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Preface

In this third edition we seek to build on our experiences and the suggestions of
users of the two previous editions. The feedback that we have received from all
sources confirms our original judgment that there is a need for a book like
Financial Theory and Corporate Policy. Therefore, we will continue to emphasize
our original objectives for the book. Primarily, our aim is to provide a bridge to
the more theoretical articles and treatises on finance theory. For doctoral students
the book provides a framework of conceptual knowledge, enabling the students
to understand what the literature on financial theory is trying to do and how it
all fits together. For MBAs it provides an in-depth experience with the subject
of finance. Our aim here is to equip the MBA for his or her future development
as a practicing executive. We seek to prepare the MBA for reading the significant
literature of the past, present, and future. This will help the practicing financial
executive keep up to date with developments in finance theory, particularly as
they affect the financial executive’s own thinking processes in making financial
decisions.

As before, our emphasis is on setting forth clearly and succinctly the most
important concepts in finance theory. We have given particular attention to
testable propositions and to the literature that has developed empirical tests of
important elements of finance theory. In addition, we have emphasized applica-
tions so that the nature and uses of finance theory can be better understood.

A. PURPOSE AND ORGANIZATION

Over the past 30 years a branch of applied microeconomics has been developed
and specialized into what is known as modern finance theory. The historical
demarcation point was roughly 1958, when Markowitz and Tobin were working
on the theory of portfolio selection and Modigliani and Miller were working on
capital structure and valuation. Prior to 1958, finance was largely a descriptive
field of endeavor. Since then major theoretical thrusts have transformed the field
into a positive science. As evidence of the changes that have taken place we need
only look at the types of people who teach in the schools of business. Fifty years
ago the faculty were drawn from the ranks of business and government. They
were respected and experienced statesmen within their fields. Today, finance
faculty are predominantly academicians in the traditional sense of the word. The
majority of them have no business experience except for consulting. Their interest
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and training is in developing theories to explain economic behavior, then testing
them with the tools provided by statistics and econometrics. Anecdotal evidence
and individual business experience have been superseded by the analytic approach
of modern finance theory.

The rapid changes in the field of finance have profound implications for
management education. As usual, the best students (and the best managers)
possess rare intuition, initiative, common sense, strong reading and writing skills,
and the ability to work well with others. But those with the greatest competitive
advantage also have strong technical training in the analytical and quantitative
skills of management. Modern finance theory emphasizes these skills. It is to the
students and faculty who seek to employ them that this textbook is addressed.

The six seminal and internally consistent theories upon which modern finance
is founded are: (1) utility theory, (2) state-preference theory, (3) mean-variance
theory and the capital asset pricing model, (4) arbitrage pricing theory, (5) option
pricing theory, and (6) the Modigliani-Miller theorems. They are discussed in
Chapters 4 through 8 and in Chapter 13. Their common theme is “How do
individuals and society allocate scarce resources through a price system based on
the valuation of risky assets?” Utility theory establishes the basis of rational
decision making in the face of risky alternatives. It focuses on the question “How
do people make choices?” The objects of choice are described by state-preference
theory, mean-variance portfolio theory, arbitrage pricing, and option pricing
theory. When we combine the theory of choice with the objects of choice, we
are able to determine how risky alternatives are valued. When correctly assigned,
asset prices provide useful signals to the economy for the necessary task of resource
allocation. Finally, the Modigliani-Miller theory asks the question *“Does the
method of financing have any effect on the value of assets, particularly the firm?”
The answer to this question has important implications for the firm’s choice of
capital structure (debt-to-equity mix) and dividend policy.

It is important to keep in mind that what counts for a positive science is the
development of theories that yield valid and meaningful predictions about ob-
served phenomena. The critical first test is whether the hypothesis is consistent
with the evidence at hand. Further testing involves deducing new facts capable
of being observed but not previously known, then checking those deduced facts
against additional empirical evidence. As students of finance, we must not only
understand the theory, but also review the empirical evidence to determine which
hypotheses have been validated. Consequently, every effort has been made to
summarize the empirical evidence related to the theory of finance. Chapter 7
discusses empirical evidence on the capital asset pricing model and the arbitrage
pricing theory. Chapter 8 includes studies of how alternative option pricing models
perform. Chapter 9, newly added to this edition, discusses the theory and evidence
on futures markets. Chapter 11 covers evidence on the efficient markets hypoth-
esis. Chapter 14 reviews evidence on capital structure; Chapter 16 on dividend
policy; Chapter 20 on mergers and acquisitions; and Chapter 22 on international
finance.

