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This book describes the theory and practice of corpo-

rate finance. We hardly need to explain why financial
managers have to master the practical aspects of their
job, but we should spell out why down-to-earth manag-
ers need to bother with theory.

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

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

Of course, the theory presented in this book is not per-
fect and complete—no theory is. There are some famous
controversies where financial economists cannot agree.
We have not glossed over these disagreements. We set out
the arguments for each side and tell you where we stand.

Much of this book is concerned with understanding
what financial managers do and why. But we also say
what financial managers should do to increase company
value. Where theory suggests that financial managers
are making mistakes, we say so, while admitting that
there may be hidden reasons for their actions. In brief,
we have tried to be fair but to pull no punches.

This book may be your first view of the world of
modern finance. If so, you will read first for new ideas,
for an understanding of how finance theory translates
into practice, and occasionally, we hope, for entertain-
ment. But eventually you will be in a position to make
financial decisions, not just study them. At that point,
you can turn to this book as a reference and guide.

Changes in the Thirteenth Edition

We are proud of the success of previous editions of
Principles, and we have done our best to make the thir-
teenth edition even better.

Some of the biggest changes in this edition were
prompted by the tax changes enacted in the U.S. Tax

- Preface

Cuts and Jobs Act passed in December 2017. One of
the chapters most affected was Chapter 6, which is con-
cerned with calculating the present value of capital proj-
ects. We describe the major tax changes in that chapter,
and we work through an example of a capital budget-
ing problem with 100% bonus depreciation and a 21%
corporate tax rate. But the U.S. system of immediate
expensing of capital expenditures is almost unique. So
we also set out examples of the more common systems of
straight-line depreciation and double-declining-balance,
which is essentially identical to the former U.S. MACRS
depreciation.

Another 2017 tax change was the limit imposed on
interest tax shields. For companies that are caught by this
change, it may no longer make sense to discount cash
flows by the weighted average cost of capital. We discuss
the implications for company debt policy in Chapter 18.
In Chapter 19, we show how adjusted present value can
be used in these cases to value companies and projects.
Similarly, the cap on interest tax shields complicates the
valuation of leases. In Chapter 25, we show that when the
cap is operative, leases need to be valued by constructing
an equivalent loan. Finally, in Chapter 32, we consider
the possible effect on the private-equity market.

The third important change was the switch by the
United States to a territorial tax system. This has major
implications for tax strategies, which we largely dis-
cuss in the chapters on working capital management
(Chapter 30) and mergers (Chapter 31).

U.S. financial managers work in a global environment
and need to understand the financial systems of other
countries. Also, many of the text’s readers come from
countries other than the United States. Therefore, in recent
editions we have progressively introduced more interna-
tional material, including information about the major
developing economies, such as China and India. In the
current edition, we have continued to augment the interna-
tional content. We hope that an understanding of practices
in other countries will also lead to a better understanding
of the characteristics of one’s own financial system.

Users of previous editions of this book will not find
dramatic changes in coverage or in the ordering of top-
ics. However, there are a number of chapters that have
been thoroughly rewritten. For example, the material
on agency issues in Chapter 12 has been substantially
revised. Chapter 13 on market efficiency and behavioral

vii
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finance is now fresher and more up to date. Chapter 23
on credit risk focuses more on the practical issues of
forecasting default probabilities.

Throughout, we have tried to make the book more
up-to-date and easier to read. In many cases, the changes
consist of some updated data here and a new example
there. Often, these additions reflect some recent devel-
opment in the financial markets or company practice.

In the 11th edition, we added digital extensions through
our Beyond the Page features, or “apps” as we call them.
This extra material can allow us to escape from some of
the constraints of the printed page by providing more
explanation for readers who need it and additional mate-
rial for those who would like to dig deeper. The Beyond
the Page features include extra examples and spreadsheet
programs, as well as some interesting anecdotes.

There are now more than 150 of these apps. They are
all seamlessly available with a click on the e-versions
of the book, but they are also readily accessible from
the traditional hard copy of the text through the shortcut
URLs. Check out mhhe.com/brealey13e to learn more.

Examples of these applications include:

e Chapter 1 In Chapter 1, we refer to Bernard
Madoff’s ponzi scheme. But this scam pales into
insignificance compared with the great Albanian
ponzi scheme, which is described in an app.

e Chapter 2 Do you need to learn how to use a finan-
cial calculator? The Beyond the Page financial cal-
culator application shows how to do so.

e Chapter 3 Would you like to calculate a bond’s dura-
tion, see how it predicts the effect of small interest rate
changes on bond price, calculate the duration of a com-
mon stock, or learn how to measure convexity? The
duration application for Figure 3.2 allows you to do so.

o Chapter 5 Want more practice in valuing annuities?
There is an application that provides worked exam-
ples and hands-on practice.

e Chapter 9 How about measuring the betas of the
Fama-French three-factor model for U.S. stocks? The
Beyond the Page beta estimation application does this.

o Chapter 14 Ever wonder why Google split its stock
into A and C shares? An app provides the answer.

o Chapter 15 Want to now how companies can raise
capital by an initial coin offering? There is an app
on the topic.

o Chapter 19 The text briefly describes the flow-to-
equity method for valuing businesses, but using the
method can be tricky. We provide an application that
guides you step by step.

e Chapter 20 The Black—Scholes Beyond the Page
application provides an option calculator. It also shows

how to estimate the option’s sensitivity to changes in
the inputs and how to measure an option’s risk.

o Chapter 28 Would you like to view the most recent
financial statements for different U.S. companies
and calculate their financial ratios? There is an appli-
cation that will do this for you.

We believe that the apps offer an opportunity to widen
the types of material that can be made available and
help the reader to decide how deeply he or she wishes
to explore a topic.

We have added end-of-chapter questions, merged
what was becoming a false distinction between basic
and intermediate questions, and reordered the questions
to follow better the same sequence as the chapter.

Making Learning Easier

Each chapter of the book includes an introductory pre-
view, a summary, and an annotated list of suggested
further reading. The list of possible candidates for fur-
ther reading is now voluminous. Rather than trying to
include every important article, we largely list survey
articles or general books. We give more specific refer-
ences in footnotes.

Each chapter is followed by a set of problems on both
numerical and conceptual topics and a few challenge
problems. Answers to the starred problems appear in
the Appendix at the end of the book.

We included a Finance on the Web section in chap-
ters where it makes sense to do so. This section now
houses a number of Web Projects, along with new Data
Analysis problems. These exercises seek to familiar-
ize the reader with some useful websites and to explain
how to download and process data from the web.

The book also contains 13 end-of-chapter Mini-
Cases. These include specific questions to guide the
case analyses. Answers to the mini-cases are available
to instructors on the book’s website.

Spreadsheet programs such as Excel are tailor-
made for many financial calculations. Several chapters
include boxes that introduce the most useful financial
functions and provide some short practice questions.
We show how to use the Excel function key to locate
the function and then enter the data. We think that this
approach is much simpler than trying to remember the
formula for each function.

We conclude the book with a glossary of financial
terms.

The 34 chapters in this book are divided into 11
parts. Parts 1, 2, and 3 cover valuation and capital invest-
ment decisions, including portfolio theory, asset pricing



models, and the cost of capital. Parts 4 through 8 cover
payout policy, capital structure, options (including real
options), corporate debt, and risk management. Part 9
covers financial analysis, planning, and working-capital
management. Part 10 covers mergers and acquisitions,
corporate restructuring, and corporate governance around
the world. Part 11 concludes.

We realize that instructors will wish to select topics
and may prefer a different sequence. We have therefore
written chapters so that topics can be introduced in several
logical orders. For example, there should be no difficulty
in reading the chapters on financial analysis and planning
before the chapters on valuation and capital investment.
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Pedagogical Features

Chapter Overview
Each chapter begins with a brief narrative and out-
line to explain the concepts that will be covered in
more depth. Useful websites related to material for
each Part are provided in the Connect library.

Finance in Practice Boxes
Relevant news articles, often from financial pub-
lications, appear in various chapters throughout
the text. Aimed at bringing real-world flavor into
the classroom, these boxes provide insight into the
business world today.

Numbered Examples
Numbered and titled examples are called out
within chapters to further illustrate concepts.
Students can learn how to solve specific problems
step-by-step and apply key principles to answer
concrete questions and scenarios.

Beyond the Page Interactive
Content and Applications
Additional resources and hands-on applications
are just a click away. Students can use the web
address or click on the icon in the eBook to learn
more about key concepts and try out calculations,
tables, and figures when they go Beyond the Page.

Guided Tour

Introduction to C

his book s about how corporations make financial

decisions. We start by explaining what these decisions
are and what they are intended to accomplish.

Corporations invest in real assets, which generate income.
Some of these assets, such as plant and machinery, are tan-
gible; others, suich as brand names and patents, are intangible.
Corporations finance their investments by borrowing, by retain-
ing and reinvesting cash flow, and by selling additional shares

Part 1 Value

orporate Finance

This chapter begins with specific examples of recent
investment and financing decisions made by well-known cor-
porations. The middle of the chapter covers what a corpora-
tion is and what its financial managers do. We conclude by
explaining why increasing the market value of the corpora-
tion is a sensible financial goal.

