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Chapter 1 The Corporation and the Financial Manager 3

1.1 Investment and Financing Decisions
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This book is an introduction to corporate finance and the profession of financial man-
agement. Let’s begin with a look at some of the decisions that a financial manager is
required to make. :

Table 1-1 lists nine corporations. Seven are U.S. corporations. Three are foreign:
BP’s headquarters are in London, LVMH’s in Paris,! and Toyota’s in Japan. We have
chosen very large public corporations that you are probably already familiar with. You
probably have traveled on a Boeing jet or shopped at Wal-Mart, for example.

What do these companies have to be “good at” in order to succeed in their busi-
nesses? The first answers are obvious. For example, Boeing has to produce and sell
planes that are technologically advanced, safe, reliable, and efficient. Pfizer has to dis-
cover, develop, and sell effective new drugs. Toyota has to make and sell cars that are at
least as good as competitive models from GM, Ford, Honda and other manufacturers.

But each of these companies also has to be good at finance. This means that each
has to make good investment decisions and good financing decisions. Superior invest-
ment and financing decisions could put these companies a step ahead of their com-
petitors. A series of bad investment or financing decisions could cause severe damage.

Table 1-1 gives for each company an example of a recent investment and financing
decision. Take a look at the decisions now. We think you will agree that they appear
sensible or at least that there is nothing obviously wrong with them. But if you are new
to finance, it will be difficult to think about why these companies made these decisions
and not others.

Making good investment and financing decisions is the chief task of the financial
manager. Let’s consider each class of decisions in more detail.

The Investment (Capital Budgeting) Decision

The investment decision starts with the identification of investment opportunities, of-
ten referred to as capital investment projects. The financial manager has to help the
firm identify promising projects and decide how much to invest in each project. The
investment decision is also called the capital budgeting decision, because most firms
prepare an annual budget listing authorized capital investments.

In the distant past, “capital investments” included only investments in tangible as-
sets, such as investment in Toyota’s automobile plant in Texas or Union Pacific’s new
locomotives. But you can see from Table 1-1 that the scope of the investment decision
is now much broader. It includes investment in intangible assets, for example, invest-
ment in research and development (R&D), advertising and marketing of new products,
or acquisition of patents and trademarks. Pfizer and other major pharmaceutical com-
panies invest billions every year on R&D for new drugs, for example. Gillette invested
about $300 million to advertise the launch of its Mach3 razor. In this case the intan-
gible asset was brand recognition and acceptance.

The world of business can be intensely competitive, and corporations survive and
prosper only if they can keep launching new products or services. In some cases the
costs and risks of doing so are amazingly large. Boeing is investing more than $7 bil-
lion? to design, test, build, and sell the new 787 Dreamliner series of aircraft. At the
same time its European archrival Airbus is investing more than $12 billion in the new
A380 superjumbo aircraft. Each firm is “betting the company” on the success of these
investments.

Not all capital investments succeed. The Iridium communications satellite system,
which offered its users instant telephone connections worldwide, soaked up $5 billion

I LVMH (Moét Hennessy Louis Vuitton) markets perfumes and cosmetics, wines and spirits, watches, and other
fashion and luxury goods.

2 Some estimates of the total investment, including investment by suppliers and support from state, local, and na-
tional governments, run as high as $13 billion.
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TABLE 1-1 Examples of recent investment and financing decisions by major public companies. Revenues, investment costs,
and financing proceeds are expressed in U.S. dollars.

‘Negotiated with suppliers to help finance
h reamimer project. Japanese suppliers,
ild the wing and fuselage, are
e o e ! ng and investing more than $1.5 billion.
Bank of America ($48.9) Acquired Fleet Boston Financial for $49 Issued about 600 million new shares to
: bimon. finance the acquisition.
Invested $600 million to develop the Mad Dog ~ Announced plans to return surplus cash
ﬁtad n& ﬂelds oﬁshore in the Gulf of  flow (cash flow not needed for investment
- and cash dividends) to shareholders. The
~cash will be returned by repurchasing BP
v,shares from investors. i

Citigroup ($86) Spent $1 00 mrlhon burldmg bank branches Raised $82 billion in debt‘ fmancmg secured

and ATMs in Moscow and St. Petersburg, by credit card receivables, that is, by
Russia. outstanding balances on Citigroup-owned
credit cards.

. "’Ac‘aui‘ed Glenmorangie PLC, a producer of lIssued a 7-year bond in July 2004, raising
~ scotch malt whiskies. the euro equivalent of $812 million.

Pfizer ($52.5) Spent $7.7 billion in 2004 on research and Financed the research and testing with
testing of new drugs. reinvested cash flow generated by sales of
pharmaceutical products.
 TovetaSaeay el Building an $800 million automobile plantin  Total borrowing increased by $2.9 billion
L . San Antonio, Toxas. . e ) during 2004, mainly due to issues of short-
L term debt in the U.S.
Union Pacific ($12.2) Acquired 400 new locomotives in 2004. Arranged bank credit lines that will allow

Union Pacific to borrow up to $2 billion if
needed for its operatrons

Plans for 2005 call for up to 530 new retail  Issued $1,883 million of long-term debt,
( : ahd 165 stores in other sy maturmg in 2086 and paying interest at
~ rwumri»as L ] 5.25% per year.

in investment before it started operations in 1998. It needed 400,000 subscribers to
break even, but attracted only a small fraction of that target number. Iridium defaulted
on its debt and filed for bankruptcy in 1999. The Iridium system was sold a year later
for just $25 million.

The investment in Iridium, though it looks stupid with hindsight, may have been ra-
tional, given what was known in the early 1990s when the go-ahead decision was
made. It may have been a good decision thwarted by bad luck. There are no free guar-
antees in finance. But you can tilt the odds in your favor if you learn the tools of in-
vestment analysis and apply them intelligently. We will cover these tools in detail later
in this book.

Today’s capital investments generate future returns. Often the returns come in the
distant future. Boeing is committing $7 billion to the 787 series because it believes
that sales of 787s will generate cash returns for 30 years or more after the planes first
enter commercial service. Those cash returns must recover the $7 billion investment
and provide at least an adequate profit on that investment. The longer Boeing must
wait for cash to flow back, the greater its required profit. Thus the financial manager
must pay attention to the timing of project returns, not just their cumulative amount.
In addition, these returns are rarely certain. A new project could be a smashing suc-
cess or a dismal failure, like Iridium.

The financial manager needs a way of placing a value on the uncertain future cash
inflows generated by capital investment projects. This value should account for the
amounts, timing and risk of the future cash flows. If a project’s value is greater than



