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When we wrote the first edition of Financial Management: Theory and Practice, we
had four goals: (1) to create a text that would help students make better financial
decisions; (2) to provide a book that could be used in the introductory MBA
course, but one that was complete enough for use as a reference text in follow-on
case courses and after graduation; (3) to motivate students by demonstrating that
finance is both interesting and relevant; and (4) to make the book clear enough so
that students could go through the material without wasting either their time or
their professor’s time trying to figure out what we were saying.

Valuation as a Unifying Theme

Our emphasis throughout the book is on the actions that a manager can and
should take to increase the value of the firm. Structuring the book around valua-
tion enhances continuity and helps students see how various topics are related to
one another.

As its title indicates, this book combines theory and practical applications. An
understanding of finance theory is absolutely essential for anyone developing
and/or implementing effective finandal strategies. But theory alone isn’t suffi-
cient, so we provide numerous examples in the book and the accompanying Lxcel
spreadsheets to illustrate how theory is applied in practice. Indecd, we believe
that the ability to analyze financial problems using Lxcel is absolutely essential for
a student’s successful job scarch and subsequent career. Therefore, many exhibits
in the book come directly from the accompanying Excel spreadsheets. Many of the
spreadsheets also provide brief “tutorials” by way of detailed comments on Excel
features that we have found to be especially useful, such as Goal Seek, Tables, and
many financial functions.

The book begins with fundamental concepts, including background on the
economic and financial environment, the time value of money, financial state-
ments (with an emphasis on cash flows), bond valuation, risk analysis, and stock
valuation. With this background, we go on to discuss how specific techniques and
decision rules can be used to help maximize the value of the firm. This organiza-
tion provides four important advantages:

1. Covering time value of money early helps students see how and why expected
future cash flows determine the value of the firm. Also, it takes time for stu-
dents to digest TVM concepts and to learn how to do the required calculations,
so it is good to cover TVM concepts early and often.

2. Managers should try to maximize the fundamental value of a firm, which is
determined by cash flows as revealed in financial statements. Our early cover-
age of financial statements thus helps students see how particular financial
decisions affect the various parts of the firm and the resulting cash flow. Also,
financial statement analysis provides an excellent vehicle for illustrating the
usefulness of spreadsheets.
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3. Most students—even those who do not plan to major in finance—are inter-
ested in stock and bond values, rates of return on investments, and the like.
The ability to learn is a function of individual interest and motivation, so
Financial Management’s early coverage of securities and security markets is
pedagogically sound.

4. Once basic concepts have been established, it is easier for students to understand
both how and why corporations make specific decisions in the areas of capital
budgeting, raising capital, working capital management, mergers, and the like.

Intended Market and Use

Financial Management is designed primarily for use in the introductory MBA finance
course and as a reference text in follow-on case courses and after graduation. There
is enough material for two terms, especially if the book is supplemented with cases
and/or selected readings. The book can also be used as an undergraduate introduc-
tory text with exceptionally good students, or where the introductory course is
taught over two terms.

Improvements in the 12th Edition

As in every revision, we updated and clarified materials throughout the text,
reviewing the entire book for completeness, ease of exposition, and currency. We
made hundreds of small changes to keep the text up-to-date, with particular
emphasis on updating the real world examples and including the latest changes
in the financial environment and financial theory. In addition, we made a number
of larger changes. Some affect all chapters, some involve reorganizing sections
among chapters, and some modify material covered within specific chapters.

Changes That Affect All Chapters

Better integration of the textbook and the accompanying Excel Tool Kit spread-
sheet models for each chapter.

We assigned a section number to each major section in each chapter and used the sec-
tion numbers to identify the corresponding material in the Excel spreadsheets that
accompany the chapters. In addition, many tables within the text involve exam-
ples of financial analysis that were worked out in the accompanying spreadsheets.
For many such Tables, we now show the Excel row and column headings so that
students can easily understand the spreadsheet analysis that underlies the Table.

End-of-section Self-Test problems.

Students learn specific concepts and understand particular numerical examples
best if they work with illustrative problems immediately after they read the section
that explains that particular material. Therefore, we now provide an opportunity
for immediate reinforcement by having numerical problems at the end of each
major section. The answers to the problems are shown in the text, and the worked
out solutions are provided in the Excel Tool Kit spreadsheet model for the chapter.

End-of-chapter problems ranked by difficulty.

In past editions we arranged the end-of-chapter problems by topic, not by diffi-
culty level. Students would often start working the problems, hit a difficult one
relatively quickly, become frustrated, and give up. In this edition we arranged the
problems by difficulty. The first set of problems is designated “Easy,” and most
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students should be able to work them without much trouble. Then come

“Intermediate” problems, which are a bit harder, and then “Challenging,” which
are still longer and more complex. This ranking procedure reduces students’ stress
and frustration because they can clearly identify the problems that are going to
require more effort.

Improved Test Bank.

We made substantial improvements to the Test Bank, including the addition of
numerous problems that are similar to the “Easy,” “Intermediate,” and “Challeng-
ing” problems at the end of each chapter. Different instructors have different
views on how students should be tested, but the new Test Bank can be used to pro-
vide a set of relatively straightforward problems (“Easy” and “Intermediate”) that
deal with all aspects of financial management. Most instructors also use a few
“Challenging” exam problems, where students must figure out how to apply
finance concepts to deal with new and different situations they haven’t seen
before. The problems can also be changed algorithmically, as discussed below.

The ThomsonNOW Web-based course platform.

We discuss the new ThomsonNOW Web-based course delivery system in more
detail later in the preface, but one very important feature of ThomsonNOW is the
availability of algorithmic versions of the end-of-chapter problems and the Test
Bank problems. This allows an instructor to easily create Web-based homework
assignments with problem inputs and answers that are unique to each student. The
assignments are automatically graded, and the scores are posted to a gradesheet
that can be exported into Excel. Because the assignments are unique to each stu-
dent and are automatically graded, it is feasible for a busy instructor (Is there any
other kind?!) to assign homework frequently. In our own classes, we typically
assign a short Web-based homework “quiz” for every 1-2 class sessions. Our stu-
dents have told us that they appreciate having such frequent assignments because
it helps them keep up in the course. Morcover, we have noticed an improvement
in our students” ability to work problems in subsequent in-class tests and exams.

More focused Web Extensions in the e-Libyaxy.

New material must be added with each edition to keep students on the cutting
edge. To make room for the new material, we identified specialized topics that are
important but not essential in every introductory finance course. We then made
this material accessible as a chapter Web Extension, provided as an Adobe PDF
file on the textbook’s Web site. In the previous edition, there was only one Web
Extension for a chapter, with some chapters’ Web Extensions covering multiple
topics. We now have multiple Web Extensions for those chapters, with each
Extension focused on a particular topic. This makes it easier for an instructor to
“pick and choose” any additional individual topics he or she wishes to cover.

Improved PowerPoint Shows.

We carefully reviewed and revised each PowerPoint show for clarity and effective-
ness. In addition, the shows are now in a standard Microsoft template and thus
can be easily customized by instructors.

Significant Reorganization of Some Chapters

Reorganized the discussion of financial markets.

In the previous edition, the coverage of financial markets was somewhat frag-
mented, with related topics being covered in the introductory chapter, the bond
valuation chapter, and the stock valuation chapter. We have now consolidated this
material, discussing financial securities, institutions, and markets in Chapter 1.
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This consolidation allowed us to eliminate some redundancies and provide a
more integrated discussion of the material. As it now stands, Chapter 1 includes a
detailed discussion of financial securities, hedge funds, global stock markets, and
IPOs. This new structure provides two important advantages. First, an instructor
can hit the ground running and cover financial markets during the first class.
Because this material is descriptive rather than problem-oriented, it is not
absolutely critical for students to have read the material before the first class;
instead, they can go back and read it after the first class. Second, students are typ-
ically interested in financial markets, and comprehensive coverage in the first
class stimulates student interest and enthusiasm.

Financial statement analysis moved up to immediately follow financial state-
ments and cash flows.

Chapter 4, Analysis of Financial Statements, now immediately follows financial
statements and cash flows. This early coverage of financial statement analysis helps
provide vocabulary and concepts that are important for the remainder of the book.

Reorganized the discussion of the determinants of interest rates.

In the previous edition, our discussion of the determinants and implications of
interest rates was fragmented, with coverage in both the introductory and the
bond valuation chapters. We have now consolidated this material in Chapter 5
(Bonds, Bond Valuation, and Interest Rates) in a section that immediately follows
our discussion of bond pricing. This new structure is pedagogically better because
students who understand the basics of bond pricing are in a better position to ben-
efit from a discussion of why different fixed-income securities have different yields.

Better link between risk, return, and stock pricing.

We now cover the chapters on risk and return (Chapters 6 and 7) immediately
before the chapter on stock pricing (Chapter 8). This permits students to apply the
concepts they learned about the risk/return tradeoff to stock pricing.

Notable Changes within Selected Chapters

We made too many small improvements within each chapter to mention them all,
but some of the more notable ones are discussed below.

Chapter 1: An Overview of Financial Management

and the Financial Environment.

The opening vignette now has a global scope, and there is a new box on ethics,
“Ethics for Individuals and Businesses.” As noted earlier, we consolidated and
improved our discussion of securities, institutions, and markets. Because many
MBA students will not take a separate Investments course, many instructors like
to cover or at least recommend additional material on securities and financial
markets. With that in mind, we added three new Web Extensions that (1) describe
securitization, (2) provide an overview of derivatives, and (3) cover stock markets
in more detail, including discussions of market indexes and the costs of trading.
Each of these new Web Extensions now has its own separate PowerPoint show.

Chapter 2: Time Value of Money.

We added a new opening vignette on the role played by TVM concepts in the cur-
rent pension fund crisis. We also improved the coverage of annuities, with the
annuity formula now based on the differences between time lines of different per-
petuities, which makes the formula a bit more intuitive. We added three new Web
Extensions, one on the derivation of annuity formulas, another on continuous
compounding, and a third on the tabular approach.
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We also improved our calculator tutorials for the most popular TI and HP cal-

culators, using illustrations that are identical to the text examples. Therefore,
when a student reads about, say, the future values in the text, he or she can simul-
taneously learn from the tutorial how to find the specific FV with a calculator.
Students tell us that learning how to use their calculators as they learn TVM con-
cepts is much more efficient than studying the two separately.

Chapter 3: Financial Statements, Cash Flow, and Taxes.
We added a new box on Sarbanes-Oxley and financial fraud.

Chapter 4: Analysis of Financial Statements.

We added a new opening vignette on how firms guide analysts’ earnings esti-
mates. The analyses of common sized and percent change statements are now bet-
ter integrated with the Excel Tool Kit, which shows students how easy it is to do all
the calculations involved in financial analysis using a spreadsheet.

Chapter 5: Bonds, Bond Valuation, and Interest Rates.

The chapter on bond pricing now comes earlier in the book, closer to the chapter
on time value of money. This permits students to apply their financial calculator
and Excel skills to bond analysis while time value of money concepts are still fresh
in their minds. Also, the section on calculating bond yields now follows immedi-
ately the section on calculating bond prices, since these topics are so closely
related. We also improved our coverage of Excel’s PRICE and YIELD functions,
providing detailed examples in the Tool Kit. We consolidate and better integrated
coverage of interest rate determinants with our discussion of default and interest
rate price risk. We improved the discussion of TIPS, and we show how to use them
in estimating the real risk-free rate and the inflation premium. Finally, we now
have separate Web Extensions for (1) zero coupon bonds and their taxation, (2) a
more detailed explanation of TIPS, (3) duration analysis, and (4) the pure expecta-
tions theory of the term structure (using geometric averages).

Chapter 6: Risk, Return, and the Capital Asset Pricing Model.

We improved the explanation of corrclation and covariance, incuding a better
explanation for how Excel can be used in estimating correlation and covariance from
historic data. We also improved the discussion of beta and how to estimate beta.

Chapter 7: Portfolio Theory and Other Asset Pricing Models.

We eliminated the opening section on measuring portfolio risk (because this is
now covered in Chapter 6), so the chapter begins with a discussion of efficient
portfolios. We added a new section on the standard deviation of an N-asset port-
folio, including an easy approach for calculating the portfolio standard deviation.
In the section on the Fama-French model we now provide the URL for Kenneth
French’s Web site, which has data for use in estimating parameters of the Fama-
French model. We also beefed up our discussion of behavioral finance.

Chapter 8: Stocks, Stock Valuation, and Stock Market Equilibrium

We now discuss stock market data as reported in The Wall Street Journal and other
sources early in the chapter so students will be familiar with stock quotations and
price ranges before we cover stock valuation. We also added a brief discussion of
the FCF model for stock valuation (which is covered in more detail in Chapter 15).
The section on preferred stock pricing now immediately follows common stock
valuation, and the chapter ends with an improved discussion of efficient markets.

