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'PREFACE

In this third edition our primary goal is agaih to provide students with a
thorough foundation in Snance. For many students the introductory
course is the only exposure to finance, and we cover all the material that
we believe is essential to a comprehensive understanding of financial
management. Although the text covers a wide range of topics and issues,
we have treated the material at an introductory level in all cases. Our
method has been to explain the main issues very carefully in_order to pro-
vide the student with an intuitive understanding of finance concepts and
an appreciation of the way those concepts are applied in practice.

The text does not neglect students who will be taking additional
courses in finance. Basic principles, techniques, and institutional aspects
needed for effective analysis of business finance cases are well covered. A
foundation for more advanced theoretical courses is provided in the chap-
ter appendixes and in Chapter 6. Throughout we have tried to ensure that
our approach here is consistent with current theory. Students completing
a course of study using this book should be well prepared for courses in
investments because of our stress on risk and return in the financial mar-
kets and our coverage of the basic characteristics of securities and mar-

ets.

The book is designed for undergraduate one-quarter or one-semester
courses, although it is unlikely that all chapters can be assigned in a single
course. If supplemented by cases and readings, it will be suitable as the
primary text for courses extending two quarters or more. Instructors
using this text for an introductory course for MBA students will find that
Chapter 6 and the appendixes to Chapters 4, 5, 8, 9, and 10 enable them to
approach basic finance on a more advanced level.

We have made a special effort to provide an integrated discussion of
the topics covered. Nevertheless, the book has been designed to offer
great flexibility in choosing the order of presentation of most chapters.
Furthermore, mhny chapters have one or more sections that can be de- XV
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leted without any loss of continuity. Appendixes in several chapters ex-
plore major concepts in greater depth. These are intended as supplements
to the basic coverage in the text and are designed for use by well-prepared
undergraduate and beginning graduate students.

The first six chapters provide an introduction to the book and an intro-
duction to finance in general. In Part 1 we examine the general nature of
financial management, the financial system, taxes, the choice of business
organization, compound-interest calculations, risk, and the principles of
market valuation.

Parts 2 through 4 cover the basic concepts and techniques of financial
management. Part 2 is concerned with long-term decisions involving in-
vestments and financing, including dividend policy. Part 3 explores
techniques of financial analysis, including ratio analysis, funds flow,
break-even analysis, and forecasting. Part 4 deals v/ith the problems of
managing the firm's current assets and current liabilities. The discussion
in Part 4 is unusual in that the firm’s working capita decisions are expli-
citly linked to the discussion of long-term investment and financing deci-
sions in Part 2.

Parts S and 6 provide supplementary material that is often not covered
in an introductory course. Part 5 offers a detailed discussion of the char-
acteristics of the different securities issued by business firms and the pro-
cedures for issuing securities. Part 6 covers special tdpics including merg-
ers and acquisitions, international financial management, and business
bankruptcy.

CHANGES IN THE
THIRD EDITION

This edition reflects several improvements over previous editions. They
include:

1. An increase in clarity and addition of new explanatory material. The
entire text was examined and changes were made to increase clarity of
presentation. Some sections were substantially reduced in size or elim-
inated. New sections were added wherever we felt that they would sig-
nificantly further the student’s understanding of the subject. Major
changes have been made in Chapters 2, 3, 5, 7, 10, 19, and 23.

2. Expanded uise of beta as a measure of risk. We have added an intuitive
description of beta as a risk measure in Chapter 5, showed how a firm’s
stock beta can be used to estimate the stock rate in Chapter 7, and dis-
cussed how financial leverage affects a stock’s beta in Chapter 10. Al-
though the sections on beta relate directly to the chapter topics, these
sections can be deleted entirely without any loss of continuity since the
chapters do not depend on or require the capital asset pricing model or
the beta concept.

3. Added coverage of advanced topics in valuation. Chapter 6 is new and
brings together discussions of the efficient market hypothesis, the term
structure of interest rates, and the capital asset pricing model. Some of
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this material was included in appendixes and in interchapter essays in
the second edition. We have expanded the development of these topics
and have brought them together in a single coherent treatment.

