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Guide to the text
As you read this text you will find a number of features in every chapter to enhance your study 

of corporate finance and help you understand how the theory is applied in the real world.

CHAPTER-OPENING FEATURES

FEATURES WITHIN CHAPTERS

Gain an insight into how finance theories 
relate to the real world through studying the 
what companies do box at the beginning of 
each chapter.

Identify the key concepts that the chapter will 
cover with the learning objectives listed at 	
its start. 

Bring your learning to life with interactive learning, study, and exam preparation tools that support the printed 

textbook. CourseMate includes an integrated eBook, videos and quizzes, flashcards and more.

2
FINANCIAL STATEMENT AND CASH 

FLOW ANALYSIS

2-1 Financial statements

2-2 Cash flow analysis

2-3 Assessing financial performance using ratio analysis

2-4 Corporate taxes

FIVE NUMBERS YOU NEED TO KNOW

The Commonwealth Bank states on its webpage 

(provided below) ‘five numbers you need to know’ to 

help your business run better. The five numbers are:

•• reconciled cash balance (cash in hand, with 
adjustments for recent payments and receipts 
to be collected)

•• days sales outstanding
•• break-even point
•• margins (gross profit to sales ratio)
•• special industry number (for example, for 

restaurants, covers per night or wastage; or for 
retail, sales per metre of floor space).

While a focus on these numbers will not guarantee a 

successful business operation, the Commonwealth 

Bank does observe that ‘[k]nowing the benchmark 

indicators for your industry can help you compare 

yourself with your peers, measure your business’s 

success and identify any problems’. These numbers 

are derived from several parts of a business 

operation, but they have a common element of 

being based on accounting data linked to the 

financial statements of a company.

Source: Commonwealth Bank of Australia, http://www.commbank.com.au/
business/betterbusiness/growing-a-business/five-numbers-you-need-to-

know.aspx. Accessed 14 December 2015.

w h a t  c o m p a n i e s  d o

Express
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LEARNING OBJECTIVES

After studying this chapter, you will be able to:

understand how to find the future value of 
a lump sum invested today

calculate the present value of a lump sum 
to be received in the future

find the future value of cash flow streams, 
both mixed streams and annuities

determine the present value of future cash 
flow streams, including mixed streams, 
annuities and perpetuities

apply time-value techniques that account 
for compounding more frequently than 
annually, stated versus effective annual 
interest rates, and deposits needed to 
accumulate a future sum

use time-value techniques to find implied 
interest or growth rates for lump sums, 
annuities and mixed streams, and an 
unknown number of periods for both lump 
sums and annuities.

LO3.1

LO3.2

LO3.3

LO3.4

LO3.5

LO3.6

3-1 INTRODUCTION TO THE TIME VALUE 
OF MONEY

In business, most decisions that financial managers face involve trading off costs and benefits that 
are spread out over time. Companies have to decide whether the initial cost of building a new factory 
or launching a new advertising campaign is justified by the long-term benefits that result from the 
investment. In the East–West Link example outlined in this chapter’s ‘What companies do’ box, the 
investment by the Victorian State Government was to be for a multimillion-dollar commitment over a 
period of several years, with the impacts lasting decades. Because of the long time horizon involved, there 
was a great deal of uncertainty about the likelihood of the project being a success. In general, financial 
managers for major projects need a quantitative framework for evaluating cash inflows and outflows 
that occur at different times over many years. It turns out that this framework is just as useful to typical 
consumers in their everyday lives as it is to executives in huge, multinational corporations.

The most important idea in Chapter 3 is that money has time value. This simply means that it is 
better to have $1 today than to receive $1 in the future. The logic of this claim is straightforward – if you 
have $1 in hand today, you can invest it and earn interest, which means that you will have more than 
$1 in the future. Thus, the time value of money is a financial concept recognising that the value of a cash 
receipt (or payment) depends not just on how much money you receive, but also on when you receive it.

time value of money
Financial concept that 
explicitly recognises that $1 
received today is worth more 
than $1 received in the future

3: The Time Value of Money

> >
The use of present value analysis is central to 

any project in which a decision must be made on 
whether or not to commit scarce financial resources 
to an investment that will produce a long stream 
of cash payments in the future. This chapter will 
show you the key concepts that underpin our use of 
present value analysis.

