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Bridging Theory
and Practice

GLOBAL FINANCIAL CRISIS European Sovereign Debt Yields: A Puzzle

Before the EMU created the euro as a single European cur-
rency, the yields of sovercign debr issucd by European coun-
tries varied widely. These variations primarily reflected
differences in inflation expectations and currency risk (sce
Figure 6.6). However, after the monctary union was pur in
place at the end of 1998, the yiclds all essentially converged to
the yield on German government bonds. Investors scemed to
conclude thar there was licle distinction between the debr of
the European countries in the union—they scemed to feel that
all countrics in the union were essentially exposed to the same
default, inflacion and currency risk and thus equally “safe.”
Presumably, investors believed that an outright default
was unchinkable: They apparently believed that member

countries would be fiscally responsible and manage their
debr obligations to avoid defaule at all costs. But as illus-
trated by Figure 6.6, once the 2008 financial crisis revealed
the folly of this assumption, debr yields once again diverged
as investors acknowledged the likelihood that some coun-
trics (particularly Porcugal and Ircland) might be unable to
repay their debt and would be forced to default.

In retrospect, rather than bringing fiscal responsibilicy,
the monerary union allowed the weaker member countries
to borrow at dramatically lower rates. In response, these
countries reacted by increasing their borrowing—and at
least in Greece’s case, borrowed o the point that default
became inevitable.

(o] "I "] W IENVNAY Discounting One Too Many Times

The perpetuity formula assumes that the first payment
occurs at the end of the first period (at date 1). Sometimes
perpetuitics have cash flows that starc later in the future. In
this case, we can adapt the perpetuity formula to compute
the present value, but we need to do so carefully to avoid a
common mistake.

To illustrate, consider the MBA graduation party
described in Example 4.7. Rather than starting immedi-
ately, suppose that the first party will be held two years from
today (for the current entering class). How would this delay
change the amount of the donation required?

Now the timeline looks like chis:

0 1 2 3
L | | |

| ...
$30,000 $30,000

We need to determine the present value of these cash flows,
as it tells us the amount of money in the bank needed today
o finance the future parties. We cannot apply the perpetuity
formula directly, however, because these cash flows are not
exactly a perpetuity as we defined it. Specifically, the cash
flow in the first period is “missing.” But consider the situ-
ation on date 1—at that point, the first party is one period

away and then the cash flows are periodic. From the per-
spective of date 1, this isa perperuity, and we can apply the
formula. From the preceding calculation, we know we need
$375,000 on date 1 to have enough to start the parties on
date 2. We rewrite the timeline as follows:

0 1 2 3
|

| ...
T T U
$375,000 <——{$30,000 $30,000

Our goal can now be restated more simply: How much do
we need to invest today to have $375,000 in one year? This
is a simple present value calculation:

PV=$375,000/1.08 = $347,222 today

A common mistake is to discount the $375,000 twice
because the first party is in two periods. Remember—the
present value formula for the perpetuity already discounts the
cash flows 1o one period prior to the first cash flow. Keep in
mind that this common mistake may be made with perpetu-
itics, annuitics, and all of the other special cases discussed in
this section. Al of these formulas discount the cash flows to
one period prior to the first cash flow.

Kevin M. Warsh, a lecturer at Stanford’s
Graduate School of Business and a
distinguished visiting fellow at the Hoover
Institution, was a Federal Reserve governor
from 2006 to 2011, serving as chief laison
to the financial markets.

QUESTION: What are the main policy
instruments used by central banks to control
the economy?

ANSWER: The Federal Reserve (Fed)
deploys several policy tools to achieve s
goals of price stability, maximum sustain-
able employment, and financial stability.
Lowering the federal funds shore-term
incerest rate, the primary policy instrument,
stimulates the cconomy. Raising the federal funds rate gener-
ally slows the cconomy. Buying and sclling short-term U.S.
Treasury securitics through pen market operations s standard
practice. Prior to the 2007-2009 financial crisis, the Fed's
balance sheet ranged from $700-$900 billion. But when

the Fed was unable to lower interest rates furcher because
rates were so close to 7ero already, it resorted to large-scale,
longer-term open market operaions o increase liquidity in
the financial system in the hopes of stimulating the cconomy
furcher, thus growing its balance sheet significandly. With
open mouth aperations, the Fed’s announcements of ts intent
to buy o indic sired degree of futu
accommodation, often prompring markes to react
rates immediately. The Fed’s

