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Chapter 1

Why Finance?
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1.1 Finance in the World
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1.2 Finance in Business
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1.3 Role of Managerial 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 

�



1.4 Objective of the Firm
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Chapter 2

Review of Math and Accounting Concepts
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2.1 What Do You Know? Math Pre-test
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2.2 Review of Helpful Math Concepts
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2.3 What Do You Know? Accounting Pre-test
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2.4 Review of Basic Accounting Concepts
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Chapter 3

Ethics and Finance

One Bad AppleÉ
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3.1 Ethics Foundations
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7FQEFK�QEBPB�@>QBDLOFBP�QEBOB�>OB�J>KV�PVPQBJP�TEF@E�@>K�?B�@LKPFABOBA�>KA
P@ELI>OP�E>SB�AB?>QBA�QEB�JBOFQP�LC�B>@E�LSBO�QEB�@BKQROFBP��)Q�FP�QEB
OB@LJJBKA>QFLK�LC�QEB�>RQELOP�ELTBSBO�QE>Q�CFK>K@B�J>K>DBOP�DFSB�PLJB
QELRDEQ�QL�BQEF@Pbefore BK@LRKQBOFKD�AFIBJJ>P�FK�QEB�TLOHMI>@B��LQEBOTFPB�FQ�FP
JLOB�IFHBIV�QE>Q�LKB�FP�FKCIRBK@BA�QL�MF@H�>K�BQEF@>I�PVPQBJ�QL�GRPQFCV�>�ABPFOBA
>@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 I Choose?

7B�@>KbQ�QBII�VLR�TE>Q�PVPQBJ�TFII�TLOH�CLO�VLR��7B�TLRIA�>ODRB�QE>Q�FQ�FP�B>@E
MBOPLKbP�OBPMLKPF?FIFQV�>P�>�ERJ>K�?BFKD�QL�QEFKH�>?LRQ�QEFP�SBOV�PBOFLRPIV�>KA
QOV�QL�>OOFSB�>Q�>�TLOH>?IB�PVPQBJ��4EBOB�>OB�J>KV�?LLHP�ABAF@>QBA�QL�QEFKHFKD
>?LRQ�BQEF@P�>KA�BKQFOB�CFBIAP�LC�MEFILPLMEV�QE>Q�AFP@RPP�QEBPB�FPPRBP�

7B�@>K�P>V�QE>Q�TB�PR?P@OF?B�QL�>�SFOQRB�BQEF@P�PVPQBJ�>KA�TB�?BIFBSB�QE>Q
PROOLRKAFKD�LKBPBIC�TFQE�JBKQLOP�>KA�@LIIB>DRBP�QE>Q�>OB�M>O>DLKP�LC�SFOQRB�FP
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��-LPQ�BQEF@>I
PVPQBJP�FK@IRAB�CLIILTFKD�GRPQ�I>TP�	PFK@B�QEBV�>OFPB�COLJ�>�PL@F>I�@LKQO>@Q
�?RQ�@>K
>IILT�CLO�QEB�SFLI>QFLK�LC�I>TP�QE>Q�>OB�RKGRPQ�	QEB�@FSFI�AFPL?BAFBK@B�LC�'>EKAF�>KA
2LP>�0>OHP�>OB�PLJB�@>KLKF@>I�BU>JMIBP
��!KA�FK�J>KV�BQEF@>I�PVPQBJP�QEB�C>@Q
QE>Q�PLJBQEFKD�FP�MBOJFQQBA�?V�I>T�ALBP�KLQ�KB@BPP>OFIV�JB>K�QE>Q�FQ�FP�BQEF@>I�QL
BKD>DB�FK�QEB�?BE>SFLO�

!AAFQFLK>IIV�J>KV�MOLCBPPFLKP�FK@IRAB�PBIC�DLSBOK>K@B�LO�ABPFDK>QFLKP�QE>Q�OBNRFOB
>AEBOBK@B�QL�>�PBQ�LC�BQEF@>I�DRFABIFKBP�LO�>�@LAB�LC�@LKAR@Q��&LO�BU>JMIB�QEB�#&!
)KPQFQRQB�J>FKQ>FKP�>�_#LAB�LC�%QEF@P���3Q>KA>OAP�LC�0OLCBPPFLK>I�#LKAR@Q`�QE>Q
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�FP�TOLKD�
X ,BD>I�Y�%QEF@>I

#E>MQBO���%QEF@P�>KA�&FK>K@B

����%QEF@P�&LRKA>QFLKP ��



EXERCISES

�� 9LR�>OB�PQ>KAFKD�LK�>�?OFADB��9LR�PBB�>�ORK>T>V�QOLIIBV�@>O�EROQIFKD
QLT>OA���TLOHBOP�LK�QEB�QO>@HP�TEL�TFII�?B�HFIIBA�FC�QEB�QOLIIBV�FPKbQ
PQLMMBA��!IPL�LK�QEB�?OFADB�FP�>�C>Q�J>K�TEL�FP�I>ODB�BKLRDE�QL�PQLM�QEB
@>O�FC�EB�FP�MRPEBA�LKQL�QEB�QO>@H��EB�ALBP�KLQ�PBB�QEB�QOLIIBV�>KA�QEBOB
FPKbQ�BKLRDE�QFJB�QL�DBQ�EFP�>QQBKQFLK��9LR�VLROPBIC�AL�KLQ�TBFDE�BKLRDE
QL�PQLM�QEB�@>O��3ELRIA�VLR�MRPE�QEB�J>K�LKQL�QEB�QO>@HP 

�� *RPQFCV�>K�>KPTBO�QL�QEB�CLIILTFKD�NRBPQFLK�RPFKD�OB>PLKFKD�COLJ�B>@E�LC
QEB�CLRO�J>FK�@>QBDLOFBP�LC�BQEF@>I�CO>JBTLOHP��)C�PI>SBOV�TBOB�PQFII
IBD>I�PELRIA�VLR�LTK�PI>SBP 

�� 7E>Q�ALBP�@EB>QFKD�LK�>K�>PPFDKJBKQ�FJMIV�>?LRQ�QEB�@E>O>@QBO�LC�>K
FKAFSFAR>I 

#E>MQBO���%QEF@P�>KA�&FK>K@B

����%QEF@P�&LRKA>QFLKP ��



3.2 Ethics in Finance

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

LEARNING OBJECTIVES

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

!P�QELPB�TEL�>OB�QO>FKBA�FK�CFK>K@B�>OB�LCQBK�FK�@E>ODB�LC�LQEBO�MBLMIBbP�JLKBV�FQ
FP�FJMLOQ>KQ�QL�RKABOPQ>KA�QEB�@LK@BMQ�LCfiduciary duty � �TEF@E�BKQ>FIP�MRQQFKD
>KLQEBObP�FKQBOBPQP�	BPMB@F>IIV�CFK>K@F>I
�?BCLOB�MBOPLK>I�FKQBOBPQP��4EB�LQEBO�M>OQV
	QEB�_MOFK@FM>I`
�FP�QVMF@>IIV�>Q�>�AFP>AS>KQ>DB�BFQEBO�FK�>@@BPP�QL�FKCLOJ>QFLK�LO
BUMBOFBK@B�QL�QEB�CFAR@F>OV�>KA�QERP�OBIFBP�RMLK�QEB�DLLA�C>FQE�LC�QEB�CFAR@F>OV�
4EBOB�>OB�IBD>I�ABCFKFQFLKP�LC�TEBK�CFAR@F>OV�ARQV�BUFPQP�FK�QEB�OBI>QFLKPEFM��QEBOB
BUFPQ�@>PBP�ELTBSBO�TEBOB�QEBOB�FP�KL�IBD>I�?ROABK�?RQ�AL�FKSILSB�>K�BQEF@>I
?ROABK�

!K�BU>JMIB��>�QO>ABO�FP�QLIA�QE>Q�EBO�@IFBKQ�TLRIA�IFHB�QL�PBII�PE>OBP�LC�PQL@H�!"#�
4EB�@IFBKQbP�LOABO�TLRIA�ABMOBPP�QEB�PQL@H�MOF@B��)Q�TLRIA�?B�>�?OB>@E�LC�CFAR@F>OV
ARQV�CLO�QEB�QO>ABO�QL�IFNRFA>QB�EBO�MLPFQFLK�?BCLOB�BUB@RQFKD�QEB�@IFBKQbP�LOABO�	QEFP
FP�>IPL�@>IIBA�_COLKQ�ORKKFKD`
�

#LKPFABO�QEB�MLPPF?FIFQV�LC�>ALMQFKD�>K�>@@LRKQFKD�PQO>QBDV�QE>Q�TLRIA�JFKFJFWB�Q>U
M>VJBKQP��/K�QEB�LKB�E>KA�QEFP�TFII�FK@OB>PB�MOLCFQP�CLO�PE>OBELIABOP�?RQ�FQ�TFII
>IPL�OBAR@B�QEB�>JLRKQ�LC�Q>UBP�M>FA�QL�QEB�DLSBOKJBKQ��$LBP�QEB�@LJM>KV�E>SB�>
OBPMLKPF?FIFQV�QL�M>V�Q>UBP�QL�QEB�DLSBOKJBKQ�>KA�FC�PL�ALBP�FQ�LKIV�BUQBKA�QL�QEB
IBQQBO�LC�QEB�I>T 

!KLQEBO�P@BK>OFL�FKSLISBP�>�@LJM>KV�FK�AFPQOBPP�PBIIFKD�LCC�S>IR>?IB�>PPBQP�QL�J>HB
FKQBOBPQ�M>VJBKQP�QL�?LKAELIABOP��!�CFK>K@F>I�J>K>DBO�E>P�>�OBPMLKPF?FIFQV�QL�M>V
QEB�?LKAELIABOP�TE>Q�QEBV�>OB�ARB�TEFIB�>�ARQV�QL�QEB�PE>OBELIABOP�QL�KLQ�@OFMMIB
QEB�>?FIFQV�LC�QEB�@LJM>KV�QL�CRK@QFLK�>P�>�DLFKD�@LK@BOK��� 4EB�OBNRFOBJBKQ�QL�MRQ

>KLQEBObP�FKQBOBPQP�	BPMB@F>IIV
CFK>K@F>I
�?BCLOB�MBOPLK>I
FKQBOBPQP�

#E>MQBO���%QEF@P�>KA�&FK>K@B

��



)K�B>@E�LC�QEBPB�@>PBP�QEB�FKQBOBPQP�LC�LKB�M>OQV�@LKCIF@Q�TFQE�>KLQEBObP�>KA�>
CFK>K@F>I�J>K>DBO�TFII�E>SB�QL�ABQBOJFKB�ELT�QL�BS>IR>QB�>KA�OBPLISB�QEB�FPPRB�
7EFIB�QEBOB�@>K�?B�IBD>I�DRFA>K@B�	BPMB@F>IIV�FK�QEB�@>PB�LC�CFAR@F>OV�ARQV
�LCQBK�FQ
TFII�?B�RM�QL�QEB�J>K>DBO�QL�J>HB�QEB�@ELF@B�EB�LO�PEB�ABBJP�>MMOLMOF>QB�

KEY TAKEAWAYS

X &FAR@F>OV�ARQV�@>K�L?IFD>QB�>�J>K>DBO�QL�MRQ�>KLQEBObP�FKQBOBPQP�>EB>A
LC�LKBbP�LTK�

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

EXERCISE

�� -FHB�FP�M>FA�QL�>ASFPB�EFP�@IFBKQP�LK�ELT�QL�FKSBPQ�QEBFO�JLKBV��/KB�A>V
EB�FP�OBSFBTFKD�QEB�CFK>K@F>I�PQ>QBJBKQP�CLO�>�MR?IF@IV�QO>ABA�@LJM>KV
>KA�?BIFBSBP�QEB�@LJM>KV�FP�MLFPBA�QL�D>FK�PFDKFCF@>KQIV�FK�S>IRB��)C�-FHB
TLRIA�IFHB�QL�FKSBPQ�EFP�LTK�JLKBV�FKQL�QEB�@LJM>KV�JFDEQ�EB�E>SB�>K
L?IFD>QFLK�QL�AFP@ILPB�EFP�AFP@LSBOV�QL�EFP�@IFBKQP�CFOPQ 

#E>MQBO���%QEF@P�>KA�&FK>K@B
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3.3 Ethics in Management

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

LEARNING OBJECTIVES

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

3FJFI>O�QL�CFAR@F>OV�ARQV�FP�QEB�@LK@BMQ�LCagency� ��>�OBI>QFLKPEFM�FK�TEF@E�LKB
M>OQV�	QEB�>DBKQ
�FP�BUMB@QBA�QL�>@Q�LK�?BE>IC�LC�>KLQEBO�M>OQV�	QEB�MOFK@FM>I
��!
@LJM>KVbP�J>K>DBJBKQ�CLO�BU>JMIB�FP�BUMB@QBA�QL�>@Q�LK�?BE>IC�LC�QEB�?L>OA�LC
QORPQBBP�TEL�FK�QROK�>@Q�LK�?BE>IC�LC�QEB�PE>OBELIABOP�

5KCLOQRK>QBIV�QEBOB�>OB�J>KV�AL@RJBKQBA�@>PBP�LC�QEBagency problem� �TEBOB
>K�>DBKQ�E>P�FK@BKQFSBP�QL�MI>@B�MBOPLK>I�FKQBOBPQ�LSBO�QEB�MOFK@FM>IbP��/KB�PLIRQFLK
FP�QL�QOV�QL�>IFDK�QEB�FK@BKQFSBP�LC�QEB�>DBKQ�>KA�MOFK@FM>I��MBOCLOJ>K@B�?LKRPBP�>KA
PQL@H�DO>KQP�>OB�QTL�@LJJLK�T>VP�QL�OBT>OA�BJMILVBBP�AFOB@QIV�CLO�@OB>QFKD�S>IRB
CLO�PE>OBELIABOP�

!ODR>?IV�QEFP�OBI>QFLKPEFM�BUQBKAP�CROQEBO��%>@E�BJMILVBB�E>P�>�OBPMLKPF?FIFQV�QL
AFIFDBKQIV�TLOH�>KA�CRICFII�QEB�BJMILVJBKQ�>DOBBJBKQ��)C�>�@LKCIF@Q�LC�FKQBOBPQ
>OFPBP�QEB�BJMILVBB�PELRIA�MRQ�MBOPLK>I�FKQBOBPQP�>PFAB�LO�QBOJFK>QB�QEB
BJMILVJBKQ�>OO>KDBJBKQ�FK�>�C>FO�J>KKBO��->K>DBJBKQ�ELTBSBO�E>P�>
OBPMLKPF?FIFQV�QL�QEB�BJMILVBBP�>Pstakeholders � 	M>OQFBP�>CCB@QBA�?V�QEB�LMBO>QFLKP
LC�QEB�@LJM>KV
�QL�?>I>K@B�QEBFO�FKQBOBPQP�TEBK�J>HFKD�AB@FPFLKP��->KV�AB@FPFLKP
FK�J>K>DBJBKQ�FKSLISB�QO>ABLCCP�>JLKD�PQ>HBELIABOP�	TEF@E�FK@IRAB�PE>OBELIABOP

TEF@E�@>K�O>OBIV�?B�PFJMIFCFBA�QL�KRJ?BOP�LO�>�PFJMIB�DLLA�?>A�>K>IVPFP�

/MFKFLKP�AFCCBO�LK�TEF@E�DOLRMP�PELRIA�?B�@LKPFABOBA�PQ>HBELIABOP�>KA�ELT�QEBFO
@I>FJP�PELRIA�?B�TBFDEBA�>D>FKPQ�LKB�>KLQEBO��4EB�K>OOLTBPQ�SFBT�BKALOPBP
J>UFJFWFKD�PE>OBELIABO�MOLCFQ�>P�QEB�ALJFK>QFKD�C>@QLO�>KA�LKIV�@LKPFABOP
PQ>HBELIABOP�>P�C>O�>P�QEBV�@>K�>CCB@Q�MOLCFQ��&LO�BU>JMIB�>�PR?P@OF?BO�QL�QEFP�SFBT
TLRIA�@ELLPB�QL�MOLQB@Q�@RPQLJBOP�LKIV�FC�QEBV�QELRDEQ�ALFKD�PL�TLRIA�RIQFJ>QBIV
MLPFQFSBIV�@LKQOF?RQB�QL�QEB�TB>IQE�LC�QEB�PQL@HELIABO��!�?OL>ABO�SFBT�TLRIA

�� !�OBI>QFLKPEFM�FK�TEF@E�LKB
M>OQV�	QEB�>DBKQ
�FP�BUMB@QBA�QL
>@Q�LK�?BE>IC�LC�>KLQEBO�M>OQV
	QEB�MOFK@FM>I
�

�� !�PFQR>QFLK�TEBOB�>K�>DBKQ�E>P
FK@BKQFSBP�QL�MI>@B�MBOPLK>I
FKQBOBPQ�LSBO�QEB�MOFK@FM>IbP�

�� 0>OQFBP�>CCB@QBA�?V�QEB
LMBO>QFLKP�LC�QEB�@LJM>KV�

#E>MQBO���%QEF@P�>KA�&FK>K@B

��



FK@IRAB�BJMILVBBP�PRMMIFBOP�@RPQLJBOP�FKSBPQLOP�@LJJRKFQFBP�	>KA�QEBFO
DLSBOKJBKQP
�TEBOB�QEB�?RPFKBPP�LMBO>QBP�BQ@��%SBK�@LJMBQFQLOP�@>K�?B�@LKPFABOBA
PQ>HBELIABOP�

)K�AB>IFKD�TFQE�QEB�?>I>K@B�?BQTBBK�PQ>HBELIABOP�TB�PRDDBPQ�CLIILTFKD�LKB�SBOV
FJMLOQ>KQ�DRFABIFKB��QE>Q�ERJ>K�AFDKFQV�FP�M>O>JLRKQ��.L�J>K>DBO�E>P�QEB�OFDEQ�QL
@LKPFABO�QEBJPBISBP�PRMBOFLO�QL�QEBFO�BJMILVBBP�PRMMIFBOP�@RPQLJBOP�BQ@�
4OB>QFKD�MBLMIB�>P�>�JB>KP�QL�>K�BKA�@>KKLQ�RIQFJ>QBIV�?B�DLLA�CLO�?RPFKBPP��4EFP
JFDEQ�JB>K�@LKPFABOFKD�QEB�OFDEQP�LC�@RPQLJBOP�QL�RPB�>KA�OBPBII�>�MOLAR@Q�LO�QEB
OFDEQP�LC�BJMILVBBP�QL�>�GRPQ�T>DB�CLO�QEBFO�TLOH��/C�@LROPB�FK�JLOB�BUQOBJB�@>PBP
FQ�@>K�JB>K�@LKPFABOFKD�QEB�BCCB@QP�LC�>AAF@QFSB�PR?PQ>K@BP�LO�BSBK�PI>SB�I>?LO�LO
ERJ>K�QO>CCF@HFKD�

"BVLKA�QEFP�MOFK@FMIB�QEBOB�FP�JR@E�OLLJ�CLO�AB?>QB�>?LRQ�QEB�MOLMBO�?>I>K@B�LC
PQ>HBELIABO�@LK@BOKP��"RPFKBPPBP�>OB�SBOV�@LJMIBU�>KA�>�@LJMOBEBKPFSB�IFPQ�LC
DRFABIFKBP�@LRIA�KLQ�MLPPF?IB�@LSBO�BSBOV�PFQR>QFLK�>�J>K>DBO�TFII�BUMBOFBK@B�FK�EFP
LO�EBO�@>OBBO��4EFP�FP�TEV�FQ�FP�PL�FJMLOQ>KQ�QL�E>SB�J>K>DBOP�TEL�>OB�TFIIFKD�>KA
>?IB�QL�BUBO@FPB�QEBFO�LTK�BQEF@>I�GRADJBKQ�

KEY TAKEAWAYS

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

X 3Q>HBELIABOP�@>K�FK@IRAB�BJMILVBBP�@RPQLJBOP�PRMMIFBOP�FKSBPQLOP
@LJJRKFQFBP�	>KA�QEBFO�DLSBOKJBKQP
�>KA�MLQBKQF>IIV�BSBK
@LJMBQFQLOP�

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

#E>MQBO���%QEF@P�>KA�&FK>K@B

����%QEF@P�FK�->K>DBJBKQ ��



EXERCISES

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

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

�� #LJM>KV�'()�E>P�ABSBILMBA�>�AORD�QE>Q�@>RPBP�>AAF@QFLK�TFQE�M>FKCRI
TFQEAO>T>I�PVJMQLJP��3BIIFKD�QEB�AORD�FP�MOLGB@QBA�QL�ALR?IB�'()bP
MOLCFQP�>KA�FQ�TLRIA�?B�IBD>I�QL�AL�PL��7E>Q�LQEBO�C>@QLOP�JFDEQ
@LKSFK@B�'()�QL�PBII�QEB�AORD �7E>Q�LQEBO�C>@QLOP�JFDEQ�@LKSFK@B�'()�QL
KLQ�PBII�QEB�AORD 

#E>MQBO���%QEF@P�>KA�&FK>K@B

����%QEF@P�FK�->K>DBJBKQ ��



3.4 International Considerations

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

LEARNING OBJECTIVE

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

!P�@LJM>KFBP�BUQBKA�QEBFO�OB>@E�>@OLPP�FKQBOK>QFLK�?LRKA>OFBP�BQEF@>I�FPPRBP�E>SB
Q>HBK�>�JLOB�MOLJFKBKQ�MLPFQFLK�FK�AFP@LROPB�>?LRQ�QEB�?BKBCFQ�LC�DIL?>IFW>QFLK�
.LTEBOB�@>K�QEB�IBD>I�SP��BQEF@>I�AFSFAB�?B�JLOB�MOLKLRK@BA�QE>K�TEBK
@LKPFABOFKD�FKQBOK>QFLK>I�MOLPMB@QP�CLO�TE>Q�FP�IBD>I�FK�LKB�GROFPAF@FQLK�JFDEQ�?B
FIIBD>I�FK�>KLQEBO��!P�AFCCBOBKQ�@RIQROBP�>QQBJMQ�QL�TLOH�QLDBQEBO�AFCCBOBKQ�S>IRBP
@>K�BJBODB�LK�QLMF@P�PR@E�>P��C>FO�T>DBP�TLOHFKD�ELROP�@EFIA�I>?LO�BKSFOLKJBKQ>I
FJM>@Q�C>@FIFQ>QFKD�M>VJBKQP�AFP@OFJFK>QFLK�FK�EFOFKD�LO�@RPQLJBO�?>PB�BQ@�
&RQEBOJLOB�@LJM>KFBP�JFDEQ�J>HB�AB@FPFLKP�RMLK�TEBOB�QL�IL@>QB�QEBFO�TLOHCLO@B
?>PBA�RMLK�Q>U>QFLK�I>?LO�@LPQP�LO�OBDRI>QFLKP�

"BFKD�PBKPFQFSB�QL�@RIQRO>I�AFCCBOBK@BP�FP�>�DLLA�PHFII�QL�CLPQBO�>P�>QQBJMQFKD�QL
RKABOPQ>KA�QEB�SFBTMLFKQ�LC�>KLQEBO�M>OQV�@>K�>IILT�CLO�DOB>QBO�@LII>?LO>QFLK�>KA
FK@OB>PBA�LMMLOQRKFQFBP��"BFKD�LMBK�QL�KBT�SFBTP�>KA�FAB>P�ELTBSBO�FP�SBOV
AFCCBOBKQ�COLJ�>@@BMQFKD�BSBOVQEFKD�>P�OBI>QFSB��->KV�>K�BUB@RQFSB�E>P�QOFBA�QL
BUMI>FK�>T>V�RKBQEF@>I�?BE>SFLO�>P�_QE>QbP�GRPQ�QEB�T>V�QEBV�AL�?RPFKBPP�QEBOB�`
7EFIB�QEFP�JFDEQ�?B�>�@LJMIBQBIV�QORB�PQ>QBJBKQ�QEFP�C>@Q�>ILKB�ALBP�KLQ�DFSB�>
@LJM>KV�GRPQFCF@>QFLK�CLO�SFLI>QFKD�BQEF@>I�MOFK@FMIBP��!KLQEBO�@LJJLK�QOLMB�FP�_FC
TB�IBCQ�>KLQEBO�@LJM>KV�TLRIA�@LJB�FK�QE>Q�FP�BSBK�TLOPB�`�#ELLPFKD�QEB�?BPQ
COLJ�>JLKD�?>A�LMQFLKP�FP�LKB�QEFKD�TEBOB>P�FQ�FP�SBOV�E>OA�QL�PRMMLOQ�>�AB@FPFLK
LK�QEB�DOLRKAP�LC�JBOBIV�?BFKD�_IBPP�RKBQEF@>I`�

KEY TAKEAWAYS

X 'IL?>IFW>QFLK�@OB>QBP�KBT�BQEF@>I�@LKPFABO>QFLKP�
X #RIQRO>I�MI>VP�>�OLIB�FK�BQEF@>I�CFK>K@F>I�AB@FPFLKP�
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�� 2BIL@>QFKD�QL�>�HBV�C>@QLOV�QL�>KLQEBO�@LRKQOV�TFII�>IILT�>�@LJM>KV�QL
OBAR@B�I>?LO�@LPQP�>IILTFKD�CLO�DOB>QBO�MOLCFQP�>KA�>�ILTBO�@LPQ�CLO
@RPQLJBOP��$FP@RPP�QEB�FJM>@Q�LK�@ROOBKQ�BJMILVBBP�MLQBKQF>I
BJMILVBBP�FK�QEB�KBT�@LRKQOV�>KA�LQEBO�PQ>HBELIABOP�

�� !�DLSBOKJBKQ�LCCF@F>I�P>VP�QE>Q�@LJM>KV�!"#bP�M>MBOTLOH�TFII�?B
>MMOLSBA�?RQ�QE>Q�FQ�TLRIA�MOL?>?IV�Q>HB�PFU�TBBHP�QL�MOL@BPP��7FQE�>
������M>VJBKQ�EB�@>K�PBB�QE>Q�FQ�FP�ALKB�?V�QEB�BKA�LC�QEB�TBBH��4EB
BUQO>�CFSB�TBBHP�LC�MOLAR@QFSFQV�FP�TLOQE�>Q�IB>PQ��������QL�QEB�?LQQLJ
IFKB�LC�!"#��7E>Q�>OB�PLJB�LC�QEB�BQEF@>I�@LKPFABO>QFLKP�LC�QEFP
>OO>KDBJBKQ 

