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This book is an introduction to corporate finance. It focuses on how companies invest 
in real assets, how they raise the money to pay for their investments, and how those 
assets ultimately affect the value of the firm. It also provides a broad overview of the 
financial landscape, discussing, for example, the major players in financial markets, 
the role of financial institutions in the economy, and how securities are traded and 
valued by investors. The book offers a framework for systematically thinking about 
most of the important financial problems that both firms and individuals are likely to 
confront.

Financial management is important, interesting, and challenging. It is important 
because today’s capital investment decisions may determine the businesses that the 
firm is in 10, 20, or more years ahead. Needless to say, a firm’s success or failure  
also depends, in large part, on its ability to find the capital that it requires.

Finance is interesting for several reasons. Financial decisions often involve huge 
sums of money. Large investment projects or acquisitions may involve billions of dol-
lars. Also, the financial community is international and fast-moving, with colorful 
heroes and a sprinkling of unpleasant villains.

Finance is challenging. Financial decisions are rarely cut and dried, and the finan-
cial markets in which companies operate are changing rapidly. Good managers can 
cope with routine problems, but only the best managers can respond to change. To 
handle new problems, you need more than rules of thumb; you need to understand 
why companies and financial markets behave as they do and when common practice 
may not be best practice. Once you have a consistent framework for making financial 
decisions, complex problems become more manageable.

This book provides that framework. It is not an encyclopedia of finance. It 
focuses instead on setting out the basic principles of financial management and 
applying them to the main decisions faced by the financial manager. It explains 
how managers can make choices between investments that may pay off at different 
points of time or have different degrees of risk. It also describes the main features 
of financial markets and discusses why companies may prefer a particular source 
of finance.

We organize the book around the key concepts of modern finance. These concepts, 
properly explained, simplify the subject. They are also practical. The tools of financial 
management are easier to grasp and use effectively when presented in a consistent 
conceptual framework. This text provides that framework.

Modern financial management is not “rocket science.” It is a set of ideas that can be 
made clear by words, graphs, and numerical examples. The ideas provide the “why” 
behind the tools that good financial managers use to make investment and financing 
decisions.

We wrote this book to make financial management clear, useful, and fun for the 
beginning student. We set out to show that modern finance and good financial practice 
go together, even for the financial novice.

Fundamentals and Principles of Corporate Finance
This book is derived in part from its sister text Principles of Corporate Finance. The 
spirit of the two books is similar. Both apply modern finance to give students a work-
ing ability to make financial decisions. However, there are also substantial differences 
between the two books.

Preface
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First, we provide in Fundamentals much more detailed discussion of the princi-
ples and mechanics of the time value of money. This material underlies almost all of 
this text, and we spend a lengthy chapter providing extensive practice with this key 
concept.

Second, we use numerical examples in this text to a greater degree than in Principles. 
Each chapter presents several detailed numerical examples to help the reader become 
familiar and comfortable with the material.

Third, we have streamlined the treatment of most topics. Whereas Principles has 
34 chapters, Fundamentals has only 25. The relative brevity of Fundamentals neces-
sitates a broader-brush coverage of some topics, but we feel that this is an advantage 
for a beginning audience.

Fourth, we assume little in the way of background knowledge. While most users 
will have had an introductory accounting course, we review the concepts of account-
ing that are important to the financial manager in Chapter 3.

Principles is known for its relaxed and informal writing style, and we continue 
this tradition in Fundamentals. In addition, we use as little mathematical notation as 
possible. Even when we present an equation, we usually write it in words rather than 
symbols. This approach has two advantages. It is less intimidating, and it focuses 
attention on the underlying concept rather than the formula.

Organizational Design
Fundamentals is organized in eight parts.

Part 1 (Introduction) provides essential background material. In the first chap-
ter, we discuss how businesses are organized, the role of the financial manager, 
and the financial markets in which the manager operates. We explain how share-
holders with many disparate goals might all agree that they want managers to 
take actions that increase the value of their investment, and we introduce the 
concept of the opportunity cost of capital and the trade-off that the firm needs 
to make when assessing investment proposals. We also describe some of the 
mechanisms that help to align the interests of managers and shareholders. Of 
course, the task of increasing shareholder value does not justify corrupt and 
unscrupulous behavior. We, therefore, discuss some of the ethical issues that 
confront managers.

Chapter 2 surveys and sets out the functions of financial markets and institutions. 
This chapter also reviews the crisis of 2007–2009. The events of those years illustrate 
clearly why and how financial markets and institutions matter.

A large corporation is a team effort, so the firm produces financial statements to 
help the players monitor its progress. Chapter 3 provides a brief overview of these 
financial statements and introduces two key distinctions—between market and book 
values and between cash flows and profits. The chapter concludes with a summary of 
federal taxes.

Chapter 4 provides an overview of financial statement analysis. In contrast to most 
introductions to this topic, our discussion is motivated by considerations of valuation 
and the insight that financial ratios can provide about how management has added to 
the firm’s value.

Part 2 (Value) is concerned with valuation. In Chapter 5, we introduce the concept of 
the time value of money, and because most readers will be more familiar with their 
own financial affairs than with the big leagues of finance, we motivate our discussion 
by looking first at some personal financial decisions. We show how to value long-lived 
streams of cash flows and work through the valuation of perpetuities and annuities. 
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Chapter 5 also contains a short concluding section on inflation and the distinction 
between real and nominal returns.

Chapters 6 and 7 introduce the basic features of bonds and stocks and give stu-
dents a chance to apply the ideas of Chapter 5 to the valuation of these securities. 
We show how to find the value of a bond given its yield, and we show how prices 
of bonds fluctuate as interest rates change. We look at what determines stock prices 
and how stock valuation formulas can be used to infer the return that investors 
expect. Finally, we see how investment opportunities are reflected in the stock price 
and why analysts focus on the price-earnings multiple. Chapter 7 also introduces 
the concept of market efficiency. This concept is crucial to interpreting a stock’s 
valuation; it also provides a framework for the later treatment of the issues that 
arise when firms issue securities or make decisions concerning dividends or capital 
structure.

The remaining chapters of Part 2 are concerned with the company’s investment 
decision. In Chapter 8, we introduce the concept of net present value and show how 
to calculate the NPV of a simple investment project. We then consider more complex 
investment proposals, including choices between alternative projects, machine replace-
ment decisions, and decisions of when to invest. We also look at other measures of an 
investment’s attractiveness—its internal rate of return, profitability index, and payback 
period. We show how the profitability index can be used to choose between invest-
ment projects when capital is scarce. The appendix to Chapter 8 shows how to sidestep 
some of the pitfalls of the IRR rule.

The first step in any NPV calculation is to decide what to discount. Therefore, in 
Chapter 9, we work through a realistic example of a capital budgeting analysis, show-
ing how the manager needs to recognize the investment in working capital and how 
taxes and depreciation affect cash flows.

We start Chapter 10 by looking at how companies organize the investment 
process and ensure everyone works toward a common goal. We discuss how positive- 
NPV projects reflect a competitive advantage, and we go on to look at various tech-
niques such as sensitivity analysis, scenario analysis, and break-even analysis that 
help managers identify the key assumptions in their estimates, We explain the dis-
tinction between accounting break-even and NPV break-even. We conclude the 
chapter by describing how managers try to build future flexibility into projects so 
that they can capitalize on good luck and mitigate the consequences of bad luck.

