Principles of Finance

a. Why is corporate finance important to all managers?  
Corporate governance is important to all managers to enable them make sound and effective decisions. Ranging from investment analysis, choosing a vendor, making a buy or make decisions among other financial decisions, corporate finance enables managers to make sound decisions that maximize on the shareholders’ value utility and minimizes financial costs of the firm (Ehrhardt & Brigham, 2016).
b. Describe the organizational forms a company might have as it evolves from a start- up to a major corporation. List the advantages and disadvantages of each form. 

The organizational forms that a company might have as it evolves from a start up to a corporation include a sole proprietorship and a limited partnership. A sole proprietorship is a type of business that is owned by a single individual.  The advantages of this form of business are that is relatively simple to fork and operate. A sole proprietorship also enjoys tax advantages since the owner is taxed on his personal income rather than business income. However, the disadvantage is that the small size and lack of access to professional management may limit the growth of the business and failure to attract capital for the business.  For a limited partnership, the business is owned by two or more individuals whose liabilities, investment returns and control are limited. The business may also have general partners who possess unlimited control and liability to the firm. The advantages of a partnership include that is also much simpler to form and operate and also enjoys tax advantages since the business incomes is aggregated with other personal income for tax purposes.

c. How do corporations go public and continue to grow? What are agency problems? What is corporate governance? 

Corporations go public and continue to grow through various ways which include Initial Public Offering (IPO), Angel Capital Electronic Network and Small Corporate Offering Registration. IPO involves registering of the business stock with the Securities and Exchange Commission and offering those shares for purchase by the public (Ehrhardt & Brigham, 2016). The Angel Capital Electronic Network allows small business to list their stocks with the Small Business Administration while the Small Corporate Offering Registrations is an alternative for filing the IPO for small business which is much less costly and viable for small firms.

Agency problems refer to conflict of interest that exists between the firm management and its various stakeholders due to their diversity of goals and expectations.

Corporate governance refers to the ideals of managing a company in an ethical manner that adheres to the corporate goals and the interests of the business stakeholders.

d. What should be the primary objective of managers? 

The primary objective of managers should be maximizing the value of their principles (shareholders) in a manner that ensures the continuity of the organization. This is enhanced by keeping a team of well-motivated staffs, taking investments with positive and long term value of the firm and judicious use of corporate resources.

(1) Do firms have any responsibilities to society at large? 

Firms have a responsibility to the society at large since it derives its resources and revenues from there. In this regard, a firm should engage in activities that enhance the society welfare such as corporate social programs, environmental protection and offering products that are free from any health hazards.

(2) Is stock price maximization good or bad for society?  
Stock price maximization is bad from the society in general. When stock prices are maximized, the organization as well as its stockholders benefits. The society in general suffers because they will have to pay for the high stock prices in the event they want to have some ownership in the firm.

(3) Should firms behave ethically? 

Firms should behave ethically. This is due to the fact that they drive their business from society and should give back by being ethical to the same society (Ehrhardt & Brigham, 2016).

e. What three aspects of cash flows affect the value of any investment? 

Three aspects of cash flows that affect the value of investment include amount (bigger is better), timing (the sooner the better) and risks (lower risks the better)

f. What are free cash flows? 

Free cash flows refer to the amount of cash that is available for distribution for all investors after payments of current expenses and making the investments necessary for growth.

g. What is the weighted average cost of capital? 

Weighted average cost of capital refers to the average rate of return that is required by the firm investors which are the stockholders and creditors

h. How do free cash flows and the weighted average cost of capital interact to determine a firm’s value? 

Free cash flows and weighted cost of capital determine firm’s value in that the cash flows must be discounted to the present value to determine the net present value. The higher the cash flows and the lower the weighted cost of capital, the higher the firm’s value and vice versa.

i. Who are the providers (savers) and users (borrowers) of capital? How is capital transferred between savers and borrowers? 

The providers (savers) of capital include households and individuals who have deposited their funds in a financial institution while the users or borrowers comprise of busi9nesses and government.

Capitals is transferred between savers and borrowers through financial intermediation  such as individual deposits and borrowings via a bank, direct transfers  such as issuance of a commercial paper by a corporation or through investment such as IPO offering (Ehrhardt & Brigham, 2016).

j. What do we call the cost that a borrower must pay to use debt capital? What two components make up the cost of using equity capital? What are the four most fundamental factors that affect the cost of money, or the general level of interest rates, in the economy?

The cost that a borrower must to use debt capital is called interest rate. Two components that make up the cost of using equity capital are the capital gains and dividend distributions from the earnings of the firm. The fundamental factors that affect the cost of money in an economy include risk, expected inflation, time preferences for consumption and production opportunities.

k. What are some economic conditions that affect the cost of money?

The economic conditions that affect the cost of money include level of business activity, foreign trade deficits, fed policies, exchange rate risk and economic conditions.

l. What are financial securities? Describe some financial instruments. 

Financial securities refers to the assets that can be traded and include cash or contractual rights representing rights to receive future benefits under a given set of conditions. The examples of financial instruments include Treasury Bills and Bonds, common and preferred stocks, Certificates of Deposit among others (Ehrhardt & Brigham, 2016).

m. List some financial institutions. 

Examples of financial institutions include commercial banks, mutual savings banks, credit unions, savings and credit cooperative societies, mutual funds, insurance companies among others.

n. What are some different types of markets? 

Some different types of markets include markets where physical assets are traded versus markets for financial assets such as capital markets, money markets versus capital markets, primary markets and secondary markets.

o. Along what two dimensions can we classify trading procedures?
Trading procedures can be classified along two trading procedures which are location and method of matching orders.
p. What are the differences between market orders and limit orders? 

The difference between market orders and limit orders is that market orders are executed immediately and with certainty (Pyka & Burghof, 2013). Market orders cannot be accepted outside the market hours or when trading of the stock is suspended or stopped. Limit orders allows setting of a maximum purchase price for a stock buy order. If the market does not reach the set limit price, the order is not executed.
q. Explain the differences among dealer-broker networks, alternative trading systems, and registered stock exchanges. 
Dealer-broker networks is one in which stock is offered for sale by a client but then  sells immediately to another client willing to buy the stock. Dealer-broker networks must be registered with the SEC although they are less regulated than the alternative trading systems and the registered stock exchanges (Ehrhardt & Brigham, 2016)
r. Briefly explain mortgage securitization and how it contributed to the global economic crisis.

Mortgage securitization refers to the process of taking an illiquid asset or groups of assets and through the processes of financial engineering, transforming them into a security (Pyka & Burghof, 2013). Ideally, mortgage securitization contributed to the global economic crisis in that it allowed banks to move mortgages off their books by turning them into securities and selling them to investors. As the banks moves the mortgages off the books, it frees up room for more lending capital and encouraged by the traditional strength of the housing market, the investors borrowed more to finance their investments. This allowed for lack of prudential grant of credit by banks and when the housing market started to hurt due to saturation, default rates on borrowing increased thus causing the economic crisis.
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