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MindTap for Intermediate
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.

. ¢« MINDTAP

@ & From Cengage

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.




Elevate Critical Thinking through a

variety of unique Assessment Tools

PRACTICE PROBLEMS

All of the end-of-chapter problems are available in algorithmic format for either student practice
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.
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Building valuable Excel skills for future

business careers while making data-driven decisions

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
Intermediate Financial
Management, 14e.

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.

Excel Online Activity: Excess capacity

Question 1
010 —

Excel Online Structured Activity: Excess capacity

Earleton Manufacturing Company has 52 billion in sales and $700,000,000 in fixed assats.
Currently, the company's fixed assets are operating at 85% of capacity. The data has bean
collected in the Microsoft Excel Online file belove. Open the spreadshest and perform the

required analysis to answer the questions below.

x 3

Open spreadshest

a. What level of sales could Earleton have obtained if it had been operating at full capacity?

Wirite out your answer completely. Round your answer to the nearest cent.

=

b. What is Earleton's targst fixed assats/sales ratio? Round your answer to bwo decimal
places.

%%
c. If Earleton's sales increase 40%, how large of an increase in fixed assats will the
company need to meet its target fixed assets/zales ratio? Write out your answer
completaly. Do not round intermediate czalculations. Round your answer to the nearest

daollar




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

support and immediate feedback

CALCULATION

EXCEL VIDEQO 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.

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.
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Help students prepare for @€Xam SUcCcess with

Adaptive Test Prep, only available in MindTap
_

ADAFTIVE TEST PREP

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 that they have
mastered the material.
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= MY Study Plan Create a New Test ‘

PROGRESS REVIEW CHAPTER RESOURCES

ereE The adaptive test program grades practice
tests and indicates the areas that have

Saleeing Mampt or have not been mastered. Students

Date: Aug 18, 2017 1:02 PM Score: 30% (3 of 10) Date/Time > Score are presented with an Adaptive Study

Aug 18, 2017 30% Plan that takes

Filter Incomrect Comect 1:02 PM (3 of 10) }

by e — them directly

© Question 1 # My Study Plan ‘ Create a New Test to the pertinent

o Q fi 2 PAST ATTEMPTS PROGRESS REVIEW CHAPTER RESOURCES pages In the
sesten text where the

® Question 3 practice question

Chapter 1. An Overview of Financial Management ~ "
materials are

€ Question 4 referenced.
Summary of All Past Attempts

30/145 Questions Correct I

All Attempts by Section

100%
i GOAL |

50%

0%

MY GOAL = 80% B Cum. Score = §0% [ Cum. Score = 80% [ No Scors
022 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in parf




€) Question 9

Porter Inc.'s stock has an expected return of 12 25%, a beta of
1.25, and is in equilibrium. If the risk-free rate is 5.00%, what is
the market risk premium?

v ' 5.30%
X * 65.09%
6.40%
6.29%
2.95%

Feedback: Incorrect.
SML equation: r, = ras + By ® RPy
12.25% = 5.00% + 1.25 x RP,,
7.25% =RP, = 1.25
5.B0% =RPy
See Section 8.3, Risk in a Portfolio Contest: The CAPM,

uf Aol

‘“l

Adaptive Test Prep
Questions

CEMGAGE
Learning

Additional Resources

5‘ eReader

Copyright 2022 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicat

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.




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

Intermediate 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 are available 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.
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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 con-
cepts they will learn.



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

visual representation of the important
terminology for the course.
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Reno Revolvers has an EPS af 31,50, a cash flow per share of 83,00, and a pricefcash flow
ratiooof 80, What is its P/E ratio?

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.




Customizable Course and

Mobile On-the-Go study tools
based on YOUR Needs

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
Mobile

Empower
ctudents 10
learn oN their

anywhere,
or off-line.

on-

MindTap for Intermediate Financial Management, 14e offers features that allow you to

customize your course based on the topics you cover.

[ ==

»
m
|

|
-1
™ w
W

MINDTAP eREADER D

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.



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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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.
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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
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LMS
Integration

Cengage’s Learning

Management System

(LMS) Integration is

designed to help you
seamlessly integrate our
digital resources within your

institution’s LMS.

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.

" 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.
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Preface

Much has happened in finance recently. Years ago, when the body of knowledge
was smaller, the fundamental principles could be covered in a one-term lecture
course and then reinforced in a subsequent case course. This approach is no longer
feasible. There is simply too much material to cover in one lecture course.

As the body of knowledge expanded, we and other instructors experienced
increasing difficulties. Eventually, we reached these conclusions:

e The introductory course should be designed for all business students, not just
for finance majors, and it should provide a broad overview of finance. There-
fore, a text designed for the first course should cover key concepts but avoid
confusing students by going beyond basic principles.

e Finance majors need a second course that provides not only greater depth on
the core issues of valuation, capital budgeting, capital structure, cost of capital,
and working capital management but also covers such special topics as merg-
ers, multinational finance, leasing, risk management, and bankruptcy.

e This second course should also utilize cases that show how finance theory is
used in practice to help make better financial decisions.

When we began teaching under the two-course structure, we tried two types
of existing books, but neither worked well. First, there were books that emphasized
theory, but they were unsatisfactory because students had difficulty seeing the use-
fulness of the theory and consequently were not motivated to learn it. Moreover,
these books were of limited value in helping students deal with cases. Second, there
were books designed primarily for the introductory MBA course that contained
the required material, but they also contained too much introductory material. We
eventually concluded that a new text was needed, one designed specifically for the
second financial management course, and that led to the creation of Intermediate
Financial Management, or IFM for short.

The Next Level: Intermediate
Financial Management

In your introductory finance course you learned basic terms and concepts. However,
an intro course cannot make you “operational” in the sense of actually “doing”
financial management. For one thing, introductory courses necessarily focus on
individual chapters and even sections of chapters, and first-course exams generally
consist of relatively simple problems plus short-answer questions. As a result, it is
hard to get a good sense of how the various parts of financial management interact
with one another. Second, there is not enough time in the intro course to allow
students to set up and work out realistic problems, nor is there time to delve into
actual cases that illustrate how finance theory is applied in practice.

Now it is time to move on. In Intermediate Financial Management, we first
review materials that were covered in the introductory course, then take up new

m

Students: Access the
Intermediate Financial
Management 14e
companion site and online
student resources by visiting
www.cengage.com,
searching ISBN
9780357516669 and
clicking “Access Now”
under “Study Tools" to go
to the student textbook
companion site.

Instructors: Access the
Intermediate Financial
Management 14e
companion site and
instructor resources by
going to www.cengage
.com/login, logging

in with your faculty
account username and
password, and using ISBN
9780357516669 to reach
the site through your
account “Bookshelf.”
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material. The review is absolutely essential, because no one can remember every-
thing that was covered in the first course, yet all of the introductory material is
essential for a good understanding of the more advanced material. Accordingly, we
revisit topics such as the net present value (NPV) and internal rate of return (IRR)
methods, but now we delve into them more deeply, considering how to streamline
and automate the calculations, how to obtain the necessary data, and how errors
in the data might affect the outcome. We also relate the topics covered in different
chapters to one another, showing, for example, how cost of capital, capital structure,
dividend policy, and capital budgeting combine forces to affect the firm’s value.

