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Bridging Theory

and Practice

EXAMPLE 7.1

Stock Prices and PROBLEM - o o

Returns Suppose you expect Longs Drug Stores to pay an annual dividend of $0.56 per share in the coming year
and to trade for $45.50 per share at the end of the year. If investments with equivalent risk to Longs’ stock
have an expected return of 6.80%, what is the most you would pay today for Longs’ stock? What dividend
yield and capital gain rate would you expect at this price?
SOLUTION
PLAN
We can use Eq. 7.1 to solve for the beginning price we would pay now ( 7,) given our expectations about
dividends ( Div; = $0.56) and future price (P, = $45.50 ) and the return we need to expect to eam to be
willing to invest (rz = 0.068 ). We can then use Eq. 7.2 to calculate the dividend yield and capital gain rate.
EXECUTE
Using Eq. 7.1, we have

Div, + P _ $0.56 + $45.50
Py = =22 ¥ _ 4313
" g 1.0680 G
Referring to Eq. 7.2, we see that at this price, Longs’ dividend yield is Div;/P, = 0.56/43.13 = 1.30%.
The expected capital gain is $45.50 — $43.13 = $2.37 per share, for a capital gain rate of
2.37/43.13 = 5.50%.
EVALUATE
At a price of $43.13, Longs’ expected total return is 1.30% + 5.50% = 6.80%, which is equal to its
equity cost of capital (the return being paid by investments with equivalent risk to Longs’). This amount is
the most we would be willing to pay for Longs’ stock. If we paid more, our expected return would be less
than 6.8% and we would rather invest elsewhere.
PERSONAL FINANCE
PROBLEM
EXAMPLE 4.5

Ellen is 35 years old and she has decided it is time to plan seriously for her retirement. At the end of each
Retirement Savings year until she is 65, she will save $10,000 in a retirement account. If the account earns 10% per year, how
Plan Annuity much will Ellen have in her account at age 65?

SOLUTION

PLAN

As always, we begin with a timeline. In this case, it is helpful to keep track of both the dates and Ellen’s age:
35 36 37 65
0 1 2 30

1 | |
I I I o
$10,000 $10,000 $10,000

Ellen’s savings plan looks like an annuity of $10,000 per year for 30 years. (Hint: It is easy to become
confused when you just look at age, rather than at both dates and age. A common error is to think there
are only 65 — 36 = 29 payments. Writing down both dates and age avoids this problem.)

To determine the amount Ellen will have in her account at age 65, we'll need to compute the future
value of this annuity.

EXECUTE
_ 11100 —
FV= $10000  Gos(110% ~ 1)
= $10,000 X 164.49

= §$1.645 million at age 65
Using a financial calculator or Excel:

o am e (AD
30 10 0

Given: —10,000
Solve for: 1,644,940
Excel Formula: =FV(RATE,NPER, PMT, PV)=FV(0.10,30,—10000,0)
EVALUATE

By investing $10,000 per year for 30 years (a total of $300,000) and earning interest on those investments,
the comnoundina will allow Fllen to retire with $1 645 million

COMMON MISTAKE

Summing Cash Flows Across Time

Once you understand the time value of money, our first rule may seem straightforward. However, "
it is very common, especially for those who have not studied finance, to violate this rule, simply s

9 o

¢

treating all cash flows as comparable regardless of when they are received. One example is in
sports contracts. In 2019, Mike Trout signed a contract extension with the Los Angeles Angels
that was repeatedly referred to as a “$430 million” contract. The $430 million comes from simply
adding up all the payments Trout would receive over the 12 years of the contract—treating dollars
received in 12 years the same as dollars received today. The same thing occurred when Lionel
Messi signed a contract extension with FC Barcelona in 2017, giving him a “$320 million” contract
through 2021, and in 2011 when Albert Pujols agreed to a “240 million” ten-year contract with the
Los Angeles Angels.

Study Aids with a Practical Focus

To be successful, students need to master the core

concepts and learn to identify and solve problems

that today’s practitioners face.

e The Valuation Principle is presented as the
foundation of all financial decision making: The
central idea is that a firm should take projects or
make investments that increase the value of the
firm. The tools of finance determine the impact
of a project or investment on the firm’s value by
comparing the costs and benefits in equivalent
terms. The Valuation Principle is first introduced
in Chapter 3, revisited in the part openers, and
integrated throughout the text.

