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Preface

viii

We have written Fundamentals of Corporate Finance for use in an introductory course in
corporate finance at the undergraduate level. It is also suitable for advanced undergradu-
ate, executive development, and traditional or executive MBA courses when supple-
mented with cases and outside readings. The main chapters in the book assume that
students are well-versed in algebra and that they have taken courses in principles of
economics and financial accounting. Optional chapters covering important economic
and financial accounting concepts are included for students and instructors seeking
such coverage.

Balance Between Conceptual Understanding
and Computational Skills

We wrote this corporate finance text for one very important reason. We want to provide stu-
dents and instructors with a book that strikes the best possible balance between helping stu-
dents develop an intuitive understanding of key financial concepts and providing them with
problem-solving and decision-making skills. In our experience, teaching students at all levels
and across a range of business schools, we have found that students who understand the intu-
ition underlying the basic concepts of finance are better able to develop the critical judgment
necessary to apply financial tools to a broad range of real-world situations. An introductory
corporate finance course should provide students with a strong understanding of both the
concepts and tools that will help them in their subsequent business studies and their personal
and professional lives.

Market research supports our view. Many faculty members who teach the introductory
corporate finance course to undergraduates express a desire for a book that bridges the gap
between conceptually-focused and computationally-focused books. This text is designed to
bridge this gap. Specifically, the text develops the fundamental concepts underlying corporate
finance in an intuitive manner while maintaining a strong emphasis on developing computa-
tional skills. It also takes the students one step further by emphasizing the use of intuition and
analytical skills in decision making.

Our ultimate goal has been to write a book and develop associated learning tools that
help our colleagues succeed in the classroom—materials that are genuinely helpful in the
learning process. Our book offers a level of rigor that is appropriate for finance majors and yet
presents the content in a manner that both finance and non-finance students find accessible
and want to read. Writing a book that is both rigorous and accessible has been one of our key

" objectives, and both faculty and student reviews of the first edition, as well as pre-publication

chapters from this second edition, suggest that we have achieved this objective.

We have also tried to provide solutions to many of the challenges facing finance faculty in
the current environment, who are asked to teach ever-increasing numbers of students with
limited resources. Faculty members need a book and associated learning tools that help them
effectively leverage their time. The organization of this book and the supplemental materials,
along with the innovative WileyPLUS Web-based interface, which offers extensive problem
solving opportunities and other resources for students, provide such leverage to an extent not
found with other textbooks.



A Focus on Value Creation

This book is more than a collection of ideas, equations, and chapters. It has an important in-
tegrating theme—that of value creation. This theme, which is carried throughout the book,
provides a framework that helps students understand the relations between the various con-
cepts covered in the book and makes it easier for them to learn these concepts.

The concept of value creation is the most fundamental notion in corporate finance. It is
in stockholders’ best interests for value maximization to be at the heart of the financial deci-
sions made within the firm. Thus, it is critical that students be able to analyze and make
business decisions with a focus on value creation. The concept of value creation is intro-
duced in the first chapter of the book and is further developed and applied throughout the
remaining chapters.

The theme of value creation is operationalized through the net present value (NPV)
concept. Once students grasp the fundamental idea that financial decision makers should
only choose courses of action whose benefits exceed their costs, analysis and decision mak-
ing using the NPV concept becomes second nature. By helping students better understand
the economic rationale for a decision from the outset, rather than initially focusing on com-
putational skills, our text keeps students focused on the true purpose of the calculations and
the decision at hand.

Integrated Approach: Intuition, Analysis, and Decision Making

To support the focus on value creation, we have emphasized three things: (1) providing an
intuitive framework for understanding fundamental finance concepts, (2) teaching students
how to analyze and solve finance problems, and (3) helping students develop the ability to use
the results from their analyses to make good financial decisions.

1. An Intuitive Approach: We believe that explaining finance concepts in an intuitive
context helps students develop a richer understanding of those concepts and gain better
insights into how finance problems can be approached. It is our experience that students
who have a strong conceptual understanding of financial theory better understand how
things really work and are better problem solvers and decision makers than students
who focus primarily on computational skills.

2. Analysis and Problem Solving: With a strong understanding of the basic principles of
finance, students are equipped to tackle a wide range of financial problems. In addition
to the many numerical examples that are solved in the text of each chapter, this book has
almost 1,200 end-of-chapter homework and review problems that have been written
with Bloom’s Taxonomy in mind. Solutions for these problems are provided in the
Instructor’s Manual. We strive to help students acquire the ability to analyze and solve
finance problems.

3. Decision Making: In the end, we want to prepare students to make sound financial
decisions. To help students develop these skills, throughout the text we illustrate how the
results from financial analyses are used in decision making.

PREFACE
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Organization and Coverage

In order to help students develop the skills necessary to tackle
investment and financing decisions, we have arranged the
book’s 21 chapters into five major building blocks, that collec-
tively comprise the seven parts of the book, as illustrated in the
accompanying exhibit and described below.