INTERVIEW WITH
KEVIN M. WARSH

clarity and confidence in the financial
wherewithal of cach other. One cffective,
innovative tool, the Term Auction Facility
(TAF), stimulaed the cconomy by pro-
viding cheap and readily available term
funding to banks, large and small, on the
front lines of the economy, thus encour-
aging them to extend credit to businesses
and consumers. After reducing the
policy rate to near zero o help revive the
cconomy, the Fed instituted two Quan-
sitative Easing (QF) programs—special
purchases of government and agency
securities—to increase money supply,
promote lending, and according to some
proponents, increase prices of riskier
assets.

The Fed also addressed the global
financial crisis by establishing temporary central bank
liguidity swap lines with the European Central Bank and
other major central banks. Using this facility, a forcign
central bank is able to obtain dollar funding for its custom-
ers by swapping Euros for dollars or another currency and
agrecing to reverse the swap at a later date. The Fed docs
not take exchange rate risk, but it is subject to the credit
risk of its central bank counterparty.

QUESTION: What tools is the European Central Bank
(ECB) using to address the sovereign deb crisis? How does its
approach

Focus on the Financial Crisis and Sovereign

Debt Crisis

—— Global Financial Crisis boxes reflect the reality of the recent
financial crisis and ongoing sovereign debt crisis, noting lessons
learned. Twenty-two boxes across the book illustrate and

analyze key details.

The Law of One Price as the Unifying

Valuation Framework

The Law of One Price framework reflects the modern idea that

the absence of arbitrage is the unifying concept of valuation. This
critical insight is introduced in Chapter 3, revisited in each part

opener, and integrated throughout the text—motivating all major
concepts and connecting theory to practice.

Study Aids with a Practical Focus

To be successtul, students need to master the core concepts and
learn to identify and solve problems that today’s practitioners face.

— Common Mistakes boxes alert students to frequently made

mistakes stemming from misunderstanding core concepts and
calculations—in the classroom and in the field.

(SN JURW W Evaluating an Annuity with Monthly Cash Flows

Worked Examples ——
accompany every im-
portant concept using a
step-by-step procedure
that guides students
through the solution
process. Clear labels
make them easy to find
for help with home-
work and studying.

Problem

You are about to purchase a new car and have two options to pay for it. You can pay $20,000 in
cash immediately, or you can get a loan that requires you to pay $500 each month for the next
48 months (four years). If the monthly interest rate you carn on your cash is 0.5%, which option
should you take?

Solution
Let's stare by writing down the timeline of the loan payments:

1 2 48

0 $500 $500 $500

“The timeline shows that the loan is a 48-period annuity. Using the annuity formula the present

value is
1
1.005*%

1
PV(48-period f $500) = $500 x ——|
(48-period annuity of $500) = $5 Xo.oos(

=$21,290

Alternatively, we may use the annuity spreadsheet to solve the problem

I [ NPER [ RATE | PV | PMT | V| Excolformun |
Given| 48 [ 0.50% 500 | 0 |
[Soivetor v | I 250 I [ =PV0.005.48:500.0)

“Thus, taking the loan is cquivalent to paying $21,290 today, which is costlier than paying cash.
You should pay cash for the car.

Applications that Reflect Real Practice

Corporate Finance features actual companies and leaders in the field.

— Interviews with notable practitioners—six new for this edi-

tion—highlight leaders in the field and address the effects of the

financial crisis.

General Interest boxes highlight timely material from financial

publications that shed light on business problems and real-

company practices.
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Teaching Students
to Think Finance

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

Simplified Presentation of Mathematics

One of the hardest parts of learning finance is mastering the
jargon, math, and non-standardized notation. Corporate Finance
systematically uses:

USING EXCEL Excel also has 2 builtin function, IRR, that will calculate the IRR of a stream of cash flows.

i . 1 1 xcel's IRR function has the format, IRR (values, guess), where “values” is the range containin
Notation Boxes: Each chap ter opens by deﬁnlng the variables Excels IRR Function ﬁw c]ashlﬁl;ws, nd “g:cs;“ isan opugﬁ s(uriing ;ms Lhc):c Exmllbcgms i search for am RR.
and acronyms used in the chapter as a “legend” for students’ St

