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In the 1990s, the challenge of financial management is greater than ever. In
recent years, we have seen fundamental changes in financial markets and in-
struments, and the practice of corporate finance continues 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.
Fundamentals of Corporate Finance provides what we believe, and the market
has confirmed, is the first modern, unified treatment of financial manage-
ment that is suitable for introductory students.

The Underlying Philosophy

Rapid and extensive changes place new burdens on those teaching corporate
finance. On the one hand, it is much more difficult to keep materials up to date.
On the other, the permanent must be distinguished from the temporary to
avoid following what is merely the latest fad. Our solution is to stress the mod-
ern fundamentals of finance and to make the subject come alive with contem-
porary examples. As we emphasize throughout this book, we view the subject
of corporate finance as the working of a small number of integrated and very
powerful intuitions.

From our survey of existing introductory textbooks, including the ones we
have used, this commonsense approach seems to be the exception rather than
the rule. All too often, the beginning student views corporate finance as a col-
lection 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, emphasis 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 manager
might proceed in a given situation.

ix



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
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 ex-
pense of understanding. Every subject cavered in Fundamentals 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 Fundamentals 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.

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 assumed, but even these are reviewed very early on. The only other tool
the student needs is basic algebra. As a result, students with very different
backgrounds will find the text very accessible.

Coverage

From the start, Fundamentals of Corporate Finance contains innovative cov-
erage on a wide variety of subjects. For example, Chapter 4, on long-term fi-
nancial planning, contains a thorough discussion of the sustainable growth
rate as a planning tool. Chapter 9, on project analysis and evaluation, contains
an extensive discussion of how to evaluate NPV estimates. Chapter 10, on capi-
tal market history, discusses in detail the famous Ibbotson-Sinquefield study
and the nature of capital market risks and returns. Chapter 13, on selling se-
curities to the public, contains a modern, up-to-date discussion of [POs and
the costs of going public. “International Corporate Finance,” Chapter 21, in-
troduces the global economy. It covers key international relationships and
their valuation effects. Chapter 22, “Risk Management: An Introduction to
Financial Engineering,” presents material on this increasingly important topic
at a level appropriate for an introductory class.

This is just a sampling. Because Fundamentals of Corporate Finance is not
a “me-too” book, we have taken a very close look at what is likely to be relevant
in the 1990s, and we have taken a fresh, modern approach to many traditional
subjects. In doing so, we eliminated topics of dubious relevance, downplayed



purely theoretical issues, and minimized the use of extensive and elaborate
computations to illustrate points that are either intuitively obvious or of lim-
ited practical use.

Unlike virtually any other introductory text, Fundamentals of Corporate
Finance provides extensive real-world practical advice and guidance. We try
to go beyond just presenting dry, standard textbook material to show how to
actually use the tools discussed in the text. When necessary, the approximate,
pragmatic nature of some types of financial analysis is made explicit, possible
pitfalls are described, and limitations are outlined.

Attention to Pedagogy

In addition to illustrating pertinent concepts and presenting up-to-date cover-
age, Fundamentals 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, Fundamentals of Corporate Finance is rich in valu-
able learning tools and support, including:

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

216 PARTIV | Capital Budgeting

NPV profiles for mutually
exclusive investmenis 70

ProfectA Crossover point

o0 IR, = 24%
5 1 1 i
s mj‘ 15 N, 0
=10 |- 11.1% IRRy =21%

This example illustrates that whenever we have mutually exclusive pro-
jects, we shouldn't rank them based on their returns. More generally, anytime
we are comparing investments to determine which is best, IRRs can be mis-
leading. Instead, we need to look at the relative NPVs to avoid the possibility
of choosing incorrectly. R ber, we're ultimately interested in creating
value for the shareholders, so the option with the higher NPV is preferred, re-
gardless of the relative returns.

If this seems counterintuitive, think of it this way. Suppose you have two
investments. One has a 10 percent return and makes you $100 richer immedi-
ately. The other has a 20 percent return and makes you $50 richer immedi-
ately. Which one do you like better? We would rather have $100 than $50,
regardless of the returns, so we like the first one better.

