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An Overview of Managerial
Finance
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1-1 What 1s Finance?

In simple terms, finance is concerned with decisions
about money. Financial decisions deal with how money
is raised and used by businesses, governments, and in-
dividuals. To make sound financial decisions, you must
understand three general, yet reasonable, concepts. Ev-
erything else equal, (1) more value is preferred to less;
(2) the sooner cash is received, the more valuable it is;
and (3) less risky assets are more valuable than (pre-
ferred to) riskier assets. These concepts are discussed in
detail later in the book. At this point, we can state that
firms that make decisions with these concepts in mind
are able to provide better products to customers at low-
er prices, pay higher salaries to employees, and still pro-
vide greater returns to investors. In general, then, sound
financial management contributes to the well-being of
both individuals and the general population.

Although the emphasis in this book is business
finance, you will discover that the same concepts that
firms apply when making sound business decisions can
be used to make informed decisions relating to personal
finances. For example, consider the decision you might
have to make if you won a state lottery worth $105
million. Which would you choose: a lump-sum pay-
ment of $54 million today or a payment of $3.5 mil-
lion each year for the next 30 years? Which should you
choose? In Chapter 4, we will show the time value of
money techniques that firms use to make business deci-
sions. These same techniques can be used to answer this
and other questions that relate to personal finances.

1-1a General Areas of Finance

The study of finance consists of four interrelated areas:

1.  Financial markets and institutions—Financial institutions,
which include banks, insurance companies, savings
and loans, and credit unions, are an integral part of
the general financial services marketplace. The success
of these organizations requires an understanding of
factors that cause interest rates and other returns in
the financial markets to rise and fall, regulations that
affect such institutions, and various types of financial
instruments, such as mortgages, automobile loans, and
certificates of deposit, that financial institutions offer.

2. Investments—This area of finance focuses on the de-
cisions made by businesses and individuals as they
choose securities for their investment portfolios.
The major functions in the investments area are

2 Part 1: Introduction to Managerial Finance

(a) determining the values, risks, and returns associ-
ated with such financial assets as stocks and bonds
and (b) determining the optimal mix of securities
that should be held in a portfolio of investments.

3. Financial services—Financial services refer to func-
tions provided by organizations that deal with the
management of money. Persons who work in these
organizations, which include banks, insurance com-
panies, brokerage firms, and similar companies,
provide services that help individuals and compa-
nies determine how to invest money to achieve such
goals as home purchase, retirement, financial stabil-
ity and sustainability, budgeting, and so forth.

4. Managerial (business) finance—Managerial finance
deals with decisions that all irms make concerning
their cash flows, including both inflows and outflows.
As a consequence, managerial finance is important in
all types of businesses, whether they are public or
private, and whether they deal with financial services
or the manufacture of products. The duties encoun-
tered in managerial finance range from making deci-
sions about plant expansions to choosing what types
of securities should be issued to finance such expan-
sions. Financial managers also have the responsibility
for deciding the credit terms under which customers
can buy, how much inventory the firm should carry,
how much cash to keep on hand, whether to acquire
other firms (merger analysis), and how much of each
year’s earnings should be paid out as dividends ver-
sus how much should be reinvested in the firm.

Although our concern in this book is primarily with
managerial finance, because all areas of finance are inter-
related, an individual who works in any one area should
have a good understanding of the other areas as well. For

example, a banker lending to a business must have a basic
understanding of managerial finance to judge how well
the borrowing company is operated. The same holds true
for a securities analyst, who must understand how a firm’s
current financial position can affect its future prospects
and thus its stock price. At the same time, corporate fi-
nancial managers need to know what their bankers are
thinking and how investors are likely to judge their corpo-
rations’ performances when establishing their stock prices.

1-1b The Importance of Finance
In Non-Finance Areas

Everyone is exposed to finance concepts almost every day.
For example, when you borrow to buy a car or house,
finance concepts are used to determine the monthly



payments you are required to make. When you retire,
finance concepts are used to determine the amount of
the monthly payments you receive from your retirement
funds. Further, if you want to start your own business, an
understanding of finance concepts is essential for surviv-
al. Thus, even if you do not intend to pursue a career in a
finance-related profession, it is important that you have
some basic understanding of finance concepts. Similarly,
if you pursue a career in finance, it is important that you
have an understanding of other areas in the business, in-
cluding marketing, accounting, production, and so forth,
to make better informed financial decisions.

Let’s consider how finance relates to some of a
business’s non-finance areas that students often study
in college.

1. Management—\When we think of management, we of-
ten think of personnel decisions and employee rela-
tions, strategic planning, and the general operations
of the firm. Strategic planning, which is one of the
most important activities of management, cannot be
accomplished without considering how such plans im-
pact the overall financial well-being of the firm. Such
personnel decisions as setting salaries, hiring new staff,
and paying bonuses must be coordinated with finan-
cial decisions to ensure that needed funds are avail-
able. For these reasons, managers must have at least a
general understanding of financial management con-
cepts to make informed decisions in their areas.

2. Marketing—If you have taken a basic marketing
course, you learned that the four Ps of marketing—
product, price, place, and promotion—determine
the success of products that are manufactured and
sold by companies. Clearly, the price that should be
charged for a product and the amount of advertising

a firm can afford for the product must be determined
in conjunction with financial managers, because the
firm will lose money if the price of the product is
too low or too much is spent on advertising. Co-
ordination of the finance function and the market-
ing function is critical to the success of a company,
especially a small, newly formed firm, because it is
necessary to ensure that sufficient cash is generated
to survive. For these reasons, people in marketing
must understand how marketing decisions affect

and are affected by such issues as funds availability,
inventory levels, and excess plant capacity.

3. Accounting—In many firms (especially small ones), it
is ditficult to distinguish between the finance func-
tion and the accounting function. Because the two
disciplines are closely related, often accountants are

involved in finance decisions and financial manag-
ers are involved in accounting decisions. As our dis-
cussions will show, financial managers rely heavily
on accounting information, because making deci-
sions about the future requires information that ac-
countants provide about the past. As a consequence,

accountants must understand how financial man-
agers use accounting information in planning and
decision making so that it can be provided in an
accurate and timely fashion. Similarly, accountants
must understand how accounting data are viewed
(used) by investors, creditors, and others who are
interested in the firm’s operations.

