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EXPLANATORY NOTE 

 

Electronic educational and methodic complex (EEMC) on the discipline “Modern 

concepts of finance and credit” is prepared on the basis of educational program for 

master students of specialty 1-25 80 03 Finance, Taxation and Credit (profiling – 

Financing Technology and Banking).  

The purpose of this EEMC is to provide educational framework and general 

training materials, which help to learn a conceptual apparatus in the field of finance 

and credit for master level, to form a set of knowledge on managing financial risks, 

credit relations based on special techniques, methods and indicators. 

The academic discipline "Modern concepts of finance and credit" (in English) 

refers to the module of the state component "Theory and Technology of Finance, Taxes 

and Credit". The EEMC is prepared taking into account interdisciplinary links with the 

academic disciplines "Financial Analytics", "Innovative Processes in Financial 

Education", "Financial Management". The discipline should be studied by full-time 

master students in the 1st semester. In total, 100 hours are allocated for the study of the 

academic discipline "Modern Concepts of Finance and Credit" (in English) for full-

time master students, including 42 classroom hours, of which: lectures – 18 hours, 

seminars - 24 hours. The labor intensity of the discipline is 3 credit units. The form of 

request for attestation in the discipline is credit test. 

As a result of studying the academic discipline, master student must 

know:  

– the role and functions of finance in the economic system; 

– the basic principles of organizing the financial system at the state level and at 

the corporate level; 

– the laws of financial markets; 

– the basic methods of assessing the effectiveness of financial activities. 

be able:  

– to apply the main tools of financial science in practice; 

– to use the existing laws and regulations, while making and assessing decisions 

in the financial market; 

– to analyze financial and credit indicators, assess financial perfomance and 

evaluate market opportunities; 

– to search for economic, judicial, statistical and other information for the purpose 

of studying the characteristics of the monetary, financial and credit systems of the state 

and the international financial and credit system; 

– to analyze statistical, analytical and reference information in the field of finance. 

master: 

– tools for analyzing financial performance and parameters for decision-making; 

– methods for substantiating optimal financial decisions in cash flow 

management; 

– skills of generalization and critical analysis, defining and formulating topical 

scientific problems and research on modern concepts of finance; 

– standard techniques for developing models of medium complexity. 



7 

 

Studying the academic discipline "Modern concepts of finance and credit" must 

ensure an in-depth professional qualification  

DPC-3: To know the basic concepts of the development of finance and credit, 

understand the principles of interaction between various sectors of the financial market, 

its institutions and the economy, analyze the development of financial institutions and 

the market. 

The EEMC on the discipline “Modern concepts of finance and credit” includes 

the following sections: 

– theoretical section, which is represented by the short lecture notes divided on 

six topics that comprise information about the most important modern financial 

concepts; 

– practical section, which describe the questions and problems that should be 

considered and solved at seminar classes and during the independent work; 

– control section that includes the indicative lists of essay topics and credit test 

questions; 

– auxiliary section with primary and additional lists of literature sources as well 

as useful internet resources. 

The structure and content of the EEMC on the discipline “Modern concepts of 

finance and credit” are in line with the requirements of modern financial education. 

They cover the most relevant concept and theories of the modern finance emphasizing 

on the corporate finance. 
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1. THEORETICAL SECTION 

 

1.1. The concept of finance and the main elements of financial system 

1.1.1. Finance and its place within the economic science framework 

Finance is a specialized branch of economics concerned with the origination and 

management of money, credit, banking and investment. Typical areas of study within 

finance are corporate finance, investments, financial institutions, and risk management. 

Corporate finance is the study of how firms raise funds from investors, how they invest 

those funds in return generating projects, and how they distribute those returns back to 

investors. Investments is the study of securities (stocks, bonds, etc.) and the markets in 

which they trade. Financial institutions is the study of banks and other institutions 

which bring together the suppliers and users of funds, and risk management is the study 

of how individuals and firms can limit their exposures to the volatility of existing 

financial positions. 

Finance in many respects is an offshoot of economics. Finance describes the 

management, creation, and study of money, banking, credit, investments, assets, and 

liabilities that make up financial systems, as well as the study of those financial 

instruments. Finance typically focuses on the study of prices, interest rates, money 

flows, and the financial markets. Thinking more broadly, finance tends to center around 

topics that include the time value of money, rates of return, cost of capital, optimal 

financial structures, and the quantification of risk. 

A degree in finance is a common denominator among many of those who work 

on Wall Street as analysts, bankers, or fund managers. Likewise, many of those 

employed by commercial banks, insurance companies, and other financial service 

providers have college backgrounds in finance. Apart from the finance industry itself, 

a degree in finance can be a pathway to senior management of companies and 

corporations. 

Finance involves assessing the value of financial instruments, such as the 

determination of fair value for a wide range of investment products. Finance includes 

the use of stock-pricing models like the capital asset pricing model (CAPM) and option 

models like Black-Scholes. Finance also includes determining the optimal dividend or 

debt policy for a corporation or the proper asset allocation strategy for an investor. 

It can also be argued that finance affects the markets with a seemingly constant 

stream of new products. Although many derivatives and advanced financial products 

have been maligned in the wake of the Great Recession, many of these instruments 

were designed to address and solve market demands and needs. For example, 

derivatives can be used to hedge risk for investors, hedge funds, or large banks, thus 

protecting the financial system from harm in the event of a recession. 

There are a number of disciplines, which cover different aspects of finance, 

including financial management, accounting and financial reporting, taxation and fiscal 

policy, banking, financial markets and institutions, investment management, risk 

management and others. At the same time, to study finance, student has to have 

knowledges in economics, mathematics, management and other related fields. 

https://www.investopedia.com/terms/f/finance.asp
https://www.investopedia.com/terms/f/financialinstrument.asp
https://www.investopedia.com/terms/f/financialinstrument.asp
https://www.investopedia.com/articles/personal-finance/030515/business-administration-vs-finance-degree.asp
https://www.investopedia.com/terms/i/investment-product.asp
https://www.investopedia.com/terms/g/great-recession.asp
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1.1.2. Financial system: levels and main elements 

Financial system is an economic arrangement wherein financial institutions 

facilitate the transfer of funds and assets between economic agents, including 

borrowers, lenders, and investors. 

The hierarchy of financial system can be described by dividing finance into three 

categories: public finance, corporate finance and personal finance. 

Public finance includes tax systems, government expenditures, budget 

procedures, stabilization policy and instruments, debt issues, and other government 

concerns. 

Finance, as in the case of corporate finance, involves managing assets, liabilities, 

revenues, and debt for a business. Businesses obtain financing through a variety of 

means, ranging from equity investments to credit arrangements. A firm might take out 

a loan from a bank or arrange for a line of credit—acquiring and managing debt 

properly can help a company expand and ultimately become more profitable. 

