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WITH THE THIRD EDITION OF Essentials of Corporate Finance, we have
continued to refine our focus on our target audience, which is the undergraduate student tak-
ing 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 non-finance 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 pos-
sible 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 first two editions, as
well as from our other text, Fundamentals of Corporate Finance (now in its 5th 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 semester
or quarter. Writing a book for a one-term course necessarily means some picking and choos-
ing, both with regard to topics and depth of coverage. Throughout, we strike a balance 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 edi-
tion, 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 ab-
sorber. 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 theoret-
ical 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 common sense, intuitive level before launching into any specifics. The underly-
ing 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.

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 ex-
cess of market value over cost, often is lost in an overly mechanical approach that empha-
sizes computation at the expense of comprehension. In contrast, every subject we cover is
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firmly rooted in valuation, and care is taken throughout to explain how particular decisions
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 na-
ture 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 ex-
tensive 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 be-
lieve you will find a combination with this edition that will meet your current as well as
your changing needs.

Stephen A. Ross

Randolph W. Westerfield
Bradford D. Jordan

vii



Organization of the Text

We designed Essentials 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 se-
quence. Further, within each part, the first chapter generally con-
tains an overview and survey. Thus, when time is limited, subse-
quent chapters can be omitted. Finally, the sections placed early
in each chapter are generally the most important, and later sec-
tions frequently can be omitted without loss of continuity. For
these reasons, the instructor has great control over the topics cov-
ered, the sequence in which they are covered, and the depth of
coverage.

P OVERVIEW OF FINANCIAL MANAGEMENT

1 Introduction to Financial Management 2
UNDERSTANDING FINANCIAL STATEMENTS
AND CASH FLOW

2 Financial Statements, Taxes, and Cash
Flow 22

3 Working with Financial Statements 48

VALUATION OF FUTURE CASH FLOWS

4 Introduction to Valuation: The Time Value of
Money 84

5 Discounted Cash Flow Valuation 108
VALUING STOCKS AND BONDS

6 Interest Rates and Bond Valuation 144
7 Equity Markets and Stock Valuation 182

CAPITAL BUDGETING

8 Net Present Value and Other Investment
Criteria 206
9 Making Capital Investment Decisions 240

l |
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RISK AND RETURN

10 Some Lessons from Capital Market ~— <€ |
History 274

11 Risk and Return 304 =

LONG-TERM FINANCING

eantil]

12 Cost of Capital 342

13 Leverage and Capital Structure 366 <€—-__|
14 Dividends and Dividend Policy 396
|

15 Raising Capital 418 ~
SHORT-TERM FINANCIAL MANAGEMEN

ParTiSl]

16 Short-Term Financial Planning 444
17 Working Capital Management 476

b
TOPICS IN BUSINESS FINANCE \

18 International Aspects of Financial

Management 512 \

A Mathematical Tables 536
B Key Equations 544

C Answers to Selected End-of-Chapter
Problems 547

D Using the HP-10B and TI BA II Plus
Financial Calculators 551

Glossary 555
Name Index 561

Equation Index 562
Subject Index 563




learning tools and support.

the student:

¢ Real Financial Decisions
* Application Tools
Study Aids

APPLE COMPUTER began as a two-man partnership
in & garage. It grew rapidly and, by 1986, became a large publicly traded

In addition to illustrating relevant concepts and
presenting up-to-date coverage, Essentials 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,
Essentials of Corporate Finance is rich in valuable

Each feature can be categorized by the benefit to

corporation with 60 million shares of stock and a total market value in excess

of $1 billion. At that time, the fim's more visible cofounder, 30-year-old

Steven Jobs, owned seven million shares of Apple stock worth about $120

million

Despite his stake in the company and his role in its founding and suc-

cess, Jobs was forced to relinquish operating responsibilties in 1985 when

Apple's financial performance tumed sour. and he subsequently resigned

aftogether

Of course, you can't keep a good entrepreneur down. Jobs formed

Pixar Animation Studios, the company that is responsible for the animation

in the hit movies Toy Story, A Bug's Life, and Toy Story 2 Pixar went public in 1985, and, following an enthusiastic

reception by the stock marke!, Jobs's 80 percent stake was valued at about $1.1 billion

is included.

