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Preface

This book is about corporate finance. It focuses on how companies invest in real assets,
how they raise the money to pay for these investments, and how those assets ultimately
affect the value of the firm. It also provides a broad introduction to the financial land-
scape, discussing, for example, the major players in financial markets, the role of
financial institutions in the economy, and how securities are traded and valued by
investors. The book offers a framework for systematically thinking about most of the
important financial problems that both firms and individuals are likely to confront.

Financial management is important, interesting, and challenging. It is important
because today’s capital investment decisions may determine the businesses that the
firm is in 10, 20, or more years ahead. Also, a firm’s success or failure depends in large
part on its ability to find the capital that it needs.

Finance is interesting for several reasons. Financial decisions often involve huge
sums of money. Large investment projects or acquisitions may involve billions of
dollars. Also, the financial community is international and fast-moving, with colorful
heroes and a sprinkling of unpleasant villains.

Finance is challenging. Financial decisions are rarely cut and dried, and the finan-
cial markets in which companies operate are changing rapidly. Good managers can
cope with routine problems, but only the best managers can respond to change. To
handle new problems, you need more than rules of thumb; you need to understand
why companies and financial markets behave as they do and when common practice
may not be best practice. Once you have a consistent framework for making financial
decisions, complex problems become more manageable.

This book provides that framework. It is not an encyclopedia of finance. It focuses
instead on setting out the basic principles of financial management and applying them
to the main decisions faced by the financial manager. It explains why the firm’s own-
ers would like the manager to increase firm value and shows how managers choose
between investments that may pay off at different points of time or have different
degrees of risk. It also describes the main features of financial markets and discusses
why companies may prefer a particular source of finance.

We organize the book around the key concepts of modern finance. These concepts,
properly explained, simplify the subject. They are also practical. The tools of financial
management are easier to grasp and use effectively when presented in a consistent
conceptual framework. This text provides that framework.

Modern financial management is not “rocket science.” It is a set of ideas that can be
made clear by words, graphs, and numerical examples. The ideas provide the “why” behind
the tools that good financial managers use to make investment and financing decisions.

We wrote this book to make financial management clear, useful, interesting, and
fun for the beginning student. We set out to show that modern finance and good
financial practice go together, even for the financial novice.

Fundamentals and Principles of Corporate Finance

This book is derived in part from its sister text Principles of Corporate Finance. The
spirit of the two books is similar. Both apply modern finance to give students a work-
ing ability to make financial decisions. However, there are also substantial differences
between the two books.

First, we provide much more detailed discussion of the principles and mechanics of
the time value of money. This material underlies almost all of this text, and we spend
a lengthy chapter providing extensive practice with this key concept.

vii
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Second, we use numerical examples in this text to a greater degree than in Principles.
Each chapter presents several detailed numerical examples to help the reader become
familiar and comfortable with the material.

Third, we have streamlined the treatment of most topics. Whereas Principles has
34 chapters, Fundamentals has only 25. The relative brevity of Fundamentals neces-
sitates a broader-brush coverage of some topics, but we feel that this is an advantage
for a beginning audience.

Fourth, we assume little in the way of background knowledge. While most users
will have had an introductory accounting course, we review the concepts of account-
ing that are important to the financial manager in Chapter 3.

Principles is known for its relaxed and informal writing style, and we continue this
tradition in Fundamentals. In addition, we use as little mathematical notation as
possible. Even when we present an equation, we usually write it in words rather than
symbols. This approach has two advantages. It is less intimidating, and it focuses
attention on the underlying concept rather than the formula.

Organizational Design
Fundamentals is organized in eight parts.

Part 1 (Infroduction) provides essential background material. In the first chapter
we discuss how businesses are organized, the role of the financial manager, and the
financial markets in which the manager operates. We explain how shareholders want
managers to take actions that increase the value of their investment, and we introduce
the concept of the opportunity cost of capital and the trade-off that the firm needs to
make when assessing investment proposals. We also describe some of the mechanisms
that help to align the interests of managers and shareholders. Of course, the task of
increasing shareholder value does not justify corrupt and unscrupulous behavior. We
therefore discuss some of the ethical issues that confront managers.

Chapter 2 surveys and sets out the functions of financial markets and institutions.
This chapter also reviews the crisis of 2007-2009. The events of those years illustrate
clearly why and how financial markets and institutions matter.

A large corporation is a team effort, and so the firm produces financial statements to
help the players monitor its progress. Chapter 3 provides a brief overview of these finan-
cial statements and introduces two key distinctions—between market and book values
and between cash flows and profits. This chapter also discusses some of the shortcom-
ings in accounting practice. The chapter concludes with a summary of federal taxes.

Chapter 4 provides an overview of financial statement analysis. In contrast to most
introductions to this topic, our discussion is motivated by considerations of valuation

and the insight that financial ratios can provide about how management has added to
the firm’s value.