Part 3 (Risk) is concerned with the cost of capital. Chapter 11 starts with a historical 
survey of returns on bonds and stocks and goes on to distinguish between the 
diversifiable risk and market risk of individual stocks. Chapter 12 shows how to measure 
market risk and discusses the relationship between risk and expected return. Chapter 13 
introduces the weighted-average cost of capital and provides a practical illustration of 
how to estimate it.

Part 4 (Financing) begins our discussion of the financing decision. Chapter 14 pro-
vides an overview of the securities that firms issue and their relative importance as 
sources of finance. In Chapter 15, we look at how firms issue securities, and we follow 
a firm from its first need for venture capital, through its initial public offering, to its 
continuing need to raise debt or equity.

Part 5 (Debt and Payout Policy)  focuses on the two classic long-term financ-
ing decisions. In Chapter 16, we ask how much the firm should borrow, and we 
summarize bankruptcy procedures that occur when firms can’t pay their debts. In 
Chapter 17, we study how firms should set dividend and payout policy. In each 
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case, we start with Modigliani and Miller’s (MM’s) observation that in well- 
functioning markets, the decision should not matter, but we use this initial obser-
vation to help the reader understand why financial managers in practice do pay 
attention to these decisions.

Part 6 (Financial Analysis and Planning)  starts with long-term financial plan-
ning in Chapter 18, where we look at how the financial manager considers the com-
bined effects of investment and financing decisions on the firm as a whole. We also 
show how measures of internal and sustainable growth help managers check that 
the firm’s planned growth is consistent with its financing plans. Chapter 19 is an 
introduction to short-term financial planning. It shows how managers ensure that 
the firm will have enough cash to pay its bills over the coming year. Chapter 20 
addresses working capital management. It describes the basic steps of credit man-
agement, the principles of inventory management, and how firms handle payments 
efficiently and put cash to work as quickly as possible. It also describes how firms 
invest temporary surpluses of cash and how they can borrow to offset any temporary 
deficiency. Chapter 20 is conceptually straightforward, but it contains a large dollop 
of institutional material.

Part 7 (Special Topics) covers several important but somewhat more advanced 
 topics—mergers (Chapter 21), international financial management (Chapter 22), 
options (Chapter 23), and risk management (Chapter 24). Some of these topics 
are touched on in earlier chapters. For example, we introduce the idea of options 
in Chapter 10, when we show how companies build flexibility into capital proj-
ects. However, Chapter 23 generalizes this material, explains at an elementary 
level how options are valued, and provides some examples of why the financial 
manager needs to be concerned about options. International finance is also not 
confined to Chapter 22. As one might expect from a book that is written by 
an international group of authors, examples from different countries and finan-
cial systems are scattered throughout the book. However, Chapter 22 tackles 
the specific problems that arise when a corporation is confronted by different 
currencies.

Part 8 (Conclusion) contains a concluding chapter (Chapter 25), in which we review 
the most important ideas covered in the text. We also introduce some interesting ques-
tions that either were unanswered in the text or are still puzzles to the finance profes-
sion. Thus, the last chapter is an introduction to future finance courses as well as a 
conclusion to this one.

Routes through the Book
There are about as many effective ways to organize a course in corporate finance as 
there are teachers. For this reason, we have ensured that the text is modular so that top-
ics can be introduced in different sequences.

We like to discuss the principles of valuation before plunging into financial plan-
ning. Nevertheless, we recognize that many instructors will prefer to move directly 
from Chapter 4 (Measuring Corporate Performance) to Chapter 18 (Long-Term 
Financial Planning) in order to provide a gentler transition from the typical prerequisite 
accounting course. We have made sure that Part 6 (Financial Analysis and Planning) 
can easily follow Part 1.

Similarly, we like to discuss working capital only after the student is familiar with  
the basic principles of valuation and financing, but we recognize that here also  
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many instructors prefer to reverse our order. There should be no difficulty in taking 
Chapter 20 out of order.

When we discuss project valuation in Part 2, we stress that the opportunity cost of 
capital depends on project risk. But we do not discuss how to measure risk or how 
return and risk are linked until Part 3. This ordering can easily be modified. For exam-
ple, the chapters on risk and return can be introduced before, after, or midway through 
the material on project valuation.

Changes in the Eleventh Edition
Users of previous editions of this book will not find dramatic changes in either the 
material or the ordering of topics. But, throughout, we have sought to make the 
book more up to date and easier to read. Here are some of the ways that we have  
done this.

Improving the Flow  A major part of our effort in revising this text was spent on 
improving the flow. Often this has meant a word change here or a redrawn diagram 
there, but sometimes we have made more substantial changes. For example, the dis-
cussions of forward and spot exchange rates in Chapter 22 are now integrated, which 
makes the introduction to the material easier to understand. The material is substan-
tially unchanged, but we think that the flow is much improved.

Updating  For many firms, a major focus of the past few years has been on the 
impact of Covid.  Not surprisingly, references to Covid crop up regularly in this new 
edition in discussions of risk management, estimating beta, setting dividend policy, 
and so on.

The dozens of real-firm examples in the text have been updated to reflect cur-
rent events in the last three years.  These should offer greater name recognition and 
salience to the typical reader.

Of course, in each new edition we also try to ensure that any statistics are as up to 
date as possible. For example, since the previous edition, we have available an extra 
two years of data on security returns. These show up in the figures in Chapter 11 of 
the long-run returns on stocks, bonds, and bills. Accounting ratios, data on security 
ownership, dividend payments, and stock repurchases are just a few of the other cases 
where data have been brought up to date.

New Illustrative Boxes The text contains a number of boxes with illustrative real-
world examples. Many of these are new. Look, for example, at the box in Chapter 1 
that raises the question whether managers should maximize the value of stakeholders 
as a whole rather than that of the shareholders. Or look at the box in Chapter 15 that 
shows how SPACS emerged in 2021 as an important alternative to a traditional IPO for  
firms wishing to go public. 

Chapter Summaries  All chapter summaries have been reorganized into series of 
easy-to-digest bullet points.

More Worked Examples We have added more worked examples in the text, many of 
them taken from real companies.

Beyond the Page The Beyond the Page digital extensions and applications provide 
additional examples, anecdotes, spreadsheet programs, and more thoroughgoing 
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explanations of some topics. In this edition, we have updated them and added a num-
ber of additional applications and made them easier to access. For example, the appli-
cations are seamlessly available with a click on the e-version of the book, but they are 
also readily accessible in the traditional hard copy of the text using the shortcut URLs 
provided in the margins of relevant pages.

Specific Chapter Changes in the Eleventh Edition
Here are a few of the additions to chapter material:

Chapter 1 contains updated and timely examples of real capital expenditure decisions 
by major corporations as well as an expanded discussion of corporate objectives. 

Chapter 2 includes a discussion of prediction markets in the most recent presidential 
election.

Chapter 3 includes updated discussions that clarify the treatment of repurchases 
in the firm’s equity accounts.

Chapter 6 reorganizes and streamlines the introduction to bond markets and pricing. 
Chapter 7 provides new evidence on efficient markets as well as anomalies such 

as the GameStop bubble.
Chapter 10 contains a new introduction to the capital investment process and the 

problems that arise when project valuations are consciously or unconsciously 
biased.  We have also completely rewritten the section on scenario analysis. 

Chapter 12 now includes a discussion of how betas of many firms responded 
to the Covid pandemic and why historical estimates must  sometimes be 
handled with care.

