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Preface

The theme and basic objective of this book remain the same. We continue
to view financial management as applied microeconomics in a business
policy context. The firm’s goals give rise to its commercial strategy, which
prescribes the appropriate investment policy. Financing policies then are
tailored to fit. The student is encouraged to view financial management
decisions as part of a broader management process. Throughout, the
viewpoint is managerial rather than technical.

As was the first edition, this edition is addressed specifically to
beginning students of financial management. Our major objective is to
provide a sound conceptual framework within which a wide variety of
financial management decisions can be analyzed. Emphasis is placed on
concepts and understanding as well as on techniques and skills and on the
limitations of theories and models along with their uses.

Those familiar with our first edition will note that this is a very
substantial revision. New material has been added to reflect major recent
developments in theory and empirical work. We have also tried, as much
as possible, to incorporate the many helpful suggestions of users and
reviewers of the first edition. The most important changes in this edition
are described below.

In the first edition, we departed from the tradition of using the firm’s
weighted average cost of capital as the central organizing concept for
investment and financing decisions. Instead of cost of capital, we used the
label required rate of return and developed an approach to capital bud-
geting around the capital asset pricing model. We have continued that



approach in this edition but have included (by popular demand!) a full
discussion of the weighted average cost of capital in a new Chapter 15.
In addition, the material on setting return targets (Chapter 14) has been
completely rewritten and simplified. Those who want a more technical
treatment can turn to the material on the capital asset pricing model and
the impact of financing mix on capital investment covered in Chapter 15.

Several other chapters also have been substantially revised and new
chapters added. The chapter on discounted cash flow (9) has been com-
pletely rewritten and expanded. A new chapter (10) on valuation and the
capital asset pricing model has been added. Parts of Chapter 18 have been
rewritten to include recent theory and empirical work on capital structure.
A new part, Part VI, has been added that includes chapters on inter-
national financial management and on mergers and acquisitions.

We have added material throughout the book to provide more help for
students and instructors. Sample problems, with solutions and narrative,
are provided at the ends of chapters that require problem work. In addi-
tion, the number of end-of-chapter problems has been substantially
increased. Many parts of the book have been rewritten to simplify and
improve it, and a large number of real-life examples have been added to
the textual material. The entire book has been updated throughout to
include changes that have occurred since 1976 in the field of financial
management.

There are many ways to teach financial management and hence a
number of alternative sequences for using this book. Our own preference
is to take material in the order presented in the table of contents. An
alternative sequence that may be preferred by some instructors is to
proceed from Part I directly to Part III, taking up valuation early in the
course. A special introduction to Part IIl is provided to facilitate this
sequencing. Instructors following this sequence then would have the
option of returning to Part II (current operations), or proceeding through
Parts IV and V (investment and financing decisions) and then returning
to Part II. The four principal parts of the book, II, III, IV, V, are
arranged so that they can be taken in any one of several sequences. Part VI,
special topics, normally would be taken up last.

A good grounding in basic financial accounting is an essential pre-
requisite. A course in basic microeconomics would be helpful but is not
essential. Except for Chapter 15, the second edition does not require a
background in probability theory. For those who cover Chapter 15, a brief
appendix on probability concepts is included at the end of the book.

Our package of supplementary materials has been expanded and
improved. An instructor’s manual is available to adopters of the book.
It includes our commentary on each chapter, answers to questions, and
solutions to end-of-chapter problems. Transparencies can be prepared
directly from the problem solutions. In addition, transparency masters of
selected charts and tables from the book are included. Also in the
instructor’s manual are test questions for each chapter prepared by
Russell P. Biosjoly and Severin C. Carlson of the University of Maryland.

Preface

ix



X Preface

Available for student use is a very helpful study guide by John A. Halloran
and Howard P. Lanser of the University of Notre Dame. For instructors
wishing to assign cases, a companion casebook is available, Cases in
Introductory Finance, by Michael Rice and John J. Pringle.

Although many improvements have been made in this edition, op-
portunities for still further improvements undoubtedly exist. As before, we
will be grateful to users for bringing these to our attention.

Ezra Solomon
John J. Pringle
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Chapter 1 What Is Financial Management? 3

Financial management is two things: It is an extensive body of profes-
sional practice; it is also an academic discipline that spans nearly a
century of writing and teaching devoted to what financial management
does or should do. Practice and theory have each undergone a process
of continuous change and development. Since the late 1950s this process
has been an especially lively one, with significant interaction between
the two facets of the field.

The Scope of Financial Management

One way we can approach the problem of defining the scope of financial
management is to examine what practicing “financial managers” do. But
we will soon find that this “grass-roots” approach, in itself, will not get us
very far. The reason is that in most business organizations there is no
single individual who is designated as rhe “financial manager” and who
has all the responsibilities of “financial management.”

Firms have corporate treasurers and controllers, vice-presidents of
finance and chairmen of finance committees, and sometimes all four titles
are found within a single enterprise. On the other hand. we may find only
one and sometimes none of these titles in the organizational structure
of other firms. Yet, in some more fundamental sense. there is always a
financial manager, title or no.

Although what we have dubbed a grass-roots approach to the task
of defining the scope of the field cannot, in itself, produce a final answer,
it does provide two valuable insights:

1. Responsibility for “financial management” is often highly
diffused within a business corporation. Thus, operating man-
agers frequently have a considerable say in proposing and
analyzing investment opportunities that lead to the com-
mitment of corporate funds in plant. equipment, inventory,
or acquisitions; central staff groups, sometimes under the
treasurer, but just as frequently under the controller or an
executive in charge of planning, play a large role in ana-
lyzing investment and financing ideas; investment and
financing decisions often involve committees of senior offi-
cers of the firm and in the case of most major decisions, the
board of directors itself.

2. Inaddition to being diffused, finance involves a large diversity
of actions. Some of these are better classified as adminis-
trative functions incidental to finance rather than as finan-



4 Part 1 The Scope and Setting of Financial Management

cial management proper: for example, the receipt, disburse-
ment, and custody of funds and securities; the preparation
of confidential payrolls; the supervision of how securities
are registered or transferred; the management and pay-
ment of various taxes; the negotiation and placement of a
myriad of insurance policies. Other functions are more
major: for example, the preparation and review of cash
budgets, the investment of temporarily idle funds, the
hedging of foreign exchange risks. the arrangement of bank
credit. supervision of the company’s pension funds, the
decision to change the company’s dividend rate or to float
new securities, the task of explaining the company’s per-
formance and prospects to groups of financial analysts.

One way to deal with the diversity of actions and decisions would
be to examine them, one at a time, and cover each item separately in a
handbook. This has been done. But such a compilation is unsuitable to
an academic discipline for one simple reason: It produces a subject of
bits and pieces and thus obscures the underlying thread of continuity
that comprises the very core of what is now an intellectually exciting,
difficult, and important field.

An Alternative Approach

An alternative approach to the problem of defining the scope of financial
management is to isolate the thread of continuity that unites the diffused
and diverse set of actions and decisions in which operating financial man-
agers engage (whoever they are and however they are titled). This is what
the academic treatment of the field has tried to do. With the passage of
time, academic emphasis on what comprises the real core of the finance
function has undergone large shifts, driven as much by practitioners as
by professors. During this century three major themes have been put
forward:

I. From its inception as a separate field of study to around
World War II, the unifying theme of finance, as an aca-
demic field, was that it should be concerned with the rela-
tionships between a corporation and its sources of funds.
This concentration on the procurement of funds shaped
the content of the field. It covered the financing instru-
ments, institutions, and practices through which a cor-
poration obtained funds in the capital markets and the



