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Preface

NEW TO THIS EDITION

Finance is a dynamic discipline, as illustrated on this book’s cover by the evolu-
tion of payment methods from coins and paper currency to bitcoin. Technology 
is rapidly reshaping finance, just as it has other industries. For example, in 
September 2017 Google introduced a new payment technology in India. Tez, a 
method of transferring money using sounds to connect two devices, was down-
loaded by millions of consumers in a matter of days. As we made plans to publish 
the eighth edition, we were mindful of changes in managerial finance practices 
that have taken hold in recent years. We carefully assessed feedback from users 
of the seventh edition as well as instructors not currently using our text about 
content changes that would improve this teaching and learning tool.

In every chapter, our changes were designed to make the material more up to 
date and more relevant for students. A number of new topics have been added at 
appropriate places, and new features appear in each chapter:

• We have rewritten all of the Focus on Ethics boxes, using new examples to 
highlight situations in which businesses or individuals have engaged in unethi-
cal behavior. The boxes explore the consequences of ethical lapses and the ways 
in which markets and governments play a role in enforcing ethical standards.

• New in this edition are Chapter Introduction Videos and animations. In the 
introduction videos the authors explain the importance of the chapter content 
within the context of managerial finance. The animations for select in-chapter 
figures and examples allow students to manipulate inputs to determine out-
puts in order to illustrate concepts and reinforce learning. MyLab Finance 
also offers new and updated Solution Videos that allow students to watch a 
video of the author discussing or solving in-chapter examples. We have also 
updated the financial calculator images that appear in the book to better 
match the financial calculator available on MyLab Finance.

• The chapter-ending Spreadsheet Exercises as well as select end-of-chapter 
problems in the text are now offered in MyLab Finance as auto-graded Excel 
Projects. Using proven, field-tested technology, auto-graded Excel Projects 
allow instructors to seamlessly integrate Microsoft Excel content into their 
course without having to manually grade spreadsheets. Students have the 
opportunity to practice important finance skills in Excel, helping them to 
master key concepts and gain proficiency with the program.

• We added new problems to each chapter, many of which require students to 
use real-world data to reach a solution.

The chapter sequence is essentially unchanged from the prior edition, but 
there are some noteworthy changes within each chapter. This edition contains 
fifteen chapters divided into seven parts. Each part is introduced by a brief over-
view, which is intended to give students an advance sense for the collective value 
of the chapters included in the part.
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Part 1 contains two chapters. Chapter 1 provides an overview of the role of 
managerial finance in a business enterprise. It contains new, expanded content 
focusing on the goal of the firm and the broad principles that financial managers 
use in their pursuit of that goal. Chapter 2 describes the financial market context 
in which firms operate, with new coverage focusing on the transactions costs 
investors face when trading in secondary markets.

Part 2 contains three chapters focused on basic financial skills such as finan-
cial statement analysis, cash flow analysis, and time-value-of-money calculations. 
Chapter 3 provides an in-depth ratio analysis using real data from Whole Foods 
just prior to its acquisition by Amazon. The ratios provide opportunities for 
interesting discussion about some of the possible motives for that acquisition. We 
reorganized the flow of material in Chapter 4 to emphasize first the broad goals 
of strategic and operational financial planning and then the importance of cash 
flow within any financial plan. In Chapter 5, we rewrote much of the discussion 
to make time-value-of-money concepts simpler and more intuitive. We also added 
new coverage of growing perpetuities.

Part 3 focuses on bond and stock valuation. We placed these two chapters 
just ahead of the risk and return chapter to provide students with exposure to 
basic material on bonds and stocks that is easier to grasp than some of the more 
theoretical concepts in the next part. New in Chapter 6 is a discussion of the neg-
ative interest rates prevailing on government bonds in Japan and some European 
countries, as well as an expanded discussion of the tendency of the yield curve to 
invert prior to a recession. Chapter 7 offers new coverage of the use of price-to-
earnings multiples to value stocks.

Part 4 contains the risk and return chapter as well as the chapter on the cost 
of capital. We believe that following the risk and return chapter with the cost 
of capital material helps students understand the important principle that the 
expectations of a firm’s investors shape how the firm should approach major 
investment decisions (which are covered in Part 5). In other words, Part 4 is 
designed to help students understand where a project “hurdle rate” comes from 
before they start using hurdle rates in capital budgeting problems. Updates to 
Chapter 8 include new historical data on stocks, bonds, and Treasury bills, as 
well as examples and problems featuring real data on companies such as Apple, 
Google, Coca-Cola, and Wal-Mart. Chapter 9 contains new material on the use 
of market-value-based weights in the cost of capital calculation featuring actual 
data on the capital structure of Netflix. Throughout the chapter we have revised 
examples and problems to reflect today’s low interest rate environment and the 
correspondingly low after-tax cost of debt faced by most public companies.

Part 5 contains two chapters on various capital budgeting topics. The first 
chapter focuses on capital budgeting methods such as payback and net present 
value analysis. A new feature of this chapter is an updated discussion of eco-
nomic value added using data from Exxon Mobil Corp. The second chapter in 
this part explains how financial analysts construct cash flow projections, which 
are a required component of net present value analysis. It also describes how 
firms analyze the risks associated with capital investments.

Part 6 deals with the topics of capital structure and payout policy. These 
two chapters contain updated material on trends in firms’ use of leverage and 
their payout practices. Chapter 12 provides a new Focus on Practice box dis-
cussing how Qualcomm’s highly skilled labor force turns what often is thought 
of as a variable cost into a fixed cost and thereby creates operating leverage.  
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The chapter also contains new expanded coverage of the role that expected bank-
ruptcy costs play in capital structure decisions. A new discussion in Chapter 13 
highlights how and why companies have shifted their payout policies away from 
dividends and toward share repurchases over time.

Part 7 contains two chapters centered on working capital issues. A major 
development in business has been the extent to which firms have found new ways 
to economize on working capital investments. The first chapter in Part 7 explains 
why and how firms work hard to squeeze resources from their investments in 
current assets such as cash and inventory. The second chapter in this part focuses 
more on management of current liabilities.

Although the text content is sequential, instructors can assign almost any 
chapter as a self-contained unit, enabling instructors to customize the text to 
various teaching strategies and course lengths.

Like the previous editions, the eighth edition incorporates a proven learning 
system, which integrates pedagogy with concepts and practical applications. 
It concentrates on the knowledge that is needed to make keen financial deci-
sions in an increasingly competitive business environment. The strong pedagogy 
and generous use of examples—many of which use real data from markets or 
companies—make the text an easily accessible resource for in-class learning or 
out-of-class learning, such as online courses and self-study programs.

SOLVING TEACHING AND LEARNING CHALLENGES

The desire to write Principles of Managerial Finance, Brief Edition came from 
the experience of teaching the introductory managerial finance course. Those 
who have taught the introductory course many times can appreciate the difficul-
ties that some students have absorbing and applying financial concepts. Students 
want a book that speaks to them in plain English and explains how to apply 
financial concepts to solve real-world problems. These students want more than 
just description; they also want demonstration of concepts, tools, and techniques. 
This book is written with the needs of students in mind, and it effectively delivers 
the resources that students need to succeed in the introductory finance course.

Courses and students have changed since the first edition of this book, but 
the goals of the text have not changed. The conversational tone and wide use of 
examples set off in the text still characterize Principles of Managerial Finance, 
Brief Edition. Building on those strengths, eight editions, numerous transla-
tions, and well over half a million U.S. users, Principles has evolved based on 
feedback from both instructors and students, from adopters, nonadopters, and 
practitioners. In this edition, we have worked to ensure that the book reflects 
contemporary thinking and pedagogy to further strengthen the delivery of the 
classic topics that our users have come to expect. Below are descriptions of the 
most important resources in Principles that help meet teaching and learning 
challenges.

Users of Principles of Managerial Finance, Brief Edition have praised the 
effectiveness of the book’s Teaching and Learning System, which they hail as one 
of its hallmarks. The system, driven by a set of carefully developed learning goals, 
has been retained and polished in this eighth edition. The “walkthrough” on the 
pages that follow illustrates and describes the key elements of the Teaching and 
Learning System. We encourage both students and instructors to acquaint them-
selves at the start of the semester with the many useful features the book offers.
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4 PART ONE   Introduction to Managerial Finance

 1.1  Finance and the Firm

The field of finance is broad and dynamic. Finance influences everything that 
firms do, from hiring personnel to building factories to launching new advertis-
ing campaigns. Because almost any aspect of business has important financial 
dimensions, many financially oriented career opportunities await those who 
understand the principles of finance described in this textbook. Even if you see 
yourself pursuing a career in another discipline such as marketing, operations, 
accounting, supply chain, or human resources, you’ll find that understanding a 
few crucial ideas in finance will enhance your professional success. Knowing 
how financial managers think is important, especially if you’re not one yourself, 
because they are often the gatekeepers of corporate resources. Fluency in the lan-
guage of finance will improve your ability to communicate the value of your 
ideas to your employer. Financial knowledge will also make you a smarter con-
sumer and a wiser investor with your own money.

WHAT IS FINANCE?

