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Retained earnings, 69

breakpoint, 342
statement of, 78–79

Retention ratio, 558
Retirement ability, 24
Return on common equity (ROE), 115

EVA and, 126–127
problems with, 125–127

Return on total assets (ROA), 114
Revaluation of a currency, 622
Revolving credit agreement, 538–539
Risk, 175, 246

adjusted cost of capital, 398
adjusted discount rate, 404
adjusting cost of capital for, 346–348
and rates of return, 244–280
arbitrage, 704
aversion, 255
beta, 264, 397
business, 439–441
business and financial, 439–450
certainty equivalent, 404
company-specific, 264
corporate (within-firm), 397
country, 199
default, 227–234
demand, 604
diversifiable, 246, 263, 264–266
environmental, 604
estimating project, 397–398
exchange rate, 199, 637
financial, 444–450, 604
implications for corporate managers and investors,

278–279
input, 604
insurable, 604
interest rate, 186, 223–225
liability, 604
management, 578–582, 603, 604–607
market, 246, 263, 264–266, 397
measuring country, 198
measuring stand-alone, 398–403
Microsoft’s goal: managing every risk, 606
nondiversifiable, 264
no pain no gain, 244–245
personnel, 604
political, 619, 637
portfolio context, 245, 257–271
premium, 256
property, 604
pure, 604
reasons to manage, 579–582
reinvestment rate, 186, 225–226
relationship between, and rates of return, 271–277
relevant, 265
speculative, 604
stand-alone, 246–257, 397–403
systematic, 264
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trade-off between, and return, 256–257
unsystematic, 264

Risk-adjusted cost of capital, 398
Risk-adjusted discount rate, 404
Risk-free rate, 182
Riskless hedge, 589
Riskless Treasury bonds, 184–185

S
Sale and leaseback, 653
Sales forecast, 555–556
Salvage value calculations, 391–392
Savings and loan associations, 150
Scenario analysis, 400–401
S Corporation, 5
Seasoned issue, 218
Secondary markets, 145
Secured financing, 543
Secured loan, 542
Securitization, 601
Security Market Line (SML), 274
Security Market Line (SML) equation, 273
Security markets, 145–147, 153–160

efficient markets hypothesis, 163
equilibrium, 10, 311

Semiannual compounding, 48
Sensitivity analysis, 398–400
Short hedges, 607
Shutdown options, 417–419
Side payments, 601
Signal, 461, 482
Signaling theory, 460–461
Simple interest, 27
Sinking fund provision, 211–212
Soft currency, 622
Speculation, 607
Spin-off, 707
Spontaneous funds, 542
Spot markets, 145
Spot rate, 621, 626
Stand-alone risk, 246–257, 397

measuring, 398–403
Standard deviation, 250, 251–252
Statement of cash flows, 75, 76–78
Statement of retained earnings, 78–79
Stepped-up exercise price, 664
Stock dividends, 496–497
Stockholders’ equity, 68–69
Stockholder wealth maximization, 6

a worldwide goal?, 12
Stock market, 153–157

and returns, 160–162
efficiency, 163–169
equilibrium, 310–313
indices around the world, 634–635

international, 635–636
reporting, 160–162

Stock prices and shareholder value, 6–7
Stock repurchases, 498–502

soar in 2004, 499
Stocks (See individual entries, such as Common

stock; Preferred stock), 289–317
Stock splits, 496

reverse, 496
Strategic alliances, 706
Strategic business plan, 359
Strategic planning, 553–555
Stretching accounts payable, 536
Strike (exercise) price, 584
Structured note, 601–602
Subordinated debenture, 229
Sunk cost, 395–396
Supernormal (nonconstant) growth, 300
Supply chain management, 529
Swap, 600–601, 609–610

currency, 601
interest rate, 581–582, 600

Symmetric information, 460
Synergy, 685
Systematic risk, 264

T
Takeover, 291
Tangible assets, 74
Target cash balance, 522
Target (optimal) capital structure, 331
Target company, 689
Target payout ratio, 479
Tax depreciation, 413–414
Taxes, 87–89
Temporary current assets, 518
Tender offer, 500, 689
Terminal date, 301
Terminal value, 301
Term structure of interest rates, 187–189
Time lines, 25–26
Time preferences for consumption, 175
Times-interest-earned (TIE) ratio, 110–111
Time value of money, 24–54

amortized loans, 52–54
annuity, 35–36
annuity due, 36
comparing interest rates, 50–51
compounding, 26
finding annuity payments, periods, and interest

rates, 40–42
finding the interest rate, 34–35
finding the number of years, 35
fractional time periods, 52
future value (FV), 26–31
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Time value of money, (continued)
future value of an ordinary annuity, 36–38
future value of an annuity due, 38–39
future value of an uneven cash flow stream, 

46–47
ordinary (deferred) annuity, 36
perpetuities, 42–44
present value (PV), 26, 31–34
present value of an ordinary annuity, 39–40
semiannual and other compounding periods,

48–50
solving for I with uneven cash flows, 47–48
time lines, 25–26
uneven cash flows, 44–46

Total assets turnover ratio, 107
Total company (corporate valuation) model, 305
Trade credit, 534

costly, 536
free, 536
stretching accounts payable, 536

Trade-off between risk and return, 256–257
Trade-off theory, 459–460
Treasury bonds, 209

almost riskless, 184–185
Treasury stock, 498
Trend analysis, 118
Tying the ratios together: the Du Pont equations,

118–121

U
Uneven cash flows, 44–46

future value, 46–47
solving for I, 47–48

Unlevered beta (bU), 452
Unsystematic risk, 264
Uses and limitations of ratio analysis, 124–125

