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To Stephen A. Ross and family

Our great friend, colleague, and coauthor Steve Ross 

passed away on March 3, 2017. Steve’s influence on our 

textbook is seminal, deep, and enduring, and we will 

miss him greatly. We are confident that on the founda-

tion of Steve’s lasting and invaluable contributions, 

our textbook will continue to reach the highest level of 

 excellence that we all aspire to.

— R.W.W.  J.F.J.  B.D.J.
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IN THE BEGINNING . . .
It was probably inevitable that the four of us would collaborate on 

this project. Over the last 20 or so years, we have been working as 

two separate “RWJ” teams. In that time, we managed (much to our 

own amazement) to coauthor two widely adopted undergraduate 

texts and an equally successful graduate text, all in the corporate 

finance area. These three books have collectively totaled more than 

35 editions (and counting), plus a variety of country-specific editions 

and international editions, and they have been translated into at 

least a dozen foreign languages.

Even so, we knew that there was a hole in our lineup at the 

graduate (MBA) level. We’ve continued to see a need for a concise, 

up-to-date, and to-the-point product, the majority of which can be 

realistically covered in a typical single term or course. As we began 

to develop this book, we realized (with wry chuckles all around) 

that, between the four of us, we had been teaching and research-

ing finance principles for well over a century. From our own very 

extensive experience with this material, we recognized that corpo-

rate finance introductory classes often have students with extremely 

diverse educational and professional backgrounds. We also recog-

nized that this course is increasingly being delivered in alternative 

formats ranging from traditional semester-long classes to highly 

compressed modules, to purely online courses, taught both syn-

chronously and asynchronously.

OUR APPROACH
To achieve our objective of reaching out to the many different types 

of students and the varying course environments, we worked to 

distill the subject of corporate finance down to its core, while main-

taining a decidedly modern approach. We have always maintained 

that corporate finance can be viewed as the working of a few very 

powerful intuitions. We also know that understanding the “why” 

is just as important, if not more so, than understanding the “how.” 

Throughout the development of this book, we continued to take a 

hard look at what is truly relevant and useful. In doing so, we have 

worked to downplay purely theoretical issues and minimize the use 

of extensive and elaborate calculations to illustrate points that are 

either intuitively obvious or of limited practical use.

Perhaps more than anything, this book gave us the chance to 

pool all that we have learned about what really works in a corporate 

finance text. We have received an enormous amount of feedback 

over the years. Based on that feedback, the two key ingredients that 

we worked to blend together here are the careful attention to peda-

gogy and readability that we have developed in our undergraduate 

books and the strong emphasis on current thinking and research 

that we have always stressed in our graduate book.

From the start, we knew we didn’t want this text to be encyclo-

pedic. Our goal instead was to focus on what students really need to 

carry away from a principles course. After much debate and consul-

tation with colleagues who regularly teach this material, we settled 

on a total of 21 chapters. Chapter length is typically 30 pages, so 

most of the book (and, thus, most of the key concepts and applica-

tions) can be realistically covered in a single term or module. Writing 

a book that strictly focuses on core concepts and applications nec-

essarily involves some picking and choosing with regard to both 

topics and depth of coverage. Throughout, we strike a balance by 

introducing and covering the essentials, while leaving more special-

ized topics to follow-up courses.

As in our other books, we treat net present value (NPV) as the 

underlying and unifying concept in corporate finance. Many texts 

stop well short of consistently integrating this basic principle. The 

simple, intuitive, and very powerful notion that NPV represents the 

excess of market value over cost often is lost in an overly mechani-

cal approach that emphasizes computation at the expense of com-

prehension. In contrast, every subject we cover is firmly rooted in 

valuation, and care is taken throughout to explain how particular 

decisions have valuation effects.

Also, students shouldn’t lose sight of the fact that financial 

management is about 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 decisions, and where appropriate, the approximate, 

pragmatic nature of financial analysis is made explicit, possible pit-

falls are described, and limitations are discussed.

NEW AND NOTEWORTHY TO  

THE SIXTH EDITION
All chapter openers and examples have been updated to reflect the 

financial trends and turbulence of the last several years. In addition, 

we have updated the end-of-chapter problems in every chapter. We 

have tried to incorporate the many exciting new research findings in 

corporate finance.

• The Tax Cuts and Jobs Act of 2017 is incorporated 

throughout. This major legislation covers many aspects 

of corporate finance, including (but not limited to):

 ■ Corporate tax. The new, flat-rate 21 percent corpo-

rate rate is discussed and compared to the old pro-

gressive system. Entities other than C corporations 

still face progressive taxation, so the discussion of 

marginal versus average tax rates remains relevant 

and is retained.

FROM THE AUTHORS
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• Given the importance of debt in most firms’ capital 

structure, it is a mystery that many firms use no debt. 

There is new and exciting research of this “no debt” 

behavior that sheds new light on how firms make actual 

capital structure decisions.

• Chapter 15 Capital Structure: Limits to the Use of Debt 

explores this new research and incorporates it into our 

discussion of capital structure.

• Chapter 16 Dividends and Other Payouts updates the 

record of earnings, dividends, and repurchases for 

large U.S. firms. The recent trends show repurchases 

far outpacing dividends in firm payout policy. Because 

firms may use dividends or repurchases to pay out cash 

to equity investors, the recent importance of repur-

chases suggests a changing financial landscape.

• There are several twists and turns to the calculation of 

the firm’s weighted average cost of capital. Because 

the weighted average cost of capital is the most 

important benchmark we use for capital budgeting 

and represents a firm’s “opportunity cost,” its calcula-

tion is critical. We update our estimates of Eastman 

Chemical’s cost of capital using readily available data 

from the internet to distinguish the nuances of this 

calculation.

Our attention to updating and improving also extended to 

the extensive collection of support and enrichment materials that 

accompany the text. Working with many dedicated and talented 

colleagues and professionals, we continue to provide supplements 

that are unrivaled at the graduate level (a complete description 

appears in the following pages). Whether you use just the textbook, 

or the book in conjunction with other products, we believe you will 

be able to find a combination that meets your current, as well as 

changing, needs.

—Randolph W. Westerfield

—Je�rey F. Ja�e

—Bradford D. Jordan

 ■ Bonus depreciation. For a limited time, businesses 

can take a 100 percent depreciation charge the 

first year for most non-real estate, MACRS-qualified 

investments.

 ■ Limitations on interest deductions. The amount of 

interest that may be deducted for tax purposes is 

limited. Interest that cannot be deducted can be 

carried forward to future tax years (but not carried 

back; see next).

 ■ Carrybacks. Net operating loss (NOL) carrybacks 

have been eliminated and NOL carryforward deduc-

tions are limited in any one tax year.

 ■ Dividends-received tax break. The tax break on divi-

dends received by a corporation has been reduced, 

meaning that the portion subject to taxation has 

increased.

 ■ Repatriation. The distinction between U.S. and 

non-U.S. profits essentially has been eliminated. All 

“overseas” assets, both liquid and illiquid, are sub-

ject to a one-time “deemed” tax.

• In the 12 years since the “financial crisis” or “great 

recession,” we see that the world’s financial markets 

are more integrated than ever before. The theory and 

practice of corporate finance has been moving forward 

at a fast pace and we endeavor to bring the theory 

and practice to life with completely updated chapter 

openers, many new modern examples, and completely 

updated end-of-chapter problems and questions.

• In recent years we have seen unprecedented high 

stock and bond values and returns as well as histori-

cally low interest rates and inflation.

• Chapter 10 Risk and Return: Lessons from Market 

History updates and internationalizes our discussion of 

historical risk and return. With updated historical data, 

our estimates of the equity risk premium are on stron-

ger footing and our understanding of the capital market 

environment is heightened.
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PEDAGOGY

Corporate Finance: Core 

Principles & Applications is 

rich in valuable learning 

tools and support to help 

students succeed in learning 

the fundamentals of financial 

management.

BEAUTY IS IN THE EYE OF THE BONDHOLDER

Many bonds have unusual or exotic features. One of the most common types is an asset-backed, or securitized, 

Mortgage-backed securities were big news in 2007. For several years, there had been rapid growth 

prime mortgage loans, which are mortgages made to individuals with less than top-quality credit. However

tion of cooling (and in some places dropping) housing prices and rising interest rates caused mortgage 

and foreclosures to rise. This increase in problem mortgages caused a significant number of mortgage-back

to drop sharply in value and created huge losses for investors. Bondholders of a securitized bond receive 

principal payments from a specific asset (or pool of assets) rather than a specific company. For example

rock legend David Bowie sold $55 million in bonds backed by future royalties from his albums and songs 

serious ch-ch-ch-change!). Owners of these “Bowie” bonds received the royalty payments, so if Bowie’s 

there was a possibility the bonds could have defaulted. Other artists have sold bonds backed by future 

ing James Brown, Iron Maiden, and the estate of the legendary Marvin Gaye.

Mortgage-backs are the best-known type of asset-backed security. With a mortgage-backed bond, 

chases mortgages from banks and merges them into a pool. Bonds are then issued, and the bondholders 

ments derived from payments on the underlying mortgages. One unusual twist with mortgage bonds 

rates decline, the bonds can actually decrease in value. This can occur because homeowners are likely 

the lower rates, paying off their mortgages in the process. Securitized bonds are usually backed by assets 

FINANCE MATTERS

Finance Matters

By exploring information found in recent 

publications and building upon concepts 

learned in each chapter, these boxes 

work through real-world issues relevant 

to the surrounding text.

Everyone knows that computer chips evolve quickly, getting smaller, faster, and cheaper. In fact, the 

famous Moore’s Law (named after Intel cofounder Gordon Moore) predicts that the number of tran-

sistors placed on a chip will double every two years (and this prediction has held up very well since 

it was published in 1965). This growth often means that companies need to build new fabrication 

facilities. For example, in 2018, Samsung announced that it would start producing 7 nanometer (nm) 

chips at its $6 billion extreme ultraviolet lithography (EUV) line at the company’s plant in Hwaseong. 

The 7 nm chips are faster and more energy efficient than previous chips. And although Moore’s Law 

might be in jeopardy as the doubling has slowed down for many manufacturers, Samsung stated that 

it planned to build 4 nm chips beginning in 2020 and 3 nm chips in 2021. 

This chapter follows up on our previous one by delving more deeply into capital budgeting and 

the evaluation of projects such as these chip manufacturing facilities. We identify the relevant cash 

flows of a project, including initial investment outlays, requirements for net working capital, and 

operating cash flows. Further, we look at the effects of depreciation and taxes. We also examine the 

impact of inflation and show how to consistently evaluate the NPV of a project.

Please visit us at corecorporatefinance.blogspot.com for the latest developments in the world of corporate finance.

O
P
E
N
IN
G
 C
A
S
E

Making Capital 
Investment Decisions

8

Chapter Opening Case

Each chapter begins with a recent 

real-world event to introduce 

students to chapter concepts.
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Spreadsheet Techniques

This feature helps students to improve their Excel 

spreadsheet skills, particularly as they relate to 

corporate finance. This feature appears in self-

contained sections and shows students how to set up 

spreadsheets to analyze common financial problems—a 

vital part of every business student’s education. For 

even more help using Excel, students have access to 

Excel Master, an in-depth online tutorial.

Most spreadsheets have fairly elaborate routines available for calculating bond values and yields; many of 

these routines involve details that we have not discussed. However, setting up a simple spreadsheet to cal-

culate prices or yields is straightforward, as our next two spreadsheets show: 

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

A B C D E F G H

Suppose we have a bond with 22 years to maturity, a coupon rate of 8 percent, and a yield to

maturity of 9 percent. If the bond makes semiannual payments, what is its price today?