Introduction

Part 1, which consists of Chapter 1, provides an introduction
to corporate finance. It describes the role of the financial man-
ager, the types of fundamental decisions that financial mangers
make, alternative forms of business organization, the goal of
the firm, agency conflicts and how they arise, and the impor-
tance of ethics in financial decision-making. These discussions
set the stage and provide a framework that students can use to
think about key concepts as the course progresses.

Foundations

Part 2 of the text consists of Chapters 2 through 4. These chap-
ters present the basic institutional, economic, and accounting

knowledge and tools that students should understand before
they begin the study of financial concepts. Most of the mate-
rial in these chapters is typically taught in other courses.
Since students come to the corporate finance course with
varying academic backgrounds, and because the time that
has elapsed since students have taken particular prerequisite
courses also varies, the chapters in Part 2 can help the in-
structor ensure that all students have the same base level of
knowledge early in the course. Depending on the educational
background of the students, the instructor might not find it
necessary to cover all or any of the material in these chapters.
Some or all of these chapters might, instead, be assigned as
supplemental readings.

Chapter 2 describes the services financial institutions pro-
vide to businesses, how domestic and international financial
markets work, the concept of market efficiency, how firms use
financial markets, and how interest rates are determined in the
economy. Chapter 3 describes the key financial statements and
how they are related, as well as how these statements are related
to cash flows to investors. Chapter 4 discusses ratio analysis

Basic Concepts

- &

Tools

Part 3: Valuation of Future Cash Flows
Chapter 5. The Time Value of Money

Analysis — Integration

Part 4: Capital Budgeting Decisions
Chapter 10. The Fundamentals of

Chapter 11. Cash Flows and Capital

Chapter 12. Evaluating Project

A 4

Part 1: Introduction

<860 Chapter 6. Discounted Cash Flows and
Chapter 1. The Financial

Valuation

Chapter 13. The Cost of Capital

Capital Budgeting
Budgeting

Economics and Capital
Rationing

Part 5: Working Capital Management |

chzn':?:‘r o "] Chapter 7 Risk and Return
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Chapter 14. Working Capital

Chapter 15. How Firms Raise Capital
Chapter 16. Capital Structure Policy
Chapter 17. Dividends, Stock

and Financing Decisions

Management

Repurchases, and Payout
Policy




and other tools used to evaluate financial statements. Through-
out Part 2, we emphasize the importance of cash flows to get
students thinking about cash flows as a critical component of
all valuation calculations and financial decisions.

Basic Concepts and Tools

Part 3 presents basic financial concepts and tools and illus-
trates their application. This part of the text, which consists of
Chapters 5 through 9, introduces time value of money and risk
and return concepts and then applies present value concepts to
bond and stock valuation. These chapters provide students
with basic financial intuitions and computational tools that
will serve as the building blocks for analyzing investment and
financing decisions in subsequent chapters.

Analysis

Parts 4 and 5 of the text focus on investment and financing
decisions. Part 4 covers capital budgeting. Chapter 10 intro-
duces the concept of net present value and illustrates its appli-
cation as the principle tool for evaluating capital projects. It
also discusses alternative capital budgeting decision rules, such
as internal rate of return, payback period, and accounting rate
of return, and compares them with the net present value crite-
rion. This discussion provides a framework that will help stu-
dents in the rest of Part 4 as they learn the nuances of capital
budgeting analysis in realistic settings.

Chapters 11 and 12 follow with in-depth discussions of how
cash flows are calculated and forecast. The cash flow calculations
are presented in Chapter 11 using a valuation framework that
will help students think about valuation concepts in an intuitive
way and will prepare them for the extension of these concepts to
business valuation in Chapter 18. Chapter 12 covers analytical
tools—such as breakeven, sensitivity, scenario, and simulation
analysis—that will give students a better appreciation for how
they can deal with the uncertainties associated with cash flow
forecasts. Capital rationing is also covered in Chapter 12.

Chapter 13 explains how the discount rates used in cap-
ital budgeting are estimated. This chapter uses an innovative
concept—that of the finance balance sheet—to help students
develop an intuitive understanding of the relations between
the costs of the individual components of capital and the
firm’s overall weighted average cost of capital. It also pro-
vides a detailed discussion of methods used to estimate the
costs of the individual components of capital that are used to
finance a firm’s investments and how these estimates are used
in capital budgeting.

Part 5 covers working capital management and financing
decisions. It begins, in Chapter 14, with an introduction to how
firms manage their working capital and the implications of
working capital management decisions for financing decisions
and firm value. This material is followed, in Chapters 15 and 16,
with discussions of how firms raise capital to fund their real
activities and the factors that affect how firms choose among
the various sources of capital available to them. Chapter 16 also
includes an extensive appendix on leasing concepts and buy vs.
lease analysis. Chapter 17 rounds out the discussion of financing

ORGANIZATION AND COVERAGE Xi

decisions with an introduction to dividends, stock repurchases,
stock dividends and splits, and payout policy.

