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Glossary

A

ABC system An inventory system in
which items are classified according to
their value for inventory control purposes.

absolute purchasing power parity
theory Theory that claims the current
exchange rate is determined by the relative
prices in two countries of a similar basket
of traded goods and services.

actuaries People who use applied
mathematics and statistics to predict
claims on insurance companies and
pension funds.

additional funds needed The additional
external financing required to support asset
growth when forecasted assets exceed
forecasted liabilities and equity.

after-tax cost of debt (AT k) The after-
tax cost to a company of obtaining debt
funds.

agency costs Costs incurred to monitor
agents to reduce the conflict of interest
between agents and principals.

agency problem The possibility of
conflict between the interests of a firm’s
managers and those of the firm’s owners.

agent A person who has the implied or
actual authority to act on behalf of another.

aggressive working capital financing
approach The use of short-term funds
to finance all temporary current assets,
possibly all or some permanent current
assets, and perhaps some fixed assets.

American depository receipts

(ADRs) Securities denominated in U.S.
dollars that represent a claim on foreign
currency-denominated stocks held in a
trust.

amortized loan A loan that is repaid in
regularly spaced, equal installments, which
cover all interest and principal owed.

annuitant A person who is entitled to
receive annuity payments.

annuity A series of equal cash payments
made at regular time intervals.

arbitrage The process wherehy
equivalent assets are bought in one place
and simultaneously sold in another,
making a risk-free profit.

average tax rate The amount of tax
owed, divided by the amount of taxable
income.

balance sheet The financial statement that
shows an economic unit’s assets, liabilities,
and equity at a given point in time.

banker’s acceptance A security that
represents a promise by a bank to pay a
certain amount of money;, if the original
note maker doesn’t pay.

bearer The owner of a security.

best efforts basis An arrangement in
which the investment banking firm tries
its best to sell a firm’s securities for the
desired price, without guarantees. If the
securities must be sold for a lower price,
the issuer collects less money.

beta () The measure of nondiversifiable
risk. The stock market has a beta of 1.0.
Betas higher than 1.0 indicate more
nondiversifiable risk than the market, and
betas lower than 1.0 indicate less. Risk-
free portfolios have betas of 0.0.

bird-in-the-hand theory A theory

that says that investors value a dollar of
dividends more highly than a dollar of
reinvested earnings because uncertainty is
resolved.

board of directors A group of individuals
elected by the common stockholders to
oversee the management of the firm.

bond maturity date The date on which
the final payment is promised by the bond
issuer.

bonds Securities that promise to pay the
bearer a certain amount at a time in the
future and may pay interest at regular
intervals over the life of the security.

book value, net worth The total amount
of common stockholders’ equity on a
company’s balance sheet.

broker A person who brings buyers and
sellers together.

business risk The uncertainty a company
has due to fluctuations in its operating
income.

C

call premium The premium the issuer
pays to call in a bond before maturity. The
excess of the call price over the face value.

call provision Abond indenture provision
that allows the issuer to pay off a bond
before the stated maturity date at a
specified price.

capital Funds supplied to a firm.

capital asset pricing model (CAPM)

A financial model that can be used to
calculate the appropriate required payment
of return for an investment project, given
its degree of risk as measured by beta (3).

capital budget A document that shows
planned expenditures for major asset
acquisitions items, such as equipment or
plant construction.

capital budgeting The process of
evaluating proposed projects.

capital gains The profit made when an
asset price is higher than the price paid.

capital market The market where long-
term securities are traded.

capital rationing The process whereby
management sets a limit on the amount of
cash available for new capital budgeting
projects.

capital structure The mixture of sources
of capital that a firm uses (for example,
debt, preferred stock, and common stock).

cash budget A detailed budget plan that
shows the cash flows expected to occur
during specific time periods.

C corporations Subchapter C
corporations are large corporations that are
taxed separately, via the corporate payment
income tax, from their owners.

chief financial officer The manager
who directs and coordinates the financial
activities of the firm.
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clientele dividend theory The theory
that says that a company should attempt
to determine the dividend wants of its
stockholders and maintain a consistent
policy of paying stockholders what
they want.

coefficient of variation The standard
deviation divided by the mean. A measure
of the degree of risk used to compare
alternatives with possible returns of
different magnitudes.

collateral Assets a borrower agrees to
give to a lender if the borrower defaults on
the terms of a loan.

collection policy The firm’s plans for
getting delinquent credit customers to pay
their bills.

combined leverage The phenomenon
whereby a change in sales causes net
income to change by a larger percentage
because of fixed operating and

financial costs.

commercial paper A short-term,
unsecured debt instrument issued by a
large corporation or financial institution.

common stock A security that indicates
ownership of a corporation.

compensating balance A specified
amount that a lender requires a borrower to
maintain in a non-interest-paying account
during the life of a loan.

component cost of capital The cost of
raising funds from a particular source, such
as bondholders or common stockholders.

compound interest Interest earned on
interest in addition to interest earned on
the original principal.

conservative working capital financing
approach The use of long-term debt and
equity to finance all long-term fixed assets
and permanent current assets, in addition
to some part of temporary current assets.

continuous compounding A process
whereby interest is earned on interest
every instant of time.

contribution margin Sales price per unit
minus variable cost per unit.

controller The manager who is
responsible for the financial and cost
accounting activities of a firm.

Glossary

conversion ratio The number of shares
(usually of common stock) that the holder
of a convertible bond would receive if he
or she exercised the conversion option.

conversion value The value of the stock
that would be received if the conversion
option on a convertible bond were
exercised.

convertible bond A bond that may be
converted, at the option of the bond’s
owner, into a certain amount of a different
type of security issued by the company.

corporate bond A security that represents
a promise by the issuing corporation to
make certain payments, according to a
certain schedule, to the owner of the bond.

corporation A business chartered by
the state that is a separate legal entity
having some, but not all, of the rights and
responsibilities of a natural person.

correlation The degree to which one
variable is linearly related to another.

correlation coefficient The measurement
of degree of correlation, represented by the
letter r. Its values range from + 1.0 (perfect
positive correlation) to —1.0 (perfect
negative correlation).

cost of debt (k) The lender’s required
rate of return on a company’s new bonds
or other instrument of indebtedness.

cost of equity from new common
stock (k,) The cost of external equity,
including the costs incurred to issue new
common stock.

cost of internal equity (k,) The required
rate of return on funds supplied by existing
common stockholders through earnings
retained.

cost of preferred stock (k) Investors’
required rate of return on a company’s new
preferred stock.

credit policy Credit standards a firm has
established and the credit terms it offers.

credit scoring A process by which
candidates for credit are compared against
indicators of credit worthiness and scored
accordingly.

credit standards Requirements customers
must meet in order to be granted credit.

credit unions Financial institutions
owned by members who receive interest
on shares purchased and who obtain loans.

cross rate An exchange rate determined
by examining how each of two currencies
is valued in terms of a common third
currency.

cross-sectional analysis Comparing
variables for different entities (such as
ratio values for different companies) for
the same point in time or time period.

current assets Liquid assets of an
economic entity (e.g., cash, accounts
receivable, inventory, etc.) usually
converted into cash within one year.

current liabilities Liabilities that are
coming due soon, usually within one year.

date of record The date on which
stockholder records are checked for the
purpose of determining who will receive
the dividend that has been declared.

dealer A person who makes his or her
living buying and selling assets.

debenture A bond that is unsecured.

declaration date The date on which the
board of directors announces a dividend is
to be paid.

default risk premium The extra interest
lenders demand to compensate for
assuming the risk that promised interest
and principal payments may be made late
or not at all.

deficit economic unit A government,
business, or household unit with
expenditures greater than its income.

degree of combined leverage (DCL) The
percentage change in net income divided
by the percentage change in sales.

degree of financial leverage (DFL) The
percentage change in net income divided
by the percentage change in operating
income.

degree of operating leverage (DOL) The
percentage change in operating income
divided by the percentage change in sales.



depreciation basis The total value of an
asset upon which depreciation expense will
be calculated, a part at a time, over the life
of the asset.

discounted cash flow (DCF) model

A model that estimates the value of an asset
by calculating the sum of the present values
of all future cash flows.

discount loan A loan with terms that call
for the loan interest to be deducted from
the loan proceeds at the time the loan is
granted.

discount rate The interest rate used when
calculating a present value representing the
required rate of return.

discount yield The return realized by an
investor who purchases a security for less
than face value and redeems it at maturity
for face value.

diversification effect The effect of
combining assets in a portfolio such that
the fluctuations of the assets’ returns tend
to offset each other, reducing the overall
volatility (risk) of the portfolio.

dividend reinvestment plan An
arrangement offered by some corporations
where cash dividends are held by the
company and used to purchase additional
shares of stock for the investor.

dividend yield A stock’s annual dividend
divided by its current market price.

dividends Payments made to stockholders
at the discretion of the board of directors of
the corporation.

dividends payable The liability item on a
firm’s balance sheet that reflects the amount
of dividends declared but not yet paid.

economic value added (EVA) The amount
of profit remaining after accounting for the
return expected by the firm’s investors.

effective interest rate The annual interest
rate that reflects the dollar interest paid
divided by the dollar obtained for use.

electronic funds transfers The act of
crediting one account and simultaneously
debiting another by a computer.

equity multiplier The total assets to total
common stockholders’ equity ratio.

Glossary

euro The common currency used by the
European Monetary Union countries.

excess financing The amount of excess
funding available for expected asset growth
when forecasted liabilities and equity
exceed forecasted assets.

exchange rate The number of units of
one country’s currency that is needed to
purchase one unit of another country’s
currency.

ex-dividend A characteristic of common
stock such that it is trading without
entitlement to an upcoming dividend.

ex-rights A characteristic of common
stock such that it is trading without the
entitlement to an upcoming rights offering.

externalities Positive or negative effects
that will occur to existing projects if a new
capital budgeting project is accepted.

F

face value, or par value, or principal The
amount the bond issuer promises to pay to
the investor when the bond matures. The
terms face value, par value, and principal
are often used interchangeably.

factoring The practice of selling accounts
receivable to another firm.

factors Firms that buy and administer
another firm’s accounts receivable.

