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As you read this text you will find a number of features in every
chapter to enhance your study of corporate finance and help
you understand how the theory is applied in the real world.

PART OPENING FEATURES

Part openers introduce each of the chapters within Understand how key concepts are connected across
the part and give an overview of how they relate to all chapters in the part by viewing the Concept map.
each other.

PART 1

The Scope of
Corporate Finance
Financial Statement
and Cash Flow Analysis
The Time Value of
Money

Introduction

ONLINE CHAPTER®

- Part5 Fnancial Lifecysl
1 The Scope of Corporate Finance 18" Financial Panning. o Measuring and YRR A AN
* managing value

2  Financial Statement and Cash Flow Analysis

3 = The Time Value of Money

Welcome to the study of corporate finance. The first section of Chapter 1, section 1.1,
In this book, you will learn the key concepts, ~gives an outline of what you may encounter
tools and practices that guide the decisions  in that chapter and also in Chapters 2 and 3,
of financial managers. Our goal isnotonlyto  which together comprise Part 1 of this

introduce you to corporate finance, butalso  learning adventure.
to help you explore career opportunities in The Scope of

this exciting field. Corporate Finance
Financial Statement
and Cash Flow Analysis
The Time Value of
Money

After you have worked through the part, revisit the ethics
in corporate finance in the NEW Sound bites: ethics in
corporate finance to apply your knowledge with several
Assignments.

SOUND BITES: ETHICS IN
CORPORATE FINANCE - PART 1

WRITTEN BY BORIS BIELER

dinvestmer,

tudied at the Uni

WEEK 1 INTO JANE WONG'S M&A ANALYST ROLE

Guide to the Text  xxi
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CHAPTER OPENING FEATURES

Gain an insight into how corporate finance theories relate

to the real world through the What companies do at the
beginning of each chapter.

THE TIME VALUE OF
MONEY

WHAT COMPANIES D
TRANSPORTS OF DELIGHT?

In March 2008, Meyrick and Associates, a 5 calculating the
oup, together with E

ference between the base
on

The project received considerable public
ention, especially when, following a 2014

ion and change of

nsearch case and each ott
nted a report

patterns for millions

live and work in the city of

Melbourne over m:

the project, including
rcial times; but the
urn from the project incre.
for each dollar

The use
to any pr

summarised extensi
to evaluate the benefit:
base case and the var!

sed only to

made on
financial re:
produ
the future. This chapt

FEATURES WITHIN CHAPTERS

Identify the key concepts you will engage with through the
Learning objectives at the start of each chapter.

LEARNING OBJECTIVES

After studying this chapter, you will be able to:

BB understand ho ar today is not the  [EE describe how different patterns of future
sare yalue as a dollar tomorrow cash flows (lump sums, payments each
S . exolain thet a,delay in receiy @ period for finite inte (annuities),
time means its"value must increase to and payments period forever
R E A D@ (perpetuities) can allow us to simplify the

nt Prajects while present value formulae

ash 10day gre R understa

value of cash flo

waiting - hefice val.
compounded into the futi
[P understand that  the
compounding - paying more for future
cash than having its value
discounting that is,
future cash if it is to be receive

culate a cumulative

te a cumulative
t date
combinations of cash flow
terns can e, calculated with some
piifications of the ralevant formulae.

Find the main heading covering
each learning outcome quickly with
LO icons.

Analyse practical applications of concepts through the
Finance in the real world examples.

FINANCE IN THE REAL WORLD lfil\\‘

CFO SURVEY EVIDENCE (I1)

Surveys of corporate financial managers around the world reveal both major similarities and
significant differences in the use of various capital budgeting techniques. The graph below
documents how frequently managers in Australia, the United States, the United Kingdom,
Germany, France and Brazil use internal rate of return, net present value, payback period, real
option analysis and accounting rate of return. IRR and NPV are used by over 70% of managers

of Australian and US companies and by a majority, or near-majority, of Brazilian and British
managers; but the propensity to use either of these theoretically preferred methods of capital
budgeting decision making is below 50% in all other countries. The payback method is one of the
most frequently employed decision-making tools in other countries

Capital budgeting techniques (by country)

Australia
Brazil
France
Germany
UK

UsA

Australia

xxii  Guide to the Text

Check your understanding of the content by answering
the Concept review questions as you progress through
the chapter.

[~ CONCEPT REVIEW QUESTIONS

10 You are given a mixed cash flow stream and an interest rate, and you are asked to calculate both
the present and future values of the stream. Explain how the two numbers you calculate are
related

How is the present value of an annuity due related to the present value of an identical ordinary
annuity?

N

Does a perpetuity pay an infinite amount of cash? Why is the present value of a perpetuity not
infinite?

@

How would you calculate the present value of a perpetuity that had payments that were
declining by a fixed percentage each year?

THINKING CAP QUESTION

3 Some companies (such as IBM) have issued bonds that are perpetuities. What sort of
information do you think the companies have to tell investors in the market about the
perpetuities to convince them to buy them?
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FEATURES WITHIN CHAPTERS

Examine how theoretical concepts have been used in
practice through the Example boxes.

