Finance for Managers

v. 0.1


www.princexml.com
Prince - Non-commercial License
This document was created with Prince, a great way of getting web content onto paper.


4EFP FP QEB &ikbK@B CLO ->K>BBOP

4EFP ?LLH FP IF@BKPBA REBBOFESB #LJILRPK@ P> EQQM @OB>QFSB@LJILKP LOD IF@BKPBP ?V K@ |

IF@BKPB 3BB QEB IF@BKPB CLO JLOB ABQ>FIP ?RQ QE>Q ?>PF@>IIV JB>KP VLR @>K PE>OB QEFP
@OBAFQ QEB >RQELO ?RQ PBB ?BILT ALK Q J>HB JLKBV COLJ FQ >KA AL J>HB FQ >S>FI>?IB QL BSBOV
P>JB QBOJP

4EFP ?LLH T>P >@@BPPF?IB >P LC $B8@BJ?BO >KA FQ T>P ALTKIKAABR@EBRQW
EQOM I>0A?R@HBEKSOBCCLOQ QL MOBPBOSB QEB >S>FI>?FIFQV LC QEFP ?LLH

LOJ>IIV QEB >RQELO >KA MR?IFPEBO TLRIA ?B @OBAFQBA EBOB (LTBSBO QEB MR?IFPEBO E>P >PHB/
#OB>QFSB #LJJLKP >QQOF?RQFLK QL QEB LOFDFK>I MR?IFPEBO >RQELOP QFQIB >KA ?LLH 52) QL 7B C
MBO QEB MR?IFPEBO P OBNRBPQ QEBFO K>JB E>P ?BBK OBJLSBA FK PLJB M>PP>DBP -LOB FKCLOJ>QF
MOLGB@QUOF?ROFLKEME  ?LLHP [>0A?R@HBQ LOD >QQOF?RQFLK EQJI RQJ=PLRO@B EB>ABO

&LO JLOB FKCLOJ>QFLK LK QEB PLRO@B LC QEFP ?LLH LO TEV FQ FP >S>FREB ODEGE@ B MBIPEVPEH
EQQM ?LLHP I>0A?R@HBQ RBOR @>K ?0OLTPB LO ALTKIL>A >AAFQFLK>| ?LLHP QEBOB

FF


http://creativecommons.org/
http://creativecommons.org/licenses/by-nc-sa/3.0/
http://creativecommons.org/licenses/by-nc-sa/3.0/
http://lardbucket.org
http://lardbucket.org
http://2012books.lardbucket.org/attribution.html?utm_source=header
http://2012books.lardbucket.org/
http://2012books.lardbucket.org/

Table of Contents

Chapter 1: Why Finance?
&FK>K@B FK QEB 7LOIA
&FK>K@B FK "RPFKBPP
2LIB LC ->K>DBOF>| &FK>K@B
I?GB@QFSB LC QEB &FOJ

Chapter 2: Review of Math and Accounting Concepts
7E>Q $L 9LR +KLT ->QE 00B QBPQ
2BSFBT LC (BIMCRI ->QE #LK@BMQP
7E>Q $L 9LR +KLT !@@LRKQFKD 00B QBPQ
2BSFBT LC ">PF@ !@ @LRKQFKD #LK@BMQP
Chapter 3: Ethics and Finance
%QEF@P &LRKA>QFLKP
%QEF@P FK &FK>K@B
%QEF@P FK ->K>DBJBKQ
)KQBOK>QFLK>| #LKPFABO>QFLKP
4EB "FDDBO OF@QROB
%KA LC #E>MQBO %UBO@FPBP

Chapter 4: Financial Statements and Ratio Analysis
)K@LJIB 3Q>QBJIBKQ
4EB ">I>K@B 3EBBQ
#>PE &ILT 3Q>QBJBKQ
/QEBO 3Q>QBJBKQP
2>QFL IK>IVPFP
&FK>| 4AELRDEQP LK 2>QFL !K>IVPFP
7LOHBA 00L?IBJ #!"3)K@
%KA LC #E>MQBO !PPBPPJBKQ

Chapter 5: Pro Forma Statements
0OL &LOJ> )K@LJIB 3Q>QBJIBKQ
OOL &LOJ>">I>K@B 3EBBQ
IPPBPPJBKQ LC 00L &L0J> 3Q>QBJBKQP
4EB "FDDBO OF@QROB
%KA LC #E>MQBO 00L?IBJP

FFF



Chapter 6: Time Value of Money: One Cash Flow
0OBPBKQ 6>IRB >KA &RQROB 6>IRB
)KQBOBPQ
3FJMIB )KQBOBPQ
#LIMLRKA )KQBOBPQ
3LISFKD #LJMLRKA )KQBOBPQ 00L?IBJP
%CCB@QFSB )KQBOBPQ 2>QBP
%KA LC #E>MQBO !PPBPPJBKQ

Chapter 7: Time Value of Money: Multiple Flows
-RIQFMIB #>PE &ILTP
OBOMBQRFQFBP
IKKRFQFBP
L>K IJLOQFW>QFLK
%KA LC #E>MQBO !PPBPPJBKQ

Chapter 8: Securities Markets
&FK>K@F>1 %KSFOLKJBKQ )KPQFQRQFLKP >KA ->OHBQP
2BDRI>QFLK LC &FK>K@F>1 )KPQFQRQFLKP
-LABOK (FPQLOV LC &FK>K@F>| #OFPBP
4AVMBP LC &FK>K@F>| >KA /QEBO 40>ABA !|PPBQP
4EB "FDDBO OF@QROB
%KA LC #E>MQBO %UBO@FPBP

Chapter 9: Interest Rates and Bond Valuation
"LKAP >KA )KQBOBPQ 2>QBP
#OBAFQ 2FPH
"LKA 9FBIA
"LKA 6>IR>QFLK
AEB "FDDBO OF@QROB
%KA LC #E>MQBO 00L?IBJP

Chapter 10: Stock Valuation
#LJJLK >KA 00BCBOOBA 3QL@HP
$FSFABKA $FP@LRKQ -LABI
->OHBQ -RIQFMIBP IMMOL>@E
&OBB #>PE &ILT IMMOL>@E
4EB "FDDBO OF@QROB
%KA LC #E>MQBO 00L?IBJP

FS



Chapter 11: Assessing Risk
2FPH >KA 2BQROK ">PF@P
OLOQCLIFLP
->OHBQ %CCF@FBK@V
3Q>KA>0A $BSF>QFLK
->OHBQ (FPQLOV
4EB #>MFQ>| IPPBQ 00F@FKD -LABI #10-
4EB "FDDBO OF@QROB
%KA LC #E>MQBO %UBO@FPBP

Chapter 12: Cost of Capital
4EB #LPQ LC #>MFQ>| /SBOSFBT
#LPQ LC $B?Q
#LPQ LC 0OBCBOOBA 3QL@H
#LPQ LC #LJJLK 3QL@H
7BFDEQBA ISBO>DB #LPQ LC #>MFQ>| 7##
7'## >KA )KSBPQJBKQ $B@FPFLKP
"FDDBO OF@QROB
%KA LC #E>MQBO 00L?IBJP

Chapter 13: Capital Budgeting Decision Making
)KQOLAR@QFLK QL #>MFQ>| "RADBQFKD 4B@EKFNRBP
0>V?>@H 0BOFLA
.BQ 00BPBKQ 6>IRB
)KQBOK>I 2>QB LC 2BQROK
IQEBO -BQELAP
#LIM>OFKD 00OLGB@QP TFQE 5KBNR>I ,FSBP
IMMOL>@EBP CLO $B>IFKD TFQE 2FPH
4EB "FDDBO OF@QROB
%KA LC #E>MQBO !PPBPPJBKQ 00L?IBJP

Chapter 14: Capital Budgeting Cash Flows
7EF@E #>PE &ILTP 3ELRIA ) )K@IRAB
#>MFQ>| 3BMBKAFKD >KA 3>IS>DB 6>IRB
IMBO>QFKD #>PE &ILTP
#E>KDBP FK .BQ 7LOHFKD #>MFQ>|
->HFKD QEB )KSBPQJBKQ $B@FPFLK



Chapter 15: Raising Capital and Capital Structure
JFCB#V@IB LC > &FOJ
,BSBO>DB
#>MFQ>| 3QOR@QROB
#ELLPFKD QEB /MQFJ>| #>MFQ>| 3QOR@QROB
4EB "FDDBO OF@QROB
%KA LC #E>MQBO 00L?IBJP

Chapter 16: Dividend Policy
$FSFABKA ">PF@P
$FSFABKA OLIF@V
/QEBO &LOJP LC $FSFABKAP

Chapter 17: Cash and Cash Conversion Cycle
#>PE "RADBQP
.BQ 7LOHFKD #>MFQ>| ">SPF@P
#>PE #LKSBOPFLK #V@IB
4EB "FDDBO OF@QROB
%KA LC #E>MQBO 00L?IBJP

Chapter 18: Current Liabilities Management
|@@LRKQP 0>V>?IB ->K>DBJBKQ
|@@OR>IP ->K>DBJBKQ
3ELOQ QBOJ ,L>KP
3B@ROBA 3LRO@BP LC &RKAP

Chapter 19: International Considerations
-RIQFK>QFLK>| #LOMLO>QFLKP >KA QEBFO %KSFOLKJBKQP
-RIQFK>QFLK>I SP $LIBPQF@ &FK>K@F>I ->K>DBJBKQ
%U@E>KDB 2>QB 2FPH
/QEBO 2FPH &>@QLOP
)KSBPQJBKQ $B@FPFLKP
)KQBOK>QFLK>I| -BODBOP >KA *LFKQ 6BKQROBP
Chapter 20: Derivatives and Hedging
#LKSBOQF?IB 3B@ROFQFBP
&RQROBP
IMQFLKP
(BADFKD 2FPH

SF



Chapter 21: Mergers, Acquisitions, and Divestitures
-BODBOP >KA |@NRFPFQFLKP
"IP >KA $FSBPQFQROBP
2BLOD>KFW>QFLK >KA ">SKHORMQ@V
Chapter 22: Self-Test Exam
3BIC 4BPQ %U>J 0>0Q)
3BIC 4BPQ %U>J 0>0Q ))

SFF



Chapter 1
Why Finance?

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>I FP KLQ CFK>I



#E>MQBO 7EV &FK>K@B

1.1 Finance in the World

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I



#E>MQBO 7EV &FK>K@B

1.2 Finance in Business

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I



#E>MQBO 7EV &FK>K@B

1.3 Role of Managerial Finance

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I



#E>MQBO 7EV &FK>K@B

1.4 Objective of the Firm

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I



Chapter 2

Review of Math and Accounting Concepts

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>I FP KLQ CFK>I



#E>MQBO 2BSFBT LC ->QE >KA |@ @LRKQFKD #LK@BMQP

2.1 What Do You Know? Math Pre-test

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|



#E>MQBO 2BSFBT LC ->QE >KA |@ @LRKQFKD #LK@BMQP

2.2 Review of Helpful Math Concepts

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|



#E>MQBO 2BSFBT LC ->QE >KA |@ @LRKQFKD #LK@BMQP

2.3 What Do You Know? Accounting Pre-test

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|



#E>MQBO 2BSFBT LC ->QE >KA |@ @LRKQFKD #LK@BMQP

2.4 Review of Basic Accounting Concepts

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|



Chapter 3

Ethics and Finance

One Bad AppleE

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ C

4EB ?RPFKBPP MOLCBPPFLK E>P @BOQ>FKIV E>A FQP PE>OB LC P@>KA>IP L
CFK>K@B FK M>OQF@RI>0 E>P E>A JLOB QE>K FQP C>FO PE>OB LC QEB @R
FIMLOQ>K@B LC QORPQ TEBK AB>IFKD TFQE J>QQBOP LC JLKBV CFK>K@B |
PELRIA OB>IFPB JLOB QE>K JLPQ QEB FIMLOQ>K@B LC FKQBDOFQV >KA OBN
JLOB FIMLOQ>KQIV TB PELRIA >Il PQOFSB CLO > EFDEBO FAB>| QL AL TE>Q F
GRPQ

%SBOV ERJ>K QE>Q E>P ABSBILMBA QEB >?FIFQV QL OB>PLK QE>Q FP KLQ >
FKPQFK@Q E>P E>A QL J>HB BQEF@>| GRADJBKQP $B?>QB >?LRQ TE>Q FP |
KBT QLMF@ J>KV FIMLOQ>KQ TOFQFKDP QE>Q >OB PQFII PQRAFBA QLA>V >
VB>OP LIA )Q TLRIA ?B FIMLPPF?IB CLO RP QL ABCFKFQFSBIV BUMILOB >II LC
?LLH LO LKB @LROPB IBQ >ILKB LKB @E>MQBO >KA VBQ TB JRPQ CLO BQEF,
>?LRKA CLO CFK>K@F>I J>K>DBOP 4L QB>@E QEB QLLIP LC CFK>K@B TFQEL
>?LRQ BQEF@>| RPB TLRIA ?B KBDIFDBKQ >KA RKBQEF@>|



#E>MQBO %QEF@P >KA &FK>K@B

3.1 Ethics Foundations

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

| PVPQBJ CLO BS>IR>QFKD

LEARNING OBJECTIVES

$BCFKB >KA AFP@RPP > TLOHFKD @LK@BMQ LC BQEF@P
$BP@OF?B QEB CLRO J>FK @>QBDLOFBP LC >MMOL>@EBP QL BQEF@!

7E>Q Féthics &LO LRO MROMLPBP TB ABCFKB FQ >P > PVPQBJ CLO BS>IR>QF
>K >@QFLK FP OFDEQ LO TOLKD &LO BU>JMIB @LKPFABO QEFP CLIILTFKD C
BUMBOFJBKQ

?=770D .,= 4> 3@=?7492 :@7? :1 ..9?=:7 |:'B9, ?=,.6 B30=0 ?30=0 ,=0 B:=60=>,30,/
,=0>7?,9/492 -D , >B4?.3 ?3,? .,9/4A0=? ?30 .,= :9?:, >4/0 ?=,.6 B30=0:97D B:=60=
.@==09?7D 1D:@ /:9:?3492 ?30 B:=60=>B477-064770/ ,9/41 D:@ ?3=:B ?30 >t
B:=60=B477 -0 64770/ -@? 7?30 B477-0>;,=0/ '30=04>9: ?480 ?: B,=9 7?30 B:=60=
,9D :?30=,.?4:9 &3:@7/ D:@ ?3=:B ?30 >B4?.3 :=9:?

IPHFKD QEFP NRBPQFLK FK > DOLRM LC FKAFSFAR>IP FP ?LRKA QL PQ>0Q Pl
FKQBKPB AFP@RPPFLK >?LRQ TEBQEBO QEOLTFKD LO KLQ QEOLTFKD QEB |
@ELF@B )K >K FAB>I TLOIA TB TLRIA B>@E BJ?0>@B >K BQEF@>| CO>JBTLO
TEF@E TB @>K BS>IR>QB QEFP PFQR>QFLK

4EBOB >0OB CLRO J>FK @>QBDLOFBP LC >MMOL>@EBP QL BQEF@P

JRQ@LJIB ?>PBA @LKPBNRBKQF>IFPJ QEB MLPPF?IB LRQ@LJBP
@LKPBNRBK@BP LC >@QFLKP >OB ABQBOJFKBA >KA QEB JLPQ A
QEB LRQ@LJBP @ELPBK

5KFSBOP>| ORIBP ABLKQLILDV QEB _ARQV' LC QEB >@QLO FP QL
DLSBOKFKD PBQ LC ORIBP

#E>0>@QBO ?>PBA SFOQRB BQEF@P ELT >K FKAFSFAR>IbP >@C
RMLK QEBFO FABKQFQV >KA JLO>I PQ>KAFKD AOFSBP TE>Q FP MC

TEBQEBO >K >@QFLK FP OFDEQ LO 3L@F>I KLOJP MO>DJ>QF@ BQEF@P ?BE>SFKD FK T>VP >@@BM

TOLKD

?RIH LC PL@FBQV 3LJBQFJBP @E>0>@QBOFWBA >P _7E>Q TLRIA



#E>MQBO %QEF@P >KA &FK>K@B

%QEF@P &LRKA>QFLKP

OB>@QFLK FC QEFP >@QFLK T>P LK QEB COLKQ M>DB LC QEB 7>lI
*LROK>! "

4L @LKQO>PQ QEBPB >MMOL>@EBP @LKPFABO > COFBKA TEL E>P OB@BFS
>PHFKD _$L VLR IFHB FQ " 'K LRQ@LJB ?>PBA SFBT JFDEQ PRMMLOQ IVFKD F
QEB QORQE TLRIA OBPRIQ FK QEB COFBKA E>SFKD EROQ CBBIFKDP 'KLQEB(
QE>Q QEB QORQE TLRIA J>HB QEB COFBKA >KDOV >KA QEBV JFDEQ OBQ>IF>
QBIIFKD QEB QORQE JFDEQ @LKSFK@B QEB COFBKA QL SFPFQ > AFCCBOBK!

)KPQB>A LKB JFDEQ CBBI QE>Q IVFKD FP >IT>VP TOLKD KL J>QQBO QEB LRQ
JFDEQ ?B JLOB @LJMIBU ORIBP AF@Q>QFKD BU>@QIV TEBK IVFKD FP >MMOL

4EB QEFOA @>PB FKSLISBP @LKPFABOFKD QEB SFOQRB LC ELKBPQV >KA QE
LC LKBbP KBFDE?LO 4EB @E>0O>@QBO LC >K FAB>| ERJ>K JRPQ E>SB PLJB ?>
KBFQEBO ABCF@FBK@V KLO BU@BPP LC QEBPB SFOQRBP

IKLQEBO @LKPFABO>QFLK JFDEQ ?B _7E>Q FP QEB PL@F>IIV >@ @BMQ>?IB
QEB KLOJ FP QL IFB TEBK PLJBLKB E>P OB@BFSBA > ?>A E>SFO@RQ QEFP JFL
QE>Q @>K ?B RPBA QL ABQBOJFKB MOLMBO ?BE>SFLO )Q JFDEQ KLQ ?B >@(
RKABO L>QE FK > @LROQ LC I>T ?RQ PL@FBQV J>V >@@BMQ > @BOQ>FK >J

7FQEFK QEBPB @>QBDLOFBP QEBOB >0OB J>KV PVPQBJP TEF@E @>K ?B @L!
P@ELI>OP E>SB AB?>QBA QEB JBOFQP LC B>@E LSBO QEB @BKQROFBP )QF
OB@LJIBKA>QFLK LC QEB >RQELOP ELTBSBO QE>Q CFK>K@B J>K>DBOP DF
QELRDEQ QL BREs@BK@LRKQBOFKD AFIBJJ>P FK QEB TLOHMI>@B LQEBOT
JLOB IFHBIV QE>Q LKB FP FKCIRBK@BA QL MF@H >K BQEF@>| PVPQBJ QL GR
>@QFLK TEBK QEB @>RP>IFQV PELRIA CILT QEB LMMLPFQB AFOB@QFLK



#E>MQBO %QEF@P >KA &FK>K@B

%QEF@P &LRKA>QFLKP

So Which Ethical System Should | Choose?

7B @>KbQ QBII VLR TE>Q PVPQBJ TFII TLOH CLO VLR 7B TLRIA >ODRB QE>Q
MBOPLKbP OBPMLKPF?FIFQV >P > ERJ>K ?BFKD QL QEFKH >?LRQ QEFP SBC
QOV QL >00FSB >Q > TLOH>?IB PVPQBJ 4EBOB >0OB J>KV ?LLHP ABAF@>QB
>?LRQ BQEF@P >KA BKQFOB CFBIAP LC MEFILPLMEV QE>Q AFP@RPP QEBP

7B @>K P>V QE>Q TB PR?P@OF?B QL > SFOQRB BQEF@P PVPQBJ >KA TB ?I
PROOLRKAFKD LKBPBIC TFQE JBKQLOP >KA @LIIB>DRBP QE>Q >0OB M>0>DI
QEB ?BPQ T>V QL IB>OK ELT QL >@Q

Legal vs. Ethical

LQB QE>Q _IBD>I" >KA BQEF@>I" >OB KLQ KB@BPP>OFIV QEB P>JB QEFKD -
PVPQBJP FK@IRAB CLIILTFKD GRPQ I>TP PFK@B QEBV >OFPB COLJ > PL@F>|
>IILT CLO QEB SFLI>QFLK LC I>TP QE>Q >OB RKGRPQ QEB @FSFI AFPL?BAFBH
2LP> 0>OHP >OB PLJB @>KLKF@>| BU>JMIBP KA FK J>KV BQEF@>| PVPQBJF
QE>Q PLIBQEFKD FP MBOJFQQBA ?V I>T ALBP KLQ KB@BPP>OFIV JB>K QE>Q
BKD>DB FK QEB ?BE>SFLO

IAAFQFLK>IIV J>KV MOLCBPPFLKP FK@IRAB PBIC DLSBOK>K@B LO ABPFDK>(
>AEBOBK@B QL > PBQ LC BQEF@>| DRFABIFKBP LO > @LAB LC @LKAR@Q &L
)KPQFQRQB J>FKQ>FKP > #LAB LC %QEF@P 3Q>KA>OAP LC 0OLCBPPFLK>I;
JBJ?BOP TFQE > #&! ABPFDK>QFLK >OB L?IFDBA QL RMELIA

KEY TAKEAWAYS

X %QEF@P >OB > CO>JBTLOH QL ABQBOJFKB TE>Q FP OFDEQ COLJ TE>Q
X ,BD>l Y %QEF@>I



#E>MQBO %QEF@P >KA &FK>K@B

EXERCISES

9LR >0B PQ>KAFKD LK > 20FADB 9LR PBB > ORK>T>V QOLIIBV @>0 ERC
QLT>0OA TLOHBOP LK QEB QO>@HP TEL TFII ?B HFIIBA FC QEB QOLIIBV
PQLMMBA !IPL LK QEB ?0FADB FP > C>Q J>K TEL FP I>ODB BKLRDE QL F
@>0 FC EB FP MRPEBA LKQL QEB QO>@H EB ALBP KLQ PBB QEB QOLII
FPKbQ BKLRDE QFJB QL DBQ EFP >QQBKQFLK 9LR VLROPBIC AL KLQ TE
QL PQLM QEB @>0 3ELRIA VLR MRPE QEB J>K LKQL QEB QO>@HP
*RPQFCV >K >KPTBO QL QEB CLIILTFKD NRBPQFLK RPFKD OB>PLKFKD (
QEB CLRO J>FK @>QBDLOFBP LC BQEF@>| CO>JBTLOHP )C PI>SBOV Tt
IBD>| PELRIA VLR LTK PI>SBP

7E>Q ALBP @EB>QFKD LK >K >PPFDKJBKQ FIMIV >?LRQ QEB @E>0>@G
FKAFSFAR>|

%QEF@P &LRKA>QFLKP



#E>MQBO %QEF@P >KA &FK>K@B

3.2 Ethics in Finance

0,%!3% ./4% 4EFP ?LLH FP

4EB OBNRFOBJBKQ QL MRQ

@ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK QEB @LK@BMQ LC CFAR@F>0V ARQV
$FP@RPP BU>JMIBP LC BQEF@>| FPPRBP QE>Q >OFPB FK CFK>K@B

IP QELPB TEL >0OB QO>FKBA FK CFK>K@B >OB LCQBK FK @E>0ODB LC LQEBO |
FP FIMLOQ>KQ QL RKABOPQ>KA QERI@Ia@BQ LTEF@E BKQ>FIP MRQQFKD
>KLQEBObP FKQBOBPQP BPMB@F>IIV CFK>K@F>| ?BCLOB MBOPLK>I FKQBO
QEB _MOFK@FM>I" FP QVMF@>IIV >Q > AFP>AS>KQ>DB BFQEBO FK >@@BP!
BUMBOFBK@B QL QEB CFAR@F>0V >KA QERP OBIFBP RMLK QEB DLLA C>FQ
4EBOB >OB IBD>I ABCFKFQFLKP LC TEBK CFAR@F>0V ARQV BUFPQP FK QEB
BUFPQ @>PBP ELTBSBO TEBOB QEBOB FP KL IBD>| ?ROABK ?RQ AL FKSILSB
?ROABK

IK BU>JMIB > QO>ABO FP QLIA QE>Q EBO @IFBKQ TLRIA IFHB QL PBII PE>OBP
4EB @IFBKQbP LOABO TLRIA ABMOBPP QEB PQL@H MOF@B )Q TLRIA ?B > 20
ARQV CLO QEB QO>ABO QL IFNRFA>QB EBO MLPFQFLK ?BCLOB BUB@RQFKD
FP >IPL @>IIBA _COLKQ ORKKFKD'

#LKPFABO QEB MLPPF?FIFQV LC >ALMQFKD >K >@@LRKQFKD PQO>QBDV QE
M>VJIBKQP /K QEB LKB E>KA QEFP TFIl FK@OB>PB MOLCFQP CLO PE>OBELIA
>|PL OBAR@B QEB >JLRKQ LC Q>UBP M>FA QL QEB DLSBOKJBKQ $LBP QEB @
OBPMLKPF?FIFQV QL M>V Q>UBP QL QEB DLSBOKJBKQ >KA FC PL ALBP FQ LI
IBQQBO LC QEB I>T

IKLQEBO P@BK>OFL FKSLISBP > @LIM>KV FK AFPQOBPP PBIIFKD LCC S>IR>?
FKQBOBPQ M>VJBKQP QL ?LKAELIABOP ! CFK>K@F>| J>K>DBO E>P > OBPMLK
QEB ?LKAELIABOP TE>Q QEBV >OB ARB TEFIB > ARQV QL QEB PE>OBELIABOP
QEB >?FIFQV LC QEB @LIJM>KV QL CRK@QFLK >P > DLFKD @LK@BOK

>KLQEBObP FKQBOBPQP BPMB@F>I1V
CFK>K@F>I ?BCLOB MBOPLK>|

FKQBOBPQP



#E>MQBO %QEF@P >KA &FK>K@B

)K B>@E LC QEBPB @>PBP QEB FKQBOBPQP LC LKB M>0QV @LKCIF@Q TFQE
CFK>K@F>I J>K>DBO TFIl E>SB QL ABQBOJFKB ELT QL BS>IR>QB >KA OBPLISE
7EFIB QEBOB @>K ?B IBD>| DRFASK@B BPMB@F>IIV FK QEB @>PB LC CFAR@
TFIl 7B RM QL QEB J>K>DBO QL J>HB QEB @ELF@B EB LO PEB ABBJP >MMOLN

KEY TAKEAWAYS

X &FAR@F>0V ARQV @>K L?IFD>QB > J>K>DBO QL MRQ >KLQEBObP FKQE
LC LKBbP LTK

X 7EFIB KRJ?BOP >0OB FIMLOQ>KQ FQ FP BNR>IIV FIMLOQ>KQ QL QEFKH
@LKQBUQ >KA TE>Q IFBP ?BVLKA

EXERCISE

-FHB FP M>FA QL >ASFPB EFP @IFBKQP LK ELT QL FKSBPQ QEBFO JLKB
EB FP OBSFBTFKD QEB CFK>K@F>| PQ>QBJBKQP CLO > MR?IF@IV QO>/
>KA ?BIFBSBP QEB @LJIM>KV FP MLFPBA QL D>FK PFDKFCF@>KQIV FK ¢
TLRIA IFHB QL FKSBPQ EFP LTK JLKBV FKQL QEB @LIJM>KV JFDEQ EB E:
L?IFD>QFLK QL AFP@ILPB EFP AFP@LSBOV QL EFP @IFBKQP CFOPQ

%QEF@P FK &FK>K@B
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3.3 Ethics in Manag

ement

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

| OBI>QFLKPEFM FK TEF@E
M>0QV QEB >DBKQ FP BUM
>@Q LK ?BE>IC LC >KLQEBQ
QEB MOFK@FM>|

| PFQR>QFLK TEBOB >K >DB
FK@BKQFSBP QL MI>@B MB
FKQBOBPQ LSBO QEB MOFK

0>0QFBP >CCB@QBA ?V QE
LMBO>QFLKP LC QEB @LJM;

LEARNING OBJECTIVES

%UMI>FK QEB >DBK@V MOL?IBJ
$BP@OF?B QEB PQ>HBELIABO OBI>QFLKPEFM >KA BKRJBO>QB HBV PQ

3FJFI>0 QL CFAR@F>0OV ARQV FP QER @ K@BBISQIKPEFM FK TEF@E LKB
M>0QV QEB >DBKQ FP BUMB@QBA QL >@Q LK ?BE>IC LC >KLQEBO M>0QV (
@LIM>KVbP J>K>DBJBKQ CLO BU>JMIB FP BUMB@QBA QL >@Q LK ?BE>IC LC
QORPQBBP TEL FK QROK >@Q LK ?BE>IC LC QEB PE>OBELIABOP

5KCLOQRK>QBIV QEBOB >0B J>KV AL@RJBKQBy@ePBRIEMEBEBOB

>K >DBKQ E>P FK@BKQFSBP QL MI>@B MBOPLK>I FKQBOBPQ LSBO QEB MOF!
FP QL QOV QL >IFDK QEB FK@BKQFSBP LC QEB >DBKQ >KA MOFK@FM>I MBO
PQL@H DO>KQP >0B QTL @LJJLK T>VP QL OBT>OA BIMILVBBP AFOB@QIV CL
CLO PE>OBELIABOP

IODR>?IV QEFP OBI>QFLKPEFM BUQBKAP CROQEBO %>@E BIMILVBB E>P > (
AFIFDBKQIV TLOH >KA CRICFII QEB BIJMILVJBKQ >DOBBJBKQ )C > @QLKCIF@Q |
>0OFPBP QEB BJMILVBB PELRIA MRQ MBOPLK>| FKQBOBPQP >PFAB LO QBOJF!
BIMILVIBKQ >0O0>KDBJBKQ FK > C>FO J>KKBO ->K>DBJBKQ ELTBSBO E>P >
OBPMLKPF?FIFQV QL QEB BJgtihkébBlRle® M>OQFBP >CCB@QBA ?V QEB LMBC
LC QEB @LIJM>KV QL ?>I>K@B QEBFO FKQBOBPQP TEBK J>HFKD AB@FPFLKF
FK J>K>DBJBKQ FKSLISB QO>ABLCCP >JLKD PQ>HBELIABOP TEF@E FK@IRAE
| KREEF@E @>K O>OBIV ?B PFIMIFCFBA QL KRJ?BOP LO > PFIMIB DLLA ?>A >K>IVI

B@QBA QL

MMFKFLKP AFCCBO LK TEF@E DOLRMP PELRIA 2B @LKPFABOBA PO>HBELIABC
@I>FJP PELRIA ?B TBFDEBA >D>FKPQ LKB >KLQEBO 4EB K>OOLTBPQ SFBT Bk
SIEHFIFWFKD PE>OBELIABO MOLCFQ >P QEB ALIFK>QFKD C>@QLO >KA LKIV (
GPRSHBELIABOP >P C>0 >P QEBV @>K >CCB@Q MOLCFQ &LO BU>JMIB > PR?F
TLRIA @ELLPB QL MOLQB@Q @RPQLIBOP LKIV FC QEBV QELRDEQ ALFKD PL "
P MLPFQFSBIV @LKQOF?RQB QL QEB TB>IQE LC QEB PQL@HELIABO ! 20L>ABO
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%QEF@P FK ->K>DBJBKQ

FK@IRAB BIJMILVBBP PRMMIFBOP @RPQLJBOP FKSBPQLOP @LJIJRKFQFBP
DLSBOKJBKQP TEBOB QEB ?RPFKBPP LMBO>QBP BQ@ %SBK @LJMBQFQLO
PQ>HBELIABOP

)K AB>IFKD TFQE QEB ?>I>K@B ?BQTBBK PQ>HBELIABOP TB PRDDBPQ CLIILT}
FIMLOQ>KQ DRFABIFKB QE>Q ERJ>K AFDKFQV FP M>0>JLRKQ .L J>K>DBO E:
@LKPFABO QEBJPBISBP PRMBOFLO QL QEBFO BJMILVBBP PRMMIFBOP @RP
40B>QFKD MBLMIB >P > JB>KP QL >K BKA @>KKLQ RIQFJ>QBIV ?B DLLA CLO ?|
JFDEQ JB>K @LKPFABOFKD QEB OFDEQP LC @RPQLJBOP QL RPB >KA OBPBI
OFDEQP LC BJMILVBBP QL > GRPQ T>DB CLO QEBFO TLOH /C @LROPB FK JLC
FQ @>K JB>K @LKPFABOFKD QEB BCCB@QP LC >AAF@QFSB PR?PQ>K@BP L
ERJ>K QO>CCF@HFKD

"BVLKA QEFP MOFK@FMIB QEBOB FP JR@E OLLJ CLO AB?>QB >?LRQ QEB MO
PQ>HBELIABO @LK@BOKP "RPFKBPPBP >0B SBOV @LJMIBU >KA > @LIMOBE
DRFABIFKBP @LRIA KLQ MLPPF?IB @LSBO BSBOV PFQR>QFLK > J>K>DBO TFII
LO EBO @>0BBO 4EFP FP TEV FQ FP PL FIMLOQ>KQ QL E>SB J>K>DBOP TEL :
>?IB QL BUBO@FPB QEBFO LTK BQEF@>| GRADJBKQ

KEY TAKEAWAYS

X /KB PLIRQFLK QL QEB >DBK@V MOL?IBJ FP QL >IFDK FK@BKQFSBP LC G
TFQE QEB FK@BKQFSBP LC QEB MOFK@FM>|

X 3Q>HBELIABOP @>K FK@IRAB BIMILVBBP @RPQLJBOP PRMMIFBOP Fi
@LJIIRKFQFBP >KA QEBFO DLSBOKJBKQP >KA MLQBKQF>IIV BSBK
@LIMBQFQLOP

X ->FKQ>FKFKD ERJ>K AFDKFQV PELRIA >IT>VP C>@QLO FKQL > J>K>DBJ
AB@FPFLK
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EXERCISES

3RMMIFBO I"# E>P  LC FQP LRQMRQ MRO@E>PBA ?V #LIM>KV $%& (LT
JFDEQ !I"# E>SB FKCIRBK@B LSBO $%& (LT JFDEQ $%& E>SB FKCIRBK@
I"# )P I"# > PQ>HBELIABO LC $%& LO FP $%8& > PQ>HBELIABO LC I'#

| #%/ RPBP @LJM>KV CRKAP QL MRO@E>PB > GBQ QE>Q QEB #%/ TFII >|
BU@IRPFSBIV RPB (LT JFDEQ QEFP ?B >D>FKPQ PE>OBELIABO ABPFOR
JFDEQ QEFP ?B FK IFKB TFQE PE>OBELIABO ABPFOBP

#LIM>KV '() E>P ABSBILMBA > AORD QE>Q @>RPBP >AAF@QFLK TFQE M
TFQEAO>T>I PVIMQLJIP 3BIIFKD QEB AORD FP MOLGB@QBA QL ALR?IB"
MOLCFQP >KA FQ TLRIA ?B IBD>I QL AL PL 7E>Q LQEBO C>@QLOP JFDE
@LKSFK@B ‘() QL PBIl QEB AORD 7E>Q LQEBO C>@QLOP JFDEQ @LKSF
KLQ PBIl QEB AORD

%QEF@P FK ->K>DBJBKQ
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3.4 International Considerations

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVE

$FP@RPP ELT DIL?>IFW>QFLK @>K @>RPB BQEF@>| @LKCIF@QP

IP @LIM>KFBP BUQBKA QEBFO OB>@E >@OLPP FKQBOK>QFLK ?LRKA>OFBP
Q>HBK > JLOB MOLJFKBKQ MLPFQFLK FK AFP@LROPB >?LRQ QEB ?BKBCFQ L:
LTEBOB @>K QEB IBD>I SP BQEF@>| AFSFAB ?B JLOB MOLKLRK@BA QE>K TE
@LKPFABOFKD FKQBOK>QFLK> MOLPMB@QP CLO TE>Q FP IBD>I FK LKB GR(
FIIBD>I FK >KLQEBO !P AFCCBOBKQ @RIQROBP >QQBJMQ QL TLOH QLDBQEB
@>K BJBODB LK QLMF@P PR@E >P C>FO T>DBP TLOHFKD ELROP @EFIA I>?|
FIM>@Q C>@FIFQ>QFKD M>VJBKQP AFP@OFJFK>QFLK FK EFOFKD LO @RP(
&RQEBOJLOB @LIM>KFBP JFDEQ J>HB AB@FPFLKP RMLK TEBOB QL IL@>QB
?>PBA RMLK Q>U>QFLK 1>?LO @LPQP LO OBDRI>QFLKP

"BFKD PBKPFQFSB QL @RIQRO>| AFCCBOBK@BP FP > DLLA PHFII QL CLPQBO

RKABOPQ>KA QEB SFBTMLFKQ LC >KLQEBO M>0QV @>K >IILT CLO DOB>QBO
FK@OB>PBA LMMLOQRKFQFBP "BFKD LMBK QL KBT SFBTP >KA FAB>P ELTBS
AFCCBOBKQ COLJ >@@BMQFKD BSBOVQEFKD >P OBI>QFSB ->KV >K BUB@R
BUMI>FK >T>V RKBQEF@>| ?BE>SFLO >P _QE>QbP GRPQ QEB T>V QEBV AL 7R
7EFIB QEFP JFDEQ ?B > @LJMIBQBIV QORB PQ>QBJBKQ QEFP C>@Q >ILKB AL
@LIM>KV GRPQFCF@>QFLK CLO SFLI>QFKD BQEF@>| MOFK@FMIBP 'KLQEB(
TB IBCQ >KLQEBO @LJIM>KV TLRIA @LJB FK QE>Q FP BSBK TLOPB * #ELLPFKD
COLJ >JLKD ?>A LMQFLKP FP LKB QEFKD TEBOB>P FQ FP SBOV E>0OA QL PRM
LK QEB DOLRKAP LC JBOBIV ?BFKD _IBPP RKBQEF@>I"

KEY TAKEAWAYS

X'IL?>IFW>QFLK @OB>QBP KBT BQEF@>| @LKPFABO>QFLKP
X #RIQRO>I MI>VP > OLIB FK BQEF@>| CFK>K@F>I AB@FPFLKP
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EXERCISES

2BIL@>QFKD QL > HBV C>@QLOV QL >KLQEBO @LRKQOV TFII >IILT > @L
OBAR@B I>?LO @LPQP >IILTFKD CLO DOB>QBO MOLCFQP >KA > ILTBO
@RPQLJBOP $FP@RPP QEB FIM>@Q LK @ROOBKQ BJMILVBBP MLQBK
BJMILVBBP FK QEB KBT @LRKQOV >KA LQEBO PQ>HBELIABOP
| DLSBOKJBKQ LCCF@F>I P>VP QE>Q @LIM>KV I"#bP M>MBOTLOH TFII 7
>MMOLSBA ?RQ QE>Q FQ TLRIA MOL?>?IV Q>HB PFU TBBHP QL MOL@B
M>VJIBKQ EB @>K PBB QE>Q FQ FP ALKB ?V QEB BKA LC QEB TBBH
BUQO> CFSB TBBHP LC MOLAR@QFSFQV FP TLOQE >Q IB>PQ QL QE
IFKB LC I"# 7E>Q >OB PLJB LC QEB BQEF@>| @LKPFABO>QFLKP LC QEF
>00>KDBJBKQ
#LIM>KV $%8& E>P > C>@QLOV IL@>QBA FK @LRKQOV () 4EB DLSBOKJE
') E>P GRPQ AB@I>0BA QE>Q LKB LC QEB ?VMOLAR@QP QE>Q QEB C>
FKQL QEB IL@>| T>QBO Q>?IB FP KLT FIIBD>| 4EB C>@QLOV OBNRFOBP
JFIIFLK OBCFQ QL BIFJFK>QB QEB ?VMOLAR@Q !P >K >IQBOK>QFSB QF
@LRIA ?B OBIL@>QBA QL > KBFDE?LOFKD @LRKQOV CLO JFIIFLK TEB
2VMOLAR@Q FP KLQ FIIBD>l 7E>Q >OB PLJB LC QEB BQEF@>| @LKPFAE
QEFP PFQR>QFLK

)KQBOK>QFLK>| #LKPFABO>QFLKP
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3.5 The Bigger Picture

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVE

%UMI>FK ELT AB@QFPFLKP E>SB ?LQE CFK>K@F>| >KA BQEF@>| @LKPF

&FK>K@F> MOL?IBJP LCQBK E>SB NR>KQFCF>?IB @LIMLKBKQP PR@E >P J>
OBQROK OBSBKRBP LO MOLCFQP LO JFKFJFWFKD BUMBKPBP LO OFPH >KA
>@@RO>QBIV FP @BOQ>FKIV FIMLOQ>KQ QL QEB AB@FPFLK J>HFKD MOL@!
_?2LQQLJ IFKB" FP > HBV @LKPFABO>QFLK ?RQ FQ FP KLQ QEB LKIV @LKPFAB
RMLK LKB LO QTL KRJ?BOP QL GRPQFCV > ?RPFKBPP AB@FPFLK FP RPR>IIV (
P@LMB 4EOLRDELRQ QEFP ?LLH J>KV LC LRO BUBO@FPBP >OB FKABBA PFJ
ABPFDKBA QL >IILT > PQRABKQ QL CL@RP LK LKB M>OQF@RI>0 >PMB@Q LC :
"RQ TB BK@LRO>DB PQRABKQP QL QEFKH ?BVLKA QEB MOL?IBJP >P MOBPBK
ELT QEBV JFDEQ >MMB>0 FK > OB>| TLOIA" PFQR>QFLK $FP@RPPFLK TFQE
FKPQOR@QLOP @>K EBIM QL FIIRPQO>QB ELT QEB QB@EKFNRBP TB MOBPB
I>ODBO J>K>DBJBKQ AB@FPFLK TFQE >KPTBOP QE>Q >OB KLQ >P @IB>0 @R

3FK@B BQEF@>| @LKPFABO>QFLKP MBOS>AB BSBOVQEFKD TB AL B>@E CLI
E>SB > PB@QFLK FK _4EB "FDDBO OF@QROB" ABSLQBA QL BQEF@P 7EFIB TB
BUE>RPQFSB FK >AAOBPPFKD BQEF@>| FPPRBP LRO ELMB FP QL >Q > JFKF.
AFP@RPPFLK >?LRQ TE>Q FP OFDEQ >KA GRPQ @LK@BOKFKD QEB CFK>K@!

KEY TAKEAWAY

X %SBK PFIMIB AB@QFPFLKP @>K E>SB C>0 OB>@EFKD BQEF@>| FIMIF@
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EXERCISE

9LRO COFBKA T>KQP > PQF@H LC DRJ 4EB M>@H LC DRJ @LPQ VLR
QEBOB >0OB PQF@HP FK QEB M>@H (LT JR@E PELRIA VLR @E>ODB VL
40V QL >KPTBO QEFP NRBPQFLK ?BVLKA TE>Q FP QEB _QBUQ?LLH" >KF

4EB "FDDBO OF@QROB
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3.6 End-of-Chapter Exercises

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I
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End-of-Chapter Problems

%KA LC #E>MQBO %UBO@FPBP

| QOLIIBV @>0 FP EROQIFKD LRQ LC @LKQOLI ALTK > QO>@H TEI
>OB TLOHBOP >EB>A 9LR >0B PQ>KAFKD ?V > PTFQ@E QE>Q @
QEB @>0 LKQL > PFAB QO>@H TEBOB LKIV TLOHBO FP @ROOB
QE>Q TLOHBO FP VLRO ?BPQ COFBKA )C VLR AL KLQEFKD QEB
TFII 7B HFIIBA >KA FC VLR QEOLT QEB PTFQ@E VLRO COFBKA TF
?RQ QEB TFII ?B PM>OBA 4EBOB FP KL QFJB QL T>OK QEB TLO}
Q>HB >KV LQEBO >@QFLK 3ELRIA VLR QEOLT QEB PTFQ@E LO K
VLRO >KPTBO @E>KDB FC QEBOB >0OB TLOHBOP >EB>A = TLOF
$LBP VLRO >KPTBO @E>KDB FC QEB TLOHBO FP KLQ GRPQ VLR
?RQ FP VLRO JLQEBO 7E>Q HFKA LC BQEF@>| PVPQBJ >OB VLR |
J>HB QEBPB AB@FPFLKP

*RPQFCV >K >KPTBO QL QEB CLIILTFKD NRBPQFLK RPFKD OB>PL
B>@E LC QEB CLRO J>FK @>QBDLOFBP LC BQEF@>| CO>JBTLOH
RKABO>DB AOFKHFKD BQEF@>!

7E>Q ALBP QEB MEO>PB _(B TLRIA PBII EFP LTK JLQEBO " FIMIV
>?LRQ QEB @E>0>@QBO LC >K FKAFSFAR>|

*FIl E>P MI>@BA >K >A QL PBIl EBO RPBA @>0 3EB HKLTP QE>Q C
ABCB@Q TFQE QEB BKDFKB QE>Q KBBAP  TLOQE LC M>OQP Ql
RKL?PBOS>?IB QL >K FKBUMBOQ BVB *>@H >O0FSBP >KA P>VP |
MRO@E>PB QEB @>0 CLO *FIIbP >ASBOQFPBA MOF@B 7E>Q BQ!
@LKPFABO>QFLKP PELRIA *FIl E>SB

"RVFKD > KBT J>@EFKB TFIl FK@OB>PB QEB NR>IFQV LC @LJIM>k
MOLAR@Q )Q TFIl >IPL OBNRFOB IBPP I>?LO PL QE>Q LKB TLOHE
ILKDBO ?B KBBABA 4EB P>SFKDP COLJ QEB TLOHBObP P>[>0V TF
QEB J>@EFKB 7E>Q >OB QEB BQEF@>| FIMIF@>QFLKP LC QEFP
5MLK > OB@BKQ FKPMB@QFLK FQ T>P CLRKA QE>Q QEB CLOBFI
@LIM>KV 89: FP BIMILVFKD @EFIA I>?LO 5PFKD @EFIA [>?LO CLC
TLOH FP IBD>| FK QEB CLOBFDK @LRKQOV ?RQ FIIBD>I FK QEB E
@LIM>KV &ROQEBOJLOB TEBK QEB @EFIAOBK >KA QEBFO M>C
>PHBA FC QEBV MOBCBO QL AL QEB TLOH QEB >Il >5DOBBA QE>Q
TFQELRQ QEB C>@QLOV QEBV @LRIA KLQ >CCLOA DLLA CLLA >}
@ILQEBP 7E>Q >OB PLJB LC QEB BQEF@>| @LKPFABO>QFLKP LC
AFP@LSBOV



Chapter 4

Financial Statements and Ratio Analysis

Financial Statements

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ C

&FOJP TFQE MR?IF@IV QO>ABA PB@ROFQFBP JRPQ PR?JFQ @BOQ>FK CFK>|
QEB 3B@ROFQFBP %U@E>KDB #LJJFPPFLK 3%# #LJM>KFBP JRPQ PR?JFQ >
> PRJJ>OV LC QEB CFOJbP CFK>K@F>| MBOCLOJ>K@B RPFKD PMB@FCF@ A>
ABQ>FIBA ORIBP 4EB + FK@IRABP QEB ?>I>K@B PEBBQ QEB PQ>QBJBKQ L(
QEB FK@LJB PQ>QBJBKQ &FOJP >IPL JRPQ PR?JFQ >K >KKR>| OBMLOQ QL QF
PE>OBELIABOP TEF@E FP > PIFDEQIV AFCCBOBKQ SBOPFLK LC QEB CFOJbP
J>KDBOP E>SB > ?FQ JLOB CIBUF?FIQV FK @LKSBVFKD QEB FKCLOJ>QFLK &F
PQ>QBJBKQP >0B QVMF@>IIV @LKPQOR@QBA ?V FKQBOK>| BIJMILVBBP >KA
LRQPFAB ?LAV ! NRF@H OBSFBT LC QEB @LKPQOR@QFLK LC CFK>K@F>I PQ
EBIMCRI ?BCLOB TB >K>IVWB >KA FKQBOMOBQ QEBPB PQ>QBJBKQP

&LO QELPB TEL IFHB QL @LLH CFK>K@F>| PQ>QBJBKQP PE>0B PLJB >QQOF?
| I>P>DK> OB@FMB JFDEQ IFPQ QEB FKDOBAFBKQP >KA ABQ>FI QEB PQBMP F
JFDEQ KLQ BUMI>FK ELT QL HKLT BU>@QIV TEBK QEB KLLAIBP TBOB ALKB ?R
LSBOALKB >KA ELT QL HKLT TEBK QEB @EBBPB E>P JBIQBA QL MBOCB@QFLI
FKPQB>A CLO _@LLH CLO >?LRQ JFKRQBP " )K LOABO QL ?BQQBO RKABOPG
> ABIF@FLRP I>P>DK> TB KBBA QL HKLT KLQ LKIV QEB FKDOBAFBKQP >KA PQ
FKQBOMOBQ QEB OB@FMB >KA > ?>PF@ RKABOPQ>KAFKD LC @LLHFKD FK D
CRKA>JBKQ>| >K>IVPFP LC CFK>K@F> PQ>QBJBKQP TLRIA ?B QL OBSFBT QE!
MBOCLOJ PLJB QVMB LC >K>IVPFP LC QEBJ ! CRKA>JBKQ>I >K>IVPFP @LJ?FK
>KA >@@LRKQFKD 4EB >@@LRKQFKD MOLSFABP QEB A>Q> LK QEB CFK>K@
B@LKLIF@P MOLSFABP QEB QLLIP QL >K>IVWB QEBPB PQ>QBJBKQP ! PR@@
FK@IRABP ?LQE QEB NR>KQFQ>QFSB A>Q> QEB CFK>K@F>I PQ>QBJBKQP >|
A>Q> RPFKD CLO BU>JMIB O>QFL >K>IVPFP )K QEFP @E>MQBO TB OBSFBT
CFK>K@F>| PQ>QBJBKQP MOLSFABA QL RP ?V QEB >@@LRKQ>KQP >KA RPB'
QL >K>IVWB QEBPB PQ>QBJBKQP



#E>MQBO &FK>K@F>I 3Q0>QBJBKQP >KA 2>QFL IK>IVPFP

4.1 Income Statement

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

)K@LJIB LO QEB >JLRKQ LC

JLKBV OB@BFSBA ?V > @LJ|

AROFKD > PMB@FCF@ MBO

$FOB@Q @LPQP >QQOF?R(

MOLAR@QFLK LC DLLAP LO
FK@IRAFKD O>T J>QBOF>IP
I>?LO

4EB QLQ>I >JLRKQ LC MOLC
AFCCBOBK@B ?BQTBBK OB

>KA @LPQP ?BCLOB >@@LR
LQEBO FQBJP PR@E >P FKQ

ABMOB@F>QFLK Q>UBP >K
>JLOQFW>QFLK

LEARNING OBJECTIVES

$BP@OF?B TE>Q >K FK@LJB PQ>QBJBKQ FP
%UMI>FK ELT QL OB>A >K FK@LJB PQ>QBJBKQ
$BP@OF?B TE>Q C>@QLOP FKCIRBK@B QEB FK@LJB PQ>QBJBKQ

4EB CFOPQ CFK>K@F>| PQ>QBJBKQ TB BU>JFKB FP QEB FK@LJB PQ>QBJBKQ
PQ>QBJBKQ FK@IRABP OBSBKRBP B>OKBA BUMBKPBP M>FA >KA QEB ?LQQ!
FKSBPQLOP KBQ FK@LJB 4EB FK@LJB PQ>QBJBKQ FP IFHB > JLSFB FQ MOL!
CF1J LC > CFOJ LSBO > MBOFLA LC QFJB )Q FP > JLSFKD MF@QROB LC QEB CF
MBOCLOJ>K@B AROFKD > DFSBK QFJB MBOFLA QVMF@>IIV > VB>0 ?RQ JLK(
NB>OQBOIV CFK>K@F> PQ>QBJBKQP >OB >IPL MOBM>OBA KA TEFIB QEB @
C3B@BJ?BO  @LIM>KFBP LCQBK MF@H LQEBO A>QBP >P QEBFO CFP@>| VB>

LK QEBFO FKARPQOV LO PBIIFKD @V@IB

>?|B QL QEB

PBOSF@BP

>BEB CFOPQ IFKB QLM IFKB LC >K FK@LJBre@rQ8JBKQ P>1IBA P>IBP
OBSBKRB LO P>IBP 4EFP FP QEB QLQ>I ALII>O >JLRKQ LC DLLAP >KA PBOSF(

FQEBDFSBK QFJB MBOFLA &0OLJ QEFP AFOB@Q BUMBKPBP FK@ROOBA QL J>

SBKBRR @QBAosPof goods sold (COGS)4EFP OBPRI@ROBK profit  >IPL HKLTK >P

g DP "BCLOB )KQBOBPQ 4>UBP $BMOB@F>QFLK >KA IJLOQFW>QFLK ©

A MOLCFQ FP TE>Q QEB @LJM>KV J>AB ?V J>HFKD >KA PBIIFKD FQP MOLAR@Q

MOLCFQ TB KBBA QL M>V LMBO>QFKD CFK>K@F>I FKQBOBP@ratig Q>U BUM

REXPERSES FK@IRAB PBIIFKD DBKBO>| >KA >AJFKFPQO>QFSB BUMBKPBP 3'! I

9%UMBKAFQROBP QE>Q OBRRI

KLOJ>I ?RPFKBPP LMBO>QF

I T>V QL >IIL@>QB QEB @LP
>PPBQ LSBO FQP RPBCRI IF

0>VFKD LCC > AB?Q FK OBD
FKPQ>IIJBKQP LSBO QFJB

| @LIM>KVbP MOLCFQ>?FIF
@>I@RI>QBA ?V OBSBKRBP
BUMBKPBP BU@IRAFKD Q>
FKQBOBPQ

LKBUMBKPBP ABMOB@F>QFLK >KA >JLOQFW>QFLK >KA >0OB QEB QVMF@>| @L
7EFIB CFUBA >PPBQP >0OBKbQ AFOB@QIV _RPBA RM" LSBO QFJB > J>@EFKB I
?BH%§6 LRQ LSBO QFJB >KA BSBKQR>IIV KBBA QLD#pi@&iktio® BKA

““amortization >OB >KKR>| @E>0ODBP QE>Q OBCIB@Q QEB IBD>I MLOQFLK LC @
RIXPPBQP >IILTBA QL ?B ABAR@QBA $BMOB@F>QFLK OBI>QBP QL Q>KDF?IB >F
J>@EFKBP >KA >JLOQFW>QFLK OBI>QBP QL FKQ>KDF?IB >PPBQP PR@E >P M

DV >P
JFKRP
U #K@B TB PR?QO>@Q QEB LMBO>QFKD BUMBKPBP COLJ DOLB&MIYSCFQ LRO |

before interest and taxes (EBIT) %")4 PELTP RP QEB CFOJbP >?FIFQV QL DBKBO:
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CILT &OLJ %")4 TB PR?QO>@Q C>@QLOP COLJ LRQPFAB QEB CFOJbP LMBO>(
>KA FKQBOBPQ @E>0DBP 3R?Q0>@ QFKileERQRMBREE BxB8P >IPL

HKLTK >P %>0KFKDP "BCLOB 4>UBP %"4 &FK>IIV TB JRPQ M>V QEB Q>U J>K
>OB Q>HBK LRQM@EBKome LOprofit FP IBCQ ! MOL CLOJ> FK@LJB PQ>QBJB
FP PELTK BKDROB _ 00L &LOJ> )K@LJB 3Q>QBJIBKQ

42@=0 $=: :=8, 9.:80 &?,708097?

Depreciation and Taxes

)P ABMOB@F>QFLK > DLLA LO ?>A QEFKD CLO @LIM>KFBP 7EBK BNRFMJBk
MOLMBOQV QE>Q TFIl ?B RPBA LSBO QFJB CLO LMBO>QFLKP FP MRO@E>PI
FP QVMF@>IIV KLQ >IILTBA QL @LRKQ QEB MRO@E>PB >P >K BUMBKPB )C |
QEBK QEBV %"4 TLRIA ?B ILTBO ?V QEB @LPQ >KA QERP Q>UBP ARB TLRIA
)KPQB>A QEB DLSBOKJBKQ J>HBP @LIM>KFBP _TOFQB ALTK' QEBK J>@EF
QFJB RKABO QEB _J>Q@EFKD MOFK@FMIB' LC >@@LRKQFKD TEF@E IB>/
OBAR@QFLK ?BFKD PMOB>A LRQ LSBO QFJB >P TBIl &OLJ LKB MLFKQ LC SF
ABMOB@F>QFLK FP KLQEFKD JLOB QE>K > IBD>IIV J>KA>QBA IL>K QL QEB D
QEB Q>U BCCB@Q PMOB>A LRQ LSBO QFJB FKPQB>A LC Q>HBK FK QEB VB>
T>P MRO@E>PBA

KEY TAKEAWAYS

X )K@LJIB PQ>QBJIBKQP MOLSFAB > JLSFKD MF@QROB LC > @LIM>KVbP (
MLPFQFLK LSBO > MBOFLA LC QFJB

X IK FK@LJB PQ>QBJBKQ FK@IRABP OBSBKRBP B>OKBA >KA BUMBKPBP |
QEB ?LQQLJ IFKB QL QEB FKSBPQLOP KBQ FK@LJB

2BSBKRBP JFKRP >/l BUMBKPBP
BU@BMQ Q>UBP

| @LIM>KVbP QLQ>I MOLCFQ
@>I@RI>QBA ?V OBSBKRB JFKRP
BUMBKPBP ABMOB@F>QFLK
FKQBOBPQ >KA Q>UBP

4EB CFK>K@F>I D>FK TEBK
OBSBKRB BU@BBAP @LPQH

)K@LJIB 3Q>QBJIBKQ
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LLH >Q QEB )K@LJB 3Q>QBJBKQ LK M>DB  #>K VLR
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LLH >Q QEB )K@LJB 3Q>QBJBKQ LK M>DB  #>K VLR
FABKQFCV .BQ )K@LJB 3>IBP OBSBKRB 4>UBP

5PFKD QEFP A>Q> ?BILT @LKPQOR@Q >K FK@LJB PQ>QBJBKQ

>PQ VB>0 3RK 3H>QB?L>0AP E>A FK OBSBKRBP 4EB
@LIM>KV E>A  FK#'3>KA  FP3'! )Q T>P FK QEB

@LOMLO>QB Q>U O>QB 4EBV E>A ABMOB@F>QFLK BUMBKPB LC
>KA FKQBOBPQ BUMBKPB LC
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4.2 The Balance Sheet

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

$BP@OF?B TE>Q > ?>I>K@B PEBBQ FP
%UMI>FK ELT QL OB>A > ?>I>K@B PEBBQ
$BP@OF?B TE>Q C>@QLOP FKCIRBK@B > ?>I>K@B PEBBQ

5KIFHB QEB CFK>K@F>| JLSFB QEB FK@LJB PQ>QBJBKQ > ?>I>K@B PEBBQ FF
@LIM>KVbP CFK>K@F>I MLPFQFLK ! ?>I>K@B PQ>QBJBKQ OBMOBPBKQP > @
MLPFQFLK >Q > PMB@FCF@ A>QB FK QFJB QEB @LJM>KVbP VB>0 BKA $ROJ
LC QEB VB>0 QEB ?>I>K@B PEBBQ J>V @E>KDB >P P>IBP >PPBQP >KA OB@B
> CFOJ ALBP PB>PLK>| ?2RPFKBPP PR@E >P 4LOL I>TKJLTBOP >KA PKLT?ILTBC
FKSBKQLOV IBSBIP P>IBP >KA OB@BFS>?IBP TFIl >Il S>0V AO>J>QF@>IIV QEC
VB>0

4EB ?>I>K@B PEBBQ FP AFSFABA FKQL @58eRB@QBERRBCQ PFAB >KA

liabilites >KA BNRFQV LK QEB OFDEQ PFAB 4EB IBCQ PFAB IFPQP >l >PPBQF
>@@LRKQP OB@BFS>?IB >KA FKSBPQJBKQP 4EB OFDEQ PFAB IFPQP QEB CF
FK@IRAFKD >@@LRKQP M>V>?IB >KA AB?QP 4EB OFDEGhBFABIHROEK @IRAB
equity TEF@E FP QEB S>IRB LC QEB CFOJ EBIA ?V FQP P@LA@EELIABOP >KA
earnings

I OBPLRO@B TFQE S>IRB :
)QBJP LK QEB ?>I>K@B PEBBQ >OB IFPQBigitityOARO IEB IBKDQE LC QFJB FC

| @LIM>KVbP AB?QP LO IBD3l Q>HBP QL @LKSBOQ QEBJ QL @>PE 4EB ILKDBPQ QBOJ FQBJP >OB IFPQBA I3
L?IFD>QFLKP >0B QEB IB>PQ IFNRFA /K QEB OFDEQ PFAB PQL@HELIABOP >OB IFPQBA |>P
AEB BNRFQV PQ>HB FK > CFOSERIB>PQ IFNRFA >KA TFII ?B M>FA FK QEB BSBKQ LC ?>KHORMQ@V LKIV >C
?V QEB CFOJbP FKSBPQLOP E>SB ?BBK P>QFPCFBA 4EB S>IRBP IFPQBA LK > ?>>K@B PEBBQ >OB ?LLH S>
%>OKFKDP KLO M>FA LRQ >p ?>PBA LK MRO@E>PB MOF@B "LLH S>IRBP MRO@E>PB MOF@B J>V ?B SBO\
AFSFABKAP ?RQ OBQ>FKBA|?M2REIBQ S>IRB @ROOBKQ C>FO J>OHBQ S>IRBP

CFOJ QL M>V FQP AB?Q LO OBFKSBPQ
FK CFOJ

%>PB TFQE TEF@E >K >PPBQ @>K ?B
@LKSBOQBA QL @>PE
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)QBJP QE>Q @>K ?B BUMB@
?B @LKSBOQBA QL @>PE FK
LKB VB>0O

)QBJP KLQ BUMB@QBA QL ?
@LKSBOQBA QL @>PE FK R
VB>0

F>?FIFQV FQBJP QE>Q >OB
BUMB@QBA QL ?B @LKSBO(
@>PE FK RKABO LKB VB>0

B

4EB ">I>K@B 3EBBQ

Assets

IPPBQP >OB AFSFABA ?V IFNRFAFQV FKQL Qffte@ aQ8it OFRRixed

assets #ROOBKQ >PPBQP @LKPFPQ LC @>PE >@@LRKQP OB@FBS>?IB >KA
FQBJP @>K ?B BUMB@QBA QL ?B @LSBOQBA QL @>PE FK RKABO LKB VB>0 )
O>T J>QBOF>IP TLOH FK MOLDOBPP >KA >@QR>| MOLAR@Q '@ @LRKQP OB
TEBK > @LIM>KV PBIIP FQP MOLAR@Q QL > @RPQLJIBO ?RQ FQ FP T>FQFKD C
&FUBA >PPBQP >0B ?LQE Q>KDF?IB PR@E >P ?RFIAFKDP J>@EFKBOV >KA [>}
PR@E >P M>QBKQP #LIJM>KFBP >IPL J>V ELIA FKSBPQJBKQP FK LQEBO @LJIM
PB@ROFQFBP 4EBPB >PPBQP >OB >IPL FK@IRABA LK QEB ?>I>K@B PEBBQ >
LOABO LC IFNRFAFQV 4EB PRJ LC >l LC QEBPB >PPBQP FP > @LJM>KVbP QLC

Liabilities and Equity

4EB OFDEQ PFAB LC QEB ?>I>K@B PEBBQ FP CLO IF>?FIFQFBP >KA BNRFQV >
LOABO LC IFNRFAFQV ,F>?FIFQFBP >OB IFPQBA CFOP@iantOB JLKBV LTBA

liabilites >OB M>VJBKQP ARB TFQEFK LKB VB>0 !|@@LRKQP M>V>?IB >OB DE
TEBK > @LIM>KV J>HBP > MRO@E>PB CLO O>T J>QBOF>IP LO >ASBOQFPFKD
M>V CLO FQ FJJBAF>QBIV ,FPQBA KBUQ >OB ILKDBO QBOJ IF>?FIFQFBP PR@!
>KA >@@OR>IP |@@OR>IP >0OB T>DBP LTBA QL BIJMILVBBP >KA Q>UBP LTBA
DLSBOKJBKQ .LQBP M>V>?IB >0OB IL>KP Q>HBK LRQ ?V QEB @LJM>KV 4EBPB
ILKDBO QBOJ >KA IFPQBA RKABO ILKD QBOJ AB?Q

4EB BNRFQV @LIMLKBKQ FK@IRABP 3E>OBELIABObP %NRFQV >KA 2BQ>FKB/
2BQ>FKBA B>OKFKDP >0B QEB @RJRI>QFSB >JLRKQ LC B>OKFKDP B>OKBA ?
FK@BMQFLK QE>Q E>SB KLQ ?BBK M>FA LRQ >P AFSFABKAP 2BQ>FKBA B>O¥
?RQ O>QEBO B>OKFKDP RPBA QL CFK>K@B @LOMLO>QB >@QFSFQFBP 3QL(
PQL@HELIABObP @I>FJ LK QEB CFOJ 4EB PRJ LC @LJILK PQL@H >KA OBQ>F
@>11BA a@LJILK BNRFQVb LO PFIMIV BNRFQV 3LIJBQFJBP @LJJLK BNRFQV FF
QL >P KBQ TLOQE > @LIM>KVbP >PPBQP KBQ LC FQP IF>?FIFQFBP ! MOL CLO
PELTK FEFDROB _ 0OL &LOJ> ">I>K@B 3EBBQ

42@=0 $=: =8, ,7,9.0 &3007

QBA QL

KEY TAKEAWAYS

ABO LKB! ?>|>K@B PEBBQ FP > PK>MPELQ LC > @LIM>KVbP CFK>K@F>I MLPFQF
X ">I>K@B PEBBQ IFPQP >PPBQP LK QEB IBCQ PFAB >KA IF>?FIFQFBP >KA
BNRFQV LK QEB OFDEQ

DBA QL
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4EB ">I>K@B 3EBBQ
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2BSFBT QEB CLILTFKD + PQ>QBJBKQP

> (BOBFP >IFKH QL .FHBbP +

EQOM KFHB N @AK @LJ

> B C > MAC KLBUFQ QO
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LLH >Q QEB ">I>K@B 3EBBQ LK M>DB  #>K VLR
FABKQFCV @ROOBKQ >PPBQP #ROOBKQ IF>?FIFQFBP
3E>OBELIABObP BNRFQV

(BOB FP > IFKH QL 3Q>0?R@HbP  +

EQQOM FKSBPQLO PQ>O0?R@HP @LJ
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U-G5Q-4%Q-W% -4@ ,EQ?! A AQL@ =

>PQ VB>0 3RK 3H>QB?L>0AP E>A
@ROOBKQ IF>?FIFQFBP )Q E>A

LLH >Q QEB ">I>K@B 3EBBQ LK M>DB  #>K VLR

FABKQFCV QLQ>I >PPBQP 4LQ>| IF>?FIFQFBP 3E>OBELIABObF

BNRFQV
FK @ROOBKQ >PPBQP >KA

FK CFUBA >PPBQP $BQBOJFKB QEE
LC PE>OBELIABObP BNRFQV >KA @LKPQOR@Q > ?>I>K@B PEBBQ CLO :
3H>QB?L>0AP
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4.3 Cash Flow Statement

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LMBO>QFLKP LC > @LIM>KV
'BKBO>1IV ABCFKBA >P OBSEH
IBPP >l LMBO>QFKD BUMBK

#>PE CILTP OB@BFSBA COL
FKSBPQJBKQP LO LQEBO Kl
QL A>V >@QFSFQFBP

#>PE CILTP DBKBO>QBA CO
BUQBOK>I >@QFSFQFBP

LEARNING OBJECTIVES

$BP@OF?B TE>Q > PQ>QBJBKQ LC @>PE CILTP FP
%UMI>FK ELT QL OB>A > @>PE CILT PQ>QBJBKQ
$BP@OF?B TE>Q C>@QLOP FKCIRBK@B > @>PE CILT PQ>QBJBKQ

4EB >?FIFQV QL DBKBO>QB @>PE FP SFQ>I QL QEB PR@@BPP LC > @LIM>KV
@>PE CILTP FP > PRJJ>OV LC @>PE CILTP LSBO QEB MBOFLA LC QFJB OBMLO
>OB QEB AFCCBOBK@B ?BQTBBK TE>Q > @LIM>KV ?0FKDP FK >KA TE>Q FQ
#LIM>KFBP KBBA QL DBKBO>QB BKLRDE FK@LJB COLJ LMBO>QFLKP QL CRKA
DOLTQE LC QEB CFOJ >KA >KV CRQROB FKSBPQJBKQP FK @>MFQ>| LO PB@FR
PLIFA FKSBPQJBKQ CLO FKSBPQLOP

4EB PQ>QBJBKQ LC @>PE CILTP FK@IRABP @>PE CILTP COLJ LMBO>QFKD Fk
CFK>K@FKD @>PB@#rafing cash flows >OB @>PE CILTP MOLSFABA COLJ KLO.
?RPFKBPP LMBO>QFLKP /MBO>QFKD @>PE CILTP >IPL >@ @LRKQP CLO KLK ¢
ABMOB@F>QFLK >KA QEB @E>KDB FK TLOWSKiy@asWRows >OB @>PE

CILTP OB@BFSBA COLJ FKSBPQJBKQP PR@E >P QEB ?RVFKD >KA PBIIFKD LC
LRO LTK CFOJ LO CFK>K@F>| FKSBPQJBKQP FihaQiERasCilivs >OB

QELPB OB@BFSBA COLJ CFK>K@FKD >@QFSFQFBP 4EFP FK@IRABP AB?Q PF
M>VJIBKQP LK IL>KP BNRFQV LO PBIIFKD FKSBPQJBKQP 4EFP PB@QFLK >IPL
AFSFABKA M>VJBKQP >KA PQL@H OBMRO@E>PBP

2BSBKRBP DBKBO>0BA ol 82BE CILT COLJ LMBO>QFKD >@QFSFQFBP @>K ?B BFQEBO MLPFQFSB LO KB

B>OKP OBSBKRB @>PE CILTP >OB MLPFQFSB TEBK FQ M>VP BUMBKPBP @>

SKRBD>QFSB /C DOB>Q FIMLOQ>K@B QL FKSBPQLOP FP QEB >?FIFQV LC QEB C
PRALPFQFSB @>PE CILT )C KLQ PROSFS>I TFII KLQ ?B CLO ILKD ! MOL CLOJ> P(
) @>PE CILTP FP PELZRDROB _ 00L &L0J> 3Q>QBJBKQ LC #>PE &ILTP

K A>V

42@=0

LJ
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KEY TAKEAWAYS

X #>PE CILTP >OB SFQ>| QL QEB EB>IQE LC > ?RPFKBPP
X 4EB PQ>QBJBKQ LC @>PE CILTP @LKPFPQP LC @>PE COLJ LMBO>QFKI
>KA CFK>K@FKD >@QFSFQFBP

EXERCISES

2BSFBT QEB CLILTFKD + PQ>QBJBKQP

> (BOBFP >IFKH QL .FHBbP +

EQOM KFHB N @AK @LJ
> B C > MAC KLBUFQ QO
RB

LLH >Q QEB 3Q>QBJBKQ LC #>PE &ILTP LK M>DB  #>K
VLR FABKQFCV QEB @>PE COLJ LMBO>QFKD >@QFSFQFBP &(
CFK>K@FKD >@QFSFQFBP &OLJ FKSBPQFKD >@QFSFQFBP

? (BOBFP >IFKH QL 3Q>0?R@HbP  +

EQQOM FKSBPQLO PQ>O0?R@HP @LJ
MELBKFU WEQJI @ M FOLI

3%#4BUQ 4%84 >(2 @$LS, IV, JIRA# :8. ?'& 9K
6W>7 1@ -R9 Q, 2S9 6Q:7 , 9U,WIT-$%U/4-
U-G5Q-4%Q-W% -4@ ,EQ?! A AQL@ =

LLH >Q QEB 3Q>QBJBKQ LC #>PE &ILTP LK M>DB  #>K

VLR FABKQFCV @>PE COLJ LMBO>QFKD >@QFSFQFBP #>PE
COLJ FKSBPQFKD >@QFSFQFBP #>PE COLJ CFK>K@FKD
>@QFSFQFBP

>PQVB>0 3RK 3H>QB?L>0AP E>A  FK LMBO>QFKD @>PE CILT
FK CFK>K@FKD @>PE CILT>KA  FK FKSBPQFKD @>PE CILT 'BKBO>(
PQ>QBJBKQ LC @>PE CILTP CLO 3RK 3H>QB?L>0AP

#>PE &ILT 3Q>QBJBKQ


http://nike.q4cdn.com/25140a27-0622-47e1-9f85-99892a766984.pdf?noexit=true
http://nike.q4cdn.com/25140a27-0622-47e1-9f85-99892a766984.pdf?noexit=true
http://nike.q4cdn.com/25140a27-0622-47e1-9f85-99892a766984.pdf?noexit=true
http://investor.starbucks.com/phoenix.zhtml?c=99518&p=irol-SECText&TEXT=aHR0cDovL2lyLmludC53ZXN0bGF3YnVzaW5lc3MuY29tL2RvY3VtZW50L3YxLzAwMDExOTMxMjUtMTEtMzE3MTc1L3htbA%3d%3d#toc232803_21
http://investor.starbucks.com/phoenix.zhtml?c=99518&p=irol-SECText&TEXT=aHR0cDovL2lyLmludC53ZXN0bGF3YnVzaW5lc3MuY29tL2RvY3VtZW50L3YxLzAwMDExOTMxMjUtMTEtMzE3MTc1L3htbA%3d%3d#toc232803_21
http://investor.starbucks.com/phoenix.zhtml?c=99518&p=irol-SECText&TEXT=aHR0cDovL2lyLmludC53ZXN0bGF3YnVzaW5lc3MuY29tL2RvY3VtZW50L3YxLzAwMDExOTMxMjUtMTEtMzE3MTc1L3htbA%3d%3d#toc232803_21
http://investor.starbucks.com/phoenix.zhtml?c=99518&p=irol-SECText&TEXT=aHR0cDovL2lyLmludC53ZXN0bGF3YnVzaW5lc3MuY29tL2RvY3VtZW50L3YxLzAwMDExOTMxMjUtMTEtMzE3MTc1L3htbA%3d%3d#toc232803_21
http://investor.starbucks.com/phoenix.zhtml?c=99518&p=irol-SECText&TEXT=aHR0cDovL2lyLmludC53ZXN0bGF3YnVzaW5lc3MuY29tL2RvY3VtZW50L3YxLzAwMDExOTMxMjUtMTEtMzE3MTc1L3htbA%3d%3d#toc232803_21
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4.4 Other Statements
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4EB @E>KDBP QL > @LIM>K
BNRFQV PB@QFLK LC QEB 7
PEBBQ LSBO > VB>O

1220BSF>QBA PQ>QBJBKQ Q
PQ>QBP QEB @E>KDBP QL ¢
B>OKFKDP LSBO > VB>O

LEARNING OBJECTIVES

$BCFKB >AAFQFLK>| CFK>K@F>| PQ>QBJBKQP
5KABOPQ>KA QEB FIMLOQ>K@B LC QEBPB >AAFQFLK>| CFK>K@F>I PQ

Statement of Shareholder Equity

4EBstatement of shareholder equity ABP@OF?BP QEB @E>KDBP QL > @LIJM>KV
BNRFQV PB@QFLK LC QEB ?>I1>K@B PEBBQ LSBO > VB>0 4EFP FK@IRABP >K\
QO>KP>@QFLKP PR@E >P OBQ>FKBA B>OKFKDP @LJJLK >KA MOBCBOOBA P
LQEBO FK@LJB )Q PELTP QEB ?BDFKKFKD ?>I>K@B >KV >AAFQFLKP LO ABAF
BKAFKD ?>I1>K@B LC PE>OBELIABO BNRFQV ! MOL CLOJ> PQ>QBJBKQ LC PE>(
FP PELTK BRDROB  00L &L0OJ> 3Q>QBJBKQ LC 3E>OBELIABO %NRFQV

42@=0

Statement of Retained Earnings

4EBstatement of retained earnings OBMLOQP QEB @E>KDB FK OBQ>FKBA B>OK
LSBO > VB>0 )K BPPBK@B FQ FP >K >??0BSF>QBA CLOJ LC QEB PQ>QBJBKQ

BNRFQV 4EFP PQ>QBJBKQ BUMI>FKP QEB @E>KDBP FK OBQ>FKBA B>OKFKD
LO ILPP >KA COLJ >KV AFSFABKAP LSBO > MBOFLA LC QFJB ! MOL CLOJ> PQs>
OBQ>FKBA B>OKFKDP FP&HDRRBK 0OL &LOJ> 3Q>QBJBKQ LC 2BQ>FKBA

%>0OKFKDP

VbP
>|>K

42@=0

E>Q
DBQ>FKBA
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)IMLOQ>KQ FKCLOJ>QFLK

Notes to Financial Statements

*RPQ >P QEB BKAKLQBP QL > M>MBO LO QEB KLQBP FK > J>ODFK LC > KLSBI J
FIMLOQ>KQ >KA QELRDEQ MOLSLHFK Dd# R @BrRrQEBstatements  J>V

2B QEB JLPQ FKQBOBPQFKD >P TBIl &FK>K@F>I PQ>QBJBKQP TFII LCQBK FKG
KLQBP >?LRQ FIMLOQ>KQ M>OQP LC QEB PQ>QBJBKQ 4EBPB KLQBP MOLSF/
FKCLOJ>QFLK >?LRQ QEB QO>KP>@QFLKP L@@ROFKD FK QEB PQ>QBJBKQP
AFP@RPPBA FK@IRAB FK@LJB Q>UBP OBSBKRB AFP@RPPFLK ABQ>FIP >?L}
MBKPFLK MI>K ABQ>FIP PQL@H LMQFLKP >KA AB?Q QBOJP 3FK@B QEB M>P
JUIBV QEB CFK>K@F>| PQ>QBJBKQ KLQBP >IPL FK@IRAB FKCLOJ>QFLK >?LRC
QEB I>T "B@>RPB QEBPB FQBJP @>K E>SB >K BCCB@Q LK QEB ?LQQLJ IFKB |
QEBPB KLQBP >0B SBOV FIMLOQ>KQ QL OB>A

KEY TAKEAWAYS

X 3LIBQFJBP QEB JLPQ FIMLOQ>KQ FKCLOJ>QFLK FP KLQ FK QEB J>FK C
PQ>QBJBKQP "B PROB QL ILLH >Q >Il LC QEB CFK>K@F>I FKCLOJ>QFLK
QEB KLQBP ->K>DBJBKQ TFIl BUMI>FK LO QOV QL BUMI>FK QEB @LJM
>@QFLKP FK MI>@BP LQEBO QE>K QEB J>FK CFK>K@F>| PQ>QBJBKQP

X 3Q>QBJBKQ LC 3E>OBELIABO %NRFQV ABP@OF?BP >KV @E>KDBP QL
PB@QFLK LC > CFOJbP ?>I>K@B PEBBQ LSBO > VB>0

X 3Q>QBJBKQ LC OBQ>FKBA B>OKFKDP OBMLOQP QEB @E>KDB FK OBQ>
LSBO QEB VB>0

X 4EB KLQBP QL CFK>K@F>| PQ>QBJBKQP >OB >IPL SBOV FIMLOQ>KQ >P
@LKQ>FK BUMI>K>QFLKP >?LRQ @BOQ>FK CFK>K@F>| >@QFLKP Q>HB
@LIM>KV

ABP@OF?FKD TE>Q L@@RQP FK

CFK>K@F> PQ>QBJBKQP

JQEBO 3Q>QBJBKQP
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JQEBO 3Q>QBJBKQP

EXERCISE

2BSFBT QEB CLILTFKD + PQ>QBJBKQP

> (BOBFP >IFKH QL .FHBbP +

EQQM FKSBPQLOP KFHBFK@ @LJ 4EBJB .FHB CFIBP
AL@=CFK>K@F>IP IKKR>I2BMLOQP  AL@P

)+%= = +MAC #>K VLR CFKA QEB PQ>QBJBKQ LC
PE>OBELIABO BNRFQV 4EB PQ>QBJBKQ LC OBQ>FKBA
B>OKFKDP KV KLQBP QL CFK>K@F>I PQ>QBJBKQP

(BOB FP > IFKH QL 3Q>0?R@HbP  +

EQQOM FKSBPQFKD ?RPFKBPPTBBH @LJ OBPB>O@E PQL@HP
CEK>K@F>IP AO>T
&FIFKD >PM AL@+BV '$ 0
3 1.63) /#(,2AL@&LOJ>Q (4- CLOJAVMB
+

7E>Q ALBP QEB PQ>QBJBKQ LC OBQ>FKBA B>OKFKDP P>V
>?LRQ QEB @LIM>KV

@ (BOB FP > IFKH QL -@$LK>IAbP +

EQOM TTT >?LRQJ@ALK>IAP @LJ J@A FKSBPQLOP
PB@=CFIFKDP EQJI

#>K VLR CFKA >KV KLQBP QL CFK>K@F>I PQ>QBJBKQP


http://investors.nikeinc.com/Theme/Nike/files/doc_financials/AnnualReports/2010/docs/NIKE_2010_10-K.pdf
http://investors.nikeinc.com/Theme/Nike/files/doc_financials/AnnualReports/2010/docs/NIKE_2010_10-K.pdf
http://investors.nikeinc.com/Theme/Nike/files/doc_financials/AnnualReports/2010/docs/NIKE_2010_10-K.pdf
http://investing.businessweek.com/research/stocks/financials/drawFiling.asp?docKey=136-000119312511317175-4GD90P5S78QNVSI18877OC4HLR&docFormat=HTM&formType=10-K
http://investing.businessweek.com/research/stocks/financials/drawFiling.asp?docKey=136-000119312511317175-4GD90P5S78QNVSI18877OC4HLR&docFormat=HTM&formType=10-K
http://investing.businessweek.com/research/stocks/financials/drawFiling.asp?docKey=136-000119312511317175-4GD90P5S78QNVSI18877OC4HLR&docFormat=HTM&formType=10-K
http://investing.businessweek.com/research/stocks/financials/drawFiling.asp?docKey=136-000119312511317175-4GD90P5S78QNVSI18877OC4HLR&docFormat=HTM&formType=10-K
http://investing.businessweek.com/research/stocks/financials/drawFiling.asp?docKey=136-000119312511317175-4GD90P5S78QNVSI18877OC4HLR&docFormat=HTM&formType=10-K
http://www.aboutmcdonalds.com/mcd/investors/sec_filings.html
http://www.aboutmcdonalds.com/mcd/investors/sec_filings.html

#E>MQBO &FK>K@F>I 3Q0>QBJBKQP >KA 2>QFL IK>IVPFP

4.5 Ratio Analysis

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

I NR>KQFQ>QFSB QLLI RPBA
>K>IVWB > @LIM>KVbP CFK
PQ>QBJBKQP

2>QFLP QE>Q JB>PROB QEB
LC > @LIJM>KV QL JBBQ FQP
QBOJ CFK>K@F>I L?IFD>QF]

LEARNING OBJECTIVES

5KABOPQ>KA ELT QL >K>IVWB CFK>K@F>| PQ>QBJBKQP
5PB QEB @>QBDLOFBP LC O>QFLP QL D>FK HKLTIBADB >?LRQ QEB PQC
@LIM>KV

'34> &@9/,DK>;,;0=3,>,-42 ,/1:=,?::7-.C 48 B,>48;=0>>0/,9/ B,9?0/ ?: -@D :90 1:-
30=1,730= 9>4/0:1 4?7 B0=0,77 649/> :1 ?3492> >.=0B/=4A0=> 3,880=> ;740=> 0"
4?08> 7::60/ 0,>D ?: @>0 3,880=,9/ >.=0B/=4A0= B3470 >:80 4?08> 7::60/ , -4? 8:=0
..8;74.,70/ ?34>-42 30,AD 7::6492 /=477 '34>?::7-.C 3,/ ,-@9.3 :1 49.=0/4-7D @>01(
49 4? 9/ 48 690B 34>/,/690B 3:B ?: @>0,77 :1 4?