Financial managers increase value whenever the corpo-
ration earns a higher return than shareholders can earn for

FINANCE IN PRACTICE

) Figure 166 shows how Apple’s holdings of cash and
marketable securities have grown over the past decade.
By the start of 2012, Apple Inc. had accumulated cash
and long-term securities of about $100 billion. Steve Jobs,
the architect of Apple’s explosive growth, had preferred
to keep the war chest of cash for investment or possible
acquisitions. Jobs’s fiscal conservatism may seem quaint
when Apple’s forecasted income for 2012 was over $40
billion. But Jobs could remember tough times for Apple:
the company was near bankruptcy when Jobs took over in
1997. Apple had paid cash dividends in the early 1990s but
was forced to stop in 1995 as its cash reserves dwindled.

After Jobs died in October 2011, the pressure from
investors for payout steadily increased. “They have a
ridiculous amount of cash.” said Douglas Skinner, a
professor of accounting at the Chicago Booth School of
Business. “There is no feasible acquisition that Apple
could do that would need that much cash.”

On March 19, 2012, Apple announced that it would
pay a quarterly dividend of $2.63 per share and spend
$10 billion for share buybacks. It forecasted $45 billion
in payout over the following three years. Apple’s stock

Apple Commits to Dividend and Buyback

price jumped by $15.53 to S601 by the close of trading
on the announcement day. Apple’s dividend yield went
from zero to (2.65 X 4)/601 = 1.8%.

Was Apple’s payout sufficiently generous? Analysts’
opinions varied. “A pretty vanilla return-of-cash program’”
(A. M. Sacconaghi, Bernstein Research). “It’s not too pid-
dling, and on the other hand not so large to signal that
growth prospects are not what they thought” (David A.
Rolfe, Wedgewood Partners). The payout was not so large
that it stopped Apple from accumulating cash because,
overthe following five years, the company more than dou-
bled s holdings of cash and marketable securities.

Posteript: Apple more than kept its payout promise.
Inthe 5 years to 2017, it distributed $224 billion through
dividends and repurchases. Nevertheless, by the end of
the period, its cash mountain was even higher than at
the time of the 2012 announcement. At that point Apple
announced a plan to buy back a_further $100 billion
of stock.

Source: N. Wingfiel, “Flush with Cash, Apple Declares a Dividend and Buy-
back,” The New Yor Times, March 20, 2012, pp. BI, BS.

of your investment is:

EXAMPLE 2.1 e Present Values with Multiple Cash Flows

Your real estate adviser has come back with some revised forecasts. He suggests that you rent
out the building for two years at $30.000 a year, and predicts that at the end of that time you
will be able to sell the building for $840,000. Thus there are now two future cash flows—a
cash flow of €, = $30,000 at the end of one year and a further cash flow of C; = (30,000 +
840.000) = $870,000 at the end of the second year.

‘The present value of your property development is equal to the present value of C, plus the

present value of C. Figure 2.5 shows that the value of the first year's cash flow is C/(1 + 1) =

30,000/1.12 = $26,786 and the value of the second year's flow is Cy/(1 + r)? = 870,000/1.12*
= $693,559. Therefore our rule for adding present values tells us that the fofal present value

exchanges

@

Major world stock “I

mhhe.com/brealey13e

pv= Sy G 30000 BT0000 _ 5746, 69,550 = $720,344
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Value and the
investor’s horizon
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Excel

Spreadsheet Functions

Boxes
These boxes provide detailed examples
of how to use Excel spreadsheets when
applying financial concepts. Questions
that apply to the spreadsheet follow for
additional practice.

Excel Exhibits
Select tables are set as spreadsheets, and
the corresponding Excel files are also
available in Connect and through the
Beyond the Page features.

USEFUL SPREADSHEET FUNCTIONS

Discounting Cash Flows

) Spreadsheet programs such as Excel provide built-in
functions to solve discounted cash flow (DCF) prob-
lems. You can find these functions by pressing fx on the
Excel toolbar. If you then click on the function that you
wish to use, Excel asks you for the inputs that it needs.
At the bottom left of the function box there is a Help
facility with an example of how the function is used.
Here is a list of useful functions for DCF problems
and some points to remember when entering data:
« FV: Future value of single investment or annuity.
* PV: Present value of single future cash flow or annuity.
* RATE: Interest rate (or rate of return) needed to
produce given future value or annuity.

NPER: Number of periods (e.g., years) that it takes

an investment to reach a given future value or

series of future cash flows.

* PMT: Amount of annuity payment with a given
present or future value.

* NPV: Calculates the value of a stream of negative

and positive cash flows. (When using this function,

note the warning below.)

EFFECT: The effective annual interest rate, given
the quoted rate (APR) and number of interest
payments in a year.

NOMINAL: The quoted interest rate (APR) given
the effective annual interest rate.
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All the inputs in these functions can be entered
directly as numbers or as the addresses of cells that
contain the numbers.

Three warnings:

1. PV is the amount that needs to be invested today

g2

&

be entered as a negative number. Entering both PV
and FV with the same sign when solving for RATE
results in an error message.

2. Always enter the interest or discount rate as a

decimal value (for example, .05 rather than 5%).

3. Use the NPV function with care. Better still, don’t

use it at all. It gives the value of the cash flows one
period before the first cash flow and not the value at
the date of the first cash flow.

Spreadsheet Questions

The following questions provide opportunities to prac-
tice each of the Excel functions.

1. (FV) In 1880, five aboriginal trackers were each

promised the equivalent of 100 Australian dollars
for helping to capture the notorious outlaw Ned
Kelly. One hundred and thirteen years later, the
granddaughters of two of the trackers claimed that
this reward had not been paid. If the interest rate
over this period averaged about 4.5%, how much
would the A$100 have accumulated to?

2. (PV) Your adviser has produced revised figures for

your office building. It is forecasted to produce a
cash flow of $40,000 in year 1, but only $850,000
in year 2, when you come to sell it. If the cost of
capital is 12%, what is the value of the building?
(PV) Your company can lease a truck for $10.000 a
year (paid at the end of the year) for six years, or it
can buy the truck today for $50.000. At the end of
the six years the truck will be worthless. If the inter-
est rate is 6%, what is the present value of the lease
payments? Is the lease worthwhile?

(RATE) Ford Motor stock was one of the victims of
the 2008 credit crisis. In June 2007, Ford stock price
stood at $9.42. Eighteen months later it was $2.72.
What was the annual rate of return over this period
to an investor in Ford stock?

5. (NPER) An investment adviser has promised to

double your money. If the interest rate is 7% a year,
how many years will she take to do so?

6. (PMT) You need to take out a home mortgage for

$200,000. If payments are made annually over 30
years and the interest rate is 8%, what is the amount
of the annual payment?

) TABLE 7.7
Calculating the
Product of variance of the
Deviation Deviation Squared Deviations market returns
from from Average | Deviation | from Average and the covariance
Market | Anchovy @ | Average Anchovy@ | from Average | Retums e iz
returns on the
Month | Retun | Return | Market Return Return | Market Return | (cols 4 x 5) O
1 -8% -11% -10 -13 100 130 of Anchovy Queen.
2 4 8 2 6 4 12 Beta is the ratio of
3 12 19 10 17 100 170 the covariance to
4 - 13 8 15 64 120 t(?ee‘:a‘;':"::" 1o2)
5 2 3 0 1 0 0
6 8 6 6 4 36 2
Average | 2 2 Total 304 456
Variance = 62 = 304/6 = 50.67
Covariance = 6, = 456/6 = 76
Beta (B) = 6;,/62 = 76/50.67 = 1.5




End-of-Chapter Features

Problem Sets
For the 13th edition, we continue to use topic labels
for each end-of-chapter problem to help instructors
create assignments and to provide reinforcement
for students. These end-of-chapter problems give
students hands-on practice with key concepts and
applications. Answers to select problems marked
with * are included at the back of the book.

Excel Problems
Most chapters contain problems, denoted by an icon,
specifically linked to Excel spreadsheets that are
available in Connect and through the Beyond the
Page features.

1. Bond prices and yields* A 10-year bond is issued with a face value of $1,000, paying interest of
$60 a year. If interest rates increase shortly after the bond is issued, what happens to the bond’s
a. Coupon rate?
b. Price?
c. Yield to maturity?

2. Bond prices and yields The following statements are true. Explain why.
a. Ifabond’s coupon rate is higher than its yield to maturity, then the bond will sell for more

than face value.

3

If a bonds coupon rate is lower than its yield to maturity, then the bond’s price will
increase over its remaining maturity.

comect. Select problems are available in McGraw-Hill’s Connect. PROBLEM
Answers to questions with an “*” are found in the Appendix. SETS

CHALLENGE

32. Bond prices and yields Write a spreadsheet program to construct a series of bond tables
that show the present value of a bond given the coupon rate, maturity, and yield to maturity.
Assume that coupon payments are semi and yields are i

33. Price and spot interest rates Find the arbitrage opportunity(ies). Assume for simplicity that
coupons are paid annually. In each case, the face value of the bond is $1,000.

Bond Maturity (years) Coupon ($) Price ($)

Questions 14 to 17 all refer to Greymare’s bus lease. To answer them you may find it helpful to
use the Beyond the Page live Excel spreadsheets in Connect.
BEYOND THEPAGE  13. Valuing financial leases Look again at the bus lease described in Table 25.2.

A

mhhe.com/brealey13e

Tryt Leasing a. What is the value of the lease if Greymare’s marginal tax rate is T, = 307
readsheet: ) - -
spreadsheets b. What would the lease value be if the tax rate is 21%, but for tax purposes, the initial

investment had to be written off in equal amounts over years 1 through 5?




