Ch01: Overview of managerial finance 

Finance ≡ art and/or science of managing money, or more correctly cash flows. 

As a discipline, finance consists of three broad interrelated areas: 

1. managerial finance, aka business finance, aka fin. mgt, aka corporate finance; 

2. investments, and; 

3. financial mkts and institutions, aka money and banking. 

The study of managerial finance can be further subdivided into: 

1. working capital 
2. capital budgeting 
3. capital structure 
(Net) Working capital ≡ CA - CL 

Capital budgeting ≡ planning and managing a firm’s fixed, or long-term, assets. 

Capital structure ≡ mixture of L-T debt and equity maintained by a firm. 

Bal. Sheet of PQR Inc. as of 12-31-20xx 
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Three basic forms of business organization: 

1. sole proprietorship 

2. partnership 

3. corporation 

[Read the strengths and weaknesses of the 3 forms of business organization as presented in Table 1.1] 

The typical organization structure of a corporation: 
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The treasurer is the financial manager. Her jobs include: 

1. capital expenditure 
4. Cash mgt 

2. credit mgt 


5. Capital raising
3. pension fund mgt 
6. FOREX mgt 
Finance is closely related to economics and accounting. 

Finance borrows marginal analysis from economics. In economics, we learn MB, or MR = MC in determining the optimum output qty. In finance, we use [(marginal return of investment)≥ (marginal cost of capital)] in deciding to accept a capital project.
Finance seems related to accounting and yet it differs from accounting in 2 major ways: 

1. Accountants use accrual method whereas fin mgrs use cash method. 

Example: IJK Co. buys gold ore, processes it, and sells refined gold. In a particular transaction, IJK paid $700k for the ore on 6/30/2003, spent $100k in refining it, and sold it for $1m on 9/30/2003. The buyer has until 3/31/2004 to pay the full amount in one payment. By 12/31/2003 year-end: 

the accountant records whereas the fin mgr records
Sale $1,000,000 


cash inflow 0 

-cogs 800,000 


cash outflow (800,000)
profit 200,000 


net cash flow (800,000) 

2. Accountants collect and present fin. data whereas fin mgrs use the collected data, make further analyses, esp w.r.t. return and the associated risk 

Goal of financial mgt: to maximize stkholder/owner wealth. 

For firms that have stks traded in the market, owner wealth maximization translates to stk price maximization. 

Profit maximization ≠ owner equity maximization. 

Profit maximization is an inferior goal because it fails to recognize: 

1. timing of cash flows; 

2. size of cash flows, and; 

3. risk underlying the cash flows. 

Agency Problem 

A rather abstract phenomenon in corporate organization is the separation of ownership from control/management. 

• Stkholders are owners or principals. 

• Managers are agents who are supposed to act in the best interest of the owners. 

• The misalignment of interest between stockholders-owners and managers-employees is termed agency problem. 

Example: owners desire diligence and cost-savings whereas managers desire leisure and perks. 

Another type of agency problem occurs between stockholders and bondholders. An example follows. 

Example: agency problem between stockholders and bondholders 
A firm is at the verge of bankruptcy. It has $100k debt outstanding, and its total assets amount to also $100k only. The debt has a 10% annual interest, and the firm is confronted with the following two projects with their respective initial and terminal payoffs. 

	Project
	Initial cost,

$
	Terminal cash flows

	
	
	Doom, 50% chance
	Boom, 50% chance

	A 
	$100k 
	$90k
	$110k

	B 
	$100k 
	0
	$200k


Assuming info asymmetry exists between stockholders and bondholders, stockholders can prevent bondholders from liquidating the firm at t=0. 

Which project will the stockholders instruct the managers to undertake? Why? 

Expected payoff for project A = ½(90k) + ½(110k) = 100k 

Expected payoff for project B = ½(0) + ½(200k) = 100k. 

Expected bondholders’ payoff for proj. A = ½(90k) + ½(110k) = 100k 

Expected bondholders’ payoff for proj. B = ½(0) + ½(110k) = 55k 

Expected stockholders’ payoff for proj. A = ½(0) + ½(0) = 0. 

