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1.1 Defining Finance

e Finance is the study of how people
allocate scarce resources over time

— costs and benefits are distributed over time
— but the actual timing and size of future cash
flows are often known only probabilistically

e Understanding finance helps you
evaluate these uncertain cash flows (risk)
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Defining Finance

e \When implementing decisions, people
make use of the Financial System defined
as the set of markets and other
institutions used for financial contracting
and exchange of assets and risks

4

Copvriaht © 2009 Pearson Education. Inc. Publishina as Prentice Hall



Defining Finance

e Financial theory consists of:

— the set of concepts that help to organize
one’s thinking about how to allocate
resources over time

— the set of quantitative models used to help
evaluate alternatives, make decisions, and
implement them

e These concepts and models apply at all levels
and scales of decision making
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Defining Finance

e Economic organizations (e.g. firms and
governments) exist to facilitate the
satisfaction of people’s consumption
preferences

o The ultimate function of financial system
/s to serve and satisfy the needs of real
economy
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1.2 Why Study Finance?

e To manage your personal resources

e To deal with the world of business

e To pursue interesting and rewarding
career opportunities

e To make informed public choices as a
citizen

e To expand intellectual knowledge
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1.3 Financial Decisions of
Households-Personal Finance

e Consumption and saving decisions
e Investment Decisions
e Financing Decisions

e Risk-management decisions
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Consumption and saving
decisions

e How much of current wealth should be
spent on consumption?

e How much should be saved for the
future?
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Investment Decisions

e How to invest the savings?
— Real estate, stocks, bonds, etc
— All of these are (financial) assets

e When people choose how to hold their
pool of accumulated savings, it is called
personal investing or asset allocation
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Financing Decisions

e When and how to borrow other people’s
money to implement their consumption
and investment plans?

e When people borrow, they incur a
liability or debt

e Net Worth = Assets - Liabilities
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Risk-management decisions

e How to reduce the financial uncertainty
(risk) people face?

e \What risks?

e How to manage risks?
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1.4 Financial Decisions of
Firms—corporate finance

e Business Firms

— entities whose primary function is to produce
goods and services

— they vary widely in size from part-time
businesses run from a spare room, to giant
corporations (e.g. Mitsubishi or General
Motors) with hundreds of thousands of
employees, and an even larger ownership
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Financial Decisions of Firms

e Strategic planning
o Capital budgeting
e Financing decision

e Working capital management
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Financial Decisions of Firms

e The first decision is strategic planning,
which specifies the business the firm is in

— strategic plans may change radically over
time , such as creative destruction

— the firm’s (core) business may be defined in
terms of a group of products, technologies or
customers
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Financial Decisions of Firms

e The Capital Budgeting Process

— The preparation of a plan for acquiring
factories, machinery, research laboratories,
show rooms, warehouses, and human assets to
implement the strategic plan

— The basic unit of analysis in capital budgeting is
an /nvestment project. Investment projects are
identified, evaluated, and implemented
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Financial Decisions of Firms

e The Financing Process

— Once a new set of approved projects has
been identified, it must be financed with
retained earnings, stock, bonds, etc

— Capital structure is the amount of the firm'’s
market value allocated to each category of
financial capital.

— Capital structure determines ownership and
risk level of the firms future cash flows
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Financial Decisions of Firms

e The capital structure also determines who
controls the firm under different
contingencies

— Common stock holders usually determine the
membership of the board of directors

— Preferred stock holders usually gain some
control if preferred dividends are not paid

— Bondholder covenants (contractual provisions)
restrict decisions that could adversely affect

bond values A
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Financial Decisions of Firms

e Working Capital Management

— The difference between current assets and
current liabilities

— Current assets are cash and other items that
will be converted into cash with one year

— Current liabilities are those which must be
paid off with a year

— all firms (including highly profitable ones)
may be seriously damaged by the lack of
working capital (liquidity ),
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1.5 Forms of Business
Operation

e Sole Proprietorship (ownership)
— a firm owned by an individual or family

— the assets and liabilities are the personal
assets and liabilities of the proprietor (owner)

