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An mvestment in knowledge pays the best interest.
—Benjamin Franklin

he purpose of this book is to provide an introduction to financial decision-

making, and the framework 1n which these decisions are made. The Basics
of Finance 1s an accessible book for those who want to gain a better under-
standing of this field, but lack a strong business background. In this book,
we cover the essential concepts, tools, methods, and strategies in finance
without delving too far ito theory.

In Basics of Finance, we discuss financial instruments and markets, port-
folio management techniques, understanding and analyzing financial state-
ments, and corporate financial strategy, planning, and policy, We explain
concepts 1n various areas of finance without getting too complicated.

We explore, in a basic way, topics such as cash flow analysis, asset valu-
ation, capital budgeting, and derivatives. We also provide a solid foundation
in the field of finance, which you can quickly build upon.

Along the way, we provide sample problems—Try it! problems—so
that you can try out any math that we demonstrate in the chapter. We
also provide end-of-chapter questions—with solutions easily accessible on
our web site—that test your knowledge of the basic terms and concepts
that we discuss 1n the chapter. Solutions to end-of-chapter problems can be
downloaded by visiing www.wiley.com/go/petersonbasics. Please log in to
the web site using this password: Petersonbasics123.

The Bastcs of Finance offers essential guidance on financial markets and
wstitutions, bustness finance, portfolic management, risk management, and
much more. If you’re looking to learn more about finance, this is the place
to start.

We thank Glen Larsen, Professor of Finance at the Kelley School of
Business, Indiana University, for coauthoring with us the section on relative
valuation in Chapter 19.

PAMELA PETERSON DRAKE
FRANK ]J. FABOZZ1
May 2010



Prefacs

CHAPTER 1
What Is Finance?

Capital Markets and Capital Market Theory
Financial Management
Investment Management
Organization of This Book
The Bottom Line
Questions

CHAPTER 2
Fnancial mstruments, Markets, and intermetiaries

The Financial System
The Role of Financial Markets
The Role of Financial Intermediaries
Types of Financial Markets
The Bottom Line
Questions

CHAPTER 3
The Financial System’s Cast of Characters

Domestic Nonfinancial Sectors
Nonfinancial Businesses
Domestic Financial Sectors
Foreign Investors
The Bottom Line
Questions

o~ AN bW -

13
13
17
18
24
33
33

39
42
43
60
60
61



vik CONTENTS

PARL.IMO
Financial Management
CHAPTER 4
Financial Statements 85
Accounting Principles: What Are They? 66
The Basic Financial Statements 67
How Are the Statements Related? 81
Why Bother about the Footnotes? 82
Accounting Flexibility 83
U.S. Accounting vs. Qutside of the U.S. 83
The Bottom Line 84
Solutions to Try It! Problems 85
Questions 86
GHAPTER §
Business Finance
Forms of Business Enterprise 90
The Objective of Financial Management 97
The Bottom Line . 104
Solutions to Try It! Problems 108
Questions 105
CHAPTER 8
Financial Strategy and Financlal Planning 108
Strategy and Value 110
The Budgeting Process 115
Budgeting 119
Performance Evaluation 120
Strategy and Value Creation 124
The Bottom Line 128
Questions 129
CHAPTER 7
Dividend and Dividend Policies - 138
Dividends 134
Stock Distributions 137
Dividend Policies 141
Stock Repurchases 147
The Bottom Line 150
Solutions to Try It! Problems 151

Questions 151



Contents ix

CHAPTER 8
The Corporate Financing Decision 165
Debt vs. Equity 156
Financial Leverage and Risk 164
Financial Distress 168
The Cost of Capital 171
Optimal Capital Structure: Theory and Practice 175
The Bottom Line 180
Solutions to Try It! Problems 182
Questions 183
CHAPTER 8
Financial Risk Management 186
The Definition of Risk 185
Enterprise Risk Management 188
Managing Risks 193
The Bottom Line 197
Questions 198
PABLTHRBEE
Valuation and Analytical Tools
CHAPTER 10
The Math of Finance ‘ 201
Why the Time Value of Money? 201
Calculating the Future Value 203
Calculating a Present Value 213
Determining the Unknown Interest Rate 216
The Time Value of a Series of Cash Flows 217
Annuities 221
Loan Amortization 230
Interest Rates and Yields 232
The Bottom Line 238
Solutions to Try It! Problems 239
Questions 240
CHAPTER 11
Financial Ratio Analysis . 243
Classifying Financial Ratios 244

