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Preface
Many years have passed since we began writing the first edition of this text, and many 
things have changed during that time including the author team.

First of all, the field of finance has become much more analytical, with the empha-
sis on decision-oriented approaches to problems rather than the old, descriptive 
approach. We have increased the use of analytical approaches to financial problems 
in virtually every chapter of the book. But we also have stayed with our basic mission 
of making sure students are able to follow us in our discussions throughout the text. 
While the 18th edition is considerably more sophisticated than the initial edition, it is 
still extremely “reader friendly.” As the analytical skills demanded of students have 
increased, so has the authors’ care in presenting the material.

The use of spreadsheets and calculators has become considerably more important, 
and this is also reflected in the 18th edition where we have added Excel tables and 
calculator keystroke solutions within key chapters. We offer Web Exercises at the 
end of every chapter, URL citations throughout the text, a library of course materi-
als for students and faculty, computerized testing software and PowerPoint® for the 
faculty, McGraw Hill Connect®, an online assignment and assessment solution, and 
SmartBook, a truly innovative adaptive study tool and eBook.

One of the secrets to the longevity of this text is that it is a leader in bringing the 
real world into the classroom, and this has never been more apparent than in the 18th 
edition. Each chapter opens with a real-world vignette, and the Finance in Action 
boxes (found in virtually every chapter) describe real-world activities and decisions 
made by actual businesses. We are also up-to-date on the latest tax and financial 
reporting legislation.

The international world of finance has expanded with the creation of the European 
Union and the rise of China as a global economic power and enactment of world trade 
agreements across the globe. To reflect these changes, the text has expanded its inter-
national coverage. Where there is an international application for a financial issue, you 
are very likely to find it in this text.

Furthermore, the 18th edition continues to give modest coverage to the reces-
sion and liquidity crisis that engulfed the U.S. and world economies in the latter part 
of the 2000–2009 decade and, where appropriate, we have highlighted the effects 
of the COVID-19 pandemic on financial decisions. Special attention is given to 
the banking sector and the critical need for funding that almost all businesses face.  
The issue of changing regulations is also covered.

However, there is one thing that has not changed since the first edition, we still 
write the entire book and all of the problems ourselves! We believe our devotion of 
time, energy, and commitment over these years is the reason for our reputation for hav-
ing produced a high-quality and successful text—edition after edition.
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Employers of business graduates report that the most successful analysts, planners, 
and executives are both effective and confident in their financial skills. We concur. 
One of the best ways to increase your facility in finance is to integrate your knowl-
edge from prerequisite courses. Therefore, the text is designed to build on your basic 
knowledge from courses in accounting and economics. By applying tools learned in 
these courses, you can develop a conceptual and analytical understanding of financial 
management.

We realize that for some students, time has passed since you have completed 
your accounting courses. Therefore, we have included Chapter 2, a thorough review 
of accounting principles, finance terminology, and financial statements. With a 
working knowledge of Chapter 2, you will have a more complete understanding 
of the impact of business decisions on financial statements. Online financial data 
sources provide a wealth of financial ratios, and after mastering the ratios and con-
cepts in Chapter 3, the information provided by online sources such as FactSet and 
Standard and Poor’s will be easy to understand. Furthermore, as you are about to 
begin your career, you will be much better prepared when called upon to apply 
financial concepts.

In general, tables and figures with real-world numbers have been updated or replaced, 
and the discussions concerning those tables and figures have been rewritten accordingly. 

Chapter-by-Chapter Changes

Chapter 1  This chapter has been substantially revised. Time value of money is 
now introduced here, and the future value of a single amount is calculated. Three 
new end-of-chapter problems reinforce this future value learning objective. The 
addition of these end-of-chapter problems offers the instructor an opportunity 
to assign a mathematical problem in the first week of class so that students can 
immediately begin doing finance-type problems. The end-of-chapter problems 
in the chapter are relatively simple so that students can focus on the home-
work process before more difficult material is introduced in Chapter 2. This 
feature should be particularly valuable for instructors who use the text’s Con-
nect resources and who want students to be able to navigate the Connect system 
independently.

The chapter also offers an overview of the job market for finance students 
and distinguishes between the two main subcategories of finance: corporate 
finance vs. investments. A new Finance in Action box discusses the purpose of 
the corporation in the context of social responsibility. The impact of the COVID-
19 pandemic on corporate finance is discussed several times in this and other 
chapters.

Content 
Improvements

Reinforcing 
Prerequisite 
Knowledge
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Chapter 2  The introduction has been updated and all of the tables have been 
updated or revised. For the Kramer Corporation example, the number of com-
mon shares outstanding has been changed so that the earnings per share is not 
exactly $1. An EPS of $1 causes the firm’s share price and P/E ratio to be identi-
cal, an equality that produced confusion for students. The new EPS value carries 
throughout the chapter examples. The subsection titled “Price-Earnings Ratios 
and Earnings per Share” has been rewritten for clarity. The financial statement 
impact of deducting R&D costs (rather than capitalizing them) is now discussed 
in the context of market-to-book ratios. A new Finance in Action box discusses 
tax competition between countries and states.

Chapter 3  The introduction comparing Colgate-Palmolive with Procter & Gamble 
has been updated. The comparison of Target to Walmart in the DuPont model 
has been updated using current financial statements. Table 3-2 updates this 
comparison with 2020 data. The discussion of liquidity ratios has been revised. 
Ratio trend analysis of Apple and IBM has been replaced with a comparison 
of Advanced Micro Devices and Intel Inc. The Finance in Action box has been 
replaced with a new box called “Are Ratios Good Predictors of a Company’s 
Value?” The IBM Web Exercise has also been revised.

Chapter 4  The introduction has been updated as well as the Finance in Action box 
describing the interaction of Tesla’s marketing and financial forecasting activi-
ties. Table 4-10 has been revised for clarity. The Web Exercise on Barnes & 
Noble has been replaced by a Web Exercise for Barnes and Noble Education.

Chapter 5  The introduction has been revised with an analogy between financial 
leverage and the leverage used by a child on a playground teeter-totter to lift 
a heavier parent off the ground. The introduction also includes a discussion 
of leverage in the airline industry. The Apple Finance in Action box has been 
updated. The United Airlines Web Exercise has been updated.

Chapter 6  A Finance in Action box has been replaced with a box highlighting 
Shopify’s influence on small retailers. Seasonality is discussed using Harley 
Davidson sales as an example, rather than Briggs and Stratton, which filed for 
bankruptcy and is no longer a publicly traded company. Figure 6-2 now features 
Harley Davidson data and the discussion describes the cyclicality of the firm’s 
sales. Figure 6-3, comparing seasonal sales and earnings per share of Macy’s 
and Target, has been updated with new data, and the analysis is revised to be 
consistent with the new figure. All of the tables have been updated in an Excel 
format, and references to cell values by row and column identifiers make the 
analysis easier to follow. Figures 6-9 and 6-10 and the data and discussion about 
yield curves and interest rates have been updated, including the Web Exercise at 
the end of the problem set.

Chapter 7  The introduction has been revised to include the effects of the COVID-
19 pandemic on current asset management. The Finance in Action box on work-
ing capital management has been replaced with “The Cloud, B2B, and Working 
Capital Management.” Data on automated clearing houses and international 
funds transfers using SWIFT have been updated. Table 7-2 has been deleted  and 
subsequent tables renumbered. Just-in-time inventory methods now include the 
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impact of COVID-19 on how inventory management is affected by unexpected 
events. The Web Exercise at the end of the chapter is new and focuses on B2B 
using SAP-Ariba.

Chapter 8  The chapter introduction featuring YUM! Brands credit agreements 
has been revised to reflect new agreements. The section on bank credit includes 
how banks have coped with the COVID-19 pandemic compared to the financial 
crisis of 2007–2009. We revised the data on LIBOR as well as updating the 
transition to a new measure. The Finance in Action box on LIBOR—“What Will 
Replace LIBOR?”—is new. Figures 8-1 and 8-2 as well as Table 8-1 have been 
revised with new data and discussion of interest rates and commercial paper. The 
Finance in Action box about online credit has been updated.

