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PREFACE

This book was born in the classroom to provide students with a concep-
tual understanding of the financial decision-making process, rather
than just an introduction to the tools and techniques of finance. It is all
too easy for students to lose sight of the logic that drives finance and
focus instead on memorizing formulas and procedures. As a result, stu-
dents have trouble understanding the interrelationships among the top-
ics covered. Moreover, later in life when problems encountered do not
match the textbook presentation, students may find themselves unpre-
pared to abstract from what they learned. To overcome this problem,
the opening chapter presents nine principles or axioms of finance,
which serve as a springboard for the chapters and topics that follow. In
essence, the student is presented with a cohesive, interrelated perspec-
tive from which future problems can be approached.

Teaching a one-semester introductory finance class while facing
an ever-expanding discipline puts added pressures on the instructor.
What to cover, what to omit, and how to do this while maintaining a
cohesive presentation are inescapable questions. In dealing with these
questions and tightening the focus of the text, we found it helpful to
trim the content so that most of the material can be covered in one
semester. The reduced content helps to maintain a focus on the under-
lying principles that drive finance rather than attempt to cover concepts
and techniques that are better presented in an intermediate finance
course. Again, our goal is to provide an enduring understanding of the
basic tools and principles on which finance is based.

With a focus on the big picture, we provide an introduction to
financial decision making rooted in current financial theory and in the
current state of world economic conditions. This focus is perhaps most
apparent in the attention given to the capital markets and their influ-
ence on corporate financial decisions. What results is an introductory
treatment of a discipline rather than the treatment of a series of isolat-
ed problems that face the financial manager. The goal of this text is not



merely to teach the tools of a discipline or trade but also to enable stu-
dents to abstract what is learned to new and yet unforeseen problems —
in short, to educate the student in finance.

Bl DISTINCTIVE FEATURES

Foundations of Finance is not “yet another introductory finance text.”
Its structure reflects the vitality and expanding nature of the discipline.
Finance has grown too comprehensive to continue to teach in a busi-
ness-as-usual manner, and it has grown too complex to teach without
an eye on the big picture, focusing on the interrelationships to be found
in what is covered. Listed below are some of the distinctive pedagogical
features presented in this book.

NINE AXIOMS OF FINANCE: The principles that drive the practice of
corporate finance are presented in nine axioms in Chapter 1. They reap-
pear throughout the text in “Back to the Fundamentals” inserts, which
aim to remind students of the underlying principles and to keep stu-
dents from becoming so immersed in specific calculations that the
interrelationships and overall scheme are lost.

PERSPECTIVES IN FINANCE: Inserts entitled Perspectives in Finance
appear throughout the text to redirect students’ attention to the “big pic-
ture.” Although tools, techniques, and calculations are treated extensive-
ly, the use of these Perspectives, as well as the nine axioms, keep the
student from losing sight of the interrelationships and motivating fac-
tors behind the tools.

FINANCIAL MANAGEMENT IN PRACTICE: Practice is used through-
out the text to demonstrate the implementation of theory and is
enlivened by “Financial Management in Practice” boxes.

ETHICS IN FINANCIAL MANAGEMENT: We have made a concerted
effort to identify some important ethical issues as they relate to financial
decision making. In addition to these Ethics in Financial Management
boxes, which appear in the text, four ethics cases are included in the
Instructor’s Manual to stimulate constructive classroom dialogue.

INTERNATIONAL FINANCIAL MANAGEMENT: In view of the global-
ization of world markets, we have integrated international finance into
the text through International Financial Management boxes. In addition,
recognizing that many of us approach the teaching of international
finance in different ways, a chapter specifically on international finan-
cial management is provided.

SUGGESTED APPLICATIONS FOR DISCLOSURE®: Students frequently
have difficulty transferring knowledge to live situations; it is one thing to
understand how to work an end-of-chapter problem, but quite another to
apply that understanding to an actual company. We are therefore
pleased that Prentice Hall has developed an agreement with Disclosure,
Incorporated, for the users of Foundations of Finance to have access to
the academic edition of Compact DTM/SEC. This database, designed for



designed for the personal computer, contains financial and management
information on 100 publicly traded firms. Company data is taken from
annual and periodic reports filed with the Securities and Exchange
Commission. The firms have been selected for their diversity and appro-
priateness for the classroom. Approximately half the chapters have sug-
gested uses for the database relative to the material in the respective
chapter. The use of the database truly takes the student to a higher level
of learning.

