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To Stephen A. Ross and family

Our great friend, colleague, and coauthor Steve Ross passed away on
March 3, 2017, while we were working on this edition of Fundamentals
of Corporate Finance. Steve’s influence on our textbook is seminal,
deep, and enduring, and we will miss him greatly. We are confident that
on the foundation of Steve’s lasting and invaluable contributions, our
textbook will continue to reach the highest level of excellence that we
all aspire to.



vi

About the Authors

STEPHEN A. ROSS

Stephen A. Ross was the Franco Modigliani Professor of Finance and
Economics at the Sloan School of Management, Massachusetts Institute of
Technology. One of the most widely published authors in finance and
economics, Professor Ross was widely recognized for his work in
developing the Arbitrage Pricing Theory and his substantial contributions
to the discipline through his research in signaling, agency theory, option
pricing, and the theory of the term structure of interest rates, among other
topics. A past president of the American Finance Association, he also
served as an associate editor of several academic and practitioner journals.
He was a trustee of CalTech. He died suddenly in March of 2017.

RANDOLPH W. WESTERFIELD

Marshall School of Business, University of Southern California

10



Randolph W. Westerfield is Dean Emeritus and the Charles B. Thornton
Professor in Finance Emeritus of the University of Southern California’s
Marshall School of Business. Professor Westerfield came to USC from the
Wharton School, University of Pennsylvania, where he was the chairman
of the finance department and a member of the finance faculty for 20
years. He is a member of the board of trustees of Oaktree Capital mutual
funds. His areas of expertise include corporate financial policy, investment
management, and stock market price behavior.

BRADFORD D. JORDAN

Gatton College of Business and Economics, University of Kentucky

Bradford D. Jordan is Professor of Finance and holder of the duPont
Endowed Chair in Banking and Financial Services at the University of
Kentucky. He has a long-standing interest in both applied and theoretical
issues in corporate finance and has extensive experience teaching all levels
of corporate finance and financial management policy. Professor Jordan
has published numerous articles on issues such as cost of capital, capital
structure, and the behavior of security prices. He is a past president of the
Southern Finance Association, and he is coauthor of Fundamentals of
Investments: Valuation and Management, 8e, a leading investments text,
also published by McGraw-Hill.

11



vii

Preface from the Authors

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

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

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

AN EMPHASIS ON INTUITION

We always try to separate and explain the principles at work on a
commonsense, intuitive level before launching into any specifics. The
underlying ideas are discussed first in very general terms and then by
way of examples that illustrate in more concrete terms how a financial
manager might proceed in a given situation.

A UNIFIED VALUATION APPROACH

We treat net present value (NPV) as the basic concept underlying
corporate finance. Many texts stop well short of consistently
integrating this important principle. The most basic and important
notion, that NPV represents the excess of market value over cost, often
is lost in an overly mechanical approach that emphasizes computation
at the expense of comprehension. In contrast, every subject we cover is
firmly rooted in valuation, and care is taken throughout to explain how
particular decisions have valuation effects.
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A MANAGERIAL FOCUS

Students shouldn’t lose sight of the fact that financial management
concerns management. We emphasize the role of the financial manager
as decision maker, and we stress the need for managerial input and
judgment. We consciously avoid “black box” approaches to finance,
and, where appropriate, the approximate, pragmatic nature of financial
analysis is made explicit, possible pitfalls are described, and limitations
are discussed.

In retrospect, looking back to our 1991 first edition IPO, we had the
same hopes and fears as any entrepreneurs. How would we be received in
the market? At the time, we had no idea that 26 years later, we would be
working on a twelfth edition. We certainly never dreamed that in those
years we would work with friends and colleagues from around the world to
create country-specific Australian, Canadian, and South African editions,
an International edition, Chinese, French, Polish, Portuguese, Thai,
Russian, Korean, and Spanish language editions, and an entirely separate
book, Essentials of Corporate Finance, now in its ninth edition.

Today, as we prepare to once more enter the market, our goal is to
stick with the basic principles that have brought us this far. However,
based on the enormous amount of feedback we have received from you
and your colleagues, we have made this edition and its package even more
flexible than previous editions. We offer flexibility in coverage, as
customized editions of this text can be crafted in any combination through
McGraw-Hill’s CREATE system, and flexibility in pedagogy, by providing
a wide variety
Vil
of features in the book to help students to learn about corporate finance.
We also provide flexibility in package options by offering the most
extensive collection of teaching, learning, and technology aids of any
corporate finance text. Whether you use only the textbook, or the book in
conjunction with our other products, we believe you will find a
combination with this edition that will meet your current as well as your
changing course needs.

Stephen A. Ross
Randolph W. Westerfield
Bradford D. Jordan
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THE TAX CUTS AND JOBS ACT (TCJA) IS
INCORPORATED THROUGHOUT ROSS
FUNDAMENTALS OF CORPORATE FINANCE, 12E.

