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In designing a textbook, we have tried to answer the basic question: What do we want students to
learn? In this respect, we are very much aware that the target audience for this textbook is made up
of bright students who seek careers in business management predominantly in Canada. This has
dictated both what we have covered in the textbook and how we have tried to cover it.

A finance textbook designed for business students of necessity means that it should take a man-
agerial focus. In this respect, it is important to note that finance is built on three “legs”: accounting,
law, and economics.

Accounting is the language of business, and financial analysts must be able to understand a
firm’s financial statements. This is a prerequisite to understanding anything in finance. In fact, for
most non-financial companies, the terms “finance” and “accounting” are interchangeable. This is
reflected in chapters 3 and 4 of the textbook, where we review the basic features of financial state-
ments and financial analysis. We do this by studying a real Canadian company, Canadian Pacific
Railway Limited (CP), and using its financial statements throughout the textbook both to illustrate
and develop basic financial concepts. We chose the financial statements of CP because its state-
ments are relatively uncomplicated and easy for beginning students to understand.

However, if you go back 50 years, you will discover that introductory finance textbooks were
heavily based on corporate and securities laws. This is because financial securities are contracts
and the terms of these contracts are partly determined by statute, while the ability to sell them to the
general public and trade them in a market is determined by securities laws. Understanding the
basics of the legal system is critical for understanding how finance works in practice. Here it is
important to understand that there are differences between the United States and Canada that flow
from differences in their legal systems. Coercive tender offers, for example, occur in the United
States but not in Canada, while bought deal underwritings are common in Canada, but not in the
United States.

Behind most corporate and securities law, there has been an action that has enriched one per-
son at someone else’s expense. While economists politely refer to these actions as “wealth trans-
fers,” more commonly they are referred to as “fraud.” The legal system is simply the entrenchment
of society’s ethical or value system. For this reason, the text includes a series of ethical issues for
analysis and discussion. If accounting provides the data, and the legal system provides the con-
straints on what can be done, economics provides most of the principles on how to get things done.
Understanding the workings of the economy—where we are in the business cycle, industry market
structure, and the response of competitors—is all critical to understanding how financial markets
behave and how firms manage their finances. However, this is not a financial economics textbook.
We are not proving the existence of equilibrium, but rather we are providing a framework to solve
real problems. In this, we develop and use relevant accounting, legal, and economic skills that are
used to solve financial problems faced by Canadians every day.

NEW TO THIS EDITION

In the fourth edition of Introduction to Corporate Finance we welcome a new author. The addition
of a new author brings a new and fresh perspective and further enhances this already great
Canadian-developed text. Introduction to Corporate Finance, Fourth Edition, has been fully revised
and updated to present the most current and relevant data and coverage of topics in the world of
finance. As well, the fourth edition has been revised to be even more user friendly and engaging.
Content has been restructured with additional subheadings in some chapters and the merger of
some sections in others—all with the goal of further aiding comprehension and retention.

We continue to discuss the aftermath of the financial market “crash” of 2008-9, as it is still upper-
most in the minds of investors and regulators. This is reflected, for example, in the continuing
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weakness in Europe and Japan and the weakness in commodity prices that has affected
Western Canada and the value of the Canadian dollar. These events have also caused both
academics and professionals to re-evaluate many strongly held beliefs about the efficiency of
financial markets, the functioning of the banking system, and the role of regulation. Canada
was spared the enormous damage suffered in the United States, Europe, and the UK—a testa-
ment to the fundamental strength of the Canadian economy and financial system—but there
are still lessons to be learned.

We have expanded our discussion of behavioural (neo-Keynesian) finance in our discus-
sion of market efficiency, as academics and professionals continue to question the central
ideas of market efficiency. In an effort to streamline this edition, we have reduced the number
of Finance in the News features and added more recent ones to reflect current thinking in the
field of finance and to help students put the material and topics being discussed into context.
Also new to this edition is our series of “Corner Suite” videos featuring interviews with leading
professionals and experts in the field of finance. We believe it is important to put the text-
book’s content into context of what is done in practice in the real world of finance, and these
videos help students to do just that. As well, we have created a series of “Office Hour” videos
that walk students step-by-step through the solution of selected problems. Both the “Corner
Suite” and “Office Hour” videos are available in WileyPLUS with ORION. We have also added
case problems in selected chapters, which are intended to test students’ understanding of
multiple concepts in a chapter.

ORGANIZATION OF THE TEXTBOOK

There are underlying financial principles that every student of finance needs to know. This
text develops these principles first, and then applies them to business finance. However, some
instructors may prefer to cover the material in a different manner. To add flexibility, we have
designed the material into “parts” Parts 1 and 2 are traditional. We start with an overview of
the financial system and business finance, before reviewing basic financial statements and
financial analysis. In parts 3 to 5, we deviate from the traditional structure by developing a
general understanding of discounted cash flow models, modern portfolio theory, and options
and futures. In our view, this is necessary to avoid undue duplication when discussing capital
budgeting, corporate financing, and cost of capital. In particular, a general introduction to
options and futures is useful for discussing real options in capital budgeting, as well as hybrid
securities in corporate financing.

