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PREFACE

When the first edition of Fundamentals was published 28 years ago, we wanted
to provide an introductory text that students would find interesting and under-
standable. Fundamentals immediately became the leading undergraduate finance
text, and it has maintained that position ever since. Our goal with this edition
has been to produce a book and ancillary package that will maintain its lead and
set a new standard for finance textbooks.

Important changes in the financial environment have occurred since the last
edition. New technology and increased globalization continue to transform prac-
tices and markets. Continued improvements in communications and transporta-
tion have made it easier for businesses to operate on a worldwide basis—a com-
pany can be headquartered in New York; develop products in India;
manufacture them in China; and sell them in the United States, Europe, and the
rest of the world. This has led to major changes in the labor market, especially to
an increase in outsourcing, which has resulted in generally lower consumer
prices, but it has caused job losses for some U.S. workers and gains for others.
There have also been dramatic rises and falls in the stock market, and interest
rates have plunged to record lows even as energy prices hit historic highs. Cor-
porate scandals have led to the downfall of such giants as Enron, WorldCom,
and AT&T, and this has led to important changes in the laws governing corpo-
rate management and financial reporting, as well as to equally important
changes in managerial compensation. These issues are discussed in this edition
of Fundamentals, where we analyze them from financial and ethical perspectives.

VALUATION FOCUS

The primary goal of financial management is to help managers maximize their
firms” values. Therefore, the concept of valuation underlies everything in Funda-
mentals. In Chapter 1 we discuss the concept of valuation and explain its
dependency on future cash flows and risk, and we show why value maxi-
mization is good for society in general. We also discuss the importance of ethical
conduct and the consequences of unethical behavior, which include ruined busi-
nesses, financial losses for investors, and jail terms for guilty managers. We also
explain how incentive compensation, along with the threat of takeovers, can be
used to motivate managers to act in the interests of both stockholders and soci-
ety at large.

The valuation theme is continued throughout the text. In Chapter 2, we take
up the time value of money (TVM), a fundamental concept that underlies all of
finance. The basic valuation equation as developed in Chapter 2 requires
inputs—a set of cash flows in the numerator and a discount rate in the denomi-
nator. Therefore, in Chapters 3 and 4 we review basic accounting, including a
discussion of cash flows and ways to analyze financial statements.

Of course, values are not established in a vacuum—stock and bond values
are determined in the financial markets, so an understanding of those markets
and the way they operate is essential to anyone working in finance. Therefore, in
Chapter 5, we discuss the major types of financial markets, the returns that
investors have historically earned in those markets, and the risks inherent in dif-
ferent securities. We then cover, in Chapter 6, interest rates and the factors that
influence them—risk, inflation, liquidity, and the supply of and demand for
capital. This leads directly into a discussion of bonds and bond valuation, in
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iv Preface

Four important advan-
tages of the Eleventh
Edition’s organization.

Chapter 7. Next, in Chapter 8, we discuss risk and returns in the stock market,
beginning with the risk of a stock held in isolation and then moving on to the risk
of stocks held in portfolios. We then explain, in Chapter 9, how common stocks
are valued.

With this background, in subsequent chapters we explain the financial tools
and techniques managers use to help maximize their firms’ values. Included are
chapters on capital budgeting, the optimal capital structure, dividend policy,
working capital, and financial forecasting. The final section of the book consists
of four chapters that deal with derivatives, multinational finance, hybrid securi-
ties, and mergers.

Our organization has four important advantages:

1. Covering TVM and valuation early helps students see how expected future
cash flows, along with risk-adjusted discount rates, determine the value of
the firm. Also, it takes time for students to digest TVM concepts and to learn
how to do the required calculations, and providing this time is another bene-
fit of early TVM coverage.

2. Structuring the book around markets and valuation enhances continuity and
helps students see how the various topics are related to one another.

3. Most students—even those who do not plan to major in finance—are inter-
ested in stock and bond values, rates of return, and the like. Because the abil-
ity to learn is a function of individual interest and motivation, and because
Fundamentals covers securities and security markets early, our organization is
pedagogically sound.

4. Once the basic concepts have been established, it is easier for students to
understand both how and why corporations make specific capital budgeting,
financing, and working capital decisions.

SIGNIFICANT CHANGES IN
THE ELEVENTH EDITION

A good working knowledge of finance is essential for success in business,
regardless of one’s specific job, because everything from marketing to human
services is related to financial issues. This makes it important for anyone who
plans to work in business to learn the fundamentals of finance. However, read-
ing a finance text is different from reading a novel—one must focus on essential
concepts and then work related problems to see how things tie together. For
example, inflation affects interest rates, which affect stock and bond prices,
which affect the feasibility of capital expenditures. To understand these relation-
ships one must learn some basic principles and then work through problems to
see how the various factors interact with one another.

Students sometimes find finance relatively abstract, and they don’t see its
relevance to them. This makes it difficult for professors to get students to do the
work necessary to see just how interesting and relevant it really is. Based on our
own and others’ teaching experiences, in this edition we took a number of steps
to alleviate this problem:

m  [ncreased student interest. Students learn a subject best if they find it interest-
ing, so we need to get them excited about finance. To help here, we use
examples that illustrate how successful corporations apply financial princi-
ples plus examples that show how firms sometimes go astray and fail. We
also explain how financial concepts can help one make better personal deci-
sions, ranging from choosing a job, to investing, to deciding whether to lease
or buy a car.
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m  Provided clear explanations. Students justifiably become frustrated and lose
interest if a subject is not explained clearly. We have always tried to provide
a clear, well-written text, but in this edition we used computer technology to
help us make significant improvements. First, the entire book was put on
electronic files, which enabled us to edit and re-edit to get the writing as
clear as possible. Second, we solved all of the numerical examples with
Excel, and this helped us tweak the numbers to make the examples more
clear and consistent. Third, we shifted sections around to improve the flow
both within the chapters and from one chapter to the next. In total, these
changes will help students learn more in less time, which will reduce their
stress and thus increase their interest and comprehension.

m  Provided timely within-chapter self-tests. Much of finance involves numerical
problems, so students must learn a concept, then become familiar with for-
mulas, and then learn how to apply the formulas to solve specific problems.
In our earlier editions, we explained and illustrated the concepts within the
chapters, then provided a set of end-of-chapter problems that students could
use to practice and test their knowledge. Unfortunately, students learned the
concepts and understood the examples when they read the text, but by the
time they got to the end-of-chapter problems they had forgotten much and
had to go back and re-read the text. With this edition, we provide questions
and problems (with answers) immediately after each section, which permits
students to work with the concepts while things are still fresh on their
minds. Again, this facilitates the learning process.

m  Ranked end-of-chapter problems by difficulty. In past editions we arranged the
end-of-chapter problems by topic, not by difficulty level. Students would
often start working the problems, hit a difficult one relatively quickly,
become frustrated, and give up. In this edition we arranged the problems by
difficulty, identifying the first set as “Easy” ones that most students should
be able to work without too much trouble; then “Intermediate” problems
that are a bit harder; and then “Challenging” problems that are longer, more
complex, and will perhaps require some help from the instructor. This new
setup again reduces students’ stress and frustration.

m  [mproved the Test Bank. The Test Bank has been improved substantially, and
many questions and problems that resemble the easy and intermediate end-
of-chapter problems have been added. Moreover, as discussed later in this
Preface, many of the problems can be algorithmically modified to create an
almost infinite number of alternative versions, with different answers, for a
given problem. Different instructors have different views on the way stu-
dents should be tested, but the new Test Bank and related testing material
can be used to provide students with a set of relatively straightforward
problems that deal with all aspects of financial management to help them
study for the exams. They will then see that if they work hard and learn
how to solve the various types of problems, they will have a good grasp of
finance and, consequently, should do well on exams that consist primarily of
straightforward (easy and intermediate) problems. Most instructors also use
a few “challenging” exam problems, where students must figure out how to
apply finance concepts to deal with new and different situations they
haven’t seen before. The “challenging” end-of-chapter problems are repre-
sentative of this type of exam problem, and a number of them are provided
in the Test Bank.

m  Coordinated the text, problems, and Test Bank. Students should be rewarded for
their efforts, and they become frustrated if they study hard, learn how to
answer most of the problems in the text, and then face an exam where the
problems are different from what they have been studying. To alleviate this
problem, we have consciously coordinated the text examples, within-chapter
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self-tests, end-of-chapter problems, and Test Bank questions and problems. If
students read the text carefully and work the self-test problems, they should
be able to work most of the easy end-of-chapter problems, which should
prepare them for the intermediate problems, which should help with the
challenging problems. Thus, students who work hard should do well on
exams based on the Test Bank.

Improved coverage of the time value of money. As noted earlier, the time value of

money is the most important concept in finance, as it underlies stock and

bond valuation, capital budgeting, cost of capital, lease analysis, and other
key topics. However, students often have trouble grasping the basics of

TVM, and this makes it almost impossible to do well in the course. To help

alleviate this problem, we have taken the following steps:

e  We moved TVM forward, from Chapter 6 to Chapter 2. This gives stu-
dents time to digest TVM concepts before they must use them in the
bond, stock, and capital budgeting chapters.

® As noted earlier, we added self-test problems, with solutions, at the end
of each section. This helps students check their understanding of each
type of problem before moving on.

e We explain the basic TVM functions using a five-step procedure: We
show a time line setup, go through a numerical step-by-step solution,
explain a formula that simplifies the step-by-step approach, explain how
the formula is programmed into a calculator and how the inputs can be
entered to solve the problem very efficiently, and then (as an optional
exercise) show how the problem can be worked using Excel. This proce-
dure helps students see exactly what each function does, understand the
mathematics of the solution process, and see how calculators (and Excel)
can be used to solve TVM problems. This procedure helps avoid the
“black box” problem, where students get answers with a calculator but
don’t really know what’s happening and consequently can’t work prob-
lems that deviate from those whose solutions they have memorized.

e We also developed revised calculator tutorials for the most popular TI
and HP calculators. The tutorial illustrations are identical to our within-
text examples, so when a student reads about, say, the future value in
the text, he or she can simultaneously learn from the tutorial how to find
the FV with a calculator. Students tell us that learning how to use their
calculators as they learn TVM concepts is much more efficient than
studying the two separately.

e The TVM chapter introduces concepts covered in the bond, stock, and
capital budgeting chapters, and this makes coverage of those chapters
more efficient. For example, we illustrate the present values in the TVM
chapter with the same cash flows that are later used in the bond, stock,
and capital budgeting chapters, so in those later chapters we can refer
students back to TVM for a quick refresher on the concept and solution
technique.

Clarified capital budgeting. This is another key concept, but again one that stu-

dents have found difficult. In particular, they have trouble understanding

the differences between ranking criteria such as the net present value and
the internal rate of return methods. In this edition, we begin by discussing
the NPV method, tie it back to the TVM chapter, explain why it’s the best
ranking criterion, and then explain how the other criteria supplement the

NPV. This structure reduces confusion students had in the past and gives

them a better understanding of capital budgeting.

