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Preface

Money has a universal fascination, but few people seem to understand it very
well. It is the subject of countless myths, false theories, and illogical beliefs. One
of the few organized attempts to study the relationship between money—past,
present, and future—and financial markets and financial decision making is pro-
vided by the discipline of financial economics. In the course of their work, fi-
nancial economists have dispelled many of the myths and ad hoc reasoning
surrounding traditional financial advice and substituted an insightful and subtle
logic firmly grounded in economic analysis.

Our basic objective in writing Modern Corporate Finance: A Multidisciplinary
Approach to Value Creation is to make accessible to students and practitioners alike
the practical implications for mangers of the exciting new theoretical and empiri-
cal breakthroughs in financial economics. The book is written to help the reader
understand how and why finance matters, regardless of whether the reader intends
to pursue a career in finance. We have tried to motivate the non—finance major by
illustrating the application of financial analysis and reasoning to problems faced by
executives in marketing, operations, and personnel. It is intended for managers
and other professionals enrolled in executive MBA and evening MBA programs as
well as other executive education programs but is equally suitable for use by first-
year MBA students taking their introductory corporate finance course.

Although the book relies on material covered in economics, accounting, and
statistics courses, it is self-contained so that prior knowledge of those areas is use-
ful but not essential. The only real prerequisites are algebra and an interest in un-
derstanding how the world works.

DISTINCTIVE FEATURES

Modern Corporate Finance identifies the discipline that the external financial mar-
ket imposes on the financial affairs of the firm. It also attempts to decipher the
messages the market sends about the proper objectives of corporate financial de-
cision making and the appropriate tactics and strategies for achieving them.
Throughout, the text emphasizes value creation and the role of corporate finance
in facilitating this process.
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To achieve these aims this book tells finance as a single coherent story, rather
than as a collection of short stories. It also includes features that distinguish it
from its competitors.

Practical Approach

There is nothing quite so practical as a theory that works. We have tried to rein-
force this belief by taking a commonsense approach to finance. This involves
showing students why the various theories discussed make sense and how to use
these theories to solve problems. The book relates the subject matter to material
students are already familiar with or have learned in previous chapters, making it
less intimidating and more interesting. Basic intuition is emphasized throughout.

Numerous Applications of Finance Principles

In keeping with its down-to-earth approach, the textbook contains numerous
real-world examples and vignettes that help illustrate the application of financial
theories and demonstrate the use of financial analysis and reasoning to solve fi-
nancial problems. These examples promote understanding of basic theory and
add interest to finance.

Appeal to Non-finance Majors

Because so many of the issues dealt with by nonfinancial executives have finan-
cial implications, from determining advertising budgets and credit policies to in-
vesting in management training programs, it is clear that financial theory has
broad application to general management as well. Persuading readers who are not
interested in pursuing a career in finance of this is a different matter. We have at-
tempted to motivate these doubting Thomases by using numerous illustrations,
scattered throughout the text, of the application of financial analysis to nonfi-
nancial problems. Moreover, we have attempted to concentrate on those aspects
of corporate finance that are most important to financial and nonfinancial exec-
utives. In this way, we have tried to highlight why the reader should care about
the topics covered.

Emphasis on Value Creation

The text emphasizes two related issues: how companies create value and how cor-
porate finance can facilitate the process of value creation. Because this is a book
on corporate finance, the focus is on how the financial manager can add value to
the firm. The viewpoint taken in this text is that the comparative advantage of the
financial manager lies in understanding the intricacies of the modern financial
marketplace and using this knowledge to full advantage to manage the firms
financial affairs.

The text’s guiding principle is that financial management is subordinate to the
“real” business of the firm, which is to produce and sell goods and services. This
does not, of course, preclude the financial manager from finding and exploiting
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profitable opportunities that may occasionally arise in financial markets. It does,
however, require that the financial executive be able to recognize when these cir-
cumstances exist or are likely to exist. This necessitates a firm grounding in mod-
ern finance theory.

Having said all of this, we should recognize that the processes of creating
value—particularly shareholder value—and running the “real” business are in-
terrelated. Specifically, firms that are effective at running the real business (by cre-
ating value for customers and a productive work environment for employees)
should also be in a position to create shareholder value. Thus, the strategic goal
of creating competitive advantage and the financial goal of creating shareholder
value are two sides of the same coin. This interdisciplinary approach to value cre-
ation permeates the text and is unique to this work.

Incorporation of the Human Factor in Finance

Although this text takes its basic driving principle to be the maximization of
shareholder wealth, it recognizes that the separation between ownership and
control can help explain the frequent discrepancy between observed corporate fi-
nancial policy and neoclassical economic predictions. This is the topic known as
agency theory, and it is utilized to analyze manager—owner and stockholder—
bondholder conflicts in professionally managed firms. The material is also useful
in helping to understand the wave of corporate restructuring that is now occurring.

By integrating agency theory and its companion, information asymmetry,
and their applications throughout, we have tried to illustrate the human factor in
financial decision making. The basic perspective taken is that seemingly irrational
(from the standpoint of the shareholder) managerial actions can best be under-
stood as the rational response of managers to uncertainty and specific evaluation
criteria and mechanisms.