Also, because spreadsheets such as Excel, not financial calculators, are used for
most real-world calculations, students need to be proficient with spreadsheets so
that they will be more marketable after graduation. Therefore, we explain how to
do various types of financial analysis with Excel. Working with Excel actually has
two important benefits: (1) a knowledge of Excel is important in the workplace and
the job market, and (2) setting up spreadsheet models and analyzing the results also
provide useful insights into the implications of financial decisions.

Corporate Valuation as
a Unitying Theme

Management’s goal is to maximize firm value. Job candidates who understand the the-
oretical underpinning for value maximization and have the practical skills to analyze
business decisions within this context make better, more valuable employees. Our goal
is to provide you with both this theoretical underpinning and a practical skill set. To
this end we have developed several integrating features that will help you to keep the
big picture of value maximization in mind while you are honing your analytical skills:

e  Every chapter starts off with a series of integrating Beginning of Chapter Ques-
tions that will help you to place the material in the broader context of financial
management.

e Most chapters have a valuation graphic and description that show exactly how
the material relates to corporate valuation.

e  Each chapter has a Mini Case that provides a business context for the material.

e Each chapter has an Excel spreadsheet Tool Kit that steps through all of the
calculations in the chapter.

e FEach chapter has a spreadsheet Build-a-Model that steps you through con-
structing an Excel model to work problems. We've designed these features and
tools so that you'll finish your course with the skills to analyze business deci-
sions and the understanding of how these decisions impact corporate value.

Design of the Book

Based on more than 30 years working on Intermediate Financial Management and
teaching the advanced undergraduate financial management course, we have con-
cluded that the book should include the following features:

e Completeness. Because IFM is designed for finance majors, it should be self-
contained and suitable for reference purposes. Therefore, we specifically and
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purposely included: (a) some material that overlaps with introductory finance
texts, and (b) more material than can realistically be covered in a single course.
We included in Chapters 2 through 5 some fundamental materials borrowed
directly from other Cengage Learning texts. If an instructor chooses to cover
this material, or if an individual student feels a need to cover it on his or her
own, it is available. In other chapters, we included relatively brief reviews of
first-course topics. This was necessary both to put IFM on a stand-alone basis
and to help students who have a delay between their introductory and second
financial management courses get up to speed before tackling new material.
This review is particularly important for working capital management and such
“special topics” as mergers, lease analysis, and convertibles—all of which are
often either touched on only lightly or skipped in the introductory course.
Thus, the variety of topics covered in the text provides adopters with a choice
of materials for the second course, and students can use materials that were
not covered for reference purposes. We note, though, that instructors must be
careful not to bite off more than their students can chew.

e Theory and applications. Financial theory is useful to financial decision makers,
both for the insights it provides and for direct application in several important
decision areas. However, theory can seem sterile and pointless unless its useful-
ness is made clear. Therefore, in IFM, we present theory in a decision-making
context, which motivates students by showing them how theory can lead to better
decisions. The combination of theory and applications also makes the text more
usable as a reference for case courses as well as for real-world decision making.

e Computer orientation. Today, a business that does not use computers in its
financial planning is about as competitive as a student who tries to take a
finance exam without a financial calculator. Throughout the text we provide
computer spreadsheet examples for the calculations and spreadsheet problems
for the students to work. This emphasis on spreadsheets both orients students
to the business environment they will face upon graduation and helps them
understand key financial concepts better.

e Global perspective. Successful businesses know that the world’s economies are
rapidly converging, that business is becoming globalized, and that it is difficult to
remain competitive without being a global player. Even purely domestic firms can-
not escape the influence of the global economy, because international events have
a significant effect on domestic interest rates and economic activity. All of this
means that today’s finance students—who are tomorrow’s financial executives—
must develop a global perspective. To this end, I[FM also contains an entire chap-
ter on multinational financial management. In addition, to help students “think
global,” we provide examples throughout the text that focus on the types of glob-
al problems companies face. Of course, we cannot make multinational finance
experts out of students in a conventional corporate finance course, but we can
help them recognize that insular decision making is insufficient in today’s world.

Beginning of Chapter Questions

We start each chapter with several Beginning of Chapter (BOC) questions. You will
be able to answer some of the questions before you even read the chapter, and you
will be able to give better answers after you have read it. Other questions are harder,
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and you won't feel truly comfortable answering them until after they have been dis-
cussed in class. We considered putting the questions at the ends of the chapters, but
we concluded that they would best serve our purposes if placed at the beginning.
Here is a summary of our thinking as we wrote the questions:

e The questions indicate to you the key issues covered in the chapter and the
things you should know when you complete the chapter.

e  Some of the questions were designed to help you remember terms and concepts
that were covered in the introductory course. Others indicate where we will be
going beyond the intro course.

®  You need to be able to relate different parts of financial management to one
another, so some of the BOC questions were designed to get you to think about
how the various chapters are related to one another. These questions tend to be
harder, and they can be answered more completely after a classroom discussion.

e  You also need to think about how financial concepts are applied in the real
world, so some of the BOC questions focus on the application of theories to the
decision process. Again, complete answers to these questions require a good bit
of thought and discussion.

e Some of the BOC questions are designed to help you see how Excel can be used
to make better financial decisions. These questions have accompanying models
that provide tutorials on Excel functions and commands. The completed models
are available on the textbook’s Web site. Going through them will help you
learn how to use Excel as well as give you valuable insights into the financial
issues covered in the chapter. We have also provided an “Excel Tool Locater,”
which is an index of all of the Excel skills that the BOC models go over. This
index is in the Excel file, Excel Locations.xIsx. Because recruiters like students
who are good with Excel, this will also help you as you look for a good job. It
will also help you succeed once you are in the workplace.

We personally have used the BOC questions in several different ways:

e Insome classes we simply told students to use the BOC questions or not, as they
wished. Some students did study them and retrieve the Excel models from the
Web, but many just ignored them.

e We have also assigned selected BOC questions and then used them, along with
the related Excel models, as the basis for some of our lectures.

e  Most recently, we literally built our course around the BOC questions.! Here
we informed students on day one that we would start each class by calling
on them randomly and grading them on their answers.? We also informed
them that our exams would be taken verbatim from the BOC questions. They
complained a bit about the quizzes, but the students’ course evaluations stated
that the quizzes should be continued because without them they would have
come to class less well prepared and hence would have learned much less than
they did.

'Actually, we broke our course into two segments, one where we covered selected text chapters and
another where we covered cases that were related to and illustrated the text chapters. For the case
portion of the course, students made presentations and discussed the cases. All of the cases required
them to use Excel.