Sources: Meyrick and Associates, East West Needs 
Assessment Economic Benefits and Costs Analysis – Technical 

Report, March 2008; www.smh.com.au/business/comment-
and-analysis/east-west-link-takes-the-wooden-spoon-for-

2014-20141219-12akfi.html#ixzz3QeMQoqWR. Accessed 14 
December 2015. 
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Concept review questions help you to revise 
material covered in each section of the 
chapter and check your learning as you go.

Challenge yourself to apply the concepts you 
have learned by answering the thinking cap 
margin questions throughout the chapters. 

  LEARNING OBJECTIVES 

C O N C E P T  R E V I E W t h i n k i n g  c a p  q u e s t i o n

44

PArT 1: INTrODuCTION

The quick ratio provides a better measure of overall liquidity only when a company’s inventory cannot 
be easily converted into cash. If inventory is liquid, then the current ratio is a preferred measure. Because 
GPC’s inventory is mostly petroleum and refined products that can be readily converted into cash, the 
company’s managers will probably focus on the current ratio.

2-3c ACTIVITY rATIOS

Activity ratios measure the speed with which the company converts various accounts into sales or cash. 
Analysts use activity ratios as guides to assess how efficiently the company manages its assets and its 
accounts payable.

Inventory turnover provides a measure of how quickly a company sells its goods. Here is the calculation 
for GPC’s 2016 inventory turnover ratio:

= = =Inventory turnover
Cost of goods sold

Inventory
$8,519
$615

13.85

In the numerator we used cost of goods sold, rather than sales, because companies value inventory 
at cost on their balance sheets. Note also that, in the denominator, we use the ending inventory 
balance of $615. If inventories are growing over time or exhibit seasonal patterns, analysts sometimes 
use the average level of inventory throughout the year, rather than the ending balance, to calculate 
this ratio.

The resulting turnover of 13.85 indicates that the company basically sells out its inventory 13.85 
times each year, or slightly more than once per month. This value is most meaningful when compared 
with that of other companies in the same industry or with the company’s past inventory turnover. An 
inventory turnover of 20.0 is not unusual for a grocery store, whereas a common inventory turnover 
for an aircraft manufacturer is 4.0. GPC’s inventory turnover is in line with those for other oil and gas 
companies, and it is slightly above the company’s own historic norms.

We can easily convert inventory turnover into an average age of inventory by dividing the turnover figure 
into 365 (the number of days in a year). For GPC, the average age of inventory is 26.4 days (365 ÷ 13.85), 
meaning that GPC’s inventory balance turns over about every 26 days.

t h i n k i n g  c a p 
q u e s t i o n

What are some advantages for 
financial analysts of using ratios, 
rather than absolute numbers 
in dollars, when comparing 
different companies

activity ratios
A measure of the speed with 
which a company converts 
various accounts into sales 
or cash

inventory turnover
A measure of how quickly a 
company sells its goods

Inventory ratios, like most other financial ratios, vary a 
great deal from one industry to another. For example, 
on 30 June 2014, Woolworths Ltd, a supermarket 
retail operation, reported inventory of $4.69 billion 
and cost of goods sold of $44.5 billion. This implies 
an inventory turnover ratio for Woolworths of about 
9.49, and an average age of inventory of about 38.5 
days. With the limited shelf life of retail groceries, its 
primary product, Woolworths cannot afford to hold 
inventory too long.

In contrast, for the year ended 30 June 2014, 
Cochlear Ltd, the Australian manufacturer of ear 

implant devices, reported cost of goods sold of 
$248.3 million and inventory of $128.6 million. 
Cochlear’s inventory turnover ratio is thus 1.93, 
and its average age of inventory is about 189 
days.

Clearly, the differences in these inventory ratios 
reflect differences in the economic circumstances of 
the industries. Apparently, groceries lose their value 
much faster than do ear implants.

