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PREFACE

from the Authors

hen the three of us decided to write a book,
we were united by one strongly held princi-
ple: Corporate finance should be developed
in terms of a few integrated, powerful ideas.
We believed that the subject was all too often presented
as a collection of loosely related topics, unified primar-
ily by virtue of being bound together in one book, and
we thought there must be a better way.

One thing we knew for certain was that we didn’t
want to write a “me-too” book. So, with a lot of help,
we took a hard look at what was truly important and
useful. In doing so, we were led to eliminate topics of
dubious relevance, downplay purely theoretical issues,
and minimize the use of extensive and elaborate calcu-
lations to illustrate points that are cither intuitively ob-
vious or of limited practical use.

As a result of this process, three basic themes be-
came our central focus in writing Fundamentals of
Corporate Finance:

An Emphasis on Intuition We always try to separate
and explain the principles at work on a common sense,
intuitive level before launching into any specifics. The
underlying ideas are discussed first in very general
terms and then by way of examples that illustrate in
more concrete terms how a financial manager might
proceed in a given situation.

A Unified Valuation Approach We treat net present
value (NPV) as the basic concept underlying corporate
finance. Many texts stop well short of consistently inte-
grating this important principle. The most basic and im-
portant notion, that NPV represents the excess of market
value over cost, often is lost in an overly mechanical ap-
proach that emphasizes computation at the 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.

A Managerial Focus Students shouldn’t lose sight of
the fact that financial management concerns manage-
ment. 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 finance, and, where appropriate, the ap-
proximate, pragmatic nature of financial analysis is
made explicit, possible pitfalls are described, and limi-
tations are discussed.

In retrospect, looking back to our 1991 first edition
IPO, we had the same hopes and fears as any entrepre-
neurs. How would we be received in the market? At the
time, we had no idea that just 10 years later, we would be
working on a sixth edition. We certainly never dreamed
that in those years we would work with friends and col-
leagues from around the world to create country-specific
Australian, Canadian, and South African editions, an In-
ternational edition, Chinese, Polish, Portuguese, and
Spanish language editions, and an entirely separate book,
Essentials of Corporate Finance, now in its third edition.

Today, as we prepare to once more enter the market,
our goal is to stick with the basic principles that have
brought us this far. However, based on an enormous
amount of feedback we have received from you and your
colleagues, we have made this edition and its package
even more flexible than previous editions. We offer flex-
ibility in coverage, by continuing to offer a variety of
editions, and flexibility in pedagogy, by providing a
wide variety of features in the book to help students to
learn about corporate finance. We also provide flexibility
in package options by offering the most extensive col-
lection of teaching, learning, and technology aids of any
corporate finance text. Whether you use just the text-
book, or the book in conjunction with other products, we
believe you will find a combination with this edition that
will meet your current as well as your changing needs.

Stephen A. Ross
Randolph W. Westerfield
Bradford D. Jordan
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In Their Own Words . . .

Clifford W. Smith Jr. on Market
Incentives for Ethical Behavior

Ethics is a
topic that has
been receiving
increased
interest in the
business
community.
Much of this
discussion has

financially healthy firms. Firms thus have incentives to
adopt financial policies that help credibly bond against
cheating. For example, if product quality is difficult to
assess prior to purchase, customers doubt a firm’s claims
about product quality. Where quality is more uncertain,
customers are only willing to pay lower prices. Such firms
thus have particularly strong incentives to adopt financial
policies that imply a lower probability of insolvency.
Third, the expected costs are higher if information

been led by philosophers and has focused on moral
principles. Rather than review these issues, | want to
discuss a complementary (but often ignored) set of
issues from an economist’s viewpoint. Markets impose

about cheating is rapidly and widely distributed to

potential future customers. Thus information services
like Consumer Reports, which monitor and report on
product quality, help deter cheating. By lowering the
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every business student’s
education. For examples, see Chapterﬁ page 164; Chapter 7 page 210.‘




New! Calculator Hints These brief calculator tutorials have been added in selected
chapters to help students learn or brush up on their financial calculator skills. These
complement the just-mentioned Spreadsheet Strateg1es For examples see Chapter 5,
page 140; Chapter 6, page 168.

CALCULATOR HINTS
You solve present value problems on a financial calculator just like you do future
. value problems. For the example we just examined (the present value of $1,000 to
\. " be received in three years at 15 percent), you would do the following:

Enter

1,000

Solve for

Notice that the answer has a negative sign; as we discussed above, that's because it rep-
resents an outflow today in exchange for the $1,000 inflow later.