V
Valuation, 213–216, 289–317

bond valuation, 213–216
common stock valuation, 289–317
corporation, 305–310
preferred stock valuation, 315

Variance, 251
Vertically integrated investment, 618
Vertical merger, 687
Vignettes, 2–3, 24, 64, 100–101, 141–142, 174, 207–208,

244–245, 289, 328–329, 357–358, 387–388, 415,
436–437, 512, 552, 578–579, 615–616, 648–649,
683–684

W
Warrant, 212, 661–667

comparison with convertibles, 673–674
detachable, 664

reporting earnings when outstanding, 674–675
stepped-up exercise price, 664
weak currency, 622

Weighted average (composite) cost of capital
(WACC), 331, 343–344

factors affecting, 344–345
overview of, 329–330

Whistle-blowers, 15
White knight, 691, 702
White squire, 702
Window dressing techniques, 124
Within-firm risk (corporate), 397
Working capital, 512, 513–543

accounts payable (trade credit), 534–537
accounts receivable, 530–534
accruals, 542
alternative financing policies, 518–521
alternative investment policies, 517–518
average collection period, 514
bank loans, 537–541
cash and marketable securities, 525–528
cash budget, 521, 522–525
cash conversion cycle, 513–517
commercial paper, 541–542
inventories, 528–529
inventory conversion period, 514
loans, 513
management, 512–543
multinational, 639–642
negative working capital, some firms operate 

with, 516
net, 69, 513
net operating, 82, 513
payables deferral period, 514
supply chain management, 529
terminology, 513
trade credit, 534–537
use of security in short-term financing, 542–543

WorldCom, 100–101
Worst-case scenario, 400

Y
Yield curve, 187

determinants of its shape, 189–193
humped, 189
inverted, 188
normal, 188
using to estimate future interest rates, 193–195

Yield to call, 217–218
Yield to maturity, 216–217
Yogi Berra on the M&M proposition, 457

Z
Zero coupon bond, 210
Zero growth stock, 298



FREQUENTLY USED SYMBOLS/ABBREVIATIONS

ACP Average collection period
ADR American depository receipt
APR Annual percentage rate
A/R Accounts receivable

b Beta coefficient, a measure of an asset’s riskiness
bL Levered beta
bU Unlevered beta

BEP Basic earning power
BVPS Book value per share

CAPM Capital Asset Pricing Model
CCC Cash conversion cycle

CF Cash flow; CFt is the cash flow in Period t
CFPS Cash flow per share

CR Conversion ratio
CV Coefficient of variation
Dp Dividend of preferred stock
Dt Dividend in Period t

DCF Discounted cash flow
D/E Debt-to-equity ratio
DPS Dividends per share

DRIP Dividend reinvestment plan
DRP Default risk premium
DSO Days sales outstanding
EAR Effective annual rate, EFF%
EBIT Earnings before interest and taxes; net operating income

EBITDA Earnings before interest, taxes, depreciation, and amortization
EPS Earnings per share

EVA Economic value added
F (1) Fixed operating costs

(2) Flotation cost
FCF Free cash flow
FVN Future value for Year N

FVAN Future value of an annuity for N years
g Growth rate in earnings, dividends, and stock prices
I Interest rate; also referred to as r

I/YR Interest rate key on some calculators
INT Interest payment in dollars

IP Inflation premium
IPO Initial public offering
IRR Internal rate of return
LP Liquidity premium
M Maturity value of a bond

M/B Market-to-book ratio
MIRR Modified internal rate of return
MRP Maturity risk premium
MVA Market value added

N Calculator key denoting number of periods
N(di) Represents area under a standard normal distribution function

NOPAT Net operating profit after taxes
NOWC Net operating working capital

NPV Net present value
P (1) Price of a share of stock in Period t; P0 = price of the stock today

(2) Sales price per unit of product sold



Pc Conversion price
Pf Price of good in foreign country
Ph Price of good in home country

P/E Price/earnings ratio
PMT Payment of an annuity
PPP Purchasing power parity
PV Present value

PVAN Present value of an annuity for N years
Q Quantity produced or sold

QBE Breakeven quantity
r (1) A percentage discount rate, or cost of capital; also referred to

as I
(2) Nominal risk-adjusted required rate of return

r- “r bar,” historic, or realized, rate of return
r̂ “r hat,” an expected rate of return

r* Real risk-free rate of return
rd Before-tax cost of debt
re Cost of new common stock (outside equity)
rf Interest rate in foreign country
rh Interest rate in home country
ri Required return for an individual firm or security

rM Return for “the market,” or an “average” stock
rNOM Nominal rate of interest; also referred to as INOM

rp (1) Cost of preferred stock
(2) Portfolio’s return

rPER Periodic rate of return
rRF Rate of return on a risk-free security

rs (1) Cost of retained earnings
(2) Required return on common stock

� Correlation coefficient; also denoted as R when using historical data
ROA Return on assets
ROE Return on equity

RP Risk premium
RPM Market risk premium

RR Retention rate
S (1) Sales

(2) Estimated standard deviation for sample data
SML Security Market Line

� Summation sign
� Standard deviation

�2 Variance
t Time period

T Marginal income tax rate
TVN A stock’s horizon, or terminal, value
TIE Times interest earned

V Variable cost per unit
VB Bond value
Vp Value of preferred stock

VC Total variable costs
WACC Weighted averaged cost of capital

X Exercise price of option
YTC Yield to call
YTM Yield to maturity