Chapter 9: Financial Options and Applications in Corporate Finance
To be consistent with the nomenclature used by options traders, we changed some
of the chapter’s terms. We also improved the explanation of the binomial model,
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including the formula for the number of shares in the hedge portfolio. Moreover,
we added new boxes on “Financial Reporting and Employee Stock Options” and
“Taxes and Stock Options,” and we added a new section entitled “Applications of
Option Pricing in Corporate Finance.”

Chapter 10: The Cost of Capital.

Flotation costs are no longer in a separate section but are covered with each com-
ponent cost of capital, e.g., flotation costs of debt are covered with the cost of debt.
We improved and streamlined the discussion of the divisional cost of capital and
the project cost of capital, and we added a new section on the cost of capital for
privately held or small firms.

Chapter 11: The Basics of Capital Budgeting: Evaluating Cash Flows.

Because many students have trouble understanding the relative merits of differ-
ent ranking criteria, we now cover NPV first, and we present it as the primary cri-
terion because it is directly related to the maximization of shareholder wealth. We
then cover the IRR and other methods and present them as supplements to NPV.
In addition, we moved the equivalent annual annuity (EAA) approach out of the
last edition’s Web Extension and into this edition’s textbook section that covers
replacement chains.

Chapter 12: Cash Flow Estimation and Risk Analysis.

We more clearly show the link between FCF as applied to financial statements and
FCF as applied to a project. We moved the numerical example to the beginning of
the chapter so that students can see a concrete application before we discuss such
concepts as sunk costs, opportunity costs, etc. We also added an explanation of
NPV breakeven analysis.

Chapter 13: Real Options.
We added discussion and a numerical example for the valuation of a growth option.

Chapter 14: linancial 'lanning and Iorecasting Financial Statements

We added a new opening vignette on how companies do financial planning based
on a recent survey of corporate executives. We also moved the section on AFN so
that it now precedes the projected financial statement approach. With this
arrangement, students can get an understanding of the basic logic of financial
forecasting from the simple AFN approach, and this helps follow the logic of the
more complex projected financial statement approach.

Chapter 15: Corporate Valuation, Value-Based Management,

and Corporate Governance.

We rewrote and expanded our coverage of corporate governance. In addition, we
added a new box on “The Sarbanes-Oxley Act of 2002 and Corporate Governance.”

Chapter 16: Capital Structure Decisions: The Basics.

We use the corporate valuation model to develop a new explanation of recapital-
ization that gives students a better understanding of stock repurchases and other
capital structure changes. We also added a discussion of the “windows of oppor-
tunity” theory, and we added a section that discusses and synthesizes the results
of recent empirical studies on capital structure.

Chapter 18: Distributions to Shareholders: Dividends and Repurchases.
We added a new opening vignette discussing Microsoft’s recent cash distribu-
tions. We also added a discussion of the “life-cycle” hypothesis.

Chapter 20: Lease Financing.
We added a new box on hidden dangers in leasing, “What You Don’t Know Can
Hurt You!”
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Chapter 22: Working Capital Management.

We added a new opening vignette based upon CFO magazine’s annual survey on
working capital management. We added a new box based on the annual CFO
cash management scorecard and we discuss the provisions and implications of
“Check 21.”

Chapter 25: Mergers, LBOs, Divestitures, and Holding Companies.

We added a new opening vignette on the P&G/Gillette merger, we improved the
discussion of the adjusted present value approach, and we added a section cover-
ing the free-cash-flow-to-equity approach.

Chapter 26: Multinational Financial Management.

We completely re-wrote the discussion of international monetary systems and the
links between exchange rate regimes, international trade, and inflation. We also
added a new section that provides a detailed discussion and illustration of capital
budgeting for international projects.

ThomsonNOW: A New Web-Based Course
Management Platform

ThomsonNOW is Thomson Publishing’s new Web-based course management sys-
tem, and it can be seamlessly integrated into Blackboard and WebCT for those @
instructors already using those Web-based course management systems. a-resource

ThomsonNOW includes the following features, with more to be added over time. 1, cnter the ThomsonNOW
Web site, go to http://

The Courseware Individualized Learning Plan now.swiearning.com/

brigham. For new users,

For each chapter, a student can take a “pre-test” in the Courseware section of —select “Create an Account
and follow the directions

ThomsonNOW. This pre-test is automatically scored, and the student is givena g oo mre 0
learning plan that identifies the chapter’s sections on which the student needs to g student.

improve. This learning plan has links to an e-book for each chapter, so a student

can also read and study the material without leaving the computer. In addition, a

“post-test” helps the student determine if he or she has mastered the material.

Algorithmic Homework Assignments with Automatic Grading

As previously noted, ThomsonNOW can create algorithmic versions of select end-
of-chapter and Test Bank problems. With just a few clicks, an instructor can create
a Web-based homework assignment that contains unique problems and answers
for each student. The assignment is automatically graded, and the scores are
posted to a gradesheet that can be exported into Excel or into the gradesheets of
Blackboard and WebCT. Similarly, an instructor can create sets of practice prob-
lems (based on algorithmic versions of the end-of-chapter problems and Test Bank
problems). In Finance, practice makes perfect, so ThomsonNOW’s ability to
quickly and easily create practice problems and grade homework assignments can
have a dramatic impact on a student’s progress and knowledge.

e-book

ThomsonNOW also contains an e-book, which is very helpful to students who use
the Individualized Learning Plan in ThomsonNOW's Courseware—they can read
the e-book and work practice problems without ever leaving the computer.
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.swlearning.com and
follow the instructions
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need the serial number
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in your textbook.

@

e-resource
Be sure fo visit the

Financial Management:

Theory and Practice
{12th Edition] Web

site at http: //www
.thomsonedu.com/
finance/brigham or
http: //www.swlearning
.com/finance/brigham.
These sites provided
access for instructors
and students.

Thomson One—Business School Edition

Thomson ONE—Business School Edition is an online database that draws from
the world acclaimed Thomson Financial data sources, including the SEC
Disclosure, Datastream, First Call, and Worldscope databases. Now you can give
your students the opportunity to practice with a business school version of the
same Internet-based database that brokers and analysts around the world use
every day. Thomson ONE—BSE provides (1) one-click download of financial
statements to Excel, (2) data from domestic and international companies, (3) 10
years of financial data; and (4) one-click Peer Set analyses.

We also have available problems that rely on data from Thomson ONE—BSE.
Due to the ever-changing nature of the Web, these problems are updated fre-
quently, and they can be found on the textbook’s Web site, http://www
.thomsonedu.com/finance/brigham.

Here is some of the data provided by Thomson ONE—BSE:

I/B/E/S Consensus Estimates.

Includes consensus estimates—averages, means, and medians; analyst-by-analyst
earnings coverage; analysts’ forecasts based on 15 industry standard measures;
current and historic coverage for the selected 500 companies. Current coverage is
5 years forward plus historic data from 1976 for U.S. companies and from 1987 for
international companies, with current data updated daily and historic data
updated monthly.

Worldscope.
Includes company profiles, financials, accounting results, and market per-share
data for the selected 500 companies going back to 1980, all updated daily.

Disclosure SEC Database.

Includes company profiles, annual and quarterly company financials, pricing infor-
mation, and earnings estimates for selected U.S. and Canadian companies, annually
from 1987, quarterly for the last 10 years, and monthly for prices, all updated weekly.

DataStream Pricing.
Daily international pricing, including share price information (open, high, low,
close, P/E) plus index and exchange rate data, for the last 10 years.

ILX Systems Delayed Quotes.
Includes 20-minute delayed quotes of equities and indices from U.S. and global
tickers covering 130 exchanges in 25 developed countries.

Comtex Real-Time News.
Includes current news releases.

SEC Edgar Filings and Global Image Source Filings.

Includes regulatory and nonregulatory filings for both corporate and individual
entities. Edgar filings are real-time and go back 10 years; image filings are updated
daily and go back 7 years.

The Instructional Package: An Integrated
Learning System

Financial Management includes a broad range of ancillary materials designed to
enhance students’ learning and to make it easier for instructors to prepare for and
conduct classes. All resources available to students are of course also available to
instructors, and instructors also have access to the course management tools.
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Learning Tools Available for Students and Instructors

Study Guide.

This supplement outlines the key sections of each chapter, and it provides stu-
dents with a set of questions and problems similar to those in the text and in the
Test Bank, along with worked-out solutions. Instructors seldom use the Study
Guide themselves, but students often find it useful, so we recommend that instruc-
tors ask their bookstores to have copies available. Our bookstores generally have
to reorder it, which attests to its popularity with students.

Technology Supplement.

The Technology Supplement on ThomsonNOW contains tutorials for four com-
monly used financial calculators, for Excel, and for PowerPoint. The calculator tuto-
rials cover those features students need to work the problems in the text.

Effective Use of a Financial Calculator.
Written by Pamela Hall, this handbook is designed to help increase students’
understanding of both finance and financial calculators, enabling them to work
problems more quickly and effectively.

In addition to these printed resources and the items noted above, many other
resources are available on the Web at Financial Management’s Web site, http://www
.thomsonedu.com/finance/brigham. These ancillaries are also available at both
the Instructor’s Web site and the ThomsonNOW site. These ancillaries include:

Excel Tool Kits.

Proficiency with spreadsheets is an absolute necessity for all MBA students. With
this in mind, we created Excel spreadsheets, called “Tool Kits,” for each chapter to
show how the calculations used in the chapter were actually done. The Tool Kit
models include explanations and screen shots that show students how to use
many of the features and functions of Lxcel, enabling the Too! Kits to serve as self-
taught tutorials.

An e-Library: Web Extensions and Web Chapieis.

Many chapters have Adobe PDF “appendices” that provide more detailed cover-
age of topics that were addressed in the chapter. In addition, these four special-
ized topics are covered in PDF Web chapters: Banking Relationships, Working
Capital Management Extensions, Pension Plan Management, and Financial
Management in Not-for-Profit Businesses.

NewsEdge.
NewsEdge is a “push” service of daily news, offering coverage of breaking stories.
It is timely, authoritative, and advertising-free.

NewsWire: Finance in the News.

NewsWire provides summaries of recent finance news stories, indexed by topic.
A headline, subject category, key words, summary of the news article, article
source line, and questions to spur further thought and discussion are included.
The summaries are carefully selected and prepared by Paul Bolster and Emery
Trahan of Northeastern University, and they facilitate the incorporation of late-
breaking news into the classroom.

End-of-Chapter Spreadsheet Problems.

Each chapter has a “Build a Model” problem, where students start with a spread-
sheet that contains financial data plus general instructions relating to solving a
specific problem. The model is partially completed, with headings but no formu-
las, so the student must literally build a model. This structure guides the student
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through the problem, minimizes unnecessary typing and data entry, and also
makes it easy to grade the work, since all students” answers are in the same loca-
tions on the spreadsheet. The partial spreadsheets for the “Build a Model” prob-
lems are available to students on the book’s Web site, while the completed mod-
els are in files on the Instructor’s portion of the Web site.

Thomson ONE—BSE Problem Sets.

The book’s Web site has a set of problems that require accessing the Thomson
ONE—Business School Edition Web data. Using real world data, students are bet-
ter able to develop the skills they will need in the real world.

Cyberproblems.

The Web site also contains “Cyberproblems,” which require students to go to spe-
cific Web sites and answer a series of questions. Answers are available on the
Instructors” Web site.

Interactive Study Center.
The textbook’s Web site contains links to all Web sites that are cited in each chapter.

Course Management Tools Available Only to Instructors

Instructors have access to all of the materials listed above, plus additional course
management tools. These are available at: (1) Financial Management’s Instructor
companion Web site, http://www.thomsonedu.com/finance/brigham, or on the
Instructor’s Resource CD, or on the Instructor’s portion of the ThomsonNOW
Web site. These materials include:

Solutions Manual.
This comprehensive manual contains worked-out solutions to all end-of-chapter
materials. It is available in both print and electronic forms at the Instructor’s Web site.

PowerPoint Slides.

There is a Mini Case at the end of each chapter. These cases cover all the essential
issues presented in the chapter, and they provide the structure for our class lec-
tures. For each Mini Case, we developed a set of PowerPoint slides that present
graphs, tables, lists, and calculations for use in lectures. Although based on the
Mini Cases, the slides are completely self-contained in the sense that they can be
used for lectures regardless of whether students are required to read the mini
cases. Also, instructors can easily customize the slides, and they can be converted
quickly into any PowerPoint Design Template.! Copies of these files are on the
Instructor’s Web site and the ThomsonNOW site. If instructors want students to
have copies of the PowerPoint shows before class to facilitate note taking, they can
give students access to these files through the ThomsonNOW site.

Mini Case Spreadsheets.

In addition to the PowerPoint slides, we also provide Excel spreadsheets that do the
calculations required in the Mini Cases. These spreadsheets are similar to the Tool
Kits except (a) the numbers correspond to the Mini Cases rather than the chapter
examples, and (b) we added some features that make it possible to do what-if
analysis on a real-time basis in class. We usually begin our lectures with the
PowerPoint presentation, but after we have explained a basic concept we “toggle”

'To convert into PowerPoint, select Format, Apply Design Template, and then pick any template. Always double-check
the conversion, since some templates use differently sized fonts, which can cause some slide titles to run over their
allotted space.

