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Study Aids with a Practical 
Focus
To be successful, students need to master the 
core concepts and learn to identify and solve 
problems that today’s practitioners face.

◗ The Valuation Principle is presented as the 
foundation of all financial decision making: 
The central idea is that a firm should take 
projects or make investments that increase 
the value of the firm. The tools of finance de-
termine the impact of a project or investment 
on the firm’s value by comparing the costs 
and benefits in equivalent terms. The Valua-
tion Principle is first introduced in Chapter 3, 
revisited in the part openers, and integrated 
throughout the text.

◗ Guided Problem Solutions (GPS) are 
Examples that accompany every important 
concept using a consistent problem-solving 
methodology that breaks the solution process 
into three steps: Plan, Execute, and Evaluate. 
This approach aids student comprehension, 
enhances their ability to model the solution 
process when tackling problems on their 
own, and demonstrates the importance of 
interpreting the mathematical solution.

◗ Personal Finance GPS Examples showcase 
the use of financial analysis in everyday life 
by setting problems in scenarios such as 
purchasing a new car or house, and saving 
for retirement.

◗ Common Mistake boxes alert students to 
frequently made mistakes stemming from 
misunderstanding core concepts and calcula-
tions, as well as those made in the field.

◗ Using Excel boxes describe Excel techniques 
and include screenshots to serve as a guide 
for students using this technology.

xxvi

Bridging Theory and Practice

 E  X A M P L E  1 . 1
 Taxation of 
Corporate Earnings 

 P roblem 

 You are a shareholder in a corporation. Some of your shares are held inside your tax-free sav-
ings account (TFSA), so any earnings there are not taxed; income from shares held outside your 
TFSA is taxable. 1 The corporation earns $5.00 per share before taxes. After the corporation 
has paid taxes, it will distribute the rest of its earnings to you as a dividend. The corporate tax 
rate is 35% and your tax rate on dividend income outside your TFSA is 24%. 2 How much of 
the earnings remains after all taxes are paid? 

 S olution 

 ◗ Plan 

 C orporate Information 

   Earnings before taxes: $5.00     Corporate tax rate: 35% 

 P ersonal Tax Rates on Dividends 

 F rom shares held inside your TFSA 0%    F rom shares held outside your TFSA 24%  

01_ch01_berk.indd   8 12/15/11   8:06 PM

 W hen considering valuation (and other) ratios, be 
sure that the items you are comparing both represent 
amounts related to the entire firm or that both represent 
amounts related solely to equity holders. For example, a 
firm’s share price and market capitalization are values 
associated with the firm’s equity. Thus, it makes sense 
to compare them to the firm’s earnings per share or net 
income, which are amounts to equity holders after interest  

 M ismatched Ratios  C ommon Mistake 

h as been paid to debt holders. We must be careful, how-
ever, if we compare a firm’s market capitalization to its 
revenues, operating income, or EBITDA. These amounts 
are related to the whole firm, and both debt and equity 
holders have a claim to them. Therefore, it is better to 
compare revenues, operating income, or EBITDA to the 
enterprise value of the firm, which includes both debt 
and equity. 
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Applications That Reflect Real 
Practice
Fundamentals of Corporate Finance features 
actual companies and practitioners in the field.

◗ Chapter-Opening Interviews with recent 
university graduates now working in the 
business world underscore the relevance of 
the finance concepts to students who are 
encountering them for the first time.

◗ Practitioner Interviews from notable 
professionals are featured in many chapters.

◗ General Interest boxes highlight timely 
material from financial publications that shed 
light on business problems and real-company 
practices.

xxvii

 O n April 29, 2004, Google, Inc. announced plans to go 
public. Breaking with tradition, Google startled Wall Street 
by declaring its intention to rely heavily on the auction IPO 
mechanism for distributing its shares. Google had been 
profitable since 2001, so according to Google executives, 
access to capital was not the only motive for going public. 
The company also wanted to provide employees and 
private equity investors with liquidity. 

 O ne of the major attractions of the auction mecha-
nism was the possibility of allocating shares to more 
individual investors. Google also hoped to set an accu-
rate offer price by letting market bidders set the IPO 
price. After the internet stock market boom, there were 
many lawsuits related to the way underwriters allocated 
shares. Google hoped to avoid the allocation scandals by 
letting the auction allocate shares. 

 I nvestors who wanted to bid opened a brokerage account 
with one of the deal’s underwriters and then placed their 

bids with the brokerage house. Google and its underwriters 
identified the highest bid that allowed the company to sell all 
of the shares being offered. They also had the flexibility to 
choose to offer shares at a lower price. 

 O n August 18, 2004, Google sold 19.6 million shares 
at $85 per share. The $1.67 billion raised was easily the 
largest auction IPO ever. Google stock (ticker symbol: 
GOOG) opened trading on the NASDAQ market the next 
day at $100 per share. Although the Google IPO some-
times stumbled along the way, it represents the most 
significant example of the use of the auction mechanism 
as an alternative to the traditional IPO mechanism. 

