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“There is a lot to cover in this course so | focus on the core concepts, theories, and
problems.”

“I like to teach the course by using examples from their own individual lives.”
“My students come into this course with varying levels of math skills.”

How many of these quotes might you have said while teaching the undergradu-
ate corporate finance course? Our many years of teaching certainly reflect such
sentiments, and, as we prepared to write this book, we conducted many market
research studies that confirm just how much these statements—or ones similar—
are common across the country. This critical course covers so many crucial topics
that instructors need to focus on core ideas to ensure that students are getting the
preparation they need for future classes—and for their lives beyond college.

We did not set out to write this book to change the way finance is taught, but
rather to parallel and support the way that instructors from across the country cur-
rently teach finance. Well over 600 instructors teaching this course have shared
their class experiences and ideas via a variety of research methods that we used
to develop the framework for this text. We are excited to have authored a book that
we think you will find fits your classroom style perfectly.

KEY THEMES

This book’s framework emphasizes three themes. See the next section in this pref-
ace for a description of features in our book that support these themes.

- Finance is about connecting core concepts. We all struggle with fitting so
many topics into this course, so this text strives to make it easier for you by
getting back to the core concepts, key research, and current topics. We realize
that today’s students expect to learn more in class from lectures than in closely
studying their textbooks, so we’ve created brief chapters that clearly lead
students to crucial material that they need to review if they are to understand
how to approach core financial concepts. The text is also organized around
learning goals, making it easier for you to prep your course and for students to
study the right topics.

- Finance can be taught using a personal perspective. Most long-term finance
instructors have often heard students ask “How is this course relevant to
me?” on the first day of class. We no longer teach classes dedicated solely to
finance majors; many of us now must teach the first finance course to a mix of
business majors. We need to give finance majors the rigor they need while not
overwhelming class members from other majors. For years, instructors have
used individual examples to help teach these concepts, but this is the first text
to integrate this personal way of teaching into the chapters.
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A Note from the Authors

Finance focuses on solving problems and decision making. This isn’t to say
that concepts and theories aren’t important, but students will typically need to
solve some kind of mathematical problem—or at least understand the impact of
different numerical scenarios—to make the right decision on common finance
issues. If you, as an instructor, either assign problems for homework or create
exams made up almost entirely of mathematical material, you understand

the need for good problems (and plenty of them). You also understand from
experience the number of office hours you spend tutoring students and
grading homework. Students have different learning styles, and this text aims
to address that challenge to allow you more time in class to get through the
critical topics.
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The global pandemic greatly impacted business and global trade. As a financial
response, central banks around the world eased monetary policy and made money
more easily available. The resulting impact on a firm’s cost of capital affected the
estimation of project cash flows, valuations, and more. As capital budgeting is an
important part of this book, we have quickly incorporated the new environment into
our theory and applications. In addition, we have updated every chapter. Below are
the changes we made for this sixth edition, broken out by chapter.

OVERALL

Increased the number of spreadsheet-oriented end-of-chapter problems

- Updated data, company names, and scenarios to reflect the latest available
data and real-world changes

« Removed the “twin” problems in the end-of-chapter problem sets as they
duplicate online assessment assignments

chapter One
INTRODUCTION TO FINANCIAL MANAGEMENT

- Updated the Personal Application with information on firms that have filed for
bankruptcy more recently

- Updated the data in Example 1-2 on executive compensation

- Edited Section 1.7: Big Picture Environment to discuss the ramifications of
COVID-19 and the Tax Cuts and Jobs Act of 2017

chapter twO
REVIEWING FINANCIAL STATEMENTS

. Added Excel to some examples
- Added Excel problems
« Deleted the second twin in the Problems

chapter three
ANALYZING FINANCIAL STATEMENTS

« Added Excel problems
. Deleted the second twin in the Problems



x Changes in the Sixth Edition

chapter four
TIME VALUE OF MONEY 1: ANALYZING SINGLE CASH FLOWS

Updated the data in Figure 4.5 on gold prices

Increased the number of Excel problems and added Excel to Examples
Included a short paragraph to mention the TVM tables

