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Introduction to 
Corporate Finance  

 PART ONE OVERVIEW    

   1.1  What Is Corporate Finance? 
  Suppose you decide to start a fi rm to make tennis balls. To do this you hire managers to 

buy raw materials, and you assemble a workforce that will produce and sell fi nished ten-

nis balls. In the language of fi nance, you make an investment in assets such as inventory, 

machinery, land, and labor. The amount of cash you invest in assets must be matched by 

an equal amount of cash raised by fi nancing. When you begin to sell tennis balls, your fi rm 

will generate cash. This is the basis of value creation. The purpose of the fi rm is to create 

value for you, the owner. The value is refl ected in the framework of the simple balance 

sheet model of the fi rm. 

  THE BALANCE SHEET MODEL OF THE FIRM 
 Suppose we take a fi nancial snapshot of the fi rm and its activities at a single point in time. 

 Figure 1.1  shows a graphic conceptualization of the balance sheet, and it will help intro-

duce you to corporate fi nance. 

   1  
 The global fi nancial crisis of 2008–2009, which began in the United 

States, sent many countries worldwide into an economic slow-

down or even recession. A decade earlier, another crisis brought 

the rapid growth of some Asian economies to a sudden halt.

 The Asian fi nancial crisis was triggered by Thailand’s decision to fl oat its currency on July 2, 1997. 

The crisis had a severe impact on the economic performance of not only Thailand but also South 

Korea, Malaysia, and Indonesia. Corporate governance, or the lack of it, was noted to be one of the 

factors contributing to the crisis.

 In South Korea, for example, when the Halla Group collapsed in 1997, Hyundai raised US$1 billion 

to bail it out, much to the rage of the latter’s shareholders. The founder of Halla is the younger brother 

of Hyundai’s head. In another scandal, it was revealed that President Kim Young Sam’s son had an 

interest in Hanbo, a chaebol (or conglomerate) that had benefi ted from state patronage but went bank-

rupt nevertheless.

 Obviously, the lack of good corporate practices reduces shareholder value and puts shareholders’ 

investment at risk. Understanding the roles of professional managers (agents) and shareholders (prin-

cipals) in a company takes us into the issues involving the corporate form of organization, corporate 

goals, and corporate control, all of which we cover in this chapter.      

SOURCE: Ha-Joon Chang, Hong-Jae Park, and Chul Gyue Yoo, “Interpreting the Korean Crisis: Financial Liberalization, Industrial Policy 
and Corporate Governance,” Cambridge Journal of Economics 22 (1998): pp. 735–746.

  OPENING CASE 
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 The assets of the fi rm are on the left side of the balance sheet. These assets can be 

thought of as current and fi xed.  Fixed assets  are those that will last a long time, such as 

buildings. Some fi xed assets are tangible, such as machinery and equipment. Other fi xed 

assets are intangible, such as patents and trademarks. The other category of assets,  current 
assets,  comprises those that have short lives, such as inventory. The tennis balls that your 

fi rm has made, but has not yet sold, are part of its inventory. Unless you have overproduced, 

they will leave the fi rm shortly. 

 Before a company can invest in an asset, it must obtain fi nancing, which means that it 

must raise the money to pay for the investment. The forms of fi nancing are represented on 

the right side of the balance sheet. A fi rm will issue (sell) pieces of paper called  debt  (loan 

agreements) or  equity shares  (stock certifi cates). Just as assets are classifi ed as long-lived 

or short-lived, so too are liabilities. A short-term debt is called a  current liability.  Short-

term debt represents loans and other obligations that must be repaid within one year. Long-

term debt is debt that does not have to be repaid within one year. Shareholders’ equity 

represents the difference between the value of the assets and the debt of the fi rm. In this 

sense, it is a residual claim on the fi rm’s assets. 

 From the balance sheet model of the fi rm, it is easy to see why fi nance can be thought 

of as the study of the following three questions: 

    1.   In what long-lived assets should the fi rm invest? This question concerns the 

left side of the balance sheet. Of course the types and proportions of assets the 

fi rm needs tend to be set by the nature of the business. We use the term  capital 
 budgeting  to describe the process of making and managing expenditures on 

long-lived assets.  

  2.   How can the fi rm raise cash for required capital expenditures? This question 

concerns the right side of the balance sheet. The answer to this question involves 

the fi rm’s  capital structure , which represents the proportions of the fi rm’s 

 fi nancing from current liabilities, long-term debt, and equity.  

  3.   How should short-term operating cash fl ows be managed? This question 

 concerns the upper portion of the balance sheet. There is often a mismatch 

 between the timing of cash infl ows and cash outfl ows during operating activities. 

Long-term
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  F IGURE 1 .1  
The Balance Sheet Model of 
the Firm   
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Furthermore, the amount and timing of operating cash fl ows are not known with 

certainty. Financial managers must attempt to manage the gaps in cash fl ow. 

From a balance sheet perspective, short-term management of cash fl ow is associ-

ated with a fi rm’s  net working capital . Net working capital is defi ned as current 

assets minus current liabilities. From a fi nancial perspective, short-term cash 

fl ow problems come from the mismatching of cash infl ows and outfl ows. This is 

the subject of short-term fi nance.    

  THE FINANCIAL MANAGER 
 In large fi rms, the fi nance activity is usually associated with a top offi cer of the fi rm, such as 

the vice president and chief fi nancial offi cer, and some lesser offi cers.  Figure 1.2   depicts a 

general organizational structure emphasizing the fi nance activity within the fi rm.  Reporting 

to the chief fi nancial offi cer are the treasurer and the controller. The treasurer is responsible 

for handling cash fl ows, managing capital expenditure decisions, and making fi nancial 

plans. The controller handles the accounting function, which includes taxes, cost and fi nan-

cial accounting, and information systems.         

   For current issues facing 
CFOs, see   www.cfo.com  .   

  F IGURE 1 .2  
Hypothetical Organization 
Chart   Board of Directors

Chairman of the Board and

Chief Executive Officer (CEO)

President and Chief

Operations Officer (COO)

Vice President and Chief

Financial Officer (CFO)

Treasurer Controller

Cash Manager Credit Manager Tax Manager
Cost Accounting

Manager

Information

Systems

Manager

Financial

Accounting

Manager

Financial

Planning

Capital

Expenditures



PART 1 Overview4

   1.2  The Corporate Firm 
  The fi rm is a way of organizing the economic activity of many individuals. A basic problem 

of the fi rm is how to raise cash. The corporate form of business—that is, organizing the 

fi rm as a corporation—is the standard method for solving problems encountered in rais-

ing large amounts of cash. However, businesses can take other forms. In this section we 

consider the three basic legal forms of organizing fi rms, and we see how fi rms go about the 

task of raising large amounts of money under each form. 

