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Preface

@

For more information about
the text, visit the web site at
http://ehrhardt.swcollege.
com.

When we began planning this book, we had four goals in mind: (1) to create a book
that would help people make better financial decisions, (2) to motivate students by
demonstrating that finance is both interesting and relevant, (3) to make the book
clear enough for students to go through the material without wasting time trying to
figure out what we were trying to say, and (4) to provide a book that covers the core
material necessary for an introductory MBA course without all the other interesting-
but-not-essential material that is contained in most MBA texts. This last goal is the
main factor that differentiates Corporate Finance: A Focused Approach from the other
MBA texts.

Finance theory and applications have dramatically expanded during the last
decade, and so have finance textbooks, including some that we have written. As a
result, professors teaching the introductory MBA course must choose between
breadth and depth. They can assign most of the chapters in one of the existing
textbooks and teach finance as a survey course, going for breadth at the expense of
depth. Alternatively, they can cover fewer chapters (and parts of chapters), explore
them in depth, and ignore the remaining chapters. We learned from a review of
course syllabi that the vast majority of professors, including us, choose the second
alternative. Finance majors will probably cover much of the omitted material in later
courses, but non-majors end up having to buy a larger, more expensive book than
they need. Also, instructors must make difficult choices, including having to decide
what parts of selected chapters are most important. Drawing upon our own
classroom experience, we wrote Corporate Finance for those professors who want to
cover the critical finance topics in depth, but who do not want to require their
students to purchase chapters that will not be covered.

This book combines theory with practical applications. An understanding of
finance theory is essential if people are to develop and implement effective financial
strategies, and students also need a good working knowledge of the financial
environment. Therefore, the book begins with basic background information and
essential concepts, including the economic and financial environment, the time value
of money, the relationship between risk and return, and stock and bond valuation.
With this background, students can understand the specific techniques, decision
rules, and financial policies that are used to help maximize the value of the firm.
This structure has two important advantages:

1. The early coverage of risk analysis, discounted cash flow techniques, and valuation
permits us to use and reinforce these concepts throughout the book.

2. Students, even those who do not plan to major in finance, are generally interested
in stock and bond valuation. Because the ability to learn a subject is a function of
interest and motivation, and because Corporate Finance covers securities and mar-
kets early, the book’s organization is sound from a pedagogic standpoint.
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Intended Market and Use

Corporate Finance is designed for use in a one-term introductory MBA course. The
book can also be used in executive programs and as an undergraduate introductory
text with exceptionally good students.

Key Features and Topics

Following are some key features and topics in Corporate Finance:

1.

Supplementary Web materials. Over the years, financial researchers have
developed new theories, the financial markets have spawned many new types of
securities, consulting firms have developed new ways of thinking about financial
practices, computers have facilitated better ways of analyzing decisions, and
businesses have become increasingly global. Corporate Finance covers critical core
topics in depth in the printed text, but we also provide specialized reference
material in four-color Adobe PDF files on the textbook’s web site. Nine chapters
have these “Web Extensions.” This blending of a traditional print textbook with
e-book-like features provides supplemental materials that instructors may choose
to cover. In addition, the Web material gives students an enriched reference
library that will be helpful in later courses and in their careers.

Spreadsheet applications. Proficiency with spreadsheets is an absolute necessity
for all MBA students. With this in mind, we created Exce/ spreadsheets, called
“Tool Kits,” for each chapter to show how the calculations required in the chapter
are done with Exce/. The Tool Kit models include explanations and screen shots
that show students how to use many of the features and functions of Excel, making
the Tool Kits serve as self-taught tutorials on Excel.

. Web-based sources of data. Managers today must also know how to access key

financial information on the Internet. With this in mind, the text has numerous
links and explanations to help readers retrieve useful financial data. Indeed, the
book’s web site provides detailed “Web Safaris” that can guide readers to key
Web-based data sources.

Corporate valuation and corporate governance. Managers should strive to
maximize shareholder value, and this requires a focus on cash flow. Therefore,
Corporate Finance has a chapter that ties together free cash flow, corporate
valuation, value-based management, corporate governance, and incentive

compensation.

. Streamlined coverage of financial forecasting. The textbook flows seamlessly

from historical statements to ratio analysis and then on to financial forecasting.
The printed material in the text provides a simple but robust method for
projecting financial statements, future financing requirements, and stock prices,
while the Chapter 11 spreadsheet and Web Extension describe more refined
forecasting techniques.

Beta calculations. Chapter 3, which introduces risk, return, and the CAPM, also
demonstrates how beta is calculated for an actual company, Wal-Mart. (Betas are
discussed in the chapter.) Then, the Tool Kit uses Exce/ to estimate Wal-Mart’s
beta, and the web site includes two Web Safaris, one that shows how to obtain the
returns needed for the calculation and another that shows how to obtain
published betas from the Web if you do not want to calculate your own.