Deleted the second twin in the Problems

chapter five
TIME VALUE OF MONEY 2: ANALYZING ANNUITY CASH FLOWS

Added Excel to examples and in text
Updated Finance at Work box

Added Excel problems

Deleted the second twin in the Problems

chapter SiX
UNDERSTANDING FINANCIAL MARKETS AND INSTITUTIONS

Increased the number of Excel problems and added Excel to examples
Updated Figures 6.4, 6.5, 6.8,6.9,6.13,6.14
Deleted the second twin in the Problems

chapter seven
VALUING BONDS

Updated Figures 7.1-7.5 on bond issuance, interest rate path, yield to
maturities, new bond quotes, and a summary of the bond market

Updated Table 7.2, Time Out 7.2, and associated discussions
Changed the subject of a Finance at Work box to negative interest rates

Changed the subject of a Finance at Work box to COVID-19 and the credit
market

Increased the number of Excel problems and added Excel to examples
Deleted the second twin in the Problems

chapter eight
VALUING STOCKS

Updated all table and figure values in the body of the chapter

Rewrote the introduction of the Variable-Growth Technique section

Updated market and stock index discussions

Changed Finance at Work box on psychology to focus on the GameStop event
Revised examples to include new McDonald’s and Coca-Cola’s firm data and
figures

Increased the number of Excel problems and added Excel to examples
Deleted the second twin in the Problems



chapter nine
CHARACTERIZING RISK AND RETURN

- Updated all table and figure values in the body of the chapter

. Updated Time Out 9.1 and 9.2

- Added ETF popularity discussion to motivate diversification

- Updated the International Finance at Work box

. Updated the Google and GE text running examples

« Increased the number of Excel problems and added Excel to examples
« Deleted the second twin in the Problems

chapter ten
ESTIMATING RISK AND RETURN

- Updated values and data in Tables 10.1 to 10.3
« Changed discussion and Figure 10.2

. Added discussion in Behavioral Finance section about market reaction and
COVID-19

« Increased the number of Excel problems and added Excel to examples
« Deleted the second twin in the Problems

chapter eleven
CALCULATING THE COST OF CAPITAL

- Updated Viewpoints example to use a streaming device rather than MP3
« Increased the number of Excel problems and added Excel to most examples
« Deleted the second twin in the Problems

chapter twelve
ESTIMATING CASH FLOWS ON CAPITAL BUDGETING PROJECTS

« A majority of the Problems were turned into Excel problems

chapter thirteen

WEIGHING NET PRESENT VALUE AND OTHER CAPITAL BUDGETING
CRITERIA

« Added Excel to most of the examples
« Deleted the second twin in the Problems and added more Excel problems

chapter fourteen
WORKING CAPITAL MANAGEMENT AND POLICIES

« Added Excel to the examples
« Deleted the second twin in the Problems and added more Excel problems
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INSTRUCTOR LIBRARY

A wealth of information is available online through McGraw Hill Connect. In the
Connect Instructor Library, you will have access to supplementary materials specifi-
cally created for this text, such as:

- Test Bank Revised by Leslie Rush, University of Hawaii West O’ahu, the test
bank contains hundreds of questions that complement the material presented
in the book. The Test Bank is tagged by level of difficulty, learning goal, AACSB
knowledge categories, and Bloom’s taxonomy—making it easy for instructors
to customize exams to reflect the material stressed in class. The test bank is
available in Word files, and tests can also be created in Test Builder.

- Solutions Manual Developed by authors Marcia Cornett, Troy Adair, and
John Nofsinger, this resource contains the worked-out solutions to all the
end-of-chapter problems, in the consistent voice and method of the book.
The solutions have been class-tested and checked by multiple instructors to
ensure accuracy.

- PowerPoint Presentations The PowerPoint presentations have been carefully
updated for the sixth edition by Courtney Baggett. These slides contain
lecture notes, which closely follow the book content, enhanced with the tables
and figures from the chapters. Several chapters are also supplemented with
additional presentations that contain notes and examples using financial
calculators. Instructors can easily customize these slides to suit their classroom
needs and various presentation styles.