Federal Reserve System The
government-sponsored entity that acts as
the central bank of the United States and
that examines and regulates banks and
other financial institutions.

fiduciary responsibility The legal
requirement that those who are managing
assets owned by someone else do so in a
prudent manner and in accordance with the
interests of the person(s) they represent.

financial intermediaries Institutions
that facilitate the exchange of cash and
securities.

financial (capital) lease A lease that is
generally long term and non-cancelable,
with the lessee using up most of the
economic value of the asset by the end of
the lease’s term.

financial leverage The phenomenon
whereby a change in operating income
causes net income to change by a larger
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percentage because of the presence of fixed
financial costs.

financial markets Exchanges or over-the-
counter mechanisms where securities are
traded.

financial ratio A number that expresses
the value of one financial variable relative
to the value of another.

financial risk The additional volatility of a
firm’s net income caused by the presence of
fixed financial costs.

financing cash flows Cash flows that
occur as creditors are paid interest and
principal, and stockholders are paid
dividends.

first mortgage A mortgage bond (a bond
secured by real property) that gives the
holder first claim on the real property
pledged as security if there is a foreclosure.

fixed assets Assets that would not
normally be sold or otherwise disposed of
for a long period of time.

fixed costs Costs that do not vary with the
level of production.

flotation costs Fees that companies pay
(to investment bankers and to others) when
new securities are issued.

forward rate The exchange rate for future
delivery.

future value The value money or another
asset will have in the future.

future value interest factor for an
annuity (FVIFA) The factor, which when
multiplied by an expected annuity, gives
you the sum of the future values of the
annuity stream:

(1+k)" -1
k

future value interest factor for a single
amount (FVIF) The (1 + k)" factor that is
multiplied by the original value to solve for
future value.

G

going concern value That value that
comes from the future earnings and cash
flows that can be generated by a company
if it continues to operate.
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H

hedge A financial arrangement used to
offset or protect against negative effects
of something else, such as fluctuating
exchange rates.

hurdle rate The minimum rate of

return that management demands from a
proposed project before that project will be
accepted.

income statement A financial statement
that presents the revenues, expenses, and
income of a business over a specific time
period.

incremental cash flows Cash flows
that will occur only if an investment is
undertaken.

incremental depreciation expense The
change in depreciation expense that a
company will incur if a proposed capital
budgeting project is accepted.

indenture The contract between the
issuing corporation and the bond’s
purchaser.

independent projects A group of projects
such that any or all could be accepted.

industry comparison The process
whereby financial ratios of a firm are
compared to those of similar firms to see if
the firm under scrutiny compares favorably
or unfavorably with the norm.

inflation premium The extra interest
that compensates lenders for the expected
erosion of purchasing power of funds due
to inflation over the life of the loan.

initial public offering (IPO) The process
whereby a private corporation issues new
common stock to the general public, thus
becoming a publicly traded corporation.

institutional investors Financial
institutions that invest in the securities of
other companies.

interest The compensation lenders
demand and borrowers pay when money
is lent.

Glossary

interest rate parity A theory that states
that the difference between the exchange
rate specified for future delivery and that
for current delivery equals the difference
in the interest rates for securities of the
same maturity.

interest rate spread The rate a bank
charges for loans minus the rate it pays for
deposits.

intermediation The process by which
funds are channeled from surplus to
deficit economic units through a financial
institution.

internal rate of return (IRR) The
estimated rate of return for a proposed
project, given the size of the project’s
incremental cash flows and their timing.

international bonds Bonds that are sold
in countries other than where the issuer is
domiciled.

international Fisher effect A theory
developed by economist Irving Fisher
that claims that changes in interest rates
for two countries will be offset by equal
changes, in the opposite direction, in the
exchange rate.

inventory financing A type of financing
that uses inventory as loan collateral.

investment banking firm A firm that
helps issuers sell their securities and that
provides other financial services.

investment-grade bonds Bonds rated
Baa3 or above by Moody’s bond rating
agency and BBB- or above by Standard &
Poor’s.

J

JIT An inventory system in which
inventory items are scheduled to be
delivered “just in time” to be used as
needed.

junk bonds Bonds with lower than
investment-grade ratings.

L

lease A contract between an asset owner
(lessor) and another party who uses

that asset (lessee) that allows the use of
the asset for a specified period of time,
specifies payment terms, and does not
convey legal ownership.

lessee The party in a lease contract who
uses the asset.

lessor The party in a lease contract who
owns the asset.

leverage Something that creates a
magnifying effect, such as when fixed
operating or fixed financial costs cause a
magnifying effect on the movements of
operating income or net income.

leverage effect The result of one factor
causing another factor to be magnified,
such as when debt magnifies the return
stockholders earn on their invested funds
over the return on assets.

liability insurance Insurance that pays
obligations that may be incurred by the
insured as a result of negligence, slander,
malpractice, and similar actions.

limited liability companies (LLCs)
Hybrids between partnerships and
corporations that are taxed like the former
and have limited liability for the owners
like the latter.

limited liability partnership (LLPs)
Business entities that are usually formed
by professionals such as doctors, lawyers,
or accountants and that provide limited
liability for the partners.

limited partnerships (LPs) Partnerships
that include at least one partner whose
liability is limited to the amount invested.
They usually take a less active role in the
running of the business than do general
partners.

line of credit An informal arrangement
between a lender and borrower wherein
the lender sets a limit on the maximum
amount of funds the borrower may use at
any one time.

liquidation value The amount that would
be received by the owners of a company
that sold all its assets as market value, paid
all its liabilities and preferred stock, and
distributed what was left to the owners of
the firm.

liquidity risk premium The extra interest
lenders demand to compensate for holding
a security that is not easy to sell at its fair
value.

lockbox A way station (typically a post
office box) at which customers may send
payments to a firm.
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M

MACRs, modified accelerated cost
recovery system The depreciation rules
established by the Tax Reform Act of
1986 that allow owners to take accelerated
depreciation with greater deductions in
earlier years than in later years.

managing investment banker The head
of an investment banking underwriting
syndicate.

marginal cost of capital (MCC) The
weighted average cost of capital for the
next dollar of funds raised.

marginal tax rate The tax rate applied to
the next dollar of taxable income.

market efficiency The relative ease,
speed, and cost of trading securities. In an
efficient market, securities can be traded
easily, quickly, and at low cost. In an
inefficient market, one or more of these
qualities is missing.

market risk premium The additional
return above the risk-free rate demanded
by investors for assuming the risk of
investing in the market.

market value added (MVA) The market
value of the firm, debt plus equity, minus

the total amount of capital invested in the
firm.

maturity date The date the bearer of a
security is to be paid the principal, or face
value, of a security.

maturity risk premium The extra (or
sometimes lesser) interest that lenders
demand on longer-term securities.

mixed ratio A financial ratio that includes
variables from both the income statement
and the balance sheet.

moderate working capital financing
approach An approach in which a firm
finances temporary current assets with
short-term funds and permanent current
assets and fixed assets with long-term
funds.

Modified Internal Rate of Return
(MIRR) The estimated rate of return for
a proposed project for which the projected
cash flows are assumed to be reinvested at
the cost of capital rate.

Modigliani and Miller dividend
theory A theory developed by financial
theorists Franco Modigliani and Merton
Miller that says the amount of dividends
paid by a firm does not affect the firm’s
value.

money market The market where short-
term securities are traded.

mortgage bond A bond secured by real
property.

multinational corporation (MNC) A
corporation that has operations in more
than one country.

municipal bonds Bonds issued by a
state, city, county, or other nonfederal
government authority, including specially
created municipal authorities such as a toll
road or industrial development authority.

mutually exclusive projects A group of
projects that compete against each other;
only one of the mutually exclusive projects
may be chosen.

mutuals Institutions (e.g., savings and
loans or insurance companies) that are
owned by their depositors or policy
holders.

negotiable CDs A deposit security issued
by financial institutions that comes in
minimum denominations of $100,000 and
can be traded in the money market.

net present value (NPV) The estimated
change in the value of the firm that would
occur if a project is accepted.

net working capital The amount of
current assets minus the amount of current
liabilities of an economic unit.

nominal interest rate The rate observed
in the financial marketplace that includes
the real rate of interest and various
premiums.

nominal risk-free rate of interest The
interest rate without any premiums for the
uncertainties associated with lending.

nondiversifiable risk The portion of

a portfolio’s total risk that cannot be
eliminated by diversifying. Factors shared
to a greater or lesser degree by most assets
in the market, such as inflation and interest
rate risk, cause nondiversifiable risk.

Glossary
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nonsimple project A project that has a
negative initial cash flow and also has one
or more negative future cash flows.

NPV profile A graph that displays how a
project’s net present value changes as the
discount rate, or required rate of return,
changes.

(o]

open-market operations The buying
and selling of U.S. Treasury securities
or foreign currencies to achieve some
economic objective.

operating lease A lease that has a term
substantially shorter than the useful life of
the asset and is usually cancelable by the
lessee.

operating leverage The effect of fixed
operating costs on operating income;
because of fixed costs, any change in sales
results in a larger percentage change in
operating income.

opportunity cost The cost of forgoing
the best alternative to make a competing
choice.

optimal capital budget The list of all
accepted projects and the total amount of
their initial cash outlays.

over-the-counter market A network of
dealers around the world who purchase
securities and maintain inventories of
securities for sale.

P

par value The stated value of a share of
common stock.

partnership An unincorporated business
owned by two or more people.

payback period The expected amount
of time a capital budgeting project will
take to generate cash flows that cover the
project’s initial cash outlay.

payment date The date the transfer agent
sends out a company’s dividend checks.

pension fund A financial institution that
takes in funds for workers, invests those

funds, and then provides for a retirement
benefit.

permanent current assets The minimum
level of current assets maintained.
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perpetuity An annuity that has an infinite
maturity.

portfolio A collection of assets that are
managed as a group.

preemptive right A security given by
some corporations to existing stockholders
that gives them the right to buy new shares
of common stock at a below-market price
until a specified expiration date.

present value Today’s value of promised
or expected future value.

present value interest factor for an
annuity (PVIFA) The factor which,
when multiplied by an expected annuity
payment, gives you the present value of
the annuity stream:

b1
1+ k)
k

present value interest factor for a single
amount (PVIF) The 1/( 1 + k)" factor that
is multiplied by a given future value to
solve for the present value.

primary market The market in which
newly issued securities are sold to the
public.

primary reserves Vault cash and deposits
at the Fed that go toward meeting a bank’s
reserve requirements.

principal A person who authorizes an
agent to act for him or her.

private corporation A corporation that
does not offer its shares to the general
public and that can keep its financial
statements confidential.

pro forma financial statements Projected
financial statements.

progressive tax rate structure A tax
structure under which the tax rate increases
as taxable income increases, usually in a
pattern of several steps.

promissory note A legal document the
borrower signs indicating agreement to the
terms of a loan.

proprietorship A business that is not
incorporated and is owned by one person.