Coverage of International Topics

On a more personal note, we believe that managers must view business from a
global perspective; international is not just another section of the domestic econ-
omy, like office machines or autos, that can be ignored at no cost. Instead, an in-
ternational orientation has become a business necessity, not a luxury. Those
American television manufacturers determined to remain purely domestic opera-
tions learned this lesson the hard way; their greatest competitive threat came from
companies located 8,000 miles away, across the Pacific, not from other American
producers. To facilitate the development of a global perspective, we have tried to
integrate domestic and international financial management throughout the book.
To the extent we have succeeded, this is one of the distinctive features of the text.

Focused Coverage

The subject matter of this book is focused on those subjects in corporate finance
that are critical to an understanding of finance. Focused textbook coverage is a
plus for programs that have reduced the amount of time devoted to finance and
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wish to have a relatively short book that concentrates on the key topics of cor-
porate finance. At the same time, we have taken advantage of the new technol-
ogy available via the Internet to develop a web site that contains additional topic
coverage. The availability of a menu of additional topics on our web site allows
instructors to customize a text based on their individual course needs. Students
benefit because they can keep the text while having available a broader array of
chapters in cyberspace. The combination of the two gives students a compre-
hensive reference after completing the course.

Numerous Questions and Problems

Another distinctive feature of Modern Corporate Finance is the large number of
end-of-chapter questions and problems and their close relationship to the mate-
rial in the chapters. Good conceptual questions are as important as computational
problems in promoting understanding, and the ones presented in this text are
consistently challenging, interesting, and extremely useful. They provide practi-
cal insights into the types of decisions faced by financial executives and offer prac-
tice in applying financial concepts and theories.

Additional Features

The textbook also includes a number of other distinguishing features that relate
to the subject matter covered; it

m Includes the most comprehensive discussion and illustration of financial state-
ment analysis available; shows students how to conduct a detailed financial
analysis and points out the numerous pitfalls involved in such an analysis; pro-
vides a unique discussion of the qualitative aspects of corporate control; as well
as showing how segmented financial statements can be used to evaluate the
performance of individual units of a diversified firm (Chapter 2).

m Emphasizes the distinction between accounting and economic performance
(Chapter 2).

m Links financial planning and working capital management to the strategic
planning process (Chapter 3)

m Shows the linkages between corporate growth strategies and shareholder value
creation, and indicates when such growth can actually dissipate value (Chapter 5).

m Demonstrates how to value a firm using the concept of free cash flow and pre-
sents several alternatives to estimate the terminal value using the real-life ex-
ample of Warner Communications at the time of its acquisition by Time, Inc.
(Appendix 5A).

m Indicates the circumstances under which corporate diversification can create
value, and when it cannot (Chapter 6).

m Stresses the value of international, as opposed to domestic, diversification
(Chapter 6).

m Contains a relatively early introduction to option pricing and contingent
claims, which allows these concepts to be used for valuing growth options and
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explaining stockholder-bondholder conflicts in later discussions of capital
structure and financial strategy (Chapter 7).

m Features a detailed discussion of estimating project cash flows, including in-
cremental versus total cash flows, the effects of inflation on cash flows, the val-
uation of foreign projects, and the valuation of growth options. It gives students
hands-on experience in estimating project cash flows and helps them gain an
appreciation for the real-world difficulties in valuing projects (Chapter 9).

m Provides a discussion of how the total risk of an investment project can be as-
sessed (Appendix 9A) and how that risk can affect expected cash flows (Chap-
ter 14).

m Features a discussion of how investment decisions can help create competitive
advantage and thereby enhance shareholder value (Chapter 9).

m Contains a unique chapter on how companies create value—including value-
based analysis and corporate restructuring—as well as the links between re-
turn on investment, required return on capital invested, and the pricing of
stocks. It also deals with issues of executive compensation from a financial
standpoint (Chapter 11).

m Features a detailed presentation of financing patterns of companies around the
world and discusses the evolution of these financing patterns, particularly the
rise of securitization. This helps to put financing options and patterns into per-
spective (Chapter 12).

m Addresses the qualitative factors that determine financial strategy, concentrat-
ing on the costs of financial distress and the value of financial flexibility,
thereby putting the design of financial packages in perspective (Chapter 14).

ORGANIZATION

Although the ideas underlying financial economics are interrelated, by necessity
they must be elaborated individually. Eventually, they must also be integrated be-
cause they are all part of a grand framework. To accomplish this objective, the
book is arranged so that each chapter builds on the previous material.

To bring the full power of modern finance theory to bear on the subject mat-
ter of corporate financial management, we require a unified theory of how and
why individuals behave in the presence of choice situations involving limited re-
sources, current versus future consumption, and uncertainty. This is supplied by
the general equilibrium framework of financial economics, which attempts to
study how all the financial factors mentioned earlier interact simultaneously. We
introduce this material in Chapter 1 by discussing a series of deceptively simple
principles and then applying those principles to specific problems faced by the
modern financial manager. By providing an overview of the basic concepts and
principles applicable to the practice of corporate finance in the first chapter, read-
ers have a clear road map of where we are headed and why. This discussion also
helps set these ideas in perspective.