 S ources: Kevin Delaney and Robin Sidel, “Google IPO Aims to Change 
the Rules,” Wall Street Journal, April 30, 2004, p. C1; Ruth Simon and 
Elizabeth Weinstein, “Investors Eagerly Anticipate Google’s IPO,” Wall 
Street Journal, April 30, 2004, p. C1; Gregory Zuckerman, “Google 
Shares Prove Big Winners—for a Day,” Wall Street Journal, August 20, 
2004, p. C1. 

  G oogle’s IPO 

 D an MacDonald is president and CEO 
of InNOVAcorp. Based in Halifax, 

InNOVAcorp is an early-stage venture 
capital firm, focusing on high-potential 
venture-grade companies in the areas 
of information technology, life sciences, 
and clean technology.   

 Q UESTION : How did you get to be where 
you are today in terms of your profes-
sional career? 

 A NSWER:  I have gotten to where I am today 
by being honest and having high integrity. I have been on a 
journey of learning as much as I can about the businesses 
that I have been in. I have changed careers four times: from 
engineering to marketing to general management and now 
into investments and mergers and acquisitions. I have been 
able to do that because I have learned as much as I possibly 
can about the businesses and business models I have been in. 

 Q UESTION:  Why does a company choose to acquire other 
companies? 

 A NSWER:  Companies acquire other companies to grow. The 
goal may be to gain a particular market share jump—for 
example, to move from being a tier three player to being tier 
two or tier one. Another goal is to gain instant access to an 
installed base of customers. A third goal might be to get a 
particular piece of strategic technology. In the pharmaceutical 
industry, one of  t he most famous acquisitions was Pfizer’s 
acquisition of Warner Lambert, which allowed Pfizer to acquire 
a blockbuster drug named Lipitor. Companies really decide 
whether to build or buy, be it technology, a market base, 
or market share. Public companies are expected to deliver 
growth at a rate of 10+% per year. Sometimes that is impossi-
ble to do organically. Acquisitions make that growth possible. 

 Q UESTION:  Why do mergers and acquisitions fail? 

must make it clear to all those peo-
ple involved that there are particular 
pieces of the acquired culture that they 
want to remain, to encourage, and to 
flourish. 

 Q UESTION:  Are there any common 
flaws in the negotiations component 
of an acquisition? 

 A NSWER:  Flaws usually occur when 
defining expectations. If one public 
company acquires another, that is eas-

ier because the financial information and data are already 
public. When acquiring a private company, much less data is 
available. Often there are things that the acquiring company 
really never gets to know truly until a year or more after the 
acquisition, such as the state of quality of the product, the 
state of satisfaction of the customers, or the satisfaction of 
the employees. 

 Q UESTION:  Can you comment on the value creation pro-
cess in an acquisition? 

 A NSWER:  Value can be added when you find what you really 
need as a company. This is a little counterintuitive. If you 
are a company with a very well-known corporate brand, you 
should not be buying companies to strengthen your brand. 
You should be buying very specific special technologies or 
products that you can bring into your portfolio to leverage your 
brand. If you are a company trying to break into a new market 
segment where you do not have brand awareness, it might 
make sense to buy a brand that is already in that market area. 

 Q UESTION:  What do you look out for in an acquisition? 

 A NSWER:  I have been personally involved in about a dozen acqui-
sitions. Whether I am buying or selling a company, I try to make 
sure that everyone agrees on the key value and focus on that. 

 I  N T E R V I E W  W I T H 

Dan   MacDonald       

 M cGill University, 2010 

 “We frequently use 

comparable 

companies’ analysis 

as a valuation tool.” 

 A s an investment banking analyst for CIBC World Markets in Montreal, Quebec, Fatoumata Diané works with a 

team of analysts offering advisory services for large clients looking to undertake a variety of transactions, includ-

ing mergers and acquisitions, and debt and equity financing deals. Financial analysis is instrumental in helping 

her clients make decisions. 

 F atoumata, who received a Bachelor of Commerce (Honours) degree in 2010 from McGill University, fre-

quently makes use of the knowledge she gained from her finance courses. “My education has provided me with a 

solid base in financial statements analysis, which quickly came in handy on the job. I am responsible for doing the 

financial analysis that is instrumental in helping client companies in their decision making process. We frequently 

use comparable companies’ analysis as a valuation tool.” 

 T he first step in valuing a company is assessing past performance and determining its current financial 

position using information contained in the publicly available financial statements. “I start by using information 

in the most recent financial statements to compute the enterprise value of the set of companies we are looking 

at. I do not limit my analysis to the summary statements. I read through notes, disclosures and management’s 

discussion and analysis to check if significant one-time charges occurred.” 