2>QFL >K>IVPBP >0B >IPL QLLIP 4EBV @>K ?B SBOV RPBCRI FC VLR HKLT ELT
RPB QEBJ IFHB *FJbP C>QEBO LO A>KDBOLRP FC VLR ALKbQ IFHB *FJ 3LJB:
RKABOPQ>KA LQEBOP > ?FQ JLOB @LIMIF@>QBA )KPQB>A LC QEB QLLI?LU (
KBTPM>MBO >A FK QEFP PB@QFLK TB CL@RP LK QEB CFK>K@F>| J>K>DBODb
FQBJP FKPFAB

Ratio analysis FP LKB LC QEB JLPQ FIMLOQ>KQ QLLIP CLO BS>IR>QFKD > @LJ
CFK>K@F>I EB>IQE >KA FQ @>K ?B CRK QLL )QbP KLQ GRPQ >?LRQ @>I@RI
>?LRQ FKQBOMOBQ>QFLK LC QEB O>QFLP >KA PBBFKD @E>KDBP LMMLOQR
2>QFLP >OB LKIV >P DLLA >P QEB JFKA VLROP QE>Q >K>IVWBP QEBJ

2>QFLP >OB AFSFABA FKQL @>QBDLOFBP ABMBKAFKD LK TE>Q QEBV >K>IV\W
@>QBDLOV FP ,FNRFAFQV 2>QFLP

ﬁéggidity Ratios

Jbiqfiglty ratios  JB>PROB QEB >?FIFQV LC > ?RPFKBPP QL JBBQ FQP PELOQ QI

PE[?de)>QFLKP 4EBPB O>QFLP >0OB >PPL@F>QBA TFQE > CFOJbP TLOHFKD @>|
LKP
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#ROOBKQ >PPBQP AFSFABA
@ROOBKQ IF>?FIQFBP

#ROOBKQ >PPBQP IBPP FKS|
AFSFABA ?V @ROOBKQ IF>?

2>QFLP RPBA QL JB>PROB
BCCB@QFSBKBPP LC > CFO
J>K>DFKD FQP >PPBQP

2>QFL IK>IVPFP

Current Ratio

/RO CFOPQ O>QFL FP @uiileA QES A4EFP FP @LIMRQBA ?V AFSFAFKD @ROC
>PPBQP ?V @ROOBKQ IF>?FIFQFBP 4EB @ROOBKQ O>QFL JB>PROBP QEB >?
OBM>V FQP @ROOBKQ IF>?FIFQFBP

5PB BIVE O'T TUFT
5PBBIVE OCUBCIMJIUJIFT

SVEFRBBUJIR
Quick Ratio (Acid Test)

| PB@LKA IFNRFAFQV O>@RlickFRAEB >IPL HKLTK >P QEB _>@FA QBPQ" )Q T>F
DFSBK QEB KF@HK>JB >@FA QBPQ" >CQBO > JBQELA RPBA ?V DLIA JFKBOP
KRDDBQP TBOB OB>I DLIA .RDDBQP DLIA JFKBOP AFP@LSBOBA TBOB AFMMB
JBQ>IP TFIl AFPPLISB FK >@FA >KA C>FI QEB QBPQ"BU@BMQ QEB OB>| AB>|
QEB a>@FA QBPQb JB>PROBP QEB >?FIFQV LC > CFOJ QL M>V FQP IF>?FIFQFE
@>PE 4EB >@FA QBPQ JB>PROBP FC > @LIM>KV @>K M>V FQP @ROOBKQ IF
OBIVFKD LK QEB P>IB LC FQP FKSBKQLOV )K QEB >@FA QBPQ TB PR?Q0O>@C
@ROOBKQ >PPBQP >KA QEBK AFSFAB ?V @ROOBKQ IF>?FIFQFBP 4EB >@@B
>@QR>| S>IRB ABMBKAP LK QEB FKARPQOV ?RQ > NRF@H O>QFL DOB>QBO (
OB@LJJIBKABA 4EB NRF@H O>QFL FP > ?BQQBO JB>PROB TEBK > CFOJbP FK¢
NRF@HIV ?B @LKSBOQBA QL @>PE )C > CFOJ E>P FKSBKQLOV QE>Q FP IFNR
FP MOBCBOOBA

5PB BIVES O'T TUFT * WF POBF T

2VIBBUJPR
5PBBIVE OCUBCIMJIUJIFT

Asset Management Ratios

4EB PB@LKA @>QBastseVmBRnagement ratios LO >@QFSFQV O>QFLP TEF@E
JB>PROB ELT TBIl > CFOJ J>K>DBP FQP >PPBQP

&FOPQ IBQbP AFP@RPP >SBO>DBP &LO J>KV LC QEB >PPBQ J>K>DBJBKQ O>
>SBO>DB )K PLJB @>PBP >SBO>DB P>IBP >SBO>DB FKSBKQLOV LO >SBO>DB
QEBPB KRJ?BOP TB >0B ILLHFKD CLO >K >SBO>DB MBO A>V )K B>@E LC QEBI
@>I@RI>QB QEB >SBO>DB MBO A>V Q>HB QEB >KKR>I KRJ?BO VB>0 BKA >K:

-3LJB QBUQ?LLHP RPB QL PFIMIFCV QEB J>QE ?RQ TB RPB EBOB &LO BU>
EBOBbP > @>I@RI>QFLK CLO >SBO>DB P>IBP

BKQLOFBP
FIFQFBP "OOVAIBW F T

"VWWBH4BMFF
EB

J FK
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(LT J>KV QFIBP AROFKD >V
> CFOJbP FKSBKQLOV FP ?L
>KA PLIA $BCFKBA >P QEB (¢
DLLAP PLIA AFSFABA ?V QEE
>SBO>DB FKSBKQLOV

$BCFKBA>P  AFSFABA ?V (
FKSBKQLOV QROKLSBO 0>(

-B>PROBP ELT ILKD FQ Q>HE
@LIM>KV QL M>V FQP PRMN
$BCFKBA >P >@@LRKQP M>
AFSFABA ?V >SBO>DB MRO(
MBO A>V

-B>PROBP ELT BCCB@QFSB
@LIM>KV FP FK @LIIB@QFK
LTBA QL QEBJ $BCFKBA >P
AFSFABA ?V >@@LRKQP OB

2>QFL IK>IVPFP

>QBJBKQP >KA 2>QFL IK>IVPFP

4E>QbP FQ 3L >KV QFJB VLR PBB >K >SBO>DB FK QEB KBUQ PB@QFLK OBJBJ
>KKR>I KRJ?BO ?V

Inventory Turnover Ratio

4EBinventory turnover ratio  QBIIP ELT J>KV QFJBP AROFKD > VB>0 QEB CFOJh
FKSBKQLOV FP ?LRDEQ >KA PLIA /K@B >D>FK QEFP O>QFL FP FKARPQOV PN
OBI>QFSBIV EFDE O>QFL FP MOBCBOOBA 4EFP OBPRIQ FP JLPQ JB>KFKDCRI
@LIMBQFQLOP >KA @>K ?B FKCIRBK@BA ?V QB@EKLILDV >KA AFPQOF?RQFI

$POPGPPHPME

“OF PB5VO W SBUJ Pt o

IKLQEBO JB>KFKDCRI JB>PR®BaBP age of inventory 4EFP FP B>PFIV
@LKSBOQBA COLJ QEB FKSBKQLOV QROKLSBO O>QFL ?V AFSFAFKD QEB FKS
O>QFL FKQL .LQB QE>Q QEFP FP > AFCCBOBKQ @>I@RI>QFLK QE>K QEB >
>?LSB

"VEBH" HP GO P&

*WF PBS5VOW SBUJP

Average Payment Period

4EBaverage payment period JB>PROBP ELT ILKD FQ Q>HBP > @LJM>KV QL M>V
PRMMIFBOP )Q FP @>I@RI>QBA ?V AFSFAFKD >@@LRKQP M>V>?IB ?V QEB >¢
A>V )C >SBO>DB M>VJBKQ MBOFLA FK@OB>PBP QEBK @>PE PELRIA FK@OB:
#LIM>KFBP RPR>IIV M>V QEBFO ?FDDBPQ PRMMIFBOP CFOPQ >KA PLJB @LJN
C>PQBO QL Q>HB >AS>KQ>DB LC QO>AB AFP@LRKQP

B3>0
RDEQ

ILPQLC " VE B ALEZ N F ORUBP E

3

"DDPVIEZEBCM F
"WBH1VBB T RPFSA

releceivables Turnover Ratio
DFL

s,pAEBreceivables turnover ratio  FP QEB LQEBO PFAB LC QEB @LFK )Q JB>PROBF
NEOBB@QFSB QEB @LIM>KV FP FK @LIIB@QFKD JLKBV LTBA QL QEBJ LO ELTE
VIIBBUQBKAFKD @OBAFQ >KA @LIIB@QFKD AB?QP )Q FP QEB QLQ>l OBSBKRE
PESEED>DB OB@BFS>?IBP /?SFLRPIV TB TLRIA IFHB QL DBQ LRO JLKBV >KA PLL
QE>K I>QBO

>
D JLKBV
P>|BP
@FBS>7?IB

ABMFT

P
3F D BIWEY O W SBUJ Pre e m s o




1 JIB>PROB LC ELT BCCB@QF
CFOJ FP FK RPFKD FQP >PP
DBKBO>QB P>IBP $BCFKBA
AFSFABA ?V QLQ>I >PPBQP

1 JIB>PROB LC ELT BCCB@QF
CFOJ FP FK RPFKD FQP CFU
QL DBKBO>QB P>IBP $BCFK
P>IBP AFSFABA ?V QLQ>I >P

#>l@RI>QB ELT JR@E > CFO
AB?Q >P > PLRO@B LC CRKA

4EB O>QFL LC AB?Q QL >PP¥
$BCFKBA >P QLQ>! IF>?FIFQ
AFSFABA 2V QLQ>I >PPBQP
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Total Asset Turnover Ratio

Total asset turnover ratio DFSBP RP >K FAB> ELT BCCB@QFSBIV > CFOJ RPBP |
QL DBKBO>QB P>IBP )Q FP @LIJMRQBA ?V AFSFAFKD QLQ>I OBSBKRBP ?V QL(
P>JB QFJB MBOFLA )C QEB >PPBQ QROKLSBO O>QFL FP OBI>QFSBIV EFDE Q
BCCF@FBKQIV RPFKD FQP >PPBQP QL DBKBO>QB P>IBP )C FQ FP OBI>QFSBI
KLQ RPFKD >PPBQP BCCB@QFSBIV >KA J>V T>KQ QL @LKPFABO PBIIFKD PLJE
KLQ FK@OB>PB

ABMFT

SPB MI TUbV S WF S P VT TFT

Fixed Asset Turnover Ratio

3LIJBQFJBP TB >IPL @>I@RI>QB QEB QROKLSBO LK GRPQ LRO CFUBA >PPBQP
BNRFMJBKQ "B@>RPB S>OF>?IB @LPQP S>0V QE>QbP TEV QEBV >OB S>OF>
@LPQP E>SB AFCCBOBKQ FIM>@QP LK CFK-F@8asBer-tQRoB&QP
CL@RPBP LK LRO ILKD QBOJ >PPBQP >KA FP @>I@RI>QBA ?V AFSFAFKD P>IB
>PPBQP OBJBJ?BO KBQ JB>KP TFQE ABMOB@F>QFLK Q>HBK LRQ

ABMFT
[ RUJFETTUT

'"JFETTWBVOW S

Debt Management Ratios

Debt management ratios JB>PROB ELT JR@E > CFOJ RPBP AB?Q >P > PLRO@B
CFK>K@FKD 7EBK > @LJM>KV RPBP AB?Q CFK>K@FKD QEBV RPB LQEBO MB
CFK>K@B QEBFO ?RPFKBPP >@QFSFQFBP $B?Q E>P EFDEBO OFPH ?RQ >IPL
EFDEBO OBQROK $B?Q E>P >K FIM>@Q LK > @LIM>KVbP CFK>K@F>| PQ>QB.
AB?Q > @LIJM>KV RPBP QEB DOB>QBO QEB CFK>K@F>| IBSBO>DB "B@>RPB"
PQL@HELIABOP J>FKQ>FK @LKQOLI LC QEB CFOJ QEB JLOB AB?Q > @LJM>K
spOB>QBO QEB CFK>K@F>!1 IBSBO>DB >KA QEB DOB>QBO QEB OBQROKP QL P
BAENQ O>QFLP TB QOV QL JB>PROB QEB FKAB?QKBPP QEB CFOJ TEF@E DFSB
FROFHRFKBPP LC QEB CFOJ >P >K FKSBPQJBKQ 4EBOB >0OB QTL QVMBP LC JB>
RP>DB 4EB CFOPQ FP QEB >?FIFQV LC QEB @LJM>KV QL M>V ?>@H FQP AB™(
sABDOBB LC QEB FKAB?QKBPP LC QEB CFOJ 4EB CFOPQ JB>PROB LC QEB >JL

BASHPBRRQEB AB?Q O>QFL
BA >P
PBQP
Debt Ratio
J RPBP
FKD
4AEBdebt ratio FP QEB O>QFL LC AB?QP QL >PPBQP FK >@QR>IFQV QLQ>I IF>’

;Qﬁ’pPBQP )Q JB>PROBP QEB MBO@BKQ>DB LC CRKAP MOLSFABA ?V @ROOBK
kD QBOJ AB?Q #OBAFQLOP MOBCBO ILT AB?Q O>QFLP ?B@>RPB > ILT O>QF

2>QFL IK>IVPFP
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QEB CFOJ E>P MIBKQV LC >PPBQP QL M>V 2>@H FQP AB?QP )K LQEBO TLOAF
CFK>K@F>l a>FO?>Db FK @>PB LC >K >@@FABKQ TEF@E TFIl MOLQB@Q >D>
FK QEB BSBKQ LC ?>KHORMQ@V /K QEB LQEBO E>KA > PQL@HELIABO J>V M
O>QFL ?B@>RPB QE>Q FKAF@>QBP QEB CFOJ FP >MMOLMOF>QBIV RPFKD IB
J>DKFCFBP QEB PQL@HELIABObP OBQROK 3FJMIV MRQ QEB AB?Q O>QFL FFP
MBO@BKQ LC CFK>K@FKD FK QEB CLOJ LC IF>?FIFQFBP >KA FP >K FKAF@>Q
IBSBO>DB

SPBMIBCIMJUJFT
SPB MT TUFT

%FGBUJPR

Debt-Equity Ratio

| @ILPB @LRPFK LC QEB AB?Q O>QFL >KA >KLQEBO SBOPFLK LC QEB FKAB?Q
QEBebt-equity ratioc  4EB AB?Q BNRFQV O>QFL MOBPBKQP QEB FKCLOJ>QFLK
AFCCBOBKQ T>V )Q PR?QO>@QP QLQ>I IF>?FIFQFBP COLJ QLQ>I >PPBQP FK
@>I@RI>QFLK FP B>PV QL @LIJMOBEBKA ?B@>RPB FQ PELTP RP ALII>OP LC A
ALII>O LC BNRFQV

SPBMIBCIMJUJFT

0 o)
pFCW sEEU SPBMT TFT SPBMIBCIMJIUJFT

Times-Interest-Earned (TIE, or the Ability to Pay Interest or Interest
Coverage Ratio)

4EB CFOPQ JB>PROB LC ELT >?IB > CFOJ FP QL M>V ?>@hcFQ®eras?Q FP QEB

earned LO 4)% 4)% JB>PROBP QEB BUQBKQ QL TEF@E LMBO>QFKD FK@LJB
?BCLOB QEB CFOJ FP RK>?IB QL JBBQ FQP >KKR>| FKQBOBPQ @LPQP )Q FP A
AFSFAFKD B>OKFKDP ?BCLOB FKQBOBPQ >KA Q>UBP ?V FKQBOBPQ BUMBKP
g';BBg\j?\Eh:OC f\é”;h?RPF(LQf/AE *QELBBQ QEBFO FKQBOBPQ M>VJIBKQP QEBK QEBV @>K ?B PLRDEQ >CQBO ?
#~I@RI>0BA 2V QLO>! IF>2FIFGHEREBO QEB KRJ?BO QEB JLOB >?IB > CFOJ FP QL M>V ?>@H FQP AB?QP ! S>
AFSFABA ?V QEB AFCCBOBK@B LO MOBCBO>?IV @ILPBO QL FP MOBCBOOBA IB>SB FK 4EB 4)% KRJ?BO |
?BQTBBK QLQ>I >PPBQP >KA QUBB)@BKQ>DB TEF@E FP QEB MBO@BKQ QE>Q %")4 @LRIA C>II 2V >KA QEB C

IF>?FIFQFBP >?IB QL J>HB FQP FKQBOBPQ M>VJBKQP

1 JB>PROB LC QEB CFOJbP >PFIFQV

QL M>V FKQBOBPQ )P %")4 AFSFABA &H#H*5
?V FKQBOBPQ BUMBKPB 5J N F T >FGDU &BESE

*OGBBSYQFOTF

)JMOLSBP RMLK 4)% ?V
FK@IRAFKD LQEBO S>OF>?IBP. .
>P IB>PB M>VJBKQP )Q FP EBI DA Coverage Ratio
@>I@RI>QBA ?V QEB PRJ LA
Zﬁg‘gg‘;ﬁ{%@% ﬁ;gJLinggB! BO JB>PROB LC > CFOJbP >?FIFQV QL M-EBPFIA-ABIQgERatio

MIRP MOFK@FM>| M>VIBKQP fifp %0")4$! #LSBO>DB O>QFL FIMOLSBP RMLK QEB 4)% O>QFL ?B@>RPB FQ Fk
IB>PB M>VJBKQP M>VJIBKQP >KA ?B@>RPB JLOB @>PE FP >S>FI>?IB CLO AB?Q QE>K GRPQ %")

2>QFL IK>IVPFP
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JLPQ RPBCRI CLO PELOQ QBOJ IBKABOP ?B@>RPB LSBO QEB PELOQ QBOJ AE
@>K ?B RPBA QL M>V LCC AB?Q

&#*5'% -FBTIENFOU

&#*SYSREFBH3BUJP
& *OBBS130DJIEBIM O U B TIE

Fixed Payments Coverage Ratio

IKLQEBO T>V QL JB>PROB OFPH >KA QEB CFOJbP >?FIFQV QL M>V ?>@H FQP .
fixed-payments coverage ratio 4EFP O>QFL JB>PROBP QEB CFOJbP >?FIFQV QL
>[I LC FQP CFUBA M>VJBKQ L?IFD>QFLKP PR@E >P IL>KP >KA IB>PBP 4EB EFLC
QEB ?BQQBO >P QE>Q FKAF@>QBP QEB JLOB QEB CFOJ FP >?I1B QL @LSBO F(
4EB ILTBO QEB O>QFL QEB DOB>QBO QEB OFPH QL IBKABOP >KA LTKBOP

& 1
*OBBS-FBIEZENFOUTIL 3C

"'JFEEZNFGBRFBH3BUJPR

Profitability Ratios

7B ILSB QL CL@RP LK MOLCFQ QEB PL @>IIBA a?LQQLJ IFKBb 2>QFL >K>IVPFI
LRO MOLCFQ KRJ?BO FKQL @LKQBUQ 4EBPB O>QFLP RPBA QLDBQEBO @>K
MF@QROB LC QEB MOLCFQ>?FIFQV LC > CFOJ

Profit Margin

Profit margin  FP QEB >JLRKQ LC MOLCFQ IBCQ LSBO COLJ B>@E ALII>O LC P>
BUMBKPBP >0OB M>FA 4EB EFDEBO QEB KRJ?BO QEB ?BQQBO >P FQ FKAF@>(
OBQ>FKP JLOB LC B>@E P>IBP ALII>O

4B MIFSTPOP GP PHTP M E
-B>PROBP QEB CFOJbP >?FIFQV QL 188B $JO ABMET
M>V?>@H >l LC FQP CFUBA

M>VJIBKQ L?IFD>QFLKP PR@E@perating Profit Margin
IL>KP >KA IB>PBP

4EB >JLRKQ LC MOLCFQ 'BCQFéi%Pating profit margin  LKIV RPBP LMBO>QFKD BUMBKPBP QL @>I@RI>QB )Q

>CQBO >l BUMBKPBP >0B M>
$BCFKBA ?V QEB AFCCBOBK LKPFABO FQBJP PR@E >P ABMOB@F>QFLK FKQBOBPQ LO Q>UBP )K QEFP

?BQTBBK P>IBP >KA @LPQ Lc BBQR®BO
PLIA AFSFABA ?V P>IBP

0QBY JIMBEHU T
ABMFT

OOLCFQ J>ODFK RPFKD LKI\

LMBO>QFKD BUMBKPBP $BCFKBA >P 0 Q BY JIBHEUB $1J O
LMBO>QFKD MOLCFQP AFSKFABA ?V

P>IBP

2>QFL IK>IVPFP
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Net Profit Margin

Net profit margin ~ FP QEB MBO@BKQ>DB LC B>@E P>IBP ALII>O QE>Q OBJ>FKI
BUMBKPBP E>SB ?BBK ABAR@QBA %UMBKPBP FK@IRAFKD FKQBOBPQ Q>UE
PQL@H AFSFABKAP 4EFP @>K PLIBQFJBP ?B OBCBOOBA QL >P KBQ MOLCFQ
?V P>IBP )K QEFP PFQR>QFLK EFDEBO FP >IPL ?BQQBO ?RQ TE>Q FP @LKPF,
J>ODFK S>0FBP DOB>QIV >@OLPP FKARPQOFBP

& BBJO'NA I M BCHIVPAN N RI@ DIPME F ¢
4BMFT

/ RUL8GUB & JO
Earnings Per Share

Earnings per share >0B QEB >JLRKQ LC B>OKFKDP DBKBO>QBA ?V B>@E PE>(
)Q FP KLQ KB@BPP>OFIV QEB >JLRKQ LC B>OKFKDP >@QR>IIV M>FA LRQ MBC
AFSFABKAP MBO PE>0OB %>OKFKDP MBO PE>0OB FP QEB ALII>OP B>OKBA CL(

PQL@H

& BG5J O'R I M BBCSVWPAN N RI®@ DI P M E
/IVNCF@IBSPGPNNR® DOV WIO E

& BGBJ Ol 8 | BFS

Basic Earning Power (BEP)

Basic Earning Power PELTP QEB O>T B>OKFKD MLTBO LC QEB CFOJ ?BCLOB QI
FKCIRBK@B LC Q>UBP >KA IBSBO>DB 4EFP FP EBIMCRI QL >K>IVWB ?B@>RPF
AFCCBOBKQ CFK>K@FKD >KA Q>U PFQR>QFLKP

0BO@BKQ>DB LC B>@E ALIIFO QE>Q

*
OBJ>FKP >CQBO >Il BUMBKRBP E>SB &#*5
2BBK M>FA #>I@RI>QBA 2V #B T4 B(BJ QFKF S ERE T TUET
B>OFKDP >S>FI>?IB CLO @LJJLK
PQL@HELIABOP AFSFABA ?

"R&trn on Equity (ROE)
4EB >JLRKQ LC B>OKFKDP

DBKBO>QBA ?V B>@E PE>0B
POL@H T PP BLOKFKOP seoAThkC LRO C>SLOFQB >KA JLPQ C>JLRPAFC > O>QFL @>K 7B C>JLRP O>QFLI

CLO @LJJILK PQL@HELIABOP 2" "LQE O>QFLP >0OB OBQROK LK >RétR@Iok Equity FP QEB O>QFL LC KBQ
AFSFABA ?V KRJ?BO LC PE>PBKI@LJIB QL QLQ>I BNRFQV 4EFP O>QFL QBIIP RP QEB OBQROK FKSBPQLOP >
@LIILK PQL@H LRQPQ>KARKR K SBPQJIBKQ 4EB EFDEBO QEB O>QFL ?BQQBO

4EB O>T B>OKFKD MLTBO LC QEB

CFOJ ?BCLOB Q>UBP >KA IBSBO>DB | BODPNE
)Q FP %")4 AFSFABA ?V QLQ>I SFRUVYVBAG R JULZ
>PPBQP SPNNR®JUZ

4EB OBQROK FKSBPQLOP >0B
B>OKFKD LK QEBFO FKSBPQJBKQ
$BCFKBA >P KBQ FK@LJB AFSFABA
?V @LJILK BNRFQV

2>QFL IK>IVPFP
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4EB OBQROK J>K>DBOP >OF
B>OKFKD LK >PPBQP $BCFK
KBQ FK@LJB AFSFABA ?V QI
>PPBQP

4EBPB O>QFLP OBI>QB > CF
S>IRB JB>PROB ?V PQL@H |
TFQE LQEBO S>OF>?IBP

3ELTP ELT JR@E FKSBPQLO
TFIIFKD QL M>V MBO ALII>O
MOLCFQ #>I@RI>QBA ?V AF
QEB MOF@B MBO PE>OB 2V
B>OKFKDP MBO PE>OB LC P

-B>PROBP QEB >?FIFQV LC (
@LIM>KV QL DBKBO>QB @3
$BCFKBA >P QEB MOF@B Mt
AFSFABA ?V QEB @>PE CILT|
PE>OB

-B>PROBP QEB J>OHBQ S>IF
QEB CFOJ QL QEB ?LLH S>IR
$BCFKBA >P J>OHBQ S>IRB

PE>OB LC PQL@H AFSFABA
?LLH S>IRB MBO PE>OB LC F

)P QEB @LJILKP PQL@H BNJ
AFSFABA ?V QEB KRJ?BO LG
PE>OBP LC PQL@H LRQPQ>

2>QFL IK>IVPFP

>QBJBKQP >KA 2>QFL IK>IVPFP

Return on Assets (ROA)

Return on Assets FP QEB O>QFL LC KBQ FK@LJB QL QLQ>I >PPBQP 4EFP JB>P
J>K>DBOP LSBO>Il BCCB@QFSBKBPP FK @OB>QFKD MOLCFQP TFQE QEB CF(
QEB O>QFL QEB ?BQQBO

| RFODPNF
SPB MI' TUFT

SRUOBOT TUT

Market Value Ratios (Investment Valuation Ratios)

Market Value Ratios OBI>QB > CFOJbP S>IRB >P JB>PROBA ?V PQL@H MOF@B
>@@LRKQFKD JB>PROBP PR@E >P B>OKFKDP >KA @>PE CILT 4EBPB >OB > T
QEB S>IRB LC > @LIM>KVbP PQL@H OBI>QFSB QL >KLQEBO @LJIM>KVbP PQLG

Price/Earnings Ratio

Price / Earnings ratio
ALII>O LC MOLCFQP

FP RPBA QL PELT ELT JR@E FKSBPQLOP >0OB TFIIFKD QL

13D@FS &8 @P D
& BGbJ OHHS -8 @P D

3

13DF @BGEBUJP

BA ?V
Q>

Price/Cash Flow Ratio
0JbP

MEBR Fp HFKD >P TB PQ>QBA ?BCLOB ! @LIM>KVbP PQL@H MOF@B FP ABMBI
QL DBKBO>QB >KA J>K>DB @>PE ! RPBRRI€:CEh Fiow TEF@E >K>IVWBP

E’Cé@ @LJIM>KVbP >?FIFQV QL DBKBO>QB @>PE

SFAFKD

QEB
QL@H

DEB
Piviarket Book Ratio
30 PE>OB

MVarket book ratio  FP > JB>PROB LC FKSBPQLObP BS>IR>QFLK LC CFOJ MBOC
OBI>QBP QEB J>OHBQ S>IRB LC QEB CFOJ QL QEB ?LLH S>IRB LC QEB CFOJ 4

PP QEB CFOJbP @ROOBKQ S>IRB TEFIB QEB ?LLH S>IRB FP >K >@ @LRKQFKD

ook value per share LC PQL@H FP @>I@RI>QBA

2V QEB

QL@H

&P P1B M VF2 | BF G D

13D 81 B

' P
1SDF $BMRSBUJI SETMPIFEIBS

$SPNNR®D&RJIUZ
/' VNCFP@I|BSP @ DOV WBTO

KAFKD
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4EFP FP QEBK PR?PQFQRQBA FK QL @>I@RI>QB QEB ->OHBQ "LLH O>QFL

.BERI/BMYUFS B8 G P N NRID

()
-BRREPPIBUJE #PPIBMYFS B8 G P N N RID

)C > CFOJ FP BUMB@QBA QL B>OK > EFDE OBQROK OBI>QFSB QL FQP OFPH T
EFDEBO ->OHBQ "LLH JRIQFMIB

KEY TAKEAWAYS

X 2>QFL >K>IVPFP EBIMP >K>IVWB QEB CFK>K@F>I PQOBKDQE LC > @LJN\
X 4EB J>FK @>QBDLOFBP LC O>QFL >K>IVPFP >0B IFNRFAFQV AB?Q J>K:
>PPBQ J>K>DBJBKQ MOLCFQ>?FIFQV >KA J>OHBQ S>IRB

EXERCISE

2BCBO ?>@H QL QEB .FHB + 7E>Q FP QEBFO 1RF@H 2>QFL 7E>Q FP .|
2/% $B?Q O>QFL $L QEB P>JB CLO 3Q>0?R@HP

2>QFL IK>IVPFP
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4.6 Final Thoughts on Ratio Analysis

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|

LEARNING OBJECTIVES

4EB $ROLKQ BNR>QFLK @LJ?FKBP 2/% >KA 2/!
#LJIBKQP >KA IFJFQ>QFLKP LK O>QFL

DuPont Equation

4EBDuPont equation FP > E>KAV T>V QL >K>IVWB > @LIM>KVbP CFK>K@F> Ml
JBODFKD QEB ?>I>K@B PEBBQ >KA FK@LJB PQ>QBJBKQ RPFKD JB>PROBP LC
$ROLKQ JBODBP 2/! >KA 2/% 2/! FP KLT ABCFKBA RPFKD QTL LQEBO O>QFLP TI
@>I@RI>QBA KBQ MOLCFQ J>ODFK >KA QLQ>I >PPBQ QROKLSBO 2/! T>P @>I
FK@LJB AFSFABA ?V QLQ>I >PPBQP

[ RFODPNF

SFHUOMBOT TUFT =P T TUFT

2/% T>P @>1@RI>QBA >P KBQ FK@LJB AFSFABA ?V B>OKFKDP >S>FI>?IB QL PE
@LJILK BNRFQV

| RFODPNF
$PNNR®JIUZ

SRUVB@RJUZ

4EB $ROLKQ BNR>QFLK ABCFKBP 2/! >P CLIILTP
30" / RUL 8 GUB $1 JIOSPUB MT TUBV © W S

2BJBJ?BOFKD QE>Q KBQ MOLCFQ J>ODFK FP B>OKFKDP >S>FI>?IB CLO PE>OI
2V P>IBP >KA QLQ>I >PPBQ QROKLSBO FP P>IBP AFSFABA ?V QLQ>| >PPBQP T

_BODBP 2/! >KA 2/% "OB>HP FCCLIILTFKD PR?PQFQRQFLKP

ALTK FKQL MOLCFQ LK >

@LIM>KVbP P>IBP >KA OBQROK LK

> @LIM>KVbP >PPBQP
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FBRIOBBIMBBCIMBESPMEESTBMFET

30 TBMFET " PBBTUF

&OLJ QEFP TB PBB QE>Q P>IBP TFIl @>K@BI LRQ >KA 2/! TFIl ?B@LJB B>OKFKL
CLO PE>OBELIABOP AFSFABA ?V QLQ>| >PPBQP

FBBSIOBBIMEBCIMBESPMEFST

30 WPBETUF

4EFP TFII DFSB RP QEB P>JB KRJ?BO CLO 2/! QE>Q T>P @>I@RI>QBA RPFKD Q
CLOJRI> (LTBSBO QEB $ROLKQ BNR>QFLK ?0B>HP FQ ALTK FKQL QTL @LJML
LK > @LIM>KVbP P>IBP >KA OBQROK QL QEB RPB LC > @LIM>KVbP >PPBQP

Trend Analysis, Comparative Ratios and Benchmarking

*RPQ >P FIMLOQ>KQ >P QEB >@QR>I KRJ?BOP FP QEB KRJ?BOP S>IRB LSBO (
O>QFLP QBII RP > ILQ >?LRQ > @LIJM>KV >KA @>K FKAF@>Q FC > @LIJM>KV FF
C>SLO>?IV LO RKC>SLO>?1V *RPQ >P QFJB PBOFBP A>Q> FP FIMLOQ>KQ"PL
7B J>V E>SB TE>Q TB @LKPFABO > C>KQ>PQF@ O>QFL ?RQ FQ J>V ?B ILT CL(
2>QFLP >0B M>0QF@RI>0OIV RPBCRI QL @LJM>0B QL LQEBO @LJM>KFBP >KA
2>QFLP >0OB >S>FI>?IB CLO FKARPQOFBP >KA > @LIJIM>KV @>K PBB ELT FQ @l
@LIMBQFQLOP

Uses and Limitations of Ratio Analysis

2>QFLP >0OB LKIV >P DLLA >P QEB EB>A TEL >K>IVWBP QEBJ 4EBV @>K ?B FK(
EBIMCRI QLLIP TEBK RPBA MOLMBOIV >KA @OB>QB ELOOF?IB JFPQ>HBP FC J

| PFKDIB O>QFL FP DBKBO>IIV KLQ BKLRDE QL GRADB QEB LSBO>I|
LC QEB CFOJ

2>QFLP PELRIA ?B RPBA >Q QEB P>JB QFJB CLO B>@E VB>0

"B PROB QL RPB >RAFQBA CFK>K@F>| PQ>QBJBKQP

"B >T>OB LC AFCCBOBKQ >@@LRKQFKD QOB>QJBKQP ?BEFKA QEI
>KA O>QFLP

&FK>I 4ELRDEQP LK 2>QFL K>IVPFP
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KEY TAKEAWAYS

X 2>QFL >K>IVPFP FP >K FIMLOQ>KQ >KA @>K ?B CRK QLLI QL RPB QL >K:
CFK>K@F>| EB>IQE LC > @LIM>KV -LOB QE>K GRPQ MIRDDFKD FKQL BI
QEB >@QR>| >K>IVPFP LC > @LIM>KV 5KABOPQ>KAFKD TE>Q QEB 0>Q
>KA MRQQFKD QEBJ FKQL @LKQBUQ FP >P FIMLOQ>KQ >P DBQQFKD Q
KRJ?BO LRQ LC QEB CLOJRI>

X 4EB $ROLKQ BNR>QFLK @LJ?FKBP 2/! >KA 2/% QL >K>IVWB > @LIM>KV

X ORQQFKD QEB KRJ?BOP FK @LKQBUQ FP >P FIMLOQ>KQ >P DBQQFKD (
KRJ?BO ,LLHFKD >Q O>QFLP LSBO QFJB >KA SBOPRP @LJMBQFQLOP D
FKPFDEQ FKQL QEB @LIM>KVbP CFK>K@F>| EB>IQE

EXERCISES

#>|@RI>QB QEB $ROLKQ BNR>QFLK COLJ QEB CLIILTFKD A>Q>
2BSFBT QEB @LJM>KVbP MBOCLOJ>K@B DFSBK QEB CLIILTFKD QFJB P
@OLPP PB@QFLK>| A>Q>

&FK>I 4ELRDEQP LK 2>QFL K>IVPFP
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4.7 Worked Problem: CABS Inc.

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

3BB O>QFL >K>IVPFP FK TLOH
#>|@RI>QB >KA >K>IVWB O>QFLP CLO > CF@QFLK>I @LIM>KV

CABS Example

#1"3)K@ FP > CF@QFLK>l @LIM>KV QE>Q J>HBP @RPQLJ FKSFQ>QFLKP >KA
QEBFO CFK>K@F>IP

42@=0 & 9. ,7,9.0&3007

42@=0 & 9. 9.80&7?,708097

2@=0 & 9. &?,708097:1 >3 7:B>

42@=0 & 9. #730= 7,

)K QEFP PB@QFLK TB MB@D{-PRIBL @>I@RI>QB CLO #!"3 4EBK TB TFIl >K>IVWI
RPFKD A>Q> LSBO QFJB >KA SBOPRP @LIJMBQFQLOP

Liquidity Ratios

4EB QTL IFNRFAFQV O>QFLP >0OB QEB #ROOBKQ 2>QFL >KA QEB 1RF@H 2>QF
FIMLOQ>KQ QL @>I@RI>QB
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7LOHBA 00OL?IBJ #!"3 )K@

Current Ratio

4L @>I@RI>QB QEB @ROOBKQ O>QFL TB Q>HB QEB @ROOBKQ >PPBQP KRJ?I
PEBBQ >KA AFSFAB FQ ?V QEB @ROOBKQ IF>?FIFQFBP KRJ?BO >IPL COLJ QE
&LO #1"3 QEB @>I@RI>QFLK FP

5PB BIVES O'T TFT

VE BB UJR —
$ 5PBBIVE OCOUBCJIMJIUJFT

Quick Ratio

4L @>I@RI>QB QEB NRF@H O>QFL TB Q>HB QEOBB KRJ?BOP COLJ QEB ?>I>K
>PPBQP FKSBKQLOFBP >KA @ROOBKQ IF>?FIFQFBP

5PB BIVE O'T TFT * OF PBF T 1
5PBBRIVEFOUBCIMIUJIFT

Asset Management Ratios

2VIBBUJPR

IPPBQ J>K>DBJBKQ O>QFLP @>I@RI>QB ELT BCCF@FBKQIV QEB CFOJ RPBP F
@>I@RI>QB >SBO>DB P>IBP MBO A>V QLQ>| >PPBQ QROKLSBO >KA CFUBA >F

Average Sales per Day

ISBO>DB P>IBP MBO A>V Q>HBP QEB P>IBP KRJ?BO COLJ QEB FK@LJB PQ>QB
AFSFABP FQ ?V

arsATBMFP OO VBMET

Total Asset Turnover

4LQ> >PPBQ QROKLSBO FP @LIJMRQBA ?V AFSFAFKD QEB P>IBP KRJ?BO COL
PQ>QBJBKQ ?V QEB QLQ>I >PPBQ KRJ?BO COLJ QEB ?>I>K@B PEBBQ

ABMFT
SPB MI' TV O WF S EPB NTTFT
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7LOHBA 00OL?IBJ #!"3 )K@

Fixed Asset Turnover

&FUBA >PPBQ QROKLSBO CL@RPBP GRPQ LK QEB CFUBA >PPBQP CLO BU>J\
AFSFABP QEB P>IBP KRJ?BO COLJ QEB FK@LJB PQ>QBJBKQ ?V QEB KBQ CFUI
KBQ COLJQEB ?>I>K@B PEBBQ

4ABMFT

JFETTWBVOWS TFU IR ETTUT

Debt Ratios

$B?Q J>K>DBJBKQ O>QFLP JB>PROB QEB FKAB?QKBPP LC QEB CFOJ 4EB HB\
>K>IVWB EBOB >OB QEB AB?Q O>QFL AB?Q BNRFQV >KA 4)%

Debt Ratio

4EB AB?Q O>QFL PFIMIV AFSFABP QTL KRJ?BOP COLJ QEB ?>I>K@B PEBBQ Q
AFSFABA ?V QLQ>| >PPBQP

SPBMIBCIJMJUJFT
SPB MI' TUFT

YFGBUJP

Debt-Equity Ratio

4EB AB?Q BNRFQV O>QFL @E>KDBP QEB ABKLJFK>QLO ?V PR?QO>@QFKD Ql
BNRFQV >IPL RPBP QLQ>| >PPBQP >KA QLQ>I IF>?FIFQFBP COLJ QEB ?>I>K@B

SPBMIBCIJMJUJFT
SPBMI TFT 5SPBMIBCIMJIUJFT 1

FCW &KIFZUJIPR

TIE

4)% JB>PROBP QEB >?FIFQV LC > CFOJ QL M>V ?>@H FQP AB?Q )Q RPBP %")4
BUMBKPB COLJ QEB FK@LJB PQ>QBJBKQ

&#*5

5JNFT FaDU&BSE —
*OFBBYQFOTF

Profitability Ratios

$B7Q J>K>DBJBKQ O>QFLP JB>PROB QEB FKAB?QKBPP LC QEB CFOJ 4EB HB\
>K>IVWB EBOB >OB QEB AB?Q O>QFL AB?Q BNRFQV >KA 4)%
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7LOHBA 00OL?IBJ #!"3 )K@

Profit Margin

4EB >JLRKQ LC JLKBV IBCQ LSBO >CQBO >Il BUMBKPBP >0OB M>FA )Q RPBP P>
DLLAP PLIA COLJ QEB FK@LJB PQ>QBJBKQ

4 B MIFSTPOP GP PEHATP M E 1
4BMFT

186UB IO
Operating Profit Margin

/MBO>QFKD MOLCFQ J>ODFK FP > ?BQQBO JB>PROB LC QEB >@QR>| MOLCFC
?B@>RPB FQ FDKLOBP FQBJP PR@E >P ABMOB@F>QFLK )Q FP LMBO>QFKD |
2V P>IBP "LQE KRJ?BOP @LJB COLJ QEB FK@LJB PQ>QBJBKQ

0QBY JAMBHHEU & #*5
0Q BY JIBHELB $J O TBMET _—

Net Profit Margin

.BQ MOLCFQ J>ODFK FP QEB MBO@BKQ>DB LC B>@E P>IBP ALII>0 QE>Q OBJ:
BUMBKPBP E>SB ?BBK ABAR@QBA )Q FP @>I@RI>QBA ?V AFSFAFKD B>OKFKI
P>IBP "LQE KRJ?BOP @LJB COLJ QEB FK@LJB PQ>QBJBKQ

& BBIO'NAIM EBCHIVPAN N RI@ DIPME F ¢

/R 86GUB & JO TBMET

Earnings Per Share

)P QEB >JLRKQ LC B>OKFKDP DBKBO>QBA ?V B>@E PE>0B LC PQL@H )Q FP ¢
AFSFAFKD B>OKFKDP ?V QEB KRJ?BO LC PE>OBP LC PQL@H

& BB O'NEIMBCIMPAN NR® DIPME

“BRIOIRBIES N Cr8IBSP 6PN NRB DOV B0 E

Basic Earning Power (BEP)

">SPF@ %>OKFKD OLTBO FP B>OKFKD MLTBO LC QEB CFOJ ?BCLOB Q>UBP >KA
@>I@RI>QBA ?V AFSFAFKD %")4 COLJ QEB FK@LJB PQ>QBJBKQ ?V QLQ>| >PP
2>>K@B PEBBQ

&#*5

#B T&BGJ QFXF S ERE T TURT
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7LOHBA 00OL?IBJ #!"3 )K@

Return on Equity (ROE)

2BQROK LK %NRFQV FP QEB O>QFL LC KBQ FK@LJB QL QLQ>I BNRFQV )Q FP .
AFSFAFKD KBQ FK@LJB COLJ QEB FK@LJB PQ>QBJBKQ ?V BNRFQV COLJ QEF

| RFODPNF
3FU\@B®NJUZ$PNNM®D&R/JUZ

Return on Assets (ROA)

2BQROK LK IPPBQP FP QEB O>QFL LC KBQ FK@LJB QL QLQ>I >PPBQP 4EFP FF
AFSFKD KBQ FK@LJB COLJ QEB FK@LJB PQ>QBJBKQ ?V QLQ>| >PPBQP COLJ
PEBBQ

| RFODPNF
SPB MT TUFT

Market Value Ratios (Investment Valuation Ratios)

SRUOBOT TUT

->OHBQ 6>IRB 2>QFLP >0B > T>V QL JB>PROB QEB S>IRB LC > @LIM>KVbP PQ
>KLQEBO @LIM>KVbP PQL@H (BOB TB CL@RP LK 0 % O>QFL >KA J>OHBQ ?LL

Price/Earnings Ratio

OOF@B %>OKFKDP O>QFL FP RPBA QL PELT ELT JR@E FKSBPQLOP >0OB TFIIF
ALII>O LC MOLCFQP )Q FP @>I@RI>QBA ?V AFSFAFKD QEB MOF@B MBO PE>C
FKCLOJ>QFLK PB@QFLK ?V QEB B>OKFKDP MBO PE>OB @>I@RI>QBA B>OIFI

13DEFES B8 @P D

D
1SDF @bGEsl Ji & B(BJ OHAE B8 @P D

Market Book Ratio

->OHBQ ?LLH O>QFL FP > JB>PROB LC FKSBPQLObP BS>IR>QFLK LC CFOJ MBC
QEB ?LLH S>IRB MBO PE>OB LC PQL@H FP @>I@RI>QBA RPFKD QEB @LJJLK E
COLJ QEB ?>I>K@B PEBBQ >KA AFSFAFKD FQ ?V QEB KRJ?BO LC PE>OBP LRQ
QEB LQEBO FKCLOJ>QFLK

SPNNR®D&RJIJUZ

#PPIEMIFSIBR GBD N Ccre i oop 6w DOV BO
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4EFP FP QEBK PR?PQFQRQBA FK QL @>I@RI>QB QEB ->OHBQ "LLH O>QFL 4El
QEB J>OHBQ MOF@B PBIIFKD MOF@B MBO PE>OB LC PQL@H COLJ QEB LQEI
PB@QFLK >KA QEB ?LLH S>IRB @>I@RI>QBA >?LSB

.BERI/BMYUFIS B8 G PN NRID

.BERKFPP3IBUJR
#PPIBMYFIS B8 G P N N RRD

Comparision Information

"BILT FP > Q>?1B PRJJ>OFWFKD QEB KRJ?BOP TB GRPQ @>I@RI>QBA FK QEB 1
@LIRJK 4EB Q>7?IB >IPL FK@IRABP #!"3 A>Q> COLJ I>PQ VB>0 >KA >IPL QEB FK
>SBO>DB CLO

42@=0 & 9. A0=20>

(LT AL VLR QEFKH #!"3 FP ALFKD CFK>K@F>IIV (LT >OB QEBV ALFKD SBOPRP L
MI>VBOP FK QEBFO FKARPQOV

KEY TAKEAWAYS

X 2>QFL >K>IVPFP FP B>PV >KA CRK )QbP GRPQ > J>QQBO LC HKLTFKD TI
QL MRQ TEBOB 00>@QF@B J>HBP MBOCB@Q

X #LIM>OFKD O>QFLP LSBO QFJB >KA >D>FKPQ @LIJMBQFQLOP FP >K FK(
T>V QL >K>IVWB > @LIM>KV )Q FP >P JR@E LC >K >0Q >P FQ FP > P@FI

7LOHBA 00OL?IBJ #!"3 )K@
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EXERCISES

#>|@RI>QB QEB CLIILTFKD O>QFLP COLJ QEB A>Q> CLO #!"3 QEBPB
KLQ @>I@RI>QBA >?LSB

> $ROLKQ BNR>QFLK

? )KSBKQLOV QROKLSBO

@ >SBO>DB >DB LC FKSBKQLOV
A >SBO>DB M>VJBKQ MBOFLA
B KBQ MOLCFQ

2BSFBT QEB + CLO 3Q>0?R@HP >D>FK #LJMRQB PLJB O>QFLP CLO 3(

4EBK CFKA PLJB >I0B>AV @LIJMRQBA O>QFLP LK V>ELL CFK>K@B $FA
QEB P>JB KRJ?BOP >P >K >K>IVPQ 7EV LO TEV KLQ

7LOHBA 00OL?IBJ #!"3 )K@



#E>MQBO &FK>K@F>I 3Q0>QBJBKQP >KA 2>QFL IK>IVPFP

4.8 End-of-Chapter Assessment

End-of-Chapter Assessment Head
&FOPQ M>0>DO>ME

0>0>DO>ME

0>0>DO>ME

>PQ M>0>DO>ME

End-of-Chapter Assessment Head
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End-of-Chapter Assessment Head

w>@'0v UJ)>@'0V

UJ)>@'0V

%KA LC #E>MQBO IPPBPPJBKQ



Chapter 5

Pro Forma Statements

Predicting the Future

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ C

)C TB @LRIA >@@RO>QBIV MOBAF@Q QEB CRQROB TB @LRIA B>PFIV ?B@LJ
J>HFKD J>KV TFPB FKSBPQJBKQP >KA TBbOB KLQ GRPQ PMB>HFKD LC TFKKF
KRJ?BOP 9%SBK FIMBOCB@Q FKCLOJ>QFLK @LRIA DRFAB LRO AB@FPFLKP :
DOB>QBO @E>K@B LC PR@@BPP P FKAFSFAR>IP TB @LKPQ>KQIV QOV QL
CLO BU>JMIB PELRIA) ?RV QEB MELKB MI>K TFQE LO JFKRQBP >KA QEE
>@@RO>@V LC LRO MOBAF@QFLKP E>P CFK>K@F>| @LKPBNRBK@BP M>VF
ALKbQ RPB LO ORKKFKD LSBO

/KB T>V @LIM>KFBP QOV QL BKSFP>DB QEB CRQROB FP QEOLRDE QEB RPB L
PQ>QBJBKQP a0OL CLOJ>b FP ,>QFK aCLO QEB P>HB LC CLOJb '@ @RO>QBIV
CLOJ> PQ>QBJBKQP @>K EBIM > @LIJM>KV MI>K CLO QEB CRQROB (LT JR@E
KBUQ VB>0O OOLCFQP 0OL CLOJ>P CLO PELOQ @>K >IPL ?B @OB>QBA CLO /
QL PBB TEF@E TLRIA ?B JLOB MOLCFQ>?IB )C @OB>QBA MOLMBOIV MOL CLC
@>K ?B > QVMB LC CFK>K@F>I @OVPQ>I 2>l QE>Q EBIM > @LIM>KV aPBBb QF
TB PELRIA >IT>VP OBJBJ?BO QE>Q KL MOBAF@QFLK FP IFHBIVQL ?B >@ @F



#E>MQBO 0O0L &LOJ> 3Q>

QBJBKQP

5.1 Pro Forma Income Statement

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

I MOLGB@QBA FK@LJB PQ>

&RQROB P>IBP >OB CLOB@;
>KA QEBK BUMBKPBP >OB
@>I@RI>QBA >P > MBO@BK
QEB KBT P>IBP CFDROB

| FK@LJB PQ>QBJBKQ TFQE
BKQOFBP BUMOBPPBA >P >
MBO@BKQ>DB LC OBSBKRB

LEARNING OBJECTIVES

IK>IVWB > MOL CLOJ> FK@LJB 3Q>QBJBKQ >KA FQP MROMLPB
#LIMIBQB > MOL CLOJ> FK@LJB 3Q>QBJBKQ

I pro forma income statement FP >MOLGB@QBA FK@LJB PQ>QBJBKQ TEF@E P
MOBAF@QBA CRQROB LMBO>QFKD @>PE CILT ! MOL CLOJ> FK@LJB PQ>QBJI
MLQBKQF>| P>IBP OBSBKRB BUMBKPBP Q>UBP >KA ABMOB@F>QFLK JFDEQ
PQ>QBJBKQP QVMF@>IIV LKIV CLOB@>PQ LMBO>QFKD FQBJP LK QEB FK@LJ
P>IBP >KA %")4 >KA KLQ >KV FQBJP DBKBO>QBA ?V CFK>K@FKD LO FKSBPQF

4EB PFIMIBPQ JBQELA RPBA QL MOBM>0B > MOL CLOJ> FK@LJB PQ>QBJBKQ
percent-of-sales method )K >KRQPEBII CRQROB P>IBP >0OB CLOB@>PQBA >KA
BUMBKPBP >0OB @>I@RI>QBA >P > MBO@BKQ>DB LC QEB KBT P>IBP CFDROB
common size income statement TEBOB B>@E BKQOV FP BUMOBPPBA >P > MBO(
OBSBKRB

<@,?4:9 ,7.@7,?492;0=.09?,20 :1 >,70>

9

9 BI'B@EF3FOPGTBWAT TT

7B PELRIA KLQF@B QE>Q J>KV BUMBKPBP >0B OBI>QBA QL QEB IBSBI LC P>IE

E>SB PFJFI>0 BKQOFBP FK B>@E VB>0 LC QEB @LJJILK PFWB PQ>QBJBKQ &L
REIESBOF>IP RPBA >KA 1>?LO @LPQP QVMF@>IIV FK@OB>PB >P P>IBP FK@OB>
. p@HAPFABO @ROOBKQ L?PBOSBA P>IBP >KA ABQBOJFKB > CLOB@>PQBA DO

>Q > MOLGB@QBA OBSBKRB KRJ?BO 3QBM 7B @LKPFABO B>@E IFKB LC QE
RIBLEBIBKQ >KA BFQEBO ELIA FQ >Q @ROOBKQ IBSBIP FC TB ALKbQ QEFKH F

LO J>HB QEB BKQOV > MBO@BKQ>DB LC LRO MOLGB@QBA P>IBP KRJ?BO )K !
>ITB RPB QEB >MMOLMOF>QB Q>U 0>QB

p
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0OLGB@QFKD QEB MOLMBO DOLTQE O>QB CLO P>IBP FP HBV QL QEFP >K>IVI
RKCLOQRK>QBIV LKB LC QEB JLPQ AFCCF@RIQ QEFKDP QL AL >@@RO>QBIV
ILLH >Q EFPQLOF@> DOLTQE >KA >AGRPQ FQ RPFKD LRO ?BIFBCP >?LRQ MC
@IFJ>QB BQ@ 3LIBQFJBP @LIJM>KFBP E>SB BJMILVBBP TELPB ABAF@>QBA
@LKPQ>KQIV RMA>QB P>IBP MOLGB@QFLKP

4L FIIRPQO>QB 0BQ OOLAR@QP &LOBSBO )K@ E>P P>IBPLC  #/'3LC >KA
3BB 0BQ OOLAR@QP &LOBSBO K@ )K@LJB 3Q>QBJBKQ

42@=0 $0? $=:/@.?> :=0A0= 9. 9.:80 &?,70809? '3:@>,9/>

7E>Q MBO@BKQ LC P>IBP >OB #/'3 >KA 3'!

#'3 3>IBP LO

3'! 3>IBP LO

42@=0 $0? $=:/@.?> :=0A0= 9. :88:9 &4E0 9.:80 &?,70809? '3:@>,9/>

)C 0BQ OOLAR@QP &LOBSBO K@ bP P>IBP FK@OB>PB?V QL QEBKELT J
CRQROB #/'3 >KA 3'! BUMBKPBP ?B

KBT #/'3 LC e

KBT 3'! LC e

)C TB >PPRJB QE>Q ABMOB@F>QFLK >KA FKQBOBPQ BUMBKPB ALKbQ P@>IB
Q>UO>QBFP QEBK LRO MOL CLOJ> PQ>QBJBKQ JFDEQ ILLH IFHB QEFP

42@=0 $0? $=:/@.?> :=0A0= 9. $=: :=8, 9.:80 &?,?0809? '3:@>,9/>

.LQB QE>Q LRO KBQ B>OKFKDP E>SB FK@OB>PBA ?V JLOB QE>K QEB LC LR
DOLTQE 4EFP FP ?B@>RPB TB >PPRJBA QE>Q PLJB LC LRO BUMBKPBP FK QF
ABMOB@F>QFLK >KA FKQBOBPQ AFAKbQ P@>IB TFQE P>IBP

00L &LOJ> )K@LJB 3Q>QBJIBKQ
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7EV ALKDbQ >Il BUMBKPBP KB@BPP>OFIV P@>IB TFQE P>IBP /KB BUMBKPB TB
T>P ABMOB@F>QFLK LRO ABMOB@F>QFLK FP QFBA QL LRO CFUBA >PPBQ M
KBBA QL FK@OB>PB CFUBA >PPBQP QL E>KAIB QEB FK@OB>PB LC P>IBP QEF
TEIl MOL?>?IV OBJ>FK PQB>AV )C ELTBSBO >II LC LRO J>@EFKBP >0B >Q @>
E>SB KL JLOB C>@QLOV PM>@B QEBK P>IBP DOLTQE JFDEQ FK@OB>PB CFU
JFDEQ FK QROK FK@OB>PB ABMOB@F>QFLK ,FHBTFPB FC TB KBBA QL ?LOO
MRO@E>PB QELPB CFUBA >PPBQP LRO FKQBOBPQ BUMBKPB JFDEQ FK@OB
FKSLISBP J>KV PR@E GRADJBKQ @>IIP >KA B>@E >PPRIMQFLK TB J>HB @>k
2LQQLJ IFKB

KEY TAKEAWAYS

00L CLOJ> PQ>QBJBKQP >0B > T>V QL ILLH FKQL QEB CRQROB 4EB MOL Cl
FK@LJB PQ>QBJBKQ MOLGB@QP CRQROB @>PE CILT

X 4EB MOL CLOJ> FK@LJB PQ>QBJBKQ RPBP @ROOBKQ P>IBP QL @>I@R
P>IBP

X ->KV BUMBKPBP >0B FK@OB>PBA RPFKD QEB MBO@BKQ LC P>IBP JBQI
BUMBKPBP TFIl OBJ>FK QEB P>JB

EXERCISES

7E>Q FP > MOL CLOJ> FK@LJB PQ>QBJBKQ >KA TE>Q FP FQP MROMLPB
00BM>0B > @LJILK PFWB FK@LJB PQ>QBJBKQ DFSBK QEB CLIILTFKD
FKCLOJ>QFLK OBSBKRBP >OB #/'3 FP 3'1FP

ABMOB@F>QFLK FP FKQBOBPQLTBAFP  >KA QEB Q>U O>QB FP
00BM>OB > MOL CLOJ> FK@LJB PQ>QBJBKQ COLJ QEB A>Q> >KA @LJJL
FK@LJB PQ>QBJBKQ COLJ >PPRJFKD QE>Q P>IBP TFIIDOLT 2V >KA:
BUMBKPBP ?RQ FKQBOBPQ >KA Q>UBP TFIl P@>IB TFQE P>IBP

00L &LOJ> )K@LJB 3Q>QBJIBKQ
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5.2 Pro Forma Balance Sheet

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

I MOLGB@QBA ?>I>K@B PEB B@

1 2>I>K@B PEBBQ TFQE BKQ
BUMOBPPBA >P > MBO@BK(
QLQ>I >PPBQP

LEARNING OBJECTIVES

IK>IVWB > 00L &LOJ> ">I>K@B 3EBBQ >KA FQP MROMLPB
#LIMIBQB > 00L &LOJ> ">I>K@B 3EBBQ

3FJFI>0 QL > MOL CLOJ> FK@LJB PQ>QBJBet@adi@knce sheet FP >
MOLGB@QFLK LC > ?>I>K@B PEBBQ 7EFIB QEB MBO@BKQ>DB LC P>IBP JBQE
CLO QEB ?>I>K@B PEBBQ >P TBIl > JLOB PLMEFPQF@>QBA >KA >@@RO>QB :
QL >K>IVWB B>@E IFKB LC QEB ?>I>K@B PEBBQ ! MOLMBOIV CLOB@>PQBA ?:
?BPQ GRADBJBKQ QL MOBAF@Q CRQROB P>IBP >KA BUMBKPBP &LO BU>JIMIE
J>V KBBA QL ELIA > @BOQ>FK >JLRKQ LC @>PE QL JBBQ ?>PF@ BUMBKPBP /(
@>M>@FQV JFDEQ KBBA QL >AA >PPBQP QL @LKQFsREMHBROOLTQE !
balance sheet TEF@E PELTP B>@E ?>I>K@B PEBBQ FQBJ >P > MBO@BKQ>DB |
>PPBQP J>V EBIM DRFAB RP FK J>HFKD QEBPB AB@FPFLKP 4EFP FKCLJ>QFL
FKAFSFAR>IIV Q>FILOBA >KA JLOB >@@RO>QBIV CLOB@>PQBA ?>I>K@B PEB

0BQ 0OLAR@QbP &LOBSBO )K@ E>P QEB CLIILTFKD ?>I>K@B PEBBQ 4EBV Hk
QEFKDP >?LRQ QEBFO KBUQ VB>0 TEF@E TFII MI>V > OLIB FK ABQBOJFKFKD
2>1>K@B PEBBQ

42@=0 $0? $=:/@.?> :=0A0= 9. ,7,9.0 &300? '3:@>,9/>

42@=0 $0? $=:/@.?> :=0A0= 9. :88:9 &4E0 ,7,9.0 &300? '3:@>,9/>

0BQ OOLAR@QP &LOBSBO E>P @BOQ>FK CFK>K@F>| DL>IP >KA HKLTIBADB >’
B>0O

OFBP
D>DB LC
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&OLJ LRO MOL CLOJ> FK@LJB PQ>QBJBKQ TB BUMB@Q KBQ B>OK
QELRP>KA LK P>IBP DOLTQE LC

4EB @LIM>KV T>KQP QL ELIA >Q IB>PQ QELRP>KA FK @>PE

4EB @LIM>KVbP AB?Q ILKD QBOJ >KA KLQBP M>V>?IB TFIl OBJ>FK
P>JB

L KBT @LJILK PQL@H TFIl ?B FPPRBA @LJJLK PQL@H TFIl OBJ>FK
P>JB  QELRP>KA TFIl ?B M>FA LRQ FK AFSFABKAP QL QEB PE>OB
I@@LRKQP OB@BFS>?IB PELRIA P@>IB TFQE P>IBP

4EB @LIM>KV E>P ABQBOJFKBA QE>Q QEB @ROOBKQ IBSBI LC FK:
ILT 4EBV TLRIA IFHB QL ELIA QELRP>KA FK FKSBKQLOV
1@@LRKQP M>V>?IB PELRIA P@>IB TFQE P>IBP

'FSBK QEFP FKCLOJ>QFLK TB @LKPQOR@Q QEB CLIILTFKD ?>I>K@B PEBBQ

42@=0 $0? $=:/@.?> :=0A0= 9. $=: :=8, ,7,9.0 &300? 4=>? $,>> '3:@>,9/>

.LQB QE>Q OBQ>FKBA B>OKFKDP E>P FK@OB>PBA ?V LRO B>OKFKDP IBPP LF
QELRP>KAd QELRP>KA QELRP>KA 3FK@B >@@LRKQP OB@BFS>?IB >

?LQE P@>IB TFQE P>IBP >KA P>IBP FK@OB>PBA?V B>@E LC QEBPB E>P Ft
>P TBII

ICQBO LRO CFOPQ M>PP LRO ?>I>K@B PEBBQ ALBPKbQ ?>I>K@B )C LRO QLC
QE>K LRO QLQ>! IF>?FIFQFBP >KA BNRFQV TB KBBA QL O>FPB JLKBV PLJBEL]
FK@OB>PFKD CFK>K@FKD QE>Q FP ?LOOLTFKD JLOB OBAR@FKD AFSFABK
BNRFQV LO OBAR@FKD >PPBQP 3J>IIBO QLQ>| >PPBQP JB>KP OBQROKFKD (
FKSBPQLOP ?V OBAR@FKD AB?Q LO FK@OB>PFKD AFSFABKA M>VLRQ LO M:
LRO ?>I>K@B PEBBQ FK @>PE LO LQEBO PELOQ QBOJ FKSBPQJBKQP

3FK@B >CQBO QEB CFOPQ M>PP QEB QLQ>| >PPBQP >OB PJ>IIBO TB @>K @E
EBIA QL ?>I>K@B QEB ?LLHP

42@=0 $0? $=:/@.?> :=0A0= 9. $=: :=8, ,7,9.0 &3007? &0.:9/ $,>> '3:@>,9/>
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KEY TAKEAWAYS

0OL &LOJ> ?>I1>K@B PEBBQP MOLSFAB > ILLH FKQL > @LIJM>KVbP CRQROB

X 4EBV @>K ?B @LKPQOR@QBA RPFKD MBO@BKQ>DB @E>KDBP COLJ Q
VB>0

X )Q FP JLOB >@@R0O>QB QL RPB I>PQ VB>0ObP ?>I>K@B PEBBQ >KA M>P(
QL J>HB OB>IFPQF@ >PPRIMQFLKP >?LRQ QEB KBUQ VB>0

EXERCISES

5PFKD QEB LOFDFK>I 0BQ OOLAR@QP &LOBSBO ?>I>K@B PEBBQ COl

@LKPQOR@Q > MOL CLOJ> ?>I>K@B PEBBQ RPFKD QEB CLIILTFKD
FKCLOJ>QFLK

> 3>IBP >OB MOLGB@QBA QL DOLT ?V  @>RPFKD KBQ B>OKFKDP
QELRP>KA

? 4EB @LIM>KV T>KQP QL ELIA >Q IB>PQ QELRP>KA FK @>PE

@ 4EB CFOJbP ILKD QBOJ AB?Q TFIl AB@OB>PB QL QELRP>KA

A .LKBT @LJILK PQL@H TFIl 2B FPPRBA ?RQ QELRP>KA FK

AFSFABKAP TFIl ?B M>FA QL PE>OBELIABOP

I@@LRKQP OB@BFS>?IB TFIl P@>IB TFQE P>IBP

4EB @LIM>KV TLRIA IFHB QL ELIA  FK FKSBKQLOV

4EB Q>U O>QB TFIl OBJ>FK QEB P>JB

4EB KLQB M>V>?IB TFIl OBJ>FK QEB P>JB

I@@LRKQP M>V>?IB TFIl P@>IB TFQE P>IBP

MO @

00OL &LOJ>">I>K@B 3EBBQ
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5.3 Assessment of Pro Forma Statements

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVE

5PB MOL CLOJ> PQ>QBJBKQP QL >K>IVWB > ?RPFKBPP

00L CLOJ> PQ>QBJBKQP >OB QL ?B QLLIP QL EBIM > @LIM>KV MI>K CLO QEB ¢
>OB LKIV >P DLLA >P QEB >PPRIMQFLKP RMLK TEF@E QEBV >0B @LKPQOR@

/RO >K>IVPFP E>P ?BBK PQO>FDEQCLOT>0A >KA PFIMIB ?RQ FQ @>K DBQ JL
#LIM>KFBP @>K @E>KDB J>KV LC QEB LQEBO S>OF>?IBP CLRKA LK QEBFO Fi
PQ>QBJBKQP >KA ?>I>K@B PEBBQP #LJM>KFBP ABQBOJFKB QEBFO AFSFABK
FKCIRBK@BP OBQ>FKBA B>OKFKDP >KA QEBV @>K FKCIRBK@B QEBFO IBSB
QEBFO @>MFQ>I PQOR@QROB AB@FPFLKP TEF@E FKCIRBK@BP QEBFO FKG
QEBFO @LJJLK PQL@H

LT TB E>SB @LKPQOR@QBA LRO MOL CLOJ> PQ>QBJBKQP "RQ ELT >@@RO:
7E>QbP QEB MOL?>?FIQV QE>Q LRO MOL CLOJ> TFIl @LOOB@QIV ABMF@Q LF
CRQROB 4L >KPTBO QEFP NRBPQFLK MOL CLOJ>P @>K ?B >K>IVWBA RPFKD
>K>IVPFP TEF@E TB @LSBO FK JLOB ABQ>FI FK @E>MQBO  #LIJM>KFBP @>k
TLOPQ >KA JLPQ IFHBIV @>PB P@BK>OFLP ?V @OB>QFKD PBQP LC MOL CLO.
RKABOIVFKD >PPRIMQFLKP 4EFP JFDEQ PBBJ IFHB > ILQ LC TLOH ?RQ PMOB
J>HB QEBPB @>I@RI>QFLKP C>FOIV B>PFIV

0BQ 0OLAR@QP &LOBSBO BPQFJ>QBP QE>Q QEBFO JLPQ IFHBIV @>PB FP FK;
4EBFO ?BPQ @>PB TLRIA ?B >K FK@OB>PB LC >KA QEBFO TLOPQ @>PB T
FK@OB>PBLC 2BJBJ?BO QE>Q #/'3>0B LC P>IBP >KA 3'!>0OB LC P>IBP

42@=0 $0? $=:/@.?> :=0A0= 9. $=: :=8, 9.:80 &?,70809?> '3:@>,9/>
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4EB ?BPQ @>PB OBPRIQP FK KBQ B>OKFKDP LC QELRP>KA TEFIB LRO TLOF
QELRP>KA 4EB @LJM>KV FP PQFII ALFKD TBII BSBK RKABO QEB TLOPQ @
.LQ > ?>A OBPRIQ

KEY TAKEAWAYS

X 5KABOPQ>KA QEB >PPRIMQFLKP ?BEFKA QEB MOL CLOJ> PQ>QBJBKQF
X IK>IVWB QEB CFK>K@F>I PQ>QBJBKQP Q>HFKD OFPH FKQL >@@LRKQ
?BPQ TLOPQ >KA JLPQ IFHBIV @>PB P@BK>OFL

