
Contents 

INTRODUCTION 

The role of financial management, 2 
The goal of the firm, 3 

Function of the financial manager, 5 
Questions, 7 

Selected references, 8 

The legal and tax environment, 9 
Form of organization, 9 

Corporate income taxes, 12 
Personal income taxes, 17 

Summary, 19 
Questions, 19 
Problems, 20 



PRINCIPLES OF FINANCIAL RETURNS 

The role of financial markets for the business firm, 
The purpose of financial markets, 

Funds flows through sectors of the economy, 
Financial institutions, 

Allocation of funds through yields, 
Money and capital markets, 

Summary, 
Questions, 
Problems, 

Selected references, 

Compound interest and present value, 
Compound interest and terminal values, 

Present values, 
Amortizing a loan, 

Summary, 
Appendix A: Continuous compounding, 

Appendix B: Use of electronic calculators, 
Questions, 
Problems, 

Selected references, 

Foundations for valuation, 
Valuation in general, 

Valuation of fixed-income securities, 
Valuation of common stocks, 

Required rate of return on a stock, 
Equilibrium returns and stock prices, 

Summary, 
Questions, 
Problems, 

Selected references, 

23 
23 
26 
28 
32 
38 
40 
41 
42 
43 

45 
45 
54 
60 
61  
62  
63 
65 
66 
68 

69 
69 
72 
77 
82  
89 
92 
92 
93 
96 



TOOLS OF FINANCIAL ANALYSIS AND PLANNING III 
Financial analysis, 98 

Financial statements, 99 
A possible framework for analysis, 102 

Liquidity ratios, 105 
Debt ratios, 110 

Profitability ratios, 112 
Coverage ratios, 115 

Trend over time, 116 
Common size and index analyses, 118 

Summary, 122 
Appendix: Inflation and financial analysis, 123 

Questions, 128 
Problems, 128 

Selected references, 135 

Funds analysis and financial planning, 136 
Business firm flow of funds, 137 
Source-and-use statements, 137 

Cash-flow forecasting, 142 
Range of cash-flow estimates, 147 

Forecasting financial statements, 149 
Summary, 153 
Questions, 153 
Problems, 154 

Selected references, 160 

WORKING CAPITAL MANAGEMENT 

Current asset and liability structure decisions, 163 
Introduction, 163 

The maturity structure of financing, 164 
The amount of current assets, 169 

Combining liability-structure and current-asset decisions, 171 
Summary, 173 
Questions, 173 
Problems, 174 

Selected references, 176 

6 

7 

IV 



Cash and marketable securities, 178 
The function of cash management, 178 

Accelerating collections, 179 
Control of disbursements, 182 

Cash balances to maintain. 180 
Investment in marketable securities, 187 

Summary, 193 
Appendix: Cash-management models, 193 

Questions, 197 
Problems, 198 

Selected references, 200 

Accounts receivable and inventories, 202 
Credit and collection policies, 202 

Analyzing the credit applicant, 210 
Inventory management and control, 213 

Safety stocks and other considerations, 217 
Summary, 220 
Questions, 221 
Problems, 221 

Selected references, 226 

Spontaneous financing, 228 
Trade credit financing, 228 

Accrual accounts, 234 
Summary, 235 
Questions, 236 
Problems, 236 

Selected references, 237 

Short-term borrowings, 238 
Money-market credit, 238 

Unsecured bank credit, 240 
Secured lending arrangements, 246 

Receivable loans, 247 
Inventory loans, 251 

Composition of short-term financing, 254 
Summary, 255 
Questions, 256 
Problems, 257 

Selected references, 260 



INVESTING IN CAPITAL ASSETS 

Capital budgeting, 262 
Capital formation, 262 

Information required, 263 
Methods for evaluating projects, 267 

Comparison of present-value and internal-rate-of-retum methods, 273 
Additional factors influencing cash flows, 277 

Capital rationing, 283 
Summary, 284 

Appendix A: Multiple internal rates of return, 285 
Appendix B: Inflation and capital budgeting, 287 

Questions, 291 
Problems, 292 

Selected references, 295 

Risk and capital budgeting, 297 
Operating leverage and risk, 298 
The problem of project risk, 301 

