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Foreword

Every year dozens of new textbooks are published. No wonder. As Willie Sutton
told the judge about why he robbed banks: “That’s where the money is.” But only
every other decade does there arrive an innovative new work that sets a new pat-
tern of excellence and pedagogy. This Bodie-Merton Finance has long been ex-
pected. And it proves to be well worth the wait. Good teachability, like good wine,
requires much deliberate time.

In the meanwhile, Robert Merton shared the 1997 Nobel Prize in Economics. His
was never a case of “if” but only a case of “when,” for it has been well said that Mer-
ton is the Isaac Newton of modern finance theory. And ever since their graduate
student days at MIT, Bodie and Merton have made a productive team. Speaking as
one of their teachers, I hail their demonstrating that water can indeed rise above its
source. The kind of finance that matters for modern experts goes beyond the tools
that have been revolutionizing Wall Street: the pricing of options and other contin-
gent derivatives. Yes, all that is important practically and theoretically. But as this
book’s coverage shows, it is the Main Street economy of production, capital bud-
geting, personal finance, and rational accounting that is best illuminated by this
overdue breakthrough in teaching.

I moan to myself, “Where were these authors back when I was a student?” Well, the
future is longer than the past, and future students will reap the harvest that these
innovative teachers have sown.

Enjoy!

Faut AS amurlson

Paul A. Samuelson
Massachusetts Institute of Technology



Preface

Finance 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
preliminary edition of this text, which was published in September 1997, has also
proven to be well suited for students of economics, law, mathematics and for busi-
ness executives seeking a solid understanding and overview of the entire field of
finance.

SCOPE OF THE TEXT

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 specialized courses that have a narrower focus, such as organic
or inorganic chemistry. In line with this approach, our text encompasses all of the
subfields of finance—corporate finance, investments, and financial institutions—
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 pil-
lars 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 concep-
tual pillars of finance and emphasize the application of finance principles to deci-
sion problems faced by households (life-cycle financial planning and investments)
and firms (capital budgeting). Part V covers the theory and practice of asset pric-
ing. 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 lev-
ered equity. Part VI deals with issues in corporate finance: capital structure, merg-
ers and acquisitions, and real options analysis of investment opportunities.

Finance is intended for use in its current form anywhere in the world. The
book is written so that its concepts are as relevant and understandable to a student
in Argentina, France, Japan, or China as they are to a student in the United States.
The international aspects of finance are integrated throughout the book, not con-
fined to specific, separate “international” chapters.

xix
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PEDAGOGICAL FEATURES
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s There are many examples to illustrate theory at work in making financial
decisions.

o 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 news-
paper clippings 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.

¢ A special set of spreadsheet templates, which correspond with selected end-of-
chapter problems, was created by Craig Holden of Indiana University to ac-
company this textbook. They are contained on the Prentice Hall Finance Center
CD-ROM found in the inside back cover of each copy of the text.

* E-book icons, found adjacent to selected headings in the text, refer to the Spread-
sheet Modeling Exercises Handbook. This handbook contains 19 models that
demonstrate how students can build their own Excel spreadsheet models. The
exercises guide the reader step-by-step through the implementation of models
designed to teach the applied aspects of finance. The end result of each exercise
is the production of an Excel template that can be used repeatedly to implement
models of professional quality for financial forecasting, discounted-cash-flow
valuation, option pricing, and more. These same templates were used to create
the numerical examples in the textbook itself. The Spreadsheet Modeling Stu-
dent Handbook is included on the Finance Center CD.

FLEXIBILITY

The text is organized in a way that readily permits an instructor teaching a tradi-
tional introductory course in corporate or managerial finance to adopt the book.
However, for schools that are currently updating their finance curriculum to reflect
advances in the theory and practice of finance, Finance provides a flexible alterna-
tive to the traditional introductory text. Instead of focusing exclusively on corpo-
rate finance, it teaches the conceptual 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. Fi-
nance’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 em-
phasize 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
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by using selected chapters from Parts III and IV. Instructors who instead wish to em-
phasize investment subjects such as portfolio selection and option pricing in the in-
troductory course can readily do so by covering more chapters from Parts [V and V.

REQUIRED LEVEL OF MATHEMATICS

The level of mathematical sophistication required to understand the text is ele-
mentary algebra. We provide many algebraic models in the text, which serve as the
foundation for spreadsheet modeling.

