World



These feature boxes demonstrate how the chapter content applies to international business.



Figure and Table Captions



Detailed captions describe the objective of each figure or table and provide necessary background information so that its content can be easily understood. This allows students to review the chapter content by scanning the figures and tables directly.



Equations



Equations are written out in plain English with minimal use of acronyms and abbreviations. In addition, Tools of Financial Analysis feature boxes are used throughout the book to provide a quick review and reference guide for critical equations used to support financial decision making.



Financial Spreadsheets and Calculators



The use of financial spreadsheets and calculators has been integrated throughout the text. Thus, students have access to both methods of problem solving.



Chapter Summaries



The Chapter Summaries are organized around the chapter objectives.



Study Questions



These end-of-chapter questions review the main concepts in the chapter and are presented in the order in which these concepts were discussed in the chapter for easy student reference.
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Chapter 1

Getting Started—Principles of Finance (PART 1: INTRODUCTION TO FINANCIAL MANAGEMENT)





Chapter Outline



	﻿1.1Finance: An Overview




	Objective 1. Understand the importance of finance in your personal and professional lives and identify the three primary business decisions that financial managers make.





	1.2Three Types of Business Organizations




	Objective 2. Identify the key differences among the three major legal forms of business.





	1.3The Goal of the Financial
Manager




	Objective 3. Understand the role of the financial manager within the firm and the goal for making
financial choices.





	1.4The Five Basic Principles of Finance




	Objective 4. Explain the five principles of finance that form the basis of financial management for both businesses and individuals.







Principles P1, P2, P3, P4, and P5 Applied

This book examines a wide range of financial decisions that people make in their business lives as well as in their personal lives. In this chapter, we lay a foundation for the entire book by describing the boundaries of the study of finance, the different ways that businesses are organized, and the role that the financial manager plays within the firm. We also address some of the ethical dilemmas that the financial manager must face daily. Finally, we take an in-depth look at the five principles of finance that underlie all financial decisions: P1 Principle 1: Money Has a Time Value, P2 Principle 2: There Is a Risk-Return Tradeoff, P3 Principle 3: Cash Flows Are the Source of Value, P4 Principle 4: Market Prices Reflect Information, and P5 Principle 5: Individuals Respond to Incentives.






          
          
              
                        [image: A partial view of a Volkswagen dealership with the brand logo and a car in the display window.] 
              
          

          Kohl-Photo/Alamy Stock Photo



          
            
          

        
Every year the Volkswagen Group, based in Wolfsburg, Germany, delivers over 10 million vehicles to its customers across the world. This group is the largest carmaker in Europe and owns 12 well-recognized brands, including Audi, SEAT, ŠKODA, Bentley, Bugatti, Lamborghini, Porsche, and Ducati. In order to run such a diverse portfolio of businesses, its management is regularly faced with a number of significant decisions: it has to evaluate potential new products, invest in R&D projects, scour new locations to set up production or R&D facilities, and so on. Each of these decisions will affect the future cost and revenue of the business, influencing the amount of cash it generates. Therefore, we view these as financial decisions. Financial management is an integral part of any business and impacts almost every other business function.

Like Volkswagen, you make financial decisions in your own life. Whether you’re evaluating the terms of a banks loan for housing or deciding between a master’s degree right after graduation and working full time for a year or two, you will find that these decisions use the same fundamental principles that guide business decisions.
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Regardless of Your Major . . .

“Welcome to the World of Finance”

For the rest of your life, you will be both working and living in a world where you will be making choices that have financial consequences. Corporations make money by introducing new products, opening new sales outlets, hiring the best people, and improving productivity. All of these actions involve investing or spending money today with the hope of generating more money in the future. Regardless of your major, after graduation you are likely to be working for an organization where your choices have uncertain costs and benefits, both now and in the future. This will be the case if you are working for a major corporation such as Amazon (AMZN), starting your own firm, or working for a nonprofit organization such as St. Jude Children’s Research Hospital. Moreover, you will be faced with a variety of personal choices—whether you can afford a new car or a mortgage or how much to begin investing in a retirement fund—that also require you to evaluate alternatives that involve uncertain future payoffs. Regardless of your major, there is simply no getting around the fact that you will be making financial choices throughout your life.

Your Turn: See Study Question 1–1.






        

      

    

              
                
                  
                  
                  

                

              


          
            
      
        
          1.1 Finance: An Overview



Objective 1. Understand the importance of finance in your personal and professional lives and identify the three primary business decisions that financial managers make.



To begin our study of business finance, we present an overview of the field and define the types of decisions addressed by the study of business finance. We also discuss the motivation for studying finance and begin to explore the five principles of finance.






