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In finance, our goal is to create wealth. This is done by providing customers with the
best product and service possible, and it is the market response that determines
whether we reach our goal. We are very proud of the market reaction to
Foundations of Finance; the market’s response has been overwhelming. With its suc-
cess comes an even greater responsibility to deliver the finest possible textbook and
supplementary package possible. We have done this with a 2-pronged approach of
refinement, based upon users’ comments, and of remaining the innovative leaders in
the field, focusing on value-added innovations.

Foundations of Finance has gained the reputation for being ‘intuitive’—allowing
the reader ‘to see the forest through the trees’—and ‘lively and easy to read.” In the
fourth edition of Foundations of Finance, we have tried to build upon these
strengths, introducing the latest concepts and developments in finance in a practical
and intuitive manner.

Pedagogy That Works

This book provides students with a conceptual understanding of the financial deci-
sion-making process, rather than just an introduction to the tools and techniques of
finance. For the student, it is

all too easy to lose sight of the
logic that drives finance and
focus instead on memoriz-

Ten Principles That Form the Foundations
of Financial Management
To the first-time student of finance, the subject matter may seem like a collection of

unrelated decision rules. This could not be further from the truth. In fact, our deci-
sion rules, and the logic that underlies them, spring from 10 simple principles that
do not require knowledge of finance to und d. However, although it is not nec-
essary to understand finance in order to und d these principles, it is y
to understand these principles in order to understand finance. Keep in mind that
although these principles may at first appear simple or even trivial, they provide the
driving force behind all that follows. These principles weave togeth pts and
techniques presented in this text, thereby allowing us to focus on the logic underly-
ing the practice of financial management.

ing formulas and procedures.
As a result, students have a
difficult time understanding
the interrelationships among
the topics covered. Moreover,
later in life when the prob-
lems encountered do not
match the textbook presenta-
tion, students may find
themselves unprepared to

The Risk-Return Trade-off—We Won't Take on Additional Risk Unless We Expect to
Be Compensated with Additional Retum

At some point we have all saved some money. Why have we done this? ‘The answer
is simple: to expand our future consumption opportunities. We are able to invest
those saving and earn a return on our dollars because some people would rather

OOIJECTIVE

abstract from what they
learned. To overcome this problem, the opening chapter presents 10 underlying
principles of finance, which serve as a springboard for the chapters and topics that
follow. In essence, the student is presented with a cohesive, interrelated perspective
from which future problems can be approached.

With a focus on the big picture, we provide an introduction to financial decision
making rooted in current financial theory and in the current state of world eco-
nomic conditions. This focus is perhaps most apparent in the attention given to the
capital markets and their influence on corporate financial decisions. What results is
an introductory treatment of a discipline rather than the treatment of a series of iso-
lated problems that face the financial manager. The goal of this text is not merely to
teach the tools of a discipline or trade but also to enable students to abstract what is
learned to new and yet unforeseen problems—in short, to educate the student in
finance.




!nnovations and Distinctive Features
in the Fourth Edition

Part-opening Interviews with Business Professionals

The§e give students in-the-trenches insights into the application of theory to prac-
tice in the real world and provide perspective for anyone who is planning a career
in business.

Lessons Learned from the Downfall
of Enron

Three new boxes have been introduced
in Chapter 1, along with boxes in
Chapters 3, 6, and 11, dealing with
lessons learned from the downfall of
Enron.

Excel Spreadsheets

Excel spreadsheets have been
introduced to move money through
time, deal with valuation of financial
assets, and evaluate capital budgeting
projects. These spreadsheet solutions
are integrated throughout the text
with spreadsheet problems now
appearing at the end of various
chapters, where appropriate.

Options in Capital Budgeting

A new section on options in capital
budgeting has been added to
Chapter 10.

Introduction of an Integrated
Learning System

The text is organized around the learn-
ing objectives that appear at the begin-
ning of each chapter to provide the
instructor and student with an easy-to-
use integrated learning system.
Numbered icons identifying each
objective appear next to the related
material throughout the text and

in the summary, allowing easy
location of material related to each
objective.