  THE SOLE PROPRIETORSHIP 
 A  sole proprietorship  is a business owned by one person. Suppose you decide to start a 

business to produce mousetraps. Going into business is simple: You announce to all who 

will listen, “Today, I am going to build a better mousetrap.” 

 Most large cities require that you obtain a business license. Afterward, you can begin to 

hire as many people as you need and borrow whatever money you need. At year-end all the 

profi ts or the losses will be yours.      

 Here are some factors that are important in considering a sole proprietorship: 

  1.   The sole proprietorship is the cheapest business to form. No formal charter is 

required, and few government regulations must be satisfi ed for most industries.  

  2.   A sole proprietorship pays no corporate income taxes. All profi ts of the business 

are taxed as individual income.  

  3.   The sole proprietorship has unlimited liability for business debts and obligations. 

No distinction is made between personal and business assets.  

  4.   The life of the sole proprietorship is limited by the life of the sole proprietor.  

  5.   Because the only money invested in the fi rm is the proprietor’s, the equity money 

that can be raised by the sole proprietor is limited to the proprietor’s personal wealth.     

  THE PARTNERSHIP 
 Any two or more people can get together and form a  partnership . Partnerships fall into 

two categories: (1) general partnerships and (2) limited partnerships. 

 In a  general partnership  all partners agree to provide some fraction of the work and cash 

and to share the profi ts and losses. Each partner is liable for all of the debts of the partner-

ship. A partnership agreement specifi es the nature of the arrangement. The partnership 

agreement may be an oral agreement or a formal document setting forth the understanding. 

  Limited partnerships  permit the liability of some of the partners to be limited to the 

amount of cash each has contributed to the partnership. Limited partnerships usually re-

quire that (1) at least one partner be a general partner and (2) the limited partners do not 

participate in managing the business. Here are some things that are important when con-

sidering a partnership: 

  1.   Partnerships are usually inexpensive and easy to form. Written documents are 

required in complicated arrangements. Business licenses and fi ling fees may be 

necessary.  

  2.   General partners have unlimited liability for all debts. The liability of limited 

partners is usually limited to the contribution each has made to the partnership. 

If one general partner is unable to meet his or her commitment, the shortfall 

must be made up by the other general partners.  

  3.   The general partnership is terminated when a general partner dies or withdraws 

(but this is not so for a limited partner). It is diffi cult for a partnership to transfer 

ownership without dissolving. Usually all general partners must agree. However, 

limited partners may sell their interest in a business.  
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  4.   It is diffi cult for a partnership to raise large amounts of cash. Equity contribu-

tions are usually limited to a partner’s ability and desire to contribute to the part-

nership. Many companies, such as Apple Computer, start life as a proprietorship 

or partnership, but at some point they choose to convert to corporate form.  

  5.   Income from a partnership is taxed as personal income to the partners.  

  6.   Management control resides with the general partners. Usually a majority vote is 

required on important matters, such as the amount of profi t to be retained in the 

business.    

 It is diffi cult for large business organizations to exist as sole proprietorships or partner-

ships. The main advantage to a sole proprietorship or partnership is the cost of getting 

started. Afterward, the disadvantages, which may become severe, are (1) unlimited liabil-

ity, (2) limited life of the enterprise, and (3) diffi culty of transferring ownership. These 

three disadvantages lead to (4) diffi culty in raising cash.  

  THE CORPORATION 
 Of the forms of business enterprises, the  corporation  is by far the most important. It is a 

distinct legal entity. As such, a corporation can have a name and enjoy many of the legal 

powers of natural persons. For example, corporations can acquire and exchange property. 

Corporations can enter contracts and may sue and be sued. For jurisdictional purposes the 

corporation is a citizen of its state of incorporation (it cannot vote, however). 

 Starting a corporation is more complicated than starting a proprietorship or partnership. 

The incorporators must prepare articles of incorporation and a set of bylaws. The articles 

of incorporation must include the following: 

  1.   Name of the corporation.  

  2.   Intended life of the corporation (it may be forever).  

  3.   Business purpose.  

  4.   Number of shares of stock that the corporation is authorized to issue, with a 

statement of limitations and rights of different classes of shares.  

  5.   Nature of the rights granted to shareholders.  

  6.   Number of members of the initial board of directors.    

 The bylaws are the rules to be used by the corporation to regulate its own existence, and 

they concern its shareholders, directors, and offi cers. Bylaws range from the briefest pos-

sible statement of rules for the corporation’s management to hundreds of pages of text. 

 In its simplest form, the corporation comprises three sets of distinct interests: the sharehold-

ers (the owners), the directors, and the corporation offi cers (the top management). Traditionally, 

the shareholders control the corporation’s direction, policies, and activities. The shareholders 

elect a board of directors, who in turn select top management. Members of top management 

serve as corporate offi cers and manage the operations of the corporation in the best interest 

of the shareholders. In closely held corporations with few shareholders, there may be a large 

overlap among the shareholders, the directors, and the top management. However, in larger cor-

porations, the shareholders, directors, and the top management are likely to be distinct groups. 

 The potential separation of ownership from management gives the corporation several 

advantages over proprietorships and partnerships: 

  1.   Because ownership in a corporation is represented by shares of stock, ownership 

can be readily transferred to new owners. Because the corporation exists inde-

pendently of those who own its shares, there is no limit to the transferability of 

shares as there is in partnerships.  

  2.   The corporation has unlimited life. Because the corporation is separate from its 

owners, the death or withdrawal of an owner does not affect the corporation’s 
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legal existence. The corporation can continue on after the original owners have 

withdrawn.  

  3.   The shareholders’ liability is limited to the amount invested in the ownership 

shares. For example, if a shareholder purchased $1,000 in shares of a corpora-

tion, the potential loss would be $1,000. In a partnership, a general partner with 

a $1,000 contribution could lose the $1,000 plus any other indebtedness of the 

partnership.    

 Limited liability, ease of ownership transfer, and perpetual succession are the major 

advantages of the corporate form of business organization. These give the corporation an 

enhanced ability to raise cash. 

 There is, however, one great disadvantage to incorporation. The federal government 

taxes corporate income (the states do as well). This tax is in addition to the personal in-

come tax that shareholders pay on dividend income they receive. This is double taxation 

for shareholders when compared to taxation on proprietorships and partnerships.  Table 1.1  

summarizes our discussion of partnerships and corporations. 

