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The Balance-Sheet Model of the Firm

Total Value of Assets: Total Firm Value to Investors:
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The Balance-Sheet Model of the Firm

The Capital Budgeting Decision

should the
firm engage

e, 107

)  What long-
term
> Investments
7/



The Balance-Sheet Model of the Firm

The Capital Structure Decision

/

How can the firm
raise the money
for the required
investments?
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The Balance-Sheet Model of the Firm

The Net Working Capital Investment Decision

term cash flow
does a company
need to pay its
bills?

. How much short-
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Capital Structure

The value of the firm can be
thought of as a pie.

The goal of the manager 1s
to increase the size of the

pic.

The Capital Structure
decision can be viewed as
how best to slice up a the

pie.
If how you slice the pie affects the size of the pie,
then the capital structure decision matters.
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The Financial Manager

To create value, the financial manager
should:

). Try to make smart investment
decisions.

Y. Try to make smart financing decisions.



Hypothetical Organization Chart
L. BoadofDieciors
Chairman of the Board and

President and Chief
Vice President and

L Treasurer . Contller
| CoshManager | | CreditManager TaxManager | CostAccounting
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The Firm and the Financial Markets

Ultimately, the firm
must be a cash
generating activity.

Government

The cash flows from
the firm must exceed
the cash flows from
the financial markets.
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A Comparison of Partnership and Corporations

e e

Liquidity

Voting Rights

Taxation

Reanvestment

Liability

Continuity

Shares can easily be
exchanged.

Usually each share gets one
vote

Double

Broad latitude

Limited liability

Perpetual life

Subject to substantial
restrictions.

General Partner is in charge;
limited partners may have
some voting rights.

Partners pay taxes on
distributions.

All net cash flow is
distributed to partners.

General partners may have
unlimited liability. Limited
partners enjoy limited
liability.

Limited life
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Separation of Ownership and
Control

ot

Assets
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Financial Markets

Stocks and
— Bonds

<+— Money

& J
Y
Primary Market - ~" -
Secondary
Market
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