
J.FredWeston
Eugene F. Brigham

ESSENTIALS OF
MANAGERIAL FINANCE
Eighth Edition



Contents in Brief

PART I INTRODUCTION TO MANAGERIAL FINANCE 1
Chapter 1 An Overview of Managerial Finance 3
Chapter 2 Financial Statements, Taxes, and Cash Flows 27

Appendix 2A Effects of Depreciation Methods on Taxes, Net Income, and Cash Flows 50
Chapter 3 Financial Markets and Interest Rates 55

PART II ESSENTIAL CONCEPTS IN MANAGERIAL FINANCE 87
Chapter 4 Discounted Cash Flow Analysis 89

Appendix 4A Continuous Compounding and Discounting 122
Chapter 5 Valuation Models 125
Chapter 6 Risk and Rates of Return 173

Appendix 6A Calculating Beta Coefficients 216

PART III FINANCIAL ANALYSIS, PLANNING, AND CONTROL 223
Chapter 7 Financial Analysis 225
Chapter 8 Financial Forecasting 275

Appendix 8A: Microcomputers and Financial Forecasting 305
Chapter 9 Financial Planning and Control 309

PART IV WORKING CAPITAL MANAGEMENT 341
Chapter 10 Working Capital Policy 343
Chapter 11 Cash and Marketable Securities Management 365
Chapter 12 Credit Management 395
Chapter 13 Inventory Management 419
Chapter 14 Short-Term Financing 441



PART V CAPITAL BUDGETING 477
Chapter 15 Capital Budgeting Techniques 479
Chapter 16 Project Cash Flows and Risk 511

PART VI THE COST OF CAPITAL, LEVERAGE, AND DIVIDEND POLICY
Chapter 17 The Cost of Capital 553
Chapter 18 Capital Structure and Financial Leverage 591
Chapter 19 Dividend Policy 633

551

PART VII LONG-TERM FINANCING DECISIONS 671
Chapter 20 Common Stock Financing 673
Chapter 21 Long-Term Debt 705

Appendix 21A Bankruptcy and Reorganization 736
Appendix 2IB Refunding Operations 743

Chapter 22 Preferred Stock, Leasing, and Option-Type Securities 749
Chapter 23 Corporate Restructuring: Mergers, Divestitures, and Holding Companies 787
Appendix A Mathematical Tables 815
Appendix B Answers to Selected End-of-Chapter Problems 824
Appendix C Selected Equations 829
Index 835



Contents

PART I INTRODUCTION TO
MANAGERIAL FINANCE l

Chapter 1 An Overview of Managerial Finance 3
A Managerial Perspective 3 The Financial Manager's
Responsibilities 3 The Changing Role of Managerial Finance 4
Increasing Importance of Managerial Finance 6 Alternative Forms of
Business Organization 8 Finance in the Organizational Structure of
the Firm 11 The Goals of the Corporation 11 The Agency
Problem 15 Managerial Actions to Maximize Shareholder
Wealth 20 The Economic Environment 22 Organization of the
Book 22 Summary 23 International: The International
Environment 24

Chapter 2 Financial Statements,
Taxes, and Cash Flows 27

A Managerial Perspective 27 Financial Statements and
Securities 27 The Federal Income Tax System 31
Depreciation 39 Cash Flow Analysis 42 Summary 44
Small Business: Taxes and the Small Firm 45
Appendix 2A Effects of Depreciation Methods on Taxes,
Net Income, and Cash Flows 50

Chapter 3 Financial Markets and Interest Rates 55
A Managerial Perspective 55 The Financial Markets 55
Financial Institutions 57 The Stock Market 60 The Cost of
Money 63 Interest Rate Levels 64 The Determinants of Market
Interest Rates 68 The Term Structure of Interest Rates 72
Other Factors That Influence Interest Rate Levels 76 Interest
Rate Levels and Stock Prices 77 Interest Rates and Business
Decisions 78 Summary 79 Small Business: Risk Capital for
Growth Firms 80

xvil



xviii Contents

PART II ESSENTIAL CONCEPTS IN
MANAGERIAL FINANCE 87

Chapter 4 Discounted Cash Flow Analysis 89
A Managerial Perspective 89 Future Value 90 Present
Value 92 Future Value versus Present Value 95 Future Value of
an Annuity 96 Present Value of an Annuity 99
Perpetuities 101 Present Value of an Uneven Series of
Payments 102 Determining Interest Rates 104 Semiannual
and Other Compounding Periods 106 Amortized Loans 109
Summary 110 Appendix 4A Continuous Compounding and
Discounting 122

