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MindTap for Fundamentals 
of Financial Management
MindTap, featuring all-new Excel Online integration powered by Microsoft, is a complete 

digital solution for the corporate finance course. It has enhancements that take students 

from learning basic financial concepts to actively engaging in critical-thinking applications, 

while learning valuable Excel skills for their future careers.

EvErything you nEEd in onE placE. 
Cut prep time with MindTap preloaded, organized course materials. Teach more efficiently  
with interactive multimedia, assignments, quizzes, and more. 

EmpowEr your studEnts to rEach thEir potEntial. 
Built-in metrics provide insight into student engagement. Identify topics needing extra 
instruction. Instantly communicate with struggling students to speed progress. 

your coursE. your contEnt. 
MindTap gives you complete control over your course. You can rearrange textbook chapters, add 
your own notes, and embed a variety of content—including Open Educational Resources (OER).

a dEdicatEd tEam, whEnEvEr you nEEd it. 
MindTap is backed by a personalized team eager to help you every step of the way. We’ll help  
set up your course, tailor it to your specific objectives, and stand by to provide support. 

iii
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practicE problEms
All of the end-of-chapter problems are available in algorithmic format for either student practice 
of applying content presented in the chapter or alternative graded assignment. MindTap is a 
highly customizable assessment delivery platform, so you can pick and choose from a large bank 
of algorithmic problem sets to assign to your students.

bluEprint practicE problEms
Blueprint Practice Problems combine conceptual and 
application-driven problems with a tutorial emphasis. 
Students will know with certainty their level of competency 
for every chapter, which will improve course outcomes. 

Elevate Critical thinking through a 
variety of unique assessment tools

iv
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gradEd homEwork
MindTap offers an assignable, algorithmic 
homework tool that is based on our 
proven and popular Aplia product for 
Finance. These homework problems 
include rich explanations and instant 
grading, with opportunities to try 
another algorithmic version of the 

problem to bolster 
confidence with 
problem solving.

FinancE in action casEs
MindTap offers a series of Finance  
in Action analytical cases that assess 
students’ ability to perform higher- 

level problem solving  
and critical thinking/ 
decision making.

tEsting
Mindtap offers the 
ability to modify 
existing assignments 
and to create new 
assignments by 
adding questions 
from the Test Bank.

v
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Cengage Learning and Microsoft have partnered in MindTap to provide students with a 

uniform, authentic Excel assignment experience. It provides instant feedback, built-in video 

tips, and easily accessible spreadsheet work. These features allow you to spend more time 

teaching finance applications and less time teaching and troubleshooting Excel. 

These new algorithmic activities offer pre-populated data directly in Microsoft Excel Online,  
which runs seamlessly on all major platforms and browsers. Students each receive their own 
version of the problem data in order to use Excel Online to perform the necessary financial 
analysis calculations. Their work is constantly saved in Cengage cloud storage as part of 
homework assignments in MindTap. It’s easily retrievable so students can review their answers 
without cumbersome file management and numerous downloads/uploads.

Access to Excel Online 
as used in these 
activities is completely 
free for students as part 
of the MindTap course 
for Fundamentals of 
Financial Management, 
16e. It is not in any way 
connected to personal 
Office 365 accounts/
local versions of Excel, 
nor are Microsoft 
accounts required to  
complete these 
activities in MindTap.

Microsoft Excel Online  
activities are aimed 
at meeting students 
where they are with 
unparalleled support 
and immediate 
feedback. 

                          Building valuable Excel skills for future  
business careers while making data-driven decisions

vi
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ExcEl vidEo tips
Each activity includes a walk-
through video of a similar problem 
being worked in Excel Online to 
offer suggested formulas to use for 
solving the problem. It also offers 
tips and strategies, which assist 
in understanding the underlying 
financial concepts while working 
within Excel.

calculation  
stEps and  
ExcEl solutions
Each activity offers 
configurable displays 
that include the correct 
answers, the manual 
calculation steps, and 
an Excel solution (with 
suggested formulas) 
that matches the exact 
version of the problem 
the student received. 
Students can check 
their work against the 
correct solution to 
identify improvement 
areas. Instructors always 
have access to review the student’s answers and Excel work from the MindTap progress app to 
better assist in error analysis and troubleshooting.

Microsoft Excel Online activities aimed at meeting
students where they are with unparalleled 

support and immediate feedback

vii
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Encouraging those ‘aha!’ moments with all new

Exploring Finance visualizations

All-new in MindTap for Fundamentals of Financial Management, 16e, Exploring Finance 

activities offer instructors and students interactive visualizations that engage with  

“lean forward” interactivity. Exploring Finance activities provide instructors visual, 

interactive tools that can be used to help students “see” the statistical concept being 

presented directly within MindTap.
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ix

Exploring Finance visualizations are 
found at the chapter level of the 
MindTap learning path for easy retrieval 
in class to show on projector screens. 

Exploring Finance visualizations have a pre-built activity in the learning path within MindTap 
that allows students to manipulate the values and then respond to questions that reinforce 
their understanding of the concept being 
conveyed. These activities can be assigned 
as practice or for a grade and often offer an 
interactive, conceptual activity immediately 
reinforcing student understanding.
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adaptivE whErE  
it counts
The new Adaptive 
Test Prep App helps 
students prepare 
for test success by 
allowing them to 
generate multiple 
practice tests across 
chapters until they 
have confidence 
they have mastered 
the material.

The adaptive test program grades 
practice tests and indicates the areas 
that have or have not been mastered. 
Students are presented with an 

Adaptive Study 
Plan that takes 
them directly 
to the pertinent 
pages in the text 
where the practice 
question materials 
are referenced.

help students prepare for exam success with
adaptive test Prep, only available in mindtap
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FEEdback is kEy
Students also receive robust explanations of the problems to assist in further understanding. 
Many of the quantitative test questions feature video feedback that offers students step-by-
step instruction to reinforce their understanding and bolster their confidence.
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getting Down the Basics 
is important

In order for you to take students further into the applications of finance, it’s important 

that they have a firm handle on the basic concepts and methods used. In MindTap for 

Fundamentals of Financial Management, we provide students with just-in-time tools  

that—coupled with your guidance—ensure that 

they build a solid foundation.

prEparing For FinancE
Students are more confident and prepared when they 
have the opportunity to brush up on their knowledge 
of the prerequisite concepts required to be successful 
in finance. Tutorials/problems to review prerequisite 
concepts that students should know. Topics covered 
include Accounting, Economics, Mathematics, and 
Statistics, as well as coverage of various Financial 
Calculators and Excel.

WHY IS THIS  
IMPORTANT TO ME? 
For many students, the idea of taking  
finance is intimidating. Beyond that, students 
report that they become more engaged 
with the course material when they see 
its relevance in business. The “Why is this 
important to me?” activity asks the student 
to complete a short self-assessment activity 
to demonstrate how they may already have 
personal knowledge about the important 
finance concepts they will learn in the 
chapter material. It is intended to help the 
student, especially the non-finance major, 
better understand the relevance in the 
financial concepts they will learn.
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problEm walk-through vidEos
Embedded in the interactive MindTap 
Reader and linked to select problems 
in MindTap, Problem Walk-Through 
Videos provide step-by-step instructions 
designed to walk students through 
solving a problem from start to finish. 
Students can play and replay the 
tutorials as they work through homework 
assignments or prepare for quizzes and 
tests—almost as though they had you 
by their side the whole time. Ideal for 
homework, study outside the classroom, 
or distance learning, Problem Walk-
Through Videos extend your reach to 
give students extra instructional help 
whenever and wherever it’s most useful. 

concEpt clips
Embedded throughout 
the new interactive 
MindTap Reader, 
Concept Clips present 
key finance topics 
to students in an 
entertaining and 
memorable way 
via short animated 
video clips. These 
video animations 
provide students with 
auditory and visual 
representation of the 
important terminology 
for the course.
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Customizable Course and 
                         mobile on-the-go study tools  
                    based on Your needs
MindTap for Fundamentals of Financial Management, 16e offers features that allow you to 

customize your course based on the topics you cover.

lEarning path 
customization
The learning path is structured 
by chapter so you can easily 
hide activities you wish to not 
cover, or change the order 
to better align with your 
course syllabus. RSS feeds and 
YouTube links can easily be 
added to the learning path or 
embedded directly within the 
MindTap Reader. 

mindtap ErEadEr 
Provides Convenience
Students can read their full course eBook on their 
smartphone. This means they can complete reading 
assignments anyplace, anytime. They can take notes, 
highlight important passages, and have their text 
read aloud, whether they are on- or off-line.

MindTap 

Mobile
Empower 

students to  

learn on their 

terms—anytime, 

anywhere,  

on- or off-line.
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thE gradEbook
Keep Students Motivated
Students can instantly see their grades 
and how they are doing in the course. 
If they didn’t do well on an assignment, 
they can implement the flashcards and 
practice quizzes for that chapter.

notiFications
Keep Students Connected
Students want their smartphones to help them 
remember important dates and milestones—
for both the social and academic parts of their 
lives. The MindTap Mobile App pushes course 
notifications directly to them, making them 
more aware of what’s ahead with:

  Due date reminders
  Changes to activity due dates, score 

updates, and instructor comments
  Messages from their instructor
  Technical announcements about  

the platform

Flashcards and Quizzing
Cultivate Confidence and Elevate Outcomes
Students have instant access to readymade flashcards specific to their course. They can also create 
flashcards tailored to their own learning needs. Study games present a fun and engaging way to 
encourage recall of key concepts. Students can use pre-built quizzes or generate a self-quiz from 
any flashcard deck.
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crEatE a sEamlEss usEr ExpEriEncE
With LMS Integration, your students are ready to learn on the first day of class. In just a few 
simple steps, both you and your students can access Cengage resources using a LMS login.

contEnt customization with dEEp linking
Focus student attention on what matters most. Use our Content Selector to create a unique 
learning path that blends your content with links to learning activities, assignments, and more.

automatic gradE synchronization*
Need to have your course grades recorded in your LMS gradebook? No problem. Simply  
select the activities you want synched, and grades will automatically be recorded in your  
LMS gradebook.

* Grade synchronization is currently available with Blackboard, BrightSpace (powered by D2L), Canvas, and Angel 8.

LMS 
Integration

Cengage’s LMS 

Integration is designed 

to help you seamlessly 

integrate our digital 

resources within your 

institution’s Learning 

Management System. 