�� #LJM>KV�$%&�E>P�>�C>@QLOV�IL@>QBA�FK�@LRKQOV�'()��4EB�DLSBOKJBKQ�LC
'()�E>P�GRPQ�AB@I>OBA�QE>Q�LKB�LC�QEB�?VMOLAR@QP�QE>Q�QEB�C>@QLOV�BJFQP
FKQL�QEB�IL@>I�T>QBO�Q>?IB�FP�KLT�FIIBD>I��4EB�C>@QLOV�OBNRFOBP�>����
JFIIFLK�OBCFQ�QL�BIFJFK>QB�QEB�?VMOLAR@Q��!P�>K�>IQBOK>QFSB�QEB�C>@QLOV
@LRIA�?B�OBIL@>QBA�QL�>�KBFDE?LOFKD�@LRKQOV�CLO����JFIIFLK�TEBOB�QEB
?VMOLAR@Q�FP�KLQ�FIIBD>I��7E>Q�>OB�PLJB�LC�QEB�BQEF@>I�@LKPFABO>QFLKP�LC
QEFP�PFQR>QFLK 
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3.5 The Bigger Picture
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�� %UMI>FK�ELT�AB@FPFLKP�E>SB�?LQE�CFK>K@F>I�>KA�BQEF@>I�@LKPFABO>QFLKP�

&FK>K@F>I�MOL?IBJP�LCQBK�E>SB�NR>KQFCF>?IB�@LJMLKBKQP�	PR@E�>P�J>UFJFWFKD
OBQROK�OBSBKRBP�LO�MOLCFQP�LO�JFKFJFWFKD�BUMBKPBP�LO�OFPH
�>KA�@>I@RI>QFKD�QEBPB
>@@RO>QBIV�FP�@BOQ>FKIV�FJMLOQ>KQ�QL�QEB�AB@FPFLK�J>HFKD�MOL@BPP��)JM>@Q�RMLK�QEB
_?LQQLJ�IFKB`�FP�>�HBV�@LKPFABO>QFLK�?RQ�FQ�FP�KLQ�QEB�LKIV�@LKPFABO>QFLK��OBIVFKD
RMLK�LKB�LO�QTL�KRJ?BOP�QL�GRPQFCV�>�?RPFKBPP�AB@FPFLK�FP�RPR>IIV�QLL�K>OOLT�FK
P@LMB��4EOLRDELRQ�QEFP�?LLH�J>KV�LC�LRO�BUBO@FPBP�>OB�FKABBA�PFJMIFCF@>QFLKP
ABPFDKBA�QL�>IILT�>�PQRABKQ�QL�CL@RP�LK�LKB�M>OQF@RI>O�>PMB@Q�LC�>�CFK>K@F>I�MOL?IBJ�
"RQ�TB�BK@LRO>DB�PQRABKQP�QL�QEFKH�?BVLKA�QEB�MOL?IBJP�>P�MOBPBKQBA�>KA�@LKPFABO
ELT�QEBV�JFDEQ�>MMB>O�FK�>�_OB>I�TLOIA`�PFQR>QFLK��$FP@RPPFLK�TFQE�@LIIB>DRBP�>KA
FKPQOR@QLOP�@>K�EBIM�QL�FIIRPQO>QB�ELT�QEB�QB@EKFNRBP�TB�MOBPBKQ�JFDEQ�?B�M>OQ�LC�>
I>ODBO�J>K>DBJBKQ�AB@FPFLK�TFQE�>KPTBOP�QE>Q�>OB�KLQ�>P�@IB>O�@RQ�

3FK@B�BQEF@>I�@LKPFABO>QFLKP�MBOS>AB�BSBOVQEFKD�TB�AL�B>@E�CLIILTFKD�@E>MQBO�TFII
E>SB�>�PB@QFLK�FK�_4EB�"FDDBO�0F@QROB`�ABSLQBA�QL�BQEF@P��7EFIB�TB�@>K�FK�KL�T>V�?B
BUE>RPQFSB�FK�>AAOBPPFKD�BQEF@>I�FPPRBP�LRO�ELMB�FP�QL�>Q�>�JFKFJRJ�?BDFK�QEB
AFP@RPPFLK�>?LRQ�TE>Q�FP�OFDEQ�>KA�GRPQ�@LK@BOKFKD�QEB�CFK>K@F>I�QLMF@P�TB�MOBPBKQ�
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�� 9LRO�COFBKA�T>KQP�>�PQF@H�LC�DRJ��4EB�M>@H�LC�DRJ�@LPQ�VLR�������>KA
QEBOB�>OB���PQF@HP�FK�QEB�M>@H��(LT�JR@E�PELRIA�VLR�@E>ODB�VLRO�COFBKA 
4OV�QL�>KPTBO�QEFP�NRBPQFLK�?BVLKA�TE>Q�FP�QEB�_QBUQ?LLH`�>KPTBO�
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3.6 End-of-Chapter Exercises
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End-of-Chapter Problems

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

�� *RPQFCV�>K�>KPTBO�QL�QEB�CLIILTFKD�NRBPQFLK�RPFKD�OB>PLKFKD�COLJ
B>@E�LC�QEB�CLRO�J>FK�@>QBDLOFBP�LC�BQEF@>I�CO>JBTLOHP��FP
RKABO>DB�AOFKHFKD�BQEF@>I 

�� 7E>Q�ALBP�QEB�MEO>PB�_(B�TLRIA�PBII�EFP�LTK�JLQEBO�`�FJMIV
>?LRQ�QEB�@E>O>@QBO�LC�>K�FKAFSFAR>I 

�� *FII�E>P�MI>@BA�>K�>A�QL�PBII�EBO�RPBA�@>O��3EB�HKLTP�QE>Q�QEBOB�FP�>
ABCB@Q�TFQE�QEB�BKDFKB�QE>Q�KBBAP������TLOQE�LC�M>OQP�QL�CFU�?RQ�FP
RKL?PBOS>?IB�QL�>K�FKBUMBOQ�BVB��*>@H�>OOFSBP�>KA�P>VP�EB�IFHB�QL
MRO@E>PB�QEB�@>O�CLO�*FIIbP�>ASBOQFPBA�MOF@B��7E>Q�BQEF@>I
@LKPFABO>QFLKP�PELRIA�*FII�E>SB 

�� "RVFKD�>�KBT�J>@EFKB�TFII�FK@OB>PB�QEB�NR>IFQV�LC�@LJM>KV�!"#bP
MOLAR@Q��)Q�TFII�>IPL�OBNRFOB�IBPP�I>?LO�PL�QE>Q�LKB�TLOHBO�TFII�KL
ILKDBO�?B�KBBABA��4EB�P>SFKDP�COLJ�QEB�TLOHBObP�P>I>OV�TFII�M>V�CLO
QEB�J>@EFKB��7E>Q�>OB�QEB�BQEF@>I�FJMIF@>QFLKP�LC�QEFP�AB@FPFLK 

�� 5MLK�>�OB@BKQ�FKPMB@QFLK�FQ�T>P�CLRKA�QE>Q�QEB�CLOBFDK�C>@QLOV�CLO
@LJM>KV�89:�FP�BJMILVFKD�@EFIA�I>?LO��5PFKD�@EFIA�I>?LO�CLO�QEFP
TLOH�FP�IBD>I�FK�QEB�CLOBFDK�@LRKQOV�?RQ�FIIBD>I�FK�QEB�ELJB
@LJM>KV��&ROQEBOJLOB�TEBK�QEB�@EFIAOBK�	>KA�QEBFO�M>OBKQP
�>OB
>PHBA�FC�QEBV�MOBCBO�QL�AL�QEB�TLOH�QEB�>II�>DOBBA�QE>Q�QEBV
TFQELRQ�QEB�C>@QLOV�QEBV�@LRIA�KLQ�>CCLOA�DLLA�CLLA�>KA�KBT
@ILQEBP��7E>Q�>OB�PLJB�LC�QEB�BQEF@>I�@LKPFABO>QFLKP�LC�QEFP
AFP@LSBOV 
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Chapter 4

Financial Statements and Ratio Analysis

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

&LO�QELPB�TEL�IFHB�QL�@LLH�CFK>K@F>I�PQ>QBJBKQP�PE>OB�PLJB�>QQOF?RQBP�TFQE�OB@FMBP�
!�I>P>DK>�OB@FMB�JFDEQ�IFPQ�QEB�FKDOBAFBKQP�>KA�ABQ>FI�QEB�PQBMP�FKSLISBA�?RQ�FQ
JFDEQ�KLQ�BUMI>FK�ELT�QL�HKLT�BU>@QIV�TEBK�QEB�KLLAIBP�TBOB�ALKB�	?RQ�KLQ
LSBOALKB
�>KA�ELT�QL�HKLT�TEBK�QEB�@EBBPB�E>P�JBIQBA�QL�MBOCB@QFLK�LMQFKD
FKPQB>A�CLO�_@LLH�CLO�>?LRQ����JFKRQBP�`�)K�LOABO�QL�?BQQBO�RKABOPQ>KA�TE>Q�J>HBP
>�ABIF@FLRP�I>P>DK>�TB�KBBA�QL�HKLT�KLQ�LKIV�QEB�FKDOBAFBKQP�>KA�PQBMP�?RQ�ELT�QL
FKQBOMOBQ�QEB�OB@FMB�>KA�>�?>PF@�RKABOPQ>KAFKD�LC�@LLHFKD�FK�DBKBO>I��)K�CFK>K@B�>
CRKA>JBKQ>I�>K>IVPFP�LC�CFK>K@F>I�PQ>QBJBKQP�TLRIA�?B�QL�OBSFBT�QEBJ�>KA�QEBK
MBOCLOJ�PLJB�QVMB�LC�>K>IVPFP�LC�QEBJ��!�CRKA>JBKQ>I�>K>IVPFP�@LJ?FKBP�B@LKLJF@P
>KA�>@@LRKQFKD��4EB�>@@LRKQFKD�MOLSFABP�QEB�A>Q>�LK�QEB�CFK>K@F>I�PQ>QBJBKQP��QEB
B@LKLJF@P�MOLSFABP�QEB�QLLIP�QL�>K>IVWB�QEBPB�PQ>QBJBKQP��!�PR@@BPPCRI�>K>IVPFP
FK@IRABP�?LQE�QEB�NR>KQFQ>QFSB�A>Q>�	QEB�CFK>K@F>I�PQ>QBJBKQP
�>KA�>K>IVPFP�LC�QEFP
A>Q>�	RPFKD�CLO�BU>JMIB�O>QFL�>K>IVPFP
��)K�QEFP�@E>MQBO�TB�OBSFBT�QEB�?>PF@
CFK>K@F>I�PQ>QBJBKQP�MOLSFABA�QL�RP�?V�QEB�>@@LRKQ>KQP�>KA�RPB�B@LKLJF@�>K>IVPFP
QL�>K>IVWB�QEBPB�PQ>QBJBKQP�
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4.1 Income Statement
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�� $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>I�PQ>QBJBKQ�TB�BU>JFKB�FP�QEB�FK@LJB�PQ>QBJBKQ��!K�FK@LJB
PQ>QBJBKQ�FK@IRABP�OBSBKRBP�B>OKBA�BUMBKPBP�M>FA�>KA�QEB�?LQQLJ�IFKB�QL�QEB
FKSBPQLOP��KBQ�FK@LJB��4EB�FK@LJB�PQ>QBJBKQ�FP�IFHB�>�JLSFB��FQ�MOLSFABP�>�CFK>K@F>I
CFIJ�LC�>�CFOJ�LSBO�>�MBOFLA�LC�QFJB��)Q�FP�>�JLSFKD�MF@QROB�LC�QEB�CFOJbP�CFK>K@F>I
MBOCLOJ>K@B�AROFKD�>�DFSBK�QFJB�MBOFLA�QVMF@>IIV�>�VB>O�?RQ�JLKQEIV�>KA
NR>OQBOIV�CFK>K@F>I�PQ>QBJBKQP�>OB�>IPL�MOBM>OBA��!KA�TEFIB�QEB�@>IBKA>O�VB>O�BKAP
$B@BJ?BO����@LJM>KFBP�LCQBK�MF@H�LQEBO�A>QBP�>P�QEBFO�CFP@>I�VB>O�BKA�ABMBKAFKD
LK�QEBFO�FKARPQOV�LO�PBIIFKD�@V@IB�

4EB�CFOPQ�IFKB�	QLM�IFKB
�LC�>K�FK@LJB�PQ>QBJBKQ�FPrevenue� 	>IPL�@>IIBA�P>IBP
OBSBKRB�LO�P>IBP
��4EFP�FP�QEB�QLQ>I�ALII>O�>JLRKQ�LC�DLLAP�>KA�PBOSF@BP�PLIA�AROFKD
QEB�DFSBK�QFJB�MBOFLA��&OLJ�QEFP�AFOB@Q�BUMBKPBP�FK@ROOBA�QL�J>HB�QEB�DLLA�>OB
ABAR@QBA�>Pcost of goods sold (COGS)� ��4EFP�OBPRIQP�FKgross profit � �>IPL�HKLTK�>P
%>OKFKDP�"BCLOB�)KQBOBPQ�4>UBP�$BMOB@F>QFLK�>KA�!JLOQFW>QFLK�	%")4$!
��'OLPP
MOLCFQ�FP�TE>Q�QEB�@LJM>KV�J>AB�?V�J>HFKD�>KA�PBIIFKD�FQP�MOLAR@Q��&OLJ�DOLPP
MOLCFQ�TB�KBBA�QL�M>V�LMBO>QFKD�CFK>K@F>I�	FKQBOBPQ
�>KA�Q>U�BUMBKPBP�Operating
expenses� FK@IRAB�PBIIFKD�DBKBO>I�>KA�>AJFKFPQO>QFSB�BUMBKPBP�	3'�!
�IB>PB
BUMBKPBP�ABMOB@F>QFLK�>KA�>JLOQFW>QFLK�>KA�>OB�QEB�QVMF@>I�@LPQ�LC�ALFKD�?RPFKBPP�
7EFIB�CFUBA�>PPBQP�>OBKbQ�AFOB@QIV�_RPBA�RM`�LSBO�QFJB�>�J>@EFKB�LO�?RFIAFKD�TFII
TB>O�LRQ�LSBO�QFJB�>KA�BSBKQR>IIV�KBBA�QL�?B�OBMI>@BA�Depreciation � >KA
amortization � >OB�>KKR>I�@E>ODBP�QE>Q�OBCIB@Q�QEB�IBD>I�MLOQFLK�LC�@LPQP�LC�QEB
>PPBQP�>IILTBA�QL�?B�ABAR@QBA��$BMOB@F>QFLK�OBI>QBP�QL�Q>KDF?IB�>PPBQP�PR@E�>P
J>@EFKBP�>KA�>JLOQFW>QFLK�OBI>QBP�QL�FKQ>KDF?IB�>PPBQP�PR@E�>P�M>QBKQP�

/K@B�TB�PR?QO>@Q�QEB�LMBO>QFKD�BUMBKPBP�COLJ�DOLPP�MOLCFQ�LRO�OBPRIQ�FPearnings
before interest and taxes (EBIT)� ��%")4�PELTP�RP�QEB�CFOJbP�>?FIFQV�QL�DBKBO>QB�@>PE

�� )K@LJB�LO�QEB�>JLRKQ�LC
JLKBV�OB@BFSBA�?V�>�@LJM>KV
AROFKD�>�PMB@FCF@�MBOFLA�

�� $FOB@Q�@LPQP�>QQOF?RQ>?IB�QL�QEB
MOLAR@QFLK�LC�DLLAP�LO�PBOSF@BP
FK@IRAFKD�O>T�J>QBOF>IP�>KA
I>?LO�

�� 4EB�QLQ>I�>JLRKQ�LC�MOLCFQ��4EB
AFCCBOBK@B�?BQTBBK�OBSBKRB
>KA�@LPQP�?BCLOB�>@@LRKQFKD�CLO
LQEBO�FQBJP�PR@E�>P�FKQBOBPQ
ABMOB@F>QFLK�Q>UBP�>KA
>JLOQFW>QFLK�

�� %UMBKAFQROBP�QE>Q�OBPRIQ�COLJ
KLOJ>I�?RPFKBPP�LMBO>QFLKP�

�� !�T>V�QL�>IIL@>QB�QEB�@LPQ�LC�>K
>PPBQ�LSBO�FQP�RPBCRI�IFCB�

�� 0>VFKD�LCC�>�AB?Q�FK�OBDRI>O
FKPQ>IIJBKQP�LSBO�QFJB�
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4.2 The Balance Sheet
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4.3 Cash Flow Statement

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

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�>�@LJM>KV��4EB�PQ>QBJBKQ�LC
@>PE�CILTP�FP�>�PRJJ>OV�LC�@>PE�CILTP�LSBO�QEB�MBOFLA�LC�QFJB�OBMLOQBA��#>PE�CILTP
>OB�QEB�AFCCBOBK@B�?BQTBBK�TE>Q�>�@LJM>KV�?OFKDP�FK�>KA�TE>Q�FQ�M>VP�LRQ�
#LJM>KFBP�KBBA�QL�DBKBO>QB�BKLRDE�FK@LJB�COLJ�LMBO>QFLKP�QL�CRKA�QEB�CRQROB
DOLTQE�LC�QEB�CFOJ�>KA�>KV�CRQROB�FKSBPQJBKQP�FK�@>MFQ>I�LO�PB@ROFQFBP�>KA�MOLSFAB�>
PLIFA�FKSBPQJBKQ�CLO�FKSBPQLOP�

4EB�PQ>QBJBKQ�LC�@>PE�CILTP�FK@IRABP�@>PE�CILTP�COLJ�LMBO>QFKD�FKSBPQFKD�>KA
CFK>K@FKD�@>PE�CILTP�Operating cash flows�� >OB�@>PE�CILTP�MOLSFABA�COLJ�KLOJ>I
?RPFKBPP�LMBO>QFLKP��/MBO>QFKD�@>PE�CILTP�>IPL�>@@LRKQP�CLO�KLK�@>PE�FQBJP�PR@E�>P
ABMOB@F>QFLK�>KA�QEB�@E>KDB�FK�TLOHFKD�@>MFQ>I�Investing cash flows �� >OB�@>PE
CILTP�OB@BFSBA�COLJ�FKSBPQJBKQP�PR@E�>P�QEB�?RVFKD�>KA�PBIIFKD�LC�CFUBA�>PPBQP�FK
LRO�LTK�CFOJ�LO�CFK>K@F>I�FKSBPQJBKQP�FK�LQEBO�CFOJP�Financing cash flows�� >OB
QELPB�OB@BFSBA�COLJ�CFK>K@FKD�>@QFSFQFBP��4EFP�FK@IRABP�AB?Q�PR@E�>P�MOFK@FM>I
M>VJBKQP�LK�IL>KP�BNRFQV�LO�PBIIFKD�FKSBPQJBKQP��4EFP�PB@QFLK�>IPL�FK@IRABP
AFSFABKA�M>VJBKQP�>KA�PQL@H�OBMRO@E>PBP�

#>PE�CILT�COLJ�LMBO>QFKD�>@QFSFQFBP�@>K�?B�BFQEBO�MLPFQFSB�LO�KBD>QFSB��TEBK�>�CFOJ
B>OKP�OBSBKRB�@>PE�CILTP�>OB�MLPFQFSB�TEBK�FQ�M>VP�BUMBKPBP�@>PE�CILTP�>OB
KBD>QFSB��/C�DOB>Q�FJMLOQ>K@B�QL�FKSBPQLOP�FP�QEB�>?FIFQV�LC�QEB�CFOJ�QL�DBKBO>QB
MLPFQFSB�@>PE�CILT��)C�KLQ�PROSFS>I�TFII�KLQ�?B�CLO�ILKD��!�MOL�CLOJ>�PQ>QBJBKQ�LC
@>PE�CILTP�FP�PELTK�FK&FDROB������0OL�&LOJ>�3Q>QBJBKQ�LC�#>PE�&ILTP��
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��� 2BSBKRBP�DBKBO>QBA�COLJ�QEB
LMBO>QFLKP�LC�>�@LJM>KV�
'BKBO>IIV�ABCFKBA�>P�OBSBKRBP
IBPP�>II�LMBO>QFKD�BUMBKPBP�

��� #>PE�CILTP�OB@BFSBA�COLJ
FKSBPQJBKQP�LO�LQEBO�KLK�A>V
QL�A>V�>@QFSFQFBP�

��� #>PE�CILTP�DBKBO>QBA�COLJ
BUQBOK>I�>@QFSFQFBP�
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KEY TAKEAWAYS

X #>PE�CILTP�>OB�SFQ>I�QL�QEB�EB>IQE�LC�>�?RPFKBPP�
X 4EB�PQ>QBJBKQ�LC�@>PE�CILTP�@LKPFPQP�LC�@>PE�COLJ�LMBO>QFKD�FKSBPQFKD

>KA�CFK>K@FKD�>@QFSFQFBP�

EXERCISES

�� 2BSFBT�QEB�CLIILTFKD����+�PQ>QBJBKQP

>� (BOB�FP�>�IFKH�QL�.FHBbP����+�

EQQM���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 �&OLJ
CFK>K@FKD�>@QFSFQFBP �&OLJ�FKSBPQFKD�>@QFSFQFBP 

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

EQQM���FKSBPQLO�PQ>O?R@HP�@LJ�
MELBKFU�WEQJI @�������M�FOLI��
3%#4BUQ�4%84�>(2�@$LS,�IV,JIRA#��:8.�?'&�9K
6W>7�I@�-R9��Q,�2S9�6Q:7��,�9U,W!T-$%U/4-
U-G5Q-4%Q-W%�-4@�,�EQ?!��A��A�QL@������=��

,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 

�� ,>PQ�VB>O�3RK�3H>QB?L>OAP�E>A��������FK�LMBO>QFKD�@>PE�CILT�������
FK�CFK>K@FKD�@>PE�CILT�>KA��������FK�FKSBPQFKD�@>PE�CILT��'BKBO>QB�>
PQ>QBJBKQ�LC�@>PE�CILTP�CLO�3RK�3H>QB?L>OAP�

#E>MQBO���&FK>K@F>I�3Q>QBJBKQP�>KA�2>QFL�!K>IVPFP

����#>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


4.4 Other Statements
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LEARNING OBJECTIVES

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

Statement of Shareholder Equity

4EBstatement of shareholder equity �� ABP@OF?BP�QEB�@E>KDBP�QL�>�@LJM>KVbP
BNRFQV�PB@QFLK�LC�QEB�?>I>K@B�PEBBQ�LSBO�>�VB>O��4EFP�FK@IRABP�>KV�BNRFQV�>@@LRKQ
QO>KP>@QFLKP�PR@E�>P�OBQ>FKBA�B>OKFKDP�@LJJLK�>KA�MOBCBOOBA�PQL@H�>P�TBII�>P
LQEBO�FK@LJB��)Q�PELTP�QEB�?BDFKKFKD�?>I>K@B�>KV�>AAFQFLKP�LO�ABAR@QFLKP�>KA�QEB
BKAFKD�?>I>K@B�LC�PE>OBELIABO�BNRFQV��!�MOL�CLOJ>�PQ>QBJBKQ�LC�PE>OBELIABO�BNRFQV
FP�PELTK�FK&FDROB������0OL�&LOJ>�3Q>QBJBKQ�LC�3E>OBELIABO�%NRFQV��

�42@=0��	�$=:��:=8,�&?,?0809?�:1�&3,=03:7/0=��<@4?D

Statement of Retained Earnings

4EBstatement of retained earnings �� OBMLOQP�QEB�@E>KDB�FK�OBQ>FKBA�B>OKFKDP
LSBO�>�VB>O��)K�BPPBK@B�FQ�FP�>K�>??OBSF>QBA�CLOJ�LC�QEB�PQ>QBJBKQ�LC�PE>OBELIABOP
BNRFQV��4EFP�PQ>QBJBKQ�BUMI>FKP�QEB�@E>KDBP�FK�OBQ>FKBA�B>OKFKDP�COLJ�KBQ�FK@LJB
	LO�ILPP
�>KA�COLJ�>KV�AFSFABKAP�LSBO�>�MBOFLA�LC�QFJB��!�MOL�CLOJ>�PQ>QBJBKQ�LC
OBQ>FKBA�B>OKFKDP�FP�PELTK�FK&FDROB������0OL�&LOJ>�3Q>QBJBKQ�LC�2BQ>FKBA
%>OKFKDP��
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��� 4EB�@E>KDBP�QL�>�@LJM>KVbP

BNRFQV�PB@QFLK�LC�QEB�?>I>K@B
PEBBQ�LSBO�>�VB>O�

��� !??OBSF>QBA�PQ>QBJBKQ�QE>Q
PQ>QBP�QEB�@E>KDBP�QL�OBQ>FKBA
B>OKFKDP�LSBO�>�VB>O�
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Notes to Financial Statements

*RPQ�>P�QEB�BKAKLQBP�QL�>�M>MBO�LO�QEB�KLQBP�FK�>�J>ODFK�LC�>�KLSBI�J>V�?B�QEB�JLPQ
FJMLOQ>KQ�>KA�QELRDEQ�MOLSLHFKD�MFB@BP�QEBnotes to financial statements �� J>V
?B�QEB�JLPQ�FKQBOBPQFKD�>P�TBII��&FK>K@F>I�PQ>QBJBKQP�TFII�LCQBK�FK@IRAB�BUMI>K>QLOV
KLQBP�>?LRQ�FJMLOQ>KQ�M>OQP�LC�QEB�PQ>QBJBKQ��4EBPB�KLQBP�MOLSFAB�JLOB�ABQ>FIBA
FKCLOJ>QFLK�>?LRQ�QEB�QO>KP>@QFLKP�L@@ROFKD�FK�QEB�PQ>QBJBKQP��#LJJLK�FPPRBP
AFP@RPPBA�FK@IRAB�FK@LJB�Q>UBP�OBSBKRB�AFP@RPPFLK�ABQ>FIP�>?LRQ�CFUBA�>PPBQP
MBKPFLK�MI>K�ABQ>FIP�PQL@H�LMQFLKP�>KA�AB?Q�QBOJP��3FK@B�QEB�M>PP>DB�LC�3>O?>KBP�
/UIBV�QEB�CFK>K@F>I�PQ>QBJBKQ�KLQBP�>IPL�FK@IRAB�FKCLOJ>QFLK�>?LRQ�@LJMIF>K@B�QL
QEB�I>T��"B@>RPB�QEBPB�FQBJP�@>K�E>SB�>K�BCCB@Q�LK�QEB�?LQQLJ�IFKB�LC�>�@LJM>KV
QEBPB�KLQBP�>OB�SBOV�FJMLOQ>KQ�QL�OB>A�

