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O O In order to produce goods and services, all firms——small and large——need capital. Thebuildings,
machinery, and other intermediate inputs used in the production process arecalled physical capital The stocks,
bonds, and loans used to finance the acquisition of thephysical capital are called financial capital.(] [J The first
decision any firm must make is what businesses it wants to be in. This iscalled strategic planning. Because strategic
planning involves the evaluation of costs andbenefits spread out over time, it is largely a financial decision-making
process.[] [0 Often a firm will have a core business defined by its main product line, and it maybranch out into
related lines of business. For example, a firm that produces computer hard-ware may also choose to produce the
software. It may also choose to service computers.[] [ A finns strategic goals may change over time, sometimes
quite dramatically. Somecorporations enter into businesses that are seemingly unrelated to each other. They
mayeven abandon their original core business altogether so that the companys name ceases tohave any connection
with its current business.[] [0 For example, ITT Corporation started out as a telephone company in 1920. Its
namestood for International Telephone and Telegraph. In the 1970s ITT became a large multi-national
conglomerate, operating a diverse set of businesses including insurance, muni-tions, hotels, bakeries, automobile
rentals, mining, forest products, and gardening productsin addition to telecommunications. During the 1980s, ITT
shed many of its businesses andfocused on operating hotels and casinos. By 1996 it had abandoned its original core
busi-ness of producing telephone equipment and telecommunication services.[J [J Once a firms managers have
decided whatbusinesses they are in, they must prepare aplan for acquiring factories, machinery, research
laboratories, showrooms, warehouses,and other such long-lived assets and for training the personnel who will
operate them all. This is the capital budgeting process.[1 [1 The basic unit of analysis in capital budgeting is an
investment project. The process ofcapital budgeting consists of identifying ideas for new investment projects,
evaluatingthem, deciding which ones to undertake, and then implementing them.J [0 Once a firm has decided
what projects it wants to undertake, it must figure out how tofinance them. Unlike capital budgeting decisions, the
unit of analysis in capital structuredecisions is not the individual investment project but the firm as a whole. The
starting pointin making capital structure decisions is determining a feasible financing plan for the firm.Once a
feasible financing plan has been achieved, the issue of the optimal financing mix canbe addressed.J O Firms can
issue a wide range of financial instruments and claims. Some are standard-ized securities that can be traded in
organized markets, such as common stock, preferredstock, bonds, and convertible securities. Others are
nonmarketable claims, such as bankloans, employee stock options, leases, and pension liabilities.[] [T A
corporations capital structure determines who gets what share of its future cashflows. For example, bonds promise
fixed cash payments, whereas stocks pay the residualvalue left over after all other claimants have been paid. Capital
structure also partiallydetermines who gets to control the company. In general, shareholders have control
throughtheir right to elect the board of directors. But often bonds and other loans include contrac-tual provisions,
called covenants, restricting the activities of management. These covenantrestrictions give the creditors some
control over the companys affairs.
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