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Approach
The first Canadian edition of  this text was written just as the financial crisis of  2008–
2009 was unfolding. That financial crisis, and the continuing crises that followed, rein-
forced the need to understand finance to ensure that good financial decisions are made. 
As we said in the first edition, understanding finance is important and is the purpose of  
this book:

In our over 50 years of  combined teaching experience, we have found that leaving out core material 
deemed “too hard” actually makes the subject matter less accessible. The core concepts in finance are 
simple and intuitive. What makes the subject challenging is that it is often difficult for a novice to dis-
tinguish between these core ideas and other intuitively appealing approaches that, if  used in financial 
decision making, will lead to incorrect decisions. De-emphasizing the core concepts that underlie finance 
strips students of  the essential intellectual tools they need to differentiate between good and bad decision 
making. Therefore, our primary motivation for writing this book was to equip students with a solid 
grounding in the core financial concepts and tools needed to make good decisions.

There is little doubt that one of  the most important contributing factors to the 2008–
2009 financial crisis was that many practitioners who should have known better did not 
understand, or chose to ignore, the core concepts that underlie finance in general (and 
the pedagogy in this book in particular), leading them to make many very bad decisions.

We present corporate finance as an application of  a set of  simple, powerful ideas. 
At the heart is the principal of  the absence of  arbitrage opportunities, or Law of  One 
Price: In life, you don’t get something for nothing. This simple concept is a powerful 
and important tool in financial decision making. By relying on it, and the other core 
principles in this book, financial decision makers can avoid the bad decisions brought to 
light by the financial crisis. We use the Law of  One Price as a compass; it keeps financial 
decision makers on the right track and is the backbone of  the entire book. We introduce 
the Law of  One Price concept as the basis for net present value and the time value of  
money in Chapter 3, Arbitrage and Financial Decision Making. In the opening of  each part, 
and as pertinent throughout the remaining chapters, we relate major concepts to the 
Law of  One Price, creating a framework to ground the student and connect theory to 
practice.

Canadian Content and Context
A Canadian text should reflect Canadian realities, and show how they fit into the big-
ger picture. The Canadian tax system, for example, differs significantly from that of  
the United States regarding dividends, capital gains, capital cost allowance, leasing, and 
foreign subsidiary income and its taxation in the parent company. We use the relevant 
Canadian tax code to make the examples more realistic to students and to give them 
exposure to how Canadian taxation works. There are many institutional and market 
differences between Canada and the United States. We have incorporated information 
on both countries’ institutions and markets and often include comparisons with other 
countries. We feel it is important that students understand Canada’s relative position on 
a number of  issues related to markets, the financial crisis, corporate governance, and 
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corporate finance. To this end, we have selected Canadian examples, when appropriate, 
for use in the text. Many of  the companies we use as examples are familiar to Canadian 
students—they are companies that have had interesting successes or failures. We feel 
that, in addition to learning corporate finance, students should have familiarity with 
Canadian business and its rich history.

What’s New
We have updated all text discussions and figures, tables, and facts to accurately reflect 
developments in the field in the last three years. Given the success of  the first three edi-
tions, we focused substantive changes on areas where there was clear evidence that such 
change would be beneficial. Specific highlights include the following:

• Chapter 1, The Corporation, has several enhancements including enriched discussion 
of  stakeholder satisfaction, corporate social responsibility and how these connect to 
the goal of  shareholder wealth maximization. Two of  the four new end-of-chapter 
problems relate to this discussion. One of  these problems sets up a hypothetical 
principal–agent problem that encourages unstructured and critical thinking. This 
question is revisited in Chapter 7, where we look at the informational effects and 
stock price implications as the problem unfolds. Further enhancements to this chap-
ter include stock trading, competition, new trading venues, and the existence of  dark 
pools. Two of  our four new end-of-chapter problems address limit and market orders 
and the tradeoffs between the two. Some professors like to dig into the details of  
taxation as it relates to different business forms and investor accounts, so we added a 
new online appendix that addresses types of  payouts of  the different business forms 
and the type of  investor account into which the payout flows. This appendix is quite 
detailed and reflects the latest Canada Revenue Agency rules.

• In Chapter 2, Introduction to Financial Statement Analysis, we reorganized the chapter 
extensively to improve its flow. Now all financial statement analysis appears together 
in a more coherent section following the introduction of  the different financial state-
ments. This allows professors who would like to concentrate on the statements the 
ability to do so, and it also allows the financial statement analysis to be driven by the 
purpose of  the analysis rather than done on a statement-by-statement basis.

• In Part 2, Tools (Chapters 3, 4, and 5), we updated data and discussions and added 
new end-of-chapter problems. In Chapter 3 we added some research evidence on 
arbitrage and the speed of  adjustment of  prices. In Chapter 4, we made explicit 
the concept of  an annuity due and added the term compound annual growth 
rate (CAGR).

• The coverage of  capital budgeting had two major enhancements. In Chapter 8, Invest-
ment Decision Rules, there is improved coverage of  profitability index, not only indicating 
when it is useful, but also what its shortcomings can be. In Chapter 9, at the end, we 
tie together the discussions of  expected outcomes, potential outcomes analyzed using 
sensitivity and scenario analysis, and actual outcomes by referencing the real-world case 
of  BlackBerry, its BlackBerry 10 product line, and the end result of  this project.

