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Preface

Financial management has changed significantly since 1984, when we last updated
this text. The strong inflationary pressures that pushed interest rates to unprece-
dented heights have abated, at least for now, and the stock market has hit a new
all-time high. However, all the financial markets have become increasingly volatile.
Furthermore, distinctions among financial institutions are becoming increasingly
blurred, and the rapid development of new markets and securities has continued.
Academic researchers have also been busy developing new theory, business prac-
titioners have made increasing use of financial theory, and feedback from the “real
world” has led to modifications and improvements in academic financial theory.
Finally, computers, especially personal computers, are being used with increasing
effectiveness to analyze financial decisions, and this usage makes it more important
than ever that finance students understand how to structure problems in a form
suitable for quantitative analysis. To a large extent, these trends have dictated the
revisions made in this edition.

The book begins with basic concepts, focusing on security markets and the
valuation process, and then goes on to show how specific techniques and decision
rules can be used to help maximize the value of a firm. This organization has three
important advantages:

1. Explaining early in the book how financial markets operate, and how security
prices are determined within these markets, lays the groundwork for explaining
how financial management can affect the value of the firm. Also, this organization
gives students an early exposure to discounted cash flow techniques, to valuation
concepts, and to methods of risk analysis, which in turn permits us to use and
reinforce these key concepts throughout the book.

2. Structuring the book around markets and valuation concepts provides a unify-
ing theme that is missing in many texts. Some finance texts develop a series of
topics in modular form, then attempt to integrate them in later chapters. The or-
ganization used in Financial Management gives students a better and more com-
prehensive understanding of how the topics interact with one another.

3. Students — even those who do not plan to major in finance — generally enjoy
working with stock and bond valuation models, rates of return, and the like. Since
people’s ability to learn a subject is a function of their interest and motivation, and
since Financial Management begins with a discussion of security prices and mar-
kets, the book’s organization is sound from a pedagogic standpoint.
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INTENDED MARKET AND USE

Financial Management is designed primarily for use as an introductory MBA text.
However, it can be used as an undergraduate introductory text either with excep-
tionally good students or where the introductory course is taught over two terms.
In the past, the book has also been used in the second corporate finance course,
following the use of a lower-level book in the first course. Financial Management
can still be used in this manner, but our more advanced book, Intermediate Fi-
nancial Management, is generally preferable for the second corporate finance
course.

There is too much material in the text to cover everything thoroughly in one
term, and it is certainly not possible to go over everything in class. However, most
students, and especially MBA students, can read on their own and understand rea-
sonably well all but the most technical sections, so classroom coverage of every-
thing is not necessary. In our introductory MBA course, we have taken two some-
what different approaches. At times, we have covered only the material in Chapters
1-15 plus Chapters 21 and 22, or 17 chapters in total. At other times, we have
covered the entire text. Obviously, we cover things in greater depth when we
assign less material, but in both situations, we expect students to learn much of
the assigned materials by reading the book, and we concentrate on the more diffi-
cult concepts in class.

We have also made a special effort to make the text useful as a reference book.
It is important that students have materials available for use in subsequent case
courses and for on-the-job application after graduation. Based on reviewer com-
ments, on a study of the leading casebooks, on our own experience in consulting
assignments, on our work with executive development programs, and on discus-
sions with numerous financial executives, we have tried to put into the book those
materials that students will need to deal with most real-world financial decisions.

MAJOR CHANGES IN THE FIFTH EDITION

Based on student comments, on reviewers’ suggestions, and on economic devel-
opments such as the recent change in tax laws, we have made a number of sub-
stantial changes in the fifth edition as summarized below:

Updates

We updated the entire book to reflect recent changes in tax laws, interest rates,
financial markets, takeovers, and the like. The biggest update, by far, is in the tax
area. This edition and all its ancillary materials incorporate fully the provisions of
the Tax Reform Act of 1986, including (1) new personal and corporate rates, (2)
elimination of the capital gains differential, (3) elimination of the investment tax
credit, and (4) new depreciation rates. These changes have significant implications
for dividend policy, capital structure policy, capital budgeting analysis, and lease
analysis, and we have specifically addressed the impact of the new law in relevant
chapters.
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Although we wanted the book to be useful as a reference source, the sheer bulk
of the fourth edition intimidated many students. Thus, we have reduced the size
of the book by more than 200 pages, primarily by streamlining some discussions
and by eliminating certain technical materials not generally covered in most intro-
ductory courses, especially materials that are covered in advanced courses nor-
mally taken by finance majors. However, where we deleted material, we added
references to journal articles and to other books, especially Intermediate Finan-
cial Management. Over the years, we added discussions of both interesting nu-
ances and technical issues that are not of concern to most MBAs. To streamline
the book, we deleted a number of these items, but we provided a reference to
where they were covered in Intermediate for use by students who might be doing
a special report on a given topic.