There are six primary areas of change and will be reflected in the 12th
edition:

. Corporate tax. The new, flat-rate 21 percent corporate rate is
discussed and compared to the old progressive system. The new rate
is used throughout the text in examples and problems. Entities other
than C corporations still face progressive taxation, so the discussion
of marginal versus average tax rates remains relevant and is retained.

. 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. This “bonus depreciation” ends in a
few years and MACRS returns, so the MACRS material remains
relevant and is retained. The impact of bonus depreciation is
illustrated in various problems.

.. 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 deductions are limited in any one
tax year.

. Dividends received tax break. The tax break on dividends 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 has
been essentially eliminated. All “overseas” assets, both liquid and
illiquid, are subject to a one-time “deemed” tax.

With the 12e we’ve also included coverage of:

» Clawbacks and deferred compensation
» Inversions
» Negative interest rates
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NYSE market operations

Direct Listings and Cryptocurrency Initial Coin Offerings (ICOs)
Regulation CF

Brexit

Repatriation

Changes in lease accounting
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This book was designed and developed explicitly for a first course in
business or corporate finance, for both finance majors and non-majors
alike. In terms of background or prerequisites, the book is nearly self-
contained, assuming some familiarity with basic algebra and accounting
concepts, while still reviewing important accounting principles very early
on. The organization of this text has been developed to give instructors the
flexibility they need.

The following grid presents, for each chapter, some of the most
significant features as well as a few selected chapter highlights of the 12th
edition of Fundamentals. Of course, in every chapter, opening vignettes,
boxed features, in-chapter illustrated examples using real companies, and

end-of-chapter material have been thoroughly updated as well.

Chapters

Selected Topics of Interest

Benefits to You

PART1 Overview of Corporate Finance

CHAPTER 1
Introduction to
Corporate Finance

CHAPTER 2
Financlal Statements,
Taxes, and Cash Flow

Goal of the firm and agency problems.

Ethics, financial management, and
executive compensation

Sarbanes-Oxley.

New: Clawbacks and deferred
compensalion,

Minicase: The McGee Cake Company.

Cash flow vs. earnings.
Market values vs. book values.
Briefl discussion of average
corporate lax rales.

New: Inversions.

Minicase: Cash Flows and Financial.

Statements at Sunset Boards, Inc.

Stresses value creation as the most fundamental
aspect of management and describes agency
Issues that can arise.

Brings in real-world issues concerning confliicts

of interast and curreént controversies surrounding
ethical conduct and management pay.

Up-to-date discussion of Sarbanes-Oxley and its
implications and impact.

Discusses new rules on bonus clawbacks and
deferred compensalion,

Examines the choice of organization form lor a
small business.

Clearly defines cash flow and spells out the
differences between cash flow and earmings.

Emphasizes the relevance of markel values over
book values.

Highlights the varlalion in corporate tax rates
across industries in practice.

Discusses the contraversial issue of mergers
that are also tax inversions.

Reinforces key cash flow concepis in a small
business saltting.
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Chapters

Selected Topics of Interest

Benefits to You

PART 2 Financial Statements and Long-Term Financial Planning

CHAPTER 3
Working with Financial
Statements

CHAPTER 4
Long-Term Financial Planning
and Growth

Expanded DuPont analysis.

DuPont analysis for real companies using

data from S&P Market insight.

Ratic and financial statement analysis
using smaller firm data.

Understanding financial statements.

The enterprise value-EBITDA ratio.

Minicase: Ratio Analysis al S&S Alr, Inc.

Expanded discussion of sustainable
growth calculations.

Explanation of alternative formulas for
sustainable and internal growth rates.

Thorough coverage of sustainable
growth as a planning tool.

Long-range financial planning.

Minicase: Planning for Growth at
S&5 Alr.

Expands the basic DuPont equation to better
explore the interrelationships between operating
and financial performance.

Analysis shows students how to get and use real-
world data, thereby applying key chapter ideas.
Uses firm data from RMA 1o show students how

to actually get and evaluate financial statement
benchmarks.

Thorough coverage of standardized financial
statements and key ratios.

Defines enterprise value (EV) and discusses the
widely used EV-EBITDA ratio.

INustrates the use of ratios and some pitfalls in a
small business context.

INustrates the importance of financial planning In a
small firm.

Explanation of growth rate formulas clears up a
commaon misunderstanding about these formulas
and the circumstances under which alternative
farmulas are comrect.
Provides a vehicle for examining the interrelationships
between operations, financing, and growth.

Covers the percentage of sales approach to
creating pro forma statements.

Discusses the importance of a financial plan and
capacity utilization for a small business.

CHAPTER 5
Introduction to Valuation:
The Time Value of Money

CHAPTER 6
Discounted Cash Flow
Valuation

First of two chaplers on time value of
money.

Growing annuities and perpetulties.

Second of two chapters on lime value
of money.