¢ Guided Problem Solutions (GPS) are Examples
that accompany every important concept using
a consistent problem-solving methodology that
breaks the solution process into three steps:
Plan, Execute, and Evaluate. This approach aids
student comprehension, enhances their ability
to model the solution process when tackling
problems on their own, and demonstrates the
importance of interpreting the mathematical
solution.

e Personal Finance GPS Examples showcase the
use of financial analysis in everyday life by set-
ting problems in scenarios, such as purchasing a
new car or house and saving for retirement.

e Common Mistake boxes alert students to
frequently made mistakes stemming from misun-
derstanding of core concepts and calculations—
in the classroom and in the field.



Applications That
Reflect Real Practice

Global Financial Crisis boxes reflect the reality
of the recent financial crisis and sovereign debt
crisis, noting lessons learned. Boxes interspersed
through the book illustrate and analyze key
details.

Practitioner Interviews from notable
professionals featured in many chapters
highlight leaders in the field and address
the effects of the financial crisis.

General Interest boxes highlight timely material
from current financial events that shed light on
business problems and real company practices.

GLOBAL
FINANCIAL

2008-2009: A Very Cold IPO Market

The drop in IPO issues during the 2008 fi-
nancial crisis was both global and dramatic.
The bar graph shows the total worldwide dol-
lar volume of IPO proceeds in billions of dollars (blue bars) and
number of deals (red line) by quarter, from the last quarter of
2006 to the first quarter of 2009. Comparing the fourth quarter
of 2007 (a record quarter for IPO issues) to the fourth quarter of
2008, dollar volume dropped a stunning 97% from $102 billion
to just $3 billion. Things got even worse in the first quarter of

2009 with just $1.4 billion raised. The market for IPOs essentially
dried up altogether.

During the 2008 financial crisis, IPO markets were not the only
equity issue markets that saw a collapse in volume. Markets for
seasoned equity offerings and leveraged buyouts also collapsed.
The extreme market uncertainty at the time created a “flight to
quality.” Investors, wary of taking risk, sought to move their capital
into risk-free investments like U.S. Treasury securities. The result
was a crash in existing equity prices and a greatly reduced supply
of new capital to risky asset classes.

IPO Proceeds ($ billion)

0604 07Q1  07Q2
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0703 07Q4 08Q1 08Q2 08Q3 08Q4 09Q1

Quarter

Source: Shifting Landscape—Are You Ready? Global IPO Trends report 2009, Ernst & Young.
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«quesTion What are the main policy instruments used by central
banks to control the economy, and how did they change as a
result of the financial crisis?

answer Before the financial crisis, short-term interest rates were the
‘main tool of monetary policy. The Federal Reserve (The Fed) controlled
these rates by adjusting the quantity of bank reserves (cash in the
banking system) it made available. By purchasing or selling Treasury
securities the Federal R ised or lowered quantit
of reserves and thereby controlled short-term interest rates.

In the aftermath of the crisis, short-term interest rates remain a
prime tool of monetary policy, but they are now set in a different
way and the quantity of reserves is an order-of-magnitude larger—
peaking at around $2.5 trillion compared to about $25 billion precrisis.
At the height of the financial crisis (December 2008), the Fed set
the interest rate on reserves at 25 basis points, bringing the general
level of safe short-term rates down to near zero (its so-called “effec-
tive lower bound”), where it remained for seven years. It also began
buying long-term Treasury bonds and agency mortgage-backed
securities—“unconventional” policies that lowered longer-term inter-
est rates once short rates had reached the effective lower bound. In
addition, the Federal Reserve began providing more detailed forward
guidance about the likely path of short-term rates. These “unconven-
tional” policies were intended to lower longer-term interest rates once
short rates had reached the effective lower bound.

«quesTion What challenges does the Fed face in the aftermath
of the financial crisis?

Answer The Fed faces the challenge of raising interest rates
and shrinking the quantity of reserves at an appropriate pace as
the economy recovers and no longer needs the level of stimu-
lus required post-crisis. The danger of raising rates too slowly

overshooting the Fed’s 2%
target level; raising rates
too quickly, on the other
hand, could stall economic
growth. As of March 2018,
the Fed had raised rates
six times, bringing the
fed funds rate to almost
1.75%. It also began a
gradual process of shrink-
ing its massive balance
sheet by diminishing its
reinvestments of principal.