Settlement date: 1/1/00

Maturity date: 1/1/22

Annual coupon rate: .08

Yield to maturity: .09

Face value (% of par): 100

Coupons per year: 2

Bond price (% of par): 90.49

The formula entered in cell B13 is =PRICE(B7,B8,B9,B10,B11,B12); notice that face value and bond 

price are given as a percentage of face value.

Using a spreadsheet to calculate bond values

How to  Calculate  Bond Pr ices  
and Yie lds  Us ing a  Spreadsheet

SPREADSHEET TECHNIQUES

back exactly $20 of interest and principal. This amount of borrowing is the present value of 

$20, which is $18.18 (= $20/1.10).

Now that we know how to determine both the delta and the amount of borrowing, we 

can write the value of the call as:

   

Value of call

  

=

  

Stock price

  

×

  

Delta

  

−

  

Amount borrowed

      
$ 6.82

  
=

  
$50

  
×

  
  
1

 __ 
2

  
  
−

  
$18.18

    
[17.2]

We will find this intuition very useful in explaining the Black-Scholes model.

RISK-NEUTRAL VALUATION Before leaving this example, we should comment on a remark-

able feature. We found the exact value of the option without even knowing the probability 

that the stock would go up or down! If an optimist thought the probability of an up move 

was very high and a pessimist thought it was very low, they would still agree on the option 

value. How could that be? The answer is that the current $50 stock price already balances 

the views of the optimist and the pessimist. The option reflects that balance because its 

value depends on the stock price.

This insight provides us with another approach to valuing the call. If we don’t need the 

probabilities of the two states to value the call, perhaps we can select any probabilities we 

want and still come up with the right answer. Suppose we selected probabilities such that 

the return on the stock is equal to the risk-free rate of 10 percent. We know that the stock 

return given a rise is 20 percent (= $60/$50 − 1) and the stock return given a fall is −20 per-

cent (= $40/$50 − 1). Thus, we can solve for the probability of a rise necessary to achieve 

an expected return of 10 percent as:

Numbered Equations

Key equations are numbered within the text and 

listed in Appendix D for easy reference.

END-OF-CHAPTER MATERIAL

The end-of-chapter material reflects 

and builds on the concepts learned 

from the chapter and study features.

Questions and Problems

Because solving problems is so critical to 

students’ learning, we provide extensive end-of-

chapter questions and problems. The questions 

and problems are segregated into three learning 

levels: Basic, Intermediate, and Challenge. All 

problems are fully annotated so that students 

and instructors can readily identify particular 

types. Also, most of the problems are available in 

McGraw-Hill’s Connect.

 1. Building a Balance Sheet Och, Inc., has current assets of $6,400, net fixed assets of $29,300, 

current liabilities of $5,100, and long-term debt of $11,800. What is the value of the shareholders’ 

equity account for this firm? How much is net working capital?

 2. Building an Income Statement Higgins, Inc., has sales of $517,400, costs of $296,300, 

depreciation expense of $42,300, interest expense of $20,400, and a tax rate of 21 percent. What is 

the net income for the firm? Suppose the company paid out $27,000 in cash dividends. What is the 

addition to retained earnings?

 3. Market Values and Book Values Klingon Cruisers, Inc., purchased new cloaking machinery three 

years ago for $7.5 million. The machinery can be sold to the Romulans today for $5.6 million. Klingon’s 

current balance sheet shows net fixed assets of $3.9 million, current liabilities of $1.125 million, and 

net working capital of $340,000. If all the current accounts were liquidated today, the company would 

receive $380,000 cash. What is the book value of Klingon’s total assets today? What is the sum of the 

market value of NWC and market value of assets?

 4. Calculating Taxes Timmy Tappan is single and had $189,000 in taxable income. Using the rates from 

Table 2.3 in the chapter, calculate his income taxes. What is the average tax rate? What is the marginal 

tax rate?

 5. Calculating OCF Masters, Inc., has sales of $32,400, costs of $14,300, depreciation expense of $2,200, 

and interest expense of $1,160. If the tax rate is 23 percent, what is the operating cash flow, or OCF?

  6. Calculating Net Capital Spending Bantam Egg’s 2019 balance sheet showed net fixed assets of 

$3.82 million, and the 2020 balance sheet showed net fixed assets of $4.63 million. The company’s 

2020 income statement showed a depreciation expense of $405,000. What was the company’s net 

capital spending for 2020?

QUESTIONS AND PROBLEMS
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Excel Problems

Expanded for this edition! Indicated by the 

Excel icon in the margin, these problems are 

integrated in the Questions and Problems 

section of almost all chapters. RWJJ offers 

students more practice using the Excel functions 

they will use throughout their futures in finance.

State of 
Economy

Probability of  
State of Economy

Rate of Return  
If State Occurs

Recession .35 −.14

Normal .50 .16

Boom .15 .43

invested in Stock Y, and 20 percent invested in Stock Z. The expected returns on these three stocks are 

9.2 percent, 11.8 percent, and 14.3 percent, respectively. What is the expected return on the portfolio?

 4. Portfolio Expected Return You have $10,000 to invest in a stock portfolio. Your choices are Stock X with an 

expected return of 11.9 percent and Stock Y with an expected return of 9.7 percent. If your goal is to create a 

portfolio with an expected return of 10.3 percent, how much money will you invest in Stock X? In Stock Y?

 5. Calculating Expected Return Based on the following information, calculate the expected return.

 6. Calculating Returns and Standard Deviations Based on the following information, calculate the 

expected return and standard deviation for the two stocks.

State of 
Economy

Probability of  
State of Economy

Rate of Return If State Occurs

Stock A Stock B

Recession .10 .01 −.19

Normal .60 .09 .11

 1. Expected Return You want to find the expected return for Honeywell using the CAPM. First you 

need the market risk premium. Go to money.cnn.com and find the current interest rate for three-month 

Treasury bills. Use the historic market risk premium from Chapter 10 as the market risk premium. Next, 

go to finance.yahoo.com, enter the ticker symbol HON for Honeywell, and find the beta for Honeywell. 

What is the expected return for Honeywell using the CAPM? What assumptions have you made to arrive 

at this number?

 2. Portfolio Beta You have decided to invest in an equally weighted portfolio consisting of American

Express, Procter & Gamble, Home Depot, and DowDuPont and need to find the beta of your portfolio

to finance.yahoo.com and find the beta for each of the companies. What is the beta for your portfolio

 3. Beta Which companies currently have the highest and lowest betas? Go to finance.yahoo.com and 

find the “Screeners” link. Enter 0 as the maximum beta and search. How many stocks currently have a 

beta less than or equal to 0? What is the lowest beta? Go back to the stock screener and enter 3 as the 

minimum. How many stocks have a beta above 3? What stock has the highest beta?

 4. Security Market Line Go to finance.yahoo.com and enter the ticker symbol IP for International P

Follow the “Statistics” link to get the beta for the company. Next, find the estimated (or “target”) price 

in 12 months according to market analysts. Using the current share price and the mean target price

compute the expected return for this stock. Don’t forget to include the expected dividend payments 

over the next year. Now go to money.cnn.com and find the current interest rate for three-month 

Treasury bills. Using this information, calculate the expected return on the market using the  

reward-to-risk ratio. Does this number make sense? Why or why not?

WHAT’S ON THE WEB?

What’s on the Web?

These end-of-chapter activities show students how to use and 

learn from the vast amount of financial resources available 

on the internet.
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EXCEL MASTER IT !  PROBLEM

Companies often buy bonds to meet a future liability or cash outlay. Such an investment 

portfolio because the proceeds of the portfolio are dedicated to the future liability. In such 

folio is subject to reinvestment risk. Reinvestment risk occurs because the company will 

coupon payments it receives. If the YTM on similar bonds falls, these coupon payments 

a lower interest rate, which will result in a portfolio value that is lower than desired at maturity

interest rates increase, the portfolio value at maturity will be higher than needed.

Suppose Ice Cubes, Inc., has the following liability due in five years. The company is going 

bonds today to meet the future obligation. The liability and current YTM are below:

Amount of liability: $100,000,000

Current YTM: 8%

  a.  At the current YTM, what is the face value of the bonds the company has to purchase today to meet 

its future obligation? Assume that the bonds in the relevant range will have the same c

the current YTM and these bonds make semiannual coupon payments.

  b.  Assume the interest rates remain constant for the next five years. Thus, when the company reinvests

the coupon payments, it will reinvest at the current YTM. What is the value of the portfolio in five years

  c.  Assume that immediately after the company purchases the bonds, interest rates either rise or fall by 

1 percent. What is the value of the portfolio in five years under these circumstanc

One way to eliminate reinvestment risk is called immunization. Rather than buying bonds with 

the liability, the company instead buys bonds with the same duration as the liability. If you think 

portfolio, if the interest rate falls, the future value of the reinvested coupon payments decreases. 

est rates fall, the price of bonds increases. These effects offset each other in an immunized portfolio

Another advantage of using duration to immunize a portfolio is that the duration 

weighted average of the duration of the assets in the portfolio. In other words, to find the 

folio, you take the weight of each asset multiplied by its duration and then sum the results.

ExcelMaster  

coverage online

www.mhhe.com/RossCore6e

CLOSING CASE

THE COST OF CAPITAL FOR SWAN MOTORS

You have recently been hired by Swan Motors, Inc. (SMI), in its relatively new treasury management depart-

ment. SMI was founded eight years ago by Joe Swan. Joe found a method to manufacture a cheaper battery 

with much greater energy density than was previously possible, giving a car powered by the battery a range of 

700 miles before requiring a charge. The cars manufactured by SMI are midsized and carry a price that allows 

the company to compete with other mainstream auto manufacturers. The company is privately owned by Joe 

and his family, and it had sales of $97 million last year.

SMI primarily sells to customers who buy the cars online, although it does have a limited number of 

 company-owned dealerships. The customer selects any customization and makes a deposit of 20 percent of 

the purchase price. After the order is taken, the car is made to order, typically within 45 days. SMI’s growth to 

date has come from its profits. When the company had sufficient capital, it would expand production. Relatively 

little formal analysis has been used in its capital budgeting process. Joe has just read about capital budgeting 

techniques and has come to you for help. For starters, the company has never attempted to determine its cost 

of capital, and Joe would like you to perform the analysis. Because the company is privately owned, it is dif-

ficult to determine the cost of equity for the company. Joe wants you to use the pure play approach to estimate 

the cost of capital for SMI, and he has chosen Tesla Motors as a representative company. The following ques-

tions will lead you through the steps to calculate this estimate.

 1. Most publicly traded corporations are required to submit 10-Q (quarterly) and 10-K (annual) reports 

to the SEC detailing their financial operations over the previous quarter or year, respectively. These 

corporate filings are available on the SEC website at www.sec.gov. Go to the SEC website and 

enter “TSLA” for Tesla in the “Search for Company Filings” link. Find the most recent 10-Q or 10-K 

and download the form. Look on the balance sheet to find the book value of debt and the book 

value of equity. If you look further down the report, you should find a section titled either “Long-

Term Debt” or “Long-Term Debt and Interest Rate Risk Management” that will list a breakdown of 

Tesla’s long-term debt.

 2. To estimate the cost of equity for Tesla, go to finance.yahoo.com and enter the ticker symbol “TSLA.” 

Follow the various links to find answers to the following questions: What is the most recent stock 

price listed for Tesla? What is the market value of equity, or market capitalization? How many shares of 

stock does Tesla have outstanding? What is the beta for Tesla? Now go back to finance.yahoo.com and 

follow the “Bonds” link. What is the yield on three-month Treasury bills? Using a 7 percent market risk 

Excel Master It! Problems

These more in-depth mini-case studies 

highlight higher-level Excel skills. Students 

are encouraged to use Excel to solve real-life 

financial problems using the concepts they 

have learned in the chapter and the Excel 

skills they have acquired thus far.