Minicase: The MBA Decision.

PART 3 Valuation of Future Cash Flows

Relatively shon chapter introduces just the basic
ideas on time value of money to get students
started on this traditionally difficult topic.

Covers more advanced time value topics with
numercus examples, calculator tips, and Excel
spreadsheet exhibits. Contains many real-world
axamples.

Explores the financial pros and cons of pursuing
an MBA degree,
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Chapters

CHAPTER 7
Interast Rates and Bond
Valuation

CHAPTER &
Stock Valuation

Selected Topics of Interest
New: Negative interesi rates.

Bond valuation.
Interest rates.

*Clean” vs, "dirty” bond prices and
accrued interest.

TRACE system and transparency in the
corporate bond market.

“Make-whole” call provisions,

Islamic finance.

Minfcase: Financing S&S Air's Expansion
Plans with a Bond Issue.

Stock valuation.

New: NYSE market operations,
Valuation using multiples.

Minicase: Stock Valuation at Ragan, Inc.

Benefits to You

Mew chapter opener explores the recent phenomenon of
negalive interest on govemment bonds.

Complete coverage of bond valuaticn and bond features.
Discusses real versus nominal rates and the
determinanis of the term structure.

Clears up the pricing of bonds betwean coupon payment
dates and atso bond market quoting comventions.

Up-to-date discussion of new developments In

fixed income with regard to price, velume, and
transactions reporting.

Up-to-date discussion of a relatively new type of call
provision that has become very common.

Provides basics of some important concepls in
Islamic finance.

Discusses the issues that come up in selling bonds
to the public.

Thorough coverage of constant and nen-constant
growth models.

Up-to-date description of major stock market operations,
INustrates using PE and price/sales ratios for equity
valuation.

lNustrates the difficulties and Issues surrounding
small business valuation.

CHAPTER 9
Met Present Value and
Other Investment Criteria

CHAPTER 10
Making Capital Investment
Decisions

First of three chapters on capital
budgeling.

NPV, IRR, payback, discounted payback,

MIRR, and accounting rate of retum.
Minicase: Bullock Gold Mining.

Project cash flow.
Alternative cash flow definltions.

Special cases of DCF analysis.
Minfcase: Conch Republic Electronics, Part 1.

PART 4 Capital Budgeting

Relatively short chapter introduces key ideas on an
Intuitive level 1o help students with this traditionally
difficult topic.

Consistent, balanced examination of advantages and
disadvantages of various criteria.

Explores different capital budgeting techniques with
nonstandard cash flows.

Thorough coverage of project cash flows and the
relevant numbers for a project analysis.

Emphasizes the equivalence of various formulas,
thereby removing common misunderstandings.

Considers imporant applications of chapter tools.
Analyzes capital budgeting issues and complexities,

CHAFTER 11 Sources of value. Stresses the need to understand the economic basis

Project Analysis and Evaluation for value creation in a project.
Scenario and sensitivity “what-if” Mustrates how to actually apply and interpret lhese
analyses, tools in a project analysis.
Break-even analysis. Covers cash, accounting, and financial break-even

levels.
Minicase: Conch Republic Electronics, llustrates the use of sensitivity analysis in capital
Part 2. budm“ﬂg.
XI11
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Chapters

PARTS Risk and Return

Expanded discussion of geometric vs.

CHAPTER 12
Some Lessons from Capital
Market History

CHAPTER 13
Return, Risk, and the Security
Market Line

Selected Topics of Interest

arithmetic returns.

Capital market history.
Market efficiency.

The equity risk premium.

The 2008 experience.

Minicase: A Job at S&S Air.
Diversification and systematic and
unsystematic risk.

Beta and the security market line.

Minfcase: The Bela for
Colgate-Palmolive.

Benefits to You

Discusses calculation and interpretation

of geometric returns. Clarifies common
misconceptions regarding appropriate use of
arithmetic vs. geomelric average returns.

Extensive coverage of historical retums, volatilities,
and risk premiums.

Efficient markets hypothesis discussed along with
common misconceplions.

Section discusses the equity premium puzzle and
latest international evidence.

Section on the stock market turmoll of 2008,
Discusses selection of investments for a 401k} plan.
lMustrates basics of risk and return in a
straightforward fashion,

Develops the security market line with an Intuitive
approach that bypasses much of the usual portfolio
theory and statistics.

Detalled discusslon of beta estimation.

CHAPTER 14
Cost of Capital

CHAPTER 15
Raising Capital

CHAPTER 16
Financial Leverage and Capital
Structure Paolicy

Cost of capital estimation.

Geometric vs. arithmetic growth rates.

Firm valuation.

Minfcase: Cost of Capital for Swan

Motors.

Dutch auction IPOs.
New: Regulation CF.

PO “quiet periods.”
Rights vs. warranis.

IPO valuation.

Minicase: S&S Air Goes Public.