 A nalyzing financial statements gives Fatoumata insight into a company’s current financial position and its 

performance over time. “It is essential to develop a comprehensive understanding of the relationship between 

each financial statement, how they work and interact with one another, and where you can see the impact of 

transactions that flow through the business.” 

I N T E R V I E W  W I T H F  atoumata Diané,
CIBC World Markets 
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With consistency in presentation and an innova-
tive set of learning aids, Fundamentals of Corpo-
rate Finance simultaneously meets the needs of 
both finance majors and non-finance business 
majors. This textbook truly shows every student 
how to “think finance.”

Simplified Presentation of 
Mathematics
Because one of the hardest parts of learning 
finance is mastering the jargon, math, and non-
standardized notation, Fundamentals of Corporate 
Finance systematically uses:

◗ Notation Boxes. Each chapter begins with 
a Notation box that defines the variables and 
the acronyms used in the chapter and serves 
as a ‘legend’ for students’ reference.

◗ Numbered and Labelled Equations. The 
first time a full equation is given in notation 
form it is numbered. Key equations are titled 
and revisited in the summary and in end 
papers.

◗ Financial Calculator instructions, including 
a box in Chapter 4 on solving for future and 
present values, and appendices to Chapters 4, 
6, and 14 with keystrokes for HP-10BII and TI 
BAII Plus Professional, highlight this problem-
solving tool.

◗   Spreadsheet Tables. Select tables are 
available on the textbook Web site as Excel 
files, enabling students to change inputs 
and manipulate the underlying calculations.

◗   Using Excel boxes describe Excel tech-
niques and include screenshots to serve as 
a guide for students using this technology.

xxviii

Teaching Students to Think Finance

 n  o t a t i o n 
 NPV net present value

 P V present value

 r  interest rate 

 

 S pecifying Decimal Places 

 M ake sure you always have plenty of decimal places displayed! 

HP-10BII

DISP 8

TI BAll Plus Professional

2ND • 8 ENTER

 T oggling Between the Beginning and End of a Period 

 Y ou should always make sure that your calculator is in end-of-period mode. 

HP-10BII

MAR

TI BAll Plus Professional

2ND PMT

 C  h a p t e r  4  A P P E N D I X   Using a Financial Calculator 
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1st set of
cash-flows

2nd set of
cash-flows
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 U  S I N G  E X C E L 

 C omputing NPV 
and IRR 

 H ere we discuss how to use Microsoft® Excel to solve for NPV and IRR. We also identify some 
pitfalls to avoid when using Excel. 

 N PV Function: Leaving Out Date 0 

 E xcel’s NPV function has the format, NPV (rate, value1, value2, . . . ) where “rate” is the inter-
est rate per period used to discount the cash flows, and “value1”, “value2”, etc., are the cash 
flows (or ranges of cash flows). The NPV function computes the present value of the cash flows 
assuming the first cash flow occurs at date 1. Therefore, if a project’s first cash flow occurs 
at  d ate 0, we cannot use the NPV function by itself to compute the NPV. We can use the NPV 
function to compute the present value of the cash flows from date 1 onwards, and then we 
must add the date 0 cash flow to that result to calculate the NPV. The screenshot below shows 
the difference. The first NPV calculation (outlined in blue) is correct: we used the NPV function  
f or all of the cash flows occurring at time 1 and later and then added on the first cash flow 
occurring at time 0 since it is already in present value. The second (outlined in green) is incor-
rect: we used the NPV function for all of the cash flows, but the function assumed that the first 
cash flow occurs in period 1 instead of immediately. 

 N PV Function: Ignoring Blank Cells 

 A nother pitfall with the NPV function is that cash flows that are left blank are treated differently 
from cash flows that are equal to zero. If the cash flow is left blank, both the cash flow and 
the period are ignored. For example, the second set of cash flows below is equivalent to the 
first—we have simply  l eft the cash flow for date 2 blank instead of entering a “0.” However, 
the NPV function ignores the blank cell at date 2 and assumes the cash flow is 10 at date 1 
and 110 at date 2, which is clearly not what is intended and produces an incorrect answer 
(outlined in red). 
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Practice Finance to Learn Finance

xxix

Working problems is the proven way to cement 
and demonstrate an understanding of finance.

◗ Concept Check questions at the end of each 
section enable students to test their under-
standing and target areas in which they need 
further review.

◗ End-of-chapter problems written person-
ally by Jonathan Berk, Peter DeMarzo, 
Jarrad Harford, David Stangeland, and 
Jerrod Falk offer instructors the opportunity 
to assign first-rate materials to students for 
homework and practice with the confidence 
that the problems are consistent with the 
chapter content. Both the problems and 
solutions, which were also written by the 
authors, have been class-tested and accuracy 
checked to ensure quality.

