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Chapter 1
Corporate Finance and the Financial Manager
Chapter Overview
The focus of this book is on how to make optimal corporate financial decisions. Organisations, regardless of their form or goals, have one thing in common—they will be faced with making financial decisions, and each one will have a financial manager contributing to those decisions. These decisions are tied to one very powerful concept, the Valuation Principle, an ongoing theme throughout this text. In this chapter, students are introduced to the different types of firms, noting global differences in the choice of the organisational format. Chapter 1 examines the functions of the financial manager and his or her role on the management team. The importance of the skilful and ethical financial manager cannot be overemphasised, so much so that the chapter details the major decisions faced by the financial manager. Poorly managed companies are targets for takeovers, and stockholders are no longer uninformed or passive. Last, since the stock price is impacted upon by the decisions made by the financial manager, a short introduction to the world’s stock markets and the mechanics of trading is provided.
Learning Objectives
1. Identify the importance of financial information in both your personal and business life.
2. Understand the important features of the three main types of firms and see why the advantages of the corporation form have led it to dominate economic activity.
3. Explain the goal of the financial manager and the reasoning behind that goal, as well as understand the three main types of decisions a financial manager makes.
4. Understand how a corporation is managed and controlled, the financial manager’s place in it, and some of the ethical issues financial managers face.
5. Understand the importance of financial markets, such as stock markets, to a corporation and the financial manager’s role as liaison to those markets.
6. Recognise the role that financial institutions play in the financial cycle of the economy.
Learning Objectives - Teaching Suggestions

1. Identify the importance of financial information in both your personal and business life.
In-class Activities and Discussions
a) A student recently graduated from a prestigious university with a marketing degree. Her last year was spent as an intern in her major. To her dismay, she discovered that it would take at least 10 years before she would be allowed to do the work in advertising that she truly wanted to do. Her decision: Graduate and take a job as a bartender until she figures out what she wants to do. Ask the students what they think about her decision. Is she being realistic? Did she decide that her career goal was not worth 10 years of her life, that the benefits did not justify the costs? Is there a way to quantify her decision?  What are ways for her to determine the financial impact of her decision?

b) Read aloud the following sentence from Section 1.1 of the chapter: “Our career paths have become less predictable and more dynamic.” Ask the students what this sentence implies and what its implication is for their lives and goals. How does this affect their financial futures?

c) By the time students take the introductory finance course, they have taken accounting and the basic introduction to business class, so they should have some idea, right or wrong, of finance. Ask them to explain what they think finance is, but as if they were explaining it to their grandparents or younger siblings or people who have no idea of what the field is; literally break it down to its basics so that a “child” could understand it. The answers can be very surprising, particularly from some of the international students.

Industry–related Practical Applications
a) Was “financial ignorance” a driving force behind the collapse of the housing markets?  During the last four years, many students found themselves in a role reversal:  taking extra jobs to help out their unemployed parents or to help make mortgage payments that were no longer affordable by their parents.

b) It is important for students to realise that finance is so much more than the study of financial markets. To those outside the industry, finance and investment seem synonymous while, in reality, investment is one small subset of the field of finance. To appreciate the variety of careers available in finance and the myriad of ways it is used across industries, have students research and present in class non-traditional/non-pedestrian examples of careers in finance. For example, most opera companies have a financial officer.

Additional online resources
http://scholar.google.co.nz/scholar?q=usefulness+of+financial+information&hl=en&as_sdt=0&as_vis=1&oi=scholart&sa=X&ei=rii-UY_UPIWziAeLwoDIDA&ved=0CCkQgQMwAA
2. Understand the important features of the three main types of firms and see why the advantages of the corporation form have led it to dominate economic activity

In-class Activities and Discussions
a) Given the liability of sole proprietorships and the protection of corporations, why is the number of sole proprietorships so high?

b) Limited partnerships are very popular in the entertainment industry. Why?

c) We all have rights and responsibilities as individuals. The US Supreme Court ruling in the 19th century gave similar rights to corporations. What rights do you and corporations have in common, and how do your rights and responsibilities differ? 

Industry–related Practical Applications
a) Who owns Telstra? Over what time period was Federal Government ownership reduced? Was it a good idea to privatise Telstra?
b) Divide students in teams and ask them to discuss and report back the main reasons why sole proprietorships and partnerships are likely to end up becoming corporations as they grow over time.
Additional online resources
What makes a great CFO?
http://www.gakraut.com/articles/WhatMakesAGreatCFO.pdf
3. Explain the goal of the financial manager and the reasoning behind that goal, as well as understand the three main types of decisions a financial manager makes

In-class Activities and Discussions
a) Ask students to discuss the various alternative goals a financial manager might have and to establish criteria for deciding between the alternatives. Students might raise the issue of the appropriate time frame for each alternative e.g. maximising profit in the short term might destroy shareholder wealth in the longer term.
b) List ten examples or situations involving the types of decisions faced by financial managers and get students to allocate the examples amongst the three types.
Industry–related Practical Applications
a) Using the latest Annual Report for BHP Billiton, find the report on the company’s financial position during the year and examples of the three types of decisions.

b) Using the BHP report, is there reference to how financial management has contributed to maximising shareholder wealth? Who is the CFO and what is his/her career background?
Additional online resources
Understanding the appropriate goal of the business firm in a lead up to discussing real conflicts of interest for senior managers and how ethical and criminality issues so readily arise. 
http://www.studymode.com/essays/What-Is-The-Appropriate-Goal-Of-758234.html
4. Understand how a corporation is managed and controlled, the financial manager’s place in it, and some of the ethical issues financial managers face.