Basics of financial leverage.
Optimal capital structure.

Financial distress and bankrupicy.
Minfcase: Stephenson Real Estale

Recapitalization.

PART6 Costof Capital and Long-Term Financial Policy

Contalns a complete, web-based lllustration of
cost of capital for a real company.

Both approaches are used in practice. Clears up
Issues surrounding growth rate estimates.

Develops the free cash flow approach to firm
valuation,

Covers pure play approach to cost of capital
estimation.

Explains uniform price auctions.

Explains the new Regulation CF for crowdfunding
and provides some examples,

Explains the SEC's guiet period rules.

Clarifies the optionlike nature of rights prior o
their expiration dates.

Extensive, up-to-date discussion of IPOs, including
the 1999-2000 period.

Covers the key paris of the IPO process for a
small firm.

lMustrates effect of leverage on risk and return,

Describes the basic trade-offs leading to an
optimal capital structure.

Briefty surveys the bankruptcy process.

Discusses optimal capital structure for a medium-
sized firm.
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Chapters Selected Topics of Interest Benefits to You

CHAPTER 17 Very recent sunvey evidence on Mew survey results show the most important (and
Dividends and Payout Policy dividend policy. least important} factors considered by financial
managers in setling dividend policy.
Effect of new tax laws. Dizcusses implications of new, lower dividend and
capital gains rates.
Dividends and dividend policy. Describes dividend payments and the factors
favoring higher and lower payout policies.
Optimal payout policy. Extensive discussion of the latest research and
survey evidence on dividend policy, including life-
cycle theory.
Stock repurchases. Thorough coverage of buybacks as an alternative
to cash dividends.
Minicase: Electronic Timing, Inc. Describes the dividend/share repurchase issue for
a small company.
PART 7 Short-Term Financial Planning and Management
CHAPTER 18 Operating and cash cycles. Stresses the importance of cash flow timing.
Short-Term Finance Short-term financial planning. lustrates creation of cash budgets and potential
and Planning need for financing.
Purchase order financing. Brief discussion of PO financing, which is popular
with small and medium-sized firms.
Minicase: Piepkorn Manulacturing IHustrates the construction of a cash budget and
Working Capital Management. short-term financial plan for a small company.
CHAPTER 19 Float management. Thorough coverage of float management and
Cash and Liquidity Management potential ethical issues.
Cash collection and disbursement. Examinaticn of systems used by firms to handle
cash inflows and outflows.
Minicase: Cash Management at Webb Evaluates alternative cash concentration systems
Corporation. for a small firm.
CHAPTER 20 Credit management. Analysis of credit policy and implemenation.
Credit and Inventory Inventory management. Brief overview of important inventory concepts.
Mensgement Minicase: Credit Policy at Howlett Ewvaluates working capital issues for a small
Industries. firm.
PART 8 Topics in Corporate Finance
CHAPTER 21 Foreign exchange. Covers essentials of exchange rates amd their
International Corporate Finance determination.
International capital budgeting. Shows how to adapl basic DCF approach to
handie exchange rates.
Exchange rate and political risk. Discusses hedging and issues surrounding
soveralgn risk.
New: Brexit. Uses “Brexil™ as an illustration of political risk.
New: Repatriation. New opener and inchapter discussion of
the immense overseas cash holdings by US.
corporations.
Minicase: S&5 Air Goes International. Discusses factors in an imernational expansion for
a small firm.
xXiv
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Chapters

CHAPTER 22
Behavioral Finance: Implications
for Financial Management

CHAPTER 23
Enterprise Risk Management

CHAPTER 24
Options and Corporate Finance

CHAPTER 25
Option Valuation

CHAPTER 26
Mergers and Acquisitions

CHAPTER 27
Leasing

Selected Topics of Interest
Behavioral finance.

Case against efficient markets,

Minicase: Your 401k) Account at
S&S Air.

Volatility and risk.

Hedging with forwards, options, and
swaps.

Minicase: Chatman Morigage, Inc.

Stock oplions, employee stock options,
and real options.

Option-embedded securities.
Minicase: S&S Alr's Convertible Bond.

Put-call parity and Black-Scholes.
Options and corporate finance.

Minicase: Exotic Culsines Employee
Stock Oplions.

Alternatives to mergers and
acquisitions.

Defensive tactics.
Divestitures and restructurings.

Mergers and acquisitions.

Minicase: The Birdie Golf-Hybrid Golf
Merger.

New: Changes in lease accounting.

Leases and lease valuation.

Minicase: The Decision to Lease or Buy
at Warl Computers.

Benefits to You

Unigue and innovative coverage of the effects of
biases and heuristics on financial management
decisions. “in Their Own Words™ box by Hersh Shefrin.

Presents the behavioral case for market
inefliciency and related evidence pro and con.

lllustrates the considerations to be taken when
selecling investment options.

lllustrates need to manage risk and some of the
mast important types of risk.

