=
O
=
0
L
—
<
0
@,
—
O
=




Principles of
Corporate Finance

LA R NN



THE MCGRAW-HILL/IRWIN SERIES IN FINANCE, INSURANCE, AND REAL ESTATE

Stephen A. Ross, Franco Modigliani Professor ofFinance and Economics, Sloan School ofManagement, Massachusetts Institute of Technology, Consulting Editor

Financial Management

Block, Hirt, and Danielsen
Foundations of Financial Management
Fourteenth Edition

Brealey, Myers, and Allen

Principles of Corporate Finance
Eleventh Global Edition

Brealey, Myers, and Allen

Principles of Corporate Finance, Concise
Second Edition

Brealey, Myers, and Marcus
Fundamentals of Corporate Finance
Seventh Global Edition

Brooks
FinGame Online 5.0

Bruner
Case Studies in Finance: Managing for Corporate Value Creation

Seventh Edition

Cornett, Adair, and Nofsinger
Finance: Applications and Theory
Second Edition

Cornett, Adair, and Nofsinger
M: Finance

Second Edition

DeMello

Cases in Finance

Second Edition

Grinblatt (editor)
Stephen A. Ross, Mentor: Influence through Generations

Higgins

Analysis for Financial Management

Tenth Edition

Hillier, Grinblatt, and Titman

Financial Markets and Corporate Strategy
Second European Edition

Hillier, Ross, Westerfield, and Jaffe

Corporate Finance

Second European Edition

Hillier, Ross, Westerfield, and Jordan
Fundamentals of Corporate Finance

First European Edition

Kellison

Theory of Interest

Third Edition

Ross, Westerfield, Jaffe, and Jordan

Corporate Finance: Core Principles and Applications
Third Edition

Ross, Westerfield, and Jordan

Essentials of Corporate Finance

Eighth Edition

Shefrin

Behavioral Corporate Finance: Decisions that Create Value
First Edition

White

Financial Analysis with an Electronic Calculator
Sixth Edition

Investments

Bodie, Kane, and Marcus
Essentials of Investments

Ninth Global Edition

Bodie, Kane, and Marcus

Investments

Ninth Global Edition

Hirt and Block

Fundamentals of Investment Management
Tenth Edition

Jordan and Miller

Fundamentals of Investments: Valuation and Management
Sixth Edition



Stewart, Piros, and Heisler
Running Money: Professional Portfolio Management

First Edition

Sundaram and Das

Derivatives: Principles and Practice
First Edition

Rose and Hudgins

Bank Management and Financial Services
Ninth Edition

Rose and Marquis

Financial Institutions and Markets
Eleventh Edition

Saunders and Cornett

Financial Institutions Management: A Risk Management Approach
Seventh Edition

Saunders and Cornett

Financial Markets and Institutions

Fifth Edition

Eun and Resnick
International Financial Management
Sixth Edition

Brueggeman and Fisher

Real Estate Finance and Investments
Fourteenth Edition

Ling and Archer

Real Estate Principles: A Value Approach
Fourth Edition

Allen, Melone, Rosenbloom, and Mahoney

Retirement Plans: 401(k)s, IRAs, and Other Deferred Compensation Approaches
Tenth Edition

Altfest

Personal Financial Planning

First Edition

Harrington and Niehaus

Risk Management and Insurance

Second Edition

Kapoor, Dlabay, and Hughes

Focus on Personal Finance: An Active Approach to Help You Develop Successful Financial Skills
Fourth Edition

Kapoor, Dlabay, and Hughes

Personal Finance

Tenth Edition

Walker and Walker

Personal Finance: Building Your Future

First Edition



Principles of
Corporate Finance

ELEVENTH GLOBAL EDITION
Richard A. Brealey

Professor of Finance

London Business School

Stewart C. Myers

Robert C. Merton (1970) Professor of Finance
Sloan School of Management
Massachusetts Institute of Technology
Franklin Allen

Nippon Life Professor of Finance
The Wharton School

University of Pennsylvania

Mc
Graw

Education




Principles of Corporate Finance

Richard A Brealey, Stewart C Myers, Franklin Allen
ISBN-13 9780077151560

ISBN-10 0077151569

Hill
Published by McGraw-Hill Education
Shoppenhangers Road

Maidenhead

Berkshire

SL6 2QL

Telephone: 44 (0) 1628 502 500
Fax: 44 (0) 1628 770 224

Website: www.mcgraw-hill.co.uk

British Library Cataloguing in Publication Data
A catalogue record for this book is available from the British Library

