


Financial Management and

Analysis

Second Edition



THE FRANK J. FABOZZI SERIES

Fixed Income Securities, Second Edition by Frank J. Fabozzi
Focus on Value: A Corporate and Investor Guide to Wealth Creation by James L. 

Grant and James A. Abate
Handbook of Global Fixed Income Calculations by Dragomir Krgin
Managing a Corporate Bond Portfolio by Leland E. Crabbe and Frank J. Fabozzi
Real Options and Option-Embedded Securities by William T. Moore
Capital Budgeting: Theory and Practice by Pamela P. Peterson and Frank J. Fabozzi
The Exchange-Traded Funds Manual by Gary L. Gastineau
Professional Perspectives on Fixed Income Portfolio Management, Volume 3 edited

by Frank J. Fabozzi
Investing in Emerging Fixed Income Markets edited by Frank J. Fabozzi and 

Efstathia Pilarinu
Handbook of Alternative Assets by Mark J. P. Anson
The Exchange-Traded Funds Manual by Gary L. Gastineau
The Global Money Markets by Frank J. Fabozzi, Steven V. Mann, and

Moorad Choudhry
The Handbook of Financial Instruments edited by Frank J. Fabozzi
Collateralized Debt Obligations: Structures and Analysis by Laurie S. Goodman 

and Frank J. Fabozzi
Interest Rate, Term Structure, and Valuation Modeling edited by Frank J. Fabozzi
Investment Performance Measurement by Bruce J. Feibel
The Handbook of Equity Style Management edited by T. Daniel Coggin and

Frank J. Fabozzi
The Theory and Practice of Investment Management edited by Frank J. Fabozzi and 

Harry M. Markowitz
Foundations of Economic Value Added: Second Edition by James L. Grant



Financial Management and

Analysis

Second Edition

FRANK J. FABOZZI

PAMELA P. PETERSON

John Wiley & Sons, Inc.



FJF
To my wife and children, Francesco, Patricia, and Karly

PPP
To my children, Ken and Erica

Copyright © 2003 by Frank J. Fabozzi. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey

Published simultaneously in Canada

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in 

any form or by any means, electronic, mechanical, photocopying, recording, scanning, or oth-

erwise, except as permitted under Section 107 or 108 of the 1976 United States Copyright 

Act, without either the prior written permission of the Publisher, or authorization through 

payment of the appropriate per-copy fee to the Copyright Clearance Center, Inc., 222 Rose-

wood Drive, Danvers, MA 01923, 978-750-8400, fax 978-750-4470, or on the web at 

www.copyright.com. Requests to the Publisher for permission should be addressed to the Per-

missions Department, John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030, 201-

748-6011, fax 201-748-6008, e-mail: permcoordinator@wiley.com.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best 

efforts in preparing this book, they make no representations or warranties with respect to the 

accuracy or completeness of the contents of this book and specifically disclaim any implied 

warranties of merchantability or fitness for a particular purpose. No warranty may be created 

or extended by sales representatives or written sales materials. The advice and strategies con-

tained herein may not be suitable for your situation. You should consult with a professional 

where appropriate. Neither the publisher nor author shall be liable for any loss of profit or 

any other commercial damages, including but not limited to special, incidental, consequential, 

or other damages.

For general information on our other products and services, or technical support, please con-

tact our Customer Care Department within the United States at 800-762-2974, outside the 

United States at 317-572-3993, or fax 317-572-4002.

Wiley also publishes its books in a variety of electronic formats. Some content that appears in 

print may not be available in electronic books.

For more information about Wiley, visit our web site at www.wiley.com.