Finance is the science and art of how individuals and firms raise, allocate, and invest 
money. The science of finance utilizes financial theories and concepts to establish 
general rules that can guide managers in their decisions. The art of finance involves 
adapting theory to particular business situations with their own unique circum-
stances. Managerial finance is concerned with the responsibilities of a financial 
manager working in a business. Though business finance is the primary focus of 
this book, the principles of finance apply to both personal and professional decision 
making. At the personal level, for instance, finance helps individuals decide how 
much of their earnings to spend, how much to save, and how to invest their savings. 
Financial thinking helps consumers decide when borrowing money is appropriate 
and enables them to critically evaluate loan offers with different terms. In a business 
context, finance involves the same types of decisions: how firms raise money from 
investors, how firms invest money in attempting to create value for their investors, 
and how firms decide whether to reinvest earnings in the business or distribute 

LG 1 LG 2
earnings back to investors. The keys to good financial decisions are much the same 
for businesses and individuals, which is why most students will benefit from an 
understanding of finance regardless of their profession. Learning the techniques of 
good financial analysis will not only help you make better financial decisions as a 
consumer but will also assist you in understanding the financial consequences of 
important business decisions, no matter what career path you follow.

WHAT IS A FIRM?

What is a firm? Put simply, a firm is a business organization that sells goods or 
services. However, a more complete answer attempts to explain why firms exist. 
They exist because investors want access to risky investment opportunities. In 
other words, firms are risky business organizations that, if not for investors’ will-
ingness to bear risk, would have difficulty generating the necessary investment 
capital to operate. For example, most investors do not have the expertise or 
wealth required to start a personal computer company, so instead they invest in a 
company like Apple. Even when a few individuals, such as Steve Jobs, Steve Woz-
niak, and Ronald Wayne, had the requisite expertise and wealth to start Apple 
Computer in a garage in 1976, vast amounts of additional money (i.e., invest-
ment capital) from investors were necessary for the firm to grow into what Apple 
is today. So, ultimately, firms are intermediaries that bring together investors and 
risky investment opportunities. Firms pool investment capital, make risky invest-
ment decisions, and manage risky investments all on behalf of investors who 
would otherwise not be able to do so effectively or efficiently on their own.

WHAT IS THE GOAL OF THE FIRM?

What goal should managers pursue? This question has no shortage of possible 
answers. Some might argue that managers should focus entirely on satisfying 
customers. Firms pursuing this goal could measure their products’ market shares 
to gauge progress. Others suggest that managers must first inspire and motivate 
employees; in that case, employee turnover might be the key success metric to 
watch. Clearly, the goal or goals that managers select will affect many of the 
decisions they make, so choosing an objective is a critical determinant of how 
businesses operate.

Maximize Shareholder Wealth

Finance teaches that the primary goal of managers should be to maximize the 
wealth of the firm’s owners—the stockholders or shareholders. Through the years, 
that recommendation has generated a lot of controversy. The Economist magazine 
once referred to shareholder value maximization as “the most powerful idea in 
business,” but Jack Welch, the long-time Chief Executive Officer (CEO) of General 
Electric and a man Fortune magazine named “Manager of the Century,” once 
called maximizing shareholder value “the dumbest idea in the world.” Welch’s 
assessment is particularly ironic because during his leadership, almost no company 
generated more wealth for its shareholders than General Electric. A $1,000 invest-
ment in GE stock made in 1981 when Welch took the reigns as CEO would have 
grown to roughly $67,000 by the time he retired in 2001. The simplest and best 
measure of stockholder wealth is the share price, so most finance textbooks (includ-
ing ours) instruct managers to take actions that increase the firm’s share price.

finance
The science and art of how indi-
viduals and firms raise, allocate, 
and invest money.

managerial finance
Concerns the duties of the 
financial manager in a business.

MATTER OF FACT

Finance Professors Aren’t Like Everyone Else

Professionals who advise individual investors know that many people are more willing to 
invest in the stock market if it has been rising in the recent past and are less willing to do 
so if it has been falling. Such “trend-chasing” behavior often leaves investors worse off 
than if they had invested consistently over time. Classical finance theory suggests that 
past performance of the stock market is a very poor predictor of future performance, 
and therefore individuals should not base investment decisions on the market’s recent 
history. A survey found that at least one group of investors did not fall prey to trend 
chasing in the stock market. When deciding whether to invest in stocks, finance profes-
sors were not influenced by the market’s recent trend, presumably because they know 
that past performance does not predict the future. That’s just one of the lessons in this 
book that can help you make better choices with your own money.

Source: Hibbert, Lawrence, and Prakash, 2012, “Do finance professors invest like everyone else?” Financial 
Analysts Journal.
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Learning goal icons tie chapter content to the 
learning goals and appear next to related text sec-
tions and again in the chapter-end summary, end-
of-chapter problems and exercises, and supplements 
such as the Test Bank and MyLab.
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LEARNING GOALS

Define finance and the 
managerial finance 
function.

Describe the goal of the 
firm, and explain why 
maximizing the value of the 
firm is an appropriate goal 
for a business.

Identify the primary 
activities of the financial 
manager.

Explain the key principles 
that financial managers use 
when making business 
decisions.

Describe the legal forms of 
business organization.

Describe the nature of the 
principal–agent relationship 
between the owners and 
managers of a corporation, 
and explain how various 
corporate governance 
mechanisms attempt to 
manage agency problems.

LG 1

LG 2

LG 3

LG 4

LG 5

LG 6

The Role of Managerial Finance

WHY THIS CHAPTER MATTERS TO YOU

In your professional life
ACCOUNTING You need to understand the relationships between the accounting 
and finance functions within the firm, how decision makers rely on the financial 
statements you prepare, why maximizing a firm’s value is not the same as 
maximizing its profits, and the ethical duty you have when reporting financial 
results to investors and other stakeholders.

INFORMATION SYSTEMS You need to understand why financial information is 
important to managers in all functional areas, the documentation that firms must 
produce to comply with various regulations, and how manipulating information for 
personal gain can get managers into serious trouble.

MANAGEMENT You need to understand the various legal forms of a business 
organization, how to communicate the goal of the firm to employees and other 
stakeholders, the advantages and disadvantages of the agency relationship 
between a firm’s managers and its owners, and how compensation systems can 
align or misalign the interests of managers and investors.

MARKETING You need to understand why increasing a firm’s revenues or market 
share is not always a good thing, how financial managers evaluate aspects of 
customer relations such as cash and credit management policies, and why a firm’s 
brands are an important part of its value to investors.

OPERATIONS You need to understand the financial benefits of increasing a firm’s 
production efficiency, why maximizing profit by cutting costs may not increase the 
firm’s value, and how managers have a duty to act on behalf of investors when 
operating a corporation.

In your personal life
Many principles of managerial finance also apply to your personal life. Learning a 
few simple principles can help you manage your own money more effectively.

C
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MyLab Finance Chapter Introduction Video
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Six Learning Goals at the start of the 
chapter highlight the most impor-
tant concepts and techniques in the 
chapter. Students are reminded to 
think about the learning goals while 
working through the chapter by stra-
tegically placed learning goal icons.

To help students understand the rel-
evance of a chapter within the over-
arching framework of managerial 
finance, every chapter has available in 
MyLab Finance a short chapter intro-
duction video by an author. 

Every chapter opens with a feature, 
titled Why This Chapter Matters 
to You, that helps motivate student 
interest by highlighting both profes-
sional and personal benefits from 
achieving the chapter learning goals.

Its first part, In Your Professional 
Life, discusses the intersection of the 
finance topics covered in the chapter 
with the concerns of other major 
business disciplines. It encourages 
students majoring in accounting, 
information systems, management, 
marketing, and operations to appre-
ciate how financial acumen will help 
them achieve their professional goals.

The second part, In Your Personal Life, identifies topics in the chapter that will 
have particular application to personal finance. This feature also helps students 
appreciate the tasks performed in a business setting by pointing out that the tasks 
are not necessarily different from those that are relevant in their personal lives.
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10 PART ONE   Introduction to Managerial Finance

To  illustrate, consider that in March 2017, the online retailing giant Amazon 
reported that it earned a profit of $4.90 per share over the previous 12 months. 
Another company, Clorox, reported almost identical earnings per share of $4.92. 
Yet the stock prices of these two companies could not have been more different. 
Amazon was trading for $850 per share, whereas Clorox stock was selling for 
just $137. In other words, investors were willing to pay 6 times more for shares 
of Amazon even though it reported virtually the same EPS as Clorox. Why? Sev-
eral factors may contribute, but the most plausible answer is that investors envi-
sion rosier long-term prospects for Amazon. If the only matter of concern to 
investors was short-term profits, then the prices of Amazon and Clorox should 
have been much closer because their profits, at least in the short term, were 
nearly identical.

Third, the stakeholder perspective is intrinsically difficult to implement, 
and advocates of the idea that managers should consider all stakeholders’ 
interests along with those of shareholders do not typically indicate how man-
agers should carry it out. For example, how much emphasis should managers 
place on the interests of different stakeholder groups? Are the interests of 
employees more or less important than the desires of customers? Should mem-
bers of the local community who do no business with the firm have an equal 
say with the firm’s suppliers? When different stakeholder groups disagree on 
the action a firm should take, how should managers make important decisions? 
In contrast, the goal of shareholder maximization clarifies what actions man-
agers should take.

Fourth, many people misinterpret the statement that managers should maxi-
mize shareholder wealth as implying that managers should take any action, 
including illegal or unethical actions, that increases the stock price. Even the 
most ardent supporters of shareholder value maximization as the firm’s primary 
goal acknowledge that managers must act within ethical and legal boundaries.

