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CHAPTER

THE ROLE
AND ENVIRONMENT
OF MANAGERIAL FINANCE

LEARNING GOALS

Define finance, the major areas of finance
and the career opportunities available in this
field, and the legal forms of business
organization.

Describe the managerial finance function
and its relationship to economics and
accounting.

Identify the primary activities of the financial
manager within the firm.

Explain why wealth maximization, rather than
profit maximization, is the firm’s goal and how the
agency issue is related to it.

@

o Understand the relationship between financial
—,/J institutions and markets, and the role and opera-
tions of the money and capital markets.

Discuss the fundamentals of business taxation of
ordinary income and capital gains, and explain
the treatment of tax losses.

Across the Disciplines WHY THIS CHAPTER MATTERS TO YOU

Accounting: You need to understand the relationships
between the firm’s accounting and finance functions; how the
financial statements you prepare will be used for making
investment and financing decisions; ethical behavior by those
responsible for a firm's funds; what agency costs are and why
the firm must bear them; and how to calculate the tax effects of
proposed transactions.

Information systems: You need to understand the organization
of the firm; why finance personnel require both historical and
projected data to support investment and financing decisions;
and what data are necessary for determining the firm’s tax
liability.

Management: You need to understand the legal forms of busi-
ness organization; the tasks that will be performed by finance

personnel; the goal of the firm; the issue of management com-
pensation; the role of ethics in the firm; the agency problem;
and the firm’s relationship to various financial institutions and
markets.

Marketing: You need to understand how the activities you pur-
sue will be affected by the finance function, such as the firm’s
cash and credit management policies; the role of ethics in pro-
moting a sound corporate image; and the role the financial mar-
kets play in the firm's ability to raise capital for new projects.

Operations: You need to understand the organization of the
firm and of the finance function in particular; why maximizing
profit is not the main goal of the firm; the role of financial insti-
tutions and markets in providing funds for the firm’s production
capacity; and the agency problem and the role of ethics.



STARBUCKS

KEEPING STARBUCKS
HoT AND STRONG
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Sometimes it seems that there’s a Starbucks TSNNSOV
on every corner—and now in supermar-
kets and hospitals, too. The company that rev-
olutionized the way we think about coffee now
has over 4,800 retail locations worldwide and
15 million customers lining up for lattes and
other concoctions each week.

The chain’s success is tied to somewhat
unusual business strategies. Its mission statement emphasizes creating a better work environ-
ment for employees first, then satisfying customers and promoting good corporate citizenship
within its communities. For example, Starbucks was one of the first companies to offer part-time
employees health benefits and equity (ownership). The goal is to create an experience that builds
trust with the customer. Profits are among the last of the company’s guiding principles.

Starbucks’ bond with employees and customers has translated into sales and earnings as
strong as its coffee. Annual sales growth from 1997 to 2000 ranged from 28 to almost 40 percent,
and annual growth in earnings per share ranged from about 12 to 81 percent. A share of Star-
bucks’ stock purchased in November 1996 increased in value by 17 percent over the five years
ended November 2001. That compares favorably with the 15 percent gain realized by its industry
peers and the 7 percent gain for companies in the Standard & Poor’s 500 Index.

Despite the U.S. economic slowdown in 2001, the company expects to keep its growth perk-
ing over the next five years. Although some fear that Starbucks has saturated the domestic mar-
ket, same-store sales keep rising as the company introduces new products. Starbucks has even
become quite successful in unexpected markets, such as Japan.

Accomplishing its business objectives while building shareholder value requires sound
financial management—raising funds to open new stores and build more roasting plants, decid-
ing when and where to put them, managing cash collections, reducing purchasing costs, and
dealing with fluctuations in the value of foreign currency and with other risks as it buys coffee
beans and expands overseas. To finance its growth, Starbucks went public (sold common stock)
in 1992, and its stock trades on the Nasdaq national market. lts next securities offering was the
sale of convertible bonds, debt securities that could be converted into common stock at a speci-
fied price. Those bonds were successfully converted into common stock by 1996, and today the
company has almost no long-term debt.

Like Starbucks, every company must deal with many different issues to keep its financial
condition solid. Chapter 1 introduces managerial finance and its key role in helping an organiza-
tion meet its financial and business objectives.
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4 PART 1

Introduction to Managerial Finance

) 1.1 Finance and Business

finance
The art and science of managing
money.

financial services

The part of finance concerned
with the design and delivery of
advice and financial products to
individuals, business, and

government. ﬁv

managerial finance

Concerns the duties of the finan-
cial manager in the business
firm.

financial manager

Actively manages the financial
affairs of any type of business,

whether financial or nonfinan-

cial, private or public, large or

small, profit-seeking or not-for-
profit.

The field of finance is broad and dynamic. It directly affects the lives of every per-
son and every organization. There are many areas and career opportunities in the
field of finance. Basic principles of finance, such as those you will learn in this
textbook, can be universally applied in business organizations of different types.

What Is Finance?

Finance can be defined as the art and science of managing money. Virtually all
individuals and organizations earn or raise money and spend or invest money.
Finance is concerned with the process, institutions, markets, and instruments
involved in the transfer of money among individuals, businesses, and govern-
ments. Most adults will benefit from an understanding of finance, which will
enable them to make better personal financial decisions. Those who work in
financial jobs will benefit by being able to interface effectively with the firm’s
financial personnel, processes, and procedures.

Major Areas and Opportunities in Finance

The major areas of finance can be summarized by reviewing the career opportu-
nities in finance. These opportunities can, for convenience, be divided into two
broad parts: financial services and managerial finance.

Financial Services

Financial services is the area of finance concerned with the design and delivery of
advice and financial products to individuals, business, and government. It
involves a variety of interesting career opportunities within the areas of banking
and related institutions, personal financial planning, investments, real estate, and
insurance. Career opportunities available in each of these areas are described at
this textbook’s Web site at wiwiw.aw.com/gitman.

Managerial Finance

Managerial finance is concerned with the duties of the financial manager in the
business firm. Financial managers actively manage the financial affairs of any
type of businesses—financial and nonfinancial, private and public, large and
small, profit-seeking and not-for-profit. They perform such varied financial tasks
as planning, extending credit to customers, evaluating proposed large expendi-
tures, and raising money to fund the firm’s operations. In recent years, the chang-
ing economic and regulatory environments have increased the importance and
complexity of the financial manager’s duties. As a result, many top executives
have come from the finance area.

Another important recent trend has been the globalization of business activ-
ity. U.S. corporations have dramatically increased their sales, purchases, invest-
ments, and fund raising in other countries, and foreign corporations have likewise
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sole proprietorship

A business owned by one person
and operated for his or her own
profit.

unlimited liability

The condition of a sole propri-
etorship (or general partnership)
allowing the owner’s total
wealth to be taken to satisfy
creditors.

partnership

A business owned by two or
more people and operated for
profit.

articles of partnership

The written contract used to
formally establish a business
partnership.

corporation

An artificial being created by
law (often called a “legal
entity”).

Hint * For many small
corporations, as well as small
proprietorships and partner-
ships, there is no access to
financial markets. In addition,
whenever the owners take out a
loan, they usually must
personally cosign the loan.
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increased these activities in the United States. These changes have created a need
for financial managers who can help a firm to manage cash flows in different cur-
rencies and protect against the risks that naturally arise from international trans-
actions. Although these changes make the managerial finance function more com-
plex, they can also lead to a more rewarding and fulfilling career.

Legal Forms of Business Organization

The three most common legal forms of business organization are the sole propri-
etorship, the partnership, and the corporation. Other specialized forms of business
organization also exist. Sole proprietorships are the most numerous. However,
corporations are overwhelmingly dominant with respect to receipts and net prof-
its. Corporations are given primary emphasis in this textbook.

Sole Proprietorships

A sole proprietorship is a business owned by one person who operates it for his
or her own profit. About 75 percent of all business firms are sole proprietorships.
The typical sole proprietorship is a small business, such as a bike shop, personal
trainer, or plumber. The majority of sole proprietorships are found in the whole-
sale, retail, service, and construction industries.

Typically, the proprietor, along with a few employees, operates the propri-
etorship. He or she normally raises capital from personal resources or by borrow-
ing and is responsible for all business decisions. The sole proprietor has unlimited
liability; his or her total wealth, not merely the amount originally invested, can be
taken to satisfy creditors. The key strengths and weaknesses of sole proprietor-
ships are summarized in Table 1.1.

Partnerships

A partnership consists of two or more owners doing business together for profit.
Partnerships account for about 10 percent of all businesses, and they are typically
larger than sole proprietorships. Finance, insurance, and real estate firms are the
most common types of partnership. Public accounting and stock brokerage part-
nerships often have large numbers of partners.

Most partnerships are established by a written contract known as articles of
partnership. In a general (or regular) partnership, all partners have unlimited lia-
bility, and each partner is legally liable for all of the debts of the partnership.
Strengths and weaknesses of partnerships are summarized in Table 1.1.

Corporations

A corporation is an artificial being created by law. Often called a “legal entity,” a
corporation has the powers of an individual in that it can sue and be sued, make
and be party to contracts, and acquire property in its own name. Although only
about 15 percent of all businesses are incorporated, the corporation is the domi-
nant form of business organization in terms of receipts and profits. It accounts
for nearly 90 percent of business receipts and 80 percent of net profits. Although
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I  Strengths and Weaknesses of the Common Legal Forms
of Business Organization

Sole proprietorship

Partnership

Corporation

Strengths e Owner receives all profits (and e Can raise more funds than sole e Owners have limited liability,
sustains all losses) proprietorships which guarantees that they can-
® Low organizational costs e Borrowing power enhanced not lose more than they invested
e Income included and taxed on by more owners e Can achieve large size via sale
proprietor’s personal tax return e More available brain power and of stock
¢ Independence managerial skill e Ownership (stock) is readily
e Secrecy ¢ Income included and taxed transferable
e Ease of dissolution on partner’s tax return e Long life of firm
e Can hire professional managers
e Has better access to financing
e Receives certain tax advantages
Weaknesses ~ ® Owner has unlimited liability— e Owners have unlimited liability e Taxes generally higher, because

total wealth can be taken to
satisfy debts

Limited fund-raising power tends
to inhibit growth

and may have to cover debts of
other partners

Partnership is dissolved when a
partner dies

corporate income is taxed, and
dividends paid to owners are also
taxed

More expensive to organize than

trades

dies

Proprietor must be jack-of-all- o

Difficult to give employees long-
run career opportunities o
e Lacks continuity when proprietor

other business forms

Subject to greater government
regulation

Lacks secrecy, because stock-

holders must receive financial
reports

Difficult to liquidate or transfer
partnership

stockholders

The owners of a corporation,
whose ownership, or equity, is
evidenced by either common
stock or preferred stock.

common stock
The purest and most basic form
of corporate ownership.

dividends
Periodic distributions of earnings
to the stockholders of a firm.

board of directors

Group elected by the firm’s
stockholders and having ultimate
authority to guide corporate
affairs and make general policy.

corporations are involved in all types of businesses, manufacturing corporations
account for the largest portion of corporate business receipts and net profits. The
key strengths and weaknesses of large corporations are summarized in Table 1.1.

The owners of a corporation are its stockholders, whose ownership, or
equity, is evidenced by either common stock or preferred stock.! These forms of
ownership are defined and discussed in Chapter 7; at this point suffice it to say
that common stock is the purest and most basic form of corporate ownership.
Stockholders expect to earn a return by receiving dividends—periodic distribu-
tions of earnings—or by realizing gains through increases in share price.

As noted in the upper portion of Figure 1.1, the stockholders vote periodically
to elect the members of the board of directors and to amend the firm’s corporate
charter. The board of directors has the ultimate authority in guiding corporate
affairs and in making general policy. The directors include key corporate person-
nel as well as outside individuals who typically are successful businesspeople and
executives of other major organizations. Outside directors for major corporations
are generally paid an annual fee of $10,000 to $20,000 or more. Also, they are

1. Some corporations do not have stockholders but rather have “members” who often have rights similar to those of
stockholders—that is, they are entitled to vote and receive dividends. Examples include mutual savings banks, credit
unions, mutual insurance companies, and a whole host of charitable organizations.
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_ Corporate Organization

Corporate official responsible for
managing the firm's day-to-day
operations and carrying out the

The general organization of a corporation and the finance function (which is shown in yellow)

Stockholders

T D . . 0 oot

felect?

Board oFVDirecfors Owners
hi Ees
President Managers
(CEO) 9

Vice President Vice President Vice President

Vice President Vice President

Human : Finance . Information
Resources Manufacturing (CFO) Markefing Resources
Treasurer Controller
Capital Credit Foreign Tax Cost
Expenditure Manager Exchange Manager Accounting
Manager 9 Manager 9 Manager
SlEeTiade Corporate Financial
Planning and Cash Pension Fund Acccl,so nfin Accountin
Fund-Raising Manager Manager M unting M uniing
e anager anager
frequently granted options to buy a specified number of shares of the firm’s stock
at a stated—and often attractive—price.
president or chief The president or chief executive officer (CEO) is responsible for managing
executive officer (CEO) day-to-day operations and carrying out the policies established by the board. The

CEOQ is required to report periodically to the firm’s directors.
It is important to note the division between owners and managers in a large

policies established by the hoard ~ COrporation, as shown by the dashed horizontal line in Figure 1.1. This separa-
of directors. tion and some of the issues surrounding it will be addressed in the discussion of

the agency issue later in this chapter.
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limited partnership (LP)

S corporation (S corp)

limited liability corporation (LLC)
limited liability partnership (LLP)
See Table 1.2.

Other Limited Liability Organizations

A number of other organizational forms provide owners with limited liability.
The most popular are limited partnerships (LPs), S corporations (S corps), limited
liability corporations (LLCs), and limited liability partnerships (LLPs). Each rep-
resents a specialized form or blending of the characteristics of the organizational
forms described before. What they have in common is that their owners enjoy
limited liability, and they typically have fewer than 100 owners. Each of these
limited liability organizations is briefly described in Table 1.2.

The Study of Managerial Finance

An understanding of the theories, concepts, techniques, and practices presented
throughout this text will fully acquaint you with the financial manager’s activities
and decisions. Because most business decisions are measured in financial terms,
the financial manager plays a key role in the operation of the firm. People in all
areas of responsibility—accounting, information systems, management, market-
ing, operations, and so forth—need a basic understanding of the managerial
finance function.

All managers in the firm, regardless of their job descriptions, work with finan-
cial personnel to justify laborpower requirements, negotiate operating budgets,
deal with financial performance appraisals, and sell proposals at least partly on the
basis of their financial merits. Clearly, those managers who understand the finan-

AN Other Limited Liability Organizations

Organization

Description

Limited partnership (LP)

S corporation (S corp)

A partnership in which one or more partners have limited liability as long as at least one
partner (the general partner) has unlimited liability. The limited partners cannot take an
active role in the firm’s management; they are passive investors.

A tax-reporting entity that (under Subchapter S of the Internal Revenue Code)

allows certain corporations with 75 or fewer stockholders to choose to be taxed as
partnerships. Its stockholders receive the organizational benefits of a corporation and
the tax advantages of a partnership. But S corps lose certain tax advantages related to
pension plans.

Limited liability corporation (LLC) Permitted in most states, the LLC gives its owners, like those of S corps, limited liability

and taxation as a partnership. But unlike an S corp, the LLC can own more than 80%
of another corporation, and corporations, partnerships, or non-U.S. residents can own
LLC shares. LLCs work well for corporate joint ventures or projects developed through
a subsidiary.

Limited liability partnership (LLP)“ A partnership permitted in many states; governing statutes vary by state. All LLP

partners have limited liability. They are liable for their own acts of malpractice, not for
those of other partners. The LLP is taxed as a partnership. LLPs are frequently used by
legal and accounting professionals.

9In recent years this organizational form has begun to replace professional corporations or associations—corporations formed by groups of
professionals such as attorneys and accountants that provide limited liability except for that related to malpractice—because of the tax advantages

it offers.
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GRS Career Opportunities in Managerial Finance

Position

Description

Financial analyst
Capital expenditures manager
Project finance manager

Cash manager

Credit analyst/manager
Pension fund manager

Foreign exchange manager

Primarily prepares the firm’s financial plans and budgets. Other duties include financial fore-
casting, performing financial comparisons, and working closely with accounting.

Evaluates and recommends proposed asset investments. May be involved in the financial
aspects of implementing approved investments.

In large firms, arranges financing for approved asset investments. Coordinates consultants,
investment bankers, and legal counsel.

Maintains and controls the firm’s daily cash balances. Frequently manages the firm’s cash col-
lection and disbursement activities and short-term investments; coordinates short-term borrow-
ing and banking relationships.

Administers the firm’s credit policy by evaluating credit applications, extending credit, and
monitoring and collecting accounts receivable.

In large companies, oversees or manages the assets and liabilities of the employees’ pension

fund.

Manages specific foreign operations and the firm’s exposure to fluctuations in exchange rates.

cial decision-making process will be better able to address financial concerns and
will therefore more often get the resources they need to attain their own goals. The
“Across the Disciplines” element that appears on each chapter-opening page
should help you understand some of the many interactions between managerial
finance and other business careers.

As you study this text, you will learn about the career opportunities in man-
agerial finance, which are briefly described in Table 1.3. Although this text focuses
on publicly held profit-seeking firms, the principles presented here are equally
applicable to private and not-for-profit organizations. The decision-making prin-
ciples developed in this text can also be applied to personal financial decisions. I
hope that this first exposure to the exciting field of finance will provide the foun-
dation and initiative for further study and possibly even a future career.

( Review Questions )

1-1  What is finance? Explain how this field affects the lives of everyone and
every organization.

1-2  What is the financial services area of finance? Describe the field of man-
agerial finance.

1-3  Which legal form of business organization is most common? Which form
is dominant in terms of business receipts and net profits?

1-4  Describe the roles and the basic relationship among the major parties in a
corporation—stockholders, board of directors, and president. How are
corporate owners compensated?

1-5  Briefly name and describe some organizational forms other than corpora-
tions that provide owners with limited liability.

1-6  Why is the study of managerial finance important regardless of the specific
area of responsibility one has within the business firm?
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treasurer

The firm's chief financial man-
ager, who is responsible for the
firm’s financial activities, such
as financial planning and fund
raising, making capital expendi-
ture decisions, and managing
cash, credit, the pension fund,
and foreign exchange.

controller

The firm's chief accountant, who
is responsible for the firm's
accounting activities, such as
corporate accounting, tax
management, financial account-
ing, and cost accounting.

Hint A controller is
sometimes referred to as a
comptroller. Not-for-profit and
governmental organizations
frequently use the title of
comptroller.

foreign exchange manager
The manager responsible for
monitoring and managing the
firm’'s exposure to loss from
currency fluctuations.

marginal analysis

Economic principle that states
that financial decisions should
be made and actions taken only
when the added benefits exceed
the added costs.

Introduction to Managerial Finance

The Managerial Finance Function

People in all areas of responsibility within the firm must interact with finance
personnel and procedures to get their jobs done. For financial personnel to
make useful forecasts and decisions, they must be willing and able to talk to
individuals in other areas of the firm. The managerial finance function can be
broadly described by considering its role within the organization, its relation-
ship to economics and accounting, and the primary activities of the financial
manager.

Organization of the Finance Function

The size and importance of the managerial finance function depend on the size of
the firm. In small firms, the finance function is generally performed by the
accounting department. As a firm grows, the finance function typically evolves
into a separate department linked directly to the company president or CEO
through the chief financial officer (CFO). The lower portion of the organizational
chart in Figure 1.1 (on page 7) shows the structure of the finance function in a
typical medium-to-large-size firm.

Reporting to the CFO are the treasurer and the controller. The treasurer (the
chief financial manager) is commonly responsible for handling financial activi-
ties, such as financial planning and fund raising, making capital expenditure deci-
sions, managing cash, managing credit activities, managing the pension fund, and
managing foreign exchange. The controller (the chief accountant) typically han-
dles the accounting activities, such as corporate accounting, tax management,
financial accounting, and cost accounting. The treasurer’s focus tends to be more
external, the controller’s focus more internal. The activities of the treasurer, or
financial manager, are the primary concern of this text.

