Chapter 1
Introducing Corporate Finance

In This Chapter
Understanding the meaning of money
Looking at the study of corporate finance
Seeing the role corporate finance plays in your life

Making corporate finance work for you

‘ orporate finance is more than just a measure of money. As we’ll see

in this chapter, money is incidental to finance. When we’re discuss-
ing corporate finance we're actually looking at the entire world in a brand
new way — a way that measures the entire universe and the things within it
in a way that makes it useful to us. We can calculate things in terms of cor-
porate finance that simply can’t be accurately measured in any other way.
Throughout this chapter we’re going to talk about exactly what the nature of
money is and how it applies to corporate finance.

The rest of this book is broken into several different sections; the chapters
are grouped together by common themes. First, naturally, is some prelimi-
nary information that everyone must be familiar with before continuing on to
the rest of the book, such as the types of organizations involved in corporate
finance, and how corporations raise money. We’re going to talk about how
to read corporate financial records and statements and use the data within
in order to make them useful. We’re going to talk about how to measure the
value of just about everything, including the amount of uncertainty involved
in our financial actions, and, we're going to talk about how to use all this
information to properly manage a corporation. Finally, we’ll end with two
financial issues growing very prominent for corporations; namely interna-
tional and behavioral finances.
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Corporate Finance and the Role
of Money in the World

Corporate finance is the study of relationships between groups of people
that quantifies the otherwise immeasurable. To understand how this defini-
tion makes any sense at all, first you have to take a quick look at the role of
money in the world.

According to Adam Smith, an 18th century economist, the use of money was
preceded by a barter system. In a barter system, people exchange goods

and services of relatively equivalent value without using money. Perhaps

if you worked growing hemp and making rope out of it, you could give that
rope to people in exchange for food, clothes, or whatever else you needed
that the people around you might be offering. What happens, though, when
someone wants rope but that person has nothing you want? What about
those times when you need food but no one needs rope? Because of these
times, people started to use a rudimentary form of money. So, say that you
sell your rope to someone but he has nothing you want. Instead, he gives you
a credit for his services that you're free to give to anyone else. You decide

to go and buy a bunch of beer, giving the brewer the note of credit, ensuring
that the person who bought your rope would provide the brewer a service in
exchange for giving you beer. Thus, the invention of money was born, though
in a very primitive form.

Looking at money in this way, you come to realize that money is actually
debt. When you hold money, it means that you’ve provided goods or services
of value to someone else and that you are now owed value in return. The
development of a standardized, commonly used currency among large num-
bers of people simply increases the number of people willing to accept your
paper or coin [.O.U.s, making that currency easier to exchange among a wider
number of people, across greater distances, and for a more diverse variety of
potential goods and services.

According to 21st century anthropologist David Graebner, this story was
probably something closer to bartering with the government as a taxation,
which meant providing goods and services to the government (for example,
the emperor) and then being provided units of “currency” worth production
rations. So you can say that money was invented for the first government
contractors as a method for the government to acquire resources in return
for units of early currency worth specific amounts of resources rather than a
true barter

Simply put, money is debt for the promise of goods and services that have
an inherent usefulness, but money itself is not useful except as a measure
of debt. People use money to measure the value that they place on things.
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How much value did a goat have in ancient Egypt? You could say that one
goat was worth five chickens, but that wouldn’t be very helpful. You could
say that a brick maker’s labor was worth half that of a beer maker, but you
couldn’t exactly measure that mathematically, either. Using these methods,
there’s no real way to establish a singular, definitive measurement for the
value that people place on different things. How can you measure value,
then? You measure value by determining the amount of money that people
are willing to exchange for different things. This method allows you to very
accurately determine how people interact, the things they value, and the rela-
tive differences in value between certain things or certain people’s efforts.
Much about the nature of people, the things they value, and even how they
interact together begin to become very clear when you develop an under-
standing of what they’re spending money on and how much they’re spending.

Fast-forward more than eight millennia — well after the establishment of
using weighted coins to measure an equivalent weight of grain, well after the
standardized minting of currency, and well past the point where the origins of
money became forgotten by the vast majority of the world’s population (wel-
come to the minority) — all the way into the modern era of finance. Money
begins to take on a more abstract role. People use it as a way to measure
resource allocations between groups and within groups. They even begin to
measure how well a group of people are interacting by looking at their abil-

ity to produce more using less. Success is measured by their ability to hoard
greater amounts of this interpersonal debt. The ability to hoard debt in this
manner defines whether the efforts of one group of people are more or less
successful than the efforts of another group. People use money to place a
value on everything, and, because of this, it’s possible to compare “apples and
oranges.” Which one is better, apples or oranges? The one that people place
more value on based on the total amount of revenues. Higher revenues tell you
that people place greater value on one of those two fruits because they are
willing to pay for the higher costs plus any additional profits.