EXERCISES

7EV TLRIA TB ?B FKQBOBPQBA FK OFPH TFQE OBD>0A QL MOL CLOJ>
PQ>QBJBKQP

IK>IVWB QEB CLIILTFKD MOL CLOJ> PQ>QBJBKQ RPFKD QEB MBO@B
P>IBP JBQELA RKABO ?BPQ @>PB >KA TLOPQ @>PB P@BK>OFLP DF
?BILT

3>IBP >OB #I'3 FP 3'I'FP $BMOB@F>QFLK
FP >KA Q>U O>QB FP

IPPBPPJBKQ LC 00L &LOJ> 3Q>QBJBKQP
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5.4 The Bigger Picture

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

$FP@RPP QEB OLIB MOL CLOJ> PQ>QBJBKQP MI>V FK CFK>K@F>1 J>K>
YABKQFCV QEB BQEF@>| @LKPFABO>QFLKP FKSLISBA TEBK @OB>QFKI
PQ>QBJBKQP

00L CLOJ> PQ>QBJBKQP >OB RPBA QL J>HB J>KV ?RPFKBPP AB@FPFLKP 3EL
> KBT MOLAR@Q IFKB LO LMBK > KBT C>@QLOV 3ELRIA TB >AA >KLQEBO P>IE
TLOHBO FK QEB MI>KQ 00L CLOJ>P RPB LRO ?BPQ GRADBJIBKQP QL @LKPQC
P@BK>OFLP >?LRQ QEB CRQROB !@@RO>QBIV >KA >MMOLMOF>QBIV RPBA :
@>K ?B EBIMCRI QLLIP QL FIMOLSB LRO ?RPFKBPP

7EBK >K>IVWFKD MOL CLOJ> PQ>QBJBKQP FQ FP FIMLOQ>KQ QL RKABOPQ>|
@LKPQOR@QBA TE>Q QEB >PPRIMQFLKP TBOB >KA ELT QL OB>A QEBJ #>PE
J>KFMRI>QBA >P TBIl >P >PPRIMQFLKP %@LKLIF@ >KA MLIFQF@>| @LKAFQF
NRF@HIV TEF@E @>K PQOLKDIV FKCIRBK@B ?RPFKBPP LRQ@LJBP P TFQE.
MOBAF@QFLKPAQ>HB QEBJ TFQE > DO>FK LC P>IQ .L LKB @>K MOBAF@Q QE
>@@RO>@V

Ethical Considerations

>K>DBOP TFQEFK > @LJM>KV J>V E>SB AFCCBOBKQ L?GB@QFSBP 3LJBLKB
T>KQ QL E>SB > ILT P>IBP MOLGB@QFLK PL QEBV >OB DR>0>KQBBA QL aEFQ
B>OK QEBFO ?LKRP ! OBQFOFKD J>K>DBO J>V T>KQ QL J>UFJFWB QEBFO @F
@LIMBKP>QFLK LO QEB @LJIM>KVbP PE>OB MOF@B QL J>UFJFWB QEBFO OB
7EBK @LKPQOR@QFKD MOL CLOJ> PQ>QBJBKQP J>K>DBOP J>V >IPL E>SB AF
LMFKFLKP LK QEB IFHBIFELLA LC QEB LRQ@LJB LC B>@E P@BK>OFL 7EFIB M
PQ>QBJBKQP >OB MOLGB@QFLKP J>KV ?RPFKBPP AB@FPFLKP >OB ?>PBA R
@>I@RI>QFLK >KA >K>IVPFP FP FIMLOQ>KQ
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KEY TAKEAWAYS

X 00L CLOJ> PQ>QBJBKQP >PPFPQ J>K>DBOP FK J>HFKD J>KV ?RPFKBPF
AB@FPFLKP

X %QEF@P MI>V >K FIMLOQ>KQ OLIB FK QEB @LOOB@Q @OB>QFLK LC M
PQ>QBJBKQP

4EB "FDDBO OF@QROB



#E>MQBO 00L &LOJ> 3Q>QBJBKQP

5.5 End-of-Chapter Problems

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

EXERCISES

5PFKD A>Q> COLJ #!"3 @OB>QB MOL CLOJ> FK@LJB PQ>QBJBKQP #!"3

BUMB@QP P>IBP QL FK@OB>PB ?V TLOPQ @>PB  JLPQ IFHBIV LO

?BPQ @>PB 5PFKD QEB MBO@BKQ LC P>IBP JBQELA >KA >PPRJFKD Q
#/'3 >KA 3'! @LPQP FK@OB>PB @OB>QB KBT ?>I>K@B PEBBQP CLO QE
TLOPQ >KA JLPQ IFHBIV @>PBP

#"3 00L &LOJ> )K@LJB 3Q>QBJIBKQ

42@=0
& 9.:80 &?,70809? '3:@>,9/>:1 :77,=>

5PFKD QEB CLIILTFKD >PPRIMQFLKP @OB>QB KBT MOL CLOJ> ?>I>K
PEBBQP CLO #!"3

> 4EB @LIJM>KV T>KQP QL ELIA>Q IB>PQ FK @>PE

? 4EB CFOJbP ILKD QBOJ AB?Q TFIl AB@OB>PB QL

@ .L KBT @LJJLK PQL@H TFIl ?B FPPRBA

@ @LRKQP OB@BFS>?I1B Q>HB LK >SBO>DB A>VP QL @LIIB@Q
4EB @LJIJM>KV TLRIA IFHB QL ELIA FK FKSBKQLOV

4EB Q>U O>QB TFIl OBJ>FK QEB P>JB

4EB KLOB M>V>?IB TFIl OBJ>FK QEB P>JB

4EB @LIM>KV QVMF@>1IV M>VP A>VP >KA >@@LRKQP M>V>?IB
>0B MOLGB@QBA QL 7B

moaom>

#!"3 00OL &LOJ> ">I>K@B 3EBBQ

42@=0
& ,7,9.0 &300? '3:@>,9/>:1 :77,=>



Chapter 6

Time Value of Money: One Cash Flow

A Dollar Today vs. A Dollar Tomorrow

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ C

3>SFKD CLO @LIIBDB 0>VFKD > JLOQD>DB %UMB@QFKD > M>V@EB@H %>@
P@BK>OFLP @LKQF>K QTL SBOV FIMLOQ>KQ C>@QLOP JLKBV >KA QFJB !lI |
?BFKD BNR>| PELRIA TB MOBCBO QL E>SB LRO @>PE KLT LO I>QBO
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6.1 Present Value and Future Value

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

| @ELF@B QL @LJIJIFQ IFIFQ
OBPLRO@BP C>@BA TFQE 3
MLQBKQF>I LRQ@LJBP

4EB DOB>QBPQ LRQ@LJIB C
PBQ LC @ELF@BP KLQ Q>Ht
@LKPFABOFKD >K FKSBPQJ

B

LEARNING OBJECTIVES

$BCFKB >KA BUMI>FK FKSBPQJBKQP >KA LMMLOQRKFQV @LPQ
$BCFKB >KA BUMI>FK QEB @LK@BMQP LC MOBPBKQ S>IRB >KA CRQRO

109/80 1:=730;4EE, ?:9423? ,9/ K77 24A0D:@ B309 207? 8D ;,D.30.6 90C? BO
#6,D0J'34>B,>, .:88:9B,D 1:.=!,=D ?: 34? @; :39 1:.=>:80.,>3 '3,961@77D !,=D
14/9K? ,>6 ?:::1?09 ,9/B,>,7B,D>2::/?:30=B:=/ @? :39:97D 3,/ 4934>B,770?
5@>7? 09:@23 1:= ?30 90B A4/0: 2,80 ?3,? 4> .:8492 :@?? ?34> B00609/G

)C *LEK @LRIA QFJB QO>SBI ?B>0 TFQE JB CLO > PB@LKA\ EB @LRIA IL>K QE
>0V QO>SBI QL KBUQ TBBH QL @LIB@Q QEB  QO>SBI 2>@H QL QLA>V >KA
CLO QEB SFABL D>JB >Il TEFIB J>HFKD /C @LROPB QEBK ->0V MOL?>?IV TLI
>PHFKD QL ?LOOLT *LEKbP JLKBV >Q >l PFK@B PEB @LRIA GRPQ DL CLOT>0O
@LIB@Q EBO M>V@EB@H 3FK@B >P LC QEFP TOFQFKD QFJB QO>SBI FP PC
*LEK FKPQB>A E>P QL J>HB > @ELF@B QL @LJJFQ EFP IFJFQBA OBPLRO@BP
LC MLQBKQF>I LRQ@LJBP EB JRPQ @ EVeRBIEEE@P JLOB ABPFO>?IB (B
@LRIA ABKV ->0V ?RQ QEBK EB TLRIAKbQ D>FK QEB BUQO> "RQ FC EB IBK/
QL ->0V EB TLKbQ E>SB BKLRDE QL MRO@E>PB QEB SFABL D>JB RKQFI ->OH
?2>@H *LEK QEBOBCLOB Gp@@itKcost QEB DOB>QBPQ LRQ@LJIB COLJ QEE
LC @ELF@BP KLQ Q>HBK TEBK @LKPFABOFKD >K FKSBPQJBKQ

Only the GreatestE

4 *LEK @LRIA>IPLRPB EFP QL MRO@E>PB > J>QE QBUQ?LLH KBT PL@HP L
peE&FP MOLCBPPLO "RQ PFK@B EB S>IRBP QEB SFABL D>JB QEB JLPQ QE>QF
>MMOLMOF>QB JB>PROB LC QEB LMMLOQRKFQV @LPQ

DLJ QEB
3K TEBK
BKQ
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4EB BNRFS>IBKQ S>IRB LC >

LRQ@LJIB FK QLA>VbP @>PE

| @>PE CILT >Q >KV QFJB 1>(
QE>K QEB MOBPBKQ

>0V E>P >I0B>AV C>@BA > PFJFI>0 AB@FPFLK >KA J>AB EBO @ELF@B PEB |
CLOBDL FK>TBBH QL OB@BFSB KLT MOBPRJ>?IV QL BU@E>KDB CLO MF
DOLTIFKD PQLJ>@E 3MB@FCF@>IIV PEB E>P ABQB@IEKB/AIQESPMDER

QEB BNRFS>IBKQ S>IRB LC >K LRQ@LJIB FK QLA>VbP @>PE LC >Q QEB QFJ
M>V@EB@H FP IBPP QE>K  LQEBOTFPB PEB TLRIAKbQ ?B LCCBOFKD QELPI

42@=0 :8;=492 #@7?.:80>

4EBOB FP KL T>V QL AFOB@QIV @LIM>0B QLA>V >KA FK>TBBH PFK@B (
future value (FV) ! CRQROB S>IRB FP > @>PE CILT >Q >KV QFJB I>QBO QE>K QI
PL @LIJM>OFKD > 06 >KA >K &6 TLRIA ?B IFHB @LJM>OFKD >MMIBP >KA LO>KD
MOLMBO @LIJM>OFPLK FP QL CFKA QEB MOBPBKQ S>IRB LC B>@E @>PE CILT
MOBPBKQ S>IRBLC QLA>VJRPQ ?BBNR>IQL ?V ABCFKFQFLK

7B E>SB QL J>HB PFJFI>0 @ELF@BP BSBOV A>V CLO BU>JMIB PELRIA) MRQ |
TLOH PQRAVFKD KLT TFQE QEB ELMBP LC BSBKQR>IIV B>OKFKD > EFDEBO D(
BU>J ?RQ CLOBDLFKD QE>Q QBIBSFPFLK MOLDO>J 4B@EKF@>IIV TB @LRIA
MOBPBKQ S>IRB LC >K ELRO LC I>?LO FK QEB CRQROB FK QBOJP LC QLA>VbF
KLT TB TFIl OBPQOF@Q LROPBISBP QL LKIV @LKPFABOFKD CFK>K@F>| FKSB
FKMRQP >KA QEB LRQ@LJBP >0OB >Il NR>KQFCF>?IB FK JLKBQ>0V QBOJP

7EF@E FP TLOQE JLOB > ALII>0O QLA>V LO > ALII>O QLJLOOLT &BBI COBB QL

>KV @ROOBK@V ->0V FP TFIIFKD QL M>V  ALII>OP FK > TBBH CLO QLA>V

ALII>OP JRPQ ?B TLOQE JLOB QL EBO 4EB OB>PLK PEB FP LCCBOFKD QEB EF
>JLRKQ FP MOBPRJ>?IV ?B@>RPB PEB FKQBKAP QL AL PLIBQEFKD TFQE QE!
QEB JB>KQFJB QE>Q FP LC EFDEBO S>IRB QE>K M>VFKD LC FKQBOBPQ #LR
BSBO ?B QORB .L ! ALII>O QLA>V @LRIA B>PFIV ?B QROKBA FKQL > ALII>O QL.
GRPQ ELIAFKD LK QL FQ >KA KLQ ALFKD >KVQEFKD PL KL LKB TLRIA BSBO >@
ALII>OP QLJLOOLT

DBO

00BPBKQ 6>IRB >KA &RQROB 6>IRB
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Picking Nits

)C QEBOB T>P PLJB @LPQ QL ELIAFKD ALII>OP P>V ?B@>RPB VLR E>A PL J>
QL EFOB > DR>0A QL J>HB PROB KL?LAV PQLIB VLRO @>PE QEBK FQ JFDEC
CLO > ALII>0 QLJLOOLT QL ?B TLOQE JLOB "RQ QE>Q >PPRJBP QEBOB FP Kl
CLO VLR QL AL TFQE VLRO JLKBV ?BQQBO QE>K ELIAFKD FQ BSBK PMBKAFI
QE>Q QEB @LPQ LC QEB DR>0A FP KLQ QOFSF>| &LO >Il MO>@QF@>! MRO
FP DLFKD QL ?B TLOQE JLOB QE>K > ALII>0O QLJLOOLT

KEY TAKEAWAYS

X %SBOVLKBbP OBPLRO@BP >OB IFJFQBA PL @LJJFQQFKD QL >K FKSBP
LMMLOQRKFQV @LPQ BNR>I QL QEB ?BPQ >IQBOK>QFSB RPB LC QEB C

X #LIM>OFKD 06P TFQE &6P QBII RP KLQEFKD #LJM>OFPLKP @>K LKIV ?B
TFQE @>PE CILTP BS>IR>QBA >Q QEB P>JB MLFKQ FK QFJB

X 1ALII>0O LO BROL LO VBK BQ@ QLA>V FP TLOQE JLOB QE>K > ALII>O
QLJLOOLT

EXERCISES

7E>Q FP QEB OBI>QFLKPEFM ?BQTBBK MOBPBKQ S>IRB >KA CRQROB S
7E>Q >0B QEB LMMLOQRKFQV @LPQP LC >QQBKAFKD @LIIBDB )K DBK
VLRO >J @I>PP QLILOOLT JLOKFKD

00BPBKQ 6>IRB >KA &RQROB 6>IRB
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6.2 Interest

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

$BCFKB QEB @LK@BMQP LC MOFK@FM>| >KA FKQBOBPQ
$BP@OF?B ELT >K FKQBOBPQ O>QB FP ABOFSBA COLJ > 06 >KA &6
$BP@OF?B ELT > J>OHBQ FKQBOBPQ O>QB FP ABQBOJFKBA

#LKQFKRFKD LRO AFP@RPPFLK LC *LEK >KA ->0V PRMMLPB *LEK AB@IFKBP
AB>| >KA ->0V @LRKQBOMOLMLPBP _#LRIA VLR IBKA JB GRPQ QEBK )bll P(
QEB CRIl KBUQ TBBH 7B KLT HKLT QE>Q FP DOB>QBO QE>K QEB MOBPBK

QL ->0V )C *LEK TBOB QL KLT >@@BMQ QEB MOLMLP>| TB TLRIA CROQEBC
QEBO06LC QL *LEK FP PLIBTEBOB ?BQTBBK >KA PFK@B EB >@@BMQBA
OBGB@QBA )C ->0V @LKQFKRBA QL J>HB MOLMLP>IP QL *LEK PEB TLRIA B
CFKA QEB MLFKQ TEBOB *LEK FP FKAFCCBOBKQ ?BQTBBK DFSFKD QEB >DORB
OB@BFSFKD [>QBO 4EFP MLFKQ LC FKAFCCBOBK@B JRPQ ?B QEB MOBPB

FK > TBBH /C @LROPB *LEK @LRIA AL QEB P>JB QL ->OV QL CFKA EBO 06 'F
QEB06LC FK>TBBH CLO ->0V FP IBPP QE>K *LEKbP 06 QEBV PELRIA ?B >?I
QL >K >DOBBJBKQ /C @LROPB FC QEBVbhOB BU>@QIV BNR>I QEBK QEBV @LI
TLRIA ?B FKAFCCBOBKQ QL ALFKD QEB QO>AB

OOkay, | Guessk.O

)K BSBOVA>V @LKSBOP>QFLK TEBK TB PMB>H LC ?BFKD FKAFCCBOBKQ QI
JB>KP PLIBQEFKD KBD>QFSB 7EBK TB P>V _FKAFCCBOBKQ' FK B@LKLJF@
CFK>K@B TB JB>K FQ IFQBO>IIV GRPQ >P E>MMV QL AL QEB QO>AB >P KLG
MBKKV JLOB TBbA >IT>VP AL QEB QO>AB >KA LKB MBKKYV IBPP >KA TBbIl P>
QE>KH VLR
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)K > IL>K QEB >JLRKQ LOFD
2LOOLTBA

)K > IL>K QEB AFCCBOBK@F
?BQTBBK QEB >JLRKQ ?LOO
>KA QEB >JLRKQ OBM>FA

4EB O>QFL LC QEB FKQBOB
MOFK@FM>| CLO > IL>K 4VN
BUMOBPPBA >P >K 102

IF@>IIV

)KQBOBPQ

,BQbP >PPRJB ->0OVbP 06 FP BU>@QIV 7B @>K KLT NR>KQFCV QEB LMMLOQ!
>OV>P d >0V FP TFIIFKD QL M>V CRQROB ALII>OP QL ?LOOLT CLO:
TBBH )K > IL>K TB @>Il QEB LOFDFK>| ?LOOLTBA pibBilk§) >KA QEB
AFCCBOBK@B ?BQTBBK QEB >JLRKQ ?LOOLTBA >KA QEB >JLRKQ OBM>FA QE
interest )C TB ILLH >Q QEB O>QFL LC QEB FKQBOBPQ QL QEB M@&F&@®FM>| TE
rate )K QEFP @>PB QEB FKQBOBPQ O>QB CLO QEB TBBH FP

>0V TFIl >P >?LOOLTBO QOV QL DBQ QEB ILTBPQ FKQBOBPQ O>QB PEB @>!
->OQE> ALTK QEB E>II TFII ?B TFIIFKD QL IL>K EBO  >KA LKIV >PH CLO  FK >T
PL PEB TFII LKIV M>V FKQBOBPQ CLO > TBBHIV FKQBOBPQ O>QB LC

*LEK >P QEB IBKABO T>KQP QL OB@BFSB QEB EFDEBPQ FKQBOBPQ O>QB EF
QEBOB >0B LQEBO MLQBKQF>| ?LOOLTBOP EBbIl MF@H QEB LKB TFIIFKD QL :
0>QB >PPRJFKD LC @LROPB QE>Q EFP 06 LC QEB MOFK@FM>| MIRP FKQBO
QEB >JLRKQ ?LOOLTBA !P TB >AA JLOB MLQBKQF>I IBKABOP >KA ?LOOLTBOF
QEB FKSFPF?IB E>KA Q>HBP LSBO >KA TB PELRIA CFKA >K BNRFIF?0FRJ FKQ!
J>OHBQ FKQBOBPQ O>QB BJBODB .LQB QE>Q FKQBOBPQ O>QBP >OB FIMIFE
2>PBA LK QEB M>OQF@FM>KQPb OBI>QFSB S>IR>QFLKP LC @>PE >Q AFCCBC
TFII LCQBK >P > PELOQE>KA PMB>H LC QEB FKQBOBPQ O>QB >P > DFSBK ?R
OBJBJ?BO QE>Q RIQFJ>QBIV QEB FKQBOBPQ O>QB FP QEB ABOFSBA KRJ?BO

)C QEB J>OHBQ FP |>0DB BKLRDE QEBK FC ->0OV T>KQBA QL ?LOOLT QTF@B :
PEB PELRIA 2B >?IB QL PQFII >MMIV QEB P>JB FKQBOBPQ 0>QB QL EBO MOFK
FKQBOBPQ LTBA 3L FC ->OQE> FP TFIIFKD QL IBKA->0V  >Q  ->OV TFIILT
MOFK@FM>I FKQBOBPQ e LO QTF@B ->0OQE>bP
LOFDFK>I >5DOBBA &6 LC  .LQB QE>Q FC TB HKLT QEB FKQBOBPQ ©>QB CLO
QEBK QEB OBI>QFLKPEFM ?BQTBBK QEB 06 >KA QEB &6 TFIl 7B

<@,?4:9 9?0=0>? %,?0 !,?.30> '480 $0=4:/
MOFK@FM>I FKQBOBPQ &6

06 06e = &6

06 e = &6

L J(QBOBPQ >Q > CRKA>JBKQ>I IBSBI OBMOBPBKQP QEB @LPQP BPMB@F>IIV

LC >K FKSBPQJBKQ FC QEB J>OHBQ FP @LIJMBQFQFSB QEBK > @LJMBQFQF
2B L?Q>FKBA COLJ >KLQEBO @ELF@B LC FKSBPQJBKQ CLO QEB OBPLRO@BF

LT@A’PQP >0B QEB MBO@BFSBA OFPHP LC >K FKSBPQJBKQ &LO BU>JMIB ->QV

OBIF>?IB ?LOOLTBO FK QEB M>PQ ?RQ FC *LEK ?BIFBSBP QE>Q QEBOB FP > ¢
KLQ M>V EFJ ?>@H QEBK EB JFDEQ ABJ>KA > EFDEBO &6 CLO QEB P>JB 06 B!
D QEB FKQBOBPQ O>QB
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KEY TAKEAWAYS

X MOFK@FM>I FKQBOBPQ &6

X JKQBOBPQ FP ABOFSBA COLJ QEB AFCCBOBK@B ?BQTBBK 06 >KA &6 >k
@LIMBKP>QFLK CLO QEB @LPQP FK@IRAFKD LMMLOQRKFQV @LPQP :
MBO@BFSBA OFPH LC >K FKSBPQJBKQ

X 4EB J>OHBQ FKQBOBPQ O>QB FP ABOFSBA COLJ QEB OBI>QFSB S>IRBF
2V QEB M>0OQF@FM>KQP

EXERCISES

)C > ?>KH >@@LRKQ ?BDFKP QEB VB>0O TFQE > ?>I>K@B ?RQ BKAP Q
TFQE TE>Q FP QEB FIMIFBA >KKR>I FKQBOBPQ O>QB

)C FKQBOBPQ O>QBP >0B @ROOBKQIV MBO VB>0 QE>K TE>Q FP QEE
B>OKBA LK > FKSBPQJBKQ FK LKB VB>0 7E>Q FP QEB QLQ>I &6

)C >Q QEB BKA LC QEB VB>0 >K FKSBPQJBKQ FP TLOQE  >KA QEB FJ\
FKQBOBPQ O>QB FP MBO VB>0O TE>Q T>P QEB 06 LC QEB FKSBPQJBK
?BDFKKFKD LC QEB VB>0

)KQBOBPQ
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6.3 Simple Interest

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

$BCFKB PFIMIB FKQBOBPQ
#>l@RI>QB PFIMIB FKQBOBPQ CLO >K FKSBPQJBKQ

7E>Q AL VLR QEFKH PELRIA E>MMBK FC ->0V TFPEBP QL ?LOOLT QEB  COLJ-
QTL TBBHP 3ELRIA PEB >PPRJB PEBbII LKIV E>SB QL M>V QEB P>JB  LC FKQB
@LROPB KLQ )Q FP IFHBIV QL BUMB@Q QE>Q ->OQE> TFIl ABPFOB JLOB FKQE
@LIMBKP>QB EBO CLO QEB LMMLOQRKFQV @LPQ LC QEB PB@LKA TBBH 3L |
FIMLOQ>KQ QL KLQB CLO TE>Q MBOFLA >K FKQBOBPQ O>QB >MMIFBP &LO B
RPFKD > VB>0 FKQBOBPQ O>QB FC VLR KBBA > TBBH O>QB

,BQbP >PPRJB QE>Q ->0OQE> FP TFIIFKD QL IBKA QL ->0V CLO QEB PB@LKA TB
>AAFQFLK>l  ABQBOJFKFKD FKQBOBPQ FK B>@E MBOFLA COLJ LRQPQ>KAF
FP HKLTK sinple interest 4TL TBBHP LC ?LOOLTFKD JB>KP e LC
FKQBOBPQ LTBA CLO > CFK>| M>VJBKQ LC MOFK@FM>l FKQBOBPQ

<@,?4:9 &48;70 9?0=0>? 1:= $0=4:/>
MOFK@FM>| CFOPQ TBBHbP FKQBOBPQ PB@LKA TBBHbP FKQBOBPQ &6
06 0Obe= 06e= &6
06 e = = &6

06 e = &6

4EB QLQ>| FKQBOBPQ M>FAFP SP ?LOOLTBA PL QEB FIJMIFBA TBBH FKQ
.LQB QE>Q QEFP FP MOB@FPBIV QTF@B QEB TBBHO>QBLC 4l

DBKBO>IFWB CLO JLOB MBOFLAP PFK@B QEB FKQBOBPQ M>FA TFII ?B QEB F

$BQBOJFKFKD FKQBOBPQ FK §5@5>K PFIMIV JRIQFMIV QEB FKQBOBPQ 0>QB ?V QEB KRQREIBOQEBOFLAP

MBOFLA COLJ LRQPQ>KAFK
MOEK@FM>] LKIV BCCB@QFSB 0>QB CLO QE>Q MBOFLA
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<@,?4:9 &48;70 9?0=0>7? 1:=9 $0=4:/>

0O6e 9= &6

KEY TAKEAWAY

X 3FJMIB )KQBOBPQ 06%= &6

EXERCISES

)C FP FKSBPQBA >Q> FKQBOBPQ O>QB ELT JR@E PFIMIB FKQBOBF
B>OKBA FK VB>OP 7E>Q FP QEB QLQ>I &6 LC QEB FKSBPQJBKQ

)C > IL>K PE>OH LCCBOP QL DFSBVLR  QLA>V FK OBQROK CLO  Fl
QEOBB TBBHP TE>Q FP QEB FIMIFBA TBBHIV FKQBOBPQ O>QB >PPRJFI
FKQBOBPQ

| 2>KH >@@LRKQ @ROOBKQIV E>P > 2>I>K@B LC  ALII>OP )C QEB FKF
ABMLPFQ T>P J>AB CLRO VB>OP >DL >KA QEB PFJMIB FKQBOBPQ O>QE
TE>Q T>P QEB FKFQF>I ABMLPFQ

3FJMIB )KQBOBPQ
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6.4 Compound Interest

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

$BQBOJFKFKD FKQBOBPQ F
MBOFLA ?>PBA RMLK MOFK
>KA >@@ORBA FKQBOBPQ

(LT COBNRBKQIV FKQBOBP(
FKQBOBPQ FP ABOQBOJFKBA

LEARNING OBJECTIVES

$BCFKB @LIJMLRKA FKQBOBPQ
#>l@RI>QB @LIMLRKA FKQBOBPQ CLO >K FKSBPQJBKQ

LT TE>Q E>MMBKP FC ->0QE> Q>HBP QEB CLIILTFKD IFKB LC QELRDEQ _->O\
QEB BKA LC TBBH PL QEB PB@LKA TBBH FP >P FC PEB FP ?LOOLTFKD QL \
TBBHbP AB?Q ) PELRIA?B @E>ODFKDEBO LC LO  FKQBOBPQ CLO Q!
TBBH

7EBOB ALBP QEB BUQO> LCFKQBOBPQ d @LJBCOLJ ->OQE>FP KLT
>PPRJFKD QE>Q FK QEB PB@LKA TBBH >AAFQFLK>I FKQBOBPQ KBBAP QL ?B
TBBHbP FKQBOBPQ LC 3FK@B LC FP ->0V TLRIA LTB BSBK JLOB
FKQBOBPQ CLO B>@E TBBH PEB ALBPKbQ OBM>V QEB IL>K FK@IRAFKD FKQE
FKQBOBPQ LK FKQBOBPQ LK FKQBOBPQ BQ@ 4EFP PQ>QB LC >CC>FOP TEE
ABQBOJFKBA FK B>@E MBOFLA ?>PBA RMLK MOFK@FM>| >KA >@ @ORBA FKC
compound interest

#LIMLRKA FKQBOBPQ FP JR@E JLOB @LJJLK QE>K PFIMIB FKQBOBPQ RKIBP
PQ>QBA LQEBOTFPB FQ FP ?BPQ QL >PPRJB FKQBOBPQ TFIl ?B @LJMLRKAB/
>IPL FKQOLAR@BP >KLQEBO @LJMIBUFQYoRE&URABY peried  ELT
COBNRBKQIV FKQBOBPQ LK FKQBOBPQ FP ABQBOJFKBA )K QEFP @>PB LRO
FP TBBHIV PL TB KBBA QL RPB QEB TBBHIV O>QB LC FKQBOBPQ >KA @E>OD!
FKQBOBPQ >MMOLMOF>QBIV

<@,?4:9 :8;:@9/ 9?70=0>? 1:= $0=4:/>

* KiFK@FM>1 CFOPQ TBBHDP FKQBOBPQ PB@LKA TBBHOP FKQBOBPQ FKQI

06 06e = 06e= ;06e =e=< &6

) LK

06e === &6
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#LIMLRKA )KQBOBPQ

0O6e = &6

<@,?4:9 :8;:@9/ 970=0>? 1:= $0=4:/> ,7?0=9,?4A0
>JLRKQ LTBA>Q TBBH FKQBOBPQ LK >JLRKQ LTBA>Q TBBH &6
06 06e =< ;06 06e =<e= &6
;06 e =< ;06e =<e= &6
06e O<e O &6

O6e = &6

#LKPFABOFKD QE>Q QEB QLQ>| LTRAIROMBBFIAQFJIBP TE>Q FP LTBA QEB
MOFLO MBOFLA DFSBP RP QEB DBKBO>IFWBA CLOJ CLO @LJIMLRKA FKQBOBI

<@,?4:9 :8:@9/ 9?0=0>? 1:=9 $0=4:/>

06e =9 &6

Geometric Growth

#LIMLRKA )KQBOBPQOBAFLAP FP LKB LC QEB JLPQ FIMLOQ>KQ BNR>QFLKF
LC CFK>K@B >KA >@QR>IIV J>KV LC QEB P@FBK@BP >P TBIl 'KVQEFKD QE
@LKPQ>KQ 0>QB ?>PBA LK QEB >JLRKQ QEB MBOFLA ?BCLOB CLO BU>JMIE
MBQOF AFPE @>K ?B JLABIBA ?V QEFP BNR>QFLK

LT QE>Q TB E>SB > DBKBO>IFWBA BNR>QFLK TB @>K OB>00>KDB FQ QL PLI
QE>K GRPQ &6 4EFP BNR>QFLK FP PL FIMLOQ>KQ QE>Q JLPQ CFK>K@F>| @:
PMOB>APEBBQ MOLDO>JP E>SB ABAF@>QBA CRK@QFLKP QE>Q @>K ?B RPE
QEB S>OF>?IBP DFSBK QEB LQEBO QEOBB

KEY TAKEAWAYS

X06e =° &6
X #LIMLRKA FKQBOBPQ FK@IRABP FKQBOBPQ LK FKQBOBPQ
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EXERCISE

)C FPFKSBPQBA>Q> FKQBOBPQ O>QB ELT JR@E @LIMLRKA FKQE
TFIl ?B B>OKBA FK VB>OP (LT JR@E JLOB @LIMLRKA FKQBOBPQ FP B>
SP PFJMIB FKQBOBPQ FK LQEBO TLOAP TE>Q T>P QEB FKQBOBPQ LK
7E>Q FP QEB QLQ>I &6 LC QEB FKSBPQJBKQ

#LIMLRKA )KQBOBPQ
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6.5 Solving Compound Interest Problems

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

#OB>QB QFJBIFKBP QL PLISB PFKDIB @>PE CILT MOL?IBJP

#>|@RI>QB QEB &6 LC > @>PE CILT

#>|@RI>QB QEB 06 LC > @>PE CILT

#>1@RI>QB QEB FKQBOBPQ O>QB FIMIFBA ?V QTL @>PE CILTP

5PB > @>I@RI>QLO LO PMOB>APEBBQ QL @>I@RI>QB &6 06 O LO K DF
LQEBO FKMRQP

7EBK PLISFKD @LJMLRKA FKQBOBPQ MOL?IBJP QEB CFOPQ @OR@F>I PQBM
MOL?IBJ >P > QFJBIFKB )K @OB>QFKD QEB QFJBIFKB QEBOB >OB QTL FIMLO
@LKSBKQFLKP QL CLIILT &FOPQ @>PE FKCILTP PELRIA ?B OBMOBPBKQBA @
OB>ABO MLFKQFKD ALTK TEBOB>P @>PE LRQCILTP >OB >T>V MLFKQFKD RI
06 FP >IT>VP B>OIFBO FK QFJB QL QEB IBCQ LC &6

42@=0 ,>4.'4807490

7B TFIl ABJLKPQO>QB ELT QL PLISB QEBPB MOL?IBJP ?V RPFKD QEB BNR>QFL
RPFKD > CFK>K@F>I @>1@RI>QLO >KA PMOB>APEBBQ PLCQT>0OB 0IB>PB KLC
> @>I@RI>QLO LO PMOB>APEBBQ @>PE FKCILTP TFIl 7B OBMOBPBKQBA RPF
TEFIB LRQCILTP TFIl ?B KBD>QFSB !IPL TEFIB QEB FKMRQP >0OB C>FOIV PQ>K
>JLKD ?0O>KAP MIB>PB PBB QEB >MMBKAFU QL QEFP @E>MQBO CLO AFCCBO
MLMRI>O @>I@RI>QLO >KA PMOB>APEBBQ ?0O>KAP

Solving for FV

&@>,9 /0;:>47?> 497?:,>,A492> ...@9? 17304970=0>?=,704> .:8;:@9/0/,99@
B3,? 4> 30=0C;0.?0/ -,7,9.0 49 14A0 DO,=>
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3FK@B 3RP>K FP DFSFKD EBO JLKBV QL QEB ?>KH QE>Q FP > @>PE LRQCILT
PEB @LRIA MLQBKQF>IIV TFQEAO>T QEB JLKBVY @>RPFKD >K FKCILT

42@=0

.LOB QE>Q FC TB PLISB QEB MOL?IBJ COLJ QEB ?>KHbP MLFKQ LC SFBT QEB I
FP QEB AFOB@QFLK LC QEB @>PE CILTP 4EB KRJ?BOP TFIl KB@BPP>OFIV E>

42@=0

7B @>K PLISB QEFP MOL?I1BJ TFQELRQ OBPLOQFKD QL CLOJRI>P LO QB@EKL!
OB>PLKFKD QEOLRDE QEB ?>I>K@BP >Q QEB BKA LC B>@E LC QEB VB>0P !C
TFII DOLT ?V e &LO VB>0 QTL
QEB BKQFOB ?>I>K@B TFII DOLT ?V >KLQEBO e
IKA PL LK RKQFI TB OB>@E > VB>0 CFSB ?>I>K@B LC

42@=0

3LISFKD TFQE QEB CLOJRI> VFBIAP QEB OBPRIQ C>PQBO ?RQ FQ FP SBOV FJ
@LK@BMQR>IFWB TEV QEB CLOJRI> TLOHP 5PFKD >UB>OP= MBO
VB>0 OBPRIQP FK

m

.LOB QE>Q TB JRPQ RPB QEB AB@FJ> OBMOBPBKQ>QFLK LC QEB FKQBOBP
LC CLO QEB CLOJRI> QL TLOH MOLMBOIV

3LISFKD #LJMLRKA )KQBOBPQ 0OL?IBJP
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Sanity Check

3FK@B QEB AFCCBOBK@B ?BQTBBK PFIMIB FKQBOBPQ >KA @LIMLRKA FKC
OBI>QFSBIV PJ>Il TB @>K NRF@HIV RPB PFIMIB FKQBOBPQ QL _P>KFQV @F
CLOBOOLOP LC FP PLTFQE PFIMIB FKQBOBPQ TB TLRIADBQ MB(
VB>O LO e QLQ>I FKQBOBPQ #LIJMLRKAFKD PELRIA VFBIA PIFDEQIV .
QE>K PFIMIB FKQBOBPQ TEF@E TB @>K SBOFCV LKIV >AAP  JLOB /C @L
EFDEBO QEB FKQBOBPQ 0>QB LO QEB JLOB MBOFLAP QEBOB >0OB TFIl @>R
QL FK@OB>PB ?RQ FQbP > RPBCRI ?BK@EJ>OH QL QBPQ QE>Q TB >OB FK (

3LISFKD TFQE > CFK>K@F>l @>I@RI>QLO FP C>FOIV PQO>FDEQCLOT>0A LK(
QEB MOLMBO FKMRQP >KA >@@LRKQ CLO > CBT JFKLO AFCCBOBK@BP 4EB
FKCILTP >OB OBMOBPBKQBA >P MLPFQFSB KRJ?BOP >KA LRQCILTP >P KBD>C
4ERP QL OBMOBPBKQ LRO MOL?IBJ >@@RO>QBIV QEB 06 PELRIA ?B BKQBOF
KRJ?BO PFK@B 3RP>K FP ABMLPFQFKD QEB JLKBV FK QEB ?>KH TEF@E FP >
/C @LROPB FC TB PLISB QEFP MOL?IBJ COLJ QEB MBOPMB@QFSB LC QEB ?>|
06 TB TFIl DBQ QEB P>JB >KPTBO CLO &6 GRPQ TFQE QEB PFDK CIFMMBA 4
FIMLOQ>KQ AFCCBOBK@B CLO CFK>K@F>I @>I@RI>QLOP FP QE>Q QEBV BU
> MBO@BKQ>DB KLQ AB@FJ>I &LO KLT VLR @pvit FEXKLOB QEB

#,246-d 06 . ) #04 &6

PELRIA PELT QEB MOLMBO PLIRQFLK LC

5PFKD > PMOB>APEBBQ CRK@QFLK FP SBOV PFJFI>0 QL >pBRKFH@F>1 @>@F
MOL?>?IV ?B > OBNRFOBA FKMRQ PL CLO KLT GRPQ BKQBO TBbIl BUMI>FK T
CLO FK QEB KBUQ @E>MQBO

&6 0>QB KMBO MJQ MS

&6 d

IIPL TEBK ABQBOJFKFKD QEB FKMRQP CLO > MOL?IBJ KL J>QQBO TE>Q JBQE
FQ FP > DLLA E>?FQ QL TOFQB QEB FFIRARKHPERMIst match the
| 0>QB NRLOB ABQBOJFKB ?gompounding period 40>AFQFLK>IIV FKQBOBPQ O>QBP >OBMNRAIQBA >P >K
JRIQFMIVFKD QEB @LJMLRKAR@scentage Rate (APR) LO QEB @LIJMLRKAFKD MBOFLAbP FKQBOBPQ O>QB JR

MBOFLAbP FKQBOBPQ O>QB AYRBKRJI?BO LC MBOFLAP FK >VB>0 3FK@B QEB @LJMLRKAFKD MBOFLA FK |
KRJ?BO LC MBOFLAP FK > VB>0

3LISFKD #LJMLRKA )KQBOBPQ 0OL?IBJP
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MOL?IBJ T>P VB>0OIV TB AFAKbQ KBBA QL Q>HB QEFP FKQL >@@LRKQ ?RQ JI
BU>JMIBP QBKA QL E>SB PELOQBO @LJMLRKAFKD MBOFLAP PBJF >KKR>IIV .
ASFIV 5KIBPP PMB@FCF@>IIV PQ>QBA LQEBOTFPB >Il PR?PBNRBKQ FKQBO!
PELRIA ?B >PPRJBA QL ?B NRLQBA >P 102P

<@,?4:9 $0=4:/4. 9?0=0>? %,?0 1=:8 $%

102 LC MBOFLAP FK>VB>0 MBOFLAF@ FKQBOBPQ O>QB

(LT TLRIA LRO >KPTBO @E>KDB FC QEB FKQBOBPQ T>P @LIMLRKABA JLKQEN
PQFII?B  ?RGTLRIA KBBA QL ?B JLKQEP MBO VB>0 MBO
JLKQE >KATLRIAKBBAQL?B VB>OPe JLKQEPMBOVB>O JLKQEP .LT
QE>8>KA9 ?LQE J>Q@E QEB @LIJMLRKAFKD MBOFLA TB @>K RPB LRO BNR>Q
m #LIMLRKAFKD JLOB COBNRBKQIV TFII
DBQ 3RP>K >?LRQ JLOB FK FKQBOBPQ QEFP JFDEQ PBBJ IFHB > PJ>Il AFCCI
EFDEBO FKQBOBPQ O>QBP LO ILKDBO ARO>QFLK JLOB COBNRBKQ @LJMLRF
I>0DBO FIM>@Q

Common Formula Mistakes

0>V >QQBKQFLK QL QEB ABQ>FIP TEBK RPFKD QEB CLOJRI> >P QEBOB >OB
J>HB JFPQ>HBP 4EB QTL ?FDDBPQ >0B RPFKD MBO@BKQ>DB TEBK AB@FJ!
KB@BPP>0V >KA KLQ J>Q@EFKD QEB @LJMLRKAFKD MBOFLA 3FK@B QEB
>0B AB>IFKD TFQE CLO FKQBOBPQ O>QBP @>K ?B PJ>Il > DLLA ORIB LC QE
CLRO AFDFQP KLQ @LRKQFKD IB>AFKD WBOLP LC QEB FKQBOBPQ O>QB

102 @LIMLRKABA A>FIV E>P LC FKQBOBPQ MBO A>V #LKSBOQFKD QL
AB@FJ>l >KLQEBO MLQBKQF>| PLRO@B LC BOOLO*"@LRKQ QELPB AB@FJ>|

IKLQEBO @LJJILK PLRO@B LC @LKCRPFLK @>K @LJB COLJ QEB I>?BIP _MOBF
_CRQROB’ PFK@B MOBPBKQ A>V ALBP KLQ >IT>VP IFKB RM TFQE 06 #LKPFAL
BU>JMIB

4A0 DO,=> ,2: &@>,9/0;:>4?0/ 497:,>,A492> ,...@9? 1 ?304970=0>? =,?0 4>
.:8;:@9/0/ ,99@,77D B3,? 4>30=-,7,9.0 ?:/,D

4EFP BU>JMIB FP BU>@QIV BNRFS>IBKQ TFQE QEB CFOPQ FK QEFP PB@QFLE
KLT ?BFKD QEB &6 )C LKB TBOB QL >IT>VP >PPRJB _MOBPBKQ S>IRB" JRPQ 7E

3LISFKD #LJMLRKA )KQBOBPQ 0OL?IBJP
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A>V" QEB PBQ RM QL QEB MOL?IBJ TLRIA DL >l TOLKD $O>TFKD QEB QFJBIFK
P>CBIV MRQP QEB [>?BIP TEBOB QEBV MOLMBOIV PELRIA ?B 4EFP FP TEV ?V
TFIl >1IJLPQ BU@IRPFSBIV RPB QEB I>?BIP 06 >KA &6 FKPQB>A LC QEB CRII TLC

42@=0 =,;3:1 ):A0="4801:= 4110=09? 9?0=0>? %,?0>

Solving for PV

&@>,9 3,>, -,7,9.0 49 30=>,A492> ,...@9? 1 ?3049?0=0>? =,70 3,>-009
.:8::@9/0/ ,99@,77D 3:B8@.3/4/>30/0;:>4? 14A0 D0O,=> ,2: B309 >30 :;090/ ?30
. @97

42@=0 $) C,8;70'4807490

)Q FP SBOV FIMLOQ>KQ QL KLQB QE>Q BSBK QELRDE EBO @ROOBKQ ?>I>K (@
LRO &6 >P TB KBBA QL PLISB CLO QEB >JLRKQ B>OIFBO LK QEB QFJBIFKB TE}
QEB 06 ! OBMEO>PFKD LC QEB P>JB MOL?IBJ TLRIA ?B

&@>,9 B,9?>?: 3,A0 -,7,9.0 49 30=>,A492> ,...@9? 49 14A0 DO,=> 1 ?30 49?0
=?04> ..8;;@9/0/,99@,77D 3:B 8@.3 8@>7? >30/0;:>4? 9:B

17 m

3LISFKD CLO 06 VFBIAP QEB PLIRQFLK LC ~ "B@>RPB PLISFKD CLO 06 FP PR
COBNRBKQ Q>PH FK CFK>K@B FQ FP TLOQETEFIB QL OB>00>KDB QEB BNR>

<@,?4:9 :8;:@9/ 9?0=0>? 1:=9 $0=4:/> =0,==,920/
17 m Si "7
‘7
17 S
5PFKD > CFK>K@F>l @>I@RI>QLO

#,2 46- &6 . ) #04 06

PELRIA PELT QEB MOLMBO PLIRQFLK LC d

3LISFKD #LJMLRKA )KQBOBPQ 0OL?IBJP
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3MOB>APEBBQ

06 0>QB KMBO MJQ CS
06

d

42@=0

Solving for the Interest Rate

A4/ @==09?7D 3,> ?3:@>9/,9/ B:@7/ 7460 ?: /:@-70 ?34> 8:90D ?3=:@23 49AC
-D 34>;7,990/ =0?4=0809? 49 DO,=> ? B3,? 49?0=0>7 =,20 8@>? 30 49A0>? ?: .3
2.7

3FK@B $>SFA E>P  QELRP>KA >KA T>KQP QL ALR?IB EFP JLKBV EB JRPQ T>
OB@BFSB QELRP>KA FK VB>OP

42@=0

So Many ZerosE.

3LIBQFJBP FK CFK>K@B TB AB>| TFQE SBOV I>0DB PRJP LC @>PE QELRP>}
LO BSBK ?FIIFLKP 2>QEBO QE>K QVMB >II LC QELPB WBOLP B>@E QFJB >K;/
IB>SB LKB LCC FK BOOLO TB @>K PQFII RPB QEBPB CLOJRI>P GRPQ CFKB *
LRO @>PE KRJ?BOP FK QEBFO OBPMB@QFSB RKFQP &LO BU>JMIB QEFP M
?B PLISBA MOLMBOIV TFQE 06 >KA &6 PFK@B LRO RKFQP >OB KLT QELF
LC ALII>OP *RPQ OBJBJ?BO QL ?B @LKPFPQBKQ

m S

3LISFKD CGLULRbII KBBA QL Q>HB QEB QE OLLQ VFBIAP QEB PLIRQFLK LC

3LISFKD #LJMLRKA )KQBOBPQ 0OL?IBJP
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5PFKD > CFK>K@F>I @>1@RI>QLO
#,2 46- d 06 . &6 #04 )

PELRIA PELT QEB MOLMBO PLIRQFLK LC .LQB QE>Q LKB LC QEB @>PE CIL
KBD>QFSB >KA LKB MLPFQFSB LO QEB @>I1@RI>QLO TFIl MOLAR@B >K BOOL(

3MOB>APEBBQ

214% KMBO MJQ MS CS

214% d

Growth Rate
.LQB QE>Q TB @>K RPB QEFP CLOJRI> QL PLISB CLO >KV O>QB LC DOLTQE
OBSBKRB DOLTQE LO DOLTQE FK QEB AFSFABKAP LC > PQL@H

Solving for the Number of Periods

A4l .@==09?7D 3,> ?3:@>,9/,9/B:@7/ 7460 ?: [:@-70 ?34> 8:90D ?3=:@23 49AC
-D 34> =074=0809? 1 ?30-0>? 49?70=0>? =,70 30.,9 149/4> 3:B 7:92 B477 30 3,A(
=0?4=0

42@=0

m @)

3LISFKD QLEP > IFQQIB QOF@HV TBbA KBBA QL RPB ILD>OFQEJP -LPQ MOLC
GRPQ RPB > CFK>K@F>| @>I@RI>QLO LO PMOB>APEBBQ CLO QEBPB QVMBP |

5PFKD > CFK>K@F>I @>1@RI>QLO

3LISFKD #LJMLRKA )KQBOBPQ 0OL?IBJP
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#,2 46- d 06 ) &6 #04 . PELRIAPELT QEB MOLMBO
PLIRQFLKLC  VB>OP ID>FK LKB LC QEB @>PE CILTP JRPQ ?B KBD>QFSB >k
MLPFQFSB LO QEB @>I@RI>QLO TFIl MOLAR@B >K BOOLO

3MOB>APEBBQ

.0%2 0>QB MJQ MS CS

.0%2 d

Rule of 72

&FKAFKD QFJB QL ALR?IB FP PL @LJJLK QE>Q QEBOB FP > NRF@H QOF@H (
>MMOLUFJ>QB >KPTBO 3FJMIV AFSFAB ?V QEB FKQBOBPQ O>QB >KA QE>
FK J>Q@EFKD MBOFLAP LC @LROPB 3L FC JV ?RPFKBPP FP DOLTFKD >Q

TFIl ALR?IB FK >?LRQ JLKQEP )Q >IPL TLOHP QL CFKA QEB FKQBOBPC
DFSBK KRJ?BO LC MBOFLAP FC ) T>KQ JV JLKBV QL ALR?IB ?V JV OBQFOBJE
VB>OP QEBK ) KBBA > 0>QB

KEY TAKEAWAYS

X IT>VP J>HB > QFJBIFKB 06 FP QL QEB IBCQ LC &6
X 7TEBK RPFKD > CFK>K@F>l @>I@RI>QLO LO > PMOB>APEBBQ CRK@QFL

FKCILTP >0OB MLPFQFSB >KA LRQCILTP >0OB KBD>QFSB 4EBOB JRPQ >IT
IB>PQ LKB LC B>@E QVMB FC PLISFKD CLO O LOK

3LISFKD #LJMLRKA )KQBOBPQ 0OL?IBJP
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EXERCISES

)C FP FKSBPQBA>Q > 102 ELT JR@E FKQBOBPQ TFII ?B B>OKBA FK
VB>OP @LIJMLRKABA >KKR>IIV #LJMLRKABA JLKQEIV #LJMLRKABA
ASFIV

)C > IL>K PE>OH LCCBOP QL DFSBVLR  QLA>V FK OBQROK CLO  FI
QEOBB TBBHP TE>Q FP QEB FIJMIFBA TBBHIV FKQBOBPQ O>QB 7E>Q FI
NRLQBA >P >K 102

1 25KH >@@LRKQ @ROOBKQIV E>P > ?>I1>K@B LC  ALII>OP )C QEB FK
ABMLPFQ T>P J>AB CLRO VB>OP >DL >KA QEB FKQBOBPQ O>QB FP
@LIMLRKABA >KKR>IIV TE>Q T>P QEB FKFQF>| ABMLPFQ )C QEB FKQB
FP FKPQB>A > 102 @LIMLRKABA JLKQEIV TE>Q T>P QEB FKFQF>| ABMI

3LISFKD #LJMLRKA )KQBOBPQ 0OL?IBJP
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6.6 Effective Interest Rates

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK QEB AFCCBOBK@B ?BQTBBK >K 102 >KA >K BCCB@QFSB FKQE
#>|@RI>QB >K BCCB@QFSB FKQBOBPQ O>QB

)C VLR >0OB PB>O@EFKD CLO QEB ILTBPQ FKQBOBPQ O>QB CLO > IL>K >KA Lk
MOL@I>FJP > 102 TEFIB >KLQEBO LCCBOP > 102 PELRIA VLR >IT>VP LMQ ClI
I>QQBO )Q QROKP LRQ QL KLQ ?B PL PQO>FDEQCLOT>0A ?B@>RPB LC QEB |
FK @LIMLRKAFKD MBOFLAP )C QEB  FP @LJMLRKABA A>FIV ?RQ QEB FP ¢
VB>OIV VLRbIl E>SB QEB CLIILTFKD

42@=0 110.7:1 47D :8;:@9/492

0BO ALII>O LC MOFK@FM>I QEB IL>KFP @BKQP LO  ?BQQBO LSBO > VE
LC JLOB COBNRBKQ @LIJMLRKAFKD QEB OB>IFWBA O>QB LC QEB PB@LKA

>@QR>IIV AEFP FP @>|IBAf€tRe interest rate  LO QEB BNRFS>IBKQ O>QB F
QEB IL>K TBOB QL ?B @LIJMLRKABA >KKR>IIV

4EB B>PFBPQ T>V QL CFKA QEB BCCB@QFSB FKQBOBPQ O>QB FP QL Q>HB >
QL QEB &6 FK LKB VB>O DFSBK QEB QBOJP LC QEB IL>K 3R?Q0>@QFKD QEB
QEB IL>K KBQP QEB FKQBOBPQ TEF@E >IPL BNR>IP QEB BCCB@QFSB FKQBC
QEB @LIMLRKAFKD MBOFLA FP >KKR>I QL ?BDFK TFQE QEB 02 FP QEB BCCB
0>QB 4VMF@>IIV ELTBSBO @LJMLRKAFKD FP JLOB COBNRBKQ @>RPFKD B
O>QBP EFDEBO QE>K QEB NRLQBA 102 JR@E QL QEB @E>DOFK LC J>KV @OB
ELIABOP -LPQ CFK>K@F>l @>I@RI>QLOP FK@IRAB > CRK@QFLK QE>Q @LJN
FKQBOBPQ O>QB &LO PMOB>APEBBQ RPBOP QEB CRK@QFLK FP

%&&0/8#4 102 LC MBOFLAP FK >VB>0

4EB BNRFS>IBKQ FKQBOBP() O>QB L

> IL>K FC FQ TBOB QL ?B
@LIMLRKABA >KKR>IIV

%&8&%#4
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5PFKD BCCB@QFSB FKQBOBPQ O>QBP >IILTP QTL LO JLOB LCCBOP QL ?B AFC
TFQELRQ QEB KBBA CLO CROQEBO @LKPFABO>QFLK LC QEB @LIJMLRKAFKD

KEY TAKEAWAY

X #LIM>OFKD O>QBP RPFKD !02P @LRIA ?B JFPIB>AFKD @>I@RI>QFKD Q
BCCB@QFSB FKQBOBPQ O>QB >IILTP CLO AFOB@Q @LJIJM>OFPLK

EXERCISE

9LRO @OBAFQ @>0A @E>ODBP > 102 @LIMLRKABA A>FIV 7E>Q FP QI
BCCB@QFSB FKQBOBPQ O>QB

%CCB@QFSB )KQBOBPQ 2>QBP
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6.7 End-of-Chapter Assessment

End-of-Chapter Assessment Head
&FOPQ M>0>DO>ME

0>0>DO>ME

0>0>DO>ME

>PQ M>0>DO>ME

End-of-Chapter Assessment Head
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End-of-Chapter Assessment Head

UJJ>@'OV UJ)>@'0V

w>@-ov

%KA LC #E>MQBO IPPBPPJBKQ



Chapter 7

Time Value of Money: Multiple Flows

The Cash Comes In, The Cash Goes OutE

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ C

-LOQD>DBP PQRABKQ IL>KP @OBAFQ @>0AP\ P>AIV JLPQ MBLMIBbP RKABO
MBOPLK>I CFK>K@B BUQBKAP LKIV PL C>0 >P _M>V TE>Q QEB ?FIl P>VP QL M
HKLT FC TBbOB M>VFKD QEB MOLMBO >JLRKQ !KA TE>Q TLRIA QEB BCCB@Q
JLOB QE>K QEB JFKFJRJ QEFP JLKQE 4EB ?>PF@ QLLIP KB@BPP>0V QL >KPT
NRBPQFLKP E>SB >I0B>AV ?BBK MOLSFABA FK QEB MOBSFLRP @E>MQBO >k
BUMILOB ELT QL RPB QEBJ QL PLISB QEBPB SBOV @LJJLK MOL?IBJP
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7.1 Multiple Cash Flows

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

#>|@RI>QB QEB .06 LC >K FKSBPQJBKQ
%S>IR>QB FKSBPQJBKQ @ELF@BP RPFKD .06

,840 B,> @; 7,70 B,?.3492 491:80=.4,7> ,9/>B ?3,? >30..@7/ ;@=.3,>0 230 7,70>? E
=:1/@.? 1:=04?30=  :=7?3=00 0,>D 8:9?37D 49>7?,77809?> ?30 14=>7 ;,D8097? 4> 4¢
1 1>300,=9> $%.:8;:@9/0/ 8:9?37D 49 30=>,A492> ,...@9? B34.3:;?4:9
>3:@7/>30 ;4.6

4EB QOF@H QL @LIM>OFKD @>PE CILTP RPR>IIV FP QL 06 QEBJ >l QL QEB P>
QFJB 7EBK QEBV E>SB ?BBK AFP@LRKQBA QL QEB P>JB QFJB QEBK QEBV @
PR?QO>@QBA LO @LIM>OBA TFQELRQ TLOOV $FP@LRKQFKD >II LC QEB @>
FKSBPQJBKQ QL QEB MOBPBKQ >AAFKD FKCILTP >KA PR?QO>@QFKD LRQCIL
CFKAFKD ERresent value (NPV) 7EBK AB@FAFKD >JLKD FKSBPQJBKQP TB
QVMF@>IIV TFPE QL @ELLPB QEB LKB TFQE QEB EFDEBPQ LO FK PLJB @>PB
.06

4EB .06 LC M>VFKD FJJBAF>QBIV FP L?SFLRPIVd 4L CFKA QEB .06 LC QEB
FKPQ>IIJBKQ MI>K TB PELRIA ILLH >Q QEB QFJBIFKB

42@=0 "$) C,8;70'4807490

102 @LIJMLRKABA JLKQEIV DFSBP > JLKQEIV FKQBOBPQ O>QB LC -LOB
AFP@RPPFLK LC BU>JMIB

$FP@LRKQFKD >II LC QEB @>REKV CFK>K@F>I @>I@RI>QLOP E>SB >K .06 PLISFKD CRK@QFLK>IFQV QL E>K

CILTP CLO >K FKSBPQJBKQ = ?
MOBPBKQ >AAFKD FKCILTP|> BE CILTP 0IB>PB @EB@H QEB >MMBKAFU CLO AFCCBOBK@BP ?BQTBBK C

PR?QO>@QFKD LRQCILTP >KA>0A MOL@BPP FP
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-RIQFMIB #>PE &ILTP

X 30BM  %KQBO #>PE &ILT TLOHPEBBQ

X 3QBM > )C BKQBOFKD KBT A>Q> >P LMMLPBA QL BAFQFKD TE>Q F
BKQBOBA @IB>0 QEB TLOHPEBBQ

X 3QBM %KQBO #& .BQ @>PE CILTP >Q QFJB

X 3QBM > IAS>K@B TLOHPEBBQ QL BKQBO # #>PE CILT >Q QFJB

X 3QBM ? IAS>K@B TLOHPEBBQ QL BKQBO & 4EB KRJ?BO LC QFJBI
OBMB>QP

X 2BMB>Q PQBMP >>KA ? RKQFI >l >5OB BKQBOBA

X 3QBM 0OBPP .06 >KA BKQBO MBOFLAF@ FKQBOBPQ O>QB

X 3Q0BM #LIJMRQB .06

)K LRO BU>JMIB MOL?IBJ QEB FKFQF>| @>PE CILT #& FPd "LQE LC QEB KB
@>PECILTP>0OBd PL TB @>K BFQEBO BKQBO QEBJ PBM>O>QBIV # d &

d & LOQBIIQEB @>@RI>QLO QL OBMB>Q QEBBKQOV # d &  "LQEJ
TFIl DFSB QEB MOLMBO >KPTBO (BOB >0B QEB MOB@FPB HBVPQOLHBP CLO

#& .$ #2272+ d %.4%2 $/7.122/7 d %.4%2 $/7.
12217 %.4%2 .06 %.4%2 $/7.122/7 #04

2BJBJ?BO QE>Q FKQBOBPQ O>QB PELRIA ?B BKQBOBA >P > MBO@BKQ>DB
KLQ

4EB @LOOBPMLKAFKD PMOB>APEBBQ CRK@QFLK FP
.06 MBOFLAF@ O>QB @>PE CILTP COLJMBKBQA CHKFQF>I @>PE CILTP

.LQB QE>Q QEB PMOB>APEBBQ CRK@QFLK BUMB@QP @>PE CILTP QL PQ>0C
>KV FKFQF>| @>PE CILTP KBBA QL ?B KBQQBA >KA >AABA QL QEB OBPRIQ ,FF
@>I@RI>QLO MLPFQFSB S>IRBP PELRIA ?B RPBA CLO @>PE FKCILTP >KA KBI
LRQCILTP

42@=0 "$)49, &;=0,/>3007?

KEY TAKEAWAYS

X 4EB KBQ MOBPBKQ S>IRB .06 LC >K FKSBPQJBKQ @>K ?B CLRKA ?V PR
QEB 06P LC >l LC FQP @>PE CILTP

X #LIM>OFKD FKSBPQJBKQP FP JLPQ B>PFIV ALKB ?V @LJM>OFKD QEBFC
QEB EFDEBO QEB .06 QEB ?BQQBO QEB FKSBPQJBKQ
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-RIQFMIB #>PE &ILTP

EXERCISES

IK FKSBPQJBKQ @LPQP  QLA>V ?RQ TFIl MOLAR@B @>PE CILTP LC
VB>0  FKVB>0 >KA FKVB>0 )CFKQBOBPQ O>QBP>0B TE>C
FP QEB .06 LC QEFP FKSBPQJBKQ

)KSBPQJBKQ ! @LPQP  QLA>V TFQE @>PE FKCILTP LC

>KA  FKVB>OP ] OBPMB@QFSBIV )KSBPQJBKQ " @LPQP  QLA>V
>KA TFIl E>SB LKB @>PE FKCILTLC ~ FK VB>O )C FKQBOBPQ O>QBP
TE>Q >OB QEB .06P LC QEB FKSBPQJBKQP !Q QEFP FKQBOBPQ O>QB T
?BQQBO FKSBPQJBKQ )C FKQBOBPQ O>QBP >0B TE>Q >OB QEB .06P
0>QB TEF@E FP QEB ?BQQBO FKSBPQJBKQ
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7.2 Perpetuities

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

#LKPQ>KQ MBOFLAF@ M>V B!é%Pe

I>PQFKD CLOBSBO

LEARNING OBJECTIVES

$BCFKB > MBOMBQRFQV
#>|@RI>QB QEB 06 LC > MBOMBQRFQV
%UMI>FK ELT QEB 06 LC > MBOMBQRFQV FP ABOFSBA

IP AFP@RPPBA FK QEB MOBSFLRP PB@QFLK CFKAFKD QEB .06 CLO > CFUBA
TFIl >IT>VP TLOH "RQ TE>Q FC QEB @>PE CILTP TBOB QL @LKQFKRB CLOBSB
M>VJIBKQP >0B @LKPQ>KQ LSBO QFJB TB @>K FKQRFQ TE>Q QEB S>IRB JRP
BKQFOB PBQ FKPQB>A LC CFDROFKD LRQ B>@E LKB PBM>0>QBIV FC)MRQ
>@@LRKQ QE>Q MOLJFPBP JB MBO VB>O >KA ) GRPQ TFQEAO>T QEB FKQB
TFQELRQ BSBO QLR@EFKD QEB MOFK@FM>| ELT JR@E TFIl ) DBQ B>@E VB>
QEB FKQBOPQ TFII?B LC LO 3FK@B)TFQEAO>T QEB FKQBOBPQ JV PE
?2>I>K@B FP >IPL  PL JV FKQBOBPQ FP >D>FK  )K C>@Q ) LO JV EBFOP @
> VB>01:=0A0=P ILKD >P ) HBBM QEB LOFDFK>  FK QEB ?>KH

42@=0 $0=,0?@47?D 4807490

.LOB QE>Q QEFP FP BPPBKQF>IIV QEB P>JB >P QEB ?>KH LCCBOFKD QEB CLII
QLA>V >KA QEB ?>KH TFIl M>V QEB @RPQLJBO  VB>0O 4EBOBCLOB >Q FKC
VB>0 CLOBSBO JRPQ ?B QEB BNRFS>IBKQ LC BU>@QIV  QLA>V 4EFP >00>|
@LKPQ>KQ MBOFLAF@ M>VJBKQP [>PQFKD Chepsily FRERMBOFLAF@
M>VJIBKQ JRPQ ?B QEB FKQBOBPQ 0>QB QFJBP QEB MOBPBKQ S>IRB PFK@E
LRO ?>KH ABMLPFQ BU>JMIB >?LSB

<@,74:9 $0=;07@4?D <@,?4:9
06 e FKQBOBPQ O>QB M>VJBKQ

= 0-4
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OBOMBQRFQFBP

1.5
17 L2

.LOB QE>Q QEB FKQBOBPQ 0>QB >KA QEB M>VJBKQ JRPQ ?B NRLQBA FK QEE
QEB M>VJBKQP >0B JLKQEIV QE>K QEB JLKQEIV O>QB PELRIA ?B RPBA !IPL ¢
M>VJIBKQ FP >PPRJBA QL ?B >Q QEB BKA LC QEB VB>0 FC QEB CFOPQ M>VJB
FJJBAF>QB QEBK QEB S>IRB TLRIA ?B EFDEBO ?V BU>@QIV QEB >JLRKQ LC L

4EB C>@Q QE>Q > PQOB>J LC M>VJBKQP I>PQFKD CLOBSBO E>P > PMB@FCF
> PROMOFPFKD OBPRIQ CLO PLJB MBLMIB 4EB HBV FP QL OB>IFWB QE>Q ?B
S>IRB LC JLKBV B>@E PR@@BPPFSB M>VJBKQ @LKQOF?RQBP > PJ>IIBO >KA
QL QEB 06

42@=0 :97=4-@7?4:9:1$,D809?>:A0="4807?:),7@0 :1 $0=,0?7@47?D

2BQROKFKD QL QEB ?>KH ABMLPFQ BU>JMIB FC ) ALKbQ TFQEAO>T QEB CRII
FKPQB>A LKIV TFQEAO>TFKD QE>QFP IBPP QEBK ) TLKbQ OB@BFSB >P .
QEFPVB>0 SP  ?RQJV MOFK@FM>I ?>I>K@B TFIIDOLT?V QL )C)@L
QL TFQEAO>T LKIV  JV PB@LKA VB>ObP TFQEAO>T TFII?B e TEF@E
E>MMBKP QL ?B BU>@QIV EFDEBO QE>K JV CFOPQ VB>0bP TFQEAO>T>| 7F
IBPP @>RPBP ?LQE JV MOFK@FM>| QL DOLT ?V >Q QEB BKA LC QEB VB>O >|
CLILTFKD VB>0ObP M>VJBKQ QL DOLT ?V QEB P>JB

42@=0 $0=;0?7@4?D B4?3 =:B?3'4807490

)C ) @LKPFPQBKQIV TFQEAO>T IBPP QE>K QEB FKQBOBPQ O>QB QEB AFCCB:!
JFKRP TFQEAO>T>I 0>QB ?BFKD QEB DDLT@EOHQ@®BI QEB OBI>QFLKPEFM RP
QEB CLIILTFKD JLAFCFBA MBOMBQRFQV BNR>QFLK

<@,74:9 $0=;07@4?D B4?3 :9>7,9? =:B?3
06 KLT e TFQEAO>T>| 0>QB M>VJBKQ >Q BKA LC VB>O

06 KLT e FKQBOBPQ O>QB ] DOLTQE O>QB M>VJBKQ >Q BKA LC VB>0
170 m SIi H 1. 50

170 2> (@S $
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0BOMBQRFQFBP

.LQB QE>Q TB >OB >PPRJFKBQEXBV FP TFQEAO>TK FK B>@E VB>0 JB>KFKL
QE>ZURPQ ?B IBPP QEtHA TEBK2BNR>IP WBOL QEFP BNR>QFLK OBAR@BP Q
B>OIFBO BNR>QFLK

What Do These Subscripts Mean?

3FK@B LRO M>VJBKQP >0B @E>KDFKD LSBO QFJB TB RPB PR?P@OFMQP ¢
>KA K FK QEB >?LSB BNR>QFLK QL AFCCBOBKQF>QB LKB M>VJBKQ COL.
IIJLPQ >IT>VP PR?P@OFMQP TFIl ABKLQB QFJB MBOFLAP CLO RP PR@E QE
LKB QFJB MBOFLA FK QEB CRQROB FP >KA PL LK 5KIBPP TB PMB@FCF@>|
LQEBOTFPB QEB ABC>RIQ QFJB MBOFLA TFLL.?5 AR-QIEBRIL>VJIBKQ TB

GRPQ OB@BFSBA QLA>\5KATE>Q TB BUMB@Q QL OB@BFSB FK BU>@QIV |
)C TB T>KQ QL ?B JLOB DBKBOF@ >KA ABP@OF?B >KV DFSBHRBBIME>K
_K >KAl. 55 FP QEB VB>0 FJJBAF>QBIV CLILTFKD VB>0O K’

3FK@B TB HKLT QE>Q LRO DOLZQ®P @B Q>KQ DFSBK >KV M>VJIBKQ TB @>K
QEB CLILTFKD VB>0ObP M>VJBKQ ?V FK@DB>PFKD FQ ?V

<@,?4:9 $,D0809? =:B?3
M>VJIBKQ >Q BKA LC VB>0O M>VJIBKZEKUFVIBKQ KLT

1. 50 1. 50 Hm1l. 50 1. 50 H

1. 5 1. 5% H
170 SIH ~ SH {G“')$1 ?

(BOB1. 54P QEB M>VJIBKQ GRPQ M>FA PL QB@EKF@>IIV FQP S>IRB FPKbHQ |
06 TB>OB LKIV FK@IRAFKD FQ PFK@B TB @>K RPB FQ QL CFKA QEB M>V.JBK(

KEY TAKEAWAYS

X | MBOMBQRFQV FP > @LKPQ>KQ PQOB>J LC M>VJBKQP I>PQFKD CLOBS
CFKFQB 06 @>K ?B @>I@RI>QBA

X 4EB MBOMBQRFQV BNR>QFLK @>K ?B BUQBKABA QL >@@LRKQ CLO @
M>VJIBKQ DOLTP LSBO QFJB MOLSFABA QE>Q QEB 0>QB LC DOLTQE FF
QEB FKQBOBPQ 0>QB
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EXERCISES

7E>Q FP QEB MOBPBKQ S>IRBLC MBO VB>0 CLOBSBO FC QEB @ROC
O>QBFP  7E>Q FC LKIV QEB CFOPQ M>VJBKQ FK > VB>ObP QFJB FP
QEBK QEB M>VJBKQP DOLT >Q MBO VB>0

) ?RV > MBOMBQRFQV COLJ > ?>KH QLA>V CLO  )K CFSB VB>OP >CQE
@LIIB@QFKD B>@E VB>0ObP M>VJBKQ ) QEBK LCCBO QL PBIl QEB MBON
QEB ?>KH )C FKQBOBPQ O>QBP E>SBKbQ @E>KDBA TE>Q PELRIA QEB
2B TLOQE >Q QE>Q QFJB )C FKQBOBPQ O>QBP E>SB OFPBK PELRIA QF
QEB MBOMBQRFQV OFPB LO C>lI

0BOMBQRFQFBP
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7.3 Annuities

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

&LO >K >KKRFQV @>I@RI>QB QEB CFCQE S>OF>?IB DFSBK CLRO LC 0€
0-4 >KA 9
#>|@RI>QB QEB 06 LC >K >KKRFQV ARB

3FK@B FK MO>@QF@B SBOV CBT CFK>K@F>1 >00>KDBJBKQP FK@IRAB _CL
OB>PLK>?IB QFJBCO>JB TB PELRIA @LKPFABO QEB S>IRB LC @>PE CILTP LSE
MBOFLAP KV PBQ LC @LKPQ>KQ MBOFLAF@ M>VJBKQP I>PQFKD CLO > CFUI
@>I1BA nuity 0>VFKD ALTK > @OBAFQ @>0A JLOQD>DBP ILQQBOV M>VLF
JLOB @>K >l 7B JLABIBA >P >KKRFQFBP !ll >SKKRQFQFBP @>K ?B S>IRBA RPF}
T>V' 2V @>I@RI>QFKD QEB .06 LC QEB @>PE CILTP ?RQ TB @>K >IPL S>IRB Q
J>QEBJ>QF@>| FKQRFQFLK

42@=0 99@47D '4807490 090=,7

42@=0 99@47?D C,8,70'4807490

)C TB T>KQ QL CFDROB LRQ QEB S>IRBLC VB>0OCLO VB>OP >KA QEB @R
O>QBFP QEBK TB @>K RPB LRO MBOMBQRFQV CLOJRI> QL ABQBOJFKB QE
>KKRFQV FK QEB CLIILTFKD T>V

$BQBOJFKB QEB S>IRB LC >K BNRFS>IBKQ MBOMBQRFQV FK QEFF
>Q DFSBP > 06 CLO QEB MBOMBQRFQV LC

$BQBOJFKB QEB 06 LC QEB S>IRB LC QEB MBOMBQRFQV >Q QEB Bl
>KKRFQV MBOFLA FK QEFP @>PB QEB06LC FK VB>OP FP

3R?Q0>@Q COLJ QL DBQ QEB S>IRB LC QEB >KKRFQV  d
#LKPQ>KQ MBOFLAF@ M>VJBKQP
LSBO > CFUBA >JLRKQ LC QFJB
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IKKRFQFBP

<@,74:9 $):1,9 99@4?D

06 LC >KKRFQV 06 LC BNRFS>IBKQ MBOMBQRFQV ] 06 LC MBOMBQRFQV >Q B

1.5

17 124

17 13 m o 1—

3LIJBQFJBP >K >KKRFQV TFIl >IPL FK@IRAB >K >AAFQFLK>| LKB QFJB @>PE ClII
@LK@IRPFLK LC QEB >KKRFQV )K QEFP @>PB FQ FP > PFIMIB J>QQBO LC >A
@>PE CILT QL VLRO @>I@RI>QBA S>IRB QL DBQ QEB QLQ>I S>IRB LC QEB >KK
LRO BU>JMIB FC QEB >KKRFQV ABIFSBOBA  >Q FQP @LK@IRPFLK QEBK QE
FK@OB>PB?VQEBO06LC FK VB>0P>Q LO  J>HFKD QEB QLQ>I S>IRB

Watch the Direction of Cash Flows

IP TB DBQ JLOB @LJMIBU TFQE LO @>I@RI>QFLKP FQ ?B@LJBP >Il QEB JLOI
QL HBBM QO>@H LC TEBQEBO LRO @>PE CILTP >OB FKCILTP LO LRQCILTP |
> LKB QFJB M>VJBKQ FK QEFP BU>JMIB TBOB FKPQB>A > @>PE LRQCILT QE
S>IRB TLRIAAOLM ?V QL > QLQ>I S>IRB LC

&FK>K@F>1 @>I@RI>QLOP >KA PMOB>APEBBQP @>K >IPL B>PFIV PLISB >KKRI
@>I@RI>QLO QEB 0-4 HBV >@@BMQP QEB FKMRQ CLO QEB MBOFLAF@ M>V.
FKMRQP @>K ?B RPBA QL @>I@RI>QB QEB CFCQE

5PFKD > CFK>K@F>I @>1@RI>QLO

#,246- . ) 04 &6 #04 06 PELRIA PELT QEB MOLMBO
PLIRQFLKLCd

3MOB>APEBBQ

06 0>QB KMBO MJQ CS
06

d
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IIPL 0-4 @>K ?B PLISBA CLO DFSBK QEB LQEBO CLRO FKMRQP 0-4 0>QB KME
QEB @LOOBPMLKAFKD PMOB>APEBBQ CRK@QFLK )Q FP @OFQF@> QE>Q Tl
KRJ?BO LC MBOFLAP >KA M>VJBKQ ?>PBA RMLK QEB P>JB QFJB MBOFLA &LC
M>VJIBKQP >0OB JLKQEIV QEBK O>QB PELRIA ?B > JLKQEIV O>QB >KA KRJ?BO
TFII 7B QEB KRJ?BO LC JLKQEP

Why Is the Result Negative?