In Part 6, we then apply these ideas to the acquisition of long-lived assets (capital budget-
ing), in Part 7 to corporate financing, in Part 8 to financial policy, and in Part 9 to working capi-
tal management. Furthermore, topics relating to international issues and ethics are integrated
throughout the text. In this way, none of the topics are “add ons,” pushed to the end of the
textbook, to be rarely covered.

For those instructors who prefer a more traditional structure, the textbook is flexible
enough that Part 6 on capital budgeting may easily be moved forward to follow Part 3 and the
discussion of discounted cash flow models. The discussion of modern portfolio theory and
Part 4 may then be developed in conjunction with risk analysis in capital budgeting. However,
the disadvantage of this structure would be that Part 5, on futures and options, would be rel-
egated to a special topic when in reality it is too important to be left to the end of the course.

ORIENTATION

Many textbooks used in Canada are U.S. textbooks adapted for a Canadian market. In contrast,
this text has been written from the ground up based on Canadian content and applications
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(such as the examples using Canadian Pacific Railway Limited, our featured company). Issues
such as the day count, how to quote interest rates, takeover rules, and securities law continue
to be different between Canada and the United States. Canadians working for Canadian firms
are expected to know what happens in Canada, as well as what happens in the United States.

However, Canadian content includes more than just describing different rules; it must also
relate to current practice. We include news articles in the Finance in the News features to bring
to life the finance issues and topics covered in the textbook. Relating basic issues to Canadian
examples makes the material more relevant to students. For example, it is more relevant to
understand the specific issues facing Canadian pension plans and investors, than those faced
by U.S. or international investors, even though many of the general issues are the same.

On the other hand, in today’s global business environment, what happens around the
world impacts Canadians. Therefore, it is important to consider how global factors influence
the Canadian environment, and hence the decisions made by Canadian managers and inves-
tors. In fact, global influences are so great in Canada that all Canadian financial managers
have to be aware of these issues. We address this by integrating international issues on a topic-
by-topic basis, as they arise, rather than in a separate chapter where they are just “lumped
together” In this way, awareness of international issues develops naturally.

Finally, finance is a how-to subject. Students learn how to do things in a finance course; for
example, how to evaluate securities, how to manage short-term cash, how to evaluate a plant
expansion, and how to build a portfolio. In helping students develop these skills, this textbook
has an extensive set of examples and problems worked out to show how to solve these prob-
lems using a financial calculator. Great care has been taken in an effort to specify calculator
keystrokes that solve the textbook's examples in a simple, straightforward manner. This
approach is particularly important in the foundational Part 3, which deals with discounted
cash flow valuation. This section develops the basics in a cumulative manner, thus permitting
the analysis of complex financial securities, while building students’ confidence in their ability
to solve real problems.

We believe that this textbook will stimulate students to understand finance, as well as to
apply it. We believe that after working through this textbook, students will be able to solve
basic financial problems, have the basic skills necessary to do more advanced work in finance,
and go on to add value to the firms for whom they will eventually work. We hope this textbook
will lead students to greater understanding of finance and that they will then share our enthu-
siasm for finance. These are our reasons for writing this textbook. We know that these are high
standards for a finance textbook; if you feel we have not met these objectives, we welcome
your feedback.

PEDAGOGICAL FEATURES

Learning Objectives: These are listed at the start of each chapter and then integrated through-
out the chapter to reinforce key concepts and help guide students’ learning.

Running Glossary: Key terms are highlighted throughout each chapter and defined in the text
margin.
Concept Review Questions: At the end of each major section, questions are provided to help

students check their understanding before moving on.

Examples: All examples in the text are numbered and labelled for easy reference, and include
fully worked-out solutions. Keystrokes for the TI BA II Plus financial calculator are included
for each relevant example.

Chapter Summary: Each chapter concludes with a summary of the key concepts covered in
that chapter, as well as a summary of the learning objectives.

vii
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Equations Summary: Equations are numbered, titled, and listed with page references at the
end of each chapter.

Questions and Practice Problems: These are provided at the end of each chapter and allow
students to practise and enhance their understanding and learning. Questions and practice
problems are identified according to the relevant chapter learning objective and practice
problems are organized by level of difficulty.

WileyPLUS with ORION

WileyPLUS is an innovative, research-based on-line environment for effective teaching and
learning. WileyPLUS builds students’ confidence because it takes the guesswork out of study-
ing by providing students with a clear roadmap: what to do, how to do it, and if they did it right.
Students will take more initiative so you'll have a greater impact on their achievement in the
classroom and beyond.

Among its many features, this on-line learning interface allows students to study and prac-
tise using the digital textbook, quizzes, and algorithmic exercises. The immediate feedback
helps students understand where they need to focus their study efforts. We have standardized
the chart of accounts to reduce complexity and to facilitate on-line practice.

