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Preface’

hen we told our friends and colleagues that we had decided to write a cor-
porate finance textbook, most of them had the same response: Why now?

There are three main reasons.

Pedagogy

As any student of the subject will attest to, corporate finance is challenging. Con-
sequently, as the popularity of corporate finance has grown, textbook authors have
attempted to make the subject more accessible by de-emphasizing the core theo-
retical ideas and instead concentrating on the results. In our over 30 years of com-
bined teaching experience, we have found that leaving out core material deemed
“too hard” actually makes the subject matter less accessible. The core concepts in
finance are simple and intuitive. What makes the subject challenging is that it is
often difficult for a novice to distinguish between these core ideas and other intu-
itively appealing approaches that, if used in financial decision making, will lead to
incorrect decisions. De-emphasizing the core concepts that underlie finance strips
students of the essential intellectual tools they need to differentiate between good
and bad decision making. Therefore, our primary motivation for writing this
book was to equip students with a solid grounding in the core financial concepts
and tools needed to make good decisions.

In our experience, students learn best when the material in a course is pre-
sented as one unified whole rather than a series of separate ideas. As such, this
book presents corporate finance as an application of a subset of simple, powerful
ideas. At the heart of this core is the principal of the absence of arbitrage oppor-
tunities, or Law of One Price. We use the Law of One Price as a compass; it keeps
financial decision makers on the right track.

Perspective

The past 30 years have witnessed an evolution in both the sophistication of the stu-
dents taking the course and the field itself. Today’s students arrive with first-hand
knowledge of financial markets, either through their participation in stock markets
or in their interaction with widely available financial products. Many students
encounter financial concepts in their entry-level jobs out of college; they often have
experience implementing financial decisions for the firms they work for, some
receive stock and options as part of their compensation, and almost all have the
option to make retirement plan contributions. We capitalize on the background
that students bring to the classroom in our choice of terminology and examples,
our use of real data, and by relating methodology to practice.

Much of the empirical evidence in financial economics amassed in the last 30
years supports the existing theory and strengthens the importance of under-
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standing and applying corporate finance principles. However, in a number of applications,
the evidence has not supported the theory. Although puzzles have emerged, none of them
has invalidated the core principles of corporate finance that this book is built on. So rather
than state theory as fact, we carefully evaluate the evidence and build on the sophistication
students bring with them on the first day of class. By clearly communicating these subtle-
ties to the student, we expose them to the dynamism of the field and avoid giving them
false impressions that contradict their own experience.

Technology

Even though the Internet is now commonplace, we do not feel that it has been properly
exploited in the field of education. The technology breakthrough in this book has the
potential to fundamentally change the way students learn. MyFinanceLab is as much a
part of the learning experience as classroom lectures and the textbook itself.

This product fundamentally changes how students learn finance. In the traditional
approach, students learn by working end-of-chapter problems, yet the time lag between
when the problem is worked and when feedback is received marginalizes the benefit of
the feedback. MyFinanceLab completely removes this inefficiency by providing students
with immediate feedback at the very point that they are most receptive to the knowledge.

These reasons motivated us to write a textbook that we hope will shape the way stu-
dents learn corporate finance for years to come.

Corporate Finance’s Innovative Approach

Corporate Finance carefully balances the latest advancements in research and practice with
thorough coverage of core finance topics. Several key themes and innovations distinguish
this textbook.

1. Using the Law of One Price as the Unifying Principle of Valuation

This book presents corporate finance as an application of a small set of simple core ideas.
Modern finance theory and practice is grounded in the idea of the absence of arbitrage
(or the Law of One Price) as the unifying concept in valuation. Chapter 3, “Arbitrage and
Financial Decision Making,” explicitly introduces the Law of One Price concept as the
basis for NPV, the time value of money, and the evaluation of risk. The rest of the book
relates major concepts to the Law of One Price, creating a framework to ground the stu-
dent reader. Each part of the textbook begins by highlighting the Law of One Price con-
nection. This methodology directly connects theory to practice and presents a unified
approach to what might appear to students as disparate ideas.

2. Improving on the Basics: Timelines and Interest Rates

We introduce timelines in Chapter 4, “The Time Value of Money,” and stress the impor-
tance of creating timelines for every problem that involves cash flows. Each subsequent
example involving cash flows includes a timeline as the critical first step.

In Chapter 5, “Interest Rates,” we explicitly walk students through the mechanics of
adjusting discount rates for different time periods and explain how to interpret interest
rate quotes. Separating the mechanics of how to compute the discount rate from the time
value of money concept allows us to more effectively communicate these basic tools.