So, when I say that corporate finance is the study of the relationships between
groups of people, I'm referring to measuring how groups of people are allo-
cating resources among themselves, putting value on goods and services,

and interacting with each other in the exchange of these goods and services.
Corporate finance picks apart the financial exchanges of groups of people, all
interconnected in professional relationships, by determining how effectively
and efficiently they work together to build value and manage that value once
it’s been acquired. Those organizations that are more effective at developing a
cohesive team of people who work together to build value in the marketplace
will be more successful than their competitors. In corporate finance, you mea-
sure all this mathematically in order to assess the success of the corporate
organization, evaluate the outcome of potential decisions, and optimize the
efforts of those people who form economic relationships, even if for just a
moment, as they exchange goods, services, and value in a never-ending series
of financial transactions.
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Identifying What Makes Corporate
Finance Unique
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Corporate finance plays a very interesting role in all societies. Finance is the
study of relationships between people: how they distribute themselves and
their resources, place value on things, and exchange that value among each
other. Because that’s the case, finance (all finance) is really the science of
decision-making. I'm really talking about studying human behavior and how
people make decisions regarding what they do with their lives and the things
they own. Corporate finance, as a result, studies decision-making in terms of
what is done by groups of people working together in a professional manner.

This definition guides you in two primary directions regarding what makes
corporate finance unique:

v It tells you that corporate finance is a critical aspect of human life as an
intermediary that allows people to transfer value among themselves.

v It tells you how groups of people interact together as a single unit, a cor-
poration, and how decisions are made on behalf of the corporation by
people called managers.

Corporate finance is far more than a study about money. Money is just the
unit of measure people use to calculate everything and make sense of it
numerically, to compare things in absolute terms rather than relative ones.
Corporate finance is a unique study that measures value. Once you accept
that, it becomes apparent that everything in the world has value. Therefore,
you can use corporate finance to measure everything around you that relates
to a corporation, directly or indirectly (which, in the vast majority of the
world, is everything).

Serving as an intermediary

Probably the easiest way to understand how corporate finance acts as a
critical intermediary process between groups of people is to look at the role
of financial institutions in the greater economy. Financial institutions, such
as banks and credit unions, have a role that involves redistributing money
between those who want money and those who have excess money, all in a
manner that the general population believes is based on reasonable terms.

Now, whether financial institutions as a whole are fully successful in their
role or not is no longer a matter of debate: They are not. The cyclical role
being played out time and again prior to the Great Depression, prior to the
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1970s economic troubles, and prior to the 2007 collapse are symptomatic of a
systematic operational failure yet to be resolved. For the most part, the role
they play is necessary, however. These institutions facilitate the movement
of resources across the entire world. They accept money from those who
have more than they’re using and offer interest rate payments in return. Then
they turn around and give that money to those seeking loans, charging inter-
est for this service. In this role, financial institutions are intermediaries that
allow people on either side of these sorts of transactions to find each other
by way of the bank itself. Without this role, investments and loans would very
nearly come to a total halt compared to the extremely high volume and value
of the current financial system.

Corporate finance plays a similar role as an intermediary for the exchange

of value of goods and services between individuals and organizations.
Corporate finance, as the representation of the value developed by groups of
people working together toward a single cause, studies how money is used as
an intermediary of exchange between and within these groups to reallocate
value as is deemed necessary.

It may be helpful to backtrack a bit. What the heck is an investment, anyway?
An investment is anything that you buy for the purpose of deriving greater
value than you spent to acquire it. Yes, yes, stocks and bonds are good exam-
ples; you buy them, they go up in value, and you sell them. But you can think
of some other examples that aren’t so . . . already in this book. A house that
you buy for the purpose of generating income is a good example of an invest-
ment: You buy it, you generate revenue as its renters pay their rent, and after
the house goes up in value, you sell it. (Your own home usually isn’t consid-
ered an investment.)

Analyzing interactions between people

Because money places an absolute value on transactions that take place, you
can very easily measure not only these transactions but also all of several
potential options in a given decision. In other words, you can measure the
outcome of a decision before it’s made, thanks to corporate finance. That’s
the second thing that makes corporate finance a very unique study: It ana-
lyzes the value of interactions between people, the value of the actions taken,
and the value of the decisions made and then compiles that information into
a single agglomerate based on professional interconnectedness in a single
corporation.