Ja

ore Google Calculations
In 2004, the year of its IPO, Google generated total
revenue of about $3.2 billion. Fourteen years later, the
company reported 2018 revenues of about
$137 billion. What was the annual growth rate in
Google's revenues during this period? Again, we apply
Equation 3.1, substituting the values that we know as
follows:
FV=PV(1 + 1)
$137=%3.201 +r)
($137 +$3.2)0* 7 =(1 +7)
171=1+r
r=071=71%

Notice here that we are still solving for r, just
as we did in the previous example. In this case,
the interpretation of ris a little different. It is not
the rate of return (or the rate of interest) on some
investment, but rather the compound annual growth
rate between Google's 2004 and 2018 revenues. It
is a simple measure of how fast the company was
growing during this period. Repeating the algebraic
manipulations (spreadsheet keystrokes) from the
prior example, we can determine that Google's
revenues increased at an annual rate of 71% from
2004 to 2018.

Sources: Google, https://abc.xyz/investor/static/pdf/2018Q4_alphabet_earnings_release.pdf. Accessed 25 June 2019,

END-OF-CHAPTER FEATURES

At the end of each chapter you will find several tools to help you to review, practise and extend your knowledge of
the key learning objectives.

Review your understanding of the key chapter topics with
the Summary.

Test your knowledge and consolidate your learning
through the Important equations, Self-test problems,
Questions and Problems.

STUDY TOOLS

SUMMARY

The capital budgeting process involves generating, reviewing, analysing, selecting and implementing
long-term investment proposals that are consistent with the company’s strategic goals.

Other things being equal, managers would prefer an easily applied capital budgeting technique that
considers cash flow, recognises the time value of money, fully accounts for expected risk and return
and, when applied, leads to higher share prices

Though simplicity is a virtue, the simplest approaches to capital budgeting do not always lead
companies to make the best investment decisions.

Sophisticated techniques include net present value (NPV), internal rate of return (IRR) and profitability
index (P1). These methods often give the same accept-reject decisions, but do not necessarily
rank projects the same. They all focus on cash flows, rather than accounting earnings, and make
appropriate adjustments for time.

The NPV gives a direct estimate of the change in shareholder wealth resulting from a given
investment and provides a straightforward way to control differences in risk among alternatives.
However, it does not provide a means for incorporating the value of managerial flexibility during the
life of a project.

The NPV is calculated as the sum of the discounted cash flows, as shown in important Equation 9.1.

The EVA s a variant of NPV analysis, which essentially calculates an investment's NPV on a year-by-
year basis. It uses the econornic profit, rather than just focusing on accounting profit, and thus allows
for the cost of capital. The EVA is equal to the cash flow less the product of the cost of capital and
invested capital.

The IRR is the rate of return which sets the NPV (or sum of the discounted cash flows) to zero, as
shown in important Equation 9.2.

The IRR approach makes an appropriate adjustment for the time value of money and allows
managers to make explicit, quantitative adjustments for differences in risk across different projects
However, using the IRR approach can occasionally lead to poor investment decisions when projects
have cash flow streams alternating between negative and positive values. The IRR technique may
provide sub-optimal project rankings when different investments have very different scales or when
the timing of cash flows varies dramatically from one project to another.

Although the NPV and IRR techniques give the same accept or reject decisions, these techniques do
not necessarily agree in ranking mutually exclusive projects. IRR techniques weight earlier cash flows
higher (since they are discounted less), and this can result in differences between rankings using each
technique. Because of its lack of mathematical, scale and timing problems, the most straightforward
and, theoretically, the best decision technique is net present value (NPV).

The profitability index is a close cousin of the NPV approach, but it suffers from the same scale
problem as the IRR approach. The Pl is calculated as shown in important Equation 9.3. It is the sum
of the discounted cash flows from Period 1 onwards, indexed by the modulus of the cash flow at time
zero.

Capital budgeting techniques include the payback period, discounted payback period and accounting
rate of return, which are less sophisticated techniques, because they do not explicitly deal with the
time value of money and are not tied to the company’s wealth-maximisation goal

Asingle complete example can illustrate how the different measures of value can be calculated, and
how investment decisions that add value to an enterprise can be identified.

IMPORTANT EQUATIONS

G 3
91 NPV =CF +— P T
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SELF-TEST PROBLEMS

Answers to these ‘Self-test problems’ and the ‘Concept review questions throughout the chapter appear on

the Student Companion Website.

ST9-1 JK Products Pty Ltd is considering investing in either of two competing projects that will allow the
company to eliminate a production bottleneck and meet the growing demand for its products.
The company’s engineering department narrowed the alternatives down to two: Status Quo (5Q)
and High Tech (HT). Working with the accounting and finance personnel, the company’s CFO
developed the following estimates of the cash flows for SQ and HT over the relevant six-year time
horizon. The company has an 11% required return, and views these projects as equally risky.

