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1. Introduction to Corporate Finance

A new business:

1. What long-term investments should be taken on?

2. Where to get the long-term financing?

3. How to manage everyday financial activities?

Corporate finance is the study of ways to answer these questions.

(Figure 1.1)

Financial Management Decisions

1. Capital Budgeting

· The process of planning and managing long-term investments

· Evaluation of size, timing and risk of future cash flows

2. Capital Structure

· The specific mixture of long-term debt and equity

· How much to borrow, what are the least expensive sources of funds

3. Working Capital Management

· working capital = firm’s short-term assets and liabilities

· Ensures sufficient resources to continue operations without interruptions

1.2 The Corporate form of business organization

A. A sole proprietorship

· a business owned by one person

· owner keeps all profits, has unlimited liability

· no distinction between personal and business income

B. Partnership

· General partnership, limited partnership

· The advantages basically the same as above, as well as disadvantages

· Unlimited liability, limited life, difficulty of transferring ownership

· >> inability to raise cash >> inability to grow

C.  Corporation

· a legal ‘person’

· Advantages: ownership easy to transfer, borrow money in its own name, limited liability

· Disadvantages: must pay taxes (double taxation)

1.3 The goal of financial management


>> to make money or add value for the owners

Profit maximization

· Problems: time horizon, define profit

· What about risk?

Current stock value maximization

· from the stockholder’s point of view, a good financial management decision increase the value of the stock, and poor decision decrease it

· Corporate Finance: the study of the relationship between business decisions and the value of the stock

· More general goal: Maximize the market value of the existing owners’ equity

1.4 The Agency problem

· Agency relationship between stockholders (principal) and management (agent)

· A possibility of conflict of interest ( = agency problem) 

· the costs of this = agency costs

· indirect: a lost opportunity

· direct: 1. a corporate expenditure benefiting management and not stockholders 2. The need to monitor management actions

Do managers act in the stockholders’ interest?

· how closely are management goals aligned with stockholders’ goals (managerial compensation)

· can management be replaced (control of the firm)

1.5 Financial markets and the corporation

· ownership can be transferred more quickly and easily

· money can be raised more readily

(Figure 1.2)

A financial market is a way to bring buyers and sellers together

· debt and equity securities are bought and sold

· Primary markets: original sale of securities

· Public offerings, private placements

· Secondary markets: securities are traded after the original sale

· auction markets

· dealer markets (OTC)