        

      

    

      
        
          What Is Finance?



Finance is the study of how people and businesses evaluate investments and raise capital to fund them. Our interpretation of an investment is quite broad. In 2023 Microsoft made a multiyear, multibillion-dollar investment in OpenAI, the startup behind ChatGPT in an attempt to bolster its use of artificial intelligence in its products; this was clearly a long-term investment. But Microsoft also makes an investment decision whenever it hires a fresh new graduate, knowing that it will be paying a salary for at least six months before the employee will have much to contribute. All these decisions will impact Microsoft’s common stock price.



In this course, which covers corporate finance, we will address three basic questions:



	
                  What long-term investments should the firm undertake? This area of finance is generally referred to as capital budgeting.

              
	
                  How should the firm raise money to fund these investments? The firm’s funding choices are generally referred to as capital structure decisions.

              
	
                  How can the firm best manage its cash flows as they arise in its day-to-day operations? This area of finance is generally referred to as working capital management.

              




We’ll be looking at each of these three areas of business finance—capital budgeting, capital structure, and working capital management—in the chapters ahead.






        

      

    

      
        
          Why Study Finance?

Even if you are not planning a career in finance, a working knowledge of finance will take you far in both your personal and your professional lives.

Those interested in management will need to study topics such as strategic planning, personnel, organizational behavior, and human relations, all of which involve spending money today in the hope of generating more money in the future. For example, in 2022 Tesla (TSLA) made a strategic decision to invest $7.16 billion on manufacturing facilities and to develop and manufacture a new electric truck, new batteries, and other new products such as the Optimus humanoid robot and a Robotaxi. To say the least, these are major strategic decisions that will impact Tesla for many years. Similarly, marketing majors will need to understand how to price products, when to price them aggressively, and how much to spend on advertising them. Because aggressive marketing costs money today but generates rewards in the future, it should be viewed as an investment that the firm needs to finance. Production and operations management majors will need to understand how best to manage a firm’s production and control its inventory and supply chain. All these topics involve risky choices that relate to the management of money over time, which is the central focus of finance.

Although finance is primarily about the management of money, a key component of finance is the management and interpretation of information. Indeed, if you pursue a career in management information systems or accounting, finance managers are likely to be your most important clients. The area of Fintech may be of interest to information system students. This area involves the use of technology to improve financial services, making them more efficient and accessible. It includes things such as online banking, mobile payments, and digital currencies. More recently, it also includes the use of both blockchain and artificial intelligence to make financial services more convenient and affordable.

For the student with entrepreneurial aspirations, an understanding of finance is essential—after all, if you can’t manage your finances, you won’t be in business very long.

Finance also covers investments. While we will touch on stock and bond valuation, along with how interest rates are determined in this text, an in-depth coverage of these areas is generally contained in upper-level finance classes. Still, regardless of your major, you need to have a basic understanding of investments.

Finance for Life

Finally, an understanding of finance is important to you as an individual. The fact that you are reading this book indicates that you understand the importance of investing in yourself. By obtaining a college degree, you are clearly making sacrifices in the hope of making yourself more employable and improving your chances of having a rewarding and challenging career. Some of you are relying on your own earnings and the earnings of your parents to finance your education, whereas others are raising money or borrowing it from the financial markets, institutions that facilitate financial transactions.

When you look into your future, it’s easy to understand the need for a strong foundational understanding of money, or financial literacy. In short, when money is involved, everyone needs to understand how to make it, save it, invest it, and spend it. After all, it would be nice to be able to weather a financial emergency, buy a house, take an expensive vacation, help pay for your children’s education, and, of course, retire someday—but without some personal financial planning, none of these things will happen. In this book we will show you how to apply the basic principles we have applied to business financing decisions to your personal financial decisions. In effect, we will provide you with a basic understanding of financial literacy by demonstrating the “personal applications” of what we are presenting. Fortunately, with a bit of reframing and some additional information, this book will provide you with the basics of what you need.

It’s not hard to see that financial decisions are everywhere, both in your personal life and in your career. Although the primary focus of this book is on developing the corporate finance tools and techniques that are used in the business world, you will find that much of the logic and many of the tools we develop and explore along the way will also apply to decisions you will be making in your personal life. In the future, regardless of your major, both your business and your personal lives will be spent in the world of finance. Because you’re going to be living in that world, it’s time to learn about finance.





Before you move on to Section 1.2

Concept Check 1.1

	
                  What are the three basic types of issues that arise in business that are addressed by the study of business finance?

              
	
                  List three nonfinance careers to which the study of finance applies.

              






﻿Quick Check 1.1








        

      

    

              
                
                  
                  
                  

                

              


          
            
      
        
          1.2 Three Types of Business Organizations



Objective 2. Identify the key differences among the three major legal forms of business.



