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FROM THE AUTHORS™

IN THE BEGINNING...

It was probably inevitable that the four of us would collabo-
rate on this project. Over the last 20 or so years, we have been
working as two separate “RWJ” teams. In that time, we man-
aged (much to our own amazement) to coauthor two widely
adopted undergraduate texts and an equally successful grad-
uate text, all in the corporate finance area. These three books
have collectively totaled more than 25 editions (and counting),
plus a variety of country-specific editions and international
editions, and they have been translated into at least a dozen
foreign languages.

Even so, we knew that there was a hcle in our lineup at the
graduate (MBA) level. We've continued to see a need for a
concise, up-to-date, and to-the-point product, the majority of
which can be realistically covered in a typical single term or
course. As we began to develop this book, we realized (with
wry chuckies all around) that, between the four of us, we have
been teaching and researching finance principles for well
over a century. From our own very extensive experience with
this material, we recognized that corporate finance introduc-
tory classes often have students with extremely diverse edu-
cational and professional backgrounds. We also recognized
that this course is increasingly being delivered in alternative
formats ranging from traditional semester-long classes to
highly compressed modules, to purely online courses, taught
both synchronously and asynchronously.

OUR APPROACH

To achieve our objective of reaching out to the many differ-
ent types of students and the varying course environments,
we worked to distill the subject of corporate finance down to
its core, while maintaining a decidedly modern approach. We
have always maintained that corporate finance can be viewed
as the working of a few very powerful intuitions. We also know
that understanding the “why” is just as important, if not more
so, than understanding the “how.” Throughout the develop-
ment of this book, we continued to take a hard look at what
is truly relevant and useful. In doing so, we have worked to
downplay purely theoretical issues and minimize the use of ex-
tensive and elaborate calculations to illustrate points that are
either intuitively obvious or of limited practical use.

Perhaps more than anything, this book gave us the chance
to pool all that we have learned about what really works in
a corporate finance text. We have received an enormous

ONFEEE TRIEER, iSRS, — R

amount of feedback over the years. Based on that feedback,
the two key ingredients that we worked to blend together here
are the careful attention to pedagogy and readability that we
have developed in our undergraduate books and the strong
emphasis on current thinking and research that we have
always stressed in our graduate book.

From the start, we knew we didn’t want this text to be en-
cyclopedic. Our goal instead was to focus on what students
really need to carry away from a principles course. After much
debate and consultation with colleagues who regularly teach
this material, we settled on a total of 20 chapters. Chapter
length is typically 30 pages, so most of the book (and, thus,
most of the key concepts and applications) can be realistically
covered in a single term or module. Writing a book that strictly
focuses on core concepts and applications necessarily in-
volves some picking and choesing, with regard to both topics
and depth of coverage. Throughout, we strike a balance by
introducing and covering the essentials, while leaving more
specialized topics to follow-up courses.

As in our other books, we treat net present value (NPV) as
the underlying and unifying conceptin corporate finance. Many
texts stop well short of consistently integrating this basic prin-
ciple. The simple, intuitive, and very powerful notion that NPV
represents the excess of market value over cost often is lost in
an overly mechanical approach that emphasizes computation
atthe expense of comprehension. In contrast, every subject we
cover is firmly rooted in valuation, and care is taken throughout
to explain how particular decisions have valuation effects.

Also, students shouldn’t lose sight of the fact that financial
management is about management. We emphasize the role
of the financial manager as decision maker, and we stress
the need for managerial input and judgment. We consciously
avoid “black box” approaches to decisions, and where appro-
priate, the approximate, pragmatic nature of financial analysis
is made explicit, possible pitfalls are described, and limitations
are discussed. ’

NEW TO THE 3RD EDITION

With our first two editions of Corporate Finance: Core
Principles & Applications, we had the same hopes and fears
as any entrepreneurs. How would we be received in the mar-
ket? Based on the very gratifying feedback we received, we
learned that many of you agreed with us concerning the need
for a focused, concise treatment of the major principles of cor-



porate finance.

In developing the third edition, one of the things we fo-
cused on was extensive updating. We wanted to be as current
as possible throughout the book. As a result, we revamped,
rewrote, or replaced essentially all of the chapter opening vi-
gnettes, in-chapter real-world examples, and The Real World
readings. We updated facts and figures throughout the book,
and we revised and expanded the already extensive end-of-
chapter material.

