
BFC 2140 Notes 
 
Topics: 

1- Investors, firms and Markets 
2- Financial Mathematics 

3- Valuation of Bonds and Equities 
4- Project Evaluation (1) 
5- Project Evaluation with Risk 

6- Working Capital Management 
7- Risk and Return I 

8- Risk and Return II 
9- Cost of Capital 
10-  Capital Structure 

11-  Dividend Policy 
 
 
TOPIC 1- Investors, firms & markets 
 

What is Corporate Finance?  

• The management of a business’s finances (Financial Management).  

• It is not just about managing money but also about the management of the 
relationship of a firm with external financial markets.  
 

 
 
It is all about Cash Flows (cash is king)- 

• A firm generates cash flows by selling he goods and services produced by 
its productive assets and human capital. 

 
• The firm can pay the remaining cash, called residual cash flows, to the 
owners as a cash dividend, or reinvest the cash in the business. 

 
• A firm is unprofitable when it fails to generate sufficient cash flows 

 



• Firms that are unprofitable over time will be forced into bankruptcy by their 
creditors. 

 
• In bankruptcy, the company will either be reorganised, or the company’s 

assets will be liquidated (all the assets of the company are sold off and the 
existing cash will be given too the debtholders). 
 
 
 

 
 
 

 
 

 
Cash Flow Diagram: 

 
 
Company Organisation Chart: 



 
 
 
 

Major Roles of Financial Managers- 

• Project evaluation 

• Management of investments 
• Planning the development/growing of business. 

- Assessing the viability of growth through acquisitions 

• Development and implementation of financing policies- strategies too get 
shareholders too invest capital into the firm. 

• Dividend and share repurchase decisions (what to do with your residual 
cash flow). 
 
Issues for financial managers 

• How much to invest and in which assets? 
=> THE CAPITAL BUDGETING (INVESTMENT) DECISION  (left hand side 

of the balance sheet- increasing assets) 
Note: The general decision rule for a company undertaking a project is one in 

which the benefits are worth more to the company than the cost of the asset. 
Future cash inflow exceeds future cash outflow. 

 
• How should the cash required for investments be raised? 
=> THE CAPITAL STRUCTURE (FINANCING) DECISION  (right hand side of 

the balance sheet, increasing liabilities and capital) 
Note: Capital structure is the mix of debt and equity that is used to finance a 

company. This is very important, as it is vital for the financial manager to 
determine the combination of debt and equity that minimises the cost of 
financing the company (as the mix between debt and equity affects the tax a 



company pays). It also ensures that you have enough cash to purchase 
assets. 

Debt is more risky from the company’s perspective as if they don’t meet a 
payment they have defaulted, whereas company’s do not need to pay 

dividends for equity, even though it is good. Hence you don’t want to much 
debt, otherwise its very risky, you want a good mix. 
 

• How should day-to-day financial matters be managed? 
=> WORKING CAPITAL MANAGEMENT DECISIONS 

Note: The mismanagement of working capital can cause a company too 
default on its debt and become insolvent even though, over the long term, the 
company may be profitable (e.g. not diligent in receiving its cash receivables, 

hence be left short of cash to meet debts). Hence this is a very important 
decision. 

 
=> Dividend Distribution Decision 

 

 
 

 
 
 

 
 

 
 
 

 
 

 
 
 

 
 
 
How financial manager’s decisions affect the Balance Sheet- 



 
 
Legal Forms of Business Organisation 

Sole Trader 
– The simplest type of business to start and the least regulated. 

– All business income is taxed as personal income. 
– A sole trader has unlimited liability for all business debts and other 

obligations of the firm. 
 

Partnership 
– Has the same basic advantages and disadvantages as a sole trader. 

– When a transfer of ownership takes place the partnership is terminated, 
and a new partnership is formed. 
– The problem of unlimited liability can be avoided in a limited partnership 

 
Company 
– In a legal sense, it is a “person” distinct from its owners. 
– The owners of a company are its shareholders. 

– A major advantage of the company form of business is that shareholders 
have limited liability 

– Private companies are held typically by a small number of investors 

– Public companies can sell their debt or equity in the public securities 
markets. 
 
