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See http://
www.benjerry.com/
mission.html for Ben &
Jerry’s interesting mission
statement. It might be a
good idea to print it out and take it to
class for discussion.

The purpose of this chapter is to give you an idea of what ﬁnancial management
is all about. After you ﬁnish the chapter, you should have a reasonably good idea
of what ﬁnance majors might do after graduation. You should also have a better
understanding of (1) some of the forces that will affect ﬁnancial management in
the future; (2) the place of ﬁnance in a ﬁrm’s organization; (3) the relationships
between ﬁnancial managers and their counterparts in the accounting, marketing,
production, and personnel departments; (4) the goals of a ﬁrm; and (5) the way
ﬁnancial managers can contribute to the attainment of these goals.

Information on ﬁnance
careers, additional chapter
links, and practice quizzes
are available on the web
site to accompany this
text: http://www.harcourtcollege.
com/ﬁnance/concise3e.
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CAREER OPPORTUNITIES IN FINANCE
Finance consists of three interrelated areas: (1) money and capital markets, which
deals with securities markets and ﬁnancial institutions; (2) investments, which focuses on the decisions made by both individual and institutional investors as
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they choose securities for their investment portfolios; and (3) ﬁnancial management, or “business ﬁnance,” which involves decisions within ﬁrms. The career
opportunities within each ﬁeld are many and varied, but ﬁnancial managers
must have a knowledge of all three areas if they are to do their jobs well.

MONEY

AND

C A P I TA L M A R K E T S

Many ﬁnance majors go to work for ﬁnancial institutions, including banks, insurance companies, mutual funds, and investment banking ﬁrms. For success
here, one needs a knowledge of valuation techniques, the factors that cause interest rates to rise and fall, the regulations to which ﬁnancial institutions are
subject, and the various types of ﬁnancial instruments (mortgages, auto loans,
certiﬁcates of deposit, and so on). One also needs a general knowledge of all aspects of business administration, because the management of a ﬁnancial institution involves accounting, marketing, personnel, and computer systems, as
well as ﬁnancial management. An ability to communicate, both orally and in
writing, is important, and “people skills,” or the ability to get others to do their
jobs well, are critical.

INVESTMENTS
Consult http://
www.careers-inbusiness.com for an
excellent site containing
information on a variety of
business career areas, listings of current
jobs, and a variety of other reference
materials.

Finance graduates who go into investments often work for a brokerage house
such as Merrill Lynch, either in sales or as a security analyst. Others work for
banks, mutual funds, or insurance companies in the management of their investment portfolios; for ﬁnancial consulting ﬁrms advising individual investors
or pension funds on how to invest their capital; for investment banks whose primary function is to help businesses raise new capital; or as ﬁnancial planners
whose job is to help individuals develop long-term ﬁnancial goals and portfolios.
The three main functions in the investments area are sales, analyzing individual
securities, and determining the optimal mix of securities for a given investor.

FINANCIAL MANAGEMENT
Financial management is the broadest of the three areas, and the one with the
most job opportunities. Financial management is important in all types of businesses, including banks and other ﬁnancial institutions, as well as industrial and
retail ﬁrms. Financial management is also important in governmental operations, from schools to hospitals to highway departments. The job opportunities
in ﬁnancial management range from making decisions regarding plant expansions to choosing what types of securities to issue when ﬁnancing expansion.
Financial managers also have the responsibility for deciding the credit terms
under which customers may 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 the ﬁrm’s earnings to plow back into the business versus
pay out as dividends.
Regardless of which area a ﬁnance major enters, he or she will need a knowledge of all three areas. For example, a bank lending ofﬁcer cannot do his or her
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job well without a good understanding of ﬁnancial management, because he or
she must be able to judge how well a business is being operated. The same thing
holds true for Merrill Lynch’s security analysts and stockbrokers, who must have
an understanding of general ﬁnancial principles if they are to give their customers intelligent advice. Similarly, corporate ﬁnancial managers need to know
what their bankers are thinking about, and they also need to know how investors
judge a ﬁrm’s performance and thus determine its stock price. So, if you decide to
make ﬁnance your career, you will need to know something about all three areas.
But suppose you do not plan to major in ﬁnance. Is the subject still important
to you? Absolutely, for two reasons: (1) You need a knowledge of ﬁnance to make
many personal decisions, ranging from investing for your retirement to deciding whether to lease versus buy a car. (2) Virtually all important business decisions have ﬁnancial implications, so important decisions are generally made by
teams from the accounting, ﬁnance, legal, marketing, personnel, and production
departments. Therefore, if you want to succeed in the business arena, you must
be highly competent in your own area, say, marketing, but you must also have a
familiarity with the other business disciplines, including ﬁnance.
Thus, there are ﬁnancial implications in virtually all business decisions, and nonﬁnancial executives simply must know enough ﬁnance to work these implications into
their own specialized analyses.1 Because of this, every student of business, regardless of his or her major, should be concerned with ﬁnancial management.

SELF-TEST QUESTIONS
What are the three main areas of ﬁnance?
If you have deﬁnite plans to go into one area, why is it necessary that you
know something about the other areas?
Why is it necessary for business students who do not plan to major in ﬁnance to understand the basics of ﬁnance?

FINANCIAL MANAGEMENT
IN THE NEW MILLENNIUM
When ﬁnancial management emerged as a separate ﬁeld of study in the early
1900s, the emphasis was on the legal aspects of mergers, the formation of new
ﬁrms, and the various types of securities ﬁrms could issue to raise capital. During the Depression of the 1930s, the emphasis shifted to bankruptcy and reorganization, corporate liquidity, and the regulation of security markets. During
the 1940s and early 1950s, ﬁnance continued to be taught as a descriptive, institutional subject, viewed more from the standpoint of an outsider rather than
that of a manager. However, a movement toward theoretical analysis began
during the late 1950s, and the focus shifted to managerial decisions designed to
maximize the value of the ﬁrm.
1

It is an interesting fact that the course “Financial Management for Nonﬁnancial Executives” has
the highest enrollment in most executive development programs.
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The focus on value maximization continues as we begin the 21st century.
However, two other trends are becoming increasingly important: (1) the globalization of business and (2) the increased use of information technology. Both
of these trends provide companies with exciting new opportunities to increase
proﬁtability and reduce risks. However, these trends are also leading to increased competition and new risks. To emphasize these points throughout the
book, we regularly proﬁle how companies or industries have been affected by
increased globalization and changing technology. These proﬁles are found in
the boxes labeled “Global Perspectives” and “Technology Matters.”

G L O B A L I Z AT I O N

Check out http://
www.nummi.com/
home.htm to ﬁnd out
more about New United
Motor Manufacturing, Inc.
(NUMMI), the joint venture between
Toyota and General Motors. Read about
NUMMI’s history and organizational
goals.