• Part 4, Risk and Return, has many updates including new Excel Boxes, a new Nobel 
Prize Box, new end-of-chapter problems and new Data Cases. We have added more 
discussion of  the market portfolio and the problem of  using a stock index as a proxy 
(particularly in Canada). Chapter 12 has enhanced discussion about beta estimation 
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and includes a new example related to this discussion. Chapter 13 has updated cov-
erage to reflect recent developments in asset pricing and behavioural finance, and 
section 13.8 on methods used in practice is substantially revised.

• Part 5, Options, has many new end-of-chapter problems across the three chapters and 
Chapter 16, Real Options, has an improved integrative example that flows through the 
chapter.

• Chapter 19, Financial Distress, Managerial Incentives, and Information, includes new discus-
sion on the leverage ratchet effect as an agency cost of  leverage and relates this to 
why firms may choose to go bankrupt rather than reduce the use of  leverage in their 
capital structure.

• In Chapter 23, The Mechanics of  Raising Equity Capital, new material is added on angel 
investing and crowd funding, including references to regulatory changes in Canada 
and the United States.

• Chapter 31, International Corporate Finance, includes updated and more detailed infor-
mation on Canadian tax law with respect to foreign income and contrasts the Cana-
dian and U.S. tax laws, which differ from each other significantly.

Part-by-Part Overview
Parts 1 and 2 lay the foundation for our study of  corporate finance. Chapter 1 intro-
duces the corporation and other business forms. We examine the roles of  the financial 
manager and financial markets, as well as conflicts surrounding ownership and control 
of  corporations. Chapter 2 reviews basic corporate accounting principles and financial 
statements. It now includes a number of  additional ratios and the DuPont identity.

Part 2 presents the basic tools that are the cornerstones of  corporate finance. As we 
have already pointed out, Chapter 3 introduces the Law of  One Price and net present 
value as the basis of  the unifying framework that will guide the student through the 
course. A brief  introduction to risk is included so students begin to understand how 
risk affects asset pricing. An appendix is available online for instructors who want to get 
into the mathematics of  replicating portfolios or want to introduce primitive securities 
for valuing other securities. Chapter 4 introduces the time value of  money and describes 
methods for estimating the timing of  cash flows and computing the net present value of  
various types of  cash flow patterns. An online appendix on using a financial calculator 
has been provided for this chapter. Chapter 5, Interest Rates, provides an extensive over-
view of  issues that arise in estimating the appropriate discount rate.

Part 3 opens with bond valuation in Chapter 6 and is an excellent way to show a 
direct application of  the time value and interest rate material from Chapters 4 and 5. 
The appendix to Chapter 6 introduces forward rates and theories of  the term structure 
of  interest rates. Chapter 7 includes stock valuation and material on market efficiency. 
It is another good application of  the time value material from Chapter 4 and the market 
efficiency section reinforces the separation principles from Chapter 3. Chapter 8 begins 
the coverage on capital budgeting and we present and critique alternatives to net present 
value for evaluating projects. We explain the basics of  valuation for capital projects in 
Chapter 9 and provide a clear and systematic presentation of  the difference between 
earnings and free cash flow and give a solid introduction to Canadian tax effects from 
capital cost allowance (CCA).

The flexible structure of  Part 4 allows professors to tailor coverage of  risk and 
return to their needs—be it for a theory- or practice-heavy approach. Chapter 10, 
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Capital Markets and the Pricing of  Risk, provides the keys to understanding risk and return. 
The chapter also explains the distinction between diversifiable and systematic risk. After 
this comprehensive yet succinct treatment, professors may choose to continue to the theory 
coverage, now centralized in Chapter 11, Optimal Portfolio Choice and the Capital Asset Pricing 
Model, which presents the CAPM and examines the details of  mean–variance portfolio opti-
mization. Alternatively, professors can proceed directly to Chapter 12, Estimating the Cost of  
Capital, which presents a practical discussion of  the cost of  capital. Chapter 13 examines the 
role of  behavioural finance and ties investor behaviour to the topic of  market efficiency and 
alternative models of  risk and return. Some professors may want to supplement the market 
efficiency material in Chapter 7 with sections 13.1 to 13.6.

Part 5 focuses on the role of  options in investing and financing decisions. Chapter 14 
introduces financial options, their payoffs and profits, and put–call parity. Chapter 15 pres-
ents commonly used techniques for pricing options. Chapter 16 highlights the role of  real 
options in capital budgeting and features a section on ordering multi-stage investments.

Part 6 addresses how a firm should raise the funds it needs to undertake its invest-
ments and the firm’s resulting capital structure. We focus on examining how the choice 
of  capital structure affects the value of  the firm in the perfect world in Chapter 17, and 
with frictions such as taxes and agency issues in Chapters 18 and 19. Chapter 19 features 
coverage of  the asset substitution problem and debt overhang and relates these items to 
options concepts covered Chapter 14. We focus on payout policy in Chapter 20.