Reorganized the discussion of the financial environment. Chapter 4 in the last edi-

tion was too long to be covered in a reasonable length of time. In this edition,

we divided the chapter into two segments, one on financial markets and
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institutions and a second one that deals with interest rates and their deter-
minants. The second chapter leads us into bond valuation.

e Streamlined the discussion of working capital. Current assets make up about half
of the average firm’s assets, and most students’ first job after graduation is
likely to deal with some aspect of working capital. However, this topic is
often not covered in the introductory finance course, which means that non-
finance majors never cover it at all (and it may also be skipped in advanced
finance courses). We concluded that our coverage was so long, detailed, and
indeed boring that many instructors simply skipped it. We totally rewrote
the working capital material and cover the key points in a logical and suc-
cinct manner. Reviewers unanimously agreed that the new chapter was con-
siderably better than the two old ones, and two reviewers even said that
they enjoyed reading the chapter!

RELATIONSHIP TO OTHER
THOMSON/SOUTH-WESTERN BOOKS

The growing body of financial knowledge makes it impossible to include every-
thing about financial management that one might desire in one textbook. This
led Gene Brigham to coauthor two other texts that deal with materials that go
beyond what can be covered in an introductory course. The first of these is a
comprehensive book aimed primarily at MBAs, Financial Management: Theory and
Practice, Eleventh Edition, coauthored with Michael C. Ehrhardt. The second is
an upper-level undergraduate text, Intermediate Financial Management, Ninth Edi-
tion, coauthored with Phillip R. Daves. In addition, Brigham and Houston
teamed up with Roy Crum to write a text focused on financial management in
an international setting, Fundamentals of International Finance, published by
Thomson in 2005.

Also, some time ago a survey of professors indicated that some preferred a
smaller, more streamlined text than Fundamentals. With that in mind, we created
Fundamentals of Financial Management: Concise, which is 20 percent shorter than
Fundamentals. Most of Concise’s chapters are identical to the corresponding ones
in Fundamentals, but Fundamentals includes an additional chapter on capital
budgeting plus chapters on derivatives, hybrid securities, and mergers.

Although Concise has been well received, there are two significant advan-
tages to a more complete book such as Fundamentals:

1. Fundamentals provides professors with more flexibility in designing their
courses.

2. Fundamentals is a more complete reference book for students to use after
completing the course. This is especially important for nonfinance majors,
who will not otherwise have access to materials that are covered in Funda-
mentals but are omitted from Concise. In this regard, it should be noted that
the chapters in Fundamentals are written in a modular, self-contained format
that makes it easy for students to read them on their own.

INTENDED MARKET

Fundamentals is intended for use in an introductory finance course. The key
chapters can be covered in one term, but if it is supplemented with cases and
perhaps some outside readings, the book can also be used for a two-term course.
When it is covered in one term, instructors generally assign only selected chap-
ters, leaving the others for students to examine on their own or use for reference
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purposes in later courses and after graduation. Note also that the chapters are
written in a flexible, modular format that helps instructors cover the material in
whatever sequence they choose.

ThomsonNOW: A NEW WEB-BASED
COURSE RESOURCE PLATFORM

ThomsonNOW is Thomson Publishing’s new Web-based delivery system, and
it contains items that were in the past provided on a CD. Since ThomsonNOW
is Web based, it can be changed to reflect new developments and can also
operate interactively to create an unlimited number of unique test questions.
ThomsonNOW includes the following items, with more to be added over
time:

Test Bank

The Test Bank for Fundamentals has been enhanced in several ways.

* Many new problems and questions have been added, and those new items
are now contained in Part I of each Test Bank chapter, with Part II containing
questions carried over from the old Test Bank.

® The problems and questions are categorized by difficulty, and more rela-
tively short items suitable for quizzes and time-limited exams were added.

* Many of the problems are set up so that alternative versions can be algorith-
mically generated—one or more of the input parameters such as the interest
rate or project cost is randomly changed and thus creates a similar problem
but with a different answer. This feature enables an instructor to create
unique exams and online quizzes ensure that each student does his or her
own work.

Practice Problems

ThomsonNOW permits an instructor to generate sets of problems that can be
used for

¢ Graded or ungraded homework
®  Online or in-class quizzes.
¢ Practice sets for students to use as a study aid.

With the very large number of problems in the new Test Bank and the algorith-
mic feature, a virtually unlimited number of unique problems can be generated.
Conscientious students can then work many problems and learn how to deal
with most finance issues, but they can’t memorize answers to specific problems
because each problem’s answer may be unique.

Excel Models

A set of new and improved models that go through the calculations in most
chapters, plus additional models tied to the end-of-chapter integrated cases, are
also provided on ThomsonNOW. These models are used to generate some of the
text exhibits, including those used in the capital budgeting chapters. While we
do not assume that students know Excel, we do set the models up so that those
familiar with spreadsheets can get a better feel for how they are used in practice.
We also provide, in the end-of-chapter materials for most chapters, an integrated
spreadsheet problem with a model accessible from ThomsonNOW that does an
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analysis similar to that in the chapter, including data tables and graphs that give
insights into the sensitivity of key outputs to input changes.

Thomson ONE—Business School Edition

I/B/E/S Consensus Estimates. Includes consensus estimates—averages, means,
and medians; analyst-by-analyst earnings coverage; analysts’ forecasts based
on 15 industry standard measures; current and historic coverage for the
selected 500 companies. Current history is five years forward and historic his-
tory is from 1976 for U.S. companies and 1987 for international companies;
current data are updated daily, and historic are updated monthly.

Worldscope. Includes company profiles, financials, and accounting results and
market per-share data for the selected 500 companies; annual information and
monthly prices going back to 1980, all updated daily.

Disclosure SEC Database. Includes company profiles, annual and quarterly
company financials, pricing information, and earnings estimates for selected
U.S. and Canadian companies: annually from 1987, quarterly data rolling 10
years, and monthly pricing—all updated weekly.

DataStream Pricing. Daily international pricing, including share price (open, high,
low, close, P/E), index, and exchange rate data. History is rolling 10 years.

ILX Systems Delayed Quotes. Includes 20-minute delayed quotes of equities
and indices from U.S. and global tickers covering 130 exchanges in 25 devel-
oped countries.

Comtex Real-Time News. Includes current news releases.

SEC Edgar Filings and Global Image Source Filings. Includes regulatory and
nonregulatory filings for both corporate and individual entities. Edgar filings
are real-time and go back 10 years; image filings are updated daily and go
back 7 years.

OTHER FEATURES OF THE
ELEVENTH EDITION

Recent Financial Events

The past few years have witnessed great turmoil in the financial markets. We
have seen an incredible rise and fall of the stock market and the stunning col-
lapses of Enron, WorldCom, Arthur Andersen, and others. Some of these prob-
lems were caused by fraud and questionable accounting practices, which, in
turn, stemmed largely from badly designed executive compensation programs.
As we discuss in Chapter 1, the focus of many top executives shifted from manxi-
mizing their firms” long-run stock prices to maximizing prices on the day the
executives’ own stock options vested and could be sold. We consider the effects
of this shift in focus, and ways to move the focus back to the long run and thus
to benefit all parties, not just executives with stock options.

We also updated Chapters 6, 7, 8, and 9 to reflect the many changes that
have occurred in the stock and bond markets since the last edition. We also
restructured these chapters to improve the flow, and we streamlined the cover-
age of yield curves.

Revised Treatment of Financial Statements

In the wake of the corporate scandals, we have taken steps to enhance our dis-
cussion of financial statements and accounting-related issues. In Chapter 3, we
continue our emphasis on cash flow, and we expanded our discussion of the
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differences between net income, net cash flow, and free cash flow. We also
streamlined the discussion of taxes, focusing on the major tax issues facing
investors and corporations but leaving many details for a Web Appendix, which
can be found on ThomsonNOW.

Reworked Section on Market Efficiency
and Behavioral Finance

The events surrounding the stock market bubble have led many to reevaluate
the efficiency of financial markets, which, in turn, generated new academic
research in the area of behavioral finance. While most authorities still believe
that market efficiency is a cornerstone of finance, market efficiency does have
limitations. Consequently, we discuss the evidence regarding the extent of stock
market efficiency, along with the implications of behavioral finance.

Web Appendixes

To make room for important new materials and to streamline the book, we
moved certain interesting but secondary material to appendixes available
through ThomsonNOW. References to these appendixes are provided in the rele-
vant text chapters.

Streamlined Discussion of the Time Value of Money

As noted earlier, we took several steps to increase the readability of this critically
important chapter. First, we moved it from Chapter 6 to Chapter 2 to give students
more time to digest it before using it in the bond, stock, and capital budgeting
chapters. We also added end-of-section self-tests to ensure that students can work
with the function that was just discussed before moving on to the next one, and
we provide (on ThomsonNOW) tutorials on the most popular calculators to help
in this regard. The new setup helps students understand the fundamental issues in
TVM and work problems efficiently, but without falling into the “black box trap”
of knowing how to work specific problems but not understanding concepts well
enough to deal with problems that are structured somewhat differently.

Changes in the Working Capital Chapter

As noted earlier, we totally rewrote the working capital material, reducing it from
two chapters to one to cover the key points in a logical and succinct manner.
Reviewers unanimously agreed that the new chapter was considerably better
than the two old ones. A quote from one reviewer summarizes their conclusions:

I like the abbreviated one-chapter approach. I looked at the old Tenth Edition
chapter again, and I like the new one much better—it is more readable than
the original two chapters, and I actually enjoyed reading it. The two-chapter
approach provided too much extraneous and confusing information. The
new and more concise presentation gives introductory students exactly what
they need. Also, the new chapter is so much better than the previous two
that I could assign it to students to read and learn on their own. I would,
however, cover the cash budget in class because that is a bit more compli-
cated, but even cash budgeting is much better presented here.

Another reviewer stated that he has been skipping working capital in his class
because, as it was presented, it would take too long to cover it, but that he
planned to cover the chapter in its new format. We expect others to agree.
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Analyzing Financial Decisions with Spreadsheets

We developed spreadsheet models for each chapter in the book except Chapters 1
and 5. Spreadsheet programs are ideally suited for analyzing many financial
issues, and a knowledge of spreadsheets is rapidly becoming essential for people
in business. Therefore, we indicate how spreadsheets are used to deal with the
issues discussed in the text.

However, we recognize that students need to understand basic finance con-
cepts before going into computer modeling. Therefore, in the text chapters, we
discuss finance concepts, provide examples, and explain how the concepts are
used in the decision process. Where the analysis involves arithmetic, we assume
that students are using calculators. However, if the problem is one that could be
solved more efficiently with a computer, we briefly describe how the computer
would be used. These explanations are short, easy to follow, and can be skipped
without loss of continuity. Thus, students get an idea of how they could go from
calculators to spreadsheets, but they don’t need to take that step. However, if an
instructor wants to emphasize computers in the course, or if an individual stu-
dent wants to learn more about spreadsheets on his or her own, the spreadsheet
models available from ThomsonNOW make that relatively easy.

Also, we provide on ThomsonNOW an Excel tutorial that explains the func-
tions and procedures used in the models. The tutorial has an index that makes it
relatively easy to find information about each function and feature, and students
can use the models and tutorial to learn Excel on their own.
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CONTENTS

Part | Introduction to Financial

Management

/ .