End-of-Chapter Cases

Located at the end of each chapter, these mini-

cases focus on common company situations that 

embody important corporate finance topics. 

Each case presents a new scenario, data, and a 

dilemma. Several questions at the end of each 

case require students to analyze and focus on all 

of the material they learned in that chapter.
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INSTRUCTOR SUPPORT
• Instructor’s Manual 

prepared by Bruce Costa, University of Montana 

A great place to find new lecture ideas. The IM has three main sections. The first 

section contains a chapter outline and other lecture materials. The annotated out-

line for each chapter includes 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 Section 3.

• Test Bank 

prepared by Heidi Toprac, University of Texas 

A great format for a better testing process. The Test Bank has 75–100 questions 

per chapter that closely link with the text material and provide a variety of ques-

tion formats (multiple-choice questions/problems and essay questions) and levels 

of difficulty (basic, intermediate, and challenge) to meet every instructor’s testing 

needs. Problems are detailed enough to make them intuitive for students, and 

solutions are provided for the instructor.

• Test Builder in Connect 

Available within Connect, Test Builder is a cloud-based tool that enables instruc-

tors to format tests that can be printed or administered within an LMS. Test 

Builder offers a modern, streamlined interface for easy content configuration that 

matches course needs, without requiring a download.

Test Builder allows you to:

 ■ access all test bank content from a particular title.

 ■ easily pinpoint the most relevant content through robust filtering options.

 ■ manipulate the order of questions or scramble questions and/or answers.

 ■ pin questions to a specific location within a test.

 ■ determine your preferred treatment of algorithmic questions.

 ■ choose the layout and spacing.

 ■ add instructions and configure default settings.

Test Builder provides a secure interface for better protection of content and 

allows for just-in-time updates to flow directly into assessments.

• PowerPoint Presentation System 

prepared by Bruce Costa, University of Montana 

Customize our content for your course. This presentation has been thoroughly 

revised to include more lecture-oriented slides, as well as exhibits and examples 

both from the book and from outside sources. This customizable format gives 

you the ability to edit, print, or rearrange the complete presentation to meet your 

specific needs.

• Excel Simulations 

Expanded for this edition! With 180 Excel simulation questions now included in 

Connect, RWJJ is the unparalleled leader in offering students the opportunity to 

practice using the Excel functions they will use throughout their careers in finance.

COMPREHENSIVE TEACHING 

Final PDF to printer



ros13898_fm_i-xxxvi.indd xvi 10/14/19  07:08 PM

• Corporate Finance Videos 

New for this edition! Brief and engaging conceptual videos (and accompanying 

questions) help students to master the building blocks of the Corporate Finance 

course.

• Finance Interactives 

New for this edition! These unique, interactive applets give students the chance 

to manipulate and interpret the data points that define key concepts in Corporate 

Finance. With accompanying questions, these can be found in Connect.

STUDENT SUPPORT
• Excel Master 

Created by the authors, this extensive Excel tutorial is fully integrated with the 

text. Learn Excel and corporate finance at the same time.

• Excel Templates 

Corresponding to most end-of-chapter problems, each template allows the student 

to walk through the problem using Excel.

• Narrated Presentations 

Each chapter’s slides follow the chapter topics and provide steps and explana-

tions showing how to solve key problems. Because each student learns differently, 

a quick click on each slide will “talk through” its contents with you!

PACKAGE OPTIONS AVAILABLE FOR PURCHASE & 
PACKAGING
You may also package either version of the text with a variety of additional learning tools 

that are available for your students.

FinGame Online 5.0

by LeRoy Brooks, John Carroll University

(ISBN 10: 0077219880/ISBN 13: 9780077219888)

Just $15.00 when packaged with this text. In this comprehensive simulation game, students 

control a hypothetical company over numerous periods of operation. As students make 

major financial and operating decisions for their company, they will develop and enhance 

their skills in financial management and financial accounting statement analysis.

MCGRAW-HILL CUSTOMER CARE CONTACT INFORMATION
At McGraw-Hill, we understand that getting the most from new technology can be 

challenging. That’s why our services don’t stop after you purchase our products. You can 

e-mail our Product Specialists 24 hours a day to get product training online, or you can 

search our knowledge bank of Frequently Asked Questions on our support website. For 

Customer Support, call 800-331-5094, or visit mpss.mhhe.com. One of our Technical 

Support Analysts will be able to assist you in a timely fashion.

AND LEARNING PACKAGE
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ASSURANCE OF LEARNING READY

Assurance of Learning is an important element of many accreditation standards. 

Corporate Finance: Core Principles and Applications, 6e, is designed specifically to support 

your Assurance of Learning initiatives. Every test bank question is labeled with level of 

difficulty, topic area, Bloom’s Taxonomy level, and AACSB skill area. Connect, McGraw-

Hill’s online homework solution, and TestGen, McGraw-Hill’s easy-to-use test bank 

software, can search the test bank by these and other categories, providing an engine for 

targeted Assurance of Learning analysis and assessment.

AACSB STATEMENT

McGraw-Hill is a proud corporate member of AACSB International. Understanding the 

importance and value of AACSB accreditation, Corporate Finance: Core Principles and 

Applications, 6e, has sought to recognize the curricula guidelines detailed in the AACSB 

standards for business accreditation by connecting selected questions in the test bank to 

the general knowledge and skill guidelines found in the AACSB standards.

The statements contained in Corporate Finance: Core Principles and Applications, 6e, are 

provided only as a guide for the users of this text. The AACSB leaves content coverage 

and assessment within the purview of individual schools, the mission of the school, and 

the faculty. While Corporate Finance: Core Principles and Applications, 6e, and the teaching 

package make no claim of any specific AACSB qualification or evaluation, we have, within 

the test bank, labeled selected questions according to the six general knowledge and 

skills areas.
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SmartBook 2.0, which highlights key concepts and creates a personalized study plan. Connect sets you 
up for success, so you walk into class with confidence and walk out with better grades.
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The Connect Calendar and Reports tools keep you on track with the 
work you need to get done and your assignment scores. Life gets busy; 
Connect tools help you keep learning through it all.

Learning for everyone. 

McGraw-Hill works directly with Accessibility Services 
Departments and faculty to meet the learning needs 
of all students. Please contact your Accessibility 
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CHAPTER 1 Introduction to Corporate Finance 1

1.1 WHAT IS CORPORATE FINANCE?

Suppose�you�decide�to�start�a�firm�to�make�tennis�balls.�To�do�this�you�hire�managers�to�

buy�raw�materials,�and�you�assemble�a�workforce�that�will�produce�and�sell� finished�ten-

nis�balls.�In�the�language�of�finance,�you�make�an�investment�in�assets�such�as�inventory,�

machinery,�land,�and�labor.�The�amount�of�cash�you�invest�in�assets�must�be�matched�by�

an�equal�amount�of�cash�raised�by�financing.�When�you�begin�to�sell�tennis�balls,�your�firm�

will�generate�cash.�This�is�the�basis�of�value�creation.�The�purpose�of�the�firm�is�to�create�

value�for�you,�the�owner.�The�value�is�reflected�in�the�framework�of�the�simple�balance�sheet�

model�of�the�firm.

The Balance Sheet Model of the Firm
Suppose�we�take�a�financial�snapshot�of�the�firm�and�its�activities�at�a�single�point�in�time.�

Figure�1.1�shows�a�graphic�conceptualization�of�the�balance�sheet,�and�it�will�help�introduce�

you�to�corporate�finance.�

The� assets� of� the� firm� are� on� the� left� side� of� the� balance� sheet.� These� assets� can� be�

thought�of�as�current�and� fixed.�Fixed assets�are� those� that�will� last�a� long� time,�such�as�

buildings.�Some�fixed�assets�are�tangible,�such�as�machinery�and�equipment.�Other�fixed�

assets�are�intangible,�such�as�patents�and�trademarks.�The�other�category�of�assets,�current 

assets,�comprises�those�that�have�short�lives,�such�as�inventory.�The�tennis�balls�that�your�

firm�has�made,�but�has�not�yet�sold,�are�part�of�its�inventory.�Unless�you�have�overproduced,�

they�will�leave�the�firm�shortly.

Before�a�company�can�invest�in�an�asset,�it�must�obtain�financing,�which�means�that�it�

must�raise�the�money�to�pay�for�the�investment.�The�forms�of�financing�are�represented�on�

In 2009, Travis Kalanick and Garrett Camp started the ride-sharing app Uber. Uber shot out of the 

gate, completing more than five billion rides by the middle of 2017. Even though Uber was losing 

more than $100 million per quarter, its market value reached $70 billion, with Kalanick’s personal 

wealth exceeding $6 billion. Unfortunately, Kalanick was accused of knowing about sexual harass-

ment in the company and doing nothing to resolve the problem. Then, he was videotaped berat-

ing an Uber driver. As a result, he was forced to step down as CEO of the company in June 2017, 

although he remained on the company’s board of directors. In 2018, Kalanick became the CEO of 

start-up City Storage Systems, which focuses on turning distressed real estate, such as parking lots 

and  abandoned malls, into spaces for new industries.

Understanding Kalanick’s rapid, bumpy ride from co-founder of a start-up worth $70 billion 

to  ex-CEO takes us into issues involving the corporate form of organization, corporate goals, and 

 corporate control—all of which we discuss in this chapter. And if you are willing to share the ride with 

us, you’ll learn an uber-lot as you read.

Please visit us at corecorporatefinance.blogspot.com for the latest developments in the world of corporate finance.
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the�right�side�of�the�balance�sheet.�A�firm�will�issue�(sell)�pieces�of�paper�called�debt�(loan�

agreements)�or�equity shares�(stock�certificates).�Just�as�assets�are�classified�as�long-lived�

or�short-lived,�so�too�are�liabilities.�A�short-term�debt�is�called�a�current liability.�Short-term�

debt�represents�loans�and�other�obligations�that�must�be�repaid�within�one�year.�Long-term�

debt�is�debt�that�does�not�have�to�be�repaid�within�one�year.�Shareholders’�equity�represents�

the�difference�between�the�value�of�the�assets�and�the�debt�of�the�firm.�In�this�sense,�it�is�a�

residual�claim�on�the�firm’s�assets.

From�the�balance�sheet�model�of�the�firm,�it�is�easy�to�see�why�finance�can�be�thought�of�

as�the�study�of�the�following�three�questions:

� 1.� In�what�long-lived�assets�should�the�firm�invest?�This�question�concerns�the��

left�side�of�the�balance�sheet.�Of�course�the�types�and�proportions�of�assets�the�

firm�needs�tend�to�be�set�by�the�nature�of�the�business.�We�use�the�term�capital 

budgeting�to�describe�the�process�of�making�and�managing�expenditures�on��

long-lived�assets.

� 2.� How�can�the�firm�raise�cash�for�required�capital�expenditures?�This�question��

concerns�the�right�side�of�the�balance�sheet.�The�answer�to�this�question�involves�

the�firm’s�capital structure,�which�represents�the�proportions�of�the�firm’s��

financing�from�current�liabilities,�long-term�debt,�and�equity.

� 3.� How�should�short-term�operating�cash�flows�be�managed?�This�question�concerns�

the�upper�portion�of�the�balance�sheet.�There�is�often�a�mismatch�between�the�

timing�of�cash�inflows�and�cash�outflows�during�operating�activities.

Furthermore,�the�amount�and�timing�of�operating�cash�flows�are�not�known�with�certainty.�

Financial�managers�must�attempt�to�manage�the�gaps�in�cash�flow.

