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We have written Fundamentals of Corporate Finance for use in
an introductory course in corporate finance at the undergradu-
ate level. It is also suitable for advanced undergraduate, exec-
utive development, and traditional or executive MBA courses
when supplemented 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 eco-
nomics 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 students and instructors with a
book that strikes the best possible balance between helping
students develop an intuitive understanding of key finan-
cial 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 intuition 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 mem-
bers who teach the introductory corporate finance course to
undergraduates want a book that bridges the gap between con-
ceptually-focused and computationally-focused books. This
text is designed to bridge this gap. Specifically, it develops the
fundamental concepts underlying corporate finance in an intu-
itive manner while maintaining a strong emphasis on develop-
ing computational skills. This text 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 access-
ible 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 previous editions 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,

Preface

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 opportun-
ities and other resources for students, provides such leverage.

A Focus on Value Creation

This book is more than a collection of ideas, equations, and
chapters. It has an important integrating 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 concepts covered in the book
and makes it easier for them to learn these concepts.

The concept of value creation is the most fundamental no-
tion in corporate finance. It is in stockholders’ best interests for
value maximization to be at the heart of the financial decisions
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 introduced 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 making using the NPV concept becomes
second nature. By helping students better understand the eco-
nomic rationale for a decision from the outset, rather than ini-
tially focusing on computational 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 under-
standing 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 ana-
lyses 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

ix
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PREFACE

understand how things really work and are better prob-
lem solvers and decision makers than students who focus
primarily on computational skills.

Analysis and Problem Solving: With a strong under-
standing 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 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.

. Decision Making: In the end, we want to prepare stu-

dents 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.



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 col-
lectively 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 import-
ance 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
chapters present the basic institutional, economic, and ac-
counting knowledge and tools that students should under-
stand before they begin the study of financial concepts. Most
of the material 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

instructor 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
provide to businesses, how domestic and international finan-
cial 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 and other tools used to evaluate financial statements.
Throughout Part 2, we emphasize the importance of cash flows
to get students thinking about cash flows as a critical compon-
ent 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 these 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.

Basic Concepts
- 5 &

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

Part 1: Introduction

) ) Chapter 6. Discounted Cash Flows and
Chapter 1. The Financial

Valuation

Chapter 13. The Cost of Capital

Part 6: Business Formation,
Growth, Valuation, and
Financial Planning

Chapter 18. Business Formation,

Growth, and Valuation

Chapter 19. Financial Planning and

Managing Growth

Capital Budgeting
Budgeting

Economics

chgnFairgr(Te]r a > Chapter 7. Risk and Return - - —
Chapter 8. Bond Valuation and the Part 5: Working Capital Management Part 7: Options in Corporate
N Structure of Interest Rates and Financing Decisions Finance and International
Chapter 9. Stock Valuation Chapter 14. Working Capital Decisions
< Management Chapter 20. Options and Corporate
Chapter 15. How Firms Raise Capital Finance
Chapter 16. Capital Structure Policy Chapter 21. International Financial
P - Chapter 17. Dividends, Stock Management

X Repurchases, and Payout
Part 2: Foundations Policy

Chapter 2. The Financial System and the Level of Interest Rates
Chapter 3. Financial Statements, Cash Flows, and Taxes
Chapter 4. Analyzing Financial Statements

Xi



Xii ORGANIZATION AND COVERAGE

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 applic-
ation 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 criterion.
Finally, Chapter 10 also discusses investment decisions with
capital rationing. The discussions in Chapter 10 provide a frame-
work that will help students 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 cal-
culations are presented in Chapter 11 using a valuation frame-
work that helps students think about valuation concepts in
an intuitive way and that prepares 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 give students a better appreci-
ation for how they can deal with the uncertainties associated
with cash flow forecasts.

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 over-
all weighted average cost of capital. It also provides a detailed
discussion of methods used to estimate the costs of the individual
components of capital that are used to finance a firm’s invest-
ments 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 de-
cisions and firm value. This 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 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 forma-
tion 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, fore-
casting, and managing growth.

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 embedded in
the securities that firms issue. It also explains, at an accessible
level, the idea behind real options and why traditional 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 de-
cisions. 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 in-
terest in new business formation (entrepreneurship) and in or-
der 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 discussion of
the different types of financial and non-financial options that
are of concern to financial managers, including options embed-
ded in debt and equity securities, real options and their effect
on project analysis, how option-like payoff functions faced
by stockholders, bond holders, and managers affect agency re-
lationships, and the use of options in risk management.



