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Preface
NEW TO THIS EDITION
Finance is a dynamic discipline, as illustrated on this book’s cover by the evolution 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 downloaded by millions of consumers in a matter of days. As we made plans to publish
the fifteenth 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 fourteenth 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 replaced nearly all of the chapter-opening vignettes with stories gathered
from the business press in recent years that illustrate key ideas in each chapter.
Many of the chapter openers feature companies such as Airbnb, Kroger, Netflix,
Apple, Tesla, General Motors, Whirlpool, and Dell that are familiar to students.
We designed these opening vignettes to impress upon students that the material
they will see in each chapter is relevant for business in the “real world.”
• At the end of each chapter we return to the opening vignette with an Opener-InReview question that asks students to apply a concept that they have learned
in the chapter to the business situation described in the chapter opener.
• We have rewritten all of the Focus on Ethics boxes, using new examples to
highlight situations in which businesses or individuals have engaged in unethical 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 outputs 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.

xxxi
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Preface

• 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
nineteen chapters divided into eight parts. Each part is introduced by a brief overview, which is intended to give students an advance sense for the collective value
of the chapters included in the part.
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 financial 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 negative 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-toearnings 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 three 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 economic value added using data from Exxon Mobil Corp. The second chapter in
this part explains how financial analysts construct cash flow projections, which
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are a required component of net present value analysis. The final chapter in this
section describes how firms analyze the risks associated with capital investments.
Parts 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 13 provides a new Focus on Practice box discussing 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.
The chapter also contains new expanded coverage of the role that expected bankruptcy costs play in capital structure decisions. A new discussion in Chapter 14
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.
Finally, Part 8 has three chapters covering a variety of topics, including
hybrid securities, mergers and other forms of restructurings, and international
finance. These subjects are some of the most dynamic areas in financial practice, and we have made a number of changes here to reflect current practices.
Chapter 17 contains new examples of convertible securities issued by firms such as
STMicroelectronics and Tesla. Chapter 18 covers important merger concepts with
examples featuring recent transactions involving Anthem-Cigna, Fiat-Chrysler,
Dow-DuPont, Berkshire Hathaway-Oncor, and Broadcom Ltd.-Maxlinear.
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 fifteenth 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
decisions 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 came from the experience
of teaching the introductory managerial finance course. Those who have taught
the introductory course many times can appreciate the difficulties 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.
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Building on those strengths, fifteen editions, numerous translations, 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 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 fifteenth 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 themselves at the start of the semester with the many useful features the book offers.
Six Learning Goals at the start of the
chapter highlight the most important concepts and techniques in the
chapter. Students are reminded to
think about the learning goals while
working through the chapter by strategically placed learning goal icons.

1

The Role of Managerial Finance
LEARNING GOALS
LG 1 Define finance and the
managerial finance
function.
LG 2 Describe the goal of the
firm, and explain why
maximizing the value of the
firm is an appropriate goal
for a business.
LG 3 Identify the primary
activities of the financial
manager.
LG 4 Explain the key principles
that financial managers use
when making business
decisions.
LG 5 Describe the legal forms of
business organization.
LG 6 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.

MyLab Finance Chapter Introduction Video

To help students understand the relevance of a chapter within the overarching framework of managerial
finance, every chapter has available in
MyLab Finance a short chapter introduction video by an author.

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.

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

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.

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 appreciate how financial acumen will help
them achieve their professional goals.

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.

2
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Each chapter begins with a short opening vignette that
describes a recent real-company event related to the
chapter topic. These stories raise interest in the chapter
by demonstrating its relevance in the business world.
Most of these opening vignettes are entirely new to this
edition. New! In MyLab Finance, users will find a brief
video providing an overview of each chapter’s content.

AIRBNB

Billions of VC Funding Gives Airbnb
Plenty of Room

T
Russell Hart/Alamy Stock Photo

he daughter of Chinese immigrants and founder of
the venture capital firm, Cowboy Ventures, Aileen Lee

added a new term to the business lexicon in her 2013
blog post on Tech Crunch. Lee used the word unicorn to

describe a privately held tech startup worth more than $1 billion. Prior to 2013, private
companies with valuations that high were about as rare as the mythical one-horned equine
creature. But by 2017, less than four years after Lee coined the term, more than 200 startups
had achieved unicorn status around the world. Most of those called the United States home,
with the greatest concentration in California’s Silicon Valley.
One example was the room-sharing service, Airbnb. Founded in 2008, Airbnb received more
than $3 billion in funding from venture capital firms, with the latest $1 billion arriving in 2017 and
bringing the company’s total estimated value to $31 billion. The company’s rapid growth fueled
speculation that it—along with other unicorns, such as the ride-sharing service Uber—would soon
convert from a privately held company to a public corporation through an initial public offering
(IPO) of common stock. Airbnb’s cofounder, Brian Chesky, noted that most companies raising
money in an IPO do so because they need the money to finance new investment, want to create a
more visible brand, wish to allow existing shareholders to liquidate some of their investments, or
desire to use shares of stock as a currency to make new acquisitions. Chesky claimed that none of
those situations applied to Airbnb. The company had plenty of money and was profitable, it was
already well known among consumers, and its private investors had been patient. Most analysts
believed that at some point in the near future, the venture capitalists and other investors who
provided Airbnb with its early funding would want to cash out their investment, and an IPO proved

4
LG 1

the most likely way to create that opportunity.

PART ONE Introduction to Managerial Finance

Source: “Welcome to the Unicorn Club: Learning from Billion-dollar Startups,” by Aileen Lee, November 2, 2013, Tech Crunch.
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What is a firm? Put simply, a firm is a business organization
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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 = a

CF0
1
b * c1 d * (1 + r)
r
(1 + r)n

(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
Preface
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.
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MyLab Finance Animation

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.

