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Corporate Finance Online

PREFACE TO THE STUDENT

Welcome to the first course in finance! Whether you are a business major or finance
major or undecided, these course materials are unlike any that you have used in your
postsecondary career. Throughout our combined 50+ years of teaching this introductory
course, we noticed some dramatic changes in how you learn and how professors teach
you. We created Corporate Finance Online, Canadian Edition, or CFO, to address these
sweeping changes in the teaching and learning process.

Technology: Transforming the Way You Learn

Your time outside of class is spent gaming, surfing the Internet, and reading updates on
Facebook or Twitter. Whether you realize it, these pastimes directly impact your inter-
est level or engagement in the learning process. Textbooks today are increasingly more
multimedia oriented, but not at the same level of sophistication as the technology you
use in your free time. We created CFO to remedy your “engagement deficit” so that we
could maximize your interest in the learning process.

When creating CFO, we weighed carefully which type of multimedia would best
communicate and assess the information that you need to know.



Preface to the Student Solution Tools: Learn Your Way

Solution Tools: Learn Your Way

For example, a lot of time is spent teaching you the key mathematical concepts in
finance and not much time is left for teaching the application. Therefore, the solution
tools that accompany each Example are videos. The use of videos allows for repetition
so that you master the mathematical concepts by replaying the video until you under-
stand the concept. We offer the Example solutions three ways, using a calculator, Excel,
or algebra. This flexibility allows you to learn according to your preferred learning
style. Additionally, if you diligently use these videos, class time can be used to teach
you how to apply these concepts to issues in the world of finance.

Example 8.2 Valuation of Common Shares after Holding for One Period

E Find the price of the Intel shares given the figures reported on the previous page. You will
need to know the required return of shareholders to find the present value of the cash flows.
Assume that you would be satisfied to earn 12% on the shares.

soLuTioN  Begin by preparing a timeline:
a = @ 0 1 2
I I I
Py=? D; =$0.16
P, = $60

Putting the numbers into Eq. 8.2 yields the following:

_ D Py
bh=ai0 " a+p
8016 $60
7 (1+012)  (1+0.12)

Py = $0.14 + $53.57 = $53.71
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Animations: Learning the Meaning Behind the Math

Oftentimes, you memorize “how to plug numbers into equations” but don’t understand
the meaning behind the equations. We used two different media elements as a remedy to

this tendency. First, we created animations, called Explore Its, that allow you to

manipulate the primary financial equations. In addition, we created videos, called Explain

Its, that accompany each Explore It and explain the main insights that you should take
away from the equations. These animations, combined with the video explanations, are
effective in remedying this gap in learning the “meaning behind the math.”

2 JC

M&M Proposition 2: Debt and Required Return (with Taxes)

M&M Proposition 2 with taxes is similar to Proposition 2 without taxes. The cost of equity
is an increasing function of leverage.

D
kE = ku + (ku - kD)(l - T)E Eg.12.13

Proposition 2 shows that the required return of shareholders of a levered company, kg,
increases in direct proportion to the debt-equity ratio, expressed in market values. The rate
of increase is equal to (ky; — kp) X (1 — T). As leverage increases, the required return of
bondholders is constant and the required return of shareholders rises. However, the return
of shareholders rises more slowly than in the case with no corporate taxes and so the WACC
declines as leverage increases. You can see this in the Explore It. Notice how the WACC line
declines slowly as the debt-equity ratio rises. ¥Tip
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Self-Tests: Engagement in and Understanding the Reading

Self-Tests: Engagement in and Understanding
the Reading

Most of you receive your information from the Internet. Whether you realize it or not,
information is broken down into screen-sized chunks of information. We wrote CFO to
address this flow of information and also placed self-tests at critical points in the chap-
ter. If you cannot answer the question, do the math, or understand the animation in the
self-tests, then you are immediately alerted that your grasp of the assigned material

is lacking. Do not skip these unassigned activities! These self-tests will help you with
your class and exam preparation and, ultimately, your success in this course.

It's Time to Do a Self-Test

3. If the expected return on an asset is 12% and the required return is 11%, should you buy it?
4. What is the expected return for a security if there’s a 40% probability of returning 10% and a
60% probability of returning 20%?

5. Practise computing the expected return.
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Chapter Summary: All-in-One Study Aid

Each chapter contains a summarized version of the key concepts, equations, terms, and
solution tools videos as well as the corresponding homework in MyFinanceLab. By
aggregating this information, you can review the chapter concepts and immediately go
to the areas of CFO that will help you clarify your understanding.