Chapter 15 now includes a discussion of SPACs. We also discuss why the market 
reaction to new stock issues is different in some countries than others.

Chapter 17 streamlines the treatment of dividends and stock dividends.
Chapter 18 uses the example of Dynamic Mattress to show how long-term 

planning models can be used to derive the cash flow information for valuing 
a business.

Chapter 20 reconsiders inventory policy in light of the supply chain disturbances 
resulting from the Covid pandemic.

Chapter 21 provides a reworked overview of both sensible and less compelling 
motives for mergers. We have also expanded the discussion of the effect of 
mergers on society.

Chapter 22  contains a reworked and reorganized introduction to spot and forward 
exchange rates.

Chapter 24 provides an improved treatment of the different ways that firms may 
control their risks. We have also added a short section on valuing futures.

Assurance of Learning
Assurance of learning is an important element of many accreditation standards. 
Fundamentals of Corporate Finance, Eleventh Edition, is designed specifically to 
support your assurance-of-learning initiatives. Each chapter in the book begins with a 
list of numbered learning objectives, which are referred to in the end-of-chapter prob-
lems and exercises. Every test bank question is also linked to one of these objectives, 
in addition to level of difficulty, topic area, Bloom’s Taxonomy level, and AACSB skill 
area. Connect, McGraw-Hill’s online homework solution, and EZ Test, McGraw-Hill’s 
easy-to-use test bank software, can search the test bank by these and other categories, 
providing an engine for targeted assurance-of-learning analysis and assessment.
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AACSB Statement
McGraw-Hill Education is a proud corporate member of AACSB International. 
Understanding the importance and value of AACSB accreditation, Fundamentals of 
Corporate Finance, Eleventh Edition, has sought to recognize the curricula guidelines 
detailed in the AACSB standards for business accreditation by connecting selected 
questions in the test bank to the general knowledge and skill guidelines found in the 
AACSB standards.

The statements contained in Fundamentals of Corporate Finance, Eleventh Edition, 
are provided only as a guide for the users of this text. The AACSB leaves content cov-
erage and assessment within the purview of individual schools, the mission of the 
school, and the faculty. While Fundamentals of Corporate Finance, Eleventh Edition, 
and the teaching package make no claim of any specific AACSB qualification or eval-
uation, we have, within the test bank, labeled selected questions according to the six 
general knowledge and skills areas.
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Alternatively, we could simply enter the following function 
in Excel:

=PRICE(DATE(2020,11,15), DATE(2024,11,15), .075, .03, 100, 1)

The DATE function in Excel, which we use for both the set-
tlement and maturity dates, uses the format 
DATE(year,month,day). We assume the bond makes its cou-
pon payments on the 15th of each month, which is most com-
mon, and that it is also purchased and redeemed on the 15th.

Notice that the coupon rate and yield to maturity are 
expressed as decimals, not percentages. In most cases, 
redemption value will be 100 (i.e., 100% of face value), and 
the resulting price will be expressed as a percent of face 
value. Occasionally, however, you may encounter bonds that 
pay off at a premium or discount to face value. One example 

Excel and most other spreadsheet programs provide built-
in functions to compute bond values and yields. They typi-
cally ask you to input both the date you buy the bond 
(called the settlement date) and the maturity date of the 
bond.

The Excel function for bond value is:

=PRICE(settlement date, maturity date, annual coupon 
rate, yield to maturity, redemption value as percent of 
face value, number of coupon payments per year)

(If you can’t remember the formula, just remember that you 
can go to the Formulas tab in Excel, and from the Financial 
tab pull down the PRICE function, which will prompt you for 
the necessary inputs.) For our 7.5% coupon bond, we would 
enter the values shown in the spreadsheet below. 

Spreadsheet  Solutions Bond Valuation

A B C D E F

1 7.5% annual 7.5% semiannual 6% annual
2 coupon bond, coupon bond, coupon bond,
3 maturing Nov 2024 Formula in column B maturing Nov 2024 30-year maturity
4

5 Settlement date 15-Nov-2020 =DATE(2020,11,15) 15-Nov-2020 15-Jan-2000

6 Maturity date 15-Nov-2024 =DATE(2024,11,15) 15-Nov 2024 15-Jan-2030

7 Annual coupon rate 0.075 0.075 0.06

8 Yield to maturity 0.03 0.03 0.04

9 Redemption value  
(% of face value)

100 100 100

10 Coupon payments  
per year

1 2 1

11

12

13 Bond price (% of par) 116.727 =PRICE(B5,B6,B7,B8,B9,B10) 116.843 134.584

The solid curve in Figure 6.6 plots the price of a 30-year maturity, 6% coupon 
bond over time assuming that its yield to maturity is currently 4% and does not 
change. The price declines gradually until the maturity date, when it finally reaches 

FIGURE 6.6 How bond prices 
change as they approach 
maturity, assuming an unchanged 
yield to maturity of 4%. Prices of 
both premium and discount 
bonds approach face value as 
their maturity date approaches.

262830 24 20 16 12 8 4 022 18 14 10 6 2

Years to maturity

Maturity date
Today

B
on

d 
pr

ic
e 

($
)

1,400

1,300

1,200

1,100

1,000

900

800

700

600

Price path for the 2%
coupon discount bond

Price path for 6% coupon bond
selling at a premium to face value

Unique Features

Integrated Examples
Numbered and titled examples are 
integrated in each chapter. Students 
can learn how to solve specific 
problems step-by-step as well as gain 
insight into general principles by 
seeing how to approach and analyze 
different problems.

Spreadsheet Solutions Boxes
These boxes provide the student with 
detailed examples of how to use Excel 
spreadsheets when applying financial 
concepts. The boxes include questions 
that apply to the spreadsheet, and their 
solutions are given at the end of the 
applicable chapter. These spreadsheets 
are available for download in Connect.

Excel Exhibits
Selected exhibits are set as Excel 
spreadsheets. The accompanying 
files are available for instructors 
and students in Connect.

What makes Fundamentals of Corporate Finance 
such a powerful learning tool?
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Finance in Practice Boxes
These are excerpts that appear in most 
chapters, often from the financial 
press, providing real-life illustrations 
of the chapter’s topics, such as ethical 
choices in finance, disputes about 
stock valuation, financial planning, 
and credit analysis.

Financial Calculator Boxes  
and Exercises
In a continued effort to help students 
grasp the critical concept of the time 
value of money, many pedagogical 
tools have been added throughout 
the first section of the text. Financial 
Calculator boxes provide examples 
for solving a variety of problems, 
with directions for the most popular 
financial calculators.

Self-Test Questions
Provided in each chapter, these 
helpful questions enable students to 
check their understanding as they 
read. Answers are worked out at the 
end of each chapter.
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“Beyond the Page” Interactive 
Content and Applications
Additional resources and hands-on 
applications are just a click away. 
Students can tap or click the icons 
in the e-version or use the direct 
web links to learn more about key 
concepts and try out calculations, 
tables, and figures when they go 
“Beyond the Page.”

Web Exercises
Select chapters include Web Exercises 
that allow students to utilize the 
Internet to apply their knowledge  
and skills with real-world companies.

Minicases
Integrated minicases allow students 
to apply their knowledge to relatively 
complex, practical problems and 
 typical real-world scenarios.
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xvii

Student Study Center
The Connect Student Study Center is the 
place for students to access additional 
resources. The Student Study Center
∙ Offers students quick access to the 

Beyond the Page features, Excel files 
and templates, lectures, eBooks,  
and more.