#>|@RI>QLOP >KA PMOB>APEBBQP >IT>VP >PPRJB QE>Q > CFK>K@F>| QO>|
L@@ROOFKD PL QEBV CFDROB LRQ QEB _C>FO S>IRB" ?>PBA LK QEB FKMF
LC QEB >KKRFQVDbP FKCILTP FP QEB @>I@RI>QBA >KPTBO FP QE>Q VLI
TFIIFKD QL M>V >K LRQCILT QL OB@BFSB QEB P@EBARIBA M>VJBKQP |
@LIMIBQBIV _C>FO S>IRB’ QO>KP>@QFLK

7FQE JLPQ >KKRFQFBP B>@E M>VJBKQ FP >PPRJBA QL L@ @RO >Q QEB BKA
7EBK M>VJBKQ FK B>@E MBOFLA L@@ROP >Q QEB ?BDFKKFKD FKPQB>A LC ¢
>KKRFQV FP @>|@Bwuily due

42@=0 99@47D @0 '4807490

7EFIB QB@EKF@>1IV B>@E M>VJBKQ FP L@@ROOFKD >Q QEB ?BDFKKFKD LC
LC QEB BKA FK BCCB@Q QEB LKIV @E>KDB FP QE>Q QEB SBOV I>PQ M>VJBK
QL QEB SBOV ?BDFKKFKD 4ERP QEB S>IRB LC >K >KKRFQV ARB FP EFDEBO 7
?BQTBBK QEB 06 LC > M>VJBKQ >Q QEB BKA >KA QEB 06 LC > M>VJBKQ KLT TE
ABCFKFQFLK FP BNR>I QL QEB QLQ>I M>VJBKQ

<@,?4:9 $):1,9 99@4?D @O0

06 LC >KKRFQV ARB 06 LC >KKRFQV M>VJBKQ ] 06 LC M>VJIBKQ >Q BKA

170k 17psEmy 1.51-2%

)C LRO BU>JMIB TBOB >K >KKRFQV ARB FQP S>IRB TLRIA FK@OB>PB ?V  JFK
FK VB>0OP>Q LO ]

IK >KKRFQV TFQE M>VJBKQP ARB
>Q QEB ?BDFKKFKD LC B>@E MBOFLA

FKPQB>A LC >Q QEB BKA

IKKRFQFBP
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IKKRFQFBP

&FK>K@F>1 @>I@RI>QLOP @>K ?B PBQ QL PLISB CLO >KKRFQV ARB PBB >MV
PMOB>APEBBQ CRK@QFLKP @>K ?B PBQ QL >RQLJ>QF@>IIV @>I@RI>QB >K :
Q>HFKD > CFCQE >ODRJBKQ _QVMB" 7EBK QVMB FP LJFQQBA FQ FP >PPRJB
@>I@RI>QFKD >K LOAFK>0V >KKRFQV ?RQ ?V RPFKD >K FKMRQ LC _ " FKPQE
ARB FP @>I@RI>QBA

06 O>QB KMBO MJQ CS QVMB

06

d
KEY TAKEAWAYS

X IKKRFQFBP >0B > CFUBA PQOB>J LC M>VJBKQP LSBO > CFKFQB QFJB '
LC 06 &6 O>QB 0-4 >BAQEB CFCQE S>OF>?IB @>K ?B PLISBA CLO

X 2>QB 0-4 >KA PELRIA >l ?B FK QEB P>JB QFJB RKFQP

X 1K >KKRFQV ARB FP > QVMB LC >KKRFQV TEBOB QEB M>VJBKQP >OB AF
?BDFKKFKD LC QEB MBOFLA

EXERCISE

*FIl MRO@E>PBP >K >KKRFQV QE>Q M>VP  MBO JLKQE CLO QEB KBU
JLKQEP TFQE KL S>IRB >Q QEB BKA LC QEB JLKQEP &6 )C FKQBOBF
O>QBP >0B 02 TE>Q FP QEB C>FO 06 LC QEFP >KKRFQV 7E>Q TLRIA
TLOQE FC FQ TBOB >K >KKRFQV ARB
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7.4 Loan Amortization

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK IL>K >JLOQFW>QFLK
#0B>QB >K >JLOQFW>QFLK P@EBARIB

=0/ :BO> 19 34> .=0/47? .,=/ *309 34> 8:9?37D -477 ,==4A0> =0/ 4> =0740A0/ ?: >(
?30 84948@8 ;,D809? 4>:97D 1 ?30,/A0=?4>0/=,204> $% ,>>@80 8:9?37D
.:8;:@9/492 3:B 8,9D 8:973>B477 4? ?,60 =0/ ?:;,D :11 34> /0-?

)C &OBA J>HBP EFP M>VJBKQP BSBOV JLKQE QEB AB?Q TFII CFK>IIV ?B CRIIV
JLKQEP LOLSBO VB>OP 7B @>K SBOFCV QEFP NRF@HIV RPFKD > CFK>K@F
PMOB>APEBBQ

.0%2 d

$ROFKD QEFP QFJB QEB QLQ>I >JLRKQ LC JLKBV M>FA ?V &OBA TFII ?B >?LRC

LO LSBO QTF@B QEB LOFDFK>| >JLRKQ LTBA 4EFP JB>KP QE>Q &0OBA M>|
FKQBOBPQ d FK FKQBOBPQ QE>K EB LOFDFK>IIV ?LOOLTBA /
QEB MIRP PFAB &0OBA T>P >?IB QL PILTIV M>V ALTK QEB ?>I>K@B LTBA PL QE
E>A QL M>V JLOB QE>K FK>KV JLKQE ?RQ QEB QLQ>I MOFK@FM>| T>P M>F
LC QEB IL>K 4EFP MOL@BPP LC PMOB>AFKD LRQ MOFK@FM>| M>VJIBKQP LC
@>l1Bé&mortization COLJ QEB ,>QFK OLLQ JLOQ * JB>KFKD AB>QE >P QEB IL>
?>I>K@B PILTIV _AFBP >P QEB MOFK@FM>I FP M>FA ALTK -LOQD>DBP >0OB >
BU>JMIB LC QEFP QVMB LC IL>K >IPL @LJFKD COLJ QEB P>JB ,>QFK OLLQ >P
FP M>FA ALTK LSBO LO JLOB VB>OP ! IL>K QE>Q M>VP LKIV QEB FKQBOBP
TFQE KL MOFK@FM>| M>VJBKQP FP @>IIBA >K FKQBOBPQ LKIV IL>K )C QEB M
>0B PL ILT QEBV ALKbQ BSBK @LSBO QEB FKQBOBPQ LK QEB FKFQF>I MOFK(
TFII ?B > KBD>QFSB >JLOQFW>QFLK IL>K >KA QEB BUQO> FKQBOBPQ TFIl 7B :

4EB MOL@BPP LC PMOB>AF,
OEB MOFK@FM>! MAVIEKQ WUEPK@FM>I ARB LSBO QFJB

IL>K LSBO QFJB
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L>K 1IILOQFW>QFLK

42@=0 8:=?4E,?4:9 &.30/@70 1:= =0/4? ,=/ $,D809?>

IP B>@E JLKQE M>PPBP QEB LRQPQ>KAFKD MOFK@FM>| ?>I>K@B AB@OB>P
ARB >IPL AB@OB>PBP 4ERP LSBO QFJB QEB >JLRKQ M>FA QLT>OA MOFK@F
PJ>Il MLOQFLK LC QEB JLKQEIV M>VJBKQ QL > [>ODBO MLOQFLK 4EFP FP M>(
FIMLOQ>KQ TEBK BS>IR>QFKD JLOQD>DBP >P LCQBK QEB FKQBOBPQ MLOQ
ABAR@QF?IB ?RQ QEB MOFK@FM>| MLOQFLK FP KLQ )C TB TBOB QL @LKQF!
CRIl JLKQEP TB TLRIA PBB QE>Q QEB I>PQ JLKQE TLRIA LKIV OBNRFOB > M>
M>VJIBKQ QE>Q FP IBPP QE>K QL M>V LCC QEB OBJ>FKFKD MOFK@FM>|

42@=0 $=49.4;,7 .9/ 9?0=0>? $:=74:9 :1 $,D8097?> #A0='480

/C @LROPB KLQ >Il IL>KP E>SB @LKPQ>KQ M>VJBKQ P@EBARIBP 3LJB IL>KP
MBOFLAP TFQE ILT FKQBOBPQ O>QBP CLO > @BOQ>FK MBOFLA LC QFJB 4EE
C>KQ>PQF@ AB>IP RKQFI TB OB>IFWB QE>Q QEB IL>K FP >@QR>IIV KBD>QFS
QEB MBOFLA @>RPFKD EFDEBO O>QBP LO > ILKDBO M>VLCC QFJB LK@B QE

KEY TAKEAWAYS

X 0>VJIBKQP @>K ?B ?0LHBK FKQL MOFK@FM>| >KA FKQBOBPQ @LJMLKE

X IP MOFK@FM>| FP M>FA ALTK FKQBOBPQ AB@OB>PBP &RQROB M>VJE
QFJB >@@BIBO>QB FK QEBFO O>QB LC M>VFKD ALTK MOFK@FM>|

X .BD>QFSB >JLOQFW>QFLK @>K >@QR>IIV FK@OB>PB MOFK@FM>| ?>I>
QFJB

EXERCISES

)C &0OBA @LRIA >CCLOA QL M>V JLOB QE>K QEB JFKFJRJ M>VJBKQ EL
J>KV JLKQEP TLRIA FQ Q>HB QL M>V LCC QEB ?>I>K@B

| VB>O CFUBA O>QB JLOQD>DB E>P JLKQEIV M>VJIBKQP >KA KL M>VJE
ARB >Q QEB BKA )C QEB FKQBOBPQ O>QB FP 102 >KA QEB >JLRKQ ?L(
FP TE>Q FP QEB JLKQEIV M>VJBKQ ARB #OB>QB >K >JLOQFW>QFL
P@EBARIB CLO QEFP JLOQD>DB
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7.5 End-of-Chapter Assessment

End-of-Chapter Assessment Head
&FOPQ M>0>DO>ME

0>0>DO>ME

0>0>DO>ME

>PQ M>0>DO>ME

End-of-Chapter Assessment Head
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End-of-Chapter Assessment Head

w>@'0v UJ)>@'0V

UJ)>@'0V

%KA LC #E>MQBO IPPBPPJBKQ



Chapter 8

Securities Markets

OTo market, to marketEQO

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ C

/KB LC QEB JLPQ AFCCF@RIQ FAB>P QL ABCFKB FP QEB @LK@BMQ LC > J>OF
MI>@BP >OB @>IIBA_J>OHBQP" >KA QEBOB TB BUMB@Q QL PBB FKAFSFAR>
BU@E>KDFKD TFQE B>@E LQEBO )K QEB JLABOK >DB PLJB J>OHBQP E>SB ?
BIB@QOLKF@ JLSFKD QL QEB FKQBOKBQ >KA LQEBO _SFOQR>I" PVPQBJP "F
PMB>H LC QEB J>OHBQ CLO > MOLAR@Q LO J>OHBQFKD >K FAB> TEF@E FJV
J>OHBQ DLBP ?BVLKA > MEVPF@>| LO SFOQR>| PM>@B ! J>OHBQ @>K ?B CLC
?BIFBCP LC FKAFSFAR>IP >KA PLJB LC QEBPB _FKCLOJ>QFLK J>OHBQP" @>K
>@@RO>QB FK J>HFKD MOBAF@FQFLKP QE>K >KV LC QEB M>0QF@FM>QFKI
ABCFKFKD @E>0>@QBOFPQF@P LC > J>OHBQ >OB @LKKB@QFLKP ?BQTBBK
@LIM>KFBP >KA BU@E>KDB LC PLIB PLOQ RPR>IIV FK@IRAFKD FKCLOJ>QF!
MOLAR@QP LO @ROOBK@V

-LABOK PL@F>| KBQTLOHP IFHB & @B?LLH >OB > MOFJB BU>JMIB LC QEB ML
@LKKB@QFLKP P JLOB >KA JLOB MBLMIB >OB FKSLISBA QEB ?BKBCFQ LC Q
DOLTP >Q >K BSBK C>PQBO O>QB ,FHBTFPB QEB JLOB MOLAR@QP > PRMBO
B>PFBO FQ FP CLO PELMMBOP QL @LJM>0B LCCBOFKDP >KA QL J>HB ?RVFK
JLOB PELMMBOP > PQLOB @>K >QQ0>@Q QEB DOB>QBO B@LKLJFBP LC P@:
QEB ?BKBCFQ LC QEB PQLOB >KA QEB PELMMBOP

&FK>K@F>| J>OHBQP IFHB QEB .BT 9LOH 3QL@H %U@E>KDB >KA FKPQFQRG
>IPL J>HB RPB LC QEBPB KBQTLOH BCCB@QP >KA B@LKLJFBP LC P@>IB ?RQ
FKCLOJ>QFLK FKPQB>A LC DOL@BOFBP LO T>Il MLPQP &FK>K@F>I FKPQFQR
M>OQF@FM>KQP FK QEBPB BU@E>KDBP >KA EBIM QL C>@FIFQ>QB FKAFSF/
>@@BPP QL J>OHBQP
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8.1 Financial Environment: Institutions and Markets

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

1 2>KH QE>Q MOLSFABP @E
>KA P>SFKDP >@@LRKQP G
ABMLPFQLOP >KA IL>KP CLQ
2LOOLTBOP

1 2>KH QE>Q MOLSFABP PBQ
DB>OBA QL @LOMLO>QFLKF
J>OHBQ LMBO>QFLKP

LEARNING OBJECTIVES

$BP@OF?B QEB AFCCBOBK@B ?BQTBBK > @LJIBO@F>I ?>KH >KA >K FK
?>KH

%UMI>FK TEV @LJIBO@F>I ?>KHP >KA FKSBPQJBKQ ?>KHP E>SB ?BBK
JBODFKD FKQL _JBD>?>KHP"

$BP@OF?B J>OHBQP BPMB@F>IIV TFQE OBD>OAP QL MEVPF@>| SP BI
MOBPBK@B

Institutions

4EB JLPQ SFPF?IB LC CFK>K@F>I FKPQFQRQFLKP QL QEB JoeBuO&QILC MBLN
banks QE>Q MOLSFAB @EB@HFKD >KA P>SFKDP >@@LRKQP CLO ABMLPFQL
?2LOOLTBOP ">KHP @>K >IPL MOLSFAB PBOSF@BP PR@E >P @ROOBK@V BU
@LJIBO@F> 2>KHP QO>AFQFLK>IIV FKPMFOB CBBIFKDP LC PB@ROFQV TFQ
S>RIQP >KA QORPQ 4EB LSBOIV PFIMIFPQF@ SFBT LC > ?>KH FP QE>Q ABML
JLKBV >Q QEB ?>KH >KA FQ PFQP QEBOB RKQFI FQ FP TFQEAO>TK ! PIFDEQIV
SFBT FP QE>Q QEB ?>KH Q>HBP QEBPB ABMLPFQP >KA IBKAP JLPQ LC QEB JL
?2LOOLTBOP TEL MOLJFPB QL M>V QEB JLKBV ?>@H TFQE FKQBOBPQ 7EBK Q
M>V ?>@H QEB IL>KP QEB FKQBOBPQ OBQROKBA FP PE>OBA ?V QEB ABMLPI
LC QEB ?>KH )K OB>IFQV QEBOB >OB J>KV T>VP > ?>KH @>K Q>HB ABMLPFQ
T>VP QL FKSBPQ QEB CRKAP

)K @LKQO#R@&stment banks MOLSFAB PBOSF@BP DB>OBA QL @LOMLO>QFLKF
LMBO>QFLKP )KSBPQJBKQ ?>KHP E>SB BJMILVBBP TEL PMB@F>IFWB FK BS>
>KA QO>AFKD PB@ROFQFBP @LKAR@QFKD JBODBOP >KA >@NRFPFQFLKP

s@EAM>KFBP &0LJ QL  QEB'I>PP 3QB>D>Il !@Q J>KA>QBA > PBM>0>QFLK
LG®LIIBO@F>| >KA FKSBPQJBKQ >@QFSFQFBP FK QEB 53! RKABO QEB MOBJFI

@LJIBO@F>I ABMLPFQP PELRIA ?B MOLQB@QBA COLJ QEB OFPHFBO FKSBP(

SF@BP
> ﬁOB@BKQ VB>0OP J>KV @LJIBO@F>I ?>KHP FK QEB 53 E>SB ?BBK JBODFKD

LQEBO QL CLOJ I>ODB @E>FKP >P @RPQLJBOP ABJ>KA DOB>QBO CIBUF?FIF



#E>MQBO 3B@ROFQFBP

1 >?BlI QE>Q JB>KP

DLSBOKJBKQP >0OB MOBPPH
FKQL PRMMLOQFKD > @LJM
TEBK FQ FP FK AFPQOBPP >
>|QBOK>QFSB LC IBQQFKD (
@LIM>KV ?B@LJIB FKPLISBK
MBO@BFSBA QL ?B BSBK TL|

$B@BKQO>IFWBA J>OHBQ T

MEVPF@>I IL@>QFLK LO CL
OB@LDKFQFLK

&FK>K@F>| %KSFOLKJB

->OHBQP

J>HB RPB LC B@LKLJFBP LC P@>IB |AAFQFLK>IIV JBODBOP >KA >@NRFPFQF
@LIIBO@F>I 2>KHP >KA FKSBPQJBKQ ?>KHP E>SB MOLIFCBO>QBA PFK@B QI
QEB 'I>PP 3QB>D>Il MOLSFPFLKP 3FK@B QEB I>QBPQ CFK>K@F>| @OFPFP El
?BBK PLJB TEL PRDDBPQ QE>Q QEFP AFSFPFLK ?B OBPQLOBA >P QEB KBT _J
PL I>ODB >KA FKSLISBA FK QEB B@LKLJV QB QRY fadB P RPBA 7V

JLPQ @LJIBKQ>QLOP QEFP JB>KP QE>Q DLSBOKJBKQP >0OB MOBPPROBA FK
QEBPB @LJM>KFBP TEBK QEBV >OB FK AFPQOBPP >P QEB >IQBOK>QFSB LC |
?B@LJB FKPLISBKQ FP MBO@BFSBA QL ?B BSBK TLOPB

Markets

->OHBQP BUFPQ CLO QO>AFKD >KV MOLAR@Q CFK>K@F>I LO LQEBOTFPB /k
C>JLRP LC CFK>K@F>| J>OHBQP FP QEB .BT 9LOH 3QL@H %U@E>KDB LMBO>
%ROLKBUQ (BOB S>OFLRP PB@ROFQFBP M>OQF@FRI>OIV PE>OBP LC LTKI
@LOMLO>QFLKP >0OB QO>ABA 4EOLRDE JLPQ LC FQP EFPQLOV QEBPB QO>|
OBMOBPBKQ>QFSBP LC FKPQFQRQFLKP KBDLQF>QFKD MOF@BP TFQE B>@E
OB@BKQ VB>OP ELTBSBO BIB@QOLKF@ PVPQBJP E>SB ALJFK>QBA QEB QO
IP QB@EKLILDV >KA @LJJIRKF@>QFLKP E>SB FIMOLSBA JLOB QO>KP>@QFL}
FK KLK QO>AFQFLK>| J>OHBQMI>@BP PLJB PMB@FCF@>IIV ABPFDKBA QL J>
LC QEB ?RVBOP >KA PBIIBOP LO QL >IILT CLO QO>KP>@QFLKP LC I>0DB SLIR
FP >K BIB@QOLKF@ J>OHBQ QE>Q E>P KL MEVPF@>I IL@>QFLK ?RQ FP >K >|
QE>Q J>KV @LIM>KFBP BPMB@F>IIV QB@EKLILDV @LIM>KFBP E>SB @ELPB

->OHBQP RPBA QL ?B PBDJBKQBA ?V MOLAR@Q PR@E >P MLOH ?BIIFBP SP F
>KA IL@>QFLK 4LHVL SP .BT 9LOH ?RQ QEBPB ?>00FBOP >0OB O>MFAIV C>I|
6FOQR>IIV BSBOV MOLAR@Q FP QO>AFKD PLIJBTEBOB FK QEB TLOIA >Q >KV |\
A>V >KA QB@EKLILDV FP >IILTFKD CLO IFKH>DBP >JLKD QEB S>OFLRP J>OHB
@LKPBNRBK@B J>OHBQP >0B ?0L>ABKFKD QEB S>OFBQV LC MOLAR@QP TF
>KA JBODBOP >JLKD QEB BU@E>KDBP >0B ?B@LJFKD JLOB @LJILKMI>@B ->
_J>OHBQP" E>SB KL MEVPF@>! IL@>QFLK LO CLOJ>| OB@LDKFQFLK >P QEBV
AB@BKQO>IFWBA CLO BU>JMIB JLPQ @LOMLO>QB ?LKAP >0OB QO>ABA >JLK
OBMOBPBKQ>QFSBP >Q QEB S>OFLRP CFK>K@F>| FKPQF QRDFieP 4EBPB >C
counter (OTC) markets 7B TFIl AFP@RPP QEB S>OFLRP QVMBP LC PB@ROFQFE
CFK>K@F>I MOLAR@QP >KA TEBOB QEBV >0B QO>ABA [>QBO FK QEFP @E>M

OBA
>KV

P QEB
DEB
QFP
OPB

FQE KL
DJ>|

KQ )KPQFQRQFLKP >KA ->OHBQP
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KEY TAKEAWAYS

X #LJIBO@F> 2>KHP CL@RP LK OBQ>FI @RPQLJBOP >KA PJ>I| ?2RPFKBPF
FKSBPQJBKQ ?>KHP CL@RP LK @>MFQ>| J>OHBQP CLO I>ODBO ?RPFKE

X 3FK@B  J>KV @LJIBO@F>I ?>KHP >KA FKSBPQJBKQ ?>KHP E>SB ?BB
JBODFKD >CQBO QEB BIFJFK>QFLK LC DLSBOKJBKQ OBPQOF@QFLKP L
MO>@QF@B

X ->KV J>OHBQP PQFII E>SB > MEVPF@>| MOBPBK@B ?RQ QEB ?RIH LC S
KLT BIB@QOLKF@

EXERCISES

7EBK > @LIJM>KV FP FK AFPQOBPP > DLSBOKJBKQ @>K @ELLPB QL IBC
>QQBJMQ QL OBP@RB FQ LCQBK QBOJBA > _?>FILRQ ?V QELPB >D>FK
JLSB 7EBK JFDEQ FQ ?B FK QEB ?BPQ FKQBOBPQ LC QEB MLMRI>@B Q
LRQ > @LIM>KV )C _?>FILRQP  >OB @LJJLK TLRIA @LIM>KFBP ?B JLO!
IBPP IFHBIV QL BKD>DB FK OFPHV ?RPFKBPP >@QFSFQFBP

&FK>K@F>| %KSFOLKJIBKQ YKPQFQRQFLKP >KA ->OHBQP
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8.2 Regulation of Financial Institutions

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

)JJMLPBA ?>KHFKD OBCLOJP
OBI>QFLKPEFMP ?BQTBBK

FKSBPQJBKQ >KA @LJJBO@
?>KHP >KA BPQ>?IFPEBA QE

FJFQBA >CCFIF>QFLKP ?BQ
@LIIBO@F>| >KA FKSBPQJE
?2>KHP

&ROQEBO OBDRI>QBA CFK>
J>OHBQP >KA BPQ>?IFPEBA
3%0#

&BABO>| >DBK@V OBPMLKP|
OBDRI>QFKD PB@ROFQFBP
BKCLO@FKD CBABO>| PB@FH
I>TP

#E>KDBA JBOF@>K CFK>K(@
OBDRI>QLOV BKSFOLKJBKQ
FIMOLSFKD >@ @LRKQ>?FIH
QO>KPM>0OBK@V

LEARNING OBJECTIVE

$BP@OF?B QEB J>FK OBDRI>QLOV >@QP CLO 53 J>OHBQP >KA FKPQFC

&FK>K@F> FKPQFQRQFLKP C>@B AFCCBOBKQ OBDRI>QFLKP ABMBKAFKD R
LMBO>QB 3LJB @LRKQOFBP M>OQF@RI>OIV QELPB TFQE @LJIRKFPQ QFBP
?2>KHP >KA TEL @>K FKSBPQ >KA ELT P QEB I>0DBPQ J>OHBQP >KA JLPQ LC
?2>KHP >P LC QEFP TOFQFKD >OB IL@>QBA FK QEB 53! TB TFIl CL@RP LK QEE
OBDRI>QFLKP DLSBOKFKD QEBPB ?LAFBP

AEBGlass-Steagall Act of 1933 FK >AAFQFLK QL PBM>0>QFKD FKSBPQJBKQ COL
@LJIBO@F> 2>KHP >IPL BPQ>?IFPEBA QEB &BABO>| $BMLPFQ )KPRO>K@B #
&$)# TEF@E FKPROBP ABMLPFQP J>AB ?V @LKPRJBOP >Q @LJJBO@F>| 75K
E>KA ?>KHP PL FKPROBA ?BKBCFQ COLJ QEB >AABA MBO@BFSBA PB@ROFQ
>OB @LKCFABKQ QE>Q QEBFO JLKBV FP PB@ROBA ?V QEB DLSBOKJBKQ 4EF
2KA QERP QEB DLSBOKJBKQ QEB >?FIFQV QL JLKFQLO FKPROBA ?>KHP >KA ¢
ABBJBA RKPLRKA

F>|
B &$)#
4EBSecurities Act of 1933 >KASecurities Exchange Act of 1934 @OB>QBA

TRBEDRI>QFLKP DLSBOKFKD QEB P>IB LC PB@ROFQFBP PR@E >P TE>Q @>K ?I
: >K >ASFPB >KA BPQ>?IFBeBki@mEsEand Exchange Commission (SECQL
BKCLO@B PB@ROFQFBP I>TP
K@F>I
QEB
4EBDodd-Frank Wall Street Reform and Consumer Protection Act M>PPBA FKQL
IRl *RIV. >KA D>SB QEB Q>PH QL J>KV DLSBOKJBKQ LSBOPFDEQ >DBK@!
>RA0# BQ@ QL BK>@Q JLOB OBDRI>QFLKP #BOQ>FK MOLSFPFLKP LC $LAA &C
ROFQBBBA LRQ IBDFPI>QFSBIV BPMB@F>1IV OBD>OAFKD QEB 6LIHBO ORIB™ TE
OFPHV PMB@RI>QFSB QO>AFKD ?V @LJIBO@F>| ?>KHP !P QEB C>IILRQ COL.
pFE LKQFKRBP QL ?B CBIQ >KA RKABOPQLLA QEB K>QROB LC DLSBOKJBKQ OB|

?OL @E>KDB
FQV >KA

L
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KEY TAKEAWAY

X 2BDRI>QFLK FP @LKPQ>KQIV @E>KDFKD >KA > CFK>K@F>| J>K>DBO P!
JLKFQLO OBDRI>QFLKP QE>Q >CCB@Q EFP LO EBO ?RPFKBPP

EXERCISE

/K QEB TELIB AL VLR QEFKH QE>Q OBDRI>QFLKP >0OB ?BKBCF@F>I LO >
EFKAO>K@B QL CFK>K@F>I FKPQFQRQFLKP

2BDRI>QFLK LC &FK>K@F>I )KPQFQRQFLKP
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8.3 Modern History of Financial Crises

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

4EB >?FIFQV LC >K BKQFQV Q

PR@@BPPCRIIV OBM>V AB7

7EBK FKSBPQLOP E>SB ALR[?Q

>?LRQ > ?>KHP PLISBK@V
@ELLPFKD QL TFQEAO>T >ll
ABMLPFQBA CRKAP

LEARNING OBJECTIVES

$BP@OF?B OB@ROOBKQ QEBJBP LC CFK>K@F>1 @OFPBP
%KRJIBO>QB OB@BKQ CFK>K@F>I @OFPBP
$BP@OF?B ELT CFK>K@F>I @OFPBP @>K OBI>QB QL QEB ?RPFKBPP @

&FK>K@F>| @OFPBP >0B KLQ KBT MEBKLJBK> BUFPQFKD >Q IB>PQ PFK@B G
RPBA CLO @ROOBK@V SBOV B>0IV @OFPBP QBKABA QL CL@RP LK QEB AB?
@ROOBK@V QE>Q FP TEBQEBO QEB JBQ>| FK QEB @LFKP E>A QEB S>IRB QF
LK > DLSBOKJBKSpbRncy LO >?FIFQV QL PR@@BPPCRIIV OBM>V AB?Q >KA (
LCQBK QFBA QL MLIFQF@>| @OFPBP -LPQ JLABOK @OFPBP >0OB PFJFI>O FK
RK@BQ>FKQV FK QEB S>IR>QFLK LC PLJB PLOQ LC >PPBQ >KA J>KV >IPL FK(
@LKCFABK@B LC DLSBOKJBKQP LO ?>KHP >KA LQEBO CFK>K@F>| FKPQFQR!

4EB JLPQ PFDKFCF@>KQ CFK>K@F>| @OFPFP LC QEB QE @BKQROV T>P QE
TEF@E FP QVMF@>IIV A>QBA >P I>PQFKD COLJ QEB PQL@H J>OHBQ @O>PE |
KBUQ AB@>AB FKQL QEB ?BDFKKFKD LC 7LOIA 7>0)) $ROFKD QEB ABMOBPP
C>FIBA M>OQF@RI>OIV TEBK FKSBPQLOP TLRIA E>SB ALR?QP >?LRQ > ?>KHF
@ELLPFKD QL TFQEAO>T >Il ABMLPFQBUnNGRKA® btk

4EB 1>PQ QEFOQV VB>OP FK QEB 5KFQBA 3Q>QBP E>SB TFQKBPPBA QEB PQL

QEB P>SFKDP >KA IL>K @OFPFP QEB IFNRFA>QFLK LC ,LKD 4BOJ #>MFQ>|
FK  QEB?ROPQFKD LC QEB FKQBOKBQ ?R??IBFK ] >KA QEB ELRPFKD ~
CFK>K@F> @OFPFP /QEBO @LRKQOFBP E>SB E>A QEBFO C>FO PE>OB LC @
BU>JMIB QEB IPF>K @ROOBK@V @OFPFP QELRDE >P QEB B@LKLJV E>P 7B
FK K>QROB >P E>SB QEB @OFPBP &LO BU>JMIB QEB I>QBPQ @OFPFP ?V PL
TLOPQ PFK@B QEB 'OB>Q $BMOBPPFLK E>P E>A PBOFLRP FIMIF@>QFLKP LK
QEB %ROLMB>K 5KFLK >KA NRBPQFLKP LC PLISBK@V OBD>OAFKD 'OBB@B )(
3M>FK >JLKD LQEBO K>QFLKP
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4EB MBOFLAF@ OFPB >KA C

K>QFLKPb DOLPP ALIBPQF@

MOLAR@Q L?PBOSBA LSBO

1QVMB LC >PPBQ IFHB OB>|
QB@EKLILDV PQL@HP LO Q
OFPBP AO>J>QF@>IIV FK S>
PBBJFKDIV TBIl ?BVLKA FQP
FKQOFKPF@ S>IRB

->OHBQP

&FK>K@F>| @OFPBP >0B LCQBK QFBA TFQE Q&EBn@isK@a¢/QQEBQMHEBOFLAF@
OFPB >KA C>II LC K>QFLKPb DOLPP ALIBPQF@ MOLAR@Q L?PBOSBA LSBO VE
LC @>RP>IFQV FP > ELQIV AB?>QBA QLMF@ QE>Q FP TEBQEBO CFK>K@F> (
@>RPBA ?V LO >OB QEB @>RPB LC > I>DDRK&eBi@bkledvV TEBOB > QVMB LC
>PPBQ IFHB OB>| BPQ>QB QB@EKLILDV PQL@HP LO QRIFMP OFPBP AO>J>C
PBBJFKDIV TBII ?BVLKA FQP FKQOFKPF@ S>IRB >OB LCQBK > @LIMLKBKQ FK
?RPQ M>QQBOKP QEB AO>J>QF@ FK@OB>PB FK QEB >PPBQbP S>IRB IB>AFK
?ROPQFKD" J>HBP QEB AB@IFKB FK S>IRB E>SB > I>0DBO FIM>@Q LK QEB ?>
QEB >PPBQ LTKBOP $BPMFQB E>SFKD > PBBJFKDIV OBDRI>O MBOFLAF@ L@
BCCB@QFSB MOBAF@Q>?FIFQV LC QEB PMB@FCF@ @>RPB > CFK>K@F>| @
QLMBBB QEB TLOH LC .>PPFJ .F@ELI>P 4>IB? OBD>OAFKD _?I>@H PT>KP®

KEY TAKEAWAYS

X &FK>K@F> @OFPBP RPR>IIV ?LFI ALTK QL FPPRBP LC QORPQ BFQEBO
S>IRB LC >K >PPBQ LO LC >K BKQFQV IFHB > DLSBOKJBKQ LO ?>KH

X &FK>K@F>| @OFPBP LCQBK @LOOBI>QB TFQE QEB ALTK PTFKD LC > ?F
QELRDE FQ FPKbQ >IT>VP @IB>0 TEF@E @>RPBA QEB LQEBO

EXERCISE

7E>Q >0B PLJB C>@QLOP QE>Q E>SB @LKQOF?RQBA QL M>PQ CFK>K(

> LC
D
VB>OP

BPQ>QB
RIFMP
IR>QFLK

-LABOK (FPQLOV LC &FK>K@F>I #OFPBP
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8.4 Types of Financial and Other Traded Assets

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

4EB B>PB >Q >00>KDFKD >
?BQTBBK > ?RVBO >KA > PBI
>K >PPBQ

4EB >?FIFQV QL PR?PQFQRE
FKPQ>K@B LC QEB >PPBQ
>KLQEBO '>PLIFKB FP SBOV]
CRKDF?IB PFK@B >KV LKB I
FP SBOV IFHB >KLQEBO TEE
RKFNRB TLOH LC >0Q FP KL
CRKDF?IB

IDOF@RIQROB MOLAR@QP
TEB>Q @LOK MLOH ?BIIFBF
@LCCBB JBQ>IP IFHB DLIA
PFISBO LO FOLK BKBODV
MOLAR@QP IFHB LFI LO
BIB@QOF@FQV LO >ELPQ
EFDEIV CRKDF?IB MEVPF@>
MOLAR@QP

>KA QEB CFUBA ABSBILMJB
RMLK FQ

LEARNING OBJECTIVES

$BP@OF?B @LJJILKIV QO>ABA >PPBQP
%UMI>FK QEB @LK@BMQP LC IFNRFAFQV >KA CRKDF?FIFQV

IJLPQ >KVQEFKD TB @>K FJ>DFKB FP QO>ABA PLIBTEBOB >IQELRDE KLQ >IT
IBD>IIV >KA LKB >FJ LC J>OHBQP FP QL FHiquuityRB#368s LO QEBFO

B>PB >Q >0O0>KDFKD > QO>AB ?BQTBBK > ?RVBO >KA > PBIIBO #BOQ>FK >PPI
QO>AB LO S>IRB QE>K LQEBOP ARB QL DLSBOKJBKQ OBDRI>QFLK B>PB LC C
PQLO>Mmihgibility LC >PPBQP QEB >?FIFQV QL PR?PQFQRB LKB FKPQ>K@B L
>KLQEBO LO >JVOF>A LC LQEBO C>@QLOP 7B TFIl KLT AFP@RPP QEB JLPQ
LC QO>ABA >PPBQP

Commodities FK@IRAB >DOF@RIQROB MOLAR@QP IFHB TEB>Q @LOK MLOF
QO@>LCCBB JBQ>IP IFHB DLIA PFISBO LO FOLK BKBODV MOLAR@QP IFHB LFI
B3 égPQ LC LQEBO EFDEIV CRKDF?IB MEVPF@>1 MOLAR@QP 3LJB LC QEB B>0O

CL@RPBA LK @LJJLAFQFBP >P C>0JBOP >KA LQEBO MOLAR@BOP LC DLLAP

I_@BLOOBPMLKAFKD ?RVBOP

LO

| #ROOBK@V QO>AFKD E>P ?B@LJB JLOB PFDKFCF@>KQ PFK@B QEB I>0DBPC
ORMFKD QEBFO @ROOBK@FBP AFOB@QIV QL QEB S>IRB LC MOB@FLRP JBQ>!
QLC IFNRFAFQV FK JLPQ @ROOBK@FBP DLSBOKJBKQ OBDRI>QBA @ROOBK@|

BU@BMQFLK QEBPB J>OHBQP >0OB SBOV @LIJMBQFQFSB >KA >@QFSB ELR

IFHB

'Real estate  TEF@E FK@IRABP I>KA QEB CFUBA ABSBILMIBKQP RMLK FQ FP F
JR@E IBPP IFNRFA QE>K MOBSFLRPIV AFP@RPPBA >PPBQP P PR@E QO>KP
L@@RO FK LOD>KFWBA J>OHBQP ?RQ >OB E>KAIBA ?V IL@>IFWBA >DBKQP >

RB>@QFLKP .LKBQEBIBPP QEB S>IRB FK QEFP J>OHBQ FP PFDKFCF@>K
OB>| BPQ>QB FP QVMF@>IIV QEB I>0DBPQ @>MFQ>| FKSBPQJBKQ

L

KQP
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10Q >KQFNRBP TFKB >KA
@LIIB@QF?IBP IFHB O>0B 7
@>0AP >OB BUQOBJBIV FIIF
>KA E>OA QL S>IRB

&FK>K@F>| >PPBQP TFQE @
TOFQQBK PL QE>Q QEB LTK
QEB FKPQORJBKQ E>P QEB
QL QO>KPCBO QEB ?BKBCF
PBII FQ QL >KLQEBO

3B@ROFQFWBA IL>KP

3B@ROFQFWBA LTKBOPEFN
@LOMLO>QFLK

)KSBPQJIBKQP FK KLK MR?IH
@LIM>KFBP

IKV CFK>K@F>| >PPBQP TER
MOFJ>OFIV ABOFSB QEBFO
COLJ >KV LQEBO >PPBQ

->OHBQP

Alternative investments  IFHB >0Q >KQFNRBP TFKB >KA @LIIB@QF?IBP IFHB
2>PB?>Il @>0AP >OB BUQOBJBIV FIIFNRFA >KA E>OA QL S>IRB 4EBOB >OB >F
QE>Q PMB@F>IFWB FK MOF@FKD >KA QO>AFKD QEBPB FQBJP ?RQ QEB J>Ol
@LIM>OBA QL LQEBO >PPBQP

)K >AAFQFLK QL QEBPB MEVPF@>| >PPBQP TEF@E ABOFSB JLPQ LC QEBFO ¢
QEBV >0OB >KA @ROOBK@FBP TEF@E E>SB MRO@E>PFKD MLTBO ?>@HBA 7
DLSBOKJBKQP QEBOB BUFPQ CFK>K@F>1 >PPBQP TELPB S>IRB ABOFSBP CC
@LKQO>@QR>| >DOBBJBKQ FKSLISFKD CRQROB QO>KPCBOP LC TB>IQE 4EB
@>QBDLOFBP LC CFK>K@F>! >PPBQP >0OB AB?Q FKPQORJBKQP BNRFQV >K/
CFK>K@F>| >PPBQP E>SB @LKQO>@QP TOFQQBK PL QE>Q QEB LTKBO LC QE
>?FIFQV QL QO>KPCBO QEB ?BKBCFQP QE>Q FP PBII FQ QL >KLQEBO FK TEI
>PPBecurity

Bonds >KA AB?Q FKPQORJBKQP CLO BU>JMIB @BOQFCF@>QBP LC ABMLPF
IL>KP MOFK@FM>IIV QO>ABA LSBO QEB @LRKQBO /4# 7EFIB PLJB DLSBOKAJI
BPMB@F>11V 53 QOB>PROFBP @>K ?B IFNRFA QEB J>GLOFQV LC QEFP J>OH
IFNRFAFQV ->KV IL>KP ELTBSBO >0OB KLQ PB@ROFQFWBA >KA QVMF@>IIV (
QEB ?>KH >KA QEB ?LOOLTBO RKQFI QEBV >0OB CRICFIIBA

%NRFQV FK@iRa#B®of stock PB@ROFQFWBA LTKBOPEFM FK > @LOMLO>QFL
@>K O>KDB FK IFNRFAFQV ABMBKAFKD RMLK QEB PFWB LC QEB @LJM>KV TI
OBDFPQBOBA >KA J>KV LQEBO C>@QLOP ->KV PE>OBP >0B QO>ABA FK BUE
MEVPF@>IIV IL@>QBA IFHB QEB .93% LO BIB@QOLKF@>IIV IFHB QEB .I13$!1 :
@LIM>KFBP @>K ?B QO>ABA FK QEB AFPQOF?ROBVatd/duiBHBQP

FKSBPQJBKQP FK KLK MR?IF@ @LJM>KFBP FP >IPL >K >PPBQ QELRDE FQ Q!
FIIFNRFA PLJB @LKQO>@QP ?>00FKD FKSBPQLOP COLJ TFQEAO>TFKD CRK

>BE>AB
ENRFA

. %y&t%gs FK@IRAB >KV CFK>K@F>| >PPBQP TEF@E MOFJ>OFIV ABOFSB QE

55 QEBO >PPBQ &LO BU>JMIB PQL@H LMQFLKP @>K DFSB QEB MRO@E>F

>AE@BII PE>OBP LC POQL@H >KA CRQROBP @LKQO>@QP @>K DR>0O>KQBB > \

A GE@ERILAFQV QL L@@RO >Q > CRQROB A>QB -LPQ ABOFS>QFSBP >OB FIIF
PLJB MOLAR@QP >0OB PMB@FCF@=>I1V ABPFDKBA QL Q>HB FIIFNRFA >PPBQP
J>HB QEBJ B>PFBO QL QO>AB $BOFS>QFSB @LKQO>@QP E>SB ?BBK MOLJFk

| (2LJB LC QEB JLPQ PMB@Q>@RI>O ILPPBP ?V QO>ABOP >P QEBV LCQBK E>SE
>PPL@F>QBA TFQE QEBFO QO>AFKD

@

@E
S>IRB

4VMBP LC &FK>K@F>1 >KA /QEBO 40>ABA IPPBQP
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KEY TAKEAWAYS

X ->KV AFCCBOBKQ >PPBQP >0OB QO>ABA >KA B>@E E>P AFCCBOBKQ CB
OFPHP
X /KB DL>I LC J>OHBQP FP QL FK@OB>PB QEB IFNRFAFQV LC >PPBQP

EXERCISES

)C QEB IFNRFAFQV LC >K >PPBQ FK@OB>PBP ALBP QE>Q ?BKBCFQ QEF
LC QEB >PPBQ
(LT >OB CFK>K@F>| >PPBQP AFCCBOBKQ COLJ LQEBO QO>ABA >PPBQF

4VMBP LC &FK>K@F>1 >KA /QEBO 40>ABA IPPBQP
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8.5 The Bigger Picture

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK ELT CFK>K@F>I J>OHBQP >KA FKPQFQRQFLKP CFQ FKQL CFK
J>HFKD
$FP@RPP BQEF@>| FIMIF@>QFLKP LC CFK>K@F>| FKPQFQRQFLKP >KA

Il @LIM>KFBP KBBA >@@BPP QL @>MFQ>I DOLTFKD @LJM>KFBP KBBA QL M
BUM>KA AFPQOBPPBA @LJIM>KFBP KBBA QL J>FKQ>FK IFNRFAFQV TEFIB _OF
>KA BPQ>?IFPEBA @LIJM>KFBP J>V KBBA QL CRKA BUFPQFKD MOLGB@QP &F
FKPQFQRQFLKP >KA J>OHBQP MOLSFAB QEFP >@@BPP $ROFKD CFK>K@F>|
JLOB @>MFQ>| @>K ?B JLOB @LPQIV LO AFCCF@RIQ @LJM>KFBP J>V E>SB G
KBT MOLGB@QP 'LLA OBI>QFLKPEFMP TFQE CFK>K@F>| FKPQFQRQFLKP KBE
> @LIM>KV T>KQP QL ?B @BOQ>FK LC E>SFKD QEB KB@BPP>0V @>PE TFQEI
BUELO?FQ>KQ @LPQ

>K>DBOP JRPQ ?B >?IB QL _QEFKH IFHB >K FKSBPQLO" TEBK KB@BPP>0V >F
PQ>HBELIABOP >0OB >?IB QL @ELHB LCC >@@BPP QL @>MFQ>| FC QEBV >0B

IAAFQFLK>IIV CFK>K@F>I J>K>DBOP KBBA QL M>V >QQBKQFLK QL TE>Q FP E:
J>OHBQP >P AROFKD > CFK>K@F> @ OFPFP JFDEQ KLQ ?B QEB ?BPQ QFJB Q
BUM>KPFLK MOLGB@Q )K RM@LJFKD @E>MQBOP TB TFIl BU>JFKB ELT FKSB
CFK>K@F> >PPBQP QE>Q @LJIM>KFBP FPPRB QL O>FPB @>PE >KA >IPL @LK
FK QEFP S>IR>QFLK QL BK>?IB RP QL J>HB @>MFQ>| ?RADBQFKD AB@FPFLKF

Ethical Considerations

5KCLOQR>KQBIV PLJB J>K>DBOP SFBT JBBQFKD QEB ?>0OB JFKFJRJ QEB OBD
OBNRFOB >P PRCCF@FBKQ CLO CRICFIIFKD QEB L?IFD>QFLKP QL FKSBPQLO!
>P QOVFKD QL JFPIB>A FKSBPQLOP TFQE QEB FKCLOJ>QFLK MOBPBKQBA TE
IL>KP FPPRFKD PQL@H LO ?LKAP >KA QEB IFHB
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4EB "FDDBO OF@QROB

/K QEB LQEBO PFAB LC QEB @LFK CFK>K@F>I FKPQFQRQFLKP E>SB JR@E F
@LIM>KFBPb >@QFLKP ?B@>RPB LC QEBFO @LKQOLI LC @>MFQ>| >@@BPP
CFK>K@F>I FKPQFQRQFLKP E>SB ?BBK @OFQF@FWBA CLO Q>HFKD LK BUQC
LC FK@OB>PFKD MOLCFQP 4EFP BUQO> OFPH JFDEQ OBPRIQ FK FK@OB>PB
BU>JMIB FPPRFKD JLOQD>DBP LO ?RPFKBPP IL>KP QL EFDEBO OFPH FKAFSF
OFPH JFDEQ 7B LKB LC QEB C>@QLOP IB>AFKD QL JLOB BUQOBJB CFK>K@F>
VB>0P

4ELRDE J>OHBQP >OB J>AB RM LC ELMBCRIIV BQEF@>| FKAFSFAR>IP QEBOB
QE>Q >DDOBD>QB OBPRIQP TFIl OBCIB@Q > @LK@OBQB LMFKFLK LC J>K>DE
/CQBK J>K>DBOP TFIl GRPQFCV >K RKBQEF@>| @LROPB LC >@QFLK ?V QEB.
OBPMLKPB FK OB>IFQV QEB J>OHBQ M>OQF@FM>KQP @LRIA ?B OB>@QFKE
MFB@BP LC FKCLOJ>QFLK PR@E >P BUMB@QBA OBQROK OFPH LO >KRJ?B
4EFP FP BPMB@F>IIV QORB TEBK J>QBOF>I FKCLOJ>QFLK E>P KLQ VBQ ?BBK
PR@E PFQR>QFLKP J>K>DBJBKQ JRPQ AL TE>Q FP OFDEQ CLO QEB PQ>HBEI
LTK GRADJBKQ PFK@B QEBV JFDEQ ?B QEB LKIV LKBP TFQE QEB OBIBS>KQ

KEY TAKEAWAYS

X ->K>DBJBKQ KBBAP QL ?B >?IB QL _QEFKH IFHB >K FKSBPQLO"
X +BBMFKD QEB J>OHBQP E>MMV FP FIMLOQ>KQ ?RQ KLQ FC FQ JB>KP .
PQ>QBJBKQP LO RKBQEF@>| ?BE>SFLO

EXERCISE

1 2>KH J>K>DBO FP @LKPFABOFKD OBI>UFKD @BOQ>FK OBPQOF@QFLI
LC JLOQD>DBP QE>Q QEB ?>KH @>K FPPRB "V ILTBOFKD PQ>KA>OAP
C>JFIFBP TFII NR>IFCV CLO JLOQD>DBP QL MRO@E>PB QEBFO CFOPQ |
QEBPB JLOQD>DBP TFIl @LJB TFQE > EFDEBO FKQBOBPQ 0>QB >QQ>@
MOLCFQP TFIl ?B >CCB@QBA MLPFQFSBIV FC QEB JLOQD>DBP >OB OBI
JLOQD>DBP >OBKbQ OBM>FA QEBK QEB ?>KHbP CFK>K@BP TFIl ?B FK |
7E>Q >0B PLJB BQEF@>| @LKPFABO>QFLKP QEB J>K>DBO PELRIA FK@
J>HFKD QEFP AB@FPFLK
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8.6 End-of-Chapter Exercises

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

End-of-Chapter Problems

$LBP CFK>K@F>| OBDRI>QFLK PBBJ QL ?B MOL>@QFSB LO OB>@
53 ,LLH >Q QEB A>QBP QEB HBV MFB@BP LC IBDFPI>QFLK TBOB |
>KA @LKPFABO QEB J>FK CFK>K@F>I BSBKQ > CBT VB>OP ?BCLC
QEB IBDFPI>QFLK

7E>Q >0B PLJB OB>PLKP QE>Q PLJB >PPBQP @>K ?B B>PFIV QO>
DIL?>| BU@E>KDB TEFIB LQEBOP KBSBO MOLDOBPP ?BVLKA OBL
J>OHBQP



Chapter 9

Interest Rates and Bond Valuation

My Word is My BondE

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ C

,L>KFKD PJ>Il >JLRKQP LC JLKBV QL VLRO COFBKAP JFDEQ Q>HB KL JLOB QE:
> E>SKAPE>HB ?RQ TEBK AB>IFKD TFQE I>ODB >JLRKQP LC JLKBV TFQE @LJM|
PQO>KDBOP TB QBKA QL OBNRFOB > ?FQ JLOB CLOJ>IFQV ">KHP >0B QEB C
QL @LKPFABO TEBK TB QEFKH >?LRQ QEBPB JLOB CLOJ>I IL>KP ?RQ QEBOB :
>SBKRBP CLO DLSBOKJBKQP JRKF@FM>IFQFBP @LOMLO>QFLKP >KA LQEB
O>FPB CRKAP >P TB AFPR{EFMBBOK 3B@ROFQFBP ->OHBQP
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9.1 Bonds and Interest Rates

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK TE>Q > ?LKA FP >KA TEL FPPRBP ?LKAP

FPQ >KA ABP@OF?B QEB HBV CB>QROBP LC > ?LKA

#>|@RI>QB QEB @LRMLK O>QB DFSBK QEB >KKR>| @LRMLK M>VJIBKQP
M>O S>IRB LC > ?LKA

)K QEFP @E>MQBO TB TFIl CL@RP LK ?LKA FKPQORJBKQP TEF@E >OB LKB T
securitize QL J>HB > PBOFBP LC @>PE CILTP FKQL > QO>A>?IB FKPQORJBKQ
bond FP > [L>K M>@H>DBA >P > QO>A>?IB PB@ROFQV QVMF@>IIV TFQE > MB
M>VJIBKQ >KA > OBM>VJIBKQ LC MOFK@FM>| >Q J>QROFQV

Who Issues Bonds?

4EBOB >0B J>KV AFCCBOBKQ BKQFQFBP QE>Q TFIl FPPRB ?LKAP >KA LCQE
?BE>SB AFCCBOBKQIV ?>PBA RMLK QEB QVMB LC FPPRBO !Q >K FKSBPQJB
QO>ABOP TFIl LCQBK PMB@F>IFWB FK QO>AFKD LKB QVMB LC ?LKA (BOB >
JLOB @LJJLK

X #LOMLO>QFLK #LOMLO>QB "LKAP LO _#LOMLO>QBP"

X 53 'LSBOKJBKQ 'LSBOKJBKQ "LKAP LO 'LSFBP

X 3J>1IBO 'LSBOKJIBKQ %KQFQFBP B D #FQFBP LO 3Q>QBP -RKF@
"LKAP LO _-RKFBP

X IQEBO 'LSBOKJBKQP 3LSBOBFDK "LKAP LO _3LSBOBFDKP’
4L J>HB > PBOFBP LC @>PE CILTP

FKQL > QO>A>?IB FKPQORJBKQ

HL>K M>@H>DBA >P > QO>A>?IB

PB@ROFQV QVMF@>IIV TFQE,
MBOFLAF@ FKQBOBPQ M>VJB}Q§§1§’ALOFDFK>IIV TBOB MFB@BP LC M>MBO PQ>QFKD >II LC QEB KB@BPP>0

> OBM>VJBKQ LC MOFK@FM>IQBB @BKQBO TFQE @LRMLKP VBP GRPQ IFHB QEB 3RKA>V M>MBO >OLRKA
J>QROFQV LTKBO LC QEB ?LKA TLRIA @RQ LCC QEB @LRMLK >KA QROK FQ FK QL OB@BI
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FKQBOBPQ M>VJIBKQ 4EB QBOJFKLILDV PQR@H PL BSBK TFQE QLA>VbP BIB(
MBOFLAF@ M>VJBKQP >O&u@rl igyments -LPQ ?LKAP M>V QEBPB @LRMLK
M>VJIBKQP QTF@B > VB>0 PBJF>KKR>IIV QELRDE LK@B >VB>0 >KKR>| M>\
KLQ RK@LJJILK

4EBPB @LRMLK M>VJIBKQP QVMF@>IIV L @@iedRiaps-1 GEBTEF@E QFJB QEB
CFK>I @LRMLK M>VJBKQ >KA QEB MOFK@FM>I LC QEB ?LKA TLRIA ?B ARB 4E
>JLRKQ FP @>IIBA&BRlue #ROOBKQIV QEB JLPQ @LJIJLK M>0 S>IRB CLO
@LOMLO>QB ?LKAP FK QEB 53! FP 7EBK ABP@OF?FKD > ?LKA TB QVMF@:
couponrate TEF@E FP QEB >KKR>I QLQ>I LC QEB @LRMLK M>VJBKQP BUMOB
MBO@BKQ>DB LC QEB M>0O S>IRB

&LO BU>JMIB > ?LKA TEF@E M>VP  PBJF>KKR>IIV TLRIA ?B M>VFKD > QLQ> |
e BSBOV VB>0 )C QEB M>0 S>IRBLC QEB?LKAFP  QEBK TB P>V QE>Q
E>P > @LRMLK O>QB LC

<@,?4:9 :@::9 %,?0>
99@,7 :@;:9 $,D8097c%,=),7@0 :@;:9 %,?0

@;:9 %,?70e$,=),7@0 99@,7 :@;:9 $,D8097?>

Coupon Rate vs. Interest Rate

)Q FP SBOV B>PV QL @LKCRPB QEB @LRMLK O>QB TFQE QEB FKQBOBPQ O

OBJBJ?BO FP QE>Q QEB FKQBOBPQ 0>QB @>K @E>KDB LSBO QFJB >P QEE
? ? ? ?

JEB MBOFLAF® MsvJBKap Lo > 7 LKA CIR@QR>QBP ?RQ QEB @LRMLK 0>QB CLO JLPQ ?LKAP FP BPQ>?IFP!

LKA QUME@>IIV M>FA LC FPPRB >KA QVMF@>1IV ALBPKbQ @E>KDB LSBO QEB IFCB LC QEB ?LKA 4

PBJIF>KKR>IIV JLOB @LKCRPFKD @LIJM>KFBP QVMF@>IIV IFHB QL FPPRB QEB ?LKAP TFQE
0>QB ?BFKD @ILPB QL QEB MOBS>FIFKD FKQBOBPQ O>QB "RQ GRPQ OBJB

4EB A>QB LK TEF@E QEB CRK>I

@LRM>L?< M>VJBK8'D>& ocs| | QEB @LRMLK O>QB FP PBQ >Q QEB QFJB LC FPPRB FQ ALBPKbQ @E>KDB

MOFK@FM>I LC QEB ?LKA FP ARB

4EB MOF@FM>I >JLRKQ LC QEB 4EBOB AL BUFPQ ?LKAP QE>Q E>SFKD _CIL>QFKD" @LRMLK O>QBP TEF@E
?LKA QEBV >0OB QEB BU@BMQFLK >KA KLQ QEB ORIB )K QEFP ?LLH TB TFI| >IT>VI
AEB >KKR>I QLO>I LC QEB @LRMRE>Q ?LKAP >OB PQ>KA>OA ?LKAP TFQE CFUBA @LRMLKP

M>VIBKQP BUMOBPPBA >P 3
MBO@BKQ>DB LC QEB M>0 |[S>IRB

\4

4EB @LKQO>@Q TEF@E PQFMRI>QBP
>|I LC QEB PBM@FCF@ ABQ»FIR REKAP >OB DLSBOKBA®Wd>indenture TEF@E FP QEB @LKQO>@Q TEF@E

?LKA FK@IRAFKD @LKAFQRLKRSARI>QBP >Il LC QEB PMB@FCF@ ABQ>FIP LC QEB ?LKA FK@IRAFKD @LK!
OBM>VJBKQ >KA ABC>RIQ Q cQ @FCF@ ABQ CQ @ @

"LKAP >KA )JKQBOBPQ 2>QBP
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>KA ABC>RIQ TEBK ?LKAELIABOP @>K RPR>IIV PBBH IBD> OB@LROPB CLO Dt
LC QEB @LIJM>KV 3MB@FCF@ FQBJP FK QEB ?LKA FKABKQRO#eR@BOBCBOO

KEY TAKEAWAYS

X "LKAP J>HB @LRMLK M>VJBKQP RKQFI QEB J>QROFQV A>QB >Q TEF@E
QEB CFK>l @LRMLK M>VJBKQ >KA QEB M>0 S>IRB >OB ARB

X 4EB @LRMLK O>QB FP QEB >KKR>l @LRMLK M>VJBKQP LC QEB ?LKA AF
QEB M>0 S>IRB LC QEB ?LKA

X #LRMLK O>QBP ALKbQ @E>KDB LSBO QEB IFCB LC QEB ?LKA CLO >IJLPC

EXERCISES

JFPQ QEB HBV CB>QROBP LC > ?LKA >KA TE>Q QEBV OBMOBPBKQ
| QVMF@>| ?LKA FP FPPRBA TFQE > @LRMLK )C FKQBOBPQ O>QBP @!
TE>Q E>MMBKP QL QEB @LRMLK CLO QEFP QVMF@>| ?LKA

3SMB@FCF@ FQBJP FK > ?LK
FKABKQROB

"LKAP >KA )JKQBOBPQ 2>QBP
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9.2 Credit Risk

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

4EB RK@BOQ>FKQV FK CRQ
CILTP ARB QL MLPPF?FIFQV
2LOOLTBO TFII KLQ M>V

4EB JLPQ @LJJLK @OBAFQ
TEF@E FK QEB BUQOBJB L@
TEBK QEB @LJM>KV ALBPKA
E>SB QEB @>PE QL M>V QE
KB@BPP>0OV P@EBARIBA M3
LO @ELLPBP KLQ QL

LEARNING OBJECTIVES

$BP@OF?B @OBAFQ OFPH

%UMI>FK TEV 53 DLSBOKJBKQ PB@ROFQFBP >0OB RPBA >P > MOLUV CL!
>PPBQ

%UMI>FK ELT O>QFKDP >DBK@FBP EBIM QL FABKQFCV @OBAFQ OFPH

.LQ >l ?LKAP >0OB @OB>QBA BNR>| &LO BU>JMIB TEF@E PBBJP IFHB QEB P>(
FKSBPQJBKQ IL>K QL QEB 53 DLSBOKJBKQ LOIL>K QL > PJ>ll @LIM>K
QE>Q E>PKbQ M>FA FKQBOBPQ QL FQP @ROOBKQ FKSBPQLOP CLO LSBO >V
TLOIAbP I>0DBPQ B@LKLJV MOL?>?IV PBBJP IFHB QEB ?BQQBO ?BQ >II LQEBX
BNR>l "RQ TE>Q FC QEB PJ>Il @LIM>KV LCCBOBA VLR QEOBB LO CLRO QFJBF
VLRO FKSBPQJBKQ .LT QEB AB@FPFLK FP KLQ PL PQO>FDEQCLOT>0A\

4EB J>GLO AFCCBOBK@B ?BQTBBK LRO DLSBOKJBKQ ?LKA >KA QEB PJ>Il @L.
FP LRO BUMB@Q>QFLK LC QEB ?LOOLTBObP @OBAFQTLOQEFKBPP 7B I>?BI
CRQROB @>PE CILTP ARB QL MLPPF?FIFQV QE>Q QEB ?2t@dit filO THHKLQ M>
JLPQ @LJILK @OBAFQ @Rtk TEF@E FK QEB BUQOBJB L@@ROP TEBK
@LIM>KV ALBPKbQ E>SB QEB @>PE QL M>V QEB KB@BPP>0V P@EBARIBA M:
KLQ QL 4EFP FP KLQ QEB LKIV OB>PLK ?LKAP @>K ?B ABQBOJFKBA QL ?B FK
?20BB@EFKD PMB@FCF@ @LSBK>KQP CLO BU>JMIB > @LSBK>KQ PMB@FCV
IFNRFAFQV O>QFLP ?B J>FKQ>FKBA BSBK FC >Il M>VJBKQP E>SB ?BBK J>AB

3FK@B >P LC QEB QFJB LC QEFP TOFQFKD QEB 53 DLSBOKJBKQ FP QEB I>0L
ROR @>REQE TFQE QEB I>0ODBPQ MLQBKQF>| OBSBKRB PQOB>J FQ E>P ?BBK @
QErRBEFBO TFQE QEB IB>PQ >JLRKQ LC @OBAFQ OFPH 7EFIB KLQ QORIV TFQI

FK  CLO FKPQ>K@B QEB 53 DLSBOKJBKQ T>P I>QB FK > PJ>Il MLOQFLK LC
DAAEVIBKQP ARB QL > PRMMLPBA M>MBO BOOLO >P > MOLUV TB @LKPFABO
g&‘kﬁkp QL ?B QEB _OFPH COBB" >PPBQ FK QBOJP LC @OBAFQ OFPH

3
-\VIBKQ
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IPPBQP MIBADBA QL PB@ROB
OBM>VJIBKQ

#OBAFQ 2FPH

3LIBQFJBP @OBAFQ OFPH @>K ?B OBAR@BA QEGII:RDE QEBRFEPBDP
MIBADBA QL PB@ROB OBM>VJBKQ 4EB JLPQ C>JFIF>0 @LII>QBO>| >00>KDB.
PQ>KA>0A ELJB JLOQD>DB TEBOB QEB MOLMBOQV FQPBIC FP @LII>QBO>| >I
?2LOOLTBA #LOMLO>QFLKP @>K >IPL MIBADB @BOQ>FK >PPBQP TEBK QEBV ¢
2LKAP TFQE QEB >KQF@FM>QFLK QE>Q QEB ILTBO @OBAFQ OFPH TFIl @LOC
@LPQ LC ?LOOLTFKD

4L >FA FKSBPQLOP FK QEBFO >PPBPPJBKQ LC QEB @OBAFQ OFPH LC ?LKA Fi
O>QFKDP >DBK@FBP TEF@E >QQBJIMQ QL NR>IFCV QEB @OBAFQTLOQEFKBF
3LJB LC QEB I>ODBO >DBK@FBP FK@IRAB 3Q>KA>OA >KA OLLObP 30 -LLAVL
2>QFKDP O>KDB COLJ !l LO I>> >P AFCCBOBKQ >DBK@FBP E>SB PIFDEQIV Al
CLO QEB JLPQ @OBAFQTLOQEV AB?Q QL $ CLO AB?Q QE>Q FP >IOB>AV FK AF
>Q IB>PQ ""'d LO">> >OB @LKPFABOBA FKSBPQJBKQ DO>AB’ TEF@E @>K
FIMLOQ>KQ AFPQFK@QFLK CLO J>KV JRQR>I CRKAP QE>Q FKSBPQ FK ?LKAF
?LKAP QL ?B EBIA FK QEBFO MLOQCLIFLP IKV ?LKAP O>QBA ILTBO ™ "> LO 7E
@LKPFABOBA KLQ FKSBPQJBKQ DO>AB LO PMB@RI>QFSB" 4EBPB ?LKAP >C
@>IBA_GRKH ?LKAP" >P TBIl QELRDE FQ TLRIA ?B FIMLOQ>KQ QL OBJBJ?BO
_GRKH ?LKAP’ E>SB > EFDEBO @I>FJ LK > @LIJM>KVbP >PPBQP QE>K >KV PE>

4>?I1B  "LKA 2>QFKDP

MoodyOs S&P Fitch
High Grade I>>QL!> [mQLid |MmQL!d
Medium Grade IQL"™> (tQL™d |! QL"™"d
Speculative "> QL" " QL"d "™ QL"d
Very Risky or In Default |#>> QL# | ### QLS |[### QLS

4EBOB E>SB ?BBK PLJB @LK@BOKP LSBO QEB >@@RO>@V LC QEB O>QFKDF
MOLSFABOP BPMB@F>IIV >CQBO QEB @OBAFQ @OFPFP LC  3LJB EFDEIV C
BKABA RM E>SFKD ABC>RIQ O>QBP JR@E EFDEBO QE>K TLRIA E>SB ?BBK BU
QEBFO >PPFDKBA O>QFKDP /KB >ODRJBKQ FP QE>Q QEBPB PB@ROFQFBP Tl
QEB O>QFKDP >DBK@FBP @LRIAKbQ >@@RO>QBIV BS>IR>QB QEBJ 'KLQEBC
PFK@B O>QFKDP >DBK@FBP B>OK QEBFO OBSBKRBP ?V @E>ODFKD CLO >PF
PB@ROFQVbP FPPRB QEBOB FP > MLQBKQF>| @LKCIF@Q LC FKQBOBPQ QE>
QL DFSB EFDEBO O>QFKDP QE>K QEBV LQEBOTFPB PELRIA 2BD>OAIBPP LC (
@LKCFABK@B FK O>QFKDP >DBK@FBP E>P ?BBK PE>HBK >KA TEFIB QEB FK
MOLSFABA ?V PR@E @LJM>KFBP FP RKALR?QBAIV RPBCRI >K FKSBPQLO FP
Q>HB O>QFKDP >P >?PLIRQB QORQE BPMB@F>IIV TEBK JLOB @LJIMIBU FKPQ!
FKSLISBA



#E>MQBO )KQBOBPQ 2>QBP >KA "LKA 6>IR>QFLK

KEY TAKEAWAYS

X #OBAFQ OFPH PELRIA ?B > J>GLO @LKPFABO>QFLK TEBK BS>IR>QFKD

X 53 'LSBOKJBKQ PB@ROFQFBP >0B RPBA >P > MOLUV CLO QEB OFPH CC

X 2>QFKDP >DBK@FBP EBIM QL BS>IR>QB @OBAFQ OFPH ?RQ PELRIA KL
>?PLIRQB QORQE

EXERCISES

7TEBK @>K > ?LKA ?B ABQBOJFKBA QL ?B FK ABC>RIQ
7EF@E E>P JLOB @OBAFQ OFPH FKSBPQJBKQ DO>AB AB?Q LO PMB@F

#OBAFQ 2FPH
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9.3 Bond Yield

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

4EB FKQBOBPQ 0>QB QE>Q
@LIMBKP>QBP CLO QEB MB
LMMLOQRKFQV @LPQ LC QF
FKSBPQJBKQ

I ?LKAbP BUMB@QBA OBQR(

4EB >KKR>IFWBA O>QB LC G
LK > ?LKA >PPRJFKD QEB 2l
FP EBIA QL J>QROFQV >KA >
BUMB@QBA @>PE CILTP L@

A

LEARNING OBJECTIVES

%UMI>FK QEB OBI>QFLKPEFM ?BQTBBK QEB OB>| FKQBOBPQ O>QB QE
FKQBOBPQ 0>QB >KA FKCI>QFLK

#>|@RI>QB > KLIFK>| FKOBOBPQ O>QB DFSBK QEB OB>I FKQBOBPQ O>
FKCI>QFLK O>QB RPFKD QEB &FPEBO BNR>QFLK >KA QEB JLOB @LJJL}
>MMOLUFJ>QFLK

$BP@OF?B QEB OBI>QFLKPEFM ?BQTBBK ?LKA MOF@BP >KA VFBIAP
#>|@RI>QB QEB OFPH MOBJFRJ LC >K >PPBQ DFSBK QEB OFPH COBB C
QEB BUMB@QBA OBQROK LC QEB >PPBQ

I FKSBPQJBKQP E>SB > @BOQ>FK >JLRKQ LC OFPH BSBK PQRCCFKD ALII>Ol
J>QQOBPP FP SRIKBO>7?IB QL ELRPB CFOB >KA FK>MBOCB@Q TLOIA TB TL
@LJIMIBQBIV >PPBPP QEB OFPH LC B>@E FKSBPQJBKQ 4EBOB >0OB J>KV BJMI
@LIM>KFBP >KA @LKPRIQ>KQP TELPB BKQFOB CL@RP FP LK BS>IR>QFKD Ol
CFK>K@B ?LFIP ALTK QL QEB PQRAYV LC OFPH >KA OBQROK

4EB S>IRB LC > ?LKA IFHB >KV PBOFBP LC CRQROB @>PE CILTP FP FKQOFKP
QEB MBO@BFSBA LMMLOQRKFQV @LPQ LC QEB FKSBPQJBESMSIBUB AFP@RF
4FJB 6>IRB LC -LKBV /KB #>PE &ILAEFP @LPQ @>lIBalQ@Brest rate  FP

ABQBOJFKBA ?V QEB J>OHBQ ?V @>RPFKD QEB MOF@B LC QEB ?LKA QL OFP
EB>0 KBTP@>PQBOP PMB>HFKD LC _FKQBOBPQ O>QBP C>IIFKD' TE>Q QEBV
QE>Q QEB OBIBS>KQ ?LKAP E>SB @E>KDBA FK MOF@B BUMLPFKD > ?BIFBC
QEB LMMLOQRKFQV @LPQP LC ELIAFKD QEB ?LKA >OB DLFKD ALTK 3L >P >F

é%\ém >?LRQ FKQBOBPQ 0>QBP @E>KDFKD ?RQ TB PELRIA OBJBJ?BO QE>Q F
B

OBP >0B ABOFSBA COLJ QEB MOF@B LC QEB ?LKAP K FKSBPQLO ?RVFKD
@BOQ>FK MOF@B MLFKQ TFII VFBIA > @BOQ>FK OBQROK LK EBO FKSBPQJB}
QEFP BUMB@QBA OBQROK FP @>{jf QEBVIREMIGEE @eld\io maturity
YTM) FP QEB >KKR>IFWBA O>QB LC OBQROK LK > ?LKA >PPRJFKD QEB ?LKA

BIRRROFQV >KA >Il QEB BUMB@QBA @>PE CILTP L@@RO
KA

Il QEB

@RO
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4EB ABQBOFLO>QFLK LC QE
MRO@E>PFKD MLTBO LC >
@ROOBK@V

4EB FKQBOBPQ 0>QB QE>Q
@LIMBKP>QBP CLO LMMLO
@LPQ >KA FKCI>QFLK C>@(
QLDBQEBO

"LKA 9FBIA

Bond Yields vs. Prices

I ?LKADP VFBIA FP ABQBOJFKBA ?V FQP MOF@B ?RQ TB LCQBK PMB>H LC _}
OBNRFOB > VFBIALC ~ 7E>Q TB >0OB OB>IIV P>VFKD FK QEFP @>PB FP QE>!
TFIl LKIV M>V > MOF@B CLO QEB ?LKA QE>Q TFII DFSB QEBJ > OBQROK LK
JLKBV

)C FKSBPQLOP ABQBOJFKB QEBV KBBA > EFDEBO VFBIA QEBK QEBV TLKbQ
M>V >P JR@E RM COLKQ >KA ?LKA MOF@BP PELRIA C>1l 4ERP >P VFBIAP C
C>ll >KA SF@B SBOP> "LKA MOF@BP >KA VFBIAP >0OB FKSBOPBIV OBI>QBA

%>@E ?LKA C>@BP > ELPQ LC >AAFQFLK>|I C>@QLOP >|I LC TEF@E JRPQ ?B =
MOLMBOIV >PPBPP QEB S>IRB LC > ?LKA 'P QFJB DLBP ?V QEB MRO@E>PFKL
ALII>O LO TEF@EBSBO RKFQ LC @ROOBK@V TB >OB RPFKD @LRIA ABQBOFL
inflation  /MMLOQRKFQV @LPQ >KA FKCI>QFLK C>@QLOBA QLDBQEBO >0B (
QEmBominal interest rate

)C ?LQE QEB FKCI>QFLK 0>QB >KA QEB OB>| 0>QB LC FKQBOBPQ >OB ILT QE:
QEBK TB @>K P>CBIV >MMOLUFJ>QB QEB KLJFK>I FKQBOBPQ O>QB >P

<@,?4:9 ;;=:C48,?0 ":849,7 970=0>? %,?0
%0,7 %,?70 :1 9?0=@47,74:9 % [?0849,7 %,?0 :1 970=0>7?

