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Finance professors are united by their commitment to shaping future generations
of financial professionals as well as instilling financial awareness and skills in non-majors.
Our goal with Fundamentals of Corporate Finance is to provide an accessible presenta-
tion for both finance and non-finance majors. We know from experience that countless
undergraduate students have felt that corporate finance is challenging. It is tempting to
make finance seem accessible by de-emphasizing the core principles and instead concen-
trating on the results. In our over 45 years of combined teaching experience, we have
found that emphasizing the core concepts in finance—which are clear and intuitive at
heart—is what makes the subject matter accessible. What makes the subject challenging
is that it is often difficult for a novice to distinguish between these core ideas and other
intuitively appealing approaches that, if used in financial decision making, will lead to
incorrect decisions.

The 2007-2009 financial crisis was fueled in part by many practitioners’ poor deci-
sion making when they did not understand—or chose to ignore—the core concepts that
underlie finance and the pedagogy in this book. With this point in mind, we present
finance as one unified whole based on two simple, powerful ideas: (1) valuation drives
decision making—the firm should take projects for which the value of the benefits
exceeds the value of the costs, and (2) in a competitive market, market prices (rather than
individual preferences) determine values. We combine these two ideas with what we call
the Valuation Principle, and from it we establish all of the key ideas in corporate finance.

New to This Edition

In general terms, in our work on the second edition we took great care to update all text
discussions and figures, tables, and facts to reflect key developments in the field and to
provide the clearest presentation possible. Specific highlights include the following:

» Reorganized Flow of Topics in Chapters 3 and 4. Mastering the tools for discounting
cash flows is central to students’ success in the introductory course. As always,
mastery comes with practice and by approaching complex topics in manageable
units. We begin our step-by-step look at the time value of money in Chapter 3, which
provides intuition for time value concepts, introduces the Valuation Principle, and
presents rules for valuing cash flows. Chapter 4 addresses cash flow valuation for
multi-period investments.

» New Two-Pronged Approach to Stock Valuation. Immediately following bond
valuation, Chapter 7 opens with key background coverage of stock quotes and the
mechanics of stock trades and then presents the dividend-discount model. We delay
the discussion of the discounted cash flow model until after we have covered capital
budgeting. In Chapter 10, we introduce the discounted cash flow model by building
on concepts already developed in the capital budgeting chapters. Chapter 10 also
discusses market efficiency and includes a new discussion of investor behavior.

» New and Updated Interviews. A number of new and updated practitioner and recent
graduate interviews support the book’s practical perspective and incorporate timely
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viewpoints related to the recent financial crisis. Our popular interviews with high-
level practitioners incorporate an “inside” perspective on the financial crisis of
2007-2009 and include new interviews with Frederic S. Mishkin, former Federal
Reserve Board governor; David Holland, Senior Vice President and Treasurer of
Cisco; and Shelagh Glaser, Director for Intel’s Mobility Group.

» Expanded Special Topics Section. The new mergers and acquisitions chapter looks at
the overall market for takeovers, motivations for pursuing acquisitions, and the
typical process. Additional chapters now available online—leasing, insurance and
risk management, and corporate governance—allow professors to choose favorite
topics.

» New Problems and MyFinanceLab Upgrade. We added 100 new problems to the
Second Edition, once again personally writing and solving each one. In addition,
every single problem is available in MyFinanceLab, the groundbreaking homework
and tutorial system that accompanies the book. The system recognizes typical
mistakes and provides immediate feedback, allowing the student to learn
instantaneously from the mistake.

Emphasis on Valuation

As painful as the financial crisis was, there is a silver lining: with the increasing focus on
finance in the news, today’s undergraduate students arrive in the classroom with an inter-
est in finance. We strive to use that natural interest and motivation to overcome their fear
of the subject and communicate time-tested core principles. Again, we take what has
worked in the classroom and apply it to the text: By providing examples involving famil-
iar companies such as Starbucks and Apple, making consistent use of real-world data, and
demonstrating personal finance applications of core concepts, we strive to keep both non-
finance and finance majors engaged.

By learning to apply the Valuation Principle, students develop the skills to make the
types of comparisons—among loan options, investments, projects, and so on—that turn
them into knowledgeable, confident financial consumers and managers. When students
see how to apply finance to their personal lives and future careers, they grasp that finance
is more than abstract, mathematically based concepts.

Table of Contents Overview

Fundamentals of Corporate Finance offers coverage of the major topical areas for
introductory-level undergraduate courses. Our focus is on financial decision making
related to the corporation’s choice of which investments to make or how to raise the cap-
ital required to fund an investment. We designed the book with the need for flexibility and
with consideration of time pressures throughout the semester in mind.