Glossary

prospectus A disclosure document given
to a potential investor when a new security
is issued.

publicly traded corporations
Corporations that have common stock
that can be bought in the marketplace by
any interested party and that must release
audited financial statements to the public.

pure time value of money The value
demanded by an investor to compensate
for the postponement of consumption.

putable bonds Bonds that can be
redeemed before the scheduled maturity
date, at the option of the bondholder.

Q

quota A quantity limit imposed by one
country on the amount of a given good that
can be imported from another country.

real option A valuable characteristic
of some projects where revisions to that
project at a later date are possible.

real rate of interest The rate that the
market offers to lenders to compensate for
postponing consumption.

refunding Issuing new bonds to replace
old bonds.

relative purchasing power parity
theory A theory that states that as

prices change in one country relative

to those prices in another country, for a
given traded basket of similar goods and
services, the exchange rate will tend to
change proportionately but in the opposite
direction.

required reserve ratio The percentage
of deposits that determines the amount of
reserves a financial institution is required
to hold.

residual income Income left over, and
available to common stockholders, after all
other claimants have been paid.

restrictive covenants Promises made by
the issuer of a bond to the investor, to the
benefit of the investor.

rights-on A characteristic of common
stock such that it is trading with the
entitlement to an upcoming right.

risk The potential for unexpected events to
occur.

risk-adjusted discount rate (RADR)

A required rate of return adjusted to
compensate for the effect a project has on a
firm’s risk.

risk aversion A tendency to avoid risk
that explains why most investors require a
higher expected rate of return the more risk
they assume.

risk-free rate of return The rate of return
that investors demand in order to take on a
project that contains no risk other than an
inflation premium.

risk-return relationship The positive
relationship between the risk of an
investment and an investor’s required rate
of return.

S

sales breakeven point The level of sales
that must be achieved such that operating
income equals zero.

savings and loan associations (S&Ls)
Financial institutions that take in deposits
and make loans (primarily mortgage loans).

second mortgage A mortgage bond (a
bond secured by real property) that gives the
holder second claim (after the first-mortgage
bond-holder) on the real property pledged
as security.

secondary market The market in which
previously issued securities are traded from
one investor to another.

secondary reserves Marketable securities
that can be readily sold to obtain cash.

secured bond A bond backed by specific
assets that the investor may claim if there is
a default.

security A document that establishes the
bearer’s claim to receive funds in the future.

self-liquidating loan A loan that is used to
acquire assets that generate enough cash to
pay off the loan.

senior debenture An unsecured bond
having a superior claim on the earnings and
assets of the issuing firm relative to other
debentures.



serial payments A mode of payment in
which the issuer pays off bonds according
to a staggered maturity schedule.

short-term financing decisions Financial
decisions relating to raising funds for a
short period of time from sources such as
bank loans, trade credit, and commercial
paper.

signaling The message sent by managers,
or inferred by investors, when a financial
decision is made.

signaling dividend theory A theory that
says that dividend payments often send a
signal from the management of a firm to
market participants.

simple project A project that has a
negative initial cash flow, followed by
positive cash flows only.

sinking fund A method for retiring
bonds. The bond issuer makes regular
contributions to a fund that the trustee
uses to buy back outstanding bonds and
retire them.

spot rate The exchange rate for current
delivery.

stakeholder A party having an interest
in a firm (for example, owners, workers,
management, creditors, suppliers,

customers, and the community as a whole).

standard deviation A statistic that
indicates how widely dispersed actual
or possible values are distributed around
a mean.

stated interest rate The interest rate
advertised by the lender. Depending on
the terms of the loan, the stated rate may
or may not be the same as the effective
interest rate.

statement of retained earnings

A financial statement that shows how the
value of retained earnings changes from
one point in time to another.

stock Certificates of ownership interest in
a corporation.

stock dividend A firm sends out new
shares of stock to existing stockholders
and makes an accounting transfer from
retained earnings to the common stock
and capital in excess of par accounts of the
balance sheet.

stock split Afirm gives new shares of
stock to existing shareholders; on the
balance sheet, they decrease the par value
of the common stock proportionately

to the increase in the number of shares
outstanding.

straight bond value The value a
convertible bond would have if it did not
offer the conversion option to the investor.

straight-line depreciation A depreciation
rule that allows equal amounts of the

cost of an asset to be allocated over the
asset’s life.

strengthening currency A currency that
is now convertible into a larger number of
units of another currency than previously.

Subchapter S corporation A small
corporation whose income is taxed like a
partnership.

subordinated debenture An unsecured
bond having an inferior claim on the
earnings and assets of the issuing firm
relative to other debentures.

sunk cost A cost that must be borne
whether a proposed capital budgeting
project is accepted or rejected.

surplus economic unit A business,
household, or government unit with
income greater than its expenditures.

syndicate A temporary alliance of
investment banking firms that is formed
for the purpose of underwriting a new
security issue.

T

target stock A class of common stock that
represents a claim on a part of company.

tariff A tax imposed by one country on
imports from another country.

temporary current assets The portion
of current assets that fluctuates during the
company’s business cycle.

10-K reports An audited set of financial
statements submitted annually by all
public corporations to the Securities and
Exchange Commission (SEC).

10-Q reports An unaudited set of
financial statements submitted quarterly
by all public corporations to the Securities
and Exchange Commission (SEC).

Glossary
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terminal value The predicted value of
a company’s projected free cash flows at
a specified future point in time from that
point in time to perpetuity.

time value of money The phenomenon
whereby money is valued more highly the
sooner it is received.

trade credit Funds obtained by delaying
payment to suppliers.

transaction cost The cost of making a
transaction, usually the cost associated
with purchasing or selling a security.

transfer agent A party, usually a
commercial bank, that keeps track of
changes in stock ownership, collects cash
from a company, and pays dividends to its
stockholders.

treasurer The manager responsible for
financial planning, fund-raising, and
allocation of money in a business.

Treasury bills Securities issued by

the federal government in minimum
denominations of $1,000 in maturities of
three, six, or twelve months.

Treasury bonds and notes Securities
issued by the federal government that
make semiannual coupon interest
payments and pay the face value at
maturity. Treasury notes come in maturities
of one to ten years. Treasury bonds come
in maturities of more than ten years.

trend analysis An analysis in which
something (such as a financial ratio)
is examined over time to discern any
changes.

trustee The party that oversees a bond
issue and makes sure all the provisions set
forth in the indenture are carried out.

U

uncertainty The chance, or probability,
that outcomes other than what is expected
will occur.

underwriting The process by which
investment banking firms purchase a new
security issue in its entirety and resell it
to investors. The risk of the new issue is
transferred from the issuing company to
the investment bankers.
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variable costs Costs that vary with the
level of production.

variable-rate bonds Bonds that have
periodic changes in their coupon rates,
usually tied to changes in market interest
rates.

W

warrant A security that gives the holder
the option to buy a certain number of
shares of common stock of the issuing
company, at a certain price, for a specified
period of time.

Glossary

weakening currency A currency that is
now convertible into a smaller number of
units of another currency than previously.

wealth Assets minus liabilities.

weighted average cost of capital (k,)
or (WACC) The average of all the
component costs of capital, weighted
according to the percentage of each
component in the firm’s optimal capital
structure.

working capital Another name for the
current assets on a firm’s balance sheet.

Y

yield to maturity (YTM) The investor’s
return on a bond, assuming that all
promised interest and principal payments
are made on time and the interest payments
are reinvested at the YTM rate.

¥ 4

zero-coupon bonds Bonds that pay face
value at maturity and that pay no coupon
interest.
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ABC system, 541-42
Abiomed Corporation, 349-53, 350f, 354f
Absolute purchasing power parity theory, 595
Accelerated depreciation, 72
Accept/reject decision, 264
internal rate of return and, 278
net present value and, 266-67
Accounting
financial statements and, 61-71. See also
Financial statements
fundamentals of, 61-62
Accounting depreciation, 71-72
Accounts payable, 66, 333-34
as current liability, 481
on pro forma balance sheet, 138
Accounts receivable, 66, 527-35
accumulation of, 527-28
as collateral, 574-75
collection policies for, 543-45
credit policy and, 528-29, 529t
as current asset, 481
factoring of, 545
as investment, 527-28
liquidity and, 528, 529f
optimal level of, 483, 529-35
calculation of, 529-35, 535t
profitability and, 528, 529f
on pro forma balance sheet, 135
Accrued expenses, 66f
Actuaries, 53
Additional funds needed (AFN), 139
Addition to retained earnings, in pro forma
income statement, 134-35
Administrative expenses, in pro forma income
statement, 134
After-tax cost of debt (AT k), 232-33
Agency, 10-11
Agency costs, 11
Agency problem, 10
Agent, 10
principal, 10
transfer, 463
Aggressive working capital financing
approach, 484, 485f
ratio analysis of, 487-88, 487t
Alliances, trade, 599-600
Allen, Woody, 86
American depository receipts (ADRS), 595
American Stock Exchange, 24
Amortization, 72, 209
payments needed for, calculation of,
212-14
Amortization table, 212-13, 213f
Annualization, of interest rates, 470-71
Annual percentage rate (APR), 573
Annual percentage yield (APR), 573

Note: Page numbers followed by f indicate figures; those followed by t indicate tables. Boldface denotes definitions

Annuitant, 54
Annuities, 54, 197-207
equivalent annual, 303-4
future value interest factor for, 203
interest rate for, calculation of, 211-12
ordinary
future value of, 198-200
present value of, 201-3
present value interest factor for, 202
Annuities due, 198
future value, 203-5
present value, 203-5
Annuity compounding periods, 215
Arbitrage, 596
Articles of incorporation, 13
Articles of partnership, 13
Ask price, 23
Asset(s), 65
on balance sheet, 64-66, 66f
book value of
in business valuation, 356-57
in common stock valuation, 348
current, 65-67. See also Working capital
in capital budgeting, 308
components of, 481
in current ratio, 94
fluctuations in, 480, 481f
net working capital and, 479, 480t
optimal level of, 480-83
permanent, 481, 482f
in quick ratio, 94
temporary, 481, 482f
expropriation of, 597-98
fixed, 67, 481, 482f
market value of, in business valuation,
355-56
noncurrent, 480
replacement value of, in business
valuation, 356-57
sale of
incremental cash flow from, 311-12,
316, 316t
tax effects of, 311-16, 316t
Asset accounts, 66-67
Asset activity ratios, 90, 96-97, 106. See also
Financial ratios
average collection period, 97, 106, 117
inventory turnover, 97, 106
total asset turnover, 97, 106
Asset replacement, in capital budgeting,
318-19, 319f
Asset turnover, 97, 106
Auditing, 64
Average collection period (ACP), 96, 106
in accounts receivable analysis, 530
Average tax rates, 74