Liquidity 247



X ’ CONTENTS

Profitability Ratios 253
Activity Ratios 255
Financial Leverage 258
Return on Investment - 262
The DuPont System 263
Common-Size Analysis 266
Using Financial Ratio Analysis 268
The Bottom Line 270
Solutions to Try It! Problems 270
Questions 271
CHAPTER 12 ,
Cash Flew Analysis 275
Difficulties with Measuring Cash Flow 275
Free Cash Flow 283
Usefulness of Cash Flows Analysis 288
Ratio Analysis 290
The Bottom Line 292
Solutions to Try It! Problems 293
Questions 293
CHAPTER 13
Capital Budgeting 295
Investment Decisions and Owners’ Wealth 296
The Capital Budgeting Process 298
Determining Cash Flows from Investments 303
Capital Budgeting Techniques 321
The Bottom Line 344
Solutions to Try It! Problems 344
Questions 345
CHAPTER 14
Derivatives for Controlling Risk 349
Futures and Forward Contracts 350
Options 363
Swaps 376
The Bottom Line 379
Appendix: Black-Scholes Option Pricing Model 380
Solutions to Try It! Problems 383

Questions 385



Contents xi

| vesent anement

GHAPTER 15
investment Management 389
Setting Investment Objectives 391
Establishing an Investment Policy 393
Constructing and Monitoring a Portfolio 400
Measuring and Evaluating Performance 401
The Bottom Line 410
Solutions to Try It! Problems 411
Questions 412
CHAPTER 18
The Theory of Portfolio Selection 419
Some Basic Concepts 416
Estimating a Portfolio’s Expected Return 418
Measuring Portfolio Risk 421
Portfolio Diversification 426
Choosing a Portfolio of Risky Assets 428
Issues in the Theory of Portfolio Selection 434
Behavioral Finance and Portfolic Theory 438
The Bottom Line 441
Solutions to Try It! Problems 442
Questions 443
CHAPTER 17
Asset Pricing Theory 45
Characteristics of an Asset Pricing Model 446
The Capital Asset Pricing Model 447
The Arbitrage Pricing Theory Model 461
Some Principles to Take Away 465
The Bottom Line ' 466
Solutions to Try 1t! Problems 467
Questions 467
GHAPTER 18
The Structure of interest Rates 488
The Base Interest Rate 470
The Term Structure of Interest Rates 476

Term Structure of Interest Rates Theories 484



xi CONTENTS
Swap Rate Yield Curve 486
The Bottom Line 487
Solutions to Try It! problems 488
Questions 489
CHAPTER 19
Valuing Common Stock 491
Discounted Cash Flow Models 491
Relative Valuation Methods 503
The Bottom Line 509
Solutions to Try It! Problems 510
Questions 511
CHAPTER 20
Valuing Bomds 518
Valuing a Bond 514
Conventional Yield Measures 524
Valuing Bonds that Have Embedded Options 532
The Bottom Line 538
Soluttons to Try It! Problems 539
Questions 540
Glossary 543
About the Authors &n
Index 678



What Is Finance?

A truly great business must have an enduring ‘moat’ that protects
excellent returns on invested capital. The dynamics of capitalism
guarantee that competitors will repeatedly assault any business
‘castle’ that is earning high returns. Therefore a formidable barrier
such as a company’s being the low cost producer (GEICO,
Costco) or possessing a powerful world-wide brand (Coca-Cola,
Gillette, American Express) is essential for sustained success.
Business history is filled with ‘Roman Candles,” companies whose
moats proved illusory and were soon crossed.

—Warren Buffett, Letter to Shareholders of Berkshire

Hathaway, February 2008

Fimmce is the application of economic principles to decision-making
that involves the allocation of money under conditions of uncertainty.
In other words, in finance we worry about money and we worry about
the future. Investors allocate their funds among financial assets in or-
der to accomplish their objectives, and businesses and governments raise
funds by issuing claims against themselves and then use those funds for
operations.

Finance provides the framework for making decisions as to how to get
funds and what we should do with them once we have them. It is the financial
systemn that provides the platform by which funds are transferred from those
entities that have funds to those entities that need funds.

The foundations for finance draw from the field of economics and, for
this reason, finance is often referred to as financial economics. For example,
as you saw with the quote by Warren Buffett at the beginning of this chapter,
competition is important in the valuation of a company. The ability to keep
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EXHIBIT 1.1 Finance and Its Relation to Other Fields

competitors at bay is valuable because it ensures that the company can
continue to earn economic profits.’