Chapter 1 An Overview of Financial

Management
Partll Fundamental Concept

in Financial Management
Chapter 2  Time Value of Money /
Chapter 3  Financial Statements, Cash Flow,

and Taxes
Chapter 4  Analysis of Financial Statements /
Chapter 5  Financial Markets and Institutions —
Part lll  Financial Assets
Chapter 6 InterestRates —————
Chapter 7 Bonds and Their Valuation
Chapter 8 Risk and Rates of Return
Chapter 9  Stocks and Their Valuation

Part IV Investing in Long-Term
Assets: Capital

Budgeting

P4

Chapter 10 The Cost of Capital

/

e

Chapter 11 The Basics of Capital Budgeting

Significantly revised and improved. New vignette, “Striking the Right Balance,” discusses
trade-off of maximizing shareholder value and making decisions that benefit society.
Chapter emphasizes value orientation with discussion of relationship among shareholder
value, intrinsic values, and stock prices. Enhanced and expanded discussion of business
ethics. New boxes: “Is Shareholder Wealth Maximization a World-Wide Goal?”; “Protec-
tion for Whistle-Blowers.”

Improved! Moved from Chapter 6 to Chapter 2 to allow students more time to grasp the
concepts. Discussion made clearer, takes less of a “black-box” approach; formulas are
given. Added section, “Finding Annuity Payments, Periods, and Interest Rates.” New
boxes: “Simple versus Compound Interest”; “Hints on Using Financial Calculators.”

Improved! New Figure 3-1 diagrams a typical balance sheet to aid students with the dis-
cussion. Reorganized chapter so cash flow discussion immediately follows income
statement and precedes cash flow statement discussions. “Uses and Limitations of
Financial Statements” section moved so it precedes discussion on “Modifying Account-
ing Data for Investor and Managerial Decisions.” MVA and EVA discussion shortened;
not as computationally oriented. Updated tax discussion. New box: “Massaging the
Cash Flow Statement.”

Updated vignette. Improved financial leverage discussion in “Debt Management Ratios”
section. Updated Table 4-3. New box: “Global Perspectives: Global Accounting Stan-
dards: Can One Size Fit All?"

Created from dividing Tenth Edition Chapter 4 into two separate chapters. New vignette:
“A Strong Financial System Is Necessary for a Growing and Prosperous Economy.” Reor-
ganized to present overview of capital allocation process before discussing financial mar-
kets and institutions. Brought in discussions on “Market for Common Stock,” “Stock
Markets and Returns,” and “Stock Market Efficiency” from old Stock chapter for better
integration. Updated Tables 5-1, 5-2, and 5-3. Added discussion of hedge funds.
Updated “Measuring the Market” box. New boxes: “Citigroup Built to Compete in a
Changing Environment”; “The NYSE and Nasdag Combine Forces with the Leading

Online Trading Systems”; “A Closer Look at Behavioral Finance Theory.”

New chapter created from dividing Tenth Edition Chapter 4 into two separate chapters.
Vignette highlights the discussion presented in chapter, “Low Interest Rates Encourage
Investment and Stimulate Consumer Spending.” All figures updated to show current eco-
nomic situation. Rewrote and clarified section, “Using the Yield Curve to Estimate Future
Interest Rates.” Reorganized so that discussion of “Other Factors That Influence Interest
Rate Levels” immediately follows the section on “Using the Yield Curve to Estimate
Future Interest Rates.” Updated boxes: “An Almost Riskless Treasury Security Bond” and
“Global Perspectives: Measuring Country Risk.” New box: “The Links between Expected
Inflation and Interest Rates: A Closer Look.”

Improved! Reorganized chapter so that bond valuation and then bond yields are dis-
cussed before the section on “Changes in Bond Values over Time.” Added Table 7-1 to
clarify discussion of changes in bond values. Reduced discussion of bankruptcy and
reorganization (which is in Web Appendix) and enhanced discussion of bond markets.

Improved! Moved chapter to immediately precede chapter on stocks to help integrate
concepts. Moved extensive footnote in prior edition on using historical data to measure
risk into text. Updated box, “The Trade-Off between Risk and Return.” Revised Figure 8-7
so partial correlation between stocks coincides with recent studies (0.35 vs. 0.67). Added
new section, “Some Concluding Thoughts: Implications for Corporate Managers and
Investors.”

Improved! New vignette, “Searching for the Right Stock.” Moved market, returns, and effi-
cient markets discussion to new Chapter 5 to allow for almost immediate discussion on
stock valuation. Enhanced discussion of corporate valuation model.

Improved! Enhanced discussion on the overview of the WACC along with new Figure
10-1, which is meant to improve students” understanding of different types of capital.
WACC equation presented early in the chapter, followed by discussion of the individual
cost components and their calculations. Added second-level headings in “Cost of New
Common Stock” to clarify the discussion. Eliminated duplication of project risk discus-
sion, which has now been moved to Chapter 12—uwhere it fits better.

Improved! New vignette, “Competition in the Aircraft Industry,” details the chapter's con-
cepts. Reorganized chapter discussion so NPV discussion appears early and is stressed
as the best capital budgeting decision rule. Added discussion section, “Decision Criteria
Used in Practice.”
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Improved! Chapter begins with a fairly extensive capital budgeting illustration as an
overview and lead-in to discussing capital budgeting concepts. Chapter then pro-
ceeds with other capital budgeting details, allowing professors to get the general
idea of capital budgeting analysis across without having to cover the entire chapter
(which was the case in the prior edition).

Improved! Reorganized to present real options discussion early. Mutually exclusive
projects with unequal lives (both replacement chain and EAA approaches) then dis-
cussed.

Updated vignette on Kellogg Co. and Table 14-4. Clarified illustration and chapter
discussion of concepts.

Improved! New vignette, “Microsoft Shifts Gears and Begins to Unload Part of Its
Vast Cash Hoard,” illustrates a recent event that ties in with chapter concepts.
Improved discussion of dividend theories for recent tax changes. Enhanced discus-
sion of investor preferences for dividends versus capital gains. Eliminated dividend
stability section. Updated box, “Global Perspectives: Dividend Yields Around the
World.” New box: “Stock Repurchases Soar in 2004.”

Improved! Combined two chapters into one. Presented overview of working capital
management by discussing cash conversion cycle and current asset investment and
financing policies. Chapter also discusses some of the more important accounts in
greater detail, such as cash (including cash budgeting) and marketable securities,
accounts receivable, accounts payable, bank loans, and accrued liabilities.

Improved! New vignette, “Forecasting Apple’s Future.” Rather than focusing on the
“mechanics” of forecasting, the presentation stresses understanding the concepts
involved. The AFN equation is presented earlier in the chapter to help students
understand the concepts involved. Enhanced discussion with use of spreadsheets,
regression analysis, and individual ratios in forecasting process.

Reconstructed Table 18-1 to use real numbers developed from data available on the
Internet. Added Web address to tell students where to obtain call and put option
data. Rewrote box, “Expensing Executive Stock Options,” to incorporate the new
stock option accounting rule. Reworked OPM illustration and Table 18-2 for a much
lower, more current risk-free rate. Revised “Forward and Futures Contracts” section
to incorporate hedging example with futures all within same section. “Other Types
of Derivatives” section excludes forward and futures and includes only swaps,
structured notes, and inverse floater. New box: “Credit Instruments Create New
Opportunities and Risks.”

Improved! Reorganized chapter to present discussion of international monetary sys-
tem, terminology, and current monetary arrangements early. Exchange rates and
cross rates are presented next. Enhanced discussion of international money and
capital markets. Updated boxes: “Hungry for a Big Mac? Go to China!” and “Stock
Market Indices Around the World.”

Generally clarified sections for students.

Generally updated chapter for new mergers/acquisitions. New vignette about Procter
& Gamble merger. Updated Table 21-2 for recent larger mergers. Reworked merger
illustration for a lower, more current cost of equity number. Updated “Financial
Reporting for Mergers” to exclude pooling method for mergers. New boxes: “Tem-
pest in a Teapot”; “The Track Record of Recent Large Mergers.”
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THE INSTRUCTIONAL PACKAGE:
AN INTEGRATED SYSTEM

Fundamentals offers an innovative, technologically advanced ancillary package
to enhance students’ learning and to make it easier for instructors to prepare
for and conduct classes. The integrated package includes many outstanding
resources, all of which have been revised and updated for the new Eleventh
Edition.

Essential Course Management Tools for the Instructor

® Spreadsheet Models for Integrated Cases—The spreadsheet models were
designed to illustrate spreadsheet applications to finance concepts using
integrated case data. They can be found on the Instructor’s Resource Web
site on ThomsonNOW at http://now.swlearning.com/brigham.

® Instructors’” Resources CD-ROM—The new instructor resource system
includes electronic versions of the Instructor’s Manual, a Word and electronic
version of the Test Bank, spreadsheet models, solutions to spreadsheet prob-
lems, and PowerPoint presentations. It is laid out to maximize accessibility
and minimize search time.

®  Fundamentals of Financial Management Online Course—Delivered via the
WebTutor platform, this integrated Web-based learning environment accom-
panies the textbook and ancillary package with the vast resources of the
Internet and the convenience of anytime learning. Extremely user friendly,
the powerful customization features of the WebTutor framework enable
instructors to customize this online course to their own unique teaching
styles and their students’” individual needs. Course features include content
keyed to the Eleventh Edition, self-tests and online exams, Internet activities
and links to related resources, a suggested course syllabus, student and
instructor materials, free technical support for instructors, and much more.
Available for both Blackboard and WebCT platforms.

® Instructor’s Manual—This comprehensive manual contains answers to all
text questions and problems plus detailed solutions to the integrated
cases. A computerized version in Word is also available on the Instruc-
tor’s Resource Web site on ThomsonNOW at http://now.swlearning.com/
brigham. This digital version of the Instructor’s Manual is available for post-
ing on a secure, instructor’s password-protected Web site.

® PowerPoint Lecture Presentation—Prepared in PowerPoint, this slide show
covers all the essential issues presented in each chapter. Graphs, tables,
lists, and calculations are developed sequentially, much as one might
develop them on a blackboard. The new and improved slides are even more
crisp, colorful, and professor-friendly. Instructors can, of course, modify or
delete our slides, or add some of their own. The PowerPoint slide can be
found in the Instructor’s Resource section of ThomsonNOW at http:/now
.swlearning.com/brigham.

® Test Bank—The revised and enhanced large Test Bank contains more than
1,500 class-tested questions and problems, is now broken into two parts,
and is available both in print and electronic form. Part I has all new or sub-
stantially revised questions and problems, and Part II contains holdover
items from the previous Test Bank. Many of the problems in Part I can be
algorithmically modified in ThomsonNOW, which enables instructors to cre-
ate an almost unlimited number of unique problems. Information regard-
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ing the topics, degree of difficulty, and the correct answers, along with
complete solutions for all numerical problems, is provided with each ques-
tion. A version of the Test Bank in Word is also available to instructors for
downloading.

® ThomsonNOW—ThomsonNOW has many features that make test prepara-
tion, scoring, and grade recording easy. In addition, questions can be altered
to make different versions of a given test, and the software makes it easy to
add to or edit the existing test items, or to compile a test that covers specific
topics.

® Technology Supplement—The Technology Supplement contains tutorials for
four commonly used financial calculators, for Excel, and for PowerPoint pres-
entation software. The calculator tutorials cover everything a student needs
to know about the calculator to work the problems in the text.