Part 2 (Value) is concerned with valuation. In Chapter 5 we introduce the concept
of the time value of money, and, since most readers will be more familiar with their
own financial affairs than with the big leagues of finance, we motivate our discussion
by looking first at some personal financial decisions. We show how to value long-lived
streams of cash flows and work through the valuation of perpetuities and annuities.
Chapter 5 also contains a short concluding section on inflation and the distinction
between real and nominal returns.

Chapters 6 and 7 introduce the basic features of bonds and stocks and give students
a chance to apply the ideas of Chapter 5 to the valuation of these securities. We show
how to find the value of a bond given its yield, and we show how prices of bonds fluc-
tuate as interest rates change. We look at what determines stock prices and how stock
valuation formulas can be used to infer the return that investors expect. Finally, we see
how investment opportunities are reflected in the stock price and why analysts focus
on the price-earnings multiple. Chapter 7 also introduces the concept of market effi-
ciency. This concept is crucial to interpreting a stock’s valuation; it also provides a
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framework for the later treatment of the issues that arise when firms issue securities or
make decisions concerning dividends or capital structure.

The remaining chapters of Part 2 are concerned with the company’s investment deci-
sion. In Chapter 8 we introduce the concept of net present value and show how to cal-
culate the NPV of a simple investment project. We then consider more complex
investment proposals, including choices between alternative projects, machine replace-
ment decisions, and decisions of when to invest. We also look at other measures of an
investment’s attractiveness—its internal rate of return, payback period, and profitability
index. We show how the profitability index can be used to choose between investment
projects when capital is scarce. The appendix to Chapter 8 shows how to sidestep some
of the pitfalls of the IRR rule.

The first step in any NPV calculation is to decide what to discount. Therefore, in
Chapter 9 we work through a realistic example of a capital budgeting analysis, show-
ing how the manager needs to recognize the investment in working capital and how
taxes and depreciation affect cash flows.

We start Chapter 10 by looking at how companies organize the investment process
and ensure everyone works toward a common goal. We then go on to look at various
techniques to help managers identify the key assumptions in their estimates, such as
sensitivity analysis, scenario analysis, and break-even analysis. We explain the distinc-
tion between accounting break-even and NPV break-even. We conclude the chapter by
describing how managers try to build future flexibility into projects so that they can
capitalize on good luck and mitigate the consequences of bad luck.

Part 3 (Risk) is concerned with the cost of capital. Chapter 11 starts with a historical
survey of returns on bonds and stocks and goes on to distinguish between the specific risk
and market risk of individual stocks. Chapter 12 shows how to measure market risk and
discusses the relationship between risk and expected return. Chapter 13 introduces the
weighted-average cost of capital and provides a practical illustration of how to estimate it.

Part 4 (Financing) begins our discussion of the financing decision. Chapter 14
provides an overview of the securities that firms issue and their relative importance as
sources of finance. In Chapter 15 we look at how firms issue securities, and we follow
a firm from its first need for venture capital, through its initial public offering, to its
continuing need to raise debt or equity.

Part 5 (Debt and Payout Policy) focuses on the two classic long-term financing
decisions. In Chapter 16 we ask how much the firm should borrow and we summarize
bankruptcy procedures that occur when firms can’t pay their debts. In Chapter 17 we
study how firms should set dividend and payout policy. In each case we start with
Modigliani and Miller’s (MM’s) observation that in well-functioning markets the deci-
sion should not matter, but we use this observation to help the reader understand why
financial managers in practice do pay attention to these decisions.

Part 6 (Financial Analysis and Planning) starts with long-term financial plan-
ning in Chapter 18, where we look at how the financial manager considers the combined
effects of investment and financing decisions on the firm as a whole. We also show how
measures of internal and sustainable growth help managers check that the firm’s planned
growth is consistent with its financing plans. Chapter 19 is an introduction to short-term
financial planning. It shows how managers ensure that the firm will have enough cash to
pay its bills over the coming year, and describes the principal sources of short-term bor-
rowing. Chapter 20 addresses working capital management. It describes the basic steps
of credit management, the principles of inventory management, and how firms handle
payments efficiently and put cash to work as quickly as possible.

Part 7 (Special Topics) covers several important but somewhat more advanced
topics—mergers (Chapter 21), international financial management (Chapter 22), options
(Chapter 23), and risk management (Chapter 24). Some of these topics are touched on in
earlier chapters. For example, we introduce the idea of options in Chapter 10, when we



X Preface

show how companies build flexibility into capital projects. However, Chapter 23 gener-
alizes this material, explains at an elementary level how options are valued, and provides
some examples of why the financial manager needs to be concerned about options. Inter-
national finance is also not confined to Chapter 22. As one might expect from a book that
is written by an international group of authors, examples from different countries and
financial systems are scattered throughout the book. However, Chapter 22 tackles the
specific problems that arise when a corporation is confronted by different currencies.