Chapter 5 Valuation Models 125
A Managerial Perspective 125 Bond Values 125 Preferred Stock
Valuation 140 Common Stock Valuation 141 Summary 158
Small Business: Valuation of Small Firms 160

Chapter 6 Risk and Rates of Return 173
A Managerial Perspective 173 Defining and Measuring Risk 173
Expected Rate of Return 175 Portfolio Risk and the Capital Asset
Pricing Model 183 The Relationship between Risk and Rates of
Return 195 Security Market Equilibrium 201 Physical
Assets versus Securities 206 A Word of Caution 207
Summary 207 International: The Risk of Foreign Investment 208
Appendix 6A Calculating Beta Coefficients 216

PART III FINANCIAL ANALYSIS,
PLANNING, AND CONTROL 223

Chapter 7 Financial Analysis 225
A Managerial Perspective 225 Financial Statements and
Reports 226 Ratio Analysis 240 Comparative Ratios 255
Uses and Limitations of Ratio Analysis 257 Summary 259 Small
Business: Financial Analysis in the Small Firm 260

Chapter 8 Financial Forecasting 275
A Managerial Perspective 275 Sales Forecasts 275 Forecasting
Financial Requirements: The Percentage of Sales Method 278
Forecasting Financial Requirements When the Balance Sheet Ratios Are
Subject to Change 286 Modifying the Forecast of Additional Funds
Needed 288 Computerized Financial Planning Models 291
Summary 292 International: Currency Exchange Rates 293
Appendix 8A: Microcomputers and Financial Forecasting 305



Contents xis

Chapter 9 Financial Planning and Control 309
A Managerial Perspective 309 Financial Planning and Control
Processes 309 Breakeven Analysis 311 Operating
Leverage 316 Cash Breakeven Analysis 320 The Cash
Budget 322 Control in Multidivisional Companies 326
Summary 329 Small Business: Nonlinear Breakeven Analysis 330

PART IV WORKING CAPITAL MANAGEMENT 341

Chapter 10 Working Capital Policy 343
A Managerial Perspective 343 Working Capital Terminology 343
Importance of Working Capital Management 345 Requirement for
External Working Capital Financing 346 The Working Capital Cash
Flow Cycle 346 Working Capital Investment and Financing
Policies 349 Advantages and Disadvantages of Short-Term
Credit 353 Summary 356 Small Business: Growth and Working
Capital Needs 357

Chapter 11 Cash and Marketable
Securities Management 365

A Managerial Perspective 365 Cash Management 365
Increasing the Efficiency of Cash Management 367 Bank
Relationships 373 Matching the Costs and Benefits of Cash
Management 374 Marketable Securities 376 The Baumol
Model for Balancing Cash and Marketable Securities 383
Summary 386 International: International Cash Management 387

Chapter 12 Credit Management 395
A Managerial Perspective 395 The Accumulation of
Receivables 396 Monitoring the Receivables Position 397
Credit Policy 400 The Role of the Credit Manager 406 Use of
Computers in Credit Management 407 Analyzing Changes in the
Credit Policy Variables 408 Summary 412 International:
International Credit Management 412

Chapter 13 Inventory Management 419
A Managerial Perspective 419 Inventory 419 Determining the
Inventory Investment 420 Inventory Costs 423 The Optimal
Ordering Quantity 426 Summary 435 International: Inventory
Management by the Multinational Corporation 435

Chapter 14 Short-Term Financing 441
A Managerial Perspective 441 Accrued Wages and Taxes 441
Trade Credit, or Accounts Payable 442 Short-Term Bank
Loans 448 Commercial Paper 458 Use of Security in Short-
Term Financing 459 Summary 466 Small Business: Receivables
Financing by a Small Firm 467



xx Contents

PART V CAPITAL BUDGETING 477

Chapter 15 Capital Budgeting Techniques 479
A Managerial Perspective 479 Significance of Capital
Budgeting 479 Project Proposals and Classifications 480
Similarities between Capital Budgeting and Security Valuation 482
Capital Budgeting Decision Rules 483 Evaluation of the Decision
Rules 493 Comparison of the NPV and IRR Methods 494 The
Post-Audit 497 Other Issues in Capital Budgeting 498
Summary 499 Small Business: Capital Budgeting in the Small
Firm 500

