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Preface

We wrote this book because so many of you told us of changes taking place
in your introductory finance classes. What we have learned, both from com-
ments and discussions we have had with you and from our own classes, is
that this course is increasingly the only finance course a majority of students
enrolled will ever take. In addition, a growing percentage of students in intro-
ductory finance classes do not have traditional pre-business backgrounds. Fi-
nally, time pressure during the term and the desire to integrate other materials
increasingly mean that only a limited number of chapters can be covered.

So what did we do about it?

We have always maintained that the subject of corporate finance can be
viewed as the working of a few very powerful intuitions. Based on the grati-
fying market feedback we have received over the last several years from our
first text, Fundamentals of Corporate Finance, many of you agree. We there-
fore decided to try and distill the subject down to its bare essentials (hence,
the name of this book), while retaining the same modern approach to fi-
nance. Our goal was to produce a text that conveys the most important con-
cepts and principles at a level that is approachable for the widest possible
audience in a package that realistically can be covered in a single term.

To accomplish our goal, we assembled a diverse panel of our colleagues
currently teaching introductory finance courses. We asked them to tell us
what should and what should not be included. Based on their feedback, we
eliminated some chapters on more specialized subjects altogether. We then

went through every remaining page, paring back where recommended and.

eliminating material not absolutely essential. We very consciously tried to
hold computation and mathematical formulations to the minimum needed to
convey key financial principles. This process led us to condense several sub-
ject treatments, such as capital budgeting, to single chapters. As a result,
Essentials provides a thorough survey in only 18 chapters.

Of course, we didn’t just cut and combine in producing Essentials. For
example, we learned from our reviewers (and our own teaching experience)
that a single chapter on time value of money just contains too much number
crunching and too many new concepts for a large percentage of students. We
therefore wrote two chapters on time value for Essentials to break the subject
into more manageable size and promote a building block approach. The first
chapter considers only the basics of compounding and discounting. With
these principles firmly in place, the second chapter expands to cover annu-
ities and other financial instruments. For similar reasons, we provide two
chapters on risk and return because the subject is so important and contains
so many new and novel ideas.

Xi
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Beyond this, to motivate various subjects and to illustrate the wide ap-
plicability and relevance of topics covered in the text, we created a new run-
ning series of boxes called Principles in Action. These appear in almost
every chapter throughout the text and discuss current subjects as diverse as
the recent attempted takeover of Chrysler to Shaquille O’Neill’s salary.

The Underlying Philosophy

As the 21st century approaches, the challenge of financial management is
greater than ever. In recent years, we have seen fundamental changes in fi-
nancial markets and instruments, and the practice of corporate finance con-
tinues to evolve rapidly. Often, what was yesterday’s state of the art is
commonplace today, and it is essential that our finance courses and finance
texts do not get left behind.

Rapid and extensive change place new burdens on those teaching corpo-
rate finance. It becomes much more difficult to keep materials up to date.
Further, the permanent must be distinguished from the temporary to avoid
following what is merely the latest fad. Our approach is to stress the modern
fundamentals of finance and make the subject come alive with contemporary
examples.

From our survey of existing introductory textbooks, this commonsense
approach seems to be the exception rather than the rule. All too often, the be-
ginning student views corporate finance as a collection of unrelated topics
which are unified by virtue of being bound together between the covers of one
book. In many cases, this perception is only natural because the subject is
treated in a way that is both topic oriented and procedural. Commonly, empha-
sis is placed on detailed and specific “solutions” to certain narrowly posed
problems. How often have we heard students exclaim that they could solve a
particular problem if only they knew which formula to use?

We think this approach misses the forest for the trees. As time passes,
the details fade, and what remains, if we are successful, is a sound grasp of
the underlying principles. This is why our overriding concern, from the first
page to the last, is with the basic logic of financial decision making.

Distinctive Features
Our general philosophy is apparent in the following ways:

An Emphasis on Intuition We are always careful to separate and explain the
principles at work on an 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 man-
ager might proceed in a given situation,

A Unified Valuation Approach Many texts pay only lip service to net pres-
ent value (NPV) as the basic concept of corporate finance and stop short of
consistently integrating this important principle. The most basic notion, that
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NPV represents the excess of market value over cost, tends to get lost in an
overly mechanical approach to NPV that emphasizes computation at the
expense of understanding. Every subject covered in Essentials of Corporate
Finance, from capital budgeting to capital structure, is firmly rooted in valu-
ation, and care is taken throughout to explain how particular decisions have
valuation effects.

A Managerial Focus Students won’t lose sight of the fact that financial
management concerns management. Throughout the text, the role of the finan-
cial manager as decision maker is emphasized, and the need for managerial
input and judgment is stressed. “Black box” approaches to finance are con-
sciously avoided.