Personal finance defines all financial decisions and activities of an individual or 

household, including budgeting, insurance, mortgage planning, savings, and retirement 

planning. 

The term “system” in “Financial System” indicates a group of complex and 

closely linked institutions, agents, procedures, markets, transactions, claims and 

liabilities within a economy. Accordingly, there are five basic components that usually 

are considered: 

1) financial institutions; 

2) financial markets; 

3) financial instruments; 

4) financial services; 

5) money. 

Financial institutions facilitate smooth working of the financial system by 

making investors and borrowers meet. They mobilize the savings of investors either 

directly or indirectly via financial markets, by making use of different financial 

instruments as well as in the process using the services of numerous financial services 

providers. They could be categorized into Regulatory, Intermediaries, Non-

intermediaries and Others. They offer services to organizations looking for advises on 

different problems including restructuring to diversification strategies. They offer 

complete array of services to the organizations who want to raise funds from the 

markets and take care of financial assets for example deposits, securities, loans, etc. 

A financial market is the place where financial assets are created or transferred. 

It can be broadly categorized into money markets and capital markets. Money market 

handles short-term financial assets (less than a year) whereas capital markets take care 

of those financial assets that have maturity period of more than a year. The key 

functions are: 

1) assist in creation and allocation of credit and liquidity; 

2) serve as intermediaries for mobilization of savings; 

3) help achieve balanced economic growth; 

4) offer financial convenience. 

https://www.investopedia.com/terms/s/stabilization-policy.asp
https://www.investopedia.com/terms/p/personalfinance.asp
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One more classification is possible: primary markets and secondary markets. 

Primary markets handles new issue of securities in contrast secondary markets take 

care of securities that are presently available in the stock market. 

Financial markets catch the attention of investors and make it possible for 

companies to finance their operations and attain growth. Money markets make it 

possible for businesses to gain access to funds on a short term basis, while capital 

markets allow businesses to gain long-term funding to aid expansion. Without financial 

markets, borrowers would have problems finding lenders. Intermediaries like banks 

assist in this procedure. Banks take deposits from investors and lend money from this 

pool of deposited money to people who need loan. Banks commonly provide money in 

the form of loans. 

Financial Instruments is an important component of financial system. The 

products which are traded in a financial market are financial assets, securities or other 

type of financial instruments. There is a wide range of securities in the markets since 

the needs of investors and credit seekers are different. They indicate a claim on the 

settlement of principal down the road or payment of a regular amount by means of 

interest or dividend. Equity shares, debentures, bonds, etc are some examples. 

Financial services help to get the necessary funds and also make sure that they 

are efficiently deployed. They assist to determine the financing combination and extend 

their professional services upto the stage of servicing of lenders. They help with 

borrowing, selling and purchasing securities, lending and investing, making and 

allowing payments and settlements and taking care of risk exposures in financial 

markets. These range from the leasing companies, mutual fund houses, merchant 

bankers, portfolio managers and others. 

The financial services sector offers a number of professional services like credit 

rating, venture capital financing, mutual funds, merchant banking, depository services, 

book building, etc. Financial institutions and financial markets help in the working of 

the financial system by means of financial instruments. To be able to carry out the jobs 

given, they need several services of financial nature. 
Money is understood to be anything that is accepted for payment of products and 

services or for the repayment of debt. It is a medium of exchange and acts as a store of 

value. 

1.1.3. Financial decisions and financial management 

Financial management means planning, organizing, directing and controlling the 

financial activities such as procurement and utilization of funds. It means applying 

general management principles to financial resources. Financial management is the 

stream of management that is associated with financial decisions. Professional 

managers plan and set goals, organize and manage financial activities to achieve these 

goals, and eventually perform the control function to review and, if necessary, correct 

these plans. They ensure that the liquidity position of the company is satisfactory and 

that the company remains in a sound financial position. These managers are 

professionals and specialize in making and executing financial plans and decisions for 

the company. 

https://efinancemanagement.com/financial-management
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At the corporate level financial management can be broken down in to three major 

decisions or functions of finance. They are: (1) the investment decision, (2) the 

financing decision and (3) the dividend policy decision. 

1. Investment Decisions 
The investment decision relates to the selection of assets in which funds will be 

invested by a firm. The assets as per their duration of benefits, can be categorized into 

two groups: (i) long-term assets which yield a return over a period of time in future (ii) 

short-term or current assents which in the normal course of business are convertible 

into cash usually within a year. Accordingly, the asset selection decision of a firm is of 

two types. The investment in long-term assets is popularly known as capital budgeting 

and in short-term assets, working capital management. 

Capital budgeting – the long term investment decision – is probably the most 

crucial financial decision of a firm. It relates to the selection of an asset or investment 

proposal or course of action that benefits are likely to be available in future over the 

lifetime of the project. The long-term investment may relate to acquisition of new asset 

or replacement of old assets. Whether an asset will be accepted or not will depend upon 

the relative benefits and returns associated with it. The measurement of the worth of 

the investment proposals is, therefore, a major element in the capital budgeting 

exercise. The second element of the capital budgeting decision is the analysis of risk 

and uncertainty as the benefits from the investment proposals pertain the future, which 

is uncertain. They have to be estimated under various assumptions and thus there is an 

element of risk involved in the exercise. The return from the capital budgeting decision 

should, therefore, be evaluated in relation to the risk associated with it. The third and 

final element is the ascertainment of a certain norm or standard against which the 

benefits are to be judged. The norm is known by different names such as cut-off rate, 

hurdle rate, required rate, minimum rate of return and so on. This standard is broadly 

expressed in terms of the cost of capital is, thus, another major aspect of the capital 

budgeting decision. In brief, the main elements of the capital budgeting decision are: 

(i) The total assets and their composition (ii) The business risk complexion of the firm, 

and (iii) concept and measurement of the cost of capital. 

Working capital management is concerned with the management of the current 

assets. As we know, the short-term survival is a pre-requisite to long-term success. The 

major thrust of working capital management is the trade-off between profitability and 

risk (liquidity), which are inversely related to each other. If a firm does not have 

adequate working capital, it may not have the ability to meet its current obligations and 

thus invite the risk of bankrupt. One the other hand if the current assets are too large 

the firm will be loosing the opportunity of making a good return and thus may not serve 

the requirements of suppliers of funds. Thus, the profitability and liquidity are the two 

major dimensions of working capital management. In addition, the individual current 

assets should be efficiently managed so that neither inadequate nor unnecessary funds 

are locked up. 