~realitylsyres

t used o0 be that trading in collectibles such as bascball
Iam art, and old toys occurred mostly at auctions, swap

‘meets, and callectible shops, all of which were limited to
regional traffic. However, with the growing popularity of on
line auctions such as eBay. trading in collectibles has ex.
panded to an intemational arena. The most visible form of col.
lectible is probably the baseball trading card, bt Furbics,
Beanie Babies, and Pokémon cards have been extremely hot
collectibles in the recent past. However, it's not just fad items
that spark collectors’ interest; virally anything of sentimen.
tal value from days gone by is considered collectible, and,
more and more, these things are being viewed as investments.

Collectibles typically provide no cash flows, except when
sold, and condition and buyer sentiment are the major deter-
minants of valuc. The rates of retum on such n

Each chapter begins with a recent real-world
event to introduce students to chapter
concepts. Since many non-finance majors
will use this text, a brief paragraph linking
the vignette and chapter concepts to majors
in marketing, management, and accounting

SHE’S MADE OF PLASTIC, AND SHE’S FANTASTIC!

Barbie dolls are a lot easier to store. An original Barbic
sold for about $3 when it was introduced in March 1959. An
original in mint condition (and never removed from its pack-
‘age) might have been worth about $7,000 in 2000, which rep-
resents a whopping retum of 20.8 percent per year

The world of collectibles is, of course, a global phenom
enon. Christie’s, the well-known auction house, holds an an-
nual auction of model railway toys around Christmas. In 1998,
a Marklin (the manufacturer) three-piece station house se¢
would have been worth about £6,000. It originally sold for
about £3in 1913, Again, (0 the untrained eye, that appears (o
be an enormous gain, but the return actually works out © be
about 9.4 percent a year.

Looking back, of these investments, the Barbie doll did
the best. The.

been staggering at times, but care is needed in interpreting
them. For cxample, a Schwinn B6 boy's bicycle cost about $45
when it was new in 1949, and it was 3 beauty. Assuming it was
still in like-new condition in 2000, it would have been worth
$675, about 15 times its original cost. While this looks to the
untrained eye like a huge gain, the actual return on investment
is only about 5.5 percent per year for the $1-year lfe of the in
vestment. In contrast, a typical share of common stock camned,
on average, a return of about 115 percent over that same pe
riod. Then there's the problem of storing the bike and keeping
it in like-new condition, hardly a small detail

chase the 1oy whe it wass new and store it (without opening it)
for all those years. Looking ahead, the corresponding problem
is predicting what the future value of a toy will be. You can
‘cam a positive return on investment only if the market value
of your asset rises above the purchase price at some point.
That, of course, is rarely assured. For example, most collectors.
say that the Barbies that are mass-marketed in discount stores.
today will probably have little or no value as collectibles at any
time in the future, so we don't recommend them for your re-
tirement investing




Application Tools

Realizing that there is more than one way to solve problems in corporate finance, we include
two sections that will not only encourage students to learn different problem-solving methods,
but that will also help them learn or brush up on their financial calculator and Excel spread-

sheet skills.

Finding the Number of Payments

Calculator Hints is a self-contained section
in various chapters that first introduces
students to calculator basics, and then
illustrates how to solve problems with the
calculator. Appendix D goes into more
detailed instructions by solving problems
with two specific calculators.

financial calculator. do the following

Enter 1.5 -20 1,000

Solve for 93.1

have solved for the num-

ancial calculators won't

up to the next whole pe-

ate,pmt,pv,fv); be sure to

[lEBREAbsueeT  Annuity Present Values
> S L Ieing
,,: A B [+ | G -«
D 1 [
. S — The unique Spreadsheet Strategies feature
v [Ta_|whatis the present value of $ s i count rate i ’ TN o o :
Tl e o e ey is also in a self-contained section, and
6
[ 7] Payment amount per period | $500] shows students how to set up spreadsheets
8] Number of payments:| 3 , .
e Discount rate 1 to solve problems—a vital part of every
% Annuity present value:| $1,243.43 businesg s[uden[‘s education.
ETnulummlu entered in cell B11 is =PV(B9, B8, -B7, 0); notice that FV is zero and that pmt has
[ 14 |a negative sign on it. Also notice that the discount rate is entered as a decimal, not a percentage.
15
e
i
> www.mhhe.com/rwj

Almost every chapter ends with a list of
problems that are linked to spreadsheet
software available in the Student Center
of the Web site at www.mhhe.com/rwj.
These Excel templates are a valuable
extension of the Spreadsheet Strategies
feature.

