
I-1

Subject Index

A
Accounting DOL, 12-9–11, 12-22
Accounting earnings, FCF vs., 

11-8
Accounting operating profit 

(EBIT) break–even point, 
12-13–15, 12-22

Accounting operating profits. See 
Earnings before interest and 
taxes (EBIT)

Accounting principles
assumption of arm’s–length 

transactions, 3-3
cost principle, 3-3
financial statements and, 3-2–5
fundamental, 3-3–4
Generally Accepted Accounting 

Principles (GAAP), 1-19, 
3-3–5, 16-35

going concern assumption, 3-4
illustrative company, 3-5
international GAAP, 3-4
matching principle, 3-4
realization principle, 3-4

Accounting rate of return (ARR), 
10-18, 10-34

Accounts payable
days’ payables outstanding,  

14-8
as source of short–term 

 financing, 14-21
working capital account, 14-5

Accounts payable turnover, 14-8
Accounts receivable, 14-12–14

aging, 14-13–14
in cash conversion cycle, 14-12
cash on delivery (COD) and, 

14-12
EARR equation, 14-13, 14-25
end–of–month payment (EOM), 

14-13
financing, 14-22–23
overview, 14-13
selling to factor, 14-22–23
terms of sale, 14-12–13
working capital account,  

14-4–5
working capital management, 

14-12–14, 14-22–24
Accounts receivable turnover

average collection period, 4-12
days’ sales outstanding and, 

4-11–13, 14-8, 14-14
defined, 4-11

Acid–test ratio, 4-10
Additional paid–in capital, 3-8–9
Add WC (incremental additions 

to working capital), 11-3–4, 
11-6, 11-19, 11-32, 14-3

Adjusted book value, 18-14–15

Adjusted taxable income (ATI), 
B-6, B-11

After–tax cash flows, 11-12,  
11-29, 16-40–41

After–tax cost of debt
calculating, B-10
corporate tax rates and, B-7
defined, 13-10
equation, 13-10–11, 13-26, B-7, 

B-9, B-19
interest deductions and, 13-10, 

16-6, B-7–9
post–2017 legislation, B-8–9
pre–2017 legislation, B-8

Agency conflicts, 1-16–21
agency relationships and, 1-17
conflicts of interest, 1-22–23
defined, 1-16
interests of managers and 

stockholders and, 1-17–19
ownership and control, 1-16
private equity firms, 15-23–24
Sarbanes–Oxley, regulatory 

reforms, and, 1-19–21
stock prices and, 1-17

Agency costs
asset substitution problem,  

16-22–23, 20-39
of debt, 16-20–24, 20-38–40
defined, 1-17
dividend payout problem,  

16-21–22, 20-38–39
of equity, 20-40–41
as ethical conflict, 1-22
example, 16-20–21
options, 20-2, 20-38–40
overview, 16-20–21
principal, agent, and, 16-20
private equity firms, 15-23–24
regulatory requirements to 

reduce, 1-20–21
stockholder–lender, 16-21–24, 

20-38–40
stockholder–manager, 16-21, 

20-38–40
underinvestment problem,  

16-23, 20-40
Agents, 1-17, 16-20
Aging, accounts receivable, 

14-13–14
Aging schedules, 14-13–14
American foreign currency quote, 

21-10
American options, 20-24
Amortization

defined, 3-16, 6-12
expense, 3-15
incremental, 11-4

Amortization schedules, 6-12–15
Amortizing loans, 6-12–13

Angels (angel investors), 15-3. 
See also Venture capitalists

Annual percentage rate (APR)
consumer protection acts  

requiring, 6-28
converting into EAR, 6-27
defined, 6-25
as quoted rate, 6-26–27

Annual reports, 3-2–3
Annuities, 6-8–21

annuities due, 6-19–21, 6-30, 
B-5

defined, 6-9
future value of (FVA), 6-18–19, 

6-30, A-6-7
growing, 6-236-31
interest rate, finding, 6-15–17
ordinary, 6-8–21, 6-30, 6-36–37
present value of (PVA), 6-8–17, 

6-30, 6-36–37, A-8-9
rate of return determination, 

6-15
Annuities due, 6-19–21

annuity transformation 
 method, 6-20–21

defined, 6-19
equation, 6-30
future value, 6-21
ordinary annuities vs., 6-19–21
present value, 6-19–20–21,  

B-5
Annuity transformation  method, 

6-20–21
APR. See Annual percentage rate
Arbitrage, 20-29
Arithmetic average returns, 

7-15–16, 7-36
Arm’s length transactions, 3-3
ARR (accounting rate of return), 

10-18–19, 10-35
Arthur Andersen demise,  ethics 

case, 4-45–46
Ask price, 9-4, 15-12–13, 15-19
Ask rate quote, 21-13
Asset abuse problem, leasing, 

16-39
Assets

book value, 3-11
cost of using, 11-28–29
current, 1-4, 3-6–7, 11-6, 14-3, 

14-10
expected returns, 7-36
financial, 2-3, 10-5
firm–specific, 16-37–38
fixed, 3-17, 19-14, 19-19–20
general–use, 16-37–38
harvesting, 11-29–30
intangible, 3-8, 11-6
leased, 16-2, 16-34, 16-37–38
long–term, 3-8, B-5

lumpy, 19-19–20
market value, 3-11, 13-4–5
nonoperating (NOA), 18-20–21
productive, 1-3–5, 15-4
real, 2-3, 10-5–6
replacement of existing,  

11-28–29
restrictions on use, 16-40
right to buy after lease 

 expiration, 16-40
sale of, taxes and, 11-21
salvage value, 11-18–21,  

11-24–26
services from, charges for 

usage, 16-40
tangible, 3-8, 11-6
total, 3-5
underlying, 20-2, 20-22–23
valuation steps, 10-6

Asset substitution problem,  
16-22–23, 20-39

Asset turnover ratios. See also 
Efficiency ratios

defined, 4-13
fixed, 4-14
ranking firms by, 41-4
total, 4-13, 4-23–24

ATI (adjusted taxable income), 
B-6, B-11

Auctions, 9-4–5
Audit committee, 1-12, 1-20–21
Average collection period,  

4-13
Average inventory, 4-11–12
Average returns, 7-12–13

arithmetic, 7-15–17, 7-36
geometric, 7-16–17, 7-36

Average tax rate
calculating, 11-17
defined, 3-26, 11-16
depreciation and, 11-16
in FCFF calculation, 18-21–22
marginal tax rate vs., 3-26–27,  

18-22

B
Balance sheet, 3-5–10. See also 

Financial statements
common–size, 4-5–6
common stock accounts, 3-9
current assets and liabilities, 

3-6–7
defined, 3-5
equity, 3-8–9, 19-14–15
finance, 13-3–5, 13-28, 18-21
financial management 

 decisions, 1-5
financial planning model,  

19-8–10, 19-12–17
fixed assets, 19-14
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I-2 Subject Index

diversified portfolios, 7-25
dividend announcements, 17-5
dividends, 17-2
financing decisions and firm 

value, 1-6
firms in financial distress, 16-20
fixed costs and fluctuations in 

EBIT, 12-6
incremental after–tax free cash 

flows (FCF), 11-4
investment decisions opportu-

nity costs, 10-5
leasing, 16-34
market value (MV) of assets, 

13-4
maximizing value of stock, 1-14
operating leverage, 12-11
optimal capital structure, 16-2
payoff functions for options, 

20-6
risk and return, 7-3
riskiness of cash flows and 

value, 1-13
seasoned vs. unseasoned  

securities, 15-11
sound investments where 

 benefits exceed costs, 1-5
splitting the rights to assets 

between lessee and lessor, 
16-39

strategy as decision driver, 19-3
systematic risk, 7-27
time value of money, 5-3
timing of cash flows and value, 

1-13
Business ethics. See Ethics–related 

entries
Business finance companies, 2-14
Business organization

characteristics of forms of, 1-7, 
18-4

corporations, 1-7, 1-9, 18-4–5
form, choosing, 18-3–5
forms of, 1-7–10, 18-4
limited liability companies 

(LLCs), 1-7, 1-10, 18-4–5
limited liability partnerships 

(LLPs), 1-7, 1-10, 18-4–5
partnerships, 1-7, 1-8–9, 18-4–5
sole proprietorships, 1-7–8, 

18-3–5
Business plans

appendixes, 18-11
capital budgeting and, 10-3
capital requirements and uses, 

18-11
company overview, 18-10
defined, 18-10
executive summary, 18-10
financial forecasts, 18-11
historical financial results, 

18-11
importance of, 18-10
key elements of, 18-10–11
management team, 18-11
market analysis, 18-11
marketing and sales  discussion, 

18-11
operating unit (divisional), 19-4

Bond valuation, 8-4–11
calculator tips for, 8-6–7
defined, 8-4
formula, 8-5–6
opportunity cost and, 8-5
overview, 8-4–5
par, premium, and discount, 

8-7–9
preferred stock application, 9-22
pricing, 8-8, 8-10–11, 8-24
semiannual compounding, 

8-9–10
steps, 8-4–5
yields, 8-5, 8-8
zero coupon, 8-10–11, 8-24

Bond yields, 8-12–15
calculation with Excel, 8-8
defined, 8-5
effective annual yield (EAY), 

8-13–14
marketability and, 8-19
promised yield, 8-12
realized yield, 8-15
yield curve, 8-21–23
yield to maturity, 8-5, 8-12–13

Bonus depreciation, B-2, B-4–5
Book value

adjusted, 18-14–15
defined, 3-5
market value vs., 3-10–13. See 

also Market–to–book ratio
rate of return, 10-18–19

Bootstrapping, 15-2–3, 15-23
Borrower–spenders, 2-4
Break–even analysis, 12-11–15

accounting operating profit 
(EBIT) breakeven point,  
12-13–15, 12-22

defined, 12-11
pretax operating cash flow 

(EBITDA) break–even point, 
12-11–13, 12-22, 18-6, 18-8

use of break–even numbers, 
12-13–15

Break–even points
EBIT, 12-13–15, 12-22
EBITDA, 12-12–13, 12-22, 18-6, 

18-8
economic, 12-15–18
using, 12-14–15

Brokers, 2-8, 9-4
Building Intuition

basic principles of finance, 21-6
business valuation, 18-12
capital budgeting as forward 

looking, 11-3
capital structure choices and 

firm value, 16-4
cash flows matter most to 

investors, 1-4
compounding in long–term 

investments, 5-10
cost of capital as weighted 

average, 13-6
cost of equity, 16-7
current cost of long–term debt, 

13-8
discounting expected cash 

flows, 11-22

Board vote, dividend payment, 
17-5

Bond ratings, 8-20–21
Bonds, 8-1–29

call provision, 8-19
cash flows for, 8-5
compounding, 8-9–10
convertible, 8-4, 20-34
corporate, 8-2–4, 8-10–11, 

8-19–20
corporate borrowing costs and, 

8-18–21
coupon payments, 8-3, 8-8, 8-10, 

8-14, 8-24
coupon rate, 8-3, 8-14, 8-17
cumulative value of investment 

in, 7-15
current cost of, 13-8–10
default risk, 8-19–21
with different coupon rate 

frequencies, 8-14
discount, 8-8–9
distributions of annual total 

returns, 7-12
effective annual yield (EAY), 

8-13–14
Eurobonds, 21-23
Eurodollar vs. domestic,  

21-23–24
face value, 8-3, 8-7
foreign, 21-22–23
interest rate risk and, 8-15–18
international, 21-22–24
investment–grade, 8-20–21
issuance costs, 13-9–10
market for, 8-2–3, 21-22–24
maturity date, 8-8
noninvestment–grade, 8-19–20
par–value, 8-3, 8-7–9
perpetual, 6-21
preferred stock and, 9-7, 9-22
premium, 8-8–9
price equations, 8-24
price information, 8-3
prices and yields calculation 

with Excel, 8-8
price volatility and coupon rate 

relationship, 8-16
price volatility and maturity 

relationship, 8-15
pricing, 8-7, 8-11
pricing with semiannual cou-

pon payments, 8-10
realized yield, 8-14
redemption value, 8-8
savings, U.S., 8-4
semiannual compounding, 

8-9–10
settlement date, 8-8
types of, 8-3–4
vanilla, 8-4, 15-19
yields, 8-5, 8-8, 8-12–15, 8-19, 

8-21–23
zero coupon, 5-23, 8-4, 8-10–11, 

8-24
Bond theorems

applications, 8-17–18
defined, 8-15
list of, 8-16–17

Balance sheet (continued)
historical trends, 19-13
illustrated example, 3-5, 4-5, 

14-9, 19-21–22
interrelationship with other  

financial statements, 
3-19–21

liabilities, 19-14–15
long–term assets and liabilities, 

3-7–8
market value vs. book value, 

3-10–13
overview, 3-5–6
preferred stock, 3-10
pro forma, 19-8–10, 19-12, 19-

15–17, 19-22
retained earnings, 3-8
statement of cash flows and, 

3-17
treasury stock, 3-10
working capital accounts,  

19-13–14
Balance sheet identity, 3-5, 13-3, 

13-28
Bank loan pricing model, 15-

25–26, 15-28
Bank loans. See also Loans

collateral, 14-22
commercial, 15-24–296
Eurocredit, 21-25–27
formal lines of credit, 14-21–22
informal lines of credit, 14-21
pricing model, 15-25–26, 15-28
prime–rate, 15-26
promissory note, 14-21
secured, 14-22
short–term, 14-21–22
term, 15-25–26
unsecured, 14-22

Bankruptcy, 1-4, 8-1
Bankruptcy costs, 16-18–20

defined, 16-18
direct, 16-19
financial distress and, 16-20
indirect, 16-19–20

Barcelona example, 21-19
Bargain purchase options, 16-35
Benchmarks

defined, 4-4
industry analysis, 4-27
peer group analysis, 4-27–28
selecting, 4-26–28
trend analysis, 4-26–27

Bermudan options, 20-24
Best–effort IPOs, 15-14
Best–efforts underwriting, 2-6, 

15-12
Beta (β)

common stock, 13-14–15
defined, 7-29
equation, 7-33, 7-36
portfolio, 7-33–34, 7-36
systematic risk, 7-29–31

Bid–ask spread, 21-28
Bid price, 9-4
Bid rate quote, 21-13
Binomial pricing model, 20-28–31
Board of directors, 1-11, 1-18, 

1-20–21
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Subject Index  I-3

CAPM. See Capital Asset Pricing 
Model

Carrying costs, 14-11, 14-15
Cash

collection, 14-17–18
lockboxes and, 14-18
reasons for holding, 14-17
reconciliation, 3-19
sources and uses of, 3-17–19, 

17-13
working capital account, 14-4

Cash budget
benefits of using, 18-6
EBITDA break–even and, 18-8
example, 18-6–9
in financial planning, 19-3,  

19-5
illustrated, 18-7
using, 18-9

Cash budgeting, 14-17–20
Cash conversion cycle

accounts receivable, 14-13
Apple example, 14-7, 14-8–9
days’ payables outstanding 