® NewsWire: Finance in the News—Adopters of Fundamentals will have
access to a password-protected portion of the South-Western Finance Web
site, where they will be provided with summaries of recent articles in The
Wall Street Journal, BusinessWeek, or other major business publications, along
with discussion questions and references to the text. These summaries, writ-
ten by Emery Trahan and Paul Bolster of Northeastern University, facilitate
incorporating late-breaking news into classroom discussions.

Superior Student Ancillary Package

ThomsonNOW—http://now.swlearning.com/brigham.

ThomsonNOW is Thomson Publishing’s new Web-based delivery system,

and ThomsonNOW contains items that were in the past provided on a CD.

Because ThomsonNOW is Web based, it can be changed to reflect new

developments and also to operate interactively. ThomsonNOW provides stu-

dents with the following robust set of additional online learning tools, with

more to be added over time:

®  PowerPoint Lecture Presentation—The slide show covers all the essen-
tial issues presented in each chapter and follows the end-of-chapter Inte-
grated Case.

® E-Lectures—Difficult concepts from each chapter are explained and
illustrated via streaming video and animated tutorials. These video clips
and tutorials can be extremely helpful review and clarification tools if
you have trouble understanding an in-class lecture or if you are more of
a visual learner who sometimes has difficulty grasping concepts as they
are presented in the text.

¢ Introductory Video and Ask the Author Video—Introductory video
pieces, as illustrated by text coauthor Eugene F. Brigham, set the tone for
the study of each chapter. These streaming video clips provide context
for the forthcoming reading and exercises. Upon finishing a chapter,
they may be used as excellent review tools for summarizing key points
and major concepts. In the Ask the Author video, difficult concepts and
frequently asked questions from each chapter are explained and illus-
trated by the textbook coauthor, Joel F. Houston. These video clips can
be extremely helpful review and clarification tools if you have trouble
understanding an in-class lecture or if you are a visual learner.

¢ Online Homework and Additional Quizzing and Testing—In addition
to including online access to the end of chapter problem material,
ThomsonNOW offers an opportunity to practice for midterms and finals
by taking online quizzes that span multiple chapters.
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®  The Problem Bank—The Problem Bank: Practice Problems for Financial Man-
agement has been revised to fit specifically with this text and contains
more than 400 multiple-choice finance problems with solutions, divided
into seven major categories such as time value of money, capital budget-
ing, and risk and return. Solving these problems requires the use of a
financial calculator (general calculator keystrokes also are provided) and
is intended to supplement the text’s end-of-chapter problems, thereby
providing additional practice for students in their preparation of home-
work assignments and for exams.

e Spreadsheet Models—ThomsonNOW also contains spreadsheet models
that illustrate how concepts covered in the text are implemented in the
real world, giving students a significant advantage in the job market.
The models include thorough explanations and serve both as an Excel
tutorial and as a template for solving financial problems for each chapter
of the book.

s Thomson ONE—Business School Edition—Use the Thomson ONE Academic
online database to work a chapter’s Thomson ONE—Business School Edition
problem. Thomson ONE—Business School Edition, a product from Thomson
Financial, combines a full range of fundamental financials, earnings estimates,
market data, and source documents for hundreds of real-world companies.
This is your opportunity to access and apply the industry’s most reliable infor-
mation to answer the discussion questions and work through group projects.

m  Study Guide—This supplement lists the key learning objectives for each
chapter, outlines the key sections, provides self-test questions, and provides
a set of problems similar to those in the text and the Test Bank, but with fully
worked-out solutions.

m  Spreadsheet Books—Thomson/South-Western has published several books on
spreadsheets, including Financial Analysis with Microsoft Excel, Third Edition.

m  Effective Use of a Financial Calculator—Written by Pamela Hall, this hand-
book is designed to help increase students’ understanding of both finance
and financial calculators, enabling them to work problems more quickly and
effectively.
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ERRORS IN THE TEXTBOOK

At this point, most authors make a statement 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 generally there are more than enough
remaining errors! Having experienced difficulties with errors ourselves, both as
students and instructors, we resolved to avoid this problem in Fundamentals. As
a result of our detection procedures, we are convinced that this book is relatively
free of significant errors, meaning those that either confuse or distract readers.
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Partly because of our confidence that few such errors remain, but primarily
because we want very much to detect any 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 purpose of this reward, errors
are defined as misspelled words, nonrounding numerical errors, incorrect state-
ments, and any other error that inhibits comprehension. Typesetting problems
such as irregular spacing and differences of opinion regarding grammatical or
punctuation conventions do not qualify for this reward. Given the ever-changing
nature of the World Wide Web, changes in Web addresses also do not qualify as
errors, although we would like to learn about them. Finally, any qualifying error
that has follow-through effects is counted as two errors only. Please report any
errors to Joel Houston either through e-mail at fundamentals@joelhouston.com
or by regular mail at the address below.

CONCLUSION

Finance is, in a real sense, the cornerstone of the enterprise system—good finan-
cial management is vitally important to the economic health of business firms,
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 this Eleventh Edi-
tion of Fundamentals will meet its own challenge by contributing to a better
understanding of our financial system.

EUGENE F. BRIGHAM

JOEL F. HOUSTON

4723 N.W. 53rd Ave., Suite A
Gainesville, Florida 32606-4399

December 2005
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APPENDIX

A-30

Selected Equations and Data

CHAPTER 2

FVy = PV(1 + )N
FVn

PV=—""
(1+ DN

FVAy = PMT{im i II)N - 1}

I:VADue = FVAOrdinary(‘I + l)

PVAy = PMT

PVAN Due — F,VAOrdinary(’I + I)

PMT
PV of a perpetuity = -

N CF,
PV, =
Uneven stream ; (1 + I)t
o
PER — M
APR = (lper)M

Number of periods = NM

| M
EFF% = (1 + N,\‘;l“") -1.0

CHAPTER 3

EBIT = Sales revenues — Operating costs

Net cash flow = Net income + Depreciation and amortization

Net operating All current assets All non-interest-bearing
working capital ~ required in operations current liabilities
Net operating Cash
. Accounts Accounts
working = and cash + receivable+ Inventories | — avable +Accrua|s)
capital equivalents pay

Total operating capital = Net operating working capital + Net fixed assets
NOPAT = EBIT(1 — Tax rate)
Operating cash flow = NOPAT + Depreciation and amortization

FCF = |EBIT(1 - T) + Depreciation and} _ { Capital | ANet operatlng}

amortization expenditures = working capital
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Appendix C Selected Equations and Data

Free cash flow = Operating cash flow — Investment in operating capital

MVA = Market value of stock — Equity capital supplied by shareholders

= [(Shares outstanding) (Stock price)] — Total common equity
EVA = NOPAT — Annual dollar cost of capital

= (EBIT)(1 - T) - (

operating capital cost of capital

CHAPTER 4

Total investor-supplied % After-tax percentage

)

. Current assets
Currentratio = ———
Current liabilities

Current assets — Inventories

Quick, or acid test, ratio = —
Current liabilities

. Sales
Inventory turnover ratio = ———
Inventories

Receivables Receivables

DSO = Days sales outstanding =

. . Sales
Fixed assets turnover ratio = —————
Net fixed assets

. Sales
Total assets turnover ratio = ————
Total assets

Total debt
Total assets

. DSE
" 1+ DJE

Debt ratio =

D/A

1

Debtratio=1-_——————
Equity multiplier
D/E — D/A

[B=qC D/A

EBIT

Times-interest-earned (TIE) ratio = ——————
Interest charges

EBITDA + Lease payments

Average sales per day ~ Annual sales/365

EBITDA coverage ratio =

. . Net income
Profit margin on sales = ——————
Sales

Net income
Return on total assets (ROA) = —————
Total assets

EBIT

Basic earning power (BEP) ratio = ————
gp ( ) Total assets

ROA = Profit margin X Total assets turnover

Net income Sales

ROA =
Sales Total assets

Net income

Return on common equity (ROE) = m
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A-32 Appendix C Selected Equations and Data

ROE = ROA X Equity multiplier

= Profit margin X Total assets turnover X Equity multiplier

_ Net income Sales Total assets

Sales Total assets  Common equity

Net income + Interest
Debt + Equity

Return on investors’ capital =

Price per share

Price/earnings (P/E) ratio = Earnings per share

Price per share

Price/cash flow ratio = Cash flow per share

Common equity

Book value per share =
P Shares outstanding

Market price per share

Market/book (M/B) ratio = Book value per share

EVA = Net income — (Equity capital X % Cost of equity capital)

EVA = Equity capital X (ROE — % Cost of equity capital)

CHAPTER 6

r=r*+IP + DRP + LP + MRP

rge = r* + IP

Considering cross term, rge = r* + | + (r* X ). Assume no cross term, unless specified.
r = rge + DRP + LP + MRP

i+l 4 eee +
N

IPN =

CHAPTER 7

N INT M
Ve = +
° 2’1 (T+r)" (1 +rN

N OINT Call price
Price of callable bond =
rice of callable bon ; A+t (14N

Annual interest

Current yield = -
y Bond’s current price

LA N2 M
PE (g2 (1 + rg2)N
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Appendix C Selected Equations and Data

CHAPTER 8

N
Expected rate of return = ¥ = > Prr;

N
Variance = ¢? = 2 (r, — 7)?P,
i=1

N
Standard deviation = o = />, (r, — 7)%P,
i=1

Estimatedo =S =

~ - D
Py = PV of expected future dividends = Eitt
t=1 (1 + rs)
5 _D0(1 +9)_ D,
Po - -
rs—9 rs—9
. D,
rs = PO 9
. o P, — Py
Capital gains yield =
Po
- . D,
Dividend yield = —
Po
For a constant growth stock, Py = Po(1 + g)N
For a zero growth stock, ISO =
N D
Horizon value = Py = —t
rs—9g
v B FCF, N FCF, N ~ FCF.
Company (1 T WACC)1 (1 + WACC)2 (1 + WACC)Dc
] FCF
Terminal value = Veompany at t=n = WN—HQFCF
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A-34 Appendix C Selected Equations and Data

DP
VP = T
~ DP
rP = Vp
CHAPTER 10

After-tax component cost of debt = ry(1 — T)

Pe

Component cost of preferred stock = r, =

re=r, =rg -+ RP =D,;/Py, + g
r, = Bond yield + Risk premium
= L +g
Po(1 — F)
g = (Retention rate) (ROE) = (1.0 — Payout rate) (ROE)

fe

Addition to retained earnings

RE int —
Breakpoint Equlty fraction

WACC = wgrg(1 — T) + wpr, + wcrg

CHAPTER 11

CF, CF, CFy
& -l il T
1+r) (1+r) (1+r)

N CF,

RR:> —— & —
~ (1 + IRR)* 0

MIRR: PV costs = PV terminal value

N
> CIF (1 + )Nt
0

ﬁ COF _ =
S0+t (1 + MIRR)N
TV
PV costs = ——————
(1 + MIRR)

Unrecovered cost at start of full recovery year

P k=N f i full +
aybac umber of years prior to full recovery Cash flow during full recovery year