Concept Building Chapter sections are intentionally kept short to promote a step-
by-step, building block approach to learning. Each section is then followed by a series
of short concept questions that highlight the key ideas just presented. Students use
these questions to make sure they can identify and understand the most important
concepts as they read. See Chapter 1, page 12; Chapter 3, page 73 for examples.

Summary Tables These tables succinctly restate key principles, results, and

_equations. They appear whenever it is useful to emphasize and summarize a group of

related concepts. For examples, see Chapter 2, page 38; Chapter 7, page 208.

Labeled Examples Separate numbered and titled examples are extensively
integrated into the chapters as indicated below. These examples provide detailed
applications and illustrations of the text material in a step-by-step format. Each
example is completely self-contained so students don’t have to search for additional
information. Based on our classroom testing, these examples are among the most
useful learning aids because they provide both detail and explanation. See Chapter 2,
page 25; Chapter 4, page 116.

Building the Balance Sheet
A firm has current assets of $100, net fixed assets of $500, short-term debt of $70, and long-
term debt of $200. What does the balance sheet look like? What is shareholders’ equity? What
is net working capital?
In this case, total assets are $100 + 500 = $600 and total liabilities are $70 + 200 =
$270, so shareholders’ equity is the difference: $600 — 270 = $330. The balance sheet
would thus look like:

Assets Liabilities and Shareholders’ Equity
Current assets $100 Current liabilities $ 70
Net fixed assets 500 Long-term debt 200
Shareholders’ equity 330

Total liabilities and
Total assets $600 shareholders’ equity $600

Net working capital is the difference between current assets and current liabilities, or
$100 — 70 = $30.




Key Terms Key Terms are printed in blue type and defined within the text the first
time they appear. They also appear in the margins with definitions for easy location
and identification by the student See Chapter 1, page 0; Chapter 3, page 59 for
examples.

New! Explanatory Web Links These Web links are provided in the margins of the
text. They are specifically selected to accompany text material and provide students
and instructors with a quick way to check for additional information using the Intemet.
See Chapter 5 page 132; Chapter 7, page 218

A positive covenant is a “thou shalt™ type of covenant. It specifies an action that the

company agrees to take or a condition the company must abide by. Here are some
Want detailed information ~ examples
on the amount and terms
of the debt issued by a 1. The company must maintain its working capital at or above some specified
particular firm?
Check out their latest
financial statements

minimum level.

2. The company must periodically furnish audited financial statements to the lender

by searching SEC filings 3. The firm must maintain any collateral or security in good condition.
at www.sec.gov.

This is only a partial list of covenants: a particular indenture may feature many different
ones

Key Equations Called out in the text, key equations are identified by a blue
equation number. The list in Appendix B shows the key equations by chapter,
providing students with a convenient reference. For examples, see Chapter 5, page
131 Chapter 10, page 332,

Highlighted Concepts Tﬁroughout the text, important ideas are pulled out and
presented in a highlighted box—signaling to students that this material is particularly
relevant and critical for their understanding. See Chapter 4, page 1 14; Chdpter L

page 214.

The sustainable growth rate is a very useful planning number. What it illustrates is
the explicit relationship between the firm’s four major areas of concern: its operating ef-
ficiency as measured by profit margin, its asset use efficiency as measured by total as-
set turnover. its dividend policy as measured by the retention ratio. and its financial
policy as measured by the debt-equity ratio.

Given values for all four of these, there is only one growth rate that can be achieved
This is an important point, so it bears restating:

If a firm does not wish to sell new equity and its profit margin, dividend policy, fi-
nancial policy, and total asset turnover (or capital intensity) are all fixed, then there
is only one possible growth rate.

As we described early in this chapter. one of the primary benefits of financial plan-
ning is that it ensures internal consistency among the firm's various goals. The concept
of the sustainable growth rate captures this element nicely. Also, we now see how a fi-

nancial planning model can be used to test the feasibility of a planned growth rate. If

xiii



xiv

Chapter 5ummary and Conclusions Every chapter ends with a concise, but

' kthomugh summary of the important 1deas—~helpmg students review the key points
and providing closure to the chapter See Chapter 1, page 20; Chapter 5, page 150.

" ‘,Chapter Rewew and Self-'rest Problems Appeanng after the Summary and

Conclusion, each chapter includes a Chapter Review and Self-Test Problem sectmn
These questions and answers allow students to test their abilities in solving key

' ﬁproblems related to the chapter content and provide instant remforcement See
,Chapter 6. page 187 Chapter 10, page 340

Chapter Review and Self-Test Problems

10.1  Capital Budgeting for Project X Based on the following information for
Project X, should we undertake the venture? To answer. first prepare a pro forma
income statement for each year. Next, calculate operating cash flow. Finish the
problem by determining total cash flow and then calculating NPV assuming a
28 percent required return. Use a 34 percent tax rate throughout. For help, look
back at our shark attractant and power mulcher examples.

