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Preface

This book describes the theory and practice of corporate finance. We hardly need to explain why financial managers
have to master the practical aspects of their job, but we should spell out why down-to-earth managers need to
bother with theory.

Managers learn from experience how to cope with routine problems. But the best managers are also able to
respond to change. To do so you need more than time-honored rules of thumb; you must understand why
companies and financial markets behave the way they do. In other words, you need a theory of finance.

Does that sound intimidating? It shouldn’t. Good theory helps you to grasp what is going on in the world around
you. It helps you to ask the right questions when times change and new problems need to be analyzed. It also tells
you which things you do not need to worry about. Throughout this book we show how managers use financial
theory to solve practical problems.

Of course, the theory presented in this book is not perfect and complete—no theory is. There are some famous
controversies where financial economists cannot agree. We have not glossed over these disagreements. We set out
the arguments for each side and tell you where we stand.

Much of this book is concerned with understanding what financial managers do and why. But we also say what
financial managers should do to increase company value. Where theory suggests that financial managers are making
mistakes, we say so, while admitting that there may be hidden reasons for their actions. In brief, we have tried to be
fair but to pull no punches.

This book may be your first view of the world of modern finance theory. If so, you will read first for new ideas,
for an understanding of how finance theory translates into practice, and occasionally, we hope, for entertainment.
But eventually you will be in a position to make financial decisions, not just study them. At that point you can turn to
this book as a reference and guide.

   Changes in the Eleventh Edition
We are proud of the success of previous editions of Principles, and we have done our best to make the eleventh
global edition even better.

What is new in the eleventh global edition? Of course, a large part of the changes in any edition consist of adding
some updated data here and a new example there. However, we have rewritten and refreshed several basic chapters.
Content remains much the same, but we think that the revised chapters are simpler and flow better.

•  Chapter 1 has grown over the years as major new developments in the financial world seem to demand some
reference and comment. In this edition we have sought to make the chapter a more focused introduction to
corporate finance. It concentrates on the decisions that corporations need to make and the financial objectives
that govern these decisions. It also introduces five basic themes that return again and again throughout the book.

•  Chapter 3 introduces bond valuation. We rewrote and simplified some of the material, such as the discussion of
duration. The last section of the chapter includes an introduction to default risk. The tribulations of the eurozone
and the default by the Greek government on its bonds are reminders that default is not just a concern for holders
of corporate debt. So we discuss briefly the risk of default for both corporate and sovereign borrowers. (We
discuss corporate debt and default risk in more detail in Chapter 23.)

•  Chapter 4 is concerned with the valuation of common stocks. We start by explaining how individual stocks are
valued and go on to look at the problem of valuing the entire company. These days many firms do not pay
dividends and use excess cash to repurchase stock. In this edition we provide more guidance on valuing these
companies.

•  Chapter 6 explains how to calculate the present value of new investments. We cover the same material in this
chapter as in previous editions, but we include a longer discussion of the differences between cash flows and
accounting profits. We think that this will provide readers with a clearer understanding of how to derive cash-
flow forecasts.

•  The financial manager spends a large part of his time interacting with financial institutions and markets. In
Chapter 14 we expand our discussion of these institutions. We describe the main forms of institutions, we look
at their economic role, and we use the crisis of 2007–2009 to review what happens when financial institutions
and markets cease to function well.

•  We substantially rewrote Chapter 16, which looks at payout policy. We review both how much companies
should pay out and whether they should do so by means of a dividend payment or stock repurchase. We also
return to an issue that we introduced in Chapter 4 and look in more detail at how to value a company when
repurchases are important.

•  Chapter 24, which previously looked at the different kinds of long-term debt, now also looks at short-term debt
such as bank loans. Many of the issues about debt design such as the role of covenants apply to both short- and
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long-term debt.
•  In earlier editions we discussed bank debt in the chapter on working capital management. One advantage of

moving this discussion to Chapter 24 is that we have the luxury in Chapter 30 of being able to look more
broadly at working capital. For example, we now include a discussion of the cash conversion cycle and show
how it is affected by management decisions.

