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Preface

he financial management field continues to experience exciting change and growth.
TFinancial practitioners are increasingly employing new financial management tech-
niques and sophisticated computer resources to aid in their decision making. “Financial
engineers” have created new derivative financial instruments and transactions, such as
options, financial futures contracts, options on futures contracts, foreign currency swaps,
and interest rate swaps, to help managers manage risk and increase shareholder wealth.
Many domestic industries have been restructured because of the pressures of foreign com-
petition. Leveraged buyout transactions also have forced managers to make more careful
use of their firm’s resources. Corporate reformers have focused attention on the structure
of corporate governance relationships and the impact of alternative managerial compensa-
tion packages on firm performance. Bankruptcy filings increased dramatically at the end of
the 1980s and remained at high levels through 2004. The Internet is transforming the way
securities are bought and sold and the way companies access new capital. At the same time,
financial researchers have made important advances in the areas of valuation, cost of capi-
tal, capital structure theory and practice, option valuation (including “real” options associ-
ated with capital investments), risk management, and dividend policy. Access to and con-
tent of the Internet have greatly expanded, making timely financial information increas-
ingly available to customers, investors, and financial managers.

The future promises to be an even more exciting time for finance professionals. Financial
managers have refocused their attention on the basic objective of maximizing shareholder
wealth. Managers who act contrary to the interests of shareholders face the prospect of an
unfriendly takeover, a corporate restructuring, pressure from domestic and foreign com-
petitors, or pressures from shareholder groups and institutional investors. Firms increasing-
ly must find operating savings necessary to remain competitive, as managers continue to
struggle to find the optimal capital structure for their firm. The central importance of cash
flows in the financial management of a firm has never been more apparent. Firms carrying
significantly more debt than in the past faced new challenges during the recession of
2001-2003. The European economic and monetary unification, the capitalization of Russia and
its former states, the rise of capitalism in China, and the utilization of human and business
resources in India have all required contemporary financial managers to possess greater knowl-
edge of doing business in an international marketplace. In addition, the standards of ethical
behavior adopted by managers of business enterprises become ever more important. Finally, the
impact of the Internet on all areas of business practice will continue to revolutionize the finan-
cial arena as the result of the lifting of barriers to timely information access and the increase of
competitive pressures on business managers.

Contemporary Financial Management, Tenth Edition, incorporates these changes—
the increased focus on shareholder wealth maximization and cash flow management, an
emphasis on the international aspects of financial management, a concern for the ethical
behavior of managers, and the new information available on the Internet—into a text
designed primarily for an introductory course in financial management. The book is also
suitable for management development programs and as a reference aid to practicing
finance professionals.

We recognize that students enter this course with a wide variety of backgrounds in
mathematics, economics, accounting, and statistics. The only presumption we make regarding
prior preparation is that all students will have had one course in financial accounting.

Organization and Intended Use

Contemporary Financial Management (CFM) is organized into six major parts. Part 1 defines
the finance function, examines the goals of the firm, considers the role of the financial man-
ager, reviews the structure and functioning of the domestic and international financial mar-
ketplace, and reviews accounting fundamentals, including the analysis of financial perform-
ance and financial planning and forecasting. The importance of tax considerations to the
XV
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practice of financial management also is analyzed. The basic concepts of shareholder wealth
maximization, cash flows, net present value, and market efficiency are presented. Part 2
develops the theory of valuation, including a comprehensive treatment of time value of
money concepts, the valuation of fixed income securities, and the valuation of equity securi-
ties. The role of investment bankers in the issuance of securities is discussed. Risk-return
analysis concepts are presented. Part 3 presents the capital investment decision, emphasizing
both the theoretical and the practical aspects of capital budgeting. Part 4 deals with the cost
of capital, the determinants of an optimal capital structure, and dividend policy. Part 5 con-
siders working capital management decisions in the areas of cash, marketable securities,
accounts receivable, inventories, and sources of short-term financing. Part 6 covers corporate
restructuring.

Those instructors who wish to cover topics in an order other than that provided in the
text will find it easy to make adjustments. The book is designed for use in a 3-semester-hour
(or the equivalent in the quarter system) course in financial management. Typically, within
the constraints of this time limit, it is often not possible to fully cover all topics. Instructors
will find it easy to defer more advanced or specialized topics until a later course.

Distinctive Features

Many financial management texts are well written and provide adequate coverage of the basic
topics in financial management. In preparing this tenth edition, we continue our commit-
ment to provide a comprehensive, correct, and well-written introduction to the field of finan-
cial management. The current edition reflects the many refinements that have been made over
the years in previous editions. In addition, we have created a text package that fully reflects
contemporary financial management developments in the book’s pedagogical aids, organiza-
tional design, and ancillary materials.