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

0

1

2

$700

$700

$700

Year
3

4

$700

5

$700

$ 700.00
673.08
647.19
622.30
598.36
Present Value $3,240.93

We can calculate its present value using a calculator or a spreadsheet.
MyLab Finance Financial
Calculator
Note: Switch calculator
to BEGIN mode.
Input

Function

700
4
5

PMT
I/Y
N
CPT
PV

–3,240.93

Solution
CPT
CF

RCL
NPV

ENTER

N
C/Y
1/x
yx

I/Y
P/Y

PV
xP/Y

CPT
DEL
PMT
BGN

7

IRR

CPT
INS
FV

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

X

1
2
3
4
5

MyLab

AMORT

8

9

/

4

5

6

RESET

1

2

3

*
–

+/–

0

.

=

+

C/CE

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.)

B

PRESENT VALUE OF AN ANNUITY DUE
$700
4%
5
–$3,240.93

Annual annuity payment
Annual rate of interest
Number of years
Present value

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.
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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 shortcuts 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
f
r

(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 generally, after 1 period). The calculations required to find the future value of an ordinary 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 ordinary annuity. She will deposit the $1,000 annual payments that the annuity provides 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.

IRF PERS O NAL F I N A N C E E X A M P L E 5 .7

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

0

1

2

Year
3

4

5

$1,000

$1,000

$1,000

$1,000

$1,000
$1,000.00
1,070.00
1,144.90
1,225.04
1,310.80
$5,750.74 Future Value

MyLab Finance Financial
Calculator
Input

Function

–1000
7
5

PMT
I/Y
N
CPT
FV

5,750.74

Solution
CPT
CF
N
C/Y
1/x
yx

RCL
NPV
I/Y
P/Y

ENTER

IRR
PV
xP/Y

CPT
DEL
PMT
BGN

AMORT

7

8

9

/

4

5

6

RESET

1

2

3

*
–

+/–

0

.

=

+

C/CE

CPT
INS
FV

A01_ZUTT6315_15_SE_FM.indd 36

Examples illustrating time-value-ofmoney techniques often show the use
of time lines, equations, financial calculators, and spreadsheets (with cell
formulas). For instructors who prefer
to use tables with interest rate factors, 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 inchapter examples can be solved by using
them.

10/11/17 4:07 PM

PART TWO Financial Tools

MyLab Finance Animation

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.

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

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 values into Equation 5.3, we have
FV5 = $1,000 * e

3(1 + 0.07)5 - 14
f = $5,750.74
0.07

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

27/11/17 8:04 PM

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

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
so fast that
the present
value
of the stream is infinite.
FINDING
THEgrow
PRESENT
VALUE
OF A
PERPETUITY
perpetuity
A perpetuity is an annuity with an infinite life. In other words, it is an annuity
Suppose,
afterflow
consulting
withofhis
alma
mater, Ross Clark
P E Rwith
S ONA
L FI NANCE
EXAMPL
5. 12providing
An annuity
an infinite
life,
that
neverEstops
a cash
at the end
each
year.

learns and
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the university
requires
the endowment
provide
A number of business
investment
decisions
involve to
payouts
that
a $400,000 cash flow next year, but subsequent annual cash flows must grow by
occur
indefinitely into the future and are therefore excellent applications of the
2% per year to keep up with inflation. How much does Ross need to donate
idea of a perpetuity. Fortunately, the calculation for the present value of a perpetoday to cover this requirement? Plugging the relevant values into Equation 5.8,
tuity is one of the easiest in finance. If a perpetuity pays an annual cash flow of
we have:
CF1, starting 1 year from now, the present value of the cash flow stream is
$400,000
PV0 =
= $13,333,333
0.05 - 0.02
PV0 = CF1 , r
(5.7)
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.
Ross Clark wishes to endow a chair in finance at his alma
P ERS O NAL FINANCE EXA MPLE 5.11
mater. In other words, Ross wants to make a lump sum donation today that will provide an annual stream of cash flows to the university forever.
➔
Solutions
The REVIEW
university QUESTIONS
indicated that theMyLab
annualFinance
cash flow
required to support an endowed
What isand
the difference
an ordinary
annuitytoday
and an
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is $400,000
that it willbetween
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due?IfWhich
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What are
mostnext
efficient
to calculate
thecontribution
present value
ofTo
an deterreceiving
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CHAPTER 5 Time Value of Money
225
find the that
future
of an
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thisvalue
present
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is $8due?
million when the interest rate is 5%:
5–13 How can the formula for the present value of an ordinary annuity be
A
B
C
E
X 0 =the
$400,000
, 0.05
= annuity
$8,000,000
modified toPV
find
present
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of an
due? D
1
LOAN AMORTIZATION SCHEDULE
MyLab
2 Why is the present Loan
$6,000
principal
5–14 What is a perpetuity?
value
of a perpetuity
equal to
In other words, to generate $400,000
every year rate
forof an
indefinite
3
10% period requires
interest
the annual cash payment
divided byAnnual
theNumber
interest
rate? Why
doesn’t this
4
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$8,000,000
today provide
if Ross Clark’s
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mater can
earn
5%
its4investments.
5
chapter
an equation
you
how
to on
calculate
the futureIf the
Annual
annuity
payments
university earns
annually on the $8,000,000, it can withdraw
$400,000
Year-End
value 5%
of a interest
perpetuity?
6
Principal
Year
Total
To Interest
To Principal
per year indefinitely without ever
touching
the original
$800,000
donation.
7
$6,000.00
0

providing continual annual
cash flow.

8

1

–$1,892.82
–$600.00
–$1,292.82
–$1,892.82
–$470.72
–$1,422.11
CHAPTER 5 Time Value of Money
–$1,892.82
–$328.51
–$1,564.32
–$1,892.82
–$172.07
–$1,720.75

Preface
xxxvii

Key Equations appear in green boxes
throughout the text to help readers identify
the most important mathematical relationships.
Review Questions appear at the end of each
major text section. These questions challenge readers to stop and test their understanding 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 demonstrate their ability to solve a financial
problem using Excel.

