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Chapter 1:  The Scope of Corporate Finance

Answers to Questions

1-1.
A financial manager needs to know all five basic finance areas because they all impact his or her job.  While the manager’s primary responsibilities may be raising money or choosing investment projects, the manager also needs to know about capital markets and debt/equity optimal levels, and be able to manage risks of the business and governance of the corporation.  Corporate governance is a finance function because a manager wants to act in the best interest of its shareholders.  New methods of managing risk have been developed in recent years, and a manager must be aware of these in order to maximize shareholder value.

1-2.
The core principles are: (1) Time Value of Money; (2) Compensation for Risk; (3) Don’t Put Your Eggs in One Basket (diversification); (4) Markets are Smart; and (5) No Arbitrage.
Basic Finance Function:

Financing:  Raising money can involve external markets suggesting that all five core principles are relevant as investors seek to diversify, value the security using the time value of money, seek sufficient compensation for risk, and the stock’s price will be fairly valued based upon smart markets with no arbitrage.


Capital Budgeting:  Involves the time value of money, determining whether or not a project is expected to offer adequate compensation for risk, and the firm perhaps seeking to diversify.


Financial Management:  As the question of the appropriate capital structure for the firm involves the financial markets, again, the principles of no arbitrage and smart markets come into play, as well as that of adequate risk compensation.


Corporate Governance:  Again, as this can involve the financial markets in the sense that the stockholders “grade” those who govern the corporation, the principle of smart markets comes into play.


Risk Management:  Risk management can involve diversification, or the principle of not putting all of one’s eggs in a single basket, hedging against risk using derivatives which involve the smart market and no arbitrage principles along with the time value of money principle.

1-3.  

	Advantages of Proprietorships and Partnerships
	Disadvantages

	Easy to form
	Limited life

	Few regulations
	Unlimited liability

	No corporate income taxes
	Hard to raise capital

	Being one’s own boss
	


	Advantages of Corporations
	Disadvantages

	Unlimited life
	Double taxation

	Easy to transfer ownership
	Costly setup

	Limited liability
	Costly periodic reports required

	Easier to raise capital
	


The fact that corporations have limited liability could lead to an agency conflict between stockholders and bondholders.  Stockholders (acting through managers) may be tempted to take on excessively risky projects since they reap all of the benefits when a risky venture succeeds, but bondholders bear much of the losses when it fails.  (If stockholders were liable for the full extent of the firm’s losses, they would have a much greater incentive to limit excessive risk-taking.)
An upstart entrepreneur would most likely begin his or her business as a sole proprietorship.
1-4.
Profit maximization and maximizing shareholder wealth could conflict.  For example, a company could accept very high return (and also very high-risk) projects that do not return enough to compensate for the high risk.  Profits, or net income, are accounting numbers and therefore subject to manipulation.  It would be possible to show positive profits when shareholder wealth was actually being decreased.  The managers of the firm should strive to maximize shareholder wealth.
1-5.
Stakeholders include anyone with an interest in the company, including stockholders.  Stakeholders are also management, employees, the government, the community, suppliers, customers, and lenders.  Stakeholder wealth preservation appears to favor socialism more than capitalism.  Stakeholder wealth—for example, keeping on too many employees for the firm to be efficient—may be preserved at the expense of stockholder wealth.

1-6.
Agency cost or agency conflict refers to any time a decision is made that does not maximize shareholder wealth.  For example, managers may want excessive benefits, such as a fleet of company planes that maximize their person satisfaction, but conflict with maximizing shareholder wealth.  These costs can be minimized by, for example, tying management’s compensation to stock price so they have an incentive to work to maximize the stock price.  Such contracts can be effective if structured properly, although they have been criticized as providing excessive gains to managers when the entire market was rising.

1-7.
Ethics are critical to stockholder wealth maximization.  Unethical behavior can have severe financial consequences to a company.  For example, Arthur Anderson went bankrupt because of its role as a corporate accountant for Enron and its other clients because of the fallout from Enron’s collapse.  For many businesses, reputation is critical to conducting business.  A firm with a reputation for shady dealing will lose value relative to its ethical competitors.

Answers to Problems

1-1.
a.
If the firm is organized as a partnership, operating income will be taxed only once, so investors will receive $500,000 ( (1-0.35) = $325,000. If the firm is organized as a corporation, operating income will be taxed once at the corporate level and again at the personal level, so investors will receive only $500,000 ( (1-0.35)(1-0.15) = $276,250. The “corporate tax wedge” is thus $48,750, or 9.75 percentage points.

b.
Using the pre-2003 tax rates, partnership investors would receive a net $307,000 of operating income, while corporate stockholders would be able to keep only $199,550 of the $500,000 in operating income.*
1-2.
Payoffs to Project #1
	Probability
	Gross

Profit
	Manager’s Flat Pay
	Stockholders Payoff
	Manager’s 10% Payoff
	Stockholders Payoff

	1/3
	$             0
	$300,000
	$ -300,000 
	$          0
	$              0

	1/3
	3,000,000
	300,000
	2,700,000
	300,000
	2,700,000

	1/3
	9,000,000
	300,000
	8,700,000
	900,000
	8,100,000

	Expected Payoff
	$4,000,000
	$300,000
	$3,700,000
	$400,000
	$3,600,000


Payoffs to Project #2

	Probability
	Gross

Profit
	Manager’s Flat Pay
	Stockholders Payoff
	Manager’s 10% Payoff
	Stockholders Payoff

	1/2
	$600,000
	$300,000
	$300,000
	$60,000
	$540,000

	1/2
	900,000
	300,000
	600,000
	90,000
	810,000

	Expected Payoff
	$750,000
	$300,000
	$450,000
	$75,000
	$675,000



a.
Project #1 has the higher expected gross profitand stockholder’s payoff, regardless of the managerial compensation method. If Project #1 is chosen, the manager would prefer the 10% payoff because it provides greater compensation ($400,000 vs. $300,000 flat compensation). 

b.
Technically under a flat compensation arrangement the manager would be indifferent because his or her compensation would be a flat $300,000 in either case. 

c.
Under a profit-sharing arrangement, the manager would prefer Project #1 because it would provide him or her with greater compensation ($400,000 vs. $75,000 for Project #2). 

d.
The profit-sharing arrangement better aligns the interests of the shareholders and manager and provides maximum benefit to both stockholders ($3,600,000 vs. $675,000 for Project #2) and managers ($400,000 vs. $75,000 for Project #2). 

1-3.
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*Note that this solution assumes that the corporation is not re-investing any of its profits, but is distributing all of its profits to shareholders as dividends.
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