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xxiv

“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 online, 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 
employees of governments and nonprofit institutions also make similar finan-
cial decisions. Since expected future cash inflows and outflows affect current 
financial decisions, many tools used for making business decisions also apply 
to nonbusiness 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 business financial decision making. Financial management is gen-
erally broader and combines financial institutions, investments, and business 
finance, although the emphasis is usually on their application to business deci-
sion 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 foun-
dation 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 

p r e F a c e
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you a working knowledge of the terms, environment, and mechanics of financial 
 decision 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 instruc-
tors 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 text with many short chapters. The 
first edition had 27 chapters. Most chapters were less than 25 pages, and each 
was essentially a self-contained unit. This approach facilitates instructors’ selec-
tion of individual topics to emphasize. For example, the features and pricing of 
bonds can be covered but the application to preferred stock may be excluded. 
Concise chapters also facilitate instruction that covers content and uses the 
problems to illustrate and apply the concepts. An initial class may be devoted to 
specific topics and the subsequent class or classes may be devoted to the prob-
lems. This edition continues that approach, with the exception of the material 
on the time value of money (Chapter 7), risk and its measurement (Chapter 8), 
and analysis of financial statements (Chapter 9). Discounting and compound-
ing, risk and its management, and analysis of financial statements permeate vir-
tually every aspect of finance and are covered in more detail than other topics.

Specific changes to this edition include the updating of exhibits and dele-
tion of material that is dated (e.g., NYSE specialists). Material that has been 
added or revised includes ETFs, ADRs, changes in the Dow Jones Industrial 
Average, tax rates, composite transactions, classes of stock, and the Detroit 
bankruptcy. Several of the explanations and problems have new numbers, 
especially illustrations and problems that use interest rates, since these rates 
continue to be at historic low levels. In several chapters, problems devoted to 
specific topics (e.g., funds placed in or withdrawn from a retirement account) 
have been grouped together. Since several students told me that the self-help 
fill-in-the-blanks and illustrated problems helped them learn and comprehend 
the material, I have created more of these teaching devices, especially in the 
chapters on corporate finance.

possible organizations for a Basic Finance course
The book is divided into five parts: financial institutions, financial tools, 
 investments, corporate finance, and derivatives. One advantage of short chap-
ters is their adaptability to several approaches. If the course is meant to survey 
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the field of finance, the instructor may select chapters throughout the text and 
place less emphasis on numerical problems. An alternative strategy is to ap-
proach finance through investments. Many students have an inherent interest 
in investments, especially since they can easily have their own online broker-
age 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 learn-
ing. Anecdotal evidence suggests varying degrees of success. Definitions are 
placed in boldface in the margins. Over the years, several students have com-
mented 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 presen-
tation is generic. It lists the known variables and their values, and identifies 
the unknown. The solution for the unknown is given separately.

In previous editions every chapter began with learning objectives. One 
day I walked into class and casually asked, “Who reads the learning objec-
tives 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 help students review the 
material.

Where appropriate, the chapters have numerical problems with which to 
review the material. These problems primarily replicate the text illustrations 
or present straightforward variations on the text examples. Selected answers 
are provided in Appendix F.

Many chapters have “Additional Problems with Answers.” These problems 
are similar to the other problems and illustrations in the chapters. However, 
unlike the selected answers to the chapters’ problems provided in Appendix  
F, the “Additional Problems with Answers” provide the steps necessary to 
 determine the solution. The expectation is that the individual student will 
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work through each problem and then consult the answers. Such an approach 
should increase the student’s ability to work through and solve the problems.

Another pedagogical feature is “Relationships.” Relationships play 
an  important role in finance. Changing one variable or factor often causes 
something else to change. For example, lower interest rates increase bond 
prices. Many of the chapters have a self-test in which the student is asked to 
 determine how a change in one thing affects something else. There are three 
 possible answers: increases, decreases, or does not affect (no change). Real-
izing that there may be no effect can be just as important as perceiving the 
direction of change! The answers to these fill-in-the blank relationships are 
provided at the end of the assignment.
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Princes come and princes go.” This quote from the musical Kismet is 

 exceptionally apropos of finance. Yesterday’s success may be today’s 

 failure. Bear Stearns, WorldCom, and Enron were major success stories, 

but thanks to questionable accounting and even illegal acts, they reported 

huge losses and filed for bankruptcy. Today, eBay and Google are major success 

stories. Will they experience the same fate as WorldCom and Enron?