2. Finance Decisions 
The second major decision involved in financial management is the financing 

decision, which is concerned with the financing — mix or capital structure of leverage. 

https://www.mbaknol.com/financial-management/financial-management-definition-and-its-features/
https://www.mbaknol.com/financial-management/capital-budgeting-definition-nature-and-procedure/
https://www.mbaknol.com/financial-management/significance-of-capital-budgeting/
https://www.mbaknol.com/financial-management/significance-of-capital-budgeting/
https://www.mbaknol.com/financial-management/capital-budgeting-definition-nature-and-procedure/
https://www.mbaknol.com/financial-management/capital-budgeting-definition-nature-and-procedure/
https://www.mbaknol.com/financial-management/capital-budgeting-definition-nature-and-procedure/
https://www.mbaknol.com/financial-management/cost-of-capital/
https://www.mbaknol.com/financial-management/working-capital-management/
https://www.mbaknol.com/financial-management/working-capital-management/
https://www.mbaknol.com/financial-management/working-capital-and-its-factors/
https://www.mbaknol.com/project-management/commercial-or-financial-profitability/
https://www.mbaknol.com/financial-management/working-capital-management/
https://www.mbaknol.com/financial-management/capital-structure-of-a-company/
https://www.mbaknol.com/financial-management/what-is-financial-leverage/
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The term capital structure refers to the combination of debt (fixed interest sources of 

financing) and equity capital (variable — dividend securities/source of funds). The 

financing decision of a firm relates to the choice of the proportion of these sources to 

finance the investment requirements. A higher proportion of debt implies a higher 

return to the shareholders and also the higher financial risk and vice versa. A proper 

balance between debt and equity is a must to ensure a trade—off between risk and 

return to the shareholders. A capital structure with a reasonable proportion of debt and 

equity capital is called the optimum capital structure. The second aspect of the 

financing decision is the determination of an appropriate capital structure, which will 

result, is maximum return to the shareholders and in turn maximizes the worth of the 

firm. Thus, the financing decision covers two inter-related aspects: (a) capital structure 

theory, and (b) capital structure decision. 

3. Dividend Policy Decisions 
The third major decision of financial management is relating to dividend policy. 

The firm has two alternatives with regard to management of profits of a firm. They can 

be either distributed to the shareholder in the form of dividends or they can be retained 

in the business or even distribute some portion and retain the remaining. The course of 

action to be followed is a significant element in the dividend decision. The dividend 

pay out ratio i. e. the proportion of net profits to be paid out to the shareholders should 

be in tune with the investment opportunities available within the firm. The second 

major aspect of the dividend decision is the study of factors determining dividend 

policy of a firm in practice. 

1.1.4. Investments as central financial concept and their role in economic 

development 

Investment is the activity, which is made with the objective of earning some sort 

of positive returns in the future. It is the commitment of the funds to earn future returns 

and it involves sacrificing the present investment for the future return. Every person 

makes the investment so that the funds he has increases as keeping cash with himself 

is not going to help as it will not generate any returns and also with the passage of time 

the time value of the money will come down. As the inflation will rise the purchasing 

power of the money will come down and this will result that the investor who does not 

invest will become more poor as he will not have any funds whose value have been 

increased. Thus every person whether he is a businessman or a common man will make 

the investment with the objective of getting future returns. 

Investments can be analyzed in the macroeconomic (their impact on economic 

growth and GDP particularly) and microeconomic (their contribution to increase in 

value of any economic agent) context. An important issue is also – the source of 

investment (or the optimal source structure). From a general economic perspective, 

there are basically three types of investments from which the investors can choose. The 

three kinds of investment have their own risk and return profile and investor will decide 

to invest taking into account his own risk appetite.  

1) Economic investments. These investments refer to the net addition to the 

capital stock of the society. The capital stock of the society refers to the investments 

made in plant, building, land and machinery which are used for the further production 

https://www.mbaknol.com/financial-management/capital-structure-of-a-company/
https://www.mbaknol.com/financial-management/capital-sources-for-business-equity-shares/
https://www.mbaknol.com/financial-management/financial-leverage-and-the-shareholder%e2%80%99s-risk/
https://www.mbaknol.com/financial-management/optimal-capital-structure/
https://www.mbaknol.com/financial-management/optimal-capital-structure/
https://www.mbaknol.com/financial-management/capital-structure-and-risk-return-tradeoff/
https://www.mbaknol.com/financial-management/capital-structure-and-risk-return-tradeoff/
https://www.mbaknol.com/financial-management/importance-of-capital-structure-planning/
https://www.mbaknol.com/financial-management/appropriate-capital-structure/
https://www.mbaknol.com/business-finance/why-wealth-maximization-is-considered-to-be-better-operating-goal/
https://www.mbaknol.com/business-finance/why-wealth-maximization-is-considered-to-be-better-operating-goal/
https://www.mbaknol.com/financial-management/theories-of-capital-structure/
https://www.mbaknol.com/financial-management/theories-of-capital-structure/
https://www.mbaknol.com/financial-management/important-considerations-in-determining-capital-structure-of-a-company/
https://www.mbaknol.com/financial-management/objectives-of-financial-management/
https://www.mbaknol.com/managerial-economics/profit-management-and-control/
https://www.mbaknol.com/business-finance/factors-affecting-dividend-policy/
https://www.mbaknol.com/business-finance/factors-affecting-dividend-policy/
https://www.mbaknol.com/business-finance/factors-affecting-dividend-policy/
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of the goods. This type of investments are very important for the development of the 

economy because if the investment are not made in the plant and machinery the 

industrial production will come down and which will bring down the overall growth of 

the economy. 

2) Financial Investments. This type of investments refers to the investments 

made in the marketable securities which are of tradable nature. It includes the shares, 

debentures, bonds and units of the mutual funds and any other securities. The 

investments made in the capital market instruments are of vital important for the 

country economic growth as the stock market index is called as the barometer of the 

economy. 

3) General Investments. These investments refer to the investments made by the 

common investor in his own small assets like the television, car, house, motor cycle. 

These types of investments are termed as the household investments. Such types of 

investment are important for the domestic economy of the country. When the demand 

in the domestic economy boost the over all productions and the manufacturing in the 

industrial sectors also goes up and this causes rise in the employment activity and thus 

boost up the GDP growth rate of the country. The organizations like the Central 

Statistical Organization (CSO) regularly takes the study of the investments made in the 

household sector which shows that the level of consumptions in the domestic markets. 

Along with the presented classification, many other types of investment can be 

considered. Some of them will be discussed further within the related topics. 

1.2. Credit and its place in the financial system 

1.2.1. The concept of credit and its key features 

Credit has many meanings in the financial world, but it is generally defined as a 

contract agreement in which a borrower receives a sum of money or something of value 

and repays the lender at a later date, generally with interest. Credit also may refer to 

the creditworthiness or credit history of an individual or a company. To an accountant, 

it often refers to a bookkeeping entry that either decreases assets or increases liabilities 

and equity on a company's balance sheet. 