If international sales or purchases are important to a firm, it may well
employ one or more finance professionals whose job is to monitor and manage
the firm’s exposure to loss from currency fluctuations. A trained financial man-
ager can “hedge,” or protect against such a loss, at reasonable cost by using a
variety of financial instruments. These foreign exchange managers typically
report to the firm’s treasurer.

Relationship to Economics

The field of finance is closely related to economics. Financial managers must
understand the economic framework and be alert to the consequences of varying
levels of economic activity and changes in economic policy. They must also be
able to use economic theories as guidelines for efficient business operation.
Examples include supply-and-demand analysis, profit-maximizing strategies, and
price theory. The primary economic principle used in managerial finance is
marginal analysis, the principle that financial decisions should be made and
actions taken only when the added benefits exceed the added costs. Nearly all
financial decisions ultimately come down to an assessment of their marginal ben-
efits and marginal costs.
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EXAMPLEY Jamie Teng is a financial manager for Nord Department Stores, a large chain of

accrual basis

In preparation of financial
statements, recognizes revenue
at the time of sale and recognizes
expenses when they are
incurred.

cash basis

Recognizes revenues and
expenses only with respect to
actual inflows and outflows of
cash.

upscale department stores operating primarily in the western United States. She is
currently trying to decide whether to replace one of the firm’s online computers
with a new, more sophisticated one that would both speed processing and handle
a larger volume of transactions. The new computer would require a cash outlay
of $80,000, and the old computer could be sold to net $28,000. The total bene-
fits from the new computer (measured in today’s dollars) would be $100,000.
The benefits over a similar time period from the old computer (measured in
today’s dollars) would be $35,000. Applying marginal analysis, Jamie organizes
the data as follows:

Benefits with new computer $100,000
Less: Benefits with old computer 35,000

(1) Marginal (added) benefits $65,000
Cost of new computer $ 80,000
Less: Proceeds from sale of old computer 28,000

(2) Marginal (added) costs 52,000
Net benefit [(1) — (2)] $13,000

Because the marginal (added) benefits of $65,000 exceed the marginal (added)
costs of $52,000, Jamie recommends that the firm purchase the new computer to
replace the old one. The firm will experience a net benefit of $13,000 as a result
of this action.

Relationship to Accounting

The firm’s finance (treasurer) and accounting (controller) activities are closely
related and generally overlap. Indeed, managerial finance and accounting are not
often easily distinguishable. In small firms the controller often carries out the
finance function, and in large firms many accountants are closely involved in var-
ious finance activities. However, there are two basic differences between finance
and accounting; one is related to the emphasis on cash flows and the other to
decision making.

Emphasis on Cash Flows

The accountant’s primary function is to develop and report data for measuring
the performance of the firm, assessing its financial position, and paying taxes.
Using certain standardized and generally accepted principles, the accountant pre-
pares financial statements that recognize revenue at the time of sale (whether pay-
ment has been received or not) and recognize expenses when they are incurred.
This approach is referred to as the accrual basis.

The financial manager, on the other hand, places primary emphasis on cash
flows, the intake and outgo of cash. He or she maintains the firm’s solvency by plan-
ning the cash flows necessary to satisfy its obligations and to acquire assets needed
to achieve the firm’s goals. The financial manager uses this cash basis to recognize
the revenues and expenses only with respect to actual inflows and outflows of cash.
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EXAMPLEY

A

Hint * The primary emphasis
of accounting is on accrual
methods; the primary emphasis
of financial management is on
cash flow methods.

Introduction to Managerial Finance

Regardless of its profit or loss, a firm must have a sufficient flow of cash to meet its
obligations as they come due.

Nassau Corporation, a small yacht dealer, sold one yacht for $100,000 in the cal-
endar year just ended. The yacht was purchased during the year at a total cost of
$80,000. Although the firm paid in full for the yacht during the year, at year-end
it has yet to collect the $100,000 from the customer. The accounting view and the
financial view of the firm’s performance during the year are given by the follow-
ing income and cash flow statements, respectively.

Accounting View
(accrual basis)

Financial View
(cash basis)

Nassau Corporation
Income Statement
for the Year Ended 12/31

Nassau Corporation
Cash Flow Statement
for the Year Ended 12/31

Sales revenue $100,000 Cash inflow $ 0
Less: Costs 80,000 Less: Cash outflow 80,000
Net profit $ 20,000 Net cash flow ($80,000)

In an accounting sense Nassau Corporation is profitable, but in terms of
actual cash flow it is a financial failure. Its lack of cash flow resulted from the
uncollected account receivable of $100,000. Without adequate cash inflows to
meet its obligations, the firm will not survive, regardless of its level of profits.

As the example shows, accrual accounting data do not fully describe the cir-
cumstances of a firm. Thus the financial manager must look beyond financial
statements to obtain insight into existing or developing problems. Of course,
accountants are well aware of the importance of cash flows, and financial man-
agers use and understand accrual-based financial statements. Nevertheless, the
financial manager, by concentrating on cash flows, should be able to avoid insol-
vency and achieve the firm’s financial goals.

Decision Making

The second major difference between finance and accounting has to do with deci-
sion making. Accountants devote most of their attention to the collection and
presentation of financial data. Financial managers evaluate the accounting state-
ments, develop additional data, and make decisions on the basis of their assess-
ment of the associated returns and risks. Of course, this does not mean that
accountants never make decisions or that financial managers never gather data.
Rather, the primary focuses of accounting and finance are distinctly different.

Primary Activities of the Financial Manager

In addition to ongoing involvement in financial analysis and planning, the finan-
cial manager’s primary activities are making investment decisions and making
financing decisions. Investment decisions determine both the mix and the type of



Financial Activities
Primary activities of the
financial manager

s 1.3

earnings per share (EPS)

The amount earned during the
period on behalf of each
outstanding share of common
stock, calculated by dividing the
period’s total earnings available
for the firm's common stockhold-
ers by the number of shares of
common stock outstanding.
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Current Current
Making Assets Liabilities Making
Investment Financing
Decisions Fixed Long-Term Decisions
Assets Funds

assets held by the firm. Financing decisions determine both the mix and the type
of financing used by the firm. These sorts of decisions can be conveniently viewed
in terms of the firm’s balance sheet, as shown in Figure 1.2. However, the deci-
sions are actually made on the basis of their cash flow effects on the overall value
of the firm.

C Review Questions )

1-7  What financial activities is the treasurer, or financial manager, responsible
for handling in the mature firm?

1-8  What is the primary economic principle used in managerial finance?

1-9 What are the major differences between accounting and finance with
respect to emphasis on cash flows and decision making?

1-10 What are the two primary activities of the financial manager that are
related to the firm’s balance sheet?

Goal of the Firm

As noted earlier, the owners of a corporation are normally distinct from its man-
agers. Actions of the financial manager should be taken to achieve the objectives
of the firm’s owners, its stockholders. In most cases, if financial managers are
successful in this endeavor, they will also achieve their own financial and profes-
sional objectives. Thus financial managers need to know what the objectives of
the firm’s owners are.

Maximize Profit?

Some people believe that the firm’s objective is always to maximize profit. To
achieve this goal, the financial manager would take only those actions that were
expected to make a major contribution to the firm’s overall profits. For each
alternative being considered, the financial manager would select the one that is
expected to result in the highest monetary return.

Corporations commonly measure profits in terms of earnings per share
(EPS), which represent the amount earned during the period on behalf of each
outstanding share of common stock. EPS are calculated by dividing the period’s
total earnings available for the firm’s common stockholders by the number of
shares of common stock outstanding.
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EXAMPLE Y Nick Dukakis, the financial manager of Neptune Manufacturing, a producer of

marine engine components, is choosing between two investments, Rotor and
Valve. The following table shows the EPS that each investment is expected to
have over its 3-year life.

Earnings per share (EPS)

Investment Year 1 Year 2 Year 3 Total for years 1, 2, and 3
Rotor $1.40 $1.00 $0.40 $2.80
Valve 0.60 1.00 1.40 3.00

In terms of the profit maximization goal, Valve would be preferred over
Rotor, because it results in higher total earnings per share over the 3-year period
($3.00 EPS compared with $2.80 EPS).

But is profit maximization a reasonable goal? No. It fails for a number of
reasons: It ignores (1) the timing of returns, (2) cash flows available to stockhold-
ers, and (3) risk.2

Timing

Because the firm can earn a return on funds it receives, the receipt of funds sooner
rather than later is preferred. In our example, in spite of the fact that the total
earnings from Rotor are smaller than those from Valve, Rotor provides much
greater earnings per share in the first year. The larger returns in year 1 could be
reinvested to provide greater future earnings.

Cash Flows

Profits do not necessarily result in cash flows available to the stockholders. Own-
ers receive cash flow in the form of either cash dividends paid them or the pro-
ceeds from selling their shares for a higher price than initially paid. Greater EPS
do not necessarily mean that a firm’s board of directors will vote to increase divi-
dend payments.

Furthermore, higher EPS do not necessarily translate into a higher stock
price. Firms sometimes experience earnings increases without any correspond-
ingly favorable change in stock price. Only when earnings increases are accompa-
nied by increased future cash flows would a higher stock price be expected. For
example, a firm in a highly competitive technology-driven business could increase
its earnings by significantly reducing its research and development expenditures.
As a result the firm’s expenses would be reduced, thereby increasing its profits.
But because of its impaired competitive position, the firm’s stock price would
drop, as many well-informed investors sell the stock in recognition of lower
future cash flows. In this case, the earnings increase was accompanied by lower
future cash flows and therefore a lower stock price.

2. Another criticism of profit maximization is the potential for profit manipulation through the creative use of elec-
tive accounting practices.
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The chance that actual outcomes
may differ from those expected.
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Risk

Profit maximization also disregards risk—the chance that actual outcomes may
differ from those expected. A basic premise in managerial finance is that a tradeoff
exists between return (cash flow) and risk. Return and risk are in fact the key
determinants of share price, which represents the wealth of the owners in the firm.

Cash flow and risk affect share price differently: Higher cash flow is gener-
ally associated with a higher share price. Higher risk tends to result in a lower
share price because the stockholder must be compensated for the greater risk. For
example, if a lawsuit claiming significant damages is filed against a company, its
share price typically will drop immediately. This occurs not because of any near-
term cash flow reduction but in response to the firm’s increased risk—there’s a
chance that the firm will have to pay out a large amount of cash some time in the
future to eliminate or fully satisfy the claim. Simply put, the increased risk
reduces the firm’s share price. In general, stockholders are risk-averse—that is,
they want to avoid risk. When risk is involved, stockholders expect to earn higher
rates of return on investments of higher risk and lower rates on lower-risk invest-
ments. The key point, which will be fully developed in Chapter 3, is that differ-
ences in risk can significantly affect the value of an investment.

Because profit maximization does not achieve the objectives of the firm’s
owners, it should 7ot be the goal of the financial manager.

Maximize Shareholder Wealth

The goal of the firm, and therefore of all managers and employees, is to maximize
the wealth of the owners for whom it is being operated. The wealth of corporate
owners is measured by the share price of the stock, which in turn is based on the
timing of returns (cash flows), their magnitude, and their risk. When considering
each financial decision alternative or possible action in terms of its impact on the
share price of the firm’s stock, financial managers should accept only those
actions that are expected to increase share price. Figure 1.3 depicts this process.
Because share price represents the owners’ wealth in the firm, maximizing share
price will maximize owner wealth. Note that return (cash flows) and risk are the
key decision variables in maximizing owner wealth. It is important to recognize
that earnings per share (EPS), because they are viewed as an indicator of the

Financial
Manager

....-..-‘...-..-} Accepf

Reject
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rocus oNn PRACTICE Creating Shareholder Value and WaMu

Once a small Northwest thrift,
Washington Mutual (WaMu) is
now the nation’s largest savings
institution and the seventh largest
U.S. bank. Its financial perfor-
mance has been as exceptional as
its rapid growth. Under the finan-
cial leadership of CFO William
Longbrake, its assets grew 10-fold
(to $220 billion) in a recent 5-year
period, earnings rose an average
of 18.6 percent per year, and the
stock price nearly tripled.

How has WaMu’s manage-
ment team increased shareholder
value so much? Four major acqui-
sitions played an important role in
adding branch networks. Greater
penetration in existing markets has
also been a driver. Another differ-
entiating factor is the “pay for per-
formance” plan that Longbrake
introduced. The compensation
plan encourages all employees,
from managers to tellers, to cross-

sell products and to give custo-
mers the highest level of service
possible. As a result, the number of
customers and the profits per cus-
tomer have soared, helped along
by a clever advertising campaign
that emphasizes WaMu's personal
service.

But it's not enough to grow
revenues if expenses aren’t under
control. At the same time as its
revenues grew, the bank’s operat-
ing efficiency improved signifi-
cantly, the best among WaMu'’s
major competitors.

Longbrake and his financial
managers continually look for
ways to boost revenues and
improve earnings. A successful
campaign to increase noninterest
income from depositor and other
retail banking fees, which are not
subject to interest-rate move-
ments, lessened the effect on
earnings of changes in interest

rates. Another strategy was to sell
off all but the most profitable
single-family mortgages in the
bank’s loan portfolio. In spite of
interest-rate fluctuations in 2000,
WaMu earned $1.9 billion—its
most profitable year ever. The
bank continued to post record
results in 2001, as interest rates
fell, by increasing mortgage origi-
nation and refinancing activities.
As a result, the firm even
increased cash dividends at a time
when many companies were cut-
ting them. Clearly, Longbrake and
his managers’ actions were effec-
tive in creating value for WaMu's
shareholders.

Sources: Adapted from Stephen Barr, “The
Revenue Revolution at Washington Mutual,”
CFO, October 2001, downloaded from
www.cfo.com; “Washington Mutual Profits
Rise 84 Percent,” October 16, 2001, Reuters
Business Report, downloaded from eLibrary,
ask.elibrary.com; Washington Mutual Web
site, www.wamu.com.
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economic value added (EVA®)

A popular measure used by many
firms to determine whether an
investment contributes positively
to the owners’ wealth;
calculated by subtracting the
cost of funds used to finance an
investment from its after-tax
operating profits.

firm’s future returns (cash flows), often appear to affect share price. Two impor-
tant issues related to maximizing share price are economic value added (EVA®)
and the focus on stakeholders.

Economic Value Added (EVA®)

Economic value added (EVA®) is a popular measure used by many firms to deter-
mine whether an investment—proposed or existing—contributes positively to the
owners’ wealth.3 EVA® is calculated by subtracting the cost of funds used to
finance an investment from its after-tax operating profits. Investments with posi-
tive EVA®s increase shareholder value and those with negative EVA®s reduce
shareholder value. Clearly, only those investments with positive EVA®s are desir-
able. For example, the EVA® of an investment with after-tax operating profits of
$410,000 and associated financing costs of $375,000 would be $35,000 (i.e.,
$410,000 — $375,000). Because this EVA® is positive, the investment is expected
to increase owner wealth and is therefore acceptable. (EVA®-type models are dis-
cussed in greater detail as part of the coverage of stock valuation in Chapter 7.)

3. For a good summary of economic value added (EVA®), see Shaun Tully, “The Real Key to Creating Wealth,”
Fortune (September 20, 1993), pp. 38-49.
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What About Stakeholders?

Although maximization of shareholder wealth is the primary goal, many firms
broaden their focus to include the interests of stakeholders as well as shareholders.
Stakeholders are groups such as employees, customers, suppliers, creditors, owners,
and others who have a direct economic link to the firm. A firm with a stakeholder
focus consciously avoids actions that would prove detrimental to stakeholders. The
goal is not to maximize stakeholder well-being but to preserve it.

The stakeholder view does not alter the goal of maximizing shareholder
wealth. Such a view is often considered part of the firm’s “social responsibility.”
It is expected to provide long-run benefit to shareholders by maintaining positive
stakeholder relationships. Such relationships should minimize stakeholder
turnover, conflicts, and litigation. Clearly, the firm can better achieve its goal of
shareholder wealth maximization by fostering cooperation with its other stake-
holders, rather than conflict with them.

The Role of Ethics

In recent years, the ethics of actions taken by certain businesses have received major
media attention. Examples include an agreement by American Express Co. in early
2002 to pay $31 million to settle a sex- and age-discrimination lawsuit filed on
behalf of more than 4,000 women who said they were denied equal pay and pro-
motions; Enron Corp.’s key executives indicating to employee-shareholders in mid-
2001 that the firm’s then-depressed stock price would soon recover while, at the
same time, selling their own shares and, not long after, taking the firm into bank-
ruptcy; and Liggett & Meyers’ early 1999 agreement to fund the payment of more
than $1 billion in smoking-related health claims.

Clearly, these and similar actions have raised the question of ethics—standards
of conduct or moral judgment. Today, the business community in general and the
financial community in particular are developing and enforcing ethical standards.
The goal of these ethical standards is to motivate business and market participants
to adhere to both the letter and the spirit of laws and regulations concerned with
business and professional practice. Most business leaders believe businesses actu-
ally strengthen their competitive positions by maintaining high ethical standards.

Considering Ethics

Robert A. Cooke, a noted ethicist, suggests that the following questions be used
to assess the ethical viability of a proposed action.*

1. Is the action arbitrary or capricious? Does it unfairly single out an individual
or group?

2. Does the action violate the moral or legal rights of any individual or group?

Does the action conform to accepted moral standards?

4. Are there alternative courses of action that are less likely to cause actual or
potential harm?

O8]

4. Robert A. Cooke, “Business Ethics: A Perspective,” in Arthur Andersen Cases on Business Ethics (Chicago:
Arthur Andersen, September 1991), pp. 2 and 5.
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Hewlett-Packard (H-P) was
founded in 1939 by Bill Hewlett and
Dave Packard on the basis of prin-
ciples of fair dealing and
respect—Ilong before anyone
coined the expression “corporate
social responsibility.” H-P credits
its ongoing commitment to “doing
well by doing good” as a major
reason why employees, suppliers,
customers, and shareholders seek
it out. H-P is clear on its obligation
to increase the market value of its
common stock, yet it strives to
maintain the integrity of each
employee in every country in
which it does business. Its
“Standards of Business Conduct”
include a provision that triggers
immediate dismissal of any
employee who is found to have
told a lie. Its internal auditors are
expected to adhere to all of these
standards, which set forth the
“highest principles of business
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“Doing Well by Doing Good”

ethics and conduct,” according to
H-P’s 2000 annual report.
Maximizing shareholder
wealth is what some call a “moral
imperative,” in that stockholders
are owners with property rights,
and in that managers as stewards
are obliged to look out for owners’
interests. Many times, doing what
is right is consistent with maximiz-
ing the stock price, but what if
integrity causes a company to lose
a contract or causes analysts to
reduce the rating of the stock from
“buy” to “sell”? The objective to
maximize shareholder wealth
holds, but company officers must
do so within ethical constraints.
Those constraints occasionally
limit the alternative actions from
which managers may choose.
Some critics have mistakenly
assumed that the objective of max-
imizing shareholder wealth is
somehow the cause of unethical

| In Practice J
behavior, ignoring the fact that any
business goal might be cited as a
factor pressuring individuals to be
unethical.

U.S. business professionals
have tended to operate from within
a strong moral framework based
on early-childhood moral develop-
ment that takes place in families
and religious institutions. This
does not prevent all ethical lapses,
obviously. But it is not surprising
that chief financial officers declare
that the number-1 personal
attribute that finance grads need is
ethics—which they rank above
interpersonal skills, communica-
tion skills, decision-making ability,
and computer skills. H-P is aware
of this need and has institutional-
ized itin the company’s culture
and policies.

Clearly, considering such questions before taking an action can help to
ensure its ethical viability. Specifically, Cooke suggests that the impact of a pro-
posed decision should be evaluated from a number of perspectives before it is
finalized:

—_

Are the rights of any stakeholder being violated?

Does the firm have any overriding duties to any stakeholder?

