Chapter 1

Introduction to Corporate Finance
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1.1 What is Corporate Finance? ﬁ;?

Corporate Finance addresses the following three questions:

1. What long-term investments should the firm choose?(Capital
budgeting): long-term investment opportunity

2. How should the firm raise funds for the selected investments?
(Capital structure): Financing, raise fund, debt and equity.

3. How should short-term assets be managed and financed?
(Working Capital management): Daily operating activities,
transaction.



Figure 1.1

The Balance Sheet Model of the Firm
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The Capital Budgeting Decision fg
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The Capital Structure Decision . fg
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Short-Term Asset Management f,‘:‘;
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The Role of Financial Manager ff:';

The Financial Manager’s primary goal is to increase the value of
the firm by:

1. Make investment decisions
2. Make financing decisions
3. Manage cash flow from operating activities

The financial manager must decide whether to raise more
money from new and existing owners by selling more

shares of stock (equity) or to borrow the money instead
(debt).
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발표자
프레젠테이션 노트
Note, these actions explicitly relate to the three questions addressed in slide 4.


Hypothetical Organization Chart /@;
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Cited by the text book (p. 37) 1-10




The Firm and the Financial Markets
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발표자
프레젠테이션 노트
It is important to remind students that net income is NOT cash flow.


1.2 The Corporate Firm ﬁ;?

The corporate form of business is the standard method for
solving the problems encountered in raising large amounts of
cash.

However, businesses can take other forms.



Forms of Business Organization  ~

The Sole Proprietorship(Xt 2 ¢d)

— Sole proprietorships are straightforward to set up.
Consequently, many new businesses use this organizational
form.

— Owned by one person: individual business

— Unlimited liability : The principal limitation is that there is no
separation between the firm and the owner
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발표자
프레젠테이션 노트
It may be beneficial to discuss S-Corporations and LLCs in the context of this slide. Also, you may want to mention that although corporations account for the largest percentage of firms by dollar value, sole proprietorships are the largest by number.


Forms of Business Organization  ~

 The Partnership: Any two or more people can get together

* A limited partnership is a partnership with two kinds of
owners, general partners and limited partners

— General Partnership (& d&| Al

— Have the same rights and privileges as partners in any
general partnership

— Are personally liable for the firm’s debt obligations
— Limited Partnership (&fXF3|A}H

— Have limited liability and their ownership interest is
transferable

— They have no management authority
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발표자
프레젠테이션 노트
It may be beneficial to discuss S-Corporations and LLCs in the context of this slide. Also, you may want to mention that although corporations account for the largest percentage of firms by dollar value, sole proprietorships are the largest by number.


Forms of Business Organization li >

« The Corporation (FAI13|A})

A distinct legal entity composed of one or more owners
separate of ownership and management

Limits the owners’ liability to their investment in shares

The owners cannot be held personally liable for the firm’s
debts

Companies may be private limited companies or public limited
companies

A corporation (or company) is a legally defined, artificial being,
separate from its owners.

It has many of the legal powers that people have.

The corporation is not liable for any personal obligations of its
owners
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발표자
프레젠테이션 노트
It may be beneficial to discuss S-Corporations and LLCs in the context of this slide. Also, you may want to mention that although corporations account for the largest percentage of firms by dollar value, sole proprietorships are the largest by number.


\vil

1.3 The Goal of Financial Management f.‘:

 Whatis the correct goal?
— Maximize profit?
— Minimize costs?
— Maximize market share?
— Maximize shareholder wealth?

The goal of financial management is to maximize the
current value per share of the existing stock (p. 45)
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1.4 The Agency Problem ﬁ:“‘

e Agency relationship
— Principal hires an agent to represent his/her interest

— Stockholders (principals) hire managers (agents) to run the
company

 Agency problem (CHZ|2! EA))

— Managers, acting as agents for stockholders, may act in their own
interests rather than maximizing value..

— Conflict of interest between principal and agent

— This topic is related with an ethics discussion.

1-17
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발표자
프레젠테이션 노트
A common example of an agency relationship is a real estate broker – in particular if you break it down between a buyers agent and a sellers agent.  A classic conflict of interest is when the agent is paid on commission, so they may be less willing to let the buyer know that a lower price might be accepted or they may elect to only show the buyer homes that are listed at the high end of the buyer’s price range.



e Agency Problem and Corporate Governance Solutions

Managerial Goals

Legal and Regulatory Requirements
Compensation plans: stock option
Board of Directors

Monitoring

Takeovers: Proxy fight
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Managing Managers ﬂ:‘;

 Managerial compensation

— Incentives can be used to align management and stockholder
interests

— The incentives need to be structured carefully to make sure that
they achieve their intended goal,

— Stock option: The idea is that if management has an ownership
interest in the firm, they will be more likely to try to maximize
owner wealth.

e Corporate control
— The threat of a takeover may result in better management

o Other stakeholders
— Creditors, employees, customers, and the government.

1-19


발표자
프레젠테이션 노트
Incentives – discuss how incentives must be carefully structured. For example, tying bonuses to profits might encourage management to pursue short-run profits and forego projects that require a large initial outlay. Stock options may work, but there may be an optimal level of insider ownership. Beyond that level, management may be in too much control and may not act in the best interest of all stockholders. The type of stock can also affect the effectiveness of the incentive.

Corporate control – ask the students why the threat of a takeover might make managers work towards the goals of stockholders.

Other groups also have a financial stake in the firm.  They can provide a valuable monitoring tool, but they can also try to force the firm to do things that are not in the owners’ best interest.


1.5 Financial Markets ff‘;

 Primary Market

— When a corporation issues new shares of stock and sells them
to investors.

— Issuance of a security for the first time, Initial Public Offering(IPQO)
e Secondary Markets

— Organized Markets on which the shares of many corporations
are traded

— Buying and selling of previously issued securities

— Securities may be traded in either a dealer or auction market
* NYSE
e NASDAQ
« KOSPI
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발표자
프레젠테이션 노트
This slide contains hyperlinks to the NYSE and NASDAQ.

http://www.nyse.com/
http://www.nasdaq.com/
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