In Part 7, we return to the capital budgeting decision with the complexities of  the real 
world. Chapter 21 introduces the three main methods for capital budgeting with lever-
age and market imperfections: the weighted average cost of  capital (WACC ) method, 
the adjusted present value (APV ) method, and the flow-to-equity (FTE) method. We 
present these traditionally difficult but important ideas by emphasizing the underlying 
assumptions and core principles behind them, moving through progressively more com-
plex ideas. This organization allows professors to delve as deeply into these techniques 
as is appropriate for their needs. Chapter 22 presents a capstone case for the first six 
parts of  the book that applies the techniques developed up to this point to build a valu-
ation model for a firm, Ideko Corp., using Excel.

In Part 8, we explain the institutional details associated with alternative long-term 
financing sources. Chapter 23 describes the process a company goes through when it 
raises equity capital. In Chapter 24, we review how firms can use the debt markets to 
raise capital and the role of  asset-backed securities, collateralized debt obligations, and 
mortgage-backed securities in the financial crisis of  2008–2009. Chapter 25 introduces 
leasing as an alternative and in the lease analysis treats the CCA tax shields in a manner 
consistent with their presentation in Chapter 9.

In Part 9, we turn to the details of  running the financial side of  a corporation on a 
day-to-day basis. In Chapter 26, we discuss how firms manage their working capital. In 
Chapter 27, we explain how firms manage their short-term cash needs.

Part 10 addresses special topics. Chapter 28 discusses mergers and acquisitions, and 
Chapter 29 provides an overview of  corporate governance. In Chapter 30, we consider 
corporations’ use of  insurance and financial derivatives to manage risk. We compare and 
contrast the different risk management techniques and present several new examples on 
practical risk management. Chapter 31 introduces the issues a firm faces when making 
a foreign investment and addresses the valuation of  foreign projects and the tax effects 
on the Canadian parent company.
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Customize Your Approach
Corporate Finance offers coverage of  the major topical areas for introductory-level MBA 
students, as well as the depth required in a reference textbook for upper-level courses. 
Most professors customize their classes by selecting a subset of  chapters reflecting the 
subject matter they consider most important. We designed this book from the outset 
with this need for flexibility in mind. Parts 2 through 6 are the core chapters in the book. 
We envision that most MBA programs will cover this material—yet even within these 
core chapters instructors can pick and choose what they wish to cover. Some possible 
approaches include:

• Single-quarter course: Cover Chapters 1 and 3–12. If  time allows, or if  students are 
previously familiar with the time value of  money, add Chapters 17–19.

• Semester-long course: Incorporate chapters from Part 5, Options, and Part 10, Special 
Topics, as desired.

• Single mini-semester: Assign Chapters 1, 3–10, 17, and 18 if  time allows.

Features
Teaching Students to Think Finance

With consistent presentation and an innovative set of  learning aids, Corporate Finance, Fourth 
Canadian Edition, simultaneously meets the needs of  future managers in both financial and 
non-financial roles. This textbook truly shows every student how to “think finance.”

Bridging Theory and Practice
The Law of  One Price framework reflects the modern idea that the absence of  arbitrage 
is the unifying concept of  valuation. This critical insight is introduced in Chapter 3, 
revisited in each Part Opener, and integrated throughout the text—motivating all major 
concepts and connecting theory to practice.

To be successful, students need to master the core concepts and learn to identify and 
solve problems that today’s practitioners face.

• Worked Examples accompany every important concept using a step-by-step proce-
dure that illustrates both the Problem and its Solution. Clear labels make them easy 
to find for help with homework or studying.

• Common Mistake boxes alert students to frequently made mistakes stemming 
from misunderstanding core concepts and calculations, as well as mistakes made in 
practice.

• Financial Crisis boxes reflect the reality of  recent financial crises and the ongoing 
sovereign debt crisis, noting lessons learned.

Applications That Reflect Real Practice
Corporate Finance, Fourth Canadian Edition, features actual companies and leaders in the field.

• Interviews with notable practitioners highlight leaders in the field and address the 
effects of  the financial crisis.

• General Interest boxes highlight timely material from financial publications that 
shed light on business problems and real-company practices.
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Simplified Presentation of Mathematics
One of  the hardest parts of  learning finance is mastering the jargon, math, and non- 
standardized notation. Corporate Finance, Fourth Canadian Edition, systematically uses:

• Notation Boxes: Each chapter begins with a Notation box that defines the variables 
and the acronyms used in the chapter and serves as ‘legend’ for students’ reference.

• Numbered and Labelled Equations: The first time a full equation is given in nota-
tion form it is numbered. Key equations are titled and revisited in the summary and 
in end papers.

• Using Excel Boxes: When appropriate, hands-on instruction for Excel techniques 
are provided, including screenshots to help guide students.

• Spreadsheet Tables: Select tables are available on Pearson MyLab Finance as Excel 
files, enabling students to change inputs and manipulate the underlying calculations.

Practice Finance to Learn Finance
Working problems is the proven way to cement and demonstrate an understanding of  
finance.

• Concept Check questions at the end of  each section enable students to test their 
understanding and target areas in which they need further review.

