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XIII Fundamentals of corporate finance, 2nd edition, has been developed for use in an introductory 
course in corporate finance.

B a lance be tween conceptua l understand ing and 
computa tiona l skills
Fundamentals of corporate finance reflects the reality that finance, as an intellectual discipline, 
continues to be challenged by the experiences and events of market activity. Following the 
global financial crisis, managers have embarked on even more uncertain times. Thus, although 
the teaching of finance may have remained robust as a framework of conceptual thought,bit is 
imperative that students come to realise that ‘finance is not physics’, by which we mean that 
even a concept as foundational to financial management as the capital asset pricing model 
(CAPM) should not be interpreted as a literal truth. This leads to a consideration of managing 
risk and risk management approaches as having behavioural aspects that are the outcomes of 
a manager’s or the firm’s accumulated experience. They cannot always be reduced to the 
simple directives of a quantitative algorithm.

Our primary objective in writing this text was to provide students and lecturers with a book 
that strikes the best possible balance between helping students develop an intuitive 
understanding of key financial concepts and providing them with problem-solving and 
decision-making skills. In our experience, teaching students at all levels, we have found that 
students who understand the intuition underlying the basic concepts of finance are better able 
to develop the critical judgement necessary to apply financial tools to a broad range of real-
world situations. An introductory corporate finance course should provide students with a 
strong understanding of both the concepts and tools that will help them in their subsequent 
business studies and personal and professional lives.

Market research supports our view. Academics who teach the introductory corporate 
finance course to undergraduates express a desire for a book that bridges the gap between 
conceptually-focused and computationally-focused books. This text is designed to bridge this 
gap. Specifically, the text develops the fundamental concepts underlying corporate finance in 
an intuitive manner while maintaining a strong emphasis on developing computational skills. 
It also takes the students one step further by emphasising the use of intuition and analytical 
skills in decision making.

Our ultimate goal has been to write a book and develop associated learning tools that help 
our colleagues succeed in the classroom — materials that are genuinely helpful in the learning 
process. Our book offers a level of rigour that is appropriate for finance majors and yet 
presents the content in a manner that both finance and non-finance students find accessible 
and want to read. Writing a book that is both rigorous and accessible has therefore been one of 
our key objectives. We have also tried to provide solutions to many of the challenges facing 
academics in the current environment, academics who are asked to teach ever-increasing 
numbers of students with limited resources. Finance academics need a book and associated 
learning tools that help them effectively leverage their time. The organisation of this book and 
the supplemental materials provide such leverage to an extent not found with other textbooks.
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XIV

A focus on va lue cre a tion
This book is more than a collection of ideas, equations and chapters. It has an important 
integrating theme — that of value creation. This theme, which is carried throughout the book, 
provides a framework that helps students understand the relations between the various 
concepts covered in the book and makes it easier for them to learn these concepts.

The concept of value creation is the most fundamental notion in corporate finance. It is in 
shareholders’ best interests for value maximisation to be at the heart of the financial decisions 
made within the company. Thus, it is critical that students be able to analyse and make 
business decisions with a focus on value creation. The concept of value creation is introduced 
in the first chapter of the book and is further developed and applied throughout the remaining 
chapters.

The theme of value creation is operationalised through the net present value (NPV) 
concept. Once students grasp the fundamental idea that financial decision makers should only 
choose courses of action whose benefits exceed their costs, analysis, and decision making, 
using NPV becomes common sense. By helping students better understand the economic 
rationale for a decision from the outset, rather than initially focusing on computational skills, 
our text helps students remain focused on the true purpose of the calculations and the 
decision at hand.

Integra ted approach: intu ition , ana lys is and dec is ion 
making
To support the focus on value creation, we have emphasised three approaches: (1) providing 
an intuitive framework for understanding fundamental finance concepts, (2) teaching students 
how to analyse and solve finance problems and (3) helping students develop the ability to use 
the results from their analyses to make good financial decisions.
1. An intuitive approach. We believe that explaining finance concepts in an intuitive 

context helps students develop a richer understanding of those concepts and gain better 
insights into how finance problems can be approached. It is our experience that students 
who have a strong conceptual understanding of finance theory better understand how 
things really work and are better problem solvers and decision makers than students who 
focus primarily on computa-tional skills.