Proven Pedago ramework

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 per-
sonal application. The vignettes illus-
trate concepts that will be presented in
the chapter and are meant to heighten
student interest, motivate learning,
and demonstrate the real-life relev-
ance of the material in the chapter.

Risk and
Return

LEARNING OBJECTIVES

. Explain what an arithmetic average returnisand *.
what a geometric return is, and calculate these
returns for an asset.

1. Explain the relation between risk and return.

@

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

o

. Explain the concept of diversification.

w

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

=

Discuss which type of risk matters to investors and why.

8. Describe what the Capital Asset Pricing Model (CAPM)
4. Explain what the standard deviation of returns is tells us and how to use it to evaluate whether the ex-
and why it is very useful in finance, and calculate it pected return of an asset is sufficient to compensate
for an asset. an investor for the risks associated with that asset.

" Lea rning Objectives

The Sears department store chain had a rough time from 2012 to 2016. Its revenues declined

e, T T 5065 i o <513 b, Ssnes misagen i ot s 1 The opening vignette is accom-
round and ke i and proftale Biines (vt hadonce heen. Unfortnaehy panied by learning objectives
Lol s ropped rom S51.3 billon s 012 o S1.61 il by te besimning o that identify the most important
Ezl:"u;;g;;:gslgglgng the five years leading up to February 1, 2017, Sears’s stock price fell materlal .for Stu(.lents tO under_
ample Wl Mt sl e from S146.55 bilon 2013 455 1 bilion 2016 Wi stand while reading the chapter.
S54.1 o, e compa eined e ol s s o 19341 At the end of the chapter, the
S:‘l)l‘:](zl;:;lf13;)6.5:0':11l%(;g..(guzrggﬁg‘]gzl.ive years leading up to February 1, 2017, Wal-Mart’s Summal:y Of Lea.rnlng Ob_]eCtIV(.%S
e e e e T summarizes the chapter content in
i riky e 1 2013 and e somcons who veded n S stk on Febriary 1 the context of the learning objec-
2012, lost 86.8 percent (($6.96 — $52.58)/852.58 = —0.868, or 86.8 percent) of that invest- tiVCS.

ment over the following five years, while an investor who bought Wal-Mart stock earned
15.1 percent (($68.02 — $59.08)/$59.08 = 0.151, or 15.1 percent). How should investors

7-1



course.

Solution The total holding period return is:

LEARNING APPLICATION 7.1 | Calculating the Return on an Investment

BY D O I N G Problem You purchased a beat-up 1974 Datsun 240Z sports car a year ago for $1,500. Datsun is
what Nissan, the Japanese car company, was called in the 1970s. The 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

WileyPLUS a much sought-after car, you invested $7,000 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
Need more help? Visit is the total return you earned on this investment over the one-year holding period?
your WileyPLUS

Approach Use Equation 7.1 to calculate the total holding period return. To calculate R; using

Equation 7.1, you must know Py, P, and CF,. In this problem, you can assume that the $7,000 was

o spent at the time you bought the car to purchase parts and materials. Therefore, your initial invest-

g ment, 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.

P, — P, + CF, $18,000 — $8,500 + $0

Ry =Re, + R = =
7= Reat Ry P, $8,500

=1.118,0r 111.8%

[ Learning by Doing Applications

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

Students must have an intuitive understanding of a number of im-
portant principles and concepts to successfully master the finance
curriculum. Throughout the book, we emphasize these important
concepts by presenting them in Building Intuition boxes. These boxes
provide a statement of an important finance concept, such as the rela-
tion between risk and expected return, along with an intuitive example
or explanation to help the student “get” the concept. These boxes help
the students develop finance intuition. Collectively the Building Intu-
ition boxes cover the most important concepts in corporate finance.

Building Intuition )

More Risk Means a Higher Expected Return

The greater the risk associated with an investment, the greater
the return investors expect from it. A corollary to this idea is that
investors want the highest return for a given level of risk or the
lowest risk for a given level of return. When choosing between
two investments that have the same level of risk, investors pre-
fer the investment with the higher return. Alternatively, if two in-
vestments have the same expected return, investors prefer the less
risky alternative.

EXAMPLE 7.2 | Choosing between Two Investments

plot below the line in Exhibit 7.11. This implies that they are both overpriced.

Situation You are trying to decide whether to invest in one or both of two different 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 re-
turn 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

DECISION
MAKING

Decision—Making EXamples. v,

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 de-
cision making. Each Decision-Making Example outlines a scenario and asks the student to make a

decision based on the information presented.

