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a note from the authors

“There is a lot to cover in this course so I focus on the core concepts, theories, and 
problems.”

“I like to teach the course by using examples from their own individual lives.”
“My students come into this course with varying levels of math skills.”

How many of these quotes might you have said while teaching the undergraduate  
corporate finance course? Our many years of teaching certainly reflect such sentiments, 
and, as we prepared to write this book, we conducted many market research studies  
that confirm just how much these statements—or ones similar—are common across 
the country. This critical course covers so many crucial topics that instructors need to 
focus on core ideas to ensure that students are getting the preparation they need for future 
classes—and for their lives beyond college.

We did not set out to write this book to change the way finance is taught, but rather 
to parallel and support the way that instructors from across the country currently teach 
finance. Well over 600 instructors teaching this course have shared their class experi-
ences and ideas via a variety of research methods that we used to develop the framework 
for this text. We are excited to have authored a book that we think you will find fits your 
classroom style perfectly.

KEY THEMES
This book’s framework emphasizes three themes. See the next section in this preface  
for a description of features in our book that support these themes.

	 •	 Finance is about connecting core concepts. We all struggle with fitting so many 
topics into this course, so this text strives to make it easier for you by getting back 
to the core concepts, key research, and current topics. We realize that today’s 
students expect to learn more in class from lectures than in closely studying their 
textbooks, so we’ve created brief chapters that clearly lead students to crucial 
material that they need to review if they are to understand how to approach core 
financial concepts. The text is also organized around learning goals, making it 
easier for you to prep your course and for students to study the right topics.

	 •	 Finance can be taught using a personal perspective. Most long-term finance 
instructors have often heard students ask “How is this course relevant to me?” 
on the first day of class. We no longer teach classes dedicated solely to finance 
majors; many of us now must teach the first finance course to a mix of business 
majors. We need to give finance majors the rigor they need while not  
overwhelming class members from other majors. For years, instructors have  
used individual examples to help teach these concepts, but this is the first text  
to integrate this personal way of teaching into the chapters.

	 •	 Finance focuses on solving problems and decision making. This isn’t to say that 
concepts and theories aren’t important, but students will typically need to solve 
some kind of mathematical problem—or at least understand the impact of different 
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  a note from the authors ix

numerical scenarios—to make the right decision on common finance issues.  
If you, as an instructor, either assign problems for homework or create exams 
made up almost entirely of mathematical material, you understand the need  
for good problems (and plenty of them). You also understand from experience  
the number of office hours you spend tutoring students and grading homework. 
Students have different learning styles, and this text aims to address that challenge 
to allow you more time in class to get through the critical topics.

CHANGES IN THE FIFTH EDITION
The 2018 Tax Cuts and Jobs Act significantly impacts a firm’s cost of capital, estimation 
of project cash flows, and more. As capital budgeting is an important part of this book, 
we have quickly incorporated the new environment into our theory and applications.  
In addition, we have updated every chapter. Below are the changes we made for this  
fifth edition, broken out by chapter.

Overall

	 •	 Simplified figures where appropriate and added captions to emphasize the main 
“takeaways”

	 •	 Updated data, company names, and scenarios to reflect latest available data and 
real-world changes

	 •	 Cross-referenced numbered examples with similar end-of-chapter problems and 
self-test problems so students can easily model their homework

	 •	 Updated the numbers in the end-of-chapter problems to provide variety and limit 
the transfer of answers from previous classes

Chapter 1: Introduction to Financial Management

	 •	 Updated the Personal Application with information on firms that have filed for 
bankruptcy more recently

	 •	 Changed Learning Goal 1-9 to address the new tax law change and its  
ramifications on businesses

	 •	 Updated the data in Example 1-2 on executive compensation 
	 •	 Replaced Section 1.7 on the financial crisis with a new Section 1.7: Big Picture 

Environment, to discuss the ramifications of the Tax Cuts and Jobs Act of 2017

Chapter 2: Reviewing Financial Statements

	 •	 Added discussion of changes to recording of bonus depreciation under TCJA
	 •	 Added new TCJA corporate tax rate throughout the chapter, in-chapter examples, 

self-test problems, end-of-chapter questions and problems
	 •	 Added new TCJA cap on tax deductibilty of interest
	 •	 Added a new Finance at Work box
	 •	 Added updated financial examples

Chapter 3: Analyzing Financial Statements

	 •	 Added more discussion of how TCJA affects tax deductibility of interest and,  
thus once the tax deductible limit is reached, the attractiveness of debt as a  
source of financing 

	 •	 Updated all in-chapter examples, end-of-chapter problems, and Integrated  
Mini-Case to reflect new tax laws
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Chapter 4: Time Value of Money 1: Analyzing Single Cash Flows

	 •	 Updated the data in Figure 4.5 on gold prices
	 •	 Updated the gold return data in the Mini-Case

Chapter 5: Time Value of Money 2: Analyzing Annuity Cash Flows

	 •	 Updated discussions to current events 

Chapter 6: Understanding Financial Markets and Institutions

	 •	 Updated figures and tables throughout the chapter
	 •	 Noted that the TCJA has put a $10,000 limit on tax relief on interest on 

municipal bonds

Chapter 7: Valuing Bonds

	 •	 Updated Figures 7.1–7.5 on bond issuance, interest rate path, yield to maturities, 
new bond quotes, and a summary of the bond market