∙ Provides instant practice material and study 
questions, easily accessible on the go.

Student Progress 
Tracking 
Connect keeps instructors informed about 
how each student, section, and class is per-
forming, allowing for more productive use 
of lecture and office hours. The progress-
tracking function enables you to

∙ View scored work immediately and track 
individual or group performance with 
assignment and grade reports.

∙ Access an instant view of student or 
class performance relative to learning 
objectives.

∙ Collect data and generate reports 
required by many accreditation organiza-
tions, such as AACSB and AICPA.

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 products.  
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.

Test Builder allows you to:

∙ access all test bank content from a par-
ticular title.

∙ easily pinpoint the most relevant content 
through robust filtering options.

∙ manipulate the order of questions or 
scramble questions and/or answers.

∙ pin questions to a specific location 
within a test.

∙ determine your preferred treatment of 
algorithmic questions.

∙ choose the layout and spacing.
∙ add instructions and configure default 

settings.

Test Builder provides a secure interface 
for better protection of content and allows 
tor just-in-time updates to flow directly 
into assessments.

PowerPoint Presentations
These visually stimulating slides have 
been fully updated by Nicholas Racculia 
with colorful graphs, charts, and lists. The 
slides can be edited or manipulated to fit 
the needs of a particular course.

Beyond the Page Content
The authors have created a wealth of 
additional examples, explanations, and 
applications, available for quick access by 
instructors and students. Each “Beyond 
the Page” feature is called out in the text 
with an icon that links directly to the 
content.

Excel Solutions and Templates
Excel templates are available in Connect 
for select exhibits and various end-of-
chapter problems that have been set as 
Excel spreadsheets. They correlate with 
specific concepts in the text and allow stu-
dents to work through financial problems 
and gain experience using spreadsheets. 
Also refer to the valuable Spreadsheet 
Solutions Boxes that are sprinkled 
throughout the text for some helpful 
prompts on working in Excel.

Instructor Library 
The Connect Instructor Library is your 
repository for additional resources to 
improve student engagement in and out 
of class. You can select and use any asset 
that enhances your lecture. The Connect 
Instructor Library includes all of the 
instructor supplements for this text.

Solutions Manual
Nicholas Racculia, Ph.D., at Saint 
Vincent’s College worked with the authors 
to prepare this resource containing detailed 
and thoughtful solutions to all the end-of-
chapter problems.

Instructor’s Manual
This manual, also updated and enhanced by 
Nicholas Racculia includes a descriptive 
preface containing alternative course formats 
and case teaching methods, a chapter over-
view and outline, key terms and concepts, 
a description of the PowerPoint slides, 
video teaching notes, related web links, 
and pedagogical ideas.

Test Bank
Nicholas Racculia has also thoroughly 
reviewed and revised the test bank, add-
ing new questions and ensuring that all 
of the content is closely correlated to the 
text. More than 2,000 true/false, multiple-
choice, and discussion questions/problems 
are available to the instructor at varying 
levels of difficulty and comprehension. 
All questions are tagged by learning objec-
tive, topic, AACSB category, and Bloom’s 
Taxonomy level. Complete answers are 
provided for all test questions and prob-
lems. Available within Connect, Test 
Builder is a cloud-based tool that enables 
instructors to format tests that can be 
printed or administered within a LMS. Test 
Builder offers a modern, streamlined inter-
face for easy content configuration that 
matches course needs, without requiring a 
download.

In addition to the overall refinement and improvement of the text material, considerable effort was put into develop-
ing an exceptional supplement package to provide students and instructors with an abundance of teaching and learn-
ing resources.

Supplements
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Affordable solutions, 
added value 
 
Make technology work for you with  
LMS integration for single sign-on access, 
mobile access to the digital textbook, 
and reports to quickly show you how 
each of your students is doing. And with 
our Inclusive Access program you can 
provide all these tools at a discount to 
your students. Ask your McGraw Hill 
representative for more information.

Laptop: McGraw Hill; Woman/dog: George Doyle/Getty Images

Checkmark: Jobalou/Getty ImagesPadlock: Jobalou/Getty Images

Instructors: Student Success Starts with You

65%
Less Time
Grading

Tools to enhance your unique voice
Want to build your own course? No problem. Prefer to use an  
OLC-aligned, prebuilt course? Easy. Want to make changes throughout  
the semester? Sure. And you’ll save time with Connect’s auto-grading too.

Solutions for  
your challenges
 
A product isn’t a solution. Real 
solutions are affordable, reliable, 
and come with training and 
ongoing support when you need 
it and how you want it. Visit www.
supportateverystep.com for videos 
and resources both you and your 
students can use throughout the 
semester.

Study made personal
Incorporate adaptive study resources like  
SmartBook® 2.0 into your course and help your  
students be better prepared in less time. Learn  
more about the powerful personalized learning 
experience available in SmartBook 2.0 at  
www.mheducation.com/highered/connect/smartbook
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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.

Everything you need in one place 
Your Connect course has everything you need—whether reading on  
your digital eBook or completing assignments for class, Connect makes  
it easy to get your work done.

“I really liked this 
app—it made it easy 
to study when you 
don't have your text-
book in front of you.”

- Jordan Cunningham,  
  Eastern Washington University

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  
www.mheducation.com/readanywhere 

Top: Jenner Images/Getty Images, Left: Hero Images/Getty Images, Right: Hero Images/Getty Images

Calendar: owattaphotos/Getty Images

Students: Get Learning that Fits You

Learning for everyone 
McGraw Hill works directly with Accessibility Services 
Departments and faculty to meet the learning needs 
of all students. Please contact your Accessibility 
Services Office and ask them to email  
accessibility@mheducation.com, or visit  
www.mheducation.com/about/accessibility  
for more information.