Xiv



End of Chapter Pedagogy

_..-@Summary of Learning Objectives

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.

persion of returns. In other words, it tells us about the probability that a
return will fall within a particular distance from the expected value or
within a particular range. To calculate the standard deviation, the vari-
ance is first calculated using Equation 7.3. The standard deviation of
returns is then calculated by taking the square root of the variance.

1 Explain the relation between risk and return.

Investors require higher 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.

5 Explain what an arithmetic average return is and what a
geometric return is, and calculate these returns for an asset.

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

The arithmetic average return is the return earned in an average
period while the geometric average return is the average compounded
return earned by an investor. Equations 7.4 and 7.5 are used to calcu-
late these returns.

The total holding period return on an investment consists of a capital
appreciation component and an income component. This return is calcu-
lated using Equation 7.1. It is important to recognize that investors do not
care whether they receive a dollar of return through capital iati

oras a cash dividend. Investors value both sources of return equally.

6 Explain the concept of diversification.

Diversification entails 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

3 Explain what an expected return is and calculate the ex-
pected return for an asset.

@ Summary of Key Equations

Equation  Descrip! Formula
GH AP + CF,
71 Total holding period return Ry =Ry +R, = PRCI S A
Py Py Py
72 Expected return on an asset E(Ry) = 3 (X R)
i=1
7.3 Variance of return on an asset VarR) = a3 = ¥, {pi x [R, - E(R)*]}

Self-Study Problems ® g
-Self-Study Problems with
Solutions

Five problems similar to the in-text Learn-
ing by Doing Applications follow the sum-
mary and provide additional examples with
step-by-step solutions to help students fur-
ther develop their problem-solving and com-
putational skills.

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

Solutions to Self-Study Problems @-----------oooooeeeeeenis

7.1 Part 1: E(cash flow) = (0.5 X =$15) + (0.5 X $15) =0
Caniion = [0.5 X (=$15 — $0)2] + [0.5 X ($15 — $0)*] = 225
Part 2: E(cash flow) = (0.5 x =$15) + (0.5 x $20) = $2.50
Oeunow = [0.5 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. Tt is found by solving the following: 0.2 = ($12 — x)/x, o 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 — 1.6456  or  $60 = $50 + 1.6450
and solve for 6. Doing this with either equation yields:
o =$6.079 and ¢* = 36.954

7.4 The value in 2015 is:

Vais = $1 X (1 +=0.0326) X (1 + 0.1823) x (1 + 0.4507) X (1 +0.0292) x (1 +-0.0360)

= $1.646

Substituting into Equation 7.4 and solving for the geometric average yields:
=[0+R) X (1+Ry) X x(1+R)]" 1
= [$1.646]'5 — 1
=0.1048, or 10.48 per year

Rocomeic v

Discussion Questions.......... ..l @ Discussion Questions

At least ten qualitative questions, called
Discussion Questions, require students
to think through their understanding of
key concepts and apply those concepts to
a problem.

7.1 Suppose that you know the risk and the expected return for two
stocks. Discuss the 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.

7.2 What s the difference between the expected rate of return and the
required rate of return? What does it mean if they are different for a
particular asset at a particular point in time?

7.3 Suppose that the standard deviation of the returns on the shares
of stock at two different companies 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?

7.4 The correlation between Stocks A and B is 0.50, while the cor-
relation between Stocks A and C is —0.5. You already own Stock A

7.6 Which investment category included in Exhibit 7.3 has shown
the greatest degree of risk in the United States since 19262 Explain
why that makes sense in a world where the value of an asset in this in-
vestment category is likely to be more sensitive to changes in market
conditions than is the price of a corporate bond.

7.7 You are concerned about one of the investments in your fully
diversified portfolio. You just have an uneasy feeling about the CFO,
Tam Shifty, of that particular firm. You do believe, however, that the
firm makes a good product and that it is appropriately priced by the
market. Should you be concerned about the effect on your portfolio if
Shifty embezzles a portion of the firm’s cash?

7.8 The CAPM is used to price the risk (estimate the expected return) for
any asset. Our examples have focused on stocks, but we could also use
CAPM to estimate the expected rate of return for bonds. Explain why.

7.9 In recent years, investors have agreed that the market portfolio
consists of more than just a group of U.S. stocks and bonds. If you are



Questions and Problems

The Questions and Problems, numbering

26 to 48 per chapter, are primarily quant-
itative and are classified as Basic, Inter-

mediate, or Advanced.

Excel Problems ...

Nearly all problems can be solved using

Excel templates within WileyPLUS.