“Most of our students were graduating seniors who were interviewing for jobs. We excused them from
class (and the quizzes) if they informed us by e-mail before class that they were interviewing.
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e The best way to prepare for the course as we taught it was by first reading
the questions, then reading the chapter, and then writing out notes outlining
answers to the questions in preparation for the oral quiz. We expected students
to give complete answers to “easy” questions, but we gave them good grades if
they could say enough about the harder questions to demonstrate that they had
thought about how to answer them. We would then discuss the harder ques-
tions in lieu of a straight lecture, going into the related Excel models both to
explain Excel features and to provide insights into different issues.

e Our midterm and final exams consisted of five of the harder BOC questions, of
which three had to be answered in 2 hours in an essay format. It took a much
more complete answer to earn a good grade than would have been required on
the oral quizzes. We also allowed students to use a four-page “cheat sheet” on
the exams.? That reduced time spent trying to memorize things as opposed to
understanding them. Also, students told us that making up the cheat sheets was
a great way to study.

Major Changes in the Fourteenth
Edition

As in every revision, we updated and clarified sections throughout the text. Specifi-
cally, we also made the following changes in content:

The 2017 Tax Cut and Jobs Act (TCJA). The 2017 Tax Cut and Jobs Act (TCJA) im-
pacted almost every chapter. Not only did it change the tax rate we applied to most
problems from 40% to 25% (the statutory tax rate for corporations is now 21%; add
in some state and local taxes to get a round 25%), but it also capped the interest ex-
pense deduction and restricted how operating losses are carried forward. It also elimi-
nated the taxation of international subsidiary profits upstreamed to the U.S. parent.

These changes required that we change the financial statements for our hypo-
thetical company, MicroDrive, other examples, end of chapter problems, and test
bank problems. These changes were integrated into the text and all of the ancillaries.

The global COVID-19 pandemic. Some of the manuscript for this edition was pre-
pared in the several months prior to the COVID-19 pandemic and its associated
economic crisis. Most, however, was prepared during the period from its arrival in
the U.S. in early 2020 through the 2020 presidential election. We knew that the eco-
nomic impact would be substantial, but that the toll would not be known until after
the text was published. We have created a stand-alone document, Finance and the
COVID-19 Pandemic, that details the impact the global pandemic had on corporate
finance and included in the text itself, marginal notes to point to this resource. This
resource will be available via www.cengage.com and also MindTap.

Additional integration of the textbook and the accompanying Excel Tool Kit spread-
sheet models for each chapter. Many figures in the textbook are actually screen
shots from the chapter’s Excel Tool Kit model. This serves two purposes. First, it makes

*We did require that students make up their own “cheat sheets,” and we required them to turn their
sheets in with their exams so we could check for independence.
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the analysis more transparent to the student; the student or instructor can go to the
Tool Kit and see exactly how all of the numbers in a figure were calculated. Second, it
provides an additional resource for students and instructors to use in learning Excel.

Significant Changes
in Selected Chapters

We made many small improvements within each chapter; some of the more notable
ones are discussed below.

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

Chapter 4: Bond Valuation. We added a new box describing a 1648 perpetual
bond, “You Can Take That to the Bank.”

Chapter 6: Accounting for Financial Management. We added two new boxes. The
first box, “A Matter of Opinion,” highlights the leeway companies have in choosing
how to present results and how that leeway complicates comparison. The second
box, “Financial Statement Fraud,” describes the SEC’s Financial Reporting and Au-
dit (FRAud) Group, including a recent case.

Chapter 8: Basic Stock Valuation. We added a section, 8-7d, showing how to cal-
culate the value of operations at each year, not just at the horizon and at t = 0. We
also added several new end-of-chapter problems on free cash flow valuation that
will be ideal for homework assignments using the algorithmic feature in MindTap.

Chapter 9: Corporate Valuation and Financial Planning. We moved some of the
introductory forecasting material to the Basic Stock Valuation chapter and expand-
ed our coverage of valuation. We included an additional Spreadsheet Problem on
valuation. We did this to reinforce our treatment of valuation in the Basic Stock
Valuation chapter.

Chapter 11: The Cost of Capital. We added Section 11-3c, which discusses the dif-
ference between the yield to maturity and the expected rate of return based on pro-
jected default rates, showing that the difference between the yield and the expected
rate of return is so small that it can be ignored for the vast majority of bonds. Sec-
tions 11-3d and 11-3e describe how to estimate the after-tax cost for newly issued
debt that has large flotation costs.

Chapter 13: Capital Budgeting: Estimating Cash Flow and Analyzing Risk. We
revised the example company so that it reflects the TCJA but retains key learning
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points. We added a description of bonus depreciation to Appendix 13A and used the
Scenario Manager to create scenarios in the Tool Kit showing the impact of differ-
ent depreciation methods. We also added bonus depreciation to the Mini-Case and
PowerPoint show because it is part of the TCJA.

Chapter 16: Capital Structure Decisions. We describe the impact that the TCJA’s
reduced corporate tax rate has on the value of the tax shield with respect to the
Mé&M models and the Miller model. We incorporated the new tax rate into Section
16-6 and our discussion of the optimal capital structure. Due to the TCJA’s lower
corporate tax rate and its limitation on interest expense deductions, the optimal
capital structure will have less debt than before the TCJA. We moved our discussion
of bond refunding operations to the new Web Extension 16B.

Chapter 17: Dynamic Capital Structures. We streamlined this chapter substan-
tially. It is now focused on valuation issues associated with the interest tax shield,
including cases in which the capital structure changes during the forecast period.
We provide a brief review of the free cash flow corporate valuation model, we de-
scribe the free cash flow to equity (FCFE) valuation model, and we show that these
models are inappropriate for situations in which the capital structure is changing.
We describe a very general version of the adjusted present value (APV) approach
and show how it can be used when the capital structure is changing. This provides
a natural segue into the compressed adjusted present value (CAPV) model, in which
the tax shield is discounted at the unlevered cost of equity.

We illustrate the valuation concepts using a hypothetical company, Tutwiler
Controls. (We use this same company in Chapter 26 as the target of an acquisi-
tion, except we then include synergies and a different capital structure.) Discussing
Tutwiler’s valuation here permits a natural extension into merger related issues in
Chapter 26.

As noted previously, we moved the material on viewing equity as an option
on the assets of a levered firm to Chapter 16. We moved the MM proofs (including
PowerPoint slides) into Chapter 16 as a new web extension, Web Extension 16B.
This consolidates important capital structure concepts in Chapter 16 and permits
this chapter to focus on valuation issues associated with capital structures.

Chapter 18: Initial Public Offerings, Investment Banking, and Capital Formation.
We expanded Section 18-1 to address carried interest, unicorns, investment firms
that manage multiple venture capital funds, and publicly traded companies with
divisions/subsidiaries that provide funding to start-ups.

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

Chapter 26: Mergers, LBOs, Divestitures, and Holding Companies. We reorga-
nized and rewrote much of the chapter to better integrate changes due to the TCJA.
Parts of Section 26-1, “Rationale for Mergers,” now include the impact of the TCJA
regarding restrictions on carry-forward losses from potential targets and limits on
interest expense deductions in highly levered acquisitions. Section 26-2, “Types of
Mergers,” now includes a brief explanation of roll-up mergers and a new section

Copyright 2022 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-322

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.



XXXii Preface

explaining the relationship between acquisition method (exchange of stock, cash
offer to purchase assets, and cash offer to purchase shares) and responsibility for
any hidden liabilities. We consolidated our coverage of takeover defenses into Sec-
tion 26-4b, “Hostile Takeovers.” Section 26-13, “Merger Tax Treatments,” explains
the tax treatments of the types of mergers from Section 26-4.