A L C o L3
reference. 1 perid o —
2 CahFlowC, [1,0000) 3000 4000 5000
Timelines: Introduced in Chapter 4, timelines are emphasized 3 8% uhA(B2:E2

as the important first step in solving every problem that

There are three things to note about the IRR function. First, the values given to the IRR func-

. (e s et (1] (7 s e Bl G [, s e G s s 0, T i
IHVOIVCS cash ﬂOWS. sense, the IRR and NPV functions in Excel are inconsistent. Second, like the NPV function, the
IRR ignores the period associated with any blank cells. Finally, as we will discuss in Chapter 7,
. . in some secings the IRR function may fail to find a solution, or may give a different answer,

Numbered and Labeled Equations: The first time a full equa- e i g

tion is given in notation form it is numbered. Key equations
are titled and revisited in the chapter summary.

Using Excel Boxes: Provide hands-on instruction of Excel
techniques and include screenshots to serve as a guide for students.

Spreadsheet Tables: Select tables are available as Excel ﬁles, I TABLE 8.1 HomeNet'’s Incremental Earnings Forecast
SPREADSHEET

enabling students to change inputs and manipulate the under-

Ivi leulati [ Year o0 1 2 3 4 5

ylng calculations. Incremental Earnings Forecast ($000s)
Sales — 26,000 26,000 26,000 26,000 —
Cost of Goods Sold — (11,000) (11,000) (11,000) (11,0000 —
Gross Profit — 15,000 15,000 15,000 15,000 —
Selling, General, and Administrative — (2,800) (2,800) (2,800) (2,800) —
Research and Development (15,000) — — — —
Depreciation — (1,500) (1,500) (1,500) (1,500) (1,500)
EBIT (15,0000 10,700 10,700 10,700 10,700 (1,500)
Income Tax at 40% 6,000  (4,280) (4,280) (4,280) (4,280 600
Unlevered Net Income (9,000) 6420 6,420 6420 6,420 (900)

Practice Finance to Learn Finance

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

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

End-of-chapter problems written personally by Jonathan
. . Data Case  This is your sccond interview with a prestigious brokerage fim for a job as an cquity analyst. You
Bel‘k a_nd Peter DeMarzo OH:CI' instructors the op PO rtumty survived the morning interviews with the department manager and the Vice President of Equity.

Everything has gone so well that they want o test your ability as an analyst. You are scated in a room

. f . l f h k wuh’a computer and a list with the names of two companies—Ford (F) and Microsoft (MSFT). You
to assign first-rate materials to students for homework and e 30 miorcs s ol the g
. . . 1. Download the annual income statements, balance sheets, and cash flow statements for the last
practice with the confidence that the problems are consistent fous oy o MartodOnch (e e con). Bovercch sompanys ok syl
R ) . and then go to “financials.” Export the statements to Excel by dlicking the export button.

Wlth Chapter content. Both the problems and SOILIUOI’IS, Wthh 2. Find historical stock prices for cach firm from Yahoo! Finance (finance.yahoo.com). Enter your
stock symbol, click “Historical Prices” in.the It column, and enter the proper date range 1o
: _ cover the last day of the month corresponding to the date of cach financial statement. Use the
also were written by the autho IS, have been class-tested and closing stock prices (not the adjusted close). To calculate the firm’s market capitalization at each
. date, multiply the number of shares outstanding (sce “Basic™ on the income statement under

accuracy-checked to ensure quality. “Weighted Averge Shares Outstanding® by she ror's isoricsock price

w

. For each of the four years of statements, compute the following ratios for each firm:

Data Cases present in-depth scenarios in a business setting ———— alution Ras

Price-Earnings Ratio (for EPS use Diluted EPS Total)

with questions designed to guide students” analysis. Many Empese Voo EBITDA

. . (For debr, include long-term and short-term debr; for cash, include marketable securities.)
questions involve the use of Internet resources and Excel Profail Raios

. Operacing Margin
techmques. Net Profic Margin



MyFinancelLab

Because practice with homework problems is crucial to learning finance, Corporate Finance is available with MyFinancelLab, a
fully integrated homework and tutorial system. MyFinancelLab revolutionizes homework and practice with material written and
developed by Jonathan Berk and Peter DeMarzo.