(%)

EXA I\; PLE -7,7 Calculating the Crossover Rate

In Figure 7.8, the NPV profiles cross at about 11 percent. How can we deter-
mine just what this crossover point is? The crossover rate, by definition, is the
discount rate that makes the NPVs of two projects equal. To illustrate, sup-
pose we have the following two mutually exclusive investments:

Year Investment A Investment B
0 —5400 -$500
1 250 320
2 280 340

What's the crossover rate?
To find the crossover, first consider moving out of Investment A and into
Investment B. If you make the move, you'll have to invest an extra $100




2. “In Their Own Words” Boxes. This unique series of boxes appears
throughout the text. Each box is written by a distinguished scholar
or practitioner on key topics in the text. Boxes include essays by
Merton Miller on capital structure, Fisher Black on dividends, and
Roger Ibbotson on capital market history. A complete list of “In
Their Own Words” boxes appears on page Xxx.

PART! | Overview of Corporatc Finance

CHAPTER | | Tntroduction ta Corporate Finance
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for Ethical Behavior

mated costs, you take the action:
_nl not, you don’t. To focus this
let’s consider the

of this discussion has been led

by philosophers and has focused
on moral principles. Rather than
review these issues, I want 1o dis-

following specific choice: Sup-
pose you have a contract 1o
deliver a product of a specified
quality. Would you cheat by

quality to lower costs
m an attempt to increase profits?
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iewp Markets

impose pmenuglzy substantial
costs on'individuals and institu-
tions that engage in unethical
behavior. These market forces
thus provide important incen-
tives which foster ethical behav-
ior in the business ccmmumty
At its core, is the

implies that the
higher thie expected costs of
cheating, the more likely ethical
actions will be chosen. This
simple principle has several
implications.

First, the higher the proba-
bllnyof detection, the less likely

i 18 to cheat. This

study of making choices. I thus
want 10 hical behavior

mphcnncm helps us understand
msmut_wwal arrange-

simply as one choice facing an
individual. Economic analysis
soggests that in considering an
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ments for monitoring in the
‘marketplace. For example, a
company agrees to have its.

action, you identify its exp
costs and beénefits. If the estj-
maled benefits exceed the esti-

audited by
an external public accounting
firm. This periodic professional

monitoring increases the proba-
bility of detection, thereby re-
ducing any incentive to misstate
the firm's financial condition.
Second, the higher the sanc-
tions imposed if detected, the
less likely an individual is to

. cheat. Hence, a business trans-
-action that is expected 1o be

repeated between the same
parties faces a Jower probability
of cheating because the lost
profits from the foregone stream

. of future saies provide powerful

incentives for contract compli-
ance. However, if continued
corporate existence is more
uncertain, so are the expected
costs of foregone future sales.
Therefore firms in financial
difficalty are more likely to
cheat than financially healthy
firms. Firms thus have incen-
tives to adopt financial policies
that help credibly bond against
cheating. For example, if prod-

uct quality is difficult to assess .

priot to purchase, customers
doubt a firm's claims about prod-
uct quality. Where quality is
more uncertain, customers arc

only willing to pay lower prices.

Such firms thus have particu-
larly strong incentives to adopt
financial policies that imply a

by others. Ethical standards
also vary across markets. For
example, a payment that if
disclosed in the U.S. would be
labeled a bribe, might be viewed
as a standard business practice
in a third-world market. The

- costs imposed will be higher

the greater the consensus that

housewares does not always
work the same way in the anto
Tepair shop. A customer for a
man’s suit knows as much as
the salesperson about the prod-
uct. But many auto repair cus-
tomers know little about the
inner workings of their cars and
thus are more likely to uly on

lower probability of i 'was ploy in
Therefore such firms shoukihnve ishing and maintaini on Sears’s
lower leverage, fewer leascs, and - a reputation for ethical behavior  compensation policy resuited in
engage in more hedging. is & valuable corporate asset in recommendations of unneces-
Third, the expected costs are the business. community. This sary repairs to customers. Sears
higher if information about analysis suggests that a firm would not have had to deal with
cheating is rapidly and widcly concerned about the ethical its repair shop problems and the

distributed to potential future
customers. Thus information
services like Consumer Reports,
which monitor aad report on
product quality, help deter
cheating. By lowering the costs
for potential customers to moni-
tor quality, the expected costs
of cheating are raised.