(DPO) in, 14-8
defined, 14-5
equation, 14-9, 14-25
goals in managing, 14-6
illustrated, 14-6
negative, 14-9
time line, 14-7
in working capital manage-

ment, 14-5–10, 14-12
Cash coverage, 4-17
Cash Flow DOL, 12-9, 12-22
Cash flow identity, 17-13
Cash flow invested in long–term 

assets (CFLTA), 3-25
Cash flow invested in net 

 working capital (CFNWC), 
3-24

Cash flows. See also Statement of 
cash flows

after–tax, 11-12, 11-29, 16-29–40
for bonds, 8-5
bonus depreciation and, B-4–5
calculating, 11-2–10
capital budgeting and,  11-1–39, 

21-17
capital expenditures and, 11-6
conventional, 10-21–23
corporate taxes and, B-2–6
debt and focus on maximizing, 

16-17
discounted, 10-8
discounted payback period, 

10-17
discounting with WACC,  

13-23–24
dividends and, 3-17
expected, 11-22–23, 13-3
financial manager role,  

1-3–4
between firm and financial 

system, 2-15
between firm, stakeholders, and 

owners, 1-3
fixed assets and, 3-17
future, 10-9–10, 11-2–3

return on investment, 2-17
sources of information, 10-4
techniques, 10-3, 10-33
terms, 10-5

Capital expenditures
cash flows and, 11-6
forecasting cash flows 

 associated with, 11-24
incremental (Cap Exp), 11-3, 

11-6
investment plans, 19-4
key reasons for making, 10-3

Capital intensity ratio, 19-14, 
19-29

Capital markets
defined, 1-6
as financial market, 2-9
global money and, 21-21–24
instruments, 2-9

Capital projects. See Projects
Capital rationing, 10-29–32

defined, 10-5, 10-29
investment decisions with, 

10-29–32
in multiple periods, 10-32
profitability index (PI) and,  

10-30–31, 10-35
in single period, 10-30–31

Capital structure, 16-1–44
adjusting, B-18–19
appropriate, 16-1
average, for selected  industries, 

16-25
choices, 16-4, 16-26–27
control implications of  decision, 

16-26
debt, benefits of, 16-11–17
debt, cost of, 16-6–7, 16-9–11, 

16-17–24
decisions, 16-26, 19-7
defined, 1-6, 16-2
desired, in financing plan,  

19-4
earnings impact and, 16-26, 

B-18–19
empirical evidence, 16-25–26
financial flexibility and,  

16-26–27, B-18–19
financial leverage, 16-2
firm value and, 16-2–12,  

16-14–17, B-11–16
leasing and, 16-2, 16-34–44
M&M analysis value, 16-11
M&M Proposition 1, 16-3–6
M&M Proposition 2, 16-6–11
optimal, 16-2–3
overview, 16-1–2
pecking order theory, 16-24–25
policy, 16-1–44
practical considerations in 

adjusting, B-18–19
practical considerations in 

choosing, 16-26–27
risk and, 16-26, B-18–19
taxes and, 16-12–17, B-11–19
tax rates and, 16-17
theories of, 16-24–26, B-18–19
trade–offs and, 16-1
trade–off theory, 16-18, 16-24

limits on values, 20-25–27
payoff function for, 20-24
possible values of, 20-24
premium, 20-23
value of, 20-22, 20-27–31

Call premium, 20-23
Call provision, 8-19
Cap Exp. See Capital  

 expenditures
Capital. See also Cost of capital; 

Working capital
additional paid–in, 3-8–10
raising, 15-1–33, 18-1–2
requirements and uses, 

 business plan, 18-11
venture, 15-4–9, 15-23, 18-1–2

Capital Asset Pricing Model 
(CAPM), 7-31–35

in common stock estimation, 
13-13–15, 13-19, 13-28

defined, 7-31
in estimating cost of equity,  

13-13–15, 13-19–20, 13-28
overview, 7-31
portfolio returns and, 7-33–35
in preferred stock estimation, 

13-20
Security Market Line (SML), 

7-32
Capital budgeting, 10-1–44

accounting rate of return (ARR) 
and, 10-18–19, 10-35

business plans and, 10-3
capital rationing and, 10-5, 

10-29–32
cash flows and, 11-1–39, 21-17
cost of capital and, 10-5, 10-9, 

10-10, 13-3
cost of using existing asset and, 

11-28–29
decisions, 1-3–6, 2-2, 10-9, 10-11
defined, 1-3, 10-3
as forward looking, 11-3
fundamental question in, 1-5
importance of, 10-3
internal rate of return (IRR) 

and, 10-2, 10-19–29, 10-35
international, 21-16–21
introduction to, 10-2–5
investment plan and, 19-4
investment project types and, 

10-4–5
net present value (NPV)  

method, 10-2, 10-6–13,  
10-17–26, 10-28–29, 10-35

payback period, 10-14–18,  
10-35

postaudit and periodic reviews, 
10-34

in practice, 10-33–34
practitioners’ methods of 

choice, 10-33
process, 10-3
profitability index (PI) and,  

10-30–31, 10-35
projects with different lives and, 

11-25–27
replacement of existing asset, 

11-28

operations discussion, 18-11
overview, 18-2
ownership structure, 18-11
products and services 

 description, 18-11
venture capital and, 15-4, 15-6

Business risk, 16-7–8
Business startup, 18-2–9

cash flow break–even, 18-6
cash inflows and outflows, 

18-6–9
corporation, 1-9
decision to proceed, 18-3
financial considerations, 18-5–9
organizational form selection, 

18-3–5
overview, 15-3, 18-2–3
venture capital and, 15-5–6

Business valuation, 18-11–29.  
See also Firm value

adjusted book value, 18-14–15
approaches, 18-13–26
approach selection, 18-25
controlling interest vs. minority 

interest, 18-28
cost approaches, 18-13–15
dividend discount model 

(DDM) approach, 18-25
fair market value, 18-13, 18-19
first valuation principle, 18-12
free cash flow from the firm 

(FCFF) approach,  18-21–24, 
18-30

free cash flow to equity (FCFE) 
approach, 18-24–25, 18-30

fundamental principles,  
18-12–13

going–concern value, 18-14
important issues in, 18-26–29
income approaches, 18-20–25, 

18-30
investment value, 18-13, 18-19
investors and, 18-12–13
key people and, 18-28–29
market approaches, 18-16–20
multiple analysis, 18-16–19
overview, 18-2, 18-11–12
point in time, 18-12
public vs. private companies, 

18-26–27
replacement cost, 18-13
second valuation principle, 

18-12–13
transactions analysis, 18-16, 

18-19–20
valuation date, 18-12
young (rapidly growing) vs. 

 mature companies,  
18-27–28

Buyers, as venture capital exit 
strategy, 15-8

C
CAGR (compound annual growth 

rate), 5-26
Calculators. See Financial 

 calculators
Call interest premium (CIP), 8-19
Call options, 20-2–23

defined, 20-22
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I-4 Subject Index

Convertible bonds, 8-4, 20-34
Convertible preferred stock, 9-7, 

20-34
Corporate bonds, 8-2–4

call provision, 8-19
convertible, 8-4
market for, 8-2–3
market transparency and, 8-3
price information, 8-3
pricing, 8-11
rating systems, 8-20
types of, 8-3–4
vanilla, 8-3
zero coupon, 8-4, 8-10–11

Corporate borrowing costs, 
8-18–21

Corporate income tax rates, 
3-24–26

Corporate raiders, 1-19
Corporate taxes

bonus depreciation and,  
B-2, B-4–5

capital structure and impact of 
changing, B-11–19

cash flow to investors and, 
B-2–6

cost of capital and, 13-10–11, 
B-7–10

firm value and, B-11–16
interest deduction, 13-10, B-2, 

B-5–10, B-12–17
payments to investors and, 

B-13–15
Tax Cuts and Jobs Act (2017) 

implications, 3-24, 13-10, 
B-1–21

tax rates, 3-24–26, 11-16–17,  
16-12, B-2–4, B-7, B-11–14

WACC and, B-12, B-14, B-16–18
Corporations

board of directors, 1-11, 1-18, 
1-20–21

C–corporation, 1-7, 1-9,  
18-4–5

characteristics of, 1-7, 18-4
choosing as form, 18-4–5
defined, 1-9
financial function management, 

1-10–12
financial system and, 2-14–15
governance regulations, 1-21
multinational, 21-3–4
organizational chart, 1-11
organizational structure, 1-10
privately or closely held, 1-9
public, 1-9, 1-20
S–corporation, 1-7, 1-9,  

18-4–5
starting, 1-9
stateless, 21-3
taxes. See Corporate taxes
transnational, 21-3

Correlation (ρ)
of 0, 7-22
equation, 7-35
negative, 7-22
positive, 7-22–23

Cost approaches, business  
valuation

Compensation
for bearing systematic risk, 

7-29–31, 13-2
excess, 18-26–27
factor’s, 14-23
management, 1-18, 1-21
underwriter’s, 2-7, 15-12

Competition, potential, 15-19
Competitive sale, 15-19–21
Compliance and ethics director, 

1-12
Compliance programs, 1-20
Compound annual growth rate 

(CAGR), 5-26
Compounded average return, 

7-16–17, 7-36
Compound growth rates,  

5-25–27
Compounding, 5-4–15

bonds, 8-9–10
continuous, 5-12–13
defined, 5-4–6
in long–term investment 

 earnings, 5-10
more frequently than once a 

year, 5-10–11
period, changing, 5-11–12
period, using correct, 5-14
power of, 5-9–10
semiannual, bonds, 8-9–10

Compound interest, 5-5–7
Concentration account system, 

14-18
Conflicts of interest, 1-23
Consols, 6-21
Constant cash flow growth

growing annuities, 6-23, 6-31
growing perpetuities, 6-24–25, 

6-31
Constant–growth dividend 

 model, 9-13–16
in cost of equity, 13-15–16, 

13-28
as DDM example, 18-25
defined, 9-13
example illustration, 9-14
formula, 9-14–15, 9-25, 13-16, 

13-28
growth rate in, 9-13, 9-18
identifying and applying, 

9-14–16
mixed growth model and,  

9-19
Consumer credit, 14-4
Consumer price index (CPI),  

2-21
Consumer protection acts, 6-29
Consumers, 21-3
Contingent projects, 10-4–5
Continuous compounding, 

5-12–13
Contractual obligation, 14-22
Control and ownership, 1-17
Control implications, of capital 

structure selection, 16-26
Controller, 1-10–12
Controlling interest, 18-28
Control premium, 18-28
Conventional cash flow, 10-21–23

reasons for holding cash,  
14-17

Cash on delivery (COD),  
14-12

C–corporation, 1-7, 1-9,  
18-4–5

CF Opns (cash flows from 
operations), 11-3, 11-5–6, 
11-23–24

Chief executive officer (CEO), 
1-11, 1-18

Chief financial officer (CFO), 
1-10

CIP (call interest premium),  
8-19

Clawback policies, 1-21
Closely held corporations, 1-9
Closing

general cash offers, 15-19
IPO, 15-13

COD (cash on delivery), 14-12
Coefficient of variation (CV), 

7-18–19, 7-37
COGS (cost of goods sold), 14-7
Collateral, 14-22
Collection time, 14-17–18
Commercial bank lending,  

15-25–27. See also Bank 
loans

Commercial banks, 2-13
Commercial paper, 14-22
Common–size financial 

 statements, 4-4–7. See also 
Financial statements

balance sheet, 4-5–6
defined, 4-4
income statement, 4-6–7

Common stock
accounts, balance sheet, 3-9
beta, 13-14–15
in capital structure, 16-2
CAPM in estimating cost of, 

13-13–15, 13-19, 13-28
constant–growth dividend 

model in estimating cost of, 
13-15–16, 13-28

cost method selection, 13-19
cost of, 13-13–19, 13-28,  

16-27–28, B-20
defined, 9-7
market risk premium,  

13-14–15
multistage–growth dividend 

model in estimating cost of, 
13-16–19

risk–free rate, 13-14
WACC calculation, 13-21–22

Common stock valuation, 9-8–11. 
See also Stock valuation

one–period model, 9-8–9
overview of, 9-8
perpetuity model, 9-9–11
steps in, 9-8
three–period model, 9-10
two–period model, 9-10

Company overview, business 
plan, 18-10

Comparables, 18-16
Compensating balances, 14-17

Cash flows (continued)
growing at constant rate, 

6-24–26, 6-32
incremental after–tax free 

(FCF), 11-3–14, 11-19–25, 
11-32, 12-2, 12-19, 18-21–22

incremental from operations 
(CF Opns), 11-3, 11-5–6, 
11-23–24

international capital  budgeting, 
21-17

investors and, 1-4, B-2–6
for leasing, 16-40–41
level, 6-9–23
long–term liabilities and  equity 

and, 3-17
multiple, 6-2–8
net, 10-8, 10-10, 10-20
net working capital and,  

11-6
nominal vs. real, 11-14–16
from operations, 11-3, 11-5–6, 

11-23–24
of options, 20-21
payback period, 10-14,  

10-16–17
pretax operating, 12-3
for purchasing, 16-41–42
residual, 1-4
riskiness of, 1-14
time line, 5-3
timing of, 1-13
total, 18-22
unconventional, 10-23–25
value of, 4-21
working capital and, 3-17, 11-6

Cash flows estimation
expected cash flows, 11-22–23
future, 10-9–10, 11-2–3
general rules for FCF 

 calculations, 11-11–14
nominal vs. real cash flows, 

11-14–16
in practice, 11-10–23
tax rates and depreciation, 

11-16–19
terminal–year FCF  calculation, 

11-19–21
Cash flows from operations  

(CF Opns)
defined, 11-3
forecasting, 11-23–24
incremental, 11-3, 11-5–6,  

11-23–24
NOPAT plus D&A and, 11-5
overview, 11-5–6

Cash flow to investors,
bonus depreciation and,  

B-4–5
corporate taxes and, B-2–6
equation, B-4
interest deduction and, B-5–6
in long–term assets, B-5
from operating activity, B-4

Cash inflows and outflows,  
18-6–9

Cash management
budgeting and, 14-17–20
cash collection, 14-17–18
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Subject Index  I-5

capital budgeting preview, 2-16
capital projects, 10-13
capital structure and tax rates, 

16-16
cash budget, 18-9
choosing between two 

 investments, 7-32
cost of debt, 13-12
Empire’s ambitious growth 

plan, 19-26
exchange rate movement,  

21-9
expected values in decision 

making, 7-7–8
free cash flows, 11-10
informed judgment about risk, 

19-10–11
investment decision, 6-8
lease or purchase, 16-43
lemonade stand vs.  convenience 

store, 10-26
liquidity paradox, 4-10
lottery payoff options, 5-22
method of sale, 15-20
payout method, 17-16
pizza dough machine, 6-17
pricing an IPO, 15-17
ranking firms by fixed asset 

turnover, 4-14
ranking investment 

 alternatives, 10-31
risk taking, 8-17
Ron’s jewelry store and DuPont 

analysis, 4-31
using break–even numbers, 

12-14
valuation approach selection, 

18-26
value of real options, 20-37
WACC interpretation, 13-23
when to exercise an option, 

20-25
when to replace an asset, 11-28
working capital management, 

14-11
Decisions

business startup, 18-3
capital budgeting, 1-4–6, 2-2, 

10-9, 10-11
capital structure, 16-26, 19-7
cost of debt, 13-12
financial policy, 19-7
financing, 1-3–6, 2-2, 19-7
investment, 10-5, 19-7
investment, with capital 

 rationing, 10-29–32
leasing or purchase, 16-41
management, affect on stock 

prices, 1-15–16
payout, 17-16, 19-7
strategy driving, 19-3
working capital management, 

1-4–6, 2-2, 14-12
Declaration date, 17-5
Default (insolvency) risk, 8-19–21

bond ratings and, 8-20–21
default risk premium (DRP), 

8-19–21
defined, 4-14, 8-19

Cross–selling, ethics and, 1-28–29
Cultural differences, 21-5
Cumulative value of  investments, 

7-15
Currency differences, 21-4
Currency risk, 21-25
Current assets

in accounting for inventory, 
3-6–7

defined, 1-4, 3-6, 11-6, 14-3
flexible current asset 

 management strategy, 14-11
net working capital and, 3-6
restrictive current asset 

 management strategy, 14-11
Current liabilities

in accounting for inventory,  
3-7

defined, 1-4, 3-7, 14-3
net working capital and, 3-7

Current ratio, 4-8–9
CV (coefficient of variation), 

7-18–19, 7-37
Cyclical trends, in interest rates, 

2-20–21

D
Damage deposits, 16-40
Days’ payables outstanding 

(DPO), 14-8
Days’ sales in inventory (DSI), 

4-11, 14-7
Days’ sales outstanding (DSO), 

4-12–13, 14-8, 14-14
DDM (dividend discount model) 

approach, 9-13, 18-25
Dealers, 2-8, 9-4
Debt

agency costs of, 16-20–24,  
20-38–40

benefits of, 16-11–17, 16-17
cash flow maximization and, 

16-17
cost of capital and, 13-7–13, 

B-7–10
costs of. See Cost of debt
financing with equity and.  