Shows how many risks can be managed with
financial derivatives.

Analyzes hedging of Interest rate risk.

Discusses the basics of these Important aplion
types.

Describes the different types of options found in
corporate securities.

Examines security issuance Issues for a small firm.

Develops modern option valuation and factors
Influencing option values.,

Applies oplion valuation to a varlety of corporate
issues, including mergers and capital budgeting,

llustrates complexities that arlse in valuing
employee stock oplions.

Covers strategic alliances and joint ventures and
why they are important alternatives,

Expanded discussion of antitakeover provisions,
Examines important actions such as equity carve-
outs, spins-offs, and split-ups.

Develops essentials of M&A analysis, including
financial, tax, and accounting issues.

Covers small business valuation for acquisition
PUIPOSES.

Discusses upcoming changes in lease accounting
rules and the curtallment of “off-balance-sheet”
financing.

Examines essentials of leasing. good and bad
reasons for leasing, and NPV of leasing.

Covers lease-or-buy and related issues for a small
business.
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XV

In-Text Study Features

To meet the varied needs of its intended audience, Fundamentals
of Corporate Finance is rich in valuable learning tools and
support.

CHAPTER-OPENING VIGNETTES

Vignettes drawn from real-world events introduce students to the
chapter concepts.

CHAPTER LEARNING OBJECTIVES

This feature maps out the topics and learming
Part 5 Risk and Return goals in every chapter. Each end-of-chapter
problem and test bank question is linked 1o a
: learning objective, to help you organize your
SOITIE‘ Lessons from assessment of knowledge and comprehansion.
] Capital Market History

| WWITH THE SEP G000 LIP ot 12 porcomd e Fon WAS 00 inchon s b v i 307, shocs i
500 b v okl aveance, hie e RASDAD reiary wamy

A

Ao T BTARE M Chagted, you thoubd te b o
L0 Cabcilili B dofrn on af rveitment. LO3 cuis

PEDAGOGICAL USE OF COLOR

This learning tool continues to be an important feature of
Fundamentals of Corporate Finance. In almost every chapter,
color plays an extensive, nonschematic, and largely self-evident
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role. A guide to the functional use of color is on pages xlv-xlvi
of this front matter.

FIGURE 9.3
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IN THEIR OWN WORDS BOXES

This series of boxes features popular articles on key topics in the
text written by distinguished scholars and practitioners. Boxes
include essays by Merton Miller on capital structure, Fischer
Black on dividends, and Roger Ibbotson on capital market
history. A complete list of "In Their Own Words" boxes appears
on page xliv.
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IN THEIR OWN WORDS ...

Robert C. Higgins or

Maost financial offiCers wmow intuithsty that # takes money 1o sake money. Rapid sales giows requres
Imcriiniidl kst iy Chl foor of acoounts recefmbie, imvemion. and foed plant, winch, in Lm, requing monsy 5o pay
for assets. Thisy also keews Bl Il thedr company doss nol hav the money when needed, it can Bterally “grew beoks *
The sumtsinable growth equation stales these ntulive truths explicith

Sunnainatde growih is cften used by bankers and other extemal analysls o #55033 @ (ompany’s Cnediwerthiness,
They are aided in this exercise by several sophisticated compuler software packages that provide detaded analyses
of the company’s past financil peformance, inchadng its anual sustanable growth rabe.

Eranioery, i s informiation in several wanys. Quick comparison of & compary’s sclel growdis rade 1o i antarabie
ﬁﬁhhﬂﬂmﬂhdhwﬂmww ¥ actual growth comsiently eeeds

rowth, 's peobler will be where o get he cash bo finacce growth, The barker Hurs can anfcipate
anmmrmmmmmm e bsamdoor hiad berst be propased o bk
ahauk [ horm vall e what b e with all the cinh Tl keepes plng up in fhe S
m;mmummwmmmmmwmw
owmers vl vetly oplimeshec entteprenaurs Hal, for the long-rm skt of thss business, il is necessary 10 keep
growth and profitabity in proper balance.

Finally, compasion of it lual 1o sustainabde growth raled belps a banker endersland why & loan spplican needs
imecreey dnnd Hor Ruoewt lomeg The nessd imight contings:, In one inslance, a foan applcant requested $100,000 1o pay off
several iresent supplers and promised [0 regay ina few months when he collecied some acoounts recevable That
wehe oomiing die, A suslamalle giowth sfalils ievealed Bl the Iem had been growing ol boos 10 Sk Bimes it
sustainable growth rte and thar Shis patiem wars losly 10 contnue in the foreseeatie future, This alerted the bankor o
the 1601 that impatient suppliers were only & symplom of e muth moce Sndamental disesdte of overly rapd growth,
d thaat i $H000 Kan wokd kkedy prove 16 el e diwh payment on a much |seged, multiear comsitment.