3. Will the decision benefit any stakeholder to the detriment of another
stakeholder?

4. If there is detriment to any stakeholder, how should this be remedied, if at
all?

5. What is the relationship between stockholders and other stakeholders?

»

Today, more and more firms are directly addressing the issue of ethics by
establishing corporate ethics policies and requiring employee compliance with
them. Frequently, employees are required to sign a formal pledge to uphold the
firm’s ethics policies. Such policies typically apply to employee actions in dealing
with all corporate stakeholders, including the public. Many companies also
require employees to participate in ethics seminars and training programs. To
provide further insight into the ethical dilemmas and issues sometimes facing the
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financial manager, a number of the In Practice boxes appearing throughout this
book are labeled to note their focus on ethics.

Ethics and Share Price

An effective ethics program is believed to enhance corporate value. An ethics pro-
gram can produce a number of positive benefits. It can reduce potential litigation
and judgment costs; maintain a positive corporate image; build shareholder confi-
dence; and gain the loyalty, commitment, and respect of the firm’s stakeholders.
Such actions, by maintaining and enhancing cash flow and reducing perceived
risk, can positively affect the firm’s share price. Ethical behavior is therefore
viewed as necessary for achieving the firm’s goal of owner wealth maximization.s

The Agency Issue

We have seen that the goal of the financial manager should be to maximize the
wealth of the firm’s owners. Thus managers can be viewed as agents of the own-
ers who have hired them and given them decision-making authority to manage
the firm. Technically, any manager who owns less than 100 percent of the firm is
to some degree an agent of the other owners. This separation of owners and man-
agers is shown by the dashed horizontal line in Figure 1.1 on page 7.

In theory, most financial managers would agree with the goal of owner
wealth maximization. In practice, however, managers are also concerned with
their personal wealth, job security, and fringe benefits. Such concerns may make
managers reluctant or unwilling to take more than moderate risk if they perceive
that taking too much risk might jeopardize their jobs or reduce their personal
wealth. The result is a less-than-maximum return and a potential loss of wealth
for the owners.

The Agency Problem

From this conflict of owner and personal goals arises what has been called the
agency problem, the likelihood that managers may place personal goals ahead of
corporate goals.6 Two factors—market forces and agency costs—serve to prevent
or minimize agency problems.

Market Forces One market force is major sharebolders, particularly large
institutional investors such as mutual funds, life insurance companies, and
pension funds. These holders of large blocks of a firm’s stock exert pressure on
management to perform. When necessary, they exercise their voting rights as
stockholders to replace underperforming management.

5. For an excellent discussion of this and related issues by a number of finance academics and practitioners who have
given a lot of thought to financial ethics, see James S. Ang, “On Financial Ethics,” Financial Management (Autumn
1993), pp. 32-59.

6. The agency problem and related issues were first addressed by Michael C. Jensen and William H. Meckling, “The-
ory of the Firm: Managerial Behavior, Agency Costs and Ownership Structure,” Journal of Financial Economics 3
(October 1976), pp. 305-306. For an excellent discussion of Jensen and Meckling and subsequent research on the
agency problem, see William L. Megginson, Corporate Finance Theory (Boston, MA: Addison Wesley, 1997),
Chapter 2.
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agency costs
The costs borne by stockholders
to minimize agency problems.

incentive plans

Management compensation
plans that tend to tie manage-
ment compensation to share
price; most popular incentive
plan involves the grant of stock
options.

stock options

An incentive allowing managers
to purchase stock at the market

price set at the time of the grant.

performance plans

Plans that tie management
compensation to measures such
as EPS, growth in EPS, and other
ratios of return. Performance
shares and/or cash bonuses are
used as compensation under
these plans.

performance shares

Shares of stock given to manage-
ment for meeting stated perfor-
mance goals.

cash bonuses

Cash paid to management for
achieving certain performance
goals.
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Another market force is the threat of takeover by another firm that believes it
can enhance the target firm’s value to restructuring its management, operations,
and financing.” The constant threat of a takeover tends to motivate management
to act in the best interests of the firm’s owners.

Agency Costs To minimize agency problems and contribute to the maxi-
mization of owners’ wealth, stockholders incur agency costs. These are the costs
of monitoring management behavior, ensuring against dishonest acts of manage-
ment, and giving managers the financial incentive to maximize share price.

The most popular, powerful, and expensive approach is to structure manage-
ment compensation to correspond with share price maximization. The objective
is to give managers incentives to act in the best interests of the owners. In addi-
tion, the resulting compensation packages allow firms to compete for and hire the
best managers available. The two key types of compensation plans are incentive
plans and performance plans.

Incentive plans tend to tie management compensation to share price. The
most popular incentive plan is the granting of stock options to management.
These options allow managers to purchase stock at the market price set at the
time of the grant. If the market price rises, managers will be rewarded by being
able to resell the shares at the higher market price.

Many firms also offer performance plans, which tie management compensa-
tion to measures such as earnings per share (EPS), growth in EPS, and other
ratios of return. Performance shares, shares of stock given to management as a
result of meeting the stated performance goals, are often used in these plans.
Another form of performance-based compensation is cash bonuses, cash pay-
ments tied to the achievement of certain performance goals.

The Current View of Management Compensation

The execution of many compensation plans has been closely scrutinized in recent
years. Both individuals and institutional stockholders, as well as the Securities
and Exchange Commission (SEC), have publicly questioned the appropriateness
of the multimillion-dollar compensation packages that many corporate executives
receive. For example, the three highest-paid CEOs in 2001 were (1) Lawrence
Ellison, of Oracle, who earned $706.1 million; (2) Jozef Straus, of JDS Uniphase,
who earned $150.8 million; and (3) Howard Solomon, of Forest Laboratories,
who earned $148.5 million. Tenth on the same list was Timothy Koogle, of
Yahoo!, who earned $64.6 million. During 2001, the compensation of the average
CEO of a major U.S. corporation declined by about 16 percent from 2000. CEOs
of 365 of the largest U.S. companies surveyed by Business Week, using data from
Standard & Poor’s EXECUCOMP, earned an average of $11 million in total com-
pensation; the average for the 20 highest paid CEOs was $112.5 million.

Recent studies have failed to find a strong relationship between CEO com-
pensation and share price. Publicity surrounding these large compensation pack-
ages (without corresponding share price performance) is expected to drive down

7. Detailed discussion of the important aspects of corporate takeovers is included in Chapter 17, “Mergers, LBOs,
Divestitures, and Business Failure.”
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executive compensation in the future. Contributing to this publicity is the SEC
requirement that publicly traded companies disclose to shareholders and others
both the amount of compensation to their highest paid executives and the
method used to determine it. At the same time, new compensation plans that bet-
ter link managers’ performance with regard to shareholder wealth to their com-
pensation are expected to be developed and implemented.

Unconstrained, managers may have other goals in addition to share price
maximization, but much of the evidence suggests that share price maximiza-
tion—the focus of this book—is the primary goal of most firms.

C Review Questions )

For what three basic reasons is profit maximization inconsistent with
wealth maximization?

What is risk? Why must risk as well as return be considered by the finan-
cial manager who is evaluating a decision alternative or action?

What is the goal of the firm and therefore of all managers and employees?
Discuss how one measures achievement of this goal.

What is economic value added (EVA®)? How is it used?

Describe the role of corporate ethics policies and guidelines, and discuss
the relationship that is believed to exist between ethics and share price.
How do market forces, both shareholder activism and the threat of
takeover, act to prevent or minimize the agency problem?

Define agency costs, and explain why firms incur them. How can manage-
ment structure management compensation to minimize agency problems?
What is the current view with regard to the execution of many compensa-
tion plans?

1-16

1-17

Financial Institutions and Markets

Most successful firms have ongoing needs for funds. They can obtain funds from
external sources in three ways. One is through a financial institution that accepts
savings and transfers them to those that need funds. Another is through financial
markets, organized forums in which the suppliers and demanders of various types
of funds can make transactions. A third is through private placement. Because of
the unstructured nature of private placements, here we focus primarily on finan-
cial institutions and financial markets.

Financial Institutions

Financial institutions serve as intermediaries by channeling the savings of individ-
uals, businesses, and governments into loans or investments. Many financial
institutions directly or indirectly pay savers interest on deposited funds; others
provide services for a fee (for example, checking accounts for which customers
pay service charges). Some financial institutions accept customers’ savings
deposits and lend this money to other customers or to firms; others invest
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financial markets
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typically bonds or preferred
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customers’ savings in earning assets such as real estate or stocks and bonds; and
some do both. Financial institutions are required by the government to operate
within established regulatory guidelines.

Key Customers of Financial Institutions

The key suppliers of funds to financial institutions and the key demanders of
funds from financial institutions are individuals, businesses, and governments.
The savings that individual consumers place in financial institutions provide
these institutions with a large portion of their funds. Individuals not only supply
funds to financial institutions but also demand funds from them in the form of
loans. However, individuals as a group are the net suppliers for financial institu-
tions: They save more money than they borrow.

Business firms also deposit some of their funds in financial institutions, pri-
marily in checking accounts with various commercial banks. Like individuals,
firms also borrow funds from these institutions, but firms are net demanders of
funds. They borrow more money than they save.

Governments maintain deposits of temporarily idle funds, certain tax pay-
ments, and Social Security payments in commercial banks. They do not borrow
funds directly from financial institutions, although by selling their debt securities
to various institutions, governments indirectly borrow from them. The govern-
ment, like business firms, is typically a net demander of funds. It typically bor-
rows more than it saves. We’ve all heard about the federal budget deficit.

Major Financial Institutions

The major financial institutions in the U.S. economy are commercial banks, sav-
ings and loans, credit unions, savings banks, insurance companies, pension funds,
and mutual funds. These institutions attract funds from individuals, businesses,
and governments, combine them, and make loans available to individuals and
businesses. Descriptions of the major financial institutions are found at the text-
book’s Web site at www.aw.com/gitman.

Financial Markets

Financial markets are forums in which suppliers of funds and demanders of funds
can transact business directly. Whereas the loans and investments of institutions
are made without the direct knowledge of the suppliers of funds (savers), suppli-
ers in the financial markets know where their funds are being lent or invested.
The two key financial markets are the money market and the capital market.
Transactions in short-term debt instruments, or marketable securities, take place
in the money market. Long-term securities—bonds and stocks—are traded in the
capital market.

To raise money, firms can use either private placements or public offerings.
Private placement involves the sale of a new security issue, typically bonds or pre-
ferred stock, directly to an investor or group of investors, such as an insurance
company or pension fund. Most firms, however, raise money through a public
offering of securities, which is the nonexclusive sale of either bonds or stocks to
the general public.
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primary market

Financial market in which
securities are initially issued; the
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respectively.
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Flow of funds for financial
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All securities are initially issued in the primary market. This is the only mar-
ket in which the corporate or government issuer is directly involved in the trans-
action and receives direct benefit from the issue. That is, the company actually
receives the proceeds from the sale of securities. Once the securities begin to trade
between savers and investors, they become part of the secondary market. The pri-
mary market is the one in which “new” securities are sold. The secondary market
can be viewed as a “preowned” securities market.

The Relationship Between Institutions and Markets

Financial institutions actively participate in the financial markets as both suppliers
and demanders of funds. Figure 1.4 depicts the general flow of funds through and
between financial institutions and financial markets; private placement transac-
tions are also shown. The individuals, businesses, and governments that supply
and demand funds may be domestic or foreign. We next briefly discuss the money
market, including its international equivalent—the Eurocurrency market. We then
end this section with a discussion of the capital market, which is of key importance
to the firm.

The Money Market

The money market is created by a financial relationship between suppliers and
demanders of short-term funds (funds with maturities of one year or less). The
money market exists because some individuals, businesses, governments, and
financial institutions have temporarily idle funds that they wish to put to some
interest-earning use. At the same time, other individuals, businesses, govern-
ments, and financial institutions find themselves in need of seasonal or temporary
financing. The money market brings together these suppliers and demanders of
short-term funds.

Most money market transactions are made in marketable securities—short-
term debt instruments, such as U.S. Treasury bills, commercial paper, and
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federal funds

Loan transactions between
commercial banks in which the
Federal Reserve banks become
involved.

Hint = Remember that the
money market is for short-term
fund raising and is represented
by current liabilities on the
balance sheet. The capital
market is for long-term fund
raising and is reflected by long-
term debt and equity on the
balance sheet.

Eurocurrency market
International equivalent of the
domestic money market.

London Interbank Offered Rate
(LIBOR)

The base rate that is used to
price all Eurocurrency loans.
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negotiable certificates of deposit issued by government, business, and financial
institutions, respectively. (Marketable securities are described in Chapter 14.)

The Operation of the Money Market

The money market is not an actual organization housed in some central location.
How, then, are suppliers and demanders of short-term funds brought together?
Typically, they are matched through the facilities of large New York banks and
through government securities dealers. A number of stock brokerage firms pur-
chase money market instruments for resale to customers. Also, financial institu-
tions purchase money market instruments for their portfolios in order to provide
attractive returns on their customers’ deposits and share purchases. Additionally,
the Federal Reserve banks become involved in loans from one commercial bank
to another; these loans are referred to as transactions in federal funds.

In the money market, businesses and governments demand short-term funds
(borrow) by issuing a money market instrument. Parties who supply short-term
funds (invest) purchase the money market instruments. To issue or purchase a
money market instrument, one party must go directly to another party or use an
intermediary, such as a bank or brokerage firm, to make the transaction. The sec-
ondary (resale) market for marketable securities is no different from the primary
(initial issue) market with respect to the basic transactions that are made. Individ-
uals also participate in the money market as purchasers and sellers of money mar-
ket instruments. Although individuals do not issue marketable securities, they
may sell them in the money market to liquidate them prior to maturity.

The Eurocurrency Market

The international equivalent of the domestic money market is called the
Eurocurrency market. This is a market for short-term bank deposits denomi-
nated in U.S. dollars or other easily convertible currencies. Historically, the
Eurocurrency market has been centered in London, but it has evolved into a
truly global market.

Eurocurrency deposits arise when a corporation or individual makes a bank
deposit in a currency other than the local currency of the country where the bank
is located. If, for example, a multinational corporation were to deposit U.S. dol-
lars in a London bank, this would create a Eurodollar deposit (a dollar deposit at
a bank in Europe). Nearly all Eurodollar deposits are time deposits. This means
that the bank would promise to repay the deposit, with interest, at a fixed date in
the future—say, in 6 months. During the interim, the bank is free to lend this
dollar deposit to creditworthy corporate or government borrowers. If the bank
cannot find a borrower on its own, it may lend the deposit to another interna-
tional bank. The rate charged on these “interbank loans” is called the London
Interbank Offered Rate (LIBOR), and this is the base rate that is used to price all
Eurocurrency loans.

The Eurocurrency market has grown rapidly, primarily because it is an
unregulated, wholesale, and global market that fills the needs of both borrowers
and lenders. Investors with excess cash to lend are able to make large, short-term,
and safe deposits at attractive interest rates. Likewise, borrowers are able to
arrange large loans, quickly and confidentially, also at attractive interest rates.
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preferred stock

A special form of ownership
having a fixed periodic dividend
that must be paid prior to
payment of any common stock
dividends.

securities exchanges
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raise funds through the sale of
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can resell securities.

organized securities exchanges
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as secondary markets where
outstanding securities are
resold.
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The Capital Market

The capital market is a market that enables suppliers and demanders of long-term
funds to make transactions. Included are securities issues of business and govern-
ment. The backbone of the capital market is formed by the various securities
exchanges that provide a forum for bond and stock transactions.

Key Securities Traded: Bonds and Stocks

The key capital market securities are bonds (long-term debt) and both common
and preferred stock (equity, or ownership). Bonds are long-term debt instruments
used by business and government to raise large sums of money, generally from a
diverse group of lenders. Corporate bonds typically pay interest semiannually
(every 6 months) at a stated coupon interest rate. They have an initial maturity of
from 10 to 30 years, and a par, or face, value of $1,000 that must be repaid at
maturity. Bonds are described in detail in Chapter 6.

Lakeview Industries, a major microprocessor manufacturer, has issued a 9 per-
cent coupon interest rate, 20-year bond with a $1,000 par value that pays interest
semiannually. Investors who buy this bond receive the contractual right to $90
annual interest (9% coupon interest rate X $1,000 par value) distributed as $45
at the end of each 6 months (1/2 X $90) for 20 years, plus the $1,000 par value at
the end of year 20.

As noted earlier, shares of common stock are units of ownership, or equity,
in a corporation. Common stockholders earn a return by receiving dividends—
periodic distributions of earnings—or by realizing increases in share price. Pre-
ferred stock is a special form of ownership that has features of both a bond and
common stock. Preferred stockholders are promised a fixed periodic dividend
that must be paid prior to payment of any dividends to common stockholders. In
other words, preferred stock has “preference” over common stock. Preferred and
common stock are described in detail in Chapter 7.

Major Securities Exchanges

Securities exchanges provide the marketplace in which firms can raise funds
through the sale of new securities and purchasers of securities can easily resell
them when necessary. Many people call securities exchanges “stock markets,”
but this label is misleading because bonds, common stock, preferred stock, and a
variety of other investment vehicles are all traded on these exchanges. The two
key types of securities exchanges are the organized exchange and the over-the-
counter exchange. In addition, important markets exist outside the United
States.

Organized Securities Exchanges Organized securities exchanges are tangi-
ble organizations that act as secondary markets where outstanding securities are
resold. Organized exchanges account for about 46 percent of the total dollar vol-
ume of domestic shares traded. The best-known organized exchanges are the
New York Stock Exchange (NYSE) and the American Stock Exchange (AMEX),
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both headquartered in New York City. There are also regional exchanges, such
as the Chicago Stock Exchange and the Pacific Stock Exchange.

Most exchanges are modeled after the New York Stock Exchange, which
accounts for about 93 percent of the total annual dollar volume of shares traded
on organized U.S. exchanges. In order for a firm’s securities to be listed for trad-
ing on an organized exchange, a firm must file an application for listing and meet
a number of requirements. For example, to be eligible for listing on the NYSE, a
firm must have at least 2,000 stockholders owning 100 or more shares; a mini-
mum of 1.1 million shares of publicly held stock; pretax earnings of at least $6.5
million over the previous 3 years, with no loss in the previous 2 years; and a min-
imum of $100 million in stockholders’ equity. Clearly, only large, widely held
firms are candidates for NYSE listing.

To make transactions on the “floor” of the New York Stock Exchange, an
individual or firm must own a “seat” on the exchange. There are a total of 1,366
seats on the NYSE, most of which are owned by brokerage firms. Trading is car-
ried out on the floor of the exchange through an auction process. The goal of trad-
ing is to fill buy orders at the lowest price and to fill sell orders at the highest price,
thereby giving both purchasers and sellers the best possible deal.

Once placed, an order to buy or sell can be executed in minutes, thanks to
sophisticated telecommunication devices. New Internet-based brokerage systems
enable investors to place their buy and sell orders electronically. Information on
publicly traded securities is reported in various media, both print, such as the Wall
Street Journal, and electronic, such as MSN Money Central Investor (www.
moneycentral.msn.com).

The Over-the-Counter Exchange The over-the-counter (OTC) exchange is
an intangible market for the purchase and sale of securities not listed by the orga-
nized exchanges. OTC traders, known as dealers, are linked with the purchasers
and sellers of securities through the National Association of Securities Dealers
Automated Quotation (Nasdaq) system.

This sophisticated telecommunications network provides current bid and ask
prices on thousands of actively traded OTC securities. The bid price is the highest
price offered by a dealer to purchase a given security, and the ask price is the low-
est price at which the dealer is willing to sell the security. The dealer in effect adds
securities to his or her inventory by purchasing them at the bid price and sells
securities from the inventory at the ask price. The dealer expects to profit from
the spread between the bid and ask prices. Unlike the auction process on the
organized securities exchanges, the prices at which securities are traded in the
OTC market result from both competitive bids and negotiation.

Unlike the organized exchanges, the OTC handles both outstanding securi-
ties and new public issues, making it both a secondary and a primary market. The
OTC accounts for about 54 percent of the rotal dollar volume of domestic shares
traded.

