CHAPTER 1
GOALS AND GOVERNANCE OF THE FIRM
CHAPTER IN PERSPECTIVE

Part One, Introduction, of this new edition has one more chapter, which is a re-write of Chapter 17 from the previous edition, Financial Statement Analysis.  This change puts back-to-back two chapters, Chapters 3 and 4, which are closely related to accounting.  For professors who wish to cover accounting measures in the course, accounting measures naturally follows after Chapter 3, Accounting and Finance.
In this new edition Chapter 1 tells the story of Ron Joyce’s collaboration with Tim Horton, a national Hockey League All-Star defenseman to start the Time Hortons restaurants, at the beginning of Section 1.1, Investment and Financing Decisions, to illustrate the investment and financing decision as the chief task of the financial managers. The story tells us about how financial management played a pivotal role in the birth and growth of RIM.  Then the chapter provides the student with a look at the scope of finance and financial management.  The scope of the managerial finance cycle, which includes raising funds in financial markets from investors, investing funds, managing the returning cash flow and the dividend/reinvestment decision, is effectively presented in the following chart.  This is the chapter and time to provide a “big picture” look at the scope, concerns, and issues of corporate finance.  It is important for students to have this overview, and to be reminded of it as future chapters present small, detailed parts of the “big picture.”  Students tend to focus on the details and see neither how it all fits together nor the overall scope of finance.  Presenting this “big picture” is an important role of the professor, and this first chapter provides several themes that will be reemphasized throughout the text:
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1.   The goal of corporation is value maximization. It is concerned with cash flows and the timing and variability of the cash flows, is the preferred decision criterion and is consistent with the financial market processes that determine value for securities.

2.  The major decisions that a financial manager is required to make: investment and financing decisions.

3.
The investment decision is also called the capital budgeting decision.  If a project’s value is greater than its required investment, then the project is attractive financially.  The capital budgeting decision criteria, such as Net Present Value (NPV) and Internal Rate of Return (IRR), help financial manager to identify attractive capital investment projects.

4.
The major capital components are debt (bond) and equity (stock).  The choice between debt and equity financing is the capital structure decision.

5.
Identify the range of agency problems that exist related to financial management, from global firms to the hardware up the street.

One of the most important decisions that a new business must make is the choice of business organization.  This book focuses on corporations, one of the three primary forms, sole proprietorship, partnership, and corporation. Instead of skipping the discussion, consider this choice as an important financial decision that must be made before others.  Each form has a risk/return trade-off that affects the ability to raise capital, so it does not take the students long to realize that the corporation is the likely choice once beyond a certain level of operations.  This risk/return discussion is a good one to have early, before the topic is formally introduced. 
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TOPIC OUTLINE, KEY LECTURE CONCEPTS, AND TERMS
1.1
INVESTMENT AND FINANCING DECISIONS

A.
The primary functions of the financial manager or financial decision maker are to raise funds in financial markets (the financing decision), to invest such funds (capital budgeting decision), to generate cash from efficient operations, and to allocate cash flows generated for reinvestment, or to pay cash dividends. See Figure 1.1.

B.
Funds are raised in financial markets by selling financial assets or securities to investors (stocks and bonds) and investing cash, in the case of manufacturing firms, in real assets, or physical assets used to produce goods and services.

The Investment (Capital Budgeting) Decision

A.
The decision as to the amount and which tangible and/or intangible assets to acquire is an investment (capital budgeting) decision.  
B.
Where cash is invested affects the amount of future cash flows generated, the timing of those cash flows, and the variability or riskiness of those future cash flows and thus, the value or worth of the capital budgeting decisions.

The Financing Decision

A.
Determining the maturity and type of funds raised in financial markets is part of the financing decision.

B.
The selection and mix of long-term debt and equity securities sold in capital markets determines the capital structure of the firm.

1.2
WHAT IS A CORPORATION

A. A corporation is a legal entity separate from its owners, namely the shareholders. Shareholder owners have limited liability; their personal assets are free from the obligations of the corporations.  If the corporation cannot pay its bills, its shareholders have no requirement to provide any money, beyond their initial investment in the shares. With limited liability to protect the shareholders, sometimes corporations are more inclined to invest in riskier asset ventures to create value than other types of business organizations.