Based on cognitive science, WileyPLUS with ORION is a personalized adaptive learning
experience that gives students the practice they need to build proficiency on topics while
using their study time more effectively. The adaptive engine is powered by hundreds of unique
questions per chapter, giving students endless opportunities for practice throughout the
course. ORION is available with this text.

Wiley Custom Select

Wiley Custom Select offers your students a cost-efficient alternative to traditional texts. In a
simple three-step process, create a solution containing the content you want, in the sequence
you want, delivered in the way you want. Visit http://customselect.wiley.com to learn more
about Wiley Custom Select.

RESOURCES

A full suite of resources are available in WileyPLUS with ORION. As well, some resources are
available on the textbook’s companion website, www.wiley.com/go/boothcanada.

For Instructors

Solutions Manual: The solutions manual includes complete solutions to all end-of-chapter
questions and practice problems in the textbook, as well as answers to the concept review
questions. Excel® solutions templates are also available for relevant problems in each
chapter.

Test Bank: The test bank includes a rich selection of multiple choice, short answer, and prac-
tice problems, with full solutions. These are coded by difficulty and knowledge level, with
references to the relevant sections in the text. The test bank is available as Word files and as a
computerized test bank, in an easy-to-use test-generating program.

PowerPoint® Presentations: A full series of PowerPoint© slides have been prepared for each
chapter and includes key points from each chapter and worked-out demonstration problems
where applicable.


http://customselect.wiley.com
http://www.wiley.com/go/boothcanada
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For Students

WileyPLUS with ORION provides students with a variety of interactive and media-rich study
and learning tools, including:

Corner Suite Videos: These videos feature the text’s authors’ interviews with prominent lead-
ing professionals, providing insight into the world of finance and connecting theory to the real
world.

Office Hour Videos: These videos feature the authors providing guided, step-by-step instruc-
tions for solving sample problems from the textbook.

Author Video Tutorials: A series of 10- to 15-minute videos by the textbook’s authors that
cover the key concepts and core material of a corporate finance course. The authors walk stu-
dents through examples to help them master core concepts, and use current and relevant
financial news to illustrate and apply key topics.

Practice Quizzes: Self-study practice questions, with immediate feedback, for every chapter
of the textbook to help students gauge their understanding as they prepare for class or a test.

Mini-Cases with Excel©: Enhanced problems that test students’ conceptual and applied
knowledge using real-life scenarios, such as saving for retirement. These cases test students’
understanding over multiple concepts in a chapter or across multiple chapters, and are solved
using Excel©.

Prerequisite Course Reviews: Brief concept reviews with exercises and problems, which
allow students to refresh their knowledge of basic topics in algebra, statistics, financial
accounting, and microeconomics.

Financial Calculator Keystrokes: These are included for all relevant worked-out examples.
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HALLMARK FEATURES OF THIS TEXTBOOK

Because students are motivated to learn finance if they are shown how it is relevant to their
world, each chapter of Introduction to Corporate Finance is written with engaging real-world
examples and a wealth of detail. The following features are included to further enhance this

presentation.

22 IFNIHIIE‘”EEJE Canada Banks’ Long History of Steady Dividends

SOME OF THE LARGEST banks in the wiorld had collapsed and central bankers
were stil n the midst of a costly bail out offinancial institutons,

The directorsof the Bank of Montreal iere carefully balancing the pressure
o pay out  dividend to shareholders and the need to contain the effects of an
international financial crisis.

The year was 1829, and as stock markes recovered from the faiure of
six English banks caught out by bad bets on Latin American credit markets,
bank directors decided to proceed with a dividend payment to shareholders

The move established a tradition that has endured for 180 years and was
reaffimed on Tuesday as Canada’soldest bank maintained is didend at 70 cents.

There was no sign that BMO's management had given any serious consid-
eration o cutting the dividend ahead of Tuesday's annual general meeting.

But Bill Downe, chief executive, took time out to reassure shareholders,
saying dhvidends were of perennial importance to retil investors,

“Shareholders of Canadian banks place a high vlue on consistency.” e said,
oting BMO fad record of payment

‘The executive acknowledged the payout ratio had climbed to a relatively high
level above 50% of net income when the bank was accumulating excess capital

three years ago, and that since then the credit criss had crimped income.

and CEO Willam

banks 2009 annual shareholder meeting.