Copyright 2008 Thomson Learning, Inc. All Rights Reserved.
May not be copied, scanned, or duplicated, in whole or in part.



Licensed to: me@ifady.com

to the mini case Excel file and show how the analysis can be done in Excel. For
example, when teaching bond pricing, we begin with the PowerPoint show and
cover the basic concepts and calculations. Then we toggle to Excel and use a sen-
sitivity-based graph to show how bond prices change as interest rates and time to
maturity vary. More and more students are bringing their laptops to class, and
they can follow along, doing the what-if analysis for themselves. Instructors can
give students access to these files through the ThomsonNOW Web site.

Solutions to End-of-Chapter Spreadsheet Problems.
The partial spreadsheets for the “Build a Model” problems are available to stu-
dents, while the completed models are in files on the Instructor’s Web site.

Solutions to Thomson ONE—BSE Problem Sets.

The Thomson ONE—BSE problems set require students to use real world data.
Although the solutions change daily as the data change, we provide instructors
with “representative” answers.

Solutions to Cyberproblems.

The “Cyberproblems” require students to go to specific Web sites and answer a
series of questions. Although the solutions change frequently as the data change,
we provide “representative” answers on the Instructor’s Web site.

Test Bank.

The Test Bank contains more than 1,200 class-tested questions and problems.
Information regarding the topic and degree of difficulty, along with the complete
solution for all numerical problems, is provided with each question. The Test Bank
is available in four forms: (1) in a printed book; (2) in Microsoft Word files; (3) in
a computerized test bank software package, Exam View, which has many features
that make test preparation, scoring, and grade recording easy; and (4) on
ThomsonNOW, which teatures the ability to create algorithmic assignments on
the Web that are unique to each student and that are automatically scored and put
in gradesheets that can be exported into Lxcel or integrated with the gradesheets
of Blackboard and WebC'l.

Textchoice, the Thomson Learning Online Case Library.
More than 100 cases written by Eugene F. Brigham, Linda Klein, and Chris
Buzzard are now available via the Internet, and new cases are added every year.
These cases are in a database that allows instructors to select cases and create their
own customized casebooks. Most of the cases have accompanying spreadsheet
models that, while not essential for working the case, do reduce number crunch-
ing and thus leave more time for students to consider conceptual issues. The mod-
els also illustrate how computers can be used to make better financial decisions.
Cases that we have found particularly useful for the different chapters are listed
in the end-of-chapter references. The cases, case solutions, and spreadsheet mod-
els can be previewed and ordered by instructors at http://www.textchoice2.com.
Thomson /South-Western will provide complimentary supplements or sup-
plement packages to those adopters qualified under Thomson’s adoption policy.
Please contact your sales representative to learn how you may qualify. If, as an
adopter or potential user, you receive supplements you do not need, please return
them to your sales representative.

*Note: To toggle between two open programs, such as Excel and PowerPoint, hold the Alt key down and hit the Tab
key until you have selected the program you want to show.
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Errors in the Text

At this point, authors generally say something like this: “We appreciate all the
help we received from the people listed above, but any remaining errors are, of
course, our own responsibility.” And in many books, there are plenty of remain-
ing errors. Having experienced difficulties with errors ourselves, both as students
and as instructors, we resolved to avoid this problem in Financial Management. As
a result of our error detection procedures, we are convinced that the book is rela-
tively free of mistakes.

Partly because of our confidence that few such errors remain, but primarily
because we want to detect any errors in the textbook that may have slipped by so
we can correct them in subsequent printings, we decided to offer a reward of $10
per error to the first person who reports a textbook error to us. For purposes of
this reward, errors in the textbook are defined as misspelled words, nonrounding
numerical errors, incorrect statements, and any other error that inhibits compre-
hension. Typesetting problems such as irregular spacing and differences in opin-
ion regarding grammatical or punctuation conventions do not qualify for this
reward. Also, given the ever-changing nature of the Internet, changes in Web
addresses do not qualify as errors, although we would appreciate reports of
changed Web addresses. l'inally, any qualifying error that has follow-through
effects is counted as two errors only. Please report any errors to Michael C.
Ehrhardt at the e-mail address given below.

Conclusion

Finance is, in a real sense, the cornerstone of the free enterprise system. Good
financial management is therefore vitally important to the economic health of
business firms, hence to the nation and the world. Because of its importance, cor-
porate finance should be thoroughly understood. However, this is easier said than
done—the field is relatively complex, and it is undergoing constant change in
response to shifts in economic conditions. All of this makes corporate finance
stimulating and exciting, but also challenging and sometimes perplexing. We sin-
cerely hope that Financial Management: Theory and Practice will help readers under-
stand and solve the financial problems faced by businesses today.

Michael C. Ehrhardt Eugene F. Brigham

University of Tennessee University of Florida

Ehrhardt@utk.edu Gene.Brigham@cba.ufl.edu
January 2007
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An Overview of Financial Management
and the Financial Environment

n a global beauty contest for companies,

the winner is . . . General Electric. Or at

least General Electric is the most admired
company in the world, according to Fortune
magazine’s annual survey. The other top ten
global finalists are FedEx, Southwest Air-
lines, Procter & Gamble, Starbucks, Johnson &
Johnson, Berkshire Hathaway, Dell Compu-
ters, Toyota Motor, and Microsoft. What do
these companies have that separates them
from the rest of the pack?

According to more than 10,000 executives,
directors, and security analysts, these compa-
nies have the highest average scores across
nine attributes: (1) innovativeness, (2) quality
of management, (3) long-term investment
value, (4) social responsibility, (5) employee
talent, (6) quality of products and services,
(7) financial soundness, (8) use of corporate
assets, and (9) effectiveness in doing business
globally.

Many of these companies compete in
commodity industries in which it is very
difficult to differentiate their products from
those of their competitors. How do they
survive and thrive in such an environment?
First, they have an incredible focus on using
technology to understand their customers,
reduce costs, reduce inventory, and speed
up product delivery. Second, they continu-
ally innovate and invest in ways to differen-
tiate their products. For example, GE is

investing in new technologies, such as
nanometals, hydrogen power, and photo-
voltaics. CEO Jeff Immelt says that these are
areas in which “very few can follow.”

Many companies have a difficult time
attracting employees. Not so for the most
admired companies, which have many more
applicants than job openings. In addition to
their acumen with technology and customers,
they are also on the leading edge when it
comes to training employees and providing a
workplace in which people can thrive.

In a nutshell, these companies reduce
costs by having innovative production
processes, they create value for customers
by providing high-quality products and
services, and they create value for employ-
ees through training and fostering an envi-
ronment that allows employees to utilize all
of their skills and talents.

Do investors benefit from this focus
on processes, customers, and employees?
During the most recent 5-year period, these
ten companies posted an average annual
stock return of 7.6%, which is quite impres-
sive when compared with the 1.1% average
annual decline in the S&P 500. These supe-
rior returns are due to superior cash flow
generation. But, as you will see throughout
this book, a company can generate cash flow
only if it also creates value for its customers,
employees, and suppliers.
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This chapter should give you an idea of what financial management is all about,

including an overview of the financial markets in which corporations operate.
Before getting into details, let’s look at the big picture. You're probably back in
school because you want an interesting, challenging, and rewarding career. To see
where finance fits in, here’s a five-minute MBA.

1.1 The Five-Minute MBA

Okay, we realize you can’t get an MBA in five minutes. But just as an artist
quickly sketches the outline of a picture before filling in the details, we can sketch
the key elements of an MBA education. In a nutshell, the objective of an MBA is
to provide managers with the knowledge and skills they need to run successful
companies, so we start our sketch with some common characteristics of success-
ful companies. In particular, all successful companies are able to accomplish two

main goals:
1. They identify, create, and deliver products or services that are highly valued
by customers—so highly valued that customers choose to purchase them from
the company rather than from its competitors. e-resource

2. All successful companies sell their products/services at prices that are Visit the textbook’s Web
high enough to cover costs and to compensate owners and creditors for their St This everevolving site,

- oy for students and instruc-
exposure to risk. ; .
tors, is a tool for feaching,

learning, financial
research, and job

It’s easy to talk about satisfying customers and investors, but it’s not so easy to
searches.

accomplish these goals. If it were, then all companies would be successful, and
you wouldn’t need an MBA!

The Key Attributes of Successful Companies

First, successful companies have skilled people at all levels inside the company, includ-
ing leaders, managers, and a capable workforce.

Second, successful companies have strong relationships with groups outside the
company. For example, successful companies develop win-win relationships with
suppliers and excel in customer relationship management.

Third, successful companies have enough funding to execute their plans and
support their operations. Most companies need cash to purchase land, build-
ings, equipment, and materials. Companies can reinvest a portion of their
earnings, but most growing companies must also raise additional funds exter-
nally, by some combination of selling stock and/or borrowing in the financial
markets.

Just as a stool needs all three legs to stand, a successful company must have
all three attributes: skilled people, strong external relationships, and sufficient
capital.

Copyright 2008 Thomson Learning, Inc. All Rights Reserved.
May not be copied, scanned, or duplicated, in whole or in part.



4 Chapter 1

Licensed to: me@ifady.com

=

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

An Overview of Financial Management and the Financial Environment

The MBA, Finance, and Your Career

To be successful, a company must meet its first main goal: identifying, creating,
and delivering highly valued products and services to its customers. This
requires that it possess all three of the key attributes mentioned above. Therefore,
it’s not surprising that most of your MBA courses are directly related to these
attributes. For example, courses in economics, communication, strategy, organi-
zational behavior, and human resources should prepare you for a leadership role
and enable you to effectively manage your company’s workforce. Other courses,
such as marketing, operations management, and information technology, increase
your knowledge of specific disciplines, enabling you to develop the efficient
business processes and strong external relationships your company needs.
Portions of this finance course will address raising the capital your company
needs to implement its plans. In short, your MBA courses will give you the skills
you need to help a company achieve its first goal: producing goods and services
that customers want.

Recall, though, that it's not enough just to have highly valued products and
satisfied customers. Successful companies must also meet their second main goal,
which is generating enough cash to compensate the investors who provided the
necessary capital. To help your company accomplish this second goal, you must
be able to evaluate any proposal, whether it relates to marketing, production,
strategy, or any other area, and implement only the projects that add value for
your investors. For this, you must have expertise in finance, no matter your major.
Thus, finance is a critical part of an MBA education, and it will help you through-
out your career.

SELF-TEST

What are the goals of successful companies?

What are the three key attributes common to dll successful companies?

How does expertise in finance help a company become successful?

1.2 The Corporate Life Cycle

Many major corporations had humble origins, perhaps even in a garage or base-
ment, including Apple Computer and Hewlett-Packard. How is it possible for
such companies to grow into the giants we see today? No two companies develop
in exactly the same way, but the following sections describe some typical stages in
the corporate life cycle.

Starting Up as a Proprietorship

Many companies begin as a proprietorship, which is an unincorporated business
owned by one individual. Starting a business as a proprietor is easy—one merely
begins business operations after obtaining any required city or state business
licenses. The proprietorship has three important advantages: (1) It is easily and
inexpensively formed, (2) it is subject to few government regulations, and (3) its
income is not subject to corporate taxation but is taxed only as a part of the
proprietor’s personal income.

However, the proprietorship also has three important limitations: (1) It is
difficult for a proprietorship to obtain the capital needed for growth; (2) the pro-
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prietor has unlimited personal liability for the business’s debts, which can result

in losses that exceed the money he or she invested in the company (creditors may
even be able to seize a proprietor’s house or other personal property!); and (3) the
life of a proprietorship is limited to the life of its founder. For these three reasons,
sole proprietorships are used primarily for small businesses. In fact, proprietor-
ships account for only about 13% of all sales, based on dollar values, even though
about 80% of all companies are proprietorships.

More Than One Owner: A Partnership

Some companies start with more than one owner, and some proprietors decide to
add a partner as the business grows. A partnership exists whenever two or more
persons or entities associate to conduct a noncorporate business for profit.
Partnerships may operate under different degrees of formality, ranging from
informal, oral understandings to formal agreements filed with the secretary of the
state in which the partnership was formed. Partnership agreements define the
ways any profits and losses are shared between partners. A partnership’s advan-
tages and disadvantages are similar to those of a proprietorship.

Regarding liability, the partners can potentially lose all of their personal assets,
even assets not invested in the business, because under partnership law, each part-
ner is liable for the business’s debts. Therefore, in the event the partnership goes
bankrupt, if any partner is unable to meet his or her pro rata liability, the remain-
ing partners must make good on the unsatisfied claims, drawing on their personal
assets to the extent necessary. To avoid this, it is possible to limit the liabilities of
some of the partners by establishing a limited partnership, wherein certain partners
are designated general partners and others limited partners. In a limited partner-
ship, the limited partners are liable only for the amount of their investment in the
partnership, while the general partners have unlimited liability. I Towever, the lim-
ited partners typically have no control—it rests solely with the general partners—
and their returns are likewise limited. Limited partnerships are common in real
estate, oil, equipment leasing ventures, and venture capital. However, they are not
widely used in general business situations because no one partner is usually will-
ing to be the general partner and thus accept the majority of the business’s risk,
and none of the others are willing to be limited partners and give up all control.

