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xii

Prefacepreface

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, MindTapTM 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 
f lows), 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.

re source
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.
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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.

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 xvii

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.1 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.2 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.

1To 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.
2To 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.

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 xix

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 MindTap 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 CogneroTM 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 CogneroTM 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.

ACknoWledGMents
This book reflects the efforts of a great many people over a number of years. In addition 
to our immediate colleagues, we appreciate very much the many helpful comments and 
suggestions we receive from professors who use our book in their classes. Professors Greg 
Faulk, Anthony Gu, Andrew Mose, Chee Ng, John Stieven, and Serge Wind have been 
especially helpful, providing many hints and tips for improving the learning points in our 
textbook.

Many professors and professionals who are experts on specific topics reviewed 
earlier versions of individual chapters or groups of chapters, and we are grateful for their 
insights; in addition, we would like to thank those whose reviews and comments on 
earlier editions and companion books have contributed to this edition: Mike Adler, Syed 
Ahmad, Sadhana M. Alangar, Ed Altman, Mary Schary Amram, Anne Anderson, Bruce 
Anderson, Ron Anderson, Bob Angell, Vince Apilado, Henry Arnold, Nasser Arshadi, 
Bob Aubey, Abdul Aziz, Gil Babcock, Peter Bacon, Kent Baker, Tom Bankston, Les 
Barenbaum, Charles Barngrover, Michael Barry, Bill Beedles, Moshe Ben-Horim, Omar  
M. Benkato, Bill Beranek, Tom Berry, Bill Bertin, Roger Bey, Dalton Bigbee, John Bildersee, 
Rahul Bishnoi, Eric Blazer, Russ Boisjoly, Keith Boles, Gordon R. Bonner, Geof Booth, 
Kenneth Boudreaux, Helen Bowers, Oswald Bowlin, Don Boyd, G. Michael Boyd, Pat 
Boyer, Ben S. Branch, Joe Brandt, Elizabeth Brannigan, Greg Brauer, Mary Broske, Dave 
Brown, Kate Brown, Bill Brueggeman, Kirt Butler, Robert Button, Chris Buzzard, Bill 
Campsey, Bob Carleson, Severin Carlson, David Cary, Steve Celec, Don Chance, Antony 
Chang, Susan Chaplinsky, Jay Choi, S. K. Choudhury, Lal Chugh, Jonathan Clarke, Maclyn  
Clouse, Margaret Considine, Phil Cooley, Joe Copeland, David Cordell, John Cotner,  
Charles Cox, David Crary, John Crockett, Roy Crum, Brent Dalrymple, Bill Damon, Joel 
Dauten, Steve Dawson, Sankar De, Miles Delano, Fred Dellva, Anand Desai, Bernard 
Dill, Greg Dimkoff, Les Dlabay, Mark Dorfman, Gene Drycimski, Dean Dudley, David  
Durst, Ed Dyl, Dick Edelman, Charles Edwards, John Ellis, Dave Ewert, John Ezzell, 
Richard Fendler, Michael Ferri, Jim Filkins, John Finnerty, Susan Fischer, Mark Flannery,  
Steven Flint, Russ Fogler, E. Bruce Frederickson, Dan French, Tina Galloway, Partha  
Gangopadhyay, Phil Gardial, Michael Garlington, Sharon H. Garrison, Jim Garvin, Adam 
Gehr, Jim Gentry, Stuart Gillan, Philip Glasgo, Rudyard Goode, Myron Gordon, Walt 
Goulet, Bernie Grablowsky, Theoharry Grammatikos, Ed Grossnickle, John Groth, Alan 
Grunewald, Manak Gupta, Sam Hadaway, Don Hakala, Janet Hamilton, Sally Hamilton,  
Gerald Hamsmith, William Hardin, John Harris, Paul Hastings, Patty Hatfield, Bob  
Haugen, Steve Hawke, Del Hawley, Hal Heaton, Robert Hehre, John Helmuth, George 
Hettenhouse, Hans Heymann, Kendall Hill, Roger Hill, Tom Hindelang, Linda  
Hittle, Ralph Hocking, J. Ronald Hoffmeister, Jim Horrigan, John Houston, John 
Howe, Keith Howe, Hugh Hunter, Steve Isberg, Jim Jackson, Vahan Janjigian, Kurt 
Jesswein, Kose John, Craig Johnson, Keith Johnson, Steve Johnson, Ramon Johnson,  
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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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3

C h a p t e r  1

An Overview of Financial 
Management and the 
Financial Environment

In a global beauty contest for companies, the winner is . . . Apple.
Or at least Apple is the most admired company in the world, according to Fortune 

magazine’s annual survey. The others in the global top ten are Amazon.com, Starbucks, 
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.

w w w
See http://fortune.com 
/worlds-most-admired 
-companies for updates 
on the rankings.

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.



4 Part 1 The Company and Its Environment

This chapter should give you an idea of what financial management is all about, includ-
ing an overview of the financial markets in which corporations operate. Before going into 
details, let’s look at the big picture. 

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.

S e l f - t e S t

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 f lows 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. 

re source
The textbook’s Web site 
has tools for teaching, 
learning, and conducting 
financial research.
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Chapter 1 An Overview of Financial Management and the Financial Environment 5

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 f lows.

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

S e l f - t e S t

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. 

Figure 1-1
Providers and Users: Cash Now versus Claims on Risky Future Cash

Provider:
Person or organization
with cash now

Cash now

Claim on risky future cash

User:
Person or organization
with opportunities to
convert cash now into
cash later
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6 Part 1 The Company and Its Environment

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.1 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.2 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 

1About 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.
2The SEC is a government agency created in 1934 to regulate matters related to investors, including the regula-
tion of stock markets.

w w w
For updates on IPO 
activity, see www 
.renaissancecapital 
.com/IPO-Center. Also, 
see Professor Jay Ritter’s 
Web site for additional IPO 
data and analysis, https://
site.warrington.ufl.edu 
/ritter/ipo-data/.
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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.3 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 IPO 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.4 

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.

3For 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.
4See 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 f lows: 
(1) The size of the expected future cash f lows is important—bigger is better. (2) The 
timing of cash f lows counts—cash received sooner is more valuable than cash that 
comes later. (3) The risk of the cash f lows matters—safer cash f lows are worth more than 
uncertain cash f lows. Therefore, managers can increase their firm’s value by increas-
ing the size of the expected cash f lows, 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:

FCF 5  
Sales

revenues 2
Operating

costs  2
Operating

taxes  2  
Required investments

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 
flows, and its cost of capital:

Value 5
FCF1

(1 1 WACC)1 1
FCF2

(1 1 WACC)2 1
FCF3

(1 1 WACC)3 1 Á 1
FCF

`

(1 1 WACC)`
(1-1)

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 f lows 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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