LMS integration is available with the Learning 

Management Systems instructors use most. Our integrations work with 

any LMS that supports IMS Basic LTI Open Standards. Enhanced features, 

including grade synchronization, are the result of active collaborations 

with our LMS partners.

xvi

Copyright 2022 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

xvii

Preface xxviii
About the Authors xxxix

Part 1 Introduction to Financial Management 1
Chapter 1 An Overview of Financial Management 2
Chapter 2 Financial Markets and Institutions 29

Part 2 Fundamental Concepts in Financial Management 63
Chapter 3 Financial Statements, Cash Flow,  

and Taxes 64
Chapter 4 Analysis of Financial Statements 108
Chapter 5 Time Value of Money 151

Part 3 Financial Assets 195
Chapter 6 Interest Rates 196
Chapter 7 Bonds and Their Valuation 231
Chapter 8 Risk and Rates of Return 273
Chapter 9 Stocks and Their Valuation 319

Part 4 Investing in Long-Term Assets: Capital Budgeting 359
Chapter 10 The Cost of Capital 360
Chapter 11 The Basics of Capital Budgeting 389
Chapter 12 Cash Flow Estimation and Risk Analysis 421
Chapter 13 Real Options and Other Topics in Capital 

Budgeting 454

Part 5 Capital Structure and Dividend Policy 477
Chapter 14 Capital Structure and Leverage 478
Chapter 15 Distributions to Shareholders: Dividends  

and Share Repurchases 521

Part 6 Working Capital Management, Financial  
Forecasting, and Multinational Financial 
Management 557
Chapter 16 Working Capital Management 558
Chapter 17 Financial Planning and Forecasting 598
Chapter 18 Multinational Financial Management 625

Part 7 Special Topics in Financial Management 663
Chapter 19 Derivatives and Risk Management 664

Copyright 2022 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.



xviii Brief Contents

Chapter 20 Hybrid Financing: Preferred Stock,  
Leasing, Warrants, and Convertibles 708

Chapter 21 Mergers and Acquisitions 740

Appendixes
APPENDIX A Solutions to Self-Test Questions  

and Problems A-1
APPENDIX B Answers to Selected  

End-of-Chapter Problems B-1
APPENDIX C Selected Equations and Tables C-1

Index I-1

Copyright 2022 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.



xix

Contents
Preface xxviii
About the Authors xxxix

Part 1
Introduction to Financial  
Management 1

ChaPtEr 1
an overview of Financial management 2
Striking the Right Balance 2

PUTTING THINGS IN PERSPECTIVE 4
1-1 What is Finance? 4

1-1A Areas of Finance 4
1-1B Finance Within an Organization 5
1-1C  Finance Versus Economics and 

Accounting 5
1-2 Jobs in Finance 6
1-3 Forms of Business Organization 7
1-4 The Main Financial Goal: Creating Value 

for Investors 9
1-4A Determinants of Value 9
1-4B Intrinsic Value 11
1-4C  Consequences of Having a Short-Run 

Focus 12
1-5 Stockholder–Manager Conflicts 13

1-5A Compensation Packages 13
Are CEOs Overpaid? 14
1-5B Direct Stockholder Intervention 14
1-5C Managers’ Response 16

1-6 Stockholder–Debtholder Conflicts 17
1-7  Balancing Shareholder Interests 

and the Interests of Society 18
Investing In Socially Responsible Funds 19

1-8 Business Ethics 21
1-8A What Companies are Doing 22
1-8B Consequences of Unethical Behavior 22
1-8C  How Should Employees Deal  

With Unethical Behavior? 24

TYING IT ALL TOGETHER 25

ChaPtEr 2
Financial markets and institutions 29
The Economy Depends on a Strong Financial System 29

PUTTING THINGS IN PERSPECTIVE 30
2-1 The Capital Allocation Process 31
2-2 Financial Markets 33

2-2A Types of Markets 33
2-2B Recent Trends 34
Changing Technology Has Transformed  
Financial Markets 37

2-3 Financial Institutions 39
Lower Fees Motivate Investors to Move
Toward Index Funds 42
Securitization Has Dramatically Transformed  
the Banking Industry 46

2-4 The Stock Market 47
2-4A Physical Location Stock Exchanges 47
Global Perspectives: The NYSE and NASDAQ Go 
Global 48
2-4B  Over-the-Counter (OTC) and the 

NASDAQ Stock Markets 49
2-5 The Market for Common Stock 50

2-5A Types of Stock Market Transactions 50
Initial Buzz Surrounding IPOs Doesn’t Always 
Translate Into Long-Lasting Success 51

2-6 Stock Markets and Returns 52
2-6A Stock Market Reporting 53
2-6B Stock Market Returns 54
Measuring the Market 55

2-7 Stock Market Efficiency 56
2-7A Behavioral Finance Theory 58
2-7B  Conclusions About Market  

Efficiency 59

TYING IT ALL TOGETHER 60

intEgratED CasE smyth Barry & Company 62

Part 2
Fundamental Concepts in  
Financial Management 63

ChaPtEr 3
Financial statements, Cash Flow, 
and taxes 64
Unlocking the Valuable Information in Financial 
Statements 64

PUTTING THINGS IN PERSPECTIVE 65
3-1 Financial Statements and Reports 66

Global Perspectives: Global Accounting Standards: 
Will It Ever Happen? 67 

3-2 The Balance Sheet 67
3-2A Allied’s Balance Sheet 69
A Quick Glance at the Aggregate Balance Sheets  
of Households and Nonprofits, 2000–2019 74

3-3 The Income Statement 75

Copyright 2022 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.



xx Contents

3-4 Statement of Cash Flows 77
3-5 Statement of Stockholders’ Equity 80
3-6  Uses and Limitations of Financial 

Statements 81
3-7 Free Cash Flow 82

Free Cash Flow Is Important for Businesses  
Both Small and Large 85

3-8 MVA and EVA 85
3-9 Income Taxes 87

Congress Passes Sweeping Tax Reform Act in 
2017 87
3-9A Individual Taxes 89
3-9B Corporate Taxes 92
Corporate Tax Rates Around the World 92

TYING IT ALL TOGETHER 96

intEgratED CasE D’leon inc., Part i 103

taking a Closer look
Exploring Dunkin’ Brands Group’s Financial 
Statements 107

ChaPtEr 4
analysis of Financial statements 108
Can You Make Money Analyzing Stocks? 108

PUTTING THINGS IN PERSPECTIVE 109
4-1 Ratio Analysis 110
4-2 Liquidity Ratios 111

4-2A Current Ratio 111
Financial Analysis on the Internet 112
4-2B Quick, or Acid Test, Ratio 113

4-3 Asset Management Ratios 114
4-3A Inventory Turnover Ratio 114
4-3B Days Sales Outstanding 115
4-3C Fixed Assets Turnover Ratio 116
4-3D Total Assets Turnover Ratio 116

4-4 Debt Management Ratios 117
4-4A Total Debt to Total Capital 119
4-4B Times-Interest-Earned Ratio 119

4-5 Profitability Ratios 120
4-5A Operating Margin 120
4-5B Profit Margin 121
4-5C Return on Total Assets 121
4-5D Return on Common Equity 122
4-5E Return on Invested Capital 122
4-5F Basic Earning Power (BEP) Ratio 123

4-6 Market Value Ratios 123
4-6A Price/Earnings Ratio 124
4-6B Market/Book Ratio 124
4-6C Enterprise Value/EBITDA Ratio 125

4-7 Tying the Ratios Together: 
The DuPont Equation 126
Microsoft Excel: A Truly EssentIal Tool 128

4-8 Potential Misuses of ROE 128

Economic Value Added (EVA) versus Net 
Income 129

4-9 Using Financial Ratios to Assess 
Performance 130
4-9A Comparison to Industry Average 131
4-9B Benchmarking 132
4-9C Trend Analysis 133

4-10 Uses and Limitations of Ratios 134
Looking for Warning Signs Within  
the Financial Statements 136

4-11 Looking Beyond the Numbers 136

TYING IT ALL TOGETHER 138

intEgratED CasE D’leon inc., Part ii 147

taking a Closer look
Conducting A Financial Ratio Analysis on HP Inc. 150

WEB aPPEnDiX 4a
Common Size and Percent Change Analyses

ChaPtEr 5
time Value of money 151
Will You Be Able to Retire? 151

PUTTING THINGS IN PERSPECTIVE 152
5-1 Time Lines 153
5-2 Future Values 154

5-2A Step-By-Step Approach 154
5-2B Formula Approach 155
5-2C Financial Calculators 155
Simple versus Compound Interest 155
5-2D Spreadsheets 156
Hints on Using Calculators 158
5-2E  Graphic View of the Compounding 

Process 158
5-3 Present Values 160

5-3A  Graphic View of the Discounting 
Process 162

5-4 Finding the Interest Rate, I 163
5-5 Finding the Number of Years, N 164
5-6 Annuities 164
5-7 Future Value of an Ordinary Annuity 165
5-8 Future Value of an Annuity Due 168
5-9 Present Value of an Ordinary Annuity 169

5-10 Finding Annuity Payments, Periods, 
and Interest Rates 171
5-10A Finding Annuity Payments, PMT 171
5-10B Finding the Number of Periods, N 172
5-10C Finding the Interest Rate, I 173

5-11 Perpetuities 174
5-12 Uneven Cash Flows 174
5-13 Future Value of an Uneven Cash 

Flow Stream 176
5-14 Solving for I with Uneven Cash Flows 177

Copyright 2022 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.



xxiContents

5-15 Semiannual and Other Compounding 
Periods 178

5-16 Comparing Interest Rates 180
5-17 Fractional Time Periods 183
5-18 Amortized Loans 183

TYING IT ALL TOGETHER 185

intEgratED CasE First national Bank 193

WEB aPPEnDiX 5a
Continuous Compounding and Discounting

WEB aPPEnDiX 5B
Growing Annuities

Part 3
Financial Assets 195

ChaPtEr 6
interest rates 196
Interest Rates Fall to Historic Lows 196

PUTTING THINGS IN PERSPECTIVE 197
6-1 The Cost of Money 198
6-2 Interest Rate Levels 199
6-3 The Determinants of Market Interest 

Rates 203
6-3A  The Real Risk-Free Rate of Interest, r* 203
6-3B  The Nominal, or Quoted, Risk-Free Rate  

of Interest, rRF 5 r* 1 IP 204
6-3C Inflation Premium (IP) 204
6-3D Default Risk Premium (DRP) 205
6-3E Liquidity Premium (LP) 206
6-3F  Interest Rate Risk and the Maturity  

Risk Premium (MRP) 206
An Almost Riskless Treasury Bond 207

6-4 The Term Structure of Interest Rates 209
6-5 What Determines the Shape  

of the Yield Curve? 211
The Links between Expected Inflation  
and Interest Rates: A Closer Look 213

6-6 Using the Yield Curve to Estimate Future 
Interest Rates 215

6-7 Macroeconomic Factors That Influence 
Interest Rate Levels 218
6-7A Federal Reserve Policy 218
6-7B Federal Budget Deficits or Surpluses 219
6-7C International Factors 219
6-7D Business Activity 220
Does An Inverted Yield Curve Signal  
That a Recession Is Coming? 221

6-8 Interest Rates and Business Decisions 222

TYING IT ALL TOGETHER 224

intEgratED CasE morton handley  
& Company 229

taking a Closer look
Using The New York Times Bond Market Page  
and FINRA Bond Center Websites to Understand  
Interest Rates 230

ChaPtEr 7
Bonds and their Valuation 231
Sizing Up Risk in the Bond Market 231

PUTTING THINGS IN PERSPECTIVE 232
7-1 Who Issues Bonds? 233
7-2 Key Characteristics of Bonds 234

7-2A Par Value 234
7-2B Coupon Interest Rate 234
7-2C Maturity Date 235
7-2D Call Provisions 235
7-2E Sinking Funds 236
7-2F Other Features 237

