;. » CENGAGE

BRIGHAM & EHRHARDT

@ fi
L7 N Vo F o OB | =
4 i Y V¥V ) 4 \
g m 7~
( ] \ .| (.
p o j - 9

‘I,‘;—#h | H ".;'“‘__4‘ .f:;q "llh e ‘| ‘ .._I,X%H‘ ‘ ‘ | l6e
O
Theory & Practice

@

S




-Inancial
Management

Theory & Practice
loe

EUGENE F. BRIGHAM
University of Florida

MICHAEL C. EHRHARDT

University of Tennessee

- 2 CENGAGE

Australia e Brazil ¢ Mexico e Singapore ¢ United Kingdom e United States

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



This is an electronic version of the print textbook. Due to electronic rights restrictions,
some third party content may be suppressed. Editorial review has deemed that any suppressed
content does not materially affect the overall learning experience. The publisher reserves the right
to remove content from this title at any time if subsequent rights restrictions require it. For
valuable information on pricing, previous editions, changes to current editions, and alternate
formats, please visit www.cengage.com/highered to search by ISBN#, author, title, or keyword for
materials in your areas of interest.

Important Notice: Media content referenced within the product description or the product
text may not be available in the eBook version.

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



7 2 CENGAGE

Financial Management: Theory and © 2020, 2017 Cengage Learning, Inc.

Practice, 16th Edition

Eugene F. Brigham and Unless otherwise noted, all content is © Cengage.

Michael C. Ehrhardt WCN: 02-300

Senior Vice President, Higher Ed Product, ALL RIGHTS RESERVED. No part of this work covered by the copyright
Content, and Market Development: herein may be reproduced or distributed in any form or by any means,
Erin Joyner except as permitted by U.S. copyright law, without the prior written

permission of the copyright owner.
VP, Product Management: Mike Schenk

Sr. Product Team Manager: Joe Sabatino

Content Manager: Christopher Valentine For product information and technology assistance, contact us at
Cengage Customer & Sales Support, 1-800-354-9706 or
Learning Designer: Brittany Waitt support.cengage.com.

Product Assistant: Renee Schnee L . .
For permission to use material from this text or product,

Marketing Manager: Christopher Walz submit all requests online at
www.cengage.com/permissions.
Marketing Coordinator: Sean Messer

Production Service: MPS Limited

Art Director: Chris Doughman Library of Congress Control Number: 2018965690

Text Designer: Ramsdell Design ISBN: 978-1-337-90260-1
Cover Designer: Chris Doughman
Cengage

Cover Image: iStock.com/Gang Zhou 20 Channel Center Street

. Boston, MA 02210
Intellectual Property Analyst: Reba Frederics USA
Intellectual Property Project Manager:
Carly Belcher Cengage is a leading provider of customized learning solutions with

employees residing in nearly 40 different countries and sales in more
than 125 countries around the world. Find your local representative at
www.cengage.com.

Cengage products are represented in Canada by
Nelson Education, Ltd.

To learn more about Cengage platforms and services, register or access

your online learning solution, or purchase materials for your course,
visit www.cengage.com.

Printed in the United States of America
Print Number: 01 Print Year: 2019

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Preface xii

PART 1 THE COMPANY AND ITS ENVIRONMENT !

CHAPTER 1 An Overview of Financial Management
and the Financial Environment 3

Web Extension 1A: An Overview of Derivatives

CHAPTER 2 Financial Statements, Cash Flow, and
Taxes 55

Web Extension 2A: The Federal Income Tax System for
Individuals

CHAPTER 3 Analysis of Financial Statements 101

PART 2 FIXED INCOME SECURITIES 137

CHAPTER 4 Time Value of Money 139
Web Extension 4A: Derivation of Annuity Formulas
4B: Continuous Compounding

CHAPTER 5 Bonds, Bond Valuation, and Interest
Rates 195

Web Extension 5A: A Closer Look at Zero Coupon, Other
OID Bonds, and Premium Bonds

5B: A Closer Look at TIPS: Treasury
Inflation-Protected Securities

5C: A Closer Look at Bond Risk: Duration

5D: The Pure Expectations Theory and
Estimation of Forward Rates

PART 3 STOCKS AND OPTIONS 241

CHAPTER 6 Risk and Return 243
Web Extension 6A: Continuous Probability Distributions

6B: Estimating Beta with a Financial
Calculator

CHAPTER 7 Corporate Valuation and Stock
Valuation 295

Brief Contents

Web Extension 7A: Derivation of Valuation Equations

CHAPTER 8 Financial Options and Applications in
Corporate Finance 343

PART 4 PROJECTS AND THEIR
VALUATION 371

CHAPTER 9 The Cost of Capital 373

Web Extension 9A: The Cost of Equity in the Nonconstant
Dividend Growth Model with Repurchases

CHAPTER 10 The Basics of Capital Budgeting:
Evaluating Cash Flows 411

CHAPTER 11 Cash Flow Estimation and Risk
Analysis 451

Appendix 11A Depreciation for Tax Purposes

PART 5 CORPORATE VALUATION AND
GOVERNANCE 497

CHAPTER 12 Corporate Valuation and Financial
Planning 499

CHAPTER 13 Corporate Governance 537

PART 6 CASH DISTRIBUTIONS AND
CAPITAL STRUCTURE 559

CHAPTER 14 Distributions to Shareholders: Dividends
and Repurchases 561

CHAPTER 15 Capital Structure Decisions 601

Web Extension 15A: Capital Structure Theory: Arbitrage
Proofs of the Modigliani-Miller Theorems

15B: Bond Refunding

PART 7 MANAGING GLOBAL OPERATIONS 647

CHAPTER 16 Supply Chains and Working Capital
Management 649

Web Extension 16A: Secured Short-Term Financing

iii

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



iv

CHAPTER 17 Multinational Financial
Management 697

PART 8 TACTICAL FINANCING
DECISIONS 745

CHAPTER 18 Public and Private Financing: Initial
Offerings, Seasoned Offerings,
Investment Banks 747

Web Extension 18A: Rights Offerings
CHAPTER 19 Lease Financing 779

Web Extension 19A: Percentage Cost Analysis

Web Extension 19B: Leveraged Leases

CHAPTER 20 Hybrid Financing: Preferred Stock,
Warrants, and Convertibles 803

Web Extension 20A: Calling Convertible Issues

PART 9 STRATEGIC FINANCEINA
DYNAMIC ENVIRONMENT 831

CHAPTER 21 Dynamic Capital Structures and
Corporate Valuation 833

Web Extension 21A: Projecting Consistent Debt and
Interest Expenses

CHAPTER 22 Mergers and Corporate Control 859
CHAPTER 23 Enterprise Risk Management 895

CHAPTER 24 Bankruptcy, Reorganization, and
Liquidation 931

Web Extension 24A: Multiple Discriminant Analysis

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.

Brief Contents

PART 10 SPECIAL TOPICS 961

CHAPTER 25 Portfolio Theory and Asset Pricing
Models 963

CHAPTER 26 Real Options 997
Web Extension 26A: The Abandonment Real Option
26B: Risk-Neutral Valuation

APPENDICES

Appendix A Solutions to Self-Test Problems 1023

Appendix B Answers to End-of-Chapter
Problems 1055

Appendix C Selected Equations 1067

GLOSSARY AND INDEXES

Glossary 1081
Name Index 1137
Subject Index 1141

WEB CHAPTERS

Chapter 27 Providing and Obtaining Credit

Chapter 28 Advanced Issues in Cash Management
and Inventory Control

Chapter 29 Pension Plan Management

Chapter 30 Financial Management in Not-for-Profit
Businesses



Contents

Preface xii

PART 1 THE COMPANY AND
ITS ENVIRONMENT 1

CHAPTER 1
An Overview of Financial Management
and the Financial Environment 3

The Five-Minute MBA 4
Finance from 40,000 Feet Above 4
The Corporate Life Cycle 5

Governing a Corporation 10
Box: Be Nice with a B-Corp 11
Box: Taxes and Whistleblowing 14