QuesTion In the last 10 years we have witnessed a period of
very low interest rates. Is this a new norm, or do you think
rates will eventually rise to their historic averages?

Answer The evidence suggests, and | concur, that low interest
rates may be the “new norm” in developed countries. Short-term
interest rates appeared to be falling in the United States and other
developed countries even before the financial crisis. Estimates now
place the “neutral rate”—the rate consistent with stable growth
and low inflation—at a bit under 1% in real terms. Two key factors
thatinfluence the level of neutral rates are productivity growth and
demographics. Productivity growth in most developed countries
has been slow relative to the postwar period; at the same time,
populations are aging and labor force growth has slowed. These
factors tend to boost a society's saving rate and reduce investment
spending, pushing the level of neutral rates down.

quesTion How will the recent tax cuts affect future Fed policy?

Answer Monetary policy is designed to achieve the Fed's Congres -
sionally mandated goals of maximum or “full” employment and 2%
inflation. This means that all factors that affect these dimensions of
economic performance will influence Fed policy. Tax cuts serve to
boost domestic demand—both consumer and investment spend-
ing. Higher investment spending, over time, boosts the economy’s
capital stock and its potential output to some extent. Moreover,
lower marginal tax rates may boost labor supply. Over the next few
years, the demand impact of the spending increases and tax cuts
seems likely to dominate any supply effects. With the economy
near full employment, the Fed may need to raise interest rates a
bit faster as a

is the risk of the economy and inflation si

e The Credit Crisis and Bond Yields

The financial crisis that engulfed the world’s economies in 2008
originated as a credit crisis that first emerged in August 2007. At
that time, problems in the mortgage market had led to the bank-
ruptcy of several large mortgage lenders. The default of these firms,
and the downgrading of many of the bonds backed by mortgages
these firms had made, caused many investors to reassess the risk
of other bonds in their portfolios. As perceptions of risk increased,
and investors attempted to move into safer U.S. Treasury securi-
ties, the prices of corporate bonds fell and so their credit spreads

rose relative to Treasuries, as shown in Figure 6.7. Panel (a) shows
the yield spreads for long-term corporate bonds, where we can
see that spreads of even the highest-rated Aaa bonds increased
dramatically, from a typical level of 0.5% to over 2% by the fall
of 2008. Panel (b) shows a similar pattern for the rate banks had
to pay on short-term loans compared to the yields of short-term
Treasury bills. This increase in borrowing costs made it more costly
for firms to raise the capital needed for new investment, slowing
economic growth. The decline in these spreads in early 2009 was
viewed by many as an important first step in mitigating the ongoing
impact of the financial crisis on the rest of the economy.
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notation ¢ cash flow N date of the last cash flow in
a stream of cash flows
Cn cash flow at date n
P initial principal or deposit, or
v future value equivalent present value
FV,  future value on date n PV present value

growth rate r interest rate or rate of return

. g

] Using a Financial Calculator: Solving for Present and Future Values of Cash Flow Streams

So far, we have used formulas to compute present values and future values of cash flow streams. As we discussed at the end of Chapter 3,
both financial calculators and spreadsheets have these formulas preprogrammed to quicken the process. In this box, we focus on financial
calculators, but spreadsheets such as Excel have very similar shortcut functions.

Financial calculators have a set of functions that perform the that finance p
are all based on the following timeline, which among other things can handle most types of loans:

do most often. These functions

l‘) } % NPER
[ [ [

PV PMT PMT

PMT + FV

There are a total of five variables: number of periods (N or NPER), present value (PV), cash flow or “payment” (PMT), future value (F/),
and the interest rate, denoted //¥. Each function takes four of these variables as inputs and returns the value of the fifth one that ensures
that the sum of the present value of the cash flows is zero.

By setting the recurring payments equal to 0, you could compute present and future values of single cash flows such as we have done
above using Egs. 4.2 and 4.1. In the examples shown in Sections 4.2 through 4.4, we will calculate cash flows using the (BME button. The
best way to learn to use a financial calculator is by practicing. We present one example below. We will also show the calculator buttons
for any additional examples in this chapter that can be solved with financial calculator functions. Finally, the appendix to this chapter
contains step-by-step instructions for using the two most popular financial calculators.

