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Teaching Students the

Logic of Financ

The Four Principles of Finance

Many finance books only show students the mechanics of finance problem solving, but students
learn better when given the intuition behind complex concepts. Financial Management shows
students the reasoning behind financial decisions and connects all topics in the book to four key
recurring principles —the Four Principles of Finance. @ Principle 1, @ Principle 2, & Principle 3, I Principle 4

Each chapter opens with a helpful preview of the Four
Principles that are illustrated in the coming chapter, so
students see the underlying and connecting themes and
learn to recognize patterns. Principles are color-coded for
quick recognition.

The chapter-opening vignette provides

i a real-world example of the Four Prin-
anagers s e 5 ciples applied in the chapter, many times
reinforcing the rule by showing how “for-
getting” a Principle might lead to financial
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Each chapter-concluding Summary reviews Four
Principles of Finance in context for a deeper under-
standing and retention of chapter concepts.
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Within the chapter, the authors draw on the Four Principles to \
illustrate concepts and explain the rationale behind financial
decision-making. Look For: @ @, @, &

& frinciple 1: Money Has a Time Value

@ rinciple 2: There Is a Risk-Return Tradeoff
[@rrinciple 3: Cash Flows Are the Source of Value
& rrinciple 4: Market Prices Reflect Information
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Tools for Developing Study Skills

To be successful, finance students need hands-on practice opportunities that
help them go beyond rote memorization of formulas to a true understanding of
the dynamics of solving finance problems.

Checkpoints model a consistent problem-solving\
technique that walks through each problem in
5 steps, including an analysis of the solution
reached. Each Checkpoint concludes with an addi-
tional practice problem with solution on the same
topic so students can test their mastery of the prob-
lem-solving approach. Then, students can take
their knowledge to the test by completing the linked

end-of-chapter problem(s). J
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Self-Test Problems provide an additional
opportunity for hands-on practice following
the book's hallmark step-by-step problem-
solving model.
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Preface

The eleventh edition of Financial Management: Principles and Applications is more than a re-
vision of its predecessor volumes. Sheridan Titman joins the author team while two old friends
have stepped down. We have been careful to retain the student focus of prior editions and have
rewritten the entire book from the ground up incorporating insights from recent academic re-
search as well as noteworthy events. In addition, we have made a number of pedagogical im-
provements that should make the material much more engaging to the undergraduate student.

Our Approach to Financial Management

The first-time student of finance will find that corporate finance builds upon both economics
and accounting. Economics provides much of the theory that underlies our techniques, whereas
accounting provides the input or data on which decision making is based. Unfortunately, it is
all too easy for students to lose sight of the logic that drives finance and to focus instead on
memorizing formulas and procedures. As a result, students have a difficult time understanding
the interrelationships between the topics covered. Moreover, later in life when the problems en-
countered do not fit neatly into the textbook presentation, the student may have problems ab-
stracting from what was learned. To overcome this problem, the opening chapter presents four
basic principles of finance that are woven throughout the book. What results is a text tightly
bound around these guiding principles. In essence, the student is presented with a cohesive, in-
terrelated subject from which future, as yet unknown, problems can be approached.

Teaching an introductory finance class while faced with an ever-expanding discipline puts
additional pressures on the instructor. What to cover, what to omit, and how to make these de-
cisions while maintaining a cohesive presentation are inescapable questions. In dealing with
these questions, we have attempted to present the chapters in a stand-alone fashion so that they
can easily be rearranged to fit almost any desired course structure and course length. Because
the principles are woven into every chapter, the presentation of the text remains tight regard-
less of whether or not the chapters are rearranged. Again, our goal is to provide an enduring
understanding of the basic tools and fundamental principles upon which finance is based. This
foundation will give a student beginning his or her studies in finance a strong base on which
to build future studies and it will give the student who only takes one finance class a lasting
understanding of the basics of finance.

