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Teaching Students the

Logicof Finance

The Five Principles of Finance

Many finance books show students only 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 five key principles—the
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Preface

The thirteenth edition of Financial Management: Principles and Applications updates our
materials and further refines our pedagogical approach in ways that make the material much
more engaging to all undergraduate students, regardless of their major.

Our Approach to Financial Management

First-time students of finance will find that financial management builds on both eco-
nomics 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, they
have a difficult time understanding how the various topics covered in an introductory
course tie together, and they do not appreciate how the financial insights may be useful
for them personally. More importantly, later in life when students encounter problems
that do not fit neatly into the textbook presentation, they may not be able to apply what
they have learned.

Our book is designed to overcome these problems. The opening chapter presents five
basic principles of finance that are woven throughout the book, creating a text tightly bound
around these guiding principles. In essence, students are presented with a cohesive, interre-
lated subject they can use when approaching future, as yet unknown, problems. We also rec-
ognize that most students taking introductory financial management are not finance majors,
and we include two features that help keep them engaged. At the beginning of each chapter,
we include a “Regardless of Your Major” feature box that explains why the issues raised in
the chapter are relevant to those students who are not finance majors. In addition, throughout
the book we have “Finance for Life” feature boxes that address issues like whether to buy or
lease a car and illustrate how students will be using the tools of financial analysis for personal
decisions throughout their lives.

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 decisions while maintaining a cohesive presentation are inescapable questions. In deal-
ing 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, regardless of whether or not the chapters are rearranged. Again, our goal is to provide
an enduring understanding of the basic tools and fundamental principles on which finance is
based. This foundation will give students beginning their studies in finance a strong base on
which to build future studies, and it will give students who take only one finance class a last-
ing understanding of the basics of finance.

Although historical developments, like the 2008 financial crisis, influence the topics that
are included in the introductory finance class, the underlying principles that guide financial
analysis remain the same. These principles are presented in an intuitively appealing manner
in Chapter 1 and thereafter are tied to all that follows. With a focus on these principles, we
provide an introduction to financial decision making rooted in financial theory. 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 deci-
sions. What results is an introductory treatment of a discipline rather than the treatment of a
series of isolated finance problems. Our goal is to go beyond teaching the tools of financial
analysis and help students gain a complete understanding of the subject so they will be
able to apply what they have learned to new and unforeseen problems—in short, to educate
students in finance.
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New to This Edition

The thirteenth edition includes the following key updates:

* A Guided Solution Video for each Checkpoint in the text

* “Finance for Life” feature boxes that analyze the text discussion of financial management
using real-world examples

e Updated end-of-chapter Study Problem sets
» Examples that use actual companies and reflect current conditions
e Expanded coverage of the impact of changes in exchange rates

e Data and current events updates throughout

A Total Learning Package

Financial Management is not simply another introductory finance text. It is a total learning
package that reflects the vitality of an ever-expanding discipline. Specifically, the thirteenth
edition of Financial Management: Principles and Applications was revised to include fea-
tures with benefits designed to address the seven key criteria outlined on the next page.

Learning Aids in the Text

The Five Principles of Finance Together, the five principles, Money Has a Time Value,
There Is a Risk-Return Tradeoff, Cash Flows Are the Source of Value, Market Prices Reflect
Information, and Individuals Respond to Incentives, represent the economic theory that makes
up the foundation of financial decision making and are woven throughout the chapters of the
book, providing the basis for focusing students on understanding the economic intuition rather
than just the mechanics of solving problems. They are integrated throughout the text in the
following ways:

 The five principles are introduced in Chapter 1 using examples that students can relate to
personally.

* They are revisited in the chapter openers with reference to their application to each chap-
ter’s content.

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

A Focus on Valuation Although many 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:

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

e Second, we have introduced new topics in the context of “What is the value proposition?”’
and “How is the value of the enterprise affected?”

NEW! Guided Solutions Videos These videos, which are available in MyLab Finance,
have been prepared for each of the Checkpoint examples in the text. They walk students
through the solution to each example exercise and allow them to stop and rewatch as many
times as needed to grasp the problem solution.

“Finance for Life” A new feature box has been introduced that provides students with
analysis parallel to the text discussion of financial management but using examples they will
likely experience in their personal lives. Once again, this pedagogical tool is designed to make
the study of finance relevant to all students, regardless of their major.

NEW! Expanded Study Problem Sets Focusing on chapters with high problem usage,
the end-of-chapter Study Problem sets have been strategically expanded to provide better



24

PREFACE |

Challenge

. Finance books often show

the mechanics of finance but
do not present the intuition.