THE ROLE OF BUSINESS ETHICS

Business ethics are the standards of conduct or moral judgment that apply to 
persons engaged in commerce. Violations of these standards involve a variety of 
actions: “creative accounting,” earnings management, misleading financial fore-
casts, insider trading, fraud, excessive executive compensation, options backdat-
ing, bribery, and kickbacks. The financial press has reported many such 
violations in recent years, involving such well-known companies as Wells Fargo, 
where employees opened new accounts without authorization from customers, 
and Volkswagen, where engineers set up elaborate deceptions to get around pol-
lution controls. In these and similar cases, the offending companies suffered 
various penalties, including fines levied by government agencies, damages paid 
to plaintiffs in lawsuits, or lost revenues from customers who abandoned the 
firms because of their errant behavior. Most companies have adopted formal 
ethical standards, although clearly adherence to and enforcement of those stan-
dards vary. The goal of such standards is to motivate business and market par-
ticipants to adhere to both the letter and the spirit of laws and regulations 
concerned with business and professional practice. Most business leaders believe 
that businesses actually strengthen their competitive positions by maintaining 
high ethical standards.

business ethics
Standards of conduct or moral 
judgment that apply to persons 
engaged in commerce.
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book glossary.
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 1.1  Finance and the Firm

The field of finance is broad and dynamic. Finance influences everything that 
firms do, from hiring personnel to building factories to launching new advertis-
ing campaigns. Because almost any aspect of business has important financial 
dimensions, many financially oriented career opportunities await those who 
understand the principles of finance described in this textbook. Even if you see 
yourself pursuing a career in another discipline such as marketing, operations, 
accounting, supply chain, or human resources, you’ll find that understanding a 
few crucial ideas in finance will enhance your professional success. Knowing 
how financial managers think is important, especially if you’re not one yourself, 
because they are often the gatekeepers of corporate resources. Fluency in the lan-
guage of finance will improve your ability to communicate the value of your 
ideas to your employer. Financial knowledge will also make you a smarter con-
sumer and a wiser investor with your own money.

WHAT IS FINANCE?

Finance is the science and art of how individuals and firms raise, allocate, and invest 
money. The science of finance utilizes financial theories and concepts to establish 
general rules that can guide managers in their decisions. The art of finance involves 
adapting theory to particular business situations with their own unique circum-
stances. Managerial finance is concerned with the responsibilities of a financial 
manager working in a business. Though business finance is the primary focus of 
this book, the principles of finance apply to both personal and professional decision 
making. At the personal level, for instance, finance helps individuals decide how 
much of their earnings to spend, how much to save, and how to invest their savings. 
Financial thinking helps consumers decide when borrowing money is appropriate 
and enables them to critically evaluate loan offers with different terms. In a business 
context, finance involves the same types of decisions: how firms raise money from 
investors, how firms invest money in attempting to create value for their investors, 
and how firms decide whether to reinvest earnings in the business or distribute 

LG 1 LG 2
earnings back to investors. The keys to good financial decisions are much the same 
for businesses and individuals, which is why most students will benefit from an 
understanding of finance regardless of their profession. Learning the techniques of 
good financial analysis will not only help you make better financial decisions as a 
consumer but will also assist you in understanding the financial consequences of 
important business decisions, no matter what career path you follow.

WHAT IS A FIRM?

What is a firm? Put simply, a firm is a business organization that sells goods or 
services. However, a more complete answer attempts to explain why firms exist. 
They exist because investors want access to risky investment opportunities. In 
other words, firms are risky business organizations that, if not for investors’ will-
ingness to bear risk, would have difficulty generating the necessary investment 
capital to operate. For example, most investors do not have the expertise or 
wealth required to start a personal computer company, so instead they invest in a 
company like Apple. Even when a few individuals, such as Steve Jobs, Steve Woz-
niak, and Ronald Wayne, had the requisite expertise and wealth to start Apple 
Computer in a garage in 1976, vast amounts of additional money (i.e., invest-
ment capital) from investors were necessary for the firm to grow into what Apple 
is today. So, ultimately, firms are intermediaries that bring together investors and 
risky investment opportunities. Firms pool investment capital, make risky invest-
ment decisions, and manage risky investments all on behalf of investors who 
would otherwise not be able to do so effectively or efficiently on their own.

WHAT IS THE GOAL OF THE FIRM?

What goal should managers pursue? This question has no shortage of possible 
answers. Some might argue that managers should focus entirely on satisfying 
customers. Firms pursuing this goal could measure their products’ market shares 
to gauge progress. Others suggest that managers must first inspire and motivate 
employees; in that case, employee turnover might be the key success metric to 
watch. Clearly, the goal or goals that managers select will affect many of the 
decisions they make, so choosing an objective is a critical determinant of how 
businesses operate.

Maximize Shareholder Wealth

Finance teaches that the primary goal of managers should be to maximize the 
wealth of the firm’s owners—the stockholders or shareholders. Through the years, 
that recommendation has generated a lot of controversy. The Economist magazine 
once referred to shareholder value maximization as “the most powerful idea in 
business,” but Jack Welch, the long-time Chief Executive Officer (CEO) of General 
Electric and a man Fortune magazine named “Manager of the Century,” once 
called maximizing shareholder value “the dumbest idea in the world.” Welch’s 
assessment is particularly ironic because during his leadership, almost no company 
generated more wealth for its shareholders than General Electric. A $1,000 invest-
ment in GE stock made in 1981 when Welch took the reigns as CEO would have 
grown to roughly $67,000 by the time he retired in 2001. The simplest and best 
measure of stockholder wealth is the share price, so most finance textbooks (includ-
ing ours) instruct managers to take actions that increase the firm’s share price.

finance
The science and art of how indi-
viduals and firms raise, allocate, 
and invest money.

managerial finance
Concerns the duties of the 
financial manager in a business.

MATTER OF FACT

Finance Professors Aren’t Like Everyone Else

Professionals who advise individual investors know that many people are more willing to 
invest in the stock market if it has been rising in the recent past and are less willing to do 
so if it has been falling. Such “trend-chasing” behavior often leaves investors worse off 
than if they had invested consistently over time. Classical finance theory suggests that 
past performance of the stock market is a very poor predictor of future performance, 
and therefore individuals should not base investment decisions on the market’s recent 
history. A survey found that at least one group of investors did not fall prey to trend 
chasing in the stock market. When deciding whether to invest in stocks, finance profes-
sors were not influenced by the market’s recent trend, presumably because they know 
that past performance does not predict the future. That’s just one of the lessons in this 
book that can help you make better choices with your own money.

Source: Hibbert, Lawrence, and Prakash, 2012, “Do finance professors invest like everyone else?” Financial 
Analysts Journal.
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Matter of Fact boxes provide interesting empirical 
facts, usually featuring recent data, that add back-
ground and depth to the material covered in the 
chapter.

 Preface xxxi

Examples are an important component 
of the book’s learning system. Numbered 
and clearly set off from the text, they 
provide an immediate and concrete 
demonstration of how to apply financial 
concepts, tools, and techniques. Many of 
these feature real-world data.

Examples illustrating time-value-of-
money techniques often show the use 
of time lines, equations, financial cal-
culators, and spreadsheets (with cell 
formulas). For instructors who prefer 
to use tables with interest rate fac-
tors, an IRF icon appearing with some 
examples indicates that the example can 
be solved using the interest rate factors. 
The reader can access the Interest Rate 
Factor Supplement in MyLab Finance. 
The Interest Rate Factor Supplement is a 
self-contained supplement that explains 
how the reader should use the interest 
rate factors and documents how the in-
chapter examples can be solved by using 
them.
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In Example 5.8 involving Braden Company, we found the present value of Braden’s 
$700, 5-year ordinary annuity discounted at 4% to be $3,116.28. We now assume 
that Braden’s $700 annual cash in flow occurs at the start of each year and is 
thereby an annuity due. The following timeline illustrates the new situation.

EXAMPLE 5.10IRF

MyLab Finance Animation

Timeline for present value 
of an annuity due ($700 
 beginning-of-year cash 
flows, discounted at 4%, 
over 5 years)

0 1 2 3 4 5
Year

$700

700.00
673.08
647.19
622.30
598.36

$3,240.93

$

Present Value

$700 $700 $700 $700

MyLab Finance Financial 
Calculator

PMT
I/Y
N
CPT
PV

Note: Switch calculator
to BEGIN mode.

Solution
CPT RCL ENTER CPT CPT
CF NPV IRR DEL INS
N I/Y PV

7

4

1

0

8

5

2

.

9

6

3

=

/

*
–

+

PMT FV
C/Y

C/CE

+/–

1/x
y x

P/Y xP/Y BGN AMORT

RESET

Input

5
4
700

Function

–3,240.93

PRESENT VALUE OF AN ANNUITY DUE
Annual annuity payment
Annual rate of interest
Number of years
Present value

1
2
3
4
5

$700
4%
5

–$3,240.93

Entry in Cell B5 is =PV(B3,B4,B2,0,1).
The minus sign appears before the $3,240.93

in B5 because the annuity’s present value
is a cost and therefore a cash outflow.