SUPPLEMENTS FOR THE INSTRUCTOR

Instructor’s Manual with Solutions

The Instructor’s Manual includes worked out answers to all end-of-chapter ques-
tions and problems.

Instructor’s Resource CD

This CD, included in every copy of the Instructor’s Manual, contains a PowerPoint
Lecture Presentation of over 2,000 slides with numerous graphs, tables, and equa-
tions as well as an abridged version of approximately 40 slides per chapter with out-
lines and graphs. The CD also contains the complete Excel program specifically
designed for this text by Craig Holden: Excel templates and solutions for selected
end-of-chapter problems, the Spreadsheet Modeling Exercises Handbook, and the
worked out answers to the modeling exercises.

Test Bank

Written by Bonnie Buchanan of Georgia State University, the test bank contains
approximately 1,000 multiple-choice questions, short-answer problems, and a sep-
arate section with more analytical, challenging problems.

Test Manager

The new Version 4.1 computerized test bank has added database capabilities. In-
structors can store students’ grades, export grades to Excel, and archive previous se-
mester grade statistics.

FINCOACH Test Manager and FINCOACH
Instructor’s Manual

‘Test Manager software has been developed to allow instructors to generate tests
based on FINCOACH—The Financial Management Math Practice Program con-
tained within the Prentice Hall Finance Center CD available to all students using
Finance. In addition, an Instructor’s Manual for using FINCOACH Test Manager
and FINCOACH in the course has been developed and is included with the FIN-
COACH Test Manager software.
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PHLIP/CW: Prentice Hall’s Learning on the
Internet Partnership/Companion Web Site
(www.prenhall.com/bodie)

Prentice Hall’s Learning on the Internet Partnership/Companion Web site is a
content-rich, multidisciplinary business Web site with Internet exercises, activities,
and resources related to a specific text. All Internet resources are updated every
two weeks, allowing both instructors and students to use a wealth of up-to-date, on-
line resources. Instructors will need to acquire a password and user ID code from
their local Prentice Hall representative in order to open the faculty site and gain ac-
cess to the following materials.

* Downloadable supplements, including Instructor’s Manuals, PowerPoint presen-
tations, and Excel spreadsheet solutions, for selected end-of-chapter problems.

* On-line faculty support with additional cases, current event articles, links, and
full support for exercises posted on the Student Page.

Visit the Faculty Lounge area to find:

¢ Talk to Team-~Faculty chat room

* Teaching Archive—Resources for enhancing lecture materials and doing re-
search on the Web

* Help with Computers—Provides tips and access to getting answers to tricky
computer problems

Companion Web Site (www.prenhall.com/bodie)

Companion Web sites provide an interactive learning environment for students, and
supply support resources for instructors. Among other resources, every Companion
Web site integrates Syllabus Manager™, an on-line syllabus creation and manage-
ment utility. Syllabus Manager™ provides instructors with an easy, step-by-step
process to create and revise syllabi, with direct links into Companion Web site and
other on-line content. Students access Syllabus Manager™ directly from within the
Companion Web site, providing quick access to course assignments. The Companion
Web site for Finance contains sample syllabi created using Syllabus Manager ™.

FOR THE STUDENT

The Prentice Hall Finance Center CD

Contained in the inside back cover of Finance is the Prentice Hall Finance Center
CD. This all-in-one robust learning tool contains features designed to increase stu-
dent awareness of what finance professionals do, ensure comprehension and mas-
tery of the financial mathematics contained in the text, provide help for students in
building their own Excel spreadsheets, and provide a direct link to PHLIP (Pren-
tice Hall Learning on the Internet Partnership).

Specifically, the following dynamic tools are found on the Prentice Hall Fi-
nance Center CD.

* Careers Center. Introduces the student to a vast array of professional opportu-
nities in finance through video interviews with professionals and insights into
what they do on the job on an average day. Here the student will meet an op-
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tions trader, a mutual fund manager, investment analysts, a CFO, and others.
Also accessible are features for personal development, résumé writing, inter-
viewing techniques, and career planning information.

o FINCOACH~—The Financial Math Practice Center. Contains more than 5 mil-
lion problems and self-tests in virtually all math areas covered in this text. Save
problems, review them, and print them. This is a step-by-step guide to solve any
finance mathematics problem and allows the student to rapidly gain mastery in
all mathematical challenges.

e PHLIP—Principles and Practice Web Center. PHLIP (Prentice Hall Learning
on the Internet Partnership) can be accessed either directly from the CD or re-
motely at htp//www.prenhall.com/bodie. Here’s what the student can do on
PHLIP:

¢ See current news items from the popular business press and directly re-
lated to individual chapters. These news items use chapter terminology,
provide links to related information, and offer discussion questions and
projects for assignment by the instructor.