— unlimited liability
— low administrative costs
— Taxed as individual-no double taxation
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Example

e A small restaurant produces $100,000 taxable
income annually. It is owned by an individual
whose tax rate is 28%. Cash flow after tax is
$72,000

e If the restaurant cannot pay its debts of
$1 million, the owner’s other personal
asset can be used to satisfy the payment
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Forms of Business Operation

o Partnership: A firm with > 2 owners

sharing the equity. A partnership
agreement (rather than portion of
ownership) determines how decisions

and profits (losses) are shared
e General partners > 1 (unlimited liability)
e Limited partners > 0 (dont manage business)

— No double taxation

— Publicly traded partnership (PTPs), E.q.
Blackstone (listed in NYSE with ticker BX)
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Forms of Business Operation

e Corporation ( typically C Corp.)
— a legal entity, distinct from its ownership

— may own property, borrow, sue, be sued,
and enter into legal contracts

— Business is not disrupted when shares are
transferred

— shareholders elect a board of directors, who
appoint management

— pays corporate taxes, resulting in double
taxation of owner (not sub-chapter S Corp.)

— limited liability 23
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Example of double taxation

e In the previous example, if the restaurant is
owned by a C corporation, the sole
shareholder of which is the same hypothetical
investor

e Suppose corporate tax rate is 35%, then the
corporation will have a $65,000 after-tax cash
flow to distribute to the stockholder in the
form of dividenc

e Then, the stockholder must pay personal taxes,
$18,200 ($65,000%x28%)

e The after-tax cash flow to the stockholder is
only $46,800, much less tzr}an $72,000

Lecture 16



REITs (optional)

e Before 1960, some real estate was held in
trust form to avoid the double taxation

e Real Estate Investment Trust Act of 1960
authorizes corporation form of real estate
ownership without double taxation as long
as certain restrictive conditions are met

e Advantages include limited liability,
favorable tax treatment, and access to the
capital markets
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REIT REQUIREMENTS

e At least 100 shareholders; no five
investors can own more than 50% of the
REIT shares

e Distribute 90% of its taxable income in
the form of dividends

e 75% of assets in real estate, cash, or
government securities

e 75% of gross income from real estate
26
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Micro Connect (3 Ve i )

e an exchange group that
leverages financial technology

to connect global capital With  ownsse ssessecome seantie
micro and small businesses. |

e Through its innovative
revenue sharing investment
and financing model, stores
in the Food & Beverage,
Retail, Services, and Culture

& Sports sectors can access
affordable long-term capital
on Micro Connect (Macao)
Financial Assets Exchange



Daily Revenue Contract (DRC)

A Daily Revenue Contract (DRC) is a financing arrangement based on daily
revenue sharing. “A DRC is neither equity nor debt.”

An intuitive analogy is that of three brothers opening a store together:
e The first brother owns a piece of property;
e The second brother provides the capital;

e The third brother contributes his labor and manages the business.

Similarly, under this model, three parties jointly participate in operating a
business:

e The property owner provides the premises;
e The investor provides the capital;

e The store operator manages the day-to-day business.

This is essentially a joint-operation or revenue-sharing model. Instead of
receiving fixed interest or conventional equity returns, the parties share the
income generated by the business based on its actual daily revenue.

This is the core model adopted by Micro Connect (i i ).
https://www.thepaper.cn/newsDetail_forward_26394557

Islamic Finance?



1.6 Separation of Ownership
and Management

e Owners delegate management if agency
conflicts have a cost-effective resolution

— professional managers have specialized skills

— efficiencies of scale

— diversification of owner’s portfolio

— savings in the cost of information gathering
— learning curve/going concern issues

e Potential conflict of integgest
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1.7 Goal of Management

e Management rule: Maximize the wealth of
current shareholders

— When managers choose between a very risky
project and a very safe one, how can they decide
in the best interests of all shareholders?