Project X involves a new type of graphite composite in-line skate wheel. We
think we can sell 6,000 units per year at a price of $1,000 each. Variable costs
will run about $400 per unit, and the product should have a four-year life

Fixed costs for the project will run $450,000 per year. Further, we will need
to invest a total of $1.250.000 in manufacturing equipment. This equipment is
seven-year MACRS property for tax purposes. In four years, the equipment will
be worth about half of what we paid for it. We will have to invest $1.150.000 in
net working capital at the start. After that, net working capital requirements will
be 25 percent of sales.

10.2 Calculating Operating Cash Flow Mont Blanc Livestock Pens, Inc., has pro-
jected a sales volume of $1,650 for the second year of a proposed expansion
project. Costs normally run 60 percent of sales, or about $990 in this case. The
depreciation expense will be $100. and the tax rate is 35 percent. What is the op
erating cash flow? Caleculate your answer using all of the approaches (including
the top-down, bottom-up. and tax shield approaches) described in the chapter.

Concepts Rewew and Crltlcal Thmkmg Gluestlons - This successful ef\d of- chapter ~

section facilitates your students’ knowledge of key prmmples as well as intuitive un-

; ~derstandmg of the chapter concepts. A number of the questions relate to the chapter-

opening vignette—reinforcing student critical-thinking skills and the learning of chapter

- material. For examples, see Chapter 1. page 20; Chapter3 page 86.

Concepts Review and Critical Thinking Questions

1.  Current Ratio What effect would the following actions have on a firm’s cur-
rent ratio? Assume that net working capital is positive.

. Inventory is purchased.

. A supplier is paid.

A short-term bank loan is repaid.

. A long-term debt is paid off early.

. A customer pays off a eredit account.

% Inventory is sold at cost.

g. Inventory is sold for a profit.

meon Tr

2 Current Ratio and Quick Ratio In recent years, Dixie Co. has greatly in-
creased its current ratio. At the same time, the quick ratio has fallen. What has
happened? Has the liquidity of the company improved?

3. Current Ratio Explain what it means for a firm to have a current ratio equal
to .50. Would the firm be better off if the current ratio were 1.50? What if it were
15.07 Explain your answers,

4. Financial Ratios Fully explain the kind of information the following financial
ratios provide about a firm:




Basic . If you apply the NPV criterion, which investment will you choose? Why?
(continued) . If you apply the IRR criterion, which investment will you choose? Why?
. If you apply the profitability index criterion, which investment will you
choose? Why?
. Based on your answers in (a) through (e). which project will you finally
choose? Why?
NPV and Discount Rates An investment has an installed cost of $412,670.
The cash flows over the four-year life of the investment are projected to be
$212.,817, $153,408, $102,389, and $72,308. If the discount rate is zero, what is
the NPV ? If the discount rate is infinite, what is the NPV? At what discount rate
is the NPV just equal to zero? Sketch the NPV profile for this investment based
on these three points.
Intermediate 5 NPV and the Profitability Index If we define the NPV index as the ratio of
(Questions 19-20) NPV to cost, what is the relationship between this index and the profitability
index?
Cash Flow Intuition A project has an initial cost of 7, has a required return of
R, and pays C annually for N years.
_ a. Find C in terms of / and N such that the project has a payback period just
equal to its life.
b, Find C interms of I, N, and R such that this is a profitable project according
to the NPV decision rule,
; ¢. Find € interms of /, N, and R such that the project has a benefit-cost ratio of
Challenge . 2.
(Questions 21-23) - ‘ Payback and NPV  An investment under consideration has a payback of seven
! years and a cost of $320,000. If the required return is 12 percent, what is the
worst-case NPV? The best-case NPV ? Explain.
Muitiple IRRs This problem is useful for testing the ability of financial cal-
culators and computer software. Consider the following cash flows. How many
different IRRs are there (hint; search between 20 percent and 70 percent)? When

hat’s On 4.1 Growth Rates  Go to guote.yahoo.com and enter the ticker symbol “IP” for In-
the Web? ternational Paper. When you get the quote, follow the “Research™ link. What is
the projected sales growth for International Paper for next y ? What is the pro-
jected earnings growth rate for next year? For the next five y: ? How do these
earnings growth projections compare to the industry, sector, and S&P 500 index?
Applying Percentage of Sales Locate the most recent annual financial state-
ments for Du Pont at www.dupont.com under the “Investor Center” link. Locate
the annual report. Using the growth in sales for the most recent year as the pro-
jected sales growth for next year, construct a pro forma income statement and
balance sheet.
Growth Rates You can find the home page for Caterpillar, Inc., at www,
'(_:mg;mm:,ggm Go to the web page. select “Cat Stock,” and find the most recent
annual report. Using the information from the financial statements, what is the
internal growth rate for Caterpillar? What is the sustainable growth rate?