Although numerous and diverse, the legal forms of business organization fall into three categories: the sole proprietorship, the partnership, and the corporation. Figure 1.1 provides a quick reference guide for these organizational forms.




          
          
                Figure 1.1
                Characteristics of Different Forms of Business
              

            
          
              
                        [image: A table showing characteristics of different forms of business.] 
              
          

          

          
                          The table consists of 7 rows: business form, number of owners, are owners liable for the firm’s debts? Do owners manage the firm? does an ownership change dissolve the firm? access to capital, and taxation. The table reads the following data: Row 1. Sole proprietorship, one, yes, yes, yes, very limited, personal taxes. Row 2. Partnership; unlimited; yes, each partner has unlimited liability; yes; yes; very limited; personal taxes. Row 3. Limited partnership (with General Partners [G Ps] and limited partners [L Ps]); at least one G P, but no limit on L Ps; G Ps-unlimited liability L Ps-limited liability; G Ps-manage the firm L Ps-no role in management; G Ps-yes L Ps-no, can change, followed by the notes, it is common for L Ps to require approval from the other partners before a partner’s ownership can be transferred; limited; personal taxes. Row 4. Limited Liability Company (L L C), unlimited, no, yes, no, dependent on size, personal taxes. Row 5. Corporation, unlimited, no, no- although managers generally have an ownership stake followed by notes owners are not prohibited from managing the corporation, no, very easy access, double taxation: earnings taxed at corporate level dividends taxed at personal level.
      
    
          

        
1It is common for LPs to require approval from the other partners before a partner’s ownership can be transferred.
2Owners are not prohibited from managing the corporation.






        

      

    

      
        
          Sole Proprietorship



The sole proprietorship is a business owned by a single individual who is entitled to all of the firm’s profits and who is also responsible for all of the firm’s debt—that is, what the firm owes. In effect, there is no separation between the business and the owner when it comes to being liable for debts or being sued. If sole proprietors are sued, they can lose not only all they invested in the proprietorship but also all their personal assets. A sole proprietorship is often used in the initial stages of a firm’s life. This is in part because forming a sole proprietorship is very easy; there are no forms to file and no partners to consult—the founder of the business is the sole owner. However, these organizations usually have limited access to outside sources of financing. The owner of a sole proprietorship typically raises money by investing their own funds and by borrowing from a bank. However, because there is no difference between the sole proprietor and the business, there is no difference between personal borrowing and business borrowing. The owner of the business is personally liable for the debts of that business, while profits are taxed at the owner’s tax rate. In addition to bank loans, personal loans from friends and family are important sources of financing for sole proprietorships.






        

      

    

      
        
          Partnership



A general partnership is an association of two or more persons who come together as co-owners for the purpose of operating a business for profit. Just as with the sole proprietorship, there is no separation between the general partnership and its owners with respect to being liable for debts or being sued. Its primary point of distinction from a sole proprietorship is that the partnership has more than one owner. Just as with a sole proprietorship, the profits of the partnership are taxed as personal income. An important advantage of the partnership is that it provides access to equity, or ownership, as well as financing from multiple owners in return for partnership shares, or units of ownership.﻿



In a limited partnership, there are two classes of partners: general and limited. The general partner actually runs the business and faces unlimited liability for the firm’s debts, whereas the limited partner is liable only up to the amount they invested. The life of the partnership is tied to the life of the general partner, just as that of the sole proprietorship is tied to the life of the owner. In addition, it is difficult to transfer ownership of the general partner’s interest in the business—this generally requires the formation of a new partnership. However, the limited partner’s shares can be transferred to another owner without the need to dissolve the partnership, although finding a buyer may be difficult.






        

      

    

      
        
          Corporation



If very large sums of money are needed to build a business, then the typical organizational form chosen is the corporation. As early as 1819, U.S. Supreme Court Chief Justice John Marshall set forth the legal definition of a corporation as “an artificial being, invisible, intangible, and existing only in the contemplation of law.”1 The corporation legally functions separately and apart from its owners (the shareholders, also referred to as the stockholders). As such, the corporation can individually sue and be sued and can purchase, sell, or own property, and its personnel are subject to criminal punishment for crimes committed in the name of the corporation.



