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“Finance” is a broad discipline. From an individual’s perspective, finance encom-
passes financial institutions and investments. Virtually every day I have some
contact with a financial institution. I write and receive checks, review my bank
balance on-line, and use my credit cards. Other members of my family do the
same. Your contact with financial institutions is probably just as frequent.

I make investment decisions that often meet a specific purpose, such as a
stock purchase in my retirement account or my grandchildren’s college fund
accounts. I may sell a stock that I believe is overvalued or buy one that I think is
undervalued. Many people periodically make investment decisions. They may not
even be conscious of these decisions: Having funds withheld from your paycheck
and invested in your employer’s 401 (k) retirement plan is an investment decision,
even if you don’t select the specific assets to include in the plan. And the same
applies when you leave funds in a mutual fund or continue to hold a stock.
Maintaining those positions are also investment decisions.

Business owners and managers make financial decisions, so the third facet of
finance is often referred to as business finance or corporate finance. The employ-
ees of governments and nonprofit institutions also make similar financial deci-
sions. Since expected future cash inflows and outflows affect current financial
decisions, many tools used for making business decisions also apply to nonbusi-
ness financial decisions.

Of course, financial institutions, investments, and business finance do not
operate independently. Some courses in finance are called “Managerial Finance,”
while others have titles such as “Financial Management.” You might infer from
such names that Financial Management is the same as Managerial Finance, but
such an inference is probably incorrect. The focus in managerial finance is busi-
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ness financial decision making. Financial management is generally broader and
combines financial institutions, investments, and business finance, although the
emphasis is usually on their application to business decision making.

This text introduces you to the three areas of the finance discipline. It pro-
vides you with breadth (but not depth) of knowledge of finance and is a founda-
tion on which you may build. I realize that many students will take only one
course in a specific discipline. Finance majors generally do not take additional
courses in marketing; marketing majors may take only this one course in finance.
Since you may have only this exposure to the areas of finance, this text gives you
a working knowledge of the terms, environment, and mechanics of financial deci-
sion making.

Besides introducing you to the broad field of finance, Basic Finance also aims
to encourage all students to do additional work in the field. I am, of course,
biased, but survey courses and introductory texts do offer instructors excellent
opportunities to encourage (do I dare say “lobby”?) students to do additional
work in their areas. To do this additional work, you need basic background. By
exposing you to all facets of finance, this textbook lays a foundation that will
encourage and facilitate your taking additional courses in finance.

The Conceptual Change from the Previous Edition

The initial concept for Basic Finance was a book with many short chapters. The
first edition had 27 chapters, and most were less than 20 pages. Each chapter was
essentially a self-contained unit, with one important exception, the chapter on the
time value of money. Many topics in finance require knowledge of compounding
and discounting. Hence coverage of the time value of money is required for you
to comprehend much of the material in subsequent chapters.

Over time I reduced the number of chapters and combined topics. For exam-
ple, I combined preferred stock and long-term bonds. One result of consolidation
was that chapters became much longer. If instructors did not want to cover all of
the material in a particular chapter, they could pick their way through it. T have
decided to return to the initial concept and separate the various topics into indi-
vidual chapters or modules. With the exceptions of the time value of money and
the analysis of financial statements, each chapter is relatively short and can be
covered in a single class period. For chapters with a large number of problems,
one class can be devoted to the explanations and the next class to the problems.

Possible Organizations for a Basic Finance Course

The book is divided into five parts: financial institutions, financial tools, invest-
ments, business finance, and derivatives. Few instructors will complete all the
chapters. One advantage of short chapters is their adaptability to several
approaches. If the course is meant to survey the field of finance, the instructor
may select chapters throughout the text and place less emphasis on numerical



Preface

problems. An alternative strategy is to approach finance through investments.
Many students have an inherent interest in investments, especially since they can
easily have their own on-line brokerage accounts. The course can be constructed
to build upon this interest and expand topics into other areas of finance.

If the course emphasizes corporate finance, Part 4 is especially important, in
conjunction with additional selected chapters (e.g., time value of money, risk
measurement, initial public offerings, and the descriptions of stocks and bonds).
The self-contained chapters should facilitate converting the book into a text that
is readily used in a traditional corporate finance course.

Pedagogical Features

All textbooks feature a variety of pedagogical tools designed to improve learning.
Anecdotal evidence suggests varying degrees of success. Definitions are placed in
boldface in the margins. Over the years, several students have commented on the
benefits of the marginal definitions. Time value illustrations permeate this text.
Their solutions using a financial calculator are also placed in the margins. This
approach avoids breaking the flow of the text material. Since different financial
calculators use different formats, the marginal presentation is generic. It lists the
known variables and their values, and identifies the unknown. The solution for
the unknown is given separately.

Where appropriate, the chapters have numerical problems with which to
review the text material. They primarily replicate the text illustrations or present
straightforward variations on the text examples. The instructor’s manual includes
points to consider when discussing the problem’s solution. Additional and simi-
lar problems also appear in the instructor’s manual.