CHAPTER 14

EBIT=PQ-VQ-F

F

Q= ——
o p-v
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Appendix C Selected Equations and Data A-35

(S-FC-VvC-NH(1-T) (EBIT-H(1-T)
Shares outstanding ~ Shares outstanding

by =by[1+ (1 -T)(D/E)]
by =b/[1+ (1 - T)(D/E)]

EPS =

r, = rge + Premium for business risk + Premium for financial risk

CHAPTER 15

Dividends = Net income — [(Target equity ratio) (Total capital budget)]

CHAPTER 16

Inventory Average  Payables Cash
conversion + collection — deferral = conversion
period period period cycle

Inventory

Inventory conversion period = Cost of goods sold/365

Receivables
Sales/365
Payables
Cost of goods sold/365

Average collection period = DSO =

Payables deferral period =

Accounts receivable = Credit sales per day X Length of collection period

(Units sold) (Sales price)  Annual sales
365 - 365

Receivables = (ADS)(DSO)

ADS =

Discount % 365

Nominal annual cost of trade credit =
100 — Discount %  Days credit is outstanding — Discount period

. . Nominal rate
Simple interest rate perday = ——————
Days in year

Simple interest charge for period = (Days in period) (Rate per day) (Amount of loan)

Interest paid

Approximate annual rateagg-on = (Amount received)/2

APR = (Periods per year) (Rate per period)

Effective annual rateagq-on = (1 + rg)N — 1.0

CHAPTER 17

Required  Spontaneous Increase in
AFN = asset — liabilty — retained
increase increase earnings

= (A*/Sg)AS — (L*/So)AS — MS; (RR)
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A-36 Appendix C Selected Equations and Data

Full capacity sales =

Actual sales
Percentage of capacity at which fixed assets were operated

Actual fixed assets

Target FA/Sal tio =
arget FA/Sales ratio Full capacity sales

Required level of FA = (Target FA/Sales ratio) (Projected sales)

CHAPTER 18

Exercise value = Current price of stock — Strike price
V = PIN(dy)] — Xe ™[N(dy)]
In(P/X) + [rge + (6%/2)]t
! ()'\/{
d, =d; — oVt

Values of the Areas under the Standard Normal Distribution Function

z 0.00 0.01 0.02 0.03 0.04 0.05 0.06 0.07 0.08 0.09
0.0 .0000 .0040 .0080 .0120 .0160 .0199 .0239 .0279  .0319 .0359
0.1 .0398 .0438 .0478 .0517 .0557 .0596 .0636 .0675 .0714 .0753
0.2 .0793 .0832 .0871 .0910 .0948 .0987 .1026 .1064 1103 1141
0.3 1179 1217 1255 1293 L1331 .1368 .1406 1443 1480 1517
0.4 .1554 L1591 1628 1664 .1700 1736 1772 .1808  .1844 .1879
0.5 1915 .1950 .1985 .2019 .2054 .2088 2123 .2157 .2190 2224
0.6 .2257 2291 2324 .2357 .2389 2422 .2454 2486 2517 .2549
0.7 .2580 2611 .2642 2673 .2704 .2734 2764 2794 2823 .2852
0.8 .2881 .2910 2939 2967 .2995 .3023 .3051 3078  .3106 3133
0.9 .3159 .3186 3212 .3238 .3264 .3289 .3315 3340 .3365 .3389
1.0 3413 .3438 .3461 .3485 .3508 .3531 .3554 .3577 .3599 3621
1.1 .3643 .3665 .3686 .3708 3729 3749 .3770 3790  .3810 .3830
1.2 .3849 .3869 .3888 .3907 .3925 .3944 .3962 3980  .3997 4015
1.3 .4032 4049 4066 .4082 4099 4115 4131 4147 4162 4177
1.4 4192 4207 4222 4236 4251 4265 4279 4292 4306 4319
1.5 4332 4345 4357 4370 4382 4394 4406 4418 4429 4441
1.6 4452 4463 4474 4484 4495 .4505 4515 4525 .4535 4545
1.7 .4554 4564 4573 .4582 4591 4599 4608 4616 4625 4633
1.8 4641 4649 4656 4664 4671 4678 4686 4693 4699 4706
1.9 4713 4719 4726 4732 4738 4744 4750 4756 4761 4767
2.0 4773 4778 4783 4788 4793 4798 .4803 4808  .4812 4817
2.1 4821 14826 .4830 4834 .4838 4842 4846 4850  .4854 .4857
2.2 4861 4864 4868 4871 4875 4878 .4881 4884  .4887 .4890
23 4893 4896 4898 .4901 4904 4906 .4909 4911 4913 4916
24 4918 4920 4922 4925 4927 4929 4931 4932 4934 4936
2.5 4938 14940 4941 4943 4945 4946 4948 4949 4951 4952
2.6 4953 4955 4956 4957 4959 4960 4961 4962 4963 4964
2.7 4965 4966 4967 4968 4969 14970 4971 4972 4973 4974
2.8 4974 4975 4976 4977 4977 4978 4979 4979 4980 4981
2.9 4981 4982 4982 4982 4984 4984 .4985 4985 4986 4986
3.0 .4987 4987 .4987 .4988 .4988 4989 4989 4989 4990 4990
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Appendix C Selected Equations and Data A-37

CHAPTER 19

Forward exchange rate 1 + r,

Spot exchange rate 14

P, = (Ps)(Spot rate)

Spot rat _E
po rae—Pf

CHAPTER 20

Price paid for bond with warrants = Straight-debt value of bond + Value of warrants

Par value of bond given up

Conversion price = P, = Shares recaived

Par value of bond given up
P

Conversion ratio = CR =
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INDEX

A
Abandonment option, 417419
Accounting profit, 75
Accounts payable (See also Current assets
and Working capital), 534-537
stretching, 536
Accounts receivable (See also Current assets
and Working capital), 530-534
credit policy, 530-532
Accruals, 542
Acid test, 104
Acquiring company, 689
Actual (realized) rate of return (¥), 258, 294
Additional funds needed (AFN), 556
Add-on interest, 540-541
Adjustable rate preferred stock, 652
Agency theory, 16
Aging schedule, 533-534
Airbus, 357-358
Amazon.com, 648-649
American depository receipts (ADRs), 636
American terms, 625
Amortization, 74
Amortization schedule, 54
Amortized loans, 52-54
Annual compounding, 48
Annual depreciation rates, 413
Annual percentage rate (APR), 50
Annual report, 66
Annuity, 35-36
annuity due, 36
finding payments, periods, and interest
rates, 40—42
ordinary (deferred), 36
Apple Computer, 552
Appreciation of a currency, 622
Arbitrage, 628, 704
risk, 704
Arbitrageurs, 704
Arrearages, 650
Ask price, 156
Asset management ratios (See also Financial
ratios), 104-107
days sales outstanding, 106
fixed assets turnover ratio, 106-107
inventory turnover ratio, 105
total assets turnover ratio, 107
Asymmetric information, 460
Average collection period (ACP),
106, 514
Average-risk stock, 266

Balance sheet (See also Financial statements), 68—72

Bank loans, 537-541
add-on interest, 540-541
cost, 539-541
prime rate, 539
promissory note, 537-538
regular (simple) interest, 539-540
secured, 542
simple (regular) interest, 539-540
Bankruptcy (See also Reorganization), 233234
Base-case NPV, 398
Base-case scenario, 400
Basic EPS, 674
Basic earning power ratio, 114
Behavioral finance, 167
a closer look at theory, 168
Benchmarking, 121
Benefits of diversifying overseas, 270
Best Buy Company, 512
Best-case scenario, 400
Beta coefficient (See also Capital Asset Pricing
Model), 266
changes in, 277
concept of, 266269
concerns about, and the CAPM, 277-278
unlevered (by), 452
Beta risk, 264, 397
Bid price, 156
Bird-in-the-hand theory, 481
Black-Scholes option pricing model, 592-596
Boeing, 357-358
Bonds, 207, 208-237
assessing riskiness, 223-227
changes in values over time, 218-222
convertible, 212
corporate, 209
debenture, 228-229
default risk, 227-234
discount, 215
duration, 223
eurobond, 631
floating rate, 210
foreign, 209
income, 212
indenture, 228
indexed (purchasing power), 213
investment grade, 229
junk, 229
key characteristics, 209-213
markets, 234-236
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-2 Index

Bonds, (continued)
mortgage, 228
municipal, 209
new issue, 218
original issue discount, 210
premium, 216
putable, 212
seasoned issue, 218
semiannual coupons, 222-223
sizing up risk in market, 207-208
subordinated debenture, 229
treasury, 209
valuation, 213-216
warrant, 212
who issues, 208-209
yields, 216-218
zero coupon, 210
Bond valuation (See also Valuation), 213-216
semiannual coupons, 222-223
Bond-yield-plus-risk-premium approach, 339
Book value per share, 70, 117
Breakup value, 687
Business climate, 637
Business cycles, 300
Business ethics, 12, 13-15
Business risk (See also Risk), 439-441

ot
Call option, 584
Call premium, 211
Call protection, 211
Call provision, 211
Cannibalization effect, 396
Capital, 358
Capital allocation process overview, 143-144
Capital Asset Pricing Model (CAPM), 264
approach for cost of capital, 336
beta coefficient, 266
market risk premium, 186
required rate of return, 294
Security Market Line, 274
Capital budgeting, 357, 358-379
basics, 357-379
comparing mutually exclusive projects with
unequal lives, 422-424
comparison of NPV and IRR methods, 364-369
competition in the aircraft industry, 357-358
conclusions on methods, 375-376
decision criteria used in practice, 376-377
estimating project risk, 397-398
externality, 396
generating ideas for capital projects, 358-359
incorporating risk into, 403404
internal rate of return (IRR), 363-364
international, 636-637

modified IRR, 371-373

multiple IRRs, 369-371

net present value (NPV) criterion, 360-362

optimal capital budget, 424-425

payback period, 373-375

post-audit, 378-379

practices in the Asian/Pacific region, 402

project analysis, 390-394

project background, 388-390

project classifications, 359-360

real options and other topics in, 415-426

replacement analysis, 395

using capital budgeting techniques in other
contexts, 377-378

Capital component, 331

Capital gains yield, 219, 294

Capital intensity ratio, 558

Capital markets, 145

Capital rationing, 425

Capital structure and leverage, 436466

business and financial risk, 439-450
checklist for decisions, 462—-464
different, 403

determining optimal, 450456
Hamada equation, 452-453
international, 638-639

optimal, 331, 437

taking a look at global capital structures, 465
target (optimal), 331, 437-438
theory, 456-462

variations in, 465-466

Captive finance companies, 532
Carve-out, 707

Cash budget, 521, 522-525
Cash conversion cycle, 513-517
Cash equivalents, 68

Cash flow, 44

estimation and risk analysis, 387-405
free, 84-85

future value of uneven stream, 4647
incremental, 395

massaging, 78

net, 75

operating, 84

other points on analysis, 394-397
statement, 75, 76-78

uneven, 44-46

Certainty equivalent, 404
Chairman of the board, 17

Chief executive officer, CEO, 18
Chief financial officer, CFO, 18
Chief operating officer, COO, 18
Citigroup, 2-3