Finally, in addition to the theory and empirical evidence there is always the
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practical question of how to apply the concepts to difficult and complex real-
world problems. Toward this end, Chapters 2 and 3 are devoted to capital
budgeting, Chapter 14 shows how to estimate the cost of capital for a large,
publicly held corporation, and Chapter 16 determines the value of the same
company. Chapter 18, another change in this edition, emphasizes the theory and
evidence on topics of interest to chief financial officers: pension fund management,
interest rate swaps, and leveraged buyouts. Throughout the text we attempt,
wherever feasible, to give examples of how to apply the theory. Among other
things we show how the reader can estimate his or her own utility function,
calculate portfolio means and variances, set up a cross-hedge to reduce the
variance of equity returns, value a call option, determine the terms of a merger
or acquisition, use international exchange rate relationships.

In sum, we believe that a sound foundation in finance theory requires not
only a complete presentation of the theoretical concepts, but also a review of the
empirical evidence that either supports or refutes the theory as well as enough
examples to allow the practitioner to apply the validated theory.

B. CHANGES IN THE THIRD EDITION

We have tried to move all the central paradigms of finance theory into the first
half of the book. In the second edition this motivated our shifting the option
pricing material into Chapter 8. In this third edition we decided to add a com-
pletely new chapter on futures markets—Chapter 9. It covers traditional material
on pricing both commodity and financial futures, as well as newer issues: why
futures markets exist, why there are price limits in some markets but not others,
and empirical evidence on normal backwardation and contango.

In the materials on portfolio theory we have added a section on how to use
T-bond futures contracts for cross-hedging. In Chapter 7 we have updated the
literature review on the Capital Asset Pricing Model and the Arbitrage Pricing
Model. Chapter 8 contains new evidence on option pricing. The materials on
capital structure (Chapters 13 and 14) and on dividend policy (Chapters 15 and
16) have been completely rewritten to summarize the latest thinking in these
rapidly changing areas of research.

Chapter 18 is completely new. Many topics of importance to chief financial
officers are applications of finance theory. Pension fund management, interest
rate swaps, and leveraged buyouts are the examples developed in this chapter.

Chapters 19 and 20 on mergers and acquisitions, restructuring, and corporate
control represent up-to-date coverage of the burgeoning literature. Similarly,
Chapters 21 and 22 reflect the latest thinking in the field of international financial
management.

We made numerous other minor changes. In general, we sought to reflect all
of the new important literature of finance theory—published articles and treatises
as well as working papers. Our aim was to keep the book as close as possible to
the frontiers of the “state-of-the-art’ in the literature of finance theory.
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C. SUGGESTED USE IN CURRICULUM

At UCLA we use the text as a second course in finance for MBA students and
as the first finance course for doctoral students. We found that requiring all
finance majors to take a theory-of-finance course before proceeding to upper-
level courses eliminated a great deal of redundancy. For example, a portfolio
theory course that uses the theory of finance as a prerequisite does not have to
waste time with the fundamentals. Instead, after a brief review, most of the course
can be devoted to more recent developments and applications.

Because finance theory has developed into a cohesive body of knowledge, it
underlies almost all of what had formerly been thought of as disparate topics.
The theory of finance, as presented in this text, is prerequisite to security analysis,
portfolio theory, money and capital markets, commercial banking, speculative
markets, investment banking, international finance, insurance, case courses in
corporation finance, and quantitative methods of finance. The theory of finance
can be, and is, applied in all of these courses. That is why, at UCLA at least,
we have made it a prerequisite to all the aforementioned course offerings.

The basic building blocks that will lead to the most advantageous use of this
text include algebra and elementary calculus; basic finance skills such as discount-
ing, the use of cash flows, pro-forma income statements and balance sheets;
elementary statistics; and an intermediate-level microeconomics course. Conse-
quently, the book would be applicable as a second semester (or quarter) in
finance. This could occur at the junior or senior undergraduate year, for MBAs
during the end of their first year or beginning of their second year, or as an
introductory course for Ph.D. students.

D. USE OF THE SOLUTIONS MANUAL

The end-of-chapter problems and questions ask the students not only to feed back
what they have just learned, but also to take the concepts and extend them beyond
the material covered directly in the body of the text. Consequently, we hope that
the solutions manual will be employed almost as if it were a supplementary text.
It should not be locked up in the faculty member’s office, as so many instructor’s
manuals are. It is not an instructor’s manual in a narrow sense. Rather, it is a
solutions manual, intended for use by the students. Anyone (without restriction)
can order it from the publisher. We order it, through our bookstore, as a
recommended supplemental reading.