The previous edition began every chapter with learning objectives. One day I
walked into class and casually asked, “Who reads the learning objectives at the
beginning of the chapter?” By the looks on their faces I could tell I needed to add,
“I want an honest answer. Don’t tell me Yes if you think that is what I want to
hear.” A couple of students said they did read the learning objectives. I then
asked, “Who reads the questions at the end of the chapter?” One student said,
“Only if you assign them!”

I should not have been surprised, because as an undergraduate, I would not
have read them. In this text, I have placed the learning objectives at the end of
each chapter, retitled them “review objectives,” and identified where the material
is covered in the chapter. The instructor may convert these review objectives into
questions and use them in class to efficiently help students review the material.

Computer software may be used to solve the problems in this text. For exam-
ple, the Investment Analysis Calculator available through the publisher at
http://finance.swlearning.com may be used to solve many of the numerical prob-
lems. Excel may also be used, and an appendix illustrates the use of Excel to solve
time value problems and the construction of simple spreadsheets to solve prob-
lems such as the cash budget.

XXVii



XXViii

Preface

Acknowledgments

A textbook requires the input and assistance of many individuals. Over the years,
I have received many thoughtful reviews and comments from people who sin-
cerely offered suggestions. Unfortunately, suggestions sometimes are contradic-
tory. Since I cannot please all the people all the time, I trust that those who
offered advice that was not taken will not be offended.

. Many individuals provided valuable suggestions concerning this revision.
These include: Jim Keys, .Florida International University; Ernest E. Scarbrough,
Arizona State University; Sorin Tuluca, Fairleigh Dickinson University; and Scott
Ballantyne, Alvernia College.

At this point in the Preface, it is traditional for the author to thank members
of the editorial and production staffs for their help in bringing the book to
fruition. They are located in a variety of places, and it never ceases to amaze me
how this far-flung group somehow manages to pull the pieces together. For this
edition, I would like to sincerely thank Mike Reynolds, executive editor, for his
continued support over the years; Amy McGuire, the most patient of production
project managers; Heather MacMaster, marketing manager; Bethany Casey,
design manager; and Matthew McKinney, technology editor.

I’d also like to extend a huge thank you to Margaret Trejo for putting the
pages together, and her dog, Ella, who always greeted me with a big lick. And
last, but not least, I have to thank Trish Taylor, my development editor, who over
the years has had to endure my foibles and has gracefully taken the book from
development to finished product. Her help is more appreciated than she will ever
know.



A

W ORA &

SNy BB oo iovonnssninnis sussss vomvon snsn dmu R e it L 10
B EE SRTIBNEE «vroeereemeeerreeeseesreesssessssesseressessesresesseres 3
EE 0B AGUREDITIN --vcovrrereererecenossrnnnnensasesssesbustnsanansnsesunssssasnnses 2
25 3 E5 Y IUEEETIER - cwomoneones o vonnoos s snramailotbuahiapar o, bl g, ] 34
PR 4TS ZDRUTIT e ceremonbos doomenmmne s o cwodiunit i il Lo ol SR SR 51
2555 BRIRIEED. woreeevanmrsnconnos sassanonnnne i dits s LS AR s « SO ISE Sh E 67
5.6 B EFEETREN: v e mnrivee » oo RS AL A AR Lo DR iR o pe e, o 90
B9 BT IR o oxovvmmnses convivonin s sonsanihos sismpnins s s OaRTL ok cin b slis 104
B 7 BTTIOUBYEHIHEL sovesse cvsoonss inesimnsardemsesisusiasssie s s s soenan 106
= e L7 e R R e o T AR e et A 139
2 0B USRI tercontes savone i e e (AR b R 167
SE=ERGy BREBE -ooonconenrsnnsasennve s on HERERTS i g S du vror sl oPER GRS W ED AR 214
10 IOEEOVHAE  vaetsersrasnaranas nsnsosanansinee SR IATLRRERL A S, VS 216
T 11 B BRI e cncais s i cntins snmm et € Do PSR SO 237
FE 12 KHIRE—(E350USUE --ovvvvrerrrienmiiniinnn e 254
H5 13 E EETEMMRIIZSTE vveeeervrererrrreeenrereesisreeesseeesiseseesesensenas 271
T 14 EE IGEABEEEE ovioiemmsaisvoness savmansonionssinssonsnsinasadns keisssmnustine s 283
T 1555 OEIRTEHNIESS rossons coones voshionsinenfunssbinsdhohossnsan aebiss ssspans bovs 202
2 16iES OB EIIR - wvvs fomsvnndvnes s sonens abivmns smsmss senwgaahines Soumntan Sl n Lo 307
F1TES FEDINT] commssmethionnns sansas ssmsslonanvas sunbpadosshnnsibaiiliiesivassis 316
B S LSRRI A cmsnomsmmmans o camiiamabian snbosi S e e Sy 338