Issues for Investors: 

• Which investments to buy? 

• How risky are they? 
• What are they worth? 



• What returns can I expect?  
• How can I manage risk? 

 

 
NOTE: safest option from left too right (highest risk) 
 
RISK AVERSE- INVESTOR WHO IS AFRAID OF RISK, THE HIGHER THE 
RISK THE HIGHER THE RETURN THEY EXPECT. WE ASSUME THAT 
MOST INVESTORS ARE RISK AVERSE. 

 
RISK SEEKING- THE ENJOY THE RISK, NOT THE MAJORITY. 

 
RISK NEUTRAL- DON’T CARE ABOUT RISK. 
 
 
Issues Covered in BFC2140: 

• What is Corporate Finance ? 
 
• How should investments/ projects be evaluated ? 

– How is this decision affected by complexities such as company tax and 
inflation? 

 
• How is risk brought into project evaluation? 
 

• What return should investors receive? – How does this return link investors, 
companies and projects? 

 
• How can risk be measured and priced ? 
– What determines the trade-off between risk and return? 

– Does it matter? 
 

• How much capital should a company borrow or get from its shareholders? 
- Does it matter? 
 



• How should day-to-day financial matters be managed? 
 

• How much should a company pay in dividends? 
– Does it matter? 

 

 
 
Firm’s Financial Objective: 

• To understand the behaviour of financial managers and their decisions, we 

need to understand the objective of their decision making. 
• The primary firm’s financial objective is to maximise shareholder’s 

wealth. 

 
Why not maximise profits? 

– Hard to pinpoint the meaning of ‘profit’. A businessperson and an 
accountant can have different meanings of ‘profit’. 

– Accounting profits are not necessarily the same as cash flows, because a 
company can be generating lots of profit on paper, but poor in cash flow. 
– Profit maximisation does not tell us when cash flows are to be received 

(e.g. credit sales, hence have not received the cash yet). 
– Profit maximisation ignores the uncertainty or risk associated with cash 

flows. This is because the profit maximisation goal ignores the differences in 
value that is caused by differences in risk. 
 

Maximising shareholder’s wealth 
– When analysts and investors determine the value of a company’s share 

price, they consider: 
• Size of the expected cash flows  



• Timing of the cash flows 
• Riskiness of the cash flows 

 
– The mechanism for determining share prices are based predominately on 

cash-flows from correct and well executed business decisions 
 
Can management decisions affect share prices? 

 Yes… Management can definitely affect the company’s share price. 
This is because managers have important decisions too make which 

affect future cash flows, e.g. what type of products or services too 
produce and what productive assets too purchase. Managers also 
make decisions concerning the mix of debt too equity, debt collection 

policies and policies for paying suppliers. Hence, it is very clear that 
management make a series of decisions when executing the 

company’s strategy that affect the company’s cash flows and, hence, 
the price of the company’s shares. 

 ALSO see diagram below!!! 
 
Major Factors Affecting Share Price- 

 
 
Agency Conflicts- 
Separation of Ownership and Control 

 For large companies; 
- ownership of the firm is spread over huge number of shareholders,  

- owners may effectively have little control over management 
 

 Concern that management may make decisions that benefit their self-

interest rather than those of the shareholders. 
 



Agency relationships 

– An agency relationships arises whenever one party, called the principal 

(shareholders), hires another party, called the agent (management) 
 
Do managers really want to maximise share price? 

– Shareholders own the company, but managers control the money and have 
the opportunity to use it for their own benefit. 

 
Agency Costs 

– The costs of the conflict of interest between the company’s owners 
and its management. 

– E.g. audits report, higher risk of return 

 
Aligning the interest of Management and Shareholders: 

 Management Compensation 
- a significant portion of management compensation is tied to firm 
performance (e.g. share price)  

 

 Managerial Reputation 

- Hoping the manager looks after their own reputation as if they do a bad job 
of managing the company, they are unlikely too be employed again. 