Library of Congress Cataloguing in Publication Data
The Library of Congress data for this book has been applied for from the Library of Congress

Commissioning Editor: Tom Hill
Marketing Manager: Vanessa Boddington
Production Editor: James Bishop

Design of book: The images in the design of this book are based on elements of the architecture of Frank Lloyd
Wright, specifically from the leaded glass windows seen in many of his houses. Wright’s design was rooted in
nature and based on simplicity and harmony. His windows use elemental geometry to abstract natural forms,
complementing and framing the natural world outside. This concept of seeing the world through an elegantly
structured framework ties in nicely to the idea of framing one’s view of the world through the window of
economics.

The typeface used for some of the elements was taken from the Arts and Crafts movement. The typeface, as well
as the color palette, bring in the feeling of that movement in a way that complements the geometric elements of
Wright’s windows. The Economic Naturalist icon is visually set apart from the more geometric elements but is a
representation of the inspirational force behind all of Wright’s work.

Printed and bound in Spain by Grafo Industrias GraFicas

Published by McGraw-Hill Education (UK) Limited an imprint of McGraw-Hill Education, 2 Penn Plaza, New York,
NY 10121. Copyright © 2014 by McGraw-Hill Education (UK) Limited. All rights reserved. No part of this
publication may be reproduced or distributed in any form or by any means, or stored in a database or retrieval
system, without the prior written consent of The McGraw-Hill Companies, Inc., including, but not limited to, in any
network or other electronic storage or transmission, or broadcast for distance learning. Fictitious names of
companies, products, people, characters and/or data that may be used herein (in case studies or in examples) are not
intended to represent any real individual, company, product or event.

ISBN-13 9780077151560
ISBN-10 0077151569

© 2014. Exclusive rights by The McGraw-Hill Companies, Inc. for manufacture and export. This book cannot be
re-exported from the country to which it is sold by McGraw-Hill.


http://www.mcgraw-hill.co.uk

To Our Parents



About the Authors

D Richard A. Brealey

Professor of Finance at the London Business School. He is the former president of the European Finance
Association and a former director of the American Finance Association. He is a fellow of the British Academy and
has served as a special adviser to the Governor of the Bank of England and director of a number of financial
nstitutions. Other books written by Professor Brealey include Introduction to Risk and Return from Common
Stocks.

' Stewart C. Myers

Robert C. Merton (1970) Professor of Finance at MIT’s Sloan School of Management. He is past president of the
American Finance Association and a research associate of the National Bureau of Economic Research. His research
has focused on financing decisions, valuation methods, the cost of capital, and financial aspects of government
regulation of business. Dr. Myers is a director of Entergy Corporation and The Brattle Group, Inc. He is active as a
financial consultant.

D Franklin Allen

Nippon Life Professor of Finance at the Wharton School of the University of Pennsylvania. He is past president of
the American Finance Association, Western Finance Association, and Society for Financial Studies. His research has
focused on financial innovation, asset price bubbles, comparing financial systems, and financial crises. He is a
scientific adviser at Sveriges Riksbank (Sweden’s central bank).




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

o6 000
Principles of corporate finance

i

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

Part 1 Valus

Introduction to Corporate Finance

B kool B about how corpormions make fnercil

dmcizions. e st by suplaning whal thess dscsons
am and what they are seeking %o accompleh

Comporsbors. mest. i real mssets, whoh  penerate
rooms. Soms of thess amssts, such as plant and machn-
ey, e langible; cthers. such a5 brand names and patenis,
am imargbss . Corporatans fnance their nyvesrents by bos-

Thie chopher begirs wrh speciic sxamplss of recant
rresstment and fnencing dacisions made by wel- ko oo
porzbors. The chaplsr =nds by skading e fnonoal goal of
Hhe corporabon. whick B b rcmess. and idealy iomaemize,
e market vake, We seplain wivy thes goal makss sansa. The
mickdles ol $he chapter covers whal 8 conpoeaton = o wiat
fr= Enancial managem da.