Finance studies money and its management. Like economics, it explores 

the allocation of resources. The process of resource allocation occurs over time. 

Firms invest in inventory, plant, and equipment, but the returns are earned in 

the future. An investor constructs a portfolio of assets, but the return is earned 

in the future. A commercial bank grants a loan in anticipation of earning inter-

est and having the principal repaid. In each case the financial decision is made 

in the present but the return is in the future.

Because the future is unknown, finance studies the allocation of  resources 

in a world of uncertainty. Of course, future events are anticipated, but they 

are not certain. Not every possible outcome that may affect returns can be 

anticipated. Unexpected events infuse financial decisions with uncertainty and 

the potential risk of loss. Investors, portfolio managers, and corporate financial 

managers may take actions to help manage risk, but risk still exists and is a 

 major component in the study of finance.

An Introduction to  
Basic Finance

c h a p t e r 

1

“
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2 chApter 1 An Introduction to Basic Finance

1.1 the Divisions of Finance
Finance as a discipline is generally divided into three areas: financial institu-
tions, investments, and business finance. The divisions are somewhat arbitrary, 
and they certainly overlap. Investment decisions and corporate financing deci-
sions are made within the current financial environment and its institutions. 
And business finance is not independent of investments. For a firm to be able 
to issue and sell new securities, there must be individuals who are willing to 
invest in and buy the new securities.

The study of financial institutions, as the name implies, is concerned with 
the institutional aspects of the discipline, which encompass the creation of fi-
nancial assets, the markets for trading securities (for example, the New York 
Stock Exchange), and the regulation of financial markets. Financial assets are 
created through investment bankers and financial intermediaries, such as com-
mercial banks, savings and loan associations, and life insurance companies. 
Each of these financial firms transfers the savings of individuals to firms needing 
funds, and this transfer produces financial assets. Once these financial assets are 
created, many may subsequently be bought and sold in the secondary markets. 
These securities markets transfer billions of dollars of financial assets among 
investors ranging from individuals with small amounts to invest to large mutual 
funds and trust departments in commercial banks and insurance companies.

The study of investments is primarily concerned with the analysis of in-
dividual assets and the construction of well-diversified portfolios. It encom-
passes financial planning, specifying the investor’s financial goals, analyzing 
various securities that the individual may acquire, and constructing diversified 
portfolios. Of course, investment decisions are not made in a vacuum, and the 
financial environment plays a role in the investment decision process. Cer-
tainly taxation, the monetary policy of the Federal Reserve, and the flow of 
information that publicly held firms are required to provide stockholders can 
and do affect the decision to buy or sell specific assets.

The study of corporate or business finance emphasizes the role of the fi-
nancial manager. The financial manager must make certain that the firm can 
meet its obligations as they come due, determine which are the best sources 
of financing for the firm, and allocate the firm’s resources among compet-
ing investment alternatives. The financial manager has a large and demanding 
job; in a large corporation, this job is performed by a staff that reports to the 
chief financial officer (CFO). Of course, the management of a small business 
must also make many of the same decisions, but these individuals have fewer 
resources to devote to financial management.

Financial managers and investors make similar decisions, although on a 
different scale. While the individual may have a few thousand dollars to in-
vest, the corporate treasurer may have millions to allocate among competing 
assets. The financial manager may also make more decisions involving real 
assets (plant and equipment) than the individual investor, who is primarily 
concerned with financial assets. Both, however, are affected by the financial 
environment. The Federal Reserve’s monetary policy, the federal government’s 
fiscal policy, the legal requirements for the dissemination of information, and 
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 chApter 1 An Introduction to Basic Finance  3

fiduciary responsibilities to creditors and stockholders affect financial decision 
making. Neither the firm’s financial manager nor the individual investor can 
ignore the potential impact of the financial and legal environment.

While individual investors may work alone for their personal benefit, a 
firm’s financial manager must work within the framework of the business. 
Marketing and managing decisions can have important implications for the 
firm’s financial well-being. Virtually every business decision has a financial im-
plication, and financial resources are often a major constraint on the firm’s 
nonfinancial personnel. It is certainly desirable for individuals in marketing, 
human resources, information systems, and planning to understand the basic 
concepts of finance and the role of the financial manager. Such understanding 
may lead to better communication, the creation of better data for decision 
making, and better integration of the various components of the business.

