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PREFACE

Xiv

In this edition our primary goal is to provide students with a thorough
foundation in finance. For many students the introductory course is the only
exposure to finance, and we cover all the material that we believe is essential
to a comprehensive understanding of financial management. In today’s
world such an understanding must include international aspects of finance,
and we have integrated international issues throughout. Although the text
covers a wide range of topics and issues, we have treated the material at an
introductory level in all cases. Our method has been to explain the main
issues very carefully in order to provide the student with an intuitive under-
standing of finance concepts and an appreciation of the way those concepts
are applied in practice.

The text does not neglect students who will be taking additional courses
in finance. Basic principles, techniques, and institutional aspects needed for
effective analysis of business finance cases are well covered. A foundation
for more advanced theoretical courses is provided in the chapter appendixes
and in Chapters 6 and 9. Throughout we have tried to ensure that our
approach here is consistent with current theory. Students completing a
course of study using this book should be well prepared for courses in
investments because of our stress on risk and return in the financial markets
and our coverage of the basic characteristics of securities and markets.

The book is designed for undergraduate one-quarter or one-semester
courses, although it is unlikely that all chapters can be assigned in a single
course. If supplemented by cases and readings, it will be suitable as the
primary text for courses extending two quarters or more. Instructors using
this text for an introductory course for MBA students will find that Chapters
6 and 9 and the appendixes to Chapters 4, 5, 8, 9, 12, and 17 enable them to
approach basic finance on a more advanced level.

We have made a special effort to provide an integrated discussion of the
topics covered. Nevertheless, the book has been designed to offer great
flexibility in choosing the order of presentation of most chapters. Further-
more, many chapters have one or more sections that can be deleted without
any loss of continuity. Appendixes in several chapters explore major con-
cepts in greater depth. These are intended as supplements to the basic
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CHANGES IN THE
SIXTH EDITION

I
TEXT
ORGANIZATION
AND
SUPPLEMENTARY
MATERIALS

coverage in the text and are designed for use by well-prepared undergradu-
ate and beginning graduate students.

The first six chapters provide an introduction to the book and an intro-
duction to finance in general. In Part 1 we examine the general nature of
financial management, the financial system, taxes and other legal issues,
organization, compound-interest calculations, risk, and the principles of
market valuation.

Parts 2 through 4 cover the basic concepts and techniques of financial
management. Part 2 is concerned with long-term decisions involving invest-
ments and financing, including dividend policy. Part 3 explores techniques
of financial analysis, including ratio analysis, funds flow, break-even analy-
sis, and forecasting. Part 4 deals with the problems of managing the firm’s
current assets and current liabilities. The discussion in Part 4 is unusual in
that the firm’s working capital decisions are explicitly linked to the discus-
sion of long-term investment and financing decisions in Part 2.

Parts 5 deals with several special topics that are often not covered in an
introductory course. This section covers leasing as a method of financing,
the characteristics of securities involving options including convertible debt
and warrants, holding companies, mergers, and acquisition.

In this edition we decided to reorganize the text. The two objectives in
this reorganization were to integrate international aspects of financial
management throughout and to make all topics more accessible to stu-
dents. The specific changes include:

1 Integration of international material into all chapters where it is rel-
evant. This includes the majority of chapters.

2 A new Chapter 3 on the legal environment including organizational
form, taxes, and bankruptcy. The tax treatment is up to date as of
the beginning of 1990.

3 A new Chapter 9 on special topics in capital budgeting. Chapter 8
now provides the fundamentals of capital budgeting.

4 A new Chapter 11 that describes the major types of securities is-
sued by firms and the issuing process. Chapter 12 focuses on the
decision as to which securities to issue.

5 Current asset management is now covered in two chapters—Chap-
ter 17 dealing with inventory and accounts receivable management
and Chapter 18 dealing with cash and securities management.

6 The majority of problems are new or revised from the fifth edition
and many of them have an international focus.

Although this book has been written to offer substantial latitude in
selecting which chapters to cover and their order of presentation, we
suggest that certain chapters be taught in a given order. Chapters 4, 5, 7,
8, 11, 14, 16, and 17 are prerequisites for certain other chapters. Specifi-
cally, Chapter 4 should precede Chapter 5, and Chapters 4 and 5 should
precede all of Part 2 (Chapters 7 through 13). We recommend that the
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chapters in Part 2 be taught in sequence. However, not all of this
material need be covered. A complete discussion of the possibilities for
alternative sequences is included in the Instructor’s Manual for the text.
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PART ONE

THE ENVIRONMENT
OF FINANCIAL DECISIONS

Part 1 consists of six chapters in which
we present the general background for in-
dividual and company financial decisions.
Chapter 1 is an introduction to business
finance and to this text. Here we discuss
the nature and objectives of financial
management. In Chapter 2 we examine
the American financial system: the net-
work of financial institutions and markets
that is an important part of the ﬁ'nanczal
manager’s environment. Chapter 3 covers
other aspects of this environment, the
legal form of business organizations, the
tax laws that affect financial decisions,
and financial distress. Whereas the mate-
rial in the first three chapters is largely
descriptive, in Chapter 4 we develop a
fundamental financial concept, the time
value of money. We show here how to

solve a variety of basic financial problems

involving time and money. Chapter 5 ex-
 plains how securities (bonds and stocks)

are valued in the market, and examines
the theory of efficient markets. In an ap-
pendix, we discuss the term structure of
interest rates. Chapter 6 explores the con-
cept of risk and shows how risk affects
the value of securities. We introduce a
model of financial market equilibrium—
the Capital Asset Pricing Model—and
discuss its implications for f nancial
managemem‘

The material in Part 1 is important
not just to the managers of business
firms. Most of the topics covered are of
equal importance to an individual con-
cerned with such financial problems as
borrowing money and choosing alter-
native ways of investing personal savings.
The remainder of the text is almost ex-
clusively concerned with problems faced
by financial managers; but these first six
chapters cover financial concepts that are
useful to everyone.
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