An Overview of Financial Markets 14

Claims on Future Cash Flows: Types of Financial
Securities 16

Claims on Future Cash Flows: The Required Rate
of Return (the Cost of Money) 18

The Functions of Financial Institutions 23

Financial Markets 28

Overview of the U.S. Stock Markets 31

Trading in the Modern Stock Markets 33

Finance and the Great Recession of 2007 41
Box: Anatomy of a Toxic Asset 47

The Big Picture 51

e-Resources 51

Summary 52

Web Extension
1A: An Overview of Derivatives

CHAPTER 2
Financial Statements, Cash Flow,
and Taxes 55

Box: Intrinsic Value, Free Cash Flow, and Financial
Statements 56

Financial Statements and Reports 56
The Balance Sheet 57
The Income Statement 60
Box: A Matter of Opinion 62
Statement of Stockholders’ Equity 63
Box: Financial Analysis on the Web 64
Statement of Cash Flows 64
Box: Filling in the GAAP 68
Net Cash Flow 69

Free Cash Flow: The Cash Flow Available
for Distribution to Investors 69

Box: Financial Statement Fraud 74
Performance Evaluation 77
Corporate Income Taxes 82
Personal Taxes 87
Summary 88
Web Extension

2A: The Federal Income Tax System for Individuals

CHAPTER 3
Analysis of Financial Statements 101

Box: Intrinsic Value, Free Cash Flow, and Financial
Statements 102

Financial Analysis 102

Profitability Ratios 104

Box: The World Might Be Flat, but Global
Accounting Is Bumpy! The Case of IFRS
versus FASB 106

Asset Management Ratios 108
Liquidity Ratios 111

Debt Management Ratios 113
Market Value Ratios 117

Trend Analysis, Common Size Analysis, and
Percentage Change Analysis 121

Tying the Ratios Together: The DuPont Equation 123

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



vi

Comparative Ratios and Benchmarking 124

Uses and Limitations of Ratio Analysis 126
Box: Ratio Analysis on the Web 126

Looking Beyond the Numbers 127
Summary 127

PART 2 FIXED INCOME SECURITIES 137

CHAPTER 4
Time Value of Money 139

Box: Corporate Valuation and the Time Value
of Money 140

Time Lines 140

Future Values 141
Box: Hints on Using Financial Calculators 145
Box: It’s a Matter of Trust 150

Present Values 150

Finding the Interest Rate, I 153

Finding the Number of Years, N 154
Perpetuities 155

Annuities 156

Future Value of an Ordinary Annuity 157

Future Value of an Annuity Due 159
Box: The Power of Compound Interest 159

Present Value of Ordinary Annuities and
Annuities Due 160

Finding Annuity Payments, Periods, and
Interest Rates 162

Box: Variable Annuities: Good or Bad? 163

Box: Using the Internet for Personal Financial
Planning 165

Uneven, or Irregular, Cash Flows 165

Future Value of an Uneven Cash Flow Stream 169
Solving for I with Irregular Cash Flows 170
Semiannual and Other Compounding Periods 171
Fractional Time Periods 175

Amortized Loans 176

Box: What You Know Is What You Get: Not in
Payday Lending 177

Growing Annuities 181
Summary 183

Web Extensions
4A: Derivation of Annuity Formulas
4B: Continuous Compounding

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.

Contents

CHAPTER 5
Bonds, Bond Valuation, and Interest Rates 195
Box: Intrinsic Value and the Cost of Debt 196

Who Issues Bonds? 196

Key Characteristics of Bonds 197

Box: Betting With or Against the U.S. Government:
The Case of Treasury Bond Credit Default Swaps 198

Box: You Can Take That to the Bank 200
Bond Valuation 202
Changes in Bond Values over Time 207
Box: Chocolate Bonds 210
Bonds with Semiannual Coupons 210
Bond Yields 211

The Pre-Tax Cost of Debt: Determinants of Market
Interest Rates 214

The Risk-Free Interest Rate: Nominal (r, )
and Real (r*) 215

The Inflation Premium (IP) 216

The Maturity Risk Premium (MRP) 218
The Default Risk Premium (DRP) 221

Box: Insuring with Credit Default Swaps: Let the
Buyer Beware! 223

Box: The Few, the Proud, the...AAA-Rated
Companies! 226
The Liquidity Premium (LP) 227
The Term Structure of Interest Rates 228
Financing with Junk Bonds 229
Bankruptcy and Reorganization 230
Summary 231

Web Extensions

5A: A Closer Look at Zero Coupon, Other OID Bonds,
and Premium Bonds

5B: A Closer Look at TIPS: Treasury Inflation-
Protected Securities

5C: ACloser Look at Bond Risk: Duration

5D: The Pure Expectations Theory and Estimation
of Forward Rates

PART 3 STOCKS AND OPTIONS 241

CHAPTER 6
Risk and Return 243

Box: Intrinsic Value, Risk, and Return 244
Investment Returns and Risk 244
Measuring Risk for Discrete Distributions 245

Risk in a Continuous Distribution 249



Contents

Box: What Does Risk Really Mean? 251

Using Historical Data to Estimate Risk 251

Box: The Historic Trade-Off between Risk and
Return 254

Risk in a Portfolio Context 254

The Relevant Risk of a Stock: The Capital Asset
Pricing Model (CAPM) 258

The Relationship between Risk and Return in the
Capital Asset Pricing Model 265

Box: The Benefits of Diversifying Overseas 265

Box: Another Kind of Risk: The Bernie Madoff
Story 273

The Efficient Markets Hypothesis 274
The Fama-French Three-Factor Model 278
Behavioral Finance 282

The CAPM and Market Efficiency: Implications for
Corporate Managers and Investors 284

Summary 285

Web Extensions
6A: Continuous Probability Distributions
6B: Estimating Beta with a Financial Calculator

CHAPTER 7
Corporate Valuation and Stock Valuation 295
Box: Corporate Valuation and Stock Prices 296

Legal Rights and Privileges of Common
Stockholders 296

Classified Stock and Tracking Stock 297
Stock Market Reporting 298

Valuing Common Stocks—Introducing the Free Cash
Flow (FCF) Valuation Model 299

The Constant Growth Model: Valuation When
Expected Free Cash Flow Grows at a Constant
Rate 303

The Multistage Model: Valuation When Expected
Short-Term Free Cash Flow Grows at a Nonconstant
Rate 307

Application of the FCF Valuation Model to
MicroDrive 311

Do Stock Values Reflect Long-Term or Short-Term
Cash Flows? 318

Value-Based Management: Using the Free Cash Flow
Valuation Model to Identify Value Drivers 319

Why Are Stock Prices So Volatile? 322
Dividend Valuation Models 323
The Market Multiple Method 328

vii

Comparing the FCF Valuation Model, the Dividend
Growth Model, and the Market Multiple Method 329

Preferred Stock 330
Summary 331
Web Extension

7A: Derivation of Valuation Equations

CHAPTER 8
Financial Options and Applications in
Corporate Finance 343

Box: The Intrinsic Value of Stock Options 344

Overview of Financial Options 344

The Single-Period Binomial Option Pricing
Approach 347

The Single-Period Binomial Option Pricing
Formula 353

The Multi-Period Binomial Option Pricing Model 355
The Black-Scholes Option Pricing Model (OPM) 358
The Valuation of Put Options 363

Applications of Option Pricing in Corporate
Finance 366

Summary 367

PART 4 PROJECTS AND THEIR
VALUATION 371

CHAPTER 9
The Cost of Capital 373

Box: Corporate Valuation and the Cost of Capital 374
The Weighted Average Cost of Capital 374

Choosing Weights for the Weighted Average Cost
of Capital 376

The Cost of Debt 377
Cost of Preferred Stock, T 382

Cost of Common Stock: The Market Risk
Premium, RP,, 383

Using the CAPM to Estimate the Cost of
Common Stock, r, 386

Using the Dividend Growth Approach to Estimate
the Cost of Common Stock 389

The Weighted Average Cost of Capital (WACC) 391
Box: Global Variations in the Cost of Capital 393

Adjusting the Cost of Equity for Flotation Costs 393
Privately Owned Firms and Small Businesses 395
The Divisional Cost of Capital 396

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



viii

Estimating the Cost of Capital for Individual
Projects 398

Managerial Issues and the Cost of Capital 399
Summary 402

Web Extension

9A: The Cost of Equity in the Nonconstant Dividend
Growth Model with Repurchases

CHAPTER 10
The Basics of Capital Budgeting: Evaluating
Cash Flows 411

Box: Corporate Valuation and Capital Budgeting 412
An Overview of Capital Budgeting 412
The First Step in Project Analysis 414
Net Present Value (NPV) 415
Internal Rate of Return (IRR) 417
Modified Internal Rate of Return (MIRR) 424
Profitability Index (PI) 427
Payback Period 428

How to Use the Different Capital Budgeting
Methods 430

Other Issues in Capital Budgeting 433
Summary 439
CHAPTER 11

Cash Flow Estimation and Risk Analysis 451

Box: Project Valuation, Cash Flows, and Risk
Analysis 452

Identifying Relevant Cash Flows 452

Analysis of an Expansion Project 456

Box: Mistakes in Cash Flow Estimation Can Kill
Innovation 465

Risk Analysis in Capital Budgeting 465
Measuring Stand-Alone Risk 466
Sensitivity Analysis 466
Scenario Analysis 469
Monte Carlo Simulation Analysis 473
Project Risk Conclusions 476
Replacement Analysis 476
Phased Decisions and Decision Trees 478
Other Real Options 482
Summary 483
Appendix

11A: Depreciation for Tax Purposes

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.