Real-World Opening Vignettes

Each chapter begins with a story about a current, real-world company faced with a
financial decision related to the chapter material that follows. These vignettes have
been carefully prepared to stimulate student interest in the topic to come and can
be used as a lecture tool to provoke class discussion.



Pause and Reflect

In-text inserts appear throughout and focus the
student’s attention on ‘the big picture.” These
inserts help students identify the interrelationships
and motivating factors behind core concepts.

What'’s Ahead

Pause a Reflect
-

How much must we deposit inan 8 percent savings account
at the end of each year to accumulate $5,000 at the end of 10 years? Substituting the
values FVy, = $5,000, # = 10, and i = 8 percent into equation (5-8), we find

10-1

$5,000 = PMT 2 (1 +.08f | = PMT(FVIFAgy, 10y:)

=0
$5,000 = PMT(14.487)

$5,000 _
14.487 PMT
$345.14 = PMT

Thus, we must deposit $345.14 per year for 10 years at 8 percent to accumulate

§5,000.

Extensive Coverage of Ethics

Ethics is covered as a core principle
and Ethics in Financial Management
boxes appear throughout. These
show students that ethical behavior is
doing the right thing and that ethical
dilemmas are everywhere in finance.

As we learned in Prindple 10: Ethical Behavior is Doing
the Right Thing, and Ethical Dilemmas Are Everywhere
in Finance. the bl for truth
does percolate—why do bright and experienced people
ignore it? For even if the truth is known only within the
confines of the company, it will out. Circumstances
beyond even the best manager’s control take over once
the chance has passed to act on the moment of truth.
Johns Manville learned of the “crunching” lungs of
asbestos workers in the 1930s, as reflected in the min-
utes of its board meetings. Instead of working on prod-
uct development, warnings or even safety equipment,
the company forged onward with a strategy of trying to
keep the scientific community from disclosing its find-
ings and of limiting the i bers of plaintiff:

These features allow students to preview what’s
coming up in the chapter. They include real-world
examples to help students understand the relevance
of the concepts to the financial world.

Integrated Examples

These provide students with real-world
examples to help them apply the concepts
presented in each chapter.

The Financial Downside to Poor Ethical Behavior

These cases all have several things in common. First,
their moments of truth came and went while the com-
panies took no action. Second, employees who raised
the issue were ignored, or, in some cases, fired. Third,
there were lawyers along for the ride, as they have been
with Ford and Firestone.

Never rely on a lawyer in these moments of truth.
Lawyers give controlling legal authority but are not par-
ticularly good at controlling damage. Lawyers shouldn't
make business decisions; moments of truth require man-
agers. More importantly, moments of truth require
managers with strong ethics who will do more than the
law requires and less than the law allows.

As a now infamous memo reveals, Ford and
F did not feel obligated to reveal to the US.

by settlements for silence.

Dow Corning didn’t deserve its bankruptcy or the
multibillion-dollar settlements for its silicone implants
because the science didn’t support the alleged dam-
ages. However, there was a moment of truth when
those implants, placed on a blotter, left a stain. The
company could have disclosed the possible leakage,
researched the risk, and warned doctors and patients.
Given the 9 I i on the 1l
many women would have chosen them despite the risk.
Instead, they sued because they were not warned.

Beech-Nut’s crisis was a chemical concoction instead .

of apple juice in its baby food products. Executives there
ignored an in-house chemist who tried to tell them they
were selling adulterated products. Kidder-Peabody fell
despite warnings from employees about a glitch in its
accounting system that was reporting bond swaps as
sales and income.

Transportation Department that certain tires were
being recalled in overseas markets. The companies
should have realized that it was not a question of
whether the recall would be reported, but by whom.

Do businesses ever face the moment of truth wisely?
One great example is James Burke, CEO of Johnson &
Johnson at the time of the 1982 Tylenol capsule scare.
The minute Tylenol was linked to the cyanide poison-
ings, Johnson & Johnson recalled and destroyed 31 mil-
lion bottles of the product, at a cost of $100 million, and
Mr. Burke bent over backward to deal openly and forth-
rightly with the media and public. The result was one of
the best crisis-management performances in history; the
company won back nearly all its customers.