Final PDF to printer



bre01562_fm_i-xxxi.indd xx 10/08/21  12:31 PM

xx

Marlena Akhbari
Wright State University

Timothy Alzheimer
Montana State University

Tom Arnold
University of Richmond

Chung Back
Troy University

Robert Balik
Western Michigan University

Anindam Bandopadhyaya
University of 
Massachusetts–Boston

Chenchu Bathala
Cleveland State University

Richard Bauer
Saint Mary’s University

LaDoris Baugh
Athens State University

Debarati Bhattacharya
Duquesne University

John R. Becker Blease
Washington State 
University–Vancouver

Theologos Bonitsis
New Jersey Institute of 
Technology

Stephen Borde
University of Central Florida

Edward Boyer
Temple University

Stephen Buell
Lehigh University

Deanne Butchey
Florida International 
University

Shelley Canterbury
George Mason University

Michael Casey
University of Central 
Arkansas

Fan Chen
University of Mississippi

Peter Chen
Youngstown State University

Nicole Choi
Washington State 
University–Pullman

Peter Chung
University of California, 
Riverside

Bruce Costa
University of Montana

Ernie Dancer
Columbus State Community 
College

Kenneth Daniels
Virginia Commonwealth 
University

Morris Danielson
Saint Joseph’s University

Natalya Delcoure
Sam Houston State  
University

Jared DeLisle
Washington State 
University–Vancouver

Steven Dennis
University of North Dakota

Robert Dubil
University of Utah–Salt  
Lake City

Timothy E. Trombley
Illinois State University

Brian E. Young
Southern Methodist 
University

Alan D. Eastman
Indiana University of 
Pennsylvania

Michael Ehrlich
New Jersey Institute of 
Technology

Richard Elliot
University of Utah–Salt  
Lake City

Mike Evans
Winthrop University

James Falter
Franklin University

John Fay
Santa Clara University

Richard Fedler
Georgia State University

Michael Ferguson
University of Cincinnati

Dov Fobar
Brooklyn College

Eric Fricke
California State University–
East Bay

Steve Gallaher
Southern New Hampshire 
University

Sharon Garrison
University of Arizona

Ashley Geisewite
Southwest Tennessee 
Community College

Homaifar Ghassem
Middle Tennessee State 
University

Phillip Giles
Columbia University

Gary Gray
Penn State University–
University Park

Jason Gurtovoy
California State University, 
Northridge

Brandy Hadley
Appalachian State University

John Halstead
Liberty University

Mahfuzul Haque
Indiana State University

Andrew Hession-Kunz
Boston College

Larry Holland
University of Arkansas– 
Little Rock

James J. Hopper
Mississippi State  
University

Jian “Emily” Huang
California State 
University–Chico

Emily Huang
California State University, 
Chico

Stoyu Ivanov
San Jose State  
University

Raymond Jackson
University of 
Massachusetts–Dartmouth

Keith Jacob
University of Montana

Bharat Jain
Towson University

We take this opportunity to thank all of the individuals who helped us prepare this and previous editions. We want 
to express our appreciation to those instructors whose insightful comments and suggestions were invaluable to us 
during this revision.

Acknowledgments

Final PDF to printer



bre01562_fm_i-xxxi.indd xxi 10/08/21  12:31 PM

xxi

Benjamas Jirasakuldech
Slippery Rock University of 
Pennsylvania

Benjamas Jirasakuldech
Slippery Rock University

Mark Johnson
Loyola University Maryland

Steve Johnson
Sam Houston State University

Daniel Jubinski
Saint Joseph’s University

Alan Jung
San Francisco State University

Ayala Kayhan
Louisiana State University

Marvin Keene
Coastal Carolina University

Eric Kelley
University of Arizona

Dong Man Kim
California State University–
San Bernardino

Jullavut Kittiakarasakun
University of Texas at San 
Antonio

Ladd Kochman
Kennesaw State University

David Kuipers
University of Missouri–
Kansas City

Mark Lane
Hawaii Pacific 
University–Honolulu

Linda Lange
Regis University

Doug Letsch
Walden University

Paul Lewandowski
Saginaw Valley State 
University

Yuming Li
California State 
University–Fullerton

Qianqiu Liu
University of Hawaii–Manoa

Sheen Liu
Washington State 
University–Vancouver

Wilson Liu
James Madison University

Scott W. Lowe
James Madison University

Qingzhong Ma
Cornell University–Ithaca

Yulong Ma
California State University–
Long Beach

Brian Maris
Northern Arizona University

Carol Mannino
Milwaukee School of 
Engineering

David McGuire
Central Michigan University

Jinghan Meng
University of North 
Carolina–Chapel Hill

Jose Mercardo
University of Central 
Missouri

Paulo Miranda
Purdue University–Calumet 
Hammond

Derek Mohr
State University of New York 
at Buffalo

Helen Moser
University of Minnesota– 
Minneapolis

Tammie Mosley
California State University–
East Bay

David Murphy
Saginaw Valley State 
University

Vivian Nazar
Ferris State University

Steve Nenninger
Sam Houston State University

Hazel Nguyen
Southwestern University

Liem Nguyen
Westfield State University

Srinivas Nippani
Texas A&M 
University–Commerce

Prasad Padmanabhan
Saint Mary’s University

Ohaness Paskelian
University of 
Houston–Downtown

Jeffrey Phillips
Colby-Sawyer College

Richard Ponarul
California State 
University–Chico

Gary Porter
John Carroll University

Eric Powers
University of South  
Carolina

Ronald Prange
Western Michigan  
University

Robert Puelz
Southern Methodist 
University

Sunder Raghavan
Embry-Riddle University

Vedpauri Raghavan
Embry-Riddle University–
Daytona Beach

Ganas K. Rakes
Ohio University

Mahdi Rastad
California Polytechnic State 
University

Adam Reed
University of North 
Carolina–Chapel Hill

Thomas Rhee
California State University–
Long Beach

Jong Rhim
University of Southern 
Indiana

Joe Riotto
New Jersey City University

Scott Roark
Boise State University

Mukunthan Santhanakrishnan
Idaho State University

George Sarraf
University of California, 
Riverside

Maria Schutte
Michigan Technological 
University

Adam Schwartz
Washington & Lee University

Michael Seiler
College of William & Mary

John Settle
Portland State University

Michael G. Sher
Metropolitan State  
University

Henry Silverman
Roosevelt University

Elena Skouratova
Concordia University Texas

Richard Smith
University of California, 
Riverside

Ahmad Sohrabian
University of California, 
Irvine

Ron Spicer
Colorado Tech University

Roberto Stein
Tulane University

Clifford Stephens
Louisiana State University

Final PDF to printer



bre01562_fm_i-xxxi.indd xxii 10/08/21  12:31 PM

xxii

Tom Strickland
Middle Tennessee State 
University

Jan Strockis
Santa Clara University

Mark Stohs
California State University 
Fullerton

Joseph Tanimura
San Diego State University

Steve Tokar
University of Indianapolis

Damir Tokic
University of 
Houston–Downtown

Kudret Topyan
Manhattan College

Michael Toyne
Northeastern State  
University

James Turner
Weber State University

Bonnie Van Ness
University of Mississippi

J. Douglas Van Ness
Columbia University

Joe Walker
University of 
Alabama–Birmingham

Kenneth Washer
Texas A&M 
University–Commerce

K. Matthew Wong
St. John’s University

Qiang Wu
Rensselaer Polytechnic 
University

Patricia Wynn
University of North Texas  
at Dallas

David Yamoah
Kean University

Fred Yeager
St. Louis University

Woongsun Yoo
Saginaw Valley State 
University

Kevin Yost
Auburn University

Emilio R. Zarruk
Florida Atlantic University

Athena Zhang
California State 
University–Chico

Shaorong Zhang
Marshall University

Yilei Zhang
University of North Dakota

Yiling Zhang
University of Texas– 
Arlington

Zhong-Guo Zhou
California State 
University–Northridge

Zi Jia
University of Arkansas at 
Little Rock

Richard A. Brealey
Stewart C. Myers
Alan J. Marcus

In addition, we would like to thank Nicholas Racculia, Ph.D., for his help with revisions and updates to our 
instructor materials and online content in Connect. His efforts are much appreciated as they will help both students 
and instructors. We also appreciate help from Aleijda de Cazenove Balsan and Malcolm Taylor.

We are grateful to the talented staff at McGraw Hill, especially Allison McCabe-Carroll, Senior Product 
Developer; Chuck Synovec, Director, Finance; Kevin Moran, Director, Digital Content; Fran Simon and Bruce Gin, 
Content Project Managers; Laurie Entringer, Designer; and Trina Mauer, Senior Marketing Manager.

Finally, as was the case with the last ten editions, we cannot overstate the thanks due to our families.

