Corporate Finance [120191-0345]

1.1 Investment Decision and Financial Decision

Financial decisions can be broadly classified adrkiestment decision, which assets to
acquire, and the financial decision, how to finaasset acquisition.

Business firms cannot produce goods and servict®uti productive assets. Tangible
assets includeeal assets, such as land, plant facilities and equipmentarigtble assets
include patents or licenses.

The company needs to finance its assets by acguigpital from financial markets.

1. investment decision - what mix of fixed assets (land, plant, machinexyd equipment)
and what mix of current assets (cash, accountsiveddle, and inventories) will best
facilitate the firm’s production of goods and sees,

2. financial decision - what securities to issue and what mix of equdpg term debt, and
short term liabilities best meets the firm’s objees.

The art and science of making the right investnaent financial decisions for the firm
are called corporate financBnancial management. These two broad decisions, the
investment decision and the financial decision, thee responsibility of the chief financial
officer (CFO).

Financial decision making deals basically with filneire.

| nvestments
| =AFIXED ASSETS+ ANET CURRENT ASSETS

The process of planning and managing a firm’s itnaegts is called capital budgeting.
Sour ces of Finance
F=AEQUITY + ADEBT

A capital structure refers to the mixture of equatyd long-term debt the firm uses to
finance its fixed assets and net current assets.

Thefirm must maximizethe welfare of itsresidual claimants (stockholders).
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1.2 Thefour typesof firms

A sole proprietorship is a business owned and run by one person. Therohas
unlimited personal liability for any of the firm'debts. The life of a sole proprietorship is
limited to the life of the owner.

A partnership is a business owned and run by more than one owligoartners are
liable for the firm’s debt. The partnership ends tbe death or withdrawal of any single
partner.

A limited partnership is a partnership with two d&nof owners, general partners and
limited partners. General partners are personalhtd for the firm’s debt obligations. Limited
partners have liability limited to their investmemhey cannot run the business. Their private
property cannot be seized to pay off the firm’sstannding debt.

A limited liability company is a limited partnership without a general partrigre
owners have limited liability, but they can also the business.

A corporation is a legal entity solely responsible for its obtigns. The owners are not
liable for any obligations of a corporation. An avns known as a shareholder, stockholder
or equity holder. The shareholders of a corporatixercise their control by electing a board
of directors. The board of directors delegatessiecs that involve day-to-day running of the
corporation to its management team.



Corporate Finance [120191-0345]

1.3 Cash Flowsin Accounting and Financial M anagement

Free cash flow to the firm (FCFF) is the cash flavailable to suppliers of capital
(equity holders and debtors) after all investmentxed assets and net current assets have
been made.

FCFF is independent of the company’s capital stinectThe same cash flow is used to
value levered and unlevered company. FCFF doedap®nd on capital structure and also on
cost of equity and interest rates. It may be preted as cash flow to equity holders of an
unlevered company. FCFF depends on sales, operatstg and depreciation.

FCFF is different from EBIT. FCFF can be expreszed
(@H) FCFF = EBIT (1-T) +D AFA - ANCA

where

EBIT — operating income (earnings before inteaest taxes),
T - tax rate,

D - depreciation,

AFA - investment in fixed assets,
ANCA — investment in fixed current assets.

FCFF can be also estimated as follows:

(2) FCFF = NI + D + Interest Expense (1-TQFA - ANCA

or

3) FCFF = OCF + Nonoperating Income — Interestdfige T AFA
or

4) FCFF = NOI (1-T) +D + Nonoperating Income (1-BFA - ANCA
or

(5) FCFF =ACash — Tax Savings — Financial Flow

where

OCF - operating cash flows,

Interest Expense x T — tax savings.

Free cash flow to equity is the cash flow availaoleequity holders after all financial
flow adjustments (interest and principal paymensveh been paid and new borrowing
received). FCFE can be estimated as follows:

(6) FCFE = FCFF — Interest Expense (1-T) + Net 8omng

<(37f) FCFE= NI + D -AFA - ANCA + Net Borrowing

?E;) FCFE= OCF + Nonoperating income — Interest lBspeAFA + Net Borrowing
?9r) FCFE =ACash — (Issued Stock — Divivdends Paid)



Corporate Finance [120191-0345]

Questions:

Interpret the term “a firm”.

What is the market value of a company ?

What is the difference between market value andg@uwic (fair value) ?

Discuss the differences between accounting anaddinhmanagement ?

Show the difference between operating cash flovesagounting and financial management.
Show the difference between investment cash flovescounting and financial management.