Integration

Part 6, which consists of Chapters 18 and 19, brings together many
of the key concepts introduced in the earlier parts of the text.
Chapter 18 covers financial aspects of business formation and
growth and introduces students to business valuation concepts
for both private and public firms. The discussions in this chapter
integrate the investment and financing concepts discussed in
Parts 4 and 5 to provide students with a more complete picture
of how all the financial concepts fit together. Chapter 19 covers
concepts related to financial planning and forecasting.

Part 7 introduces students to some important issues that
managers must deal with in applying the concepts covered in
the text to real-world problems. Chapter 20 introduces call
and put options and discusses how they relate to investment
and financing decisions. It describes options that are embed-
ded in the securities that firms issue. It also explains, at an
accessible level, the idea behind real options and why tradi-
tional NPV analysis does not take such options into account.
In addition, the chapter discusses agency costs of debt and
equity and the implications of these costs for investment and
financing decisions. Finally, Chapter 20 illustrates the use of
options in risk management. Instructors can cover the topics
in Chapter 20 near the end of the course or insert them at the
appropriate points in Parts 4 and 5. Chapter 21 examines how
international considerations affect the application of concepts
covered in the book.

Unique Chapters

Chapter on Business Formation, Growth,
and Valuation

We wrote Chapter 18 in response to students’ heightened inter-
est in new business formation (entrepreneurship) and in order
to draw together, in a comprehensive way, the key concepts
from capital budgeting, working capital management, and fi-
nancial policy. This capstone chapter provides an overview of
practical finance issues associated with forecasting cash flows
and capital requirements for a new business, preparing a busi-
ness plan, and business valuation. The discussion of business
valuation extends far beyond that found in other introductory
corporate finance textbooks.

Chapter on Options and Corporate Finance

Many other corporate finance textbooks have a chapter that
introduces students to financial options and how they are
valued. This chapter goes further. It provides a focused dis-
cussion of the different types of financial and non-financial
options that are of concern to financial managers, including
options embedded in debt and equity securities, real options
and their effect on project analysis, how option-like payoft
functions faced by stockholders, bondholders, and managers
affect agency relationships, and the use of options in risk
management. '



Proven Pedagogical Framework

We have developed several distinctive features throughout the book to aid

student learning. The pedagogical features included in our text are as follows:

CHAPTER OPENER VIGNETTES

Each chapter begins with a
vignette that describes a real
company or personal application.
The vignettes illustrate concepts
that will be presented in the
chapter and are meant to
heighten student interest, moti-
vate learning, and demonstrate
the real-life relevance of the
material in the chapter.

LEARNING OBJECTIVES .-~

The opening vignette is
accompanied by learning
objectives that identify the
most important material for
students to understand while
reading the chapter. At the
end of the chapter, the
Summary of Learning Objec-
tives summarizes the chapter
content in the context of the
learning objectives.

CHAPTER SEVEN

200

Learning Objectives

Explain the relation between risk and return.

Describe the two components of a total
holding period return, and calculate this

return for an asset.

Explain what an expected return is and

calculate the expected return for an asset.

Explain what the standard deviation of
returns is and why it is very useful in finance,

and calculate it for an asset.
Explain the concept of diversification.

Discuss which type of risk matters to inves-
tors and why.

Describe what the Capital Asset Pricing
Model (CAPM) tells us and how to use it to

evaluate whether the expected return of an

asset is sufficient to compensate an investor
for the risks associated with that asset.

© David Young-Wolff/PhotoEdit

When Blockbuster Inc. filed for bankruptcy protection

on Thursday, September 23, 2010, its days as the dominant
video rental firm were long gone. Netflix had become the most
successful competitor in the video rental market through its
strategy of renting videos exclusively online and avoiding the
high costs associated with operating video rental stores.

The bankruptcy filing passed control of Blockbuster to a
group of bondholders, including the famous billionaire investor
Carl Icahn, and the shares owned by the old stockholders be-
came virtually worthless. The bondholders planned to reorga-
nize the company and restructure its financing so that it had a
chance of competing more effectively with Netflix in the future.

Over the previous five years, Blockbuster stockholders had
watched the value of their shares steadily decline as, year after
year, the company failed to respond effectively to the threat
posed by Netflix. From September 23, 2005 to September 23,
2010, the price of Blockbuster shares fell from $4.50 to $0.04. In
contrast, the price of Netflix shares rose from $24.17 to $160.47
over the same period. While the Blockbuster stockholders were
losing almost 100 percent of their investments, Netflix stock-

holders were earning an average return of 46 percent per year!

