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fromtheauthors

When the three of us decided to write
a book, we were united by one strong-
ly held principle: Corporate finance
should be developed in terms of a few
integrated, powerful ideas. We felt
that the subject was all too often pre-
sented as a collection of loosely related
topics, unified primarily by virtue of
being bound together in one book,
and we thought there must be a better
way.

One thing we knew for certain was
that we didn't want to write a “me-
too” book. So, with a lot of help, we
took a hard look at what was truly
important and useful. In doing so, we
were led to eliminate topics of dubious
relevance, downplay purely theoretical
issues, and minimize the use of exten-
sive and elaborate calculations to illus-
trate points that are either intuitively
obvious or of limited practical use.

As a result of this process, three
basic themes became our central focus
in writing Fundamentals of Corporate
Finance:

* An Emphasis on Intuition. We

always try to separate and explain the
principles at work on a common sense,
intuitive level before launching into

any specifics. The underlying ideas are
discussed first in very general terms
and then by way of examples that illus-
trate in more concrete terms how a
financial manager might proceed in a
given situation.

s A Unified Valuation Approach.
We treat net present value (NPV) as the
basic concept 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
emphasizes computation at the
expense of comprehension. In contrast,
every subject we cover is firmly rooted
in valuation, and care is taken through-
out to explain how.particular decisions
have valuation effects.

* A Managerial Focus. Students
shouldn't lose sight of the fact that
financial management concerns man-
agement. We emphasize the role of
the financial manager as decision
maker, and we stress the need for man-
agerial input and judgment. We con-
sciously avoid “black box” approaches
to finance, and, where appropriate, the

approximate, pragmatic nature of
financial analysis is made explicit, possi-
ble pitfalls are described, and limita-
tions are discussed.

In retrospect, looking back to our
1991 first edition IPO, we had the same
hopes and fears as any entrepreneurs.
How would we be received in the mar-
ket? At the time, we had no idea that
just seven years later, we would be
warking on a fourth edition. We cer-
tainly never dreamed that in those
years we would work with friends and
colleagues from around the world to
publish country-specific Australian,
Canadian, and South African editions,
an International edition, Chinese and
Spanish language editions, and
an entirely separate book, Essentials of
Corporate Finance.

Today, as we prepare to once more
enter the market, our goal is to stick
with the basic principles that have
brought us this far. However, based on
an enormous amount of feedback we
have received from you and your col-
leagues, we have made many additions
and improvements to this edition.
These improvements are described in
the next several pages of this preface.

A= forr

Stephen A. Ross
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Bradford D. Jordan
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fromthepublisher

It is with great pleasure that we at
Irwin/McGraw-Hill introduce Ross,
Westerfield, and Jordan,
Fundamentals of Corporate Finance,
Fourth Edition. Over the past eight
years, Fundamentals has become one
of the mostly widely used finance
texts in the world. There are many
reasons for this success, which we

hope to capture in the following
pages of this preface. But first, we'd
like to thank those instructors and
students who participated in the RW)J
Tour. It has been a great success -
with many of you taking time to
examine the Fourth Edition, having
your students participate as well, and
ultimately deciding to switch to

INTENDED AUDIENCE

The authors designed and developed
this book explicitly for a first course
in business or corporate finance. The
typical student will not have previ-
ously taken a course in finance, and
no previous knowledge of finance is
assumed. Since this course is frequent-

COVERAGE

From the start, Fundamentals of
Corporate Finance contained innova-
tive coverage on a wide variety of
subjects. For example, Chapter 2 intro-
duces the cash flow identity, the key
to understanding what cash flow
really means. Chapter 4 on long-term
financial planning contains a thorough
discussion of the sustainable growth
rate as a planning tool. Chapter 11
on project analysis and evaluation

ly part of a common business core,
the text is intended for majors and
non-majors alike. In terms of back-
ground or prerequisites, the book is
nearly self-contained. Some famil-
iarity with basic accounting principles
is assumed, but even these are

contains an extensive discussion on
how to evaluate NPV estimates.
Chapter 12 on capital market history
discusses in detail the famous
Ibbotson-Sinquefield study and the
nature of capital market risks and
returns. Chapter 15 on seliing securities
to the public provides a modern,
up-to-date discussion of IPOs and the
costs of going public. International
Corporate Finance (Chapter 21,

Fundamentals! We thank each of you
for your time.