Source: Cochlear Annual Report 2014: A Hearing Life, Statement of Comprehensive 
Income, Cochlear Limited and its controlled entities for the year ended 30 June 

2014. Available at www.cochlear.com

e x a m p l e

average age of inventory
A measure of inventory 
turnover, calculated by dividing 
the turnover figure into 365, 
the number of days in a year
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PArT 1: INTrODuCTION

2-3 ASSESSING FINANCIAL PErFOrMANCE 
uSING rATIO ANALYSIS

Assessing a company’s financial statements is of interest to shareholders, creditors and the company’s 
own management. A company often wants to compare its financial condition to that of similar companies, 
but doing so can be very tricky. For example, suppose you are introduced to a man named Bill who tells 
you that he runs a company that earned a profit of $10 million last year. Would you be impressed by 
that? What if you knew that Bill’s last name was Gates? Most people would agree that a profit of $10 
million would be a great disappointment for Microsoft, the company co-founded by Bill Gates, because 
Microsoft’s annual profit is typically in the billions.

The point here is that the amounts of sales, profits and other items that appear on a company’s 
financial statements are difficult to interpret unless we have some way to put the numbers in perspective. 
To analyse financial statements, we need relative measures that, in effect, normalise size differences. 
Effective analysis of financial statements is thus based on the use of ratios or relative values. Ratio 
analysis involves calculating and interpreting financial ratios to assess a company’s performance and 
status.

2-3a uSING FINANCIAL rATIOS

Different constituents will focus on different types of financial ratios. Creditors are primarily interested 
in ratios that measure the company’s short-term liquidity and its ability to make interest and principal 
payments. A secondary concern of creditors is profitability; they want assurance that the business is 
healthy and will continue to be successful. Present and prospective shareholders focus on ratios that 
measure the company’s current and future levels of risk and return, because these two dimensions directly 
affect share price. The company managers use ratios to generate an overall picture of the company’s 
financial health and to monitor its performance from period to period. Good managers carefully examine 
unexpected changes in order to isolate developing problems.

An additional complication of ratio analysis is that a normal ratio in one industry may be highly 
unusual in another. For example, the net profit margin ratio measures the net income generated by 
each dollar of sales. (We will show later how to compute the ratio.) Net profit margins vary dramatically 
across industries. An outstanding net profit margin in the retail grocery industry would look paltry in the 

ratio analysis
Calculating and interpreting 
financial ratios to assess a 
company’s performance and 
status

LO2.3

C O N C E P T  R E V I E W  Q U E S T I O N S  2 - 2

4 How do depreciation and other non-cash charges act as sources of cash inflow to the company? 
Why does a depreciation allowance exist in the tax laws? For a profitable company, is it better to 
depreciate an asset quickly or slowly for tax purposes? Explain.

5 What is operating cash flow (OCF)? How does it relate to net operating profits after taxes (NOPAT)? 
What is free cash flow (FCF), and how is it related to OCF?

6 Why is the financial manager likely to have great interest in the company’s statement of cash flows? 
What type of information can interested parties obtain from this statement?
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 ■ studied the opportunity and competition in the market for mobile media and computing devices

 ■ evaluated the costs of producing, marketing, and distributing iPhone 6

 ■ analysed the potential demand for the iPhone 6

 ■ used the above information to develop a pricing strategy consistent with sales projections and the 
creation of value for shareholders

 ■ made recommendations to the company’s top management regarding the financial viability of iPhone 6.

In summary, although Apple’s iPhone 6s was primarily a marketing- and technology-driven product, 
the company’s financial organisation played a pivotal role in every stage of the product’s life cycle – 
from the initial assessment and funding of research, through to the initial product launch, and then the 
management of cash flows generated by iPhone 6 sales. In all of these activities, Apple’s financial analysts 
worked with people in other functional areas to gather the data needed to analyse the iPhone 6’s financial 
impact. So, in many ways, corporate finance helps make innovative technology possible.

1-1b CAREER OPPORTUNITIES IN FINANCE

This section briefly surveys career opportunities in finance. Though different jobs require different 
specialised skills, financial professionals employ the same basic tools of corporate finance whether they 
work for Internet start-ups, in large manufacturing companies, in the investment funds sector, or in the 
offices of a commercial bank or life insurance company. Three other skills that virtually all finance jobs 
require are:

 ■ good written and verbal communication skills

 ■ an ability to work in teams

 ■ proficiency with computers and the Internet.

For an increasing number of finance jobs, managers also need an in-depth knowledge of international 
business to achieve career success.