• End-of-chapter problems written personally by Jonathan Berk, Peter DeMarzo,  
and David Stangeland offer instructors the opportunity to assign first-rate mate-
rials to students for homework and practice with the confidence that the problems 
are consistent with the chapter content. Both the problems and solutions, which were 
also written by the authors, have been class-tested and accuracy checked to ensure 
quality. Selected end-of-chapter problems are also accompanied by Excel spread-
sheets with different icons indicating what the spreadsheets are for, and where they 
can be found:

Indicates that the problem is accompanied by an Excel Solution, which is found in the 
Instructor’s Solutions Manual.

Indicates that the problem is accompanied by an Auto-Graded Excel Project on 
Pearson’s MyLab Finance. Using proven, field-tested technology, these new auto- 
graded Excel Projects allow instructors to seamlessly integrate Excel content into 
their course.

• Data Cases present in-depth scenarios in a business setting with questions designed 
to guide students’ analysis. Many questions involve the use of  Internet resources and 
Excel techniques.

Supplements
These instructor supplements are available for download from a password-protected 
section of  Pearson Canada’s online catalogue (catalogue.pearsoned.ca). Navigate to your 
book’s catalogue page to view a list of  supplements available. Speak to your local Pear-
son sales representative for details and access.
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We have carefully prepared the following resources to aid instructors in presenting 
lectures, fostering class discussion, and administering examinations:

• Solutions Manual. This essential companion to the text provides detailed, accuracy- 
verified solutions to every chapter problem. Spreadsheet solutions to selected chapter 
problems and Data Cases are also included.

• Instructor’s Resource Manual. The Instructor’s Resource Manual is designed to 
enhance the organization and presentation of  course materials. For each chapter, this 
manual provides a chapter overview, learning objectives, and a correlation guide that 
lists the end of  chapter problems with their associated learning objectives and corre-
sponding MyLab Finance activities. It also includes a list of  end-of-chapter problems 
accompanied by Excel spreadsheet solutions (found in the Solutions Manual).

• Computerized Test Bank. Pearson’s computerized test banks allow instructors to 
filter and select questions to create quizzes, tests or homework. Instructors can revise 
questions or add their own, and may be able to choose print or online options. The 
wide selection of  multiple-choice, short answer, and essay questions are qualified by 
the difficulty level and skill type, and correlated to chapter topics. Numerical-based 
problems include step-by-step solutions. These questions are also available in Micro-
soft Word format.

• PowerPoint® Presentation Slides. The PowerPoint lecture presentations offer out-
lines of  each chapter with graphs, tables, and key terms and concepts. Worked exam-
ples provide detailed, step-by-step solutions in the same format as the boxes from 
the text and are correlated to parallel specific textbook examples. The PowerPoint 
slides for each chapter can be used in electronic form to present materials in class or 
in printed form to guide the preparation of  new lecture notes.

• Image Library. The Image Library contains all of  the numbered figures, tables, 
Exercises and numbered formulas in the textbook.

• Pearson MyLab Finance. Pearson Canada’s online resource, MyLab Finance, offers 
instructors and students all of  their resources in one place. With MyLab Finance, you 
will be able to enliven your lectures with a variety of  materials. Your students will be 
able to prepare and perform better on assignments and exams with customized study 
plans. MyLab Finance is available to instructors by going to pearsonmylabandmaster-
ing.com and following the instructions on the opening screen. Students receive access 
to MyLab Finance when they purchase their new text.

• Pearson eText. The Pearson eText gives students access to their textbook anytime, 
anywhere. In addition to note taking, highlighting, and bookmarking, the Pearson 
eText offers interactive and sharing features. Instructors can share their comments 
or highlights, and students can add their own, creating a tight community of  learners 
within the class.

Learning Solutions Managers. Pearson’s Learning Solutions Managers work with 
faculty and campus course designers to ensure that Pearson technology products, assess-
ment tools, and online course materials are tailored to meet your specific needs. This 
highly qualified team is dedicated to helping schools take full advantage of  a wide range 
of  educational resources by assisting in the integration of  a variety of  instructional 
materials and media formats. Your local Pearson Canada sales representative can pro-
vide you with more details on this service program.
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Introduction

P A R T 

1
CHAPTER 1
The Corporation

CHAPTER 2
Introduction to Financial 

Statement Analysis

WHY STUDY CORPORATE FINANCE? No matter what your role in a 

corporation, an understanding of  why and how financial decisions are made is essen-

tial. The focus of  this book is how to make optimal corporate financial decisions. In this 

part of  the book we lay the foundation for our study of  corporate finance. We begin, 

in Chapter 1, by introducing the corporation and related business forms.

We then examine the role of  financial managers and outside investors in decision 

making for the firm. To make optimal decisions, a decision maker needs information. 

As a result, in Chapter 2 we review an important source of  information for corporate 

decision making—the firm’s accounting statements.
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C H A P T E R 

1
The Corporation

Corporations have existed in Canada since before Canada was a nation. One 

of  the oldest and most recognized corporations in Canada is the Hudson’s Bay 

Company (HBC). HBC was given its charter in 1670 and still continues in oper-

ation today. In 1970, the head office of  HBC moved from London, England, to 

Winnipeg; it now resides in Toronto. Ownership and control of  the HBC has 

changed over the years too; originally it was domiciled in England, then in Canada, 

and currently is in the United States.