A B

period, we discount each annuity due cash flow 1 fewer period than an ordinary 
annuity. The algebraic formula for the present value of an annuity due is

 PV0 = aCF0

r
b * c1 -

1
(1 + r)n d * (1 + r) (5.6)

Notice the similarity between this equation and Equation 5.4. The two equations 
are identical except that Equation 5.6 uses CF0 to indicate that the first cash flow 
arrives immediately in an annuity due, and Equation 5.6 has an extra term at the 
end, (1 + r). The reason for this extra term is the same as when we calculated 
the future value of the annuity due. In the annuity due, each payment arrives 1 
year earlier (compared to the ordinary annuity), so each payment has a higher 
present value. To be specific, each payment of the annuity due is  discounted one 
less period so it’s worth r% more than each ordinary annuity payment.

We can calculate its present value using a calculator or a spreadsheet.

Calculator use Before using your calculator to find the present value of an annuity 
due, you must either switch it to BEGIN mode or use the DUE key, depending on 
the specifics of your calculator. Then, using the inputs shown at the left, you will 
find the present value of the annuity due to be $3,240.93 (Note: Because we nearly 
always assume end-of-period cash flows, be sure to switch your calculator back to 
END mode when you have completed your annuity-due calculations.)

Spreadsheet use The following spreadsheet shows how to calculate the present 
value of the annuity due.

X
MyLab
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Key Equations appear in green boxes 
throughout the text to help readers identify 
the most important mathematical relation-
ships.

Review Questions appear at the end of each 
major text section. These questions chal-
lenge readers to stop and test their under-
standing of key concepts, tools, techniques, 
and practices before moving on to the next 
section. 

NEW! Some sections have dedicated Excel 
Review Questions that ask students to dem-
onstrate their ability to solve a financial 
problem using Excel.

210 PART TWO   Financial Tools

Comparison of an Annuity Due with an Ordinary Annuity  
Present Value

The present value of an annuity due is always greater than the present value of 
an otherwise identical ordinary annuity. We can verify this statement by compar-
ing the present values of the Braden Company’s two annuities:

Ordinary annuity = $3,116.28 versus Annuity due = $3,240.93

Because the cash flows of the annuity due occur at the beginning of each period 
rather than at the end, their present values are greater. If we calculate the per-
centage difference in the values of these two annuities, we will find that the annu-
ity due is 4% more valuable than the annuity (remember that 4% is the discount 
rate that Braden uses):

($3,240.93 - $3,116.28) , $3,116.28 = 0.04 = 4,

FINDING THE PRESENT VALUE OF A PERPETUITY

A perpetuity is an annuity with an infinite life. In other words, it is an annuity 
that never stops providing a cash flow at the end of each year.

A number of business and personal investment decisions involve payouts that 
occur indefinitely into the future and are therefore excellent applications of the 
idea of a perpetuity. Fortunately, the calculation for the present value of a perpe-
tuity is one of the easiest in finance. If a perpetuity pays an annual cash flow of 
CF1, starting 1 year from now, the present value of the cash flow stream is

 PV0 = CF1 , r (5.7)

Ross Clark wishes to endow a chair in finance at his alma 
mater. In other words, Ross wants to make a lump sum dona-

tion today that will provide an annual stream of cash flows to the university forever. 
The university indicated that the annual cash flow required to support an endowed 
chair is $400,000 and that it will invest money Ross donates today in assets earning 
a 5% return. If Ross wants to give money today so that the university will begin 
receiving annual cash flows next year, how large must his contribution be? To deter-
mine the amount Ross must give the university to fund the chair, we must calculate 
the present value of a $400,000 perpetuity discounted at 5%. Using Equation 5.7, 
we can determine that this present value is $8 million when the interest rate is 5%:

PV0 = $400,000 , 0.05 = $8,000,000

In other words, to generate $400,000 every year for an indefinite period requires 
$8,000,000 today if Ross Clark’s alma mater can earn 5% on its investments. If the 
university earns 5% interest annually on the $8,000,000, it can withdraw $400,000 
per year indefinitely without ever touching the original $800,000 donation.

Many financial applications require analysts to calculate the present value of a 
cash flow stream that continues forever (i.e., a perpetuity) and grows at a steady 
rate. Calculating the present value of a growing perpetuity is not much more com-
plicated than finding the present value of a level perpetuity. For a cash flow stream 

perpetuity
An annuity with an infinite life, 
providing continual annual  
cash flow.

PERSONAL FINANCE EXAMPLE 5.11
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that begins next year, pays an initial cash flow of CF1, and grows after next year 
at a constant rate g forever, the present value of the growing perpetuity is

 PV0 = a CF1

r - g
b  (5.8)

Equation 5.8 applies only when the discount rate is greater than the growth rate 
in cash flows (i.e., r > g). If the interest rate is less than or equal to the growth 
rate, cash flows grow so fast that the present value of the stream is infinite.

Suppose, after consulting with his alma mater, Ross Clark 
learns that the university requires the endowment to provide 

a $400,000 cash flow next year, but subsequent annual cash flows must grow by 
2% per year to keep up with inflation. How much does Ross need to donate 
today to cover this requirement? Plugging the relevant values into Equation 5.8, 
we have:

PV0 =
$400,000

0.05 - 0.02
= $13,333,333

Compared to the level perpetuity providing $400,000 per year, the growing 
 perpetuity requires Ross to make a much larger initial donation, $13.3 million 
versus $8 million.

➔ REVIEW QUESTIONS MyLab Finance Solutions
 5–10 What is the difference between an ordinary annuity and an annuity 

due? Which is more valuable? Why?
 5–11 What are the most efficient ways to calculate the present value of an 

ordinary annuity?
 5–12 How can the formula for the future value of an annuity be modified to 

find the future value of an annuity due?
 5–13 How can the formula for the present value of an ordinary annuity be 

modified to find the present value of an annuity due?
 5–14 What is a perpetuity? Why is the present value of a perpetuity equal to 

the annual cash payment divided by the interest rate? Why doesn’t this 
chapter provide an equation showing you how to calculate the future 
value of a perpetuity?

➔ EXCEL REVIEW QUESTIONS MyLab Finance Solutions
 5–15 Because tax time comes around every year, you smartly decide to make 

equal contributions to your IRA at the end of every year. Using the 
information provided at MyLab Finance, calculate the future value of 
your IRA contributions when you retire.

 5–16 You have just graduated from college and begun your new career, 
and now it is time to buy your first home. Using the information 
provided at MyLab Finance, determine how much you can spend 
for your new dream home.

PERSONAL FINANCE EXAMPLE 5.12
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FINDING THE FUTURE VALUE OF AN ORDINARY ANNUITY

One way to find the future value of an ordinary annuity is to calculate the future 
value of each cash flow and then add up those figures. Fortunately, several short-
cuts lead to the answer. You can calculate the future value after n years of an 
ordinary annuity that makes n annual cash payments equal to CF1 by using 
Equation 5.3:

 FVn = CF1 * e 3(1 + r)n - 14
r

f  (5.3)

As before, in this equation r represents the interest rate, and n represents the 
number of payments in the annuity (or, equivalently, the number of years over 
which the annuity is spread). The subscript 1 on the term CF1 highlights that 
with an ordinary annuity, the first payment comes after 1 year (or, more gener-
ally, after 1 period). The calculations required to find the future value of an ordi-
nary annuity are illustrated in the following example.

Fran Abrams wishes to determine how much money she 
will have after 5 years if she chooses annuity A, the ordi-

nary annuity. She will deposit the $1,000 annual payments that the annuity pro-
vides at the end of each of the next 5 years into a savings account paying 7% 
annual interest. This situation is depicted on the following timeline.

PERSONAL FINANCE EXAMPLE 5.7

MyLab Finance Animation

IRF

Timeline for future value of 
an ordinary annuity ($1,000 
end-of-year deposit, earning 
7%, after 5 years) $1,000 $1,000 $1,000 $1,000 $1,000

0 1 2 3 4 5

$1,000.00
1,070.00
1,144.90
1,225.04
1,310.80

$5,750.74 Future Value

Year

As the figure shows, after 5 years, Fran will have $5,750.74 in her account. Note 
that because she makes deposits at the end of the year, the first deposit will earn 
interest for 4 years, the second for 3 years, and so on. Plugging the relevant val-
ues into Equation 5.3, we have

FV5 = $1,000 * e 3(1 + 0.07)5 - 14
0.07

f = $5,750.74

Calculator use Using the calculator inputs shown at the left, you can confirm 
that the future value of the ordinary annuity equals $5,750.74. In this example, 
we enter the $1,000 annuity payment as a negative value, which in turn causes 
the calculator to report the resulting future value as a positive value. You can 
think of each $1,000 deposit that Fran makes into her investment account as 

MyLab Finance Financial 
 Calculator

PMT
I/Y
N
CPT
FV

Solution
CPT RCL ENTER CPT CPT
CF NPV IRR DEL INS
N I/Y PV

7

4

1

0

8

5

2

.

9

6

3

=

/

*
–

+

PMT FV
C/Y

C/CE

+/–

1/x
y x

P/Y xP/Y BGN AMORT

RESET

Input

5
7

–1000
Function

5,750.74
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xxxii Preface

Personal Finance Examples demonstrate 
how students can apply managerial 
finance concepts, tools, and techniques 
to their personal financial decisions.