$4,707.18

221
MyLab Finance Solutions $3,285.07
Many financial applications 11require
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9
2
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10
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E9:E11
5–21 How does the future value
of E8
a deposit
subject
com-

The
minus
signobtained
appears
before
the loan
payments
pounding compare
to the
value
by annual
compounding?
5–16 You have just graduated
from
college
and begun
your
new career,
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Differentiate between a nominal annual rate and an effective annual
and now it 5–22
is time
to buy your first home. Using the information
rate (EAR). Define annual percentage rate (APR) and annual percentprovided at MyLab
Finance,
determine how much you can spend
age yield
(APY).
To attract home buyers who could not afford fixed-rate 30-year mortgages
for your new
dream
home.
requiring
equal
monthly payments, lenders offered mortgages low “teaser” inter-
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FOCUS ON ETHICS

est rates that adjusted over time. Recall from Chapter 2 that subprime mortgages
are mortgage loans made to borrowers with lower incomes and poorer credit
histories as compared to “prime” borrowers. The Focus on Practice box disincusses
practice
how such mortgages have worked out for some “subprime” borrowers. 08/11/17 3:53 PM

Was the Deal for Manhattan a Swindle?
FINDING INTEREST OR GROWTH RATES
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about 787 Euros today after adjusting to today, the sum would grow to
Most schoolchildren marvel when
roughly
4 trillionand
guilders
or $2 trillion.
forthe
inflation.
Based on themeasures
recent
hearing Manhattan was purchasedOne
for of
performance
that
investors
corporate
managers focus
Based
on New
York City’s
Depart- or cash flows is
exchange
rate between
and can
a song in 1626. As the story goes,on most
is growth.
How the
fastEuro
a firm
grow
its sales,
earnings,
ment of Finance property tax assessthe U.S. dollar, that translates to
Peter Minuit of the Dutch West India
15/11/17
an
important
signal
about
its
competitive
position
in
the
market.
Similarly,
about $871. Now, the deal looks a bit ments, $2 trillion is roughly twice the
Company gave the Lenape Native
Americans beads and trinkets worth a better for the Lenape. But the surface value of all New York City real estate
area of Manhattan comprises 636,000 today!
mere $24 for the island.
Of course, when the deal for
But wait.
A letter
written by Dutch square feet, and condos there sell for
FOCUS
ON
PRACTICE
an average of $1,700 per square foot. Manhattan was struck, the first asset
merchant, Pieter Schage, on Novemtrading of any kind on a street called
So even after adjusting for price
ber 5, 1626 to the directors of the
New Century Brings Trouble for Subprime Mortgages
Wall lay over 80 years in the future,
Dutch West India Company confirmed changes since 1626, Minuit still looks
so the Lenape could not salt the
pretty sly.
the transaction but valued the goods
Instead,
borrowers
in trouble could
adjustable rate mortgage19
(ARM),
As the housing market began to boom
Managerial
Finance
831
receipts away
in stocks. Still,
the
Before closing theCHAPTER
case, consider International
(which more likely were kettles, mustry to convince their lenders to allow
whichfactor.
featured
a low introductory
at the end of the twentieth century andone more
The average annual- illustration makes the larger point––
kets, powder, and axes) at 60 Dutch
a
“short
sale,”
in
which
interest
rate
that
reset
upward
after
a
into
the
early
twenty-first,
the
market
ized return on U.S. stocks over the last compounding is a magical thing! the borrower
guilders. According to the Internahome
the marpreset
period
of60
time.
Interest
share Institute
of subprime
mortgages
And givensells
this the
magic,
it is for
lesswhatever
clear
was
6.6%. If
Dutch
guil- rates
tional
of Social
History, climbed200 years
GLOBAL
FOCUS
ket whom.
will bear and the lender agrees to
a steady
upward
from
nearguilders
0%
in 1997
to are
about
20% ofders began
who fleeced
were invested
at 6.6%
fromtrend
1626 begin60
Dutch
in 1626
worth

In Practice boxes offer insights into important topics in managerial finance through
the experiences of real companies, both
large and small. There are three categories
4:52 PM
of In Practice boxes:

in practice

in practice

ning in late 2004. In 2006, some $300 accept the proceeds from that sale as
mortgage originations in 2006. Several
Take
anwithout
Overseas
Assignment
to Take
apower
Stepof Up
thewere
Corporate
People
finance
training
appreciate
compound
interest.
ConsiderLadder
the
settlement
forfollowing
the mortgage debt.
worththe
of
adjustable
ARMs
factors
combined
to fuel the
rapidoften fail tobillion
data forofalending
typical credit
card:
growth
to borrowers
with tar- reset to higher rates. In a market with For lenders and borrowers alike, foreassignment (reported by 38% of surThere is nothing like an extended stay their importance to the success of a
Outstanding
Balance:
$5,000
closure is the last, worst option.
rising home values, a borrower has
nished credit, including a low interest
firm. The 2016 survey found that 63% vey respondents) involved family conin a foreign country to get a different
Annual
Percentageloose
Rate (APR):
12%
the
option
toincreased
refinanceorthe
mortgage,
rate
environment,
underwriting
as children’s education,
firms
either
held
perspective
on world events,
and Larger of
Minimum Payment:
ofusing
[(1% +
APR>12)
* balance]
or $25 by cerns, such
some
of the
created
standards,
and innovations
in mortgage
As a reaction
to problems
in the
family adjustment,
partner
resistance,
the
number
ofequity
international
there are sound
career-enhancing
rea- steady
Minimum
Payment
Only
$100
Payment
Each
MonthThe
the
home’s
increasing
value
to
reduce
financing
such
as
“affordability
prosubprime
area,second
lenders
tightened
and language.
most
comassignments given to employees
relasons to work abroad. International
thetomortgage
payment.
After
grams”
to increase
of
homeownstandards.
What an
effect do
Payments
to Zero Balance
208 and 75%
71lending
reason (18%)
for refusing
tive
the prior year,
of2006, mon
experience
canMonthly
giverates
you
a competihowever,
home
prices the
started
a
ership
among
you think
change
Total be
Interest
$4,242
$1,993
assignment
wasthis
concern
forhad
a on the
firms
said they
expected
number
tive edge
and lower-income
may
vital Paid
toborrowers.
career
slide, so
refinancingtowas
not anspouse’s
ParticularlySuch
attractive
to new
housing
market?
career,
not unlike the same
of3-year
international
assignments
remain
advancement.
experience
goes
The first minimum payment is $100, but that minimum will decline each month as the outstanding balance shrinks.
option
for
many
subprime
borrowers.
home
buyers
was
the
hybrid
some
employees
have about
the
samethat
or to
far
beyond
country-specific
Making
themastering
minimum payment
every month
means
theincrease
borrowerthrough
takes 172017.
years toconcern
pay off the
card,
paying more
a jobrepays
that requires
On
arrival
inmonth,
a foreign
city, expatax
and
accounting
codes.
than
$4,000
in interest
along the way. By paying
$100
each
however,
the borrower
the debtaincross-country
onetransfer.
triates
tend to live in a section of the
That’s
oneand
message
the the interest
third
the time
at less from
than half
cost.
as globalization
city to
favored
byborrowers?
other visitors
from
2016 Global
Mobility
Trends do
Survey
How much
responsibility
lenders have
educate
Does
the fact that theYet
government
requireshas
dis-pushed
companies
across
more borders,
home.
For illustrating
security reasons,
published
by BGRS,with
a global
human
closure statements
a few standardized
examples
the timesome
value of money
change your
answer?
CFOs with international experience
executives also travel everywhere
resources consulting company. The
have found themselves in greater
chauffeured by an English-speaking
survey indicated that 61% of responM05_ZUTT6315_15_SE_C05_pp189-254.indd
225
08/11/17
demand. Some chief executives value
driver. It is possible for U.S. execudents said their company
had cominternational experience in their CFOs
tives to live abroad for an extended
municated to employees that an
more highly than either mergers and
period without soaking up much of
international assignment was imporacquisitions or capital-raising
the local culture. Doing so may
tant to advance their careers. It’s no
experience.
increase one’s comfort level, but at
wonder that companies place so
the loss of some of the valuable lesmuch emphasis on international
sons to be learned from living abroad.
assignments, given
If going abroad for a full-immersion
M05_ZUTT6315_15_SE_C05_pp189-254.indd
221that 80% of the
08/11/17 3:53 PM
Overseas assignments do not
survey respondents said the main purassignment is not possible, what are
come without some sacrifices. Long
pose of having a globally mobile
some substitutes for a global assignoverseas postings can put stress on a
workforce was to facilitate important
ment that may provide some—albeit
global business initiatives. The volume family. The most common reason for
limited—global experience?
of international assignments reflected turning down an international