Source The Wall Street Journal, "Manager's Joumal Ford-firestone Lesson
Heed the Moment of Truth, ~ September 11, 2000, page A44 Copyright ©
2000, Dow Jones & Company, Inc Reproduced with permisson of DOW
JONES & COINC in the format Textbook wa Copynight Clearance Center




What features of common stock indicate p in the corp
sus pnfcmd stock or bonds? i

Concept Checks

2. What are the two ways that a shareholder £ from ;

3. mx:mMM?,gWhmm mmiuwnofmmxmmow At the end of most major sections, concept

4 ifa ';.o,rpomuon Hecider 15 retaln v ..mnqs. whm will zm value of the checks highlight the key ideas just presented
market price actually decrease? and al

) s e Wi e low students to test their understanding

Back to the Foundations

These in-text inserts appear throughout

to allow the student to take time out and
reflect upon the meaning of the material just
presented. The use of these inserts, coupled
with the use of the 10 principles, keeps the
student focused on the interrelationships and
motivating factors behind the concepts.

of the material.

Back to the Foundations

vduingmmmnno& is no different from valuing preferred stock; only the pattem

~ of the cash flows changes. Thus, the valuation of common stock relies on the same
mwmdw’tw‘m Chapter 1 med!nnlmM pnhmdstod:

mz- The Time Value of Money—A Dollar Received Today is Worth More Than a
Dollar Received in the Future.

Principle 3: Cash—Not Profits—Is King.

[Determining the economic worth or value of an asset always relies on these
three principles. Without them, we would have no basis for explaining value. With
them, we can know that the amount and timing of cash, not earnings, drives

| value. Also, we must be rewarded for taking risk, otherwise, we will not invest,

Comprehensive Problem

It’s been 2 months since you took a position as an assi financial analyst at Caled Comprehensive

Products. Although your boss has been pleased with your work, he is still a bit hesitant about

unleashing you without supervision. Your next assignment mvolvcs both the calculation of End'of-Chapter PrOb'ems

the cash flows associated with a new investment under ideration and the evaluation of .

several mutually exclusive projects. Given your lack of tenure at Caledonia, you have been A comprehensxve problem appears at

asked not only to provide a recommendation, but also to respond to a number of questions >
aimed at judging your und ding of the c'-:,' |-budgeting process. The memorandum you the end Of almOSt CVCI’y chapter, covermg

received outlining your assignment follows:

TO:  The Assistant Financial Analyst
FROM: Mr. V. Morrison, CEO, Caledonia Products
RE: Cash Flow Analysis and Capital Rati

all the major topics included in that
chapter. This comprehensive problem
can be used as a lecture or review tool

We are considering the introduction of a new product. Currently we are in the 34-percent by the professor For the Student it
. )
project is expected to last 5 years and then, because this is somewhat of a fad project, to provides an opportunity to apply a“ the

marginal tax bracker with a 15-percent required rate of return or cost of capital. This
be terminated. The following information describes the new project:
Cost of new plant and equipment: $7,900,000
Shipping and installation costs: $ 100,000
Unit Sales Year Units Sold
1 70,000
2 120,000
3 140,000
a 80,000
5 60,000

Sales price per unit: $300/unit in years 1 through 4, $260/unit in year S
Variable cost per unit: $180/unit
Annual fixed costs: $200,000

Working-capital requirements: There will be an initial working-capital requirement of $100,000 just to
get production started. For each year, the total investment in net working capital will be equal to 10
percent of the dollar value of sales for that year Thus, the investment in working capital will inarease
during years 1 through 3, then dea ease in year 4 Finally, all working capital is liquidated at the

termination of the project at the end of year S

method: Use the simplified straight-line method over S years. It is assumed that the

The
plant and equipment will have no salvage value after S years

»

profits, total free cash flows, or total profits?
How does depreciation affect free cash flows?
How do sunk costs affect the determination of cash flows?

oo

Should Caledonia focus on cash flows or accounting profits in making our capital-
budgeting decisions? Should we be interested in incremental cash flows, incremental

concepts presented within the chapter in
a realistic setting, thereby strengthening
their understanding of the material.