ISBN: 0-471-23484-2

Printed in the United States of America

10   9   8   7   6   5   4   3   2   1



v

Contents

Preface ix

About the Authors xiii

PART ONE

Foundations 1

CHAPTER 1

Introduction to Financial Management and Analysis 3

CHAPTER 2

Securities and Markets 27

CHAPTER 3

Financial Institutions and the Cost of Money 49

CHAPTER 4

Introduction to Derivatives 83

CHAPTER 5

Taxation 107

CHAPTER 6

Financial Statements 125

CHAPTER 7

Mathematics of Finance 147



vi Contents

PART TWO

The Fundamentals of Valuation 193

CHAPTER 8

Principles of Asset Valuation and Investment Returns 195

CHAPTER 9

Valuation of Securities and Options 211

CHAPTER 10

Risk and Expected Return 257

CHAPTER 11

The Cost of Capital 307

PART THREE

Long-Term Investment Decisions 353

CHAPTER 12

Capital Budgeting: Cash Flows 355

CHAPTER 13

Capital Budgeting Techniques 399

CHAPTER 14

Capital Budgeting and Risk 451

PART FOUR

Financing Decisions 485

CHAPTER 15

Intermediate and Long-Term Debt 487

CHAPTER 16

Common Stock 533



Contents vii

CHAPTER 17

Preferred Stock 571

CHAPTER 18

Capital Structure 583

PART FIVE

Managing Working Capital 625

CHAPTER 19

Management of Cash and Marketable Securities 627

CHAPTER 20

Management of Receivables and Inventory 651

CHAPTER 21

Management of Short-Term Financing 679

PART SIX

Financial Statement Analysis 719

CHAPTER 22

Financial Ratio Analysis 721

CHAPTER 23

Earnings Analysis 775

CHAPTER 24

Cash Flow Analysis 797

PART SEVEN

Selected Topics in Financial Management 821

CHAPTER 25

International Financial Management 823



viii Contents

CHAPTER 26

Borrowing Via Structured Finance Transactions 861

CHAPTER 27

Equipment Leasing 883

CHAPTER 28

Project Financing 917

CHAPTER 29

Strategy and Financial Planning 933

APPENDIX

Black-Scholes Option Pricing Model 975

INDEX 983



ix

Preface

Financial Management and Analysis is an introduction to the concepts,
tools, and applications of finance. The purpose of this textbook is to com-
municate the fundamentals of financial management and financial analysis.
This textbook is written in a way that will enable students who are just
beginning their study of finance to understand financial decision-making
and its role in the decision-making process of the entire firm. 

Throughout the textbook, you’ll see how we view finance. We see
financial decision-making as an integral part of the firm’s decision-making,
not as a separate function. Financial decision-making involves coordination
among personnel specializing in accounting, marketing, and production
aspects of the firm.

The principles and tools of finance are applicable to all forms and
sizes of business enterprises, not only to large corporations. Just as there
are special problems and opportunities for small family-owned businesses
(such as where to obtain financing), there are special problems and
opportunities for large corporations (such as agency problems that arise
when management of the firm is separated from the firm’s owners). But
the fundamentals of financial management are the same regardless of the
size or form of the business. For example, a dollar today is worth more
than a dollar one year from today, whether you are making decisions for
a sole proprietorship or a large corporation.

We view the principles and tools of finance as applicable to firms
around the globe, not just to U.S. business enterprises. While customs and
laws may differ among nations, the principles, theories, and tools of
financial management do not. For example, in evaluating whether to buy
a particular piece of equipment, you must evaluate what happens to the
firm’s future cash flows (How much will they be? When will they occur?
How uncertain are they?), whether the firm is located in the United States,
Great Britain, or elsewhere.

In addition, we believe that a strong foundation in finance principles
and the related mathematical tools are necessary for you to understand
how investing and financing decisions are made. But building that foun-
dation need not be strenuous. One way that we try to help you build
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that foundation is to present the principles and theories of finance using
intuition, instead of with proofs and theorems. For example, we walk
you through the intuition of capital structure theory with numerical and
real world examples, not equations and proofs. Another way we try to
assist you is to approach the tools of finance using careful, step-by-step
examples and numerous graphs. 