From� a� balance� sheet� perspective,� short-term� management� of� cash� flow� is� associated�

with�a�firm’s�net working capital.�Net�working�capital�is�defined�as�current�assets�minus�cur-

rent�liabilities.�From�a�financial�perspective,�short-term�cash�flow�problems�come�from�the�

mismatching�of�cash�inflows�and�outflows.�This�is�the�subject�of�short-term�finance.

FIGURE 1.1
The Balance Sheet Model  
of the Firm

Long-term

debt

Current assets

Fixed assets

1. Tangible fixed

    assets

2. Intangible fixed

    assets

Net

working

capital

Current

liabilities

Shareholders’

equity

Total Value of Assets Total Value of the Firm to Investors=
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The Financial Manager
In�large�firms,�the�finance�activity�is�usually�associated�with�a�top�officer�of�the�firm,�such�as�

the�vice�president�and�chief�financial�officer,�and�some�lesser�officers.�Figure�1.2�depicts�a�

general�organizational�structure�emphasizing�the�finance�activity�within�the�firm.�Reporting�

to�the�chief�financial�officer�are�the�treasurer�and�the�controller.�The�treasurer�is�responsible�

for�handling�cash�flows,�managing�capital�expenditure�decisions,�and�making�financial�plans.�

The� controller� handles� the� accounting� function,� which� includes� taxes,� cost� and� financial�

accounting,�and�information�systems.�

1.2 THE CORPORATE FIRM

The�firm�is�a�way�of�organizing�the�economic�activity�of�many�individuals.�A�basic�problem�

of�the�firm�is�how�to�raise�cash.�The�corporate�form�of�business—that�is,�organizing�the�firm�

as�a�corporation—is�the�standard�method�for�solving�problems�encountered�in�raising�large�

For current issues facing 
CFOs, see www.cfo.com.
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amounts�of�cash.�However,�businesses�can�take�other�forms.�In�this�section�we�consider�the�

three�basic�legal�forms�of�organizing�firms,�and�we�see�how�firms�go�about�the�task�of�rais-

ing�large�amounts�of�money�under�each�form.

The Sole Proprietorship
A�sole proprietorship�is�a�business�owned�by�one�person.�Suppose�you�decide�to�start�a�busi-

ness�to�produce�mousetraps.�Going�into�business�is�simple:�You�announce�to�all�who�will�

listen,�“Today,�I�am�going�to�build�a�better�mousetrap.”

Most�large�cities�require�that�you�obtain�a�business�license.�Afterward,�you�can�begin�to�

hire�as�many�people�as�you�need�and�borrow�whatever�money�you�need.�At�year-end�all�the�

profits�or�the�losses�will�be�yours.

Here�are�some�factors�that�are�important�in�considering�a�sole�proprietorship:

� 1.� The�sole�proprietorship�is�the�cheapest�business�to�form.�No�formal�charter�is�

required,�and�few�government�regulations�must�be�satisfied�for�most�industries.

� 2.� A�sole�proprietorship�pays�no�corporate�income�taxes.�All�profits�of�the�business�

are�taxed�as�individual�income.

� 3.� The�sole�proprietorship�has�unlimited�liability�for�business�debts�and�obligations.�

No�distinction�is�made�between�personal�and�business�assets.

� 4.� The�life�of�the�sole�proprietorship�is�limited�by�the�life�of�the�sole�proprietor.

� 5.� Because�the�only�money�invested�in�the�firm�is�the�proprietor’s,�the�equity�money�

that�can�be�raised�by�the�sole�proprietor�is�limited�to�the�proprietor’s�personal�

wealth.

The Partnership
Any�two�or�more�people�can�get�together�and�form�a�partnership.�Partnerships�fall�into�two�

categories:�(1)�general�partnerships�and�(2)�limited�partnerships.

In�a�general partnership,�all�partners�agree�to�provide�some�fraction�of�the�work�and�cash�

and�to�share�the�profits�and�losses.�Each�partner�is�liable�for�all�of�the�debts�of�the�partner-

ship.�A�partnership� agreement� specifies� the�nature�of� the� arrangement.�The�partnership�

agreement�may�be�an�oral�agreement�or�a�formal�document�setting�forth�the�understanding.

Limited partnerships� permit� the� liability� of� some� of� the� partners� to� be� limited� to� the�

amount� of� cash� each� has� contributed� to� the� partnership.� Limited� partnerships� usually�

require�that�(1)�at�least�one�partner�be�a�general�partner�and�(2)�the�limited�partners�do�

not�participate� in�managing�the�business.�Here�are�some�things� that�are� important�when�

considering�a�partnership:

� 1.� Partnerships�are�usually�inexpensive�and�easy�to�form.�Written�documents�are�

required�in�complicated�arrangements.�Business�licenses�and�filing�fees�may�be�

necessary.

� 2.� General�partners�have�unlimited�liability�for�all�debts.�The�liability�of�limited��

partners�is�usually�limited�to�the�contribution�each�has�made�to�the�partnership.�

If�one�general�partner�is�unable�to�meet�his�or�her�commitment,�the�shortfall�

must�be�made�up�by�the�other�general�partners.

� 3.� The�general�partnership�is�terminated�when�a�general�partner�dies�or�withdraws�

(but�this�is�not�so�for�a�limited�partner).�It�is�difficult�for�a�partnership�to�transfer�

ownership�without�dissolving.�Usually�all�general�partners�must�agree.�However,�

limited�partners�may�sell�their�interest�in�a�business.

� 4.� It�is�difficult�for�a�partnership�to�raise�large�amounts�of�cash.�Equity�contributions��

are�usually�limited�to�a�partner’s�ability�and�desire�to�contribute�to�the�partnership.�

Many�companies,�such�as�Apple�Computer,�start�life�as�a�proprietorship�or��

partnership,�but�at�some�point�they�choose�to�convert�to�corporate�form.
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� 5.� Income�from�a�partnership�is�taxed�as�personal�income�to�the�partners.

� 6.� Management�control�resides�with�the�general�partners.�Usually,�a�majority�vote�is�

required�on�important�matters,�such�as�the�amount�of�profit�to�be�retained�in�the�

business.

It�is�difficult�for�large�business�organizations�to�exist�as�sole�proprietorships�or�partner-

ships.� The� main� advantage� to� a� sole� proprietorship� or� partnership� is� the� cost� of� getting�

started.�Afterward,�the�disadvantages,�which�may�become�severe,�are�(1)�unlimited�liability,�

(2)�limited�life�of�the�enterprise,�and�(3)�difficulty�of�transferring�ownership.�These�three�

disadvantages�lead�to�(4)�difficulty�in�raising�cash.

The Corporation
Of�the�forms�of�business�enterprises,�the�corporation� is�by�far�the�most�important.�It�is�a�

distinct�legal�entity.�As�such,�a�corporation�can�have�a�name�and�enjoy�many�of�the�legal�

powers�of�natural�persons.�For�example,�corporations�can�acquire�and�exchange�property.�

Corporations�can�enter�contracts�and�may�sue�and�be�sued.�For�jurisdictional�purposes,�the�

corporation�is�a�citizen�of�its�state�of�incorporation�(it�cannot�vote,�however).

Starting�a�corporation�is�more�complicated�than�starting�a�proprietorship�or�partnership.�

The�incorporators�must�prepare�articles�of�incorporation�and�a�set�of�bylaws.�The�articles�of�

incorporation�must�include�the�following:

� 1.� Name�of�the�corporation.

� 2.� Intended�life�of�the�corporation�(it�may�be�forever).

� 3.� Business�purpose.

� 4.� Number�of�shares�of�stock�that�the�corporation�is�authorized�to�issue,�with�a�

statement�of�limitations�and�rights�of�different�classes�of�shares.

� 5.� Nature�of�the�rights�granted�to�shareholders.

� 6.� Number�of�members�of�the�initial�board�of�directors.

The�bylaws�are�the�rules�to�be�used�by�the�corporation�to�regulate�its�own�existence,�and�

they�concern�its�shareholders,�directors,�and�officers.�Bylaws�range�from�the�briefest�pos-

sible�statement�of�rules�for�the�corporation’s�management�to�hundreds�of�pages�of�text.

In�its�simplest�form,�the�corporation�comprises�three�sets�of�distinct�interests:�the�share-

holders� (the�owners),� the�directors,� and� the�corporation�officers� (the� top�management).�

Traditionally,�the�shareholders�control�the�corporation’s�direction,�policies,�and�activities.�

The�shareholders�elect�a�board�of�directors,�who�in�turn�select�top�management.�Members�

of�top�management�serve�as�corporate�officers�and�manage�the�operations�of�the�corpora-

tion� in�the�best� interest�of� the�shareholders.� In�closely�held�corporations�with�few�share-

holders,� there�may�be�a� large�overlap�among�the�shareholders,� the�directors,�and�the�top�

management.�However,�in�larger�corporations,�the�shareholders,�directors,�and�the�top�man-

agement�are�likely�to�be�distinct�groups.

The�potential�separation�of�ownership�from�management�gives�the�corporation�several�

advantages�over�proprietorships�and�partnerships:

� 1.� Because�ownership�in�a�corporation�is�represented�by�shares�of�stock,�ownership�

can�be�readily�transferred�to�new�owners.�Because�the�corporation�exists�inde-

pendently�of�those�who�own�its�shares,�there�is�no�limit�to�the�transferability�of�

shares�as�there�is�in�partnerships.

� 2.� The�corporation�has�unlimited�life.�Because�the�corporation�is�separate�from�its�

owners,�the�death�or�withdrawal�of�an�owner�does�not�affect�the�corporation’s�

legal�existence.�The�corporation�can�continue�on�after�the�original�owners�have�

withdrawn.

� 3.� The�shareholders’�liability�is�limited�to�the�amount�invested�in�the�ownership�

shares.�For�example,�if�a�shareholder�purchased�$1,000�in�shares�of�a�corporation,�
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the�potential�loss�would�be�$1,000.�In�a�partnership,�a�general�partner�with�a�

$1,000�contribution�could�lose�the�$1,000�plus�any�other�indebtedness�of�the�

partnership.

Limited� liability,� ease� of� ownership� transfer,� and� perpetual� succession� are� the� major�

advantages�of�the�corporate�form�of�business�organization.�These�give�the�corporation�an�

enhanced�ability�to�raise�cash.

There�is,�however,�one�great�disadvantage�to�incorporation.�The�federal�government�taxes�

corporate�income�(the�states�do�as�well).�This�tax�is�in�addition�to�the�personal�income�tax�

that�shareholders�pay�on�dividend�income�they�receive.�This�is�double�taxation�for�share-

holders�when�compared�to�taxation�on�proprietorships�and�partnerships.�Table�1.1�summa-

rizes�our�discussion�of�partnerships�and�corporations.

Today,�all�50�states�have�enacted�laws�allowing�for�the�creation�of�a�limited�liability�com-

pany�(LLC).�The�goal�of�this�entity�is�to�operate�and�be�taxed�like�a�partnership�but�retain�

limited�liability�for�owners,�so�an�LLC�is�essentially�a�hybrid�of�partnership�and�corpora-

tion.�Although�states�have�differing�definitions�for�LLCs,�the�more�important�scorekeeper�

is�the�Internal�Revenue�Service�(IRS).�The�IRS�will�consider�an�LLC�a�corporation,�thereby�

subjecting�it�to�double�taxation,�unless�it�meets�certain�specific�criteria.�In�essence,�an�LLC�

cannot�be�too�corporation-like,�or�it�will�be�treated�as�one�by�the�IRS.�LLCs�have�become�

common.�For�example,�Goldman,�Sachs�and�Co.,�one�of�Wall�Street’s�last�remaining�part-

nerships,�decided�to�convert�from�a�private�partnership�to�an�LLC�(it�later�“went�public,”�

becoming�a�publicly�held�corporation).�Large�accounting�firms�and�law�firms�by�the�score�

have�converted�to�LLCs.