Although historical circumstances continue to serve as the driving force behind the devel-
opment and practice of finance, the underlying principles that guide our discipline remain the
same. These principles are presented in an intuitively appealing manner in Chapter 1 and there-
after are tied to all that follows. With a focus upon the big picture, we provide an introduction
to financial decision making rooted in current financial theory and the current state of world
economic conditions. This focus can be seen in a number of ways, perhaps the most obvious
being the attention paid both to valuation and to the capital markets, as well as their influence
on corporate financial decisions. What results is an introductory treatment of a discipline rather
than the treatment of a series of isolated finance problems. The goal of this text is to go beyond
teaching the tools of a discipline or a trade and help students gain a complete understanding
of the subject. This will give them the ability to apply what they have learned to new and yet
unforeseen problems—in short, to educate students in finance.

A Total Learning Package

The newly rewritten Financial Management is not simply another introductory finance text. It
is a total learning package that reflects the vitality of an ever-expanding discipline. Specifi-
cally, the eleventh edition of Financial Management: Principles and Applications was revised
to include features with benefits designed to address seven key criteria:



Criteria

. Finance books often show the mechanics
of finance but do not present the
intuition. :
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The 11th edition utilizes four key principles to help students understand financial
management so that they can focus on the intuition behind the mechanics of
solving problems.

. Students learn best when they are
actively engaged.

.

A five-step problem solving technique is used in fully worked-out examples called
Checkpoints. These Checkpoints give students an opportunity to pause and test
their comprehension of the key quantitative concepts as they are presented. The
fifth step is a practice problem (“Check Yourself”) for students to try out a similar
problem on their own.

Each chapter section concludes with a set of review questions (‘“Concept Check”)
to test mastery of the concepts.

. Student understanding and motivation
are improved when concepts are applied
to topics that have relevance to their
lives.

The feature box “The Business of Life” links important finance concepts to
personal finance matters of high interest to students.

The feature box “Regardless of Your Major” brings in examples from all majors in
the business school so that students can see the applicability of finance topics to
their own chosen profession.

The feature box “Finance in a Flat World” highlights international examples of
corporate finance concepts.

End-of-chapter questions are linked to these feature boxes to ensure that students
have the opportunity to actively engage with the ideas presented.

. An undergraduate textbook should
provide meaningful pedagogical aids to
ensure student comprehension and
retention.

Each pedagogical feature in the chapter has significance and relevance to the
chapter topics, and students are held accountable for the information therein:
Designated end-of-chapter problems key off the examples used in the chapter-
opening vignettes and in the in-chapter feature boxes.

Company scenarios used in chapter-opening vignettes are woven into the chapter
body itself.

The end-of-chapter problems are labeled by the major chapter section heads to
guide students to the relevant chapter content.

. Students often struggle with the
mathematical rigor of this course and
need an accessible presentation of the
mathematics.

‘We minimize the use of formulas when we can spell things out in plain English.
We use a five-step procedure in our problem examples (called Checkpoints) that
begins by visualizing the problem graphically, describes a solution methodology,
lays out all the necessary steps in the solution, and then interprets the solution by
analyzing the underlying content of the problem situation.

Financial management is a problem-solving course so we have lots of worked-out
examples and have sorted the end-of-chapter materials by major chapter section to
guide the student to the relevant segment of the chapter.

Figures are enhanced with notes and “talking boxes” that step students through the

graphs and highlight key points.

. Professors find assigning and grading
homework too time consuming.

MyFinanceLab handles the grading.
MyFinanceLab allows instructors to create and assign tests, quizzes, or graded
assignments with ease.

. Students often miss the big picture,
viewing finance as a presentation of
several loosely connected topics.

The opening chapter presents four underlying principles of finance that serve as a
springboard for the chapters and topics that follow. In essence, the student is
presented with a cohesive, interrelated perspective from which future problems
can be approached.

The core of finance involves trying to assess the valuation consequences of business
decisions in a wide variety of situations. Unfortunately, students often become so
enmeshed in the details of a business problem that they have difficulty identifying
the valuation consequences of its choices. To give students a guide for their analysis
we use four guiding principles that underlie the valuation of any investment.