Concepts You Key Terms and Equations Solution Tools Extra Practice
Should Know MyFinancelLab
LO2 Learn beta, marginal risk, characteristic line Study Plan 6.LO2
about Non-
diversifiable
Risk

Estimating Beta

B = 7COV(Z§/ kM) Eq.6.3 ﬂ E

i
oM

Portfolio Betas

Bp = wlﬁl + ...+ wnB” Eq.6.4 ﬂ

LO3 Learn about the | portfolio-possibility lines, Treynor Index, Study Plan 6.LO3
Relationship buying on margin, long, short, security
between Non- market line (SML)
diversifiable Risk

and Return
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Chapter Summary: All-in-One Study Aid

MyFinancelab

CFO is integrated with MyFinanceLab, Pearson’s online assessment and tutorial soft-
ware, where you practise what you have learned. The topic and chapter problems are
accompanied by learning aid video tutorials drawn from CFO’s solution tools videos
so that if you need additional help with the homework you will have a video learning
aid to walk you through an exercise or problem similar to your homework. Addition-
ally, all topic and chapter exercises and problem sets will be automatically graded and
loaded into your instructor’s MyFinanceLab gradebook.

We hope that CFO not only transforms you into an active, engaged learner, but moti-
vates you to continue your studies in finance.

Best of luck in your first course in finance,
Stan Eakins
Will McNally



Corporate Finance Online

PREFACE TO THE INSTRUCTOR

Welcome to Corporate Finance Online, Canadian Edition (CFO)! Whether you are a first
year or experienced professor of finance, these course materials are unlike any that
you have used in your career. Throughout our combined 50+ years of teaching this in-
troductory course, we noticed some dramatic changes in how students learn and how
you teach the course.! We created Corporate Finance Online to address these sweeping
changes in the teaching and learning process.

Technology: Transforming Learning

Students’” time outside of class is spent gaming, surfing the Internet, and reading
updates on Facebook or Twitter. These student pastimes directly impact their interest
level or engagement in the learning process. Textbooks are increasingly more multimedia
rich but not at the same level of sophistication as the technology that students use in
their free time. We created CFO to remedy that “engagement deficit” so that we could
maximize students’ interest in learning finance.

ICudd, M., Tanner, J., and Lipscomb, T. (2004). A Profile of Classroom Technology Usage in Finance Instruction.
Journal of Financial Education. 30(Spring), 28-40.



Preface to the Instructor Solution Tools: Flexible Learning and Teaching Styles

When creating CFO, we weighed carefully which type of multimedia would best com-
municate and assess the information that students need to know and how you want to
teach them. We use technology to make learning finance as easy and fun as possible.

Solution Tools: Flexible Learning
and Teaching Styles

For example, a lot of time is spent teaching students the key mathematical concepts in
finance and not much time is left for teaching the application. Therefore, the solution
tools that accompany each Example are videos. The use of videos allow for repetition
so that students can master the mathematical concepts by replaying the video until
they understand the concept. We offer the solution tools videos three ways, using a
calculator, Excel, or algebra. This flexibility allows for teaching students your preferred
method and caters to different student learning styles. Additionally, if students dili-
gently use these videos, your class time can be used to teach students how to apply
these concepts to issues in the world of finance.
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Example 8.2

=

SOLUTION

By g

-
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B

Valuation of Common Shares after Holding for One Period

Find the price of the Intel shares given the figures reported on the previous page. You will
need to know the required return of shareholders to find the present value of the cash flows.
Assume that you would be satisfied to earn 12% on the shares.

Begin by preparing a timeline:

0 1 2
| | |
Py=? D, =$0.16
Pl = $60
Putting the numbers into Eq. 8.2 yields the following:
Dy Py
Py = 4
T a+k) (1+k
$0.16 $60

"T 1 +012) " (1+012)
P, = $0.14 + $53.57 = $53.71
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Animations: Teaching the “Meaning Behind the Math”

Animations: Teaching the “Meaning Behind the Math”

Oftentimes, students memorize “how to plug numbers into equations” but don’t under-
stand the meaning behind the equations. We use two different media elements as a rem-
edy to this tendency. First, we created animations, called Explore Its, that allow students
to manipulate the primary financial equations. In addition, we created videos, called
Explain Its, that accompany each Explore It and explain the main insights that students
should take away from the equations. These animations combined with the video expla-
nations are effective in remedying this gap in learning the “meaning behind the math.”

M&M Proposition 2: Debt and Required Return (with Taxes)

M&M Proposition 2 with taxes is similar to Proposition 2 without taxes. The cost of equity
is an increasing function of leverage.