Expected stockholders’ payoff for proj. B = ½(0) + ½(90k) = 45k. 

So, stockholders will instruct managers to undertake project ______. 

The above problem can be mitigated by instituting restrictive covenants in the bond indenture or by bondholders’ participation in the BODs. 

In general, agency problem can be mitigated in two ways: 

1. Market forces: 

• ouster of underperforming mgt by major shareholder(s) 

• threat of takeover by another firm, FTC consent is needed. 

2. Agency costs: 

• hiring of external auditors; (Arthur Anderson, anyone?) 

• tying of mgt’s compensation to performance, e.g., ESOP (employee stk ownership plan) 

Ethics ≡ standard of conduct or moral judgment. 

• Good ethics is always good business in the long-run. 

• Firm should avoid writing rules that will put employees in ethical dilemma. 

Example01: Sears Auto Repairs once had the employees compensated with commission on parts sold. End results: too many unnecessary parts are pushed or sold to replace usable parts. Sears revised the compensation plan after numerous complaints from customers. 

Example02: A city’s 911 dispatcher who owns a private ambulance service firm, and s/he is allowed judgmental call on which ambulance service to dispatch whenever an emergency call comes in. 

Example03: Dual-agent problem in real-estate transaction 

The Joneses list their $1m house with agent Jack for 6% commission. If agent Jill brings a buyer, Jack gets 3% and Jill gets 3%. If Jack finds a buyer himself, he keeps the entire 6%. Jack’s buyer offers 900k, while Jill’s buyer offers $1m. Will Jack tell the truth to the Joneses? I know Jack should professionally. The question is: will he? What is the legal consequence if Jack is caught lying to the Joneses?

Enron’s debacle scenario 01: Arthur Anderson was Enron’s auditor. At the same time, Arthur Anderson provided consulting services to Enron. To win Enron’s bestowal of consulting contracts, did Anderson compromise quality of audit that led to Enron’s debacle in January 2002? 

Enron’s debacle scenario 02: Using asymmetric information, Enron’s top executives started to sell off their holdings of Enron’s shares while blandishing Enron’s low-ranking employees to have trust in Enron by hanging on to Enron’s shares. 

Additional reading: Jensen, Michael C., January 8, 2001, Manager’s Journal: why pay people to lie?, The Wall Street Journal, p. A32. Read the article, and see for yourselves how agency problems manifest themselves in corporate America. (Professor Jensen is affiliated with Harvard Business School when he wrote the article.) 

Financial Markets and Institutions 

We can dichotomize financial markets into money markets and capital markets. 
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• Apparently, term remained until maturity, vis-à-vis term of original maturity, is the measure in classfying assets in the dichotomy. 

• The international counterparts of the money markets and capital markets are eurocurrency markets and eurobond markets respectively. 

• Money markets comprise predominantly of commercial banks that are connected via telecommunication means whereas capital markets consist of organized exchanges, e.g., NYSE, Amex, etc., and the NASDAQ. 

Relation between institutions and markets 

Three ways for capital to flow from net suppliers (households) to net demanders (firms and govt) 

i. Direct financing, and; 

ii. Indirect financing, aka financial intermediation 
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• Under direct financing (via investment banking route), net suppliers of funds assume the default risk of the net demanders, e.g., buying of common stk by an investor. 

• Under financial intermediation (via commercial banking route), the fin. institutions assume the default risk of the net demanders, e.g., one deposit one’s savings in PNC in a 6-mth CD, and PNC lends the money to a house builder. 

Business Taxes 
• Income of sole proprietors and partnerships are taxed as income of individual owners. 

• Owners of corporations experience double (triple?) taxation: corporation pays taxes, distributed cash dividends are taxed, and capital gains are taxed. 

Example: XYZ Inc. 200x income statement ($k)
Net sales 





$600 

-COGS 





300 

-Depreciation 




150
EBIT 






150 

-Interest 





30
EBT, aka taxable income



120 

-Taxes 





41
EAT, aka net income 



79 

- preferred stock dividend 10 

Earnings available to common stkholders 
69 

Addition to R.E. 