With a focus on the big picture, we provide an introduction to financial decision
making rooted in current financial theory and in the current state of world
economic conditions. What results is an introductory treatment of a discipline
rather than the treatment of a series of isolated problems that face the financial
manager. The goal of this text is not merely to teach the tools of a discipline or
trade but also to enable students to abstract what is learned to new and yet
unforeseen problems—in short, to educate the student in finance.
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Learning Aids In the Text

NEW! An Organizational Framework: The Four Principles of Finance In this edi-
tion we have reduced the list of principles of finance down to four basic principles: Money Has
a Time Value; There Is a Risk-Return Tradeoff; Cash Flows Are the Source of Value; and Mar-
ket Prices Reflect Information. These four principles, which represent the economic theory
that makes up the foundation of financial decision making, are woven throughout the chapters
of the book and provide the basis for focusing the reader on understanding the economic intu-
ition rather than just the mechanics of solving problems. They will be integrated throughout
the text in the following ways:

¢ Introduced in Chapter 1 using examples that students can relate to personally.

e Revisited in the chapter openers with reference to their application to each chapter’s
content.

¢ Specific reference is made throughout the text where the principles come to bear on the
discussion. -

A Focus on Valuation

Although many professors and instructors make valuation the central theme of their course,
students often lose sight of this focus when reading their text. We have revised this edition to
reinforce this focus in the content and organization of our text in some very concrete ways, i.e.,

* First, as we mentioned earlier, we build our discussion around four finance principles that
provide the foundation for the valuation of any investment.

* Second, new topics are introduced in the context of “what is the value proposition?”” and
“how is the value of the enterprise affected?”

NEW! A Multi-Step Approach to Problem-Solving and Analysis As anyone who has
taught the core undergraduate finance course knows, there is a wide range of math comprehen-
sion and skill. Students who do not have the math skills needed to master the subject end up
memorizing formulas rather than focusing on the analysis of business decisions using math as
a tool. We address this problem both in terms of text content and pedagogy.

* First, we present math only as a tool to help us analyze problems, and only when neces-
sary. We do not present math for its own sake.

* Second, finance is an analytical subject and requires that students be able to solve prob-
lems. To help with this process, numbered chapter examples called “Checkpoints” appear
throughout the book. Each of these examples follows a very detailed and multi-step ap-
proach to problem solving that helps students develop their own problem-solving skills.

1. Step 1: Picture the problem. For example, if the problem involves a cash flow, we
will first sketch the timeline. This step also entails writing down everything you know
about the problem, which includes any relationships such as what fraction of the cash
flow is distributed to each of the parties involved and when it is to be received or paid.

2. Step 2: Decide on a solution strategy. For example, what is the appropriate formula
to apply? How can a calculator or spreadsheet be used to “crunch the numbers”?

3. Step 3: Solve. Here we provide a completely worked out step-by-step solution. We
first present a description of the solution in prose and then a corresponding mathemat-

. ical implementation.

4. Step 4: Analyze. We end each solution with an analysis of what the solution means.
This emphasizes the point that problem solving is about analysis and decision mak-
ing. Moreover, at this step we emphasize the fact the decistons are often based on in-
complete information which requires the exercise of managerial judgment, a fact of
life that is often learned on the job.

5. Step 5: Check yourself. Immediately following the presentation of each new prob-
lem type we include a practice problem that gives the student the opportunity to prac-
tice the type of calculation used in the example.
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NEW! Content-Enriched Tables and Figures Students today are visual learners. They
are used to scanning Internet sites to learn at a glance without the .eed to ferret out the mean-
ing of a printed page. Rather than see this as a negative, we think, instead, students (and we)
are all the beneficiaries of a media revolution that allows us to learn quickly and easily using
graphical design and interactive software. Textbooks have been slow to respond to this new
way of absorbing information. In this text, the key elements of each chapter in the book can
quite literally be gleaned (reviewed) from the chapter tables, figures, and examples. This
means that all tables and figures are “content enriched”. They are captioned, labeled in detail,
and carefully linked so as to make them useful as a standalone tool for reviewing the chapter
content.