See Capital structure
firm value and, 16-15, 16-17
interest tax shield benefit,  

16-12–17
issuance costs, 16-17
long–term, 13-8
management incentives and, 

16-17
out–of–pocket costs, 16-17
required return on, 16-6.  

See also Cost of debt
underwriting spreads, 16-17
WACC and, 13-7–13, 13-21,  

13-22, 16-11, 16-15–16, B-9
Debt ratios

debt–to–equity ratio, 4-15–16, 
16-7, 16-9–11

equity multiplier, 4-16–17
total debt ratio, 4-15–16

Debt–to–equity ratio, 4-15–16, 
16-7, 16-9–11

Decision Making
bank deals for depositors, 5-13

M&M Proposition 2 and, 16-7, 
16-9–11

multistage–growth dividend 
model estimation method, 
13-16–19

preferred stock, 13-19–20, 13-28
with taxes, 16-16

Cost of goods sold (COGS), 14-7
Cost principle, 3-4
Costs. See also Expenses

agency, 1-17, 1-20–21, 1-23, 
15-24–25, 16-20–24, 20-2, 
20-38–41

bankruptcy, 16-18–20
carrying, 14-11, 14-15
direct out–of–pocket, 13-9
of dividends, 17-12–13
equivalent annual, 11-26–27, 

11-28, 11-31
fixed, 11-23–24, 12-2–9
general cash sale, 15-19–21
information and transaction, 

16-36–38
initial project, 10-8–10
initial public offering (IPO), 

15-10, 15-17–18, 15-21
inventory carrying, 14-11, 14-15
issuance, 13-9–10, 16-17
opportunity, 8-5, 10-5, 11-12, 

11-28, 16-39
reorder, 14-15
replacement, 18-13
shortage, 14-11
sunk, 11-12
trade credit, 14-13
transaction, 2-8, 2-11, 16-36–38
using existing asset, 11-28–29
variable, 11-23–24, 12-2–9
venture capital funding, 15-9

Country risk
composite rating, 21-19
defined, 21-6
differences, 21-5–6
in international banking, 21-24
overview, 21-17–19

Coupon payments, 8-3, 8-8, 8-10, 
8-14, 8-24

Coupon rate, 8-3, 8-14, 8-17
Covariance of returns, 7-22–23, 

7-37
Coverage ratios, 4-17
CPI (consumer price index), 2-21
Credit

consumer, 14-4
lines of, 13-7–8
revolving, 14-22
trade, 14-4, 14-13, 14-22

Credit Card Act (2009), 6-28
Creditors

perspective on financial 
 statement analysis, 4-3

as stakeholders, 1-2
Credit risk, 21-25
Crossover level of unit sales (CO)

defined, 12-13
EBITDA equation, 12-13, 12-22
EBIT equation, 12-15, 12-22

Crossover point, 10-25
Cross rates, 21-11–14

adjusted book value, 18-14–15
replacement cost, 18-13

Cost of capital, 13-1–33
accurate estimation of, 13-1–2
calculating, 13-6–7
in capital budgeting, 10-5, 

10–10, 13-3
corporate taxes and, 13-10–11, 

B-7–10
cost of debt and, 13-7–13, 

B-7–10. See also Cost of debt
cost of equity and, 13-13–20. 

See also Cost of equity
defined, 2-16, 10-5
equation, 11-14, 11-32, 13-5
estimating, 13-5–7
finance balance sheet and,  

13-3–5, 13-28
inflation and real components 

of, 11-32
nominal, 11-15
opportunity, 10-5
overall, 13-2–7
overview, 13-2
real, 11-15
risk–adjusted, 10-9–10
venture capital, 15-9
weighted average. See Weighted 

average cost of capital 
(WACC)

Cost of debt, 13-7–13, 16-17–24
after–tax, 13-10–11, 13-12, 13-

28, 16-6, B-7–10, B-20
agency costs, 16-20–24,  

20-38–41
bankruptcy costs, 6-18–20
of bonds, 13-8–10
calculating, B-10
capital structure, 16-6, 16-9–11, 

16-17–24
in decision making, 13-12
estimating, 13-11
with financial leverage, 16-7
key concepts for estimating, 

13-7–8
lines of credit, 13-7–8
long–term, 13-8
market values and, 13-21
M&M Proposition 2 and,  

16-6–7, 16-9–11
of outstanding loans, 13-10
overview, 16-17
pretax, 13-11–12, 13-22, 16-6
taxes and, 13-10–11, B-7–10
WACC and, 13-7–13, B-9
weighted average pretax,  

13-11–12
Cost of equity, 13-13–20

agency costs, 20-40–41
CAPM estimation method,  

13-13–15, 13-19–20, 13-28
common stock, 13-13–19, 13-28, 

16-27–28, B-20
constant–growth dividend 

model estimation method, 
13-15–16, 13-28

defined, 13-13
with financial leverage, 16-7
method selection, 13-19
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I-6 Subject Index

equation, 12-3
fixed and variable costs, 12-3–6
margin, 4-17
operating leverage and, 12-9–10
as pretax operating cash flow, 

12-3
sensitivity to revenue  changes, 

12-3–5
for unit sales, 12-5, 12-10, 12-13

Earnings before interest and taxes 
(EBIT)

under alternative production 
technologies, 12-6

break–even point, 12-13–15, 
12-22

calculations with Excel, 12-8
changes in, 12-6
cost structure and, 12-5–8
defined, 3-16
fixed costs and fluctuations in, 

12-6–8
forecasting, 12-7
operating leverage and, 12-9–11
return on assets (EROA), 

4-18–19
sensitivity to revenue  changes, 

12-5–8
Earnings before taxes (EBT),  

3-16
Earnings impact, in capital 

 structure selection,  
16-25–26, B-18–19

Earnings per share (EPS)
defined, 3-15
dollar value of, 16-26
ratio, 4-20

EAY (effective annual yield), 
8-13–14

EBIT. See Earnings before interest 
and taxes

EBIT break–even point, 12-13–15, 
12-22

EBITDA. See Earnings before 
interest, taxes, depreciation, 
and amortization

EBITDA break–even point, 
 12-11–13, 12-22, 18-6, 18-8

EBT (earnings before taxes), 3-15
Economic break–even point, 

12-15–18
calculating, 12-16–18
calculation procedure, 12-16
as comprehensive measure, 

12-16
defined, 12-15
EBIT calculation in, 12-16
economic profit, 12-17
FCF formula, 12-16
present value identification, 

12-16
total contribution, 12-16,  

12-17
Economic order quantity (EOQ), 

14-15–16, 14-25
Economic profit, 12-17
Economic systems, differences 

in, 21-5
Effective annual interest rate 

(EAR), 6-25–29

stock repurchases vs., 17-8, 
17-14–16

taxes and, 17-12–13
term usage, 17-16
types of, 17-3–4
unequal treatment of, 3-27–28

Dividend yield, 9-6
Divisional business plans, 19-4
DJIA (Dow Jones Industrial 

Average), 9-5
Dodd–Frank Wall Street Reform 

and Consumer Protection 
Act (2010), 1-21

Dollars, nominal vs. real, 
 11-14–16

Dow Jones Industrial Average 
(DJIA), 9-5

Downward–sloping demand 
curve, 21-10

Downward–sloping yield curves, 
8-20–23

DPO (days’ payables 
 outstanding), 14-8

DRIPs (dividend reinvestment 
programs), 17-13

DRP (default risk premium), 
8-18–20

Drug prices ethics case, 6-38–40
DSI (days’ sales in inventory), 

4-11, 14-7
DSO (days’ sales outstanding), 

4-12–13, 14-8, 14-14
Due diligence meetings, 15-13
DuPont equation

defined, 4-22
ratio form, 4-24
ROA equation in, 4-22–23
ROE equation in, 4-23–24
summary, 4-34

DuPont system, 4-24–26
analysis example, 4-25
applying, 4-24–25
defined, 4-21
equations, 4-22–24
example, 4-31–32
overview of, 4-21–22
ROE maximization, 4-26

Dutch auction tender offer,  
17-9–10

E
EAC. See Equivalent annual cost
EAR. See Effective annual 

 interest rate
Earnings, 5-26, 11-8. See also 

Retained earnings
Earnings before interest, 

taxes, depreciation, and 
 amortization (EBITDA)

under alternative production 
technologies, 12-4, 12-6

for automated production 
 alternative, 12-10

break–even point, 12-11–13, 
12-23, 18-6, 18-8

in cash coverage, 4-16
changes in, 12-6
cost structure and, 12-3–5
defined, 3-16, 12-3
enterprise value and, 18-17–18

Diversifiable risk. See 
 Unsystematic risk

Diversification, 7-17–26
benefits of, 7-24
defined, 7-17
limits of, 7-25–26
multiple–asset portfolios, 

7-19–25
risk and, 7-17–26
single–asset portfolios, 7-17–19
systematic risk and, 7-25–26

Diversity, equity, and inclusion 
(DEI) programs, 1-15

Dividend discount model (DDM) 
approach, 9-13, 18-25

Dividend payments
board vote, 17-5
declaration date, 17-5
example, 17-6–7
ex–dividend date, 17-5–6
payable date, 17-6
at private companies, 17-7
process, 17-4–7
public announcement, 17-5
record date, 17-6
setting, 17-19–20
stock prices and, 17-6
stock repurchases and, 17-15
time line for public company, 

17-4
Dividend payout problem, 

 16-21–22, 20-38–39
Dividend payout ratio, 19-12, 

19-28
Dividend reinvestment programs 

(DRIPs), 17-13
Dividends, 17-2–7

benefits of, 17-11–12
cash flows and, 3-17
constant–growth stream, 9-19. 

See also Constant–growth 
dividend model

costs of, 17-12–13
defined, 17-2, 17-16
extra, 17-3
firm value and, 17-10–16
growth rate patterns, 9-18–19
liquidating, 17-4
long–term growth rates, 13-16
overview, 17-2
payment process, 17-4–7
payout policy, 17-2–7, 17-10–16, 

17-19–20. See also Dividend 
payout problem; Dividend 
payout ratio

percent of net income paid out 
in, 19-28

preferred stock, 6-22, 9-7
pro–rata basis distribution, 17-2
regular cash, 17-3
special, 17-3
statistics, 17-15–16
stock, 17-16–18
stockholder investment 

 reduction and, 17-3
stock price impact of near and 

distant future, 9-14
stock price reactions to 

 announcements, 17-13–14

Default (insolvency) risk  
(continued)

financial leverage and, 4-14–15
Treasury bills, 7-19

Default risk premium (DRP), 
8-19–21

Deferral options, 20-35
Degree of accounting operating 

leverage (Accounting DOL), 
12-9–11, 12-22

Degree of pretax cash flow 
 operating leverage (Cash 
Flow DOL), 12-9, 12-22

DEI (diversity, equity, and 
 inclusion) programs, 1-15

Depreciation
accumulated, 3-8–9
bonus, B-2, B-4–5
defined, 3-8
expense, 3-15
incremental, 11-4
MACRS, 11-17–19–20
taxes and, 11-17–19, B-2,  

B-4–5
tax rates and, 11-16–19

Derivative securities, 2-10, 20-2
Direct bankruptcy costs, 16-18
Direct financing, 2-5–7

defined, 2-5
direct market transactions, 2-5
distribution, 2-7
flow of funds for, 2-4
investment banks and, 2-6–7
origination, 2-6
underwriting, 2-6–7

Direct foreign currency quote, 
21-11

Direct out–of–pocket costs,  
13-9

Direct search, 9-4
Discount bonds, 8-8–9
Discounted cash flows, 10-8
Discounted payback period, 

10-16–17
Discount factor, 5-16

tables, 5-21
Discounting, 5-16
Discount rate (R)

bond, 8-5
defined, 5-16
finding, 5-23
growth rates (g) relation with, 

9-17–21
internal rate of return (IRR) as, 

10-19
multiple, potential errors in 

using to evaluate projects, 
13-27

payback period and, 10-18
present value and, 5-20
time and, 5-20
WACC as, 13-23–26

Distribution
annual total returns, stocks and 

bonds, 7-13
defined, 2-7
in direct financing, 2-7
IPOs, 15-11, 15-13
normal, 7-9–11
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Subject Index  I-7

unequal treatment of  dividends 
and interest payments, 
3-25–26

Federal Open Market Committee 
(FOMC), 2-1–2

Federal Reserve Act (1913), 21-24
Federal Reserve System (Fed), 

2-1, 2-18, 2-22, 8-18, 8-30, 
14-22

FIFO (first in, first out)  inventory 
valuation, 3-7–8

Finance balance sheet, 13-3–5, 
13-28, 18-21

Financial Accounting Standards 
Board (FASB), 3-3, 16-35

Financial assets, 2-3, 10-5
Financial buyer, as venture 

 capital exit strategy, 15-8
Financial calculators

annuities due, 6-22
basic keys, 5-13
benefits of using, 5-3–4
bond valuation problems, 8-6–7
bond yields, 8-12–15
compound growth rates, 

 finding, 5-25–26
decimal setting, adjusting, 5-14
financial register, clearing, 5-14
future value factor 

 computations, 5-8
future value of an annuity 

(FVA), 6-19
future value of multiple cash 

flows, 6-4
future value problems, 5-13–15
growing annuities and 

 perpetuities, 6-25
interest rate, finding, 5-23–24, 

6-16
interest rate as percentage,  

5-14
interest rate with PVA,  finding, 

6-15–17
loan amortization schedule 

preparation, 6-13
mastering use of, 5-4
mode, setting, 5-14
monthly and yearly payments, 

finding, 6-11–12
negative sign on number, 5-4
net present value, 10-11
number of time periods, 

 finding, 5-24–25
preferred stock with fixed 

 maturity, 9-22
present value of an annuity, 

6-10–12
present value of multiple cash 

flows, 6-5
present value problems, 5-20–21
rounding numbers, 5-14
sign consistency with, 5-14