There are three primary advantages of this separate legal status. First, the owners’ liability is confined to the amount of their investment in the company. In other words, if the corporation goes under, the owners can lose only their investment. This is an extremely important advantage of a corporation. After all, would you be willing to invest in American Airlines (AAL) if you would be held personally liable if one of its planes crashed? The second advantage of separate legal status for the corporation is that the life of the business is not tied to the status of the investors. The death or withdrawal of an investor does not affect the continuity of the corporation. The management continues to run the corporation when the ownership shares are sold or passed on through inheritance. For example, the inventor Thomas Edison founded General Electric (GE) over a century ago. Edison died in 1931, but the corporation lives on. Finally, these two advantages result in a third advantage, the ease of raising capital. It is much easier to convince investors to put their money into a corporation when they know that the most they can lose is what they invest and that they can easily sell their stock if they wish to do so.



The corporation is legally owned by its current set of stockholders, or owners, who elect a board of directors. The directors then appoint managers who are responsible for determining the firm’s direction and policies. Although even very small firms can be organized as corporations, it is usually the larger firms that need to raise large sums of money for investment and expansion that use this organizational form. As such, this is the legal form of business that we will be examining most frequently in this text.



One of the drawbacks of the corporate form is the double taxation of earnings that are paid out in the form of dividends. When a corporation earns a profit, it pays taxes on that profit (the first taxation of earnings) and pays some of that profit back to the shareholders in the form of dividends. Then the shareholders pay personal income taxes on those dividends (the second taxation of earnings). In contrast, the earnings of proprietorships and partnerships are not subject to double taxation. Needless to say, this is a major disadvantage of corporations.2



When entrepreneurs and small business owners want to expand, they face a tradeoff between the benefits of the corporate form and the potential loss of control and higher taxes that accompany it. For this reason, an attractive alternative to the corporation for such a small business is the limited liability company (LLC), a cross between a partnership and a corporation. An LLC combines the tax benefits of a partnership (no double taxation of earnings) with the limited liability benefit of a corporation (the owners’ liability is limited to what they invested). Thus, unlike with a proprietorship or partnership, there is a separation between the LLC and the owners with respect to being liable for debts or being sued. As a result, the most an LLC owner can lose is what they invested. Because LLCs operate under state laws, both the states and the Internal Revenue Service (IRS) have rules for what qualifies as an LLC, and different states have different rules. The bottom line is that if an LLC looks too much like a corporation, it will be taxed as one.



As you can see in Figure 1.1, the corporation is the business form that provides the easiest access to capital. As a result, it is the most common choice for firms that are growing and need to raise money.






        

      

    

      
        
          How Does Finance Fit into the Firm’s Organizational Structure?

Finance is intimately woven into any aspect of the business that involves the payment or receipt of money in the future. For this reason, it is important that everyone in a business have a good working knowledge of the basic principles of finance. However, within a large business organization, the responsibility for managing the firm’s financial affairs falls to the firm’s chief financial officer (CFO).

Figure 1.2 shows how the finance function fits into a firm’s organizational chart. In the typical large corporation, the chief financial officer (CFO) serves under the corporation’s chief executive officer (CEO) and is responsible for overseeing the firm’s finance-related activities. Typically, both a treasurer and a controller serve under the CFO, although in a small firm the same person may fulfill both roles. The treasurer generally handles the firm’s financing activities. These include managing the firm’s cash and credit, exercising control over its major spending decisions, raising money, developing financial plans, and managing any foreign currency it receives. The controller is responsible for managing the firm’s accounting duties. These include producing financial statements, paying taxes, and gathering and monitoring data that the firm’s executives need to oversee its financial well-being.


          
          
                Figure 1.2
                How the Finance Area Fits into a Corporation
              

            
          
              
                        [image: A flowchart showing how the finance area fits into a Corporation.] A firm’s vice president of finance is many times called its chief financial officer, or CFO. This person oversees all of the firm’s financial activities through the offices of the firm’s treasurer and controller.
 
              
          

          

          
                          The hierarchy is as follows: The Board of Directors is followed by the Chief Executive Officer (C E O). There are 3 divisions under C E O: Vice President-Marketing; Vice President-Finance or Chief Financial Officer (C F O), duties are oversight of short-term and strategic planning, control of corporate cash flow; and Vice President-Production and Operations. C F O divides into 1. Treasurer: duties are cash management, credit management, capital expenditures, acquisition of capital, financial planning, and management of foreign currencies and 2. Controller: duties are tax compliance, preparation of financial statements, cost accounting, and data processing.
      
    
          

        




Before you move on to Section 1.3

Concept Check 1.2

	
                  What are the primary differences among a sole proprietorship, a partnership, and a corporation?

              
	
                  Explain why large and growing firms tend to choose the corporate form of organization.

              
	
                  What are the duties of a corporate treasurer?

              
	
                  What are the duties of a corporate controller?