Part 8 (Conclusion) contains a concluding chapter (Chapter 25), in which we
review the most important ideas covered in the text. We also introduce some interest-
ing questions that either were unanswered in the text or are still puzzles to the finance
profession. Thus the last chapter is an introduction to future finance courses as well as
a conclusion to this one.

Routes through the Book

There are about as many effective ways to organize a course in corporate finance as
there are teachers. For this reason, we have ensured that the text is modular, so that
topics can be introduced in different sequences.

We like to discuss the principles of valuation before plunging into financial planning.
Nevertheless, we recognize that many instructors will prefer to move directly from Chap-
ter 4 (Measuring Corporate Performance) to Chapter 18 (Long-Term Financial Planning)
in order to provide a gentler transition from the typical prerequisite accounting course.
‘We have made sure that Part 6 (Financial Analysis and Planning) can easily follow Part 1.

Similarly, we like to discuss working capital after the student is familiar with the basic
principles of valuation and financing, but we recognize that here also many instructors
prefer to reverse our order. There should be no difficulty in taking Chapter 20 out of order.

When we discuss project valuation in Part 2, we stress that the opportunity cost of
capital depends on project risk. But we do not discuss how to measure risk or how
return and risk are linked until Part 3. This ordering can easily be modified. For exam-
ple, the chapters on risk and return can be introduced before, after, or midway through
the material on project valuation.

Changes in the Seventh Edition

Users of previous editions of this book will not find dramatic changes in either the
material or the ordering of topics. But throughout we have tried to make the book more
up to date and easier to read. Here are some of the ways that we have done this.

Improving the Flow A major part of our effort in revising this text was spent on
improving the flow. Sometimes this has meant a word change here or a redrawn diagram
there, but in several instances we have made more substantial changes. For example, we
now introduce the concept of the investment trade-off and the cost of capital in Chapter 1.
We think it fits more naturally there. Look also at the start of Chapter 4 (Measuring Corpo-
rate Performance). We emphasize here that financial ratios serve to show how much value
management has added and what the sources of that value are. Figure 4.1 signposts the
questions that managers need to ask and some of the financial ratios that help to answer
them. We think that this introduction serves to prevent the chapter from becoming a tedious
list of ratios. Similarly, in Chapter 8, we have reworked the discussion of the internal rate
of return and its pitfalls and believe that the discussion of IRR now flows more easily.

Updating Of course, in each new edition we try to ensure that any statistics are as
up to date as possible. For example, since the previous edition we have available an
extra 3 years of data on security returns. These show up in the figures in Chapter 11 of
the long-run returns on stocks, bonds, and bills. Measures of EVA, data on security
ownership, bond yields, and dividend and repurchase payouts are just a few of the
other cases where data have been brought up to date.
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Recent Events Not surprisingly, there are plenty of references in this edition to the
crisis of 2007—2009 and its impact on financial managers. But there are also many less
dramatic examples of recent changes in the financial landscape. For example, as you
might expect, in our discussion of ethical issues, Bernard Madoff steps briefly on
stage. Another example is Chapter 3 (Accounting and Finance), where you will find a
discussion of SOX, of mark-to-market accounting, and of recent developments in
international accounting standards.

Concepts Agency theory and behavioral finance are not new ideas, but the dot-com
boom and bust and the financial crisis have focused increased attention on them. That
is reflected in several places throughout the book. The material on efficient markets in
Chapter 7 now includes a section on price bubbles as well as a discussion of behavioral
biases. Other topics that have received increasing emphasis include company valua-
tion, real options, and stock repurchases.

New lllusirative Boxes The text contains a number of boxes with illustrative real-
world examples. Many of these are new. Look, for example, at the box in Chapter 1 that
discusses the difficult ethical issues raised by Goldman Sachs’ sale of a package of low-
grade mortgages during the financial crisis, the box in Chapter 6 that introduces credit
default swaps, or the box in Chapter 17 that describes the dividend cut by JPMorgan.

More Worked Examples We have added more worked examples in the text, many of
them taken from real companies. For instance, when we discuss company valuation in
Chapter 7, we show how the constant-growth model can be used to value Aqua America.

New Calculator and Spreadsheet Boxes We have reworked the explanations
of how to use calculators or spreadsheets to solve financial problems. For example, we
have shown how use of the function key can guide users through spreadsheet func-
tions. We believe that this is much simpler than remembering the formula for each
function. As in past editions, every spreadsheet in the text is available on the text Web
site at www.mhhe.com/bmm7e. We have also written many new Web exercises,
several of which require the student to download data into a spreadsheet for analysis.