 Today all 50 states have enacted laws allowing for the creation of a relatively new form 

of business organization, the limited liability company (LLC). The goal of this entity is to 

operate and be taxed like a partnership but retain limited liability for owners, so an LLC is 

essentially a hybrid of partnership and corporation. Although states have differing defi ni-

tions for LLCs, the more important scorekeeper is the Internal Revenue Service (IRS). The 

IRS will consider an LLC a corporation, thereby subjecting it to double taxation, unless it 

meets certain specifi c criteria. In essence, an LLC cannot be too corporation-like, or it will 

be treated as one by the IRS. LLCs have become common. For example, Goldman, Sachs 

and Co., one of Wall Street’s last remaining partnerships, decided to convert from a private 

partnership to an LLC (it later “went public,” becoming a publicly held corporation). Large 

accounting fi rms and law fi rms by the score have converted to LLCs.             

  A CORPORATION BY ANOTHER NAME . . . 
 The corporate form of organization has many variations around the world. The exact laws 

and regulations differ from country to country, of course, but the essential features of pub-

lic ownership and limited liability remain. These fi rms are often called  joint stock compa-
nies, public limited companies , or  limited liability companies,  depending on the specifi c 

nature of the fi rm and the country of origin.  

   To fi nd out more about 
LLCs, visit 
  www.incorporate.com  .   

      CORPORATION  PARTNERSHIP 

   Liquidity and 
marketability 

 Shares can be exchanged without termination of the 
corporation. Common stock can be listed on a stock 
exchange. 

 Units are subject to substantial restrictions on transferability. 
There is usually no established trading market for 
partnership units. 

   Voting rights  Usually each share of common stock entitles the holder 
to one vote per share on matters requiring a vote and 
on the election of the directors. Directors determine top 
management. 

 Some voting rights by limited partners. However, general 
partners have exclusive control and management of 
operations. 

   Taxation  Corporations have double taxation: Corporate income is 
taxable, and dividends to shareholders are also taxable. 

 Partnerships are not taxable. Partners pay personal taxes on 
partnership profi ts. 

   Reinvestment and 
dividend payout 

 Corporations have broad latitude on dividend payout 
decisions. 

 Partnerships are generally prohibited from reinvesting 
partnership profi ts. All profi ts are distributed to partners. 

   Liability  Shareholders are not personally liable for obligations of 
the corporation. 

 Limited partners are not liable for obligations of partnerships. 
General partners may have unlimited liability. 

   Continuity of 
existence 

 Corporations may have a perpetual life.  Partnerships have limited life. 

 TABLE 1 .1   A Comparison of Partnerships and Corporations
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 Table 1.2  gives the names of a few well-known international corporations, their coun-

tries of origin, and a translation of the abbreviation that follows each company name.    

   1.3  The Importance of Cash Flows 
  The most important job of a fi nancial manager is to create value from the fi rm’s capital 

budgeting, fi nancing, and net working capital activities. How do fi nancial managers create 

value? The answer is that the fi rm should create more cash fl ow than it uses. 

 The cash fl ows paid to bondholders and stockholders of the fi rm should be greater than 

the cash fl ows put into the fi rm by the bondholders and stockholders. To see how this is 

done, we can trace the cash fl ows from the fi rm to the fi nancial markets and back again.  

 The interplay of the fi rm’s activities with the fi nancial markets is illustrated in   Figure 1.3 . 

The arrows in  Figure 1.3  trace cash fl ow from the fi rm to the fi nancial markets and back 

again. Suppose we begin with the fi rm’s fi nancing activities. To raise money, the fi rm sells 

        TYPE OF  COMPANY 

   COMPANY  COUNTRY OF  ORIG IN  IN  OR IG INAL LANGUAGE  INTERPRETATION 

   Bayerische 
Motoren Werke (BMW) AG  Germany  Aktiengesellschaft  Corporation 

   Rolls-Royce PLC  United Kingdom  Public limited company  Public limited company 

   Shell UK Ltd.  United Kingdom  Limited  Corporation 

   Unilever NV  Netherlands  Naamloze Vennootschap  Joint stock company 

   Fiat SpA  Italy  Società per Azioni  Joint stock company 

   Volvo AB  Sweden  Aktiebolag  Joint stock company 

   Peugeot SA  France  Société Anonyme  Joint stock company 

 TABLE 1 .2   International Corporations

  F IGURE 1 .3   Cash Flows between the Firm and the Financial Markets   
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debt and equity shares to investors in the fi nancial markets. This results in cash fl ows 

from the fi nancial markets to the fi rm ( A ). This cash is invested in the investment activi-

ties ( assets) of the fi rm ( B ) by the fi rm’s management. The cash generated by the fi rm ( C ) 

is paid to shareholders and bondholders ( F ). The shareholders receive cash in the form of 

dividends; the bondholders who lent funds to the fi rm receive interest and, when the initial 

loan is repaid, principal. Not all of the fi rm’s cash is paid out. Some is retained ( E ), and 

some is paid to the government as taxes ( D ). 

 Over time, if the cash paid to shareholders and bondholders ( F ) is greater than the cash 

raised in the fi nancial markets ( A ), value will be created.    

  Identification of Cash Flows  Unfortunately, it is sometimes not easy to observe cash fl ows 

directly. Much of the information we obtain is in the form of accounting statements, and 

much of the work of fi nancial analysis is to extract cash fl ow information from accounting 

statements. The following example illustrates how this is done.        

   Timing of Cash Flows   The value of an investment made by a fi rm depends on the timing 

of cash fl ows. One of the most important principles of fi nance is that individuals prefer to 

receive cash fl ows earlier rather than later. One dollar received today is worth more than 

one dollar received next year.  
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 A c c o u n t i n g  P r o f i t  v e r s u s  C a s h  F l o w s 

 The Midland Company refi nes and trades gold. At the end of the year, it sold 2,500 ounces of gold for 
$1 million. The company had acquired the gold for $900,000 at the beginning of the year. The company 
paid cash for the gold when it was purchased. Unfortunately it has yet to collect from the customer to 
whom the gold was sold. The following is a standard accounting of Midland’s fi nancial circumstances 
at year-end: 

 THE  MIDLAND COMPANY 
Account ing View 

Income Statement 
Year  Ended December  31 

   Sales 

    2Costs  

   Profi t 

 $1,000,000 

  2900,000  

 $  100,000 

  By generally accepted accounting principles (GAAP), the sale is recorded even though the customer 
has yet to pay. It is assumed that the customer will pay soon. From the accounting perspective, 
 Midland seems to be profi table. However, the perspective of corporate fi nance is different. It focuses 
on cash fl ows: 

 THE  MIDLAND COMPANY 
Financia l  V iew 

Income Statement 
Year  Ended December  31 

   Cash infl ow 

   Cash outfl ow 

     

 $       0 

  2900,000  

 2$  900,000 

 The perspective of corporate fi nance is interested in whether cash fl ows are being created by the 
gold trading operations of Midland. Value creation depends on cash fl ows. For Midland, value creation 
 depends on whether and when it actually receives $1 million. 