Financial distress, costs of,  
16-18, 16-20

Financial flexibility, in  capital 
structure selection, 
 16-26–27, B-18–19

Financial forecasts, 18-11.  
See also Forecasting

Exchanges, 2-8–9
Ex–dividend date, 17-5–6
Executive summary, business 

plan, 18-10
Exercise (expiration) date,  

20-22
Exercise (strike) price, 20-22
Exit strategy, venture capital 

funding cycle, 15-7–8
Expected cash flows, 11-22–23, 

13-3
Expected rate of return, 13-2
Expected returns, 7-4–8

calculation of, 7-5–7, 7-18, 7-21
Capital Asset Pricing Model 

(CAPM) and, 7-31–35
in decision making, 7-7–8
defined, 7-5
equation, 7-36
on lease investment, 16-37
negative, 7-6
overview, 7-4–5
portfolio risk and, 7-34
portfolios with multiple assets, 

7-20–21
systematic risk and, 7-30, 7-33, 

7-36
Expenses. See also Capital 

 expenditures; Costs
amortization, 3-15
depreciation, 3-14
income statement, 3-13–15
incremental cash operating  

(Op Ex), 12-2, 12-22
interest, 19-18–19
out–of–pocket, 13-8, 15-16, 

 15-20, 16-17
unusual or nonrecurring items, 

3-15
Expiration date, 20-22
External auditor, 1-12, 1-21
External funding, sources of,  

19-4
External funding needed (EFN)

defined, 19-10
equation, 19-23, 19-29
graphical view of, 19-23–24
growth and, 19-21–24, 19-29
mathematical model, 19-22–23

Extra dividends, 17-3

F
Face value, 8-3, 8-7
Factors, selling receivables to, 

14-22–23
Fair market value, 18-13, 18-19
FASB (Financial Accounting  

Standards Board), 3-316-35
FCF. See Incremental after–tax 

free cash flows
FCFE (free cash flow to equity) 

approach, 18-24–25, 18-30
FCFF (free cash flow from the 

firm) approach, 18-21–24, 
18-30

Federal income tax, 3-24–26
average vs. marginal rates, 3-25, 

3-26
corporate rates, 3-24–25
overview, 3-24

cost of capital and, 13-13–20
financial planning model, 

 19-14–15
financing with debt and.  

See Capital structure
interchangeable terms, 3-5
market value, 3-12, 13-4
preferred stock, 3-10, 9-7
price risk, 20-33
required return on, 16-6.  

See also Cost of equity
retained earnings, 3-10
treasury stock, 3-10

Equity accounts, 19-14–15
Equity multiplier, 4-16–17
Equivalent annual cost (EAC)

defined, 11-26
equation, 11-26, 11-31
projects with different lives and, 

11-26–27
replacement of existing asset, 

11-28
use of existing asset, 11-28

ESG policies. See Environmental,  
social, and governance 
(ESG) policies

Ethical business culture, 1-24
Ethical conflicts

agency costs, 1-23
conflicts of interest, 1-23
consequences, 1-24–25
framework for analysis, 1-24
information asymmetry, 1-23–24
types of, 1-23–24

Ethics
business vs. everyday, 1-22
defined, 1-22
ethics programs, 1-20
importance in business, 1-22–25

Ethics cases
Arthur Andersen demise, 

4-45–46
free credit cards to students, 

6-38–39
insider trading, 9-30–31
subprime mortgage market 

meltdown, 8-30–32
Unilever’s Sustainable Living 

Plan, 11-39–40
Wells Fargo cross–selling, 

1-28–29
Eurobanks, 21-21
Eurobonds, 21-23
Eurocredit bank loans, 21-26–28
Eurocredit market, 21-22
Eurocredits, 21-22
Eurocurrency, 21-22
Eurocurrency market, 21-22
Eurodollars, 21-21, 21-23–24
Euromarkets, 21-21
European foreign currency quote, 

21-13
European options, 20-24
Excel. See Microsoft Excel
Excess compensation, 18-26–27
Exchange rate risk. See Foreign 

exchange rate risk
Exchange rates. See Foreign 

exchange rates

accounts receivable (EARR), 
14-12, 14-25

calculation of, 6-25–26
comparing rates, 6-26–27
consumer protection acts and, 

6-28
converting APR into, 6-27
in current annual cost of debt, 

13-9
defined, 6-25–26
disclosure, 6-28
equation, 6-31, 13-9
financing from factor, 14-23
in present and future value 

calculations, 6-28–29
quoted rate, 6-26–27

Effective annual yield (EAY), 
8-13–14

Effective days’ sales outstanding, 
14-14

Efficiency projects, 13-27
Efficiency ratios, 4-11–14

accounts receivable turnover, 
4-12–13, 14-8, 14-14

alternative calculations for, 4-12
asset turnover, 4-13–14, 4-23
inventory turnover, 4-11–12, 

14-7
for peer group analysis, 4-27
summary, 4-33–34
for time–trend analysis, 4-8

Efficient market hypothesis
defined, 2-11
semi–strong form of, 2-12
strong–form of, 2-11
weak–form of, 2-12

Efficient markets, 2-10–12, 13-7
EFN. See External funding 

needed
Employees, as stakeholders, 1-2, 

4-3
End–of–month payment (EOM), 

14-13
Enterprise multiples, 18-17
Enterprise value, 16-4, 18-17–18. 

See also Firm value
Entrepreneurs, 15-3, 18-2. See 

also Business startup
Environmental, social, and 

 governance (ESG)  policies, 
1-15, 3-2, 4-3. See also Sus-
tainability

EOM (end–of–month  payment), 
14-13

EOQ (economic order  quantity), 
14-15–16, 14-25

EPS. See Earnings per share
Equilibrium condition, 2-17–18
Equilibrium exchange rate,  

21-10–11
Equilibrium rate of interest, 

2-17–18
Equity. See also Stocks

agency costs of, 20-40–41
balance sheet, 3-9, 19-14–15
book value, 3-11–12
cash flows and, 3-17
common stock accounts, 3-9
cost of. See Cost of equity
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I-8 Subject Index

balance sheet, 3-5–10
common–size, 4-4–7
correct preparation of, 3-2
financial planning models, 

19-6–17
income statement, 3-14–16
interrelationship among, 

3-20–21
pro forma (projected), 19-7–9
public vs. private companies, 

18-26–27
sales and, 19-8
standardized, 4-4
statement of cash flows, 

3-17–19
statement of retained earnings, 

3-16–17
stock performance and, 3-1
sustainable growth and,  

19-26–27
Financial system, 2-2–4

cash flows between firms and, 
2-14

as competitive, 2-3
corporations and, 2-13–14
elements of, 2-2–3
flow of funds through, 2-4
globalization, 21-3
role of, 2-3
at work, 2-3

Financing. See also Funding; 
Raising capital

accounts receivable, 14-22–23
debt and equity mix. See Capital 

structure
direct, 2-3, 2-4–6
from a factor, 14-22–23
first–stage, 15-6
growth, 19-2, 19-20–27
indirect, 2-3, 2-11–14
leasing as alternative, 16-33
short–term, 14-21–23

Financing activities, 3-19
Financing decisions

defined, 1-3–4, 2-2
financial planning models, 19-7
firm value and, 1-6
overview, 1-5–6

Financing plan, 19-2–4
Financing working capital,  

14-18–23
defined, 14-18
long–term funding strategy, 

14-20
maturity matching strategy, 

14-19–20
overview, 14-18
permanent working capital, 

14-20–21
in practice, 14-20–21
short–term funding strategy, 

14-20–21
sources of short–term, 14-21–23
strategies for, 14-18–21

Firm–commitment underwriting, 
2-5, 15-12

Firms
cash flow between financial 

system and, 2-14

EBITDA margin, 4-18
efficiency ratios, 4-9, 4-11–14, 

4-23, 4-29, 4-34–35, 14-7–8, 
14-14

equity multiplier, 4-16–17
gross profit margin, 4-18
inventory–to–sales ratio, 19-19
inventory turnover, 4-11–12, 

14-7
leverage ratios, 4-9, 4-14–17, 

4-29, 4-35, 16-7, 16-9–11
market–to–book ratio, 4-21–22
market–value indicators, 4-9, 

4-21–22, 4-29, 4-35
net profit margin, 4-18–19, 

4-23–24
operating profit margin, 4-18
peer group, 4-29–30
price–earnings ratio, 4-21, 

18-16–17
price–revenue ratio, 18-19
profitability ratios, 4-9, 4-18–20, 

4-23–24, 4-29, 4-35
quick ratio, 4-10
retention (plowback) ratio,  

19-12, 19-29
return on assets (ROA), 4-19–20
return on equity (ROE), 4-7, 

4-20
scale, 4-8
short–term liquidity ratios, 

4-8–10, 4-29, 4-34
times interest earned, 4-17
for time–trend analysis, 4-9
total debt ratio, 4-15–16
using, 4-30–33
variations in computation, 4-8
working capital, 14-7

Financial restructuring, 16-4, 
16-5–6

Financial risk, 16-7–8
Financial Services Modernization 

Act (1999), 2-6
Financial shortage costs, 14-11
Financial statement analysis, 

4-1–45
background, 4-2–4
benchmarks, 4-4, 4-27–29
common–size statements, 4-4–7
creditors’ perspective, 4-3
defined, 4-2
DuPont system, 4-22–27, 

4-32–33
financial ratios, 4-7–22, 4-30–33
guidelines, 4-3–4
limitations of, 4-33
managers’ perspective, 4-3
other stakeholders’  perspective, 

4-3
overview, 4-1–2
performance analysis, 4-30–33
perspectives, 4-2–3
stockholders’ perspective, 4-2–3
trend analysis, 4-4, 4-9, 4-27–28

Financial statements. See also 
specific statements

accounting principles and, 
3-2–5

annual reports and, 3-2–3

cash budget, 19-3, 19-5
concluding comments, 19-5
defined, 19-2
documents, 19-2–5
financing plan, 19-2–4
growth as goal, 19-27
investment plan, 19-2, 19-4
models, 19-5–20
operating unit (divisional) 

business plans, 19-4
overview, 19-2
process, 19-3
strategic plan, 19-2–3

Financial planning models, 
19-5–20

balance sheet and, 19-8–10, 
19-12–17

better, 19-11–18
beyond the basic, 19-18–20
building, 19-6–7
components of, 19-6
current financial statements 

and, 19-6, 19-8, 19-11–13
defined, 19-7
example, 19-11–18
financial policy decisions, 19-7
improving, 19-18–20
income statement and, 19-8, 

19-12
inputs to, 19-6–7
investment opportunity 

 evaluation, 19-9–10
investment policy decisions, 

19-7
outputs from, 19-7
overview, 19-5, 19-7
percent of sales model, 19-7
pro forma balance sheet,  

19-8–10, 19-12, 19-15–17
pro forma financial statements, 

19-7, 19-8–9
pro forma income statement, 

19-8, 19-12
sales forecast and, 19-5–6
simple, 19-7–11

Financial plans, 19-2, 19-3
Financial policy decisions, 19-7
Financial ratios, 4-7–22

accounts payable turnover, 14-8
accounts receivable turnover, 

4-12–13, 14-8, 14-14
Apple example, 14-7
asset turnover, 4-13–14, 4-23
as better measures, 4-7–8
capital intensity ratio, 19-14, 

19-29
cash coverage, 4-17
coverage ratios, 4-17
current ratio, 4-8–9
debt ratios, 4-15–17, 16-7,  

16-9–11
debt–to–equity ratio, 4-15–16, 

16-7, 16-9–11
defined, 4-7
dividend payout ratio, 19-12, 

19-28
DuPont system, 4-22–27, 

4-32–33
earnings per share, 4-21

Financial institutions
business finance companies, 

2-14
commercial banks, 2-13–14
defined, 2-2–3
flow of funds through, 2-4
indirect financing and, 2-4, 

2-12–15
investment funds, 2-14
life and casualty insurance 

companies, 2-14
pension funds, 2-14

Financial intermediation, 2-12
Financial investors, 18-12–13.  

See also Investors
Financial leases, 16-35
Financial leverage

capital structure, 16-2
cost of debt with, 16-7
cost of equity with, 16-7
defined, 4-14
firm value and, 16-12, 16-14
leverage ratios and, 4-14–15.  

See also Leverage ratios
overview, 4-14–14

Financial management
corporate, organization of, 

1-10–12
decisions and stock prices, 

1-15–16
decisions in, 1-4–6
international, 21-1–34

Financial managers
decisions and balance sheet, 1-5
goal to maximize value of stock, 

1-14
role of, 1-2–6
senior, 1-10

Financial markets, 2-7–10
for bonds, 8-2–3, 21-22–24
brokers vs. dealers and, 2-8
capital, 1-6, 2-9, 21-21–24
defined, 2-2, 2-7
efficiency, 2-10–12, 13-7
exchanges, 2-8–9
flow of funds through, 2-4.  

See also Direct financing
foreign exchange, 21-7–16
futures and options, 2-10
historical performance, 7-12–15
marketability vs. liquidity and, 

2-8
money, 2-9
over–the–counter (OTC), 2-8–9
primary, 2-8
private, 2-10, 15-21–24
public, 1-9, 2-10, 15-9, 15-21–22
secondary, 2-8, 9-2–5
for stocks, 9-2–7
types of, 2-7–10

Financial options, 20-21–25.  
See also Options

American, European, 
 Bermudan, 20-24

call options, 20-22–23
defined, 20-21
payoff functions, 20-24–25
put options, 20-23–24

Financial planning, 19-1–20
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Subject Index  I-9

financial report adherence to, 
1-20

going concern assumption, 3-4
international, 3-4–5
leases, 16-35
matching principle, 3-5
realization principle, 3-5
U.K., 3-5
U.S., 3-5

General partnerships, 1-7, 1-8, 
18-4–5

General–use assets, 16-37–38
Geometric (compounded) average 

returns, 7-16–17, 7-36
Globalization, 21-3
Global money, 21-21–24
Going concern assumption, 3-4
Going–concern value, 18-14
Goodwill, 3-8, 3-15
Government, as stakeholder, 1-2
Government securities, 7-30.  