S‘Time Value of Money

LEARNING OBJECTIVES

5.1 Explan the importance of the tme vaue of money and how I elated 1o an investors
opportunitycosts

52 Define simpl interest and explain how it works
5.3 Define compound inerest and explain how it vorks.

54

payment problems can be valued as annultes and, in specialcases, 25 perpetuites.
55 Estimate the present value of growing perpetites and anuites

56

comverted 1o effectve rates

57 Ay

58 Soveabasicretrement problem.

Py il st . i P 5. we s h vt prces o  pples 0

for understanding finance.
This chapter willintoduce you to everyday problems, such as taking out a loan, stting up a

payments on a weekly mortgage, buying versus
g bond o stock, " .

cial problems

bewil

covered . same and relies

corporate investment decisions.

atthe

Finance in the News: Each chapter includes at least one
article or item from the financial press that is integrated
into the main discussion of the chapter to help students
draw the connection between theory and application,
and to highlight the relevance of the topic being
discussed.

Lessons to Be Learned: These illustrate an important concept
in the chapter, and how that basic tenet of finance was either
ignored and thus fuelled the financial crisis, or was adhered to
and helped to mitigate the effects of the crisis.

SSONS TO BE LEARNED

There are silver linings in all thunderstorms. There is no question that the
financial crisis caused all sorts of financing problems for many aggressive firms
that financed heavily with debt. However, to refloat the economy and prevent
excessive damage, the Bank of Canada and the Federal Reserve in the United
States dramatically dropped interest rates. As a result, prime at 2.85 percent
(June 2015) is about the lowest it has been for decades. When we consider that
the interest is tax deductible at just over 1.5 percent, we see that the cost is less.
than the Bank of Canada’s target inflation rate of 2 percent. Essentially the real
after-tax cost of debt is zero or very close to it

Who are the beneficiaries of this? Clearly, the firms that would otherwise
have gone bankrupt benefit, but conservative firms like CP could also, if they
wanted, take advantage of these very low interest rates to increase their capital
expenditures or make acquisitions. Rather than simply surviving, they could
expand, since they have the financial flexibility to take on more debt. This is the
wish of the Government of Canada, which is keeping interest rates artificially
low in order to stimulate investment and get Canada working so that the
unemployment rate comes down,

1 ETHICS AN Ontario Teachers Pension Plan Halts Lending of
[ELINFTSITTVY Shares to Short Sellers

THE ONTARIO TEACHERS PENSION PLAN has taken the rare step of halting the
lending of shares to short sellers and plans to set up a new internal lending
operation, arguing it wants to maintain tighter control over its voting rights as an
investor.

Teachers senior vice-president Brian Gibson said the pension plan halted
its lending late last year after two companies in which it held stakes called for
shareholder voting on closely contested matters, but Teachers couldn't vote
shares that had been borrowed by short sellers.

Mr. Gibson said Teachers had standard arrangements with its securities
custodian to allow it to recall shares when necessary, but found the system
didn’t work well, and the shares could not be retrieved in time for votes

When shares are lent by an investor for short selling, the voting rights trans-
fer to the borrower. The situation has led some major U.S. companies to criticize
the power of hedge funds to sway corporate votes using shares they have only
borrowed and do not actually own.

It's not clear that any Canadian votes have been decided by hedge funds
using borrowed shares. Mr. Gibson wouldn't identify the cases Teachers

encountered, but said that in the end, the missing votes were not needed to

increasingly urging institutional investors to get more closely involved in voting
their shares and make more in-house decisions about how to vote on key
issues.

David Beatty, managing director of the Canadian Coalition for Good
Governance, which represents institutional investors, said institutional investors
have a fiduciary responsibility to their beneficiaries to ensure the priority is to
manage their voting.

In the United States, proposals have been floated to toughen rules on
voting borrowed shares, or to require companies to announce the issues that
will be up for a vote at a future shareholder meeting when they set the
record date for voting. That would allow institutions to see if there are impor-
tant issues on the ballot and recall their shares before the record date
passes

There has been little public debate of the issue in Canada, where activity
has been confined to the internal steps taken by institutional shareholders to
control their votes.

Peter Chapman, executive director of the Vancouver-based Shareholder
Association for Research and Education, says some investors try to control

Ethics and Corporate Governance: Found in various parts of
the text, this feature discusses how issues of ethics and corporate

governance affect corporations

today. These features include

questions to help launch in-class analysis and discussion.

EXAMPLE 6-1
Solution Using
a Financial
Calculator

Input the following variables:

=3 - I -

D - I8 23 1B 3 B
As in Chapter 5, with the calculator solution we have to be careful with the signs. The calculator program assumes that
there is an outflow (negative value) for an investment and then a payoff (positive value). A negative PV result (—$929.76)
would be obtained if both PMT and FV were set as positive.

=$929.76

Chapter Opener: These introduce students
to the main focus of the chapter through an
interesting and relevant discussion, showing
its real-world application.