CHAPTER 1 Introduction to Corporate Finance 9

    Risk of Cash Flows   The fi rm must consider risk. The amount and timing of cash fl ows are 

not usually known with certainty. Most investors have an aversion to risk.      
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 R i s k 

 The Midland Company is considering expanding operations overseas. It is evaluating Europe and Japan 
as possible sites. Europe is considered to be relatively safe, whereas operating in Japan is seen as very 
risky. In both cases the company would close down operations after one year. 

 After doing a complete fi nancial analysis, Midland has come up with the following cash fl ows of the 
alternative plans for expansion under three scenarios—pessimistic, most likely, and optimistic: 

     PESSIMISTIC  MOST L IKELY  OPT IMIST IC 

   Europe 

   Japan 

 $75,000 

    0 

 $100,000 

  150,000 

 $125,000 

  200,000 

 If we ignore the pessimistic scenario, perhaps Japan is the best alternative. When we take the 
 pessimistic scenario into account, the choice is unclear. Japan appears to be riskier, but it also offers 
a higher expected level of cash fl ow. What is risk and how can it be defi ned? We must try to answer 
this important question. Corporate fi nance cannot avoid coping with risky alternatives, and much of 
our book is devoted to developing methods for evaluating risky opportunities. 

   1.4  The Goal of Financial Management 
  Assuming that we restrict our discussion to for-profi t businesses, the goal of fi nancial man-

agement is to make money or add value for the owners. This goal is a little vague, of course, 

so we examine some different ways of formulating it to come up with a more precise defi -

nition. Such a defi nition is important because it leads to an objective basis for making and 

evaluating fi nancial decisions. 
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 C a s h  F l o w  T i m i n g 

 The Midland Company is attempting to choose between two proposals for new products. Both propos-
als will provide additional cash fl ows over a four-year period and will initially cost $10,000. The cash 
fl ows from the proposals are as follows: 

   YEAR  NEW PRODUCT  A   NEW PRODUCT  B  

    1 

 2 

 3 

 4 

 Total  

  $         0 

 0 

 0 

   20,000 

 $20,000  

  $  4,000 

 4,000 

 4,000 

     4,000 

 $16,000  

 At fi rst it appears that new product  A  would be best. However, the cash fl ows from proposal  B  come 
earlier than those of  A . Without more information, we cannot decide which set of cash fl ows would 
 create the most value for the bondholders and shareholders. It depends on whether the value of 
 getting cash from  B  up front outweighs the extra total cash from  A . Bond and stock prices refl ect this 
 preference for earlier cash, and we will see how to use them to decide between  A  and  B . 



PART 1 Overview10

  POSSIBLE GOALS 
 If we were to consider possible fi nancial goals, we might come up with some ideas like the 

following:  

•     Survive.  

•     Avoid fi nancial distress and bankruptcy.  

•     Beat the competition.  

•     Maximize sales or market share.  

•     Minimize costs.  

•     Maximize profi ts.  

•     Maintain steady earnings growth.   

 These are only a few of the goals we could list. Furthermore, each of these possibilities 

presents problems as a goal for the fi nancial manager. 

 For example, it’s easy to increase market share or unit sales: All we have to do is lower 

our prices or relax our credit terms. Similarly, we can always cut costs simply by doing 

away with things such as research and development. We can avoid bankruptcy by never 

borrowing any money or never taking any risks, and so on. It’s not clear that any of these 

actions are in the stockholders’ best interests. 

 Profi t maximization would probably be the most commonly cited goal, but even this is not 

a precise objective. Do we mean profi ts this year? If so, then we should note that actions such 

as deferring maintenance, letting inventories run down, and taking other short-run cost-cutting 

measures will tend to increase profi ts now, but these activities aren’t necessarily desirable. 

 The goal of maximizing profi ts may refer to some sort of “long-run” or “average” prof-

its, but it’s still unclear exactly what this means. First, do we mean something like account-

ing net income or earnings per share? As we will see in more detail in the next chapter, 

these accounting numbers may have little to do with what is good or bad for the fi rm. We 

are actually more interested in cash fl ows. Second, what do we mean by the long run? As 

a famous economist once remarked, in the long run, we’re all dead! More to the point, this 

goal doesn’t tell us what the appropriate trade-off is between current and future profi ts. 

 The goals we’ve listed here are all different, but they tend to fall into two classes. The 

fi rst of these relates to profi tability. The goals involving sales, market share, and cost control 

all relate, at least potentially, to different ways of earning or increasing profi ts. The goals in 

the second group, involving bankruptcy avoidance, stability, and safety, relate in some way 

to controlling risk. Unfortunately, these two types of goals are somewhat contradictory. The 

pursuit of profi t normally involves some element of risk, so it isn’t really possible to maximize 

both safety and profi t. What we need, therefore, is a goal that encompasses both factors.  

  THE GOAL OF FINANCIAL MANAGEMENT 
 The fi nancial manager in a corporation makes decisions for the stockholders of the fi rm. 

So, instead of listing possible goals for the fi nancial manager, we really need to answer a 

more fundamental question: From the stockholders’ point of view, what is a good fi nancial 

management decision? 

 If we assume that stockholders buy stock because they seek to gain fi nancially, then 

the answer is obvious: Good decisions increase the value of the stock, and poor decisions 

decrease the value of the stock. 

 From our observations, it follows that the fi nancial manager acts in the shareholders’ 

best interests by making decisions that increase the value of the stock. The appropriate goal 

for the fi nancial manager can thus be stated quite easily: 

   The goal of fi nancial management is to maximize the current value per share of the 

existing stock.   
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 The goal of maximizing the value of the stock avoids the problems associated with 

the different goals we listed earlier. There is no ambiguity in the criterion, and there is no 

short-run versus long-run issue. We explicitly mean that our goal is to maximize the   current  
stock value. 

 If this goal seems a little strong or one-dimensional to you, keep in mind that the stockhold-

ers in a fi rm are residual owners. By this we mean that they are entitled only to what is left after 

employees, suppliers, and creditors (and everyone else with legitimate claims) are paid their 

due. If any of these groups go unpaid, the stockholders get nothing. So if the stockholders are 

winning in the sense that the leftover, residual portion is growing, it must be true that everyone 

else is winning also. In other words, managers should make decisions that they believe will 

achieve the highest fi rm value because by doing so shareholders will benefi t the most. 