              






﻿Quick Check 1.2









        

      

    

              
                
                  
                  
      
        
          1 The Trustees of Dartmouth College v. Woodward, 4 Wheaton 518, 636 (1819).






        

      

    

      
        
          2 Currently, qualified dividends from domestic corporations and qualified foreign corporations are taxed at a maximum rate of 20 percent, with some high-income investors owing an additional 3.8 percent surtax on their net investment income. However, if you’re in the 10 percent or 15 percent rate bracket, your tax rate on these dividends drops to 0 percent.






        

      

    

                  

                

              


          
            
      
        
          1.3 The Goal of the Financial Manager



Objective 3. Understand the role of the financial manager within the firm and the goal for making financial choices.



In 2001, Tony Fadell turned to Apple, Inc. (AAPL), to develop his idea for a new MP3 player. Fadell’s idea had already been rejected by his previous employer and another company, but the executives at Apple were enthusiastic about it. They hired Fadell, and the rest is history. The successful sales of the new iPod MP3 player, coupled with efficient uses of financing and day-to-day funding, raised the firm’s stock price. This exemplifies how a management team appointed by a corporate board made an important investment decision that had a very positive effect on the firm’s total value.



As previously mentioned, we can characterize the financial activities of a firm’s management in terms of three important functions within a firm. These are illustrated here using Apple’s iPod example:



	
                  Making investment decisions (capital budgeting decisions): Apple’s decision to introduce the iPod, which later led to the iPhone.

              
	
                  Making decisions on how to finance these investments (capital structure decisions): Apple’s decision on how to finance the development and production of the iPod and eventually the iPhone.

              
	
                  Making decisions on how best to manage the company’s day-to-day operations (working capital management): Apple’s decision regarding how much inventory to hold.

              




In carrying out these tasks, financial managers must be aware that they are ultimately working for the firm’s shareholders, who are the owners of the firm, and that the choices they make as financial managers will generally have a direct impact on their shareholders’ wealth.






        

      

    

      
        
          Maximizing Shareholder Wealth



With a publicly owned corporation such as Coca-Cola (KO), the shareholders who purchase stock in the company elect a board of directors that, among other duties, selects the company’s CEO. These shareholders, ranging from individuals who purchase stock for a retirement fund to large financial institutions, have a vested interest in the company. Because they are the company’s true owners, that company will commonly have a principal goal described as maximizing shareholder wealth, which is achieved by maximizing the stock price.



With all this in mind, let’s take a look at Coca-Cola’s “purpose statement.” In their “purpose statement” maximization of shareholder wealth is not included. Instead, Coca-Cola states its purpose as “To refresh the world. Make a difference.” And they also present their vision as “Loved brands, done sustainably, for a better shared future.”3 However, Coca-Cola goes on and states that for their shareholders, that is, the owners of the company, “Our mission is to create value for you, our shareowners, over the long term.”4 In effect, while the goal of Coca-Cola is to maximize shareholder wealth, they want to do this while looking out for the environment and “improve people’s lives, from our employees to all those who touch our business system, to our investors, to the broad communities we call home.”5



These goals reflect the fact that in addition to shareholders, there are other constituencies that have an interest in the firm’s decisions, and we call this group stakeholders. Stakeholders include employees, customers, suppliers, community members, and others who are impacted by the firm’s decisions. The impact of the firm’s decisions on stakeholders should not be ignored. For example, if the firm is viewed as exploiting certain stakeholders, that image may adversely affect demand. Thus, while maximization of shareholder wealth is our goal, we must also be cognizant of the impact of our decisions on our stakeholders.






        

      

    

      
        
          Ethical Considerations in Corporate Finance



Although ethics is not one of the five principles of finance, it is fundamental to the notion of trust and is therefore essential to doing business. The problem is that doing business with suppliers, customers, and investors rests on the integrity of the participants which undergirds trust. The famous financial economist Michael Jensen argued this point when he said that without integrity, nothing gets done. Although businesses frequently try to describe the rights and obligations of their dealings with others using contracts, it is impossible to write a perfect contract. Consequently, business dealings between people and firms ultimately depend on the willingness of the parties to trust one another.



Ethics, or a lack thereof, is a recurring theme in the news. Recently, finance has been home to an almost continuous series of ethical lapses. Financial scandals at companies such as WorldCom; Bernie Madoff’s Ponzi scheme; Elizabeth Holmes with Theranos; and Sam Bankman-Fried, the founder and CEO of the cryptocurrency exchange FTX with losses of $9 billion to investors, customers, and lenders, show that the business world does not forgive ethical lapses. Not only is acting in an ethical manner morally correct, but also it is a necessary ingredient of long-term business and personal success.



