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The Scope of Corporate
Finance

Financial Statement and
Cash Flow Analysis

The Time Value
of Money

© Altus Binkstt/Flickr/Getty Imagesglp

Welcome to the study of corporate finance. In this book, you will learn the key con-
cepts, tools, and practices that guide the decisions of financial managers. Our goal is
not only to introduce you to corporate finance, but also to help you explore career
opportunities in this exciting field.

Chapter | describes the roles that corporate finance experts play in a variety of
businesses and industries. Most of what corporate finance professionals do involves
one or more of the five basic functions described in the chapter. As you progress
through your finance course, occasionally looking back at the five functions will help
you understand how the various topics covered in this textbook fit together.

It has been said that accounting is the language of business, and it is certainly
true that financial managers need to master accounting concepts and principles to
do their jobs well. Chapter 2 offers a broad overview of the most important sources
of accounting information: firms' financial statements. Our focus in this chapter is not
on how accountants construct these statements (we leave that to your accounting
professors). Instead, our goal is to illustrate how these statements serve as inputs to
financial decisions and why finance emphasizes cash flow rather than earnings. We
also demonstrate how companies can use financial-statement information to track
their performance over time and to benchmark their results against those of other
firms.

Chapter 3 introduces the time value of money, one of the most fundamental
concepts in finance. Simply put, a dollar today is worth more than a dollar in the
future. That's because a dollar invested today will grow to more than a dollar in the
future. Managers need tools that allow them to make appropriate comparisons be-
tween costs and benefits that, in most business situations, are spread out over time.
For example, a firm spends $| million today to purchase an asset that will generate
a stream of cash receipts of $225,000 over the next several years. Do the benefits
of this investment outweigh its costs, or are the costs too high to justify making this
investment? Chapter 3 explains how managers can make valid cost/benefit compari-
sons when cash flows occur at different times and using different interest rates.



Chapter |

The Scope of Corporate
Finance

What Companies Do

Apple’s iPopping Results

On July 19,2011, Apple® Inc. announced its financial results for the third quarter of
its 201 | fiscal year. The company posted revenue of $28.6 billion and a net quar-
terly profit of $7.3 billion, both new record highs. Compared to the same quarter
in 2010, Apple's revenues were up 82% and profits increased 125%.The quarter’s
financial results were driven by sales of 3.95 million Mac computers, 20.34 million
iPhones, 7.54 million iPods, and 9.25 million iPads.

Stories in the popular press tend to focus on the success of Apple’s products.
However, financial managers behind the scenes at Apple played a number of crucial
roles in driving the success of the business. For example, prior to the iPad's launch,
financial experts at Apple evaluated the potential market for such a device, estimated
the cost of producing it,and calculated the unit volume that the company would have
to achieve to earn a satisfactory rate of return. Because components of the iPad and
other Apple devices are made abroad, financial managers in Apple's Treasury depart-
ment developed a plan to manage the risks that Apple would confront when making
transactions in foreign currencies. In this chapter, we explain how financial specialists
interact with experts in fields as diverse as engineering, marketing, communications,
and law to help companies create wealth for their shareholders. We describe the
types of activities that occupy financial managers day to day, and highlight some of the
most promising career opportunities for students who major in finance. The work
that financial analysts do is intellectually challenging, as well as economically reward-
ing.We hope our overview of the field piques your interest and inspires you to learn
more.

Sources: Apple Inc.Website (www.apple.com), 10-Q released on July 19,201 |. www.apple.com/pr/
library/2011/07/19Apple-Reports-Third-Quarter-Results.htmi.