3. Emphasizing Capital Budgeting and Valuation

The capital budgeting decision is one of the most important decisions in finance and as
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such is the focus of many instructors’ courses. We present capital budgeting and valuation
in two stages.

The first stage comes early and focuses on identifying cash flows. Chapter 7, “Funda-
mentals of Capital Budgeting,” examines the valuation of projects within a firm and pro-
vides a clear and systematic presentation of the difference between earnings and free cash
flow. These concepts are then applied to stocks in Chapter 9, providing a unifying treat-
ment of projects within the firm and the valuation of the firm as a whole. This early
introduction into capital budgeting allows us to conceptually present the idea of the cost
of capital, which we then use to motivate the risk and return coverage. In this way, we
relate the cost of capital to risk and return, an otherwise challenging connection for new
students of finance.

The second stage follows the discussion of the pricing of risk and capital structure.
Chapter 18, “Capital Budgeting and Valuation with Leverage,” presents the three main
methods for capital budgeting with leverage and market imperfections: the weighted
average cost of capital (WACC) method, the adjusted present value (APV) method, and
the flow-to-equity (FTE) method. We communicate these traditionally difficult but
important ideas by emphasizing the underlying assumptions and core principles behind
them. This approach allows us to present these concepts in the context of progressively
more complex financing policies for the firm, which allows students and professors to
delve as deeply into these techniques as is appropriate for their needs. Next, Chapter 19,
“Valuation and Financial Modeling: A Case Study” serves as a capstone chapter for the
first six parts of the book and applies the financial tools developed thus far to build a val-
uation model for a case study, Ideko Corp. This chapter walks future financial managers
through the process of building a financial valuation model using Excel.

4. Rethinking the Teaching of Risk and Return

Chapter 3 briefly introduces the concept of risk and return. Using the no-arbitrage con-
cept alone, we explain conceptually one of the core principles of finance: that risk must
be evaluated relative to a benchmark. Later, the flexible structure of Part IV allows pro-
fessors to tailor coverage of risk and return to fit their course.

For those looking for a brief introduction to risk and return before moving directly to
corporate finance topics, Chapter 10, “Capital Markets and the Pricing of Risk,” provides
the key intuition and motivation for the relation between risk and return. The chapter
also explains the distinction between diversifiable and systematic risk, and introduces the
CAPM in the way it is used in practice, as a means of identifying systematic risk and
determining risk premia. This comprehensive yet succinct treatment allows instructors to
skip subsequent risk and return chapters without sacrificing continuity.

Those opting for in-depth coverage of risk and return can include the following
chapters:

* Chapter 11, “Optimal Portfolio Choice,” develops the details of mean-variance port-
folio optimization separately from the CAPM as they are of independent usefulness.

* Chapter 12, “The Capital Asset Pricing Model,” presents the equilibrium argument for
the CAPM, emphasizing that the CAPM is simply a means of identifying the market
portfolio as an efficient portfolio, and discusses a number of practical issues that arise
when implementing the CAPM.

* Chapter 13, “Alternative Models of Systematic Risk,” moves beyond the CAPM,
examining the relative strengths and weaknesses of other models, including multi-
factor models and characteristic variable models. Because we have separated the dis-
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cussion of mean-variance optimization from the CAPM in Chapters 11 and 12, this
chapter is able to clearly differentiate the core concept that remains valid from the
applications called into question by the empirical evidence. That is, the expected
return of a stock is still given by its beta with an efficient portfolio but that portfolio
might not be the standard proxies used for the market portfolio.

5. Stressing the Capital Structure Decision

We place heavy emphasis on the firm’s capital structure in Chapters 14-17, but also allow
instructors to tailor the coverage as suits them by presenting Modigliani and Miller in a
perfect world at the outset and then layering on frictions in subsequent chapters. We tie
the classic Modigliani and Miller results to the Law of One Price and maintain that cen-
tral theme throughout our discussion of capital structure. Our full-chapter treatment of
this foundational material highlights its importance to students and sets the stage for the
remainder of this part of the text. Our in-depth look at the role of taxation, financial dis-
tress, and agency costs fully prepares the financial manager to account for real-world
market imperfections in the capital budgeting process.

Corporate Finance offers coverage of the major topical areas for introductory-level MBA
students as well as the depth required in a reference textbook for upper-division courses.
Our focus is on financial decision-making related to the corporation’s choice of which
investments to make or how to raise the capital required to fund an investment.