Finance on the Web
These web exercises give
students the opportunity to
explore financial websites on
their own. The web exercises
make it easy to include cur-
rent, real-world data in the
classroom.

Mini-Cases
Mini-cases are included in
select chapters so students can
apply their knowledge to real-
world scenarios.

Xiv

FINANCE ON
THE WEB

You can download data for the following questions from finance.yahoo.com.

1. Look at the companies listed in Table 8.2. Calculate monthly rates of return for two succes-
sive five-year periods. Calculate betas for each subperiod using the Excel SLOPE function.
How stable was each company’s beta? Suppose that you had used these betas to estimate
expected rates of return from the CAPM. Would your estimates have changed significantly
from period to period?

IS}

. Identify a sample of food companies. For example, you could try Campbell Soup (CPB),
General Mills (GIS), Kellogg (K), Mondelez International (MDLZ), and Tyson Foods (TSN).
a. Estimate beta and R” for each company, using five years of monthly returns and Excel
functions SLOPE and RSQ.

b. Average the returns for each month to give the return on an equally weighted portfolio of
the stocks. Then calculate the industry beta using these portfolio returns. How does the
R? of this portfolio compare with the average R* of the individual stocks?

I3}

. Use the CAPM to calculate an average cost of equity (requity) for the food industry. Use
current interest rates—take a look at the end of Section 9-2—and a reasonable estimate
of the market risk premium.

The Jones Family Incorporated

The Scene: 1t is early evening in the summer of 2018, in an ordinary family room in Manhat-
tan. Modern furniture, with old copies of The Wall Street Journal and the Financial Times scat-
tered around. Autographed photos of Jerome Powell and George Soros are prominently displayed.
A picture window reveals a distant view of lights on the Hudson River. John Jones sits at a com-
puter terminal, glumly sipping a glass of chardonnay and putting on a carry trade in Japanese yen
over the Internet. His wife Marsha enters.

Marsha: Hi, honey. Glad to be home. Lousy day on the trading floor, though. Dullsville. No vol-
ume. But I did manage to hedge next year’s production from our copper mine. I couldn’t get a
good quote on the right package of futures contracts, so I arranged a commodity swap.

John doesn’t reply.




In this edition, we have gone to great lengths to ensure
that our supplements are equal in quality and author-
ity to the text itself.

MCGRAW-HILL'S CONNECT

Less Managing. More Teaching. Greater Learning.

McGraw-Hill’s Connect is an online assignment and
assessment solution that connects students with the
tools and resources they’ll need to achieve success.

McGraw-Hill’s Connect helps prepare students for
their future by enabling faster learning, more efficient
studying, and higher retention of knowledge.

McGraw-Hill’s Connect Features

e mmect@ Connect offers a number
i of powerful tools and

features to make manag-
ing assignments easier, so faculty can spend more time
teaching. With Connect, students can engage with their
coursework anytime and anywhere, making the learning

process more accessible and efficient. Connect offers
the features described here.

Simple Assignment Management

With Connect, creating assignments is easier than ever,
so instructors can spend more time teaching and less
time managing. The assignment management function
enables the instructor to:

o Create and deliver assignments easily from end-of-
chapter questions and test bank items.

o Streamline lesson planning, student progress report-
ing, and assignment grading to make classroom
management more efficient than ever.

e Go paperless with the eBook and online submission
and grading of student assignments.

Automatic Grading

When it comes to studying, time is precious. Connect
helps students learn more efficiently by providing feed-
back and practice material when they need it, where
they need it. When it comes to teaching, the instructor’s

- Supplements

time is also precious. The grading function enables the
instructor to:

e Score assignments automatically, giving students
immediate feedback on their work and side-by-side
comparisons with correct answers.

e Access and review each response, manually change
grades, or leave comments for students to review.

« Reinforce classroom concepts with practice tests and
instant quizzes.

Instructor Library

The Connect Instructor Library provides additional
resources to improve student engagement in and out of
class. This library contains information about the book
and the authors, as well as all of the instructor supple-
ments, including:

e Instructor’s Manual The Instructor’s Manual was
extensively revised and updated by Leslie Rush of the
University of Hawaii, West Oahu. It contains an over-
view of each chapter, teaching tips, learning objectives,
challenge areas, key terms, and an annotated outline
that provides references to the PowerPoint slides.

e Solutions Manual The Solutions Manual, carefully
revised by Mishal Rawaf, contains solutions to all
basic, intermediate, and challenge problems found at
the end of each chapter.

e Test Bank The Test Bank, revised by Deb Bauer
of the University of Oregon, contains hundreds of
multiple-choice and short answer/discussion ques-
tions, updated based on the revisions of the authors.
The level of difficulty varies, as indicated by the
easy, medium, or difficult labels.

o PowerPoint Presentations Leslie Rush also pre-
pared the PowerPoint presentations, which contain
exhibits, outlines, key points, and summaries in a
visually stimulating collection of slides. The instruc-
tor can edit, print, or rearrange the slides to fit the
needs of his or her course.

o Beyond the Page The authors have created a wealth
of additional examples, explanations, and applica-
tions, available for quick access by instructors and stu-
dents. Each Beyond the Page feature is called out in
the text with an icon that links directly to the content.
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Supplements

o Excel Solutions and Templates There are templates
for select exhibits, as well as various end-of-chapter
problems that have been set as Excel spreadsheets—
all denoted by an icon. They correlate with specific
concepts in the text and allow students to work
through financial problems and gain experience
using spreadsheets. Useful Spreadsheet Functions
Boxes are sprinkled throughout the text to provide
helpful prompts on working in Excel.

Diagnostic and Adaptive Learning of Concepts:
LearnSmart and SmartBook

BLEARNSMART® Students want to make
the best use of their
study time. The LearnSmart adaptive self-study technol-
ogy within Connect provides students with a seamless
combination of practice, assessment, and remediation
for every concept in the textbook. LearnSmart’s intel-
ligent software adapts to every student response and
automatically delivers concepts that advance students’
understanding, while reducing time devoted to the con-
cepts already mastered. The result for every student
is the fastest path to mastery of the chapter concepts.
LearnSmart:

o Applies an intelligent concept engine to identify the
relationships between concepts and to serve new
concepts to each student only when he or she is
ready.

o Adapts automatically to each student, so students
spend less time on the topics they understand and
practice more those they have yet to master.

e Provides continual reinforcement and remediation
but gives only as much guidance as students need.
 Integrates diagnostics as part of the learning experience.
« Enables the instructor to assess which concepts stu-
dents have efficiently learned on their own, thus free-
ing class time for more applications and discussion.

BSMARTBOOK® SmartBook®, powered
by LearnSmart, is the
first and only adaptive reading experience designed
to change the way students read and learn. It creates
a personalized reading experience by highlighting the
most important concepts a student needs to learn at
each moment in time. As a student engages with Smart-
Book, the reading experience continuously adapts by
highlighting content based on what the student knows
and doesn’t know. This ensures that the focus is on

the content he or she needs to learn, while simultane-
ously promoting long-term retention of material. Use
SmartBook’s real-time reports to quickly identify the
concepts that require more attention from individual
students—or the entire class. The end result? Students
are more engaged with course content, can better priori-
tize their time, and come to class ready to participate.

Student Study Center

The Connect Student Study Center is the place for
students to access additional resources. The Student
Study Center:

o Offers students quick access to the Beyond the Page
features, Excel files and templates, lectures, practice
materials, eBooks, and more.

o Provides instant practice material and study ques-
tions, easily accessible on-the-go.

Student Progress Tracking

Connect keeps instructors informed about how each
student, section, and class is performing, allowing for
more productive use of lecture and office hours. The
progress-tracking function enables you to

e View scored work immediately and track individual
or group performance with assignment and grade
reports.

e Access an instant view of student or class perfor-
mance relative to learning objectives.

Lecture Capture through Tegrity Campus

For an additional charge Lecture Capture offers new
ways for students to focus on the in-class discussion,
knowing they can revisit important topics later. This
can be delivered through Connect or separately. See
below for more details.

TEGRITY CAMPUS: LECTURES 24/7
Tegrity Campus is a
service that makes class

GMC °
Qegrity
time available 24/7 by

automatically capturing every lecture in a searchable
format for students to review when they study and
complete assignments. With a simple one-click start-
and-stop process, you capture all computer screens
and corresponding audio. Students can replay any part




of any class with easy-to-use browser-based viewing
on a PC or Mac.

Educators know that the more students can see, hear,
and experience class resources, the better they learn. In
fact, studies prove it. With Tegrity Campus, students
quickly recall key moments by using Tegrity Campus’s
unique search feature. This search helps students effi-
ciently find what they need, when they need it, across
an entire semester of class recordings. Help turn all
your students’ study time into learning moments imme-
diately supported by your lecture.

To learn more about Tegrity, watch a two-minute
Flash demo at http://tegritycampus.mhhe.com.

Supplements

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
www.mhhe.com/support. One of our Technical Support
Analysts will be able to assist you in a timely fashion.
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Students—study more efficiently, retain more

M ® .
ﬁ_rlczllw and achieve better outcomes. Instructors—focus
Education on what you love—teaching.

SUCCESSFUL SEMESTERS INCLUDE CONNECT

FOR INSTRUCTORS

You’re in the driver’s seat. 6 5 O/
Want to build your own course? No problem. Prefer to use our turnkey, O

prebuilt course? Easy. Want to make changes throughout the semester?
Sure. And you'’ll save time with Connect’s auto-grading too. Less Time

(. e ) Grading

They’ll thank you for it.

