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From the Authors

‘ N Then we first wrote Essentials of Corporate Finance, we thought there might be a

small niche for a briefer book that really focused on what students with widely vary-
ing backgrounds and interests needed to carry away from an introductory finance course.
We were wrong. There was a huge niche! What we learned is that our text closely matches
the needs of instructors and faculty at hundreds of schools across the country. As a result,
the growth we have experienced through the first five editions of Essentials has far ex-
ceeded anything we thought possible.

With the sixth edition of Essentials of Corporate Finance, we have continued to refine
our focus on our target audience, which is the undergraduate student taking a core course
in business or corporate finance. This can be a tough course to teach. One reason is that
the class is usually required of all business students, so it is not uncommon for a majority of the
students to be nonfinance majors. In fact, this may be the only finance course many of them
will ever have. With this in mind, our goal in Essentials is to convey the most important
concepts and principles at a level that is approachable for the widest possible audience.

To achieve our goal, we have worked to distill the subject down to its bare essentials
(hence, the name of this book), while retaining a decidedly modern approach to finance. We
have always maintained that the subject of corporate finance can be viewed as the working
of a few very powerful intuitions. We also think that understanding the “why” is just as im-
portant, if not more'so, than understanding the “how,” especially in an introductory course.
Based on the gratifying market feedback we have received from our previous editions, as
well as from our other text, Fundamentals of Corporate Finance (now in its 8th edition),
many of you agree.

By design, this book is not encyclopedic. As the table of contents indicates, we have
a total of 18 chapters. Chapter length is about 30 pages, so the text is aimed squarely at a
single-term course, and most of the book can be realistically covered in a typical semes-
ter or quarter. Writing a book for a one-term course necessarily means some picking and
choosing, with regard to both topics and depth of coverage. Throughout, we strike a bal-
ance by introducing and covering the essentials (there’s that word again!) while leaving
some more specialized topics to follow-up courses.

The other things we have always stressed, and have continued to improve with this
edition, are readability and pedagogy. Essentials is written in a relaxed, conversational
style that invites the students to join in the learning process rather than being a passive
information absorber. We have found that this approach dramatically increases students’
willingness to read and learn on their own. Between larger and larger class sizes and the
ever-growing demands on faculty time, we think this is an essential (!) feature for a text in
an introductory course.

Throughout the development of this book, we have continued to take a hard look at
what is truly relevant and useful. In doing so, we have worked to downplay purely theoreti-
cal issues and minimize the use of extensive and elaborate calculations to illustrate points
that are either intuitively obvious or of limited practical use.

As a result of this process, three basic themes emerge as our central focus in writing
Essentials of Corporate Finance:

An Emphasis on Intuition We always try to separate and explain the principles
at work on a commonsense, intuitive level before launching into any specifics. The



underlying ideas are discussed first in very general terms and then by way of examples
that illustrate in more concrete terms how a financial manager might proceed in a given
situation.

A Unified Valuation Approach We treat net present value (NPV) as the basic con-
cept underlying corporate finance. Many texts stop well short of consistently integrating
this important principle. The most basic and important notion, that NPV represents the
excess of market value over cost, often is lost in an overly mechanical approach that em-
phasizes computation at the expense of comprehension. In contrast, every subject we cover
is firmly rooted in valuation, and care is taken throughout to explain how particular deci-
sions have valuation effects.

A Managerial Focus Students shouldn’t lose sight of the fact that financial manage-
ment concerns management. We emphasize the role of the financial manager as decision
maker, and we stress the need for managerial input and judgment. We consciously avoid
“black box” approaches to finance, and, where appropriate, the approximate, pragmatic
nature of financial analysis is made explicit, possible pitfalls are described, and limitations
are discussed.

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

Organization of the Text

Stephen A. Ross
Randolph W. Westerfi eld
Bradford D. Jordan
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PART ONE

TO GET THE MOST OUT OF THE
CHAPTER, WHEN YOU ARE FINISHED
STUDYING IT, MAKE SURE YOU
HAVE A GOOD UNDERSTANDING OF:
The basic types of financial management
decisions and the role of the financial
manager.

The goal of financial management.

The financial implications of the different
g forms of business organization.

The conflicts of interest that can arise
- between managers and owners.
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Q pple began as a two-man partnership in a garage. It grew
rapidly and, by 1985, became a large publicly traded cor-

poration with 60 million shares of stock and a total market value in
excess of $1 billion. At that time, the firm’s more visible cofounder,
30-year-old Steven Jobs, owned 7 million shares of Apple stock
worth about $120 million. :

Despite his stake in the company and his role in its founding
and success, Jobs was forced to relinquish operating responsi-
bilities in 1985 when Apple’s financial performance turned sour,
and he subsequently resigned altogether.