TABLE

OF

BUSINESS

Many companies today rely to a large and increasing extent on overseas operations. Table 1-1 summarizes the percentage of overseas revenues and proﬁts for
10 well-known corporations. Very clearly, these 10 “American” companies are
really international concerns.
Four factors have led to the increased globalization of businesses: (1) Improvements in transportation and communications lowered shipping costs and
made international trade more feasible. (2) The increasing political clout of
consumers, who desire low-cost, high-quality products. This has helped lower
trade barriers designed to protect inefﬁcient, high-cost domestic manufacturers
and their workers. (3) As technology has become more advanced, the costs of
developing new products have increased. These rising costs have led to joint
ventures between such companies as General Motors and Toyota, and to global
operations for many ﬁrms as they seek to expand markets and thus spread
development costs over higher unit sales. (4) In a world populated with multinational ﬁrms able to shift production to wherever costs are lowest, a ﬁrm
whose manufacturing operations are restricted to one country cannot compete
unless costs in its home country happen to be low, a condition that does not
Percentage of Revenue and Net Income from Overseas Operations
for 10 Well-Known Corporations

1-1

COMPANY

Chase Manhattan

PERCENTAGE OF REVENUE
ORIGINATED OVERSEAS

PERCENTAGE OF NET INCOME
GENERATED OVERSEAS

23.9

21.9

Coca-Cola

61.2

65.1

Exxon Mobil

71.8

62.7

General Electric

31.7

22.8

General Motors

26.3

55.3

IBM

57.5

49.6

McDonald’s

61.6

60.9

Merck

21.6

43.4

Minn. Mining & Mfg.

52.1

27.2

Walt Disney

15.4

16.6

SOURCE: Forbes Magazine’s 1999 Ranking of the 100 Largest U.S. Multinationals; Forbes, July 24, 2000,
335–338.
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COKE RIDES THE GLOBAL ECONOMY WAVE
uring the past 20 years, Coca-Cola has created
tremendous value for its shareholders. A
$10,000 investment in Coke stock in January 1980 would have
grown to nearly $600,000 by mid-1998. A large part of that impressive growth was due to Coke’s overseas expansion program.
Today nearly 75 percent of Coke’s proﬁt comes from overseas,
and Coke sells roughly half of the world’s soft drinks.
More recently, Coke has discovered that there are also risks
when investing overseas. Indeed, between mid-1998 and January 2001, Coke’s stock fell by roughtly a third—which means
that the $600,000 stock investment decreased in value to
$400,000 in about 2.5 years. Coke’s poor performance during
this period was due in large part to troubles overseas. Weak
economic conditions in Brazil, Germany, Japan, Southeast Asia,
Venezuela, Colombia, and Russia, plus a quality scare in Belgium and France, hurt the company’s bottom line.
Despite its recent difﬁculties, Coke remains committed to its
global vision. Coke is also striving to learn from these difﬁculties. The company’s leaders have acknowledged that Coke may
have become overly centralized. Centralized control enabled Coke
to standardize quality and to capture operating efﬁciencies, both
of which initially helped to establish its brand name throughout
the world. More recently, however, Coke has become concerned

D

For more information
about the Coca-Cola
Company, go to
http://www.thecocacolacompany.com/world/
index.html, where you can ﬁnd proﬁles
of Coca-Cola’s presence in foreign
countries. You may follow additional
links to Coca-Cola web sites in foreign
countries.

that too much centralized control has made it slow to respond to
changing circumstances and insensitive to differences among
the various local markets it serves.
Coke’s CEO, Douglas N. Daft, reﬂected these concerns in a recent editorial that was published in the March 27, 2000, edition of Financial Times. Daft’s concluding comments appear
below:
So overall, we will draw on a long-standing belief that CocaCola always ﬂourishes when our people are allowed to use
their insight to build the business in ways best suited to
their local culture and business conditions.
We will, of course, maintain clear order. Our small corporate team will communicate explicitly the clear strategy, policy, values, and quality standards needed to keep us cohesive and efﬁcient. But just as important, we will also make
sure we stay out of the way of our local people and let them
do their jobs. That will enhance signiﬁcantly our ability to
unlock growth opportunities, which will enable us to consistently meet our growth expectations.
In our recent past, we succeeded because we understood
and appealed to global commonalties. In our future, we’ll
succeed because we will also understand and appeal to local
differences. The 21st century demands nothing less.

necessarily exist for many U.S. corporations. As a result of these four factors,
survival requires that most manufacturers produce and sell globally.
Service companies, including banks, advertising agencies, and accounting
ﬁrms, are also being forced to “go global,” because these ﬁrms can best serve their
multinational clients if they have worldwide operations. There will, of course, always be some purely domestic companies, but the most dynamic growth, and the
best employment opportunities, are often with companies that operate worldwide.
Even businesses that operate exclusively in the United States are not immune
to the effects of globalization. For example, the costs to a homebuilder in rural
Nebraska are affected by interest rates and lumber prices — both of which are determined by worldwide supply and demand conditions. Furthermore, demand for
the homebuilder’s houses is inﬂuenced by interest rates and also by conditions in
the local farm economy, which depend to a large extent on foreign demand for
wheat. To operate efﬁciently, the Nebraska builder must be able to forecast the demand for houses, and that demand depends on worldwide events. So, at least some
knowledge of global economic conditions is important to virtually everyone, not
just to those involved with businesses that operate internationally.

I N F O R M AT I O N T E C H N O L O G Y
As we advance into the new millennium, we will see continued advances in computer and communications technology, and this will continue to revolutionize the
way ﬁnancial decisions are made. Companies are linking networks of personal
8
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eTOYS TAKES ON TOYS “ R ” US
he toy market illustrates how electronic commerce is changing the way ﬁrms operate. Over the past decade, this market
has been dominated by Toys “ R” Us, although Toys “ R” Us has
faced increasing competition from retail chains such as WalMart, Kmart, and Target. Then, in 1997, Internet startup eToys
Inc. began selling and distributing toys through the Internet.
When eToys ﬁrst emerged, many analysts believed that the
Internet provided toy retailers with a sensational opportunity.
This point was made amazingly clear in May 1999 when eToys
issued stock to the public in an initial public offering (IPO).
The stock immediately rose from its $20 offering price to $76
per share, and the company’s market capitalization (calculated
by multiplying stock price by the number of shares outstanding)
was a mind-blowing $7.8 billion.
To put this valuation in perspective, eToys’ market value at
the time of the offering ($7.8 billion) was 35 percent greater
than that of Toys “ R” Us ($5.7 billion). eToys’ valuation was
particularly startling given that the company had yet to earn a
proﬁt. (It lost $73 million in the year ending March 1999.)
Moreover, while Toys “ R” Us had nearly 1,500 stores and revenues in excess of $11 billion, eToys had no stores and revenues of less than $35 million.
Investors were clearly expecting that an increasing number
of toys will be bought over the Internet. One analyst estimated at the time of the offering that eToys would be worth
$10 billion within a decade. His analysis assumed that in 10
years the toy market would total $75 billion, with $20 billion