This chapter discusses risk, return, and the relation between them. The difference in the

returns earned by Blockbuster and Netflix stockholders from 2005 to 2010 illustrates a chal-

lenge faced by all investors. The shares of both of these companies were viewed as risky invest-

ments in 2005, and yet an investor who put all of his or her money in Blockbuster lost virtually

everything, while an investor who put all of his or her money in Netflix earned a very high

return. How should have investors viewed the risks of investing in these companys’ shares in



Calculating the Return on an Investment ~ LEARNING

PROBLEM: You purchased a beat-up 1974 Datsun 240Z sports car a year ago for BY
$1,500. Datsun is what Nissan, the Japanese car company, was called in the 1970s. The DO' N G
240Z was the first in a series of cars that led to the Nissan 370Z that is being sold today.
Recognizing that a mint-condition 240Z is a much sought-after car, you invested $7,000 TR
and a lot of your time fixing up the car. Last week, you sold it to a collector for $18,000.
Not counting the value of the time you spent restoring the car, what is the total return you
earned on this investment over the one-year holding period?

PWILEY

www wilayplus.com

APPROACH: Use Equation 7.1 to calculate the total holding period return. To cal-
culate Ry using Equation 7.1, you must know Po, Py, and CF;. In this problem, you can
assume that the $7,000 was spent at the time you bought the car to purchase parts and
materials. Therefore, your initial investment, Py, was $1,500 + $7,000 = $8,500. Since
there were no other cash inflows or outflows between the time that you bought the car
and the time that you sold it, CF; equals $0.

MO IR D i daVis

il

SOLUTION: The total holding period return is:

P; — Py + CF e +
Rr=Res + R = — P; 1o $18’°°°$8§i§°° 3 1.118, or 111.8%
0 ”

LEARNING BY DOING APPL'CAT'ON .....................................................

Along with a generous number of in-text examples, most chapters include several
Learning by Doing Applications. These applications contain quantitative problems
with step-by-step solutions to help students better understand how to apply their
intuition and analytical skills to solve important problems. By including these
exercises, we provide students with additional practice in the application of the
concepts, tools, and methods that are discussed in the text.

-'BUILDING INTUITION

ORE RIS MEANS A UG e P Students must have an intuitive understanding of a number of
BUILDING  EXPECTED RETURN important principles and concepts to successfully master the
INTUITION  The greater the risk associated with an invest- | e . >

it rlin laviegs cash o i flnance curriculum. Throughou‘F the book., we gmphasmg Tchese

from it. A corollary to this idea is that inves- | important concepts by presenting them in Building Intuition
tors want the highest return for a given level of risk or the low- 2 : 2
est risk for a given level of return. When choosing between two boxes. These boxes provide a statement of an important finance
investments that have the same level of risk, investors prefer the s 3
investment with the higher return. Alternatively, if two invest- Concept" such as the relatlon betWeen risk and eXpeCted return,
ments have the same expected return, investors prefer the less along with an intuitive example or explanation to help the student

risky alternative.

“get” the concept. These boxes help the students develop
finance intuition. Collectively the Building Intuition boxes cover
the most important concepts in corporate finance.

Choosing between Two Investments = DECISION

SITUATION: You are trying to decide whether to invest in one or both of two differ- MAKING
ent stocks. Stock 1 has a beta of 0.8 and an expected return of 7.0 percent. Stock 2 has
a beta of 1.2 and an expected return of 9.5 percent. You remember learning about the
CAPM in school and believe that it does a good job of telling you what the appropriate
expected return should be for a given level of risk. Since the risk-free rate is 4 percent and
the market risk premium is 6 percent, the CAPM tells you that the appropriate expected
rate of return for an asset with a beta of 0.8 is 8.8 percent. The corresponding value for
an asset with a beta of 1.2 is 11.2 percent. Should you invest in either or both of these
stocks?

.

DECISION: You should not invest in either stock. The expected returns for both of
them are below the values predicted by the CAPM for investments with the same level
of risk. In other words, both would plot below the line in Exhibit 7.11. This implies that
they are both overpriced.

0L 3 Ty

DECISION-MAKING EXAMPLES -+ ccveenetuttmmmeeiieieieeeaeeennn

Throughout the book, we emphasize the role of the financial manager as a decision maker.
To that end, twenty chapters include Decision-Making Examples. These examples, which
emphasize the decision-making process rather than computation, provide students with
experience in financial decision making. Each Decision-Making Example outlines a scenario
and asks the student to make a decision based on the information presented.



END OF CHAPTER PEDAGOGY

SUMMARY OF LEARNING OBJECTIVES
AND KEY EQUATIONS -

At the end of the chapter, you will find a
summary of the key chapter content
related to each of the learning objectives
listed at the beginning of the chapter, as
well as an exhibit listing the key equations
in the chapter.

0_ Explain the relation between risk and return.

Investors require greater returns for taking greater risk. They
prefer the investment with the highest possible return for a given
level of risk or the investment with the lowest risk for a given
level of return.

Q Describe the two components of a total holding period
return, and calculate this return for an asset.