ABD NEW/PH VIDEO LIBRARY FOR FINANCE: Video cases selected
from ABC News are available to all adopters. To enhance the use of the
selected ABC News video tapes, a written introduction to each video is
presented, followed by a concluding discussion, questions, and suggest-
ed readings at the end of the chapter. These introductions and conclu-
sions greatly improve the effectiveness of the videos in the classroom.

FINANCIAL CALCULATORS: The use of financial calculators has been
integrated into this text, especially with respect to the presentation of
the time value of money. Where appropriate, calculator solutions
appear in the margin for the student.

A final, but important, comment to the teacher: We know how
frustrating errors in a textbook or instructor’s manual can be. Thus, we
have worked diligently to provide you with as error-free a book as possi-
ble. Not only did we check and recheck the answers ourselves, but
Prentice Hall hired faculty members at other universities to check the
accuracy of the problem solutions. We therefore make the following
offer to users of Foundations of Finance:

Any professor or student identifying an error of substance (for
example, an incorrect number in an example or problem) in
Foundations of Finance, in either the text or the instructor’s manual,
that has not been previously reported to the authors will receive a $10
reward. If a series of related errors occurs resulting from an original
error, the reward will be limited to a maximum of $20 for the group of
errors. Please report any errors to Art Keown at the following address:

Art Keown
Department of Finance
Virginia Tech
Blacksburg, VA 24061

Bl ACKNOWLEDGEMENTS

We gratefully acknowledge the assistance, support, and encouragement
of those individuals who have contributed to Foundations of Finance.
Specifically, we wish to recognize the very helpful insights provided by
many of our colleagues. For their careful comments and helpful reviews
of the text, we are indebted to:

Sung C. Bae Laurey Berk
Bowling Green State University of Wisconsin
University Green Bay



Laurence E. Blose
University of North Carolina
Charlotte

Robert Boldin

Indiana University of
Pennsylvania

Michael Bond
Cleveland State University

Waldo L. Born
Eastern Illinois University

Paul Bursik
St. Norbert College

Perikolam Raman Chandy
University of North Texas

Santosh Choudhury
Norfolk State University

K. C. Chen
California State University
Fresno

Jeffrey S. Christensen
Youngstown State University

M. C. Chung
California State University
Sacramento

Steven M. Dawson

University of Hawaii

Yashwant S. Dhatt

University of Southern Colorado

John W. Ellis
Colorado State University

Suzanne Erickson
Seattle University

Slim Feriani
George Washington University

Greg Filbeck
Miami University
Ken Halsey

Wayne State College

James D. Harris

University of North Carolina
Wilmington

Dr. Linda C. Hittle

San Diego State University

Steve Johnson
University of Texas at El Paso

Ravi Kamath

Cleveland State University
James D. Keys

Florida International University
Reinhold P. Lamb
University of North Carolina
Charlotte

Larry Lang

University of Wisconsin
George B. F. Lanigan
University of North Carolina
Greensboro

William R. Lasher

Nichols College

David E. Letourneau
Winthrop University

Judy E. Maese

New Mexico State University
Abbas Mamoozadeh
Slippery Rock University
James E. McNulty

Florida Atlantic University
Emil Meurer

University of New Orleans
Stuart Michelson

Eastern Illinois University
Eric J. Moon

San Francisco State University
Scott Moore

John Carroll University
M.P. Narayanan

University of Michigan
William E. O’Connell Jr.
College of William & Mary
Jeffrey H. Peterson

St. Bonaventure University
Mario Picconi

University of San Diego
Stuart Rosenstein

Clemson University

Ivan C. Roten

Arizona State University
Marjorie A. Rubash
Bradley University

Joseph Stanford
Bridgewater State College



x1v

David Suk Al Webster

Rider College Bradley University
Elizabeth Sun Patricia Webster

San Jose State University Bradley University

R. Bruce Swensen Herbert Weinraub
Adelphi University Michigan State University
Philip R. Swensen Herbert Weinraub

Utah State University University of Toledo

Lee Tenpao Sandra Williams

Niagara University Moorhead State University
Paul A. Vanderheiden Wold Zemedkun
University of Wisconsin Norfolk State University
Eau Claire

Marc Zenner
K. G. Viswanathan Indiana University
Hofstra University

We also wish to thank a wonderful group of people at Prentice
Hall. To Leah Jewel we owe a debt of gratitude that is immeasurable.
Her efforts on this text went well beyond what one might expect from
the best of editors. Without her insights, efforts, and prodding this book
would have never come to fruition. We also offer our personal expres-
sion of appreciation to Eileen Deguzman for her adminstrative deftness;
to Patti Arneson for her marketing genius; and to the Prentice Hall field
representatives for their input based on interaction with teachers from
across the nation. We salute Victoria McWilliams of Arizona State West
for her diligent work throughout the text. Her comments and insights
added greatly to the value of the book. We thank Clain Anderson at
Hewlett Packard for his help in bringing to life the use of calculators in
the teaching of financial management. In addition, we owe a debt of
thanks to John Byrd of Washington State University for his outstanding
work on the accompanying videos.