Of course, you can't keep a good entrepreneur down. Jobs
went on to found Pixar Studios, the company that is responsi-
ble for the animation in the hit movies The Incredibles, Cars,
and Ratafoui/le(And just to show that what goes around comes
around, Apple found itself struggling for relevance in a “Wintel”
world and decided to go the sequel route when it hired a new

interim cﬁief executive officer (CEQ): Steven Jobs! With Jobs

back on the job, Apple’s fortunes improved considerably. In November 2001, Apple introduced its
first iPod music player. By early 2007, sales passed 100 million units. Over the same period, the
companion iTunes Store sold over 2.5 billion songs, 50 million TV shows, and 1.3 million movies.

And in a long-anticipated move, Apple announced its entry into the mobile phone business with
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o begin our study of financial management, we address two central issues. First:
What is corporate, or business, finance and what is the role of the financial manager?
Second: What is the goal of financial management?

AR EANE
FINANCE: A QUICK LOOK

Before we plunge into our study of “corp. fin.,” we think a quick overview of the finance
field might be a good idea. Our goal is to clue you in on some of the most important areas
in finance and some of the career opportunities available in each. We also want to illus-
trate some of the ways finance fits in with other areas such as marketing, management,
and accounting.

A~ E A G

The Four Basic Areas

Traditionally, financial topics are grouped into four main areas:

1. Corporate finance

2. Investments

3. Financial institutions
4. International finance

We discuss each of these next.

Corporate Finance The first of these four areas, corporate finance, is the main subject
of this book. We begin covering this subject with our next section, so we will wait until
then to get into any details. One thing we should note is that the term corporate finance
seems to imply that what we cover is only relevant to corporations, but the truth is that
almost all of the topics we consider are much broader than that. Maybe business finance
would be a little more descriptive, but even this is too narrow because at least half of
the subjects we discuss in the pages ahead are really basic financial ideas and principles
applicable across all the various areas of finance and beyond.

Investments Broadly speaking, the investments area deals with financial assets such as
stocks and bonds. Some of the more important questions include:

1. What determines the price of a financial asset such as a share of stock?

2. What are the potential risks and rewards associated with investing in financial
assets?

3. What is the best mixture of the different types of financial assets to hold?

Students who specialize in the investments area have various career opportunities. Being
a stockbroker is one of the most common. Stockbrokers often work for large companies

address &b FE, f#HR, cluein 514, descriptive FiAHEY . stockbroker AEEEZE40 N, RIRRZE /™ S S ESE IR 4 (N o
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such as Merrill Lynch, advising customers on what types of investments to consider and
helping them make buy and sell decisions. Financial advisers play a similar role, but are
not necessarily brokers.

Portfolio management is a second investments-related career path. Portfolio man-
agers, as the name suggests, manage money for investors. For example, individual
investors frequently buy into mutual funds. Such funds are simply a means of pooling
money that is then invested by a portfolio manager. Portfolio managers also invest
and manage money for pension funds, insurance companies, and many other types of
institutions.

Security analysis is a third area. A security analyst researches individual investments,
such as stock in a particular company, and makes a determination as to whether the price
is right. To do so, an analyst delves deeply into company and industry reports, along with
a variety of other information sources. Frequently, brokers and portfolio managers rely on
security analysts for information and recommendations.

These investments-related areas, like many areas in finance, share an interesting fea-
ture. If they are done well, they can be very rewarding financially (translation: You can
make a lot of money). The bad news, of course, is that they can be very demanding and
very competitive, so they are definitely not for everybody.

Financia! Institutions Financial institutions are basically businesses that deal pri-
marily in financial matters. Banks and insurance companies would probably be the most
familiar to you. Institutions such as these employ people to perform a wide variety of
finance-related tasks. For example, a commercial loan officer at a bank would evaluate
whether a particular business has a strong enough financial position to warrant extending
a loan. At an insurance company, an analyst would decide whether a particular risk was
suitable for insuring and what the premium should be.

international Finance International finance isn’t so much an area as it is a spe-
cialization within one of the main areas we described above. In other words, careers in
international finance generally involve international aspects of either corporate finance,
investments, or financial institutions. For example, some portfolio managers and security
analysts specialize in non-U.S. companies. Similarly, many U.S. businesses have exten-
sive overseas operations and need employees familiar with such international topics as
exchange rates and political risk. Banks frequently are asked to make loans across country
lines, so international specialists are needed there as well.

A AEFIEN

Why Study Finance?

Who needs to know finance? In a word, you. In fact, there are many reasons you need a
working knowledge of finance even if you are not planning a finance career. We explore
some of these next.

Marketing and Finance If you are interested in marketing, you need to know finance
because, for example, marketers constantly work with budgets, and they need to under-
stand how to get the greatest payoff from marketing expenditures and programs. Analyzing
costs and benefits of projects of all types is one of the most important aspects of finance, so
the tools you learn in finance are vital in marketing research, the design of marketing and
distribution channels, and product pricing, just to name a few areas.

