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Chapter 1

The Corporation

I.   Chapter Outline

The chapter outline below is correlated to the PowerPoint Lecture Slides. The PowerPoint slides are referenced in bold. 

Alternative Examples to selected textbook examples are available in the PowerPoint Lecture Slides. Alternative Examples are referenced in bold in the chapter outline below.

1.1 The Four Types of Firms (Slide 5)
· Figure 1.1 Chart showing types of firms (Slide 6)
· Sole Proprietorships (Slide 7)
· Partnerships (Slides 8-9)
Interview with David Viniar

· Limited Liability Companies (Slide 10)
· Corporations (Slides 11–14)
· Formation of a Corporation

· Ownership of a Corporation

· Tax Implications for Corporate Entities (Slide 14)
· S Corporations

· Example 1.1 Taxation of Corporate Earnings (Slides 15–16)
· PowerPoint Alternative Example 1.1a (Slides 17–18)
· PowerPoint Alternative Example 1.1b (Slides 19–20)
· Example 1.2 Taxation of S Corporation Earnings (Slides 21–22)
· PowerPoint Alternative Example 1.2a (Slides 23–24)
· PowerPoint Alternative Example 1.2b (Slides 25–26)
1.2
Ownership Versus Control of Corporations (Slide 27)

· The Corporate Management Team (Slide 27)
· Figure 1.2 Organizational Chart (Slide 28)
· The Financial Manager (Slide 29)
· Investment Decisions

· Financing Decisions

· Cash Management

· The Goal of the Firm (Slide 30)
· The Firm and Society (Slide 31)
· Ethics and Incentives within Corporations (Slide 32)

· Agency Problems

· The CEO’s Performance (Slide 33)
· Corporate Bankruptcy (Slide 34)
1.3
The Stock Market (Slides 35–36)

· Primary and Secondary Markets (Slide 37)
· The Largest Stock Markets (Slide 38)
· NYSE (Slide 38)
· Nasdaq (Slide 38)
· Figure 1.3 Worldwide Stock Markets (Slide 39)
II.   Learning Objectives

1-1 List and define the four major types of firms in the U.S.; describe major characteristics of each type, including the means for distributing income to owners.

1-2 Distinguish between limited and unlimited liability, and list firm types that are subject to each type of liability.

1-3 Describe the taxation consequences for C and S corporate forms.

1-4 Discuss the division of corporate ownership into shares of stock; evaluate the implications of that division for corporate decision making.

1-5 Explain how corporate bankruptcy can be viewed as a change in firm ownership.

1-6 Compare and contrast the characteristics of shares that are publicly traded and the characteristics of those that are not.

III.   Chapter Overview

Chapter 1 begins by discussing the “birth” of the modern corporation. The chapter examines important characteristics of the four major types of firms in the United States; however, the focus is on the corporation. Section 1.2 defines the agency relationships that sometimes occur in a corporation. Section 1.3 focuses on the stock market and its advantages in raising capital.

1.1 The Four Types of Firms
The four major types of firm in the United States are the sole proprietorship, partnership, limited liability company, and corporation. The section begins by defining each type, then highlights the differences among them. Particular emphasis is placed on the following areas that distinguish the four types:

1. Ease of formation.

2. Separation between the firm and the owner from the perspective of the owner’s personal liability.

3. Lifespan of the firm.

4. Ease of transference of ownership.

The text emphasizes the corporate form. In this chapter, the authors focus on the fact that, although corporations take a great deal of effort to form, they have some distinct advantages. The life of the firm is not limited by the life of any particular individual. Ownership in the corporation is very easy to transfer either via purchase, or sale of shares of stock. However, there are some disadvantages as well. Each shareholder is likely to own only a small percentage of the stock; agency problems can be pretty serious (see Section 1.3). There is extreme separation between the firm and its owner. 

Corporations are taxed in a very different way than other types of firms. Example 1.1 shows the double taxation of corporate earnings when dividends are paid. Example 1.2 shows how taxation of S corporations differs from that of C corporations.

1.2 Ownership Versus Control of Corporations.

Section 1.2 highlights the separation of ownership and control in the corporation, with particular emphasis on principal-agent problems and the firm’s relationship with society. The chapter emphasizes the market for corporate control as the primary means for encouraging managers and boards of directors to act in the best interest of shareholders. 

One further stakeholder in a corporation is debt holders. If the corporation fails to repay the debt holders, it will be forced into bankruptcy.
1.3 The Stock Market

An important feature of equity investment is its liquidity. Stock markets improve liquidity for investors by enabling investors to trade shares of public corporations. The NYSE is the world’s largest stock market. It has a physical location, where market makers match buyers to sellers. The Nasdaq is an electronic network, where prices are posted so that they can be viewed by all participants. 

IV.   Spreadsheet Solutions in Excel

The following Problems for Chapter 1 have spreadsheet versions of the problems available: 1-6 and 1-7.

These spreadsheets are available on the Instructor's Resource CD-ROM or can be downloaded from the Instructor's Resource Center at: www.pearsonhighered.com/berk_demarzo. If you do not have a login and password for this Web site, contact your Prentice Hall sales representative.
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