QUESTIONS

Q91 For a company that uses the NPV rule to make investment decisions, what consequences result
if the company misestimates shareholders’ required returns and consistently applies a discount

rate that is oo high'?

“Cash flow projections more than a few years out are not warth the paper they're written on.
Therefore, using payback analysis, which ignores long-term cash flows, is more reasonable than
making wild guesses, as one has to do in the NPV approach. Respond to this comment,

Smart analysts can massage the numbers in NPV analysis to make any project's NPV look positive.
Itis better to use a simpler approach, such as payback or accounting rate of return, that gives
analysts fewer degrees of freedom to manipulate the numbers. Respond to this comment

PROBLEMS

NET PRESENT VALUE

P9-1  Calculate the net present value (NPV) for the following 20-year projects. Comment on the
acceptabilty of each. Assume that the company has an opportunity cost of 14%.
a Initial cash outlay is $15,000; cash inflows are $13,000 per year.
b Initial cash outlay is $32,000; cash inflows are $4,000 per year.
© Initial cash outlay is $50,000; cash inflows are $8,500 per year.

Michael's Bakery is evaluating a new electronic oven. The oven requires an initial cash outlay




END-OF-CHAPTER FEATURES

Analyse Case studies and Real-world case studies that present issues in context, encouraging you to integrate the
concepts discussed in the chapter and apply them to the workplace.

CASE STUDY

CAPITAL BUDGETING PROCESS AND TECHNIQUES

Contact Manufacturing Ltd is considering two_ alternative
investment proposals. The fi al calls for a major
renovation of the com ilty. The second
involves replacing just te pieces of equipment in
the facility. The company will choose one project or the other
this year, but it will not do both. The cash flows associated with
each project appear below and the company discounts project
cash flows at 15%,

YEAR  § RENOVATE REPLACE

recommend for acceptanc

Calculate the internal
and based on this crit
would recommend fo

4 Calculate the profitabi
based on this crite
recommend for acceptance

2 Calculate the net present value (NPY) of each project, and
based on this criterion, indicate which project you would

of return (IRR) of each project,
n, indicate which project you
ceptance.

ndex (PI) of each project, and
ate which project you would

5 Overall, you should find conflicting recommendations
0 59000000 | -52400000 based on the various criteria. Why is this occurring?
! 3000000 2000000 6 Chartth files of these projects. Label the
3,000,000 intersection points on the x- and y-axes and the
; oo crossover point
4 00000 7 Based on this NPV profile analysis, and assuming the
i WACC is 15%, which project would you recommend for
20000 acceptance? Why?
8 Based on this NPV profile analysis, and assuming the
ASSIGNMENT

WACC is 25%
acceptance? W

1 Calculate the payback period of each project and, based
on this criterion, indicate which project you would
recommend for acceptance.

CASE STUDY

The Scope of Corporate Finance .................

Financial Statement and Cash
Flow ANalysSis .....c.ooeiiieiiiiiiiiiciiie e

vhich project would you recommend for

Discuss the important elements to consider when
deciding between these two projects.

Present Value.....ooooooooeieiiiiiceeeeeeeeeee Ch3,p. 111
Bond Purchase Decision.......cccceeeeeeeeeeeeenn. Ch 4, p. 152
Valuing Shares ..o Ch 5, p. 182

The Trade-0ff Between Risk and

RetUMN oo Ch 6, p. 219

Risk, Return and the Capital Asset

Pricing Model (CAPM]........cccccunininininiines Ch 7, p. 255
OPIONS .o Ch 8, p. 294

Capital Budgeting Process and

Techniques......cccccciiiiiiiic Ch 9, p. 347

Cash Flow and Capital

Budgeting......cooeeiieiiiii Ch 10, pp. 389-390
Cost of Capital and Project Risk.............. Ch 11, p. 421

REAL-WORLD CASE STUDY

All In the Family .....ccovviieiiiieens Ch 3, pp. 112-113
Sharing the Business.........c.ccccec... Ch 8, pp. 295-296
Cannibals in The Market!......................... Ch 11, p. 422
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PREFACE

Finance matters! Allbusiness students—and, increasingly, members of the general public—
need to understand finance. Whether you are working to evaluate a potential investment,
an alternative marketing campaign or a new product decision, you can benefit from an
understanding of introductory finance. In your personal life, too, whether you want to
estimate the amount to save to buy a new car or home, or you want to decide whether to
buy shares, bonds or both for your retirement account, you may make better decisions if
you have a grasp of concepts of finance.

As instructors (and former students), however, we realise that finance can be an
intimidating subject, especially for students who are challenged by quantitative material.
The initial goal in writing this book was to change that perception by reducing the
intimidation factor and clearly communicating the excitement and relevance that finance
holds for each of us. We hope to continue that excitement and relevance with this new
edition.

In previous years, the US editions received two types of feedback, suggesting that
they achieved their objective of creating an effective, user-friendly text. Many users told
the authors, first, about their positive experiences with the book, and, second, that the
book continued to experience strong and growing success in the market. This success
carried over to the first and second Asia—-Pacific editions, published in 2014 and 2017
respectively, and we are grateful to all those who bought the book and who gave us their
comments on it.

