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Bridging Theory and Practice

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.

EXAMPLE 12.] Rl
‘Suppose Sony Corporaton has dobt with a market vaup of $12 billon outstanding, and com-

Calcualing the mon stock with a market value of $49 bilon and a book value of $30 bilion. Which weights
Weignts n the WACC  shouid Sony use in calcutating its WACC?
Satytion
» Pan
Equation 122 1l us that the weights are the fractions of Sony financed with debt and
financed with equity. Furthermore, these woights should be based on market values because
the cost of capttal is based on investors' current assessment of the value of the irm, not their

of equty.

) Execute

‘Given its $12 bilion in debt and $49 billon in equity, the total value of the fim is $51 biion

The weights are
$12bilion _ $49bilion _
SBibiion = 1O7RIrce and Sl < 80.3% orequty

» Evaluate

When calcutating fs overall cost of capial, Sony wil use  weighted of te cast of s

debt capital and the cost of its equity capital, giving a weight of 19.7% to ts cost of debt and

a welght o 80.3% to ts cost of equiy.

EXAMPLEL.12 [l

Let's retum o your savings for 2 down payment on 2 house. imagine thal some time has
Personal Finance  passed and you have $10,050 saved aiready, and you can now afford to save $5000 per year
Sotving for the at the end of sach year. Also, interest rates have increased 5o that you now eam 7.25% per

Nurmber of Periods ‘year on your savings. How long will It take you to get to your goal of $60,0007
In a Savings Plan

Solution
» Pan
The timefine for Sus problem is-
] 1 2 N
510,050 ~$5000 ~$5000 -$5000 .

+860.000
We need 1o find N 5o tha the future value of your curent savings plus the future value of your
planned addiional savings (which is an annuity) equals your desired amount There are two

est, and the annutty contributions of $5,000 per year that will eam interest as they are con-
tributed. Thus, we need to find the future value of the lump sum plus the future value of the

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.

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

Common Mistake boxes alert students to frequently made
mistakes stemming from misunderstanding core concepts and
calculations, as well as those made in the field.

o J—

The pempetuty formuia assumes that the first payment
occurs at e end of the frst peniod (at date 1)
Sometimes perpetudes have Cash flows tat start later

&

cash flows are periodic.From the perspective of data |
fhus 553 perpefuty, and we can apply the formuta. From
the preceding caiculation, we know we need $375.000
on date 1 1o have enough 1o strt the parbes on date 2.
We rewite the tmeiine as follows:

e future In ths case, we can adapt e perpetuy
formuia to compute the present value, but we need 1o 6o
50 caretully to avoid a common mistake.

To lustrate. consider the graduation party descried 0 1 2 3
In Exampie 4 6. Rather than starting immediately, sup- ——
pose that the first party will be held two years from 1530000 50000
today How would T Geiay change e amaunt of the
donaton requred?

$375.000 -

Our gual can now e restated more SmpY. How

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

USING EXCEL

Here we discuss how to use Microsoft ® Excel to solve for NPV and IRR. We also identify some
pitfalls to avoid when using Excel.
Computing NPV

and IRR NPV Function: Leaving Out Date 0

Excel's NPV function has the format, NPV (rate, value1, value2, . . . ) where “rate” is the inter-
est rate per period used to discount the cash flows, and “value1”, “value2", etc., are the cash
fiows (or ranges of cash flows). The NPV function computes the present value of the cash flows
assuming the first cash flow occurs at date 1. Therefore, if a project’s first cash flow occurs at
date 0, we cannot use the NPV function by itself to compute the NPV. We can use the NPV func-
tion to compute the present value of the cash flows from date 1 onwards, and then we must
add the date 0 cash flow to that result to calculate the NPV. The screenshot below shows the
ditference. The first NPV calculation (outlined in blue) is correct: we used the NPV function for
all of the cash flows occurring at time 1 and later and then added on the first cash flow occur-
ring at time 0 since it is already in present value. The second (outiined in green) is incorrect:
we used the NPV function for all of the cash flows, but the function assumed that the first cash
flow occurs in period 1 instead of immediately.




INTERVIEW WITH

Priscilla Srbu, Quakomn's $trategic Fnence Grovp

As & staff financial analyst in Qualcomm's Strategic Finance group, Priscila Srbu is responsble for

‘She received her MBA from Comel Universty in 2007 and her BS from New York Universty in 2000.