Bodseaf . s s Ve Mgl Rt Prcdinis of Firatoc, Ereiha, o U Frites S 00d of Bttt f i Linverady of gt

e Al Do e vt g o Bl it ity

A NOTE ABOUT SUSTAINABLE GROWTH RATE CALCULATIONS

Very commonly, the sustainable growth mee is calculased using just the nanemior in our
expression, ROE = & This causes some confusion, which we can clear ap here. The issauc
has i iy with bow ROKE is compused, Recall that ROE is cadoulased as mel ingome divided
by dotal cyuity. 17 polal cquaty is ken Crom an ondang balanoe sheed Gas we hiave done con-
sietemily, and is commenly done in practiceh, then oer formmla is the right ome. Hivaever, il

loal ety & [ e begmnang of the poriod. then the sampler Remula is the conmoct ome.

WORK THE WEB

As we discussed in this chapler, ratios are an imp: ool for 0 0o y's performance. o

mmmmwmu»mmmmummmn
Forunately, many siles on the web provide this infeimaticn for free. One of the Besl B wwhWwrslens. com,
W vt thae e, entired the tickes symbal "HD® for Homse Depath, and then went 1o the “Financials” page,
Hare is an abbeewiatod ook af tha results:

Comparny nouily Fra s
OanCE R0 (WA D4z 103 1.2%
Gk Ralbo MR 1.4 m 153
LT Dot iz Equtty (MR W (21 ] 3440
okl [-ab o £ quify (MR 40879 M Lol
inderest Coverage (TTH) 1854 1473 383

Thet wielrsite fepons the company, industry. and sector relics. As you ¢an s, Home Depot has
loswnr quaich ancl curten ratices than the industay,

Questions
L Go o wwnrewlers com and fnd Ihe majer rabio coleponies Bsted on s websile, How do the categories difer

WORK THE WEB BOXES

These boxes show students
how to research financial
issues using the web

and then how to use the
information they find to
make business decisions.
Work the Web boxes also
include interactive follow-up
questions and exercises,

from the: cotegories fsied in this fexdbook? -
2 Go lo Wi rewars com aod Gnd off e Felos for Hame Dopoet. How does Uk comBany campans fa e indus-
wry for the ratios presenind on this website?

Xvii

REAL-WORLD EXAMPLES

Actual events are integrated throughout the text, tying chapter
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concepts to real life through illustration and reinforcing the
relevance of the material. Some examples tie into the chapter-
opening vignette for added reinforcement.

SPREADSHEET STRATEGIES

— How to Calculate Present Values with Multiple
o b Future Cash Flows Using a Spreadsheet

At s we did in our prewous chaphtn we con e up @ bask spreadshest o caloulate e present walues of
e indiad unl caih B na fellows. Noboo Siat wo R caliulabes e B oot waliel ano 81 8 Mo arsd asses

Tham up:

| [] I & 1 [-] | ]

Liming & aprsacishest 10 vais mufiis turs cash fiows

Wt s P present value of B200 i orm year, F200 P rad year, B00 P rad yoi, a0
BA00 the ksl yoae I D laooa Fte b 1 peroent?

Pt A2
i l.'.-onlzn [Prasan valess ]
] ITRET  oPWEEETAIQD, - Bl
2 B EXE8E  SPWEBETATLD -BIT)
3 L] BITOT  ePEEET A0 - BT

a E 1] E!li =PWEEETATLD, B
Toisl P AR eEBANCICIN

Mobo T fgative e Faened i T PV Rormtes. Thess sl s e preses] vakuss hive
oS SR, Alsc, e Be00unt raoe i o8l B7 i entened 88 SBET (I “ateohis” refenenos)
Do i e v e Over W coonsid P st aenleied 12 etead, Bl o apprnach i
L e s

REEEEEEEREE ]

{EE

SPREADSHEET STRATEGIES

This feature introduces students to Excel and shows them how to
set up spreadsheets in order to analyze common financial
problems-a vital part of every business student's education.

CALCULATOR HINTS

How to Calculate Present Values with Multiple Future
Cash Flows Using a Financial Calculator B

To calculate the present value of multiple cazh flows with a financlal calculator, we will discount the individual
cash flows one at a time using the same technique we used in our previous chapter, so this is not really new.
Hewever, we can show you a shorteut. We will use the numbers in Example 6.3 to llustrate

T begin, of course, we first remember to clear out the calculafor! Mext, from Example 6.3, the first cash flow
i$ $200 to be received in ona yoar and the discount rate is 12 percent, 5o wa do the following:

Enter 1 12 200
N ] Iy I PMT } PV ] v ],
Solve for 17857

Mow, you can write down this answer to save it but that's Inefficient. All calculators have a memory where you
can store numbers. Wiy not just save it there? Doing so cuts down on mistakes bocause you don't have (o write
down andfor rekey numbers, and it's much faster.