Corporations are arguably the most important business organizations in Canada 

and around the world because of  their dominance in terms of  products produced, 

revenues and profits generated, and people employed. The corporate form is not 

static, though; it evolves over time. The financial and broader economic crisis that 

began in 2007 transformed the financial landscape and brought down multination-

als such as AIG and multiple banks around the world. As governments seek to 

prevent a similar crisis in the future, new regulations will shape corporations and 

the environments in which they operate. There has never been a more exciting 

time to study corporate finance.

This book is about how corporations make financial decisions. Canadian corporate 

law has evolved from British Common Law and brought in aspects of U.S. corporate 

law. The purpose of this chapter is to introduce the corporation, as well as explain 

alternative business organizational forms common in Canada. A key factor in the 

success of corporations is the ability to easily trade ownership shares, and so we will 

also explain the role of stock markets in facilitating trading among investors in a cor-

poration and the implications this has for the ownership and control of corporations.

© Stockelements / Shutterstock
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 1.1 The Three Types of  Firms 3

 1.1 The Three Types of Firms
We begin our study of  corporate finance by introducing the three major types of  firms: 
sole proprietorships, partnerships, and corporations. We explain each organizational form 
in turn, but our primary focus is on the most important form—the corporation. In addi-
tion to describing what a corporation is, we also provide an overview of  why corporations 
are so successful.

Sole Proprietorships
A sole proprietorship is a business owned and run by one person. Sole proprietorships are 
usually very small with few, if  any, employees. Although they are the most common type of  
business unit in the economy, sole proprietorships are relatively small in terms of  revenues 
and profits produced and people employed. Sole proprietorships share the following key 
characteristics:

1. Sole proprietorships are straightforward to set up. Because of  this advantage, many new 
businesses use this organizational form.

2. The principal limitation of  a sole proprietorship is that there is no separation between 
the firm and the owner; the firm can have only one owner and business income is taxed 
at the personal level. If  there are other investors, they cannot hold an ownership stake 
in the firm; this limits the ability of  the owner to raise money for the business.

3. The owner of  a sole proprietorship has unlimited personal liability for any of  the firm’s 
debts. That is, if  the firm defaults on any debt payment, the lender can (and will) require 
the owner to repay the loan from personal assets. An owner who cannot afford to repay 
the loan must declare personal bankruptcy.

4. The life of  a sole proprietorship is limited to the life of  the owner. It is also difficult to 
transfer ownership of  a sole proprietorship.

For most businesses, the disadvantages of  a sole proprietorship outweigh the advan-
tages. As soon as the firm reaches the point at which it can borrow without the owner 
agreeing to be personally liable, the owner typically converts the business into a form that 
limits the owner’s liability.

Partnerships
A partnership is similar to a sole proprietorship but it has more than one owner. Key fea-
tures of  a partnership are as follows:

1. Income is taxed at the personal level. The income is split among partners according to 
their ownership in the partnership.

2. All partners have unlimited personal liability. This applies to the firm’s debt. That is, 
a lender can require any partner to repay all the firm’s outstanding debts. Similarly, the 
unlimited liability applies in a legal judgment against the partnership; each partner is 
fully liable. Thus, partners must be chosen carefully, as any single partner’s actions can 
affect the exposure of  all the partners.

3. The partnership ends on the death or withdrawal of  any single partner. However, part-
ners can avoid liquidation if  the partnership agreement provides for alternatives such as 
a buyout of  a deceased or withdrawn partner.

Some old and established businesses remain partnerships or sole proprietorships. Often 
these firms are the types of  businesses in which the owners’ personal reputations are the 
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4 Chapter 1 The Corporation

basis for the businesses. For example, law firms and accounting firms are often organized 
as partnerships. For such enterprises, the partners’ personal liability increases the confi-
dence of  the firm’s clients that the partners will strive to maintain their reputation.

A limited partnership is a partnership with two kinds of  owners, general partners and 
limited partners. There must be at least one general partner. General partners have the 
same rights and privileges as partners in a (general) partnership—they are personally liable 
for the firm’s debt obligations. Limited partners, however, have limited liability—that is, 
their liability is limited to their investment. Their private property cannot be seized to pay 
off  the firm’s outstanding debts. Furthermore, the death or withdrawal of  a limited partner 
does not dissolve the partnership, and a limited partner’s interest is transferable. However, 
a limited partner has no management authority and cannot legally be involved in the man-
agerial decision making for the business.

Private equity funds and venture capital funds are two examples of  industries dom-
inated by limited partnerships. In these firms, a few general partners contribute some 
of  their own capital and raise additional capital from outside investors who are limited 
partners. The general partners control how all the capital is invested. Most often they will 
actively participate in running the businesses in which they choose to invest. The outside 
investors play no active role in running the partnership; their concern is with how their 
investments are performing.

In Canada a special type of  partnership called a limited liability partnership (LLP) 
can be used in the legal and accounting professions. The LLP is similar to a general 
partnership in that the partners can be active in the management of  the firm and they 
do have a degree of  unlimited liability. The limitation on a partner’s liability takes effect 
only in cases related to actions of  negligence of  other partners or those supervised by 
other partners. In all other respects, including a particular partner’s own negligence or 
the negligence of  those supervised by the particular partner, that partner has unlimited 
personal liability. In addition, the assets of  the business are potentially at risk of  seizure 
due to the actions of  anyone within the partnership. Thus, while a partner’s personal 
assets are protected from the negligent actions of  other partners, the investment into the 
overall partnership may be lost.