built to compete in a changing environment, 154

Classified stock, 292
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Class life, 413
Clientele effect, 482-483
Clienteles, 482
Closely held corporation, 157
Coefficient of variation (CV), 254-255
Collateralized mortgage obligations, 601
Collection policy, 530
Commercial bank, 150
Commercial paper, 541-542
Commodity futures, 597
Common equity, 69
Common life (replacement chain) approach,
422-423
Common size analysis, 103
Common stock, 289-317
classified, 292
constant growth, 296-298
cost of new, 335, 340-343
evaluating stocks that don’t pay dividends, 304
expected rate of return on constant growth stock,
299-300
founders’ shares, 292
investing in international stocks, 313
legal rights and privileges, 290-292
market efficiency, 163-169
market equilibrium, 310-313
market for, 157-160
markets and returns, 160-162
nonconstant growth, 300
other approaches to valuing, 308-309
oversubscribed, 158
searching for the right stock, 289
types, 292
valuation, 292-295

valuing stocks expected to grow at a nonconstant

rate, 300-303

valuing the entire corporation, 305-310

zero growth stock, 298
Common equity, 69
Company-specific risk (See also Risk), 264
Comparative ratios and benchmarking, 121-124
Comparing interest rates, 50-51
Compensation committee, 17
Compensation package, 16
Compounding, 26

annual, 48

semiannual, 48
Compound interest, 27
Concerns about beta and the CAPM, 277-278

Conlflicts between managers and stockholders, 16-17

Congeneric merger, 687
Conglomerate merger, 687

Consol, 42

Constant growth (Gordon) model, 296
Constant growth stocks, 296-298

Index

Conversion price, 667
Conversion ratio, 667
Conversion value, 669
Convertible bond, 212
Convertible security, 667-673
comparison with warrants, 673-674
reporting earnings when outstanding, 674-675
Corporate alliance, 706
Corporate bonds, 209
Corporate objectives, 554
Corporate raider, 17
Corporate (within-firm) risk, 397
Corporate scope, 553
Corporate strategies, 554
Corporate valuation (total company) model, 305
Corporation, 5
closely held, 157
multinational (global), 616-619
publicly owned, 157
S,5
Correlation, 259
Correlation coefficient (p), 259
Cost of capital, 328-349
adjusting for risk, 346-348
after-tax cost of debt, ry(1 - T), 332
basic definitions, 331-332
bond-yield-plus-risk-premium approach, 339
CAPM approach, 336
composite, or weighted average, WACC, 331,
343-344
cost of debt, ry(1 - T), 332-333
cost of new common stock (r,), 335, 340-343
cost of preferred stock (r,), 333-334
cost of retained earnings, r,, 335-339
creating value at GE, 328-329
DCF approach, 336-339
factors affecting, 344-345
global variations in, 345
how much does it cost to raise external
capital, 340
overview of weighted average cost of capital,
329-330
problems with estimates, 348-349
risk-adjusted, 398
weighted average (WACC), 331, 343-344
Cost of money, 175-176
Costly trade credit, 536
Counterparties, 582
Country risk, 199
measuring, 198
Coupon interest rate, 210
Coupon payment, 210
Credit (See also Trade credit), 534-543
line of, 538
revolving agreement, 538-539
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-4 Index

Credit instruments create new opportunities and
risk, 603
Credit policy, 530
collection policy, 530
discount, 530
five Cs of credit, 531
period, 530
score, 531
standards, 530
terms, 531
Credit unions, 150
Cross rate, 624-625
Crossover rate, 365
Cumulative, 650
Cumulative voting, 290
Currency, 526
Currency board arrangement, 623
Currency swap, 601
Current assets, 68, 511-534
accounts receivable, 530-534
alternative financing policies, 518-521
alternative investment policies, 517-518
cash and marketable securities, 525-528
cash budget, 521, 522-525
cash conversion cycle, 513-517
financing policy, 518
inventories, 528-529
maturity matching (“self-liquidating”)
approach, 519
moderate policy, 518
permanent, 518
relaxed investment policy, 518
restricted policy, 518
temporary, 518
Current ratio, 103-104
Current yield, 218

D
Days sales outstanding, 106
Dealer market, 156
Debenture, 228-229
subordinated, 229
Debt (See also Bonds; Current asset financing;
Short-term financing), 207-237
bonds, 207, 208-237
collateralized obligations, 602
cost of, 332-333
floating-rate, 210
interest only, 602
principal only, 602
ratio, 110
rocket or anchor?, 436437
Debt management ratios (See also Financial ratios),
108-112
debt ratio, 110

EBITDA coverage ratio, 111-112
times-interest-earned (TIE) ratio, 110-111
Decision tree, 417-418
Declaration date, 490
Default risk, 227-234
Default risk premium, 183
Defensive merger, 686
Deferred (ordinary) annuity, 36
Deferred call, 211
Demand deposits, 526-527
Depreciation, 74
Depreciation of a currency, 622
Derivative, 147, 581
and risk management, 578-611
background on, 582-584
Barings and Sumitomo suffer large losses in
derivatives market, 583
Black-Scholes option pricing model, 592-596
credit instruments create new opportunities and
risks, 603
expensing executive stock options, 590
forward and futures contracts, 596-600
introduction to option pricing models, 589-592
Microsoft’s goal: manage every risk, 606
options, 584-589
other types, 600-603
reasons to manage risk, 579-582
risk management, 603-604, 605-607
using to reduce risks, 607-611
Detachable warrant, 664
Determinants of market interest rates, 180-187
Determinants of shape of yield curve, 189-193
expectations theory, 193
Devaluation of a currency, 622
Diluted EPS, 675
Direct investments, 631
Direct quotation, 625
Direct transfers, 143
Discount, 530
Discount bond, 215
Discount on forward rate, 627
Discounted cash flow analysis (See also Time value
of money), 24-54, 336-339
Discounted payback period, 374
Discounting, 32
Diversifiable risk, 246, 263, 264-266
Diversification, benefits more important than ever, 263
benefits of overseas, 270
Divestitures, 707-710
Dividend policy, 478-502
bird-in-the-hand theory, 481
declaration date, 490-491
establishing in practice, 483-492
ex-dividend date, 491-492
holder-of-record date, 491
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irrelevance theory, 480
low-regular-dividend-plus-extras, 489
optimal policy, 480
other issues, 482-483
payment date, 492
reinvestment plans, 493-494
residual dividend model, 483-484, 485-489
reverse splits, 496
stock dividends and splits, 495-496, 497-498
stock repurchases, 498-502
summary of factors influencing, 494-495
target payout ratio, 479
versus capital gains, 479481

Dividend yield, 294
around the world, 488

Due diligence, 694

Du Pont equations, 118-121
basic, 118
extended, 120

Duration, 223

E
Earnings per share (EPS), 72, 73
basic, 674
diluted, 675
primary, 674
EBITDA, 74
coverage ratio, 111-112
Economic Value Added (EVA), 86
and ROE, 126-127
Effective annual rate (EAR), 50
Efficient Markets Hypothesis (EMH), 163
Emerging markets, 316
Enron, 100-101
Equilibrium, 10, 311
Equity (See also Common stock), 69
Equity multiplier, 120
Equity residual method, 692
Equivalent annual annuity (EAA) method, 423-424
Equivalent annual rate, 50
Ethics, 13
Estimating the market risk premium, 272
Eurobond, 631
Eurocredits, 631
Eurodollar, 631
European terms, 625
Exchange rate, 621
fixed, 621
floating (flexible), 622
forward, 621, 626
spot, 621, 626
Exchange rate risk, 199, 637
Ex-dividend date, 491-492
Exercise (strike) price, 584
Exercise value, 586-589

Index

Expectations theory, 193

Expected rate of return, f,, 248-250, 294
constant growth stock, 299-300

Expected return on a portfolio (£,), 258-259

Expected total return, 294

Expensing executive stock options, 590

Externalities, 396-397

F
Factors that affect the WACC, 344-345
Factors that influence interest rate levels, 196-199
FASB #13, 656
Federal income tax system, 87-89
Federal Reserve policy, 196
Fidelity, 64
Finance, role in the organization, 17-18
Financial analysis on the internet, 80
Financial asset markets, 145
Financial calculators, hints on using, 29
Financial futures, 597-598
Financial institutions, 148-153
Financial intermediaries, 143
Financial lease, 655
Financial leverage, 108, 445
Financial management overview, 2-19
important trends, 11-12
striking the right balance, 2-3
Financial markets, 145-147
Financial markets and institutions, 141-169
Financial merger, 692
Financial plan, 554
Financial planning and forecasting, 552-567
AFN equation, 556-559
forecasted financial statements, 560-563
pro forma financial statements, 553
sales forecast, 555-556
strategic planning, 553-555
using individual ratios in forecasting process,
565-566
using regression to improve financial forecasts,
563-565
Financial ratios (See also the specific type of ratios),
100-129
analysis, 102-103
asset management, 104-107
comparative ratios and benchmarking, 121-124
debt management, 108-112
liquidity, 103-104
looking beyond the numbers, 128
market value, 115-117
problems with ROE, 125-127
profitability, 112-115
trend analysis, 118
tying together: the Du Pont equations, 118-121
uses and limitations of, 124-125
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Financial risk (See also Risk), 444-450
Financial services corporation, 150
Financial statements, 64—89
analysis, 110-129
and reports, 66—67
annual report, 66
balance sheet, 68-72
doing your homework with, 64
forecasted, 560-563
history, 65-66
income statement, 72-74
lessons learned from Enron and WorldCom,
100-101
looking for warning signs with, 123
more than just, 697
pro forma, 553
ratio analysis, 102-103
statement of cash flows, 75, 76-78
statement of retained earnings, 78-79
uses and limitations of, 79-81
Financial system, 141-142
Financing policies (current assets), 518-521
aggressive approach, 519
choosing between, 521
conservative approach, 519
maturity matching, 519
Fixed assets turnover ratio, 106-107
Fixed peg arrangement, 623
Flexibility option, 421-422
Float, 527
collection, 527
net, 527
payment, 527
Floating exchange rates, 622
Floating-rate bond, 210
Flotation cost, F, 341
Foreign bond, 209, 634
Foreign trade deficit, 197
Forms of business organization, 4-5
Forward contract, 596-597
Forward exchange rate, 621, 626
Founders’ shares, 292
Fractional time periods, 52
Free cash flow, 84-85
Freely-floating regime, 622
Free trade credit, 536
Friendly merger, 689
Future value (See also Time value of money), 26-31
annuity due, 38-39
ordinary (deferred) annuity, 36-38
uneven cash flow stream, 46-47
Futures contract, 596-597, 598—-600
commodity, 582, 597
exchange rate, 582

financial, 597-598
interest rate, 597
Futures markets, 145

FVA,, 36

G
General Electric, 328-329
Global accounting standards, 113
Global capital structures, 465
Global corporations, 616-619
Global perspectives boxes, 113, 270, 316, 345, 402,
465, 488, 583
Global variations in the cost of capital, 345
Going public, 157
Golden parachutes, 698, 702
Goodwill, 699
Governments divesting state-owned businesses to
spur economic efficiency, 708
Greenmail, 500
Growth, 294-303
constant growth (Gordon) model, 296
constant (normal), 296298
nonconstant (supernormal), 300
option, 420421
rate (g), 294
zero, 298