KEY TAKEAWAYS

X 3LJBQFJBP�QEB�JLPQ�FJMLOQ>KQ�FKCLOJ>QFLK�FP�KLQ�FK�QEB�J>FK�CFK>K@F>I
PQ>QBJBKQP��"B�PROB�QL�ILLH�>Q�>II�LC�QEB�CFK>K@F>I�FKCLOJ>QFLK^BPMB@F>IIV
QEB�KLQBP��->K>DBJBKQ�TFII�BUMI>FK�	LO�QOV�QL�BUMI>FK�
�QEB�@LJM>KVbP
>@QFLKP�FK�MI>@BP�LQEBO�QE>K�QEB�J>FK�CFK>K@F>I�PQ>QBJBKQP�

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

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

X 4EB�KLQBP�QL�CFK>K@F>I�PQ>QBJBKQP�>OB�>IPL�SBOV�FJMLOQ>KQ�>P�QEBV
@LKQ>FK�BUMI>K>QFLKP�>?LRQ�@BOQ>FK�CFK>K@F>I�>@QFLKP�Q>HBK�?V�QEB
@LJM>KV�

��� )JMLOQ>KQ�FKCLOJ>QFLK
ABP@OF?FKD�TE>Q�L@@ROP�FK
CFK>K@F>I�PQ>QBJBKQP�

#E>MQBO���&FK>K@F>I�3Q>QBJBKQP�>KA�2>QFL�!K>IVPFP
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EXERCISE

�� 2BSFBT�QEB�CLIILTFKD����+�PQ>QBJBKQP

>� (BOB�FP�>�IFKH�QL�.FHBbP����+�

	EQQM���FKSBPQLOP�KFHBFK@�@LJ�4EBJB�.FHB�CFIBP�
AL@=CFK>K@F>IP�!KKR>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>O?R@HbP���������+�

EQQM���FKSBPQFKD�?RPFKBPPTBBH�@LJ�OBPB>O@E�PQL@HP�
CFK>K@F>IP�AO>T
&FIFKD�>PM AL@+BV�������������������������'$��0�
3��1.63)�����/#�(,2�AL@&LOJ>Q�(4-�CLOJ4VMB
����+

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

@� (BOB�FP�>�IFKH�QL�-@$LK>IAbP����+�

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

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


4.5 Ratio Analysis
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LEARNING OBJECTIVES
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�� 5PB�QEB�@>QBDLOFBP�LC�O>QFLP�QL�D>FK�HKLTIBADB�>?LRQ�QEB�PQOBKDQE�LC�>

@LJM>KV�
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2>QFL�>K>IVPBP�>OB�>IPL�QLLIP��4EBV�@>K�?B�SBOV�RPBCRI�FC�VLR�HKLT�ELT�QL�MOLMBOIV
RPB�QEBJ�	IFHB�*FJbP�C>QEBO
�LO�A>KDBOLRP�FC�VLR�ALKbQ�	IFHB�*FJ
��3LJB�>OB�B>PV�QL
RKABOPQ>KA�LQEBOP�>�?FQ�JLOB�@LJMIF@>QBA��)KPQB>A�LC�QEB�QLLI?LU�COLJ�QEB
KBTPM>MBO�>A�FK�QEFP�PB@QFLK�TB�CL@RP�LK�QEB�CFK>K@F>I�J>K>DBObP�QLLIHFQ�>KA�QEB
FQBJP�FKPFAB�

Ratio analysis�� FP�LKB�LC�QEB�JLPQ�FJMLOQ>KQ�QLLIP�CLO�BS>IR>QFKD�>�@LJM>KVbP
CFK>K@F>I�EB>IQE�	>KA�FQ�@>K�?B�CRK�QLL�
��)QbP�KLQ�GRPQ�>?LRQ�@>I@RI>QFKD�O>QFLP�FQbP
>?LRQ�FKQBOMOBQ>QFLK�LC�QEB�O>QFLP�>KA�PBBFKD�@E>KDBP�LMMLOQRKFQFBP�>KA�QEOB>QP�
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>IVWB��4EB�CFOPQ
@>QBDLOV�FP�,FNRFAFQV�2>QFLP�

Liquidity Ratios

Liquidity ratios �� JB>PROB�QEB�>?FIFQV�LC�>�?RPFKBPP�QL�JBBQ�FQP�PELOQ�QBOJ�CFK>K@F>I
L?IFD>QFLKP��4EBPB�O>QFLP�>OB�>PPL@F>QBA�TFQE�>�CFOJbP�TLOHFKD�@>MFQ>I�

��� !�NR>KQFQ>QFSB�QLLI�RPBA�QL
>K>IVWB�>�@LJM>KVbP�CFK>K@F>I
PQ>QBJBKQP�

��� 2>QFLP�QE>Q�JB>PROB�QEB�>?FIFQV
LC�>�@LJM>KV�QL�JBBQ�FQP�PELOQ�
QBOJ�CFK>K@F>I�L?IFD>QFLKP�
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Current Ratio

/RO�CFOPQ�O>QFL�FP�@>IIBA�QEBcurrent ratio �� ��4EFP�FP�@LJMRQBA�?V�AFSFAFKD�@ROOBKQ
>PPBQP�?V�@ROOBKQ�IF>?FIFQFBP��4EB�@ROOBKQ�O>QFL�JB>PROBP�QEB�>?FIFQV�LC�>�@LJM>KV�QL
OBM>V�FQP�@ROOBKQ�IF>?FIFQFBP�

Quick Ratio (Acid Test)

!�PB@LKA�IFNRFAFQV�O>QFL�FP�QEBQuick Ratio�� >IPL�HKLTK�>P�QEB�_>@FA�QBPQ`��)Q�T>P
DFSBK�QEB�KF@HK>JB�_>@FA�QBPQ`�>CQBO�>�JBQELA�RPBA�?V�DLIA�JFKBOP�QL�@LKCFOJ�QEBFO
KRDDBQP�TBOB�OB>I�DLIA��.RDDBQP�DLIA�JFKBOP�AFP@LSBOBA�TBOB�AFMMBA�FK�>@FA��-LPQ
JBQ>IP�TFII�AFPPLISB�FK�>@FA�>KA�C>FI�QEB�QBPQ^BU@BMQ�QEB�OB>I�AB>I��DLIA��&FK>K@F>IIV
QEB�a>@FA�QBPQb�JB>PROBP�QEB�>?FIFQV�LC�>�CFOJ�QL�M>V�FQP�IF>?FIFQFBP�TFQE�QEB�OB>I�AB>I�
@>PE��4EB�>@FA�QBPQ�JB>PROBP�FC�>�@LJM>KV�@>K�M>V�FQP�@ROOBKQ�IF>?FIFQFBP�TFQELRQ
OBIVFKD�LK�QEB�P>IB�LC�FQP�FKSBKQLOV��)K�QEB�>@FA�QBPQ�TB�PR?QO>@Q�FKSBKQLOFBP�COLJ
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Asset Management Ratios
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Inventory Turnover Ratio
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Total Asset Turnover Ratio
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Fixed Asset Turnover Ratio
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Debt Management Ratios
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Debt Ratio

4EBdebt ratio �� FP�QEB�O>QFL�LC�AB?QP�QL�>PPBQP�	FK�>@QR>IFQV�QLQ>I�IF>?FIFQFBP�QL�QLQ>I
>PPBQP
��)Q�JB>PROBP�QEB�MBO@BKQ>DB�LC�CRKAP�MOLSFABA�?V�@ROOBKQ�IF>?FIFQFBP�>KA�?V
ILKD�QBOJ�AB?Q��#OBAFQLOP�MOBCBO�ILT�AB?Q�O>QFLP�?B@>RPB�>�ILT�O>QFL�FKAF@>QBP�QE>Q

�5�P�U�B�M�"�T�T�F�U�5�V�S�O�P�W�F�S��
�4�B�M�F�T

�5�P�U�B�M�"�T�T�F�U�T

�' �J�Y�F�E�"�T�T�F�U�5�V�S�O�P�W�F�S��
�4�B�M�F�T

�/ �F�U�' �J�Y�F�E�"�T�T�F�U�T

��� !�JB>PROB�LC�ELT�BCCB@QFSB�>
CFOJ�FP�FK�RPFKD�FQP�>PPBQP�QL
DBKBO>QB�P>IBP��$BCFKBA�>P�P>IBP
AFSFABA�?V�QLQ>I�>PPBQP�

��� !�JB>PROB�LC�ELT�BCCB@QFSB�>
CFOJ�FP�FK�RPFKD�FQP�CFUBA�>PPBQP
QL�DBKBO>QB�P>IBP��$BCFKBA�>P
P>IBP�AFSFABA�?V�QLQ>I�>PPBQP�

��� #>I@RI>QB�ELT�JR@E�>�CFOJ�RPBP
AB?Q�>P�>�PLRO@B�LC�CRKAFKD�

��� 4EB�O>QFL�LC�AB?Q�QL�>PPBQP�
$BCFKBA�>P�QLQ>I�IF>?FIFQFBP
AFSFABA�?V�QLQ>I�>PPBQP�

#E>MQBO���&FK>K@F>I�3Q>QBJBKQP�>KA�2>QFL�!K>IVPFP

����2>QFL�!K>IVPFP ��



QEB�CFOJ�E>P�MIBKQV�LC�>PPBQP�QL�M>V�?>@H�FQP�AB?QP��)K�LQEBO�TLOAP�QEB�CFOJ�E>P�>
CFK>K@F>I�a>FO?>Db�FK�@>PB�LC�>K�>@@FABKQ�TEF@E�TFII�MOLQB@Q�>D>FKPQ�>�@OBAFQLObP�ILPPBP
FK�QEB�BSBKQ�LC�?>KHORMQ@V��/K�QEB�LQEBO�E>KA�>�PQL@HELIABO�J>V�MOBCBO�>�EFDEBO
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Debt-Equity Ratio
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Fixed Payments Coverage Ratio
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Profitability Ratios
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Return on Assets (ROA)
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4.6 Final Thoughts on Ratio Analysis
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4.7 Worked Problem: CABS Inc.
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Current Ratio
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Fixed Asset Turnover
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Profit Margin
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Return on Equity (ROE)
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Chapter 5

Pro Forma Statements

Predicting the Future
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5.1 Pro Forma Income Statement
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5.2 Pro Forma Balance Sheet
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5.3 Assessment of Pro Forma Statements
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5.4 The Bigger Picture
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5.5 End-of-Chapter Problems
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Chapter 6

Time Value of Money: One Cash Flow

A Dollar Today vs. A Dollar Tomorrow
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6.1 Present Value and Future Value
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6.2 Interest
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6.3 Simple Interest
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6.4 Compound Interest
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6.5 Solving Compound Interest Problems
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&@>,9�/0;:>4?>�������49?:�,�>,A492>�,..:@9?	��1�?30�49?0=0>?�=,?0�4>���.:8;:@9/0/�,99@,77D�
B3,?�4>�30=�0C;0.?0/�-,7,9.0�49�14A0�D0,=>�

#E>MQBO���4FJB�6>IRB�LC�-LKBV��/KB�#>PE�&ILT

��



3FK@B�3RP>K�FP�DFSFKD�EBO�JLKBV�QL�QEB�?>KH�QE>Q�FP�>�@>PE�LRQCILT��)K�CFSB�VB>OP
PEB�@LRIA�MLQBKQF>IIV�TFQEAO>T�QEB�JLKBV�@>RPFKD�>K�FKCILT�

�42@=0��	��)��C,8;70�'4807490

.LQB�QE>Q�FC�TB�PLISB�QEB�MOL?IBJ�COLJ�QEB�?>KHbP�MLFKQ�LC�SFBT�QEB�LKIV�AFCCBOBK@B
FP�QEB�AFOB@QFLK�LC�QEB�@>PE�CILTP��4EB�KRJ?BOP�TFII�KB@BPP>OFIV�E>SB�QL�?B�QEB�P>JB�

�42@=0��	��)��C,8;70�'4807490���,96K>�)40B�

7B�@>K�PLISB�QEFP�MOL?IBJ�TFQELRQ�OBPLOQFKD�QL�CLOJRI>P�LO�QB@EKLILDV�?V
OB>PLKFKD�QEOLRDE�QEB�?>I>K@BP�>Q�QEB�BKA�LC�B>@E�LC�QEB�VB>OP��!CQBO�QEB�CFOPQ�EBO
������TFII�DOLT�?V�������������	������e���
������������������������&LO�VB>O�QTL
QEB�BKQFOB�?>I>K@B�TFII�DOLT�?V�>KLQEBO�������������	������e���
�������������������
����������!KA�PL�LK�RKQFI�TB�OB>@E�>�VB>O�CFSB�?>I>K@B�LC����������

�42@=0��	��9/492�-,7,9.0>

3LISFKD�TFQE�QEB�CLOJRI>�VFBIAP�QEB�OBPRIQ�C>PQBO�?RQ�FQ�FP�SBOV�FJMLOQ>KQ�QL
@LK@BMQR>IFWB�TEV�QEB�CLOJRI>�TLOHP��5PFKD�>�06��������9 ����VB>OP=�����MBO
VB>O�OBPRIQP�FK�

��.LQB�QE>Q�TB�JRPQ�RPB�QEB�AB@FJ>I�OBMOBPBKQ>QFLK�LC�QEB�FKQBOBPQ�O>QB�	����FKPQB>A
LC���
�CLO�QEB�CLOJRI>�QL�TLOH�MOLMBOIV�

����������� �m�	�� �� �������
�� �� �����������������

#E>MQBO���4FJB�6>IRB�LC�-LKBV��/KB�#>PE�&ILT

����3LISFKD�#LJMLRKA�)KQBOBPQ�0OL?IBJP ��



Sanity Check

3FK@B�QEB�AFCCBOBK@B�?BQTBBK�PFJMIB�FKQBOBPQ�>KA�@LJMLRKA�FKQBOBPQ�>OB
OBI>QFSBIV�PJ>II�TB�@>K�NRF@HIV�RPB�PFJMIB�FKQBOBPQ�QL�_P>KFQV�@EB@H`�LRO�TLOH
CLO�BOOLOP�����LC�������FP�����PL�TFQE�PFJMIB�FKQBOBPQ�TB�TLRIA�DBQ�����MBO
VB>O�LO���e������������QLQ>I�FKQBOBPQ��#LJMLRKAFKD�PELRIA�VFBIA�PIFDEQIV�JLOB
QE>K�PFJMIB�FKQBOBPQ�TEF@E�TB�@>K�SBOFCV�LKIV�>AAP�������JLOB��/C�@LROPB�QEB
EFDEBO�QEB�FKQBOBPQ�O>QB�LO�QEB�JLOB�MBOFLAP�QEBOB�>OB�TFII�@>RPB�QEB�AFCCBOBK@B
QL�FK@OB>PB�?RQ�FQbP�>�RPBCRI�?BK@EJ>OH�QL�QBPQ�QE>Q�TB�>OB�FK�QEB�?>IIM>OH�

3LISFKD�TFQE�>�CFK>K@F>I�@>I@RI>QLO�FP�C>FOIV�PQO>FDEQCLOT>OA�LK@B�VLRbSB�FABKQFCFBA
QEB�MOLMBO�FKMRQP�>KA�>@@LRKQ�CLO�>�CBT�JFKLO�AFCCBOBK@BP��4EB�CFOPQ�FP�QE>Q�@>PE
FKCILTP�>OB�OBMOBPBKQBA�>P�MLPFQFSB�KRJ?BOP�>KA�LRQCILTP�>P�KBD>QFSB�KRJ?BOP�
4ERP�QL�OBMOBPBKQ�LRO�MOL?IBJ�>@@RO>QBIV�QEB�06�PELRIA�?B�BKQBOBA�>P�>�KBD>QFSB
KRJ?BO�	PFK@B�3RP>K�FP�ABMLPFQFKD�QEB�JLKBV�FK�QEB�?>KH�TEF@E�FP�>�@>PE�LRQCILT�
/C�@LROPB�FC�TB�PLISB�QEFP�MOL?IBJ�COLJ�QEB�MBOPMB@QFSB�LC�QEB�?>KH�TFQE�>�MLPFQFSB
06�TB�TFII�DBQ�QEB�P>JB�>KPTBO�CLO�&6�GRPQ�TFQE�QEB�PFDK�CIFMMBA�
��4EB�LQEBO
FJMLOQ>KQ�AFCCBOBK@B�CLO�CFK>K@F>I�@>I@RI>QLOP�FP�QE>Q�QEBV�BUMB@Q�QEB�FKQBOBPQ�O>QB�>P
>�MBO@BKQ>DB�KLQ�AB@FJ>I��&LO�KLT�VLR�@>K�FDKLOB�QEBpmt HBV�

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

PELRIA�PELT�QEB�MOLMBO�PLIRQFLK�LC���������

5PFKD�>�PMOB>APEBBQ�CRK@QFLK�FP�SBOV�PFJFI>O�QL�>�CFK>K@F>I�@>I@RI>QLO�pmt TFII
MOL?>?IV�?B�>�OBNRFOBA�FKMRQ�PL�CLO�KLT�GRPQ�BKQBO����TBbII�BUMI>FK�TE>Q�QEFP�FP�RPBA
CLO�FK�QEB�KBUQ�@E>MQBO�

�&6	O>QB�KMBO�MJQ�MS


�&6	�������d����


�������

!IPL�TEBK�ABQBOJFKFKD�QEB�FKMRQP�CLO�>�MOL?IBJ�KL�J>QQBO�TE>Q�JBQELA�VLR�RPB
FQ�FP�>�DLLA�E>?FQ�QL�TOFQB�QEB�QFJB�RKFQP�CLO9 >KA=�>P�QEBVmust match the
compounding period ��4O>AFQFLK>IIV�FKQBOBPQ�O>QBP�>OB�NRLQBA�>P�>KAnnual
Percentage Rate (APR)�� �LO�QEB�@LJMLRKAFKD�MBOFLAbP�FKQBOBPQ�O>QB�JRIQFMIFBA�?V
QEB�KRJ?BO�LC�MBOFLAP�FK�>�VB>O��3FK@B�QEB�@LJMLRKAFKD�MBOFLA�FK�LRO�P>JMIB

��� !�O>QB�NRLQB�ABQBOJFKBA�?V
JRIQFMIVFKD�QEB�@LJMLRKAFKD
MBOFLAbP�FKQBOBPQ�O>QB�?V�QEB
KRJ?BO�LC�MBOFLAP�FK�>�VB>O�

#E>MQBO���4FJB�6>IRB�LC�-LKBV��/KB�#>PE�&ILT

����3LISFKD�#LJMLRKA�)KQBOBPQ�0OL?IBJP ��



MOL?IBJ�T>P�VB>OIV�TB�AFAKbQ�KBBA�QL�Q>HB�QEFP�FKQL�>@@LRKQ�?RQ�JLPQ�OB>I�TLOIA
BU>JMIBP�QBKA�QL�E>SB�PELOQBO�@LJMLRKAFKD�MBOFLAP�	PBJF�>KKR>IIV�JLKQEIV�LO
A>FIV
��5KIBPP�PMB@FCF@>IIV�PQ>QBA�LQEBOTFPB�>II�PR?PBNRBKQ�FKQBOBPQ�O>QBP�FK�QEFP�?LLH
PELRIA�?B�>PPRJBA�QL�?B�NRLQBA�>P�!02P�

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

!02�����LC�MBOFLAP�FK�>�VB>O���MBOFLAF@�FKQBOBPQ�O>QB

(LT�TLRIA�LRO�>KPTBO�@E>KDB�FC�QEB�FKQBOBPQ�T>P�@LJMLRKABA�JLKQEIV �06�TLRIA
PQFII�?B�������?RQ=TLRIA�KBBA�QL�?B������	���JLKQEP�MBO�VB>O
�����������MBO
JLKQE�>KA9 TLRIA�KBBA�QL�?B�	��VB>OP�e����JLKQEP�MBO�VB>O
������JLKQEP��.LT
QE>Q=>KA9 ?LQE�J>Q@E�QEB�@LJMLRKAFKD�MBOFLA�TB�@>K�RPB�LRO�BNR>QFLK�
����������� �m�	�� �� ���������������
���� �� �������������������#LJMLRKAFKD�JLOB�COBNRBKQIV�TFII
DBQ�3RP>K�>?LRQ����JLOB�FK�FKQBOBPQ��QEFP�JFDEQ�PBBJ�IFHB�>�PJ>II�AFCCBOBK@B�?RQ�CLO
EFDEBO�FKQBOBPQ�O>QBP�LO�ILKDBO�ARO>QFLK�JLOB�COBNRBKQ�@LJMLRKAFKD�@>K�E>SB�>
I>ODBO�FJM>@Q�

Common Formula Mistakes

0>V�>QQBKQFLK�QL�QEB�ABQ>FIP�TEBK�RPFKD�QEB�CLOJRI>�>P�QEBOB�>OB�>JMIB�T>VP�QL
J>HB�JFPQ>HBP��4EB�QTL�?FDDBPQ�>OB�RPFKD�MBO@BKQ>DB�TEBK�AB@FJ>I�FP
KB@BPP>OV�>KA�KLQ�J>Q@EFKD�QEB�@LJMLRKAFKD�MBOFLA��3FK@B�QEB�KRJ?BOP�TB
>OB�AB>IFKD�TFQE�CLO�FKQBOBPQ�O>QBP�@>K�?B�PJ>II�>�DLLA�ORIB�LC�QERJ?�FP�QL�HBBM
CLRO�AFDFQP�	KLQ�@LRKQFKD�IB>AFKD�WBOLP�
�LC�QEB�FKQBOBPQ�O>QB�?BCLOB�OLRKAFKD��!
���!02�@LJMLRKABA�A>FIV�E>P�����������LC�FKQBOBPQ�MBO�A>V��#LKSBOQFKD�QL
AB@FJ>I�	>KLQEBO�MLQBKQF>I�PLRO@B�LC�BOOLO^@LRKQ�QELPB�AB@FJ>I�MI>@BP�
�DFSBP�O
�������������

!KLQEBO�@LJJLK�PLRO@B�LC�@LKCRPFLK�@>K�@LJB�COLJ�QEB�I>?BIP�_MOBPBKQ`�>KA
_CRQROB`�PFK@B�MOBPBKQ�A>V�ALBP�KLQ�>IT>VP�IFKB�RM�TFQE�06��#LKPFABO�QEB�CLIILTFKD
BU>JMIB�

�4A0�D0,=>�,2:��&@>,9�/0;:>4?0/�������49?:�,�>,A492>�,..:@9?	��1�?30�49?0=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@QFLK�ABPMFQB�MOBPBKQ�A>V
KLT�?BFKD�QEB�&6��)C�LKB�TBOB�QL�>IT>VP�>PPRJB�_MOBPBKQ�S>IRB`�JRPQ�?B�_MOBPBKQ

#E>MQBO���4FJB�6>IRB�LC�-LKBV��/KB�#>PE�&ILT

����3LISFKD�#LJMLRKA�)KQBOBPQ�0OL?IBJP ��



A>V`�QEB�PBQ�RM�QL�QEB�MOL?IBJ�TLRIA�DL�>II�TOLKD��$O>TFKD�QEB�QFJBIFKB�ELTBSBO
P>CBIV�MRQP�QEB�I>?BIP�TEBOB�QEBV�MOLMBOIV�PELRIA�?B��4EFP�FP�TEV�?V�QEB�T>V�TB
TFII�>IJLPQ�BU@IRPFSBIV�RPB�QEB�I>?BIP�06�>KA�&6�FKPQB>A�LC�QEB�CRII�TLOAP�

�42@=0��	��=,;3�:1��)�:A0=�'480�1:=��4110=09?��9?0=0>?�%,?0>

Solving for PV

&@>,9�3,>�,������	��-,7,9.0�49�30=�>,A492>�,..:@9?	��1�?30�49?0=0>?�=,?0�3,>�-009��
.:8;:@9/0/�,99@,77D��3:B�8@.3�/4/�>30�/0;:>4?�14A0�D0,=>�,2:�B309�>30�:;090/�?30
,..:@9?�

�42@=0��	�$)��C,8;70�'4807490

)Q�FP�SBOV�FJMLOQ>KQ�QL�KLQB�QE>Q�BSBK�QELRDE�EBO�@ROOBKQ�?>I>K@B�FP���������QEFP�FP
LRO�&6�>P�TB�KBBA�QL�PLISB�CLO�QEB�>JLRKQ�B>OIFBO�LK�QEB�QFJBIFKB�	TEF@E�JRPQ�?B
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�D0,=>	��1�?30�49?0=0>?
=,?0�4>���.:8;:@9/0/�,99@,77D��3:B�8@.3�8@>?�>30�/0;:>4?�9:B�

�1�7 �m�	�� �� �������
�� �� ���������������

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

�<@,?4:9��	��:8;:@9/��9?0=0>?�1:=�9�$0=4:/>��=0,==,920/�

�1�7 �m�	�� �� �S�
�i �� �'�7

�1�7�� �'�7
�	�� �� �S�
�O

5PFKD�>�CFK>K@F>I�@>I@RI>QLO�

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

PELRIA�PELT�QEB�MOLMBO�PLIRQFLK�LC�d�����

#E>MQBO���4FJB�6>IRB�LC�-LKBV��/KB�#>PE�&ILT

����3LISFKD�#LJMLRKA�)KQBOBPQ�0OL?IBJP ��



3MOB>APEBBQ�

�06	O>QB�KMBO�MJQ�CS


�06	��������������


d�������

�42@=0��	��=,;3�:1�$)�:A0=�'480�1:=��4110=09?��9?0=0>?�%,?0>

Solving for the Interest Rate

�,A4/�.@==09?7D�3,>������?3:@>,9/�,9/�B:@7/�7460�?:�/:@-70�?34>�8:90D��?3=:@23�49A0>?492�
-D�34>�;7,990/�=0?4=0809?�49����D0,=>	��?�B3,?�49?0=0>?�=,?0�8@>?�30�49A0>?�?:�,.340A0�?34>
2:,7�

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

�42@=0��	�%,?0��C,8;70�'4807490

So Many ZerosÉ.