Chapter 27: Multinational Financial Management. We added a new box, “Meet
Me at the Car Wash,” describing international bribery by several Brazilian companies.
We reorganized and rewrote much of Section 27-3, “Exchange Rates,” to explicitly
describe exchanges among all combinations of direct and indirect currencies. Section
27-5a, “Determinants of Floating Exchange Rates,” now includes Table 27-3 showing
U.S. trade balances with key trading partners.

Test Bank. The instructor’s test bank has been updated and revised with many new
questions and problems.

Other Ways the Book Can Be Used

The second corporate finance course can be taught in a variety of other ways,
depending on a school’s curriculum structure and the instructor’s personal prefer-
ences. We have been focusing on the BOC questions and discussions, but we have
used alternative formats, and all can work out very nicely. Therefore, we designed
the book so that it can be flexible.

Mini Cases as a framework for lectures. We originally wrote the Mini Cases spe-
cifically for use in class. We had students read the chapter and the Mini Case, and
then we systematically went through it in class to “explain” the chapter. (See the
section titled “The Instructional Package” later in this Preface for a discussion of
lecture aids available from Cengage Learning.) Here we use a PowerPoint slide show,
which is located on the instructor’s Web site, and which we make available to stu-
dents on our own course Web site. Students bring a printout of the slides to class,
which makes it easier to take good notes. Generally, it takes us about two hours to
frame the issues with the opening questions and then go through a Mini Case, so we
allocate that much time. We want to facilitate questions and class discussion, and
the Mini Case format stimulates both.

The Mini Cases themselves provide case content, so it is not as necessary to use
regular cases as it would be if we used lectures based entirely on text chapters. Still,
we like to use a number of the free-standing cases that are available from Cengage-
Compose, Cengage Learning’s online case library, at http://compose.cengage.com,
and we have teams of students present their findings in class. The presenters play
the role of consultants teaching newly hired corporate staff members (the rest of the
class) how to analyze a particular problem, and we as instructors play the role of
“chief consultant”—normally silent but available to answer questions if the student
“consultants” don’t know the answers (which is rare). We use this format because it
is more realistic to have students think about how to analyze problems than to focus
on the final decision, which is really the job of corporate executives with far more
experience than undergraduate students.
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To ensure that nonpresenting students actually study the case, we call on them
randomly before the presentation begins, we grade them on class participation,
and our exams are patterned closely after the material in the cases. Therefore,
nonpresenting students have an incentive to study and understand the cases and to
participate when the cases are discussed in class. This format has worked well, and
we have obtained excellent results with a relatively small amount of preparation
time. Indeed, some of our Ph.D. students with no previous teaching experience have
taught the course entirely on their own, following our outline and format, and also
obtained excellent results.

An emphasis on basic material. If students have not gained a thorough under-
standing of the basic concepts from their earlier finance courses, instructors may
want to place more emphasis on the basics and thus cover Chapters 2 through 5 in
detail rather than merely as a review. We even provide a chapter (Web Chapter 28)
on time value of money skills on the textbook’s Web site for students who need an
even more complete review. Then, Chapters 6 through 17 can be covered in detail,
and any remaining time can be used to cover some of the other chapters. This ap-
proach gives students a sound background on the core of financial management,
but it does not leave sufficient time to cover a number of interesting and important
topics. However, because the book is written in a modular format, if students un-
derstand the fundamental core topics they should be able to cover the remaining
chapters on their own, if and when the need arises.

A case-based course. At the other extreme, where students have an exceptionally
good background, hence little need to review topics that were covered in the basic
finance course, instructors can spend less time on the early chapters and concen-
trate on advanced topics. When we take this approach, we assign Web Chapter 29 as
a quick review and then assign cases that deal with the topics covered in the early
chapters. We tell students to review the other relevant chapters on their own to the
extent necessary to work the cases, thus freeing up class time for the more advanced
material. This approach works best with relatively mature students, including eve-
ning students with some business experience.

Comprehensive Learning Solutions

Intermediate Financial Management includes a broad range of ancillary materials
designed both to enhance students’ learning and to help instructors prepare for and
conduct classes.

Supplemental Student Resources

Students: Access all of the below resources by visiting www.cengage.com searching
ISBN 9780357516669, and clicking “Access Now” under “Study Tools” to go to the
student textbook companion site. The resources are also available in MindTap.

Beginning of chapter (BOC) spreadsheets. Many of the integrative questions that
appear at the start of each chapter have a spreadsheet model that illustrates the
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topic. There is also an index of the Excel techniques covered in the BOC Excel mod-
els. This index is in the Excel file, Excel Locations.xlIsx, and it provides a quick way
to locate examples of Excel programming techniques

End of chapter Build-a-Model spreadsheet problems. In addition to the Tool Kits
and Beginning of Chapter models, most chapters have a “Build a Model” spread-
sheet problem. These spreadsheets contain financial data plus instructions for solv-
ing a particular problem. The model is partially completed, with headings but no
formulas, so the models must literally be built. The partially completed spreadsheets
for these “Build a Model” problems are on the student companion Web site, with the
completed versions available to instructors.

Mini Case spreadsheets. These Excel spreadsheets do all the calculations required
in the Mini Cases. They are similar to the Tool Kits for the chapter, except: (a) the
numbers in the examples correspond to the Mini Case rather than to the chapter per
se, and (b) there are some features that make it possible to do “what-if” analyses on
a real-time basis in class.

Web Chapters and Web Extensions. Web chapters provide a chapter-length dis-
cussion of specialized topics that are not of sufficient general interest to warrant
inclusion in the printed version of the text. Web extensions provide additional dis-
cussion or examples pertaining to material that is in the text.

Instructor Resources

Instructors: Access the above chapter resources and the following instructor ancil-
laries by going to www.cengage.com/login, logging in with your faculty account
username and password, and using ISBN 9780357516669 to search for and to add
resources to your account “Bookshelf.”

e Instructor’s Manual. This comprehensive manual contains answers to all the
Beginning of Chapter Questions, end-of-chapter questions and problems, and
Mini Cases.

e  PowerPoint® slides. Created by the authors, the PowerPoint® slides cover essen-
tial topics for each chapter. Graphs, tables, and lists are developed sequentially
for your convenience and can be easily modified for your needs. There are also
slides that are specifically based on each chapter’s Mini Case and in which
graphs, tables, lists, and calculations are developed sequentially.

e  Test Bank. The Test Bank that contains more than 1,200 class-tested questions
and problems. Information regarding the topic and degree of difficulty, along with
the complete solution for all numerical problems, is provided with each question.

e  (Cognero™ Test Bank. 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 ver-
sions in an instant; deliver tests from your LMS, your classroom, or wherever
you want. The Cognero™ Test Bank contains the same questions that are in
the Microsoft® Word Test Bank. All question content is now tagged according
to Tier I (Business Program Interdisciplinary Learning Outcomes) and Tier II
(Finance-specific) standards topic, Bloom’s Taxonomy, and difficulty level.
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MindTap Resources

MindTap™, Cengage Learning’s fully online, highly personalized learning expe-
rience combines readings, multimedia activities, and assessments into a singu-
lar Learning Path. MindTap™ guides students through their course with ease and
engagement with a learning path that includes an Interactive Chapter Reading,
Problem Demonstrations, End of Chapter Problems, Excel Online Problems, and-
Online Homework Assignments powered by Aplia. 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.
Instructors can personalize the Learning Path for their students by customizing
the robust suite of resources and adding their own content via apps that integrate
into the MindTap™ framework seamlessly with Learning Management Systems.