Corporations
The distinguishing feature of  a corporation is that it is a legally defined, artificial being (a 
judicial person or legal entity), separate from its owners. As such, it has many of  the legal 
powers that people have. It can enter into contracts, acquire assets, incur obligations, and 
it receives similar protection against the seizure of  its property as received by an individ-
ual. Because a corporation is a legal entity separate and distinct from its owners, it is solely 
responsible for its own obligations. Consequently, the owners of  a corporation (its share-
holders) have limited liability; they are not liable for any obligations the corporation enters 
into. Similarly, the corporation is not liable for any personal obligations of  its owners.

Formation of a Corporation. In most provinces corporations are defined under the pro-
vincial Business Corporations Act or the Canada Business Corporations Act. Corporations 
must be legally formed, which means that the articles of incorporation must be filed with 
the relevant registrar of  corporations. The articles of  incorporation, sometimes referred 
to as the corporate charter, are like a corporate constitution that sets out the terms of  the 
corporation’s ownership and existence. Setting up a corporation is therefore considerably 
more costly than setting up a sole proprietorship. Most firms hire lawyers to create the 
formal articles of  incorporation and a set of  bylaws.
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 1.1 The Three Types of  Firms 5

Ownership of a Corporation. There is no limit on the number of  owners a corporation 
can have. Because most corporations have many owners, each owner owns only a fraction 
of  the corporation. The entire ownership stake of  a corporation is divided into shares 
known as stock. The collection of  all the outstanding shares of  a corporation is known as 
the equity of  the corporation. An owner of  a share of  stock in the corporation is known 
as a shareholder, stockholder, or equity holder and is entitled to dividend payments; that 
is, payments made at the discretion of  the corporation’s Board of  Directors to the equity 
holders. Shareholders usually receive voting rights and dividend rights that are propor-
tional to the amount of  stock they own. For example, a shareholder who owns 30% of  
the firm’s shares will be entitled to 30% of  the votes at an annual meeting and 30% of  
the total dividend payment. In Canada, many corporations have a dominant shareholder 
(controlling in excess of  25% of  the equity); in the United States, more corporations are 
considered widely held (with the largest shareholder holding less than 5% of  the equity). 
About 19% of  Canadian corporations listed on the Toronto Stock Exchange (TSX) have 
multiple classes of  stock such that some classes may have more voting rights than others, 
even though they have the same rights to dividends.

A unique feature of  a corporation is that there is no limitation on who can own its stock. 
That is, an owner of  a corporation need not have any special expertise or qualification. 
This feature allows free trade in the shares of  the corporation and provides one of  the 
most important advantages of  organizing a firm as a corporation rather than a sole pro-
prietorship or partnership. Corporations can raise substantial amounts of  capital because 
they can sell ownership shares to anonymous outside investors.

The availability of  outside funding has enabled corporations to dominate the economy 
compared to other enterprises (see Figure 1.1). Let’s take the world’s largest corporation 
ranked by sales in the 2016 Fortune Global 500 survey, Walmart (Wal-Mart Stores, Inc.), 
headquartered in Bentonville, Arkansas. For the fiscal year ended January 31, 2016, 
Walmart’s annual report indicated revenue was about $482 billion. The total value of  the 
company (the wealth in the company the owners collectively owned) was over $210 billion. 

FIGURE 1.1 

Sources of Profit 
Generation in 
Canada for 2011

62%32%

5%
1%

Corporation pro�ts before taxes
Government business enterprise pro�ts before taxes
Accrued net income of farm operators from farm
production
Net income of non-farm unincorporated
business, including rent

Although there are many more unincorporated businesses in Canada than there are corporations,  
non-corporate private enterprises (including all proprietorships and partnerships) account for only 33% of  
profit generation whereas corporations account for 62% of  profit generation in the Canadian economy. The 
remaining 5% of  profit generation is from government business enterprises including crown corporations.

Source: Statistics Canada, CANSIM Table 3800016. Adapted from Statistics Canada. 

Note: After 2011, data for statistics in this figure were no longer collected. This does not constitute an 
endorsement by Statistics Canada of  this product.
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6 Chapter 1 The Corporation

It employed about 2.3 million people. Let’s put these numbers into perspective. According 
to the World Bank, a country with $482 billion gross domestic product (GDP) in 2015 
would rank just behind Sweden as the 23rd richest country (out of  more than 200).1 
Sweden has about 9.8 million people, more than 4 times as many people as employees at 
Walmart.2 Indeed, if  the number of  employees were used as the “population” of  Walmart, 
it would rank as the 142nd largest country, just behind Namibia, which had a GDP of  
about $11.5 billion in 2015.

Tax Implications for Corporate Entities
An important difference between the types of  organizational forms is the way they are 
taxed. Because a corporation is a separate legal entity, a corporation’s profits are subject to 
taxation separate from its owners’ tax obligations. In effect, shareholders of  a corporation 
pay taxes twice. First, the corporation pays tax on its profits, and then when the remaining 
profits are distributed to the shareholders, the shareholders pay their own personal income 
tax on this income. This system is sometimes referred to as double taxation.