Spreadsheet Templates 6, 10, 19




Study Aids

We want students to get the most from this book and their course, and we realize that students
have different learning styles and study needs. We therefore present a number of study features
to appeal to a wide range of students.

> WHEN YOU ARE FINISHED STUDYING IT, MAKE
. . ~ SURE YOU HAVE A GOOD UNDERSTANDING OF:
Each chapter begins with a number of
learning objectives that are key to the . ol
student’s understanding of the chapter.
B The goal of financial managen
| The ! f it
B The contflicts of interest that can arise between
n NPV profile

We use a full color palette in Essentials to not
only make the text more inviting, but, more
importantly, as a functional element to help
students follow the discussion. In almost every
chapter, color plays an important, largely self-
evident role. A guide to the use of color is found
on the endsheets.

R (%)

CRITICAL THINKING AND CONCEPTS REVIEW

1. The Financial Management Decision Process. What are the three types of fi-
nancial management decisions? For each type of decision, give an example of a

EVCI')’ Chap[er endS Wl[h a set business transaction that would be relevant.

of Cri[ical Thlnk]ng Sole Proprietorships and Partnerships. What are the four primary disadvantages
to the sole proprietorship and partnership forms of business organization? What bene-

™

QueStionS [ha[ Ch'd”enge the fits are there to these types of business organization as opposed to the corporate form?
» = 3. Corporations. What is the primary disadvantage of the corporate form of organ-
SIUdent to dPPly lhe Concept5 ization? Name at least two of the advantages of corporate organization
they have learned from the 4. Corporate Finance Organization. In a large corporation, what are the two dis-
. tinct groups that report to the chief financial officer? Which group is the focus of
real-world examples in the corporate finance?

8. Goal of Financial Management. What goal should always motivate the actions

chapter to new situations. of the firm's financial manager?




Chapter sections are

Y

CONCEPT QUESTIONS
intenlionully kepl 1.6a What is a dealer market? How do dealer and auction markets differ?

Sh()l'l to pl'()ll\()lC a SICp-by-S[CP 1.6b What is the largest auction market in the United States?

building-block approach to learning.
Each section is then followed by a series

1.6c What does OTC stand for? What is the large OTC market for stocks called?

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.

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

Cash flow from assets = Cash flow to creditors (bondholdars) . 5 Cash flow summary

Il. Cash flow from assets
Cash flow from assets Operating castg flow

where

Cashﬂowtosiockholdars Dividendspald Net | ) equity raised

+ Cash flow to stoclmolder% (owners)

Separate numbered and titled examples are extensively integrated into the chapters.
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 information. Based on our classroom testing, these
examples are among the most useful learning aids because they provide both detail and
explanation.

EXAMPLE 3.2

Here is a variation on the receivables collection period. How long, on average, does it take for Prufrock
Corporation to pay its bills? To answer, we need to calculate the accounts payable turnover rate using
st of goods sold. We will assume that Prufrock purchases everything on credit
The cost of goods
$1,344/$344 = 3.9 time

ld is $1,344, and accounts payable 344. The turnover is therefore

So payables turned over about every 365/3.9 = 94 days. On average, then
Prufrock takes 94 days to pay. As a potential creditor, we might take note of this fact




These are printed in blue the first time they appear, and are
defined within the text and in the margin.

As shown in Figure 2.1, the difference between a firm’s current assets and its current lia-

bilities is called net working capital. Net working capital is positive when current assets  net working capital
exceed current liabilities. Based on the definitions of current assets and current liabilities, Current assets less
this means that the cash that will become available over the next 12 months exceeds the current liabilities.

cash that must be paid over that same period. For this reason, net working capital is usually

positive in a healthy firm.