In-class Activities and Discussions
a) Discuss compensations for managers. Many students will be managers one day, regardless of their major. Can they think of an example when their interest and the interest of the corporation will not coincide? What are their options in this situation?

b) There are few hierarchical management systems in place these days. Most corporations have teams. Making a decision that is best for the company is one thing when only you are affected. What happens when you realise that doing what is ethical may cost your team in compensation?

c) When you think of the field of finance, do you think of it as an ethical one, compared to others like marketing, accounting, engineering, or even architecture?

d) How important do students think shareholders are to the economic success of Australia? Is their importance growing or shrinking?
Industry–related Practical Applications
a) What are some of the unique features of business in the world as we approach 2020? Business opportunities are arising on an unprecedented scale for every country so is it likely that Australian corporations will compete successfully in this environment?

b) The healthy corporation which will succeed will need to have paid attention to ethical and cultural standards as well as financial and efficiency standards. Do you believe these standards are being addressed well in Australia?

c) What is corporate governance and what are its broad principles?
Additional online resources

Corporate governance video:
http://www.youtube.com/watch?v=ddLki6JvcMQ
Search on the internet for “globalisation” together with phrases such as “corporations”, “opportunities and challenges”. Students are encouraged to learn more about the rapidly growing scale and diversity of business. Some of the material may be familiar in part but an overall framework, including an historical framework, will be extremely useful in whichever roles they pursue in business.
5. Understand the importance of financial markets, such as stock markets, to a corporation and the financial manager’s role as liaison to those markets.

In-class Activities and Discussions
a) Ask how many students own stock or intend to one day. (You usually get a few hands.) Do they (or will they) feel any responsibility toward the company in which they have invested? Do they (or will they) follow it in the financial news? Do they plan on keeping abreast of how well it is run or even who the managers/board members are? Why? Why not?

b) Why do you think the New York Stock Exchange is still the largest in the world? How long do you think it will continue? Will all exchanges eventually go the way of NASDAQ—no physical location, just technology?

c) Ask students to relate the goal of the financial manager to the availability of an efficient stock market.
Industry–related Practical Applications
a) An exercise to examine the major phases of the US stock market since 1980. Study a chart for this period (logarithmic scale is best) using the S&P500 and identify clear up and down phases. Consider a similar chart for ASX and comment on a comparison of the two. 
b) A financial manager belongs in the crow’s nest, reporting through to the senior management about the nature of likely financial conditions and also incorporating an agreed company view into decision making. 
Additional online resources
Not too big to fail: The Royal Bank of Scotland:
http://www.guardian.co.uk/business/2011/dec/12/rbs-collapse-timeline
Compliance lessons from the News Corp scandal:
http://www.forbes.com/sites/alexandrawrage/2013/04/03/5-compliance-lessons-from-the-news-corp-scandal/
6. Recognise the role that financial institutions play in the financial cycle of the economy.
In-class Activities and Discussions
a) Guide the class through a discussion of the financial cycle and introduce the concept of risk and return in the same two dimensional space as the yield curve, or term structure of interest rates. With savers at the foot of the page and borrowers at the top, you can produce a visual of the financial cycle in a risk/return space. This is a useful exercise for introducing the difference between money (cash) and bonds, and the fact that equities have no term. The roles of financial institutions then become clear as the centre space providing intermediation between people wanting to lend their savings and people wanting to borrow them. 
b) Flowing from a) is a natural progression to financial markets which are now seen as mechanisms for allocating the scarce amount of savings across competing uses through the price signals to borrowers and lenders. In general, the term of loan and risk of the venture increase the expected return required by lenders. Understanding the value of these price signals is a crucial skill for financial managers to develop. Students need also to note the roles played by the local central bank and the fact that financial markets are global, not just local.
Industry–related Practical Applications
a) Financial managers are expected to use financial market information to the advantage of their firms. Have students imagine that the firm has a spare $100m to invest for a month and calculate the difference between investing locally at 8 per cent pa and 7 per cent pa for roughly the same financial risk. What is the difference in the two outcomes and would students view this as significant?
b) Repeat the exercise but this time assuming the term is one year (at the end of which the funds will be needed) and the 8 per cent pa investment has a 20 per cent chance of a capital loss of 5 per cent and 0 per cent chance of capital gain. The 7 per cent pa investment is government guaranteed with 0 per cent chance of capital gain or loss. Which is the superior choice and expected return of each?
Additional online resources
http://www.rba.gov.au/fin-stability/fin-inst/
http://www.apra.gov.au/adi/pages/adilist.aspx
http://www.asx.com.au/
http://www.rba.gov.au/AFXC/
CFA Topic Areas

The following table shows which CFA learning outcomes are covered in the chapter and points to the specific topic covered by the material.

	CFA Topic Area
	Chapter Section

	Ethical Standards
	1.4
The Financial Manager’s Place in the Corporation



	Firm and Industry Organisation
	1.2
The Four Types of Firms

1.3
The Financial Manager

1.4
The Financial Manager’s Place in the Corporation

1.6
Financial Institutions

	Corporate Governance
	1.4
The Financial Manager’s Place in the Corporation

	Equity Markets: Characteristics, Institutions
	1.5
The Stock Market

	Business Cycles
	1.6
Financial Institutions

	Analysis of Taxes
	1.2
The Four Types of Firms
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