D

@ @ ke = ky + (ky — kp)(1 — T)f Eq.12.13

Proposition 2 shows that the required return of shareholders of a levered company, kg,
increases in direct proportion to the debt-equity ratio, expressed in market values. The rate
of increase is equal to (ky; — kp) X (1 — T). As leverage increases, the required return of
bondholders is constant and the required return of shareholders rises. However, the return
of shareholders rises more slowly than in the case with no corporate taxes and so the WACC
declines as leverage increases. You can see this in the Explore It. Notice how the WACC line
declines slowly as the debt-equity ratio rises. ¥eTip
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Self-Tests: Empowering Student Understanding

Most students receive most of their information from the Internet. The information flow
is broken down into screen-sized chunks of information. We wrote CFO to address this
new flow of reading but we also addressed students’ reading comprehension by plac-
ing self-tests at critical points in the chapter. If students cannot answer the question,

do the math, or understand the animation in the self-tests, then they are immediately
alerted that their grasp of the assigned material is lacking. These self-tests empower the
student to take responsibility for their class preparation.

It's Time to Do a Self-Test

3. If the expected return on an asset is 12% and the required return is 11%, should you buy it?

4. What is the expected return for a security if there’s a 40% probability of returning 10% and a
60% probability of returning 20%?

5. Practise computing the expected return.
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Chapter Summary: Andragogical Learning

Since the mid-1990s, studies have shown that students are evolving to reference learners
in the introduction to finance course.? In response to this learning transformation from
a pedagogical (teacher led) to an andragogical (self-directed, problem-centred, and
applied) learning model, we created CFO and refined the content to its essence in the
chapter summary feature. Each learning objective is listed with the corresponding key
terms, equations, solution videos, and accompanying homework. Based on their study
plan and using this chapter overview, students can efficiently focus on where they need
to spend their study time. This chapter summary provides a tool to plan your lecture
and assignments.

2Cudd et al. (2004).
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Concepts You Key Terms and Equations Solution Tools Extra Practice
Should Know MyFinancelLab
LO2 Learn beta, marginal risk, characteristic line Study Plan 6.LO2
about Non-
diversifiable
Risk

Estimating Beta

B. — 7(:0‘/(];’ kM) Eq.6.3 E E\ E

1 (TM

Portfolio Betas

Bp = w1[31 + ...+ wan Eq.6.4 a

LO3 Learn aboutthe | portfolio-possibility lines, Treynor Index, Study Plan 6.LO3
Relationship buying on margin, long, short, security
between Non- market line (SML)

diversifiable Risk
and Return
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CFO: Teaching Students Your Way

MyFinancelab

CFO is integrated with MyFinanceLab, Pearson’s online assessment and tutorial soft-
ware, where students can practise what they have learned. The topic and chapter prob-
lems are accompanied by learning aid video tutorials drawn from CFO’s solution tools
videos so that students who need additional help on the homework will have learning
aids to help them. Additionally, all topic and chapter exercises and problem sets will be
automatically graded and loaded into your MyFinanceLab gradebook.

CFO: Teaching Students Your Way

With innovation comes change, and change can be challenging. We needed to learn to
teach students using the technological sophistication that they are used to while still
achieving our goals for the course. We made this transition and designed instructional
materials with your needs in mind. We offer you class-tested supplements that will
help you effectively leverage all of CFO’s dynamic and interactive technology for your
teaching needs.
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Instructor’'s Resource Guide

While offering the traditional elements of an instructor’s resource guide, we also added

elements to help you transition to using all online materials efficiently and effectively.

Our instructor resource guide offers:

e APPLY IT! activities that can be used for assignments or in-class exercises to illus-
trate how to apply the chapter concepts using real-world examples.

e anindex to and summaries of all the videos available in CFO.

e an index to all self-tests and topic and chapter homework.

e chapter overview and summary:.

* pre- and post-tests located in MyFinanceLab and duplicated for your reference.

PowerPoint® Presentations

Engage your students during your class lecture using the powerful learning and mul-
timedia assets of CFO. The PowerPoint presentations provide a lecture outline, which
ensures that you cover all chapter concepts during your chapter lecture. In the notes
section of the slides, you will find page references to key videos and animations that
you can use to fully implement the rich multimedia assets of CFO during your lecture.
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Test Bank

Hundreds of questions, which we wrote and have used in our classes as well as class
testers during the development of CFO, will give you plentiful options for assessing
your students. Each question is classified by learning outcome and difficulty level for
not only your course but also for AACSB standards.

Solutions Manual

Solutions that we wrote provide the detail that you need to fully explain the solutions
to all the topics and end-of-chapter exercises and problems.

We hope that CFO not only transforms your students into active, engaged learners, but
also motivates them to continue their studies in finance.

Thank you once again for choosing Corporate Finance Online.
Sincerely,

Stan Eakins

Will McNally
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