Microsoft Excel Online activities provide students with an opportunity to work
auto-gradable, algorithmic homework problems directly in their browser using Ex-
cel 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, de-
vice, and browser independent; and is always accessible with their homework with-
out 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 allows students to create practice quizzes covering multiple
chapters in a low stakes environment. Students receive immediate feedback so they
know where they need additional help, and the test bank-like questions prepare
students for what to expect on the exam. With many questions offered per chapter,
students can create multiple unique practice quizzes within MindTap.

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

At this point, authors generally say something like this: “We appreciate all the help
we received from the people listed above, but any remaining errors are, of course,
our own responsibility.” And in many books, there are plenty of remaining errors.
Having experienced difficulties with errors ourselves, both as students and as in-
structors, we resolved to avoid this problem in Intermediate Financial Management.
As a result of our error detection procedures, we are convinced that the book is
relatively free of mistakes.
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Partly because of our confidence that few such errors remain, but primarily be-
cause we want very much to detect those errors that may have slipped by to correct
them in subsequent printings, we decided to offer a reward of $10 per error to the
first person who reports it to us. For purposes of this reward, errors are defined as
misspelled words, nonrounding numerical errors, incorrect statements, and any oth-
er error that inhibits comprehension. Typesetting problems such as irregular spacing
and differences in opinion regarding grammatical or punctuation conventions do
not qualify for this reward. Finally, any qualifying error that has follow-through
effects is counted as two errors only. Please report any errors to Phillip Daves at the
following email address: pdaves@utk.edu.

Conclusion

Finance is, in a real sense, the cornerstone of the free enterprise system. Good finan-
cial management is therefore vitally important to the economic health of business
firms, hence to the nation and the world. Because of its importance, financial man-
agement should be thoroughly understood. However, this is easier said than done.
The field is relatively complex, and it is undergoing constant change in response to
shifts in economic conditions. All of this makes financial management stimulating
and exciting, but also challenging and sometimes perplexing. We sincerely hope
that the Fourteenth Edition of Intermediate Financial Management will help you
understand the financial problems faced by businesses today, as well as the best
ways to solve those problems.

Eugene F. Brigham

College of Business Administration
University of Florida

Gainesville, Florida 32611-7167
gene.brigham@cba.ufl.edu

Phillip R. Daves

College of Business Administration
University of Tennessee

Knoxville, Tennessee 37996-0540
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An Overview of Financial
Management and the
Financial Environment

CHAPTER

oA G > —|_his book is designed to explain what financial management is all about and to
show how it can be used to help increase the value of a firm. It is intended for use

The textbook’s Web
site has tools for
teaching, learning, course is prerequisite, so if students have taken other finance courses, especially on
and conducting
financial research.

in a second-level finance course, following the introductory course. Only the basic

investments or capital markets, they will find some of the material a review.
The book is often used in a capstone course taken during the last term before

graduation. This is an exhilarating time for students, with graduation looming
and a job search under way. It is also a good time to step back from the technical
skills developed in the classroom and to look at the big picture of why financial
management is so important. Spending the time now to develop a good overview
of financial management can be tremendously valuable to your career. Why is
financial management so valuable? Because, in a nutshell, it explains both how
managers can increase their firms’ value and why it is essential for them to do so.

Today’s business environment is more complicated than ever. Investors are
increasingly forcing managers to focus on value maximization, but recent corpo-
rate scandals such as Facebook’s sale of user information from some 87 million
user accounts to Cambridge Analytica and its subsequent use in manipulating the
2016 presidential election, Boeing’s sale of defective 737 Max airliners, and the
millions of unauthorized customer accounts opened by Wells Fargo and Company
show that ethical behavior and managerial accountability are crucial prerequisites.
Mastering the technical details of financial management and understanding its
role within the firm is important to graduating students because companies want
to hire people who can make decisions with the broad corporate goal of value
maximization in mind. Therefore, students who understand the principles of value
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Chapter 1

An Overview of Financial Management and the Financial Environment 3

maximization have a major advantage in the job market over students who do

not. Demonstrating that you understand all this can make a big difference in

both the quality of your initial job and your subsequent career path.

BEGINNING-OF-CHAPTER QUESTIONS

As you read the chapter, consider how you would answer
the following questions. You should not necessarily be
able to answer the questions before you read the chapter.
Rather, you should use them to get a sense of the issues
covered in the chapter. After reading the chapter, you
should be able to give at least partial answers to the ques-
tions, and you should be able to give better answers after
the chapter has been discussed in class. Note, too, that it
is often useful, when answering conceptual questions, to
use hypothetical data to illustrate your answer. For exam-
ple, your answer to Question 2 would probably be better if
it were illustrated with numbers. We have done this, using
Excel; our model is available on the textbook's Web site. A
useful exercise is to access the model and work through it.

1. What is presumed to be the primary objective of
financial management? How is this goal related to
other societal goals and considerations? Is this goal
consistent with the basic assumptions of microeco-
nomics? Are managers’ actions always consistent
with this goal?

2. Finance is all about valuation—how to estimate
asset values and what to do to increase them. We
develop and use Excel models throughout the
book. We start that process in this chapter with
simple models used to value bonds, stocks, and
capital budgeting projects. Working through the
model will give you a refresher in valuation plus a
refresher on (or preview of) Excel. The model can
be accessed on the textbook's Web site.

a. Explain how to find the value of a bond given the
rate of interest it pays (its coupon rate), its par

1-1 Introduction

value (assume $1,000), and the going rate of in-
terest on bonds with the same risk and maturity.

b. Explain how to find the value of a stock given its
last dividend, its expected growth rate, and its
required rate of return.

c. Explain how to find the value of a capital bud-
geting project given its cost, its expected annual
net cash flows, its life, and its cost of capital.

d. In each of these cases, discuss how changes in
the inputs would affect the output. Would it
matter if the outputs were highly sensitive to
changes in the inputs?

. What are the advantages of the corporate form

over a sole proprietorship or a partnership? What
are the disadvantages of this form?

. What are the various factors that affect the cost of

money and hence interest rates? How will changes
in these components affect asset prices?

. Are most stocks traded on face-to-face exchanges

or electronically? What impact has this had on retail
stock transactions? On portfolio management?

. What is securitization? How is securitization sup-

posed to help banks and S&Ls manage risks and
increase homeowners’ access to capital?

. Our global economy is increasingly interconnected.

Explain first how in our interconnected global econ-
omy a decrease in housing prices in large U.S. cit-
ies can end up bankrupting Norwegian retires. And
explain second how a flu outbreak in China can shut
down businesses throughout the United States.