Example
Suppose you plan to invest $20,000 in an account paying 8% interest. You will invest an additional $1000 at the end of each year for
15 years. How much will you have in the account in 15 years? We represent this problem with the following timeline:
0 ! 2 NPER = 15
[ [ [ .
P17 = —$20,000 PMT = —$1000 —$1000

FV=2?

To compute the solution, we enter the four variables we know, N = 15, //Y = 8, PV = —20,000, PMT = —$1000, and solve for the one
we want to determine: FV. Specifically, for the HP-10bll+ or TI BAIl Plus calculators:

. Enter 15 and press the (T button.

2. Enter 8 and press the D button (@AM for the HP calculator).

3. Enter —20,000 and press the CBD) button.
4
5,

. Enter —$1000 and press the (BMD putton.
. Press the CED) button (for the Texas Instruments calculator, press (8BT) and then CFUD),

o oy (eMn (A

Given: 15 8 —20,000 —1000
Solve for:

90,595.50
Excel Formula: =FV(0.08,15,—1000,—20000)

The calculator then shows a future value of $90,595.50.

Note that we entered PV and PMT as negative numbers (the amounts we are putting into the bank), and FV is shown as a positive
number (the amount we can take out of the bank). It is important to use signs correctly to indicate the direction in which the money is flow-
ing when using the calculator functions. You will see more examples of getting the sign of the cash flows correct throughout the chapter.

Excel has the same functions, but it calls “N,” “NPER” and “I/Y,” “RATE.” Also, it is important to note that you enter an interest
rate of 8% as “8” in a financial calculator, but as “0.08” in Excel.

TABLE 18.18
1 Year 2019 | 2020 | 2021 | 2022 | 2023 | 2024
Pro Forma Statement 2 Statement of Cash Flows ($000s)
of Cash Flows for KMS, 3 Net Income 8,769 | 10,162 | 12,854 | 15,852 | 19,184
20192024 4 Depreciation 7444 7499 | 7549 | 7,594| 7,635
5 Changes in Working Capital
6 Accounts Receivable —2,561 | —2,827 | —3,144 | 3,491 | —3872
7 Inventory 2,696 | 2,976 | ~3,309 | ~3,675 | 4,076
8 Accounts Payable 2157 | 2,381 | 2647 | 2,940 3,261
9 Cash from Operating Activities 13,112 | 14,239 | 16,598 | 19,221 | 22,132

20

10 Capital Expenditures —-25,000 —8,000 —8,000  —8,000 —8,000
11 Other Investment — — — — —

12 Cash from Investing Activities 25,000 | ~8,000 | ~8,000 | 8,000 | 8,000
13 Net Borrowing 20,000 — — — —
14 Dividends —5,955 | —3,858 | —5,951  —8,280 —10,871
15 Cash from Financing Activities 14,045 -3,858 —5,951 | —8,280 —10,871
16

17 Change in Cash (9 + 12 + 15) 2,157 2,381 | 2647 2,940 3,261

Capital Budgeting
Using a Spreadsheet
Program

ent to Think Finance

Simplified Presentation
of Mathematics

B

ecause one of the hardest parts of learning finance

for non-majors is mastering the jargon, math, and
non-standardized notation, Fundamentals of Corpo-
rate Finance systematically uses:

Notation Boxes. Each chapter begins with a
Notation box that defines the variables and the
acronyms used in the chapter and serves as a
“legend” for students’ reference.

Numbered and Labeled Equations. The first
time a full equation is given in notation form it is
numbered. Key equations are titled and revisited
in the summary and in end papers.

Timelines. Introduced in Chapter 3, timelines are
emphasized as the important first step in solving
every problem that involves cash flows over time.

Financial Calculator instructions, including a
box in Chapter 4 on solving for future and present
values, and appendices to Chapters 4, 6, and 15
with keystrokes for HP-10bll+ and TI BAIl Plus
calculators, highlight this problem-solving tool.

Spreadsheet Tables. Select tables are available
as Excel® files, enabling students to change inputs
and manipulate the underlying calculations.