FINANCE IS . ..

® analytical, using statistical, probability, and mathematics to solve
problems. ‘

® based on economic principles.

® uses accounting information as inputs to decision-making.
® global in perspective.
# the study of how to raise money and invest it productively.

The tools used in financial decision-making, however, draw from many
areas outside of economics: financial accounting, mathematics, probability
theory, statistical theory, and psychology, as we show in Exhibit 1.1.

We can think of the field of finance as comprised of three areas: capital
markets and capital market theory, financial management, and investment

'Economic profits are earnings beyond the cost of capital used to generate those earn-
ings. In other words, economic profits are those in excess of normal profits—thase
returns expected based on the investment’s risk.
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and capital
market theory

Financial
. management

Investment
management

ENHIBIT 1.2 The Three Areas
within the Field of Finance

management, as we illustrate in Exhibit 1.2. And, as this exhibit illustrates,
the three areas are all intertwined, based on a common set of theories and
principles. In the balance of this chapter, we discuss each of these specialty
areas.

GAPITAL MARKETS AND CAPITAL MARKET THEORY

The field of capital markets and capital market theory focuses on the study
of the financial system, the structure of interest rates, and the pricing of risky
assets. The financial system of an economy consists of three components:
(1) financial markets; (2) financial intermediaries; and (3) financial regula-
tors. For this reason, we often refer to this area as financial markets and
institutions.

Several important topics included in this specialty area of finance are
the pricing efficiency of financial markets, the role and investment behavior
of the players in financial markets, the best way to design and regulate
financial markets, the measurement of risk, and the theory of asset pricing.
The pricing efficiency of the financial markets is critical because it deals
with whether investors can “beat the market.” If a market is highly price
efficient, it is extremely difficult for investors to earn returns that are greater
than those expected for the investment’s level of risk—that is, it is difficult
for investors to beat the market. An investor who pursues an investment
strategy that seeks to “beat the market” must believe that the sector of the
financial market to which the strategy is applied is not highly price efficient.
Such a strategy seeking to “beat the market” is called an active strategy.
Financial theory tells us that if a capital market is efficient, the optimal
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strategy is not an active strategy, but rather is a passive strategy that seeks
to match the performance of the market.

In finance, beating the market means outperforming the market by gen-
erating a return on investment beyond what is expected after adjusting for
risk and transaction costs. To be able to quantitatively determine what
is “expected” from an investment after adjusting for risk, it is necessary
to formulate and empirically test theories about how assets are priced or,
equivalently, valuing an asset to determine its fair value.

A cow for her milk

A hen for her eggs,
And a stock, by heck,
For her dividends.

An orchard for fruit,
Bees for their honey,
And stocks, besides,
For their dividends.
—John Burr Williams
“Evaluation of the Rule of Present Worth,”
Theory of Investment Value, 1937

The fundamental principle of valuation is that the value of any financial
asset is the present value of the expected cash flows. Thus, the valuation
of a financial asset involves (1) estimating the expected cash flows; (2) de-
termining the appropriate interest rate or interest rates that should be used
to discount the cash flows; and (3) calculating the present value of the ex-
pected cash flows. For example, in valuing a stock, we often estimate future
dividends and gauge how uncertain are these dividends. We use basic math-
ematics of finance to compute the present value or discounted value of cash
flows. In the process of this calculation of the present value or discounted
value, we must use a suitable interest rate, which we will refer to as a
discount rate. Capital market theory provides theories that guide investors
in selecting the appropriate interest rate or interest rates.

FINANGIAL MANAGEMENT

Financial management, sometimes called business finance or corporate
finance, is the specialty area of finance concerned with financial decision-
making within a business entity. Although financial management is often
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referred to as corporate finance, the principles of financial management
also apply to other forms of business and to government entities. Financial
managers are primarily concerned with investment decisions and financing
decisions within organizations, whether that organization is a sole propri-
etorship, a partnership, a limited liability company, a corporation, or a
governmental entity.

