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What is Finance?

· The study of how people allocate scarce resources over time

· Costs and benefits of financial decisions are:

· spread out over time

· not known with certainty at time of decision

· Central concept:  valuation

· Financial Systems

· How do we make financial decisions

· What is the ultimate goal?
Why Study Finance?

· Manage your personal resources

· Ability to deal with the world of business

· Career

· Informed public choices

· Expand your mind
Areas of Finance

· Financial management

· tools necessary to make financial decisions

· capital budgeting

· lease vs. buy

· when to refinance

· Corporate Finance

· Financial decisions of firms:
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· Investments

· Financial decisions of individuals / households:

-

-
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-
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· Institutions

Forms of Business Organization

· Sole proprietorship

· Partnership

· Corporation

Sole Proprietorship/ Partnership

· Advantages

· ease of formation

· subject to few regulations

· no corporate income taxes

· Disadvantages

· limited life

· unlimited liability

· difficult to raise capital

Corporation

· Advantages

· unlimited life

· easy transfer of ownership

· limited liability

· ease of raising capital

· Disadvantages

· double taxation

· set-up and reporting costs

· agency costs

Goal of Financial Management

· What are firm decision-makers hired to do?

· Possible goals

· Three equivalent goals of financial management:

· maximize 

· maximize 

· maximize 

Agency Relationships

· An agency relationship exists whenever a principal hires an agent to act on their behalf

· Within a corporation, agency relationships exist between:

· shareholders and managers

· shareholders and creditors

Shareholders versus Managers

· Managers are naturally inclined to act in their own best interests

· But the following factors affect managerial behavior

· compensation plans

· direct intervention by shareholders

· threat of firing

· threat of a takeover

Shareholders versus Creditors

· Shareholders could take actions to maximize stock price that are detrimental to creditors

· In the long run, such actions will raise the cost of debt and ultimately lower stock price
Factors that Affect Stock Price

· Projected cash flows to stockholders

· Timing of the cash flow stream

· Risk associated with the cash flows (uncertainty)
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