7-3 Bond Valuation 237
7-4 Bond Yields 241

7-4A Yield to Maturity 242
7-4B Yield to Call 243

7-5 Changes in Bond Values over  
Time 245

7-6 Bonds with Semiannual Coupons 248
7-7 Assessing a Bond’s Riskiness 250

7-7A Price Risk 251
7-7B Reinvestment Risk 252
7-7C  Comparing Price Risk and Reinvestment 

Risk 253
7-8 Default Risk 255

7-8A Various Types of Corporate Bonds 255
7-8B Bond Ratings 256
7-8C Bankruptcy and Reorganization 261

7-9 Bond Markets 262
Accrued Interest and the Pricing of Coupon 
Bonds 263

TYING IT ALL TOGETHER 265

intEgratED CasE Western money  
management inc. 271

taking a Closer look
Using Online Resources to Understand the Impact of 
Interest Rates on Bond Valuation 272

WEB aPPEnDiX 7a
Zero Coupon Bonds

WEB aPPEnDiX 7B
Bond Risk and Duration

WEB aPPEnDiX 7C
Bankruptcy and Reorganization

Copyright 2022 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.



xxii Contents

ChaPtEr 8
risk and rates of return 273
Managing Risk in Difficult Times 273

PUTTING THINGS IN PERSPECTIVE 274
8-1 The Risk-Return Trade-Off 275
8-2 Stand-Alone Risk 277

8-2A  Statistical Measures of Stand-Alone 
Risk 278

8-2B  Measuring Stand-Alone Risk:  
the Standard Deviation 280

8-2C  Using Historical Data to Measure 
Risk 281

8-2D  Other Measures of Stand-Alone Risk: The 
Coefficient of Variation and The Sharpe 
Ratio 282

8-2E Risk Aversion and Required Returns 284
The Historical Trade-Off between Risk and 
Return 285

8-3 Risk in a Portfolio Context: The CAPM 286
8-3A Expected Portfolio Returns, r⁄p 287
8-3B Portfolio Risk 288
Adding More Stocks Doesn’t Always Reduce  
the Risk of Your Portfolio 292
8-3C  Risk in a Portfolio Context: The Beta 

Coefficient 292
Global Perspectives: The Benefits of Diversifying 
Overseas 297
Recent Study Highlights the Importance  
of Diversification 298

8-4 The Relationship between Risk  
and Rates of Return 298
Estimating the Market Risk Premium 301
8-4A The Impact of Expected Inflation 303
8-4B Changes in Risk Aversion 304
8-4C Changes in a Stock’s Beta Coefficient 305

8-5 Some Concerns about Beta and the 
CAPM 306

8-6 Some Concluding Thoughts: Implications 
for Corporate Managers and Investors 307

TYING IT ALL TOGETHER 308

intEgratED CasE merrill Finch inc. 316

taking a Closer look
Using Past Information to Estimate Required Returns 318

WEB aPPEnDiX 8a
Calculating Beta Coefficients

ChaPtEr 9
stocks and their Valuation 319
Searching for the Right Stock 319

PUTTING THINGS IN PERSPECTIVE 320
9-1 Legal Rights and Privileges  

of Common Stockholders 320

9-1A Control of the Firm 320
9-1B The Preemptive Right 322
Are “Smart Beta” Funds a Smart Idea? 323

9-2 Types of Common Stock 323
9-3 Stock Price versus Intrinsic Value 324

9-3A  Why Do Investors and Companies  
Care About Intrinsic Value? 325

9-4 The Discounted Dividend Model 326
9-4A  Expected Dividends as the Basis  

for Stock Values 328
9-5 Constant Growth Stocks 329

9-5A  Illustration of a Constant Growth 
Stock 330

9-5B Dividends versus Growth 331
9-5C  Which is Better: Current Dividends or 

Growth? 333
9-5D  Required Conditions for the Constant  

Growth Model 333
9-6 Valuing Nonconstant Growth Stocks 334

The Coronavirus and the Stock Market 336
Evaluating Stocks that Don’t Pay Dividends 339

9-7 Enterprise-Based Approach to 
Valuation 340
9-7A The Corporate Valuation Model 340
9-7B  Comparing the Corporate Valuation  

and Discounted Dividend Models 343
Other Approaches to Valuing Common Stocks 344

9-8 Preferred Stock 345

TYING IT ALL TOGETHER 346

intEgratED CasE mutual of Chicago insurance 
Company 352

taking a Closer look
Estimating ExxonMobil Corporation’s Intrinsic Stock 
Value 353

aPPEnDiX 9a
Stock Market Equilibrium 355

Part 4
Investing in Long-Term Assets:  
Capital Budgeting 359

ChaPtEr 10
the Cost of Capital 360
Creating Value at Disney 360

PUTTING THINGS IN PERSPECTIVE 361
10-1 An Overview of the Weighted Average 

Cost of Capital (WACC) 362
10-2 Basic Definitions 363
10-3 Cost of Debt, rd(12T) 365
10-4 Cost of Preferred Stock, rp 366

Copyright 2022 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.



xxiiiContents

10-5 Cost of Retained Earnings, rs 367
10-5A CAPM Approach 368
10-5B  Bond-Yield-Plus-Risk-Premium 

Approach 369
10-5C  Dividend-Yield-Plus-Growth-Rate, 

or Discounted Cash Flow (DCF), 
Approach 370

10-5D  Averaging the Alternative  
Estimates 371

10-6 Cost of New Common Stock, re 372
10-6A  Add Flotation Costs to a Project’s 

Cost 372
10-6B Increase the Cost of Capital 373
10-6C  When Must External Equity Be 

Used? 374
10-7 Composite, or Weighted Average,  

Cost of Capital, WACC 375
10-8 Factors That Affect the WACC 375

10-8A Factors the Firm Cannot Control 375
Some Real-World Estimates of the WACC 376
10-8B Factors the Firm Can Control 377

10-9 Adjusting the Cost of Capital for  
Risk 377

10-10 Some Other Problems with Cost  
of Capital Estimates 379

TYING IT ALL TOGETHER 380

intEgratED CasE Coleman technologies inc. 386

taking a Closer look
Calculating 3M’s Cost of Capital 387

WEB aPPEnDiX 10a
The Cost of New Common Stock and WACC

ChaPtEr 11
the Basics of Capital Budgeting 389
Companies Struggle to Make Investments in the Face of 
Changing Technology and Market Conditions 389

PUTTING THINGS IN PERSPECTIVE 390
11-1 An Overview of Capital Budgeting 391
11-2 Net Present Value (NPV) 393
11-3 Internal Rate of Return (IRR) 396

Why NPV Is Better than IRR 399
11-4 Multiple Internal Rates of Return 399
11-5 Reinvestment Rate Assumptions 401
11-6 Modified Internal Rate of Return 

(MIRR) 402
11-7 NPV Profiles 406
11-8 Payback Period 409
11-9 Conclusions on Capital Budgeting 

Methods 411
11-10 Decision Criteria Used in Practice 412

TYING IT ALL TOGETHER 413

intEgratED CasE allied Components 
Company 419

ChaPtEr 12
Cash Flow Estimation and risk  
analysis 421
Home Depot Carefully Evaluates New Investments 421

PUTTING THINGS IN PERSPECTIVE 422
12-1 Conceptual Issues in Cash  

Flow Estimation 423
12-1A  Free Cash Flow versus Accounting 

Income 423
12-1B Timing of Cash Flows 424
12-1C Incremental Cash Flows 424
12-1D Replacement Projects 424
12-1E Sunk Costs 425
12-1F  Opportunity Costs Associated  

with Assets the Firm Owns 425
12-1G Externalities 426

12-2 Analysis of an Expansion Project 427
12-2A  Effect of Different Depreciation Rates 430
12-2B Cannibalization 430
12-2C Opportunity Costs 430
12-2D Sunk Costs 430
12-2E Other Changes to the Inputs 430

12-3 Replacement Analysis 431
12-4 Risk Analysis in Capital Budgeting 433
12-5 Measuring Stand-Alone Risk 434

12-5A Sensitivity Analysis 435
12-5B Scenario Analysis 436
12-5C Monte Carlo Simulation 438

12-6 Within-Firm and Beta Risk 439
12-7 Unequal Project Lives 440

12-7A Replacement Chains 440
12-7B  Equivalent Annual Annuities  

(EAA) 440
12-7C  Conclusions about Unequal  

Lives 442

TYING IT ALL TOGETHER 442

intEgratED CasE allied Food  
Products 451

WEB aPPEnDiX 12a
Tax Depreciation

WEB aPPEnDiX 12B
Refunding Operations

WEB aPPEnDiX 12C
Using the CAPM to Estimate the Risk-Adjusted  
Cost of Capital

WEB aPPEnDiX 12D
Techniques for Measuring Beta Risk

Copyright 2022 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.



xxiv Contents

ChaPtEr 13
real options and other topics in Capital 
Budgeting 454
Anheuser-Busch Used Real Options to Enhance Its 
Value 454

PUTTING THINGS IN PERSPECTIVE 455
13-1 Introduction to Real Options 455
13-2 Growth (Expansion) Options 456
13-3 Abandonment/Shutdown  

Options 459
13-4 Investment Timing Options 461
13-5 Flexibility Options 463
13-6 The Optimal Capital Budget 464
13-7 The Post-Audit 468

TYING IT ALL TOGETHER 469

intEgratED CasE 21st Century Education 
Products 474

Part 5
Capital Structure  
and Dividend Policy 477

ChaPtEr 14
Capital structure and leverage 478
Debt: Rocket Booster or Anchor? Caterpillar Inc. 478

PUTTING THINGS IN PERSPECTIVE 479
14-1 Book, Market, or “Target” Weights? 479

14-1A Measuring the Capital Structure 480
14-1B  Capital Structure Changes Over 

Time 482
14-2 Business and Financial Risk 483

14-2A Business Risk 483
14-2B Factors That Affect Business Risk 485
14-2C Operating Leverage 485
14-2D Financial Risk 489

14-3 Determining the Optimal Capital 
Structure 494
14-3A  WACC and Capital Structure 

Changes 494
14-3B The Hamada Equation 495
14-3C The Optimal Capital Structure 498
Yogi Berra on the MM Proposition 500

14-4 Capital Structure Theory 500
14-4A The Effect of Taxes 501
14-4B The Effect of Potential Bankruptcy 502
14-4C Trade-off Theory 502
14-4D Signaling Theory 503
14-4E  Using Debt Financing to Constrain 

Managers 504
14-4F Pecking Order Hypothesis 505

14-4G Windows of Opportunity 506
14-5 Checklist for Capital Structure  

Decisions 506
14-6 Variations in Capital Structures 509

TYING IT ALL TOGETHER 510

intEgratED CasE Campus Deli inc. 517
taking a Closer look
Exploring the Capital Structures for Four Restaurant 
Companies 520

WEB aPPEnDiX 14a
Degree of Leverage

ChaPtEr 15
Distributions to shareholders: 
Dividends and share repurchases 521
Apple Continues to Unload Part of Its Vast Cash 
Hoard 521