3LJBQFJBP�FK�CFK>K@B�TB�AB>I�TFQE�SBOV�I>ODB�PRJP�LC�@>PE��QELRP>KAP�JFIIFLKP
LO�BSBK�?FIIFLKP��2>QEBO�QE>K�QVMB�>II�LC�QELPB�WBOLP�B>@E�QFJB�	>KA�MLPPF?IV
IB>SB�LKB�LCC�FK�BOOLO
�TB�@>K�PQFII�RPB�QEBPB�CLOJRI>P�GRPQ�CFKB�?V�QOB>QFKD�>II�LC
LRO�@>PE�KRJ?BOP�FK�QEBFO�OBPMB@QFSB�RKFQP��&LO�BU>JMIB�QEFP�MOL?IBJ�@>K�PQFII
?B�PLISBA�MOLMBOIV�TFQE�06�����>KA�&6�����PFK@B�LRO�RKFQP�>OB�KLT�QELRP>KAP
LC�ALII>OP��*RPQ�OBJBJ?BO�QL�?B�@LKPFPQBKQ�

�3LISFKD�CLO=	VLRbII�KBBA�QL�Q>HB�QEB���QE�OLLQ
�VFBIAP�QEB�PLIRQFLK�LC���������LO
�������

������������� �m�	�� �� �S�
���� �� �������������

#E>MQBO���4FJB�6>IRB�LC�-LKBV��/KB�#>PE�&ILT

����3LISFKD�#LJMLRKA�)KQBOBPQ�0OL?IBJP ��



5PFKD�>�CFK>K@F>I�@>I@RI>QLO�

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

PELRIA�PELT�QEB�MOLMBO�PLIRQFLK�LC���������.LQB�QE>Q�LKB�LC�QEB�@>PE�CILTP�JRPQ�?B
KBD>QFSB�>KA�LKB�MLPFQFSB�LO�QEB�@>I@RI>QLO�TFII�MOLAR@B�>K�BOOLO�

3MOB>APEBBQ�

�2!4%	KMBO�MJQ�MS�CS


�2!4%	�����d�������������


�������

Growth Rate

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

Solving for the Number of Periods

�,A4/�.@==09?7D�3,>������?3:@>,9/�,9/�B:@7/�7460�?:�/:@-70�?34>�8:90D��?3=:@23�49A0>?492�
-D�34>�=0?4=0809?	��1�?30�-0>?�49?0=0>?�=,?0�30�.,9�149/�4>�����3:B�7:92�B477�30�3,A0�?:�B,4?�?:
=0?4=0�

�42@=0��	��"@8-0=�:1�$0=4:/>��C,8;70�'4807490

��3LISFKD�CLO9 FP�>�IFQQIB�QOF@HV��TBbA�KBBA�QL�RPB�ILD>OFQEJP��-LPQ�MOLCBPPFLK>IP�TFII
GRPQ�RPB�>�CFK>K@F>I�@>I@RI>QLO�LO�PMOB>APEBBQ�CLO�QEBPB�QVMBP�LC�MOL?IBJP�

5PFKD�>�CFK>K@F>I�@>I@RI>QLO�

������������� �m�	�� �� �������
�O�� �������������

#E>MQBO���4FJB�6>IRB�LC�-LKBV��/KB�#>PE�&ILT

����3LISFKD�#LJMLRKA�)KQBOBPQ�0OL?IBJP ��



�#,2�46-��d��������06�����)����������&6���#04���.��PELRIA�PELT�QEB�MOLMBO
PLIRQFLK�LC�������VB>OP��!D>FK�LKB�LC�QEB�@>PE�CILTP�JRPQ�?B�KBD>QFSB�>KA�LKB
MLPFQFSB�LO�QEB�@>I@RI>QLO�TFII�MOLAR@B�>K�BOOLO�

3MOB>APEBBQ�

�.0%2	O>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�QL�DBQ�QEB
>MMOLUFJ>QB�>KPTBO��3FJMIV�AFSFAB����?V�QEB�FKQBOBPQ�O>QB�>KA�QE>QbP�VLRO�QFJB
	FK�J>Q@EFKD�MBOFLAP�LC�@LROPB
��3L�FC�JV�?RPFKBPP�FP�DOLTFKD�>Q����>�JLKQE�FQ
TFII�ALR?IB�FK�>?LRQ�	������
�����JLKQEP��)Q�>IPL�TLOHP�QL�CFKA�QEB�FKQBOBPQ�O>QB
DFSBK�KRJ?BO�LC�MBOFLAP��FC�)�T>KQ�JV�JLKBV�QL�ALR?IB�?V�JV�OBQFOBJBKQ�FK���
VB>OP�QEBK�)�KBBA�>�	�������
��������O>QB�

KEY TAKEAWAYS

X !IT>VP�J>HB�>�QFJBIFKB��06�FP�QL�QEB�IBCQ�LC�&6�
X 7EBK�RPFKD�>�CFK>K@F>I�@>I@RI>QLO�LO�>�PMOB>APEBBQ�CRK@QFLK�@>PE

FKCILTP�>OB�MLPFQFSB�>KA�LRQCILTP�>OB�KBD>QFSB��4EBOB�JRPQ�>IT>VP�?B�>Q
IB>PQ�LKB�LC�B>@E�QVMB�FC�PLISFKD�CLO�O�LO�K�

#E>MQBO���4FJB�6>IRB�LC�-LKBV��/KB�#>PE�&ILT

����3LISFKD�#LJMLRKA�)KQBOBPQ�0OL?IBJP ��



EXERCISES

�� )C������FP�FKSBPQBA�>Q�>����!02�ELT�JR@E�FKQBOBPQ�TFII�?B�B>OKBA�FK���
VB>OP�@LJMLRKABA�>KKR>IIV �#LJMLRKABA�JLKQEIV �#LJMLRKABA
A>FIV 

�� )C�>�IL>K�PE>OH�LCCBOP�QL�DFSB�VLR�������QLA>V�FK�OBQROK�CLO�������FK
QEOBB�TBBHP�TE>Q�FP�QEB�FJMIFBA�TBBHIV�FKQBOBPQ�O>QB �7E>Q�FP�QEFP�O>QB
NRLQBA�>P�>K�!02 

�� !�?>KH�>@@LRKQ�@ROOBKQIV�E>P�>�?>I>K@B�LC�������ALII>OP��)C�QEB�FKFQF>I
ABMLPFQ�T>P�J>AB�CLRO�VB>OP�>DL�>KA�QEB�FKQBOBPQ�O>QB�FP���
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6.6 Effective Interest Rates
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Chapter 7

Time Value of Money: Multiple Flows

The Cash Comes In, The Cash Goes OutÉ
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7.1 Multiple Cash Flows
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7.2 Perpetuities
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7.3 Annuities
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7.4 Loan Amortization
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Chapter 8

Securities Markets

ÒTo market, to marketÉÓ
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8.1 Financial Environment: Institutions and Markets
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8.2 Regulation of Financial Institutions
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8.3 Modern History of Financial Crises
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8.4 Types of Financial and Other Traded Assets
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8.5 The Bigger Picture
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8.6 End-of-Chapter Exercises
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Chapter 9

Interest Rates and Bond Valuation

My Word is My BondÉ
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9.1 Bonds and Interest Rates
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9.2 Credit Risk
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@LPQ�LC�?LOOLTFKD�

4L�>FA�FKSBPQLOP�FK�QEBFO�>PPBPPJBKQ�LC�QEB�@OBAFQ�OFPH�LC�?LKA�FPPRBOP�QEBOB�BUFPQ
O>QFKDP�>DBK@FBP�TEF@E�>QQBJMQ�QL�NR>IFCV�QEB�@OBAFQTLOQEFKBPP�LC�B>@E�?LKA�FPPRB�
3LJB�LC�QEB�I>ODBO�>DBK@FBP�FK@IRAB��3Q>KA>OA�>KA�0LLObP�	3�0
�-LLAVbP�>KA�&FQ@E�
2>QFKDP�O>KDB�COLJ�!!!�	LO�!>>�>P�AFCCBOBKQ�>DBK@FBP�E>SB�PIFDEQIV�AFCCBOBKQ�P@>IBP

CLO�QEB�JLPQ�@OBAFQTLOQEV�AB?Q�QL�$�CLO�AB?Q�QE>Q�FP�>IOB>AV�FK�ABC>RIQ��"LKAP�O>QBA
>Q�IB>PQ�"""d�	LO�">>�
�>OB�@LKPFABOBA�_FKSBPQJBKQ�DO>AB`�TEF@E�@>K�?B�>K
FJMLOQ>KQ�AFPQFK@QFLK�CLO�J>KV�JRQR>I�CRKAP�QE>Q�FKSBPQ�FK�?LKAP�QL�>IILT�QEB
?LKAP�QL�?B�EBIA�FK�QEBFO�MLOQCLIFLP��!KV�?LKAP�O>QBA�ILTBO�	""��">��LO�?BILT
�>OB
@LKPFABOBA�KLQ�FKSBPQJBKQ�DO>AB�LO�_PMB@RI>QFSB`��4EBPB�?LKAP�>OB�PLJBQFJBP
@>IIBA�_GRKH�?LKAP`�>P�TBII�	QELRDE�FQ�TLRIA�?B�FJMLOQ>KQ�QL�OBJBJ?BO�QE>Q�BSBK
_GRKH�?LKAP`�E>SB�>�EFDEBO�@I>FJ�LK�>�@LJM>KVbP�>PPBQP�QE>K�>KV�PE>OBP�LC�PQL@H
�

4>?IB���� "LKA�2>QFKDP

MoodyÕs S&P Fitch

High Grade !>>�QL�!>� !!!�QL�!!d !!!�QL�!!d

Medium Grade !��QL�">>� !��QL�"""d !��QL�"""d

Speculative ">��QL�"� ""��QL�"d ""��QL�"d

Very Risky or In Default #>>��QL�# ###��QL�$ ###�QL�$

4EBOB�E>SB�?BBK�PLJB�@LK@BOKP�LSBO�QEB�>@@RO>@V�LC�QEB�O>QFKDP�MOLSFABA�?V�QEBPB
MOLSFABOP�BPMB@F>IIV�>CQBO�QEB�@OBAFQ�@OFPFP�LC�������3LJB�EFDEIV�O>QBA�PB@ROFQFBP
BKABA�RM�E>SFKD�ABC>RIQ�O>QBP�JR@E�EFDEBO�QE>K�TLRIA�E>SB�?BBK�BUMB@QBA�DFSBK
QEBFO�>PPFDKBA�O>QFKDP��/KB�>ODRJBKQ�FP�QE>Q�QEBPB�PB@ROFQFBP�TBOB�PL�@LJMIBU�QE>Q
QEB�O>QFKDP�>DBK@FBP�@LRIAKbQ�>@@RO>QBIV�BS>IR>QB�QEBJ��!KLQEBO�@I>FJ�T>P�QE>Q
PFK@B�O>QFKDP�>DBK@FBP�B>OK�QEBFO�OBSBKRBP�?V�@E>ODFKD�CLO�>PPFDKFKD�>�O>QFKD�QL�>
PB@ROFQVbP�FPPRB�QEBOB�FP�>�MLQBKQF>I�@LKCIF@Q�LC�FKQBOBPQ�QE>Q�BK@LRO>DBP�QEB�>DBK@FBP
QL�DFSB�EFDEBO�O>QFKDP�QE>K�QEBV�LQEBOTFPB�PELRIA��2BD>OAIBPP�LC�QEB�@>RPB
@LKCFABK@B�FK�O>QFKDP�>DBK@FBP�E>P�?BBK�PE>HBK�>KA�TEFIB�QEB�FKCLOJ>QFLK
MOLSFABA�?V�PR@E�@LJM>KFBP�FP�RKALR?QBAIV�RPBCRI�>K�FKSBPQLO�FP�TFPB�QL�KLQ�?IFKAIV
Q>HB�O>QFKDP�>P�>?PLIRQB�QORQE�BPMB@F>IIV�TEBK�JLOB�@LJMIBU�FKPQORJBKQP�>OB
FKSLISBA�
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EXERCISES
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9.3 Bond Yield
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LEARNING OBJECTIVES

�� %UMI>FK�QEB�OBI>QFLKPEFM�?BQTBBK�QEB�OB>I�FKQBOBPQ�O>QB�QEB�KLJFK>I
FKQBOBPQ�O>QB�>KA�FKCI>QFLK�

�� #>I@RI>QB�>�KLJFK>I�FKQBOBPQ�O>QB�DFSBK�QEB�OB>I�FKQBOBPQ�O>QB�>KA�>K
FKCI>QFLK�O>QB�RPFKD�QEB�&FPEBO�BNR>QFLK�>KA�QEB�JLOB�@LJJLK
>MMOLUFJ>QFLK�

�� $BP@OF?B�QEB�OBI>QFLKPEFM�?BQTBBK�?LKA�MOF@BP�>KA�VFBIAP�
�� #>I@RI>QB�QEB�OFPH�MOBJFRJ�LC�>K�>PPBQ�DFSBK�QEB�OFPH�COBB�OBQROK�>KA

QEB�BUMB@QBA�OBQROK�LC�QEB�>PPBQ�

!II�FKSBPQJBKQP�E>SB�>�@BOQ>FK�>JLRKQ�LC�OFPH�	BSBK�PQRCCFKD�ALII>OP�RKABO�VLRO
J>QQOBPP�FP�SRIKBO>?IB�QL�ELRPB�CFOB�
�>KA�FK�>�MBOCB@Q�TLOIA�TB�TLRIA�?B�>?IB�QL
@LJMIBQBIV�>PPBPP�QEB�OFPH�LC�B>@E�FKSBPQJBKQ��4EBOB�>OB�J>KV�BJMILVBBP
@LJM>KFBP�>KA�@LKPRIQ>KQP�TELPB�BKQFOB�CL@RP�FP�LK�BS>IR>QFKD�OFPH��!ODR>?IV�>II�LC
CFK>K@B�?LFIP�ALTK�QL�QEB�PQRAV�LC�OFPH�>KA�OBQROK�

4EB�S>IRB�LC�>�?LKA�IFHB�>KV�PBOFBP�LC�CRQROB�@>PE�CILTP�FP�FKQOFKPF@>IIV�OBI>QBA�QL
QEB�MBO@BFSBA�LMMLOQRKFQV�@LPQ�LC�QEB�FKSBPQJBKQ�>P�TB�AFP@RPPBA�FK#E>MQBO��
�4FJB�6>IRB�LC�-LKBV��/KB�#>PE�&ILT���4EFP�@LPQ�@>IIBA�QEBreal interest rate �� �FP
ABQBOJFKBA�?V�QEB�J>OHBQ�?V�@>RPFKD�QEB�MOF@B�LC�QEB�?LKA�QL�OFPB�LO�C>II��7EBK�TB
EB>O�KBTP@>PQBOP�PMB>HFKD�LC�_FKQBOBPQ�O>QBP�C>IIFKD`�TE>Q�QEBV�>OB�OB>IIV�P>VFKD�FP
QE>Q�QEB�OBIBS>KQ�?LKAP�E>SB�@E>KDBA�FK�MOF@B�BUMLPFKD�>�?BIFBC�?V�FKSBPQLOP�QE>Q
QEB�LMMLOQRKFQV�@LPQP�LC�ELIAFKD�QEB�?LKA�>OB�DLFKD�ALTK��3L�>P�>�PELOQ@RQ�TB�@>K
Q>IH�>?LRQ�FKQBOBPQ�O>QBP�@E>KDFKD�?RQ�TB�PELRIA�OBJBJ?BO�QE>Q�RIQFJ>QBIV�QEBPB
O>QBP�>OB�ABOFSBA�COLJ�QEB�MOF@B�LC�QEB�?LKAP��!K�FKSBPQLO�?RVFKD�>�?LKA�>Q�>
@BOQ>FK�MOF@B�MLFKQ�TFII�VFBIA�>�@BOQ>FK�OBQROK�LK�EBO�FKSBPQJBKQ��FK�?LKA�M>OI>K@B
QEFP�BUMB@QBA�OBQROK�FP�@>IIBA�QEB�?LKAbPyield �� ��3MB@FCF@>IIVyield to maturity
(YTM)�� FP�QEB�>KKR>IFWBA�O>QB�LC�OBQROK�LK�>�?LKA�>PPRJFKD�QEB�?LKA�FP�EBIA�QL
J>QROFQV�>KA�>II�QEB�BUMB@QBA�@>PE�CILTP�L@@RO�

��� 4EB�FKQBOBPQ�O>QB�QE>Q�LKIV
@LJMBKP>QBP�CLO�QEB�MBO@BFSBA
LMMLOQRKFQV�@LPQ�LC�QEB
FKSBPQJBKQ�
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��� 4EB�>KKR>IFWBA�O>QB�LC�OBQRK
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Bond Yields vs. Prices

!�?LKAbP�VFBIA�FP�ABQBOJFKBA�?V�FQP�MOF@B�?RQ�TB�LCQBK�PMB>H�LC�_FKSBPQLOP
OBNRFOB�>�VFBIA�LC���`��7E>Q�TB�>OB�OB>IIV�P>VFKD�FK�QEFP�@>PB�FP�QE>Q�FKSBPQLOP
TFII�LKIV�M>V�>�MOF@B�CLO�QEB�?LKA�QE>Q�TFII�DFSB�QEBJ�>����OBQROK�LK�QEBFO
JLKBV�

)C�FKSBPQLOP�ABQBOJFKB�QEBV�KBBA�>�EFDEBO�VFBIA�QEBK�QEBV�TLKbQ�?B�TFIIFKD�QL
M>V�>P�JR@E�RM�COLKQ�>KA�?LKA�MOF@BP�PELRIA�C>II��4ERP�>P�VFBIAP�OFPB�MOF@BP
C>II�	>KA�SF@B�SBOP>
��"LKA�MOF@BP�>KA�VFBIAP�>OB�FKSBOPBIV�OBI>QBA�

%>@E�?LKA�C>@BP�>�ELPQ�LC�>AAFQFLK>I�C>@QLOP�>II�LC�TEF@E�JRPQ�?B�>@@LRKQBA�CLO�QL
MOLMBOIV�>PPBPP�QEB�S>IRB�LC�>�?LKA��!P�QFJB�DLBP�?V�QEB�MRO@E>PFKD�MLTBO�LC�>
ALII>O�	LO�TEF@EBSBO�RKFQ�LC�@ROOBK@V�TB�>OB�RPFKD
�@LRIA�ABQBOFLO>QB��QEFP�TB�@>II
inflation �� ��/MMLOQRKFQV�@LPQ�>KA�FKCI>QFLK�C>@QLOBA�QLDBQEBO�>OB�QVMF@>IIV�I>?BIBA
QEBnominal interest rate �� �

)C�?LQE�QEB�FKCI>QFLK�O>QB�>KA�QEB�OB>I�O>QB�LC�FKQBOBPQ�>OB�ILT�	QE>Q�FP������B>@E

QEBK�TB�@>K�P>CBIV�>MMOLUFJ>QB�QEB�KLJFK>I�FKQBOBPQ�O>QB�>P�
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�QL�OBMOBPBKQ�QEB�OB>I�O>QB�LC�FKQBOBPQ�>KA�Z�	QEB
'OBBH�IBQQBO�_MF`
�TEF@E�EBOB�FPnot QEB�@FO@IB�@LKPQ>KQ�LC������QL�OBMOBPBKQ
FKCI>QFLK��7EV�E>SB�CFK>K@B�P@ELI>OP�@ELPBK�QL�RPB�Z �"B@>RPB�TB�QELRDEQ�RPFKD4
TLRIA�?B�QLL�@LKCRPFKD�PFK@B�?LQE�_FKQBOBPQ`�>KA�_FKCI>QFLK`�PQ>OQ�TFQE�QEB�P>JB
IBQQBO\�

4EFP�BNR>QFLK�E>P�QEB�?BKBCFQ�LC�?BFKD�B>PV�QL�OBJBJ?BO�>KA�@>K�?B�RPBA�CLO�C>FOIV
>@@RO>QB�OBPRIQP��7EFIB�EFPQLOF@>IIV�FQ�E>P�?BBK�P>CB�QL�>PPRJB�>�OB>I�FKQBOBPQ�O>QB�>Q
LO�?BILT����QEBOB�E>SB�?BBK�J>KV�L@@ROOBK@BP�LC�I>ODB�O>QBP�LC�FKCI>QFLK�JR@E
I>ODBO�QE>K����QEOLRDELRQ�QEB�TLOIA��7EBK�QEFP�FP�QEB�@>PB�FQ�FP�JLOB�MORABKQ�QL
RQFIFWB�QEB�JLOB�>@@RO>QB�&FPEBO�BNR>QFLK�CLO�FKQBOBPQ�O>QBP�

��� 4EB�ABQBOFLO>QFLK�LC�QEB
MRO@E>PFKD�MLTBO�LC�>
@ROOBK@V�

��� 4EB�FKQBOBPQ�O>QB�QE>Q
@LJMBKP>QBP�CLO�LMMLOQRKFQV
@LPQ�>KA�FKCI>QFLK�C>@QLOBA
QLDBQEBO�
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7EFIB�>�IFQQIB�JLOB�@RJ?BOPLJB�QL�OBJBJ?BO�>KA�RPB�FQ�FP�QEB�JLOB�>@@RO>QB
BPMB@F>IIV�FC�FKCI>QFLK�FP�EFDE�

4EFP�@LJ?FK>QFLK�LC�QEB�OB>I�O>QB�LC�FKQBOBPQ�>KA�QEB�FKCI>QFLK�O>QB�PELRIA�?B�QEB
OBQROK�OBNRFOBA�LK�>K�>PPBQ�QE>Q�FP�COBB�LC�>KV�LQEBO�OFPHP��TB�@>II�QEFP�QEB�OFPH�COBB
O>QB�LC�OBQROK�>KA�ABPFDK>QB�FQ�=%���!P�LC�QEB�QFJB�LC�QEFP�TOFQFKD�PQ>KA>OA�MO>@QF@B

FP�QL�RPB�53�DLSBOKJBKQ�?LKAP�>P�>�MOLUV�CLO�PR@E�>�OFPH�COBB�>PPBQ�

7B�>IOB>AV�HKLT�LC�LKB�OFPH�@OBAFQ�OFPH�QE>Q�TFII�@>RPB�FKSBPQLOP�QL�ABJ>KA�EFDEBO
VFBIAP�?RQ�QEBOB�>OB�J>KV�LQEBO�MLQBKQF>I�PLRO@BP�LC�OFPH��&LO�BU>JMIB�FC�>�?LKA
FPKbQ�IFHBIV�QL�?B�B>PFIV�QO>A>?IB�QEBK�FKSBPQLOP�@LRIA�T>KQ�EFDEBO�VFBIAP�QL
@LJMBKP>QB��!II�LC�QEBPB�TFII�@LKQOF?RQB�QL�QEB�FKSBPQJBKQbPrisk premium �� �LO
>JLRKQ�LC�OBQROK�OBNRFOBA�?V�FKSBPQLOP�LSBO�QEB�OFPH�COBB�>PPBQ�
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��� 4EB�>JLRKQ�LC�OBQROK�OBNRFOBA
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>PPBQ�
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EXERCISES

�� )C�QEB�BUMB@QBA�O>QB�LC�FKCI>QFLK�FK@OB>PBP�TE>Q�TFII�E>MMBK�QL�QEB
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9.4 Bond Valuation
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LEARNING OBJECTIVES
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&LO�BU>JMIB�FC�)�HKLT�QE>Q�>�?LKA�TFQE�>����>KKR>I�@LRMLK�E>P���VB>OP�QL�J>QROFQV
>�������M>O�S>IRB�>KA�E>P�>�94-�LC������)�@>K�CFDROB�LRQ�FQP�MOF@B��3FK@B�M>VJBKQP
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Quoting Bond Prices
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9.5 The Bigger Picture
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9.6 End-of-Chapter Problems
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Chapter 10

Stock Valuation

How Much Is a Piece of a Company Worth?
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10.1 Common and Preferred Stocks
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10.2 Dividend Discount Model
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Dividend Stream with Constant Growth
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10.3 Market Multiples Approach
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10.4 Free Cash Flow Approach
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10.5 The Bigger Picture
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10.6 End-of-Chapter Problems
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Chapter 11

Assessing Risk

Nothing ventured, nothing gained.
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11.1 Risk and Return Basics
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%UMB@QBA�2>QB�LC�2BQROK���	MOL?>?FIFQV�LC�LRQ@LJB���e�O>QB�LC�OBQROK�LC�LRQ@LJB��
��
	MOL?>?FIFQV�LC�LRQ@LJB���e�O>QB�LC�OBQROK�LC�LRQ@LJB��
���\���	MOL?>?FIFQV�LC
LRQ@LJB�K�e�O>QB�LC�OBQROK�LC�LRQ@LJB�K
��; � =� � ; � =� ��\�� ; K=K

&LO�BU>JMIB�@LKPFABO�>K�FKSBPQJBKQ�QE>Q�E>P�>�����@E>K@B�LC�D>FKFKD�����>����
@E>K@B�LC�D>FKFKD����>KA�>�����@E>K@B�LC�ILPFKD�����	>�OBQROK�LC�d���
��/RO
BUMB@QBA�O>QB�LC�OBQROK�FP�����e�����������������e�	d���
���������������

/QEBO�MLQBKQF>I�T>VP�LC�QEFKHFKD�>?LRQ�QEB�BUMB@Q>QFLKP�PROOLRKAFKD�QEB�O>QB�LC
OBQROK�>OB�>IPL�S>IFA�>KA�FKSBPQLOP�PELRIA�?B�BK@LRO>DBA�QL�QEFKH�>?LRQ�JLOB�QE>K