Bad debts, collection of, 543-45
Balance sheets, 65-66, 66f
asset accounts on, 65-66, 66f, 67-69, 69f
changes in, 65, 69f
liability and equity accounts on, 66f,
66-69, 69f
pro forma, 133, 135-141, 140f, 141f
Balancing problem, 140
Bank(s)
central. See Federal reserve system
commercial, 45, 46
vs. credit unions, 52
regulation of, 45
Bank charter, 49
Banker’s acceptance, 26
Banking, online, 40, 45
Bearer, 22
Beatrice Company, 390
Benchmarking, 104, 105, 105f
Berkshire Hathaway, 474
Best efforts basis, 22
Best efforts offering, vs. underwriting, 441-42
Beta, 170, 170f
Beta risk, 279
Bid price, 23
Bill paying strategies, 515
Billpoint, 501
Bird-in-the-hand theory, 461-62
Blanket lien, 575
Board of directors, 435
election of, 436
Bond(s) 26-28, 407-19
call date for, 410
call premium for, 410
call provision for, 409-10
deferred, 410
convertible, 415-17, 416t
corporate, 28, 407
debentures, 409, 415
downgraded, 418
exchange rates and, 592-93
face value of, 27
general obligation, 28
high-yield, 27-28, 408, 418
international, 418-19
investment-grade, 28, 408
junk, 28, 408, 418
in leveraged buyout, 390-91
mortgage, 414
municipal, 27-28, 418-19
payoff methods for, 409-10
price of
discounted, 340
premium, 340
yield to maturity and, 338-40
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putable, 417
rating of, 407, 408t
refunding of, 410-12, 411t, 412t
restrictive covenants for, 413
revenue, 28
risk hierarchy for, 415, 415t
secured, 409, 414
staggered maturities for, 409
super long-term, 418-19
terminology for, 27
treasury, 27-28
trustees for, 413
types of, 414-19
unsecured, 414-15, 415f
valuation of, 334-41
with annual coupon interest
payments, 334
with semiannual coupon
interest payments, 335
yield to maturity and, 337-41, 341f
variable-rate 417
Yankee, 418
yield to maturity of
calculation of, 337-41, 341f
price, and, 337-41, 341f
zero-coupon, 27
Bond indenture, 408-410
Book value, 347
in common stock valuation, 348
in complete business valuation, 356-57
Book value per share (BPS) ratio, 98
Borg-Warner Corporation, 390
Breakeven analysis, 383-89
application of, 387-89
breakeven chart in, 384-87, 387f
breakeven point in, 383
contribution margin in, 384
cost data in, 385-86, 386t
high/low tradeoff in, 383
profit/loss potential in, 387f, 388-89
sales revenue in, 385-86, 386t
Breakeven chart, 383-87, 387f
Break point, 245-46
debt, 243-45, 243f
equity, 251-52, 252f, 244, 244f
identification of, 243-44, 383-89. See also
Breakeven analysis
Brin, Sergey, 154
Brokers, 23
Budget(s)
capital. See Capital budget; Capital
budgeting
cash, 132-33, 507-15, 509t, 511t, 514t
in forecasting, 132
Businesses, See also Corporations
basic financial goal of, 7
organization of, 6f, 12
valuation of, 7-9
Business ownership, forms of, 12-15, 15t
Business risk, 163-165. See also Risk
operating leverage and, 379
Business valuation, 332-56. See also Stock
price; Value
bonds in, 334-41. See also Bond(s),
valuation of

capital structure changes and, 392-93

common stock in, 343-55. See also
Common stock, valuation of

for complete business, 355-56

current liabilities in, 334

discounted cash flow model, for 333

discount rate in, 333

free cash flow discounted cash flow model
for, 355-56

general valuation model for, 332-34, 334f

long-term debt in, 334-40

market value of assets in, 355-56

preferred stock in, 341-43

present value of future cash flows in, 333

replacement value of assets method for,
355-56

terminal value in, 353

total market value in, 333-34, 334f,
353-54, 354f

Buying, vs. leasing, 422-23, 424t

C

Call date, 410
Call premium, 410
Call price, 409
Call provision, 409-10
deferred, 410
Capital, 62
cost of. See Cost of capital
in excess of par, 68
sources of, 62, 238-48
working. See Working capital
Capital asset pricing model (CAPM),
173-175, 175f
for cost of internal common equity, 237
Capital budget, 132
optimal, 248-49, 249t
Capital budgeting, 263-284
accept/reject decision in, 264-65
asset replacement in, 317-18, 318f
capital rationing in, 278
decision practices in, 264-65
decision trees in, 318-20, 319f
equivalent annual annuity approach
for, 303-4
financing cash flows in, 312-13
incremental cash flows in, 264-65,
307-22, 313f. See also Incremental cash
flows
incremental depreciation expense in, 309,
309t, 313
for independent projects, 264
internal rate of return method for, 274-76
marginal cost of capital and, 244-49, 247f,
248f, 249t
modified internal rate of return method for,
276-78, 317
for multiple internal rates of return, 300-1,
301f
for mutually exclusive projects, 264
with unequal project lives, 3014,
302f, 303f
net present value method for, 266-271,
274-76

for multiple internal rates of return,
300-301, 301f
for nonsimple projects, 299
opportunity costs in, 311
payback method for, 265-66
ranking decision in, 264, 269-70
real options in, 318-21, 319f, 320t
replacement chain approach for, 303
risk adjustment in, 281-282
risk measurement in, 279-82
stages of, 265
tax effects in, 309-11
Capital gains, 29, 310-11
Capital in excess of par, on pro forma balance
sheet, 135-36
Capital leases, 421-22
Capital market, 24
Capital rationing, 278
Capital structure, 246, 373
combined leverage and, 382-83
financial leverage and, 381-82
operating leverage and, 376-79
optimal, 392
Capital structure theory, 390-94
Career paths, 4, 4t
Carrying costs, 536
Cash
as current asset, 481
digital, 501
on pro forma balance sheet, 135
Cash balance
maximum, 503-4
minimum, 502-3, 503f
optimal, 490, 502-3
calculation of, 504-7
Cash budget, 132, 134, 512
development of, 507-15, 509t, 511t-14t
Cash flow(s)
in business valuation, 332-33
changes in, 68, 69f
financing, 312-13
free, calculation of, 348-49
future, present value of, 333-34
Vs. income, 68
incremental. See Incremental cash flows
initial investment, 308-09, 312-13, 313t
management of, 510-15, 515f
net, 69f, 71
operating, 309-11, 309f, 312-13, 313t
shutdown, 311-12, 316, 316t
statement of, 68-71, 69f
stock price and, 7-8, 9t
supernormal growth of, 344-45
uneven, present value of, 205-06, 206t
Cash management, 500-516
cash budget in, 507-15, 509t, 511t-14t
cash flow in, 510-15, 515f
coping with emergencies in, 503
electronic funds transfer, 515-16
forecasting cash needs in, 506-10
lockbox system in, 515-16
maximum cash balance and, 502-3
Miller-Orr model for, 504-67, 505f
optimal cash balance and, 502-3
calculation of, 503-6



predicting cash needs in, 503
risk considerations in, 515
Cash needs, forecasting of, 506-10
Cash “Til Payday, 560
Caterpillar, 586
C corporations, 13
Central banks. See Federal reserve system
Central Liquidity Facility (CLF), 52
Certificates of deposit (CDs), negotiable, 26
Charter
bank, 43
credit union, 51
savings and loan, 48-51
Chase, 4
Chief financial offer, 6
Clientele dividend theory, 462
Closely held corporations, 435
Coefficient of variation, 162
changes in, calculation of, 279-80
in risk measurement, 279-80
Collateral, 574-575
accounts receivable as, 574
inventory as, 575
Collections policies, 543-45, 548-551
Combined leverage, 382-83
Commercial banks, 43-44
operations of, 43-44
regulation of, 44, 44f
reserves of, 44, 45t
Commercial finance companies, 52-53
Commercial paper, 26, 565-67
Common bond requirement, 51
Common stock, 28-29, 433. See also Stock
capital gains from, 458
characteristics of, 433-37
classes of, 433
convertible bonds and, 415-17
convertible preferred stock and, 419-20
dividends from. See Dividends
ex-dividend trading of, 463
institutional ownership of, 436-37
price of. See Stock price
of private corporations, 435
on pro forma balance sheet, 138-39
of publicly traded corporations, 435
target, 434
valuation of, 343-55, 447-48
book value in, 347-48
constant growth dividend model for,
344
discounted cash flow model in, 344

free cash flow DCF model for, 355-56

for individual shares, 344-47
liquidation value in, 348
nonconstant growth dividend model
for, 345-46