4. Information Systems—To make sound decisions, fi-
nancial managers rely on accurate information that
is available when needed. The process by which the
delivery of such information is planned, developed,
and implemented is costly, but so are the problems
caused by a lack of good information. Without ap-
propriate information, decisions relating to finance,
management, marketing, and accounting could
prove disastrous. Different types of information re-
quire different information systems, so information
system specialists work with financial managers to
determine what information is needed, how it should
be stored, how it should be delivered, and how man-
aging information affects the profitability of the firm.

5. Economics—Finance and economics are so simi-
lar that some universities offer courses related
to these two subjects in the same functional area
(department). Many tools used to make financial
decisions evolved from theories or models devel-
oped by economists. Perhaps the most noticeable
difference between finance and economics is that
financial managers evaluate information and make
decisions about cash flows associated with a par-
ticular firm or a group of firms, whereas economists
analyze information and forecast changes in activi-
ties associated with entire industries and the econ-
omy as a whole. It is important that financial man-
agers understand economics and that economists
understand finance, because economic activity and
policy impact financial decisions, and vice versa.

Finance will be a part of your life no matter what
career you choose. There will be a number of times
during your life, both in business and in your personal
finances, that you will make finance-related decisions.
Therefore, it is vitally important that you have some
understanding of general finance concepts. There are
financial implications in virtually all business decisions,
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and non-financial executives must know enough fi-
nance to incorporate these implications into their own
specialized analyses. For this reason, every student of
business, regardless of his or her major, should be con-
cerned with finance.

Finance in the Organizational Structure of
the Firm. Although organizational structures vary
from company to company, the chiet financial officer
(CFO), who often has the title of vice president of fi-
nance, generally reports to the president. The financial
vice president’s key subordinates are the treasurer and
the controller. In most firms, the treasurer has direct re-
sponsibility for managing the firm’s cash and marketable
securities, planning how the firm is financed and when
funds are raised, managing risk, and overseeing the cor-
porate pension fund. The treasurer also supervises the
credit manager, the inventory manager, and the director
of capital budgeting, who analyzes decisions related to
investments in fixed assets. The controller is responsible
for the activities of the accounting and tax departments.

1-2 Rlternative Forms of Business

Organization

There are three major forms of business organization
in the United States: (1) proprietorships, (2) partner-
ships, and (3) corporations. In terms of numbers, 70—
75 percent of businesses are operated as proprietor-
ships, 8—10 percent are partnerships, and the remaining
15-20 percentare corporations. Based onthe dollar value
of sales, however, approximately 83 percent of all busi-
ness is conducted by corporations, while the remaining
17 percent is generated by proprietorships (3—4 per-
cent) and partnerships (13-14 percent).! Because most
business is conducted by corporations, we will focus on
that form in this book. However, it is important to un-
derstand the differences among the three major forms
of business, as well as the popular “hybrid” forms of
business that have evolved from these major forms.

1-2a Proprietorship

A proprietorship is an unincorporated business
owned by one individual. Starting a proprietor-

ship 1s fairly
proprietorship An
unincorporated business owned by
one individual.

easy—just be-
gin  business
operations.
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The proprietorship has three important advantages:

1. It 1s easily and inexpensively formed. Not much
“red tape” is involved when starting such a busi-
ness; generally, only licenses required by the state
and the municipality in which the business operates
are needed.

2. It is subject to few government regulations. Large
firms that potentially threaten competition are
much more heavily regulated than small so-called
mom-and-pop businesses.

3. It is taxed like an individual, not like a corporation;
thus, earnings are taxed only once. The double taxa-
tion of dividends is discussed later in the chapter.

The proprietorship also has four important
limitations:

1. The proprietor has unlimited personal liability for
business debts, because any debts of the business are
considered obligations of the sole owner. With un-
limited personal liability, the proprietor (owner) can
potentially lose all of his or her personal assets, even
those assets not invested in the business; thus, losses
can far exceed the money that he or she has invested
in the company. An explanation of this concept is
given later in this chapter.

2. A proprietorship’s life is limited to the time the in-
dividual who created it owns the business. When a
new owner takes over the business, legally the firm
becomes a new proprietorship (even if the name of
the business does not change).

3. Transferring ownership is somewhat difficult. Dis-
posing of the business is similar to selling a house
in that the proprietor must seek out and negotiate
with a potential buyer, which generally takes weeks
or months to complete.

4. It is dithcult for a proprietorship to obtain large
sums of capital because the firm’s financial strength
generally 1s based only on the financial strength of
the sole owner. A proprietorship’s funds are derived
from the owner’s sources of credit, which include
his or her credit cards, access to bank loans, loans
from relatives and friends, and so forth. Unlike cor-
porations, proprietorships cannot raise funds by
issuing stocks and bonds to investors.

'The statistics provided in this section are based on business tax filings reported by the Internal
Revenue Service (IRS), which can be found on the IRS website at http://www.irs.ustreas.gov
[taxstats/.



For these reasons, individual proprietorships are
confined primarily to small business operations. In fact,
only about 1 percent of all proprietorships have assets
that are valued at $1 million or more; nearly 90 percent
have assets valued at $100,000 or less. However, most
businesses start out as proprietorships and then convert
to corporations when their growth causes the disad-
vantages of being a proprietorship—namely, unlimited
personal liability and the inability to raise large sums of
money—to outweigh the advantages.

1-2b Partnership

A partnership is the same as a proprietorship, except
that it has two or more owners. Partnerships can oper-
ate under different degrees of formality, ranging from
informal, oral understandings to formal agreements
filed with the secretary of the state in which the partner-
ship does business. Most legal experts recommend that
partnership agreements be put in writing.

The advantages of a partnership are the same as
those of a proprietorship, except that most partner-
ships have more sources available for raising funds
because there are more owners, with more relatives,
more friends, and more opportunities to raise funds
through credit. Even though they generally have
ogreater capabilities than proprietorships to raise
funds to support growth, partnerships still have ditfi-
culty in attracting substantial amounts of funds. This
is not a major problem for a slow growing business.
However, if a business’ products really catch on and
it needs to raise large amounts of funds to capitalize
on its opportunities, the difficulty of attracting funds
becomes a real drawback. For this reason, growth
companies, such as Microsoft and Dell Computer,
generally begin life as proprietorships or partner-
ships, but at some point find it necessary to convert
to corporations.

Under partnership law, each partner is liable for the
debts of the business. Therefore, if any partner is unable
to meet his or her pro rata claim in the event the part-
nership goes bankrupt, the remaining partners must
make good on the unsatisfied claims, drawing on their
personal assets if necessary. Thus, the business-related
activities of any of the firm’s partners can bring ruin to
the other partners, even though those partners are not
direct parties to such activities.