Contents

PART 5 CORPORATE VALUATION
AND GOVERNANCE 497

CHAPTER 12
Corporate Valuation and
Financial Planning 499
Box: Corporate Valuation and Financial Planning 500

Overview of Financial Planning 500

Financial Planning at MicroDrive Inc. 502
Forecasting Operations 504

Evaluating MicroDrive’s Strategic Initiatives 508
Projecting MicroDrive’s Financial Statements 510
Analysis and Selection of a Strategic Plan 515
The CFO’s Model 517

Additional Funds Needed (AFN) Equation 519
Forecasting When the Ratios Change 523
Summary 526

CHAPTER 13

Corporate Governance 537

Box: Corporate Governance and Corporate
Valuation 538

Agency Conflicts 538
Corporate Governance 541

Box: The Dodd-Frank Act and “Say on Pay” 548

Box: The Sarbanes-Oxley Act of 2002 and Corporate
Governance 549

Box: International Corporate Governance 550
Employee Stock Ownership Plans (ESOPs) 552
Summary 555

PART 6 CASH DISTRIBUTIONS
AND CAPITAL STRUCTURE 559

CHAPTER 14
Distributions to Shareholders:
Dividends and Repurchases 561

Box: Uses of Free Cash Flow: Distributions to
Shareholders 562

An Overview of Cash Distributions 562
Procedures for Cash Distributions 564

Cash Distributions and Firm Value 567
Clientele Effect 571

Signaling Hypothesis 572

Implications for Dividend Stability 573



Contents

Setting the Target Distribution Level: The Residual
Distribution Model 574

The Residual Distribution Model in Practice 576

A Tale of Two Cash Distributions: Dividends versus
Stock Repurchases 577

The Pros and Cons of Dividends and
Repurchases 586

Box: Dividend Yields around the World 587
Other Factors Influencing Distributions 588

Summarizing the Distribution
Policy Decision 589

Stock Splits and Stock Dividends 590
Dividend Reinvestment Plans 593
Summary 594

CHAPTER 15

Capital Structure Decisions 601
Box: Corporate Valuation and Capital Structure 602

An Overview of Capital Structure 602
Business Risk and Financial Risk 604

Capital Structure Theory: The Modigliani
and Miller Models 608

Box: Yogi Berra on the MM Proposition 610

Capital Structure Theory: Beyond
the Modigliani and Miller Models 613

Capital Structure Evidence and Implications 618
Estimating the Optimal Capital Structure 623
Anatomy of a Recapitalization 629

Risky Debt and Equity as an Option 633
Managing the Maturity Structure of Debt 637
Summary 639

Web Extensions

15A: Capital Structure Theory: Arbitrage Proofs
of the Modigliani-Miller Theorems

15B: Bond Refunding

PART 7 MANAGING GLOBAL
OPERATIONS 647

CHAPTER 16

Supply Chains and Working

Capital Management 649
Box: Corporate Valuation and Working Capital
Management 650

Overview of Supply Chain Management 650

Using and Financing Operating Current Assets 652

The Cash Conversion Cycle 656

Box: Some Firms Operate with Negative Working
Capital! 662

Inventory Management 662

Receivables Management 663

Accruals and Accounts Payable (Trade Credit) 667
The Cash Budget 670

Cash Management and the Target Cash Balance 674
Cash Management Techniques 675

Managing Short-Term Investments 678
Short-Term Bank Loans 679

Commercial Paper 683

Use of Security in Short-Term Financing 684
Summary 685

Web Extension

16A: Secured Short-Term Financing

CHAPTER 17
Multinational Financial Management 697
Box: Corporate Valuation in a Global Context 698

Multinational, or Global, Corporations 698

Multinational versus Domestic Financial
Management 700

Box: Meet Me at the Car Wash 701
Exchange Rates 701
The Fixed Exchange Rate System 707
Floating Exchange Rates 708

Government Intervention in Foreign
Exchange Markets 713

Other Exchange Rate Systems: No Local Currency,
Pegged Rates, and Managed Floating Rates 715

Forward Exchange Rates and Risk Management 718
Interest Rate Parity 719

Purchasing Power Parity 721
Box: Hungry for a Big Mac? Go to Ukraine! 722

Inflation, Interest Rates, and Exchange Rates 723

International Money and Capital Markets 723
Box: Stock Market Indexes around the World 726

Multinational Capital Budgeting 728
International Capital Structures 733
Multinational Working Capital Management 734
Summary 737

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



PART 8 TACTICAL FINANCING
DECISIONS 745

CHAPTER 18
Public and Private Financing: Initial Offerings,
Seasoned Offerings, Investment Banks 747

The Financial Life Cycle of a Start-Up Company 748
The Decision to Go Public 749

The Process of Going Public: An Initial
Public Offering 751

Equity Carve-Outs: A Special Type of IPO 762

Other Ways to Raise Funds in the Capital
Markets 762

Investment Banking Activities 768
The Decision to Go Private 771
Summary 773
Web Extension
18A: Rights Offerings
CHAPTER 19
Lease Financing 779
Types of Leases 780
Reporting Leases on Financial Statements 781

Lease Analysis: Determination of Tax Status by the
Internal Revenue Service (IRS) 784

Lease Analysis: Non-Tax-Oriented Leases 785
Lease Analysis: Tax-Oriented Lease 786
Evaluation by the Lessor 789

Leases, Taxes, and the 2017 Tax Cuts and
Jobs Act 792

Other Issues in Lease Analysis 792
Other Reasons for Leasing 794
Summary 796

Web Extensions
19A: Percentage Cost Analysis
19B: Leveraged Leases

CHAPTER 20
Hybrid Financing: Preferred Stock,
Warrants, and Convertibles 803

Preferred Stock 804

Warrants 809

Convertible Securities 814

A Final Comparison of Warrants and Convertibles 822

Reporting Earnings When Warrants or Convertibles
Are Outstanding 823

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.

Contents

Summary 824

Web Extension
20A: Calling Convertible Issues

PART 9 STRATEGIC FINANCEINA
DYNAMIC ENVIRONMENT 831

CHAPTER 21
Dynamic Capital Structures and
Corporate Valuation 833

Box: Corporate Valuation and Capital Structure
Decisions 834

The Adjusted Present Value (APV) Approach 834
The Modigliani and Miller Models 838

The Compressed Adjusted Present
Value (CAPV) Model 839

The Free Cash Flow to Equity (FCFE) Model 841

Multistage Valuation When the Capital Structure Is
Stable 841

Ilustration of the Three Valuation Approaches for a
Constant Capital Structure 845

Analysis of a Dynamic Capital Structure 851
Summary 853

Web Extension

21A: Projecting Consistent Debt and Interest
Expenses

CHAPTER 22
Mergers and Corporate Control 859
Rationale for Mergers 860

Types of Mergers: Business Types, Acquisition
Methods, and Hidden Liabilities 863

Level of Merger Activity 865

Hostile versus Friendly Takeovers 866
Merger Regulation 867

Overview of Merger Analysis 869
Estimating a Target’s Value 869
Setting the Bid Price 873

Who Wins: The Empirical Evidence 876
The Role of Investment Bankers 877
Other Business Combinations 878
Divestitures 880

Merger Tax Treatments 881

Financial Reporting for Mergers 885
Summary 887



Contents

CHAPTER 23
Enterprise Risk Management 895
Box: Corporate Valuation and Risk Management 896

Reasons to Manage Risk 896

An Overview of Enterprise Risk Management 899
A Framework for Enterprise Risk Management 900
Categories of Risk Events 903