Regarding investment decisions, we are concerned with the use of
funds—the buying, holding, or selling of all types of assets: Should a busi-
ness purchase a new machine? Should a business introduce a new product
line? Sell the old production facility? Acquire another business? Build a
manufacturing plant? Maintain a higher level of inventory? :

Financing decisions are concerned with the procuring of funds that can
be used for long-term investing and financing day-to-day operations. Should
financial managers use profits raised through the company’s revenues or
distribute those profits to the owners? Should financial managers seek money
from outside of the business? A company’s operations and investments can
be financed from outside the business by incurring debt—such as through
bank loans or the sale of bonds—or by selling ownership interests. Because
each method of financing obligates the business in different ways, financing
decisions are extremely important. The financing decision also involves the
dividend decision, which involves how much of a company’s profit should
be retained and how much to distribute to owners.

A company’s financial strategic plan is a framework of achieving its goal
of maximizing owner’s wealth. Implementing the strategic plan requires both
long-term and short-term financial planning that brings together forecasts of
the company’s sales with financing and investment decision-making. Budgets
are employed to manage the information used in this planning; performance
measures are used to evaluate progress toward the strategic goals.

The capital structure of a company is the mixture of debt and equity
that management elects to raise to finance the assets of the company. There
are several economic theories about how the company should be financed
and whether an optimal capital structure (that is, one that maximizes a
company’s value) exists.

Investment decisions made by the financial manager involve the long-
term commitment of a company’s scarce resources in long-term investments.
We refer to these decisions as capital budgeting decisions. These decisions
play a prominent role in determining the success of a business enterprise.
Although there are capital budgeting decisions that are routine and, hence,
do not alter the course or risk of a company, there are also strategic capital
budgeting decisions that either affect a company’s future market position in
its current product lines or permit it to expand into new product lines in the
future.
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A financial manager must also make decisions about a company’s cur-
rent assets. Current assets are those assets that could reasonably be con-
verted into cash within one operating cycle or one year, whichever takes
longer. Current assets include cash, marketable securities, accounts receiv-
able, and inventories, and support the long-term investment decisions of a
company. :

Another critical task in financial management is the risk management
of a company. The process of risk management involves determining which
risks to accept, which to neutralize, and which to transfer. The four key
processes in risk management are risk:

1. Identification
2. Assessment
3. Mitigation
4. Transference

The traditional process of risk management focuses on managing the
risks of only parts of the business {products, departments, or divisions),
ignoring the implications for the value of the company. Today, some form
of enterprise risk management is followed by large corporations, which
is risk management applied to the company as a whole. Enterprise risk
management allows management to align the risk appetite and strategies
across the company, improve the quality of the company’s risk response
decisions, identify the risks across the company, and manage the risks across
the company.

The first step in the risk management process is to acknowledge the
reality of risk. Denial is a common tactic that substitutes deliberate
ignorance for thoughtful planning,

—Charles Tremper

INVESTMENT MANAGEMENT

Investment management is the specialty area within finance dealing with the
management of individual or institutional funds. Other terms commonly
used to describe this area of finance are asset management, portfolio man-
agement, money management, and wealth management. In industry jargon,
an asset manager “runs money.”
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Measuring
Setting Selecting an and evaluating
investment investment investment

objectives

strategy performance

Establishing Selecting
an investment specific assets

policy

EXHIBIT 1.8 Investment Management Activities

Investment management involves five primary activities, as we detail in
Exhibit 1.3. Setting investment objectives starts with a thorough analysis
of what the entity or client wants to accomplish. Given the investment
objectives, the investment manager develops policy guidelines, taking into
consideration any client-imposed investment constraints, legal/regulatory
constraints, and tax restrictions. This task begins with the decision of how
to allocate assets in the portfolio (i.e., how the funds are to be allocated
among the major asset classes). The portfolio is simply the set of invest-
ments that are managed for the benefit of the client or clients. Next, the
investment manager must select a portfolio strategy that is consistent with
the investment objectives and investment policy guidelines.

In general, portfolio strategies are classified as either active or passive.
Selecting the specific financial assets to include in the portfolio, which is
referred to as the portfolio selection problem, is the next step. The theory
of portfolio selection was formulated by Harry Markowitz in 1952.2 This
theory proposes how investors can construct portfolios based on two param-
eters: mean return and standard deviation of returns. The latter parameter
is a measure of risk. An important task is the evaluation of the performance
of the asset manager. This task allows a client to determine answers to ques-
tions such as: How did the asset manager perform after adjusting for the
risks associated with the active strategy employed? And, how did the asset
manager achieve the reported return?

ORGANIZATION OF THIS BOOK

We have organized this book in parts to enable you to see how all
the pieces in finance come together. In Part One, we provide the basic

ZHarry M, Markowitz, “Portfolio Selection,” Journal of Finance 7(1952): 77-91.



