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Chapter 1

The Corporation

I.   Learning Objectives

1-1 List and define the three major types of firms in Canada; describe major characteristics of each type, including the means for distributing income to owners.
1-2 Distinguish between limited and unlimited liability, and list firm types that are subject to each.
1-3 Describe taxation consequences for corporations, income and other trusts.
1-4 Describe the duties of the corporate management team, how ownership differs from control, and the corporate goal of shareholder wealth maximization. 

1-5 Discuss the principal-agent problem that may result from the corporate ownership structure and how incentives are useful in reducing the problem. 

1-6 Contrast shareholders with stakeholders.
1-7 Explain how corporate bankruptcy can be viewed as a change in firm ownership.
1-8 Describe the stock market and how it functions.
II.   Chapter Overview

Chapter 1 begins by discussing the “birth” of the modern corporation. The chapter examines important characteristics of the three major types of firms in Canada; however, the focus is on the corporation. Section 1.2 reflects the differences between ownership and control which includes a discussion of bankruptcy, along with introducing the agency relationship that sometimes occurs with the corporate form.  Section 1.3 focuses on the stock market and its advantages in raising capital.

1.1 The Three Types of Firms
The three major types of firm in Canada are the sole proprietorship, the partnership (including limited liability partnerships), and the corporation. The section begins by defining each type then highlights the differences among them. Particular emphasis is placed on the following areas that distinguish the three types:

1. Ease of formation.

2. Separation between the firm and the owner from the perspective of the owner’s personal liability.

3. Lifespan of the firm.

4. Ease of transference of ownership.

The text emphasizes the corporate form. In this chapter, the authors focus on the fact that, although corporations take a great deal of effort to form, they have some distinct advantages: the life of the firm is not limited by the life of any particular individual, ownership in the corporation is very easy to transfer via purchase or sale of shares of stock and corporations often can raise substantial amounts of capital from anonymous outside investors.
Corporations are taxed in a very different way than other firm types. Example 1.1 shows the double taxation of corporate earnings when dividends are paid and shares are held both inside and outside an RRSP. Example 1.2 shows how taxation will differ if the shares are held both inside and outside an income trust. 
1.2 Ownership versus Control of Corporations.

Because there is separation between ownership and control of the corporation, a Principal-Agent problem often exists. Section 1.2 highlights this separation, with particular emphasis on principal-agent problems and how incentives can be used to resolve them.  This section describes the corporate management team along with the main responsibilities of financial managers.  It introduces the concept of one corporate goal; shareholder wealth maximization and distinguishes that from shareholders versus stakeholder satisfaction. The chapter emphasizes the market for corporate control as the primary means for encouraging managers and boards of directors to act in the best interest of shareholders.
Because the corporation is a separate legal entity, it is likely to have debt holders as one of its stakeholders. The introduction of debt creates the possibility of bankruptcy.  If the corporation fails to repay its debt holders they may file for bankruptcy, causing a change in the ownership structure, at the very least.
1.3 The Stock Market

An important feature of equity investment is its liquidity. Stock markets improve liquidity for investors by enabling investors to trade shares of public corporations. The TSX is the largest exchange in Canada and the 8th largest in the world, as measured by total market capitalization. It is an electronic exchange where investors can post orders into the TSX trading system from anywhere in the world.  Stock prices are quoted in terms of bid and ask. The NYSE is the world’s largest stock market. It is one of the last major stock markets in the world to still conduct its business on a trading floor in a physical location. However, it has recently combined electronic trading with its floor trading. As a result, the role of its market makers or specialists (those who take a position and stand ready to buy and sell certain shares) will probably diminish. The NASDAQ (National Association of Security Dealers Automated Quotations) is an electronic network where prices are posted so that they can be viewed by all participants. 
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IV.   Spreadsheet Solutions in Excel
There are no spreadsheet solutions for this chapter.
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