. Capital budgeting. Chapter 7 covers basic capital budgeting techniques, with an

emphasis on spreadsheet analysis. Chapter 8 covers cash flow estimation and risk
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analysis, using spreadsheet features such as data tables for sensitivity analysis and
the Scenario Manager for scenario analysis. Chapter 8 also includes a special Tool
Kit for simulation analysis, using an Excel/ Add-In graciously provided by
Professor Roger Myerson of Northwestern University. If an instructor so chooses,
he or she can have students simulate a capital budgeting project without the need
for a proprietary software package.

8. Capital structure. Chapter 13 blends capital structure theory and applications.
Drawing on both the corporate valuation model in Chapter 12 and the Hamada
model, the chapter analyzes the effects of changes in the capital structure.

9. Notation and symbols. Various notation and symbols are found in the literature.
We reviewed the book in a systematic manner and incorporated notation that is
most consistent with the modern literature. In particular, we use “r” (instead of
“k”) as the symbol for “returns” throughout the book and its related materials.

The Instructional Package: An Integrated
Approach to Learning

Corporate Finance includes a broad array of printed and Web-based ancillary materials
designed to enhance students’ learning and help instructors prepare for and conduct
classes. These ancillaries are included on the Instructor’s Resource CD-ROM, the

textbook’s web site, or both.

1. Instructor’s Manual. This comprehensive manual contains answers to all text
questions and problems, plus detailed solutions to the end-of-chapter Mini
Cases. It is available in print form as well as in Microsoft Word.

2. Mini Cases. Each chapter has a Mini Case that covers all the essential issues
presented in the chapters. These can be assigned as regular cases or used in class
as the basis for a case-oriented lecture.

3. PowerPoint Slides. We developed a set of PowerPoint slides that present graphs,
tables, lists, and calculations for use in lectures. The slides are actually based on the
Mini Cases, but they are self-contained in the sense that they can be used for
lectures regardless of whether students are assigned to read the Mini Cases. Copies
of these slides are on the Instructor’s Resource CD-ROM and the text’s web site.

4. Mini Case Spreadsheets. In addition to the PowerPoint slides, we provide Excel
spreadsheets that do the calculations required in the Mini Cases. These
spreadsheets are similar to the Tool Kit spreadsheets except (a) the numbers in
Mini Case models correspond to the Mini Case rather than the chapter
examples, and (b) we added some features that make it possible to do what-if
analysis on a real-time basis in class. We usually begin our lectures with the
PowerPoint presentation, but after we have explained a basic concept we “toggle”
to the Mini Case Excel file and show how the analysis is done in Excel.! For
example, when teaching bond pricing, we begin with the PowerPoint show and
cover the basic concepts and calculations. Then we toggle to the Exce/ sheet and
use a “what-if” graph to show how bond prices change as interest rates and time
to maturity vary. More and more students are bringing their laptops to class,
and they can follow along, doing the what-if analysis for themselves.

! Note: To toggle between two open programs, such as Excel and PowerPoint, hold the Alt key down and hit
the Tab key until you have selected the program you want to show.
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5. Web Safaris. As noted earlier, we became frustrated with our own searches on

10.

the Internet, so we created and put on the book’s web site a series of links that
keep us from having to reinvent the wheel. Each Web Safari has a specific goal,
such as finding the current spreads between Treasury bonds and risky bonds with
different ratings. The web site provides a hyperlink to the appropriate web site
(http://www.bondsonline.com in this example) and shows how to navigate to
the desired information. As noted earlier, we usually begin our lecture with
the PowerPoint presentation, but when we teach in a wired classroom we
occasionally “toggle” to a Web Safari and pull up data in real time.

. Test Bank. Although some instructors dislike multiple-choice questions, they do

provide a useful means for testing students on certain topics and making sure
that students are keeping up with the assignments. If they are used, it is
important that the questions be both unambiguous and consistent with the
lectures and assigned readings. To meet this need, we developed a Test Bank that
contains more than 1,200 class-tested questions and problems. It is available
both in print and on the Instructor’s Resource CD-ROM. Information regarding
the topic and degree of difficulty, along with the complete solution for all
numerical problems, is provided with each question.

The Test Bank is available in three forms: (a) in a printed book, (b) in
Microsoft Word files, and (c) as a computerized test bank, ExamView, which has
many features that make test preparation, scoring, and grade recording easy.
ExamView can automatically convert multiple-choice questions and problems
into free-response questions, and it can alter the sequence of test questions to
make different versions of a given test. The software also makes it easy to add to
or edit the existing test items, or to compile a test that covers a specific set of
topics. Of course, instructors who don’t want to use ExamView can instead cut
and paste questions from the Word files.

. End-of-chapter Spreadsheet Problems. Most chapters have a “Build a Model”

problem, where students start with a spreadsheet that contains financial data plus
instructions for solving a particular problem. The model is partially completed,
with headings but no formulas, so the student must literally build a model. This
structure guides the student through the problem, and it also makes it easy to
grade the work, since all students’ answers are in the same locations on the
spreadsheet. The partial spreadsheets for the “Build a Model” problems are on
the textbook’s web site, while the completed models are in files on the
Instructor’s Resource CD-ROM and on an Instructor’s portion of the web site.