A Corporation by Another Name . . .
The�corporate�form�of�organization�has�many�variations�around�the�world.�The�exact�laws�

and�regulations�differ�from�country�to�country,�of�course,�but�the�essential�features�of�public�

ownership�and�limited�liability�remain.�These�firms�are�often�called� joint stock companies, 

public limited companies,�or�limited liability companies,�depending�on�the�specific�nature�of�

the�firm�and�the�country�of�origin.

Table�1.2�gives�the�names�of�a�few�well-known�international�corporations,�their�countries�

of�origin,�and�a�translation�of�the�abbreviation�that�follows�each�company�name.

To find out more  
about LLCs, visit  
www.incorporate.com.

  Corporation Partnership

Liquidity and 
marketability

Shares can be exchanged without termination of the  
corporation. Common stock can be listed on a stock 
exchange.

Units are subject to substantial restrictions on transferability. 
There is usually no established trading market for  
partnership units.

Voting rights Usually each share of common stock entitles the holder  
to one vote per share on matters requiring a vote and  
on the election of the directors. Directors determine  
top management.

Some voting rights by limited partners. However, general  
partners have exclusive control and management of 
operations.

Taxation Corporations have double taxation: Corporate income is  
taxable and dividends to shareholders are also taxable.

Partnerships are not taxable. Partners pay personal taxes  
on partnership profits.

Reinvestment and 
dividend payout

Corporations have broad latitude on dividend payout 
decisions.

Partnerships are generally prohibited from reinvesting  
partnership profits. All profits are distributed to partners.

Liability Shareholders are not personally liable for obligations of  
the corporation.

Limited partners are not liable for obligations of partnerships. 
General partners may have unlimited liability.

Continuity of 
existence

Corporations may have a perpetual life. Partnerships have limited life.

TABLE 1.1 A Comparison of Partnerships and Corporations
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1.3 THE IMPORTANCE OF CASH FLOWS

The�most� important� job�of�a� financial�manager� is� to�create�value�from�the�firm’s�capital�

budgeting,�financing,�and�net�working�capital�activities.�How�do�financial�managers�create�

value?�The�answer�is�that�the�firm�should�create�more�cash�flow�than�it�uses.

The�cash�flows�paid�to�bondholders�and�stockholders�of�the�firm�should�be�greater�than�

the�cash�flows�put�into�the�firm�by�the�bondholders�and�stockholders.�To�see�how�this�is�

done,�we�can�trace�the�cash�flows�from�the�firm�to�the�financial�markets�and�back�again.

The�interplay�of�the�firm’s�activities�with�the�financial�markets�is�illustrated�in�Figure�1.3.�

The�arrows�in�Figure�1.3�trace�cash�flow�from�the�firm�to�the�financial�markets�and�back�

again.�Suppose�we�begin�with�the�firm’s�financing�activities.�To�raise�money,�the�firm�sells�

debt�and�equity�shares�to�investors�in�the�financial�markets.�This�results�in�cash�flows�from�

the� financial� markets� to� the� firm� (A).� This� cash� is� invested� in� the� investment� activities�

(assets)�of�the�firm�(B)�by�the�firm’s�management.�The�cash�generated�by�the�firm�(C)�is�

Type of Company

Company Country of Origin In Original Language Interpretation

Bayerische Motoren Werke (BMW) AG Germany Aktiengesellschaft Corporation

Rolls-Royce PLC United Kingdom Public limited company Public limited company

Shell UK Ltd. United Kingdom Limited Corporation

Unilever NV Netherlands Naamloze Vennootschap Joint stock company

Fiat SpA Italy Società per Azioni Joint stock company

Volvo AB Sweden Aktiebolag Joint stock company

Peugeot SA France Société Anonyme Joint stock company

TABLE 1.2 International Corporations

FIGURE 1.3 Cash Flows between the Firm and the Financial Markets

Total Value of Assets

Firm invests

in assets

(B)

Current assets

Fixed assets

Cash for securities issued by the firm (A)

Retained cash

flows (E)

Government

(D)

Cash flow from

the firm (C)

Dividends and

debt payments (F )

Financial

markets

Short-term debt

Long-term debt

Equity shares

Total Value of the Firm

to Investors in

the Financial Markets

Taxes
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paid� to�shareholders�and�bondholders�(F).�The�shareholders� receive�cash� in� the� form�of�

dividends;�the�bondholders�who�lent�funds�to�the�firm�receive�interest�and,�when�the�initial�

loan�is�repaid,�principal.�Not�all�of�the�firm’s�cash�is�paid�out.�Some�is�retained�(E),�and�

some�is�paid�to�the�government�as�taxes�(D).�

Over�time,�if�the�cash�paid�to�shareholders�and�bondholders�(F)�is�greater�than�the�cash�

raised�in�the�financial�markets�(A),�value�will�be�created.

Identification of Cash Flows
Unfortunately,�it�is�sometimes�not�easy�to�observe�cash�flows�directly.�Much�of�the�informa-

tion�we�obtain�is�in�the�form�of�accounting�statements,�and�much�of�the�work�of�financial�

analysis�is�to�extract�cash�flow�information�from�accounting�statements.�The�following�exam-

ple�illustrates�how�this�is�done.

The Midland Company refines and trades gold. At the end of the year, it sold 2,500 ounces of gold for 

$1 million. The company had acquired the gold for $900,000 at the beginning of the year. The company 

paid cash for the gold when it was purchased. Unfortunately, it has yet to collect from the customer to 

whom the gold was sold. The following is a standard accounting of Midland’s financial circumstances at 

year-end:

THE MIDLAND COMPANY
Account ing  View  

Income Statement  
Year  Ended December  31

Sales $ 1,000,000

Costs  900,000

Profit $ 100,000

By generally accepted accounting principles (GAAP), the sale is recorded even though the customer has yet 

to pay. It is assumed that the customer will pay soon. From the accounting perspective, Midland seems to 

be profitable. However, the perspective of corporate finance is different. It focuses on cash flows:

THE MIDLAND COMPANY
Financia l  V iew  

Income Statement  
Year  Ended December  31

Cash inflow $ 0

Cash outflow  −900,000

$ −900,000

The perspective of corporate finance is interested in whether cash flows are being created by the 

gold trading operations of Midland. Value creation depends on cash flows. For Midland, value creation 

depends on whether and when it actually receives $1 million.

Accounting Profit versus Cash Flows

E
X

A
M

P
L

E
  

1
.1

Timing of Cash Flows
The�value�of�an�investment�made�by�a�firm�depends�on�the�timing�of�cash�flows.�One�of�the�

most�important�principles�of�finance�is�that�individuals�prefer�to�receive�cash�flows�earlier�

rather�than�later.�One�dollar�received�today�is�worth�more�than�one�dollar�received�next�year.
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Risk of Cash Flows
The�firm�must�consider�risk.�The�amount�and�timing�of�cash�flows�are�not�usually�known�

with�certainty.�Most�investors�have�an�aversion�to�risk.

The Midland Company is attempting to choose between two proposals for new products. Both proposals 

will provide additional cash flows over a four-year period and will initially cost $10,000. The cash flows 

from the proposals are as follows:

Year New Product  A New Product  B

1 $ 0 $ 4,000

2  0  4,000

3  0  4,000

4  20,000  4,000

Total $ 20,000 $ 16,000

At first it appears that new Product A would be best. However, the cash flows from Product B come  

earlier than those of A. Without more information, we cannot decide which set of cash flows would  

create the most value for the bondholders and shareholders. It depends on whether the value of  

getting cash from B up front outweighs the extra total cash from A. Bond and stock prices reflect this 

preference for earlier cash, and we will see how to use them to decide between A and B.

Cash Flow Timing
E

X
A

M
P

L
E

  
1

.2

The Midland Company is considering expanding operations overseas. It is evaluating Europe and Japan 

as possible sites. Europe is considered to be relatively safe, whereas operating in Japan is seen as very 

risky. In both cases the company would close down operations after one year.

After doing a complete financial analysis, Midland has come up with the following cash flows of the 

alternative plans for expansion under three scenarios—pessimistic, most likely, and optimistic:

Pess imist ic Most  L ike ly Opt imist ic

Europe $75,000 $100,000 $125,000

Japan 0 150,000 200,000

If we ignore the pessimistic scenario, perhaps Japan is the best alternative. When we take the pessimistic 

scenario into account, the choice is unclear. Japan appears to be riskier, but it also offers a higher expected 

level of cash flow. What is risk and how can it be defined? We must try to answer this important question. 

Corporate finance cannot avoid coping with risky alternatives, and much of our book is devoted to  

developing methods for evaluating risky opportunities.

Risk

E
X

A
M

P
L

E
  

1
.3

1.4 THE GOAL OF FINANCIAL MANAGEMENT

Assuming�that�we�restrict�our�discussion�to�for-profit�businesses,�the�goal�of�financial�man-

agement�is�to�make�money�or�add�value�for�the�owners.�This�goal�is�a�little�vague,�of�course,�

so�we�examine�some�different�ways�of�formulating�it�to�come�up�with�a�more�precise�defini-

tion.�Such�a�definition�is�important�because�it�leads�to�an�objective�basis�for�making�and�

evaluating�financial�decisions.
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Possible Goals
If�we�were�to�consider�possible�financial�goals,�we�might�come�up�with�some�ideas�like�the�

following:

� •� Survive.

� •� Avoid�financial�distress�and�bankruptcy.

� •� Beat�the�competition.

� •� Maximize�sales�or�market�share.

� •� Minimize�costs.

� •� Maximize�profits.

� •� Maintain�steady�earnings�growth.

These�are�only�a�few�of�the�goals�we�could�list.�Furthermore,�each�of�these�possibilities�

presents�problems�as�a�goal�for�the�financial�manager.

For�example,�it’s�easy�to�increase�market�share�or�unit�sales:�All�we�have�to�do�is�lower�

our�prices�or�relax�our�credit�terms.�Similarly,�we�can�always�cut�costs�by�doing�away�with�

things�such�as�research�and�development.�We�can�avoid�bankruptcy�by�never�borrowing�any�

money�or�never�taking�any�risks,�and�so�on.�It’s�not�clear�that�any�of�these�actions�are�in�the�

stockholders’�best�interests.

Profit�maximization�would�probably�be�the�most�commonly�cited�goal,�but�even�this�is�not�

a�precise�objective.�Do�we�mean�profits�this�year?�If�so,�then�we�should�note�that�actions�such�

as�deferring�maintenance,�letting�inventories�run�down,�and�taking�other�short-run�cost-cutting�

measures�will�tend�to�increase�profits�now,�but�these�activities�aren’t�necessarily�desirable.

The�goal�of�maximizing�profits�may�refer�to�some�sort�of�“long-run”�or�“average”�profits,�

but�it’s�still�unclear�exactly�what�this�means.�First,�do�we�mean�something�like�accounting�

net�income�or�earnings�per�share?�As�we�will�see�in�more�detail�in�the�next�chapter,�these�

accounting�numbers�may�have�little�to�do�with�what�is�good�or�bad�for�the�firm.�We�are�actu-

ally�more�interested�in�cash�flows.�Second,�what�do�we�mean�by�the�long�run?�As�a�famous�

economist� once� remarked,� in� the� long� run,� we’re� all� dead!� More� to� the� point,� this� goal�

doesn’t�tell�us�what�the�appropriate�trade-off�is�between�current�and�future�profits.