We classify finance career opportunities as follows:1

 ■ corporate finance

 ■ commercial banking

 ■ investment banking

 ■ money management

 ■ consulting.

More specific work areas in finance include:

 ■ account and relationship management

 ■ compliance and risk

 ■ credit

 ■ financial planning

1 The website http://jobs.efinancialcareers.com.au/Australia.htm is informative for jobs in finance in Australia. 

LO1.1

Joshua Haines, Senior 
Credit Analyst, The Private 
Bank

‘Most of the basic 
finance concepts that 
I learned in my first 
finance class I still use 
today.’

See the entire interview on 
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Next, we convert this operating cash flow to free cash flow (FCF). To do so, we deduct the company’s 
net investments (denoted by delta, the ‘change’ symbol: ∆) in fixed and current assets from operating cash 
flow, as shown in the following equation:

Eq. 2.4 FCF = OCF – ∆FA – ∆WC

where

 ∆ FA = change in gross fixed assets
 ∆WC = change in working capital
 = ∆CA – ∆A/P – ∆accruals

where

 ∆CA = change in current assets
 ∆A/P = change in accounts payable
 ∆accruals = change in accrued expenses

Spontaneous current liability changes occur automatically with changes in sales. They must therefore 
be deducted from current assets in order to find the net change in working capital investment. From the 
preceding calculation, we know that GPC’s OCF in 2016 was $1657 million. Using GPC’s 2015 and 
2016 balance sheets (Table 2.1), we can calculate the changes in gross fixed assets, current assets, 
accounts payable and accruals between 2015 and 2016:

 ∆FA = $9,920 – $9,024 = $896
 ∆CA = $2,879 – $2,150 = $729
 ∆A/P = $1,697 – $2,150 = $393
 ∆accruals = $440 – $379 – $61
 ∆WC = $729 – $393 – $61 = $275

Substituting these values into Equation 2.4 yields the following expression:

 FCF = $1,657 – $896 – $275
 = $486

The first line of this FCF calculation 
shows that, after subtracting $896 
million in fixed asset investment and  
$275 million in current asset investment 
net of accounts payable and accruals from 
its OCF of $1,657, GPC had free cash 
flow in 2016 of $486 million available to 
pay its investors. We will use free cash 
flow in Chapter 5 to estimate the value of 
a company. At this point, suffice it to say 

that FCF is an important measure of cash flow used by corporate finance professionals.

Inflows and Outflows of Cash

Table 2.4 classifies the basic inflows and outflows of cash for companies (assuming all other things are 
held constant). For example, a $1,000 increase in accounts payable would be an inflow of cash. A $2,500 
increase in inventory would be an outflow of cash.

TABLE 2.4 THE INFLOWS AND OUTFLOWS OF 
 CORPORATE CASH

Inflows Outflows

Decrease in any asset Increase in any asset

Increase in any liability Decrease in any liability

Net income (profit after tax) Net loss

Depreciation and other non-cash charges Dividends paid

Sale of ordinary or preferred shares Repurchase or retirement of shares
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suppliers and creditors? A company’s shareholders are sometimes called its residual claimants, meaning 
that they can exert claims only on the company’s cash flows that remain after all other claimants, such as 
customers, employees, suppliers, creditors and governments, are satisfied in full. It may help to visualise 
a queue with all the company’s stakeholders standing in line to receive their share of the company’s cash 
flows. Shareholders stand at the end of this line. If the company cannot pay its employees, suppliers, 
creditors and the tax authorities, then shareholders receive nothing. Shareholders earn a return on 
their investment only after all other stakeholders’ claims have been met. In other words, maximising 
shareholder returns usually implies that the company must also satisfy customers, employees, suppliers, 
creditors and other stakeholders first.

residual claimants
Corporate investors – typically, 
ordinary shareholders – who 
have the right to receive cash 
flows after all other claimants 
have been satisfied in full

f i n a n c e  i n  p r a c t i c e

VIEWS ON CORPORATE GOALS AND STAKEHOLDER GROUPS

Although the perspective of maximising shareholder 

value has enjoyed widespread acceptance in 

Australia, the US and the UK, it has not been 

universally embraced by companies from other 

countries. However, the chart below, which reports 

results from a survey of chief financial officers (CFOs) 

conducted during the global financial crisis, reveals 

a strong tilt toward shareholder wealth maximisation 

among companies in Europe and Asia as well as 

in North America. The survey asked CFOs to rank 

the importance of shareholders compared to other 

stakeholders. A score of 0 means that the CFO 

believes that companies should focus exclusively 

on shareholders, and a score of 100 means that 

the CFO focuses exclusively on other stakeholder 

groups. A score of 50 would mean that the CFO 

rates shareholders and other stakeholders as being 

equally important. On average, it is clear that CFOs 

from around the world place more emphasis on 

shareholders than on other stakeholders.