P/E ratio in, 346-47
for total stockholders’ equity, 347-48

voting rights and, 436-38

yield on, 354

Common stock issues

disadvantages of, 439-40

flotation costs and, 439

IPOs and, 440, 440f

pricing of, 442-43

Companies, See Business; Corporations
Comparative advantage, 588-89
Compensating balance, 569-70
Component cost of capital, 232
Compounding/compounding periods
annual, 211
annuity, 215
calculation of, 208-9
continuous, 216-17
future value and, 190-193, 193f
monthly, 215
present value and, 195-96, 197f
quarterly, 215
semiannual, 211-214
Compound interest, 197-98
Conservative working capital financing
approach, 484-85, 486f
ratio analysis of, 487, 487t
Constant growth dividend model, 236-39, 344
modification of, 344-45
Constant growth free cash flow valuation
model, 355
Consumer finance companies, 52
Continuous compounding, 216-17
Continuous distribution, 157
Contracts
forward, 593
futures, 593
Contribution margin, 384
Controller, 6
Controlling interest, 436
Conversion ratio, 416
Conversion value, 416
Convertible bonds, 415-416, 416t
Corporate bonds, 28, 407. See also Bond(s)
Corporate stock, 28. See also stocks
Corporations, 14, 15t
board of directors of, 435
election of, 436
C 14
legal status of, 14
multinational, 587-89
organization of, 5, 5f
primary financial goal of, 6
private, 435
professional, 14
publicly traded, 435-36
S, 14
valuation of, 7-9. See also Stock price;
Valuation; Value
Correlation, 167
Correlation coefficient, 167
Cost(s). See also Expense(s)
agency, 11
carrying, 536
fixed, 384
breakeven analysis and, 383-89
business risk and, 165
combined leverage and, 383
financial leverage and, 379-80
labor costs as, 384
leverage and, 383
operating leverage and, 376-79, 384
reduction of, 172-73
flotation, 238-39, 439
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labor, fixed vs. variable, 384
opportunity, 190
ordering, 536
sunk, 308
transaction, 504
variable, 384
Cost data, in breakeven analysis, 385-86, 386t
Cost of capital, 230-50, 232
component, 250
marginal, 241-46. See also Marginal cost
of capital (MCC)
weighted average, 239-41
Cost of debt, 232, 233, 337. See also Required
rate of return
after-tax, 232-33, 243
break point for, 242-45
in capital structure theory, 390-92
Cost of equity from new common
stock (k), 238
Cost of goods sold (COGS), 63, 97
in pro forma income statement, 134
Cost of internal common equity (k), 237-38
Cost of preferred stock (kp), 236-37
Coupon interest payments, 27, 334-38
annual, 334-37
semiannual, 337
Coupon interest rate, 27
Credit
five Cs of, 543
necessity of, 515, 529
revolving, 564
trade, 564-67, 564f
Credit line, 564
Credit policy, 530, 531t, 543
accounts receivable and 531, 531f, 532
credit scoring in, 543, 544f
credit standards in 531-32, 543-44
credit terms in, 531
discount percentage/period in, 531-32,
564-67, 564f
loosening/tightening of, 531-32, 531t
Credit risk, 43
Credit scoring, 543, 544f
Credit standards, 530, 543-44
Credit term, 531
Credit unions, 51-52
Cross rates, 591-93, 592t
Cross-sectional analysis, 104-107, 105f, 105t
Cultural risks, facing multinational
corporations, 598
Cumulative preferred stock, 420
Cumulative voting, for board of directors, 436
Currency
of European Union, 599-600
exchange rates for, 589-93. See also
Exchange rates
strengthening, 590
weakening, 590
Current assets, 66-67. See also Working capital
in capital budgeting, 308
components of, 481
in current ratio, 94
fluctuations in, 480, 481f
net working capital and, 479, 480t
optimal level of, 480-83
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permanent, 480

in quick ratio, 107

temporary, 480
Current liabilities, 65-67, 481

in business valuation, 334

in capital budgeting, 308

in current ratio, 94

management of, 482

net working capital and, 479, 480t

in quick ratio, 94

risk-return relationship and, 482
Current ratio, 94, 97

DaimlerChrysler, 262
Databases, financial 109t
Date of record, 463
Dealers, 23
Debentures, 409
senior, 414, 415f
subordinated, 414-15, 415f
Debt
benefits of, 389-391
in capital structure theory, 389-91
collection policies for, 543-45
cost of, 232-33, 389-92
after-tax, 232-33, 250
break point for, 243-44
in capital structure theory, 390-92
leverage and, 376
long-term
in conservative working capital
approach, 484-85, 486f
in moderate working capital approach,
486, 487f
on pro forma balance sheet, 136
valuation of, 334-39
restrictions on, 413
second-tier, 423
short term. See Short-term financing
Debt break point, 243-44, 243f
Debt ratios, 95, 96. See also Financial ratios
debt to equity, 95
debt to total assets, 95-96, 104-5
times interest earned, 95, 104-5
Decision tree, 318-19, 319f
Declaration date, 463-64, 464f
Deductible expense, 63
interest as, 389-90
Default, 31
Default risk premium, 31
Deferred call provision, 409-10
Deficit economic units, 21
Defined benefit plan, 54
Defined contribution plan, 54
Degree of combined leverage (DCL), 382
calculation of, 381-82
fixed costs and, 382
Degree of financial leverage (DFL), 379
calculation of, 379-81
Degree of operating leverage (DOL), 376
calculation of, 376-78
fixed costs and, 376-77
Denomination matching, 42—-42f

Deposit maturities, vs. loan maturities, 50
Depository Institutions Deregulation and
Monetary Control Act of 1980, 49
Depreciation, 71-73
accelerated, 72
accounting, 71-72
economic, 72
straight-line 72
Depreciation basis, 72
Depreciation expense, 63
adjustment for, 68
calculation of, 72, 313
deductibility of, 309
incremental, in capital budgeting, 309,
309t, 313
in pro forma income statement, 138
Depreciation rules, 72
Discounted cash flow (DCF) model, 332
in common stock valuation, 343
free cash flow, 348-55
in preferred stock valuation, 334-42
Discount loan, 568
Discount percentage/period, 531-32,
56467, 564f
Discount rate, 194-196. See also Required rate
of return
in discounted cash flow model, 332-33
risk-adjusted, 281-82, 282t
Discount window, 48
Discount yield, 566
Discrete distribution, 157
Disney corporation, 418
Distributions, 157-158, 158f
continuous, 157
discrete, 157
mean of, 157
normal, 157-161, 158f, 161f
probability, 157
sales forecast, 158-59, 158f
standard deviation of, 158-59
Diversification
risk reduction and, 172-73, 175
via foreign investments, 594, 594f
Diversification effect, 169
Dividend growth model
in common stock valuation, 344-46
constant growth, 236-37
nonconstant growth, 345
Dividend payout ratio, 460, 460t
Dividend reinvestment plan (DRIP), 464
tax implications of 465
Dividends, 29, 63-64, 63f, 457
bird-in-the-hand theory of, 462-63
cash, 460
alternatives to, 460-70
cash vs. earnings and, 460
clientele theory of, 462
common stock, 63-64, 63f
restrictions on, 413
valuation of 342-45
declaration of, 463
double taxation of, 15
M&M theory of, 463

payment of
date of record for, 463
declaration date for, 463, 464f
mechanics of, 463-64
payment date for, 464, 464f
restrictions on, 458-59, 459f
time line for, 463
transfer agent for, 463
preferred stock, 419-20
present value of, 342
taxation of, 419-20
residual theory of, 461, 461f
signaling theory of 462
stock, 465-68, 466t
stockholders’ preferences for, 458
taxation of, 419-20, 465
Dividends paid, in pro forma income
statement, 138
Dividends payable, 463
Dividends policy, 457-59
factors affecting, 458-59, 459f
Dividend theories, 461
Dividend yield (D,/P,), 236, 354
Double taxation, 15
Downgraded bonds, 418
Du Pont equation, 101-2
modified, 102-3
Du Point system, 101-3

Earnings
in P/E ratio, 94, 98, 117, 346-47, 350-51
retained, 63, 63f, 65-67
Earnings before interest (EBI), 63
Earnings before interest, taxes, depreciation, and
amortization (EBITDA), 65
Earnings before interest and taxes (EBIT), 63
financial leverage and, 379-81
operating leverage and, 376-79
Earnings per share, 64
Economic depreciation, 71-72
Economic order quantity (EOQ) model, 537-38
Economic units, 21
Economic value added (EVA), 99-100
Effective interest rate, 563, 566-67
annualizing, 569-70
calculation of, 564
with compensating balance, 569
for discount loan, 569
for loans with maturity of <1 year, 570-71
loan terms affecting, 568-69
Effective tax rates, 73
Elections, board of director, 436
Electronic funds transfer, 512
Enterprise value, 353
Environmental regulations, multinational
corporations and, 588
Equity, 68
on balance sheet, 65-67, 66f
in capital structure theory, 390-93
Equity break point, 244-45, 245f
Equity financing, 438-39. See also Common
stock
in conservative working capital approach,
484-85, 486f



vs. debt financing, 438-40
in moderate working capital approach,
486, 487f
pros and cons of, 438-40
Equity multiplier, 102, 103
Equivalent annual annuity (EAA), in capital
budgeting, 303-4
Effective annual rate (EAR), 571-74
Ethical issues
auditing, 64
default on commercial paper payments, 26
Enron Corporation, 71-72
financial statements, 71-72
leveraged buyouts, 390-91
multinational corporations, 588
municipal bonds, 418
Euro, 599-60
Eurobonds, 418
European Central Bank (ECB), 599-600
European Monetary Union (EMU), 599-600
European Union (EU), 599-600
Euro zone, 599-600
Excess financing, 139
Exchange rates, 589-93
cross rates and, 591, 592t
currency strength and, 590-91
expression of, 590t
factors affecting, 596-97
fluctuation of, 589-90, 596-97
government intervention for, 597
hedging and, 593
interest rate parity theory for, 596
international Fisher effect and, 596
multinational corporations and, 591
political instability and, 597
purchasing power parity theory for, 596
sample, 590t
Ex-dividend trade, 463
Exercise price, 447-48, 448t
Expense(s), 62-64, 63f. See also Cost(s)
accrued, 66
administrative, in pro forma income
statement, 63, 133
changes in, 68-69, 69f
deductible, 63
interest as, 391
depreciation, 63, 68
adjustment for, 68
calculation of, 70-72
deductibility of, 309
incremental, in capital budgeting, 309,
309t, 312-313
in pro forma income statement, 139
fixed
business risk and, 163-64
operating leverage and, 376-79
reduction of, 172
on income statement, 62—-63, 63f
interest, 63
financial risk and, 165
in pro forma income statement, 136
marketing, on pro forma income
statement, 134
prepaid, 67
selling and administrative, 63

Export Working Capital Program (EWCP), 478
Expropriated assets, 597-98
Ex-rights, 444
sale of, 445
External financing
long-term, 562-63, 563f
short-term, 560-75. See also Short-term
financing
sources of, 562-63, 563f
Externalities, 311