Eurobond
A bond issued by an
international borrower and sold
to investors in countries with
currencies other than the
currency in which the bond is
denominated.

A01_ZUTT6315_15_SE_FM.indd 37

currencies other than the currency in which the bond is denominated, it is called a
Eurobond. Thus, an MNC based in the United States might float a Eurobond in
several European capital markets, underwritten by an international syndicate and
denominated in U.S. dollars.
The U.S. dollar and the euro are the most frequently used currencies for
Eurobond issues, with the euro rapidly increasing in popularity relative to the
U.S. dollar. In the foreign bond category, the U.S. dollar and the euro are major
choices. Low interest rates, the general stability of the currency, and the overall
efficiency of the European Union’s capital markets are among the primary reasons for the growing popularity of the euro.
Eurobonds are much more popular than foreign bonds. These instruments
are heavily used, especially in relation to Eurocurrency loans in recent years, by
major market participants, including U.S. corporations. Equity-linked Eurobonds (that is, Eurobonds convertible to equity), especially those offered by a

Focus on Ethics boxes in every chapter help
readers understand 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.
Global Focus boxes look specifically at the
managerial finance experiences of international companies.

3:54 PM

All three 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.

29/11/17 2:23 PM

5–29 You want to buy a new car as a graduation present for yourself, but

SUMMARY
FOCUS
The time
xxxviii

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
ON VALUE 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
value
of money is
an important
toolthethat
financial
other
Preface
MyLab
Finance, estimate
age at
which you managers
will be able toand
retire.

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

REVIEW OF
LG 1

money techniques is extremely important. These techniques enable financial
managers to compare the costs of investments they make today to the cash
inflows those GOALS
investments will generate in future years. Such comparisons help
LEARNING
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
the role
of oftime
value in
finance,
usewealth-maximizing
of computational
tools,
key part
the valuation
process
neededthe
to make
decisions.

Discuss
and the basic patterns of cash flow. Financial managers and investors use timeREVIEW OF
LEARNING
GOALS
value-of-money techniques
when
assessing
the value of expected cash flow
LG 1
streams. Alternatives
can
be
assessed
by
to find future
Discuss the role of timeeither
value incompounding
finance, the use of computational
tools,
andto
thefind
basic present
patterns ofvalue.
cash flow.
Financial managers
and rely
investors
use timevalue or discounting
Financial
managers
primarily
value-of-money techniques when assessing the value of expected cash flow
on present-value techniques.
Financial calculators and electronic spreadsheets
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
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PART TWO Financial Tools

OPENER-IN-REVIEW
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
immediately,
followed
by 29 be
additional
growing
The$11.42
chaptermillion
openercoming
described
a lottery prize
that could
taken as payments
a $480 million
at sum
5% per
year. Iforthemixed
lotterystream
winnerofcould
earn 2% on
cashthe
invested
today, should
lump
payment
30 payments,
with
first payment
of
she million
take thecoming
lump sum
or the mixed
stream?
What
if the rate
of return
is 3%?
$11.42
immediately,
followed
by 29
additional
payments
growing
What
general
principle
do
those
calculations
illustrate?
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?