Assurance of Learning

Assurance of learning is an important element of many accreditation standards.
Fundamentals of Corporate Finance, Seventh Edition, is designed specifically to sup-
port your assurance-of-learning initiatives. Each chapter in the book begins with a list
of numbered learning objectives, which are referred to in the end-of-chapter problems
and exercises. Every test bank question is also linked to one of these objectives, in
addition to level of difficulty, topic area, Bloom’s Taxonomy level, and AACSB skill
area. Connect, McGraw-Hill’s online homework solution, and EZ Test, McGraw-Hill’s
easy-to-use test bank software, can search the test bank by these and other categories,
providing an engine for targeted assurance-of-learning analysis and assessment.

AACSB Statement

The McGraw-Hill Companies is a proud corporate member of AACSB International.
Understanding the importance and value of AACSB accreditation, Fundamentals of Cor-
porate Finance, Seventh Edition, has sought to recognize the curricula guidelines detailed
in the AACSB standards for business accreditation by connecting selected questions in the
test bank to the general knowledge and skill guidelines found in the AACSB standards.

The statements contained in Fundamentals of Corporate Finance, Seventh Edition,
are provided only as a guide for the users of this text. The AACSB leaves content cov-
erage and assessment within the purview of individual schools, the mission of the
school, and the faculty. While Fundamentals of Corporate Finance, Seventh Edition,
and the teaching package make no claim of any specific AACSB qualification or eval-
uation, we have, within the test bank, labeled selected questions according to the six
general knowledge and skills areas.
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WALK-THROUGH

Brealey / Myers / Marcus

Your guide through the challenging landscape

of corporate finance.

Chapter Opener

Each chapter begins with a chapter
narrative to help set the tone for the
material that follows. Learning
Objectives are also included to
provide a quick introduction to the
material students will learn and
should understand fully before
moving to the next chapter.

Key Terms in the Margin

Key terms are presented in bold and
defined in the margin as they are
introduced. A glossary is also avail-
able at the back of the book.

Numbered Examples
Numbered and titled examples are
integrated in each chapter. Students
can learn how to solve specific prob-
lems step-by-step as well as gain
insight into general principles by
seeing how they are applied to
answer concrete questions and
scenarios.
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The Time Value of Money

5.4 Level Cash Flows: Perpetuities and Annuities

Frequently, you may need to value a stream of equal cash flows. For example, a home
mortgage might require the homeowner to make equal monthly payments for the life
of the loan. For a 30-year loan, this would result in 360 equal payments. A 4-year car
loan might require 48 equal monthly payments. Any such sequence of equally spaced,
level cash flows is called an annuity. If the payment stream lasts forever, it is called a
perpetuity.

annuity

Equally spaced level
stream of cash flows,
with a finite maturity.

How to Value Perpetuities

Some time ago the British government borrowed by issuing loans known as consols.
Consols are perpetuities. In other words, instead of repaying these loans, the British
government pays the investors a fixed annual payment in perpetuity (forever).

How might we value such a security? Suppose that you could invest $100 at an
interest rate of 10%. You wo a interest of .10 X $100 = $10 per year and

perpetuity

Stream of level cash
payments that never
ends.

EXAMPLE 5.8 @l Winning Big at the Lottery

In August 2006 eight lucky meatpackers from Nebraska pooled their money to buy
Powerball lottery tickets and won a record $365 million. We suspect that the winners
received unsolicited congratulations, good wishes, and requests for money from
dozens of more or less worthy charities, relations, and newly devoted friends. In
response, they could fairly point out that the prize wasn't really worth $365 million.
That sum was to be paid in 30 equal annual instaliments of $12.167 million each.
Assuming that the first payment occurred at the end of 1 year, what was the pres-
ent value of the prize? The interest rate at the time was about 6%.

The present value of these payments is simply the sum of the present values of
each annual payment. But rather than valuing the payments separately, it is much
easier o freat them as a 30-year annuity. To value this annuity, we simply multiply
$12.167 million by the 30-year annuity factor:

PV = 12.167 x 30-year annuity factor

1 [
= 167 x St
pElot [, [+

At an interest rate of 6%, the annuity factor is

| = 137628

1 1
[oo" 06(1.06® | ~
(We could also look up the annuity factor in Table A.3.) The present value of the
cash $) 13.7 67.5 h less than ich-




Spreadsheet
Solutions Boxes
These boxes provide the
student with detailed
examples of how to use
Excel spreadsheets when
applying financial con-
cepts. Questions that
apply to the spreadsheet
follow and their solu-
tions are given at the end
of the applicable chapter.
Denoted by an icon,
these spreadsheets are
available on the book
Web site at www.mhhe.
com/bmm7e.

Excel Exhibits
Selected exhibits are set
as Excel spreadsheets.
They are also available
on the book Web site at
www.mhhe.com/
bmm?7e.

Finance in Practice
Boxes

These are excerpts that
appear in most chapters,
usually from the financial
press, providing real-life
illustrations of the chap-
ter’s topics, such as ethi-
cal choices in finance,
disputes about stock valu-
ation, financial planning,
and credit analysis.

