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FIN 111 – Introductory Principles of Finance 

LECTURE 1: Introduction – Financial Manager and the Company  

Readings: Textbook Reading 1 (Parrino et al chapter 1). 

 

Cash flows: occur between a company and its stakeholders. 

- Successful when cash inflows > cash outflows needed to pay operating expenses, creditors, and tax.  

 

- Unprofitable when the firm fails to generate sufficient cash inflows to pay these expenses. Companies 

that are unprofitable over time will become insolvent. 

 

- Insolvent: unable to pay debts when they are due.   

 

Step 1. Cash flows are generated by productive assets through the sale of goods and services. 

Productive assets: tangible and intangible assets that a company uses to generate cash flows, e.g. 

equipment, patents, technical expertise.  

 

Step 2. Cash is paid as wages and salaries, to suppliers, as tax, and as interest and principle.  

 

 

Step 3. Residual cash flows are paid to shareholders as cash dividends or reinvested in the business.     

Residual cash flows: the cash remaining after a company has paid what it owes creditors and in taxes; can 

be paid to owners as a cash dividend or reinvested in the company.  

Profit ≠ residual cash flows since profit includes credit.  

 

Fundamental decisions in financial management:  

1. Capital budgeting decisions: deciding what long-term productive assets to buy and how much can be 

spent. This impacts the asset side of the balance sheet. 

The long-term benefits of the asset should be worth more than the cost as this will increase the value of the 

company and the wealth of shareholders.    

 

2. Financing decisions: deciding how the company should finance/pay for its investments (long-term 

borrowing, equity investment, or both). This impacts both sides of the balance sheet (assets and liabilities).  

Capital structure: the mix of debt and equity on the balance sheet. 

Financing involves trade-offs between advantages and disadvantages.  

- Debt financing: advantage – debt payments are often tax deductible; disadvantage – debt must be 

paid with interest.  

 

- Equity financing: advantage – no maturity, dividends do not have to be paid, doesn’t increase 

liabilities; disadvantage – dividend payments are not tax deductible.  
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3. Working capital management decisions: the day-to-day management of a company’s current assets and 

current liabilities to make sure that there is enough cash to cover operating expenses and that there is 

spare cash to earn interest. 

Net working capital: the dollar difference between current assets and current liabilities.  

 

Causes of insolvency:  

1. The mismanagement of working capital: can cause a company to default on its debts and become 

insolvent even if it is profitable in the long run, e.g. consistently not being diligent about collecting 

receivables. 

 

2. Inventory: if a company has more inventory than it needs to meet customer demands, it has too 

much money tied up in non-earning assets. If it has too little, it can lose sales because it does not have 

products to sell when customers want them.        

 

Legal forms of business organisation: 

Sole trader: a business owned by a single individual. 

• Simplest type, least regulated, easy to set up. 

• All company tax is taxed as personal. 

• Unlimited liability for all business debts and obligations. 

• Equity capital is limited to the owner’s personal wealth.  

 

Partnership: two or more owners who have joined together legally to manage a business and share its 

profits.  

• Same basic advantages and disadvantages as a sole trader. 

• More capital, knowledge, experience, and skills.    

• When transfer of ownership takes place, the partnership is terminated and a new partnership is 

formed.  

• May be a limited partnership, i.e. one person takes on the risk and responsibility.  

 

Company: an independent legal entity able to do business in its own right; in a legal sense, it is a person 

distinct from its owners.    

• Limited liability.  

• Less control. 

• Owner are called shareholders.  

• Owners are subject to double taxation – company and personal when dividends are paid (dividends 

may be franked or unfranked).  

• More expensive to establish, higher compliance costs, strict record keeping requirements.  
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1. Private company: a company that is typically held by a small number of people, i.e. it has shares but is 

not listed.   

 

2. Public company: a company that lists on a stock exchange, such as the ASX, in which large amounts of 

debt and equity are publicly traded; they can sell their debt or equity in public securities markets.   

 

Managing the financial function: 

Board of directors: represents shareholders and is responsible for hiring and firing the CEO, setting their 

compensation package, monitoring their performance, and approving the annual capital budget and 

acquisitions of new companies. It is the most important governing body within a business organisation. 

 

Chief executive officer (CEO): ultimate management responsibility and decision making power in the firm; 

reports directly to the board of directors.  

 

Chief financial officer (CFO): manages all aspects of the company’s financials; reports directly to the CEO. 

 

Positions that reports directly to the CFO:  

1. The controller: the chief accounting officer; their staff prepares financial statements, maintains the 

company’s financial and cost accounting systems, prepares tax returns, and works closely with 

external auditors. 

 

2. The treasurer: looks after the collection and disbursement of cash, invests excess cash, raises new 

capital, handles foreign exchange transactions, and oversees the company’s superannuation 

arrangements. 

 

3. The risk manager: monitors and manages risk exposure in financial and commodity markets, designs 

risk limiting strategies, and manages the company’s relationship with insurance providers.   

 

4. The internal auditor: identifies and assesses major risks, and performs audits in areas where the 

company might incur substantial losses; reports to the board of directors as well as the CFO.    

 

External auditors: licensed certified public accounting practices hired by the company to provide and 

independent audit of financial statements. They determine whether the company’s financial statements 

are accurate and consistent. External auditing is often required by law.    

 

The audit committee: is a subcommittee of the board of directors. It is responsible for overseeing the 

accounting function and the preparation of the company’s financial statements. The committee may also 

oversee or conduct investigations of significant fraud, theft, or malfeasance in the company.   

Both the internal and external auditors report directly to the audit committee to ensure their 

independence from management despite working closely with CFO staff on a day-to-day basis.  

 

 

 