— In well functioning capital markets, shareholders
can adjust the riskiness of their personal
portfolios

— Rule depends only upon production technology,
market interest rates, mark%t risk premiums, and
security prices
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Alternative rules

e Profit maximization has two issues

o If the production process requires many periods,
which period ‘s profit is to be maximized?

o If either future revenues or expenses are
uncertain, then what is the meaning of profit
maximization?

e The future cash flow (profit) is uncertain while
current stock price (shareholders’ wealth,
discounted future cash flow) is certain
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Shareholders v.s. Stakeholders

Stakeholder

Shareholder

Stakeholders are those that hold a stake in a given
company (and are affected by its activities)

Shareholders hold units of shares in a company

All shareholders are stakeholders,
but not all stakeholders are shareholders



Shareholders v.s. Stakeholders

o Stakeholders cannot easily decide to remove their stake in
the company. Stakeholders focus on longevity and better
quality of service.

e The company’s employees may be interested in better
salaries and wages, rather than on higher profitability.

e The suppliers may be interested in timely payments for
goods delivered to the company, as well as better rates
for their products and services.

e The customers will be interested in receiving better
customer service, as well as buying high-quality products.



The role of stock market

e [t makes easy to implement shareholder-
wealth-maximization rule

e Facilitate the separation between
ownership and management

e It depends on how well the market is
functioning , i.e., market efficiency
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1.8 Market Discipline:
Takeovers

— The ownership of a corporation generally
e is widely dispersed & indirect (mutual funds)
e lacks internal communication channels
e s often ill-informed about mismanagement
e isn‘t willing to pay for & organize change

e can't resist private control from a united self-
perpetuating board of directors

e just sell stock when dissatisfied, contributing
to downward share price pressures
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Market Discipline: Takeovers

e In a competitive market, a mechanism that

reduces mismanagement is the corporate take-
over. Example:

— a customer, supplier, competitor, or professional
raider (such as Carl Icahn,
nttos: //wywy.investooadia.corn/articlas/manzcliricl
wealtn/080518/now-did-carl-icanr-cet-ricn.z=1s0)
gains specialized knowledge of the mismanagement

— the raider purchases a controlling interest in the
stock, and installs new management

— The value of the stock rises, and the raider

liquidates ownership at a profit
36
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https://www.investopedia.com/articles/managing-wealth/080516/how-did-carl-icahn-get-rich.asp
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1.9 The Roles of Financial
Specialist in @ Corporation

e Financial executive--a person with
authority in the following functions:

Board of Directors

Chief Executive Officer
VP Operations I VP Marketing
Chief Financial Officer
Treasurer I Controller

VP Financial Planning
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Chief Executive Officer

e The CEO is typically the president
— reports to the board of directors
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Chief Financial Officer

e The CFO has responsibility for all
financial functions in the company
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Treasurer

e The treasurer is responsible for
managing the financial activities of the
firm and for working capital

— relationships with investing community
— managing currency and interest rate risks
— managing the tax department
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VP Financial Planning

e The VP Financial Planning

— analyzes major capital expenditures
e new business ventures
e exiting businesses
e mergers, acquisitions, and spin-offs
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Comptroller/Controller

e The Comptroller oversees:
— financial, managerial & cost accounting
— auditing

— prepares internal reports comparing planned
with actual costs

— prepares financial statements used by
shareholders, creditors, and regulators
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Financial Functions in a
Corporation:

e Planning

e Provision of Capital

e Administration of Funds

e Accounting and Control

e Protection of Assets

e Tax Administration

e Investor Relations

e Evaluation and Consulting

e Management Information Systems
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Planning

— long and short-term financial planning

— budgeting for capital expenditures

— budgeting for operations

— sales forecasting

— performance evaluation

— pricing policies

— economic appraisals

— analysis of acquisitions and divestments
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Provision of Capital

— establishment and execution of programs for
the provision of capital required by the
business
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Administration of Funds

— management of cash
— maintenance of banking arrangements

— receipt, custody, and disbursement of the
company’s monies and securities

— credit and collection management
— management of pension funds

— management of investments

— custodial responsibilities
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Accounting and Control

— establishment of accounting policies

— development & reporting of accounting data
— cost standards

— internal auditing

— systems and procedures (accounting)

— government reporting

— reporting & interpreting operations results

— comparing performance with operating plans
and standards 48
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Protection of Assets

— provision of necessary insurance coverage

— assure protection of business assets, and
loss prevention, through internal controls
and internal audits

— real estate management
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Tax Administration

— establishment and administration of tax
policies and procedures

— regulation with taxing agencies
— preparation of tax reports
— tax planning
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Investor Relations