Introductory Examples

Each chapter begins with a real-world example that highlights the key issues in the
chapter. These examples both motivate students to read the chapter and help them
see where it is headed. The examples were updated to reflect current develop-
ments in finance.

Financial Calculators and Microcomputers

In the third edition, published in 1982, we took the traditional approach to time
value of money — we used tables. In the fourth edition, we included footnotes to
show how financial calculators could be used to solve most compound interest
problems. Today, calculator costs have come down, and their power has gone up,
to the point where a business student should purchase a financial calculator. Thus,
in the fifth edition, we focus on calculator, rather than tabular, solutions. We still
discuss the traditional approach, but primarily as an aid to understanding the math-
ematical concepts which underlie discounted cash flow analysis rather than as a
way to actually solve problems.

Also, rapid advances in computer hardware and software are revolutionizing
financial management. Powerful personal computers are now available to any busi-
ness that can afford to hire a business student, and new software makes it easy to
do things that were simply not feasible a few years ago. Today, a business that does
not use microcomputers in its financial planning process is about as competitive
as a student who tries to take a finance exam without a financial calculator. There-
fore, wherever possible, we have included a discussion of how PCs are being used
to help make better financial decisions. This orients students toward the kind of
business environment they will face upon graduation.

Obviously, some students do not have access to a computer, so the text is writ-
ten so that it can be covered without ever going near one. However, for those
institutions whose students do have access to a PC and Lotus 1-2-3®, we have
provided models for both selected end-of-chapter problems and for some cases, as
discussed on the following pages.
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Computer-Oriented Problems

Computer-oriented problems, along with models written in Lotus 1-2-3, were
added to most chapters, and a diskette containing the models is available to adopt-
ing instructors. There are 35 of these problems, and they are identified by a disk-
ette logo below the problem number. (For example, see Problem 2-5 on Page 52.)
The computerized problems are designed to show students how computers and
spreadsheet programs can assist in financial analyses, especially in the key areas of
sensitivity and scenario analysis, which are used today in virtually all types of fi-
nancial planning and decision processes. Essentially, very little knowledge of com-
puters or of Lotus 1-2-3 is required to use the models, but when students see how
powerful these models can be, they are often motivated to learn more about Lotus
1-2-3 and computer modeling in general. This is a great help — and rightly so —
when students go into the job market.

Organization and Content

We made a number of changes in the organization and content of the book. The
following are the most important ones:

1. Major works on asymmetric information and signaling theory have appeared
in recent years. We have incorporated this material into relevant sections of the
book, especially in the areas of capital structure and dividend policy.

2. Much current research is also being conducted on mergers, divestitures, and,
more generally, the battle for corporate control. We have placed more emphasis
on the research in this area, especially in the corporate restructuring chapter.

3. Our discussion of cash management has been updated to focus on current
practices rather than decades-old academic models that have limited relevance to
modern corporate decision making.

4. The bankruptcy material was condensed and placed as an appendix to the
long-term debt chapter. In conjunction with this change, multiple discriminant
analysis is now covered as an appendix to the financial analysis chapter.

5. International finance concepts have been integrated throughout the book in
sections entitled “Multinational Finance.”

6. The difference between accounting income and cash flows is now discussed
earlier in the text (in Chapter 2) and given greater emphasis.

7. The concept of modified IRR (IRR*), which assumes reinvestment at the cost
of capital out to a terminal date, was added to the discussion of capital budgeting
decision rules.

8. Our coverage of risk analysis in capital budgeting was reformulated to empkha-
size the differences between a project’s stand-alone, within-firm, and market risk.

9. The discussion of option pricing was expanded to include the binomial model.
10. Our coverage of working capital was condensed from four to three chapters.

11. Chapters 21 and 22 (Financial Statement Analysis and Financial Planning and
Control) were modified to make it easier to cover them either late in the course,
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where they are used as a course capstone, or early in the course, where they can
be used to introduce (or review) basic accounting concepts. The two orderings
both work well, so instructors can choose the sequence which best fits their par-
ticular needs. We suggest covering Chapters 21 and 22 after Chapter 3 if cases
that deal with financial analysis are to be used early in the course. Otherwise,
students seem to get more out of this material toward the end of the course, when
it can be used to tie earlier materials together.

