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The Objectives

Theories and facts of �nance

understanding of �nancial activities of corporations

understanding of how �nance side a¤ects macroeconomic performance
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My Hope and the Structure of the Module

Encourage critical thinking

In: appreciate the good side; which aspects/features of the realities
does the theory capture?
Out: the bad side; what it fails to capture, or which part/premise of
the theory is weak?
Ask questions, for you to accumulate credits

Structure

2 hours lecture + 1 hour of class
Questions with credit: the bene�ts
Term paper: at the middle of the term; optional; safe band
Final exam: the third term; big change from the past; the level of
exercise
Big change from the previous exams. Go to all the lectures and classes
please.
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What is �nance about?

Investors: have resources but have no projects

Entrepreneurs: have projects but have no (enough) resources

today, they issue �nancial contracts to investors to exchange the
latter�s money
they promise to pay back to investors according the contract in the
future
exchange of today�s money for a promise of future�s money

�nancial economics is about how to transfer resources from investors
to entrepreneurs

asset pricing: given the �nancial contracts, how are they priced?
�nancail contracting/corporate �nance: which contracts should �rms
issue?

Focus on �nancial contracting
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Blance Sheet

Asset side: how resources are invested

Real Asset: mechines, real estate...
Financial Asset: �nancial contracts: Issued by real sectors
(manufacturers; service providers): equity and debt; contracts based
upon contracts of type 1 = derivatives: stock options; credit default
swap (cds)

Liability side: how your resources come from; how you are �nanced

Equity: equally share of the pro�t (after servicing debt); control rights
when solvent
Debt: �xed amount (face value); control rights when insolvent

For a �nancial asset, it must have a counterparty; one�s asset is the
other�s liability.
Q (5 credits): The sum of the value of individual�s assets >/< the
sum of actual wealth?
Bigger cross holding of shares in�ate the market capitalization.
Ash Demirgiic-Kunt and Ross Levine, "Stock Market Development and
Financial Intermediaries: Stylized Facts", THE WORLD BANK ECONOMIC
REVIEW, VOL 10, NO. 2: 291-321
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Asset Pricing: the basic

Buy an asset today = bene�t �ow of tomorrow, the day after
tomorrow, the day after that,...

Discount future

Financial reasons
Psychological reasons

P = ∑
t�1
Dt � Bt : Bt the (expected) bene�t arriving at date t; Dt

discount rate of Bt .

What a¤ects Dt?

Micro factors: risk (volatility)
Macro factors: risk, current level of richness...
Q (10 cts): Will the discount rates of China be higher or lower than
those of UK?

Tianxi Wang (Economics, U of Essex) 6 / 12



Asset Pricing: the basic Cont�

For a simple case, Dt = ( 1
1+r )

t and Bt = (1+ g)tB0, where r is the

interest rate and B0 is the current earning, Pt =
B0(1+g )
r�g . So the

price/earning ratio is,
Pt
B0
=
1+ g
r � g

r = 0.10 � 0.15. Let us take r = 0.12 for China.
g = 7%) P/E = 21.4; P/E = 30) g = 8.4%.

There are asset bubbles, if P/E ratio is unjusti�able by r and g . (Date
S&P 500 P/E; Shanghai Stock Exchange)
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Capital Structure

A typical Balance Sheet:

Asset

Debt

Equity

Capital Structure: how the liability side should be composed, in
particular, with which debt/equity (called leverage) ratio?

data: the trend of equity and debt values in the US.
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The Starting Poinit: MM

Under some conditions, that does not matter for the value of the �rm.

Modigliani-Miller (1958)-1: If

a. A �rm�s �nancing decisions do not change the cash �ows generated
by its investments;
b. There is no information asymmetry between investors and the �rm
(the management);
c. There are no corporate tax, nor taxes or transaction costs associated
with security trading
d. There are perfect capital markets for borrowing and lending;

Then, the total value of a �rm is equal to the market value of the
total cash �ows generated by its assets and is not a¤ected by its
choice of capital structure, that is, the value is decided by the asset
side only, while indepedent of the liability side.

Tianxi Wang (Economics, U of Essex) 9 / 12
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choice of capital structure, that is, the value is decided by the asset
side only, while indepedent of the liability side.
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The Proof of MM-1

Suppose two �rms have the same cash �ow fXtgt�1. Firm 1 - equity
only, with the market value of S1; Firm 2 leveraged, with equity worth
S2 and debt worth D2. To prove: S1 = S2 +D2

If S1 > S2 +D2: the investor with £ 1 of �rm-1 shares sells the shares
and invests the proceedings in �rm 2: S2

S2+D2
of the pound in its

shares; D2
S2+D2

in its debts. The net e¤ect for any future date t is

give up 1
S1
Xt

but gain S2
S2+D2

/S2 � (Xt �D2r) + D2
S2+D2

r = Xt�D2r+D2r
S2+D2

= 1
S2+D2

Xt
in next � 1

S1
Xt + 1

S2+D2
Xt > 0.

If S1 < S2 +D2: the investor with £ 1 of �rm-2 shares sells the shares
and borrows £ D2S2 ; he then uses the proceedings to buy shares of �rm
1. The net e¤ect is

give up 1
S2
(Xt �D2r)

gain (1+ D2
S2
)/S1 � Xt � D2

S2
r = S2+D2

S1
� 1S2Xt �

D2
S2
r

in net (S2+D2S1
� 1) � 1S2Xt > 0
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Caveats

How the conditions a, b, c, and particularly d are applied in the proof?

The limited liability of equity. What if Xt < D2r?

The key of the proof: the individual investors can exactly "undo" any
�nancial policy undertaken by the �rm

Irrelevance of divident policy: suppose two �rms have the same cash
�ow, but one �rm delays divident payment of today by depositing the
cash and paying it tomorrow. The two �rms are of the same value.
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Critical Thinkings of MM1

In: does it make sense?

The pricing of an asset does not depend on how it is �nanced. The
value of a cake does not depend on how it is sliced?

Is it obviously true? Yes, for something like a house. But for a �rm?

Out:

What does it not capture?

Miller: Showing what doesn�t matter can also show, by implication,
what does.
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