In line with the first definition of credit, the borrower borrows money from the 

lender. The borrower pays back the money at a later date along with interest. Most 

people still think of credit as an agreement to buy something or get a service with the 

promise to pay for it later. This is what is referred to as a purchase on credit. Credit 

cards are the most common way to buy something on credit right now. This adds a 

middleman to the credit agreement. The bank that gave the card to the buyer pays the 

merchant in full and gives the buyer credit, so the buyer can pay back the bank over 

time and pay interest. 

Credit comes in many different forms. Most people use a bank or other financial 

credit. This group includes loans for cars, homes, signature loans, and credit lines. 

When a bank lends money to a customer, it gives the customer credit for the money, 

which needs to be paid back later. 

In other cases, "credit" can mean a decrease in debt. Consider someone who owes 

their credit card company $1,000 but returns a $300 purchase to the store. The money 

will be put back into the account, lowering the amount owed by $700. For example, 

https://www.investopedia.com/terms/c/credit-history.asp
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when a person uses a Visa card to buy something, the card is considered a form of 

credit because the person agrees to pay the bank back later. 

Credit can be given in the form of money and other ways. It is possible to trade 

goods and services for deferred payment, a different kind of credit. This is a type of 

credit in which a person gets goods or services but doesn't have to pay right away. 

When a restaurant takes a truckload of food from a vendor and gets billed a month 

later, the vendor gives the restaurant credit. 

In personal banking or financial accounting, a credit is an entry that shows that 

money has been received. On a checking account register, credits (deposits) are usually 

on the right side, and debits (money spent) are left. In terms of financial accounting, if 

a company buys something on credit, the transaction must be recorded in many places 

on the balance sheet. Imagine that a business buys things on credit. After the 

transaction, the purchase amount is taken out of the company's inventory account (via 

a debit). This creates an asset for the company. But the amount of the transaction is 

added to the company's accounts payable (via a credit), creating a liability. 

From the perspective of monetary regulation, the concept of credit is closely 

related to the credit money. Credit money is the value created by making claims, 

obligations, or debts for the future. These claims or debts can be given to other people 

in exchange for their value. Adding credit money to modern economies is often done 

through fractional reserve banking. 

1.2.2. The role of credit in ensuring the sustainable economic growth 

Modern economies are often described as “credit-based” economies. This is a true 

reflection of the functioning of modern, sophisticated economies, in which money 

plays the important part as a means of exchange, as an instrument of payments and as 

a store of value. The availability and the use of credit facilitates the exchange of goods 

and services, the production processes and the growing importance in all modern 

economies of financial services. One can hardly visualize a modern economy that 

works without credit. 

The normal characteristic of credit is that one participant in the economy, be it an 

individual, a corporate body or a governmental institution, denies himself the 

immediate use of purchasing power already in his possession, and makes this 

purchasing power on a temporary basis available to another participant in the economy, 

who has an immediate need for the use of the purchasing power. This kind of transfer 

of purchasing power from savers (the lenders) to users (borrowers) will never create 

macroeconomic distortions in the economy. On the contrary, it supports maximum 

economic growth and development in the country. This basic form of credit extension 

encouraged the development over many years of financial savings institutions, 

financial intermediaries, institutional investors, fund managers, etc. that serve as useful 

conduits for transferring purchasing power from savers to users, either for consumption 

or for real or financial investment purposes. 

The financial authorities in all countries have a responsibility to oversee these 

financial institutions, mainly with the intention of protecting the general public, be they 

lenders or borrowers, against exploitation that may lead to an unreasonably low 

remuneration for savers, exorbitantly high costs for borrowers and/or financial losses 
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for both. Together with the development of these specialised financial intermediaries 

financial markets emerged where the transfer of savings from lenders to borrowers can 

take place in a more competitive environment with greater transparency and more 

general participation. These markets, such as the stock exchanges, bond markets, 

markets for derivatives and short-term money markets play a very important part in the 

optimum allocation of scarce resources in modern economies. 

Financial authorities also have a vested interest in overseeing these financial 

markets to ensure orderly conditions, the effective and efficient transfer of funds from 

borrowers to lenders and the maintenance of orderly and stable conditions in the 

markets. 

A further development in this process of the transfer of purchasing power from 

savers to users of funds, took place with the development of cross-border or 

international transfers of purchasing power. Savers in the more mature economies of 

the world where the demand for purchasing power is relatively low, found it 

increasingly attractive to make loans to the less-developed economies where they could 

earn much higher interest rates. These cross-border movement of funds introduced a 

new dimension in the credit extension process, in the form of exchange rates for foreign 

currency transfers. The financial authorities of individual countries now obtained more 

than just an overseeing function in the credit extension process. Rightly or wrongly, 

governments were in the past seen to be responsible for the fixing of the exchange rate, 

and for ensuring that convertibility of national currencies into other currencies will at 

all times be possible. There is one further form of credit extension that has become of 

vital importance for macroeconomic financial management, and that is the extension 

of bank credit that simultaneously also creates money. Banks are not normal financial 

intermediaries that accept funds from savers and then make loans out of these funds to 

borrowers. Banks can create money to make loans, and in the process can increase the 

total purchasing power in the economy. 

In summary, therefore, the presence of credit facilities, financed out of normal 

savings, is an essential and necessary element of all modern economies. The financial 

authorities should have no more than an overseeing function in the management, 

organization and internal administration of the whole process of credit extension. As 

far as both financial intermediaries and financial markets are concerned, the authorities 

should restrict their intervention to the creation of a protective and transparent legal 

and accounting framework within which institutions and markets can function 

effectively. 

1.2.3. Loans, their types and features 

The term loan refers to a type of credit vehicle in which a sum of money is lent to 

another party in exchange for future repayment of the value or principal amount. In 

many cases, the lender also adds interest and/or finance charges to the principal value 

which the borrower must repay in addition to the principal balance. Loans may be for 

a specific, one-time amount, or they may be available as an open-ended line of credit 

up to a specified limit. Loans come in many different forms including secured, 

unsecured, commercial, and personal loans. 

https://www.investopedia.com/terms/p/principal.asp
https://www.investopedia.com/terms/o/openendcredit.asp
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A loan is a form of debt incurred by an individual or other entity. The lender – 

usually a corporation, financial institution, or government – advances a sum of money 

to the borrower. In return, the borrower agrees to a certain set of terms including any 

finance charges, interest, repayment date, and other conditions. In some cases, the 

lender may require collateral to secure the loan and ensure repayment. Loans may also 

take the form of bonds and certificates of deposit (CDs). 

When someone needs money, they apply for a loan from a bank, corporation, 

government, or other entity. The borrower may be required to provide specific details 

such as the reason for the loan, their financial history, Social Security Number (SSN), 

and other information. The lender reviews the information including a person's debt-

to-income (DTI) ratio to see if the loan can be paid back. Based on the applicant's 

creditworthiness, the lender either denies or approves the application. The lender must 

provide a reason should the loan application be denied. If the application is approved, 

both parties sign a contract that outlines the details of the agreement. The lender 

advances the proceeds of the loan, after which the borrower must repay the amount 

including any additional charges such as interest. 