Using Excel boxes describe Excel techniques
and include screenshots to serve as a guide for
students using this technology.

Capital budgeting forecasts and analysis are most easily performed in a spreadsheet program. Here, we
highlight a few best practices when developing your own capital budgets.

Create a Project Dashboard

All capital budgeting analyses begin with a set of assumptions regarding future revenues and costs associ-
ated with the investment. Centralize these assumptions within your spreadsheet in a project dashboard so
they are easy to locate, review, and potentially modify. Here, we show an example for the HomeNet project.

A B (= ) E F G H 1
1 HOMENET KEY ASSUMPTIONS | Year0  Year! Year2 Year3  Year4  YearS|
2 Units Sold (0005) 0 0 50
3 Sale Price (S/uni) 260 260 260 260
4 Cost of Goods (S/unit) w10 uo 1o
5 Operating Espenses: Markeing, Support, and Rent 2300 2800 2800 2800
6 Capital Expenditures: Lab Equipment 7500
7 [ 20% 20%)
8 Corporate Tax Rate 0% 20% 20% 20
9 Receivables (% of Sales) 5% 1% 15% 15%
10 Payables (% of COGS) 159 15% 15% 15%




Practice Finance
to Learn Finance

Working problems is the proven way to cement and

KEY POINTS AND EQUATIONS KEY TERMS : i
demonstrate an understanding of finance.
4.1 Valuing a Stream of Cash Flows stream of cash flows, p. 122
e The present value of a cash flow stream is: ¢ Goncept Check questions at the end of each
PU =0yt (lcﬁ + ﬁ bt (lfih)ﬂ 43) section enable students to test their understand-
r r . . .
ing and target areas in which they need further
4.2 Perpetuities consol, p. 126 review.
* A perpetuity is a stream of equal cash flows C paid every period, forever. perpetuity, p. 126 .
ke et vl GFf ) sty s ¢ End-of-chapter problems written personally
PV(C in Perpetuity) % 4 by Jonathan Berk, Peter DeMarzo, and Jarrad

Harford offer instructors the opportunity to assign

43 Amities el e Y oy RGP 129 first-rate materials to students for homework and
An annuly is @ stream of edual cash fows € paid every period for IV practice with the confidence that the problems

periods. The present value of an annuity is:

1 1 are consistent with the chapter content. Both
©x 7(1 T+ r)N> () the problems and solutions, which were also
o The future value of an annuity at the end of the annuity is: prepared by the authors, have been class-tested
x 17<(1 Y 1) ag and accuracy checked to ensure quality.

End-of-Chapter Materials
Reinforce Learning

Testing understanding of central concepts is crucial to learning finance.

——e The Chapter Summary presents the key points and conclusions from each chapter, provides a
list of key terms with page numbers, and indicates online practice opportunities.

—e Data Cases present in-depth scenarios in a business setting with questions designed to guide
students’ analysis. Many questions involve the use of Internet resources.

¢ Integrative Cases occur at the end of most parts and present a capstone extended problem for
each part with a scenario and data for students to analyze based on that subset of chapters.

DATA CASE This is your second interview with a prestigious brokerage firm for a job as an equity analyst.
You survived the morning interviews with the department manager and the vice president
of equity. Everything has gone so well that they want to test your ability as an analyst. You
are seated in a room with a computer and a list with the names of two companies—Ford (F)
and Microsoft (MSFT). You have 90 minutes to complete the following tasks:

1. Download the annual income statements, balance sheets, and cash flow statements
for the last four fiscal years from Morningstar (www.morningstar.com). Enter each
company’s stock symbol and then go to “financials.” Copy and paste the financial
statements into Excel.