Chapter 9  The Excel and Google Sheets content is expanded to give students a 
better understanding of how to use the TVM functions. The Finance in Action 
box has been rewritten to include the March 2019 Powerball jackpot winner of 
$768.4 million. The Web Exercise has been rewritten and improved.

Chapter 10  The introduction has been rewritten to feature DuPont de Nemours, 
AMETEK Inc., and Bio-Techne Corp. Tables 10-1 and 10-2 are updated as Excel 
spreadsheets. Material related to P/E ratios and valuation has been updated.  
Figure 10-4 has been revised to present Coca-Cola Company’s stock quotation 
data as displayed in Yahoo Finance, a source easily accessed by students online. 
The Web Exercise featuring ExxonMobil has been revised to coincide with 
changes to the website.

Chapter 11  The information in Table 11-3 has been replaced with new data, and 
Table 11-4 on long-term debt has been updated. A new Finance in Action box on 
Green Bonds is included. The Web Exercise has been changed to be consistent 
with changes with Intel’s website.

Chapter 12  The second half of the chapter has been significantly revised. The 
investment decision example has been updated with new values, and Tables 12-13 
through 12-19 have been modified accordingly. Tables have been reformatted as 
Excel spreadsheets, and the textual material has been updated with clear refer-
ences to individual Excel cells. The text in the “Replacement Decision” section 
has been completely rewritten with Excel-formatted tables. Material has been 
color-coded for clarity. The section on the NPV profile has been removed from 
the main chapter and placed in a new Appendix 12A. The Web Exercise featur-
ing Texas Instruments has been updated.

Chapter 13  Apache Corporation’s prices have been adjusted in the introduction. 
Table 13-2 has been changed to include a comparison of beta values over two 
time periods to demonstrate the lack of stability. The Finance in Action box on 
energy as a high-risk industry has been modified and revised. The Web Exercise 
at the end of the chapter has been updated.

Chapter 14  The introduction added the stock market’s surprising reaction to the 
COVID-19 virus and work-from-home stocks. We mention that former presi-
dent Trump renegotiated NAFTA and that Britain exited the European Union. 
Figure 14-1 has been updated to world market capitalizations of equity mar-
kets. Table 14-1 and Figure 14-2 were updated with new data. The discussion of 
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the major exchanges was significantly revised to reflect the changing structure of 
the markets. Table 14-2 was added to show the major exchanges of ICE, CBOE, 
and NASDAQ and their respective ownership structure. Former Table 14-2  
(now Table 14-3) was restructured and updated. The Finance in Action box was 
revised to explain the three different types of dark pools. Finally, the Web Exer-
cise was revised to reflect changes in the NYSE website.

Chapter 15  New IPOs were added to the introduction for currency. Table 15-1 
was revised with new companies. Table 15-2 was updated with new rankings of 
global investment bankers. Tables 15-3 and 15-4 were updated with 2020 data 
for banking leaders based on fees by products, regions, and industries. The sec-
tion on debt versus equity offerings was updated with a revised Table 15-7 on 
global debt and equity bookrunner rankings. A Finance in Action box was added 
on SPACs: Special Purpose Acquisition Companies. A new Web Exercise on 
IPOs replaced the former exercise.

Chapter 16  The second half of the chapter has been extensively revised. In partic-
ular, the section on the bond refunding decision has been rewritten and six new 
Excel tables have been created. The tables are color-coded, and students will 
find the new exposition easier to follow. Other changes in the chapter include 
revision of the introductory text. Figures 16-1 and 16-3, along with related dis-
cussions, have been updated. Tables 16-1 and 16-3 have been revised, as has 
the text related to these tables. A new Finance in Action box related to negative 
interest rates has been added, and new Table 16-11 showing examples of Euro-
bonds replaces old Table 16-5.

Chapter 17  Tower Semiconductor data was updated in the introduction and Table 17-1  
on institutional ownership was updated. We added Facebook, Alphabet, and 
Palantir as new examples of “founders’ shares” with special voting rights. The 
Finance in Action box on corporate governance was significantly revised. Table 
17-2 on rights offerings was revised and updated and Table 17-3 on depository 
receipts was updated. The Web Exercise on 3M was significantly revised to 
reflect changes in 3M’s website and its new feature called “Interactive Analyst 
Center.”

Chapter 18  The introduction was shortened, and Altria’s data were updated. The 
table on corporate dividend policy was revised with new data and companies. 
The Finance in Action box on dividend-paying aristocrats was revised and now 
includes dividend kings as well as aristocrats. Figure 18-2 showing the trend 
of earnings and dividends was updated with commentary on how COVID-19 
impacted corporate dividends. A new table showing taxes on long-term capital 
gains and qualified dividends replaced the old one. The example on dividend 
payment procedures was updated. Table 18-8 on billion-dollar stock repurchases 
was updated with new companies with 2021 information. We added a discus-
sion of the banking industry and Federal Reserve guidelines on their ability to 
repurchase stock because of capital requirements caused by COVID-19 worries.

Chapter 19  Introductory material on BioMarin was updated. Table 19-1 was sig-
nificantly revised and simplified. Information on the size of the convertible bond 
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market was revised and convertible exchange-traded funds were added to the 
discussion. Table 19-2 was replaced by a new table listing the largest convertible 
bond issues of 2020 with familiar names like Wayfair and Uber. Table 19-3 was 
significantly revised with new companies and a new format. The warrant sec-
tion was simplified by eliminating Table 19-5 and replacing it with Figure 19-3 
showing an Occidental Petroleum warrant due in August 2027. Using the Occi-
dental example, we are able to present all the concepts related to warrants with 
one example. The Web Exercise was revised to reflect changes in the CBOE 
website.

Chapter 20  The introduction highlights the Bristol Myers Squibb purchase of  
Celgene Corp. Table 20-1 replaced the old table with a list of the largest merg-
ers and acquisitions worldwide, and this is followed up with a revision of  
Figure 20-1 showing the number and value of M&A in North America.  
Figure 20-3 was updated with current hostile takeover data. A new Finance in Action 
box on SPACs replaced the old one. The discussion of premium offers and stock 
price movements was revised and expanded and includes Figure 20-4 on premiums.

Chapter 21  We now cover the revision of the North America Free Trade Agree-
ment and Britain leaving the E.U. Additionally, Figure 21-1 on exchange rates 
has been updated and Table 21-1 has been updated. Table 21-2 updated all 
four exchange rates for Canada, Switzerland, Japan, and Sweden. The section 
on cross rates has been significantly revised and Table 21-2 replaces the old 
table with cross rates by geographic regions. The Finance in Action box about 
Argentina was replaced by a new box on purchasing power parity using the “Big 
Mac Index.” We discuss the merger of Overseas Private Investment Corporation 
(OPIC) into the Development Credit Authority of the U.S. Agency for Interna-
tional Development (USAID) and revised the Web Exercise by replacing the 
OPIC exercise with a similar exercise using the USAID.

Successful improvements from the previous editions that we have built on in the 18th 
edition include:

Functional Integration We have taken care to include examples that are not just 
applicable to finance students but also to marketing, management, and account-
ing majors.

Computational Integration Almost all of our calculations in the text are high-
lighted with calculator keystrokes and, in most cases, appear in a spreadsheet 
layout, many of which will be assignable content in Connect.

Small Business Since over two-thirds of the jobs created in the U.S. economy 
are from small businesses, we have continued to note when specific financial  
techniques are performed differently by large and small businesses.

Comprehensive International Coverage We have updated and expanded coverage 
of international companies, markets, and events throughout the text.

Contemporary Coverage  The 18th edition continues to provide updated real-world 
examples, using companies easily recognized by students to illustrate financial 
concepts presented in the text.
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Expanded! Finance in Action Boxes

These boxed readings highlight specific  
topics of interest that relate to four main 
areas: managerial decisions, global  
situations, technology issues, and ethics. 
The inclusion of ethics is relevant given 
the many recent corporate scandals and the 
resulting governance issues. Web addresses 
are included in applicable boxes for easy 
access to more information on that topic or 
company.
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We will add the projected quantity of unit sales for the next six months to our 
desired ending inventory and subtract our stock of beginning inventory (in units) to 
determine our production requirements. This process is illustrated below.

Units
+ Projected sales
+ Desired ending inventory
− Beginning inventory
= Production requirements

Following this process, in Table 4-3 we see a required production level of 1,015 
wheels and 2,020 casters.