= F[:

7B RPB= MOLKLRK@BA O PQ>0" QL OBMOBPBKQ QEB OB>| 0>QB LC FKQBOE
'OBBH IBQQBO _MF TEF@EEBIEBRRFO@IB @LKPQ>KQLC QL OBMOBPBK
FKCI>QFLK 7EV E>SB CFK>K@B P@ELI>OP @ELPBK QL RPB Z "B@>&RPB TB QI
TLRIA ?B QLL @LKCRPFKD PFK@B ?LQE _FKQBOBPQ' >KA FKCI>QFLK' PQ>0
IBQQBO\

B 4EFP BNR>QFLK E>P QEB ?BKBCFQ LC ?BFKD B>PV QL OBJBJ?BO >KA @>K ?B
>@@RO>QB OBPRIQP 7EFIB EFPQLOF@>IIV FQ E>P ?BBK P>CB QL >PPRJB > C
LO ?BILT QEBOB E>SB ?BBK J>KV L@ @ROOBK@BP LC I>0DB O>QBP LC FKC
I>ODBO QE>K QEOLRDELRQ QEB TLOIA 7EBK QEFP FP QEB @>PB FQ FP JLC

DRRERWWB QEB JLOB >@@RO>QB &FPEBO BNR>QFLK CLO FKQBOBPQ O>QBP
DLOBA
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<@,?4:9 4>30= <@,?4:9 1:= 9?0=0>7? %,?0>
%0,7 %,?0 :1 9?0'0>? 917,74:9 %,?0  ":849,7 %,?0:1 970=0>7

= e F =

7EFIB > IFQQIB JLOB @RJ?BOPLJB QL OBJBJ?BO >KA RPB FQ FP QEB JLOB >@
BPMB@F>IIV FC FKCI>QFLK FP EFDE

4EFP @LJ?FK>QFLK LC QEB OB>| 0>QB LC FKQBOBPQ >KA QEB FKCI>QFLK O>
OBQROK OBNRFOBA LK >K >PPBQ QE>Q FP COBB LC >KV LQEBO OFPHP TB @
0>QB LC OBQROK >KA ABPEDK>0QB BEB QFJB LC QEFP TOFQFKD PQ>KA>OA \

FP QL RPB 53 DLSBOKJBKQ ?LKAP >P > MOLUV CLO PR@E > OFPH COBB >PPB(

7B >IOB>AV HKLT LC LKB OFPH @OBAFQ OFPH QE>Q TFIl @>RPB FKSBPQLOF
VFBIAP ?RQ QEBOB >0B J>KV LQEBO MLQBKQF>I PLRO@BP LC OFPH &LO BU
FPKbQ IFHBIV QL ?B B>PFIV QO>A>?IB QEBK FKSBPQLOP @LRIA T>KQ EFDEBC
@LIMBKP>QB !ll LC QEBPB TFIl @LKQOF?RQB QL QER FEBROIBKQLP

>JLRKQ LC OBQROK OBNRFOBA ?V FKSBPQLOP LSBO QEB OFPH COBB >PPBQ

<@,?4:9 %4>6 $=084@8
%0<@4=0/ %,?0 :1 %4>6 =0004>0%=084@B80<@4=0/ %,?0 :1 >>07?
2 %% =

QEBOBCLEGB = d=

KEY TAKEAWAYS

X 2B>I FKQBOBPQ O>QB )KCI>QFLK .LIJFK>I)KQBOBPQ 2>QB TEBK FKCI:
OB>PLK>?IB

X "LKA MOF@BP DL RM VFBIAP DL ALTK "LKA MOF@BP DL ALTK VFBIAP D

X 4EB OFPH MOBJFRJ LC >K >PPBQ FP QEB BUQO> >JLRKQ LC VFBIA KBBA
QEB OFPH COBB 0O>QB QL @LJMBKP>QB CLO QEB EFDEBO IBSBI LC OFF

4EB >JLRKQ LC OBQROK OBNRFOBA
?V FKSBPQLOP LSBO QEB OFPH COBB

>PPBQ

"LKA 9FBIA
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EXERCISES

)C QEB BUMB@QBA 0>QB LC FKCI>QFLK FK@OB>PBP TE>Q TFIl E>MMB
KLJFK>l O>QB LC FKQBOBPQ 7E>Q PELRIA E>MMBK QL ?LKA MOF@BP
)C QEB OB>| FKQBOBPQ O>QB FP >KA BUMB@QBA FKCI>QFLK FP  TE:
>MMOLUFJ>QB KLJFK>I FKQBOBPQ O>QB 5PFKD QEB &FPEBO BNR>QFL
QEB BU>@Q KLJFK>I FKQBOBPQ O>QB 2BMB>Q TFQE >K BUMB@QBA Fi
LC

I @LIM>KV GRPQ FPPRBA > MLLO B>OKFKDP OBMLOQ QEOLTFKD FKQL
>?FIFQV QL @LKQFKRB QEBFO AB?Q M>VJBKQP 7E>Q PELRIA E>MMBK
OFPH MOBJFRJ 7E>Q PELRIA E>MMBK QL QEB MOF@B LC QEBFO ?LKAF

"LKA 9FBIA
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9.4 Bond Valuation

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

#>|@RI>QB QEB MOF@B LC > ?LKA
%UMI>FK ELT ?LKA MOF@BP >0B NRLQBA
#>|@RI>QB QEB 94- LC > ?LKA

4EB CFK>K@F>I S>IRB LC >KV >PPBQ FP QEB MOBPBKQ S>IRB LC FQP CRQRO
>|0B>AV E>SB QEB QLLIP KB@BPP>0V QL PQ>0Q S>IRFKD ?LKAP )C TB HKLT
@LRMLK M>VJBKQP QEB M>0 S>IRB >KA QEB J>QROFQV LC QEB ?LKA QEBK
QFJB S>IRB LC JLKBV PHFIIREEMQBO 4FJB 6>IRB LC -LKBV -RIQFMIB®ILTP
PLISB CLO BFQEBO MOF@B LO 94- DFSBK QEB LQEBO

&LO BU>JMIB FC) HKLT QE>Q > ?LKA TFQE > >KKR>I @LRMLK E>P VB>OP Q!
> M>0 S>IRB >KAE>P >94-LC ) @>K CFDROB LRQ FQP MOF@B 3FK@B
>0B VB>V VB>OR= MBO VB>0O 0-4 e MBO VB>0O >KA &6

42@=0

5PFKD > CFK>K@F>I @>I@RI>QLO LO BU@BI LO PLISFKD ?V E>KA TB PELRIA |
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"LKA 6>IR>QFLK

Quoting Bond Prices

"LKA MOF@BP ?V @QLKSBKQFLK >0OB NRLQBA >P > MBO@BKQ>DB LC QEB M
>?L.SB BU>JMIB QEB OBPRIQ LC TLRIA ?B NRLQBA >P

IKA ?B@>RPB TB HKLT QEBV >0OB MBO@BKQ>DBP ?V @LKSBKQFLK TB
FK@IRAB QEB MBO@BKQ PFDK 3L LRO ?LKA NRLQB FP

)C > ?LKA FP NRLQBA >Q BU>@QIV  TB P>V FQ FP QO>AFKD >Q M>0O PFK@
M>0 S>IRB !?LSB  TB P>V QEB ?LKA FP QO>AFKD >Q > MOBJFRJ >KA ?BIL"
FQ FP >Q > AFP@LRKQ

)C LRO ?LKA M>FA FQP @LRMLK PBJF>KKR>IIV TB KBBA QL @>I@RI>QB QEB S
PBJF>KKR>l PFU JLKQE MBOFLAP "V @LKSBKQFLK ?LKA VFBIAP >OB NRLQB
FK QE>Q QEBV >OB >IT>VP BNR>I QL QEB O>QB LSBO QEB MBOFLA QFJBP QEI
AERP LRO FKMRQP PELRIA®?B PBJF VB>OP= MBO PBJF

VB>0 0-4 e BSBOV PBJF VB>0 >KA &6

42@=0 :9/'4807490H&084,99@,7 :@;:9

/RO OBPRIQ FP > 06 LC TEF@E FP LKIV PIFDEQIV AFCCBOBKQ QE>K LRO >
@LRMLK ?LKA
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"LKA 6>IR>QFLK

Clean vs. Dirty

&LO B>PB TB E>SB LKIV RPBA BU>JMIB ?LKAP TFQE TELIB VB>OP IBCQ RKQF
J>QROFQV ! 2LKA QE>Q T>P QO>ABA M>0Q LC QEB T>V QEOLRDE QEB VB>(
>@@ORBA FKQBOBPQ ARB QL QEB ?LKA PBIIBO PFK@B QEB BKQFOB @LR)
KLT DL QL QEB KBT LTKBO

"V @LKSBKQFLK ?LKA MOF@BP FK 53 J>OHBQP >0B NRLQBA >P _@IB>K MO
JB>KFKD QEBV FDKLOB QEFP >@@ORBA FKQBOBPQ 4EFP J>HBP FQ B>PFB
2LKAP A>V QL A>V PFK@B QEB >@@ORBA FKQBOBPQ @E>KDBP BSBOV A>'
WBOL TEBK QEB @LRMLK M>VJBKQ FP J>AB 7EBK > QO>AB >@QR>IIV L@@
@IB>K MOF@B MIRP QEB >@@ORBA FKQBOBPQ TFII ?B @LJ?FKBA QL J>HB
M>VJIBKQ QEB _AFOQV' MOF@B

3LISFKD CLO 94- FP PFJFI>O )C QEB MOF@B LC LRO >?LSB PBJF>KKR>l @LRM
>NRLQBA  TE>Q FP QEB 94-

42@=0 :9/'4807490H&084,99@,7 :@;:9 &:7A492 1:= +'l

K PBJFVB>OP 0-4 &6 >KA06 d e d 7B

OBMOBPBKQ QEB MOF@B >P > KBD>QFSB KRJ?BO PFK@B FQ FP >%@>PE LRQ
DFSBP > OBPRIQLC  CLO QEB PBJF>KKR>I MBOFLA LO e CLO QEB N
94-

%U@BI E>P QTL CRK@QFLKP QE>Q @>K ?B RPBA QL AFOB@QIV PLISB CLO 2L
"LQE OBNRFOB >@QR>| @>IBKA>0 A>QBP CLO PBQQIBJBKQ >KA J>QROFQV Lt
>II TB HKLT LC LRO ?LKA FP QE>Q FQ E>P VB>OP QL J>QROFQV TBbIl MF@H /
VB>OP >M>0Q "LQE >IPL OBNRFOB >K FKMRQ LC ELT JR@E LC QEB M>0 S>IR
OBABJMQFLK NRLQBA>P > LC M>0 3FK@B TB >OB OB@BFSFKD >II LC QEB \
OBABJMQFLK QEFP KRJ?BO TFIl 7B

02)#% PBQQIBJBKQ A>QB J>QROFQV A>QB @LRMLK 0>QB VFBIA OBABJIMQF
VB>0

02#%
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9)%,$ PBQQIBIBKQ A>QB J>QROFQV A>QB @LRMLK O>QB MOF@B OBABJIM(
VB>0

9)%,$ _

LO

KEY TAKEAWAYS

X 5PB 46- BNR>QFLKP LO BU@BI CRK@QFLKP QL PLISB CLO QEB MOF@B |
?LKAP

X "LKA MOF@BP >0OB NRLQBA >P > MBO@BKQ LC M>0O PL QEBV PELRIA ?E
I?LSB  QEB ?LKA FP QO>AFKD >Q > MOBJFRJ >KA ?BILT >Q >
AFP@LRKQ

EXERCISES

I 2LKA FP QO>AFKD >Q > MOBJFRJ 7E>Q ALBP QE>Q P>V >?LRQ FQP 94-

OBI>QFSB QL FQP @LRMLK O>QB

I >KKR>| @LRMLK ?LKA E>P > 94-LC >KAE>P VB>OP RKQFI

J>QROFQV 7E>Q FP QEB NRLQBA MOF@B FC QEBM>0 S>IRBFP  7E

NRLQBA MOF@B FC QEB M>0O S>IRB FP

I PBJF>KKR>| @LRMLK ?LKA E>P VB>OP RKQFI J>QROFQV )QP NRLQE

MOF@BFP  )C FQP 94- PQ>VP @LKPQ>KQ TE>Q PELRIA ?B FQP NRL(
VB>0 COLJ KLT

"LKA 6>IR>QFLK
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9.5 The Bigger Picture

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

$BP@OF?B ELT ?LKAP CFQ FKQL QEB I>0DBO MF@QROB LC CFK>K@B
%UMI>FK BQEF@>| @LKPFABO>QFLKP OBD>OAFKD ?LKAP

"LKAP >IILT BKQFQFBP QL ?LOOLT JLKBV B>PFIV COLJ FKSBPQLOP 7EBK ?>KF
QLL JR@E OBQROK LO >0OB RKTFIIFKD QL >@@BMQ JLOB OFPH ?LKAP @>K ?I
O>FPFKD JLOB @>MFQ>| #LOMLO>QFLKP LO DLSBKJBKQP JRKF@FM>IFQFBI
RPB QEB @>MFQ>I O>FPBA QL FKSBPQ FK KBT MOLGB@QP LO M>V CLO LKDL

'P J>K>DBOP TB KBBA QL @LKPFABO ELT LRO >@QFLKP TFIl FKCIRBK@B LRO
?LKAP >KA O>FPB @>MFQ>I| P FKSBPQLOP TB KBBA QL @LKPFABO ?LKAP >P
@I>PP

/KB PFAB ?BKBCFQ LC ?LKA J>OHBQP FP QE>Q TB @>K TFQKBPP QEB MBO@B
LC QEB ?LKA >P QEBV QO>AB &OLJ QEBPB MOF@BP TB @>K ABAR@B QEB O
2V QEB J>OHBQ >KA RPB QEFP FKCLOJ>QFLK QL IB>OK JLOB >?LRQ QEB J>O}
BU>JMIB OFPH QLIBO>K@B LO FKCI>QFLK BUMB@Q>QFLK LO QEB FPPRBO (
MBO@BFSBA OFPH LC ABC>RIQ LC QEB ?LKA

Ethical Considerations

7EBK FPPRFKD ?LKAP @LJM>KFBP E>SB >K FK@BKQFSB QL ILLH IFHB P>CB F
PFK@B QEFP TFII ILTBO QEB OBQROK ABJ>KABA ?V QEB J>OHBQ 3LJB @LJIM>
J>HB AB@FPFLKP ?>PBA RMLK ELT QEBFO ?>I>K@B PEBBQ TFIl >SMMB>0 >KA
?BIFBSB FQ TFIl >CCB@Q QEB O>QFKD CLO >K RM@LJFKD ?LKA FPPRB 4EB |
J>KFMRI>QFLKP @>K ?B AFCCF@RIQ QL AFPQFKDRFPE BPMB@F>IIV FC FQ F
QO>KPM>OBK@V

2>QFKDP @LIJM>KFBP >0B JB>KQ QL ?B L?GB@QFSB GRADBP LC OFPH ?RQ (
COLJ CBBP M>FA CLO B>@E ?LKA FPPRB O>FPFKD QEB PMB@QBO LC @LKCI
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TEFIB O>QFKDP @LIJM>KFBP >IPL FK@IRAB ABQ>FIP >?LRQ QEB OFPH LC >K F
FKSBPQLOP C>FI QL ILLH ?BVLKA QEB >PPFDKBA O>QFKDP ABPMFQB QEB ML
LC PLJB ?LKAP

)KSBPQLOP KBBA QL @LKPFABO QE>Q ?RVFKD > ?LKA FP FK BCCB@Q PRMM
?LOOLTFKD LC QEB FPPRBO )C > DLSBOKJBKQ FP BKD>DFKD FK MLIF@FBP @
@LKP@FBK@B LC QEB FKSBPQLO LO > @LJM>KVbP OBSBKRB PLRO@B FP L7
FKSBPQLO PELRIA @LKPFABO >SLFAFKD QEB FKSBPQJBKQ

KEY TAKEAWAYS

X "LKAP >IILT BKQFQFBP QL O>FPB @>MFQ>|

X #LIM>KFBP @>K QOV QL J>KFMRI>QB MBO@BMQFLK QL FKCIRBK@B O:
>DBK@FBP >KA MLQBKQF>| @LPQ LC ?LOOLTFKD

X YKSBPQLOP PELRIA OBJBJ?BO QE>Q ?RVFKD > ?LKA FP >Q IB>PQ FKAFC
PRMMLOQFKD QEB LMBO>QFLKP LC QEB @LOMLO>QFLK DLSBOKJBKQ
FPPRBA QEB ?LKA

EXERCISES

I'1>0ODB DLSBOKJBKQ OB@BKQIV BJ?>0OHBA LK > @>JM>FDK LC PFIBK@!
_AFPPFABKQP" )Q MBOFLAF@>1IV FPPRBP ?LKAP QL CRKA FQP AB?Q T
CLLA MOLDO>JP CLO QEB KBBAV >KA FQP JFIFQ>0V M>VOLIl (LT JFDEC
>CCB@Q >K FKSBPQLObP AB@FPFLK QL ?RV > ?LKA

)C > ?LKA FP MRO@E>PBA LK QEB PB@LKA>0V J>OHBQ FQ FPKbQ AFOI
MRO@E>PBA COLJ QEB @LJM>KV 7LRIA ?RVFKD PR@E > ?LKA PQFII ?B
PRMMLOQFKD QEB @LJM>KVbP CRKAFKD 7EV LO TEV KLQ

4EB "FDDBO OF@QROB
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9.6 End-of-Chapter Problems

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|
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EXERCISES

%KA LC #E>MQBO 00L?IBJP

| @LRMLK ?LKA FP @ROOBKQIV VFBIAFKD  )C QEB M>0 S>IRB LC Q

2LKAFP  TE>Q FP QEB >KKR>l @LRMLK M>VJBKQ

)C @LIM>0>?IB ?LKAP >0B @ROOBKQIV VFBIAFKD  TE>Q @LRMLK O>

PELRIA > ?LKA E>SB FC QEB @LJM>KV TFPEBP QL FPPRB FQ >Q M>0

)C QEB M>0 S>IRBLC > PBJF >KKR>l @LRMLK ?2LKAFP  VBK TE>QF

QEB M>VJBKQ OB@BFSBA BSBOV PFU JLKQEP

9LR OB@BFSB BSBOV E>IC VB>0 COLJ VLRO 89: @LOMLO>QB ?LKA )C

C>@BS>IRBLC  7E>Q FP FQP @LRMLK O>QB

4TL ?LKAP >OB O>QBA " >KA ™d 7EF@E FP MOL?>?IV QEB OFPHFBO

FKSBPQJBKQ 7EF@E TLRIA VLR BUMB@Q QL E>SB QEB EFDEBO VFBIA

MLPPF?IB QL MOBAF@Q TEF@E TLRIA E>SB QEB EFDEBO @LRMLK O>Q

)C QEB OB> 0>QB LC OBQROK FP  >KA QEB BUMB@QBA FKCI>QFLK FI

QEB >MMOLUFJ>QB OB>| FKQBOBPQ 0>QB 7E>Q FP QEB JLOB >@@RO:

CLRKA RPFKD QEB &FPEBO BNR>QFLK

)C QEB OFPH COBB O>QB FP >KA > PB@ROFQV FP VFBIAFKD TE>QF

MOBJFRJ

)C PB@ROFQV ! FP VFBIAFKD >KA PB@ROFQV " FP VFBIAFKD  TEF@!

I>0DBO OFPH MOBJFRJ FC TB >OB @LJM>OFKD QL QEB P>JB OFPH COF

IK  ?LKA M>VP FQP @LRMLK >KKR>IIV >KA E>P  VB>OP IBCQ QL J>QRC

)C FQP NRLQBA MOF@B FP  TE>Q FP FQP VFBIA QL J>QROFQV

IK ?LKA M>VP FQP @LRMLK >KKR>IIV >KA E>P VB>OP IBCQ QL J>QRO]

FQP @ROOBKQ 94-FP  TE>Q FP FQP NRLQBA MOF@B

1 2LKAE>P VB>OP IBCQ QL J>QROFQV >KA M>VP > PBJF >KKR>| @LRMI

FQP @ROOBKQ 94- FP  >KA FQP NRLQBA MOF@BFP  TE>Q FP FQP

0>QB

I 2LKA T>P FPPRBA LKB VB>0 >DL >Q M>0 TFQE > PBJF >KKR>I @LRML

ALA>V QEB94-FP 7E>Q PELRIA ?B FQP MOF@B

"LKA | E>P >K >KKR>I @LRMLK LC >KA ?LKA " E>P >K >KKR>| @LRMLK L¢
"LQE E>SB VB>OP RKQFI J>QROFQV 4EB J>OHBQ ABJ>KABA FKQBOE

O>QBP CLO QEBPB ?LKAP JLSBP COLJ QL  7E>Q >OB QEB MOF@BP

QEB ?LKAP ?BCLOB >KA >CQBO QEB FKQBOBPQ O>QB @E>KDB 7EF@E

PBKPFQFSB QL FKQBOBPQ O>QB @E>KDBP QE>Q FP TEF@E E>A QEB |

FK@OB>PB >P > MBO@BKQ>DB LC QEB MOB @E>KDB MOF@B

| WBOL @LRMLK ?LKA FP > ?LKA QE>Q ALBPKbQ M>V MBOFLAF@ @LRMI

M>VP QEB C>@B S>IRB >Q J>QROFQV |  M>0 WBOL @LRMLK ?LKA J>

FK VB>OP )C @LIM>0>?IB ?LKAP E>SB > 94-LC TE>Q PELRIA ?B FQP

NRLQBA MOF@B



Chapter 10

Stock Valuation

How Much Is a Piece of a Company Worth?

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ C

)Q FP QORIV >J>WFKD QE>Q >IJLPQ >KVLKB @>K TFQE JFKFJ> AFCCF@RIQV
LTKBO LC > JRIQF ?FIIFLK ALII>0 @LOMLO>QFLK FK GRPQ > CBT PB@LKAP ?V
PE>OBP LC PQL@H RPFKD >K FKQBOKBQ ?0LHBO "V QEB BKA LC QEB A>V QI
@E>KDB FK J>OHBQ S>IRB CLO ?BQQBO LC CLO TLOPB "RQ TE>Q FP QEB Ol
QE>Q MFB@B LC > @LIM>KV

)K QEFP @E>MQBO TB TFIl @LIM>0B S>OFLRP CRKA>JBKQ>I JBQELAP CLO S>
PQL@H P > C>FO >AJFPPFLK FC TB @LRIA RPB QEBPB QB@EKFNRBP QL >
D>RDB QEB S>IRB LC BSBOV PQL@H LO BSBK GRPQ > E>KACRI TBbA ?B IFSF
FPI>KA P>FIFKD > DF>KQ DLIA MI>QBA V>@EQ !I>P KLQ BSBK 7>00BK "RCCB(
LC QEB QFJB QELRDE EFP FKSBPQJBKQ PQO>QBDV E>P ?BBK ?RFIQ COLJ QE
MOFK@FMIBP TB TFIl AFP@RPP 2>QEBO QEB DL>I LC QEFP @E>MQBO FP QL
RKABOPQ>KAFKD LC TE>Q AOFSBP QEB S>IRB LC > @LIM>KVbP BNRFQV >KA
CLRKA>QFLK RMLK TEF@E >@@RO>QB PQL@H >K>IVPFP QB@EKFNRBP @>K
CRQROB J>K>DBOP LC @LOMLO>QFLKP FC TB RKABOPQ>KA TE>Q AOFSBP F|
S>IR>QFLKP TB @>K ?BQQBO RKABOPQ>KA ELT QL FK@OB>PB LRO @LJIM>K\
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10.1 Common and Preferred Stocks

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

0>VLRQP RPR>IIV FK @>PE
LTKBOP LC > @LIM>KV
MOLMLOQFLK>I QL QEBFO
LTKBOPEFM LC QEB @LJIM>}

I QVMB LC BNRFQV QE>Q >@
EV?0FA LC ?LKAP >KA @LJJ
PQL@H TFQE KL J>QROFQV,
>KA CFUBA AFSFABKA M>VJ

LEARNING OBJECTIVES

%UMI>FK QEB QVMF@>| CB>QROBP LC >KA AFCCBOBK@BP ?BQTBBK M
>KA @LJILK PQL@H

#LKQO>PQ QEB HBV AFCCBOBK@BP ?BQTBBK BNRFQV >KA AB?Q
$BP@OF?B TEV J>K>DBOP @>0B >?LRQ > @LIJM>KVbP PQL@H MOF@B

%NRFQV FK > MR?IF@ @LOMLO>QFLK FP AFSFABA FKQL PE>OBP LC PQL@H -
PQL@H E>SB PLJB HBV CB>QROBP 4EB CFOPQ FP QEBJORMREQITEE@B@BBSB

M>VLRQP RPR>IIV FK @>PE QL QEB LTKBOP LC > @LIM>KV MOLMLOQFLK>I C
LTKBOPEFM LC QEB @LIM>KV $FSFABKAP >OB QVMF@>IIV M>FA NR>OQBOIV
BU@BMQFLKP >0B KLQ RK@LJILK 4EB @LIM>KVbP ?L>0A LC AFOB@QLOP Al
AFSFABKAP >0OB QL ?B FPPRBA >KA ELT JR@E QEBV >0B QL ?B 4EB ?L>0A LC
BIB@QBA ?V QEB PE>OBELIABOP >P ABQBOJFKBA ?V QEB @LJIM>KVbP @LOM

3E>0OBP LC PQL@H @>K ?B AFSFABA FKQL AFCCBOBKQ @I>PPBP >KA QEBPB
CB>QROBP &LO BU>JMIB LKB @I>PP LC PE>OBP JFDEQ E>SB JLOB SLQFKD M
PB@LKA @I>PP %>@E @I>PP LC PQL@H TFIl QO>AB PBM>0>QBIV LO PLJB JF
>|l >KA MLQBKQF>IIV E>SB > AFCCBOBKQ MOF@B 4EB JLPQ @LJJLK AFSFPF
?BQTBBK MOBCBOOBA PE>OBP LC PQL@H >KA @LJJLK PQL@H

Preferred stock FP BNRFQV ?RQ ?BE>SBP >P >1JLPQ > EV?0FA ?BQTBBK ?LKAF
@LJILK PQL@H )K C>@Q >Q J>KV FKSBPQJIBKQ ?>KHP QEB CFUBA FK@LJB (
2LKAP >KA MOBCBOOBA PQL@H >KA QEB BNRFQV QO>ABOP LKIV TLOH TFQE
0OBCBOOBA PQL@H RPR>IIV ALBPKbQ E>SB > J>QROFQV A>QB >KA IFHB > 2l

QARSRABKA QE>Q FP >Q > CFUBA 00OBCBOOBA PQL@H E>P > KLIFK>| M>0 S>IR

MBO PE>OB >KA QEB >KKR>IFWBA AFSFABKA FP NRLQBA >P > MBO@BKQ>DE
VERP LKB PE>OBLC MOBCBOOBA PQL@H TFIIM>V QLQ>I FK AFSFABKAP L
> ?LKA FC QEBPB AFSFABKAP >0B FKPRCCF@FBKQ QL MOLSFAB QEB OBNRF
%?KEBPQLOP QEB PQL@H TFIl QO>AB >Q > MOF@B ?BILT QEB KLJFK>| M>O S>|
AFGHQEB AFSFABKA FPKhQ M>FA PQL@HELIABOP @>KbQ PBKA QEB @LIM>KV

BHOIPTBSBO QEB CRII AFSFABKA FPKbQ M>FA QL QEB MOBCBOOBA PE>OBELIAB
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4EB ?RIH LC BNRFQV FPPRB
OBMOBPBKQFKD > OBPFAR?
LK CFOJ >PPBQP

4EB S>IRB LC >PPBQP IBCQL
>CQBO >Il LQEBO @I>FJP E>
M>FA

AFSFABKA FP >IILTBA QL ?B M>FA QL QEB LTKBOP LC QEB @LJJLK PQL@H RK(
M>VJIBKQP >0OB M>FA FK CRII )C QEB @LJM>KV FP AOFSBK FKQL ?>KHORMQ(
?V QEB ?LKAELIABOP QEB MOBCBOOBA PE>OBELIABOP E>SB > PRMBOFLO @
@LIM>0OBA QL @LJJILK PE>OBELIABOP QELRDE ?LQE >0OB PR?LOAFK>QB QL C
?LKAELIABOP 4VMF@>1IV MOBCBOOBA PE>OBELIABOP DBQ KL SLQBP CLO Q
AFOB@QLOP

>KV @LOMLO>QFLKP ALKbQ FPPRB MOBCBOOBA PQL@H PL QEB ?RIH LC BN
@>11Beommon stock #LJILK PQL@H >IPL E>P > KLIFK>I M>0 S>IRB ?RQ FQ FP .
>K >@@LRKQFKD IBD>I OBIF@ >KA E>P KL ?B>OFKD LK QEB AFSFABKAP LO M:
3FK@B AFSFABKAP LK @LJJLK PQL@H >OB ABQBOJFKBA ?V QEB ?L>0OA QEBF
QEB JLPQ RK@BOQ>FK LC QEB CFK>K@F>| FKPQORJBKQP AFP@RPPBA PL C:
>residual claim LK QEB CFOJbP >PPBQP TEF@E FP QEB S>IRB IBCQLSBO >CQl
@I>FJP E>SB ?BBK M>FA 4ERP >KV B>OKFKDP OBJ>FKFKD >CQBO >/l LQEBO
JBQ >OB BFQEBO M>FA LRQ FK AFSFABKAP LO OBQ>FKBA ?V QEB CFOJ LPQE
>P @>MFQ>| CLO QEB CFOJbP DOLTQE 4EBPB OBQ>FKBA B>OKFKDP FK@OB:
MLQBKQF>IIV FK@OB>PFKD QEB S>IRB LC PQL@H PE>OBP

7EBK > CFOJ FP ALFKD MLLOIV >KA IF>?FIFQFBP >OB [>0DBO QE>K QEB S>IRE
QEB OBPFAR>| @I>FJ FP WBOL >KA PE>OB MOF@BP RKABOPQ>KA>?IV AOLM

FPKbQ AOFSBK FKQL ?>KHORMQ@V >KA @>K FK@OB>PB QEB >PPBQP QL >K
IF>?FIFQFBP QEB OBPFAR>| @I>FJ DOLTP >KA PE>OB MOF@BP OFPB 3FK@B
OBI>QFSBIV CFUBA ?RQ >PPBQ MOF@BP >0B MLQBKQF>IIV RK?LRKABA QEB
PFJFI>OIV E>P RK?LRKABA DOLTQE MLQBKQF>I

&OLJ QEB @LIM>KVbP MBOPMB@QFSB FQ FP FIMLOQ>KQ QL KLQB QE>Q BN
O>FPBP @>PE TEBK QEB PE>OBP >OB FPPRBA !CQBO QEB FKFQF>| FPPRB Q
PB@LKA>0OV J>OHBQP PL >KV FK@OB>PB FK S>IRB LC QEB PE>OBP TFII 7B @
LTKBOP LC QEB PQL@H )Q QEB @LJIM>KV E>P MLPFQFSB B>OKFKDP ?RQ @E
LRQ >/l LC QELPB B>OKFKDP >P AFSFABKAP QEBK QEB @LJM>KV FP >?IB QL (
B>OKFKDP CLO RPB >P @>MFQ>| 4EFP FP >K FKAFOB@Q T>V LC O>FPFKD BN
FQ ALBP KLQ @LJB TFQELRQ > @LPQ QEB OBQ>FKBA B>OKFKDP PELRIA IB>A
LC FK@OB>PBA B>OKFKDP FK QEB CRQROB >IILTFKD CLO >K BSBKQR>| FK@
)C QEFP FP QEB @>PB QEB PE>0B MOF@B PELRIA OFPB FK >KQF@FM>QFLK
CRQROB AFSFABKAP

)K@OB>PFKD QEB S>IRB LC QELPB LRQPQ>KAFKD PE>OBP FP LKB LC QEB MO
P J>K>DBJBKQ CLO > CBT HBV OB>PLKP &FOPQ PE>OBELIABOP E>SB SLQFKD
"' 8BBY >0BKbQ OB@BFSFKD QEB OBQROKP QEBV ABPFOB QEBV JFDEQ OBMI:

FKQBKQFLK LC OBMI>@FKD PBKFLO J>K>DBJBKQ 3B@LKA >KV >AAFQFLK>I L
SBNRFQV TFIl ?BKBCFQ COLJ QEB FK@OB>PBA PE>OB MOF@B PL QEB @LJM>
S&{B8%>0DBO PLRO@B LC @>MFQ>I FC KB@BPP>0OV P >K >AAFQFLK>| FK@B¥

#LJILK >KA 0OBCBOOBA 3QL@HP
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J>K>DBJBKQ TFIl LCQBK OB@BFSB > MLOQFLK LC QEBFO @LJMBKP>QFLK QFI
BNRFQV QEOLRDE PQL@H DO>KQP OBPQOF@QBA PE>OBP LO PQL@H LMQI

KEY TAKEAWAYS

X &RKA>JBKQ>IIV QEB S>IRB LC PQL@H FP ABMBKABKQ LK QEB S>IRB LC
OBPFAR>| @I>FJ LC QEB CFOJbP >PPBQP

X 0OBCBOOBA PQL@H AFSFABKAP >OB NRLQBA >P > MBO@BKQ>DB LC Q
S>IRB #LJILK PQL@H AFSFABKAP >OB AB@FABA ?V QEB ?L>0A >KA QE
QL CIR@QR>QB JLOB

X ->K>DBOP @>0B >?LRQ PQL@H MOF@BP ?B@>RPB QEBV @>K ?B OBMI
PE>OBELIABOP >0B AFPMIB>PBA QEB @LJM>KV J>V KBBA QL O>FPB BN
CFK>K@FKD FK QEB CRQROB >KA QEBV J>V E>SB ?BBK DFSBK PE>OBF
QEBJPBISBP >P @LIMBKP>QFLK

EXERCISES

7E>Q FP QEB >KKR>| AFSFABKA LK MOBCBOOBA PQL@H
)C > @LIM>KV FP ALFKD BUQOBJBIV TBIl TLRIA VLR O>QEBO LTK MOBCI
PQL@H LO @LJILK PQL@H FK QEB @LJM>KV

#LJILK >KA 0OBCBOOBA 3QL@HP
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10.2 Dividend Discount Model

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK TEBOB QEB S>IRB LC > PQL@H FP RIQFJ>QBIV ABOFSBA
#>@RI>QB > PQL@H S>IR>QFLK DFSBK > AFSFABKA DOLTQE O>QB LO >
AFSFABKAP

4EB CFK>K@F>I S>IRB LC >KVQEFKD FP QEB MOBPBKQ S>IRB LC >l CRQROB
HKBT TFQE @BOQ>FKQV TE>Q QEB CRQROB AFSFABKAP LC > PQL@H TFII ?B
QL ABQBOJFKB QEB S>IRB LC > PE>OB LC PQL@H (BK@B QEB AFSFABKA AFP:
$$- )Q FP RPBCRI CLO RP QL @LKPFABO QEFP JBQELA LC S>IRFKD PB@ROF(
RIQFJ>QBIV QEFP FP QEB AOFSBO LC S>IRB FK PQL@H LTKBOPEFM )K MO>@
RK@BOQ>FKQV LC CRQROB AFSFABKA M>VJBKQP BPMB@F>IIV TFQE @LJJLF
RPBCRIKBPP LC RPFKD QEFP JBQELA &LO MOBCBOOBA PQL@H TEBOB QEB .
TEBK FQ FP M>FA QEFP JBQELA E>P > ?FQ JLOB >@@RO>@V

Constant Dividend Stream

)C LRO AFSFABKA PQOB>J FP @LKPQ>KQ TB @>K RPB QEB MBOMBQRFQV CL
QL >OOFSB >Q QEB CFK>K@F>| S>IRB

42@=0 :9>7,9? 4A4/09/'4807490
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3FK@B QEB AFSFABKA M>VJBKQP >0B @LKPQ>KQ QEB S>IRB LC > PE>OB LC
PELRIA ?B FKSBOPBIV MOLMLOQFLK>I QL LRO OBNRFOBA O>QB LC OBQROK
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<@,?4:9 $=010==0/ &?:.6 $=4.0

%

$ >KA=PELRIA ?B FK J>Q@EFKD QFJB RKFQP PL FC AFSFABKAP >0OB NR>OQB(
0>QB LC OBQROK KBBAP QL ?B RPBA .LQB QE>Q FC QEB OBNRFOBA 0>QB LC
@E>KDB QEBK QEFP FIMIFBP QE>Q QEB PQL@H MOF@B PELRIA IFHBTFPB Ki
@LOLII>OV QL QEFP FP FC QEB AFSFABKAP >OB > HKLTK @LKPQ>KQ QEBK >
PQL@H MOF@B JRPQ ?B ARB QL @E>KDBP FK QEB OBNRFOBA O>QB LC OBQF

3RMMLPB TB E>SB > MOBCBOOBA PQL@H >KA FKSBPQLOP OBNRFOB > O>t
3FK@B M>0 FP >PPRJBA QL ?B LRO PQL@H M>VP FK AFSFABKAP MBO VB
BUMB@QBA MOF@B TLRIA?B e

Dividend Stream with Constant Growth

)C LRO AFSFABKA PQOB>J FPKbQ @LKPQ>KQ >P FP JLOB IFHBIV TFQE @LJJL!
DOLTFKD PQB>AFIV TFQE > @LKPQ>KQ DOLTQE O>QB QEBK TB @>K RPB >KL
COLJ @E>MQBO

42@=0 :9>?,9? 4A4/09/ =:B?3'4807490
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1. 56 1. 5 H
17 G°SH
© S1H S1H S
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% % H
1 GSH S
° "S1H S1 H

ID>FK $ O >KA D PELRIA >II ?B FK J>Q@EFKD QFJB RKFQP 4VMF@>IIV TB >OE
FK QEB MOF@B KLT QE>Q FP >Q QFJB ?RQ QEFP BNR>QFLK @LRIA ?B RPB
BUMB@QBA PQL@H MOF@B FK > CRQROB VB>0 ?V @>I@RI>QFKD QEB BUMB
VB>O !IPL KLQB QEFR QEB AFSFABKA QE>Q T>P GRPQ M>FA >KA QERP FP KL

C>@QLOBA FKQL QEB PQL@H MOF@B

$FSFABKA $FP@LRKQ -LABI
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)C > @LIM>KVbP JLPQ OB@BKQ AFBHABKAAFSFABKA DOLTQE FP BUMB@QBA

?B MBO VB>0O >KA FKSBPQLOP OBNRFOB TB @>K CFKA QEB BUMB@QBA |
MOF@B e d

)C TB RPB QEB @ROOBKQ M®@REH 00>KDB LRO BNR>QFLK QL PLISB CLO OBQ
CFKA >K FKQBOBPQFKD OBPRIQ

<@,?4:9 :8::9097?>:1 &7?:.6 %0?@=9>

%
L H
st OSH S
%
SIH —
1
%
S — H
1

S BWECEZRE [BQIEBMBIOIZH#

7FQE QEFP OBPRIQ TB @>K @IB>0IV PBB QEB QO>ABLCC ?BQTBBK AFSFABK
TEF@E PELRIA IB>A QL CRQROB AFSFABKAP )C BUMB@QBA OBQROK FP PQ!
> @LKPQ>KQ @>MFQ>| D>FKP VFBIA D FIMIFBP > @LKPQ>KQ AFSFABKA VFB|
AFSFABKA VFBIA JB>KP QE>Q QEB PQL@H MOF@B JRPQ DOLT MOLMLOQFLK:
AFSFABKAP QE>Q FP ?LQE PELRIA DOLT ?V D

Dividend Stream with Varied Dividends

7FQELRQ @LKPQ>KQ DOLTQE ABQBOJFKFKD QEB MOBPBKQ S>IRB LC QEB P
CFKAFKD QEB MOBPBKQ S>IRB LC B>@E LC QEB CRQROB @>PE CILTP 7EFIB
>KA OB>IFPQF@ QEFP >IPL FP QEB JLPQ AFCCF@RIQ QL BUB@RQB MOLMBO
QEFKH >?LRQ QEFP JBQELA FP QL FJ>DFKB ELIAFKD QEB PQL@H CLO > PMBE
VB>OP TFQE QEB FKQBKQFLK LC PBIIFKD QEB PQL@H >Q QEB BKA LC QEB M

42@=0 ),=40/ 4A4/09/>'4807490

)C TB HKLT QEB AFSFABKAP >KA E>SB >K BUMB@Q>QFLK CLO QEB CRQROB F
@>K AFP@LRKQ BSBOVQEFKD QL CFKA QEB MOF@B QLA>V 4EB AFCCF@RIQ
DBQQFKD >K >@@R0O>QB BUMB@Q>QFLK CLO QEB CRQROB PQL@H MOF@B

$FSFABKA $FP@LRKQ -LABI
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FP QL >PPRJB QE>Q >Q PLJB MLFKQ FK QEB CRQROB AFSFABKA DOLTQE TFI
RPB QEB @LKPQ>KQ AFSFABKA DOLTQE CLOJRI> QL @>I@RI>QB >K BUMB@C

<@,?4:9 &7?:.6$=4.0B473 :9>?,9? 4A4/09/ =:B?3

1 17 PG W Y%NEFET 17 PG VWYV 1SIF PGAWPLL

% % . % 1
1 0 0 5 Q)O oo
S S S S

' @LJILK JFPQ>HB FP QL KBDIB@Q QEB AFP@LRKQFKD LK QEB CRQROB MOF
/IK@B QEB @>PE CILTP >OB CLRKA QEB AFP@LRKQFKD @>K >IPL ?B >@@LJV
CRK@QFLKP LK > @>I@RI>QLO LO PMOB>APEBBQ >P AFP@RPPBA FK @E>MC(

3RMMLPB LRO PQL@H TFIlM>V LRQ  CI>Q MBO VB>0 CLO VB>OP >KA QEB
>0B BUMB@QBA QL DOLT >Q >CQBOT>OAP )C FKSBPQLOP BUMB@Q > OB
QEB BUMB@QBA MOF@B LC QEB PQL@H

42@=0 ),=40/ 4A4/09/> C,8;70 '4807490

/RO QBOJFK>| SSEREPELRIA?B e d IK@B TB >AA
QEFP QL QEB >?LSB @>PE CILTP >KA AFP@LRKQ >MMOLMOF>QBIV TB >OO0FS
LC

7B @>K RPB QEFP QL JBQELA S>IRB > @LOMLO>QFLK QE>Q FP KLQ > DLFKD
DLFKD LRQ LC ?RPFKBPP LO BUMB@QBA QL ?B >@NRFOBA )K QEFP @>PB T
IFNRFA>QFLK S>IRB LC QEB PE>OBP LO QEB >@NRFRFQFLK MOF@B >P LRO

Stocks Not Currently Paying a Dividend

(LT AL TB E>KAIB PQL@HP QE>Q >OBKbQ @ROOBKQIV M>VFKD > AFSFABKA IF
PQL@HP 4EB >PPRIMQFLK FP QE>Q PLJB MLFKQ FK QEB CRQROB QEBV TFII |
M>VFKD AFSFABKAP PL TB CFDROB LRQ QEB MOF@B LC QEB PQL@H >Q QE>
FQ ?>@H QL QLA>V .LQB QE>Q QEFP FP QEB P>JB >P QEB >?LSB BNR>QFLK F
AFSFABKA RKQFI QEB @LJM>KV ?BDFKP QL M>V QEBJ

"B@>RPB LC QEB BUQO> RK@BOQ>FKQV LC TEBK QL BUMB@Q > @LIM>KV QI
AFSFABKAP PR@E @LJIM>KFBP >0B QVMF@>IIV S>IRBA RPFKD >KLQEBO >MN\

$FSFABKA $FP@LRKQ -LABI
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JLPQ MLMRI>0O >0B QEB J>0OHBQ JRIQFMIBP >MMOL>@E >KA QEB COBB @>PE
TEF@E TFII ?B @LSBOBA FK QEB RM@LJFKD PB@QFLKP

KEY TAKEAWAYS

X %SBOV PQL@H JRPQ ?B CRKA>JBKQ>IIV TLOQE QEB MOBPBKQ S>IRB L
CRQROB @>PE CILTP

X 3FK@B J>KV PQL@HP M>V FK MBOMBQRFQV QEB MBOMBQRFQV CLOJI
CLO AFSFABKAP DOLTFKD >Q > @LKPQ>KQ O0>QB 4EFP CLOJRI> TFII LK
>@@RO>QBIV TFQE > @LKPQ>KQ O>QB

X &LO PQL@HP TFQE AFSFABKAP KLQ @ROOBKQIV DOLTFKD >Q > @LKPC
FKAFSFAR>| AFSFABKAP KBBA QL ?B >@@LRKQBA CLO CFOPQ QEBK >
CLO QEB PQL@H @>K ?B RPBA CLO TEBK QEB AFSFABKAP >OB FK QEB
DOLTQE MBOFLA

EXERCISES

)KSBPQLOP LKIV OBNRFOB >K >KKR>| OBQROK LK > MOBCBOOBA PQ
7E>Q PELRIA QEB PQL@HbP MOF@B 7B

| @LIM>KVbP JLPQ OB@BKQ NR>OQBOIV AFSFABKA T>P  4EFP AFSF/
BUMB@QBA QL DOLT ?V > VB>0 )C FKSBPQLOP OBNRFOB >K >KKR>
LK QEB PQL@H TE>Q PELRIA QEB PQL@HbP MOF@B ?B

| PQL@H FP @ROOBKQIV KLQ M>VFKD AFSFABKAP 4EOBB VB>OP COLJ
BUMB@QBA QL PQ>0Q M>VFKD > NR>OQBOIV AFSFABKALC  MBO PE
DOLTQELC MBO VB>0 QEBOB>CQBO )C FKSBPQLOP OBNRFOB > >K
OBQROK TE>Q PELRIA QEB PQL@HbP MOF@B ?B

| PQL@H TFIl M>V > AFSFABKA KBUQ VB>O > AFSFABKA QEB VB>0
CLILTFKD >KA> AFSFABKA FKVB>0 >Q TEF@E QFJB FQ TFII 2B >@N
CLO MBO PE>OB )C FKSBPQLOP OBNRFOB > OBQROK TE>Q FP QEE
S>IRB LC QEB PQL@H

$FSFABKA $FP@LRKQ -LABI
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10.3 Market Multiples Approach

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK ELT QL RPB > J>OHBQ JRIQFMIB QL BS>IR>QB > PQL@H MOF@
#>|@RI>QB > PQL@H S>IR>QFLK DFSBK QEB KB@BPP>0V A>Q> RPFKD :
JRIQFMIB

)C TB QOV QL @LIM>0B QTL @LIM>KFBP QE>Q >0OB FK QEB P>JB IFKB LC ?RFI
>MMOLUFJ>QBIV QEB P>JB PFWB TB TLRIA BUMB@Q QEBJ QL E>SB @BOQ>F}
@LJILK >KA MBOE>MP ?BE>SB FK PFJFI>O T>VP 4EFP FP QEB ?>PFP CLO > N
>MMOL>@E QL PQL@H S>IR>QFLK ?>PBA @>IIBA QEB J>OHBQ JRIQFMIBP >MN

_->OHBQ JRIQFMIBP" FP > DBKBOF@ QBOJ CLO > @I>PP LC J>KV AFCCBOBKQ
@>K ?B RPBA QL S>IRB > PQL@H 00L?>?IV QEB JLPQ C>JFIF>0 FP RPFKD QEE
B>OKFKDP 0% O>QFL CFOPQ AFP@RPPBA FK @E>MQBO >KA FQ FP RPBA
J>KKBO FC TB HKLT QE>Q QEB >SBO>DB 0 % O>QFL CLO @LIM>KFBP FK LRO
TB HKLT QEB BUMB@QBA B>OKFKDP QE>Q FP KBQ FK@LJB MBO PE>OB LC L
MBO VB>0 QEBK >K >MMOLMOF>QB S>IR>QFLK CLO LRO PQL@H PELRIA ?B

/C @LROPB TB @>K RPB > @LJMBQFQLObP 0 % O>QFL FC TB QEFKH FQ JLOB
>K FKARPQOV >SBO>DB /O TB @>K RPB LRO @LJIM>KVbP EFPQLOF@ 0 % O>C
>SBO>DB LSBO VB>OP 4EFP >MMOL>@E FP ?LQE SBOP>QFIB >KA PFIMIB QL |
BUMI>FK FQP MLMRI>OFQV TFQE QEB CFK>K@F>| MOBPP

"RQ TE>Q AL TB AL FC B>OKFKDP >0OB BUMB@QBA QL ?B KBD>QFSB $LBP QEF
PQL@H MOF@B FP >IPL KBD>QFSB /C @LROPB KLQ ->KV @LIM>KFBP E>SB B
KBD>QFSB B>OKFKDP MBOE>MP ARB QL > PIRJMFKD B@LKLJV LKIV QL PHVO
4EB PFIMIF@FQV LC O>QFL >K>IVPFP FP FQP J>GLO TB>HKBPP >P FQ FP FIM
BSBOVQEFKD >?LRQ > @LIM>KV FK LKB O>QFL /QEBO O>QFLP >KA JBQOF@F
TB ?BIFBSB QEBJ QL ?B > DLLA FKAF@>QLO LC QEB @LIM>KVbP S>IRB #LJJLk
J>KV >OB JBKQFLKBA FK @E>MQBO >OB MOF@B QL ?LLH MOF@B QL %")4 |
MOF@B QL P>IBP BQ@ ?RQ SFOQR>IIV >KVQEFKD @>K ?B RPBA FC FQ FP GF
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EB>A@LRKQ MOF@B QL T>QBOJBILKP\ )Q FP FIMLOQ>KQ ELTBSBO QE>QT
QL RPB O>QFLP PLIBIV ?B@>RPB QEBV >0B @LKSBKFBKQ LO LKIV ?B@>RPB (
OBPRIQ TB ABPFOB TB PELRIA QOV QL RPB OB>PLK QL BUMI>FK TEV > DFSBK
>KA BU>JFKB QEB A>Q> QL ABQBOJFKB FC > JB>KFKDCRI OBI>QFLKPEFM BUF
LRO S>IR>QFLK BCCLOQP

KEY TAKEAWAYS

X 4ELRDE RPFKD 0 % O>QFLP QL S>IRB > PQL@H FP QEB JLPQ @LJJLK >M
>KV HBV JBQOF@ @>K ?B @ELPBK QELRDE PLJB TFIl ?B JLOB >MMOLM
QE>K LQEBOP

X #LIM>OFKD QL QEB FKARPQOV > @LIJMBQFQLO LO QEB P>JB @LJIM>K\
QFJB @>K >Il VFBIA S>IR>?IB FKCLOJ>QFLK >?LRQ QEB PQL@HbP S>IRE

X '>0?>DB FK D>0?>DB LRQ 4EB >@@RO>@V LC QEFP JBQELA TFIl ABME
QEB RPBCRIKBPP LC QEB JBQOF@ RPBA >KA KL LKB JB>PROB @>K CRI
QEB @LIMIBUFQV LC > @LIM>KV

EXERCISES

| @LIMBQFQLO E>P  JFIIFLK PE>OBP LRQPQ>KAFKD >Q > PQL@H MOF(

>KA BUMB@QBA >KKR>I KBQ FK@LJB LC  JFIIFLK ALII>OP 7E>Q FP QEE

@LIMBQFQLODbP 0 % O>QFL )C LRO @LIM>KVbP BUMB@QBA >KKR>| KB
JFIIFLK >KA LRO PE>OBP LRQPQ>KAFKD QLQ>l JFIIFLK TE>Q FP >K

>MMOLMOF>QB S>IR>QFLK CLO LRO PQL@H

7EV JFDEQ > @LIM>KVbP 0 % O>QFL @E>KDB LSBO QFJB

| @LIM>KV E>P O>MFA P>IBP DOLTQE ?RQ E>P VBQ QL QROK > MOLCFC

TLRIA QEB MOF@B QL P>IBP 03 O>QFL ?B > PRMBOFLO JBQOF@ QL QF

CLO >00FSFKD >Q > PQL@H MOF@B

->0OHBQ -RIQFMIBP IMMOL>@E
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10.4 Free Cash Flow Approach

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|

IK >SBO>DB LC QEB OBQRO
OBNRFOBA ?V BNRFQV ELIA
AB?Q ELIABOP TBFDEQBA ?
@LIM>KVbP OBI>QFSB RP>[
B>@E

DB LC 8"$$1H 8"$$1H {

LEARNING OBJECTIVES

#>|@RI>QB QEB S>IR>QFLK LC > @LIJM>KV ?>PBA LK &#&P >KA 7##
#>l@RI>QB QEB S>IRB LC > PE>0OB LC PQL@H RPFKD QEB &#& JBQELA

4EB COBB @>PE CILT &#& >MMOL>@E CLO S>IRFKD > @LJIJM>KV FP SBOV JR(
QEB AFSFABKA AFP@LRKQ JLABI BUMI>FKBA FK PB@QFLK 4EB HBV AFCCBC
ILLH >Q >II LC QEB @>PE CILTP >S>FI>?IB CLO AFPQOF?RQFLK QL QEB FKSBP(
QL >OO0FSB >Q > S>IRB CLO QEB BKQFOB @LJM>KV 3FK@B TB >0OB RPFKD QE
FKSBPQLOP TB KBBA QL AFP@LRKQ QEBJ KLQ RPFKD GRPQ LRO BUMB@QBA
?RQ LK QiBighted average cost of capital (WACC) P QEB K>JB FIMIFBP QEFP FP
>K >SBO>DB LC QEB OBQROKP OBNRFOBA ?V BNRFQV ELIABOP >KA AB?Q ELI
QEB @LIJM>KVbP OBI>QFSB RP>DB LC B>@E !OOFSFKD >Q QEB 7'## TFIl ?B QI
I>QBO @E>MQBO

<@,?4:9 ),7@0:1 :8;,9D (>492 4>..@9?0/

1 17 PG WS'$' T 17 PGERSNIBW BW-PGS PNBZ
1 $| ] $| O ] $IO 7E
8 n$$ 8 ||$$ 8 "$$ (@]
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&FKAFKD QEB QBOJFK>I S>IRB CLO > @LIM>KV E>P PLJB LC QEB P>JB EB>A>(
CFKAFKD QEB CRQROB BUMB@QBA PQL@H MOF@B ! @LJJLK JBQELA FP QL :
DOLTQE O>QB CLO &#& >KA RPB > S>OF>QFLK LC QEB MBOMBQRFQV TFQE D

<@,?4:9 '0=849,7),7@0:1 :8;,9D (>492 4>..@9?0/
p

BOP >KA '$' o '$'0

QER 5 rvIBM H 8" $$}
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4EFP JBQELA @>K ?B BUQOBJBIV PBKPFQFSB QL QEB >PPRIMQFLK RPBA CLC
DOLTQE O>QB /K@B QEB S>IRB LC QEB BKQFOB @LIM>KV FP ABQBOJFKBA T
PR?Q0O>@Q QEB J>OHBQ S>IRBP LC LRO AB?Q >KA MOBCBOOBA PQL@H QL >
QEB OBPFAR>| ARB QL @LJJLK PE>OBELIABOP

<@,?49 ), 7@0:1&7?:.6
6>IRB LC #LJM>KV 6>IRB LC $B?Q 6>IRB LC %NRFQV

6>IRB LC $B?Q 6>IRB LC 00OBC 3QL@H 6>IRB LC #LJJLK 3QL@H

) ) ) ) ) )

230=01:=09)) d):> )>

/K@B QEB S>IRB LC QEB @LJJLK PQL@H FP L?Q>FKBA AFSFAFKD ?V QEB KRJ
LRQPQ>KAFKD PELRIA IB>A QL >K >MMOLMOF>QB MOF@B MBO PE>0OB

/C @LROPB > @LIM>KV JFDEQ E>SB > KBD>QFSB &#& @ROOBKQIV ?RQ PQFII
FKSBPQJBKQ FC &#& FP BUMB@QBA QL QROK MLPFQFSB FK QEB CRQROB 4
M>OQF@RI>OIV TFQE @LOMLO>QFLKP QE>Q >OB BUMBOFBK@FKD O>MFA D(
I>ODB FKSBPQJBKQ FK @>MFQ> QL PRMMLOQ CRQROB OBSBKRBP 3FK@B &
@LIM>KFBP QBKAP QL QROK MLPFQFSB TBII ?BCLOB AFSFABKAP >0OB M>FA (
QVMF@>IIV MOLSFABP > PRMBOFLO BPQFJ>QB CLO PQL@H S>IRB LSBO QEB

KEY TAKEAWAYS

X #>1@RI>QFKD QEB S>IRB LC > @LJM>KV RPFKD QEB &#& JBQELA QBKAF
JLOB >@@RO>QB PL FQ FP RPBA FK MO>@QF@B JR@E JLOB QE>K QEI

X 4EB &#& JBQELA @>K ?B SBOV PBKPFQFSB QL >PPRJBA ILKD QBOJ DOL
O>QBP

&OBB #>PE &ILT IMMOL>@E
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EXERCISES

&OBB #>PE &ILT IMMOL>@E

/RO @LIM>KV MOLGB@QP QEB CLIILTFKD &#&P CLO QEB KBUQ VB>OP
JFIIFLK  JFIIFLK &RQROB DOLTQE FP BUMB@QBA QL PILT QL ?BVL
VB>0 7E>Q FP QEB QBOJFK>I S>IRB LC QEB @LIJM>KV FK VB>0 FC QE
FP 7E>Q FP QEB S>IRB LC QEB @LIJM>KV QLA>V 7E>Q FP QEB @LJIM>|
TLOQE FC QEB MOLGB@QBA DOLTQE O>QB FP LKIV ?BVLKA VB>O
)C > @LIM>KVbP S>IRB FP  JFIIFLK >KA QEB @LIJM>KV E>P  JFIIFLK
J>OHBQ S>IRB LC AB?Q LRQPQ>KAFKD >KA KL MOBCBOOBA PQL@H TE
S>IRB LC FQP @LJJLK PQL@H )C QEBOB >0B QBK JFIIFLK PE>OBP LC P(
LRQPQ>KAFKD TE>Q FP PELRIA ?B QEB MOF@B LC LKB PE>OB LC PQLG
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10.5 The Bigger Picture

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

$BP@OF?B ELT PQL@H CFQP FKQL QEB I>0DBO MF@QROB LC CFK>K@
%UMI>FK BQEF@>| @LKPFABO>QFLKP OBD>OAFKD PQL@H

,FHB ?LKAP PBIIFKD PQL@H >IILTP QEB FPPRBO QL O>FPB @>MFQ>| CLO KBT
MOLGB@QP 5KIFHB ?LKAP PBIIFKD PE>OBP LC @LJJLK PQL@H FP BCCB@QF
_MFB@B" LC QEB @LIJM>KV %NRFQV CFK>K@FKD QBKAP QL @LJJ>KA > EFDE
PL QEB BUMB@QBA OBQROKP ?V FKSBPQLOP FP EFDEBO )C > @LIJM>KV FP (
M>0QF@RI>0OIV FK FQP B>0IV PQ>DBP BNRFQV CFK>K@FKD JFDEQ ?B QEB L
O>FPB QEB KB@BPP>0V CRKAP BSBK FC FQ BKQ>FIP MLPPF?IV ILPFKD SLQF
?L>0A

4EOLRDE QEB BIB@QFLK LC ?L>0A JBJ?BOP PE>OBELIABOP @>K BUBO@FPB
>MMOLSB LO AFP>MMOLSB LC QEB @LIJM>KVbP >@QFLKP 4EFP BUBO@FPB L
DLSBOK>K@B @LJ?FKBA TFQE QEB BCCB@Q LC QEB @LPQ LC CFK>K@FKD

E>SB JRIQFMIB OB>PLKP QL @LKPFABO QEB ABPFOBP LC PE>OBELIABOP TEE

)KSBPQLOP JRPQ RKABOPQ>KA TE>Q AOFSBP PQL@H MOF@BP FC QEBV >OB
QEB OFPH >KA OBQROK LC >AAFKD PQL@HP QL QEBFO MLOQCLIFLP

Ethical Considerations

3FK@B QEB ?L>0A LC AFOB@QLOP FP BIB@QBA ?V QEB PE>OBELIABOP LTKE
CBBI PLJB OBPMLKPF?FIFQV CLO QEB @LJM>KFBP FK TEF@E QEBV E>SB FKS
PE>OBELIABOP E>SB ?B@LJB JLOB @LJILKMI>@B FKQOLAR@QFKD ?>IILQ JB
@LKQBPQFKD ?L>0A BIB@QFLKP QL MRPE @LOMLO>QFLKP CLO LO >D>FKPC
@LROPB > AFPP>QFPCFBA PE>OBELIABO @>K >IT>VP @ELLPB QL PBIl QEB P
BIPBTEBOB ?RQ QEOLRDE QEBFO ?>IILQ QEBV E>SB >K BUQO> JB>KP LC FKC
AFOB@QFLK LC QEB @LIJM>KV 3LJB @LIM>KFBP J>HB MOLSFPFLKP QL AFP@
PE>OBELIABO FKQBOSBKQFLK CLO BU>JMIB ?V J>HFKD FQ JLOB AFCCF@RIC
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4EB "FDDBO OF@QROB

BKQFOB ?L>0A >Q LK@B 3FK@B J>KV PBKFLO J>K>DBOP >0B ?L>0A JBJ?BOF
@LIM>KFBP QEBOB @>K ?B > IBSBI LC _@OLKVFPJ" ?BQTBBK @LIJM>KFBP >P
JBJ?BOP PRMMLOQ QEBFO J>K>DBJBKQ COFBKAP

IKLQEBO >0B> LC @LK@BOK FP QE>Q J>KV J>K>DBOP ?BIFBSB QE>Q PQL@H
M>OQF@RI>OIV PBKPFQFSB QL PELOQ QBOJ KBTP IFHB NR>0QBOIV B>OKFKI
FKCIRBK@B QEBJ QL QOV QL J>KFMRI>QB QEB KRJ?BOP QL QEBFO MBO@BF¢
BFQEBO IBD>IIV LO FK PLJB @>PBP CO>RARIBKQIV )K >K BUQOBJB @>PB J>
LO PBIl PQL@H ?>PBA RMLK QEBFO HKLTIBADB LC FKCLOJ>QFLK KLQ VBQ OB
MR?IF@ LO QEBV @>K _QFM LCC" QEBFO COFBKAP LO OBI>QFSBP 7EFIB FK
>@QFLKP @>K ?B FIIBD>l QEBOB >OB J>KV @LRKQOFBP >KA @FO@RJIPQ>K(
OBDRI>QFLK FP >?PBKQ LO RKABO BKCLO@BA

KEY TAKEAWAY

X 3E>OBELIABOP >0OB ?LQE > PLRO@B LC @>MFQ>| >KA BK>@QLOP LC @
DLSBOK>K@B 4EOLRDE ?LQE LC QEBPB @>K QEBV FKCIRBK@B J>K>Dl
?BE>SFLO

EXERCISES

3LJB J>K>DBOP >QQBJMQ QL _PJLLQE LRQ" B>OKFKDP LSBO QFJB QL
JFKFJFWB QEB SLI>QFIFQV LC QEB PQL@H MOF@B )P QEFP A>J>DFKD
QL QEB PQL@HELIABOP

3>0>E LTKP J>KV PE>OBP LC PQL@H FK I"# #LOM 2B@BKQIV !"# E>P ?B
@FQBA CLO BU@BPPFSB MLIIRQFLK 7E>Q >@QFLKP @LRIA 3>0>E Q>H
QL FKCIRBK@B QEB CRQROB >@QFLKP LC !"#bP J>K>DBJBKQ

"FIl FP > J>K>DBO >Q 89: >KA EB OB@LJJBKAP QL QEB ?L>0A QE>Q QEB
KLJFK>QB #EOFP CLO QEB LMBK ?L>0OA PB>Q ?B@>RPB EB FP EFDEIV B
FK QEB CFBIA #EOFP FP @ROOBKQIV > J>K>DBO >Q &()K@ TEBOB “FII
JBJ?BO LC QEB ?L>OA OB QEBOB >KV MLQBKQF>IIV FPPRBP TFQE "Flib
OB@LJJIBKA>QFLK
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10.6 End-of-Chapter Problems

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I
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EXERCISES

%KA LC #E>MQBO 00L?IBJP

MOBCBOOBA PQL@H FP @ROOBKQIV QO>AFKD >Q 7E>Q FIMIF@F
FP QEB J>OHBQ ABJ>KAFKD
)C QEB J>OHBQ ABJ>KAP > OBQROK LC LK > MOBCBOOBA PQL@H TFQ
@LRMLK >Q TE>Q MOF@B TFIIl FQ QO>AB
| PQL@H FP BUMB@QBA QL M>V FK AFSFABKAP BSBOV VB>0 1Q TE>Q
FQ QO>AB QL VFBIA > OBQROK LK BNRFQV LC
| PQL@H FP BUMB@QBA QL M>V FK AFSFABKAP KBUQ VB>0O $FSFABK,
BUMB@QBA QL DOLT FK CRQROB VB>0OP >Q > 0>QB LC MBO VB>0 )C ¢
ABJ>KAP > OBQROK LC  >Q TE>Q MOF@B PELRIA QEB PQL@H QO>AB
J>OHBQ ABJ>KABA OBQROK AOLMP QL >Q TE>Q MOF@B PELRIA QEB
QO>AB
| PQL@H M>FA  FK AFSFABKAP I>PQ VB>0O 4EB AFSFABKAP E>SB ?BB|
DOLTFKD ?V LK >SBO>DB LSBO QEB M>PQ VB>OP >KA QEFP QOBKA
BUMB@QBA QL @LKQFKRB FKABCFKFQBIV )C LQEBO @LJIM>0>?IB PQL
OBQROKFKD >Q TE>Q MOF@B PELRIA QEB PQL@H QO>AB
| PQL@H FP BUMB@QBA QL M>V > AFSFABKA LC KBUQ VB>0 >KA AF
>0OB BUMB@QBA QL DOLT >Q MBO VB>0 QEBOB>CQBO 7E>Q FP QEB I
J>OHBQ OBQROK CLO QEFP PQL@H
I"# #LIM>KV E>P EFQ LK E>OA QFJBP >KA FP BUMB@QBA QL PERQ ALTk
FKSBKQLOV FP IFNRFA>QBA VB>OIV AFSFABKAP >0B BUMB@QBA QL ?I
FKVB>0P >KA OBPMB@QFSBIV ICQBOVB>0 QEB @LIM>KV TFII
KL S>IRB 7E>Q PELRIA QEB PQL@H ?B TLOQE FC QEB J>OHBQ ABJ>KAP
OBQROK
$%8& )K@ FP BUMB@QBA QL M>V AFSFABKAP LC >KA AROFKD QF
QEOBB VB>OP ICQBO QE>Q AFSFABKAP >0B BUMB@QBA QL DOLT >Q
QEB J>OHBQ ABJ>KAP > OBQROK LC  TE>Q PELRIA ?B QEB MOF@B LC
QEOBB VB>OP 7E>Q PELRIA ?B FQP PQL@H MOF@B QLA>V
'), QA FP KLQ @ROOBKQIV M>VFKD > AFSFABKA )K CFSB VB>OP FQ BU
M>V > AFSFABKALC  >KA AFSFABKAP >OB BUMB@QBA QL DOLT >Q
>CQBOT>0A )C QEB OBQROK ABJ>KABA FP  TE>Q PELRIA () ?B TLOQE
QLA>V
*+ #LOM E>P B>OKFKDPLC  MBO PE>OB -./#LOM FP > @ILPB
@LIMBQFQLO TFQE  B>OKFKDP MBO PE>OB )C -./ PQL@H FP @ROOF
QO>AFKD>Q  >KA VLR ?BIFBSB QE>Q QEB PQL@HP >0B @LIM>0>7IF
TLRIA ?B > OB>PLK>?IB MOF@B BUMB@Q>QFLK CLO *+, PQL@H
IK>IVPQP BUMB@Q 012 )K@ QL B>OK  MBO PE>OB QEFP VB>O 4EB P«
@ROOBKQIV QO>AFKD >Q  7EBK 012 PROMOFPBP >K>IVPQP ?V
LRQMBOCLOJFKD ?V  MBO PE>OB ?V ELT JR@E PELRIA QEB PQL@H |
FK@OB>PB 'PPRJB QEB 0 % O>QFL TFIl OBJ>FK @LKPQ>KQ
345 #LIM>KV BUMB@QP JFIIFLK LC &#& KBUQ VB>0 'OLTQE FP BUMBG@
?B MBO VB>0 >KA QEB 7'##FP 7E>Q FP QEB S>IRB LC QEB @LJM>K\
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%KA LC #E>MQBO 00L?IBJP

)C QEB @LIM>KV E>P KL AB?Q >KA JFIIFLK PE>OBP LC PQL@H LRQPQ>
TE>Q PELRIA ?B FQP PQL@H MOF@B
678 ,QA E>A&#& LC  JFIIFLK I>PQ VB>0O /SBO QEB KBUQ CFSB VB>OP
FP BUMB@QBA QL DOLT>Q MBO VB>O !ICQBOT>0A &#& DOLTQE TFII
MBO VB>O )C QEB 7##FP QEBOB >OB JFIIFLK PE>OBP LRQPQ>KAF
>KA QEB @LIM>KV E>P FPPRBA  JFIIFLK J>OHBQ S>IRB LC AB?Q >KA
JFIIFLK J>OHBQ S>IRB LC MOBCBOOBA PQL@H TE>Q FP > PE>OB LC 67¢
TLOQE



Chapter 11

Assessing Risk

Nothing ventured, nothing gained.

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ C

,FCB FP CRII LC RK@BOQ>FKQV )Q TLRIA ?B TLKABOCRI FC TB @LRIA >@@RC
QLJLOOLTbP TB>QEBO LO QEB NRBPQFLKP LK KBUQ TBBHbP BU>J 4E>KHCF
Q>HB JB>PROBP QL MOLQB@Q LROPBISBP COLJ RK@BOQ>FKQV PR@E >P @
LO PQRAVFKD QERP JFQFD>QFKD QEB OFPH FKSLISBA

)K QEFP @E>MQBO TB TFIl PQRAV ELT OFPH @>K ?B >@@LRKQBA CLO FK CF
J>HFKD 7B TFIl AFP@RPP PLJB JB>PROBP LC OFPH >KA ELT TB @>K @LKQOLI
BUMLPROB QL FQ 4EB PQRAV LC CFK>K@B FP >Q FQP @LOB >?LRQ QEB QO
>@@BMQFKD > ABDOBB LC OFPH CLO > MLQBKQF>IIV EFDEBO OBQROK



#E>MQBO PPBPPFKD 2FPH

11.1 Risk and Return Basics

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

5K@BOQ>FKQV FK LRQ@LJE

4EB QBKABK@V CLO JLPQ M
QL MOBCBO IBPP OFPH QL J
>l BIPB ?BFKD BNR>|

IK BKQFQV TEL MOBCBOP >
OFPHV >IQBOK>QFSB QL > If
LKB >II BIPB ?BFKD BNR>|

IK BKQFQV TEL FP >J?FS>|B¥
?BQTBBK @ELF@BP TFQE A
IBSBIP LC OFPH >II BIPB ?BH
BNR>I

LEARNING OBJECTIVES

%UMI>FK OFPH >KA OFPH >SBOPFLK
#>|@RI>QB QEB 0>QB LC OBQROK >KA BUMB@QBA O>QB LC OBQROK C
FKSBPQJBKQ

)C VLR >OB DFSBK > @ELF@B ?BQTBBK QEBPB QTL CLIILTFKD LMQFLKP TEF(E
MF@H >PPRJB VLR LKIV DBQ QL MF@H LK@B

9LR OB@BFSB
9LR CIFM > @LFK )C FQ I>KAP EB>AP VLR OB@BFSB
VLR DBQ KLQEFKD

?RQ FC FC

IMQFLK ! FP DR>0>KQBBA TEFIB LMQFLK " E>P PLJB RK@BOQ>FKQV TB ALKb
@BOQ>FK TE>Q LRO LRQ@LJB TFIl ?B 4ERP TB P>V QE>Q LMQFLK ! FP OFPH
LMQFLK " BKQ>FIP > @BOQ>FKi#8 DOBRK@BOQ>FKQV FK LRQ@LJB

4EB LMQFLK QE>Q VLR MOBCBO TFIl ABMBKA RMLEKRARGIBESBUHEEP FP

QEB QBKABK@V CLO JLPQ MBLMIB QL MOBCBO IBPP OFPH QL JLOB OFPH >II |

-LPQ MBLMIB MOBPBKQBA TFQE QEFP MOL?IBJ TFQE QEBPB ALII>0 >JLRKQP

! 3LJB MBLMIB JFDEQ MOBCBO QL Q>HB QEB OFPH >KA MOBCBO LMQFLK " Fk
? P>V QEBV ¥i€iBseeking >K BKQFQV TEL MOBCBOP > JLOB OFPHV >IQBOK>QFS
BIGFPHV LKB >II BIPB ?BFKD BNR>| KA PLJB JFDEQ KLQ @>0OB TEF@E LC QEB
LA8OFPE@E @>PB TB P>V QEBWer®@Bl >K BKQFQV TEL FP >J?FS>IBKQ ?BQTBBI

@ELF@BP TFQE AFCCBOBKQ IBSBIP LC OFPH >II BIPB ?BFKD BNR>|

JLOB

3PP OFPHV
$FCCBOBKQ MBLMIB E>SB AFCCBOBKQ IBSBIP LC OFPH >SBOPFLK >KA BSBK

@>K BUEF?FQ AFCCBOBKQ >JLRKQP ABMBKAFKD RMLK QEB PMB@FCF@P L«

F%Bdéﬁg\g@ J>KV JLOB >OB TFIIFKD QL Q>HB QEB D>J?IB FC QEB >JLRKQP LC JLk

KBJI>IIBO P>V FKLMQFLK!SP LO FKLMQFLK" LOFC QEB TLOAFKD LC QI
NRBPQFLKP >0OB CO>JBA AFCCBOBKQIV
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&LO >K FKSBPQJBKQ QEB >[IL

LC JLKBV TB BKA TFQE IBPR
FKSBPQBA JLKBV

4EB O>QFL LC LRO OBQROK
FKSBPQJBKQ

4EB TBFDEQBA JB>K LC QER
MLPPF?IB FKSBPQJBKQ LRQ
QE>Q FP B>@E MLPPF?IB Lf
TBFDEQBA ?V QEB MOL?>?F
QE>Q LRQ@LJB

PH

-R@E LC CFK>K@B FKSLISBP @E>KDFKD OFPH BUMLPROB BPMB@F>IIV QEB
COLJ QELPB TEL >OB JLOB OFPH >SBOPB QL QELPB TEL >OB IBPP 5PR>IIV QE
>SBOPB M>0QV OBT>0AP AFOB@QIV LO FKAFOB@QIV QEB ?B>0BO LC JLOB
BU>JMIB FP ?RVFKD FKPRO>K@B > MLIF@V ELIABO TFIl M>V QEB FKPRO>K@
QEB OFPH QE>Q PLIBQEFKD RKCLOQRK>QB TFIl E>SMMBK IFHB > CFOB LO @>

7EBK TB Q>IH >?LRQ CFK>K@F>| OFPH QEB LRQ@LJBP TB @LIM>OB >OB PLIE
JLKBQ>Q¢éturns QE>Q >OB MLPPF?IB FK QEB AFCCBOBKQ LRQ@LJBP 4EBPB
QEB >JLRKQ LC JLKBV TB BKA TFQE IBPP LRO FKSBPQBA JLKBV 4EBV @>K ?E
KBD>QFSB TEF@E TLRIA L@@RO FC QEB JLKBV OB@BFSBA FP IBPP QE>K LR
7EBK CFDROFKD OBQROKP TB KBBA QL FK@IRAB >KV M>VJBKQP OB@BFSBA
FKQBOBPQ LO AFSFABKAP >P TBII LC QEB PBIIFKD MOF@B LC QEB >PPBQ 4L
FKSBPQJBKQP LC AFCCBOBKQ PFWBP B>PFIV TB TFIl Qatél6@elivrAFP @RPP (
TEF@E FP QEB O>QFL LC LRO OBQROK QL LRO FKSBPQJBKQ

<@,?4:9 %,?0:1 %0?@=9

3RYO
*OMTINFAJ
$B1 *GORXT1 $BI 0 WBRAXT
$ BT O M@AXT

3BHPGEHYSO

Expected Return

JCQBK TB TFIl T>KQ QL HKLT TE>Q >K FKSBRQS@EDRe of return  FP

7EBK TB Q>IH LC BUMB@QBA OBQROK TB TFIl RPB QEB TBFDEQBA JB>K LC QI
FKSBPQJBKQ LRQ@LJIBP QE>Q FP B>@E MLPPF?IB LRQ@LJB TBFDEQBA ?V (
QE>Q LRQ@LJIB

<@,?4:9 C:0.70/%,?0 :1 %0?@=9 B0423?0/ 80,9
%UMB@QBA 2>QB LC 2BQROK MOL?>?FIFQV LC LRQ@LJB e O>QB LC OBQR

L?>?FIFQV LC LRQ@LJB e O>QB LC OBQROK LC LRQ@LJB \ MOL?>?FIF
_[RBQ@LJIB K e O>QB LC OBQROK LC LRE@LIBKR  ; kx

J

ofLRPBU>IMIB @LKPFABO >K FKSBPQJIBKQ QE>Q E>P > @E>K@B LC D>FKFK
@E>K@B LC D>FKFKD >KA> @E>K@BLCILPFKD >OBQROKLCd /RO
BUMB@QBA O>QB LC OBQROKFP e ed

@LJIBP

fgﬁk@o MLQBKQF>I T>VP LC QEFKHFKD >?LRQ QEB BUMB@Q>QFLKP PROOLRE

OBQROK >0OB >IPL S>IFA >KA FKSBPQLOP PELRIA ?B BK@LRO>DBA QL QEFKH

2FPH >KA 2BQROK ">PF@P



#E>MQBO

IPPBPPFKD 2FPH

GRPQ QEB TBFDEQBA JB>K 7B @LRIA @LKPFABO QEB JLPQ IFHBIV LRQ@LJB
BU>JMIB >D>FK LC 7B @LRIA @LKPFABO QEB O>KDB LC LRQ@LJBP > OBQ!