The total holding period return on an investment consists of a
capital appreciation component and an income component. This
return is calculated using Equation 7.1. It is important to recog-
nize that investors do not care whether they receive a dollar of
return through capital appreciation or as a cash dividend. Inves-
tors value both sources of return equally.

@SUMMARY OF Learning Objectives

Q Explain the concept of diversification.

Diversification is reducing risk by investing in two or more as-
sets whose values do not always move in the same direction at
the same time. Investing in a portfolio containing assets whose
prices do not always move together reduces risk because some
of the changes in the prices of individual assets offset each other.
This can cause the overall volatility in the value of an investor’s
portfolio to be lower than if it consisted of only a single asset.

Q Discuss which type of risk matters to investors and why.

Investors care about only systematic risk. This is because they
can eliminate unsystematic risk by holding a diversified portfo-
lio. Diversified investors will bid up prices for assets to the point
at which they are just being compensated for the systematic risks

they must bear.

% Describe what the Capital Asset Pricing Model (CAPM)
#all b 'A}use it to evaluate whether the ex-

Explain what an expected return is and calculate the
" expected return for an asset.

@®SUMMARY OF Key Equations

ption I
7.1 Total holding period return Ry = Rey + R, = S Y0 4 CFi _ AP+ CF,
Py Py Py
7.2 Expected return on an asset  E(R,..) = > (p, X R))
=

Self-Study Problems @

7.1 Kaaran made a friendly wager with a colleague that involves the result from flipping.a coin. If heads

comes up, Kaaran must pay her colleague $15; otherwise, her colleague will pay Kaaran $15. What

| is Kaaran's expected cash flow, and what is the variance of that cash flow if the coin has an equal

| probability of coming up heads or tails? Suppose Kaaran's colleague is willing to handicap the bet by

paying her $20 if the coin toss results in tails. If everything else remains the same, what are Kaaran’s
expected cash flow and the variance of that cash flow?

SELF-STUDY PROBLEMS WITH
SOLUTIONS

| 7.2 You know that the price of CFL, Inc., stock will be $12 exactly one year from today. Today the price of
| the stock is $11. Describe what must happen to the price of CFI, Inc., today in order for an investor
| to generate a 20 percent return over the next year. Assume that CFI does not pay dividends.

| 7.3 The expected value of a normal distribution of prices for a stock is $50. If you are 90 percent sure that
| the price of the stock will be between $40 and $60, then what is the variance of the stock price?

Five problems similar to the in-text
Learning by Doing Applications follow
the summary and provide additional
examples with step-by-step solutions
to help students further develop

their problem-solving and

computational skills.

| 7.4 You must choose between investing in stock A or stock B. You have already used CAPM to calculate
| the rate of return you should expect to receive for each stock given their systematic risk and decided
L T e = ST P o
words, both are equal
in school and do not|
cided to invest in the|

Solutions to Self-Study Problems @

7.1 Part 1: E(cash flow) = (0.5 X —$15) + (0.5 X $15) = 0
Tantiow = [0.5 X (—$15 — $0)*] + [0.5 X ($15 — $0)*] = $225
Part 2: E(cash flow) = (0.5 X —$15) + (0.5 X $20) = $2.50
Tantow = [05 X (—$15 — $2.50)%] + [0.5 X ($20 — $2.50)°] = $306.25
7.2 'The expected return for CFI based on today’s stock price is ($12 — $11)/$11 = 9.09 percent, which is
lower than 20 percent. Since the stock price one year from today is fixed, the only way that you will
generate a 20 percent return is if the price of the stock drops today. Consequently, the price of the
stock today must drop to $10. It is found by solving the following: 0.2 = ($12 — x)/x, or x = $10.

7.3 Since you know that 1.645 standard deviations around the expected return captures 90 percent of
the distribution, you can set up either of the following equations:

| $40 = $50 — 1.6450° or $60 = $50 + 1.6450°
and solve for o . Doing this with either equation yields:
o = $6.079and o” = 36.954

7.4 A comparison of the Sharpe Ratios for the two stocks will tell you which has the highest expected
return per unit of total risk.
E(Rs) — Ry 0.

— 0.05

=020
o%, .25
L E(Rg) — Ry _ 015 — 005 _ e
2 . 0.40 :

CRITICAL THINKING QUESTIONS BICritical Thinking Questions

At least ten qualitative questions,
called Critical Thinking Questions,

7.1 Given that you know the risk as well as the expected return for two stocks, discuss what process
you might utilize to determine which of the two stocks is a better buy. You may assume that the
two stocks will be the only assets held in your portfolio.

requ ire stude nts to th ink th roug h 7.2 What is the difference between the expected rate of return and the required rate of return? What
5 3 does it mean if they are different for a particular asset at a particular point in time?
their understanding of key concepts 7.3 Suppose thatthe standard deviation of the returns on the shares ofstock at two different compa-
P

nies is exactly the same. Does this mean that the required rate of return will be the same for these
two stocks? How might the required rate of return on the stock of a third company be greater than
the required rates of return on the stocks of the first two companies even if the standard deviation
of the returns of the third company’s stock is lower?

and apply those concepts to a
problem.