Shareholders
only

Other stakeholders
(not shareholders)

0–10
0

10

20

30

40

11–30 31–50 51–70 71–100

On whose behalf should a company be run?

Per cent

North America Europe Asia

Source: Duke University CFO magazine ‘Global Business Outlook’ survey. Conducted Spring 2010.
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The quick ratio provides a better measure of overall liquidity only when a company’s inventory cannot 
be easily converted into cash. If inventory is liquid, then the current ratio is a preferred measure. Because 
GPC’s inventory is mostly petroleum and refined products that can be readily converted into cash, the 
company’s managers will probably focus on the current ratio.

2-3c ACTIVITY rATIOS

Activity ratios measure the speed with which the company converts various accounts into sales or cash. 
Analysts use activity ratios as guides to assess how efficiently the company manages its assets and its 
accounts payable.

Inventory turnover provides a measure of how quickly a company sells its goods. Here is the calculation 
for GPC’s 2016 inventory turnover ratio:

= = =Inventory turnover
Cost of goods sold

Inventory
$8,519
$615

13.85

In the numerator we used cost of goods sold, rather than sales, because companies value inventory 
at cost on their balance sheets. Note also that, in the denominator, we use the ending inventory 
balance of $615. If inventories are growing over time or exhibit seasonal patterns, analysts sometimes 
use the average level of inventory throughout the year, rather than the ending balance, to calculate 
this ratio.

The resulting turnover of 13.85 indicates that the company basically sells out its inventory 13.85 
times each year, or slightly more than once per month. This value is most meaningful when compared 
with that of other companies in the same industry or with the company’s past inventory turnover. An 
inventory turnover of 20.0 is not unusual for a grocery store, whereas a common inventory turnover 
for an aircraft manufacturer is 4.0. GPC’s inventory turnover is in line with those for other oil and gas 
companies, and it is slightly above the company’s own historic norms.

We can easily convert inventory turnover into an average age of inventory by dividing the turnover figure 
into 365 (the number of days in a year). For GPC, the average age of inventory is 26.4 days (365 ÷ 13.85), 
meaning that GPC’s inventory balance turns over about every 26 days.

t h i n k i n g  c a p 
q u e s t i o n

What are some advantages for 
financial analysts of using ratios, 
rather than absolute numbers 
in dollars, when comparing 
different companies

activity ratios
A measure of the speed with 
which a company converts 
various accounts into sales 
or cash

inventory turnover
A measure of how quickly a 
company sells its goods

Inventory ratios, like most other financial ratios, vary a 
great deal from one industry to another. For example, 
on 30 June 2014, Woolworths Ltd, a supermarket 
retail operation, reported inventory of $4.69 billion 
and cost of goods sold of $44.5 billion. This implies 
an inventory turnover ratio for Woolworths of about 
9.49, and an average age of inventory of about 38.5 
days. With the limited shelf life of retail groceries, its 
primary product, Woolworths cannot afford to hold 
inventory too long.

In contrast, for the year ended 30 June 2014, 
Cochlear Ltd, the Australian manufacturer of ear 

implant devices, reported cost of goods sold of 
$248.3 million and inventory of $128.6 million. 
Cochlear’s inventory turnover ratio is thus 1.93, 
and its average age of inventory is about 189 
days.

Clearly, the differences in these inventory ratios 
reflect differences in the economic circumstances of 
the industries. Apparently, groceries lose their value 
much faster than do ear implants.