H

Half-year convention, 413

Hamada equation, 452-453

Hedge funds, 151

Hedging, 607

Holder-of-record date, 491

Home Depot, 387-388

Horizon date, 301

Horizon (terminal) value, 301

Horizontal merger, 687

Hostile merger, 689

Hostile takeover, 17

Humped yield curve, 189

Hurdle rate, 346

Hybrid financing (See individual entries, such as
Preferred stock; Leasing; Warrants;
Convertibles), 648-675

|

Incentive signaling, 482

Income bond, 212

Income statement (See also Financial statements),
72-74

Incremental cash flow, 395

Indenture, 228

Independent projects, 362

Indexed (purchasing power) bond, 213
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Indirect quotation, 625
Inflation, 175
Inflation premium, 182-183, 275
Information content (signaling) hypothesis, 482
Initial public offering (IPO) market, 158
Insolvent (See also Bankruptcy and Reorganization),
233
Intangible assets, 74
Interest (also see Bank loans), 537-541
add-on, 540-541
regular (simple), 539-540
Interest rate parity, 627-629
Interest rates, 174-201
annual percentage rate, 50
business decisions affected by, 199-200
comparing, 50-51
compound, 27
cost of money, 175-176
coupon, 210
determinants of market, 180-187
effective annual rate (EAR), 50
encourage investment and stimulate consumer
spending, 174
expectations theory, 193
factors that influence levels, 196-199
finding, 34-35
levels, 176-180
links between expected inflation, 192
nominal, 50
nominal (quoted) risk-free rate, 182
periodic, 52
prime, 539
real risk-free rate, 181
risk, 186, 223-225
simple, 27
simple versus compound, 27
swap, 581-582, 600
term structure, 187-189
Internal rate of return (IRR) method, 363-364
comparison with NPV, 364-369
IRR, 363-364
modified, 371-373
multiple, 369-371
reinvestment rate assumption, 368
International monetary system, 621-623
Intrinsic value (P,), 8, 293
stock prices, and compensation plans, 8-11
Inventory, 528-529
conversion period, 514
turnover ratio, 105
Inverse floater, 602—-603
Inverted (abnormal) yield curve, 188
Investing in emerging markets, 316
Investing overseas, 199

Index

Investment banking house, 143, 149
Investment-grade bonds, 229
Investment horizon, 226
Investment timing options, 419-420

J

Joint venture, 706
Junk bonds, 229

K
Kellogg Co., 436437

L
Leasing, 653-661
FASB #13, 656
financial (capital), 655
off balance sheet financing, 656
operating, 654
residual value, 661
sale and leaseback, 653
service, 654
Lessee, 654
Lessor, 654
Leverage, 441-445
financial, 108, 445
operating, 441444
Leveraged buyout, 706-707
Life insurance companies, 150
Line of credit, 538
Liquid asset, 103
Liquidation, 233, 707
Liquidity, 5
Liquidity premium, 186
Liquidity ratios, 103-104
acid test, 104
current ratio, 103-104
quick ratio, 104
Loans (See also Bank loans), 537-541, 542-543
bank, 537-541
secured, 542
Lockbox, 526
London Inter Bank Offer Rate, 631
Long hedges, 607
Long-term equity anticipation security, 586
Low-regular-dividend-plus-extras, 489

M

Maintenance margin, 599

Managed-float regime, 622

Margin, 599

Marginal investor, 10, 310

Market auction (money market) preferred
stock, 652

Market/book ratio, 116-117
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Market multiple analysis, 695
Market portfolio, 264
Market price (Pg), 10, 293
Market risk (See also Risk), 246, 263, 264-266, 397
Market risk premium, 271
estimating, 272
Market Value Added (MVA), 86
Market value ratios, 115-117
market/book ratio, 116-117
price/cash flow ratio, 116
price/earnings ratio, 116
Marketable securities, 527-528
Maturity date, 210-211
Maturity matching (self-liquidating)
approach, 519
Maturity risk premium, 186
Measuring the market, 164-165
Mergers and acquisitions, 683-684, 685-710
analysis, 691-699
congeneric, 687
conglomerate, 687
corporate alliances, 706
defensive, 686
divestitures, 707-710
do mergers create value? empirical evidence,
704-706
financial, 692
financial reporting, 699-701
friendly, 689
governments divesting to spur economic
efficiency, 708
horizontal, 687
hostile, 689
hostile versus friendly takeovers, 689-690
level of activity, 687-689
leveraged buyout, 706
more than just financial statements, 697
operating, 692
rationale for, 685-687
regulation, 690-691
role of investment bankers, 702-704
synergy, 685
tempest in a teapot?, 701
track record of recent large mergers, 705
types, 687
vertical, 687
Microsoft, 478-479
goal: manage every risk, 606
Mission statement, 553
Moderate current asset investment policy, 518
Modified internal rate of return (MIRR), 371-373
Modifying accounting data for investor and
managerial decisions, 81-85
Modigliani-Miller model, 456-458, 480
capital structure, 456-458

dividends, 480
Yogi Berra on the M&M proposition, 457
Money market fund, 151
Money markets, 145
Monte Carlo simulation, 401-403
Mortgage bond, 228
Multinational (global) corporations, 616-619
Multinational financial management, 615-643
American terms, 625
capital budgeting, 636-637
capital structures, 638-639
cross rate, 624-625
currency board arrangement, 623
direct quotation, 625
eurobond, 631
eurocredits, 631
eurodollar, 631
European terms, 625
exchange rate, 621
fixed peg arrangement, 623
foreign bond, 634
foreign exchange rate quotations, 623-626
freely-floating regime, 622
hungry for a Big Mac?, 632-633
indirect quotation, 625
inflation, interest rates, and exchange rates, 630-631
international monetary system, 621-623
international money and capital markets, 631-636
interest rate parity, 627-629
managed-float regime, 622
multinational (global) corporations, 616-619
purchasing power parity, 629-630
trading in foreign exchange, 626627
versus domestic financial management, 619-621
vertically integrated investment, 618
working capital management, 639-642
Multiple internal rates of return, 369-371
Municipal bonds or munis, 209
Mutual funds, 150
Mutually exclusive projects, 361
comparing mutually exclusive projects with
unequal lives, 422424
Mutual savings banks, 150
MVA and EVA, 86-87

N
Nasdaq, 156-157
National Association of Securities Dealers, 156
Natural hedges, 582
Net cash flow, 75
Net float, 527
Net operating profit after taxes, 84
Net operating working capital, 82, 513
Net present value (NPV), 360-362
base-case, 398
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comparison with IRR, 364-369
profiles, 364
reinvestment rate assumption, 368
Net working capital, 69, 513
Net worth, 69
New issue, 218
New York Stock Exchange (NYSE), 153-155
Nominal (quoted) interest rate, 50
Nominal (quoted) risk-free interest rate, 182
Nonconstant growth, 300
Nondiversifiable risk, 264
Nonoperating assets, 83
Normal, or constant, growth (Gordon) model, 296
Normal yield curve, 188

NYSE and Nasdaq combine forces with the leading

online trading systems, 155

o
Off balance sheet financing, 656
Operating assets, 83
Operating breakeven, 441
Operating capital, 83
Operating cash flow, 84
Operating lease, 654
Operating leverage, 441-444
Operating merger, 692
Operating plan, 554
Opportunity cost, 32, 396
Opportunity cost principle, 335
Opportunity cost rate, 368
Optimal capital budget, 424-425
Optimal dividend policy, 480
Optimal (target) capital structure, 331, 450-456
determining, 450-456
Options, 584-589
abandonment/shutdown, 417-419
call, 584
covered, 584
equilibrium value, 595
expensing executive stock options, 590
expiration date, 585
fair (equilibrium) price, 591, 595
flexibility, 421-422
growth, 420421
in-the-money, 584
introduction to real options, 416417
investment timing, 419-420
long-term equity anticipation security, 586
naked, 584
out-of-the-money, 584
put, 585
real, 416
value, 418
Ordinary (deferred) annuity, 36
Original issue discount bond, 210

Index

Original maturity, 211
Over-the-counter (OTC) market, 156

P
Par value, 210
Partnership, 4
Payables deferral period, 514
Payback period, 373-375
discounted, 374
Payment (PMT), 44
Payment date, 492
Payoff matrix, 248
Pension funds, 150
Perfect hedge, 608
Periodic interest rate, 52
Permanent current assets, 518
Perpetuities, 4244, 315
Physical asset markets, 145
Physical location exchanges, 154-155
Poison pill, 702
Political risk, 619, 637
Portfolio, 245
Portfolio investments, 631
Post-audit, 378-379
Preemptive right, 291-292
Preferred stock, 315, 650-653
adjustable rate, 652
arrearages, 650
cost of, 333-334
cumulative, 650
funny-named, 334, 654-655
market auction (money market), 652
Premium bond, 216
Premium on forward rate, 627
Present value (See also Time value of money), 26,
31-34
annuity due, 3940
ordinary annuity, 39-40
uneven cash flow stream, 45-46
Price/cash flow ratio, 116
Price/earnings ratio, 116
Primary EPS, 674
Primary markets, 145
Prime rate, 539
Private markets, 146
Probability distributions, 247-248
Procter & Gamble, 578-579, 683-684
Production opportunities, 175
Profitability ratios (See also Financial ratios),
112-115
basic earning power ratio, 114
profit margin on sales, 112-114
return on common equity (ROE), 115
return on total assets (ROA), 114
Profit margin on sales, 112-114
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Pro forma financial statements, 553 Retention ratio, 558

Programmed trading, 594 Retirement ability, 24

Projects, mutually exclusive with unequal lives, Return on common equity (ROE), 115
422424 EVA and, 126-127

Promissory note, 537-538 problems with, 125-127

Proprietorship, 4 Return on total assets (ROA), 114

Proxy, 290 Revaluation of a currency, 622

Proxy fight, 291, 690 Revolving credit agreement, 538-539

Public markets, 146 Risk, 175, 246

Publicly owned corporation, 157
Purchase accounting, 699-700
Purchasing power parity, 629-630
Pure expectations theory, 193
Putable bond, 212

