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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 grounded in 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.vreviding structure, but these
advances have primarily had to do with the details. The storyline in corporate finance
has remained remarkably consistent over time.

Talking about storylines allows me to set tke nicst theme of this book. This book
tells a story that essentially summarizes the corporate finance view of the world. It
classifies all decisions made by any business iito three groups—decisions of where to
invest the resources or funds that the busiress has raised, either internally or externally
(the investment decision); decisions-<.f where and how to raise funds to finance these
investments (the financing decision); and decisions of to what extent, and in what
form, to return funds back to ti:e .Gwners (the dividend decision). As I see it, the first
principles of corporate finance an 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 introdue=d 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 ¢t this book that are not traceable to this framework.

As you leei 2t 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 we can classify as ““tools’ chapters, are now
contained in the appendices—and I relegated them there not because I think that they
are unimportant, but because I want the focus to stay on the storyline. It is important
that we understand the concept of time value of money, but only in the context of
measuring returns on investments better and 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 apply if
you are building a plant, 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
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Preface V

Figure 1 Corporate Finance: First Principles

MAXIMIZE THE VALUE
OF THE BUSINESS (FIRM)
Chapter 1, 12

The Investment Decision

The Financing Decision The Dividend Decision

Find the right kind of debt

for your firm and the right

mix of debt and equity to
fund your operations

ﬁ

If you cannot find investments
that make your minimum
acceptable rate, return the cash
to owners of your business

Invest in assets that earn
a return greater that the
minimum acceptable
hurdle rate

The hurdle The return The optimal The right How much How you
rate should should reflect mix of debt kind of debt { vash you can choose to
reflect the the magnitude and equity matches the 1) return return cash to
riskiness of the and the timing maximizes tenor of your depends on the owners
investment of the cash firm value assets current and will depend on
and the mix of flows as well Chapter 7, 8 Chapter & potential whether they
debt and as all side investment prefer
equity used to effects S — opportunities dividends or
fund it buybacks
Chapter 3, 4 Chapter 5, 6 Chapter 10 Chapter 11
S —

former (which are cousidered 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 factthat one is short-term and the other is long-term is irrelevant. The
same thing c21. b2 said about international finance. Should the investment or financing
principles k< difterent 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

The
principles
are
universal

Big and . . . . . ..
Smaﬁ Firms are in dollars? I do not believe so, and in my view separating the decisions only leaves
U.S. Firms readers with that impression. Finally, most corporate finance books that have chapters

Foreign Firms
Private Firms
Public Firms

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 decisions.

The way I have tried to bring this universality to life is by using five firms through the
book to illustrate each concept; they include a large, publicly traded U.S. corporation
(Disney), asmall, 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
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business (Bookscape, an independent New York City bookstore). Although the notion
QPP:V of using real companies to illustrate theory is neither novel nor revolutionary, there
Agglz 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 himself or herself
the similarities and the differences in the way investment, financing, and dividend
principles are applied to five 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 theory stays 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:

Disney
Deutsche Bank
Aracruz Celulose
Tata chemicals
Bookscape

ih] 2.1 THe EFFeCTS OF DIVERSIFICATION ON VENTURE CAPfALIST

You are comparing the required returns of two verture capitalists who are interested in investing
in the same software firm. One has all of his capita! invested in only software firms, whereas the
other has invested her capital in small compariies in a variety of businesses. Which of these two
will have the higher required rate of returr:?

a. The venture capitalist who is invesi20 only in software companies.

b. The venture capitalist who is invecied in a variety of businesses.

c. Cannot answer without mo:c iniormation.

This question is designed to check on a concept introduced in an earlier chapter
on risk and return cn tie difference between risk that can be eliminated by holding a
diversified portfoi.o and risk that cannot, then connecting it to the question of how a
business seeking tunds 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 sector alone) might need to
do to survive in such an environment. This will allow readers to see what—to me, at
least—is one of the most exciting aspects of 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 to 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 clearly the lubricant that allows
us to do the analysis. There are three steps in the information process—acquiring the

Active
Learning

Concept
Questions

Live Case
Studies
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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.

Real Data
Real Time

Links to the 1. The case studies that require the information are accompanied by links to Web

Internet . .. .
D sites that carry this information.

ata sets on

the Web 2. The data sets that are difficult to get from the Internet or that are specific to this
Spreadsheets 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:

ﬁ 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 (on damodaran.com)
and checking for datasets under Chapter 9.