MyLab Finance contains additional resources to demonstrate the examples. 
The MyLab Financial Calculator reference indicates that the reader can use the 
finance calculator tool in MyLab Finance to find the solution for an example by 
inputting the keystrokes shown in the calculator screenshot. The MyLab Finance 
Solution Video reference indicates that the reader can go to MyLab Finance 
to watch a video of the author discussing or solving the example. The MyLab 
Finance Video reference indicates that the reader can watch a video on related 
core topical areas.
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➔ REVIEW QUESTIONS MyLab Finance Solutions
 5–20 What effect does compounding interest more frequently than 

 annually have on (a) future value and (b) the effective annual rate 
(EAR)? Why?

 5–21 How does the future value of a deposit subject to continuous com-
pounding compare to the value obtained by annual compounding?

 5–22 Differentiate between a nominal annual rate and an effective annual 
rate (EAR). Define annual percentage rate (APR) and annual percent-
age yield (APY).

Was the Deal for Manhattan a Swindle?

FOCUS ON ETHICS in practice

Most schoolchildren marvel when 
hearing Manhattan was purchased for 
a song in 1626. As the story goes, 
Peter Minuit of the Dutch West India 
Company gave the Lenape Native 
Americans beads and trinkets worth a 
mere $24 for the island.

But wait. A letter written by Dutch 
merchant, Pieter Schage, on Novem-
ber 5, 1626 to the directors of the 
Dutch West India Company confirmed 
the transaction but valued the goods 
(which more likely were kettles, mus-
kets, powder, and axes) at 60 Dutch 
guilders. According to the Interna-
tional Institute of Social History,  
60 Dutch guilders in 1626 are worth 

about 787 Euros today after adjusting 
for inflation. Based on the recent 
exchange rate between the Euro and 
the U.S. dollar, that translates to 
about $871. Now, the deal looks a bit 
better for the Lenape. But the surface 
area of Manhattan comprises 636,000 
square feet, and condos there sell for 
an average of $1,700 per square foot. 
So even after adjusting for price 
changes since 1626, Minuit still looks 
pretty sly.

Before closing the case, consider 
one more factor. The average annual-
ized return on U.S. stocks over the last 
200 years was 6.6%. If 60 Dutch guil-
ders were invested at 6.6% from 1626 

to today, the sum would grow to 
roughly 4 trillion guilders or $2 trillion. 
Based on New York City’s Depart-
ment of Finance property tax assess-
ments, $2 trillion is roughly twice the 
value of all New York City real estate 
today!

Of course, when the deal for 
Manhattan was struck, the first asset 
trading of any kind on a street called 
Wall lay over 80 years in the future, 
so the Lenape could not salt the 
receipts away in stocks. Still, the 
illustration makes the larger point––
compounding is a magical thing! 
And given this magic, it is less clear 
who fleeced whom.

 People without finance training often fail to appreciate the power of compound interest. Consider the following 
data for a typical credit card:

Outstanding Balance: $5,000
Annual Percentage Rate (APR): 12%
Minimum Payment: Larger of [(1% + APR>12) * balance] or $25

Minimum Payment Only $100 Payment Each Month

Monthly Payments to Zero Balance 208 71
Total Interest Paid $4,242 $1,993

The first minimum payment is $100, but that minimum will decline each month as the outstanding balance shrinks. 
Making the minimum payment every month means that the borrower takes 17 years to pay off the card, paying more 
than $4,000 in interest along the way. By paying $100 each month, however, the borrower repays the debt in one-
third the time and at less than half the interest cost.

How much responsibility do lenders have to educate borrowers? Does the fact that the government requires dis-
closure statements with a few standardized examples illustrating the time value of money change your answer?
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Substituting Q = 1,000, P = $10, VC = $5, and FC = $2,500 into Equation 
12.5 gives us

DOL at 1,000 units =
1,000 * ($10 - $5)

1,000 * ($10 - $5) - $2,500
=

$5,000
$2,500

= 2.0

As before, the DOL value of 2.0 means that at Cheryl’s Posters a change in sales 
volume results in an EBIT change that is twice as large in percentage terms.6

See the Focus on Practice box for a discussion of operating leverage at the 
semiconductor company Qualcomm.

EXAMPLE 12.6 

6. When total revenue in dollars from sales—instead of unit sales—is available, the following equation, in which TR =  
total revenue in dollars at a base level of sales and TVC =  total variable operating costs in dollars, can be used:

DOL at base dollar sales TR =
TR - TVC

TR - TVC - FC

This formula is especially useful for finding the DOL for multiproduct firms. It should be clear that because in the 
case of a single-product firm, TR = Q * P and TVC = Q * VC, substitution of these values into Equation 12.5 
results in the equation given here.

Qualcomm’s Leverage

FOCUS ON PRACTICE in practice

Item FY2011 FY2012 FY2013 FY2014 FY2015 FY2016

Sales revenue (millions) $14,566 $19,121 $24,866 $26,487 $25,281 $23,554
EBIT (millions) $4,882 $5,705 $7,561 $8,034 $7,212 $6,269
(1) Percent change in sales 32.4% 31.4% 30.0% 6.5% -4.6% -6.8%
(2) Percent change in EBIT 48.6% 16.8% 32.5% 6.2% -10.2% -13.1%
DOL [(2) , (1)] 1.5 0.5 1.1 1.0 2.2 1.9

Qualcomm Inc., one of the largest 
semiconductor companies in the 
United States, designs and sells wire-
less telecommunications chips. Unlike 
some other chip manufacturers, such 
as Intel, Qualcomm is largely a fabless 
company, meaning that it does not 
own and operate its own fabrication 
(i.e., manufacturing) plants, but rather 
outsources the production of the 
devices it sells to third parties. This 
strategy makes Qualcomm’s fixed 
costs lower than those of other firms 
that manufacture their own products.

Even so, some of Qualcomm’s costs 
are fixed. The company invests heavily 
in research and development, and it 
incurs those costs well before it knows 
what the demand for new devices will 
be. In addition, Qualcomm’s labor 
force, numbering roughly 30,000 

employees, is highly skilled. Many of 
the company’s workers have advanced 
degrees in technical fields such as elec-
trical engineering. Although we often 
think of labor as a variable cost, most 
companies do not lay off their most 
skilled workers due to a temporary 
decline in sales. Thus, at least some of 
Qualcomm’s payroll is best considered 
a fixed cost, at least in the short run.

To what extent do Qualcomm’s 
fixed costs give the company operat-
ing leverage? As demonstrated in the 
following table, the company experi-
enced sales increases in every year 
from 2011 to 2014, but the percentage 
increase in EBIT was significantly 
greater than the gain in sales only in 
2011. From 2012 to 2014, Qualcomm’s 
degree of operating leverage hovered 
at or below 1.0, prompting some Wall 

Street analysts to question why the 
company was not able to increase its 
profits faster during a period of rapid 
sales gains. In 2015 and 2016, Qual-
comm fell behind the leading edge of 
technology, and some of its core chips 
for cell phones were no longer com-
petitive. As a result, sales fell in 2 con-
secutive years, and EBIT fell even 
faster. In 2015 and 2016, Qualcomm’s 
degree of operating leverage roughly 
doubled what it had been in the previ-
ous 4 years. Qualcomm experienced 
the downside of operating leverage in 
2015 and 2016 without benefiting from 
it in the previous years when sales 
were on the rise.

 Summarize the pros and cons of 
operating leverage.
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 Preface xxxiii

In Practice boxes offer insights into impor-
tant topics in managerial finance through 
the experiences of real companies, both 
large and small. There are two categories  
of In Practice boxes:

Focus on Ethics boxes help readers under-
stand and appreciate important ethical 
issues and problems related to managerial 
finance. Nearly all of these boxes are brand 
new in this edition, and those that are not 
brand new have been substantially revised.

Focus on Practice boxes take a corporate 
focus that relates a business event or situation 
to a specific financial concept or technique.

Both types of In Practice boxes end with 
one or more critical thinking questions to 
help readers broaden the lesson from the 
content of the box.

The end-of-chapter Summary con-
sists of two sections. The first sec-
tion, Focus on Value, explains how 
the chapter’s content relates to the 
firm’s goal of maximizing owner 
wealth. This feature helps reinforce 
understanding of the link between 
the financial manager’s actions and 
share value.

The second part of the Summary, 
the Review of Learning Goals, 
restates each learning goal and 
summarizes the key material that 
was presented to support mastery 
of the goal. This review provides 
students with an opportunity to 
reconcile what they have learned 
with the learning goal and to con-
firm their understanding before 
moving forward.
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➔ REVIEW QUESTIONS MyLab Finance Solutions
 5–26 How can you determine the size of the equal, end-of-year deposits nec-

essary to accumulate a certain future sum at the end of a specified 
future period at a given annual interest rate?

 5–27 Describe the procedure used to amortize a loan into a series of equal 
periodic payments.

 5–28 How can you determine the unknown number of periods when you 
know the present and future values—single amount or annuity—and 
the applicable rate of interest?

➔ EXCEL REVIEW QUESTIONS MyLab Finance Solutions
 5–29 You want to buy a new car as a graduation present for yourself, but 

before finalizing a purchase you need to consider the monthly payment 
amount. Using the information provided at MyLab Finance, find the 
monthly payment amount for the car you are considering.

 5–30 As a finance major, you realize that you can quickly estimate your 
retirement age by knowing how much you need to retire, how much 
you can contribute each month to your retirement account, and what 
rate of return you can earn on your retirement investments. With that 
information, you can solve for the number of years it will take to save 
the money you need to retire. Using the information provided at 
MyLab Finance, estimate the age at which you will be able to retire.