Part-by-Part Overview

Parts I and 11 lay the foundation for our study of corporate finance. In Chapter 1, we
introduce the corporation and other business forms. We examine how stock markets facil-
itate trading among investors, the role of the financial manager, and conflicts surrounding
ownership and control of corporations. Chapter 2 reviews basic corporate accounting
principles and the financial statements on which the financial manager relies. Chapter 3,
“Arbitrage and Financial Decision Making,” introduces the core ideas on which finance
is built—the Law of One Price, net present value, and risk—that are the basis of the uni-
fying framework that will guide the student throughout the course. This brief introduc-
tion to risk is an important innovation that allows us to discuss risk in the early chapters,
in particular in the context of the early introduction to capital budgeting.

Part II presents the basic tools that are the cornerstones of corporate finance. Chapter 4
introduces the time value of money and describes methods for estimating the timing of
cash flows and computing the net present value of various types of cash flow patterns.
Chapter 5, “Interest Rates,” provides an extensive overview of issues that arise in estimating
the appropriate discount rate. In Chapter 6, “Investment Decision Rules,” we present and
critique alternatives to net present value for evaluating projects.

Part III applies these newly learned valuation principles for discounting cash flows
developed from Part II to both real and financial assets. We explain the basics of valua-
tion for capital projects (Chapter 7), bonds (Chapter 8), and stocks (Chapter 9). In
Chapter 9 we also discuss the issue of market efficiency and implications for financial
managers.

In Part IV, we look at the critical concept of risk and return. Chapter 10, “Capital Mar-
kets and the Pricing of Risk,” introduces the relation between risk and return. Some pro-
fessors may choose to cover only this one-chapter treatment of risk and return before
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proceeding directly to the capital structure unit. In Chapter 11, “Optimal Portfolio
Choice,” we introduce mean-variance optimization. In Chapter 12, we derive the Capital
Asset Pricing Model. Chapter 13 examines the strengths and weaknesses of alternative
models of risk and return.

Part V addresses how a firm should raise the funds it needs to undertake its investments
and the firm’s resulting capital structure. We focus on examining how the choice of cap-
ital structure affects the value of the firm in the perfect world in Chapter 14 and with fric-
tions such as taxes and agency issues in Chapters 15 and 16. Payout policy is the focus of
Chapter 17.

In Part VI, we return to the capital budgeting decision with the complexities of the real
world. Chapter 18, “Capital Budgeting and Valuation with Leverage,” introduces the
three main methods for capital budgeting with leverage and market imperfections: the
weighted average cost of capital (WACC) method, the adjusted present value (APV)
method, and the flow-to-equity (FTE) method. Chapter 19, “Valuation and Financial
Modeling: A Case Study,” presents a capstone case that applies the techniques developed
up to this point to build a valuation model for a firm.

Part VII focuses on options and the role they play in investing and financing decisions.
Chapter 20 introduces the financial options, and Chapter 21 presents commonly used
techniques for pricing options, including the Black-Scholes Option Pricing Model and
Binomial Option Pricing Model. Chapter 22 highlights the role of real options in capital
budgeting.

In Part VIII, we explain the institutional details associated with alternative long-term
financing sources. Chapter 23, “The Mechanics of Raising Equity Capital,” describes the
process a company goes through when it raises equity capital. In Chapter 24, we review
how firms can use the debt markets to raise capital. Chapter 25 introduces an alternative
to long-term debt financing, leasing,

In Part IX, we turn to the details of running the financial side of a corporation on a
day-to-day basis. In Chapter 26 we discuss how firms manage their working capital. In
Chapter 27, we explain how firms manage their short-term cash needs.

Part X addresses special topics in corporate financial management. Chapter 28 dis-
cusses mergers and acquisitions, and Chapter 29 provides an overview of corporate gov-
ernance. In Chapter 30, “Risk Management,” we consider corporations’ use of insurance
and financial derivatives to manage risk. Chapter 31, “International Corporate Finance,”
introduces the issues a firm faces when making a foreign investment and addresses the val-
uation of foreign projects.

Customize Your Approach

In reviewing hundreds of syllabi in planning for this textbook, we came to appreciate that
few professors work through a textbook linearly from start to finish. The vast majority of
professors customize their classes by selecting a subset of chapters reflecting the subject
matter they consider most important. We therefore designed the book from the outset
with this need for flexibility in mind. Instructors are free to emphasize the topics they find
most interesting.