As a final word, we express our sincere thanks to those using
Foundations of Finance in the classroom. We thank you for making us a
part of your team. Always feel free to give any of us a call when you
have questions or needs.

AJK.
D.ES:
JWLPS
J.D.M.



CONTENTS

PREFACE

CHAPIER 1

AN INTRODUCTION TO THE FOUNDATIONS
OF FINANCIAL MANAGEMENT—THE TIES
THAT BIND

Goal of the Firm

Legal Forms of Business Organization

Federal Income Taxation

Nine Axioms That Form the Foundations of Financial
Management

Axiom 1: The Risk-Return Tradeoff — We Won't Take on
Additional Risk Unless We Expect To Be Compensated
with Additional Return

Axiom 2: The Time Value of Money — A Dollar Received
Today Is Worth More Than a Dollar Received in the Future

Axiom 3: Cash Is King — Measuring the Timing of Costs
and Benefits

Axiom 4: Incremental Cash Flows — It's Only What Changes
That Counts

Axiom 5: The Curse of Competitive Markets — Why It's Hard
to Find Exceptionally Profitable Projects

Axiom 6: Efficient Capital Markets — The Markets Are Quick
and the Prices Are Right

Axiom 7: The Agency Problem — Managers Won't Work for
the Owners Unless It’s in Their Best Interest

Axiom 8: Taxes Bias Business Decisions

Axiom 9: Ethical Behavior Is Doing the Right Thing, and
Ethical Dilemmas Are Everywhere in Finance

Overview of the Text

QAW M~

14

15
16
L7
18
18
20

21
22

23
25



vi

CHAPTER 2
THE FINANCIAL MARKETS
AND INTEREST RATES

The Mix of Corporate Securities Sold in the
Capital Market

Why Financial Markets Exist

Financing of Business: The Movement of Funds
Through the Economy

Components of the U.S. Financial Market System

The Investment Banker

Private Placements

Flotations Cost

Regulation

More Recent Regulatory Developments

Rates of Return in the Financial Markets

Interest Rate Determinants in a Nutshell

The Term Structure of Interest Rates

CHAPTER 3

EVALUATING A FIRM’S FINANCIAL
PERFORMANCE AND MEASURING
CASH FLOW

Basic Financial Statements
Financial Ratio Analysis

CHAPTER 4
FINANCIAL FORECASTING,
PLANNING, AND BUDGETING

Financial Forecasting
Financial Planning and Budgeting
Computerized Financial Planning

CHAPTER 5
THE TIME VALUE OF MONEY

Compound Interest

Compound Interest with Nonannual Periods
Present Value

Annuities

Amortized Loans

Present Value of an Uneven Stream
Perpetuities

79

81
92

125

126
135
139

150

151
158
161
164
170
171
173



CHAPTER 6
VALUATION AND
CHARACTERISTICS OF BONDS

Definitions of Value

Valuation: An Overview

Valuation: The Basic Process

Terminology and Characteristics of Bonds
Types of Bonds

Bond Valuation

Bondholder’s Expected Rates of Return

Bond Valuation: Three Important Relationships

CHAPTER 7
VALUATION AND
CHARACTERISTICS OF STOCK

Preferred Stock
Common Stock
Stockholder’s Expected Rate of Return

CHAPTER 8
THE MEANING AND MEASUREMENT
OF RISK AND RETURN

Expected Return

Risk

The Investor’s Required Rate of Return
Fama and French: What Now?