Qualcomm,

i1ses the weighted average cost of captal (WACC) as one of several fool 10 value an investment
When Pricilla analyzes a new lne of business of an acquisition candidate, she uses the WACC as

Applications That Reflect Real Practice

Fundamentals of Corporate Finance features actual companies and
practitioners in the field.

— D Chapter-Opening Interviews with recent college graduates now
working in the field of finance underscore the relevance of these
concepts to students who are encountering them for the first time.

2007
“Whenever you
a85085 4 projoct. for investors,” “Haisn
whether it's a retum on invested capital and plays a key role in determining economic value added. For example,
marketing campaign,  assume thal ot 25 percent 15 percent Every
an operations st t
niliative, or anew  the WAGC, hawave, I destroying economic value, Indicating that the company should invest in
market segment, other pojects.”
ol Gonnors ws Sonor Ve Pres: A4t Gonniory you increase the dvidend, imestos
ident and Chief Financial Officer of expect future Increases as well. Some
Microsoft. He ratied in 2005 and is ‘companies establish explicit criteria for
now a partner at Igniton Partners, a idend increases. In my experience
Seattie venture capital firm. as a CFO, the analytc

wswe: Microsoft was In @ unique
postion. The company had nover paid

comparables.
‘What are the dividend payouts and div-
idend yields of the market In general
and of your peer group, and where are
we relative fo them? We talk to signifi-

a dividend and was facing shareholder
pressure to do something with its $60 billion cash buildup.

disirbution strategy:
1. Can the company sustain payment of a cash dvidend in
perptuity and increase the dividand over time? Microsolt
was confident  could meet thal commitment and reise the
dividond n the future

2. Is  cash dividend a bettr retum (o stockholders than a

long-term
A special dividend Is @ very efficient form of cash dstr-
bution thl general involves a nonvecurring situation, such
25 the sale of a business division of  cash award from a
legal siuation. Als, companies without 2 comprehersive
distriuton stategy use specal dividends 1o reduce large
cash accumulations. For Microsof, the 2004 special divi-
dend and announcement of the stock dvidend and stock
buyback program resolved the issue of wht to do with al
the cash and clarified our directon going forward

— D Practitioner Interviews from notable professionals are featured in
many chapters.

Bond Ratings and the 2007-2008 Subprime Crisis }——~

Over the last 30 years, bond ratings have taken on an
Increasingly important role as & means 1o measure and
regulate financial risk—even 1o the extent that the
amount of money banks are required to hold I reserve
Is based partially on the ratings of the bonds they invest
. How do credit rating companies such as Moody's,
Standard & Poor's, and Fitch make their profits? That is,
who pays them to issue ratings?

Since the 1970s, it s the bond ssuer that pays for the
ating. A comoration will seek o have fs bonds raled in
order to certty therr qualty and make the bonds more
attractive o investors, and 50 will pay and cooperate with
the rating agencies. AL the same time, for the ratings to
be valuabl, the credil rating companies must maintain
ther reputation forimpartialty,As  fesult, they will zssign
atair credil rating, despite the fact thatthe frms who gy
them would prefer to receive the highest rating possibl.

However, during the housing boom thal ended in
2007, the cresit rating companies came under intense
pressure to Issue AMA (the highest) ratings to special
iinds of bonds backed by home morlgage payments.
Issuers naturally wanted high atings to be able to sell
the bonds for igh prices. But it seems that many buyers
of the bonds also wanted them to receive high ratings.
Specifically,many banks wanled o hold these securites,
and a AAA-rating would limit the amount of capital the
Banks would be required o hold to protect against risk

In the end, many of these mortgage-backed securities
did receive AA rafings, even those that were backed by
h riskiest home oans, known as subprme

The decline in the LS. housing market that began in
2007 quickly made It apparent that these ratings were
suspect. As homeowners began defaulting on mortgage
payments In record numbers, these bonds defaulted as
well Thus, they were not nearly as safe as teir ABA rat-
Ings indicated.