Foreign Exchange (FX) Risk 905

Commodity Price Risk 906

Interest Rate Risk 911

Project Selection Risks 919

Managing Credit Risks 922

Risk and Human Safety 924

Summary 925

CHAPTER 24

Bankruptcy, Reorganization,
and Liquidation 931

Financial Distress and Its Consequences 932
Issues Facing a Firm in Financial Distress 933

Settlements without Going through
Formal Bankruptcy 934

Federal Bankruptcy Law 936

Reorganization in Bankruptcy (Chapter 11
of Bankruptcy Code) 937

Liquidation in Bankruptcy 946

Anatomy of a Bankruptcy: Transforming
the GM Corporation into the GM Company 950

Other Motivations for Bankruptcy 952
Some Criticisms of Bankruptcy Laws 952
Summary 953

Web Extension
24A: Multiple Discriminant Analysis

PART 10 SPECIAL TOPICS 961

CHAPTER 25
Portfolio Theory and Asset
Pricing Models 963

Box: Intrinsic Value, Risk, and Return 964
Efficient Portfolios 964

xi

Choosing the Optimal Portfolio 969

The Basic Assumptions of the Capital
Asset Pricing Model 972

The Capital Market Line and the Security Market
Line 973

Calculating Beta Coefficients 977
Empirical Tests of the CAPM 985

Arbitrage Pricing Theory 988

Summary 991

CHAPTER 26

Real Options 997

Valuing Real Options 998

The Investment Timing Option: An Illustration 999
The Growth Option: An Illustration 1009
Concluding Thoughts on Real Options 1015
Summary 1016

Web Extensions
26A: The Abandonment Real Option
26B: Risk-Neutral Valuation

APPENDICES

Appendix A Solutions to Self-Test Problems 1023

Appendix B Answers to End-of-Chapter
Problems 1055

Appendix C Selected Equations 1067

GLOSSARY AND INDEXES

Glossary 1081
Name Index 1137
Subject Index 1141

WEB CHAPTERS

Chapter 27 Providing and Obtaining Credit

Chapter 28 Advanced Issues in Cash Management
and Inventory Control

Chapter 29 Pension Plan Management

Chapter 30 Financial Management in Not-for-Profit
Businesses

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



resource

Students: Access the
Financial Management:
Theory and Practice
(16th Edition) MindTap
(www.cengage.com
/login).

Instructors: Access the
Financial Management:
Theory and Practice
(16th Edition) instructor
resource center by going
to www.cengage.com
/login, logging in with your
faculty account username
and password, and using
ISBN 9781337902601 to
reach the site.

xii

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.

Preface

When we wrote the first edition of Financial Management: Theory and Practice, we had
four goals: (1) to create a text that would help students make better financial decisions;
(2) to provide a book that could be used in the introductory MBA course but that was
complete enough for use as a reference text in follow-on case courses and after graduation;
(3) to motivate students by demonstrating that finance is both interesting and relevant;
and (4) to make the book clear enough so that students could go through the material
without wasting either their time or their professors’ time trying to figure out what we
were saying. We have an additional goal for this edition: to explain and apply the 2017 Tax
Cuts and Jobs Act to the topics in this book.

We accomplish our goals through the structure and material in the textbook. In addi-
tion, MindTap™ for Financial Management is a fully integrated online portfolio of teach-
ing tools and learning solutions that facilitate our objectives.

Intrinsic Valuation as a Unifying Theme

Our emphasis throughout the book is on the actions that a manager can and should
take to increase the intrinsic value of the firm. Structuring the book around intrinsic
valuation enhances continuity and helps students see how various topics are related to
one another.

As its title indicates, this book combines theory and practical applications. An
understanding of finance theory is essential for anyone developing and/or implementing
effective financial strategies. But theory alone isn’t sufficient, so we provide numerous
examples in the book and the accompanying Excel spreadsheets to illustrate how theory is
applied in practice. Indeed, we believe that the ability to analyze financial problems using
Excel also is essential for a student’s successful job search and subsequent career. There-
fore, many exhibits in the book come directly from the accompanying Excel spreadsheets.
Many of the spreadsheets also provide brief “tutorials” by way of detailed comments on
Excel features that we have found to be especially useful, such as Goal Seek, Tables, and
many financial functions.

The book begins with fundamental concepts, including background on the eco-
nomic and financial environment, financial statements (with an emphasis on cash
flows), the time value of money, bond valuation, risk analysis, and stock valuation.
With this background, we go on to discuss how specific techniques and decision rules
can be used to help maximize the value of the firm. This organization provides four
important advantages:

1. Managers should try to maximize the intrinsic value of a firm, which is determined
by cash flows as revealed in financial statements. Our early coverage of financial state-
ments helps students see how particular financial decisions affect the various parts of
the firm and the resulting cash flow. Also, financial statement analysis provides an
excellent vehicle for illustrating the usefulness of spreadsheets.
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2. Covering the time value of money early helps students see how and why expected
future cash flows determine the value of the firm. Also, it takes time for students to
digest TVM concepts and to learn how to do the required calculations, so it is good to
cover TVM concepts early and often.

3. Most students—even those who do not plan to major in finance—are interested in
investments. The ability to learn is a function of individual interest and motivation,
so Financial Management’s early coverage of securities and security markets is peda-
gogically sound.

4. Once basic concepts have been established, it is easier for students to understand both
how and why corporations make specific decisions in the areas of capital budgeting,
raising capital, working capital management, mergers, and the like.

Intended Market and Use

Financial Management is designed primarily for use in the introductory MBA finance
course and as a reference text in follow-on case courses and after graduation. There is
enough material for two terms, especially if the book is supplemented with cases and/or
selected readings. The book can also be used as an undergraduate introductory text for
exceptionally good students or where the introductory course is taught over two terms.

Improvements in the 16th Edition

As in every revision, we updated and clarified materials throughout the text, reviewing
the entire book for completeness, ease of exposition, and currency. We made hundreds of
small changes to keep the text up to date, with particular emphasis on updating the real-
world examples and including the latest changes in the financial environment and finan-
cial theory. In addition, we made a number of larger changes. Some affect all chapters,
some involve reorganizing sections among chapters, and some modify material covered
within specific chapters.

Changes That Affect All Chapters

Following are some of the changes that affect all chapters.

THE 2017 TAX CUT AND JOBS ACT (TCJA)

This is a corporate finance book, and corporate taxes affect many topics. We have fully
integrated the 2017 Tax Cut and Jobs Act (TCJA) into the text and all ancillaries.

CHANGES IN MICRODRIVE

For many editions we have used a hypothetical company, MicroDrive, as a running exam-
ple. This provides continuity in the examples from chapter to chapter and helps students
apply the material more quickly. When we changed MicroDrive’s tax rate to reflect the
TCJA, we lost many of the learning points we had built into MicroDrive. To retain those
learning points after incorporating the TCJA, we had to revise several other items in
MicroDrive’s financial statements.

CONTINUED INTEGRATION WITH EXCEL

We have continued to integrate the textbook and the accompanying Excel Tool Kit spread-
sheet models for each chapter. Many figures in the textbook show the appropriate area
from the chapter’s Excel Tool Kit model. This makes the analysis more transparent to the
students and better enables them to follow the analysis in the Excel model.
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Notable Changes within Selected Chapters

We made too many small improvements within each chapter to mention them all, but
some of the more notable ones are discussed here.

CHAPTER 1: AN OVERVIEW OF FINANCIAL MANAGEMENT
AND THE FINANCIAL ENVIRONMENT

We added a brief discussion of income-wealth inequality in Section 1-4b (Intrinsic Stock
Value Maximization and Social Welfare). We rewrote much of Section 1-4c¢ (Ethics and
Intrinsic Stock Value Maximization), including discussion of illegal actions, alleged
unethical actions, and whistleblower protections. In Section 1-6a we describe upcoming
changes in the London Interbank Offering Rate (LIBOR) due to recent scandals in how it
was reported. Also, we describe the Federal Reserve Board’s new alternative to LIBOR, the
Secured Overnight Financing Rate (SOFR).

CHAPTER 2: FINANCIAL STATEMENTS, CASH FLOW, AND TAXES

We added two new boxes. The first box, “A Matter of Opinion,” highlights the leeway
companies have in choosing how to present results and how that leeway complicates
comparison. The second box, “Financial Statement Fraud,” describes the SEC’s Financial
Reporting and Audit (FRAud) Group, including a recent case.