Adaptive study resources like SmartBook® help your
students be better prepared in less time. You can
transform your class time from dull definitions to dynamic
debates. Hear from your peers about the benefits of
Connect at www.mheducation.com/highered/connect

Make it simple, make it affordable.

Connect makes it easy with seamless integration using any of the
major Learning Management Systems—Blackboard®, Canvas,
and D2L, among others—to let you organize your course in one
convenient location. Give your students access to digital materials
at a discount with our inclusive access program. Ask your
McGraw-Hill representative for more information.

O©Hill Street Studios/Tobin Rogers/Blend Images LLC

Solutions for your challenges.

A product isn’t a solution. Real solutions are affordable,
reliable, and come with training and ongoing support
when you need it and how you want it. Our Customer
Experience Group can also help you troubleshoot
tech problems—although Connect’s 99% uptime
means you might not need to call them. See for
yourself at status.mheducation.com




FOR STUDENTS A

Effective, efficient studying. ~._F

Connect helps you be more productive with your
study time and get better grades using tools like
SmartBook, 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. ©Shutterstock/wavebreakmedia

“I really liked this app—it
made it easy to study when
you don't have your text-
book in front of you.”?

Study anytime, anywhere.

Download the free ReadAnywhere app and access your
online eBook when it’'s convenient, even if you're offline.
And since the app automatically syncs with your eBook in
Connect, all of your notes are available every time you open

- Jordan Cunningham, it. Find out more at www.mheducation.com/readanywhere
Eastern Washington University

No surprises. )=

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.

Chapter 12 Quiz

Chapter 13 Evidence of Evolution

and 7 more...

4 [(]))> \\ 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 Services office
and ask them to email accessibility@mheducation.com, or
visit www.mheducation.com/about/accessibility.html for

more information.
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Part 1 Value

Introduction to Corporate Finance

his book is about how corporations make financial

decisions. We start by explaining what these decisions
are and what they are intended to accomplish.

Corporations invest in real assets, which generate income.
Some of these assets, such as plant and machinery, are tan-
gible; others, such as brand names and patents, are intangible.
Corporations finance their investments by borrowing, by retain-
ing and reinvesting cash flow, and by selling additional shares
of stock to the corporation’s shareholders. Thus, the financial
manager faces two broad financial questions: First, what invest-
ments should the corporation make? Second, how should it
pay for those investments? The investment decision involves
spending money; the financing decision involves raising it.

A large corporation may have hundreds of thousands
of shareholders. These shareholders differ in many ways,
including their wealth, risk tolerance, and investment horizon.
Yet we shall see that they usually share the same financial
objective. They want the financial manager to increase the
value of the corporation and its current stock price.

Thus, the secret of success in financial management is
to increase value. That is easy to say but not very helpful.
Instructing the financial manager to increase value is like
advising an investor in the stock market to “buy low, sell
high.” The problem is how to do it.

There may be a few activities in which one can read a
textbook and then just “do it,” but financial management is
not one of them. That is why finance is worth studying. Who
wants to work in a field where there is no room for judgment,
experience, creativity, and a pinch of luck? Although this
book cannot guarantee any of these things, it does cover the
concepts that govern good financial decisions, and it shows
you how to use the tools of the trade of modern finance.

This chapter begins with specific examples of recent
investment and financing decisions made by well-known cor-
porations. The middle of the chapter covers what a corpora-
tion is and what its financial managers do. We conclude by
explaining why increasing the market value of the corpora-
tion is a sensible financial goal.

Financial managers increase value whenever the corpo-
ration earns a higher return than shareholders can earn for
themselves. The shareholders’ investment opportunities out-
side the corporation set the standard for investments inside
the corporation. Financial managers, therefore, refer to the
opportunity cost of the capital contributed by shareholders.

Managers are, of course, human beings with their own
interests and circumstances; they are not always the perfect
servants of shareholders. Therefore, corporations must com-
bine governance rules and procedures with appropriate incen-
tives to make sure that all managers and employees—not just
the financial managers—pull together to increase value.

Good governance and appropriate incentives also help
block out temptations to increase stock price by illegal or unethi-
cal means. Thoughtful shareholders do not want the maximum
possible stock price. They want the maximum honest stock price.

This chapter introduces five themes that occur again and
again throughout the book:

1. Corporate finance is all about maximizing value.

2. The opportunity cost of capital sets the standard for
investment decisions.

3. A safe dollar is worth more than a risky dollar.

4. Smart investment decisions create more value than smart
financing decisions.

5. Good governance matters.
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Part One

Value

m Corporate Investment and Financing Decisions

To carry on business, a corporation needs an almost endless variety of real assets. These do
not drop free from a blue sky; they need to be paid for. The corporation pays for its real assets
by selling claims on them and on the cash flow that they will generate. These claims are called
financial assets or securities. Take a bank loan as an example. The bank provides the corpo-
ration with cash in exchange for a financial asset, which is the corporation’s promise to repay
the loan with interest. An ordinary bank loan is not a security, however, because it is held by
the bank and is not traded in financial markets.

Take a corporate bond as a second example. The corporation sells the bond to investors in
exchange for the promise to pay interest on the bond and to pay off the bond at its maturity.
The bond is a financial asset, and also a security, because it can be held and traded by many
investors in financial markets. Securities include bonds, shares of stock, and a dizzying vari-
ety of specialized instruments. We describe bonds in Chapter 3, stocks in Chapter 4, and other
securities in later chapters.

This suggests the following definitions:

Investment decision = purchase of real assets
Financing decision = sale of securities and other financial assets

But these equations are too simple. The investment decision also involves managing assets
already in place and deciding when to shut down and dispose of assets when they are no lon-
ger profitable. The corporation also has to manage and control the risks of its investments.
The financing decision includes not just raising cash today but also meeting its obligations to
banks, bondholders, and stockholders that have contributed financing in the past. For exam-
ple, the corporation has to repay its debts when they become due. If it cannot do so, it ends up
insolvent and bankrupt. Sooner or later the corporation will also want to pay out cash to its
shareholders. !

Let’s go to more specific examples. Table 1.1 lists 10 corporations from all over the world.
We have chosen very large public corporations that you are probably already familiar with.
You may have used Facebook to chat with your friends, eaten at McDonald’s, or used Crest
toothpaste.

Investment Decisions

The second column of Table 1.1 shows an important recent investment decision for each
corporation. These investment decisions are often referred to as capital budgeting or capital
expenditure (CAPEX) decisions because most large corporations prepare an annual capital
budget listing the major projects approved for investment. Some of the investments in Table 1.1,
such as ExxonMobil’s new oil field or Lenovo’s factory, involve the purchase of tangible
assets—assets that you can touch and kick. However, corporations also need to invest in intan-
gible assets, such as research and development (R&D), advertising, and computer software.
For example, GlaxoSmithKline and other major pharmaceutical companies invest billions
every year on R&D for new drugs. Similarly, consumer goods companies such as Procter
& Gamble invest huge sums in advertising and marketing their products. These outlays are
investments because they build know-how, brand recognition, and reputation for the long run.

Today’s capital investments generate future cash returns. Sometimes the cash inflows last
for decades. For example, many U.S. nuclear power plants, which were initially licensed by

'We have referred to the corporation’s owners as “shareholders” and “stockholders.” The two terms mean exactly the same thing and
are used interchangeably. Corporations are also referred to casually as “companies,” “firms,” or “businesses.” We also use these terms
interchangeably.
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Company Recent Investment Decisions Recent Financing Decisions

Ahold Delhaize Invests €1.4 billion in supermarkets in the Announces a €1 billion share repurchase program.

(Netherlands) U.S. and Europe.

ExxonMobil (U.S.) Announces decision to proceed with development Reinvests $8.5 billion of the cash that it generates from
of a huge offshore oil discovery in Guyana. operations.

Facebook (U.S.) Acquires Two Big Ears, a British virtual reality audio Leases large new office building in San Francisco.
company.

Fiat Chrysler (ltaly) Spins off its Ferrari luxury car unit. Repays $1.8 billion of bank debt.

GlaxoSmithKline (U.K.)  Spends $3.6 billion on research and development Issues additional short-term euro debt.
for new drugs.

Lenovo (China) Announces plans to build a new manufacturing Issues $850 million of 5-year dollar bonds.
facility in India to produce PCs and smartphones.

McDonald’s (U.S.) Announces plans to sell 2,000 restaurants in China. Issues C$1 billion of Canadian dollar bonds.

Procter & Gamble (U.S.) Spends over $7 billion on advertising. Buys back $4.6 billion of stock and pays a $7.2 billion

dividend.

Tesla Motors (U.S.) Starts battery cell production at its new Gigafactory Raises about $250 million by the sale of new shares.
in Nevada.

Vale (Brazil) Loads first shipment from its new $14.3 billion iron-ore Lines up a 5-year revolving credit facility, allowing
mine in the Amazon rainforest. it to borrow up to $2 billion from a group of

international banks.

)TABLE 1.1 Examples of recent investment and financing decisions by major public corporations

the Nuclear Regulatory Commission to operate for 40 years, are now being re-licensed for
20 more years and may be able to operate efficiently for 80 years overall.

Of course, not all investments have such distant payoffs. For example, Walmart spends
about $50 billion each year to stock up its stores and warehouses before the holiday season.
The company’s return on this investment comes within months as the inventory is drawn
down and the goods are sold.