 D ata Case 

 T his is your second interview with a prestigious brokerage firm for a job as an equity 
analyst. You survived the morning interviews with the department manager and the 
vice-president of equity. Everything has gone so well that they want to test your ability 
as an analyst. You are seated in a room with a computer and a list with the names of two 
companies—Caterpillar, Inc. (ticker symbol: CAT) and Microsoft (ticker symbol: MSFT). 
You have 90 minutes to complete the following tasks: 

 1 .  Download the annual income statements, balance sheets, and cash flow statements 
for the last four fiscal years from MarketWatch ( www.marketwatch.  com).   Enter 
each company’s ticker symbol and then go to “Financials.” Export the statements 
to Microsoft Excel. 

 2 .  Find historical stock prices for each firm from Yahoo! Finance ( http:/ / finance. 
 yahoo.  com). Enter your ticker symbol, click on “Historical Prices” in the left 
column, and enter the proper date range to cover the last day of the month 
corresponding to the date of each financial statement. Use the closing stock 
prices (not the adjusted close). To calculate the firms’ market capitalization at 
each date, we multiply the number of shares outstanding (see “Basic Weighted 
Shares Outstanding” on the income statement) by the firm’s historic stock 

End-of-Chapter Materials Reinforce Learning
Testing understanding of central concepts is crucial to learning finance.

◗ MyFinanceLab Chapter Summary presents the key points and conclusions from each 
chapter, provides a list of key terms with page numbers, and indicates online practice 
opportunities.

◗ Data Cases present in-depth scenarios in a business setting with questions designed to 
guide students’ analysis. Many questions involve the use of Internet resources.

◗ Integrative Cases occur at the end of most parts and present a capstone extended 
problem for each part with a scenario and data for students to analyze based on that 
subset of chapters.

business income trust, p. 9
 c orporation, p. 6 

  d ividend payments, p. 7 

energy trust, p. 9
  e quity, p. 7 

  e quity holder, p. 7 

  f low-through entity, p. 9 

   general partnership, p. 6
income trust, p. 9 

  l imited liability, p. 6 

limited liability 
 partnership, p. 6
  l imited partnership, p. 6 

      M yFinanceLab 
 Study Plan 1.2  

 K ey Points and Equations  T erms 

 Online Practice 
Opportunities 

 1 .1 Why Study Finance? 

    Finance and financial decisions are everywhere 
in our daily lives. 

   Many financial decisions are simple, but oth-
ers are complex. All are tied together by the 
Valuation Principle—the foundation for financial 
decision making—which you will learn in this 
book. 

 Here is what you should know after reading this chapter. 
MyFinanceLab will help you identify what you know, 
and where to go when you need to practice. 

 1 .2 The Three Types of Firms 

    There are three types of firms in Canada: sole 
proprietorships, partnerships, and corporations. 

   Firms with unlimited personal liability include 
sole proprietorships and partnerships (for general 
partners). 

   Firms with limited liability include limited 
partnerships (for limited partners but not for 
general partners) and corporations. 

   A corporation is a legally defined artificial being 
(a judicial person or legal entity) that has many 
of the legal powers people have. It can enter into 

MyFinanceLab
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Preface
When we told our friends and colleagues that we had decided to write an MBA corporate 
finance textbook, most of them had the same response: Why now? After the successful 
publication of our MBA textbook, the question became, “How soon can you write an 
undergraduate version?” Our sincere hope is that Fundamentals of Corporate Finance 
will shape the way students learn corporate finance for years to come.

We spent two years writing a book that stays true to the successful philosophy of the 
MBA book but, most importantly, is accessible to an undergraduate non-finance major. 
We know that countless undergraduate students have felt that corporate finance is chal-
lenging. It is tempting to make the subject more accessible by de-emphasizing the core 
principles and instead concentrating on the results. In our over 40 years of combined 
teaching experience, we have found that this approach actually makes the subject mat-
ter less accessible. The core concepts in finance are clear and intuitive. 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. Therefore, our primary motivation is to equip 
students with a solid grounding in the core financial concepts and tools needed to make 
good decisions. Such grounding will serve these students well, whether this is their only 
course in finance, or it is the foundation of their major.

The field of finance has undergone significant change in the last 30 years. Yet much 
of the empirical evidence in financial economics amassed over this time period supports 
the existing theory and strengthens the importance of understanding and applying 
corporate financial principles. Many of the problems of the recent financial crises arose 
because of practitioners’ poor decision making when they did not understand, or chose 
to ignore, the core concepts that underlie finance and the pedagogy in this book. With 
the increasing focus on finance in the news, today’s undergraduate students arrive in the 
classroom with a greater interest in finance than many of their predecessors. The chal-
lenge is to use that natural interest and motivation to overcome their fear of the subject 
and communicate these time-tested core principles. Again, we take what has worked in 
the classroom and apply it to the text: By providing examples involving familiar compa-
nies such as Starbucks, Air Canada, and Apple, making consistent use of real-world data, 
and demonstrating personal finance applications of core concepts, we strive to keep even 
non-finance majors engaged.