�3�B�U�F�P�G�3�F�U�V�S�O ��

��

�3�F�U�V�S�O
�*�O�W�F�T�U�N�F�O�U

�	�$�B�T�I�*�O�G�M�P�X�T�1 �$�B�T�I�0�V�U�G�M�P�X�T�

�$�B�T�I�0�V�U�G�M�P�X�T

�� &LO�>K�FKSBPQJBKQ�QEB�>JLRKQ
LC�JLKBV�TB�BKA�TFQE�IBPP�LRO
FKSBPQBA�JLKBV�

�� 4EB�O>QFL�LC�LRO�OBQROK�QL�LRO
FKSBPQJBKQ�

�� 4EB�TBFDEQBA�JB>K�LC�QEB
MLPPF?IB�FKSBPQJBKQ�LRQ@LJBP�
QE>Q�FP�B>@E�MLPPF?IB�LRQ@LJB
TBFDEQBA�?V�QEB�MOL?>?FIFQV�LC
QE>Q�LRQ@LJB�

#E>MQBO����!PPBPPFKD�2FPH
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GRPQ�QEB�TBFDEQBA�JB>K��7B�@LRIA�@LKPFABO�QEB�JLPQ�IFHBIV�LRQ@LJB�	FK�LRO�>?LSB
BU>JMIB�>�D>FK�LC���
��7B�@LRIA�@LKPFABO�QEB�O>KDB�LC�LRQ@LJBP�	>�OBQROK�?BQTBBK
�����>KA�d���
��7B�@LRIA�MILQ�LRO�BUMB@QBA�OBQROKP�LK�>�DO>ME�>KA�QOV�QL�@LKPFABO
QEB�PE>MB�LC�QEB�DO>ME��%>@E�DFSBP�RP�>�AFCCBOBKQ�FKPFDEQ�>?LRQ�QEB�RK@BOQ>FKQV
FKSLISBA�FK�QEB�FKSBPQJBKQ�

/C�@LROPB�TB�O>OBIV�HKLT�TFQE�QEFP�IBSBI�LC�MOB@FPFLK�TE>Q�QEB�CRQROB�TFII�ELIA�PL
TB�E>SB�QL�J>HB�LRO�?BPQ�BAR@>QBA�DRBPP��!�@LJJLK�T>V�QL�DRBPP�FP�QL�ILLH�>Q�QEB
EFPQLOF@>I�OBQROKP�COLJ�PFJFI>O�FKSBPQJBKQP�>KA�CFKA�QEB�VB>OIV�>SBO>DB�RPR>IIV
>PPRJFKD�B>@E�VB>O�E>P�BNR>I�TBFDEQ�	QEB�>OFQEJBQF@�JB>K
��4EBOB�>OB�PLJB
ALTKPFABP�QL�QEFP��GRPQ�?B@>RPB�>K�FKSBPQJBKQ�?BE>SBA�LKB�T>V�FK�QEB�M>PQ�FP�KL
DR>O>KQBB�QE>Q�FQ�TFII�@LKQFKRB�QL�?BE>SB�QE>Q�T>V��&LO�BU>JMIB�>P�LC�QEFP�TOFQFKD
VLRO�>RQELOP�E>SB�PR@@BPPCRIIV�KLQ�AFBA�B>@E�A>V�LC�LRO�IFSBP�	PL�C>O
��)C�TB
BUQO>MLI>QB�QEBPB�OBPRIQP�FKQL�QEB�CRQROB�TB�PELRIA�BUMB@Q�QL�IFSB�CLOBSBO��7EFIB�>K
BUQOBJB�BU>JMIB�FQ�PELRIA�RKABOP@LOB�>�HBV�CFK>K@F>I�J>UFJ��EFPQLOF@>I�OBPRIQP�>OB
KLQ�>�DR>O>KQBB�LC�CRQROB�MBOCLOJ>K@B�

KEY TAKEAWAYS

X $B>IFKD�TFQE�OFPH�FP�>�HBV�M>OQ�LC�CFK>K@B�BPMB@F>IIV�PFK@B�JLPQ�MBLMIB
>OB�OFPH�>SBOPB�

X %UMB@QBA�CRQROB�OBQROKP�>OB�QEB�TBFDEQBA�>SBO>DB�LC�QEB�MLPPF?IB
LRQ@LJBP��(FPQLOF@>I�OBPRIQP�>OB�LCQBK�RPBA�>P�>�MOLUV�CLO�CRQROB
BUMB@QBA�OBPRIQP�

X (FPQLOF@>I�OBPRIQP�>OB�KLQ�>�DR>O>KQBB�LC�CRQROB�MBOCLOJ>K@B�

EXERCISES

�� 'BKKV�FKSBPQBA�������3EB�OB@BFSBA�QTL�M>VJBKQP�LC������>KA�QEBK�PLIA
EBO�PQ>HB�FK�QEB�FKSBPQJBKQ�CLO�������7E>Q�T>P�EBO�O>QB�LC�OBQROK 

�� !K�FKSBPQJBKQ�E>P�>�����@E>K@B�LC�OBQROKFKD�����>�����@E>K@B�LC
OBQROKFKD�����>KA�>�����@E>K@B�LC�OBQROKFKD�KLQEFKD��7E>Q�FP�QEB
BUMB@QBA�O>QB�LC�OBQROK 

�� !K�FKSBPQJBKQ�E>P�OBQROKBA�������d������>KA�d���FK�B>@E�LC�QEB�I>PQ
CFSB�VB>OP�OBPMB@QFSBIV��7B�E>SB�AB@FABA�QE>Q�TB�T>KQ�QL�RPB�EFPQLOF@>I
OBQROKP�>P�>�MOLUV�CLO�BUMB@QBA�CRQROB�OBQROKP��7E>Q�FP�QEB�BUMB@QBA�O>QB
LC�OBQROK �7EV�JFDEQ�QEB�EFPQLOF@>I�OBPRIQP�?B�>�MLLO�BPQFJ>QB�LC�CRQROB
OBQROKP 
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11.2 Portfolios

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

LEARNING OBJECTIVES

�� #>I@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�FK�FQPBIC��)K�OB>IFQV
FKSBPQLOP�TFII�QVMF@>IIV�ELIA�J>KV�AFCCBOBKQ�>PPBQP�LC�MLQBKQF>IIV�AFCCBOBKQ�QVMBP�
!KLQEBO�@LJJLK�>IQBOK>QFSB�FP�QE>Q�FKSBPQLOP�E>KA�QEBFO�JLKBV�LSBO�QL�>�J>K>DBO
QE>Q�MLLIP�>II�QEB�FKSBPQLOPb�@LKQOF?RQFLKP�QL�MRO@E>PB�PR@E�TEF@E�TB�@>II�>
portfolio � 	>�@LIIB@QFLK�LC�CFK>K@F>I�>PPBQP
�

7EFIB�FKAFSFAR>I�PQL@HP�LO�?LKAP�JFDEQ�OFPB�LO�C>II�FK�S>IRB�RIQFJ>QBIV�>K�FKSBPQLO
@>OBP�>?LRQ�QEB�MBOCLOJ>K@B�LC�QEB�TELIB�MLOQCLIFL��)C�TB�J>HB�LKB�?>A�FKSBPQJBKQ
?RQ�CFSB�DLLA�LKBP�TB�JFDEQ�@LJB�LRQ�>EB>A�>KA�?B�P>QFPCFBA��3FK@B�FKSBPQLOP�QBKA
QL�ELIA�PQL@HP�>P�M>OQP�LC�QEBFO�MLOQCLIFLP�J>K>DBOP�KBBA�QL�RKABOPQ>KA�ELT�QEBFO
@LJM>KVbP�MBOCLOJ>K@B�TFII�>CCB@Q�QEB�OFPH�>KA�OBQROK�LC�QEB�MLOQCLIFL�

$BQBOJFKFKD�QEB�OBQROK�LC�QEB�MLOQCLIFL�FP�>�PFJMIB�J>QQBO�LC�Q>HFKD�QEB�>SBO>DB�LC
QEB�OBQROKP�LC�QEB�@LJMLKBKQP�TBFDEQBA�?V�QEB�MLOQFLK�LC�QEB�MLOQCLIFL�FKFQF>IIV
FKSBPQBA�FK�B>@E��4ERP�FC�TB�FKSBPQ�����QELRP>KA�FK�!"#�PQL@H�>KA�����QELRP>KA�FK
&%'�PQL@H�LRO�TBFDEQP�TLRIA�?B����	�����
���������������>KA����	�����
�����������
���OBPMB@QFSBIV�

�<@,?4:9���	�$:=?1:74:�%0?@=9��B0423?0/�80,9�

0LOQCLIFL�2BQROK���	TBFDEQ�LC�PB@ROFQV���e�O>QB�LC�OBQROK�LC�PB@ROFQV��
���	TBFDEQ�LC
PB@ROFQV���e�O>QB�LC�OBQROK�LC�PB@ROFQV��
���\���	TBFDEQ�LC�PB@ROFQV�K�e�O>QB�LC�OBQROK�LC
PB@ROFQV�K
��B� =� � B� =� ��\�� BK=K

)C�QEB�OBQROK�LK�!"#�T>P�����>KA�QEB�OBQROK�LK�&%'�T>P�d���QEB�OBQROK�LC�LRO
MLOQCLIFL�TLRIA�?B�	���e����
���	���e�d���
��������LO�������7B�@>K�@LKCFOJ�QE>Q�QEFP�FP�� !�@LIIB@QFLK�LC�CFK>K@F>I�>PPBQP�
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@LOOB@Q��TB�B>OK�����LK�LRO�����QELRP>KA�FKSBPQJBKQ�CLO�>�OBQROK�LC����QELRP>KA
>KA�TB�ILPB����LK�LRO�����QELRP>KA�FKSBPQJBKQ�CLO�>�OBQROK�LC�d�������!AAFKD�QEB
OBQROKP�QLDBQEBO�DFSBP�>�MLPFQFSB������TEF@E�FP�MOB@FPBIV������LC�LRO�LOFDFK>I�����
QELRP>KA�FKSBPQJBKQ�

.LQF@B�QE>Q�LRO�MLOQCLIFL�OBQROK�IFBP�PLJBTEBOB�?BQTBBK�QEB�QTL�BUQOBJBP��!IJLPQ
>IT>VP�PLJB�FKSBPQJBKQP�TFII�AL�?BQQBO�QE>K�LQEBOP�PL�QE>Q�LRO�MLOQCLIFLbP�OBQROKP
TLKbQ�?B�>P�DLLA�>P�LRO�?BPQ�FKSBPQJBKQP��"RQ�QEB�?BKBCFQ�FP�QE>Q�LRO�MLOQCLIFLbP
OBQROKP�TLKbQ�?B�>P�?>A�>P�LRO�TLOPQ�FKSBPQJBKQP��4EFP�FP�QEB�HBV�QLdiversification �

	ELIAFKD�>�MLOQCLIFL�LC�AFCCBOBKQ�>PPBQP�PL�>P�KLQ�QL�@LK@BKQO>QB�BUMLPROB�LK�LKB
M>OQF@RI>O�>PPBQ
��4EFP�FP�BJ?LAFBA�?V�QEB�LIA�P>VFKD�_$LKbQ�MRQ�>II�VLRO�BDDP�FK�LKB
?>PHBQ�`�$FSBOPFCF@>QFLK�@>K�ILTBO�OFPH�QL�>�MLFKQ�>KA�FP�QEB�@ILPBPQ�QEFKD�QL�>�_COBB
IRK@E`�FK�CFK>K@B��4L�PBB�QEFP�JLOB�@LK@OBQBIV�TB�KBBA�QL�E>SB�>�PMB@FCF@�JB>PROB
CLO�LRO�OFPH�TEF@E�TB�TFII�FKQOLAR@B�I>QBO�FK�QEFP�@E>MQBO�

KEY TAKEAWAYS

X 0LOQCLIFL�OBQROKP�>OB�>�TBFDEQBA�	?V���LC�FKSBPQJBKQ
�>SBO>DB�LC�QEB
@LJMLKBKQP�

X $FSBOPFCF@>QFLK�@>RPBP�QEB�MLOQCLIFLbP�OBQROKP�QL�?B�IBPP�BUQOBJB�QE>K�LRO
?BPQ�LO�TLOPQ�FKSBPQJBKQP�

EXERCISES

�� 7B�E>SB�����FKSBPQBA�FK�*+,�PQL@H�����FK�-./�PQL@H�>KA�����FK�012
PQL@H��2BQROKP�>OB�������>KA�d���OBPMB@QFSBIV��7E>Q�T>P�LRO
MLOQCLIFLbP�OBQROK 

�� 7B�E>SB�����QELRP>KA�FKSBPQBA�FK�!"#�PQL@H�����QELRP>KA�FK�$%&�PQL@H
>KA�����QELRP>KA�FK�'()�PQL@H��7E>Q�>OB�QEB�MLOQCLIFL�TBFDEQP 

�� !"#�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�
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11.3 Market Efficiency

0,%!3%�./4%��4EFP�?LLH�FP�@ROOBKQIV�FK�AO>CQ�CLOJ��J>QBOF>I�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>FKQV��)C�TB�QORIV
>OB�PRMBOFLO�FKSBPQLOP�>?IB�QL�>IT>VP�_MF@H�QEB�TFKKBOP`�QEBK�TB�E>SB�KL�KBBA�QL
AFSBOPFCV�PFDKFCF@>KQIV��&LO�BU>JMIB�"FII�'>QBP�B>OKBA�JLPQ�LC�EFP�CLOQRKB�?V�LTKFKD
>�PFDKFCF@>KQ�PQ>HB�FK�LKB�@LJM>KV�	-F@OLPLCQ
�

!�HBV�AFCCBOBK@B�ELTBSBO�FP�QE>Q�"FII�'>QBP�T>PKbQ�GRPQ�>K�FKSBPQLO�EB�T>P�>IPL�QEB
#%/�CLO�>�PFDKFCF@>KQ�MLOQFLK�LC�-F@OLPLCQbP�EFPQLOV�	>KA�QERP�JR@E�JLOB�FK�@LKQOLI
LC�QEB�FKSBPQJBKQ
��!KA�EFP�QBKROB�@BOQ>FKIV�T>PKbQ�TFQELRQ�RK@BOQ>FKQV��CLO�BSBOV
-F@OLPLCQ�'LLDIB�LO�&>@B?LLH�QEBOB�>OB�KRJBOLRP�LQEBO�@LJM>KFBP�QE>Q�E>SB
C>FIBA�ILPFKD�JR@E�LC�QEBFO�FKSBPQLOPb�@>MFQ>I��5KCLOQRK>QBIV�J>KV�FKSBPQLOP�>KA
J>K>DBOP�LKIV�OBJBJ?BO�QEB�PR@@BPP�PQLOFBP�>KA�CLODBQ�QELPB�QE>Q�ILPQ�QEBFO
D>J?IB��7B�@LKPQ>KQIV�EB>O�LC�QEBPB�@LJM>KFBP�QE>Q�TBOB�PR@@BPPCRI�?RQ�O>OBIV
EB>O�LC�QEB�CLOJBO�EFDE�CIFBOP�LC�QEB�FKQBOKBQ�?R??IB�

&ROQEBOJLOB�GRPQ�>P�JLPQ�MBLMIB�QEFKH�QEBV�>OB�_>?LSB�>SBO>DB�AOFSBOP`�JLPQ
FKSBPQLOP�>OB�ABIRABA�FKQL�QEFKHFKD�QEBV�HKLT�JLOB�QE>K�BSBOVLKB�BIPB�FK�QEB
J>OHBQ��.>QRO>I�LSBO@LKCFABK@B�PBIB@QFSB�JBJLOV�	TB�QBKA�QL�OBJBJ?BO�LRO
PR@@BPPBP�?BQQBO�QE>K�LRO�C>FIROBP
�>KA�>�PBIC�>QQOF?RQFLK�?F>P�	TB�QBKA�QL�@OBAFQ
PR@@BPPBP�TFQE�PHFII�?RQ�C>FIROBP�QL�_?>A�IR@H`
�@>RPB�FKSBPQLOP�QL�?BIFBSB�QEBV�>OB
?BQQBO�QE>K�QEBV�FK�>@QR>IFQV�>OB��4EBOB�FP�AB?>QB�>?LRQ�TEBQEBO�7>OOBK�"RCCBQQ�FP
>�QORIV�PHFIIBA�FKSBPQLO�LO�TEBQEBO�EB�E>P�_DLQQBK�IR@HV`�?B@>RPB�QEB�J>OHBQ
E>MMBKBA�QL�CFQ�EFP�FKSBPQJBKQ�PQVIB�AROFKD�QEB�VB>OP�EB�T>P�>@QFSB��'FSBK�>II�LC�QEB
KRJBOLRP�FKSBPQLOP�LSBO�QEB�VB>OP�MBOE>MP�PLJBLKB�T>P�?LRKA�QL�DBQ�>P�IR@HV�>P
"RCCBQQ�>KA�J>HB�?FIIFLKP��/C�@LROPB�J>KV�LQEBO�FKSBPQLOP�TBOB�ALLJBA�QL�C>FIROB�
J>KV�QEOLRDE�I>@H�LC�PHFII�?RQ�RKALR?QBAIV�J>KV�>IPL�TEL�TBOB�GRPQ�_RKIR@HV`��_)Q
FP�?BQQBO�QL�?B�IR@HV�QE>K�DLLA`�FP�>�QO>AFKD�MOLSBO?�QE>Q�ELIAP�JR@E�QORQE�
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4ERP�FQ�FP�>K�LMBK�NRBPQFLK�TEBQEBO�PHFIIBA�FKSBPQLOP�@>Kreliably LRQMBOCLOJ�QEB
J>OHBQ��4EB�>ODRJBKQ�CLO�J>OHBQ�BCCF@FBK@V�DLBP�>P�CLIILTP��FKSBPQLOP�PBII�LO�?RV�>K
>PPBQ�?>PBA�RMLK�QEBFO�S>IR>QFLK�LC�QEB�>PPBQ��4EFP�TFII�@>RPB�QEB�MOF@B�QL�PEFCQ�RKQFI
QEB�BNRFIF?OFRJ�MOF@B�FP�OB>@EBA�	QEFP�MOL@BPP�FP�@>IIBAprice discovery �� 
��/K@B�QEB
MOLMBO�MOF@B�FP�OB>@EBA�>?KLOJ>I�MOLCFQP�@>K�KL�ILKDBO�?B�B>OKBA��&ROQEBOJLOB
QEB�J>OHBQ�FK�>DDOBD>QB�E>P�JLOB�FKCLOJ>QFLK�QE>K�>KV�LKB�FKSBPQLO�@LRIA
MLPPF?IV�E>SB��4EB�J>OHBQ�MOF@B�TFII�?B�OB>@EBA�?V�QEFP�FKCLOJ>QFLK�PL�>K�FKSBPQLO
PELRIA�KLQ�?B�>?IB�QL�>?KLOJ>IIV�MOLCFQ�COLJ�EFP�LO�EBO�MOFS>QB�FKCLOJ>QFLK��7B�@>II
QEFP�QEBEfficient Market Hypothesis (EMH) �� �

3QRAFBP�E>SB�PELTK�QE>Q�QELPB�TFQE�FKPFABO�HKLTIBADB�	QE>Q�FP�J>QBOF>Inon-public
CFK>K@F>I�FKCLOJ>QFLK
�>?LRQ�@LJM>KFBP�@>K�MOLCFQ>?IV�QO>AB�LK�QEFP�FKCLOJ>QFLK
QERP�LCCBOFKD�LKB�OBCRQ>QFLK�LC�@LJMIBQB�J>OHBQ�BCCF@FBK@V�	FK�TE>Q�TB�QBOJ�QEB
strong form of the EMH �� 
��'FSBK�QE>Q�QO>AFKD�LK�FKPFABO�FKCLOJ>QFLK�FP�QVMF@>IIV
>D>FKPQ�QEB�I>T�QEFP�FP�LC�IFQQIB�?BKBCFQ�QL�QEB�QVMF@>I�FKSBPQLO�

4EBsemi-strong form of the EMH �� >ODRBP�QE>Q�>IIpublic FKCLOJ>QFLK�E>P�?BBK
>@@LRKQBA�CLO�?V�QEB�J>OHBQ�	FK@IRAFKD�CFK>K@F>I�>K>IVPFP�LC�OBIB>PBA�PQ>QBJBKQP
>KA�>K>IVPQPb�CLOB@>PQP
��)C�QEB�PBJF�PQOLKD�CLOJ�FP�QORB�QE>K�FKSBPQJBKQP�?>PBA
RMLK�QEB�CRKA>JBKQ>IP�LC�>�@LJM>KV�PELRIAKbQ�?B�>?IB�QL�B>OK�BU@BPP�MOLCFQP�
3R@@BPPCRI�FKSBPQLOP�PR@E�>P�7>OOBK�"RCCBQQ�>KA�0BQBO�,VK@E�>OB�LCQBK�MRQ�CLOQE�>P
@LRKQBO�BU>JMIBP�QL�QEB�PBJF�PQOLKD�CLOJ��MOLMLKBKQP�LC�QEB�PBJF�PQOLKD�CLOJ
E>SB�MRQ�CLOQE�>ODRJBKQP�QE>Q�QEBPB�FKSBPQLOP�TBOB�BFQEBO�IR@HV�LO�E>A�>@@BPP�QL
FKSBPQJBKQ�LMMLOQRKFQFBP�LO�FKCLOJ>QFLK�KLQ�>S>FI>?IB�QL�QEB�J>OHBQ�>P�>�TELIB�
/QEBO�>ODRJBKQP�>D>FKPQ�QEB�PBJF�PQOLKD�CLOJ�FK@IRAB�QEB�BUFPQBK@B�LC�>KLJ>IFBP
PR@E�>P�>PPBQ�?R??IBP�	PR@E�>P�QEB�QB@EKLILDV�?R??IB�>KA�QEB�OB>I�BPQ>QB�?R??IB
�>KA
MLPQ�B>OKFKDP�AOFCQ�	QEB�QBKABK@V�CLO�PQL@H�MOF@BP�QL�KLQ�FJJBAF>QBIV�GRJM�QL�>�KBT
MOF@B�?>PBA�RMLK�B>OKFKDP�PROMOFPB�?RQ�PILTIV�_AOFCQ`�QL�QEBFO�KBT�IBSBI
�

-LPQ�>@>ABJF@P�QBKA�QL�BJ?O>@B�QEB�PBJF�PQOLKD�CLOJ�QELRDE�J>KV�7>II�3QOBBQ
QO>ABOP�OBGB@Q�FQ��/KB�OB>PLK>?IB�NRBPQFLK�QL�>PH�FP�BSBK�FC�MR?IF@�FKCLOJ>QFLK�@>K�?B
BUMILFQBA�CLO�D>FK�@>K�>�QVMF@>I�FKSBPQLO�>@@BPP�>KA�J>HB�RPB�LC�QEB�A>Q> �"BIFBSBOP
LC�QEB�PBJF�PQOLKD�CLOJ�	LO�QELPB�TEL�OBGB@Q�FQ�?RQ�?BIFBSB�QVMF@>I�FKSBPQLOP�@>KbQ
?BKBCFQ
�>ASL@>QB�FKSBPQFKD�FK�_M>PPFSB`�?OL>A�J>OHBQ�CRKAP�QE>Q�ALKbQ�FKSBPQ�FK
M>OQF@RI>O�@LJM>KFBP�?>PBA�LK�>K>IVPFP�	RKIFHB�JLPQ�_>@QFSBIV�J>K>DBA`�CRKAP
�

KEY TAKEAWAY

X )C�QEB�J>OHBQ�FP�>Q�IB>PQ�PBJF�PQOLKD�BCCF@FBKQ�QEBK�>K>IVWFKD�MR?IF@
FKCLOJ>QFLK�TLKbQ�MOLSFAB�>�QO>AFKD�>AS>KQ>DB�	PFK@B�QEB�MOF@B�PELRIA
>IOB>AV�OBCIB@Q�>II�MR?IF@>IIV�>S>FI>?IB�A>Q>
�

��� 4EB�MOL@BPP�?V�TEF@E�FKSBPQLOP
PBII�LO�?RV�>K�>PPBQ�?>PBA�RMLK
QEBFO�S>IR>QFLK�LC�QEB�>PPBQ�
4EFP�TFII�@>RPB�QEB�MOF@B�QL
PEFCQ�RKQFI�QEB�BNRFIF?OFRJ
MOF@B�FP�OB>@EBA�

��� 4EB�QEBLOV�QE>Q�QEB�J>OHBQ�FK
>DDOBD>QB�E>P�JLOB
FKCLOJ>QFLK�QE>K�>KV�LKB
FKSBPQLO�@LRIA�MLPPF?IV�E>SB�
4EB�J>OHBQ�MOF@B�TFII�?B
OB>@EBA�?V�QEFP�FKCLOJ>QFLK�PL
>K�FKSBPQLO�PELRIA�KLQ�?B�>?IB
QL�>?KLOJ>IIV�MOLCFQ�COLJ�EFP
LO�EBO�MOFS>QB�FKCLOJ>QFLK�

��� 4EB�?BIFBC�QE>Q�>II�MR?IF@�>KA
KLK�MR?IF@�FKCLOJ>QFLK�E>P
?BBK�>@@LRKQBA�CLO�?V�QEB
J>OHBQ��4ELPB�TFQE�FKPFABO
HKLTIBADB�	QE>Q�FP�J>QBOF>I
KLK�MR?IF@�CFK>K@F>I
FKCLOJ>QFLK
�>?LRQ�@LJM>KFBP
@>KKLQ�MOLCFQ>?IV�QO>AB�LK�QEB
FKCLOJ>QFLK�FC�QEB�J>OHBQ�FP
PQOLKDIV�BCCF@FBKQ�

��� 4EB�?BIFBC�QE>Q�>II�MR?IF@
FKCLOJ>QFLK�E>P�?BBK
>@@LRKQBA�CLO�?V�QEB�J>OHBQ
	FK@IRAFKD�CFK>K@F>I�>K>IVPFP�LC
OBIB>PBA�PQ>QBJBKQP�>KA
>K>IVPQPb�CLOB@>PQP
��)C�QEB�PBJF�
PQOLKD�CLOJ�FP�QORB�QE>K
FKSBPQJBKQP�?>PBA�RMLK�QEB
CRKA>JBKQ>IP�LC�>�@LJM>KV
PELRIAKbQ�?B�>?IB�QL�B>OK
BU@BPP�MOLCFQP
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EXERCISE