Risk for the individual project, 305 
Risk in a portfolio sense, 311 

Summary, 316 
Appendix A: Simulation approach to risky investments, 317 

Appendix B: Normal probability distribution table, 320 
Questions, 320 
Problems, 322 

Selected references, 326 

Required returns on capital investments, 327 
Overall cost of capital of the firm, 327 

The CAPM: project-specific and group-specific required returns, 337 
Evaluation of projects on the basis of their total risk, 341 

Summary, 346 
Appendix: Adjusting the beta for leverage, 348 

Questions, 350 
Problems, 351 

Selected references, 354 



CAPITAL STRUCTURE AND DIVIDEND POLICIES VI 
Leveraging the firm, 357 

Financial risk, 358 
EDIT-EPS relationships, 359 

Cash-flow ability to service debt, 363 
Other methods of analysis, 368 

Summary, 369 
Questions, 370 
Problems, 370 

Selected references, 373 

Conceptual aspects of capital structure, 374 
Introducing the theory, 375 

The boundaries to valuation, 376 
Total-value principle, 381 

The effect of taxes, 385 
Taxes and market imperfections combined, 389 

Summary, 390 
Questions, 391 
Problems, 392 

Selected references, 395 

17 

Dividend policy and retained earnings, 397 
Dividend-payout ratio, 397 

Managerial considerations in determining a dividend payout, 404 
Dividend stability, 406 

Stock dividends and stock splits, 410 
Repurchase of stock, 414 

Additional considerations, 416 
Summary, 418 
Questions, 419 
Problems, 420 

Selected references, 423 

18 



LONGER-TERM FINANCING—INSTRUMENTS AND T 7 TT 
MARKETS V 11 

Interface with suppliers of capital, 426 
Offerings through investment bankers, 426 

Rights offerings, 432 
Regulation of security offerings, 437 

Private placements, 438 
Summary, 440 
Questions, 441 
Problems, 442 

Selected references, 443 

19 

Term and lease financing, 445 
Term loans, 445 

Loan agreements, 448 
Equipment financing, 451 

Lease financing, 452 
Evaluating lease financing in relation to debt financing, 456 

Summary, 460 
Appendix: Accounting treatment of leases, 461 

Questions, 465 
Problems, 466 

Selected references, 468 

20 

Long-term debt, 470 
Features of debt, 470 

Types of debt instruments, 472 
Call provision, 476 

Refunding a bond issue, 477 
Summary, 481 
Questions, 481 
Problems, 482 

Selected references, 484 

21 JL 

XV 



99 Preferred stock and common stock, 485 &A 
Preferred stock and its features, 485 
Common stock and its features, 409 

Rights of stockholders, 491 
Classified common stock, 494 

Summary, 495 
Questions, 490 
Problems, 490 

Selected references, 49B 

9q> 
Convertible securities and warrants, 499 ébd oJ? 

Convertible-security features, 499 
Use of convertibles, 501 

Value of convertible securities, 504 
Warrants and their valuation, 507 

Summary, 511 
Appendix: Option pricing, 511 

Questions, 517 
Problems, 518 

Selected references, 521 

SPECIAL AREAS OF FINANCIAL MANAGEMENT 

Mergers and acquisitions, 523 
Reasons for combination, 524 

Impact of terms of merger, 526 
Acquisitions and capital budgeting, 532 

Holding companies, 535 
Bringing the merger to fruition, 536 

Summary, 544 
Questions, 544 
Problems, 545 

Selected references, 548 

VIII 



International financial management, 550 
Investing abroad, 551 

Currency exposure management, 555 
Multinational financing, 562 

Financing international trade, 565 
Summary, 569 
Questions, 569 
Problems, 570 

Selected references, 572 

25 

The smaller company and financial management, 574 
Characteristics of the small firm, 574 
Special financing opportunities, 578 

Summary, 581 
Questions, 582 

Selected references, 582 

26 

Failure and reorganization, 583 
Voluntary settlements, 584 

Settlements involving litigation, 585 
Liquidation in bankruptcy, 586 

Reorganization, 587 
Summary, 591 
Questions, 591 
Problems, 592 

Selected references, 595 

27 

Appendix: present-value tables, 597 

Index, 603 

xvii 