Online Assessment Using End-of-Chapter Problems
The seamless integration among the textbook, assessment materials,
and online resources sets a new standard in corporate finance
education.

Chapter:4 The Trme Valee of Moncy,

You have bean off
28,000 1o ey e
Wit i the NPV
b, What o the WP

& Wiat is the HPY

The NPV of the ineef

4 3oi124(Ocompets) v B

‘Yeu harew bean olferec o unigue investment copertunity. I you imst 23,000 reday, you will receive $1.230 cow year from now, 3750
e ywar from noew, s 525,000 pin years from now,

a. Vot is the NP of the investment opportunty if the interest eate s 10% per year? Should you tale the cppomiunity 7

b, Whatt s the NP of the investment coportunsty  the intensst rate & 5% per year? Should you 13k the oppomundy?

& What s the PV of the imsestment opportunty i the wherest cte s 18% par vear?
Fhiro re the £ 381 fiows:
Yaar

]

Cash Fiow -§25000  §1260 $1 78 £25 000

Thee formuia 10 fird the nl present «aue of ths stmam of cash fiows i 22 Tollows.

Press COnlinue 1o see more. X

~Ra0 R

You have been offered a unique investment opportunity. If you invest $10,000 today, you will

receive $500 one year from now, $1500 two years from now, and $10,000 ten years from now.

a. What is the NPV of the opportunity if the interest rate is 6% per year? Should you take the
opportunity?

b. What is the NPV of the opportunity if the interest rate is 2% per year? Should you take it now?

Hompwork: Tirme Vilue of Money Fomework1

& What & the NPV]
b. What is the KPY]

R, VWt 5 the W]

The 15 of the

1008 (0 compiete) W

Yieu have Basn offerss 3 uniqus investment sppertuny If e invent 5341 i
tm yames freem naw m;}!ﬂ:ﬂmvmmukr | mmvcahuw 0

. Whal m the WPV of the anesiment spperunty o the slenesd rade n
b, Vihatis tha NPV of the  investmsnt cpponunity if the intesest rat is NFER
. What s the WPV of e invesiimect cpporturiey i the intenest rate in AATE
o KR T
Yem 0 1 2
S I — it
Cosh Flow -3 000 1T 5 -
L
T formuda 1o find the net present «ale of this stmam of cash flows is
Show timeline Cleat Eemrhierearas o

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

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

B Interactive Figures—Select in-text graphs and
figures—covering topics such as bonds, stock
valuation, NPV, and IRR—have been digitally
enhanced to allow students to interact with vari-
ables to affect outcomes and bring concepts to life.

Additional Resources in MyFinancelab

B Video clips profile high-profile firms such as
Boceing, Cisco, Delta, and Intel through interviews
and analysis. The videos focus on core topical
areas, including capital budgeting, mergers and
acquisitions, and risk and return.

B Auto-Graded Excel Projects—Using proven,
field-tested technology, MyFinanceLab’s new auto-
graded Excel Projects allow instructors to seam-
lessly integrate Excel content into their course.

B Finance in the News provides weekly postings of
a relevant and current article from a newspaper or
journal article with discussion questions that are
assignable in MyFinanceLab.

B Live news and video feeds from 7he Financial
Times and ABC News provide real-time news
updates.

B Author Solution Videos walk through the in-text
examples using math, the financial calculator, and
spreadsheets.

To learn more about MyFinancelab,
contact your local Pearson representative,
www.pearsoneducation.com/replocator,
or visit www.myfinancelab.com.
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Hands-On Practice,

Hands-Off Grading

Hands-On, Targeted Practice

Students can take pre-built Practice Tests

for each chapter, and their test results will
generate an individualized Study Plan.
With the Study Plan, students learn to
focus their energies on the topics they need

to be successful in class, on exams, and,
ultimately, in their careers.