The first edition of this book appeared in 1981. Basic principles are the same now as then, but the last three
decades have also generated important changes in theory and practice. Research in finance has focused less on what
financial managers should do, and more on understanding and interpreting what they do in practice. In other words,
finance has become more positive and less normative. For example, we now have careful surveys of firms’ capital
investment practices and payout and financing policies. We review these surveys and look at how they cast light on
competing theories.

Many financial decisions seem less clear-cut than they were 20 or 30 years ago. It no longer makes sense to ask
whether high payouts are always good or always bad, or whether companies should always borrow less or more.
The right answer is, “It depends.” Therefore we set out pros and cons of different policies. We ask, “What
questions should the financial manager ask when setting financial policy?” You will, for example, see this shift in
emphasis when we discuss payout decisions in Chapter 16.

This edition builds on other changes from earlier editions. We recognize that financial managers work more than
ever in an international environment and therefore need to be familiar with international differences in financial
management and in financial markets and institutions. Chapters 27 (Managing International Risks) and 33
(Governance and Corporate Control around the World) are exclusively devoted to international issues. We have also
found more and more opportunities in other chapters to draw cross-border comparisons or use non-U.S. examples.
We hope that this material will both provide a better understanding of the wider financial environment and be useful
to our many readers around the world.

As every first-grader knows, it is easier to add than to subtract. To make way for new topics we needed to make
some judicious pruning. We will not tell you where we cut out material, because we hope that the deletions will be
invisible.

The biggest change in this edition is not to the printed text but to the Beyond the Page digital extensions and
applications (see Pedagogical Features, below). These pieces are an integral part of the e-versions of the book, but
they are also easily accessible via the Web using the QR codes and shortcut URLs provided. They provide additional
examples, applications, spreadsheet programs, and opportunities to explore topics in more depth.

BEYOND THE PAGE
● ● ● ● ●

Principles of corporate finance

mhhe.com/bma

The QR codes are easy to use. First, use your smartphone to download any QR-enabled barcode reader from
your provider’s marketplace. Focus your smartphone’s camera on any code in the book, and you’ll be able to
access the online chapter content instantly. Try the code above now!

Additional examples include:

•  Chapter 2 Do you need to learn how to use a financial calculator? The “Beyond the Page” financial calculator
application shows how to do so.

•  Chapter 3 Would you like to calculate a bond’s duration, see how it predicts the effect of small interest rate
changes on bond price, calculate the duration of a common stock, or learn how to adjust for convexity? The
duration application for Figure 3.2 allows you to do so.

•  Chapter 9 How about measuring the betas of the Fama-French three-factor model for U.S. stocks? The “Beyond
the Page” beta estimation application does this.

•  Chapter 15 There was not space in the chapter to include a real IPO prospectus, but you can go “Beyond the
Page” to learn more.

•  Chapter 19 The book briefly describes the flow-to-equity method for valuing businesses, but using the method
can be tricky. We provide an application that guides you through the procedure.

•  Chapter 20 The Black-Scholes “Beyond the Page” application provides an option calculator. It also shows how to
estimate the option’s sensitivity to changes in the inputs.
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•  Chapter 28 Would you like to view the most recent financial statements for different U.S. companies and
calculate their financial ratios? There is an application that will do this for you.

We believe that the opportunity to add additional content and applications such as these will increasingly widen the
type of material that can be made available and help the reader to decide how deeply he or she wishes to explore a
topic.

   Making Learning Easier
Each chapter of the book includes an introductory preview, a summary, and an annotated list of suggested further
reading. The list of possible candidates for further reading is now voluminous. Rather than trying to list every
important article, we largely listed survey articles or general books. We give more specific references in footnotes.