See also Treasury bills;  
Treasury bonds; Treasury 
notes; Treasury securities

Gross profit margin, 4-18
Gross working capital. See 

 Working capital
Growing annuities, 6-24, 6-32
Growing perpetuities, 6-25–26, 

6-32
Growth, 19-20–27

Empire’s ambitious plan, 19-26
external funding needed (EFN), 

19-21–24, 19-29
graphical view of, 19-23–25
internal growth rate (IGR) and, 

19-24–25, 19-29
managing and financing, 19-2, 

19-20–27
mathematical model, 19-22–23
overview, 19-20–21
as planning goal, 19-27
rapid, 19-21
sustainable, financial 

 statements and, 19-26–27
sustainable growth rate (SGR) 

and, 19-25–27, 19-29
Growth opportunities, 13-3
Growth rates (g)

arithmetic, 7-15
calculating projected earnings, 

5-27
compound, 5-25–27
constant–growth dividend 

model, 9-13, 9-18
constant–rate cash flows, 

6-34–26
discount rate (R) relation with, 

9-17–21
dividends, 9-18–19, 13-16
internal (IGR), 19-24–25, 19-29
long–term in dividends, 13-16
profits and, 19-27
sustainable (SGR), 19-25,  

19-26–27, 19-29
world’s population example, 

5-27
Growth stock pricing paradox, 

9-12

private markets and bank loans, 
15-22–27

short–term strategy, 14-20–21
staged, 15-7
venture capital, 15-4–9, 15-22, 

18-1–2
Funding constraint, 10-5
Future cash flow estimation,  

10-9–10, 11-2–3
Futures market, 2-10
Future stock prices, 9-16–17
Future value (FV), 5-4–15

of annuities, 6-19–20, 6-31, 
A-6–7

of annuities due, 6-22
calculator tips for, 5-8, 5-13–15, 

6-5, 6-20
defined, 5-4
equation, 5-6–8
interest rates in calculating, 

6-29–30
of multiple cash flows, 6-3–5
for periods and interest rates, 

5-8
present value calculation 

 comparison, 5-17–18
present value vs., 5-21–22
of projects, 10-26–28
single–period investment, 5-4–5
of three cash flows, 6-3
of two cash flows, 6-3
two–period investment, 5-5–6

Future value factor
computation with calculator, 

5-8
defined, 5-5
formula, applying, 5-8–13
tables, 5-8, A-2–3, A-6–7

Future value of an annuity (FVA)
calculator tips for, 6-19
defined, 6-18
equation, 6-18–19, 6-30
illustrated, 6-18
tables, A-6–7

FV. See Future value
FVA. See Future value of an 

annuity

G
GAAP. See Generally accepted 

accounting principles
General cash offers, 15-18–21

competitive sale, 15-18–21
cost of, 15-19–21
decision making, 15-20
defined, 15-18
lower cost method sale, 15-19
method selection, 15-19–20
negotiated sale, 15-18–20
procedures, 15-18
shelf registration, 15-19–20
as wholesale market 

 transactions, 15-20
General dividend–valuation 

model, 9-11–12
Generally accepted accounting 

principles (GAAP)
arm’s length transactions, 3-3
cost principle, 3-4
defined, 3-3

net working capital, 11-24–25
sales, 19-5–6

Foreign bonds, 21-22–23
Foreign currency quotations, 

21-11–16
American or direct, 21-11
bid and ask rate, 21-13
cross rates, 21-11–14
European or indirect, 21-13
forward rates, 21-14–15
hedging a currency transaction, 

21-15–16
spot rates, 21-11–13

Foreign exchange markets,  
21-7–16. See also  
International financial 
management

defined, 21-7
economic benefits, 21-7–8
equilibrium exchange rate and, 

21-10–11
foreign currency quotations 

and, 21-11–16
foreign exchange rates and, 

 21-8–9, 21-11–16
structure and participants, 21-8

Foreign exchange rate risk, 
 20-32–33, 21-4, 21-17

Foreign exchange rates, 21-8–9, 
21-11–15

bid and ask rate, 21-13
blue sweater example, 21-9
cross rate, 21-11–14
defined, 21-8
equilibrium, 21-10–11
forward rate, 21-14–15
movement, 21-9
overview, 21-8–9
price of steel and, 21-9
spot rate, 21-11–13

Formal lines of credit, 14-22–23
Forward discount, 21-14–15, 21-28
Forward premium (discount), 

21-14–15, 21-28
Forward rates, 21-14–15
Free cash flow from the firm 

(FCFF) approach,  18-21–24, 
18-30

Free cash flows. See Incremental 
after–tax free cash flows 
(FCF)

Free cash flow to equity (FCFE) 
approach,  18-24–25, 18-30

Frequency, coupon payment, 8-8, 
8-14

Funding. See also Financing; 
Raising capital

bootstrapping, 15-2–3, 15-23
cash by public company, 

 15-19–22
conclusions, 15-27
external, 19-4, 19-10,  19-21–24, 

19-29
general cash offers, 15-19–22
initial, 15-3
initial public offering (IPO),  

15-1–2, 15-8–18, 15-21
internal, 19-4
long–term strategy, 14-20

cash flow between stakehold-
ers, owners, and, 1-3

cost of debt estimates, 13-11
in distress, 16-18, 16-20
goal of, 1-13–16
marginal tax rate (t), 11-4
overall cost of capital, 13-2–7
performance, 4-7–22, 4-30–33
private equity, 15-23–25

Firm–specific assets, 16-37–38
Firm value. See also Business 

valuation
capital structure and, 16-2–11, 

16-14–17, B-11–16
capital structure choices and, 

16-4
debt and, 16-15, 16-17
defined, 16-4
dividends and, 17-10–16
equation, 16-4, 16-27
finance balance sheet and, 18-21
financing decisions, 1-6
interest deduction and, 16-12, 

16-14–15, B-12–16
leverage and, 16-12, 16-14
M&M analysis value, 16-11
M&M Proposition 1, 16-3–6
M&M Proposition 2, 16-6–11
tax benefit of debt and, 16-14, 

B-11–13
taxes and, 16-11–12, 16-14–15, 

B-11–16
First–stage financing, 15-6
First valuation principle, 18-12
Fisher equation, 2-19–20
Fixed assets

acquisition of, 19-20
balance sheet, 19-14
cash flows and, 3-17
financial planning model,  

19-14, 19-19–20
lumpy, 19-19–20

Fixed asset turnover, 4-14
Fixed costs

defined, 11-23, 12-2
EBITDA and, 12-3–6
fluctuations in EBIT and, 12-5, 

12-7–8
forecasting and, 11-23–24
project economics, 12-2–9

Fixed–income securities, 8-3–4
Fixed–price tender offer, 17-9–10
Flat yield curves, 8-22
Flexible current asset manage-

ment strategy, 14-11
Flight to quality, 15-23
Float, 14-17–18
FOMC (Federal Open Market 

Committee), 2-1–2
Forecasting

cash flows associated with 
 capital expenditures, 11-24

cash flows from operations, 
11-23–24

EBIT, 12-7
in FCFF approach, 18-23
financial, in business plan, 

18-11
free cash flows, 11-23–25
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I-10 Subject Index

Fisher equation and, 2-19–20
future value and, 5-8, 6-28–29
inflation and, 2-18–21
loan amortization schedule, 

6-13
on loans, 2-18–19, 5-23–24
long–term trends in, 2-20–21
marketability and, 8-18
nominal rate of interest, 2-15, 

2-18
per period, 6-26
in present value calculations, 

6-28–29
prime, 15-25–26
quoted, 6-26–27
real rate of interest, 2-15–17, 

2-18, 8-21–22
risk–free, 20-28
simple, 6-26
term structure of, 8-20–22

Interest tax deduction
calculating maximum 

 allowable, B-15–16
cost of debt and, 13-10–11, 16-6, 

B-7–10
as debt benefit, 16-12–17
firm value and, 16-12, 16-14–15, 

B-12–16
Tax Cuts and Jobs Act (2017) 

on, 13-10, B-2, B-5–10, 
B-12–17

WACC and, B-15–18
Internal accounting controls,  

1-20
Internal auditor, 1-11–12
Internal funding, 19-4
Internal growth rate (IGR),  

19-24–25, 19-29
Internal rate of return (IRR)

calculating, 10-19–20
defined, 10-2, 10-18
as discount rate, 10-18
equation, 10-18, 10-34
with Excel, 10-21
method summary, 10-28
modified (MIRR), 10-25–27, 

10-34
mutually exclusive projects and, 

10-24–25
NPV agreement, 10-20–22
NPV and, 10-18–19
NPV disagreement, 10-22–25
NPV vs., 10-27–28
overview, 10-18–19
trial–and–error method,  

10-19–20
unconventional cash flows and, 

10-22–24
International banking, 21-23–26

country risk, 21-25
credit risk, 21-24
currency risk, 21-24–25
Eurobanks, 21-20
Eurocredit loans, 21-25–27
lending risks, 21-24–25
overview, 21-23–24
world’s largest banks and, 21-24

International bond markets, 
21-21–23

gross proceeds and returns, 15-16
investment banking services, 

15-11–13
management talent and, 15-10
offer price determination,  

15-12–13
options bundled with, 20-34
origination, 15-11–12
out–of–pocket expenses, 15-17
preliminary prospectus,  

15-11–12
pricing, 15-12–13, 15-15–18
proceeds, 15-13–14, 15-16
raising capital, 15-1–2, 15-8–18, 

15-21
SEC requirements, 15-10–11
underpricing, 15-15–17
underwriting, 15-11–13, 15-17
unsuccessful, 15-14
as venture capital exit  strategy, 

15-8
Insider trading ethics case, 

9-30–31
Insolvency, 4-8. See also Default 

(insolvency) risk
Institutional level, insider 

 trading, 9-30
Intangible assets, 3-8, 11-6
Intensity of use conflict,  leasing, 

16-36–37
Interest

compound, 5-5, 5-6, 5-7
Eurocredit loans, 21-26
expense, 19-18–19
risk–free rate, 20-28
simple, 5-5–7, 6-25

Interest on interest, 5-5–6
Interest payments, 3-27–28,  

13-10–11, 16-6, 16-12–17
Interest rate risk, 8-15–18

bond theorem applications, 
8-17–18

bond theorems, 8-15–17
defined, 8-15
options and, 20-32–33
yield curve shape and, 8-22

Interest rate risk premium, 8-22
Interest rates, 2-16–22

annual percentage (APR), 
6-25–28

bond value and, 8-9
calculator tips for finding, 5-14, 

5-23–24, 6-15–17
comparing, 6-26–27
corporate borrowing costs, 

8-18–21
cyclical trends in, 2-20–21
determinants, 2-2, 2-16–22
disclosure, 6-28
economic expansion vs. 

 contraction and, 2-22
effective annual (EAR), 

6-25–29, 6-31, 13-9, 14-12, 
14-23, 14-25

equilibrium rate of interest, 
2-17, 2-18

with Excel, 6-16
finding, 5-23–24
finding, with PVA, 6-15–17

calculation rules, 11-11–14
calculation worksheet, 11-7–8
cash flows only in calculation, 

11-11
computation elements, 11-3
defined, 11-3
equation, 11-4, 11-32
with Excel, 11-9
expected, 11-22–23
in FCFF approach, 18-21–22
forecasting, 11-23–25
opportunity costs and, 11-12
project impact on cash flows 

and, 11-11
stand–alone principle, 11-5
sunk costs and, 11-12
terminal–year, 11-19–21

Incremental capital expenditures 
(Cap Exp), 11-3, 11-6

Incremental cash flow from 
operations (CF Opns), 11-3, 
11-5–6, 11-23–24

Incremental cash operating 
 expenses (Op Ex), 12-2, 12-22

Incremental depreciation and 
amortization (D&A), 11-4

Incremental net operating profits 
after tax (NOPAT), 11-5

Independent projects, 10-4, 10-21
In–depth knowledge, 15-7–8
Index funds, 7-14, 7-28–29
Indirect bankruptcy costs, 

 16-19–20
Indirect financing, 2-12–15

corporations and, 2-14–15
financial institutions and, 2-4, 

2-12–15
flow of funds for, 2-4
market transactions, 2-13

Indirect foreign currency quote, 
21-13

Individual level, insider  trading, 
9-30

Industry analysis, 4-28
Inflation

of cost of capital, 11-32
expected rate of, 8-23
Fisher equation and, 2-19–20
interest rates and, 2-18–21
loan contracts and, 2-18–19

Informal lines of credit, 14-21–22
Informational efficiency, 2-11
Information and transaction 

costs, as leasing motivation, 
16-36–38

Information asymmetry, 1-23–24, 
15-5

Initial public offerings (IPOs), 
15-9–18

advantages of, 15-10
best–effort, 15-14
closing of, 15-13
cost of, 15-10, 15-17–18, 15-21
defined, 2-15, 15-9
disadvantages of, 15-10–11
distribution, 15-11, 15-13
due diligence meeting, 15-13
first day of trading, 15-13
flipping shares and, 15-15

H
Harvesting assets, 11-29–30
Hedging

currency transaction, 21-15–16
defined, 21-15
risk management and, 20-6–7

High–yield bonds, 8-20
Historical financial results, 

 business plan, 18-11
Historical market performance, 

7-12–15
Historical trends, 19-13
Holding period, 7-3
Holding period returns, 7-3–4

I
Identities, 3-5. See also Balance 

sheet identity; Cash flow 
identity

IFRS (International Financial 
Reporting Standards), 3-5

IGR (internal growth rate),  
19-24–25, 19-29

Impairment test, 3-15
Income approaches, business 

valuation
defined, 18-20
dividend discount model 

(DDM) approach, 18-25
equation, 18-30
free cash flow from the firm 

(FCFF) approach,  18-21–24, 
18-30

free cash flow to equity (FCFE) 
approach,  18-24–25, 18-30

intrinsic value, 18-20
nonoperating assets (NOA) and, 

18-20–21
terminal value, 18-21
using, 18-20–21

Income statement, 3-13–16. See 
also Financial statements

common–size, 4-6–7
defined, 3-14
expenses, 3-14–16
financial planning model and, 

19-8, 19-12
illustrated example, 3-15, 4-6, 

14-9, 19-21–22
interrelationship with other  

financial statements, 
3-20–21

net income, 3-13–15
pro forma, 19-8, 19-12, 19-22
revenues, 3-13
step–by–step, 3-15

Incremental additions to  working 
capital (Add WC), 11-3,  
11-6, 11-19, 11-31, 14-4

Incremental after–tax free cash 
flows (FCF)

accounting earnings vs., 11-8
actual vs. forecasted, 12-2
after–tax cash flows and,  

11-12
calculation, 11-3–5, 11-32
calculation example, 11-4,  

11-6–8, 11-13, 11-20–21, 
12-19
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Subject Index  I-11

inflation premium  calculation, 
2-19

interest on Eurocredit loan, 
21-27

interest rate on loan, 5-24
international capital  

budgeting, 21-20
international loan rate, 2-19
investment decision and  nominal 

vs. real dollars, 11-16
IRR calculation, 10-20–21
lockbox, 14-18
market–value balance sheet, 

3-12–13
maximum allowable interest 

deduction and firm value, 
B-15

M&M Proposition, 16-10
monthly car payments, 6-12
multiple analysis, 18-18–19
payback calculation, 10-15
portfolio risk and expected 

return, 7-34
power of compounding, 5-9–10
preferred stock cost estimation, 

13-20
preferred stock dividends, 6-22
pricing a bond, 8-7
pricing a term loan, 15-26
pricing corporate bonds, 8-11
Procter & Gamble’s current 

stock price, 9-17
Procter & Gamble’s future stock 

price, 9-17
profitability index (PI), 10-30
projected earnings, 5-27
PV annuity factor computation, 

6-11
return on investments, 6-17, 7-4
Ron’s jewelry store and  missing 

data, 4-30–31
self–rising pizza project, 10-11–12
Sharpe Ratio, 7-19
standard deviation, 7-11–12
stock prices and dividend 

 payments, 17-6
stock repurchases and taxes, 17-8
sustainable growth and  financial 

statements, 19-26–27
taxes when assets are sold, 11-21
tax rate calculations, B-4
total debt ratio, 4-16
true cost of loans, 6-27
underwriter’s compensation, 2-6
undoing the effects of financial 

restructuring, 16-5–6
unsuccessful IPO, 15-14
used car purchase, 6-8
value of a gift, 6-6–7
value of a small business, 9-13
valuing a call option, 20-31
valuing a put option, 20-32
variance of two–asset  portfolio, 