Financial analysts rely heavily on marketing analysts, and the two frequently work
together to evaluate the profitability of proposed projects and products. As we will see in a
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later chapter, sales projections are a key input in almost every type of new product analysis,
and such projections are often developed jointly between marketing and finance.

Beyond this, the finance industry employs marketers to help sell financial products
such as bank accounts, insurance policies, and mutual funds. Financial services marketing
is one of the most rapidly growing types of marketing, and successful financial services
marketers are very well compensated. To work in this area, you obviously need to under-
stand financial products.

Accounting and Finance For accountants, finance is required reading. In smaller
businesses in particular, accountants are often required to make financial decisions as well
as perform traditional accounting duties. Further, as the financial world continues to grow
more complex, accountants have to know finance to understand the implications of many
of the newer types of financial contracts and the impact they have on financial statements.
Beyond this, cost accounting and business finance are particularly closely related, sharing
many of the same subjects and concerns.

Financial analysts make extensive use of accounting information; they are some of the
most important end users. Understanding finance helps accountants recognize what types
of information are particularly valuable and, more generally, how accounting information
is actually used (and abused) in practice.

Management and Finance One of the most important areas in management is strat-
egy. Thinking about business strategy without simultaneously thinking about financial
strategy is an excellent recipe for disaster, and, as a result, management strategists must
have a very clear understanding of the financial implications of business plans.

In broader terms, management employees of all types are expected to have a strong
understanding of how their jobs impact profitability, and they are also expected to be able
to work within their areas to improve profitability. This is precisely what studying finance
teaches you: What are the characteristics of activities that create value?

You and Finance Perhaps the most important reason to know finance is that you will
have to make financial decisions that will be very important to you personally. Today, for
example, when you go to work for almost any type of company, you will be asked to decide
how you want to invest your retirement funds. We’ll see in a later chapter that what you
choose to do can make an enormous difference in your future financial well-being. On a
different note, is it your dream to start your own business? Good luck if you don’t under-
stand basic finance before you start; you’ll end up learning it the hard way. Want to know
how big your student loan payments are going to be before you take out that next loan?
Maybe not, but we’ll show you how to calculate them anyway.

These are just a few of the ways that finance will affect your personal and business
lives. Whether you want to or not, you are going to have to examine and understand finan-
cial issues, and you are going to have to make financial decisions. We want you to do so
wisely, so keep reading.

=

What are the major areas in finance?

1.1a

1.1b  Besides wanting to pass this class, why do you need to understand finance?
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BUSINESS FINANCE AND
THE FINANCIAL MANAGER

Now we proceed to define business finance and the financial manager’s job.

HLRAFIEM
What Is Business Finance?

Imagine you were to start your own business. No matter what type you started, you would
have to answer the following three questions in some form or another:

1. What long-term investments should you take on? That is, what lines of business will
you be in and what sorts of buildings, machinery, and equipment will you need?

2. Where will you get the long-term financing to pay for your investment? Will you
bring in other owners or will you borrow the money?

3. How will you manage your everyday financial activities such as collecting from
customers and paying suppliers?

These are not the only questions, but they are among the most important. Business finance,
broadly speaking, is the study of ways to answer these three questions. We’ll be looking at
each of them in the chapters ahead.

MEEE
The Financial Manager

The financial management function is usually associated with a top officer of the firm,
often called the chief financial officer (CFO) or vice president of finance. Figure 1.1 is a
simplified organizational chart that highlights the finance activity in a large firm. As shown,
the vice president of finance coordinates the activities of the treasurer and the controller.
The controller’s office handles cost and financial accounting, tax payments, and manage-
ment information systems. The treasurer’s office is responsible for managing the firm’s
cash and credit, its financial planning, and its capital expenditures. These treasury activi-
ties are all related to the three general questions raised above, and the chapters ahead deal
primarily with these issues. Our study thus bears mostly on activities usually associated
with the treasurer’s office. In a smaller firm, the treasurer and controller might be the same
person, and there would be only one office.

W EERRRK

Financial Management Decisions

As our discussion above suggests, the financial manager must be concerned with three
basic types of questions. We consider these in greater detail next.

Capital Budgeting The first question concerns the firm’s long-term investments.
The process of planning and managing a firm’s long-term investments is called capital
budgeting. In capital budgeting, the financial manager tries to identify investment oppor-
tunities that are worth more to the firm than they cost to acquire. Loosely speaking, this
means that the value of the cash flow generated by an asset exceeds the cost of that asset.

Regardless of the specific investment under consideration, financial managers must
be concerned with how much cash they expect to receive, when they expect to receive it,
and how likely they are to receive it. Evaluating the size, timing, and risk of future cash
flows is the essence of capital budgeting. In fact, whenever we evaluate a business deci-
sion, the size, timing, and risk of the cash flows will be, by far, the most important things
we will consider.
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