	 •	 Updated Marginal Tax Brackets in Self-Test Problem #3
	 •	 Changed problem answers in Connect to reflect previous change in Treasury bond 

quote format

Chapter 8: Valuing Stocks

	 •	 Updated all table and figure values in the body of the chapter
	 •	 Updated the coverage of the stock market exchange in Section 8.2 to discuss the 

changes that have occurred in the NYSE and elsewhere
	 •	 Revised examples to include new firm data and solution figures 

Chapter 9: Characterizing Risk and Return

	 •	 Revised the example that runs throughout the chapter to replace Staples with 
Boeing

	 •	 Updated all table and figure values in the body of the chapter
	 •	 Updated Timeout 9-2 and 9-4
	 •	 Revised Example 9-1 to discuss the failed Broadcom takeover of Qualcomm
	 •	 Revised Example 9-2 to include Boeing and Bank of America
	 •	 Revised the data for the end-of-chapter Excel problem
	 •	 Updated the data in the Mini-Case problem

Chapter 10: Estimating Risk and Return

	 •	 Updated values and data in Tables 10.1–10.4
	 •	 Changed discuss and Figure 10.2 to be about Disney
	 •	 Updated the Mini-Case data
	 •	 Updated data for end-of-chapter Excel problem

Chapter 11: Calculating the Cost of Capital

	 •	 Added new TCJA corporate tax rate throughout the chapter, in-chapter examples, 
self-test problems, and end-of-chapter questions and problems
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  a note from the authors xi

	 •	 Updated Viewpoints to reflect revised corporate and personal  tax rates
	 •	 Revised conceptual material throughout chapter to reflect the fact that, under 

TCJA, some interest on debt may not be fully tax deductible, while at the same 
time more capital expenditures are now immediately expensable using bonus 
depreciation or increased Section 179 deductions

	 •	 Updated Equation 11-1 and added Equation 11-2 to reflect two possible cases for 
the deductibility of debt interest

	 •	 Revised discussion of corporate tax rates in calculation of project WACC

Chapter 12: Estimating Cash Flows on Capital Budgeting Projects

	 •	 Added new TCJA corporate tax rate throughout the chapter, in-chapter examples, 
self-test problems, and end-of-chapter questions and problems

	 •	 Updated Viewpoints to reflect revised corporate tax rates
	 •	 Revised discussion of calculation of OCF and total cash flows to reflect updated 

corporate tax rates
	 •	 Added discussion of bonus depreciation revised discussion of Section 170  

deductions to reflect TCJA

Chapter 13: Weighing Net Present Value and Other Capital Budgeting Criteria

	 •	 Clarified the discussions of discounted payback and internal rate of return
	 •	 Refined the discussion of why using rate-based and time-based decision statistics 

to choose across projects can be misleading with regards to NPV

Chapter 14: Working Capital Management and Policies

	 •	 Refined discussion of the rationale for NWC and the tradeoffs inherent in having 
too little or too much

Chapter 15: Financial Planning and Forecasting

	 •	 Added new TCJA corporate tax rate throughout the chapter, in-chapter examples, 
self-test problems, and end-of-chapter questions and problems

Chapter 16: Assessing Long-Term Debt, Equity, and Capital Structure

	 •	 Added new TCJA corporate tax rate throughout the chapter, in-chapter examples, 
self-test problems, and end-of-chapter questions and problems

	 •	 Updated Viewpoints to reflect revised personal tax rates

Chapter 17: Sharing Firm Wealth: Dividends, Share Repurchases, and Other Payouts

	 •	 Revised discussion of investors’ preferences for dividends or capital gains in light 
of TCJA changes

	 •	 Updated illustration of GE’s dividend policy to reflect revised corporate dividend 
policy

Chapter 18: Issuing Capital and the Investment Banking Process

	 •	 Updated all figures, tables, and values throughout the chapter
	 •	 Added discussion of large bank versus small bank business loan activity
	 •	 Added discussion of impact of rising interest rates on debt and equity issuance
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Chapter 19: International Corporate Finance

	 •	 Revised the chapter introduction to include new data about Starbucks
	 •	 Updated all table and figure values and data in the body of the chapter
	 •	 Updated Example 19-1 to include new exchange rate data

Chapter 20: Mergers and Acquisitions and Financial Distress

	 •	 Updated all figures, tables, and values throughout the chapter
	 •	 Added discussion of ATT/Time-Warner merger
	 •	 Added defaults of investment grade versus speculative grade debt
	 •	 Added a new Finance at Work box

xii a note from the authors
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Unique Features
CONNECTING CORE CONCEPTS

Learning Goals appear at the beginning of each chapter 
and are indicated throughout the text next to headings, 
examples, summary, and end-of-chapter problems to  
which they relate. These outcomes help instructors  
structure their classes and assign readings and home-
work. The accompanying test bank provides instructors  
with hundreds of questions organized by level and  
learning goals to make customization even easier!

Finance at Work boxes highlight current events 
and hot topics noted in the news. The Want to  
Know More? feature in each box contains suggested 
words to use for searching the Internet for updates. 
These features are great to use for class discussion or 
as homework assignments.