NEW! Business of Life boxes apply the chapter concepts to personal financial problems that
students encounter in their daily lives.

NEW! Finance in a Flat World boxes demonstrate how the chapter content applies to in-
ternational business.

NEW! Figures include floating call-outs with descriptive annotations designed to highlight
key points in the figures and facilitate student learning.

NEW! Figure and Table captions: Figures and Tables have detailed captions describing
the objective of the figure or table and necessary background information so that its content
can be easily understood. This allows students to review the chapter content by scanning the
figures and tables directly.

NEW! Equations are written out in plain English with minimal use of acronyms and
abbreviations.

NEW! Finance spreadsheets and calculators. The use of financial spreadsheets and
calculators has been integrated throughout the text. Thus students have access to both meth-
ods of problem solving. An appendix is provided which guides students through the use of both
the HP and TI financial calculators. Excel files are available for worked examples and end-of-
chapter solutions.

NEW! Expanded use of real-world examples. We provide ticker symbols in parenthe-
ses following the names of real companies throughout the text. This makes it possible for stu-
dents to easily identify when the example deals with an actual company.

NEW! Chapter summaries have been rewritten and are organized around the chapter
objectives.

Study Questions: Review questions on the main concepts in the chapter are listed in the or-
der in which the materials were discussed in the chapter for easy student reference.

Self-Test Problems: Study problems with worked out solutions follow the step-by-step pro-
cedure models in the in-chapter Checkpoints.

NEW! Study Problems: Study problems are organized by chapter section so that both the
instructor and student can readily align text and problem materials.

New to This Edition

Every chapter in the eleventh edition of Financial Management: Principles and Applications
has been completely rewritten. The following list highlights some of the important changes
that were made in each of the book’s 20 chapters:

¢ Chapter 1: The opening chapter has been completely rewritten to begin with an overview
of finance, examining what it is and the value students will gain from its study. It then
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examines different organizational forms and details how finance fits into the firm’s orga-
nizational structure. From there, the goal of the firm, the role of ethics and trust in finance,
and agency considerations are explored. Finally, the four basic principles of finance—
Money Has a Time Value, There Is a Risk-Return Tradeoff, Cash Flows Are the Source of
Value, and Markets Reflect Information—are presented.

Chapter 2: This chapter was streamlined to present the student with need-to-know ma-
terial related to the financial marketplace and the securities markets. It presents increased
emphasis on how the securities markets bring corporations and investors together. It also
provides a brief introduction to stocks and bonds, along with a clear presentation of how
to read stock price quotes, thereby allowing the instructor to discuss current events in the
financial markets as the course proceeds.

Chapter 3: We have taken care to explain the need for reviewing a firm’s accounting
statements and focus on the three primary statements used for financial analysis: the in-
come statement, balance sheet, and statement of cash flow.

Chapter 4: We continue to use the newly developed example financial statements from
Chapter 3 to illustrate financial statement analysis. This chapter emphasizes the impor-
tance of understanding statement content, not just calculating financial ratios.

Chapter 5: Because of both the importance of the time value of money and the difficul-
ties that many students have in mastering material that is mathematical in nature, the dis-
cussion of the time value of money has been broken down into two chapters—Chapters 5
and 6. Chapter S examines single cash flows, calculating future and present value in ad-
dition to non-annual compounding and equivalent annual rates. In this edition, we place
an increased emphasis on the use of timelines to help students better visualize time value
of money problems.

Chapter 6: Chapter 6 picks up where Chapter 5 ends, examining ordinary annuities, an-
nuities due, amortizing loans, level perpetuities, and growing perpetuities. Just as in
Chapter 5, there is an increased emphasis on the use of timelines, allowing the student to
visualize the movement of money over time.

Chapter 7: This is an entirely new chapter written for this edition. We use graphics ex-
tensively to illustrate the history of financial market investment returns and discuss the
role of market efficiency in driving the relationship between risk and return.