1. World Bank, “Gross Domestic Product 2015,” World Development Indicators database, last modified  
April 28, 2017, http://databank.worldbank.org/data/download/GDP.pdf.

3. Your tax on dividend income from a Canadian corporation is determined by Canada Revenue Agency’s 
requirement to gross up the dividend amount by 38%, apply your tax rate to the grossed up amount, and 
then receive a dividend tax credit of  about 25% (depending on the province of  the taxpayer) of  the actual 
dividend. For taxpayers in the highest tax bracket in the 2016 tax year, this resulted in combined federal 
and provincial tax rates on dividends that ranged from 24.81% in Yukon to 41.58% in Nova Scotia (www.
ey.com/ca/en/home).

EXAMPLE 1 .1 Taxation of Corporate Earnings

Problem

You are a shareholder in a corporation. Some of  your shares are held inside your tax-free 
savings account (TFSA) so any earnings there are not taxed; any income from shares held 
outside your TFSA is taxable. The corporation earns $5 per share before taxes. After it 
has paid taxes, it will distribute the rest of  its earnings to you as a dividend. The corporate 
tax rate is 25% and your tax rate on dividend income outside your TFSA is 26%.3 How 
much of  the earnings remains after all taxes are paid (calculate this twice—for the shares 
in the TFSA and for the shares outside of  the TFSA)?

Solution

First, the corporation pays taxes. It earned $5 per share, but must pay 0.25 3 $5 5 $1.25 
per share to the government in corporate taxes. That leaves $3.75 to distribute. However, 
for the shares outside your TFSA you must pay 0.26 3 $3.75 5 97.5 cents in income taxes, 
leaving $3.75 2 $0.975 5 $2.775 per share after all taxes are paid. As a shareholder owning 
shares outside your TFSA, you end up with only $2.775 of  the original $5 in earnings; the 
remaining $1.25 1 $0.975 5 $2.225 is paid as taxes. Thus, your total effective tax rate on 
the corporation’s earnings is 2.225 / 5 5 44.5% if  your shares are held outside your TFSA. 
The shares you hold within your TFSA are not subject to taxes on the dividends paid; 
thus, there is only the corporate tax of  25% and your TFSA keeps the full $3.75 dividend.

2. World Bank, “Population 2015,” World Development Indicators database, last modified April 28, 2017, 
http://databank.worldbank.org/data/download/POP.pdf.
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In most countries, there is some relief  from double taxation. Thirty-five countries make 
up the Organization for Economic Co-operation and Development (OECD), and of  
these countries, only Ireland and Slovenia offer no relief  from double taxation. In Canada, 
the dividend tax credit gives some relief  by effectively giving a lower tax rate on dividend 
income than on other sources of  income. In the 2016 tax year, for most provinces, div-
idend income was taxed at a rate about 31% less than ordinary income; for example, in 
Ontario the effective personal tax rates (combined provincial and federal) were 39.34% 
for dividends and 53.53% for regular income for individuals in the top tax bracket. A few 
countries, including Australia, Estonia, Finland, Mexico, New Zealand, and Norway, offer 
complete relief  by effectively not taxing dividend income.

While the corporate organizational structure is subject to double taxation, Canada 
Revenue Agency allowed an exemption from double taxation for certain flow through 
entities where all income produced by the business flowed to the investors and virtually 
no earnings were retained within the business. These entities are called income trusts and 
come in three forms. A business income trust holds all the debt and equity securities of  a 
corporation (the underlying business) in trust for the trust’s owners, called the unit holders. 
An energy trust either holds resource properties directly or holds all the debt and equity 
securities of  a resource corporation within the trust. A real estate investment trust (REIT) 
either holds real estate properties directly or holds all the debt and equity securities of  a 
corporation that owns real estate properties. For income trusts formed before November 
2006, there was no tax at the business level until 2011. REITs continue to have no tax at 
the business level beyond 2011 but the other forms of  income trusts are now taxed. In 
the online appendix for this chapter we show detailed calculations for taxation of  different 
forms of  income at the business and personal levels.

EXAMPLE 1 .2 Taxation of Income Trusts

Problem

Rework Example 1.1, assuming the corporation in that example was actually a real estate 
investment trust ( REIT ) and flowed through all earnings to trust unit owners. We will 
assume you hold some of  the trust units within your TFSA, so they are not subject to per-
sonal taxes. For the trust units held outside your TFSA, suppose you pay tax at a rate of  46%.

Solution

In this case, there is no corporate tax. If  the business earned $5 per unit, then the $5 is paid 
out to the trust unit holders. For your units held within your TFSA, there is no personal 
tax. Thus there is no tax whatsoever in the year the business income is generated—giving 
the government 0% of  the business earnings. For your units held outside your TFSA, there 
will be personal tax of  0.46 3 $5 5 $2.30. The net tax collected by the government is the 
46% collected from you.