 

 An independent Board of Directors  
- Lack of board independence is a key factor in the misalignment between 

board members’ and shareholders’ interests. Must be independent people 
with outsiders to oversee the operations. Must balance the BoD too be 

outsiders and also people within the business. 
 

 Monitoring by large shareholders  

- Large shareholders have the power to actively monitor managers and may 
influence their decisions.  

 

 The takeover market 

- Poor performing company may be taken over by corporate raiders. 
- An external force. 
 

 Legal and regulatory environment 
- Companies must adhere to laws and regulations, that limits what 

management can do. This helps the shareholders. 
 
 
The Importance of Ethics in Business: 
Ethics 

– A society’s ideas about what actions are right and wrong. 
 

 

Are Business Ethics Different? 

– Traditions of morality are relevant to business and financial markets 

 
Types of ethical Conflicts in Business: 



 Agency costs Conflicts of Interest 
- Conflict between individual’s personal or institutional gain and the obligation 

to serve the interest of another party. 
 

 Information asymmetry 
- One party in a transaction has information that is unavailable to the other 

parties 
 
Serious consequences: 

E.g. Insider Trading 

 Trading on corporate information, where a person is aware of material 

information that has not yet become public information 

 Front-running – where a person who is aware of a large order in a 
share which is likely to have price impact, trades in that share or a 

derivative before the large order is executed and exits that position. 
- Refer to http://www.asic.gov.au/asic/asic.nsf for examples to be 

discussed in Tutorial 2. 
 
Why are ethics important in business? 

– Corruption in business creates inefficiencies in an economy 
– Provide investors with confidence in the integrity of our markets 

– Encourage participations of investors/shareholders in the financial markets. 
 
Summary and Conclusions: 

• Corporate Finance is the management of a business’s finances (Financial 
Management). 

 
• The primary firm’s financial objective is to maximise shareholder’s wealth. 
 

• The law and market forces provide important incentives to limit agency 
problems and foster. 

 
TOPIC 2- Financial Mathematics (Chapter 5 and 6): 
NOTE- 

– If have a YEARLY interest rate, but compound MONTHLY…must 
divide the interest rate by 12 (i/12) 

– The TIMELINE figures indicate the end of each year (ie. 1= the end of 
year 1) 

 

Deriving t- 



 
 

Fundamental Concepts- 

• Cash flows 
– The funds that flow between parties either now or in the future as a 

consequence of a financial contract. 
 

• Rate of return 

– Relates cash inflows to cash outflows. 
 

 

 

Where: 
r = rate of return per period  
CF1 = cash inflows at time 1  

CF0 = cash inflows at time 0 
 

• Interest rate 
– Rate of return on debt 

 

• Time value of money 
– Cash flows that occur at different points in time cannot simply be 

added together or subtracted. 
 

– Why? Because if we receive the money now rather than later, the 

sooner we can re-invest that cash and make money from that cash. 
 
Time Value of Money: 

“A dollar today is worth more than a dollar tomorrow” 
 

– Money received now can be invested to earn additional cash (due too 
interest). 

– A significant amount of time may elapse between the outflow of cash and 
the subsequent inflows 
 

The concept of Present Value and Future Value 



• Present value – the dollar amount payable today that is equivalent to a 

stated future cash flow. (e.g. if you were to receive $100 in one year, the PV 

of that cash at t=0 (now) would be under a $100). 
 
• Discounting – the process of converting a expected future cash flows to its 

equivalent value now. 
 
• Compounding–the opposite of discounting. 

 

• Key Concepts: 
– Present Value vs Future Value 
– Simple Interest vs Compound Interest  

– Nominal vs Effective Interest Rates 
– Nominal vs Real Interest Rates 

– Multiple Cash Flows 
=> Annuities 
=> Perpetuities 

 
Simple Interest- 

• Typically used when there is only a single time period. 
 
• Interest is calculated on the original sum invested: 

 
 

FUTURE VALUE- 

 
 

PRESENT VALUE- 
– Present cash equivalent of an amount to be paid or received at some 

future date, calculated using simple interest. 
 