1.2 Key Financial concepts
Several crucial concepts appear throughout this text. The first is the sources 
of funds used by a firm. Firms can acquire assets only if someone puts up the 
funds. For every dollar the firm invests, someone must invest that dollar in the 
firm. The second concept centers around risk and return. Individuals and firms 
make investments to earn a return, but that return is not certain. All invest-
ments involve risk. The third concept is financial leverage, which is an impor-
tant source of risk. The last concept is valuation, or what an asset is worth. 
Because the return earned by an investment occurs in the future, the antici-
pated cash flow to be generated by the asset must be expressed in the pres-
ent. That is, the asset must be valued in today’s dollars in order to determine 
whether to make the investment. Because the goal of financial management is 
often specified as the maximization of the value of the firm, the valuation of 
assets is probably the most crucial individual concept covered in this text.

1.2a Sources of Finance
Finance is concerned with the management of assets, especially financial assets, 
and the sources of finance used to acquire the assets. These sources and the as-
sets that a firm owns are often summarized in a financial statement called a 
balance sheet. (Notice that important terms are in boldface and the definitions 
appear in the margin to facilitate learning. The terms and their definitions that 
appear in this chapter illustrate the presentation. Each reappears in its proper 
place in the text.) A balance sheet enumerates at a moment in time what an 
economic unit, such as a firm, owns, its assets; what it owes, its liabilities; and 
the owners’ contributions to the firm, the equity.

Other economic units, such as a household or a government, may also 
have a balance sheet that lists what is owned (assets) and what is owed (liabili-
ties). However, since there are no owners, the equity section may be given a 
different name. For example, the difference between the assets and the liabili-
ties might be referred to as the individual’s “net worth,” or estate.

Balance sheet

Financial statement that 
enumerates (as of a 
point in time) what an 
economic unit owns and 
owes and its net worth

assets

Items or property owned 
by a firm, household, or 
government and valued 
in monetary terms

Liabilities

What an economic 
unit owes expressed in 
monetary terms

equity

Owners’ investment in a 
firm; a firm’s book value 
or net worth
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Although the construction of financial statements is explained more fully 
in Chapter 9, the following balance sheet provides an introduction.

corporation X Balance Sheet as of December 31, 20XX

assets Liabilities and equity

Total assets $100 Liabilities $ 40

Equity   60

$100 $100

Corporation X has $100 in assets. It could not have acquired the assets 
unless someone (or some other firm such as a bank) put up the funds. In this 
example, creditors have put up $40 (the liabilities). The word credit is derived 
from the Latin word credo, which means “I believe,” so the creditors believe 
that the borrower will pay the interest and repay the principal at some future 
date. The equity ($60) represents the funds invested by the owners (stockhold-
ers), who also have a claim on the corporation. The nature of the owners’ 
claim, however, is different because the corporation does not owe them any-
thing. Instead, the owners receive the benefits and bear the risks associated 
with controlling the corporation.

Both the creditors who have lent funds and the individuals who own the 
corporation are investors. Both groups are sources of the capital that will 
subsequently be invested in the corporation’s assets. It is important to realize 
that creditors as well as owners are investors; the difference lies in the nature 
of their respective claims. The creditors have a legal claim that the borrower 
must meet; the owners do not have such a claim. The creditors and the owners, 
however, are both willing to make their respective investments in anticipation 
of earning a return, and both bear the risk associated with their investments.

A large part of this text is devoted to the sources of finance and their sub-
sequent investment by the firm’s financial managers. For example, Chapters 
22 and 25 are devoted to the management of current and long-term assets, 
while Chapters 10, 12, 14, and 26 consider various sources of finance. It is 
important to understand the interdependence between the firm that uses the 
funds and the investors who supply the funds. Bonds, for example, are a major 
source of long-term funds for many corporations, but it should be remem-
bered that investors buy the bonds that a corporation (or government) issues. 
The sale of the bonds is a source of finance to the corporation, while the pur-
chase of the bonds is a use of investors’ funds. The basic features of the bonds, 
however, are the same for both the issuer and the buyer.