3. The spreadsheets used to analyze the firins in the book are also available on my
Web site and are referenced in the baak. For instance, the spreadsheet used to
estimate the optimal debt ratio for Diiney in Chapter 8 is referenced as follows:

ﬂ Capstru.xls: This spreadsheet 21.0ws you to compute the optimal debt ratio firm value
for any firm, using the same ‘uformation used for Disney. It has updated interest
coverage ratios and spre2qs built in.

As with the dataset listing above, you can get this spreadsheet by going to the Web
site for the back and checking under spreadsheets under Chapter 8.

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

1. For better or insert between or and worse: for 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 tradeoffs.
I have tried to adapt some of what I have learned about equity risk premiums and
the distress costs of debt into the discussion.

2. Thave 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 1 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
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important, one that 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 with this volume. I
hope you do, too!



‘@‘ Damodaran f04.tex V1 -12/30/2009 9:45 A.M. Page iX

ACKNOWLEDGMENTS

I would like to acknowledge all of those students who have taken my corporate
finance classes, patiently sitting through lectures, helping me fix my errors, providing
invaluable suggestions, and helping me refine my message. In addition, I would like
to thank all of the reviewers who have provided feedback over the three editions of
this text: Sankar Acharya, University of Illinois at Chicago; Steven J. Ahn, University
of Georgia; William H. Brent, Howard University; Miranda Lam Detzler, University
of Massachusetts, Boston; Kathleen P. Fuller, University of Georgia; Robert T.
Kleiman, Michael J. Lee, University of Maryland, Oakland University; James Nelson,
Florida State University; Sarah Peck, Marquette University; Paul Pfleiderer, Stanford
University; Sunder Raghavan, Embry-Riddle University; Assem Safieddine, Michigan
State University; Peruvemba K. Satish, Washington Staie University; Hany A. Shawky,
University at Albany; Paul A. Spindt, Tulane Undversity; William Stahlin, Stevens
Institute of Technology; Mark Stohs, California State University, Fullerton; Mahmoud
Wahab, University of Hartford; and Jasmine Yur-Austin, California State University,
Long Beach.



Damodaran f04.tex V1 -12/30/2009 9:45 A.M. Page x|



CONTENTS

CHAPTER 1

THE FOUNDATIONS

CHAPTER 2

THE FIRM: STRUCTURAL SETUP 1

FIrRsT PRINCIPLES 2

CorprorATE FiNaNcIAL DEcisions, FiIRm VALUE, AND EQuiTy VALUE
A REAL-WoORLD Focus 6