Loans can be given to individuals, corporations, and governments. The main idea 

behind taking out one is to get funds to grow one’s overall money supply. The interest 

and fees serve as sources of revenue for the lender. 

There are many different types of loans, depending on type of lender and 

borrower, risk level, purpose of loan and other conditions. The most important 

classification are secured and unsecured loans as well as open-end and closed-end 

loans. 

A secured loan is one that is backed by some form of collateral. For instance, 

most financial institutions require borrowers to present their title deeds or other 

documents that show ownership of an asset, until they repay the loans in full. Other 

assets that can be put up as collateral are stocks, bonds, and personal property. Most 

people apply for secured loans when they want to borrow large sums of money. Since 

lenders are not typically willing to lend large amounts of money without collateral, 

they hold the recipients’ assets as a form of guarantee. 

Some common attributes of secured loans include lower interest rates, strict 

borrowing limits, and long repayment periods. Examples of secured borrowings are a 

mortgage, boat loan, and auto loan. 

Conversely, an unsecured loan means that the borrower does not have to offer 

any asset as collateral. With unsecured loans, the lenders are very thorough when 

assessing the borrower’s financial status. This way, they will be able to estimate the 

recipient’s capacity for repayment and decide whether to award the loan or not. 

Unsecured loans include items such as credit card purchases, education loans, and 

personal loans. 

With an open-ended loan, an individual has the freedom to borrow over and over. 

Credit cards and lines of credits are perfect examples of open-ended loans, although 

they both have credit restrictions. A credit limit is the highest sum of money that one 

can borrow at any point. 

https://www.investopedia.com/terms/d/debt.asp
https://www.investopedia.com/terms/f/finance_charge.asp
https://www.investopedia.com/terms/c/collateral.asp
https://www.investopedia.com/terms/s/ssn.asp
https://www.investopedia.com/terms/d/dti.asp
https://www.investopedia.com/terms/d/dti.asp
https://www.investopedia.com/terms/c/credit-worthiness.asp
https://corporatefinanceinstitute.com/resources/knowledge/finance/interest-rate/
https://corporatefinanceinstitute.com/resources/knowledge/finance/bank-line-credit/
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Depending on an individual’s financial wants, he may choose to use all or just a 

portion of his credit limit. Every time this person pays for an item with his credit card, 

the remaining available credit decreases. 

With closed-end loans, individuals are not allowed to borrow again until they 

have repaid them. As one makes repayments of the closed-end loan, the loan balance 

decreases. However, if the borrower wants more money, he needs to apply for another 

loan from scratch. The process entails presenting documents to prove that they are 

credit-worthy and waiting for approval. Examples of closed-end loans are a mortgage, 

auto loans, and student loans. 

1.2.4. Public debt and its administration 

Public debt is a source of collecting income by state. Public or local debt is the 

debt the state collects from the citizens of other countries. When the government 

borrows then it gives birth to public debt. Government can take debt from banks, 

businesses or organizations, business houses, and the person. 

There are many similarities and dissimilarities between private or (non-

government debt) and government debt. The difference between public and private 

debt is following: 

1) for government, there are internal and external both the sources are available 

but for persons these type of sources are not available; 

2) the use of debts taken by the government is for the complete society but the 

money got from private debts are used only for gain of debt taken person; 

3) As state has a good position, so as comparison to private debt, the rate of 

interest is law in government debts; 

4) government can force people to give debt but a person can not; 

5) government takes debts normally for production works but a person can take 

debt for consumption. 

There are different types of public debt. 

Internal and External Debt. When the government raises revenue by borrowing 

from within the country, it is called internal debt. Whereas if the government is 

borrowing from the rest of the world, it is a case of external debt. 

Productive and Unproductive (purpose of loans) debt. Loans on Projects 

yielding income (Construction of plants, railways, power schemes, etc.) are called 

productive debt. Loans on loan non-income yielding projects are called unproductive 

loans (war, famine relief, etc.). 

Redeemable and Irredeemable loans (promise to repay). Redeemable debts refer 

to the loan which the government promises to pay off at some future date. (principal 

plus interest). Irredeemable debts are those, the principal amounts of which are never 

returned by the government but pays interest regularly. 

Funded and Unfunded debt (provision for repayment). Funded debt is long-term 

or ‘definite period’ debt. A proper agreement and terms and conditions of repayment 

with the percentage of interest payable are declared. They are used for the creation of 

permanent assets. 

Unfunded debt is for a short term and for an indefinite period. It is paid through 

the income received from other sources. These are used for meeting current needs. 

https://investortonight.com/blog/public-debt/#what-is-public-debt
https://investortonight.com/blog/public-debt/#difference-between-private-debt-and-public-debt
https://investortonight.com/blog/public-debt/#difference-between-private-debt-and-public-debt
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Voluntary and Compulsory (on the basis of legal enhancement). Voluntary debt 

is the debt that is paid by any legal enforcement. Whereas compulsory debt is legally 

forced in nature. Here people have no option but to repay the debt. 

Short, Medium, Long term loans (time duration). Short term loans are usually 

incurred for a period varying from three months to one year. Usually, governments get 

such loans from the central bank by using treasury bills. These loans are calls ‘ways 

and means advances. 

Medium Term loans are those which are obtained for more than one year but less 

than ten years. 

Long-term loans are those which are obtained for more than ten years. These are 

used to finance developmental activities. 

There are different tools can be used to attract public debt, including bonds, credit 

lines from international financial institutions, intergovernmental agreements ect. 

The important factor in public debt administration is interest rate. Government 

should pursue a higher credit rating that means lesser risk and lower cost of debt. 

1.3. The concept of Present value and the foundation of financial 

mathematics 

1.3.1. Time value of money and cash flow management 

The time value of money is a basic financial concept that holds that money in the 

present is worth more than the same sum of money to be received in the future. This is 

true because money that you have right now can be invested and earn a return, thus 

creating a larger amount of money in the future. (Also, with future money, there is the 

additional risk that the money may never actually be received, for one reason or 

another). The time value of money is sometimes referred to as the present value (PV) 

of money 

A simple example can be used to show the time value of money. Assume that 

someone offers to pay you one of two ways for some work you are doing for them: 

They will either pay you $1,000 now or $1,100 one year from now. Which pay option 

should you take? It depends on what kind of investment return you can earn on the 

money at the present time. Since $1,100 is 110% of $1,000, then if you believe you 

can make more than a 10% return on the money by investing it over the next year, you 

should opt to take the $1,000 now. On the other hand, if you don’t think you could earn 

more than 9% in the next year by investing the money, then you should take the future 

payment of $1,100 – as long as you trust the person to pay you then. 