In this third Asia-Pacific edition, we aim to build on the book’s earlier success to
establish it as a market-leading corporate finance text. We strongly believe that this third
edition offers the up-to-date pedagogy and features necessary to achieve these goals.

NEW DISTINGUISHING FEATURES OF THE BOOK

This book shows you how the concepts you have learned in your fundamental business
courses — such as economics, statistics and accounting - directly connect to finance.
Understanding these linkages should allow you to quickly realise that you already know
more about finance than you think you do! To help you recognise the practicality of the
concepts covered in this book, chapters include many illustrations of how you may utilise
key chapter ideas in your own lives. In this third Asia—-Pacific edition, we have updated
examples and cases. We have continued to use the ‘flow chart’ from the second Asia-
Pacific edition for the overall learning pattern of the book, so that you can see at a glance
where the current topic you are reading fits into the universe of finance knowledge. We
have adjusted questions and problems at the ends of chapters; and we have continued to
bring into our discussions materials reflecting existing and emerging finance practice
across the Asia-Pacific region.

In addition to the major cases at the end of each Part of the book, we have introduced
new cases which focus on ethical issues in finance, as a growing field in the finance
literature and practice.

Every student needs some extra explanation or support at different points in this course.
Consequently, an outstanding technology package accompanies this book (see the Resources
Guide for further details) to allow you to learn and absorb material at your own pace.

Preface  xxvii
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Preface

Included in this technology package are many video clips of finance professionals and
scholars, each of whom contributes to the picture of just how often financial issues affect
today’s world.

CORE PRINCIPLES AND FEATURES

To accomplish our goal of making this the most effective, student-friendly introductory
finance textbook in the market today, we followed several core principles when writing
and revising the text and designing its support package.

e Pique your interest, as students of finance, and demonstrate the relevance of important
concepts and techniques. We feel thatit’simportant to begin each chapter with arecent
practical illustration that stimulates your interest in the chapter. The chapters of
this book each begin with a story pulled from recent headlines that illustrates a key
chapter concept in an applied setting.

In order to make it clear that the concepts and techniques presented in this text
are not merely academic abstractions, but rather are used by industry practitioners,
we have included in most chapters a feature called ‘Finance in the Real World’. It adds
reality to your learning experience by providing insight into how senior financial
executives apply many of the concepts and techniques that are presented throughout
the book.

We also strive to provide you with a smooth bridge between concepts and practice
by including demonstrations that are labelled ‘Example’. These illustrations, many of
which use real data from well-known companies, take concepts and make them easy
tounderstand within interesting and relevant contexts.

The third edition of the Asia-Pacific version of the text also includes a new set
of cases which encourage the reader to think about ethical issues involved with
financial decisions. These have been created by Boris Bieler, a new contributor to
the book. Called ‘Sound Bites: Ethics in Corporate Finance’, the cases are located at the end
of each of the five Parts of the book (Part V being online - see the Resources Guide for further
details), Each financial ethics case links back to the initial set-up at the end of Part I, and
provides a new decision situation for Jane Wong, the central actor in the cases. Following
each case, we give a set of Assignments for student activity, and, in the accompanying
technology package (see the Resources Guide for further details) a collection of Polling
Questions which may be used to spark discussion in a tutorial or seminar.

® Maximise the pedagogical and motivational value of technology. Technology
accompanying textbooks may often impede learning and classroom delivery rather
than facilitate student interest and understanding. At times, the mental investment
required to learn enough about text technology can cancel out one’s ability to absorb
the most important finance concepts. In other cases, students may focus too much on
what a particular technology can do, rather than what it should do. With this in mind,
we have developed an accompanying technology package which engages, motivates
and at times entertains readers, while helping them master financial concepts in their
own time and at their own pace. Most of all, as authors of the Asia-Pacific text, we
wanted to take primary responsibility for integrating the technology seamlessly with
the text’s most important concepts and techniques.
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To meet this principle, please refer to the Resources Guide on p. xxi to see a sample
of the rich content that you can access.

e Provide a truly global perspective, viewed through an Asia-Pacific lens. The economic
world is shrinking — particularly with respect to financial transactions. Formerly
centrally planned economies are moving towards becoming market economies. Many
developing nations are makingrapid economic progress using markets-based methods.
Financial markets play an increasingly important role in the ongoing globalisation of
business and finance. Against this backdrop of change, some aspects of business still
vary significantly in different markets; for example, the Australian or New Zealand
company stock exchange listing rules and aspects of the new issues markets are
very different from those in the US markets. As future practitioners in this region,
we feel it is important for you to understand these distinctions. Rather than grouping
international issues into a chapter or two, we have integrated a global perspective,
while providing an Asia-Pacific focus, throughout the book.

e Consider students’ prerequisites and connect with the courses you have taken to finance.
Experienced financial managers consistently tell us that they need people who can
see the big picture and who can recognise connections across functional disciplines.
To help you develop a larger sense of what finance is about, why it is relevant to your
business studies, and to ease your transition into your own chosen fields, we highlight
concepts that most students will have learned in their introductory economics,
statistics and accounting courses. We then connect these concepts to finance.

e Inspire students to think beyond the book and explore some of these concepts in more
depth. To help you do this, throughout the text we have included ‘stretch’ questions in
the margin near the related discussion. These questions, which are labelled ‘Thinking
cap questions’, are intended to encourage you to think beyond the direct explanation
of the text about applied issues in finance. These insights may also be relevant for job
interviews that you may be undertaking; you can use these to prepare for interviews
or can ask these questions about the organisation during an interview.