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 Let’s Make a Deal in which the contestant chooses
a prize behind one of two curtains. Behind one of the curtains is a
gag prize worth $150, and behind the other is a round-the-world trip

7.5 Single-asset portfolios: Stocks A, B, and C have expected re-
turns of 15 percent, 15 percent, and 12 percent, respectively, while
their standard deviations are 45 percent, 30 percent, and 30 percent,
respectively. If you were considering the purchase of each of these
stocks as the only holding in your portfolio and the risk-free rate is
0 percent, which stock should you choose?

Intermediate

7.15 Expected returns: José is thinking about purchasing a soft
drink machine and placing it in a business office. He knows that
there is a 5 percent probability that someone who walks by the ma-
chine will make a purchase from the machine, and he knows that the
profit on each soft drink sold is $0.10. If José expects a thousand

7.20 Single-asset portfolios: Using the information from Problems
7.17,7.18, and 7.19, calculate the coefficient of variation for each of
the investments in those problems.

7.21 Portfolios with more than one asset: Emmy is analyzing a two-

Advanced

7.29 David is going to purchase two stocks to form the initial

holdings in his portfolio. Iron stock has an expected return of 15

percent, while Copper stock has an expected return of 20 percent.

If David plans to invest 30 percent of his funds in Iron and the

remainder in Copper, what will be the expected return from his
o

ot Ealiad Wkt 1 Dharid insmate 70 manannt af bhio fande in Taon

CFA Problems

you think that this will have a large or a small impact on the beta of
the asset? Explain your opinion.

7.35 Draw the Security Market Line (SML) for the case where the
market risk premium is 5 percent and the risk-free rate is 7 percent.
Now suppose an asset has a beta of —1.0 and an expected return of

4.38 Common-size analysis is used in financial analysis to:

)

regression analysis.

o

with itself over time.

-9

Sample Test Problems "

Finally, five or more Sample Test Problems call
for straightforward applications of the chapter con-
cepts. These problems are intended to be represent-
ative of the kind of problems that may be used in a
test, and instructors can encourage students to solve
them as if they were taking a quiz. Solutions are

provided in the Instructor’s Manual.

evaluate changes in a company’s operating cycle over time.

. predict changes in a company’s capital structure using
. compare companies of different sizes or compare a company

. restate each element in a company’s financial statement as a

4.40 DuPont analysis involves breaking return-on-assets ratios into

their:

IR

profit components.
marginal and average components.
operating and financing components.

profit margin and turnover components.

4.41 If a company’s net profit margin is —5 percent, its total asset

Sample Test Problems

7.1 Given the following information from Capstone Corporation,
what price would the CAPM predict that the company’s stock will
trade for one year from today?

Risk free rate: 3%

~ CFA Problems

Problems from CFA readings are included
in the Question and Problem section in
appropriate chapters.

below. Calculate the beta of the portfolio and use the Capital Asset
Pricing Model (CAPM) to compute the expected rate of return for the
portfolio. Assume that the expected rate of return on the market is
15 percent and that the risk-free rate is 7 percent.

Market risk premium: 8%

Stock Investment Beta

Beta: 0.65
Current stock price: $64.61 A $200,000 1.50
Annual dividend: $1.92 B 300,000 0.65
7.2 You are considering investing in a mutual fund. The fund C 500,000 1.25

is expected to earn a return of 15 percent in the next year. If its
annual return is normally distributed with a standard deviation of
6.5 percent, what return can you expect the fund to beat 95 percent
of the time?

7.3 You have just invested in a portfolio of three stocks. The amount
of money that you invested in each stock and its beta are summarized

ELRICS CAS@ @ -+ ovrvrmrrremmrmmmnaeeeeiiiiieeeeeibnnns Eth|cs Cases

America’s Ailing
Drug Prices

In September 2016, Mylan
CEO Heather Bresch ap-
peared before the U.S. House
Oversight Commitiee to ad-
dress the controversial issue
of rising prescription drug
prices. Mylan was in the
spotlight because of a dra-
matic 600 percent increase
in the price of the EpiPen, a
steroidal injector that  treats
severe and sometimes deadly
allergic reactions. The rise
in the cost of EpiPens was
stunning. Priced at $100 for a

Roel Smart/Getty Images

two-pack in 2009, the same medication sold for over $600 by the fall

nrices for a laroe nronortic

7.4 What would you recommend to an investor who is considering
making an investment in a stock that plots below the Security Market
Line (SML)? Explain.