In both regular and limited partnerships at least one partner is liable for the
debts of the partnership. However, in a limited liability partnership (LLP), some-
times called a limited liability company (LLC), all partners enjoy limited liability
with regard to the business’s liabilities, and their potential losses are limited to
their investment in the LLP. Of course, this arrangement increases the risk faced
by an LLP’s lenders, customers, and suppliers.

Many Owners: A Corporation

Most partnerships have difficulty attracting substantial amounts of capital. This is
generally not a problem for a slow-growing business, but if a business’s products
or services really catch on, and if it needs to raise large sums of money to capital-
ize on its opportunities, the difficulty in attracting capital becomes a real drawback.
Thus, many growth companies, such as Hewlett-Packard and Microsoft, began life
as a proprietorship or partnership, but at some point their founders found it nec-
essary to convert to a corporation. Some companies, in anticipation of growth,
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actually begin as corporations. A corporation is a legal entity created by state laws,
and it is separate and distinct from its owners and managers. This separation gives
the corporation three major advantages: (1) unlimited life—a corporation can con-
tinue after its original owners and managers are deceased; (2) easy transferability of
ownership interest—ownership interests can be divided into shares of stock, which
can be transferred far more easily than can proprietorship or partnership interests;
and (3) limited liability—losses are limited to the actual funds invested.

To illustrate limited liability, suppose you invested $10,000 in a partnership
that then went bankrupt and owed $1 million. Because the owners are liable for
the debts of a partnership, you could be assessed for a share of the company’s
debt, and you could be held liable for the entire $1 million if your partners could
not pay their shares. On the other hand, if you invested $10,000 in the stock of a
corporation that then went bankrupt, your potential loss on the investment would
be limited to your $10,000 investment.! Unlimited life, easy transferability of own-
ership interest, and limited liability make it much easier for corporations than for
proprietorships or partnerships to raise money in the financial markets and grow
into large companies.

The corporate form offers significant advantages over proprietorships and
partnerships, but it also has two disadvantages: (1) Corporate earnings may
be subject to double taxation—the earnings of the corporation are taxed at the
corporate level, and then earnings paid out as dividends are taxed again as
income to the stockholders.? (2) Setting up a corporation involves preparing
a charter, writing a set of bylaws, and filing the many required state and federal
reports, which is more complex and time-consuming than creating a proprietorship
or a partnership.

The charter includes the following information: (1) name of the proposed cor-
poration, (2) types of activities it will pursue, (3) amount of capital stock, (4) num-
ber of directors, and (5) names and addresses of directors. The charter is filed with
the secretary of the state in which the firm will be incorporated, and when it is
approved, the corporation is officially in existence.® After the corporation begins
operating, quarterly and annual employment, financial, and tax reports must be
filed with state and federal authorities.

The bylaws are a set of rules drawn up by the founders of the corporation.
Included are such points as (1) how directors are to be elected (all elected each
year, or perhaps one-third each year for 3-year terms); (2) whether the existing
stockholders will have the first right to buy any new shares the firm issues; and
(3) procedures for changing the bylaws themselves, should conditions require it.

There are actually several different types of corporations. Professionals such
as doctors, lawyers, and accountants often form a professional corporation (PC)
or a professional association (PA). These types of corporations do not relieve the
participants of professional (malpractice) liability. Indeed, the primary motivation
behind the professional corporation was to provide a way for groups of profes-
sionals to incorporate and thus avoid certain types of unlimited liability, yet still
be held responsible for professional liability.

Finally, if requirements are met, particularly with regard to size and number of
stockholders, owners can establish a corporation but elect to be taxed as if the busi-

UIn the case of very small corporations, the limited liability may be fiction because lenders frequently require
personal guarantees from the stockholders.

2The 2003 tax act reduced, but did not eliminate, the taxation of dividends received by investors.

3More than 60% of major U.S. corporations are chartered in Delaware, which has, over the years, provided a favor-
able legal environment for corporations. It is not necessary for a firm to be headquartered, or even to conduct opera-
tions, in its state of incorporation, or even in its country of incorporation.
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ness were a proprietorship or partnership. Such firms, which differ not in organi-

zational form but only in how their owners are taxed, are called S corporations.

Growing and Managing a Corporation

Once a corporation has been established, how does it evolve? When entrepreneurs
start a company, they usually provide all the financing from their personal
resources, which may include savings, second mortgages, or even credit cards.
As the corporation grows, it needs factories, equipment, inventory, and other
resources to support its growth. In time, the entrepreneurs usually deplete their
own resources and must turn to external financing. Many young companies are
too risky for banks, so the founders must sell stock to outsiders, such as friends,
family, private investors (often called angels), or venture capitalists. If the corpo-
ration continues to grow, it may become successful enough to attract lending from
banks, or it may even raise additional funds through an initial public offering
(IPO) by selling stock to the public at large. After an IPO, corporations support
their growth by borrowing from banks, issuing debt, or selling additional shares
of stock. In short, a corporation’s ability to grow depends on its interactions with
the financial markets, which we describe in much more detail later in this chapter.

For proprietorships, partnerships, and small corporations, the firm’s owners
are also its managers. This is usually not true for a large corporation, which means
that large firms’ stockholders, who are its owners, face a very serious problem.
What is to prevent managers from acting in their own best interests, rather than in
the best interests of the owners? This is called an agency problem because man-
agers are hired as agents to act on behalf of the owners. Agency problems can be
addressed by a company’s corporate governance, which is the set of rules that
control a company’s behavior towards its directors, managers, employees, share-
holders, creditors, customers, competitors, and community. We will have much
more to say about agency problems and corporate governance throughout the
book, especially in Chapters 15, 16, 21, and 25.4

SELF-TEST

What are the key differences between proprietorships, partnerships, and corporations?
Describe some special types of partnerships and corporations, and explain the differences among them

1.3 The Primary Objective of the
Corporation: Value Maximization

Shareholders are the owners of a corporation, and they purchase stocks because
they want to earn a good return on their investment without undue risk exposure.
In most cases, shareholders elect directors, who then hire managers to run the cor-
poration on a day-to-day basis. Because managers are supposed to be working on

4The classic work on agency theory is Michael C. Jensen and William H. Meckling, “Theory of the Firm, Managerial
Behavior, Agency Costs, and Ownership Structure,” Journal of Financial Economics, October 1976, 305-360.
Another article by Jensen specifically addresses these issues; see “Value Maximization, Stakeholder Theory, and the
Corporate Objective Function,” Journal of Applied Corporate Finance, Fall 2001, 8-21. For an overview of corporate
governance, see Stuart Gillan, “Recent Developments in Corporate Governance: An Overview,” Journal of Corporate
Finance, June 2006, 381-402.
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behalf of shareholders, they should pursue policies that enhance shareholder
value. Consequently, throughout this book we operate on the assumption that
management’s primary objective should be stockholder wealth maximization.

The market price is the stock price that we observe in the financial markets.
We later explain in detail how stock prices are determined, but for now it is
enough to say that a company’s market price incorporates the information avail-
able to investors. If the market price reflects all relevant information, then the
observed price is also the fundamental, or intrinsic, price. However, investors
rarely have all relevant information. For example, companies report most major
decisions, but they sometimes withhold critical information to prevent competi-
tors from gaining strategic advantages.

Unfortunately, some managers deliberately mislead investors by taking
actions to make their companies appear more valuable than they truly are.
Sometimes these actions are illegal, such as those taken by the senior managers at
Enron. Sometimes the actions are legal, but they are taken to push the current mar-
ket price above its fundamental price in the short term. For example, suppose a
utility’s stock price is equal to its fundamental price of $50 per share. What would
happen if the utility substantially reduced its tree-trimming program, but didn’t
tell investors? This would lower current costs and thus boost current earnings and
current cash flow, but it would also lead to major expenditures in the future when
breaking limbs damage the lines. If investors were told about the major repair
costs facing the company, the market price would immediately drop to a new fun-
damental value of $45. But if investors were kept in the dark, they might misinter-
pret the higher-than-expected current earnings, and the market price might go up
to $52. Investors would eventually understand the situation when the company
later incurred large costs to repair the damaged lines; when that happened, the
price would tall to its fundamental value of $45.

Consider the hypothetical sequence of events. The company’s managers
deceived investors, and the price rose to $52 when it would have fallen to $45 if
not for the deception. Of course, this benefited those who owned the stock at the
time of the deception, including managers with stock options. But when the
deception came to light, those stockholders who still owned the stock suffered a
significant loss, ending up with stock worth less than its original fundamental
value. If the managers cashed in their stock options prior to this, then only the
stockholders were hurt by the deception. Because the managers were hired to act
in the interests of stockholders, their deception was a breach of their fiduciary
responsibility. In addition, the managers” deception damaged the company’s cred-
ibility, making it harder to raise capital in the future.

Therefore, when we say management’s objective should be to maximize
stockholder wealth, we really mean it is to maximize the fundamental price of the
firm’s common stock, not just the current market price. Firms do, of course, have
other objectives; in particular, the managers who make the actual decisions are
interested in their own personal satisfaction, in their employees’ welfare, and in
the good of the community and of society at large. Still, for the reasons set forth in
the following sections, maximizing the fundamental stock price is the most important
objective for most corporations.

Stock Price Maximization and Social Welfare

If a firm attempts to maximize its fundamental stock price, is this good or bad for
society? In general, it is good. Aside from such illegal actions as fraudulent
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Ethics for Individuals and Businesses

Business ethics are a company’s attitude and conduct
toward its employees, customers, community, and
stockholders. A firm’s commitment to business ethics
can be measured by the tendency of its employees,
from the top down, to adhere to laws, regulations,
and moral standards relating to product safety and
quality, fair employment practices, fair marketing
and selling practices, the use of confidential informa-
tion for personal gain, community involvement, and
illegal payments to obtain business.

Ethical Dilemmas

When conflicts arise between profits and ethics,
sometimes legal and ethical considerations make the
choice obvious. At other times the right choice isn't
clear. For example, suppose Norfolk Southern’s man-
agers know that its coal trains are polluting the air,
but the amount of pollution is within legal limits and
further reduction would be costly, causing harm to
their shareholders. Are the managers ethically bound
to reduce pollution2 Aren't they also ethically bound
to act in their shareholders’ best interests?

Merck’s own research indicated that its Vioxx
pain medicine might be causing heart attacks, but
the evidence was not overwhelmingly sirong and
the product was clearly helping some patients. If the
company released negative but still questionable
information, this would hurt sales, possibly prevent
ing its beneficial use by some patients. If it delayed
release, more and more pafients might suffer irre-
versible harm. At what point should Merck make the
potential problem known to the public2 There are no
obvious answers to questions such as these, but com-
panies must deal with them, and a failure to handle
them properly can lead to severe consequences.

Ethical Responsibility

Over the past few years ethical lapses have led to a
number of bankrupfcies, which have rasied the ques-
tion: Were the companies unethical, or was it just
some of their employees2 That issue came up in the

o

case of Arthur Andersen, the accounting firm that
audited Enron, WorldCom, and several other compa-
nies that committed accounting fraud. Evidence
showed that some Andersen accountants helped per-
petrate the frauds, but its top managers argued that
while some rogue employees behaved unethically,
the firm’s 85,000 other employees, and the firm
itself, were innocent. The U.S. Justice Department dis-
agreed, concluding that the firm itself was guilty
because it fostered a climate where unethical behav-
ior was permitted, and it built an incentive system
that made such behavior profitable o both the perpe-
trators and the firm itself. As a result, Andersen was
put out of business, its partners lost millions of dollars,
and its 85,000 employees lost their jobs. In most
other cases, individuals rather than firms were tried,
and while the firms survived, they suffered reputa-
tional damage that greatly lowered their future profit
potential and value.

Protecting Ethical Employees

If employees discover questionable activities or are
given questionable orders, should they obey their
bosses’ orders, refuse fo obey those orders, or report
the situation to a higher authority, such as the com-
pany’s board of directors, its auditors, or a federal
prosecutor? Employees whe report improper actions
are offen fired or otherwise penalized, and this keeps
many people from reporting situations that should be
investigated. To help alleviate this problem, Congress
in 2002 passed the Sarbanes-Oxley Act, with a pro-
vision designed to protect “whistle-blowers.” If an
employee reports corporate wrongdoing and is later
penalized, he or she can ask the Occupational
Safety and Health Administration to investigate the
situation, and if the employee was improperly penal-
ized, the company can be required to reinstate the
person, along with back pay and a sizable penalty
award. Several big awards have been handed out
since the act was passed, and a National Whistle-
blower Center has been established.

accounting, exploiting monopoly power, violating safety codes, and failing to
meet environmental standards, the same actions that maximize fundamental stock
prices also benefit society. Here are some of the reasons:

1. To alarge extent, the owners of stock are society. Seventy-five years ago this
was not true, because most stock ownership was concentrated in the hands of

Copyright 2008 Thomson Learning, Inc. All Rights Reserved.
May not be copied, scanned, or duplicated, in whole or in part.