“In the case of small corporations, the limited liability feature is often a fiction because bankers
and credit managers frequently require personal guarantees from the stockholders of small,
weak corporations.

1-2c Gorporation

A corporation is a legal entity created by a state,
which means that a corporation has the legal author-
ity to act like a person when conducting business.
It is separate and distinct from its owners and man-
agers. This separateness gives the corporation four
major advantages:

1. A corporation offers its owners limited liability. To
illustrate the concept of limited liability, suppose
you invested $10,000 to become a partner in a
business formed as a partnership that subsequently
went bankrupt, owing creditors $1 million. Because
the owners are liable for the debts of a partnership,
as a partner you would be assessed for a share of
the company’s debt; you could even be held liable
for the entire $1 million if your partners could not
pay their shares. This is the danger of unlimited li-
ability. On the other hand, if you invested $10,000
in the stock of a corporation that then went bank-
rupt, your potential loss on the investment would
be limited to your $10,000 investment.?

2. Ownership interests can be divided into shares
of stock, which can be transferred far more easily
than can proprietorship or partnership interests.
Shares of stock can be bought and sold in minutes,
whereas interests in proprietorships and partner-
ships generally cannot.

3. A corporation can continue after its original owners
and managers no longer have a relationship with
the business; thus it 1s said to have unlimited life.
The life of a corporation is based on the longevity
of its stock, not the longevity of those who own the
stock (the owners).

4. The first three factors—Ilimited liability, easy trans-
ferability of ownership interest, and unlimited
life—make it much easier for corporations than for
proprietorships or partnerships to raise money in
the financial markets. In addition, corporations can
issue stocks and bonds to raise funds, whereas pro-
prietorships and partnerships cannot.

Even though the corporate form of business of-
fers significant advan-
tages oOver propri-
etorships and part-
nerships, it does
have two major

partnership An unincorporated
business owned by two or more persons.

corporation A legal entity created by a state,
separate and distinct from its owners and managers,
having unlimited life, easy transferability of ownership,
and limited liability.

disadvantages:
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1. Setting up a corporation, as well as periodic filings
of required state and federal reports, is more com-
plex and time-consuming than for a proprietorship
or a partnership. When a corporation is created,
(a) a corporate charter, which provides general in-
formation, including the name of the corporation,
types of activities it will pursue, amount of stock
that initially will be issued, and so forth, must be
filed with the secretary of the state in which the firm
incorporates; and (b) a set of rules, called bylaws,
that specify how the corporation will be governed
must be drawn up by the founder.

2. Because the earnings of the corporation are taxed at
the corporate level and then any earnings paid out as
dividends are again taxed as income to stockholders,
corporate earnings are subject to double taxation.’

1-2d Hybrid Forms of Business:
LLP, LLG, and S Corporation

Alternative business forms that include some of the
advantages, and avoid some of the disadvantages, of
the three major forms of business have evolved over
time. These alternative forms of business combine
some characteristics of proprietorships and partner-
ships with some characteristics of corporations. In
this section, we provide a briet description of three
popular hybrid business forms that exist today.

LimitedLiabilityPartnership (LLP). In the
earlier discussion of a part-
nership, we described the
form of business that is
referred to as a general
partnership, wherein

corporate charter A document
filed with the secretary of the state in
which a business is incorporated that
provides information about the company,
including its name, address, directors, and
amount of capital stock.

each partner is per-
sonally liable for
any of the debts of
the business. It is

bylaws A set of rules drawn up by the

founders of the corporation that indicates how the
company is to be governed; includes procedures for possible to limit
electing directors, rights of stockholders, and how to the liability

change the bylaws when necessary. faced by some

of the partners
by establishing
a limited liabil-
ity partnership
(LLP). The legal
aspects of LLPs
vary from state

limited liability partnership (LLP)
A partnership wherein at least one partner is
designated as a general partner with unlimited
personal financial liability, and the other partners
are limited partners whose liability is limited to
amounts they invest in the firm.

limited liability company (LLC) Offers
the limited personal liability associated with a
corporation; however, the company’s income is taxed
like that of a partnership.

to state. Even
so, an LLP
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generally will be set up as one of two forms. In some
states an LLP can be established that permits persons
to invest in partnerships without exposure to the per-
sonal liability that general partners face. With this
type of LLP, at least one partner is designated a gen-
eral partner and the others are limited partners. The
general partners remain fully personally liable for all
business debts, whereas the limited partners are li-
able only for the amounts they have invested in the
business. Only the general partners can participate
in the management of the business. In other states,
all partners in an LLP are fully liable for the general
debts of the business, but an individual partner is not
liable for the negligence, irresponsibility, or similar
acts committed by any other partner (t
liability). Some states require LLPs to file partnership

hus the limited

agreements with the secretary of state, whereas other
states do not.

Limited Liability Company (LLC). A limited li-
ability company (LLC) is a relatively new business form
that has become popular during the past couple of
decades; it combines features of a corporation and a
partnership. An LLC offers the limited personal liabil-
ity associated with a corporation, but the company
can choose to be taxed as either a corporation or as
a partnership. If an LLC is taxed like a partnership,
income is said to pass through to the owners, so that
it is taxed only once. The structure of the LLC is fairly
flexible; owners generally can divide liability, manage-
ment responsibilities, ownership shares, and control
of the business any way they please. In addition, LLC
owners, which are called “members,” can be individu-
als or other businesses. Unlike a partnership, an LLC
can have a single owner. As with a corporation, legal
paperwork, which 1s termed articles of organization,
must be filed with the state in which the business is set
up, and there are certain financial reporting require-
ments after the formation of an LLC. Because LLCs
are created by state laws, which vary considerably,
there can be substantial differences between how an
LLC can be formed in one state versus another state.
As this type of business organization becomes more
widespread, state regulation most likely will become
more uniform.

*There was a push in Congress in 2003 to eliminate the double taxation of dividends by either
treating dividends paid by corporations the same as interest—that is, making them a tax-
deductible expense—or allowing dividends to be tax exempt to stockholders. Congress passed
neither; instead, the tax on dividends received by investors was reduced from the ordinary tax
rate to the capital gains rate.