Rates of Return: The Investor’s Experience

CHAPTER 9
CAPITAL-BUDGETING TECHNIQUES
AND PRACTICE

Finding Profitable Projects

Capital-Budgeting Decision Criteria

Capital Rationing

Ethics in Capital Budgeting

A Glance at Actual Capital-Budgeting Practices

CHAPTER 10

CASH FLOWS AND OTHER TOPICS
IN CAPITAL BUDGETING

Guidelines for Capital Budgeting

Measuring a Project’s Benefits and Costs
Risk and the Investment Decision

183

184
185
187
188
192
196
199
201

209

210
216
225

235

236
238
248
252
255

265

266
267
282
291
291

303

303
307
17

vii



viii

Methods for Incorporating Risk into Capital Budgeting 921
The Risk-Adjusted Discount Rate and Measurement

of a Project’s Systematic Risk 328
Examining a Project’s Risk Through Simulation 330
CHAPTER 11
COST OF CAPITAL 343
The Cost-of-Capital Concept 343
Factors Determining the Cost-of-Capital Sources 347
Assumptions of the Weighted Cost-of-Capital Model 350
Computing the Weighted Cost of Capital 352
Marginal Cost of Capital: A Comprehensive Example 369
A Firm’s Cost of Capital: Recent Evidence 376
CHAPTER 12
DETERMINING THE FINANCING MIX 391
Business and Financial Risk 393
Breakeven Analysis 395
Operating Leverage 402
Financial Leverage 406
Combination of Operating and Financial Leverage 410
Planning the Financing Mix 413
A Quick Look at Capital Structure Theory 416
Basic Tools of Capital Structure Management 427
A Glance at Actual Capital Structure Management 433
CHAPTER 13
DIVIDEND POLICY AND
INTERNAL FINANCING 446
Key Terms 447
Does Dividend Policy Affect Stock Price? 448
The Dividend Decision in Practice 460
Dividend Payment Procedures 464
Stock Dividends and Stock Splits 466
Stock Repurchases 469
CHAPTER 14
INTRODUCTION TO
WORKING-CAPITAL MANAGEMENT 476
Managing Current Assets and Liabilities 477
Appropriate Level of Working Capital 479
Estimation of the Cost of Short-Term Credit 483
Sources of Short-Term Credit 484



CHAPTER 15
LIQUID ASSET MANAGEMENT

Why a Company Holds Cash

Cash Management Objectives and Decisions
Collection and Disbursement Procedures
Evaluation of Costs of Cash-Management Services
Composition of Marketable Securities Portfolio
Accounts Receivable Management

Inventory Management

Just-in-Time Inventory Control

CHAPTER 16
INTERNATIONAL BUSINESS FINANCE

Principles of International Trade
Problems in International Financial Management

CHAPTER 17
CHANGES AND CHALLENGES
IN FINANCE

Recent Innovations in Risk Management
Finance in the 90’s: The Consequences of
Financial Innovation in Corporate Restructuring
Recent Innovations in Raising Capital: Hybrid Securities
The Agency Problem: Changes and Challenges
The CAPM and Market Efficiency: The Challenges
from Academia

APPENDIXES

Appendix A: Using a Calculator

Appendix B: Compound Sum of §1

Appendix C: Present Value of $1

Appendix D: Sum of an Annuity of $1 for » Periods

Appendix E: Present Value of an Annuity of $1 for
n Periods

Appendix F: Check Figures for Selected
End-of-Chapter Problems

GLOSSARY
INDEX

501

503
5006
507
520
521
252
536
543

555

557
567



CHAPTER 1

AN INTRODUCTION TO THE FOUNDATIONS
OF FINANCIAL MANAGEMENT
—THE TIES THAT BIND

Goal of the Firm * Legal Forms of Business Organization ® Federal Income
Taxation ® Nine Axioms That Form the Foundations of Financial Management
* Overview of the Text

Financial management is concerned with the maintenance and creation
of wealth. Consequently, this course focuses on decision making with an
eye to creating wealth. In introducing decision-making techniques we
will emphasize the logic behind those techniques, thereby ensuring that
you don'’t lose sight of the concepts when dealing with the calculations.
To the first-time student of finance this may sound a bit overwhelming,
but as we will see, the techniques and tools introduced in this text are
all motivated by nine underlying principles, or axioms, that will guide
us through the decision-making process.

To lay a foundation for what will follow, we will begin by introduc-
ing the goal of the firm—maximization of shareholder wealth—which
we will use as a guide in developing rules for decision making. Several
alternative business forms, focusing on the corporate form and the tax
environment in which the corporation exists, will then be introduced. In
discussing the tax environment, we will concentrate only on that por-
tion of the tax code that affects business decisions. Our attention will
then turn to the nine axioms that form the foundation of financial man-
agement. Although these axioms may seem quite simple or even trivial,
they will provide the driving force behind all that follows. They will also
provide the threads that tie the concepts and techniques introduced in
the chapters together, all driven to create wealth.