Source: Cochlear Annual Report 2014: A Hearing Life, Statement of Comprehensive 
Income, Cochlear Limited and its controlled entities for the year ended 30 June 

2014. Available at www.cochlear.com

e x a m p l e

average age of inventory
A measure of inventory 
turnover, calculated by dividing 
the turnover figure into 365, 
the number of days in a year
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2: Financial Statement and Cash Flow Analysis

•■ The four key financial statements are: (1) the 
balance sheet; (2) the income statement; 
(3) the statement of retained earnings; and 
(4) the statement of cash flows. Companies 
typically include with these statements 
detailed notes describing the technical 
aspects of the financial statements.

•■ A company’s total cash flows can be 
conveniently divided into: (1) operating 
flows; (2) investment flows; and (3) financing 
flows. Operating cash flow (OCF) measures 
the amount of cash flow generated by the 
company’s operations; it is calculated by 
adding any non-cash charges (the main one 
being depreciation) to the company’s net 
operating profits after taxes (NOPAT). The 
value of NOPAT is calculated as earnings 
before interest and taxes (EBIT) multiplied by 
1 minus the tax rate.

•■ More important than OCF to financial 
analysts is free cash flow (FCF), the amount 
of cash flow available to investors. Free 
cash flow equals operating cash flow less 
the company’s net investments in fixed and 
current assets.

•■ The statement of cash flows summarises 
the company’s cash flows over a specified 

period of time, typically one year. It presents 
operating, investment and financing cash 
flows. When interpreting the statement, an 
analyst typically looks for unusual changes in 
either the major categories of cash flow or in 
specific items to find clues to problems that 
the company may be experiencing.

•■ Financial ratios are a convenient tool for 
analysing the company’s financial statements 
to assess its performance over a given 
period. Analysts use various financial ratios 
to assess a company’s liquidity, activity, debt, 
profitability and market value. The DuPont 
system is often used to assess various 
aspects of a company’s profitability and 
market value. The DuPont system uses both 
income statement and balance sheet data to 
assess a company’s profitability, particularly 
the returns earned on both the total asset 
investment and the owners’ ordinary shares 
in the company.

•■ Financial decision-makers must be 
conversant with basic corporate tax 
concepts, because taxes affect both benefits 
and costs. Taxes are a major outflow of cash 
to the profitable company; they are levied on 
both ordinary income and capital gains.

LO2.1

LO2.2

SuMMArY

LO2.6

LO2.5

LO2.4

LO2.3

IMPOrTANT EQuATIONS
2.1 NOPAT = EBIT × (1 – T)
2.2 OCF = NOPAT + Depreciation
2.3 OCF = [EBIT × (1 – T)] + Depreciation
2.4 FCF = OCF –∆FA –∆WC

KEY TErMS

accrual-based approach, 30
activity ratios, 44
assets-to-equity (A/E ) ratio, 47
average age of inventory, 44
average collection period, 45
average payment period, 45
average tax rate, 54

capital gain, 54
capital loss, 54
cash flow approach, 30
common-size income  

statement, 33
coverage ratio, 46
current ratio, 43

debt ratio, 47
debt-to-equity ratio, 47
deferred taxes, 33
dividend per share (DPS), 34
DuPont system, 49
earnings available for ordinary 

shareholders, 34
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QuESTIONS

Q2-1 What information (explicit and implicit) 
can be derived from financial statement 
analysis? Does the standardisation 
required by GAAP add greater validity to 
comparisons of financial data between 
companies and industries? Are there 
possible shortcomings to relying solely 
on financial statement analysis to value 
companies?

Q2-2 Distinguish between the types of financial 
information contained in the various 
financial statements. Which statements 
provide information on a company’s 
performance over a reporting period, 
and which present data on a company’s 
current position? What sorts of valuable 
information may be found in the notes to 
financial statements? Describe a situation 
in which the information in the notes 
would be essential to making an informed 
decision about the value of a company.

Q2-3 What is operating cash flow (OCF)? How is 
it calculated? What is free cash flow (FCF)? 
How is it calculated from OCF? Why do 
financial managers focus attention on the 
value of FCF?

Q2-4 Describe the common definitions of inflows 
of cash and outflows of cash used by 
analysts to classify certain balance sheet 
changes and income statement values. 

What three categories of cash flow are used 
in the statement of cash flows? To what 
value should the net value in the statement 
of cash flows reconcile?