All the financial analysis in the world can prove 
useless if a firm does not have a meaningful 
sales projection. To the extent that the firm 
has an incorrect sales projection, an inappro-
priate amount of inventory will be accumu-
lated, projections of accounts receivable and 
accounts payable will be wrong, and profits 
and cash flow will be off target. Although a cor-
porate treasurer may understand all the vari-
ables influencing income statements, balance 
sheets, cash budgets, and so on, she is out of 
luck if the sales projection is wrong.

For example, Tesla Motors produces and 
sells electric cars. In 2014 the Tesla story was 
all about gas prices, and it was thought that 
as gas prices went up so did Tesla sales, but 
by 2021, this assumption proved to be false 
because the demand for Tesla vehicles was 
stronger than ever, even though gas prices had 
fallen. The truth is that people like electric and 
hybrid cars. Consumers like Tesla’s styling and 
its computer systems that have changed the 
way cars are driven and that have the potential 
for autonomous driving. Tesla was and still is a 
step ahead of the competition.

When a Morgan Stanley auto analyst esti-
mated that Tesla would sell 40 percent fewer 
cars than had previously been forecast,  Tesla’s 

stock fell over 30 percent. Although sales pro-
jections had previously been for 500,000 
cars by 2020, new projections were for only 
300,000. Another problem for Tesla was that the 
public predictions made by Elon Musk, the CEO, 
had always proved to be way too optimistic, with 
the actual results falling short of projections. 
Surprisingly, on January 4, 2021, the New York  
Times reported that Tesla really had sold 
500,000 cars in 2020, or, to be exact, 499,550, 
but who is going to argue over missing the target 
by 450 cars. Sales were up 36 percent in 2020, 
but will this continue? How many cars will Tesla 
sell in 2021, 2022, and beyond? That is the 
question the chief financial officer would like to 
know because it will affect all the financial state-
ments you will study in this and future chapters.

Over the last two decades, the marketing 
profession has developed many sophisticated 
techniques for analyzing and projecting future 
sales, but it is important for financial managers 
to realize that projections are often inherently 
risky. The financial manager must look to the 
marketing staff to help project sales, but a good 
financial analyst will also seek to determine how 
risky these sales projections may prove to be. 
Worst-case scenarios must be recognized so 
that surprises do not become financial disasters.

Tesla’s Sales Forecast: Where Marketing  
and Finance Come Together

Finance in  
ACTION

Managerial

A B C D

16 Wheels Casters
17 Projected unit sales (Table 4-1) +1,000 +2,000

18
Desired ending inventory (assumed to represent  
10% of unit sales for the time period) +100 +200

19 Beginning inventory (Table 4-2) −85 −180

20 Units to be produced 1,015 2,020

Table 4-3 Production requirements for six months

Integration of Learning Objectives to 
Discussion Questions and Problems

The Learning Objectives (LOs) presented 
at the beginning of each chapter serve as a 
quick introduction to the material students 
will learn and should understand fully before 
moving to the next chapter. Every discus-
sion question and problem at the end of each 
chapter refers back to the learning objective 
to which it applies. 
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3
Financial 
Analysis

 LO 3-1 Recognize that ratio analysis provides a 
meaningful comparison of a company to 
its industry.

 LO 3-2 Explain what ratios are used for and what 
they measure.

 LO 3-3 Recall that the DuPont system of analysis 
identifies the true sources of return on 
assets and return to stockholders.

 LO 3-4 Detail what trend analysis shows.

 LO 3-5 Explain why reported income must be 
further evaluated.

LEARNING OBJECTIVES

If you’re in the market for dental products, look no further than Colgate-Palmolive. The 
firm has it all: every type of toothpaste you can imagine (tartar control, cavity protection, 
whitening enhancement), as well as every shape and size of toothbrush. While you’re get-

ting ready for the day, also consider its soaps, shampoos, and deodorants (Tom’s of Maine, 
Speed Stick, Lady Speed Stick, etc.). If you decide to clean your apartment or dorm room, 
Colgate-Palmolive will provide you with Ajax, Palmolive dish soap, and a long list of other 
cleaning products.

All this is somewhat interesting, but why mention these subjects in a finance text? Well, 
Colgate-Palmolive has had some interesting profit numbers recently. Its profit margin in 
2020 was 16.4 percent, and its return on assets was 16.9 percent. While these numbers are 
higher than those of the average company, the 2020 number that blows analysts away is its 
return on stockholders’ equity of over 245 percent (the norm is 15–20 percent). In fact, this 
ROE is so high and unrealistic that some financial services list the number as not meaningful 
(NMF). The major reason for this abnormally high return is its high debt-to-total-assets ratio 
of over 93 percent. This means that the firm’s debt represents more than 95 percent of total 
assets and stockholders’ equity less than 7 percent. Almost any amount of profit will appear 
high in regard to the low value of stockholders’ equity.

In contrast, its largest competitor, Procter & Gamble, has a different capital structure. 
Procter & Gamble is financed with 61.1 percent debt and 38.9 percent equity. Because 
of this more conservative capital structure, the company reports a 27.8 percent return on 
stockholders’ equity. One capital structure is not necessarily better than the other, but this 
kind of financial analysis will be examined in this chapter. 

In Chapter 2, we examined the basic assumptions of accounting and the various compo-
nents that make up the financial statements of the firm. We now use this fundamental material 
as a springboard into financial analysis—to evaluate the financial performance of the firm.

The format for the chapter is twofold. In the first part, we use financial ratios to evaluate 
the relative success of the firm. Various measures such as net income to sales and current 
assets to current liabilities will be computed for a hypothetical company and examined in 
light of industry norms and past trends.
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  2. Northern Energy Company has assets of $7,000,000, liabilities of $4,000,000, 
and $500,000 in preferred stock outstanding. Four hundred thousand common 
stock shares have been issued.

 a. Compute book value per share.
 b. If the firm has earnings per share of $1.10 and a P/E ratio of 15, what is the 

stock price per share?
 c. What is the ratio of market value per share to book value per share?

Determination of 
profitability  
(LO2-2)

Sales .................................................................................................................................. $1,300,000

Depreciation expense ................................................................................................... 70,000

Cost of goods sold ......................................................................................................... 800,000

Interest expense ............................................................................................................. 30,000

Selling and administrative expense........................................................................... 140,000

Common shares outstanding ...................................................................................... 60,000

Taxes .................................................................................................................................. 75,000

Preferred stock dividends ............................................................................................ 5,000

 1. Discuss some financial variables that affect the price-earnings (P/E) ratio. (LO2-2)

 2. What is the difference between book value per share of common stock and  
market value per share? Why does this disparity occur? (LO2-3)

 3. Explain how depreciation generates actual cash flows for the company. (LO2-5)

 4. What is the difference between accumulated depreciation and depreciation 
expense? How are they related? (LO2-5)

 5. How is the income statement related to the balance sheet? (LO2-1 & 2-3)

 6. Comment on why inflation may restrict the usefulness of the balance sheet as 
normally presented. (LO2-3)

 7. Explain why the statement of cash flows provides useful information that goes 
beyond income statement and balance sheet data. (LO2-4)

 8. What are the three primary sections of the statement of cash flows? In what  
section would the payment of a cash dividend be shown? (LO2-4)

 9. What is free cash flow? Why is it important to leveraged buyouts? (LO2-4)

10. Why is interest expense said to cost the firm substantially less than the actual 
expense, while dividends cost it 100 percent of the outlay? (LO2-1)

DISCUSSION QUESTIONS

  1. LeBron Furniture Company has the following financial data. Prepare an income 
statement and compute earnings per share. See Table 2-1 as an example.

