Preface

Let me begin this preface with a confession of a few of my own biases. First, I
believe that theory and the models that flow from it should provide the tools to
understand, analyze, and solve problems. The test of a model or theory then should not be
based on its elegance but on its usefulness in problem solving. Second, there is little in
corporate financial theory that is new and revolutionary. The core principles of corporate
finance are common sense and have changed little over time. That should not be
surprising. Corporate finance is only a few decades old, and people have been running
businesses for thousands of years; it would be exceedingly presumptuous of us to believe
that they were in the dark until corporate finance theorists came along and told them what
to do. To be fair, it is true that corporate financial theory has made advances in taking
commonsense principles and providing structure, but these advances have been primarily
on the details. The story line in corporate finance has remained remarkably consistent
over time.

Talking about story lines allows me to set the first theme of this book. This book
tells a story, which essentially summarizes the corporate finance view of the world. It
classifies all decisions made by any business into three groups—decisions on where to
invest the resources or funds that the business has raised, either internally or externally
(the investment decision), decisions on where and how to raise funds to finance these
investments (the financing decision), and decisions on how much and in what form to
return funds back to the owners (the dividend decision). As I see it, the first principles of
corporate finance can be summarized in Figure 1, which also lays out a site map for the
book. Every section of this book relates to some part of this picture, and each chapter is
introduced with it, with emphasis on that portion that will be analyzed in that chapter.
(Note the chapter numbers below each section). Put another way, there are no sections of

this book that are not traceable to this framework.



Figure 1 Corporate Finance: First Principles
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Chapters 2, 12

As you look at the chapter outline for the book, you are probably wondering
where the chapters on present value, option pricing, and bond pricing are, as well as the
chapters on short-term financial management, working capital, and international finance.

The first set of chapters, which I would classify as “tools”

Big Firms . . .
Small Firms chapters, are now contained in the appendices, and I relegated

The

principles are . 1 o . T
un|Versa| ecause 1 want the focus to stay on the story line. It 1S important

U.S. Firms
Foreign Firms
Private Firms . . .
Public Firms in the context of measuring returns on investments better and

them there not because I think that they are unimportant but

that we understand the concept of time value of money, but only

valuing business. Option pricing theory is elegant and provides

impressive insights, but only in the context of looking at options embedded in projects
and financing instruments like convertible bonds.

The second set of chapters I excluded for a very different reason. As I see it, the

basic principles of whether and how much you should invest in inventory, or how

generous your credit terms should be, are no different than the basic principles that would

apply if you were building a plant or buying equipment or opening a new store. Put



another way, there is no logical basis for the differentiation between investments in the
latter (which in most corporate finance books is covered in the capital budgeting
chapters) and the former (which are considered in the working capital chapters). You
should invest in either if and only if the returns from the investment exceed the hurdle
rate from the investment; the fact the one is short-term and the other is long-term is
irrelevant. The same thing can be said about international finance. Should the investment
or financing principles be different just because a company is considering an investment
in Thailand and the cash flows are in Thai baht instead of in the United States, where the
cash flows are in dollars? I do not believe so, and in my view separating the decisions
only leaves readers with that impression. Finally, most corporate finance books that have
chapters on small firm management and private firm management use them to illustrate
the differences between these firms and the more conventional large publicly traded firms
used in the other chapters. Although such differences exist, the commonalities between
different types of firms vastly overwhelm the differences, providing a testimonial to the
internal consistency of corporate finance. In summary, the second theme of this book is
the emphasis on the universality of corporate financial principles across different firms,

in different markets, and across different types of

Disney decisions.

Aﬁp'lyize kmply, The way I have tried to bring this universality

AﬁbWellulose to life is by using five firms through the book to
Bookscape

illustrate each concept; they include a large, publicly
traded U.S. corporation (Disney); a small, emerging market commodity company
(Aracruz Celulose, a Brazilian paper and pulp company); an Indian manufacturing
company that is part of a family group (Tata Chemicals), a financial service firm
(Deutsche Bank); and a small private business (Bookscape, an independent New York
City bookstore). Although the notion of using real companies to illustrate theory is
neither novel nor revolutionary, there are, two key differences in the way they are used in
this book. First, these companies are analyzed on every aspect of corporate finance
introduced here, rather than just selectively in some chapters. Consequently, the reader
can see for him- or herself the similarities and the differences in the way investment,