2. Analysis and problem solving. With a strong understanding of the basic principles of 
finance, students are equipped to tackle a wide range of financial problems. In addition to 
the many numerical examples that are solved in the text of each chapter, this book has 
more than 1000 end-of-chapter homework and review problems that have been written 
with Bloom’s Taxonomy in mind. We strive to help students acquire the ability to analyse 
and solve finance problems.

3. Decision making. In the end, we want to prepare students to make sound financial 
decisions. To help students develop these skills, throughout the text we illustrate how the 
results from financial analyses are used in decision making.
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XV In order to help students develop the skills necessary to tackle investment and financing 
decisions, we have arranged the book’s 21 chapters into major building blocks that collectively 
comprise the seven parts of the book, as illustrated in the accompanying figure and described 
below.

Introduction
Part 1, which consists of chapter 1, provides an introduction to corporate finance. It describes 
the role of the financial manager, the types of fundamental decisions that financial managers 
make, alternative forms of business organisation, the goal of the company, agency problems 
and how they arise, and the importance of ethics in financial decision making. These 
discussions set the stage and provide a framework that students can use to think about key 
concepts as the course progresses.

F ounda tions
Part 2 of the text consists of chapters 2 to 4. These chapters present the basic institutional, 
economic and accounting knowledge and tools that students should understand before they 
begin the study of financial concepts. The material in these chapters is typically taught in 
other courses. Since students come to the corporate finance course with varying academic 
backgrounds, and because the time that has elapsed since students have taken particular 
prerequisite courses also varies, the chapters in part 2 can help the lecturer ensure that all 
students have the same base level of knowledge early in the course. Depending on the 
educational background of the students, the lecturer might not find it necessary to cover all or 
any of the material in these chapters. The chapters might, instead, be assigned as 
supplementary readings.
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XVI

Chapter 2 describes the services financial institutions provide to new businesses, how 
domestic and international financial markets work, how firms use financial markets, and how 
the level of interest rates in the economy is determined. Chapter 3 describes the key financial 
statements and how they are related while chapter 4 discusses ratio analysis and other tools 
used to evaluate financial statements. Throughout part 2, we emphasise the importance of 
cash flows to get students thinking about cash flows as a critical component of all valuation 
calculations and financial decisions.

B asic concepts and tools
Part 3 presents basic financial concepts and tools and illustrates their application. This part of 
the text, which consists of chapters 5 to 9, introduces the time value of money and risk and 
return concepts and extends them to cover the principles underlying the application of 
present value concepts to bond and share valuation. These chapters provide students with 
basic financial intuition and computational tools that will serve as the building blocks for 
analysing investment and financing decisions in subsequent chapters.

Ana lysis
Parts 4 and 5 of the text focus on investment and financing decisions. Part 4 covers capital 
budgeting. Chapter 10 introduces the concept of net present value and illustrates its 
application. This discussion provides a framework that will help students in the rest of part 4 
as they learn the nuances of capital budgeting analysis in realistic settings.

Chapters 11 and 12 follow with in-depth discussions of how cash flows are calculated and 
forecast. The cash flow calculations are presented in chapter 11 using a valuation framework 
that will help students think about valuation concepts in an intuitive way and will prepare 
them for the extension of these concepts to business valuation in chapter 18. Chapter 12 
covers analytical tools — such as break-even, sensitivity, scenario and simulation analysis — 
that will give students a better appreciation for how they can deal with the uncertainties 
associated with cash flow forecasts. Capital rationing is also covered in chapter 12.

Chapter 13 explains how the discount rates used in capital budgeting are estimated. This 
chapter uses an innovative concept — that of the finance balance sheet — to help students 
develop an intuitive understanding of the relationships between the costs of the individual 
components of capital and the company’s overall weighted average cost of capital. It also 
provides a detailed discussion of methods used to estimate the costs of the individual 
components of capital that are used to finance a company’s investments and how these 
estimates are used in capital budgeting.