 Because the goal of fi nancial management is to maximize the value of the stock, we 

need to learn how to identify investments and fi nancing arrangements that favorably impact 

the value of the stock. This is precisely what we will be studying. In the previous section we 

emphasized the importance of cash fl ows in value creation. In fact, we could have defi ned 

 corporate fi nance  as the study of the relationship between business decisions, cash fl ows, 

and the value of the stock in the business.  

  A MORE GENERAL GOAL 
 If our goal is as stated in the preceding section (to maximize the value of the stock), an 

obvious question comes up: What is the appropriate goal when the fi rm has no traded 

stock? Corporations are certainly not the only type of business; and the stock in many 

corporations rarely changes hands, so it’s diffi cult to say what the value per share is at any 

particular time.      

 As long as we are considering for-profi t businesses, only a slight modifi cation is needed. 

The total value of the stock in a corporation is simply equal to the value of the owners’ 

 equity. Therefore, a more general way of stating our goal is as follows: Maximize the value 

of the existing owners’ equity. 

 With this in mind, we don’t care whether the business is a proprietorship, a partnership, 

or a corporation. For each of these, good fi nancial decisions increase the value of the own-

ers’ equity, and poor fi nancial decisions decrease it. In fact, although we choose to focus on 

corporations in the chapters ahead, the principles we develop apply to all forms of business. 

Many of them even apply to the not-for-profi t sector. 

 Finally, our goal does not imply that the fi nancial manager should take illegal or unethi-

cal actions in the hope of increasing the value of the equity in the fi rm. What we mean 

is that the fi nancial manager best serves the owners of the business by identifying goods 

and services that add value to the fi rm because they are desired and valued in the free 

marketplace.    

   1.5  The Agency Problem and Control 
of the Corporation 
  The processes, policies, laws, and institutions that direct a company’s actions are all in-

cluded under the broad category of corporate governance. Corporate governance can also 

include the relationships among various stakeholders including shareholders, management, 

employees, the board of directors, suppliers, and the community at large, among others. As 

such, corporate governance is a wide-ranging topic. 

 We’ve seen that the fi nancial manager acts in the best interests of the stockholders 

by taking actions that increase the value of the fi rm and thus the stock. However, in large 

corporations, ownership can be spread over a huge number of stockholders. This dispersion 

of ownership arguably means that stockholders cannot directly control the fi rm and that 

management effectively controls the fi rm. In this case, will management necessarily act in 

   Business ethics are 
considered at   www.
business-ethics.com  .   
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the best interests of the stockholders? Put another way, might not management pursue its 

own goals at the stockholders’ expense? 

 Corporate governance varies quite a bit around the world. For example, in most coun-

tries other than the U.S. and the U.K., publicly traded companies are usually controlled 

by one or more large shareholders. Moreover, in countries with limited shareholder 

protection, when compared to countries with strong shareholder protection like the U.S. 

and the U.K., large shareholders may have a greater opportunity to take advantage of 

minority shareholders. Research shows that a country’s investor protection framework 

is important to understanding a fi rms’ cash holdings and dividend payouts. For example, 

studies fi nd that shareholders do not highly value cash holdings in fi rms in countries 

with low investor protection when compared to fi rms in the U.S. where investor protec-

tion is high.  1    

 In the basic corporate governance setup, the shareholders elect the board of directors 

who in turn appoint the top corporate managers, such as the CEO. The CEO is usually a 

member of the board of directors. One aspect of corporate governance that has received 

attention recently concerns the chair of a fi rm’s board of directors. In a large number of 

U.S. corporations, the CEO and the board chair are the same person. An argument can be 

made that combining the CEO and board chair positions can contribute to poor corporate 

governance. When comparing corporate governance in the U.S. and the U.K., an edge is 

often given to the U.K., partly because over 90 percent of U.K. companies are chaired by 

outside directors rather than the CEO.  2   This is a contentious issue confronting many U.S. 

corporations. For example, in 2012, 20 percent of the S&P 500 companies had named an 

independent outsider as board chair, up from only 10 percent fi ve years earlier. 

  AGENCY RELATIONSHIPS 
 The relationship between stockholders and management is called an  agency relationship . 

Such a relationship exists whenever someone (the principal) hires another (the agent) to 

represent his or her interests. For example, you might hire someone (an agent) to sell a car 

that you own while you are away at school. In all such relationships there is a possibility 

of a confl ict of interest between the principal and the agent. Such a confl ict is called an 

 agency problem . 

 Suppose you hire someone to sell your car and you agree to pay that person a fl at fee 

when he or she sells the car. The agent’s incentive in this case is to make the sale, not 

necessarily to get you the best price. If you offer a commission of, say, 10 percent of the 

sales price instead of a fl at fee, then this problem might not exist. This example illustrates 

that the way in which an agent is compensated is one factor that affects agency problems.  

  MANAGEMENT GOALS 
 To see how management and stockholder interests might differ, imagine that a fi rm is con-

sidering a new investment. The new investment is expected to favorably impact the share 

value, but it is also a relatively risky venture. The owners of the fi rm will wish to take the 

investment (because the stock value will rise), but management may not because there is 

the possibility that things will turn out badly and management jobs will be lost. If manage-

ment does not take the investment, then the stockholders may lose a valuable opportunity. 

This is one example of an  agency cost.  

  1 See, for example, “Investor Protection and Corporate Valuation,” by Rafael La Porta, Florencio Lopez-de-Silanes, Andrei Shleifer, and 
Robert Vishny,  Journal of Finance  57 (2002), pp. 1147–1170; and “Cash Holdings, Dividend Policy, and Corporate  Governance: A Cross-
Country Analysis,” by Lee Pinkowitz, René M. Stulz, and Rohan Williamson,  Journal of Applied Corporate Finance,   Vol. 19, No. 1 (2007), 
pp. 81–87. 

  2 “U.S. Corporate Governance: Accomplishments and Failings, a Discussion with Michael Jensen and Robert Monks” (moderated by Ralph 
Walkling),  Journal of Applied Corporate Finance,  Vol. 20, No. 1 (Winter 2008), pp. 28–46. 
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 More generally, the term  agency costs  refers to the costs of the confl ict of interest 

 between stockholders and management. These costs can be indirect or direct. An indirect 

agency cost is a lost opportunity, such as the one we have just described. 

 Direct agency costs come in two forms. The fi rst type is a corporate expenditure that 

benefi ts management but costs the stockholders. Perhaps the purchase of a luxurious 

and unneeded corporate jet would fall under this heading. The second type of direct 

agency cost is an expense that arises from the need to monitor management actions. 

Paying outside auditors to assess the accuracy of fi nancial statement information could 

be one example. 