B.
A corporation may incorporate federally, under the Canadian Business Corporation Act or provincially, under relevant provincial laws. A provincially incorporated firm may conduct its business in that province but may need additional permissions to do business elsewhere. 

C.
The incorporation documents are called articles of incorporation in most provinces.
 When approved by the relevant government agency, these documents provide the charter to the firm to conduct its business as a corporation. 

D.
Shareholders vote for the board of directors, who, in turn, appoint senior management, creating a legal separation of ownership and management of the business.  This legal separation of ownership and management gives corporations permanence.  If management is changed or if the shareholders change, the corporation carries on.  

E.
Corporations are able to combine the capital of many shareholders and thereby garner substantial resources. Corporations whose shares are listed for trading on a stock exchange are public corporations.  Shareholders of public corporations are able to freely trade their shares.  Also, the corporation can easily raise additional equity financing by selling more shares.  Being a public company increases the company’s financial flexibility.  However, the company must pay for a stock listing, provide financial information on a regular basis and disclose material changes.  Public companies must also comply with the rules for operating the firm in the interest of its shareholders, known as corporate governance rules. 
F.
Corporations whose shares are not listed on a stock exchange are called private corporations.  Private corporations face more restrictions on the sale of new securities but do not need to make public information disclosures and are not subject to the governance requirements of a public company.
G.
Whether it is a public or private corporation, each corporation is a taxable entity.  It pays taxes on its earnings before distributing dividends to its shareholders, who then pay tax on their dividend income.

H.
To summarize, a corporation has the advantages of providing limited liability to its shareholders and the perpetual life provided by the separation of ownership from management.  This makes it possible to become a public corporation, with shares trading on stock exchange and the convenience of issuing more shares to raise new capital.  Private corporations can also sell more shares to raise financing, but cannot just sell them to anyone.  

1.3
OTHER FORMS OF BUSINESS ORGANIZATION

Sole Proprietorships

A.
The sole proprietorship business blends the personal and business assets of the individual in a business venture.  On the other hand, it is cheap and easy to set up a sole proprietorship.

B.
The sole proprietor incurs unlimited liability (exposure of personal assets to business obligations), limited life, business and personal income/assets are viewed by taxing authorities as one, and because of these risks, has considerable difficulty raising funds in financial markets. 
Partnerships

A.
A partnership is an agreement between individuals to pool their assets and talents in a business.

B.
Like the sole proprietorship, partners are exposed to unlimited personal liability and limited life of the business. Also, business income is combined with personal income for tax purposes. Unlike a sole proprietorship, more than one person is involved, and thus, more capital may be raised in financial markets. 

Hybrid Forms of Business Organization
A.
A limited partnership has both limited (limited liability) partners and, at least, one general (unlimited liability) partner, who is the primary manager. Limited partners usually have a restricted role and cannot take part in the day-to-day management of the partnership but they have the right to share in partnership profits and to have their contributions returned if the business is dissolved.

B.
A limited liability partnership (LLP) is a partnership that enables its partners to enjoy some of the limited liability features of corporations, but continue to be taxed as partners, thereby avoiding double taxation. As in an ordinary partnership, individual partners in an LLP continue to have unlimited liability for their own professional negligence or malpractice but are not liable for the negligence or malpractice of their other partners. 

C.
Similarly, the professional corporation (PC), used by doctors and other professionals, has limited liability for owners, except in the area of malpractice.

D.
Income trusts are another hybrid business form.  Trust is not taxed but passes its earnings to its unit holders (sort of similar to shares).  Income trusts became very popular around 2004 when corporations used the structure to reduce taxes.  However, the income trust boom came to sudden end on October 31, 2006, when the Federal Government announced plans to change the taxation of trust, removing the advantage of becoming an income trust.