FOCUS ON VALUE

The time value of money is an important tool that financial managers and other 
market participants use to compare cash inflows and outflows occurring at dif-
ferent times. Because firms routinely make investments that produce cash 
inflows over long periods of time, the effective application of time-value-of-
money techniques is extremely important. These techniques enable financial 
managers to compare the costs of investments they make today to the cash 
inflows those investments will generate in future years. Such comparisons help 
managers achieve the firm’s overall goal of share price maximization. It will 
become clear later in this text that the application of time-value techniques is a 
key part of the valuation process needed to make wealth-maximizing decisions.

REVIEW OF LEARNING GOALS

LG 1  Discuss the role of time value in finance, the use of computational tools, 
and the basic patterns of cash flow. Financial managers and investors use time-
value-of-money techniques when assessing the value of expected cash flow 
streams. Alternatives can be assessed by either compounding to find future 
value or discounting to find present value. Financial managers rely primarily 
on present-value techniques. Financial calculators and electronic spreadsheets 

SUMMARY
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Comprehensive Problems, keyed to 
the learning goals, are longer and 
more complex than the Warm-Up 
Exercises. In this section, instruc-
tors will find multiple problems that 
address the important concepts, tools, 
and techniques in the chapter.

New! Excel templates for many end-
of-chapter problems are available in 
MyLab Finance. These templates do 
not solve problems for students, but 
rather help students reach a solution 
faster by inputting data for them 
or by organizing facts presented in 
problems in a logical way.

A short descriptor identifies the 
essential concept or technique of 
the problem. Problems labeled as 
Integrative tie together related topics.
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WARM-UP EXERCISES All problems are available in MyLab Finance

LG 2    E4–1 The installed cost of a new computerized controller was $65,000. Calculate the 
depreciation schedule by year assuming a recovery period of 5 years and using the 
appropriate MACRS depreciation percentages given in Table 4.2.

LG 3    E4–2 Classify the following changes in each of the accounts as either an inflow or an out-
flow of cash. During the year (a) marketable securities increased, (b) land and build-
ings decreased, (c) accounts payable increased, (d) vehicles decreased, (e) accounts 
receivable increased, and (f) dividends were paid.

LG 3    E4–3 Determine the operating cash flow (OCF) for Kleczka Inc., based on the following 
data. (All values are in thousands of dollars.) During the year the firm had sales of 
$2,500, cost of goods sold totaled $1,800, operating expenses totaled $300, and 
depreciation expenses were $200. The firm is in the 35% tax bracket.

LG 3    E4–4 During the year, Xero Inc. experienced an increase in net fixed assets of $300,000 
and had depreciation of $200,000. It also experienced an increase in current assets 
of $150,000 and an increase in accounts payable and accruals of $75,000. If operat-
ing cash flow (OCF) for the year was $700,000, calculate the firm’s free cash flow 
(FCF) for the year.

LG 5    E4–5 Rimier Corp. forecasts sales of $650,000 for 2020. Assume that the firm has fixed 
costs of $250,000 and variable costs amounting to 35% of sales. Operating 
expenses are estimated to include fixed costs of $28,000 and a variable portion 
equal to 7.5% of sales. Interest expenses for the coming year are estimated to be 
$20,000. Estimate Rimier’s net profits before taxes for 2020.

LG 2     P4–1 Depreciation  On March 20, 2019, Norton Systems acquired two new assets. Asset 
A was research equipment costing $17,000 and having a 3-year recovery period. 
Asset B was duplicating equipment with an installed cost of $45,000 and a 5-year 
recovery period. Using the MACRS depreciation percentages in Table 4.2, prepare a 
depreciation schedule for each of these assets.

LG 2    P4–2 Depreciation  In early 2019, Sosa Enterprises purchased a new machine for $10,000 
to make cork stoppers for wine bottles. The machine has a 3-year recovery period 
and is expected to have a salvage value of $2,000. Develop a depreciation schedule 
for this asset using the MACRS depreciation percentages in Table 4.2.

LG 2     P4–3 MACRS depreciation expense and accounting cash flow  Pavlovich Instruments 
Inc., a maker of precision telescopes, expects to report pretax income of $430,000 
this year. The company’s financial manager is considering the timing of a purchase 
of new computerized lens grinders. The grinders will have an installed cost of 
$80,000 and a cost recovery period of 5 years. They will be depreciated using the 
MACRS schedule.

LG 3

PROBLEMS All problems are available in MyLab Finance. The 
X

MyLab icon indicates 
problems in Excel format available in MyLab Finance.
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Peabody & Peabody Balance Sheet December 31, 2019 ($000)

Assets Liabilities and stockholders’ equity

Cash $   400 Accounts payable $1,400

Marketable securities 200 Accruals 400

Accounts receivable 1,200 Other current liabilities        80

Inventories   1,800 Total current liabilities $1,880

Total current assets $3,600 Long-term debt   2,000

Net fixed assets   4,000 Total liabilities $3,880

Total assets $7,600 Common equity   3,720

Total liabilities and

stockholders’ equity $7,600

a. Prepare a pro forma balance sheet dated December 31, 2021.
b. Discuss the financing changes suggested by the statement prepared in part a.

LG 5    P4–20 Integrative: Pro forma statements  Red Queen Restaurants wishes to prepare finan-
cial plans. Use the financial statements and the other information provided below to 
prepare the financial plans.

    The following financial data are also available:
 (1) The firm has estimated that its sales for 2020 will be $900,000.
 (2) The firm expects to pay $35,000 in cash dividends in 2020.
 (3) The firm wishes to maintain a minimum cash balance of $30,000.
 (4) Accounts receivable represent approximately 18% of annual sales.
 (5) The firm’s ending inventory will change directly with changes in sales in 

2020.
 (6) A new machine costing $42,000 will be purchased in 2020. Total depreciation 

for 2020 will be $17,000.
 (7) Accounts payable will change directly in response to changes in sales in 2020.
 (8) Taxes payable will equal one-fourth of the tax liability on the pro forma income 

statement.
 (9) Marketable securities, other current liabilities, long-term debt, and common 

stock will remain unchanged.
a. Prepare a pro forma income statement for the year ended December 31, 2020, 

using the percent-of-sales method.
b. Prepare a pro forma balance sheet dated December 31, 2020, using the judgmen-

tal approach.
c. Analyze these statements, and discuss the resulting external financing 

required.
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The chapter opener described a lottery prize that could be taken as a $480 million 
lump sum payment or  mixed stream of 30 payments, with the first payment of 
$11.42 million coming immediately, followed by 29 additional payments growing 
at 5% per year. If the lottery winner could earn 2% on cash invested today, should 
she take the lump sum or the mixed stream? What if the rate of return is 3%? 
What general principle do those calculations illustrate?

OPENER-IN-REVIEW

LG 2  LG 5  ST5–1 Future values for various compounding frequencies  Delia Martin has $10,000 that 
she can deposit in any of three savings accounts for a 3-year period. Bank A com-
pounds interest on an annual basis, bank B compounds interest twice each year, and 
bank C compounds interest each quarter. All three banks have a stated annual 
interest rate of 4%.
a. What amount would Ms. Martin have after 3 years, leaving all interest paid on 

deposit, in each bank?
b. What effective annual rate (EAR) would she earn in each of the banks?
c. On the basis of your findings in parts a and b, which bank should Ms. Martin 

deal with? Why?
d. If a fourth bank (bank D), also with a 4% stated interest rate, compounds 

interest continuously, how much would Ms. Martin have after 3 years? 
Does this alternative change your recommendation in part c? Explain why or 
why not.

LG 3   ST5–2 Future values of annuities  Ramesh Abdul has the opportunity to invest in either of 
two annuities, each of which will cost $38,000 today. Annuity X is an annuity due 
that makes 6 cash payments of $9,000. Annuity Y is an ordinary annuity that makes 
6 cash payments of $10,000. Assume that Ramesh can earn 15% on his investments.
a. On a purely intuitive basis (i.e., without doing any math), which annuity do you 

think is more attractive? Why?
b. Find the future value after 6 years for both annuities.
c. Use your finding in part b to indicate which annuity is more attractive. Why? 

Compare your finding to your intuitive response in part a.

LG 2  LG 3   ST5–3 Present values of single amounts and streams  You have a choice of accepting either 
of two 5-year cash flow streams or single amounts. One cash flow stream is an ordi-
nary annuity, and the other is a mixed stream. You may accept alternative A or B, 
either as a cash flow stream or as a single amount. Given the cash flow stream and 
single amounts associated with each (see the following table), and assuming a 9% 
opportunity cost, which alternative (A or B) and in which form (cash flow stream or 
single amount) would you prefer?

IRF

 LG 4

IRF

SELF-TEST PROBLEMS (Solutions in Appendix)

IRF
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LG 6   ST5–4 Deposits needed to accumulate a future sum  Judi Janson wishes to accumulate 
$8,000 by making equal, end-of-year deposits over the next 5 years. If Judi can earn 
7% on her investments, how much must she deposit at the end of each year to meet 
this goal?