Multiple Cash Flows

While uneven cash-fi

problems are lly straight-
forward, they rapidly become tedious and prone to errors
from “typos," even if you use a financial calculator. It really
helps to use spreadsheets. The following figure is a spread-
sheet solution of Example 5.7.

The spreadsheet lists the time until each payment in col-
umn A. This value is used for the number of periods (nper) in
the PV formula in column C. The values for the cash flow in
each future period are entered as negative numbers in the PV
formula. The present values (column C) therefore appear as
positive numbers. Column E shows an alternative to the use
of the PV function, where we calculate present values directly.

eXcel

What makes Brealey/Myers/Marcus
such a powerful learning tool?

An interactive version of this spreadsheet can be found at
www.mhhe.com/bmm7e.

Spreadsheet Questions

5.1 Find the present value of the three payments at interest
rates of 5% and 11%. Explain why the values change as
they do.

5.2 Total payments over the 3 years are $16,000. What is the
present value if the three payments are instead $6,000,
$5,000, $5,000? Why does the present value fall? (Use
an interest rate of 8%.)

You can find this spreadsheet at
‘www.mhhe._comvbmm?e.
T
A [ B | c | D | E
1 Finding the present value of multiple cash flows using a
2 [

| |
3 | Time until CF | Cashfiow | Present value

| Alternative formula for Col C

| Formula in Col C

e

SPREADSHEET 19.1 Dynamic Mattress’s cash budget for 2010

(figures in millions of dollars)

e T A T c_ | o E_ QXcel
ey BN Quarter: | _First | Second | Third | Fourth |
P2 » i ) | You can find this Spreadsheet at www.mhhe.
3 | A.Accounts 5 | combmm7e.
4 | Receivables (beginning of period) |00 35| s07| 382
5 [Sales 875| 785| 1160 1310
6 | Collections
7 | On sales in current period (80%) %28 1048 |
8 | Onsalesinpreviousperiod (20%)* | 157| 232/
9 | Total collections | ®s0| 03| 85| 1280
10 | Receivables (end of period) = Rows 4+5-9 25

07| 3s2| 412

12 | B. Cash Budget

13| Sourcesofcash ! e |
850| 803| 1085| 1280
15 00| 15[ o0
16 Total collections 865 80.3 121.0 | 128.0
17| Usesof cash _ L R L

18 Payments of accounts payable 650 600| 850[ 500
19 Labor & other expenses 300 300| 300| 300

20 Capital xpenses

hegm"" g

FINANCE

IN PRACTICE

“s==. The Hazards of Secured Bank Lending

The National Safety Council of Australia’s Victoria Division
had been a sleepy outfit until John Friedrich took over. Under
its new management, NSC members trained like comman-
dos and were prepared to go anywhere and do anything
They saved people from drowning, fought fires, found lost
bushwalkers, and went down mines. Their lavish equipment
included 22 helicopters, 8 aircraft, and a mini-submarine.
Soon the NSC began selling its services internationally.
Unfortunately the NSC’s paramilitary outfit cost millions of
dollars to run—far more than it earned in revenue. Friedrich
bridged the gap by borrowing $A236 million of debt. The

banks were happy to lend because the NSC's debt appeared ~ Germany, where he was wanted by the police. Many rumors
ell st oint the company showed $A1! -

13 55 8.0
Zgne - aine s kel imlipei

suspicious banker would ask to inspect a particular container.
Friedrich would then explain that it was away on exercise, fly
the banker across the country in a light plane, and point to a
container well out in the bush. The container would of course
be empty, but the banker had no way to know that

Six years after Friedrich was appointed CEO, his massive
fraud was uncovered. But a few days before a warrant could
be issued, Friedrich disappeared. Although he was eventu-
ally caught and arrested, he shot himself before he could
come to trial. Investigations revealed that Friedrich was oper-
ating under an assumed name, having fied from his native
contj to_circy

out Fried was variously




Calculator Boxes and
Exercises

In a continued effort to help students
grasp the critical concept of the time
value of money, many pedagogical
tools have been added throughout the
first section of the text. Financial Cal-
culator boxes provide examples for
solving a variety of problems, with
directions for the three most popular
financial calculators.

Self-Test Questions

Provided in each chapter, these help-
ful questions enable students to check
their understanding as they read.
Answers are worked out at the end of
each chapter.

Global Index

The Global Index appears at the end
of the text for easy reference to inter-
national material.

FINANCIAL CALCULATORﬂ
<

An Introduction o Financial Calculators

The basic financial calculator uses five keys that correspond  “compute” key, which may be labeled CPT or COMP, and
to the inputs for common problems involving the time value of  then press FV. Your calculator should show a value of
money: —$177.16 trillion, which, except for the minus sign, is the
future value of $24.