For additional learning enhancements, see the Guide to the Text and Guide to the

Online Resources on p. xxi and p. xxv respectively.
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PART 1

Introduction

1 The Scope of Corporate Finance

2  Financial Statement and Cash Flow Analysis

3  The Time Value of Money

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

The first section of Chapter 1, section 1.1,
gives an outline of what you may encounter
in that chapter and also in Chapters 2 and 3,
which together comprise Part 1 of this
learning adventure.



THE SCOPE OF

CORPORATE FINANCE

WHAT COMPANIES DO

APPLE INC.: APPLE EPS REACHES ALL-TIME HIGH AT $4.18

January 2019 - Apple today announced of our geographic segments. That's a great
financial results for its fiscal 2019 first quarter, testament to the satisfaction and loyalty of
ended 29 December 2018. The company our customers, and it's driving our Services
posted quarterly revenue of US$84.3 billion, business to new records thanks to our large
a decline of 5% from the year-ago quarter, and fast-growing ecosystem.
and quarterly earnings per diluted share of ‘We generated very strong operating cash
US$4.18, up 7.5%. International sales accounted  flow of US$26.7 billion during the December
for 62% of the quarter’s revenue. quarter and set an all-time EPS [earnings per
Revenue from iPhone® declined 15% share] record of US$4.18’, said Luca Maestri,
from the prior year, while total revenue from Apple’s CFO. ‘We returned over US$13 billion
all other products and services grew 19%. to our investors during the quarter through
Services revenue reached an all-time high of dividends and share repurchases. Our net cash
US$10.9 billion, up 19% over the prior year. balance was US$130 billion at the end of the

Revenue from Mac® and Wearables, Home and quarter, and we continue to target a net cash

Accessories also reached all-time highs, growing  neutral position over time.

9% and 33%, respectively, and revenue from Source: ‘Apple Reports First Quarter Results.” Press release. 29 January 2019.

iPad® grew 17%. https://www.apple.com/newsroom/2019/01/apple-reports-
‘While it was disappointing to miss our . ﬂrslt—quaner—resaulls/,A((essed 9 June 2019.

revenue guidance, we manage Apple for Thissort ofanallysxs of corporate

the long term, and this quarter’s results performgnce contains a great qeal of )

demonstrate that the underlying strength information, glthough the pgmcular meaning

of our business runs deep and wide', said ofthgse detalls .may be lostinthe vvaye of

Tim Cook, Apple's CEO. ‘Our active installed term\no\.ogy. This .press. release contained

base of devices reached an all-time high of accounting data, financial data, product data

1.4 billion in the first quarter, growing in each and customer satisfaction data. How do we '>
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decode these sets of information? This text wish to know what the given corporation is
focuses on corporate financial performance, doing with its shares (buying them back or
but necessarily draws on the other sets of selling more of them) and such other aspects
information given out by corporations. We as whether the corporation is working in
shall examine in this book how important a domestic market or has international

itis to consider cash flows (particularly exposure, as Apple clearly does (62% of its
distinctly from net income or profit measures  sales revenue in this quarter came from

as supplied in accounting data), why we may international sales).

LEARNING OBJECTIVES

After studying this chapter, you will be able to:

describe how companies obtain funding assess the costs and benefits of the
from financial intermediaries and markets, principal forms of business organisation
and discuss the five basic functions that and explain why limited liability companies,
financial managers perform with publicly traded shares, dominate

m define agency costs and explain how economic life in most countries
shareholders monitor and encourage m see the diverse career opportunities
corporate  managers to  maximise available to finance majors.

shareholder wealth

m appreciate how finance interacts with
other functional areas of any business,

Asyoubegin yourlearningjourney in corporate finance using this book, itis useful to have an overview of the
content you will cover. This chapter offers guidelines in two dimensions: a summary of key corporate finance
ideas, and a consideration of applications of corporate finance ideas as they have emerged in actual markets
around the world. In this first section of the chapter, we outline the content of the central ideas or elements
of corporate finance. In the following sections, we consider how those ideas have been used to define what a
corporate financial manager does and how that role interacts with other functional business areas; and then
we review what business (corporate) entities have emerged to implement the ideas. This review leads us back
to close Chapter 1 with a summary of career opportunities that may exist for people in corporate finance.