As we write this in early 2020, the COVID-19 global pandemic has hit China,
Europe, Japan, Africa, India and the United States. Millions have been infected with
hundreds of thousands of fatalities. Some cities are on lock-down, many businesses
are shuttered, travel is restricted, some areas of commerce have slowed to a trickle,
and hospitals are overwhelmed. This is a rapidly developing, highly disruptive event
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4 Part 1 Fundamental Concepts of Corporate Finance

with severe economic and social consequences. As we revise the text, we will incor-
porate information about the impact of the pandemic on corporate finance as it
becomes available and apparent. Specific topics will be highlighted with a marginal
Global Pandemic box. We have also provided an online resource to complement the
textbook, Finance and the COVID-19 Pandemic.

COVID-19 pandemic on In your introductory finance course, you learned a number of terms and con-
corporate finance, see cepts, and you now have an idea of what financial management is all about. How-
our online resource  €Ver, you probably focused on individual chapters, or sections of chapters, and you
Finance and the probably prepared for exams that consisted of relatively simple problems and short-
COVID-19 Pandemic. answer questions, often given in a multiple-choice format. That was a necessary

, part of the learning process, but now it is time to move on.

In Intermediate Financial Management, we go back over much of what you cov-
ered in the introductory course, and we introduce new material. However, our focus
now is different. At this point we want you to learn how to apply the concepts, how
to obtain the data necessary to implement the various decision models, and how to

230U 2 relate the various parts of finance to one another. So, while we revisit topics such as
Visit the textbook’s Web the net present value (NP?V) :fmd internal rate of ‘return (IRR) methods, we delve.into
site. This ever-evolving them more deeply, considering how to streamline and automate the calculations,
site, for students and ~ how to obtain the necessary data, and how errors in the data affect the outcome.
instructors, is a tool We also spend more time comparing the topics covered in different chapters to one

For more information

on the impact of the

for teaching, learning, another. For example, you probably did not spend much time considering how the
financial research, and cost of capital, capital structure, dividend policy, and capital budgeting are related to
job searches.  one another, but we now discuss these critically important relationships.

1-2 How to Use This Text

To help sharpen your focus, we start each chapter with several Beginning-of-Chapter

Questions. Some of these questions are designed to help you see how the chapter

m ties in with other chapters, while others will help you think about how the concepts
are applied in the real world. You probably won’t be able to answer all of the ques-
_careers-in-finance.com tions when you start. working ‘Fhrough the Fhapter, but that’s fine! T.he. questions
for an excellent site aren’t a pre-test. Their purpose is to help guide you through the material, and hav-

containing information ing them in mind when you read will help you understand the chapter in a more
on a variety of business  integrative and relevant way.

Consult www

career areas, listings of Because Excel is the most widely used tool to analyze actual business decisions,
current jobs, and other  you need to be proficient with Excel if you are to get a good job and if you are to
reference materials. succeed in it. Therefore, we explain how to do the most common types of financial

. analyses using Excel. This focus has two benefits: Knowledge of Excel is useful per
se, and setting up and analyzing the output from spreadsheet models will also teach
you a lot about financial concepts.

Most of the chapters have three spreadsheet models, which are available on the
textbook’s Web site. The first is a “Tool Kit,” which contains the Excel models used
to generate most of the tables and examples in the chapter. The second is a model
that deals with specific Beginning-of-Chapter Questions. Both models contain notes
and comments that explain the Excel procedures we used, so that they can be used
as a tutorial for learning more about both Excel and finance. A third model, avail-
able to your instructor, shows how to work the end-of-chapter Minicase. Again,
since recruiters prefer students who are good with Excel, learning more about it will
help you get a better job and then succeed in it.
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Chapter 1 An Overview of Financial Management and the Financial Environment

1-3 The Corporate Life Cycle

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

1-3a Starting Up as a Proprietorship

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

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

1-3b More than One Owner: A Partnership

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

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

In regular and limited partnerships, at least one partner is liable for the
partnership’s debts. However, in a limited liability partnership (LLP) and a
limited liability company (LLC), all partners’ (or members’) potential losses are
limited to their investment in the LLP. Of course, this arrangement increases the risk
faced by an LLP’s lenders, customers, and suppliers.
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6 Part 1 Fundamental Concepts of Corporate Finance

1-3¢ Many Owners: A Corporation

Most partnerships have difficulty attracting substantial amounts of capital to sup-
port growth. Thus, many growth companies begin as a proprietorship or partner-
ship but subsequently convert to a corporation. Other companies, in anticipation of
growth, actually begin as corporations.

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

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

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

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

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

m There are several different types of corporations. Professionals such as doc-
- tors, lawyers, and accountants often form a professional corporation (PC) or a

For updates on IP0  professional association (PA). These types of corporations do not relieve the par-

activity, see www ticipants of professional (malpractice) liability. Indeed, the primary motivation behind
.-renaissancecapital  the professional corporation was to provide a way for groups of professionals to avoid
.com/IPO-Center. Also,  certain types of unlimited liability yet still be held responsible for professional liability.

see Professor Jay Ritter’s Finally, some corporations can elect to be taxed as if the business were a pro-

Web site for additional 1 jetorship or partnership if the corporation meets certain requirements regarding

IPO dat-a and an'a1y51s, size and number of stockholders. Such firms are called S corporations.
https://site.warrington

.ufl.edu/ritter/ipo-data/. -

'About 64% of major U.S. corporations are chartered in Delaware, which has, over the years, provided
a favorable legal environment for corporations. It is not necessary for a firm to be headquartered or
even to conduct operations in its state of incorporation or even in its country of incorporation.
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1-3d Growing a Corporation: Going Public

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

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

As it continues to grow, a thriving private corporation may decide to seek
approval from the Securities and Exchange Commission (SEC), which regu-
lates stock trading, to sell shares in a public stock market.” It does so by filing a
prospectus with the SEC, which provides relevant information about the company
to investors and regulators. In addition to SEC approval, the company applies to
be a listed stock on an SEC-registered stock exchange. For example, the company
might list on the New York Stock Exchange (NYSE), which is the oldest regis-
tered stock exchange in the United States and is the largest exchange in the world
when measured by the market value of its listed stocks. Or perhaps the company
might list on the NASDAQ Stock Market, which has the most stock listings, espe-
cially among smaller, high-tech companies.

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

Most IPOs raise proceeds in the range of $90 million to $140 million with a median
of about $120 million. However, some IPOs are huge, such as the $21.7 billion raised
by Alibaba when it went public on the NYSE in 2014. Not only does an IPO raise addi-
tional cash to support a company’s growth, but the IPO also makes it possible for the
company'’s founders and investors to sell some of their own shares, either in the IPO
itself or afterward as shares are traded in the stock market. For example, in Facebook’s
2012 IPO, the company raised about $6.4 billion by selling 180 million new shares,
and the owners received almost $9.2 billion by selling 241 million of their own shares.

Most IPOs are underpriced when they are first sold to the public, based on the
initial price paid by IPO investors and the closing price at the end of the first day’s
trading. For example, in 2019 the average first-day return was around 23.9%.

Evenifyou are able to identify a “hot” issue, it is often difficult to purchase shares
in the initial offering. In strong markets, these deals generally are oversubscribed,

*The SEC is a government agency created in 1934 to regulate matters related to investors, including the
regulation of stock markets.