(Solutions in Appendix)

CHAPTER 5

Time Value of Money

233

(Solutions
in Appendix)
SELF-TEST
PROBLEMS
ST5–1 Future values
for various
compounding frequencies
LG 2 LG 5
LG 2

LG 5

IRF

IRF

LG 6
LG
IRF 3
IRF

LG 3
IRF

WARM-UP
LG 2
LG 2
LG 2
LG 2

LG 3

LG 4
LG 3
LG 5 IRF
LG 4

IRF

LG 3

LG 4

Delia Martin has $10,000 that
she can deposit in any of three savings accounts for a 3-year period. Bank A comCash
flow
stream
pounds interest on an annual basis, bank B compounds interest twice each year, and
ST5–1 Future values for various compounding frequencies Delia Martin has $10,000 that
Year
A three
Alternative
B a stated annual
bank C compounds interest
eachAlternative
quarter. All
banks have
she can deposit in any of three savings accounts for a 3-year period. Bank A cominterest rate of 4%. 1
$700
pounds interest on an annual
basis, bank
B compounds$1,100
interest twice each year, and
a. What amount would
Ms.
Martin
have
after
3
years,
leaving
all interest paid on
2 each quarter.700
900 a stated
bank C compounds interest
All three banks have
annual
deposit, in each bank?
3
700
700
interest rate of 4%.
b. What effective annual
rate (EAR) 700
would she earn in500
each of the banks?
4
a. What amount would Ms. Martin have after 3 years, leaving all interest paid on
c. On the basis of your findings in parts
bank should Ms. Martin
700 a and b, which
300
deposit, in each bank?5
deal with? Why?
b. What effective annual rate (EAR) would Single
she earn
in each of the banks?
amount
d. If a fourth bank (bank D), also with a 4% stated interest rate, compounds
c. On the basis of your
findings
a and b, which$2,800
bank should Ms. Martin
At time
zero in parts
$2,825
interest continuously, how much would Ms. Martin have after 3 years?
deal with? Why?
Does this alternative change your recommendation in part c? Explain why or
d. If a fourth bank (bank D), also with a 4% stated interest rate, compounds
why not.
interest
continuously,
how much
would
have after
3 years?
needed
to accumulate
a future
sum Ms.
Judi Martin
Janson wishes
to accumulate
ST5–4 Deposits
Does
this
alternative
change
yourdeposits
recommendation
in part
c?toExplain
why
or of
$8,000
by
making
end-of-year
over
next
5 years.
If Judiincan
earn
ST5–2 Future
values
ofequal,
annuities
Ramesh
Abdul has
thethe
opportunity
invest
either
not.investments,
7%why
on her
much
deposit
at theAnnuity
end of X
each
year
to meet
two
annuities,
each ofhow
which
willmust
cost she
$38,000
today.
is an
annuity
due
thisthat
goal?
makes 6 cash payments of $9,000. Annuity Y is an ordinary annuity that makes
ST5–2 Future values of annuities Ramesh Abdul has the opportunity to invest in either of
6 cash payments of $10,000. Assume that Ramesh can earn 15% on his investments.
two annuities, each of which will cost $38,000 today. Annuity X is an annuity due
a. On a purely intuitive basis (i.e., without doing any math), which annuity do you
that makes 6 cash payments of $9,000. Annuity Y is an ordinary annuity that makes
think is more attractive? Why?
6 cash payments of $10,000. Assume that Ramesh can earn 15% on his investments.
b. Find the future value after 6 years for both annuities.
a. On a purely
basisare
(i.e.,
without doing
any math),
which
annuity do you
Allintuitive
problems
MyLab
Finance
. attractive.
EXERCISES
c. Use your
finding
in part
b available
to indicate in
which
annuity
is more
Why?
think is more attractive? Why?
Compare your finding to your intuitive response in part a.
b. Find the future value after 6 years for both annuities.
Assumeyour
that finding
a firm makes
deposit
intoannuity
a short-term
investment
account.
If
E5–1 c.
partaamounts
b$2,500
to indicate
which
is more
attractive.
Why? either
Present values
of in
single
and streams
You have
a choice
of accepting
ST5–3 Use
thisCompare
account is
currently
paying
0.7%
(yes, response
that’s right,
less a.
than 1%!), what will the
your
finding
your
intuitive
in One
part
of two 5-year
cash
flowtostreams
or single
amounts.
cash flow stream is an ordiaccount balance be after 1 year?
nary annuity, and the other is a mixed stream. You may accept alternative A or B,
values
of single
You have
a choice
of accepting
either
ST5–3 Present
either
asJudy
a cash
flowamounts
stream
orand
as streams
a of
single
amount.
Given
the cash
flowand
stream
and
If Bob
and
combine
their savings
$1,260
and
$975,
respectively,
E5–2 of
two
5-year
cash
flow
streams
or each
single
amounts.
One
cash
flowand
stream
is andeposit
ordisingle
amounts
associated
with
(see
the
following
table),
assuming
a 9%
this amount
into
an
account
that
pays stream.
2% annual
interest,
compounded
monthly,
nary
annuity,
and
the
other
is
a
mixed
You
may
accept
alternative
A
or
B,
opportunity
cost, which
alternative
or B) and in which form (cash flow stream or
what
will
the
balance
be
4(Ayears?
either
as aamount)
cashaccount
flow
stream
orprefer?
as after
a single
amount. Given the cash flow stream and
single
would
you
single amounts associated with each (see the following table), and assuming a 9%
E5–3 Gabrielle just won $2.5 million in the state lottery. She is given the option of
opportunity cost, which alternative (A or B) and in which form (cash flow stream or
receiving a lump sum of $1.3 million now, or she can elect to receive $100,000 at
single amount) would you prefer?
the end of each of the next 25 years. If Gabrielle can earn 5% annually on her
investments, which option should she take?
E5–4
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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 confirm
understanding before
10/11/17
4:12 their
PM
moving forward.

10/11/17 4:12 PM

OPENER-IN-REVIEW

SELF-TEST PROBLEMS

The end-of-chapter Summary consists of two sections. The first section, 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.

Opener-In-Review questions at
the end of each chapter revisit the
opening vignette and ask students
to apply lessons from the chapter
to that business situation.
Self-Test Problems, keyed to the
learning goals, give readers an
opportunity to strengthen their
understanding of topics by doing
a sample problem. For reinforcement, 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 techniques presented in the chapter.