And if you didn't take the RW)
Tour, here's your opportunity to tour
the new Fourth Edition. We're confi-
dent you'll be pleased with the
numerous features and enhance-
ments of this edition. Enjoy!

W A Kbt

Senior Sponsoring Editor

b

Senior Marketing Manager

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.

Standard Edition; Chapter 25,
Alternate Edition) introduces

the global economy. It covers key
international relationships and their
valuation effects. Chapter 21,
Alternate Edition, on Risk Management
presents material on this increasingly
important topic at a level appropriate
for an introductory class.



ORGANIZATION

Based on their extensive teaching
experience, the authors know that
the phrase "so much to do, so little
time" accurately describes an intro-
ductory finance course. For this rea-
son, they designed Fundamentals of
Corporate Finance to be as flexible
and modular as possible. There are a
total of eight parts in the Standard
edition (nine in the Alternate edi-
tion), and, in broad terms, the
instructor is free to decide the partic-
ular sequence. Further, within each
part, the first chapter generally con-
tains 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 cov-
ered, and the depth of coverage.

Part One of the text contains two
chapters. Chapter 1 considers the
goal of the corporation, the corpo-
rate form of organization, the agency
problem, and, briefly, financial mar-
kets. Chapter 2 succinctly discusses
cash flow versus 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 natu-
rally. Part Two can be omitted entirely
if desired. After Part Three, most

OF THE TEXT

instructors will probably want to
move directly into Part Four, which
covers net present value, discounted
cash flow valuation, and capital bud-
geting.

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
trade-off, and it develops the security
market line in a highly intuitive way
that bypasses much of the usual port-
folio theory and statistics. The first
chapter of Part Six covers cost of
capital, followed by chapters on rais-
ing capital, capital structure, and
dividend policy. The chapter on divi-
dends can be covered independently,
if desired, and the chapter on capital
structure can be omitted without cre-
ating loss of continuity.

Part Seven covers issues in short-
term financial management. The first
of the three chapters is a general
survey of short-term financial man-
agement, 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.

In the Standard edition, Part Eight

contains a single chapter on interna-
tional finance which concludes the
text. In the Alternate edition, Part
Eight contains two chapters dealing
with risk management and options.
Part Nine in the Alternate edition
contains coverage of important topics
including mergers, leasing, and inter-
national finance.

Xi



fourconvenientversions...

maximumflexibility!

RWJ Standard Edition
Contents

PART I Overview of Corporate Finance

1 Introduction to Corporate Finance
2 Financial Statements, Taxes, and Cash Flow

PART i Financial Statements and Long-
Term Financial Planning

3 Working with Financial Statements
4  Long Term Financial Planning and Growth

PART Il Valuation of Future Cash Flows
5 Introduction to Valuation: The Time Value
of Money
6 Discounted Cash Flow Valuation
7 Interest Rates and Bond Valuation
8  Stock Valuation

PART IV Capital Budgeting

9  Net Present Value and Other Investment Criteria
10 Making Capital Investment Decisions

11 Project Analysis and Evaluation

PART V Risk and Return

12 Some Lessons from Capital Market History
13 Return, Risk, and the Security Market Line

PART VI Cost of Capital and Long-
Term Financial Policy

14 Cost of Capital

15 Raising Capital

16 Financial Leverage and Capital Structure Policy

17 Dividends and Dividend Policy




Standard Edition
Alternate Edition

The Wall Street Journal Editions:
Standard and Alternate

PART ViI Short-Term Financial
Planning and Management

18 Short-Term Finance and Planning

19 Cash and Liquidity Management

Appendix 19A  Determining the larget Cash Balance
20 Credit and Inventory Management