In addition, financial managers know (or quickly learn) that cash returns are not guaran-
teed. An investment could be a smashing success or a dismal failure. For example, the Iridium
communications satellite system, which offered instant telephone connections worldwide,
soaked up $5 billion of investment before it started operations in 1998. It needed 400,000
subscribers to break even, but attracted only a small fraction of that number. Iridium defaulted
on its debt and filed for bankruptcy in 1999. The Iridium system was sold a year later for just
$25 million. (Iridium has recovered and is now profitable, however.)?

Among the contenders for the all-time worst investment was Hewlett-Packard’s (HP) pur-
chase of the British software company Autonomy. HP paid $11.1 billion for Autonomy. Just
13 months later, it wrote down the value of this investment by $8.8 billion. HP claimed that it
was misled by improper accounting at Autonomy. Nevertheless, the acquisition was a disas-
trous investment, and HP’s CEO was fired in short order.

In some cases, the costs and risks of an investment can be huge. For example, the cost
of developing the Gorgon natural gas field in Australia has been estimated at more than

The private investors who bought the bankrupt system concentrated on aviation, maritime, and defense markets rather than retail
customers. In 2010 the company arranged $1.8 billion in new financing to replace and upgrade its satellite system. The first launches
of a fleet of 66 new satellites took place in 2017.
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Value

$40 billion. But do not think of the financial manager as making such large investments on
a daily basis. Most investment decisions are smaller and simpler, such as the purchase of
a truck, machine tool, or computer system. Corporations make thousands of these smaller
investment decisions every year. The cumulative amount of small investments can be just as
large as that of the occasional big investments.

Also, financial managers do not make major investment decisions in solitary confinement.
They may work as part of a team of engineers and managers from manufacturing, marketing,
and other business functions.

Financing Decisions

The third column of Table 1.1 lists a recent financing decision by each corporation. A corpo-
ration can raise money from lenders or from shareholders. If it borrows, the lenders contrib-
ute the cash, and the corporation promises to pay back the debt plus a fixed rate of interest.
If the shareholders put up the cash, they do not get a fixed return, but they hold shares of
stock and therefore get a fraction of future profits and cash flow. The shareholders are equity
investors, who contribute equity financing. The choice between debt and equity financing
is called the capital structure decision. Capital refers to the firm’s sources of long-term
financing.

The financing choices available to large corporations seem almost endless. Suppose the
firm decides to borrow. Should it borrow from a bank or borrow by issuing bonds that can be
traded by investors? Should it borrow for 1 year or 20 years? If it borrows for 20 years, should
it reserve the right to pay off the debt early? Should it borrow in Paris, receiving and promis-
ing to repay euros, or should it borrow dollars in New York?

Corporations raise equity financing in two ways. First, they can issue new shares of stock.
The investors who buy the new shares put up cash in exchange for a fraction of the corpora-
tion’s future cash flow and profits. Second, the corporation can take the cash flow generated
by its existing assets and reinvest that cash in new assets. In this case the corporation is rein-
vesting on behalf of existing stockholders. No new shares are issued.

What happens when a corporation does not reinvest all of the cash flow generated by its
existing assets? It may hold the cash in reserve for future investment, or it may pay the cash
back to its shareholders. Table 1.1 shows that Procter & Gamble paid back $4.6 billion to its
stockholders by repurchasing shares. This was in addition to $7.2 billion paid out as cash divi-
dends. The decision to pay dividends or repurchase shares is called the payout decision. We
cover payout decisions in Chapter 16.

In some ways, financing decisions are less important than investment decisions. Finan-
cial managers say that “value comes mainly from the asset side of the balance sheet.” In fact,
the most successful corporations sometimes have the simplest financing strategies. Take
Microsoft as an example. It is one of the world’s most valuable corporations. In December
2017, Microsoft shares traded for about $88 each. There were 7.7 billion shares outstanding.
Therefore Microsoft’s overall market value—its market capitalization or market cap—was
$88 x 7.7 = $680 billion. Where did this market value come from? It came from Microsoft’s
product development, from its brand name and worldwide customer base, from its research
and development, and from its ability to make profitable future investments. The value did
not come from sophisticated financing. Microsoft’s financing strategy is very simple: It
carries no debt to speak of and finances almost all investment by retaining and reinvesting
cash flow.

Financing decisions may not add much value, compared with good investment deci-
sions, but they can destroy value if they are stupid or if they are ambushed by bad news.
For example, after a consortium of investment companies bought the energy giant TXU in
2007, the company took on an additional $50 billion of debt. This may not have been a stupid
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decision, but it did prove nearly fatal. The consortium did not foresee the expansion of shale
gas production and the resulting sharp fall in natural gas and electricity prices. In 2014, the
company (renamed Energy Future Holdings) was no longer able to service its debts and filed
for bankruptcy.

Business is inherently risky. The financial manager needs to identify the risks and make
sure they are managed properly. For example, debt has its advantages, but too much debt
can land the company in bankruptcy, as the buyers of TXU discovered. Companies can also
be knocked off course by recessions, by changes in commodity prices, interest rates and
exchange rates, or by adverse political developments. Some of these risks can be hedged or
insured, however, as we explain in Chapters 26 and 27.

What Is a Corporation?

We have been referring to “corporations.” Before going too far or too fast, we need to offer
some basic definitions. Details follow in later chapters.

A corporation is a legal entity. In the view of the law, it is a legal person that is owned
by its shareholders. As a legal person, the corporation can make contracts, carry on a busi-
ness, borrow or lend money, and sue or be sued. One corporation can make a takeover bid for
another and then merge the two businesses. Corporations pay taxes—but cannot vote!

In the United States, corporations are formed under state law, based on articles of incorpo-
ration that set out the purpose of the business and how it is to be governed and operated.® For
example, the articles of incorporation specify the composition and role of the board of direc-
tors.* A corporation’s directors are elected by the shareholders. They choose and advise top
management and must sign off on important corporate actions, such as mergers and the pay-
ment of dividends to shareholders.

A corporation is owned by its shareholders but is legally distinct from them. Therefore
the shareholders have limited liability, which means that they cannot be held personally
responsible for the corporation’s debts. When the U.S. financial corporation Lehman Broth-
ers failed in 2008, no one demanded that its stockholders put up more money to cover
Lehman’s massive debts. Shareholders can lose their entire investment in a corporation, but
no more.

When a corporation is first established, its shares may be privately held by a small group
of investors, such as the company’s managers and a few backers. In this case, the shares are
not publicly traded and the company is closely held. Eventually, when the firm grows and
new shares are issued to raise additional capital, its shares are traded in public markets such
as the New York Stock Exchange. These corporations are known as public companies. Most
well-known corporations in the U.S. are public companies with widely dispersed sharehold-
ings. In other countries, it is more common for large corporations to remain in private hands,
and many public companies may be controlled by just a handful of investors. The latter cate-
gory includes such well-known names as Volkswagen (Germany), Alibaba (China), Softbank
(Japan), and the Swatch Group (Switzerland).

A large public corporation may have hundreds of thousands of shareholders, who own
the business but cannot possibly manage or control it directly. This separation of owner-
ship and control gives corporations permanence. Even if managers quit or are dismissed and

3In the U.S., corporations are identified by the label “Corporation,” “Incorporated,” or “Inc.,” as in Iridium Communications Inc.
The U.K. identifies public corporations by “plc” (short for “Public Limited Corporation”). French corporations have the suffix
“SA” (“Société Anonyme”). The corresponding labels in Germany are “GmbH” (“Gesellschaft mit beschrinkter Haftung”) or “AG”
(“Aktiengesellschaft”).

“The corporation’s bylaws set out in more detail the duties of the board of directors and how the firm should conduct its business.
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Other Forms of Business Organization

) Corporations do not have to be prominent, multina-
tional businesses such as those listed in Table 1.1. You
can organize a local plumbing contractor or barber shop
as a corporation if you want to take the trouble. But
most corporations are larger businesses or businesses
that aspire to grow. Small “mom-and-pop” businesses
are usually organized as sole proprietorships.

What about the middle ground? What about busi-
nesses that grow too large for sole proprietorships but
don’t want to reorganize as corporations? For example,
suppose you wish to pool money and expertise with
some friends or business associates. The solution is to
form a partnership and enter into a partnership agree-
ment that sets out how decisions are to be made and
how profits are to be split up. Partners, like sole propri-
etors, face unlimited liability. If the business runs into
difficulties, each partner can be held responsible for all
the business’s debts.

Partnerships have a tax advantage. Partnerships,
unlike corporations, do not have to pay income taxes.
The partners simply pay personal income taxes on their
shares of the profits.

Some businesses are hybrids that combine the tax
advantage of a partnership with the limited liability

advantage of a corporation. In a [limited partnership,
partners are classified as general or limited. General
partners manage the business and have unlimited per-
sonal liability for its debts. Limited partners are liable
only for the money they invest and do not participate in
management.

Many states allow [limited liability partnerships
(LLPs) or, equivalently, limited liability companies
(LLCs). These are partnerships in which all partners
have limited liability.

Another variation on the theme is the professional
corporation (PC) or professional limited liability com-
pany (PLCC), which is commonly used by doctors,
lawyers, and accountants. In this case, the business has
limited liability, but the professionals can still be sued
personally—for example, for malpractice.