Worse stil, the problems with these bonds created a
vitlous cycle thal impacted the entite economy. As the
credit rating companies reduced the ratings on the
bonds, banks found themselves with losses on their
bond portolios (the prices of the bonds dropped as their
ratings dropped and thei yilds Increased). As more and
more holgers of these bonds moved to el them, the
prices dropped further. These losses reduced banks'
capital, while al the same time the fower ratings of the
bonds meants that banks were required to hold more
capital. This shortage of capital caused many banks to
greatly curtal the amount of funds they made avalzble
for lending. The end resul was a weakened financial
system and a severe lack of credit availabilty, often
referted o as a “credit crunch.” The crisis made it diffi-
cultfor many companies to borrow or issue new debt at
reasonable rates, which in some cases caused firms to
Torgo or delay new investment

— D General Interest boxes highlight timely material from financial
publications that shed light on business problems and real-company
practices.




Teaching Students to Think finance

With consistency in presentation and an innovative set of learning aids, Fundamentals of Corporate
Finance simultaneously meets the needs of both finance majors and non-finance business majors.
This textbook truly shows every student how to “think finance.”

N0tation 0w Fractonol e fmfnanceawdebt 1, Required retum fcost o capdal for
debt

Simplified Presentation of Mathematics

D Ot o e o I ostof g of Because one of the hardest parts of learning finance is mastering the

levered equty

-~ .. .. Ll jargon, math, and non-standardized notation, Fundamentals of Corporate
FEFilotementa foe MDA i et et of cptal o Finance systematically uses:
[] Expected growth rate for divdends unievered equity
7% Fraction of the firm financed with rax  Weighted average cost of capital
preferred stock i e " . . .
P — | e ™ +— D Notation Boxes. Each chapter begins with a Notation box that

Pe Price of prefered stock

defines the variables and the acronyms used in the chapter and
serves as a ‘legend’ for students’ reference.

i Bl atedaroe b Nlumb.ered aqd Labelt'ad' Equations. The first time a full e_quation is
given in notation form it is numbered. Key equations are titled and

SPeHiffing uECHAL Paces revisited in the summary and in end papers.

Make sure you have plenty of decimal places displayed!

HP" — - D Financial Calculator instructions, including a box in Chapter 4 on
1 B Plas Professionat solving for future and present values, and appendices to Chapters 4,
O @ O oo 6, and 14 with keystrokes for HP-10BIl and Tl BAIl Plus Professional,

highlight this problem-solving tool.

&ty (ADLE Year 0 1 2 3 4
( - AE m B eenii s Foaei o e Spreadsheet Tables. Select tables are
xpecte ree les — X X X X % i
Fiow fram Alcoa's Bl G s Zilieg Soetlstes a5 available on the textbook Web site as Excel
Mining Project §  Gross Profit — 3500 3500 3500 3500 . . .
811 Operatin Expenses 657 900 900 300 900 files, enabling students to change inputs and
1 . Depreciation — -6.00 -6.00 -6.00 -6.00 . . .
8 eerm 667 2000 2000 2000 2000 manipulate the underlying calculations.
9 Income Tax at 35% 233 7.00 700 700 700 |
10 Unlevered Net Income -443 1300 1300 13.00 13.00
11 Incremental Free Cash Flow (S million) )
12 Plus: Depreciation 6.00 600 600 600
13 Less: Capital Expenditures -24.00 - - - -
14 Less: Increases in NWC — — = 7‘
15 Free Cash Flow -28.34  19.00 19.00 19.00 19.00

Practice Finance to Learn Finance

Working problems is the proven way to cement and demonstrate an understanding of finance.

D Concept Check questions at the end of each section enable students to test their
understanding and target areas in which they need further review.

D End-of-chapter problems written personally by Jonathan Berk, Peter DeMarzo, and
Jarrad Harford offer instructors the opportunity to assign first-rate materials to students for
homework and practice with the confidence that the problems aie consistent with the
chapter content. Both the problems and solutions, which were also written by the authors,
have been class-tested and accuracy checked to ensure quality.



Here is what you should know after reading this chapter.
‘M&Eingncal.ab”wil! help you identify what you know, and where
. to go when you need to practice.

Online Practice

Key Points and Equations Terms Opportunities
7.1 Using the NPV Rule
B Ifyour objective is to maximize wealth, the NPV NPV profile, p. 207 MyFinanceLab
rule always gives the correct answer. Study Plan 7.1

P The difference between the cost of capital and
the IRR is the maximum amount of estimation
error that can exist in the cost of capital esti-

mate without altering the original decision.