N

. Find historical stock prices for each firm from Yahoo! Finance (finance.yahoo.com).
Enter the stock symbol, click “Historical Prices” in the left column, and enter the proper
date range to cover the last day of the month corresponding to the date of each financial
statement. Use the closing stock prices (not the adjusted close). To calculate the firm’s
market capitalization at each date, multiply the number of shares outstanding by the
firm’s historic stock price. You can find the number of shares by using “Basic” under
“Weighted average shares outstanding” at the bottom of the Income Statement.
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Preface

Finance professors are united by their commitment to shaping future
generations of financial professionals as well as instilling financial awareness and skills in
non-majors. Our goal with Fundamentals of Corporate Finance is to provide an accessible
presentation for both finance and non-finance majors. We know from experience that count-
less undergraduate students have felt that corporate finance is challenging. It is tempting to
make finance seem accessible by de-emphasizing the core principles and instead concentrat-
ing on the results. In our over 75 years of combined teaching experience, we have found that
emphasizing the core concepts in finance—which are clear and intuitive at heart—is what
makes the subject matter accessible. What makes the subject challenging is that it is often
difficult for a novice to distinguish between these core ideas and other intuitively appealing
approaches that, if used in financial decision making, will lead to incorrect decisions.

The 2007-2009 financial crisis was fueled in part by many practitioners’ poor deci-
sion making when they did not understand—or chose to ignore—the core concepts that
underlie finance and the pedagogy in this book. With this point in mind, we present finance
as one unified whole based on two simple, powerful ideas: (1) valuation drives decision
making—the firm should take projects for which the value of the benefits exceeds the
value of the costs, and (2) in a competitive market, market prices (rather than individual
preferences) determine values. We combine these two ideas with what we call the Valuation
Principle, and from it we establish all of the key ideas in corporate finance.

This Edition

We have updated all text discussions and figures, tables, data cases, and facts to accu-
rately reflect developments in the field in the last few years. Specific highlights include
the following:

¢ Extensive updates made to Chapter 9 (Fundamentals of Capital Budgeting), Chapter 16
(Capital Structure), and Chapter 23 (International Corporate Finance).

e Added discussion of Finance and Technology (Fintech) in Chapter 1 (Corporate
Finance and the Financial Manager).

¢ Added a new interview with Janet L. Yellen in Chapter 5 (Interest Rates).

¢ Incorporated new and/or revised features throughout, including Common Mistakes,
Global Financial Crisis, Nobel Prize, and General Interest boxes, as well as Examples.

¢ Extensively revised and updated Data Cases and end-of-chapter problems, once again
personally writing and solving each one.

e Updated tables and figures to reflect current data.
¢ Updates made throughout the text to reflect the Tax Cuts and Jobs Act of 2017.
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Emphasis on Valuation

While the global financial crisis was not a formative experience for many of today’s stu-
dents, financial topics ranging from speculative start-up valuations to sovereign debt crises
continue to dominate the news. As a result, today’s undergraduate students arrive in the
classroom with an interest in finance. We strive to use that natural interest and motivation
to overcome their fear of the subject and communicate time-tested core principles. Again,
we take what has worked in the classroom and apply it to the text: By providing examples
involving familiar companies such as Starbucks and Apple, making consistent use of real-
world data, and demonstrating personal finance applications of core concepts, we strive to
keep both non-finance and finance majors engaged.

By learning to apply the Valuation Principle, students develop the skills to make the
types of comparisons—among loan options, investments, projects, and so on—that turn
them into knowledgeable, confident financial consumers and managers. When students
see how to apply finance to their personal lives and future careers, they grasp that finance
is more than abstract, mathematically based concepts.

Table of Contents Overview

Fundamentals of Corporate Finance offers coverage of the major topical areas for
introductory-level undergraduate courses. Our focus is on financial decision making
related to the corporation’s choice of which investments to make or how to raise the
capital required to fund an investment. We designed the book with the need for flex-
ibility and with consideration of time pressures throughout the semester in mind.

Part 1 Introduction
Ch. 1: Corporate Finance and the Financial Manager  Introduces the corporation and its governance; updated to include
comparison of traditional trading venues, new electronic exchanges,
and how the market for trading stocks is changing
Ch. 2: Introduction to Financial Statement Analysis Introduces key financial statements; Coverage of financial ratios has
been centralized to prepare students to analyze financial statements
holistically
Part 2 Interest Rates and Valuing Cash Flows
Ch. 3: Time Value of Money: An Introduction Introduces the Valuation Principle and time value of money
techniques for single-period investments
Ch. 4: Time Value of Money: Valuing Cash Flow Introduces the mechanics of discounting; Includes examples with
Streams non-annual interest rates that provide time value of money

applications in a personal loan context

Ch. 5: Interest Rates Presents how interest rates are quoted and compounding for all

frequencies; Discusses key determinants of interest rates and
their relation to the cost of capital; New discussion of negative

interest rates

Ch. 6: Bonds Analyzes bond prices and yields; Discusses credit risk and the effect
of the financial crisis on credit spreads