1.1a ELEMENTS AND STRUCTURE OF CORPORATE FINANCE LEARNING

The order of chapters in this book is built on our view of the central concepts that underpin corporate finance.
Foundations are laid in Part 1, with the key ideas in Chapter 1. In corporate finance, we depend a great deal on
measurement—if we can measure concepts, we may be better able to manage them-so in Chapter 2 we outline
the key (accounting) measures that are relevant for finance. The principal focus in corporate finance is on
cash flowsin an organisation, but their measurement is developed from traditional accounting concepts such

1: The Scope of Corporate Finance
Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-202

5



6

PART 1: INTRODUCTION

as net income. We then take the concept of cash flow and introduce you in Chapter 3 to the primary insight
of finance, the time value of money, which allows us to compare cash flows at different times, to see if value
is being added to an organisation by its decisions, or if value is being reduced. These three chapters complete
Part 1.

Because applications of the time value of money come in many different forms based on the huge variety
of financial instruments that have been created over human history, we explore some of the most important
applicationsin Part 2 of the book. Here we review the valuation of bonds (Chapter 4) and of shares (Chapter 5),
before adding a further element central to finance, the concept of risk (Chapter 6). With the concept of risk
in hand, we explore two major applications of financial value and risk, by studying the capital asset pricing
model (Chapter 7) and options (Chapter 8).

In Part 3, we turn to a primary decision process arising for corporate entities: how to decide which
investments — typically large, long-term commitments of funds with cash returns that extend over many
years into the future — should be undertaken. The key insight from Parts 1 and 2 is that investments that
add net present value (NPV) to the firm are most preferred. If an individual or corporation has to choose
just one among several positive NPV investments, then the one with the largest NPV is most preferred.
This whole area of analysis is covered under the heading of Part 3, Capital Budgeting. In Part 3 we examine
many examples of the challenges which arise when measuring the present value of uncertain cash inflows
and outflows associated with various types of investment. Naturally, risk is a constant companion in this
exploration of how to measure value from future commitments, and we explain how risk can be calculated and
incorporated in the present value formulations.

Then we come to Part 4 Financial Strategy. Successful business organisations arise from the commitment
of their managers to undertake activities which add value to the organisations through investments; but
those investments often cannot be undertaken without new funding (cash inflows) being contributed to the
organisation. The funds may come from existing activities which generate net positive cash flows; or they
may arisein concert with the start of new activities; or the funds may need to be newly contributed by sources
external to the organisation. When we consider these different funds suppliers, we are talking about financial
strategy. The external funds suppliers, in particular, are very important to almost all organisations, and so
Part4 examines the various ways amodern corporation canraise funds externally from groups or persons who
are not currently part of the corporation, but who are willing to commit the funds and trust the corporation’s
management to create a positive return for them. Some of these external funds may be borrowed, and some
may be given. The borrowed funds are typically repaid over time, with appropriate returns to the funds’
suppliers. The funds which are given are exchanged for ownership in the corporation — shares of various
types — to which an expected return is attached, but not guaranteed. The return to the shareholders may be
directly in cash or other shares, a form of dividend; or it may be in terms of a rising value of the shares so the
shareholders can obtain a capital gain from selling the shares in the future.

By conquering the content of Parts 1, 2, 3 and 4, we are now in a good position to understand the essential
operations of modern corporate finance. The subject, however, is much larger than its essential features.
Thanks to many generations of thinkers and financial activists over the past 150 or more years, we have seen
the emergence of some new pathways for understanding advanced features of corporate finance. One of these
pathways is tackled in Part 5, under the heading of Financial Lifecycle. When we examined organisations’
financial activities in both capital budgeting and financial strategy in Parts 1-4, we tended to focus on
established businesses that were already operating in their markets. But all organisations start somewhere
and at some time, and should have the ability to create a financial plan as they consider the financing of these
beginning businesses and their hopeful later growth. This area of study has now developed into a specific
topic, entrepreneurial finance and venture capital, that we argue should be reviewed in a thorough corporate
finance book; so we provide that review in Part 5. We also examine financial issues arising later in the
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corporate lifecycle, with growing businesses that have moved past their foundation; and we go on to consider
what financial activities are involved with organisations that are in financial distress or, further, are sliding
into insolvency and are liable for liquidation, ending their lives.

As corporate finance has evolved over recent years, there has emerged a growing concern that its
practitioners may need to take a wider, societal view of the impacts of their activities in capital markets. A
way to explain such a view in this text has been to include case studies of ethics in each of the five parts of the
text. These ethics case studies have been created by a colleague of the main authors, Mr Boris Bieler. What is
the key message of these studies? They represent an intensified focus on integrating ethics into management
decisions and employee behaviour across the financial services industry, including the corporate finance
sector. By their inclusion in the text, they aim to discourage repetition of past events of unethical activities,
and to make current and future practitioners conscious of the ethical implications of their work. The finance
sector has increasingly revisited expected norms and values for guiding employees’ behaviour which is
monitored, rewarded and disciplined. Through the cases, we hope to help meet the increasing community
expectations of the finance industry, which is further evidenced in regulators’ enforcement actions and more
prescriptive standards.