Profit Margin Companies pay a great deal of attention to their profit margin:
) —

. Net income
These are called out in the text and Profit margin = — 5 ]k "
. . p . dales
identified by equation numbers.

. . $363

Appendix B shows the key equations - \: f‘n = 15.7%
by chapter. ="

Throughout the text, important ideas are presented sepa-
rately and printed in a blue box to indicate their impor-
tance the students.

Y

Given that the goal of financial management is to increase share value, our discussion
in this section leads us to the net present value rule:

if the net present value is positive and rejected if it

These paragraphs review the chapter’s key points and provide
closure to the chapter.

i
SUMMARY AND CONCLUSIONS

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

L. 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 investment.

2. The current worth of a future cash flow can be determined for a given rate of return
by calculating the present value of the cash flow involved

3. The relationship between present value and future value for a given rate r and time ¢
is given by the basic present value equation:
PV =FV/1 + rY

As we have shown, it is possible to find any one of the four components (PV, B,
or 1) given the other three.




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.

CHAPTER REVIEW AND SELF-TEST PROBLEMS

5.1 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 imme-
diate 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. Assum-
ing a 10 percent discount rate, is this package worth $10 million? How much is it worth”?

w
5

What is the present value of these cash flows?

53 Annuity Present Value. You are looking into an investment that will pay you
$12,000 per year for the next 10 years. If you require a 15 percent return, what is
the most you would pay for this investment?

54 APR versus EAR.

or EAR, on such a student loan?

Future Value with Multiple Cash Flows. You plan to make a series of deposits
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?

The going rate on student loans is quoted as 9 percent APR
The terms of the loan call for monthly payments. What is the effective annual rate,

We have found that many students learn better when they have plenty of opportunity to
practice. We therefore provide extensive end-of-chapter questions and problems—many
more than in the previous edition. The questions and problems are generally segregated
into two levels—Basic and Intermediate. 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

Simple Interest versus Compound Interest. First Rajan Bank pays 5 percent  Basic

simple interest on its savings account balances, whereas First Mullineaux Bank pays  (Questions

5 percent interest compounded annually. If you made a $5,000 deposit in each bank,
how much more money would you earn from your First Mullineaux Bank account
at the end of 10 years?

Calculating Future Values. For each of the following, compute the future value

Present Value Years Interest Rate Future
Value al -
$ 4

1-15)




Comprehensive Teaching and

Learning Package

We have made every effort to include the support material that is most critical for you
and your students. Each product has been significantly revised and refreshed for the
Third Edition.

Instructor Supplements

Annotated Instructor’s Edition (AIE)

ISBN 0072340630

All your teaching resources are tied together here!

This handy resource contains extensive references to the Instructor’s Manual regarding
Lecture Tips, Ethics Notes, International Notes, and the availability of PowerPoint
slides. The Lecture Tips vary in content and purpose—providing an alternative
perspective on a subject, suggesting important points to be stressed, giving further
examples, or recommending other readings. The Ethics Notes present background on
topics that can be used to motivate classroom discussion of finance-related ethical
issues. Other annotations include: notes for the Real-World Tips; Concept Questions;
Self-Test Problems; End-of-Chapter Problems; Videos; and answers to the end-of-
chapter problems.

Instructor’s Manual, prepared by Cheri Etling, University of Tampa

ISBN 0072340568

A great place to find new lecture ideas!

This thoroughly updated IM contains two sections. The first section contains a chapter
outline and other lecture materials designed for use with the Annotated Instructor’s
Edition. There is an annotated outline for each chapter, and included in the outlines are
Lecture Tips, Real-World Tips, Ethics Notes, suggested PowerPoint slides, and, when
appropriate, a video synopsis. Detailed solutions for all end-of-chapter problems
appear in the second section.

Test Bank, prepared by David Kuipers, Texas Tech University

ISBN 0072340592

New format for a better testing process!

The Third Edition Test Bank has been thoroughly reorganized to more closely link
with the text. Each chapter is divided into four parts: Part I contains questions that test
the understanding of key terms in the book. Part II includes questions patterned after
the learning objectives, concept questions, chapter-opening vignettes, boxes, and high-
lighted phrases. Part III contains multiple-choice and true/false problems patterned
after the end-of-chapter questions, in basic and intermediate levels. Part IV provides
essay questions to test problem-solving skills and more advanced understanding of
concepts.