Powerful InstructorTools

DerbDamaro: Comorats Fnance, A Mofwesalah » Sty e Ree

Study Plan Contents

() To find out whast you mewd to wtudy, work on th bolowing: Cuizes

(2 Practce the auestion in the learmeng objecies rou need 1 sty { P}

(3 Wi i P e o it et B Sbbery [ ) by Laking 3 Cuas M, o By wavkined 3 6A: Cuaiied, Tests

O s 050

Stusdy Plan Coments

© Ch. 0 Oriestation
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S0k L The Corporation
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@ Ch 2 Fisanclal Gecislon Making and the Law of e Price
@, 41 Thee Time Wnlte of Mo

= 0h 3 bdereil Wilei

5 Gh ;. Vbl omids

¢ Oh. 7; brvestment Declsian Rutes

&b 8 Fmdamsntals of Capital fusection

500 % Vahiing Stecks

Gk Casltnl Market s the Pricies of Risk

= Oh 11 Outimal Portiolio Aaset

i Ohe 12: Estimsating the Cost of Capltal

& Che L3 Imeestor Bebavior and Canital Market Eificlency

& 14; Capital Structure in & Perfect Marke!

& Ch 15: Dol aned Tames.

= Che 10 Finsnchal Cisiress, Mansserial Incentbves. and inlocmation

. . . Gradubook
MyFinancelLab provides flexible tools that e
enable instructors to easily customize the bt

online course materials to suit their needs.

B Easy-to-Use Homework Manager.
Instructors can easily create and assign
tests, quizzes, or graded homework
assignments. In addition to pre-built

MyFinanceLab questions, the Test Bank
is also available so that instructors have

* il Assianments * Ervervien fiy Studest + Sty Flan
Dataded sumgrmant Student svsgenfor Sty Pan
e eradutiook caugonet  Drogren Car

ClassRester  AlStedemts &£ EJ ED BT W

ample material with which to create T oy Bt en Brk Dabars: Corsorate Fnance

Coprmght 2016 Fearson E

assignments.

B Flexible Gradebook. MyFinancelab saves time by automatically grading students’

work and tracking results in an online Gradebook.

B Downloadable Classroom Resources. Instructors also have access to online

versions of each instructor supplement, including the Instructor’s Manual,

Solutions Manual, PowerPoint Lecture Notes, and Test Bank.

To learn more about MyFinancelab, contact your local Pearson representative,

www.pearsoneducation.com/replocator, or visit www.myfinancelab.com.
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Preface

insight: 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 intuitively 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.

We present corporate finance as an application of a set of simple, powerful ideas. At the
heart is the principal of the absence of arbitrage opportunities, or Law of One Price—in
life, you don’t get something for nothing. This simple concept is a powerful and important
tool in financial decision making. By relying on it, and the other core principles in this
book, financial decision makers can avoid the bad decisions brought to light by the recent
financial crisis. We use the Law of One Price as a compass; it keeps financial decision
makers on the right track and is the backbone of the entire book.

WE WERE MOTIVATED TO WRITE THIS TEXTBOOK BY A CENTRAL

New to This Edition

Xx1v

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

B Increased coverage of early stage financing in Chapter 23 (Raising Equity Capital),
including a detailed explanation of angel financing, venture capital deal terms, and an
expanded explanation of typical returns investors might earn.

B Addressed the implications of negative interest rates throughout the book.

B Expanded coverage of the European debt crisis in Chapter 6 (Valuing Bonds) including
a case study on the Greek default.

B Added material throughout Part 5 (Capital Structure) that relates the capital structure
to the current debate on bank leverage.

B Added coverage in Chapter 1 (The Corporation) describing the ongoing changes to
how stocks are traded worldwide.

B Expanded the explanation of key financial ratios in Chapter 2 (Introduction to Finan-
cial Statement Analysis) and index arbitrage in Chapter 3 (Financial Decision Making
and the Law of One Price).

B Redesigned sections of Chapter 22 (Real Options) with new examples to make the
exposition clearer.

B Updated the coverage in Chapter 13 (Investor Behavior and Capital Market Efficiency)
to reflect recent developments in asset pricing.

B Six new practitioner interviews incorporate timely perspectives from leaders in the field
related to the recent financial crisis and ongoing European sovereign debt crisis.

B Added Nobel Prize boxes to reflect the recent Nobel Prizes awarded for material covered
in the book.

B Added a new Case Study, two new Data Cases, new problems and refined many others,
once again personally writing and solving each one. In addition, every single problem
is available in MyFinancelab, the groundbreaking homework and tutorial system that
accompanies the book.
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The Law of One Price as a 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. We introduce the Law of One
Price concept as the basis for NPV and the time value of money in Chapter 3, Financial
Decision Making and the Law of One Price. In the opening of each part and as pertinent
throughout the remaining chapters, we relate major concepts to the Law of One Price, cre-
ating a framework to ground the student reader and connect theory to practice.

