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CHAPTER 5 Time Value of Money 195

Personal Finance Problem

P5-13 Time value Jim Nance has been offered an investment that will pay him $500 three
years from today.

a. If his opportunity cost is 7% compounded annually, what value should he place
on this opportunity today?
b. What is the most he should pay to purchase this payment today? ;
c. If Jim can purchase this investment for less than the amount ca}cu\ated in .
part a, what does that imply about the rate of return that he will earn on the
investment?
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0,000 in an account earning 5%. After 3
ame account. Four years later (that is 5
vy |

18 Calculating deposit needed You put $1
the account balance is $20,000. W,

P
years, you make another deposit into the s
years after your original $10,000 deposit),
was the amount of the deposit at the end of year 3?

Future value of an annuity For each case in the accompanying table, answer the

P5-19
questions that follow.

Case  Amount of annuity  Interest rate Deposit period (years)
A $2,500 8% 10
B 500 12 6
c 30,000 20 S
11,500 7% 8
14 30

a. Calculate the future value of the annuity, assuming that it is
(1) An ordinary annuity.

(2) An annuity due. 2
b. Compare your findings in parts a(1) and a(2). All else being identical, which type

of annuity—ordinary or annuity due—is preferable? Explain why.
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MA” problems are available in MyFinancelLab.
per has invested $25,000 in Southwest Develop-

P1-1

Liability comparisons Merideth Har:
ment Company. The firm has recently declared bankruptcy and has SGOJ\()(‘,’m
unpaid debts. Explain the nature of payments, if any, by Merideth in each of the

following situations.
Southwest Development Company is a sole proprietorship owned by

a.
Ms. Harper. : 3
b. Southwest Development Company is a 50-50 partnership of Merideth Harper

and Christopher Black. :
Southwest Development Company is a corporation.

C.
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Personal Finance Problem .
Cash flows It is typical for Jane to plan, monitor, and assess her financial position

P1-3
using cash flows over a given period, typically a month. Jane has a savings account,
and her bank loans money at 6 percent per year while it offers short-term investment

rates of 5 percent. Jane’s cash flows during August were as follows:
B 324 g

Item Cash inflow Cash outflow
- Clothes i A —$1,000

Interest received





image3.jpeg
P1-5 Identifyi
T nf";‘.g agency problems, costs, and resolutions Explain why each of the follow-
ations is an agency problem and what costs to the firm might result from it.

T:lsl' ?ow the problem might be handled short of firing the individual(s) involved.
€ front desk receptionist routinely takes an extra 20 minutes of lunch time to

Sugg
a.
run personal errands.
b_ efes - 1 £
D{vlsxon managers are padding cost estimates so as to show short-term efficiency
gains when the costs come in lower than the estimates.
The firm’s chief executive officer has had secret talks with a competitor about the
possibility of a merger in which she would become the CEO of the combined

firms.
service positions with part-time or temporary workers to lower employment

A branch manager lays off experienced full-time employees and staffs customer
costs and raise this year’s branch profit. The manager’s bonus is based on profit-

ability.
ETHICS PROBLEM What does it mean to say that managers should maximize
shareholder wealth “subject to ethical constraints”? What ethical considerations
s that are less

P1-6
might enter into decisions that result in cash flow and stock price effect

than they might otherwise have been?
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e in MyFinanceLab.
Starbuck Industries is considering ,
$25,000 and is expected to resy), e
00 at the end of years 2 ang 3

M All problems are availabl
¥ P5-1 Using a time line The ﬁnan;i?l.mana%er i;l)tf
E investment that requires an initial ofut a); o
cash inflows of $3,000 at the end of yea > i eyt 7600 ac 11 >
$10,000 at the end of year 4, $8,000 at the € e
£ &2 ; ; : .
:. g::w and label a time line depicting the cash flows associated with Starbuck T
dustries’ proposed investment. o 5 g
b. Use arrows to demonstrate, on the time line in part a, }1:0W ‘c:lo:f‘p(;:‘:(é‘“g O fing
future value can be used to measure all cash _flows at the end_ v 3 i :
. Use arrows to demonstrate, on the time line'in part b, h_OW iscounting to find
present value can be used to measure all cash flows at time zero. !
lue or present value—do financial manager; |

d. Which of the approaches—{future va
rely on most often for decision making? Wh

Future value calculation Without referring to the preprogrammed function on your
financial calculator, use the basic formula for future value along with the given in-
-ulate the future value of $1 in
& 5

P52
terest rate, 7, and the number of periods, 7z, to c:
tab!

each of the cases shown in the following

= AP o &
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Personal Finance Problem
P5-9 Single-payment loan repayment A person borrows $200 to be repaid in 8 years with

14% annually compounded interest. The loan may be repaid at the end of any car-

lier year with no prepayment penalty.
a. What amount will be due if the loan is repaid at the end of year 12

b. What is the repayment at the end of year 42
c. What amount is due at the end of the eighth year?
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P5-11 Present values For each of the cases shown in the following table, 'calculate the pres. |
ent value of the cash flow, discounting at the rate given and assuming that the cash
flow is received at the end of the period noted. 1O