The Role of Corporate

Finance in Business

Corporate Finance
Essentials

Legal Forms of Business
Organization

The Corporate Financial
Manager’s Goals



Chapter | | The Scope of Corporate Finance

Learning Objectives

After studying this chapter, you will be able to: = Assess the costs and benefits of the three principal
» Appreciate how finance interacts with other forms of business organization and explain why
functional areas of any business and see the diverse limited liability companies, with publicly traded
career opportunities available to finance majors. shares, dominate economic life in most countries.
+ Describe how companies obtain funding from * Define agency costs and explain how shareholders
financial intermediaries and markets, and discuss the monitor and encourage corporate managers to
five basic functions that financial managers perform. maximize shareholder wealth.
r—_—— L L] L]
—— = 1-1 | The Role of Corporate Finance in Business

Apple’s recent history illustrates the positive results of good management in a
highly competitive, technology-driven industry. It also reflects favorably on the vital
role that financial managers play in creating wealth. Business involves people with
many different skills and backgrounds working together toward common goals.
Financial experts play a major role in achieving these goals and in creating value
for the firm’s shareholders.

This book focuses on the practicing financial manager who is a key player in
the management team of a modern corporation. Throughout this text, we highlight
one simple question that managers should ask when contemplating all business
decisions: Does this action create value for the shareholders? By taking actions
that generate benefits in excess of costs, firms generate wealth for their investors.
Clearly, managers should take only those actions in which the benefits exceed the
costs.

The skills and knowledge needed to achieve corporate business objectives are
the same as those needed to be a successful entrepreneur, to manage family busi-
nesses, or to run a nonprofit organization. Successful financial managers must be
able to creatively manage both people and money. Although the financial world
was shaken by the recession that began in 2008, companies still need to accept,
invest, and manage capital. If anything, today it is more important than ever to
have a good understanding of corporate finance.

As an introduction to what a financial manager’s job entails, the next section
discusses how various functional disciplines interact with financial managers,
and it describes the kinds of jobs that people with financial training generally
take.

1-1a How Finance Interacts with Other Functional
Business Areas

Financial professionals interact with experts in a wide range of disciplines to operate
successful businesses. Working with Apple’s engineers, designers, and marketers,
financial managers analyzed the business potential of the iPad. Financial managers:

e Studied the opportunity and competition in the market for mobile media and
computing devices;

e Evaluated the costs of producing, marketing, and distributing iPads;

® Analyzed the potential demand for the iPad;

¢ Used the above information to develop a pricing strategy consistent with sales
projections and the creation of value for shareholders; and

¢ Made recommendations to the firm’s top management regarding the financial
viability of iPads.
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In sum, although Apple’s iPad was primarily a marketing- and technology-driven
product, the firm’s financial organization played pivotal roles in every stage of the
product’s life cycle—from the initial assessment and funding of research, through
the initial product launch, to the management of cash flows generated by iPad sales.
In all of these activities, Apple’s financial analysts worked with people in other
functional areas to gather the data needed to analyze the iPad’s financial impact. So,
in many ways, corporate finance helps make innovative technology possible.

1-1b Career Opportunities in Finance

This section briefly surveys career opportunities in finance. Though different jobs
require different specialized skills, financial professionals employ the same basic
tools of corporate finance, whether they work for Internet startups, in industrial
corporations, on Wall Street, or in the offices of a commercial bank or life insurance
company. Three other skills that virtually all finance jobs require are:

Good written and verbal communication skills
e An ability to work in teams
e Proficiency with computers and the Internet

Additionally, for an increasing number of finance jobs, managers need an in-depth
knowledge of international business to achieve career success.
We classify finance career opportunities as follows’:

e Corporate finance
Commercial banking
Investment banking
Money management
Consulting

Typical U.S. business graduates who major in finance can expect average starting
salaries of $40,000 to $60,000 per year (or more), depending upon their academic
credentials and the industry in which they begin their careers.? The exact salary you
can attain will depend not only on the economic environment but also on your per-
sonal negotiating skills and how well you master the knowledge that we present in
this text.