Part 5 covers working capital management and financing decisions. It begins, in chapter 
14, with a discussion of how companies manage their working capital and the implications of 
working capital management decisions for financing decisions and company value. This 
discussion is followed, in chapters 15 and 16, with discussions of how companies raise capital 
to fund their real activities and what factors affect how firms choose among the various 
sources of capital available to them. Chapter 17 rounds out the discussion of financing 
decisions with an introduction to dividends and dividend policy.
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XVII

Integra tion
Part 6, which consists of chapters 18 and 19, brings together many of the key concepts 
introduced in the earlier parts of the text. Chapter 18 covers financial aspects of business 
formation and growth and introduces students to business valuation concepts for both private 
and public companies. The discussions in this chapter integrate the investment and financing 
concepts discussed in parts 4 and 5 to provide students with a more complete picture of how 
all the financial concepts fit together. Chapter 19 covers concepts related to strategic financial 
planning.

Part 7 introduces students to some important issues that managers must deal with in 
applying the concepts covered in the text to real-world problems. Chapter 20 introduces call 
and put options and discusses how they relate to investment and financing decisions. It 
explains, at an accessible level, the idea behind real options and why traditional NPV analysis 
does not take such options into account. The chapter also discusses agency costs of debt and 
equity and the implications of these costs for investment and financing decisions. Finally, 
chapter 20 discusses the use of options in risk management. Lecturers can cover the topics in 
chapter 20 near the end of the course or insert them at the appropriate points in parts 4 and 5. 
Chapter 21 examines how international considerations affect the application of concepts 
covered in the book.

Un ique chapters

Chapt er on business forma tion, growth and va lua tion
We wrote chapter 18 in response to students’ heightened interest in new business formation 
(entrepreneurship) and in order to draw together, in a comprehensive way, the key concepts 
from capital budgeting, working capital management and financial policy. This capstone 
chapter provides an overview of practical finance issues associated with forecasting cash flows 
and capital requirements for a new business, preparing a business plan and business valuation. 
The discussion of business valuation extends far beyond that found in other corporate finance 
textbooks.

Chapt er on options and corpora te finance
Many other corporate finance textbooks have a chapter that introduces students to financial 
options and how they are valued. This chapter goes further. It provides a focused discussion of 
the different types of non-financial options that are of concern to financial managers, 
including real options and their effect on project analysis, how option-like pay-off functions 
faced by shareholders, bondholders and managers affect agency relationships, and the use of 
options in risk management.
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XVIII The real-world examples in Fundamentals of Corporate Finance, 2nd edition, have been 
carefully chosen to include a balance of organisations operating in our region representing a 
diverse range of relevant product and service industries.
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1 Introduction

Myer Reviews the reasons managers create company value and 
finance a company either through debt or equity. Focuses 
on the value created by Myer’s market capitalisation.

2 The financial system and the level of interest rates

The Reserve Bank of 
Australia

Discusses how the Reserve Bank of Australia manages 
monetary policy and the implications this has for economic 
activity.

3 Financial statements, cash flows and tax

Qantas Outlines how Qantas provides additional information in its 
financial reports in an attempt to better represent its 
economic reality than that revealed by financial statements 
prepared under accounting standards.

4 Analysing financial statements

Restaurant Brands New 
Zealand Limited and Burger 
Fuel Worldwide Limited

Introduces the concept of using financial ratios to compare 
the financial performance of companies of different sizes.

5 The time value of money

Harvey Norman and The 
Good Guys

Provides glimpses into the different financing options 
about which retail consumers must make decisions every 
day, including the analysis of expected cash flows.

6 Discounted cash flows and valuation

Wesfarmers’ acquisition of 
Coles

Discusses the Coles bidding war and the question: What is a 
company worth? Examines the discounting of future cash 
flows and provides the tools that help in answering this key 
question.

7 Risk and return

The mining boom Mining is an excellent example of an industry in which risk 
and return are at the forefront of economic thought. This 
example discusses the mining boom, but also exposes the 
underbelly of its reliance on commodity prices.

8 Bond valuation and the structure of interest rates

The European Union debt 
crisis

The Greek sovereign debt crisis has highlighted the major 
risk faced by bondholders – the risk of default.