7.5 Why does an investor want a diversified portfolio? Can an in-
vestor eliminate all risk?

Ethics is an important topic in Finance. Key concepts are discussed in
Chapter 1 and eight cases are included throughout this book to help stu-
dents better understand how to analyze ethicals dilemmas. Real com-
pany examples are presented, including timeless cases about Arthur
Anderson and Martha Stewart’s scandal involving ImClone, and more
timely topics such as the controversy surrounding drug price increases at
firms like Mylan (EpiPen) and the cross-selling scandal at Wells Fargo.
Each case includes questions for follow-up discussion in class or as an

assignment.



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 third edition was written, improved
key in-chapter pedagogical features, and added to the number and
quality of the end-of-chapter problem sets.

Improved Content, Presentation, and
Organization

In preparing this edition of Fundamentals of Corporate Finance, we
extensively edited discussions throughout the text and added new
content to improve the depth and effectiveness of the presentation. We
also substantially modified the layout of the text to enhance the ac-
cessibility of the content in on line applications, such as WileyPLUS.
The changes that we made to the content and writing are too numer-
ous to discuss in detail here. However, examples include the addi-
tion of more in-text calculations related to cash flows associated with
working capital and long term investments in Chapter 3, the addition
of a new section on arithmetic versus geometric returns in Chapter 7,
and streamlining of some of bond calculation discussions in Chapter
8. Throughout the text we added callouts for the Learning by Doing
Applications and Decision Making Examples to improve the flow of
the presentation. We also added two new ethics cases, one on pricing
in the pharmaceutical industry and a second on the controversy at
Wells Fargo regarding the establishment of new accounts without
customer permission. These new cases, along with updated versions
of six of the ethics cases from the previous edition, provide the in-
structor with a broad range ethical issues from which to choose.

Current Financial Market and Business
Information

Throughout the text, all financial market and business informa-
tion for which more current data are available have been updated.
Not only have the exhibits been updated, but financial values such
as interest rates, risk premia, and foreign currency exchange rates
have been updated throughout the discussions in text, in-text ex-
amples, and end-of-chapter problems. In addition, all of the chapter
opener vignettes have either been replaced or updated. Six of these
examples are from 2016 and 15 are from 2017. 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 as-
sociated sections of the chapters.

New Building Intuition Boxes have been added where appro-
priate 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.

New to This Edition

All Decision-Making Examples have been reviewed and updated
where necessary.

The Summary of Learning Objectives and Key Equations at the
end of each chapter have been updated to reflect changes in the chapter
text and to improve the pedagogical 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. New Self-Study Problems, Discussion Questions,
and Questions and Problems have been added to ensure appropriate
coverage of key concepts at all levels of difficulty. The total number
of end-of-chapter questions and problems, including self-study prob-
lems and self-test questions, for the entire text has increased to 1,200.

Engaging Digitally

Fundamentals of Corporate Finance, Fourth Edition, is completely
integrated with WileyPLUS, featuring a suite of teaching and
learning resources developed under the close review of the authors.
Driven by the same basic beliefs as the textbook, WileyPLUS al-
lows students to create a personalized study plan, assess their prog-
ress along the way, and access the content and resources needed to
master the material. WileyPLUS provides immediate insight to stu-
dent strengths and problem areas with visual reports that highlight
what’s most important for both the instructor and student.

Many dynamic resources are integrated into the course to help
students build their knowledge and understanding, stay motivated,
and prepare for decision making in a real-world context. WileyPLUS
also includes Orion, an integrated adaptive practice that helps stu-
dents build proficiency and use their study time most effectively. Ad-
ditional features of the WileyPLUS course include:

Chapter 0 Math and Skills Review offering students adaptive
review and practice for essential math topics necessary to master
Corporate Finance. Built to serve as a refresher of remedial content,
this chapter includes reading content, algorithmic practice, and
Figuring Finance Interactive Tutorials built to improve student
retention and help connect difficult math and finance concepts.

Learning by Doing Interactive Tutorials containing quan-
titative problems with step-by-step solutions to help students
better understand how to apply their intuition and analytical
skills to solve problems.

Solution Walkthrough Lightboard Videos featuring the
authors working through a 1-3 of end of chapter problems
per chapter, offering 24/7 just-in-time homework assistance
and problem solving techniques.

Excel Templates and Excel Function Videos providing stu-
dents with step-by-step examples of how to use specific Ex-
cel functions as it applies to Corporate Finance. Excel tem-
plates will be available for all applicable end of chapter
question while videos feature select end-of-chapter problems
to support Excel function examples.

xvii
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