International Capital Markets Although U.S. capital markets are by far the
world’s largest, there are important debt and equity markets outside the United
States. In the Eurobond market, corporations and governments typically issue
bonds denominated in dollars and sell them to investors located outside the
United States. A U.S. corporation might, for example, issue dollar-denominated
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bonds that would be purchased by investors in Belgium, Germany, or Switzerland.
Through the Eurobond market, issuing firms and governments can tap a much
larger pool of investors than would be generally available in the local market.

The foreign bond market is another international market for long-term debt
securities. A foreign bond is a bond issued by a foreign corporation or govern-
ment that is denominated in the investor’s home currency and sold in the
investor’s home market. A bond issued by a U.S. company that is denominated in
Swiss francs and sold in Switzerland is an example of a foreign bond. Although
the foreign bond market is much smaller than the Eurobond market, many issuers
have found this to be an attractive way of tapping debt markets in Germany,
Japan, Switzerland, and the United States.

Finally, the international equity market allows corporations to sell blocks of
shares to investors in a number of different countries simultaneously. This mar-
ket enables corporations to raise far larger amounts of capital than they could
raise in any single national market. International equity sales have also proven to
be indispensable to governments that have sold state-owned companies to private
investors during recent years.

The Role of Securities Exchanges

Securities exchanges create continuous liquid markets in which firms can obtain
needed financing. They also create efficient markets that allocate funds to their
most productive uses. This is especially true for securities that are actively traded
on major exchanges, where the competition among wealth-maximizing investors
determines and publicizes prices that are believed to be close to their true value.

The price of an individual security is determined by the demand for and
supply of the security. Figure 1.5 depicts the interaction of the forces of demand
(represented by line D) and supply (represented by line S) for a given security
currently selling at an equilibrium price Py. At that price, Qg shares of the stock
are traded.

Changing evaluations of a firm’s prospects cause changes in the demand for
and supply of its securities and ultimately result in a new price for the securities.

Supply and Demand
Supply and demand for a
security

Share Price

Q &
Number of Shares Traded
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Suppose, for example, that the firm shown in Figure 1.5 announces a favorable
discovery. Investors expect rewarding results from the discovery, so they increase
their valuations of the firm’s shares. The changing evaluation results in a shift in
demand from Dy to Dy. At that new level of demand, Q; shares will be traded,
and a new, higher equilibrium price of P{ will result. The competitive market cre-
ated by the major securities exchanges provides a forum in which share price is
continuously adjusted to changing demand and supply.

C Review Questions )

1-18 Who are the key participants in the transactions of financial institutions?
Who are net suppliers and who are net demanders?

1-19 What role do financial markets play in our economy? What are primary
and secondary markets? What relationship exists between financial insti-
tutions and financial markets?

1-20 What is the money market? How does it work?

1-21 What is the Eurocurrency market? What is the London Interbank Offered
Rate (LIBOR) and how is it used in this market?

1-22 What is the capital market? What are the primary securities traded in it?

1-23 What role do securities exchanges play in the capital market? How does
the over-the-counter exchange operate? How does it differ from the orga-
nized securities exchanges?

1-24 Briefly describe the international capital markets, particularly the
Eurobond market and the international equity market.

1-25 What are efficient markets? What determines the price of an individual
security in such a market?

Business Taxes

Taxes are a fact of life, and businesses, like individuals, must pay taxes on
income. The income of sole proprietorships and partnerships is taxed as the
income of the individual owners; corporate income is subject to corporate taxes.
Regardless of their legal form, all businesses can earn two types of income: ordi-
nary and capital gains. Under current law, these two types of income are treated
differently in the taxation of individuals; they are not treated differently for enti-
ties subject to corporate taxes. Frequent amendments in the tax code, such as the
Economic Growth and Tax Relief Reconciliation Act of 2001 (reflected in the
following discussions), make it likely that these rates will change before the next
edition of this text is published. Emphasis here is given to corporate taxation.

Ordinary Income

The ordinary income of a corporation is income earned through the sale of goods
or services. Ordinary income is currently taxed subject to the rates depicted in the
corporate tax rate schedule in Table 1.4.
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IS Corporate Tax Rate Schedule

Tax calculation

Range of taxable income Basetax + (Marginal rate X amount over base bracket)
$ 0to$ 50,000 $ 0 + (15% Xamount over $ 0)

50,000 to 75,000 7,500 + (25 Xamount over 50,000)

75,000 to 100,000 13,750 + (34 Xamount over 75,000)
100,000 to  335,0004 22250 + (39 Xamountover  100,000)
335,000 to 10,000,000 113,900 + (34 xamountover  335,000)

Over $10,000,000 3,400,000 + (35 Xamountover 10,000,000)

aBecause corporations with taxable income in excess of $100,000 must increase their tax by the lesser of
$11,750 or 5% of the taxable income in excess of $100,000, they will end up paying a 39% tax on taxable
income between $100,000 and $335,000. The 5% surtax that raises the tax rate from 34% to 39% causes all
corporations with taxable income between $335,000 and $10,000,000 to have an average tax rate of 34%.

Webster Manufacturing, Inc., a small manufacturer of kitchen knives, has before-
tax earnings of $250,000. The tax on these earnings can be found by using the
tax rate schedule in Table 1.4:

Total taxes due = $22,250 + [0.39 X ($250,000 — $100,000)]
=$22,250+(0.39 X $150,000)
=$22,250 + $58,500 = $80,750

From a financial point of view, it is important to understand the difference
between average and marginal tax rates, the treatment of interest and dividend
income, and the effects of tax deductibility.

Average Versus Marginal Tax Rates

The average tax rate paid on the firm’s ordinary income can be calculated by
dividing its taxes by its taxable income. For firms with taxable income of
$10,000,000 or less, the average tax rate ranges from 15 to 34 percent, reaching
34 percent when taxable income equals or exceeds $335,000. For firms with
taxable income in excess of $10,000,000, the average tax rate ranges between 34
and 35 percent. The average tax rate paid by Webster Manufacturing, Inc., in the
preceding example was 32.3 percent ($80,750 +$250,000). As a corporation’s
taxable income increases, its average tax rate approaches and finally reaches 34
percent. It remains at that level up to $10,000,000 of taxable income, beyond
which it rises toward but never reaches 35 percent.

The marginal tax rate represents the rate at which additional income is taxed.
In the current corporate tax structure, the marginal tax rate on income up to
$50,000 is 15 percent; from $50,000 to $75,000 it is 25 percent; and so on, as
shown in Table 1.4. Webster Manufacturing’s marginal tax rate is currently 39
percent because its next dollar of taxable income (bringing its before-tax earnings
to $250,001) would be taxed at that rate. To simplify calculations in the text, a
fixed 40 percent tax rate is assumed to be applicable to ordinary corporate
income. Given our focus on financial decision making, this rate is assumed to rep-
resent the firm’s marginal tax rate.
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Interest and Dividend Income

In the process of determining taxable income, any interest received by the corpo-
ration is included as ordinary income. Dividends, on the other hand, are treated
differently. This different treatment moderates the effect of double taxation,
which occurs when the already once-taxed earnings of a corporation are distrib-
uted as cash dividends to stockholders, who must pay taxes on them. Therefore,
dividends that the firm receives on common and preferred stock held in other cor-
porations, and representing less than 20 percent ownership in them, are subject
to a 70 percent exclusion for tax purposes.8

Because of the dividend exclusion, only 30 percent of these intercorporate
dividends are included as ordinary income. The tax law provides this exclusion to
avoid triple taxation. Triple taxation would occur if the first and second corpora-
tions were taxed on income before the second corporation paid dividends to its
shareholders, who must then include the dividends in their taxable incomes. The
dividend exclusion in effect eliminates most of the potential tax liability from the
dividends received by the second and any subsequent corporations.

Charnes Industries, a large foundry that makes custom castings for the automo-
bile industry, during the year just ended received $100,000 in interest on bonds it
held and $100,000 in dividends on common stock it owned in other corpora-
tions. The firm is subject to a 40% marginal tax rate and is eligible for a 70%
exclusion on its intercorporate dividend receipts. The after-tax income realized
by Charnes from each of these sources of investment income is found as follows:

Interest income Dividend income
(1) Before-tax amount $100,000 $100,000
Less: Applicable exclusion 0 (0.70 X $100,000)= 70,000
Taxable amount $100,000 $ 30,000
(2) Tax (40%) 40,000 12,000
After-tax amount [(1) — (2)] $ 60,000 $ 88,000

As a result of the 70% dividend exclusion, the after-tax amount is greater for the
dividend income than for the interest income. Clearly, the dividend exclusion
enhances the attractiveness of stock investments relative to bond investments
made by one corporation in another.

Tax-Deductible Expenses

In calculating their taxes, corporations are allowed to deduct operating expenses,
as well as interest expense. The tax deductibility of these expenses reduces their
after-tax cost. The following example illustrates the benefit of tax deductibility.

8. The exclusion is 80% if the corporation owns between 20 and 80% of the stock in the corporation paying it divi-
dends; 100% of the dividends received are excluded if it owns more than 80% of the corporation paying it divi-
dends. For convenience, we are assuming here that the ownership interest in the dividend-paying corporation is less
than 20%.
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EXAMPLEY Two companies, Debt Co. and No Debt Co., both expect in the coming year to

capital gain

The amount by which the sale
price of an asset exceeds the
asset'’s initial purchase price.

have earnings before interest and taxes of $200,000. Debt Co. during the year
will have to pay $30,000 in interest. No Debt Co. has no debt and therefore will
have no interest expense. Calculation of the earnings after taxes for these two
firms is as follows:

Debt Co. No Debt Co.
Earnings before interest and taxes $200,000 $200,000
Less: Interest expense 30,000 0
Earnings before taxes $170,000 $200,000
Less: Taxes (40%) 68,000 80,000
Earnings after taxes $102,000 $120,000
Difference in earnings after taxes $18,000

Whereas Debt Co. had $30,000 more interest expense than No Debt Co., Debt
Co.’s earnings after taxes are only $18,000 less than those of No Debt Co.
($102,000 for Debt Co. versus $120,000 for No Debt Co.). This difference is
attributable to the fact that Debt Co.’s $30,000 interest expense deduction pro-
vided a tax savings of $12,000 ($68,000 for Debt Co. versus $80,000 for No
Debt Co.). This amount can be calculated directly by multiplying the tax rate by
the amount of interest expense (0.40 X $30,000=$12,000). Similarly, the
$18,000 after-tax cost of the interest expense can be calculated directly by multi-
plying one minus the tax rate by the amount of interest expense [(1—0.40) X
$30,000 = $18,000].

The tax deductibility of certain expenses reduces their actual (after-tax) cost
to the profitable firm. Note that both for accounting and tax purposes interest is
a tax-deductible expense, whereas dividends are not. Because dividends are not
tax deductible, their after-tax cost is equal to the amount of the dividend. Thus a
$30,000 cash dividend has an after-tax cost of $30,000.

Capital Gains

If a firm sells a capital asset (such as stock held as an investment) for more than
its initial purchase price, the difference between the sale price and the purchase
price is called a capital gain. For corporations, capital gains are added to ordinary
corporate income and taxed at the regular corporate rates, with a maximum mar-
ginal tax rate of 39 percent.” To simplify the computations presented in the text,
as for ordinary income, a fixed 40 percent tax rate is assumed to be applicable to
corporate capital gains.

9. The Omnibus Budget Reconciliation Act of 1993 included a provision that allows the capital gains tax to be
halved on gains resulting from investments made after January 1, 1993, in startup firms with a value of less than $50
million that have been held for at least 5 years. This special provision, which is intended to help startup firms, is
ignored throughout this text.
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Ross Company, a manufacturer of pharmaceuticals, has pretax operating earn-
ings of $500,000 and has just sold for $40,000 an asset that was purchased 2
years ago for $36,000. Because the asset was sold for more than its initial pur-
chase price, there is a capital gain of $4,000 ($40,000 sale price — $36,000 initial
purchase price). The corporation’s taxable income will total $504,000 ($500,000
ordinary income plus $4,000 capital gain). Because this total is above $335,000,
the capital gain will be taxed at the 34% rate (see Table 1.4), resulting in a tax of
$1,360 (0.34 X $4,000).

Tax Loss Carrybacks and Carryforwards

Corporations that are experiencing operating losses may obtain tax relief by using a
tax loss carryback/carryforward. The tax laws allow corporations to carry tax
losses back up to 2 years and forward for as many as 20 years. This feature is espe-
cially attractive for firms in cyclic businesses such as durable goods manufacturing
and construction. It effectively allows them to average out their taxes over the good
and bad years. The law requires the net amount of losses to first be carried back,
applying them to the earliest year allowable, and progressively moving forward
until the loss has been fully recovered or the carryforward period has passed.
Because tax losses can be carried back and applied to previous pretax earnings as
soon as they are realized, the firm can apply for an immediate tax refund on its car-
rybacks. A carryforward, if any, can be used to reduce future income, thereby
reducing future tax payments. See the book’s Web site at www.aw.com/gitman for
an example of how tax loss carrybacks/carryforwards work.

C Review Questions )

1-26 Describe the tax treatment of ordinary income and that of capital gains. What
is the difference between the average tax rate and the marginal tax rate?

1-27 Why might the intercorporate dividend exclusion make corporate stock
investments by one corporation in another more attractive than bond
investments?

1-28 What benefit results from the tax deductibility of certain corporate
expenses?

1-29 How is the tax loss carryback/carryforward used when a firm experiences
an operating loss in a given year?

Using This Text

The organization of this textbook links the firm’s activities to its value, as deter-
mined in the securities markets. The activities of the financial manager are
described in the six parts of the book. Each major decision area is presented in
terms of both return and risk factors and their potential impact on owners’ wealth.
Coverage of international events and topics is integrated into the chapter discus-
sions, and a separate chapter on international managerial finance is also included.

The text has been developed around a group of learning goals—six per chap-
ter. Mastery of these goals results in a broad understanding of managerial
finance. These goals have been carefully integrated into a learning system. Each
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chapter begins with a numbered list of learning goals. Next to each major text
heading is a “toolbox,” which notes by number the specific learning goal(s)
addressed in that section. At the end of each section of the chapter (positioned
before the next major heading) are review questions that test your understanding
of the material in that section. At the end of each chapter, the chapter summaries,
self-test problems, and problems are also keyed by number to each chapter’s
learning goals. By linking all elements to the learning goals, the integrated learn-
ing system facilitates your mastery of the goals.

Also keyed to various parts of the text is the PMF CD-ROM Software, a disk
for use with IBM PCs and compatible microcomputers. The disk contains three
different sets of routines:

1. The PMF Tutor is a user-friendly program that extends self-testing opportu-
nities in the more quantitative chapters beyond those included in the end-of-
chapter materials. It gives immediate feedback with detailed solutions and
provides tutorial assistance (including text references). Text discussions and
end-of-chapter problems with which the PMF Tutor can be used are marked
witha <¥ .

2. The PMF Problem-Solver can be used as an aid in performing many of the
routine financial calculations presented in the book. A disk symbol, =/,
identifies those text discussions and end-of-chapter problems that can be
solved with the PMF Problem-Solver.

3. The PMF Excel Spreadsheet Templates can be used with Microsoft Excel to
input data and carry out “what-if” types of analyses in selected chapters.
These problems are marked by the symbol [_J.

A detailed discussion of how to use the PMF CD-ROM Software—the Tutor,
the Problem-Solver, and the Excel Spreadsheet Templates—is included in
Appendix D at the back of this book.

Each chapter ends with a case that integrates the chapter materials, and each
part ends with an integrative case that ties together the key topical material cov-
ered in the chapters within that part. Where applicable, the symbols for the PMF
Problem-Solver and/or the PMF Tutor identify case questions that can be solved
with the aid of these programs. Both the chapter-end and the part-end cases can
be used to synthesize and apply related concepts and techniques.

SUMMARY

FOCUS ON VALUE

Chapter 1 established the primary goal of the firm—to maximize the wealth of the owners
for whom the firm is being operated. For public companies, which are the focus of this text,
value at any time is reflected in the stock price. Therefore, management should act only on
those alternatives or opportunities that are expected to create value for owners by increasing
the stock price. Doing this requires management to consider the returns (magnitude and tim-
ing of cash flows) and the risk of each proposed action and their combined impact on value.
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REVIEW OF LEARNING GOALS

Define finance, the major areas of finance

and the career opportunities available in this
field and the legal forms of business organization.
Finance, the art and science of managing money,
affects the lives of every person and every organiza-
tion. Major opportunities in financial services exist
within banking and related institutions, personal
financial planning, investments, real estate, and in-
surance. Managerial finance is concerned with the
duties of the financial manager in the business firm.
It offers numerous career opportunities, as shown in
Table 1.3. The recent trend toward globalization of
business activity has created new demands and op-
portunities in managerial finance.

The legal forms of business organization are the
sole proprietorship, the partnership, and the corpo-
ration. The corporation is dominant in terms of
business receipts and profits, and its owners are its
common and preferred stockholders. Stockholders
expect to earn a return by receiving dividends or by
realizing gains through increases in share price. The
key strengths and weaknesses of the common legal
forms of business organization are summarized in
Table 1.1. Other limited liability organizations are
listed and described in Table 1.2.

LG1

Describe the managerial finance function and

its relationship to economics and accounting.
All areas of responsibility within a firm interact
with finance personnel and procedures. In large
firms, the managerial finance function might be
handled by a separate department headed by the
vice president of finance (CFO), to whom the trea-
surer and controller report. The financial manager
must understand the economic environment and re-
lies heavily on the economic principle of marginal
analysis to make financial decisions. Financial man-
agers use accounting but concentrate on cash flows
and decision making.

163 Identify the primary activities of the financial

manager within the firm. The primary activities
of the financial manager, in addition to ongoing in-
volvement in financial analysis and planning, are
making investment decisions and making financing
decisions.

Lad Explain why wealth maximization, rather than
profit maximization, is the firm’s goal and how

the agency issue is related to it. The goal of the fi-
nancial manager is to maximize the owners’ wealth,
as evidenced by stock price. Profit maximization ig-
nores the timing of returns, does not directly con-
sider cash flows, and ignores risk, so it is an inap-
propriate goal. Both return and risk must be
assessed by the financial manager who is evaluating
decision alternatives. The wealth-maximizing ac-
tions of financial managers should also reflect the
interests of stakeholders, groups who have a direct
economic link to the firm. Positive ethical practices
help the firm and its managers to achieve the firm’s
goal of owner wealth maximization.

An agency problem results when managers, as
agents for owners, place personal goals ahead of
corporate goals. Market forces, in the firm of share-
holder activism and the threat of takeover, tend to
prevent or minimize agency problems. Firms incur
agency costs to monitor managers’ actions and pro-
vide incentives for them to act in the best interests
of owners. Stock options and performance plans are
examples of such agency costs.

Understand the relationship between financial

institutions and markets, and the role and
operations of the money and capital markets.
Financial institutions serve as intermediaries by
channeling into loans or investments the savings of
individuals, businesses, and governments. The
financial markets are forums in which suppliers and
demanders of funds can transact business directly.
Financial institutions actively participate in the
financial markets as both suppliers and demanders
of funds.

In the money market, marketable securities
(short-term debt instruments) are traded, typically
through large New York banks and government
securities dealers. The Eurocurrency market is the
international equivalent of the domestic money
market.

In the capital market, transactions in long-term
debt (bonds) and equity (common and preferred
stock) are made. The organized securities exchanges
provide secondary markets for securities. The over-
the-counter exchange, a telecommunications net-
work, offers a secondary market for securities and is
a primary market in which new public issues are
sold. Important debt and equity markets—the
Eurobond market and the international equity mar-
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ket—exist outside of the United States. The securi- are applicable to both ordinary income (after deduc-
ties exchanges create continuous liquid markets for tion of allowable expenses) and capital gains. The
needed financing and allocate funds to their most average tax rate paid by a corporation ranges from

productive uses.

LG6

15 to nearly 35 percent. (For convenience, we as-
sume a 40 percent marginal tax rate in this book.)