4. Totally revised presentation of risk in capital budgeting. (Chapter 8
in the second edition, Chapter 9 in the new edition). Chapter 9 is a
completely new treatment of this topic that should be much clearer to
students. It incorporates both an application of a multi-period capital
asset pricing model and descriptions of various methods used in prac-
tice.

5. Revised problems. All problems are either new or revised for this edi-
tion.

6. New interchapter essdys. About half the essays are new to this edition
and the remaining ones have been revised.

7. General updating. The text reflects more recent data, laws, and man-
agement practices.

Although this book has been written to offer substantial latitude in select- TEXT
ing which chapters to cover and their order or presentation, we suggest ORGANIZATION :
that certain chapters be taught in a given order. Chapters 4, 5, 7, 8, 10, AND
12, 14, and 15 are prerequisites for certain other chapters. Specifically, SUPPLEM'ENTARY
Chapter 4 should precede Chapter 5, and Chapters 4 and 5 should precede MATERIALS ’
all of Part 2 (Chépters 7 through 11). We recommend that the chapters in
Part 2 be* taught in sequence, However, these chapters can be partially
rearranged to. su.1t the needs of the individual instructor. A complete dis-
cussion of the pbss:blhtles for alternative sequences is included in the In-
structor’s Manual for the text. Many instructors may choose to assign
Chapters 12, 13, and 14—which cover financial statement analysis,
break-even analysis, and forecasting, respectively—early in the course.
This can be done with .. difficulty, although the discussion of financial
leverage in Chapter 13 is most effectively taught if it is presented after
Chapter 10. A sequence that we finid quite workable in one quarter con-
sists of Chapters 1 through S, 7 through 10, 12, 14 through 17, and one or
more of Chapters 18, 19, and 23; other chaptcrs can be intermingled with
these.
Students come to the basic finance course with a wide range of prior
preparation in accounting, mathematics, and economics. We have as-
sumed minimal background in these areas, but we do expect that students
have had at least one quarter of accounting shortly before taking the class.
Able students should be capable of mastering the material almost without
regard to their previous formal course work. We have tried to make the
book as self-contained as possible and, through extensive use of exam-
ples, to make it suitable for self-study.
As an aid to students, many instructors recommend a study gmde when
such is available. The Study Guide written by Thomas E. Stitzel serves as’ L
an excellent review and supplement to this book. It contams %}ddltjonar i xvli '
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- solved problems as well as questions in a programmed learning format.

We believe that many students will find this supplement helpful.

The Instructor’s Manual includes a substantial amount of supplemen-
tary teaching material, as well as recommended course outlines, a test
bank, transparency masters, and answers to text questions and problems.
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PART

THE ENVIRONMENT OF
FINANCIAL DECISIONS

Part 1 consists of six chapters in which we present the general back-
ground for individual and company financial decisions. Chapter 1 is
an introduction to business finance and to this text. Here we discuss
the nature and objectives of financial management. In Chapter 2 we
examine the American financial system: the netwerk of financial insti-
tutions and markets that is an important part of the financial manag-
er’s environment. Chapter 3 covers other aspects of this environment,
the legal form of business organizations, and the tax laws that affect
financial decisions. Whereas the material in the first three chapters is
largely descriptive, in Chapter 4 we develop a fundamental financial
concept, the time value of money. We show here how to solve a vari-
ety of basic financial problems involving time and money. In Chapter
5 we discuss a second fundamental concept, risk, and show how risk
affects the value of financial assets. Chapter 6 explores several advanced
topics which relate to the valuation of assets: the Capital Asset Pricing
Model, the concept of efficient markets, and the term structure of interest
rates. b

The material in Part 1 is important not just to the managers of busi-
ness firms. Most of the topics covered are of equal importance to an
individual concerned with such financial problems as borrowing money
and choosing alternative ways of investing personal savings. The re-
mainder of the text is almost exclusively concerned with problems faced
by financial managers; but these first six chapters cover financial con-
cepts that are useful to everyone.