10 Chapter 1

Licensed to: me@ifady.com

=

The Security Industry
Association’s Web site,
http: //www.sia.com, is a
great source of informa-
tion. To find data on
stock ownership, go to
their Web page, click

on Research/Statistics/
Surveys, click on
Securities Industry Fact
Book, choose Surveys,
then Equity Ownership in
America. You can pur-
chase the most recent
data, or look at the prior
year for free.

An Overview of Financial Management and the Financial Environment

a relatively small segment of society, comprised of the wealthiest indi-
viduals. Since then, there has been explosive growth in pension funds, life
insurance companies, and mutual funds. These institutions now own more
than 61% of all stock, which means that most individuals have an indirect
stake in the stock market. In addition, more than 50% of all U.S. households
now own stock directly, as compared with only 32.5% in 1989. Thus, most
members of society now have an important stake in the stock market,
either directly or indirectly. Therefore, when a manager takes actions to
maximize the stock price, this improves the quality of life for millions of
ordinary citizens.

Consumers benefit. Stock price maximization requires efficient, low-cost
businesses that produce high-quality goods and services at the lowest pos-
sible cost. This means that companies must develop products and services
that consumers want and need, which leads to new technology and new
products. Also, companies that maximize their stock price must generate
growth in sales by creating value for customers in the form of efficient
and courteous service, adequate stocks of merchandise, and well-located
business establishments.

People sometimes argue that firms, in their efforts to raise profits and stock

prices, increase product prices and gouge the public. In a reasonably compet-
itive economy, which we have, prices are constrained by competition and
consumer resistance. If a firm raises its prices beyond reasonable levels, it
will simply lose its market share. Even giant firms such as General Motors
lose business to Japanese and German firms, as well as to Ford and Chrysler,
if they set prices above the level necessary to cover production costs plus a
“normal” profit. Of course, firms want to earn more, and they constantly try
to cut costs, develop new products, and so on, and thereby earn above-
normal profits. Note, though, that if they are indeed successful and do earn
above-normal profits, those very profits will attract competition, which will
eventually drive prices down. So again, the main long-term beneficiary is
the consumer.
Employees benefit. There are cases in which a stock increases when a com-
pany announces a plan to lay off employees, but viewed over time this is the
exception rather than the rule. In general, companies that successfully
increase stock prices also grow and add more employees, thus benefiting soci-
ety. Note too that many governments across the world, including U.S. federal
and state governments, are privatizing some of their state-owned activities by
selling these operations to investors. Perhaps not surprisingly, the sales and
cash flows of recently privatized companies generally improve. Moreover,
studies show that these newly privatized companies tend to grow and thus
require more employees when they are managed with the goal of stock price
maximization.

One of Fortune magazine’s key criteria in determining their list of most

admired companies is a company’s ability to attract, develop, and retain tal-
ented people. Their results consistently show high correlations among admira-
tion for a company, its ability to satisfy employees, and its creation of value for
shareholders. Employees find that it is both fun and financially rewarding to
work for successful companies. Thus, successful companies get the cream of the
employee crop, and skilled, motivated employees are one of the keys to corpo-
rate success.
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Corporate Scandals and Maximizing Stock Price

The Primary Obijective of the Corporation: Value Maximization

The list of corporate scandals seems to go on forever:

Sunbeam, Enron, ImClone, WorldCom, Tyco,
Adelphia . . . . At first glance, it's tempting fo say,
“look what happens when managers care only about
maximizing stock price.” But a closer look reveals a
much different story. In fact, if these managers were
trying to maximize stock price, given the resulting
values of these companies, they failed dismally.
Although details vary from company to com-
pany, a few common themes emerge. First, mana-
gerial compensation was linked to the shortterm
performance of the stock price via poorly designed
stock option and stock grant programs. This provided
managers with a powerful incentive to drive up the
stock price at the option vesting date without worry-
ing about the future. Second, it is virtually impossible
to take legal actions that drive up the stock price in
the short term but harm it in the long term because the
value of a company is based on all of its future free
cash flows and not just cash flows in the immediate
future. Because legal actions to quickly drive up the
stock price didn’t exist (other than the old-fashioned

ones, such as increasing sales, cutfing costs, or
reducing capital requirements), these managers
began bending a few rules. Third, as they initially
got away with bending rules, their egos and hubris
grew fo such an extent that they felt they were above
all rules, and so they began breaking even more
rules.

Stock prices did go up, at least temporarily, but
as Abraham Llincoln said, “You can’t fool all of the
people all of the time.” As the scandals became pub-
lic, the stocks’ prices plummeted, and in some cases
the companies were ruined.

There are several important lessons to be
learned from these examples. First, people respond
to incentives, and poorly designed incentives can
cause disastrous results. Second, ethical violations
usually begin with small steps; if stockholders want
managers to avoid large ethical violations, then they
shouldn’t let them make the small ones. Third, there is
no shortcut to creating lasting value. It takes hard
work to increase sales, cut costs, and reduce capital
requirements, but this is the formula for success.

Managerial Actions to Maximize Shareholder Wealth

What types of actions can managers take to maximize sharcholder wealth? To
answer this question, we first need to ask, “What determines a firm’s value?” In a
nutshell, it is a company’s ability to generate cash flows now and in the future.

We address different aspects of this in detail throughout the book, but we can
lay out three basic facts now: (1) Any financial asset, including a company’s stock,
is valuable only to the extent that it generates cash flows; (2) the timing of cash
flows matters—cash received sooner is better; and (3) investors are averse to risk,
so all else equal, they will pay more for a stock whose cash flows are relatively cer-
tain than for one whose cash flows are more risky. Because of these three facts,
managers can enhance their firm’s value by increasing the size of the expected
cash flows, by speeding up their receipt, and by reducing their risk.

The cash flows that matter are called free cash flows (FCFs), not because they
are free, but because they are available (or free) for distribution to all of the com-
pany’s investors, including creditors and stockholders. You will learn how to cal-
culate free cash flows in Chapter 3, but for now you should know that free cash
flows depend on three factors: (1) sales revenues, (2) operating costs and taxes,
and (3) required investments in operating capital. In particular, free cash flow is
equal to

FCF = Sales revenues — Operating costs — Operating taxes
— Required investments in operating capital.
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Brand managers and marketing managers can increase sales (and prices) by truly
understanding their customers and then designing goods and services that
customers want. Human resource managers can improve productivity through
training and employee retention. Production and logistics managers can improve
profit margins, reduce inventory, and improve throughput at factories by
implementing supply chain management, just-in-time inventory management,
and lean manufacturing. In fact, all managers make decisions that can increase
free cash flows.

One of the financial manager’s roles is to help others see how their actions
affect the company’s ability to generate cash flow and, hence, its fundamental
value. Financial managers also must decide how to finance the firm. In particular,
they must choose what mix of debt and equity should be used, and what specific
types of debt and equity securities should be issued. They must also decide what
percentage of current earnings should be retained and reinvested rather than paid
out as dividends. Along with these financing decisions, the general level of inter-
est rates in the economy, the risk of the firm’s operations, and stock market
investors’ overall attitude toward risk determine the rate of return that is required
to satisfy a firm’s investors. This rate of return from investors’ perspectives is a
cost from the company’s point of view. Therefore, the rate of return required by
investors is called the weighted average cost of capital (WACCO).

The relationship between a firm’s fundamental value, its free cash flows, and
its cost of capital is defined by the following equation:

FCF, . FCF,

Value =
(1 + WACC)! (1 + WACC)?

(1-1)
" FCF; o ECE;
(1 + WACC)? (1 + WACC)™"

We will explain this equation and how to usc it in detail later, beginning with
Chapter 2. But for now, recall that growing firms often need to raise external
funds, so the rest of this chapter focuses upon financial markets.

SELF-TEST

What should be management’s primary objective?

How does maximizing the fundamental stock price benefit society?

What are the three primary determinants of free cash flows?

How is a firm’s fundamental value related to its free cash flows and its cost of capital?

1.4 An Overview of the Capital Allocation Process

Businesses often need capital to implement growth plans; governments require
funds to finance building projects; and individuals frequently want loans to pur-
chase cars, homes, and education. Where can they get this money? Fortunately,
there are other individuals and firms with incomes greater than their expendi-
tures. In contrast to William Shakespeare’s advice, most individuals and firms are
both borrowers and lenders. For example, an individual might borrow money
with a car loan or a home mortgage, but might also lend money through a bank
savings account. In aggregate, individual households are net savers and provide
most of the funds ultimately used by nonfinancial corporations. Although most
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Diagram of the Capital Allocation Process

1. Direct Transfers

Securities (Stocks or Bonds)

Business Savers
Dollars

2. Indirect Transfers through Investment Bankers

Securites | | Securities
B Investment Banking s
= «_ _ Houses |
Dollars Dollars
3. Indirect Transfers through a Financial Intermediary
Business’s Intermediary’s
Securities | Securities
Business Fmanmgl Savers
_ Dollars Intermediary ____Dollars

nonfinancial corporations own some financial securities, such as short-term
Treasury bills, nonfinancial corporations are net borrowers in aggregate. It should
be no surprise to you that federal, state, and local governments are also net bor-
rowers in aggregate. Banks and other financial corporations raise money with one
hand and invest it with the other. For example, a bank might raise money from
individuals in the form of a savings account, but then lend most of that money to
a business customer. In aggregate, financial corporations borrow slightly more
than they lend.

Transfers of capital between savers and those who need capital take place in
the three different ways. Direct transfers of money and securities, as shown in
the top section of Figure 1-1, occur when a business sells its stocks or bonds
directly to savers, without going through any type of financial institution. The
business delivers its securities to savers, who in turn give the firm the money
it needs.

As shown in the middle section, indirect transfers may go through an invest-
ment banking house such as Merrill Lynch, which underwrites the issue. An
underwriter serves as a middleman and facilitates the issuance of securities. The
company sells its stocks or bonds to the investment bank, which in turn sells these
same securities to savers. Because new securities are involved and the corporation
receives the proceeds of the sale, this is a primary market transaction.

Transfers can also be made through a financial intermediary such as a bank
or mutual fund. Here the intermediary obtains funds from savers in exchange for
its own securities. The intermediary then uses this money to purchase and then e-resource

hold businesses” securities. For example, a saver might give dollars to a bank, See Web Extension 1A at
receiving from it a certificate of deposit, and then the bank might lend the money  the texibook’s Web site for
to a small business in the form of a mortgage loan. Thus, intermediaries literally =~ ™°™ discussion F’F the
. ways that financial inter-
create new forms of capital. o
. o . . mediaries in the home
There are three important characteristics of the capital allocation process.  morigage indusiry create

First, new financial securities are created. Second, financial institutions are often  new financial securities.
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involved. Third, allocation between providers and users of funds occurs in finan-
cial markets. The following sections discuss each of these characteristics.

SELF-TEST

Identify three ways capital is transferred between savers and borrowers.
Distinguish between the roles played by investment banking houses and financial intermediaries

=

You can access current
and historical interest
rates and economic
data as well as regional
economic data for the
states of Arkansas,
lllinois, Indiana,
Kentucky, Mississippi,
Missouri, and Tennessee
from the Federal Reserve
Economic Data (FRED)
site at http: //www.stls
frb.org/fred/.

D

e-resource

For an overview of
derivatives, see Web
Extension 1B at the text-
book’s Web site.

1.5 Financial Securities and the Cost of Money

The variety of financial securities is limited only by human creativity and inge-
nuity, which isn’t much of a limit. At the risk of oversimplification, we can
classify most financial securities along two dimensions: (1) time until maturity
and (2) debt, equity, or derivatives.

In general, short-term securities are those that mature in less than a year; these
are called money market securities. Those that mature in more than a year are
called capital market securities.

Financial securities are simply pieces of paper with contractual provisions
that entitle their owners to specific rights and claims on specific cash flows or val-
ues. Debt instruments typically have specified payments and a specified maturity.
For example, an IBM bond might promise to pay 10% interest for 30 years, at
which time it makes a $1,000 principal payment. Equity instruments are a claim
upon a residual value. For example, IBM’s stockholders are entitled to IBM’s cash
flows after its bondholders, creditors, and other claimants have been satisfied.
Notice that debt and equity represent claims upon the cash flows generated by
real assets, such as the cash flows generated by IBM. [n contrast, derivatives are
securities whose values depend on, or are derived from, the values of some other
traded assets. I'or example, futures and options are two important types of deriv-
atives, and their values depend on the prices of other assets, such as IBM stock,
Japanese yen, or pork bellies.

