
FINC2011 Notes 
 
Lecture 1 – Introduction to Finance  
• What is finance?  

o Finance is all about opportunity cost  
§ Value of next best alternative with the same risk 

o How different economic entities evaluate investments and raise capital to 
fund them within the existing system/infrastructure  

o Importance of news vendors (e.g. Bloomberg’s website or the AFR)  

 
• What is a company?  

o A business organised as a separate legal entity owned by shareholders 
(limited liability).  

o Governed in Australia under the Corporations Act 2001 (Cth)  
 
• Corporate objective of a public company  

o Overall goal is to maximise the value of the firm’s equity  
o Each shareholder wants three things:  

1. To be as rich as possible, that is, to maximise his or her current wealth  
2. To transform that wealth into the most desirable time pattern of 

consumption either by borrowing to spend now or investing to spend 
later  

3. To manage the risk characteristics of that consumption plan  
o A = D + E  

o Maximising assets is not the only goal  
o Debt + Equity = Assets (it must, always)  
o Overall goal is to maximise value of the firm however finance 

managers have to maximise wealth of investors  
§ This is equal to E (equity)  

 
 
 



• The goal of the financial manager  
o Must be consistent with the mission of the corporation, which is to 

maximise the wealth of shareholders  

 
 
• Corporate mission  

o While managers have to cater to all the stakeholders (e.g. consumers, 
employees and suppliers), they need to pay particular attention to the 
shareholders  

o If managers fail to pursue shareholder wealth maximisation, they will lose 
the support of investors and lenders  

§ The business may cease to exist and, ultimately, the managers will 
lose their jobs!  
 

• Maximising profit vs maximising wealth  
o Does maximising profit = maximising wealth?  

§ No  
§ Profit can be short term or long term  
§ Shareholder wealth à cash flow  

 
• Agency problem (Chapt 12)  

o Managers, acting as agents for shareholders, may act in their own 
interests rather than maximising value  

§ Conflicts between shareholders’ and managers’ objectives create 
agency problems  

o Agency costs are incurred when:  
§ Managers do not attempt to maximise firm value  
§ Shareholders incur costs to monitor the managers and constrain 

their actions  
 
 
 
 

 



• Corporate finance decisions (Key concept for Quiz 1)  
o Three basic questions addressed by the study of finance:  

1. Financing decisions: How should the firm raise money to fund 
investments? This is “capital structure” policy, which focuses on mix 
between debt vs equity.  

2. Investment decisions: What investments should the firm 
undertake to generate cash flows? The process of evaluating such 
investments is “capital budgeting”.  

3. Dividend decisions: How should the firm pass on the returns to 
shareholders? Two types: capital gains or dividends.  

 
• Nature of Assets (Real vs Financial)  

o “Assets” can be divided into:  
§ Ultimate goal is to focus on real assets as they generate return  

 
• Five basic principles of finance  

1. Money has a time value  
2. There is a risk-return trade-off (i.e. bottom of below graph) 
3. Cash flows are the source of value  
4. Market prices reflect information  
5. Individuals act in their best interests and respond to incentives  

**Notion of OPPORTUNITY COST re decision making  
 

 
 
 



Lecture 2 – Financial Mathematics I 
• The aim of financial mathematics  

o The aim of financial mathematics is to convert single or multiple cash flows 
that will be received at different points in time to one number  

o This number represents the value of all cash flows from an asset or liability 
at a given point in time  

o This is typically used to:  
§ Make a rational choice between different options  
§ Determine the maximum amount an investor is willing to pay or 

forego for an asset – the intrinsic value of the asset  
 
• Time value of money  

o Choose Asset 2 because:  
§ We assume positive interest rates  
§ Positive inflation (purchasing power of money erodes over time) i.e. 