Pedagogical Features

CFM has been carefully designed to assist the student in learning and to stimulate student
interest. Distinctive pedagogical features include

1. Financial Challenges. Each chapter begins with an illustration of a financial manage-
ment problem faced by a firm or individual. These exciting lead-ins come from
real-firm situations, including Long-Term Capital Management, AT&T, Krispy Kreme,
TimeWarner, MCI-WorldCom, Google, Questar, Delta Airlines, Cisco Systems, Xerox,
International Lease Finance Corporation, IBM, Ford, Enron, Cleveland Cliffs, Honda,
Toyota, Southwest Airlines, Microsoft, and Boeing. These examples focus on financial
problems in the topic area of the chapter and highlight the importance of learning
sound financial management principles. The “Financial Challenges” have been exten-
sively revised and updated from the ninth edition, including the addition of 12 totally
new examples.

2. Foundation Concepts. These concepts are introduced early in the text. Their central
importance in the study of finance is highlighted by specially designated icons indicat-
ing that these are “Foundation Concepts” and hence worthy of extra attention by the
student. Important foundation concepts are identified throughout the book, including
the determinants of the return on equity, the valuation of assets, the valuation of com-
mon stock, cash flow estimation principles, capital budgeting decision models, business
risk, financial risk, and the weighted cost of capital.

3. International Issues. To emphasize and reinforce the global nature of financial deci-
sion making, we have included “ International Issues” sections throughout the book to
illustrate the global issues associated with making financial decisions. By covering
international finance in two chapters—and throughout, with the “International
Issues” features—we ensure that all students will be exposed to important internation-
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al dimensions of financial management decisions, as expected by the AACSB, and we
provide an opportunity for in-depth coverage of some of the more important interna-
tional finance topics.

4. Ethical Issues. “Ethical Issues” sections are integrated throughout to present some of the
ethical dilemmas facing financial managers. These sections raise sensitivities to ethical
issues and usually conclude with questions and issues for further classroom discussion.

5. Entrepreneurial Issues. In recognition of the important and growing role of small and
medium-sized firms in the American business environment, we have included
“Entrepreneurial Issues” sections that appear in appropriate places throughout the
book and emphasize unique finance-related problems and concerns of entrepreneurs.

6. Extensive and Fully Integrated Examples of the Financial Policies and Problems
That Face Real Firms. Throughout the book, we have illustrated financial manage-
ment concepts by using problems facing real firms. By minimizing the number of
hypothetical firm situations and using data and situations facing actual firms that
students will recognize and relate to, CFM has further enhanced the realism and
excitement of the field of finance.

7. Intuitive Use of Notation. Notation in the text is simplified and intuitive to aid student
learning. Inside the back cover, we have provided a handy summary of the key notation
used throughout the book.

8. Internet Applications. This edition provides numerous references to interesting
Internet applications. The applications provide students with handy references that
can be used to explore the Internet for additional information and data dealing with

chapter topics.

9. Extensive Problem Sets. Many of the end-of-chapter problems contain a surfeit of
information, forcing students to identify the relevant material needed to solve the
problem. The problem sets provide students and instructors with a greater breadth of
problem coverage than in many other texts. In addition, the problems have been iden-
tified with a difficulty rating ranging from basic, to intermediate, to challenging.

In several finance textbooks, problems are labeled to indicate the type of problem
to be solved. We have specifically chosen not to include this information because of
our belief that recognition of the problem type is an important part of the learning
process. However, we understand the differing needs and goals of instructors, and
thus have provided these categories in Appendix A of the Instructors’ Resource
Manual, so that it can be easily shared with students if desired. Selected check
answers to some of the end-of-chapter problems appear at the end of the text.

10. Self-Test Problems. Each chapter includes end-of-chapter “Self-Test Problems,” with
detailed solutions at the end of the text that students can use for further practice and
enhanced understanding of the concepts developed in the chapter.

11. Integrative Cases. At the end of appropriate chapters, an expanded set of compre-
hensive “Integrative Cases” are provided. Many of these cases can be used in conjunc-
tion with the Excel models to demonstrate the power of computers in performing
sensitivity analysis.

12. Excel™ Problems. Throughout the text, problems that can be solved using Excel are high-
lighted with an Excel icon. To help solve these problems, more than 20 user-friendly, flexi- Y l—
ble Excel models are available and require no prior knowledge of Excel. Excel

13. Internet Margin Notes. Internet margin notes direct students to finance sites of inter-
est, relevant to chapter topics.

Organizational Design

Contemporary Financial Management is organized around the objective of maximizing the
XVil
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value of the firm for its shareholders. This objective is introduced early in the book, and
each major financial decision is linked to the impact it has on the value of the firm. The
distinctive content features are designed to complement this objective:
1. Emphasis on the fundamental concepts of cash flow, net present value, risk-return
relationships, and market efficiency. There are four concepts that are central to a
complete understanding of most financial management decisions:

a The importance of cash flows as the relevant source of value to a firm
b The significance of the net present value rule for valuing cash flows

¢ The relationship between risk and return in the valuation process

d The efficiency of the capital markets

2. Unique treatment of problems of international financial management. In a business
world that is increasingly global, it is important that finance students be aware of the
most important dimensions of international finance. Some texts provide a single chap-
ter dealing with a potpourri of international issues, but due to time constraints, many
instructors have difficulty in covering this material. Other texts use a series of short
international topic sections scattered throughout the book, but this approach does not
provide the in-depth coverage needed for some international finance topics, such as
hedging exchange rate risk. In the tenth edition of CFM, important international
finance relationships, including the operation of foreign currency markets, exchange
rate determination, and the role of multinational firms in the global economy, are cov-
ered in Chapter 2 (“The Domestic and International Financial Marketplace”).