�� *>KB�?BIFBSBP�QE>Q�?V�@>I@RI>QFKD�>�@LJM>KVbP�O>QFLP�COLJ�QEBFO�M>PQ
CFK>K@F>I�PQ>QBJBKQP�PEB�@>K�ABAR@B�TEBQEBO�QEB�@LJM>KVbP�PQL@H�MOF@B
FP�@EB>M�LO�BUMBKPFSB��$LBP�*>KB�?BIFBSB�QEB�J>OHBQ�FP�BCCF@FBKQ 
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11.4 Standard Deviation

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

LEARNING OBJECTIVES

�� %UMI>FK�ELT�PQ>KA>OA�ABSF>QFLK�FP�>�JB>PROB�LC�OFPH�
�� #>I@RI>QB�QEB�PQ>KA>OA�ABSF>QFLK�LC�>�PBQ�LC�OBQROKP�

4EBOB�>OB�J>KV�MLQBKQF>I�PLRO@BP�LC�OFPH�>KA�KLQ�>II�JBQELAP�LC�>PPBPPFKD�OFPH�>OB
QEB�P>JB��/KB�MLMRI>O�JBQELA�	QELRDE�@BOQ>FKIV�KLQ�QEB�LKIV�LKB
�CLO�QOVFKD�QL
NR>KQFCV�OFPH�FP�QL�BU>JFKB�QEB�PQ>KA>OA�ABSF>QFLK�LC�QEB�LRQ@LJB�OBQROKP��3Q>KA>OA
ABSF>QFLK�FP�>�QBOJ�COLJ�PQ>QFPQF@P�QE>Q�EBIMP�BUMI>FK�QL�TE>Q�ABDOBB�LRO�OBPRIQP�>OB
BUMB@QBA�QL�?B�AFCCBOBKQ�COLJ�QEB�>SBODB�OBPRIQ��7B�>OB�FK�>�PBKPB�CFKAFKD�QEB
_>SBO>DB`�PFWB�LC�QEB�_JFPP`��&LO�>�CRII�QOB>QJBKQ�LC�PQ>KA>OA�ABSF>QFLK�>P�>
PQ>QFPQF@>I�JB>PROB�MIB>PB�@LKPRIQ�>�PQ>QFPQF@P�QBUQ��CLO�LRO�MROMLPBP�>�?>PF@
RKABOPQ>KAFKD�TFII�PRCCF@B�

�42@=0���	�&?,9/,=/��0A4,?4:9��:8;,=4>:9

&:@=.0���%�=:B9�
�*46480/4,��:88:9>�
�$@-74.��:8,49

4EB�?IRB�FKSBPQJBKQ�E>P�OBPRIQP�QE>Q�>OB�IBPP�_@IRJMBA`�>OLRKA�QEB�JB>K�QE>K�FK
QEB�OBA�FKSBPQJBKQ��4EB�?IRB�FKSBPQJBKQ�E>P�>�@LOOBPMLKAFKDIV�EFDEBO�PQ>KA>OA
ABSF>QFLK�

&FKAFKD�PQ>KA>OA�ABSF>QFLK�FKSLISBP�>�CBT�PQBMP��FC�TB�HKLT�>II�QEB�LRQ@LJBP�>KA
QEBFO�MOL?>?FIFQFBP�PQ>KA>OA�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�LRQ@LJBbP�O>QB�LC

OBQROK�>KA�QEB�BUMB@QBA�O>QB�>KA�PNR>OB�QEB�AFCCBOBK@B��3L�FC�QEB
BUMB@QBA�LRQ@LJB�FP������?RQ�QEB�LRQ@LJBbP�OBQROK�FP�d����QEBK�QEB
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AFCCBOBK@B�FP�	d����d�	����
���d������4EFP�OBPRIQ�PNR>OBA�FP�d����� �
���������.LQF@B�QE>Q�QEB�PNR>OFKD�BCCB@QFSBIV�BIFJFK>QBP�QEB�KBD>QFSB
KRJ?BOP�	PL�FQ�ALBPKbQ�J>QQBO�FC�TB�JFPP�EFDE�LO�ILT�GRPQ�ELT�JR@E�TB
JFPP�?V
�

�� &FKA�QEB�TBFDEQBA�JB>K�LC�QEBPB��JRIQFMIV�B>@E�?V�QEB�MOL?>?FIFQV�LC
QEB�LRQ@LJB�>KA�PRJ�

�� 4>HB�QEB�PNR>OB�OLLQ�LC�QEFP�TBFDEQBA�JB>K�QL�CFKA�QEB�PQ>KA>OA
ABSF>QFLK�

�<@,?4:9���	�&?,9/,=/��0A4,?4:9�:1�%0?@=9>��,77�:@?.:80>�69:B9�

)C�TB�>OB�RPFKD�EFPQLOF@>I�OBQROKP�QL�BPQFJ>QB�LRO�BUMB@QBA�OBQROK�QEBK�TB�KBBA�QL
J>HB�>�PIFDEQ�>AGRPQJBKQ�QL�QEB�CLOJRI>��4VMF@>IIV�TB�>PPRJB�B>@E�M>PQ
L?PBOS>QFLK�	RPR>IIV�A>FIV�TBBHIV�JLKQEIV�LO�VB>OIV�OBQROKP
�QL�E>SB�BNR>I
TBFDEQ��4ERP�QEB�BUMB@QBA�O>QB�LC�OBQROK�FP�GRPQ�QEB�>OFQEJBQF@�JB>K��"RQ�PFK@B�TB
E>SB�GRPQ�BPQFJ>QBA�QEB�BUMB@QBA�O>QB�LC�OBQROK�TB�KBBA�QL�>AGRPQ�LRO�PQ>KA>OA
ABSF>QFLK�@>I@RI>QFLK�	CLO�>�ABQ>FIBA�OB>PLK�TEV�MIB>PB�PBB�>KV�PQ>KA>OA�PQ>QFPQF@P
QBUQ�>P�FQ�FP�?BVLKA�QEB�P@LMB�LC�QEFP�QBUQ
�

�<@,?4:9���	�&?,9/,=/��0A4,?4:9�:1�%0?@=9>��0>?48,?492�0C;0.?0/�=0?@=9�1=:8�34>?:=4.,7�

/K�QEB�?OFDEQ�PFAB�PMOB>APEBBQ�MOLDO>JP�@>K�NRF@HIV�AL�QEFP�@>I@RI>QFLK�CLO�RP�

�34$%6�3	LRQ@LJB��LRQ@LJB��LRQ@LJB�\


4ERP�FC�LRO�LRQ@LJBP�CLO�QEB�M>PQ���VB>OP�>OB�������d���d���>KA����TB�@>K
BKQBO�

�34$%6�3	������d���d������


>KA�OB@BFSB�QEB�@LOOB@Q�OBPRIQ�LC��������LO�������

�4�U�B�O�E�B�S�E�%�F�W�J�B�U�J�P�O���Q�� �	�S�� �1 �S�(�(�
�� �� �Q�� �	�S�� �1 �S�(�(�
�� �Ö �� �Q�O�	�S�O�1 �S�(�(�
��
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�#

�X�I�F�S�F�S�(�(�J�T�U�I�F�F�Y�Q�F�D�U�F�E�S�B�U�F�P�G�S�F�U�V�S�O�	�X�F�J�H�I�U�F�E�N�F�B�O�


�4�U�B�O�E�B�S�E�%�F�W�J�B�U�J�P�O��
�	�S�� �1 �S�(�(�
�� �� �	�S�� �1 �S�(�(�
�� �Ö �� �	�S�O�1 �S�(�(�
��

�O�1 ��

�( �(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(�(

��

�X�I�F�S�F�S�(�(�J�T�U�I�F�F�Y�Q�F�D�U�F�E�S�B�U�F�P�G�S�F�U�V�S�O�	�X�F�J�H�I�U�F�E�N�F�B�O�
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-LPQ�CFK>K@F>I�@>I@RI>QLOP�@>K�>IPL�PLISB�CLO�PQ>KA>OA�ABSF>QFLK��MIB>PB�@LKPRIQ�QEB
FKPQOR@QFLK�J>KR>I�LC�VLRO�@>I@RI>QLO�CLO�ABQ>FIP�

4EBOB�>OB�PLJB�ALTKPFABP�QL�RPFKD�PQ>KA>OA�ABSF>QFLK�>P�QEB�JB>PROB�LC�OFPH�
3Q>KA>OA�ABSF>QFLK�QBIIP�RP�QEB�JLPQ�TEBK�LRO�LRQ@LJBP�>OB�KLOJ>IIV�AFPQOF?RQBA
	QEB�_?BII�@ROSB`
��)C�LRO�LRQ@LJBP�E>SB�PLJB�BUQOBJB�LRQIFBOP�	CLO�BU>JMIB�>
AB@BKQ�@E>K@B�CLO�>�I>ODB�MLPFQFSB�LO�KBD>QFSB�OBPRIQ
�QEBK�PQ>KA>OA�ABSF>QFLK�QBIIP
RP�SBOV�IFQQIB�>?LRQ�QEB�OFPH�>PPL@F>QBA�TFQE�QEBPB�OBPRIQP��)C�LRO�OBPRIQP�>OB�PHBTBA
QLT>OA�MLPFQFSB�LO�KBD>QFSB�LRQ@LJBP�PQ>KA>OA�ABSF>QFLK�QBIIP�RP�KLQEFKD�LC�QEB
BCCB@Q�

Portfolio Standard Deviation

&FDROFKD�LRQ�QEB�PQ>KA>OA�ABSF>QFLK�LC�>�MLOQCLIFL�@>K�?B�ALKB�RPFKD�QEB�P>JB
MOL@BAROB�>P�>?LSB��GRPQ�PLISB�CLO�QEB�MLOQCLIFL�OBQROKP�>KA�QEBK�RPB�QEBJ�QL�CFKA
QEB�PQ>KA>OA�ABSF>QFLK��7E>QwonÕt workFP�QOVFKD�QL�Q>HB�QEB�TBFDEQBA�>SBO>DB�LC
QEB�PQ>KA>OA�ABSF>QFLKP�LC�QEB�FKAFSFAR>I�>PPBQP��4EB�OB>PLK�CLO�QEFP�FP�PFJMIB�FC�QEB
>PPBQP�ALKbQ�JLSB�FK�MBOCB@Q�Q>KABJ�QEBK�QEB�AFSBOPFCF@>QFLK�TFII�@>RPB�QEB�OBQROKP
LC�QEB�MLOQCLIFL�QL�?B�IBPP�SLI>QFIB�	QE>Q�FP�E>SB�>�ILTBO�PQ>KA>OA�ABSF>QFLK
�

/CQBK�TEBK�@LKPQOR@QFKD�MLOQCLIFLP�FKSBPQLOP�TFII�QOV�QL�RPB�FKSBPQJBKQP�QE>Q
PMB@FCF@>IIV�?BE>SB�AFCCBOBKQIV�COLJ�B>@E�LQEBO�QL�QOV�QL�J>UFJFWB�QEB�?BKBCFQP�LC
AFSBOPFCF@>QFLK�	FK�QROK�JFKFJFWFKD�OFPH
��&LO�BU>JMIB�@LKPFABO�QEB�CLIILTFKD��>PPBQ
!"#�E>A�OBQROKP�LC�������>KA����LSBO�QEB�M>PQ���VB>OP�OBPMB@QFSBIV��$%&�E>A
OBQROKP�LC�������>KA����OBPMB@QFSBIV��4EB�PQ>KA>OA�ABSF>QFLK�LC�?LQE�FKSBPQJBKQP
FP�QERP�����!K�BNR>I�TBFDEQBA�MLOQCLIFL�	QE>Q�FP�����LC�B>@E
�TFII�E>SB�OBQROKP�LC
�����B>@E�VB>O�CLO�>�PQ>KA>OA�ABSF>QFLK�LC����

)K�OB>IFQV�TB�@>K�O>OBIV�CFKA�>PPBQP�QE>Q�?BE>SB�PL�AFCCBOBKQIV�COLJ�B>@E�LQEBO�	JLPQ
>PPBQP�CLO�BU>JMIB�TFII�FK@OB>PB�FK�S>IRB�>P�QEB�LSBO>II�B@LKLJV�FJMOLSBP
�PL�QEBOB
FP�>�IFJFQ�QL�QEB�?BKBCFQP�LC�AFSBOPFCF@>QFLK��7B�TFII�BUMILOB�QEFP�CROQEBO�FK�>
CLIILTFKD�PB@QFLK��!AAFQFLK>IIV�FQ�PBBJP�QE>Q�FK�QFJBP�LC�@OFPFP�	CLO�BU>JMIB�FK
����
�J>KV�QVMBP�LC�>PPBQP�QE>Q�QVMF@>IIV�?BE>SB�FK�AFCCBOBKQ�T>VP�@>K�>II�ILPB�S>IRB
QLDBQEBO��FK�LQEBO�TLOAP�OFDEQ�TEBK�TB�KBBA�QEB�?BKBCFQP�LC�AFSBOPFCF@>QFLK�JLPQ�FP
TEBK�QEB�BCCB@Q�FP�PJ>IIBPQ�
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KEY TAKEAWAYS

X 3Q>KA>OA�ABSF>QFLK�FP�LKB�@LJJLK�JB>PROB�LC�OFPH�?RQ�KLQ�QEB�LKIV�LKB�
)Q�ALBP�KLQ�OBMOBPBKQ�>II�>PMB@QP�LC�OFPH�

X 3Q>KA>OA�ABSF>QFLK�LC�>�MLOQCLIFL�FP�KLQ�QEB�TBFDEQBA�>SBO>DB�LC�QEB
PQ>KA>OA�ABSF>QFLKP�LC�QEB�@LJMLKBKQP��)Q�JRPQ�?B�@LJMRQBA�COLJ�QEB
MLOQCLIFL�OBQROKP�

EXERCISES

�� !K�FKSBPQJBKQ�E>P�>�����@E>K@B�LC�OBQROKFKD�����>�����@E>K@B�LC
OBQROKFKD�����>KA�>�����@E>K@B�LC�OBQROKFKD�KLQEFKD��7E>Q�FP�QEB
PQ>KA>OA�ABSF>QFLK�LC�BUMB@QBA�OBQROKP 

�� !K�FKSBPQJBKQ�E>P�OBQROKBA�������d������>KA�d���FK�B>@E�LC�QEB�I>PQ
CFSB�VB>OP�OBPMB@QFSBIV��7B�E>SB�AB@FABA�QE>Q�TB�T>KQ�QL�RPB�EFPQLOF@>I
OBQROKP�>P�>�MOLUV�CLO�BUMB@QBA�CRQROB�OBQROKP��7E>Q�FP�QEB�PQ>KA>OA
ABSF>QFLK�LC�QEBPB�OBQROKP 

�� 7EV�FPKbQ�>�MLOQCLIFLbP�PQ>KA>OA�ABSF>QFLK�QEB�P>JB�>P�FQP�@LJMLKBKQP 
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11.5 Market History

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

LEARNING OBJECTIVE

�� $BP@OF?B�QEB�EFPQLOF@>I�OBI>QFLKPEFM�?BQTBBK�OBQROK�>KA�OFPH�CLO�S>OFLRP
CFK>K@F>I�>PPBQP�

/SBO�QEB�M>PQ�CBT�@E>MQBOP�TB�E>SB�BUMILOBA�AFCCBOBKQ�QVMBP�LC�CFK>K@F>I�>PPBQP��!Q
QEFP�MLFKQ�FQ�FP�TLOQE�ILLHFKD�>Q�ELT�PLJB�LC�QEBPB�>PPBQP�E>SB�MBOCLOJBA
EFPQLOF@>IIV�

4>?IB����� (FPQLOF@>I�2BQROKP�>KA�3Q>KA>OA�$BSF>QFLKP��3RJJ>OV�3Q>QFPQF@P�LC
!KKR>I�4LQ>I�2BQROK�����]����

Arithmetic Mean Standard Deviation

3J>II�#LJM>KV�3QL@HP ����� �����

,>ODB�#LJM>KV�3QL@HP ����� �����

,LKD�4BOJ�#LOMLO>QB�"LKAP ���� ����

,LKD�4BOJ�'LSBOKJBKQ�"LKAP ���� ����

)JJBAF>QB�4BOJ�'LSBOKJBKQ�"LKAP ���� ����

5�3��4OB>PROV�"FIIP ���� ����

)KCI>QFLK ���� ����

3LRO@B��)??LQPLK�3"")������#I>PPF@�9B>O?LLH��->OHBQ�2BPRIQP�CLO�3QL@HP�"LKAP
"FIIP�>KA�)KCI>QFLK�����]�����	#EF@>DL��-LOKFKDPQ>O�����
�

7B�PBB�QE>Q�QEBOB�FP�>�SBOV�PQOLKD�OBI>QFLKPEFM�?BQTBBK�QEB�>SBO>DB�OBQROK�>KA�QEB
IBSBI�LC�OFPH�	>P�JB>PROBA�?V�PQ>KA>OA�ABSF>QFLK
��4EFP�@LOOBPMLKAP�TFQE�LRO
RKABOPQ>KAFKD�QE>Q�JLPQ�FKSBPQLOP�>OB�OFPH�>SBOPB��QE>Q�FP�QL�>@@BMQ�>�I>ODBO�ABDOBB
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LC�OFPH�	>�EFDEBO�PQ>KA>OA�ABSF>QFLK
�FKSBPQLOP�ABJ>KA�>�I>ODBO�OBQROK��!IPL�QEFP
CFDROB�J>Q@EBP�LRO�FKQRFQFLK�QE>Q�PQL@HP�>OB�OFPHFBO�QE>K�?LKAP�

7EFIB�QEFP�A>Q>�FP�>�DLLA�PQ>OQFKD�MLFKQ�CLO�QELPB�QOVFKD�QL�ABQBOJFKB�CRQROB
FKSBPQLO�BUMB@Q>QFLKP�QEBOB�>OB�PLJB�I>ODB�@>SB>QP��2BJBJ?BO�QE>Q�AROFKD�QEFP
QFJB�MBOFLA�QEB�5KFQBA�3Q>QBP�OLPB�QL�?B�LKB�LC�	FC�KLQ�QEB�LKIV
�TLOIA
_PRMBOMLTBOP`��7B�E>SB�KL�FAB>�TE>Q�QEFP�A>Q>�TLRIA�ILLH�IFHB�FC�CLO�FKPQ>K@B�QEB
!UFP�K>QFLKP�TLK�77))�LO�QEB�3LSFBQ�5KFLK�PQFII�BUFPQBA��$BMBKAFKD�RMLK�QEBPB
QOBKAP�QL�@LKQFKRB�JFDEQ�?B�>�JFPQ>HB�PFK@B�QEB�TLOIA�@LKQFKRBP�QL�@E>KDB
MLIFQF@>IIV�B@LKLJF@>IIV�>KA�@RIQRO>IIV�

KEY TAKEAWAYS

X 4EB�EFDEBO�QEB�OFPH�QEB�EFDEBO�QEB�BUMB@QBA�OBQROK�	RPR>IIV
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11.6 The Capital Asset Pricing Model (CAPM)
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11.7 The Bigger Picture
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Ethical Considerations
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11.8 End-of-Chapter Exercises
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Chapter 12

Cost of Capital

What Is the Cost of Capital?
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12.1 The Cost of Capital Overview
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12.2 Cost of Debt
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Worked Example: Falcons Footwear
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12.3 Cost of Preferred Stock
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Worked Example: Falcons Footwear
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12.4 Cost of Common Stock
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Using the Dividend Discount Model (DDM)

)K#E>MQBO�����3QL@H�6>IR>QFLK��TB�BUMILOBA�QEB�$$-�JLABI�

�<@,?4:9��	��:>?�:1��:88:9�&?:.6

�S�T��
�%��

�1��
�� �H

#E>MQBO����#LPQ�LC�#>MFQ>I

���



0� FP�QEB�MOF@B�LC�QEB�PE>OB�LC�PQL@H�KLT�$� FP�LRO�BUMB@QBA�KBUQ�AFSFABKA�OPFP�QEB

OBNRFOBA�OBQROK�LK�@LJJLK�PQL@H�>KA�D�FP�QEB�DOLTQE�O>QB�LC�QEB�AFSFABKAP�LC
@LJJLK�PQL@H��4EFP�JLABI�>PPRJBP�QE>Q�QEB�S>IRB�LC�>�PE>OB�LC�PQL@H�BNR>IP�QEB
MOBPBKQ�S>IRB�LC�>II�CRQROB�AFSFABKAP�	TEF@E�DOLT�>Q�>�@LKPQ>KQ�O>QB
��4EFP�BNR>QFLK
PQ>QBP�QE>Q�QEB�@LPQ�LC�PQL@H�BNR>IP�QEB�AFSFABKA�BUMB@QBA�>Q�QEB�BKA�LC�VB>O�LKB
AFSFABA�?V�QEB�@ROOBKQ�MOF@B�	AFSFABKA�VFBIA
�MIRP�QEB�DOLTQE�O>QB�LC�QEB�AFSFABKA
	@>MFQ>I�D>FKP�VFBIA
�

Worked Example: Falcons FootwearÑConstant Growth to
calculate r s
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Using the Capital Asset Pricing Model (CAPM)
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Worked Example: Falcons FootwearÑCAPM to calculate rs
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Using the Debt plus Risk Premium Model (D+RP)
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Worked Example: Falcons FootwearÑD+RP to calculate rs

7B�HKLT�QE>Q�@ROOBKQ�&>I@LKP�&LLQTB>O�?LKAP�>OB�VFBIAFKD�����)C�TB�HKLT�QE>Q
@LJMBO>?IB�@LJM>KFBP�E>SB�@LPQ�LC�BNRFQV�>?LRQ����EFDEBO�QE>K�QEBFO�@LPQ�LC�AB?Q
TE>Q�FP�>�DLLA�BPQFJ>QB�LC�&>I@LKP�&LLQTB>ObP�@LPQ�LC�BNRFQV 

=>��������������������������

Which Method Is Best?
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Final Thoughts on r s
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12.5 Weighted Average Cost of Capital (WACC)
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Variable = Definition

$� � $FSFABKA�FK�QFJB��
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Worked Example: Falcons FootwearÑCAPM to calculate rs
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First we calculate the total market value:
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From this we get the weights:
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12.6 WACC and Investment Decisions
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Factors Beyond a FirmÕs Control
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Adjusting WACC for Project Risk
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12.7 Bigger Picture
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12.8 End-of-Chapter Problems
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Chapter 13

Capital Budgeting Decision Making

Which Project(s) Should We Undertake?
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13.1 Introduction to Capital Budgeting Techniques
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13.2 Payback Period
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LC�QEB�VB>O�QE>Q�FQ�Q>HBP�QL�DBQ�QEB�?>I>K@B�LC�QEB�MOLGB@Q�M>FA�LCC�
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�$�B�T�I�'�M�P�X�U�I�B�U�: �F�B�S
�� 4EB�>JLRKQ�LC�QFJB�RKQFI�LRO

FKFQF>I�FKSBPQJBKQ�FP�OB@LSBOBA�
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����3FK@B�TB�TFII�OB@BFSB�����ALII>OP�FK�QEB�CLROQE�VB>O�LRO�M>OQF>I�VB>O�FP�����������
������/RO�QLQ>I�M>V?>@H�MBOFLA�FP�QEBK�����������������VB>OP�

#LJM>KFBP�QE>Q�RQFIFWB�M>V?>@H�MBOFLA�TFII�PBQ�>�J>UFJRJ�QEOBPELIA�QE>Q�>II
>@@BMQBA�MOLGB@QP�JRPQ�OBJ>FK�RKABO��)C�MOLGB@QP�>OB�JRQR>IIV�BU@IRPFSB�QEBK
QVMF@>IIV�QEB�LKB�TFQE�QEB�PELOQBPQ�M>V?>@H�MBOFLA�FP�@ELPBK�

Payback Period in Action

'>QLO�,LSBObP�)@B�#OB>J�FP�>�PJ>II�F@B�@OB>J�J>KRC>@QROBO��'>QLO�,LSBObP�)@B�#OB>J
T>KQP�QL�BFQEBO�LMBK�>�KBT�PQLOB�	0OLGB@Q�!
�LO�?RV�>�KBT�J>@EFKB�QL�J>PP�MOLAR@B
F@B�@OB>J�QL�PBII�QL�PRMBOJ>OHBQP�	0OLGB@Q�"
��4EB�OBIBS>KQ�@>PE�CILTP�>OB�PELTK�FK
4>?IB�������'>QLO�,LSBObP�)@B�#OB>J�0OLGB@Q�!K>IVPFP��

4>?IB����� '>QLO�,LSBObP�)@B�#OB>J�0OLGB@Q�!K>IVPFP

Project A Project B

Initial Investment 	������
 	������


Year Operating Cash Inflows (after-tax)
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������OBJ>FKFKD�LC�QEB�FKFQF>I��������FKSBPQJBKQ��4EB�@>PE�CILT�FK�VB>O�CLRO�FP
��������4EB�������AFSFABA�?V��������DFSBP�RP�����

0OLGB@Q�"�@LPQ��������>KA�B>OKP�?>@H�RKBSBK�@>PE�CILTP��)K�VB>O�LKB�QEB�MOLGB@Q
B>OKP��������FK�VB>O�QTL�FQ�B>OKP��������>KA�FQ�B>OKP��������FK�QEB�QEFOA�VB>O��!Q
QEB�BKA�LC�QEB�PB@LKA�VB>O�FQ�E>P�B>OKBA�?>@H��������������������������IB>SFKD
�������d������������������)K�QEB�QEFOA�VB>O�QEB�MOLGB@Q�B>OKP���������4EB�?>I>K@B
LC��������TFII�?B�M>FA�LCC�?V�QEB��������B>OKBA�QE>Q�VB>O��4EB��������FP�AFSFABA�?V
QEB��������QL�DFSB�RP������

)C�LRO�QEOBPELIA�FP���VB>OP�QEBK�?LQE�MOLGB@QP�TLRIA�?B�SF>?IB��)C�QEB�MOLGB@QP�>OB
FKABMBKABKQ�QEBK�?LQE�PELRIA�?B�RKABOQ>HBK��)C�QEB�MOLGB@QP�>OB�JRQR>IIV
BU@IRPFSB�QEBK�TB�TLRIA�MF@H�0OLGB@Q�"�>P�QEB�M>V?>@H�MBOFLA�FP�PELOQBO�

Shortfalls of Payback Period

0>V?>@H�MBOFLA�J>V�KLQ�QBII�QEB�TELIB�PQLOV��#LKPFABO�>�MOLGB@Q�PR@E�>P�OBPB>O@EFKD
>�KBT�AORD �$BSBILMJBKQ�@>K�Q>HB�LSBO�>�AB@>AB�?BCLOB�MLPFQFSB�@>PE�CILTP�>OB
PBBK�?RQ�QEB�MLQBKQF>I�RMPFAB�@LRIA�?B�ERDB��7E>Q�>?LRQ�QEB�@>PE�CILTP�QE>Q
E>MMBK�>CQBO�QEB�BKA�LC�QEB�M>V?>@H�MBOFLA �0>V?>@H�MBOFLA�FP�>�MLMRI>O�QLLI
?B@>RPB�FQbP�NRF@H�QL�@>I@RI>QB�>KA�B>PV�QL�BUMI>FK�?RQ�FQ�FP�KLQ�>IT>VP�>MMOLMOF>QB
>KA�@>K�IB>A�QL�QEB�OBGB@QFLK�LC�ILKD�QBOJ�MOLGB@QP�QE>Q�>AA�S>IRB��/CQBK�@LJM>KFBP
TFII�RPB�M>V?>@H�MBOFLA�LK�LKIV�MOLGB@QP�OBNRFOFKD�PJ>IIBO�FKSBPQJBKQP�TEBOB�QEB
OFPH�FP�PJ>II�>KA�RPB�>�JLOB�@LJMIBU�JBQELA�PR@E�>P�.06�LO�)22�CLO�JLOB
FKSLISBA�MOLGB@QP�

�1�B�Z�C�B�D�L�1�F�S�J�P�E�1�S�P�K�F�D�U�" �� �� ��
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�� �������Z�F�B�S�T
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0>V?>@H�MBOFLA�FP�>�NRF@H�>KA�B>PV�T>V�QL�ABQBOJFKB�ELT�ILKD�RKQFI�TB�DBQ
LRO�JLKBV�?>@H�

X 0>V?>@H�MBOFLA�@>I@RI>QBP�QEB�KRJ?BO�LC�TELIB�VB>OP�MIRP�QEB�M>OQF>I
VB>O�RKQFI�TB�>OB�M>FA�?>@H�

X 0>V?>@H�MBOFLA�FP�>�NRF@H�>KA�B>PV�@>I@RI>QFLK�?RQ�KBBAP�OBFKCLO@BJBKQ
COLJ�LQEBO�@>MFQ>I�?RADBQFKD�AB@FPFLK�JBQELAP�TEBK�BS>IR>QFKD
@LJMIBU�MOLGB@QP�

EXERCISES

�� #>I@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>O�

�� 7E>Q�>OB�QEB�ALTKPFABP�LC�RPFKD�LC�RPFKD�M>V?>@H�MBOFLA�QL�>K>IVWB�>
MOLGB@Q 

#E>MQBO����#>MFQ>I�"RADBQFKD�$B@FPFLK�->HFKD

�����0>V?>@H�0BOFLA ���



13.3 Net Present Value

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

LEARNING OBJECTIVES

�� $BCFKB�>KA�@>I@RI>QB�.BQ�0OBPBKQ�6>IRB�
�� !MMIV�QEB�>@@BMQ�OBGB@Q�AB@FPFLK�ORIB�LC�.06�
�� %UMI>FK�QEB�IFJFQ>QFLKP�LC�.BQ�0OBPBKQ�6>IRB�

/RO�KBUQ�@>MFQ>I�?RADBQFKD�JBQELA�TB�FKQOLAR@BA�TEBK�TB�AFP@RPPBA�QFJB�S>IRB�LC
JLKBV�>KA�E>SB�RPBA�FQ�QL�S>IRB�PQL@HP�>KA�?LKAP��$FP@LRKQFKD�>II�LC�QEB�@>PE�CILTP
CLO�>K�FKSBPQJBKQ�QL�QEB�MOBPBKQ�>AAFKD�FKCILTP�>KA�PR?QO>@QFKD�LRQCILTP�FP�@>IIBA
CFKAFKD�QEBnet present value (NPV)� ��4EB�I>ODBO�QEB�.06�QEB�JLOB�CFK>K@F>I�S>IRB
QEB�MOLGB@Q�>AAP�QL�LRO�@LJM>KV��.06�DFSBP�RP�QEB�MOLGB@Q�>JLRKQ�LC�S>IRB�QE>Q�>
MOLGB@Q�TFII�>AA�QL�LRO�@LJM>KV��0OLGB@QP�TFQE�>�MLPFQFSB�.06�>AA�S>IRB�>KA�PELRIA
?B�>@@BMQBA��0OLGB@QP�TFQE�KBD>QFSB�.06P�ABPQOLV�S>IRB�>KA�PELRIA�?B�OBGB@QBA��)Q�FP
DBKBO>IIV�OBD>OABA�>P�QEB�PFKDIB�?BPQ�@OFQBOFLK�CLO�P@OBBKFKD�MOLGB@QP�

.06�@LKPFABOP�QEB�QFJB�S>IRB�LC�JLKBV�?B@>RPB�QEB�@>PE�CILTP�>OB�AFP@LRKQBA�?>@H
>Q�QEB�CFOJbP�O>QB�LC�@>MFQ>I�	O
��4EFP�O>QB�>IPL�@>IIBA�QEB�AFP@LRKQ�O>QB�LO�QEB
OBNRFOBA�OBQROK�FP�QEB�JFKFJRJ�OBQROK�>�CFOJ�JRPQ�B>OK�LK�>�MOLGB@Q�QL�E>SB�QEB
CFOJbP�J>OHBQ�S>IRB�OBJ>FK�RK@E>KDBA��)C�QEB�>JLRKQ�B>OKBA�LK�QEB�MOLGB@Q
BU@BBAP�QEB�@LPQ�LC�@>MFQ>I�.06�FP�MLPFQFSB�PL�QEB�MOLGB@Q�>AAP�S>IRB�>KA�TB�PELRIA
AL�QEB�MOLGB@Q�

NPV decision criteria (independent projects):

X )C�QEB�.06�FP�DOB>QBO�QE>K�WBOL�	.06����
�QE>Kaccept QEB�MOLGB@Q
X )C�QEB�.06�FP�IBPP�QE>K�WBOL�	.06����
�QE>Kreject QEB�MOLGB@Q�

)C�CRKAP�>OB�RKIFJFQBA�QEBK�TB�TLRIA�>@@BMQ�>KV�MOLGB@Q�TFQE�>�MLPFQFSB�.06��7FQE
JRQR>IIV�BU@IRPFSB�MOLGB@QP�TB�MF@H�QEB34230>?.06�	LO�QEB�IB>PQ�KBD>QFSB�FC�TB
KBBA�QL�MF@H�LKB�>KA�>II�>OB�?BILT�WBOL
��5KABO�@>MFQ>I�O>QFLKFKD�TB�RPR>IIV�T>KQ�QL
MF@H�QEB�PBQ�LC�MOLGB@QP�TFQE�QEB�EFDEBPQ�@LJ?FKBA�.06�QE>Q�TB�@>K�>CCLOA�

�� $FP@LRKQFKD�>II�LC�QEB�@>PE
CILTP�CLO�>K�FKSBPQJBKQ�QL�QEB
MOBPBKQ�>AAFKD�FKCILTP�>KA
PR?QO>@QFKD�LRQCILTP�

#E>MQBO����#>MFQ>I�"RADBQFKD�$B@FPFLK�->HFKD

���



,BQbP�ILLH�>Q�QEB�.06�CLO�QEB�QTL�'>QLO�,LSBObP�)@B�#OB>J�MOLGB@QP��!PPRJB�>
AFP@LRKQ�O>QB�LC�����

0OLGB@Q�!

.06�0OLGB@Q�!���	������
��������������������������������������������������
�������������������

!IPL�TOFQQBK�>P�

.06�0OLGB@Q�!������������������������������������������������������������d
�����������������
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?B�>AABA�PBM>O>QBIV�

4L�PLISB�FK�>�PMOB>APEBBQ�QEB�@LOOBPMLKAFKD�PMOB>APEBBQ�CLOJRI>�FP�

�.06	MBOFLAF@�O>QB�@>PE�CILTP�COLJ�MBOFLA���QL9
���KBQ�LC�FKFQF>I�@>PE�CILTP

5PFKD�QEB�KRJ?BOP�CLO�0OLGB@Q�!�QEB�PMOB>APEBBQ�CRK@QFLK�ILLHP�IFHB�QEFP�

�.06	���������������������������������
���	d�����
����������

0OLGB@Q�"
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)K�QEFP�@>PBProject A E>Pthe higher NPV by $2,294.14	��������d�������
��3L�TB
TLRIA�MF@H�0OLGB@Q�!�LSBO�0OLGB@Q�"�FC�QEBV�>OB�JRQR>IIV�BU@IRPFSB��)C�QEBV�>OB
FKABMBKABKQ�TB�TLRIA�>@@BMQ�?LQE�MOLGB@QP�PFK@B�?LQE�.06P�>OB�MLPFQFSB�

�42@=0���	�$=:50.?���")$

�42@=0���	�$=:50.?���")$

.BQ�0OBPBKQ�6>IRB�FP�QEB�MOBCBOOBA�QLLI�?V�J>KV�CFK>K@F>I�J>K>DBOP�>P�FQ�MOLMBOIV
>@@LRKQP�CLO�QEB�QFJB�S>IRB�LC�JLKBV�>KA�QEB�@LPQ�LC�@>MFQ>I��4EB�.06�ORIB�B>PFIV
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�JLOB�AFCCF@RIQ�QL
BUMI>FK�QL�LQEBOP�TEL�>OBKbQ�>P�TBII�SBOPBA�FK�CFK>K@B��4L�RPB�.06�OBNRFOBP�>
AFP@LRKQ�O>QB��FC�TB�ALKbQ�E>SB�>K�>@@RO>QB�DR>DB�LC�QEB�@LPQ�LC�@>MFQ>I�FQ�@>K�?B
AFCCF@RIQ�QL�@>I@RI>QB�>K�.06�

KEY TAKEAWAYS

.BQ�0OBPBKQ�6>IRB�FP�QEB�JLPQ�FJMLOQ>KQ�QLLI�FK�@>MFQ>I�?RADBQFKD�AB@FPFLK
J>HFKD��)Q�MOLGB@QP�QEB�CFK>K@F>I�S>IRB�LC�QEB�MOLGB@Q�CLO�QEB�@LJM>KV�

X .BQ�0OBPBKQ�6>IRB�FP�QEB�AFP@LRKQBA�S>IRB�LC�>II�@>PE�CILTP�
X )Q�FP�@LKPFABOBA�QL�?B�QEB�?BPQ�PFKDIB�@OFQBOFLK�
X 0LPFQFSB�.06�>AAP�S>IRB�QL�>�@LJM>KV�
X !@@BMQ�>KV�MOLGB@Q�TFQE�MLPFQFSB�.06�CLO�FKABMBKABKQ�MOLGB@QP�
X !@@BMQ�QEB�EFDEBPQ�.06�MOLGB@Q�COLJ�JRQR>IIV�BU@IRPFSB�MOLGB@QP�
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�� #>I@RI>QB�QEB�.06�CLO�QEB�CLIILTFKD�MOLGB@QP�TFQE�>�AFP@LRKQ�O>QB
LC�����

0OLGB@Q���@LPQP���������>KA�B>OKP��������B>@E�VB>O�CLO�QEOBB
VB>OP�

0OLGB@Q���@LPQP���������>KA�B>OKP���������FK�QEB�CFOPQ�VB>O�>KA
QEBK��������CLO�B>@E�LC�QEB�KBUQ�QTL�VB>OP�

0OLGB@Q���@LPQP��������>KA�B>OKP��������B>@E�VB>O�CLO�QEOBB
VB>OP�

�� )C�QEB�MOLGB@QP�>OB�JRQR>IIV�BU@IRPFSB�TEF@E�PELRIA�TB�>@@BMQ 
�� )C�QEB�MOLGB@QP�>OB�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>I�FP�KLQ�CFK>I�

LEARNING OBJECTIVES

�� $BCFKB�>KA�@>I@RI>QB�QEB�FKQBOK>I�O>QB�LC�OBQROK�	)22
�
�� !MMIV�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>I�?RADBQFKD�QB@EKFNRB�
BPPBKQF>IIV�FQ�FP�QEB�OBQROK�TB�TFII�OB@BFSB�LSBO�QEB�IFCB�LC�LRO�FKSBPQJBKQ��)Q�FP
@>I@RI>QBA�>P�QEB�AFP@LRKQ�O>QB�>Q�TEF@E�.06�BNR>IP�WBOL��)K�LQEBO�TLOAP�TB�PBQ
.06�BNR>I�QL����>KA�PLISB�CLO=��4EFP�FP�QEB�O>QB�QE>Q�J>HBP�QEB�MOBPBKQ�S>IRB�LC�QEB
@>PE�CILTP�BNR>I�QL�QEB�FKFQF>I�FKSBPQJBKQ��5KCLOQRK>QBIV�CLO�PLJB�MOLGB@QP�QEBOB�FP
KL�B>PV�T>V�QL�>OOFSB�>Q�QEFP�O>QB�TFQELRQ�RPFKD�>�_DRBPP�>KA�@EB@H`�JBQELA�
QE>KHCRIIV�@LJMRQBOP�@>K�AL�QEFP�NRFQB�NRF@HIV�

(LT�AL�TB�HKLT�FC�QEB�MOLGB@Q�FP�>@@BMQ>?IB�LO�KLQ �%>@E�MOLGB@Q�QE>Q�RPBP�FKQBOK>I
CRKAP�E>P�>�@LPQ�LC�@>MFQ>I��)C�QEB�O>QB�TB�B>OK�FP�JLOB�QE>K�QEB�O>QB�FQ�@LPQP�RP�QEBK
TB�PELRIA�RKABOQ>HB�QEB�MOLGB@Q�>P�FQ�>AAP�QL�@LOMLO>QB�S>IRB��)C�TE>Q�TB�B>OK�FP
IBPP�QE>K�TE>Q�FQ�@LPQ�RP�QEBK�QEB�MOLGB@Q�PR?QO>@QP�COLJ�@LOMLO>QB�S>IRB�>KA�TB
PELRIA�KLQ�RKABOQ>HB�FQ��4L�AL�QEFP�TB�@LJM>OB�)22�QL�QEB�@LPQ�LC�@>MFQ>I��)C�QEB�)22
FP�DOB>QBO�QE>K�QEB�@LPQ�LC�@>MFQ>I�TB�PELRIA�RKABOQ>HB�QEB�MOLGB@Q�

4EFP�AB@FPFLK�@OFQBOFLK�TFII�LKIV�TLOH�FC�QEB�@>PE�CILTP�>OB�LOAFK>OV�JB>KFKD�KBQ
LRQCILTP�B>OIV�FK�QEB�MOLGB@Q�CLIILTBA�?V�FKCILTP�>CQBOT>OA��7EBK�@>PE�CILTP�>OB
KLQ�LOAFK>OV�)22�@>K�MOLAR@B�RKRPR>I�PLJBQFJBP�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�

#E>MQBO����#>MFQ>I�"RADBQFKD�$B@FPFLK�->HFKD

���



X )C�QEB�)22�FP�DOB>QBO�QE>K�@LPQ�LC�@>MFQ>I�	)22���7!##
�QE>Kaccept QEB
MOLGB@Q

X )C�QEB�)22�FP�IBPP�QE>K�@LPQ�LC�@>MFQ>I�	)22���7!##
�QE>Kreject QEB
MOLGB@Q�

,BQbP�CFKA�QEB�)22�CLO�'>QLO�,LSBObP�)@B�#OB>J�MLQBKQF>I�MOLGB@QP�?V�Q>HFKD�>�ILLH�>Q
4>?IB�������'>QLO�,LSBObP�)@B�#OB>J��)KQBOK>I�2>QB�LC�2BQROK��

4>?IB����� '>QLO�,LSBObP�)@B�#OB>J��)KQBOK>I�2>QB�LC�2BQROK

&FOJbP�#LPQ�LC�#>MFQ>I������

Project A Project B

Initial Investment 	���������
 	���������


Year Operating Cash Inflows(after-tax)

� ��������� ���������

� ��������� ���������

� ��������� ���������

� ��������� ���������

� ��������� ���������

IRR ������ ������

)C�LRO�7!##�FP�����QEBK�?LQE�MOLGB@QP�PELRIA�?B�>@@BMQBA��)22�FP�ELTBSBO�KLQ
>@@BMQ>?IB�CLO�JRQR>IIV�BU@IRPFSB�MOLGB@QP��4L�PBB�TEV�@LKPFABO�QEB�CLIILTFKD
BU>JMIB^7EF@E�FKSBPQJBKQ�TLRIA�VLR�O>QEBO�E>SB�

�� )KSBPQ��������KLT�>KA�OB@BFSB�>�DR>O>KQBBA��������FK�LKB�VB>O�
�� )KSBPQ����KLT�>KA�OB@BFSB�>�DR>O>KQBBA�����FK�LKB�VB>O�

)KSBPQJBKQ�!�FP�ALR?IB�VLRO�JLKBV�	)22�������
�TEFIB�FKSBPQJBKQ�"�FP�QBK�QFJBP
VLRO�JLKBV�	)22�������
��"RQ�FKSBPQJBKQ�!�FP�LK�>�I>ODBO�PQ>OQFKD�PRJ��7BbA�ILSB�QL
AL�FKSBPQJBKQ�"�LSBO�>KA�LSBO�>D>FK�PFK@B�FQ�E>P�QEB�EFDEBO�OBQROK�?RQ�FC�TB�@>K
LKIV�MF@H�LKB�LC�QEB�QTL�QEBK�!�FP�PRMBOFLO��4ERP�QEB�EFDEBO�)22�ALBPKbQ
KB@BPP>OFIV�FKAF@>QB�QEB�?BQQBO�FKSBPQJBKQ�

)22�@>K�?B�@>I@RI>QBA�?V�E>KA�?V�>�CFK>K@F>I�@>I@RI>QLO�LO�FK�>�PMOB>APEBBQ��4EB
HBVPQOLHBP�CLO�>�CFK>K@F>I�@>I@RI>QLO�>OB�PFJFI>O�>P�QELPB�CLO�.06�?RQ�>Q�QEB

#E>MQBO����#>MFQ>I�"RADBQFKD�$B@FPFLK�->HFKD

�����)KQBOK>I�2>QB�LC�2BQROK ���



@LK@IRPFLK�TB�>PH�CLO�)22�FKPQB>A�LC�BKQBOFKD�>K�FKQBOBPQ�O>QB��&LO�BU>JMIB�)22�CLO
0OLGB@Q�!�FP�>P�CLIILTP�

�#&����.$���#,2�7/2+��d�������%.4%2���$/7.�!22/7���������%.4%2���$/7.
!22/7�����%.4%2���)22���#04�

4EB�>KPTBO�LC��������FP�OBQROKBA�

4L�PLISB�FK�>�PMOB>APEBBQ�QEB�@LOOBPMLKAFKD�PMOB>APEBBQ�CLOJRI>�FP�

�)22	@>PE�CILTP�COLJ�MBOFLA���QL9


5PFKD�QEB�KRJ?BOP�CLO�0OLGB@Q�!�QEB�PMOB>APEBBQ�CRK@QFLK�ILLHP�IFHB�QEFP�

�)22	d�����������������������������������
���������

Shortfalls of IRR

)22�FP�JLOB�AFCCF@RIQ�QE>K�.06�QL�@>I@RI>QB�?V�E>KA�?B@>RPB�TB�>OB�@>I@RI>QFKD�>
O>QB�LC�OBQROK��/RO�@>I@RI>QLOP�LO�PMOBAPEBBQP�aPB>O@Eb�CLO�QEB�FKQBOBPQ�O>QB��&LO�RP�QL
@>I@RI>QB�FQ�TLRIA�Q>HB�FQBO>QFLKP�TEBOB�TB�QOV�LKB�FKQBOBPQ�O>QB�PBB�FC�FQbP�QLL�EFDE
LO�QLL�ILT�>KA�QEBK�QOV�>D>FK�

#>PE�CILTP�QE>Q�>OBKbQ�LOAFK>OV�@>K�MOLAR@B�RKRPR>I�PLJBQFJBP�JRIQFMIB�OBPRIQP�
3>AIV�JLPQ�@>I@RI>QLOP�TLKbQ�>IBOQ�QEB�RPBO�QL�QEFP�C>@Q�PL�@>OB�JRPQ�?B�Q>HBK��!KA
FK�QEB�@>PB�LC�JRQR>IIV�BU@IRPFSB�MOLGB@QP�)22�C>FIP�QL�O>KH�QEBJ�MOLMBOIV��&LO�QEBPB
OB>PLKP�.06�FP�QVMF@>IIV�QEB�MOBCBOOBA�@OFQBOF>�LO�FP�>Q�IB>PQ�RPBA�QL�_ALR?IB�@EB@H`
QE>Q�)22�FPKbQ�C>FIFKD�?B@>RPB�LC�LKB�LC�QEBPB�RKRPR>I�OB>PLKP�

KEY TAKEAWAYS

)22�FP�>KLQEBO�JBQELA�LC�@>MFQ>I�?RADBQFKD�QB@EKFNRBP��7B�MOBCBO�.06�QL
)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>OV�LO�FC�QEB�MOLGB@QP

>OB�JRQR>IIV�BU@IRPFSB�

#E>MQBO����#>MFQ>I�"RADBQFKD�$B@FPFLK�->HFKD

�����)KQBOK>I�2>QB�LC�2BQROK ���



EXERCISES

�� #>I@RI>QB�QEB�)22�CLO�QEB�MOLGB@QP�IFPQBA�FK�.06�BUBO@FPBP�
�� 7EF@E�E>P�QEB�EFDEBPQ�)22 
�� )C�LRO�EROAIB�O>QB�FP�����TEF@E�PELRIA�TB�>@@BMQ 

#E>MQBO����#>MFQ>I�"RADBQFKD�$B@FPFLK�->HFKD

�����)KQBOK>I�2>QB�LC�2BQROK ���



13.5 Other Methods

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

LEARNING OBJECTIVES

�� %S>IR>QB�PLJB�LQEBO�JBQELAP�QL�BS>IR>QFKD�@>MFQ>I�?RADBQFKD�
�� #>I@RI>QB�0OLCFQ>?FIFQV�)KABU�
�� $FP@RPP�-)22�

3L�C>O�TB�E>SB�IB>OKBA�M>V?>@H�MBOFLA�.06�>KA�)22��4EBPB�QEOBB�>OB�QEB�JLPQ
TFABIV�RPBA�>KA�JBQELAP�QL�BS>IR>QB�@>MFQ>I�MOLGB@QP�>KA�>OB�PRCCF@FBKQ�CLO�JLPQ
@LJM>KFBP�?RQ�J>KV�LQEBO�JBQELAP�BUFPQ��(BOB�TBbII�AFP@RPP�QTL�LQEBO�JBQELAP�
0OLCFQ>?FIFQV�FKABU�>KA�-)22�

Profitability index (PI) � PELTP�QEB�OBI>QFSB�MOLCFQ>?FIFQV�LC�>KV�MOLGB@Q��FK�BPPBK@B
>�a?>KD�CLO�VLRO�?R@Hb�@>I@RI>QFLK��)Q�FP�QEB�MOBPBKQ�S>IRB�MBO�ALII>O�LC�FKFQF>I�@LPQ�
4EB�EFDEBO�QEB�MOLCFQ>?FIFQV�FKABU�QEB�?BQQBO�>KA�>KV�0)�DOB>QBO�QE>K�����FKAF@>QBP
QE>Q�QEB�MOLGB@Q�FP�>@@BMQ>?IB�?B@>RPB�FQ�>AAP�QL�@LOMLO>QB�S>IRB�

�<@,?4:9���	�$=:14?,-474?D��9/0C

&LO�'>QLO�,LSBObP�QEB�0)bP�>OB�>P�CLIILTP�

�1�S�P�G�J�U�B�C�J�M�J�U�Z�*�O�E�F�Y��
�1�S�F�T�F�O�U�7�B�M�V�F�P�G�' �V�U�V�S�F�$�B�T�I�'�M�P�X�T

�*�O�J�U�J�B�M�$�P�T�U

�1�S�P�G�J�U�B�C�J�M�J�U�Z�*�O�E�F�Y�1�S�P�K�F�D�U�" ��
�������������������

�������������
�� ��������

�1�S�P�G�J�U�B�C�J�M�J�U�Z�*�O�E�F�Y�1�S�P�K�F�D�U�# ��
�������������������

�������������
�� ��������

�� 0OBPBKQ�S>IRB�OBQROK�MBO�ALII>O
LC�FKSBPQJBKQ�

#E>MQBO����#>MFQ>I�"RADBQFKD�$B@FPFLK�->HFKD

���



4EB�MOLCFQ>?FIFQV�FKABU�FP�EFDEBO�CLO�0OLGB@Q�!��0)�ALBPKbQ�TLOH�>P�TBII�FC�QEB�FKFQF>I
FKSBPQJBKQ�FP�PMOB>A�LRQ�LSBO�QFJB�LO�FC�QEB�@>PE�CILTP�>OBKbQ�LOAFK>OV�TEF@E�FP
TEV�TB�MOBCBO�.06�

/RO�CFK>I�JBQELA�LC�BS>IR>QFKD�@>MFQ>I�MOLGB@QP�TLOQE�AFP@RPPFKD�FPmodified
internal rate of return (MIRR) � ��)22�FP�QEB�BUMB@QBA�O>QB�LC�OBQROK�FC�QEB�.06�����
4EFP�>PPRJBP�QE>Q�B>OIV�FKCILTP�TFII�?B�OBFKSBPQBA�>Q�QEB�OBQROK�LC�QEB�MOLGB@Q�FQPBIC�
/CQBK�QEB�CRKAP�B>OKBA�COLJ�>�MOLGB@Q�@>KKLQ�?B�OBFKSBPQBA�>Q�)22�?RQ�FKPQB>A�B>OK
>�ILTBO�O>QB��4EBOBCLOB�%%�.,9�:A0=>?,?0�?30�0C;0.?0/�=,?0�:1�=0?@=9��4L�@LJMBKP>QB
CLO�QEFP�LSBOPQ>QBJBKQ�JLAFCFBA�FKQBOK>I�O>QB�LC�OBQROK�	-)22
�T>P�@OB>QBA��-)22
>PPRJBP�QE>Q�CRKAP�@>K�?B�OBFKSBPQBA�>Q�QEB�TBFDEQBA�>SBO>DB�@LPQ�LC�@>MFQ>I
	7!##
�LO�PLJB�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�@LRIA�LKIV
?B�OBFKSBPQBA�>Q��� �4L�@>I@RI>QB�-)22�TB�TLRIA�RPB�QEB�����,R@HV�CLO�RP
PMOB>APEBBQP�E>SB�>�CRK@QFLK�QL�AL�QEFP�NRFQB�B>PFIV�

�-)22	@>PE�CILTP�COLJ�MBOFLA���QL9�O>QB�CLO�LRQCILTP�OBFKSBPQJBKQ�O>QB


0OLGB@Q�!�-)22�	OBFKSBPQBA�>Q���
���������

0OLGB@Q�"�-)22�	OBFKSBPQBA�>Q���
���������

#LJM>OBA�TFQE�LRO�LOFDFK>I�)22P�LC��������CLO�0OLGB@Q�!�>KA��������CLO�0OLGB@Q�"
FQbP�B>PV�QL�PBB�QE>Q�QEB�OBFKSBPQJBKQ�O>QB�E>P�>�I>ODB�FJM>@Q��3LJB�PELOQC>IIP
ELTBSBO��FQbP�E>OABO�QL�@>I@RI>QB�	BPM��TFQELRQ�QB@EKLILDV
�>KA�OBNRFOBP�HKLTIBADB
LC�QEB�7!##��)C�TB�E>SB�QEB�7!##�ELTBSBO�TEV�KLQ�@>I@RI>QB�.06 

So Which Project Wins?