= 18 = BAETROATIHRIL ++rvonevionasevnshes conbos shaehnsTedessnn b vonensios 340




519 5 RSB INTROGIIER «vvveeeeeeerreereeeeeeeeeeeeeeesseeeesineessns 349

B0 KTAER vevveerernecamvneeninensnonnsobbfhiom sotiomsehesosons il | 359
ST EEANOTIS o coonvseias o s sinsos doeha s o e B o 374
BB BT vevs vsnvmrsvenss ssnoen Bpusts  osdindinie o es AR et CEOS ST (O 399
B DB ED FIDI - esiees seroimns snsmion s e & swisi 5 ool mabns S Farne S LA RN 1 1 e ithye B 436
= S 11 1] IO AR VAN Sy AR ) ¥ o, [ N - R 462
F 955 AR R e R e S G 472
26  HEREETR s nann ARSI SR S AR 508
F7rE PEBRSBEIRIRE it ST NI, S N0 529
o T (6 S < Y — PRSP - 110\ R = 542
E028 5 HAIN . BEXHENRIEHEIIL ovrveerveiiisineeniniaerianianiioannns 544
S5 0BT REEE s wveninn snomnn o suilins sunwss somusinsassiSaesib s i ms e e et L B 563
B A ETLEERIFUIZRRE T oo 579
P B 25 LI B HT I IRBR T oo oo cvpsennomissionmmaritnans s onumas oomnsmtirsns 581
iz C ETLESLERIFUZRE T oo 583
Mz D EXTELSMERHIFIERERTF - cooeeeeenennens e b R s s e e 585
Mzt E {EH Excel ARG TR «ooooereeneeie i 587
SR F BB BB BR < svvecsivviiriviivnmsesiasconncsiniNhosdbrminie s b dde Soees 615



BRIEF CONTENTS

Preface xxv

Prologue 1

O h WN =

Part 1: Financial Institutions 10

. The Role of Financial Markets 12
. Investment Banking 22

. Securities Markets 34

. Financial Intermediaries 51

. The Federal Reserve 67

. International Currency Flows 90

0

Part 2: Financial Tools 104

. The Time Value of Money 106
. Risk and Its Measurement 139
. Analysis of Financial Statements 167

10.
1.
12:
13.
14.
115:
16.
17.

Part 3: Investments 214

The Features of Stock 216

Stock Valuation 237

The Features of Long-Term Debt—Bonds 254
Bond Pricing and Yields 271

Preferred Stock 283

Convertible Securities 292

Investment Returns 307

Investment Companies 316

18.
19:

Part 4: Corporate Finance 338

Forms of Business and Corporate Taxation 340
Break-Even Analysis and the Payback Period 349




Xii

20.

21

23

24.
25.
26.
27.

Brief Contents

Leverage 359

. Cost of Capital 374
22.

Capital Budgeting 399

Forecasting 436

Cash Budgeting 462

Management of Current Assets 472
Management of Short-Term Liabilities 508
Intermediate-Term Debt and Leasing 529

28.
29;

Part 5: Derivatives 542

Options: Puts and Calls 544
Futures 563

Appendix A: Interest Factors for the Future Value of One Dollar 579

Appendix B: Interest Factors for the Present Value of One Dollar 581

Appendix C: Interest Factors for the Future Value of an Annuity of One Dollar 583
Appendix D: Interest Factors for the Present Value of an Annuity of One Dollar 585
Appendix E: Using Excel to Solve Financial Problems 587

Appendix F: Answers to Selected Problems 615

Index 625



Preface xxv

Prologue

PART 1: FINANCIAL INSTITUTIONS 10
Chapter 1: The Role of Financial Markets 12
Financial Markets and the Transfer of Savings 13
The Role of Money 14
Measures of the Supply of Money 15
The Role of Interest Rates 16
The Term Structure of Interest Rates 16
Determinants of Interest Rates 19
Summary ‘ 20
Review Objectives 21
Chapter 2: Investment Banking 22
The Transfer of Funds to Business 23
The Role of Investment Bankers 23

Pricing a New Issue 25
Marketing New Securities 26
Volatility of the Market for Initial Public Offerings 27




xiv

Shelf Registrations

The Regulation of New Public Issues of Corporate Securities

Sarbanes-Oxley Act of 2002
Summary

Review Objectives

Internet Assignment

Chapter 3: Securities Markets

Market Makers

Securities Exchanges

The Mechanics of Investing in Securities
Delivery of Securities 41
The Short Sale 42

Measures of Securities Prices

Foreign Securities

Competition in the Securities Markets
Summary

Review Objectives

Internet Assignment

Problems

Chapter 4: Financial Intermediaries
The Indirect Transfer through Financial Intermediaries
Commercial Banks
Thrift Institutions
Regulation of Commercial Banks and Thrift Institutions
Reserves 56
Deposit Insurance 58
Life Insurance Companies
Pension Plans
Money Market Mutual Funds and Money Market Instruments
Competition for Funds
Summary
Review Objectives
Chapter 5: The Federal Reserve
The Role of the Federal Reserve System
Structure of the Federal Reserve
The Expansion of Money and Credit
Cash Withdrawals and the Reduction in Reserves 74
The Tools of Monetary Policy

Contents

28
29

31
32
33
33

34
35!
37
39

43
44

45
48
49
49
49

52
53
55
56

58
59
61
64
65
66
67
68
68
70

77