Mext, we value the second cash flow. We need to change N to 2 and FV to 400, As long as we haven’t
changed anything else, we don't have to reenter U or chear out the calculalor, 50 we have:

Enter 2 400
N J o w | opemT | opv | R

Solve for -318.88
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CALCULATOR HINTS

Brief calculator tutorials appear in selected chapters to help
students learn or brush up on their financial calculator skills.

These complement the Spreadsheet Strategies.
xviii

Concept Questions

3.3a What are the five groups of ratios? Give two or three examples of each kind.

3.3b Given the total debt ratio, what other two ratios can be computed? Explain
how,

3.3¢  Turnover ratios all have one of two figures as the numerator. What are these
two figures? What do these ratios measure? How do you interpret the results?

3.3d Profitability ratios all have the same figure in the numerator. What is it? What do
these ratios measure? How do you interpret the results?

CONCEPT BUILDING

Chapter sections are intentionally kept short to promote a step-
by-step, building block approach to learning. Each section is
then followed by a series of short concept questions that
highlight the key ideas just presented. Students use these
questions to make sure they can identify and understand the most
important concepts as they read.

SUMMARY TABLES

These tables succinctly restate key principles, results, and
equations. They appear whenever it is useful to emphasize and
summarize a group of related concepts. For an example, see
Chapter 3, page 68.
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PV for a perpatuity = Cir @

For example, an investment offers a perpetual cash Mow of S500 cvery year. The return you
reguine on such an investment is 8 percent. What is the value of this investment? The value
of this perpetwity is

Perpetaity PV = Ofr = S500L08 = 36,250

For Tature relerence, Table 6.2 contains sumnury ol Lh Wy wnel perpeluity hasic

cabulations we have described in this section. By now, vou probably think that you®ll just
use online calculators 1o handle annuity problems. Before you do, see our nearby Work the
Wel box!

Preferred Stock

Freferred stock [or preference stock) is an important example of & perpatuity. When a corpo-
ration sells preferred stock, the bayer is promised a fiwed cash dividend every pediod [uswally
ey quarter) forever, This dividend must b paid bedore any dividend can b paid to regular
stockhalders—hence the erm Drafarned.

Suppose the Fellinl Co, wants 1o sell preferred stock at $100 per share. A similar Issue of
preferred stock already owtstanding has a price of 340 per share and offers a dividend of
31 every quarter. What dividend will Fellind hawve to offer if the prefemed stock s going o sell? |

LABELED EXAMPLES

Separate numbered and titled examples are extensively
integrated into the chapters. These examples provide detailed
applications and illustrations of the text material in a step-by-step
format. Each example is completely self-contained so students
don't have to search for additional information. Based on our
classroom testing, these examples are among the most useful

learning aids because they provide both detail and explanation.
xix

KEY TERMS

Key Terms are printed in bold type and defined within the text
the first time they appear. They also appear in the margins with
definitions for easy location and identification by the student.
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EXPLANATORY WEB LINKS

These web links are provided In the margins of the text. They are specifically
selected to accompany text material and provide students and instructors with
& guick way to check for additional information using the Intermeat.

I, A petition is fbed in a federal coun., Corporations may lile a voluntary petition, or in-
f— velumlary petitions may be fled aganst the corporation by several of 118 oreditons,
t,‘ . A& trustee-in-hankrupacy is elected by the creditors to take over the assels of the debtor

corporation, The irusiee will atiempi to liguidaie the asseis,
Thu SEC huas i grocad ineorsiew 3. When the assets are hguistated, after payment of the bankruptey administralion costs,
of the banfrptoy process ; PR e . s crodi
R P e the proceeds arg lll.\ll.lhlll.n.d wmang the creditlors. . o
S TN 01 W SBC. 0T 4, IF any procecds remain, afller expenses and payments 1o ereditors, they are distributed
o the sharchobiders,

(o]

KEY EQUATIONS

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

Based on our examples, we can mow wrile te general expression For the value of 3 o,
I1'a bond has (1) a face value of F pand 2t maturity, (25 a coupon of C paid per period, (3) ¢
perioeds o matarity, anc (4) a yield of rper period, s value is;

Bondvalue=Cx[1 =11 +A%r + Fifi+ 8
Bond value =  Present value " Present value o o IEE—
of the coupons of the face amount I
Average Returns: The First Lesson 12.3

A you've probabldy begun to notice, the history of capital markel returns is foo comglicated

b 3 | ik g Excel Mastar It]
B b il wnvoch s i its ulldl;vwl T, Wi ngel b begin summarizing all these npmbers, [
Aceordingly, we discuss how w0 go aboul condensing the detaibed data. We slart ool by Cirerfige trikie
calculanng average relurns.