 It is sometimes argued that, left to themselves, managers would tend to maximize the 

amount of resources over which they have control or, more generally, corporate power or 

wealth. This goal could lead to an overemphasis on corporate size or growth. For example, 

cases in which management is accused of overpaying to buy up another company just to 

increase the size of the business or to demonstrate corporate power are not uncommon. 

 Obviously, if overpayment does take place, such a purchase does not benefi t the stockhold-

ers of the purchasing company. 

 Our discussion indicates that management may tend to overemphasize organizational 

survival to protect job security. Also, management may dislike outside interference, so 

independence and corporate self-suffi ciency may be important goals.  

  DO MANAGERS ACT IN THE STOCKHOLDERS’ INTERESTS? 
 Whether managers will, in fact, act in the best interests of stockholders depends on two fac-

tors. First, how closely are management goals aligned with stockholder goals? This ques-

tion relates, at least in part, to the way managers are compensated. Second, can managers 

be replaced if they do not pursue stockholder goals? This issue relates to control of the fi rm. 

As we will discuss, there are a number of reasons to think that, even in the largest fi rms, 

management has a signifi cant incentive to act in the interests of stockholders. 

  Managerial Compensation   Management will frequently have a signifi cant economic in-

centive to increase share value for two reasons. First, managerial compensation, particu-

larly at the top, is usually tied to fi nancial performance in general and often to share value 

in particular. For example, managers are frequently given the option to buy stock at a 

bargain price. The more the stock is worth, the more valuable is this option. In fact, options 

are often used to motivate employees of all types, not just top management. Many fi rms 

also give managers an ownership stake in the company by granting stock or stock options. 

In 2012, the total compensation of Larry Ellison, CEO of Oracle, was $96.2 million. His 

base salary was $5.5 million with stock and options of $90.7 million. Although there are 

many critics of the high level of CEO compensation, from the stockholders’ point of view, 

sensitivity of compensation to fi rm performance is usually more important. 

 The second incentive managers have relates to job prospects. Better performers within 

the fi rm will tend to get promoted. More generally, managers who are successful in pursu-

ing stockholder goals will be in greater demand in the labor market and thus command 

higher salaries. 

 In fact, managers who are successful in pursuing stockholder goals can reap enormous 

rewards. For example, the best-paid executive in 2012 was Richard Bracken, the CEO 

of HCA who made about $38.6 million. By way of comparison, Oprah Winfrey made 

$165 million and Michael Bay made about $160 million.  3     

  3 This raises the issue of the level of top management pay and its relationship to other employees. According to recent research by the 
 Economic Policy Institute, the average CEO compensation was 20 times greater than that of the average employee in 1965, 383 times greater 
in 2000, and 231 times greater in 2011 (  http://www.epi.org/publication/ib331-ceo-pay-top-1-percent/  ). However, there is no precise formula 
that governs the gap between top management compensation and that of other employees. 
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  Control of the Firm   Control of the fi rm ultimately rests with stockholders. They elect the 

board of directors, who, in turn, hire and fi re management. 

 An important mechanism by which unhappy stockholders can replace existing man-

agement is called a  proxy fi ght . A proxy is the authority to vote someone else’s stock. A 

proxy fi ght develops when a group solicits proxies in order to replace the existing board 

and thereby replace existing management. In 2002, the proposed merger between HP and 

Compaq triggered one of the most widely followed, bitterly contested, and expensive proxy 

fi ghts in history, with an estimated price tag of well over $100 million. 

 Another way that management can be replaced is by takeover. Firms that are poorly 

managed are more attractive as acquisitions than well-managed fi rms because a greater 

profi t potential exists. Thus, avoiding a takeover by another fi rm gives management an-

other incentive to act in the stockholders’ interests. Unhappy prominent shareholders can 

suggest different business strategies to a fi rm’s top management. This was the case with 

Jeffrey Smith, CEO of hedge fund Starboard Value, and AOL. Starboard Value’s stake in 

AOL reached 5.3 percent in 2012, so Smith was a particularly important and unhappy 

shareholder. Smith felt that AOL was not paying attention to shareholders and had wasted 

resources on new initiatives such as AOL’s Patch, a collection of news sites. As a result, 

Smith put forth a slate of three new board members. Ultimately, AOL shareholders voted 

for management’s board members rather than those put forth by Smith. 

 Historically, proxy fi ghts have been relatively rare. One reason is that the expenses in 

a proxy fi ght can become quite large. Further, outsiders waging a proxy fi ght must cover 

their own expenses, while the current directors use company fi nances to back their bid 

to retain board seats. In recent years, proxy fi ghts appear to have become more civil. In 

2011, just 31 percent of proxy fi ghts went the distance, meaning they ultimately resulted 

in a shareholder vote. That’s down from between 51 and 56 percent of proxy fi ghts over 

the 2006–2010 period. Before that, it was not uncommon for 70 percent or more of proxy 

fi ghts to result in shareholder votes. Companies today appear to be more willing to work 

with activist shareholders, perhaps because both parties have become more concerned with 

the potential high costs of a long, bitter proxy fi ght.  

  Conclusion   The available theory and evidence are consistent with the view that stock-

holders control the fi rm and that stockholder wealth maximization is the relevant goal of 

the corporation. Even so, there will undoubtedly be times when management goals are 

pursued at the expense of the stockholders, at least temporarily.   

  STAKEHOLDERS 
 Our discussion thus far implies that management and stockholders are the only parties with 

an interest in the fi rm’s decisions. This is an oversimplifi cation, of course. Employees, cus-

tomers, suppliers, and even the government all have a fi nancial interest in the fi rm. 

 Taken together, these various groups are called  stakeholders  in the fi rm. In general, a 

stakeholder is someone other than a stockholder or creditor who potentially has a claim 

on the cash fl ows of the fi rm. Such groups will also attempt to exert control over the fi rm, 

perhaps to the detriment of the owners.    

