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Preface

Ten years have gone by since the publication of the first edition of this text book. That is
three times the normal revision cycle time for a college text book in finance. To get the job
done, it took the addition of a third coauthor, David Cleeton. But here it is.

We wrote the first edition because we strongly believed that there was a need for an intro-
ductory text book in finance built on general principles that apply across all the subfields—
corporate finance, investments, and financial markets and institutions. We also believed that
there would be a demand for such a book. And we were right.

We and our publisher recognized that our across-the-field general principles approach
faced a big challenge: The introductory course in most business schools in the United States
had an exclusive focus on corporate financial management. Indeed, some faculty who agreed
completely with our approach nevertheless were not able to adopt the book because of institu-
tional constraints surrounding the overall finance curriculum. We expected to encounter
fewer such rigidities in other countries, where there was a less-uniform tradition of teaching
introductory finance the corporate way. Furthermore, we believed that with its focus on the
financial functions as the anchors for understanding the financial system instead of the spe-
cific financial institutions, our approach would travel well across geopolitical borders.

Our prognosis turned out to be right. The first edition had moderate success in the
United States, but it was extremely successful in other countries. It has been translated into
nine other languages: Chinese (old and new), French, Japanese, Korean, Polish, Portuguese,
Russian, and Spanish. It has had its greatest success in China, where it is currently used at
the top universities.

One of the most enthusiastic adopters of the first edition of Finance was David Clee-
ton, professor of economics at Oberlin College. Our approach dovetailed with the way he
was teaching finance to students of economics at Oberlin. Indeed, David subsequently
wrote the interactive study guide for the first edition and thus started a ten-year relation-
ship, which now culminates in his coauthoring the second edition with us. With the extraor-
dinary changes in the practice of finance accompanying the globalization of the financial
system during the preceding decade, the market in the United States is now primed for the
second edition of Finance. We have changed the title to “Financial Economics”™ to reflect
the fact that modern finance is a branch of economics.

Scope of the Text

Financial Economics is an introductory text intended for use in the first course. It has a
broader scope and a greater emphasis on general principles than most other introductory-
level texts in finance, which typically focus exclusively on corporate finance. The first edi-
tion of this text, which was published in August 1999, has also proven to be well suited for
students of economics, law, and mathematics and for business executives seeking a solid
understanding and overview of the entire field of finance.

In most well-developed fields of study, such as chemistry, the educational norm is for
the introductory course to cover general principles and to give the student an appreciation of
the scope of the whole discipline’s subject matter. It thereby lays the foundation for more
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specialized courses that have a narrower focus, such as organic or inorganic chemistry. In line
with this approach, our text encompasses all the subfields of finance, within a single unifying
conceptual framework.

Content and Organization

Finance as a scientific discipline is the study of how to allocate scarce resources over time
under conditions of uncertainty. There are three analytical “pillars” to finance: optimization
over time (the analysis of intertemporal trade-offs), asset valuation, and risk management
(including portfolio theory). At the core of each of these pillars are a few basic laws and
principles that apply across all of the topical subfields. The book is divided into six major
parts. Part I explains what finance is, gives an overview of the financial system, and reviews
the structure and uses of corporate financial statements. Parts II, III, and IV correspond to
each of the three conceptual pillars of finance and emphasize the application of finance
principles to decision problems faced by households (life-cycle financial planning and
investments) and firms (capital budgeting). Part V covers the theory and practice of asset
pricing. It explains the Capital Asset Pricing Model and the pricing of futures, options, and
other contingent claims, such as risky corporate debt, loan guarantees, and levered equity.
Part VI deals with issues in corporate finance: financial structure of the firm and real
options analysis of investment opportunities.

Pedagogical Features

¢ There are many examples to illustrate theory at work in making financial decisions.

* There are “Quick Check™ concept questions at critical points in the text to help
students check their understanding of the material just presented. Answers to these
questions are provided at the end of the chapter.

« There are special-interest boxes inserted throughout the text containing newspaper
articles and applications that encourage students to make active use of the theory in
dealing with their own affairs and in interpreting the financial news.

« There are a large number of end-of-chapter problems, sorted by topic and level of
difficulty. Complete step-by-step solutions for all problems are provided in the
Instructor’s Manual in a format that allows adopters of the text to distribute them to
their students.

New to This Edition

Summary of significant changes to the second edition of Financial Economics is as follows:

e Addition of a wide variety of and number of new boxed applications. These boxes
illustrate the application of chapter topics by featuring wide-ranging policy issues
from around the world.

« Completely updated tables and charts throughout the textbook.

e Updated Internet Reference Materials sections with revised and expanded Internet
links.