7.4 'The correlation between stocks A and B is 0.50, while the correlation between stocks A and C is
—0.5. You already own stock A and are thinking of buying either stock B or stock C. If you want
your portfolio to have the lowest possible risk, would you buy stock B or C? Would you expect the
stock you choose to affect the return that you earn on your portfolio?

Xiv



@ Questions and Problems
BASIC

7.1 Returns: Describe the difference between a total holding period‘return and an expected return.

7.2 Expected returns: John is watching an old game show rerun on television called Lets Make a
Deal in which the contestant chooses a prize behind one of two curtains. Behind one of the cur-
tains is a gag prize worth $150, and behind the other is a round-the-world trip worth $7,200. The
game show has placed a subliminal message on the curtain containing the gag prize, which makes
the probability of choosing the gag prize equal to 75 percent. What is the expected value of the
selection, and what is the standard deviation of that selection?

The Questions and Problems 7.3 Expected returns: You have chosen biology as your college major because you would like to be a
X ! medical doctor. However, you find that the probability of being accepted to medical school is about

f’lumberlng 26 to 4‘4 pel’ Chapter, are 10 percent. If you are accepted to medical school, then your starting salary when you graduate will be

primarily quantitative and are

classified as Basic, Intermediate, or

Advanced.

QUESTIONS AND PROBLEMS

7.13 Expected returns: Jose is thinking about purchasing a soft drink machine and placing it in a busi- INTERMEDIATE
ness office. He knows that there is a 5 percent probability that someone who walks by the machine will

make a purchase from the machine, and he knows that the profit on each soft drink sold is $0.10. If

Jose expects a thousand people per day to pass by the machine and requires a complete return of his

investment in one year, then what is the maximum price that he should be willing to pay for the soft

drink machine? Assume 250 working days in a year and ignore taxes and the time value of money.

dard deviati

71

S

Interpretmg the variance and The distribution of grades in an
d y finance class is normally distributed, with an expected grade of 75. If the standard

o
ADVANCED . [>] 7-27 David is going to purchase two stocks to form the initial holdings in his portfolio. Iron stock has
David plans to invest 30 percent of his funds in Iron and the remainder in Copper, what will be the

an expected return of 15 percent, while Copper stock has an expected return of 20 percent. If
expected return from his portfolio? What if David invests 70 percent of his funds in Iron stock?

CFA PROBLEMS . 1 1.37 FITCO is considering the purchase of new equipment. The cqulpment costs $350,000, and an addi- ‘
tional $110,000 is needed to install it. The equip will be dep traight-line to zero over a - LCFA PROBLEMS
five-year life. The equipment will generate additional annual revenues of $265,000, and it will have
annual cash operating expenses of $83,000. The equipment will be sold for $85,000 after five years.
An inventory investment of $73,000 is required during the life of the investment. FITCO is in the
40 percent tax bracket, and its cost of capital is 10 percent. What is the project NPV?

Problems from CFA readings are

a. sa7a1s included in the Question and Prob-
. $80,189. i i i
c s lem section in appropriate chapters.

e 1 EXCEL PROBLEMS
158 CHAPTERS5 | The Time Value of Money
Nearly all problems can be solved

using Excel templates at the student
Web site within WileyPLUS.

5.35 Sam Bradford, a number 1 draft pick of the St. Louis Rams, and his agent are evaluating three
contract options. Each option offers a signing bonus and a series of payments over the life of the
contract. Bradford uses a 10.25 percent rate of return to evaluate the contracts. Given the cash
flows for each option, which one should he choose?

Year Cash Flow Type Option A Option B Option C
0 Signing Bonus $3,100,000 $4,000,000 $4,250,000
1 Annual Salary $ 650,000 $ 825,000 $ 550,000
2 Annual Salary $ 715,000 $ 850,000 $ 625,000
3 Annual Salary $ 822,250 $ 925,000 $ 800,000

@ Sample Test Problems

SAMPLE TEST PROBLEMS

7.1 Friendly Airlines stock is selling at a current price of $37.50 per share. If the stock does not pay a dividend
and has a 12 percent expected return, what is the expected price of the stock one year from today?