S Corporation. A domestic corporation that has
no more than 100 stockholders and only one type
of stock outstanding can elect to file taxes as an
S corporation. If a corporation elects the S corporation
status, then its income is taxed the same as income
earned by proprietorships and partnerships; that
is, income passes through the company to the owners
so that it is taxed only once. The major differences
between an S corporation and an LLC are that an
LLC can have more than 100 stockholders (members)
and more than one type of stock (membership
interest).

For the following reasons, the value of any business,
other than a very small concern, probably will be maxi-
mized if it is organized as a corporation:

1. Limited liability reduces the risks borne by inves-
tors. All else equal, the lower the firm’s risk, the
higher its market value.

2. A furm’s current value is related to its future growth
opportunities, and corporations can more easily
attract funds to take advantage of growth oppor-
tunities than can unincorporated businesses (only
corporations can issue stocks and bonds to raise

funds).

3. Corporate ownership can be transferred more easily
than ownership of either a proprietorship or a part-
nership. Therefore, all else equal, investors would
be willing to pay more for a corporation than for
a proprietorship or partnership, which means that
the corporate form of organization can enhance the
value of a business.

Most firms are managed with value maximization
in mind, and this, in turn, has caused most large busi-
nesses to be organized as corporations.

1-3 IWhat Goal(s) Should
Businesses Pursue?

Depending on the form of business, one firm’s major
goals might differ somewhat from another firm’s major
goals. But, in general, every business owner wants the
value of his or her investment in the firm to increase.
The owner of a proprietorship has direct control over
his or her investment in the company, because it 1s the
proprietor who owns and runs the business. As a result,

a proprietor might choose to work three days per week
and play golf or fish the rest of the week as long as the
business remains successful and he or she is satisfied
living this type of life. On the other hand, the owners
(stockholders) of a large corporation have very little
control over their investments because they generally
do not run the business. Because they are not involved
in the day-to-day decisions, these stockholders expect
that the managers who run the business do so with the
best interests of the owners in mind.

Investors purchase the stock of a corporation
because they expect to earn an acceptable return on the
money they invest. Because we know investors want to
increase their wealth positions as much as possible, all
else equal, it follows that managers should behave in
a manner that is consistent with enhancing the firm’s
value. For this reason, throughout this book we oper-
ate on the assumption that management’s primary goal
is stockholder wealth maximization, which, as we will
see, translates into maximizing the value of the firm as
measured by the price of its common stock. Firms do,
of course, have other objectives. In particular, manag-
ers who make the actual decisions are also interested
in their own personal satisfaction, in their employees’
welfare, and in the good of the community and of soci-
ety at large. Still, stock price maximization is the most
important goal of most corporations.

If a firm attempts to maximize its stock price,
is this good or is this bad for society? In general, it
is good. Aside from such illegal actions as attempting
to form monopolies, violating safety codes, and fail-
ing to meet pollution control requirements, the same
actions that maximize stock prices also benefit society.
First, note that stock price maximization requires
etficient, low-cost plants that produce high-quality
goods and services that are sold at the lowest possible
prices. Second, stock price maximization requires the
development of products that consumers want and
need, so the profit motive leads to new technology,
to new products, and to new jobs. Finally, stock price
maximization necessitates efficient and courteous ser-
vice, adequate stocks
of merchandise, and
well located busi-
ness establish-
ments. These
factors are taxed once.

stockholder wealth maximization The
appropriate goal for management decisions; considers
the risk and timing associated with expected cash flows
to maximize the price of the firm’s common stock.

S corporation A corporation with no

more than 100 stockholders that elects to

be taxed in the same way as proprietorships
and partnerships, so that business income is only

necessary to
maintain a
customer base
that generates
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sustainable profits. Therefore, most actions that help a
firm increase the price of its stock also are beneficial to
society at large. This is why profit-motivated, free-en-
terprise economies have been so much more successful
than socialistic and communistic economic systems.
Because managerial finance plays a crucial role in the
operation of successful firms and because successful
firms are necessary for a healthy, productive economy,
it is easy to see why finance is important from a social
standpoint.*

1-3a Managerial Actions to Maximize
ohareholder Wealth

How do we measure value, and what types of actions
can management take to maximize value? Although
we will discuss valuation in much greater detail later
in the book, we introduce the concept of value here
to give you an indication of how management can af-
fect the price of a company’s stock. First, the value of
any investment, such as a stock, is based on the cash
flows the asset is expected to generate during its life.
Second, investors prefer to receive
a particular cash flow sooner

rather than later. And, third,
investors generally are risk

S

averse, which means they
are willing to pay more
for investments with
more certain future cash
flows than for
ments with less certain,

invest-

. . . a S
or riskier, cash flows, everything e upjg

f'lrnag es

else equal. For these reasons, we know that
managers can increase the value of a firm by making
decisions that increase the firm’s expected future cash
flows, generate the expected cash flows sooner, in-
crease the certainty of the expected cash flows, or pro-
duce any combination of these actions.

The financial manager makes decisions about the
expected cash flows of the firm, which include decisions
about how much and what types of debt and equity
should be used to finance the firm (capital structure de-
cisions); what types of assets should be purchased to
help generate expected cash flows (capital budgeting de-
cisions); and what to do with net cash flows generated
by the firm—reinvest them in the firm or pay dividends
(dividend policy deci-

sions). Each of
these topics will
be addressed in

value The present, or current, value
of the cash flows that an asset is expected
to generate in the future.
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detail later in the book. But, at this point, it should be
clear that the decisions financial managers make can
significantly affect a firm’s value, because they atfect the
amount, timing, and riskiness of the cash flows the firm

produces.

Although managerial actions atfect the value of
a firm’s stock, external factors also influence stock
prices. Included among these factors are legal con-
straints, the general level of economic activity, tax
laws, and conditions in the financial markets. Based
on both internal and external constraints, manage-
ment makes a set of long-run strategic policy deci-
sions that chart a future course for the firm. These
policy decisions, along with the general level of eco-
nomic activity and government regulations and rules
(for instance, tax payments), influence the firm’s ex-
pected cash flows, the timing of these cash flows, as
well as their eventual transfer to stockholders in the
form of dividends, and the degree of risk inherent in
the expected cash flows.