S&P Problems
1 Equity Multiplier  Use the balance sheets for Amazon.com (AMZN), Bethle-

STAN DARD hem Steel (BS), American Electric Power (AEP), and Pfizer (PFE) to calculate
&POORS i the cquity mu.lliplic.r for c:lc_h”cnmpany over the most recent two years. Com-
o = D ment on any similarities or differences between the companies and explain how
these might affect the equity multiplier.
Inventory Turnover Use the financial statements for Dell Computer Corpora-
tion (DELL) and Boeing Company (BA) to calculate the inventory turnover for
each company over the past three years. Is there a difference in inventory turnover
between the two companies? Is there a reason the inventory turnover is lower for
Boeing? What does this tell you about comparing ratios across industries?
SIC Codes  Find the SIC codes for Papa Johns' International (PZZA) and Dar-
den Restaurants (DRI) on each company’s home page. What is the SIC code for
each of these companies? What does the business description say for each com-
pany? Are these companies comparable? What does this tell you about compar-
_ ing ratios for companies based on SIC codes?
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- This edmon of Fundamental s has more optlons than ever in terms of the textbook,
instructor supplements, student supplements, and multimedia products Mix and match
to create a package that is perfect for your coursei ’

_Textbook “As with the previous edition, we are offering two versions of this text,
both of which are packaged with an excmng student CD ROM (see descnptmn under
“Student Supplements”) .

. 0072469749 Standard Edmon (22 Chapters)
. 0072469870 Altemate Edltton (26 Chapters)

' lnstructor Supplements

Annotated Instructor’s Edition (AIE) ISBN 0072469870
All your teaching resources are tied together here! This h.mdy resource contains exten-
sive references to the Instructor’s Manual regarding lecture tips, ethics notes, Internet
freferences, mtemattonal notes, and the availability of teachmg PowerPoint slides. The

_ lecture tips vary in content and purpose-prov1dmg an alternative perspective on a sub-
ject, suggesting important points to be stressed, giving furthcr examples, Or recom-

~ mending other readings. The ethics notes present background on topics that motivate
classroom discussion of ﬁnance-related ethical issues. Other annotations include notes
for the Real-World Tips, Concept Questions, Self-Test Problems, End~of—Chapter Prob-

~ lems, Videos, references to the Cases in Finance text by Jim DeMello, and answers to

the end- of chapter problems - ~

Instructor S Manual ISBN 0072469900

prepared by Cheri Etling, Umversuy of Tampa *

A great place to find new lecture ideas! The IM has three main secnons The fxrst sec-
tion contains a chapter outline and other lecture materials designed for use with the An-
notated Instructor’s Edition. The annotated outline for each chapter includes lecture tips,
real-world tips, ethics notes, suggested PowerPoint slides, and when approprlate a
video synopsis. Detailed solunons for all end-of-chapter probiems appear in section two,
with selected transparency masters m secnon three.

Test Bank ISBN 0072469919 ‘
‘ prepdred by David Kuipers, Texas Tech Umversxty
Great format for a better testing process! The Sixth Edition Test Bank has been updated
- and reorganized to closely link with the text material. Each chapter is divided into four
~ parts. Part I contains questions that test the understandmg of the key terms in the book.
~ Part II includes questlone patterned after the Ieammg objecuves concept questions,
- chapter-opening vignettes, boxes, and highlighted phrases Part III contains multiple-
: chmce and truelfalse problems pattemed after the end—of—chapter questmns in basm '



mtennedlate ‘and challenge levels. Part v prov1des essay q testions to test prebl‘eihw '
solving skﬂls and rnore advanced understandmg of concepts ‘ L '

Computerlzed Testing Software ISBN 00‘72469862 ("Windows) . ,
Create your own tests in a snap! This software includes an easy- -to-use mcnu system‘
which allows quick access to all the powerful features available. The Keyword Search

~ option lets you browse ﬁ]mugh the quesuon bank for problems contammg a spec;ﬁc
- word or phrase. Password protection is available for saved tests or for the enme data- .

base. Quesuons can be added modlﬁed or deleted

, Transparency Acetates ISBN 0072469919 .
~ prepared by ( Cheri Etling, University of Tampa . _
'Add visuals to your lectures! This package includes over 300 Tea ’ng Transparenmes .