PUTTING THINGS IN PERSPECTIVE 522
15-1 Dividends versus Capital Gains: What Do 

Investors Prefer? 523
15-1A  Dividend Irrelevance Theory 523
15-1B  Reasons Some Investors Prefer 

Dividends 524
15-1C  Reasons Some Investors Prefer Capital 

Gains 524
15-2 Other Dividend Policy Issues 525

15-2A  Information Content, or Signaling, 
Hypothesis 525

15-2B Clientele Effect 526
15-3 Establishing the Dividend Policy 

in Practice 527
15-3A  Setting the Target Payout Ratio: The 

Residual Dividend Model 527
Coronavirus Concerns Spur Many Companies to  
Reduce or Suspend Their Dividends 529
15-3B  Earnings, Cash Flows, and 

Dividends 533
Global Perspectives: Dividend Yields around  
the World 535
15-3C Payment Procedures 536

15-4 Dividend Reinvestment Plans 538
15-5  Summary of Factors Influencing  

Dividend Policy 539
15-5A Constraints 539
15-5B Investment Opportunities 540
15-5C Alternative Sources of Capital 540 
15-5D Effects of Dividend Policy on rs 541

15-6 Stock Dividends and Stock Splits 541
15-6A Stock Splits 541
15-6B Stock Dividends 542
15-6C Effect on Stock Prices 542

15-7 Stock Repurchases 543
15-7A The Effects of Stock Repurchases 544
15-7B Advantages of Repurchases 546

Copyright 2022 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.



xxvContents

15-7C Disadvantages of Repurchases 546
Stock Repurchases Come Under Attack 547
15-7D Conclusions on Stock  
Repurchases 548

TYING IT ALL TOGETHER 548

intEgratED CasE southeastern steel 
Company 554

taking a Closer look
Apple’s Dividend Policy 555

WEB aPPEnDiX 15a
The Residual Dividend Model: An Example

Part 6
Working Capital Management, 
Financial Forecasting, and 
Multinational Financial 
Management 557

ChaPtEr 16
Working Capital management 558
Successful Firms Efficiently Manage Their Working 
Capital 558

PUTTING THINGS IN PERSPECTIVE 559
16-1 Background on Working Capital 559
16-2 Current Assets Investment Policies 560
16-3 Current Assets Financing Policies 562

16-3A  Maturity Matching, or “Self-
Liquidating,” Approach 562

16-3B Aggressive Approach 562
16-3C Conservative Approach 564
16-3D  Choosing between The  

Approaches 564
16-4 The Cash Conversion Cycle 565

16-4A Calculating the Targeted CCC 565
16-4B  Calculating the CCC From Financial 

Statements 566
Some Real-World Examples of the Cash  
Conversion Cycle 567

16-5 The Cash Budget 570
16-6 Cash and Marketable Securities 573

16-6A Currency 574
16-6B  Demand Deposits 574
16-6C Marketable Securities 575

16-7 Inventories 577
16-8 Accounts Receivable 578

16-8A Credit Policy 578
16-8B  Setting And Implementing the Credit 

Policy 579
16-8C Monitoring Accounts Receivable 580

16-9 Accounts Payable  
(Trade Credit) 581
A Difficult Balancing Act 583

16-10 Bank Loans 584
16-10A Promissory Note 584
16-10B Line of Credit 585
16-10C Revolving Credit Agreement 586
16-10D Costs of Bank Loans 586

16-11 Commercial Paper 588
16-12 Accruals (Accrued Liabilities) 589
16-13 Use of Security in Short-Term 

Financing 589

TYING IT ALL TOGETHER 590

intEgratED CasE ski Equipment inc. 595

WEB aPPEnDiX 16a
Inventory Management

WEB aPPEnDiX 16B
Short-Term Loans and Bank Financing

ChaPtEr 17
Financial Planning and Forecasting 598
Effective Forecasting Is an Important Component  
of Strong Performance 598

PUTTING THINGS IN PERSPECTIVE 599
17-1 Strategic Planning 600
17-2 The Sales Forecast 602
17-3 The AFN Equation 603

17-3A Excess Capacity Adjustments 607
17-4 Forecasted Financial Statements 608

17-4A Part I. Inputs 608
17-4B  Part II. Forecasted Income  

Statement 611
17-4C Part III. Forecasted Balance Sheet 611
17-4D Part IV. Ratios and EPS 612
17-4E  Using the Forecast to Improve 

Operations 612
17-5 Using Regression to Improve 

Forecasts 613
17-6 Analyzing the Effects of Changing 

Ratios 614
17-6A Modifying Accounts Receivable 614
17-6B Modifying Inventories 615
17-6C Other “Special Studies” 615

TYING IT ALL TOGETHER 615

intEgratED CasE new World  
Chemicals inc. 621

taking a Closer look
Forecasting the Future Performance of Abercrombie  
& Fitch 624

Copyright 2022 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.



xxvi Contents

WEB aPPEnDiX 17a
Forecasting Financial Requirements When Financial 
Ratios Change

ChaPtEr 18
multinational Financial 
management 625
U.S. Firms Look Overseas to Enhance Shareholder 
Value 625

PUTTING THINGS IN PERSPECTIVE 626
18-1 Multinational, or Global,  

Corporations 626
President Trump Imposes  
New Tariffs 629

18-2 Multinational versus Domestic Financial 
Management 630
A New Era of Deglobalization? 632

18-3 The International Monetary System 632
18-3A International Monetary Terminology 633
18-3B Current Monetary Arrangements 634
Brexit Shakes Europe 635

18-4 Foreign Exchange Rate Quotations 636
18-4A Cross Rates 636
18-4B Interbank Foreign Currency 
Quotations 637

18-5 Trading in Foreign Exchange 638
18-5A Spot Rates and Forward Rates 638

18-6 Interest Rate Parity 640
18-7 Purchasing Power Parity 642

Hungry For a Big Mac? Go to South Africa 644
18-8 Inflation, Interest Rates,  

and Exchange Rates 646
18-9 International Money  

and Capital Markets 647
18-9A International Credit Markets 647
Stock Market Indexes around the World 648
18-9B International Stock Markets 649

18-10 Investing Overseas 649
Global Perspectives: Measuring Country 
Risk 650
Global Perspectives: Investing in International 
Stocks 650

18-11 International Capital Budgeting 652
18-12 International Capital Structures 654

TYING IT ALL TOGETHER 656

intEgratED CasE Citrus Products  
inc. 660

taking a Closer look
Using the Internet to Follow Exchange Rates and 
International Indexes 661

Part 7
Special Topics in Financial  
Management 663

ChaPtEr 19
Derivatives and risk management 664
Using Derivatives to Manage Risk 664

PUTTING THINGS IN PERSPECTIVE 665
19-1 Reasons to Manage Risk 666

CFOs Assess the Costs and Benefits  
of Risk Management 668

19-2 Background on Derivatives 669
19-3 Options 671

19-3A Option Types and Markets 671
19-3B  Factors That Affect the Value of a Call 

Option 673
19-3C Exercise Value versus Option Price 673

19-4 Introduction to Option Pricing 
Models 676
Expensing Executive Stock Options 679

19-5 The Black-Scholes Option Pricing Model 
(OPM) 679
19-5A OPM Assumptions and Equations 679
19-5B OPM Illustration 681
Using the VIX As a Measure of Investors’ Fears 682

19-6 Forward and Futures Contracts 684
19-7 Other Types of Derivatives 688

19-7A Swaps 688
Credit Instruments Create New Opportunities  
and Risks 689
19-7B Structured Notes 689
19-7C Inverse Floaters 691

19-8 Using Derivatives to Reduce Risks 691
19-8A Security Price Exposure 691
19-8B Futures 692
19-8C Swaps 693
19-8D  Commodity Price Exposure 694
19-8E  The Use and Misuse of  

Derivatives 694
19-9 Risk Management 695

19-9A  An Approach to Risk  
Management 696

PWC’s Guide for Assessing and Managing Risk 697

TYING IT ALL TOGETHER 699

intEgratED CasE tropical sweets inc. 703

taking a Closer look
Facebook, Inc.: Call and Put Option Pricing and Interest 
Rate Futures 704

aPPEnDiX 19a
Valuation of Put Options 706

Copyright 2022 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.



xxvii  Contents

ChaPtEr 20
hybrid Financing: Preferred stock, 
leasing, Warrants, and Convertibles 708
Tesla’s Investors Love the Convertible 708

PUTTING THINGS IN PERSPECTIVE 709
20-1 Preferred Stock 709

20-1A Basic Features 710
Preferred Stock: Does It Make Sense  
for Individual Investors? 711
20-1B Adjustable-Rate Preferred Stock 712
20-1C  Advantages and Disadvantages  

of Preferred Stock 712
20-2 Leasing 713

20-2A Financial Statement Effects 713
New Lease Guidance: ASC 842 714
20-2B Evaluation By the Lessee 715
20-2C  Other Factors That Affect Leasing 

Decisions 718
20-3 Warrants 719

20-3A  Initial Market Price of a Bond with 
Warrants 720

20-3B Use of Warrants in Financing 721
20-3C  The Component Cost of Bonds with 

Warrants 722
20-3D Problems with Warrant Issues 722

20-4 Convertibles 723
20-4A  Conversion Ratio and Conversion 

Price 724
20-4B  The Component Cost of 

Convertibles 725
20-4C Use of Convertibles in Financing 728
20-4D  Convertibles Can Reduce Agency 

Costs 729
20-5 A Final Comparison of Warrants  

and Convertibles 729
20-6 Reporting Earnings When Warrants  

or Convertibles Are Outstanding 730

TYING IT ALL TOGETHER 731

intEgratED CasE Fish & Chips inc., Part i 736

intEgratED CasE Fish & Chips inc., Part ii    737

taking a Closer look
Using the Internet to Follow Hybrid Securities 738

ChaPtEr 21
mergers and acquisitions 740
Disney Expands Its Media Empire 740

PUTTING THINGS IN PERSPECTIVE 741
21-1 Rationale for Mergers 742

21-1A Synergy 742

21-1B Tax Considerations 742
21-1C  Purchase of Assets Below Their  

Replacement Cost 743
21-1D Diversification 743
21-1E Managers’ Personal Incentives 743
21-1F Breakup Value 744

21-2 Types of Mergers 744
21-3 Level of Merger Activity 744
21-4 Hostile versus Friendly Takeovers 746
21-5 Merger Analysis 748

21-5A Valuing the Target Firm 748
21-5B Setting the Bid Price 751
More Than Just Financial Statements 753
21-5C Post-Merger Control 754

21-6 The Role of Investment Bankers 755
21-6A Arranging Mergers 755
21-6B Developing Defensive Tactics 756
21-6C Establishing a Fair Value 756
21-6D Financing Mergers 757
21-6E Arbitrage Operations 757

21-7 Do Mergers Create Value?  
The Empirical Evidence 757
The Track Record of Large Mergers 759

21-8 Corporate Alliances 759
21-9 Private Equity Investments 760

21-10 Divestitures 760
21-10A Types of Divestitures 761
21-10B Divestiture Illustrations 761

TYING IT ALL TOGETHER 763

intEgratED CasE smitty’s home repair 
Company 766

WEB aPPEnDiX 21a
Merger Regulation

WEB aPPEnDiX 21B
Holding Companies

Appendixes
APPENDIX A Solutions to Self-Test 

Questions and Problems A-1
APPENDIX B Answers to Selected  

End-of-Chapter Problems B-1
APPENDIX C Selected Equations  

and Tables C-1

Index I-1

Copyright 2022 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.



xxviii

Preface
When the first edition of Fundamentals was published 43 years ago, we wanted to 
provide an introductory text that students would find interesting and easy to un-
derstand. Fundamentals immediately became the leading undergraduate finance 
text, and it has maintained that position ever since. Our continuing goal with this 
edition is to produce a book and ancillary package that sets a new standard for 
finance textbooks.