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.megraw-
hill.co.uk/textbooks/brealey

FINANCE IN PRACTICE

P In 1597 RBussia emjoved s first vear of posibve eon-
mamic growth since the fall of the Soviet UnsonThe
country ram a trade surplas and inflaton f0l o 15%
from [31% two years eordier. & sgnificant inflow of
toreign capital into the counbry reflecked  imvestors’
increased aptomasm, bat it also beft Bassio and s banks
v |merable o amy reversal of wiews.

Rumssia’s fragile economy was then hit by a double
whammy. Sarting in December 1997 ibe price of
vil started to fall, ard by the summer of 2008 it had
habved. In addition, the curremey orisis in Asa in [947
led speculatars o worry that the rouble maght also
meed Lo be devalued.

Russian Roulette

A e political and sommonic sibuation delemorabed,
Fresklenl Yehsin abrupth fired his entiree povernment.
Investar conbadence in the econcemy and the gonernment's
ahility b0 nmmnage the sibaation oollapsed. By Augast,
Eusga’s central bank had sperd an estimaded 527 billion
ol reserves o counter speculative altacks on the oarrency.
The yiekl on momble bonds had spared o 206N, sbock
prives had fallen by meone than 75% since the start of the
yvear, and inflation had reached over $F%. 1L was ne longer
feasibdie for the gevermment baoth bo detend the roable and
service its damestic dibl. Either st bad (o deva e ar defaal
or botth. B chase the third aption, fiating the rouble and
difaultmg on a massive 358 bllon of domestic debl.

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.

EXAMPLE 21 # Prasent Values with Multiple Cash Flows

i il et adviser has Gomme Bk with some revised Farecists, He suggests that you el
il the buikling for e years al S300K 3 vear, e predicts that at the end of that tinse o0
will b bl v sell e boikding for S860,000, Thus thore dre s oo futuee cash flove—a
cash Tl of ) = S30000 ot thwe ersd of e vear and a further cash o of ©, = {0000 4

00} = SEMLIHHEaR thee o al the secais] vear,

The present walus of Wi progecty development s equal o the present walue of ©) plas
ibee prosent walwe of T Figare 35 shows that the vahe of thi fiest vears cash low s G
(1 4+ ) = 300112 = 526,786 and the vabee of the secorsd vear's flow is GH1 + r)?
ETOLCOLL LY = $693,55%, Therelore our rile for adding prosenl valwes folls us thal the fefel
ol Valuie ool e irwestimend is;

L iy HIARHL  ETOMHE
Y S | = | ,, 20, 7RG + S9L558 = T34
1+r {f+ F° 112 112"

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.

BEYOMNC THE PAGE BEYOND THE PAGE

. BT S y RN R

Introduction to financial | Try It! More on duration |
calculators

il

brealey. mhhe.comicld

mic?

“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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USEFUL SPREADSHEET FUNCTIONS

Valuing Bonds

[ ] Spreadshect programs sech as Excel provide buil-in
functions 1o solve for a variety of bomd valaation prob-
lems. You can find these functions by pressing fx on the
Excel toolbar. [[ you then click on the fienciion that you
wishh o use, Excel will ask you for the inputs that it neads.
Al the botiom [t of the function box there i= a Help
fucility with an example of how the fanction is wsed.
Here is a list of useful functions for valuing bonds,
together with some points b remenyber when entering
data:
= PRICE: The price of a bond given its yield o
matarity
# YLI® The yield to maturity of o bond given its price.
# DURATION: Thi duratbon of a bond.
* MDURATION: The maodified daration (or volatil-
ity} of a bond.
Mole:

* You can enter all the inputs in these Manclions
directly 2 numbers or as the addresses of cells that
contain the numbers,

Spreadsheet Functions Boxes

These boxes provide detailed examples of how to use Excel spreadsheets when applying financial concepts.

» Yo must enter (he yichd and coupon as decimal
valucs, for example, for 3% you would enter .03,

» Settbement is the date that payment for the sece-
riLy is ke, Maturity is e materity date. You
cun enler these dates directly using the Excel date
Tumsction; for example, you would enter 15 Fely 2009
a5 DATE2000,02,15), Alernatively, you can enter
these dates in-a oofl and them enter the cell addiess
in the function.