Chapters 2 and 3 discuss financial planning and the evaluation and control
of operations. Topics include basic financial statements and how management,
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investors, lenders, and other interested parties can analyze these statements to
check on a firms financial well-being. These chapters also show how financial
managers can forecast future financial statements and use these projections to de-
velop an overall financial plan for the firm.

In Chapters 4 to 7, we provide students with a firm grounding in the essen-
tials of modern corporate finance: the time value of money, the pricing of stocks
and bonds, portfolio theory and the capital asset pricing model, market efficiency,
the nature and pricing of options, and the crucial distinction between account-
ing profits and cash flow. This material supplies the foundation that enables stu-
dents to see financial problems from a different frame of reference. Above all else,
our aim is to get students to begin thinking in the distinctive way that character-
izes the mindset of a financial economist.

Chapters 8 to 11 apply these basic financial principles to the capital-budget-
ing decision. In these chapters, we are concerned with the most important prob-
lem facing management—finding or creating investment projects worth more
than they cost. Topics covered include the basics of capital budgeting, the esti-
mation of project cash flows and the project cost of capital, risk analysis in capi-
tal budgeting, and corporate strategy and its relationship to the capital-budgeting
decision. Throughout these chapters, we emphasize how management creates
value for its shareholders.

Chapters 12 to 15 are concerned with developing a long-term financing strat-
egy. They discuss the long-term financing options firms have, how firms go about
raising long-term capital, the theory and practice surrounding capital structure,
and dividend policy. Throughout these chapters, the emphasis is on how financ-
ing can add value.

The web site for this textbook contains coverage of special topics in financial
management, including mergers and acquisitions, international finance, leasing,
convertibles and warrants, management of working capital (cash management,
accounts receivable, and inventory), bankruptcy and reorganization, and finan-
cial hedging techniques. These important subjects are treated as applications of
concepts and principles developed in the body of the text.

FOR THE STUDENT

The Prentice Hall Finance Center CD

Contained in the inside back cover of this text is the Prentice Hall Finance Center
CD. This robust learning tool contains the following features, all designed to in-
crease student awareness of what finance professionals do, ensure comprehension
and mastery of the financial mathematics contained in the text, and supply a di-
rect link to PHLIP (Prentice Hall Learning on the Internet Partnership).

m Careers Center. Introduces the student to a vast array of professional oppor-
tunities in finance through video interviews with professionals and insights
into what they do on the job in an average day. Here the student will meet an
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options trader, a mutual fund manager, investment analysts, a CFO, and oth-
ers. Also accessible are features for personal development, resume writing, in-
terviewing techniques, and career planning information.

FINCOACH—The Financial Math Practice Center. Contains more than 5
million problems and self-tests in virtually all math areas covered in this text
and financial management. Save problems, review them, print them. This is a
step-by-step guide to solve any corporate finance mathematics problem and al-
low the student to rapidly gain mastery in all mathematical challenges.
Student Lecture Notes. Downloadable for printing out, this handy lecture aid
for the student contains PowerPoint presentations with space for lecture note
taking for each chapter in the text.

FOR THE INSTRUCTOR

Instructor’s Resource Manual. Prepared by the authors of the text, this man-
ual contains concise chapter teaching strategies, detailed chapter outlines, ad-
ditional problems and worked out solutions, and suggested cases from popular
external sources. An Instructor’s Guide to using PHLIP (Prentice Hall Learn-
ing on the Internet Partnership) and a Guide to Using the Prentice Hall Finance
Center are also contained in this manual.

Solution’s Manual. Prepared by the authors of the text, this manual contains
complete answers to end-of-chapter questions and worked out solutions to all
problems in the text. This manual will be available for purchase by the student
if the instructor so desires.

Test Item File. This file contains over 800 true/false, multiple-choice, and
short-answer questions.

PH Custom Tests. Available for both Windows and Macintosh, PH Custom is
the computerized version of the test item file. It permits the instructor to edit,
add or delete questions from the test item file, and generate their own custom
exams.

FINCOACH Test Manager and FINCOACH Instructor’s Manual. Test Man-
ager software has been developed to allow instructors to generate tests based
on FINCOACH—The Financial Management Math Practice Program contained
within the Prentice Hall Finance Center CD available to all students using Cor-
porate Finance. In addition, an Instructor’s Manual for using FINCOACH Test
Manager and FINCOACH in the course has been developed and is included
with every copy of Test Manager.

PowerPoint Presentation. To encourage more active learning, the slides in-
clude sample problems for students to solve in class. The presentations are
available from the Prentice Hall PHLIP web site (http://www.prenhall.com/
shapiro or http://www.prenhall.com/financecenter).

Additional materials are available for instructors by clicking “faculty site” in the
above referenced URLs for Corporate Finance. ID and Password designations are
available from the local Prentice Hall representative. These faculty sites include:
B Instructor’s Manual downloadable per chapter.
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m Downloadable Excel spreadsheet templates and solutions to all end-of-
chapter problems, including solutions to Integrated Problems.
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