Finance is an exciting and continually changing field. Since the last edition, 
many important changes have occurred within the global financial environment. 
In the midst of this changing environment, it is certainly an interesting time to be a 
finance student. In this latest edition, we highlight and analyze the events leading 
to these changes from a financial perspective. Although the financial environment 
is ever changing, the tried-and-true principles that the book has emphasized over 
the past four decades are now more important than ever.

Structure of the Book
Our target audience is a student taking his or her first, and perhaps only, finance 
course. Some of these students will decide to major in finance and go on to take 
courses in investments, money and capital markets, and advanced corporate 
finance. Others will choose marketing, management, or some other nonfinance 
business major. Still others will major in areas other than business and take fi-
nance plus a few other business courses to gain information that will help them 
in law, real estate, or other fields.

Our challenge has been to provide a book that serves all of these audiences 
well. We focus on the core principles of finance, including the basic topics of time 
value of money, risk analysis, and valuation. In each case, we address these topics 
from two points of view: (1) that of an investor who is seeking to make intelligent 
investment choices and (2) that of a business manager trying to maximize the 
value of his or her firm’s stock. Both investors and managers need to understand 
the same set of principles, so the core topics are important to students regardless 
of what they choose to do after they finish the course.

In planning the book’s structure, we first listed the core topics in finance 
that are important to virtually everyone. Included were an overview of financial 
markets, methods used to estimate the cash flows that determine asset values, the 
time value of money, the determinants of interest rates, the basics of risk analysis, 
and the basics of bond and stock valuation procedures. We cover these core topics 
in the first nine chapters. Next, because most students in the course will probably 
work for a business firm, we want to show them how the core ideas are imple-
mented in practice. Therefore, we go on to discuss cost of capital, capital budget-
ing, capital structure, dividend policy, working capital management, financial 
forecasting, international operations, risk management, hybrids, and mergers and 
acquisitions.

Non-finance majors sometimes wonder why they need to learn finance. As  
we have structured the book, it quickly becomes obvious to everyone why they 
need to understand time value, risk, markets, and valuation. Virtually all stu-
dents enrolled in the basic course expect at some point to have money to invest, 
and they quickly realize that the knowledge gained from Chapters 1 through 9 
will help them make better investment decisions. Moreover, students who plan 
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to go into the business world soon realize that their own success requires that 
their firms be successful, and the topics covered in Chapters 10 through 21 will 
be helpful here. For example, good capital budgeting decisions require accurate 
forecasts from people in sales, marketing, production, and human resources, and  
non-financial people need to understand how their actions affect the firm’s profits 
and future performance.

Organization of the Chapters:  
A Valuation Focus
As we discuss in Chapter 1, in an enterprise system such as that of the United 
States, the primary goal of financial management is to maximize their firms’ 
values. At the same time, we stress that managers should not do “whatever it 
takes” to increase the firm’s stock price. Managers have a responsibility to behave 
ethically, and when striving to maximize value, they must abide by constraints 
such as not polluting the environment, not engaging in unfair labor practices, not 
breaking the antitrust laws, and the like. In Chapter 1, we discuss the concept of 
valuation, explain how it depends on future cash flows and risk, and show why 
value maximization is good for society in general. This valuation theme runs 
throughout the text.

Stock and bond values are determined in the financial markets, so an under-
standing of those markets is essential to anyone involved with finance. Therefore, 
Chapter 2 covers the major types of financial markets, the rates of return that 
investors have historically earned on different types of securities, and the risks 
inherent in these securities. This information is important for anyone working in 
finance, and it is also important for anyone who has or hopes to own any financial 
assets. In this chapter, we also highlight how this environment has changed in the 
aftermath of the financial crisis and the ongoing coronavirus pandemic.

Asset values depend in a fundamental way on earnings and cash flows as 
reported in the accounting statements. Therefore, we review those statements in 
Chapter 3 and then, in Chapter 4, show how accounting data can be analyzed and 
used to measure how well a company has operated in the past and how well it is 
likely to perform in the future.

Chapter 5 covers the time value of money (TVM), perhaps the most funda-
mental concept in finance. The basic valuation model, which ties together cash 
flows, risk, and interest rates, is based on TVM concepts, and these concepts are 
used throughout the remainder of the book. Therefore, students should allocate 
plenty of time for studying Chapter 5.

Chapter 6 deals with interest rates, a key determinant of asset values. We 
discuss how interest rates are affected by risk, inflation, liquidity, the supply of 
and demand for capital in the economy, and the actions of the Federal Reserve. 
The discussion of interest rates leads directly to the topics of bonds in Chapter 7 
and stocks in Chapters 8 and 9, where we show how these securities (and all other 
financial assets) are valued using the basic TVM model.

The background material provided in Chapters 1 through 9 is essential to 
both investors and corporate managers. These are finance topics, not business 
or corporate finance topics as those terms are commonly used. Thus, Chapters 1  
through 9 concentrate on the concepts and models used to establish values, 
whereas Chapters 10 through 21 focus on specific actions managers can take to 
maximize their firms’ values.

Because most business students don’t plan to specialize in finance, they might 
think the business finance chapters are not particularly relevant to them. This is 
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most decidedly not true, and in the later chapters we show that all really impor-
tant business decisions involve every one of a firm’s departments—marketing, 
accounting, production, and so on. Although a topic such as capital budgeting can 
be thought of as a financial issue, marketing people provide inputs on likely unit 
sales and sales prices; manufacturing people provide inputs on costs; and so on. 
Moreover, capital budgeting decisions influence the size of the firm, its products, 
its profits, and its stock price, and those factors affect all of the firm’s employees, 
from the CEO to the mail room staff.

Innovations for the Sixteenth Edition
A great deal has happened in the financial markets and corporate America since 
the 15th edition was published. In this 16th edition, we have made several impor-
tant changes to reflect this dynamic environment. Here is a brief summary of the 
more significant changes.

1. Today’s students are tomorrow’s business, government, and non-profit 
leaders, and it is essential that they understand the key principles of finance 
and the important role that financial markets and institutions have on our 
economy. Since the last edition, a number of key events have significantly 
influenced the financial markets and finance in general. Most notably, the 
coronavirus pandemic has dramatically transformed the world economy, 
and has had a significant impact on large parts of our society. As we high-
light in the text, many of these changes have affected many elements of 
financial decision making, and some of these changes may be long-lasting. 
Other major events include the surprise election of President Donald J. 
Trump in November 2016, the uncertainty surrounding the 2020 election, 
and civil unrest in the United States. Not surprisingly, these events have 
influenced business decisions and government policy, and they have had a 
dramatic effect on financial markets. The Federal Reserve has pushed interest 
rates to historically low levels in response to the pandemic, and it anticipates 
that it will keep rates low until it is confident that the economy has weath-
ered recent events. We have also witnessed considerable volatility in the 
stock market. Following a dramatic five and a half year run-up, the market 
reached record-high levels, just before the pandemic hit. In the early days 
of the pandemic there was a major collapse in stock prices, but the market 
quickly rebounded and was once again approaching record-high levels in 
October 2020. Throughout the 16th edition, we discuss these events and 
their implications for financial markets and corporate managers, and we 
use these examples to illustrate the importance of the key concepts covered 
in Fundamentals for investors, businesses, and even government officials.

2. In December 2017, Congress passed the Tax Cuts and Jobs Act (TCJA). We 
have described the act’s key features and have highlighted its important 
impacts throughout the text. More specifically, in Chapter 3 (Financial 
Statements, Cash Flow, and Taxes), we incorporate the act’s effects in our 
newly revised illustrative financial statements and in our discussion of 
individual and corporate tax rates and tax provisions. In Chapter 10 (The 
Cost of Capital), we discuss a firm’s capital components and the new 
law’s impact on a firm’s after-tax cost of debt and therefore its WACC. In 
Chapter 12 (Cash Flow Estimation and Risk Analysis), we demonstrate the 
act’s impact on a project’s free cash flows due to immediate 100% expens-
ing of certain new and used business assets and the lower corporate tax 
rate. In Chapter 14 (Capital Structure and Leverage), we show the lower 
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corporate tax rate’s impact on a firm’s optimal capital structure. In  
Chapter 15 (Distributions to Shareholders: Dividends and Share Repur-
chases), we discuss the change in corporate dividend exclusion percent-
ages. In Chapter 17 (Financial Planning and Forecasting), we demonstrate 
the lower corporate tax rate’s impact on a firm’s forecasted financial state-
ments and related forecasted ratios. In Chapter 20 (Hybrid Financing: Pre-
ferred Stock, Leasing, Warrants, and Convertibles), we illustrate the impacts of 
bonus depreciation and the lower corporate tax rate on lease analysis. Finally, 
we have also revised the relevant end-of-chapter problems and have updated 
our various ancillaries to take into account the effects of the recent act.

3. In the 16th edition, we also continue to highlight the important influences 
of increased globalization and changing technology. These influences 
have not only created new opportunities, but they have also generated 
new sources of risk for individuals and businesses. Notably, since the last 
edition, we have seen the phenomenal increase in the stock prices of the 
FANG (Facebook, Amazon, Netflix, and Google’s parent Alphabet). We 
have also witnessed the initial public offerings of SNAP and Alibaba, the 
disrupting forces  
of Uber and Airbnb, the continued rise of Bitcoin and other cryptocurren-
cies, and several high-profile mergers.

4. Instructors and students continually impress upon us the importance of 
having interesting and relevant real-world examples. Throughout the  
16th edition we have added several new examples where recent events 
help illustrate the key concepts covered in the text. We have added a 
number of new boxes discussing chapter concepts impacting real-world 
companies, such as Chapter 3: “A Quick Glance at the Aggregate Balance 
Sheets of Households and Nonprofits, 2000-2019”; Chapter 3: “Congress 
Passes Sweeping Tax Reform Act in 2017”; Chapter 3: “Corporate Tax Rates 
Around the World”; Chapter 6 vignette: “Interest Rates Fall to Historic 
Lows”; Chapter 6: “Does an Inverted Yield Curve Signal That a Recession is 
Coming?”; Chapter 8: “Recent Study Highlights the Importance of Diversi-
fication”; Chapter 9: “The Coronavirus and the Stock Market”; Chapter 15: 
“Coronavirus Concerns Spur Many Companies to Reduce or Suspend Their 
Dividends”; Chapter 15: “Stock Repurchases Come under Attack”; Chapter 
18: “President Trump Imposes New Tariffs”; Chapter 18: “A New Era of De-
globalization”; Chapter 20: “New Lease Guidance: ASC 842; and Chapter 21 
vignette: “Disney Expands Its Media Empire.” We have also expanded and 
updated the many tables where we present real-world data, and we have 
updated our “Taking A Closer Look” Problems. Finally, as is always the 
case, we have made significant changes to many of the opening vignettes 
that precede each chapter.