7-24
WACC calculation, 13-22–23, 

B-17
working capital efficiency, 

14-9–10
yield on preferred stock, 9-23

average and marginal tax rates, 
3-27

best–effort IPO, 15-14
Big Red grows faster, 9-16
Blackwell’s alternative plan, 

19-18
bond pricing, 8-7
bond pricing and semiannual 

coupon payments, 8-10
bonds with different coupon 

payment frequencies, 8-14
bridge rebuild bid, 6-4
cash flow and accounting DOL 

calculations, 12-11
compounding period changes, 

5-11–12
corporate bond pricing, 8-11
cost of an IPO, 15-17–18
cost of capital calculation,  

13-6
cost of common stock using 

betas, 13-15
cost of debt calculation, B-10
cost of trade credit, 14-13
cross exchange rates, 21-14
debt–to–equity ratio, 4-16
EAC to compare projects with 

different lives, 11-27
EBIT break–even point,  

12-14
EBITDA break–even point, 

12-12
economic break–even point, 

12-17–18
economic order quantity 

(EOQ), 14-16
effective annual interest rate 

(EAR) for financing a form 
factor, 14-23

effect of debt on firm value and 
WACC, 16-15–16

efficiency ratios alternative 
calculations, 4-12

EROA and ROE alternative 
calculations, 4-20

Eurodollar vs. domestic bond 
issue, 21-23

European graduation trip,  
5-20

exchange rates and the blue 
sweater, 21-9

expected return for a  portfolio, 
7-21

expected returns, 7-6–7
expected returns and  systematic 

risk, 7-34
FCF calculations general rules, 

11-14
FCFF income approach,  

18-24
financial statement items and 

sales, 19-8
fixed costs and fluctuations in 

EBIT, 12-7–8
forecasting EBIT, 12-7
forward premium (discount), 

21-15
growth rate of world’s 

 population, 5-27

Investment banking services, 
15-11–13

Investment banks
defined, 2-6
direct financing and, 2-6–7
services for IPOs, 15-11–13

Investment decisions, 10-5,  
10-29–32, 19-7

Investment funds, 2-14
Investment–grade bonds,  

8-20–21
Investment opportunity 

 evaluation, 19-9–10
Investment period, 7-3
Investment plan, 19-2, 19-4
Investment policy decisions, 19-7. 

See also Real  investment 
policy

Investment projects. See Projects
Investments. See also Portfolios

choosing between two, 7-33
cost–benefit analysis, 1-5–6
expected rate of return, 13-2
finding time period, 5-24–25
follow–on, options to make, 

20-35–36
long–term, compounding in, 

5-10
multiple–period, 5-17
options to defer, 20-35
options to make follow–on, 

20-35–36
ranking alternatives, 10-31
rate of return, 7-2
return on, 2-16–17, 6-18, 7-4
short–term, 14-4, 14-17
single–period, 5-4–5, 5-16–17
time line of cash flows, 5-3
two–period, 5-5–6

Investment value, 18-13,  
18-19

Investors
angel, 15-4. See also Venture 

capitalists
business valuation and,  

18-12–13
cash flows and, 1-4, B-2–6
financial, 18-12–13
payments to, B-13–15
private equity, 15-23–25
strategic, 18-12–13

IPOs. See Initial public offerings
IRR. See Internal rate of return
Issuance costs, 13-9–10, 16-17

J
Junk bonds, 8-19
Just–in–time inventory 

 management, 14-16

K
Keiretsu, 21-6
Key person discount, 18-29

L
Language differences, 21-5
Learning By Doing

adjusted book value approach, 
18-15

after–tax cost of debt, 13-12

International capital budgeting, 
21-15–20

Barcelona example, 21-18
cash flow determination, 21-16
country risk, 21-16–18
exchange rate risk, 21-16
Learning By Doing, 21-20
overview, 21-15–16
repatriation of earnings 

 restrictions and, 21-16
International financial 

 management, 21-1–34
banking, 21-24–28
basic principles of, 21-6–7
capital budgeting and, 21-16–21
country risk differences and, 

21-5–6
cultural differences and, 21-5
currency differences and, 21-4
economic systems and, 21-5
factors affecting, 21-3–6
foreign exchange markets, 

21-7–16
globalization and, 21-3
global money and capital 

 markets, 21-21–24
goals of, 21-6
introduction to, 21-2–7
language differences and, 21-5
legal systems and tax codes 

differences and, 21-4
multinational corporations and, 

21-3–4
overview, 21-2
transnational corporations and, 

21-3
International Financial Reporting 

Standards (IFRS), 3-4
International generally  accepted 

accounting  principles,  
3-4

Intrinsic value, 2-11, 18-20
Inventory

accounting for, 3-7
average, 4-11–12
days’ sales in, 4-11, 14-7
in quick ratio, 4-10
sales and levels of, 19-19
valuation methods, 3-7–8
working capital account, 14-5

Inventory carrying costs, 14-11, 
14-15

Inventory management
defined, 14-15
economic order quantity (EOQ) 

and, 14-15–16, 14-25
just–in–time, 14-16
as operations management 

function, 14-15
working capital management, 

14-15–16, 14-25
Inventory–to–sales ratio, 19-19
Inventory turnover

alternative calculation, 4-11–12
days’ sale in inventory and, 

4-11, 14-7
defined, 4-11

Investing activities, long–term, 
3-17–19
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I-12 Subject Index

transactions analysis, 18-16, 
18-19–20

Market data, discounted cash 
flows vs., 10-8

Market efficiency, 2-10–12
defined, 2-11
efficient market hypothesis, 

2-11–12
informational efficiency, 2-11
operational efficiency, 2-11
overview, 2-10–11
semi–strong efficiency, 2-12
strong–form efficiency, 2-11
WACC and, 13-7
weak–form efficiency, 2-12

Market extension projects, 13-27
Market informational efficiency, 

2-11
Marketing and sales discussion, 

business plan, 18-11
Market operational efficiency, 

2-11
Market performance, historical, 

7-12–15
Market portfolio, 7-27
Market risk, 7-28, 7-31. See also 

Systematic risk
Market risk premium, 7-31, 13-2, 

13-14–15
Market–to–book ratio, 4-21–22
Market value

of assets, 3-11, 13-4–5
balance sheet, 3-10–13. See also 

Finance balance sheet
book value vs., 3-10–13. See also 

Market–to–book ratio
defined, 3-10
of equity, 3-12, 13-4
of liabilities, 3-11–12, 13-4
of stockholders’ equity, 3-11
WACC and, 13-21

Market–value indicators/ratios
defined, 4-20
earnings per share, 4-20
market–to–book ratio, 4-20–21
for peer group analysis, 4-28
price–earnings ratio, 4-20
summary, 4-34
for time–trend analysis, 4-9

Market value (MV) of assets, 
3-10, 13-4–5

Marking to market, 3-10
MAT (term to maturity), 15-26
Matching principle, 3-4
Maturity date, 8-8
Maturity matching strategy, 

 14-18–20
Microsoft Excel

bond prices and yields with, 8-8
changes in assumptions and, 

12-8
EBIT calculations with, 12-8
incremental after–tax free cash 

flows (FCF) with, 11-9
interest rate for an annuity 

with, 6-17
internal rate of return (IRR) 

with, 10-22
“Leverage” model, 16-9

pricing model, 15-26–27, 15-29
prime–rate, 15-26
promissory note, 14-21
secured, 14-22
short–term, 14-21–22
subprime, 8-29–31
term, 15-26–27
true cost of, 6-28
unsecured, 14-22

Lockboxes, 14-18
London Interbank Offer Rate 

(LIBOR), 21-22
Long–term assets, 3-8, 3-24–26,  

B-5
Long–term debt, 13-7
Long–term funding strategy, 14-20
Long–term investing activities, 

3-18–19
Long–term investments, 5-10
Long–term liabilities, 3-8, 3-17
Long–term solvency ratios.  

See Leverage ratios
Long–term trends, in interest 

rates, 2-21–22
Lumpy assets, 19-19–20

M
MACRS (Modified Accelerated 

Cost Recovery System), 
 11-17–20

Maintenance conflict, leasing, 
16-39

Management compensation,  
1-18

Management team, 18-11
Managerial labor market, 1-18–19
Managers

as agents, 1-17
aligning interests of 

 stockholders and, 1-18–19
competition among, 1-19
payoff function, 20-40–41
perspective on financial 

 statement analysis, 4-3
as stakeholders, 1-2
stockholder–manager agency 

costs, 16-21, 20-40–41
stock price maximization and, 

1-17
Mandatory contingent projects, 

10-4
Marginal tax rate

average tax rate vs., 3-26–27, 
18-22

calculating, 11-17
defined, 3-26, 11-4, 11-16
depreciation and, 11-16
firm’s (t), 11-4

Marketability
defined, 2-8
interest rates and, 8-19
public vs. private companies, 

18-27
Marketability discount, 18-16
Marketability risk premium 

(MRP), 8-19
Market analysis, 18-11
Market approaches, business 

valuation
multiples analysis, 18-16–19

debt ratios, 4-15–17, 16-7,  
16-9–11

debt–to–equity ratio, 4-15–16, 
16-7, 16-9–11

defined, 4-14
equity multiplier, 4-16–17
financial leverage and, 4-14–15
for peer group analysis, 4-28
summary, 4-34
times interest earned, 4-17
for time–trend analysis, 4-9
total debt ratio, 4-15–16

Liabilities
balance sheet, 19-14–15
book value, 3-10–12
in business organizational form 

selection, 18-5
current, 1-4, 3-6–7, 14-3
financial planning model,  

19-14–15
long–term, 3-9, 3-17
market value, 3-11–12, 13-4

Liability accounts, 19-14–15
LIBOR (London Interbank Offer 

Rate), 21-22
Life and casualty insurance 

 companies, 2-14
LIFO (last in, first out)  inventory 

valuation, 3-7–8
Limited liability, 1-9
Limited liability companies 

(LLCs), 1-7, 1-10, 18-4–5
Limited liability partnerships 

(LLPs), 1-7, 1-10, 18-4–5
Limited partnerships, 1-7–9, 

18-4–5
Line of best fit, 7-28–30
Lines of credit

cost of debt, 13-7–8
formal, 14-21–22
informal, 14-21

Liquidating dividends, 17-4
Liquidity

defined, 2-8, 14-4
discounts, 18-16
paradox, 4-10
position, 4-8
short–term liquidity ratios, 

4-8–10, 4-29, 4-34
LLCs (limited liability 

 companies), 1-7, 1-10, 
18-4–5

LLPs (limited liability partner-
ships), 1-7, 1-10, 18-4–5

Loanable funds theory of  market 
equilibrium, 2-17

Loan amortization schedules, 
6-12–15

Loan pricing model, 15-25–26, 
15-28

Loans. See also Bank loans
amortizing, 6-12–13
collateral, 14-22
formal line of credit, 14-21–22
inflation and, 2-18–19
informal line of credit, 14-21
interest rates on, 2-18–19, 

5-23–24
outstanding, 13-10

Leases
defined, 16-34
financial, 16-35
operating, 16-35
pricing, 16-39
right to use asset, 16-34
salvage rights, 16-34
service contracts and, 16-39
types of, 16-34–35

Leasing, 16-34–44
as alternative means of 

 financing, 16-34
asset abuse problem, 16-39
asset types for, 16-37–38
capital structure and, 16-2, 

16-34–44
cash flows for, 16-40–41
conflicts, 16-38–39
damage deposits, 16-39
decision, 16-41
information and transaction 

cost motivations for,  
16-36–38

intensity of use conflict,  
16-38–39

lessee, 16-34, 16-38–39
lessor, 16-34, 16-38–39
maintenance conflict, 16-39
motivations for, 16-36–39
NPV of cash flows for, 16-41
opportunities, evaluating,  

16-40–41
overview, 16-34
real investment policy and, 

16-39–40
taxes and, 16-36

Legal and regulatory 
 environment, 1-19. See also 
Securities and Exchange 
Commission; specific 
 legislation

Legal persons, corporations as, 
1-9

Legal system differences, 21-4
Lenders, payoff functions for, 

20-39
Lender–savers, 2-4
Lessees

conflicts with lessors, 16-39–40
defined, 16-34
splitting the rights to as-

sets16-39
Lessors

asset abuse problem and,  
16-39

conflicts with lessees, 16-39–40
defined, 16-34
splitting the rights to assets, 

16-39
Level cash flows

annuities, 6-9–22
defined, 6-9
perpetuities, 6-9, 6-22–23

Leverage. See Financial leverage; 
Operating leverage

Leveraged buyout, 15-24
Leverage ratios, 4-4–17

cash coverage, 4-17
coverage ratios, 4-17
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Subject Index  I-13

defined, 14-7
equation, 14-8, 14-25
time line, 14-7
working capital management, 

14-5–8, 14-12–14, 14-25
Operating expenses (Op Ex), 12-2, 

12-22
Operating leases, 16-35
Operating leverage, 12-9–11

calculating, 12-9–11
capital structure and, 16-8–9
defined, 12-9
degree of accounting  

(Accounting DOL),  12-9–11, 
12-22

degree of pretax cash flow 
(Cash Flow DOL),  12-9–10, 
12-22

Operating profit margin, 4-18
Operating shortage costs, 14-11
Operating unit (divisional) 

 business plans, 19-4
Operational efficiency, 2-11
Operations

cash flows from, 11-3, 11-5–6, 
11-23–24

discussion, business plan, 18-11
inventory management in, 

14-15
options to change, 20-36

Opportunity cost of capital, 10-5
Opportunity costs

cost of capital as, 10-5
in cost of using existing assets, 

11-28
defined, 8-5
in FCF calculations, 11-12
investment decisions and, 10-5
lease pricing and, 16-39

Opportunity loss, underpricing 
and, 15-15

Optimal capital structure, 16-2–3
Optional contingent projects, 

10-4–5
Option payoff function, 20-22, 

20-24–25
Options, 20-35–37

to abandon projects, 20-37
agency costs, 20-21, 20-38–41
American, 20-24
bargain purchase, 16-36
Bermudan, 20-24
binomial pricing model, 20-46
call options, 20-21–23, 20-25–35
cash flows of, 20-29
to change operations, 20-36–37
to defer investment, 20-35
defined, 20-21
as derivative security, 20-21
European, 20-24
exercise (expiration) date, 20-22
exercise (strike) price, 20-22, 

20-23–24
financial, 20-21–25
to make follow–on investments, 

20-35–36
overview, 20-21
payoff function, 20-22–25
put–call parity, 20-31–32

valuation of real assets, 10-6
value creation and, 10-7–8

Net present value profile
crossover point, 10-25
defined, 10-22
example, 10-23–24, 10-26
with multiple IRR solutions, 

10-24
for mutually exclusive  projects, 

10-26
Net proceeds, 13-9
Net profit margin, 4-18–19, 

4-23–24
Net sales, 4-6
Net working capital (NWC)

cash flows and, 11-6
current assets and liabilities 

and, 3-7
defined, 1–6, 14-4
forecasting, 11-24–25

Net worth, 3-6. See also Equity
New businesses, starting of.  