The time value of money is also related to the concepts of inflation and purchasing 

power. Both factors need to be taken into consideration along with whatever rate of 

return may be realized by investing the money. Why is this important? Because 

inflation constantly erodes the value, and therefore the purchasing power, of money. It 

is best exemplified by the prices of commodities such as gas or food. If, for example, 

you were given a certificate for $100 of free gasoline in 1990, you could have bought 

a lot more gallons of gas than you could have if you were given $100 of free gas a 

decade later. 

The time value of money is an important concept not just for individuals, but also 

for making business decisions. Companies consider the time value of money in making 

https://corporatefinanceinstitute.com/resources/knowledge/valuation/net-present-value-npv/
https://corporatefinanceinstitute.com/resources/knowledge/finance/rate-of-return-guide/
https://en.wikipedia.org/wiki/Inflation
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decisions about investing in new product development, acquiring new business 

equipment or facilities, and establishing credit terms for the sale of their products or 

services. 

Any company has to assess their decisions efficiency. When the decision leads to 

changes in future cash flows, there is a need to discount them to make comparable in 

present time. If we know an interest rate, the future value of money can be compared 

to the present value by using formula 

𝐹𝑉𝑡 =  𝑃𝑉(1 + 𝑖)𝑡 ,    (1) 

where FVt  – the future value of money in year t; i – the interest rate or other return that 

can be earned on the money; t – the number of years (periods) to take into consideration 

The formula can also be used to calculate the present value of money to be 

received in the future. You simply divide the future value rather than multiplying the 

present value: 

𝑃𝑉 =
𝐹𝑉𝑡

(1+𝑖)𝑡
.      (2) 

The last formula demonstrates how future cash flows should be discounted to be 

transformed into the present value. Present values of the future cash flows represent a 

comparable parameters that can be used for the assessment of the decisions efficiency. 

1.3.2. Interest rate and factors that determine its size 

The interest rate is the amount a lender charges a borrower and is a percentage of 

the principal – the amount loaned. The interest rate on a loan is typically noted on an 

annual basis known as the annual percentage rate (APR). 

An interest rate can also apply to the amount earned at a bank or credit union from 

a savings account or certificate of deposit (CD). Annual percentage yield (APY) refers 

to the interest earned on these deposit accounts. 

Interest is essentially a charge to the borrower for the use of an asset. Assets 

borrowed can include cash, consumer goods, vehicles, and property. Because of this, 

an interest rate can be thought of as the "cost of money" – higher interest rates make 

borrowing the same amount of money more expensive. 

Interest rates thus apply to most lending or borrowing transactions. Individuals 

borrow money to purchase homes, fund projects, launch or fund businesses, or pay for 

college tuition. Businesses take out loans to fund capital projects and expand their 

operations by purchasing fixed and long-term assets such as land, buildings, and 

machinery. Borrowed money is repaid either in a lump sum by a pre-determined date 

or in periodic installments. 

For loans, the interest rate is applied to the principal, which is the amount of the 

loan. The interest rate is the cost of debt for the borrower and the rate of return for the 

lender. The money to be repaid is usually more than the borrowed amount since lenders 

require compensation for the loss of use of the money during the loan period. The 

lender could have invested the funds during that period instead of providing a loan, 

which would have generated income from the asset. The difference between the total 

repayment sum and the original loan is the interest charged. 

The size of interest rate usually depends on risk. When the borrower is considered 

to be low risk by the lender, the borrower will usually be charged a lower interest rate. 

https://corporatefinanceinstitute.com/resources/knowledge/deals/sale-purchase-agreement/
https://www.investopedia.com/terms/a/apr.asp
https://www.investopedia.com/terms/c/certificateofdeposit.asp
https://www.investopedia.com/terms/a/apy.asp
https://www.investopedia.com/terms/c/costofdebt.asp
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If the borrower is considered high risk, the interest rate that they are charged will be 

higher, which results in a higher cost loan. 

Interest rate risk is the probability of a decline in the value of an asset resulting 

from unexpected fluctuations in interest rates. The full rate can be considered as sum 

of risk-free rate and risk premium 

The risk-free rate of return is the interest rate an investor can expect to earn on an 

investment that carries zero risk. In practice, the risk-free rate is commonly considered 

to equal to the interest paid on a 3-month government Treasury bill, generally the safest 

investment an investor can make. 

The risk-free rate is a theoretical number since technically all investments carry 

some form of risk. Nonetheless, it is common practice to refer to the T-bill rate as the 

risk-free rate. While it is possible for the government to default on its securities, the 

probability of this happening is very low. 

A risk premium is the investment return an asset is expected to yield in excess of 

the risk-free rate of return. An asset's risk premium is a form of compensation for 

investors. It represents payment to investors for tolerating the extra risk in a given 

investment over that of a risk-free asset. 

A risky investment must provide the potential for larger returns to compensate an 

investor for the risk of losing some or all of their capital. This compensation comes in 

the form of a risk premium, which is the additional returns above what investors can 

earn risk-free from investments such as a U.S. government security. The premium 

rewards investors for the prospect of losing their money in a failing business, and it 

isn't actually earned unless the business succeeds. 

A risk premium can be construed as a true earnings reward because risky 

investments are inherently more profitable should they succeed. Investments in well-

penetrated markets – and which tend to have predictable outcomes – are not likely to 

change the world. On the other hand, paradigm-shifting breakthroughs are more likely 

to come from novel and risky initiatives. It's these types of investments that can 

potentially offer superior returns, which a business owner may then use to reward 

investors. This one underlying incentive is why some investors seek riskier 

investments, knowing they can reap potentially bigger payoffs. 

1.3.3. Planning and forecasting of cash flow, annuities 

A cash flow plan outlines all current and anticipated future needs and goals of the 

company. It provides a greater opportunity for the company to achieve more. In 

addition, it helps determine the return on investment and savings to achieve goals over 

a given period. Plan is based on forecasting. Cash flow forecasting involves estimating 

your future sales and expenses of inflows and out flows. 

Following the implementation of preventative measures in the organization for 

work and care for employees, the responsible in the company have to ensure and 

continue to generate positive cash flow in the company. To maintain liquidity, solvency 

and capital adequacy the company must generate a positive cash flow even in difficult 

circumstances. If a company fails to do so, it might “not exist anymore” in the future. 

Cash flow planning becomes easier if some payments are regular and have a fixed 

size. Recurring payments, such as the rent on an apartment or interest on a bond, are 

https://corporatefinanceinstitute.com/resources/knowledge/trading-investing/treasury-bills-t-bills/
https://www.investopedia.com/terms/r/risk-freerate.asp
https://www.investopedia.com/terms/r/riskfreeasset.asp
https://www.investopedia.com/terms/g/governmentsecurity.asp
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sometimes referred to as "annuities." Annuities, in this sense of the word, break down 

into two basic types: ordinary annuities and annuities due. 