7.2 Stefan's parents are about to invest their nest egg in a stock that he has estimated to have an expected

Finally, five Sample Test Problems call for
strai g htfo rwa rd app lications Of th e Ch 5 pte r return of  percent over the next year. Ifthe return on the stock is normally distributed withaa 3 percent
! standard deviation, in what range will the stock return fall 95 percent of the time?
concepts. These problems are intended to be 7.3 Elaine has narrowed her investment alternatves to two stocks (at this time she s not worried about
r . diversifying): Stock M, which has a 23 percent expected return, and Stock Y, which has an 8 percent
representative of the kind of problems that cxpected rentrn. IfElaine requires a 16 percent return on et otalinvestment,then what proportion
o . of her portfolio will she invest in each stock?
may be used in a test, and instructors can B Yo e o oot TS O 1, v g ) N i g Corp
encourage stu dents to solve them as if th ey and the general market. When you plot the line of best fit for these data, you find that the slope of that line

i 25. If you know that the market generated a return of 12 percent and that the risk-free rate is 5 percent,
were ta kl n g a q u | z SO | Utl ons are p rOVi ded in then what would your best estimate be for the return of Pear Computer during that same time period?
the Instructor’s Manual.

7.5 The CAPM predicts that the return of MoonBucks Tea Corp. is 23.6 percent. If the risk-free rate of re-
turn is 8 percent and the expected return on the market is 20 percent, then what is MoonBucks' beta?

@ END OF PART ETHICS CASES

Ethics is an important topic in finance
and this text addresses ethical issues
in several ways. In Chapter 1, we
introduce a framework for consider-
ation of ethical issues in corporate
finance. Many ethical issues can be
analyzed in the context of informa-
tional asymmetry between parties to
a transaction, conflicts of interest,

breaches of confidentiality, and
breaches of fiduciary duty (principal-
agent relationships); we highlight
examples of such analysis through-
out the text. In addition, seven ethics
cases are included throughout this
book in order to help students better
understand how to analyze ethical
dilemmas in the context of the
framework. Real company examples

are presented, including timeless
cases about Arthur Anderson and
Martha Stewart’s scandal involving
ImClone, and more timely topics
such as the subprime mortgage
crisis and the advent of sustainable
living plans by corporations. Each
case includes questions for follow-
up discussion in class or as an
assignment.

XV



New to This Edition

XVi

In revising Fundamentals of Corporate Finance we have improved the presentation
and organization of key topics, added important new content, updated the text to
reflect changes in market and business conditions since the first edition was written,
improved key in-chapter pedagogical features, added to the number and quality of
the end-of-chapter problem sets, and updated the ethics cases.

Improved Presentation and Organization

We have edited and extended discussions throughout the text in an effort to im-
prove the pedagogical presentation of key topics. We also have rearranged the or-
der of some material to improve the effectiveness of the presentation. For example,
the discussion of the stock market (Section 2.4 in the first edition) has been incorpo-
rated into the section on the market for stocks in Chapter 9 and new content on in-
ternational stock markets has been added to this discussion. This change improves
the flow of the text and provides a more natural lead-in to the stock valuation con-
cepts that are subsequently discussed in Chapter 9. Also, material on capital market
efficiency (Section 8.1 in the first edition) has being moved to the initial discussion of
financial markets in Chapter 2. This change introduces the student to the concept of
market efficiency earlier in the book and improves the focus of Chapter 8, which
discusses bond valuation and interest rates.

New Content

There have been numerous additions to the content of the book. Some of the most
noteworthy include the following. A new section on cash flows to investors has been
added to Chapter 3 immediately after the discussion of how the financial statements
tie together (Section 3.6 in the first edition). This new section helps students develop
an understanding of the sources and uses of investor cash flows in the context of
the discussion of financial statements. It also enables them to develop an intuitive
understanding of the importance of cash flows to investors prior to the chapters on
the time value of money, risk and return, capital budgeting, and valuation.

A discussion of the Sharpe Ratio has been incorporated into Section 7.4, imme-
diately after the existing material on the coefficient of variation. This discussion helps
students develop a stronger intuition about the relation between risk and return
earlier in the book.

An extensive discussion of leasing policy and analysis has been added as an ap-
pendix to the chapter on financial policy, Chapter 16. This section introduces students
to leasing as an alternative means of financing the acquisition of an asset, outlines the
conflicts that can arise in lease agreements and mechanisms for reducing the costs of
these conflicts, discusses why certain types of assets are more or less likely to be
leased, and summarizes how financial managers make buy vs. lease decisions. This
material is presented within the same agency framework used in Chapter 16 and can
be taught in conjunction with the rest of Chapter 16, or independently.

The discussion of options in Chapter 20 has been extended to include diff-
erent types of options embedded in the debt and equity securities that firms issue.



This discussion provides students with a more complete picture of the range of fi-
nancial and non-financial options that are of concern to financial managers.

Current Financial Market and Business Information

Throughout the text, all financial market and business information for which more
current data are available have been updated. Not only have the exhibits been up-
dated, but financial values such as interest rates, risk premia, and foreign currency
exchange rates have been updated throughout the discussions in text, in-text
examples, and end-of-chapter problems. In addition, 19 of the 21 chapter opener
vignettes are completely new. Eighteen of these examples are from 2010, and one is
from 2009. The remaining two opener vignettes have been edited to ensure that
they remain current. All of the chapter openers provide timely examples of how the
material covered in the chapter is relevant to financial decision-making.