Why does the minus sign appear? Most calculators treat
cash flows as either inflows (shown as positive numbers) or
outflows (negative numbers). For example, if you borrow
$100 today at an interest rate of 12%, you receive money
now (a positive cash flow), but you will have to pay back $112
in a year, a negative cash flow at that time. Therefore, the
Each key represents the following input: calculator displays FV as a negative number. The following

time line of cash flows shows the reasoning employed. The
e number of periods. (We have using t final negatp ish flow of has the same present value
&

If you start with the present value of $15,133.06 in the bank, you could make the
first $8,000 payment and be left with $7,133.06. After 1 year, your savings account
would receive an interest payment of $7,133.06 x .08 = $570.64, bringing your
account fo $7,703.70. Similarly, you would make the second $4,000 payment and
be left with $3,703.70. This sum left in the bank would grow with interest to $4,000,
just enough fo make the last payment.

The present value of a stream of future cash flows is the amount you need to
invest today to generate that stream.

Self-Test 5.5

In order to avoid estate taxes, your rich aunt Frederica will pay you $10,000
per year for 4 years, starting 1 year from now. What is the present value of
your benefactor’s planned gifts? The interest rate is 7%. How much will you
have 4 years from now if you invest each gift at 7%?

L . T

Global Index

Page numbers followed by n refer to notes.

A Bosch, 8
BP (British Petroleum)

Jupan, 20
United Kingdorm, 20

Aitbus, 6,227 dividend suspension, 486 worldwide differences, 20
Allianz, 685 Gulf ol spill of 2010, 486 Cost advantage, nuclear vs. fossil-fuel
Allied Irish Bank, 48, 702 S b

exchange rate in 2010, 620 Cost of capital

Anglo Irish Bank, 48
rbitrage, 62

interest rate in 2010, 619 r foreign investment, 636

ilian




End-of-Chapter Material

S el 3 SUMMARY
This feature helps 2
. . E What are the differences A bond is a long-term debt of a government or corporation. When you own a bond, you
review the key pOlntS o between the bond’s coupon  receive a fixed interest payment each year until the bond matures. This payment is known
. . . '8] rate, current yield, and as the coupon. The coupon rate is the annual coupon payment expressed as a fraction of
and learmng Ob_]eCtIVCS Q yield to maturity? (LOJ) the bond’s face value. At maturity the bond's face value is repaid. In the United States
. g most bonds have a face value of $1,000. The current yield is the annual coupon payment
IO help pI'OVlde Closure g expressed as a percentage of the bond price. The yield to maturity measures the average
E rate of return to an investor who purchases the bond and holds it until maturity, accounting
tO the Chapter g for coupon income as well as the difference between purchase price and face value
B4  How can one find the Bonds are valued by di ing the coupon [ and the final rep: by the yield
; market price of a bond to maturity on comparable bonds. The bond payments discounted at the bond’s yield to

given its yield to maturity or  maturity equal the bond price. You may also start with the bond price and ask what interest
iven its rate the bond offe ejntes

Quiz, Practice,

and Challenge QUESTIONS

PI’Oblems = connect Risk Management. Large businesses spend millions of dollars annually on insurance. Why?
- B Should they insure against all risks or does insurance make more sense for some risks than oth-
ers?(LOJ)

New end-of-chapter
problems are included
for even more hands-on
practice. Each question
is labeled by topic, and
learning objective, and
questions are separated
by level of difficulty.
Answers to selected
problems are provided PRACTICE PROBLEMS

at the back of the book. 7, | icdetag miA Wetmod yessi i A ok imios i1 about shor-erm volatl-

ity in its revenues. Gold currently sells for $1,200 an ounce, but the price is volatile and could
fall as low as $1,000 or rise as high as $1,400 in the next month. The company will bring 1,000
ounces to the market next month. (LO2)

QUIZ 2. Hedging. (LO2)

An investor currently holding $1 million in long-term Treasury bonds becomes concemned
about increasing volatility in interest rates. She decides to hedge her risk by using Treasury
bond futures contracts. Should she buy or sell such contracts?

b. The treasurer of a corporation that will be issuing bonds in 3 months also is concerned about
interest rate volatility and wants to lock in the price at which he could sell 8% coupon bonds.
How would he use Treasury bond futures contracts to hedge his firm’s position?

»

3. Commodity Futures. What commodity futures are traded on futures exchanges? Who do you
think could usef) reduce ris} buying each~{these contractsZ Who do you think might

a. What will be total revenues if the firm remains unhedged for gold prices of $1,000, $1,200,

and $1,400 an ounce?

The futures price of gold for I-month-ahead delivery is $1,080. What will be the firm's total

revenues at each gold price if the firm enters a 1-month futures contract to deliver 1,000

ounces of gold?

. What will (otal revenues be if the firm buys a 1-month put option to sell gold for $1,080 an
ounce? The puts cost $12 per ounce.

