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WALR-THROUGH

“FINANCE IN THE AEW/™” BOXE/

Timely, relevant news articles from financial publications
appear in several chapters throughout the text. Aimed at
bringing real life to the classroom, these boxes provide
insight into the business world today.

et TPV o o T T 7

THE DIVIDEAD CUT HEARD "ROUAD THE WORLD

On May 9, 1994, FPL Group, the parent company
of Florida Power & Light Company, announced a 32
percent reduction in its quarterly dividend payout,
from 62 cents per share to 42 cents. In its an-
nouncement, FPL did its best to spell out to in-
vestors why it had taken such an unusual step. It
stressed that it had studied the situation carefully
and that, given the prospect of increased competi-
tion in the icwsility_industry, the company”

PART INTRODUCTION/

FPL's substitution of stock repurchases for divi-
dends was also designed to increase the com-
pany’s financial flexibility in preparation for a new
era of heightened competition among utilities. Al-
though much of the cash savings from the divi-
dend cut would be returned to shareholders in the
form of stock repurchases, the rest would be used
to retire debt and so reduce the company’s lever-
e ratio. This del was intended to pre-

Y

New introductions have been
added to each part explaining
links between different
concepts. They include real-
world examples that provide
motivation for the chapters
that follow.

Jed

16. Look up Hawanan Electnic CootHD on the Standard & Poor’s Market Insight swebsite

IN 2001, DUPONT announced plans to build a new
production line at its plant in Richmond, Virginia. The
350 i woild increase DuPcasg

VALUE

thought that the new plant would be worth more

NEW AND ENHANCED PEDAGOGY
In this edition of Principles of
Corporate Finance, we've in-
cluded several more features to
help students succeed in learning
the fundamental concepts of fi-
nancial management.

OAELE

than it cost. But that raises an obvious question.
mlow can fireg B vhat an investmozg

JTANDARD & POOR /S

INTEGRATIOA

(www.mhhe.c

hti. Hawanan Flectric was one of the companies in

]
STANDARD |
POOR'S i

§STANDARD
POORS i

lable 4.2 That table was constructed i 2001

a. What s the company’s dividend vicld? Hlow has it changed since 20017

b. Table 4.2 projected growth of 26 percent How fast have the company's dividends
and EPS actually grown since 20017

. Calculate a sustainable growth rate for the company based onats fives-vear average
return on equity (ROE) and plowback ratio

d. Given this updated intormation, would vou madiy the cost-of-equity estimate
given m Table 422 Explain

7. Browse through the companies m the Standard & Poor's Market nsight website

vil

Now included in the end-of-
chapter material are problems
directly incorporating the
Educational Version of Market
Insight, a service based on
Standard & Poor’s renowned
Compustat database. These
problems provide you with an
easy method of including current
real-world data into your course.



EXCEL /PREAD/HEET
EXERCY'ES

New to this edition, each chapter
includes several problems, noted
by an icon @, that are tied to a

Y

financial analysis spreadsheet found P iSmonmi
on the Student CD that is packaged ! oo
with the text. This feature allows 3 250

100

students to enhance their knowledge
and use of spreadsheets.

MINI-CASE

Vegetron's CFO Calls Again

(The first episode of this story was presented mi Section 5.1.)

Later that aftemoon, Vegetron’s CFO bursts into vour office 1n a state of anxious confu-
sion. The problem. he explains, is a last-minute propusal for a change in the design of the
fermentation tanks that Vegetron will build to extract hydrated zirconium from a stockpile
of powdered ore. The CFO has brought a printout (Table 5.1) of the forecasted revenues,
costs, income, and book rates of return for the standard, low-temperature design. Vegetron’s
engineers have just proposed an alternative high-temperature design that will extract most
of the hydrated zirconium over a shorter period, five instead of seven years. The forecasts
for the high-temperature method are given in Table 5.2.'

TABLE 5.1

Year

Income statement and
book rates of return for
high-temperatica

1. Revenue
i

.mhhe.com/bmie

180

180

PART WER/ITES

CHAPTER S Why Net Present Value Leads to Better Investment Decisions Than Other Critena

. Borghia Pharmaceuticals has $1 million allocated for capital expenditures Which ot the
following projects should the company accept ta stay within the ST million budget?
How much does the budget limit cost the company in terms of its market value? The
opportunily cost of capital for cach projectis 11 percent.

NPV
($ thousands) IRR (%)
66 17.2
-4 107
43 16.6
14 121

7

A

MINI-CA/SES

To enhance the concepts
discussed within a chapter,
several mini-cases are
included so students can
apply their knowledge to
typical real-world scenarios.

ww; haff h.com/stock

In today’s world the Internet
provides students and
instructors with a useful and
powerful tool. Relevant

The Chicage Board site contains exp
options markets and lots of data:

PART_/1X
RELATED
WER/ITE/

o . deviations:
websites are provided at the e
. www.fo.com
end of each part for ease in i
referencing the best sites for (oY g eslcslatons)

financial data and information.