Each chapter is followed by a set of basic problems, intermediate problems on both numerical and conceptual
topics, and a few challenge problems. Answers to the odd-numbered basic problems appear in the Appendix at the
end of the book.

We included a “Finance on the Web” section in chapters where it makes sense to do so. This section now
houses a number of Web Projects, along with new Data Analysis problems. These exercises seek to familiarize the
reader with some useful websites and to explain how to download and process data from the Web.

The book also contains 12 end-of-chapter Mini-Cases. These include specific questions to guide the case
analyses. Answers to the mini-cases are available to instructors on the book’s website.

Spreadsheet programs such as Excel are tailor-made for many financial calculations. Several chapters include
boxes that introduce the most useful financial functions and provide some short practice questions. We show how
to use the Excel function key to locate the function and then enter the data. We think that this approach is much
simpler than trying to remember the formula for each function.

We conclude the book with a glossary of financial terms.
The 34 chapters in this book are divided into 11 parts. Parts 1 to 3 cover valuation and capital investment

decisions, including portfolio theory, asset pricing models, and the cost of capital. Parts 4 to 8 cover payout policy,
capital structure, options (including real options), corporate debt, and risk management. Part 9 covers financial
analysis, planning, and working-capital management. Part 10 covers mergers and acquisitions, corporate
restructuring, and corporate governance around the world. Part 11 concludes.

We realize that instructors will wish to select topics and may prefer a different sequence. We have therefore
written chapters so that topics can be introduced in several logical orders. For example, there should be no difficulty
in reading the chapters on financial analysis and planning before the chapters on valuation and capital investment.
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Guided Tour

Pedagogical Features

   Chapter Overview
Each chapter begins with a brief narrative and outline to explain the concepts that will be covered in more depth.
Useful websites related to material for each Part are provided on the book’s website at www.mcgraw-
hill.co.uk/textbooks/brealey

   Finance in Practice Boxes
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Relevant news articles from financial publications appear in various chapters throughout the text. Aimed at bringing
real-world flavor into the classroom, these boxes provide insight into the business world today.

   Numbered Examples
Numbered and titled examples are called out within chapters to further illustrate concepts. Students can learn how to
solve specific problems step-by-step and apply key principles to answer concrete questions and scenarios.

   “Beyond the Page” Interactive Content and Applications
New to this edition! Additional resources and hands-on applications are just a click away. Students can scan the in-
text QR codes or use the direct Web address to learn more about key concepts and try out calculations, tables, and
figures when they go “Beyond the Page.”

Excel Treatment
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   Spreadsheet Functions Boxes
These boxes provide detailed examples of how to use Excel spreadsheets when applying financial concepts.
Questions that apply to the spreadsheet follow for additional practice.
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   Excel Exhibits
Select tables are set as spreadsheets, and the corresponding Excel files are also available on the book’s website at
www.mcgraw-hill.co.uk/textbooks/brealey

End-of-Chapter Features
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   Problem Sets
For the eleventh edition, topic labels have been added to each end-of-chapter problem to enable easy assignment
creation for instructors and reinforcement for students. These end-of-chapter problems give students hands-on
practice with the key concepts. The content is organized by level of difficulty: Basic, Intermediate, and Challenge.
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Answers to the odd-numbered basic problems are included at the back of the book.

   Excel Problems
Most chapters contain problems, denoted by an icon, specifically linked to Excel spreadsheets that are available on
the book’s website at www.mcgraw-hill.co.uk/textbooks/brealey

   Finance on the Web Section
Featured in select chapters, this section includes Web exercises that give students the opportunity to explore
financial websites on their own to gain familiarity and apply chapter concepts. These problems provide an easy
method of including current, real-world data into the classroom.
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   Mini-Cases
To enhance concepts discussed within a chapter, mini-cases are included in select chapters so students can apply
their knowledge to real-world scenarios.
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Supplements

In this edition, we have gone to great lengths to ensure that our supplements are equal in quality and authority to the
text itself.