Ld

CHALLENGE PROBLEMS

26. Option Portfolios. Repeat the three parts of Practice Problem 9 except that now the problem is
to devise a package of investments with the payoffs shown in Figure 23.9. This package of
investments is known as a “butterfly.” (LOT)

27. Option Pricing. Look again at the Google call option that we valued in Section 23.2. Suppose
that by the end of January 2011 the price of Google stock could double to $920 or halve to $230.
Everything else is unchanged from our example. (LO2)

. What would be the value of the Google call in January 2011 if the stock price is $920? If it

is $2307

. Show that a strategy of buying three calls provides exactly the same payoffs as borrowing

the present value of $460 from the bank and buying two shares.

What is the net cash flow in July 2010 from the policy of borrowing PV($460) and buying

two shares?

d. What does b

P

[
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Excel Problems

Most chapters contain problems,
denoted by an icon, specifically
linked to Excel templates that are
available on the book Web site at
www.mhhe.com/bmm7e.

Web Exercises

New to this edition! Most chapters
have Web Exercises that allow
students to utilize the Internet to
apply their knowledge and skills
with real world companies.

Minicases

Integrative minicases allow stu-
dents to apply their knowledge to
relatively complex, practical prob-
lems and typical real-world
scenarios.

e)cel

Templates can be found at
W mhie,com/bmm7e,

S EATIES ST Towe!
of eanings. What will be CSI's stock price once
quences for CSI are known?

announcement is made and its conse-

44. Nonconstant Growth. Better Mousetraps has come out with an improved product, and the

world is beating a path to loor. As a result, the firm projects growth of 20% per year for 4
years. By then, other firms will have copycat technology, competition will drive down profit
margins, and the sustainable growth rate will fall to 5%. The most recent annual dividend was
DIV, =1 per share. (LO2)

What are the expected values of DIV,, DIV,, DIV, and DIV,?

‘What is the expected stock price 4 years from now? The discount rate is 10%.

What is the stock price today?

Find the dividend yield, DIV /P,

What will next year's stock price, Py, be?

What is the expected rate of return to an investor who buys the stock now and sells it in | year?

~pEoTe

*el 45. Nonconstant Growth. (LO2)
a. Return to the previous problem, and compute the value of Better Mousetraps for assumed
Tooheits ou b st ot sustainable growth rates of 6% through 9%, in increments of .5%.
www.mhhe.combmm7e. b. Compute the percentage change in the value of the firm for each 1-percentage-point increase
in the assumed final growth rate, g.

. What happens to the sensitivity of intrinsic value to changes in g? What do you conclude
about the reliability of the dividend growth model when the assumed sustainable growth rate
begins to approach the discount rate?

46. Yield Curve and Efficient Markets. If the yield curve is downward-sloping, meaning that

long-term interest rates are lower than short-term interest rates, what might investors believe
about future short-term interest rates? (LOS)

c. What happens to the sensitivity of intrinsic value to changes in g? What do you conclude
about the reliability of the dividend growth model when the assumed sustainable growth rate
begins to approach the discount rate?

. Yield Curve and Efficient Markets. If the yield curve is downward-sloping, meaning that

long-term interest rates are lower than short-term interest rates, what might investors believe
about future short-term interest rates? (LOS)

WEB EXERCISES

'~

Review Table 7.2, which lists the market values of several firms. Update the table. Which com-
pany’s value has changed by the greatest percentage since 2010, when the table was created?
(Hinr: Look for the price per share and the number of shares outstanding. The product of the
two is total market capitalization.) Now calculate book value per share. Have the book values
for any firm changed? Which seems to be more stable, book or market value? Why?

From finance.yahoo.com, obtain the price-eamings ratios of Adobe Systems (ADBE) and
American Electric Power (AEP). Which of these two firms seems to be more of a “growth
stock™? Now obtain a forecast of each firm's expected earnings per share in the coming year,
You can find earnings forecasts on yahoo.com under “Analysts Estimates.” What is the present
value of growth opportunities for each firm as a fraction of the stock price? (Assume, for sim-
plicity, that the required rate of return on the stocks is r = 8%.) Are the relative values you
obtain for PVGO consistent with the P/E ratios?

MINICASE

Terence Breezeway, the CEO of Prairie Home Stores, wondered
what retirement would be like. It was almost 20 years to the day
since his uncle Jacob Breezeway, Prairie Home’s founder, had
asked him 1o take responsibility for managing the company. Now it
was time to spend more time riding and fishing on the old Lazy
Beta Ranch.

Under Mr. Breezeway's leadership Prairie Home had grown
slowly but steadily and was solidly profitable. (Table 7.6 shows
earnings, dividends, and book asset values for the last 5 years.)
Most of the company’s supermarkets had been modernized and its
brand name was well known.