Appendix 20A  More on Credit Policy Analysis

PART Vil Topics in Corporate Finance

21 International Corporate Finance

APPENDIX A  Mathematical lables
APpPENUIX B Key bquations

AWPENDIX €  Answers to Selected End-
ot-Chapter Problems

Indices

RW)J Alternate Edition
Additional Chapters

PART viil Derivative Securities and
corporate Finance

21 Kisk Management: An Introduction to Financial
Engineering
22 Options and Corporate Finance

PART IX Topics in Corporate Finance

23 Mergers and Acquisitions
24 Leasing

25 International Lorporate r'inance

APPENRIK A Mathematical lables
APPENDIX B  Key bquatons

APPENMUIR «  ANSwers (o Selected knd-
ot-Chapter rroblems

Indices
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Check out these Fourth Edition enhancements - found in all
versions of the text

‘New! Chapter-opening vignettes from real-world events introduce students to the chap-

ter concepts. Questions about this vignette are posed to the reader to ensure understand-
ing of the concepts at chapter's end. Check out these engaging applications (see Chapter

5, page 112; Chapter 6; page 132; Chapter 9, page 232; and Chapter 13, page 366).

Eastman Kodak dominates the U.S. market for photo film and related products.
Fuji Film, a Japanese manufacturer, is Kodak’s major international competitor,
and Fuji dominates the Japanese market. Each wants to gain market share in the
other’s country. In 1996, Fuji took a big step, investing $100 million in a
Greenwood, South Carolina, plant that will take raw Fuji film imported from the
Netherlands and cut, spool, and package it for sale in the United States. The plant
initially will package 5 million rolls of film a month, expanding to package more
than 10 million rolls a month in 1997.

Fuji's decision is an example of a capital budgeting decision. Spending $100
million to build a plant in another country, especially one with a competitor as
formidable as Kodak, is obviously a major undertaking, and the potential risks
and rewards must be carefully weighed. In this chapter, we discuss the basic tools
used in making such decisions.

In Chapter 1, we identified the three key areas of concern to the financial manager.
The first of these involved the question: What fixed assets should we buy? We
called this the capital budgeting decision. In this chapter, we begin (o deai with the
issues that arise in answering this question.

The process of allocating or budgeting capital is usually more involved than just
deciding on whether or not to buy a particular fixed asset We will frequently face
broader issues like whether or not we should launch a new product or enier i new

Pedagogical use of color. This learning tool continues to be an important feature
of Fundamentals of Corporate Finance. In almost every chapter, color plays an extensive
and largely self-evident role. A guide to the functional use of color is found on the end-
sheets of both the Annotated Instructor's Edition (AIE) and student version.

FIGURE 9.8 wv(s)

NPV profiles for mutually
exclusive Investments i

Grossover point

What's the crossover rate”

To find the crossover. first consider moving out of Tavestment A and inio
Investment B. 1f you make the move, you'll have (o ovet an extra $100 ($500 -
400, For this $100 investment, you'll et an extra $70 (8320 — 250) in th first year
and an extra 60 ($340 ~ 280 in the second year. 1 thi & good move? In other
words, 1 it worth investing the extra $100"

Based on out discussion, the NPV of the switch, NVP(B — A)ix

NPV(B  A)= —S$100 + [T041 + ril + 6041 + V]

xiv
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In Their Own Words boxes. Located throughout the Fourth Edition, this popular,
unique series consists of articles written by distinguished scholars or practitioners on key
topics in the text. Boxes include essays by Merton Miller on capital structure, Fischer Black
on dividends, and Roger Ibbotson on capital market history. A complete list of

“In Their Own Words" boxes appears on page xxxii.