Discuss the fundamentals of business taxation Corporate taxpayers can reduce their taxes through

of ordinary income and capital gains, and ex- certain provisions in the tax code: intercorporate
plain the treatment of tax losses. Corporate income dividend exclusions, tax-deductible expenses, and
is subject to corporate taxes. Corporate tax rates tax loss carrybacks and carryforwards.

SELF-TEST PROBLEMS

LG6

PROBLEMS

LG2

(Solutions in Appendix B)

ST 1-1 Corporate taxes Montgomery Enterprises, Inc., had operating earnings of

LG1

LG4

$280,000 for the year just ended. During the year the firm sold stock that it held

in another company for $180,000, which was $30,000 above its original pur-

chase price of $150,000, paid 1 year earlier.

a. What is the amount, if any, of capital gains realized during the year?

b. How much total taxable income did the firm earn during the year?

c. Use the corporate tax rate schedule given in Table 1.4 to calculate the firm’s
total taxes due.

d. Calculate both the average tax rate and the marginal tax rate on the basis of
your findings.

Liability comparisons Merideth Harper has invested $25,000 in Southwest

Development Company. The firm has recently declared bankruptcy and has

$60,000 in unpaid debts. Explain the nature of payments, if any, by Ms. Harper

in each of the following situations.

a. Southwest Development Company is a sole proprietorship owned by Ms.
Harper.

b. Southwest Development Company is a 50-50 partnership of Ms. Harper and
Christopher Black.

c. Southwest Development Company is a corporation.

Marginal analysis and the goal of the firm Ken Allen, capital budgeting analyst
for Bally Gears, Inc., has been asked to evaluate a proposal. The manager of the
automotive division believes that replacing the robotics used on the heavy truck
gear line will produce total benefits of $560,000 (in today’s dollars) over the
next 5 years. The existing robotics would produce benefits of $400,000 (also in
today’s dollars) over that same time period. An initial cash investment of
$220,000 would be required to install the new equipment. The manager esti-
mates that the existing robotics can be sold for $70,000. Show how Ken will
apply marginal analysis techniques to determine the following:

a. The marginal (added) benefits of the proposed new robotics.

. The marginal (added) cost of the proposed new robotics.

The net benefit of the proposed new robotics.

What should Ken Allen recommend that the company do? Why?

What factors besides the costs and benefits should be considered before the
final decision is made?

oo o

@
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Accrual income versus cash flow for a period Thomas Book Sales, Inc., sup-

plies textbooks to college and university bookstores. The books are shipped with

a proviso that they must be paid for within 30 days but can be returned for a full

refund credit within 90 days. In 2003, Thomas shipped and billed book titles

totaling $760,000. Collections, net of return credits, during the year totaled

$690,000. The company spent $300,000 acquiring the books that it shipped.

a. Using accrual accounting and the preceding values, show the firm’s net profit
for the past year.

b. Using cash accounting and the preceding values, show the firm’s net cash
flow for the past year.

c. Which of these statements is more useful to the financial manager? Why?

Identifying agency problems, costs, and resolutions Explain why each of the
following situations is an agency problem and what costs to the firm might
result from it. Suggest how the problem might be dealt with short of firing the
individual(s) involved.

a. The front desk receptionist routinely takes an extra 20 minutes of lunch to
run personal errands.

b. Division managers are padding cost estimates in order to show short-term
efficiency gains when the costs come in lower than the estimates.

c. The firm’s chief executive officer has secret talks with a competitor about the
possibility of a merger in which (s)he would become the CEO of the com-
bined firms.

d. A branch manager lays off experienced full-time employees and staffs cus-
tomer service positions with part-time or temporary workers to lower
employment costs and raise this year’s branch profit. The manager’s bonus is
based on profitability.

Corporate taxes Tantor Supply, Inc., is a small corporation acting as the exclu-

sive distributor of a major line of sporting goods. During 2003 the firm earned

$92,500 before taxes.

a. Calculate the firm’s tax liability using the corporate tax rate schedule given in
Table 1.4.

b. How much are Tantor Supply’s 2003 after-tax earnings?

c. What was the firm’s average tax rate, based on your findings in part a?

d. What is the firm’s marginal tax rate, based on your findings in part a?

Average corporate tax rates Using the corporate tax rate schedule given in

Table 1.4, perform the following:

a. Calculate the tax liability, after-tax earnings, and average tax rates for the
following levels of corporate earnings before taxes: $10,000; $80,000;
$300,000; $500,000; $1.5 million; $10 million; and $15 million.

b. Plot the average tax rates (measured on the y axis) against the pretax income
levels (measured on the x axis). What generalization can be made concerning
the relationship between these variables?

Marginal corporate tax rates Using the corporate tax rate schedule given in

Table 1.4, perform the following:

a. Find the marginal tax rate for the following levels of corporate earnings
before taxes: $15,000; $60,000; $90,000; $200,000; $400,000; $1 million;
and $20 million.



e

ﬁ LG6

LG6

LG6

1-8

1-9

1-10

1-11

CHAPTER 1 The Role and Environment of Managerial Finance 37

b. Plot the marginal tax rates (measured on the y axis) against the pretax
income levels (measured on the x axis). Explain the relationship between
these variables.

Interest versus dividend income During the year just ended, Shering

Distributors, Inc., had pretax earnings from operations of $490,000. In addi-

tion, during the year it received $20,000 in income from interest on bonds it

held in Zig Manufacturing and received $20,000 in income from dividends on

its 5% common stock holding in Tank Industries, Inc. Shering is in the 40%

tax bracket and is eligible for a 70% dividend exclusion on its Tank Industries

stock.

a. Calculate the firm’s tax on its operating earnings only.

b. Find the tax and the after-tax amount attributable to the interest income
from Zig Manufacturing bonds.

c. Find the tax and the after-tax amount attributable to the dividend income
from the Tank Industries, Inc., common stock.

d. Compare, contrast, and discuss the after-tax amounts resulting from the
interest income and dividend income calculated in parts b and c.

e. What is the firm’s total tax liability for the year?

Interest versus dividend expense Michaels Corporation expects earnings before
interest and taxes to be $40,000 for this period. Assuming an ordinary tax rate
of 40%, compute the firm’s earnings after taxes and earnings available for com-
mon stockholders (earnings after taxes and preferred stock dividends, if any)
under the following conditions:

a. The firm pays $10,000 in interest.

b. The firm pays $10,000 in preferred stock dividends.

Capital gains taxes Perkins Manufacturing is considering the sale of two non-

depreciable assets, X and Y. Asset X was purchased for $2,000 and will be sold

today for $2,250. Asset Y was purchased for $30,000 and will be sold today for
$35,000. The firm is subject to a 40% tax rate on capital gains.

a. Calculate the amount of capital gain, if any, realized on each of the assets.

b. Calculate the tax on the sale of each asset.

Capital gains taxes The following table contains purchase and sale prices for
the nondepreciable capital assets of a major corporation. The firm paid taxes of
40% on capital gains.

Asset Purchase price Sale price
A $ 3,000 $ 3,400
B 12,000 12,000
C 62,000 80,000
D 41,000 45,000
g 16,500 18,000

a. Determine the amount of capital gain realized on each of the five assets.
b. Calculate the amount of tax paid on each of the assets.
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CHAPTER 1 CASE

WEB EXERCISE

W
s

[

Assessing the Goal of Sports Products, Inc.

Loren Seguara and Dale Johnson both work for Sports Products, Inc., a major
producer of boating equipment and accessories. Loren works as a clerical
assistant in the Accounting Department, and Dale works as a packager in the
Shipping Department. During their lunch break one day, they began talking
about the company. Dale complained that he had always worked hard trying not
to waste packing materials and efficiently and cost-effectively performing his
job. In spite of his efforts and those of his co-workers in the department, the
firm’s stock price had declined nearly $2 per share over the past 9 months.

Loren indicated that she shared Dale’s frustration, particularly because the firm’s
profits had been rising. Neither could understand why the firm’s stock price was
falling as profits rose.

Loren indicated that she had seen documents describing the firm’s profit-
sharing plan under which all managers were partially compensated on the basis
of the firm’s profits. She suggested that maybe it was profit that was important
to management, because it directly affected their pay. Dale said, “That doesn’t
make sense, because the stockholders own the firm. Shouldn’t management do
what’s best for stockholders? Something’s wrong!” Loren responded, “Well,
maybe that explains why the company hasn’t concerned itself with the stock
price. Look, the only profits that stockholders receive are in the form of cash
dividends, and this firm has never paid dividends during its 20-year history. We
as stockholders therefore don’t directly benefit from profits. The only way we
benefit is for the stock price to rise.” Dale chimed in, “That probably explains
why the firm is being sued by state and federal environmental officials for dump-
ing pollutants in the adjacent stream. Why spend money for pollution control? It
increases costs, lowers profits, and therefore lowers management’s earnings!”

Loren and Dale realized that the lunch break had ended and they must
quickly return to work. Before leaving, they decided to meet the next day to con-
tinue their discussion.

Required

a. What should the management of Sports Products, Inc., pursue as its overrid-
ing goal? Why?

b. Does the firm appear to have an agency problem? Explain.

c. Evaluate the firm’s approach to pollution control. Does it seem to be ethical?
Why might incurring the expense to control pollution be in the best interests
of the firm’s owners in spite of its negative impact on profits?

d. On the basis of the information provided, what specific recommendations
would you offer the firm?

At the Careers in Finance Web site, wiww.careers-in-finance.com, you will find
information on career opportunities in seven different areas of finance. First
click on Corporate Finance in the Areas to Explore section and use the various
subsections to answer the following questions:

1. What are the primary responsibilities of the financial manager?
2. Summarize the types of skills a financial manager needs.
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3. Describe the key job areas in corporate finance.

4. What are the salary ranges for the following positions in corporate finance:
rookie financial analyst, credit manager, chief financial officer? How do
these compare to salaries at General Motors or PepsiCo?

Now return to the home page and click on either Commercial Banking or Invest-
ment Banking.

5. How do careers in the area you chose (commercial banking or investment
banking) compare to careers in corporate finance in terms of skills required,
responsibilities, and salaries?

Remember to check the book’s Web site at

WWW.aw.com/gitman

for additional resources, including additional Web exercises.
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CHAPTER

FINANCIAL
STATEMENTS
AND ANALYSIS

LEARNING GOALS

Review the contents of the stockholders’ report
and the procedures for consolidating international
financial statements.

Understand who uses financial ratios, and
how.

Use ratios to analyze a firm's liquidity and
activity.

Discuss the relationship between debt and
financial leverage and the ratios used to analyze
afirm’'s debt.

Use ratios to analyze a firm's profitability and its
market value.

Use a summary of financial ratios and the DuPont
system of analysis to perform a complete ratio

analysis.

Across the Disciplines WHY THIS CHAPTER MATTERS TO YOU

Accounting: You need to understand the stockholders’ report
and preparation of the four key financial statements; how firms
consolidate international financial statements; and how to cal-
culate and interpret financial ratios for decision making.

Information systems: You need to understand what data are
included in the firm's financial statements in order to design
systems that will supply such data to those who prepare the
statements and to those in the firm who use the data for ratio
calculations.

Management: You need to understand what parties are inter-
ested in the annual report and why; how the financial state-
ments will be analyzed by those both inside and outside the firm
to assess various aspects of performance; the caution that

40

should be exercised in using financial ratio analysis; and how
the financial statements affect the value of the firm.

Marketing: You need to understand the effects your decisions
will have on the financial statements, particularly the income
statement and the statement of cash flows, and how analysis of
ratios, especially those involving sales figures, will affect the
firm’s decisions about levels of inventory, credit policies, and
pricing decisions.

Operations: You need to understand how the costs of opera-
tions are reflected in the firm's financial statements and how
analysis of ratios, particularly those involving assets, cost of
goods sold, or inventory, may affect requests for new equip-
ment or facilities.
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BUILDING STRONG
FINANCIALS

Financial reporting is no longer the primary responsibility of the chief financial officer (CFO). The
role of today’s CFO, a key member of the executive team, has broadened to include strategic
planning and, at many companies, information management. Managing a company’s financial
operations takes many different skills. Financial planning, operations, and analysis; treasury oper-
ations (raising funds and managing cash); business acquisition and valuation; tax planning; and
investor relations are also under his or her control.

Home Depot CFO and treasurer Carol Tomé reports directly to chief executive officer Robert
L. Nardelli. She works closely with him and with Dennis J. Carey, an executive vice president and
the chief strategy officer, to guide the giant home improvement retailer's future growth. Along
with her strategic responsibilities, Tomé chooses the key financial measurements on which she
wants managers to focus. These are tied to the economic climate. When the economy was
strong, her objective was improving the company’s return on investment (ROI). By late 2001, Home
Depot's ROl was 16.0 percent, compared to 14.7 percent for the home improvement retail industry,
6.7 percent for the services sector, and 10.2 percent for the S&P 500.

In 2001’s slower economy, the emphasis shifted to activity ratios that measure how quickly
accounts are converted into cash. Particularly important to a retail chain are inventory turnover,
receivables collection period, and accounts payable periods. Home Depot hired consultants to
benchmark its financial operations with other best-in-class companies. “We're looking for pro-
cessing efficiencies,” Tomé says. Improved new-store productivity and lower pre-opening costs
per store, together with attention to cost control, are boosting margins. In the third quarter of
2001, when many companies reported earnings drops, Home Depot's netincome and earnings per
share rose over the same period in 2000.

The company’s measures of debt also indicate a strong financial position. Its ratio of debt to
total capital indicates that only about 10 percent of its total long-term financing is debt, a very low
degree of indebtedness. This strong position gives Home Depot more flexibility to pursue new
projects, such as its new high-end line of stores called Expo, and more opportunities to raise
funds from banks, which use ratio analysis to assess creditworthiness.

In this chapter you will learn how to analyze financial statements using financial ratios.

Ly
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s) 2.1

generally accepted

accounting principles (GAAP)
The practice and procedure
guidelines used to prepare and
maintain financial records and
reports; authorized by the
Financial Accounting Standards
Board (FASB).

Financial Accounting
Standards Board (FASB)

The accounting profession’s
rule-setting body, which
authorizes generally accepted
accounting principles (GAAP).

Securities and Exchange
Commission (SEC)

The federal regulatory body that
governs the sale and listing of
securities.

stockholders’ report

Annual report that publicly
owned corporations must provide
to stockholders; it summarizes
and documents the firm's
financial activities during the

pastyear. @WW

letter to stockholders

Typically, the first element of the
annual stockholders’ report and

the primary communication from
management.

income statement

Provides a financial summary of
the firm’s operating results
during a specified period.

The Stockholders’ Report

Every corporation has many and varied uses for the standardized records and
reports of its financial activities. Periodically, reports must be prepared for regu-
lators, creditors (lenders), owners, and management. The guidelines used to pre-
pare and maintain financial records and reports are known as generally accepted
accounting principles (GAAP). These accounting practices and procedures are
authorized by the accounting profession’s rule-setting body, the Financial
Accounting Standards Board (FASB).

Publicly owned corporations with more than $5 million in assets and 500 or
more stockholders! are required by the Securities and Exchange Commission
(SEC)—the federal regulatory body that governs the sale and listing of securi-
ties—to provide their stockholders with an annual stockholders’ report. The
annual report summarizes and documents the firm’s financial activities during the
past year. It begins with a letter to the stockholders from the firm’s president
and/or chairman of the board.

The Letter to Stockholders

The letter to stockholders is the primary communication from management. It
describes the events that are considered to have had the greatest impact on the
firm during the year. It also generally discusses management philosophy, strate-
gies, and actions, as well as plans for the coming year. Links at this book’s
Web site (www.aw.com/gitman) will take you to some representative letters to
stockholders.

The Four Key Financial Statements

The four key financial statements required by the SEC for reporting to sharehold-
ers are (1) the income statement, (2) the balance sheet, (3) the statement of
retained earnings, and (4) the statement of cash flows.2 The financial statements
from the 2003 stockholders’ report of Bartlett Company, a manufacturer of
metal fasteners, are presented and briefly discussed.

Income Statement

The income statement provides a financial summary of the firm’s operating results
during a specified period. Most common are income statements covering a 1-year
period ending at a specified date, ordinarily December 31 of the calendar year.

1. Although the Securities and Exchange Commission (SEC) does not have an official definition of publicly owned,
these financial measures mark the cutoff point it uses to require informational reporting, regardless of whether the
firm publicly sells its securities. Firms that do not meet these requirements are commonly called “closely owned”
firms.

2. Whereas these statement titles are consistently used throughout this text, it is important to recognize that in prac-
tice, companies frequently use different titles. For example, General Electric uses “Statement of Earnings” rather
than “Income Statement” and “Statement of Financial Position” rather than “Balance Sheet.” Bristol Myers Squibb
uses “Statement of Earnings and Retained Earnings” rather than “Income Statement.” Pfizer uses “Statement of
Shareholders’ Equity” rather than “Statement of Retained Earnings.”
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Hint " Some firms, such as
retailers and agricultural firms,
end their fiscal year at the end
of their operating cycle rather
than at the end of the calendar
year—for example, retailers at
the end of January and
agricultural firms at the end of
September.
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Many large firms, however, operate on a 12-month financial cycle, or fiscal year,
that ends at a time other than December 31. In addition, monthly income state-
ments are typically prepared for use by management, and quarterly statements
must be made available to the stockholders of publicly owned corporations.
Table 2.1 presents Bartlett Company’s income statements for the years ended
December 31, 2003 and 2002. The 2003 statement begins with sales revenue—
the total dollar amount of sales during the period—from which the cost of goods
sold is deducted. The resulting gross profits of $986,000 represent the amount
remaining to satisfy operating, financial, and tax costs. Next, operating expenses,
which include selling expense, general and administrative expense, lease expense,

VSV R Bartlett Company Income

Statements ($000)

For the years ended

December 31
2003 2002
Sales revenue $3,074 $2,567
Less: Cost of goods sold 2,088 1,711
Gross profits $ 986 $ 856
Less: Operating expenses
Selling expense $ 100 $ 108
General and administrative expenses 194 187
Lease expense? 35 35
Depreciation expense _ 239 _ 223
Total operating expense $ 568 $ 553
Operating profits $ 418 $ 303
Less: Interest expense 93 9N
Net profits before taxes $ 325 $ 212
Less: Taxes (rate =29%)? 9% 64
Net profits after taxes $ 231 $ 148
Less: Preferred stock dividends 10 10
Earnings available for common stockholders $ 221 $ 138
Earnings per share (EPS)¢ $ 2.90 $ 1.81
Dividend per share (DPS)? $ 1.29 $ 0.75

9Lease expense is shown here as a separate item rather than being included as
part of interest expense, as specified by the FASB for financial-reporting pur-
poses. The approach used here is consistent with tax-reporting rather than
financial-reporting procedures.

bThe 29% tax rate for 2003 results because the firm has certain special tax
write-offs that do not show up directly on its income statement.

Calculated by dividing the earnings available for common stockholders by
the number of shares of common stock outstanding—76,262 in 2003 and
76,244 in 2002. Earnings per share in 2003: $221,000 + 76,262 = $2.90; in
2002: $138,000 + 76,244 = $1.81.

dCalculated by dividing the dollar amount of dividends paid to common stock-
holders by the number of shares of common stock outstanding. Dividends per
share in 2003: $98,000 + 76,262 = $1.29; in 2002: $57,183 + 76,244 = $0.75.
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dividend per share (DPS)

The dollar amount of cash
distributed during the period on
behalf of each outstanding share
of common stock.

balance sheet

Summary statement of the firm's
financial position at a given point
in time.

current assets

Short-term assets, expected to
be converted into cash within 1
year or less.

current liabilities
Short-term liabilities, expected
to be paid within 1 year or less.

Introduction to Managerial Finance

and depreciation expense, are deducted from gross profits.3 The resulting operat-
ing profits of $418,000 represent the profits earned from producing and selling
products; this amount does not consider financial and tax costs. (Operating
profit is often called earnings before interest and taxes, or EBIT.) Next, the finan-
cial cost—interest expense—is subtracted from operating profits to find net prof-
its (or earnings) before taxes. After subtracting $93,000 in 2003 interest, Bartlett
Company had $325,000 of net profits before taxes.

