B280 
Introduction to Financial Management

Unit 1
Scope of financial management

Efficient Market Hypothesis

· a market where value of assets (or securities) at any instant reflect all available public information;

· fair prices;

· large number of participants;

· profit-driven investors;

· information is quickly discounted into the prices, i.e. prices are good indications of firm value

Goal of the firm
**** maximization of shareholders’ wealth ****

Shareholders’ wealth

=
total market value of the firm’s common stock

=
no. of shares x share price

NOT
maximization of profit!!!

The Agency problem

· separation of ownership and control

· conflicts of interest between managers and stockholders

· manager’s (firm’s agent) interest may be different from shareholders

Agency cost

· loss in shareholder wealth due to manager’s sub-optimal decisions

· resources (incentives) used to monitor managers, e.g. stock options, stock price-based bonus, etc.

Relationship between financial management and controllership

· distinctions between 

“Treasurer” and “Controller"

Legal forms of business entities

· Sole proprietorships

· Partnerships : general and limited

· Limited companies (incorporated in HK) : private and public

· Corporation : an entity that legally functions separate and apart from its owners.

Profits tax in HK

3 types of major taxes :

· Profits tax,

· Salaries tax,

· Property tax

Notes :

1. Tax allowance (e.g. depreciation allowance) can be used to offset taxable income and has cash benefits (also called tax shields).

2. Financial decisions should consider after-tax cashflows only.

3. Debt financing has a comparative advantage over equity financing since interest payments is tax deductible while dividends are not.

Mathematics of finance

*** Time value of money ***

1. Future value (FV) of a sum

2. Present value (PV) of a sum

3. Future value of an annuity (FVA)

4. Present value of an annuity (PVA)

1.
Future value of a sum

FVn
=
PV (1 + i)n
where  (1 + i)n is the 

“Future Value Interest Factor (FVIFi,n)”
Note :

· all cashflows occur at the end of the period,

· i is the annual interest rate,

· n is the number of years,

· if the unit is not “years”, adjust the formula to

FVn
=
PV (1 + i/m)mn

where m is the no. of times of compounding, e.g. 12 for month, 4 for quarters, etc.

Continuous compounding

FVn
=
PV * e i.n

where  e i.n is the compounding factor 

(e is ~= 2.71828)

2.
Present value of a sum

PVn
=
FV / (1 + i)n

where
 1 / (1 + i)n 
is the 

“Present Value Interest Factor (PVIFi,n)”

Note :

i is usually referred to the “discount rate”

3.
Future value of an annuity (FVA)

· annuity : a series of equal payments/receipts for a specified no. of periods.

· ordinary annuity” and “annuity due”

FVn
=
PMT { [(1 + i)n – 1] / i }

where
 PMT is the annuity payment at the end of the period.

{ [(1 + i)n – 1] / i }
is the 

“Future Value Interest Factor for an Annuity (FVIFAi,n)”

4.
Present value of an annuity (PVA)

PV0
=
PMT { [1 - (1 + i)-n ] / i }

{ [1 - (1 + i)-n ] / i } is the 

“Present Value Interest Factor for an Annuity (PVIFAi,n)”

Advanced annuity concepts

5. Perpetuities 

-
an annuity that continues forever
PV
=
PP / i 


where PP is the constant amount periodically

Growing perpetuities

PV
=
PP1 / (i – g)


where g is the growth rate per period

Annuity due
· cashflows occur at the beginning of period, instead of period end.

FVn (annuity due)


=
PMT * FVIFAi,n * (1 + i)


PVn (annuity due)


=
PMT * PVIFAi,n * (1 + i)

(*** Note : NOT equal to discounting/ compounding to the power of n – 1!!!)


Sole proprietorships
Partnerships
Limited companies (incorporated)

No. of owners
1
2 to 20
Private

2 to 50
Public

>= 2

Registration

(Registrar of Companies)
· Registered under Chapter 310 of the Business Registration Ordinance,

· Apply to Inland Revenue Dept for a Business Registration Certificate
General

· Partnership Ordinance

- Apply to Inland Revenue Dept for a Business Registration Certificate, etc.
Limited

· Limited Partnership Ordinance

· Apply to Inland Revenue Dept for a Business Registration Certificate, etc.
· Apply for a Certificate of Incorporation,

· Apply to Inland Revenue Dept for a Business Registration Certificate, etc.

Responsibility of liability
Unlimited
All the partners are jointly and severally liable, without limitation.
· 1 or more partners may be a limited partners, i.e. liability is limited to the amount of initial capital contribution,

· limited partners may not participate in management,

· at least one of the partners mush be general partner, i.e. unlimited responsibility for the liability.
Limited to their capital contribution.

Income taxation

(Profit tax)
15%
15%
16%
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