Time Out boxes, featured at the end of sections, test  
students’ understanding of the key terms and core concepts 
just presented. Answers to the Time Out questions appear 
at the end of each chapter.
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Net income available to common stockholders $ 594

Less: Common stock dividends  722

Addition to retained earnings $ 872

Per (common) share data:

 Earnings per share (EPS) $ 7.970

 Dividends per share (DPS) $ 3.610

 Book value per share (BVPS) $ 19.745

 Market value (price) per share (MVPS) $ 26.850

Garners’ Platoon Mental Health  
Care, Inc. Industry

Current ratio 2.00 times

Quick ratio 1.20 times

Cash ratio 0.25 times

Inventory turnover (sales) 2.50 times

Days sales in inventory (sales) 146.00 days

Average collection period 91.00 days

Average payment period 100.00 days

Fixed asset turnover 1.25 times

Sales to working capital 4.00 times

Total asset turnover 0.50 times

Capital intensity 2.00 times

Debt ratio 50.00%

Debt-to-equity 1.00 times

Equity multiplier (common equity) 2.00 times

Times interest earned 7.25 times

Cash coverage 8.00 times

Profit margin 18.75%

Gross profit margin 49.16%

Operating profit margin 42.02%

Basic earnings power 19.90%

ROA 9.38%

ROE 18.75%

Dividend payout 35.00%

Market-to-book ratio 1.30 times

PE ratio 4.10 times

ANSWERS TO TIME OUT 

 3-1 The three most commonly used liquidity ratios are the current ratio, the quick (or acid-
test) ratio, and the cash ratio.

 3-2 The current ratio measures the dollars of current assets available to pay each dollar of 
current liabilities. The quick ratio measures the dollars of more liquid assets (cash and 
marketable securities and accounts receivable) available to pay each dollar of current 
liabilities. The cash ratio measures the dollars of cash and marketable securities avail-
able to pay each dollar of current liabilities

 3-3 The more liquid assets a firm holds, the less likely it is that the firm will experience 
financial distress. Thus, the higher the liquidity ratios, the less liquidity risk a firm has. 
But liquid assets generate little, if any, profits for the firm. In contrast, fixed assets are 
illiquid, but generate revenue for the firm. Thus, extremely high levels of liquidity guard 
against liquidity crises but at the cost of lower returns on assets.
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We explained basic time-
value computations in the 
previous chapter. Those 

TVM equations covered moving a 
single cash flow from one point in 
time to another. While this circum-
stance does describe some problems 
that businesses and individuals face, 
most debt and investment applica-
tions of time value of money feature 
multiple cash flows. In fact, most sit-
uations require many equal payments 
over time. Since these situations 
require a bit more complicated analy-
sis, this chapter continues the TVM 
topic for applications that require 
many equal payments over time. For 
example, car loans and home mort-
gage loans require the borrower to 
make the same monthly payment for 
many months or years. People save for 
the future through monthly contribu-
tions to their pension portfolios. Peo-
ple in retirement must convert their 
savings into monthly income. Com-
panies also make regular payments. 

Johnson & Johnson (ticker: JNJ) will 
pay level semiannual interest pay-
ments through 2033 on money it bor-
rowed. The Boeing Company (ticker: 
BA) paid a $1.42 per share quarterly 
dividend to stockholders in 2017, 
when it switched to a $1.71 dividend. 
These examples require payments 
(and compounding) over different 

time intervals (monthly for car loans 
and semiannually for company debt). 
How are we to value these payments 
into common or comparable terms? 
In this chapter, we illustrate how to 
value multiple cash flows over time, 
including equal and uneven pay-
ments, and how to incorporate differ-
ent compounding frequencies.

©Stuart Monk/Shutterstock

Learning Goals

 LG5-1 Compound multiple cash 
flows to the future.

 LG5-2 Compute the future value of 
frequent, level cash flows.

 LG5-3 Discount multiple cash flows 
to the present.

 LG5-4 Compute the present value 
of an annuity.

 LG5-5 Figure cash flows and pres-
ent value of a perpetuity.

 LG5-6 Adjust values for beginning-
of-period annuity payments.

 LG5-7 Explain the impact of com-
pound frequency and the dif-
ference between the annual 
percentage rate and the effec-
tive annual rate.

 LG5-8 Compute the interest rate of 
annuity payments.

 LG5-9 Compute payments and amor-
tization schedules for car and 
mortgage loans. 

 LG5-10 Calculate the number of pay-
ments on a loan.
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Derivative securities traders can be either users of derivative contracts (for hedging 
and other purposes) or dealers (such as banks) that act as counterparties in customer 
trades for fees. An example of hedging involves commodities such as corn, wheat, or soy-
beans. For example, suppose you run a flour mill and will need to buy either soft wheat 
(Chicago) or hard red winter wheat (Kansas City) in the future. If you are concerned 
that the price of wheat will rise, you might lock in a price today to meet your needs six 
months from now by buying wheat futures on a commodities exchange. If you are correct 
and wheat prices rise over the six months, you may purchase the wheat by closing out 
your futures positions, buying the wheat at the futures price rather than the higher market 
price. Likewise, if you know that you will be delivering a large shipment to, say, Europe, 
in three months, you might take an offsetting position in euro futures contracts to lock 
in the exchange rate between the dollar and the euro as it stands today—and (you hope) 
eliminate foreign exchange risk from the transaction.