Final PDF to printer



bre01562_fm_i-xxxi.indd xxiii 10/08/21  12:31 PM

 1 Goals and Governance of the Corporation 2
 2 Financial Markets and Institutions 32
 3 Accounting and Finance 56
 4 Measuring Corporate Performance 86

 5 The Time Value of Money 118
 6 Valuing Bonds 166
 7 Valuing Stocks 192
 8 Net Present Value and Other Investment Criteria 234
 9 Using Discounted Cash-Flow Analysis to Make Investment Decisions 270
10 Project Analysis 300

11 Introduction to Risk, Return, and the Opportunity Cost of Capital 330
12 Risk, Return, and Capital Budgeting 360
13 The Weighted-Average Cost of Capital and Company Valuation 392

14 Introduction to Corporate Financing 420
15 How Corporations Raise Venture Capital and Issue Securities 440

16 Debt Policy 466
17 Payout Policy 504

18 Long-Term Financial Planning 526
19 Short-Term Financial Planning 550
20 Working Capital Management 570

21 Mergers, Acquisitions, and Corporate Control 610
22 International Financial Management 638
23 Options 664
24 Risk Management 692

25 What We Do and Do Not Know about Finance 712

Appendix A: Present Value and Future Value Tables A-1
Glossary G-1
Index IND-1

in Brief

Part One
Introduction

Part Two
Value

Part Three
Risk

Part Four
Financing

Part Five
Debt and Payout 

Policy

Part Six
Financial Analysis 

and Planning

Part Seven
Special Topics

Part Eight
Conclusion

xxiii

Contents

Final PDF to printer



bre01562_fm_i-xxxi.indd xxiv 10/08/21  12:31 PM

Final PDF to printer



xxv

bre01562_fm_i-xxxi.indd xxv 10/08/21  12:31 PM

Chapter 1
Goals and Governance of the Corporation 2
1.1 Investment and Financing Decisions 4

The Investment (Capital Budgeting) Decision 6
The Financing Decision 6

1.2 What Is a Corporation? 8
Other Forms of Business Organization 9

1.3 Who Is the Financial Manager? 10
1.4 Goals of the Corporation 12

Shareholders Want Managers to Maximize Market Value 12

1.5 Agency Problems, Executive Compensation,  
and Corporate Governance 15
Executive Compensation 16
Corporate Governance 17

1.6 The Ethics of Maximizing Value 18
1.7 Careers in Finance 20
1.8 Preview of Coming Attractions 22
1.9 Snippets of Financial History 23

Summary 25
Questions and Problems 26

Chapter 2
Financial Markets and Institutions 32
2.1 The Importance of Financial Markets 

and Institutions 34
2.2 The Flow of Savings to Corporations 35

The Stock Market 37
Other Financial Markets 38
Financial Intermediaries 40
Financial Institutions 42
Total Financing of U.S. Corporations 44

2.3 Functions of Financial Markets and Intermediaries 45
Transporting Cash across Time 45
Risk Transfer and Diversification 45
Liquidity 46
The Payment Mechanism 47
Information Provided by Financial Markets 47

2.4 The Crisis of 2007–2009 49

Summary 51
Questions and Problems 52

Chapter 3
Accounting and Finance 56
3.1 The Balance Sheet 58

Book Values and Market Values 61

3.2 The Income Statement 63
Income versus Cash Flow 64

3.3 The Statement of Cash Flows 67
Free Cash Flow 69

3.4 Accounting Practice and Malpractice 70
3.5 Taxes 73

Corporate Tax 73
Personal Tax 74

Summary 75
Questions and Problems 76

Chapter 4
Measuring Corporate Performance 86
4.1 How Financial Ratios Relate to Shareholder  

Value 88
4.2 Measuring Market Value and Market Value  

Added 89
4.3 Economic Value Added and Accounting  

Rates of Return 91
Accounting Rates of Return 93
Problems with EVA and Accounting Rates of Return 95

4.4 Measuring Efficiency 96
4.5 Analyzing the Return on Assets:  

The Du Pont System 98
The Du Pont System 98

4.6 Measuring Financial Leverage 100
Leverage and the Return on Equity 102

4.7 Measuring Liquidity 103
4.8 Interpreting Financial Ratios 104
4.9 The Role of Financial Ratios 108

Summary 109
Questions and Problems 110
Minicase 116

Part One Introduction

Contents

Final PDF to printer



xxvi Contents

bre01562_fm_i-xxxi.indd xxvi 10/08/21  12:31 PM

Part Two Value

Chapter 5
The Time Value of Money 118
5.1 Future Values and Compound Interest 120
5.2 Present Values 123

Finding the Interest Rate 127

5.3 Multiple Cash Flows 128
Future Value of Multiple Cash Flows 128
Present Value of Multiple Cash Flows 129

5.4 Reducing the Chore of the Calculations: Part 1 131
Using Financial Calculators to Solve Simple  
Time-Value-of-Money Problems 131
Using Spreadsheets to Solve Simple  
Time-Value-of-Money Problems 132

5.5 Level Cash Flows: Perpetuities and Annuities 135
How to Value Perpetuities 135
How to Value Annuities 136
Future Value of an Annuity 140
Annuities Due 143

5.6 Reducing the Chore of the Calculations: Part 2 144
Using Financial Calculators to Solve Annuity Problems 144
Using Spreadsheets to Solve Annuity Problems 145

5.7 Effective Annual Interest Rates 145
5.8 Inflation and the Time Value of Money 147

Real versus Nominal Cash Flows 147
Inflation and Interest Rates 149
Valuing Real Cash Payments 151
Real or Nominal? 152

Summary 152
Questions and Problems 153
Minicase 164

Chapter 6
Valuing Bonds 166
6.1 Bond Pricing 168
6.2 Interest Rates and Bond Prices 171

Interest Rate Risk and Bond Maturity 172

6.3 Yield to Maturity 173
6.4 Bond Rates of Return 174
6.5 The Yield Curve 177

Nominal and Real Rates of Interest 178

6.6 Corporate Bonds and the Risk of Default 180
Protecting against Default Risk 183
Not All Corporate Bonds Are Plain Vanilla 185

Summary 185
Questions and Problems 186

Chapter 7
Valuing Stocks 192
7.1 Stocks and the Stock Market 194

Reading Stock Market Listings 195

7.2 Market Values, Book Values, and 
Liquidation Values 197

7.3 Valuing Common Stocks 199
Valuation by Comparables 199
Price and Intrinsic Value 200
The Dividend Discount Model 202

7.4 Simplifying the Dividend Discount Model 205
Case 1: The Dividend Discount Model with No Growth 205
Case 2: The Dividend Discount Model with Constant 
Growth 205
Case 3: The Dividend Discount Model 
with Nonconstant Growth 210

7.5 Valuing a Business by Discounted Cash Flow 214
Valuing the Concatenator Business  214
Repurchases and the Dividend Discount Model 215

7.6 There Are No Free Lunches on Wall Street 216
Random Walks and Efficient Markets 217

7.7 Market Anomalies and Behavioral Finance 220
Market Anomalies 220
Bubbles and Market Efficiency 222
Behavioral Finance 223

Summary 224
Questions and Problems 225
Minicase 232

Chapter 8
Net Present Value and Other Investment 
Criteria 234
8.1 Net Present Value 236

A Comment on Risk and Present Value 237
Valuing Long-Lived Projects 238
Choosing between Alternative Projects 240

8.2 The Internal Rate of Return Rule 241
A Closer Look at the Rate of Return Rule 242
Calculating the Rate of Return for Long-Lived Projects 242
A Word of Caution 244
Some Pitfalls with the Internal Rate of Return Rule 244