*For example, stockbrokers must register with the Financial Industry Regulatory Authority (FINRA),
a nongovernment organization that watches over brokerage firms and brokers. FINRA is the biggest,
but there are other self-regulatory organizations (SROs). Be aware that not all self-advertised
“investment advisors” are actually registered stockbrokers.
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which means that the demand for shares at the offering price exceeds the number
of shares issued. In such instances, investment bankers favor large institutional
investors (who are their best customers), and small investors find it hard, if not
impossible, to get in on the ground floor. They can buy the stock in the aftermarket,
but evidence suggests that if you do not get in on the ground floor, the average IPO
underperforms the overall market over the long run.*

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

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

1-3e Managing a Corporation’s Value

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

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

The relevant cash flow is called free cash flow (FCF), not because it is free,
but because it is available (or free) for distribution to a company’s investors, includ-
ing creditors and stockholders. You will learn how to calculate free cash flows in
Chapter 6, but for now you should know that free cash flow is:

Sales  Operating  Operating  Required investments

FCF = . . .
revenues costs taxes in new operating capital

A company’s value depends on its ability to generate free cash flows, but a
company must spend money to make money. For example, cash must be spent
on R&D, marketing research, land, buildings, equipment, employee training, and
many other activities before the subsequent cash flows become positive. Where
do companies get this cash? For start-ups, it comes directly from investors. For
mature companies, some of it comes directly from new investors, and some comes
indirectly from current shareholders when profit is reinvested rather than paid out
as dividends. As stated previously, these cash providers expect a rate of return to

“See Jay R. Ritter, “The Long-Run Performance of Initial Public Offerings,” Journal of Finance, March
1991, pp. 3-27. Dr. Ritter updates the data from this paper each year on his personal Web site, https://
site.warrington.ufl.edu/ritter/ipo-data/.
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compensate them for the timing and risk inherent in their claims on future cash
flows. This rate of return from an investor’s perspective is a cost from the com-
pany’s point of view. Therefore, the rate of return required by investors is called the
weighted average cost of capital (WACC).

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

FCF, FCF, FCF, FCF, (1-1)

+ + o —— =
(1 +WACC)' (1 +WACC)? (1 + WACC) (1 + WACO)~

Value =

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

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

What are the key differences between proprietorships, partnerships,
and corporations? Be sure to describe the advantages and
disadvantages of each.

What are charters and bylaws?

Describe some special types of partnerships and corporations, and
explain the differences among them.

What does it mean for a company to “go public” and “list” its stock?

What are some differences between the NYSE and the NASDAQ
stock market?

What roles are played by an investment bank and its brokerage

firm during an IPO? (

What is IPO underpricing? Why is it often difficult for the average
investor to take advantage of underpricing?

Differentiate between an IPO and a seasoned equity offering.
What three properties of future cash flows affect a corporation’s
value?

How is a firm's intrinsic (or fundamental) value related to its free
cash flows and its cost of capital? Write out the free cash flow
equation and explain what it means.

What is required for the market price to equal the fundamental
value?
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1-4 Governing a Corporation

For proprietorships, partnerships, and small corporations, the firm’s owners deter-
mine strategy and manage day-to-day operations. This is usually not true for a
large corporation, which often has many different shareholders who each own a
small proportion of the total number of shares. These diffuse shareholders elect
directors, who then hire senior executives, who then hire other managers to run the
corporation on a day-to-day basis. These insiders are elected or hired to work on
behalf of the shareholders, but what is to prevent them from acting in their own
best interests? This is called an agency problem because managers are hired as
agents to act on behalf of the owners. Agency problems can be addressed by a com-
pany’s corporate governance, which is the set of rules that control the company’s
behavior toward its directors, managers, employees, shareholders, creditors, cus-
tomers, competitors, and community. We will have much more to say about agency
problems and corporate governance throughout the book, especially in Chapters 10,
15, and 16.

It is one thing to say that managers should act on behalf of owners, but how
can managers put this into practice?

1-4a The Primary Objective of a Corporation:
Maximizing Stockholder Wealth

A company’s decisions matter to many different stakeholders, such as sharehold-
ers, employees, local communities, and others who are affected by the company’s
environmental impact. How should managers address and prioritize stakeholders’
different concerns?

First, managers are entrusted with shareholders’ property and should be good
stewards of this property. Second, good stewardship implies that managers should
seek to increase the entrusted property’s value. In other words, the primary goal of
the corporation should be to maximize stockholder wealth unless the company’s
charter states differently. This does not mean that managers should break laws or
violate ethical considerations. This does not mean that managers should be unmind-
ful of employee welfare or community concerns. But it does mean that managers
should seek to maximize stockholder wealth.

In fact, maximizing shareholder wealth is a fiduciary duty for most U.S. cor-
porations. If companies fail in this duty, they can be sued by shareholders. For
example, suppose several different companies make simultaneous offers to acquire
a target company. The target’s board of directors probably will be sued by share-
holders if they don’t vote in favor of the highest offer, even if the takeover means
that the directors will lose their jobs. Companies can even be sued for maintaining
social initiatives (such as purchasing environmentally friendly or locally sourced
supplies at higher costs than equivalent imports) if shareholders believe they are too
costly to the company.

The situation is different for many non-U.S. companies. For example, many
European companies’ boards have directors who specifically represent the inter-
ests of employees and not just shareholders. Many other international compa-
nies have government representatives on their boards or are even completely
owned by a government. Such companies obviously represent interests other than
shareholders.
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Chapter 1

In 2010, Maryland became the first state to allow a
company, The Big Bad Woof, to be chartered as a ben-
efit corporation (B-corp). As of early 2020, there were
more than 3,800 B-corps in representing 150 industries.
B-corps are similar to regular for-profit corporations but
have charters that include mandates to benefit the envi-
ronment and society even if this might not maximize
shareholder wealth. For example, The Big Bad Woof,
which sells products for companion pets, seeks to pur-
chase merchandise from small, local, minority-owned
businesses even if their prices are a bit higher.

B-corps are required to report their progress in meet-
ing the charters’ objectives. Many self-report, but some
choose to be certified by an independent third party,
in much the same way that an independent accounting
firm certifies a company’s financial statements.

Why would a company become a B-corp? Patagonia
founder Yvon Chouinard said, “Benefit corporation leg-
islation creates the legal framework to enable mission-
driven companies like Patagonia to stay mission-driven
through succession, capital raises, and even changes
in ownership, by institutionalizing the values, culture,

An Overview of Financial Management and the Financial Environment 1"

Be Nice with

a B-Corp

processes, and high standards put in place by founding
entrepreneurs.”®

Does being a B-corp help or hurt a company’s value?
Advocates argue that customers will be more loyal and
that employees will be prouder, more motivated, and
more productive, which will lead to higher free cash flows
and greater value. Critics counter that a B-corp will find
it difficult to raise cash from additional investors because
maximizing shareholder wealth isn’t its only objective.

There isn't yet enough data to draw a conclusion,
but it will be interesting to see whether B-corps ulti-
mately produce a kinder, gentler form of capitalism.