• Formula: 

 
 

 
 
 
EXAMPLE SIMPLE INT. FUTURE VALUE: 



 
NOTE: just putting 90 would mean 90 years, hence we must put in the 

fraction of the year… 
 

HENCE- The interest is $863.01 
 
 
EXAMPLE SIMPLE INT. PRESENT VALUE: 

 
 
 
 
Compound Interest (ALWAYS ASSUME COMPOUND INT. UNLESS 
QUESTION STATES OTHERWISE)- 

- Compound vs. Simple Interest- Simple interest you only get interest on your 
principal…compound interest you get interest on your principal, aswell as 

your interest upon your interest. 
 

• “The most powerful force in the universe is compound interest” 

– Which famous scientist are we quoting? 
 

• Compounding involves accumulating interest on previous interest payments. 
 
• What is the key difference between simple and compound interest? 

– In the case of compound interest, previous interest payments will generate 
further interest. 

 
• The backbone of many time-value calculations are the present value (PV) 
and future value (FV) based on compound interest. 

 



 
FUTURE VALUE- 

• The sum or future value (S) accumulated after n periods is: 

 
 
 
PRESENT VALUE- 

 
NOTE: The PV and FV formulas are the inverse of each other. 
 
EXAMPLE: 

$1 000 000 is invested for 3 years at 12% p.a. (compound). What is the 
value of the investment at the end of the 3 years? 

 
Using Compound Interest- 
a) 

After 1 year: 1,000,000 x 1.12 = $1,120,000  
After 2 years:1,120,000 x 1.12 = $1,254,400  

After 3 years:1,254,400 x 1.12 = $1,404,928 
 
Hence, $1,000,000 today is equivalent to $1,404,928 in 3 years time. 

 
 

OR b) 

 
 
 
 

 



Nominal and Effective Interest Rates- 
• Nominal rate 

– Normally the advertised rate at the bank, usually put in a per annum 
basis. 

– It is the quoted interest rate where interest is charged or calculated 
more frequently than the time period specified in the interest rate. 

– When choosing the best compounding rate we can look at the effective 

rate. 
 
• Effective rate 

– Interest rate where interest is charged at the same frequency as the interest 
rate quoted. 

– Used to convert different nominal rates so that they are comparable. 
 

 
- The effective interest rate can be calculated as: 
 

 
where: 

ate per period 
compounding periods which occur during a single nominal 

period 
 
 

EXAMPLE: 

Calculate the effective annual interest rates corresponding to 12% p.a., 

compounded: 
 
(a)semi-annually. 

SAME AS BELOW BUT TOO THE POWER OF 2…and divide by 2 (m=2) 
 

Hence, (1+0.12/2)^2 -1= 0.1236 OR 12.36% PER ANNUM 
 
b) quarterly 

 
 

HENCE, WOULD PREFER COMPOUNDING QUARTERLY- THE MORE 
FREQUENT THE COMPOUNDING THE GREATER THE EFFECTIVE 
RATE!!! 



 
 

Example: IF Nominal interest rate of 0.1… 

Effective Annual Rate= (1+0.1/1)^1 -1= 0.1, 10% PER ANNUM 

Effective Semi-Annual Rate= (1+0.1/2)^2 -1= 0.1025, 10.25% PER ANNUM 
MEANING EXAMPLE- The effective annual rate of 10.25% per annum, which 
means that 10% compounded semi-annually is equivalent to 10.25% 

compounded once per year.  
Effective Quarterly Rate= (1+0.1/4)^4 -1= 0.1038, 10.38% PER ANNUM 

Effective Monthly Rate= (1+0.1/12)^12 -1= 0.1047, 10.47% PER ANNUM 
Effective Daily Rate= (1+0.1/365)^365 -1= 0.10516, 10.516% PER ANNUM 
 

 
Real Interest Rates: 

• Nominal interest rate - Interest rate before taking out the effects of inflation. 
• Real Interest Rate - Interest rate after taking out the effects of inflation. 
 

• The real interest rate (i*) can be found as follows: 

 
 
 

 
 
 

 
 

 
EXAMPLE: 

If the current nominal interest rate is 10% p.a., and the inflation rate is 

expected to be 3% p.a., what is the corresponding real interest rate? 
 
i*= (1+0.1/1+0.03)-1= 6.80% 

 Even though on paper it looks like we get 10%, due too inflation we 
are actually only get 6.80% interest p.a.  