= | the [unctions for PRICE and Y LI you need 1o
seroll down in the function box to enter the fre-
quency of coupon payments. Enter | for annual
payments or 2 for semiannual,

* The furctions for PRICE and YLD sk for an entry
fior “asis.” We suggest you beave this blank. (See
the Help faciliey for an explanation )

SPREADSHEET QUESTIONS

The iollowing questions provide an opporfunily io

practice ench of ihese fundtions.

L (PRICE) In February 2009, Treasury 8.55 of 2020
yiclded 3.2676%., What was iheir price? Il the yicld
rose lo 4%, what would happen 1o (e price?

2. (YLD On the same day Treasury 3.5 of 2008 were
priced at 107 A6875%. Whal was their vicld to
maturity? Suppose that the préce wus 110,0%, What
wiould happen fo the yicdd?

3, (DURATION) What was the duration of the
Treasury 8.55% How wouald durwtion changs if the
yichd rose to 4%7 Can you explein why?

4, (MDURATION] Whaat wa the modified duration
of the Treasury 8.55% How would niodified duration
differ il the coupon were only 7.5%!

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

Beta () - o2 — TES0ET = 1.5
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i w Sadvol prohlems ane avablshle in MoGaw- TS Comaed PROBLEM
ﬂ Froance, Phease soc the picface lor snre imlod naaticn, SETS

BASIC

I Fuiwre vadwss A8 am intenest mbe of TES. e si-poar dbsoousd Stor b, 507, How many dol -
Rars i 5507 waorth in ke vears i Imvested an I8

L Dsount faciors  ihe PV of 8539 e 8125, whal i the discmint facim?
R Prosend values 1 the cosl of capital i 9%, what b the PV ol 8370 paid in yea 97

A Prese valiss A project prosoces acaby (o of #9353 (n pear 1, 3537 in year Loand £797 in
wear 3. ¥ the codt of capaal i 5%, what ixthe projects P2

5. Faiwres valwes 1 you imvest: $100 a1 an inleresi mte of 15%, how sk will yos have o the
e of cight yoarst

& Perpetmitics  An imvestmost costs S1548 and pays S12% in perpeiuiy, I the intorest raie i
o what b the NPV

INTERMEDIATE

15 Prices and pields A Hk-year German govenn mend bomd (band) o a Lce vaboe of €100 and
.lr:uup.nmuul'!ﬂ PH amnwally Aswuase that the intesest male (kbn euuuuhputmhﬁr
year, What bs Gl boad s PFY?

16 Prices and yvhelds A [D-vear |apancie govern ment bosd [1GE} winh a Gace value of ¥50,000
paysa r.-.luF.rnu['S-.E"h 2 75% of [ace valse cvery sla mosiba ) The scmisssaslly conspomnded
Eleted me s 5 2% (o sin-month disconat rate of 5202 © 1A%

i Wt b Ui provssend valee of B Bond?

b. Gensratca graph o abde showing how ibe bond's present value changes for semsis nnually
compomnded nlered rates betvaen 1% and 15%.

I Prices and vields & sis-wear Fronch gosermment bomd (08T makes ammal compon pay-
wredta of 5% and ollers & yiekd of 3% anpaally compoundad. Suppose that aae year lace the
Bund mill wiclds 5, Wikat retuen b the h.iMrﬂﬂiJmﬂll‘tLI-#Hﬂlﬁrﬂi—Eﬁdh‘
sigpposs thal the bond yickds 2% at ik end of ihe year. What retars would the bondlolder
wurm kn this caaed

CHALLEMNGE

B Priors amd vields Wilte o sprosdahact prog e o G it @ sodlos of Bosd Lalsbes that shin
the present vahae of & lond given the coupon gale, naotinmy, and yield 1o matinigy, Adaine
ehiil erpsan payessati 35 scmzhmiis] and yicld see comipoinded dcmiss sl ly

32 Price and spot inderest rates Find the arbiirage opportusity foppomunBies®). Aosimse for
skmplicEy that ecsipani are pakd apneally, In cach case the Gace value of the Band s 31,000

i b oy {ymaer s

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.

21, Druration Calculate durations and modified durations for the 3% bonds in Table 3.2, You
can Follow the procedure set cul in Tabbe 3.4 for the 9% coupon bonds. Confirn that mocdi-
fled duration predicts the impact of a 1% change in Interest rates on the bond prices.

eXcel

22, Duration Find the spreadsheet for Table 34, on this book's website, wwiwnmegraw-hill.
E:L“::nwmw cinuktextbooks/brealey. Show how duration and volatility change if (a) the bond's coupon
taxBsghaibroaley is 8% of face value and (b) the bond's yield is 6%, Explain your finding.