CHAPTER 4: TIME VALUE OF MONEY

We replaced the opening vignette with one focused on purchasing a car and how time
value of money concepts are vital when getting an auto loan. In Section 4-17c we now show
how to determine directly the remaining balance on an amortizing loan without building
an entire amortization schedule. We added Section 4-17e to explain how the calculation of
monthly interest expenses for many auto loans differs from that of mortgages.

CHAPTER 5: BONDS, BOND VALUATION, AND INTEREST RATES
We added a new box describing a 1648 perpetual bond, “You Can Take That to the Bank.”

CHAPTER 7: CORPORATE VALUATION AND STOCK VALUATION

We added a section, 7-7d, showing how to calculate the value of operations at each year,
not just at the horizon and at t = 0. We also added several new end-of-chapter problems on
free cash flow valuation that will be ideal for homework assignments using the algorith-
mic feature in MindTap.

CHAPTER 9: THE COST OF CAPITAL

We added Section 9-3c, which discusses the difference between the yield to maturity and
the expected rate of return based on projected default rates, showing that the difference
between the yield and the expected rate of return is so small that it can be ignored for the
vast majority of bonds. Sections 9-3d and 9-3e describe how to estimate the after-tax cost
for newly issued debt that has large flotation costs.

CHAPTER 11: CASH FLOW ESTIMATION AND RISK ANALYSIS

We revised the example company so that it reflects the TCJA but retains key learn-
ing points. We added a description of bonus depreciation to Appendix 11A and
used the Scenario Manager to create scenarios in the Tool Kit showing the impact of
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different depreciation methods. We also added bonus depreciation to the Mini-Case and
PowerPoint show because it is part of the TCJA.

CHAPTER 15: CAPITAL STRUCTURE DECISIONS

We describe the impact that the TCJA’s reduced corporate tax rate has on the value of the
tax shield with respect to the M&M models and the Miller model. We incorporated the
new tax rate into Section 15-6 and our discussion of the optimal capital structure. Due to
the TCJA’s lower corporate tax rate and its limitation on interest expense deductions, the
optimal capital structure will have less debt than before the TCJA. We moved our discus-
sion of bond refunding operations to the new Web Extension 15B.

CHAPTER 16: SUPPLY CHAINS AND WORKING CAPITAL MANAGEMENT

We added a new opening vignette focusing on the companies that are best at managing
the cash conversion cycle.

CHAPTER 17: MULTINATIONAL FINANCIAL MANAGEMENT

We added a new box, “Meet Me at the Car Wash,” describing international bribery by sev-
eral Brazilian companies. We reorganized and rewrote much of Section 17-3, “Exchange
Rates,” to explicitly describe exchanges among all combinations of direct and indirect
currencies. Section 17-5a, “Determinants of Floating Exchange Rates,” now includes
Table 17-3 showing U.S. trade balances with key trading partners.

CHAPTER 18: PUBLIC AND PRIVATE FINANCING: INITIAL OFFERINGS,
SEASONED OFFERINGS, AND INVESTMENT BANKS

We expanded Section 18-1 to address carried interest, unicorns, investment firms that
manage multiple venture capital funds, and publicly traded companies with divisions/
subsidiaries that provide funding to start-ups.

CHAPTER 19: LEASE FINANCING

We rewrote Sections 19-2 and 19-3 to reflect the virtual elimination of off-balance sheet
accounting due to Accounting Standards Update (ASU) 2016-02. We added a new section,
19-7, to explicitly address the TCJA: “Leases, Taxes, and the 2017 Tax Cuts and Jobs Act.”

CHAPTER 20: HYBRID FINANCING: PREFERRED STOCK, WARRANTS,
AND CONVERTIBLES

We added a new opening vignette discussing Tesla’s convertible bonds, Elon Musk’s tweets
about going private, and the subsequent actions by the SEC and Tesla.

CHAPTER 22: MERGERS AND CORPORATE CONTROL

We reorganized and rewrote much of the chapter to better integrate changes due to the
TCJA. Parts of Section 22-1, “Rationale for Mergers,” now include the impact of the TCJA
regarding restrictions on carry-forward losses from potential targets and limits on inter-
est expense deductions in highly levered acquisitions. Section 22-2, “Types of Merg-
ers,” now includes a brief explanation of roll-up mergers and a new section explaining
the relationship between acquisition method (exchange of stock, cash offer to purchase
assets, and cash offer to purchase shares) and responsibility for any hidden liabilities. We
consolidated our coverage of takeover defenses into Section 22-4b, “Hostile Takeovers.”
Section 22-13, “Merger Tax Treatments,” explains the tax treatments of the types of merg-
ers from Section 22-4.

Copyright 2020 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Xvi Preface

Digging Deeper with Web Extensions

Many chapters have Adobe PDF “appendices” that provide more detailed coverage of spe-
cialized topics related to the chapter’s content. For example, Web Extension 9A explains
how to estimate the required rate of return for stocks that have nonconstant dividends and
repurchases prior to the forecast horizon.

Four additional chapters are available online for those instructors wishing to cover in
depth several other financial issues. For example, a detailed discussion of pension plan
management is in Web Chapter 29.

Digital Course Solutions for Instructors
and Students

MindTap is Cengage Learning’s fully online, highly personalized learning experience that
combines readings, assessments, multimedia, and activities into a singular Learning Path.
Using MindTap, an instructor can easily organize a course that guides students through
the class with ease and engagement. Instructors can personalize the Learning Path for
their students by customizing the robust suite of Financial Management’s resources and
adding their own content via apps that integrate into the MindTap framework seamlessly
with Learning Management Systems.

Instructors: You can access all resources by going to www.cengage.com/login, log-
ging in with a faculty account username and password, and using ISBN 9781337902601 to
search for and add resources to your account.

Enriching the Student Learning Experience

MindTap provides multiple learning resources that enable students to understand each
chapter’s concepts and financial applications.

MBA Refresher Pre-/Post-Test

These diagnostic multiple-choice questions will allow students to review specific topics
within key prerequisite disciplines—finance, accounting, statistics, economics, and alge-
bra/math—while testing skills in using Excel and a financial calculator. Once feedback
from the pre-test is reviewed, the post-test will confirm mastery of key topics.

ConceptClips

Available in MindTap and its eBook, finance ConceptClips present fundamental key top-
ics to students in an entertaining and memorable way via short animated video clips.
Developed by Mike Brandl of The Ohio State University, these vocabulary animations
provide students with a memorable auditory and visual representation of the important
terminology for the course.

Excel Tool Kits

Proficiency with spreadsheets is an absolute necessity for all MBA students. With that
in mind, we created Excel spreadsheets for each chapter, called Tool Kits, that calculate
all numerical examples, tables, and figures. In addition to greater transparency within
numerical examples, the Tool Kits explain in detail many of Excel’s most useful features
and functions that students will find invaluable in their courses and careers.
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Excel Online

In addition to the Excel Tool Kit files that directly explain examples in the text, Microsoft®
Excel Online activities provide students with an opportunity to work auto-gradable, algo-
rithmic homework problems directly in their browser. Students receive instant feedback
on their Excel work, including the “by hand” calculations and a solution file containing
a recommended way of solving the problem. Students’ Excel work is saved in real time
in the cloud; is platform, device, and browser independent; and is always accessible with
their homework without cumbersome file uploads and downloads. This unique integra-
tion represents a direct collaboration between Cengage and Microsoft to strengthen and
support the development of Microsoft Office education skills for success in the workplace.

Blueprint Problems

Blueprint Practice Problems available in MindTap teach students finance concepts and
their associated building blocks—going beyond memorization. By going through the
problem step by step, they reinforce foundational concepts and allow students to dem-
onstrate their understanding of the problem-solving process and business impact of each
topic. Blueprints include rich feedback and explanations, providing students with an
excellent learning resource to solidify their understanding.

Exploring Finance

Exploring Finance offers instructors and students interactive visualizations that engage
with “lean forward” interactivity. Instructors can use these visual, interactive tools to help
students “see” the financial concept being presented directly within MindTap.

Problem Walk-Through Videos

Nearly 260 Problem Walk-Through videos are embedded in the online homework. Each
video walks students through solving a problem from start to finish, and students can
play and replay the tutorials as they work through homework assignments or prepare for
quizzes and tests, almost as though they had an instructor by their side the whole time.

Adaptive Test Prep (ATP)

Adaptive Test Prep allows students to create practice quizzes covering multiple chapters
in a low-stakes environment. Students receive immediate feedback so they know where
they need additional help. In addition, the questions have the same formats as those in the
actual test bank, prepare students for what to expect on an exam. With many questions
offered per chapter, students can create multiple unique practice quizzes within MindTap.