: — Presents International
Ch. 1: Corporate Finance and the Financial Manager | Standards (IFRS)

Ch. 2: Introduction to Financial Statement Analysis

Introduces the Valuation
Part 2: Interest Rates and Valuing Cash Flows Principle and time value of

ey techniques fo
Ch. 3: Time Value of Money: An Introduction rs?:gle‘fperiodl?:vestn:ents
Ch. 4: Time Value of Money: Valuing Cash Flow Streams e :
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Ch. 5: Interest Rates ———
Ch. 6: Bonds
Chi:7: -« StockWahiation ~—+——— =

Presents how interest rates are quoted
and compounding for all frequencies

AREITH

Part 3: Valuation and the Firm

Ch. 8: Investment Decision Rules —————
Ch. 9: Fundamentals of Capital Budgeting —— !
Ch. 10: Stock Valuation: A Second Look i ‘

New chapter introduces stocks and
presents the dividend discount model
as an application of the time value of
money

: | Introduces the NPV rule as the “golden
Part 4: Risk and Return rule” against which we evaluate other
Ch. 11: Risk and Return in Capital Markets investment decision rules
Ch. 12: Systematic Risk and the Equity Risk '
Premium ' Provides a clear focus on the distinction
Ch. 13: The Cost of Capital ————— l between earnings and free cash flow
Part 5: Long-Term Financing | Buliltlis ey b?gect:;g ntl:t;rial by
i : y , valuing the ownership claim to the
Ch. 14f Ralsmg_ Eqm_ty Capital ‘ fir m’zgree daoh ﬂow.'? o ks
Ch. 15: Debt Financing | market efficiency and behavioral finance
Part 6: Capital Structure Calcutates anid udes the s aversl
and Payout Policy costs of capital with the WACC method
Ch. 16: Capital Structure ] TR PR
Ch. L7:P Poli €€ chapters begin with p
BOHL PO ol markets and then show how frictions,
including agency costs and asymmetric

Part 7: Financial Planning
and Forecasting

information, can influence financial
policy

Ch. 18: Financial Modeling and Pro Forma Analysis

Ch. 19: Working Capital Management
Ch. 20: Short-Term Financial Planning

Part 8: Special Topics

Makes the critical distinction between
sustainable and value-increasing
growth in determining the firm's value

Ch. 21: Option Applications and Corporate Finance

Ch. 22: Mergers and Acquisitions New chapter looks at the overall

Ch. 23: International Corporate Finance market for M&A and considers the
motivations for and the typical process

Online Chapters of a transaction

(on MyFinanceLab at www.myfinancelab.com)

Leasing Opportunities for course customization

Insurance and Risk Management

with online-only chapter offerings

Corporate Governance

A Comp|ete Instructor and Student Support Pac|<age
MyFinanceLab

This fully integrated online homework system gives students the hands-on practice and
tutorial help they need to learn finance efficiently. Ample opportunities for online prac-
tice and assessment in MyFinanceLab (www.myfinancelab.com) are seamlessly integrated
into each chapter and organized by section within the chapter summaries. For more
details, see the inside front cover.



iv

Preface

Videos

Video clips available in MyFinanceLab profile well-known firms such as Boeing and Intel
through interviews and analysis. The videos focus on core topical areas such as capital
budgeting and risk and return.

Solutions Manual

The Solutions Manual provides students with detailed, accuracy-verified solutions to the
problems in the book. The solutions, like the problems, were written by the authors them-
selves. Spreadsheet solutions in Excel®, which allow the student to see the effect of
changes in the input variables on the outcome, are available to instructors for designated
problems at www.pearsonglobaleditions.com/berk.

Study Guide

Written by Julie Dahlquist of the University of Texas at San Antonio, the Study Guide pro-
vides students with valuable extra practice, offering an in-depth chapter synopsis, answers
to the Concept Check questions in the book, additional step-by-step examples following
the Guided Problem Solution framework introduced in the text, practice questions and
problems, and a self test.

PowerPoint Presentations

The PowerPoint Presentation, authored by Janet Payne and William Chittenden of Texas
State University, is available in lecture form and includes art and tables from the book and
additional examples. The PowerPoint presentation includes all tables and figures, exam-
ples, key terms, and spreadsheet tables from the textbook. All PowerPoint presentations
are available for download at www.pearsonglobaleditions.com/berk.

Test Item File

The Test Item File, edited by Janet Payne and William Chittenden of Texas State
University, provides a wealth of accuracy-verified testing material. Each chapter offers a
wide variety of true/false, short answer, and multiple-choice questions contributed by
Salil Sarkar of the University of Texas at Arlington, Karan Bhanot of the University of
Texas at San Antonio, and instructional designer David Stuart. Questions are verified by
difficulty level and skill type, and correlated to the chapter topics. Numerical problems
include step-by-step solutions.

Every question in the Test Item File is available in TestGen® software for both
Windows® and Macintosh® computers. This easy-to-use testing software is a valuable
test preparation tool that allows professors to view, edit, and add questions. Both the
Test Item File and the TestGen computerized test bank are available for download
at www.pearsonglobaleditions.com/berk, and all questions can be assigned via
MyFinanceLab.

Instructor’s Manual

The Instructor’s Manual was written by Mary R. Brown of the University of
Illinois—Chicago, and contains annotated chapter outlines, lecture launchers and
questions for further class discussion. It also contains the solutions to the Data Cases and
part-ending case problems, as well as answers to the chapter-ending Critical Thinking
questions in the book. As an additional resource to guide instructors with students
who are planning to take the CFA exam, CFA learning outcomes met in each chapter are
listed. A section also details how the end-of-chapter problems map to the accreditation
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standards set by the Association to Advance Collegiate Schools of Business (AACSB), so
that instructors can track students’ mastery of the AACSB standards. The Instructor’s
Manual is available for download as Microsoft® Word files or as Adobe® PDF files at
www.pearsonglobaleditions.com/berk.
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