CALCULATING AVERAGE RETURNS

The obvious way (o caloulaie the average refurms o ihe different investimenis in Table 12,1
is 1o acddl wp the vearly returms and divide by 91, The resalt is the historical av erige ol the
inadivicual valpes,

For examiple, il you ald up the relurns for the large-company slocks in Figare 12,5 For
the 91 years, you will pet ghoul 10K, The average annual returm s HUEEAT = (120, ar
1206 . Yo inserpret this 1200 percent just like any otber average. 17 you were 1o pick a year
an random from the 71-year history and you had 10 guess what the retwrn im that year was,
the best guess would be 120 percent.

AVERAGE RETURNS: THE HISTORICAL RECORD
Table 12.2 shows (e average returns [or the invesaiments we hanve discussed. As shown, ina
typical year, the small-company sbocks increasod in value by Db pencent. Notoe also ow
much larger the returns are fof stocks, compared 1o the feturns on bonds.

These aversges are, of course, nominal hocsuse we haven't worried about imfladon.
Natice that the sverage inflason rase was 3.0 percent per year over this 91-year span. The
nominal reiuen on LS, Treasury bills was 3.4 percent per year. The average real returm on

HIGHLIGHTED CONCEPTS

Throughout the text, important ideas are pulled out and presented
in a highlighted box-signaling to students that this material is
particularly relevant and critical for their understanding. For
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examples, Chapter 10, page 313; Chapter 13, page 434.

EXCEL MASTER

Icons in the margin identify concepts and skills covered in our
unique, RWJ-created Excel Master program. For more training
in Excel functions for finance, and for more practice, log on to
McGraw-Hill's Connect Finance for Fundamentals of Corporate
Finance to access the Excel Master files. This pedagogically
superior tool will help get your students the practice they need to

succeed—and to exceed expectations.
XX

CHAPTER SUMMARY AND CONCLUSIONS

Every chapter ends with a concise, but thorough, summary of the
important ideas—helping students review the key points and
providing closure to the chapter.

CHAPTER REVIEW AND SELF-TEST PROBLEM

2.1 Cash Flow for Mara Corporation This problem will give you some practics work-
ing with financial statements and figuring cash flow. Based on the following infor-
mation for Mara Corporation, prepare an income statement for 2018 and balance
sheets for 2017 and 2018, Mext, following our US. Corporation examples in the
chapier, calculate cash flow from assets, cash flow to creditors, and cash flow to
stockholders for Mara for 2018, Use a 21 percent tax rate throughout. You can check
your answers against ours, found in the following section.

2017 208

Sales $4.2032 4,507
Cost of goods scld 2422 2,633
Ce=preciation TEE 952
Int=rest 180 196
Dividends 2765 52
Cumer st 2 205 2,429
Mt fimmd mmssts 7,244 7,650
Cumrent liabilities 1,002 1,255
Longterm debt 2106 2,085

CHAPTER REVIEW AND SELF-TEST PROBLEMS

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

CONCEPTS REVIEW AND CRITICAL THINKING
QUESTIONS

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

COMNCEPTS REVIEW AND CRITICAL THINKING QUESTIONS

1. Liguidity [L01] What does liquidity measure? Explain the trade-off a firm faces
between high liquidity and low Liquidity levels.

2 Accounting and Cash Flows [L02] Why might the reverue and cost figume s shown
om & standard income staEement not be mepresantative of the actmal cash inflows and
outflows that occured during a period?

3.  Book Valves versus Market Values [L01] In preparing a balance sheet, why do
you think standand accounting practice focuses on historical cost rather than market
valua?

4. Operating Cash Flow [L0O2] In comparing accounting net income and operating
cash flow, name two items you typically find in net income that are not in operating
cash flow. Explain what each is and why it is excluded in operating cash flow.

5  Book Valves versus Market Values [L001] Under standard accounting rules, it is
possible for a company’s liabilities to excead its assets. When this occurs, the own-
ers” equity is negative. Can this happen with market values? Why or why not7?

6. Cash Flow from Assets [L0O¢] Suppose a company's cash flow from assets is neg-
ative for a particular period. Is this nece ssarily a good sign or a bad sign?

T. Operating Cash Flow [L.04] Suppose a company's operating cash flow has been
negative for several years running. Is this necessarily a good sign or a bad sign?

8. Net Working Capital and Capital Spending [1.04] Could a company's change in
NWC be pegative in a given year? (Hinr: Yes.) Explain how this might come gbout.
‘What about net capital spending?

9. Cash Flow to Stockholders and Creditors [L04] Could a company's cash flow to
stockholders be negative in a given year? (Himr: Yes.) Explain how this might come
about, What about cash flow to creditors?

10. Firm Valves [L{1] Referring back to the Boeing example used at the baginning of
the chapter, note that we suggested that B oeing’s stockholders probably didn't suffer
as aresult of the reported loss. What do you think was the basis for our conclusion?

xxi

END-OF-CHAPTER QUESTIONS AND PROBLEMS

Students learn better when they have plenty of opportunity to
practice; therefore, Fundamentals, 12e, provides extensive end-

30