ANCILLARY MATERIALS

The package of ancillary materials which accompanies Financial Management is
perhaps the most complete available with any finance text. The following items
are available free of charge to adopting instructors:

1. Instructor’s Manual. A comprehensive, 400-page manual is available to in-
structors who adopt the book. The manual contains (1) a suggested course outline,
(2) extensive lecture notes that focus on topics students find most difficult, (3)
seven cases, one for each major section, with solutions, and (4) answers to all text
questions and problems.

2. Transparencies. A set of transparency acetates, designed to highlight key ma-
terials in each chapter and keyed to the lecture notes in the Instructor’s Manual,
is available from The Dryden Press. In addition, the manual is designed to make it
easy to xerox transparencies of end-of-chapter problem solutions.

3. Cases. The Instructor’s Manual contains seven cases and solutions that can
be used in the introductory MBA course. These cases are all modeled with Lotus
1-2-3, although they can be worked without a computer. They cover the following
topics: (1) capital budgeting, (2) capital structure analysis, (3) bond refunding,
(4) lease analysis, (5) cash budgeting, (6) financial analysis, and (7) financial fore-
casting.

4. Problem Diskette. This diskette contains the Lotus 1-2-3 models that accom-
pany selected end-of-chapter problems.

5. Case Diskette. This diskette contains the 7-2-3 models for the seven cases
included in the Instructor’s Manual.

6. Test Bank. A test bank with more than 600 class-tested questions and problems
in objective format is available both in hardcopy form and on computer diskettes.
The test bank questions are, in general, more challenging than those in most test
banks, and they are well suited for exams. (Most other test banks are more suitable
for quizzes than for midterm and final exams.)

A number of other items are available for purchase by students:

1. Study Guide. This supplement outlines the key sections of each chapter, gives
some self-test questions for each chapter, and provides a set of solved problems
similar to those in the test bank.

2. Casebooks. A tax update edition of Cases in Managerial Finance, Sixth Edi-
tion (Dryden Press, 1986), by Roy L. Crum and Eugene F. Brigham, is well suited
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for use with this text. In addition, a collection of Harvard-type cases by Diana
Harrington, Case Studies in Financial Decision Making, also coordinated with this
text, is available (Dryden Press, 1985). Note that both of these casebooks have
Lotus 1-2-3 models available which can be used in conjunction with the cases.

3. Readings Books. A new readings book, Issues and Readings in Managerial
Finance, Third Edition (Dryden Press, 1987), edited by Ramon E. Johnson, pro-
vides an excellent mix of theoretical and practical articles which can be used to
supplement the text.

4. Computer Books. A new Dryden book, Finance With Lotus 1-2-3: Text, Cases,
and Models, by Eugene F. Brigham and Dana Aberwald, is available to teach stu-
dents how to use Lotus 1-2-3 and to explain how commonly encountered prob-
lems in financial management can be analyzed using this powerful software. For
individuals or schools that do not have access to Lotus 1-2-3, a powerful new Lotus
workalike, Joe Spreadsheet, by Goldstein Software Inc., is available from Dryden.
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ERRORS IN THE TEXT

At this point in the preface, authors of most books say something like this: “We
appreciate all the help we received from the people listed above, but any remain-
ing 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 instructors, we resolved to avoid this problem in Financial
Management. As a result of the error detection procedures used, we are con-
vinced that it is virtually free of mistakes.

Some of our colleagues suggested that if we are so confident about the book’s
accuracy, we should offer a reward to people who find errors. With this in mind,
but primarily because we want to detect any remaining errors and correct them
in subsequent printings, we hereby offer a reward of $7.50 per error (misspelled
word, arithmetic mistake, and the like) to the first person who reports it to us.
(Any error that has follow-through effects is counted as two errors only.) Two
accounting students have set up a foolproof audit system to make sure we pay Off.
Accounting students tend to be skeptics!

CONCLUSION

Finance is, in a real sense, the cornerstone of the enterprise system, so good finan-
cial management is vitally important to the economic health of business firms, and
hence to the nation and the world. Because of its importance, finance should be
widely and thoroughly understood, but this is easier said than done. The field is
relatively complex, and it is undergoing constant change in response to shifts in
economic conditions. All of this makes finance stimulating and exciting, but also
challenging and sometimes perplexing. We sincerely hope that Financial Manage-
ment will meet its own challenge by contributing to a better understanding of the
financial system.

Eugene F. Brigham
Louis C. Gapenski

Graduate School of Business Administration
University of Florida
Gainesville, Florida 32611

October 1987
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