Chapter 16 Project Cash Flows and Risk 511
A Managerial Perspective 511 Cash Flow Estimation 511
Identifying the Relevant Cash Flows 512 Changes in Net Working
Capital 515 Capital Budgeting Project Evaluation 516 Risk
Analysis 523 Corporate Risk versus Beta Risk 523 Techniques
for Measuring Corporate Risk 525 Beta Risk 532 Techniques
for Measuring Beta Risk 536 Portfolio Effects within the
Firm 537 Project Risk Conclusions 537 Divisional Costs of
Capital 538 Capital Rationing 539 Summary 540
International: Risk and International Capital Budgeting 541

PART VI THE COST OF CAPITAL,
LEVERAGE, AND DIVIDEND POLICY 551

Chapter 17 The Cost of Capital 553
A Managerial Perspective 553 The Logic of the Weighted Average
Cost of Capital 553 Basic Definitions 554 Cost of
Debt, kd 555 Cost of Preferred Stock, kp 556 Cost of Retained
Earnings, kg 557 Cost of Newly Issued Common Stock, or External
Equity, ke 562 Weighted Average, or Composite, Cost of Capital,
WACC = K 564 The Marginal Cost of Capital 565 Combining
the MCC and Investment Opportunity Schedules 573
Summary 577 Small Business: Cost of Equity Capital for Small
Firms 578

Chapter 18 Capital Structure
and Financial Leverage 591

A Managerial Perspective 591 The Target Capital Structure 591
Business and Financial Risk 592 Determining the Optimal Capital
Structure 596 Degree of Leverage 606 Liquidity and Cash Flow
Analysis 611 Modigliani and Miller 613 Asymmetrical
Informational Effects 615 Capital Structure and Mergers 618
Checklist for Capital Structure Decisions 619 Variations in Capital
Structures among Firms 621 Summary 622 International:
International Financial Management 623



Contents

Chapter 19 Dividend Policy 633
A Managerial Perspective 633 Dividend Policy Theories 633
Tests of Dividend Theories 636 Other Dividend Policy
Issues 638 Dividend Policy in Practice 639 Summary of
Factors Influencing Dividend Policy 649 Stock Dividends and Stock
Splits 651 Stock Repurchases 654 Establishing a Dividend
Policy: Some Illustrations 659 Summary 661

PART VII LONG-TERM FINANCING DECISIONS 671

Chapter 20 Common Stock Financing 673
A Managerial Perspective 673 Balance Sheet Accounts and
Definitions 673 Legal Rights and Privileges of Common
Stockholders 676 Types of Common Stock 677 Evaluation of
Common Stock as a Source of Funds 678 The Market for Common
Stock 681 The Investment Banking Process 687 IBM's Initial
Debt Offering 695 Emerging Trends 697 Summary 698
Small Business: Raising Equity Capital for the Small Firm 698

Chapter 21 Long-Term Debt 705
A Managerial Perspective 705 Traditional Debt Instruments 705
Specific Debt Contract Features 709 Recent Innovations 712
Bond Ratings 717 Rationale for Using Different Types of
Securities 723 Factors Influencing Long-Term Financing
Decisions 725 Summary 728 International: International
Markets for Long-Term Debt 729 Appendix 21A Bankruptcy and
Reorganization 736 Appendix 21B Refunding Operations 743

Chapter 22 Preferred Stock, Leasing,
and Option-Type Securities 749

A Managerial Perspective 749 Preferred Stock 749
Leasing 754 Options 764 Warrants 768
Convertibles 771 Reporting Earnings When Warrants or
Convertibles Are Outstanding 776 Summary 776

Chapter 23 Corporate Restructuring: Mergers,
Divestitures, and Holding Companies 787

A Managerial Perspective 787 Rationale for Mergers 787 Types
of Mergers 790 Level of Merger Activity 791 Procedures for
Combining Firms 795 Merger Analysis 796 Valuing the Target
Firm 799 The Role of Investment Bankers 801 Joint
Ventures 804 Divestitures 804 Holding Companies 808
Summary 811



xxii Contents

Appendix A Mathematical Tables 815

Appendix B Answers to

Selected End-of-Chapter Problems 824

Appendix C Selected Equations 829

Index 835