Derivative securities markets are the newest—and potentially the riskiest—of the 
financial security markets. Losses associated with off-balance-sheet mortgage-backed 
securities created and held by FIs were at the very heart of the financial crisis. Signs of 
significant problems in the U.S. economy first appeared in late 2006 and early 2007 when 
home prices plummeted and defaults began to affect the mortgage lending industry as a 
whole, as well as other parts of the economy noticeably. Mortgage delinquencies, particu-
larly on subprime mortgages, surged in the last quarter of 2006 through 2008 as home-
owners who had stretched themselves to buy or refinance a home in the early 2000s fell 

! Want to Know More? Key Words to Search for Updates: JPMorgan, London whale, derivative 
trading losses

JP Morgan Chase & Co. is reeling after a huge trading bet 
backfired and left the bank with at least $9 billion in losses 
from the bad trade. This may be the end of chief executive 
James Dimon’s run as the so-called King of Wall Street. The 
bank’s Chief Investment Office (CIO), responsible for manag-
ing the New York company’s risk, placed a series of risky bets 
and trades. In an article published last month, The Wall Street 
Journal reported that “large positions taken in that office by 
a trader nicknamed ‘the London whale’ had roiled a sector of 
the debt markets. The bank, betting on a continued economic 
recovery with a complex web of trades tied to the values of 
corporate bonds, was hit hard when prices moved against it 
starting last month, causing losses in many of its derivatives 
positions. The losses occurred while J.P. Morgan tried to scale 
back that trade.”

In April of 2012, The Wall Street Journal reported that 
investors and hedge funds were trying to take advantage 
of trades made by Chase’s London whale, Bruno Iksil, who 
worked out of the CIO, by making bets in the market on credit 
default swaps (CDSs). The CIO group previously had stopgaps 
in place to protect and prevent the company from significant 
losses during periods of downturn in the economy. However, 
the Journal reports that earlier in 2012, “it began reducing 
that position, [taking] a bullish stance on the financial health of 
certain companies and selling protection that would compen-
sate buyers if those companies defaulted on debts. Mr. Iksil 
was a heavy seller of CDS contracts tied to a basket, or index, 

JP MORGAN’S $9 BILLION BLUNDER

finance at work markets

of companies.” In April of 2012, these protection costs began 
to go up, which further contributed to the bank’s losses.

According to JP Morgan Chase company filings, Mr. Iksil’s 
group had approximately $350 billion in investment securi-
ties, about 15% of the bank’s total assets, on December 31, 
2011. Mr. Dimon said the bank has an extensive review under 
way of what went wrong. “These were grievous mistakes, 
they were self-inflicted, we were accountable and we hap-
pened to violate our own standards and principles by how we 
want to operate the company. This is not how we want to run 
a business.”

Mr. Dimon held a conference call with investors and ana-
lysts on May 10, stating, “In hindsight, the .  .  . strategy was 
flawed, complex, poorly reviewed, poorly executed, and 
poorly monitored. The portfolio has proven to be riskier, 
more volatile and less effective . . . than we thought.” Dimon 
resolves, “We will learn from it, we will fix it, we will move 
on, hopefully in the end, it will make us a better company.” 
Though JP Morgan Chase came through the financial crisis 
better off than many other financial institutions, this trading 
loss certainly tarnishes their reputation. Mr. Dimon reports that 
the loss is “slightly more than $2 billion” in the second quarter 
of this year. Less than two months later, losses were estimated 
to be as much as $9 billion.

Source: Dan Fitzpatrick, Gregory Zuckerman, and Liz Rappaport, “J.P. Mor-
gan’s $2 Billion Blunder,” The Wall Street Journal Online, May 11, 2012. JP 
Morgan Chase & Co. Business Update Call, May 10, 2012.
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3.2 · Asset Management Ratios
Asset management ratios measure how efficiently a firm uses its assets (inventory, 
accounts receivable, and fixed assets), as well as how efficiently the firm manages its 
accounts payable. The specific ratios allow managers and investors to evaluate whether a 
firm is holding a reasonable amount of each type of asset and whether management uses 
each type of asset to effectively generate sales. The most frequently used asset manage-
ment ratios are listed in the following sections, grouped by type of asset.

Inventory Management
As they decide the optimal inventory level to hold on the balance sheet, managers must 
consider the trade-off between the advantages of holding sufficient levels of inventory to 
keep the production process going versus the costs of holding large amounts of inventory. 
Two frequently used ratios are the inventory turnover and days’ sales in inventory.

  Inventory turnover =   
Sales or Cost of goods sold

   ______________________  
Inventory

     (3-4)

The inventory turnover ratio measures the number of dollars of sales produced per dollar 
of inventory. Cost of goods sold is used in the numerator when managers want to empha-
size that inventory is listed on the balance sheet at cost, that is, the cost of sales generated 
per dollar of inventory.

  
Days’ sales in inventory

  
=

  
  

Inventory × 365 days
  ______________________   

Sales or Cost of goods sold
  
    

 
  
=

  
  

365 days
  ________________  

Inventory turnover
  
    

(3-5)

The days’ sales in inventory ratio measures the number of days that inventory is held 
before the final product is sold.

In general, a firm wants to produce a high level of sales per dollar of inventory; that is, it 
wants to turn inventory over (from raw materials to finished goods to sold goods) as quickly 

LG3-2

asset management 
ratios

Measure how efficiently a 
firm uses its assets (inven-
tory, accounts receivable, 
and fixed assets), as well as 
its accounts payable.

TIME OUT

 3-1 What are the three major liquidity ratios used in evaluating financial statements?  

 3-2 How do the three major liquidity ratios used in evaluating financial statements differ?  

 3-3 Does a firm generally want to have high or low liquidity ratios? Why?  

  Quick ratio (acid-test ratio) =   
$205m − $111m

  _____________  
$123m

   = 0.76 times   Industry average = 0.50 times  

  Cash ratio =   
$24m

 ______ 
$123m

   = 0.20 times   Industry average = 0.15 times  

All three liquidity ratios show that DPH Tree Farm, Inc., has more liquidity on its balance 
sheet than the industry average (we discuss the process used to develop an industry aver-
age in section 3.8). Thus, DPH Tree Farm has more cash and other liquid assets (or current 
assets) available to pay its bills (or current liabilities) as they come due than does the aver-
age firm in the tree farm industry.