 
 

 
Continuous Interest Rates: 

• A method of calculating interest in which it is charged so frequently that the 

time period between each charge approaches zero. 
 

• Continuously compounded interest is an example of exponential growth: 



 
 
EXAMPLE: 

If the interest rate is 12% p.a., compounded continuously, how much will a 

principal of $200,000 be worth after 1 year? 
 

 
 
 
Geometric Rates of Return (assumes compounding): 

– Also referred to as the ‘average compound rate of return’. 
 

 
 

EXAMPLE: 

• Alex’s investment of $50,000 produces rates of return as follows: 

Year 1: A gain of 12% 
Year 2: A gain of 8% 
Year 3: A loss of 3 % 

 

 What is the geometric rate of return? Value of investment after 3 years 

 
ANSWER: 

- Need to know P3 (final value of investment after 3 years)…SOO 

= 50,000(1.12)(1.08)(0.97) =  $58,665.50  
 

i= (58,665.50/50,000)^1/3= 5.47% return Per Annum (for the three 
years) 
 



 
Multiple Cash Flows: 

Value Additivity- 

– Cash flows occurring at different times cannot be validly added without 

accounting for timing. 
– Necessary to convert multiple cash flows into a single equivalent cash 
flow. 

– Cash flows can be carried either forward in time (accumulated) or back 
in time (discounted). 

 
EXAMPLES: 
• Consider three cash flows: 

–$1000 today (outflow), + $1120 in 1 year, + $2500 in 2 years, where the 
interest rate is 12% p.a. 

 
What is the PV at (t=0) of these cash flows? 
 

 
YES, is a good investment as we have a positive cash flow after the two 

years too cover the initial cash outlay. 
 
 

FV Example 
• You have just received a $30,000 inheritance.  However, the terms of 

the will say that you will receive $20,000 now and $10,000 in a year’s 
time.  You want to spend the money in two years’ time.  How much will 
you have by then? The rate of interest is 5.5 percent. 

 
 

PV example 

 You have been promised $1,500 in 1 year, $2,200 in 2 years and 
$1,800 in 3 years. If you could invest at 10% compounded annually, 

what is the value of these cash flows today? 



 
Now we need to calculate the PV of the cash flows: 
PV= FV/(1+r)^t 

1. PV = 1500/(1.1)1 = 1363.64 

2. PV = 2200/(1.1)2 = 1818.18 
3. PV = 1800/(1.1)3 = 1352.37 

As the cash flows have all been valued at the same point in time (t = 0), 
they can now be summed. 
Total present value = 1363.64 + 1818.18 + 1352.37 = $4534.19. 
Therefore, the value of the cash flows today is $4,534.19. 

 
Annuities: 

• An annuity is a stream of :  
– equal cash flows, 

– equally spaced in time. 

(e.g. receive $100 once at the start of every year for five years) 

 
• Three major types of annuities: 
i) Ordinary annuity  

ii) Annuity due 
iii) Deferred annuity 

 
i) Ordinary Annuities- 

• Annuities in which the time period from the date of valuation (t=0) to the 
date of the first cash flow (t=1) is equal to the time period between each 

subsequent cash flow. 

• Assume that the first cash flow occurs at the end of the first time period: 

 
 
 

FUTURE VALUE Ordinary Annuities: 

 



see below for table definitions… 
 

 
PRESENT VALUE Ordinary Annuities: 

 Present value of an ordinary annuity: 

 
 
 

 
EXAMPLE: 

 Find the present value of an ordinary annuity of $3,000 p.a. for 5 years 

if the interest rate is 8% p.a. by: 
 

(a) Discounting each individual cash flow using the PV formula- 

 
 
(b) OR Using the annuity formula (much quicker)- 
PV= 3,000/0.08 [1-(1/(1+0.08)^5]= $11,978.13 

 
 

 
FUTURE VALUE Ordinary Annuities: 