IRF

Year Savings estimate

1 $35,000

2 50,000

3 45,000

4 25,000

5 15,000

Cash flow stream

Year Alternative A Alternative B

1 $700 $1,100

2 700 900

3 700 700

4 700 500

5 700 300

Single amount

At time zero $2,825 $2,800

LG 2   E5–1 Assume that a firm makes a $2,500 deposit into a short-term investment account. If 
this account is currently paying 0.7% (yes, that’s right, less than 1%!), what will the 
account balance be after 1 year?

LG 2  LG 5   E5–2 If Bob and Judy combine their savings of $1,260 and $975, respectively, and deposit 
this amount into an account that pays 2% annual interest, compounded monthly, 
what will the account balance be after 4 years?

LG 3   E5–3 Gabrielle just won $2.5 million in the state lottery. She is given the option of 
receiving a lump sum of $1.3 million now, or she can elect to receive $100,000 at 
the end of each of the next 25 years. If Gabrielle can earn 5% annually on her 
investments, which option should she take?

LG 4   E5–4 Your firm has the option of making an investment in new software that will cost 
$130,000 today but will save the company money over several years. You estimate that 
the software will provide the savings shown in the following table over its 5-year life.

WARM-UP EXERCISES All problems are available in MyLab Finance.

  Should the firm make this investment if it requires a minimum annual return of 9% 
on all investments?
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Self-Test Problems, keyed to the 
learning goals, give readers an 
opportunity to strengthen their 
understanding of topics by doing 
a sample problem. For reinforce-
ment, solutions to the Self-Test 
Problems appear in the appendix at 
the back of the book. An IRF icon 
indicates that the Self-Test Problem 
can be solved using the interest rate 
factors. The reader can access the 
Interest Rate Factor Supplement in 
MyLab Finance.

Warm-Up Exercises follow the 
Self-Test Problems. These short, 
numerical exercises give students 
practice in applying tools and tech-
niques presented in the chapter.
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LG 4    P4–8 Cash receipts  A firm has actual sales of $65,000 in April and $60,000 in May. It 
expects sales of $70,000 in June and $100,000 in July and in August. Assuming that 
sales are the only source of cash inflows and that half of them are for cash and the 
remainder are collected evenly over the following 2 months, what are the firm’s 
expected cash receipts for June, July, and August?

LG 4    P4–9 Cash disbursements schedule  Maris Brothers Inc. needs a cash disbursement sched-
ule for the months of April, May, and June. Use the format of Table 4.9 and the fol-
lowing information in its preparation.

Sales: February = $500,000; March = $500,000; April = $560,000;  
May = $610,000; June = $650,000; July = $650,000

Purchases: Purchases are calculated as 60% of the next month’s sales, 10% of 
purchases are made in cash, 50% of purchases are paid for 1 month after pur-
chase, and the remaining 40% of purchases are paid for 2 months after purchase.

Rent: The firm pays rent of $8,000 per month.

Wages and salaries: Base wage and salary costs are fixed at $6,000 per month 
plus a variable cost of 7% of the current month’s sales.

Taxes: A tax payment of $54,500 is due in June.

Fixed asset outlays: New equipment costing $75,000 will be bought and paid for 
in April.

Interest payments: An interest payment of $30,000 is due in June.

Cash dividends: Dividends of $12,500 will be paid in April.

Principal repayments and retirements: No principal repayments or retirements 
are due during these months.

LG 4    P4–10 Cash budget: Basic  Grenoble Enterprises had sales of $50,000 in March and 
$60,000 in April. Forecast sales for May, June, and July are $70,000, $80,000, and 
$100,000, respectively. The firm has a cash balance of $5,000 on May 1 and wishes 
to maintain a minimum cash balance of $5,000. Given the following data, prepare 
and interpret a cash budget for the months of May, June, and July.

 (1) The firm makes 20% of sales for cash, 60% are collected in the next month, 
and the remaining 20% are collected in the second month following sale.

 (2) The firm receives other income of $2,000 per month.
 (3) The firm’s actual or expected purchases, all made for cash, are $50,000, 

$70,000, and $80,000 for the months of May through July, respectively.
 (4) Rent is $3,000 per month.
 (5) Wages and salaries are 10% of the previous month’s sales.
 (6) Cash dividends of $3,000 will be paid in June.
 (7) Payment of principal and interest of $4,000 is due in June.
 (8) A cash purchase of equipment costing $6,000 is scheduled in July.
 (9) Taxes of $6,000 are due in June.

Personal Finance Problem

LG 4    P4–11 Preparation of cash budget  Sam and Suzy Sizeman need to prepare a cash budget 
for the last quarter of 2020 to make sure they can cover their expenditures during 
the period. Sam and Suzy have been preparing budgets for the past several years and 
have been able to identify the percentage of their income that they pay for most of 

X
MyLab
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Provincial Imports Inc.  
Balance Sheet December 31, 2019

Assets Liabilities and stockholders’ equity

Cash $   200,000 Accounts payable $   700,000

Marketable securities 225,000 Taxes payable 95,000

Accounts receivable 625,000 Notes payable 200,000

Inventories      500,000 Other current liabilities      5,000

Total current assets $1,550,000 Total current liabilities $1,000,000

Net fixed assets   1,400,000 Long-term debt       500,000

Total assets $2,950,000 Total liabilities $1,500,000

Common stock 75,000

Retained earnings    1,375,000

Total liabilities and equity $2,950,000

    Information related to financial projections for the year 2020 is as follows:
 (1) Projected sales are $6,000,000.
 (2) Cost of goods sold in 2019 includes $1,000,000 in fixed costs.
 (3) Operating expense in 2019 includes $250,000 in fixed costs.
 (4) Interest expense will remain unchanged.
 (5) The firm will pay cash dividends amounting to 40% of net profits after taxes.
 (6) Cash and inventories will double.
 (7) Marketable securities, notes payable, long-term debt, and common stock will 

remain unchanged.
 (8) Accounts receivable, accounts payable, and other current liabilities will change 

in direct response to the change in sales.
 (9) A new computer system costing $356,000 will be purchased during the year. 

Total depreciation expense for the year will be $110,000.
 (10) The tax rate will remain at 40%.

a. Prepare a pro forma income statement for the year ended December 31, 2020, 
using the fixed cost data given to improve the accuracy of the percent-of-sales 
method.

b. Prepare a pro forma balance sheet as of December 31, 2020, using the informa-
tion given and the judgmental approach. Include a reconciliation of the retained 
earnings account.

c. Analyze these statements, and discuss the resulting external financing required.

LG 1    P4–22 ETHICS PROBLEM  The SEC is trying to get companies to notify the investment 
community more quickly when a “material change” will affect their forthcoming 
financial results. In what sense might a financial manager be seen as “more ethical” 
if he or she follows this directive and issues a press release indicating that sales will 
not be as high as previously anticipated?

You have been assigned the task of putting together a statement for the ACME Com-
pany that shows its expected inflows and outflows of cash over the months of July 
2020 through December 2020.

SPREADSHEET EXERCISE
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Every chapter includes a Spreadsheet Exercise. 
This exercise gives students an opportunity to use 
Excel software to create one or more spreadsheets 
with which to analyze a financial problem. The 
spreadsheet to be created is often modeled on a 
table or Excel screenshot located in the chapter. 
Students can access working versions of the Excel 
screenshots in MyLab Finance.

 Preface xxxv

Personal Finance Problems specifi-
cally relate to personal finance situa-
tions and Personal Finance Examples 
in each chapter. These problems will 
help students see how they can apply 
the tools and techniques of manage-
rial finance in managing their own 
finances.

All exercises and problems are avail-
able in MyLab Finance.

MyLab FINANCE

Reach Every Student by Pairing This Text with MyLab Finance
MyLab is the teaching and learning platform that empowers you to reach every 
student. By combining trusted author content with digital tools and a flexible plat-
form, MyLab personalizes the learning experience and improves results for each 
student. Learn more about MyLab Finance at www.pearson.com/mylab/finance.

Deliver Trusted Content
You deserve teaching materials that meet your own high standards for your 
course. That’s why Pearson partners with highly respected authors to develop 
interactive content and course-specific resources that you can trust—and that 
keep your students engaged.

Empower Each Learner
Each student learns at a different pace. Personalized learning pinpoints the pre-
cise areas where each student needs practice, giving all students the support they 
need—when and where they need it—to be successful.

Teach Your Course Your Way
Your course is unique. So whether you’d like to build your own assignments, 
teach multiple sections, or set prerequisites, MyLab gives you the flexibility to 
easily create your course to fit your needs.

Improve Student Results
When you teach with MyLab, student performance improves. That’s why instruc-
tors have chosen MyLab for over 15 years, touching the lives of over 50 million 
students.
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MyLab opens the door to a powerful Web-based tutorial, testing, and diagnostic 
learning system designed specifically for the Zutter/Smart, Principles of Managerial 
Finance, Brief Edition. With MyLab, instructors can select an adaptable preconfig-
ured course or create their own. Both options allow instructors to create, edit, and 
assign online homework, quizzes, and tests and track all student progress in the down-
loadable online gradebook. MyLab allows students to supplement and reinforce their 
in-class learning by taking advantage of a progress-driven Study Plan or self-selected 
practice problems, quizzes, and tests. For example, all end-of-chapter problems are 
assignable by instructors or selectable by students in MyLab, and because the prob-
lems have algorithmically generated values, no  student will have the same homework 
as another or work the same problem twice; there is an unlimited opportunity for 
practice and testing. Students get the help they need, when they need it, from the 
robust tutorial options, including “View an Example” and “Help Me Solve This,” 
which breaks the problem into steps and links to the relevant textbook page.