Most conventional securities are forms of debt or equity, and most derivatives
are forms of options, futures, forward contracts, or swaps. However, there are
hybrid securities for which these distinctions blur. For example, preferred stock
has some features like debt and some like equity, while convertible debt has debt-
like features and option-like features. We discuss many financial securities in
detail later in the book, but Table 1-1 (on pages 16 and 17) provides a summary of
the most important conventional financial securities. See Web Extension 1B for an
overview of derivatives and see Chapter 23 for a more detailed discussion within
the context of risk management.

In a free economy, capital from providers with available funds is allocated
through the price system to users that have a demand for funds. The interaction
of the providers’ supply and the users’ demand determines the cost (or price) of
money, which is the rate users pay to providers. For debt, we call this price the
interest rate. For equity, we call this price the cost of equity, and it consists of the
dividends and capital gains stockholders expect. Keep in mind that the cost of
money from a user’s perspective is a return from the provider’s point of view, so
we often use those terms interchangeably.

Notice in Table 1-1 that a financial security’s rate of return generally increases as
its maturity and risk increase. We will have much more to say about the relationships
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among an individual security’s features, risk, and return later in the book, but there

are some fundamental factors and economic conditions that affect all securities.

Fundamental Factors That Affect the Cost of Money

The four most fundamental factors affecting the cost of money are (1) production
opportunities, (2) time preferences for consumption, (3) risk, and (4) inflation.
By production opportunities, we mean the ability to turn capital into benefits. If a
business raises capital, the benefits are determined by the expected rates of return
on its production opportunities. If a student borrows to finance education, the
benefits are higher expected future salaries (and, of course, the sheer joy of learn-
ing!). If a homeowner borrows, the benefits are the pleasure from living in his or
her own home, plus any expected appreciation in the value of the home. Notice
that the expected rates of return on these “production opportunities” put an
upper limit on how much users can pay to providers.

Providers can use their current funds for consumption or saving. By saving,
they give up consumption now in the expectation of having more consumption in
the future. If providers have a strong preference for consumption now, then it
takes high interest rates to induce them to trade current consumption for future
consumption. Therefore, the time preference for consumption has a major impact
on the cost of money. Notice that the time preference for consumption varies for
different individuals, for different age groups, and for different cultures. For
example, people in Japan have a lower time preference for consumption than
those in the United States, which partially explains why Japanese families tend to
save more than U.S. families even though interest rates are lower in Japan.

If the expected rate of return on an investment is risky, then providers require
a higher expected return to induce them to take the extra risk, which drives up the
cost of money. As you will see later in this book, the risk of a security is deter-
mined by market conditions and the security’s particular featurcs.

Inflation also leads to a higher cost of money. For example, suppose you earned
10% one year on your investment, but inflation caused prices to increase by 20%.
This means you can’t consume as much at the end of the year as when you origi-
nally invested your money. Obviously, if you had expected 20% inflation, you
would have required a higher rate of return than 10%.

Economic Conditions and Policies That Affect the Cost of Money @

Economic conditions and policies also affect the cost of money. These include:
(1) Federal Reserve policy; (2) the federal budget deficit or surplus; (3) the level of The home page for
business activity; and (4) international factors, including the foreign trade balance, the Board of Governors

. . . . f the F IR
the international business climate, and exchange rates. of the Federal Reserve
System can be found

. at http: //www
Federal Reserve Policy As you probably learned in your economics courses, (1) the federalreserve.gov.
money supply has a major effect on both the level of economic activity and the You can access general

information about
the Federal Reserve,
including press releases,

inflation rate, and (2) in the United States, the Federal Reserve Board controls
the money supply. If the Fed wants to stimulate the economy, it increases growth

in the money supply. The initial effect would be to cause interest rates to decline. speeches, and monefary
However, a larger money supply may also lead to an increase in expected inflation, policy.

which would push interest rates up. The reverse holds if the Fed tightens the

money supply.
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Summary of Major Financial Securities

Rates of return

Instrument Maijor Participants Risk Original Maturity  on 4/25/06°
U.S. Treasury bills Sold by U.S. Treasury Defaultfree 91 daysto 1 year 4.79%
Banker’s acceptances A firm’s promise to pay, Low if strong Up to 180 days 5.11%
guaranteed by a bank bank
guarantees
Commercial paper Issued by financially Llow default Up to 270 days 4.97%
secure firms risk
to large investors
Negotiable certificates  Issued by major banks Depends on Up to 1 year 5.07%
of deposit (CDs) to large investors strength of
issuer
Money market mutual  Invest in shortterm debt;  Low degree No specific 4.09%
funds held by individuals and of risk maturity (instant
businesses liquidity)
Eurodollar market Issued by banks outside ~ Depends on Up to 1 year 5.10%
time deposits United States strength of
issuer
Consumer credit loans  Loans by banks/credit Risk is Variable Variable
unions/finance variable
companies
Commercial loans Loans by banks to Depends on Up to 7 years Tied to prime ratfe
corporations borrower (7.75%) or

LIBOR (5.13%)°

“Data are fron The Wall Street Journal thitp: //online.wsj.com) or the Fecleral Reserve Statistical Release
(http://www.federalreserve.gov/releases/H15 fupdate]. Banker's acceptcrees assume a 2-mont maturity. Morey market rates are for the Merrill
lynch Ready Assets Trust. The corporate bond rate is for AAArated bonds.

5The prime rate is the rate U.S. banks charge to good customers. LIBOR (London Interbank Offered Rate) is the rate that U.K. bank s charge one

another.

Budget Deficits or Surpluses If the federal government spends more than it takes
in from tax revenues, it runs a deficit, and that deficit must be covered either by
borrowing or by printing money (increasing the money supply). If the govern-
ment borrows, this added demand for funds pushes up interest rates. If it prints
money, this increases expectations for future inflation, which also drives up inter-
est rates. Thus, the larger the federal deficit, other things held constant, the higher
the level of interest rates.

Business ACtiVity Figure 1-2 shows business conditions, interest rates, and infla-
tion. The shaded areas in the graph represent recessions. Consumer demand
slows during a recession, keeping companies from increasing prices, which
reduces price inflation. Companies also cut back on hiring, which reduces wage
inflation. Less disposable income causes consumers to reduce their purchases of
homes and automobiles, reducing consumer demand for loans. Companies
reduce investments in new operations, which reduces their demand for funds.
The cumulative effect is downward pressure on inflation and interest rates. The
Federal Reserve is also active during recessions, trying to stimulate the economy.
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Summary of Major Financial Securities—Continued

Rates of return

Instrument Maijor Participants Risk Original Maturity  on 4/25/06°
U.S. Treasury notes Issued by U.S. No default risk, 2 to 30 years 5.04%
and bonds government but price falls if
interest rates rise
Mortgages Loans secured by Risk is Up to 30 years 6.15%
property variable
Municipal bonds Issued by state and Riskier than Up to 30 years 4.66%
local governments to U.S. government
individuals bonds, but exempt
and institutions from most taxes
Corporate bonds Issued by corporations Riskier than Up to 40 years® 5.93%

Leases

Preferred stocks

Common stocks?

to individuals and
institutions

Similar to debt; firms
lease assets rather
than borrow

Issued by corporations
to individuals and
institutions

Issued by corporations
to individuals and
institutions

U.S. government
debt; depends on
strength of issuer
Risk similar to
corporate

bonds

Riskier than
corporate bonds

Riskier than
preferred stocks

Generally 3 to 20
years

Unlimited

Unlimited

<A few corpordtions have issued 100U-year honds; however, most kave issued bords witt maturities less thar 40 yars.

#Common stocks are expected to provide a “recurn” ir the form of dividends and capival aains rather than interest. 0f course, if you buy a stock,

your actual return may be considerably higher or lower than your expected return.

One way it does this is by purchasing Treasury bonds that are held by banks. This
has two effects. Because they sell some of their bonds, the banks have more cash,
which increases their supply of loanable funds, which in turn makes them willing
to lend at lower interest rates. Also, the Fed’s bond purchases drive up bond
prices, which drives down bond interest rates. The combined effect of the Fed’s
activities is to reduce interest rates.

International Trade Deficits or Surpluses Businesses and individuals in the United
States buy from and sell to people and firms in other countries. If we buy more
than we sell (that is, if we import more than we export), we are said to be running
a foreign trade deficit. When trade deficits occur, they must be financed, and the
main source of financing is debt. In other words, if we import $200 billion of goods
but export only $90 billion, we run a trade deficit of $110 billion, and we will prob-
ably borrow the $110 billion.® Therefore, the larger our trade deficit, the more we

5The deficit could also be financed by selling assets, including gold, corporate stocks, entire companies, and real
estate. The United States has financed its massive trade deficits by all of these means in recent years, but the primary
method has been by borrowing from foreigners.
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Business Activity, Interest Rates, and Inflation
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9The shaded areas designate business recessions as defined by the National Bureau of Economic Research; see http://www.nber.org/cycles.
Tick marks represent the beginning of the year.
binterest rates are for AAA corporate bonds; see the St. Louis Federal Reserve Web site known as FRED: http://research.stlovisfed.org

[fred/.

¢Inflation is measured by the annual rate of change for the Consumer Price Index CPI); see http://research.stlovisfed.org/fred/.

must borrow, and as we increase our borrowing, this drives up interest rates. Also,
international investors are willing to hold U.S. debt if and only if the rate paid on
this debt is competitive with interest rates in other countries. Therefore, if the
Federal Reserve attempts to lower interest rates in the United States, causing our
rates to fall below rates abroad (after adjustments for expected changes in the
exchange rate), then international investors will sell U.S. bonds, which will
depress bond prices and result in higher U.S. rates. Thus, if the trade deficit is
large relative to the size of the overall economy, it will hinder the Fed’s ability to
combat a recession by lowering interest rates.

The United States has been running annual trade deficits since the mid-1970s,
and the cumulative effect of these deficits is that the United States has become the
largest debtor nation of all time. As a result, our interest rates are very much influ-
enced by interest rates in other countries around the world: Higher rates abroad
lead to higher U.S. rates, and vice versa. Because of all this, U.S. corporate
treasurers—and anyone else who is affected by interest rates—must keep up with
developments in the world economy:.

International Country Risk International risk factors may increase the cost of
money that is invested abroad. Country risk is the risk that arises from investing
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or doing business in a particular country. This risk depends on the country’s eco-
nomic, political, and social environment. Countries with stable economic, social,
political, and regulatory systems provide a safer climate for investment, and
therefore have less country risk than less stable nations. Examples of country risk
include the risk associated with changes in tax rates, regulations, currency conver-
sion, and exchange rates. Country risk also includes the risk that property will be
expropriated without adequate compensation, as well as new host country stipu-
lations about local production, sourcing or hiring practices, and damage or
destruction of facilities due to internal strife.

International Exchange Rate Risk International securities usually are denominated
in a currency other than the dollar, which means that the value of your investment
depends on what happens to exchange rates. This is known as exchange rate risk.
For example, if a U.S. investor purchases a Japanese bond, interest will probably be
paid in Japanese yen, which must then be converted into dollars if the investor
wants to spend his or her money in the United States. If the yen weakens relative to
the dollar, then it will buy fewer dollars; hence the investor will receive fewer dol-
lars when it comes time to convert. Alternatively, if the yen strengthens relative to
the dollar, the investor will earn higher dollar returns. It therefore follows that the
effective rate of return on a foreign investment will depend on both the performance
of the foreign security and on what happens to exchange rates over the life of the
investment. We will discuss exchange rates in detail in Chapter 26.

=

Transparency Inter-
national provides a
ranking of countries
based on their levels of
perceived corruption.
See http: //www
ransparency.org/
policy_research/surveys_
indices/cpi/2005. The
U.S. Department of State
provides thorough
descriptions of countries’
business climates at
http: //www.state.gov/
e/eb/ifd/2005/.

SELF-TEST

What four fundamental factors affect the cost of money?

Name some economic conditions that influence interest rates, and explain their effects.

1.6 Financial Institutions

Direct funds transfers are more common among individuals and small businesses,
and in economies where financial markets and institutions are less developed.
While businesses in more developed economies do occasionally rely on direct
transfers, they generally find it more efficient to enlist the services of one or more
financial institutions when it comes time to raise capital. Here are the major cate-
gories of financial institutions:

1. Investment banking housessuch as Merrill Lynch, Morgan Stanley, Goldman
Sachs, or Credit Suisse Group provide a number of services to both investors
and companies planning to raise capital. Such organizations (1) help corpora-
tions design securities with features that are currently attractive to investors,
(2) then buy these securities from the corporation, and (3) resell them to
savers. Although the securities are sold twice, this process is really one pri-
mary market transaction, with the investment banker acting as a facilitator to
help transfer capital from savers to businesses.