E. The following chart summarizes the key aspects of the three main forms of business organizations:

	
	Sole

Proprietorship
	Partnership
	Corporation

	
	
	
	

	Who owns the 

Business? 
	The manager
	Partners
	Shareholders

	Are managers and 

owner(s) separate?
	No
	No
	Usually

	What is the

owner’s liability?
	Unlimited
	Unlimited
	Limited

	Are the owner and business taxed separately?
	No
	No
	Yes


F.
The choice of business organization affects the risk and the potential return in the form of after-tax cash flow and thus, the value of the business.

G.
Compare and contrast the following business organizational forms by:

1.
The exposure or risks of personal assets from a business venture—limited or unlimited liability.

2.
The ease and cost of organization and maintenance of the business organization.

3.
The expected life of the business under each form of business organization.

4.
The relative tax exposure of the earnings of the business.

5.
The relative ease of raising capital in financial markets.

1.4
WHO IS THE FINANCIAL MANAGER?

The Financial Manager

A.
The financial manager is anyone responsible for a significant corporate investment or financing decision. The term is more oriented to the decisions rather than a specific title or job position. This book studies a number of financial manager decision areas, several of which, have a significant impact on shareholder value.

B.
Traditional financial manager titles include treasurer and controller. The treasurer’s duties include financing, cash management, and financial market relationships, while the controller tends to be associated with more traditional accounting functions of financial statements, budgeting, and auditing. See Figure 1.2. The chief financial officer, in larger firms, oversees the treasurer and controller and is involved in formulating corporate strategy and financial policy.
1.5
GOALS OF THE CORPORATION

Shareholders Want Managers to Maximize Market Value

A.
Shareholders want managers to make decisions based upon which alternative will maximize the market value of the shareholders’ investment.  Value maximization is preferred decision criterion for the financial manager.

B.  Making decisions that maximize shareholder value or wealth focuses the financial manager on expected cash flows from investments, the timing of the cash flows, and the variability or riskiness of those cash flows.

C.
Other decision criteria, such as profit maximization or market share maximization, do not achieve value maximization.  Making decisions based on profit maximization may focus on accounting income and not consider cash flow, is biased toward short-run returns perhaps ignoring the longer run implications of decisions, and ignores the relative riskiness of the decision alternatives.

Ethics and Management Objectives

A.
Shareholders and the public are concerned that managers operate within the law and maintain the reputation and ethical good standing of the business.  The corporations who do business unethically have to pay heavily eventually. 

B.
Fair and ethical relationships build and maintain long-run value.  There is positive relation between maximizing value and doing business ethically.

Do Managers Really Maximize Firm Value?

A. The separation between ownership (principals) and management (agents) may create a potential conflict of interest between owners and managers.  The study of this conflict and resolutions is called agency theory.

B.  Shareholders are concerned that managers work for maximizing shareholders’ wealth and not managers’ wealth and lifestyle.  Agency problems exist when managers, as agents of shareholders, have a conflict of interest with shareholders.

C.  There are many diverse interests with a “stake” in the well-being of a business:  managers, workers, suppliers, customers, government, shareholders, etc.  These stakeholders’ interest may conflict at times; managers must work to resolve these diverse interests.

D.  Compensation plans should motivate managers to work for their own best personal interest and the best interest of the shareholders, thus resolving some agency problems.

E.  The board of directors, elected by shareholders, oversees, and at times interferes, if managers do not act in the best interest of shareholders.

F.  Managers whose company does not perform in the best interest of shareholders are candidates for a takeover by a new investor group.

G.
Every public company and its managers are scrutinized and monitored by stock analysts.  This specialist monitoring tends to focus managers on value creation.
H.
Dishonest managers with stock option compensations may seek to hide the truth from investors. The scandals like WorldCom led the US Congress to pass the Sarbanes-Oxley Act, which aims to ensure that companies and their accountants provide directors, lenders, and shareholders with reliable financial information. Similar scandals, such as Nortel, occurred in Canada as well. Bill C-198, passed in Ontario, is known as “Canada’s Sarbanes Oxley”.
I.  There are legal and regulatory requirements for CEOs and financial managers to act responsibly and in the interests of investors.  
Ethical Disputes: Some instances are,
A. Short Selling: Investors who take a short position are betting that securities that they do not own will fall in price. Often they do this by borrowing the security and selling it in the hope that they will be able to buy it back cheaply.