3. Comprehensive and integrated coverage of ethical issues facing financial managers.
Financial managers seeking to maximize shareholder wealth must also confront diffi-
cult ethical dilemmas. “Ethical Issues” sections are integrated throughout and present
some of the ethical dilemmas facing financial managers. This treatment of the ethical
dimensions of financial management is consistent with the AACSB’s recommendations
for coverage of these issues.

4. Early coverage of institutional characteristics and valuation models for financial
instruments. We have provided separate chapters (Chapters 7 and 8) dealing with the
valuation of fixed income securities and common stock. These chapters also define all
of the important characteristics of each of these security types and cover the institu-
tional aspects of the markets for these securities, including the reading and under-
standing of security transaction information from sources like The Wall Street
Journal. This structure provides students with both an institutional understanding of
bonds, preferred stock, and common stock and an understanding of the valuation
process for securities in the financial marketplace.

5. Early coverage of time value of money concepts. Time value of money concepts are
covered in depth in Chapter 5. This treatment provides students with the exposure
needed to fully understand the valuation process that is central to the goal of share-
holder wealth maximization. In addition, this coverage of the time value of money
involves students in useful practical applications early on in the course, setting an
early tone of relevance for the course.

6. The importance of cash flow analysis is introduced early and reemphasized through-
out the text. Chapter 1 introduces students to the importance of the cash flow concept.
This concept is then applied extensively in the context of financial planning and fore-
casting (Chapter 4), valuation (Chapters 7 and 8), capital budgeting (Chapters 9, 10,
and 11), dividend policy (Chapter 14), working capital management (Chapter 15), and
corporate restructuring (Chapter 18).

7. Attention to unique problems of financial management in entrepreneurial finance.
In recognition of the important and growing role of small and medium-sized firms in
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the American business environment, we have included “Entrepreneurial Issues” sec-
tions which appear in appropriate places throughout the book and emphasize unique
finance-related problems and concerns of entrepreneurs (small businesses).

8. Extensive development of the cash flow estimation process in capital budgeting.
Perhaps the most important step in the capital budgeting process is the estimation of
cash flows for potential projects. CFM devotes an entire chapter (Chapter 9) to this
topic.

9. A detailed discussion of real options that are embedded in many capital investment
projects. Finance scholars and practitioners have increasingly focused attention on
“embedded options” in capital investment projects, such as the option to abandon, the
option to expand, and the option to defer investments. These options add value to an
investment project above that normally identified in a net present value calculation.
Chapter 10 includes an extensive—and expanded in this edition—intuitive discussion
of real options in capital budgeting.

10. Coverage of the newest financial analysis and performance appraisal concepts. The
increased attention given to the objective of shareholder wealth maximization has
brought about the development of new performance appraisal models that can be
used to judge a firm’s performance and motivate managers to create value. The
“Market Value Added” and “Economic Value Added” concepts, developed by Stern-
Stewart, are covered in detail in Chapter 3 (“Evaluation of Financial Performance”).

11. Broad, integrated treatment of working capital management. For many small and
medium-sized companies, the management of working capital can present more
challenges than any other area of financial management. A thorough and up-to-date
3-chapter section on working capital management is included.

12. Frequent coverage of the impact of agency relationships in financial management.
The impact of principal-agent relationships on decisions in the areas of goal setting,
valuation, capital structure, dividend policy, and corporate restructuring are presented
throughout the book.

Major Changes in the Tenth Edition

The ninth edition of CFM was extremely well received by our adopters. Hence, we have

retained the basic features and organizational structure of that edition. Many users and

reviewers have made suggestions to further improve the text, as have our student users,

and we have tried to incorporate them into the new edition. In addition, we have added

some new content and made changes to pedagogical features to enhance the learning

process. Throughout the book, many additional, contemporary examples and Web site ref-

erences have been added. Other significant changes include the following:

i Behavioral finance perspectives on the financial marketplace are introduced in Chapter 2
and have been expanded from the ninth edition.

i The coverage of financial planning and forecasting has been moved to an earlier position
in the book (Chapter 4).

# The “Financial Challenge” sections in each chapter have been extensively updated to
include 12 new examples.

i The impact of the Enron failure is discussed in several places in the book, including
Chapters 1 and 18.

@ Ilustrations and examples have been extensively updated throughout the book.

i Problem sets at the end of each chapter have been updated and expanded.

i Solutions to the self-test problems are all located in a new section at the end of the book.
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