1.2b risk and return
All investments are made because the individual or management anticipates 
earning a return. Without the expectation of a return, an asset would not be 
acquired. While assets may generate this return in different ways, the sources 
of return are the income generated and/or price appreciation. For example, 

return

What is earned on an 
investment; the sum 
of income and capital 
gains generated by an 
investment
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you may buy stock in anticipation of dividend income and/or capital gains 
(price appreciation). Another investor may place funds in a savings account 
because he or she expects to earn interest income. The financial manager of a 
firm may invest in equipment in anticipation that the equipment will generate 
cash flow and profits. A real estate investor may acquire land to develop it and 
sell the properties at an anticipated higher price. And the financial manager of 
a nonprofit institution may acquire short-term securities issued by the federal 
government in anticipation of the interest earned.

In each case, the investment is made in anticipation of a return in the fu-
ture. However, the expected return may not be attained. That is the element 
of risk. risk is the uncertainty that an expected return may not be achieved. 
All investments involve some element of risk. Even the funds deposited in a 
federally insured savings account are at risk if the rate of inflation exceeds 
the interest rate earned. In that case, the investor sustains a loss of purchasing 
power. The individual certainly would not have made that investment if such a 
loss had been anticipated; instead, an alternative course of action would have 
been selected.

Because financial decisions are made in the present but the results occur in 
the future, risk permeates financial decision making. The future is not certain; 
it is only expected. However, possible sources of risk can be identified, and, 
to some extent, risk can be managed. One way to manage risk is to construct 
a portfolio consisting of a variety of assets. When the portfolio is diversified, 
events that reduce the return on a particular asset may increase the return on 
another. For example, higher oil prices may benefit oil drilling operations but 
may hurt users of petroleum products. By combining both in the portfolio, the 
investor reduces the risk associated with investing in either the oil producer or 
the oil consumer.

Because risk is an integral part of financial decision making, it appears 
throughout this text. All investors and financial managers want to earn a re-
turn that is commensurate with the amount of risk taken. An investor may be 
able to achieve a modest return and bear virtually no risk. A federally insured 
savings account with a commercial bank that pays 2.5 percent is virtually risk 
free and will be referred to in subsequent chapters as risk-free investment. But 
to earn a higher return, the individual investor or the firm’s management will 
have to accept additional risk.

1.2c Financial Leverage
One major source of risk that permeates financial decision making is the 
choice between equity and debt financing. You may acquire an asset by us-
ing your own funds or by borrowing them. The same choices are available to 
firms and governments. A corporation may retain earnings or sell new stock 
and use the funds to acquire assets. Or the firm may borrow the money. Gov-
ernments use tax revenues and receipts to buy assets and provide services, 
but governments also may borrow funds. In each case, the borrower is using 
 financial leverage. Financial leverage occurs when you borrow funds in return 
for agreeing to pay fixed payments such as interest and repay the principal 

risk

Possibility of loss; the 
uncertainty that the 
 anticipated return will 
not be achieved

Financial leverage

Use of borrowed funds 
in return for agreeing to 
pay a fixed return; use of 
debt financing
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after a period of time. If you can earn a higher return than you have agreed to 
pay, the difference accrues to you, the borrower, and magnifies the return on 
your investment. Notice, however, that if you earn a lower return, you have to 
make up the difference, which magnifies your loss. You cannot have it both 
ways. To increase the potential return, you also increase the potential loss. 
This trade-off between magnifying returns versus magnifying potential losses 
occurs frequently in the chapters that follow.

1.2d Valuation
Assets are acquired in the present, but their returns accrue in the future. No 
individual or firm would purchase an asset unless there was an expected re-
turn to compensate for the risk. Since the return is earned in the uncertain 
future, there has to be a way to express the future in terms of the present. The 
process of determining what an asset is currently worth is called valuation. An 
asset’s value is the present value of the future benefits. For example, the cur-
rent value of a federal government bond is the sum of the present value of the 
expected interest payments and the expected repayment of the principal. The 
current value of equipment is the present value of the expected cash flows it 
will generate.

The determination of present value is one of the most important topics 
developed in this text. It requires estimates of future cash flows and measure-
ments of what the funds invested in the asset could earn in alternative, com-
petitive investments. The mechanics of determining present value (as well as 
determining future value) are covered in Chapter 7. Understanding this mate-
rial is crucial to understanding much of the material covered in this text.