Determination of 
profitability  
(LO2-1)

PRACTICE PROBLEMS AND SOLUTIONS

Distinguishing Features

Pulling It Together with Color

Throughout the 18th edition, the authors 
make color an integral part of the presentation 
of finance concepts. Color is applied consis-
tently across illustrations, text, and examples 
in order to enhance the learning experience. 
We hope that the color in this edition assists 
your understanding and retention of the  
concepts discussed.
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The Risk Factor
Whether management follows the path of the leveraged firm or of the more conservative 
firm depends on its perceptions of the future. If the vice president of finance is apprehen-
sive about economic conditions, the conservative plan may be undertaken. For a growing 
business in times of relative prosperity, management might maintain a more aggressive, 
leveraged position. The firm’s competitive position within its industry will also be a fac-
tor. Does the firm desire to merely maintain stability or to become a market leader? To a 
certain extent, management should tailor the use of leverage to meet its own risk-taking 
desires. Those who are risk-averse (prefer less risk to more risk) should anticipate a par-
ticularly high return before contracting for heavy fixed costs. Others, less averse to risk, 
may be willing to leverage under more normal conditions. Simply taking risks is not a 
virtue—our prisons are full of risk takers. The important idea, which is stressed through-
out the text, is to match an acceptable return with the desired level of risk.

Cash Break-Even Analysis
Our discussion to this point has dealt with break-even analysis in terms of accounting 
flows rather than cash flows. For example, depreciation has been implicitly included in 
fixed expenses, but it represents a noncash accounting entry rather than an explicit expen-
diture of funds. To the extent that we were doing break-even analysis on a strictly cash 
basis, depreciation would be excluded from fixed expenses. In the previous example of the 
leveraged firm in Formula 5-1, if we eliminate $20,000 of “assumed” depreciation from 
fixed costs, the break-even level is reduced from 50,000 units to 33,333 units.

  FC _______ 
P − VC

  =   
($60,000 − $20,000)

  __________________  
$2.00 − $0.80

   =   
$40,000

 _______ 
$1.20

   = 33,333 units

Other adjustments could also be made for noncash items. For example, sales may 
initially take the form of accounts receivable rather than cash, and the same can be 
said for the purchase of materials and accounts payable. An actual weekly or monthly 
cash budget would be necessary to isolate these items.

While cash break-even analysis is helpful in analyzing the short-term outlook 
of the firm, particularly when it may be in trouble, break-even analysis is normally 

Units  
Sold

Total  
Variable  

Costs
Fixed  
Costs

Total  
Costs

Total  
Revenue

Operating  
Income  
(Loss)

0 $      0 $12,000 $ 12,000 $      0 $(12,000)

20,000 32,000 12,000 44,000 40,000 (4,000)

30,000 48,000 12,000 60,000 60,000 0

40,000 64,000 12,000 76,000 80,000 4,000

60,000 96,000 12,000 108,000 120,000 12,000

80,000 128,000 12,000 140,000 160,000 20,000

100,000 160,000 12,000 172,000 200,000 28,000

Table 5-3 Volume–cost–profit analysis: Conservative firm
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	 Distinguishing Features	 xiii

Digital Illustrations of Time Value of 
Money (Chapter 9)

The concept of the “time value of money” is 
one of the most difficult topics in any  
financial management course for professors  
to communicate to students. We think we  
have created a visual method for teaching 
future value and present value of money that 
will help you understand the concept simply 
and quickly. The 18th edition includes  
interactive digital illustrations of four key  
figures in the text that visually relate future  
values and present values. We hope you  
agree that this visual presentation helps those 
students who are less comfortable with the math.

Excel, Calculator Solutions,  
and Formulas

In Chapters 9, 10, and 12, the authors have 
included discussions on how the examples are 
solved using Excel, financial calculators, and 
formulas. Newly formatted spreadsheet tables 
and screen captures detail the step-by-step 
method to solve the examples. The financial 
calculator keystrokes in the margins give 
instructors and students additional flexibility. 
The material can be presented using  
traditional methods without loss of clarity 
because the margin content supplements  
the prior content, which has been retained. 
The book and solutions manual provide 
Excel, calculator, and formula explanations 
for these very important calculations.

First Pages

266 Part 4 The Capital Budgeting Process

blo9762x_ch09_251-298.indd 266 05/24/21  03:55 PM

be received at the end of the second period. In the third column we add the present 
value of $0.751, received at the end of the third year, to end up with the present value 
of a three-period annuity equaling $2.49. The fourth column adds another $0.683 to 
column 3 and illustrates the present value of four $1.00 payments equaling $3.17.

This $3.17 is the sum of each present value. The color coding helps illustrate  
the relationships. The top box is always $0.909 and represents the present value of 
$1.00 received at the end of the first period; the second box from the top is always 
$0.826 and is the present value of the $1.00 received at the end of the second year;  
the box third from the top is $0.751 and is the present value of the $1.00 received at 
the end of the third year; and finally, the present value of the $1.00 received at the  
end of the fourth year is $0.683.

Future Value Related to the Future Value of an Annuity
The next relationship is between the future value of a single sum and the future value of 
an annuity. We start with Figure 9-6, which graphically depicts the future value of $1.00 
that is growing at a 10 percent rate of return each period. If we start with a present value 
of $1.00 today (period 0), at the end of period 1 we will have $1.10; at the end of period 
2 we will have $1.21; and at the end of period 3 the $1.00 will have grown to $1.33.

One of the confusing features between the future value of $1.00 and the future value 
of a $1.00 annuity is that they have different assumptions concerning the timing of 

Figure 9-5 Present value of $1.00 at 10%

1 period

$3.50

3.00

2.50

2.00

1.50

1.00

0.50

0.00

2 periods 3 periods 4 periods

0.826
0.683

0.909

0.909

1.74

0.909
0.826

2.49

0.909

0.751

0.826

3.17

0.909

0.751

The PV of a 2-year annuity
is simply the present value
of one payment at the end of
period 1 and one payment
at the end of period 2

PV of a 4-year
annuity

PV of $1.00
to be received
in 1 year

PV of $1.00
to be received
in 2 years

PV of $1.00
to be received
in 3 years

PV of $1.00
to be received
in 4 years

Log in to Connect to 
access an interactive  
version of this figure
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FINANCIAL 
 CALCULATOR
FV of Annuity
Enter Function
4 N
10 I/Y
−1000 PMT
0 PV
Function Solution
CPT
FV  4,641.00

A B C D E F

1 rate 10.00% =FV(B1,B2,B3,B4)

2 nper 4.00

3 pmt −1000 $4,641.00

4 pv 0

5 =+FV(0.1,4,−1000,0)

6

7 $4,641.00

FV(rate, nper, pmt, [pv], [type])

FV(rate, nper, pmt, [pv], [type])

is $4,641. Although this is a four-period annuity, the first $1,000 comes at the end  
of the first period and has but three periods to run, the second $1,000 at the end of  
the second period, with two periods remaining—and so on down to the last $1,000  
at the end of the fourth period. The final payment (period 4) earns no return at all.

The calculations presented in Figure  9-2 can be tedious when the number of  
payments becomes very large, but the future value of an annuity can be calculated 
using an algebraic formula:

FVA = A  ( 1 + i )  n − 1  + A  ( 1 + i )  n − 2  + . . .  + A  ( 1 + i )  1  + A  ( 1 + i )  0 

FVA = A  [     ( 1 + i )  n  − 1
 ___________ 

i
   ]  (9-5)

where
FVA = future value of an annuity

A = the annuity payment
i = the interest rate
n = the number of payments

Using Formula 9-5 to calculate the future value of our annuity payments,
A = $1,000
i = 10%
n = 4

FVA = $1,000   [  
(1 + 0.10 )   4  − 1

  _____________ 
0.10

  ]   = $4,641

Because this problem involves an annuity rather than a single payment, when solving  
with a financial calculator, the value that we enter for the PMT  key is −$1,000.  
Now we enter a zero for the PV  key. As we computed earlier using the future value 
of an annuity equation, we find that when the interest rate is 10%, the future value  
of a 4-year, $1,000 annuity is $4,641.

Excel’s FV function can also produce the future value of an annuity stream. The 
FV function assumes that each payment is at the end of a period as shown in the pre-
vious timeline. The annuity amount is entered as the pmt argument. The function in 
cell D1 uses cell references for the arguments in cells B1 to B4. The function in cell 
D5 uses hardcoded values. The values produced by the FV function are identical to 
the calculator solution, but hardcoded solutions should be avoided in preference to 
cell-referenced solutions. 
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FINANCIAL 
 CALCULATOR
FV of Annuity
Enter Function
4 N
10 I/Y
−1000 PMT
0 PV
Function Solution
CPT
FV  4,641.00

A B C D E F

1 rate 10.00% =FV(B1,B2,B3,B4)

2 nper 4.00

3 pmt −1000 $4,641.00

4 pv 0

5 =+FV(0.1,4,−1000,0)

6

7 $4,641.00

FV(rate, nper, pmt, [pv], [type])

FV(rate, nper, pmt, [pv], [type])

is $4,641. Although this is a four-period annuity, the first $1,000 comes at the end  
of the first period and has but three periods to run, the second $1,000 at the end of  
the second period, with two periods remaining—and so on down to the last $1,000  
at the end of the fourth period. The final payment (period 4) earns no return at all.