. Cyberproblems. The text’s web site also contains “Cyberproblems,” which

require students to go to specific web sites and answer a series of questions.
These web site problems will be updated as needed to remain current. Answers
are available on the site restricted to registered Instructors.

Instructor’s Resource CD-ROM. This CD contains Word files for the
Instructor’s Manual and the Tést Bank, along with completed Excel models for the
“Build a Model” problems. Most materials are also available on the web site
restricted to registered instructors.

Finance Digital Case Library. More than 100 cases written by Eugene F.
Brigham and Linda Klein are now available via the Web, and new cases are
added every year. These cases are in a customized case database that allows
instructors to select cases and create their own customized casebooks. Most of
the cases have accompanying spreadsheet models that, while not essential for
working the case, do reduce number crunching and thus leave more time for
students to consider conceptual issues. The models also show students how
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computers can be used to make better financial decisions. Cases that we have
found particularly useful for the different chapters are listed in the end-of-
chapter references.

All of the cases, case solutions, and spreadsheet models can be previewed by
professors at the Finance Case web site via http://ehrhardt.swcollege.com
with proper access. For professorial access, contact your sales representative.

11. Technology Supplement. This ancillary contains tutorials for five commonly used
financial calculators and for Microsoft Excel, Lotus 1-2-3, and PowerPoint. The
calculator tutorials cover everything a student needs to know about calculators to
work the problems in the text. We provide the tutorials for selected calculators
as a part of our course pack. The rather large manuals that accompany most
calculators intimidate some students, and they find our 12-page, course-specific
tutorials far easier to use. The spreadsheet tutorials teach students the basics plus
some advanced spreadsheet features, and they prepare students to work with the
specific finance models provided in the Tool Kits. Finally, the PowerPoint
tutorial is useful to students who must make presentations or to instructors who
want to make slides for use in their lectures.

12. Finance NewsWire. A problem inherent in printed textbooks is keeping them
current in a constantly changing world. When an Enron goes bankrupt, or the
Nasdaq crashes, it would be useful to relate these events to the textbook. The
World Wide Web can help us keep up-to-date. Adopters of Corporate Finance
will have access to a South-Western web site that provides summaries of recent
articles in The Wall Street Journal, Business Week, and other business publications,
along with discussion questions and references to the text. This helps
incorporate late-breaking news into classroom discussions. Instructors can also
use the accompanying questions for quizzes and/or exams.

13. Study Guide. This supplement outlines the key sections of each chapter, and it
provides students with a set of questions and problems similar to those in the text
and in the Test Bank, along with worked-out solutions. Instructors seldom use the
Study Guide themselves, but students often find it useful, so we recommend that
instructors ask their bookstores to have copies available. Our bookstore generally
has to reorder it, which attests to its popularity with students.
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Special thanks are due to Fred Weston, Myron Gordon, Merton Miller, and
Franco Modigliani, who have done much to help develop the field of financial
management and who provided us with instruction and inspiration; to Roy Crum,
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greatly with all phases of text development, production, and marketing.

- Errors in the Text

- Conclusion

At this point, authors generally say something like this: “We appreciate all the help
we received from the people listed above, but any remaining errors are, of course,
our own responsibility.” And in many books, there are plenty of remaining errors.
Having experienced difficulties with errors ourselves, both as students and as
instructors, we resolved to avoid this problem in Corporate Finance. As a result of our
error detection procedures, we are convinced that the book is relatively free of
mistakes.

Partly because of our confidence that few such errors remain, but primarily
because we want to detect any errors in the textbook that may have slipped by so we
can correct them in subsequent printings, we decided to offer a reward of $10 per
error to the first person who reports it to us. For purposes of this reward, errors in the
textbook are defined as misspelled words, nonrounding numerical errors, incorrect
statements, and any other error that inhibits comprehension. Typesetting problems
such as irregular spacing and differences in opinion regarding grammatical or
punctuation conventions do not qualify for this reward. Also, given the ever-changing
nature of the World Wide Web, changes in Web addresses do not qualify as errors,
although we would appreciate reports of changed Web addresses. Finally, any
qualifying error that has follow-through effects is counted as two errors only. Please
report any errors to Michael C. Ehrhardt at the e-mail address given below.

Finance is, in a real sense, the cornerstone of the free enterprise system. Good
financial management is therefore vitally important to the economic health of
business firms, hence to the nation and the world. Because of its importance,
corporate finance should be thoroughly understood. However, this is easier said than
done—the field is relatively complex, and it is undergoing constant change in
response to shifts in economic conditions. All of this makes corporate finance
stimulating and exciting, but also challenging and sometimes perplexing. We
sincerely hope that Corporate Finance: A Focused Approach will help readers understand
and solve the financial problems faced by businesses today.
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