You might ask yourself, “As long as I’m not breaking any laws, why should I care about ethics?” The answer to this question lies in consequences. Everyone makes errors of judgment in business, which is to be expected in an uncertain world. But ethical errors are different. Even if they don’t result in anyone going to jail, they tend to end careers and thereby terminate future opportunities. Why? Because unethical behavior destroys trust, and businesses cannot function without a certain degree of trust. Throughout this book, we will point out some of the ethical pitfalls that have tripped up managers.






        

      

    

      
        
          Regulation Aimed at Making the Goal of the Firm Work: The Sarbanes–Oxley Act

Because of growing concerns about both agency and ethical issues, in 2002 Congress passed the Sarbanes–Oxley Act—or SOX, as it is commonly called. One of the primary inspirations for this new law was Enron, which failed financially in December 2001. Prior to its bankruptcy, Enron’s board of directors actually voted on two occasions to temporarily suspend its own “code of ethics” to permit its CFO to engage in risky financial ventures that benefited the CFO personally while exposing the corporation to substantial risk.

SOX holds corporate advisors who have access to or influence on company decisions (such as a firm’s accountants, lawyers, company officers, and board of directors) legally accountable for any instances of misconduct. The act very simply and directly identifies its purpose as being “to protect investors by improving the accuracy and reliability of corporate disclosures made pursuant to the securities laws, and for other purposes,” and it mandates that senior executives take individual responsibility for the accuracy and completeness of the firm’s financial reports.

SOX safeguards the interests of the shareholders by providing greater protection against accounting fraud and financial misconduct. All of this comes with a price. Although SOX has received praise from the likes of former Federal Reserve Chairman Alan Greenspan and has increased investor confidence in financial reporting, it has also been criticized. The demanding reporting requirements are quite costly and, as a result, may inhibit firms from listing on U.S. stock markets.





Before you move on to Section 1.4

Concept Check 1.3

	
                  What is the goal of a firm?

              
	
                  Why is ethics relevant to the financial management of a firm?

              
	
                  What is the Sarbanes–Oxley Act of 2002? What has it accomplished?

              






﻿Quick Check 1.3








        

      

    

              
                
                  
                  
      
        
          3 https://d1io3yog0oux5.cloudfront.net/cocacolacompany/files/pages/about/our-purpose/Coca-Cola_Purpose_Framework.pdf, accessed May 16, 2023.






        

      

    

      
        
          4 https://investors.coca-colacompany.com/shareowners, accessed May 16, 2026.






        

      

    

      
        
          5 https://investors.coca-colacompany.com/about/our-purpose, accessed May 16, 2023.






        

      

    

                  

                

              


          
            
      
        
          1.4 The Five Basic Principles of Finance



Objective 4. Explain the five principles of finance that form the basis of financial management for both businesses and individuals.



At first glance, finance can seem like a collection of unrelated decision rules, but nothing could be further from the truth. The logic behind the financial concepts covered in this text arises from five simple financial principles, each of which is described next.






        

      

    

      
        
          Principle 1: Money Has a Time Value



Perhaps the most fundamental principle of finance is that money has a time value. A dollar received today is worth more than a dollar received in the future. Conversely, a dollar received in the future is worth less than a dollar received today.



Because we can earn interest on money received today, it is better to receive money sooner rather than later. For example, suppose you have a choice of receiving $1,000 either today or a year from now. If you decide to receive it a year from now, you will have passed up the opportunity to earn a year’s interest on the money. Economists would say you suffered an “opportunity loss,” or an opportunity cost.






        

      

    

      
        
          Principle 2: There Is a Risk-Return Tradeoff



We won’t take on additional risk unless we expect to be compensated with additional return.



Principle 2 is based on the idea that individuals are risk-averse, which means that they prefer to get a certain return on their investment rather than an uncertain return. However, the world is an inherently risky place, so at least some individuals will have to make investments that are risky. How are investors induced to hold these risky investments when there are safer alternative investments? By offering investors a higher expected rate of return on the riskier investments.



Notice that we refer to expected return rather than actual return. As investors, we have expectations about what returns our investments will earn; however, a higher expected rate of return is not always a higher realized rate of return. For example, you may have thought Occidental Petroleum (OXY) would do well in 2022, but did you really expect it would return 119.1 percent? In contrast, not many people who invested in Bed Bath & Beyond (BBBY), expected its actual return for 2022 to be −82.8 percent; if they had, they wouldn’t have invested in it.



The risk-return relationship will be a key concept as we value assets and propose new investment projects throughout this text. We will also describe how investors measure risk. Interestingly, much of the work for which the 1990 Nobel Prize in Economics was awarded centered on the graph shown in Figure 1.3 and how to measure risk. Both the graph and the risk-return relationship it depicts will reappear often in this text.