Most large investment banks such as Morgan Stan-
ley and Goldman Sachs started life as partnerships.
But eventually these companies and their financing
requirements grew too large for them to continue as
partnerships, and they reorganized as corporations. The
partnership form of organization does not work well
when ownership is widespread and separation of own-
ership and management is essential.
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replaced, the corporation survives. Today’s stockholders can sell all their shares to new inves-
tors without disrupting the operations of the business. Corporations can, in principle, live
forever, and in practice, they may survive many human lifetimes. One of the oldest corpora-
tions is the Hudson’s Bay Company, which was formed in 1670 to profit from the fur trade
between northern Canada and England. The company still operates as one of Canada’s leading
retail chains.

The separation of ownership and control can also have a downside, for it can open the door
for managers and directors to act in their own interests rather than in the stockholders’ inter-
est. We return to this problem later in the chapter.

There are other disadvantages to being a corporation. One is the cost, in both time
and money, of managing the corporation’s legal machinery. These costs are particularly
burdensome for small businesses. There is also an important tax drawback to corpora-
tions in the United States. Because the corporation is a separate legal entity, it is taxed
separately. So corporations pay tax on their profits, and shareholders are taxed again
when they receive dividends from the company or sell their shares at a profit. By con-
trast, income generated by businesses that are not incorporated is taxed just once as
personal income.

Almost all large and medium-sized businesses are corporations, but the nearby box
describes how smaller businesses may be organized.
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D FIGURE 1.1

Flow of cash between financial
markets and the firm’s operations.
Key: (1) Cash raised by selling

(a bunde of real SEIESEE (4a)  (investors holding financial assets to investors; (2) cash
assets) financial assets) invested in the firm’s operations and
used to purchase real assets; (3)
?3) (4b) cash generated by the firm’s opera-

tions; (4a) cash reinvested; (4b) cash

returned to investors.

The Role of the Financial Manager

What is the essential role of the financial manager? Figure 1.1 gives one answer. The figure
traces how money flows from investors to the corporation and back to investors again. The
flow starts when cash is raised from investors (arrow 1 in the figure). The cash could come
from banks or from securities sold to investors in financial markets. The cash is then used
to pay for the real assets (capital investment projects) needed for the corporation’s business
(arrow 2). Later, as the business operates, the assets produce cash inflows (arrow 3). That
cash is either reinvested (arrow 4a) or returned to the investors who furnished the money in
the first place (arrow 4b). Of course, the choice between arrows 4a and 4b is constrained by
the promises made when cash was raised at arrow 1. For example, if the firm borrows money
from a bank at arrow 1, it must repay this money plus interest at arrow 4b.

You can see examples of arrows 4a and 40 in Table 1.1. ExxonMobil financed its new proj-
ects by reinvesting earnings (arrow 4a). Procter & Gamble decided to return cash to share-
holders by paying cash dividends and by buying back its stock (arrow 4b).

Notice how the financial manager stands between the firm and outside investors. On the
one hand, the financial manager helps manage the firm’s operations, particularly by help-
ing to make good investment decisions. On the other hand, the financial manager deals with
investors—not just with shareholders but also with financial institutions such as banks and
with financial markets such as the New York Stock Exchange.

m The Financial Goal of the Corporation

Shareholders Want Managers to Maximize Market Value

Major corporations may have hundreds of thousands of shareholders. There is no way that these
shareholders can be actively involved in management; it would be like trying to run New York
City by town meetings. Authority has to be delegated to professional managers. But how can the
company’s managers make decisions that satisfy all the shareholders? No two shareholders are
exactly the same. Some may plan to cash in their investments next year; others may be investing
for a distant old age. Some may be wary of taking much risk; others may be more venturesome.
Delegating the operation of the firm to professional managers can work only if these shareholders
have a common objective. Fortunately, there is a natural financial objective on which almost all
shareholders agree: Maximize the current market value of shareholders’ investment in the firm.

A smart and effective manager makes decisions that increase the current value of the com-
pany’s shares and the wealth of its stockholders. This increased wealth can then be put to
whatever purposes the shareholders want. They can give their money to charity or spend it
in glitzy nightclubs; they can save it or spend it now. Whatever their personal tastes or objec-
tives, they can all do more when their shares are worth more.
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Part One

Value

Maximizing shareholder wealth is a sensible goal when the shareholders have access to
well-functioning financial markets.’ Financial markets allow them to adjust risks and trans-
port savings across time. Financial markets give them the flexibility to manage their own
savings and investment plans, leaving the corporation’s financial managers with only one
task: to increase market value.

A corporation’s roster of shareholders usually includes both risk-averse and risk-tolerant inves-
tors. You might expect the risk-averse to say, “Sure, maximize value, but don’t touch too many
high-risk projects.” Instead, they say, “Risky projects are OK, provided that expected profits are
more than enough to offset the risks. If this firm ends up too risky for my taste, I'll adjust my invest-
ment portfolio to make it safer.”” For example, the risk-averse shareholders can shift more of their
investment to safer assets, such as U.S. government bonds. They can also just say good-bye, selling
shares of the risky firm and buying shares in a safer one. If the risky investments increase market
value, the departing shareholders are better off than if the risky investments were turned down.

A Fundamental Result

The goal of maximizing shareholder value is widely accepted in both theory and practice. It’s
important to understand why. Let’s walk through the argument step by step, assuming that the
financial manager should act in the interests of the firm’s owners, its stockholders.

1. Each stockholder wants three things:
a. To be as rich as possible, that is, to maximize his or her current wealth.

b. To transform that wealth into the most desirable time pattern of consumption either
by borrowing to spend now or investing to spend later.

c. To manage the risk characteristics of that consumption plan.

2. But stockholders do not need the financial manager’s help to achieve the best time pat-
tern of consumption. They can do that on their own, provided they have free access to
competitive financial markets. They can also choose the risk characteristics of their
consumption plan by investing in more- or less-risky securities.

3. How then can the financial manager help the firm’s stockholders? There is only one
way: by increasing their wealth. That means increasing the market value of the firm and
the current price of its shares.

Economists have proved this value-maximization principle with great rigor and generality.
After you have absorbed this chapter, take a look at the Appendix, which contains a further
example. The example, though simple, illustrates how the principle of value maximization
follows from formal economic reasoning.

We have suggested that shareholders want to be richer rather than poorer. But sometimes
you hear managers speak as if shareholders have different goals. For example, managers may
say that their job is to “maximize profits.” That sounds reasonable. After all, don’t sharehold-
ers want their company to be profitable? But taken literally, profit maximization is not a well-
defined financial objective for at least two reasons:

1. Maximize profits? Which year’s profits? A corporation may be able to increase current
profits by cutting back on outlays for maintenance or staff training, but that may result
in lower profits in the future. Shareholders will not welcome higher short-term profits if
long-term profits are damaged.

Here we use “financial markets” as shorthand for the financial sector of the economy. Strictly speaking, we should say “access to
well-functioning financial markets and institutions.” Many investors deal mostly with financial institutions, for example, banks, insur-
ance companies, or mutual funds. The financial institutions in turn engage in financial markets, including the stock and bond markets.
The institutions act as financial intermediaries on behalf of individual investors.



Chapter 1 Introduction to Corporate Finance

D FIGURE 1.2

The firm can either
keep and reinvest cash
or return it to inves-
tors. (Arrows represent
possible cash flows or
transfers.) If cash is rein-
Investment Investment vested, the opportunity

2 Financial .
project T Shareholders opportunity cost is the expected rate

(real asset) (financial asset) of return that sharehold-
T T T ers could have obtained
by investing in financial
Invest Alternative: Shareholders assets.
pay dividend invest for themselves

to shareholders

2. A company may be able to increase future profits by cutting this year’s dividend and
investing the freed-up cash in the firm. That is not in the shareholders’ best interest if
the company earns only a modest return on the money.

The Investment Trade-Off

OK, let’s take the objective as maximizing market value. But why do some investments increase
market value, while others reduce it? The answer is given by Figure 1.2, which sets out the fun-
damental trade-off for corporate investment decisions. Suppose the corporation has a proposed
investment in a real asset and enough cash on hand to finance the investment. If the corporation
does not invest, it can instead pay out the cash to shareholders—say, as an extra dividend. How
does the financial manager decide whether to go ahead with the project or to pay out the cash?
(The investment and dividend arrows in Figure 1.2 are arrows 2 and 4b in Figure 1.1.)

Assume that the financial manager is acting in the interests of the corporation’s owners,
its stockholders. What do these stockholders want the financial manager to do? The answer
depends on the project’s rate of return and on the rate of return that the stockholders can earn
by investing in financial markets. If the return offered by the investment project is higher
than shareholders can get by investing on their own, then the shareholders would vote for
the investment project. If the investment project offers a lower return than shareholders can
achieve on their own, they would vote to cancel the project and take the cash instead.

Perhaps the investment project in Figure 1.2 is a proposal for Tesla to launch a new elec-
tric car. Suppose Tesla has set aside cash to launch the new model in 2020. It could go ahead
with the launch, or it could choose to cancel the investment and instead pay the cash out to its
stockholders. If it pays out the cash, the stockholders can then invest for themselves.

Suppose that Tesla’s new project is just about as risky as the U.S. stock market and that
investment in the stock market offers a 10% expected rate of return. If the project offers a
superior rate of return—say, 20%—then Tesla’s stockholders would be happy for the company
to keep the cash and invest it in the new model. If the project offers only a 5% return, then the
stockholders are better off with the cash and without the new model; in that case, the financial
manager should turn down the project.