Finally, the costs imposed in
a firm that is caught cheating
depend on the market's assess-
ment of the ethical breach. Some
actions viewed as clear trans-
gressions by some might be
vicwed as justifiable behavior

conduct of its employees should

pay careful attention to poten-
tial conflicts among the firm’s
tmapagement, employees, cus-
tomers, creditors, and share-
holders. Consider Sears, the
department store giant that was
found to be charging customers
for auto repairs of questionable
necessity. In an effort 1o make
the company more service ori-
ented (in the way that competi-
tors like Nordstrom are), Sears
initiated an across-the-board .
policy of commission sales. But
:what works in clothing and

consequent erosion of its reputa-
tion had it anticipated that its
commission sales policy would
encourage avto shop employees
to cheat its customers.
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3. 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.

T e

The dividend will grow by $1.84 over that period, Dividend growth is 2
subject we wili rerurn to in a later chapter.

CONCEPT QUESTIONS

S.1s What do we mean by the future value of an investment?

5.1b What does it mean to compound interest? How does compound
interest differ from simple interest?

S1c In general, what is the future. value of $1 invested at r per period
for 1 periods?

e s e i i el i e e i

4. 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.

e e

|'l' A B L E 25
Cask Flow Summary

. 'The cash flow identity
Cash flow from assets = Cash flow to creditors (bondhoiders)
+ Cash flow to stockholders (owners)
. Cash flow from assets
2 Cash flow from ussets = Opersting cash flow
= Net capital spending
~ Additions 1o net working capital (NWC)
where:
Operating cash flow = Earnings before interest and tazes (EBET)
+ Depreciation — Tases
Net capital spending w Ending net fixed asscts — Beginning net fixed assets
+ Depmtiation
Additions ta NWC = Ending NWC — Beginning NWC
Il Cash flow 10 creditors (bondhoidersy
Cash flow to creditors — Interest paid — Net new borrowing

IV. Casn flow to stockholders (owners)
Cash flow to stockholders = Dividends paid — Net new equity raised

e et ™ e s e P it el e et et ettt 7 Nt et vt~ e NI



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 infor-
mation. Based on our classrooom testing, these examples are among
the most useful learning aids because they provide both detail and
explanation. A small color bar signals the end of each example.

EXAMPLE | 87 Deceptive Advertising?

Recently, some businesses have becn advertising things like “Come try our
product. If you do, we'll give you $100 just for coming by If you read the
fine print, what you find out is that they will give you a savings certificate
that will pay you $100 in 25 years or so. If the going interest rate or such
certificates is 10 percent per year, how much are they really giving you today?

What you're actually getting is the present value of $100 to be paid in
25 years. If the discount rate is 10 percent per year, then the discount factor is:

1/1.1% = 1/10.8347 = .0923
This tells you that a dollar in 25 years is worth & little more than nine cents
today, assuming a 10 percent discount rate. Given this, the promotion is actually

paying you about 0923 X $100 = $9.23. Maybe this is enough 1o draw
customers, but it's not $100. |

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

e e e @ e e i ety

The quantity in brackets, 1/(1 + r), goes by several different names. Since
it's nsed to discount a future cash flow, it is often called a discount facior,
With this name, it is not surprising that the rate used in the calculation is often

discount rate called the discount rate. We will tend to call it this in talking about present
The rase used t¢ celcu- values. The quantity in brackets is also called the present value interest factor
late the present value of for §1 at r percent for ¢ periods and is sometimes abbreviated as PVIF(, £). Fi-
Juture cash flows. nally, calculating the present value of a future cash flow to determine its

worth today is commonly called discounted cash flow (DCF) valuation.