Financial Calculator Keystrokes: All relevant demonstration problems
include actual keystrokes for the TI BA II Plus calculator.
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Part 1

CHAPTER 1 An Introduction to Finance
CHAPTER 2 Business (Corporate) Finance

THE FINANCIAL
ENVIRONMENT

What is business finance? In these opening chapters, we examine the
big picture in terms of the Canadian financial system, including the
major players in the system, the major securities issued, and the types
of problems solved. We also discuss how Canadian markets are linked
to international markets and show how recent financial crises in the
United States, and more recently in the Eurozone, caused huge prob-
lems for Canadian businesses in terms of financing and led to their
currently being cautious in both their spending and financing. The
important lesson here is that corporate finance is affected by shocks
elsewhere in the financial system. We then discuss the different ways
a business can be organized and financed, and the impact of govern-
ment policy. Finally, the role of management in diverse firms is explored,
with a discussion of key careers available to finance majors.






An Introduction
to Finance

LEARNING OBJECTIVES

1.1 Define finance and explain what is involved in the study of finance.
1.2 List the major financial and real assets held by Canadians.

1.3 Explain how money is transferred from lenders to borrowers and the role played by market and
financial intermediaries.

1.4 Identify the basic types of financial instruments that are available and explain how they are traded.

1.5 Explain the importance of the global financial system and how Canada is impacted by global
events.

ften, the first finance course business students take is a business finance course. Yet business

finance cannot be taught in isolation. It is simply one part of finance, which includes personal
or household finance, government finance, and international finance. Recent financial crises have
confirmed unequivocally that all parts of the financial system are interrelated. Financial crises in
the United States and the Eurozone have forced governments to raise debt and lower interest rates
to stimulate their economies. This borrowing has left governments struggling to refinance their own
debts, while low interest rates have led consumers to borrow at a rapid pace. As a result, total global
debt (which includes government, household, and business debt) totalled US$199 trillion by the
second quarter of 2014—up from $142 trillion in 2007, and $87 trillion in 2000—while the global
debt-to-GDP ratio increased to 286 percent.! Canada’s total debt at the time stood at US$221 billion,
or 221 percent of GDP. Obviously, in such an environment, business finance is more heavily affected
by household, government, and international finance than ever before.

"Milner, Brian, “A World Awash in Public Debt: The $58-Trillion Problem.” The Globe and Mail Report on Business, May 14, 2015, B1, B7.




Learning Objective 1.1
Define finance and explain
what is involved in the study
of finance.

finance the study of how and under
what terms savings (money) are
allocated between lenders and
borrowers

Learning Objective 1.2
List the major financial and
real assets held by Canadians.

CHAPTER 1 | An Introduction to Finance

1.1 FINANCE DEFINED

So what is finance? In its broadest terms, finance is the study of how and under what terms
savings (money) are allocated between lenders and borrowers. Here, the terms “lenders” and
“borrowers” are also used in their broadest sense—as people and institutions that either have
excess money to invest or need money for some reason. However, the key term in the defini-
tion is “allocated,” and you may recognize the similarity between finance and economics,
which studies how scarce resources are allocated in an economy. In many ways, finance is
closely related to economics. However, finance is distinct from economics in that finance is
not just about how resources are allocated; it also examines under what terms and through
what channels the allocations are made.

Whenever funds are transferred, a financial contract comes into existence. These contracts
are called financial securities. As we will discuss in depth in later chapters, exchanging funds
(money) for pieces of paper (securities) opens up an enormous number of opportunities for
fraud. As a result, the study of finance requires a basic understanding of securities and corpo-
rate law and the institutions that facilitate and monitor this exchange of funds. This may seem
dull, but it can be dramatic. For example, on December 11, 2008, Bernard Madoff was arrested
for securities fraud in the United States, and on March 12, 2009, he pleaded guilty to defraud-
ing his clients of an unbelievable $65 billion.

In this chapter, we will briefly review the structure of the Canadian financial system, con-
sidering how it links to the rest of the world and who the major agents are. Our objective is to
help you understand the place of business finance in the financial system and how it is buf-
feted by events occurring elsewhere in “the markets.”

1.2 REAL VERSUS FINANCIAL ASSETS

Canada’s Balance Sheet

We begin by looking at Canada’s balance sheet, which is simply a snapshot of what is owned
(assets) and what is owed (liabilities) at a particular time. The difference between the value of
what is owned and what is owed is “net worth” or equity—as, for example, the equity someone
has in a house. We can estimate balance sheets for individuals and for institutions (both busi-
nesses and governments). In Chapter 3, we will discuss the role of assets and liabilities in
financial statements.

Table 1-1 aggregates the 2011 market value of the assets and liabilities of the three major
domestic groups in our economy: (1) individuals, referred to as the household sector by
Statistics Canada (StatsCan), (2) businesses, and (3) government. The Canadian assets and
liabilities that are held by non-resident individuals, businesses, and governments compose
the balance sheet of the non-resident sector, which we generally “net” out to determine what
the country owes to or is owed by non-residents.