39 

Dividends 





30 

• Interest paid to creditors can be used to shelter the firm from corporate taxation whereas dividends paid to stkholders cannot. 

• If you own XYZ stk and you receive cash dividends, the dividends will be taxed as ordinary income. The only way to avoid double taxation is for XYZ to incorporate as an “S Corporation”. 

• S Corporation can have only ≤ 75 stkholders. 

• If you bought 100 shares of XYZ at $10/share 1½ yrs ago, and sell them all today at $15/share, you realize a total capital gains of $(15-10)*100 = $500. 

• The $500 will be taxed as capital gains. If you do not sell the shares, no capital gains are realized, and you won’t be taxed. 

• Stks can be broadly divided into growth stks and income stks: Growth stks pay little dividends but prices can be expected to appreciate much while income stks pay high dividends but prices cannot be expected to appreciate much. 

• Cash-strapped retirees tend to prefer income stks whereas cash-rich “yuppies” tend to prefer growth stks. Such sorting is called the tax clientele effect. 

• If you realized capital loss, you can use up to $3k a year to offset your taxable income. 

• The 1993 Omnibus Budget Reconciliation Act imposed the following corporate tax rates: 

	Taxable income range 
	Tax rate 

	$ 0 - 50k 
	15% 

	50,001 - 75k 
	25 

	75,001 - 100k 
	34 

	100,001 - 335k 
	39 

	335,001 - 10m 
	34 

	10,000,001 - 15m 
	35 

	15,000,001 - 18,333,333 
	38 

	> 18,333,333 
	35 


• Tax code is the result of political compromise, not economic forces. Hence, tax code does not have to make any economic sense. 

• Average tax rate = total tax paid divided by total taxable income 

• Marginal tax rate ≡ tax rate payable on the next dollar earned. 

Example: Raccoon Fur Inc. had a taxable income of $120k in 200x. 

Total taxes = .15($50k) + .25($25k) + .34($25k) + .39($20k) 

= 7,500 + 6,250 + 8,500 + 7,800 

= $30,050. 

Avg tax rate = (30,050)/(120,000) = 25.04%. 

Marginal tax rate = 39%. 

• Financial mgrs find marginal tax rate more relevant than avg tax rate since marginal tax rate dictates the incentive to undertake the next additional projects. 

• The beauty of the 1993 Omnibus Budget Reconciliation Act corporate tax code is that for tax income level ≥ 181/3 million, marginal tax rate equals average tax rate. 

• Three forms of tax structure: 

1. progressive: higher income level, higher tax rate 

2. regressive: higher income level, lower tax rate 

3. flat: constant tax rate for all income levels 

• If a firm buys the L-T debt (i.e. bonds) issued by another firm and receives interest, 100% of the interest received is taxed as ordinary income. 

• If a firm buys <20% (20%-80%) [>80%] of common or preferred stk issued by another firm and receives dividends, 70% (80%) [100%] of the dividends received are excluded from corporate taxation, only 30% (20%) [0%] of the dividends are taxed as ordinary income. 

• Capital gains realized by corporations are added to ordinary income and taxed at the regular corporate tax rates. 

• In fiscal year 2006(2004), 13(8)% of fed government’s total income came from corporate income taxes.
• 39(35)% came from personal income taxes, 32(32)% from social security, medicare, and other unemployment + retirement taxes, 9(18)% from borrowings, 7(7)% from excise, customs, estate, gift and miscellaneous taxes.
Current Asset





Fixed Asset





Current Liability





Long term debts, aka bonds





Equity, aka common stock





Credit Mgt





Cash Mgt





Capital Raising





Pension Fund mgt





Forex





Capital Expenditure





Controller





Treasurer





VP, Finance





VP, Marketing





Board of Directors, BODs headed by chairman, aka CEO





President, aka COO





VP, Mfging





Common Stockholders with voting rights





Financial Mkts





Money Market


Examples: T-bills, CDs, Banker’s acceptances, fed funds, commercial papers, 30-yr T-bond issued 291/2 yrs ago.





Capital Mkts


Examples: preferred and common stks, bonds, notes
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