Figure 1.1 diagrams the general relationships in-
volved in the valuation process. As you can see, and as
we will discuss in much greater detail throughout the
book, a firm’s value is ultimately a function of the cash
flows it is expected to generate in the future and the
rate of return at which investors are willing
to provide funds to the firm for the

purposes of financing operations
and growth. Many factors, includ-
ing conditions in the economy and
financial markets, the competitive
environment, and the general oper-
ations of the firm, affect the determi-
nation of the expected cash flows and
the rates people demand when investing
their funds. As we progress through the
book, we will discuss these and other factors that at-
fect a firm’s value. For now, however, it is important to
know that when we refer to value, we mean the worth
of the expected future cash flows restated in current
dollars—that is, the present (current) value of the fu-
ture cash flows.

*People sometimes arque that firms, in their efforts to raise profits and stock prices,
increase product prices and gouge the public. In a reasonably competitive economy, which
exists in the United States, prices are constrained by competition and consumer resistance.
If a firm raises its prices beyond reasonable levels, it will simply lose its market share.

Of course, firms want to earn more, and they constantly try to cut costs or develop new
products in an attempt to earn above-normal profits. Note, though, that if they are indeed
successful and do earn above-normal profits, those very profits will attract competition
that will eventually drive prices down so that normal profits are generated; again, the main
long-term beneficiary is the consumer.
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1-3b Should Earnings per Share
(EPS) Be Maximized?

Will profit maximization also result in stock price
maximization? In answering this question, we introduce
the concept of earnings per share (EPS), which equals net
income (NI) divided by the number of outstanding shares
of common stock (Shares)—that is, EPS = NI/Shares.
Many investors use EPS to gauge the value of a stock.
A primary reason EPS receives so much attention is the
belief that net income, and thus EPS, can be used as a
barometer for measuring the firm’s potential for gen-
erating future cash flows. Although current earnings
and cash flows are generally highly correlated, as men-
tioned earlier, a firm’s value is determined by the cash
flows it is expected to generate in the future, as well
as the risk associated with those expected cash flows.
Thus, financial managers who attempt to maximize
earnings might not maximize value, because earnings
maximization is a shortsighted goal. Most managers
who focus solely on earnings do not consider the im-
pact that maximizing earnings in the current period
has on either future earnings (timing) or the firm’s fu-
ture risk position.

N\

First, consider the timing of the earnings. Suppose
Xerox has a project that will cause earnings per share
to rise by $0.20 per year for five years, or $1 in total,
whereas another project would have no etfect on earn-
ings for four years but would increase EPS by $1.25 in
the fifth year. Which project is better? In other words,
is $0.20 per year for five years better or worse than
$1.25 in Year 5? The answer depends on which project
contributes the most to the value of the firm, which in
turn depends on the time value of money to investors.
Thus, timing is an important reason to concentrate on
wealth as measured by the price of the stock rather than
on earnings alone.

Second, consider risk. Suppose one project is ex-
pected to increase EPS by $1, while another is expected
to increase earnings by $1.20 per share. The first proj-
ect is not very risky. If it is undertaken, earnings will
almost certainly rise by approximately $1 per share.
However, the other project is quite risky. Although our
best guess is that earnings will rise by $1.20 per share,
we must recognize the possibility that there might be no
increase whatsoever or that the firm might even suffer a
loss. Depending on how averse stockholders are to risk,
the first project might be preferable to the second.
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In many instances, firms have taken actions that
increased earnings per share, yet the stock price de-
creased because investors believed that either the higher
earnings would not be sustained in the future or the risk
level of the firm would be increased substantially. Of
course, the opposite etfect has been observed as well. We
see, then, that the firm’s stock price, and thus its value,
is dependent on (1) the cash flows the firm is expected
to provide in the future, (2) when those cash flows are
expected to occur, and (3) the risk associated with those
cash flows. As we proceed through the book, you will
discover that every significant corporate decision should
be analyzed in terms of these tactors and their effects on
the firm’s value, and hence the price of its stock.

1-3c Managers’ Roles as Agents
of Stockholders

Because they generally are not involved in day-to-day
operations, stockholders of large corporations “permit”
(empower) the executives to make decisions about how
the firms are run. Of course, the stockholders want the
managers to make decisions that are consistent with the
goal of wealth maximization. However, managers’ inter-
ests can potentially conflict with stockholders’ interests.

An agency relationship exists when one or more
individuals, who are called the principals, hire anoth-
er person, the agent, to perform a service and delegate
decision-making authority to that agent. If a firm is a
proprietorship, there is no agency relationship because
the owner—manager operates the business in a fashion
that will improve his or her own welfare, with weltare
measured in the form of increased personal wealth, more
leisure, or perquisites.” However, if the owner-manager
incorporates and sells some of the firm’s stock to outsid-
ers, potential conflicts of interest immediately arise. For
example, the owner-manager (agent) might now decide
not to work as hard to maximize shareholder (principals’)
wealth because less of the firm’s wealth will go to him or
her, or he or she might decide to take a higher salary or
enjoy more perquisites because part of those costs will
fall on the outside stockholders. This potential conflict be-
tween two parties—the principals (outside shareholders)
and the agents (managers)—is an agency problem.

The potential for agency problemsis greatest in large
corporations with widely dispersed ownership—for

example, IBM and Gen-

agency problem A potential eral Motors—Dbe-
conflict of interest between outside

shareholders (owners) and managers who
make decisions about how to operate the firm.

cause individual
stockholders
own extremely
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small proportions of the companies and managers
have little, if any, of their own wealth tied up in these
companies. For this reason, managers might be more
concerned about pursuing their own agendas, such as
increased job security, higher salaries, or more power,
than about maximizing shareholder wealth.
Mechanisms used by large corporations to motivate
managers to act in the shareholders’ best interests include:

1. Managerial compensation (incentives)—A common
method used to motivate managers to operate in a
manner consistent with stock price maximization
is to tle managers’ compensation to the company’s
performance. Such compensation packages should
be developed so that managers are rewarded on the
basis of the firm’s performance over a long period of
time, not on its performance in any particular year.
For example, a company might implement a com-
pensation plan where managers earn 100 percent
of a specified reward when the company achieves
a targeted growth rate. If the performance is above
the target, higher rewards can be earned, whereas
managers receive lower rewards when performance
is below the target. Often the reward that manag-
ers receive is the stock of the company. If managers
own stock in the company, they are motivated to
make decisions that will increase the firm’s value
and thus the value of the stock they own.

All incentive compensation plans should be
designed to accomplish two things: (1) Provide in-
ducements to executives to act on those factors un-
der their control in a manner that will contribute to

stock price maximization. (2) Attract and retain top-
level executives. Well-designed plans can accomplish
both goals.