T

coming from online sales. Indeed, online sales do appear to
be here to stay. For many customers, online shopping is
quicker and more convenient, particularly for working parents
of young children, who purchase the lion’s share of toys. From
the company’s perspective, Internet commerce has a number
of other advantages. The costs of maintaining a web site and
distributing toys online may be smaller than the costs of
maintaining and managing 1,500 retail stores.
Not surprisingly, Toys “ R” Us did not sit idly by — it recently announced plans to invest $64 million in a separate online subsidiary, Toysrus.com. The company also announced an
online partnership with Internet retailer Amazon.com. In addition, Toys “ R” Us is redoubling its efforts to make traditional
store shopping more enjoyable and less frustrating.
While the Internet provides toy companies with new and interesting opportunities, these companies also face tremendous
risks as they try to respond to the changing technology. Indeed, in the months following eToys’ IPO, Toys “ R” Us’ stock fell
sharply, and by January 2000, its market value was only slightly
above $2 billion. Since then, Toys “ R” Us stock has rebounded,
and its market capitalization was once again approaching $5 billion. The shareholders of eToys were less fortunate. Concerns
about inventory management during the 1999 holiday season
and the collapse of many Internet stocks spurred a tremendous
collapse in eToys’ stock — its stock fell from a post–IPO high
of $76 a share to $0.31 a share in January 2001. Two months
later, eToys declared bankruptcy.

computers to one another, to the ﬁrms’ own mainframe computers, to the Internet and the World Wide Web, and to their customers’ and suppliers’ computers.
Thus, ﬁnancial managers are increasingly able to share information and to have
“face-to-face” meetings with distant colleagues through video teleconferencing.
The ability to access and analyze data on a real-time basis also means that quantitative analysis is becoming more important, and “gut feel” less sufﬁcient, in
business decisions. As a result, the next generation of ﬁnancial managers will need
stronger computer and quantitative skills than were required in the past.
Changing technology provides both opportunities and threats. Improved
technology enables businesses to reduce costs and expand markets. At the same
time, however, changing technology can introduce additional competition,
which may reduce proﬁtability in existing markets.
The banking industry provides a good example of the double-edged technology sword. Improved technology has allowed banks to process information
much more efﬁciently, which reduces the costs of processing checks, providing
credit, and identifying bad credit risks. Technology has also allowed banks to
serve customers better. For example, today bank customers use automatic teller
machines (ATMs) everywhere, from the supermarket to the local mall. Today,
FINANCIAL MANAGEMENT IN THE NEW MILLENNIUM

9

many banks also offer products that allow their customers to use the Internet to
manage their accounts and to pay bills. However, changing technology also
threatens banks’ proﬁtability. Many customers no longer feel compelled to use a
local bank, and the Internet allows them to shop worldwide for the best deposit
and loan rates. An even greater threat is the continued development of electronic commerce. Electronic commerce allows customers and businesses to
transact directly, thus reducing the need for intermediaries such as commercial
banks. In the years ahead, ﬁnancial managers will have to continue to keep
abreast of technological developments, and they must be prepared to adapt their
businesses to the changing environment.

SELF-TEST QUESTIONS
What two key trends are becoming increasingly important in ﬁnancial management today?
How has ﬁnancial management changed from the early 1900s to the present?
How might a person become better prepared for a career in ﬁnancial management?

T H E F I N A N C I A L S TA F F ’ S R E S P O N S I B I L I T I E S
The ﬁnancial staff’s task is to acquire and then help operate resources so as to
maximize the value of the ﬁrm. Here are some speciﬁc activities:
1. Forecasting and planning. The ﬁnancial staff must coordinate the planning process. This means they must interact with people from other departments as they look ahead and lay the plans that will shape the ﬁrm’s
future.
2. Major investment and financing decisions. A successful firm usually
has rapid growth in sales, which requires investments in plant, equipment, and inventory. The financial staff must help determine the optimal
sales growth rate, help decide what specific assets to acquire, and then
choose the best way to finance those assets. For example, should the firm
finance with debt, equity, or some combination of the two, and if debt is
used, how much should be long term and how much short term?
3. Coordination and control. The ﬁnancial staff must interact with other
personnel to ensure that the ﬁrm is operated as efﬁciently as possible. All
business decisions have ﬁnancial implications, and all managers — ﬁnancial and otherwise — need to take this into account. For example, marketing decisions affect sales growth, which in turn inﬂuences investment
requirements. Thus, marketing decision makers must take account of
how their actions affect and are affected by such factors as the availability
of funds, inventory policies, and plant capacity utilization.
4. Dealing with the ﬁnancial markets. The ﬁnancial staff must deal with
the money and capital markets. As we shall see in Chapter 5, each ﬁrm affects and is affected by the general ﬁnancial markets where funds are
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raised, where the ﬁrm’s securities are traded, and where investors either
make or lose money.
5. Risk management. All businesses face risks, including natural disasters
such as fires and floods, uncertainties in commodity and security markets, volatile interest rates, and fluctuating foreign exchange rates.
However, many of these risks can be reduced by purchasing insurance
or by hedging in the derivatives markets. The financial staff is responsible for the firm’s overall risk management program, including identifying the risks that should be managed and then managing them in the
most efficient manner.
In summary, people working in ﬁnancial management make decisions regarding
which assets their ﬁrms should acquire, how those assets should be ﬁnanced,
and how the ﬁrm should conduct its operations. If these responsibilities are performed optimally, ﬁnancial managers will help to maximize the values of their
ﬁrms, and this will also contribute to the welfare of consumers and employees.

SELF-TEST QUESTION
What are some speciﬁc activities with which a ﬁrm’s ﬁnance staff is involved?

A LT E R N AT I V E F O R M S
O F B U S I N E S S O R G A N I Z AT I O N
There are three main forms of business organization: (1) sole proprietorships,
(2) partnerships, and (3) corporations, plus several hybrid forms. In terms of
numbers, about 80 percent of businesses are operated as sole proprietorships,
while most of the remainder are divided equally between partnerships and corporations. Based on the dollar value of sales, however, about 80 percent of all
business is conducted by corporations, about 13 percent by sole proprietorships, and about 7 percent by partnerships and hybrids. Because most business
is conducted by corporations, we will concentrate on them in this book. However, it is important to understand the differences among the various forms.

SOLE PROPRIETORSHIP
Sole Proprietorship
An unincorporated business
owned by one individual.

A sole proprietorship is an unincorporated business owned by one individual.
Going into business as a sole proprietor is easy — one merely begins business
operations. However, even the smallest businesses normally must be licensed by
a governmental unit.
The proprietorship has three important advantages: (1) It is easily and inexpensively formed, (2) it is subject to few government regulations, and (3) the
business avoids corporate income taxes.
The proprietorship also has three important limitations: (1) It is difﬁcult for
a proprietorship to obtain large sums of capital; (2) the proprietor has unlimited personal liability for the business’s debts, which can result in losses that
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exceed the money he or she has invested in the company; and (3) the life of a
business organized as a proprietorship is limited to the life of the individual
who created it. For these three reasons, sole proprietorships are used primarily for small-business operations. However, businesses are frequently started as
proprietorships and then converted to corporations when their growth causes
the disadvantages of being a proprietorship to outweigh the advantages.

PA R T N E R S H I P
Partnership
An unincorporated business
owned by two or more persons.