Key Terms Identified in the Margins

Key terms are called out in the margin and highlighted in the text. They can also be
found in the glossary in the back of the book with definitions, making it easier for
the student to check their understanding of key terms. At the end of each chapter,
key terms are listed along with page numbers as a study checklist for students.



Financial Calculators

The use of financial calculators has been integrated throughout this text, especially
with respect to the presentation of the time value of money. Where appropriate,
calculator solutions appear in the margin.

Content Updating

In response to both the continued development of financial thought and reviewer
comments, changes have been made in the text. Some of these changes include:

Chapter 1 An Introduction to the Foundations of Financial Management—

The Ties That Bind

This chapter was revised to reflect the impact in the carry-back, carry-forward
change that resulted from the passage of the 2002 Economic Stimulus Plan.
Chapter 1 also has three boxes that focus on the impact and lessons learned from
the downfall of Enron. In addition, it has a new section that examines the impact of
the tragedies of September 11th on corporate finance.

Chapter 2 The Financial Markets and Interest Rates

Several changes are spread throughout this chapter in response to suggestions from
reviewers. The chapter opens with a review of the past five interest-rate cycles and
puts this in the context of the immediate past recession that began in March 2001.
It also examines how Federal Reserve monetary policy is related to the cost of capi-
tal through the opportunity cost of funds concept. The relationship between risk
and return (Principle 1) is clarified with the incorporation of sharper and more
complete graphics.

Interest rate levels and inflation rates over the 1981~2001 period are studied
within the context of explaining interest rate determinants. Total returns on large-
cap equities are reviewed over recent periods and are compared with returns on
fixed-income securities. The significant difference between real and nominal inter-
est rates is put into the context of a financial analyst's viewpoint on the subject.
Building nominal interest rates through the technique of risk premiums is illustrated
and reviewed through a comprehensive end-of-chapter problem. The difference
between internal and external corporate financing patterns is reviewed via recent
updated data.

Chapter 3 Understanding Financial Statements and Cash Flows

At the request of adopters, the presentation of free cash flows was significantly
revised to break the computations into smaller bite sizes to help the student grasp
this important but somewhat difficult concept. The result was a more intuitive pre-
sentation of the meaning and calculation of free cash flows.

Chapter 4 Evaluating a Firm's financial Performance

In the discussion on how to measure a firm’s liquidity and its efficient use of work-
ing capital, a section on understanding and computing a firm’s cash conversion period
was added.

Chapter 5 The Time Value of Money

The major changes in Chapter 5 revolve around the introduction of Excel spread-
sheets to move money through time. Now, in addition to presenting solutions to
time value of money problems with financial calculators and tabular solutions, the
student is introduced to a spreadsheet approach to solving time value of money

problems.

Chapter 6 The Meaning and Measurement of Risk and Return

To make it more relevant and interesting to students, we used a firm they would be
familiar with—The Gap—to illustrate the concepts and computations regarding
market risk.
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Chapters 7 Valuation and Characteristics of Bonds and 8 Valuation

and Characteristics of Stock

At the suggestion of practitioner reviewers, a new section on valuing a firm based on
the present value of free cash flows has been added. This is an approach that is fre-
quently used by investment bankers to value a company.

Chapter 9 Capital-Budgeting Techniques and Practice

The use of Excel spreadsheets to solve capital budgeting problems is introduced in
Chapter 9. In addition, the trial and error approach to solving IRR problems with
uneven free cash flows is deemphasized, and focus is now on the spreadsheet and
financial calculator approaches. A new ethics box has been introduced, as well, that
deals with the financial downside of poor ethical behavior, focusing on Johns
Manville, Dow Corning, Beech-Nut, Ford, and Firestone.

Chapter 10 Cash Flows and Other Topics in Capital Budgeting

Chapter 10 underwent a major revision. At the request of adopters, the calculation
of free cash flows now uses a more intuitive approach. The purpose of this change
is to make it easier for both the student to understand and the professor to teach. In
addition, a new section was added on options in capital budgeting.

Chapter 11 The Cost of Capital

The discussion of the cost of capital has been streamlined to increase student under-
standing and focus on the key issues that arise in evaluating a firm’s hurdle rate for
new investments. We provide additional emphasis on the growing importance of
the cost of capital as an element in the calculation of periodic firm performance
measures like Economic Value Added.