Next, taxes are calculated at the appropriate tax rates and deducted to deter-
mine net profits (or earnings) after taxes. Bartlett Company’s net profits after
taxes for 2003 were $231,000. Any preferred stock dividends must be subtracted
from net profits after taxes to arrive at earnings available for common stockhold-
ers. This is the amount earned by the firm on behalf of the common stockholders
during the period.

Dividing earnings available for common stockholders by the number of
shares of common stock outstanding results in earnings per share (EPS). EPS rep-
resents the number of dollars earned during the period on behalf of each out-
standing share of common stock. In 2003, Bartlett Company earned $221,000
for its common stockholders, which represents $2.90 for each outstanding share.
The actual cash dividend per share (DPS), which is the dollar amount of cash dis-
tributed during the period on behalf of each outstanding share of common stock,
paid in 2003 was $1.29.

Balance Sheet

The balance sheet presents a summary statement of the firm’s financial position
at a given point in time. The statement balances the firm’s assets (what it owns)
against its financing, which can be either debf (what it owes) or equity (what was
provided by owners). Bartlett Company’s balance sheets as of December 31 of
2003 and 2002 are presented in Table 2.2. They show a variety of asset, liability
(debt), and equity accounts.

An important distinction is made between short-term and long-term assets
and liabilities. The current assets and current liabilities are short-term assets and
liabilities. This means that they are expected to be converted into cash (current
assets) or paid (current liabilities) within 1 year or less. All other assets and liabil-
ities, along with stockholders’ equity, which is assumed to have an infinite life,
are considered long-term, or fixed, because they are expected to remain on the
firm’s books for more than 1 year.

As is customary, the assets are listed from the most liquid—cash—down to
the least liquid. Marketable securities are very liquid short-term investments, such
as U.S. Treasury bills or certificates of deposit, held by the firm. Because they are
highly liquid, marketable securities are viewed as a form of cash (“near cash”).
Accounts receivable represent the total monies owed the firm by its customers on
credit sales made to them. Inventories include raw materials, work in process
(partially finished goods), and finished goods held by the firm. The entry for
gross fixed assets is the original cost of all fixed (long-term) assets owned by the

3. Depreciation expense can be, and frequently is, included in manufacturing costs—cost of goods sold—to calculate
gross profits. Depreciation is shown as an expense in this text to isolate its impact on cash flows.



CHAPTER 2  Financial Statements and Analysis

V:\:]iaV N Bartlett Company Balance Sheets ($000)

December 31
Assets 2003 2002
Current assets
Cash $ 363 $ 288
Marketable securities 68 51
Accounts receivable 503 365
Inventories 289 300
Total current assets $1,223 $1,004
Gross fixed assets (at cost)?
Land and buildings $2,072 $1,903
Machinery and equipment 1,866 1,693
Furniture and fixtures 358 316
Vehicles 275 314
Other (includes financial leases) 98 9%
Total gross fixed assets (at cost) $4,669 $4,322
Less: Accumulated depreciation 2,295 2,056
Net fixed assets $2,374 $2,266
Total assets $3,597 $3,270
Liabilities and Stockholders’ Equity
Current liabilities
Accounts payable $ 382 $ 270
Notes payable 79 99
Accruals 159 114
Total current liabilities $ 620 $§ 483
Long-term debt (includes financial leases)? $1,023 $ 967
Total liabilities $1,643 $1,450
Stockholders’ equity
Preferred stock—cumulative 5%, $100 par, 2,000 shares
authorized and issued® $ 200 $ 200
Common stock—$2.50 par, 100,000 shares authorized, shares
issued and outstanding in 2003: 76,262; in 2002: 76,244 191 190
Paid-in capital in excess of par on common stock 428 418
Retained earnings 1,135 1,012
Total stockholders’ equity $1,954 $1,820
Total liabilities and stockholders’ equity $3,597 $3,270

9In 2003, the firm has a 6-year financial lease requiring annual beginning-of-year payments of $35,000.

Four years of the lease have yet to run.

b Annual principal repayments on a portion of the firm’s total outstanding debt amount to $71,000.
“The annual preferred stock dividend would be $5 per share (5% X $100 par), or a total of $10,000

annually ($5 per share X 2,000 shares).

45
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rocus oN PRACTICE Extraordinary? Not to the FASB!

To most of us, the events of Sep-
tember 11, 2001, would certainly
qualify as extraordinary. The plane
crashes that took thousands of
lives, destroyed the World Trade
Center Towers, and damaged part
of the Pentagon were circum-
stances well outside what we
consider “ordinary.” Yet, several
weeks after the tragedy the
Financial Accounting Standards
Board (FASB) announced that the
terrorist attack did not constitute
an extraordinary event—at least
not in accounting terms.

As a result, companies will
not be able to separate costs and
expenses related to the disaster as
extraordinary on their financial
statements. Those expenses will
show up as normal operating costs
in the continuing operations sec-

Explained Tim Lucas, chair of the
FASB Emerging Issues Task Force,
“The task force understood that
this was an extraordinary eventin
the English-language sense of the
word. Butin the final analysis, we
decided itwasn’tgoing toimprove
the financial reporting system to
show it [separately].”

The FASB task force had pre-
pared a draft document with
guidelines on accounting for dis-
aster-related costs as extraordi-
nary. As they considered how to
apply these recommendations,
they realized that the impact of the
attack was so far-ranging that it
was almost impossible to divide di-
rect financial and economic ef-
fects from the weakening eco-
nomic conditions prior to
September 11. Nor was it possible

appropriate for all industries. FASB
members were concerned that
companies would blame negative
financial performance on the at-
tacks when in fact the costs were
unrelated. As one member pointed
out, almost every company was af-
fected in some way. Because the
whole business climate changed,
“it almost made it ordinary.”
Companies will, however, be
able to separate costs they believe
to be attributable to September 11
in the footnotes to financial state-
ments and in management’s dis-
cussion of financial results.

Sources: Jennifer Davies, “Will Attacks
Cover Up Weak Earnings?” San Diego
Union-Tribune (October 14, 2001), pp. H1, H6;
Steve Liesman, “Accountants, in a Reversal,
Say Costs from the Attack Aren't ‘Extraordi-
nary,”” Wall Street Journal (October 1, 2001),

\tion of the income statement.

pp. C1-2; Keith Naughton, “Out of the Ordi-
nary,” Newsweek (October 15, 2001), p. 9. J

to develop one set of guidelines

Hint 7 Another interpretation
of the balance sheet is that on
one side are the assets that have
been purchased to be used to
increase the profit of the firm.
The other side indicates how
these assets were acquired,
either by borrowing or by
investing the owner’s money.

long-term debt
Debts for which payment is not
due in the current year.

paid-in capital in excess of par
The amount of proceeds in
excess of the par value received
from the original sale of common
stock.

firm.* Net fixed assets represent the difference between gross fixed assets and
accumulated depreciation—the total expense recorded for the depreciation of
fixed assets. (The net value of fixed assets is called their book value.)

Like assets, the liabilities and equity accounts are listed from short-term to
long-term. Current liabilities include accounts payable, amounts owed for credit
purchases by the firm; notes payable, outstanding short-term loans, typically
from commercial banks; and accruals, amounts owed for services for which a bill
may not or will not be received. (Examples of accruals include taxes due the gov-
ernment and wages due employees.) Long-term debt represents debt for which
payment is not due in the current year. Stockholders’ equity represents the own-
ers’ claims on the firm. The preferred stock entry shows the historical proceeds
from the sale of preferred stock ($200,000 for Bartlett Company).

Next, the amount paid by the original purchasers of common stock is shown
by two entries: common stock and paid-in capital in excess of par on common
stock. The common stock entry is the par value of common stock. Paid-in capital
in excess of par represents the amount of proceeds in excess of the par value
received from the original sale of common stock. The sum of the common stock

4. For convenience the term fixed assets is used throughout this text to refer to what, in a strict accounting sense, is
captioned “property, plant, and equipment.” This simplification of terminology permits certain financial concepts
to be more easily developed.



retained earnings

The cumulative total of all
earnings, net of dividends, that
have been retained and
reinvested in the firm since its
inception.

statement of retained earnings
Reconciles the net income
earned during a given year, and
any cash dividends paid, with the
change in retained earnings
between the start and the end of
that year.

statement of cash flows
Provides a summary of the firm’s
operating, investment, and
financing cash flows and
reconciles them with changes in
its cash and marketable securi-
ties during the period.
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and paid-in capital accounts divided by the number of shares outstanding repre-
sents the original price per share received by the firm on a single issue of common
stock. Bartlett Company therefore received about $8.12 per share [($191,000
par + $428,000 paid-in capital in excess of par) + 76,262 shares] from the sale of
its common stock.

Finally, retained earnings represent the cumulative total of all earnings, net of
dividends, that have been retained and reinvested in the firm since its inception. It
is important to recognize that retained earnings are not cash but rather have been
utilized to finance the firm’s assets.

Bartlett Company’s balance sheets in Table 2.2 show that the firm’s total
assets increased from $3,270,000 in 2002 to $3,597,000 in 2003. The $327,000
increase was due primarily to the $219,000 increase in current assets. The asset
increase in turn appears to have been financed primarily by an increase of
$193,000 in total liabilities. Better insight into these changes can be derived from
the statement of cash flows, which we will discuss shortly.

Statement of Retained Earnings

The statement of retained earnings reconciles the net income earned during a
given year, and any cash dividends paid, with the change in retained earnings
between the start and the end of that year. Table 2.3 presents this statement for
Bartlett Company for the year ended December 31, 2003. The statement shows
that the company began the year with $1,012,000 in retained earnings and had
net profits after taxes of $231,000, from which it paid a total of $108,000 in div-
idends, resulting in year-end retained earnings of $1,135,000. Thus the net
increase for Bartlett Company was $123,000 ($231,000 net profits after taxes
minus $108,000 in dividends) during 2003.

Statement of Cash Flows

The statement of cash flows is a summary of the cash flows over the period of
concern. The statement provides insight into the firm’s operating, investment,
and financing cash flows and reconciles them with changes in its cash and mar-
ketable securities during the period. Bartlett Company’s statement of cash flows
for the year ended December 31, 2003, is presented in Table 2.4. Further insight
into this statement is included in the discussion of cash flow of in Chapter 3.

VA3V EE  Bartlett Company Statement of Retained
Earnings ($000) for the Year Ended
December 31, 2003

Retained earnings balance (January 1, 2003) $1,012
Plus: Net profits after taxes (for 2003) 231
Less: Cash dividends (paid during 2003)
Preferred stock ($10)
Common stock (198)
Total dividends paid (_108)
Retained earnings balance (December 31, 2003) $1,135




48 PART 1  Introduction to Managerial Finance

notes to the financial statements
Footnotes detailing information
on the accounting policies,
procedures, calculations, and
transactions underlying entries
in the financial statements.

VRSV RS  Bartlett Company Statement of Cash
Flows ($000) for the Year Ended

December 31, 2003

Cash Flow from Operating Activities

Net profits after taxes $231
Depreciation 239
Increase in accounts receivable (138)4
Decrease in inventories 11
Increase in accounts payable 112
Increase in accruals 45
Cash provided by operating activities $500
Cash Flow from Investment Activities
Increase in gross fixed assets ($347)
Change in business interests _ 0
Cash provided by investment activities ( 347)

Cash Flow from Financing Activities

Decrease in notes payable ($ 20)
Increase in long-term debts 56
Changes in stockholders’ equity? 11
Dividends paid (_108)
Cash provided by financing activities (_61)
Net increase in cash and marketable securities $ 92

9As is customary, parentheses are used to denote a negative number, which in this case is a
cash outflow.

bRetained earnings are excluded here, because their change is actually reflected in the
combination of the “net profits after taxes” and “dividends paid” entries.

Notes to the Financial Statements

Included with published financial statements are explanatory notes keyed to the
relevant accounts in the statements. These notes to the financial statements pro-
vide detailed information on the accounting policies, procedures, calculations,
and transactions underlying entries in the financial statements. Common issues
addressed by these notes include revenue recognition, income taxes, breakdowns
of fixed asset accounts, debt and lease terms, and contingencies. Professional
securities analysts use the data in the statements and notes to develop estimates of
the value of securities that the firm issues, and these estimates influence the
actions of investors and therefore the firm’s share value.

Consolidating International Financial Statements

So far, we’ve discussed financial statements involving only one currency, the U.S.
dollar. The issue of how to consolidate a company’s foreign and domestic finan-
cial statements has bedeviled the accounting profession for many years. The cur-



Financial Accounting Standards
Board (FASB) Standard No. 52
Mandates that U.S.-based
companies translate their
foreign-currency-denominated
assets and liabilities into dollars,
for consolidation with the parent
company'’s financial statements.
This is done by using the current
rate (translation) method.

Way

current rate (translation) method
Technique used by U.S.-based
companies to translate their
foreign-currency-denominated
assets and liabilities into dollars,
for consolidation with the parent
company'’s financial statements,
using the exchange rate prevail-
ing at the fiscal year ending date
(the current rate).

) 22

ratio analysis
Involves methods of calculating
and interpreting financial ratios
to analyze and monitor the firm's
performance.

Hint * Management should
be the most interested party of
this group. Managers not only
have to worry abut the
financial situation of the firm,
but they are also critically
interested in what the other
parties think about the firm.
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rent policy is described in Financial Accounting Standards Board (FASB) Stan-
dard No. 52, which mandates that U.S.-based companies translate their foreign-
currency-denominated assets and liabilities into dollars, for consolidation with
the parent company’s financial statements. This is done by using a technique
called the current rate (translation) method, under which all of a U.S. parent
company’s foreign-currency-denominated assets and liabilities are converted into
dollar values using the exchange rate prevailing at the fiscal year ending date (the
current rate). Income statement items are treated similarly. Equity accounts, on
the other hand, are translated into dollars by using the exchange rate that pre-
vailed when the parent’s equity investment was made (the historical rate).
Retained earnings are adjusted to reflect each year’s operating profits or losses.
Further details on this procedure can be found at the book’s Web site at
www.aw.com/gitman or in an intermediate accounting text.

C Review Questions )

Describe the purpose of each of the four major financial statements.

2-2  Why are the notes to the financial statements important to professional
securities analysts?
2-3  How is the current rate (translation) method used to consolidate a firm’s

foreign and domestic financial statements?

Using Financial Ratios

The information contained in the four basic financial statements is of major sig-
nificance to various interested parties who regularly need to have relative mea-
sures of the company’s operating efficiency. Relative is the key word here,
because the analysis of financial statements is based on the use of ratios or rela-
tive values. Ratio analysis involves methods of calculating and interpreting finan-
cial ratios to analyze and monitor the firm’s performance. The basic inputs to
ratio analysis are the firm’s income statement and balance sheet.

Interested Parties

Ratio analysis of a firm’s financial statements is of interest to shareholders, credi-
tors, and the firm’s own management. Both present and prospective shareholders
are interested in the firm’s current and future level of risk and return, which
directly affect share price. The firm’s creditors are interested primarily in the
short-term liquidity of the company and its ability to make interest and principal
payments. A secondary concern of creditors is the firm’s profitability; they want
assurance that the business is healthy. Management, like stockholders, is con-
cerned with all aspects of the firm’s financial situation, and it attempts to produce
financial ratios that will be considered favorable by both owners and creditors. In
addition, management uses ratios to monitor the firm’s performance from period
to period.
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cross-sectional analysis
Comparison of different firms’
financial ratios at the same point
in time; involves comparing the
firm’s ratios to those of other
firms in its industry or to industry
averages.

benchmarking

A type of cross-sectional
analysis in which the firm's ratio
values are compared to those of
a key competitor or group of
competitors that it wishes to
emulate.

Hint " Industry averages are
not particularly useful for
analyzing firms with
multiproduct lines. In the case
of multiproduct firms, it is
difficult to select the
appropriate benchmark
industry.

EXAMPLEY
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Types of Ratio Comparisons

Ratio analysis is not merely the calculation of a given ratio. More important is
the interpretation of the ratio value. A meaningful basis for comparison is needed
to answer such questions as “Is it too high or too low?” and “Is it good or bad?”
Two types of ratio comparisons can be made: cross-sectional and time-series.

Cross-Sectional Analysis

Cross-sectional analysis involves the comparison of different firms’ financial
ratios at the same point in time. Analysts are often interested in how well a firm
has performed in relation to other firms in its industry. Frequently, a firm will
compare its ratio values to those of a key competitor or group of competitors that
it wishes to emulate. This type of cross-sectional analysis, called benchmarking,
has become very popular.

Comparison to industry averages is also popular. These figures can be found
in the Almanac of Business and Industrial Financial Ratios, Dun & Bradstreet’s
Industry Norms and Key Business Ratios, Business Month, FTC Quarterly
Reports, Robert Morris Associates Statement Studies, Value Line, and industry
sources.> A sample from one available source of industry averages is given in
Table 2.5.

Many people mistakenly believe that as long as the firm being analyzed has a
value “better than” the industry average, it can be viewed favorably. However,
this “better than average” viewpoint can be misleading. Quite often a ratio value
that is far better than the norm can indicate problems that, on more careful
analysis, may be more severe than had the ratio been worse than the industry
average. It is therefore important to investigate significant deviations to either
side of the industry standard.

In early 2004, Mary Boyle, the chief financial analyst at Caldwell Manufacturing,
a producer of heat exchangers, gathered data on the firm’s financial performance
during 2003, the year just ended. She calculated a variety of ratios and obtained
industry averages. She was especially interested in inventory turnover, which
reflects the speed with which the firm moves its inventory from raw materials
through production into finished goods and to the customer as a completed sale.
Generally, higher values of this ratio are preferred, because they indicate a
quicker turnover of inventory. Caldwell Manufacturing’s calculated inventory
turnover for 2003 and the industry average inventory turnover were as follows:

Inventory turnover, 2003

14.8
9.7

Caldwell Manufacturing

Industry average

5. Cross-sectional comparisons of firms operating in several lines of business are difficult to perform. The use of
weighted-average industry average ratios based on the firm’s product-line mix or, if data are available, analysis of
the firm on a product-line basis can be performed to evaluate a multiproduct firm.
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VA3V Industry Average Ratios (2001) for Selected Lines of Business?

Total
Line of business Total liabilities Return Return
(number of Current  Quick Sales to Collection assets to net Return on total on net
concerns ratio ratio inventory period to sales worth on sales assets worth
reporting)® (X) (X) (X) (days) (%) (%) (%) (%) (%)
Department 6.2 1.9 6.0 2.9 34.3 19.7 4.0 8.5 14.6
stores 3.0 0.8 4.7 8.0 50.9 62.0 1.8 3.3 6.5
(167) 1.9 0.3 3.3 34.7 68.2 164.9 0.6 0.9 2.0
Electronic 3.6 1.8 19.0 34.7 36.4 121.4 7.1 11.7 23.9
computers 1.8 1.0 9.1 55.9 59.7 230.4 1.8 3.5 9.8
(91) 1.3 0.6 5.3 85.4 102.3 428.4 (0.8) (3.1) 2.0
Grocery 2.5 0.9 31.0 1.1 14.4 46.2 2.2 9.9 24.3
stores 1.5 0.4 19.7 29 20.3 128.4 0.8 3.9 11.1
(541) 1.0 0.2 14.0 5.8 31.3 294.2 0.3 1.0 3.8
Motor 2.0 1.0 11.2 18.5 27.9 95.9 3.7 9.7 24.1
vehicles 1.5 0.7 8.7 26.7 39.0 174.3 1 3.7 15.6
(38) 1.2 0.3 5.8 47.5 59.2 393.9 0.6 1.4 3.4

“These values are given for each ratio for each line of business. The center value is the median, and the values immediately above and below it are
the upper and lower quartiles, respectively.

bStandard Industrial Classification (SIC) codes for the lines of business shown are, respectively: SIC #5311, SIC #3571, SIC #5411, SIC #3711.
Source: “Industry Norms and Key Business Ratios,” Copyright © 2001 Dun & Bradstreet, Inc. Reprinted with permission.