Solution

The thirteenth edition utilizes five key principles to help students understand financial man-
agement 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 Check-
points. These Checkpoints give students an opportunity to pause and test their comprehension
of the key quantitative concepts as they are presented. In the fifth step (“Check Yourself”),
students are given a practice problem similar to the preceding example to attempt on their
own. In addition, the “Check Yourself” steps are presented in Lecture Capture Videos that
are available on MyLab Finance. These videos walk students through each practice problem,
clearing up any questions they might have.

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

The feature box “Finance for Life” links important finance concepts to personal finance deci-
sions that will be relevant throughout students’ lives.

The feature box “Regardless of Your Major” illustrates that financial decision making often
requires a team that includes not only financial analysts but also engineers, operations people,
marketing people, and accountants. Just like finance majors need to know more than just
finance, students pursuing these other majors need to know basic financial management to
serve effectively on these teams.

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

End-of-chapter Study 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.

“Tools of Financial Analysis” feature boxes are provided throughout the text; they name the tool
being studied, provide its formula, and then explain what it tells students.

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 Study Questions key off the in-chapter feature boxes.

Company scenarios used in chapter-opening vignettes are woven into the chapter body itself.
The end-of-chapter Study Problems are labeled by major chapter section heads to guide stu-
dents to the relevant chapter content.

Students often struggle with
the mathematical rigor of the
introductory finance course
and need an accessible
presentation of the math-
ematics.

The “Tools of Financial Analysis” feature boxes provide students with clearly stated descrip-
tions of what the essential equations or formulas tell them.

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 neces-
sary steps in the solution, and then interprets the solution by analyzing the underlying content
of the problem situation. In addition, the practice problems in the “Check Yourself” steps are
presented in Lecture Capture Videos that are available on MyLab Finance. These videos walk
students through each practice problem, clearing up any questions they might have.

Financial management is a problem-solving course, so we provide lots of worked-out exam-
ples and have sorted the end-of-chapter materials by major chapter sections to guide students
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.

. Instructors find assigning

and grading homework too
time-consuming.

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

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

The opening chapter presents five underlying principles of finance that serve as a springboard for
the chapters and topics that follow. In essence, students are 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 context for their analysis, we use five guiding principles that under-
lie 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 apply what is learned to new and as yet
unforeseen problems—in short, to educate students in finance.
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problem choices for the instructor. As in the previous edition, all Study Problem sets are
organized by chapter section so that both instructors and students can readily align text and
problem materials. Where actual company examples are used, problems have been updated to
reflect current conditions.

Real-World Examples To enhance the relevance of the topics discussed, we have made
extensive use of real-world examples. We provide ticker symbols in parentheses following
the names of real companies throughout the text. This makes it possible for students to easily
recognize examples that deal with actual companies.

NEW! Expanded Coverage of the Impact of Changes in Exchange Rates A new
section titled “What a Change in the Exchange Rate Means for Business” examines how ex-
change rate changes impact imports and exports and the profitability of multinational firms.

A Multistep Approach to Problem Solving and Analysis As anyone who has taught
the core undergraduate finance course knows, students vary across a wide range in terms of
their math comprehension and skills. Students who do not have the math skills needed to
master the subject end up memorizing formulas rather than focusing on the analysis of busi-
ness decisions using math as a tool. We address this problem in terms of both 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.

e 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, multistep approach
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 we
know about the problem, which includes any relationships such as what fraction of
the cash flow is to be 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 provide a corresponding
mathematical 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 that decisions are often based on
incomplete 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 students the opportunity to prac-
tice the type of calculation used in the example. For students wanting more help,
the solutions to these “Check Yourself” problems are available as Lecture Capture
Videos in MyLab Finance.

Content-Enriched Tables and Figures Students today are visual learners. They are
used to scanning Internet sites to learn at a glance without the need to ferret out the meaning
of a printed page. Rather than seeing this as a negative, we think, instead, that students (and
we) are all the beneficiaries of a media revolution that allows us to learn quickly and easily
using graphic 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 stand-alone tool for reviewing
the chapter content.
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“Finance for Life” These feature boxes apply the chapter concepts to personal financial
problems that students encounter in their daily lives.

“Finance in a Flat World” These feature boxes demonstrate how the chapter content
applies to international business.

Figure Call-Outs Many figures include floating call-outs with descriptive annotations
designed to highlight key points in the figures and facilitate student learning.

Figure and Table Captions Detailed captions describe the objective of each figure or table
and provide 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.

Equations Equations are written out in plain English with minimal use of acronyms and
abbreviations. In addition, “Tools of Financial Analysis” feature boxes are used throughout
the book to provide a quick review and reference guide for critical equations used to support
financial decision making.

Financial Spreadsheets and Calculators The use of financial spreadsheets and calcula-
tors has been integrated throughout the text. Thus, students have access to both methods of
problem solving. An appendix is provided that guides students through the use of both the HP
and the TI financial calculators. Excel files are available for worked-out examples and end-
of-chapter solutions.