>KAd 7B @LRIA MILQ LRO BUMB@QBA OBQROKP LK > DO>ME >KA QOV G
QEB PE>MB LC QEB DO>ME %>@E DFSBP RP > AFCCBOBKQ FKPFDEQ >?LRQ
FKSLISBA FK QEB FKSBPQJBKQ

/C @LROPB TB O>0BIV HKLT TFQE QEFP IBSBI LC MOB@FPFLK TE>Q QEB CRC
TB E>SB QL J>HB LRO ?BPQ BAR@>QBA DRBPP ! @LJILK T>V QL DRBPP FP QL
EFPQLOF@>I OBQROKP COLJ PFJFI>0 FKSBPQJBKQP >KA CFKA QEB VB>OIV >
>PPRJFKD B>@E VB>0 E>P BNR>| TBFDEQ QEB >OFQEJBQF@ JB>K 4EBOB >
ALTKPFABP QL QEFP GRPQ ?B@>RPB >K FKSBPQJBKQ ?BE>SBA LKB T>V FK C
DR>0>KQBB QE>Q FQ TFIl @LKQFKRB QL ?BE>SB QE>Q T>V &LO BU>IMIB >P
VLRO >RQELOP E>SB PR@@BPPCRIIV KLQ AFBA B>@E A>V LC LRO IFSBP PL (
BUQO>MLI>QB QEBPB OBPRIQP FKQL QEB CRQROB TB PELRIA BUMB@Q QL IF
BUQOBJB BU>JMIB FQ PELRIA RKABOP@LOB > HBV CFK>K@F>I J>UFJ EFPQL
KLQ > DR>0>KQBB LC CRQROB MBOCLOJ>K@B

KEY TAKEAWAYS

X $B>IFKD TFQE OFPH FP > HBV M>0Q LC CFK>K@B BPMB@F>IIV PFK@B
>OB OFPH >SBOPB

X %UMB@QBA CRQROB OBQROKP >0OB QEB TBFDEQBA >SBO>DB LC QEB
LRQ@LJBP (FPQLOF@>! OBPRIQP >OB LCQBK RPBA >P > MOLUV CLO CI
BUMB@QBA OBPRIQP

X (FPQLOF@>| OBPRIQP >OB KLQ > DR>0>KQBB LC CRQROB MBOCLOJ>K(

EXERCISES

'BKKV FKSBPQBA  3EB OB@BFSBA QTL M>VJBKQP LC  >KA QEBK PL
EBO PQ>HB FK QEB FKSBPQJBKQ CLO  7E>Q T>P EBO O>QB LC OBQR
IK FKSBPQJBKQ E>P > @E>K@B LC OBQROKFKD > @E>K@B LC
OBQROKFKD >KA> @E>K@B LC OBQROKFKD KLQEFKD 7E>Q FP QE
BUMB@QBA O>QB LC OBQROK

IK FKSBPQJBKQ E>P OBQROKBA d  >KAd FKB>@E LC QEB I>PQ
CFSB VB>OP OBPMB@QFSBIV 7B E>SB AB@FABA QE>Q TB T>KQ QL RP
OBQROKP >P > MOLUV CLO BUMB@QBA CRQROB OBQROKP 7E>Q FP QI
LC OBQROK 7EV JFDEQ QEB EFPQLOF@>| OBPRIQP ?B > MLLO BPQFJ>(
OBQROKP

2FPH >KA 2BQROK ">PF@P
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11.2 Portfolios

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

' @LIIB@QFLK LC CFK>K@F%

LEARNING OBJECTIVES

#>|@RI>QB QEB OBQROKP CLO > MLOQCLIFL LC PB@ROFQFBP
%UMI>FK QEB ?BKBCFQP LC AFSBOPFCF@>QFLK

$BQBOJFKFKD QEB OFPH LC ELIAFKD > PFKDIB >PPBQ FP > AFCCF@RIQ Q>PH
FKSBPQLOP TFIl QVMF@>IIV ELIA J>KV AFCCBOBKQ >PPBQP LC MLQBKQF>IIV
IKLQEBO @LJJILK >IQBOK>QFSB FP QE>Q FKSBPQLOP E>KA QEBFO JLKBV LSB
QE>Q MLLIP >Il QEB FKSBPQLOPb @LKQOF?RQFLKP QL MRO@E>PB PR@E TE
portfolio > @LIIB@QFLK LC CFK>K@F>| >PPBQP

7EFIB FKAFSFAR>| PQL@HP LO ?LKAP JFDEQ OFPB LO C>Il FK S>IRB RIQFJ>QE
@>O0BP >?LRQ QEB MBOCLOJ>K@B LC QEB TELIB MLOQCLIFL )C TB J>HB LKB
2RQ CFSB DLLA LKBP TB JFDEQ @LJB LRQ >EB>A >KA ?B P>QFPCFBA 3FK@B
QL ELIA PQL@HP >P M>0QP LC QEBFO MLOQCLIFLP J>K>DBOP KBBA QL RKAE
@LIM>KVbP MBOCLOJ>K@B TFIl >CCB@Q QEB OFPH >KA OBQROK LC QEB ML

$BQBOJFKFKD QEB OBQROK LC QEB MLOQCLIFL FP > PFIMIB J>QQBO LC Q>HI
QEB OBQROKP LC QEB @LIMLKBKQP TBFDEQBA ?V QEB MLOQFLK LC QEB ML
FKSBPQBA FK B>@E 4ERP FC TB FKSBPQ QELRP>KA FK I"# PQL@H >KA Q
&%' PQL@H LRO TBFDEQP TLRIA 7B >KA

OBPMB@QFSBIV

<@,?74:9 $:=71:74: %0?@=9 B0423?0/ 80,9

OLOQCLIFL 2BQROK TBFDEQ LC PB@ROFQV e 0>QB LC OBQROK LC PB@RO
PB@ROFQV e O>QBLC OBQROK LC PB@ROFQV \ TBFDEQ LC PB@ROFQV
PB@ROFQBK B = \ Byx

)C QEB OBQROK LK I"# T>P  >KA QEB OBQROK LK &%' T>Pd QEB OBQROK L(
| MPEQELIFL TLRIA?B e ed LO 7B @>K @LKCFOJ QE>Q QEFP FF
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@LOOB@Q TBB>OK LKLRO QELRP>KA FKSBPQJBKQ CLO > OBQROK LC
>KATBILPB LKLRO QELRP>KA FKSBPQJBKQ CLO >OBQROKLCd  !AAFk
OBQROKP QLDBQEBO DFSBP > MLPFQFSB  TEF@E FP MOB@FPBIV  LC LR
QELRP>KA FKSBPQJBKQ

LQF@B QE>Q LRO MLOQCLIFL OBQROK IFBP PLIJBTEBOB ?BQTBBK QEB QTL B
>IT>VP PLJB FKSBPQJBKQP TFIl AL ?BQQBO QE>K LQEBOP PL QE>Q LRO MLO
TLKbQ ?B >P DLLA >P LRO ?BPQ FKSBPQJBKQP "RQ QEB ?BKBCFQ FP QE>Q LF
OBQROKP TLKbQ ?B >P ?>A >P LRO TLOPQ FKSBPQJBKQPJHERFERIQEB HBV G
ELIAFKD > MLOQCLIFL LC AFCCBOBKQ >PPBQP PL >P KLQ QL @LK@BKQO>QE
M>0OQF@RI>O >PPBQ 4EFP FP BJ?LAFBA ?V QEB LIA P>VFKD _$LKbQ MRQ >l
?>PHBQ " $FSBOPFCF@>QFLK @>K ILTBO OFPH QL > MLFKQ >KA FP QEB @ILF
IRK@E" FK CFK>K@B 4L PBB QEFP JLOB @LK@OBQBIV TB KBBA QL E>SB > P\
CLO LRO OFPH TEF@E TB TFIl FKQOLAR@B I>QBO FK QEFP @E>MQBO

KEY TAKEAWAYS

X OLOQCLIFL OBQROKP >0OB > TBFDEQBA ?V LC FKSBPQJBKQ >SBO>DB
@LIMLKBKQP

X $FSBOPFCF@>QFLK @>RPBP QEB MLOQCLIFLbP OBQROKP QL ?B IBPP |
?BPQ LO TLOPQ FKSBPQJBKQP

EXERCISES

7BE>SB FKSBPQBAFK *+ PQL@H FK-/PQL@H >KA FK 012
PQL@H 2BQROKP >0B  >KAd OBPMB@QFSBIV 7E>Q T>P LRO
MLOQCLIFLbP OBQROK

7BE>SB QELRP>KA FKSBPQBA FK I"# PQL@H QELRP>KA FK $%& PQ
>KA QELRP>KA FK'() PQL@H 7E>Q >OB QEB MLOQCLIFL TBFDEQP

I"# OBQROKBA  $%& OBQROKBA >KA'() OBQROKBA 'FSBK QEB
TBFDEQP FK TE>Q FP LRO MLOQCLIFLbP OBQROK

(LIAFKD > MLOQCLIFL LC AFCCBOBKQ
>PPBQP PL >P KLQ QL @LK@BKQO>QB
BUMLPROB LK LKB M>OQF@RI>O

>PPBQ

OLOQCLIFLP
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11.3 Market Efficiency

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

$BP@OF?B QEB MOL@BPP LC MOF@B AFP@LSBOV
%UMI>FK J>OHBQ BCCF@FBK@V

4>IHFKD >?LRQ OFPH LKIV J>HBP PBKPB FC TB >OB AB>IFKD TFQE RK@BOQ>F
>0OB PRMBOFLO FKSBPQLOP >?IB QL >IT>VP _MF@H QEB TFKKBOP' QEBK TB
AFSBOPFCV PFDKFCF@>KQIV &LO BU>JMIB "FIl '>QBP B>OKBA JLPQ LC EFP C
> PFDKFCF@>KQ PQ>HB FK LKB @LIJM>KV -F@OLPLCQ

| HBV AFCCBOBK@B ELTBSBO FP QE>Q "Fll >QBP T>PKbQ GRPQ >K FKSBPQL
#%/ CLO > PFDKFCF@>KQ MLOQFLK LC -F@OLPLCQbP EFPQLOV >KA QERP JF
LC QEB FKSBPQJBKQ KA EFP QBKROB @BOQ>FKIV T>PKbQ TFQELRQ RK@B
-F@OLPLCQ 'LLDIB LO & @B?LLH QEBOB >0B KRIJBOLRP LQEBO @LIJM>KFBP
C>FIBA ILPFKD JR@E LC QEBFO FKSBPQLOPb @>MFQ>I 5KCLOQRK>QBIV J>}
J>K>DBOP LKIV OBJBJ?BO QEB PR@@BPP PQLOFBP >KA CLODBQ QELPB QE>
D>J?IB 7B @LKPQ>KQIV EB>0 LC QEBPB @LJM>KFBP QE>Q TBOB PR@@BPPC
EB>0 LC QEB CLOJBO EFDE CIFBOP LC QEB FKQBOKBQ ?R??IB

&ROQEBOJLOB GRPQ >P JLPQ MBLMIB QEFKH QEBV >0B _>?LSB >SBO>DB AC
FKSBPQLOP >OB ABIRABA FKQL QEFKHFKD QEBV HKLT JLOB QE>K BSBOVLKB
J>OHBQ .>QRO>| LSBO@LKCFABK@B PBIB@QFSB JBJLOV TB QBKA QL OBJB.
PR@@BPPBP ?BQQBO QE>K LRO C>FIROBP >KA > PBIC >QQOF?RQFLK ?F>P

PR@@BPPBP TFQE PHFII ?RQ C>FIROBP QL _?>A IR@H" @>RPB FKSBPQLOP
?BQQBO QE>K QEBV FK >@QR>IFQV >0B 4EBOB FP AB?>QB >?LRQ TEBQEBC
> QORIV PHFIIBA FKSBPQLO LO TEBQEBO EB E>P _DLQQBK IR@HV' ?B@>RPB
E>MMBKBA QL CFQ EFP FKSBPQJBKQ PQVIB AROFKD QEB VB>OP EB T>P >@Q
KRJBOLRP FKSBPQLOP LSBO QEB VB>0OP MBOE>MP PLJBLKB T>P ?LRKA QL D
"RCCBQQ >KA J>HB ?FIIFLKP /C @LROPB J>KV LQEBO FKSBPQLOP TBOB ALLJ
J>KV QEOLRDE I>@H LC PHFII ?RQ RKALR?QBAIV J>KV >IPL TEL TBOB GRPQ _
FP ?BQQBO QL ?B IR@HV QE>K DLLA FP > QO>AFKD MOLSBO? QE>Q ELIAP JR
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4EB MOL@BPP ?V TEF@E FK
PBII LO ?RV >K >PPBQ ?>PBA
QEBFO S>IR>QFLK LC QEB >
4EFP TFIl @>RPB QEB MOF@
PEFCQ RKQFI QEB BNRFIF?(
MOF@B FP OB>@EBA

4EB QEBLOV QE>Q QEB J>0
>DDOBD>QB E>P JLOB

FKCLOJ>QFLK QE>K >KV LKE
FKSBPQLO @LRIA MLPPF2IV
4EB J>OHBQ MOF@B TFIl 7B
OB>@EBA ?V QEFP FKCLOJ3
>K FKSBPQLO PELRIA KLQ ?
QL >?KLOJ>IIV MOLCFQ COL
LO EBO MOFS>QB FKCLOJ>(

4EB ?BIFBC QE>Q >Il MR?IF@
KLK MR?IF@ FKCLOJ>QFLK &
?BBK >@@LRKQBA CLO ?V (
J>OHBQ 4ELPB TFQE FKPFA
HKLTIBADB QE>Q FP J>QB(
KLK MR?IF@ CFK>K@F>I

FKCLOJ>QFLK >?LRQ @LJM
@>KKLQ MOLCFQ>?IV QO>A
FKCLOJ>QFLK FC QEB J>OH
PQOLKDIV BCCF@FBKQ

4EB ?BIFBC QE>Q >Il MR?IF@
FKCLOJ>QFLK E>P ?BBK

>@@LRKQBA CLO ?V QEB J3
FK@IRAFKD CFK>K@F>| >K3
OBIB>PBA PQ>QBJBKQP >KA
>K>IVPQPb CLOB@>PQP )C|

PQOLKD CLOJ FP QORB QEx

FKSBPQJBKQP ?>PBA RMLK
CRKA>JBKQ>IP LC > @LIM>H
PELRIAKbQ ?B >?IB QL B>OK
BU@BPP MOLCFQP

PH

4ERP FQ FP >K LMBK NRBPQFLK TEBQEBO PHFIIBAlRKI$BFRDIOBAZ L] QEB
J>OHBQ 4EB >ODRJBKQ CLO J>OHBQ BCCF@FBK@V DLBP >P CLIILTP FKSBP(
>PPBQ ?>PBA RMLK QEBFO S>IR>QFLK LC QEB >PPBQ 4EFP TFIl @>RPB QEB |
QEB BNRFIF?0OFRJ MOF@B FP OB>@EBA QEFPpid®Ud@RNErFP @EBNQEB
MOLMBO MOF@B FP OB>@EBA >?KLOJ>I MOLCFQP @>K KL ILKDBO ?B B>OKB
QEB J>OHBQ FK >DDOBD>QB E>P JLOB FKCLOJ>QFLK QE>K >KV LKB FKSBPQ
MLPPF?IV E>SB 4EB J>OHBQ MOF@B TFII ?B OB>@EBA ?V QEFP FKCLOJ>QFLLI
PELRIA KLQ ?B >?1B QL >?KLOJ>IIV MOLCFQ COLJ EFP LO EBO MOFS>QB FKCL(
QEFP (Hficient Market Hypothesis (EMH)

3QRAFBP E>SB PELTK QE>Q QELPB TFQE FKPFABO HKLTIBADBM&EHO-P J>QI
CFK>K@F>I FKCLOJ>QFLK >?LRQ @LJM>KFBP @>K MOLCFQ>?IV QO>AB LK QI
QERP LCCBOFKD LKB OBCRQ>QFLK LC @LJMIBQB J>OHBQ BCCF@FBK@V FK
Sgtron form of the EMH  'FSBK QE>Q QO>AFKD LK FKPFABO FKCLOJ>QFLK FP (
PQ QEB I>T QEFP FP LC IFQQIB ?BKBCFQ QL QEB QVMF@>1 FKSBPQLO
PPBQ

)EA I_Bsemi-strong form of the EMH >ODRBP QE>fublic FKCLOJ>QFLK E>P ?BBK
>@@LRKQBA CLO ?V QEB J>OHBQ FK@IRAFKD CFK>K@F>| >K>IVPFP LC OBIB
L5 AZK>IVPQPb CLOB@>PQP )C QEB PBJF PQOLKD CLOJ FP QORB QE>K FKS
RMLK QEB CRKA>JBKQ>IP LC > @LIM>KV PELRIAKDbQ ?B >?IB QL B>OK BU@BP
3 3R@@BPPCRI FKSBPQLOP PR@E >P 7>00BK "RCCBQQ >KA 0BQBO ,VK@E >Ol
EWBRKQBO BU>JMIBP QL QEB PBJF PQOLKD CLOJ MOLMLKBKQP LC QEB PBJF
oE2iSBMRQ CLOQE >ODRJBKQP QE>Q QEBPB FKSBPQLOP TBOB BFQEBO IR@H
s FHSBPQJIBKQ LMMLOQRKFQFBP LO FKCLOJ>QFLK KLQ >S>FI>?IB QL QEB J>Ot
J BOEBO >ODRJIBKQP >D>FKPQ QEB PBJF PQOLKD CLOJ FK@IRAB QEB BUFPQBE
FEBR@E >P >PPBQ ?R??IBP PR@E >P QEB QB@EKLILDV ?R??IB >KA QEB OB>| BF
» MhPQ B>OKFKDP AOFCQ QEB QBKABK@V CLO PQL@H MOF@BP QL KLQ FJJB!

=>RIOF@B ?>PBA RMLK B>OKFKDP PROMOFPB ?RQ PILTIV _AOFCQ" QL QEBFO K
DEB
BO

F2l pQ >@>ABJF@P QBKA QL BJ?0>@B QEB PBJF PQOLKD CLOJ QELRDE J>KV 1
| QQ>ABOP OBGB@Q FQ /KB OB>PLK>?IB NRBPQFLK QL >PH FP BSBK FC MR?IF
B BUMHBFQBA CLO D>FK @>K > QVMF@>! FKSBPQLO >@@BPP >KA J>HB RPB LC
5Q EPQEB PBJF PQOLKD CLOJ LO QELPB TEL OBGB@Q FQ ?RQ ?BIFBSB QVMF@:

?BKBCFQ >ASL@>QB FKSBPQFKD FK _M>PPFSB" ?0L>A J>OHBQ CRKAP QE>C
) M>OQF@RI>0 @LIM>KFBP ?>PBA LK >K>IVPFP RKIFHB JLPQ _>@QFSBIV J>K>

OHBRO
& KEY TAKEAWAY

QEB PBJF
K
QEB
v

X )C QEB J>OHBQ FP >Q IB>PQ PBJF PQOLKD BCCF@FBKQ QEBK >K>IVWF
FKCLOJ>QFLK TLKbQ MOLSFAB > QO>AFKD >AS>KQ>DB PFK@B QEB MC
>I0B>AV OBCIB@Q >Il MR?IF@>IIV >S>FI>?IB A>Q>

->0OHBQ %CCF@FBK@V
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EXERCISE

*>KB ?BIFBSBP QE>Q ?V @>I@RI>QFKD > @LIM>KVbP O>QFLP COLJ QEE
CFK>K@F>| PQ>QBJBKQP PEB @>K ABAR@B TEBQEBO QEB @LJIM>KVh
FP @EB>M LO BUMBKPFSB $LBP *>KB ?BIFBSB QEB J>OHBQ FP BCCF@!

->0OHBQ %CCF@FBK@V
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11.4 Standard Deviation

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK ELT PQ>KA>0A ABSF>QFLK FP > JB>PROB LC OFPH
#>|@RI>QB QEB PQ>KA>OA ABSF>QFLK LC > PBQ LC OBQROKP

4EBOB >0B J>KV MLQBKQF>I PLRO@BP LC OFPH >KA KLQ >Il JBQELAP LC >PP
QEB P>JB /KB MLMRI>O JBQELA QELRDE @BOQ>FKIV KLQ QEB LKIV LKB CLO
NR>KQFCV OFPH FP QL BU>JFKB QEB PQ>KA>OA ABSF>QFLK LC QEB LRQ@LJ
ABSF>QFLK FP > QBOJ COLJ PQ>QFPQF@P QE>Q EBIMP BUMI>FK QL TE>Q AB
BUMB@QBA QL ?B AFCCBOBKQ COLJ QEB >SBODB OBPRIQ 7B >OB FK > PBKF
_>SBO>DB' PFWB LC QEB _JFPP" &LO > CRIl QOB>QJBKQ LC PQ>KA>OA ABSF>
PQ>QFPQF@>| JB>PROB MIB>PB @LKPRIQ > PQ>QFPQF@P QBUQ CLO LRO M
RKABOPQ>KAFKD TFIl PRCCF@B

42@=0 &7?,9/,=/ 0A4,?24:9 :8;=4>:9

& @=.0 %=:B9 *46480/4, :88:9> $@-74. :8,49

4EB ?IRB FKSBPQJBKQ E>P OBPRIQP QE>Q >0OB IBPP _@IRIJMBA" >OLRKA QEB
QEB OBA FKSBPQJBKQ 4EB ?IRB FKSBPQJBKQ E>P > @LOOBPMLKAFKDIV EFL
ABSF>QFLK

&FKAFKD PQ>KA>0A ABSF>QFLK FKSLISBP > CBT PQBMP FC TB HKLT >Il QEB |
QEBFO MOL?>?FIFQFBP PQ>KA>0OA ABSF>QFLK FP CLRKA >P CLIILTP

&FKA QEB BUMB@QBA O>QB LC OBQROK

&LO B>@E LRQ@LJB CFKA QEB AFCCBOBK@B ?BQTBBK QEB LRQG
OBQROK >KA QEB BUMB@QBA 0>QB >KA PNR>OB QEB AFCCBOBK
BUMB@QBA LRQ@LJBFP  ?RQ QEB LRQ@LJBbP OBQROK FP d
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3Q>KA>0A $BSF>QFLK

AFCCBOBK@BFP d d d 4EFP OBPRIQ PNR>OBA FP d
LQF@B QE>Q QEB PNR>OFKD BCCB@QFSBIV BIFJFK>QBP QEI

KRJ?BOP PL FQ ALBPKbQ J>QQBO FC TB JFPP EFDE LO ILT GRPQ E

JFPP 2V

&FKA QEB TBFDEQBA JB>K LC QEBPB JRIQFMIV B>@E ?V QEB MOL"

QEB LRQ@LJB >KA PRJ

4>HB QEB PNR>OB OLLQ LC QEFP TBFDEQBA JB>K QL CFKA QEB P(

ABSF>QFLK

<@,?4:9 &7?,9/,=/ 0A4,?4:9 :1 %0?@=9> ,77 :@7.:80> 69:B9

(((((((((((({é((((((((((((((((((((g((((((((((((((((((((((((é((
4B O EBSA JBUJIBO S 1 QSIS0 Qi

X | FF§) UFFY Q F DRUFEEU OSE J H INFEO

)C TB >OB RPFKD EFPQLOF@>| OBQROKP QL BPQFJ>QB LRO BUMB@QBA OBQ
J>HB > PIFDEQ >AGRPQJBKQ QL QEB CLOJRI> 4VMF@>IIV TB >PPRJB B>@E V
L?PBOS>QFLK RPR>IIV A>FIV TBBHIV JLKQEIV LO VB>OIV OBQROKP QL E>SI
TBFDEQ 4ERP QEB BUMB@QBA O>QB LC OBQROK FP GRPQ QEB >OFQEJBQF
E>SB GRPQ BPQFJ>QBA QEB BUMB@QBA O>QB LC OBQROK TB KBBA QL >AGI
ABSF>QFLK @>I@RI>QFLK CLO > ABQ>FIBA OB>PLK TEV MIB>PB PBB >KV PQ:
QBUQ >P FQ FP ?BVLKA QEB P@LMB LC QEFP QBUQ

<@,74:9 &?,9/,= 0A4,?4:9:1 %0?@=9> 0>?48,?492 0C;0.?0/ =0?@=9 1=:8 34>7

(((((((((§é(((((((((é((((((g(((g(((((((((((((((g((
4LBOEE%EWJBUJP’§1 ! 21

01
X | FFS) UFFY Q F CBJUFREU OSF J H INFFEO

/K QEB ?OFDEQ PFAB PMOB>APEBBQ MOLDO>JP @>K NRF@HIV AL QEFP @>I
34%$%6 3 LRQ@LJIB LRQ@LJIB LRQ@LJIB\

4ERP FC LRO LRQ@LJBP CLO QEBM>PQ VB>OP>0B d d >KA TB @>}
BKQBO

34%%6 3 d d

>KA OB@BFSB QEB @LOOB@Q OBPRIQ LC LO
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3Q>KA>0A $BSF>QFLK

LPQ CFK>K@F> @>I@RI>QLOP @>K >IPL PLISB CLO PQ>KA>0OA ABSF>QFLK |
FKPQOR@QFLK J>KR>I LC VLRO @>I@RI>QLO CLO ABQ>FIP

4EBOB >0B PLJB ALTKPFABP QL RPFKD PQ>KA>OA ABSF>QFLK >P QEB JB>PR
3Q>KA>0A ABSF>QFLK QBIIP RP QEB JLPQ TEBK LRO LRQ@LJBP >0OB KLOJ>IIV
QEB _?BIl @ROSB" )C LRO LRQ@LJBP E>SB PLJB BUQOBJB LRQIFBOP CLO B!
AB@BKQ @E>K@B CLO > I>0DB MLPFQFSB LO KBD>QFSB OBPRIQ QEBK PQ>
RP SBOV IFQQIB >?LRQ QEB OFPH >PPL@F>QBA TFQE QEBPB OBPRIQP )C LR
QLT>OA MLPFQFSB LO KBD>QFSB LRQ@LJBP PQ>KA>OA ABSF>QFLK QBIIP R
BCCB@Q

Portfolio Standard Deviation

&FDROFKD LRQ QEB PQ>KA>OA ABSF>QFLK LC > MLOQCLIFL @>K ?B ALKB RP
MOL@BAROB >P >?LSB GRPQ PLISB CLO QEB MLOQCLIFL OBQROKP >KA QEBI
QEB PQ>KA>0A ABSF>QRIKENTEWQrkFP QOVFKD QL Q>HB QEB TBFDEQBA >SB(
QEB PQ>KA>0A ABSF>QFLKP LC QEB FKAFSFAR>| >PPBQP 4EB OB>PLK CLO C
>PPBQP ALKbQ JLSB FK MBOCB@Q Q>KABJ QEBK QEB AFSBOPFCF@>QFLK T
LC QEB MLOQCLIFL QL ?B IBPP SLI>QFIB QE>Q FP E>SB > ILTBO PQ>KA>OA AF

/CQBK TEBK @LKPQOR@QFKD MLOQCLIFLP FKSBPQLOP TFIl QOV QL RPB FK

PMB@FCF@>IIV ?BE>SB AFCCBOBKQIV COLJ B>@E LQEBO QL QOV QL J>UFJF

AFSBOPFCF@>QFLK FK QROK JFKFJFWFKD OFPH &LO BU>JMIB @LKPFABO

I"# E>XA OBQROKP LC ~ >KA LSBO QEB M>PQ VB>OP OBPMB@QFSBIV $%:

OBQROKPLC  >KA OBPMB@QFSBIV 4EB PQ>KA>0A ABSF>QFLK LC ?LQE

FP QERP 'K BNR>I TBFDEQBA MLOQCLIFL QE>QFP LC B>@E TFIl E>SB OF
B>@E VB>0O CLO > PQ>KA>OA ABSF>QFLK LC

)K OB>IFQV TB @>K O>OBIV CFKA >PPBQP QE>Q ?BE>SB PL AFCCBOBKQIV CC
>PPBQP CLO BU>JMIB TFIl FK@OB>PB FK S>IRB >P QEB LSBO>Il B@LKLJV FIM
FP > IFJFQ QL QEB ?BKBCFQP LC AFSBOPFCF@>QFLK 7B TFIl BUMILOB QEFP
CLIILTFKD PB@QFLK 'AAFQFLK>IIV FQ PBBJP QE>Q FK QFJBP LC @OFPFP CL

J>KV QVMBP LC >PPBQP QE>Q QVMF@>IIV ?BE>SB FK AFCCBOBKQ T>VP
QLDBQEBO FK LQEBO TLOAP OFDEQ TEBK TB KBBA QEB ?BKBCFQP LC AFSB(
TEBK QEB BCCB@Q FP PJ>IIBPQ
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KEY TAKEAWAYS

X 3Q>KA>0A ABSF>QFLK FP LKB @LJJLK JB>PROB LC OFPH ?RQ KLQ QEB
)Q ALBP KLQ OBMOBPBKQ >l SPMB@QP LC OFPH

X 3Q>KA>0OA ABSF>QFLK LC > MLOQCLIFL FP KLQ QEB TBFDEQBA >SBO>C
PQ>KA>0A ABSF>QFLKP LC QEB @LJMLKBKQP )Q JRPQ ?B @LIMRQBA |
MLOQCLIFL OBQROKP

EXERCISES

IK FKSBPQJBKQ E>P > @E>K@B LC OBQROKFKD > @E>K@B LC
OBQROKFKD >KA> @E>K@B LC OBQROKFKD KLQEFKD 7E>Q FP QE
PQ>KA>0A ABSF>QFLK LC BUMB@QBA OBQROKP

IK FKSBPQJBKQ E>P OBQROKBA d  >KAd FKB>@E LC QEB I>PQ
CFSB VB>OP OBPMB@QFSBIV 7B E>SB AB@FABA QE>Q TB T>KQ QL RP
OBQROKP >P > MOLUV CLO BUMB@QBA CRQROB OBQROKP 7E>Q FP QI
ABSF>QFLK LC QEBPB OBQROKP

7EV FPKbQ > MLOQCLIFLbP PQ>KA>0A ABSF>QFLK QEB P>JB >P FQP @l

3Q>KA>0A $BSF>QFLK
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11.5 Market History

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|

LEARNING OBJECTIVE

$BP@OF?B QEB EFPQLOF@>I OBI>QFLKPEFM ?BQTBBK OBQROK >KA Of
CFK>K@F>I >PPBQP

/SBO QEB M>PQ CBT @E>MQBOP TB E>SB BUMILOBA AFCCBOBKQ QVMBP LC

QEFP MLFKQ FQ FP TLOQE ILLHFKD >Q ELT PLJB LC QEBPB >PPBQP E>SB MB(
EFPQLOF@>IIV

4>71B  (FPQLOF@>| 2BQROKP >KA 3Q>KA>OA $BSF>QFLKP 3RJJ>OV 3Q>QF!
IKKR>I 4LQ>I 2BQROK |

Arithmetic Mean | Standard Deviation

33> #LIM>KV 3QL@HP

,>ODB #LJM>KV 3QL@HP

,LKD 4BOJ #LOMLO>QB "LKAP

,LKD 4BOJ 'LSBOKJBKQ "LKAP

)JIBAF>QB 4B0OJ 'LSBOKJBKQ "LKAP

53 40B>PROV "FIIP

)KCI>QFLK

3LRO@B )??LQPLK 3"™)  #I>PPF@ 9B>O?LLH ->OHBQ 2BPRIQP CLO 3QL@HP
"FIIP >KA)KCI>QFLK ] #EF@>DL -LOKFKDPQ>O

7B PBB QE>Q QEBOB FP > SBOV PQOLKD OBI>QFLKPEFM ?BQTBBK QEB >SBO:
IBSBI LC OFPH >P JB>PROBA ?V PQ>KA>0A ABSF>QFLK 4EFP @LOOBPMLKAF
RKABOPQ>KAFKD QE>Q JLPQ FKSBPQLOP >0B OFPH >SBOPB QE>Q FP QL >(
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LC OFPH > EFDEBO PQ>KA>OA ABSF>QFLK FKSBPQLOP ABJ>KA > I>0DBO OB
CFDROB J>Q@EBP LRO FKQRFQFLK QE>Q PQL@HP >0OB OFPHFBO QE>K ?LKA

7EFIB QEFP A>Q> FP > DLLA PQ>0QFKD MLFKQ CLO QELPB QOVFKD QL ABQBC
FKSBPQLO BUMB@Q>QFLKP QEBOB >0OB PLJB I>ODB @>SB>QP 2BJBJ?BO QE
QFJB MBOFLA QEB 5KFQBA 3Q>QBP OLPB QL ?B LKB LC FC KLQ QEB LKIV TLC
_PRMBOMLTBOP" 7B E>SB KL FAB> TE>Q QEFP A>Q> TLRIA ILLH IFHB FC CLO
IUFP K>QFLKP TLK 77)) LO QEB 3LSFBQ 5KFLK PQFII BUFPQBA $BMBKAFKD RN
QOBKAP QL @LKQFKRB JFDEQ ?B > JFPQ>HB PFK@B QEB TLOIA @LKQFKRBP
MLIFQF@>IIV B@LKLIF@>IIV >KA @RIQRO>IIV

KEY TAKEAWAYS

X 4EB EFDEBO QEB OFPH QEB EFDEBO QEB BUMB@QBA OBQROK RPR>I
X (FPQLOF@>| OBPRIQP >0OB KLQ > DR>0>KQBB LC CRQROB MBOCLOJ>K(
TBbOB OBMB>QFKD LROPBISBP ?RQ TB T>KQ QL RKABOP@LOB QEFP S

C>@Q

EXERCISES

)P QEBOB >KV MLOQFLK LC QEB EFPQLOF@>1 A>Q> QE>Q E>P > PROMO
QE>Q FP @LKQO>0OV QL LRO BUMB@Q>QFLKP

->OHBQ (FPQLOV
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11.6 The Capital Asset Pricing Model (CAPM)

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

-FKFJRJ >JLRKQ LC OFPH QE
JRPQ ?B ?LOKB ?V QELPB

FKSBPQFKD FK PQL@HP AR
C>@QLOP QE>Q >CCB@QQ
J>0OHBQ !IPL @>I11BA PVPQB\
OFPH LO KLK AFSBOPFCF>?,

4EB >AAFQFLK>| OFPH QE>(
PQL@H E>P >?LSB FQP J>OH

QE>Q BK@LIM>PPBP >I C>@

QE>Q TLRIA >CCB@Q QEB
@LIM>KVbP PQL@H MOF@E
QEB J>OHBQ FK DBKBO>I I
@>11BA RKPVPQBJ>QF@
AFSBOPFCF>?IB LO RKFNRE

LEARNING OBJECTIVES

%UMI>FK QEB AFCCBOBK@B ?BQTBBK J>OHBQ OFPH >KA CFOJ PMB@F
#>|@RI>QB > MLOQCLIFLbP ?BQ> COLJ FQP @LJMLKBKQP
#>@RI>QB >K >PPBQbP BUMB@QBA OBQROK RPFKD #!0-

2FPHFBO >PPBQP PELRIA ABJ>KA EFDEBO OBQROKP "RQ KLQ >Il OFPH FP QE
AFSBOPFCF@>QFLK &LO BU>JMIB

42@=0 &?,9/,=/ 0A4,?4:9:1, &?:.6 $:=?1:74: A> "@8-0=:1 %,9/:8 (& &0.@=4?40>

/K@B TB >SMMOL>@E >?LRQ PQL@HP FK > MLOQCLIFL >PPRJFKD QEBV >OB
O>KALJ >KA KLQ CLO BU>JMIB >l QB@EKLILDV PQL@HP TB @B>PB QL PBB P
OBAR@QFLKP FK PQ>KA>0A ABSF>QFLK 4EBOB >OB PLJB JRQR>| CRKAP >KA
>QQBJIMQ QL LTK SFOQR>IIV QEB BKQFOB J>OHBQ LC >S>FI>?IB PB@ROFQFB
QEBOB FP > @BOQ>FK JFKFJRJ >JLRKQ LC OFPH QE>Q JRPQ ?B ?LOKB ?V QEL
PQL@HP ARB QL C>@QLOP QE>Q >CCB@Q QEB BKQFOBalk@HBK TEF@E TB (
>IPL @>IIBA PVPQBJ>QF@ OFPH LO KLK AFSBOPFCF>?IB OFPH /KIV ?V >AAFk
QVMBP CLO BU>JMIB ?LKAP LO OB>I BPQ>QB @>K TB D>FK PLJB >AAFQFLK>
->QBKBCFQP

B QL

i&%'EQERRFQFLK» OFPH QE>Q >KV PQL@H E>P >?LSB FQP JrHPEcHEPH FP @>

shske,, >IPL @>1IBA RKPVPQBJ>QF@ AFSBOPFCF>?IB LO RKFNRB OFPH 4EFP
C>@QLOP QE>Q TLRIA >CCB@Q QEB @LJIM>KVbP PQL@H MOF@B ?RQ KLQ Q

“;Q!C'): BU>JMIB QEB #%/ ?BFKD FKAF@QBA CLO CO>RA LO QEB >MMOLS>| LC > |

c5%’55'3>@BRQF@>| TLRIA ?B CFOJ PMB@FCF@ BSBKQ $FSBOPFCF@>QFLK C

OFPH ?RQ IB>SBP J>OHBQ OFPH

?RQ KLQ

PL

3FK@B CFOJ PMB@FCF@ OFPH @>K ?B SFOQR>IIV BIFJFK>QBA ?V AFSBOPFC

P PEHRIAKDQ ABJ>KA > EFDEBO OBQROK QL @LIJMBKP>QB CLO FQ ->OHBQ OFF
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4EB BUMB@QBA OBQROK F}
LC QEB OFPH COBB 0>QB

4EB O>QFL LC > @LIJM>KVbH
MOBJFRJ SBOPRP QEB J>Oh
OFPH MOBJFRJ

2B AFSBOPFCFBA >T>V PL FKSBPQLOP PELRIA ABJ>KA EFDEBO OBQROKP CL
TEF@E E>SB > I>0DBO PBKPFQFSFQV QL ?0L>A J>OHBQ BSBKQP IFHB QEB P
B@LKLJV &LO BU>JMIB >FOIFKBP QBKA QL AL MLLOIV TEBK QEB B@LKLJV Q:
FK > ?>A B@LKLJV MBLMIB QO>SBI IBPP CLO ?LQE ?RPFKBPP >KA IBFPROB F
PELRIA ABJ>KA > EFDEBO OBQROK CLO >FOIFKBP $FP@LRKQ OBQ>FIBOP IF
2B OBI>QFSBIV IBPP >CCB@QBA ?V > ALTKQROK FK QEB B@LKLJV PL QEBV E:
OFPH >P > OBPRIQ FKSBPQLOP PELRIA ABJ>KA > ILTBO OBQROK CLO 7>1J>0¢
>FOIFKB 3MB@FCF@>IIV TB >OB ILLHFKBkPermR@iL@HPEB BUMB@QBA
OBQROK FK BU@BPP LC QEB OFPH COBB O>QB >P QEFP FP QEB MLOQFLK L(
@LIMBKP>QFKD FKSBPQLOP CLO ?B>OFKD QEB BUQO> J>OHBQ OFPH >PPL@
QEB PQL@H

/KB T>V QL >QQBIMQ QL NR>KQFCV > @LIM>KVbP J>OHBQ OFPH FP QL @>1@
beta "BQ>OBMOBPBKQP QEB O>QFL LC > @LIM>KVbP OFPH MOBJFRJ SBOPI
OFPH MOBJFRJ 4VMF@>IIV ?BQ> FP CLRKA ?V PLJB JBQELA LC PQ>QFPQF@:
M>PQ @LJIM>KV OBQROKP FK BU@BPP LC QEB OFPH COBB 0>QB @LJM>0OBA
FKABUbP OBQROKP FK BU@BPP LC QEB OFPH COBB O>QB LK > A>FIV TBBHIV
/C @LROPB TE>Q FKSBPQLOP OB>IIV T>KQ FP > @LIJM>KVbP ?BQ> DLFKD CLC
EFPQLOF@>I| ?BQ> TFII ?B > MOLUV CLO QEFP S>IRB -LPQ CFK>K@F>| PFQBP
MOLGB@QFLK LC MR?IF@ @LJM>KFBPb ?BQ>P >KA TFIl RPR>IIV ABP@OF?B >
QEBV J>HB COLJ QEB EFPQLOF@>| @>I@RI>QFLK

3L ELT FP ?BQ> RPBA ! PQL@H QE>Q QBKAP QL JLSB FK QEB P>JB AFOB@QFL
JLPQ PQL@HP TFIl E>SB > MLPFQFSB ?BQ> 3QL@HP TFQE >?BQ>LC TFIlJ
P>JB MOLMLOQFLK >P QEB J>OHBQ FC QEB J>OHBQ FPRM LSBO QEB OFPH
PQL@HP TFII >IPL QBKA QL 2BRM  PQ>QFPQF@>IIV PMB>HFKD 3QL@HP TF!
QE>K >OB JLOB PBKPFQFSB QL J>OHBQ JLSBP ?BQ>P ILTBO QE>K FKAF@
PBKPFQFSFQV 4EB ?BQ> LC QEB ?0L>A J>OHBQ FKABU JRPQ ?B ?V ABCFKFC
JRPQ JLSB FK MBOCB@Q Q>KABJ TFQE FQPBIC

3FK@B QEB ?BQ>P LC >l PQL@H >0B MBOCB@QIV @LOOBI>QBA TFQE J>OHB
B>@E LQEBO QEB ?BQ> LC > MLOQCLIFL LC PQL@HP FP QEB >SBO>DB TBFD
?BQ>P LC QEB @LIJMLKBKQP

<@,?4:9 $:=?1:74: 0?, B0423?0/ 80,9

OLOQCLIFL "BQ> TBFDEQ LC PB@ROFQV e ?BQ>LC PB@ROFQV  TBFDEQ
B’?UB@(DQ.;PIISC PB@ROFQV \ TBFDEQ LC PB@ROFQV K e ?B8B> LCPB@ROFQV K
Bk k

OFPH

IBQbP

4EB #>MFQ>| IPPBQ OOF@FKD -LABI #!0-
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&LO BU>JMIB FC TBE>SB QELRP>KA FKSBPQBA FK I"# PQL@H TEF@E E>P:
>KA QELRP>KA FKSBPQBA FK $%& PQL@H TEF@E E>P >?BQ>LC  QEBKL
MLOQCLIFLbP ?BQ> FP

— M — m m m

I MLOQCLIFL ELIAFKD BSBOV PQL@H FK QEB P>JB TBFDEQP >P QEB J>OHBQ L
E>SB > OFPH MOBJFRJ BNR>I QL QEB J>OHBQbP OFPH MOBJFRJ >IPL @>IIBA
MOBJFRJ )Q PELRIA >IPL E>SB > ?BQ> LC BU>@QIV  3FK@B QEB OBI>QFLKF
@LIMLKBKQ QL ?LQE QEB MLOQCLIFLbP OBQROK >KA ?BQ> FP QEB P>JB TBF
QTL JB>PROBP JRPQ ?B MOLMLOQFLK>I QL B>@E LQEBO 3MB@FCF@>IIV B>
@LKQOF?RQFLK QL QEB OFPH MOBJFRJ LC QEB LSBO>II J>OHBQ MLOQCLIFL.
MOLMLOQFLK>I QL QEB @LIMLKBKQbP J>OHBQ OFPH QEB ?BQ>

<@,?4:9 $=:;:=?4:9,7 %4>6 $=084@8

3JL1 NN PGP
1
G 3JL1SNINPG BIFU
1
3. 31 s
$S1S
513 Ss1S

#LKQFKRFKD TFQE LRO BU>JMIB PQL@HP FC QEB J>OHBQ OFPH MOBJFRJ T>
I"# ?BQ> PELRIA E>SB > OFPH MOBJFRJLC e LO >KA $%&
?BQ> PELRIAE>SB > OFPHMOBJFRJLC e LO

/C @LROPB >KV DFSBK L?PBOS>QFLK JFDEQ ABSF>QB COLJ QEB OBI>QFLKPI
?BQ> FP > PQ>QFPQF@>1 KRJ?BO ?RQ QEB HB¥¥peBteERBRRQKROELRIA

ELIA QL QEFP OBI>QFLKPEFM )C TB OB>00>KDB QEFP BNR>QFLK QL PLISB CI
OBQROK LC PQL@H! TB DBQ TE>Q FP @>IIBA QEB #>MFQ>I 'PPBQ OOF@FKD -

<@,?4:9 ;4?7 >>07? $=4.492 :/07 $!

1S

sis S .1s
> «mS3 51
S g +mMS 518

4EB #>MFQ>| IPPBQ OOF@FKD -LABI #!0-
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AEFP FP > SBOV FIMLOQ>KQ OBPRIQ >P FQ FIMIFBP QE>Q TB @>K MOBAF@C
OBQROK FC TB HKLT QEB OFPH COBB O>QB ?BQ> LC QEB PQL@H >KA QEB J:
MOBJFRJ

4ERP FCPQL@H'() E>P>7?BQ>LC >KATB HKLT QE>Q QEB OFPH COBB 0>Q
QEB BUMB@QBA J>0OHBQ OBQROKP >OB QEB BUMB@QBA OBQROKP CLO ()
e d LO

7B @>K >IPL RPB QEB OBI>QFLKPEFM QL @LJM>OB QTL PQL@HP AFOB@QIV

<@,?4:9 $=::=?4:9,7 %4>6 $=084@8> ?B:>7?:.6>

3JIL1L SNWPGHPDL" SJL1I SNWPGIPDLU
# RBPGHUPOL" #RBPGIUPOL#
31 31y
.
S1% $S1S%
.

Issues with CAPM

7EFIB QEB OB>I>QFLKPEFM BJ?LAFBA FK #10- FP SBOV FIMLOQ>KQ QL RKABO
QEBLOV FP KLQ TFQELRQ FQP IFJFQ>QFLKP 7EFIB ABQBOJFKFKD QEB BUMB
FP C>FOIV >@@RO>QBIV L?Q>FKBA COLJ L?PBOSFKD QEB ?LKA J>OHBQ QVN
QBOJ 53 DLSBOKJBKQ ?LKA VFBIAP >P > MOLUV CFDROFKD >K >@@RO>QB C
2BQ> >KA BNRFQV OFPH MOBJFRJ FP JR@E JLOB AFCCF@RIQ 4EB ?RIH LC BF
BNRFQV OFPH MOBJFRJ FK QEB 53 C>Il FK QEB ] O>KDB QELRDE >ODRJBKC
TBII LRQPFAB QEFP O>KDB >0B KLQ RKEB>0A LC

IP > JLOB DBKBO>l @OFQFNRB QEBOB >0B MOLMLP>IP QE>Q QEBOB >0B PV
C>@QLOP ?BVLKA GRPQ J>OHBQ OFPH &LO BU>IMIB PLJB JRIQF C>@QLO JL
FK@IRAFKD > S>OF>?IB CLO @LIJM>KV PFWB PBBJ QL ?B ?BQQBO MOBAF@QI
OBQROKP )AB>IIV QEB J>OHBQ MLOQCLIFL PELRIAKbQ GRPQ FK@IRAB PQLE
CFBIA LC FKSBPQJBKQP FK@IRAFKD OB>I BPQ>QB CFKB >0Q >KA BSBK ?>Pl
%JMFOF@>IIV #10- FP KLQ >P >@ @RO>QB >P TB TFPE FQ QL ?B FK MOBAF@Q

4EB #>MFQ>| IPPBQ OOF@FKD -LABI #!0-
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KEY TAKEAWAYS

X &F0J PMB@FCF@ OFPH @>K ?B AFSBOPFCFBA >T>V ?RQ J>OHBQ OFP

X 4EB OFPH MOBJFRJ LC >PPBQP PELRIA ?B MOLMLOQFLK>| QL QEBFO ?E

X 4EB ?BQ> LC > MLOQCLIFL FP QEB >SBO>DB TBFDEQBA JB>K LC QEB ?|
@LIMLKBKQP

EXERCISES

OB QEB CLIILTFKD BU>JMIBP LC CFOJ PMB@FCF@ LO J>OHBQ OFPH

> IK LFI @LIM>KV C>FIFKD QL CFKA LFI FK LKB LC FQP LFI CFBIAP
? '$0 KRJ?BOP ?B>QFKD BUMB@Q>QFLKP
@ 4EB 3%# CFKAFKD >@@LRKQFKD FOOBDRI>OFQFBP TFQE > @LJ!

(LT JFDEQ > AOLM FK QEB MOF@B LC LFI @>RPB ?LQE CFOJ PMB@FCF(
OFPH BCCB@QP

7BE>SB QELRP>KA FKSBPQBA FK I"# PQL@H ?BQ> QELRP>KA F¥
$%& PQL@H ?BQ> >KA QELRP>KAFK'() PQL@H ?BQ> 7E>Q FP
QEB MLOQCLIFLbP ?BQ>

,LKD QBOJ DLShQ ?LKAP >OB OBQROKFKD 4EB BNRFQV OFPH MOBJFF
)C 89: PQL@H E>P > ?BQ>LC TE>Q FP FQP BUMB@QBA OBQROK

4EB #>MFQ>| IPPBQ OOF@FKD -LABI #!0-
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IPPBPPFKD 2FPH

11.7 The Bigger Picture

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK ELT OFPH >KA OBQROK MI>V > OLIB FK CFK>K@F>| J>K>DBJBK
$BP@OF?B PLIB BOQEF@>| @LKPFABO>QFLKP OBD>OAFKD OFPH >KA O

IQ QEB @LOB LC >l LC CFK>K@B FP QEB NRBPQFLK LC >MMOLMOF>QB QO>A
OBQROK 7B E>SB ILLHBA FK ABQ>FI >Q LKB JB>PROB LC OFPH PQ>KA>OA AB
CROQEBO PBM>0>QBA QEB MLOQFLK ARB QL QEB J>OHBQ >KA QEB MLOQFLI
_AFSBOPFCFBA >T>V' IP CFK>K@F>I J>K>DBOP TB TFIl KBBA QL BS>IR>QB M(
RMLK QEBFO OBQROKP >KA QEBFO MLQBKQF>I @LKQOF?RQFLK QL KLK AFSE
LRO FKSBPQLOP TFIl BUMB@Q >MMOLMOF>QB OBQROKP CLO QEB OFPH >PP
HBV M>0Q FK LRO FKSBPQFD>QFLK LC QEB @LPQ LC @>MQF>| TEF@E FK QF
BS>IR>QFLK LC TEF@E MOLGB@QP LRO @LIJM>KFBP PELRIA RKABOQ>HB

&ROQEBOJLOB QEB @LK@BMQP FKQOLAR@BA FK QEFP @E>MQBO >OB QEB
JLABOK MLOQCLIFL QEBLOV KV TEL MI>K QL PQRAV FKSBPQJBKQP CROQEB:
MOFK@FMIBP FK @LKPQOR@QFKD BCCF@FBKQ MLOQCLIFLP

Ethical Considerations

IK>IVPFP LC OFPH FKSLISBP J>KV >PPRIMQFLKP >KA @>I@RI>QFLKP >KA QE
E>SB QEB >MMOLMOF>QB ?>@HDOLRKA @>K ?B SBOV ABMBKABKQ RMLK QE
E>SB PQRAFBA CFK>K@B 'K RKP@ORMRILRP >@QLO @LRIA JFPOBMOBPBKC
>K FKSBPQJBKQ QL QEB ABQOFJBKQ LC @IFBKQP @RPQLJBOP FKSBPQLOP
&LO BU>JMIB QEBOB >0B J>KV @>PBP LC QO>ABOP >Q I>0DB ?>KHP QOVFKL
>@QR>| >JLRKQ LC OFPH QEBV E>SB FK QEBFO MLOQCLIFLP >KA QEBV LCQEB
RKQFI QEBFO MLPFQFLKP E>SB ILPQ JR@E JLKBV /O > AFPELKBPQ FKSBPQJE
@LRIA MRQ @IFBKQP FKQL >PPBQP QE>Q >OB LSBOIV OFPHV DFSBK QEB @IF
OFPH QLIBO>K@B -FPOBMOBPBKQFKD QEB OFPH LC >K FKSBPQJBKQ FP GRF
FKSBPQLO >P JFPOBMOBPBKQFKD QEB MLQBKQF>| OBQROK
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IKLQEBO >0OB> TEBOB BQEF@P @>K MI>V > M>0Q OBD>0OAP AFSBOPFCF@>Q!
BJRI>QB > J>OHBQ MLOQCLIFL TB JFDEQ FKQOLAR@B PQL@H MLPFQFLKP F}
BKD>DB FK ?RPFKBPP MO>@QF@BP QE>Q TB AFP>DOBB TFQE 4E>KHCRIIV T
E>SB > MLPFQFLK FK BSBOV @LJM>KV QL OB>M JLPQ LC QEB ?BKBCFQP LC A
BQEF@>| AFSBOPFCF@>QFLK FP KLQ GRPQ >P PFJMIB >P MRO@E>PFKD >KV

KEY TAKEAWAYS

X 2FPH >KA OBQROK MI>V > HBV M>0Q FK ABQBOJFKFKD > @LIM>KVbP @
@>MFQ>I

X -FPOBMOBPBKQFKD OFPH FP MLQBKQF>IIV >P A>J>DFKD >P JFPOBMOER
OBQROK

EXERCISE

9LR IB>OK LC >K FKSBPQJBKQ LMMLOQRKFQV QE>Q BUMB@QP DOB>Q
>IPL E>P DOB>Q OFPH >PPL@F>QBA TFQE FQ 4L O>FPB QEB @>MFQ>| |
AB@FAB QL >PH VLRO DO>KAC>QEBO TEL IFSBP LK > CFUBA FK@LJB C
@LKQOF?RQB 7E>Q NRBPQFLKP JFDEQ KBBA QL ?B @LKPFABOBA QL A
QEFP FP >K BQEF@> @LROPB LC >@QFLK

4EB "FDDBO OF@QROB
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11.8 End-of-Chapter Exercises

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

End-of-Chapter Problems



Chapter 12
Cost of Capital

What Is the Cost of Capital?

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ C

)KSBPQLOP BUMB@Q > MOLCFQ 6BOV CBT FKSBPQLOP TLRIA ?B TFIIFKD QL E
QEBV AFAKbQ BUMB@Q QL OB@BFSB JLOB ?>@H 4EBOBCLOB B>@E ALII>O |
@LIM>KV E>P > @LPQ >PPL@F>QBA TFQE FQ
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12.1 The Cost of Capital Overview

0,%!3% ./4% 4EFP ?LLH F

4EB O>QB LC OBQROK > CF(
PRMMIV QL FKSBPQLOP

#LPQ LC FPPRFKD >KA PBIIF
PB@ROFQV

IKV >AAFQFLK>I @LPQP PR@
IBD>l >@@LRKQFKD LO MO

0>VJIBKQP QL QEB FKSBPQJ
?>KHBO CLO FPPRFKD QEB

P @ROOBKQIV FK AO>CQ CLOJ J>QBOF>I| FP KLQ CFK>

LEARNING OBJECTIVES

$BCFKB QEB @LPQ LC @>MFQ>I
YABKQFCV QEB @LPQP >PPL@F>QBA TFQE QEB @LPQP LC @>MFQ>| PF
>AJFKFPQO>QFSB >KA RKABOTOFQFKD

AEBcost of capital FP QEB O>QB LC OBQROK QE>Q > CFOJ JRPQ PRMMIV QL FQ
@LOMLO>QFLK ALBPKbQ MOLSFAB BKLRDE OBQROK J>0OHBQ CLO@BP TFII A
LD QEBFO PQL@H >KA ?LKAP QL OBPQLOB QEB ?>I>K@B 4EB @LPQ LC @>MF
?BQTBBK > CFOJbP ILKD ORK >KA PELOQ ORK CFK>K@F>I AB@FPFLKP ?B@>F
OBQROKP TFQE @ROOBKQ @LPQP 7B PELRIA RKABOQ>HB LKIV MOLGB@QP
DOB>QBO QE>K QEB >PPL@F>QBA @LPQ

Flotation Costs

Flotation costs >OB QEB @LPQP LC FPPRFKD >KA PBIIFKD > PB@ROFQV 4VMF(
2LQE RKABOTOFQFKD >KA >AJFKFPQ@uDiSEr@LEQests >OB >KV

BUMBKPBP FK@ROOBA ?V QEB FPPRBO LC QEB PB@ROFQV FK@IRAFKD IBD>
Underwriting costs >OB M>VJBKQ QL FKSBPQJBKQ ?>KHBOP CLO PBIIFKD QEB
7EBK TB AFP@RPP QEB @LPQ LC @>MFQ>| TB >0B AFP@RPPFKD QEB KBQ M(¢
LC >KV PB@ROFQV ?LKA PQL@H LO >KV LQEBO PB@ROFQV 3L KBQ MOL@E
>JLRKQ OB@BFSBA JFKRP >KV LC QEB >?LSB ABP@OF?BA CILQ>QFLK @LPQF

Components of WACC
DJ JRPQ

KSlEBOB >0B PBSBO>| @LIJMLKBKQP QL QEB @LPQ LC @>MFQ>I CLO > CFOJ 4E

DE >P #LPQ LC AB?Q
FKQFKD #LPQ LC MOBCBOOBA PQL@H

5KO #LPQ LC @LJILK PQL@H

PB@ROFQV
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4LDBQEBO QEBPB QEOBB @LJIMLKBKQP >0OB QEBK TBFDEQBA' ?>PBA LK QE
QEBV >OB RPBA FK QEB @LIJM>KV

KEY TAKEAWAYS

4EB @LPQ LC @>MFQ>| FP QEB OBQROK > @LIM>KV JRPQ B>OK LK FQP FK
MOLGB@QP QL J>FKQ>FK FQP J>OHBQ S>IRB

X &ILQ>QFLK @LPQP >0OB QEB @LPQP LC FPPRFKD > PB@ROFQV
X 4EB @LIMLKBKQP LC QEB @LPQ LC @>MFQ>I >0B AB?Q MOBCBOOE
@LJILK PQL@H

EXERCISES

7E>Q >OB CILQ>QFLK @LPQP
7E>Q >0OB >AJFKFPQO>QFSB @LPQP
7E>Q >0OB RKABOTOFQFKD @LPQP

4EB #LPQ LC #>MFQ>I /SBOSFBT
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12.2 Cost of Debt

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

4EB @LPQ CLO QEB KBUQ F
AB?Q

4EB @LPQ CLO AB?Q QEB @
FPPBA FK QEB M>PQ

LEARNING OBJECTIVES

5KABOPQ>KA QEB @LIMLKBKQP LC QEB @LPQ LC AB?Q
YABKQFCV QEB Q>U FIMIF@>QFLKP LC AB?Q
%UMI>FK ELT AB?Q MI>VP FKQL QEB TBFDEQBA >SBO>DB @LPQ LC @>!

4EB @LPQ LC ILKD QBOJMBRP@EB >CQBO Q>U @LPQ LC O>FPFKD ILKD QBOJ C
QEOLRDE ?LOOLTFKD 4EB FIMLOQ>KQr@igh@IriebRost TEF@E FP QEB
KBUQ ALII>O LC AB?Q )C TB TBOB QL FPPRB >KLQEBO ALII>0O >K >AAFQFLK>! .
ELT JR@E TLRIA FQ @LPQ RP 4EB @LPQ LC KBT FPPR>K@B LC AB?Q TFII MOL
QEB P>JB >P LQEBO AB?Q TB E>SB FPPRBA FKh3EBib4+HEDLRE.  >P TB

TFIl KBBA QL P>QFPCV QEB @ROOBKQ J>OHBQ ABJ>KA

How to Calculate the Cost of Debt

4EBOB >0B > CBT JBQELAP QL @>I@RI>QB QEB @LPQ LC AB?Q 7B >OB ILLHF¥
QL J>QROFQV 94- PFK@B QEFP FP QEB JLPQ >@@R0O>QB D>RDB LC J>OHBC
TB CFDROB LRQ QEB VFBIA QL J>QROFQV )C TB E>SB LRQPQ>KAFKD AB?Q LC
J>QROFQV TB @>K >PPRJB QEB 94- LK QEFP AB?Q QL ?B LRO @LPQ

)C LRO @LIM>KV ELTBSBO E>P KL MR?IF@IV QO>ABA AB?Q TB @LRIA ILLH Q
QL PBB TE>Q QEB VFBIA FP CLO LQEBO MR?IF@IV QO>ABA AB?Q LC PFJFI>O
>OB @LJIMIBQBIV RPFKD ?>KH CFK>K@FKD TB @>K PFIMIV >PH QEB ?>KH QL
>K BPQFJ>QBA O>QB

<@,?4:9 $=0'.C :>?:1 0-?

>PHBIMLKBKQ #LPQ LC $58?Q

L BEK@B FKQBOBPQ M>VJIBKQP J>AB LK AB?Q QEB @LRMLK M>VJIBKQP M>FA :

ABAR@QF?IB ?V QEB CFOJ QEB FKQBOBPQ BUMBKPB M>FA LK AB?Q OBAR@I
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#LPQ LC $B?Q

IF>?FIFQV CLO QEB @LJM>KV BCCB@QFSBIV ILTBOFKD LRO @LPQ 4L @>I@F
AB?Q TB Q>HB LRQ QEB Q>U IF>?FIFQV

<@,?24:9 1?0='"C :>?:1 0-?
ICQBO 4>U #LIMLKBKQ #LPQ LG$B2Qe 4 e d4

(BOB QFP QEB ?BCLOB Q>U OBQROK >KA 4 FP QEB @LOMLO>QB Q>U O>QB

Worked Example: Falcons Footwear

&>1@LKP &LLQTB>0 FP > @LIM>KV QE>Q MOLAR@BP PKB>HBOP CLO @EFIAC
E>P > ?21>@H >KA OBA C>I@LK EB>A LK FQ 4EBFO J>ODFK>I Q>U O>QB FP >

JFIIFLK KLQFLK>l VB>O ?LKAP TFQE > @LRMLK 4EB ?LKAP @ROOBKQIV
M>0 7E>QbP QEB >CQBO Q>U @LPQ LC AB?Q

3FK@B QEB ?LKAP >0B PBIIFKD CLO M>0 TB HKLT QE>Q QEB 94- BNR>IP QEB

ICQBO 4>U #LPQ LC $B?Q CLO &>I@LK &LLQTB>0 e d

LO

KEY TAKEAWAYS

4EB AB?Q @LJIJMLKBKQ E>P FIMLOQ>KQ @LKPFABO>QFLKP

X 4>U @LKPFABO>QFLKP >0OB FIMLOQ>KQ >P FKQBOBPQ M>VJBKQP >0B
ABAR@QF?IB

X 7B @>K BPQFJ>QB QEB @LPQ LC AB?Q BFQEBO ?V ILLHFKD >Q QEB J>C
ILLHFKD >Q LRO EFPQLOF@>| AB?Q FPPR>K@BP

EXERCISES

7E>QbP QEB @LPQ LC AB?Q FC QEB @LIM>KV E>P  JFIIFLK FK VB>O
QE>Q M>VP >KA QEBV >OB FK QEB  Q>U ?0>@HBQ
7E>QbP QEB @LPQ LC AB?Q FC QEB @LIM>KV E>P  JFIIFLK FK VB>O
QE>Q M>VP >KA QEBV >OB FK QEB  Q>U ?0>@HBQ
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12.3 Cost of Preferred Stock

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|

LEARNING OBJECTIVES

5KABOPQ>KA QEB @LIMLKBKQP LC MOBCBOOBA PQL@H
%UMI>FK ELT MOBCBOOBA PQL@H FP > M>0Q LC QEB TBFDEQBA >SBO
@>MFQ>|

0OBCBOOBA PQL@H AFSBABIAPABRER@QF?IB QL QEB @LIM>KV TEL FPPRBP
0OBCBOOBA PQL@H AFSFABKAP >QB0ASES LRR1TB>QEBOB FP KL Q>U
>AGRPQJBKQ CLO QEB FPPRFKD @LIM>KV

7EBK FKSBPQLOP ?RV MOBCBOOBA PQL@H QEBV BUMB@Q QL B>OK > @BOQ
OBQROK QEBV BUMB@Q QL B>OK LK MOBCBOOBAPQL@H FP ABKLQBA O

$mAFP QEB AFSFABKA COLJ MOBCBQ{pEA@ER ®BF@B LC MOBCBOOBA PQL@}

<@,?4:9 >7?:1%$=010==0/ &?:.6

%
$SPIQPOSPI GSES BWPD % 1—“”
QT

Worked Example: Falcons Footwear

&>I@LKP &LLQTB>0 E>P JFIIFLK PE>OBP LC MOBCBOOBA PQL@H PBIIFKD CL
>KKR>| AFSFABKA FP 7TE>QbRIKEB O

$SPQPOSPIPGEESF HPD o — PS
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AVMF@>1IV QEB @LPQ LC MOBCBOOBA PQL@H FP EFDEBO QE>K QEB >CQBO
?2B@>RPB LC ?LQE QEB Q>U ABAR@QF?FIFQV LC FKQBOBPQ >KA QEB C>@Q (
OFPHFBO QE>K AB?Q

KEY TAKEAWAYS

X 00BCBOOBA PQL@H FP > EV?0FA PB@ROFQVAFQbP ?LQE AB?Q >KA BN
X 00OBCBOOBA PQL@H OBQROK FP @>I@RI>QBA >P FQP AFSFABKA AFSF,

EXERCISES

#>|@RI1>QB QEB @LIMLKBKQ @LPQ LC MOBCBOOBA PQL@H DFSBK QEE
#LIM>KV I E>P  JFIIFLK FK MOBCBOOBA PQL@H PBIIFKD CLO B>@E:
M>VP > AFSFABKA LC 7E>QbirQEB O

7EV FP QEBOB KL Q>U >AGRPQJBKQ J>AB QL LRO @>I@RI>QFLK LC MOI
PQL@H

#LPQ LC 0OBCBOOBA 3QL@H
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12.4 Cost of Common Stock

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

5KABOPQ>KA QEB @LIMLKBKQP LC @LJILK PQL@H
%UMI>FK ELT @LJILK PQL@H FP > M>0Q LC QEB TBFDEQBA >SBO>DB ¢

@>MFQ>I

.BT PQL@H FPPRBP )0/P D>FK J>KV EB>AIFKBP >P PR@E @LJM>KFBP >0OB RF
DOLTFKD C>PQ >KA OBNRFOB > I>0ODB FKCIRU LC @>MFQ>| 3B@LKA>QOV FPPI
JR@E MOBPP ?RQ >0OB >IPL > PFDK QE>Q @LJM>KFBP >0OB O>FPFKD @>MFQ:>
>@QR>hdt QEB JLPQ @LJJILK T>V LC O>FPFKD BNRFQV CFK>K@FKD

"B@>RPB AFSFABKAP >0B KLQ OBNRFOBA QL ?B FK@OB>PBA LO BSBK M>FA
FP ALFKD TBIl QEB @LIM>KV @>K FKPQB>A OBQ>FK BU@BPP B>OKFKDP >KA
EBK@B QEB FQBJ LK QEB ?>I>K@B PEBBQ -LPQ @>MFQ>| FP O>FPBA QEOLR
B>OKFKDP FKPQB>A LC QEOLRDE FPPRFKD KBT PQL@H ?B@>RPB FPPRFKD
CILQ>QFLK @LPQP 7B TFIl >PPRJB QE>Q QEB @ P QEBERIFO0J O

4EB @LPQ LC BNRFQV FP QEB JLPQ AFCCF@RIQ PLRO@B LC @>MFQ>I QL S>I
MOBPBKQ QEOBB ?>PF@ JBQELAP QIQEE KBBFABK O $FP@LRKQ -LABI $$-
QEB #>MFQ>I IPPBQ 0OF@FKD -LABI #10- >KA QEB $82Q MIRP 2FPH 00BJFRJ -
$20

Using the Dividend Discount Model (DDM)

)KZE>MQBO 3QL@H 6>IR>QBIBUMILOBA QEB $$- JLABI

<@,?4:9 :>?:1 :88:9 &7?:.6
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#LPQ LC #LJJLK 3QL@H

0 FP QEB MOF@B LC QEB PE>OB LC PPLB® BUNMB@QBA KBUQ AFBRMEKA O
OBNRFOBA OBQROK LK @LJJLK PQL@H >KA D FP QEB DOLTQE O>QB LC QEB ¢
@LJILK PQL@H 4EFP JLABI >PPRJBP QE>Q QEB S>IRB LC > PE>OB LC PQL@H
MOBPBKQ S>IRB LC >Il CRQROB AFSFABKAP TEF@E DOLT >Q > @LKPQ>KQ O:
PQ>QBP QE>Q QEB @LPQ LC PQL@H BNR>IP QEB AFSFABKA BUMB@QBA >Q (
AFSFABA ?V QEB @ROOBKQ MOF@B AFSFABKA VFBIA MIRP QEB DOLTQE O>
@>MFQ>I D>FKP VFBIA

Worked Example: Falcons FootwearNConstant Growth to
calculate r s

&>|@LKP &LLQTB>0 E>P  JFIIFLK PE>OBP LC @LJJLK PQL@H 4EB PQL@H FP
PBIIFKD CLO PE>OB )Q M>VP > AFSFABKA LC QEFP VB>O >KA QEB AFSFAB
>Q 7E>QFR0

&FOPQ TB JRPQ @>I@FRi>QB $ D

)C LRO PQL@H FPKbQ @ROOBKQIV M>VFKD AFSFABKAP QEBK QEB BNR>QFL
@>MFQ>I D>FKP VFBIA TEF@E PELRIA ?B MOLMLOQFLK>I QL LRO BUMB@QB!
0>QB

Using the Capital Asset Pricing Model (CAPM)

7B IB>OKBA QE>Q QEB #>MFQ>I IPPBQ 0OF@FKD -LABI #10- T>P > OBI>QFLKPE
QEB OBQROK CLO > DFSBK PQL@H >KA QEB KLKAFSBOPFCF>?IB OFPH CLO Q
4EB ?>PF@ BNR>QFLK#ESMDBO PPBPPFKD ZHPH

<@,74:9 3! <@,?4:9
2BNRFOBA OBQROK LK PQL@H OFPH COBB O>QB J>OHBQ OFPH MOBJFRJ

= 2g 2. dx<e

<@,?4:9 1,=607? %4>6 $=084@8

J>0OHBQ OFPH MOBJFRJ BUMB@QBA J>OHBQ OBQROK d OFPH COBB 0O>QB
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#LPQ LC #LJJLK 3QL@H

7EBOB gFP QEB OFPH COBB EPQER2J>0OHBQ OBQROK LO QEB OBQROK LK QEI

MLOQCLIFL >KA FP ?BQ> )C LRO @LIM>KV E>P VBQ QL FPPRB PQL@H QEBK
2B BPQFJ>QBA MBOE>MP ?V ILLHFKD >Q > MR?IF@ @LJMBQFQLObP

Worked Example: Falcons FootwearNCAPM to calculate &

&>1@LKP &LLQTB>0 T>KQP QL @REFRDQEB #!0- 4EBV BPQFJ>QB QEB OFPH (
0>QBg2QL 7B 4EB CFOJbP ?BQ>FP  >KA QEB J>OHBQ OBQROK FP

= pod <
Using the Debt plus Risk Premium Model (D+RP)

)C TB HKLT QE>Q EFPQLOF@>IIV LRO PQL@H E>P QO>ABA >Q > M>OQF @RI>¢
@LPQ LC AB?Q TB @>K RPB QE>Q OBI>QFLKPEFM QL BPQFJ>QB LRO @LPQ L
FPKbQ MR?IF@>IIV QO>ABA TB @>K BPQFJ>QB ?>PBA RMLK @LIJMBQFQLOP L
>SBO>DBP

= 3 %4>6 $=084@8

Worked Example: Falcons FootwearND+RP to calculate &

7B HKLT QE>Q @ROOBKQ &>I@LKP &LLQTB>0 ?LKAP >OB VFBIAFKD )C TB HI
@LIMBO>?IB @LIM>KFBP E>SB @LPQ LC BNRFQV >?LRQ EFDEBO QE>K QEB
TE>Q FP > DLLA BPQFJ>QB LC &>I@LKP &LLQTB>ObP @LPQ LC BNRFQV

=
Which Method Is Best?

%>@E JBQELA E>P FQP PQOBKDQEP >KA TB>HKBPPBP >KA >I| >OB PR?GB@C
QEB FKMRQP $$- FP SBOV PBKPFQFSB QL QEB BPQFJ>QFLK LC QEB DOLTQE
ABMBKAP RMLK >K >@@R0O>QB BPQFJ>QB LC QEB CFOJbP ?BQ> $ 20 >PPRJB
MOBJFRJ FP >@@RO>QB

/CQBK QEB ?BPQ JBQELA FP QL @>I@RI>QB >Il QEOBB OBPRIQP >KA J>HB >K
GRADJBKQ ?>PBA LK QEB OBPRIQP )C LKB OBPRIQ S>OFBP TFIAIV COLJ QEB |
MBOE>MP FQ FP ?BPQ LIFQQBA %PQFJ>QFKD QEB @LPQ LC BNRFQV FP LKB
Q>PHP FK CFK>K@B >KA FQ @>K BKA RM ?BFKD BNR>I M>0OQP >0Q >KA P@FI
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Final Thoughts on r g

)C > CFOJbP LKIV FKSBPQLOP TBOB @LJILK PQL@HELIABOP QEBK
@>MFQ>I TLRIA ?B QEB OBNRFOBA O>QB LC OBQROK LK BNRFQV
4EB @LPQ LC OBQ>FKBA B>OKFKDP FB QEB P>JB >P O

4>U FIMIF@>QFLKP LC @LJILK PQL@H >OB >IPL I>ODB 4EB AFSFA

?V QEB @LIJM>KV >0B KLQ Q>U ABAR@QF?IB GRPQ IFHB MOBCBO!
AFSFABKAP >KA QEB @LJM>KV ?B>0OP QEB CRIl @LPQ

KEY TAKEAWAYS

X 4EB @LPQ LC @LJILK PQL@H @>K ?B @>I@RI>QBA BFQEBO RPFKD QE!
DOLTQE JLABI LO RPFKD #I0-
X 4EB @LPQ LC RPFKD OBQ>FKBA B>OKFKDP FP >PPRIBAQL ?B QEB P>Ji

EXERCISES

#>@RI>QHROFKD #!0- DFSBK QEB CLIILTFKD
286 2 . ?
#>@RI>QHROFKD #LKPQ>KQ 'OLTQE -LABI DFSBK QEB CLIILTFKD

$ 3BIIFKD MOF@B FP ~ $FSFABKA FP DOLTFKD >Q

#LPQ LC #LJJLK 3QL@H
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12.5Weighted Average Cost of Capital (WACC)

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|

LEARNING OBJECTIVE

#LIMFIB QEB 7!## BNR>QFLK
3LISB CLO 7##

S

LT QE>Q TB E>SB @>I@RI>QBA >II LC LRO @LIMLKBKQ @LPQP @>I@RI>QFKI
PFJMIB 7B MIRD FKQL LRO CLOJRI> >KA PLISB

4>7I1B

#LIMLKBKQP LC 7!##

)KQBOBPQ 0>QB LK CFOJbP AB?Q /O QEB ¢

DBQROK LK AB?Q

ICQBO Q>U @LPQ LC AB?Q

2BQROK LK MOBCBOOBA PQL@H

2BOQROK LK @LJJILK PQL@H

7BFDEQ LC AB?Q RPBA ?V @LIM>KV

Twmp

7BFDEQ LC MOBCBOOBA PQL@H RPBA ?