F

Face value, 27
Factoring, 545
Factors, 545
Fair trade, vs. free trade, 600
Fallen angels, 418
Federal Deposit Insurance Corporation (FDIC),
43-44, 47
Federal funds market, 45
Federal Open Market Committee (FOMC), 47
Federal Reserve System, 45, 46-48
bank regulation by, 45
Board of Governors of, 46-47
clearing services of, 47
discount window and, 47
money supply regulation by, 46-47
organization of, 46, 47, 47f
reserve requirements, 45, 45t
Fiduciary responsibility 435
Finance
career paths in, 4, 4t
in firm’s organization 5
overview of, 3-4
Finance companies, 52-54
Finance team, organization of, 6, 6f
Financial Accounting Standards
Board (FASB), 61
Financial data, sources of, 108
Financial goal, primary, 6
Financial information, sources of, 108
Financial institutions, 40-58
Financial Institutions Reform, Recovery, and
Enforcement Act (FIRRE Act), 49
Financial intermediaries, 22
Financial intermediation, 41-46
Financial leases, 421-22
Financial leverage, 379-81
calculation of, 379-81
in combined leverage, 381-82
degree of, 379
interest expenses and, 380
in leveraged buyouts, 390-91, 391t
risk of, 381
Financial management, 4-6
ethical challenges in, 10-12
legal challenges in, 10-12
Financial managers
influences on, 10-12, 12f
responsibilities of, 4-6, 24
Financial markets, 23-25
Financial planning, forecasting for. See
Forecasting
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Financial ratios, 88-103. See also Ratio
analysis
asset activity, 90, 96-97
as comparative measures, 89
data sources for, 108
debt, 90, 96
in industry comparisons, 104-5, 105f
liquidity, 89, 94-95
market value, 90, 97-100
profitability, 89, 90-94
relationships among, 101-3
in summary analysis, 104-7, 105t
in trend analysis, 104-5, 105f, 105t
Financial risk (leverage), 165
Financial statements, 62—71
analysis of, 86-109
data sources for, 108
industry comparisons in, 1047, 104t,
105t, 107t
ratio analysis in, 88-103. See also
Financial ratios; Ratio analysis
summary analysis in, 104-7,
105f, 105t
trend analysis in 104-5, 104t, 105t
balance sheet, 65-68, 66f, 69f
ethical aspects of, 71-72
forecasting of, 132-41. See also
Forecasting; Pro forma financial
statements
income statements, 62—-68, 63f
pro forma, 132-41. See also Pro forma
financial statements
statement of cash flows, 68-71, 69f
Financial system, organization of, 21-22
Financing
equity, 438-40. See also Common stock;
Preferred stock
excess, 139
inventory, 572-73
long-term, 373, 562-63, 563f
short-term, 560-75. See also Loan(s)
Financing activities, on statement of cash flows,
69f, 71
Financing cash flows, 312-13
Firm risk, 279
measurement of, 279
Firms. See Business; Corporations
First-mortgage bond, 414
Five Cs of credit, 543
Fixed assets, 67, 480-481f
depreciation of, 71-73
Fixed costs, 383
breakeven analysis and 383-89
business risk and, 163-65
combined leverage and, 383
financial leverage and, 379-81
labor costs as, 384
leverage and, 383
operating leverage and, 377-78, 381
reduction of, 167
Flotation costs, 238-39, 439
Ford Motor Credit Corporation, 53
Forecasting, 130-42
analysis in, 140-42
balancing problem in, 139
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budgets in, 132
of cash needs, 507-15
correlational approach to, 131
discounted free cash flow, 348-54, 350f,
351f, 354f
experiential approach to, 130
financial statement, 133-41. See also Pro
forma financial statements
importance of, 130-32
imprecision of, 130
probability approach to, 130
sales, 131-32, 132f
distributions of, 158, 158f
Foreign stock. See also International finance
American depository receipts and, 595
exchange rates and, 593
Forward contracts, 593
Forward rate, 596
Franklin, Benjamin, 560
Free cash flow, 348-49
Free cash flow DCF model, 348-54
for complete business, 354
Free trade, vs. fair trade, 600
Friedman, Milton, 230
Futures contracts, 593
Future value, 190-91
of annuity due, 203-4
compounding periods and, 196-97, 197f
interest rate changes and, 196-97, 197f
of ordinary annuity, 198-203, 199f
of single amount, 190-97
Future value interest factor, 193
Future value interest factor for an
annuity, 200

G

Garn-St. Germain Act, 49

Gates, Bill, 154

GATT (General Agreement on Tariffs and
Trade), 599

General expenses, in pro forma income
statement, 135

Generally Accepted Accounting Principles
(GAAP), 61

General Motors Acceptance Corporation, 53

General obligation bonds, 28

General partner, 13

General valuation model, 333-34, 334f

Gibbs, Philip, 20

Globalization. See International finance/trade

Going concern value, 99

Google, 3, 128

Gordon, Myron, 236

Gordon growth model, 236-37

in common stock valuation, 344-46

Gross profit, 64

Gross profit margin, 91, 106

Group of Eight, 597

Gulf Investment Corporation, 406

H

Half-year convention, 73 73t
Health insurance, 54
Hedge, 593

High/low tradeoff, in breakeven analysis, 383

High-yield bonds, 27-28, 408, 418

H.J. Heinz Company, 464, 464t

Human rights issues, multinational corporations,
and, 588, 598

Hurdle rate, 272

Hybrid financing, mezzanine capital in, 422

Hybrid securities, 419

IBM, 10, 420
Illiquidity, 31
Income
vs. cash flow, 68
net. See Net income
operating, 63
business risk and, 163-65
leverage and, 375-76
net income and, 380-82
variability of, 163-65
volatility of, 165
residual, 433-34
Income statement, 62—65, 63f
pro forma, 133-34, 134f
Income taxes. See also Tax(es)
in pro forma income statement, 134
Income tax rates, 73-74, 74t
average, 74
marginal, 74-75, 74t
Incremental cash flows, 307-22, 308, 313f
in accounts receivable analysis, 531-33,
534f, 535t
asset replacement and, 318, 318f
from bond refunding, 409-10, 411t
capital budgeting and, 266-67. See also
Capital budgeting
of expansion project, 312-18
initial investment, 308-9, 312-13, 313t
in inventory analysis, 535-39
operating, 309-11, 309t, 312-13, 313t
shutdown, 311-12, 316, 316t
types of, 308-18
Incremental depreciation expense, 309
in capital budgeting, 309, 309t, 313
Indenture, 407, 408-9
Independent projects, 264
Industry comparisons, 104-6, 105f
in summary analysis, 104-7, 105t
in trend analysis, 104-5, 104t, 105t
Inflation premium, 30, 30f
Initial investment cash flows, 308-9,
312-13, 313t
Initial public offerings (1IPOs), 440, 440f
Institutional investors, 435
Insurance
deposit, 50
health, 53
liability, 54
life, 53
property and casualty, 53-54
risk reduction and, 172-73
Insurance companies, 53-54
Interest, 29-33, 33f

compound, 197-98. See also
Compounding/compounding periods
coupon, 28, 335-37
deductibility of, 391
simple, 190
time value of money and, 190-97
See also Time value of money
Interest expense, 63
financial leverage and, 381
financial risk and, 165
fixed, financial leverage and, 379-81
in pro forma income statement, 139,
140-41
Interest rate(s), 29-32
annualizing, 470-71
annual percentage rate for, 573
annual percentage yield for, 573
for annuity, calculation of, 211-12
calculation of, 209-12
changes in
future value and, 198, 199f
present value and, 198-201, 204f
compounding periods for. See
Compounding/compounding periods
coupon, 28
determinants of, 30-31
effective, 563, 568-69
annualizing, 570-71
calculation of, 571-72
with compensating balance, 568-70
for discount loan, 569
for loans with maturity of <1 year, 570
loan terms affecting, 569-70, 570f
equivalent, 573
inflation premium and, 30f
nominal, 29-30, 30f
real, 29-30, 30f
risk premiums and, 31
of single-amount investment, calculation
of, 209-11
stated, 563
yield curve for, 32-33, 33f
Interest rate parity theory, 596
Interest rate spread, 43
Intermediation, 41-45
Internal rate of return (IRR), 272-78, 545n
calculation of, 272-73, 320
in capital budgeting, 272-78
multiple, capital budgeting for,
300-301, 301f
NPV profile and, 273
Internal rate of return reinvestment
assumption, 278
International bonds, 418-19
International finance/trade, 586-600
diversification benefits of, 594, 594f
exchange rates and, 589-93. See also
Exchange rates
government intervention in, 597
hedging in, 593
international trade agreements and,
599-600
law of comparative advantage and, 589



multinational corporations and, 587-89,
597-98. See also Multinational
corporations (MNCs)

political instability and, 597-97

risk management in, 593

International Fisher effect, 596-97
International trade agreements, 599-600
Internet

banking via, 40, 45

financial information on, 98, 110

Internet banking, 40, 45
Inventory

carrying costs of, 536

as collateral, 575

as current asset, 481

as investment, 528

liquidity and, 528-29, 529t

optimal level of, 483, 535-36

calculation of, 535-40, 537f,
539f, 540f
ordering costs of, 535
profitability and, 528-29, 529t
on pro forma balance sheet, 135
valuation of, 575
Inventory control, 527
Inventory financing, 575
Inventory management

ABC system in, 541-42

just-in-time system for, 542
Inventory turnover, 97
Invested capital (IC), 100-101
Investment activities, on statement of cash

flows, 69f, 70

Investment banking firms, 22
Investment-grade bonds, 28, 408
Investor’s required rate of return, 335, 340
IPOs (initial public offerings), 440, 440f
IRR reinvestment assumption, 278

J

Jobs, Steve, 154

J.P. Morgan, 4

Junk bonds, 27-28, 408, 418
Just-in-time inventory (JIT) system, 542

K

Keating, Charles, 49
Kipling, Rudyard, 2
Kohlberg, Kravis, & Roberts, 390

L

Labor costs, fixed vs. variable, 384
Labor issues, multinational corporations and,
588, 598

Law of comparative advantage, 588-89
LBOs (leveraged buyouts), 390-91, 391t
Leases, 420-25

accounting treatment of, 421-22

financial (capital), 421-22

genuine vs. fake, 420-21

IRS standards for, 421

operating, 421-22

Vs. purchases, 422-23, 424t
Legal considerations, 10-12

Lessee, 420
Lessor, 420
Leverage, 375
breakeven analysis and, 383-89
combined, 381-83
financial, 379-81
operating, 376-79
Leveraged buyouts (LBOs), 390-91, 391t
Leverage effect, 103
Liabilities, 67
on balance sheet, 66-67, 66f, 68—70, 70f
changes in, 68-70, 70f
current, 66
in business valuation, 333-34
in capital budgeting, 307-8
in current ratio, 94
management of, 483
net working capital and, 479-80, 480t
in quick ratio, 94
risk-return relationship and, 483
long-term, 67
total, vs. total debt capital, 95
Liability
of partnerships, 13
of private corporations, 435
of proprietorships, 12-13
Liability insurance, 54
Lien, blanket, 575
Life insurance companies, 53
Limited liability companies (LLCs), 15, 15t
Limited liability partnerships, 13, 15, 15t
Limited partnerships, 13, 15, 15t
Lincoln Savings and Loan, 49
Line of credit, 563
Lintner, John, 173
Liquidation value, 348
in common stock valuation, 348
Liquidity, 31, 73
accounts receivable and, 528, 529f
inventory and, 528, 529f
vs. profitability, 482
Liquidity function, 21
Liquidity ratios, 89, 94-95, 97, 107. See also
Financial ratios
current, 94, 97, 107
quick, 94-95, 97, 107
Liquidity risk premium, 31
Loan(s)
amortized, 72, 209
amortization table for, 212, 213f
payments needed for, 211-12
collateral for, 574-75
accounts receivable as, 574
inventory as, 575
compensating balance for, 569
cost of, calculation of, 564-65
discount, 567
effective interest rate of, 563, 566-67
loan terms affecting, 568-69
long-term, vs. short-term, 562-63, 563f
with maturity of <1 year, 570-71
mortgage, 48
necessary amount of, calculation of,
564-65
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payday, 560
self-liquidating, 563
short-term, 563. See also Short-term
financing
terms of, 563-67, 564t
Loan-deposit maturity matching, 42, 43, 43f
Loan Mart, 560
Lockbox system, 512
Long-term debt. See also Bond(s)
in business valuation, 333-34
in conservative working capital approach,
484-85, 486f
in moderate working capital approach,
486, 487f
on pro forma balance sheet, 136
valuation of, 334-39
Long-term financing, vs. short-term financing,
562-63, 563f
Long-term financing decisions, 373
Long-term liabilities, 69
Lord Byron, 478
Lotteries, time value of money and, 203