Similar to Problems 3-1, 3-2, Self-Test Problem 1
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Research It! projects, perfect for individual assign-
ments or as group projects, are included at the end of 
each chapter and require students to search the Web for 
data and other information to answer the questions.

PERSONAL PERSPECTIVE

Viewpoints, a unique feature presented at 
the beginning of each chapter, pose both a 
business and a personal problem using key 
chapter topics. These Viewpoints scenarios 
immediately set a context for the chapter and 
allow instructors to take class discussion in 
multiple directions to make key concepts 
clearer. Viewpoints Revisited at the end 
of the chapter show how these problems 
are solved. Viewpoints Extended leverage 
a variety of media to provide an extended  
look at each personal application raised. 
These are accessible online in Connect or at 
mhhe.com/Cornett5e.

PROBLEM-SOLVING AND LEARNING STYLES

Numbered examples in each chapter feature vari-
ous perspectives, so students gain practice in solving 
problems in both business and individual contexts. 
Each example contains a list of end-of-chapter  
problems that are similar, in order to better model  
the solution process.

xiv Unique Features
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research it! Analyzing Financial Statements
Go to the website of Wal-Mart Stores, Inc., at www.walmartstores.com and get the latest 
financial statements from the annual report using the following steps.

Go to www.walmartstores.com. Click on Investors, then select Annual Reports; next 
choose Annual Reports & Proxies. This will bring the file onto your computer that 
contains the relevant data.

Using the most recent balance sheet and income statement, calculate the financial 
ratios for the firm, including the internal and sustainable growth rates.

integrated mini-case Working with Financial Statements
Listed are the 2021 financial statements for Garners’ Platoon Mental Health Care, Inc. 
Spread the balance sheet and income statement. Calculate the financial ratios for the 
firm, including the internal and sustainable growth rates. Using the DuPont system of 
analysis and the industry ratios reported, evaluate the performance of the firm.

GARNERS’ PLATOON MENTAL HEALTH CARE, INC.
Balance Sheet as of December 31, 2021

(in millions of dollars)

Assets Liabilities and Equity

Current assets Current liabilities

 Cash and marketable securities $ 421  Accrued wages and taxes $ 316

 Accounts receivable  1,109  Accounts payable  867

 Inventory  1,760  Notes payable  872

  Total $ 3,290   Total $ 2,055

Fixed assets Long-term debt $ 3,090

 Gross plant and equipment $ 5,812 Stockholders’ equity 

 Less: Depreciation  840  Preferred stock (30 million  

  shares)

$ 60

 Net plant and equipment $ 4,972  Common stock and paid-in  

  surplus (200 million shares)

 637

 Other long-term assets  892  Retained earnings  3,312

  Total $ 5,864   Total $ 4,009

Total assets $ 9,154 Total liabilities and equity $ 9,154

GARNERS’ PLATOON MENTAL HEALTH CARE, INC.
Income Statement for Year Ending December 31, 2021

(in millions of dollars)

Net sales (all credit) $ 4,980

Less: Cost of goods sold  2,246

Gross profits $ 2,734

Less: Other operating expenses  125

Earnings before interest, taxes, depreciation, and amortization (EBITDA) $ 2,609

Less: Depreciation  200

Earnings before interest and taxes (EBIT) $ 2,409

Less: Interest  315

Earnings before taxes (EBT) $ 2,094

Less: Taxes  440

Net income $ 654

Less: Preferred stock dividends $ 60

(continued)
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TABLE 2.5  Revised Balance Sheet for DPH Tree Farm, Inc.

DPH TREE FARM, INC.
Balance Sheet as of December 31, 2022

(in millions of dollars)

2022  2022
Assets Liabilities and Equity
Current assets: Current liabilities:
 Cash $ 25 ($24 + $1)  Accrued wages and taxes $ 20
 Accounts receivable  75 ($70 + $5)  Accounts payable  59 ($55 + $4)
 Inventory  117 ($111 + $6)  Notes payable  45
  Total $ 217   Total $ 124
Fixed assets:
 Gross plant and equipment $ 395 ($368 + $27) Long-term debt:  209 [$195 + 0.4($39 − $4)]
 Less: Accumulated depreciation  53 Stockholders’ equity:
 Net plant and equipment $ 342  Preferred stock (5 million shares) $ 5
      Common stock and paid-in  

   surplus (20 million shares)  61
[$40 + 0.6($39 − $4)]

 Other long-term assets  50  Retained earnings  210
  Total $ 392   Total $ 276
Total assets $ 609 ($570 + $39) Total liabilities and equity $ 609 ($570 + $39)

viewpoints REVISITED

Business Application Solution
If the managers of DPH Tree Farm increase the firm’s fixed assets by $27 million and net working capital by $8 million 
in 2022, the balance sheet would look like the one below (Table 2.5). That is, gross fixed assets increase by  
$27 million, to $395 million; cash, accounts receivable, and inventory would increase by $1 million, $5 million, and  
$6 million, respectively. DPH Tree Farm’s total assets will thus grow by $39 million to $609 million by year-end 2022. This 
growth in assets would be financed with $4 million in accounts payable, and the remaining $35 million will be financed 
with 40 percent long-term debt (0.4 × $35m = $14m) and 60 percent with common stock (0.6 × $35m = $21m).