In Essentials of Corporate Finance, these three themes work together to
provide a consistent treatment, a sound foundation, and a practical, workable
understanding of how to evaluate financial decisions. Because Essentials is
not a “me-too” book, we have, with extensive help from our colleagues across
the country, taken a hard look at what is really relevant and important for an
introductory class. This process led us to take a fresh, modern approach to
many traditional subjects. Along the way, we downplay purely theoretical is-
sues and associated mathematical formulations, and we avoid the use of
elaborate computations to illustrate points that are either intuitively obvious
or of limited practical use.

Intended Audience

This text is designed and developed explicitly for a first course in business or
corporate finance. The typical student will not have previously taken a
course in finance, and no previous knowledge of finance is assumed. Since
this course is frequently part of a common business core, the text is intended
for majors and nonmajors alike. In terms of background or prerequisites, the
book is nearly self-contained. Some familiarity with basic accounting princi-
ples is helpful, but even these are reviewed very early on. As a result, stu-
dents with very different backgrounds will find the text very accessible.

Attention to Pedagogy

In addition to illustrating pertinent concepts and presenting up-to-date cover-
age, Essentials of Corporate Finance strives to present the material in a way
that makes it coherent and easy to understand. To meet the varied needs of
the intended audience, Essentials of Corporate Finance is rich in valuable
learning tools and support, including:

1. Pedagogical Use of Color. Throughout Essentials, color is used
as a functional element in the discussion. In almost every chapter,
color plays an important, largely self-evident role. An example of
the pedagogical use of color follows.

xiii
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1% Part4  Capital Budgeting

To see why Investment A is not necessarily the better of the two invest-
ments, we've calculated the NPV of these investments for different required

returns:
Discoust Rats NPV(A} NeViB}
0% 360 00 $76.00
5 4313 s
10 2406 ne
15 178 1482
2 106 px]
5 163 -3

The IRR for A (24%]) is larger than the IRR for B {21%). However. if you
compare the NPVs, you'll see that which investment has the higher NPV de-
pends on our required return. B has greater total cash fiow, but it pays back
more stowly than A. As a result, it has a higher NPV at lower discount rates,

In our example, the NPV and ERR rankings conflict for some discount
rates. If our required return is 10 percent, for instance, then B has the higher
NPV and is thus the better of the two even though A has the higher return, If
our required return is 15 percent. then there is no ranking conflict: A is better.

The conflict between the IRR and NPV for mutually exclusive invest-
ments can be iilustrated by plotling their NPV profiles as we have done in
Figure 8.7 In Figure 87, notice that the NPV profiles cross at about
11 percent. Notice also that at any discount rate less than 11.1 percent, the
NPV for B is higher. In this range, taking B benefits us more than taking A,
even though A's IRR is higher. At any rate greater than 11.1 percent, Invest-
ment A has the greater NPV.

FIGUBRE o7 eyisy
NPV profiles for mutusly
wxchisive investments.

Ny vestment
Q B
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Principles in Action Boxes. This unique series of boxes appears
throughout the text. Each box takes a particular chapter issue and
shows how it is being used right now in everyday financial
decision-making.

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.

Summary Tables. These tables succinctly restate key principles,
results, and equations. They appear whenever it is useful to em-
phasize and summarize a group of related concepts.




A NI AN NI ANAS NI AN NI AN NI NPT NI NN NI NG I NP NI NP\

As we have seen in this section, estimating NPV is one way of assessing
the profitability of a prop i Itis inly not the only way
profitability is assessed, and we now turn to some alternatives. As we will
see, when compared to NPV, each of the ways of assessing profitability that
we examine is flawed in some key way; so NPV is the preferred approach in
principle, if not always in practice.

CONCEPT QUESTIONS )

8.1a What is the net present value rule?

B.1b If we say an investment has an NPV of $1,000, what exactly do we mean?

TABLE 49

3 of and L Iaternal Growth Rate

sustainable growth rates “w'*_h;nx:.
where ; .
.IA Return on wssets = Net income; Totel assets
-
- 10 retaine income

. BRI s s
. Sustsinable Growth Rate {
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5. Numbered 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 that 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. A small color icon signals the end of each
example.

EXAMPLE 1722  What's the Rate?
Ordinary tiles are often s

ated by multiplying 3 number

6. Key Terms. These are contained in each chapter and are printed
in teal the first time they appear. These terms are defined within
the text and also in the marginal definitions.

Average versus Marginal Tax Rates

In making financial decisions, it is frequently important to distinguish be
tween average and marginal tax

divided by your

come that goes

marginal tax rete would pay Ou ear r ® percentage tax r shown in
ble Table 2 E arginal ra other way, the tax r Table 2.3
apply to the part of income in the indicated range only, not all income.