REMOTE PROCTORING & BROWSER-
LOCKING CAPABILITIES

fg connect + g@  proctorio

New remote proctoring and browser-locking capabilities, hosted by Proctorio
within Connect, provide control of the assessment environment by enabling secu-
rity options and verifying the identity of the student.

Seamlessly integrated within Connect, these services allow instructors to con-
trol students’ assessment experience by restricting browser activity, recording stu-
dents’ activity, and verifying students are doing their own work.

Instant and detailed reporting gives instructors an at-a-glance view of poten-
tial academic integrity concerns, thereby avoiding personal bias and supporting
evidence-based claims.



ASSURANCE OF LEARNING

Many educational institutions today are focused on the notion of assurance of
learning, an important element of some accreditation standards. M: Finance is
designed specifically to support your assurance of learning initiatives with a simple,
yet powerful, solution.

Each test bank and end-of-chapter question for M: Finance maps to a specific
chapter learning goal listed in the text. You can use the test bank software to eas-
ily query for learning goals that directly relate to the learning objectives for your
course. You can then use the reporting features of the software to aggregate stu-
dent results in a similar fashion, making the collection and presentation of assur-
ance of learning data simple and easy.

AACSB STATEMENT

McGraw Hill is a proud corporate member of AACSB International. Understanding
the importance and value of AACSB accreditation, M: Finance has sought to recog-
nize the curricula guidelines detailed in the AACSB standards for business accredi-
tation by connecting selected questions in the test bank to the general knowledge
and skill guidelines found in the AACSB standards.

The statements contained in M: Finance are provided only as a guide for the
users of this text. The AACSB leaves content coverage and assessment within
the purview of individual schools, the mission of the school, and the faculty. While
M: Finance and the teaching package make no claim of any specific AACSB quali-
fication or evaluation, we have, within M: Finance, labeled selected questions
according to the six general knowledge and skills areas.

STUDENT STUDY CENTER

In Connect, students will receive access to all of their assignments, the eBook,
and McGraw Hill’s adaptive study tools in SmartBook. The Connect Student Study
Center is the place for students to access additional resources. Students will have
access to study materials specifically created for this text, such as:

Instructors have access to all the material that students can view but will also
have password-protected access to the teaching support materials.

MCGRAW HILL CUSTOMER CARE
CONTACT INFORMATION

At McGraw Hill, we understand that getting the most from new technology can
be challenging. That’s why our services don’t stop after you purchase our prod-
ucts. You can e-mail our Product Specialists 24 hours a day to get product training
online. Or you can search our knowledge bank of Frequently Asked Questions on
our support website.

For Customer Support, call 800-331-5094 or visit www.mhhe.com/support. One
of our Technical Support Analysts will be able to assist you in a timely fashion.

FOR MORE INFORMATION ABOUT CONNECT AND ITS AVAILABLE
RESOURCES, REFER TO THE PAGES THAT FOLLOW.



Instructors
Student Success Starts with You

Tools to enhance your unique voice 65%

Want to build your own course? No problem. Prefer to use an .
OLC-aligned, prebuilt course? Easy. Want to make changes throughout Less Time
the semester? Sure. And you’ll save time with Connect’s auto-grading, too. Grading
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mobile access to the digital textbook, and come with training and ongoing
and reports to quickly show you how support when you need it and how you
each of your students is doing. And with want it. Visit supportateverystep.com
our Inclusive Access program, you can for videos and resources both you
provide all these tools at the lowest and your students can use throughout
available market price to your students. the term.
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Students
Get Learning that Fits You

Effective tools for efficient studying

Connect is designed to help you be more productive with simple, flexible, intuitive tools that maximize
your study time and meet your individual learning needs. Get learning that works for you with Connect.