Our commitment to setting a new standard for undergraduate corporate finance 
textbooks extends beyond the printed page. We invite you to turn to page xxxvi to learn 
about MyFinanceLab, the technology breakthrough with the potential to fundamentally 
change the way your students learn.

Core Concepts
Fundamentals of Corporate Finance provides thorough coverage of core finance topics 
to provide students with a comprehensive—but manageable—introduction to the topic.

Valuation as the Unifying Framework
In our experience, students learn best when the material in a course is presented as one 
unified whole rather than a series of separate ideas. As such, this book presents corporate 
finance as an application of a subset of simple, powerful ideas. The first is that valuation xxx
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 Preface xxxi

drives decision making—the firm should take projects for which the value of the ben-
efits exceeds the value of the costs. The second is that in a competitive market, market 
prices (rather than individual preferences) determine values. The combination of these 
two ideas is what we call the Valuation Principle, and from it we establish all of the key 
ideas in corporate finance, including the NPV rule, security pricing, the relation between 
risk and return, and the tradeoffs associated with capital structure and payout policies.

We use the Valuation Principle as a compass; it keeps financial decision makers 
on the right track. We introduce it in Chapter 3 along with its direct application, Net 
Present Value. Each part opener relates the topics in that part to the Valuation Principle 
running theme.

Emphasis on Application
Applying the Valuation Principle provides skills to make the types of comparisons—
among loan options, investments, and projects—that will turn students into knowledge-
able, 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. Who better than a peer to reinforce this mes-
sage? Each chapter opens with a profile of a recent university graduate putting the tools 
of finance to work each day in their business career (whether they work in finance or 
other areas of a business).

Reinforcement of the Basic Tools
Mastering the tools for discounting cash flows is central to students’ success in the intro-
ductory course. As always, mastery comes with practice and by approaching complex top-
ics in manageable units. To this end, we focus on time value of money basics in Part 2. 
Chapter 3 briefly introduces the time value of money for single-period investments as a 
critical component of the Valuation Principle. Chapter 4 then focuses on the time value 
of money for cash flows lasting several periods. Finally, Chapter 5 demonstrates how 
interest rates are quoted and determined. We present a methodical approach to the cash 
flows in each problem within this framework:

◗ Introduce timelines in Chapter 4 and stress the importance of creating timelines for 
every problem that involves cash flows.

◗ Include a timeline as the critical first step in each example involving cash flows.

◗ Incorporate financial calculator keystrokes and Excel techniques into the presentation.

Focus on Capital Budgeting
The capital budgeting decision is one of the most important decisions in corporate finance. 
We emphasize it early in the textbook, by introducing the NPV rule in Chapter 3 to weigh 
the costs and benefits of a decision. Building on this coverage of the NPV rule, Chapter 7 
evaluates this and other investment decision rules. In Chapter 8 on capital budgeting, we 
examine the valuation of projects within a firm and provide a clear and systematic pre-
sentation of the difference between earnings and free cash flow. This early introduction to 
capital budgeting allows us to present the idea of the cost of capital conceptually, which 
then motivates the risk and return coverage. In Chapter 12, we calculate and use the firm’s 
overall cost of capital with the WACC method.
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New Ideas
Fundamentals of Corporate Finance carefully balances the latest advancements in 
research and practice with thorough coverage of core finance topics. Innovations that dis-
tinguish this textbook include the following:

◗ Chapter 9 on stock valuation values a firm’s equity by considering its future divi-
dends, free cash flows, or how its value compares to that of similar, publicly traded 
companies.

◗ Chapter 16 on payout policy examines the role of asymmetric information between 
managers and investors and how payout decisions may signal this information.

◗ Chapter 17 distinguishes between sustainable and value-increasing growth with 
a focus on determining whether “growth” will increase or decrease the value of 
the firm.

The Tools Your Students Need to Succeed
Pages xxvi–xxix detail the features we crafted to enhance students’ ability to master the 
core concepts. Two areas stand out.

Problem-Solving Methodology
Guided Problem Solutions (GPS) of worked examples appear along side every important 
concept. Finance is about much more than the numerical solution: To be successful, 
students must understand the underlying intuition and interpret the mathematical solu-
tion. To foster this mindset, after the problem statement a three-step solution process—
Plan, Execute, Evaluate—aids students’ comprehension and models the process they 
should follow when tackling problems and cases on their own. We also identify the 
seminal errors our students have made over the years in Common Mistake boxes within 
each chapter.