Table 1-1 shows that, at the end of 2011, Canadians had total real assets with a market
value of $6,852 billion. Canada had net foreign liabilities of $236 billion—that is, we owed
more to non-residents than we owned as foreign assets. This means the country had a net
worth of $6,616 billion or almost $200,000 for every Canadian. Previously Canada owned
more foreign assets than we owed. This has changed over the past few years due to the finan-
cial crisis, as non-residents have bought Canadian securities as a “safe haven” in response to
serious concerns about the financial stability of southern European countries from Greece to
Portugal. This is why Canada’s balance sheet is very simple—as of the end of 2011, we had
$6,852 billion in assets with a small net liability to non-residents. Within Canada we had lots
of debts, but these were simply to other Canadians. When we add everything up, these debts
to ourselves net out to zero because one person’s debt is another person’s asset, as we will
discuss shortly.



CHAPTER 1 | 1.2 Real versus Financial Assets

TABLE 1-1 Canada’s Balance Sheet ($billion), 2011

Residential structures 1,908

Non-residential structures 1,687

Machinery and equipment 474

Consumer durables 441

Inventories 242

Land 2,100

Net foreign liabilities 236

Net worth or equity 6,616

Source: Data from Statistics Canada, “Table 35.” In National Balance Sheet Accounts, 2011. Ottawa: Minister of Industry, 2012
(Catalogue No. 13-022-X).

Real Assets

The balance sheet shows all real assets according to six major classifications. The assets
included under these headings are real assets, representing the tangible things that compose
personal and business assets. Personal assets are the value of houses (residential structures),
theland the houses are on, the major appliances in the houses (televisions, washing machines,
etc.), and cars. Major appliances and cars are referred to as consumer durables because they
last many years. For businesses, the major assets are office buildings, factories, mines, and so
on (non-residential structures); the machinery and equipment in those structures; the land
they are on; and the stock or inventories of things waiting to be used or sold.?

We have introduced Canada’s national balance sheet because finance is essentially the
management of an entity’s balance sheet. This management involves the real asset side and
the liability side of the balance sheet. When we look at business finance, we will discuss how
firms arrive at the decision to build a new factory, increase the level of their inventory hold-
ings, and make strategic asset acquisition decisions, such as buying another firm (mergers
and acquisitions). These are all examples of asset acquisitions, which we will generically refer
to as capital expenditure (capex) decisions. On the liability side are ways to finance these
expenditures, which we will refer to as corporate financing decisions. However, these same
decisions are made by individuals when deciding to buy a house or a new car, and by the gov-
ernment, because all entities have a balance sheet.

However, there is a danger in looking only at Canada’s balance sheet because it focuses
attention on things that we can measure. In a recent United Nations report directed by Sir
Partha Dasgupta at Cambridge University in England, researchers calculated a more inclusive
definition of wealth by including both human capital—based on the skills and education of
the citizens of a country—and its natural capital, based on its land, forests, fossil fuels, and
minerals. In contrast, StatsCan estimates only a part of this value. The results of this report, as
summarized by The Economist, suggest that Canada came out as the third-wealthiest country
studied, after the United States and Japan, with total wealth of $331,919 per person in 2008.
You are wealthier than you think.

Financial Assets

Although the national balance sheet presented in Table 1-1 is useful for understanding wealth
and the different types of real assets, it removes most of the things that are of interest to stu-
dents of finance. This is because it nets out all the debts we Canadians owe to other Canadians,

“These assets also include some owned by the different levels of government in Canada.
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real assets the tangible things that
compose personal and business
assets



financial assets a claim that one
individual or institution has on
another

FIGURE 1-1 Borrowing and
Lending: The Big Picture, 2011

Source: Data from Statistics Canada,

National Balance Sheet Accounts, 2011.

Ottawa: Minister of Industry, 2012
(Catalogue No. 13-022-X).
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which is almost all of our debts! To understand these financial assets and how the financial
system works, we need to disaggregate the data—that is, look at it in greater detail. This is what
StatsCan does when it prepares the National Balance Sheet Accounts (NBSA).

The basic idea behind the NBSA is to collect financial data on the major agents in the
financial system and then track the borrowing and lending between these agents. For exam-
ple, StatsCan collects data on all persons and unincorporated businesses in Canada and
groups them into the household sector.’ This is because individuals as a group tend to lend to
the other major agents in the system, thereby creating financial assets. However, within the
household sector, what one person lends to another is offset by what that person owes. In this
way, a positive financial asset is offset by a negative financial asset or a financial liability, so
the numbers are the net real assets and the net financial assets of Canadian households.
Figure 1-1 provides the overall breakdown of both the real and the net financial assets in
Canada as of the end of 2011.

Government: 2011 ($billion)
Real assets: $772
Net financial assets: -$928

Business: 2011 ($hillion)
Real assets: $2,467
Net financial assets: -$2,005

Households: 2011 ($billion)
Real assets: $3,612
Net financial assets: $2,697*

Non-residents: 2011 ($billion)
Net financial assets: $236

*Rounded

Figure 1-1 shows who owns and owes what in the Canadian economy. If we start with
Canadian households and add up all the real (tangible) assets, such as homes and cars, in
aggregate, Canadian households owned real assets with a market value of $3,612 billion at the
end of 2011. In addition to these real assets, Canadian households owned net financial
assets issued by the government, corporations, and non-residents with a market value of
$2,697 billion. So, in aggregate, if we add the two together, Canadian households had total net
assets with a 2011 market value of $6,309 billion, which is slightly smaller than Canada’s total
net assets of $6,616 billion, as shown in Table 1-1.