2. Shareholder intervention—More than 25 percent of
the individuals in the United States invest directly
in stocks. Along with such institutional stockhold-
ers as pension funds and mutual funds, individual
stockholders often “flex their muscles” to ensure
that firms pursue goals that are in the best interests
of shareholders rather than of the managers (where
conflicts might arise). In addition, many institu-
tional investors routinely monitor top corporations
to ensure that managers pursue the goal of wealth
maximization. When it is determined that action
is needed to realign management decisions with
the interests of investors, these institutional inves-
tors exercise their influence by suggesting possible

>Perquisites (or “perks”) are executive fringe benefits, such as luxurious offices, use of corporate
planes and yachts, personal assistants, and general use of business assets for personal purposes.



remedies to management or by sponsoring propos-
als that must be voted on by stockholders at the an-
nual meeting. Stockholder sponsored proposals are
not binding, but the results of the votes are noticed
by corporate management.

In situations where large blocks of the stock
are owned by a relatively few large institutions that
have enough clout to influence a firm’s operations,
these institutional owners often have enough voting
power to overthrow management teams that do not
act in the best interests of stockholders. Examples of
major corporations whose managements have been
ousted in past years include Coca-Cola, General
Motors, and United Airlines.

3. Threat of takeover—Hostile takeovers, instances In
which management does not want the firm to be
taken over, are most likely to occur when a firm’s
stock is undervalued relative to its potential, which
often is caused by inefficient operations that result
from poor management. In a hostile takeover, the
managers of the acquired firm generally are fired,
and those who stay on typically lose the power they
had prior to the acquisition. Thus, to avoid takeover
threats, managers have a strong incentive to take ac-
tions that maximize stock prices.

Because wealth maximization is a long-term goal
rather than a short-term goal, management must be able
to convey to stockholders that their best interests are be-
ing pursued. As you proceed through this book, you will
discover that many factors affect the value of a stock,
which make it difficult to determine precisely when man-
agement is acting in the stockholders’ best interests. How-
ever, a firm’s management team will find it ditficult to fool
investors, both in general and for a long period, because
stockholders can generally determine which major deci-
sions increase value and which ones decrease value.

1-4 What Roles do Ethics and
Governance Play in Business
Success?

In the previous section, we explained how the man-
agers of a firm, who act as the agents of the owners,
should make decisions that are in the best interests of
the firm’s investors. Would you consider it unethical
for managers to act in their own best interests rather

than the best interests of the owners? Would you invest
in a firm that espoused unethical practices or had no di-
rection about how the company’s day-to-day operations
should be handled? Probably not. In this section, we dis-
cuss business ethics and corporate governance, and the
roles each of these concepts play in successful businesses.

1-4a Business Ethics

The word ethics can be defined as “moral behavior” or
“standards of conduct.” Business ethics can be thought of
as a company’s attitude and conduct toward its employees,
customers, community, and stockholders. High standards
of ethical behavior demand that a firm treat each party it
deals with in a fair and honest manner. A firm’s commit-
ment to business ethics can be measured by the tendency
of the firm and its employees to adhere to laws and regu-
lations relating to such factors as product safety and qual-
ity, fair employment practices, fair marketing and selling
practices, the use of confidential information for personal
gain, community involvement, bribery, and illegal pay-
ments to foreign governments to obtain business.

Although most firms have policies that espouse
ethical business conduct, there are many instances
of large corporations that have engaged in unethical
behavior. Companies such as Arthur Andersen, Enron,
and WorldCom MCI have fallen or been changed signifi-
cantly as the result of unethical, and sometimes illegal,
practices. In some cases, employees (generally top man-
agement) have been sentenced to prison for illegal actions
that resulted from unethical behavior. Not long ago, the
number of high-profile instances in which unethical be-
havior provided substantial gains for executives at the
expense of stockholders’ positions increased to the point
where public outcry resulted in legislation aimed at ar-
resting the apparent tide of unethical behavior in the cor-
porate world. A major reason for the legislation was that
accounting scandals caused the public to be skeptical of
accounting and financial information reported by large
U.S. corporations. Simply put, the public no longer trust-
ed what managers said. Investors felt that executives were
pursuing interests that too often resulted in large gains for
themselves and large losses for stockholders. As a result,
Congress passed the

Sarbanes-Oxley  Act
of 2002.

The 11 sec-
tions (titles) in the
Sarbanes-Oxley
Act of 2002 es-
tablish standards

hostile takeover The acquisition
of a company over the opposition of its
management.

business ethics A company’s attitude and
conduct toward its stakeholders (employees, customers,
stockholders, and community). Ethical behavior
requires fair and honest treatment of all parties.
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for accountability and responsibility in reporting financial
information for publicly traded corporations. The act pro-
vides that a corporation must (1) have a committee that
consists of outside directors to oversee the firm’s audits,
(2) hire an external auditing firm that will render an unbi-
ased (independent) opinion concerning the firm’s financial
statements, and (3) provide additional information about
the procedures used to construct and report financial state-
ments. In addition, the firm’s chief executive otficer (CEO)
and CFO must certify financial reports that are submitted
to the Securities and Exchange Commission. The act also
stiffens the criminal penalties that can be imposed for pro-
ducing fraudulent financial information and gives regula-
tory bodies greater authority to prosecute such actions.
Despite the recent decline in investor trust of fi-
nancial reporting by corporations, the executives of
most major firms in the United States believe their firms
should, and do, try to maintain high ethical standards
in all of their business dealings. Further, most executives
believe that there is a positive correlation between eth-
ics and long-run profitability because ethical behavior
(1) prevents fines and legal expenses, (2) builds public
trust, (3) attracts business from customers who appreciate
and support ethical policies, (4) attracts and keeps employ-
ees of the highest caliber, and (5) supports the economic
viability of the communities where these firms operate.
Today most large firms have in place strong codes
of ethical behavior, and they conduct training programs
designed to ensure that all employees understand what
the correct behavior is in different business situations. It
is imperative that executives and top management—the
company’s chairman, president, and vice presidents—be
openly committed to ethical behavior and that they com-
municate this commitment through their own personal ac-
tions as well as through company policies, directives, and
punishment/reward systems. Investors expect nothing less.