8.3 The Profitability Index 249
Capital Rationing 250
Pitfalls of the Profitability Index 250

8.4 The Payback Rule 251
Discounted Payback 252

Final PDF to printer



Contents xxvii

bre01562_fm_i-xxxi.indd xxvii 10/08/21  12:31 PM

8.5 More Mutually Exclusive Projects 252
Problem 1: The Investment Timing Decision 253
Problem 2: The Choice between Long- and Short-Lived 
Equipment 254
Problem 3: When to Replace an Old Machine 256

8.6 A Last Look 257

Summary 258
Questions and Problems 259
Minicase 266
Appendix: More on the IRR Rule 267
Using the IRR to Choose between Mutually Exclusive 
Projects 267
Using the Modified Internal Rate of Return When 
There Are Multiple IRRs 267

Chapter 9
Using Discounted Cash-Flow Analysis to Make 
Investment Decisions 270
9.1 Identifying Cash Flows 272

Discount Cash Flows, Not Profits 272
Discount Incremental Cash Flows 274
Discount Nominal Cash Flows by the Nominal  
Cost of Capital 277
Separate Investment and Financing Decisions 278

9.2 Corporate Income Taxes 279
9.3 An Example—Blooper Industries 279

Forecasting Blooper’s Cash Flows 280

Calculating the NPV of Blooper’s Mine 283
Further Notes and Wrinkles Arising from Blooper’s Project 284

Summary 289
Questions and Problems 290
Minicase 298

Chapter 10
Project Analysis 300
10.1 The Capital Investment Process, Some Problems,  

and Some Solutions 302
10.2 Some “What-If” Questions 304

Sensitivity Analysis 305
Stress Tests and Scenario Analysis 308

10.3 Break-Even Analysis 309
Accounting Break-Even Analysis 310
NPV Break-Even Analysis 311
Operating Leverage 314

10.4 Real Options and the Value of Flexibility 316
The Option to Expand 316
A Second Real Option: The Option to Abandon 318
A Third Real Option: The Timing Option 318
A Fourth Real Option: Flexible Production Facilities 319

Summary 320
Questions and Problems 321
Minicase 328

Part Three Risk

Chapter 11
Introduction to Risk, Return, and the 
Opportunity Cost of Capital 330
11.1 Rates of Return: A Review 332

11.2 A Century of Capital Market History 333
Market Indexes 333

The Historical Record 333

Using Historical Evidence to Estimate Today’s Cost  
of Capital 336

11.3 Measuring Risk 338
Variance and Standard Deviation 338

A Note on Calculating Variance 341

Measuring the Variation in Stock Returns 341

11.4 Risk and Diversification 343
Diversification 343

Asset versus Portfolio Risk 344

Market Risk versus Specific Risk 350

11.5 Thinking about Risk 351
Message 1: Some Risks Look Big and Dangerous  
but Really Are Diversifiable 351
Message 2: Market Risks Are Macro Risks 352
Message 3: Risk Can Be Measured 353

Summary 354
Questions and Problems 355

Chapter 12
Risk, Return, and Capital Budgeting 360
12.1 Measuring Market Risk 362

Measuring Beta 362
Betas for Amazon and McDonald’s 365
Total Risk and Market Risk 365

12.2 What Can You Learn from Beta? 367
Portfolio Betas 367
The Portfolio Beta Determines the Risk of a Diversified 
Portfolio 370

Final PDF to printer



xxviii Contents

bre01562_fm_i-xxxi.indd xxviii 10/08/21  12:31 PM

12.3 Risk and Return 371
Why the CAPM Makes Sense 373
The Security Market Line 374
Using the CAPM to Estimate Expected Returns 375
How Well Does the CAPM Work? 376

12.4 The CAPM and the Opportunity Cost of Capital 379
The Company Cost of Capital 380
What Determines Project Risk? 381
Don’t Add Fudge Factors to Discount Rates 381

Summary 382
Questions and Problems 383

Chapter 13
The Weighted-Average Cost of Capital and 
Company Valuation 392
13.1 Geothermal’s Cost of Capital 394
13.2 The Weighted-Average Cost of Capital 395

Calculating Company Cost of Capital  
as a Weighted Average 396
Use Market Weights, Not Book Weights 398
Taxes and the Weighted-Average Cost of Capital 398
What If There Are Three (or More)  
Sources of Financing? 400

The NPV of Geothermal’s Expansion 400
Checking Our Logic 401

13.3 Interpreting the Weighted-Average Cost of Capital 402
When You Can and Can’t Use WACC 402
Some Common Mistakes 402
How Changing Capital Structure Affects Expected 
Returns 403
What Happens When the Corporate Tax Rate Is  
Not Zero 403

13.4 Practical Problems: Measuring Capital Structure 403
13.5 More Practical Problems: Estimating  

Expected Returns 405
The Expected Return on Bonds 405
The Expected Return on Common Stock 406
The Expected Return on Preferred Stock 407
Adding It All Up 408
Real-Company WACCs 408

13.6 Valuing Entire Businesses 409
Calculating the Value of the Deconstruction Business 410

Summary 411
Questions and Problems 412
Minicase 417

Part Four Financing

Chapter 14
Introduction to Corporate Financing 420
14.1 Creating Value with Financing Decisions 422
14.2 Patterns of Corporate Financing 422

Are Firms Issuing Too Much Debt? 424

14.3 Common Stock 425
Stock Splits 427
Ownership of the Corporation 427
Voting Procedures 428
The Wall Street Walk 429
Classes of Stock 429

14.4 Preferred Stock 429
14.5 Corporate Debt 431

Debt Comes in Many Forms 431
Innovation in the Debt Market 434

14.6 Convertible Securities 435

Summary 436
Questions and Problems 437

Chapter 15
How Corporations Raise Venture Capital 
and Issue Securities 440
15.1 Venture Capital 442

Venture Capital Companies 443

15.2 The Initial Public Offering 444
Arranging a Public Issue 445
Other New-Issue Procedures 449
The Underwriters 450

15.3 General Cash Offers by Public Companies 451
General Cash Offers and Shelf Registration 452
Costs of the General Cash Offer 452
Market Reaction to Stock Issues 453

15.4 The Private Placement 454

Summary 454
Questions and Problems 455
Minicase 460
Appendix: Hotch Pot’s New-Issue Prospectus 461

Final PDF to printer



Contents xxix

bre01562_fm_i-xxxi.indd xxix 10/08/21  12:31 PM

Chapter 16
Debt Policy 466
16.1 How Borrowing Affects Value in a Tax-Free 

Economy 468
MM’s Argument—A Simple Example 469
How Borrowing Affects Earnings per Share 470
How Borrowing Affects Risk and Return 472

16.2 Debt and the Cost of Equity 474
No Magic in Financial Leverage 476

16.3 Debt, Taxes, and the Weighted-Average  
Cost of Capital 478
Debt and Taxes at River Cruises 478
How Interest Tax Shields Contribute to the Value of 
Stockholders’ Equity 480
Corporate Taxes and the Weighted-Average Cost of Capital 480
The Implications of Corporate Taxes for Capital Structure 482

16.4 Costs of Financial Distress 482
Bankruptcy Costs 483
Costs of Bankruptcy Vary with Type of Asset 484
Financial Distress without Bankruptcy 485

16.5 Explaining Financing Choices 487
The Trade-Off Theory 487
A Pecking Order Theory 488
The Two Faces of Financial Slack 489
Is There a Theory of Optimal Capital Structure? 490