A firm is a combination of many assets and, therefore, its value must be 
related to the value of the assets it owns. The value of these assets, in turn, de-
pends on the returns they will generate in the future. In finance, the goal of the 
financial manager is to maximize the value of the firm. Schering-Plough even 
titled one of its annual reports “Maximizing Shareholder Value.” All financial 
decisions are judged by their impact on the value of the firm. Did the decision 
increase or reduce the present value of the firm?

This value may be readily measured if the firm has shares of ownership 
(stock) held by the general public. The market price of the stock is indicative 
of the value of the company. Because the value of the firm is the sum of the 
value of its shares, the market value of a share of stock times the number of 
shares gives the value of the company. For example, as of 2013, Capital One 
Financial had 584,000,000 shares outstanding. At a price of $68 a share, that 
made the value of the firm’s equity $39,712,000,000.

Although security prices are subject to fluctuations, firms that have con-
sistently grown and prospered have seen the price of the stock, and hence the 
value of the company, increase. In 1996, the value of Capital One Financial 
was $2,319,600,000; the value of Capital One thus rose $37 billion from 
1996 to 2013. This suggests that management made decisions that increased 
the value of the company. Over time, the price of a company’s stock is indica-
tive of management performance.

Valuation

Process of determining 
what an asset is currently 
worth
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Smaller firms or firms whose stock is not owned by the general public—
by far the largest number of firms in existence—do not have market prices 
for their stock. Hence, owners and managers may not be able to ascertain the 
value of the firm. In these cases, the value is determined only when the firm is 
liquidated or sold (at that time, the value of the firm is the liquidation value 
or sale price). Since such liquidation or sale generally occurs only once, the 
owners and managers do not know the true value of the firm. They may use 
the value of the firm’s equity as shown on the accounting statements as some 
indication of the firm’s worth, but management cannot be certain of the firm’s 
true value.

1.3 assumptions
Financial analysis is built on assumptions. Consider the following  illustration. 
Every year you contribute $1,000 to your retirement account. If you earn 4 per-
cent annually, how much will be in the account after ten years? The  answer to 
the question depends on the following assumptions. (1) You make the $1,000 
contribution each year, not more and not less; (2) you make the contributions 
for ten years; and (3) you earn 4 percent every year for the ten years. There is 
also another assumption that is not stated but must be made in order to answer 
the question. Are the $1,000 contributions made at the beginning of the year 
or at the end of each year? If you assume they are made at the beginning of the 
year, you collect interest for ten years. If you make the payments at the end of 
each year, you collect interest for only nine years.  Obviously the final amount 
will depend on the timing of the contributions.

Throughout this text, assumptions have to be made to illustrate the con-
cepts. In some cases, the wording implies an assumption. For example, inves-
tors anticipate or expect a return of XX percent. In other cases historical data 
or current data are assumed to apply in the future. For example, annual his-
torical stock returns were YY percent. The analysis then assumes the historical 
return will apply to future returns. Obviously the results will depend on the 
validity of the assumption. The results of financial models and applications of 
financial theory can be only as good as the accuracy of the assumptions used 
to complete the analysis.

1.4 Finance and Other Business Disciplines
Although finance is a separate academic discipline, its roots are in accounting 
and economics. Several years ago, the first finance courses tended to empha-
size the analysis of financial statements and legal topics, such as the order 
of legal claims. Although this emphasis has diminished, accounting principles 
and financial statements continue to be a major source of information, and 
the analysis of financial statements is an integral component in the value ap-
proach to the selection of securities.
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With the development of theories of portfolio behavior and asset valu-
ation, economics began to play a more important role in finance. Theories 
based on economic principles encompassing corporate financial structure, the 
importance (or unimportance) of dividends, and option valuation became the 
backbone of finance and, in many cases, supplanted accounting’s role. The de-
velopment of empirical tools further augmented financial analysis, as statistics 
became a means to verify economic theory as it applies to finance. The ability 
to test economic and financial hypotheses further enriched the field of finance.

Although finance uses economic theory and accounting principles and fi-
nancial statements, it has developed its own body of material. Finance courses, 
however, are generally offered as part of a program in business. Other academic 
disciplines within business may include information systems, human resource 
management, and marketing as well as accounting and economics. Finance, 
however, differs from these areas in one exceedingly important way. It can be 
studied from two perspectives: that of the users or that of the suppliers of funds.