2. Commercial banks, such as Bank of America, Wells Fargo, Wachovia, and
JPMorgan Chase, are the traditional “department stores of finance” because
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they serve a variety of savers and borrowers. Historically, commercial banks
were the major institutions that handled checking accounts and through
which the Federal Reserve System expanded or contracted the money supply.
Today, however, several other institutions also provide checking services
and significantly influence the money supply. Conversely, commercial banks
are providing an ever-widening range of services, including stock brokerage
services and insurance.

Financial services corporations are large conglomerates that combine many
different financial institutions within a single corporation. Examples of finan-
cial services corporations, most of which started in one area but have now
diversified to cover most of the financial spectrum, include Citigroup,
American Express, Fidelity, and Prudential.

Savings and loan associations (S&Ls), which have traditionally served indi-
vidual savers and residential and commercial mortgage borrowers, take the
funds of many small savers and then lend this money to home buyers and
other types of borrowers. Because the savers obtain a degree of liquidity that
would be absent if they made the mortgage loans directly, perhaps the most
significant economic function of the S&Ls is to “create liquidity” that would
otherwise be lacking. Also, the S&Ls have more expertise in analyzing credit,
setting up loans, and making collections than individual savers, so S&Ls can
reduce the costs of processing loans, thereby increasing the availability of real
estate loans. Finally, the S&Ls hold large, diversified portfolios of loans and
other assets and thus spread risks in a manner that would be impossible if
small savers were making mortgage loans directly. Because of these factors,
savers benefit by being able to invest in more liquid, better managed, and less
risky assets, whereas borrowers benefit by being able to obtain more capital,
and at a lower cost, than would otherwise be possible.

Mutual savings banks are similar to S&Ls, but they operate primarily in the
northeastern states.

Credit unions are cooperative associations whose members are supposed to
have a common bond, such as being employees of the same firm. Members’
savings are loaned only to other members, generally for auto purchases, home
improvement loans, and home mortgages. Credit unions are often the cheap-
est source of funds available to individual borrowers.

Life insurance companies take savings in the form of premiums; invest these
funds in stocks, bonds, real estate, and mortgages; and make payments to
beneficiaries. Life insurance companies also offer a variety of tax-deferred
savings plans designed to provide retirement benefits.

Mutual funds are corporations that accept money from savers and then use
these funds to buy financial instruments. These organizations pool funds and
thus reduce risks by diversification. They also achieve economies of scale in
analyzing securities, managing portfolios, and buying and selling securities.
Different funds are designed to meet the objectives of different types of savers.
Hence, there are bond funds for those who desire safety, stock funds for savers
who are willing to accept significant risks in the hope of higher returns, and
still other funds that are used as interest-bearing checking accounts (the
money market funds). There are literally thousands of different mutual funds
with dozens of different goals and purposes. Some funds are actively man-
aged, with their managers trying to find undervalued securities, while other
funds are passively managed and simply try to minimize expenses by repli-
cating a particular market index. Most traditional mutual funds allow
investors to redeem their share of the fund only at the close of business. A new
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type of mutual fund, the exchange traded fund (ETF), allows investors to sell

their share at any time during normal trading hours. ETFs usually have very
low management expenses and are rapidly gaining in popularity.

9. Traditional pension funds are retirement plans funded by corporations or
government agencies for their workers and usually administered by the trust
departments of commercial banks or by life insurance companies. Pension
funds invest primarily in bonds, stocks, mortgages, and real estate. Many
companies now offer self-directed retirement plans, such as 401(k) plans, as an
addition to or substitute for traditional pension plans. In traditional plans, the
plan administrators determine how to invest the funds; in self-directed plans,
all individual participants must decide how to invest their own funds.

10. Hedge funds raise money from investors and engage in a variety of invest-
ment activities. Unlike typical mutual funds, which can have thousands of
investors, hedge funds are limited to a relatively small number of high-wealth
individuals or institutional investors. As such, hedge funds are much less reg-
ulated than mutual funds. The first hedge funds literally tried to hedge their
bets by forming portfolios of conventional securities and derivatives in such a
way that they limited their potential losses without sacrificing too much of
their potential gains. Most hedge funds also levered their positions by bor-
rowing heavily. During the early and mid-1990s many hedge funds had spec-
tacular rates of return. This success attracted more investors and more hedge
funds were created. Much of the low-hanging fruit had already been picked,
so many hedge funds began pursuing much riskier (and unhedged) strate-
gies. Perhaps not surprisingly (at least in retrospect!), some funds have pro-
duced spectacular losses. For example, many hedge fund investors suffered
large losses in 1998 when the Russian economy collapsed. That same year, the
Federal Reserve had to step in to help rescue Long Term Capital Management,
a high-profile hedge fund whose managers included several well-respected
practitioners as well as two Nobel Prize-winning professors who were
experts in investment theory.®

With the notable exception of hedge funds, financial institutions have been
heavily regulated to ensure the safety of these institutions and thus to protect
investors. Historically, many of these regulations—which have included a prohi-
bition on nationwide branch banking, restrictions on the types of assets the insti-
tutions could buy, ceilings on the interest rates they could pay, and limitations on
the types of services they could provide—tended to impede the free flow of capi-
tal and thus hurt the efficiency of our capital markets. Recognizing this fact, poli-
cymakers took several steps during the 1980s and 1990s to deregulate financial
services companies. For example, the barriers that restricted banks from expand-
ing nationwide were eliminated. Likewise, regulations that once forced a strict
separation of commercial and investment banking have been relaxed.

The result of the ongoing regulatory changes has been a blurring of the dis-
tinctions between the different types of institutions. Indeed, the trend in the
United States today is toward huge financial services corporations, which own
banks, S&Ls, investment banking houses, insurance companies, pension plan
operations, and mutual funds, and which have branches across the country and
around the world. For example, Citigroup combines one of the world’s largest

¢See Franklin Edwards, “Hedge Funds and the Collapse of Long Term Capital Management,” Journal of Economic
Perspectives, Spring 1999, 189-210 for a thoughtful review of the implications of Long Term Capital Management's
collapse.
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commercial banks (Citibank), a huge insurance company (Travelers), and a major
investment bank (Smith Barney), along with numerous other subsidiaries that
operate throughout the world. Citigroup’s structure is similar to that of major
institutions in Europe, Japan, and elsewhere around the globe.

Among the world’s largest world banking companies, only one (Citigroup) is
based in the United States. While U.S. banks have grown dramatically as a result
of recent mergers, they are still relatively small by global standards.

SELF-TEST

What is the difference between a pure commercial bank and a pure investment bank!
List the major types of financial institutions and briefly describe the primary function of each

What are some important differences between mutual and hedge funds? How are they similar?

1.7 Types of Financial Markets

Financial markets bring together people and organizations needing money with
those having surplus funds. There are many different financial markets in a devel-
oped economy. Each market deals with a somewhat different type of instrument,
customer, or geographic location. Here are some of the major types of markets:

1. Physical asset markets (also called “tangible” or “real” asset markets) are
those for such products as wheat, autos, real estate, computers, and machin-
ery. Financial asset markets, on the other hand, deal with stocks, bonds,
notes, mortgages, and other financial instruments.

2. Spotmarkets and futurcs markets are markets where assets are being bought
or sold for “on-the-spot” delivery (literally, within a few days) or for delivery
at sume future date, such as 6 months or a year into the future.

3. Money markets are the markets for short-term, highly liquid debt securities.

Capital markets are the markets for intermediate- or long-term debt and cor-
porate stocks. The New York Stock Exchange is an example of a capital mar-
ket. When describing debt markets, “short term” generally means less than 1
year, “intermediate term” means 1 to 5 years, and “long term” means more
than 5 years.

4. Mortgage markets deal with loans on residential, agricultural, commercial,
and industrial real estate, while consumer credit markets involve loans for
autos, appliances, education, vacations, and so on.

5. World, national, regional, and local markets also exist. Thus, depending on
an organization’s size and scope of operations, it may be able to borrow all
around the world, or it may be confined to a strictly local, even neighborhood,
market.

6. Primary markets are the markets in which corporations raise new capital. If
Microsoft were to sell a new issue of common stock to raise capital, this would
be a primary market transaction. The corporation selling the newly created
stock receives the proceeds from the sale in a primary market transaction. The
initial public offering (IPO) market is a subset of the primary market. Here
firms “go public” by offering shares to the public for the first time. Microsoft
had its IPO in 1986. Previously, Bill Gates and other insiders owned all the
shares. In many IPOs, the insiders sell some of their shares plus the company
sells newly created shares to raise additional capital. Secondary markets are
markets in which existing, already outstanding securities are traded among
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investors. Thus, if you decided to buy 1,000 shares of AT&T stock, the purchase

would occur in the secondary market. The New York Stock Exchange is a sec-
ondary market, since it deals in outstanding, as opposed to newly issued, stocks.
Secondary markets also exist for bonds, mortgages, and other financial assets.
The corporation whose securities are being traded is not involved in a second-
ary market transaction and, thus, does not receive any funds from such a sale.

7. Private markets, where transactions are worked out directly between two
parties, are differentiated from public markets, where standardized contracts
are traded on organized exchanges. Bank loans and private placements of
debt with insurance companies are examples of private market transactions.
Since these transactions are private, they may be structured in any manner
that appeals to the two parties. By contrast, securities that are issued in pub-
lic markets (for example, common stock and corporate bonds) are ultimately
held by a large number of individuals. Public securities must have fairly stan-
dardized contractual features, to appeal to a broad range of investors and also
because public investors cannot afford the time to study unique, nonstandard-
ized contracts. Private market securities are, therefore, more tailor-made but
less liquid, whereas public market securities are more liquid but subject to
greater standardization.

The distinctions among markets are often blurred. For example, it makes lit-
tle difference if a firm borrows for 11, 12, or 13 months, hence, whether such a
transaction is a “money” or “capital” market transaction. You should recognize
the big differences among types of markets, but don’t get hung up trying to dis-
tinguish them at the boundaries.

SELF-TEST

Distinguish between (1) physical asset markets and financial asset markets, (2) spot and futures
markets, {3) money and capital markets, (4) primary and secondary markets, and (5) private and public
markets,

1.8 Trading Procedures in Financial Markets

The vast majority of trading occurs in the secondary markets. Although there are
many secondary markets for a wide variety of securities, we can classify their
trading procedures along two dimensions: location and method of matching
orders.

A secondary market can be either a physical location exchange or a
computer/telephone network. For example, the New York Stock Exchange, the
American Stock Exchange (AMEX), the Chicago Board of Trade (the CBOT trades
futures and options), and the Tokyo Stock Exchange are all physical location
exchanges. In other words, the traders actually meet and trade in a specific part of
a specific building. In contrast, Nasdaq, which trades U.S. stocks, is a network of
linked computers. Other examples are the markets for U.S. Treasury bonds and
foreign exchange, which are conducted via telephone and/or computer networks.
In these electronic markets, the traders never see one another.

The second dimension is the way orders from sellers and buyers are matched.
This can occur through an open outcry auction system, through dealers, or by
automated order matching. An example of an outcry auction is the CBOT, where
traders actually meet in a pit and sellers and buyers communicate with one
another through shouts and hand signals.
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In a dealer market, there are “market makers” who keep an inventory of the
stock (or other financial instrument) in much the same way that any merchant
keeps an inventory. These dealers list bid and asked quotes, which are the prices
at which they are willing to buy or sell. Computerized quotation systems keep
track of all bid and asked prices, but they don’t actually match buyers and sellers.
Instead, traders must contact a specific dealer to complete the transaction. Nasdaq
(U.S. stocks) is one such market, as are the London SEAQ (U.K. stocks) and the
Neuer Market (stocks of small German companies).

The third method of matching orders is through an electronic communica-
tions network (ECN). Participants in an ECN post their orders to buy and sell, and
the ECN automatically matches orders. For example, someone might place an
order to buy 1,000 shares of IBM stock (this is called a “market order” since it is to
buy the stock at the current market price). Suppose another participant had placed
an order to sell 1,000 shares of IBM at a price of $91 per share, and this was the
lowest price of any “sell” order. The ECN would automatically match these two
orders, execute the trade, and notify both participants that the trade has occurred.
Participants can also post “limit orders,” which might state that the participant is
willing to buy 1,000 shares of IBM at $90 per share if the price falls that low during
the next two hours. In other words, there are limits on the price and/or the dura-
tion of the order. The ECN will execute the limit order if the conditions are met,
that is, if someone offers to sell IBM at a price of $90 or less during the next two
hours. Two of the largest ECNs for trading U.S. stocks are Instinet (now owned by
Nasdaq) and Archipelago (now owned by the NYSE). Other large ECNs include
Eurex, a Swiss-German ECN that trades futures contracts, and SETS, a UK. ECN
that trades stocks.

SELF-TEST

What are the major differences between physical location exchanges and computer/telephone networks?

What are the differences among open outcry auctions, dealer markets, and ECNs?

@

e-resource
For more on investment
banking, see Web
Extension 1C at the text

book’s Web site, or see
Chapter 19.