Study anytime, anywhere

Download the free ReadAnywhere® app and
access your online eBook, SmartBook® 2.0,

or Adaptive Learning Assignments when it’s
convenient, even if you're offline. And since
the app automatically syncs with your Connect
account, all of your work is available every time
you open it. Find out more at
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finance The study of applying
specific value to things we own,
services we use, and decisions
we make.

financial management The
process for and the analysis of
making financial decisions in
the business context.

part one

Mone

o you know: What finance entails? How does financial management function within

the business world? Why you might benefit from studying financial principles? This

chapter is the ideal place to get answers to those questions. Finance is the study of
applying specific value to things we own, services we use, and decisions we make. Examples are
as varied as shares of stock in a company, payments on a home mortgage, the purchase of an
entire firm, and the personal decision to retire early. In this text, we focus primarily on one area of
finance, financial management, which concentrates on valuing things from the perspective
of a company or firm.

Financial management is critically important to the success of any business organization, and,
throughout the text, we concentrate on describing the key financial concepts in corporate finance.
As a bonus, you will find that many tools and techniques for handling the financial management
of a firm also apply to broader types of financial problems, such as personal financial decisions.

In finance, cash flow is the term that describes the process of paying and receiving money. It
makes sense to start our discussion of finance with an illustration of various financial cash flows.
We use simple graphics to help explain the nature of finance and to demonstrate the different

subareas of the field of finance. )
continued on p. 4

LEARNING GOALS

LG1-1 Define the major areas of finance as they apply to corporate financial management.
LG1-2 Show how finance is at the heart of sound business decisions.

LG1-3 Learn the financial principles that govern your personal decisions.

LG1-4 Examine the three most common forms of business organization in the United States
today.

LG1-5 Distinguish among appropriate and inappropriate goals for financial managers.

LG1-6 Identify a firm’s primary agency relationship and discuss the possible conflicts that
may arise.

LG1-7 Discuss how ethical decision making is part of the study of financial management.

LG1-8 Describe the complex, necessary relationships among firms, financial institutions,
and financial markets.

LG1-9 Understand how the new tax law impacts financial decision making.

CHAPTER 1 |




4 PART 1

Introduction

»viewpoints

business APPLICATION ﬁ

Caleb has worked very hard to create and expand his juice stand at the mall. He has finally perfected
his products and feels that he is offering the right combination of juice and food. As a result, the stand is
making a nice profit. Caleb would like to open more stands at malls all over his state and eventually all over
the country.

Caleb knows he needs more money to expand. He needs money to buy more equipment, buy more
inventory, and hire and train more people. How can Caleb get the capital he needs to expand? (See the
solution at the end of the book.)

continued from p. 3

After we have an overall picture of finance, we will discuss three important variables in the busi-
ness environment that can and do have a significant impact on the firm’s financial decisions. These
are (1) the organizational form of the business, (2) the agency relationship between the managers

and owners of a firm, and (3) the ethical considerations as finance is applied in the real world.

1.1 - FINANCE IN BUSINESS
AND IN LIFE Lc1-1

If your career leads you to make financial decisions, then this book will be indispensable.
But even if your career takes a different path, it is still likely that your activities in a
business will involve interacting with the finance functions. After all, the important invest-
ments of a firm involve capital and, therefore, finance. Expanding marketing channels,
developing new products, and upgrading a factory all cost money. A firm spends its capital
on these projects to foster growth. Understanding how finance professionals evaluate those
projects will help you to be successful in your business focus. In addition, everyone will
benefit in their personal life from learning finance and understanding financial decisions.

And what exactly makes up this engine of financial decision making? Successful applica-
tion of financial theories helps money flow from individuals who want to improve their
financial future to businesses that want to expand the scale or scope of their operations.
These exchanges lead to a growing economy and more employment opportunities for
people at all income levels. So, two important things result from this simple exchange:
The economy will be more productive, and individuals’ wealth will grow into the future.

In this first section, we develop a comprehensive description of finance and its subareas,
and we look at the specific decisions that professionals in each subarea must make. As you
will see, all areas of finance share a common set of ideas and application tools.