B. Corporate Raiders: Buy companies whose assets can be profitably redeployed and sold.

C. Creative Accounting: Sometimes, when it appears that earnings may fall short of expectations, corporations turn to creative accounting.

1.6
CAREERS IN FINANCE

A.
Careers in finance cover a wide range of activities but can be categorized into three areas: corporate finance, investments, and financial services.

B.
Careers in corporate finance, starting as a financial analyst, include investment and financing analyses, cost analyses, and treasury management activities.

C.
Careers in investments focus on researching investments, building portfolios, and managing portfolios for financial institutions (chartered banks, investment dealers, insurance companies, mutual funds, pension funds).

D.
Careers in financial services are associated with providing customers, business and consumers, with financial services ranging from payment services, investments, credit services, insurance, trust, and financial advising. Services are provided by a wide range of financial institutions, including chartered banks, investment dealers, caisses populaires, credit unions, property/casualty and life insurance companies, credit card companies, and trust companies. Careers are also available for the regulatory agencies of the institutions listed.

1.7
PREVIEW OF COMING ATTRACTIONS
Following the definition of the financial manager, this book first studies investment decision making, and then financing decisions, then a variety of special issues. 


Snippets of History

This book presents today’s financial practices and theories in a logical order, while financial practices and theories have a long, interesting history. A historical perspective underscores the fact that financial practices and theories are constantly evolving and new innovations are expected to emerge in the future. In this edition, this section has been updated with discussion of financial practices that led to the recent global financial crisis and also the current situation with European countries such as Greece.   

1.8
SUMMARY

PEDAGOGICAL IDEAS

General Teaching Note - Consider reviewing the table of contents of the text with the students at the end of your first chapter lecture. It will reinforce the “big picture” perspective, and give them a plan for your course. This chapter provides a “big picture” perspective that many students will soon forget as they get mired in the detailed chapters which follow. In future lectures always tie the day’s chapter at hand back to the basic themes of the text, and perhaps your first chapter lecture. When the student has a sense of where and how a chapter fits into the whole, they can begin to tie chapters and concepts together, instead of staying mired in terms, computations, and specific topics.

REVIEW OF LEARNING OBJECTIVES (with teaching tips and notes)
The first learning objective is an understanding of the two major decisions made by financial managers. The primary functions of the financial manager or financial decision maker are to raise cash in financial markets (the financing decision) and to invest cash (capital budgeting decision). 

The second learning objective is an understanding of the difference between real and financial assets. Financial managers raise funds in financial markets by selling financial assets, or securities, to investors as part of the financing decision, and invest this cash in real assets. The decision as to the amount and which tangible or intangible assets to acquire is an investment (capital budgeting) decision.  
The third learning objective is an understanding of the corporate form of business organization. The choice of business organization affects the risk and the potential return in the form of after-tax cash flow and thus, the value of the business. Not all businesses are organized as corporations because of the time and cost of managing and maintaining a corporate entity, and to some extent, the double-taxation of corporate earnings in many countries.
The fourth learning objective is an understanding of the principal financial managers in the corporation. The classic financial manager titles are the treasurer and the controller, with the former being more associated with financing, cash management, and financial market relationships, and the latter being associated with more traditional accounting functions of financial statements, budgeting, and auditing.  The chief financial officer, in larger firms, oversees the treasurer and controller and is involved in formulating corporate strategy and financial policy.
Teaching Note: Career Planning – This first chapter is a good opportunity to get students thinking about careers in finance. The Finance in Practice (Working in Finance) section describing the work of four finance professionals can help students match their interests with a career in finance. 