IN THEIR OWN WORDS ...
Clifford W. Smith Jr. on Market Incentives for Ethical Behavior

Ethics is a topic that has been receiv- Second, the higher the sanctions  if disclosed in the United States would
ing increased interest in the business  imposed if cheating is detected, the ~ be labeled a bribe might be viewed as
community. Much of this discussion  less likely an individual is to cheat. 2 standard business practice in a third-
has been led by philosophers and has ~ Hence, a business transaction thatis  world market. The costs imposed will
focused on moral principles. Rather  expected to be repeated between the  be higher the greater the consensus
than review these issues, I want to same parties faces a lower probabil-  that the behavior was unethical.
discuss a complementary (but often ity of cheating because the lost prof- Establishing and maintaining a rep-
ignored) set of issues from an econo- it from the forgone stream of future  utation for ethical behavior is a valu-
mist’s viewpoint. Markets impose sales provide powerful incentives for  able corporate asset in the business
potentially substantial costs on indi-  contract compliance. However, if community. This analysis suggests that

W mrpomleexns'p ,a m

Enhancedl Real-world examples are integrated throughout the text—tying chapter
concepts to real life through illustration and reinforcing the relevance of the material.
Some examples tie into the Chapter-Opening Vignette for added reinforcement.

CHAPTER3 ¢ Working with Financial Statements 67

General Motors provides a good example of how Du Pont analysis can be very
useful and also illustrates why care must be taken in interpreting ROE values. In
1989, GM had an ROE of 12.1 percent. By 1993, its ROE had improved to 44.1 per-
cent, a dramatic improvement. On closer inspection, however, we find that, over the
same period, GM's profit margin had declined from 3.4 to 1.8 percent, and ROA had
declined from 2.4 to 1.3 percent. The decline in ROA was moderated only slightly by
an increase in total asset turnover from .71 to .73 over the period.

. Given this information, how is it possible for GM's ROE to have climbed so
. sharply? From our understanding of the Du Pont identity. it must be the case that
GM's equity multiplier increased substantially. In fact, what happened was that GM’s
book equity value was almost wiped out overnight in 1992 by changes in the ac-
counting treatment of pension liabilities. If a company’s equity value declines
sharply, its equity multiplier rises. In GM's case, the mulupher went from 4.95 in
1989 to 33.62 in 1993. In sum, the dramatic “improvement” in GM’s ROE was al-

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 through the chapter.

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

&
1 The cash o identity —m
Cash low from assets — Cash flow 1o creditors thondholders
Cash ow 1 stockholders towiers) Cash flow summary
1 Cash o o
Cash o trom ig aish Tlow
Clige in net workiog capital (NWC)
where
Operating Cash Mow = Fu sand s (BB
+ Depre
Net capital spending = Ending net fived wsets = Restnmg net ved ssets
< Depreciution
Change 1 NWC = Endang NWC - Beginmme NW(
I Cash flow 1o creditans (hondholders)
Cash flow to ereditors — Tnterest pand — Netnew burmew ing
IV Cash Mow 10 stockholders wownersi
Cash flow o stockioiders = Divadends pand -+ Net new equity rased

Labeled Examples. Separate numbered and titled examples are extensively integrat-
ed 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 complete-
ly self-contained so 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.

There are tables for present value factors just as there are tables for future value
fuctors, and you use them in the same way (if you use them at all). Table 5.3 contains
asmall set. A much larger set can be found in Table A.2 in the book’s appendix.

InTable 5.3, the discount factor we just calculated (.6575)can be found by look-
ing down the column labeled *15%" until you come to the third row.

le 5.7 P ising?

Recently, some businesses have been saying 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
outis that they will give you a savings certificate that will pay you $100 in 25 years
or so. If the going nterest rate on such certificates is 10 percent per year, how much
are they really giving you today”

Key Terms. Key Terms are printed in blue type and defined within the text the first
time they appear. They also appear in the margin with the definition for easy location
and identification by the student.

Key Equations. Called out in the text, key equations are identified by a blue equation
number. The list in Appendix B shows the key equations by chapter, providing students
with a convenient reference.

Highlighted Concepts. Throughout the text, important ideas are pulled out and pre-
sented in a gold box—signaling to students that this material is particularly relevant and
critical for their understanding.