Mary’s initial reaction to these data was that the firm had managed its inven-
tory significantly better than the average firm in the industry. The turnover was
nearly 53% faster than the industry average. Upon reflection, however, she real-
ized that a very high inventory turnover could also mean very low levels of inven-
tory. The consequence of low inventory could be excessive stockouts (insufficient
inventory). Discussions with people in the manufacturing and marketing depart-
ments did in fact uncover such a problem: Inventories during the year were
extremely low, the result of numerous production delays that hindered the firm’s
ability to meet demand and resulted in lost sales. What had initially appeared to
reflect extremely efficient inventory management was actually the symptom of a

A major problem.

Time-Series Analysis

time-series analysis Time-series analysis evaluates performance over time. Comparison of current to
Evaluation of the firm's financial  past performance, using ratios, enables analysts to assess the firm’s progress.
Ei:::;?'::::‘::‘:;:;"s'"g Developing trends can be seen by using multiyear comparisons. As in cross-
' sectional analysis, any significant year-to-year changes may be symptomatic of a

major problem.
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Combined Analysis
Combined cross-sectional
and time-series view of
Bartlett Company's average
collection period, 2000-2003

Combined Analysis

The most informative approach to ratio analysis combines cross-sectional and
time-series analyses. A combined view makes it possible to assess the trend in the
behavior of the ratio in relation to the trend for the industry. Figure 2.1 depicts
this type of approach using the average collection period ratio of Bartlett Com-
pany, over the years 2000-2003. This ratio reflects the average amount of time it
takes the firm to collect bills, and lower values of this ratio generally are preferred.
The figure quickly discloses that (1) Bartlett’s effectiveness in collecting its receiv-
ables is poor in comparison to the industry, and (2) Bartlett’s trend is toward
longer collection periods. Clearly, Bartlett needs to shorten its collection period.

Cautions About Using Ratio Analysis

Before discussing specific ratios, we should consider the following cautions about
their use:

1. Ratios with large deviations from the norm only indicate symptoms of a
problem. Additional analysis is typically needed to isolate the causes of the
problem. The fundamental point is this: Ratio analysis merely directs atten-
tion to potential areas of concern; it does not provide conclusive evidence as
to the existence of a problem.

2. A single ratio does not generally provide sufficient information from which
to judge the overall performance of the firm. Only when a group of ratios is
used can reasonable judgments be made. However, if an analysis is con-
cerned only with certain specific aspects of a firm’s financial position, one or
two ratios may be sufficient.

3. The ratios being compared should be calculated using financial statements
dated at the same point in time during the year. If they are not, the effects of
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seasonality may produce erroneous conclusions and decisions. For example,
comparison of the inventory turnover of a toy manufacturer at the end of
June with its end-of-December value can be misleading. Clearly, the seasonal
impact of the December holiday selling season would skew any comparison
of the firm’s inventory management.

4. Tt is preferable to use audited financial statements for ratio analysis. If the
statements have not been audited, the data contained in them may not reflect
the firm’s true financial condition.

5. The financial data being compared should have been developed in the same
way. The use of differing accounting treatments—especially relative to inven-
tory and depreciation—can distort the results of ratio analysis, regardless of
whether cross-sectional or time-series analysis is used.

6. Results can be distorted by inflation, which can cause the book values of
inventory and depreciable assets to differ greatly from their true (replace-
ment) values. Additionally, inventory costs and depreciation write-offs can
differ from their true values, thereby distorting profits. Without adjustment,
inflation tends to cause older firms (older assets) to appear more efficient and
profitable than newer firms (newer assets). Clearly, in using ratios, care must
be taken to compare older to newer firms or a firm to itself over a long period
of time.

Categories of Financial Ratios

Financial ratios can be divided for convenience into five basic categories: liquid-
ity, activity, debt, profitability, and market ratios. Liquidity, activity, and debt
ratios primarily measure risk. Profitability ratios measure return. Market ratios
capture both risk and return.

As a rule, the inputs necessary to an effective financial analysis include, at a
minimum, the income statement and the balance sheet. We will use the 2003 and
2002 income statements and balance sheets for Bartlett Company, presented ear-
lier in Tables 2.1 and 2.2, to demonstrate ratio calculations. Note, however, that
the ratios presented in the remainder of this chapter can be applied to almost any
company. Of course, many companies in different industries use ratios that focus
on aspects peculiar to their industry.

C Review Questions )

2-4  With regard to financial ratio analysis, how do the viewpoints held by the
firm’s present and prospective shareholders, creditors, and management
differ?

2-5  What is the difference between cross-sectional and time-series ratio analy-
sis? What is benchmarking?

2-6  What types of deviations from the norm should the analyst pay primary
attention to when performing cross-sectional ratio analysis? Why?

2-7 Why is it preferable to compare ratios calculated using financial state-
ments that are dated at the same point in time during the year?
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liquidity

A firm’s ability to satisfy its
short-term obligations as they
come due.

current ratio

A measure of liquidity calculated
by dividing the firm's current
assets by its current liabilities.

quick (acid-test) ratio

A measure of liquidity calculated
by dividing the firm's current
assets minus inventory by its
current liabilities.

Introduction to Managerial Finance

Liquidity Ratios

The liquidity of a firm is measured by its ability to satisfy its short-term obliga-
tions as they come due. Liquidity refers to the solvency of the firm’s overall finan-
cial position—the ease with which it can pay its bills. Because a common precur-
sor to financial distress and bankruptcy is low or declining liquidity, these ratios
are viewed as good leading indicators of cash flow problems. The two basic mea-
sures of liquidity are the current ratio and the quick (acid-test) ratio.

Current Ratio

The current ratio, one of the most commonly cited financial ratios, measures the
firm’s ability to meet its short-term obligations. It is expressed as follows:

Current assets
Current liabilities

Current ratio =

The current ratio for Bartlett Company in 2003 is

$1,223,000

$620000 7

Generally, the higher the current ratio, the more liquid the firm is considered
to be. A current ratio of 2.0 is occasionally cited as acceptable, but a value’s
acceptability depends on the industry in which the firm operates. For example, a
current ratio of 1.0 would be considered acceptable for a public utility but might
be unacceptable for a manufacturing firm. The more predictable a firm’s cash
flows, the lower the acceptable current ratio. Because Bartlett Company is in a
business with a relatively predictable annual cash flow, its current ratio of 1.97
should be quite acceptable.

Quick (Acid-Test) Ratio

The quick (acid-test) ratio is similar to the current ratio except that it excludes
inventory, which is generally the least liquid current asset. The generally low lig-
uidity of inventory results from two primary factors: (1) many types of inventory
cannot be easily sold because they are partially completed items, special-purpose
items, and the like; and (2) inventory is typically sold on credit, which means that
it becomes an account receivable before being converted into cash. The quick
ratio is calculated as follows:6

Current assets — Inventory

uick ratio = - —
Q Current liabilities

The quick ratio for Bartlett Company in 2003 is

$1,223,000 — $289,000 _ $934,000

= =1.51
$620,000 $620,000

6. Sometimes the quick ratio is defined as (cash + marketable securities + accounts receivable) + current liabilities. If
a firm were to show as current assets items other than cash, marketable securities, accounts receivable, and invento-
ries, its quick ratio might vary, depending on the method of calculation.
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activity ratios

Measure the speed with which
various accounts are converted
into sales or cash—inflows or
outflows.

inventory turnover
Measures the activity, or liquid-
ity, of a firm's inventory.
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A quick ratio of 1.0 or greater is occasionally recommended, but as with the
current ratio, what value is acceptable depends largely on the industry. The quick
ratio provides a better measure of overall liquidity only when a firm’s inventory
cannot be easily converted into cash. If inventory is liquid, the current ratio is a
preferred measure of overall liquidity.

( Review Question )

2-8 Under what circumstances would the current ratio be the preferred mea-
sure of overall firm liquidity? Under what circumstances would the quick
ratio be preferred?

Activity Ratios

Activity ratios measure the speed with which various accounts are converted into
sales or cash—inflows or outflows. With regard to current accounts, measures of
liquidity are generally inadequate because differences in the composition of a
firm’s current assets and current liabilities can significantly affect its “true” lig-
uidity. It is therefore important to look beyond measures of overall liquidity and
to assess the activity (liquidity) of specific current accounts. A number of ratios
are available for measuring the activity of the most important current accounts,
which include inventory, accounts receivable, and accounts payable.” The effi-
ciency with which total assets are used can also be assessed.

Inventory Turnover

Inventory turnover commonly measures the activity, or liquidity, of a firm’s
inventory. It is calculated as follows:

Cost of goods sold

Inventory turnover =
Inventory

Applying this relationship to Bartlett Company in 2003 yields
$2,088,000 _
$289,000

The resulting turnover is meaningful only when it is compared with that of other
firms in the same industry or to the firm’s past inventory turnover. An inventory

Inventory turnover = 7.2

7. For convenience, the activity ratios involving these current accounts assume that their end-of-period values are
good approximations of the average account balance during the period—typically 1 year. Technically, when the
month-end balances of inventory, accounts receivable, or accounts payable vary during the year, the average bal-
ance, calculated by summing the 12 month-end account balances and dividing the total by 12, should be used
instead of the year-end value. If month-end balances are unavailable, the average can be approximated by dividing
the sum of the beginning-of-year and end-of-year balances by 2. These approaches ensure a ratio that on the average
better reflects the firm’s circumstances. Because the data needed to find averages are generally unavailable to the
external analyst, year-end values are frequently used to calculate activity ratios for current accounts.
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average age of inventory
Average number of days’ sales
in inventory.

average collection period
The average amount of time
needed to collect accounts
receivable.

average payment period
The average amount of time
needed to pay accounts payable.

turnover of 20.0 would not be unusual for a grocery store, whereas a common
inventory turnover for an aircraft manufacturer is 4.0.

Inventory turnover can be easily converted into an average age of inventory
by dividing it into 360—the assumed number of days in a year.® For Bartlett
Company, the average age of inventory in 2003 is 50.0 days (360 + 7.2). This
value can also be viewed as the average number of days’ sales in inventory.

Average Collection Period

The average collection period, or average age of accounts receivable, is useful in
evaluating credit and collection policies.? It is arrived at by dividing the average
daily sales!0 into the accounts receivable balance:

Accounts receivable
Average sales per day

Average collection period =

_Accounts receivable
Annual sales
360

The average collection period for Bartlett Company in 2003 is

$503,000 _ $503,000
$3,074,000 $8,539
360

=58.9 days

On the average, it takes the firm 58.9 days to collect an account receivable.

The average collection period is meaningful only in relation to the firm’s
credit terms. If Bartlett Company extends 30-day credit terms to customers, an
average collection period of 58.9 days may indicate a poorly managed credit or
collection department, or both. It is also possible that the lengthened collection
period resulted from an intentional relaxation of credit-term enforcement in
response to competitive pressures. If the firm had extended 60-day credit terms,
the 58.9-day average collection period would be quite acceptable. Clearly, addi-
tional information is needed to evaluate the effectiveness of the firm’s credit and
collection policies.

Average Payment Period

The average payment period, or average age of accounts payable, is calculated in
the same manner as the average collection period:

Accounts payable
Average purchases per day

Average payment period =

8. Unless otherwise specified, a 360-day year consisting of twelve 30-day months is assumed throughout this text-
book. This assumption simplifies the calculations used to illustrate key concepts.

9. The average collection period is sometimes called the days’ sales outstanding (DSO). A discussion of the evalua-
tion and establishment of credit and collection policies is presented in Chapter 14.

10. The formula as presented assumes, for simplicity, that all sales are made on a credit basis. If this is not the case,
average credit sales per day should be substituted for average sales per day.



total asset turnover

Indicates the efficiency with
which the firm uses its assets to
generate sales.

Hint 7 The higher the cost of
the new assets, the larger the
denominator and thus the
smaller the ratio. Therefore,
because of inflation and the use
of historical costs, firms with
newer assets will tend to have
lower turnovers than those with
older assets.
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_ Accounts payable

Annual purchases
360

The difficulty in calculating this ratio stems from the need to find annual pur-
chases,!! a value not available in published financial statements. Ordinarily, pur-
chases are estimated as a given percentage of cost of goods sold. If we assume
that Bartlett Company’s purchases equaled 70 percent of its cost of goods sold in
2003, its average payment period is

$382,000  _ $382,000 _ g, 4 4o
0.70 X $2,088,000  $4,060 ey
360

This figure is meaningful only in relation to the average credit terms extended to
the firm. If Bartlett Company’s suppliers have extended, on average, 30-day
credit terms, an analyst would give Bartlett a low credit rating. Prospective
lenders and suppliers of trade credit are most interested in the average payment
period because it provides insight into the firm’s bill-paying patterns.

Total Asset Turnover

The total asset turnover indicates the efficiency with which the firm uses its assets
to generate sales. Total asset turnover is calculated as follows:

Sales
Total asset turnover =

Total assets
The value of Bartlett Company’s total asset turnover in 2003 is

$3,074,000

$3,597,000 0-85

This means the company turns over its assets 0.85 times a year.

Generally, the higher a firm’s total asset turnover, the more efficiently its
assets have been used. This measure is probably of greatest interest to manage-
ment, because it indicates whether the firm’s operations have been financially
efficient.

C Review Question )

2-9  To assess the firm’s average collection period and average payment period
ratios, what additional information is needed, and why?

11. Technically, annual credit purchases—rather than annual purchases—should be used in calculating this ratio.
For simplicity, this refinement is ignored here.
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financial leverage

The magnification of risk and
return introduced through the use
of fixed-cost financing, such as
debt and preferred stock.

EXAMPLEY

degree of indebtedness
Measures the amount of debt
relative to other significant
balance sheet amounts.

ability to service debts

The ability of a firm to make
the payments required on a
scheduled basis over the life
of a debt.

coverage ratios

Ratios that measure the firm's
ability to pay certain fixed
charges.

Debt Ratios

The debt position of a firm indicates the amount of other people’s money being
used to generate profits. In general, the financial analyst is most concerned with
long-term debts, because these commit the firm to a stream of payments over the
long run. Because creditors’ claims must be satisfied before the earnings can be dis-
tributed to shareholders, present and prospective shareholders pay close attention
to the firm’s ability to repay debts. Lenders are also concerned about the firm’s
indebtedness. Management obviously must be concerned with indebtedness.

In general, the more debt a firm uses in relation to its total assets, the greater
its financial leverage. Financial leverage is the magnification of risk and return
introduced through the use of fixed-cost financing, such as debt and preferred
stock. The more fixed-cost debt a firm uses, the greater will be its expected risk
and return.

Patty Akers is in the process of incorporating her new business. After much
analysis she determined that an initial investment of $50,000—$20,000 in cur-
rent assets and $30,000 in fixed assets—is necessary. These funds can be
obtained in either of two ways. The first is the no-debt plan, under which she
would invest the full $50,000 without borrowing. The other alternative, the debt
plan, involves investing $25,000 and borrowing the balance of $25,000 at 12%
annual interest.

Regardless of which alternative she chooses, Patty expects sales to average
$30,000, costs and operating expenses to average $18,000, and earnings to be
taxed at a 40% rate. Projected balance sheets and income statements associated
with the two plans are summarized in Table 2.6. The no-debt plan results in
after-tax profits of $7,200, which represent a 14.4% rate of return on Patty’s
$50,000 investment. The debt plan results in $5,400 of after-tax profits, which
represent a 21.6% rate of return on Patty’s investment of $25,000. The debt plan
provides Patty with a higher rate of return, but the risk of this plan is also greater,
because the annual $3,000 of interest must be paid before receipt of earnings.

The example demonstrates that with increased debt comes greater risk as
well as higher potential return. Therefore, the greater the financial leverage, the
greater the potential risk and return. A detailed discussion of the impact of debt
on the firm’s risk, return, and value is included in Chapter 12. Here, we empha-
size the use of financial debt ratios to assess externally a firm’s debt position.

There are two general types of debt measures: measures of the degree of
indebtedness and measures of the ability to service debts. The degree of indebted-
ness measures the amount of debt relative to other significant balance sheet
amounts. A popular measure of the degree of indebtedness is the debt ratio.

The second type of debt measure, the ability to service debts, reflects a firm’s
ability to make the payments required on a scheduled basis over the life of a
debt.12 The firm’s ability to pay certain fixed charges is measured using coverage
ratios. Typically, higher coverage ratios are preferred, but too high a ratio (above

12. The term service refers to the payment of interest and repayment of principal associated with a firm’s debt obli-
gations. When a firm services its debts, it pays—or fulfills—these obligations.



debt ratio

Measures the proportion of total
assets financed by the firm's
creditors.
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Financial Statements Associated with

TABLE 2.6
Patty’s Alternatives

No-debt plan Debt plan

Balance Sheets
Current assets $20,000 $20,000
Fixed assets 30,000 30,000

Total assets $50,000 $50,000
Debt (12% interest) $ 0 $25,000
(1) Equity 50,000 25,000

Total liabilities and equity $50,000 $50,000
Income Statements
Sales $30,000 $30,000
Less: Costs and operating

expenses 18,000 18,000
Operating profits $12,000 $12,000
Less: Interest expense 0 0.12 X $25,000 = 3,000
Net profit before taxes $12,000 $ 9,000
Less: Taxes (rate = 40%) 4,800 3,600
(2) Net profit after taxes $ 7,200 $ 5,400
Return on equity [(2) + (1)] L2 =14.4% 500 =21.6%

<Ry i $50,000 =27 $25,000 ==27°

industry norms) may result in unnecessarily low risk and return. In general, the
lower the firm’s coverage ratios, the less certain it is to be able to pay fixed obli-
gations. If a firm is unable to pay these obligations, its creditors may seek imme-
diate repayment, which in most instances would force a firm into bankruptcy.
Two popular coverage ratios are the times interest earned ratio and the fixed-
payment coverage ratio.!3

Debt Ratio

The debt ratio measures the proportion of total assets financed by the firm’s cred-
itors. The higher this ratio, the greater the amount of other people’s money being
used to generate profits. The ratio is calculated as follows:

Total liabilities

Debt ratio =
Total assets

13. Coverage ratios use data that are derived on an accrual basis (discussed in Chapter 1) to measure what in a strict
sense should be measured on a cash basis. This occurs because debts are serviced by using cash flows, not the
accounting values shown on the firm’s financial statements. But because it is difficult to determine cash flows avail-
able for debt service from the firm’s financial statements, the calculation of coverage ratios as presented here is quite
common thanks to the ready availability of financial statement data.
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times interest earned ratio
Measures the firm's ability to
make contractual interest
payments; sometimes called the
interest coverage ratio.

fixed-payment coverage ratio
Measures the firm's ability to
meet all fixed-payment
obligations.

The debt ratio for Bartlett Company in 2003 is

$1,643,000

=0.457=45.7%
$3,597,000

This value indicates that the company has financed close to half of its assets with
debt. The higher this ratio, the greater the firm’s degree of indebtedness and the
more financial leverage it has.

Times Interest Earned Ratio

The times interest earned ratio, sometimes called the interest coverage ratio, mea-
sures the firm’s ability to make contractual interest payments. The higher its
value, the better able the firm is to fulfill its interest obligations. The times inter-
est earned ratio is calculated as follows:

Earnings before interest and taxes
Interest

Times interest earned ratio =

The figure for earnings before interest and taxes is the same as that for operating
profits shown in the income statement. Applying this ratio to Bartlett Company
yields the following 2003 value:

$418,000 _

4.5
$93,000

Times interest earned ratio =
The times interest earned ratio for Bartlett Company seems acceptable. A value
of at least 3.0—and preferably closer to 5.0—is often suggested. The firm’s
earnings before interest and taxes could shrink by as much as 78 percent
[(4.5 —1.0) +4.5], and the firm would still be able to pay the $93,000 in interest
it owes. Thus it has a good margin of safety.