See Business startup
New product projects, 13-26
New York Stock Exchange 

(NYSE), 9-3, 9-5, 17-18
New York Stock Exchange Index, 

9-5
NOA (nonoperating assets), 

 18-20–21
Nominal cost of capital, 11-15
Nominal dollars, 11-14–15
Nominal rate of interest, 2-16, 

2-19
Nondiversifiable risk.  

See  Systematic risk
Noninvestment–grade bonds, 

8-20–21
Nonoperating assets (NOA), 

18-20–21
Nonrecurring expenses, 3-15
NOPAT (incremental net 

 operating profits after tax), 
11-5

Normal distribution, 7-9–11
Normal trading range, 17-18
North American Industry 

 Classification System  
(NAICS), 4-27

NPV. See Net present value
NPV profile. See Net present 

value profile
NWC. See Net working capital
NYSE. See New York Stock 

Exchange

O
Odd lots, 17-18
Offer (ask) price, 9-4, 15-12–13, 

15-19
One–period model, 9-8–9
Open–market repurchases,  

17-9–10
Operating activities

cash flow to investors from,  
B-4

statement of cash flows, 3-17
Operating cycle

accounts receivable, 14-12–14
Apple example, 14-7–8

future value of, 6-3–5
overview, 6-2–3
present value of, 6-5–8

Multiple–period investments, 5-17
Multiple periods, capital 

 rationing across, 10-32
Multistage–growth dividend 

model, 13-16–19
cost of equity estimation, 

 13-16–19
defined, 13-16
dividend growth equation, 13-17
with Excel, 13-18
flexibility, 13-17–18
mixed (supernormal) growth 

dividend model and, 13-17
use example, 13-18–19

Mutually exclusive projects
defined, 10-4
NPV and, 10-12
NPV and IRR disagreement, 

10-25–26
NPV profiles for, 10-26

N
NAICS (North American  Industry 

Classification System), 4-27
NASDAQ, 9-3, 9-6–7, 17-18
NASDAQ Composite Index, 9-5
Nationalization, 21-17
Negative correlation, 7-22
Negotiated sale, 15-19–21
Net cash flow (NCF), 10-8, 10-10, 

10-20
Net income

dollar value of, 16-26
income statement, 3-13–16
percent of paid out as 

 dividends, 19-28
Net plant and equipment, 3-8
Net present value (NPV), 10-6–13

cash flow analysis with, 10-9, 
10-10, 16-41

computing, 10-9–10
concept, 10-6–7
concluding comments on, 10-13
defined, 10-2, 10-6
equation, 10-6, 10-9, 10-35
with Excel, 10-12
with financial calculator,  

10-11
framework for calculating, 

10-8–9
IRR agreement, 10-21–23
IRR and, 10-19–20
IRR disagreement, 10-23–26
IRR vs., 10-28–29
method, 10-6
method summary, 10-13
mutually exclusive projects and, 

10-12, 10-25–26
negative, 16-23
payback period method 

 comparison, 10-17–18
profiles, 10-22–26
real options, 20-37
in risk analysis, 12-19–21
techniques, 10-9–13
unconventional cash flows and, 

10-23–25

loan amortization with, 6-14
multistage–growth dividend 

model with, 13-18
net present value with, 10-12
time value of money with, 5-15

Minority interest, 18-28
MIRR (modified internal rate of 

return), 10-26–28, 10-35
Mixed (supernormal) growth 

dividend model, 9-18–21
defined, 9-18
dividend growth patterns, 

9-18–19
equation, 9-19, 9-25
examples, 9-19–21
multistage–growth dividend 

model and, 13-17
time line for dividend growth 

pattern, 9-19
M&M Proposition 1. See also 

 Modigliani and Miller 
(M&M) propositions

capital structure, 16-3–6
conclusion from, 16-6
defined, 16-3
financial restructuring and, 

16-4–6
firm value under, 16-3–6
understanding, 16-4–5

M&M Proposition 2. See also 
 Modigliani and Miller 
(M&M) propositions

business risk and, 16-7–8
capital structure, 16-6–11
conclusion from, 16-11
cost of debt and, 16-6–7,  

16-9–11
cost of equity and, 16-7, 16-9–11
debt–to–equity ratio, 16-7, 

16-9–11
financial risk and, 16-7–8
firm value under, 16-6–11
illustrations of, 16-10
understanding, 16-7–9
using to calculate return on 

equity, 16-9
WACC and, 16-6

Modified Accelerated Cost 
Recovery System (MACRS), 
11-17–20

Modified internal rate of return 
(MIRR), 10-26–28, 10-35

Modigliani and Miller (M&M) 
propositions

analysis value, 16-11
defined, 16-3
Proposition 1, 16-3–6
Proposition 2, 16-6–11

Money center banks, 2-6
Money markets, 2-9
MRP (marketability risk 

 premium), 8-19
Multinational corporations, 

21-3–4
Multiple analysis, 18-16–19
Multiple–asset portfolios, 

7-19–25, 7-36
Multiple cash flows

calculator tips for, 6-5–6
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I-14 Subject Index

of perpetuities, 6-21–24, 
6-31–32

single–period investment, 
5-16–17

of three cash flows, 6-5–6
time and, 5-20

Present value factor, 5-16
tables, 5-21, 6-11, A-4–5, A-8–9

Present value of an annuity (PVA),  
6-8–17

calculator tip for finding, 6-10, 
6-11–12

computing, 6-10
defined, 6-8
equation, 6-30
example calculation, 6-8–10
formula, deriving, 6-36–37
interest rates, finding, 6-15–17
loan amortization schedule, 

6-12–15
monthly and yearly payments, 

finding, 6-11–12
overview, 6-8–9
tables, 6-10, A-8–9

Pretax cost of debt, 13-11–12, 
13-22, 16-6

Pretax operating cash flow, 12-3. 
See also Earnings before 
interest, taxes, depreciation, 
and amortization

Pretax operating cash flow 
(EBITDA) breakeven point, 
12-11–13, 12-22, 18-6, 18-8

Price–earnings (P/E) ratio, 4-20, 
18-16–17

Price–revenue ratio, 18-19
Price risk, 2-8, 15-12, 20-33
Pricing call, 15-13
Primary market, 2-8
Prime–rate loans, 15-26
Prime rate of interest, 15-26–27
Principal

agency costs and, 16-20
agency relationships, 1-17
defined, 5-6, 16-20
single–period investment, 5-5
two–period investment, 5-5, 5-6

Private companies
dividend payments at, 17-7
financial statements, 18-26–27
marketability, 18-27
public companies vs., 18-26–27

Private equity firms, 15-23–25
Private equity funds, 15-24
Private information, 2-11
Private investments in public 

equity (PIPE), 15-25
Privately held corporations, 1-9
Private markets

defined, 2-10
public markets vs., 15-22–23
raising capital, 15-22–25
transactions, 2-10

Private placements, 2-10, 15-23
Product extension projects, 13-27
Production, globalized, 21-3
Productive assets, 1-3, 1-4–5, 15-5
Products and services description, 

business plan, 18-11

Portfolio risk, 7-21–24, 7-26, 7-34
Portfolios

defined, 7-17
diversified, 7-25. See also 

 Diversification
expected return, 7-20–21, 7-36
market, 7-27
multiple–asset, 7-19–25, 7-36
replicating, 20-29
single–asset, 7-17–19

Portfolios with multiple assets, 
7-19–25

covariance of returns, 7-22–23
expected returns, 7-20–21
overview, 7-19–20
risk, 7-21–24
variance calculation, 7-22–25, 

7-36
Positive correlation, 7-23–24
Positive slope of line of best fit, 

7-30
Postaudit review, 10-34
Posts, 9-5
Potential competition, 15-19
Preferred stock

in capital structure, 16-2
CAPM estimation method, 

13-20
characteristics of, 9-7
computing yield on, 9-23
convertible, 9-7, 20-34
cost of, 13-19–20, 13-28
debt vs. equity debate, 9-7
defined, 3-10, 9-7, 9-21, 13-19
dividends, 6-23, 9-7
as equity, 3-10, 9-7
with fixed maturity, 9-22, 9-25
with no maturity, 9-23
perpetuities, 6-22–23, 9-7
perpetuity model, 13-19,  

13-28
sinking fund provisions, 9-7
valuing, 9-21–23
WACC calculation, 13-21–22

Preliminary prospectus, 15-11–12
Premium bonds, 8-8
Present value (PV). See also Net 

present value
of annuities, 6-9–18, 6-31, 

6-37–38, A-8–9
of annuities due, 6-20–22, B-5
bond valuation, 8-5–6
calculator tips for, 5-20–21, 6-6
defined, 5-16
discount rate and, 5-20
equation, 5-17, 6-5–6
formula, applying, 5-17–19
future value calculation 

 comparison, 5-17–18
future value vs., 5-21–22
of growing annuity, 6-24, 6-32
of growing perpetuity, 6-25, 

6-32
interest rates in calculating, 

6-29–30
of multiple cash flows, 6-5–8
multiple–period investment, 

5-17
option exercise price, 20-23

discounted, 10-16–17
equation, 10-14, 10-35
method summary, 10-18
NPV method comparison,  

10-17–18
payback rule evaluation,  

10-17–18
performance, 10-15–16

Payments
coupon, 8-3, 8-8, 8-10, 8-14, 8-24
dividend. See Dividend 

 payments
end–of–month (EOM), 14-13
interest, 3-28–29, 13-10–11,  

16-6, 16-12–17
to investors, B-13–15
monthly and yearly, finding, 

6-12–13
Payoff functions

for call option, 20-22
defined, 20-22
for manager, 20-41
as not linear, 20-25
for put option, 20-24
shapes of, 20-24
for stockholders and lenders, 

20-39
Payout decisions, 17-16, 19-7
Payout policy, 17-1–24

defined, 17-2
dividends, 17-2–7, 17-10–16, 

17-19–20. See also Dividend 
payout problem; Dividend 
payout ratio

financing plan, 19-4
method, choosing, 17-16
overview, 17-2
stock dividends, 17-16–18
stock repurchases, 17-7–10, 

17-14–16
stock splits, 17-16–18

Pecking order theory, 16-24–25
Peer group analysis, 4-28–29, 4-30
Peer group ratios, 4-29, 4-30
Pension funds, 2-14
Percent change in sales, 19-28
Percent of net income paid out as 

dividends, 19-28
Percent of sales model, 19-7
Performance analysis, 4-30–33
Periods. See Time periods
Permanent working capital,  

14-20–21
Perpetuities, 6-22–23

defined, 6-9, 6-22
growing, 6-25–26, 6-32
preferred stock, 6-22–23, 9-7
present value of, 6-22–24, 

6-31–32
Perpetuity model, 9-9–11, 13-19, 

13-28
Personal investment, 15-7
Per–unit contribution, 12-12
PI (profitability index), 10-30–31, 

10-35
PIPE (private investments in 

public equity), 15-25
Plowback ratio, 19-12, 19-29
Portfolio returns, 7-33–35

Options (continued)
put options, 20-23–24, 20-31
real, 20-21, 20-35
as right vs. obligation, 20-22
risk management and, 20-32–33
shapes of payoff functions, 

20-24–25
underlying assets, 20-21, 20-45, 

20-46
variables that affect values, 

20-46
when to exercise, 20-22

Options market, 2-10
Option valuation, 20-25–35

binomial pricing model in, 
20-46–47

call options, 20-25–35
limits, 20-25–26
options associated with 

 financial securities, 20-33
overview, 20-25
put–call parity, 20-31–32
real options, 20-37
value additivity and, 20-33
variables that affect, 20-46

Ordinary annuities
annuities due vs., 6-20–22
defined, 6-9, 6-20
future value of, 6-19–20, 6-31
present value of, 6-9–18, 6-31, 

6-37–38
Origination, 2-6, 15-11–12
Out–of–pocket expenses

debt, 16-17
direct, 13.9
IPOs, 15-17
public offerings, 15-20

Outstanding loans, current cost 
of, 13-10

Over–the–counter markets, 2-8–9
Owners, cash flow between firm, 

stakeholders, and, 1-3
Owners’ equity, 3-5. See also Equity
Ownership

control and, 1-17
controlling vs. minority  interest, 

18-28
interchangeable terms, 3-5
structure, business plan, 18-11

P
Partnership agreement, 1-8, 18-4
Partnerships

characteristics of, 1-7, 18-4
choosing as form, 18-4–5
defined, 1-8
general, 1-7–8, 18-4–5
limited, 1-7–9, 18-4–5
limited liability, 1-7, 1-10, 18-4–5

Par value, 8-3
Par–value bonds, 8-7–9
Payable date, 17-6
Payables. See Accounts payable
Payback period, 10-14–18

calculation examples, 10-14–15, 
10-17

cash flow patterns, 10-16
cash flows, 10-14, 10-17
computing, 10-14–15
defined, 10-14
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Subject Index  I-15

alternative calculation, 4-20
breakdown, 4-35
defined, 4-7, 4-19
equation, 4-19, 4-24
maximizing as goal, 4-26
M&M Proposition 2 to 

 calculate, 16-9
shortcomings, 4-27
sustainable growth rate (SGR) 

and, 19-25
Returns. See also Rate of return

arithmetic average, 7-15–16, 7-36
average, 7-12–13, 7-15–16, 7-36
Capital Asset Pricing Model 

(CAPM) and, 7-31–35
correlation between, 7-22–23, 

7-35
correlation of 0, 7-22
covariance of, 7-21–22, 7-37
expected, 7-4–8, 7-18, 7-20–21, 

7-30–36, 16-39
geometric (compounded) 

 average, 7-16, 7-36
historical market performance, 

7-12–15
holding period, 7-3–4, 7-36
on investments, 2-15–16, 6-17, 7-4
IPO, 15-16
negative, 7-6, 7-21
negative correlation, 7-22
normally distributed, 7-9
portfolio, 7-33–35
positive correlation, 7-22
risk and, 7-2–3
total holding period, 7-3–4, 7-36
variance formula for, 7-8, 7-36

Revenue
income statement, 3-13
in total contribution, 12-16
volatility of, 12-18

Revenue changes
EBIT and, 12-5–8
EBITDA and, 12-3–5
as profit volatility driver, 12-11

Reverse stock splits, 17-18
Revolving credit, 14-22
Risk, 7-1–40

business, 16-7–8
Capital Asset Pricing Model 

(CAPM) and, 7-31–35
capital structure selection and, 

16-27, B-17–18
cash flow, 1-14
cost of capital and, 10-9–10
country, 21-5–6, 21-17–19, 21-26
credit, 21-25
currency, 21-25–26
default (insolvency), 4-14–15, 

7-19, 8-19–21
defined, 7-2
diversification and, 7-17–26
equity price, 20-33
exchange rate, 20-33, 21-4, 

21-17
expected returns and, 7-20–21, 

7-30–36
financial, 16-7–8
foreign exchange rate, 20-33, 

21-4, 21-17

expected, 13-2. See also Expect-
ed returns

venture capital, 15-8
Ratios. See Financial ratios
Real assets, 2-2, 10-5–6
Real cost of capital, 11-15
Real dollars, 11-14–16
Real investment policy, 16-3, 16-38
Realization principle, 3-4
Realized yield, 8-14–15
Real options, 20-35–38

to abandon projects, 20-37
to change operations, 20-36–37
concluding comments, 20-37
to defer investment, 20-35
defined, 20-35
to make follow–on  investments, 

20-35–36
NPV analysis and, 20-37
overview, 20-35
value of, 20-37

Real rate of interest. See also 
Interest rates

defined, 2-15
determinants, 2-15–17
equilibrium condition, 2-16-17
Fisher equation, 2-18–19
fluctuations in, 2-17
returns on investments, 2-15–16
time preference for 

 consumption, 2-16
yield curves and, 8-22–23

Receivables. See Accounts 
receivable

Record date, 17-6
Redemption value, 8-8
Registered public offering, 15-18. 