5. Behavioral finance theory continues to have an important influence on the 
academic literature and it has in many ways reshaped the way that many 
of us think about financial markets and corporate finance. In addition, we 
continue to highlight the importance of securitization, the role of deriva-
tives, and the increasing importance of hedge funds, mutual funds, and 
private equity firms.

6. In Chapter 1, we added the marginal definitional term and discussed envi-
ronmental, social, and governance (ESG) measures.

7. In Chapter 4, we revised the definition of the inventory turnover ratio to 
reflect real-world practices and financial publications that measure the 
inventory turnover ratio using cost of goods sold in the numerator rather 
than sales. Therefore, we use cost of goods sold in our calculation. We have 
updated end-of-chapter problems and computer models to reflect this 
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change. In addition, we also expanded the discussion of the EV/EBITDA 
ratio to clarify the meaning of other financial claims.

8. In Chapter 13, we added more discussion to capital rationing along with a 
new table that emphasizes that the optimal project selection would be the 
one that maximizes NPV, recognizing that because of capital rationing the 
true optimal capital budget cannot be reached. A related end of-chapter 
problem was added.

9. We updated the exchange rate data in Chapter 18 to reflect what’s currently 
going on in the world. All figures and text discussion have been updated 
accordingly, including “Hungry for a Big Mac? Go to South Africa” “Stock 
Market Indexes Around the World,” and “Investing in International 
Stocks” boxes.

10. In Chapter 20, we streamlined and updated the lease discussion to reflect the 
implementation of the new lease guidance, ASC 842. The lease analysis reflects 
the impact of bonus depreciation and a lowered corporate tax rate from the 
TCJA. In addition, we have added breakeven lease analysis and discussion.

When revising the text, we always rely heavily on a team of reviewers who 
offer suggestions for making the text more readable and relevant to students. We 
give special thanks to these reviewers later in the preface; their comments and 
recommendations certainly helped us improve this 16th edition.

Digital Solutions for the Sixteenth Edition
Changing technology and new ideas have had an exciting and dramatic influ-
ence on the ways we teach finance. Innovative instructors are developing and 
utilizing different classroom strategies, and new technology has allowed us to 
present key material in a more interesting and interactive fashion. As textbook 
authors, we think these new developments are tremendously exciting, and we 
have worked closely with our publisher’s top team of innovative content and 
media developers, who have created a whole new set of revolutionary prod-
ucts for the 16th edition.

minDtaP™
MindTap™, Cengage Learning’s fully online, highly personalized learning expe-
rience combines readings, multimedia activities, and assessments into a singular 
Learning Path. MindTap™ guides students through their course with ease and en-
gagement with a learning path that includes an Interactive Chapter Reading, Prob-
lem Demonstrations, Blueprint Problems, Excel Online Problems, and Homework 
Assignment powered by Aplia. These homework problems include rich explana-
tions and instant grading, with opportunities to try another algorithmic version of 
the problem to bolster confidence with problem solving. Instructors can person-
alize the Learning Path for their students by customizing the robust suite of the 
Sixteenth Edition resources and adding their own content via apps that integrate 
into the MindTap™ framework seamlessly with Learning Management Systems.

nEW! ViDEo lEssons
All new video lessons have been added to MindTap to help students learn funda-
mental topics in corporate finance. Fully algorithmic to provide ample practice, 
each lesson includes several steps that build conceptual understanding through 
use of video, ‘chunked’ instructional narrative, and practice exercises with rich 
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feedback. Students answer a series of questions with each required step ensur-
ing they build foundational knowledge along the way. These modules serve as 
good supplements to assign along readings or as pre-class activities to build 
more foundational knowledge prior to more involved homework assignments or 
application-oriented problems.

nEW! algorithmiC tEst BanK
Over 600+ algorithmic test bank questions have been added to MindTap to 
provide more flexibility, variety, and support for online exams or higher stakes 
assignments.  

nEW! auto-graDED EXCEl® CasE ProBlEms
Comprehensive Excel spreadsheet problems from the textbook are now available 
as auto-graded, algorithmic case assignments within MindTap. Involving deeper 
analysis and what-if scenarios to encourage decision-making and analytical skills, 
these problems provide a natural capstone to the chapter promote mastery.

nEW! uPDatED minDtaP lEarning Path  
The learning path has been optimized and streamlined to group learning  
activities, video, and other interactive assignments and study materials into 
“Learn It”, “Study It’, and “Apply It” sections. This reorganization better reflects 
the intended progression of learning for each chapter unit and supports more con-
sistency with MindTap courses students may be using for other classes. Estimated 
time to completion has been added to select activity and homework descriptions 
to better improve time on task information for both students and instructors.

EXCEl onlinE ProBlEms
Microsoft Excel Online activities provide students with an opportunity to work 
auto-gradable, algorithmic homework problems directly in their browser using 
Excel Online. Students receive instant feedback on their Excel work, including “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 integration represents a 
direct collaboration between Cengage and Microsoft to strengthen and support the 
development of Microsoft Office education skills for success in the workplace.

aDaPtiVE tEst PrEP
Adaptive Test Prep allows students to create practice quizzes covering mul-
tiple chapters in a lowstakes environment. Students receive immediate feed-
back so they know where they need additional help, and the test bank–like 
questions prepare students for what to expect on the exam. With many ques-
tions offered per chapter, students can create multiple unique practice quizzes 
within MindTap.

EXPloring FinanCE
Exploring Finance offers instructors and students interactive visualizations that 
engage with “lean forward” interactivity. Exploring Finance offers instructors  
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visual, interactive tools that they can use to help students “see” the financial con-
cept being presented directly within MindTap.

QuiCK lEssons
Embedded throughout the new interactive eReader, finance Quick Lessons pres-
ent fundamental key topics to students in an entertaining and memorable way via 
short animated video clips. Developed by Mike Brandl of The Ohio State Univer-
sity, these vocabulary animations provide students with a memorable auditory 
and visual representation of the important terminology for the course.

EVEn morE ProBlEm WalK-throughs
More than 150 Problem Walk-Through videos are embedded in the interactive 
MindTap eReader and 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.

CognEro™ 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 solutions, create multiple test versions in an instant, and 
deliver tests from your LMS, your classroom, or wherever you want. Revised 
to reflect concepts covered in the Sixteenth Edition, the Cognero™ Test Bank 
is tagged according to Tier I (AACSB Business Program Interdisciplinary 
Learning Outcomes) and Tier II (Finance specific) topic, Bloom’s Taxonomy, 
and difficulty level. In addition to these changes, we have also significantly 
updated and improved our more traditional ancillary package, which includes 
the Instructor’s Manual, Test Bank, Excel Chapter Models, Excel Chapter Inte-
grated Case Models, Excel Spreadsheet Problem Models, and PowerPoints for 
Chapter Integrated Cases.
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Valentine, Ethan Crist, Nadia Saloom, Brandon Foltz, Mark Hopkinson, Nathan 
Anderson, Michelle Kunkler and Renee Schnee helped greatly with all phases of 
the book’s development and production.

Errors in the Textbook
At this point, most authors make a statement such as this: “We appreciate all 
the help we received from the people listed above; but any remaining errors are, 
of course, our own responsibility.” And generally there are more than enough 
remaining errors! Having experienced difficulties with errors ourselves, both as 
students and instructors, we resolved to avoid this problem in Fundamentals. As 
a result of our detection procedures, we are convinced that few errors remain, 
but primarily because we want to detect any errors that may have slipped by so 
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that we can correct them in subsequent printings, we decided to offer a reward of  
$10 to the first person who reports an error in the printed textbook or the corre-
sponding e-book. For the purpose of this reward, errors 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 of opinion regarding grammatical or punctuation conventions do not 
qualify for this reward. Given the ever-changing nature of the World Wide Web, 
changes in web addresses also do not qualify as errors, although we would like 
to learn about them. Finally, any qualifying error that has follow-through effects 
is counted as two errors only. Please report any errors to Joel Houston through 
e-mail at bhfundamentals@gmail.com or by regular mail at the address below.

Conclusion
Finance is, in a real sense, the cornerstone of the enterprise system—good fi-
nancial management is vitally important to the economic health of all firms and 
hence to the nation and the world. Because of its importance, finance should be 
widely and thoroughly understood, but this is easier said than done. The field is 
complex, and it undergoes constant change due to shifts in economic conditions. 
All of this makes finance stimulating and exciting, but challenging and sometimes 
perplexing. We sincerely hope that this 16th Edition of Fundamentals will meet its 
own challenge by contributing to a better understanding of our financial system.

EUGENE F. BRIGHAM
JOEL F. HOUSTON
Warrington College of Business
University of Florida
P.O. Box 117168
Gainesville, FL 32611-7168

bhfundamentals@gmail.com

November 2020
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Chapter

11

Striking the Right Balance

In 1776, Adam Smith described how an “invisible 
hand” guides companies as they strive for profits, 
and that hand leads them to decisions that ben-
efit society. Smith’s insights led him to conclude 
that profit maximization is the right goal for a 
business and that the free enterprise system is 
best for society. But the world has changed since 
1776. Firms today are much larger, they operate 
globally, they have thousands of employees, 
and they are owned by millions of stockholders. 
This makes us wonder if the “invisible hand” still 
provides reliable guidance: Should companies 
still try to maximize profits, or should they take 
a broader view and more balanced actions 
designed to benefit customers, employees, sup-
pliers, and society as a whole?

Many academics and finance professionals 
today subscribe to the following modified ver-
sion of Adam Smith’s theory:

 ● A firm’s principal financial goal should be 
to maximize the wealth of its stockholders, 

which means maximizing the value of its 
stock.

 ● Free enterprise is still the best economic 
system for society as a whole. Under the free 
enterprise framework, companies develop 
products and services that people want and 
that benefit society.

 ● However, some constraints are needed—
firms should not be allowed to pollute the 
air and water, to engage in unfair employ-
ment practices, or to create monopolies that 
exploit consumers.

These constraints take a number of dif-
ferent forms. The first set of constraints is the 
costs that are assessed on companies if they 
take actions that harm society. Another set of 
constraints arises through the political process, 
where society imposes a wide range of regula-
tions that are designed to keep companies 
from engaging in harmful practices. Properly 
imposed, these costs fairly transfer value to 

An Overview of Financial Management

Philip Lange/Shutterstock.com
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suffering parties and help create incentives that help pre-
vent similar events from occurring in the future.

The financial crisis in 2007 and 2008 dramatically illus-
trates these points. We witnessed many Wall Street firms 
engaging in extremely risky activities that pushed the 
financial system to the brink of collapse. Saving the financial 
system required a bailout of the banks and other financial 
companies, and that bailout imposed huge costs on taxpay-
ers and helped push the economy into a deep recession. 
Apart from the huge costs imposed on society, the financial 
firms also paid a heavy price—a number of leading financial 
institutions saw a huge drop in their stock price, some failed 
and went out of business, and many Wall Street executives 
lost their jobs.