$100 will more value in Year 2 than Year 6  
o Time value of money changes when either/or interest rates are negative 

and there is negative inflation (deflation)  
o If it was a liability, we’d prefer to delay as much as possible  

 
• Simple interest  

o Interest is earned on the initial amount invested or ‘principal’  
o If an initial amount (PV = the present value) is invested, then this would 

accumulate to an amount (FV = the future value) equal to the principal 
plus interest:  

o The interest is the product of PV and the simple interest rate (r)  
o Thus:  

o Where:  
§ FV = the accumulated future value  
§ PV = the initial amount invested or borrowed  



§ r = the simple interest rate  
§ n = the number of periods  

o To find present value:  
 

PV = 
!"
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o If the simple interest is applied to periods of less than 1 year, the interest 

rate is:  

o Where:  
§ dtm = days to maturity  

**always assume a 365-day year, 52 weeks a year  
 
• Compound interest  

o The amount of interest accumulated each period is added to the principal 
and this new balance is used to calculate the interest amount for the next 
period  

o Thus, interest is paid on interest that has accrued in previous periods  
o The power in compounding is time  
o The formula for the FV under compound interest is: 

o Where:  
§ FV = the accumulated future value  
§ PV = the initial amount invested or borrowed  
§ r = the simple interest rate  
§ n = the number of periods  

o Rearranging to find PV: 

o Where:  
§ FV = the accumulated future value  
§ PV = the initial amount invested or borrowed  
§ r = the simple interest rate  
§ n = the number of periods  



• Comparing inputs  

 
• Comparing different financing arrangements  

o Compound interest rates can be quoted as:  
a. Nominal interest rate  

• Quoted annual interest rate that is adjusted to match the 
frequency of payments or compounding period by taking 
a proportion of the quoted nominal rate to obtain the actual 
interest rate per period  

• 10% p.a. compounded semi-annually = 5% per half-year  
• 5.65% p.a. compounding monthly = 0.4708% per month  

b. Effective interest rate  
• Accounts for the true amount of interest that is earned on 

both reinvested interest and principal earned over a year  
• Is a means for comparing interest rates  

 
• Effective interest rates  

o The effective interest rate is a rate that takes into account the effect of 
compounding:  

o Where:  
§ rnom = the nominal rate  
§ m = the number of compounding periods underlying the nominal 

rate  
§ n = the period/s of the effective rate  

o Tip: The effective rate will be greater than the nominal rate for 
compounding periods of less than 1 year!  



• Comparing interest rates  
o A comparison of simple interest with compound interest can be made by 

converting the compound interest into an equivalent simple interest rate:  

o Where:  
§ Compounding interest ratem = interest rate with compounding 

frequency m  
§ m = the compounding interval  
§ n = the number of years over which the amount is invested or 

borrowed  
 
• Continuous compounding  

o Continuous compounding is the theoretical case where interest is 
calculated at every single point in time  

o Another way of thinking about this is that the compounding period is 
infinitely small  

o Although interest is not literally calculated in this way, this concept is used 
extensively in many finance applications and security valuation models  

o The accumulated value (FV) of an amount invested at a continuously 
compounding rate of interest:  

o Where:  
§ PV = the initial amount invested or borrowed  
§ r = the continuously compounded rate of return  
§ t = the time over which the cash flow is invested or borrowed  
§ e = the base of natural logarithm, a constant equal to 2.718  

 
•  Present value of a single amount  

o The present worth of an amount to be received in the future taking into 
account the time value of money:  

o Where:  
§ PV = the present value of the future cash flow  
§ FV = the future cash flow to be received or paid  
§ r = the compound interest rate per period  
§ n = the number of periods before the FV is received or paid  

 
 
 
 



• Future value of a single amount  
o The future worth of an amount to be invested today taking into account the 

time value of money:  

o Where:  
§ FV = the accumulated amount in period n  
§ PV = the initial amount invested or borrowed  
§ r = the compound interest rate per period  
§ n = the number of periods that the PV is invested or borrowed for  

o To find rate for a future value:  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