Chapter Summaries The Chapter Summaries have been rewritten and are organized
around the chapter objectives.

Study Questions These end-of-chapter questions review the main concepts in the chapter
and are presented in the order in which these concepts were discussed in the chapter for easy
student reference.

Content Updating

In response to the continued development of financial thought, reviewer comments, and the
recent economic crisis, changes have been made in the text. The following list highlights some
of the important changes that were made in each of the book’s 20 chapters:

Chapter 1
GETTING STARTED—PRINCIPLES OF FINANCE

» The discussion of the five principles of finance has been revised, increasing its currency.
¢ This chapter has been updated and revised to make it as intuitive as possible.

e New examples—including GM’s partnership with Lyft, Disney’s Star Wars franchise,
Fitbit, Netflix, and Chesapeake Energy—have been added.

Chapter 2
FIRMS AND THE FINANCIAL MARKETS

» This chapter has been revised to reflect the recent changes in interest rates and in the
financial markets.

e The discussion of how securities markets bring corporations and investors together has
been revised to reflect the current financial markets.

e The Study Questions have been updated and revised.
Chapter 3
UNDERSTANDING FINANCIAL STATEMENTS

e Lecture Capture Videos have been prepared for each of the Checkpoint examples in the
chapter.
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e Chapter Checkpoint example content has been updated to include current data and rewrit-
ten to reflect changing financial conditions.

e Company examples used in the problem exercises have been updated to reflect current
information.

Chapter 4
FINANCIAL ANALYSIS—SIZING UP FIRM PERFORMANCE
e Lecture Capture Videos have been prepared for each of the Checkpoint examples in the
chapter.

¢ Chapter Checkpoint example content has been updated to include current data and rewrit-
ten to reflect changing conditions.

Chapter 5
THE TIME VALUE OF MONEY —THE BASICS
» The coverage of payday loans and the coverage of the equivalent annual return have been
updated, reflecting an example from Advance America in 2016.

e This chapter has been revised with an eye toward making it more accessible to math-
phobic students.

e The Study Questions have been updated and revised.

Chapter 6
THE TIME VALUE OF MONEY —ANNUITIES AND OTHER TOPICS

e The chapter discussion has been reworked to make it more accessible to those students
who are math-phobic.

Chapter 7

AN INTRODUCTION TO RISK AND RETURN—HISTORY OF FINANCIAL MARKET
RETURNS
 Lecture Capture Videos have been prepared for each of the Checkpoint examples in the chapter.

» All tables and figures have been updated to reflect historical rates of return that investors
have earned for different types of security investments.

e The discussion of the geometric and arithmetic means has been revised to make the im-
portance of the type of mean used in our analysis of historical returns more transparent.

» Selected Study Problems have been revised.

Chapter 8
RISK AND RETURN—CAPITAL MARKET THEORY
e Lecture Capture Videos have been prepared for each of the Checkpoint examples in the
chapter.

¢ The discussion of beta and its estimation from historical return data has been revised. The
example company used for this discussion is now Home Depot.

» Selected Study Problems have been revised.

Chapter 9
DEBT VALUATION AND INTEREST RATES
* The examples have been updated and revised to reflect the current level of interest rates
with new examples of borrowing by GE, Disney, and AT&T.

 This chapter has been revised to incorporate the very low interest rate levels in the finan-
cial markets.

e The discussion of the bond valuation relationship has been revised.
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Chapter 10
STOCK VALUATION

* The discussion of the stock market, which is also covered in Chapter 2, has been dropped
due to its redundancy.

e The Study Questions have been updated and revised.

Chapter 11
INVESTMENT DECISION CRITERIA

e Lecture Capture Videos have been prepared for each of the Checkpoint examples in the
chapter.

¢ The modified internal rate of return (MIRR) discussion has been revised to focus on the
origins of the situations in which the analyst will find the MIRR helpful in making an
investment decision.

e The Study Problem set has been substantially revised.

Chapter 12
ANALYZING PROJECT CASH FLOWS

e Lecture Capture Videos have been prepared for each of the Checkpoint examples in the
chapter.

* The Quick Reference tool for free cash flow was replaced with an expanded “Tools of
Financial Analysis” feature box.

e The Study Problem set has been substantially revised.

Chapter 13
RISK ANALYSIS AND PROJECT EVALUATION

e Lecture Capture Videos have been prepared for each of the Checkpoint examples in the
chapter.

» The Study Problem set has been substantially revised.

Chapter 14
THE COST OF CAPITAL

e Lecture Capture Videos have been prepared for each of the Checkpoint examples in the
chapter.

e The Study Problem set has been substantially revised.