The�goals�we’ve�listed�here�are�all�different,�but�they�tend�to�fall�into�two�classes.�The�first�

of�these�relates�to�profitability.�The�goals�involving�sales,�market�share,�and�cost�control�all�

relate,�at�least�potentially,�to�different�ways�of�earning�or�increasing�profits.�The�goals�in�the�

second�group,� involving�bankruptcy�avoidance,� stability,�and�safety,� relate� in�some�way� to�

controlling� risk.�Unfortunately,� these� two� types�of�goals�are� somewhat�contradictory.�The�

pursuit�of�profit�normally�involves�some�element�of�risk,�so�it�isn’t�really�possible�to�maxi-

mize�both�safety�and�profit.�What�we�need,�therefore,�is�a�goal�that�encompasses�both�factors.

The Goal of Financial Management
The�financial�manager�in�a�corporation�makes�decisions�for�the�stockholders�of�the�firm.�

So,�instead�of�listing�possible�goals�for�the�financial�manager,�we�really�need�to�answer�a�

more�fundamental�question:�From�the�stockholders’�point�of�view,�what�is�a�good�financial�

management�decision?

If� we� assume� that� stockholders� buy� stock� because� they� seek� to� gain� financially,� then�

the�answer�is�obvious:�Good�decisions�increase�the�value�of�the�stock,�and�poor�decisions�

decrease�the�value�of�the�stock.

From�our�observations,� it� follows� that� the� financial�manager�acts� in� the�shareholders’�

best�interests�by�making�decisions�that�increase�the�value�of�the�stock.�The�appropriate�goal�

for�the�financial�manager�can�thus�be�stated�quite�easily:

The goal of financial management is to maximize the current value per share of the  

existing stock.
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The�goal�of�maximizing�the�value�of�the�stock�avoids�the�problems�associated�with�the�

different� goals� we� listed� earlier.� There� is� no� ambiguity� in� the� criterion,� and� there� is� no�

short-run�versus�long-run�issue.�We�explicitly�mean�that�our�goal�is�to�maximize�the�current�

stock�value.

If�this�goal�seems�a�little�strong�or�one-dimensional�to�you,�keep�in�mind�that�the�stockhold-

ers�in�a�firm�are�residual�owners.�By�this�we�mean�that�they�are�entitled�only�to�what�is�left�after�

employees,�suppliers,�and�creditors�(and�everyone�else�with�legitimate�claims)�are�paid�their�

due.�If�any�of�these�groups�go�unpaid,�the�stockholders�get�nothing.�So�if�the�stockholders�are�

winning�in�the�sense�that�the�leftover,�residual�portion�is�growing,�it�must�be�true�that�everyone�

else�is�winning�also.�In�other�words,�managers�should�make�decisions�that�they�believe�will�

achieve�the�highest�firm�value�because�by�doing�so�shareholders�will�benefit�the�most.

Because�the�goal�of�financial�management�is�to�maximize�the�value�of�the�stock,�we�need�

to�learn�how�to�identify�investments�and�financing�arrangements�that�favorably�impact�the�

value�of� the�stock.�This� is�precisely�what�we�will�be�studying.�In� the�previous�section�we�

emphasized�the�importance�of�cash�flows�in�value�creation.�In�fact,�we�could�have�defined�

corporate finance�as� the�study�of� the�relationship�between�business�decisions,�cash�flows,�

and�the�value�of�the�stock�in�the�business.

A More General Goal
If�our�goal�is�to�maximize�the�value�of�the�stock,�as�stated�in�the�preceding�section,�an�obvi-

ous�question�comes�up:�What� is�the�appropriate�goal�when�the�firm�has�no�traded�stock?�

Corporations�are�certainly�not�the�only�type�of�business;�and�the�stock�in�many�corporations�

rarely�changes�hands,�so�it’s�difficult�to�say�what�the�value�per�share�is�at�any�particular�time.

As�long�as�we�are�considering�for-profit�businesses,�only�a�slight�modification�is�needed.�

The� total�value�of� the�stock� in�a�corporation� is�equal� to� the�value�of� the�owners’�equity.�

Therefore,�a�more�general�way�of�stating�our�goal�is:

Maximize the value of the existing owners’ equity.

With�this�in�mind,�we�don’t�care�whether�the�business�is�a�proprietorship,�a�partnership,�

or�a�corporation.�For�each�of�these,�good�financial�decisions�increase�the�value�of�the�own-

ers’�equity,�and�poor�financial�decisions�decrease�it.�In�fact,�although�we�choose�to�focus�on�

corporations�in�the�chapters�ahead,�the�principles�we�develop�apply�to�all�forms�of�business.�

Many�of�them�even�apply�to�the�not-for-profit�sector.

Finally,�our�goal�does�not�imply�that�the�financial�manager�should�take�illegal�or�unethical�

actions�in�the�hope�of�increasing�the�value�of�the�equity�in�the�firm.�What�we�mean�is�that�the�

financial�manager�best�serves�the�owners�of�the�business�by�identifying�goods�and�services�

that�add�value�to�the�firm�because�they�are�desired�and�valued�in�the�free�marketplace.

1.5  THE AGENCY PROBLEM AND CONTROL  
OF THE CORPORATION

The� processes,� policies,� laws,� and� institutions� that� direct� a� company’s� actions� are� all�

included�under�the�broad�category�of�corporate�governance.�Corporate�governance�can�also�

include�the�relationships�among�various�stakeholders�including�shareholders,�management,�

employees,�the�board�of�directors,�suppliers,�and�the�community�at�large,�among�others.�As�

such,�corporate�governance�is�a�wide-ranging�topic.

We’ve�seen�that�the�financial�manager�acts�in�the�best�interests�of�the�stockholders�by�

taking�actions�that�increase�the�value�of�the�firm�and�thus�the�stock.�However,�in�large�cor-

porations,�ownership�can�be�spread�over�a�huge�number�of�stockholders.�This�dispersion�

of�ownership�arguably�means�that�stockholders�cannot�directly�control� the�firm�and�that�

management�effectively�controls�the�firm.�In�this�case,�will�management�necessarily�act�in�

Business ethics are  
considered at  
business-ethics.com.
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the�best�interests�of�the�stockholders?�Put�another�way,�might�not�management�pursue�its�

own�goals�at�the�stockholders’�expense?

Corporate�governance�varies�quite�a�bit�around�the�world.�For�example,�in�most�coun-

tries�other� than� the�U.S.�and� the�U.K.,�publicly� traded�companies�are�usually�controlled�

by�one�or�more� large� shareholders.�Moreover,� in�countries�with� limited� shareholder�pro-

tection,�when�compared�to�countries�with�strong�shareholder�protection�like�the�U.S.�and�

the�U.K.,�large�shareholders�may�have�a�greater�opportunity�to�take�advantage�of�minority�

shareholders.�Research�shows�that�a�country’s�investor�protection�framework�is�important�

to�understanding�a� firm’s�cash�holdings�and�dividend�payouts.�For�example,�studies� find�

that�shareholders�do�not�highly�value�cash�holdings�in�firms�in�countries�with�low�investor�

protection�when�compared�to�firms�in�the�U.S.,�where�investor�protection�is�high.1

In�the�basic�corporate�governance�setup,�the�shareholders�elect�the�board�of�directors,�

who�in�turn�appoint�the�top�corporate�managers,�such�as�the�CEO.�The�CEO�is�usually�a�

member�of�the�board�of�directors.�One�aspect�of�corporate�governance�that�has�received�

attention�recently�concerns�the�chair�of�a�firm’s�board�of�directors.�In�a�large�number�of�

U.S.�corporations,�the�CEO�and�the�board�chair�are�the�same�person.�An�argument�can�be�

made�that�combining�the�CEO�and�board�chair�positions�can�contribute�to�poor�corporate�

governance.�When�comparing�corporate�governance�in�the�U.S.�and�the�U.K.,�an�edge�is�

often�given�to�the�U.K.,�partly�because�over�90�percent�of�U.K.�companies�are�chaired�by�

outside�directors�rather�than�the�CEO.2�This�is�a�contentious�issue�confronting�many�U.S.�

corporations.�For�example,�in�2018,�31�percent�of�the�S&P�500�companies�had�named�an�

independent�outsider�as�board�chair,�up�from�only�10�percent�11�years�earlier.

Agency Relationships
The�relationship�between�stockholders�and�management�is�called�an�agency relationship.�Such�

a�relationship�exists�whenever�someone�(the�principal)�hires�another�(the�agent)�to�represent�

his�or�her�interests.�For�example,�you�might�hire�someone�(an�agent)�to�sell�a�car�that�you�

own�while�you�are�away�at�school.�In�all�such�relationships,�there�is�a�possibility�of�a�conflict�

of�interest�between�the�principal�and�the�agent.�Such�a�conflict�is�called�an�agency problem.

Suppose�you�hire�someone�to�sell�your�car�and�you�agree�to�pay�that�person�a�flat�fee�

when�he�or�she�sells�the�car.�The�agent’s�incentive�in�this�case�is�to�make�the�sale,�not�nec-

essarily�to�get�you�the�best�price.�If�you�offer�a�commission�of,�say,�10�percent�of�the�sales�

price�instead�of�a�flat�fee,�then�this�problem�might�not�exist.�This�example�illustrates�that�the�

way�in�which�an�agent�is�compensated�is�one�factor�that�affects�agency�problems.

Management Goals
To�see�how�management�and�stockholder�interests�might�differ,�imagine�that�a�firm�is�con-

sidering�a�new�investment.�The�new�investment�is�expected�to�favorably�impact�the�share�

value,�but�it�is�also�a�relatively�risky�venture.�The�owners�of�the�firm�will�wish�to�take�the�

investment�(because�the�stock�value�will�rise),�but�management�may�not�because�there�is�the�

possibility�that�things�will�turn�out�badly�and�management�jobs�will�be�lost.�If�management�

does�not�take�the�investment,�then�the�stockholders�may�lose�a�valuable�opportunity.�This�is�

one�example�of�an�agency cost.

More�generally,�the�term�agency costs�refers�to�the�costs�of�the�conflict�of�interest�between�

stockholders�and�management.�These�costs�can�be� indirect�or�direct.�An� indirect�agency�

cost�is�a�lost�opportunity,�such�as�the�one�we�have�just�described.

1 See, for example, Rafael La Porta, Florencio Lopez-de-Silanes, Andrei Shleifer, and Robert Vishny, “Investor Protection and Corporate 

Valuation,” Journal of Finance 57, no. 3 (2002), pp. 1147–70; Lee Pinkowitz, René M. Stulz, and Rohan Williamson, “Cash Holdings, Dividend 

Policy, and Corporate Governance: A Cross-Country Analysis,” Journal of Applied Corporate Finance 19, no. 1 (2007), pp. 81–87.
2 Ralph Walking (moderator), “U.S. Corporate Governance: Accomplishments and Failings, a Discussion with Michael Jensen and Robert 

Monks,”Journal of Applied Corporate Finance 20, no. 1 (Winter 2008), pp. 28–46.
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Direct�agency�costs�come�in�two�forms.�The�first� type�is�a�corporate�expenditure�that�

benefits�management�but�costs�the�stockholders.�Perhaps�the�purchase�of�a�luxurious�and�

unneeded�corporate�jet�would�fall�under�this�heading.�The�second�type�of�direct�agency�cost�

is� an� expense� that� arises� from� the�need� to�monitor�management� actions.�Paying�outside�

auditors�to�assess�the�accuracy�of�financial�statement�information�could�be�one�example.

It� is�sometimes�argued�that,� left� to� themselves,�managers�would�tend�to�maximize�the�

amount�of�resources�over�which�they�have�control�or,�more�generally,�corporate�power�or�

wealth.�This�goal�could�lead�to�an�overemphasis�on�corporate�size�or�growth.�For�example,�

cases� in�which�management� is�accused�of�overpaying�to�buy�up�another�company�just� to�

increase�the�size�of�the�business,�or�to�demonstrate�corporate�power,�are�not�uncommon.�

Obviously,�if�overpayment�does�take�place,�such�a�purchase�does�not�benefit�the�stockhold-

ers�of�the�purchasing�company.