A partnership exists whenever two or more persons associate to conduct a
noncorporate business. Partnerships may operate under different degrees of
formality, ranging from informal, oral understandings to formal agreements
ﬁled with the secretary of the state in which the partnership was formed. The
major advantage of a partnership is its low cost and ease of formation. The
disadvantages are similar to those associated with proprietorships: (1) unlimited liability, (2) limited life of the organization, (3) difﬁculty of transferring
ownership, and (4) difﬁculty of raising large amounts of capital. The tax treatment of a partnership is similar to that for proprietorships, which is often an
advantage, as we demonstrate in Chapter 2.
Regarding liability, the partners can potentially lose all of their personal assets, even assets not invested in the business, because under partnership law,
each partner is liable for the business’s debts. Therefore, if any partner is unable to meet his or her pro rata liability in the event the partnership goes bankrupt, the remaining partners must make good on the unsatisﬁed claims, drawing on their personal assets to the extent necessary. The partners of the national
accounting ﬁrm Laventhol and Horwath, a huge partnership that went bankrupt as a result of suits ﬁled by investors who relied on faulty audit statements,
learned all about the perils of doing business as a partnership. Thus, a Texas
partner who audits a business that goes under can bring ruin to a millionaire
New York partner who never went near the client company.
The ﬁrst three disadvantages — unlimited liability, impermanence of the organization, and difﬁculty of transferring ownership — lead to the fourth, the
difﬁculty partnerships have in attracting substantial amounts of capital. This is
generally not a problem for a slow-growing business, but if a business’s products or services really catch on, and if it needs to raise large amounts of capital
to capitalize on its opportunities, the difﬁculty in attracting capital becomes a
real drawback. Thus, growth companies such as Hewlett-Packard and Microsoft generally begin life as a proprietorship or partnership, but at some point
their founders ﬁnd it necessary to convert to a corporation.

C O R P O R AT I O N
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.
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A corporation is a legal entity created by a state, and it is separate and distinct
from its owners and managers. This separateness gives the corporation three
major advantages: (1) Unlimited life. A corporation can continue after its original owners and managers are deceased. (2) Easy transferability of ownership interest. Ownership interests can be divided into shares of stock, which, in turn, can
be transferred far more easily than can proprietorship or partnership interests.
(3) Limited liability. Losses are limited to the actual funds invested. To illustrate
limited liability, suppose you invested $10,000 in a partnership that then went
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bankrupt, owing $1 million. Because the owners are liable for the debts of a
partnership, you could be assessed for a share of the company’s debt, and you
could be held liable for the entire $1 million if your partners could not pay
their shares. Thus, an investor in a partnership is exposed to unlimited liability.
On the other hand, if you invested $10,000 in the stock of a corporation that
then went bankrupt, your potential loss on the investment would be limited to
your $10,000 investment.2 These three factors — unlimited life, easy transferability of ownership interest, and limited liability — make it much easier for
corporations than for proprietorships or partnerships to raise money in the
capital markets.
The corporate form offers signiﬁcant advantages over proprietorships and
partnerships, but it also has two disadvantages: (1) Corporate earnings may be
subject to double taxation — the earnings of the corporation are taxed at the
corporate level, and then any earnings paid out as dividends are taxed again as
income to the stockholders. (2) Setting up a corporation, and ﬁling the many
required state and federal reports, is more complex and time-consuming than
for a proprietorship or a partnership.
A proprietorship or a partnership can commence operations without much
paperwork, but setting up a corporation requires that the incorporators prepare
a charter and a set of bylaws. Although personal computer software that creates
charters and bylaws is now available, a lawyer is required if the ﬂedgling corporation has any nonstandard features. The charter includes the following information: (1) name of the proposed corporation, (2) types of activities it will
pursue, (3) amount of capital stock, (4) number of directors, and (5) names and
addresses of directors. The charter is ﬁled with the secretary of the state in
which the ﬁrm will be incorporated, and when it is approved, the corporation
is ofﬁcially in existence.3 Then, after the corporation is in operation, quarterly
and annual employment, ﬁnancial, and tax reports must be ﬁled with state and
federal authorities.
The bylaws are a set of rules drawn up by the founders of the corporation. Included are such points as (1) how directors are to be elected (all elected each year,
or perhaps one-third each year for three-year terms); (2) whether the existing
stockholders will have the ﬁrst right to buy any new shares the ﬁrm issues; and
(3) procedures for changing the bylaws themselves, should conditions require it.
The value of any business other than a very small one will probably be maximized if it is organized as a corporation for the following three reasons:
1. Limited liability reduces the risks borne by investors, and, other things
held constant, the lower the ﬁrm’s risk, the higher its value.
2. A ﬁrm’s value is dependent on its growth opportunities, which in turn are
dependent on the ﬁrm’s ability to attract capital. Since corporations can
attract capital more easily than can unincorporated businesses, they are
better able to take advantage of growth opportunities.

2

In the case of small corporations, the limited liability feature is often a ﬁction, because bankers
and other lenders frequently require personal guarantees from the stockholders of small, weak businesses.
3
Note that more than 60 percent of major U.S. corporations are chartered in Delaware, which has,
over the years, provided a favorable legal environment for corporations. It is not necessary for a
ﬁrm to be headquartered, or even to conduct operations, in its state of incorporation.
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3. The value of an asset also depends on its liquidity, which means the ease
of selling the asset and converting it to cash at a “fair market value.” Since
an investment in the stock of a corporation is much more liquid than a
similar investment in a proprietorship or partnership, this too enhances
the value of a corporation.
As we will see later in the chapter, most ﬁrms are managed with value maximization in mind, and this, in turn, has caused most large businesses to be organized as corporations.

HYBRID FORMS

Limited Partnership
A hybrid form of organization
consisting of general partners,
who have unlimited liability for
the partnership’s debts, and
limited partners, whose liability is
limited to the amount of their
investment.

Limited Liability Partnership
(Limited Liability Company)
A hybrid form of organization in
which all partners enjoy limited
liability for the business’s debts. It
combines the limited liability
advantage of a corporation with
the tax advantages of a
partnership.