@LIM>KV

Tp

7BFDEQ LC @LJJILK PQL@H RPBA ?V @LJ

M>KV

T\##

7BFDEQBA !ISBO>DB #LPQ LC #>MFQ>I

$03

$FSFABKA LC 0OBCBOOBA 3QL@H

0Oo3

OOF@B LC 0OBCBOOBA 3QL@H

'OLTQE O>QB LC AFSFABKAP LC @LJJLK PQ

L@H

0OF@B FK QFJB WBOL LC > PE>OB LC @LJJ

LK PQL@H

$FSFABKA FK QFJB WBOL
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4EB >SBO>DB LC QEB OBQR
OBNRFOBA ?V BNRFQV ELIA
AB?Q ELIABOP TBFDEQBA ?
@LIM>KVbP OBI>QFSB RP>[
B>@E

$ $FSFABKA FK QFJB

4EBweighted average cost of capital (WACC) Q>HBP QEB OBQROK COLJ B>@E
@LIMLKBKQ >KA QEBK >MMOLMOF>QBIV aTBFDEQPb FQ ?>PBA LK QEB MBOC(
CFK>K@FKD 4EB TBFDEQP JRPQ PRJ QL LKB >KA FQ FP B>PFBPQ QL RPB ABC
QEB BNR>QFLK FP

<@,?4:9 * .:8::909?> B:=/>

7i## LC AB?Q ICQBO Q>U @LPQLC AB?Q LC MOBCBOOBA PQL@H @LPGC
POL@H LC @LJILK PQL@H @LPQ LC @LJILK PQL@H

10

7i##  LC AB?Q "BCLOB Q>U @LPQLC AB?Q d4 LC MOBCBOOBA PQL@H
MOBCBOOBAPQL@H LC @LJILK PQL@H @LPQ LC @LJILK PQL@H

5PFKD PVJ?LIP QEB BNR>QFLK FP

<@,?4:9 * .8;:909?> >D8-:7>

THE T AQ d4 T meup TEp
Worked Example: Falcons FootwearNCAPM to calculate g

&>I@LKP &LLQTB>0 E>P  JFIIFLK PE>OBP LC @LJJLK PQL@H PBIIFKD CLO F
E>SB JFIIFLK PE>OBP LC MOBCBOOBA PQL@H PBIIFKD CLO PE>OB >KA
2LKAP QO>AFKD >Q M>0 4EBV >OB FK QEB  Q>U ?0>@HBQ

First we calculate the total market value:
4L.Q>1 J>OHBQ S>IRB LC @LJILK PQL@H JFIIFLK B>@E JFIIFLK
4LQ>| J>OHBQ S>IRB LC MOBCBOOBA PQL@H JFIIFLK PE>OBP B>@E JF

4LQ>1 J>OHBQ S>IRB LC ?LKAP JFIIFLK QO>AFKD >Q M>0 JFIIFLK

OKP
BOP >KA

;/B@L%?al market value = 720 + 170 + 100 = $990 million

7BFDEQBA !SBO>DB #LPQ LC #>MFQ>| 7##
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From this we get the weights:
0BO@BKQ>DB LC @LJJILK PQL@H
0BO@BKQ>DB LC MOBCBOOBA PQL@H
0BO@BKQ>DB LC AB?Q

4LQ> BNR>IP

4EBK TB MIRD FK QEB TBFDEQP >KA QEB @LJMLKBKQ @LPQP

TH#H T aAQ d4 T meup T
7 d

T\H# LO

&LO &>1@LKP &LLQTB>0O QEB 7!## FP

KEY TAKEAWAY

X 4EB 7BFDEQBA !SBO>DB #LPQ LC #>MFQ>| FP QEB @LJMLKBKQ OBQROW
JRIQFMIFBA ?V QEBFO OBPMB@QFSB TBFDEQP

7BFDEQBA !SBO>DB #LPQ LC #>MFQ>I| 7!##
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EXERCISES

#>I@RI>QB 7!## DFSBK QEB CLIILTFKD
@ MBO@BKQx O O mp T A T p T wmpP
#>1@RI>QB 7!## DFSBK QEB CLIILTFKD

@ O OwmMp T A T p T wp

7BFDEQBA !SBO>DB #LPQ LC #>MFQ>| 7##
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12.6 WACC and Investment Decisions

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK ELT 7!## MI>VP FKQL FKSBPQJBKQ AB@FPFLKP
ISLFA @LJJLK JFPQ>HBP TFQE 7!##
$FPQFKDRFPE ?BQTBBK TE>Q QEB CFOJ @>K >KA @>KKLQ @LKQOLI

/K@B TB E>SB @>I@RI>QBA QEB 7'## FQ FP SFQ>I QE>Q FQ FP RPBA MOLMBC
L?GB@QFSB FP QL J>UFJFWB PQ>HBELIABOPb S>IRB KVQEFKD QE>Q FK@OI
S>IRB FP DLLA >KA PELRIA ?B ALKB &OLJ > CFK>K@F>| MBOPMB@QFSB FC Q
MOLGB@Q FP DOB>QBO QE>K FQP @LPQ TB PELRIA RKABOQ>HB QEB MOLGI
MOLGB@Q FP DOB>QBO QE>K FQP BUMB@QBA OBQROK TB PELRIA KLQ RKA
7'## FP QEB @LPQ LC QEB @>MFQ>| RPBA QL @LJMIBQB QEB MOLGB@Q >KA |
LC @>MFQ>| )C QEB OBQROK B>OKBA COLJ QEB MOLGB@Q FP  >KA LRO 7!#
MOLGB@Q TFIl >AA S>IRB )C QEB 7'##FP QEB MOLGB@Q ABPQOLVP S>IRB
@>I@RI>QFLK LC 7'## FP FK BOOLO QEBK PL >OB LRO FKSBPQJBKQ AB@FPFI

Common Mistakes

)K RPFKD 7!## QEBOB >0OB PLJB @LJJLK MFQC>IIP FK@IRAFKD

(FPQLOF@>I SP ->ODFK>| 2>QBP
"LLH SP ->OHBQ 6>IRBP

Historical vs. Marginal Rates

)Q FP QBIJMQFKD QL >PPRJB QE>Q QEB @LPQ CLO QEB KBUQ ALII>O LC FKSBF
P>JB >P QEB @LPQ LC QEB MOFLO FKSBPQJBKQP )C TB >PPRJB QE>Q ?B@>F
FPPRB T>P >Q FKQBOBPQ QE>Q LRO KBUQ @LPQ LC AB?Q TFII?B  FQ @LR
>CCB@Q QEB 7!## 7FQE BSBK ?FDDBO KRJ?BOP > @LOMLO>QFLK @LRIA DOI
RKABOBPQFJ>QB LO LSBOBPQFJ>QB QEBFO @LPQP )K>@@RO>@V FK @LP
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OBPRIQ FK JFPPBA LMMLOQRKFQFBP 7B JRPQ ILLH QL @ROOBKQ J>OHBQ @
>@@RO>QBIV BPQFJ>QB LRO @LPQ LC @>MFQ>|

Book vs. Market Values

"LLH S>IRBP >OB TE>Q > CFOJ MRO@E>PBA PLIBQEFKD CLO ->OHBQ S>IRBP
@ROOBKQIV TLOQE FC FQ TBOB QL ?B PLIA FK QEB J>OHBQ 3L TEF@E PELRI,
@>I@RI>QFKD 7!## ->OHBQ S>IRBP >OB QEB JLPQ >@@R0>QB BPMB@F>IIV"
@LKPFABOFKD ELT TFABIV BNRFQV S>IRBP @>K S>0V COLJ QEBFO PQ>QBA
ABJLKPQO>QBA FK QEB OB@BKQ CFK>K@F>I @OFPFP J>OHBQ S>IRBP @>K |
CIR@QR>QFLKP ?RQ QEBV >OB PQFII QEB @ELPBK S>IRB

Factors Beyond a FirmOs Control

#BOQ>FKIV E>SFKD PLJB HKLTIBADB >?LRQ QEB CRQROB TLRIA ?B EBIMCRI /(
PLJB @LKQOLI LSBO @BOQ>FK @LKAFQFLKP 4EBOB >0OB PBSBO>| C>@QLOP
CFOJbP @LKQOLI 4EBPB FK@IRAB

3Q>QB LC CFK>K@F>| J>OHBQP >KA J>OHBQ @LKAFQFLKP
)KSBPQLObP OFPH >SBOPFLK
4>UBP

Il LC QEBPB C>@QLOP FIM>@Q > CFOJbP 7'## >KA VBQ QEBV E>SB KL @LKQ
QEBJ

Factors the Firm Can Control

4EBOB >0OB PBSBO>| C>@QLOP > CFOJ @>K @LKQOLI 4EBV >0OB

#>MFQ>| 3QOR@QROB
$FSFABKA OLIF@V
)KSBPQJBKQ OLIF@V

7EFIB QEB CFOJ @>KKLQ @LKQOLI @BOQ>FK BCCB@QP QEBV >0OB >?IB QL J;
AB@FPFLKP >?LRQ LQEBO FQBJP

Adjusting WACC for Project Risk

.LQ >l MOLGB@QP E>SB QEB P>JB >JLRKQ LC OFPH 4EBOB >0B J>KV RK@BO
>KV MOLGB@Q >KA >II LQEBO QEFKDP ?BFKD BNR>| > IBPP OFPHV MOLGB@

7## >KA )KSBPQJBKQ $B@FPFLKP
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JLOB OFPHV LKB ->KV CFOJP TFIl >AGRPQ QEB AFP@LRKQ O>QB RPBA CLO .
QEB EROAIB O>QB CLO )22 ?>PBA RMLK QEB MBO@BFSBA OFPH LC QEB MOL(
IBPP OFPH LO LCCPBQP BUFPQFKD OFPH FK QEB @LJM>KV > ILTBO AFP@LF
OFHPFBO MOLGB@Q DBQ > EFDEBO O>QB 4EBPB O>QBP @>K ?B >PPFDKBA |
MOLGB@Q ?>PBA RMLK QEB DO>KRI>OFQV QE>Q > @LIM>KV ABPFOBP

AB@EKF@>IIV QEB OFPH TB PELRIA @>0B >?LRQ JLPQ FP QEB MOLGB@QbP
PVPQBJ>QF@ ORFEFMBBO  |PPBPPFKD 2FPBFPH QE>Q FP CFOJ LO MOLGB(
PMB@FCF@ @>K ?B AFSBOPFCFBA >T>V ?V FKSBPQLOP )K QEBLOV TB @LRI
2BQ> CLO LRO MOLGB@Q >KA OB@>I@RI>QB QEB 7!## )K MO>@QF@B ELTBS
QE>Q >AGRPQ CLO OFPH QBKA QL RPB GRADJBKQ QL ABQBOJFKB QEB >MMQC
MOLGB@Q >KA @LKPBNRBKQIV @ELLPB >KA >MMOLMOF>QB AFP@LRKQ O>(

Worked Example: Falcons FootwearNAdjusting WACC for risk

&>I@LKP &LLQTB>0 E>P > 71##LC  ->K>DBJBKQ E>P AB@FABA QE>Q > AFSF
MOLGB@QP QBKA QL FK@OB>PB QEB @LJM>KVbP OFPH PL >Il MOLGB@QP J
7## 4ERP QEBFO MOLGB@QP TFIl ?B AFP@LRKQBA >Q

KEY TAKEAWAYS

 @LOOB@QIV @>I@RI>QBA 7'## KBBAP QL ?B RPBA MOLMBOIV

X ISLFA @LJILK JFPQ>HBP LC RPFKD EFPQLOF@>| >KA ?LLH S>IRBP
X "B @LK@BOKBA TFQE QELPB FQBJP > CFOJ @>K @LKQOLI PR@E >P @>
PQOR@QROB AFSFABKA MLIF@V >KA FKSBPQJBKQ MLIF@V

EXERCISES

7E>Q >0B QEB C>@QLOP > CFOJ @>K @LKQOLI 7E>Q >OB QEB C>@QL
@>KKLQ @LKQOLI

7EBK JFDEQ TB RPB EFPQLOF@>| FKPQB>A LC J>OHBQ O>QBP

-FDEQ QEBOB ?B > QFJB TEBK FQ TLRIA ?B >MMOLMOF>QB QL RPB ?LLF
QL @>I@RI>QB 7'##

Ti## >KA )KSBPQJIBKQ $B@FPFLKP
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12.7 Bigger Picture

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK ELT 7'## CFQP FKQL QEB I>0DBO MF@QROB LC CFK>K@B
$FP@RPP QEB BQEF@P LC 7'##

4EB QFJB S>IRB LC JLKBV FP >Q QEB EB>0Q LC CFK>K@B >KA RPFKD QEB >M
AFP@LRKQ O>QB FP BPPBKQF>| 7!## DFSBP RP QE>Q AFPLRKQ O>QB %SBK
BJMILVBBP FK QEB CFOJ TFIl KBSBO KBBA QL @>I@RI>QB QEB 7!## J>KV HBV
TFIl EFKDB RMLK QEB RPB LC 7!## FK AFP@LRKQFKD QEB CRQROB @>PE CILT
+BBMFKD 7!## ILT AOFSBP PQL@H MOF@BP EFDEBO PFK@B CRQROB FK@LJ!
TLOQE JLOB TEF@E FP TEV FQ FP SFQ>I KLQ QL Q>HB RKARB OFPH QE>Q FF
>MMOLMOF>QB OBQROK

| KLOB >?LRQ KLK MOLCFQ LOD>KFW>QFLKP @>I@RI>QFKD >K >MMOLMOF>C
JLOB AFCCF@RIQ 7E>Q FP QEB OBQROK ABPFOBA ?V LRO ALKLOP )KPQB>A
E>SB QL PBIB@Q > 0>QB QE>Q OBMOBPBKQP QEB QO>AB LCC ?BQTBBK MOL
CRQROB QEB LMMLOQRKFQV @LPQ 3LJB TFIl ILLH QLT>OA QEB CLO MOLCF(
BU>JMIBP LC 7!## TEFIB PLJB OBIV PLIBIV LK QEB GRADJBKQ LC PBKFLO J>K>
4EFP TFIl BK>?IB @LIM>OFPLKP >JLKDPQ MOLGB@QP @LJMBQFKD CLO QEB,

Ethical Considerations

JFHB >Il JBQELAP CLO @LIJMRQFKD > OBPRIQ D>0?>DB FK JB>KP D>0?>DB LR
J>K>DBOP TFIl ABQBOJFKB >EB>A LC QFJB QEB ABPFOBA LRQ@LJB CLO > MO
@>I@RI>QB 7!## QL _QFM QEB P@>IBP" LK QEB CFK>K@F>| AB@FPFLK 5PFKL
71## @>K BIBSF>QB QEFP PLIBTE>Q ?RQ FC QEB BPQFJ>QB CLO ?BQ> FP QLL
TOLKD 94- LK AB?Q FP RPBA QEB AFCCBOBK@B @>K @>RPB > PIBT LC MOLGI
>@@BMQBA LO OBGB@QBA )C OFPH >AGRPQBA AFP@LRKQ O>QBP >OB RPB
JFPOBMOBPBKQ QEB QORB OFPH LC QEBFO MOLGB@QP QL >QQBIMQ QL E>
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KEY TAKEAWAYS

X 7i## FP @BKQO>I QL MOLMBO AFP@LRKQFKD CLO MOLGB@QP

X 3FK@B 7!## ALBP MLQBKQF>IIV IB>SB PLJB OLLJ CLO FKQBOMOBQ>QFL
CFOJ LO AFSFPFLK TFAB ORIBP CLO 7!## ?BCLOB MOLGB@QP >0OB @LK
EBIM MOBSBKQ J>K>DBOP COLJ _QFMMFKD QEB P@>IBP"

EXERCISES

7EV PELRIA > KLK MOLCFQ BKQFQV @>0B >?LRQ QEB FAB> LC 7'##
$BMBKAFKD RMLK ELT VLR @>I@RI>QB QEB 7!## CLO VLRO @LOMLO>Q
BU>JMIB RPFKD $$- SP #!0- CLO QEB BNRFQV @LJMLKBKQ VLR DBQ >
O>KDB LC LRQ@LIJBP COLJ QL  9LRHKLT >MOLGB@Q QE>Q VLRO
COFBKA FP TLOHFKD LK KBBAP > LO ILTBO AFP@LRKQ O>QB QL ?B CF
MOLCFQ>?IB 7E>Q >0OB PLJB LC QEB C>@QLOP QE>Q PELRIA ?B @LKPF
BS>IR>QFKD QEB MOLGB@Q BQEF@>IIV

"FDDBO OF@QROB
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12.8 End-of-Chapter Problems

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

END-OF-CHAPTER EXERCISES



Chapter 13
Capital Budgeting Decision Making

Which Project(s) Should We Undertake?

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ C

JFCB FP CRII LC @ELF@BP 3ELRIA TB PMBKA LRO JLKBV LO P>SB FQ 3ELRIA T
$6$ LO > ?LLH 3ELRIA TB IL>K JLKBV QL LRO RKBJMILVBA @LRPFK !l LC QEBP
BU>JMIBP FKSLISB > QO>ABLCC ?B@>RPB TB AFA LKB QEFKD TB @>KbQ AL >
"RPFKBPPBP C>@B QEB P>JB QVMB LC AB@FPFLKP 3ELRIA TB ?RV > KBT J>@
LIA LKB 3ELRIA TB ?RFIA QEB KBT MI>KQ FK +>KP>P LO FK -BUF@L 4L EBIM AE
TEF@E MOLGB@Q QL AL TB KBBA > CO>JBTLOH TFQE TEF@E QL BS>IR>QB Q

#LIM>KFBP IFHB MBLMIB E>SB J>KV DL>IP ?RQ IFJFQBA OBPLRO@BP )C QEB
J>UFJFWB PQ>HBELIABO S>IRB ELT AL TB @ELLPB QEB MOLGB@Q TFQE QEB
OBQROK #>MFQ>| RADBQFKD AB@FPFLK J>HFKD QB@EKFNRBP >OB > PBOF
EBIM RP AB@FAB TEF@E MOLGB@Q FP ?BPQ 4L AB@FAB TEF@E MOLGB@Q"
S>IRB QL QEB @LIJM>KV J>K>DBOP RPB @>MFQ>| ?RADBQFKD QB@EKFNRBP
AB@FPFLKP >0OB J>AB ?>PBA LK CFK>K@F>| A>Q> FKPQB>A LC MLIFQF@>1 M(
FKPQFK@Q
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13.1 Introduction to Capital Budgeting Techniques

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK QEB AFCCBOBK@B ?BQTBBK FKABMBKABKQ >KA JRQR>IIV BU
MOLGB@QP
IMMIV QEB FAB>P LC @>MFQ>| 7RADBQFKD QB@EKFNRBP QL AFCCBOB

4EB DL>| TFQE @>MFQ>I 2RADBQFKD FP QL PBIB@Q QEB MOLGB@QP QE>Q ?
QEB CFOJ )AB>IIV TBbA IFHB QL PBIB@Q >Il LC QEB MOLGB@QP QE>Q >AA S>
QELPB QE>Q ILPB S>IRB )K >K FAB>| PFQR>QFLK TB @>K O>FPB PRCCF@FBK
RKABOQ>HB >II LC QEBPB S>IRB >AAFKD MOLGB@QP "V ABC>RIQ TB TFIl >PFP
>OB LMBO>QFKD FK QEFP BKSFOLKJBKQ

3LJB CFOJP ELTBSBO E>SB QEB >AAFQFLK>| IFJFQeaitakraGoRMEKDFK

QE>Q QEBV E>SB > ABQBOJFKBA >JLRKQ LC CRKAP >S>FI>?IB QL >IIL@>QB Ql
MOLGB@QP >KA QEB MOLGB@QP TFIl @LIJMBQB CLO QEBPB CRKAP 4EFP @:
E>P AFCCF@RIQV >@@BPPFKD @>MFQ> J>0HBQP CLO BU>JMIB 5KABO @>
MOLGB@QP QE>Q >AA S>IRB JFDEQ KLQ E>SB PRCCF@FBKQ CRKAP QL MOL(
PBIB@Q QEB PR?PBQ LC MOLCFQ>?IB MOLGB@QP QE>Q J>UFJFWBP S>IRB 4
MOLDO>JJFKD QB@EKFNRBP QE>Q @>K ?B RPBA TEBK C>@BA TFQE > @>MF
@LKPQO>FKQ QEBV >0B ELTBSBO ?BVLKA QEB P@LMB LC QEFP QBUQ

7Bbll ILLH >Q QEOBB MLMRI>0O AB@FPFLK J>HFKD QB@EKFNRBP 0>V?>@H OE
00OBPBKQ 6>IRB .06 >KA FKQBOK>| 0>QB LC OBQROK )22 4EBOB BUFPQ > JF
IBPPBO RPBA QB@EKFNRBP J>KV LC TEF@E >0OB S>0OF>KQP LC QEBPB QEOB
QEBPB QEOBB >0B QEB JLPQ @LJJLKIV RPBA QLA>V

Independent vs. Mutually Exclusive Projects

7EBK > CFOJ E>P IFJFQBA CRKAPBK TB PELM CLO LRO CFOPQ @>0O TB JFDEQ CFKA J>KV >S>FI|>?1B LMQFLKTF

S&:EQFL((?EQB SL C?jl\'\//l'BFQ;' 'V'L@FQF@QP@OFQBOD LC MOF@B JLABI @LILO BQ@ 7FIl TB MRO@E>PB >II LC
ForoBA s 2 MEREHLBEEBRQLCC /C @LROPBKLQ 7B LKIV KBBALKB @>0 PLTB TFI MF@H LKIV|
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| AB@FPFLK TEBOB LKIV LKE
MOLGB@Q @>K 7B PBIB@QE
PBQ LC MOLGB@QP RPR>II
J>HFKD QEB LQEBO LMQFLK
RKKB@BPP>0V

| AB@FPFLK TEBOB QEB @>
CILTP LC LKB MOLGB@Q >0
FKCIRBK@BA ?V QEB PBIB@
LQEBO MOLGB@QP

7B E>SB KL KBBA LC > PB@LKA @>0 >Q QEFP MLFKQ FK LRO IFSBP PL QEB M
@>0C.7@/@EB MRO@E>PB LC > PB@LKA

)C LKIV LKB MOLGB@Q @>K ?B PBIB@QBA COLJ > PBQ LC MOLGB@QP RPR>II
LQEBO LMQFLKP RKKB@BPP>OnmutQaB\exEisive projects  &LO BU>JIMIB
@LKPFABO FC LRO @LJM>KV KBBAP JLOB @>M>@FQV QL J>HB MOLAR@Q >
?RFIA LKB KBT MI>KQ )C TB ?RFIA QEB MI>KQ FK -BUF@L QEBK TB TLKbQ >IPL
?RFIA LKB FK #>K>A> PFK@B TB LKIV KBBA LKB 00OLGB@QP QE>Q @LJMBQB -
LO BIFJFK>QB QEB KBBA CLO QEB LQEBO MOLGB@QP >0B JRQR>IIV BU@IRPF
TFII LKIV PBIB@Q QEB LMQFLK QE>Q FP ?BPQ ?V LRO AB@FPFLK @OFQBOF>

)C FKPQB>A TB @LKPFABO MOLGB@QP QE>Q >0OB LMBO>QFLK>IIV RKOBI>QE
@>K @ELLPB QL AL KLKB LC QEBJ >II LC QEBJ LO PLJB PR?PBQ LC QEB MOLC
MOLGB@QRdependent projects TEBOB QEB @>PE CILTP LC LKB MOLGB@Q >0
FKCIRBK@BA ?V QEB PBIB@QFLK LC LQEBO MOLGB@QP )C QEB MOLGB@Q J
@>MFQ> RADBQFKD OBNRFOBJBKQP QEBK TB PELRIA RKABOQ>HB QEB MO

KEY TAKEAWAYS

#>MFQ>| ?RADBQFKD QB@EKFNRBP EBIM RP ABQBOJFKB TEF@E MOLGB@
&FOPQ TB KBBA QL ABQBOJFKB QEB OBIBS>KQ @>PE CILTP >KA TEBQEBO
MOLGB@QP >0B FKABMBKABKQ LO JRQR>IIV BU@IRPFSB

X #>MFQ>| 2RADBQFKD QB@EKFNRBP >0B > PBOFBP LC QLLIP QL EBIM R¥
TEF@E MOLGB@QP QL RKABOQ>HB

X IKIV QEB ?BPQ LC JRQR>IIV BU@IRPFSB MOLGB@QP PELRIA ?B PBIB@Q

X 1l MOLGB@QP QE>Q JBBQ QEB JFKFJRJ @OFQBOF> PELRIA ?B PBIB@Q
MOLGB@QP >OB FKABMBKABKQ

EXERCISE

I0OB QEBPB JRQR>IIV BU@IRPFSB LO FKABMBKABKQ MOLGB@QP

BA COLJ >

?V

P

> $B@FAFKD ?BQTBBK OBM>FOFKD > J>@EFKB LO OBMI>@FKD FQ
? $B@FAFKD TEF@E J>OHBQ QL BKQBO KBUQ

PE
B KLQ

Q

FLKLC

)KQOLAR@QFLK QL #>MFQ>I "RADBQFKD 4B@EKFNRBP
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13.2 Payback Period

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|

4EB >JLRKQ LC QFJB RKQFI LRO 1BGJBAB S

LEARNING OBJECTIVES

%UMI>FK 0>V?>@H OBOFLA
#>l@RI>QB M>V?>@H MBOFLA CLO > MOLGB@Q

/RO CFOPQ AB@FPFLK J>HFKD QB@EKFNRB FP SBOV FKQRFQFSB >KA SBOV

Payback period FP QEB >JLRKQ LC QFJB RKQFI QEB FKFQF>| FKSBPQJBKQ FP (

BU>JMIB > MOLGB@Q @LPQP >KATBB>OK >CQBO Q>U >VB>0O 7B TFIIE
?>@H FK CFSB VB>OP 3FJMIB BKLRDE

#>PE CILTP J>V ?B RKBSBK ?RQ QEFP ?>0OBIV >AAP QL QEB @LIMIBUFQV #LK
P>JB MOLGB@Q QE>Q @LPQ ?RQB>OKP QEB CFOPQ VB>0 >l >CQBO Q:
PB@LKAVB>0O QEBQEFOAVB>0 QEBCLROQE VB>0>KA QEB CFCQE V
LRO M>V?>@H MBOFLA KLT 7B OB@BFSB LRO QE FKSBPQJBKQ AROFKD QF
LRO M>V?>@H MBOFLA FP ?BQTBBK >KA CRII VB>OP 3LJB @LJM>KFBP TFII:
RM QL QEB KBUQ EFDEBO VB>0 _/RO FKSBPQJBKQ TFII ?B CRIIV M>FA ?>@H |
JQEBOP TFII >AA PLJB_MOB@FPFLK" ?V >QQBJMQFKD QL CFDROB LRQ TE>Q (
VB>0 E>P M>PPBA 4EB OBPRIQ FP @LJMOFPBA LC QTL M>0QP QEB KRJ?BO |
QEB M>OQF>| VB>0 4EB KRJ?BO LC CRIl VB>OP FP LRO FKFQF>| OBPRIQ OLR
BU>JMIB QEOBB )C > ?>I>K@B OBJ>FKP QEBK QEB M>0QF>| VB>O FP QEB OF
QEB ?BDFKKFKD LC QEB VB>0 AFSFABA ?V QEB @>PE CILT QE>Q VB>0 4E>Q
LC QEB VB>0 QE>Q FQ Q>HBP QL DBQ QEB ?>I>K@B LC QEB MOLGB@Q M>FA

<@,?4:9 $,D-,.6 $0=4:/

0>V?>@H OBOFLA .RJ?BO LC &RII 9B>OP 0>0QF>1 9B>0

<@,?74:9 $,=74,7+0,=

60OBDIPSEBPUWFHJIORGPEBIS

FKFQF>I FKSBPQJBKQ FP OB@LSBOBA $BTMPUBUFBS
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)K LRO BU>IJMIB  E>P ?BBK OB@LSBOBA FK QEB CFOPQ QEOBB VB>OP IB>S
3FK@B TB TFIl OB@BFSB  ALII>OP FK QEB CLROQE VB>0 LRO M>OQF>| VB
/RO QLQ>I M>V?>@H MBOFLA FP QEBK VB>OP

#LIM>KFBP QE>Q RQFIFWB M>V?>@H MBOFLA TFIl PBQ > J>UFJRJ QEOBPELIA
>@@BMQBA MOLGB@QP JRPQ OBJ>FK RKABO )C MOLGB@QP >0B JRQR>IIV |
QVMF@>IIV QEB LKB TFQE QEB PELOQBPQ M>V?>@H MBOFLA FP @ELPBK

Payback Period in Action

'>QLO ,LSBObP )@B #0B>J FP > PJ>Il F@B @OB>J J>KRC>@QROBO '>QLO ,LSB
T>KQP QL BFQEBO LMBK > KBT PQLOB 00LGB@Q ! LO ?RV > KBT J>@EFKB QL
F@B @OB>J QL PBIl QL PRMBOJ>OHBQP 00LGB@Q" 4EB OBIBS>KQ @>PE Cl
4>21B  ">QLO .LSBObP )@B #0B>J 00LGB@Q 'K>IVPFP

4>?21B '>QLO ,LSBObP )@B #0OB>J 00LGB@Q !K>IVPFP

Initial Investment

Year Operating Cash Inflows (after-tax)

4LQ>1 9B>OP ]

42@=0

42@=0

,BQbP @>I@RI>QB QEB M>V?>@H MBOFLA CLO ?LQE MOLGB@QP 00LGB@Q !
B>OKP  BSBOV VB>O 3L >CQBO QEOBB VB>OP TB E>SB B>OKBA IB>SF

0>V?>@H 0BOFLA
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0>V?>@H 0BOFLA

OBJ>FKFKD LC QEB FKFQF>I FKSBPQJBKQ 4EB @>PE CILT FK VB>O CL
4EB AFSFABA ?V DFSBP RP

IZCBD-SPESBKFDU _— ZFBST

00LGB@Q" @LPQ  >KA B>OKP ?>@H RKBSBK @>PE CILTP )K VB>O LKB QE
B>OKP FKVB>0 QTLFQB>OKP  >KAFQB>OKP  FK QEB QEFOA VB>
QEB BKA LC QEB PB@LKA VB>O FQ E>P B>OKBA ?>@H IB>SFKD

d )K QEB QEFOA VB>0 QEB MOLGB@Q B>OKP 4EB ?>I>K@B
LC  TFI?BM>FALCC?VQEB  B>OKBA QE>QVB>0 4EB  FP AFSFAB/
QEB  QLDFSBRP

IZCBD-$SPEBKEDU  — ZFBST

)C LRO QEOBPELIAFP VB>OP QEBK ?LQE MOLGB@QP TLRIA ?B SF>?IB )C QE
FKABMBKABKQ QEBK ?LQE PELRIA ?B RKABOQ>HBK )C QEB MOLGB@QP >0OB
BU@IRPFSB QEBK TB TLRIA MF@H OOLGB@Q " >P QEB M>V?>@H MBOFLA FP

Shortfalls of Payback Period

0>V?>@H MBOFLA J>V KLQ QBII QEB TELIB PQLOV #LKPFABO > MOLGB@Q PR
> KBT AORD $BSBILMJBKQ @>K Q>HB LSBO > AB@>AB ?BCLOB MLPFQFSB @>
PBBK ?RQ QEB MLQBKQF>I RMPFAB @LRIA ?B ERDB 7E>Q >?LRQ QEB @>PE (
E>MMBK >CQBO QEB BKA LC QEB M>V?>@H MBOFLA 0>V?>@H MBOFLA FP > |
?B@>RPB FQbP NRF@H QL @>I@RI>QB >KA B>PV QL BUMI>FK ?RQ FQ FP KLQ
>KA @>K IB>A QL QEB OBGB@QFLK LC ILKD QBOJ MOLGB@QP QE>Q >AA S>IR
TFIl RPB M>V?>@H MBOFLA LK LKIV MOLGB@QP OBNRFOFKD PJ>IIBO FKSBPQ
OFPH FP PJ>Il >KA RPB > JLOB @LJMIBU JBQELA PR@E >P .06 LO )22 CLO JLO
FKSLISBA MOLGB@QP
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KEY TAKEAWAYS

0>V?>@H MBOFLA FP > NRF@H >KA B>PV T>V QL ABQBOJFKB ELT ILKD RKQ
LRO JLKBV ?>@H

X 0>V?>@H MBOFLA @>I@RI>QBP QEB KRJ?BO LC TELIB VB>OP MIRP QEE
VB>0 RKQFI TB >OB M>FA ?>@H

X 0>V?>@H MBOFLA FP > NRF@H >KA B>PV @>I@RI>QFLK ?RQ KBBAP OB
COLJ LQEBO @>MFQ>| 7RADBQFKD AB@FPFLK JBQELAP TEBK BS>IR>Q)
@LJIMIBU MOLGB@QP

EXERCISES

#>@RI>QB QEB M>V?>@H MBOFLA CLO QEB CLIILTFKD
0OLGB@Q'! )KFQF>I#LPQ  B>OKP  MBO VB>O

0OLGB@Q " )KFQF>I #LPQ B>OKP MBO VB>0O

7E>Q >OB QEB ALTKPFABP LC RPFKD LC RPFKD M>V?>@H MBOFLA QL >
MOLGB@Q

0>V?>@H 0BOFLA
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13.3 Net Present Value

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

$FP@LRKQFKD >II LC QEB
CILTP CLO >K FKSBPQJBKQ

LEARNING OBJECTIVES

$BCFKB >KA @>I@RI>QB .BQ 00BPBKQ 6>IRB
IMMIV QEB >@@BMQ OBGB@Q AB@FPFLK ORIB LC .06
%UMI>FK QEB IFJFQ>QFLKP LC .BQ 00BPBKQ 6>IRB

/RO KBUQ @>MFQ>I ?RADBQFKD JBQELA TB FKQOLAR@BA TEBK TB AFP@RPF
JLKBV >KA E>SB RPBA FQ QL S>IRB PQL@HP >KA ?LKAP $FP@LRKQFKD > LC
CLO >K FKSBPQJBKQ QL QEB MOBPBKQ >AAFKD FKCILTP >KA PR?Q0O>@QFKLC
CFKAFKD ERresent value (NPV) 4EB I>0DBO QEB .06 QEB JLOB CFK>K@F>I S
QEB MOLGB@Q >AAP QL LRO @LIM>KV .06 DFSBP RP QEB MOLGB@Q >JLRKG
MOLGB@Q TFIl >AA QL LRO @LIM>KV 0OLGB@QP TFQE > MLPFQFSB .06 >AA
2B >@@BMQBA 00LGB@QP TFQE KBD>QFSB .06P ABPQOLV S>IRB >KA PELRI
DBKBO>IIV OBD>0OABA >P QEB PFKDIB ?BPQ @OFQBOFLK CLO P@OBBKFKD M

.06 @LKPFABOP QEB QFJB S>IRB LC JLKBV ?B@>RPB QEB @>PE CILTP >OB A¥
>Q QEB CFOJbP 0>QB LC @>MFQ>l O 4EFP O>QB >IPL @>IIBA QEB AFP@LRK
OBNRFOBA OBQROK FP QEB JFKFJRJ OBQROK > CFOJ JRPQ B>OK LK > MOLGI
CFOJbP J>OHBQ S>IRB OBJ>FK RK@E>KDBA )C QEB >JLRKQ B>OKBA LK QEB |
BU@BBAP QEB @LPQ LC @>MFQ>I .06 FP MLPFQFSB PL QEB MOLGB@Q >AAF
AL QEB MOLGB@Q

NPV decision criteria (independent projects):

X )C QEB .06 FP DOB>QBO QE>K WBOL .08cce@EMKB MOLGB@Q
X )C QEB .06 FP IBPP QE>K WBOL .06 ref@E>®EB MOLGB@Q

_JC CRKAP >0B RKIFJFQBA QEBK TB TLRIA >@@BMQ >KV MOLGB@Q TFQE > ML
LJ%Q:BMIV BU@IRPFSB MOLGB@QP37E30HI® H.QEEB IB>PQ KBD>QFSB FC TB

MOBPBKQ >AAFKD FKCILTP|>KBBA QL MF@H LKB >KA >II >OB ?BILT WBOL 5KABO @>MFQ>I O>QFLKFKD TE

PR?QO>@QFKD LRQCILTP

MF@H QEB PBQ LC MOLGB@QP TFQE QEB EFDEBPQ @LJ?FKBA .06 QE>Q TB (
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.BQ 0OBPBKQ 6>IRB

,BQbP ILLH >Q QEB .06 CLO QEB QTL '>QLO ,LSBObP )@B #0B>J MOLGB@QP 'F
AFP@LRKQ O>QB LC

00OLGB@Q!

/[1718KFDU —

.06 00LGB@Q !

IIPL TOFQQBK >P

.06 00LGB@Q! d

.06 @>K ?B @>I@RI>QBA ?V E>KA ?V > CFK>K@F>| @>I@RI>QLO LO FK > PMO
HBVPQOLHBP CLO > CFK>K@F>1 @>I@RI>QLO >0OB >P CLIILTP

#& & #2712+ d  %.4%2 $/7.122/7 %.4%2 $/7.
122/7  %.4%2 .06 %.4%2 $/7.122/7 #04

LQB %U@BI >KA LQEBO PMOB>APEBBQ MOLDO>JP >0OB QOF@HV TFQE OBD>
.06 CRK@QFLK BUMB@QP CILTP QL PQ>0Q >Q VB>0O 3L >KV @>PE CILTP COl
2B >AABA PBM>0>QBIV

4L PLISB FK > PMOB>APEBBQ QEB @LOOBPMLKAFKD PMOB>APEBBQ CLOJRI>

.06 MBOFLAF@ O>QB @>PE CILTP COLJ¥BKBQA CHKFQF>I @>PE CILTP

SPFKD QEB KRJ?BOP CLO 00OLGB@Q ! QEB PMOB>APEBBQ CRK@QFLK ILLHP |

.06 d

OOLGB@Q "

[1718KREDU —
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.06 00LGB@Q "

)K QEFP @PRgect A E>Rhe higher NPV by $2,294.14 d 3LTB
TLRIA MF@H 00OLGB@Q ! LSBO 00LGB@Q " FC QEBV >0OB JRQR>IIV BU@IRPFSI
FKABMBKABKQ TB TLRIA >@@BMQ ?LQE MOLGB@QP PFK@B ?LQE .06P >OB |

42@=0 $-50.7 )%
2@=0 $-50.7 )%

.BQ 0OBPBKQ 6>IRB FP QEB MOBCBOOBA QLLI ?V J>KV CFK>K@F>| J>K>DBOP
>@@LRKQP CLO QEB QFJB S>IRB LC JLKBV >KA QEB @LPQ LC @>MFQ>| 4EB .
E>KAIBP ?LQE JRQR>IIV BU@IRPFSB >KA FKABMBKABKQ MOLGB@QP

Shortfalls of NPV

.06 FP > IFQQIB IBPP FKQRFQFSB QE>K M>V?>@H MBOFLA PL FQ JFDEQ ?B JL
BUMI>FK QL LQEBOP TEL >0OBKbQ >P TBIl SBOPBA FK CFK>K@B 4L RPB .06 OB
AFP@LRKQ O>QB FC TB ALKbQ E>SB >K >@ @RO>QB DR>DB LC QEB @LPQ LC
AFCCF@RIQ QL @>I@RI>QB >K .06

KEY TAKEAWAYS

.BQ 00BPBKQ 6>IRB FP QEB JLPQ FIMLOQ>KQ QLLI FK @>MFQ>| RADBQFK
J>HFKD )Q MOLGB@QP QEB CFK>K@F>I S>IRB LC QEB MOLGB@Q CLO QEE

X .BQ 0OBPBKQ 6>IRB FP QEB AFP@LRKQBA S>IRB LC >Il @>PE CILTP
X)Q FP @LKPFABOBA QL ?B QEB ?BPQ PFKDIB @OFQBOFLK

X OLPFQFSB .06 >AAP S>IRB QL > @LIJM>KV

X 1@@BMQ >KV MOLGB@Q TFQE MLPFQFSB .06 CLO FKABMBKABKQ MOLC
X l@@BMQ QEB EFDEBPQ .06 MOLGB@Q COLJ JRQR>IIV BU@IRPFSB MOL

.BQ 0OBPBKQ 6>IRB
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.BQ 0OBPBKQ 6>IRB

EXERCISES

#>|@RI>QB QEB .06 CLO QEB CLIILTFKD MOLGB@QP TFQE > AFP@LRI
LC

0OOLGB@Q @LPQP >KA B>OKP B>@E VB>0O CLO QEOBB
VB>OP

00LGB@Q @LPQP >KA B>OKP FK QEB CFOPQ VB>0 >KA
QEBK  CLOB>@E LC QEB KBUQ QTL VB>OP

0OLGB@Q @LPQP >KA B>OKP B>@E VB>0O CLO QEOBB
VB>0P

)C QEB MOLGB@QP >0OB JRQR>IIV BU@IRPFSB TEF@E PELRIA TB >@ @!
)C QEB MOLGB@QP >0OB FKABMBKABKQ TEF@E PELRIA TB >@@BMQ
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13.4 Internal Rate of Return

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

$BCFKB >KA @>I@RI>QB QEB FKQBOK>| O>QB LC OBQROK )22
IMMIV QEB >@@BMQ OBGB@Q AB@FPFLK ORIB CLO )22
%UMI>FK QEB IFJFQ>QFLKP LC )22

Internal rate of return (IRR) FP >KLQEBO TFABIV RPBA @>MFQ>| ?RADBQFKD Q!
BPPBKQF>IIV FQ FP QEB OBQROK TB TFIl OB@BFSB LSBO QEB IFCB LC LRO F}
@>I@RI>QBA >P QEB AFP@LRKQ O>QB >Q TEF@E .06 BNR>IP WBOL )K LQEBC
.06 BNR>I QL >KA PLISB EI4BFP FP QEB O>QB QE>Q J>HBP QEB MOBPBKQ S>|
@>PE CILTP BNR>I QL QEB FKFQF>I FKSBPQJBKQ 5KCLOQRK>QBIV CLO PLJB
KL B>PV T>V QL >O0FSB >Q QEFP O>0QB TFQELRQ RPFKD > DRBPP >KA @EBX(
QE>KHCRIIV @LIMRQBOP @>K AL QEFP NRFQB NRF@HIV

(LT AL TB HKLT FC QEB MOLGB@Q FP >@@BMQ>?IB LO KLQ %>@E MOLGB@C
CRKAP E>P > @LPQ LC @>MFQ>| )C QEB O>QB TB B>OK FP JLOB QE>K QEB O>
TB PELRIA RKABOQ>HB QEB MOLGB@Q >P FQ >AAP QL @LOMLO>QB S>IRB )C
IBPP QE>K TE>Q FQ @LPQ RP QEBK QEB MOLGB@Q PR?QO>@QP COLJ @LON
PELRIA KLQ RKABOQ>HB FQ 4L AL QEFP TB @LJM>0B )22 QL QEB @LPQ LC @:
FP DOB>QBO QE>K QEB @LPQ LC @>MFQ>| TB PELRIA RKABOQ>HB QEB MOLC

4EFP AB@QFPFLK @OFQBOFLK TFII LKIV TLOH FC QEB @>PE CILTP >OB LOAFK:
LRQCILTP B>0OIV FK QEB MOLGB@Q CLIILTBA ?V FKCILTP >CQBOT>0A 7EBK @
KLQ LOAFK>0V )22 @>K MOLAR@B RKRPR>| PLIBQFJBP JRIQFMIB OBPRIQP

(BOB >OB LRO AB@FPFLK ORIBP

IRR decision criteria (ordinary cash flows ONLY):

4EB AFP@LRKQ O>QB TEBOB QEB
.06 LC >K FKSBPQJBKQ BNR>IP

WBOL
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X )C QEB )22 FP DOB>QBO QE>K @LPQ LC @>MFQ>|a@2pT@EBQE>K
MOLGB@Q

X )C QEB )22 FP IBPP QE>K @LPQ LC @>MFQ>| )22jetH@EBE>K
MOLGB@Q

,BQbP CFKA QEB )22 CLO '>QLO ,LSBObP )@B #0B>J MLQBKQF>| MOLGB@QP ?
45?18 '>QLO ,LSBObP )@B #0B>J JKQBOK>I 2>0B LC 2BQROK

4>?21B '>QLO ,LSBObP )@B #0OB>J )KQBOK>| 2>QB LC 2BQROK

&FOJbP #LPQ LC #>MFQ>|
Project A Project B
Initial Investment
Year Operating Cash Inflows(after-tax)
IRR

JCLRO 7## FP  QEBK ?LQE MOLGB@QP PELRIA ?B >@@BMQBA )22 FP ELTB
>@@BMQ>?IB CLO JRQR>IIV BU@IRPFSB MOLGB@QP 4L PBB TEV @LKPFABC
BU>JMIBM7EF@E FKSBPQJBKQ TLRIA VLR O>QEBO E>SB

)KSBPQ KLT >KA OB@BFSB > DR>0O>KQBBA FK LKB VB>0O
)JKSBPQ KLT >KA OB@BFSB > DR>0>KQBBA FKLKB VB>0

)KSBPQJBKQ ! FP ALR?IB VLRO JLKBV )22  TEFIB FKSBPQJBKQ " FP QBK QF.
VLRO JLKBV )22 "RQ FKSBPQJBKQ ! FP LK > I>0DBO PQ>0QFKD PRJ 7BbA
AL FKSBPQJBKQ " LSBO >KA LSBO >D>FK PFK@B FQ E>P QEB EFDEBO OBQRC
LKIV MF@H LKB LC QEB QTL QEBK ! FP PRMBOFLO 4ERP QEB EFDEBO )22 ALE
KB@BPP>OFIV FKAF@>QB QEB ?BQQBO FKSBPQJBKQ

)22 @>K ?B @>I@RI>QBA ?V E>KA ?V > CFK>K@F>l @>I@RI>QLO LO FK > PMO
HBVPQOLHBP CLO > CFK>K@F>1 @>I@RI>QLO >0OB PFJFI>0O >P QELPB CLO .06

)KQBOK>I 2>QB LC 2BQROK
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@LK@IRPFLK TB >PH CLO )22 FKPQB>A LC BKQBOFKD >K FKQBOBPQ O>QB &l
0OLGB@Q ! FP >P CLIILTP

#& .$ #2712+ d  %.4%2 $/7.122/7 %.4%2 $/7.
12217 %.4%2 )22 #04

4EB >KPTBO LC FP OBQROKBA
4L PLISB FK > PMOB>APEBBQ QEB @LOOBPMLKAFKD PMOB>APEBBQ CLOJRI>
)22 @>PE CILTP COLJ MBOF2A QL
5PFKD QEB KRJ?BOP CLO 0OOLGB@Q ! QEB PMOB>APEBBQ CRK@QFLK ILLHP |

)22 d

Shortfalls of IRR

)22 FP JLOB AFCCF@RIQ QE>K .06 QL @>I@RI>QB ?V E>KA ?B@>RPB TB >OB @
0>QB LC OBQROK /RO @>I@RI>QLOP LO PMOBAPEBBQP aPB>0O@Eb CLO QER
@>I@RI>QB FQ TLRIA Q>HB FQBO>QFLKP TEBOB TB QOV LKB FKQBOBPQ 0>C
LO QLL ILT >KA QEBK QOV >D>FK

#>PE CILTP QE>Q >0BKbQ LOAFK>0V @>K MOLAR@B RKRPR> PLIJBQFJBP JR
3>AIV JLPQ @>I@RI>QLOP TLKbQ >IBOQ QEB RPBO QL QEFP C>@Q PL @>0B
FK QEB @>PB LC JRQR>IIV BU@IRPFSB MOLGB@QP )22 C>FIP QL O>KH QEBJ
OB>PLKP .06 FP QVMF@>IIV QEB MOBCBOOBA @OFQBOF> LO FP >Q IB>PQ R}
QE>Q )22 FPKbQ C>FIFKD ?B@>RPB LC LKB LC QEBPB RKRPR>| OB>PLKP

KEY TAKEAWAYS

)22 FP >KLQEBO JBQELA LC @>MFQ>| 7RADBQFKD QB@EKFNRBP 7B MOBC
)22 ?B@>RPB LC )22bP MLQBKQF>I PELOQC>IIP

X )22 FP ABCFKBA >P QEB AFP@LRKQ O>QB TEBOB .06
X )22 PELRIA KBSBO ?B RPBA FC @>PE CILTP >OBKbQ LOAFK>0OV LO FC Q
>0B JRQR>IIV BU@IRPFSB

)KQBOK>I 2>QB LC 2BQROK
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EXERCISES

#>|@RI>QB QEB )22 CLO QEB MOLGB@QP IFPQBA FK .06 BUBO@FPBP
TEF@E E>P QEB EFDEBPQ )22
)C LRO EROAIB O>QB FP  TEF@E PELRIA TB >@@BMQ

)KQBOK>I 2>QB LC 2BQROK
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13.5 Other Methods

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|

LEARNING OBJECTIVES

%S>IR>QB PLJB LQEBO JBQELAP QL BS>IR>QFKD @>MFQ>| 2RADBQFKD
#>|@RI>QB 00LCFQ>?FIFQV )KABU
$FP@RPP -)22

3L C>O TB E>SB IB>OKBA M>V?>@H MBOFLA .06 >KA )22 4EBPB QEOBB >OB Q
TFABIV RPBA >KA JBQELAP QL BS>IR>QB @>MFQ>| MOLGB@QP >KA >OB PRC
@LIM>KFBP ?RQ J>KV LQEBO JBQELAP BUFPQ (BOB TBbll AFP@RPP QTL LQE
0OLCFQ>?FIFQV FKABU >KA -)22

Profitability index (Pl) PELTP QEB OBI>QFSB MOLCFQ>?FIFQV LC >KV MOLGB@
> a?>KD CLO VLRO ?R@Hb @>I@RI>QFLK )Q FP QEB MOBPBKQ S>IRB MBO ALI
4EB EFDEBO QEB MOLCFQ>?FIFQV FKABU QEB ?BQQBO >KA >KV 0) DOB>QBC
QE>Q QEB MOLGB@Q FP >@@BMQ>?IB ?B@>RPB FQ >AAP QL @LOMLO>QB S:

<@,?4:9 $=:14?,-474?D 9/0C

16§ TFBW NGV URSSB T MX*PT
*OJ ¥ pPEM

18@®WCIMAHE

&LO >QLO ,LSBObP QEB 0)bP >OB >P CLIILTP

18@WCIMOHESBKFD U———

18 WCIMONMEB KFED U———

00BPBKQ S>IRB OBQROK MBO ALII>O

LC FKSBPQJBKQ
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4EB MOLCFQ>?FIFQV FKABU FP EFDEBO CLO 0OLGB@Q'! 0) ALBPKbQ TLOH >F
FKSBPQJBKQ FP PMOB>A LRQ LSBO QFJB LO FC QEB @>PE CILTP >OBKbQ LO
TEV TB MOBCBO .06

/RO CFK>| JBQELA LC BS>IR>QFKD @>MFQ>| MOLGB@QPmiadifielt AFP@RPPFK]
internal rate of return (MIRR) )22 FP QEB BUMB@QBA O>QB LC OBQROK FC QEI
4EFP >PPRJBP QE>Q B>OIV FKCILTP TFIl ?B OBFKSBPQBA >Q QEB OBQROK LC
/CQBK QEB CRKAP B>OKBA COLJ > MOLGB@Q @>KKLQ ?B OBFKSBPQBA >Q )-
> |LTBO O>QB 4EBOBG¥OB :A0=>?,?0 ?30 0C;0.?0/ =,?20 :1HOEDIMBKP>QB

CLO QEFP LSBOPQ>QBJBKQ JLAFCFBA FKQBOK>| O>QB LC OBQROK -)22 T>P
>PPRJBP QE>Q CRKAP @>K ?B OBFKSBPQBA >Q QEB TBFDEQBA >SBO>DB @L
7'i## LO PLIB LQEBO PMB@FCF@>IIV PQ>QBA O>QB

)K LRO )22 BU>JMIB TB RPBA > EROAIB O>QB LC  "RQ TE>Q FC QEB FKCILTP
?B OBFKSBPQBA>Q 4L @>I@RI>QB-)22 TB TLRIARPB QEB ,R@HV CLO RP
PMOB>APEBBQP E>SB > CRK@QFLK QL AL QEFP NRFQB B>PFIV

)22 @>PE CILTP COLJ MBOFL® O3B CLO LRQCILTP OBFKSBPQJBKQ O>QB
0OLGB@Q ! -)22 OBFKSBPQBA >Q
0OLGB@Q "-)22 OBFKSBPQBA >Q

#LIJM>OBA TFQE LRO LOFDFK>|)22P LC ~ CLO 0OLGB@Q!>KA  CLO OOLGI
FQbP B>PV QL PBB QE>Q QEB OBFKSBPQJBKQ 0>QB E>P > |>0DB FIM>@Q 3L
ELTBSBO FQbP E>OABO QL @>I@RI>QB BPM TFQELRQ QB@EKLILDV >KA OF
LC QEB 7'## )C TB E>SB QEB 7!## ELTBSBO TEV KLQ @>I@RI>QB .06

So Which Project Wins?

4>?1B  ">QBO ,LSBODbP )@B #0OB>J 3RJJ>0OV #E>0Q CLO #>MFQ>| "RADBQFKC

->HFKD 4B@EKENRBRJII>OV @E>0Q CLO QEB @>MFQ>I ?RADBQFKD AB@FPF

)KQBOK>I 0>QB LC OBQRO
>PPRJFKD QE>Q QEB CRKAP H
@>KKLQ ?B OBFKSBPQBA >

/QEBO -BQELAP

QB@EKFNRBP CLO '>QLO ,LSBObP )@B #0B>JbP MLQBKQF>| MOLGB@QP 00L

4>?1B '>QBO ,LSBObP )@B #0B>J 3RJJ>0V #E>0Q CLO #>MFQ>| "RADBQFKL
->HFKD 4B@EKFNRBP

Project A | Project B

jé)l{i(gpl‘nvestment
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Project A | Project B

4B@EKFNRB

0>V?>@H 0BOFLA VB>OP| VB>OP

.06

)22

O0OLCFQ>?FIFQV )KABU

)22

Winner! Project A

IKA QEB TFKKBO FP\0OOLGB@Q ! 7EFIB 00LGB@Q " E>P > C>PQBO M>V?>@H M
TFKP FK BSBOV LQEBO @>QBDLOV BPMB@F>IIV QEB @OFQF@>1 .06 @>QBDL
@ELLPB LKB MOLGB@Q '>QLO ,LSBObP )@B #0B>J PELRIA LMBK > KBT PQLOE
FKPQB>A LC FKSBPQFKD FK > KBT J>@EFKB 00LGB@Q" /C @LROPB FC TB (
PELRIA ?B LRO @ELF@B

KEY TAKEAWAYS

4EBOB BUFPQ LQEBO JBQELAP QL BS>IR>QB MOLGB@QP 7B IB>OKBA 00L(
)KABU >KA -)22

X 0OLCFQ>?FIFQV FKABU FP ?>KD CLO VLRO ?R@H
X -)22 >PPRJBP > AFCCBOBKQ OBFKSBPQJBKQ O>QB QE>K )22

EXERCISES

#>@RI>QB 0) CLO %UBO@FRB@QHREK  .BQ 0OBPBKQ 6>IRB
%UMI>FK ELT QEB -)22 TLRIA @LIJM>0B QL )22 CLO QEB MOLGB@QP FK
%UBO@FPBP 3B@QFLK .BQ 00OBPBKQ 6IRBEB OBFKSBPQJBKQ
O>QB FP

/QEBO -BQELAP
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13.6 Comparing Projects with Unequal Lives

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK QEB AFCCF@RIQV FK @ELLPFKD ?BQTBBK JRQR>IIV BU@IRPF
TFQE RKBNR>| IFSBP

#>|@RI>QB QEB BNRFS>IBKQ >KKR>I >SKKRFQV %! LC > MOLGB@Q >KA
BS>IR>QB TEF@E MOLGB@Q FP PRMBOFLO

%@7?3 4>/0.4/492 B34.3 >349270> ?: :@7? :9 30==::1 &349270 .>?> ;0=>< 1? ,9/
?:7,>? DO,=> &349270 ..>?7> 0=>< 1?7 ,9/4>=20/?:7,>? DO,=> 1%@?3 4
>? D 49 30=3:@>0 1:=?30=0>?:1 30= 7410 B34.3>349270>3:@7/ %@?3 >070.?

/KB M>OQF@RI>0IV QOLR?IBPLJB @LIJM>OFPLK QE>Q >OFPBP LCQBK FP TEBI
JRQR>IIV BU@IRPFSB MOLGB@QP E>SB AFCCBOBKQ QFJB IBKDQEP &LO BU>
@EB>MBO PR?PQFQRQB ?RQ FQ TLKbQ I>PQ >P ILKD PL TBbll KBBA QL OBMI:
COBNRBKQIV (LT AL TB HKLT TEF@E MOLGB@Q FP ?BQQBO

)C QEB MOLGB@QP >0OB BFQEBO FKABMBKABKQ LO KLQ OBMB>Q>?IB TB @>
@LKCFABKQIV !ll MLPFQFSB .06P PELRIA ?B PBIB@QBA FC QEBV >0B FKABME
EFDEBPQ .06 TFIl FKAF@>QB QEB ?BPQ @ELF@B FC QEBV >0OBKbQ OBMB>Q>"
@>PB QE>Q QEB EFDEBPQ .06 MOLGB@Q @>K ?B FKCBOFLO QL > PELOQBO \
.06

4L >K>IVWB QEFP MOL?IBJ TB KBBA QL @d@RE€R QfFBal annuity
(EAA) TEF@E FP QEB PQB>AV @>PE M>VJBKQ OB@BFSBA ?V >K >KKRFQV TF
IBKDQE >KA .06 >P QEB MOLGB@Q &LO BU>JMIB TB HKLT QE>Q ">QLO ,LSBOb
0OLGB@Q ! I>PQBA CLO VB>OP >KA E>A >K .06 LC >Q>0>QBLC )CTB
CLO QEB VB>0IV M>VJBKQ LC >K >KKRFQV TFQE > 06 LC O K VB>OF
&6 TBDBQ >K %! LC 4ERP TB PELRIA ?B FKAFCCBOBKQ ?BQTBBK OB
AEB PQB>AV @>PE M>VJBKQ QEB @>PE CILTP LC 00LGB@Q ! >KA OB@BFSFKD MBO VB>0 CLO VB>O¥

OB@BFSBA ?V >K >KKRFQV FREQE E>SB QEB P>JB .06
QEB P>JB IBKDQE >KA .06 >

QEB MOLGB@Q
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IK@B %!'P >OB @>I@RI>QBA CLO >l MOLGB@QP ?BFKD @LKPFABOBA FQbP >
MF@HFKD QEB EFDEBO LKB

KEY TAKEAWAYS

X )C MOLGB@QP >0OB FKABMBKABKQ LO KLQ OBMB>Q>?IB QEB FIM>@Q |
FP FOOBIBS>KQ

X )C QEB MOLGB@QP >OB JRQR>IIV BU@IRPFSB >KA OBMB>Q>?IB QE>K |
QEB AFCCBOFKD IFCB JRPQ ?B >@@LRKQBA CLO ?V @LIJM>OFKD QEBF

EXERCISES

#LIMRQB >KA @LIM>0B QEB CLIILTFKD MOLGB@QPb .06P >KA %!!P >
AFP@LRKQ O>QB

0OLGB@Q * @LPQP >KA B>OKP B>@E VB>O CLO CFSB
VB>0OP

00LGB@Q + @LPQP >KA B>OKP FK QEB CFOPQ VB>0 >KA
QEBK  CLOB>@E LC QEB KBUQ QEOBB VB>OP

00OLGB@Q, @LPQP  >KAB>OKP  B>@E VB>0 CLO QTL VB>OP

7TEF@E MOLGB@Q PELRIA ?B PBIB@QQBA FC QEBV >0OB JRQR>1IV BU@IRI
OBMB>Q>?IB

#LIM>OFKD 00OLGB@QP TFQE 5KBNR>| ,FSBP



#E>MQBO  #>MFQ>I "RAD

13.7 Approaches fo

BQFKD $B@FPFLK ->HFKD

r Dealing with Risk

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

)KAF@>QBP ELT JR@E .06 T

LEARNING OBJECTIVES

%UMI>FK OFPH FK @>MFQ>| ?RADBQFKD
$BP@OF?B >KA FIMIBJBKQ P@BK>OFL >K>IVPFP
$BP@OF?B >KA FIMIBJBKQ PBKPFQFSFQV >K>IVPFP

7B E>SB BPQFJ>QBA QEB MLQBKQF>I B>OKFKDP COLJ LRO MOLGB@QP ?RQ°
OFPH FKSLISBA 7E>QbP QEB IFHBIFELLA QE>Q TB BPQFJ>QBA QEBPB @>PE (
7E>Q QEB KRJ?BOP >0B JR@E TLOPB )AB>IIV QEB PVQBJ>QF@ OFPH FKSLIS
MOLGB@Q E>P ?BBK >@@LRKQBA CLO ?V LRO 7!## RPBA PBB MOBSFLRP @E
AFP@RPPFLK LC QEFP ?RQ J>K>DBOP PQFII KBBA QL >@@LRKQ CLO MOLGE
BS>IR>QB QEB MLQBKQF>I O>KDB LC LRQ@LJBP 4EBOB >OB PBSBO>| T>VP Q
FK @>MFQ>| RADBQFKD 7B MOBPBKQ QTL LC QEB JLPQ @LJJLK EBOB P@B!
>KA PBKPFQFSFQV >K>IVPFP

Sensitivity analysis JB>PROBP QEB PBKPFQFSFQV LC LRO MOLGB@Q QL > @E
S>OF>?IB !IPL @>IIBA_TE>Q FC' >K>IVPFP FQ ILLHP >Q ELT PBKPFQFSB LRO
@E>KDB FK LKB S>OF>?IB CLO BU>JMIB MOLGB@QBA P>IBP )KQRFQFSBIV T
LRQ@LJB FP JLOB ABMBKABKQ LK @BOQ>FK FKMRQP QL LRO BNR>QFLK QE>
)C TB @E>KDB GRPQ QE>Q LKB S>OF>?IB ELIAFKD BSBOVQEFKD BIPB @LKPG
ALBP QEB LRQ@LJB @E>KDB 3BKPFQFSFQV >K>IVPFP QBIIP RP ?V ELT JR@E
PBKPFQFSB QL > @E>KDB FK P>IBP QE>K TB >OB QL > @E>KDB FK P>V 7I## L
S>OF>?IB 7B @>K QEBK ABAF@>QB OBPLRO@BP QL BKPROB > JLOB >@@RO
FKMRQP TFQE QEB I>ODBO BCCB@QP

Scenario analysis DFSBP RP PBSBO>| AFCCBOBKQ aP@BK>OFLPb LO IFHBIV LF
- MOLGB@Q 7B @>K >K>IVWB TE>Q TFIl E-MMBK FC TB E>SB > ?BPQ @>PB TL(

@E>KDB FC TB @E>KDB LkB JLPQ IFHBIV @>PB P@BK>OFL 4EFP JB>PROBP QEB S>OF>?FIFQV LC QEB OB

M>0OQF@RI>0O S>0F>?IB

MOBPBKQ RP TFQE > S>OFBQV LC PFQR>QFLKP >KA CFK>K@F>I LRQ@LJBP P

5PBP PBSBO>| MLPPE?IB P@BRMB>QBIV MOBM>0OBA CLO B>@E LKB )K P@BK>OFL >K>IVPFP TB @>K @E>

QL ABQBOJFKB QEB O>KDB
MLPPF?IB .06 LRQ@LJBP

| (S>OF>?IBP >KA BPQFJ>QB > KBT LRQ@LJB 7B @>K QEBK ILLH >Q QEB aO>KDE
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LRQ@LJIBP ?V >K>IVWFKD QEB AFCCBOBK@B ?BQTBBK QEB ?BPQ @>PB >KA"
P@BK>OFLP

&LO 0OLGB@Q ! TB E>A >KKR>| @>PE FKCILTP >CQBO Q>U LC CLO CFSB

TE>Q FC LRO TLOPQ @>PB P@BK>OFL L@ @ROOBA >KA QEB >KKR>| @>PE CIL
MBO VB>0O /O TE>Q FC ?BPQ @>PB TB B>OKBA MBO VB>0O 7E>Q TLRI

.06 ?B RKABO B>@E LC QEBPB AFCCBOBKQ P@BK>OFLP ,BQbP @>I@RI>QB

4>?1B '>QLO ,LSBObP )@B #0B>J "BPQ #>PB 7LOPQ #>PB >KA ,FHBIV 3@BK

Project A

)KFQF>I )KSBPQJBKQ o)

Operating Cash Inflows

Year | Best Case | Most Likely | Worst Case

4LQ>

NPV | $27,815.74| $8,861.80 | ($10,092.13)

&0OLJ4>?IB '>QLO ,LSBObP )@B #0OB>J "BPQ #>PB 7LOPQ #>PB >KA ,FHBIV
3@BK>OFB PBB QE>Q LRO MOBSFLRP .06 @>I@RI>QFLK T>P QEB JLPQ IFHBI
E>A > MLPFQFSB .06 LC 4EB ?BPQ @>PB MOLSFABP .06 BNR>I QL >}
QEB TLOPQ @>PB E>P > KBD>QFSB .06 LC NPVEBige FP QEB AFCCBOBK@!
?BQTBBK QEB ?BPQ @>PB >KA QEB TLOPQ @>PB LO FK QEFP PFQR>QFLK > O
7B @>K ELMBCRIIV B>OK PLJBTEBOB ?BQTBBK > KBD>QFSB  >KA > MLPFQF

/?SFLRPIV TB ELMB CLO QEB "RQ FQbP EBIMCRI QL HKLT QE>Q TB J>\
ILPB RKABO QEB TLOPQ @>PB P@BK>OFL

4EBOB >0B PBSBO>| LQEBO QB@EKFNRBP > @LIM>KV @>K RPB QL AB>| TFQE
?RADBQFKD /QEBO JLOB PLMEFPQF@>QBA QB@EKFNRBP BUFPQ PR@E >P
?RQ QEBV >OB ?BVLKA QEB P@LMB LC QEFP QBUQ

4EB AFCCBOBK@B ?BQTBBK QEB
?BPQ @>PB P@BK>OFL >KA|QEB

TLOPQ @>PB P@BK>OFL .0

'IMMOL>@EBP CLO $B>IFKD TFQE 2FPH
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KEY TAKEAWAYS

2FPH FP FIMLOQ>KQ QL @LKPFABO FK @>MFQ>| ?RADBQFKD &LOQRK>QE
PBSBO>| QB@EKFNRBP QL AB>| TFQE OFPH

X 3BKPFQFSFQV IK>IVPFP QBIIP RP ELT PBKPFQFSB LRO .06 FP QL @E>KEL
HBV FKMRQ

X 3@BK>OFL !K>IVPFP DFSBP RP > .06 O>KDB ?BQTBBK QEB ?BPQ >KA TL(
P@BK>OFLP >KA JLABIP QEB JLPQ IFHBIV LRQ@LJBP

EXERCISES

00LGB@Q * @LPQP >KA FP MOLGB@QBA QL B>OK  B>@E VB>0
CFSB VB>OP TFQE > AFP@LRKQ O>QBLC  #>I@RI>QB ELT PBKPFQFS|
LRO AFP@LRKQ O>QB FC FQ JFDEQ ?B >P EFDE >P

#LIMRQB QEB .06 CLO QEB ?BPQ @>PB P@BK>OFL FC 00LGB@Q * B>OK
VB>0 >KA QEB AFP@LRKQ O>QB FP LKIV

IMMOL>@EBP CLO $B>IFKD TFQE 2FPH
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13.8 The Bigger Picture

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK ELT @>MFQ>| RADBQFKD AB@FPFLKP CFQ FKQL QEB I>ODB(
@LOMLO>QB CFK>K@B
%S>IR>QB QEB BQEF@>! FIMIF@>QFLK LC @>MFQ>| ?RADBQFKD AB@F

)K I>KV T>VP QEFP @E>MQBO FP QEB @RIJFK>QFLK LC >Il QE>Q E>P @LJB 7
QBUQ !ll LC LRO AFP@RPPFLK E>P DFSBK RP QEB QLLIP QL BS>IR>QB MOLGR
FKCLOJBA >?LRQ QEB CFK>K@F>| S>IRB LC MOLGB@QP QE>Q TB JFDEQ RKAI
@>K RPB QEBPB @OFQBOF> QL >MMOLSB MLPFQFSB S>IRB MOLGB@QP TEF
S>IRB LC QEB @LIM>KV )K CRQROB @E>MQBOP TB BU>JFKB TE>Q J>HB RM (
QE>Q TB >OB >K>IVWFKD >KA ELT TB JFDEQ FKCIRBK@B QEB FKMRQP LC > M

%SBOV PR@@BPPCRI ?RPFKBPP >ODRJBKQ CLO DLFKD CLOT>0A TFQE > MO
OLLQBA FK QEB FKCLOJ>QFLK MOBPBKQBA FK QEFP @E>MQBO 7EFIB QEBOE
@LKPFABO>QFLKP ?BVLKA QEB CFK>K@BP TFQELRQ > CFK>K@F>| S>IR>QFL
CLO > J>K>DBO QL DO>PM QEB FIMIF@>QFLK LK PQ>HBELIABOPb S>IRB

Ethical Considerations

)Q FP QBIJMQFKD QL MOL@I>FJ .06 MLPFQFSB JB>KP >@@BMQ QEB MOLGBE
QEFKHFKD LC QEB O>JFCF@>QFLKP LC PR@E > AB@FPFLK ORO@E>PFKD > k
JB>K QE>Q GL?P TFII ?B ILPQ LO MLIIRQFLK OBAR@BA )Q FP FIMLPPF?IB QL >
CFK>K@F>I S>IRB LK > IFCB ILPQ >KA VBQ BSBOV A>V TB JRPQ J>HB AB@FPF
CLO > QO>AB LCC >JLKD QEBPB QVMBP LC C>@QLOP

*RPQ >P FQ FP FIMLOQ>KQ KLQ QL J>HB > AB@QFPFLK TFQELRQ RKABOPQ>KA
FIM>@Q FQ TLRIA ?B CLIIV QL IFJFQ LROPBISBP QL LKIV QEFP MBOPMB@QFS
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KEY TAKEAWAYS

X ->HFKD AB@FPFLKP FP RIQFJ>QBIV TE>Q BSBOVLKB FK ?RPFKBPP ALBIF
QLLIP >IILT RP QL MOLMBOIV C>@QLO FK CFK>K@F>I S>IRB QL J>HB AB

X 7TEBK J>HFKD AB@FPFLKP TB KBBA QEB KRJ?BOP ?RQ TB >IPL KBBA QL
?BVLKA QEB KRJ?BOP

EXERCISES

%SBK C>@QLOFKD FK MLQBKQF>I IFQFD>QFLK @LPQP QEB .06 CLO OE
TFQE > C>RIQV D>P Q>KH FP ILTBO QE>K QEB AB@FPFLK QL AL KLQEFK
PLJB LOEBO @LKPFABO>QFLKP > J>K>DBO PELRIA FK@LOMLO>QB FKQ
AB@FPFLK J>HFKD MOL@BPP

7B E>SB QEB QB@EKLILDV QL ?RFIA > @>0 QE>Q TLRIA BIFJFK>QB AB>(
@O>PEBP 'O>KQBA FQ TLRIA ILLH >KA AOFSB IFHB > Q>KH >KA @LPQ
3ELRIA TB J>KA>QB QE>Q >l @>OP ?B PL ABPFDKBA )C KLQ E>SBKbQ T
MOF@B LK QELPB IFSBP QE>Q TFII ?B ILPQ FK CRQROB @>0 @O>PEBP

4EB "FDDBO OF@QROB
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13.9 End-of-Chapter Assessment Problems

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

END-OF-CHAPTER EXERCISES



Chapter 14
Capital Budgeting Cash Flows

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>I FP KLQ CFK>I
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14.1 Which Cash Flows Should | Include?