M

Maastricht Treaty, 599
MACRS, 72, 73, 73t
Majority interest, 435-36
Majority voting, for board of directors, 436
Manager, 442
Marginal cost of capital (MCC), 241-246
break points and, 242-46, 243f, 244f
capital budgeting decisions and, 244-49,
247f, 248f, 249f
change in, calculation of, 246
Marginal tax rate, 74, 74t
Marketable securities, 66
on pro forma balance sheet, 134
Market efficiency, 25
Marketing expenses, on pro forma income
statement, 133
Market risk, 280
Market risk premium, 174
Market to book value (M/B) ratio, 97-99
Market value
of bond, 334-37
in business valuation, 354-55, 356
calculation of. See Valuation
Market value added (MVA), 99-101
Market value ratios, 97, 98-102, 106-08. See
also Financial ratios
market to book value ratio, 97, 98-99
price to earnings, 96-97
Matching principle, 71-72
Maturity dates, 22, 27
Maturity matching, 42, 42f
Maturity risk premium, 31-32
Maximum cash balance, calculation of, 503-6
Metropolitan Life Insurance Company, 390-11
Microsoft, 3
Microsoft Money, 45
Miller, Arthur, 526
Miller, Merton, 391, 463, 504
Miller-Orr cash management mode, 504-7, 505f
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Minimum cash balance, 502-3, 503f
calculation of, 503-6
Mixed ratio, 93-94
M&M dividend theory, 463
Moderate working capital financing
approach, 486, 487f
ratio analysis of, 487-88, 487t
Modified Accelerated Cost Recovery System
(MACRS), 72, 73, 73t
Modified Du Pont equation, 102-3
Modified internal rate of return (MIRR)
calculation of, 317
in capital budgeting, 276-78, 317
Modigliani, Franco, 391, 463
Modigliani and Miller dividend theory, 463
Money market, 24
securities in, 25-29
Money supply, control of, 46-48
Montgomery Ward, 390
Monthly compounding, 215
Moody’s bond rating, 408, 408t
Mortgage bonds, 414
Mortgage loans, 48
Mossin, Jan, 173
Multinational corporations (MNDs), 587-89
cultural risks facing, 598
ethical issues facing, 588
exchange rates and, 592
financial advantages of, 587-88
law of comparative advantage and, 588-89
political risks facing, 598
Municipal bonds, 28, 418-19
Mutual funds, risk assessment for, 169
Mutually exclusive projects, 264
with unequal project lives, capital
budgeting for, 3014, 302f, 303f
Mutuals, 49-50

Nacional Electricidad SA, 419
NAFTA (North American Free Trade
Agreement), 599

Nasdag, 24

National Credit Union Administration
(NCUA), 52

National Credit Union Share Insurance Fund
(NCUSIF), 52

Negotiable certificates of deposit, 26
Net cash flow, 69f, 71
Net income, 64
coefficient of variation of, 162
combined leverage and, 382-83
in dividend payout ration, 460
financial leverage and, 379-81
operating income and, 379-81
Net present value (NPV), 266
calculation of, 266-68
in accounts receivable analysis,
529-35
in capital budgeting, 66-71
for multiple internal rates of return,
300-301, 301f
real options and, 318-21, 319f, 320t
Net present value (NPV) profile, 26671,
271f, 272f

internal rate of return and, 278-79
Net profit margin, 92, 94

in Du Pont equation, 102

in modified Du Point equation, 102-3
Net working capital, 75, 479

changes in, 308-9, 309t
Net worth, 347

in common stock valuation, 347-48
New York Stock Exchange, 24
Nietzsche, Friedrich Willhelm, 154
Nominal interest rate, 30-31, 30f
Nominal risk-free interest rate, 30
Nonconstant growth dividend model, for

common stock valuation, 345

Noncumulative preferred stock, 420
Nondiversifiable risk, 170, 170f, 171

measurement of, 170-71
Nonsimple projects, 299

capital budgeting, for, 299
Normal distribution, 157-61, 158f, 161f
North American Free Trade Agreement

(NAFTA), 599

Notes

face (par) value of, 27

principal of, 27

treasury, 27

types of, 27
Notes payable, 70

as current liability, 481

on pro forma balance sheet, 136
NPV profile, 266-71, 271f, 272f

internal rate of return and, 274-78
Nunn, Gregory, 306

(o]

Offer price, 23
Office of the Comptroller of Currency
(OCC), 44
Office of Thrift Supervision, 49
Online banking, 40, 45
Open-market operations, 47
Operating activities, 68-69
on statement of cash flows, 68, 69f
Operating cash flows, 309-11, 309t,
312-13, 313t
Operating costs. See also Expense(s)
fixed, business risk and, 164-65
Operating income, 63
business risk and, 163-65
leverage and, 376
net income and, 378-79
variability of, 163-65
volatility of, 165
Operating leases, 421-22

Operating leverage, 165-66, 166t, 376-79

breakeven analysis and, 383-89
in combined leverage, 381-83
degree of, 376-79
risk of, 379
Operating profit margin, 92
Opportunity costs, 196, 311
Optimal capital budget, 248-49, 249t
Optimal cash balance, 502-3
calculation of, 503-6
Option pricing, 448

Ordering costs, 536
Ordinary annuities, 198
future value of, 198-200, 200f
present value of, 201-3
Orr, Daniel, 504
Over-the-counter (OTC) market, 24
Ownership, forms of, 12-15, 15t

P

Page, Larry, 154
Partnerships, 13, 15t
limited, 13
limited liability, 13
Par value, 31, 67
Payback method, of capital budgeting, 265
Payback period, 265
calculation of 265-66
Payday loans, 560
Payment date, 464, 464f
Pension funds, 54
P/E ratio, 98
in common stock valuation, 346-47
Permanent current assets, 480, 481f
Perpetuity, 205
Pledge, of collateral, 574
Political instability, international trade
and, 597-98
Political risks, facing multinational
corporations, 598
Portfolio
fluctuations in, beta and, 170, 170f
standard deviation of, 169
Portfolio risk, 165-171
diversification and, 167-169
measurement of, 165
nondiversifiable, 170, 170f, 177f
Post, 24
Preemptive rights, 443-48, 445t, 446t
Preferred stock, 29, 69, 419-20. See also Stock
convertible, 419-20
corporate investment in, 420
cost of, 234
cumulative, 420
dividends from, 64, 419-20. See also
Dividends
taxation of, 420
noncumulative, 420
participating, 420
present value of, 342
price of. See Stock price
valuation of, 341-43
yield on, 342-43
Premium
bond price at, 340-41, 341f
call, 410
inflation, 30, 30f
risk, 31-32, 174
Prepaid expenses, 67
Present value, 197, 203-7
of annuity due, 203-5
compounding periods and, 196-97, 197f
discount rate and, 194
of future cash flows, 342
in business valuation, 342-43
interest rate changes and, 196-97, 197f



of investment with uneven cash flows,
205-6, 206t
of ordinary annuity, 201-3
of perpetuity, 209
of single amount, 194-97
Present value interest factor (PVIF), 194-95
Present value interest factor for an annuity,
201-2
Price
ask (offer), 23
bid, 23
call, 410
exercise, 447-48, 448t
stock. See Stock price
Price to earnings (P/E) ratio, 98
in common stock valuation, 346-47
Primary market, 23
Primary reserves, 45
Principals, 10, 31
Private corporations, 435
common stock of, 435
Probability distribution, 157
normal, 160, 160f
Professional corporations, 14-15
Profit(s)
double taxation of, 14
gross, 64
vs. stock value, 9
Profitability
accounts receivable and, 528, 529f
inventory and, 528, 529f
vs. liquidity, 482
Profitability ratios, 89, 90-94. See also
Financial ratios
calculation of, 90-94
gross profit margin, 91, 94
mixed, 93-94
net profit margin, 92, 94
operating profit margin, 92, 94
return on assets, 92-93
return on equity, 92-93
Profit margin
gross, 19, 92
net. See Net Profit margin
Pro forma balance sheets, 133, 135-41,
140f, 141f
Pro forma financial statements, 132-40
in accounts receivable analysis,
531-35, 534f
additional funds needed in, 139
analysis of, 140-42
balance sheet for 133, 135-41, 140f, 141f
budgets for, 133
excess financing in, 139
forecasting basis, for, 133-34
income statement for, 133-34, 134f, 137f
in inventory analysis, 541-44, 544f
production of, 133-41
Pro forma income statements, 134-40, 134f
Progressive tax rate structure, 74, 74t
Promissory note, 563
Property, plant, and equipment on pro forma
balance sheet, 134
Property and casualty insurance companies,
52-53