On October 31, 2006, the government changed the taxation of  business and energy 
trusts so they would be taxable at the business level (beginning in 2011). Its concern was 
that many of  these trust units were held within non-taxable registered retirement savings 
plans (RRSPs) or pension funds or by foreign investors, and thus much of  the tax that 
would normally be collected from corporate earnings was being lost by the government. 
Since that time, many of  these income trusts have been converting back to the standard 
corporate form because of  the loss of  their special non-taxable status.
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8 Chapter 1 The Corporation

 CONCEPT CHECK 1. What are the advantages and disadvantages of organizing a business as a corporation?

 2. What is a limited liability partnership (LLP)? How does it differ from a limited partnership?

 3. What is an income trust? Which type of trust still gets preferential tax treatment after 2011?

 1.2 Ownership Versus Control of Corporations
Unlike the owner of  a sole proprietorship, who has direct control of  the firm, it is often 
not feasible for the owners of  a corporation to have direct control of  the firm because 
there are many owners of  a corporation, each of  whom can freely trade their stock. That is, 
in a corporation, direct control and ownership are often separate. Rather than the owners, 
the board of  directors and chief  executive officer possess direct control of  the corporation. In this 
section, we explain how the responsibilities for the corporation are divided between these 
two entities and how together they shape and execute the goals of  the firm.

The Corporate Management Team
The shareholders of  a corporation exercise their control by electing a board of directors, 
a group of  people that has the ultimate decision-making authority in the corporation. In 
most corporations, each share of  stock gives a shareholder one vote in the election of  each 
position on the board of  directors, so investors with more shares have more influence. 
When one or two shareholders own a very large proportion of  the outstanding stock, these 
shareholders might either be on the board of  directors themselves or they may have the 
right to appoint a number of  directors.

The board of  directors makes rules on how the corporation should be run (including 
how the top managers in the corporation are compensated), sets policy, and monitors 
the performance of  the company. The board of  directors delegates most decisions that 
involve day-to-day running of  the corporation to its management, headed by the chief 
executive officer (CEO). The CEO is charged with running the corporation by instituting 
the rules and policies set by the board of  directors. The size of  the rest of  the manage-
ment team varies from corporation to corporation. The separation of  powers within 
corporations between the board of  directors and CEO is not always distinct. In fact, it is 
not uncommon for the CEO also to be the chairman of  the board of  directors. The most 
senior financial manager is the chief financial officer (CFO), who usually reports directly 
to the CEO. Figure 1.2 presents part of  a typical organizational chart for a corporation, 
highlighting the key positions a financial manager may take.

The Financial Manager
Within the corporation, financial managers are responsible for three main tasks: making 
investment decisions, making financing decisions, and managing the firm’s cash flows.

Investment Decisions. The financial manager’s most important job is to make the firm’s 
investment decisions. The financial manager must weigh the costs and benefits of  each 
investment or project and decide which of  them qualify as good uses of  the money share-
holders have invested in the firm. These investment decisions fundamentally shape what 
the firm does and whether it will add value for its owners. In this book, we will develop all 
the tools necessary to make these investment decisions.

Financing Decisions. Once the financial manager has decided which investments to 
make, he or she also decides how to pay for them. Large investments may require the 
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corporation to raise additional money. The financial manager must decide whether to raise 
more money from new and existing owners by selling more shares of  stock (equity) or to 
borrow the money instead (debt). In this book, we will discuss the characteristics of  each 
source of  money and how to decide which one to use in the context of  the corporation’s 
overall mix of  debt and equity.

Cash Management. The financial manager must ensure that the firm has enough cash 
on hand to meet its obligations from day to day. This job, also commonly known as man-
aging working capital, may seem straightforward, but in a young or growing company, it 
can mean the difference between success and failure. Even companies with great products 
require significant amounts of  money to develop and bring those products to market. 
Consider the costs to Apple of  launching the iPhone, which included developing the tech-
nology and creating a massive marketing campaign, or the costs to Boeing of  producing 
the 787—the firm spent billions of  dollars before the first 787 left the ground. A com-
pany typically burns through a significant amount of  cash before the sales of  the product 
generate income. The financial manager’s job is to make sure that access to cash does not 
hinder the firm’s success.

Ownership and Control of Corporations
In theory, the goal of  a firm should be determined by the firm’s owners. A sole proprietor-
ship has a single owner who runs the firm, so the goals of  a sole proprietorship are the 
same as the owner’s goals. But in organizational forms with multiple owners, the appropri-
ate goal of  the firm—and thus its managers—is not as clear.

Many corporations have thousands of  owners (shareholders). Each owner is likely to 
have different interests and priorities. Whose interests and priorities determine the goals of  
the firm? Later in the book, we examine this question in more detail. However, you might 
be surprised to learn that the interests of  shareholders are aligned for many, if  not most, 
important decisions. For example, if  the decision is whether to develop a new product that 

FIGURE 1.2 

Organizational Chart of a 
Typical Corporation
The board of  directors, representing the 
shareholders, controls the corporation 
and hires the Chief  Executive Officer, 
who is then responsible for running the 
corporation. The Chief  Financial Officer 
oversees the financial operations of  the 
firm, with the Controller managing both 
tax and accounting functions, and the 
Treasurer being responsible for capital 
budgeting, risk management, and credit 
management activities.
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