Chapter 8: The rudiments of portfolio risk and return are used to develop the Capital As-
set Pricing Model in a simple and intuitive way.

Chapter 9: This chapter examines bond valuation and interest rates, first describing ba-
sic bond characteristic, then looking at how bonds are valued by discounting future cash
flows. From there, four key bond valuation principles are introduced, followed by a de-
scription of different types of bonds and a look at how interest rates are determined.
Throughout this chapter there is an increased emphasis placed on visual presentation of
material as well as a step-by-step approach to problem solving.

Chapter 10: The presentation of stock valuation focuses on an intuitive approach, using
mathematics only when necessary. For example, a simple three-step procedure is pre-
sented for valuing common stock after which we take an intuitive look at what causes
stock prices to go up and down.

Chapter 11: This is the first of three chapters that focus on the evaluation of capital in-
vestments. This chapter develops the criteria typically used to evaluate whether to invest,
including net present value, profitability index, internal rate of return, modified internal
rate of return, payback, and discounted payback.

Chapter 12: Estimating and analyzing an investment proposal’s cash flows is at the very
heart of capital budgeting and this chapter is devoted exclusively to the subject. We focus
first on relevant cash flows which are incremental to the investment project and then esti-
mate free cash flows. In addition to evaluating cash flows for independent investment pro-
posals, we also consider replacement investment cash flows.

Chapter 13: In this edition we have moved the discussion of break-even analysis from

the leverage chapter to the risk analysis and project evaluation chapter. We have also ex-
panded our discussion of sensitivity analysis and real options in capital budgeting.
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e Chapter 14: In this chapter we present a three-step procedure for estimating a firm’s
WACC. The use of the three-step approach takes something that students might find com-
plicated and makes it much more manageable and intuitive in nature. We also examine the
pros and cons of the use of the dividend growth model versus the capital asset pricing
model, thereby providing the student with insights into the difficulties and potential pit-
falls in estimating a firm’s WACC.

e Chapter 15: The approach we take to capital structure policy is very pragmatic, begin-
ning with an overview of how firms actually finance their investments. We then provide
an intuitive review of capital structure theory before discussing practical tools used to
make capital structure decisions.

¢ Chapter 16: Just as with capital structure policy we begin our dividend policy discussion
by looking at how firms distribute cash to their stockholders. Next we provide an intuitive
review of why dividend policy matters to investors before describing the typical cash dis-
tribution practices used by firms.

e Chapter 17: We follow a very direct and practical approach to the discussion of finan-
cial planning that begins with a three-step procedure. Finally we illustrate the use of the
cash budget as a tool for organizing a firm’s planned sources and expenditures of cash over
a short planning horizon.

e Chapter 18: The importance of a firm’s efforts to manage its working capital is often
overlooked so we open this chapter with the story of Dell (DELL) and its revolutionary
working capital policies that provide the financial fuel for its extraordinary growth. We
then discuss working capital policy by focusing on the costs and benefits derived from in-
vesting in current assets and using short-term sources of financing.

e Chapter 19: This chapter was revised and updated to reflect changes in exchange rates
and in the global financial markets in general. In addition, the presentation was simplified
in order to make it more accessible to the student.

¢ Chapter 20: Owing to the fast pace of changes in corporate risk management, this chap-
ter was completely rewritten to reflect the current state of corporate practice. It begins
with the presentation of a unique five-step corporate risk managment strategy as follows:
identify and understand the firm’s major risks, decide which types of risks to keep and
which to transfer, decide how much risk to assume, incorporate risk into all the firm’s de-
cisions and processes, and finally, monitor and manage the risks the firm assumes. From
there the chapter looks at managing risk with insurance contracts, forward contracts and
exchange-traded financial derivatives, and closes with a look at options and swaps. Much
of the presentation is done graphically to help provide the student with an intuitive under-
standing of risk management.

FOR INSTRUCTORS

¢ Downloadable Supplements These features allow instructors to access the book’s
PowerPoint presentations and Instructor’s Manual.
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