7. Key Equations. These are called out in the text and identified by
equation numbers. The list in Appendix B shows the key
equations by chapter.

8. Highlighted Phrases. Throughout the text important ideas are
presented separately and printed in teal. Printing these phrases in
color not only draws attention to them, but also indicates their
importance to the students.

PSS AAATNS = NANAATTNS = NANAATTN S NNAAT NS A AAT NS \NAL NSt A NN S e \ NP e \ NN o\ A

financial manager acts in the

Given our observations, it follow
shareholders' best intere ns that increase the value of
the stock. The approprial manager in a corporation can

thus be stated quite easily

The goal of financial menagement in a corporation is to maximize the
current value per share of the existing stock

The goal of maximizing the value of the stock avoids the problems asso
ciated with the different goals we dis:
the criterion, a
mean that our goal is to maximize the current stock value

A N A AN N S ANAAA NS ANAA S AN S A AL\ e AN e AN e AN e A A S\

above. There is no ambiguity in

there is no short-run versus long-run issue. We explicitly
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9. Chapter Summary and Conclusion. These paragraphs review
the chapter’s key points and provide closure to the chapter.

I e g B el e i g i g Y e gl i P g W Y
14.39 SUMMARY AND CONCLUSIONS

The ideal mixture of debt und equity for a firm --its optimal capita} struc-
ture—is the one that maximizes the value of the firm and minimizes the
nveral) cost of capital. 1f we ignore taxes, financial distress costs, and any
other imperfections, we find that there is no ideal mixture. Under these cir-
cumstances. the firm's capita) structure is simply irrelevant

It we consider the effect of corporate taxes, we find that capitat struc-
ture matters a great deal. This conclusion is based on the fact that interest is
tax deductible and thus generates a valuable tax shield. Unfortunately, we also
find that the aptimal capital structare is 100 percent debt, which is not somme-
thing we chserve for healthy firms

We next introduced costs associated with bankruptcy. or, more gener-
atly, financial distress. These costs reduce the attractiveness of debt
financing. We concluded that an optimal capital structute exists when the net
tax saving from an additional dollar in interest just equals the increase in ex-
pected financial distress costs, This is the essence of the static theory of capi-
tal structure.

10. Chapter Review Problems and Self-Tests. Review and self-test
problems appear after the chapter summaries. Detailed answers to
the self-test problems immediately follow. These questions and
answers allow students to test their abilities in solving key
problems related to the content of the chapter.

%N'WWMWWW‘W’\I*’W\MW/\M

Chepter Review Problems and Seif-Test

4.1 EBIT and EPS  Suppose the GNR Corporation has decided in favor
of a capital restructuring that involves increasing its existing
$5 miliion in debt 10 325 million. The interest rate on the debe is
12 percent and is not expected to change. The firm currently has
[ million shares outstanding. and the price per share is $40. If the
restructuring is expected to increase the ROE, what is the minimum
levet for EBIT that GNR's management must be expecting? lgnore

1axes in your answer,

i e Y T Y g W e VY N U i V2 i P W VP N N OV N
Answers to Seli-Test Problems
143 To answer, we can calculate the break-even EBIT. At any EBIT

above this, the increased financial leverage will increase EPS. Under

the old capital structure, the interest bill is $5 miition X .42 =

$600.000. There are 1 million shares of stock. so, ignoring taxes,

EPS is (EBIT — $600,0004/1 million.

Under the new capital structure, the interest expense will be
$25 million X .12 = $3 miltion. Furthermore, the debt rises by $20
million. This amount is sufficient to repurchase $20 million/$40 =
SO0 shates of stock, leaving 500,000 outstanding. EPS is thus
(EBIT - $3 million)/500,000.

Now that we know how (o calcutate EPS under both scenarios, we
set them equal 1o each other and solve for the break -even EBJT:

(EBIT - $600.000)/t million = (EBIT - $3 million)/500,000
(EBIT — $600.000) = 2 x (EBIT — $3 miltion)
EBIT = §5.400,000

Check that, in either case. EPS is $4.80 when EBIT is $5.4 million.
142 According 1o M&M Proposition Hl (no taxes), the cost of equity is:

Re = Ra ¥ (Ry — Rpy X (D/E)
= 20% + (20% - 12%) x 2

= 364
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11. End-of-Chapter Questions and Problems. We have found that
many students learn better when they have plenty of opportunity
to practice. We therefore provide extensive end-of-chapter
questions and problems. The end-of-chapter support we provide
greatly exceeds what is typical in an introductory textbook. The
questions and problems are generally segregated into two levels—
Basic and Intermediate. All problems are fully annotated so that
students and instructors can readily identify particular types.
Throughout the text, we have worked to supply interesting problems
that illustrate real world applications of chapter material. Answers
to selected end-of-chapter questions appear in Appendix C.