In 2011, all layers of Canadian government, in aggregate, had real assets worth $772 billion.
The bulk of these assets are government office buildings and the machinery and equipment in
them, but $166 billion represents the market value of government-owned land. That’s the
good news. The bad news is that all layers of government, in aggregate, had net financial assets
of negative $928 billion—that is, a net financial liability of $928 billion, which is the market
value of all government debt outstanding. Similarly, Canadian corporations and government
Crown corporations had real assets with a market value of $2,467 billion in 2011, representing
the factories, mines, office buildings, and so on, needed to produce the goods and services
that we buy. The market value of the net financial assets issued by the business sector to
finance those real assets, or what we call corporate financing, was —$2,005 billion. Notice that
if we add up the value of real assets owned by the three domestic sectors, we end up with a

3\We will discuss business organization in Chapter 2, but unincorporated businesses are basically individuals operating a business
that, for tax purposes, is indistinguishable from themselves.
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total market value of real assets of $6,851 billion. However, when we add up the total net
financial assets of these three sectors, we end up with financial assets of —$236 billion, which
equals exactly the net financial assets owed by Canadians to non-residents. Therefore, the
value of the net assets owned by Canadian residents, or our net worth, is the sum of these two
or $6,615 billion, which but for rounding errors would equal the $6,616 billion in Table 1-1.
Also, notice in Figure 1-1 that the net financial assets figure for the household sector equals
positive $2,697 billion, while the total net financial assets of the combined government and
business sectors equals negative $2,933 billion. Again, the difference reflects the net foreign
liability of $236 billion. Overall, the NBSA data indicate that, as Canadians, we are in pretty
good shape except for a relatively minor liability to non-residents, which in fact has fluctuated
between positive and negative through the first four editions of this book and currently reflects
Canada’s “safe harbour” position as one of the few AAA-rated countries left in the world.

Although Figure 1-1 shows the flow of savings from households to governments and busi-
ness, with some money flowing in from non-residents, it does not show the flows within each
sector. However, it does highlight the importance of the four major areas of finance: personal
finance, government finance, corporate finance, and international finance. Although the
main focus of this text is corporate finance, it is important to realize that all these sectors are
part of the financial system and are affected by the same types of phenomena; a shock in the
government or international sectors can quickly work through the system to affect personal
and corporate finance and vice versa. Later in this chapter, we will discuss briefly how a shock
starting in the U.S. mortgage market in 2008 triggered the biggest financial crisis of the past
75 years and led directly to the sovereign debt crisis that we are still living with. These shocks
from outside the business sector have caused myriad problems in corporate financing. Partly
because of this shock, but also due to the fact that it is the primary source of savings, the
household sector will be discussed first.

Households

Table 1-2 provides a comprehensive listing of the 2011 assets and liabilities of Canadian
households.

TABLE 1-2 Assets and Liabilities of Households, 2011

Assets $Billion Liabilities $Billion
Houses 1,693 Consumer credit 452
Consumer durables 476 Loans 140
Land 1,443 Mortgages 1,027
Real Assets 3,612 Total Liabilities 1,619
Deposits 1,045

Debt 100

Pensions and insurance 1,565

Shares 1,450

Foreign and other 156

Financial Assets 4,316

Total Assets 7,928

Source: Data from Statistics Canada, National Balance Sheet Accounts, 2071. Ottawa: Minister of Industry, 2012 (Catalogue No.
13-022-X).
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In aggregate, the household sector looks much as we would expect from our own
experiences. The major real assets are houses, worth $1,693 billion; consumer durables, such
as washing machines and cars (plus some other miscellaneous assets), worth $476 billion;
and the land on which our houses are built, worth $1,443 billion.* Our major financial assets
are money on deposit, mainly with the banks, worth $1,045 billion; debt securities, worth
$100 billion; the value of pension and insurance assets, worth $1,565 billion; and the market
value of the shares in corporations, worth $1,450 billion.

Offsetting these financial assets are $452 billion in consumer credit (mainly credit-card
debt), $140 billion in loans (mainly bank loans), and $1,027 billion in mortgage debt taken out
to buy our houses. So, in aggregate, Canadian households have $1,619 billion in financial lia-
bilities to offset against the $4,316 billion in financial assets. This leaves net financial assets of
$2,697 billion, which is the number reported in Figure 1-1. However, the household sector’s
liabilities are all different forms of debt, which can be netted out against the debt-like financial
assets—namely, deposits at banks and loans. What is left constitutes the two major financial
assets of the household sector: the market value of investments in shares and the market value
of investments in insurance and pensions.