This fully integrated online system gives students the hands-on tutorial, prac-
tice, and diagnostic help they need to ensure they are effectively learning finance 
in the most efficient manner. Utilization of the resources available in MyLab 
Finance saves instructors time by enabling students to more effectively learn 
on their own and providing instructors with a full account of student progress, 
auto grading, and an online gradebook that can seamlessly link with a Learning 
Management System (e.g., Blackboard Learn, Brightspace by D2L, Canvas, or 
Moodle) or be downloaded to Excel.

The Multimedia Library in MyLab Finance provides students with access 
to a variety of chapter resources all intended to reinforce their learning and  
understanding of the textbook content. For example, students can access a 
Chapter Introduction Video for every chapter and dozens of Solution Videos for 
select in-chapter examples. Students can also access dynamic animations for select 
figures and examples throughout the book that provide them with the ability to 
control inputs and drive outputs to better understand the concepts.

The auto-graded Excel feature in MyLab Finance allows instructors to assign all 
Spreadsheet Exercises and select end-of-chapter problems without having to manually 
grade spreadsheets. Students have the opportunity to practice important finance skills 
in Excel and instructors have the ability to assess their learning without the hassle 
of time-consuming grading. Students simply download a spreadsheet, solve a finance 
problem in Excel, and then upload the file back to MyLab Finance. Students will 
receive personalized feedback on their work within minutes that allows them to pin-
point where they went wrong on any step of the problem.

Chapter Cases with automatically graded assessment are also provided in 
MyLab Finance. These cases have students apply the concepts they have learned 
to a more complex and realistic situation. These cases help strengthen practical 
application of financial tools and techniques.

MyLab also has Group Exercises that students can work together in the 
context of an ongoing company. Each group creates a company and follows it 
through the various managerial finance topics and business activities presented 
in the textbook.

MyLab Finance has an Interest Rate Factor Supplement that explains how to 
use the interest rate factors in time-value-of-money problems and works seam-
lessly with the textbook. The student can go directly to the IRF Supplement and 
see the in-chapter example solved using the interest rate factors. All examples 
that appear in the IRF Supplement are indicated in the text with an IRF icon.
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a payment into the account or a cash outflow, and after 5 years the future value 
is the balance in the account, or the cash inflow that Fran receives as a reward for 
investing.

Spreadsheet use To calculate the future value of an annuity in Excel, we will use 
the same future value function that we used to calculate the future value of a 
lump sum, but we will add two new input values. Recall that the future value 
function’s syntax is FV(rate,nper,pmt,pv,type). We have already explained the 
terms rate, nper, and pv in this function. The term pmt refers to the annual pay-
ment the annuity offers. The term type is an input that lets Excel know whether 
the annuity being valued is an ordinary annuity (in which case the input value for 
type is 0 or omitted) or an annuity due (in which case the correct input value for 
type is 1). In this particular problem, the input value for pv is 0 because there is 
no up-front money received that is separate from the annuity. The only cash 
flows are those that are part of the annuity stream. The following Excel spread-
sheet demonstrates how to calculate the future value of the ordinary annuity.

FUTURE VALUE OF AN ORDINARY ANNUITY
Annual annuity payment
Annual rate of interest
Number of years
Future value

1
2
3
4
5

–$1,000
7%
5

$5,750.74

Entry in Cell B5 is =FV(B3,B4,B2,0,0).
The minus sign appears before the $1,000

in B2 because the annuity’s payments
are cash outflows.

A B

FINDING THE PRESENT VALUE OF AN ORDINARY ANNUITY

Quite often in finance, we need to find the present value of a stream of cash 
flows spread over several future periods. An annuity is, of course, a stream of 
equal periodic cash flows. The method for finding the present value of an ordi-
nary annuity is similar to the method just discussed. One approach is to calculate 
the present value of each cash flow in the annuity and then add up those present 
values. Alternatively, the algebraic shortcut for finding the present value of an 
ordinary annuity that makes an annual payment of CF1 for n years looks like

 PV0 = aCF1

r
b * c1 -

1
(1 + r)n d  (5.4)

Of course, the simplest approach is to solve problems like this one with a finan-
cial calculator or spreadsheet program.

Braden Company, a small producer of plastic toys, wants to determine the most 
it should pay for a particular ordinary annuity. The annuity consists of cash in 
flows of $700 at the end of each year for 5 years. The firm requires the annuity 
to provide a minimum return of 4%. The following timeline depicts this 
situation.

EXAMPLE 5.8 

MyLab Finance Solution 
Video
MyLab Finance Animation

IRF

X
MyLab
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Advanced reporting features in MyLab also allow you to easily report on 
AACSB accreditation and assessment in just a few clicks.

An online glossary, digital flashcards, financial calculator tutorials, videos, 
Spreadsheet Use examples from the text in Excel, and numerous other premium 
resources are available in MyLab.

DEVELOPING EMPLOYABILITY SKILLS

For students to succeed in a rapidly changing job market, they should be aware of 
their career options and how to go about developing a variety of skills. In this book 
and in MyLab Finance, we focus on developing these skills in a variety of ways.

Excel modeling skills—Each chapter contains a Spreadsheet Exercise that 
asks students to build an Excel model to help solve a business problem. Many 
chapters provide screenshots showing completed Excel models designed to 
solve in-chapter examples. Many chapters contain Excel Review Questions that 
prompt students to practice using Excel to solve specific types of problems. In 
addition, students can access the working Excel screenshots and solutions to the 
Excel Review Questions in MyLab Finance to further reenforce their learning 
and understanding. Also, in MyLab students will find dozens of Excel templates, 
marked in the text with a special icon, that help them model select end-of-chapter 
problems so they can reach a solution faster and with a deeper understanding of 
the underlying concepts. Finally, as mentioned above, every Excel Spreadsheet 
Exercise and select end-of-chapter problems can be assigned and auto graded.

Ethical reasoning skills—The Focus on Ethics boxes describe situations 
in which business professionals have violated ethical (and in some cases even 
legal) standards and have suffered consequences as a result. These boxes will 
help students recognize the ethical temptations they are likely to face while 
pursuing a finance career and the consequences that they may suffer if they 
behave unethically. Each chapter ends with an Ethics Problem that asks stu-
dents to consider the ethical dimensions of some business decision.

Critical thinking skills—Nearly every significant financial decision requires crit-
ical thinking because making optimal decisions means weighing the marginal benefits 
and costs of alternative plans. To weigh those benefits and costs, one must first iden-
tify and quantify them. Nearly every chapter in this textbook discusses how finan-
cial analysts place a value on the net benefits associated with a particular decision. 
Students who master this material will be prepared to ask the tough questions neces-
sary to assess whether a particular course of action creates value for shareholders.
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Data analysis skills—Financial work is about data. Financial analysts 
have to identify the data that are relevant for a particular business problem, 
and they must know how to process that data in a way that leads to good 
decision making. In-chapter examples and end-of-chapter problems require 
students to sort out relevant from irrelevant data and to use the data that 
they have to make a clear recommendation about what course of action a 
firm should take.

TABLE OF CONTENTS OVERVIEW

The text’s organization conceptually links the firm’s actions and its value as deter-
mined in the financial market. We discuss every significant financial problem or 
decision in terms of both risk and return to assess the potential impact on owners’ 
wealth. A Focus on Value element in each chapter’s Summary helps reinforce the 
student’s understanding of the link between the financial manager’s actions and 
the firm’s share value.

In organizing each chapter, we have adhered to a managerial decision-making 
perspective, relating decisions to the firm’s overall goal of wealth maximization. 
Once a particular concept has been developed, its application is illustrated by an 
example, which is a hallmark feature of this book. These examples demonstrate, 
and solidify in the student’s thought, financial decision-making considerations 
and their consequences.

INSTRUCTOR TEACHING RESOURCES

Supplements available to instructors  
at www.pearsonhighered.com/irc Features of the Supplement

Instructor’s Manual • Overview of key topics
•  Detailed answers and solutions to all Opener-In-Review 

Questions, Warm-Up Exercises, end-of-chapter Problems, 
and Chapter Cases

•  Suggested answers to all critical thinking questions in  
chapter boxes, Ethics Problems, and Group Exercises

• Spreadsheet Exercises
• Group Exercises
• Integrative Cases

Test Bank More than 2,700 multiple-choice, true/false, short-answer, and 
graphing questions with these annotations:

•  Difficulty level (1 for straight recall, 2 for some analysis,  
3 for complex analysis)

•  Type (Multiple-choice, true/false, short-answer, essay)
• Topic (The term or concept the question supports)
• Learning outcome
•  AACSB learning standard (Ethical Understanding and 

Reasoning; Analytical Thinking Skills; Information Technol-
ogy; Diverse and Multicultural Work; Reflective Thinking; 
Application of Knowledge)
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Computerized TestGen TestGen allows instructors to:

• Customize, save, and generate classroom tests
• Edit, add, or delete questions from the Test Item Files
• Analyze test results
• Organize a database of tests and student results

PowerPoints Slides include all the figures and tables from the textbook.

PowerPoints meet accessibility standards for students with  
disabilities. Features include, but are not limited to:

• Keyboard and Screen Reader access
• Alternative text for images
•  High color contrast between background and  

foreground colors
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