7.2 Alternative Decision Rules

B Payback investment rule: Calculate the amount
of time it takes to pay back the initial investment
(the payback period). If the payback period is less
than a prespecified length of time, accept the
project. Otherwise, turn it down.

IRR investment rule: Take any investment oppor-
tunity whose IRR exceeds the opportunity cost of
capital. Turn down any opportunity whose IRR is
less than the opportunity cost of capital.

The IRR rule may give the wrong answer if the
cash flows have an upfront payment (negative
investment). When there are multiple IRRs or the

internal rate of return
(IRR) investment rule,
p.210

modified internal rate of
return (MIRR), p. 215

payback investment
rule, p. 209

payback period, p. 209

Using Excel: Making
an NPV Profile

MyFinanceLab
Study Plan 7.2

Interactive IRR
Analysis

@ Data Case

You have just been hired by Dell Computers in its capital budgeting division. Your first
assignment is to determine the net cash flows and NPV of a proposed new type of
portable computer system similar in size to a Blackberry handheld, but which has the
operating power of a high-end desktop system.

Development of the new system will initially require an investment equal to 10% of
net property, plant, and equipment (PPE) for the fiscal year ended Feb. 1, 2008. The proj-
ect will then require an additional investment equal to 10% of the initial investment after
the first year of the project, a 5% of initial investment after the second year, and 1% of
initial investment after the third, fourth, and fifth years. The product is expected to have
a life of five years. First-year revenues for the new product are expected to be 3% of total
revenue for Dell's fiscal year ended Feb. 1, 2008. The new product’s revenues are expected
to grow at 15% for the second year, then 10% for the third, and 5% annually for the final
two years of the expected life of the project. Your job is to determine the rest of the cash
flows associated with this project. Your boss has indicated that the operating costs and net
working capital requirements are similar to the rest of the company's products and that
depreciation is straight-line for capital budgeting purposes. Welcome to the “real world.”
Since your boss hasn't been much help, here are some tips to guide your analysis:

1. Obtain Dell’s financial statements. (If you “really” worked for Dell you would
already have this data, but at least here you won't get fired if your analysis is off
target.) Download the annual income statements, balance sheets, and cash flow
statements for the last four fiscal years from MarketWatch (ww arketwatch
com). Enter Dell's ticker symbol (DELL) and then go to “Financials.” Export the
statements to Excel by right-clicking while the cursor is inside each statement.

N

You are now ready to determine the free cash flow. Compute the free cash flow
for each year using Eq. 8.6 from this chapter:

End-of-Chapter Materials
Reinforce Learning

Testing understanding of central concepts is
crucial to learning finance.

—B MyFinanceLab 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.

— b 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.

b 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.



Because practice with homework problems is crucial to learning finance, Fundamentals of
Corporate Finance is available with MyFinanceLab, a fully integrated homework and tutorial system.

MyFinanceLab revolutionizes homework and practice with a unique hint and partial credit
system written and developed by Jonathan Berk, Peter DeMarzo, and Jarrad Harford.

Online Assessment Using End-of-Chapter Problems

The seamless integration among the textbook, assessment materials, and online resources sets a

new standard in undergraduate corporate finance education.

KNipaupuduuaad, i

7. myfinancelah

44) Wt 1 8 presect vabe of 112,000 recesmd

(€) 6 yean from today when the aserest rae u 5%
(8) 12 yeu fro today when the mterest rae s 10%

Preseat vaoe = §  (roces 12 the earest doder)

The cash o ek fo part | wonkd b as feows

0 ' i 3 [

1000

Freses v = 7] (o 10 e s dr)

[0 anamsux s

Points Poss)
Do you want to see the cash flow 20
timeline for part 17

Paints Remaining 80

¢ Restart with new numbers for a maximum

Do you want to see the present value
formula in the book? (30 pomnts)

of 50 points

Show solution to pant () (100 pomts)

Additional Resources in MyFinanceLab

D Video clips profile firms through interviews and analysis. The videos focus on core topical
areas such as capital budgeting and feature well-known companies.

» End-of-chapter problems
appear online. The values in
the problems are
algorithmically generated,
giving students many
opportunities for practice and
mastery. Problems can be
assigned by professors and
completed online by students.