Personal Application Solution
As Chris Ryan examines the 2021 financial statements for DPH Tree Farm, Inc., she needs to remember that the 
balance sheet reports a firm’s assets, liabilities, and equity at a particular point in time, the income statement reports 
the total revenues and expenses over a specific period of time, the statement of cash flows shows the firm’s cash flows 
over a period of time, and the statement of retained earnings reconciles net income earned during a given period and 
any cash dividends paid with the change in retained earnings over the period.

GAAP procedures dictate how each financial statement is prepared. GAAP requires that the firm recognizes revenue 
when the firm sells the product, which is not necessarily when the firm receives the cash. Likewise, under GAAP, 
expenses appear on the income statement as they match sales. That is, the income statement recognizes production 
and other expenses associated with sales when the firm sells the product. Again, the actual cash outflow associated 
with producing the goods may actually occur at a very different time than that reported. In addition, the income 
statement contains several noncash items, the largest of which is depreciation. As a result, figures shown on an income 
statement may not be representative of the actual cash inflows and outflows for a firm during any particular period.

For investors like Chris Ryan, the actual cash flows are often more important than the accounting profit listed on 
the income statement. Cash, not accounting profit, is needed to pay the firm’s obligations as they come due: to fund 
the firm’s operations and growth, and to compensate the firm’s owners. So Chris is more likely to find the answers she 
seeks in the statement of cash flows, which shows the firm’s cash flows over a given period of time. The statement of 
cash flows reports the amounts of cash generated and cash distributed by a firm during the time period analyzed.

(continued)
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Moving right from point A in Figure 4.4, notice that 
if interest rates are 0 percent, the present value will 
equal the future value. Also note from the curved lines 
that when the discount rate is greater than zero, the 
discounting to present value is not linear through time. 
The higher the discount rate, the more quickly the cash 
flow value falls. If the discount rate is 10 percent, a 
$100 cash flow that you would receive in 25 years is worth less than $10 today, as shown 
at point B in the figure. With a 15 percent discount rate, the $100 payment to be received 
in 33 years, at point C, is worth less than $1 today.

MATH COACH
When using a financial calculator, be sure to either clear the time 
value of money buttons or enter a zero for the factors that you won’t 
use to solve the problem.

EXAMPLE 4-3
Buy Now and Don’t Pay for Two Years
Suppose that a marketing manager for a retail furniture company proposes a sale. Custom-
ers can buy now but don’t have to pay for their furniture purchases for two years. From a 
time value of money perspective, selling furniture at full price with payment in two years 
is equivalent to selling furniture at a sale, or discounted, price with immediate payment. If 
 interest rates are 7.5 percent per year, what is the equivalent sale price of a $1,000 sleeper-
sofa when the customer takes the full two years to pay for it?

SOLUTION: The time line for this problem is:

17.5%0 Period

PV = ? FV = 1,000

2 years

Cash flow

Using equation 4-5, the present value computation is

 PV =  
 FV  N  

 ______ 
  (1 + i)    N 

   =   
$ 1,000

 _______ 
1 .  075   2 

   =   
$1,000

 ______ 
1.1556

   = $865.33 

In this case, the marketing proposal for delaying payment for two years is equivalent to sell-
ing the $1,000 sleeper-sofa for a sale price of $865.33, or a 13.5 percent discount. When 
stores promote such sales, they often believe that customers will not be able to pay the full 
amount at the end of the two years and then must pay high interest rate charges and late 
fees. Customers who do pay on time are getting a good deal.

Similar to Problems 4-9, 4-10, 4-11, 4-12, Self-Test Problem 2

For interactive versions 
of this example, log in 

to Connect or go to 
mhhe.com/Cornett5e.

LG4-4

CALCULATOR HINTS

N    = 2
I    = 7.5
PMT    = 0
FV    = 1000
CPT PV    = −865.33

DISCOUNTING WITH MULTIPLE RATES We can also discount a future cash flow 
at different interest rates per period. We find the general form of the equation for present 
value with multiple discount rates by rearranging equation 4-3:

  
Present value with different discount rates

  
=

  
Future cash flow

         ÷ Each period’s discounting 

 PV =   
F  V  N  
   _____________________________________________________      

 (  1 +  i  period 1   )   ×  (  1 +  i  period 2   )   ×  (  1 +  i  period 3   )   × ⋯ ×  (  1 +  i  period N   )  
    (4-6)

  Suppose that we expect interest rates to increase over the next few years, from 7 percent  
this year, to 8 percent next year, to 8.5 percent in the third year. In this environment, how 

LG4-4
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  Unique Features xv

Each numbered example is accompanied by video guided 
examples. These exciting, unique features detail the solution to 
a key problem or concept within the chapter. For each example,  
students can click or tap within the eBook or follow the direct 
URL to find the following additional support.

	 •	 The exact example in the book is worked out in a visual, 
narrated format.

	 •	 A similar example is presented in a video format, which 
stops at decision points in the problem and asks the 
students to identify the next step. The video continues, 
explaining why the student is correct or incorrect, and  
continues solving the problem. This feature allows students 
to apply and check their learning before doing homework.

	 •	 The solution to the example in the book is demonstrated 
using multiple calculator formats—reducing the class time needed to teach  
students how to use their calculators.

	 •	 The solution to the example in the book is demonstrated using Excel, to help  
you and your students get a basic understanding of how to set up the spreadsheets.

Math Coach boxes are featured in many chapters to help avoid 
the most common mathematical mistakes in a particular problem.

Self-Test Problems with Solutions appear before the gradable 
problem sets so students can test themselves before diving into 
their homework.

