
Corporate Financial Decision Making: Lecture Notes (Weeks 1-12) 

 
Lecture 1  

 

• Financial problems 
o Financing decisions  

§ Debt- cheaper but also pay interest and increased riskiness in 
shareholder returns (fixed, variable debt, short term, long term) 

§ Equity- ordinary shares  
§ Objective is to maximise value of firm’s assets   

o Payout decision  
§ Proportion of profits redistributed to shareholders (through dividends 

or share buy-back). Must consider tax implications. 
o Investment decisions 

§ Look at NPV (account for time value of money) 
§ Time value of money matters due to: 

• Inflation  
• Can invest and earn interest (opportunity cost) 
• Risk (systematic risk) 

• Options   
o Give the holder the right (not obligation) to buy/sell an asset at a 

predetermined exercise price in future. 
o Call- right to buy; put- right to sell 
o Buy option- right to exercise  
o Long (when you buy the right) and short (when you sell the right) 
o Sold option- receive premium but can be exercised against you (creates 

contingent liability) – think of premium like insurance premium 
o Relevant to how companies make key financial decisions  

• Payoff graphs  
o Call 

§ Asymmetric (since limited downside risk of long call) 
§ Spot market is where commodities are traded 
§ Hedged price paid for corn is combination of cash outflow (price paid 

for corn unhedged- just the price) and cash inflow (call option payoff- 
the delta between exercise price and stock price) 

§ Puts a cap on the price you pay for corn, while still benefiting from 
price drops in corn (initial concern is price will increase) 

§ Benefit from positive price movements 
o Put 

§ Puts in minimum floor price (exercise price), while still benefiting from 
price increases in corn (initial concerns is price will drop)  

§ Final price received= unhedged price received + put payoff 
§ Benefit from negative price movements  

o Short vs long 
§ These graphs are mirror images of each other over x-axis (ie. one 

wins, other loses) 



• Definitions 
o Intrinsic value (moneyness) 

§ Intrinsic value (or moneyness) is the payoff (does not include 
premium paid) of the option if it were to expire immediately. Never 
have a negative payoff (just 0- would not exercise).  

• Payoff Call: Max(P expiry – X, 0) 
• Intrinsic Value Call: Max(P now – X, 0)  
• Put Call: Max (X – P expiry, 0) 
• Intrinsic Value Call: Max (X- P now,0) 

o Variations of moneyness 
§ Call option (opposite for put) 

• Exercise price= asset price  (at the money, no intrinsic value) 
• Asset price < Exercise price (out of the money or deep out of 

the money) 
• Asset price > Exercise price (in the money or deep in the 

money) 
• Profit vs Payoff  

o When looking at payoff, it seems unreasonable to sell options since 
maximum payoff is 0 but this does not count for the premium. 

o Profit diagram is payoff diagram with vertical shift of the premium paid or 
received depending on long or short position. 

• Intrinsic value vs time value  
o Premium is calculated based on intrinsic value and time value 

§ Intrinsic value considers the payoff if the option expires immediately  
§ Time value refers to the opportunity for the option’s payoff to 

increase within the remaining life of the option. 
§ Even if option is out of the money, no intrinsic value but has time 

value  
§ Depending on moneyness of option, time value changes  

• Drivers of the value of an option 
o 1. Exercise price of option  

§ As exercise price increases, call option value decreases since you’re 
obliged to pay more for the asset 

§ As exercise price increases, you receive more for put option so 
becomes more expensive 

o 2. Value of an underlying price 
§ As asset price increases, the call option increases in value  
§ As asset price increases, the put option decreases in value  

o 3. Interest rates 
§ Call option involves paying price in future and so as interest rate 

increases, the PV of that future outflow decreases (increasing value of 
call option) 

§ Put option involves receiving money in future and so as interest rate 
increases, the PV of the cash receipt decreases (decreasing value of 
put option) 

o 4. Dividends  



§ If asset goes ex-dividend, the value of the company/share falls by 
dividend amount, decreasing the intrinsic value of call option. 