Arguably, these costs are not enough to prevent another 
financial crisis from occurring. Many maintain that the events 
surrounding the financial crisis illustrate that markets don’t 
always work the way they should and that there is a need for 
stronger regulation of the financial sector. For example, in his 
recent books, Nobel Laureate Joseph Stiglitz makes a strong 
case for enhanced regulation. At the same time, others with 
a different political persuasion continue to express concerns 
about the costs of excessive regulation.

Beyond the financial crisis, there is a broader question of 
whether laws and regulations are enough to compel firms to 
act in society’s interest. An increasing number of companies 
continue to recognize the need to maximize shareholder 
value, but they also see their mission as more than just making 
money for shareholders. Google’s parent company Alphabet’s 
motto is “Do the right thing—follow the law, act honorably, 
and treat each other with respect.” Consistent with this mis-
sion, the company has its own in-house foundation that each 
year makes large investments in a wide range of philanthropic 
ventures worldwide.

Microsoft is another good example of a company that 
has earned a reputation for taking steps to be socially respon-
sible. The company recently released its 2019 Corporate 
Social Responsibility Report. In an accompanying letter to 

shareholders, Microsoft CEO Satya Nadella highlighted its 
broader mission:

Our mission to empower every person and every orga-
nization on the planet to achieve more has never been 
more important. At a time when many are calling attention 
to the role technology plays in society broadly, our mission 
remains constant. It grounds us in the enormous opportunity 
and responsibility we have to ensure that the technology we 
create always benefits everyone on the planet, including the 
planet itself. Our platforms and tools help make small business-
es more productive, multinationals more competitive, non-
profits more effective, and governments more efficient. They 
improve healthcare and education outcomes, amplify human 
ingenuity, and allow people everywhere to reach higher.

Similarly, the Business Roundtable, a group of lead-
ing business executives, made news in 2019 when it put 
out a statement indicating that companies should explic-
itly account for the broader interests of stakeholders, not just 
focus exclusively on shareholders.

While many companies and individuals have taken 
very significant steps to demonstrate their commitments to 
being socially responsible, corporate managers frequently 
face a tough balancing act. Realistically, there will still be 
cases where companies face conflicts between their vari-
ous constituencies—for example, a company may enhance 
shareholder value by laying off some workers, or a change in 
policy may improve the environment but reduce shareholder 
value. We also have seen examples where leading tech com-
panies such as Facebook and Google have come under fire 
for their handling of their users’ private information. In each of 
these instances, managers have to balance these competing 
interests and different managers will clearly make different 
choices. More recently, virtually every organization has faced 
considerable pressure trying to manage their various con-
stituencies in the midst of the massive personal and economic 
dislocation resulting from the coronavirus pandemic. At the 
end of the day, all companies struggle to find the right bal-
ance. Enlightened managers recognize that there is more to 
life than money, but it often takes money to do good things.

Sources: “Microsoft 2019 Corporate Social Responsibility Report,” microsoft.com/en-us/corporate-responsibility/reports-hub, October 16, 
2019; “Microsoft 2019 Annual Report,” microsoft.com/investor/reports/ar19/index.html, October 16, 2019; “Business Roundtable  
Redefines the Purpose of a Corporation to Promote ‘An Economy That Serves All Americans,’” businessroundtable.org/business- 
roundtable-redefines-the-purpose-of-a-corporation-to-promote-an-economy-that-serves-all-americans, August 19, 2019; Kevin  
J. Delaney, “Google: From ‘Don’t Be Evil’ to How to Do Good,” The Wall Street Journal, January 18, 2008, pp. B1–B2; Joseph E. Stiglitz, FreeFall:  
America, Free Markets, and the Sinking of the World Economy (New York: W.W. Norton, 2010); and Joseph E. Stiglitz, The Price of Inequality  
(New York: W.W. Norton, 2012).
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PUTTING THINGS IN PERSPECTIVE

This chapter will give you an idea of what financial management is all about. We begin 
the chapter by describing how finance is related to the overall business environment, by 
pointing out that finance prepares students for jobs in different fields of business, and 
by discussing the different forms of business organization. For corporations, manage-
ment’s goal should be to maximize shareholder wealth, which means maximizing the 
value of the stock. When we say “maximizing the value of the stock,” we mean the “true, 
long-run value,” which may be different from the current stock price. In the chapter, we 
discuss how firms must provide the right incentives for managers to focus on long-run 
value maximization. Good managers understand the importance of ethics, and they 
recognize that maximizing long-run value is consistent with being socially responsible.

When you finish this chapter, you should be able to do the following:
 ● Explain the role of finance and the different types of jobs in finance.
 ● Identify the advantages and disadvantages of different forms of business 

organization.
 ● Explain the links between stock price, intrinsic value, and executive compensation.
 ● Identify the potential conflicts that arise within the firm between stockholders 

and managers and between stockholders and bondholders, and discuss the 
techniques that firms can use to mitigate these potential conflicts.

 ● Discuss the importance of business ethics and the consequences of unethical 
behavior.

1-1 What Is Finance?
Finance is defined by Webster’s Dictionary as “the system that includes the circula-
tion of money, the granting of credit, the making of investments, and the provision 
of banking facilities.” Finance has many facets, which makes it difficult to provide 
one concise definition. The discussion in this section will give you an idea of what 
finance professionals do and what you might do if you enter the finance field after 
you graduate.

1-1a areas OF FINaNCe
Finance as taught in universities is generally divided into three areas: (1) financial 
management, (2) capital markets, and (3) investments.

Financial management, also called corporate finance, focuses on decisions relat-
ing to how much and what types of assets to acquire, how to raise the capital 
needed to purchase assets, and how to run the firm so as to maximize its value. 
The same principles apply to both for-profit and not-for-profit organizations, and 
as the title suggests, much of this book is concerned with financial management.

Capital markets relate to the markets where interest rates, along with stock 
and bond prices, are determined. Also studied here are the financial institutions 
that supply capital to businesses. Banks, investment banks, stockbrokers, mutual 
funds, insurance companies, and the like bring together “savers” who have money 
to invest and businesses, individuals, and other entities that need capital for vari-
ous purposes. Governmental organizations such as the Federal Reserve System, 
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which regulates banks and controls the supply of money, and the Securities and 
Exchange Commission (SEC), which regulates the trading of stocks and bonds in 
public markets, are also studied as part of capital markets.

Investments relate to decisions concerning stocks and bonds and include a 
number of activities: (1) Security analysis deals with finding the proper values of 
individual securities (i.e., stocks and bonds). (2) Portfolio theory deals with the best 
way to structure portfolios, or “baskets,” of stocks and bonds. Rational investors 
want to hold diversified portfolios in order to limit risks, so choosing a properly 
balanced portfolio is an important issue for any investor. (3) Market analysis deals 
with the issue of whether stock and bond markets at any given time are “too 
high,” “too low,” or “about right.” Included in market analysis is behavioral finance, 
where investor psychology is examined in an effort to determine whether stock 
prices have been bid up to unreasonable heights in a speculative bubble or driven 
down to unreasonable lows in a fit of irrational pessimism.

Although we separate these three areas, they are closely interconnected. 
Banking is studied under capital markets, but a bank lending officer evaluating a 
business’ loan request must understand corporate finance to make a sound deci-
sion. Similarly, a corporate treasurer negotiating with a banker must understand 
banking if the treasurer is to borrow on “reasonable” terms. Moreover, a security 
analyst trying to determine a stock’s true value must understand corporate finance 
and capital markets to do his or her job. In addition, financial decisions of all types 
depend on the level of interest rates; so all people in corporate finance, investments, 
and banking must know something about interest rates and the way they are deter-
mined. Because of these interdependencies, we cover all three areas in this book.

1-1B FINaNCe WIthIN aN OrGaNIZatION
Most businesses and not-for-profit organizations have an organization chart simi-
lar to the one shown in Figure 1.1. The board of directors is the top governing 
body, and the chairperson of the board is generally the highest-ranking individual. 
The chief executive officer (CEO) comes next, but note that the chairperson of the 
board often also serves as the CEO. Below the CEO comes the chief operating 
officer (COO), who is often also designated as a firm’s president. The COO directs 
the firm’s operations, which include marketing, manufacturing, sales, and other 
operating departments. The chief financial officer (CFO), who is generally a senior 
vice president and the third-ranking officer, is in charge of accounting, finance, 
credit policy, decisions regarding asset acquisitions, and investor relations, which 
involves communications with stockholders and the press.

If the firm is publicly owned, the CEO and the CFO must both certify to the SEC 
that reports released to stockholders, and especially the annual report, are accurate. 
If inaccuracies later emerge, the CEO and the CFO could be fined or even jailed. This 
requirement was instituted in 2002 as a part of the Sarbanes-Oxley Act. The act was 
passed by Congress in the wake of a series of corporate scandals involving now-
defunct companies such as Enron and WorldCom, where investors, workers, and 
suppliers lost billions of dollars due to false information released by those companies.

1-1C FINaNCe VersUs eCONOMICs aND aCCOUNtING
Finance, as we know it today, grew out of economics and accounting. Economists 
developed the notion that an asset’s value is based on the future cash flows the 
asset will provide, and accountants provided information regarding the likely size 
of those cash flows. People who work in finance need knowledge of both eco-
nomics and accounting. Figure 1.1 illustrates that in the modern corporation, the 
accounting department typically falls under the control of the CFO. This further 
illustrates the link among finance, economics, and accounting.

The duties of the CFO have 
broadened over the years. 
CFO magazine’s online  
service, cfo.com, is an  
excellent source of timely 
finance articles intended to 
help the CFO manage those 
new responsibilities.

Sarbanes-Oxley Act
A law passed by 
Congress that requires 
the CEO and CFO to 
certify that their firms’ 
financial statements are 
accurate.
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1-2 Jobs in Finance
Finance prepares students for jobs in banking, investments, insurance, corporations, 
and government. Accounting students need to know marketing, management, and 
human resources; they also need to understand finance, for it affects decisions in all 
those areas. For example, marketing people propose advertising programs, but those 
programs are examined by finance people to judge the effects of the advertising on the 
firm’s profitability. So to be effective in marketing, one needs to have a basic knowl-
edge of finance. The same holds for management—indeed, most important manage-
ment decisions are evaluated in terms of their effects on the firm’s value.

It is also worth noting that finance is important to individuals regardless of 
their jobs. Some years ago most employees received pensions from their employ-
ers upon retirement, so managing one’s personal investments was not critically 
important. That’s no longer true. Most firms today provide “defined contribu-
tion” pension plans, where each year the company puts a specified amount of 
money into an account that belongs to the employee. The employee must decide 
how those funds are to be invested—how much should be divided among stocks, 
bonds, or money funds—and how much risk they’re willing to take with their 
stock and bond investments. These decisions have a major effect on people’s 
lives, and the concepts covered in this book can improve decision-making skills.