Fixed-Payment Coverage Ratio

The fixed-payment coverage ratio measures the firm’s ability to meet all fixed-
payment obligations, such as loan interest and principal, lease payments, and pre-
ferred stock dividends.!* As is true of the times interest earned ratio, the higher
this value, the better. The formula for the fixed-payment coverage ratio is

Fixed- . .
quegent B Earnings before interest and taxes+ Lease payments
ayr =
E()\}:emg,e Interest + Lease payments
rdti() ° + {(Principal payments + Preferred stock dividends) X [1/(1 — T)]}

where T is the corporate tax rate applicable to the firm’s income. The term
1/(1 =T) is included to adjust the after-tax principal and preferred stock divi-
dend payments back to a before-tax equivalent that is consistent with the before-

14. Although preferred stock dividends, which are stated at the time of issue, can be “passed” (not paid) at the
option of the firm’s directors, it is generally believed that the payment of such dividends is necessary. This text there-
fore treats the preferred stock dividend as a contractual obligation, to be paid as a fixed amount, as scheduled.
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common-size income statement
An income statement in which
each item is expressed as a
percentage of sales.
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tax values of all other terms. Applying the formula to Bartlett Company’s 2003
data yields

Fixed-payment $418,000 + $35,000
coverage ratio . $93,000 + $35,000 + {($71,000 + $10,000) X [1/(1 — 0.29)]}
_ $453,000 _
$242,000 ’

Because the earnings available are nearly twice as large as its fixed-payment
obligations, the firm appears safely able to meet the latter.

Like the times interest earned ratio, the fixed-payment coverage ratio mea-
sures risk. The lower the ratio, the greater the risk to both lenders and owners;
the greater the ratio, the lower the risk. This ratio allows interested parties to
assess the firm’s ability to meet additional fixed-payment obligations without
being driven into bankruptcy.

C Review Questions )

2-10 What is financial leverage?
2-11 What ratio measures the firm’s degree of indebtedness? What ratios assess
the firm’s ability to service debts?

Profitability Ratios

There are many measures of profitability. As a group, these measures enable the
analyst to evaluate the firm’s profits with respect to a given level of sales, a cer-
tain level of assets, or the owners’ investment. Without profits, a firm could not
attract outside capital. Owners, creditors, and management pay close attention to
boosting profits because of the great importance placed on earnings in the
marketplace.

Common-Size Income Statements

A popular tool for evaluating profitability in relation to sales is the common-size
income statement.!S Each item on this statement is expressed as a percentage of
sales. Common-size income statements are especially useful in comparing perfor-
mance across years. Three frequently cited ratios of profitability that can be read
directly from the common-size income statement are (1) the gross profit margin,
(2) the operating profit margin, and (3) the net profit margin.

Common-size income statements for 2003 and 2002 for Bartlett Company
are presented and evaluated in Table 2.7. These statements reveal that the firm’s

15. This statement is sometimes called a percent income statement. The same treatment is often applied to the firm’s
balance sheet to make it easier to evaluate changes in the asset and financial structures of the firm. In addition to
measuring profitability, these statements in effect can be used as an alternative or supplement to liquidity, activity,
and debt-ratio analysis.
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gross profit margin

Measures the percentage of each
sales dollar remaining after the
firm has paid for its goods.

V-8V AN Bartlett Company Common-Size Income

Statements
For the years ended
December 31 Evaluation?
2003 2002 2002-2003
Sales revenue 100.0% 100.0% same
Less: Cost of goods sold _67.9 _66.7 worse
(1) Gross profit margin 2 32.1% - 33.3% worse
Less: Operating expenses
Selling expense 3.3% 4.2% better
General and administrative expenses 6.8 6.7 better
Lease expense 1.1 1.3 better
Depreciation expense _ 73 _ 93 better
Total operating expense _18.5% 21.5% better
(2) Operating profit margin 13.6% 11.8% better
Less: Interest expense _ 3.0 35 better
Net profits before taxes 10.6% 8.3% better
Less: Taxes 31 25 worse?
Net profits after taxes 7.5% 5.8% better
Less: Preferred stock dividends 03 04 better
(3) Net profit margin _72% _5.4% better

aSubjective assessments based on data provided.

bTaxes as a percent of sales increased noticeably between 2002 and 2003 because of differing costs and
expenses, whereas the average tax rates (taxes + net profits before taxes) for 2002 and 2003 remained
about the same—30% and 29%, respectively.

cost of goods sold increased from 66.7 percent of sales in 2002 to 67.9 percent in
2003, resulting in a worsening gross profit margin. However, thanks to a
decrease in total operating expenses, the firm’s net profit margin rose from 5.4
percent of sales in 2002 to 7.2 percent in 2003. The decrease in expenses more
than compensated for the increase in the cost of goods sold. A decrease in the
firm’s 2003 interest expense (3.0 percent of sales versus 3.5 percent in 2002)
added to the increase in 2003 profits.

Gross Profit Margin

The gross profit margin measures the percentage of each sales dollar remaining
after the firm has paid for its goods. The higher the gross profit margin, the better
(that is, the lower the relative cost of merchandise sold). The gross profit margin
is calculated as follows:

Sales — Cost of goods sold _ Gross profits
Sales Sales

Gross profit margin =



CHAPTER 2

e-FINANCE ShopKo's Software Solution

Specialized financial analysis tools
can help companies achieve sig-
nificant improvements in ratio
measures of performance. With
assistance from sophisticated new
software programs, for example,
companies can convert masses of
historical sales data into useful
information that guides pricing
strategy and improves operating
efficiency.

Like many of its rivals,
ShopKo Stores, a Fortune 500 dis-
count chain based in Green Bay,
Wisconsin, had no underlying
strategy to sell slow-moving
items. It used “guesstimates” to
reduce prices a bit at a time, until
eventually the merchandise sold.
However, total sales suffered from
the company’s having no way to
determine the maximum price at
which goods would sell. Because
the dollar volume of sales enters
into both the numerator and the
denominator in the gross profit

Hint " This is a very
significant ratio for small
retailers, especially during times
of inflationary prices. If the
owner of the firm does not raise
prices when the cost of sales is
rising, the gross profit margin
will erode.

margin, when sales numbers were
down, the ShopKo's gross profit
margin also suffered.

Software from Spotlight
Solutions, a Cincinnati company,
applied information technology to
ShopKo’s decisions about mark-
downs. Company research indi-
cated that multiple markdowns are
not so profitable as properly timed
single markdowns. It developed a
program (Markdown Optimizer) to
automate optimal price change ac-
tions so that retailers can achieve
higher sales and margins from ex-
isting merchandise inventories.
The program analyzes several
years of sales figures on similar
products and develops a demand
pattern, taking into account the
sensitivity of customer demand to
price changes (price elasticity).
The software is dynamic—that is,
it “learns” retail customers’ pref-
erences and incorporates thatin-
formation into its models.
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| In Practice J

During a six-month pilot proj-
ect, ShopKo provided three years
of sales data on 300 apparel, home,
and other products. Markdown
Optimizer ran through a series of
mathematical models to arrive at
optimal timing for and amount of
price cuts. ShopKo tracked and
compared sales for these clear-
ance items using the recom-
mended markdowns. Sales on
those products were 14 percent
higher than the prior year. The
company’s gross profit margin
rose 24 percent, despite flat same-
store sales in one quarter. ShopKo
now uses Markdown Optimizer for
all products.

Sources: Amy Merrick, “Retailers Try to Get
Leg Up on Markdowns with New Software,”
Wall Street Journal (August 7, 2001), pp. A1,
A6; “ShopKo Uses Spotlight Solutions

Price Optimization Software,” downloaded
from Spotlight Solutions Web site, www.
spotlightsolutions.com/cshopko.html,
November 6, 2001.

Bartlett Company’s gross profit margin for 2003 is

$3,074,000 — $2,088,000 _

$986,000

$3,074,000

"~ $3,074,000

=32.1%

This value is labeled (1) on the common-size income statement in Table 2.7.

operating profit margin
Measures the percentage of each
sales dollar remaining after all
costs and expenses other than
interest, taxes, and preferred
stock dividends are deducted;
the “pure profits” earned on each
sales dollar.

Operating Profit Margin

The operating profit margin measures the percentage of each sales dollar remain-
ing after all costs and expenses other than interest, taxes, and preferred stock div-
idends are deducted. It represents the “pure profits” earned on each sales dollar.
Operating profits are “pure” because they measure only the profits earned on
operations and ignore interest, taxes, and preferred stock dividends. A high oper-
ating profit margin is preferred. The operating profit margin is calculated as
follows:

Operating profits
Sales

Operating profit margin =
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net profit margin

Measures the percentage of each
sales dollar remaining after all
costs and expenses, including
interest, taxes, and preferred
stock dividends, have been
deducted.

Hint * EPS represents the
dollar amount earned on behalf
of each share—not the amount
of earnings actually distributed
to shareholders.

Bartlett Company’s operating profit margin for 2003 is

$418,000

—————=13.6%
$3,074,000

This value is labeled (2) on the common-size income statement in Table 2.7.

Net Profit Margin

The net profit margin measures the percentage of each sales dollar remaining
after all costs and expenses, including interest, taxes, and preferred stock divi-
dends, have been deducted. The higher the firm’s net profit margin, the better.
The net profit margin is calculated as follows:

Earnings available for common stockholders

Net profit margin = -
Sales

Bartlett Company’s net profit margin for 2003 is

$221,000 .,
$3,074,000 7%
This value is labeled (3) on the common-size income statement in Table 2.7.

The net profit margin is a commonly cited measure of the firm’s success with
respect to earnings on sales. “Good” net profit margins differ considerably across
industries. A net profit margin of 1 percent or less would not be unusual for a
grocery store, whereas a net profit margin of 10 percent would be low for a retail
jewelry store.

Earnings per Share (EPS)

The firm’s earnings per share (EPS) is generally of interest to present or prospec-
tive stockholders and management. As we noted earlier, EPS represents the num-
ber of dollars earned during the period on behalf of each outstanding share of
common stock. Earnings per share is calculated as follows:

Earnings available for common stockholders
Number of shares of common stock outstanding

Earnings per share =

Bartlett Company’s earnings per share in 2003 is

$221,000

76362 = $2.90

This figure represents the dollar amount earned on behalf of each share. The dol-
lar amount of cash actually distributed to each shareholder is the dividend per
share (DPS), which, as noted in Bartlett Company’s income statement (Table
2.1), rose to $1.29 in 2003 from $0.75 in 2002. EPS is closely watched by the
investing public and is considered an important indicator of corporate success.



return on total assets (ROA)
Measures the overall effective-
ness of management in generat-
ing profits with its available
assets; also called the return on
investment (ROI).

return on common equity (ROE)
Measures the return earned on
the common stockholders’
investment in the firm.

CHAPTER 2  Financial Statements and Analysis 65

Return on Total Assets (ROA)

The return on total assets (ROA), often called the return on investment (ROI),
measures the overall effectiveness of management in generating profits with its
available assets. The higher the firm’s return on total assets, the better. The return
on total assets is calculated as follows:

Earnings available for common stockholders
Total assets

Return on total assets =

Bartlett Company’s return on total assets in 2003 is

$221,000

= .100
$3,597,000 6-1%

This value indicates that the firm earned 6.1 cents on each dollar of asset
investment.

Return on Common Equity (ROE)

The return on common equity (ROE) measures the return earned on the common
stockholders’ investment in the firm. Generally, the higher this return, the better
off are the owners. Return on common equity is calculated as follows:

Earnings available for common stockholders

Return on common equity = C rock n
“ommon stock equity

This ratio for Bartlett Company in 2003 is

$221,000 o
$1,754,000 12.6%
Note that the value for common stock equity ($1,754,000) was found by sub-
tracting the $200,000 of preferred stock equity from the total stockholders’
equity of $1,954,000 (see Bartlett Company’s 2003 balance sheet in Table 2.2).
The calculated ROE of 12.6 percent indicates that during 2003 Bartlett earned
12.6 cents on each dollar of common stock equity.

C Review Questions )

2-12 What three ratios of profitability are found on a common-size income
statement?

2-13 What would explain a firm’s having a high gross profit margin and a low
net profit margin?

2-14 Which measure of profitability is probably of greatest interest to the
investing public? Why?
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market ratios

Relate a firm's market value, as
measured by its current share
price, to certain accounting
values.

price/earnings (P/E) ratio
Measures the amount that
investors are willing to pay for
each dollar of a firm's earnings;
the higher the P/E ratio, the
greater is investor confidence.

market/book (M/B) ratio
Provides an assessment of how
investors view the firm's perfor-
mance. Firms expected to earn
high returns relative to their risk
typically sell at higher M/B
multiples.

Introduction to Managerial Finance

Market Ratios

Market ratios relate the firm’s market value, as measured by its current share
price, to certain accounting values. These ratios give insight into how well
investors in the marketplace feel the firm is doing in terms of risk and return.
They tend to reflect, on a relative basis, the common stockholders’ assessment of
all aspects of the firm’s past and expected future performance. Here we consider
two popular market ratios, one that focuses on earnings and another that consid-
ers book value.

Price/Earnings (P/E) Ratio

The price/earnings (P/E) ratio is commonly used to assess the owners’ appraisal
of share value.16¢ The P/E ratio measures the amount that investors are willing to
pay for each dollar of a firm’s earnings. The level of the price/earnings ratio indi-
cates the degree of confidence that investors have in the firm’s future perfor-
mance. The higher the P/E ratio, the greater is investor confidence. The P/E ratio
is calculated as follows:

Market price per share of common stock
Earnings per share

Price/earnings (P/E) ratio =

If Bartlett Company’s common stock at the end of 2003 was selling at $32.25,
using the EPS of $2.90, the P/E ratio at year-end 2003 is

$32.25
$2.90 11

This figure indicates that investors were paying $11.10 for each $1.00 of earn-
ings. The P/E ratio is most informative when applied in cross-sectional analysis
using an industry average P/E ratio or the P/E ratio of a benchmark firm.

Market/Book (M/B) Ratio

The market/book (M/B) ratio provides an assessment of how investors view the
firm’s performance. It relates the market value of the firm’s shares to their
book—strict accounting—value. To calculate the firm’s M/B ratio, we first need
to find the book value per share of common stock:

Book value per B Common stock equity
share of common stock  Number of shares of common stock outstanding

Substituting the appropriate values for Bartlett Company from its 2003 balance
sheet, we get

$1,754,000

76.262 =$23.00

Book value per share of common stock =

16. Use of the price/earnings ratio to estimate the value of the firm is part of the discussion of “Other approaches to
common stock valuation” in Chapter 7.
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The formula for the market/book ratio is

Market price per share of common stock

Market/book (M/B) ratio =
Book value per share of common stock
Substituting Bartlett Company’s end of 2003 common stock price of $32.25 and
its $23.00 book value per share of common stock (calculated above) into the M/B
ratio formula, we get

$32.25
$23.00

This M/B ratio means that investors are currently paying $1.40 for each $1.00 of
book value of Bartlett Company’s stock.

The stocks of firms that are expected to perform well—improve profits,
increase their market share, or launch successful products—typically sell at
higher M/B ratios than the stocks of firms with less attractive outlooks. Simply
stated, firms expected to earn high returns relative to their risk typically sell at
higher M/B multiples. Clearly, Bartlett’s future prospects are being viewed favor-
ably by investors, who are willing to pay more than its book value for the firm’s
shares. Like P/E ratios, M/B ratios are typically assessed cross-sectionally, to get a
feel for the firm’s risk and return compared to peer firms.

Market/book (M/B) ratio = =1.40

( Review Question )

2-15 How do the price/earnings (P/E) ratio and the market/book (M/B) ratio
provide a feel for the firm’s risk and return?

A Complete Ratio Analysis

Analysts frequently wish to take an overall look at the firm’s financial perfor-
mance and status. Here we consider two popular approaches to a complete ratio
analysis: (1) summarizing all ratios and (2) the DuPont system of analysis. The
summary analysis approach tends to view all aspects of the firm’s financial activ-
ities to isolate key areas of responsibility. The DuPont system acts as a search
technique aimed at finding the key areas responsible for the firm’s financial
condition.

Summarizing All Ratios

We can use Bartlett Company’s ratios to perform a complete ratio analysis using
both cross-sectional and time-series analysis approaches. The 2003 ratio values
calculated earlier and the ratio values calculated for 2001 and 2002 for Bartlett
Company, along with the industry average ratios for 2003, are summarized in
Table 2.8, which also shows the formula used to calculate each ratio. Using these
data, we can discuss the five key aspects of Bartlett’s performance—liquidity,
activity, debt, profitability, and market.
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PART 1

Introduction to Managerial Finance

Liquidity
The overall liquidity of the firm seems to exhibit a reasonably stable trend, hav-

ing been maintained at a level that is relatively consistent with the industry aver-
age in 2003. The firm’s liquidity seems to be good.

Activity

Bartlett Company’s inventory appears to be in good shape. Its inventory manage-
ment seems to have improved, and in 2003 it performed at a level above that of
the industry. The firm may be experiencing some problems with accounts receiv-
able. The average collection period seems to have crept up above that of the
industry. Bartlett also appears to be slow in paying its bills; it pays nearly 30 days
slower than the industry average. This could adversely affect the firm’s credit
standing. Although overall liquidity appears to be good, the management of
receivables and payables should be examined. Bartlett’s total asset turnover
reflects a decline in the efficiency of total asset utilization between 2001 and
2002. Although in 2003 it rose to a level considerably above the industry aver-
age, it appears that the pre-2002 level of efficiency has not yet been achieved.

Debt

Bartlett Company’s indebtedness increased over the 2001-2003 period and is
currently above the industry average. Although this increase in the debt ratio
could be cause for alarm, the firm’s ability to meet interest and fixed-payment
obligations improved, from 2002 to 2003, to a level that outperforms the indus-
try. The firm’s increased indebtedness in 2002 apparently caused a deterioration
in its ability to pay debt adequately. However, Bartlett has evidently improved its
income in 2003 so that it is able to meet its interest and fixed-payment obliga-
tions at a level consistent with the average in the industry. In summary, it appears
that although 2002 was an off year, the company’s ability to pay debts in 2003
compensates for its increased degree of indebtedness.

Profitability

Bartlett’s profitability relative to sales in 2003 was better than the average com-
pany in the industry, although it did not match the firm’s 2001 performance.
Although the gross profit margin was better in 2002 and 2003 than in 2001,
higher levels of operating and interest expenses in 2002 and 2003 appear to have
caused the 2003 et profit margin to fall below that of 2001. However, Bartlett
Company’s 2003 net profit margin is quite favorable when compared to the
industry average.

The firm’s earnings per share, return on total assets, and return on common
equity behaved much as its net profit margin did over the 2001-2003 period.
Bartlett appears to have experienced either a sizable drop in sales between 2001
and 2002 or a rapid expansion in assets during that period. The exceptionally
high 2003 level of return on common equity suggests that the firm is performing
quite well. The firm’s above-average returns—net profit margin, EPS, ROA, and
ROE—may be attributable to the fact that it is more risky than average. A look at
market ratios is helpful in assessing risk.



DuPont system of analysis
System used to dissect the firm's
financial statements and to
assess its financial condition.

DuPont formula

Multiplies the firm’s net profit
margin by its total asset turnover
to calculate the firm's return on
total assets (ROA).

CHAPTER 2  Financial Statements and Analysis n

Market

Investors have greater confidence in the firm in 2003 than in the prior two years,
as reflected in the price/earnings (P/E) ratio of 11.1. However, this ratio is below
the industry average. The P/E ratio suggests that the firm’s risk has declined but
remains above that of the average firm in its industry. The firm’s market/book
(M/B) ratio has increased over the 2001-2003 period, and in 2003 it exceeds the
industry average. This implies that investors are optimistic about the firm’s future
performance. The P/E and M/B ratios reflect the firm’s increased profitability
over the 2001-2003 period: Investors expect to earn high future returns as com-
pensation for the firm’s above-average risk.

In summary, the firm appears to be growing and has recently undergone an
expansion in assets, financed primarily through the use of debt. The 2002-2003
period seems to reflect a phase of adjustment and recovery from the rapid growth
in assets. Bartlett’s sales, profits, and other performance factors seem to be grow-
ing with the increase in the size of the o