To illustrate, suppose you need 81,000 in three years, You can earn 15 per-
cent on your money. How much do you have to invest today? To find out, we
have to determine the present value of $1,000 in three years at 15 percent. We
do this by discounting $1,000 back three periods at 15 percent. With these
numbers, the discount factor is:

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 green. Printing these phrases in color not only
draws attention to them, but also indicates their importance to the
students.

ignored time value. There is a variation of the payback period, the discounted
discounted payback payback period, that fixes this particular problem. The discounted payback
period period is the length of time until the sum of the discounted cash flows is equal
The length of time required  to the initial investment. The discounted payback rule would be:
for an investment's i
discounted cash flows to Based on the discoﬁqtad:paych}c rule, an investment is acceptable if
its discounted payback is less than some prespecified number of years,

equal its initial cost.

To see how we might calculate the discounted payback period, suppose
that we require a 12.5 percent return on new investments. We have an invest-

ment that costs $300 and has cash flows of $100 per year for five years. To get




9. Chapter Summary and Conclusion. These paragraphs review the
chapter’s key points and provide closure to the chapter.

. e it

57 | SUMMARY AND CONCLUSIONS

This chapter has introduced you 10 the basic principles of preseni value and
discounted cash flow valuation. In it, we explain a number of things about the
time value of money, including:

1. For a given rate of return, the value at some point in the future of an
investment made today can be determined by calculating the future
value of that investrment.

2. The current worth of a future cash flow or series of cash flows can
be determined for a given rate of return by calculating the present
value of the cash flow(s) involved.

3. The relationship between present vaiue (PV) and future value (FV) for
a given rate r and time ¢ is given by the basic present value equation:

PV =BV + 1)
As we have shown, it is possible to find any one of the four
components (PV, FV,, r, 1) given the other three.
4, A series of constant cash flows that arrive or are paid at the end of

each period is called an ordinary annuity, and we deseribe seme useful
shortcuts for determining the present and future values of annuities.

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.

e i o ot i |

Chapter Review Problems and Self-Test

5.1  Calculating Future Values Assume you deposit $1,000 today in an
account that pays 8 percent interest. How much will you have in four
years? How much will you have if the 8 percent is compounded quar-
terly? How much will you have in 4/ years in this case? i

5.2  Calculating Present Values Suppose you have just celebrated your
19th birthday. A rich uncle set up & trust fund for you that will pay
you $100,000 when you turn 25, If the relevant discount rate is 11 per-
cent, how much is this fund worth today? i

5.3 Present Values with Multiple Cash Flows A first-round draft choice
quarterback has been signed to a three-year, $10 million contract. The
details provide for an immediate cash bonus of $1 million. The player
is to receive $2 million in salary at the end of the first year, $3 million
the next, and $4 million at the end of the last year. Assuming a 10 per-
cent discount rate, is this package worth $10 million? How much is

- it worth?

5.4 Future Value with Multiple Cash Flows  You plan to make a series of
dcposm in an interest-bearing account. You will deposit $1,000 today,
$2,000 in two years, and $8,000 in five years, If you withdraw $3,000
in three years and $5,000 in seven years, how much will you have
after eight years if the interest rate is 9 percent? What is the present
value of these cash flows?

Ll LR

Answers to Self-Test Problems
5.1 We need to calculate the future value of $1,000 at 8 percent for four
years. The future value factor is:

1.08¢ = 1.3605

The future value is thus $1,000 X 1.3605 = $1,360.50. If the 8 per-
cent is compounded quarterly, then the rate is actually 2 percent per
quarter. In four years, there are 16 quarters; so the future value factor
is now:

1.02" = 1.3728

The future value of your $1,000 is thus $1.372 80 in this case, which
is a little more than before because of the extra co:npoundmg Notice
that we could have calculated the EAR first:

EAR = (1 + .08/4)' — 1 = 8.24322%
The future value factor would then be:
10824322 = 13728

This is just as we calculated. To find the future value after 4! years,
we could either use the actual quarterly rate with 18 quarters or the
effective annual rate with 4.5 years. We'll do both:
Future value = $1,000 X ( l.02_)“
= $1,000 X 1.42825 = $1,428.25

Or:

Future value = $1,000 X (1.0824322)°° = $1,000 X 1.42825
$1.428.25

e e e i e e



11. End-of-Chapter Questions and Problems. We have found that many
students learn better when they have plenty of opportunity to prac-
tice. 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 pro-
blems are segregated into three levels—Basic, Intermediate, and
Challenge. 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. Calculating Payback What is the payback period for the

Basic
following set of cash flows? {Questions 1-20)

Year | Cubbiow
0 ~$2.000
1 800
2 600
3 900
4 300

2.  Calculating Payback An investment project provides annual cash
inflows of $750 per year for eight years. What is the project payback
period if the initial cost is $2,500? What if the initial cost is $5,000?
$7,500?

R R G
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 has conventional cash flows and a positive NPV. What do you know about
its payback? Its discounted payback? Its profitability index? Its IRR?

Explain. ;
intermediate 21.  Interpreting Payback
(Questions 21-30) a. Describe how the payback period is calculated, and describe the

information this measure provides about a sequence of cash flows.
What is the payback criterion decision rule?

b. What are the problems associated with using the payback period
as a means of evaluating cash flows?

¢. What are the advantages of using the payback period to evaluate
cash flows? Are there any circumstances where using payback
might be appropriate? Explain.

e e a g
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b. Find C in terms of /, N, and r such that this is a profitable project
according to the NPV decision rule.

¢, Find C in terms of /, N, and r such that the project has a
benefit/cost ratio of 1.5.

Challenge 31,  Payback and NPV An investment under consideration has a

(Gusations 31-93) payback of seven years and a cost of $70,000. If the required return is
16 percent, what is the worst-case NPV? The best-case NPV? Explain.

32.  Multiple IRRs This problem is useful for testing the ability of

financial calculators and computer software. Consider the following
cash flows. How many IRRs can there be? How many are there
(hint: search between 20 percent and 70 percent)? When should we
take this project?

12. Indexes for this edition are divided into four types—name, equation,
key term, and subject indexes. Entries from the two supplemental
chapters, “Options and Corporate Securities” and “Leasing’, are
included in these 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 Fun-
damentals of Corporate Finance to be as flexible and modular as possible.
There are a total of nine 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, sub-
sequent 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.

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 versus ac-
counting 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 mar-
ket 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 bypas\ses
much of the usual portfolio theory and statistics.

The first chapter of Part Six introduces long-term financing by discussing
the essential features of debt and equity instruments. Important elements of
bankruptcy and reorganization are covered briefly as well. The second chapter
in Part Six covers selling securities to the public with an emphasis on the role
of the investment banker and the costs of going public. Because both chapters
contain a fair amount of descriptive material, they can easily be assigned as
out-of-class reading as time constraints dictate.

Cost of capital, capital structure, and dividend policy are covered in the
three consecutive chapters of Part Seven. The chapter on dividends can be
covered independently, if desired, and the chapter on capital structure can be
omitted without creating loss of continuity.

Part Eight covers issues in short-term financial management. The first of
the three chapters is a general survey of short-term financial management,
which is very useful when time does not permit a more in-depth treatment.
The next two chapters provide greater detail on cash, credit, and inventory
management.



Last, Part Nine covers three important topics: mergers, international fi-
nance, and financial engineering. Supplemental chapters on Options and
Leasing are also available and can be packaged with the book. Our reviewing
and feedback indicated that the majority of Introductory courses run out of
time before reaching this material, so we decided to make these two chapters
available separately. Each of these supplements comes with the complete pro-
fessor and student support that accompanies the text. For additional informa-
tion on how to package cither of these supplements with the book, please
contact your Irwin sales representative.
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