1-4b Gorporate Governance

The term corporate governance has become a regu-
lar part of business vocabulary. As a result of the
scandals uncovered at
Arthur Andersen, En-
ron, WorldCom, and
many other compa-
nies, stockholders,
managers, and
Congress have

corporate governance

Deals with the set of rules that a firm
follows when conducting business; these
rules identify who is accountable for major
financial decisions.

stakeholders Those who are associated with a
business, including managers, employees, customers,
suppliers, creditors, stockholders, and other parties
with an interest in the firm’s well-being.

become  quite
concerned with
how firms are
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operated. Corporate governance deals with the set of rules
that a firm follows when conducting business. These rules
provide the “road map” that managers follow to pursue
the various goals of the firm, including maximizing its
stock price. It is important for a firm to clearly specify its
corporate governance structure so that individuals and en-
tities that have an interest in the well-being of the business
understand how their interests will be pursued. A good
corporate governance structure should provide those who
have a relationship with a firm with an understanding of
how executives run the business and who is accountable
for important decisions. As a result of the Sarbanes-Oxley
Act of 2002 and increased stockholder pressure, most firms
carefully write their corporate governance policies so that
all stakeholders—managers, stockholders, creditors, cus-
tomers, suppliers, and employees—Dbetter understand their
rights and responsibilities.® In addition, from our previous
discussions, it should be clear that maximizing shareholder
wealth requires the fair treatment of all stakeholders.
Studies show firms that practice good corporate
governance generate higher returns to stockholders than
those that don’t have good governance policies. Good
corporate governance includes a board of directors
with members who are independent of the company’s
management. An independent board generally serves as
a checks-and-balances system that monitors important
management decisions, including executive compensa-
tion. It has also been shown that firms that develop gov-
ernance structures that make it easier to identify and
correct accounting problems and potentially unethical
or fraudulent practices perform better than firms that
have poor governance policies (internal controls).”

1-5 Forms of Businesses
in Other Countries

Large U.S. corporations can best be described as “open”
companies because they are publicly traded organiza-
tions that, for the most part, are independent of each
other and of the government. While most developed

“Broadly speaking, the term stakeholders should include the environment in which we live and do
business. It should be apparent that a firm cannot survive—that is, remain sustainable—unless
it treats both human stakeholders and environmental stakeholders fairly. A firm that destroys
either the trust of its employees, customers, and shareholders, or the environment in which it
operates, destroys itself.

'See, for example, Reshma Kapadia, “Stocks Reward Firms” Good Behavior,” The Wall Street
Journal Online, March 18, 2006, and David Reilly, “Checks on Internal Controls Pay Off," The Wall
Street Journal, May 8, 2006, (3.



countries with free economies have business orga-
nizations that are similar to U.S. corporations, some
differences exist relating to ownership structure and
management of operations. Although a comprehensive
discussion is beyond the scope of this book, this sec-
tion provides some examples of differences between
U.S. companies and non-U.S. companies.

Firms in most developed economies, such as cor-
porations in the United States, offer equities with lim-
ited liability to stockholders that can be traded in do-
mestic financial markets. However, such firms are not
always called corporations. For instance, a comparable
firm in England is called a public limited company, or
PLC, while in Germany it is known as an Aktiengesell-
schaft, or AG. In Mexico, Spain, and Latin America,
such a company is called a Sociedad Anonima, or SA.
Some of these firms are publicly traded, whereas others
are privately held.

Like corporations in the United States, most large
companies in England and Canada are open, which
means their stocks are widely dispersed among a
large number of different investors, both individu-
als and institutions. On the other hand, in much of
continental Europe, stock ownership is more concen-
trated; major investor groups include families, banks,
and other corporations. In Germany and France, for
instance, other domestic companies represent the
primary group of shareholders, followed by families.
Although banks in these countries do not hold large
numbers of shares of stock, they can greatly influence
companies because many shareholders assign banks
their proxy votes for the directors of the companies.
In addition, often the family unit has concentrated
ownership and thus represents a major influence in
many large companies in developed countries such
as these. The ownership structures of these firms and
many other large non-U.S. companies often are con-
centrated in the hands of a relatively few investors or
investment groups. Such firms are considered closed
because shares of stock often are not publicly traded,
relatively few individuals or groups own the stock,
and major stockholders generally are involved in the
firms’ daily operations.

The primary reason non-U.S. firms are likely to be
more closed, and thus have more concentrated owner-
ship, than U.S. firms results from the universal banking
relationships that exist outside the United States. Fi-
nancial institutions in other countries generally are less
regulated than in the United States, which means for-
eign banks can provide businesses with a greater variety
of services than U.S. banks can, including short-term

loans, long-term financing, and even stock ownership.
As a result, non-U.S. firms tend to have close relation-
ships with individual banking organizations that also
might take ownership positions in the companies. What
this means is that banks in countries like Germany can
meet the financing needs of family-owned businesses,
even if they are very large. Therefore, such companies do
not need to go public, and thus relinquish control in or-
der to finance additional growth. The opposite is true in
the United States, where large firms do not have compa-
rable “one-stop” financing outlets. Hence, their growth
generally must be financed by bringing in outside own-
ers, which results in more widely dispersed ownership.
In some parts of the world, firms belong to
industrial groups, which are organizations composed

of companies in different industries that have com-
mon ownership interests and, in some instances, shared
management. Firms in an industrial group are linked by
a major lender, typically a bank, which often also has
a significant ownership interest, along with other firms
in the group. The objective of an industrial group is to
create an organization that ties together all the func-
tions of production and sales from start to finish by
including firms that provide the materials and services
required to manufacture and sell the group’s products.
Thus, an industrial group encompasses firms involved in
manufacturing, financing, marketing, and distribution
of products: suppliers of raw materials, production or-
ganizations, retail stores, and creditors. A portion of the
stocks of firms that are members of an industrial group
might be traded publicly, but the lead company, which
is typically a major creditor, controls the management
of the entire group. Industrial groups are most promi-
nent in Asian countries. In Japan, an industrial group 1is
called a keiretsu, while it 1s called a chaebol in Korea.
Well-known keiretsus include Mitsubishi, Toshiba, and
Toyota, while Hyundai probably is the most recogniz-
able chaebol. The success of industrial groups in Japan
and Korea has inspired the formation of similar orga-
nizations in developing countries in Latin America and
Africa as well as in other parts of Asia.