Classroom Activities

Many of the preceding resources provide an excellent basis for classroom discussions. In
addition, each chapter has a Mini Case describing a business situation spanning the chap-
ter’s topics. Some professors choose to assign the Mini Cases as graded assignments due
at the beginning of class, whereas others use the Mini Cases to provide structure for class
discussions or lectures.
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Mini Case PowerPoint Slides

Each chapter has a set of PowerPoint slides that present graphs, tables, lists, and calcula-
tions for use in lectures. Although the slides correspond to the Mini Cases at the end of
the chapter, the slides are completely self-contained in the sense that they can be used for
discussions and lectures regardless of whether students have read the Mini Cases. In fact,
we often don’t assign the Mini Case, but we do use the PowerPoint slides.

Instructors can easily customize the slides and convert them quickly into any Power-
Point Design Template.! If you add some of your own slides or modify the existing slides to
better illustrate important concepts, please share your changes with us—many of our best
learning points have come from instructors, and we appreciate all suggestions for ways to
improve learning experiences for students.

Mini Case Excel Spreadsheets

In addition to the PowerPoint slides, we also provide Excel spreadsheets that perform the
calculations required in the Mini Cases. These spreadsheets are similar to the Tool Kits
but with two differences. (1) The numbers correspond to the Mini Cases rather than to the
chapter examples. (2) We added some features that enable what-if analysis on a real-time
basis in class.

We usually begin class with the PowerPoint presentation, but after we have explained
a basic concept, we “toggle” to the Mini Case Excel file and show how the analysis can be
done in Excel.? For example, when teaching bond pricing, we begin with the PowerPoint
show and cover the basic concepts and calculations. Then we toggle to Excel and use a
sensitivity-based graph to show how bond prices change as interest rates and time to ma-
turity vary. We encourage students to bring their laptops to class so that they can follow
along and do the what-if analysis for themselves.

Evaluating the Student Learning Experience

MindTap provides multiple resources enabling instructors to measure student learn-
ing. Some are ideal for online assignments, and others are best as hand-graded cases and
exercises.

Algorithmic Homework Assignments That
Are Unique to Each Student

One of our favorite MindTap features allows us to quickly create a homework assign-
ment drawn from end-of-chapter problems and test bank problems. We usually include
numerical fill-in-the-blank problems that algorithmically generate different inputs for
each student.

When our primary objective is to foster learning, we enable students to check their
answer for a problem before moving on to the next problem. We allow either three
attempts or unlimited attempts, depending on the problem’s difficulty. Sometimes
we allow a problem to provide hints and feedback if the student’s answer is wrong.

'"To convert into a different design template in PowerPoint for Office 365, select Design, Theme, and choose a
theme. Always double-check the conversion; some templates use fonts of different sizes, which can cause some
slide titles to run over their allotted space.

*To toggle between two open programs, such as Excel and PowerPoint, hold the Alt key down and hit the Tab
key until you have selected the program you want to show.
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When our primary objective is assessment, we disable the multiple attempts feature.
We always allow feedback on each question after the assignment’s due date.

MindTap automatically grades the assignment and posts grades to the Mind Tap grade-
book. MindTap can also post grades to learning management systems such as Canvas.

We assign homework early and often: Each assignment covers only several class peri-
ods and is due shortly after covering those classes. We find that this encourages students
to keep up with the course, which enhances their learning experience.

Finance in Action

MindTap offers a series of Finance in Action analytical cases that assess students’ ability to
perform at a higher level of understanding, critical thinking, and decision making.

End-of-Chapter Spreadsheet Problems

Each chapter has a Build a Model problem, where students start with a spreadsheet that
contains financial data plus general instructions for solving a specific problem. The Excel
model is available in MindTap and is partially completed, with headings but no formulas—
the student must literally build a model. This structure guides the student through the
problem, minimizes unnecessary typing and data entry, and also makes it easy to grade
the work because all students’ answers are in the same locations on the spreadsheet.

The completed solutions to the Build a Models are located in the Instructor Resource
Center.

Cognero™ Test Bank and Testing Software

Cengage Learning Testing Powered by Cognero™ is a flexible online system that allows
you to author, edit, and manage test bank content from multiple Cengage Learning solu-
tions; create multiple test versions in an instant; deliver tests from your LMS, your class-
room, or wherever you want. The Cognero™ Test Bank contains the same questions that
are in the Microsoft Word Test Bank. All question content is now tagged according to Tier
I (Business Program Interdisciplinary Learning Outcomes) and Tier II (finance-specific)
standards topic, Bloom’s Taxonomy, and difficulty level.

CengageCompose

More than 100 cases, written by Eugene F. Brigham, Linda Klein, and Chris Buzzard, are
available via CengageCompose, Cengage Learning’s online case library. These cases are in
a customized case database that allows instructors to select cases and create their own cus-
tomized casebooks. Most of the cases have accompanying spreadsheet models that, while
not essential for working the case, do reduce number crunching and thus leave more time
for students to consider conceptual issues. The models also show students how comput-
ers can be used to make better financial decisions. Cases that we have found particularly
useful for the different chapters are listed in the end-of-chapter references. The cases,
case solutions, and spreadsheet models can be previewed and ordered by professors at
http://compose.cengage.com.

Cengage Learning Custom Solutions

Whether you need print, digital, or hybrid course materials, Cengage Learning Cus-
tom Solutions can help you create your perfect learning solution. Draw from Cengage
Learning’s extensive library of texts and collections, add your own original work, and/or
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create customized media and technology to match your learning and course objectives.
Our editorial team will work with you through each step, allowing you to concentrate
on the most important thing—your students. Learn more about all our services at www
.cengage.com/custom.

Solutions Manual

This comprehensive manual contains worked-out solutions to all end-of-chapter ques-
tions and problems. It also includes additional explanatory notes with its answers to the
end-of-chapter Mini Cases. It is available at the Instructor Resource Center.
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Wolfe, Larry Wolken, Don Woods, Thomas Wright, Michael Yonan, Zhong-guo Zhou,
David Ziebart, Dennis Zocco, and Kent Zumwalt.

Special thanks are due to Dana Clark, Susan Whitman, Amelia Bell, and Kirsten
Benson, who provided invaluable editorial support; to Joel Houston and Phillip Daves,
whose work with us on other books is reflected in this text; and to Lou Gapenski, our past
coauthor, for his many contributions.

Our colleagues and our students at the Universities of Florida and Tennessee gave
us many useful suggestions, and the Cengage staff—especially Chris Valentine, Brittany
Waitt, Joe Sabatino, and Chris Walz—helped greatly with all phases of text development,
production, and marketing.

Errors in the Text

At this point, authors generally say something like this: “We appreciate all the help we
received from the people just listed, but any remaining errors are, of course, our own
responsibility.” And in many books, there are plenty of remaining errors. Having experi-
enced difficulties with errors ourselves, both as students and as instructors, we resolved
to avoid this problem in Financial Management. As a result of our error-detection proce-
dures, we are convinced that the book is relatively free of mistakes.
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Partly because of our confidence that few such errors remain, but primarily because
we want to detect any errors in the textbook that may have slipped by so that we can cor-
rect them in subsequent printings, we decided to offer a reward of $10 per error to the
first person who reports a textbook error to us. For purposes of this reward, errors in
the textbook are defined as misspelled words, nonrounding numerical errors, incorrect
statements, and any other error that inhibits comprehension. Typesetting problems such
as irregular spacing and differences in opinion regarding grammatical or punctuation
conventions do not qualify for this reward. Also, given the ever changing nature of the
Internet, changes in Web addresses do not qualify as errors, although we would appreciate
reports of changed Web addresses. Finally, any qualifying error that has follow-through
effects is counted as two errors only. Please report any errors to Michael C. Ehrhardt at
the e-mail address shown next in the Conclusion.

Conclusion

Finance is, in a real sense, the cornerstone of the free enterprise system. Good finan-
cial management is therefore vitally important to the economic health of business firms,
hence to the nation and the world. Because of its importance, corporate finance should be
thoroughly understood. However, this is easier said than done—the field is relatively com-
plex, and it is undergoing constant change in response to shifts in economic conditions.
All of this makes corporate finance stimulating and exciting but also challenging and
sometimes perplexing. We sincerely hope that Financial Management: Theory and Prac-
tice will help readers understand and solve the financial problems businesses face today.