Professional Corporation
(Professional Association)
A type of corporation common
among professionals that provides
most of the beneﬁts of
incorporation but does not relieve
the participants of malpractice
liability.
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Although the three basic types of organization — proprietorships, partnerships,
and corporations — dominate the business scene, several hybrid forms are gaining popularity. For example, there are some specialized types of partnerships
that have somewhat different characteristics than the “plain vanilla” kind. First,
it is possible to limit the liabilities of some of the partners by establishing a limited partnership, wherein certain partners are designated general partners and
others limited partners. In a limited partnership, the limited partners are liable
only for the amount of their investment in the partnership, while the general
partners have unlimited liability. However, the limited partners typically have
no control, which rests solely with the general partners, and their returns are
likewise limited. Limited partnerships are common in real estate, oil, and
equipment leasing ventures. However, they are not widely used in general business situations because no one partner is usually willing to be the general partner and thus accept the majority of the business’s risk, while would-be limited
partners are unwilling to give up all control.
The limited liability partnership (LLP), sometimes called a limited liability company (LLC), is a relatively new type of partnership that is now permitted in many states. In both regular and limited partnerships, at least one partner is liable for the debts of the partnership. However, in an LLP, all partners
enjoy limited liability with regard to the business’s liabilities, and, in that regard,
they are similar to shareholders in a corporation. In effect, the LLP form of organization combines the limited liability advantage of a corporation with the tax
advantages of a partnership. Of course, those who do business with an LLP as
opposed to a regular partnership are aware of the situation, which increases the
risk faced by lenders, customers, and others who deal with the LLP.
There are also several different types of corporations. One type that is common among professionals such as doctors, lawyers, and accountants is the professional corporation (PC), or in some states, the professional association
(PA). All 50 states have statutes that prescribe the requirements for such corporations, which provide most of the beneﬁts of incorporation but do not relieve the participants of professional (malpractice) liability. Indeed, the primary
motivation behind the professional corporation was to provide a way for groups
of professionals to incorporate and thus avoid certain types of unlimited liability, yet still be held responsible for professional liability.
Finally, note that if certain requirements are met, particularly with regard to
size and number of stockholders, one (or more) individual can establish a corporation but elect to be taxed as if the business were a proprietorship or partnership. Such ﬁrms, which differ not in organizational form but only in how
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their owners are taxed, are called S corporations. Although S corporations are
similar in many ways to limited liability partnerships, LLPs frequently offer
more ﬂexibility and beneﬁts to their owners — so many that large numbers of S
corporation businesses are converting to this relatively new organizational form.

SELF-TEST QUESTIONS
What are the key differences between sole proprietorships, partnerships, and
corporations?
Why will the value of any business other than a very small one probably be
maximized if it is organized as a corporation?

F I N A N C E I N T H E O R G A N I Z AT I O N A L
STRUCTURE OF THE FIRM
Organizational structures vary from ﬁrm to ﬁrm, but Figure 1-1 presents a
fairly typical picture of the role of ﬁnance within a corporation. The chief ﬁnancial ofﬁcer (CFO) generally has the title of vice-president: ﬁnance, and he
FIGURE

1-1

Role of Finance in a Typical Business Organization

Board of Directors

President

Vice-President: Sales
1. Manages Directly Cash and
Marketable Securities.
2. Plans the Firm’s Capital
Structure.
3. Manages the Firm's
Pension Fund.
4. Manages Risk.

Credit
Manager

Inventory
Manager

Vice-President: Finance

Treasurer

Director of
Capital
Budgeting

Vice-President: Operations

Controller

Cost
Accounting

Financial
Accounting

Tax
Department
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or she reports to the president. The ﬁnancial vice-president’s key subordinates
are the treasurer and the controller. In most ﬁrms the treasurer has direct
responsibility for managing the ﬁrm’s cash and marketable securities, for planning its capital structure, for selling stocks and bonds to raise capital, for overseeing the corporate pension plan, and for managing risk. 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 typically responsible for the activities of the accounting and
tax departments.

SELF-TEST QUESTION
Identify the two primary subordinates who report to the ﬁrm’s chief ﬁnancial ofﬁcer, and indicate the primary responsibilities of each.

T H E G O A L S O F T H E C O R P O R AT I O N

Stockholder Wealth
Maximization
The primary goal for management
decisions; considers the risk and
timing associated with expected
earnings per share in order to
maximize the price of the ﬁrm’s
common stock.

Shareholders are the owners of a corporation, and they purchase stocks because
they are looking for a ﬁnancial return. In most cases, shareholders elect directors, who then hire managers to run the corporation on a day-to-day basis.
Since managers are working on behalf of shareholders, it follows that they
should pursue policies that enhance shareholder value. Consequently, throughout this book we operate on the assumption that management’s primary goal is
stockholder wealth maximization, which translates into maximizing the price
of the ﬁrm’s common stock. Firms do, of course, have other objectives — in particular, the managers who make the actual decisions are interested in their own
personal satisfaction, in their employees’ welfare, and in the good of the community and of society at large. Still, for the reasons set forth in the following
sections, stock price maximization is the most important goal for most corporations.

MANAGERIAL INCENTIVES
S H A R E H O L D E R W E A LT H

TO

MAXIMIZE

Stockholders own the ﬁrm and elect the board of directors, which then selects
the management team. Management, in turn, is supposed to operate in the best
interests of the stockholders. We know, however, that because the stock of most
large ﬁrms is widely held, managers of large corporations have a great deal of
autonomy. This being the case, might not managers pursue goals other than
stock price maximization? For example, some have argued that the managers of
large, well-entrenched corporations could work just hard enough to keep stockholder returns at a “reasonable” level and then devote the remainder of their
effort and resources to public service activities, to employee beneﬁts, to higher
executive salaries, or to golf.
It is almost impossible to determine whether a particular management team
is trying to maximize shareholder wealth or is merely attempting to keep
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stockholders satisﬁed while managers pursue other goals. For example, how can
we tell whether employee or community benefit programs are in the long-run
best interests of the stockholders? Similarly, are huge executive salaries really
necessary to attract and retain excellent managers, or are they just another example of managers taking advantage of stockholders?
It is impossible to give deﬁnitive answers to these questions. However, we do
know that the managers of a ﬁrm operating in a competitive market will be
forced to undertake actions that are reasonably consistent with shareholder
wealth maximization. If they depart from that goal, they run the risk of being
removed from their jobs, either by the ﬁrm’s board of directors or by outside
forces. We will have more to say about this in a later section.

SOCIAL RESPONSIBILITY
Social Responsibility
The concept that businesses
should be actively concerned with
the welfare of society at large.

Normal Proﬁts and Rates
of Return
Those proﬁts and rates of return
that are close to the average for all
ﬁrms and are just sufﬁcient to
attract capital.

Another issue that deserves consideration is social responsibility: Should
businesses operate strictly in their stockholders’ best interests, or are ﬁrms
also responsible for the welfare of their employees, customers, and the communities in which they operate? Certainly ﬁrms have an ethical responsibility
to provide a safe working environment, to avoid polluting the air or water,
and to produce safe products. However, socially responsible actions have costs,
and not all businesses would voluntarily incur all such costs. If some ﬁrms act
in a socially responsible manner while others do not, then the socially responsible ﬁrms will be at a disadvantage in attracting capital. To illustrate,
suppose all ﬁrms in a given industry have close to “normal” proﬁts and rates
of return on investment, that is, close to the average for all ﬁrms and just
sufﬁcient to attract capital. If one company attempts to exercise social responsibility, it will have to raise prices to cover the added costs. If other ﬁrms in
its industry do not follow suit, their costs and prices will be lower. The socially responsible ﬁrm will not be able to compete, and it will be forced to
abandon its efforts. Thus, any voluntary socially responsible acts that raise
costs will be difﬁcult, if not impossible, in industries that are subject to keen
competition.
What about oligopolistic ﬁrms with proﬁts above normal levels — cannot
such ﬁrms devote resources to social projects? Undoubtedly they can, and
many large, successful ﬁrms do engage in community projects, employee beneﬁt programs, and the like to a greater degree than would appear to be called for
by pure proﬁt or wealth maximization goals.4 Furthermore, many such ﬁrms
contribute large sums to charities. Still, publicly owned ﬁrms are constrained
by capital market forces. To illustrate, suppose a saver who has funds to invest
is considering two alternative ﬁrms. One devotes a substantial part of its resources to social actions, while the other concentrates on proﬁts and stock
prices. Many investors would shun the socially oriented ﬁrm, thus putting it at
a disadvantage in the capital market. After all, why should the stockholders of
one corporation subsidize society to a greater extent than those of other businesses? For this reason, even highly proﬁtable ﬁrms (unless they are closely