The cases presented at the end of each part follow a logical pattern for learning. At the end of Part 1, we
have a case that introduces a framework for dealing with ethical issues in finance; at the end of Part 2, once
you have gained more knowledge about the key ideas of corporate finance, the case reviews some history on
ethical issues; and Part 3’s case expands on a series of activities in corporate management that encounter
ethical questions, using your knowledge of capital budgeting from the chapters in Part 3. Part 4’s case
addresses expectations about ethical behaviour that have emerged from a number of reviews of behaviour in
corporate finance in several countries; and the case for Part 5 gives a good summary of what may be expected
to emerge in the interaction between ethics and finance in coming years.

1.1b  THE FIVE BASIC CORPORATE FINANCE FUNCTIONS

Although corporate finance is defined generally as the activities involved in managing cash (money) that
flows through a business, a more precise description notes that the practice of corporate finance involves
five basic functions: financing, financial management, capital budgeting, risk management and corporate
governance. Nearly every topic covered in this text focuses on one or more of these five functions.

Financing

The financing function involves raising capital to support a company’s operations and investment programs.
A key aspect of this activity, known as the capital structure decision, involves determining and maintaining
the mix of debt and equity securities that maximises the company’s overall market value. Businesses raise
money either externally, from creditors or shareholders, or internally, by retaining and reinvesting profits.
Companies in Australia and other developed economies raise about two-thirds of their required financing
internally, but the financing function focuses primarily on external financing. Large companies enjoy varied
opportunities to raise money externally, either by selling equity (ordinary or preferred shares) or by issuing
debt, which involves borrowing money from creditors. When companies are young and small, they usually
must raise equity capital privately, from friends and family, or from professional investors such as venture
capitalists. Venture capitalists specialise in making high-risk, high-return investments in rapidly growing
entrepreneurial businesses. After companies reach a certain size, they may ‘go public’ by conducting an
initial public offering (IPO) of shares —selling shares to outside investors and listing them for trade on a stock
exchange. After going public, companies can raise funds by selling additional shares.

corporate finance

The activities involved in
managing cash (money) that
flows through a business

financing function
Raising capital to support a
company's operations and
investment programs

venture capitalists
Professional investors who
specialise in making high-
risk, high-return investments
in rapidly growing
entrepreneurial businesses

initial public offering (IPO)
Companies offering shares
for sale to the public for the
first time by selling shares
to outside investors and
listing them for trade on a
stock exchange

1: The Scope of Corporate Finance
Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-202

7



financial management
function

The activities involved in
managing the company’s
operating cash flows as
efficiently and effectively as
possible

capital budgeting
function

The activities involved in
selecting the best projects
in which to invest the
company's funds based
on their expected risk and
return. Also called the
investment function

risk management
function

The activities involved in
identifying, measuring and
managing the company’s
exposure to all types of
risk to maintain an optimal
risk-return trade-off, and
therefore to maximise
share value

risk shifting

When an organisation
pays another entity or
person to restore a loss of
value due to unforeseen
circumstances

risk spreading,

or diversification
When an organisation
undertakes a number of
risk ventures at the same
time and the likelihood

of all the ventures
simultaneously failing and
reducing organisational
value is very low

hedge

To diversify risks by using
financial instruments to
offset market risks such as
interest rate and currency
fluctuations

8  PART 1: INTRODUCTION

Financial Management

The financial management function involves managing the company’s operating cash flows as efficiently
as possible. A key responsibility of the financial management function is to ensure that the company has
enough funds on hand to support day-to-day operations. This involves obtaining seasonal financing, building
adequate inventories to meet customer demand, paying suppliers, collecting from customers and investing
surplus cash, all while maintaining adequate cash balances. Effectively managing the day-to-day financial
activities of the company requires not only technical and analytical skills, but also people skills, since almost
every aspect of this activity involves building and maintaining relationships with customers, suppliers,
lenders and others.

Capital Budgeting

The capital budgeting function, often called the investment function, involves selecting the best projects
in which to invest the company’s funds based on expected risk and return. It is a critical function for two
reasons. First, the scale of capital investment projects is often quite large. Second, companies can prosperina
competitive economy only by seeking out the most promising new products, processes and services to deliver
to customers. Companies such as Telstra, BHP Billiton, Woolworths and Hills Industries regularly make large
capitalinvestments, the outcomes of which drive the value of their companies and the wealth of their owners.
For these and other companies, the annual capital investment budget can total several billion dollars.

The capital budgeting process breaks down into three steps:

1 Identifying potential investments.
2 Analysingthe setofinvestment opportunities and selecting those that create the most shareholder value.
3 Implementing and monitoring the selected investments.

The long-term success of most companies depends on mastering all three steps.
Not surprisingly, capital budgeting is also the area where managers have the greatest opportunity to
create value for shareholders by acquiring assets that yield benefits greater than their costs.