A list of the most important revisions to the third edition
is below:

_ Completely rewritten Chapter on Financial
. Statements and Financial Models
Revised and updated data and figures
- More Excel examples -
~ All new chapter openers

. All new problems at ends of chapters

- jMany new boxes _,
- New chapter on Raising Capital

P ‘Cumpletely rewritten International Corporate
. Finance chapter

‘Upriqted real examplés
- Mergers and Acquisitions moved to online

~ New materials on corporate governance and
-~ regulation, including Sarbanes-Oxley

~ Improved discussion of fi nancial ratios
e.g. EBITDAand EV

| "“H,V_Mnre examples

- New s.prqri‘irdgh;et applications

‘ "‘ijéw mét‘eriélr on ;rhe‘ frrﬂ payout Fiodal

: New matenal on global equity risk | premrums

o ‘Update to 2009
~ New material on the global market collapse

. New mgtgria_l ‘dn how to estimate the WACC
0 Updat'ed‘ eXamples

~ More Gt

. Changed Chapter trtle to underscore behavioral
‘ challanges . ’

“ Up‘dat_ed.d‘ata on capital structure

Chapter15:

Our attention to updating and improving also extended to
the extensive collection of support and enrichment materials
that accompany the text. Working with many dedicated and
talented colleagues and professionals, we continue to provide
supplements that are unrivaled at the graduate level (a com-
plete description appears in the following pages). Whether
you use justthe textbook, or the book in conjunction with other
products, we believe you will be able to find a combination
that meets your current as well as your changing needs.

—Stephen A. Ross
—Randolph W. Westerfield
—Jeffrey F. Jaffe
—-Bradford D. Jordan
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Introduction to Corporate
Finance

OPENING CASE

n 2008 and 2009, the U.S. government set up the $700 billion Troubled Asset Relief Program

(TARP) to help companies avoid bankruptcy due to the severe financial turmoil. The loans to

companies such as Bank of America and General Motors created unique governance prob-

lems. One such that received special attention was executive compensation. In June 2009,

Kenneth Feinberg was appointed as a Special Master for Compensation (better known as the
“Pay Czar”) and given broad powers over executive compensation for firms participating in the
TARP program.

In October 2009, Mr. Feinberg capped the salaries at the seven largest TARP companies at
$500,000. This group’s annualized total pay would be 50 percent lower than a year before through
reduced bonuses and options. Interestingly, 80 of the 136 employees affected actually had their base
salaries increased, including an average base salary increase of about 87 percent at Citigroup.

Some outside experts argued that the pay cuts were overstated. Many employees continued to

receive seven-figure pay packages, including one who received $9.9 million. Of the 136 employees’

whose paychecks were reviewed, 29 were on track to collect total 2009 pay of at least $5 million. The
discrepancy arose because the pay cut calculation depended in part on departures of certain highly
paid employees from the previous year.

The Pay Czar’s role in setting compensation limits is an unusual case in the U.S. of direct govern-
ment involvement in corporate decisions. Understanding how a corporation sets executive pay, and
the role of shareholders in that process, takes us into issues involving the corporate form of organiza-
tion, corporate goals, and corporate control, all of which we cover in this chapter.

1.1 WHAT IS CORPORATE FINANCE?

Suppose you decide to start a firm to make tennis balls. To do this you hire managers
to buy raw materials, and you assemble a workforce that will produce and sell finished
tennis balls. In the language of finance, you make an investment in assets such as inventory,
machinery, land, and labor. The amount of cash you invest in assets must be matched by an
equal amount of cash raised by financing. When you begin to sell tennis balls, your firm

CHAPTER




FIGURE 1.1

The Balance Sheet
Model of the Firm

PART 1 Overview

will generate cash. This is the basis of value creation. The purpose of the firm is to create
value for you, the owner. The value is reflected in the framework of the simple balance
sheet model of the firm.

The Balance Sheet Model of the Firm

Suppose we take a financial snapshot of the firm and its activities at a single point in time.
Figure 1.1 shows a graphic conceptualization of the balance sheet, and it will help intro-
duce you to corporate finance.

The assets of the firm are on the left side of the balance sheet. These assets can be
thought of as current and fixed. Fixed assets are those that will last a long time, such as
buildings. Some fixed assets are tangible, such as machinery and equipment. Other fixed
assets are intangible, such as patents and trademarks. The other category of assets, current
assets, comprises those that have short lives, such as inventory. The tennis balls that your
firm has made, but has not yet sold, are part of its inventory. Unless you have overproduced,
they will leave the firm shortly.

Before a company can invest in an asset, it must obtain financing, which means that it
must raise the money to pay for the investment. The forms of financing are represented
on the right side of the balance sheet. A firm will issue (sell) pieces of paper called debt
(loan agreements) or equity shares (stock certificates). Just as assets are classified as long-
lived or short-lived, so too are liabilities. A short-term debt is called a current liability.
Short-term debt represents loans and other obligations that must be repaid within one year.
Long-term debt is debt that does not have to be repaid within one year. Shareholders’ equity
represents the difference between the value of the assets and the debt of the firm. In this
sense, it is a residual elaim on the firm’s assets.

From the balance sheet model of the firm, it is easy to see why finance can be thought of
as the study of the following three questions:

1. In what long-lived assets should the firm invest? This question concerns the left side
- of the balance sheet. Of course the types and proportions of assets the firm needs
tend to be set by the nature of the business. We use the term capital budgeting to
describe the process of making and managing expenditures on long-lived assets.

Current
Net liabilities
working
capital
A
4
Total Value of Assets = Total Value of the Firm to Investors