4
Even ﬁrms like these often ﬁnd it necessary to justify such projects at stockholder meetings by
stating that these programs will contribute to long-run proﬁt maximization.
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Go to http://www.thebody-shop.com/usa/
aboutus/values.html to
see the corporate values
The Body Shop embraces.

held rather than publicly owned) are generally constrained against taking unilateral cost-increasing social actions.
Does all this mean that ﬁrms should not exercise social responsibility? Not
at all. But it does mean that most signiﬁcant cost-increasing actions will have
to be put on a mandatory rather than a voluntary basis to ensure that the burden falls uniformly on all businesses. Thus, such social beneﬁt programs as
fair hiring practices, minority training, product safety, pollution abatement, and
antitrust actions are most likely to be effective if realistic rules are established
initially and then enforced by government agencies. Of course, it is critical that
industry and government cooperate in establishing the rules of corporate behavior, and that the costs as well as the beneﬁts of such actions be estimated accurately and then taken into account.
In spite of the fact that many socially responsible actions must be mandated by government, in recent years numerous ﬁrms have voluntarily taken
such actions, especially in the area of environmental protection, because they
helped sales. For example, many detergent manufacturers now use recycled
paper for their containers, and food companies are packaging more and
more products in materials that consumers can recycle or that are biodegradable. To illustrate, McDonald’s replaced its styrofoam boxes, which take years
to break down in landﬁlls, with paper wrappers that are less bulky and decompose more rapidly. Some companies, such as The Body Shop and Ben &
Jerry’s Ice Cream, go to great lengths to be socially responsible. According
to the president of The Body Shop, the role of business is to promote the
public good, not just the good of the ﬁrm’s shareholders. Furthermore, she
argues that it is impossible to separate business from social responsibility.
For some ﬁrms, socially responsible actions may not de facto be costly — the
companies heavily advertise their actions, and many consumers prefer to buy
from socially responsible companies rather than from those that shun social
responsibility.

S T O C K P R I C E M A X I M I Z AT I O N

AND

S O C I A L W E L FA R E

If a ﬁrm attempts to maximize its stock price, is this good or bad for society? In general, it is good. Aside from such illegal actions as attempting to
form monopolies, violating safety codes, and failing to meet pollution control
requirements, the same actions that maximize stock prices also beneﬁt society.
First, note that stock price maximization requires efﬁcient, low-cost businesses that produce high-quality goods and services at the lowest possible
cost. Second, stock price maximization requires the development of products
and services 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 service, adequate stocks of merchandise, and well-located business establishments — these are the factors
that lead to sales, which in turn are necessary for proﬁts. Therefore, most
actions that help a ﬁrm increase the price of its stock also beneﬁt society at
large. This is why proﬁt-motivated, free-enterprise economies have been so
much more successful than socialistic and communistic economic systems.
Since ﬁnancial management plays a crucial role in the operations of successful ﬁrms, and since successful ﬁrms are absolutely necessary for a healthy,
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LEVI STRAUSS TRIES TO BLEND PROFITS WITH SOCIAL ACTIVISM
evi Strauss & Company has been around for
nearly 150 years. Well known for its Dockers and
501 jeans, the ﬁrm has also been recognized for its
commitment to social values. Indeed, when Levi
Strauss ﬁrst issued stock to the public in 1971, it took the unusual step of warning potential investors that the company’s
dedication to social activism was so deep that it might compromise corporate proﬁts.
Levi Strauss’ words and actions continually reﬂect this
strong devotion to social causes. In 1987, CEO Bob Haas developed the company’s Mission and Aspiration Statement,
which highlighted an emphasis on diversity, teamwork, and integrity. A few years later, the company created a 10-day
course for employees that focused on ethical decision making.
As one of the course developers put it: “It was about asking,
‘How do I ﬁnd meaning in the workplace?’ It was about seeing that work is noble, that we’re more than getting pants out
the door.”
Moreover, the company’s philosophy had a profound effect
on its business decisions. For example, it withdrew its investments in China to protest human rights violations. This action
contrasted sharply with those of most other companies, which
continued making investments in China in order to enhance
shareholder value.
Levi Strauss has received considerable praise and numerous
awards for its vision, and until recently, the company was able
to practice social activism while maintaining strong proﬁtability. However, the company’s proﬁtability has fallen recently,
causing many to argue that it must rethink its vision if it is to
survive. In the face of huge losses, it is not surprising that tension has arisen between the conﬂicting goals of social activism
and proﬁtability. Peter Jacobi, who recently retired as president
of Levi Strauss, summarized this tension when he was quoted in
a recent Fortune magazine article:

L

Go to http://
www.levistrauss.com/
index_about.html to take
a look at Levi Strauss &
Co.’s vision statement,
history, other general information about
the company, and its ideals.

The problem is [that] some people thought the values were
an end in themselves. You have some people who say, “Our
objective is to be the most enlightened work environment in
the world.” And then you have others that say, “Our objective is to make a lot of money.” The value-based [socially
oriented] people look at the commercial folks as heathens;
the commercial people look at the values people as wusses
getting in the way.
Despite these concerns, Levi Strauss’ recent problems may
not be solely or even predominantly attributed to its social activism. The company has been slow to respond to fashion trends
and to changing distribution system technology. Despite large
investments, the company is still way behind its competitors in
managing inventory and getting product to market.
To be sure, all is not completely bleak for Levi Strauss. The
company still has a very strong brand name, and it still continues
to generate a lot of cash. For example, in 1998, the company generated cash ﬂow of $1.1 billion, more than either Gap or Nike.
One factor that makes Levi Strauss unique is its ownership
structure. The Haas family has long controlled the company.
Moreover, after completing a leveraged buyout in 1996, the
company is once again privately held. As part of the buyout
agreement, investors who wanted to maintain their ownership
stake had to grant complete power for 15 years to four family
members led by Bob Haas. This ownership structure has enabled
Levi Strauss to pursue its social objectives without facing the
types of pressure that a more shareholder-oriented company
would face. Arguably, however, the lack of external pressure
helps explain why the company has been so slow to adapt to
changing technology and market conditions.
SOURCE: “How Levi’s Trashed a Great American Brand,” Fortune, April 12, 1999,
82–90.

productive economy, it is easy to see why ﬁnance is important from a social
welfare standpoint.5
5

People sometimes argue that ﬁrms, in their efforts to raise proﬁts and stock prices, increase product prices and gouge the public. In a reasonably competitive economy, which we have, prices are
constrained by competition and consumer resistance. If a ﬁrm raises its prices beyond reasonable
levels, it will simply lose its market share. Even giant ﬁrms such as General Motors lose business to
the Japanese and German automakers, as well as to Ford, if they set prices above levels necessary
to cover production costs plus a “normal” proﬁt. Of course, ﬁrms want to earn more, and they constantly try to cut costs, to develop new products, and so on, and thereby 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, which will eventually drive prices down, so again the main longterm beneﬁciary is the consumer.
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SELF-TEST QUESTIONS
What is management’s primary goal?
What actions could be taken to remove a management team if it departs
from the goal of maximizing shareholder wealth?
What would happen if one ﬁrm attempted to exercise costly socially responsible programs but its competitors did not follow suit?
How does the goal of stock price maximization beneﬁt society at large?