GLOBAL IANDEX

A (&

Accounting standards, 817 818
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Latastrophe bonds, =
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There are a number of good options sites, many
of which provide data and calculators for
Black-Scholes values and implied standard

A

W,SC
call tor.asp
Tuwo sites devoted to real options are:
www.real-options.com

-tio.br

Examples of journals specializing in options
and other derivatives include:

WWW, iederivatives.

www.erivativesreview.com

www futuresmag.com

GLOBAL INDEX

Because many concepts in
financial management are
relevant around the world, the
international coverage in the
text has been enhanced and
updated. To make this
information easier to access, a
Global Index was created for
this edition.



This book describes the theory and practice of corpo-
rate finance. We hardly need to explain why financial
managers should master the practical aspects of their
job, but we should spell out why down-to-earth, red-
blooded managers need to bother with theory.

Managers learn from experience how to cope
with routine problems. But the best managers are
also able to respond to change. To do this you need
more than time-honored rules of thumb; you must
understand why companies and financial markets
behave the way they do. In other words, you need a
theory of finance.

Does that sound intimidating? It shouldn’t.
Good theory helps you grasp what is going on in
the world around you. It helps you to ask the right
questions when times change and new problems
must be analyzed. It also tells you what things you
do not need to worry about. Throughout this book
we show how managers use financial theory to
solve practical problems.

Of course, the theory presented in this book is not
perfect and complete—no theory is. There are some
famous controversies in which financial economists
cannot agree on what firms ought to do. We have not
glossed over these controversies. We set out the main

arguments for each side and tell you where we stand.

Once understood, good theory is common sense.
Therefore we have tried to present it at a common-
sense level, and we have avoided proofs and heavy
mathematics. There are no ironclad prerequisites for
reading this book except algebra and the English lan-
guage. An elementary knowledge of accounting, sta-
tistics, and microeconomics is helpful, however.

CHANGES IN THE SEVENTH EDITION

This book is written for students of financial man-

agement. For many readers, it is their first look at the
world of finance. Therefore in each edition we strive
to make the book simpler, clearer, and more fun to
read. But the book is also used as a reference and
guide by practicing managers around the world.
Therefore we also strive to make each new edition
more comprehensive and authoritative.

We believe this edition is better for both the stu-
dent and the practicing manager. Here are some of
the major changes:

We have streamlined and simplified the exposi-
tion of major concepts, with special attention to
Chapters 1 through 12, where the fundamental con-
cepts of valuation, risk and return, and capital bud-
geting are introduced. In these chapters we cover
only the most basic institutional material. At the
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same time we have rewritten Chapter 14 as a free-
standing introduction to the nature of the corpora-
tion, to the major sources of corporate financing, and
to financial markets and institutions. Some readers
will turn first to Chapter 14 to see the contexts in
which financial decisions are made.

We have also expanded coverage of important
topics. For example, real options are now introduced
in Chapter 10—you don’t have to master option-
pricing theory in order to grasp what real options are
and why they are important. Later in the book, after
Chapter 20 (Understanding Options) and Chapter 21
(Valuing Options), there is a brand-new Chapter 22
on real options, which covers valuation methods and
a range of practical applications.

Other examples of expanded coverage include be-
havioral finance (Chapter 13) and new international
evidence on the market-risk premium (Chapter 7). We
have also reorganized the chapters on financial plan-
ning and working capital management. In fact we
have revised and updated every chapter in the book.

This edition’s international coverage is ex-
panded and woven into the rest of the text. For ex-
ample, international investment decisions are now
introduced in Chapter 6, right alongside domestic
investment decisions. Likewise the cost of capital
for international investments is discussed in Chap-
ter 9, and international differences in security issue
procedures are reviewed in Chapter 15. Chapter 34
looks at some of the international differences in fi-
nancial architecture and ownership. There is, how-
ever, a separate chapter on international risk man-
agement, which covers foreign exchange rates and
markets, political risk, and the valuation of capital
investments in different currencies. There is also a
new international index.

The seventh edition is much more Web-friendly
than the sixth. Web references are highlighted in the
text, and an annotated list of useful websites has
been added to each part of the book.

Of course, as every first-grader knows, it is easier
to add than to subtract, but we have pruned judi-
ciously. Some readers of the sixth edition may miss a
favorite example or special topic. But new readers
should find that the main themes of corporate fi-

nance come through with less clutter.