Q2-5 How do analysts use ratios to analyse a 
company’s financial leverage? Which ratios 
convey more important information to a 
credit analyst: those revolving around the 
levels of indebtedness, or those measuring 
the ability to meet the contractual 
payments associated with debt? What 
is the relationship between a company’s 
levels of indebtedness and risk? What must 
happen for an increase in financial leverage 
to be successful?

Q2-6 How is the DuPont system useful in 
analysing a company’s ROA and ROE? 
What information can be inferred from the 
decomposition of ROE into contributing 
ratios? What is the mathematical 
relationship between each of the individual 
components (net profit margin, total asset 
turnover and assets-to-equity ratio) and 
ROE? Can ROE be raised without affecting 
ROA? How?

Q2-7 Provide a general description of the tax 
rates applicable to Australian companies. 
How do capital gains differ from ordinary 
corporate income?

PrOBLEMS

CASH FLOW ANALYSIS

P2-1 Given the balance sheets and selected data from the income statement of SMG Industries that 
follow, answer parts (a)–(c).

a Calculate the company’s operating cash flow (OCF) for the year ended 30 June 2016, using  
Equation 2.2.

b Calculate the company’s free cash flow (FCF) for the year ended 30 June 2016, using Equation 2.4.

c Interpret, compare and contrast your cash flow estimates in parts (a) and (b).

See the problem and 
solution explained 
step by step on the 
CourseMate website.

SMArT 
SOLUTIONS 

BK-CLA-GRAHAM_2E-160033-Chp02.indd   59 24/04/16   5:03 PM

Review your understanding of the key chapter 
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technique to a particular problem. 

Analyse your understanding of theory by 
examining real-world case studies that present 
issues in context and ask you to make your own 
decisions.

1

28

PART 1: INTROdUCTION

The potential career paths for an individual with expertise 
in finance are varied and exciting. Career possibilities 
include the areas of corporate finance, commercial banking, 
investment banking, money management and consulting.

Think of ways that the skills described as being vital to 
success in this chapter can be applied in each career listed. 
How are the ongoing trends of globalisation and increased 

technological sophistication likely to have an impact on 
these jobs over the next decade?

A S S I G N M E N T

1 Find descriptions for these and other finance-related 
careers on the website http://www.wetfeet.com. 

m i n i  c a s e

ONLINE STUdY TOOLS 

Visit http://login.cengagebrain.com and use 
the access code that comes with this book 
for 12 months’ access to the resources 
and study tools for this chapter. The 
CourseMate website contains:

Smart concepts – step-by-step explanations of 
concepts
 » See risk management explained step 

by step.
Smart videos 
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 » Bill Eckmann, Principal, Solar Capital
 » David Nickel, Controller for Intel 

Communications Group, Intel Corp. 
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 » Andy Bryant, Executive Vice President 
of Technology, Manufacturing, and 
Enterprise Services, Intel Corp.

 » Vern LoForti, VP, CFO, and Corporate 
Secretary, InfoSonics

Interactive quizzes
Audio
Flashcards and more.
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REAL-WORLD CASE STUDY

The Egibi family operated a series of 
businesses of quite diverse natures over five 
generations, and left a reasonable record of 
its activities for us to analyse. The start of the 
business is not particularly clear, although 
it seems that it came from a marriage link 
when a man of some means married a less 
wealthy woman and took up business with 
his brother-in-law. The Egibi brother-in-law 
claims to have taught his sororal nephew to 
read and write, and later adopted him, but 
without granting him an inheritance share 
beside his three natural sons. In the following 
generations, the eldest sons married upward, 
to women ‘of good families’ who had good 
connections and provided rich dowries. By 
contrast, their daughters were married off to 
business partners with dowries that typically 
cost only a fraction of what their eldest sons 
received.

The Egibis invested their profits 
in farmland, which they rented out on 
a sharecropping basis. The leasing 
arrangements focused on the long term, and 
encouraged tenants on their lands to invest 
in cultivating more capital-intensive crops, 
shifting from grain to dates. The Egibis 
effected this substitution of planting by 
allowing the tenants to pay little rent in the 
early years of a contract, substituting short-
term grain rents for higher, long-term returns 
from date palms, which take several years to 
mature and yield a crop. The date palms also 
require a good supply of water, and need to 
be grown near rivers and irrigation canals.