§ If asset goes ex-dividend, the value of the company/share falls by 
dividend amount, increasing the intrinsic value of put option. 

o 5. Volatility 
§ Since options provide asymmetric payoffs (ie. limited downside risk 

but unlimited upside potential- not quite with put options), volatile 
options are better. (both option price increase) 

§ You benefit more from an advantageous movement than you suffer 
from an adverse movement. 

§ Same idea behind why insurance is more valuable the risk you face  
o 6. Time to expiry 

§ The more time an option has left till expiry, the greater the potential 
impact of volatility, ie. the share price has time to move around. 

• Styles of Options 
o European option 

§ Can be exercised only at expiry 
o American option 

§ Can be exercised at any time up to and including expiry  
§ As a result, Value American > or equal to Value European 

o Bermudan option  
§ Can be exercised only on a set of certain dates throughout its life 

o Asian option 
§ Payoff determined by the average value of the asset over its life  

o Analysis  
§ Only time you might exercise an American-style call option early is 

when it pays a significant dividend so as to avoid the fall in intrinsic 
value (since not compensated with dividend)  

§ If everyone knows at some point to exercise an option, there is no 
time value associated to it (just intrinsic value) 

§ If a put option is deep in the money, it may be optimal to exercise 
early since you can re-invest at the risk-free rate and generate a 
return since this is the opportunity cost of not exercising). 

o Relation to corporate financial decision-making 
§ Options are given to management (incentivise performance) as 

opposed to just shares which would induce risk averse behaviour. 
§ Issue is that the managers might however take a lot of risk/gamble 

since they have unlimited upside potential but limited downside risk. 
§ Just because an option initially out of the money, does not mean that 

it will always be like that.  
§ Real options analysis is when you analyse options in the context of 

real assets, leads to different decisions to NPV. 
§ Purchase valuable growth options, whose value exceeds initial 

investment 
 

 

 



Lecture 2 

 

• Two fundamental ways to look at a company:  

o Market value of company’s shares (market cap) 
o Market value of company’s assets (this is different from A=L+OE which is 

book value) 
§ A more appropriate equation to look at market value of assets (V) is 

V= E (mv of equity) + D (mv of debt) 
§ Idea is that set of asset that are either claimed by debtholders or 

shareholders 
• Equity characteristics 

§ Permanent contribution of capital  
§ Typically issue ordinary shares  which shareholders buy at 

subscription price (permanent contribution). Any trades which occur 
after this is in the secondary market (does not affect the amount 
received by company). 

§ Ordinary shareholders have full voting rights, residual claim to a 
return on capital and return of capital on liquidation. 

• Residual since debtholders have superior claim on capital 
(debt must be paid first, then shareholders) 

• On liquidation, all existing debt must be paid back first  
• Thus seen as most risk form of investment  

§ Shareholders make a return through: dividends, capital gains and 
franking credits  

• Different forms of capital  
o Different forms of capital (debt- short term, long term; equity- preference, 

ordinary, convertible notes) differ between voting, return, risk and are priced 
accordingly.  

o While debtholders don’t have voting rights, they can exercise covenants 
when lending money  

• IPO 
o Launch an IPO when you are seeking capital to expand as a company and 

cannot get enough from private investors (ie. VC fund) so go public 
o Also called unseasoned equity offering (hasn’t been traded before) 
o General purpose is to create public shares to be used in M&A 
o Other reasons include: to establish market price/value of firm 
o Process 

§ 1. Engage Investment Banker to prepare prospectus which is a legal 
document that sets out terms of deal + forecasts (pitching the 
investment to the market).  

§ Also provide underwriter which guarantees that all issued shares will 
be sold (liable to purchase any unsold shares). Thus incentive to sell 
the shares. 

§ Conflict of interest since bank would advise company to sell shares as 
low as possible if they provide underwriter (easy to sell) 

§ There are sub-underwriters as well who share risk with underwriter 
§ 2. Determination of subscription/issue price   