financing, and dividend principles are applied to four very different firms. Second, I do



not consider this to be a book where applications are used to illustrate theory but a book
where the theory is presented as a companion to the illustrations. In fact, reverting back
to my earlier analogy of theory providing the tools for understanding problems, this is a
book where the problem solving takes center stage and the tools stay in the background.
Reading through the theory and the applications can be instructive and even
interesting, but there is no substitute for actually trying things out to bring home both the
strengths and weaknesses of corporate finance. There are several ways I have made this
book a tool for active learning. One is to introduce concept questions at regular intervals
that invite responses from the reader. As an example, consider the following illustration

from Chapter 7:

7.2. The Effects of Diversification on Venture Capitalist

You are comparing the required returns of two venture capitalists who are interested in
investing in the same software firm. One has all of his capital invested in only software
firms, whereas the other has invested her capital in small companies in a variety of

businesses. Which of these two will have the higher required rate of return?

0 The venture capitalist who is invested only in software companies.
0 The venture capitalist who is invested in a variety of businesses.
0 Cannot answer without more information.

This question is designed to check on a concept introduced in an earlier chapter
on risk and return on the difference between risk that can be eliminated by holding a
diversified portfolio and risk that cannot and then connecting it to the question of how a
business seeking funds from a venture capitalist might be affected by this perception of
risk. The answer to this question in turn will expose the reader to more questions about

whether venture capital in the future will be provided by diversified funds and what a

: specialized venture capitalist (who invests in one
Concept Questions p p (

. . sector alone) might need to do to survive in such an
ACtIVG Iearn | ng environment. This will allow readers to see what, for

me at least, is one of the most exciting aspects of

Live Case Studies

corporate finance—its capacity to provide a




framework that can be used to make sense of the events that occur around us every day

and make reasonable forecasts about future directions.

The second active experience in this book is found in the Live Case Studies at the
end of each chapter. These case studies essentially take the concepts introduced in the
chapter and provide a framework for applying them to any company the reader chooses.
Guidelines on where to get the information to answer the questions are also provided.

Although corporate finance provides an internally consistent and straightforward

template for the analysis of any firm, information is
L/nks to the Internet _ .
clearly the lubricant that allows us to do the analysis.

ﬁataself q %} There are three steps in the information process—

Spreadsheets acquiring the information, filtering what is useful

from what is not, and keeping the information
updated. Accepting the limitations of the printed page on all of these aspects, I have put
the power of online information to use in several ways.

1. The case studies that require the information are accompanied by links to Web sites
that carry this information.

2. The data sets that are difficult to get from the Internet or are specific to this book,
such as the updated versions of the tables, are available on my own Web site
(www.damodaran.com) and are integrated into the book. As an example, the table
that contains the dividend yields and payout ratios by industry sectors for the most

recent quarter is referenced in Chapter 9 as follows:

There is a data set online that summarizes dividend yields and payout ratios for

U.S. companies, categorized by sector.

You can get to this table by going to the website for the book and checking for
datasets under chapter 9.

3. The spreadsheets used to analyze the firms in the book are also available on my Web

site and are referenced in the book. For instance, the spreadsheet used to estimate the

optimal debt ratio for Disney in Chapter 8 is referenced as follows:



Capstru.xls : This spreadsheet allows you to compute the optimal debt ratio firm
value for any firm, using the same information used for Disney. It has updated

interest coverage ratios and spreads built in.

As with the dataset listing above, you can get this spreadsheet by going to the

website for the book and checking under spreadsheets under chapter 8.

For those of you have read the first two editions of this book, much of what I have
said in this preface should be familiar. But there are three places where you will find this
book to be different:

a. For better or worse, the banking and market crisis of 2008 has left lasting wounds
on our psyches as investors and shaken some of our core beliefs in how to
estimate key numbers and approach fundamental trade offs. I have tried to adapt
some of what I have learned about equity risk premiums and the distress costs of
debt into the discussion.

b. I have always been skeptical about behavioral finance but I think that the area has
some very interesting insights on how managers behave that we ignore at our own
peril. I have made my first foray into incorporating some of the work in
behavioral financing into investing, financing and dividend decisions.