Mr. Breezeway was proud of this record, although he wished
that Prairie Home could have grown more rapidly. He had passed
up several opportunities to build new stores in adjacent counties.
Prairic Home was still just a family company. Tts common stock
was distributed among 15 grandchildren and nephews of Jacob
Breezeway, most of whom had come to depend on generous regu-
lar_divjdends. The commitment to high dividend payout's ha

s aus ves

Prairie Home's value depended not just on its current book value
or earnings but on its future prospects, which were good. One finan-
cial projection (shown in the top panel of Table 7.7) called for growth
in earnings of over 100% by 2022. Unfortunately, this plan would
require reinvestment of all of Prairie Home's earnings from 2016 to
2019. After that the company could resume its normal dividend pay-
out and growth rate. Mr. Breezeway believed this plan was feasible.

He was determined to step aside for the next generation of top
management. But before retiring, he had to decide whether o rec-
ommend that Prairie Home Stores “go public”—and before that
decision he had to know what the company was worth.

The next moming he rode thoughtfully to work. He left his
horse at the south corral and ambled down the dusty street to Mike
Gordon’s Saloon, where Francine Firewater, the company’s CFO,
was having her usual steak-and-beans breakfast. He asked Ms.
Firewater (o prepare a formal report to Prairie Home stockholders,
valuing the company on the assumption that its shares were pub-
licly traded.

s




Supplements

In addition to the overall refinement and improvement of the text material, considerable effort was put into develop-
ing an exceptional supplement package to provide students and instructors with an abundance of teaching and learn-

ing resources.

For the Instructor

Instructor's Manual

Updated and enhanced by Peter Crabb,
Northwest Nazarene University, this sup-
plement includes a descriptive preface con-
taining alternative course formats and case
teaching methods, a chapter overview and
outline, key terms and concepts, a descrip-
tion of the PowerPoint slides, video teach-
ing notes, related Web links, and
pedagogical ideas.

PowerPoint Presentation System

Prepared by Nicholas Racculia, Saint
Vincent College and Thomas McLaughlin,
these visually stimulating slides have been
fully updated with colorful graphs, charts,
and lists. The slides can be edited or manip-
ulated to fit the needs of a particular course.

Print and Online Test Bank

Nicholas Racculia, Saint Vincent College,
with help from Thomas McLaughlin, has
revised and added new questions and prob-
lems. Over 2,000 true/false, multiple-choice,
and discussion questions/problems are avail-
able to the instructor at varying levels of dif-
ficulty and comprehension. All questions are
tagged by learning objective, topic, AACSB
category, and Bloom’s Taxonomy level.
Complete answers are provided for all test
questions and problems, and creating com-
puterized tests is easy with EZ Test Online!

Solutions Manual

Peter Crabb, Northwest Nazarene Univer-
sity, has prepared this resource containing
solutions to all the end-of-chapter prob-
lems. This can also be made available to
your students or packaged with the text at
a discount. Please contact your McGraw-
Hill/Irwin representative for more details.

DVD

ISBN 13: 9780073363653

ISBN 10: 0073363650

Our professionally produced videos show-
case key topics in corporate finance, such

as time value of money and capital
budgeting.

Online Support

Online Learning Center

Find a wealth of information online! At
this book Web site, instructors have access
to teaching supports such as electronic
files of the ancillary materials and solu-
tions templates for the Excel problems.
Students have access to study materials
created specifically for this text as well as
the Excel spreadsheets, which have been
denoted by an icon in the text. A link to the
following support material, as described
below, is also included.

, Connect
\ Learn
ﬁ Succeed

McGraw-Hill
Connect™ Finance

Less Managing. More
Teaching. Greater Learning.

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

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

McGraw-Hill Connect™
Finance Features

Connect™ Finance offers a number of
powerful tools and features to make man-
aging assignments easier, so faculty can
spend more time teaching. With Connect™
Finance, students can engage with their
coursework anytime and anywhere, mak-
ing the learning process more accessible
and efficient.

Simple Assignment Manage-
ment With Connect™ Finance, creating
assignments is easier than ever, so you can
spend more time teaching and less time
managing. The assignment management
function enables you to:

* Create and deliver assignments easily
with selectable end-of-chapter questions
and test bank items.

e Streamline lesson planning, student
progress reporting, and assignment grad-
ing to make classroom management
more efficient than ever.

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

Smart Grading When it comes to
studying, Connect™
Finance helps students learn more effi-
ciently by providing feedback and practice
material when they need it, where they

time is precious.

need it. When it comes to teaching, your
time also is precious. The grading function
enables you to:

» Have assignments scored automatically,
giving students immediate feedback on
their work and side-by-side comparisons
with correct answers.

» Access and review each response and
manually change grades or leave com-
ments for students to review.

* Reinforce classroom concepts with prac-
tice tests and instant quizzes.

Self-Quiz and Study The Self-Quiz
and Study (SQS) connects each student to
the learning resources needed for success in
the course. For each chapter, students:

» Take a practice test to initiate the
Self-Quiz and Study.

* Immediately upon completing the
practice test, see how their performance
compares to chapter learning
objectives.

* Receive SQS recommendations for
specific readings from the text,