          
          
                Figure 1.3
                There Is a Risk-Return Tradeoff
              

            
          
              
                        [image: A graph showing how to measure risk.] Investors demand a return for delaying their consumption. To convince them to take on added risk, they demand a higher expected return.
 
              
          

          

          
                          The line graph shows the horizontal axis as risk and the vertical axis as expected return. A line parallel to the horizontal axis is drawn upwards representing added risk from where an increasing slope moves toward the right. The distance between the slope and the horizontal line above the horizontal axis is labeled as expected return for taking on added risk. Also, the distance between the horizontal axis risk and the starting point of the parallel line is labeled as expected return for delaying consumption.
      
    
          

        





        

      

    

      
        
          Principle 3: Cash Flows Are the Source of Value



Profit is an accounting concept designed to measure a business’s performance over an interval of time. Cash flow is the amount of cash that can actually be taken out of the business over this same interval.



As we will see, a company’s profits can differ dramatically from its cash flows. Cash flows represent actual money that can be spent, and, as we will later discuss, they are what determines an investment’s value.



Profits are different. To determine a company’s accounting profit, its accountants have to make a judgment about how the business’s costs and revenues are allocated to each time period. Consequently, different judgments result in different profit measurements. In fact, a firm can show a profit on paper even when it is generating no cash at all. This isn’t to say that accounting profits are unimportant to investors. Investors see accounting profits as an important indicator of a firm’s ability in the past—and perhaps in the future—to produce cash flows for its investors. Therefore, to the extent that profits affect investors’ expectations, they are an important source of information.



There is another important point we need to make about cash flows. If you have taken an economics class, you probably recall that people make the best choices when they look at marginal, or incremental, cash flows. That’s why in this book we focus on the incremental cash flow to the company as a whole that is produced as a consequence of a decision. The incremental cash flow to the company as a whole is the difference between the cash flow to the company that would be produced with the potential new investment and the cash flow that would be produced without that investment. To understand this concept, let’s think about the incremental cash flow produced by Star Wars: The Force Awakens. Not only did Disney (DIS) make a lot of money on this movie, but also, the addition of Star Wars Land to Disney World has increased the number of people attracted to Disney theme parks, along with resulting in sales of all kinds of Star Wars items. Thus, if you were to evaluate Star Wars: The Force Awakens, you’d want to include its impact on sales of Star Wars T-shirts, lightsabers, action figures, and related items throughout the entire company along with the impact on Disney+ from Star Wars spin offs such as the Mandalorian, the New Republic era, Ahsoka, the Skeleton Crew, the Young Jedi Adventures, and the Acolyte.






        

      

    

      
        
          Principle 4: Market Prices Reflect Information



Investors respond to new information by buying and selling their investments. The speed with which investors act and the way that prices respond to the information determine the efficiency of the market.



The prices of financial claims traded in the public financial markets respond rapidly to the release of new information. Thus, when earnings reports come out, prices adjust immediately to the new information, moving upward if the information is better than expected and downward if it is worse than expected. In efficient markets, such as those that exist in the United States and other developed countries, this process takes place very quickly. As a result, it’s hard to profit from trading on publicly released information.



To illustrate how quickly stock prices can react to information, consider the following set of events: While Nike (NKE) CEO William Perez flew aboard the company’s Gulfstream jet one day in November 2005, traders on the ground sold off a significant amount of Nike’s stock. Why? Because the plane’s landing gear was malfunctioning, and they were watching TV coverage of the event! While Perez was still in the air, Nike’s stock dropped 1.4 percent. Once Perez’s plane landed safely, Nike’s stock price immediately bounced back. This example illustrates that in the financial markets there are ever-vigilant investors who are looking to act even in anticipation of the release of new information.



Consequently, managers can expect their company’s share prices to respond quickly to the decisions they make. Good decisions will result in higher stock prices. Bad decisions will result in lower stock prices.






        

      

    

      
        
          Principle 5: Individuals Respond to Incentives

Incentives motivate, and the actions of managers are often motivated by self-interest, which may result in managers not acting in the best interests of the firm’s owners. When this happens the firm’s owners will lose value.

Managers respond to the incentives they are given in the workplace, and, when their incentives are not properly aligned with those of the firm’s stockholders, they may not make decisions that are consistent with increasing shareholder value. For example, a manager may be in a position to evaluate an acquisition that happens to be owned by a relative. Other situations are much less straightforward. For example, a financial manager may be asked to decide whether to close a money-losing plant, a decision that, although saving money for the firm, will involve the personally painful act of firing the employees at the plant.