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.
Year

Savings estimate

1

$35,000

2

50,000

08/11/17 3:54 PM

08/11/17 3:54 PM

27/11/17 8:04 PM

$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.
During the year, Xero
Inc. experienced
in net
fixed assets
of $300,000
CHAPTER
4 Long- an
andincrease
Short-Term
Financial
Planning
179
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 operatP4–8 Cash receipts A firm has actual sales of $65,000 in April and $60,000 in May. It
ing cash flow (OCF) for the year was $700,000, calculate the firm’s free cash flow
expects sales of $70,000 in June and $100,000 in July and in August. Assuming that
(FCF) for the year.
sales are the only source of cash inflows and that half of them are for cash and the
areforecasts
collectedsales
evenly
the following
months,that
what
thehas
firm’s
Rimier Corp.
of over
$650,000
for 2020.2 Assume
theare
firm
fixed
E4–5 remainder
expected
cash receipts
June,costs
July, amounting
and August?
costs of $250,000
and for
variable
to 35% of sales. Operating
E4–4

LG 3

LG 4

LG 5

P4–9

X

LG 4

MyLab

CHAPTER
Long-ofand
Short-Term
expenses are estimated to include
fixed4 costs
$28,000
and aFinancial
variablePlanning
portion
Cash disbursements schedule Maris Brothers Inc. needs a cash disbursement schedequal to 7.5% of sales. Interest expenses for the coming year are estimated to be
ule for the months of April, May, and June. Use the format of Table 4.9 and the fol$20,000. Estimate Rimier’s net profits before taxes for 2020.
Peabody
& Peabody Balance Sheet December 31, 2019 ($000)
lowing information in its
preparation.

185

Preface
xxxix

Liabilities
and=stockholders’
Sales: FebruaryAssets
= $500,000; March = $500,000;
April
$560,000;equity
May = $610,000;
July = Accounts
$650,000
Cash June = $650,000;
$ 400
payable
$1,400
Marketable securities
200
Accruals
400
X
Purchases: Purchases are CHAPTER
calculated 4as Long60% of
the
next month’s
sales,Planning
10% of
and
Short-Term
Financial
Accounts
receivableMyLab
1,200
Other
current liabilities
80
Allpurchases
problemsare
are
available
Finance.
icon indicates
made
in cash,in50%
of purchases
are The
paid MyLab
for 1 month
after purInventories
1,800
Total
current
liabilities
$1,880
problems
in the
Excel
format40%
available
in MyLab
Finance
.
chase, and
remaining
of purchases
are paid
for 2 months
after purchase.

PROBLEMS

Total current assets

P4–1

LG 2

Long-term debt

2,000

Provincial
Inc. two new assets.
Rent: The firm
pays
rent
of
$8,000
per
month.
Depreciation
On Net
March
20,
2019,
Norton
SystemsImports
acquired
Asset
fixed
assets
4,000
Total liabilities
$3,880
Balance Sheet December 31, 2019
A was research equipment
costing $17,000
and having
a 3-year
Total assets
$7,600
Common
equity recovery period.
3,720
Wages and salaries: Base wage and salary costs are fixed at $6,000 per month
and
stockholders’
equity
Asset B wasAssets
duplicating equipment with an installedLiabilities
cost of
$45,000
Total
liabilities
and and a 5-year
plus a variable cost of 7% of the current month’s sales.
recovery period.
percentages
in Table
stockholders’
equity4.2, prepare
$7,600$ a 700,000
Cash Using the MACRS$depreciation
200,000
Accounts
payable
Taxes: AMarketable
tax
payment
of $54,500
due in June.
depreciation
schedule
for each
of theseis
assets.
securities
225,000
Taxes payable
95,000