As I set out to write this book, I had two objectives in mind. One was to write a book that
not only reflects the way I teach corporate finance in a classroom but, more important,
conveys the fascination and enjoyment I get out of the subject matter. The second was to
write a book for practitioners that students would find useful, rather than the other way
around. I do not know whether I have fully accomplished either objective, but I do know

I had an immense amount of fun trying. I hope you do, too!



























































































































































































































































































































































































































1991 31% 30.57%
1992 132.44% 7.58%
1993 32.02% 10.36%
1994 25.37% 2.55%
1995 -28.57% 37.57%
1996 0.00% 22.68%
1997 11.67% 33.10%
1998 36.19% 28.32%

a. Estimate the covariance in returns between Microsoft and the market portfolio

b. Estimate the variances in returns on both investments

c. Estimate the beta for Microsoft
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13. United Airlines has a beta of 1.50. The standard deviation in the market portfolio is 22% and

United Airlines has a standard deviation of 66%

a. Estimate the correlation between United Airlines and the market portfolio.

b. What proportion of United Airlines’ risk is market risk?

14. You are using the arbitrage pricing model to estimate the expected return on Bethlehem

Steel, and have derived the following estimates for the factor betas and risk premia:

Factor Beta
1 1.2
2 0.6
3 1.5
4 2.2
5 0.5

Risk Premia

2.5%
1.5%
1.0%
0.8%
1.2%

a. Which risk factor is Bethlehem Steel most exposed to? Is there any way, within the

arbitrage pricing model, to identify the risk factor?

b. If the riskfree rate is 5%, estimate the expected return on Bethlehem Steel

c. Now assume that the beta in the capital asset pricing model for Bethlehem Steel is 1.1,

and that the risk premium for the market portfolio is 5%. Estimate the expected return, using

the CAPM.

d. Why are the expected returns different using the two models?
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15. You are using the multi-factor model to estimate the expected return on Emerson Electric,

and have derived the following estimates for the factor betas and risk premia:

Macro-economic Factor Measure Beta Risk Premia (Ry,.,,-R;)
Level of Interest rates T.bond rate 0.5 1.8%
Term Structure T.bond rate — T.bill rate 1.4 0.6%
Inflation rate CPI 1.2 1.5%
Economic Growth GNP Growth rate 1.8 4.2%

With a riskless rate of 6%, estimate the expected return on Emerson Electric.

16. The following equation is reproduced from the study by Fama and French of returns between
1963 and 1990.
Ri=.0177  -0.11In (MV)+0.351In (BV/MV)

where MV is the market value of equity in hundreds of millions of dollar and BV is the book
value of equity in hundreds of millions of dollars. The return is a monthly return.
a. Estimate the expected annual return on Lucent Technologies. The market value of equity
is $ 180 billion, and the book value of equity is $ 73.5 billion.
b. Lucent Technologies has a beta of 1.55. If the riskless rate is 6%, and the risk premium
for the market portfolio is 5.5%, estimate the expected return.

c. Why are the expected returns different under the two approaches?
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Live Case Study
Stockholder Analysis
Objective: To find out who the average and marginal investors in the company are. This
is relevant because risk and return models in finance assume that the marginal investor is

well diversified.

Key Questions:
*  Who is the average investor in this stock? (Individual or pension fund, taxable or tax-
exempt, small or large, domestic or foreign)

*  Who is the marginal investor in this stock?

Framework for Analysis
1. Who holds stock in this company?
* How many stockholders does the company have?
* What percent of the stock is held by institutional investors?
* Does the company have listings in foreign markets? (If you can, estimate the
percent of the stock held by non-domestic investors)
2. Insider Holdings
*  Who are the insiders in this company? (Besides the managers and directors,
anyone with more than 5% is treated as an insider)
*  What role do the insiders play in running the company?
*  What percent of the stock is held by insiders in the company?
* What percent of the stock is held by employees overall? (Include the holdings
by employee pension plans)
* Have insiders been buying or selling stock in this company in the most recent

year?

Getting Information on Stockholder Composition

Information about insider and institutional ownership of firms is widely available
since both groups have to file with the SEC. These SIC filings are used to develop

rankings of the largest holders of stock in firms. Insider activity (buying and selling) is



also recorded by the SEC, though the information is not available until a few weeks after
the filing.
Online sources of information:

http://www .stern.nyu.edu/~adamodar/cfin2E/project/data.htm
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