See also General cash offers
Regression analysis, 7-27
Regular cash dividends, 17-3
Rental agreements. See Leases
Reorder costs, 14-15
Repatriation of earnings 

 restrictions, 21-17
Replacement, existing asset,  

11-27–28
Replacement costs, 18-13
Replicating portfolios, 20-29–30
Required return, 16-6
Residual cash flows, 1-3
Resource constraint, 10-5
Restricted securities, 15-24
Restrictive current asset 

 management strategy,  
14-10–11

Retained earnings
as equity, 3-9
statement of, 3-16–17, 3-19–21

Retention (plowback) ratio,  
19-12, 19-29

Return on assets (ROA)
alternative calculation, 4-20
breakdown, 4-35
defined, 4-18–19
EBIT (EROA), 4-19–20
equation, 4-19, 4-22–23
strategies for higher, 4-24
variance, 7-36

Return on equity (ROE)

NPV calculations, 10-9–10
options to abandon, 20-37
payback period, 10-14–18, 10-35
product extension, 13-26
ranking, 10-31
risk determination, 10-9–10
search for best, 10-3
stand–alone principle, 11-5
unconventional cash flows, 

10-23–25
Promised yield, 8-12
Promissory notes, 14-22, 14-23
Pro–rata basis, 17-2
Public Accounting Reform and 

Investor Protection Act 
(2002), 1-19

Public announcement,  dividend 
payment, 17-5

Public information, 2-12
Public markets

defined, 1-9, 2-8–9
IPOs and, 15-10
private markets vs., 15-22–23
regulation of, 1-9, 2-10–11

Public offerings
average gross underwriting 

spread, 15-20
defined, 15-10
initial (IPOs), 2-15, 15-1–2,  

15-8–18, 15-22, 20-34
out–of–pocket expenses, 15-20
registered, 15-18. See also  

General cash offers
seasoned, 15-8–9

Pure–play comparable, 13-25
Put–call parity, 20-31–32
Put options, 20-23–24

defined, 20-23
payoff functions for, 20-23
premium, 20-24
value of, 20-23, 20-31

Put premium, 20-24
PV. See Present value
PVA. See Present value of an 

annuity (PVA)

Q
Quick ratio, 4-9–10
Quoted interest rates, 6-26–27

R
Raising capital, 15-1–31

bootstrapping, 15-2–3, 15-22
commercial bank lending, 

15-25–27
conclusions, 15-27
general cash offer by public 

company, 15-18–21
initial public offerings (IPOs), 

15-1–2, 15-7, 15-9–18, 15-22
overview, 15-2
private markets, 15-21–24
venture capital, 15-4–9, 15-23, 

18-1–2
Rate of return. See also Internal 

rate of return; Returns
accounting (ARR), 10-18, 10-35
annuities, 6-16
bond, 8-5
defined, 7-2

Profitability index (PI), 10-30, 
10-31, 10-35

Profitability ratios, 4-18–20
defined, 4-18
EBITDA margin, 4-18
gross profit margin, 4-18
net profit margin, 4-18–19, 

4-23–24
operating profit margin, 4-18
for peer group analysis, 4-29
return on assets (ROA), 4-19–20
return on equity (ROE), 4-20
summary, 4-35
for time–trend analysis, 4-9

Profit maximization, 1-13–14
Profits, growth rates and, 19-27
Pro forma balance sheet

constructing, 19-15–16
final, 19-17
financial planning model, 

 19-8–10, 19-12, 19-15–17
generation of, 19-12
growth and, 19-22
preliminary, 19-15–16

Pro forma financial statements, 
19-7–9

Pro forma income statement,  
19-8, 19-12, 19-22

Progressive tax system, 11-16
Project economics, 12-1–27

break–even analysis, 12-11–15, 
12-22

economic break–even point, 
12-15–18

evaluation of, 12-1–27
operating leverage calculation, 

12-9–11, 12-22
risk analysis, 12-19–22
variable costs, fixed costs, and 

risk, 12-2–9
Projected earnings, 5-27
Project evaluation

alternatives to WACC for,  
13-26–27

multiple discount rates in, 13-27
options to make follow–on 

investments and, 20-35–36
WACC as discount rate for, 

13-23–26
Projects

actual vs. forecasted FCF, 12-2
cash flow calculation, 11-2–10
classification of, 10-4–5
contingent, 10-4–5
conventional cash flows,  

10-21–23
decision making, 10-9–11
with different lives, 11-25–27
efficiency, 13-26
future cash flow estimation, 

10-9–10, 11-2–3
future value, 10-26–28
independent, 10-4, 10-21
initial cost determination,  

10-8–10
market extension, 13-26
mutually exclusive, 10-4, 10-12, 

10-25–26
new product, 13-26
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I-16 Subject Index

historical market  performance 
and, 7-12–15

interpretation of, 7-9–11
normal distribution, 7-9–11
number from the mean, 7-10
understanding, 7-12
width of normal distribution 

and, 7-10
Standard Industrial Classification 

(SIC) System, 4-27
Standardized financial 

 statements, 4-4. See also 
Common–size financial 
statements

Stateless corporations, 21-3
Statement of cash flows, 3-17–19. 

See also Financial  
statements

cash reconciliation, 3-19
defined, 3-17
financing activities, 3-19
illustrated example, 3-19
interrelationship with other 

 financial statements, 
3-19–21

long–term investing activities, 
3–19

operating activities, 3-17–19
organization of, 3-17–19
overview, 3-17
sources and uses of cash, 

3-17–18
Statement of retained earnings, 

3-16–17, 3-20–21
Stock dividends, 17-16–18
Stock exchanges/markets, 9-3
Stockholder–lender agency costs

asset substitution problem,  
16-22–23, 20-39

defined, 16-21
dividend payout problem,  

16-21–22, 20-38–39
payoff functions, 20-40
spin–offs and, 16-22
stockholder and lender  conflict 

and, 16-22
underinvestment problem,  

16-23, 20-40
wealth transfer and, 16-21–22

Stockholder–manager agency 
costs, 16-21, 20-39–40

Stockholder of record, 17-7
Stockholders

aligning interests of  managers 
and, 1-17–21

dividends as investment  
reduction, 17-3

incremental after–tax free cash 
flow interest, 11-3

large, 1-19
payoff functions for, 20-40
perspective on financial 

 statement analysis, 4-2–3
as principals, 1-17

Stockholders’ equity. See also 
Equity

defined, 3-5
market value vs. book value, 3-12

Stock market indexes, 9-5

Semi–strong of the efficient 
 market hypothesis, 2-12

Sensitivity analysis, 12-20
Service contracts, 16-38
Settlement date, 8-8
SGR (sustainable growth rate), 

19-25–27, 19-29
Shareholders’ equity, 3-5.  

See also Equity
Sharpe Ratio, 7-19–20, 7-36
Shelf registration, 15-20–21
Shortage costs, 14-11
Short–term bank loans, 14-21–22
Short–term financing

accounts payable (trade credit), 
14-21

accounts receivable financing, 
14-22–23

bank loans, 14-22–23
commercial paper, 14-22
sources of, 14-21–23

Short–term funding strategy,  
14-21–22

Short–term investments, 14-4, 
14-16

Short–term liquidity ratios, 
4-8–10

current ratio, 4-8–9
defined, 4-8
for peer group analysis, 4-27–28
quick ratio, 4-10
summary, 4-34–35
for time–trend analysis, 4-9

Short–term solvency ratios, 4-8
SIC (Standard Industrial Classifi-

cation) System, 4-27
Simple annual interest rate, 6-25
Simple interest, 5-5–7, 6-26
Simulation analysis, 12-21
Single–asset portfolios, 7-17–19
Single period, capital rationing in, 

10-31–32
Single–period investments

future value, 5-4–5
present value, 5-16–17

Sinking fund provisions, 9-7
Slope of line of best fit, 7-28–30
SML (Security Market Line), 7-32, 

13-24, 20-29
Sole proprietorships, 1–8,  

18-3–5
Special dividends, 17-3
Specialists, 9-5
Speculative–grade bonds, 8-19
Spin–offs, 16-22
Spot rates, 21-10–13
Spread

bid–ask, 21-27
lending–borrowing, 2-3
underwriting, 2-6, 15-12, 15-17, 

15-21, 16-17
Staged funding, 15-6
Stakeholders, 1-2–3, 4-3
Stand–alone principle, 11-5
Standard and Poor’s 500 Index, 

9-5
Standard deviation (σ)

calculation of, 7-8–9, 7-18, 7-23
defined, 7-9

Sarbanes–Oxley Act (2002), 
1-19–21, 3-1, 15-24

Savings bonds, U.S., 8-4
Scaling, 4-4, 4-8
Scenario analysis, 12-20–21
S–corporation, 1-7, 1-9, 18-4–5
Seasoned public offering, 15-9–10
Seasoned securities, 15-11
SEC. See Securities and Exchange 

Commission
Secondary markets

auctions, 9-4–5
brokers, 9-4
dealers, 9-4
defined, 2-8
direct search, 9-4
efficiency of, 9-4–5
importance of, 2-8
major, 9-3
NASDAQ, 9-3
New York Stock Exchange 

(NYSE), 9-3
overview, 9-2–3
for stocks, 9-2–5
world stock exchanges/markets, 

9-3
Second valuation principle,  

18-12–13
Secured loans, 14-24
Securities. See also specific types 

of securities
derivative, 2-10, 20-33
direct financing, 2-4, 2-5–7
fixed–income, 8-3–4
flight to quality, 15-23
government, 7-30. See also  

Treasury bills; Treasury 
bonds; Treasury notes;  
Treasury securities

interchangeable terms, 2-5
options associated with, 20-33–35
restricted, 15-25
seasoned vs. unseasoned,  

15-11
Securities Act of 1933, 1-20
Securities and Exchange Com-

mission (SEC)
EDGAR database, 19-6
FASB authority, 3-3
financial statement filings, 

11-17
IPO requirements, 15-10–11
preliminary prospectus,  

15-11–12
private equity firms and, 15-25
private placements and, 15-23
public market regulation, 1-9, 

2-10–11
securities registration, 2-6,  

15-10–11, 15-13, 15-19–21
subprime mortgage market 

meltdown and, 8-30
transaction analysis data, 18-19

Securitization, 8-30
Security Market Line (SML), 7-32, 

13-24, 20-29
Selling group, 15-12
Semiannual compounding, 

8-9–10

Risk (continued)
informed judgment about, 

19-10–11
interest rate, 8-15–18, 8-23, 

20-33
international bank lending, 

21-25–26
investment project, 10-9–10
market, 7-28, 7-31, 13-2,  

13-14–15
portfolio, and expected returns, 

7-34
portfolios with more than one 

asset, 7-21–24
portfolio, total, 7-26
price, 2-8, 15-12, 20-33
project economics, 12-2–9
return and, 7-2–3
seasoned vs. unseasoned 

 securities, 15-11
standard deviation as  measure 

of, 7-8–15, 7-23
systematic, 7-25–31, 7-33, 7-36, 

13-2
total, 16-7–8
unsystematic, 7-25–26, 13-2
variance as measure of, 7-8–15, 

7-22–25, 7-36
venture capital and, 15-4, 

15-6–7
Risk analysis, 12-19–22

overview, 12-19
scenario analysis, 12-20–21
sensitivity analysis, 12-20
simulation analysis, 12-21–22

Risk–free rate
common stock, 13-14
interest, 20-28
options, 20-28

Risk management, options and, 
20-32–33

Risk manager, 1-11, 1-12
Risk taking, 8-18
Road show, 15-13
Round lots, 17-18
Rule of 72, 5-25

S
Sales

competitive, 15-19–21
crossover level of unit, 12-13, 

12-15, 12-23
days’ sales in inventory, 4-11, 

14-7
days’ sales outstanding, 

4-12–13, 14-8, 14-15
discussion, business plan, 18-11
financial statement items 

 varying with, 19-8
forecasts, 19-5–6
inventory levels and, 19-19
negotiated, 15-19–21
net, 4-6
percent change in, 19-28
percent of sales model, 19-7
taxes and, 11-21
terms of, 14-13–14

Salvage rights, 16-33
Salvage value, 11-18–21, 11-24, 

11-26
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Subject Index  I-17

formula, 4-13
net profit margin vs., 4-23–24
in ROA equation, 4-22–24

Total contribution, 12-16, 12-17
Total debt ratio, 4-15, 4-16
Total holding period returns, 

7-3–4, 7-36
Total simple interest, 5-7
Trade credit, 14-4, 14-21, 14-24
Trade–off strategy, working  

capital, 14-11–12
Trade–off theory, 16-18, 16-24
Trading range argument, 17-18
Transaction costs, 2-8, 2-11,  

16-35–37
Transactions analysis, 18-16, 

18-19–20
Transnational corporations, 21-3
Transparency, 1-22, 8-3
Treasurer, 1-11
Treasury bills, 7-13, 7-18, 7-30, 

8-18, 13-14–15
Treasury bonds, 7-30, 13-14–15, 

13-21
Treasury notes, 7-30, 13-14
Treasury securities, 8-21–22, 

15-26
Treasury stock, 3-10. See also 

Stock repurchases
Trend analysis

benchmark establishment, 
4-27–28

defined, 4-4
ratios for, 4-9

Trends
cyclical, 2-20–21
historical, 19-13
in interest rates, 2-2021
long–term, 2-20–21

Trial–and–error method, IRR, 
10-20–21

True (intrinsic) value, 2-10, 18-20
Truth–in–Lending Act (1968), 

6-27, 6-28
Truth–in–Savings Act (1991), 6-27
Truth in Securities Act (1933), 

1-19
Two–period investments, 5-5–6

U
U.K. GAAP, 3-4
Unconventional cash flows,  

10-23–25
Underinvestment problem, 16-23, 

20-40
Underlying assets, 20-22, 20-

28–29
Underpricing, IPOs, 15-15–17
Underwriter’s compensation, 2-7, 

15-12
Underwriter’s spread, 15-12. See 

also Underwriting spread
Underwriting

best–effort, 2-6, 15-12
defined, 2-6
in direct financing, 2-5–6
due diligence meeting, 15-13
firm–commitment, 2-6, 15-12
IPOs, 15-11–13, 15-17

firm value and, 16-11–12,  
16-14–15, B-11–15

leasing and, 16-34–35
sale of assets and, 11-21
stock repurchases and, 17-8–9

Tax rates
average, 3-26–27, 11-16–17,  

18-21–22
capital structure and, 16-17
corporate, 3-27–28, 11-16–17, 

16-13, B-2–3, B-7, B-11–
13–14

depreciation and, 11-16–19
dividend, 17-13–14
marginal, 3-26–27, 11-4, 11-

16–17, 18-22
Tax Reform Act (1986), 11-17
TDM (Time to double money), 

5-25
Tender offers, 17-9
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