What Is Finance?

To get the clearest possible picture of how finance works, let’s begin by grouping all of
an economy’s participants along two dimensions. The first dimension is made up of those
who may have “extra” money (i.e., money above and beyond their current spending needs)
for investment. The second dimension is made up of those who have the ability to develop



) personal APPLICATION

Dagmar is becoming interested in investing some of her money. However, she has heard about several
corporations in which the investors lost all of their money. Dagmar has heard that California Pizza Kitchen
(CPK), JCPenney (JCP), and Chesapeake Energy Corporation (CHKAQ) all recently filed for bankruptcy in
2020, and that these firms’ stockholders could lose their entire investments in these firms.

Many of the stockholders who lost money were employees of these companies who had invested some
of their retirement money in the company stock. Dagmar wonders what guarantee she has as an investor
against losing her money. (See the solution at the end of the book.)

What is the best way for Dagmar to % COmeCt
ensure a happy retirement?

viable business ideas and a sense of business creativity. Both money and ideas are fuel for
the financial engine. In our simple model, these two dimensions result in four groups rep-
resenting economic roles in society, as shown in Figure 1.1. Of course, people can move
from one group to another over time.

Type 1 people in our model do not lend significant sums of money (capital) or spend much
money in a business context, so they play no direct role in financial markets, the mecha-
nisms by which capital is exchanged. Although these people probably play indirect roles
by providing labor to economic enterprises or by consuming their products, for simplicity,
we are going to focus on those who play direct roles. Therefore, type 1 participants will be
asked to step aside.

Type 4 people use financial tools to evaluate their own business concepts and then
choose the ideas with the most potential. From there, they create their own enterprises to
implement their best ideas efficiently and effectively. Type 4 individuals, however, are
self-funded and do not need financial markets. The financial tools they use and the types
of decisions they make are narrowly focused or specific to their own purposes. For our
discussion, then, type 4 individuals also are asked to move to the sidelines.

Now for our financial role players, the type 2 and type 3 people. Financial markets
and financial institutions allow these people to participate in a mutually advantageous
exchange. Type 2 people temporarily lend their money to type 3 people, who put that
money to use with their good business ideas, and who then turn around and (hopefully)
repay the type 2 people, plus interest.

YFIGURE 1.1 Participants in Our Hypothetical Economy

No Extra Money Extra Money
No Economically Viable
Business Ideas Type 1: No money and no ideas Type 2: Money but no ideas
Economically Viable
Business Ideas Type 3: No money but ideas Type 4: Both money and ideas

Four groups form according to the availability of money and ideas.

CHAPTER 1

financial markets The
arenas through which funds
flow.



investors Those who buy
securities or other assets in
hopes of earning a return and
getting more money back in the
future.

retained earnings The
portion of company profits

that are kept by the company
rather than distributed to the
stockholders as cash dividends.
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In most developed economies, type 2 participants are usually individual investors. You
will likely be an individual investor for most of your life. Each of us separately may not
have a lot of extra money at any one time, but by aggregating our available funds, we can
provide sizable amounts for investment.

Type 3 participants, the idea generators, may be individuals, but they are more commonly
corporations or other types of companies with research and development (R&D) departments
dedicated to developing innovative ideas. It’s easy to see that investors and companies can
help one another. If investors lend their “extra” capital to companies, as shown in Figure 1.2,
then companies can use this capital to fund expansion projects. Economically successful proj-
ects will eventually be able to repay the money (plus profit) to investors, as Figure 1.3 shows.

Of course, not all of the cash will return to the investors. In reality, sources of friction arise
in this system, and the amount of capital returned to investors is reduced. Two primary
sources of friction are retained earnings, which are basically funds the firm keeps for its
ongoing operations, and taxes, which the government imposes on the company and indi-
viduals to help fund public services.

YFIGURE 1.2 Capital Flow from Investors to Companies

Companies - Investors

Investors are people or groups who need ideas to make more money, and
companies are groups who need money to develop the ideas they do have.