An ordinary annuity makes (or requires) payments at the end of each period. For 

example, bonds generally pay interest at the end of every six months. 

With an annuity due, by contrast, payments come at the beginning of each period. 

Rent, which landlords typically require at the beginning of each month, is a common 

example. 

In the case of ordinary annuity, future value (FVo) is a measure of how much a 

series of regular payments will be worth at some point in the future, given a specified 

interest rate. So, for example, if you plan to invest a certain amount each month or year, 

it will tell you how much you'll have accumulated as of a future date. If you are making 

regular payments on a loan, the future value is useful in determining the total cost of 

the loan. Rather than calculating each payment individually and then adding them all 

up, however, you can use the following formula, which will tell you how much money 

you'd have in the end: 

𝐹𝑉𝑜 = 𝐶 × (
(1+𝑖)𝑛−1

𝑖
),      (3) 

where C – cash flow per period; i – interest rate; n – number of payments 

(periods). 

In contrast to the future value calculation, a present value (PVo) calculation tells 

you how much money would be required now to produce a series of payments in the 

future, again assuming a set interest rate. This is the applicable formula: 

𝑃𝑉𝑜 = 𝐶 × (
1−(1+𝑖)−𝑛

𝑖
).      (4) 

An annuity due differs from an ordinary annuity in that the annuity due's payments 

are made at the beginning, rather than the end, of each period. To account for payments 

occurring at the beginning of each period, it requires a slight modification to the 

formula used to calculate the future value of an ordinary annuity and results in higher 

values, as shown below. The formula for the future value of an annuity due (FVd) is as 

follows: 

𝐹𝑉𝑑 = 𝐶 × (
(1+𝑖)𝑛−1

𝑖
) × (1 + 𝑖).    (5) 

 

Similarly, the formula for calculating the present value of an annuity due (PVd) 

takes into account the fact that payments are made at the beginning rather than the end 

of each period. This is the formula for calculating the present value of an annuity due: 

𝑃𝑉𝑑 = 𝐶 × (
1−(1+𝑖)−𝑛

𝑖
) × (1 + 𝑖).     (6) 

The formulas described above as well as special applications like financial 

calculator, make it possible – and relatively easy, if you don't mind the math—to 

determine the present or future value of either an ordinary annuity or an annuity due. 

1.3.4. Net present value and internal rate of return as key indicators of the 

effectiveness of financial decisions 

Net present value (NPV) is the difference between the present value of cash 

inflows and the present value of cash outflows over a period of time. NPV is used in 

capital budgeting and investment planning to analyze the profitability of a projected 

https://www.investopedia.com/terms/i/interestrate.asp
https://www.investopedia.com/terms/l/loan.asp
https://www.investopedia.com/terms/v/valuation.asp
https://www.investopedia.com/terms/c/capitalbudgeting.asp
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investment or project. NPV is the result of calculations used to find today’s value of a 

future stream of payments. NPV is calculated as follows: 

𝑁𝑃𝑉 = ∑
𝑉𝑡

(1+𝑖)𝑡
𝑁
𝑡=0 ,     (7) 

where Vt – net cash inflow-outflow during a single period t; N – number of periods 

when the cash flows are planned (It usually starts from 0, thus the real number of 

periods is N+1). 
NPV accounts for the time value of money and can be used to compare similar 

investment alternatives. The NPV relies on a discount rate (i) that may be derived from 

the cost of the capital required to invest, and any project or investment with a negative 

NPV should be avoided. One important drawback of NPV analysis is that it makes 

assumptions about future events that may not be reliable. 

NPV looks to assess the profitability of a given investment on the basis that a 

dollar in the future is not worth the same as a dollar today. Money loses value over 

time due to inflation. However, a dollar today can be invested and earn a return, making 

its future value possibly higher than a dollar received at the same point in the future. 

NPV seeks to determine the present value of an investment's future cash flows 

above the investment's initial cost. The discount rate element of the NPV formula 

discounts the future cash flows to the present-day value. If subtracting the initial cost 

of the investment from the sum of the cash flows in the present day is positive, then 

the investment is worthwhile. 

The internal rate of return (IRR) is a metric used in financial analysis to estimate 

the profitability of potential investments. IRR is a discount rate that makes the net 

present value (NPV) of all cash flows equal to zero in a discounted cash flow analysis. 

IRR calculations rely on the same formula as NPV does. Keep in mind that IRR 

is not the actual dollar value of the project. It is the annual return that makes the NPV 

equal to zero. 

Generally speaking, the higher an internal rate of return, the more desirable an 

investment is to undertake. IRR is uniform for investments of varying types and, as 

such, can be used to rank multiple prospective investments or projects on a relatively 

even basis. In general, when comparing investment options with other similar 

characteristics, the investment with the highest IRR probably would be considered the 

best. 

Apart from NPV and IRR, other indicators of the effectiveness of financial 

decisions can be used. Among them – profitability index, period of payback. A 

comprehensive assessment of investment can include a system of criteria that allows 

to take into account various factors, for example, how to compare investments of 

different size. Nevertheless, NPV is regarded as a most universal and fundamental 

criterion that should be necessary calculated, while another may be used depending on 

the additional financial conditions. 
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1.4. Public finance, credit and financial regulation at the macro level 

1.4.1. The system of public finance, interconnection of monetary and fiscal 

policy 

Public finance is the management of a country’s revenue, expenditures, and debt 

load through various government and quasi-government institutions. The main 

components of public finance include activities related to collecting revenue, making 

expenditures to support society, and implementing a financing strategy (such as issuing 

government debt). They include taxation, budget, expenditures and debt. 

Tax collection is the main revenue source for governments. Examples of taxes 

collected by governments include sales tax, income tax, estate tax, and property tax. 

Other types of revenue in this category include duties and tariffs on imports and 

revenue from any type of public services that are not free. 

The budget is a plan of what the government intends to have as expenditures in a 

fiscal year. In the U.S., for example, the president submits to Congress a budget 

request, the House and Senate create bills for specific aspects of the budget, and then 

the President signs them into law. 

Expenditures are everything that a government actually spends money on, such as 

social programs, education, and infrastructure. Much of the government’s spending is 

a form of income or wealth redistribution, which is aimed at benefiting society as a 

whole. The actual expenditures may be greater than or less than the budget. 

If the government spends more then it collects in revenue there is a deficit in that 

year. If the government has less expenditures than it collects in taxes, there is a surplus. 

If the government has a deficit (spending is greater than revenue), it will fund the 

difference by borrowing money and issuing national debt. The U.S. Treasury is 

responsible for issuing debt, and when there is a deficit, the Office of Debt 

Management (ODM) will make the decision to sell government securities to investors. 

To manage public finance the government provide fiscal and monetary policy. 