Proprietorship, 12-13, 15t

Prospectus, 440, 445

Proxies, 436

Publicly traded corporations, 435

common stock of, 435

Public warehouse, collateral inventory
storage in, 575

Purchasing, vs. leasing, 422-24, 424t

Purchasing power parity (PPP) theory,
595-96

Pure time value of money, 190

Putable bonds, 417

Q

Quarterly compounding, 215-16
Quicken, 45

Quick ratio, 94, 107

Quota, 599

Rabelais, Francois, 373
Ranking decision, 264-65
net present value and, 270
Ratio analysis, 88-3
Du Pont system in, 101-3
industry comparisons in, 104, 105, 105f
ratios used in, 88-103. See also
Financial ratios
summary analysis and, 104-7, 104t
trend analysis and, 104, 104t, 105,
105f, 114t
of working capital policy, 487, 487t
Real options, 318-21, 319f, 320f
Real rate of interest, 30, 30f
Refunding, 410-11, 411t, 412t
Relative purchasing power parity theory, 595
Replacement chain approach, 303
Replacement value of assets method, 354
Required rate of return. See also Cost of debt
adjustment of, 173
in capital asset pricing model,
173-75, 175f
in discounted cash flow model, 332
investor’s, 332
risk and, 173-75, 175f
Required reserve ratio, 45, 45t, 48t
Reserves
commercial bank, 44, 45t
savings and loan, 48-49
Residual income, 433-34
Residual theory of dividends, 461, 461t
Resolution Trust Corporation (RTC), 49
Restrictive covenants, 413
Retained earnings, 64-66, 66f, 67-68
on pro forma balance sheet, 138-39
in residual theory of dividends, 461
statement of, 66
stock dividends and, 466
Return, risk and, 155-57
Return on assets (ROA), 92-93
in Du Pont equation, 101-2
Return on equity (ROE), 93
in modified Du Point equation, 101-2
Revco Drug Stores, 390
Revenue bonds, 28
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Revenues, 62-63, 63f
Revolving credit agreement, 564
Rights, 443-48, 455t, 446t
Rights-on trading, 444-45, 444t
Risk, 155-75
adjustment for, in capital budgeting,
281-82
beta, 170, 279
bond, 415, 415f
breakeven analysis and, 388-89
business, 163-65
operating leverage and, 379
in business valuation, 332-33
compensation for, 173
diversification and, 167-69, 175, 593
financial, 165
firm, 279-82
measurement of, 280-82
hedging and, 593
management of, 172-73
in international finance, 593
market, 282
measurement of, 157-63
in capital budgeting, 279-82
coefficient of variation in, 162, 280-82
standard deviation in, 157-58, 158f
nondiversifiable, 170, 170f, 175
of operating leverage and, 379
portfolio, 165-71, 170f
profit/loss potential and, 388-89
project-specific, 279
reduction of, 172-73
stock price and, 8-9, 9t
uncertainty and, 157
Risk-adjusted discount rates (RADRS),
281-82, 282t
Risk assessment, 53
Risk aversion, 156
Risk-free rate of return (K.), 174
Risk premium
default, 31
liquidity, 31
maturity, 31-32
Risk-return relationship, 156
capital asset pricing model and, 173-75
current liabilities and, 483
desirable, 173
for leveraged buyouts, 390-91
RJR Nabisco, leveraged buyout of, 390-91,
391t, 392
Rogers, Will, 128

S

Safeway, 390

Sales breakeven analysis. See Breakeven
analysis

Sales breakeven point, 383

Sales finance companies, 53

Sales forecasts, 132, 132f. See also Forecasting

distributions of, 158, 158f

Sales projection, in pro forma income
statement, 134

Sales revenue, in breakeven analysis,
385-86, 386t
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Sales volatility
business risk and, 164
leverage and, 382
operating income and 376-79
reduction of, 172
Santayana, George, 586
Sarnoff, Robert W., 456
Savings and loan associations (S&Ls), 48-51
failure of, 49
legislation affecting, 49
loan-deposit matching by, 50, 50f
mutual vs. stockholder owned, 49
real assets of, 51
regulation of, 49
Savings Association Insurance Fund (SAIF), 49
S corporations, 14
Scotts Company, 86
Secondary market, 23
Secondary reserves, 45
Second-mortgage bond, 414
Second-tier debt, 423
Secured bonds, 409
Securities, 22-23, 25-29
hybrid, 419
marketable, 66
on pro forma balance sheet, 133
in money market, 25-26
trading of, 27
treasury. See Treasury securities
Securities and Exchange Commission (SEC), 61
Security exchanges, 24
Security First Network Bank, 40
Self-liquidating loan, 563
Selling and administrative expenses, 63
Selling expenses, in pro forma income
statement, 134
Semiannual compounding, 211-15
Semiannual coupon interest payments, in bond
valuation, 337
Senior debentures, 414, 415f
Serial payments, 409
Share classes, 433-34
Shareholders, credit union, 51
Sharpe, William F,, 173
Short-term financing, 560-75. See also Loan(s)
in aggressive working capital approach,
484, 485f
alternatives for, 562-67
amount to borrow in, calculation of,
573-74
bank loans in, 562
collateral for, 574-75
commercial paper in, 565-66
cost of, calculation of, 573
vs. long-term financing, 562-63, 563f
in moderate working capital approach,
486, 487f
need for, 562
pros and cons of, 562-63, 563f
trade credit in, 562—-64, 563f
Shutdown cash flows, 311-12, 316, 316t
Signaling, 439
Signaling dividend theory, 462
Simple interest, 190
Sinking funds, 409

Sirius Satellite Radio, 500
Small Business Association, 478
Small-loan companies, 52
Societal interests, 11. See also Ethical issues
international trade and, 588-89
Sole proprietorship, 12-13, 15t
Sony Corporation, 11
Southland Corporation, 390
Spot rate, 596
Staggered maturities, 409
Stakeholders, 11
Standard deviation, 157-58, 158f
calculation of, 157-58
coefficient of variation and, 162
interpretation of, 158
of two-asset portfolio, 168-69
Standard & Poors, bond rating by, 408, 408t
Stated interest rate, 563
Statement of cash flows, 68-69f, 70-71, 71f
Statement of retained earnings, 64-65
Statistical independence, 168
Stock, 28-29
capital gains from, 29
common. See Common stock
controlling interest in, 436
corporate, 28
dividends from. See Dividends exchange-
listed, 24
ex-dividend trading of, 463
foreign. See also International
finance/ trade
American depository receipts and, 595
exchange rates and, 592-93
preferred. See Preferred stock
Stock certificates, 434, 434f
Stock dividends, 465-67, 466t. See also
Dividends
Stockholders, 7
savings and loan, 49
voting rights of, 436-37
Stock price
cash flow and, 7-9, 9t
determinants of, 7-9, 9t
as indicator of firm’s value, 7
risk and, 8-9, 9t
after stock dividend, 465-66
after stock split, 467-68
timing and, 8-9, 9t
vs. value, 8-9
Stock splits, 467-68
Straight bond value, 416-17
Straight-line depreciation, 72-73
Strategic Petroleum Reserve, 11
Strengthening currency, 590-91
Subordinated debentures, 415, 415f
Summary analysis, 104-7, 105f, 105t
Sunk costs, 308
Super long-term bonds, 418-19
Supernormal growth dividend model, for
common stock valuation, 344-45
Surplus economic units, 21
Swaps, 593
Syndicate, 446
Syrus, Publilius, 262

T

Target stock, 434
Tariffs, 599
Tax(es)
after-tax cost of debt and, 232-33
asset sale and, 309-10, 310t
capital gains, 310-11
corporate, 14
on dividends, 419, 470
double taxation and, 14
fake leases and, 420
income
average rates for, 74, 74t
marginal rates for, 74, 74t
in pro forma income statement, 134
on lease vs. purchase, 420-23, 424t
operating cash flows and, 309-11
partnership, 13
on preferred stock dividends, 419
Tax deductible expenses, 64
interest as, 391
Tax rates, 74, 74t
average, 74
capital gains, 310-11
effective, 84
marginal, 74-75, 74t
progressive, 74, 74t
Temporary current assets, 481, 482f
10-K reports, 61-62
10-Q reports, 62
Terminal value, 278, 353
Times interest earned, 95-96
Time value of money 190-217
future value and, 190-94
lotteries and, 203
measurement of, 190-94
present value and, 194-97
pure, 190
Todd, Mike, 500
Tombstone ad, 441, 441f
Total asset turnover, 97
in Du Pont equation, 101-2
in modified Du Pont equation, 102-3
Total debt capital, vs. total liabilities, 100
Total market value, of business, 353-54, 354f
Total sales revenue, in breakeven analysis,
386, 386t
Total stockholders’ equity, valuation of, 347-48
Trade, international, 586-600. See also
International finance/trade
Trade agreements, international, 599-600
Trade credit, 563-64
cost of, calculation of, 564-67, 564f
Transaction costs, 509
Transfer agent, 463
Treasurer, 6
Treasury securities
Federal Reserve sale/purchase of, 46
purchase of 27
Treasury bills (T-bills), 25-26
Treasury bonds (T-bonds), 27-28
Treasury notes (T-notes), 27-28
yield curve, 32-33, 33f



Trend analysis, 104, 104t, 105f
industry comparisons and, 104, 105-7,
104t, 105f
in summary analysis, 104-7, 104t
Trustee, 414
Trust receipt, 575
Twain, Mark, 40

U

Uncertainty, 157. See also Risk
risk measurement and, 157-62
standard deviation and, 158
Underwriting 22, 441
vs. best efforts offering, 441-42
unlimited liability, 12
Unsecured bonds, 414-15, 415f

\'"

Valuation. See also Business valuation of bonds,
330-40. See also Bond(s), valuation of
of common stock, 341-48. See also
Common stock, valuation of
of inventory, 575
of preferred stock, 342-43
of total stockholders’ equity, 347
of warrants, 446-47, 448t
Value
cash flow and, 7-8, 9t
enterprise, 353
risk and, 8-9, 9t
terminal, 282, 353
timing and, 9, 9t
wealth and, 7

Variable costs, 384
labor costs as, 384
Variable-rate bonds, 417
VeraSun Energy Corporation, 440, 440f
\onage, 432
\oting rights, of common stockholders, 436-37

W

Warehouse, collateral inventory storage in, 575
Warrants, 446-47, 448t
Weakening currency, 590
Wealth, 7
Web sites. See Internet
Weighted average cost of capital (WACC),
100, 239-41
in capital structure theory, 392-93, 393f
cost of equity and, 393
marginal cost of capital and, 241-46
Wilde, Oscar, 330
Working capital, 67, 478-88, 480. See also
Current assets
bond-related restrictions on, 413
management of. See Working capital
policy
net, 479
changes in 308-9, 309t
Working capital policy, 479, 481
aggressive, 484, 485f
conservative, 48485, 486f
liquidity vs. profitability and, 482
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management of current liabilities and,
483-84
moderate, 486, 487f
optimal level of current assets and, 480-82
ratio analysis of, 487-88, 487t
risk-return relationship and, 483-84
World Trade Organization (WTO), 599
World Wide Web. See Internet

Y

Yahoo Corporation, 7
Yankee bond, 418
Yield
annual percentage, 573
on common stock, 354
discount, 566
dividend, 236, 354
on preferred stock, 341-43
Yield curve, 32-33, 33f
for interest rates, 32-33, 33f
Yield to maturity (YTM, 337
calculation of, 337-40, 341f
price and, 340-41, 341f
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Zero-coupon bonds, 27
Z value, in capital structure theory,
393-94, 394f
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