A RESOURCE GUIDE 7

SoME FUNDAMENTAL PrROPOSITIONS ABOUT CORPORATE FINANCE 7
CoNCLUSION 8

THE OBJECTIVE IN DECISION MAKING

CHAPTER 3

CHOOSING THE RIGHT OBJECTIVE 10

THE CrAssicAL OBJECTIVE 11

MaximiZE Stock Prices: THE BEST-CASE SCENARIO 14

MaximizE Stock Prices: REAL-W<.»iD CONFLICTS OF INTEREST 14
ALTERNATIVES TO STOCK PRICE M, AXIMIZATION = 37

MAXIMIZE STOCK PRICES: SALVAGING A FLAWED OBJECTIVE 40

A PostscripT: THE Limite 67 CORPORATE FINANCE 52
CoNcCLUSION 54

LivE CASE STUDY: CORPORATE GOVERNANCE ANALYSIS 55
PROBLEMS AND-QUESTIONS 57

THE BASICS OF RISk

58

CHAPTER 4

MOTIVATION AND PERSPECTIVE IN ANALYZING Risk 59

Equiry Risk AND EXPECTED RETURNS 60

THE Risk IN BORROWING: DEFAULT Risk AND THE CosT oF DEBT 87
CoNcCLUSION 94

LIVE CASE STUDY: STOCKHOLDER ANALYSIS 95
PROBLEMS AND QUESTIONS 96

RiSK MEASUREMENT AND HURDLE RATES IN PRACTICE

100

Cost oF Equity 101
From Cost or EqQuity 10 CosT oF CAPITAL 155
ConNcLusioN 174

Xi



&

Xii  Contents

LivE CASE STUDY: RISK AND RETURN: ANALYSIS FOR THE FIRM 175
PROBLEMS AND QUESTIONS 177

CHAPTER 5 MEASURING RETURN ON INVESTMENTS 180

WHAT Is A ProjeECT? 181

HURDLE RATES FOR FIRMS VERSUS HURDLE RATES FOR ProJECTS 183
MEASURING RETURNS: THE CHOICES 189

INVESTMENT DECISION RULES 212

PROBABILISTIC APPROACHES TO INVESTMENT ANALYSIS 237
CoNCLUSION 252

LivE CASE STUDY: ESTIMATING EARNINGS AND CAsH FLows 254
PROBLEMS AND QUESTIONS 255

CHAPTER 6 PROJECT INTERACTIONS, SIDE COSTS, AND SIDE BENEFITS 258

MurtuaLLy EXcLUSIVE PrRoJECTS 259

SipeE Costs FROM ProJECTS 280

SipE BENEFITS FROM PROJECTS 285

OrtioNs EMBEDDED IN ProJECTS 291

MEASURING THE QUALITY OF EXISTING INVESTMENTS 305
ConcLusioNs 319

LIVE CASE STUDY: ESTIMATING E2RNINGS AND CasH FLows 321
PROBLEMS AND QUESTIONS 322

CHAPTER 7 CAPITAL STRUCTURE: OVERVi:W OF THE FINANCING DECISION 326

THE CHoicgs: TyPEs CF FINANCING 327

FINANCING BEHAV Or © 338

THE ProcEss o+ RaISING CAPITAL 345

THE TRADEOFFOF DEBT 357

No OrtiMAL CAPITAL STRUCTURE 370

THERE Is AN OpPTIMAL CAPITAL STRUCTURE 376

How FirMs CHOOSE THEIR CAPITAL STRUCTURES 378
ConcLusioN 383

LivE CASE STUDY: ANALYZING A FIRM’S CURRENT FINANCING CHOICES 385
PrROBLEMS AND QUESTIONS 387

CHAPTER 8 CAPITAL STRUCTURE: THE OPTIMAL FINANCIAL MIX 391

OPERATING INCOME APPROACH 392

Cost oF CAPITAL APPROACH 396
ADIJUSTED PRESENT VALUE APPROACH 432
COMPARATIVE ANALYSIS 439

SELECTING THE OPTIMAL DEBT RaTIO 442



Contents  Xiii

CoNCLUSION 443

LivE CASE STuDpY: THE OPTIMAL FINANCING MIX 445
PROBLEMS AND QUESTIONS 446

CHAPTER 9 CAPITAL STRUCTURE: THE FINANCING DETAILS 453

A FRAMEWORK FOR CAPITAL STRUCTURE CHANGES 454
IMMEDIATE, GRADUAL OR NO CHANGE 454

CHOOSING THE RIGHT FINANCING INSTRUMENTS 473
ConcLusioN 496

LivE CASE STUDY: MECHANICS OF MOVING TO THE OPTIMAL 498
PRrROBLEMS AND QUESTIONS 500

CHAPTER 10 Divipenp PoLicy 503

BACKGROUND ON DIVIDEND PoLicy 504

WHEN ARE DIVIDENDS IRRELEVANT? 517

THE “Di1viDENDS ARE BAD” ScHooL 520

THE “DI1viDENDS ARE GooDp” ScHooL 527
MANAGERIAL INTERESTS AND DIVIDEND Feircy 538
CoNCLUSION 541

LivE CASE STUuDY: THE TRADEOIF ON DIVIDEND PoLicy 542
PROBLEMS AND QUESTIONS 543

CHAPTER 11 ANALYZING CASH RETURNED 70 STOCKHOLDERS 544

CAsSH RETURNED T© STOCKHOLDERS 545

A CasH FLow APrROACH TO ANALYZING DIvIDEND PoLicy 553

A CoMPARAE.E FIRM APPROACH TO ANALYZING DIVIDEND PoLicy 579
MANAGING {IIANGES IN DIVIDEND PoLicy 583

ConcLusioNn 586

LivE CASE STUDY: A FRAMEWORK FOR ANALYZING DIVIDENDS 587
PrROBLEMS AND QUESTIONS 589

CHAPTER 12 VALUATION: PRINCIPLES AND PRACTICE 595

DiscouNTED CASH FLow VALUATION 596
RELATIVE VALUATION 648

RECONCILING DIFFERENT VALUATIONS 666
CONCLUSION 667

LivE CASE STUDY: VALUATION 668
PROBLEMS AND QUESTIONS 670



&

XiV  Contents

APPENDIX 1 Basic StTATISTICS 673
APPENDIX 2 FINANCIAL STATEMENTS 680
APPENDIX 3 TIME VALUE OF MONEY 692
APPENDIX 4 OPTION PRICING 705

GLOSSARY 716
INDEX 718