ORGANIZATION

Financial Management and Analysis is presented in seven parts. The first
two parts (Parts One and Two) cover the basics, including the objective of
financial management, valuation principles, and the relation between risk
and return. Financial decision-making is covered in Parts Three, Four, and
Five where we present long-term investment management (commonly
referred to as capital budgeting), the management of long-term sources of
funds, and working capital management. Part Six covers financial state-
ment analysis which includes financial ratio analysis, earnings analysis,
and cash flow analysis. The last part (Part Seven) covers several specialized
topics: international financial management, borrowing via structured
financial transactions (i.e., asset securitization), project financing, equip-
ment leasing, and financial planning and strategy. 

DISTINGUISHING FEATURES OF THE TEXTBOOK

Logical structure. The text begins with the basic principles and tools, fol-
lowed by long-term investment and financing decisions. The first two parts
lay out the basics; Part Three then focuses on the “left side” of the balance
sheet (the assets) and the Part Four is the “right side” of the balance sheet
(the liabilities and equity). Working capital decisions, which are made to
support the day-to-day operations of the firm, are discussed in Part Five.
Part Six provides the tools for analyzing a firm’s financial statements. In
the last chapter of the book, you are brought back full-circle to the objec-
tive of financial management: the maximization of owners’ wealth.

Graphical illustrations. Graphs and illustrations have been carefully and
deliberately developed to depict and provide visual reinforcement of mathe-
matical concepts. For example, we show the growth of a bank balance
through compound interest several ways: mathematically, in a time-line,
and with a bar graph.
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Applications. As much as possible, we develop concepts and mathematics
using examples of actual practice. For example, we first present financial
analysis using a simplified set of financial statements for a fictitious com-
pany. After you’ve learned the basics using the fictitious company, we dem-
onstrate financial analysis tools using data from Wal-Mart Stores, Inc.
Actual examples help you better grasp and retain major concepts and tools.
We integrate over 100 actual company examples throughout the text, so
you’re not apt to miss them. Considering both the examples throughout the
text and the research questions and problems, you are exposed to hundreds
of actual companies.

Extensive coverage of financial statement analysis. While most textbooks
provide some coverage of financial statement analysis, we have provided
you with much more detail in Part Six of the textbook. Chapter 6 and the
three chapters in Part Six allow an instructor to focus on financial state-
ment analysis.

Extensive coverage of alternative debt instruments. Because of the innova-
tions in the debt market, alternative forms debt instruments can be issued
by a corporation. In Chapter 15, you are introduced to these instruments.
We then devote one chapter to the most popular alternative to corporate
bond issuance, the creation and issuance of asset-backed securities.

Coverage of leasing and project financing. We provide in-depth coverage of
leasing in Chapter 27, demystifying the claims about the advantages and
disadvantages of leasing you too often read about in some textbooks and
professional articles. Project financing has grown in importance for not
only corporations but for countries seeking to develop infrastructure facili-
ties. Chapter 28 provides the basic principles for understanding project
financing.

Early introduction to derivative instruments. Derivative instruments
(futures, swaps, and options) play an important role in finance. You are
introduced to these instruments in Chapter 4. While derivative instruments
are viewed as complex instruments, you are provided with an introduction
that makes clear their basic investment characteristics. By the early intro-
duction of derivative instruments, you will be able to appreciate the diffi-
culties of evaluating securities that have embedded options (Chapter 9),
how there are real options embedded in capital budgeting decisions
(Chapter14), and how derivative instruments can be used to reduce or to
hedge the cost of borrowing (Chapter 15). 
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Stand-alone nature of the chapters. Each chapter is written so that chapters
may easily be rearranged to fit different course structures. Concepts, termi-
nology, and notation are presented in each chapter so that no chapter is
dependent upon another. This means that instructors can tailor the use of
this book to fit their particular time frame for the course and their students’
preparation (for example, if students enter the course with sufficient back-
ground in accounting and taxation, Chapters 5 and 6 can be skipped). 

We believe that our approach to the subject matter of financial man-
agement and analysis will help you understand the key issues and provide
the foundation for developing a skill set necessary to deal with real world
financial problems.

                                                                      Frank J. Fabozzi
                                                                      Pamela P. Peterson
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