This ability to approach finance from more than one perspective is impor-
tant. Consider human resource management or marketing. In both of these 
disciplines (and in accounting or information systems or strategic planning), 
the emphasis is on the business. The individual area may have many subdi-
visions, but the emphasis is how each division fits into the business and its 
 operations. The emphasis is not from an individual’s perspective.

Finance may also be studied from a business perspective, which is exactly 
what occurs in corporate finance or financial management courses. Finance, 
however, may be studied from the investor’s perspective. While corporate 
 finance emphasizes raising funds and their subsequent allocation, investments 
emphasizes the construction of diversified portfolios and the allocation of 
wealth among competing securities. Of course, these two perspectives are of-
ten opposite sides of the same coin. The firm issues securities (for example, 
bonds or stock) to raise funds. Investors buy these securities to earn a return 
and diversify their portfolios. In either case, it is the same security.

The tools of analysis used in corporate finance and investments are also 
the same. A firm’s financial statements are employed by both management and 
investors to analyze the firm’s financial condition. Methods used to value and 
evaluate an investment in plant and equipment are conceptually the same as 
those used to value stocks and bonds. The calculations of returns on invest-
ments in stocks and bonds are the same as the calculations used to determine 
the returns on investments in plant, equipment, and other real (tangible) as-
sets. The tax and legal environments and the financial institutions in which 
securities are initially sold and subsequently traded apply both to businesses 
and to individuals.

Although finance can have more than one perspective, the material as 
presented in an introductory finance course often emphasizes one side. Many 
traditional introductory finance courses stress corporate finance or financial 
management with a corporate emphasis. This approach makes the course 
more consistent with other classes taught in a business program. It also fa-
cilitates tying together marketing, human resource management, information 
management, and the various other areas of a business education.
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1.5 plan of the text
This text is a basic introduction to the three areas of finance: financial insti-
tutions, investments, and business finance. Part 1 is devoted to financial in-
stitutions and the process by which savings are transferred into investments. 
Chapter 1 introduces this process and Chapter 2 covers financial markets and 
intermediaries. Chapter 3 considers the direct transfer, that is, the creation and 
initial sale of securities to the general public through investment bankers. The 
next chapter (Chapter 4) covers the subsequent trading in stocks and bonds in 
the securities markets. Chapters 5 and 6 add the impact of the Federal Reserve 
on the money supply and credit markets (Chapter 5), and international flows 
of funds (Chapter 6).

Part 2 is devoted to three important tools used in investment decision 
making and corporate finance. Most financial decisions involve time. An in-
vestment is made in the present but the return is earned in the future. Stan-
dardizing for time is achieved by expressing the present in terms of the future 
or the future in terms of the present. Every student using this text needs to 
read carefully and understand the material in Chapter 7, “The Time Value of 
Money.” If you do not comprehend the time value of money, much of the re-
maining text will have little meaning.

All investments involve risk. Chapter 8 examines the sources of risk, the 
measurement of risk, and the importance of diversification. As with the time 
value of money, the measurement of risk and risk management are difficult 
topics. While Chapter 8 is primarily descriptive, it does cover statistical mea-
sures of risk. Even if your background in statistics is weak, simple illustrations 
are provided so that you should be able to grasp the concepts. The last chapter 
in Part 2 covers the analysis of financial statements. Chapter 9 is a long chap-
ter because it reviews financial statements and then illustrates the calculation 
of various ratios used to analyze financial statements. If you already know the 
analysis of financial statements, you may move forward to Part 3, which is 
devoted to specific financial assets.

Chapters 10 and 11 cover common stock. The first is descriptive and the 
second applies valuation techniques. This order is repeated in Chapters 12 and 
13, which are devoted to bonds and their valuation. Chapters 14 and 15 ex-
plain preferred stock and convertible bonds, which are hybrid securities that 
include features of equity and debt. Chapter 16 illustrates the calculation of 
returns and provides historical returns that have been earned on various secu-
rities. After completing Chapters 10 through 16, you may decide to delegate 
investment decisions to someone else. Chapter 17 covers the variety of invest-
ment companies that relieve you of having to select specific securities. How-
ever, it remains your responsibility to select specific investment companies.

Part 4 is devoted to business finance with emphasis on corporate finance. 
Chapter 18 reviews the forms of business and corporate taxation, and Chap-
ter 19 describes two simple techniques used to make investment decisions: 
break-even analysis and the payback period. Chapter 20 explains leverage 
as it applies to business: the leverage associated with the nature of the firm’s 
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