The Discounted Payback

We saw that one of the shortcomings of the payback period rule was that it ignored
time value. There is a variation of the payback period. the discounted payback period,
discounted payback period  that ffxes this particular problem. The discounted payback period is the length of
The length of time required time until the sum of the discounted cash flows is equal to the initial investment. The

for an investment's discounted payback rule would be:
discounted cash flows to
equalits initiai cost. Based on the discounted payback rule, an investment is acceptable if its

discounted payback is less than some prespecified number of years.

Chapter Summary and Conclusions. Every chapter ends with a concise, but thor-
ough, summary of the important ideas—helping students review the key points and pro-
viding closure to the chapter.

Chapter Review and Self-Test Problems. Appearing after the Summary and
Conclusions, each chapter includes a Chapter Review and Self-Test Problem section.
These questions and answers allow students to test their abilities in solving key prob-
lems related to the chapter content and provide instant reinforcement.




New! Concepts Review and Critical Thinking Questions. This new end-of-chapter
section facilitates your students' knowledge of key principles, as well as their intuitive
understanding of the chapter concepts. A number of the questions relate to the chapter-
opening vignette—reinforcing student critical-thinking skills and the learning of chapter
material.

CONCEPTS REVIEW AND
CRITICAL THINKING QUESTIONS
L. What effect would the following actions have on a firm's current ratio?
Assume that net working capital is positive.
. Inventory is purchased.
. A supplier is paid.
A short-term bank loan is repaid.
. Along-term debt is paid off early.
A customer pays off a credit account.
Inventory is sold at cost.
. Inventory is sold for a profit
In recent years, Dixie Co. has greatly increased its current ratio. At the same
time, the quick ratio has fallen. What has happened? Has the liquidity of the
company improved?

wm TS AN S
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End-of-Chapter Questions and Problems. The authors have found that many stu-
dents learn better when they have plenty of opportunity to practice; therefore, exten-
sive end-of-chapter questions and problems are provided. The end-of-chapter support
greatly exceeds what is typical in an introductory textbook. The questions and problems
are segregated into three learning levels: Basic, Intermediate, and Challenge. All prob-
lems are fully annotated so that students and instructors can readily identify particular
types. Throughout the text, the authors have worked to supply interesting problems
that illustrate real-world applications of chapter material. Answers to selected end-of-
chapter material appear in Appendix C in both the student and AIE versions. The AIE
includes the final answer as an annotation next to the problem.

QUESTIONS AND PROBLEMS Basic
o " . . (Questions 1-18)
1. Calculating Payback What is the payback period for the following set of
cash flows?
Year Cush Flow
0 -$1,000
| 400
2 1,600
3 700
4 300

5. Calculating Discounted Payback An investment project costs $4,000
and has annual cash flows of $1,100 for five years. What is the discounted
payback period if the discount rate is zero percent? What if the discount rate
is § percent? If it is 15 percent?

19. NPV and the Profitability Index If we define the NPV index as the ra-  Intermediate
tio of NPV to cost, what is the relationship between this index and the (Questions 19-20)
profitability index?
20.  Cash Flow Intuition A project has an initial cost of /, a required return
of r, and pays C annually for N years.
a. Find C in terms of 7 and N such that the project has a payback period just

equal to its life.
Find C in terms of 7, N, and r such that this is a profitable project accord-

ing to the NPV decision rule.
. Find C in terms of , N, and r such that the project has a benefit-cost

ratio of 2.

S

o

Challenge 21.  Payback and NPV  An investment under consideration has a payback of
(Questions 21-23) six years and a cost of $150,000. If the required return is 12 percent, what is
the worst-case NPV? The best-case NPV? Explain.

22, Multiple IRRs This problem is useful for testing the ability of financial
calculators and computer software. Consider the following cash flows. How
many different IRRs are there (hint: search between 20 percent and 70 per-
cent)? When should we take this project?

Year  Cash Flow
0 -5 252
1 1,431
2 - 3,035
3 2,850
4 - 1,000

Xvii