Risk Management

The risk management function involves identifying, measuring and managing the company’s exposure to
all types of risk to maintain an optimal risk-return trade-off, and therefore maximise share value. Common
risks include losses that can result from adverse interest rate movements, changes in commodity prices and
fluctuations in currency values. The techniques for managing these risks are among the most sophisticated
of all corporate finance practices. The risk management task begins with quantifying the sources and size of
a company'’s risk exposure and deciding whether to simply accept these risks, or to actively manage them.

Risks can be managed in two ways: risk shifting and risk spreading, or diversification. Risk shifting
involves you or your organisation paying another entity to take on the risk and to compensate you in case
negative outcomes occur. This is insurance. Some risks are easily insurable, such as the risk of loss due to fire,
employee theft or product liability, because there is much history of their occurrence, meaning probabilities
of loss are calculable.

Risk spreading involves combining activities that give rise to risks in such a way that the overall risk of
the combination is less than the risk of each item in the combination. This is also called diversification.

For example, rather than use a sole supplier for a key production input, a company might choose to
contract with several suppliers, even if doing so means purchasing the input above the lowest attainable
price. However, most companies’ risk management practices focus on market-driven risks. Risk managers,
who typically work as part of a company’s treasury staff, use complex financial instruments to hedge, or
offset, market risks such as interest rate and currency fluctuations.
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Corporate Governance

The corporate governance function involves developing company-wide structures and incentives that
influence managers to behave ethically and make decisions that benefit shareholders. The existence of a
well-functioning corporate governance system is extremely important. Good management does not occur in
a vacuum. Instead, it results from a corporate governance system that hires and promotes qualified, honest
people and structures employees’ financial incentives to motivate them to maximise company value.

An optimal corporate governance system is difficult to develop in practice, not least because the
incentives of shareholders, managers and other stakeholders often conflict. A company’s shareholders
want managers to work hard and protect shareholders’ interests, but it is rarely profitable for any individual
shareholder to expend time and resources monitoring managers to see if they are acting appropriately. An
individual shareholder would personally bear all the costs of monitoring management, but the benefit of such
monitoring would accrue to all shareholders. This is a classic example of the collective action problem that
arises in most relationships between shareholders and managers. Likewise, managers may feel the need to
increase the wealth of owners, but they also want to protect their own jobs. Managers, rationally, do not want
to work harder than necessary if others will reap most of the benefits. Finally, managers and shareholders
may effectively run a company to benefit themselves at the expense of creditors or other stakeholders who do
not have a direct say in corporate governance.

As youmight expect, several mechanisms have been designed to mitigate these problems. A strong board
of directors is an essential element in any well-functioning governance system because it is the board’s
duty to hire, fire, pay and promote senior managers. The board develops fixed (salary) and incentive (bonus-
and share-based) compensation packages to align managers’ and shareholders’ incentives. Auditors play a
governance role by certifying the validity of companies’ financial statements.

For example, in Australia, the independent national governmental body charged with oversight of
corporate activities is the Australian Securities and Investments Commission (ASIC). ASIC’s role is
to enforce and regulate company and financial services laws to protect Australian consumers, investors
and creditors; to be the corporate, markets and financial services regulator. It was created in 1998 from an
earlier national regulator, and had further functions added to its portfolio in 2002 for credit protection,
oversight of the Australian Securities Exchange (ASX) in 2009 and of the newest stock exchange, Chi-X,
in 2011. The ASX was created by the merger of the Australian Stock Exchange and the Sydney Futures
Exchange in July 2006, and is today one of the world’s top 10 listed exchange groups measured by market
capitalisation.

Just as companies struggle to develop an effective corporate governance system, so too do countries.
Governments establish legal frameworks that either encourage or discourage the development of competitive
businesses and efficient financial markets. For example, a legal system should permit efficiency-enhancing
mergers and acquisitions, but should block business combinations that significantly restrict competition. It
should provide protection for creditors and minority shareholders by limiting the opportunities for managers
or majority shareholders to expropriate wealth.

We will discuss each of the five major finance functions at length in this text, and we hope you come
to share our enthusiasm about the career opportunities that corporate finance provides. Never before has
finance been as fast-paced, as technological, as international, as ethically challenging or as rigorous as it is
today, and the market seems to beresponding. A notablerecent patternin Australian university education has
been that more students are currently enrolled in undergraduate and postgraduate business and management
education courses than in any other broad field such as science, engineering or arts.

corporate governance
function

The activities involved in
developing company-wide
structures and incentives
that influence managers

to behave ethically and
make decisions that benefit
shareholders

collective action
problem

When individual
shareholders bear all

the costs of monitoring
management, but the
benefit of such monitoring
accrues to all shareholders

Australian Securities
and Investments
Commission (ASIC)
The Australian government
entity charged with
enforcing and regulating
company and financial
services laws to protect
Australian consumers,
investors and creditors,
and being the corporate,
markets and financial
services regulator for
Australia

Australian Securities
Exchange (ASX)

The primary stock exchange
operating in Australia for
trading shares in publicly
listed companies

1: The Scope of Corporate Finance
Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-202

9