It's one thing to tell people that, on average, each Canadian has almost $200,000 in wealth,
but many of them will respond, “I don’t have that!” So who does have all that money?
Understanding wealth distribution within a country is a complex issue. However, a good start-
ing point is to consider how borrowing and lending changes throughout the life cycle of indi-
viduals as they get older. The key decisions most people make are saving to buy a house and
saving for retirement. The basic problem in retirement planning is determining how to finance
our non-working or retirement years, when we will be consuming but not earning. The basic
problem when we want a house is figuring out how to save to buy it and then pay down the
mortgage so we are mortgage free as we age and begin to think about retirement.

When considering these problems, think about the financial assets and liabilities in
Table 1-2. We can expect, for example, to observe significant differences between people in
the household sector, with younger individuals borrowing to buy houses and consumer dura-
bles and having a net negative financial asset position (i.e., they are in debt). Conversely, as
they age, they pay down their mortgage and build up their financial assets, so older, higher-
income individuals tend to save and be wealthier. Thus, within the household sector, we see
older individuals lending and younger ones borrowing. However, by aggregating across every-
one within the household sector, this dynamic is lost.

Table 1-2 shows that a large part of household wealth consists of life insurance and pen-
sion claims, with the latter being promises made by a government or private company to pay
money to individuals after they retire. But just how good are these promises? If the promises
are made by a private company, its ability to fulfill them can be severely compromised if its
own future is in doubt; as a result, pensions can be a major issue in salary and benefit
negotiations.

We can also look at the mortgage market, for reasons that will become clear later in this
chapter. In 2011, mortgage debt was $1,027 billion, and the value of the housing stock was
$1,693 billion. So, on average, mortgages were worth 61 percent of the value of a house.
However, some people were mortgage free, whereas many others had only recently taken out
a mortgage and were heavily indebted. Therefore, a shock to the financial system, such as a
recession and job loss or a collapse in house prices, can have a huge impact on the mortgage
market and, through it, the whole financial system. So the key questions are: How does money
flow from those who have it to those who want it? Who are the agents in the financial system?
What are the types of securities issued?

“Some minor accounts from unincorporated businesses have been consolidated with household assets and liabilities.



CHAPTER 1 | 1.3 The Financial System

9

1. What is finance?
2. Distinguish between real and financial assets.

3. Which sector or sectors of the economy are net providers of financing and which are the
net users of financing?

1.3 THE FINANCIAL SYSTEM

Overview

Figure 1-2 provides an overview of the financial system of any economy, be it Canada, the
United States, or the global economy. In Canada, as we have discussed, the household sector
is the primary provider of funds to business and government. The basic financial flow is “inter-
mediated” through the financial system, which comprises (1) financial intermediaries that
transform the nature of the securities they issue and invest in, and (2) market intermediaries
that simply make the markets work better. The whole package of institutions is the Canadian
financial system. We discuss the various facets of this system in the following sections.

Government
Market
Intermediaries
Business . . Households
Financial
Intermediaries

Non-Residents

Channels of Intermediation

Figure 1-3 demonstrates that the financial system transfers money from those with a surplus
(lenders) to those who need it (borrowers). This transfer occurs through intermediation, which
is the process of bringing these parties together. If we think about how this intermediation can
occur, one obvious way is for individuals to borrow directly from friends, relatives, and acquaint-
ances. Another is to borrow from a specialized financial institution, such as the Royal Bank of
Canada (RBC Financial Group). These are two extremes in terms of the transfer of money from
lenders to borrowers. In the first case, borrowers obtain funds directly from individuals; in the
second, they borrow indirectly from individuals who have first loaned their savings to (depos-
ited them into) a financial institution, which in turn lends to the ultimate borrowers.

These two patterns of intermediation are illustrated in Figure 1-3, with the three basic
channels represented. In the first channel is direct intermediation, where the lender provides
money directly to the ultimate borrower without any help from a specialist. This is a non-
market transaction because the exchange is negotiated directly between the borrower and
lender. An example would be a relative lending money to buy a car or helping to finance a
degree program. The second channel also represents direct intermediation between the
lender and borrower, but in this case some help is needed, either because no one individual
can lend the full amount needed or because the borrower is not aware of the available lenders.
As aresult, the borrower needs help to find suitable lenders, which is what market intermedi-
aries do. A market intermediary is simply an entity that facilitates the working of markets and
helps the direct intermediation process.

CONCEPT REVIEW
QUESTIONS

Learning Objective 1.3
Explain how money is
transferred from lenders to
borrowers and the role played
by market and financial
intermediaries.

financial intermediaries entities
that invest funds on behalf of others
and change the nature of the
transactions

market intermediaries entities that
facilitate the working of markets and
help provide direct intermediation
but do not change the nature of the
transaction; also called brokers

FIGURE 1-2 The Financial
System

intermediation the transfer of funds
from lenders to borrowers





