




FINS 1613 Notes
Chapter 1

The valuation principle shows how to make the costs and benefits of a decision
comparable so that we can weight them properly

Four Types of Firms

Sole trader: business owned and run by one person
Partnership: business owned and run by more than one owner
Limited Partnership: partnership with two kinds of owners (general partners and
limited partners)
Limited Liability Company: a limited partnership without a general partner ......
cannot have partnership without general partner
Corporation: legally defined, artificial being (legal entity), separate from its owners

Structure of a Corporation

In a corporation, ownership and control are separate and shareholders indirectly control
the firm through the board of directors





The Financial Manager

The financial manager has three primary responsibilities:

Investment decisions:
Which projects should the firm pursue?

Financing decisions:
How should the firm raise capital to finance projects?
How should the firm distribute profits to investors?

Cash flow management decisions:
Ensure that the firm has enough cash on hand to meet daily obligations

The goal of the financial manager is to maximise the wealth of owners or stockholders.
They must also consider the impacts of their decisions on other stakeholders such as
consumers or employees.

Agency Costs

Agency costs arise when an employee takes an action that serves their own interests
instead of maximising firm value. For example, a CEO may not invest in a profitable but
risky project for fear of failure and getting fired.

The Stock Market

Stock markets are organised markets on which the shares of public corporations are
traded.

An investment is liquid if it can be easily turned into cash when sold
Primary markets refers to a corporation issuing new shares (IPO)
Secondary markets are where 'old' shares of a firm are traded between investors



Financial Institutions

Financial institutions are entities that provide financial services such as taking deposits,
managing investments, brokering financial transactions or making loans.

The basic financial cycle: money flows from savers and investors to companies and
entrepreneurs with ideas and new projects, and then back to savers and investors in the
form of profits and interest

The main roles of financial institutions are to move money between savers and borrowers,
move money through time, spread financial risk and manage financial investments

Time Value of Money

Time Value of Money: The difference in value between money toady and money in the
future. Or the observation that two cash flows at two different points in time have different
values.

A dollar today is worth more than a dollar tomorrow; now is better than later, more is
better than less

In order to compare or combine cash flows, it is necessary to convert all values to the
same units by moving them to a common point in time through the process of:

Compounding: To calculate the equivalent FV of a cash flow today, multiply PV by
the interest rate factors associated with the intervening time periods
Discounting: To calculate the equivalent PV of a cash flow in the future, multiply the
FV by a discount factor, or divide by the appropriate interest rate factor

Interest rate factor = (1+r); it has units of "$ in one year/$ today"



Discount factor = 1/(1+r); value today of a dollar received in the future
Present Value: Value of a cost or benefit in terms of cash today
Future Value: Value of a cash flow that is moved forward in time

Note: Period can be in decimal points. DO NOT ROUND

Interest Rate Quotes and Adjustments

Interest rates are essentially the price of using money

The effective annual rate or annual percentage yield indicates the total amount
of interest that will be earned at the end of one year with compounding 
The annual percentage rate (APR) indicates the amount of simple interest earned
in one year, without the effect of compounding

The APR does not reflect the true amount you will earn over a year and so
cannot be used as an interest rate. It is a simplified way to quote interest
rates

Interest Rate per Compounding Period = APR/n
n = number of compounding periods per year

Converting APR to EAR:
1 + EAR = (1 + APR/n)^n

Chapter 4: Time Value of Money: Valuing Cash Flow Streams

4.1 Valuing a stream of cash flows 

A stream of cash flows refers to a series of cash flows lasting several periods 
Projects have cash flows occurring at different points in time. We can find the value
of the stream at a certain point in time. 