   1.6  Regulation 
  Until now, we have talked mostly about the actions that shareholders and boards of direc-

tors can take to reduce the confl icts of interest between themselves and management. We 

have not talked about regulation.  4    Until recently the main thrust of federal regulation has 

  4 At this stage in our book, we focus on the regulation of disclosure of relevant information and corporate governance. We do not talk about 
many other regulators in fi nancial markets such as the Federal Reserve Board. In Chapter 5, we discuss the nationally recognized statistical 
rating organizations (NRSROs) in the U.S., such as Fitch Ratings, Moody’s, and Standard & Poor’s. Their ratings are used by market partici-
pants to help value securities such as corporate bonds. Many critics of the rating agencies blame the 2007–2009 subprime credit crisis on 
weak regulatory oversight of these agencies. 
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been to require that companies disclose all relevant information to investors and potential 

investors. Disclosure of relevant information by corporations is intended to put all inves-

tors on a level information playing fi eld and, thereby to reduce confl icts of interest. More 

recent regulation has been aimed at corporate governance. Of course, regulation imposes 

costs on corporations, and any analysis of regulation must include both benefi ts and costs. 
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  CODE OF CORPORATE GOVERNANCE 

 Corporate scandals and questionable accounting practices involving some large private companies like Enron and World-
Com in the United States and Parmalat and Royal Ahold in Europe in the 2000s have severely shaken confi dence in 
corporate governance.
 When people invest their money in publicly owned corporations, they are placing their money in the hands of profes-
sional managers to let them run the companies on their behalf. Problems arise when the professional managers do things 
to maximize their personal interests rather than those they represent. When a scandal hits, shareholders may not be able 
to escape its effects easily and they may have to pay high costs such as legal fees and other scandal-related expenses.
 Establishing a code of corporate governance is one of the ways to mitigate this problem. Singapore issued the Code 
of Corporate Governance on March 21, 2001. The Code was recommended by private sector–led Council on Corporate 
Disclosure and Governance, which was formed by the Ministry of Finance and the Monetary Authority of Singapore (MAS) 
to prescribe accounting standards in Singapore, strengthen the existing framework of disclosure practices and reporting 
standards, and review and enhance the framework of corporate governance. The Code was revised in 2005.
 In February 2010, the Corporate Governance Council was established by MAS to conduct a comprehensive review 
of the Code. The revised Code was issued in May 2012. It introduced changes relating to board independence, board 
composition, remuneration practices and disclosure, risk management, and shareholders’ rights. The code is not rules 
that must be strictly complied with, but companies have to explain in their annual reports any deviation of their corporate 
governance practices from the principles or guidelines of the 2012 Code.
 In 2002, the United States enacted the Sarbanes-Oxley Act to protect investors from corporate abuses. Among other 
things, the Act requires companies to disclose an assessment of their internal control structure and fi nancial reporting. 
Complying with the requirements increases the fi rm’s accounting and audit expenditure, regardless of company size. 
In 2006, Peach Holdings of Florida shunned the U.S. stock markets and went public on London’s Alternative Investment 
Market (AIM) instead. It spent only US$500,000 on its AIM stock offering compared to US$100,000 in fees and US$2 
million in compliance cost if it had been listed in the United States.
 One thing is for sure, complying with the code does not resolve the problem entirely. The Enron debacle took place 
despite the fact that the company had no less than eight gatekeepers and monitors. In July 2003, Sembcorp Logistics, which 
is part of public-listed Sembcorp Industries Limited in Singapore, uncovered an accounting fraud in its subsidiary in India 
after offi cers in its fi nance department were found to have created fi ctitious documents and infl ated profi ts by about S$18.5 
million between 2000 and 2002. Despite these incidents, the code of corporate governance has done much to improve the 
standards of corporate governance and deter opportunistic managerial behavior. Something is better than nothing.

SOURCES: Monetary Authority of Singapore, “Code of Corporate Governance,” 2 May 2012, www.mas.gov.sg/~/media/resource/fi n_development/corporate_
governance/CGCRevisedCodeofCorporateGovernance3May2012.pdf; “A Guide to the Sarbanes-Oxley Act,” www.soxlaw.com; Yalman Onaran, “Sarbanes-
Oxley Brings U.S. Firms IPO Earnings Abroad,” Bloomberg News, 30 October 2006, www.bloomberg.com/apps/news?pid=newsarchive&sid=aS8OQT4y7
39w; D. M. Branson, “Enron: When All Systems Fail,” Villanova Law Review 48 (2003): pp. 989–1021; Anto T. Joseph, “Singapore Company Fires PWC, KPMG 
for Accounting Irregularities,” Economic Times (India), 2 October 2003, articles.economictimes.indiatimes.com/2003-10-02/news/27536479_1_singapore-
exchange-pwc-india-accounting; and Shen Hong and Hasan Jafri, “Audit Scrutiny at Indian Unit,” The Wall Street Journal, 30 July 2003, www.marketwatch
.com/story/sembcorp-tightens-audit-scrutiny-2003-07-30.    

For the latest fi nance news 
and updates on this topic 

and others, scan here
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Our nearby  Finance Matters  box highlights the codes of corporate governance in the United 

States and Singapore and the costs associated with meeting regulatory requirements.  

  THE SECURITIES ACT OF 1933 AND THE SECURITIES 
EXCHANGE ACT OF 1934 
 The Securities Act of 1933 (the 1933 Act) and the Securities Exchange Act of 1934 (the 

1934 Act) provide the basic regulatory framework in the United States for the public trad-

ing of securities. 

 The 1933 Act focuses on the issuing of new securities. Basically, the 1933 Act requires 

a corporation to fi le a registration statement with the Securities and Exchange Commis-

sion (SEC) that must be made available to every buyer of a new security. The intent of the 

registration statement is to provide potential stockholders with all the necessary informa-

tion to make a reasonable decision. The 1934 Act extends the disclosure requirements of 

the 1933 Act to securities trading in markets after they have been issued. The 1934 Act 

establishes the SEC and covers a large number of issues including corporate reporting, 

tender offers, and insider trading. The 1934 Act requires corporations to fi le reports to the 

SEC on an annual basis (Form 10K), on a quarterly basis (Form 10Q), and on a monthly 

basis (Form 8K). 

 As mentioned, the 1934 Act deals with the important issue of insider trading. Illegal 

insider trading occurs when any person who has acquired nonpublic, special information 

(i.e., inside information) buys or sells securities based upon that information. One section 

of the 1934 Act deals with insiders such as directors, offi cers, and large shareholders, while 

another deals with any person who has acquired inside information. The intent of these sec-

tions of the 1934 Act is to prevent insiders or persons with inside information from taking 

unfair advantage of this information when trading with outsiders. 

 To illustrate, suppose you learned that ABC fi rm was about to publicly announce that 

it had agreed to be acquired by another fi rm at a price signifi cantly greater than its current 

price. This is an example of inside information. The 1934 Act prohibits you from buying 

ABC stock from shareholders who do not have this information. This prohibition would be 

especially strong if you were the CEO of the ABC fi rm. Other kinds of inside information 

could be knowledge of an initial dividend about to be paid, the discovery of a drug to cure 

cancer, or the default of a debt obligation. 

 A recent example of insider trading involved Raj Rajaratnam, founder of the  Galleon 

Group, a hedge fund that managed more than $7 billion. Rajaratnam was arrested in 

 October 2009 on insider trading charges involving several public companies. For example, 

he was accused of receiving inside information regarding Intel Capital’s decision to invest 

in Clearwire before the investment was made public. In May 2011, he was convicted of 

14 counts of securities fraud and conspiracy to commit securities fraud. In December 2011, 

he began an 11-year prison sentence. Additionally, Rajaratnam was fi ned about $93 million 

for his actions.      