— establishment and maintenance of liaison
with the investment community

— establishment and maintenance of
communications with company stockholders

— counseling with analysts--public financial
information
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Evaluation and Consulting

— consultation with, and advise to, other
corporate executives on company policy,
operations, objectives, and effectiveness
thereof
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Management Information
Systems

— development and use of electronic data
processing facilities

— development and use of management
information systems

— development and use of systems and
procedures
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The Financial Industry Has Become a Major
Target of AI-Driven Job Displacement

In an interview, Elon Musk stated bluntly:“Any digital job that
involves typing on a keyboard and looking at a screen can be done
by AL.” The financial industry is particularly exposed because it

employs a large concentration of such “keyboard-based” workers::
— Front-office roles: Financial planning, client communication, and report writing

— Middle-office risk management: Contract review, compliance checks, and risk
assessment

— Back-office operations: Data entry, report generation, and trade settlement

Real-World Examples:

— In 2025, China Merchants Bank launched an “AlI Relationship Manager,” which
handled 12,000 customer requests per day, with an automation/replacement rate of
more than 70%.

— Ping An Insurance introduced an AI-powered underwriting system, reducing policy
review time from three days to just 15 minutes, while the workforce reduction rate
reached 40%.



The Financial Industry Has Become a Major
Target of AI-Driven Job Displacement

e Musk's predicted “3—7-year period of disruption” is already
accelerating in the financial sector.

Time Node

2026

2028

2030

Financial Industry Transformation Milestone

Year One of AGI: Al investment advisors cover 50% of standardized wealth
management needs

Intelligent risk control systems take over 90% of credit approvals

Al fund managers' assets under management surpass one trillion
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The Financial Professional’s Noah's Ark:
Three Paths to Break Through

e Path 1: Become an “"AI Commander,” Not a “Data Operator”
— Prompt Engineering: Use precise instructions to guide Al in
generating investment strategies.

e Example: “Develop a hedging strategy for periods of high volatility in
the renewable energy sector.”

— Al Ethics: Learn to identify algorithmic bias.

e Example: Detecting discrimination against small and micro-sized
enterprises in credit-scoring models.

e Path 2: Develop Capabilities That AI Cannot Replicate

Capability Application Scenarios

Complex Negotiation Mergers and acquisitions, corporate restructuring, and family
Skills trust structuring

Cross-Market Risk Adjusting asset allocation in response to unexpected
Awareness geopolitical events

Human-Centered Maintaining emotional relationships with high-net-worth

Services clients in family office services



The Financial Professional’s Noah's Ark:
Three Paths to Break Through

ePath 3: Secure a Position in the “Al Niche”

— Al Compliance Specialist: Monitor whether algorithms comply
with financial regulations. (Median annual salary: RMB 800,000.)

— Digital Asset Architect: Design tokenized financial products.
Example: tokenized real estate REITs:;

— Human—AI Collaboration Trainer: Train traditional financial
professionals to use Al tools effectively.
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The Role of Al Agents

Tool or Independent Actor?

Al vs. BI (Biological Intelligence)? Autonomous
emotions, together with the social capital accumulated
through them, are among the fundamental
characteristics that distinguish human beings from Al

Humans progress from personal emotions to empathy,
and then make a critical leap toward “ reflective
emotions, ” ultimately developing a sense of moral
self-awareness. This process remains difficult for
emerging technologies, including generative Al, to
replicate.

Al undoubtedly enhances productivity and may
consequently reshape the relations of production.
However, machines still find it difficult to build
interpersonal networks in the way humans do or to
continuously accumulate social capital based on
emotion, trust, and long-term relationships.

>

>

>

Or Human-AI Collaboration?

“ Al will become the primary force for
thinking, while human intelligence will become
the primary force for emotion.”

A senior financial analyst has already
delegated most of his technical tasks to Al. He
now focuses more on client relationship
management, maintaining client acquisition
channels, and providing post-service assurance
and support.

In the Al era, individuals with strong empathy
and emotional intelligence (EQ) may also be
more likely to secure higher salaries and more
senior positions. As a result, both the division
of labor and the education system could
undergo fundamental transformation.