Accounts
receivable
625,000
Notes payable
Fixed asset
outlays:
New Sosa
equipment
costing
$75,000
bought for
and$10,000
paid for200,000
Depreciation
In
early 2019,
Enterprises
purchased
awill
newbemachine
Inventories
500,000
Other current liabilities
5,000
in April.
to make
cork stoppers for wine bottles. The machine has a 3-year recovery period
Total current assets
$1,550,000
Total current liabilities
$1,000,000
a. Prepare
a proaforma
balance of
sheet
datedDevelop
December
31, 2021. schedule
andInterest
is expected
to have
$2,000.
a depreciation
payments:
An salvage
interestvalue
payment
of $30,000
is due
in June.
Net
fixed
assets
1,400,000
Long-term
debt
500,000
Discuss
changes suggested
by thein
statement
prepared in part a.
for this b.
asset
using the
the financing
MACRS depreciation
percentages
Table 4.2.
Total assets
$2,950,000
Total
liabilities187
$1,500,000
Cash dividends:
Dividends
of $12,500
will
be paid
in April.
CHAPTER
4 Long- and
Short-Term
Financial
Planning
Common
stock wishes
75,000
Integrative:
Proexpense
forma statements
Red Queen
Restaurants
to prepare finanP4–3 P4–20
MACRS
depreciation
and
accounting
cash
flow
Pavlovich
Principal
repayments
and
retirements:
No principal
repayments
orInstruments
retirements
Retained
earnings
1,375,000
cial
plans.
Use
the
financial
statements
and
the
other
information
provided
below
to
Inc.,
a maker
of precision
telescopes, expects to report pretax income of $430,000
are
due
during
these
months.
Provincial Imports Inc.
Total
liabilities
and
equity
$2,950,000
prepare
the
financial
plans.
this year. The company’s
manager
Balancefinancial
Sheet December
31, 2019is considering the timing of a purchase
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of new
computerized
lens grinders.
The and
grinders
will
have
an installed
budget:
Basic Grenoble
Enterprises
had
sales
ofequity
$50,000
in Marchcost
andof
Liabilities
stockholders’
The
following
financialperiod
data
are
available:
$80,000
and
a cost recovery
of 5also
years.
They will be depreciated using the
MACRSsecurities
schedule.
$100,000,
respectively.
The
has$35,000
apayable
cash balance
$5,00095,000
on2020.
May 1 and wishes
Marketable
225,000
Taxes
Projected
salesfirm
arepay
$6,000,000.
(2)(1)
The
firm expects
to
in cash of
dividends
in
Accounts
receivable
625,000
Notes
payable
200,000
to maintain
a Cost
minimum
cashto
balance
of $5,000.
Given
thebalance
following
data,
prepare
ofwishes
goods
sold
in 2019
$1,000,000
in of
fixed
costs.
(3)(2)The
firm
maintain
a includes
minimum
cash
$30,000.
Inventories
500,000
Other
current
liabilities
5,000
and interpret
aOperating
cash budget
for the
of May,$250,000
June,18%
andinJuly.
expense
inmonths
2019 approximately
includes
costs.
(4)(3)Accounts
receivable
represent
offixed
annual
sales.
Total current assets
$1,550,000
Total current liabilities
$1,000,000
(1)
The(5)firm
makes
20%
of
sales
for
cash,
60%
are
collected
in
the
next
month,
(4) Interest
expense
remainwill
unchanged.
ending will
inventory
change directly500,000
with changes in sales in
Net fixed assets The firm’s
1,400,000
Long-term debt
and the remaining
20%
are cash
collected
in the second month
following
The firm
will pay
dividends
to 40%
of netsale.
profits after taxes.
Total assets(5)2020.
$2,950,000
Total
liabilities amounting $1,500,000
(2) The(6)
firm
receives
other
income
of $2,000
perbemonth.
(6)
Cash
and
inventories
will
double.
A
new
machine
costing
$42,000
will
purchased
in
2020. Total depreciation
Common
stock
75,000
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(3) The firm’s
actual
or
expected
purchases,
all
made
for
cash,
are
$50,000,
Retained
1,375,000
(7)forMarketable
securities,
notesearnings
payable, long-term
debt, and common stock will
2020 will be
$17,000.
$70,000,
and $80,000
forwill
thechange
months
of May
through
July,
respectively.
Total liabilities
andin
equity
$2,950,000
remain
unchanged.
(7) Accounts
payable
directly
response
to changes
in sales in 2020.
(4) Rent
is Taxes
$3,000
per month.
Accounts
receivable,
payable,
current
will
change
(8)(8)
payable
will equalaccounts
one-fourth
of theand
tax other
liability
on theliabilities
pro forma
income
(5) Wages and
salaries
are 10%toof
the
previous
sales.
statement.
infinancial
direct response
the
change
in month’s
sales.
Information related
to
projections
for
the
year 2020
is as follows:
(6)
Cash
dividends
of
$3,000
will
be
paid
in
June.
(1) Projected
sales
arenew
$6,000,000.
(9)(9)
Marketable
securities,
othercosting
current$356,000
liabilities,will
long-term
debt, and
common
A
computer
system
be purchased
during
the year.
of
principal
andunchanged.
interest
of $4,000
isyear
duewill
in June.
(2) (7)
CostPayment
of goods
sold
in 2019
includes
$1,000,000
in the
fixed
costs.
stock
will
remain
Total
depreciation
expense
for
be $110,000.
(3) (8)
Operating
expense
includes
$250,000
in
fixed costs.
A cash
purchase
ofrate
equipment
costing
$6,000
is scheduled
in July.
a.
Prepare
a2019
pro
forma
income
statement
for
the year ended
December 31, 2020,
(10)
Theintax
will remain
at
40%.
(4) (9)
Interest
expense
will remain
unchanged.
Taxes
of $6,000
are due
in June.method.
using
the percent-of-sales
(5) The firma.willPrepare
pay cashadividends
amounting
to
40% of net
profits
after ended
taxes. December 31, 2020,
proforma
forma
incomesheet
statement
the year
b. Prepare awill
pro
balance
dated for
December
31, 2020,
using the judgmen(6) Cash and inventories
double.
using
theProblem
fixed cost data given to improve the accuracy of the percent-of-sales
Personal
Finance
tal
approach.
(7) Marketable securities, notes payable, long-term debt, and common stock will
method.
c.
Analyze
these
statements,
and
discuss
the
resulting
external
financing
remain
unchanged.
P4–11
Preparation
of
cash
budget
Sam
and
Suzy
Sizeman
need
to
prepare
a
cash
budget
LG 4
b. required.
Prepare a pro forma
balance
sheet
as ofliabilities
December
31,
2020, using the informa(8) for
Accounts
other
current
willexpenditures
change
the lastreceivable,
quarter accounts
of 2020 payable,
to makeand
sure
they
can cover
their
during
tion given
theinjudgmental
approach. Include a reconciliation of the retained
in direct response
to the and
change
sales.
the period. Sam and Suzy have been preparing budgets for the past several years and
earnings
account.
(9) A new computer
system
costing $356,000 will be purchased during the year.
have
been able to expense
identify the
percentage
of their income that they pay for most of
Total depreciation
the year willand
be $110,000.
c. Analyze thesefor
statements,
discuss the resulting external financing required.
P4–10

LG 4

Cash
Assets

$60,000(1)
in April.
Forecast
sales
for
May,
June,
July
are
$70,000,
and
Information
to financial
projections
for the
2020$80,000,
is as follows:
Cash
$ related
200,000
Accounts
payable
$ year
700,000
The firm
has
estimated
that
its
sales and
for 2020
will
be $900,000.

(10) The tax rate will remain at 40%.

LG 1
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ETHICS
PROBLEM
The
is trying
get companies
a. Prepare
forma income
statement
forSEC
the year
ended to
December
31, 2020,to notify the investment
community
quickly
when
a “material
will affect their forthcoming
using the fixed
cost data more
given to
improve
the accuracy
of thechange”
percent-of-sales
method. financial results. In what sense might a financial manager be seen as “more ethical”
b. Prepare a pro
forma
balance
sheetthis
as ofdirective
December
31,issues
2020, using
therelease
informa-indicating that sales will
if he
or she
follows
and
a press
tion given not
and the
judgmental
Include
a reconciliation of the retained
08/11/17 2:03 PM
be as
high as approach.
previously
anticipated?
earnings account.
c. Analyze these statements, and discuss the resulting external financing required.
ETHICS PROBLEM The SEC is trying to get companies to notify the investment

community more quickly when a “material change” will affect their forthcoming
SPREADSHEET
EXERCISE
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
M04_ZUTT6315_15_SE_C04_pp142-188.inddnot
185be as highYou
08/11/17
as previously
anticipated?
have been
assigned the task of putting together a statement for the ACME Com-

Comprehensive Problems, keyed to
the learning goals, are longer and
more complex than the Warm-Up
Exercises. In this section, instructors will find multiple problems that
address the important concepts, tools,
and techniques in the chapter.
New! Excel templates for many endof-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.
Personal Finance Problems specifically relate to personal finance situations and Personal Finance Examples
in each chapter. These problems will
help students see how they can apply
the tools and techniques of managerial finance in managing their own
finances.
All exercises and problems are available in MyLab Finance.

