
• Small companies usually have to raise equity capital privately, or through 
venture capitalists (they specialise in high-risk, high-return investments) 

  
• After companies get bigger, they can conduct an initial public offering (IPO) 

of shares - selling shares to outside investors and listing them for trade on a 
stock exchange  

  
  

2. Financial Management 
• Financial management function = managing the company's operating cash 

flows as efficiently as possible 

  
• Ensuring the company has enough funds to support day-to-day operations 

  
• Seasonal financing, adequate inventories for customer demand, paying 

suppliers, collecting from customers, investing surplus cash  

  
  

3. Capital Budgeting 
• Capital budgeting/investment function = selecting the best projects in 

which to invest the company's funds based on expected risk/return 

  
Important because: 

• The scale of capital investment projects are often quite large 

• Companies can prosper as outcomes drive their value and wealth of owners 

  
Capital budgeting process: 

1. Identifying potential investments 
  

2. Analysing the investment opportunities, selecting those that create the most 
shareholder value 

  
3. Monitoring the selected investments 

  

  
4. Risk Management 
• Risk management function = identifying, measuring and managing 

company's exposure to all types of risk to maintain an optimal risk-return 
trade off and maximise share value 

  
• Common risks: losses that can flow from adverse interest rate movements, 

changes in commodity prices, fluctuations in currency values etc.  

  
Risks can be managed in two ways: 
  

o Risk shifting = involves paying another entity to take on the risk and 
compensate you in case of negative outcome (insurance) 
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• Present value of any cash flow stream is merely the sum of the present values 

of the individual cash flows - value additivity principle  
  
  

 
  
  

• Letting CFt represent cash flow at the end of year t, 
the present value of an n-year mixed stream of cash 
flows (PV) is: 

  

       𝑷𝑽 = [𝑪𝑭𝟏 ∗
𝟏

𝟏 + 𝒓
] + [𝑪𝑭𝟐 ∗

𝟏

(𝟏 + 𝒓)𝟐
] + ⋯

+ [𝑪𝑭𝒏 ∗
𝟏

(𝟏 + 𝒓)𝒏
] 

  

 
  

• 𝑷𝑽(𝑬𝒙𝒂𝒎𝒑𝒍𝒆) = [
4000

1.09
] + [

8000

(1.09)2
] + [

5000

(1.09)3
] + [

4000

(1.09)4
] + [

3000

(1.09)5
]   

                                    = $𝟏𝟗, 𝟎𝟒𝟕. 𝟓𝟖 
  
  

• When we calculate the present value of the stream, we are 
determining the value of the stream as of today 

  
• When we calculate the future value of the stream, we are 

determining the value of the stream as of a specific date in the 
future 

  

19 of 8019 of 78



• Must be noted that the above two equations calculate the PV of a 
perpetuity that makes its first payment one year from today 

  
• An adjustment needs to be made if we want to know the PV of a 

perpetuity beginning sooner or later than this 

  
  

  
  

  
  
  
  
  

  
  

• Sometimes, however, companies are unable to make dividend 
payments 

• When a company has to suspend payment of dividends, it usually must 
make up lost dividends BEFORE it can pay dividends on ordinary 
shares 

• Preferred shareholders must then endure some loss in value of their 
shares (example below) 
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Expected Inflation and Real Interest Rates 
• When investors decide whether they want to purchase a 

bond with a particular rate, the past inflation rate doesn't 
matter, but it is what the inflation rate will be over the 
bond's life that matters.  

  

• Investors must therefore estimate how much inflation 
they EXPECT in the future  

 
  

Changes in Issuer Risk 
• Default risk = the risk that the bond issuer may not make all 

scheduled payments 

• If a certain bond issuer is experiencing financial 
problems, the required return will increase, price of 
issuer's bonds will fall (and vice versa) 
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 Chapter 9: CAPITAL BUDGETING 
 

9-1 Intro to Capital Budgeting 
  
  

9.1a Traits of ideal investment criteria 
  

• When evaluating capital investments, financial managers 
prefer: 

1. An easily applied technique that 
2. Considers cash flow 
3. Recognises the time value of money 
4. Fully accounts for expected risk and return 
5. When applied, leads to higher firm value for any company 

  
  

9-2 PAYBACK METHODS 
  
  

9.2a The Payback Decision Rule 
  

• PAYBACK PERIOD: the time it takes for a project's cumulative 
net cash inflows to recoup the initial investment  

• Companies using the payback approach define a max 
acceptable payback period and accept only those projects 
that have payback periods less than the maximum  

• All other projects are rejected 

• E.g. if a company decides it wants to avoid all 
investments that don't 'pay for themselves' within 3 
years, the payback decision rule is to accept projects 
with a payback period of 3 years or less and rejected 
all other investments  
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3. Shareholders are taxed at their marginal tax rate but are allowed a tax 

credit deducted from their total tax to be paid (in recognition of 
company tax paid) 

• Company tax paid is treated as if it were effectively paid by 
shareholders 

• Payment of company income tax is effectively a prepayment of 
personal tax liabilities of shareholders. 

• E.g. if personal tax rate is 45%, tax liability is 0.45 x 100 (profit) = 
$45, MINUS the franking credit of $30 = $15 

  
  
  
  

11.1.4 Share buybacks 
  
Tax treatment of a buyback depends on whether it takes place ON or OFF 
market: 

• OFF market buyback: transaction can be structured so that part of the 
payment received by a shareholder is a dividend (tax purposes) 

• ON market buyback: whole amount paid to shareholder is treated as 
sale proceeds - but subject to only capital gains tax provisions 

  
• Share buybacks affect taxes only for shareholders who decide to sell 

and (for on-market buybacks) only if the investor realises a capital gain  
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FACTORS AFFECTING CALL + PUT OPTION PRICES 
  

• Call option prices would be determined by the 
probability that the share price would rise ABOVE the 
exercise price.  

  
• CURRENT SHARE PRICE 

o The higher the current share price, the greater 
probability of a better payoff so the higher the call 
price, and the lower the put price   

o Intrinsic value: difference between underlying 
current share price and exercise price (the cash 
flow that would occur if the call is exercised 
immediately) 

  
EXERCISE PRICE  

o The higher the exercise price, the lower the call 
price 

o The higher the exercise price, the higher the put 
price  
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