In-Chapter Features

The Learning Objectives at the beginning of each chapter have been revised to
more fully reflect the important content in the associated sections of the chapters.

New Building Intuition Boxes have been added where appropriate and existing
Building Intuition Boxes have been edited to ensure clarity.

All Learning by Doing Applications have been reviewed and, where appropriate,
updated or replaced.

All existing Decision-Making Examples have been reviewed and updated where nec-
essary. In addition, six new Decision-Making Examples have been added to the text.

The Summary of Learning Objectives and Key Equations at the end of each chapter
have been updated to reflect other changes in the chapter and to improve the ped-
agogical value of these features.

Refined and Extended Problem Sets

We have carefully edited the end-of-chapter questions and problems throughout the
book to ensure that the examples are current and clearly presented. In addition, new
questions and problems have been added to ensure appropriate coverage of key
concepts at all levels of difficulty. A total of 96 new questions and problems have
been added to the end-of-chapter problem sets, which brings the total number of
end-of-chapter questions and problems, including self-study problems and self-test
questions, for the entire text to 1,184.

Updated Ethics Cases and Their Organization

The Schwan Foods case has been replaced at the end of Chapter 11 with a new
case concerning the Unilever global Sustainable Living Plan. This case challenges
the student to think about how a sustainability plan can be consistent with stock-
holder value maximization. In addition, the case on affinity credit cards at the end
of Chapter 6 has been updated to reflect the effects of the Credit Card Act of 2009
and new data on the use of these cards as of 2010. The case on the Subprime Mort-
gage Market Meltdown has been moved from the end of Chapter 18 to the end of
Chapter 8 so that students can address the timely issues raised in this case earlier in
the course.

NEW TO THIS EDITION

XVii



Instructor and Student Resources

Fundamentals of Corporate Finance Second Edition features a
full line of teaching and learning resources that were devel-
oped under the close review of the authors. Driven by the same
basic beliefs as the textbook, these supplements provide a con-
sistent and well-integrated learning system. This hands-on
package guides instructors through the process of active learn-
ing and provides them with the tools to create an interactive
learning environment. With its emphasis on activities, exer-
cises, and the Internet, the package encourages students to take
an active role in the course and prepares them for decision
making in a real-world context.

WileyPLUS is a research-based, online

_WILEY ® _ environment for effective teaching and

P L U S learning. WileyPLUS builds students’ con-
wwwileyplus.com - fidence because it takes the guesswork out

of studying by providing students with a clear roadmap:
what to do, how to do it, if they did it right. This interactive
approach focuses on:

Design: Research-based design is based on proven instruc-
tional methods. Content is organized into small, more acces-
sible amounts of information, helping students build better
time management skills.

Engagement: Students can visually track their progress as they
move through the material at a pace that is right for them. En-
gaging in individualized self-quizzes followed by immediate
feedback helps to sustain their motivation to learn.

Outcomes: Self-assessment lets students know the exact out-
come of their effort at any time. Advanced reporting allows
instructors to easily spot trends in the usage and performance
data of their class in order to make more informed decisions.

With WileyPLUS, students will always know:

« What to do: Features, such as the course calendar, help stu-
dents stay on track and manage their time more effectively.

« How to do it: Instant feedback and personalized learning
plans are available 24/7.

« If they’re doing it right: Self-evaluation tools take the guesswork
out of studying and help students focus on the right materials.

XViii

WileyPLUS for Fundamentals of Corporate Finance, Second
Edition includes numerous valuable resources, among them:

« Animated Learning by Doing Applications
» Wiley Corporate Finance Video Collection
« Prerequisite Course Reviews

» Animated Tutorials

« Excel Templates and Spreadsheet Solutions
« Flashcards

« Crosswords

« Narrated PowerPoint Review

« Student Study Guide

« Hot Topics Modules

o Learning Styles Survey

Book Companion Site—For Instructors.

An extensive support package, including print and technology
tools, helps you maximize your teaching effectiveness. We offer
useful supplements for instructors with varying levels of expe-
rience and different instructional circumstances.

On this Web site instructors will find electronic versions of the
Solutions Manual, Test Bank, Instructor’s Manual, Computer-
ized Test Bank, and other valuable resources: www.wiley.com/
college/Parrino.

Instructor’s Manual. Included for each chapter are lecture
outlines, a summary of learning objectives and key equations, and
alternative approaches to the material. The Solutions Manual
includes detailed solutions to the Before You Go On questions,
Self-Study problems, Critical Thinking Questions, and all of the
Questions and Problems at the end of each chapter.

Test Bank. With over 2000 questions, the test bank allows
instructors to tailor examinations according to study objec-
tives and difficulty. Multiple-choice, true/false, and essay ques-
tions are included.

Computerized Test Bank. The computerized test bank
allows instructors to create and print multiple versions of the