2:03 PM

pany that shows its expected inflows and outflows of cash over the months of July
2020 through December 2020.

SPREADSHEET EXERCISE
You have been assigned the task of putting together a statement for the ACME Company that shows its expected inflows and outflows of cash over the months of July
2020 through December 2020.
M04_ZUTT6315_15_SE_C04_pp142-188.indd 187

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.
08/11/17 2:03 PM
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Integrative Case 2
Track Software Inc.

S

even years ago, after 15 years in public accounting, Stanley Booker, CPA, resigned his position as manager of cost systems for Davis, Cohen, and O’Brien
Public Accountants and started Track Software Inc. In the 2 years preceding his departure from Davis, Cohen, and O’Brien, Stanley had spent nights and weekends developing a sophisticated cost-accounting software program that became Track’s initial product offering. As the firm grew, Stanley planned to develop and expand the
software product offerings, all of which would be related to streamlining the accounting processes of medium- to large-sized manufacturers.
Although Track experienced losses during its first 2 years of operation—2013
and 2014—its profit has increased steadily from 2015 to the year just ended (2019).
The firm’s profit history, including dividend payments and contributions to retained
earnings, is summarized in Table 1.
Stanley started the firm with a $100,000 investment: his savings of $50,000
as equity and a $50,000 long-term loan from the bank. He had hoped to maintain his initial 100% ownership in the corporation, but after experiencing a
$50,000 loss during the first year of operation (2013), he sold 60% of the stock
to a group of investors to obtain needed funds. Since then, no other stock transactions have taken place. Although he owns only 40% of the firm, Stanley actively manages all aspects of its activities; the other stockholders are not active in
its management. The firm’s stock was valued at $4.50 per share in 2018 and at
$5.28 per share in 2019.

An Integrative Case at the end of each part of
the book challenges students to use what they
have learned over the course of several chapters.
Additional chapter resources, such as Chapter
Cases, Group Exercises, and numerous online
resources, intended to provide further means for
student learning and assessment are available in
MyLab Finance at www.pearson.com/mylab/finance.

TABLE 1
Track Software Inc.,
Profit, Dividends, and Retained Earnings, 2013–2019

A01_ZUTT6315_15_SE_FM.indd 39

Year

Net profits
after taxes

2013

–$50,000

0

-$50,000 - 0 = -$50,000

2014

–20,000

Dividends
paid
0

-20,000 - 0 = -20,000

2015

15,000

0

15,000 - 0 =

15,000

2016

35,000

0

35,000 - 0 =

35,000

2017

40,000

1,000

40,000 - 1,000 =

39,000

2018

43,000

3,000

43,000 - 3,000 =

40,000

2019

48,000

5,000

48,000 - 5,000 =

43,000

$

Contribution to retained
earnings
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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 platform, 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 precise 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 instructors have chosen MyLab for over 15 years, touching the lives of over 50 million
students.
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. With MyLab, instructors can select an adaptable preconfigured 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 downloadable 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 endof-chapter problems are assignable by instructors or selectable by students in
MyLab, and because the problems 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, practice, 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
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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 pinpoint 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
CHAPTER 5 Time problems
Value of Money
205
use the interest rate factors in time-value-of-money
and works seamlessly with the textbook. The student can go directly to the IRF Supplement and
the in-chapter
solved
using
the interest
rate
factors.
examples
asee
payment
into the example
account or
a cash
outflow,
and after
5 years
the All
future
value
Supplement
are indicated
in the
text
with an
icon. for
isthat
theappear
balanceininthe
theIRF
account,
or the cash
inflow that
Fran
receives
as aIRF
reward
Advanced reporting features in MyLab also allow you to easily report on
investing.
AACSB accreditation and assessment in just a few clicks.
Spreadsheet use To calculate the future value of an annuity in Excel, we will use
An online glossary, digital flashcards, financial calculator tutorials, videos,
the same future value function that we used to calculate the future value of a
Spreadsheet Use examples from the text in Excel, and numerous other premium
lump sum, but we will add two new input values. Recall that the future value
resources are available in MyLab.
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 payDEVELOPING
EMPLOYABILITY
ment
the annuity offers.
The term type SKILLS
is an input that lets Excel know whether
the
annuity
being
valued
is
an
ordinary
annuity
(inmarket,
which case
input
For students to succeed in a rapidly changing job
they the
should
bevalue
awarefor
of
type
is
0
or
omitted)
or
an
annuity
due
(in
which
case
the
correct
input
value
for
their career options and how to go about developing a variety of skills. In this book
type
is 1).
In this
particular
problem,
the input these
valueskills
for pv
because
there is
and in
MyLab
Finance,
we focus
on developing
in isa 0
variety
of ways.
no up-front
money
received
that
is
separate
from
the
annuity.
The
only
Excel modeling skills—Each chapter contains a Spreadsheet Exercisecash
that
flows
are thosetothat
arean
part
of the
annuity
stream.
followingproblem.
Excel spreadasks students
build
Excel
model
to help
solveThe
a business
Many
sheet demonstrates how to calculate the future value of the ordinary annuity.
X
MyLab

A
1
2
3
4
5

B

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

–$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.

FINDING THE PRESENT VALUE OF AN ORDINARY ANNUITY
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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 ordinary annuity is similar to the method just discussed. One approach is to calculate29/11/17
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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 appearing in each
chapter 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 students to consider the ethical dimensions of some
business decision.
Critical thinking skills—Nearly every significant financial decision requires
critical thinking because making optimal decisions means weighing the marginal
benefits and costs of alternative plans. To weigh those benefits and costs, one
must first identify and quantify them. Nearly every chapter in this textbook discusses how financial 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 necessary to assess whether a particular course of action creates
value for shareholders.
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 determined 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.
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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 3,000 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 Technology; Diverse and Multicultural Work; Reflective Thinking;
Application of Knowledge)

Computerized TestGen

TestGen allows instructors to:
•
•
•
•

PowerPoints

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

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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