Applied Approach
References to well-known companies, such as Apple, Air Canada, and Starbucks, add 
color and interest to each chapter. We even include two case-based chapters (13 and 14) 
that profile RealNetworks and Hertz. Chapter conclusions offer bottom-line advice on 
the key take-away points for financial managers. Interviews with notable professionals 
such as John Connors, former Microsoft CFO, support this practical perspective. We 
take the interviews beyond the boardroom and into the trenches with profiles of recent 
college graduates using the concepts in their professional lives in every chapter opener.

An applied approach also involves presenting the tools on which practitioners rely. 
Excel boxes and chapter-ending appendices teach students Excel techniques, while des-
ignated Spreadsheet Tables available online enable students to enter their own inputs 
and formulas.

New to the First Canadian Edition 
A Canadian text should reflect Canadian realities and show how they fit in the big-
ger world picture. For instance, the institutional environment in Canada is different. 
While Canadian banks came out of the financial crisis with great admiration for their 
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performance relative to banks around the world, Canada’s success at corporate law 
enforcement (laws relating to competition, insider trading, options backdating, and 
other aspects of corporate governance) is sometimes criticized relative to other devel-
oped countries. The Canadian tax system also differs from the US and other countries. It 
would be a pity if students were only exposed to the US tax system and missed the reali-
ties of capital cost allowance, capital gains taxes, tax free savings accounts, and registered 
retirement savings plan accounts – all of which are very important for Canadian inves-
tors. We feel it is important for students to understand the Canadian system but to also 
be able to understand that other systems exist too. Other countries’ institutional systems 
may be better or worse than what exists in Canada. We believe it is especially important 
to point out where other systems seem better than what exists in Canada because our 
students will go on to be business and political leaders and may be the instruments to 
push for change in Canada that will make us stronger.

David Stangeland and Jerrod Falk are also proud Canadians and we celebrate the 
great success stories that have emerged in Canadian business. We also recognize some 
stories of failure and rebirth that have taken place. As such, we feature Canadian busi-
nesses in the text when they make suitable examples. A side benefit for students of this 
is that they can learn about some Canadian corporate history and become more familiar 
with the firms that may eventually be their employers. We do not exclude non-Canadian 
businesses. For example, when we want to look at the dominance of the corporate form 
in terms of business revenue in the world, there is only one largest company, Wal-Mart, 
so it has its place in the text. Again, though, when appropriate, we bring in Canadian 
corporations and their relative position for comparative purposes. Many firms not 
headquartered in Canada are so familiar and important to Canadians it would be foolish 
to exclude them when they make good examples. Apple and Starbucks are two of such 
firms. 

An additional advantage of a Canadian text is that because Canada is a smaller player 
on the world scene than the US, Canadians must think more internationally. Thus, the 
Canadian edition has more of an international focus than the original US edition.

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 
capital 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.

Part 1: Introduction 
Ch. 1:  Corporate Finance and the 

Financial Manager
Ch. 2:  Introduction to Financial 

Statement Analysis

Includes Canadian business-forms, 
taxes, and market information. Also 
an enhanced discussion of stake-
holder view compared to share-
holder wealth maximization view. 

Introduces CCA with depreciation discussion and 
includes reference to SEDAR for Canadian public 
company filings. Includes discussion of the impact 
of the Sarbanes-Oxley Act, specifically how changes 
resulted in Canada that are different than in the U.S.  
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Part 2: Interest Rates and Valuing 
Cash Flows
Ch. 3:  The Valuation Principle: The Foundation 

of Financial Decision Making
Ch. 4: NPV and the Time Value of Money
Ch. 5: Interest Rates
Ch. 6: Bonds

Part 3: Valuation and the Firm
Ch. 7: Investment Decision Rules
Ch. 8:  Fundamentals of 

Capital Budgeting
Ch. 9: Valuing Stocks

Part 4: Risk and Return
Ch. 10:  Risk and Return in Capital 

Markets
Ch. 11:  Systematic Risk and the Equity 

Risk Premium
Ch. 12:  Determining the Cost 

of Capital

Part 5: Long-Term Financing
Ch. 13: Raising Equity Capital
Ch. 14: Debt Financing

Part 6: Capital Structure 
and Payout Policy
Ch. 15: Capital Structure
Ch. 16: Payout Policy

Part 7: Financial Planning 
and Forecasting 
Ch. 17:  Financial Modeling and 

Pro Forma analysis
Ch. 18: Working Capital Management
Ch. 19: Short-Term Financial Planning

Part 8: Special Topics
Ch. 20:  Option Applications and 

Corporate Finance

xxxiv Preface

Enhanced discussion of arbitrage with 
reference to the economic forces of 
supply and demand. 

Comprehensive time value coverage 
including growing annuities and perpe-
tuities and why they are relevant. 

Integrates a hypothetical project of RIM 
as an example throughout the chapter. 
Full CCA coverage is included.

Builds on capital budgeting by valuing 
the claim to a firm’s free cash flows. 
Also addresses market efficiency and 
behavioural finance. 

Calculates and uses the firm’s overall 
costs of capital and the WACC method.