Over the years, the Egibis also obtained 
licences from the government to become 
tax farmers – that is, they were allowed to 
collect taxes on behalf of the government 
and to remit a (large) fraction to the 
government while keeping the remainder. 
The Egibi family concentrated its tax-
farming business in rural areas along the 
canals of the country, hiring boats and 

boatmen to transport goods. Landowners 
had to pay specific rates to maintain canals 
and the local irrigation system. The Egibis 
set up contracts with the local officials 
responsible for maintaining the canals and 
collecting fees from their users in which 
the family paid the officials to pay the 
government, in return for the right to extract 
the fees in kind. In effect, the Egibis set 
up a strong shipping, storage and food-
processing network, with tax-farming as a 
sideline operation. This work built enough 
financial support from the external market 
that, in two generations, the family was 
considered one of the wealthiest in the 
country adjacent to the capital city. The 
primary organisational structure used by the 
Egibis was the partnership arrangement, 
with local entrepreneurs who specialised in 
related production, such as beer-brewing or 
buying local crops, and selling them in the 
capital. The businesses maintain working 
capital at steady levels and distribute profits 
to the individual partners, to allow them to 
invest on their own in other businesses.

To extend their own investments, 
the Egibis moved into real estate. They 
developed a special relationship with the 
household of the local crown prince, and 
acquired a house adjacent to the crown 
prince’s palace. They arranged a loan-rental 
mortgage transaction by borrowing the 
funds from the man who rented the house, 
with the rent corresponding to the usual 
interest charge of 20%, which covered asset 
price, rent and carrying charges for the 
property. The tenant was the administrator 
of the crown prince’s palace. Because the 
Egibis were not debtors in financial distress, 
the transaction was effectively an interest-
free loan, and did not require any real flow 
of funds until the debt was eventually repaid. 
The contract was occasionally renewed, and 
ran for many decades.

ALL IN THE FAMILY
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•	 Standard & Poor’s reference.

Guide to the online resources
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PREFACE

Finance matters! All business students need to understand finance. Whether you are 
evaluating a potential investment or an alternative marketing campaign or making a 
new product decision, you must understand introductory finance. Likewise, in your 
personal life, whether you want to estimate the amount to save to buy a new car or 
home or want to decide whether to buy shares, bonds or both for your retirement 
account, you benefit by understanding finance.

As instructors (and former students), however, we realise that finance can be an 
intimidating subject, especially for students who struggle with quantitative material. 
The initial goal in writing this book was to change that perception by reducing the 
intimidation factor and clearly communicating the excitement and relevance that 
finance holds for each of us.

Over the past few years, the US editions have received two types of feedback 
suggesting that they achieved their objective of creating an effective, user-friendly 
text. Many users told the authors, first, about their positive experiences with the book, 
and, second, that the book continued to experience strong and growing success in the 
market. This success carried over to the first Asia–Pacific edition, published in 2014, 
and we are grateful to all those who bought the book and who gave us their comments 
on it. 

Our challenge in this second Asia–Pacific edition was to build on the book’s earlier 
success and become the market-leading introductory corporate finance text. We 
strongly believe that this second edition offers state-of-the-art pedagogy and features 
necessary to achieve these goals.

NEW DISTINGUISHING FEATURES OF THE BOOK

This book shows you how the concepts you have learned in your prerequisite business 
courses – such as economics, statistics and accounting – directly connect to finance. 
Understanding these linkages will allow you to quickly realise that you already know 
more about finance than you think you do! To help you realise the practicality of the 
concepts covered in this book, most chapters include many illustrations of how you 
might utilise key chapter ideas in your own lives. In this second Asia–Pacific edition, 
we have updated a wide selection of the examples and cases. We have introduced a 
‘flow chart’ for the overall learning pattern of the book, so that you can see at a glance 
where the current topic you are reading fits into the universe of finance knowledge. We 
have adjusted the questions and problems at the end of each chapter. We have added 
cases at the end of each Part of the book, in addition to those at the start and the end of 
each chapter.  And we have continued to bring into our discussions materials reflecting 
current finance practice across the Asia–Pacific region.  

Every student needs some extra explanation or support at different points in this 
course. Consequently, a truly outstanding technology package accompanies this book, 
as it has in previous editions – a package that will allow you to learn and absorb 