Summary 491
Questions and Problems 492

Minicase 499
Appendix: Bankruptcy Procedures 501

Chapter 17
Payout Policy 504
17.1 How Corporations Pay Out Cash to Shareholders 506

How Firms Pay Dividends 507
Stock Dividends 507
Stock Repurchases 508

17.2 The Information Content of Dividends and 
Repurchases 508

17.3 Dividends or Repurchases? The Payout Controversy 509
Dividends or Repurchases? An Example 510
Repurchases and the Dividend Discount Model 511
Dividends and Share Issues 512

17.4 Why Dividends May Increase Value 513
17.5 Why Dividends May Reduce Value 514

Taxation of Dividends and Capital Gains  
under Current Tax Law 515
Taxes and Payout—A Summary 516

17.6 Payout Policy and the Life Cycle of the Firm 516

Summary 518
Questions and Problems 519
Minicase 524

Part Five Debt and Payout Policy

Part Six Financial Analysis and Planning

Chapter 18
Long-Term Financial Planning 526
18.1 What Is Financial Planning? 528

Why Build Financial Plans? 528

18.2 Financial Planning Models 529
Components of a Financial Planning Model 529

18.3 A Long-Term Financial Planning Model  
for Dynamic Mattress 530
Pitfalls in Model Design 535
Choosing a Plan 536
Valuing Dynamic Mattress 537

18.4 External Financing and Growth 538

Summary 541
Questions and Problems 542
Minicase 549

Chapter 19
Short-Term Financial Planning 550
19.1 Links between Long-Term and Short-Term Financing 552

Tax Strategies 553
Reasons to Hold Cash 553

19.2 Tracing Changes in Cash 554
19.3 Cash Budgeting 556

Preparing the Cash Budget 556

19.4 Dynamic’s Short-Term Financial Plan 559
Dynamic Mattress’s Financing Plan 559
Evaluating the Plan 560
A Note on Short-Term Financial Planning Models 561

Summary 563
Questions and Problems 563
Minicase 568

Final PDF to printer



xxx Contents

bre01562_fm_i-xxxi.indd xxx 10/08/21  12:31 PM

Chapter 20
Working Capital Management 570
20.1 Working Capital 572

Components of Working Capital 572
Working Capital and the Cash Cycle  572

20.2 Accounts Receivable and Credit Policy 575
Terms of Sale 576
Credit Agreements 577
Credit Analysis 578
The Credit Decision 579
Collection Policy 584

20.3 Inventory Management 586
20.4 Cash Management 589

Check Handling and Float 589

Other Payment Systems 591
Electronic Funds Transfer 592
International Cash Management 593

20.5 Investing Idle Cash: The Money Market 594
Money Market Investments 594
Calculating the Yield on Money Market Investments 595
Yields on Money Market Investments 595
The International Money Market 596

20.6 Managing Current Liabilities: Short-Term Debt 596
Bank Loans 596
Commercial Paper 598

Summary 599
Questions and Problems 601
Minicase 608

Part Seven Special Topics

Chapter 21
Mergers, Acquisitions, and Corporate 
Control 610
21.1 Types of Mergers 612
21.2 Sensible Motives for Mergers 613

Economies of Scale and Scope 613
Economies of Vertical Integration 614
Complementary Resources 614
Changes in Corporate Control 615
Industry Consolidation 615
Industrial Logic Does Not Guaranty Success 615

21.3 Dubious Reasons for Mergers 617
Improved Diversification 617
The Bootstrap Game 617
Management Bias 619

21.4 The Mechanics of a Merger 619
The Form of Acquisition 619
Mergers, Antitrust Law, and Popular Opposition 620

21.5 Evaluating Mergers 620
Mergers Financed by Cash 620
Mergers Financed by Stock 622
A Warning 623
Another Warning 623

21.6 The Market for Corporate Control 624
21.7 Proxy Contests 625
21.8 Takeovers 625
21.9 Leveraged Buyouts 626

Barbarians at the Gate? 627

21.10 Divestitures, Spin-Offs, and Carve-Outs 628

21.11 The Benefits and Costs of Mergers 630
Who Gains and Loses from Mergers? 631
Buyers versus Sellers 631
Mergers and Society 632

Summary 632
Questions and Problems 633
Minicase 636

Chapter 22
International Financial Management 638
22.1 Foreign Exchange Markets 640

Spot Exchange Rates 640
Forward Exchange Rates 642

22.2 Some Basic Relationships 643
Exchange Rates and Inflation 644
Real and Nominal Exchange Rates 646
Inflation and Interest Rates 647
The Forward Exchange Rate and the Expected  
Spot Rate 648
Interest Rates and Exchange Rates 650

22.3 Hedging Currency Risk 651
Transaction Risk 651
Economic Risk 652

22.4 International Capital Budgeting 652
Net Present Values for Foreign  
Investments 652
The Cost of Capital for Foreign Investment 654

Final PDF to printer



Contents xxxi

bre01562_fm_i-xxxi.indd xxxi 10/08/21  12:31 PM

Avoiding Fudge Factors 655
Political Risk 655

Summary 657
Questions and Problems 658
Minicase 663

Chapter 23
Options 664
23.1 Calls and Puts 666

Selling Calls and Puts 668
Payoff Diagrams Are Not Profit Diagrams 669
Financial Alchemy with Options 670
Some More Option Magic 671

23.2 What Determines Option Values? 672
Upper and Lower Limits on Option Values 672
The Determinants of Option Value 673
Option-Valuation Models 675

23.3 Spotting the Option 678
Options on Real Assets 678
Options on Financial Assets 680

Summary 682
Questions and Problems 683

Chapter 24
Risk Management 692
24.1 Why Hedge? 694
24.2 Reducing Risk with Options 695
24.3 Forward and Futures Contracts 695

The Mechanics of Futures Trading 698
Commodity and Financial Futures 700
Forward Contracts 700

24.4 Valuing Futures and Forward Contracts 701
24.5 Swaps 702

Interest Rate Swaps 702
Currency Swaps 704

24.6 Innovation in the Derivatives Market 705
24.7 Is “Derivative” a Four-Letter Word? 705

Summary 706
Questions and Problems 707

Chapter 25
What We Do and Do Not Know about 
Finance 712
25.1 What We Do Know: The Six Most Important  

Ideas in Finance 714
Net Present Value (Chapter 5) 714

Risk and Return (Chapters 11 and 12) 714

Efficient Capital Markets (Chapter 7) 715

MM’s Irrelevance Propositions (Chapters 16 and 17) 715

Option Theory (Chapter 23) 715

Agency Theory 716

25.2 What We Do Not Know: Nine Unsolved Problems  
in Finance 716
What Determines Project Risk and Present Value? 716

Risk and Return—Have We Missed Something? 717

Are There Important Exceptions to the  
Efficient-Market Theory? 717

Is Management an Off-Balance-Sheet Liability? 718

How Can We Explain Capital Structure? 718

How Can We Resolve the Payout Controversy? 719

How Can We Explain Merger Waves? 719

What Is the Value of Liquidity? 719

Why Are Financial Systems Prone to Crisis? 720

What Should Be the Goals of the Corporation? 720

25.3 A Final Word 721
Questions and Problems 721

Appendix A A-1

Glossary G-1

Index IND-1

Part Eight Conclusion

Final PDF to printer