As long as a corporation’s proposed investments offer higher rates of return than its share-
holders can earn for themselves in the stock market (or in other financial markets), its share-
holders will applaud the investments, and its stock price will increase. But if the company
earns an inferior return, shareholders boo, stock price falls, and stockholders demand their
money back so that they can invest on their own.
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In our example, the minimum acceptable rate of return on Tesla’s new car is 10%. This
minimum rate of return is called a hurdle rate or cost of capital. 1t is really an opportunity
cost of capital because it depends on the investment opportunities available to investors in
financial markets. Whenever a corporation invests cash in a new project, its shareholders lose
the opportunity to invest the cash on their own. Corporations increase value by accepting all
investment projects that earn more than the opportunity cost of capital.

Notice that the opportunity cost of capital depends on the risk of the proposed investment proj-
ect. Why? It’s not just because shareholders are risk-averse. It’s also because shareholders have to
trade off risk against return when they invest on their own. The safest investments, such as U.S.
government debt, offer low rates of return. Investments with higher expected rates of return—the
stock market, for example—are riskier and sometimes deliver painful losses. (The U.S. stock
market was down 38% in 2008, for example.) Other investments are riskier still. For example,
high-tech growth stocks offer the prospect of higher rates of return but are even more volatile.

Also notice that the opportunity cost of capital is generally not the interest rate that the com-
pany pays on a loan from a bank. If the company is making a risky investment, the opportunity
cost is the expected return that investors can achieve in financial markets at the same level of
risk. The expected return on risky securities is well above the interest rate on a bank loan.

Managers look to the financial markets to measure the opportunity cost of capital for the
firm’s investment projects. They can observe the opportunity cost of capital for safe invest-
ments by looking up current interest rates on safe debt securities. For risky investments, the
opportunity cost of capital has to be estimated. We start to tackle this task in Chapter 7.

Should Managers Look After the Interests of Their Shareholders?

So far we have assumed that financial managers should act on behalf of shareholders by trying
to maximize their wealth. But perhaps this begs the questions: Is it desirable for managers to act
in the selfish interests of their shareholders? Does a focus on enriching the shareholders mean
that managers must act as greedy mercenaries riding roughshod over the weak and helpless?

Most of this book is devoted to financial policies that increase value. None of these policies
requires gallops over the weak and helpless. In most instances, little conflict arises between
doing well (maximizing value) and doing good. Profitable firms are those with satisfied cus-
tomers and loyal employees; firms with dissatisfied customers and a disgruntled workforce
will probably end up with declining profits and a low stock price.

Most established corporations can add value by building long-term relationships with their
customers and establishing a reputation for fair dealing and financial integrity. When some-
thing happens to undermine that reputation, the costs can be enormous.

So, when we say that the objective of the firm is to maximize shareholder wealth, we do not
mean that anything goes. The law deters managers from making blatantly dishonest decisions,
but most managers should not be simply concerned with observing the letter of the law or with
keeping to written contracts. In business and finance, as in other day-to-day affairs, there are
unwritten rules of behavior. These rules make routine financial transactions feasible because
each party to the transaction has to trust the other to keep to his or her side of the bargain.®

When something happens to damage that trust, the costs can be enormous. Volkswagen
(VW) is a case in point. VW had installed secret software that cut back pollution from its
diesel cars, but only when the cars were tested. Discovery of the software in 2015 caused a
tidal wave of opprobrium. VW’s stock price dropped by 35%. Its CEO was fired. VW diesel
vehicles piled up unsold in car dealers’ lots. In the United States alone, the scandal is likely to
cost the company more than $20 billion in fines and compensation payments.

®See L. Guiso, P. Sapienza, and L. Zingales, “Trusting the Stock Market,” Journal of Finance 63 (December 2008), pp. 2557-2600.
The authors show that an individual’s lack of trust is a significant impediment to participation in the stock market. “Lack of trust”
means a subjective fear of being cheated.



Ethical Disputes in Finance

Short-Selling

Investors who take short positions are betting that secu-
rities will fall in price. Usually they do this by borrow-
ing the security, selling it for cash, and then waiting in
the hope that they will be able to buy it back cheaply.*
In 2007, hedge fund manager John Paulson took a huge
short position in mortgage-backed securities. The bet
paid off, and that year Paulson’s trade made a profit of
$1 billion for his fund.’

Was Paulson’s trade unethical? Some believe that
he was not only profiting from the misery that resulted
from the crash in mortgage-backed securities, but that
his short trades accentuated the collapse. It is certainly
true that short-sellers have never been popular. For
example, following the crash of 1929, one commenta-
tor compared short-selling to the ghoulishness of “crea-
tures who, at all great earthquakes and fires, spring up
to rob broken homes and injured and dead humans.”

Investors who sell their shares are often described
as doing the Wall Street Walk. Short-selling is the Wall
Street Walk on steroids. Not only do short-sellers sell
all the shares they may have previously owned, they
borrow more shares and sell them too, hoping to buy
them back for less when the stock price falls. Poorly
performing companies are natural targets for short-
sellers, and the companies’ incumbent managers natu-
rally complain, often bitterly. Governments sometimes
listen to such complaints. For example, in 2008 the U.S.
government temporarily banned short sales of financial
stocks in an attempt to halt their decline.

But defendants of short-selling argue that to sell secu-
rities that one believes are overpriced is no less legitimate
than buying those that appear underpriced. The object
of a well-functioning market is to set the correct stock
prices, not always higher prices. Why impede short-
selling if it conveys truly bad news, puts pressure on poor
performers, and helps corporate governance work?

Corporate Raiders

In the movie Pretty Woman, Richard Gere plays the
role of an asset stripper, Edward Lewis. He buys com-
panies, takes them apart, and sells the bits for more than
he paid for the total package. In the movie Wall Street,
Gordon Gekko buys a failing airline, Blue Star, in order
to break it up and sell the bits. Real corporate raiders
may not be as ruthless as Edward Lewis or Gordon

Gekko, but they do target companies whose assets can
be profitably split up and redeployed.

This has led many to complain that raiders seek to
carve up established companies, often leaving them
with heavy debt burdens, basically in order to get rich
quick. One German politician has likened them to
“swarms of locusts that fall on companies, devour all
they can, and then move on.”

But sometimes raids can enhance shareholder value.
For example, in 2012 and 2013, Relational Investors
teamed up with the California State Teachers’ Retirement
System (CSTRS, a pension fund) to try to force Timken
Co. to split into two separate companies, one for its steel
business and one for its industrial bearings business.
Relational and CSTRS believed that Timken’s combina-
tion of unrelated businesses was unfocused and ineffi-
cient. Timken management responded that the breakup
would “deprive our shareholders of long-run value—all
in an attempt to create illusory short-term gains through
financial engineering.” But Timken’s stock price rose at
the prospect of a breakup, and a nonbinding shareholder
vote on Relational’s proposal attracted a 53% majority.

How do you draw the ethical line in such examples?
Was Relational Investors a “raider” (sounds bad) or an
“activist investor” (sounds good)? Breaking up a portfo-
lio of businesses can create difficult adjustments and job
losses. Some stakeholders, such as the company’s employ-
ees, may lose. But shareholders and the overall economy
can gain if businesses are managed more efficiently.

Tax Avoidance

In 2012, it was revealed that during the 14 years that
Starbucks had operated in the U.K., it paid hardly any
taxes. Public outrage led to a boycott of Starbucks
shops, and the company responded by promising
that it would voluntarily pay to the taxman about $16
million more than it was required to pay by law. Several
months later, a U.S. Senate committee investigating tax

*We need not go into the mechanics of short sales here, but note that the seller
is obligated to buy back the security, even if its price skyrockets far above
what he or she sold it for. As the saying goes, “He who sells what isn’t his’n,
buys it back or goes to prison.”

FThe story of Paulson’s trade is told in G. Zuckerman, The Greatest Trade
Ever, Broadway Business, 2009. The trade was controversial for reasons
beyond short-selling. See the nearby Beyond the Page feature “Goldman
Sachs causes a ruckus.”
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avoidance by U.S. technology firms reported that Apple
had used a “highly questionable” web of offshore enti-
ties to avoid billions of dollars of U.S. taxes.
Multinational companies, such as Starbucks and
Apple, have reduced their tax bills using legal tech-
niques with exotic names such as the “Dutch Sandwich,”

“Double Irish,” and ‘“Check-the-Box.” But the pub-
lic outcry over these revelations suggested that many
believed that their use, though legal, was unethical. If
they were unethical, that leaves an awkward question:
How do companies decide which tax schemes are ethi-
cal and which are not?
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Charlatans and swindlers are often able to hide behind booming markets. It is only “when
the tide goes out that you learn who’s been swimming naked.”’ The tide went out in 2008, and
a number of frauds were exposed. One notorious example was the Ponzi scheme run by the
New York financier Bernard Madoff.® Individuals and institutions put about $65 billion in the
scheme before it collapsed in 2008. (It’s not clear what Madoff did with all this money, but
much of it was apparently paid out to early investors in the scheme to create an impression of
superior investment performance.) With hindsight, the investors should not have trusted
Madoff or the financial advisers who steered money to Madoff.