The calculations presented in Figure  9-2 can be tedious when the number of  
payments becomes very large, but the future value of an annuity can be calculated 
using an algebraic formula:

FVA = A  ( 1 + i )  n − 1  + A  ( 1 + i )  n − 2  + . . .  + A  ( 1 + i )  1  + A  ( 1 + i )  0 

FVA = A  [     ( 1 + i )  n  − 1
 ___________ 

i
   ]  (9-5)

where
FVA = future value of an annuity

A = the annuity payment
i = the interest rate
n = the number of payments

Using Formula 9-5 to calculate the future value of our annuity payments,
A = $1,000
i = 10%
n = 4

FVA = $1,000   [  
(1 + 0.10 )   4  − 1

  _____________ 
0.10

  ]   = $4,641

Because this problem involves an annuity rather than a single payment, when solving  
with a financial calculator, the value that we enter for the PMT  key is −$1,000.  
Now we enter a zero for the PV  key. As we computed earlier using the future value 
of an annuity equation, we find that when the interest rate is 10%, the future value  
of a 4-year, $1,000 annuity is $4,641.

Excel’s FV function can also produce the future value of an annuity stream. The 
FV function assumes that each payment is at the end of a period as shown in the pre-
vious timeline. The annuity amount is entered as the pmt argument. The function in 
cell D1 uses cell references for the arguments in cells B1 to B4. The function in cell 
D5 uses hardcoded values. The values produced by the FV function are identical to 
the calculator solution, but hardcoded solutions should be avoided in preference to 
cell-referenced solutions. 

Practice Problems and Solutions

Two practice problems are featured at the 
end of each chapter. They review concepts 
illustrated within the chapter and enable the 
student to determine whether the material has 
been understood prior to completion of the 
problem sets. Detailed solutions to the  
practice problems are found immediately  
following each problem.
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A B C D E F G

1 Future Value of an Annuity Due

2 i n pmt FVAD

3 10.00% 4 −1000 $5,105.10 =+FV(A3,B3,C3,0,1)

4

5

6 Present Value of an Annuity Due

7 i n pmt PVAD

8 10.00% 4 −1000 $3,486.85 =+PV(A8,B8,C8,0,1)

9

FV(rate, nper, pmt, [pv], [type])

PV(rate, nper, pmt, [fv], [type])

LIST OF TERMS
future value 253
present value 256
discount rate 256
annuity 260
ordinary annuity 260
future value of an annuity 260

present value of an annuity 262
compounded semiannually 271
annuity due 274
interest factor 284
yield 289

 1. How is the future value related to the present value of a single sum? (LO9-1)

 2. How is the present value of a single sum related to the present value of an  
annuity? (LO9-3)

 3. Why does money have a time value? (LO9-1)

 4. Does inflation have anything to do with making a dollar today worth more than a 
dollar tomorrow? (LO9-1)

 5. Adjust the annual formula for a future value of a single amount at 12 percent for 
10 years to a semiannual compounding formula. What are the interest factors 
(FVIF) before and after? Why are they different? (LO9-5)

 6. If, as an investor, you had a choice of daily, monthly, or quarterly compounding, 
which would you choose? Why? (LO9-5)

 7. What is a deferred annuity? (LO9-4)

 8. List five different financial applications of the time value of money. (LO9-1)

DISCUSSION QUESTIONS

 1.  a.   You invest $12,000 today at 9 percent per year. How much will you have 
after 15 years?

 b. What is the current value of $100,000 after 10 years if the discount rate is  
12 percent?

 c. You invest $2,000 a year for 20 years at 11 percent. How much will you have 
after 20 years?

Future value   
Present value  
(LO9-2 & 9-3)

PRACTICE PROBLEMS AND SOLUTIONS
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xiv	 Distinguishing Features

Comprehensive Problems

Several chapters have comprehensive  
problems that integrate and require the  
application of several financial concepts 
into one problem. Additional comprehensive 
problems are included in the Instructor’s 
Manual for select chapters.

First Pages

 Chapter 11 Cost of Capital  367

blo9762x_ch11_337-375.indd 367 05/26/21  05:18 PM

 a. Compute Ki (required rate of return on common equity based on the capital 
asset pricing model).

 b. Compute Ke (required rate of return on common equity based on the divi-
dend valuation model).

C O M P R E H E N S I V E  P R O B L E M

Medical Research Corporation is expanding its research and production capacity to 
introduce a new line of products. Current plans call for the expenditure of $100 million  
on four projects of equal size ($25 million each), but different returns. Project A is in 
blood clotting proteins and has an expected return of 18 percent. Project B relates to a 
hepatitis vaccine and carries a potential return of 14 percent. Project C, dealing with a 
cardiovascular compound, is expected to earn 11.8 percent, and Project D, an invest-
ment in orthopedic implants, is expected to show a 10.9 percent return.

The firm has $15 million in retained earnings. After a capital structure with  
$15 million in retained earnings is reached (in which retained earnings represent  
60 percent of the financing), all additional equity financing must come in the form of 
new common stock.

Common stock is selling for $25 per share and underwriting costs are estimated at 
$3 if new shares are issued. Dividends for the next year will be $0.90 per share (D1), 
and earnings and dividends have grown consistently at 11 percent per year.

The yield on comparative bonds has been hovering at 11 percent. The investment 
banker feels that the first $20 million of bonds could be sold to yield 11 percent while 
additional debt might require a 2 percent premium and be sold to yield 13 percent. The 
corporate tax rate is 25 percent. Debt represents 40 percent of the capital structure.

 a. Based on the two sources of financing, what is the initial weighted average cost 
of capital? (Use Kd and Ke.)

 b. At what size capital structure will the firm run out of retained earnings?
 c. What will the marginal cost of capital be immediately after that point?
 d. At what size capital structure will there be a change in the cost of debt?
 e. What will the marginal cost of capital be immediately after that point?
 f. Based on the information about potential returns on investments in the first para-

graph and information on marginal cost of capital (in parts a, c, and e), how large 
a capital investment budget should the firm use?

 g. Graph the answer determined in part f.

Medical Research 
Corporation
(Marginal cost 
of capital and 
investment returns) 
(LO11-5)

Masco Oil and Gas Company is a very large company with common stock listed on 
the New York Stock Exchange and bonds traded over the counter. As of the current 
balance sheet, it has three bond issues outstanding:

$150 million of 10 percent series  ........ 2036

$50 million of 7 percent series  .............. 2030

$75 million of 5 percent series  .............. 2026

C O M P R E H E N S I V E  P R O B L E M

Masco Oil and Gas
(Cost of capital with 
changing financial 
needs)  
(LO11-1)

Excel Problems 

Select chapters feature Excel problems, denoted 
with an icon, to provide practice for working with 
spreadsheets. New to the 18th edition, the Excel 
problems featured in the book will be available as 
assignable content within McGraw Hill Connect® 
using the Integrated Excel tool, providing assessment 
opportunities to facilitate mastery in working with 
Excel. Additional Excel problems are also available 
via Connect.
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 b. In 20X2, sales increased to $5,740,000 and the assets for that year were as 
follows:

Cash  ................................................................................................... $ 163,000
Accounts receivable  ......................................................................  924,000
Inventory  ...........................................................................................  1,063,000
Net plant and equipment  .............................................................  520,000
  Total assets  ................................................................................ $ 2,670,000

  Once again, compute the four ratios.
 c. Indicate if there is an improvement or a decline in total asset turnover, and 

based on the other ratios, indicate why this development has taken place.
 22. The balance sheet for Revolution Clothiers is shown below. Sales for the year 

were $2,400,000, with 90 percent of sales sold on credit.Overall ratio   
analysis 
(LO3-2) REVOLUTION CLOTHIERS

Balance Sheet 20X1

Assets Liabilities and Equity
Cash  .................................................... $ 60,000 Accounts payable  ........................... $ 220,000
Accounts receivable  .......................  240,000 Accrued taxes  ..................................  30,000
Inventory  ............................................  350,000 Bonds payable (long-term)  ...........  150,000
Plant and equipment  ......................  410,000 Common stock  .................................  80,000

Paid-in capital  ...................................  200,000
Retained earnings  ...........................  380,000

  Total assets ............................... $ 1,060,000   Total liabilities and equity  ..... $ 1,060,000

  Compute the following ratios:
 a. Current ratio
 b. Quick ratio
 c. Debt-to-total-assets ratio
 d. Asset turnover
 e. Average collection period
 23. The Lancaster Corporation’s income statement is given below.
 a. What is the times-interest-earned ratio?
 b. What would be the fixed-charge-coverage ratio?