Our�discussion� indicates� that�management�may� tend� to�overemphasize�organizational�

survival�to�protect�job�security.�Also,�management�may�dislike�outside�interference,�so�inde-

pendence�and�corporate�self-sufficiency�may�be�important�goals.

Do Managers Act in the Stockholders’ Interests?
Whether�managers�will,�in�fact,�act�in�the�best�interests�of�stockholders�depends�on�two�fac-

tors.�First,�how�closely�are�management�goals�aligned�with�stockholder�goals?�This�question�

relates,�at� least� in�part,� to�the�way�managers�are�compensated.�Second,�can�managers�be�

replaced�if�they�do�not�pursue�stockholder�goals?�This�issue�relates�to�control�of�the�firm.�

As�we�will�discuss,�there�are�a�number�of�reasons�to�think�that,�even�in�the�largest�firms,�

management�has�a�significant�incentive�to�act�in�the�interests�of�stockholders.

MANAGERIAL COMPENSATION Management�will� frequently�have�a�significant�economic�

incentive�to�increase�share�value�for�two�reasons.�First,�managerial�compensation,�particu-

larly�at�the�top,�is�usually�tied�to�financial�performance�in�general�and�often�to�share�value�in�

particular.�For�example,�managers�are�frequently�given�the�option�to�buy�stock�at�a�bargain�

price.�The�more�the�stock� is�worth,� the�more�valuable� is� this�option.�In�fact,�options�are�

often�used�to�motivate�employees�of�all�types,�not�just�top�management.�In�2018,�the�total�

compensation�of�Hock�Tan,�CEO�of�Broadcomm,�was�$103.2�million.�His�base�salary�and�

cash�bonus�was�$4.8�million,�with�stock�and�options�of�$98.3�million.�Although�there�are�

many�critics�of�the�high�level�of�CEO�compensation,�from�the�stockholders’�point�of�view,�

sensitivity� of� compensation� to� firm� performance� is� usually� more� important.3� By� way� of�

comparison,�also�in�2018,�Floyd�Mayweather�made�$285�million�and�George�Clooney�made�

about�$239�million.

The�second�incentive�managers�have�relates�to�job�prospects.�Better�performers�within�the�

firm�will�tend�to�get�promoted.�More�generally,�managers�who�are�successful�in�pursuing�stock-

holder�goals�will�be�in�greater�demand�in�the�labor�market�and�thus�command�higher�salaries.

CONTROL OF THE FIRM Control�of�the�firm�ultimately�rests�with�stockholders.�They�elect�

the�board�of�directors,�who,�in�turn,�hire�and�fire�management.

An� important� mechanism� by� which� unhappy� stockholders� can� replace� existing� man-

agement� is�called�a�proxy fight.�A�proxy� is� the�authority� to�vote� someone�else’s� stock.�A�

proxy� fight�develops�when�a�group�solicits�proxies� in�order� to� replace� the�existing�board�

and�thereby�replace�existing�management.�In�2002,�the�proposed�merger�between�HP�and�

Compaq�triggered�one�of�the�most�widely�followed,�bitterly�contested,�and�expensive�proxy�

fights�in�history,�with�an�estimated�price�tag�of�well�over�$100�million.

3 This raises the issue of the level of top management pay and its relationship to other employees. According to recent research by the 

Economic Policy Institute, the average CEO compensation was 20 times greater than that of the average employee in 1965, 58 times greater 

in 1989, and 312 times greater in 2017. However, there is no precise formula that governs the gap between top management compensation 

and that of other employees.
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Another�way�that�management�can�be�replaced�is�by�takeover.�Firms�that�are�poorly�man-

aged�are�more�attractive�as�acquisitions�than�well-managed�firms�because�a�greater�profit�

potential�exists.�Thus,�avoiding�a�takeover�by�another�firm�gives�management�another�incen-

tive�to�act�in�the�stockholders’�interests.�Unhappy,�prominent�shareholders�can�suggest�dif-

ferent�business�strategies�to�a�firm’s�top�management.�This�was�the�case�in�November�2018,�

when�famed�soup�company�Campbell’s�settled�a�proxy�fight�with�hedge�fund�Third�Point,�

which�won�two�seats�on�the�board�of�directors.�Third�Point�agreed�to�withdraw�its�lawsuit�

against�Campbell’s�and�withdrew�its�bid�for�an�additional�three�board�seats.

Historically,�proxy� fights�have�been�relatively�rare.�One�reason� is� that� the�expenses� in�

a�proxy�fight�can�become�quite� large.�Further,�outsiders�waging�a�proxy�fight�must�cover�

their�own�expenses,�while�the�current�directors�use�company�finances�to�back�their�bid�to�

retain�board�seats.�Proxy�fights�appear�to�have�become�more�civil.�In�recent�years,�about��

50� percent� of� proxy� fights� went� the� distance,� meaning� they� ultimately� resulted� in� a�

�shareholder�vote.�Before�that,�it�was�not�uncommon�for�70�percent�or�more�of�proxy�fights�

to� result� in� shareholder� votes.�Companies� today�appear� to�be�more�willing� to�work�with�

activist�shareholders,�perhaps�because�both�parties�have�become�more�concerned�with�the�

potential�high�costs�of�a�long,�bitter�proxy�fight.

CONCLUSION The�available�theory�and�evidence�are�consistent�with�the�view�that�stock-

holders�control�the�firm�and�that�stockholder�wealth�maximization�is�the�relevant�goal�of�

the�corporation.�Even�so,�there�will�undoubtedly�be�times�when�management�goals�are�pur-

sued�at�the�expense�of�the�stockholders,�at�least�temporarily.

Stakeholders
Our�discussion�thus�far�implies�that�management�and�stockholders�are�the�only�parties�with�

an�interest�in�the�firm’s�decisions.�This�is�an�oversimplification,�of�course.�Employees,�cus-

tomers,�suppliers,�and�even�the�government�all�have�a�financial�interest�in�the�firm.

Taken� together,� these�various�groups�are�called�stakeholders� in� the� firm.� In�general,�a�

stakeholder� is�someone�other� than�a�stockholder�or�creditor�who�potentially�has�a�claim�

on�the�cash�flows�of�the�firm.�Such�groups�will�also�attempt�to�exert�control�over�the�firm,�

perhaps�to�the�detriment�of�the�owners.

1.6 REGULATION

Until�now,�we�have�talked�mostly�about�the�actions�that�shareholders�and�boards�of�direc-

tors�can�take�to�reduce�the�conflicts�of�interest�between�themselves�and�management.�We�

have�not�talked�about�regulation.4�Until�recently�the�main�thrust�of�federal�regulation�has�

been�to�require�that�companies�disclose�all�relevant�information�to�investors�and�potential�

investors.5�Disclosure�of�relevant�information�by�corporations�is�intended�to�put�all�inves-

tors�on�a�level�information�playing�field�and,�thereby,�to�reduce�conflicts�of�interest.�More�

recent�regulation�has�been�aimed�at�corporate�governance.�Of�course,�regulation�imposes�

costs�on�corporations,�and�any�analysis�of�regulation�must�include�both�benefits�and�costs.�

Our�nearby�Finance Matters�box�discusses�some�of�the�costs�exchange-listed�companies�face�

arising�from�corporate�governance�requirements.

4 At this stage in our book, we focus on the regulation of disclosure of relevant information and corporate governance. We do not talk about 

many other regulators in financial markets such as the Federal Reserve Board. In Chapter 5, we discuss the nationally recognized statistical 

rating organizations (NRSROs) in the U.S., such as Fitch Ratings, Moody’s, and Standard & Poor’s. Their ratings are used by market partici-

pants to help value securities such as corporate bonds. Many critics of the rating agencies blame the 2007–2009 subprime credit crisis on 

weak regulatory oversight of these agencies.

5 Here, we are speaking mostly of public companies and not private companies. You will learn more about this distinction in Chapter 19. If 

you can’t wait, go to investopedia.com and search “public vs. private companies.”
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SARBANES-OXLEY

In response to corporate scandals at companies such as Enron, WorldCom, Tyco, and Adelphia, Congress enacted the 

Sarbanes-Oxley Act in 2002. The act, better known as “Sarbox,” is intended to protect investors from corporate abuses. 

For example, one section of Sarbox prohibits personal loans from a company to its officers, such as the ones that were 

received by WorldCom CEO Bernie Ebbers.

One of the key sections of Sarbox took effect on November 15, 2004. Section 404 requires, among other things, that 

each company’s annual report must have an assessment of the company’s internal control structure and financial report-

ing. The auditor must then evaluate and attest to management’s assessment of these issues.

Sarbox contains other key requirements. For example, the officers of the corporation must review and sign the annual 

reports. They must explicitly declare that the annual report does not contain any false statements or material omissions; 

that the financial statements fairly represent the financial results; and that they are responsible for all internal controls. 

Finally, the annual report must list any deficiencies in internal controls. In essence, Sarbox makes company management 

responsible for the accuracy of the company’s financial statements.

Of course, as with any law, there are costs. Sarbox has increased the expense of corporate audits, sometimes dra-

matically. In 2004, the average compliance cost was $4.51 million. By 2007, however, the average compliance cost had 

fallen to $1.7 million. More recent numbers show that Sarbox costs are becoming more manageable. In 2012, 10 years 

after Sarbox was passed, it was reported that most small companies spent less than $100,000 on compliance annually, 

and a third of midsized companies spent $100,000 to $500,000. And there appear to be economies in Sarbox costs. By 

the fourth year of Sarbox compliance, a company is expected to spend between $100,000 and $500,000, regardless 

of size.

However, the added expense of Sarbox compliance has led to several unintended results. Over the seven-year period 

from 1998 to 2004, 484 firms delisted their shares from exchanges, or “went dark.” Within the first two years alone of 

Sarbox, 370 companies delisted. Many of the companies that delisted stated the reason was to avoid the cost of compli-

ance with Sarbox. And small companies are not the only ones to delist because of Sarbox. For example, German insurer 

Allianz applied to delist its shares from the New York Stock Exchange. The company estimated that canceling its listings 

outside of its home exchange of Frankfurt could save 5 million euros (about $6 million) per year.

A company that goes dark does not have to file quarterly or annual reports. Annual audits by independent auditors 

are not required, and executives do not have to certify the accuracy of the financial statements, so the savings can be 

huge. Of course, there are costs. Stock prices typically fall when a company announces it is going dark. Further, such 

companies will typically have limited access to capital markets and usually will have a higher interest cost on bank loans.

Sarbox has also probably affected the number of companies choosing to go public in the United States. For exam-

ple, when Peach Holdings, based in Boynton Beach, Florida, decided to go public, it shunned the U.S. stock markets, 

instead choosing the London Stock Exchange’s Alternative Investment Market (AIM). To go public in the United States, 

the firm would have paid a $100,000 fee, plus about $2 million to comply with Sarbox. Instead, the company spent only 

$500,000 on its AIM stock offering.

FINANCE MATTERS

The Securities Act of 1933 and the Securities Exchange 
Act of 1934
The�Securities�Act�of�1933�(the�1933�Act)�and�the�Securities�Exchange�Act�of�1934�(the�

1934�Act)�provide�the�basic�regulatory�framework�in�the�United�States�for�the�public�trading�

of�securities.