9 Share valuation

Rise and fall of share prices Investigates the ASX All Ordinaries Index and raises the 
question: How can one tell if the market price of a share 
reflects its value?

10 The fundamentals of capital budgeting
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XIX

Patties Foods Reveals some of the capital budgeting decisions Patties 
Foods has made in recent years to maintain its competitive 
advantage.

11 Cash flows and capital budgeting

Pie Face Capital budgeting decisions and cash flows are important 
for an expanding business such as Pie Face and these 
concepts would be examined as it decides to open new 
stores.

12 Evaluating project economics and capital rationing

The mining industry Mining is an industry in which project analysis is crucial in 
evaluating the appropriate level of capital investment.

13 The cost of capital

Eureka Tower, Melbourne How does one estimate what it would cost to finance a 
project such as the Eureka Tower? This example initiates 
the discussion on how to take account of the cost of capital 
in financing decisions.

14 Working capital management

Whitehaven Coal Limited In an environment of increasing expansion of its coal 
mines, Whitehaven Coal Limited found it was important to 
effectively manage its working capital.

15 How companies raise capital

Facebook Describes how Facebook raised capital through an initial 
public offering.

16 Capital structure policy

PKF — chartered 
accountants and business 
advisers

Discusses why it is vital that companies have the right 
capital structure mix for their business.

17 Dividends and dividend policy

Commonwealth Bank of 
Australia

Examines the recent dividends paid out by one of 
Australia’s largest financial institutions.

18 Business formation, growth and valuation

Jetstar Hong Kong Reviews the joint venture arrangement between Qantas and 
China Eastern, which resulted in the formation of Jetstar 
Hong Kong.

19 Strategic financial planning and forecasting

Woolworths online sales Examines the importance of financial planning and 
forecasting to ensure that the business is making decisions 
to remain viable in a competitive and evolving marketplace.

20 Options and corporate finance
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BHP Billiton —Olympic Dam 
mine

Reviews the options open to BHP Billiton in relation to the 
Olympic Dam mine project.

21 International financial management

The mining industry Relates how the Australian mining industry can use its 
resources and expertise to expand into Africa.
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XX Fundamentals of corporate finance, 2nd edition, has been designed with you — the student — in 
mind. The design is our attempt to provide you with a book that both communicates the 
subject matter and will facilitate learning. We have tried to accomplish these goals through 
the following elements.

C hapter scene se tter
Each chapter begins with a vignette that describes a real company application. The vignettes 
illustrate concepts that will be presented in the chapter and are meant to heighten student 
interest, motivate learning and demonstrate the real-life relevance of the material in the 
chapter.

)
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XXIV Fundamentals of corporate finance, 2nd edition, is supported by an extensive teaching and 
learning resource package. Driven by the same beliefs and philosophy as the textbook, the 
supplement package provides a supportive and well-integrated learning and teaching system. 
With its emphasis on interactive exercises and technology-assisted learning, the package will 
encourage students to take an active role in the course and prepare them for financial decision 
making in a real-world context.

For students
iStudy Corporate Finance Interactive Study Guide developed by Damian Bridge (Macquarie 
University) and Subba Reddy Yarram (University of New England). Selected concepts from the 
textbook are presented in an interactive format including concept summaries, animated demo 
problems, stepped tutorials and practice questions. The iStudy online features adaptive 
practice functionality which diagnoses students’ strengths and weaknesses and provides 
remedial practice and content as required.

For instructors
Fundamentals of corporate finance, 2nd edition, is supported by a comprehensive resource 
package that helps instructors to create a contemporary, dynamic and flexible learning 
environment, including:
• A comprehensive test bank prepared by Gabrielle Parle (University of the Sunshine Coast), 

consisting of more than 2000 page-referenced multiple-choice and essay questions, 
categorised by learning objective.

• Online assessment materials in Blackboard and Moodle format for easy upload and 
assignment creation.

• A PowerPoint presentation developed by Sarod Khandaker and Chee Jin Yap (both from 
Swinburne University) outlining key concepts from each chapter and containing media, 
data, art and colourful figures from the text. This presentation can be customised or 
modified to suit the particular requirements of any instructor.

• Videos and accompanying cases and activities to highlight management theory in practice.
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