Integrated Mini-Cases at the end of each chapter  
combine the chapter’s key concepts into a more  
complex problem to help students understand  
how concepts and methods tie together.
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Future Value of Multiple Annuities
At times, multiple annuities can occur in both busi-
ness and personal life. For example, you may find 
that you can increase the amount of money you save 
each year because of a promotion or a new and bet-
ter job. As an illustration, reconsider the annual $100 
deposits made for five years at 8 percent per year. 
This time, the deposit can be increased to $150 for 
the fourth and fifth years. How can we use the annu-
ity equation to compute the future value when we 
have two levels of cash flows? In this case, the cash 
flow can be categorized as two annuities. The first 
annuity is a $100 cash flow for five years. The second 
annuity is a $50 cash flow for two years. We demon-
strate this as

FV = ?

Cash flow

Period 0

0

1 2 8% 3 4 5 years

–100 –100 –100 –100
–50

–100
–50

To determine the future value of these two annuities, compute the future value of each 
one separately, and then simply add them together. The future value of the $100 annuity 
is the same as computed before, $586.66. The future value of the $50 annuity, using the 
TVM equation for the future value of a cash stream, is

   FVA  N    =  $50 ×     
(1 + 0.08)    2  − 1  ___________ 

0.08
     

 
  
=

  
$50 × 2.08 = $104

   

EXAMPLE 5-2
Saving in the Company Pension Plan
You started your first job after graduating from college. Your company offers a retirement 
plan for which the company contributes 50 percent of what you contribute each year. So, 
if you contribute $3,000 per year from your salary, the company adds another $1,500. You 
get to decide how to invest the total annual contribution from several portfolio choices 
that the plan administrator provides. Suppose that you pick a mixture of stocks and bonds 
that is expected to earn 7 percent per year. If you plan to retire in 40 years, how big will 
you expect that retirement account to be? If you could earn 8 percent per year, how much 
money would be available?

SOLUTION: Every year, you and your employer will set aside a total of $4,500 for your 
retirement. Using equation 5-2 shows that the future value of this annuity is

  FVA  40   = $4,500 ×     
(1 + 0.07)    40  − 1  ____________ 

0.07
   = $4,500 × 199.6351 = $898,358.00 

Note that you can build a substantial amount of wealth ($898,358) through your pension plan at 
work. If you can earn just 1 percent more each year, 8 percent total, you could be a millionaire!

  FVA  40   = $4,500 ×     
(1 + 0.08)    40  − 1  ____________ 

0.08
   = $4,500 × 259.0565 = $1,165,754.33 

Similar to Problems 5-3, 5-4, Self-Test Problem 1

For interactive versions  
of this example, log in 

to Connect or go to  
mhhe.com/Cornett5e.

LG5-2

MATH COACH

Annuities and the Financial Calculator
In the previous chapter, the level payment button (PMT) in the 
financial calculator was always set to zero because no constant pay-
ments were made every period. We use the PMT button to input the 
annuity amount. For calculators, the present value is of the opposite 
sign (positive versus negative) from the future value. This is also the 
case with annuities. The level cash flow will be of the opposite sign 
as the future value, as the time line presented earlier shows.

You would use the financial calculator to solve the problem of 
depositing $100 for five years via the following inputs: N = 5, I = 8, 
PV = 0, PMT = –100. In this case, the input for present value is zero 
because no deposit is made today. The result of computing the future 
value is 586.66.

CALCULATOR HINTS

N     = 40
I     = 7
PV       = 0
PMT       = −4500
CPT FV       = 898,358.00
 
NOW CHANGE TO:
I     = 8
CPT FV       = 1,165,754.33
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key terms
add-on interest A calculation of the amount of interest 
determined at the beginning of the loan and then added to 
the principal. p. 167
amortized loan A loan in which the borrower pays inter-
est and principal over time. p. 163
amortization schedule  A table detailing the periodic 
loan payment, interest payment, and debt balance over 
the life of the loan. p. 164
annual percentage rate (APR)  The interest rate per 
period times the number of periods in a year. p. 160
annuity A stream of level and frequent cash flows paid 
at the end of each time period—often referred to as an 
ordinary annuity. p. 147

annuity due An annuity in which cash flows are paid at 
the beginning of each time period. p. 156
consols  Investment assets structured as perpetuities.   
p. 156
effective annual rate (EAR) An interest rate that reflects 
annualizing with compounding figured in. p. 160
loan principal  The balance yet to be paid on a loan.   
p. 164
perpetuity An annuity with cash flows that continue for-
ever. p. 156

self-test problems with solutions

CALCULATOR HINTS

Future wealth:

N      = 12
I      = 8
PV        = −400000
PMT       = −34000
CPT FV       = 1,652,490

Income annuity:

N      = 40
I      = 5
PV        = −1652490
FV       = 0
CPT PMT       = 96,304

1 Future Value and Annuity Payments Chandler and Monica are trying to decide 
if they will have enough money to retire early in 12 years, at age 60. Their current assets 
are $300,000 in retirement plans and they have $100,000 in other investments. Together, 
they contribute $28,000 per year to their retirement plans and another $6,000 to other 
investments. If their assets grow at 8 percent per year, how much money will they have 
when they turn 60? After they retire, they will invest their wealth more conservatively 
and it will earn 5 percent per year. Is this enough to fund a $100,000 per year retirement 
for 40 years?