BUSINESS ETHICS

Business Ethics
A company’s attitude and conduct
toward its employees, customers,
community, and stockholders.
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The word ethics is deﬁned in Webster’s dictionary as “standards of conduct or
moral behavior.” 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 that it deals
with in a fair and honest manner. A ﬁrm’s commitment to business ethics can
be measured by the tendency of the ﬁrm and its employees to adhere to laws
and regulations relating to such factors as product safety and quality, fair employment practices, fair marketing and selling practices, the use of conﬁdential
information for personal gain, community involvement, bribery, and illegal
payments to obtain business.
Most ﬁrms today have in place strong codes of ethical behavior, and they
also conduct training programs designed to ensure that employees understand
the correct behavior in different business situations. However, it is imperative
that top management — the chairman, president, and vice-presidents — be
openly committed to ethical behavior, and that they communicate this commitment through their own personal actions as well as through company policies, directives, and punishment/reward systems.
When conflicts arise between profits and ethics, sometimes the ethical
considerations are so strong that they clearly dominate. However, in many
cases the choice between ethics and profits is not clear cut. For example, suppose Norfolk Southern’s managers know that its coal trains are polluting the
air along its routes, but the amount of pollution is within legal limits and preventive actions would be costly. Are the managers ethically bound to reduce
pollution? Similarly, suppose a medical products company’s own research indicates that one of its new products may cause problems. However, the evidence is relatively weak, other evidence regarding benefits to patients is
strong, and independent government tests show no adverse effects. Should
the company make the potential problem known to the public? If it does release the negative (but questionable) information, this will hurt sales and
profits, and possibly keep some patients who would benefit from the new
product from using it. There are no obvious answers to questions such as
these, but companies must deal with them on a regular basis, and a failure to
handle the situation properly can lead to huge product liability suits, which
could push a firm into bankruptcy.
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SELF-TEST QUESTIONS
How would you deﬁne “business ethics”?
Is “being ethical” good for proﬁts in the long run? In the short run?

A G E N C Y R E L AT I O N S H I P S
It has long been recognized that managers may have personal goals that compete with shareholder wealth maximization. Managers are empowered by the
owners of the ﬁrm — the shareholders — to make decisions, and that creates a
potential conﬂict of interest known as agency theory.
An agency relationship arises whenever one or more individuals, called principals, hire another individual or organization, called an agent, to perform some
service and delegate decision-making authority to that agent. In ﬁnancial management, the primary agency relationships are those between (1) stockholders
and managers and (2) managers and debtholders.6

STOCKHOLDERS
Agency Problem
A potential conﬂict of interests
between the agent (manager) and
(1) the outside stockholders or (2)
the creditors (debtholders).

VERSUS

MANAGERS

A potential agency problem arises whenever the manager of a ﬁrm owns less
than 100 percent of the ﬁrm’s common stock. If the ﬁrm is a proprietorship
managed by its owner, the owner-manager will presumably operate so as to
maximize his or her own welfare, with welfare measured in the form of increased personal wealth, more leisure, or perquisites.7 However, if the ownermanager incorporates and then sells some of the stock to outsiders, a potential
conﬂict of interests immediately arises. Now the owner-manager may decide to
lead a more relaxed lifestyle and not work as strenuously to maximize shareholder wealth, because less of this wealth will accrue to him or her. Also, the
owner-manager may decide to consume more perquisites, because some of
those costs will be borne by the outside shareholders. In essence, the fact that
the owner-manager will neither gain all the beneﬁts of the wealth created by his
or her efforts nor bear all of the costs of perquisites will increase the incentive
to take actions that are not in the best interests of other shareholders.
In most large corporations, potential agency conﬂicts are important, because large ﬁrms’ managers generally own only a small percentage of the
stock. In this situation, shareholder wealth maximization could take a back
seat to any number of conﬂicting managerial goals. For example, people have
argued that some managers’ primary goal seems to be to maximize the size of
their ﬁrms. By creating a large, rapidly growing ﬁrm, managers (1) increase
their job security, because a hostile takeover is less likely; (2) increase their
6
The classic work on the application of agency theory to ﬁnancial management was by Michael C.
Jensen and William H. Meckling, “Theory of the Firm, Managerial Behavior, Agency Costs, and
Ownership Structure,” Journal of Financial Economics, October 1976, 305–360.
7
Perquisites are fringe beneﬁts such as luxurious ofﬁces, executive assistants, expense accounts, limousines, corporate jets, generous retirement plans, and the like.
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ARE CEOs OVERPAID?
usiness Week’s annual survey of executive compensation recently reported that the average large-company CEO made
$12.4 million in 1999, up from $2 million in 1990. This dramatic increase can be attributed to the fact that CEOs increasingly receive most of their compensation in the form of stock
and stock options, which skyrocketed in value because of a
strong stock market in the 1990s.
Heading the pack on the Business Week list was Computer
Associates International Inc.’s Charles Wang, who in 1999 made
$655.4 million, mostly from stock options. Rounding out the
top ﬁve were L. Dennis Kozlowski of Tyco International ($170.0
million), David Pottruck of Charles Schwab ($127.9 million),
John Chambers of Cisco Systems ($121.7 million), and Stephen
Case of America Online ($117.0 million). It is worth noting that
these payouts occurred in large part because the executives exercised stock options granted in earlier years. Thus, their 1999
reported compensation overstated their average compensation
over time. More importantly, note that their stock options provided these CEOs with an incentive to raise their companies’
stock prices. Indeed, most observers believe there is a strong

B

causal relationship between CEO compensation procedures and
stock price performance.
However, some critics argue that although performance incentives are entirely appropriate as a method of compensation,
the overall level of CEO compensation is just too high. The critics ask such questions as these: Would these CEOs have been
unwilling to take their jobs if they had been offered only half
as many stock options? Would they have put forth less effort,
and would their ﬁrms’ stock prices have not gone up as much?
It is hard to say. Other critics lament that the exercise of stock
options has dramatically increased the compensation of not
only truly excellent CEOs, but it has also dramatically increased
the compensation of some pretty average CEOs, who were lucky
enough to have had the job during a stock market boom that
raised the stock prices of even companies with rather poor
performance. Another problem is that the huge CEO salaries are
widening the gap between top executives and middle manager
salaries. This is leading to employee discontent and a decrease
in employee morale and loyalty.