Debt utilization  
ratios  
(LO3-2)

LANCASTER CORPORATION

Sales  ............................................................................................ $ 246,000
Cost of goods sold  ...................................................................  122,000
Gross profit  ................................................................................ $ 124,000
Fixed charges (other than interest)  ......................................  27,500
Income before interest and taxes  ........................................ $ 96,500
Interest  ........................................................................................  21,800
Income before taxes  ................................................................ $ 74,700
Taxes (35%)  ................................................................................  26,145
Income after taxes  ................................................................... $ 48,555

NEW! Integrated Excel: A live seamless 
experience

The power of Microsoft Excel meets the power of 
McGraw Hill Connect® in our all-new Integrated 
Excel assignments. In this new assignment type, 
Excel opens seamlessly inside Connect®, with no 
need for uploading or downloading any additional 
files or software. Instructors choose their preferred 
auto-graded solution, with the option for either grad-
ing for formula accuracy or for the solution value.  
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Supplements
Instructor Resources
The Connect Instructor Resource Library is your reposi-
tory for additional resources to improve student engage-
ment in and out of class. The following ancillaries are 
available for quick download and convenient access:

	∙	 Instructor’s Manual Revised by author 
Geoff Hirt, the manual helps instructors 
integrate the graphs, tables, perspectives, and 
problems into a lecture format. Each chapter 
opens with a brief overview and a review 
of key chapter concepts. The chapter is then 
outlined in an annotated format to be used as 
an in-class reference guide by the instructor.

	∙	 Solutions Manual Updated by author Bart 
Danielsen, the manual includes detailed solu-
tions to all of the questions and problems, set in 
a larger type font to facilitate their reproduction 
in the classroom. Calculator, Excel, and formula 
solutions are included for all relevant problems.

	∙	 Test Bank This question bank includes over 
1,500 multiple-choice and true/false questions, 
with revisions and updates made by Katie 
Landgraf, University of Hawaii. Updates to 
the questions correspond to the revisions 
in the 18th edition. Also included are short 
answer questions and matching quizzes. The 
test bank is assignable in Connect and EZ Test 
Online and available as Word files.

	∙	 PowerPoint Presentations These slides, 
updated by Leslie Rush, University  
of Hawaii, contain lecture outlines and se-
lected exhibits from the book in a four-color, 
electronic format that you can customize for 
your own lectures.

Test Builder in Connect

Available within Connect, Test Builder is a cloud-
based tool that enables instructors to format tests 
that can be printed or administered within an LMS. 
Test Builder offers a modern, streamlined interface 
for easy content configuration that matches course 
needs, without requiring a download.

Test Builder allows you to:
	∙	 Access all test bank content from a particular title.
	∙	 Easily pinpoint the most relevant content 

through robust filtering options.
	∙	 Manipulate the order of questions or scramble 

questions and/or answers.
	∙	 Pin questions to a specific location within a test.
	∙	 Determine your preferred treatment of algo-

rithmic questions.
	∙	 Choose the layout and spacing.
	∙	 Add instructions and configure default settings.
Test Builder provides a secure interface for bet-

ter protection of content and allows for just-in-time 
updates to flow directly into assessments.

Remote Proctoring & Browser-Locking 
Capabilities

New remote proctoring and browser-locking capabili-
ties, hosted by Proctorio within Connect, provide con-
trol of the assessment environment by enabling security 
options and verifying the identity of the student.

Seamlessly integrated within Connect, these ser-
vices allow instructors to control students’ assess-
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Introduction
CHAPTER 1
The Goals and Activities of Financial Management

PARTONE
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LEARNING OBJECTIVES
1

When the COVID-19 pandemic struck in 2020, 3M Company rushed to set up new 
production lines for ventilator masks, respirators, and other personal protective 
equipment. The medical community, where 3M’s products are highly regarded, 

appreciated these efforts. But 3M isn’t just a medical products company. Most students have 
used 3M’s Scotch tape and Post-It notes products. In fact, 3M sells over 55,000 different 
products in 26 different business lines. The company has always been known for its ability 
to create new products and markets, and, at times, as much as 35 percent of its sales have 
been generated from products developed in the previous five years. To accomplish these 
goals, 3M’s research and development has to be financed, the design and production func-
tions funded, and the products marketed and sold worldwide. This process involves all the 
functions of business.

Did you ever stop to think about the importance of the finance function for a $100 billion 
multinational company like 3M where 60 percent of sales are international? Someone has 
to manage the international cash flow, bank relationships, payroll, purchases of plant and 
equipment, and acquisition of capital. Financial decisions must be made concerning the fea-
sibility and profitability of the continuous stream of new products developed through 3M’s 
creative research and development efforts. The finance team needs to keep an eye on inter-
est rates and foreign exchange rates.

To have a competitive and flexible multinational company, the financial team must man-
age 3M’s global affairs and react quickly to changes in both product markets and financial 
markets. But what processes do companies use to make effective financial decisions? If you 
would like to do some research on 3M, you can access its home page at www.3m.com. 
If you would like to understand more about how businesses make good financial decisions, 
keep reading.

The Goals 
and Activities 
of Financial 
Management

	LO 1-1	 List some of the concepts the field of 
finance covers.

	LO 1-2	 Recognize that a firm can have many 
different forms of organization.

	LO 1-3	 Describe how the relationship of risk to 
return is a central focus of finance.

	LO 1-4	 Explain the primary goal of financial 
managers.

	LO 1-5	 Recall that financial managers attempt 
to achieve wealth maximization through 
daily activities such as credit and inventory 
management and through longer-term 
decisions related to raising funds.

	LO 1-6	 Explain future and present value and how 
they relate to the time value of money.
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In a sense, the field of finance fits between the fields of economics and accounting. 
Economics provides a broad picture of the economic environment in which businesses 
operate. For example, economists consider how consumers and producers change 
their behaviors in response to price changes and other incentives. In fact, finance is so 
closely tied to economics that many of the best-known winners of the Nobel Prize for 
Economics were actually financial economists. These finance pioneers were primarily 
concerned with how investors might measure various risks and how these investors 
should set the price of stocks, bonds, and other assets (like options) once they under-
stand the nature of those risks. Obviously, a financial manager needs to be concerned 
with issues like these.

Accounting is sometimes said to be the language of finance because it provides 
financial data through income statements, balance sheets, and the statement of cash 
flows. A financial manager needs to know how to interpret and use these statements 
to extract clues about how to allocate resources so that they generate the best return 
possible in the long run. Finance is so closely tied to accounting that the chief financial 
officer (CFO) at most large businesses is not only charged with financial planning, but 
is also responsible for the firm’s accounting and tax systems.

One important difference between the finance function and accounting is that 
accounting generally measures the results of a business’s past activities and conveys 
this information through financial statements to management, stockholders, regula-
tors, and others. In contrast, finance is generally forward-looking. The future is still 
unknown and filled with risks and opportunities. Finance principles must be used to 
decide which path to choose from among many competing future investment options. 
After a path has been selected, the accounting function will record the results.

