
Topic 1: Introduction to Business Finance  
Business Finance Decisions 

I. Capital Budgeting (Long Term Assets) 

• Selecting the most productive long-term assets/projects out of the available 
alternatives. 

•  E.g.: Disney’s plan to build “Disney wharf” at Sydney Harbour. 
II. Financing (Long Term Debt & Equity) 

• Selecting the most optimal mix of debt and equity. 

• Will depend on the relative costs of debt and equity. 

• Will also depend on the riskiness of each source of capital. 
III. Payout Policy (Dividends) 

• How much capital should be returned to shareholders. 

• Dividend and/or share-buy-back 
IV. Working Capital Decisions  

• Maintaining the optimal value of Short Term Assets and Liabilities. 

• Current Assets (Cash, Accounts Receivable, Inventory). 

• Current Liabilities (Accounts Payable). 
V. Mergers and Acquisitions  

• Taking over another company. 

• Merge with another company 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
Business Structures  

• Sole Proprietorship 
o Business owned by 1 person 
o Is the simplest type of business to start and the least regulated 
o Keeps all the profits from the business 
o Doesn’t share decision making 
o All business income is taxed as personal income 
o Has unlimited liability for all business debts and other obligations of the business 

▪ Advantages 
❖ Control of the business rests with the owner 
❖ It is easy and inexpensive to form, and to dissolve. 
❖ It is not treated as a separate entity for tax purposes. 

▪ Disadvantages 
❖ It is not a separate legal entity and the owner has unlimited liability 

for debts incurred by the business 
❖ The size of the business is limited by the wealth of the owner and by 

the amount that can be borrowed 



❖ Ownership of a sole proprietorship can be transferred only be selling 
the business to a new owner 

• Partnership 
o More than one person is involved in running the business 
o Has the same basic advantages and disadvantages as a sole trader 
o Has access to more capital, knowledge, experience and skills 
o When a transfer of ownership takes place the partnership is terminated, and a new 

partnership is formed 
o The problem of unlimited liability can be avoided in a limited partnership 

▪ Advantages 
❖ It is easy and inexpensive to form because there are no legal 

requirements that need to be met. 
❖ A partnership can combine the wealth and talents of several 

individuals. 
▪ Disadvantages  

❖ Partnerships are not separate legal entities and the partners are 
therefore personally liable for obligations 

❖ It can be difficult for partners to withdraw their investment 
❖ Disputes between partners or former partners can be very damaging 

• Company 
o Is a legal entity. In a legal sense, it is a “person” distinct from its owners. 
o A company has an indefinite life. 
o The owners of a company are its shareholders. 
o A major advantage of the company form of business is that shareholders have 

limited liability. 
▪ Advantages  

❖ Indefinite life 
❖ Transfer of ownership/shares 
❖ Company can raise capital through share or debt issues 

▪ Disadvantages 
❖ A company is more expensive to establish than a sole 

proprietorship or a partnership 
❖ There can be conflicts of interest between those who own the 

company and those who make decisions (‘agency costs’) 
❖ The taxation treatment of companies can be a disadvantage 

 
A company’s financial objective  

• A company’s financial objective is to maximise its value. 

• The overriding objective is the maximisation of the market value of a company’s shares. 

• If a shareholder wishes to sell his or her shares to finance greater consumption, the higher 
the share price the greater the consumption opportunities. 

• Shareholders wealth maximisation is superior to revenue, profit and earnings maximisation. 
 
Fundamental Concepts in Finance  

1. Time value of money 

• A dollar today is worth more than a dollar in the future.  

• The value of an investment will depend on the amount and timing of the cash flows 
generated by the investment. 

• Example: Assume market rate is 10%. 



 

2. Firm Value  

• The value of a company (V) on the financial markets may be expressed as: 
  V = D + E 
 where D = Total market value of debt  
  E = Total market value of equity 

• In Finance, Debt and Equity is valued from the perspective of investors.  

• Financial markets will value debt and equity, taking into account the risk and 
expected return from investing in these securities. 

• Example: The book value of debt is $2m, the book-value of equity is $3m. The 
market values of debt and equity is $3m and $5m respectively! What is the value of 
this business? 

•      $5m? OR $8M? 
3. Risk Aversion 

• A risk-averse investor is an investor who dislikes risk and who will only choose a risky 
investment if the expected return is high enough to compensate for bearing the risk. 

• Investors prefer lower risk rather than higher risk for a given return. 
4. Market efficiency and asset pricing 

• Market efficiency means that we should expect securities and other assets to be 
fairly priced, given their expected risks and returns. 

• In an efficient market we expect the market value of an asset to be equal to the 
intrinsic(true) value of an asset. 

• A market will be efficient if the following conditions hold; 
o Investors, managers and regulators have access to the same information. 
o All participants are rational. 
o All available information is reflected in the prices instantaneously.  

 
• There is a trade-off between risk and expected return under the capital asset pricing 

model (CAPM): 

• Systematic risk—market-wide factors (non-diversifiable or market risk). 
o E.g.: Inflation, Slowing economic growth, Global Financial Crisis 

• Unsystematic risk—factors that are specific to a particular company (diversifiable or 
unique risk). 

o E.g.: A labour strike in a “specific” company or a fraud committed in a “specific” 
company.  

• According to the CAPM, investors can diversify their investments to eliminate 
unsystematic risk. 

• The assets are priced according to the systematic risk in an efficient market.  



 
5. Agency Relationships  

• Where one party—the principal—delegates the decision-making authority to another 
party—the agent. 

• In a company setting: 
o Agent is the manager 
o Principal is the shareholder. 

• Agency costs reflect the fact that there is a conflict of interest between the principal and 
agent. 

• Managers may act in their own best interests rather than in the interests of 
shareholders. 

 