YFIGURE 1.3 Return of Capital to Investors

Companies - Investors

Coupon
payments,
dividends,
and stock

Projects - repurchases

In this basic process, the company can expand its business, hire more employees, and create a
promising future for its own growth. Meanwhile, the investor can increase wealth for the future.



As described at the end of this chapter, tax laws in the United States underwent massive
changes as a result of the Tax Cuts and Jobs Act (TCJA) signed into law by President
Trump in 2017. As we’ll discuss, many of these changes have significant impacts on the
financial decisions of the firm.

Figure 1.4 shows an analysis of cash flows with the associated retained earnings and tax
payments. In a very simple way, this figure provides an intuitive overall explanation of
finance and of its major subareas. For example, individuals must assess which investment
opportunities are right for their needs and risk tolerance; financial institutions and markets
must efficiently distribute the capital; and companies must evaluate their potential projects
and wisely decide which projects to fund, what kind of capital to use, and how much capi-
tal to return to investors. All of these types of decisions deal with the basic cash flows of
finance shown in Figure 1.4, but from different perspectives.

Subareas of Finance

Investments is the subarea of finance that involves methods and techniques for making
decisions about what kinds of securities to own (e.g., bonds or stocks), which firms’ securi-
ties to buy, and how to pay the investor back in the form that the investor wishes (e.g., the
timing and certainty of the promised cash flows). Figure 1.5 models cash flows from
the investor’s perspective. The concerns of the investments subarea of finance are shown
(with the movement of red arrows) from the investor’s viewpoint (seen as the blue box).

Financial management is the subarea that deals with a firm’s decisions in acquiring and
using the cash that is received from investors or from retained earnings. Figure 1.6 depicts
the financial management process very simply. As we know, this text focuses primarily on
financial management. We’ll see that this critical area of finance involves decisions about

- How to organize the firm in a manner that will attract capital.
- How to raise capital (e.g., bonds versus stocks).

«  Which projects to fund.

YFIGURE 1.4 The Complete Cash Flows of Finance

o - m
Retained
earnings
Profit and
reinvestment
Projects -

Taxes

All the subareas of the financial system interact, with retained earnings and taxes playing a
role in the flows.

CHAPTER 1

investment The analysis and
process of choosing securities
and other assets to purchase.



financial institutions and
markets The organizations
that facilitate the flow of
capital between investors and
companies.
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YFIGURE 1.5 Investments

)
-

Retained Investments
earnings

ot J

Taxes

Investors mark the start and end of the financial process; they put money in and reap
the rewards (or take the risk).

YFIGURE 1.6 Financial Management

Companies - Investors

Retained
earnings Financial
‘ management
m -

Taxes

Financial managers make decisions that should benefit both the company and the investor.

«  How much capital to retain for ongoing operations and new projects.

+ How to minimize taxation.

« How to pay back capital providers.

All of these decisions are quite involved, and we will discuss them throughout later chapters.

Financial institutions and markets make up another major subarea of finance. These
two dynamic entities work in different ways to facilitate capital flows between investors



and companies. Figure 1.7 illustrates the process in which the firm acquires capital and
investors take part in ongoing securities trading to increase that capital. Financial institu-
tions, such as banks and pension administrators, are vital players that contribute to the
dynamics of interest rates.

International finance is the final major subarea of finance we will study. As the world has
transformed into a global economy, finance has had to become much more innovative and
sensitive to changes in other countries. Investors, companies, business operations, and cap-
ital markets may all be located in different countries. Adapting to this environment requires
understanding of international dynamics, as Figure 1.8 shows. In the past, international

YFIGURE 1.7 Financial Institutions and Markets

Companies - Investors

Financial
Retained institutions
earnings and markets

Projects »

Taxes

Financial institutions and markets facilitate the flow of money between investors and companies.

YFIGURE 1.8 International Finance

Companies - Investors

Projects »

Laws, risks, and business relationships are variable across different countries but can
interact profitably.

CHAPTER 1

international finance The
use of finance theory in a global
business environment.