MAKING LEARNING EASIER

Each chapter of the book includes an introductory

preview, a summary, and an annotated list of sug-
gestions for further reading. There is a quick and
easy quiz, a number of practice questions, and a few
challenge questions. Many questions use financial
data on actual companies accessible by the reader
through Standard & Poor’s Educational Version of
Market Insight. In total there are now over a thou-
sand end-of-chapter questions. All the questions re-
fer to material in the same order as it occurs in the
chapter. Answers to the quiz questions may be
found at the end of the book, along with a glossary
and tables for calculating present values and pric-
ing options.

We have expanded and revised the mini-cases
and added specific questions for each mini-case to
guide the case analysis. Answers to the mini-cases
are available to instructors on this book’s website
(www.mhhe.com/bm?7e).

Parts 1 to 3 of the book are concerned with valua-
tion and the investment decision, Parts 4 to 8 with
long-term financing and risk management. Part 9 fo-
cuses on financial planning and short-term financial
decisions. Part 10 looks at mergers and corporate
control and Part 11 concludes. We realize that many
teachers will prefer a different sequence of topics.
Therefore, we have ensured that the text is modular,
so that topics can be introduced in a variety of orders.
For example, there will be no difficulty in reading the
material on financial statement analysis and short-
term decisions before the chapters on valuation and

capital investment.
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We should mention two matters of style now to
prevent confusion later. First, the most important fi-
nancial terms are set out in boldface type the first
time they appear; less important but useful terms are
given in italics. Second, most algebraic symbols rep-
resenting dollar values are shown as capital letters.
Other symbols are generally lowercase letters. Thus
the symbol for a dividend payment is “DIV,” and the

i

symbol for a percentage rate of return is “r.

SUPPLEMENTS

In this edition, we have gone to great lengths to en-

sure that our supplements are equal in quality and
authority to the text itself.

Instructor’s Manual
ISBN 0072467886

The Instructor’s Manual was extensively revised and
updated by C. R. Krishnaswamy of Western Michi-
gan University. It contains an overview of each chap-
ter, teaching tips, learning objectives, challenge ar-
eas, key terms, and an annotated outline that

provides references to the PowerPoint slides.

Test Bank
ISBN 0072468025

The Test Bank was also updated by C. R. Krish-
naswamy, who included well over 1,000 new multiple-
choice and short answer/discussion questions based
on the revisions of the authors. The level of difficulty is
varied throughout, using a label of easy, medium, or
difficult.

PowerPoint Presentation System

Matt Will of the University of Indianapolis pre-
pared the PowerPoint Presentation System, which
contains exhibits, outlines, key points, and sum-
maries in a visually stimulating collection of slides.
Found on the Student CD-ROM, the Instructor’s
CD-ROM, and our website, the slides can be edited,
printed, or rearranged in any way to fit the needs of

your course.

Financial Analysis Spreadsheet Templates
(FA.S.T)

Mike Griffin of KMT Software created the templates
in Excel. They correlate with specific concepts in the
text and allow students to work through financial
problems and gain experience using spreadsheets.
Each template is tied to a specific problem in the text.

Solutions Manual
ISBN 0072468009

The Solutions Manual, prepared by Bruce Swensen,
Adelphi University, contains solutions to all practice
questions and challenge questions found at the end
of each chapter. Thoroughly checked for accuracy,
this supplement is available to be purchased by your
students.

Study Guide
ISBN 0072468017

The new Study Guide was carefully revised by
V. Sivarama Krishnan of Cameron University and
contains useful and interesting keys to learning. It in-
cludes an introduction to each chapter, key concepts,
examples, exercises and solutions, and a complete

chapter summary.

Videos
ISBN 0072467967

The McGraw-Hill/Irwin Finance Video Series is a
complete video library designed to bring added
points of discussion to your class. Within this profes-
sionally developed series, you will find examples of
how real businesses face today’s hottest topics, like
mergers and acquisitions, going public, and careers

in finance.

Student CD-ROM

Packaged with each text is a CD-ROM for students
that contains many features designed to enhance the
classroom experience. Three learning modules from
the new Finance Tutor Series are included on the CD:
Time Value of Money Tutor, Stock and Bond Valuation
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Tutor, and Capital Budgeting Tutor. In each module,
students answer questions and solve problems that
not only assess their general understanding of the
subject but also their ability to apply that understand-
ing in real-world business contexts. In “Practice
Mode,” students learn as they go by receiving in-
depth feedback on each response before proceeding to
the next question. Even better, the program antici-
pates common misunderstandings, such as incorrect
calculations or assumptions, and then provides feed-
back only to the student making that specific mistake.
Students who want to assess their current knowledge
may select “Test Mode,” where they read an extensive
evaluation report after they have completed the test.

Also included are the PowerPoint presentation
system, Financial Analysis Spreadsheet Templates
(F.A.S.T.), video clips from our Finance Video Series,
and many useful Web links.