Chapter 12 Determining the Financing Mix

At the request of reviewers the chapter has been streamlined in several places, but
still retains the proper emphasis on the relationship between financial leverage use
and capital structure design. A quick but complete overview of capital structure
theory is included that does not stress the student and at the same time appeals to
practicing managers. Real-world discussions have been added that involve the
Coca-Cola Company, Harley-Davidson, Georgia-Pacific, and The Walt Disney
Company.

Chapter 13 Dividend Policy and Internal Financing

This chapter adds more actual company examples and discussions. These include
Starbucks Corporation, whose dividend choices are related to the “residual theory
of dividend policy”; Coca-Cola Company; a new example that focuses upon Harley-
Davidson’s dividend policy; Ford Motor Company; and The Walt Disney Company.
Several examples of stock repurchases are put forth.

Chapter 14 Financial Forecasting, Planning, and Budgeting

This is a new chapter placement for the materials covering financial forecasting,
planning, and budgeting. It is now the first of three chapters that discuss working-
capital management issues.

Chapter 15 Introduction to Working-Capital Management

The working-capital management chapter has been shortened and focuses on the
risk—return tradeoff and the analysis of current liabilities. The discussion of the
cash conversion cycle was moved up in the book to the chapter on financial state-
ment analysis.

Chapter 16 Liquid Asset Management
The current asset management chapter has been shortened through the streamlining
of the discussion of cash management. This change makes the chapter much more



accessible for beginner students and provides them with an appreciation of the trea-
sury function.

Chapter 17 International Business Finance
This chapter has been thoroughly revised to reflect changes in the international set-

ting, including changes in the European Union resulting from the introduction of the
Euro.

The Support Package

For the Student:

Study Guide Provides the following: An orientation of each chapter, along with an
outline of the important topics being addressed; sample problems for the student to
complete, with worked-out solutions; self-test questions (true/false and multiple
choice) with answers; a tutorial on understanding the internal rate of return; and an
in-depth self-teaching supplement on capital-budgeting techniques.

Companion Web Site at www.prenhall.com/keown. The Web site includes: online
quizzes for each chapter that enable students to test their skills and receive immediate
scoring; current events articles to help students see the relevance of text topics to
today’s news; and downloadable resources including PowerPoint presentations and
virtual financial calculators.

For the Instructor:

A Test Item File provides more than 1,400 multiple-choice, true/false, and short-
answer questions with complete and detailed answers. It is designed for use with the
Prentice Hall Custom Test, a computerized package that allows users to custom
design, save, and generate classroom exams.

NEW! TestGen EQ Testing Software This user-friendly program allows instructors
to custom design, save, and generate classroom tests. The software also permits
instructors to edit, add, or delete questions from the test bank; edit and create
graphics; analyze test results; and organize a database of tests and student results.
This new software provides many options for organizing and displaying tests along
with a search and sort feature. The software can prepare 25 versions of a single
test.

Companion Web Site offers academic support for facuity adopting this text. From

the Web site, at www.prenhall.com/keown, you can download supplements and

lecture aids such as instructor’s manuals, lecture notes, PowerPoint presentations,
problem and case solutions, and chapter outlines. Call your Prentice Hall
representative to get the necessary username and password to access these digital
supplements.

An Instructor’s Manual containing chapter orientations, prepared by the text
authors, which provide a useful point of departure for lectures; chapter outlines; and
solutions to all end-of-chapter questions.

PowerPoint Lecture Notes to accompany PowerPoint graphics. These provide
individual lecture outlines to accompany Foundations of Finance. They are class
tested and can be used as is or can be easily modified to reflect your specific
presentation needs.



An Instructor's Resource CD-ROM. This resource contains print and media
supplements including the Instructor’s Manual, Test Item File, and PowerPoints.
This enables faculty to customize supplements quickly and enjoy maximum
portability and accessibility.

For any teacher wanting information about the supplements, please contact the
Prentice Hall representative for your area. Also, feel free to call any of the authors
with any questions you may have.
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