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PART ONE: OVERVIEW

Introduction to
Corporate Finance

George Zimmer, founder of The Men’s Wearhouse, for years appeared in television ads prom-

ising “You're going to like the way you look. | guarantee it.” But, in mid-2013, Zimmer evi- i OPENlNG .
dently didn’t look so good to the company’s board of directors, which abruptly fired him. It A ]
was reported that Zimmer had a series of disagreements with the board, including a desire to

take the company private. Evidently, Zimmer’s ideas did not “suit” the board. Of course, you
can’t keep a good entrepreneur down: After Zimmer was fired, he started zTailors, a market-
place for customers to contact tailors and have them visit the customer’s home, as well as

Generation Tux, an online tuxedo rental company with home delivery.

Understanding Zimmer’s journey from the founder of a clothing store that used a cigar
box as a cash register, to corporate executive, and finally to ex-employee takes us into issues
involving the corporate form of organization, corporate goals, and corporate control, all of
which we discuss in this chapter. You're going to learn a lot if you read it. We guarantee it.

Please visit us at corecorporatefinance.blogspot.com for the latest developments in the world of corporate finance.

1.1 WHAT IS CORPORATE FINANCE?

Suppose you decide to start a firm to make tennis balls. To do this you hire managers to
buy raw materials, and you assemble a workforce that will produce and sell finished ten-
nis balls. In the language of finance, you make an investment in assets such as inventory,
machinery, land, and labor. The amount of cash you invest in assets must be matched by an
equal amount of cash raised by financing. When you begin to sell tennis balls, your firm
will generate cash. This is the basis of value creation. The purpose of the firm is to create
value for you, the owner. The value is reflected in the framework of the simple balance
sheet model of the firm.

The Balance Sheet Model of the Firm

Suppose we take a financial snapshot of the firm and its activities at a single point in time.
Figure 1.1 shows a graphic conceptualization of the balance sheet, and it will help intro-
duce you to corporate finance.

The assets of the firm are on the left side of the balance sheet. These assets can be
thought of as current and fixed. Fixed assets are those that will last a long time, such as
buildings. Some fixed assets are tangible, such as machinery and equipment. Other fixed
assets are intangible, such as patents and trademarks. The other category of assets, current
assets, comprises those that have short lives, such as inventory. The tennis balls that your
firm has made, but has not yet sold, are part of its inventory. Unless you have overpro-
duced, they will leave the firm shortly.

Before a company can invest in an asset, it must obtain financing, which means that it
must raise the money to pay for the investment. The forms of financing are represented on

CHAPTER 1 Introduction to Corporate Finance [/




FIGURE 1.1

The Balance Sheet Model of
the Firm
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the right side of the balance sheet. A firm will issue (sell) pieces of paper called debt (loan
agreements) or equity shares (stock certificates). Just as assets are classified as long-lived
or short-lived, so too are liabilities. A short-term debt is called a current liability. Short-
term debt represents loans and other obligations that must be repaid within one year. Long-
term debt is debt that does not have to be repaid within one year. Shareholders’ equity
represents the difference between the value of the assets and the debt of the firm. In this
sense, it is a residual claim on the firm’s assets.

From the balance sheet model of the firm, it is easy to see why finance can be thought
of as the study of the following three questions:

1. In what long-lived assets should the firm invest? This question concerns the
left side of the balance sheet. Of course the types and proportions of assets the
firm needs tend to be set by the nature of the business. We use the term capital
budgeting to describe the process of making and managing expenditures on
long-lived assets.

2. How can the firm raise cash for required capital expenditures? This question
concerns the right side of the balance sheet. The answer to this question involves
the firm’s capital structure, which represents the proportions of the firm’s
financing from current liabilities, long-term debt, and equity.

3. How should short-term operating cash flows be managed? This question con-
cerns the upper portion of the balance sheet. There is often a mismatch between
the timing of cash inflows and cash outflows during operating activities.

Furthermore, the amount and timing of operating cash flows are not known with cer-
tainty. Financial managers must attempt to manage the gaps in cash flow.

From a balance sheet perspective, short-term management of cash flow is associated
with a firm’s net working capital. Net working capital is defined as current assets minus
current liabilities. From a financial perspective, short-term cash flow problems come from
the mismatching of cash inflows and outflows. This is the subject of short-term finance.
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The Financial Manager

In large firms, the finance activity is usually associated with a top officer of the firm,
such as the vice president and chief financial officer, and some lesser officers. Figure 1.2
depicts a general organizational structure emphasizing the finance activity within the firm.
Reporting to the chief financial officer are the treasurer and the controller. The treasurer is
responsible for handling cash flows, managing capital expenditure decisions, and making
financial plans. The controller handles the accounting function, which includes taxes, cost
and financial accounting, and information systems.

1.2 THE CORPORATE FIRM

The firm is a way of organizing the economic activity of many individuals. A basic prob-
lem of the firm is how to raise cash. The corporate form of business—that is, organizing
the firm as a corporation—is the standard method for solving problems encountered in
raising large amounts of cash. However, businesses can take other forms. In this section we

FIGURE 1.2

Hypothetical Organization
Chart

|
| For current issues facing
| CFOs, see www.cfo.com.
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n PART 1 Overview

consider the three basic legal forms of organizing firms, and we see how firms go about the
task of raising large amounts of money under each form.

The Sole Proprietorship

A sole proprietorship is a business owned by one person. Suppose you decide to start a
business to produce mousetraps. Going into business is simple: You announce to all who
will listen, “Today, I am going to build a better mousetrap.”

Most large cities require that you obtain a business license. Afterward, you can begin to
hire as many people as you need and borrow whatever money you need. At year-end all the
profits or the losses will be yours.

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

1. The sole proprietorship is the cheapest business to form. No formal charter is
required, and few government regulations must be satisfied for most industries.

2. A sole proprietorship pays no corporate income taxes. All profits of the business
are taxed as individual income.

3. The sole proprietorship has unlimited liability for business debts and obligations.
No distinction is made between personal and business assets.

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

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

money that can be raised by the sole proprietor is limited to the proprietor’s per-
sonal wealth.

The Partnership

Any two or more people can get together and form a partnership. Partnerships fall into
two categories: (1) general partnerships and (2) limited partnerships.

In a general partnership all partners agree to provide some fraction of the work and cash
and to share the profits and losses. Each partner is liable for all of the debts of the partner-
ship. A partnership agreement specifies the nature of the arrangement. The partnership
agreement may be an oral agreement or a formal document setting forth the understanding.

Limited partnerships permit the liability of some of the partners to be limited to the
amount of cash each has contributed to the partnership. Limited partnerships usually
require that (1) at least one partner be a general partner and (2) the limited partners do
not participate in managing the business. Here are some things that are important when
considering a partnership:

1. Partnerships are usually inexpensive and easy to form. Written documents are
required in complicated arrangements. Business licenses and filing fees may be
necessary.

2. General partners have unlimited liability for all debts. The liability of limited
partners is usually limited to the contribution each has made to the partnership.
If one general partner is unable to meet his or her commitment, the shortfall
must be made up by the other general partners.

3. The general partnership is terminated when a general partner dies or withdraws
(but this is not so for a limited partner). It is difficult for a partnership to transfer
ownership without dissolving. Usually all general partners must agree. However,
limited partners may sell their interest in a business.

4. It is difficult for a partnership to raise large amounts of cash. Equity contribu-
tions are usually limited to a partner’s ability and desire to contribute to the part-
nership. Many companies, such as Apple Computer, start life as a proprietorship
or partnership, but at some point they choose to convert to corporate form.

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