Instructor’'s CD-ROM
ISBN 0072467959

We have compiled many of our instructor supple-
ments in electronic format on a CD-ROM designed
to assist with class preparation. The CD-ROM in-
cludes the Instructor’s Manual, the Solutions Man-
ual, a computerized Test Bank, PowerPoint slides,
video clips, and Web links.

Online Learning Center

(www.mhhe.com/bm7e)

This site contains information about the book and the
authors, as well as teaching and learning materials
for the instructor and the student, including:

PageOut: The Course Website Development

Center and PageOut Lite

www.pageout.net

This Web page generation software, free to adopters,

is designed for professors just beginning to explore

website options. In just a few minutes, even the most

novice computer user can have a course website.
Simply type your material into the template pro-

vided and PageOut Lite instantly converts it to

HTML—a universal Web language. Next, choose
your favorite of three easy-to-navigate designs and
your Web home page is created, complete with on-
line syllabus, lecture notes, and bookmarks. You can
even include a separate instructor page and an as-
signment page.

PageOut offers enhanced point-and-click features
including a Syllabus Page that applies real-world
links to original text material, an automated grade
book, and a discussion board where instructors and
their students can exchange questions and post an-

nouncements.
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VALUE

IN 2001, DUPONT announced plans to build a new
production line at its plant in Richmond, Virginia. The
$50 million investment would increase DuPont'’s out-
put of Kevlar high-strength fiber by 15 percent.
Meanwhile, in New Orleans Procter & Gamble had
started work on a 100,000 square foot facility to pro-
duce Folger’s coffee. This was expected to open in
2002 at a cost of $100 million.

What was special about these two develop-
ments? The answer is “nothing.” We cite them be-
cause they are typical of the investments in new
products and equipment that U.S. companies are
making every day.

Presumably, DuPont and Procter & Gamble de-
cided to undertake the investments because they

thought that the new plant would be worth more
than it cost. But that raises an obvious question.
How can firms calculate what an investment is
worth when its returns may stretch 10, 20, or more
years into the future?

This is the topic of Part One. Chapter 1 sets the
scene by showing how businesses are organized
and the role that the financial manager plays in
evaluating investments and finding money to pay
for them. Chapter 2 starts to build a theory of
value. By the end of Chapter 6, you should be able
to tackle a standard investment decision such as
those faced by DuPont or Procter & Gamble.
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THIS BOOK IS about financial decisions made by corporations. We should start by saying what these
decisions are and why they are important.

Corporations face two broad financial questions: What investments should the firm make? and
How should it pay for those investments? The first question involves spending money; the second in-
volves raising it.

The secret of success in financial management is to increase value. That is a simple statement, but
not very helpful. It is like advising an investor in the stock market to “Buy low, sell high.” The prob-
lem is how to do it.

There may be a few activities in which one can read a textbook and then do it, but financial man-
agement is not one of them. That is why finance is worth studying. Who wants to work in a field where
there is no room for judgment, experience, creativity, and a pinch of luck? Although this book can-
not supply any of these items, it does present the concepts and information on which good financial
decisions are based, and it shows you how to use the tools of the trade of finance.

We start in this chapter by explaining what a corporation is and introducing you to the responsi-
bilities of its financial managers. We will distinguish real assets from financial assets and capital in-
vestment decisions from financing decisions. We stress the importance of financial markets, both na-
tional and international, to the financial manager.

Finance is about money and markets, but it is also about people. The success of a corporation
depends on how well it harnesses everyone to work to a common end. The financial manager must
appreciate the conflicting objectives often encountered in financial management. Resolving con-
flicts is particularly difficult when people have different information. This is an important theme
which runs through to the last chapter of this book. In this chapter we will start with some defini-
tions and examples.

1.1 WHAT IS A CORPORATION?

Not all businesses are corporations. Small ventures can be owned and managed by
a single individual. These are called sole proprietorships. In other cases several peo-
ple may join to own and manage a partnership.' However, this book is about corpo-

rate finance. So we need to explain what a corporation is.

Almost all large and medium-sized businesses are organized as corporations.
For example, General Motors, Bank of America, Microsoft, and General Electric are
corporations. So are overseas businesses, such as British Petroleum, Unilever,
Nestlé, Volkswagen, and Sony. In each case the firm is owned by stockholders who

hold shares in the business.

When a corporation is first established, its shares may all be held by a small
group of investors, perhaps the company’s managers and a few backers. In this
case the shares are not publicly traded and the company is closely held. Eventually,
when the firm grows and new shares are issued to raise additional capital, its
shares will be widely traded. Such corporations are known as public companies.

'"Many professional businesses, such as accounting and legal firms, are partnerships. Most large in-
vestment banks started as partnerships, but eventually these companies and their financing needs grew
too large for them to continue in this form. Goldman Sachs, the last of the leading investment-bank part-

nerships, issued shares and became a public corporation in 1998.