Michael C. Ehrhardt Eugene F. Brigham
University of Tennessee University of Florida
Ehrhardt@utk.edu Gene.Brigham@cba.ufl.edu
November 2018
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www In a global beauty contest for companies, the winneris.. .. Apple.
See http://fortune.com Or at least Apple is the most admired company in the world, according to Fortune
= admired magazine’s annual survey. The others in the global top ten are Amazon.com, Starbucks,
-companies for updates
on the rankings. Berkshire Hathaway, Disney, Alphabet (formerly Google), General Electric, Southwest

Airlines, Facebook, and Microsoft. What do these companies have that separates them
from the rest of the pack?

Based on a survey of executives, directors, and security analysts, these companies
have very high average scores across nine attributes: (1) innovativeness, (2) quality
of management, (3) long-term investment value, (4) social responsibility, (5) people
management, (6) quality of products and services, (7) financial soundness, (8) use of
corporate assets, and (9) effectiveness in doing business globally. After culling weaker
companies, the final rankings are then determined by over 3,800 experts from a wide
variety of industries.

What makes these companies special? In a nutshell, they reduce costs by having
innovative production processes, they create value for customers by providing high-
quality products and services, and they create value for employees by training and
fostering an environment that allows employees to utilize all of their skills and talents.
As you will see throughout this book, the resulting cash flow and superior return on
capital also create value for investors.
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4 Part1 The Company and Its Environment

resource This chapter should give you an idea of what financial management is all about, includ-
B0k s Website ing an overview of the financial markets in which corporations operate. Before going into

has tools for teaching, . > . .
i conciucting details, let’s look at the big picture.

financial research.
1-1 The Five-Minute MBA

Okay, we realize you can’t get an MBA in five minutes, but we can sketch the key
elements of an MBA education. The primary objective of an MBA program is to provide
managers with the knowledge and skills they need to run successful companies, so we
start there.

First, successful companies have skilled people at all levels inside the company, in-
cluding leaders, managers, and a capable workforce. Skilled people enable a company to
identify, create, and deliver products or services that are highly valued by customers—so
highly valued that customers choose to purchase from them rather than from their
competitors.

Second, successful companies have strong relationships with groups outside the com-
pany. For example, successful companies develop win-win relationships with suppliers
and excel in customer relationship management.

Third, successful companies have enough funding to execute their plans and support
their growing operations. Companies can reinvest a portion of their earnings, but most
growing companies also must raise additional funds externally by some combination of
selling stock and/or borrowing in the financial markets. To do this, a company must pro-
vide investors with high enough returns to compensate them for the use of their money
and their exposure to risk.

To help your company succeed, you must have the skills necessary to evaluate any
proposal or idea, whether it relates to marketing, supply chains, production, strategy,
mergers, or any other area. In a nutshell, that is what we will do in this book.

SELF-TEST

What are three attributes of successful companies?

What financial skills must every successful manager have?

1-2 Finance from 40,000 Feet Above

A bird’s-eye view showing the big picture of finance will help you keep track of its indi-
vidual components. It all starts with individuals or organizations that have more cash
than they presently want to spend (i.e., providers of cash now) and others with opportuni-
ties to generate cash in the future (i.e., users of cash now). For example, providers of cash
include individuals who are saving for retirement, banks willing to make loans, and many
other types of investors. Users of cash include: (1) students wishing to borrow money for
tuition and planning to repay it with future earnings after graduating, (2) entrepreneurs
with ideas, and (3) corporations with growth plans.

Figure 1-1 shows the relationship between providers and users.

Two problems immediately present themselves. First, how do the providers and users
identify one another and exchange cash now for claims on risky future cash? Second,
how can potential providers evaluate the users’ opportunities? In other words, are the
claims on risky future cash flows sufficient to compensate the providers for giving up
their cash today? At the risk of oversimplification, financial markets are simply ways
of connecting providers with users, and financial analysis is a tool to evaluate risky
opportunities.
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FIGURE 1-1
Providers and Users: Cash Now versus Claims on Risky Future Cash

User:
Provider: Person or organization
Person or organization with opportunities to
with cash now convert cash now into
cash later

Claim on risky future cash

We cover many topics in this book, and it can be easy to miss the forest for the
trees. As you read about a particular topic, think about how the topic is related to
the role played by financial markets or the tools used to evaluate claims on future
cash flows.

We begin with an especially important type of user: companies that are incorporated.

SELF-TEST

What do providers supply? What do providers receive?
What do users receive? What do users offer?

What two problems are faced by providers and users?

1-3 The Corporate Life Cycle

Apple began life in a garage, and Facebook started in a dorm room. How is it possible
for such companies to grow into the giants we see today? The following sections describe
some typical stages in the corporate life cycle.

1-3a Starting Up as a Proprietorship

Many companies begin as a proprietorship, which is an unincorporated business owned
by one individual. Starting a business as a proprietor is easy—obtain any required city or
state business licenses and begin business operations. The proprietorship has three impor-
tant advantages: (1) It is easy and inexpensive to start. (2) Relatively few government regu-
lations affect it. (3) It pays no corporate income tax on profits—instead, they are included
in the proprietor’s personal taxable income.

However, the proprietorship also has three important limitations: (1) It may be diffi-
cult for a proprietorship to obtain the funding needed for growth. (2) The proprietor has
unlimited personal liability for the business’s debts, which can result in losses that exceed
the money invested in the company. (Creditors may even be able to seize a proprietor’s
house or other personal property!) (3) The life of a proprietorship is limited to the life of
its founder. Therefore, usually only small businesses operate as sole proprietorships. In
fact, about 73% of all companies are proprietorships, accounting for less than 5% of all
sales revenue.
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1-3b More Than One Owner: A Partnership

Some companies start with more than one owner, and some proprietors decide to add
a partner as the business grows. A partnership exists whenever two or more persons
or entities associate to conduct a noncorporate business for profit. Partnerships may
operate under different degrees of formality, ranging from informal, oral understand-
ings to formal agreements filed with the secretary of the state in which the partnership
was formed. Partnership agreements define the ways any profits and losses are shared
between partners. A partnership’s advantages and disadvantages are similar to those of
a proprietorship.

Regarding liability, partners potentially can lose all of their personal assets in the
event of bankruptcy because each partner is liable for the business’s debts. To avoid this,
the liabilities of some of the partners can be limited by establishing a limited partnership.
Limited partners can lose only the amount of their investment in the partnership, but the
general partners have unlimited liability. However, the limited partners typically have no
control—which rests solely with the general partners—and their returns are likewise lim-
ited. Limited partnerships are common in real estate, oil, equipment-leasing ventures, and
venture capital. However, they are not widely used in other businesses because usually no
partner is willing to be the general partner due to the risk, and no partners are willing to
be limited partners with no control.

In regular and limited partnerships, at least one partner is liable for the partnership’s
debts. However, in a limited liability partnership (LLP) and a limited liability company
(LLC), all partners’ (or members’) potential losses are limited to their investment in the
LLP. Of course, this arrangement increases the risk faced by an LLP’s lenders, customers,
and suppliers.

1-3c Many Owners: A Corporation

Most partnerships have difficulty attracting substantial amounts of capital to support
growth. Thus, many growth companies begin as a proprietorship or partnership but sub-
sequently convert to a corporation. Other companies, in anticipation of growth, actually
begin as corporations.

A corporation is a legal entity created under state laws, and it is separate and
distinct from its owners and managers. This separation gives the corporation three
major advantages: (1) unlimited life—a corporation can continue after its original own-
ers and managers are deceased; (2) easy transfers of ownership interests—ownership is
divided into shares of stock, which can be transferred far more easily than ownership in
a proprietorship or partnership; and (3) limited liability—losses are limited to the actual
funds invested.

To illustrate limited liability, suppose you invested $10,000 in a partnership that
then went bankrupt and owed $1 million. Because partners are liable, you could be held
liable for the entire $1 million if your partners could not pay their shares. However, if you
invested $10,000 in a corporation’s stock, your potential loss in a bankruptcy would be
limited to your $10,000 investment.

Unlimited life, easy transfers of ownership, and limited liability make it much easier
for corporations to raise money in the financial markets and grow into large companies.
Although the corporate form offers significant advantages relative to proprietorships and
partnerships, it has two disadvantages: (1) Corporate earnings may be subject to double
taxation—the earnings of the corporation are taxed at the corporate level, and then earn-
ings paid out as dividends are taxed again as income to the stockholders. (2) Setting up
a corporation involves preparing a charter, writing a set of bylaws, and filing the many
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required state and federal reports, which is more complex and time-consuming than
creating a proprietorship or a partnership.