CHAPTER 1

2

Hl GOAL OF THE FIRM

In this text we designate the goal of the firm to be maximization of
shareholder wealth, by which we mean maximization of the price of the
existing common stock. Not only will this goal directly benefit the
shareholders of the company, but it will also provide benefits to society.
This will come about as scarce resources are directed to their most pro-
ductive use by businesses competing to create wealth. With this goal in
place, our job as a financial manager becomes to create wealth for the
shareholders. To better understand this goal, we will first discuss profit
maximization as a possible goal for the firm. Then we will compare it
to maximization of shareholder wealth to see why, in financial manage-
ment, the latter is the more appropriate goal for the firm.

Profit Maximization

In microeconomics courses, profit maximization is frequently given as
the goal of the firm. Profit maximization stresses the efficient use of
capital resources, but it is not specific with respect to the time frame
over which profits are to be measured. Do we maximize profits over the
current year, or do we maximize profits over some longer period? A
financial manager could easily increase current profits by eliminating
research and development expenditures and cutting down on routine
maintenance. In the short run, this might result in increased profits,
but this clearly is not in the best long-run interests of the firm. If we are
to base financial decisions on a goal, that goal must be precise, not
allow for misinterpretation, and deal with all the complexities of the
real world.

In microeconomics, profit maximization functions largely as a
theoretical goal, with economists using it to prove how firms behave
rationally to increase profit. Unfortunately, it ignores many real-world
complexities that financial managers must address in their decisions.
In the more applied discipline of financial management, firms must
deal every day with two major factors not considered by the goal of
profit maximization: uncertainty and timing.

Microeconomics courses ignore uncertainty and risk to present
theory more easily. Projects and investment alternatives are compared
by examining their expected values or weighted average profits.
Whether one project is riskier than another does not enter into these
calculations; economists do discuss risk, but only tangentially.! In reali-
ty, projects differ a great deal with respect to risk characteristics, and to
disregard these differences in the practice of financial management can
result in incorrect decisions. As we will discover later in this chapter,
there is a very definite relationship between risk and expected return—
that is, investors demand a higher expected return for taking on added
risk—and to ignore this relationship would lead to improper decisions.

1See, for example, Robert S. Pindyck and Daniel Rubenfield, Microeconomics, 2d ed. (New
York: Macmillan, 1992), pp. 244-46.



Another problem with the goal of profit maximization is that it
ignores the timing of the project’s returns. If this goal is only concerned
with this year’s profits, we know it inappropriately ignores profit in
future years. If we interpret it to maximize the average of future profits,
it is also incorrect. Inasmuch as investment opportunities are available
for money in hand, we are not indifferent to the timing of the returns.
Given equivalent cash flows from profits, we want those cash flows
sooner rather than later. Thus, the real-world factors of uncertainty and
timing force us to look beyond a simple goal of profit maximization as a
decision criterion. We will turn now to an examination of a more robust
goal for the firm: maximization of shareholder wealth.

Maximization of Shareholder Wealth

In formulating the goal of maximization of shareholder wealth we are
doing nothing more than modifying the goal of profit maximization to
deal with the complexities of the operating environment. We have cho-
sen maximization of shareholder wealth—that is, maximization of the
market value of the existing shareholders’ common stock—because the
effects of all financial decisions are thereby included. Investors react to
poor investment or dividend decisions by causing the total value of the
firm’s stock to fall, and they react to good decisions by pushing up the
price of the stock. In effect, under this goal, good decisions are those
that create wealth for the shareholder.

Obviously, there are some serious practical problems in direct use
of this goal and in using changes in the firm'’s stock to evaluate financial
decisions. Many things affect stock prices; to attempt to identify a reac-
tion to a particular financial decision would simply be impossible.
Fortunately, that is not necessary. To employ this goal, we need not con-
sider every stock price change to be a market interpretation of the worth
of our decisions. Other factors, such as changes in the economy, also
affect stock pnces%ag, ‘will focus on is the effect tha d} our dec1sion!
should have on the stock price if everything else were held constant. The
market price of the firm’s stock reflects the value of the firm as seen by
its owners and takes into account the complexities and complications of
the real-world risk. As we follow this goal throughout our discussions,
we must keep in mind one more question: Who exactly are the share-
holders? The answer: Shareholders are the legal owners of the firm.

Il [ EGAL FORMS OF
BUSINESS ORGANIZATION

In the chapters ahead we will focus on financial decisions for corpora-
tions. Although the corporation is not the only legal form of business
available, it is the most logical choice for a firm that is large or growing.
It is also the dominant business form in terms of sales in this country. In
this section we will explain why this is so. This will in turn allow us to
simplify the remainder of the text, as we will assume that the proper tax
code to follow is the corporate tax code, rather than examine different
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