Madoff’s Ponzi scheme was (we hope) a once-in-a-lifetime event.’ It was astonishingly
unethical, illegal, and bound to end in tears. That much is obvious. The difficult ethical prob-
lems for financial managers lurk in the grey areas. Look, for example, at the nearby Finance in
Practice box that presents three ethical problems. Think about where you stand on these issues
and where you would draw the ethical red line.

What is the underlying source of unethical business behavior? Sometimes it is simply
because an employee is dishonest. But frequently the behavior stems from a culture in the
firm that encourages high-pressure selling or unscrupulous dealing. In this case, the root
of the problem lies with top management that promotes such values. (Click on the nearby
Beyond the Page feature for an interesting demonstration of this in the banking industry.)

Agency Problems and Corporate Governance

‘We have emphasized the separation of ownership and control in public corporations. The owners
(shareholders) cannot control what the managers do, except indirectly through the board of direc-
tors. This separation is necessary but also dangerous. You can see the risks. Managers may be
tempted to buy sumptuous corporate jets or to schedule business meetings at tony resorts. They
may shy away from attractive but risky projects because they are worried more about the safety
of their jobs than about maximizing shareholder value. They may work just to maximize their
own bonuses, and therefore redouble their efforts to make and resell flawed subprime mortgages.

Conflicts between shareholders’ and managers’ objectives create agency problems. Agency
problems arise when agents work for principals. The shareholders are the principals; the manag-
ers are their agents. Agency costs are incurred when (1) managers do not attempt to maximize
firm value and (2) shareholders incur costs to monitor the managers and constrain their actions.

Agency problems can sometimes lead to outrageous behavior. For example, when Dennis
Kozlowski, the CEO of Tyco, threw a $2 million 40th birthday bash for his wife, he charged
half of the cost to the company. This of course was an extreme conflict of interest, as well as
illegal. But more subtle and moderate agency problems arise whenever managers think just a
little less hard about spending money when it is not their own.

"The quotation is from Warren Buffett’s annual letter to the shareholders of Berkshire Hathaway, March 2008.

8Ponzi schemes are named after Charles Ponzi who founded an investment company in 1920 that promised investors unbelievably
high returns. He was soon deluged with funds from investors in New England, taking in $1 million during one three-hour period.
Ponzi invested only about $30 of the money that he raised, but used part of the cash provided by later investors to pay generous divi-
dends to the original investors. Within months, the scheme collapsed, and Ponzi started a five-year prison sentence.

°Ponzi schemes pop up frequently, but few have approached the scope and duration of Madoff’s.
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Later in the book we will look at how good systems of governance ensure that share-
holders’ pockets are close to the managers’ hearts. This means well-designed incentives for
managers, standards for accounting and disclosure to investors, requirements for boards of
directors, and legal sanctions for self-dealing by management. When scandals happen, we say
that corporate governance has broken down. When corporations compete effectively and ethi-
cally to deliver value to shareholders, we are comforted that governance is working properly.

G Preview of Coming Attractions

Figure 1.2 illustrates how the financial manager can add value for the firm and its sharehold-
ers. He or she searches for investments that offer rates of return higher than the opportunity
cost of capital. But that search opens up a treasure chest of follow-up questions.

How do I calculate the rate of return? The rate of return is calculated from the cash
inflows and outflows generated by the investment project. See Chapters 2 and 5.

Is a higher rate of return on investment always better? Not always, for two reasons. First,
a lower-but-safer return can be better than a higher-but-riskier return. Second, an invest-
ment with a higher percentage return can generate less value than a lower-return invest-
ment that is larger or lasts longer. In Chapter 2, we show how to calculate the present
value (PV) of the stream of cash flows from an investment. Present value is a workhorse
concept of corporate finance that shows up in almost every chapter.

What determines value in financial markets? We cover valuation of bonds and common
stocks in Chapters 3 and 4. We will return to valuation principles again and again in later
chapters. Sometimes the financial manager may be lucky, and may find an almost identi-
cal asset whose value is already known.!? But there is no identical asset to ExxonMobil’s
offshore oil field in Guyana or Facebook’s new investment in virtual reality. For most
major financial decisions, the manager needs some fundamental principles to help him to
determine value.

What are the cash flows? The future cash flows from an investment project should be the
sum of all cash inflows and outflows caused by the decision to invest. Cash flows are cal-
culated after corporate taxes are paid. They are the free cash flows that can be paid out to
shareholders or reinvested on their behalf. Chapter 6 explains free cash flows in detail.

How does the financial manager judge whether cash-flow forecasts are realistic? As
Niels Bohr, the 1922 Nobel Laureate in Physics, observed, “Prediction is difficult, espe-
cially if it’s about the future.” But good financial managers take care to assemble relevant
information and to purge forecasts of bias and thoughtless optimism. See Chapters 6 and
9 through 11.

How do we measure risk? We look to the risks borne by shareholders, recognizing that
investors can dilute or eliminate some risks by holding diversified portfolios (Chapters 7
and 8).

How does risk affect the opportunity cost of capital? Here we need a theory of risk and
return in financial markets. The most widely used theory is the Capital Asset Pricing
Model (Chapters 8 and 9).

Where does financing come from? Broadly speaking, from borrowing or from cash
invested or reinvested by stockholders. But financing can get complicated when you get
down to specifics. Chapter 14 gives an overview of financing. Chapters 23 through 25
cover sources of debt financing, including financial leases, which are debt in disguise.

10The idea that identical assets must have the same value is sometimes called the law of one price or the no-arbitrage condition.
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Fintech and the Changing World of Finance*

) The financial world is continually changing. A num-
ber of markets that barely existed a few decades ago
are now trillion-dollar businesses. In some cases, the
innovation may be nothing more than someone spot-
ting an untapped demand; in others, it may stem from
new economic ideas. But change may also be a result of
technological advances. The application of technology
to financial markets is commonly known as fintech.
Here are four ways that fintech is changing financial
practice.

Payment Systems Not that many years ago, cash or
checks were the principal way to pay for purchases,
but in many countries, cash is fast disappearing. For
example, in Sweden cash transactions make up barely
2% of the value of all payments. You can’t use cash to
buy a bus ticket or a ticket on the Stockholm metro,
and retailers are not legally obliged to accept coins
and notes. The majority of Sweden’s bank branches
no longer keep cash on hand or take cash deposits—
and many branches no longer have ATMs. Instead of
cash, Swedes use either a card or a mobile phone app
to transfer money from one bank account to another in
real time.

Peer-to-Peer (P2P) Lending Peer-to-peer lending
platforms directly link individuals willing to lend
money with people seeking to borrow. For example,
in the United States would-be borrowers can apply to
Lending Club for a personal loan of up to $40,000 or
a business loan of up to $300,000. The company then
assigns a credit score to that customer, and on the basis
of this score, potential investors can choose whether to

participate in the loan. Thus, Lending Club cuts banks
out of the lending equation entirely. It does not lend
itself; instead, it verifies the identity of borrowers and
lenders, uses the credit score to set the interest rate for
the loan, and services the loan.

Robo Advice Providing investment advice to individu-
als and tailoring portfolios to their particular needs can
be a costly business. Robo advisers seek to reduce these
costs by automating the process. You will first need
to complete an online questionnaire describing your
personal situation and your risk tolerance. The robo
adviser will then recommend a portfolio, usually a bas-
ket of low-cost funds. Then, once you deposit money in
the account, the robo adviser will buy the investments
and rebalance your portfolio to maintain your ideal mix
of assets.

Blockchains A blockchain consists of a network of
computers that simultaneously update a ledger of trans-
actions or other data. This ledger doesn’t exist in one
place but is distributed across many participants in
the network. Many believe that the technology offers
a major advance in the speed and security of financial
record-keeping. Stock exchanges around the world have
begun to experiment with blockchains as a method for
companies to list and trade their shares, and to ballot
their shareholders. The effect should be lower costs of
trading, faster transfers of ownership, and more accu-
rate records.

*The Winter 2015 issue of the Journal of Financial Perspectives contains a
collection of articles on fintech.

Debt or equity? Does it matter? Not in a world of perfect financial markets. But in the
real world, the choice between debt and equity does matter for many possible reasons,
including taxes, the risks of bankruptcy, information differences, and incentives. See

Chapters 17 and 18.

That’s enough questions to start, but you can see certain themes emerging. For example,
corporate finance is “all about valuation,” not only for the reasons just listed, but because
value maximization is the natural financial goal of the corporation. Another theme is the
importance of the opportunity cost of capital, which is established in financial markets. The
financial manager is an intermediary, who has to understand financial markets as well as the
operations and investments of the corporation.
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Corporations face two principal financial decisions. First, what investments should the corporation
make? Second, how should it pay for the investments? The first decision is the investment deci-
sion; the second is the financing decision.

The stockholders who own the corporation want its managers to maximize its overall value and
the current price of its shares. The stockholders can all agree on the goal of value maximization,
so long as financial markets give them the flexibility to manage their own savings and investment
plans. Of course, the objective of wealth maximization does not justify unethical behavior. Share-
holders do not want the maximum possible stock price. They want the maximum honest share price.

How can financial managers increase the value of the firm? Mostly by making good investment
decisions. Financing decisions can also add value, and they can surely destroy value if you screw
them up. But it’s usually the profitability of corporate investments that separates value winners
from the rest of the pack.

Investment decisions involve a trade-off. The firm can either invest cash or return it to share-
holders, for example, as an extra dividend. When the firm invests cash rather than paying it out,
shareholders forgo the opportunity to invest it for themselves in financial markets. The return that
they are giving up is therefore called the op