Table of Contents Overview

Chapter

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.
Most professors customize their classes by selecting a subset of chapters reflecting the
subject matter they consider most important. We designed this book from the outset with
this need for flexibility in mind. Parts 2 through 6 are the core chapters in the book. We
envision that most MBA programs will cover this material—yet even within these core
chapters instructors can pick and choose.

Single quarter course: Cover Chapters 3—15; if time allows, or students are previously
familiar with the time value of money, add on Chapters 16-19.

Semester-long course: Incorporate options (Chapters 20-22) and Part 10, Special Topics,
chapters as desired.

Single mini-semester: Assign Chapters 3—10, 14, and 15 if time allows.

Highlights and Changes

1 The Corporation

Introduces the corporation and its governance; updated the Dodd-Frank Act infor-
mation; new interview with M. Hatheway, NASDAQ

2 Introduction to Financial
Statement Analysis

Introduces key financial statements; coverage of financial ratios is centralized to
prepare students to analyze financial statements holistically; new interview with
Ruth Porat, Google

3 Financial Decision Making

Introduces the Law of One Price and net present value as the basis of the book’s

and the Law of One Price unifying framework; new box on dynamics of stock index arbitrage and high-
frequency trading
4 The Time Value of Money  Introduces the mechanics of discounting with applications to personal finance;

Using Excel boxes familiarizes students with spreadsheet functionality; new box on
an annuity due

5 Interest Rates

Discusses key determinants of interest rates and their relation to the cost of capital;
new Data Case on Florida’s pension plan liability

6 Valuing Bonds

Analyzes bond prices and yields, as well as the risk of fixed-income securities as
illustrated by the sovereign debt crisis; expanded Global Financial Crisis box on
negative bond yields; new Case Study on Greek default

7 Investment Decision Rules

Introduces the NPV rule as the “golden rule” against which we evaluate other in-
vestment decision rules; new Data Case using NPV rule to choose between mort-
gage loans; introduces the use of Data Tables for sensitivity analysis

8 Fundamentals of Capital
Budgeting

Provides a clear focus on the distinction between earnings and free cash flow, and
shows how to build a financial model to assess the NPV of an investment decision;
new Common Mistake box on the sunk cost fallacy
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Chapter Highlights and Changes
9 Valuing Stocks Provides a unifying treatment of projects within the firm and the valuation of the
firm as a whole
10 Capital Markets and Establishes the intuition for understanding risk and return, explains the distinc-
the Pricing of Risk tion between diversifiable and systematic risk, and introduces beta and the CAPM;
extensive data updates throughout to reflect current market conditions
11 Optimal Portfolio Choice  Presents the CAPM and develops the details of mean-variance portfolio optimiza-
and the Capital Asset tion; updated examples and Data Case
Pricing Model

12 Estimating the Cost
of Capital

Demonstrates the practical details of estimating the cost of capital for equity, debt,
or a project, and introduces asset betas, and the unlevered and weighted-average cost
of capital; new Common Mistake box on using a single cost of capital in multi-
divisional firms; new Using Excel box on estimating beta

13 Investor Behavior and

Capital Market Efficiency

Examines the role of behavioral finance and ties investor behavior to the topic of
market efficiency and alternative models of risk and return; expanded discussion
of fund manager performance; updated interview with Jonathan Clements, former
columnist at WS/

14 Capital Structure in
a Perfect Market

Presents Modigliani and Miller’s results and introduces the market value balance
sheet, discussion of important leverage fallacies with application to bank capital
regulation

15 Debt and Taxes

Analyzes the tax benefits of leverage, including the debt tax shield and the after-tax
WACC; new box on the repatriation tax controversy

16 Financial Distress,
Managerial Incentives,
and Information

Examines the role of asymmetric information and introduces the debt overhang and
leverage ratchet effect

17 Payout Policy

Considers alternative payout policies including dividends and share repurchases;
analyzes the role of market imperfections in determining the firm’s payout policy;
updated discussion of corporate cash retention