Solution:
Chandler and Monica’s current assets of $400,000 will grow to $1,007,268  
( =  $400,000  ×  1.08 12 ) in 12 years. Their annuity contributions of $34,000  
( =  $28,000  +  $6,000) will add another:

 FV  A  12   = $34, 000 ×    (1 + 0.08 )   12  − 1  ____________ 
0.08

   = $34,000 × 18.977126 = $645,222 

So their total retirement wealth is $1,652,490 ( =  $1,007,268  +  $645,222). To 
determine the income this wealth generates over 40 years, compute the annual annuity 
payments as:

  

PMT40

  

=

  

$1,652,490 ×  
⎡
 ⎢ 

⎣

  0.05 ______________  
1 −   1 __________ 

(1 + 0.05)40  
  
⎤
 ⎥ 

⎦

  = $1,652,490 × 0.058278 

       

  

  

 =

  

$96,304

   

It appears that Chandler and Monica would not quite make their $100,000 income 
requirement. However, a few years after they retire, they would be eligible for Social 
Security. Though relatively meager, the Social Security payments will be enough to 
comfortably put their income over the $100,000 level.

LG5-2, LG5-9 
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research it! Analyzing Financial Statements
Go to the website of Wal-Mart Stores, Inc., at www.walmartstores.com and get the latest 
financial statements from the annual report using the following steps.

Go to www.walmartstores.com. Click on Investors, then select Annual Reports; next 
choose Annual Reports & Proxies. This will bring the file onto your computer that 
contains the relevant data.

Using the most recent balance sheet and income statement, calculate the financial 
ratios for the firm, including the internal and sustainable growth rates.

integrated mini-case Working with Financial Statements
Listed are the 2021 financial statements for Garners’ Platoon Mental Health Care, Inc. 
Spread the balance sheet and income statement. Calculate the financial ratios for the 
firm, including the internal and sustainable growth rates. Using the DuPont system of 
analysis and the industry ratios reported, evaluate the performance of the firm.

GARNERS’ PLATOON MENTAL HEALTH CARE, INC.
Balance Sheet as of December 31, 2021

(in millions of dollars)

Assets Liabilities and Equity

Current assets Current liabilities

 Cash and marketable securities $ 421  Accrued wages and taxes $ 316

 Accounts receivable  1,109  Accounts payable  867

 Inventory  1,760  Notes payable  872

  Total $ 3,290   Total $ 2,055

Fixed assets Long-term debt $ 3,090

 Gross plant and equipment $ 5,812 Stockholders’ equity 

 Less: Depreciation  840  Preferred stock (30 million  

  shares)

$ 60

 Net plant and equipment $ 4,972  Common stock and paid-in  

  surplus (200 million shares)

 637

 Other long-term assets  892  Retained earnings  3,312

  Total $ 5,864   Total $ 4,009

Total assets $ 9,154 Total liabilities and equity $ 9,154

GARNERS’ PLATOON MENTAL HEALTH CARE, INC.
Income Statement for Year Ending December 31, 2021

(in millions of dollars)

Net sales (all credit) $ 4,980

Less: Cost of goods sold  2,246

Gross profits $ 2,734

Less: Other operating expenses  125

Earnings before interest, taxes, depreciation, and amortization (EBITDA) $ 2,609

Less: Depreciation  200

Earnings before interest and taxes (EBIT) $ 2,409

Less: Interest  315

Earnings before taxes (EBT) $ 2,094

Less: Taxes  440

Net income $ 654

Less: Preferred stock dividends $ 60

(continued)
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Supplements
INSTRUCTOR LIBRARY
A wealth of information is available online through McGraw-Hill’s Connect. In the  
Connect Instructor Library, you will have access to supplementary materials specifically 
created for this text, such as:

	 •	 Test Bank Revised by Leslie Rush, University of Hawaii West O’ahu, the test 
bank contains hundreds of questions that complement the material presented in 
the book. The Test Bank is tagged by level of difficulty, learning goal, AACSB 
knowledge categories, and Bloom’s taxonomy—making it easy for instructors  
to customize exams to reflect the material stressed in class. The test bank is  
available in Word files and tests can also be created in McGraw-Hill’s Connect  
or through TestGen.

TestGen is a complete, state-of-the-art test generator and editing applica-
tion software that allows instructors to quickly and easily select test items from 
McGraw-Hill’s test bank content. The instructors can then organize, edit, and  
customize questions and answers to rapidly generate tests for paper or online 
administration. Questions can include stylized text, symbols, graphics, and  
equations that are inserted directly into questions using built-in mathematical  
templates. TestGen’s random generator provides the option to display different  
text or calculated number values each time questions are used. With both  
quick-and-simple test creation and flexible and robust editing tools, TestGen  
is a complete test generator system for today’s educators.

	 •	 Solutions Manual Developed by authors Marcia Cornett, Troy Adair, and John 
Nofsinger, this resource contains the worked-out solutions to all the end-of-chapter 
problems, in the consistent voice and method of the book. The solutions have been 
class-tested and checked by multiple instructors to ensure accuracy.

	 •	 PowerPoint Presentations The PowerPoint presentations have been carefully 
updated for the fifth edition by Courtney Baggett. These slides contain lecture 
notes, which closely follow the book content, enhanced with the tables and  
figures from the chapters. Several chapters are also supplemented with  
additional presentations that contain notes and examples using financial  
calculators. Instructors can easily customize these slides to suit their classroom 
needs and various presentation styles.

ASSURANCE OF LEARNING
Many educational institutions today are focused on the notion of assurance of learning, 
an important element of some accreditation standards. Finance: Applications and Theory 
is designed specifically to support your assurance of learning initiatives with a simple, 
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