  S U M M A R Y  A N D  C O N C L U S I O N S 

 This chapter introduced you to some of the basic ideas in corporate fi nance: 

   1.   Corporate fi nance has three main areas of concern: 

   a.    Capital budgeting:  What long-term investments should the fi rm take?  

   b.     Capital structure:  Where will the fi rm get the short-term and long-term fi nancing to pay for its 
 investments? Also, what mixture of debt and equity should it use to fund operations?  

   c.    Working capital management:  How should the fi rm manage its everyday fi nancial activities?     



   2.   The goal of fi nancial management in a for-profi t business is to make decisions that increase the value 
of the stock, or, more generally, increase the value of the equity.  

   3.   The corporate form of organization is superior to other forms when it comes to raising money and 
transferring ownership interests, but it has the signifi cant disadvantage of double taxation.  

   4.   There is the possibility of confl icts between stockholders and management in a large corporation. We 
called these confl icts  agency problems  and discussed how they might be controlled and reduced.  

   5.   The advantages of the corporate form of business enterprise are enhanced by the existence of fi nancial 
markets.    

 Of the topics we’ve discussed thus far, the most important is the goal of fi nancial management: maximizing 
the value of the stock. Throughout the text we will be analyzing many different fi nancial decisions, but we will 
always ask the same question: How does the decision under consideration affect the value of the stock?  

  C O N C E P T  Q U E S T I O N S  

   1.    Forms of Business  What are the three basic legal forms of organizing a business? What are the 
advantages and disadvantages of each? What business form do most start-up companies take? Why?  

   2.    Goal of Financial Management  What goal should always motivate the actions of the fi rm’s fi nancial 
manager?  

   3.    Agency Problems  Who owns a corporation? Describe the process whereby the owners control the 
fi rm’s management. What is the main reason that an agency relationship exists in the corporate form of 
organization? In this context, what kinds of problems can arise?  

   4.    Not-for-profi t Firm Goals  Suppose you were the fi nancial manager of a not-for-profi t business 
(a not-for-profi t hospital, perhaps). What kinds of goals do you think would be appropriate?  

   5.    Goal of the Firm  Evaluate the following statement: Managers should not focus on the current stock 
value because doing so will lead to an overemphasis on short-term profi ts at the expense of long-term 
profi ts.  

   6.    Ethics and Firm Goals  Can our goal of maximizing the value of the stock confl ict with other goals, 
such as avoiding unethical or illegal behavior? In particular, do you think subjects like customer and 
employee safety, the environment, and the general good of society fi t in this framework, or are they 
essentially ignored? Try to think of some specifi c scenarios to illustrate your answer.  

   7.    International Firm Goal  Would our goal of maximizing the value of the stock be different if we were 
thinking about fi nancial management in a foreign country? Why or why not?  

   8.    Agency Problems  Suppose you own stock in a company. The current price per share is $25. Another 
company has just announced that it wants to buy your company and will pay $35 per share to acquire 
all the outstanding stock. Your company’s management immediately begins fi ghting off this hostile bid. 
Is management acting in the shareholders’ best interests? Why or why not?  

   9.    Agency Problems and Corporate Ownership  Corporate ownership varies around the world. 
Historically, individuals have owned the majority of shares in public corporations in the United States. In 
Germany and Japan, however, banks, other large fi nancial institutions, and other companies own most 
of the stock in public corporations. Do you think agency problems are likely to be more or less severe 
in Germany and Japan than in the United States? Why? In recent years, large fi nancial institutions such 
as mutual funds and pension funds have been becoming the dominant owners of stock in the United 
States, and these institutions are becoming more active in corporate affairs. What are the implications 
of this trend for agency problems and corporate control?  

  10.    Executive Compensation  Critics have charged that compensation to top management in the 
United States is simply too high and should be cut back. For example, focusing on large corporations, 
Larry Ellison of Oracle has been one of the best-compensated CEOs in the United States, earning about 
$92.7 million in 2012 alone and $506.9 million over the 2008–2012 period. Are such amounts excessive? 

www.mheducation.asia/olc/ross
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In answering, it might be helpful to recognize that superstar athletes such as Tiger Woods, top people 
in entertainment such as Oprah Winfrey and Jerry Bruckheimer, and many others at the peak of their 
respective fi elds can earn at least as much, if not a great deal more.    

  E A ST COA ST YACHT S 
 In 1969, Tom Warren founded East Coast Yachts. The company’s operations are located near Hilton Head Island, 
South Carolina, and the company is structured as a sole proprietorship. The company has manufactured cus-
tom midsize, high-performance yachts for clients, and its products have received high reviews for safety and 
reliability. The company’s yachts have also recently received the highest award for customer satisfaction. The 
yachts are primarily purchased by wealthy individuals for pleasure use, Occasionally, a yacht is manufactured 
for purchase by a company for business purposes. 

 The custom yacht industry is fragmented, with a number of manufacturers. As with any industry, there are 
market leaders, but the diverse nature of the industry ensures that no manufacturer dominates the market. 
The competition in the market, as well as the product cost, ensures that attention to detail is a necessity. For 
instance, East Coast Yachts will spend 80 to 100 hours on hand-buffi ng the stainless steel stem-iron, which is 
the metal cap on the yacht’s bow that conceivably could collide with a dock or another boat. 

 Several years ago, Tom retired from the day-to-day operations of the company and turned the operations 
of the company over to his daughter, Larissa. Because of the dramatic changes in the company, Larissa has 
approached you to help manage and direct the company’s growth. Specifi cally, she has asked you to answer 
the following questions.  

   1.   What are the advantages and disadvantages of changing the company organization from a sole 
proprietorship to an LLC?  

   2.   What are the advantages and disadvantages of changing the company organization from a sole 
proprietorship to a corporation?  

   3.   Ultimately, what action would you recommend the company undertake? Why?              
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  W H A T ’ S  O N  T H E  W E B ?  

   1.    Listing Requirements  This chapter mentioned listing requirements for public companies. Find the 
complete listing requirements for NYSE Euronext at   www.nyse.com   and NASDAQ at   www.nasdaq.com  . 
Which exchange has more stringent listing requirements? Why don’t the exchanges have the same 
listing requirements?  

   2.    Business Formation  As you may (or may not) know, many companies incorporate in Delaware for 
a variety of reasons. Visit Bizfi lings at www.bizfi lings.com to fi nd out why. Which state has the highest 
fee for incorporation? For an LLC? While at the site, look at the FAQ section regarding corporations 
and LLCs.    