1.9 Types of Stock Market Transactions

Because the primary objective of financial management is to maximize the firm’s
stock price, knowledge of the stock market is important to anyone involved in
managing a business. We can classify stock market transactions into three distinct
types.

Whenever stock is offered to the public for the first time, the company is said
to be going public. This primary market transaction is called the initial public offer-
ing (IPO) market. If a company decides to sell (or issue) additional shares to raise
new equity capital, this is still a primary market, but it is called a seasoned equity
offering. Trading in the outstanding shares of established, publicly owned compa-
nies is a secondary market transaction. For example, if the owner of 100 shares of
publicly held stock sells his or her stock, the trade is said to have occurred in the
secondary market. Thus, the market for outstanding shares, or used shares, is the
secondary market. The company receives no new money when sales occur in this
market.

Following is a brief description of the recent IPO market; a more complete dis-
cussion of IPOs is in Chapter 19. Out of the 1,279 global IPOs in 2005, there were
237 U.S. IPOs that brought in a total of $36.1 billion. Although some U.S. IPOs
were large, such as the $1.59 billion raised by Huntsman, no U.S. offerings were
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Rational Exuberance

The Daily Planet Ltd. made history on May 1, 2003,
by becoming the world’s first publicly traded brothel.
Technically, the Daily Planet only owns property,

including a hotel with 18 rooms, each with a differ-

ent theme, but all having multiperson showers and
very large beds. The Daily Planet charges guests a
room fee of A$115 per hour; clients also pay a fee
of A$115 directly to individual members of the staff.

The IPO was for 7.5 million shares of stock, ini-

tially priced at A$0.50. However, the price ended
the first day of trading at A$1.09, for a firstday
return of 118%. The price closed the second day at

The Secondary Stock Markets

A$1.56, for a 2-day return of 212%, one of the
largest returns since the days of the dotcom boom.
Institutional investors normally buy about 60% to 70%
of IPO stock, but they didn’t participate in this offer-
ing. The Daily Planet plans to use some of the pro-
ceeds to pay down debt and the rest for expansion,
possibly through franchising.

The company is named after the fictitious news-
paper where comic strip character Clark Kent was a
reporter. All receptionists have “Lois Lane” nametags,
and there is a telephone box in the lobby. What
would Superman think!

25

in the global top ten largest (the biggest was the China Construction Bank Corp.’s
IPO of $9.2 billion). In the United States the average first-day return was 9%,
although some firms had spectacular first-day price run-ups. For example,
Baidu.com was up 327.8% on its first day of trading, and Citi Trends gained
204.9% for the year. However, not all companies fared so well—Nuvim was down
88% its first day, and Refco lost a total of 98% for the year. Even if you are able to
identify a “hot” issue, it is often difficult to purchase shares in the initial offering.
These deals are generally oversubscribed, which means that the demand for
shares at the offering price exceeds the number of shares issued. In such instances,
investment bankers favor large institutional investors (who are their best cus-
tomers), and small investors find it hard, if not impossible, to get in on the ground
floor. They can buy the stock in the aftermarket, but cvidence suggests that if you
donot get in on the ground floor, the average 1I’O underperforms the overall mar-
ket over the long run.”

Before you conclude that it isn’t fair to let only the best customers have the
stock in an initial offering, think about what it takes to become a best customer. Best
customers are usually investors who have done lots of business in the past with
the investment banking firm’s brokerage department. In other words, they have
paid large sums as commissions in the past, and they are expected to continue doing
so in the future. As is so often true, there is no free lunch—maost of the investors who
get in on the ground floor of an IPO have in fact paid for this privilege.

SELF-TEST

=

For updates on IPO activ-
ity, see http://www
.ipomonitor.com or

http: //www.hoovers
.com/global/ipoc/
index.xhtml. The Wall
Street Journal also pro-
vides IPO data in its Year
End Review of Markets &
Finance at http://online
.wsj.com.

Differentiate between an IPO, a seasoned equity offering, and a secondary transaction
Why is it often difficult for the average investor to make money during an IPO?

1.10 The Secondary Stock Markets

The two leading U.S. stock markets today are the New York Stock Exchange and
the Nasdaq stock market.

7See Jay R. Ritter, “The Long-Run Performance of Initial Public Offerings,” Journal of Finance, March 1991, 3-27.
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You can access the home
pages of the major U.S.
stock markets at http://
www.nyse.com or http://
www.nasdagq.com. These
sites provide background
information as well as the
opportunity to obtfain
individual stock quotes.
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The New York Stock Exchange

Before March of 2006, the New York Stock Exchange (NYSE) was a privately
held firm owned by its members. It then merged with Archipelago, a publicly
traded company that was one of the world’s largest ECNs. NYSE members
received approximately 70% of the shares in the combined firm, with Archi-
pelago shareholders receiving the remainder. The combined firm, which also
owns the Pacific Exchange, is now known as The NYSE Group, Inc. and is
traded publicly under the ticker symbol NYX. It continues to operate the New
York Stock Exchange (a physical location exchange located on Wall Street) and
Arca (composed of the Pacific Exchange and the ECN formerly known as
Archipelago).

The NYSE still has over 300 member organizations, which are corporations,
partnerships, or LLCs. Membership prices were as high as $3.15 million in 2005.
Member organizations are registered broker—dealers but may not conduct trading
on the floor of the exchange unless they also hold a trading license issued by the
NYSE. Before going public, the equivalent to a trading license was called a seat
(although there is very little sitting on the floor of the exchange) and sold for up
to $4 million in 2005. Trading licenses are now leased by member organizations
from the exchange, with an annual fee of $54,219 in 2006. In early 2006, there were
1,274 licenses that had been leased.

Most of the larger investment banking houses operate brokerage departments and
are members of the NYSE with leased trading rights. The NYSE is open on all nor-
mal working days, with the members meeting in large rooms equipped with elec-
tronic equipment that enables each member to communicate with his or her firm’s
offices throughout the country. For example, Merrill Lynch (the largest brokerage
firm) might receive an order in its Atlanta office from a customer who wants to buy
shares of AT&T stock. Simultaneously, Morgan Stanley’s Denver office might
receive an order from a customer wishing to sell shares of AT&T. Each broker com-
municates electronically with the firm’s representative on the NYSE. Other brokers
throughout the country are also communicating with their own exchange members.
The exchange members with sell orders ofter the shares for sale, and they are bid for
by the members with buy orders. Thus, the NYSE operates as an auction market.8

8The NYSE is actually a modified auction market, wherein people (through their brokers) bid for stocks.
Originally—about 200 years ago—brokers would literally shout, “I have 100 shares of Erie for sale; how
much am | offered2” and then sell to the highest bidder. If a broker had a buy order, he or she would shout,
“| want to buy 100 shares of Erie; who'll sell at the best price?” The same general situation still exists, although
the exchanges now have members known as specialists who facilitate the frading process by keeping an
inventory of shares of the stocks in which they specialize. If a buy order comes in at a time when no sell order
arrives, the specialist will sell off some inventory. Similarly, if a sell order comes in, the specialist will buy and
add fo inventory. The specialist sets a bid price (the price the specialist will pay for the stock) and an asked
price (the price at which shares will be sold out of inventory). The bid and asked prices are set at levels
designed to keep the inventory in balance. If many buy orders start coming in because of favorable
developments or sell orders come in because of unfavorable events, the specialist will raise or lower prices
to keep supply and demand in balance. Bid prices are somewhat lower than asked prices, with the difference,
or spread, representing the specialist's profit margin.

Special facilities are available to help institutional investors such as mutual funds or pension funds sell
large blocks of stock without depressing their prices. In essence, brokerage houses that cater to institutional
clients will purchase blocks (defined as 10,000 or more shares) and then resell the stock to other institutions or indi-
viduals. Also, when a firm has a major announcement that is likely to cause its stock price to change sharply, it will
ask the exchanges to halt trading in its stock until the announcement has been made and digested by investors.
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Measuring the Market

A stock index is designed to show the performance of
the stock market. Here are some leading indexes:

Dow Jones Industrial Average

Unveiled in 1896 by Charles H. Dow, the Dow
Jones Industrial Average (DJIA) provided a bench-
mark for comparing individual stocks with the over-
all market and for comparing the market with other
economic indicators. The industrial average began
with just 10 stocks, was expanded in 1916 to 20
stocks, and then to 30 in 1928. Also, in 1928 The
Wall Street Journal editors began adjusting it for
stock splits and making substitutions. Today, the
DJIA still includes 30 companies. They represent
almost a fifth of the market value of all U.S. stocks,
and all are both leading companies in their indus-
tries and widely held by individual and institutional
investors. See http://www.dowjones.com for more
information.

S&P 500 Index

Created in 1926, the S&P 500 Index is widely
regarded as the standard for measuring large-cap
U.S. stock market performance. The stocks in the S&P
500 are selected by the Standard & Poor’s Index
Committee for being the leading companies in the
leading industries and for accurately reflecting the
U.S. stock market. It is value weighted, so the largest
companies (in terms of value] have the greafest
influence. The S&P 500 Index is used as a com-
parison benchmark by 97% of all U.S. money man-
agers and pension plan sponsors, and approxi-
mately $700 billion is managed so as to obtain the
same performance as this index (that is, in indexed
funds). See http://www2.standardandpoors.com for
more information.

Nasdaq Composite Index

The Nasdaq Composite Index measures the perform-
ance of all common stocks listed on the Nasdagq stock
market. Currently, it includes more than 5,000 com-
panies, and because many of the technology-sector
companies are traded on the computer-based
Nasdaq exchange, this index is generally regarded

as an economic indicator of the high-tech industry.
Microsoft, Intel, and Cisco Systems are the three
largest Nasdaq companies, and they comprise
a high percentage of the index’s value-weighted
market capitalization. For this reason, substantial
movements in the same direction by these three com-
panies can move the entire index. See htip://
www.nasdag.com for more information.

NYSE Composite Index

The NYSE Composite Index measures the perform-
ance of all common stocks listed on the NYSE. It is a
value-weighted index composed of just over 2,000
stocks representing 77% of the total market capi-
talization of all publicly traded companies in the
United States. See http://www.nyse.com for more
information.

Trading the Market

Through the use of exchange traded funds (ETFs), it is
now possible to buy and sell the market in much the
same way as an individual stock. For example, the
Standard & Poor’s depository receipt (SPDR) is a share
of a fund composed of the stocks in the S&P 500.
SPDRs trade during regular market hours, making it
possible to buy or sell the S&P 500 any time during the
day. There are hundreds of other ETFs, including ones
for the Nasdaq and Dow Jones Industrial Average.

Recent Performance

Go to the Web site http://finance.yahoo.com/.
Enter the symbol for any of the indexes (ADJI for the
Dow Jones, ASPC for the S&P 500, AIXIC for the
Nasdag, and ANYA for the NYSE) and click GO.
This will bring up the current value of the index,
shown in a table. Click Basic Chart in the panel on
the left, and it will bring up a chart showing the his-
torical performance of the index. Directly above the
chart is a series of buttons that allows you to choose
the number of years and to plot the relative perform-
ance of several indexes on the same chart. You can
even download the historical data in spreadsheet
form by clicking Historical Prices in the left panel.
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The Nasdaq Stock Market

The National Association of Securities Dealers (NASD) is a self-regulatory body
that licenses brokers and oversees trading practices. The computerized network
used by the NASD is known as the NASD Automated Quotation System, or
Nasdaq. Nasdaq started as just a quotation system, but it has grown to become an
organized securities market with its own listing requirements. Nasdagq lists about
5,000 stocks, although not all trade through the same Nasdaq system. For example,
the Nasdaq National Market lists the larger Nasdaq stocks, such as Microsoft and
Intel, while the Nasdaq SmallCap Market lists smaller companies with the potential
for high growth. Nasdaq also operates the Nasdaq OTC Bulletin Board, which lists
quotes for stock that is registered with the Securities Exchange Commission (SEC)
but that is not listed on any exchange, usually because the company is too small or
too unprofitable.” Finally, Nasdaq operates the Pink Sheets, which provide quotes
on companies that are not registered with the SEC.

“Liquidity” is the ability to trade quickly at a net price (that is, after any com-
missions) that is very close to the security’s recent market value. In a dealer mar-
ket, such as Nasdagq, a stock’s liquidity depends on the number and quality of the
dealers who make a market in the stock. Nasdaq has more than 400 dealers, most
making markets in a large number of stocks. The typical stock has about 10 mar-
ket makers, but some stocks have more than 50 market makers. Obviously, there
are more market makers, and liquidity, for the Nasdaq National Market than for
the SmallCap Market. There is very little liquidity for stocks on the OTC Bulletin
Board or the Pink Sheets.

Competition in the Secondary Markets

There is intense competition between the NYSE and Nasdag. Since most of the
largest companies trade on the NYSLE, the market capitalization of NYSE-traded
stocks 1s much higher than for stocks traded on Nasdaq (about 513.3 trillion com-
pared with 53.6 trillion in 2005). However, reported volume (number of shares
traded) is often larger on Nasdaq, and mor