D Helpful tutorial tools, along with
the same pedagogical aids
from the text, support students
as they study. Links to the
eText direct students right to
the material they most need to
review.

Revolutionary Hint and
Partial Credit System

MyFinanceLab provides ‘hints’ that
coach students through difficult
problems. Rather than scoring an
entire problem right or wrong, the
partial credit system rewards
students for their efforts.

D Interactive animations, which enable students to manipulate inputs, cover topics such as
bonds, stock valuation, NPV, IRR, financial statement modeling, and others.

D Live news and video feeds from The Financial Times and ABC News provide real-time news

updates.



Hands-on Practice, Hands-off Grading,

Hands-on, Targeted Practice

oy tan —wo|  Students can take pre-loaded Sample Tests
o ' for each chapter, and their test results will
generate an individualized Study Plan. With
the Study Plan, students learn to focus their
energies on the topics they need to be
successful in class, on exams, and,
ultimately, in their future careers.

Powerful instructor Tools

MyFinanceLab provides flexible tools that enable instructors to easily customize the online course
materials to suit their needs.

b Easy-to-Use Homework Manager. Instructors can easily create and assign tests, quizzes, or
graded homework assignments. In addition to pre-loaded MyFinanceLab questions, the Test
Bank is also available so that instructors have ample material with which to create
assignments.

D Flexible Gradebook. MyFinanceLab saves time by automatically grading students’ work and
tracking results in an online Gradebook.

D Downloadable Classroom Resources. Instructors also have access to online versions of
each instructor supplement, including the Instructor’s Manual, PowerPoint Lecture Notes, and
Test Bank.

T, myfinancelah

Berk Test Course 1] ] » GRADEBOOK > OVERVIEW 61 STUDENT
My Courses Gradebook
3 Export Dataw | | Manage Incompletes  E3{Change waight Edit Poster
» Student
" Course Home A Assignments | Overview by Student | Sway Plan | Performance by Chapter
. 1 1 1 nos by €
Quizzes & Tests

| Duerall Homizmork Study Plan
T Study Plan Score Average (correct/warked)
A i, weioht 5 3t
3 Homenon — P
E)
H Resuts
Z
] Cajenaar
T

' Instructor

Course Manager
Homework Manager
Quez & Test Manager

Grageboon

Announcament Manager

To learn more about MyFinanceLab, contact your local
Pearson representative or go online to www.myfinancelab.com



%2

%3

FlIRE Fit

NRAENEUFEE
2] Bir

L1 At a2 B
L2 ki reEHL A
1.3 W5am

1.4 W% SRR PRI HAL
L5 S
AFINGG

%
MERERAFHNER
%) Hbw

2.1 WEEEMEE
2.2 BEffik

2.3 BEERGERS
2.4 FliEE

2.5 FlEERSH

2.6 HeHEx

2.7 HAtW%iRERFEE
2.8 LFEHHIMEIRE
A EFINGG

58

%)

GE ]

F2R NEREUERMEE

fEEFEE: HEMSREHER
¥ Btw

3.1 e R

3.2 AR T

3.3 fh{EJE

3.4 SR EHHE S H

3.5 mpB{ERREN

3.6 —#rER

AN

R2)

62
62

65
67
69
73
71
81
82



%4

#S

%6

%8
FPES KT ENME
ENEED

4.1 HEZ

4.2 AR SE ARG E
4.3 RIIBERAHE
4.4 RIIBERAEIE
4.5 KEEES . FE8 USRI NS R
4.6 RAERRBUESAAE VLMY HA AR B
AT NG

828

%3

BHEZE B

Bi® RS E R
FlZE

< BREL

5.1 FUSIRM R R A %
5.2 RF: PR
5.3 FIRMRERE

5.4 WARNARA

A TN

=Bl

428

&%

%3] Hbx

6.1 fiiZEARiE

6.2 FTHRE[F

6.3 BEfHF

6.4 fiiFris At AT
6.5 AR

A EE /NG

E3)8

%3]

biGiE 3]

W% ioss th A — e

52 RIS a R

83

86

86

88

90

97
100
101
110
119
121
121
127
129
132
132
134
140
143
152
154
156
157
161
161
163
165
168
173
182
188
190
190
193
195
200