Corporate Finance Corporate finance is concerned with the duties of finan-
cial managers in business. These professionals handle the financial affairs of
many types of businesses—financial and nonfinancial, private and public, large
and small, profit seeking and not-for-profit. They perform such varied tasks as
budgeting, financial forecasting, cash management, credit administration, invest-
ment analysis, and funds procurement. In recent years, changing economic and
regulatory environments have increased the importance and complexity of the
financial manager’s duties. The globalization of business has also increased de-
mand for people who can assess and manage the risks associated with volatile
exchange rates and rapidly changing political environments. Table 1.1 summa-
rizes primary activities of various corporate finance positions.

'"The basic job descriptions and duties are generally taken from the online resource Careers in Finance (www.
careers-in-finance.com) and other career Web sites such as Monster.com (www.monster.com) that highlight
the finance profession. Students seeking more dertailed descriptions of the varying careers open to finance
graduates, as well as in-depth analyses of the specific jobs and responsibilities of different positions, should
join the Financial Management Association and obtain a copy of the paperback book titled Careers in
Finance (Financial Management Association International: Tampa, Florida, 2003).

*Detailed starting salary information for graduates with a bachelor’s degree in business administration

(BBA) is available at various Web sites, including Careers in Finance (www.careers-in-finance.com), Careers.
com (www.carcers.com), the Wall Street Journal (www.careerjournal.com), Jobs in the Money (www.
jobsinthemoney.com), and Wage Access Compensation Survey (www.wageaccess.com/start_page.asp).
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Table 1.1 Career Opportunities in Corporate Finance

Position Primary Activities
Financial analyst Prepares and analyzes the firm'’s financial plans and budgets.
Capital budgeting manager Evaluates and recommends proposed asset investments.
Cash manager Maintains and controls the firm's cash flow and short-term
investments.

Project finance manager ~ Arranges financing for approved asset investments.

Credit analyst/manager  Analyzes and manages all aspects of the firm's credit-granting activities.
Treasurer Oversees all financial management activities.

Controller Manages all aspects of the firm's accounting activities.

Chief Financial Officer  Develops financial policies and strategies and oversees the
(CFO) activities of the Treasurer and Controller:

chief financial officer
(CFO)

Top management position
charged with developing
financial policies and
strategies covering all
aspects of a firm’s
financial management and
accounting activities.

© Cengage Learning 2012

Commercial Banking Commercial banking in the United States has consoli-
dated rapidly, with the total number of banks shrinking from over 14,400 in 1980
to 6,369 at the end of the first quarter of 2011. Nonetheless, banks continue to
hire large numbers of new business and finance graduates each year, and banking
remains a fertile training ground for managers who later migrate to other fields.
The key aptitudes required in most entry-level banking jobs are the same as in other
areas. In addition to communication, people, computer, and international skills,
apprentice bankers must master cash flow valuation, as well as financial and credit
analysis.

Most commercial banks offer at least two basic career tracks: consumer or com-
mercial banking. Consumer banking serves the financial needs of a bank’s individual
customers in its branch network, increasingly via electronic media such as the Internet.
Commercial banking, on the other hand, involves extending credit and other banking
services to corporate clients, ranging from small, family-owned businesses to Fortune
500 behemoths. In addition, a great many technologically intensive support positions
in banking require excellent finance skills and intimate knowledge of telecommunica-

tions and computer technology. Table 1.2 describes career opportunities in commercial
banking,.

Table 1.2 Career Opportunities in Commercial Banking
Position Primary Activities

Credit analyst Analyzes the creditworthiness of corporate and individual loan applicants.

Corporate loan  Develops new loan business for the bank, makes loan recommendations,
officer and services existing loans.

Branch manager  Manages personnel and operation of a bank branch and markets bank
services to attract new depositors and borrowers,

Trust officer Provides investment, tax, and estate advice and products to wealthy bank
customers.

Mortgage banker Originates and services mortgage loans to homebuyers and businesses.

Leasing manager Manages banks' equipment-leasing operations and develops related prod-
ucts and services.

Operations Responsible for a number of possible activities, such as electronic banking,
officer internal data processing, security of electronic transactions, and coordina-
tion of computer links to ATMs, other banks, and the Federal Reserve Bank.
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