Note:
2See www.patagonia.com/us/patagonia.go?assetid=68413.

In a recent development, some U.S. corporations are choosing a new corporate
form called a benefit corporation (B-corp), which expands directors’ fiduciary
responsibilities to include interests other than shareholders’ interests (see the box
“Be Nice with a B-Corp”).

1-4b Intrinsic Stock Value Maximization
and Social Welfare

If a firm attempts to maximize its intrinsic stock value, is this good or bad for
society? In general, it is good. Aside from illegal actions such as making or taking
bribes, fraudulent accounting, exploiting monopoly power, violating safety codes,
or failing to meet environmental standards, the same actions that maximize intrin-
sic stock values usually benefit society.

m

The Federal Reserve Board
conducts surveys of
consumer finances every
3 years. For updates,

go to https://www

Ordinary Citizens and the Stock Market

About 52% of U.S. households own stock, either directly or indirectly through

mutual funds or retirement plans. Therefore, when a manager takes actions to maxi-

mize intrinsic value, this increases wealth and quality of life for millions of citizens.
Note that about 48% of households don’t directly benefit from higher stock

prices. And even for the stock-owning households, most of the wealth accrues to .federalreserve.gov

the rich: (1) 1% of stock-owning households own about 39% of the wealth, (2) the /econres/scfindex.htm.

next 9% own about 38%, and (3) the bottom 90% own about 23% (a substantial .
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decrease from the bottom group’s 33% share in 1989). If you ask someone whether
wealth and income inequality are good or bad for our country, the answer probably
depends on the person’s political views and perhaps their personal wealth.

Employees at Value-Maximizing Companies

Sometimes a company’s stock price increases when it announces plans to lay
off employees, but viewed over time, this is the exception rather than the rule.
In general, companies that successfully increase stock prices also grow and add
more employees, thus benefiting society. Note, too, that many governments across
the world, including U.S. federal and state governments, are privatizing some of
their state-owned activities by selling these operations to investors. Perhaps not
surprisingly, the sales and cash flows of recently privatized companies generally
improve. Moreover, studies show that newly privatized companies tend to grow and
thus require more employees when they are managed with the goal of stock price
maximization.

Consumers and Competitive Markets

Value maximization requires efficient, low-cost businesses that produce high-
quality goods and services at the lowest possible cost. This means that companies
must develop products and services that consumers want and need, which leads
to new technology and new products. Also, companies that maximize their stock
price must generate growth in sales by creating value for customers in the form of
efficient and courteous service, adequate stocks of merchandise, and well-located
business establishments. Therefore, consumers benefit in competitive markets when
companies maximize intrinsic value.

1-4¢ Ethics and Intrinsic Stock Value Maximization

A firm’s commitment to business ethics can be measured by the tendency of its employ-
ees, from the top down, to adhere to laws and regulations. But ethical behavior also
includes a commitment to (1) appropriate use of confidential information (i.e., not for
personal gain), (2) attention to product safety and quality, (3) fair employment prac-
tices, (4) fair marketing and selling practices, and (5) community involvement.

The intrinsic value of a company ultimately depends on all of its expected
future cash flows, and making a substantive change requires hard work to increase
sales, cut costs, or reduce capital requirements. There are very few, if any, legal and
ethical shortcuts to making significant improvements in the stream of future cash
flows, as illustrated by the following examples.

Illegal Actions

Unfortunately, managers at some companies have taken illegal actions to make
intrinsic values seem much higher than warranted. For example, ForceField Energy
Inc. claimed to be a wholesale distributor of efficient LED lighting products. How-
ever, its Chairman of the Board, Richard St. Julien, was arrested in 2015 on charges
of security fraud. Nine others, including brokers and fund managers, were charged
in 2016 for taking kickbacks from ForceField in exchange for encouraging investors
to purchase the stock even though they knew that the company was in dire finan-
cial straits. St. Julien pleaded guilty and cooperated with investigators in exchange
for the possibility of a sentence of less than 40 years. As of mid-2019, five of the

Copyright 2022 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-322

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.



Chapter 1 An Overview of Financial Management and the Financial Environment 13

others have been sentenced to prison, four have pleaded guilty, and the SEC has
charged an unregistered broker with illegally selling the securities. The perpetrators
are being punished, but that doesn’t restore the $130 million lost by shareholders.

Alleged Unethical Actions

Other companies have been accused of unethical actions. For example, Mylan N.V.
purchased exclusive rights in 2007 to sell EpiPens, which deliver a dose of epineph-
rine to reduce the impact of a sudden dangerous allergic reaction. Mylan subse-
quently increased the price 17 times from $100 per pair to $600 by May 2016. In
late August 2016, Mylan was selling about $1 billion in EpiPens and its stock was
trading close to $50 per share. However, the steep price increases had touched off
outrage from parents and the news media. By fall of 2017, Mylan’s stock price had
fallen to about $32, a 36% decline. Part of that decline was due to: (1) reputational
damage, (2) lower revenues because Mylan introduced a generic version of the
EpiPen (at $300 per pair), (3) a $467 million settlement with the Justice Department
to resolve claims that Mylan had misclassified the EpiPen to avoid paying rebates
to Medicaid, and (4) a still unresolved (as of mid-2019) class action lawsuit alleging
racketeering. As this example shows, even alleged unethical behavior can signifi-
cantly reduce a company’s value.

Whistleblower Protections

Most illegal or unethical schemes are difficult to hide completely from all other

employees. But an employee who believes a company is not adhering to a law or

regulation might be hesitant to report it for fear of being fired or otherwise punished

by the company. To help address this problem, federal and state governments have cre-

ated a variety of whistleblower protection programs corresponding to different types

of corporate misdeeds.
With respect to financial misdeeds, the Sarbanes-Oxley (SOX) Act of 2002 and

the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 strength-

ened protection for whistleblowers who report financial wrongdoing. Under SOX,

employees who report corporate financial wrongdoing and subsequently are penal-

ized by the company can ask the Occupational Safety and Health Administration

(OSHA) to investigate the situation. If the employee was improperly penalized, the

company can be required to reinstate the person, along with back pay and a sizable

penalty award. In addition, SOX made it a criminal act for a CEO or CFO to know-

ingly falsely certify a company’s financial position. _
Have these provisions in SOX been successful? The evidence shows that it LA A

is pretty weak: there were 163 SOX-related employee complaints in 2018. Only oy current information

21% were settled in the employee’s favor—the others were withdrawn, dismissed, from OSHA, see www

or kicked out by OSHA. So it is pretty risky to be a whistleblower under the SOX .osha.gov/index.html and

provisions! As for penalties, no executives have been jailed for falsely certifying search for “whistleblower

financial statements, even though a significant number of executives have lost their = investigation data.”

jobs due to their companies’ financial misreporting. .
The Dodd-Frank Act’s establishment of the SEC Office of the Whistleblower has

led to dozens of announced awards for reporting wrongdoing by financial firms.

In 2018, 13 whistleblowers received a total of $168 million. The awards can be very

large because they are based on a percentage of the amount that the SEC fines the

wrongdoing corporation. The largest award to a single individual was $33 million

in March of 2018.
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