Investments vs. Corporate Finance
Finance is such a broad topic that the field is often divided into two general subcategories, 
investments and corporate finance. A somewhat simplistic way to distinguish between 
these two subcategories of finance is to consider who is most likely to practice each. 
Let’s consider Apple, the large computer, phone, and technology company. Investors use 
investment principles to value the stock and bonds of many companies, including those of 
Apple. Then these investors choose which stocks and bonds to buy. They may choose to 
buy Apple stock, or Apple’s bonds, or the stock and bonds of other companies. Actually, 
investors often invest in a portfolio of securities issued by multiple companies. Notice 
that these investors are not likely to be employees or even consultants to Apple. They 
operate completely outside of the corporate enterprise.

In contrast, corporate finance is of daily concern to many people who are employed 
by Apple. Corporate finance principles are used to determine which assets the firm 
should develop or buy, which securities Apple should issue (stocks vs. bonds), how 
management compensation should be structured, and other “inside the company” issues.

Most students of finance start out exploring corporate finance and later extend 
their studies to investments. Notice that this book is titled Foundations of Financial 
Management. The term financial management can be used interchangeably with 

The Field of Finance
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corporate finance. Thus, true to its name, this text is primarily concerned with intro-
ductory corporate finance topics. However, financial managers can’t work successfully 
while staying inside a bubble. They must also be familiar with various investments 
topics. It would be almost impossible to satisfy the firm’s shareholders and bankers if 
management is unaware of how outside investors evaluate the company. Thus, you will 
be introduced to various investments-related topics as they are needed for the training 
of a novice financial manager.

The Value of Studying Finance
Many students approaching the field of finance for the first time might wonder what 
career opportunities exist. For those who develop the necessary skills and training, 
jobs include corporate financial officer, banker, stockbroker, financial analyst, portfo-
lio manager, investment banker, financial consultant, or personal financial planner. As 
we progress through the text, you will become increasingly familiar with the important 
role of the various participants in the financial decision-making process. A financial 
manager addresses such varied issues as decisions on plant location, the raising of 
capital, or simply how to get the highest return on the firm’s cash cushion between five 
o’clock this afternoon and eight o’clock tomorrow morning.

For students who have no intention of pursuing a job in the field of finance, an 
understanding of finance is still important. For students of management, you should be 
aware that the top management job in a business is held by the chief executive officer 
(CEO). The CEO reports directly to the board of directors and is responsible for man-
aging the overall business. According to the international consulting firm McKinsey 
& Company, about a fifth of all CEOs of publicly traded companies in the United 
Kingdom and the United States once served as CFO. All other CEOs have almost 
certainly had some training in finance because managing a firm is almost impossible 
without it.

Over time, the field of marketing has also become more closely linked to finance. 
Marketing managers today are interested in the return on investment from money spent 
on marketing initiatives. Also, inputs provided by marketing specialists are often key 
variables used to assess the viability of various proposed projects. Financial analysts 
need to know what level of sales and revenue can be expected if a course of action is 
undertaken, and marketing professionals often take the lead in proposing new product 
lines. Moving a product from proposal to production requires an assessment that the 
product will be financially viable. No marketing professional wants to be uninformed 
about how their product’s financial viability is being determined.

For many readers, the most personal reason that you will want to study finance is 
because you will be faced with important financial decisions in your own life. After 
graduation, some students will consider taking out a student loan to attend gradu-
ate school. Graduating with an advanced degree sometimes results in greater earning 
potential, but when the time comes to pay off the loan, what will the payments be? 
Will the student be able to look back on the borrowing decision as a good one? On a 
different note, once you begin a career, most businesses no longer provide pensions 
that guarantee a defined benefit for retiring employees. Instead, employers deposit 
funds into a 401(k) account, or some other defined contribution account. How much 
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an employee can expect to receive in retirement benefits is dependent upon how well 
the funds are invested over the individual’s career.

Throughout your life, you will be faced with financial decisions, and the more 
financially successful you become, the more financial decisions you will be asked to 
make, in both your personal life and your business life. Hopefully, you will find good 
mentors along the way. But for now, this text is a good place to begin your quest for 
financial literacy.

Financial managers perform a wide array of activities. Some of their responsibilities must 
be addressed virtually every day. Others are addressed quarterly or annually. On a daily 
basis, financial managers monitor cash balances, manage credit decisions to determine 
which customers should be allowed to purchase on credit, monitor inventory levels to 
ensure product is available to customers, and collect and distribute cash in the course of 
daily operations. Less routine functions encompass negotiations with banks for loans to 
finance business operations, the sale of stocks and bonds, and the establishment of capital 
budgeting and dividend plans. Some financial activities are so infrequent that they might 
only take place once in a financial manager’s career. Helping to determine whether to sell 
a subsidiary or whether to take a private company public are two possible examples.

As indicated in Figure 1-1, all these functions are carried out while balancing the 
profitability and risk components of the firm.

The appropriate risk-return trade-off must be determined to maximize the market 
value of the firm for its shareholders. The risk-return decision will influence not only 
the operational side of the business (capital versus labor or Product A versus Product B) 
but also the financing mix (stocks versus bonds versus retained earnings).

Activities of Financial Management

Goal:
Maximize
shareholder
wealth

Credit management
Inventory control
Receipt and disburse-
ment of funds

Stock issue
Bond issue
Capital budgeting
Dividend decision

Trade-o�

Daily Occasional Profitability

Risk

Figure 1-1 Functions of the financial manager

Forms of Organization
The finance function may be carried out within a number of different forms of organiza-
tions. Of primary interest are the sole proprietorship, the partnership, and the corporation. 
There are many reasons to choose one of these forms of organization. The number of 
people in the organization is one factor. The liability of the owners is another. Other 
reasons are the complexity involved with state and federal regulations and how these 
organizations are taxed. This is borne out by the 2017 Tax Cuts and Jobs Act, which 
significantly modified taxation for all these forms of organizations.
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Sole Proprietorship  The sole proprietorship form of organization represents single-
person ownership and offers the advantages of simplicity of decision making and low 
organizational and operating costs. Most small businesses with 1 to 10 employees are 
sole proprietorships. The major drawback of the sole proprietorship is that there is 
unlimited liability to the owner. In settlement of the firm’s debts, the owner can lose 
not only the capital that has been invested in the business but also personal assets. 
This drawback can be serious, and you should realize that few lenders are willing to 
advance funds to a small business without a personal liability commitment.

The profits or losses of a sole proprietorship are taxed as though they belong to the 
individual owner. Thus, if a sole proprietorship makes $50,000, the owner will claim 
the profits on his or her tax return. (In the corporate form of organization, the corpo-
ration pays a tax on profits, and then the owners of the corporation pay a tax on any 
distributed profits.) Approximately 72 percent of the 30 million business firms in this 
country are organized as sole proprietorships.

Partnership  The second form of organization is the partnership, which is similar to 
a sole proprietorship except there are two or more owners. Multiple ownership makes 
it possible to raise more capital and to share ownership responsibilities. Most part-
nerships are formed through an agreement between the participants, known as the 
articles of partnership, which specify the ownership interest, the methods for dis-
tributing profits, and the means for withdrawing from the partnership. For taxing pur-
poses, partnership profits or losses are allocated directly to the partners, and there is 
no double taxation as there is in the corporate form.

Like the sole proprietorship, the partnership arrangement carries unlimited liability 
for the owners. While the partnership offers the advantage of sharing possible losses, 
it presents the problem of owners with unequal wealth having to absorb losses. If three 
people form a partnership with a $10,000 contribution each and the business loses 
$100,000, one wealthy partner may have to bear a disproportionate share of the losses 
if the other two partners do not have sufficient personal assets.

To circumvent this shared unlimited liability feature, a special form of partnership, 
called a limited liability partnership, can be utilized. Under this arrangement, one or 
more partners are designated general partners and have unlimited liability for the debts 
of the firm; other partners are designated limited partners and are liable only for their 
initial contribution. The limited partners are normally prohibited from being active in 
the management of the firm. You may have heard of limited partnerships in real estate 
syndications in which a number of limited partners are doctors, lawyers, and CPAs and 
there is one general partner who is a real estate professional. Not all financial institu-
tions will extend funds to a limited partnership.

