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LECTURE 2 
MANAGERIAL FINANCE FUNCTIONS
CHAPTER REFERENCE – CHP 1
· What is the primary economic principle used in managerial finance?
· Marginal Analysis – added/marginal benefits should be greater than added/marginal costs

· Example 

· What is the difference between an accounting manager and a finance manager in terms of cash flow and decision making?

· Accrual basis – recognizes revenue at the time of sale regardless of payment

· Cash basis – recognizes revenue with respect to actual cash INFLOW & OUTFLOW

· Example

· Decision making – Financial managers evaluate the accounting statements, and use that as information to make decisions.
· How do corporations calculate profits?
· EPS – total earning for a time period divided by the number of common shares outstanding

· Does a higher EPS mean a higher stock price?
· Why is EPS important?

· Firm’s future returns (cash flow) affect share price.

· Is profit maximization the goal of a financial manager?

· Timing

· Cash Flow

· Risk

· What is the relationship between risk and return?
· What is the goal of a financial manager?

· Maximize shareholder wealth – to maximize the wealth of the owners for whom the company is being operated. The wealth of corporate owners is measured by the share price of the stock, which is based on the timing of returns (CASH FLOW), their magnitude and their risk. FINANCIAL MANAGERS SHOULD ONLY ACCEPT ACTIONS THAT ARE EXPECTED TO INCREASE SHARE PRICE.
· How does a financial manager maximize shareholder wealth?
· Cash flow and risk are key decision variables in maximizing owner wealth

· Two important issues related to maximizing share price are economic value added (EVA) and the focus on stakeholders.

· EVA 

· Is calculated by subtracting the cost of funds used to finance an investment from its after-tax operating profits. Investments with positive EVA increase shareholder wealth and those with negative EVA decrease it.

· EVA can be used to determine whether an investment-proposed or existing-contributes positively to the shareholder wealth of an organization.

· STAKEHOLDERS

· What are stakeholders? – Groups such as employees, customers, suppliers, creditors, owners – ANYBODY who has a direct economic link to the firm.

· WHAT IS THE DIFFERENCE BETWEEN A STAKEHOLDER AND A SHAREHOLDER? ARE ALL STAKEHOLDERS SHAREHOLDERS?

· Is the goal of a financial manger to maximize STAKEHOLDER wealth or to preserve it?
· THE ROLE OF ETHICS

· What is the definition of corporate ethics? – Social responsibility of the firm, standards of conduct.

· ETHICAL PROGRAMS can reduce potential litigation and judgment costs, maintain a positive corporate image, built shareholder confidence, and develop a brand image of the firm.

· HOW is corporate ethics related to share price? – Ethical behavior is necessary for achieving the firm’s goal of owner wealth maximization.
· What is the AGENCY ISSUE?
· Any manager who does not own 100 % of the company is an agent of the owners of the company.

· The agency issue is the idea that while financial managers recognize the goal of shareholder wealth maximization, they are also concerned with personal wealth, job security and fringe benefits. Such concerns may make a manager reluctant or unwilling to take more than moderate risk if they perceive that taking too much risk might jeopardize their jobs or reduce their personal wealth.

· THE RESULT is less than maximum return and a potential loss of wealth for the owners.

· What is the AGENCY PROBLEM?

· The likelihood that financial managers may place personal gorals ahead of corporate goals. 

· How can corporations solve the AGENCY PROBLEM? – Market force and Agency costs.

· MARKET FORCE

· MAJOR shareholders can exert pressure on management to perform. When necessary they can use their voting rights to replace management.
· Threat of takeover – motivates management to act in the best interests of the firm’s owners.

· AGENCY COSTS 
· The cost of monitoring management behavior, ensuring against dishonest acts of management AND giving managers the financial incentive to maximize share price.

· COMPENSATION PLANS

· INCENTIVE PLANS – tie management compensation to share price. E.g. grand stock options to management. Managers can buy stock at market price at time of the grant, and if the market price rises they can sell their shares for a higher price.

· PERFORMANCE PLANS – tie management compensation to EPS and growth in EPC. Performance shares – shares of stock given to management as a result of meeting the stated performance goals are used in these plans.

· CASH BONUSES – cash payments tied to the achievement of certain performance goals.

· WHAT IS THE CURRENT STATE OF THE AGENCY ISSUE?
· SEC

· Salaries of upper management.
· IS THERE A RELATIONSHIP BETWEEN EXECUTIVE SALARIES AND SHARE PRICE?