FOR THE INSTRUCTOR

The following supplements are available to you via the book’s website at www.mcgraw-
hill.co.uk/textbooks/brealey and are password protected for security. Print copies are available through your
McGraw-Hill representative.

Instructor’s Manual
The Instructor’s Manual was extensively revised and updated by Catherine Teutsch of the University of Colorado. It
contains an overview of each chapter, teaching tips, learning objectives, challenge areas, key terms, and an
annotated outline that provides references to the PowerPoint slides.

Test Bank
The Test Bank, revised by Frank Ryan of San Diego State University, contains hundreds of multiple-choice and
short answer/discussion questions, updated based on the revisions of the authors. The level of difficulty varies, as
indicated by the easy, medium, or difficult labels.

Computerized Test Bank
McGraw-Hill’s EZ Test is a flexible and easy-to-use electronic testing program. The program allows you to create
tests from book-specific items. It accommodates a wide range of question types and you can add your own
questions. Multiple versions of the test can be created and any test can be exported for use with course management
systems such as WebCT, BlackBoard, or PageOut. EZ Test Online gives you a place to easily administer your EZ
Test–created exams and quizzes online. The program is available for Windows and Macintosh environments.

PowerPoint Presentations
Catherine Teutsch also prepared the PowerPoint presentations, which contain exhibits, outlines, key points, and
summaries in a visually stimulating collection of slides. You can edit, print, or rearrange the slides to fit the needs of
your course.

Solutions Manual
ISBN 9780077502478; MHID 0077502477
The Solutions Manual, carefully revised by Peter Crabb of Northwest Nazarene University, contains solutions to all
basic, intermediate, and challenge problems found at the end of each chapter. This supplement can be purchased by
your students with your approval or can be packaged with this text at a discount. Please contact your McGraw-Hill
representative for additional information.

Finance Video Series DVD
ISBN 9780073363653; MHID 0073363650
The McGraw-Hill Finance Video Series is a complete video library designed to be added points of discussion to your
class. You will find examples of how real businesses face hot topics like mergers and acquisitions, going public,
time value of money, and careers in finance.

   Online Support
ONLINE LEARNING CENTER

www.mcgraw-hill.co.uk/textbooks/brealey
Find a wealth of information online! This site contains information about the book and the authors as well as
teaching and learning materials for the instructor and student, including:

•  “Beyond the Page” content A wealth of additional examples, explanations, and applications are available for
quick access on the website. Each “Beyond the Page” feature is called out in the text with a QR code or icon that
links directly to the OLC.
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•  Excel templates There are templates for select exhibits, as well as various end-of-chapter problems that have
been set as Excel spreadsheets—all denoted by an icon. They correlate with specific concepts in the text and
allow students to work through financial problems and gain experience using spreadsheets. Also refer to the
valuable Useful Spreadsheet Functions Boxes that are sprinkled throughout the text for some helpful prompts on
working in Excel.

•  Online quizzes These multiple-choice questions are provided as an additional testing and reinforcement tool for
students. Each quiz is organized by chapter to test the specific concepts presented in that particular chapter.
Immediate scoring of the quiz occurs upon submission and the correct answers are provided.

•  Interactive FinSims This valuable asset consists of multiple simulations of key financial topics. Ideal for
students to reinforce concepts and gain additional practice to strengthen skills.

MCGRAW-HILL’S CONNECT FINANCE

Less Managing. More Teaching. Greater Learning.
McGraw-Hill’s Connect Finance is an online assignment and assessment solution that connects
students with the tools and resources they’ll need to achieve success.

McGraw-Hill’s Connect Finance helps prepare students for their future by enabling faster
learning, more efficient studying, and higher retention of knowledge.