Understand private and public equity 
and debt financing, covenants, and 
repayment options. 

These chapters start with perfect mar-
kets and then show how market imper-
fections, such as agency costs and 
asymmetric information, can influence 
financial policy.

Both payoffs and profits of options 
are discussed. Option valuation and 
the application to corporate finance is 
included. 

Forecasting and managing cash needs 
on a short-term basis are discussed.

Enhanced discussion of interest rate 
conversions. Canadian mortgages included.
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Ch. 21: Risk Management
Ch. 22: International Corporate Finance
Ch. 23: Leasing
Ch. 24: Mergers and Acquisitions

Online Chapter
Ch. 25: Corporate Governance

Parts 1 and 2 lay the foundation for our study of corporate finance. In Chapter 1, we intro-
duce the corporation and related business forms. We then examine the role of financial 
managers and outside investors in decision making for the firm. Chapter 2 reviews basic 
corporate accounting principles and the financial statements on which the financial man-
ager relies.

Part 2 presents the basic tools that are the cornerstones of corporate finance. Chapter 3 
introduces the Valuation Principle, which underlies all of finance and links all of the 
ideas throughout this book. Chapter 4 on the time value of money analyzes cash flow 
streams lasting several periods. We explain how to value a series of future cash flows 
and derive shortcuts for computing the present value of annuities and perpetuities. We 
focus on how interest rates are quoted and determined in Chapter 5, with an emphasis 
on how to use market interest rates to determine the appropriate discount rate for a set 
of cash flows. In Chapter 6, we demonstrate an application of the time value of money 
tools using interest rates: valuing the bonds issued by corporations and governments.

Part 3 addresses the most important decision financial managers face: the choice of 
which investments the corporation should make, driving the value of the firm. Chapter 7 
presents the investment decision rules that guide a financial manager’s decision mak-
ing. In Chapter 8 on capital budgeting, we outline estimating a project’s incremental 
cash flows, which then become the inputs to the NPV decision rule. Capital budgeting 
decisions determine value creation in the firm, so Chapter 9 turns to valuing the owner-
ship claim in the firm—its stock. After valuing a firm’s equity with various methods, we 
discuss market efficiency and its implications for financial managers.

Part 4 looks at the critical concept of risk and return. We explain how to measure and 
compare risks across investment opportunities to determine the cost of capital for each 
investment opportunity. Chapter 10 introduces the key insight that investors only 
demand a risk premium for non-diversifiable risk. In Chapter 11, we quantify this idea, 
leading to the Capital Asset Pricing Model (CAPM). In Chapter 12, we apply what we’ve 
learned to estimate a company’s overall weighted average cost of capital.

Part 5 shows how the firm raises the funds it needs to undertake its investments. 
We explain the mechanics of raising equity in Chapter 13 and debt markets in 
Chapter 14 (where we also continue the institutional overview of bond markets that 

 Preface xxxv

Compares and contrasts hedging with 
options, futures, or forwards. Also dis-
cusses insurance.

Understand exchange rates, exchange 
rate risk, and how to deal with projects 
or cash flows from other countries. 

Discusses leasing in Canada from 
financial reporting, legal, and taxation 
perspectives. The lease-versus-buy 
decision incorporates tax effects such 
as CCA, emphasizing a Canadian 
approach.

00_berk_FM.indd   xxxv00_berk_FM.indd   xxxv 12/21/11   4:27 PM12/21/11   4:27 PM



began in Chapter 6). Part 6 on capital structure builds on this foundation by examining 
the impact of financing choices on the value of the firm. Chapter 15 on capital structure 
opens by intuitively establishing the Modigliani and Miller result and then turns to the 
impact of important market imperfections. Payout policy is the focus of Chapter 16.

Part 7 turns to the details of running the financial side of a corporation on both a long-term 
and day-to-day basis. Chapter 17 develops the tools to forecast the cash flows and long-term 
financing needs of a firm. In Chapter 18 we discuss how firms manage their working capital 
requirements, while Chapter 19 explains how firms finance their short-term cash needs.

Part 8 addresses select special topics in corporate finance. Chapter 20 introduces 
options; Chapter 21 then focuses on the corporation’s use of options, futures, forwards, 
insurance and other methods to manage risk. Chapter 22 examines the issues a firm 
faces when making a foreign investment, including exchange rate risk, and addresses 
the valuation of foreign projects. Chapter 23 introduces an alternative to long-term debt 
financing, leasing. By presenting leasing as a financing alternative, we apply the Law of 
One Price to determine that the benefits of leasing must derive from the tax differences, 
incentive effects, or other market imperfections. The Law of One Price continues to 
provide a unifying framework as we consider the topics of Mergers and Acquisitions in 
Chapter 24 and Corporate Governance in Chapter 25.