Ch. 7: Stock Valuation Introduces stocks and presents the dividend discount model as an

application of the time value of money
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Part 3 Valuation and the Firm
Ch. 8: Investment Decision Rules Introduces the NPV rule as the “golden rule” against which we
evaluate other investment decision rules
Ch. 9: Fundamentals of Capital Budgeting Provides a clear focus on the distinction between earnings and free
cash flow, and shows how to build a financial model to assess the
NPV of an investment decision; Using Excel boxes demonstrate
best-practices and sensitivity analysis
Ch. 10: Stock Valuation: A Second Look Builds on capital budgeting material by valuing the ownership claim
to the firm’s free cash flows and discusses market efficiency and
behavioral finance
Part 4 Risk and Return
Ch. 11: Risk and Return in Capital Markets Establishes the intuition for understanding risk and return; Explains
the distinction between diversifiable and systematic risk; New
Global Financial Crisis box “Diversification Benefits During Market
Crashes”
Ch. 12: Systematic Risk and the Equity Risk Premium Develops portfolio risk, the CAPM, beta and the Security Market Line
Ch. 13: The Cost of Capital Calculates and uses the firm’s overall costs of capital with the WACC
method; New Common Mistake box “Using a Single Cost of Capital
in Multi-Divisional Firms
Part 5 Long-Term Financing
Ch. 14: Raising Equity Capital Chapter-long example of Facebook from founding to SEO; Overview
of the stages of equity financing, from venture capital to IPO to
seasoned equity offerings; Discussion of crowdfunding and direct
listings
Ch. 15: Debt Financing Overview of debt financing, including covenants, convertible bonds
and call provisions; Other types of debt; Boxes on “Detroit’s Art
Museum at Risk” and “CDOs, Subprime Mortgages, and the
Financial Crisis”
Part 6 Capital Structure and Payout Policy
Ch. 16: Capital Structure Analyzes the tax benefits of leverage, including the debt tax shield;
Discusses distress costs and the Tradeoff Theory
Ch. 17: Payout Policy Considers alternative payout policies including dividends and share
repurchases; Analyzes the role of market imperfections in determin-
ing the firm’s payout policy
Part 7 Financial Planning and Forecasting
Ch. 18: Financial Modeling and Pro Forma Analysis ~ Demonstrates careful pro forma modeling of an expansion plan
Ch. 19: Working Capital Management Introduces the Cash Conversion Cycle and methods for managing
working capital
Ch. 20: Short-Term Financial Planning Develops methods for forecasting and managing short-term cash
needs
Part 8 Special Topics

Ch. 21: Option Applications and Corporate Finance

Introduces the concept of financial options, how they are used and
exercised

Ch. 22: Mergers and Acquisitions

Considers motives and methods for mergers and acquisitions,
including leveraged buyouts

Ch. 23: International Corporate Finance

Analyzes the valuation of projects with foreign currency cash flows
with integrated or segregated capital markets
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Introduction

Valuation Principle Connection. What is corporate finance? No matter
what your role in a corporation, an understanding of why and how financial decisions are
made is essential. Even the best and most innovative business ideas require an invest-
ment of resources. The tools of finance allow you to assess whether that investment is
worthwhile, how it might be improved, and how it might be funded. And while the main
focus of this book is how to make optimal corporate financial decisions, along the way
you will learn skills that will guide you in your own personal financial decisions as well.
In Part 1, we lay the foundation for our study of corporate finance. In Chapter 1,
we begin by introducing the corporation and related business forms. We then exam-
ine the role of financial managers and outside investors in decision making for the
firm. To make optimal decisions, a decision maker needs information. As a result, in
Chapter 2, we review and analyze an important source of information for corporate
decision making—the firm’s accounting statements. These chapters will introduce
us to the role and objective of the financial manager and some of the information the
financial manager uses in applying the Valuation Principle to make optimal decisions.

Then, in Part 2, we will introduce and begin applying the Valuation Principle.

Chapter 1
Corporate Finance
and the Financial Manager

Chapter 2
Introduction to Financial
Statement Analysis
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