Understanding of the theory is increased by efforts to apply it. Consequently,
most of the end-of-chapter problems are oriented toward applications of the
theory. They require analytical thinking as well as a thorough understanding of
the theory. If the solutions manual is used, as we hope it will be, then students
who learn how to apply their understanding of the theory to the end-of-chapter
problems will at the same time be learning how to apply the theory to real-world
tasks.
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PART I

The Theory of
Finance

ART I OF THIS TEXT covers what has come to be the

accepted theory of financial decision making. Its theme

is an understanding of how individuals and their agents

make choices among alternatives that have uncertain payoffs over multiple time
periods. The theory that explains how and why these decisions are made has many
applications in the various topic areas that traditionally make up the study of finance.
The topics include security analysis, portfolio management, financial accounting, cor-
porate financial policy, public finance, commercial banking, and international finance.
Chapter 1 shows why the existence of financial marketplaces is so important for
economic development. Chapters 2 and 3 describe the appropriate investment criterion
in the simplest of all possible worlds—a world where all outcomes are known with
certainty. For many readers, they will represent a summary and extension of material
covered in traditional texts on corporate finance. Chapter 4 covers utility theory. It
provides a model of how individuals make choices among risky alternatives. An
understanding of individual behavior in the face of uncertainty is fundamental to
understanding how financial markets operate. Chapte: 5 introduces the objects of
investor choice under uncertainty in the most general theoretical framework —state-
preference theory. Chapter 6 describes the objects of choice in a mean-variance partial
equilibrium framework. In a world of uncertainty each combination of assets pro-
vides risky outcomes that are assumed to be described in terms of two parameters:
mean and variance. Once the opportunity set of all possible choices has been described,
we are able to combine Chapter 4, “The Theory of Choice,” with Chapter 6, “Objects

1



2 THE THEORY OF FINANCE

of Choice,” in order to predict exactly what combination of assets an individual will
choose. Chapter 7 extends the study of choice into a market equilibrium framework,
thereby closing the cycle of logic. Chapter 1 shows why capital markets exist and
assumes that all outcomes are known with certainty. Chapter 7 extends the theory
of capital markets to include equilibrium with uncertain outcomes and, even more
important, describes the appropriate concept of risk and shows how it will be priced
in equilibrium, including the very general arbitrage pricing theory. Chapter 8 on the
option pricing model includes a treatment of the equilibrium prices of contingent
claim assets that depend on the outcome of another risky asset. Therefore these
materials provide a framework for decision making under uncertainty that can be
applied by financial managers throughout the economy. Chapter 9 introduces com-
modity and financial futures contracts and how they are priced in equilibrium. Chapter
10, the last chapter in Part I, discusses the concept of efficient capital markets. It
serves as a bridge between theory and reality. Most of the theory assumes that markets
are perfectly frictionless, i.e., free of transactions costs and other “market imper-
fections” that cannot be easily modeled. The questions arise: What assumptions are
needed to have efficient (but not necessarily frictionless) capital markets? How well
does the theory fit reality?

The empirical evidence on these and other questions is left to Part I of the text.
It focuses on applications of financial theory to corporate policy issues such as capital
budgeting, the cost of capital, capital structure, dividend policy, leasing, mergers and
acquisitions, and international finance. For almost every topic, there is material that
covers the implications of theory for policy and the empirical evidence relevant to
the theory, and that provides detailed examples of applications. _



Through the alterations in the income streams provided by loans or
sales, the marginal degrees of impatience for all individuals in the
market are brought into equality with each other and with the market
rate of interest.

[rving Fisher, The Theory of Interest, Macmillan, New York, 1930, 122

Introduction: Capital
Markets, Consumption,
and Investment

A. INTRODUCTION

The objective of this chapter is to study consumption and investment decisions made
by individuals and firms. Logical development is facilitated if we begin with the sim-
plest of all worlds, a one-person/one-good economy. The decision maker, Robinson
Crusoe, must choose between consumption now and consumption in the future. Of
course, the decision not to consume now is the same as investment. Thus Robinson
Crusoe’s decision is simultaneously one of consumption and investment. In order to
decide, he needs two types of information. First, he needs to understand his own sub-
jective trade-offs between consumption now and consumption in the future. This
information is embodied in the utility and indifference curves depicted in Figs. 1.1
through 1.3. Second, he must know the feasible trade-offs between present and future
consumption that are technologically possible. These are given in the investment and
production opportunity sets of Figs. 1.4 and 1.5.

From the analysis of a Robinson Crusoe economy we will find that the optimal
consumption/investment decision establishes a subjective interest rate for Robinson
Crusoe. Shown in Fig. 1.5, it represents his (unique) optimal rate of exchange between
consumption now and in the future. Thus interest rates are an integral part of con-
sumption/investment decisions. One can think of the interest rate as the price of
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