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 OMN The websites of The Wall Street Jowrnal (www.wsj.com) and the Financial Times (www.ft.com)
THE WEB are wonderful sources of market data. You should become familiar with them.

1. Use www.wsj.com to answer the following questions:

a. Find the prices of coupon strips. Use these prices to plot the term structure. If the expecta-
tions theory is correct, what is the expected one-vear interest rate three vears hence?

b. Find a three- or four-year bond and construct a package of coupon and principal strips
that provides the same cash flows. The law of one price predicts that the cost of the
package should be very close to that of the bond. s it?

. Find a long-term Treasury bond with a low coupon and calculate its duration. Mow find
another bond with a similar maturity and a higher coupon. Which has the longer duration?

d. Lookup the vields on 10-year nominal Treasury bonds and on TIPS, If you are
confident that inflation will average 2% a vear, which bond will provide the higher
real return?

2. Bond transactions are reported on FINEAS TRACE service, which was the source of the data
for Table 3.6. Use the Advanced Search facility in TRACE to find bond prices for Johnson
& Johnson (JN]1 Walmart (WMT), Disney (D5), SunTrust Banks (5T1), and U5, Steel (X1
If possible, exclude callable issues that the company can buy back. Have the bond ratings
changed? What has happened o the yields of these companies” bonds? (You will find tha
bonds issued by the same company may have very different vields, so you will need to use
vour best judgment to answer this second question.)

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-CASE

Bok Sports

Ten years ago, in Johannesburg, Joost van Hees founded a small mail-order company selling
high-quoality sports equipment. Since those early days Bok Sports has grown steadily and been
consistently profitable. The company has issued 2 million shares, all of which are owned by Joost
van Hees and his five children.

For some months Joost has been wondering whether the time has come to take the company
public, This would allow him to cash in on part of his investment and would make it easier for the
firm to raise capital should it wish to expand in the future.

But how much are the shares worth? Joost's first instinct is 1o look at the firm's balance sheet,
which shows that the book value of the equity is R26.34 million, or R13.17 per share. A share price
of R13.17 would put the stock on a PYE ratio of 6.6. That is quite a bit lower than the 13.1 P/E ratio
of Bok's larger rival, Wenner Corparation.

Joost suspects that book value is not necessarily a good guide to a share’s market value. He
thinks of his daughter Jenny, who works in an investment bank. She would undoubtedly know
what the shares are worth.

Speaking to her, Joost jots down some basic data on the company’s profitability. Atter recover-
ing from its early losses, the company has earned a return that is higher than its estimated 10%
cost of capital. Joost is fairly confident that the company could continue to grow fairly steadily
for the next six to eight years. In fact he feels that the company’s growth has been somewhat held
back in the last few years by the demands from two of the children for the company to make large
dividend payments. Perhaps, if the company went public, it could hold back on dividends and
plow more money back into the business.

There are some clonds on the horizon. Competition is increasing and only that morning
Wenner announced plans to form a mail-order division. Joost is worried that beyond the next six
or so years it might become difficult to find worthwhile investment opportunities.

Jaost realizes that Jenny will need to know much more about the prospects for the business
before she can put a final figure on Bok's value, but he hopes that the information is sufficient for
her to give a preliminary indication of the value of the shares,

2005 2006 2007 2008 2009 2000 2011 2012 2013 2014E

Earnings per share, R 210 7.0 23

Dividend, A o n.o 1]
Book wvelue per share, B 88.0 7.0 700
ROE, % r -4 a0

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.

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.

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.

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.

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.

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.

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

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

' Connect McGraw-Hill’s Connect Finance is an online assignment and assessment solution that connects
Learm . .
LF“,.- ‘;C”:_ 4 students with the tools and resources they’ll need to achieve success.
il J ZE
ALY

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

| Co_mect-Connect Finance offers a number of powerful tools and features to make managing
w— 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.

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.

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.

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.

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.

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.

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.

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.

- COVH’}E‘CT. ~.}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

Eﬁnegriw mmpusTegrity Campgs is a service that makes class time availgble 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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