Corporation  In terms of revenue and profits produced, the corporation is by far the 
most important type of economic unit. While only about 20 percent of U.S. business 
firms are corporations, they are dominated by large corporations like Apple, Micro-
soft, Amazon, Exxon, and Walmart. Approximately 80 percent of sales and 70 percent 
of profits can be attributed to the corporate form of organization. The corporation 
is unique—it is a legal entity unto itself. Thus, the corporation may sue or be sued, 
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engage in contracts, and acquire property. A corporation is formed through articles of 
incorporation, which specify the rights and limitations of the entity.

A corporation is owned by shareholders who enjoy the privilege of limited 
liability, meaning their liability exposure is generally no greater than their initial 
investment.1 A corporation also has a continual life and is not dependent on any one 
shareholder for maintaining its legal existence.

A key feature of the corporation is the easy divisibility of the ownership interest 
by issuing shares of stock. While it would be nearly impossible to have more than 
10,000 or 20,000 partners in most businesses, a corporation may have several hundred 
thousand shareholders. For example, General Electric has 8.8 billion shares of common 
stock outstanding with 63.6 percent institutional ownership (pension funds, mutual 
funds, etc.), while Microsoft, with 7.6 billion shares outstanding, has 74 percent insti-
tutional ownership.

The shareholders’ interests are ultimately managed by the corporation’s board of 
directors. The directors may include key management personnel of the firm as well as 
directors from outside the firm. Directors serve in a fiduciary capacity for the share-
holders and may be liable for the mismanagement of the firm. After the collapse of 
very large publicly traded corporations such as Enron and WorldCom due to fraud, the 
role of outside directors became much more important, and corporations were moti-
vated to comply with more stringent corporate governance laws mandated by Con-
gress. Outside directors may make a few thousand dollars per year for serving on the 
board of small companies, but directors serving on the boards of S&P 500 companies 
earn fees of more than $250,000 per year, on average. Directors serving on the audit 
and compensation committees are frequently paid additional fees.

Because the corporation is a separate legal entity, it reports and pays taxes on its own 
income. As previously mentioned, any remaining income that is paid to the shareholders 
in the form of dividends will require the payment of a second tax by the shareholders. 
One of the key disadvantages to the corporate form of organization is this potential 
double taxation of earnings. The company pays taxes on its income and, when stock-
holders receive their dividends, they pay a second tax. The federal tax on dividends 
ranges from 0 percent for low-income individuals to 15 percent and finally 23.8 percent 
for people in the highest tax bracket. States also tax dividends at various rates.

The federal corporate tax rate has changed over the years. Relatively recently, 
the 2017 Tax Cuts and Jobs Act cut the U.S. corporate tax rate from 35 percent to 
21 percent. This put U.S. companies on a competitive footing with companies head-
quartered in other countries. Prior to this tax cut, several U.S.-based companies had 
moved their operations overseas to avoid the higher U.S. rate. Whether tax rates will 
rise or fall further is an open question. With more employees working online, the head-
quarters operations for most multinational companies can be placed almost anywhere. 
Recognizing this, countries around the world have slashed tax rates in an effort to 
attract and retain businesses. Most governments probably would like to increase cor-
porate taxes, but they don’t want to drive businesses out of their jurisdiction.

1An exception to this rule is made if shareholders buy their stock at less than par value. Then they would be liable 
for up to the par value.
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There is a way for corporations to completely avoid corporate income taxes, and 
that is through formation of an S corporation. With an S corporation, the income is 
taxed as direct income to the stockholders and thus is taxed only once as normal income, 
similar to a partnership. Nevertheless, the shareholders receive all the organizational 
benefits of a corporation, including limited liability. The S corporation designation can 
apply to domestic corporations that have up to 100 stockholders and have only one class 
of stock with allowable shareholders being individuals, estates, and certain trusts.

The limited liability company (LLC) has become a popular vehicle for conducting 
business because of its highly flexible structure. An LLC is not technically a corpora-
tion, but like a corporation it provides limited liability for the owners. LLCs can be 
taxed as sole proprietorships, partnerships, corporations, or S corporations, depending 
upon elections made by the owners.

While the proprietorship, traditional partnership, and various forms of limited 
partnerships are all important, the corporation is given primary emphasis in this text. 
Because of the all-pervasive impact of the corporation on our economy, and because 
most growing businesses eventually become corporations, the effects of most deci-
sions in this text are often considered from the corporate viewpoint.

As we learned in the previous section, the corporation is governed by the board of 
directors, led by the chairman of the board. In many companies, the chairman of the 
board is also the CEO, or chief executive officer. During the stock market collapse 
of 2000–2002, many companies went bankrupt due to mismanagement or, in some 
cases, financial statements that did not accurately reflect the financial condition of 
the firm because of deception as well as outright fraud. Companies such as WorldCom 
reported over $9 billion of incorrect or fraudulent financial entries on their income 
statements.

Enron also declared bankruptcy after it became known that its accountants kept 
many financing transactions “off the books.” The company had more debt than most 
of its investors and lenders knew about. Many of these accounting manipulations 
were too sophisticated for the average analyst, banker, or board member to under-
stand. In the Enron case, the U.S. government indicted its auditor, Arthur Ander-
sen, and because of the indictment, the Andersen firm was dissolved. In response to 
these scandals and audit failures, in 2002 Congress passed the Sarbanes–Oxley Act 
which created new legally binding standards for public companies related to audi-
tor independence and independence of the board of directors in their relationships 
with management. The major focus of the act was to make sure that publicly traded 
corporations accurately present their assets, liabilities, equity, and income on their 
financial statements.

Nevertheless, in the financial crisis in 2007–2009 it appeared that boards of direc-
tors of many large financial firms didn’t understand the risk that their management 
had taken in extending mortgages to high credit risks. Even senior management 
didn’t understand the risk embodied in some of the mortgage-backed securities that 
their organizations had bought for investments. This total lack of risk management 
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oversight continued to put a focus on corporate governance issues. With these two 
events coming so close together, many questioned the ability of large companies and 
financial institutions to regulate themselves. Why didn’t the boards of directors know 
what was going on and stop it? Why didn’t they fire members of management and 
clean house? Why did they allow such huge bonuses and executive compensation 
when companies were performing so poorly? In response to the financial crisis, Con-
gress passed the Dodd–Frank Act, officially known as the Wall Street Reform and 
Consumer Protection Act of 2010. Dodd–Frank was the first major financial regula-
tory change in the United States since the Great Depression. While the legislation is 
complex, its goal was to grant regulators more effective tools to identify and reduce 
systemic risks that might undermine the stability of the U.S. financial system. While 
Dodd–Frank outlines several broad goals and assigns regulatory responsibility, the 
actual rulemaking and implementation have been largely left to the different agencies 
charged with enforcement.

Many issues of corporate governance are really agency problems. Agency theory 
examines the relationship between the owners and the managers of the firm. In privately 
owned firms, management and owners are usually the same people. Management 
operates the firm to satisfy its own goals, needs, financial requirements, and the like. 
However, as a company moves from private to public ownership, management now 
represents all the owners. This places management in the agency position of making 
decisions that should be in the best interests of all shareholders. Because of diversified 
ownership interests, conflicts between managers’ and shareholders’ interests can arise. 
When the chairman is also the chief executive of the firm, stockholders recognize that 
the executive may act in his or her own best interests rather than those of the stock-
holders of the firm. In the prior bankruptcy examples, that is exactly what happened. 
Management filled their own pockets and left the stockholders with little or no value 
in the company’s stock. In the WorldCom case, a share of common stock fell from the 
$60 range to eventually being worthless, and Bernie Ebbers, the CEO and chairman of 
the board, ended up in jail. Because of these potential conflicts of interest, many hold 
the view that the chairman of the board of directors should be from outside a company 
rather than an executive of the firm.

Because institutional investors such as pension funds and mutual funds own a 
large percentage of stock in major U.S. companies, these investors are having more to 
say about the way publicly owned corporations are managed. As a group they have the 
ability to vote large blocks of shares for the election of a board of directors. The threat 
of their being able to replace poorly performing boards of directors makes institutional 
investors quite influential. Since pension funds and mutual funds represent individual 
workers and investors, they have a responsibility to see that firms are managed in an 
efficient and ethical way.

The most fundamental concept in all of finance is the time value of money (TVM). 
This is the idea that a dollar received today is worth more than a dollar that we expect to 
receive at some date in the future. Similarly, a dollar that is received today can be invested 
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