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|
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14.2 Capital Spending and Salvage Value

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|
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14.3 Operating Cash Flows

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|
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14.4 Changes in Net Working Capital

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|
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14.5 Making the Investment Decision

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|



Chapter 15

Raising Capital and Capital Structure

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>I FP KLQ CFK>I

OGive me a leverEO

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>I FP KLQ C

'FSB JB > IBSBO ILKD BKLRDE >KA > MI>@B QL PQ>KA >KA) PE>II JLSB QEB TL(
IO@EFJBABP

IO@EFJBABP J>V E>SB ?BBK BUMI>FKFKD QEB MLTBO LC MEVPF@>! IBSBOP
PBKQFJBKQ FP GRPQ >P >MOLMLP TEBK AFP@RPPFKD IBSBO>DB @>RPBA ?\
CFK>K@B @LIJM>KFBP ! IFQQIB IBSBO>DB FP > MLTBOCRI QEFKD >KA @LJIM>
QL AB?Q @>MFQ>| @>K RQFIFWB FQ QL DOLT > PM>OH LC FK@LJB FKQL >K F
MOLCFQ>?FIFQV 7FQE AB?Q ELTBSBO @LJBP OFPH >KA > @>MFQ>| PQOR@
TLOH CLO LKB CFOJ JFDEQ ?B MBOFILRP CLO >KLQEBO %SBK QEB P>JB @LJ!
QEOLRDELRQ FQP IFCBPM>K @>K E>SB AFCCBOBKQ KBBAP >KA >@@BPP QL
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15.1 Life Cycle of a Firm

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

IK LTKBO LC > @LIM>KV
FKSBPQFKD FK > @LIM>KV
TLOHFKD CLO ILKD ELROP T|
IFQQIB LO KL FKFQF>
@LIMBKP>QFLK

LEARNING OBJECTIVE

$BP@OF?B MLQBKQF>I PLRO@BP LC FKSBPQJBKQ CLO > DOLTFKD CFC

->KV @LIM>KFBP >0OB CLRKABA TFQE KL JLOB @>MFQ>| QE>K TE>Q > MOLMO
E>KA 3LJB TFIl RPB FKEBOFQBA JLKBV LO OBPLRO@BP P>SBA COLJ > PR@@
>KLQEBO L@@RM>QFLK ! JLOQD>DBA ELRPB FP LCQBK QEB @LII>QBO>| RPB
FKFQF>I CRKAFKD CLO > JVOF>A LC PJ>Il ?RPFKBPPBP | MOLMOFs\@aD TFII Fi
equity FK QEB CLOJ LC TLOHFKD CLO ILKD ELROP TFQE IFQQIB LO KL FKFQF>|
>P QEB CIBADIFKD ?RPFKBPP ABJ>KAP > OBFKSBPQJBKQ LC FKFQF>| MOLCFC
BJ?OVLKF@ PQ>DB J>KV PJ>Il ?2RPEKBPPBP C>FI LO PQ>DK>QB ?RQ PLJB TFI
DOLT IB>AFKD QL AFCCBOBKQ MOL?IBJP >KA KBBAP

IK LTKBO LC > PJ>ll 7RQ DOLTFKD ?RPFKBPP TFIl LCQBK C>@B QEB NRBPQFLI
NRF@HIV DOLTQE @>K ?B PRPQ>FKBA #LKPBOS>QFSB DOLTQE JFDEQ @>RF
@LIMBQFQLOP LO CLOBDLKB P>IBP COLJ @RPQLJBOP TELPB ABJ>KA @>KbQ
IDDOBPPFSB DOLTQE ABJ>KAP JLOB @>MFQ>| >KA @>K MLQBKQF>IIV IB>A QL
>KA > PQOBQ@EFKD LC OBPLRO@BP QLL QEFKIV &LOQRK>QBIV ABSBILMBA
MOLSFAB PLRO@BP LC @>MFQ>| CLO DOLTFKD ?RPFKBPPBP QL QEB MLQBK(
LTKBOP >KA KBT FKSBPQLOP

4EB CFOPQ >SBKRB CLO J>KV BKQOBMOBKBROP PBBHFKD @>MFQ>| FP > PJ>
COLJ > ?>KH "V Q>HFKD LK AB?Q CLO > KBDLQF>QBA FKQBOBPQ O>QB >KA O
P@EBARIB > @>PE ERKDOV ?RPFKBPP @>K BUM>KA TFQELRQ > OBAR@QFLH
@LKQOLI ->KV ?>KHP >IPL MOLSFAB PBOSF@BP CLO PJ>Il ?RPFKBPPBP PR@
J>K>DBJBKQ M>VOLIl >AJFKFPQO>QFLK LO ?FIl @LIB@QFLK PBOSF@BP

0>0OQF@RI>0OIV FK PBOSF@B QVMB MOLCBPPFLKP M>0OQKBOPEFMP >OB >|PI

»WVBUM>KA ?0FKDFKD FK @>MFQ>| JLOB PHFIIBA I>?LO LO ?LQE ,>TVBOP AL@
FRED @LRKQ>KQP >KA ABKQFPQP >JLKD LQEBOP >OB @LJJLK M>OQKBOPEFN

DOLTFKD @RPQLJBO ?>PB @>K Q>U QEB MOLCBPPFLK>| >KA @>MFQ>| OBPLI
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MOLMOFBQLO 3LJBQFJBP M>0QKBOP ?0FKD > AFCCBOBKQ PHFII PBQ QE>K |
MBOE>MP J>K>DFKD QEB _?RPFKBPP" BKA LC LMBO>QFLKP KA PLJB M>OQK
QL ?B _PFIBKQ' M>0QKBOP @LKQOF?RQFKD @>MFQ>| LKIV ?RQ BKGLVFKD G
PR@E >K >00>KDBJBKQ

Venture capital (VC) CFOJP >0OB > AFCCBOBKQ >SBKRB CLO PQ>0Q RMP QEBF
LRQ FKSBPQJBKQP FK VLRKD @LJM>KFBP QVMF@=>IIV J>Q@EFKD TFQE FKSE
ILLHFKD CLO > MOFS>QB BNRFQV >00>KDBJBKQ $FCCBOBKQ 6# CFOJP PMB;
QVMBP LC @LIM>KFBP >KA @>K >IPL PMB@F>IFWB FK AFCCBOBKQ PQ>DBP
DOLTQE &LO BU>JMIB PLJB CFOJP CL@RP LK QEB CFOPQ OLRKAP LC CRKAF
@>11BAAO round financing >KA PLJB MOLSF#&zanine financing QVMF@>IIV >
EV?0FA LC AB?Q QE>Q @>K MLOBKQF>IIV ?B @LKSBOQBA QL BNRFQV /QEBC
CFOJP PMB@F>IFWB LK AFPQOBPPBA @LIJM>KFBP J>HFKD FKSBPQJBKQP TF
QROKFKD >0OLRKA QEB ?RPFKBPP QL J>HB FQ >D>FK PR@@BPPCRI

IP > @LIM>KV @LKQFKRBP QL DOLT LQEBO >SBKRBP LC @>MFQ>| ?2B@LJB M
"LKAP @>K ?B FPPRBA BFQEBO QEOLRDE > MOFS>QB MI>@BJBKQ QL I>ODB |
QVMF@>IIV MBKPFLKP BKALTJBKQP LO PFJFI>0 FKSBPQJBKQ CRKAP LO MF
2LKA FPPR>K@B FK QEB 53 OBNRFOBP OBDFPQO>QFLK TFQE QEB 3%# >KA F
RKABOTOFQQBK ?V FKSBPQJBKQ ?>KHP LCQBK >P M>0Q LC > PVKAF@>QB L

7EFIB PE>OBP LC PQL@H @>K ?B MOFS>QBIV MI>@BA > JFIBPQLKB CLO 1>0D
@LJIBP TEBK QEBFO PE>OBP >0OB CFOPQ OBDFPQBOBA TFQE QEB 3%# LO LQ
LRQPFAB QEB 53 >KA LCCBOBA CLO MR?IF@ P>IB QEOLRDEIRilADL@BPP @>I|
public offering (IPO) 3FK@B QEB @LPQ LC JBBQFKD OBDRI>QFLKP FK@IRAFK
NR>0QBOIV OBMLOQP @>K ?B MOLEF?FQFSB > @LOMLO>QFLK KBBAP > @B
J>QROFQV QL J>HB > PR@@BPPCRI )0/ > MLPPF?FIFQV !CQBO _DLFKD MR?IF(
?EgéiSJEBfQEBFBKHVLLF;QKD LQEBO B>OIV FKSBPQLOP @>K JLOB B>PFIV BUFQ QEBFO LTKBOPEFM MLPFG
@LIM>KEBP QUME@>IIV 1>0@EPRINRFOBA ELIAFKD MBOFLA !Q QEFP PQ>DB QELRDE OBI>QFSBIV J>QROB

TEQE FKSBPQLOP TEL >OB Il LRE¥HI DOLT >Q > C>PQ M>@B ?RQ E>P >@@BPP QEOLRDE J>KV AFCCBOBKQ !
CLO > MOFS>QB BNRFQV
>00>KDBJBKQ

4EB B>OIFBPQ OLRKAP LC SB KEY TAKEAWAYS
CRKAFKD

6BKQROB CRKAFKD >CQBO QEB X OOLMOFBQLOP >KA M>0QKBOP PRMMIV QEB @>MFQ>I CLO SBOV VLRK
B>OIFBPQ OLRKA LC SBKQROB LCQBK FK QEB CLOJ LC _PTB>Q" BNRFQV

igfégg gé'\ﬁ%i'é\g;g\ézﬁ\fﬁé%( ">KH IL>KP >KA SBKQROB @>MFQ>| CRKAFKD @>K ?0FKD FK @>MFQ>|
@LKSBOOBA OL BNRFOV DOLTFKD ?RPFKBPP

X OR?IF@ FPPRBP LC ?LKAP >KA PQL@HP >0B QEB PLRO@BP LC @>MFQ:
7EBK PE>OBP LC > @LOMLO>QFLK @LIM>KFBP

>0OB CFOPQ OBDFPQBOBA TFQE QEB

3%# LO LQEBO >RQELOFQV
LRQPFAB QEB 53 >KA LCCBOBA CLO
MR?IF@ P>IB

,FCB#V@IB LC > &FOJ
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EXERCISES

&O>K@BP LTKP > ?>HB PELM ! KBT ABPPBOQ EB OB@BKQIV ABSBILMB/
JBBQFKD TFQE DOB>Q @RPQLJBO ABJ>KA >KA EB TLRIA IFHB QL @LKP
BUM>KAFKD EFP LMBO>QFLKP #LKQO>PQ PLJB CFK>K@FKD MLPPF?FII
&0O>K@BP AFP@RPPFKD TEF@E FP JLPQ CB>PF?IB

,FCB#V@IB LC > &FOJ
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15.2 Leverage

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

4EB BCCB@Q FK TEF@E AB?Q

LEARNING OBJECTIVES

%UMI>FK QEB BCCB@QP LC IBSBO>DB LK S>OF>?FIFQV LC OBQROKP
$BCFKB >KA @>I@RI>QB ABDOBB LC LMBO>QFKD IBSBO>DB >KA ABDOE
CFK>K@F>| IBSBO>DB

4?27?70 ,840B,9?7> 7. ;@7 .:@7?, 708:9,/0 >?,9/ ?:?,60,/A,9?,20 :1 ?30 3:? B0,?30= &3
3,> 4930=:422D -,96 B4?3 B34.3 ?: -@D >@;;740> &30 0C;0.7> ?: -0 ,-70 ?: >077 ?
,8:@97:1708:9,/01:= 1:=,94.0 ;=:14? @7?>3069:B>?3,?>30..@7/>077 0A09
708:9,/0 41 >30 ..@7/,11:=/ ?: -@D 8:=0 >@;;740> >: >30 ,>6> 30=8:?30=1:=,7:9:1
"B B4?3 :1>@;; 740> >30.,9 2090=,70 B:=?3:1>,70> 1?0=;D492 -,.6 30= 8:?3
>30K77 3,A0 701? 1:=,;=:14?:1

(91:=72@9,?07D 742?70 ,840 3,> 20==4-70 7@.6 ,9/ , >@880= ?23@9/0=>7:=8 =:,=> %
90423-:=3::/ >.,220=492 30=>@;:740> ,9/ =@49492 30=;=:/@.? &303,/:97D>7/ B
708:9,/0 -01:=0 230 >?:=8 97?0,=> >30:110=>?30 ?: 30= 8:?30= 69:B492 ?3,? >30
7:>?30=:B9 ,9/.,9K? 0A09 =0?@=9 B3,? >30 -:==:B0/ '30 7:A492 8:?30= .:9>:70> 3(
/,@23?0=,9/ 2077> 30= 73,2 >30 .,9 ?=D ,2,49 B309 230 B0,?30= ?@=9> -0??20=

JFQQIB *>JFB E>P IB>OKBA PLJB FIMLOQ>KQ IBPPLKP COLJ QEFP BUMBOFBK(
QE>KHCRIIV EBO JLQEBO FP JLOB DBKBOLRP QE>K JLPQ ?>KHP TLRIA ?B  4E
QE>Q ?V ?LOOLTFKD JLKBV PEB E>P QEB MLQBKQF>I CLO > I>ODBO OBT>0A
@>MFQ>l MOLCFQSP MOLCFQ 4EB PB@LKA IBPPLK FP QE>Q KLQ BSBO
BU>@QIV QL MI>K IB>AFKD QL QEB QEFOA IBPPLK TEBK QEB ?RPFKBPP T>P |
ILPQ JLOB JLKBV ?B@>RPB PEB ?LOOLTBA )C PEB E>A LKIV RPBA EBO LTK JL}
TLRIAE>SB LKIV ILPQ EBO FKSBPQJBKQ IBPP QEB PEB QLLH FK ?BCLOB (
3FK@B PEB ?LOOLTBA PEB ILPQ EBO BKQFOB FKSBPQJBKQ MIRP JLPQ LC EE
2LLQ AB?Q ELIABOP ?>00FKD J>QBOK>I ILSB E>SB @I>FJP QL QEB JLKBV ?B
BNRFQV ELIABOP 4EFP BCCB@Q FK TEF@E AB?Q FK@OB>PBP QEB S>OF>7F
OBQROKP TBlg@eiage

FK@OB>PBP QEB S>OF>?FIFQV LC

MLQBKQF>I OBQROKP
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,BSBO>DB FPKbQ LKIV @>RPBA ?V AB?Q >KV QFJB TB Q>HB LK CFUBA @LPQF
OFPH )C TB MRO@E>PB > KBT J>@EFKB QE>Q FP >?IB QL J>HB LRO MOLAR@!
TB KBBA QL ?B @BOQ>FK QE>Q TBbll PBIl BKLRDE MOLAR@Q QL J>HB QEB MR
TLOQETEFIB )C TB PBII JLOB QEBK QEB >AABA BCCF@FBK@V TFIl FK@OB>PE
MOLCFQ /O TB JFDEQ @ELLPB QL ?RFIA LRO LTK T>OBELRPB O>QEBO QE>K \
PM>@B )C ?RPFKBPP AOLMP TBbll ?B PQR@H TFQE >K BJMQV T>OBELRPB ?
T>OBELRPB M>VJBKQP 4VMF@>IIV TB @>Il QEFP IBSBO>DB @>RPBA ?V CFUB
LMBO>QFbpétating leverage >P LMMLPBA QL IBSBO>DB @>RPBA ?V ?LOOLTFK
TEF@E TB @inHncial leverage 4EB CFOJbP QLQ>I IBSBO>DB FP > @LJ?FK>QFL
QTL

<@,?4:9 02=00:1#,0=,7492 0A0=,20

O BOH-I&#*5
0O BOH-IB AWOFT

YoHHP® FBUCH RFBH-

<@,?4:9 02=00:1 49,9.4,7 0A0=,20

0O BOHIO FIAPNF
O BOHI&#*5

YH-5HPG BADBY RFBH-

<@,?4:9 02=00:1"?,7 0A0=,20
0O B0 FIAPNF

0O BOH-ICB AWFOFT
YdHHIHP® FBUAH RFEBH- m Y 3G

KEY TAKEAWAYS

X ,BSBO>DB FK@OB>PBP MLQBKQF>I D>FKP >KA MLQBKQF>I ILPPBP
X IMBO>QFKD IBSBO>DB FP @>RPBA ?V |>ODB CFUBA @LPQP
X &FK>K@F>1 IBSBO>DB FP @>RPBA ?V FKQBOBPQ M>VJBKQP ARB QL AB

YH-5HG PBM RVFBH-

,BSBO>DB @>RPBA ?V CFUBA @LPQP
LC LMBO>QFLKP

,BSBO>DB @>RPBA ?V ?LOOLTFKD

,BSBO>DB
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EXERCISES

| I>K>DBO ?BIFBSBP QE>Q EBO @LJIM>KV TFIl AL BUQOBJBIV TBII FK QEI

RM@LJFKD VB>0O PROM>PPFKD LQEBOPb BUMB@Q>QFLKP 3ELRIA PEE

AB@OB>PB EBO IBSBO>DB

| CFOJ ?BIFBSBP QE>Q FC P>IBP FK@OB>PB ?V QEBFO %")4 TFIl FK@C
7E>Q FP QEBFO ABDOBB LC LMBO>QFKD IBSBO>DB

| CFOJ ?BIFBSBP QE>Q FC P>IBP FK@OB>PB ?V QEBFO .BQ )K@LJB TF

FK@OB>PB ?V 7E>Q FP QEBOB ABDOBB LC QLQ>I IBSBO>DB

,BSBO>DB



#E>MQBO  2>FPFKD #>MFQ>| >KA #>MFQ>l 3QOR@QROB

15.3 Capital Structure

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVE

%UMI>FK TEV @>MFQ> PQOR@QROB AB@FPFLKP FKCIRBK@B CFOJ S:

4EB JFU LC AB?Q >KA BNRFQV QE>Q > CFOJ RPBP QL CFK>K@B FQP LMBO>QF
capital structure  4EB JLOB AB?Q BJMILVBA QEB JLOB IBSBO>DB > CFOJ TFII E>
>KA QEB I1>0DBO QEB MLQBKQF>I S>OF>QFLK FK B>OKFKDP CLO PE>OBELIAB
LQEBO C>@QLOP FKSLISBA TEF@E @>K >IPL >CCB@Q TE>Q FP QEB LMQFJ>|
> CFOJ

4EB I>0DBPQ C>@QLO TFIl ?B QEB CFOJbP @LKCFABK@B FK ?BFKD >?IB QL J:
M>VJIBKQP $FCCBOBKQ ?RPFKBPPBP IBKA QEBJPBISBP QL SBOV AFCCBOBKC
| @LIM>KV TFQE > PQB>AV @RPQLJBO ?>PB 1>0DB >JLRKQP LC CFUBA @>MF
DLLA @LII>QBO>l >KA FKPBKPFQFSFQV QL QEB ?RPFKBPP @V@IB >KA LQEB(
>[I TFIl MLFKQ QL > @LIM>KV E>SFKD QEB @>M>@FQV CLO JLOB AB?Q 4EB M
@LIM>KV TLRIA ?B > RQFIFQV @LIJM>KV OBSBKRBP TFIl ?B SBOV PQB>AV PF
CFK>K@F>IIV PQO>MMBA @RPQLJBOP ALKbQ T>KQ QL COBBWB FK QEB TFKG
RK@BOQ>FK EFDEIV S>OF>?IB OBSBKRBP LO > I>@H LC DLLA @LII>QBO>| TFI
O>FPB >P JR@E AB?Q CFK>K@FKD

IKLQEBO HBV C>@QLO FP QE>Q FKQBOBPQ M>FA LK AB?Q FP Q>U ABAR@QF
)C >Il BIPB TBOB BNR>I @LJM>KFBP TLRIA MOL?>?IV @ELLPB QL @>00V JLOB
AB?Q ?B@>RPB LC QEB Q>U ?BKBCFQP

4LL JR@E AB?Q ELTBSBO >KA QEB @LPQP LC >AAFQFLK>I AB?Q @>K LRQTBI
?BKBCFQP P AB?Q IBSBI FK@OB>PBP PL ALBP QEB @LPQ LC AB?Q QE>Q FKS
FK EFDEBO BUMB@QBA VFBIAP 4EB >AABA OFPH FP >IPL > C>@QLO CLO BNR
IBSBO>DB JRIQFMIFBP QEB PVPQBJ>QF@ OFPH LC > @LIM>KV @>RPFKD FK¢
EFDEBO OBQROK LK BNRFQV OLQBKQF>I CFK>K@F>I AFPQOBPP @>K >IPL @

4EB JFU LC AB?Q >KA BNRFOV@REDLIBOP TEL T>KQP QL ?RV > @>0 TFQE > T>00>KQV FC QEB @LIM>KV T
> CFOJ RPBP QL CFK>K@B AQP

LMBO>QFLKP
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QL ?>@H FQ RM LO PRMMIFBOP TFIl QEB @LJM>KV ?B >?I1B QL M>V CLO QEB ¢
OB@BFSBA

)K QEBLOV BSBOV MOLGB@Q PELRIA ?B BS>IR>QBA TFQE > 7!## RPFKD > @>
RQFIFWFKD @LPQP LC @>MFQ>l QE>Q OBCIB@Q QEB OFPHP LC QEB MOLGB
QEB @>MFQ>| PQOR@QROB QE>Q FP TBFDEQP RQFIFWBA FK QEB @>I@RI>
OBCIB@Q QEB LMQFJ>I JFU CLO QEB J>ODFK>l @>MFQ>I OBNRFOBA CLO QEE
JLPQ CFOJP ABQBOJFKB QEBFO Q>0DBQ @>MFQ>I PQOR@QROB ?>PBA LK Q
QEB CFOJbP LMBO>QFLKP >KA LKIV @LKPFABO QEB BCCB@QP LC PMB@FCF
OBI>QFSBIV [>ODBO FK P@>IB CLO BU>JMIB FC > I>0DB @>MFQ>l MRO@E>P!
@LII>QBO>I QE>Q TLRIA C>@FIFQ>QB JLOB AB?Q

KEY TAKEAWAYS

X 3FK@B AB?Q FP QVMF@>IIV Q>U ABAR@QF?IB FK >AAFQFLK QL E>SFKI
LC @>MFQ>I QEBOB FP > ?BKBCFQ QL E>SFKD PLJB AB?Q

X 1P AB?Q FK@OB>PBP QEB @E>K@B LC ?>KHORMQ@V @>RPBP QEB @L
>KA BNRFQV QL OFPB

EXERCISE

)C QEBOB T>P > WBOL @E>K@B LC > CFOJ BSBO DLFKD ?>KHORMQ TE:
QEB IFHBIV IBSBI LC AB?Q BJMILVBA ?V QEB CFOJ

#>MFQ>| 3QOR@QROB
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15.4 Choosing the Optimal Capital Structure

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

$BP@OF?B QEB MOL@BPP LC ABQBOJFKFKD QEB LMQFJ>I @>MFQ>| P
'FSBK @LPQP LC @>MFQ>| CLO S>OFLRP @>MFQ>| PQOR@QROBP ABG
LMQFJ>l @>MFQ>l PQOR@QROB CLO > CFOJ

0OFJ>OFIV QEB @ELF@B LC @>MFQ>I PQOR@QROB >CCB@QP QEB @LPQ LC
@LIMLKBKQP LC 7'## /K QEB TELIB @LJM>KFBP QBKA QL >SLFA QEB BUQOB.
LC AB?Q QE>Q @>K E>SB AO>PQF@ FKCIRBK@B LK LMBO>QFKD @>PE CILTP
AFPQOBPPBA @LJM>KFBP AL TB KBBA QL @LKPFABO PFDKFCF@>KQ @E>KDI
4EBOBCLOB QEB AB@FPFLK LK LMQFJFWFKD @>MFQ>I PQOR@QROB FP OBI
COLJ @>MFQ>| RADBQFKD AB@FPFLKP

SMB@FCF@>1IV FQ FP > DL>| LC CFK>K@F>| J>K>DBOP QL @ELLPB > @>MFQ>
JFKFIJFWBP 7'## TEF@E TFIl FK QROK J>UFJFWB QEB S>IRB LC QEB CFOJ 3F
7'## FP QEB ?>PFP CLO AFP@LRKQFKD RPBA FK CFKAFKD QEB .06 LC MOLGB(
O>QB TFQE TEF@E )22 FP @LIJM>0OBA > ILTBO 7!## TFlIl FK@OB>PB QEB S>IRE
@LKSBKQFLK>I MLPFQFSB .06 MOLGB@QP >KA @>RPB PLJB @LKSBKQFLK>I
TBOB LOFDFK>1IV OBGB@QBA QL @OLPP QEB QEOBPELIA FKQL S>IRB >AAFKI

#LKPFABO QEB CLIILTFKD MOLGB@QFLKP ?V CFK>K@F>1 J>K>DBOP >Q CFOJ

4>?1B  #LPQ LC #>MFQ>| OOLGB@QFLKP

% debt| cost of debt | after-tax cost of debt | % equity | cost of equity | WACC
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% debt

cost of debt

after-tax cost of debt

% equity

cost of equity

WAC(Q

IPPRJFKD CFOJ 89:bP Q>U O>QB QL ?B
B>@E IBSBI LC AB?Q >KA BNRFQV TB @>K PBB QE>Q 7!## FP JFKFJFWBA >Q >
AB?Q BNRFQV JFU "BILT QEFP JFU TB >OBKbQ RQFIFWFKD BKLRDE LC QEB @
17LSB QEFP IBSBI QEB FK@OB>PBA @LPQP LC ?LQE AB?Q >KA BNRFQV @>RF

>P TB >AA JLOB AB?Q QL QEB JFU

)K MO>@QF@B TB >0B O>OBIV >?IB QL MOB@FPBIV HKLT TE>Q QEB @LPQ LC
LRO @LIM>KV >Q PMB@FCF@ IBSBIP LC AB?Q 7B @>K @OB>QB BPQFJ>QBP
L?PBOSBA @LPQP >Q LQEBO @LIJM>KFBP ?RQ PELOQ LC QOVFKD > KBT @>N
FIMLPPF?IB QL HKLT CLO @BOQ>FK TE>Q QEB MOB@FPB 7!## TFIl ?B

KEY TAKEAWAY

X 4EB LMQFJ>l @>MFQ>I PQOR@QROB FP QEB LKB QE>Q J>UFJFWBP CFC

JFKFIFWEKD 7!##

#ELLPFKD QEB /MQFJ>| #>MFQ>I 3QOR@QROB

>KA DFSBK QEB MOLGB@QBA @LPQ}
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EXERCISE

7E>Q FP QEB LMQFJ>! IBSBI LC AB?Q DFSBK QEB CLIILTFKD MOLGB@

71## S>IRBP
AB?Q Tl
AB?Q  Ti##
AB?Q  Ti##
AB?Q  Ti##
AB?Q  Ti##
AB?Q  Ti##
AB?Q  T7i#
AB?Q  Ti##
AB?Q Tl

#ELLPFKD QEB /MQFJ>| #>MFQ>I 3QOR@QROB
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15.5 The Bigger Picture

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

$BP@OF?B ELT @>MFQ>I PQOR@QROB AB@FPFLKP @>K FKCIRBK@B C
%UMI>FK PLIB BOQEF@>I @LKPFABO>QFLK PROOLRKAFKD @>MFQ>I PQ
AB@FPFLKP

7EFIB QEBOB FP MLQBKQF>I QL FK@OB>PB > CFOJbP S>IRB ?V QTB>HFKD QE!
PQOR@QROB JLPQ J>K>DBOP ?BIFBSB QEB ?RIH LC S>IRB >AABA OBPRIQP T
MOLMBO @>MFQ>| ?RADBQFKD AB@FPFLKP .BSBOQEBIBPP FQ FP FIMLOQ>|
QO>ABLCCP FKSLISBA FK >AAFKD JLOB CFK>K@F>I IBSBO>DB

Ethical Considerations

,BSBO>DB @OB>QBP OFPH >KA PLJB TLRIA >ODRB QE>Q CFOJP FK DBKBO>I
QLL JR@E 3FK@B J>KV PQ>HBELIABOP >OB >ASBOPBIV >CCB@QBA TEBK > C
?2>KHORMQ@V FQ PBBJP QE>Q @>RQFLK PELRIA ?B MO>@QFPBA TEBK ABQE
AB?Q @>K ?B P>CBIV RQFIFWBA )K PLJB @RIQROBP QEB SBOV MO>@QF@B |
FKQBOBPQ FP @LKPFABOBA FJJLO>l >KA @>K BSBK ?B FIIBD> KB@BPPFQ>
LC BNRFQV CFK>K@FKD

)C > J>K>DBO FP @LIJMBKP>QBA CLO LRQMBOCLOJ>K@B LKIV QEBV JFDEQ E
QL Q>HB LK QLL JR@E IBSBO>DB #LKPFABO >K BUQOBJB @>PB LC > J>K>DBC
CFOBA FC QEB CFOJ RKABOMBOCLOJP ?RQ TFIl 7B @LIMBKP>QBA MLPFQFSI
ABDOBB LC LRQMBOCLOJ>K@B PELRIA QEB CFOJ BU@BBA BUMB@Q>QFLKP

J>DKFCV ?LQE QEB D>FKP >KA ILPPBP QEB J>K>DBO J>V PBBH EFDEBO IBSB(
DOB>QBO OBT>0OAP FC QEB CFOJ E>P > DLLA VB>0 )C QEB CFOJ E>P > MLLO"
TFIl @>RPB > TLOPB OBPRIQ ?RQ BFQEBO T>V QEB J>K>DBO @>K LKIV ?B CF(

IKLQEBO @LK@BOK TFQE IBSBO>DB FP QE>Q CFOJP @>K BIJMILV PQO>QBDFI
QEB QORB ABDOBB LC IBSBO>DB BJMILVBA 3Q0>QBDFBP QL JLSB AB?Q LCC
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PEBBQ" @LRIA MLQBKQF>IIV JFPIB>A FKSBPQLOP >P QL QEB ABDOBB LC OFPI
PBBH QLL ILT LC > OBQROK

KEY TAKEAWAY

X ,BSBO>DB >AAP OFPH QL > @LIM>KV PL QEB BQEF@>| J>K>DBO KBBAP
@LKPFABO TE>Q FP JLPQ >MMOLMOF>QB CLO QEB >Il QEB PQ>HBELIAE

EXERCISE

' J>K>DBO ?BIFBSBP QE>Q EBO @LJM>KV TFIl AL BUQOBJBIV TBII FK QEI
RM@LJFKD VB>0O PROM>PPFKD LQEBOPb BUMB@Q>QFLKP )C PEB FP ~
ELTBSBO >AABA IBSBO>DB @LRIA @>RPB QEB @LJM>KV QL BKQBO CF
AFPQOBPP FK > VB>0 LC MLLO MBOCLOJ>K@B 7E>Q BQEF@>| @LKPFA
PELRIA ?B @LKPFABOBA

4EB "FDDBO OF@QROB
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15.6 End-of-Chapter Problems

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|

End-of-Chapter Exercises



Chapter 16
Dividend Policy

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>I FP KLQ CFK>I



#E>MQBO $FSFABKA OLIF@V

16.1 Dividend Basics

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I



#E>MQBO $FSFABKA OLIF@V

16.2 Dividend Policy

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I



#E>MQBO $FSFABKA OLIF@V

16.3 Other Forms of Dividends

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I



Chapter 17

Cash and Cash Conversion Cycle

Cash is King

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ C

$ROFKD QEB CFK>K@F>I @OFPFP LC  J>KV LC QEB SBOV TB>IQEV TBOB ALF
RKQEFKH>?IB QEBV TBOB CIVFKD @LJJBO@F>| )KPQB>A LC Q>HFKD QEB MC
LO -LK>@L QEB TB>IQEV TBOB >OOFSFKD QTL ELROP B>OIV CLO CIFDEQP >K
PB@ROFQV GRPQ IFHB RP @LJJLKCLIH 4EB OF@E TBOB OBAR@FKD PMBKA
>P TBIl IRUROV @>0 P>IBP TBOB ALTK >P TBOB S>@>QFLK ELJB P>IBP >KA M
>0Q >KA @LIB@Q>?IBP 4EB >CCIRBKQ TBOB ILLHFKD CLO _?>OD>FKP" 7EV F
JB>PROBP >JLKDPQ QELPB TELPB >PPBQP TBOB S>IRBA FK QEB JFIIFLKP 4EE
CFK>K@F>! J>OHBQP >KA QEB AB@IFKB FK OB>| BPQ>QB S>IRBP >JLKD LQEE
> PFQR>QFLK LC E>SFKD TB>IQE LK M>MBO ?RQ I>@HFKD IFNRFA >PPBQP Q

#>PE CILT FP FIMLOQ>KQ FK ?RPFKBPP QLL 'PPBQP LK CFK>K@F>| PQ>QBJE
QO>KPI>QB FKQL JLKBV >S>FI>?IB QL M>V TLOHBOP LO PRMMIFBOP 4EB CFK:
FQP QLII LK J>KV @LIJM>KFBP >P TBII >KA IBA QL ?>KHORMQ@FBP CLO I>0DB
>P ,BEJ>K "OLQEBOP 'BKBO>| -LQLOP >KA #)4 'OLRM )K@ #>PE J>K>DBJBKQ |
PBB P>T QE>Q @LIJM>KFBP KBBA QL ?>I>K@B ?BQTBBK HBBMFKD @>PE LK E>
FKSBPQFKD FK >PPBQP 4EBV KBBA BKLRDE @>PE QL ?B IFNRFA BKLRDE QL |
MIB>PB @OBAFQLOP ?RQ ABJ>KAFKD QLL JR@E @>PE COLJ FKSBPQLOP @>
CFK>K@FKD @LPQP )K QEFP @E>MQBO TB AFP@RPP QEB @>PE CILT LC > CF
>KA ABP@OF?B QB@EKFNRBP QE>Q @>K ?B RPBA QL CLOB@>PQ CRQROB @
KBBA
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Financial Planning

LEARNING OBJECTIVES

$BP@OF?B > @LOMLO>QB CFK>K@F>I MI>K
$FPQFKDRFPE >KA BUMI>FK QEB AFCCBOBK@B ?BQTBBK PELOQ QBOJ
QBOJ MI>KP

0OLMBO CFK>K@F>I MI>KKFKD FP HBV QL >KV CFK>K@F>| J>K>DBObP PR@ @
MI>KKFKD FP > MOL@BPP FKSLISFKD >K>IVW>QFLK LC QEB BUFPQFKD PQ>Q!
>KA > OB>IFPQF@ BPQFJ>QFLK LC QEB CRQROB #LIJM>KFBP OBSFBT @ROOE
FK@LJB >KA P>IBP >KA QOV QL BPQFJ>QB MLQBKQF>I LMMLOQRKFQFBP >KA
>K>IVPFP FP @LJMFIBA FKQL > CFK>Ki@FReialiptaa | FP >K BS>IR>QFLK LC >
@LIM>KVbP @ROOBKQ CFK>K@F>I PQ>QB >KA > MOLGB@QFLK CLO QEB CRC(
>OB BFQEBE? 20=@LSBOFKD > | VB>0 MBGR2DEQVMF@>IIV QTL QL QBK
VB>OP ->KV @LIJM>KFBP >KA RKFSBOPFQFBP >KA KLK MOLCFQP >KA LQEBO
MI>K >KA RMA>QB FQ >P KBBABA 7FQELRQ > PLIFA CFK>K@F>I MI>K > KBT M
>AAFQFLK J>V KLQ @LJB QL CORQFQFLK

4EBOB >0OB QTL @LIMLKBKQP QL @LOMLO>QB CFK>K@F>| MI>KKFKD MI>KKF
>KA MI>KKFKD CLO MOLCFQP 4EB CFOPQ PQBM FP @>PE ?RADBQ MI>KKFKD
HFKD ! DLLA @>PE ?RADBQ ?B@LJBP QEB CLRKA>QFLK CLO > MOLCFQ MI>K
FP MI>KKFKD CLO MOLCFQP 4EB MOLCFQ MI>K FKSLISBP MOL CLOJ> PQ>QBJ
PQ>QBJBKQ FP MOLGB@QBA CFDROBP CLO > @LIM>KV QL RPB FK QEB CFK>
MOL@BPP 00L CLOJ> PQ>QBJBKQP OBNRFOB JLOB FK ABMQE >K>IVPFP >KA
PBM>0>QB @E>MQBO )K QEFP @E>MQBO TB CL@RP LK @>PE 4EBOB >0OB J>
TFQE @>PE >KA FQP J>K>DBJBKQ 7B ?BDFK EBOB TFQE @>PE ?RADBQFKD

KEY TAKEAWAYS

X I CFK>K@F>1 MI>K FP >K >PPBPPJBKQ LC > @LIM>KVbP @ROOBKQ CFK:
PFQR>QFLK >KA > MOLGB@QFLK LC QEBFO CRQROB PFQR>QFLK

X 3ELOQ QBOJ MI>KP >0OB ] VB>OP >KA ILKD QBOJ MI>KP >0B QVMF@>I11V
VB>0P

'K BS>IR>QFLK LC > @LIM>KVbP
@ROOBKQ CFK>K@F>I PQ>QB >KA >

MI>K CLO QEB CRQROB
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EXERCISES

7EV ALBP > @LIJM>KV KBBA > CFK>K@F>I MI>K

)JK TE>Q T>VP FP > @LOMLO>QB CFK>K@F>I MI>K PFJFI>0 QL > MBOPLK
MI>K $L VLR E>SB > MBOPLK>I CFK>K@F>I MI>K )C KLQ AL VLR E>SB M|
@OB>QB LKB
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17.1 Cash Budgets

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

IPLRO@B LC @>PE LO >K FK
FK QEB @LIM>KVbP @>PE ?

!RPB LC @>PE LO > AB@OB
QEB @LIJM>KVbP @>PE ?>I>

LEARNING OBJECTIVES

$BP@OF?B > @>PE ?RADBQ >KA FQP @LJMLKBKQP

$FPQFKDRFPE >KA BUMI>FK QEB AFCCBOBK@B ?BQTBBK @>PE FKCILT
LRQCILTP

YABKQFCV QEB M>0QP LC > P>IBP CLOB@>PQ

#OB>QFKD > @>PE ?RADBQ FP > T>V CLO > CFOJ QL BPQFJ>QB FQP PELOQ Q!
>KA BUMBKAFQROB OBNRFOBJBKQP 4VMF@>IIV @>PE ?RADBQP >OB CLO > |
RPR>IIV AFSFABA FKQL JLKQEP QL @>MQROB QEB PB>PLK>IFQV BUMBOFBK(
2RPFKBPPBP *RPQ IFHB >K FKAFSFAR>I TLRIA T>KQ QL MI>K CLO EFDEBO EB:
TFKQBO > ?RPFKBPP TLRIA T>KQ QL MI>K CLO PB>PLK> CIR@QR>QFLKP PR(
CLO PKLT?ILTBOP FK QEB PRJJBO ! @>PE ?RADBQ FP SBOV AFCCBOBKQ COL
PQ>QBJBKQ

Cash Inflows and Outflows

IKV @>PE @LJFKD FK QL QEB @LJbasK\hA&w CLO QEB P>HB LC @LKPFPQBKA(
>KA QL >SLFA BOOLOP TB TFIl >IT>VP RPB MLPFQFSB KRJ?BOP QL OBMOBPBI
@>PE IB>SFKD QEB @LJVcast batfiow >KA TFII 2B OBMOBPBKQBA ?V > KBD>Q
KRJ?BO 3FJMIV MRQ FKCILTP >0OB PLRO@BP LC @>PE TEFIB LRQCILTP >OB F

7EBK > @LIM>KV M>VP FQP >ASBOQFPFKD ?FIl FQ FP > @>PE LRQCILT 7EBK
OB@BFSBP M>VJBKQ COLJ > @RPQLJIBO FQ FP > @>PE FKCILT /QEBO >@@L
QOF@HFBO &LO BU>JMIB FC > CFOJbP >@@LRKQP M>V>?IB FK@OB>PBA ?V
FKCILT )C FKSBKQLOV FK@OB>PBA LSBO QEBVB>0?V  QEB @E>KDB TLR
>KA >K LRQCILT LC @>PE ,BQbP PQ>0Q TFQE QEB PRJJ>OV ?BILT

@OB>PB

>I>K@B

>PB FK
K@B
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#>PE "RADBQP

422@=0 C,8;70>:1 ,>3 917:B> 9/ #@?17:B>

#>PE9.=0,>1:@ @RO >KVQFJB VLR/E=BB-6FK >K\+>020 >K9.=0,>BK

74,-474240F FP QEFP )C >KV LC VLRO >PPBQP AB@OB>PB CLO BU>JMIB >@@|
OB@BFS>?IB LO FKSBKQLOV QEFP JB>KP QE>Q @>PE E>P ?BBK COBBA RM G
FKPQB>A LC ?BFKD QFBA RM >P 12 LO FK FKSBKQLOV )K BPPBK@B TB MRQ JL
> @>PE FKCILT >KA > E>SB > AB@OB>PB FK LRO >PPBQ #LKSBOPBIV > @LJ\
2>1>K@B.=0,>0>@>PE LRQCILT FC QEB@B-PR-BK >KV LC FQP >PPBQP )C >@@!
OB@BFS>?IB LO FKSBKQLOV FK@OB>PBP QEBK QE>Q FP JLOB JLKBV EBIA >F
QEBOBCLOB IBPP JLKBV EBIA >P @>PE 3L QEB @LJM>KVbP @>PE ?>I>K@B AE

7FQE IF>?FIFQFBP QEB LMMLPFQBER OBRBKWY,-474?R@E >P >@ @LRKQP
M>V>?IB OBPRIQPAH ZRC @>PE )K LQEBO TLOAP FC >@@LRKQP M>V>?IB FK
QE>K QE>Q JB>KP TB AFA KLQ M>V >P JR@E LK LRO M>V>?IBP >KA QEBOBCLC
ELIAFKD JLOB @>PE )C >@@LRKQP M>V>?IB AB@OB>PBP QEBK TB E>SB > @
?B@>RPB TB RPBA @>PE QL M>V LRO M>V>?IBP 00LCFQ FP > ?FQ B>PFBO 3L
@>K PRJ FQ RM FK LKB PBKQBK@B 'KV MOLCFQ FP > @>PE FKCILT >KA >KV Il
LRQCILT
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KEY TAKEAWAYS

#>PE J>K>DBJBKQ FP SFQ>I QL QEB EB>IQE LC >KV @LIM>KV ! @>PE ?RAD
SFQ>I QLLI FK @>PE J>K>DBJBKQ >P FQ EBIMP TFQE > @LIM>KVbP CFK>K(
MI>KKFKD ?LQE PELOQ QBOJ >KA ILKD QBOJ

X | @>PE ?RADBQ FP >K FIMLOQ>KQ QLLI FK CFK>K@F>I MI>KKFKD

X +BV FK >@@R0O>QB MOBAF@QFLK LC > @>PE ?RADBQ FP QEB P>IBP CL
LQEBO BUQBOK>| LO FKQBOK>| S>OF>?IBP

X #>PE FKCILTP >OB MLPFQFSB @>PE LRQCILTP >OB KBD>QFSB

EXERCISES

#I>PPFCV QEB CLIILTFKD @>PE CILTP >P > @>PE FKCILT LO @>PE LR
3>IBP

%IB@QOF@ 3RMMIFBO FKSLF@B

JLOQD>DB

M>VJBKQ COLJ ?FDDBPQ @RPQLJBO

#OB>QB >K FKQBOK>| @>PE ?RADBQ ?>PBA LK QEB CLIILTFKD
FKCLOJ>QFLK

3>IBP

2BKQ

$BMOB@F>QFLK
|@@LRKQP 2B@BFS>?IB

@@LRKQP 0>V>?IB

#>PE "RADBQP
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17.2 Net Working Capital Basics

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

JABKQFCV TLOHFKD @>MFQ>| >KA TEV TLOHFKD @>MFQ>| FP KBBABA
%UMI>FK AFCCBOBKQ PQO>QBDFBP CLO ABQBOJFKFKD QEB IBSBI LC 1

2BI>QBA QL @>PE FP KBQ TLOHFKD @>MFQ>| .BQ TLOHFKD @>MFQ>| FP KLQ
?RQ FKPQB>A QEB AFCBOBK@B ?BQTBBK TE>Q TB @ROOBKQIV LTB >KA TE>(
LTK 4EBPB >0OB LRO FJIBAF>QB PLRO@BP >KA RPBP LC @>PE 4L PBB FC TB (
?FIIP TB KBBA QL J>K>DB LRO @ROOBKQ >PPBQP >KA IF>?FIFQFBP >P QEBPE
TFQEFK >VB>0 7LOHFKD @>MFQ>| J>K>DBJBKQ FP QEB @OB>QFLK LC >TLO
MLIF@V >KA QEB A>V QL A>V J>K>DBJBKQ LC @>PE FKSBKQLOFBP OB@BFS:
>KA M>V>?IBP >KA FP > |>0DB M>0Q LC > CFK>K@F>| J>K>DBObP GL? )Q FK@
ABQBOJFKFK>QFLK LC QEB IBSBI LC B>@E LC QEBPB FQBJP >KA >IPL QEB CFl
FQBJP 7LOHFKD @>MFQ>I MLIF@V FIM>@QP > CFOJbP ?>I>K@B PEBBQ CFK:
MLPPF?IV @OBAFQ O>QFKD "RPFKBPPBP OFPH ABC>RIQFKD FC QEBV ALKbQ
M>V QEBFO AB?QP

Net working capital FP QEB AFCCBOBK@B ?BQTBBK @ROOBKQ >PPBQP >KA @
IF>?FIFQFBP #E>KDB FK KBQ TLOHFKD @>MFQ>| FB,9PD@PKaNHISIER>07>
849@> 230 .3,920 49 .@==097 74,-474740>

)C #ROOBKQ !PPBQP #ROOBKQ ,F>?FIQFBP QEBK .BQ 7LOHFKD #>MFQ>| FP

)C #ROOBKQ !PPBQP #ROOBKQ ,F>?FIFQFBP QEBK .BQ 7LOHFKD #>MFQ>| FP

3L FP FQ ?BQQBO QL E>SB JLOB LO IBPP .BQ 7LOHFKD #>MFQ>| )Q ABMBKAP
DOLTFKD OBSBKRBP QEBK LRO >@@LRKQP OB@BFS>?IB TFIl MOL?>?IV FK@
JLOB QL LRO @RPQLJIBOP QERP FK@OB>PFKD .BQ 7LOHFKD #>MFQ>| FC TB.
P>JB IBSBIP CLO >II LC LRO LQEBO @ROOBKQ FQBJP /K QEB LQEBO E>KA FC
>0B Q>HFKD ILKDBO QL M>V RP >@@LRKQP OB@BFS>?IB TFIl >IPL FK@OB>P

4EB AFCCBOBK@B ?BQTBB BQJLOHFKD #>MFQ>I )K ?LQE @>PBP .BQ 7LOHFKD #>MFQ> FK@OB>PBP ?

ROOBK PPBQP >KA @RDQ
Porroren | CoF ZHA CREGRGE 280QBO CLO LRO @LIM>KV FK QEB CLOJBO @>PB
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Negative Net Working Capital = Good?

.BD>QFSB KBQ TLOHFKD @>MFQ>| @>K ?B DLLA 3FK@B @ROOBKQ IF>?FIF(
LTBA ?RQ KLQ M>FA FQ JB>KP QE>Q VLRO ?RPFKBPP FP BCCB@QFSBIV RP
MBLMIBbP JLKBV QL ORK A>V QL A>V LMBO>QFLKP 7>1J>0Q CLO BU>JMIB (
E>P KBD>QFSB KBQ TLOHFKD @>MFQ>l FQ Q>HBP FQP QFJB M>VFKD FQP F
>@@LRKQP M>V>?IB ?RQ OB@BFSBP M>VJBKQ COLJ JLPQ LC FQP @RPQLJ
LC P>IB PJ>Il >@ @LRKQP OB@BFS>?IB .LQ > ?>A MLPFQFLK QL ?B FK

Risk and Net Working Capital

4EBOB FP >IT>VP > QO>ABLCC ?BQTBBK OFPH >KA OBQROK "RPFKBPPBP T>K
OFPH >KA J>UFJFUB OBQROK (LIAFKD @>PE LK QEB ?>I>K@B PEBBQ MOLSFA
PFK@B QEB JLOB @>PE >S>FI>?IB QEB ILTBO QEB @E>K@B LC KLQ E>SFKD E
?FIIP >P QEBV @LJB ARB "RQ @>PE FP > QBOOF?IB FKSBPQJBKQ FQ ALBP KL
)KSBPQFKD @>PE FK MOLGB@QP LQEBO ?RPFKBPP PB@ROFQFBP BQ@ @:
QEBK TB OFPH KLQ E>SFKD FQ >S>FI>?IB TEBK FQ FP KBBABA #LIM>KFBP QO
QEBFO OBQROK TFQE JFKFJRJ OFPH ?V J>HFKD PROB QEBV ELIA BKLRDE @>
PLISBKQ ?RQ FKSBPQFKD BU@BPP @>PE

External Funding of Working Capital

/RO @LIM>KVbP FKSBPQJBKQ FK @ROOBKQ >PPBQP E>P QL @LJB COLJ PLJB
LC @ROOBKQ >PPBQP @>K ?B BFQEBO TFQE PELOQ QBOJ LO ILKD QBOJ AB?«
P>IB LC ILKD QBOJ >PPBQP 00OFJ>0V PLRO@BP FK@IRAB ?>KH IL>KP @OBAF
PRMMIFBOP >@@ORBA IF>?FIFQFBP ?LKAP >KA @LJILK BNRFQV %>@E LC
>AS>KQ>DBP >KA AFP>AS>KQ>DBP 3ELOQ QBOJ IL>KP KBBA QL ?B M>FA PLLF
QVMF@>I1V JLOB PBKPFQFSB QL CIR@QR>QFLKP FK FKQBOBPQ O>QBP ,LKD|
MOBAF@Q>?IB ?RQ >IPL QVMF@>I1V JLOB BUMBKPFSB

Seasonal Requirements

$BJ>KA CLO TLOHFKD @>MFQ>I FP KLQ @LKPQ>KQ 7BbSB AFP@RPPBA ELT K
@>MFQ>I @>K FK@OB>PB ARB QL DOLTQE LO KBT MOLGB@QP ?RQ @LIM>K
PB>PLK>l @ROOBKQ >PPBQ OBNRFOBJBKQP 3HF OBPLOQP F@B @OB>J PEL
PQLOBP >KA J>KV QLROFPQ ?RPFKBPPBP E>SB PB>PLK>I CRKAFKD OBNRFO
E>SB AFCCBOBKQ IBSBIP LC @ROOBKQ >PPBQP >Q AFCCBOBKQ QFJBP LC QF

.BQ 7LOHFKD #>MFQ>!| ">PF@P
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42@=0 &0,>:9,7 @9/492 %0<@4=0809?7>

Jack Co. and Johnny Co. Seasonal Funding Example

*>@H#L ESP  FK @>PE FK FKSBKQLOV >KA  FK!@@LRKQP
2B@BFS>?IB |2 4EBFO !@@LRKQP 0>V>?IB ! 0 FP PQ>?IB >Q 7E>Q FP QI
MBOJ>KBKQ CRKAFKD OBNRFOBJBKQ

*LEKKV #L E>P QEB P>JB @ROOBKQ >PPBQ OBNRFOBJBKQP CLO M>0Q LC QF
M>0Q LC QEB VB>0 QEBFO FKSBKQLOV MB>HP >Q >KA QEBFO ! 2 MB>HP
Il LQEBO S>OF>?IBP OBJ>FK @LKPQ>KQ 4EBFO MBOJ>KBKQ CRKAFKD KBBA
P>JB>P*>@H #L ?RQ TE>Q FP QEBFO PB>PLK>I CRKAFKD KBBA

4ERP *LEKKV #L KBBAP QL E>SB >@@BPP QL d LC BUQO>
CRKAFKD AROFKD QEB MB>H PB>PLK

.BQ 7LOHFKD #>MFQ>!| ">PF@P
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Aggressive vs. Conservative Strategies

$FCCBOBKQ MBLMIB ELIA QEBFO JLKBV FK AFCCBOBKQ T>VP *>KB JFDEQ E>
@EB@HFKD >@@LRKQ ?B@>RPB PEB COBNRBKQIV QO>SBIP CLO TLOH >KA .
ILQ LC @>PE 4FJ ELTBSBO ELIAP LKIV QEB JFKFJRJ ?>I>K@B OBNRFOBA ?V [
EFP @EB@HFKD >@@LRKQ ?B@>RPB EB E>P FKSBPQBA FK QEB PQL@H J>Ol
E>SB AFCCBOBKQ J>K>DBJBKQ PQO>QBDFBP &FOJP @>K ?B >DDOBPPFSB L
QEBFO >MMOL>@E QL QEB >JLRKQ LC @>PE QEBV ELIA &FOJP @>K CLIILT >C
@>IIBA QFDEQ OBPQOF@QBA LO IB>K MLIF@FBP TEBOB ELIAFKDP LC @ROC
JFKFJFWBA /O QEBV @>K CLIILT > @LKPBOS>QFSB OBI>UBA MLIF@V TEBOB
@ROOBKQ >PPBQP ! aQFDEQb @ROOBKQ >PPBQP MLIF@V FP OFPHFBO >P >
OBPLOQ QL P@0>J?IFKD CLO @>PE FC RKBUMB@QBA BUMBKPBP >OFPB 2BI
BKLRDE @>PE ?RQ MLQBKQF>IIV QO>ABP LCC EFDEBO MOLCFQ>?FIFQV ARB
?BFKD RKMOLAR@QFSB' ->KV @LIM>KFBP PMIFQ QEB AFCCBOBK@B RPFK
LO > J>QROFQV J>Q@EFKD MLIF@V TEBOB CFUBA >PPBQP >0B CFK>K@BA T
>KA BNRFQV >KA @ROOBKQ >PPBQP >OB M>FA CLO TFQE PELOQ QBOJ CFK>

3B>PLK>I CRKAFKD OBNRFOBJBKQP TFII >IPL AFCCBO ?V PQO>QBDV #LKPBO
CRKA ?LQE PB>PLK>| >KA ILKD QBOJ OBNRFOBJBKQP TFQE ILKD QBOJ CFK>K;
QEB BUQO> @>PE LK E>KA TEBK FQ FPKbQ KBBABA 'DDOBPPFSB @LJM>KFBF
OBNRFOBJBKQP TFQE PELOQ QBOJ CFK>K@FKD >P KBBABA

42@=0 22=0>>4A0 A> :9>0=A,?4A0 &7?=,70240>

.BQ 7LOHFKD #>MFQ>!| ">PF@P



#E>MQBO #>PE >KA #>PE #LKSBOPFLK #V@IB

KEY TAKEAWAYS

X 7LOHFKD @>MFQ>| FP QEB AFCCBOBK@B ?BQTBBK @ROOBKQ >PPBQF
IF>?FIFQFBP

X 4EBOB >OB AFCCBOBKQ PQO>QBDFBP QL J>K>DB TLOHFKD @>MFQ>I F
>DDOBPPFSB >KA @LKPBOS>QFSB

EXERCISES

$BQBOJFKB QEB KBQ TLOHFKD @>MFQ>I CRKAFKD KBBAP DFSBK QI
CLIILTFKD

#>PE
)KSBKQLOV
12

10

$BQBOJFKB QEB PB>PLK>| CRKAFKD KBBAP DFSBK QEB MBOJ>KBKC
.7# CRKAFKD FK MOL?IBJ >KA QEB CLIILTFKD MB>H KBBAP

#>PE
)KSBKQLOV
12

10

(LT JFDEQ >K >DDOBPPFSB PQO>QBDV ?>@HCFOB (LT JFDEQ > @LKPB
PQO>QBDV ?>@HCFOB 7EBK FP FQ ?BPQ QL RPB B>@E QVMB LC PQO>

.BQ 7LOHFKD #>MFQ>!| ">PF@P
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17.3 Cash Conversion Cycle

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

$BP@OF?B QEB M>OQP LC QEB @>PE @LKSBOPFLK @V@IB
#>|@RI>QB QEB @>PE @LKSBOPFLK @V@IB

%UMI>FK ELT QL J>K>DB QEB @>PE @LKSBOPFLK @V@IB QL J>K>DB L\
@>MFQ>|

#BKQO>| QL > CFOJbP TLOHFKD @>MFQ>! J>K>DBJBKQ FP >K REABOPQ>KAFK
conversion cycle LO ELT ILKD FQ Q>HBP CLO QEB @LJM>KV QL @LKSBOQ @>P
LMBO>QFLKP FKQL @>PE OB@BFSBA 4EB @>PE @LKSBOPFLK @V@IB JB>PR
COLJ QEB ?BDFKKFKD LC QEB MOLAR@QFLK MOL@BPP QL @LIIB@QFLKLC @
QEB CFKFPEBA MOLAR@Q 4VMF@>IIV > CFOJ ?RVP O>T J>QBOF>IP >KA MOL/
4EFP MOLAR@Q DLBP FKQL FKSBKQLOV >KA QEBK FP PLIA /K@B QEB MOLAR
CFOJ T>FQP QL OB@FBSB M>VJIBKQ >Q TEF@E MLFKQ QEB MOL@BPP ?BDFK
ALBP QEFP Q>HB 5KABOPQ>KAFKD QEFP @V@IB FP BPPBKQF>I QL PR@@BP
J>K>DBJBKQ

Calculating the Cash Conversion Cycle

4EB IBKDQE LC QFJB FQ Q>HBP >
@LIM>KV QL @LKSBOO MROGEREB>PE @LKSBOPFLK @V@IB FP AFSFABA FKQL QEOBB M>0QP QEB >SBO

LC O>T J>QBOF>IP FKQL @>PE)EB >SBO>DB @LIIB@QFLK MBOFLA >KA QEB >SBO>DB >DB LC FKSBKQLOV 4
OB@BFSBA operating cycle FP IBKDQE LC QFJB COLJ QEB OB@BFMQ LC O>T J>QBOF>IP QL
AEB QFJB COLJ QEB OB@BFMAE@IJIB@QFLK LC M>VJIBKQ CLO QEB DLLAP PLIA 4EFP FP BPPBKQF>IIV ELT ILf
0>T J>QBOF>IP RKQFI QEB OB@BBNRD>0Q LC J>HFKD > KBT MOLAR@Q RKQFI TB OB@BFSB @>PE LK >SBO>
E‘ES{;PE CLOQEBP>IBLC QER)v@IB FP QERP QEB PRWédpEEonversion period QEB >SBO>DB QFJB

?BQTBBK TEBK O>T J>QBOF>IP >OB OB@BFSBA FKQL FKSBKQLOV >KA MOLAR
4EB >SBO>DB QFJB ?BQTBBK QEI[Beceivables conversion period QEB >SBO>DB QFJB ?BQTBBK > P>IB >KA

TEBK O>T J>QBOF>IP >0OB
OB@BFSBA FKQL FKSBKQL( V@KQIB@QFLK LC QEB OB@BFMQ

MOLAR@Q FP PLIA

4EB >SBO>DB QFJB ?BQTBBK >
P>IB >KA @LIIB@QFLK LC QEB
OB@BFMQ
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42@=0

4EB FKSBKQLOV @LKSBOPFLK MBOFLA @>K ?B BPQFJ>QBA FC TB HKLT QEB:
LC LRO FKSBKQLOV >KA QEB >SBO>DB S>IRB LC DLLAP PLIA B>@E A>V LC QEI
PELRIA ?B BNR>I QL @LPQ LC DLLAP PLIA CLO QEB VB>0 AFSFABA ?V

<@,?4:9 9A09?:=D :9A0=>4:9 $0=4:/
" VA *OOPY *OMC

"OAPSZ PORSTPCAL FSPE "W %BMS PTG PPEUPNE =~ $0( £

IP>KBU>JMIB FC TB E>SB QELRP>KA FK FKSBKQLOV >KA PBIl QELRP>KA"
DLLAP BSBOV A>V QEBK LRO FKSBKQLOV Q>HBP LK >SBO>DB QELRP>KA
MBO A>V  A>VP QL PBIl 4EFP LC @LROPB FK@IRABP MOLAR@QFLK QFJB >
QE>Q FKSBKQLOV _PFQP LK QEB PEBISBP"

,FHBTFPB QEB OB@BFS>?IBP @LKSBOPFLK MBOFLA @>K ?B BPQFJ>QBA FC T
>SBO>DB ?>I>K@B LC LRO >@@LRKQ OB@BFS>?IBP >KA QEB >SBO>DB OBSB
QEB VB>0 4EB I1>QQBO PELRIA ?B BNR>I QL OBSBKRBP CLO QEB VB>0 AFSFA|

#>PE #LKSBOPFLK #V@IB
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4EB >SBO>DB QFJB ?BQTBB

<@,?4:9 %0.04A,-70> :9A0=>4:9 $0=4:/

" VIH 3HIRVBQOWT "3

SHF " VA YBIM3 RVFOFT SRAFOFT

IP >K BU>JMIB FC TBE>SB QELRP>KA FK OB@BFS>?IBP >KA PBIl QELRP>K
OBSBKRBP MBO A>V QEBK LRO OB@BFS>?IBP Q>HB LK >SBO>DB  QELRP>
QELRP>KA MBO A>V  A>VP QL @LIB@Q

<@,?4:9 #,0=,7492 D.70

0 FBUHZM  *OMAPZS POFSIPOLFSPE 3 ERVBAOWTS PO/FSTR

)K LRO BU>JMIBP QEB LMBO>QFKD @V@IBFP A>VP A>VP A>VP

7EBK TB MRO@E>PB O>T J>QBOF>IP ELTBSBO TB ALKbQ QVMF@>I1V M>V CL(
FJIBAF>QBIV *RPQ >P TB LCCBO @RPQLJBOP @OBAFQ LRO PRMMIFBOP TFII
LMMLOQRKFQFBP CLO @OBAFQ QL RP 4EBOBCLOB LRO @>PE FP KLQ QFBA
LMBO>QFKD @V@IB ?RQ GRPQ QEB QFJB COLJ TEBK TB CFK>IIV E>SB QL M>\
J>QBOF>IP 4EFP IBKDQE Lp@yaliddszonversion period QEB >SBO>DB QFJB
?BQTBBK >@NRFOFKD O>T J>QBOF>IP >KA M>VJBKQ CLO QEBJ FP PR?QO>@
LMBO>QFKD @V@IB QL ABQBOJFKB QEB BKQFOB @>PE @LKSBOPFLK @V@IE
MRO@E>PBP >0B KLQ OB>AFIV >S>FI|>?IB COLJ QEB FK@LJB PQ>QBJBKQ PL"
E>SB QL BPQFJ>QB QEBJ >P > MBO@BKQ>DB LC @LPQ LC DLLAP PLIA

<@,?4:9 $,D,-70> :9A0=>4:9 $0=4:/

" VI 1 BZBAWAT "1

1 "V ¥BM1 VI BIFT 1Vv3l BIFT

IP >K BU>JMIB FC TBE>SB  QELRP>KA FK M>V>?IBP >KA MRO@E>PB QELRI
O>T J>QBOF>IP MBO A>V QEBK LRO M>V>?IBP Q>HB LK >SBO>DB  QELRP>k
QELRP>KA MBO A>V  A>VP

>@NRFOFKD O>T J>QBOF>IP >KA

M>VJIBKQ CLO QEBJ

#>PE #LKSBOPFLK #V@IB
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<@,?4:9 >3 :9A0=>4:9 D.70

$ BT $ POFSTIPCS 2DV 0 FBUCH ZIW 1 11
*QIFOPZS POFSTPOLFSPE 3 FORVBOWT
$0( 4 3AIC

/RO BU>JMIBP @>PE @LKSBOPFLK @V@IB FP QERP A>VP A>VPd A>VP

42@=0

AVMF@>IIV QEB PELOQBO QEB @>PE @LKSBOPFLK @V@IB QEB ?BQQBO >P
HBBMFKD LRO @>PE JLSFKD FKPQB>A LC E>SFKD FQ QFBA RM FK .BQ 7LOHF}
>OB LQEBO @LKPFABO>QFLKP ELTBSBO 0BOE>MP BUQBKAFKD @LIIB@QFL
CLO BU>JMIB JFDEQ BKQF@B JLOB P>IBP COLJ LRO @RPQLJBOP 4EBK TB KE
QEB ?BKBCFQP COLJ QEB BUQO> P>IBP TFQE QEB >AAFQFLK>| @LPQP FK .BQ
ARB QL QEB IBKDQEBKFKD @>PE @LKSBOPFLK @V@IB

#>PE #LKSBOPFLK #V@IB
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CABS Example

42@=0
Assets 2011 2010 Liabilities and equity
Cash and cash equi 5 91 80.1 Accounts payable 5 135 132
Short-term investrm 28.6 27.8 Accruals 13.5 12
Accounts Receivabl 162.5 168.9 Notes payable 21 234
Inventories 336 224 Total current liabilitie 169.5 167.4
Total current assets  315.7 299.2 Long-term debt 726 60
Land and Buildings 103.2 101.8 Total liabilities 2421 227.4
Machinery and Equ 62.4 58.9 Common stock 1511 161.5
Total gross fixed a= 165.6 160.7 Retained Earnings 65 55.9
Less: Depreciation -23.1 -15.1 Total common equity 216.1 217.4
Net fixed assets 142.5 145.6
Total assets 458.2 444.8 Total liabilities and eq 458.2 444.8
42@=0
2011 2010
Sales 5 1680 1600
COGS 910.4 890.7
Gross Profits (EBITDA) 769.6 709.3
Less Operating Expenses
SGEA 389 356
Depreciation 79 72
Total Ope 468 428
EBITDA 301.6 281.3
Depreciation and Amortizatio 79 b8
EBIT 222.6 213.3
Interest Expense 25 20
EBT 1976 193.3
Taxes (40%) 79 71.3
MNet Income 118.6 116

,BQbP @>I@RI>QB QEB @>PE @LKSBOPFLK @V@IB CLO ,BQbP >PPRJB QE:
LC QEB #/'3

&FOPQ KBBA QL ABQBOJFKB QEB FKSBKQLOV @LKSBOPFLK MBOFLA ISBO>L
QELRP>KA A>VP  QELRP>KA MBO A>V %KAFKD FKSBKQLOV FK  T>P
QELRP>KA PL QELRP>KA QELRP>KAMBOA>V  A>VP

#>PE #LKSBOPFLK #V@IB
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#>PE #LKSBOPFLK #V@IB

What OaverageO should | take?

)K QEFP MOL?IBJ TB >OB RPFKD QEB BKAFKD ?>I>K@BP >P QEB >SBO>DB C
12 >KA10 IKLQEBO LMQFLK TLRIA ?B QL Q>HB QEB JB>K LC QEB PQ>0OQFKL
BKA ?>I>K@BP QE>Q FP >AA QEBJ QLDBQEBO >KA AFSFAB ?V  )K OB>IFQ\
RPB LRO ?BPQ GRADJBKQ >P QL TE>Q QEB >MMOLMOF>QB OBMOBPBKQ>Q|
@LIM>KV FP

ISBO>DB A>FIV OBSBKRBP >0OB QELRP>KA A>VP QELRP>KA MBO A>V
%KAFKD 2 FK  T>P QELRP>KA PL  QELRP>KA QELRP>KA MBO A>V
A>VP

IKKR> MRO@E>PBP >0B e QELRP>KA  QELRP>KA !SBO>DB A>FIV
MRO@E>PBP >OB  QELRP>KA A>VP  QELRP>KA MBO A>V %KAFKD !0 F
T>P QELRP>KA PL QELRP>KA QELRP>KAMBOA>V  A>VP

4EB @>PE @LKSBOPFLK @V@IB FP QEBOBCLOB d d A>VP 3FK@B
M>V>?IBP @LKSBOPFLK MBOFLA FP PL ILKD >IJLPQ QTF@B QEB OB@BFS>?IB
MBOFLA TB BKA RM M>VFKD CLO QE&té»QBOSBIPB@BFSBA M>VJIBKQ COLJ L
@RPQLJBOP

How Do We Manage the Cash Conversion Cycle?

7EBK > CFOJ @E>KDBP >KV LC QEBPB S>OF>?IBP QEBK QEBFO @>PE @LKSB
@E>KDBP #BOQ>FK PQBMP @>K ?B Q>HBK QL OBAR@B > CFOJbP @>PE @LK
PQBMP FK@IRAB

2BAR@B QEB >SBO>DB >DB LC FKSBKQLOV )JMOLSB QEBFO FKSBI
@LKSBOPFLK MBOFLA ?V J>HFKD DLLAP >KA PBIIFKD QEBJ C>PQB(
JLOB BCCF@FBKQ MOL@BPPBP !SLFAFKD FKSBKQLOV PELOQ>DB
EBIMP QLL

2BAR@B QEB >SBO>DB @LIIB@QFLK MBOFLA 3MBBA RM @LIIB@Q|
OB@BFS>?IB #LIB@Q ! 2 >P NRF@HIV >P MLPPF?IB TFQELRQ ILPF¥
2RQ J>FKQ>FK DLLA @OBAFQ OBI>QFLKP TFQE @RPQLJBOP
)K@OB>PB QEB M>V>?IBP ABCBOO>| MBOFLA 0>V ! 0 >P PILTIV >P N
TFQELRQ E>0OJFKD @OBAFQ O>QFKD LO OBI>QFLKPEFM TFQE PRA
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5PB QB@EKLILDV PQO>QBDF@ M>0OQKBOPEFMP >KA LQEBO IBSB(
5PB QB@EKLILDV QL @LIB@Q M>VJIBKQP J>HB MOLAR@Q LO >KV
QB@EKLILDV TEF@E FIMOLSBP BCCF@FBK@V

KEY TAKEAWAY

X 4EB PELOQBO QEB @>PE @LKSBOPFLK @V@IB QEB ?BQQBO TB >0B J:
@>PE CILT

EXERCISES

7E>Q ALBP B>@E LC QEB @LIMLKBKQP LC QEB @>PE @LKSBOPFLK @\
OBMOBPBKQ

#>l@RI>QB QEB @>PE @LKSBOPFLK @V@IB DFSBK QEB CLIILTFKD
FKCLOJ>QFLK

)KSBKQLOV #LKSBOPFLK OBOFLA A>VP
2B@BFS>7?IBP #LKSBOPFLK OBOFLA A>VP

0>V>?IBP #LKSBOPFLK OBOFLA A>VP

#>PE #LKSBOPFLK #V@IB
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17.4 The Bigger Picture

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

LEARNING OBJECTIVES

%UMI>FK ELT @>PE >KA @>PE ?RADBQP CFQ FKQL QEB I>ODBO MF@Q
J>K>DBJBKQ
$BP@OF?B PLJB BQEF@>| @LKPFABO>QFLKP LC @>PE ?RADBQP >KA J

4EOLRDE BCCF@FBKQ @ROOBKQ >PPBQ J>K>DBJBKQ KB@BPP>0OV TLOHFKI
OBAR@BA "V COBBFKD RM @>PE COLJ TLOHFKD @>MFQ>| TB @>K BIMILV F¢
MOLAR@QFSB >KA EFDEBO OBQROKFKD BKAB>SLOP 0>OQF@RI>OIV FK PB(
TEBOB QEBOB FP IBPP ABMBKABK@V RMLK CFUBA @>MQF>I BCCB@QFSB @
@RPQLJBOP @>K ?B QEB AFCCBOBK@B ?BQTBBK PR@@BPP >KA C>FIROB !
I>ODB KBQ FK@LJB ?RQ FC QEBV @>KbQ CFK>K@B @ROOBKQ >PPBQP >P @
@LIM>KV DOLTP QLL NRF@HIV QEBV @>K ?B AOFSBK QL ABC>RIQ )K > PBKF
SBOV MOLCFQ>?IV DLFKD ?>KHORMQ

Ethical Considerations

7EBK @LKPFABOFKD @>PE J>K>DBJBKQ FQP QBJMQFKD QL QOV QL AB@OB:>
@LKSBOPFLK @V@IB >Q >Il @LPQP 3LJB PQO>QBDFBP J>V EROQ LRO OBI>Q
@RPQLJBOP LSBOIV >DDOBPPFSB @LIB@QFLKP @>K >IFBK>QB @RPQLJIBOI
@OBAFQ QL @RPQLJBOP TEBK QEBV KBBA LRO PRMMLOQ JLPQ

5KP@ORMRILRP J>K>DBOP JFDEQ >IPL J>KFMRI>QB OBMLOQFKD LC @ROOB}
OBMOBPBKQ QEB PQ>QB LC QEB @LIM>KV 4EBV JFDEQ KLQ MOLMBOIV >@@
KBQ FK@LJB TFIl @LKPBNRBKQIV ?B EFDEBO ?RQ LKIV >P >@@LRKQP OB@B
> QF@HFKD QFJB ?LJ?" )C QEB J>K>DBO FP OBT>OABA CLO O>FPFKD OBSBK
JFDEQ OBI>U @OBAFQ PQ>KA>0OAP >KA PBIl QL @RPQLJBOP TEL E>SB KL @>!
%SBK FC QEB @RPQLJBO @>K P@O>MB QLDBQEBO" QEB M>VJBKQP MBOE:
TLRIA ?B QLL JR@E CLO BU>JMIB > ILT FK@LJB @RPQLJIBO IB>PFKD > IRURO!
>RQLJL?FIB
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IKLQEBO MLPPF?FIFQV FP LSBOPQ>QFKD QEB S>IRB LC FKSBKQLOV /?PLIBP(
@>K @>RPB QEB S>IRB LC FKSBKQLOV QL ?B IBPP QE>K TE>Q FP OBMOBPBK
PEBBQ

KEY TAKEAWAYS

X 0OLMBO @>PE J>K>DBJBKQ FP SFQ>
X OLIF@FBP OBD>OAFKD @>PE E>SB QEB MLQBKQF>I QL >IFBK>QB @RPC
FP HBV FK MOLMBO @>PE J>K>DBJBKQ

EXERCISE

9LRO @LIM>KV E>P > A>V @LIB@QFLK MLIF@V CLO OB@BFS>?IBP ! (
FP E>SFKD > @>PE CILT FPPRB >KA >PHP CLO JLOB IBKFBKQ M>VJBKQ
7E>Q >OB PLJB LC QEB BQEF@>| @LKPFABO>QFLKP CLO QEFP P@BK>C

4EB "FDDBO OF@QROB
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17.5 End-of-Chapter Problems

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I

EXERCISES

#>|@RI>QB )KSBKQLOV #LKSBOPFLK OBOFLA 2B@BFS>?IBP #LKSBOF
OBOFLA QEB 0>VJBKQ #LKSBOPFLK 0BOFLA >KA QEB /MBO>QFKD #V!
CLO 0BOPFPQBK@B )K@ DFSBK QEB CLIILTFKD FKCLOJ>QFLK 5PB
DBQ >SBO>DB

)KSBKQLOV

#I'3

12

2BSBKRBP

ORO@E>PBP

10
#>|@RI>QB QEB #>PE #LKSBOPFLK #V@IB CLO QEB >?LSB A>Q> COLJ OE
)K@ >KA DO>ME LK > QFJBIFKB

#>K > #>PE #LKSBOPFLK #V@IB ?B KBD>QFSB 7EV LO TEV KLQ 7E>Q AL
QEFP JB>K



Chapter 18

Current Liabilities Management

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>I FP KLQ CFK>I
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18.1 Accounts Payable Management
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18.2 Accruals Management
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18.3 Short-term Loans
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18.4 Secured Sources of Funds
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Chapter 19

International Considerations
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19.1 Multinational Corporations and their Environments
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19.2 Multinational vs. Domestic Financial Management
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19.3 Exchange Rate Risk
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19.4 Other Risk Factors
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19.5 Investment Decisions
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19.6 International Mergers and Joint Ventures
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Chapter 20

Derivatives and Hedging
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20.1 Convertible Securities
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20.2 Futures
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20.3 Options
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20.4 Hedging Risk

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>|



Chapter 21

Mergers, Acquisitions, and Divestitures
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21.1 Mergers and Acquisitions
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21.2 LBOs and Divestitures
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21.3 Reorganization and Bankruptcy
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Chapter 22

Self-Test Exam
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22.1 Self-Test Exam Part |
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22.2 Self-Test Exam Part Il

0,%!3% ./4% 4EFP ?LLH FP @ROOBKQIV FK AO>CQ CLOJ J>QBOF>| FP KLQ CFK>I



	Title Page
	Licensing
	Table of Contents
	Chapter 1 Why Finance?
	1.1 Finance in the World
	1.2 Finance in Business
	1.3 Role of Managerial Finance
	1.4 Objective of the Firm

	Chapter 2 Review of Math and Accounting Concepts
	2.1 What Do You Know? Math Pre-test
	2.2 Review of Helpful Math Concepts
	2.3 What Do You Know? Accounting Pre-test
	2.4 Review of Basic Accounting Concepts

	Chapter 3 Ethics and Finance
	3.1 Ethics Foundations
	3.2 Ethics in Finance
	3.3 Ethics in Management
	3.4 International Considerations
	3.5 The Bigger Picture
	3.6 End-of-Chapter Exercises

	Chapter 4 Financial Statements and Ratio Analysis
	4.1 Income Statement
	4.2 The Balance Sheet
	4.3 Cash Flow Statement
	4.4 Other Statements
	4.5 Ratio Analysis
	4.6 Final Thoughts on Ratio Analysis
	4.7 Worked Problem: CABS Inc.
	4.8 End-of-Chapter Assessment

	Chapter 5 Pro Forma Statements
	5.1 Pro Forma Income Statement
	5.2 Pro Forma Balance Sheet
	5.3 Assessment of Pro Forma Statements
	5.4 The Bigger Picture
	5.5 End-of-Chapter Problems

	Chapter 6 Time Value of Money: One Cash Flow
	6.1 Present Value and Future Value
	6.2 Interest
	6.3 Simple Interest
	6.4 Compound Interest
	6.5 Solving Compound Interest Problems
	6.6 Effective Interest Rates
	6.7 End-of-Chapter Assessment

	Chapter 7 Time Value of Money: Multiple Flows
	7.1 Multiple Cash Flows
	7.2 Perpetuities
	7.3 Annuities
	7.4 Loan Amortization
	7.5 End-of-Chapter Assessment

	Chapter 8 Securities Markets
	8.1 Financial Environment: Institutions and Markets
	8.2 Regulation of Financial Institutions
	8.3 Modern History of Financial Crises
	8.4 Types of Financial and Other Traded Assets
	8.5 The Bigger Picture
	8.6 End-of-Chapter Exercises

	Chapter 9 Interest Rates and Bond Valuation
	9.1 Bonds and Interest Rates
	9.2 Credit Risk
	9.3 Bond Yield
	9.4 Bond Valuation
	9.5 The Bigger Picture
	9.6 End-of-Chapter Problems

	Chapter 10 Stock Valuation
	10.1 Common and Preferred Stocks
	10.2 Dividend Discount Model
	10.3 Market Multiples Approach
	10.4 Free Cash Flow Approach
	10.5 The Bigger Picture
	10.6 End-of-Chapter Problems

	Chapter 11 Assessing Risk
	11.1 Risk and Return Basics
	11.2 Portfolios
	11.3 Market Efficiency
	11.4 Standard Deviation
	11.5 Market History
	11.6 The Capital Asset Pricing Model (CAPM)
	11.7 The Bigger Picture
	11.8 End-of-Chapter Exercises

	Chapter 12 Cost of Capital
	12.1 The Cost of Capital Overview
	12.2 Cost of Debt
	12.3 Cost of Preferred Stock
	12.4 Cost of Common Stock
	12.5 Weighted Average Cost of Capital (WACC)
	12.6 WACC and Investment Decisions
	12.7 Bigger Picture
	12.8 End-of-Chapter Problems

	Chapter 13 Capital Budgeting Decision Making
	13.1 Introduction to Capital Budgeting Techniques
	13.2 Payback Period
	13.3 Net Present Value
	13.4 Internal Rate of Return
	13.5 Other Methods
	13.6 Comparing Projects with Unequal Lives
	13.7 Approaches for Dealing with Risk
	13.8 The Bigger Picture
	13.9 End-of-Chapter Assessment Problems

	Chapter 14 Capital Budgeting Cash Flows
	14.1 Which Cash Flows Should I Include?
	14.2 Capital Spending and Salvage Value
	14.3 Operating Cash Flows
	14.4 Changes in Net Working Capital
	14.5 Making the Investment Decision

	Chapter 15 Raising Capital and Capital Structure
	15.1 Life Cycle of a Firm
	15.2 Leverage
	15.3 Capital Structure
	15.4 Choosing the Optimal Capital Structure
	15.5 The Bigger Picture
	15.6 End-of-Chapter Problems

	Chapter 16 Dividend Policy
	16.1 Dividend Basics
	16.2 Dividend Policy
	16.3 Other Forms of Dividends

	Chapter 17 Cash and Cash Conversion Cycle
	17.1 Cash Budgets
	17.2 Net Working Capital Basics
	17.3 Cash Conversion Cycle
	17.4 The Bigger Picture
	17.5 End-of-Chapter Problems

	Chapter 18 Current Liabilities Management
	18.1 Accounts Payable Management
	18.2 Accruals Management
	18.3 Short-term Loans
	18.4 Secured Sources of Funds

	Chapter 19 International Considerations
	19.1 Multinational Corporations and their Environments
	19.2 Multinational vs. Domestic Financial Management
	19.3 Exchange Rate Risk
	19.4 Other Risk Factors
	19.5 Investment Decisions
	19.6 International Mergers and Joint Ventures

	Chapter 20 Derivatives and Hedging
	20.1 Convertible Securities
	20.2 Futures
	20.3 Options
	20.4 Hedging Risk

	Chapter 21 Mergers, Acquisitions, and Divestitures
	21.1 Mergers and Acquisitions
	21.2 LBOs and Divestitures
	21.3 Reorganization and Bankruptcy

	Chapter 22 Self-Test Exam
	22.1 Self-Test Exam Part I
	22.2 Self-Test Exam Part II