18 Capital Budgeting and

Valuation with Leverage

Develops in depth 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; new
interview with Zane Rowe, VMware; new appendix explaining the relation between
DCEF and residual income valuation methods

19 Valuation and Financial

Modeling: A Case Study

Builds a financial model for a leveraged acquisition; new Using Excel box “Summa-

rizing Model Outputs”

20 Financial Options

Introduces the concept of financial options, how they are used and exercised; dem-
onstrates how corporate securities may be interpreted using options

21 Option Valuation

Develops the binomial, Black-Scholes, and risk-neutral pricing methods for option
pricing

22 Real Options

Analyzes real options using decision tree and Black-Scholes methods, and considers
the optimal staging of investment; expanded discussion of decision tree methodol-
ogy with new examples

23 Raising Equity Capital

Overview of the stages of equity financing, from angel financing and venture capital
to IPO to seasoned equity offerings; new expanded coverage of venture capital
financing including common deal terms and protections as well as an illustration of
typical funding patterns and success rates; new Common Mistake box on misinter-
preting start-up valuations; new interview with Kevin Laws, AngelList
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Chapter Highlights and Changes
24 Debt Financing Overview of debt financing, including a discussion of asset-backed securities and
their role in the financial crisis; new box on Detroit’s municipal bond default
25 Leasing Introduces leasing as an alternative form of levered financing; update on new FASB
rules for lease accounting; new interview with Mark S. Long, XOJet
26 Working Capital Introduces the Cash Conversion Cycle and methods for managing working capital
Management

27 Short-Term Financial
Planning

Develops methods for forecasting and managing short-term cash needs; new box on
the Ex-Im Bank controversy

28 Mergers and Acquisitions

Considers motives and methods for mergers and acquisitions, including leveraged
buyouts; expanded discussion of valuation and premiums paid

29 Corporate Governance

Evaluates direct monitoring, compensation policies, and regulation as methods to
manage agency conflicts within the firm; addresses impact of Dodd-Frank Act; new
discussion of shareholder activism and its recent impact on corporate governance

30 Risk Management

Analyzes the methods and motives for the use of insurance, commodity futures,
currency forwards and options, and interest rate swaps to hedge risk

31 International Corporate
Finance

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

A Complete Instructor and Student Support Package

MyFinancelab

A critical component of the text, MyFinanceLab will give all students the practice and tutorial
help they need to succeed. For more details, see pages xxi—xxii.

Instructor’s Resource Center

This password-protected site, accessible at www.pearsonhighered.com/irc, hosts all of the
instructor resources that follow. Instructors should click on the “IRC Help Center” link
for easy-to-follow instructions on getting access or may contact their sales representative
for further information.

Solutions Manual
B Prepared by Jonathan Berk and Peter DeMarzo.
B Provides detailed, accuracy-verified, class-tested solutions to every chapter Problem.

B Sce the Instructor’s Resource Center for spreadsheet solutions to select chapter Prob-
lems and Data Cases.

Instructor’s Manual
B Written by Janet Payne of Texas State University.

® Corresponding to each chapter, provides: 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 chapter problems with accompanying Excel
spreadsheets.
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Test Item File

B Revised by Janet Payne and William Chittenden of Texas State University.

B Provides a wide selection of multiple-choice, short answer, and essay questions qualified
by difficulty level and skill type and correlated to chapter topics. Numerical-based Prob-
lems include step-by-step solutions.

B Available as Computerized Test Bank in TestGen.

PowerPoint Lecture Presentation

B Authored by William Chittenden of Texas State University.

® Offers outlines of each chapter with graphs, tables, key terms, and concepts from each
chapter.

B Worked examples provide detailed, step-by-step solutions in the same format as the
boxes from the text and correlated to parallel specific textbook examples.

Videos

B Profile well-known firms such as Boeing and Intel through interview and analysis.

B Focus on core topical areas such as capital budgeting and risk and return.

® Author Solution Videos that walk through the in-text examples using math, the finan-
cial calculator, and spreadsheets.

® Available in MyFinancelab.
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As a colleague of both of us, Mark Rubinstein inspired us with his passion to get the
history of finance right by correctly attributing the important ideas to the people who
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owe him a debt of gratitude for taking the time to write it all down.
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this project would impact our lives, and without their continued love and support—and
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