The charter includes the following information: (1) name of the proposed cor-
poration, (2) types of activities it will pursue, (3) amount of capital stock, (4) number of
directors, and (5) names and addresses of directors. The charter is filed with the sec-
retary of the state in which the firm will be incorporated, and when it is approved, the
corporation is officially in existence.! After the corporation begins operating, quarterly
and annual employment, financial, and tax reports must be filed with state and federal
authorities.

The bylaws are a set of rules drawn up by the founders of the corporation. Bylaws
specify: (1) how directors are to be elected (all elected each year or perhaps one-third each
year for 3-year terms), (2) whether the existing stockholders will have the first right to buy
any new shares the firm issues, and (3) procedures for changing the bylaws themselves,
should conditions require it.

There are several different types of corporations. Professionals such as doctors,
lawyers, and accountants often form a professional corporation (PC) or a professional
association (PA). These types of corporations do not relieve the participants of profes-
sional (malpractice) liability. Indeed, the primary motivation behind the professional
corporation was to provide a way for groups of professionals to avoid certain types of
unlimited liability yet still be held responsible for professional liability.

Finally, some corporations can elect to be taxed as if the business were a proprietorship
or partnership if the corporation meets certain requirements regarding size and number
of stockholders. Such firms are called S corporations.

1-3d Growing a Corporation: Going Public

After a company incorporates, how does it evolve? When entrepreneurs start a com-
pany, they usually provide all the financing from their personal resources, which may
include savings, home equity loans, or even credit cards. A fast-growing business
must continue to invest in buildings, equipment, technology, and employees. Such
investments usually deplete the founders’ resources, so they turn to external financ-
ing. Many young companies are too risky for banks, so the founders must sell stock
to outsiders, including friends, family, private investors (often called “angels”), or
venture capitalists.

Any corporation can raise funds by selling shares of its stock, but government
regulations restrict the number and type of investors who can buy the stock. Also, the
shareholders cannot subsequently sell their stock to the general public. Due to these
limitations, the shares are called closely held stock and the company is a closely held
corporation.

As it continues to grow, a thriving private corporation may decide to seek ap-
proval from the Securities and Exchange Commission (SEC), which regulates stock
trading, to sell shares in a public stock market.? It does so by filing a prospectus with
the SEC, which provides relevant information about the company to investors and
regulators. In addition to SEC approval, the company applies to be a listed stock on

'About 64% of major U.S. corporations are chartered in Delaware, which has, over the years, provided a favor-
able legal environment for corporations. It is not necessary for a firm to be headquartered or even to conduct
operations in its state of incorporation or even in its country of incorporation.

*The SEC is a government agency created in 1934 to regulate matters related to investors, including the regula-
tion of stock markets.
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an SEC-registered stock exchange. For example, the company might list on the New
York Stock Exchange (NYSE), which is the oldest registered stock exchange in the
United States and is the largest exchange in the world when measured by the mar-
ket value of its listed stocks. Or perhaps the company might list on the NASDAQ
Stock Market, which has the most stock listings, especially among smaller, high-tech
companies.

Going public is called an initial public offering (IPO) because it is the first time the
company’s shares are sold to the general public. In most cases, an investment bank, such
as Goldman Sachs, helps with the IPO by advising the company. In addition, the invest-
ment bank’s company usually has a brokerage firm, which employs brokers who are reg-
istered with the SEC to buy and sell stocks on behalf of clients.> These brokers help the
investment banker sell the newly issued stock to investors.

Most IPOs raise proceeds in the range of $90 million to $140 million. However, some
IPOs are huge, such as the $21.7 billion raised by Alibaba when it went public on the NYSE
in 2014. Not only does an IPO raise additional cash to support a company’s growth, but
the TPO also makes it possible for the company’s founders and investors to sell some of
their own shares, either in the IPO itself or afterward as shares are traded in the stock
market. For example, in Facebook’s 2012 IPO, the company raised about $6.4 billion by
selling 180 million new shares, and the owners received almost $9.2 billion by selling
241 million of their own shares.

Most IPOs are underpriced when they are first sold to the public, based on the initial
price paid by IPO investors and the closing price at the end of the first day’s trading. For
example, in 2017 the average first-day return was around 15%.

Even if you are able to identify a “hot” issue, it is often difficult to purchase shares in
the initial offering. In strong markets, these deals generally are oversubscribed, which
means that the demand for shares at the offering price exceeds the number of shares
issued. In such instances, investment bankers favor large institutional investors (who are
their best customers), and small investors find it hard, if not impossible, to get in on the
ground floor. They can buy the stock in the aftermarket, but evidence suggests that if you
do not get in on the ground floor, the average IPO underperforms the overall market over
the long run.*

Before you conclude that it isn’t fair to let only the best customers have the stock in an
initial offering, think about what it takes to become a best customer. Best customers are
usually investors who have done lots of business in the past with the investment banking
firm’s brokerage department. In other words, they have paid large sums as commissions in
the past, and they are expected to continue doing so in the future. As is so often true, there
is no free lunch—most of the investors who get in on the ground floor of an IPO have, in
fact, paid for this privilege.

After the IPO, it is easier for a public firm to raise additional funds to support
growth than it is for a private company. For example, a public company raises more
funds by selling (i.e., issuing) additional shares of stock through a seasoned equity
offering, which is much simpler than the original IPO. In addition, publicly traded
companies also have better access to the debt markets and can raise additional funds
by selling bonds.

*For example, stockbrokers must register with the Financial Industry Regulatory Authority (FINRA), a
nongovernment organization that watches over brokerage firms and brokers. FINRA is the biggest, but there
are other self-regulatory organizations (SROs). Be aware that not all self-advertised “investment advisors” are
actually registered stockbrokers.

See Jay R. Ritter, “The Long-Run Performance of Initial Public Offerings,” Journal of Finance, March 1991,
pp. 3-27.
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1-3e Managing a Corporation’s Value

How can managers affect a corporation’s value? To answer this question, we first need
to ask, “What determines a corporation’s value?” In a nutshell, it is a company’s ability to
generate cash flows now and in the future.

In particular, a company’s value is determined by three properties of its cash flows:
(1) The size of the expected future cash flows is important—bigger is better. (2) The
timing of cash flows counts—cash received sooner is more valuable than cash that
comes later. (3) The risk of the cash flows matters—safer cash flows are worth more than
uncertain cash flows. Therefore, managers can increase their firm’s value by increas-
ing the size of the expected cash flows, by speeding up their receipt, and by reducing
their risk.

The relevant cash flow is called free cash flow (FCF), not because it is free, but because
it is available (or free) for distribution to a company’s investors, including creditors and
stockholders. You will learn how to calculate free cash flows in Chapter 2, but for now you
should know that free cash flow is:

ECF = Sales _ Operating _ Operating _ Required investments
revenues costs taxes in new operating capital

A company’s value depends on its ability to generate free cash flows, but a company
must spend money to make money. For example, cash must be spent on R&D, marketing
research, land, buildings, equipment, employee training, and many other activities before
the subsequent cash flows become positive. Where do companies get this cash? For start-
ups, it comes directly from investors. For mature companies, some of it comes directly
from new investors, and some comes indirectly from current shareholders when profit
is reinvested rather than paid out as dividends. As stated previously, these cash providers
expect a rate of return to compensate them for the timing and risk inherent in their claims
on future cash flows. This rate of return from an investor’s perspective is a cost from the
company’s point of view. Therefore, the rate of return required by investors is called the
weighted average cost of capital (WACC).

The following equation defines the relationship between a firm’s value, its free cash
tlows, and its cost of capital:

FCF, FCF, FCF, FCF
Value = + - 4o 4 > (1-1)
(1 + WACC)! (1 + WACC)> (1 + WACC)® (1 + WACC)”

We will explain how to use this equation in later chapters, but for now it is enough to
understand that a company’s value is determined by the size, timing, and risk of its ex-
pected future free cash flows.

If the expected future free cash flows and the cost of capital incorporate all relevant
information, then the value defined in Equation 1-1 is called the intrinsic value; it is
also called the fundamental value. If investors have all the relevant information, the
market price, which is the price that we observe in the financial markets, should be
equal to the intrinsic value. Whether or not investors have the relevant information
depends on the quality and transparency of financial reporting for the company and
for the financial markets. This is an important issue that we will address throughout
the book.
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