Questions and Problems

1. The Financial Menagement Decision Process  What are the three Basic
types of financial management decisions? For each type of decision, ~ (Questions 1.6}
give an example of a business transaction that would be relevant.
2. Sols Proprietorships and Partaerships  What are the four primary
disadvantages to the sole proprietorship and partnership forms of
business organization? What benefits are there (o these types of
business organization as opposed to the corporate form?

the main reason that an agency relationship exists in the corporate

form of organization? In this context, what kind of problems can arise”?
1. Not-for-Profit Firm Goals  Suppose you were the financial manager intermadiate
of a not-for-profit business (a not-for-profin hospital. perhaps). What ~ (Questions 2-14
kinds of goals do you think would be appropriate?
8. Firm Gosis snd Stock Valwe [Evaluate the following statemen:
“Managers should not focus on the current stock value because doing
so will lead to an overemphasis on short-term profits at the expense
of long-term profits.”

ASTNP e ANAS NI NI NP atINNAL PN MI NPt NI ot AN et PP P\ P\t o \ PN e\
i P g S ¥ e B el 72 i ¥ et Vo e W W Gy

b. Evaluate the sensitivity of your base-case NPV 10 changes in

fixed costs
Chalenge 22.  Scemario Analysis  Consider a project 1o supply the highway
{Ouestions 22- 23 department of your state with 25.000 tons of rock salt annually o
drop on winter roads in your county. You will need an initiat

$1,250.000 i inp i 1o get the project

started: the project will fast for five years. The accounting

12. Indexes. This edition is divided into three types—name,
equation, and subject indexes.

Organization of the Text

We have found that the phrase “so much to do, so little time” accurately de-
scribes an introductory finance course. For this reason, we designed Essen-
tials of Corporate Finance to be as flexible and modular as possible. There
are a total of eight parts, and, in broad terms, the instructor is free to decide
the particular sequence. Further, within each part, the first chapter generally
contains an overview and survey. Thus, when time is limited, subsequent
chapters can be omitted. Finally, the sections placed early in each chapter are
generally the most important, and later sections frequently can be omitted
without loss of continuity. For these reasons, the instructor has great control
over the topics covered, the sequence in which they are covered, and the depth
of coverage.
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Essentials has a total of 18 chapters. The average chapter length is well
under 30 pages, so it is quite possible to cover the vast majority of the text in
a single term. Based on our experience, covering every single chapter in depth
might be a bit of a stretch, although it can certainly be done. However, we
have found that it is not difficult to cover all but one or two.

Part One of the text contains two chapters. Chapter 1 considers the goal
of the corporation, the corporate form of organization, the agency problem,
and, briefly, financial markets. Chapter 2 succinctly discusses cash flow ver-
sus accounting income, market value versus book value, and taxes. It also
provides a useful review of financial statements.

After Part One, either Part Two, on financial statements analysis, long-
range planning, and corporate growth, or Part Three, on time value and stock
and bond valuation, follows naturally. Part Two can be omitted entirely if de-
sired. After Part Three, most instructors will probably want to move directly
into Part Four, which covers net present value, discounted cash flow valu-
ation, and capital budgeting.

Part Five contains two chapters on risk and return. The first one, on
market history, is designed to give students a feel for typical rates of return on
risky assets. The second one discusses the expected return/risk tradeoff, and
it develops the security market line in a highly intuitive way that bypasses
much of the usual portfolio theory and statistics.

Part Six contains four chapters on long-term financing. The first covers
cost of capital. The second chapter describes ways businesses raise capital.
Venture capital, the role of investment banks, and the costs of going public are
emphasized. Because this chapter contains a good deal of descriptive mate-
rial, it can be assigned as outside reading if time is tight. The third chapter
covers leverage and capital structure. It also contains a brief discussion of the
bankruptcy process. The final chapter in Part Six covers dividends and divi-
dend policy.

Part Seven contains two chapters on short-term financial management.
The first is an introduction to the subject that emphasizes the cash cycle and
- the need for short-term planning. The second chapter provides greater detail,
covering essentials of cash, inventory, and receivables management. The sec-
ond chapter can be omitted as time constraints dictate.

Finally, Part Eight has a single chapter on international financial man-
agement. Because of the importance of this subject, we felt it should be in-
cluded. We designed the chapter to be a stand-alone treatment so that it can be
covered at almost any point in the term, not necessarily at the very end. For
example, it would come very naturally after discussing risk and return or af-
ter covering long-term financing.
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