
Topic 1: Introduction to Corporate Finance 

What is Corporate Finance?  

Corporate Finance explores the financial decision making process of corporations with an aim to 

create value. When we talk about creating value, we are creating value for the shareholder as they 

are the owner of the business. 

A table showing the 3 main decisions to maximise the value of the business is shown below: 

 

Major Roles of the Finance Manager 

The 3 main roles of the finance manager are to make decisions on (same as the 3 categories above): 

a) Investments; 

b) Financing; and 

c) Payout policy (dividend decision) 

A: The Investment Decision 

The investment decision involves the purchase of real assets and management of assets already in 

place and when to replace/liquidate old assets. Therefore, it looks at both purchasing new assets, 

and managing assets already owned. 

In making this decision, we seek to invest in assets which provide a greater return than our internal 

rate of return (IRR). We need a greater return to compensate us for the additional risk we take on 

(risk is determined by the weighted average cost of capital (WACC) which is used as our discount 

rate when calculating NPV). 

The investment decision is commonly known as the capital budgeting or capital expenditure 

decision. It is the decision that has the potential to add the most value. For example, Microsoft has 

built one of the most valuable brands built off one or two good investments (they haven’t borrowed 

or anything so the capital decision hasn’t been required, rather they have just made millions off their 

good investment decisions). Thus, most value in a company comes from the investment decision. 

Note the distinctions between tangible (e.g. stores and factories) versus intangible assets (e.g. 

research and development for a new drug), as well as short-term (e.g. inventory) versus long-term 

assets (e.g. machines). 



It is important to distinguish between good versus bad investment decisions (e.g. Woolworth’s 

investments in Masters lost them almost $1 billion in half a year, obviously a terrible investment). 

Note: This area is related to Topic 3 Capital Budgeting, Topic 5 Cost of Capital and Valuation, and 

topics on project evaluation based on NPV and IRR. 

B: The Financing Decision 

The Financing Decision – Involves deciding how to finance the acquisition of assets, which essentially 

involves the sale of financial assets for either debt or equity. 

This isn’t as important as the investment decision; however it is still an important decision as it 

impacts on our average weight of capital (WACC).  

*The major financing decision involves determining the right capital structure (i.e. the right mix of 

debt and equity). That involves answering questions such as: 

• Should our investment have debt and/or equity? That is, should we obtain funds from debt 

or equity. 

• If we have equity, do we want it to be internal or external (when and how)? 

• If we have debt, should we use bank loans or issuing bonds (maturity/where/what 

currency)? 

(Note: This is related to Topic 4 Capital Structure and Topics 6 & 7 Equity and Debt Financing.) 

A table showing recent investment/financing decisions is shown below: 

 

C: The Payout Policy Decision 

The payout policy decision deals with how capital is returned to shareholders. That is, when and in 

what form should capital be returned to shareholders? 

*The general principle is that capital should be returned when firms can no longer find projects that 

earn a minimum acceptable rate. That is, if the business is still growing, the company should retain 

profits so that they don’t have to borrow finance to further expand. Therefore, you should not pay 

out unless you are a mature business who has no further expansion opportunities (you seek capital 

gains over dividends). 
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This principle is true for many mature businesses (e.g. a tobacco company), as demonstrated by 

Jensen’s Free Cash Flow argument (1986). For example, given all the complaints and research into 

the effects of smoking, tobacco companies continue to profit however they have very limited growth 

opportunities, and therefore they would be more likely to pay dividends. 

*There are 2 major forms of payout: dividends and repurchases. The payout to be made depends on 

the shareholder’s preference which is influenced by factors such as taxation. 

(Note: This is related to Topic 9 Payout Policy.) 

A diagram showing the Payout as an Investment Trade-off is shown below: 

 

The Corporate Objective 

*The ultimate objective in corporate decision making is to maximise firm (asset) value. 

A narrower objective is to maximise the stock price (equity value). If the market is efficient (in terms 

of information transfer), the share price should reflect the quality of decision-making as it is 

frequently updated  

Maximising profit is not optimal because: 

• Profit numbers (unlike cash flows) are subject to manipulation (e.g. big bath and cookie jar 

accounting) 

• Managers (CEOs) may focus on short-term gains (e.g. cut investments and dividends), which 

may hurt long-term value. 

The broader corporate objective can be split into 5 main categories as shown in the diagram below: 

 