This analysis allows you to measure how effectively you’re making decisions
and optimize the outcome of future decisions you’ll have to make. The deci-
sions that corporations make tend to have very far-reaching consequences,
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influencing the lives of employees, customers, suppliers, partners, and the
greater national economy, so ensuring that a corporation is making the cor-
rect decisions is of the utmost importance. Corporate finance allows you to
do this, so if you have a favorite corporation, hug the financial analysts next
time you see them (or maybe just send a cookie bouquet; you might freak
someone out if you just randomly starting hugging people).

Recognizing How Corporate
Finance Rules Your Life

Unless you're in a rare minority who live “off the grid” (secluded and self-
sufficient), nearly every aspect of your life is strongly influenced, directly or
otherwise, by corporate finances. The price and availability of the things you
buy are decided using financial data. Chances are high that your job relies
on decisions made using financial data. Your savings and investments all
rely quite heavily on financial information. Your house, car, where you live,
and even the laws in your area are all determined using financial information
about corporations.

From the very beginning, a corporation needs to decide how it will fund its
start-up, the time when it first begins purchasing supplies to start operating.
This single decision decides a significant amount about the corporation’s
costs, which, in turn, decide a lot about the prices it will charge. Where it
sells its goods depends greatly on whether the corporation can sell its goods
at a price high enough to generate a profit after the costs of production and
distribution, assuming that competitors can’t drive down prices in that area.
The number of units that the corporation produces depends entirely on how
productive its equipment is, and the corporation will only purchase more
equipment if doing so doesn’t cost more than the corporation will be able to
make in profits.

These factors affect your job, too; the corporation will hire more people who
add value to the company only if it’s profitable to do so. Where your job is
located will depend greatly on where in the world it’s cheapest to locate
operations related to your line of work. The decision to outsource your job to
some other nation depends entirely on whether that role within the company
can be done more cheaply elsewhere, without incurring risks that are too
expensive. That’s right, even risk can be measured mathematically in finan-
cial terms.

You're probably thinking to yourself, “But that’s only my work life. Surely
corporate finance has no influence on my personal life.” Well, besides con-
trolling how much you make, what you can afford, what your job is, and
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where you work, corporations have this habit of also financially assessing
government policy. When a proposed law (called a bill) is introduced, corpo-
rations determine what its financial impact will be on them. They also assess
whether a law that exists (or doesn’t exist) has a financial impact on corpora-
tions. If the impact is greater than the cost of hiring a lobbyist in Washington,
D.C,, they’ll hire a lobbyist to pressure politicians into doing what they want.
This effort includes campaign contributions, marketing on behalf of the politi-
cian, and more. Going even as big as international relations between nations,
a single large corporation can bring an entire global industry to a stop by
convincing the right people that one nation is selling goods at a price lower
than cost, which causes political conflict between nations. This scenario has
happened multiple times in the past, with the majority of claims being made
by U.S. companies, and it can easily happen again.

Every aspect of your life is influenced in some way by the information
derived from corporate finance. Money is a measure of value, and you are
valuable, so nearly everything that makes you who you are can be measured
in terms of money. If it can be measured in terms of money, decisions will be
made in terms of money. If you're not the one making those decisions, you
should probably be asking yourself who is.

Becoming Proactive About
Corporate Finance

Because corporate finance plays such a critical role in your life, you should
certainly ask how you can be more proactive about understanding and, if at
all possible, managing corporate finance to your own benefit. Asking how

to manage those influences on your life is a fair question if ever there was
one. Ignoring the obvious conflict of interest, you're actually on the right
path by beginning to read this book. By that, [ don’t mean simply owning a
book; as thrilled as [ am that you've purchased this book — and I certainly
hope you decide to buy many more copies for friends and family — you have
to actually read it in order to learn something. The point is that before you
can actually become financially proactive for yourself, your business, or a
corporation, you first have to understand the basics. That’s where this book
comes into play: This is an introductory book designed to help you develop
an understanding of how corporate finance works.

After you grasp the basics, you can begin to actually apply the information to
your own life. You can find out what specific corporations (possibly the one
where you work) are doing that influence your life, measure how well they’re
doing, and predict what may happen in the future. Corporate executives work
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with methods and tools that are freely available to the public, so understand-
ing exactly what they’re looking at and the actions they’re likely to take in
response helps you anticipate what’s going to happen. It also helps give you
the tools to manage your own professional life, as well as your finances, more
effectively. Maybe not quite as well as the professionals — not without a
more advanced understanding and some practice — but you’re definitely on
your way.