McGraw-Hill’s Connect Finance Features
Connect Finance offers a number of powerful tools and features to make managing
assignments easier, so faculty can spend more time teaching. With Connect Finance, students
can engage with their coursework anytime and anywhere, making the learning process more

accessible and efficient. Connect Finance offers the features described here.

Simple Assignment Management
With Connect Finance creating assignments is easier than ever, so you can spend more time teaching and less time
managing. The assignment management function enables you to

•  Create and deliver assignments easily with selectable end-of-chapter questions and test bank items.
•  Streamline lesson planning, student progress reporting, and assignment grading to make classroom management

more efficient than ever.
•  Go paperless with the eBook and online submission and grading of student assignments.

Automatic Grading
When it comes to studying, time is precious. Connect Finance helps students learn more efficiently by providing
feedback and practice material when they need it, where they need it. When it comes to teaching, your time also is
precious. The grading function enables you to

•  Have assignments scored automatically, giving students immediate feedback on their work and side-by-side
comparisons with correct answers.

•  Access and review each response, manually change grades, or leave comments for students to review.
•  Reinforce classroom concepts with practice tests and instant quizzes.

Instructor Library
The Connect Finance 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.

Student Study Center
The Connect Finance Student Study Center is the place for students to access additional resources. The Student
Study Center

•  Offers students quick access to lectures, practice materials, eBooks, and more.
•  Provides instant practice material and study questions, easily accessible on-the-go.
•  Gives students access to the Self-Quiz and Study described below.

Self-Quiz and Study
The Self-Quiz and Study (SQS) connects each student to the learning resources needed for success in the course.
For each chapter, students
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•  Take a practice test to initiate the Self-Quiz and Study.
•  Immediately upon completing the practice test, see how their performance compares to the chapter objectives to

be achieved within each section of the chapters.
•  Receive a study plan that recommends specific readings from the text, supplemental study material, and practice

work that will improve their understanding and mastery of each learning objective.

Student Progress Tracking
Connect Finance keeps instructors informed about how each student, section, and class is performing, 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.

Lecture Capture through Tegrity Campus
For an additional charge Lecture Capture offers new ways for students to focus on the in-class discussion, knowing
they can revisit important topics later. This can be delivered through Connect or separately. See below for more
details.

McGraw-Hill Connect Plus Finance
McGraw-Hill reinvents the textbook learning experience for the modern student with Connect
Plus Finance. A seamless integration of an eBook and Connect Finance, Connect Plus

Finance provides all of the Connect Finance features plus the following:

•  An integrated eBook, allowing for anytime, anywhere access to the textbook.
•  Dynamic links between the problems or questions you assign to your students and the location in the eBook where

that problem or question is covered.
•  A powerful search function to pinpoint and connect key concepts in a snap.

In short, Connect Finance offers you and your students powerful tools and features that optimize your time and
energies, enabling you to focus on course content, teaching, and student learning. Connect Finance also offers a
wealth of content resources for both instructors and students. This state-of-the-art, thoroughly tested system
supports you in preparing students for the world that awaits.

For more information about Connect, please visit connect.mcgraw-hill.com, or contact your local McGraw-Hill
sales representative.

TEGRITY CAMPUS: LECTURES 24/7
Tegrity Campus is a service that makes class time available 24/7 by automatically capturing
every lecture in a searchable format for students to review when they study and complete

assignments. With a simple one-click start-and-stop process, you capture all computer screens and corresponding
audio. Students can replay any part of any class with easy-to-use browser-based viewing on a PC or Mac.

Educators know that the more students can see, hear, and experience class resources, the better they learn. In
fact, studies prove it. With Tegrity Campus, students quickly recall key moments by using Tegrity Campus’s unique
search feature. This search helps students efficiently find what they need, when they need it, across an entire
semester of class recordings. Help turn all your students’ study time into learning moments immediately supported
by your lecture.

To learn more about Tegrity, watch a two-minute Flash demo at http://tegritycampus.mhhe.com.
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