The conflict of interest between the firm’s managers and its stockholders is called a principal-agent problem, or agency problem, in which the firm’s common stockholders, the owners of the firm, are the principals in the relationship and the managers act as agents of these owners. If the managers have little or no ownership in the firm, they have less incentive to work energetically for the company’s shareholders and may instead choose to enrich themselves with perks and other financial benefits—say, luxury corporate jets, expensive corporate apartments, or resort vacations. They also have an incentive to turn down risky investments that may jeopardize their jobs—even though their shareholders would like the company to pursue these projects. The lost shareholder value that results from managerial actions that are inconsistent with the goal of maximizing shareholder value is called an agency cost.

Agency problems also arise when the firm’s executives are considering how to raise money to finance the firm’s investments. In some situations, debt may be the cheapest source of financing, but managers may avoid debt financing because they fear the loss of their jobs if the firm is unable to pay its bills. Stockholders, however, might prefer that the firm use more debt financing because it puts pressure on management to perform at a high level.

Agency costs are typically difficult to measure, but occasionally their effect on the firm’s stock price can be seen. For example, upon the announcement of the death of Melvin Gordon, the CEO of Tootsie Roll (TR), the candy maker, the firm’s stock price rose about 13 percent. Many attributed the rise in price to the perceived benefits of removing a CEO who was not acting in accordance with general stockholder interests and had refused to sell the company at prices well above the market value to companies such as Mars Inc., Hershey Co., and Craft Foods Inc.

Fortunately, there are several measures that can be taken to help mitigate the agency problem:

	
                  Compensation plans can be put in place that reward managers when they act to maximize shareholder wealth.

              
	
                  The board of directors can actively monitor the actions of managers and keep pressure on them to act in the best interests of shareholders.

              
	
                  The financial markets can (and do) play a role in monitoring management by having auditors, bankers, and credit agencies monitor the firm’s performance, while security analysts provide and disseminate information on how well the firm is doing, thereby helping shareholders monitor the firm.

              
	
                  Firms that underperform will see their stock prices fall and may be taken over and have their management teams replaced.

              






Before you begin the end-of-chapter material

Concept Check 1.4

	
                  What are the five principles of finance?

              
	
                  A fundamental guiding principle of investing is that higher risks require higher rewards or returns. Give two examples of the risk-return relationship.

              
	
                  What do we mean when we say that market prices reflect information?

              






﻿Quick Check 1.4







Applying the Principles of Finance to Chapter 1

	
                  P1 Principle 1: Money Has a Time Value A dollar received today is worth more than a dollar received in the future. Conversely, a dollar received in the future is worth less than a dollar received today.

              
	
                  P2 Principle 2: There Is a Risk-Return Tradeoff We won’t take on additional risk unless we expect to be compensated with additional return.

              
	
                  P3 Principle 3: Cash Flows Are the Source of Value Cash flow measures the amount of cash that can actually be taken out of the business over an interval of time. As a result, it is the source of value.

              
	
                  P4 Principle 4: Market Prices Reflect Information Investors respond to new information by buying and selling. As a result, prices reflect what is known. The speed with which investors act and prices respond reflects the efficiency of the market.

              
	
                  P5 Principle 5: Individuals Respond to Incentives Large firms are often run by professional managers who own a small fraction of the firm’s equity. The individual actions of these managers are often motivated by self-interest, which may result in managers not acting in the best interest of the firm’s owners. When this happens, the firm’s owners will lose value.

              







        

      

    

              
                
                  
                  
                  

                

              


          
            
      
        
          Chapter Section Summaries

	
                  1.1 Understand the importance of finance in your personal and professional lives and identify the three primary business decisions that financial managers make.

              


Summary

	
                  Finance is the study of how individuals and businesses allocate money over time.

              
	
                  We all face choices that involve spending or receiving money now versus sometime in the future. What you will learn in this text will help you to better understand how to make those choices, both in your personal life and as a financial manager.

              
	
                  The decision-making process of planning and managing a firm’s long-term investments is called capital budgeting.

              
	
                  The mix of long-term sources of funds used by a firm to finance its operations is called its capital structure.

              
	
                  Working capital management involves managing the firm’s short-term investment in assets and liabilities and ensuring that the firm has sufficient resources to maintain its day-to-day business operations.

              


Key Terms





Capital budgeting The decision-making process used to analyze potential investments in fixed assets.

Capital structure The mix of long-term sources of funds used by the firm.


Financial markets  Mechanisms that allow people to easily buy and sell financial claims.

Working capital management  Management of day-to-day operations and decisions related to working capital and short-term financing.





	
                  1.2 Identify the key differences among the three major legal forms of business.

              


Summary

	
                  The sole proprietorship is a business operation owned and managed by a single individual. Initiating this form of business is simple and generally does not involve any substantial organizational costs. The proprietor has complete control of the firm but must
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