The fifth learning objective is an understanding of the goal of the firm. Shareholders want managers to make decisions based upon which alternative will maximize the market value of the shareholders’ investment.  Other decision criteria, such as profit maximization or market share maximization, do not achieve value maximization.
The sixth learning objective is an understanding of different mechanisms that can be used to align the interest of managers with those of shareholders. Agency problems exist when managers, as agents of shareholders, have a conflict of interest with shareholders. Compensation plans can motivate managers to work for the best interest of the shareholders, the board of directors, can monitor managers on behalf of shareholders, managers not performing in the best interest of shareholders are candidates for a takeover, and legal and regulatory requirements for financial managers require responsible actions in the interests of investors
The seventh learning objective is an understanding of why value maximization is ethical. Fair and ethical relationships build and maintain long-run value.  There is positive relation between maximizing value and doing business ethically.
Teaching Note: Ethical Issues – This first chapter provides a good opportunity to discuss ethical issues with the class that can be reinforced when covering material later in the course. The “Finance Through the Ages” section provides not only a good historical perspective on the financial practices and theories that are constantly evolving, but also a reminder that financial scandals arise regularly. The discussion on “Ethical Disputes” provides a good conversation starter for students to think about what constitutes good corporate behavior. A discussion of the ethical issues need not be a lecture in morality, but rather a discussion of conflicts which naturally exist within agency theory.  
Student Career Planning - One of the greatest opportunities you can provide for your students is the chance to purchase Canadian newspapers and business publications such as The Globe and Mail, National Post, or Canadian Business or U.S. publications such as Wall Street Journal, Business Week, Fortune, etc., many of which are likely to be available at students’ rates. The excitement and desire to keep up with current events in the field is an important part of the student becoming a professional. 

Internet Exercises - The growing Internet has a vast number of finance-related sites. This section of the IM will analyze two Internet sites related to the chapter and suggest ways in which you can use the sites in your class. They can serve as “show and tell,” if you have access to the Internet in your classroom or print out the home page of the site and distribute it in class. It has the purpose of providing a bibliography for continued study and reinforcement of chapter concepts or to boost student interest in the subject.


http://www.marketwatch.com

Marketwatch.com is a comprehensive “finance” site and is a good place for students to view the wide scope of finance. A simple investment game could be devised for the students to focus their attention on current events and the market valuation process. You could “give” them $100,000 and ask them to invest the funds in a stock portfolio for the term. They could then be asked to select from five to eight companies, allocate their funds (company stock price times number of shares), and follow the stocks for the semester. There are many stock portfolio games on the Internet, but this is simple. They are asked to link to http://www.fortune.com and select their companies from the many lists available. Most of the companies available on this link would be U.S. based but several large Canadian companies would be included also. The students could then be asked to research their companies at Smartmoney.com. This site has easy graphing capability, comparisons with industry/competitor performance, and even a portfolio manager. Using the valuation theme of the text as the major theme for the course, references to the stock market performance, and their stocks brings the text materials to real time! The many lists provided by Fortune also link to company home pages, where students can research careers available from the company. 

http://www.fpinfomart.ca/
The Financial Post Infomart database is also an excellent source of researching Canadian companies. Universities often have access to the database through licensing arrangements. The database includes separate reference sources, namely, Financial Post Dividends, Profiler, Reports, and Analyzer. The Profiler and Dividends databases offer detailed financial information on a large number of publicly traded Canadian companies; the corporate Reports database provides access to historical, investor and industry reports of leading Canadian companies; while the Analyzer database allows the user to retrieve and analyze data.

http://www.canadiancareers.com
This site provides a collection of resources by occupation, occupational profiles, and Canadian career planning and occupational links. Information on Canadian labour market trends is also provided.

http://www.careers.org
The site provides exhaustive links to employment and University resources available in the U.S. and Canada. This site also gives a detailed list of financial services organizations in the US and Canada and offers links to financial company sites.

http://www.careers-in-business.com/
The Careers-in-Business site has in-depth analysis of several finance, accounting, and marketing careers; an excellent bibliography of “careers” books; and links to most of the major career sites on the Internet. For each career listed, the site provides an overview of the career, skills and talents required, job options, salaries, and links to related sites. Overall, this site is an excellent place to start a review of careers in finance.
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�These are also called letters patent or memorandum of association in some provinces.
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