~ for use with this text. The acetates are supplemental exhxblts andexamples, in addmon‘ ; .

. seiected ﬁgures and tables from the text

‘ PowerPomt Presentatmn System ISBN 0072469803

prepared by Cheri Etlmg, University of Tampa '

- Customize our content for your course! This presentation has been thoroughly revxsed
to include more lecture-oriented slides, as well as exhibits and examples both from the
book and from outsnde sources. Applicable slides have Web links that take you dlrectly‘ c

_ to specific Internet sites, or a spreadsheet link to show an. example in Excel. You can '

also go to the Notes Page functmn for more tips | in presenting the s. If you a]ready
have PowerPoint installed on your PC, you have the ability to ed it, Or rearrange
the complete transparency presentatxon to meet your spec1ﬂc needs . -

Instructor’s CD-ROM ISBN 0072469927 . ,
Keep all the supplements in one pIdce' This CD contains all the necessary supple-

‘ments—Instructor’s Manual, Test Bank and PowerPoxnt—-aIl in one useful product n

an electromc format

~ Videos ISBN 0072469773 ' . ~ ;

- Completely new set of videos on hot toplcs’ McGraw—Hﬂlf[rwm produced a series of
finance videos that are 10-minute case studies on topics such as Financial Markets,
Careers, Rightsizing, Capltal Budgeting, EVA (Econcrmc Vaiue Added), Mergers and

- focquxsxtmns, and Internatxondl Fmance

Student Supplcments , ,
New! Self-Study Software CD—ROM ‘ .

Packaged free wnth every new copy of the book’ This CD—ROM for students commns '
many features to help students leam corporate ﬁnance ‘

» Self- Study software was prepared by David Kmpers, Texas Tech Umvcrsﬁy
With the self—study program, students can test their knowledge of one chapter or a
- number of chapters by using questions written speaﬁcally for (hIS text There arcat
. Ieast 100 quesncns per chapter ~ .
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Student Problem Manual ISBN 0072469765

prepared by Thomas Eyssell, University of Missouri-St. Louis

Need additional reinforcement of the concepts? This valuable resource provides stu-

dents with additional problems for practice. Each chapter begins with Concepts for Re-
view, followed by Chapter Highlights. These re-emphasize the key terms and concepts
in the chapter. A short Concept Test, averaging 10 questions and answers, appears next.
Each chapter concludes with additional problems for the student to review. Answers to
these problems appear at the end of the Student Problem Manual.

Ready Notes ISBN 0072469757

Improved listening and attention = improved retention! This innovative student sup-
plement, first introduced by Irwin, provides students with an inexpensive note-taking
system that contains a reduced copy of every transparency in the acetate package. With
a copy of each transparency in front of them, students can listen and record your com-
ments about each point instead of hurriedly copying the transparency into their note-
books. Ask your McGraw-Hill/Irwin representative about packaging options.

Tei:hnology Products

RWJ Home Page http://www.mhhe.cbm/rwj
Invaluable resource! This home page now includes a variety of features:

« Teaching Support The basic page includes basic product and author information,
an instructor resource section to find current events in finance and teaching tips,
and a student resources section with quizzes and other mterestmg links related to
corporate finance.

» Student Support Continue testmg your knowledge of corporate finance by
taking quizzes posted on the site. Also, learn about the companies you read about in
the book by linking to their homepages.

* On-line Learning Center The On-line Learning Center (OLC) under the

- Instructor Resource heading is a password-protected site for adopters of the book
only. This site includes the instructor’s supplements in an easy on-line format. Go
to this site to register for the password.

 PageOut! Preview us at www.mhhe.com/pagéout

Create a Web page for your course using our resources! This Web page generation soft-
ware, free to adopters, is designed to help professors develop Web pages for their courses.
In just a few minutes, a rich Web page will be created for you. Simply type your mater-
ial into the template provided, and PageOut instantly converts it to HTML—a universal
Web language. Next, choose your favorite of 16 easy-to-navigate designs, and your Web
homepage is created, complete with an online syllabus, lecture notes, and bookmarks.
You can even include a separate instructor page and an assignment page. PageOut offers

__enhanced point-and-click features, including a Syllabus Page that applies real-world links
_ to original text material, an automated grade book, and a discussion board where in-

structors and your students can exchange questions and post announcements.