Put option, 585

PVA,, 39

Q
Quick ratio, 104

R
r,, 335, 340-343
Ratio analysis (See also Financial ratios), 102-103
comparative, 121-124
looking beyond the numbers, 128
problems with ROE, 125-127
uses and limitations of, 124-125
Realized rate of return (), 258, 294
Real options, 415, 416-422
abandonment/shutdown, 417-419
flexibility, 421422
growth, 420-421
introduction to, 416-417
investment timing, 419-420
Real risk-free rate of interest (r*), 181
Refunding operation, 211
Regular (simple) interest, 539-540
Reinvestment rate assumption, 368
Reinvestment rate risk, 186, 225-226
Relaxed current asset investment policy, 518
Relevant risk, 265
Reorganization (See also Bankruptcy), 233-234
Repatriation of earnings, 636
Replacement analysis, 395
Replacement project, 395
Replacement chain (common life) approach,
422-423
Required rate of return, r,, 294
Reserve borrowing capacity, 461
Residual dividend model, 483, 484-492
Residual value, 661
Restricted current asset investment policy, 518
Retained earnings, 69
breakpoint, 342
statement of, 78-79

adjusted cost of capital, 398

adjusted discount rate, 404

adjusting cost of capital for, 346-348

and rates of return, 244-280

arbitrage, 704

aversion, 255

beta, 264, 397

business, 439441

business and financial, 439450

certainty equivalent, 404

company-specific, 264

corporate (within-firm), 397

country, 199

default, 227-234

demand, 604

diversifiable, 246, 263, 264-266

environmental, 604

estimating project, 397-398

exchange rate, 199, 637

financial, 444-450, 604

implications for corporate managers and investors,
278-279

input, 604

insurable, 604

interest rate, 186, 223-225

liability, 604

management, 578-582, 603, 604—-607

market, 246, 263, 264-266, 397

measuring country, 198

measuring stand-alone, 398-403

Microsoft’s goal: managing every risk, 606

nondiversifiable, 264

no pain no gain, 244-245

personnel, 604

political, 619, 637

portfolio context, 245, 257-271

premium, 256

property, 604

pure, 604

reasons to manage, 579-582

reinvestment rate, 186, 225-226

relationship between, and rates of return, 271-277

relevant, 265

speculative, 604

stand-alone, 246-257, 397-403

systematic, 264
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trade-off between, and return, 256-257
unsystematic, 264
Risk-adjusted cost of capital, 398
Risk-adjusted discount rate, 404
Risk-free rate, 182
Riskless hedge, 589
Riskless Treasury bonds, 184-185

S
Sale and leaseback, 653
Sales forecast, 555-556
Salvage value calculations, 391-392
Savings and loan associations, 150
Scenario analysis, 400401
S Corporation, 5
Seasoned issue, 218
Secondary markets, 145
Secured financing, 543
Secured loan, 542
Securitization, 601
Security Market Line (SML), 274
Security Market Line (SML) equation, 273
Security markets, 145-147, 153-160
efficient markets hypothesis, 163
equilibrium, 10, 311
Semiannual compounding, 48
Sensitivity analysis, 398-400
Short hedges, 607
Shutdown options, 417-419
Side payments, 601
Signal, 461, 482
Signaling theory, 460461
Simple interest, 27
Sinking fund provision, 211-212
Soft currency, 622
Speculation, 607
Spin-off, 707
Spontaneous funds, 542
Spot markets, 145
Spot rate, 621, 626
Stand-alone risk, 246-257, 397
measuring, 398-403
Standard deviation, 250, 251-252
Statement of cash flows, 75, 76-78
Statement of retained earnings, 78-79
Stepped-up exercise price, 664
Stock dividends, 496497
Stockholders’ equity, 68-69
Stockholder wealth maximization, 6
a worldwide goal?, 12
Stock market, 153-157
and returns, 160-162
efficiency, 163-169
equilibrium, 310-313
indices around the world, 634-635

Index 1-11

international, 635-636
reporting, 160-162
Stock prices and shareholder value, 6-7
Stock repurchases, 498-502
soar in 2004, 499
Stocks (See individual entries, such as Common
stock; Preferred stock), 289-317
Stock splits, 496
reverse, 496
Strategic alliances, 706
Strategic business plan, 359
Strategic planning, 553-555
Stretching accounts payable, 536
Strike (exercise) price, 584
Structured note, 601-602
Subordinated debenture, 229
Sunk cost, 395-396
Supernormal (nonconstant) growth, 300
Supply chain management, 529
Swap, 600-601, 609-610
currency, 601
interest rate, 581-582, 600
Symmetric information, 460
Synergy, 685
Systematic risk, 264

T
Takeover, 291
Tangible assets, 74
Target cash balance, 522
Target (optimal) capital structure, 331
Target company, 689
Target payout ratio, 479
Tax depreciation, 413-414
Taxes, 87-89
Temporary current assets, 518
Tender offer, 500, 689
Terminal date, 301
Terminal value, 301
Term structure of interest rates, 187-189
Time lines, 25-26
Time preferences for consumption, 175
Times-interest-earned (TIE) ratio, 110-111
Time value of money, 24-54
amortized loans, 52-54
annuity, 35-36
annuity due, 36
comparing interest rates, 50-51
compounding, 26
finding annuity payments, periods, and interest
rates, 40-42
finding the interest rate, 34-35
finding the number of years, 35
fractional time periods, 52
future value (FV), 26-31
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Time value of money, (continued)
future value of an ordinary annuity, 36-38
future value of an annuity due, 38-39
future value of an uneven cash flow stream,
46-47
ordinary (deferred) annuity, 36
perpetuities, 4244
present value (PV), 26, 31-34
present value of an ordinary annuity, 39—40
semiannual and other compounding periods,
48-50
solving for I with uneven cash flows, 47-48
time lines, 25-26
uneven cash flows, 44-46
Total assets turnover ratio, 107
Total company (corporate valuation) model, 305
Trade credit, 534
costly, 536
free, 536
stretching accounts payable, 536
Trade-off between risk and return, 256-257
Trade-off theory, 459460
Treasury bonds, 209
almost riskless, 184-185
Treasury stock, 498
Trend analysis, 118
Tying the ratios together: the Du Pont equations,
118-121

U
Uneven cash flows, 44-46
future value, 46-47
solving for I, 47-48
Unlevered beta (by), 452
Unsystematic risk, 264
Uses and limitations of ratio analysis, 124-125

\"
Valuation, 213-216, 289-317
bond valuation, 213-216
common stock valuation, 289-317
corporation, 305-310
preferred stock valuation, 315
Variance, 251
Vertically integrated investment, 618
Vertical merger, 687
Vignettes, 2-3, 24, 64, 100-101, 141-142, 174, 207-208,
244-245, 289, 328-329, 357-358, 387-388, 415,
436-437, 512, 552, 578-579, 615-616, 648-649,
683-684

W

Warrant, 212, 661-667
comparison with convertibles, 673-674
detachable, 664

reporting earnings when outstanding, 674-675
stepped-up exercise price, 664
weak currency, 622
Weighted average (composite) cost of capital
(WACCQ), 331, 343-344
factors affecting, 344-345
overview of, 329-330
Whistle-blowers, 15
White knight, 691, 702
White squire, 702
Window dressing techniques, 124
Within-firm risk (corporate), 397
Working capital, 512, 513-543
accounts payable (trade credit), 534-537
accounts receivable, 530-534
accruals, 542
alternative financing policies, 518-521
alternative investment policies, 517-518
average collection period, 514
bank loans, 537-541
cash and marketable securities, 525-528
cash budget, 521, 522-525
cash conversion cycle, 513-517
commercial paper, 541-542
inventories, 528-529
inventory conversion period, 514
loans, 513
management, 512-543
multinational, 639-642
negative working capital, some firms operate
with, 516
net, 69, 513
net operating, 82, 513
payables deferral period, 514
supply chain management, 529
terminology, 513
trade credit, 534-537
use of security in short-term financing, 542-543
WorldCom, 100-101
Worst-case scenario, 400

Y
Yield curve, 187
determinants of its shape, 189-193
humped, 189
inverted, 188
normal, 188
using to estimate future interest rates, 193-195
Yield to call, 217-218
Yield to maturity, 216-217
Yogi Berra on the M&M proposition, 457

Y4

Zero coupon bond, 210
Zero growth stock, 298

Copyright 2007 Thomson Learning, Inc. All Rights Reserved.
May not be copied, scanned, or duplicated, in whole or in part.



Licensed to: iChapters User

Copyright 2007 Thomson Learning, Inc. All Rights Reserved.
May not be copied, scanned, or duplicated, in whole or in part.



Licensed to: iChapters User

Copyright 2007 Thomson Learning, Inc. All Rights Reserved.
May not be copied, scanned, or duplicated, in whole or in part.



Licensed to: iChapters User

Copyright 2007 Thomson Learning, Inc. All Rights Reserved.
May not be copied, scanned, or duplicated, in whole or in part.



Licensed to: iChapters User

Copyright 2007 Thomson Learning, Inc. All Rights Reserved.
May not be copied, scanned, or duplicated, in whole or in part.



Licensed to: iChapters User

FREQUENTLY USED SYMBOLS/ABBREVIATIONS

ACP
ADR
APR
A/R

CF
CFPS
CR
Ccv
Dy

Dy
DCF
D/E
DPS
DRIP
DRP
DSO
EAR
EBIT
EBITDA
EPS
EVA
F

FCF
FVy
FVAy
&

I
I/YR
INT
1P
PO
IRR
LP

M/B
MIRR
MRP
MVA

N(dy
NOPAT
NOWC

NPV

Average collection period

American depository receipt

Annual percentage rate

Accounts receivable

Beta coefficient, a measure of an asset’s riskiness
Levered beta

Unlevered beta

Basic earning power

Book value per share

Capital Asset Pricing Model

Cash conversion cycle

Cash flow; CF, is the cash flow in Period t

Cash flow per share

Conversion ratio

Coefficient of variation

Dividend of preferred stock

Dividend in Period t

Discounted cash flow

Debt-to-equity ratio

Dividends per share

Dividend reinvestment plan

Default risk premium

Days sales outstanding

Effective annual rate, EFF%

Earnings before interest and taxes; net operating income
Earnings before interest, taxes, depreciation, and amortization
Earnings per share

Economic value added

(1) Fixed operating costs

(2) Flotation cost

Free cash flow

Future value for Year N

Future value of an annuity for N years

Growth rate in earnings, dividends, and stock prices
Interest rate; also referred to as r

Interest rate key on some calculators

Interest payment in dollars

Inflation premium

Initial public offering

Internal rate of return

Liquidity premium

Maturity value of a bond

Market-to-book ratio

Modified internal rate of return

Maturity risk premium

Market value added

Calculator key denoting number of periods
Represents area under a standard normal distribution function
Net operating profit after taxes

Net operating working capital

Net present value

(1) Price of a share of stock in Period t; P, = price of the stock today
(2) Sales price per unit of product sold
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WACC

YTC
YTM

Conversion price

Price of good in foreign country

Price of good in home country

Price/earnings ratio

Payment of an annuity

Purchasing power parity

Present value

Present value of an annuity for N years

Quantity produced or sold

Breakeven quantity

(1) A percentage discount rate, or cost of capital; also referred to
as I

(2) Nominal risk-adjusted required rate of return

“r bar,” historic, or realized, rate of return

“r hat,” an expected rate of return

Real risk-free rate of return

Before-tax cost of debt

Cost of new common stock (outside equity)

Interest rate in foreign country

Interest rate in home country

Required return for an individual firm or security

Return for “the market,” or an “average” stock

Nominal rate of interest; also referred to as Iyoy

(1) Cost of preferred stock

(2) Portfolio’s return

Periodic rate of return

Rate of return on a risk-free security

(1) Cost of retained earnings

(2) Required return on common stock

Correlation coefficient; also denoted as R when using historical data

Return on assets

Return on equity

Risk premium

Market risk premium

Retention rate

(1) Sales

(2) Estimated standard deviation for sample data

Security Market Line

Summation sign

Standard deviation

Variance

Time period

Marginal income tax rate

A stock’s horizon, or terminal, value

Times interest earned

Variable cost per unit

Bond value

Value of preferred stock

Total variable costs

Weighted averaged cost of capital

Exercise price of option

Yield to call

Yield to maturity
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