Chapter 15
CAPITAL STRUCTURE POLICY

e Lecture Capture Videos have been prepared for each of the Checkpoint examples in the
chapter.

» The Study Problem set has been substantially revised.

Chapter 16
DIVIDEND AND SHARE REPURCHASE POLICY

e Figure 16.1, which looks at corporate earnings, cash dividends, and share repurchases for
a broad cross-section of U.S. firms, has been updated and now covers the period between
2009 and 2015.

e A number of the chapter’s Study Problems have been revised.



PREFACE | 29

Chapter 17
FINANCIAL FORECASTING AND PLANNING
e Lecture Capture Videos have been prepared for each of the Checkpoint examples in the
chapter.
e The Study Problem set has been substantially revised.
* Six Study Problems have been revised.

Chapter 18
WORKING-CAPITAL MANAGEMENT

e Lecture Capture Videos have been prepared for each of the Checkpoint examples in the
chapter.

e The Study Problem set has been substantially revised.

Chapter 19
INTERNATIONAL BUSINESS FINANCE

 This chapter has been revised and updated to reflect dramatic changes in exchange rates
and in the global financial markets in general.

* A new section titled “What a Change in the Exchange Rate Means for Business™ has been
added.

Chapter 20
CORPORATE RISK MANAGEMENT

» This chapter has been revised to reflect changes in the area of corporate risk management
and to allow for a more intuitive presentation.

Learning Aids Supplemental to the Text

Financial Management integrates the most advanced technology available to assist students
and instructors. Not only does this make Financial Management come alive with the most
current information, but also it fosters total understanding of all the tools and concepts neces-
sary to master the course. Financial Management’s complete support package for students
and instructors includes these essentials.

MyLab Finance

This fully integrated online homework system gives students the hands-on practice and tuto-
rial help they need to learn finance efficiently. Ample opportunities for online practice and
assessment in MyLab Finance are seamlessly integrated into each chapter.

¢ Auto-Graded Excel Projects Auto-graded Excel Projects allow instructors to seamlessly
integrate Excel content into their course without having to manually grade spreadsheets.
Students have the opportunity to practice important Finance skills in Microsoft Excel,
helping them to master key concepts and gain proficiency with Excel.

* Guided Solutions Videos These videos, which are available in MyLab Finance, have
been prepared for each of the Checkpoint examples in the text. They walk students
through the solution to each example exercise and allow them to stop and rewatch as
many times as needed to grasp the problem solution.

¢ Financial Calculator The Financial Calculator is available as a smartphone application,
as well as on a computer, and includes important functions such as cash flow, net present
value, and internal rate of return. Fifteen helpful tutorial videos show the many ways to
use the Financial Calculator in MyLab Finance.
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* Interactive Figures Select in-text graphs and figures have been digitally enhanced to
allow students to interact with variables to affect outcomes and bring concepts to life.

e Pearson eText The Pearson eText keeps students engaged in learning on their own time,
while helping them achieve greater conceptual understanding of course material. The
worked examples, animations, and interactive tutorials bring learning to life, and algo-
rithmic practice allows students to apply the very concepts they are reading about. Com-
bining resources that illuminate content with accessible self-assessment, MyLab with
eText provides students with a complete digital learning experience—all in one place.

Instructor’s Manual with Solutions The complete text of the Solutions Manual is included
within the Instructor’s Manual for easy reference. The Instructor’s Manual was written by
Wendell Licon of Arizona State University and contains annotated chapter outlines, lecture
tips, and further questions for class discussion. The complete solutions to the chapter-ending
Study Questions, Study Problems, and Mini-Case problems are also included. The Instruc-
tor’s Manual with Solutions is available for download as Microsoft Word and Adobe PDF
files from the Instructor Resource Center (accessible from www.pearsonglobaleditions.com/
titman).

Test Bank The Test Bank provides multiple-choice, true/false, and short-answer questions
with complete and detailed answers. As an additional resource, the Test Bank indicates ques-
tions that map to the standards set by the Association to Advance Collegiate Schools of Busi-
ness so that instructors can track students’ mastery of these standards. Every question in the
Test Bank is also available in the TestGen software for both Windows and Macintosh comput-
ers. This easy-to-use testing software is a valuable test preparation tool that allows instructors
to view, edit, and add questions. The Test Bank is available for download from the Instructor
Resource Center accessible from www.pearsonglobaleditions.com/titman, and all questions
can be assigned via MyLab Finance.

PowerPoint Presentation Lecture notes have been prepared by Philip Russel of Philadel-
phia University. These electronic slides include full-color presentations of chapter overviews
and examples coordinated with Financial Management, 13th Edition. The PowerPoint
slides are available to download from the Instructor Resource Center, accessible from www
.pearsonglobaleditions.com/titman.
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