* Access additional career information.

® Learn study and writing skills and engage in conferences with other stu-
dents studying finance.

e Access to a free on-line study guide specifically designed for the text

o Spreadsheet Modeling Exercises. Spreadsheet modeling is a core skill for real-
world finance. Employers want individuals who both understand finance mod-
els and can implement them on a spreadsheet. The Spreadsheet Modeling
Exercises section of the Prentice Hall Finance Center CD was created by Dr.
Craig W. Holden of Indiana University. This dynamic educational tool is based
on a hands-on, active-learning paradigm. Starting with a blank spreadsheet, the
student follows complete user-friendly instructions and builds spreadsheet
models in 30 to 60 minutes. Excel screen shots show what the completed spread-
sheet will look like. Each exercise contains two levels: 1) “How to Build Your
Own Spreadsheet Model,” and 2) “Using the Power of Your Spreadsheet
Model,” which extends the model to an advanced level. Every important quan-
titative model in Finance is covered. Templates for problems at the end of each
chapter are also provided.

* Companion Web site. The Companion Web site includes a free on-line study
guide that provides various self-assessment exercises and immediate feedback
for the student.

CHANGES SINCE THE PRELIMINARY EDITION

In September 1997 Prentice Hall published a preliminary edition of this text with
the intention of getting extensive feedback from teachers of finance and other re-
viewers. To our delight, several universities adopted the preliminary edition, and we
were therefore able to benefit from their experiences with it. Here is what we
learned from these class testers of the preliminary edition and the way we have re-
sponded in this first edition:

* Students liked the emphasis on practical financial decision making, especially
the examples drawn from personal finance. We have therefore reorganized the
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old chapters 4 and 5. The revised chapter 5, Life-Cycle Financial Planning, is
now a self-contained primer in personal financial decision making, using time

. value of money concepts in making saving, borrowing, and investment decisions

over the life cycle.

Readers liked chapter 3 on financial statements, but many thought that it is best
to cover financial forecasting and working capital (the old chapter 19) as part
of the same unit. In the first edition, these two chapters have been combined
into a single revised chapter 3, How to Interpret and Forecast Financial State-
ments. This is a self-contained primer that requires no prior knowledge of
accounting.

In response to faculty reviewer comments, coverage of corporate finance topics
is significantly expanded in the first edition. As already noted, management of
working capital and the construction of pro forma statements for forecasting
have been incorporated into an expanded chapter 3 on financial statements.
Chapter 6, on capital budgeting, now contains a detailed spreadsheet analysis of
an investment project, including the calculation of expected cash flows and sen-
sitivity analysis of NPV. This same project appears in the Spreadsheet Modeling
Exercises Handbook with step-by-step instructions on how to build the model
and to carry out sensitivity analyses using Excel. Chapter 16 now contains the
APV, FTE, and WACC approaches to integrating financing considerations into
the capital budgeting decision. A detailed analysis and illustration compares the
three approaches and demonstrates their mutual consistency. Furthermore,
chapter 16 has added a detailed discussion of how a firm’s financing mix is
chosen in the real world, underscored with several concrete examples.

In general, reviewers found the second half of the preliminary edition to be
more difficult to understand than the first half. We have therefore made the first
edition flow more evenly by simplifying the second half, and reviewers of the re-
vised text have unanimously praised the results of that effort. For example, we
have simplified and streamlined the presentation of options and contingent
claims. Instead of separate chapters on each, there is now a single revised chap-
ter 15, Options and Contingent Claims, and it is full of practical examples of how
options and option-pricing concepts can be applied. We have also combined the
old chapters 11 and parts of 12 into a single chapter 11, Hedging, Insuring, and
Diversifying, to allow more instructors to fit these risk management topics into
the introductory course.

As a result of messages received from several careful readers, we have cor-
rected a number of typographical and numerical errors that crept into the pre-
liminary edition. Nonetheless, despite these efforts, this first edition will aimost
surely contain some errors, and we ask your help in identifying them. We are
committed to correcting all errors as soon as they are discovered. Please notify
the authors directly by email sent to zbodie@bu.edu or rmerton@hbs.edu.
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