To find information about 
different finance careers, go 
to allbusinessschools.com/
business-careers/finance/
job-description. This website 
provides information about 
different finance areas.

F I G U R E  1 . 1 Finance within the Organization

Chief Operating Officer (COO)

Marketing, Production, Human
Resources, and Other Operating

Departments

Accounting, Treasury, Credit,
Legal, Capital Budgeting,

and Investor Relations

Board of Directors

Chief Financial Officer (CFO)

Chief Executive Officer (CEO)

What three areas of finance does this book cover? Are these areas independent of 
one another, or are they interrelated in the sense that someone working in one area 
should know something about each of the other areas? Explain.

Who is the CFO, and where does this individual fit into the corporate hierarchy? What 
are some of his or her responsibilities?

Does it make sense for not-for-profit organizations such as hospitals and universities 
to have CFOs? Why or why not?

What is the relationship among economics, finance, and accounting?

SelfTest
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1-3 Forms of Business Organization
The basics of financial management are the same for all businesses, large or 
small, regardless of how they are organized. Still, a firm’s legal structure affects 
its operations and thus should be recognized. There are four main forms of 
business organizations: (1) proprietorships, (2) partnerships, (3) corporations, 
and (4) limited liability companies (LLCs) and limited liability partnerships 
(LLPs). In terms of numbers, most businesses are proprietorships. However, 
based on the dollar value of sales, more than 80% of all business is done by cor-
porations.1 Because corporations conduct the most business and because most 
successful businesses eventually convert to corporations, we focus on them 
in this book. Still, it is important to understand the legal differences between 
types of firms.

A proprietorship is an unincorporated business owned by one individual. 
Going into business as a sole proprietor is easy—a person begins business 
operations. Proprietorships have three important advantages: (1) They are easy 
and inexpensive to form, (2) they are subject to few government regulations, 
and (3) they are subject to lower income taxes than are corporations. However, 
proprietorships also have three important limitations: (1) Proprietors have 
unlimited personal liability for the business’ debts, so they can lose more than 
the amount of money they invested in the company. You might invest $10,000 
to start a business but be sued for $1 million if, during company time, one of 
your employees runs over someone with a car. (2) The life of the business is 
limited to the life of the individual who created it, and to bring in new equity, 
investors require a change in the structure of the business. (3) Because of the 
first two points, proprietorships have difficulty obtaining large sums of capi-
tal; hence, proprietorships are used primarily for small businesses. However, 
businesses are frequently started as proprietorships and then converted to 
corporations when their growth results in the disadvantages outweighing the 
advantages.

A partnership is a legal arrangement between two or more people who 
decide to do business together. Partnerships are similar to proprietorships in that 
they can be established relatively easily and inexpensively. Moreover, the firm’s 
income is allocated on a pro rata basis to the partners and is taxed on an indi-
vidual basis. This allows the firm to avoid the corporate income tax. However, all 
of the partners are generally subject to unlimited personal liability, which means 
that if a partnership goes bankrupt and any partner is unable to meet his or her 
pro rata share of the firm’s liabilities, the remaining partners will be responsible 
for making good on the unsatisfied claims. Thus, the actions of a Texas partner 
can bring ruin to a millionaire New York partner who had nothing to do with the 
actions that led to the downfall of the company. Unlimited liability makes it dif-
ficult for partnerships to raise large amounts of capital.2

Proprietorship
An unincorporated 
business owned by 
one individual.

Partnership
An unincorporated 
business owned by two 
or more persons.

efinancialcareers.com pro-
vides finance career news and 
advice including information 
on who’s hiring in finance and 
accounting fields.

1Refer to “SOI Tax Stats–Integrated Business Data: Table 1. Number of Returns, Total Receipts, 
Business Receipts, Net Income (less deficit), Net Income, and Deficit, by Form of Business, Tax Years 
1980–2015,” IRS, Statistics of Income Division, irs.gov/statistics/soi-tax-stats-integrated-business 
-data, February 2020.
2Originally, there were just straightforward partnerships, but over the years lawyers have created a num-
ber of variations. We leave the variations to courses on business law, but we note that the variations are 
generally designed to limit the liabilities of some of the partners. For example, a limited partnership has a 
general partner, who has unlimited liability, and one or more limited partners, whose liability is limited 
to the amount of their investment. This sounds great from the standpoint of limited liability, but the 
limited partners must cede sole control to the general partner, which means that they have almost no say 
in the way the firm is managed. With a corporation, the owners (stockholders) have limited liability, but 
they also have the right to vote and thus change management if they think that a change is in order. Note 
too that LLCs and LLPs, discussed later in this section, are increasingly used in lieu of partnerships.
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A corporation is a legal entity created by a state, and it is separate and dis-
tinct from its owners and managers. It is this separation that limits stockholders’ 
losses to the amount they invested in the firm—the corporation can lose all of its 
money, but its owners can lose only the funds that they invested in the company. 
Corporations also have unlimited lives, and it is easier to transfer shares of stock 
in a corporation than one’s interest in an unincorporated business. These factors 
make it much easier for corporations to raise the capital necessary to operate large 
businesses. Thus, companies such as Hewlett-Packard and Microsoft generally 
begin as proprietorships or partnerships, but at some point they find it advanta-
geous to become a corporation.

A major drawback to corporations is taxes. Most corporations’ earnings are 
subject to double taxation—the corporation’s earnings are taxed, and then when its 
after-tax earnings are paid out as dividends, those earnings are taxed again as per-
sonal income to the stockholders. However, as an aid to small businesses, Congress 
created S corporations, which are taxed as if they were proprietorships or partner-
ships; thus, they are exempt from the corporate income tax.3 To qualify for S corpora-
tion status, a firm can have no more than 100 stockholders, which limits their use to 
relatively small, privately owned firms. Larger corporations are known as C corpora-
tions. The vast majority of small corporations elect S status and retain that status until 
they decide to sell stock to the public, at which time they become C corporations.

A limited liability company (LLC) is a popular type of organization 
that is a hybrid between a partnership and a corporation. A limited liability 
partnership  (LLP) is similar to an LLC. LLPs are used for professional firms in 
the fields of accounting, law, and architecture, while LLCs are used by other 
businesses. Similar to corporations, LLCs and LLPs provide limited liability pro-
tection, but they are taxed as partnerships. Further, unlike limited partnerships, 
where the general partner has full control of the business, the investors in an LLC 
or LLP have votes in proportion to their ownership interest. LLCs and LLPs have 
been gaining in popularity in recent years, but large companies still find it advan-
tageous to be C corporations because of the advantages in raising capital to sup-
port growth. LLCs/LLPs were dreamed up by lawyers; they are often structured 
in very complicated ways, and their legal protections often vary by state. So it is 
necessary to hire a good lawyer when establishing one.

When deciding on its form of organization, a firm must trade off the 
advantages of incorporation against double taxation. However, for the follow-
ing reasons, the value of any business other than a relatively small one will 
probably be maximized if it is organized as a corporation:

1. Limited liability reduces the risks borne by investors, and, other things held 
constant, the lower the firm’s risk, the higher its value.

2. A firm’s value is dependent on its growth opportunities, which are depen-
dent on its ability to attract capital. Because corporations can attract capi-
tal more easily than other types of businesses, they are better able to take 
advantage of growth opportunities.

Corporation
A legal entity created 
by a state, separate and 
distinct from its owners 
and managers, having 
unlimited life, easy trans-
ferability of ownership, 
and limited liability.

S Corporations
A special designation that 
allows small businesses 
that meet qualifications 
to be taxed as if they 
were a proprietorship or 
a partnership rather than 
a corporation.

Limited Liability 
Company (LLC)
A popular type of orga-
nization that is a hybrid 
between a partnership 
and a corporation.

Limited Liability 
Partnership (LLP)
Similar to an LLC but 
used for professional 
firms in the fields of 
accounting, law, and 
architecture. It provides 
personal asset protection 
from business debts and 
liabilities but is taxed as a 
partnership.

3Under the new tax law and until January 1, 2026, pass-through entities (S corporations, partner-
ships, and proprietorships) can deduct 20% of their qualified business income (QBI), which is 
the net amount of income, gain, deduction, and loss with respect to the trade or business. QBI 
doesn’t include investment-related income or loss. In 2020, this deduction phases out beginning at 
$163,300 of income for single taxpayers and $326,600 for couples filing jointly. While the lowered 
tax rate from 35% to 21% for C corporations is attractive, double taxation remains an issue for 
them. So if the bulk of the profits will be taken out of the business and distributed to owners rath-
er than being reinvested in the business, a pass-through entity will be preferable. S corporations  
are still advantageous in many situations. For more details, refer to Nellie Akalp, “How the  
New Tax Law Will Affect Your Clients’ S Corporations,” Accounting Today (accountingtoday.com), 
February 6, 2018.
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3. The value of an asset also depends on its liquidity, which means the time 
and effort it takes to sell the asset for cash at a fair market value. Because 
the stock of a corporation is easier to transfer to a potential buyer than is an 
interest in a proprietorship or partnership and because more investors are 
willing to invest in stocks than in partnerships (with their potential unlim-
ited liability), a corporate investment is relatively liquid. This too enhances 
the value of a corporation.

What are the key differences among proprietorships, partnerships, and corporations?

How are LLCs and LLPs related to the other forms of organization?

What is an S corporation, and what is its advantage over a C corporation? Why don’t 
firms such as IBM, GE, and Microsoft choose S corporation status?

What are some reasons why the value of a business other than a small one is gener-
ally maximized when it is organized as a corporation?

SelfTest

1-4 The Main Financial Goal: Creating Value 
for Investors
In public corporations, managers and employees work on behalf of the sharehold-
ers who own the business, and therefore they have an obligation to pursue poli-
cies that promote stockholder value. While many companies focus on maximizing 
a broad range of financial objectives, such as growth, earnings per share, and 
market share, these goals should not take precedence over the main financial goal, 
which is to create value for investors. Keep in mind that a company’s stockhold-
ers are not just an abstract group—they represent individuals and organizations 
who have chosen to invest their hard-earned cash into the company and who are 
looking for a return on their investment in order to meet their long-term financial 
goals, which might be saving for retirement, a new home, or a child’s education. 
In addition to financial goals, the firm also has nonfinancial goals, which we will 
discuss in Section 1-7.

If a manager is to maximize stockholder wealth, he or she must know how 
that wealth is determined. Throughout this book, we shall see that the value of 
any asset is the present value of the stream of cash flows that the asset provides 
to its owners over time. We discuss stock valuation in depth in Chapter 9, where 
we see that stock prices are based on cash flows expected in future years, not just 
in the current year. Thus, stock price maximization requires us to take a long-run 
view of operations. At the same time, managerial actions that affect a company’s 
value may not immediately be reflected in the company’s stock price.

1-4a DeterMINaNts OF VaLUe
Figure 1.2 illustrates the situation. The top box indicates that managerial actions, 
combined with the economy, taxes, and political conditions, influence the level 
and riskiness of the company’s future cash flows, which ultimately determine the 
company’s stock price. As you might expect, investors like higher expected cash 
flows, but they dislike risk; so the larger the expected cash flows and the lower the 
perceived risk, the higher the stock’s price.
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