A Complete Instructor and Student Support Package
MyFinanceLab

The moment you know.
Educators know it. Students know it. It’s that inspired moment when something that 
was difficult to understand suddenly makes perfect sense. Our MyLab products have 
been designed and refined with a single purpose in mind—to help educators create that 
moment of understanding with their students. 

MyFinanceLab delivers proven results in helping individual students succeed. It pro-
vides engaging experiences that personalize, stimulate, and measure learning for each 
student. And, it comes from a trusted partner with educational expertise and an eye on 
the future.

MyFinanceLab can be used by itself or linked to any learning management system. To 
learn more about how MyFinanceLab combines proven learning applications with pow-
erful assessment, visit www.myfinancelab.com. 

MyFinanceLab—the moment you know.

Videos
Video clips available in MyFinanceLab profile firms through interviews and analysis. The vid-
eos focus on core topical areas such as capital budgeting and feature well-known companies. 

Technology Specialists. Pearson’s Technology Specialists work with faculty and campus 
course designers to ensure that Pearson technology products, assessment tools, and 
online course materials are tailored to meet your specific needs. This highly qualified 
team is dedicated to helping schools take full advantage of a wide range of educational 
resources, by assisting in the integration of a variety of instructional materials and media 
formats. Your local Pearson Education sales representative can provide you with more 
details on this service program.
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CourseSmart for Instructors. CourseSmart goes beyond traditional expectations-providing 
instant, online access to the textbooks and course materials you need at a lower cost for 
students. And even as students save money, you can save time and hassle with a digital 
eTextbook that allows you to search for the most relevant content at the very moment 
you need it. Whether it’s evaluating textbooks or creating lecture notes to help students 
with difficult concepts, CourseSmart can make life a little easier. See how when you visit 
www.coursesmart.com/instructors. 
CourseSmart for Students. CourseSmart goes beyond traditional expectations-providing 
instant, online access to the textbooks and course materials you need at an average sav-
ings of 60%. With instant access from any computer and the ability to search your text, 
you’ll find the content you need quickly, no matter where you are. And with online tools 
like highlighting and note-taking, you can save time and study efficiently. See all the 
benefits at www.coursesmart.com/students.
Pearson eText. Pearson eText gives students access to the text whenever and wherever 
they have access to the Internet. eText pages look exactly like the printed text, offering 
powerful new functionality for students and instructors. Users can create notes, highlight 
text in different colours, create bookmarks, zoom, click hyperlinked words and phrases to 
view definitions, and view in single-page or two-page view. Pearson eText allows for quick 
navigation to key parts of the eText using a table of contents and provides full-text search. 
The eText may also offer links to associated media files, enabling users to access videos, 
animations, or other activities as they read the text. 
The Instructor’s Resource CD-ROM [0321548728] includes the following instructor 
supplements:
◗ 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 themselves. Each solution has been scrutinized for accuracy and quality and 
is presented in the same Guided Problem Solution framework introduced in the text. 
Spreadsheet solutions in Excel®, which allow the student to see the effect of changes 
in the input variables on the outcome, are also available to instructors for designated 
problems on the Instructor’s Resource CD-ROM. The Solutions Manual also includes 
solutions to the Data Cases and Integrative Cases, as well as answers to the Review 
Questions and Critical Thinking Questions in the textbook.

◗ The PowerPoint Presentation, authored by Anas Aboulamer at Concordia University, 
is available in lecture form and includes art and tables from the book and additional 
examples. The PowerPoint materials, including all tables and figure files, examples, 
key terms, and spreadsheet tables from the text are also available in a separate Image 
Bank for professors to build into their personal PowerPoint presentations. 

◗ The Test Bank, authored by Ron Mackinnon at the University of British Columbia, 
provides a wealth of accuracy-verified testing material. Each chapter offers a wide 
variety of true/false, short answer, and multiple-choice questions. Questions are veri-
fied by difficulty level and skill type, and correlated to the chapter topics. very ques-
tion in the Test Bank is also available in TestGen® software for both Windows® and 
Macintosh® computers. This easy-to-use testing software is a valuable test prepara-
tion tool that allows professors to view, edit, and add questions. 

◗ The Instructor’s Manual was written by Bill Fletcher at St. Mary’s University, and 
contains chapter outlines and overviews, lecture launchers, further questions for 
class discussion, and the answers to the practitioner interview questions found in 
the book. The Instructor’s Manual is included on the Instructor’s Resource CD-ROM 
and is also be available for download as Microsoft® Word files or as Adobe® PDF files 
from the Instructor Resource Center.
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Study on the Go.
Featured at the end of each chapter, you will find a unique barcode providing access 
to Study on the Go, an unprecedented mobile integration between text and online 
content. Students link to Pearson’s unique Study on the Go content directly from their 
smartphones, allowing them to study whenever and wherever they wish! Go to one 
of the sites below to see how you can download an app to your smartphone for free. 
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