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Week 1 

Finance is how you raise money (capital) 

Investment is how you make money using capital 

We invest because we want to be able to consume more in the future by sacrificing our current 

money 

Capital is not money used for consumption, its money used for investment 

How do we finance? 

Capital is the money we use for investment 

How do we raise capital? 

We have 3 ways: 

1. Existing funds of owners (use our own money) 

2. Sharing ownership (selling ownership to the public) 

3. Borrow money  

The first 2 method is raising equity, while the last method is raising debt 

What do we do with the capital? 

We have 2 choices, consumption or investment 

So now we have raised the capital, how do we invest it? 

Used to buy assets that make money (generate a return) 

- Assets bought depend on the type of business being run(Qantas buys planes, etc.) 

- The process of using capital to buy assets is called Capital Budgeting 

Capital Budgeting is the choice of assets you buy with the capital that you raised 

Finance and investment structure 

The balance sheet shows the investment and finance structure of the company. Remember that 

liabilities and equity are on the right, when they’re added up it is the total capital of the company. A 

part of our capital comes from borrowing, while others come from shares and owner investment.  

On the left hand side, we have the assets that is equal to our capital. Thus our left hand side is our 

investment decision, its how we spend our financing money. The right hand side is our financing 

decisions, where our money comes from. Investment is forgoing present consumption for future 

returns 

Debt financing is not limited to borrowing money, equity financing can be issuing shares to 

shareholders, they are not obligated to buy back all their shares.  



Liabilities are not free, there is interest. Equity is also not free, sooner or later shareholders would 

want to get paid for putting their money into the company. The cost of equity and cost of debt is 

collectively called cost of capital; it is a required rate of return.  

A required rate of return is the minimum rate of return, it is the least amount of money we have to 

pay for our capital 

What is the link between financing and investing decision? 

How does the financing decisions affect our investment decision?  For example, we have a 5% 

required rate of return on our capital, then our assets that we buy must be expected to earn us 

more than the required rate of return.  

When we buy assets, we don’t know how much assets it will give us in return. The Expected rate of 

return must be greater than the required rate of reutnr 

Expected rate of return > required rate of return 

It is the fundamental equation to keep the business running 

Thus our investment decisions (expected returns) is based on our financing decisions (cost of capital) 

Flow of funds 

Surplus units are those that have excess unspent funds over a given period of time, as income is 

greater than expense 

Deficit untis are those that require funds over a given period of time as expense is greater than 

income  

An economic unit can be an individual, household, business, financial institution or government. We 

are economic units. 

The flow of funds is where capital is transferred from surplus to deficit units in an economy, 

essentially people with money transfer people that need money. This is important as it enables 

money to be transferred from those who have excecss capital to those who need it 

A well functioning and developed financial system allows for efficient flow of funds, as people don’t 

have to save money individually and get the money to better themselves sooner rather than later. 

The conditions of an efficient flow of funds are: 

- Capital is not mispriced 

- Surplus and deficit units have liquidity (its movable) 

- Sufficient depth of financial markets(can I lend out/borrow the money that I want) 

Financial systems 

Financial institutions are the institutions that provide the methods to allow the flow of funds 

Financial instruments are the vehicles that allow the flow or transfer of funds, for example, 

mortgage, shares, means of transferring capital 

Financial markets, the place where these instruments are created and traded 



For example, a home loan is finance, investment and debt, how? For the people that borrow the 

money, is finance (im raising money) and debt (I now owe the money), but it is also investment (the 

bank gets interest for lending out the money).  

Methods of flow of funds 

There are 2 ways for flow of funds to occur 

1. Direct financing (direst interaction between lender and borrower) 

2. Intermediation (asking the bank, bank finds people who would lend the money) 

Benefits of intermediation: 

- Asset transformation (collecting all the assets together and lend it out on a single home loan, 

i.e. a single asset) 

- Maturity transformation 

Risks of intermediation: 

- Credit risk (that person borrowing the money wont pay me back, default risk) 

- Interest rate risk  

- Liquidity risk 

- Foreign exchange risk 

- Reputation risk/environmental risk 

Direct financing: 

Advantages: 

- Saves on the cost of intermediation 

- Allows you to find something unique, not of the standard offered by intermediatary 

Disadvantages: 

- Higher risk of liquidity of direct finance instruments 

- Higher search and transaction costs 

- Difficulty in assessing risk 

Markets 

- public markets: a central market place open to public 

- private markets: where buyers and sellers transact without open ads 

- money market, short term financial instruments <12 months 

- capital market: long term financial instruments >12 months 

- Primary market: financial securities are created between issuer and investors (company 

initially sell their shares) 

- Secondary market: financial securities are traded (people sell company’s shares to other 

people 

Liquidity 

Liquidity in financial market is defined as… how quickly and easily 

- assets can be sold for cash 

- assets can be bought 