We consider Parts IT through V1 as the core chapters in the book. We envision that most
MBA programs will cover this material in the courses they teach. However, even within
these core chapters instructors can pick and choose. Universities that teach corporate
finance in a single quarter will likely cover Chapters 3-15. If time allows, or if students
enter the course already familiar with the time value of money concepts, Chapters 16-19
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can be added. In a semester-long course, other topics such as options, risk management,
and international finance can be added at the instructor’s choosing. The later chapters in
the book can also be used in an advanced corporate finance course. Finally, the book allows
for a stripped-down treatment of finance essentials for programs that only have a single
mini-semester core finance course. In this case, we suggest covering Chapters 310, 14,
and perhaps 15 if time allows.

A Complete Instructor and Student Support Package

MyFinancel.ab

MyFinanceLab is a critical component of the text. This resource, a premium product that
is available for packaging, will give all students the practice and tutorial help they need to
learn finance efficiently. For more details, see pages xxxvi—xxxvii.

Solutions Manual

This essential companion to the text provides detailed, accuracy-verified solutions to
every chapter problem. All the solutions, like the problems themselves, were written by
the textbook authors, class tested by 10 MBA fnance classes over the course of a semester,
and scrutinized by Mark Simonson, Arizona State University, to guarantee unparalleled

quality.

Study Guide

Written by Mark Simonson, Arizona State University, the Study Guide provides the learn-
ing tools students need to cement their understanding of the central concepts. Corre-
sponding to each chapter, students will find a chapter synopsis that overviews the contents
and a review of selected concepts and key terms to focus study time on the most critical
topics. A handful of worked examples in each chapter with step-by-step solutions walk
students through the thought process for arriving at each solution, instilling in them the
intuition they need to tackle problems successfully on their own. A section of 5-10 ques-
tions and problems per chapter test students’ grasp of the main concepts and ability to
apply them to solve problems.

" Instructor’s Manual

The Instructor’s Manual was written by Janet Payne and William Chittenden of Texas
State University. Corresponding to each chapter, these authors provide: chapter overview
and outline correlated to the PowerPoint Lecture Notes; learning objectives; guide to fresh
worked examples in the PowerPoint Lecture Notes; and listing of end-of-chapter prob-
lems with an Excel icon (EEZIH) for which Spreadsheet Solutions are available via the
online Instructor Resource Center and Instructor’s Resource CD-ROM.

Test Bank

Prepared by James Nelson, East Carolina University, the Test Bank provides a wealth of
accuracy-verified testing material. Each chapter offers a wide selection of multiple-choice,
short-answer, and essay questions. Questions are qualified by difficulty level and skill type
and correlated to the chapter topics. Numerical-based problems include step-by-step
solutions.
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Instructor’s Resource Disk with PowerPoint Lecture Presentations

Compatible with Windows and Macintosh computers, this CD-ROM provides numerous
resources for students and professors alike.

We offer PowerPoint Lecture Presentations, authored by Janet Payne and William Chit-
tenden of Texas State University, tailored to both instructors and students. The instructor
version offers outlines of each chapter with graphs, tables, key terms, and concepts from
each chapter. To enliven classroom presentations, selected figures, tables, and timelines are
incorporated. Fresh worked examples provide detailed, step-by-step solutions for students
in the same format as the boxed examples from the text. New examples are correlated to
the parallel examples from the textbook and include calculator keystrokes and Spreadsheet
Solutions as appropriate. The student version of the presentation contains selected dele-
tions and fill-in-the blanks to encourage active student listening and participation in the
lectures.

For added convenience, the CD-ROM also includes Microsoft Word files for the entire
contents of the Instructor’s Manual and computerized Test Bank files. The easy-to-use
testing software (TestGen with QuizMaster for Windows and Macintosh) is a valuable
text preparation tool that allows professors to view, edit, and add questions.

Resources Available for Packaging with This Text

The following supplementary materials are available to aid and enhance students’ mastery
of concepts:

Wall Street Journal Edition

When packaged with this text, Addison-Wesley offers students a reduced-cost, 10- or 15-
week subscription to the Wall Street Journal print edition and the Wall Street Journal
Interactive Edition.

The Financial Times Edition

Featuring international news and analysis from journalists in more than 50 countries, 7he
Financial Times will provide your students with insights and perspectives on economic
developments around the world. For a small charge, a 15-week subscription to 7he Finan-
cial Times can be included with each new textbook.
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