4>?IB�������'>QBO�,LSBObP�)@B�#OB>J��3RJJ>OV�#E>OQ�CLO�#>MFQ>I�"RADBQFKD�$B@FPFLK
->HFKD�4B@EKFNRBP�>�PRJJ>OV�@E>OQ�CLO�QEB�@>MFQ>I�?RADBQFKD�AB@FPFLK�J>HFKD
QB@EKFNRBP�CLO�'>QLO�,LSBObP�)@B�#OB>JbP�MLQBKQF>I�MOLGB@QP��0OLGB@Q�!�>KA�0OLGB@Q�"�

4>?IB����� '>QBO�,LSBObP�)@B�#OB>J��3RJJ>OV�#E>OQ�CLO�#>MFQ>I�"RADBQFKD�$B@FPFLK
->HFKD�4B@EKFNRBP

Project A Project B

Initial Investment 	������
 	������


�� )KQBOK>I�O>QB�LC�OBQROK
>PPRJFKD�QE>Q�QEB�CRKAP�B>OKBA
@>KKLQ�?B�OBFKSBPQBA�>Q�)22�

#E>MQBO����#>MFQ>I�"RADBQFKD�$B@FPFLK�->HFKD

�����/QEBO�-BQELAP ���



Project A Project B

4B@EKFNRB

0>V?>@H�0BOFLA����VB>OP ����VB>OP

.06 �������� ��������

)22 ������ ������

0OLCFQ>?FIFQV�)KABU���� ����

-)22 ������ ������

Winner! Project A

!KA�QEB�TFKKBO�FP\0OLGB@Q�!��7EFIB�0OLGB@Q�"�E>P�>�C>PQBO�M>V?>@H�MBOFLA�0OLGB@Q�!
TFKP�FK�BSBOV�LQEBO�@>QBDLOV�BPMB@F>IIV�QEB�@OFQF@>I�.06�@>QBDLOV��)C�TB�@>K�LKIV
@ELLPB�LKB�MOLGB@Q�'>QLO�,LSBObP�)@B�#OB>J�PELRIA�LMBK�>�KBT�PQLOB�	0OLGB@Q�!

FKPQB>A�LC�FKSBPQFKD�FK�>�KBT�J>@EFKB�	0OLGB@Q�"
��/C�@LROPB�FC�TB�@>K�AL�?LQE�QE>Q
PELRIA�?B�LRO�@ELF@B�

KEY TAKEAWAYS

4EBOB�BUFPQ�LQEBO�JBQELAP�QL�BS>IR>QB�MOLGB@QP��7B�IB>OKBA�0OLCFQ>?FIFQV
)KABU�>KA�-)22

X 0OLCFQ>?FIFQV�FKABU�FP�?>KD�CLO�VLRO�?R@H�
X -)22�>PPRJBP�>�AFCCBOBKQ�OBFKSBPQJBKQ�O>QB�QE>K�)22�

EXERCISES

�� #>I@RI>QB�0)�CLO�%UBO@FPBP�������FK3B@QFLK�������.BQ�0OBPBKQ�6>IRB��
�� %UMI>FK�ELT�QEB�-)22�TLRIA�@LJM>OB�QL�)22�CLO�QEB�MOLGB@QP�FK

%UBO@FPBP�������FK3B@QFLK�������.BQ�0OBPBKQ�6>IRB�FC�QEB�OBFKSBPQJBKQ
O>QB�FP����

#E>MQBO����#>MFQ>I�"RADBQFKD�$B@FPFLK�->HFKD

�����/QEBO�-BQELAP ���



13.6 Comparing Projects with Unequal Lives

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

LEARNING OBJECTIVES

�� %UMI>FK�QEB�AFCCF@RIQV�FK�@ELLPFKD�?BQTBBK�JRQR>IIV�BU@IRPFSB�MOLGB@QP
TFQE�RKBNR>I�IFSBP�

�� #>I@RI>QB�QEB�BNRFS>IBKQ�>KKR>I�>KKRFQV�	%!!
�LC�>�MOLGB@Q�>KA�RPB�FQ
BS>IR>QB�TEF@E�MOLGB@Q�FP�PRMBOFLO�

%@?3�4>�/0.4/492�B34.3�>349270>�?:�;@?�:9�30=�=::1	�&349270���.:>?>����;0=�><	�1?	�,9/�4>�=,?0/
?:�7,>?����D0,=>	�&349270���.:>?>���	���;0=�><	�1?	�,9/�4>�=,?0/�?:�7,>?����D0,=>	��1�%@?3�49?09/>�?:
>?,D�49�30=�3:@>0�1:=�?30�=0>?�:1�30=�7410��B34.3�>349270�>3:@7/�%@?3�>070.?�

/KB�M>OQF@RI>OIV�QOLR?IBPLJB�@LJM>OFPLK�QE>Q�>OFPBP�LCQBK�FP�TEBK�QTL�OBMB>Q>?IB
JRQR>IIV�BU@IRPFSB�MOLGB@QP�E>SB�AFCCBOBKQ�QFJB�IBKDQEP��&LO�BU>JMIB�TB�@>K�RPB�>
@EB>MBO�PR?PQFQRQB�?RQ�FQ�TLKbQ�I>PQ�>P�ILKD�PL�TBbII�KBBA�QL�OBMI>@B�FQ�JLOB
COBNRBKQIV��(LT�AL�TB�HKLT�TEF@E�MOLGB@Q�FP�?BQQBO 

)C�QEB�MOLGB@QP�>OB�BFQEBO�FKABMBKABKQ�LO�KLQ�OBMB>Q>?IB�TB�@>K�RPB�.06
@LKCFABKQIV��!II�MLPFQFSB�.06P�PELRIA�?B�PBIB@QBA�FC�QEBV�>OB�FKABMBKABKQ�>KA�QEB
EFDEBPQ�.06�TFII�FKAF@>QB�QEB�?BPQ�@ELF@B�FC�QEBV�>OBKbQ�OBMB>Q>?IB��"RQ�FQ�@>K�?B�QEB
@>PB�QE>Q�QEB�EFDEBPQ�.06�MOLGB@Q�@>K�?B�FKCBOFLO�QL�>�PELOQBO�MOLGB@Q�TFQE�>�ILTBO
.06�

4L�>K>IVWB�QEFP�MOL?IBJ�TB�KBBA�QL�@>I@RI>QB�QEBequivalent annual annuity
(EAA)� �TEF@E�FP�QEB�PQB>AV�@>PE�M>VJBKQ�OB@BFSBA�?V�>K�>KKRFQV�TFQE�QEB�P>JB
IBKDQE�>KA�.06�>P�QEB�MOLGB@Q��&LO�BU>JMIB�TB�HKLT�QE>Q�'>QLO�,LSBObP�)@B�#OB>J
0OLGB@Q�!�I>PQBA�CLO���VB>OP�>KA�E>A�>K�.06�LC����������>Q�>�O>QB�LC������)C�TB�PLISB
CLO�QEB�VB>OIV�M>VJBKQ�LC�>K�>KKRFQV�TFQE�>�06�LC����������O�������K�����VB>OP�>KA
&6�����TB�DBQ�>K�%!!�LC�����������4ERP�TB�PELRIA�?B�FKAFCCBOBKQ�?BQTBBK�OB@BFSFKD
QEB�@>PE�CILTP�LC�0OLGB@Q�!�>KA�OB@BFSFKD����������MBO�VB>O�CLO���VB>OP�	PFK@B�QEBV
?LQE�E>SB�QEB�P>JB�.06
�

�� 4EB�PQB>AV�@>PE�M>VJBKQ
OB@BFSBA�?V�>K�>KKRFQV�TFQE
QEB�P>JB�IBKDQE�>KA�.06�>P
QEB�MOLGB@Q�

#E>MQBO����#>MFQ>I�"RADBQFKD�$B@FPFLK�->HFKD

���



/K@B�%!!P�>OB�@>I@RI>QBA�CLO�>II�MOLGB@QP�?BFKD�@LKPFABOBA�FQbP�>�PFJMIB�J>QQBO�LC
MF@HFKD�QEB�EFDEBO�LKB�

KEY TAKEAWAYS

X )C�MOLGB@QP�>OB�FKABMBKABKQ�LO�KLQ�OBMB>Q>?IB�QEB�FJM>@Q�LC�AFCCBOFKD�IFCB
FP�FOOBIBS>KQ�

X )C�QEB�MOLGB@QP�>OB�JRQR>IIV�BU@IRPFSB�>KA�OBMB>Q>?IB�QE>K�QEB�FJM>@Q�LC
QEB�AFCCBOFKD�IFCB�JRPQ�?B�>@@LRKQBA�CLO�?V�@LJM>OFKD�QEBFO�%!!�

EXERCISES

�� #LJMRQB�>KA�@LJM>OB�QEB�CLIILTFKD�MOLGB@QPb�.06P�>KA�%!!P�>Q�>
����AFP@LRKQ�O>QB�
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13.7 Approaches for Dealing with Risk
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13.8 The Bigger Picture
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13.9 End-of-Chapter Assessment Problems
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Chapter 14

Capital Budgeting Cash Flows
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14.1 Which Cash Flows Should I Include?
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14.2 Capital Spending and Salvage Value
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14.3 Operating Cash Flows
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14.4 Changes in Net Working Capital
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14.5 Making the Investment Decision
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Chapter 15

Raising Capital and Capital Structure
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15.1 Life Cycle of a Firm
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P@EBARIB�>�@>PE�ERKDOV�?RPFKBPP�@>K�BUM>KA�TFQELRQ�>�OBAR@QFLK�FK�>K�LTKBObP
@LKQOLI��->KV�?>KHP�>IPL�MOLSFAB�PBOSF@BP�CLO�PJ>II�?RPFKBPPBP�PR@E�>P�QOB>PROV
J>K>DBJBKQ�M>VOLII�>AJFKFPQO>QFLK�LO�?FII�@LIIB@QFLK�PBOSF@BP�

0>OQF@RI>OIV�FK�PBOSF@B�QVMB�MOLCBPPFLKP�M>OQKBOPEFMP�>OB�>IPL�T>V�CLO�?RPFKBPPBP�QL
BUM>KA�?OFKDFKD�FK�@>MFQ>I�JLOB�PHFIIBA�I>?LO�LO�?LQE��,>TVBOP�AL@QLOP
>@@LRKQ>KQP�>KA�ABKQFPQP�>JLKD�LQEBOP�>OB�@LJJLK�M>OQKBOPEFM�@>KAFA>QBP�>P�>
DOLTFKD�@RPQLJBO�?>PB�@>K�Q>U�QEB�MOLCBPPFLK>I�>KA�@>MFQ>I�OBPLRO@BP�LC�>�PLIB

�� !K�LTKBO�LC�>�@LJM>KV
FKSBPQFKD�FK�>�@LJM>KV�?V
TLOHFKD�CLO�ILKD�ELROP�TFQE
IFQQIB�LO�KL�FKFQF>I
@LJMBKP>QFLK�

#E>MQBO����2>FPFKD�#>MFQ>I�>KA�#>MFQ>I�3QOR@QROB

���



MOLMOFBQLO��3LJBQFJBP�M>OQKBOP�?OFKD�>�AFCCBOBKQ�PHFII�PBQ�QE>K�QEB�BUFPQFKD�LTKBOP
MBOE>MP�J>K>DFKD�QEB�_?RPFKBPP`�BKA�LC�LMBO>QFLKP��!KA�PLJB�M>OQKBOP�TFII�MOBCBO
QL�?B�_PFIBKQ`�M>OQKBOP�@LKQOF?RQFKD�@>MFQ>I�LKIV�?RQ�BKGLVFKD�QEB�IFJFQBA�IF>?FIFQV�LC
PR@E�>K�>OO>KDBJBKQ�

Venture capital (VC) � CFOJP�>OB�>�AFCCBOBKQ�>SBKRB�CLO�PQ>OQ�RMP��QEBPB�CFOJP�PBBH
LRQ�FKSBPQJBKQP�FK�VLRKD�@LJM>KFBP�QVMF@>IIV�J>Q@EFKD�TFQE�FKSBPQLOP�TEL�>OB
ILLHFKD�CLO�>�MOFS>QB�BNRFQV�>OO>KDBJBKQ��$FCCBOBKQ�6#�CFOJP�PMB@F>IFWB�FK�AFCCBOBKQ
QVMBP�LC�@LJM>KFBP�>KA�@>K�>IPL�PMB@F>IFWB�FK�AFCCBOBKQ�PQ>DBP�LC�>�@LJM>KVbP
DOLTQE��&LO�BU>JMIB�PLJB�CFOJP�CL@RP�LK�QEB�CFOPQ�OLRKAP�LC�CRKAFKD�	PLJBQFJBP
@>IIBAÒAÓ round financing� 
�>KA�PLJB�MOLSFABmezzanine financing � 	QVMF@>IIV�>
EV?OFA�LC�AB?Q�QE>Q�@>K�MLQBKQF>IIV�?B�@LKSBOQBA�QL�BNRFQV
��/QEBO�SBKQROB�@>MFQ>I
CFOJP�PMB@F>IFWB�LK�AFPQOBPPBA�@LJM>KFBP�J>HFKD�FKSBPQJBKQP�TFQE�QEB�FKQBKQFLK�LC
QROKFKD�>OLRKA�QEB�?RPFKBPP�QL�J>HB�FQ�>D>FK�PR@@BPPCRI�

!P�>�@LJM>KV�@LKQFKRBP�QL�DOLT�LQEBO�>SBKRBP�LC�@>MFQ>I�?B@LJB�MLPPF?FIFQFBP�
"LKAP�@>K�?B�FPPRBA�BFQEBO�QEOLRDE�>�MOFS>QB�MI>@BJBKQ�QL�I>ODB�FKSBPQLOP
	QVMF@>IIV�MBKPFLKP�BKALTJBKQP�LO�PFJFI>O�FKSBPQJBKQ�CRKAP
�LO�MR?IF@IV��!�MR?IF@
?LKA�FPPR>K@B�FK�QEB�53�OBNRFOBP�OBDFPQO>QFLK�TFQE�QEB�3%#�>KA�FP�QVMF@>IIV
RKABOTOFQQBK�?V�FKSBPQJBKQ�?>KHP�	LCQBK�>P�M>OQ�LC�>�PVKAF@>QB�LC�?>KHP
�

7EFIB�PE>OBP�LC�PQL@H�@>K�?B�MOFS>QBIV�MI>@BA�>�JFIBPQLKB�CLO�I>ODB�@LJM>KFBP
@LJBP�TEBK�QEBFO�PE>OBP�>OB�CFOPQ�OBDFPQBOBA�TFQE�QEB�3%#�	LO�LQEBO�>RQELOFQV
LRQPFAB�QEB�53
�>KA�LCCBOBA�CLO�MR?IF@�P>IB�QEOLRDE�>�MOL@BPP�@>IIBA�QEBinitial
public offering (IPO) � ��3FK@B�QEB�@LPQ�LC�JBBQFKD�OBDRI>QFLKP�FK@IRAFKD�>KKR>I�>KA
NR>OQBOIV�OBMLOQP�@>K�?B�MOLEF?FQFSB�>�@LOMLO>QFLK�KBBAP�>�@BOQ>FK�IBSBI�LC
J>QROFQV�QL�J>HB�>�PR@@BPPCRI�)0/�>�MLPPF?FIFQV��!CQBO�_DLFKD�MR?IF@`�6#�CFOJP�>KA
LQEBO�B>OIV�FKSBPQLOP�@>K�JLOB�B>PFIV�BUFQ�QEBFO�LTKBOPEFM�MLPFQFLKP�QVMF@>IIV�>CQBO
>�OBNRFOBA�ELIAFKD�MBOFLA��!Q�QEFP�PQ>DB�QELRDE�OBI>QFSBIV�J>QROB�>�@LJM>KV�JFDEQ
PQFII�DOLT�>Q�>�C>PQ�M>@B�?RQ�E>P�>@@BPP�QEOLRDE�J>KV�AFCCBOBKQ�>SBKRBP�LC�@>MFQ>I�

KEY TAKEAWAYS

X 0OLMOFBQLOP�>KA�M>OQKBOP�PRMMIV�QEB�@>MFQ>I�CLO�SBOV�VLRKD�@LJM>KFBP
LCQBK�FK�QEB�CLOJ�LC�_PTB>Q`�BNRFQV�

X ">KH�IL>KP�>KA�SBKQROB�@>MFQ>I�CRKAFKD�@>K�?OFKD�FK�@>MFQ>I�CLO�>
DOLTFKD�?RPFKBPP�

X 0R?IF@�FPPRBP�LC�?LKAP�>KA�PQL@HP�>OB�QEB�PLRO@BP�LC�@>MFQ>I�CLO�J>QROFKD
@LJM>KFBP�

�� &FOJP�QE>Q�PBBH�LRQ
FKSBPQJBKQP�FK�VLRKD
@LJM>KFBP�QVMF@>IIV�J>Q@EFKD
TFQE�FKSBPQLOP�TEL�>OB�ILLHFKD
CLO�>�MOFS>QB�BNRFQV
>OO>KDBJBKQ�

�� 4EB�B>OIFBPQ�OLRKAP�LC�SBKQROB
CRKAFKD�

�� 6BKQROB�CRKAFKD�>CQBO�QEB
B>OIFBPQ�OLRKA�LC�SBKQROB
CRKAFKD�QVMF@>IIV�>�EV?OFA�LC
AB?Q�QE>Q�@>K�MLQBKQF>IIV�?B
@LKSBOQBA�QL�BNRFQV�

�� 7EBK�PE>OBP�LC�>�@LOMLO>QFLK
>OB�CFOPQ�OBDFPQBOBA�TFQE�QEB
3%#�	LO�LQEBO�>RQELOFQV
LRQPFAB�QEB�53
�>KA�LCCBOBA�CLO
MR?IF@�P>IB�
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15.2 Leverage
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�� %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�ABDOBB�LC

CFK>K@F>I�IBSBO>DB�
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,FQQIB�*>JFB�E>P�IB>OKBA�PLJB�FJMLOQ>KQ�IBPPLKP�COLJ�QEFP�BUMBOFBK@B�	>KA
QE>KHCRIIV�EBO�JLQEBO�FP�JLOB�DBKBOLRP�QE>K�JLPQ�?>KHP�TLRIA�?B�
��4EB�CFOPQ�FP
QE>Q�?V�?LOOLTFKD�JLKBV�PEB�E>P�QEB�MLQBKQF>I�CLO�>�I>ODBO�OBT>OA�CLO�EBO�FKSBPQBA
@>MFQ>I�	����MOLCFQ�SP�����MOLCFQ
��4EB�PB@LKA�IBPPLK�FP�QE>Q�KLQ�BSBOVQEFKD�DLBP
BU>@QIV�QL�MI>K�IB>AFKD�QL�QEB�QEFOA�IBPPLK��TEBK�QEB�?RPFKBPP�T>P�FK�QOLR?IB�PEB
ILPQ�JLOB�JLKBV�?B@>RPB�PEB�?LOOLTBA��)C�PEB�E>A�LKIV�RPBA�EBO�LTK�JLKBV�PEB
TLRIA�E>SB�LKIV�ILPQ����	EBO����FKSBPQJBKQ�IBPP�QEB����PEB�QLLH�FK�?BCLOB�QEB�PQLOJ
�
3FK@B�PEB�?LOOLTBA�PEB�ILPQ�EBO�BKQFOB�FKSBPQJBKQ�MIRP�JLPQ�LC�EBO�JLQEBObP�QL
?LLQ�	AB?Q�ELIABOP�?>OOFKD�J>QBOK>I�ILSB�E>SB�@I>FJP�QL�QEB�JLKBV�?BCLOB�QEB
BNRFQV�ELIABOP
��4EFP�BCCB@Q�FK�TEF@E�AB?Q�FK@OB>PBP�QEB�S>OF>?FIFQV�LC�MLQBKQF>I
OBQROKP�TB�@>IIleverage� ��� 4EB�BCCB@Q�FK�TEF@E�AB?Q

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�@LPQP�TB�FK@OB>PB�LRO
OFPH��)C�TB�MRO@E>PB�>�KBT�J>@EFKB�QE>Q�FP�>?IB�QL�J>HB�LRO�MOLAR@Q�JLOB�@EB>MIV
TB�KBBA�QL�?B�@BOQ>FK�QE>Q�TBbII�PBII�BKLRDE�MOLAR@Q�QL�J>HB�QEB�MRO@E>PB
TLOQETEFIB��)C�TB�PBII�JLOB�QEBK�QEB�>AABA�BCCF@FBK@V�TFII�FK@OB>PB�LRO�MLQBKQF>I�CLO
MOLCFQ��/O�TB�JFDEQ�@ELLPB�QL�?RFIA�LRO�LTK�T>OBELRPB�O>QEBO�QE>K�M>V�CLO�PQLO>DB
PM>@B��)C�?RPFKBPP�AOLMP�TBbII�?B�PQR@H�TFQE�>K�BJMQV�T>OBELRPB�?RQ�PQFII�E>SB�QEB
T>OBELRPB�M>VJBKQP��4VMF@>IIV�TB�@>II�QEFP�IBSBO>DB�@>RPBA�?V�CFUBA�@LPQP�LC
LMBO>QFLKPoperating leverage � 	>P�LMMLPBA�QL�IBSBO>DB�@>RPBA�?V�?LOOLTFKD
TEF@E�TB�@>IIfinancial leverage � 
��4EB�CFOJbP�QLQ>I�IBSBO>DB�FP�>�@LJ?FK>QFLK�LC�QEB
QTL�

�<@,?4:9���	��02=00�:1�#;0=,?492� 0A0=,20

�<@,?4:9���	�02=00�:1��49,9.4,7� 0A0=,20

�<@,?4:9���	��02=00�:1�':?,7� 0A0=,20
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X ,BSBO>DB�FK@OB>PBP�MLQBKQF>I�D>FKP�>KA�MLQBKQF>I�ILPPBP�
X /MBO>QFKD�IBSBO>DB�FP�@>RPBA�?V�I>ODB�CFUBA�@LPQP�
X &FK>K@F>I�IBSBO>DB�FP�@>RPBA�?V�FKQBOBPQ�M>VJBKQP�ARB�QL�AB?Q�
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�%�F�H�S�F�F�P�G�' �J�O�B�O�D�J�B�M�-�F�W�F�S�B�H�F��
�� �D�I�B�O�H�F�J�O�/ �F�U�*�O�D�P�N�F

�� �D�I�B�O�H�F�J�O�&�#�*�5

�%�F�H�S�F�F�P�G�5�P�U�B�M�-�F�W�F�S�B�H�F ��

��

�� �D�I�B�O�H�F�J�O�/ �F�U�*�O�D�P�N�F
�� �D�I�B�O�H�F�J�O�3�F�W�F�O�V�F�T
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�� !�CFOJ�?BIFBSBP�QE>Q�FC�P>IBP�FK@OB>PB�?V����QEBFO�.BQ�)K@LJB�TFII
FK@OB>PB�?V�����7E>Q�FP�QEBOB�ABDOBB�LC�QLQ>I�IBSBO>DB 
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15.3 Capital Structure
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4EB�JFU�LC�AB?Q�>KA�BNRFQV�QE>Q�>�CFOJ�RPBP�QL�CFK>K@B�FQP�LMBO>QFLKP�FP�@>IIBA�FQP
capital structure � ��4EB�JLOB�AB?Q�BJMILVBA�QEB�JLOB�IBSBO>DB�>�CFOJ�TFII�E>SB
>KA�QEB�I>ODBO�QEB�MLQBKQF>I�S>OF>QFLK�FK�B>OKFKDP�CLO�PE>OBELIABOP��"RQ�QEBOB�>OB
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>�CFOJ�
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15.4 Choosing the Optimal Capital Structure
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15.5 The Bigger Picture
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15.6 End-of-Chapter Problems
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Chapter 16

Dividend Policy
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16.1 Dividend Basics
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16.2 Dividend Policy
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16.3 Other Forms of Dividends
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Chapter 17

Cash and Cash Conversion Cycle

Cash is King
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Financial Planning
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17.1 Cash Budgets
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17.2 Net Working Capital Basics
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Negative Net Working Capital = Good?
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Jack Co. and Johnny Co. Seasonal Funding Example
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Aggressive vs. Conservative Strategies
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17.3 Cash Conversion Cycle
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CABS Example
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What ÒaverageÓ should I take?
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17.4 The Bigger Picture
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17.5 End-of-Chapter Problems
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Chapter 18

Current Liabilities Management
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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
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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 I
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22.2 Self-Test Exam Part II
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