The differences in
ownership  concen-
tration of non-U.S.
firms might cause
the behavior of
managers, and

proxy votes Voting power that is
assigned to another party, such as another
stockholder or institution.

industrial groups Organizations of
companies in different industries with common
ownership interests, which include firms necessary
to manufacture and sell products; networks of
manufacturers, suppliers, marketing organizations,
distributors, retailers, and creditors.

thus the goals
they pursue, to
differ. For in-

stance, often it
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is argued that the greater concentration of ownership
of non-U.S. firms permits managers to focus more on
long-term objectives, especially wealth maximization,
than on short-term earnings, because these firms have
easier access to credit in times of financial difficulty. In
other words, creditors who also are owners generally
have greater interest in supporting both short-term and
long-term survival. On the other hand, it also has been
argued that the ownership structures of non-U.S. firms
create an environment where it is ditficult to change
managers, especially if they are significant stockhold-
ers. Such entrenchment could be detrimental to firms if
management is inefficient. Whether the ownership struc-
ture of non-U.S. firms is an advantage or a disadvantage
is debatable. What we do know is that the greater con-
centration of ownership in non-U.S. firms permits greater
monitoring and control by individuals or groups than do
the more dispersed ownership structures of U.S. firms.

1-5a Multinational Corporations

Large firms, both in the United States and in other coun-
tries, generally do not operate in a single country; rather,
they conduct business throughout the world. Because
large multinational companies are involved in all phases
of the production process, from extraction of raw ma-
terials, through the manufacturing process, to distribu-
tion to consumers throughout the world, managers of
such firms face a wide range of issues that are not pres-
ent when a company operates in a single country.

U.S. and foreign companies “go international” for
the following major reasons:

1. Toseek new markets—After a company has saturated
its home market, growth opportunities often are bet-
ter in foreign markets. As a result, such homegrown
firms as Coca-Cola and McDonald’s have aggres-
sively expanded into overseas markets, and foreign
firms such as Sony and Toshiba are major competi-
tors in the U.S. consumer electronics market.

2. To seek raw materials—Many U.S. oil companies,
such as ExxonMobil, have major subsidiaries
around the world to ensure that they have contin-
ued access to the basic resources needed to sustain
their primary lines of business.

3. To seek new technology—No single nation holds
a commanding advantage in all technologies, so

companies scour the
multinational companies
Firms that operate in two or more

countries.

globe for lead-
ing scientific and
design ideas. For
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example, Xerox has introduced more than 80 dif-
ferent office copiers in the United States that were
engineered and built by its Japanese joint venture,
Fuj1 Xerox.

To seek production efficiency—Companies in countries
where production costs are high tend to shift pro-
duction to low-cost countries. The ability to shift
production from country to country has important
implications for labor costs in all countries. For ex-
ample, when Xerox threatened to move its copier
rebuilding work to Mexico, its union in Rochester,
New York, agreed to work rule and productivity
improvements that kept the operation in the United
States.

To avoid political and regulatory hurdles—Many years
ago, Japanese auto companies moved production to
the United States to get around U.S. import quo-
tas. Now, Honda, Nissan, and Toyota all assemble
automobiles or trucks in the United States. Simi-
larly, one of the factors that prompted U.S. phar-
maceutical maker SmithKline and U.K. drug com-
pany Beecham to merge in 1989 was the desire to

PhotoLink/Getty Images



avoid licensing and regulatory delays in their largest
markets. Now, GlaxoSmithKline, as the company is
known, can identify itself as an inside player in both
Europe and the United States.

The substantial growth that has occurred in
multinational business during the past few decades
has created an increasing degree of mutual influence
and interdependence among business enterprises and
nations, to which the United States i1s not immune. Po-
litical and social developments that influence the world
economy also influence U.S. businesses and financial
markets.

1-5b Multinational UYersus Domestic
Managerial Finance

In theory, the concepts and procedures discussed in the
remaining chapters of this book are valid for both do-
mestic and multinational operations. However, several
problems associated with the international environment
increase the complexity of the manager’s task in a mul-
tinational corporation, and they often force the man-
ager to change the way alternative courses of action are
evaluated and compared. Six major factors distinguish
managerial finance as practiced by firms operating
entirely within a single country from management by
firms that operate in several different countries:

1. Different currency denominations—Cash flows in vari-
ous parts of a multinational corporate system often
are denominated in different currencies. Hence, an
analysis of exchange rates and the effects of fluctuat-
ing currency values must be included in all multina-
tional financial analyses.

2. Economic and legal ramifications—Each country in
which the firm operates has its own political and
economic Institutions, and institutional differences
among countries can cause significant problems
when a firm tries to coordinate and control the
worldwide operations of its subsidiaries. For ex-
ample, differences in tax laws among countries can
cause after-tax consequences that differ substan-
tially depending on where a transaction occurs. In
addition, ditferences in legal systems of host nations
complicate many matters, from the simple record-
ing of a business transaction to the role played by
the judiciary in resolving conflicts. Such differences
can restrict multinational corporations’ flexibility
to deploy resources as they wish, and can even make
procedures illegal in one part of the company that

are required in another part. These differences also
make it difficult for executives trained in one coun-
try to operate etfectively in another.

Language differences—The ability to communicate
is critical in all business transactions. Persons
born and educated in the United States often are
at a disadvantage because they generally are fluent
only in English, whereas European and Asian busi-
nesspeople usually are fluent in several languages,
including English. As a result, it is often easier for
international companies to invade U.S. markets
than it is for American firms to penetrate interna-
tional markets.

Cultural differences—Even within geographic re-
gions long considered fairly homogeneous, differ-
ent countries have distinctive cultural heritages that
shape values and influence the role of business in
the society. Multinational corporations find that
such matters as defining the appropriate goals of
the firm, attitudes toward risk taking, dealing with
employees, and the ability to curtail unprofitable
operations can vary dramatically from one country
to the next.

Role of governments—Most traditional models in fi-
nance assume the existence of a competitive mar-
ketplace in which the terms of trade are determined
by the participants. The government, through its
power to establish basic ground rules, is involved in
this process, but its participation i1s minimal. Thus,
the market provides both the primary barometer of
success and the indicator of the actions that must
be taken to remain competitive. This view of the
process is reasonably correct for the United States
and a few other major industrialized nations, but it

does not accurately describe the situation in most
of the world. Frequently, the terms under which
companies compete, the actions that must be taken
or avoided, and the terms of trade on various trans-
actions are determined by direct negotiation be-
tween the host government and the multinational
corporation rather than in the marketplace. This is
essentially a political process, and it must be treated
as such.

Political risk—The main characteristic that differen-
tiates a nation from a multinational corporation
is that the nati-

On EXCICISES exchange rates The prices at which the
sovereign- currency of one country can be converted into the
ty over the currencies of other countries.
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