own power, status, and salaries; and (3) create more opportunities for their
lower- and middle-level managers. Furthermore, since the managers of most
large ﬁrms own only a small percentage of the stock, it has been argued that
they have a voracious appetite for salaries and perquisites, and that they generously contribute corporate dollars to their favorite charities because they get
the glory but outside stockholders bear the cost.8
Managers can be encouraged to act in stockholders’ best interests through
incentives that reward them for good performance but punish them for poor
performance. Some speciﬁc mechanisms used to motivate managers to act in
shareholders’ best interests include (1) managerial compensation, (2) direct
intervention by shareholders, (3) the threat of ﬁring, and (4) the threat of
takeover.
1. Managerial compensation. Managers obviously must be compensated,
and the structure of the compensation package can and should be designed to meet two primary objectives: (a) to attract and retain able managers and (b) to align managers’ actions as closely as possible with the
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An excellent article that reviews the effectiveness of various mechanisms for aligning managerial
and shareholder interests is Andrei Shleifer and Robert Vishny, “A Survey of Corporate Governance,” Journal of Finance, June 1997, 737–783. Another paper that looks at managerial stockholding worldwide is Rafael La Porta, Florencio Lopez-De-Silanes, and Andrei Shleifer, “Corporate
Ownership Around the World,” Journal of Finance, April 1999, 471–517.
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interests of stockholders, who are primarily interested in stock price maximization. Different companies follow different compensation practices,
but a typical senior executive’s compensation is structured in three parts:
(a) a speciﬁed annual salary, which is necessary to meet living expenses;
(b) a bonus paid at the end of the year, which depends on the company’s
proﬁtability during the year; and (c) options to buy stock, or actual shares
of stock, which reward the executive for long-term performance.
Managers are more likely to focus on maximizing stock prices if they are
themselves large shareholders. Often, companies grant senior managers
performance shares, where the executive receives a number of shares
dependent upon the company’s actual performance and the executive’s
continued service. For example, in 1991 Coca-Cola granted one million
shares of stock worth $81 million to its CEO at the time, the late Roberto
Goizueta. The award was based on Coke’s performance under Goizueta’s
leadership, but it also stipulated that Goizueta would receive the shares
only if he stayed with the company for the remainder of his career.
Most large corporations also provide executive stock options, which
allow managers to purchase stock at some future time at a given price.
Obviously, a manager who has an option to buy, say, 10,000 shares of
stock at a price of $10 during the next 5 years will have an incentive to
help raise the stock’s value to an amount greater than $10.
The number of performance shares or options awarded is generally
based on objective criteria. Years ago, the primary criteria were accounting measures such as earnings per share (EPS) and return on equity
(ROE). Today, though, the focus is more on the market value of the ﬁrm’s
shares or, better yet, on the performance of its shares relative to other
stocks in its industry. Various procedures are used to structure compensation programs, and good programs are relatively complicated. Still, it has
been thoroughly established that a well-designed compensation program
can do wonders to improve a company’s ﬁnancial performance.
2. Direct intervention by shareholders. Years ago most stock was owned
by individuals, but today the majority is owned by institutional investors
such as insurance companies, pension funds, and mutual funds. Therefore, the institutional money managers have the clout, if they choose to
use it, to exercise considerable inﬂuence over most ﬁrms’ operations.
First, they can talk with a ﬁrm’s management and make suggestions regarding how the business should be run. In effect, institutional investors
act as lobbyists for the body of stockholders. Second, any shareholder
who has owned at least $2,000 of a company’s stock for one year can
sponsor a proposal that must be voted on at the annual stockholders’
meeting, even if the proposal is opposed by management. Although
shareholder-sponsored proposals are nonbinding and are limited to issues
outside of day-to-day operations, the results of such votes are clearly
heard by top management.9
3. The threat of ﬁring. Until recently, the probability of a large ﬁrm’s
management being ousted by its stockholders was so remote that it posed

Performance Shares
Stock that is awarded to executives
on the basis of the company’s
performance.

Executive Stock Option
An option to buy stock at a stated
price within a speciﬁed time
period that is granted to an
executive as part of his or her
compensation package.

9

A recent article that provides a detailed investigation of shareholder proposals during 1997 is
Cynthia J. Campbell, Stuart L. Gillan, and Cathy M. Niden, “Current Perspectives on Shareholder
Proposals: Lessons from the 1997 Proxy Season,” Financial Management, Spring 1999, 89–98.
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Hostile Takeover
The acquisition of a company over
the opposition of its management.

little threat. This situation existed because the shares of most ﬁrms were
so widely distributed, and management’s control over the voting mechanism was so strong, that it was almost impossible for dissident stockholders to get the votes needed to overthrow a management team. However,
as noted above, that situation is changing.
Consider the case of Eckhard Pfeiffer, who recently lost his job as
CEO of Compaq Computer Corporation. Under Pfeiffer’s leadership,
Compaq became the world’s largest computer manufacturer. However,
the company has struggled in recent years to maintain proﬁtability in a
time of rapidly falling computer prices. Soon after Compaq announced
another sub-par quarterly earnings report for the ﬁrst quarter of 1999,
the board of directors told Pfeiffer that they wanted new leadership.
Pfeiffer resigned the following day.
Indeed, in recent years the top executives at Mattel, Coca-Cola, Lucent, Gillette, Procter & Gamble, Maytag, and Xerox have resigned or
been ﬁred after serving as CEO only a short period of time. Most of
these departures were no doubt due to their companies’ poor performance.
4. The threat of takeovers. Hostile takeovers (when 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 because of poor management.
In a hostile takeover, the managers of the acquired ﬁrm are generally
ﬁred, and any who manage to stay on lose status and authority. Thus,
managers have a strong incentive to take actions designed to maximize
stock prices. In the words of one company president, “If you want to keep
your job, don’t let your stock sell at a bargain price.”

STOCKHOLDERS (THROUGH MANAGERS)
VERSUS CREDITORS
In addition to conﬂicts between stockholders and managers, there can also be
conﬂicts between creditors and stockholders. Creditors have a claim on part of
the ﬁrm’s earnings stream for payment of interest and principal on the debt,
and they have a claim on the ﬁrm’s assets in the event of bankruptcy. However,
stockholders have control (through the managers) of decisions that affect the
proﬁtability and risk of the ﬁrm. Creditors lend funds at rates that are based on
(1) the riskiness of the ﬁrm’s existing assets, (2) expectations concerning the
riskiness of future asset additions, (3) the ﬁrm’s existing capital structure (that
is, the amount of debt ﬁnancing used), and (4) expectations concerning future
capital structure decisions. These are the primary determinants of the riskiness
of a ﬁrm’s cash ﬂows, hence the safety of its debt issues.
Now suppose stockholders, acting through management, cause a ﬁrm to
take on a large new project that is far riskier than was anticipated by the creditors. This increased risk will cause the required rate of return on the ﬁrm’s
debt to increase, and that will cause the value of the outstanding debt to fall. If
the risky project is successful, all the beneﬁts go to the stockholders, because
creditors’ returns are ﬁxed at the old, low-risk rate. However, if the project is
unsuccessful, the bondholders may have to share in the losses. From the stock-
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