» New end-of-chapter problems. The vast majority of the end-of-chapter problems have
been revised or changed with an emphasis on challenging students to apply the
chapter concepts in new and inventive ways. These exercises will motivate students to
appreciate and increase the depth of understanding they associate with key finaricial
principles.
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Key Changes in Chapters
Chapter 1—Financial Economics

* Three new boxed applications
* Updated Sources of Information section with revised and expanded Internet links

Chapter 2—Financial Markets and Institutions

* Six new boxed applications
* A variety of updated tables and data on financial markets
» Updated Sources of Financial Data section with revised and expanded Internet links

Chapter 3—Managing Financial Health and Performance
* Five new boxed applications
Chapter 4—Allocating Resources over Time

+ Introduce new standardized notation for financial factors and time value of money
calculations

» This notation is then used throughout the textbook for setting up and solving
end-of-chapter problems

Chapter 5—Household Saving and Investment Decisions

* Four new boxed applications

* New unified and updated notation

e Updated Internet Reference Materials section with revised and expanded
Internet links

Chapter 6—The Analysis of Investment Projects
e New unified and updated notation
Chapter 7—Principles of Market Valuation
« Two new boxed applications
Chapter 8—Valuation of Known Cash Flows: Bonds

» New updated notation for bond pricing

» New section on Interest-Rate Risk with accompanying figures to illustrate
bond price sensitivity to yields and changes in yields

« Updated Internet Reference Materials section with revised and expanded
Internet links

Chapter 9—Valuation of Common Stocks

« Revised section on stock listings

« New boxed application

 Revised and updated section on Dividend Discount Model

+ Updated Internet Reference Materials section with revised and expanded
Internet links

Chapter 11—Hedging, Insuring, and Diversifying

» New boxed application

» Revised section on diversifiable and nondiversifiable risks

« Extensive revision of Appendix to include discussion of regression analysis
along with correlation
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Chapter 12—Portfolio Opportunities and Choice
* Two new boxed applications
Chapter 13—Capital Market Equilibrium

* Two new boxed applications
* Extensive revisions of sections on efficient diversification with new tables and graphs

Chapter 14—Forward and Futures Markets

* Two new boxed applications
* Revised section on expectations and exchange rates

Chapter 15—Markets for Options and Contingent Claims

* Three new boxed applications
* Revised sections on option features, and the mechanics of options and index options

Chapter 16—Financial Structure of the Firm
*  Four new boxed applications
Chapter 17—Real Options

» Chapter has been totally revised and refocused to demonstrate how to use models from
capital budgeting analysis and financial option pricing in analyzing complex strategic
decisions involving the timing, scale, and sequencing of real investment opportunities

*  One new boxed application

Flexibility

The text is organized in a way that readily permits an instructor teaching a traditional intro-
ductory course in corporate or managerial finance to adopt the book. For schools that are
currently updating their finance curriculum to reflect advances in the theory and practice of
finance, however, Financial Economics provides a flexible alternative to the traditional
introductory text. Instead of focusing exclusively on corporate finance, it teaches the con-
ceptual building blocks and applied techniques that are required in all areas of finance—
investments and financial institutions, as well as corporate finance. Consequently, instructors
in subsequent elective courses do not have to develop these fundamentals from scratch, as
is often the case now. This book’s broad-based approach thereby eliminates considerable
duplication of effort in the elective offerings.

The text is organized to allow instructors considerable latitude in choosing the content
and level of detail they wish to deliver to their classes.

One outcome of this flexible structure is that an instructor who wishes to emphasize
corporate finance in the introductory course can focus on Chapters 3, 6, 13, 16, and 17 and
still provide effective coverage of general valuation and risk management by using selected
chapters from Parts III and IV. Instructors who instead wish to emphasize investment sub-
jects such as portfolio selection and option pricing in the introductory course can readily do
so by covering more chapters from Parts IV and V.

Supplements for the Instructor

Instructor's Manual with Solutions

The Instructor’s Manual includes worked-out answers to all end-of-chapter questions and
problems.
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Test Bank

The test bank contains multiple-choice questions, short-answer problems, and a separate
section with more analytical challenging problems.

TestGen-EQ Software

This computerized package allows instructors to customize, save, and generate classroom
tests. The test program permits instructors to edit, add, or delete questions from the test
bank; edit existing graphics and create new graphics; analyze test results; and organize a
database of test and student results. This software allows for extensive flexibility and ease
of use. It provides many options for organizing and displaying tests, along with search and
sort features.

Instructor's Resource CD

The Instructor’s Resource CD contains all instructor and student resources that support this
text. Instructors have the ability to access and edit the Instructor’s Manual, test bank, and
PowerPoint® presentation. Instructors can pick and choose from the various supplements
and export them to their hard drive.

Blackboard and WebCT Course Content

Prentice Hall offers fully customizable course content for the Bb and WebCT Course
Management Systems.

For The Students

Companion Web Site

The companion Web site (www.prenhall.com/bodie) includes an Online Study Guide that
provides various self-assessment exercises and immediate feedback for the student.
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CHAPITER

PART I FINANCE AND THE FINANCIAL SYSTEM

Financial Economics

C ON
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1.2
1.3
14
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1.6
1.7
1.8
19

OBJECTIVES

Define finance.
Explain why finance is worth studying.

Introduce two of the main players in the world of finance—households and
firms—and the kinds of financial decisions they make. The other main players,
financial intermediaries and government, are introduced in chapter 2.
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