Instructor’s Presentation Manager CD-ROM

0072423439

Keep all the supplements in one place!

This CD contains all the necessary supplements—Instructor’s Manual, Solutions, Test
Bank, and PowerPoint slides—all in one useful product in an electronic format.



Computerized Testing Software

ISBN 0072340614 (Windows)

Create your own test in a snap!

This software includes an easy-to-use menu system that allows quick access to all the
powerful features available. The Keyword Search option lets you browse through the
test bank for problems containing a specific word or phrase. Password protection is
available for saved tests or for the entire database. Questions can be added, modified,
or deleted.

TeleTest

McGraw-Hill/Irwin’s free customized exam preparation service!

Simply choose your desired questions from the Test Bank and call McGraw-Hill/Irwin
at 1-800-338-3987. Test and answer keys are printed on a laser printer according to the
specifications provided and mailed to you.

PowerPoint Presentation System, prepared by Cheri Etling, University of Tampa
ISBN 0072340576

Now with more lecture outlines!

This presentation has been thoroughly revised to include more lecture-oriented slides.
The presentation also includes exhibits and examples both from the book and from
outside sources. Applicable slides have Web links that take you directly to specific
Internet sites, or a spreadsheet link to show an example in Excel. You can also go to
the Notes Pages function for more tips in presenting the slides. There is also a separate
section that contains selected worked-out solutions. If you have PowerPoint installed
on your PC, you have the ability to edit, print, or rearrange the complete transparency
presentation to meet your specific needs.

Transparency Acetates

ISBN 0072340606

Add visuals to your course!

All of the chapter presentations in PowerPoint are produced in an acetate package for
use with an overhead projector.

Videos

ISBN 0072423420

New set of videos on hot topics!

McGraw-Hill/Irwin produced a new series of finance videos that are 10-minute case
studies on topics such as Financial Markets, Careers, Rightsizing, Capital Budgeting,
EVA, and International Finance. Discussion questions for these videos are available in
the Instructor’s Center at www.mhhe.com/rwj.




Student Supplements

The Wall Street Journal Edition

ISBN 0072340649

Great way to bring in more current events!

Through a unique arrangement with Dow Jones, the price of this version of the student
text includes a 10-week subscription to The Wall Street Journal. This business daily
newspaper’s coverage of financial topics, both domestic and global, is unparalleled by
any other business periodical. Please contact your McGraw-Hill/Irwin representative
for ordering information.

Student Problem Manual, prepared by Thomas Eyssell, University of Missouri—
St. Louis

ISBN 007234055X

Need additional help solving problems?

This valuable resource provides students with additional problems for practice. Each
chapter begins with Concepts for Review, followed by Chapter Highlights. These re-
emphasize the key terms and concepts in the chapter. A short Concept Test, averaging
10 questions and answers, appears next. Each chapter concludes with additional
problems for the student to review. Answers to these problems appear at the end of the
Student Problem Manual.

Ready Notes

ISBN 0072340541

Improved listening and attention = improved retention!

This innovative student supplement provides students with an inexpensive note-taking
system that contains a reduced copy of every slide in the PowerPoint Presentation
System. With a copy of each slide in front of them, students can listen and record your
comments about each point instead of hurriedly copying the slide into their notebooks.
Ask your McGraw-Hill/Irwin representative about packaging options.

Financial Analysis with an Electronic Calculator, Fourth Edition, by Mark A.
White, University of Virginia, McIntire School of Commerce

ISBN 0072299738

Need help with your financial calculator?

The information and procedures in this supplementary text enable students to master
the use of financial calculators and develop a working knowledge of financial mathe-
matics and problem solving. Complete instructions are included for solving all major
problem types on three popular models: HP 10-B, TI BATI Plus, and Sharp EL733A.
Hands-on problems with detailed solutions allow students to practice the skills
outlined in the text and obtain instant reinforcement. Financial Analysis with an Elec-
tronic Calculator is a self-contained supplement to the introductory financial manage-
ment course.