The�1933�Act�focuses�on�the�issuing�of�new�securities.�Basically,�the�1933�Act�requires�a�

corporation�to�file�a�registration�statement�with�the�Securities�and�Exchange�Commission�

(SEC)� that� must� be� made� available� to� every� buyer� of� a� new� security.� The� intent� of� the�
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registration�statement�is�to�provide�potential�stockholders�with�all�the�necessary�informa-

tion�to�make�a�reasonable�decision.�The�1934�Act�extends�the�disclosure�requirements�of�

the�1933�Act� to� securities� trading� in�markets�after� they�have�been� issued.�The�1934�Act�

establishes� the� SEC� and� covers� a� large� number� of� issues� including� corporate� reporting,�

tender�offers,�and�insider�trading.�The�1934�Act�requires�corporations�to�file�reports�to�the�

SEC�on�an�annual�basis�(Form�10K),�on�a�quarterly�basis�(Form�10Q),�and�on�a�monthly�

basis�(Form�8K).

As�mentioned,� the�1934�Act�deals�with� the� important� issue�of� insider� trading.� Illegal�

insider�trading�occurs�when�any�person�who�has�acquired�nonpublic,�special�information�

(i.e.,�inside�information)�buys�or�sells�securities�based�upon�that�information.�One�section�

of�the�1934�Act�deals�with�insiders�such�as�directors,�officers,�and�large�shareholders,�while�

another�deals�with�any�person�who�has�acquired�inside�information.�The�intent�of�these�sec-

tions�of�the�1934�Act�is�to�prevent�insiders�or�persons�with�inside�information�from�taking�

unfair�advantage�of�this�information�when�trading�with�outsiders.

To� illustrate,�suppose�you� learned�that� the�ABC�firm�was�about� to�publicly�announce�

that� it�had�agreed�to�be�acquired�by�another� firm�at�a�price�significantly�greater� than� its�

current�price.�This�is�an�example�of�inside�information.�The�1934�Act�prohibits�you�from�

buying�ABC�stock�from�shareholders�who�do�not�have�this�information.�This�prohibition�

would�be�especially� strong� if�you�were� the�CEO�of� the�ABC�firm.�Other�kinds�of� inside�

information�could�be�knowledge�of�an�initial�dividend�about�to�be�paid,�the�discovery�of�a�

drug�to�cure�cancer,�or�the�default�of�a�debt�obligation.

A� recent� example� of� insider� trading� involved� New� York� Congressman� Christopher�

Collins,�who�was�arrested�on�insider�trading�charges�in�August�2018.�Collins�was�accused�

of�tipping�off�his�son�and�friends�of�a�failed�clinical�trial�for�a�drug.�Collins�was�a�member�

of�the�company’s�board�and�received�the�information�before�it�was�released�to�the�public.�

His� son�and�others� sold� the� stock�before� the�news�was�made�public�and� the� stock�price�

subsequently�crashed.

This chapter introduced you to some of the basic ideas in corporate finance:

 1. Corporate finance has three main areas of concern:

 a. Capital budgeting: What long-term investments should the firm take?

 b. Capital structure: Where will the firm get the short-term and long-term financing to pay for its  

investments? Also, what mixture of debt and equity should it use to fund operations?

 c. Working capital management: How should the firm manage its everyday financial activities?

 2. The goal of financial management in a for-profit business is to make decisions that increase the value  

of the stock, or, more generally, increase the value of the equity.

 3. The corporate form of organization is superior to other forms when it comes to raising money and  

transferring ownership interests, but it has the significant disadvantage of double taxation.

 4. There is the possibility of conflicts between stockholders and management in a large corporation. We 

called these conflicts agency problems and discussed how they might be controlled and reduced.

 5. To create value, companies must generate more cash than they use.

SUMMARY AND CONCLUSIONS

Final PDF to printer



www.mhhe.com/RossCore6e

ros13898_ch01_001-018.indd 17� 10/14/19��07:02�PM

CHAPTER 1 Introduction to Corporate Finance 17

 6. Until recently, the main thrust of federal regulation has been to require companies to disclose all  

relevant information to investors and potential investors. More recent regulation has been aimed at  

corporate governance.

Of the topics we’ve discussed thus far, the most important is the goal of financial management: maximiz-

ing the value of the stock. Throughout the text we will be analyzing many different financial decisions, but we 

will always ask the same question: How does the decision under consideration affect the value of the stock?

 1. Forms of Business What are the three basic legal forms of organizing a business? What are the 

advantages and disadvantages of each? What business form do most start-up companies take? Why?

 2. Goal of Financial Management What goal should always motivate the actions of the firm’s financial 

manager?

 3. Agency Problems Who owns a corporation? Describe the process whereby the owners control the 

firm’s management. What is the main reason that an agency relationship exists in the corporate form of 

organization? In this context, what kinds of problems can arise?

 4. Not-for-Profit Firm Goals Suppose you were the financial manager of a not-for-profit business (a 

not-for-profit hospital, perhaps). What kinds of goals do you think would be appropriate?

 5. Goal of the Firm Evaluate the following statement: Managers should not focus on the current stock 

value because doing so will lead to an overemphasis on short-term profits at the expense of long-term 

profits.

 6. Ethics and Firm Goals Can our goal of maximizing the value of the stock conflict with other goals, 

such as avoiding unethical or illegal behavior? In particular, do you think subjects like customer and 

employee safety, the environment, and the general good of society fit in this framework, or are they 

essentially ignored? Try to think of some specific scenarios to illustrate your answer.

 7. International Firm Goal Would our goal of maximizing the value of the stock be different if we were 

thinking about financial management in a foreign country? Why or why not?

 8. Agency Problems Suppose you own stock in a company. The current price per share is $25. Another 

company has just announced that it wants to buy your company and will pay $35 per share to acquire 

all the outstanding stock. Your company’s management immediately begins fighting off this hostile bid. 

Is management acting in the shareholders’ best interests? Why or why not?

 9. Agency Problems and Corporate Ownership Corporate ownership varies around the world. 

Historically, individuals have owned the majority of shares in public corporations in the United States. In 

Germany and Japan, however, banks, other large financial institutions, and other companies own most 

of the stock in public corporations. Do you think agency problems are likely to be more or less severe 

in Germany and Japan than in the United States? Why? In recent years, large financial institutions such 

as mutual funds and pension funds have been becoming the dominant owners of stock in the United 

States, and these institutions are becoming more active in corporate affairs. What are the implications 

of this trend for agency problems and corporate control?

 10. Executive Compensation Critics have charged that compensation to top management in the 

United States is too high and should be cut back. For example, focusing on large corporations, Frank 

Bisignano, CEO of First Data, was one of the best-compensated CEOs in the United States in 2018, 

earning about $102 million. Are such amounts excessive? In answering, it might be helpful to recognize 

that superstar athletes such as LeBron James, top people in entertainment such as Dwayne “The Rock” 

Johnson and Kylie Jenner, and many others at the peak of their respective fields can earn at least as 

much, if not a great deal more.

CONCEPT QUESTIONS
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In 1969, Tom Warren founded East Coast Yachts. The company’s operations are located near Hilton Head 

Island, South Carolina, and the company is structured as a sole proprietorship. The company has manufactured 

custom midsize, high-performance yachts for clients, and its products have received high reviews for safety 

and reliability. The company’s yachts have also recently received the highest award for customer satisfaction. 

The yachts are primarily purchased by wealthy individuals for pleasure use. Occasionally, a yacht is manufac-

tured for purchase by a company for business purposes.

The custom yacht industry is fragmented, with a number of manufacturers. As with any industry, there are 

market leaders, but the diverse nature of the industry ensures that no manufacturer dominates the market. 

The competition in the market, as well as the product cost, ensures that attention to detail is a necessity. For 

instance, East Coast Yachts will spend 80 to 100 hours on hand-buffing the stainless steel stem-iron, which is 

the metal cap on the yacht’s bow that conceivably could collide with a dock or another boat.

Several years ago, Tom retired from the day-to-day operations of the company and turned the operations 

of the company over to his daughter, Larissa. Because of the dramatic changes in the company, Larissa has 

approached you to help manage and direct the company’s growth. Specifically, she has asked you to answer 

the following questions.

 1. What are the advantages and disadvantages of changing the company organization from a sole 

proprietorship to an LLC?

 2. What are the advantages and disadvantages of changing the company organization from a sole 

proprietorship to a corporation?

 3. Ultimately, what action would you recommend the company undertake? Why?

EAST COAST YACHTS

CLOSING CASE

 1. Listing Requirements In order for a company’s stock to be listed on an exchange, it must meet certain 

requirements. Find the complete listing requirements for the NYSE at www.nyse.com and NASDAQ at 

www.nasdaq.com. Which exchange has more stringent listing requirements? Why don’t the exchanges 

have the same listing requirements?

 2. Business Formation As you may (or may not) know, many companies incorporate in Delaware for a 

variety of reasons. Visit BizFilings at www.bizfilings.com to find out why. Which state has the highest fee 

for incorporation? For an LLC? While at the site, look at the FAQ section regarding corporations and LLCs.

WHAT’S ON THE WEB?
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2.1 THE BALANCE SHEET

The�balance sheet�is�an�accountant’s�snapshot�of�the�firm’s�accounting�value�on�a�particular�

date,�as�though�the�firm�stood�momentarily�still.�The�balance�sheet�has�two�sides:�On�the�

left�are�the�assets�and�on�the�right�are�the� liabilities�and�stockholders’ equity.�The�balance�

sheet� states� what� the� firm� owns� and� how� it� is� financed.� The� accounting� definition� that�

underlies�the�balance�sheet�and�describes�the�balance�is:

   Assets  ≡  Liabilities + Stockholders’ equity   [2.1]

We�have�put�a� three-line�equality� in� the�balance�equation� to� indicate� that� it�must�always�

hold,�by�definition.�In�fact,�the�stockholders’�equity�is�defined�to�be�the�difference�between�

the�assets�and�the�liabilities�of�the�firm.�In�principle,�equity�is�what�the�stockholders�would�

have�remaining�after�the�firm�discharged�its�obligations.

Table� 2.1� gives� the� 2019� and� 2020� balance� sheets� for� the� fictitious� U.S.� Composite�

Corporation.�The� assets� in� the�balance� sheet� are� listed� in�order�by� the� length�of� time� it�

normally�would�take�an�ongoing�firm�to�convert�them�to�cash.�The�asset�side�depends�on�

the�nature�of�the�business�and�how�management�chooses�to�conduct�it.�Management�must�

make�decisions�about�cash�versus�marketable�securities,�credit�versus�cash�sales,�whether�

to�make�or�buy�commodities,�whether�to�lease�or�purchase�items,�the�types�of�business�in�

which�to�engage,�and�so�on.

The�liabilities�and�stockholders’�equity�side�reflects�the�types�and�proportions�of�financ-

ing,�which�depend�on�management’s�choice�of�capital�structure,�as�between�debt�and�equity�

Two excellent sources  

for company financial 

information are  

finance.yahoo.com and 

money.cnn.com.

In December 2017, the Tax Cuts and Jobs Act was enacted into law. The new law was a sweeping 

change to corporate taxes in the United States. For example, rather than depreciating an asset over 

time for tax purposes, companies are allowed to depreciate the entire purchase price in the first 

year. Another change was a limit to the tax deductibility of interest expense. However, possibly the 

biggest change was the switch from a graduated corporate income tax structure, with rates ranging 

from 15 percent to 39 percent, to a flat 21 percent corporate tax rate.

While the change in the corporate tax rate affects net income, there is a more important impact. 

Because taxes are a key consideration in making investment decisions, the change in the tax rate 

could lead to a significant change in corporate investment and financing decisions. Understanding 

why ultimately leads us to the main subject of this chapter, that all-important substance known as 

cash flow.

Please visit us at corecorporatefinance.blogspot.com for the latest developments in the world of corporate finance.
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