Fiscal policy refers to the use of government spending and tax policies to 

influence economic conditions, especially macroeconomic conditions. These include 

aggregate demand for goods and services, employment, inflation, and economic 

growth. 

During a recession, the government may lower tax rates or increase spending to 

encourage demand and spur economic activity. Conversely, to combat inflation, it may 

raise rates or cut spending to cool down the economy. 

Fiscal policy is often contrasted with monetary policy, which is enacted by central 

bankers and not elected government officials. 

Monetary policy is a set of tools used by a nation's central bank to control the 

overall money supply and promote economic growth and employ strategies such as 

revising interest rates and changing bank reserve requirements. 

Interest rate is one of the key tools, which demonstrates the impact of monetary 

policy on fiscal policy. Interest rate influences the size of payments that government 

has to pay on its debt. 
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1.4.2. Revenues and expenditures of government, the state budget system 

A government budget is a document prepared by the government and/or other 

political entity presenting its anticipated tax revenues (Inheritance tax, income tax, 

corporation tax, import taxes) and proposed spending/expenditure (Healthcare, 

Education, Defense, Roads, State Benefit) for the coming financial year. In most 

parliamentary systems, the budget is presented to the legislature and often requires 

approval of the legislature. Through this budget, the government implements economic 

policy and realizes its program priorities. 

In the 20th century a high proportion of economic activity is controlled, directly 

or indirectly, by various levels of government (federal, or central, state, local, etc.). 

Thus the budget has taken on a number of other functions as well as the simple 

monitoring of the overall revenue and expenditure of government. Expenditure 

programs are now planned in considerable detail, but the sheer scale of public spending 

raises major control problems, and varying systems of control have been tried in 

different countries. Taxation is used not only to raise revenue but also to redistribute 

income and to encourage or discourage certain activities. Government borrowing, in 

order to finance recurring deficits or wars, is so substantial that budgetary policy has 

important effects on capital markets and on interest and credit generally. Because the 

budget is now so important to national economies, a number of different procedures 

for deciding on the structure of the budget have been developed, and these vary 

considerably between countries. In some countries, the United Kingdom, for example, 

most planning is carried out in secret by ministers and civil servants, and public and 

parliamentary debate is minimal; while in others, the United States, for example, there 

is lengthy debate during which the budget can be changed significantly. The different 

levels of government complicate the budgetary process with differing spheres of 

influence and control over particular items of expenditure. 

The budget has also come to be used to achieve specific goals of economic policy. 

It was long recognized that government borrowing could have important effects on the 

rest of the economy. As the scale of government activity increased, the levels of 

expenditure and taxation were seen to have substantial direct effects on the total 

demand for goods and services in the economy. This raised the possibility that by 

changing these levels the government could use its fiscal policy to achieve full 

employment and reduce economic fluctuations. This stabilization function has been 

used by many countries, with varying degrees of success, to expand the economy out 

of recession and to control inflationary pressures. In the United Kingdom, for example, 

postwar policy involved a sequence of “stop-go” moves by government for 

stabilization; unfortunately these often occurred too late and had unintended 

destabilizing effects. 

As well as affecting the overall economy, the budget may have significant 

(intended and unintended) effects in specific areas. Taxes affect incentives to work or 

to consume, while taxes, benefits, and expenditures all affect the distribution of 

income. In this manner, budgets, particularly those that cause major changes, have 

considerable political as well as economic impact. 
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1.4.3. Taxation and the role of tax regulation in economic development 

Taxation is a term for when a taxing authority, usually a government, levies or 

imposes a financial obligation on its citizens or residents. Paying taxes to governments 

or officials has been a mainstay of civilization since ancient times. 

The term "taxation" applies to all types of involuntary levies, from income to 

capital gains to estate taxes. Though taxation can be a noun or verb, it is usually referred 

to as an act; the resulting revenue is usually called "taxes." 

Taxation is differentiated from other forms of payment, such as market exchanges, 

in that taxation does not require consent and is not directly tied to any services 

rendered. The government compels taxation through an implicit or explicit threat of 

force. Taxation is legally different than extortion or a protection racket because the 

imposing institution is a government, not private actors. 

Tax systems have varied considerably across jurisdictions and time. In most 

modern systems, taxation occurs on both physical assets, such as property and specific 

events, such as a sales transaction. The formulation of tax policies is one of the most 

critical and contentious issues in modern politics. 

The most basic function of taxation is to fund government expenditures. Varying 

justifications and explanations for taxes have been offered throughout history. Early 

taxes were used to support the ruling classes, raise armies, and build defenses. Often, 

the authority to tax stemmed from divine or supranational rights. 

Later justifications have been offered across utilitarian, economic, or moral 

considerations. Proponents of progressive levels of taxation on high-income earners 

argue that taxes encourage a more equitable society. Higher taxes on specific products 

and services, such as tobacco or gasoline, have been justified as a deterrent to 

consumption. Advocates of public goods theory argue taxes may be necessary in cases 

in which the private provision of public goods is considered sub-optimal, such as with 

lighthouses or national defense. 

As mentioned above, taxation applies to all different types of levies. These can 

include (but are not limited to):  

Income tax. Governments impose income taxes on financial income generated by 

all entities within their jurisdiction, including individuals and businesses. 

Corporate tax. This type of tax is imposed on the profit of a business. 

Capital gains. A tax on capital gains is imposed on any capital gains or profits 

made by people or businesses from the sale of certain assets including stocks, bonds, 

or real estate. 

Property tax. A property tax is asses by a local government and paid for by the 

owner of a property. This tax is calculated based on property and land values. 

Inheritance. A type of tax levied on individuals who inherit the estate of a 

deceased person. 

Sales tax. A consumption tax imposed by a government on the sale of goods and 

services. This can take the form of a value-added tax (VAT), a goods and services tax 

(GST), a state or provincial sales tax, or an excise tax.  

Last time the special attention is paid to different environmental taxes (taxes on 

fuel consumption, carbon emission, land use and so on). These types of taxes play an 
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important role in increasing of resource efficiency and transition to sustainable 

development. 

1.4.4. Government debt and fiscal deficit 

Debt and deficit are two of the most common terms in all of macro-finance, and 

they're also one of the most politically relevant, inspiring legislation and executive 

decisions that affect many people. Although people often use these words 

interchangeably, they are inherently different. And the magnitude of each doesn’t 

necessarily have anything to do with the other but has plenty to do with the size of 

people's personal situations, the health of corporations, and the underlying economy. 

Debt is any money that is owed to someone else while the term deficit refers to a 

situation where expenses exceed revenues or liabilities exceed assets. Put simply, debt 

is the accumulation of years of deficit (and the occasional surplus). 

Government debt is the stock of outstanding obligations issued by the government 

at any time in the past and not yet repaid. Governments issue debt whenever they 

borrow from the public; the magnitude of the outstanding debt equals the cumulative 

amount of net borrowing that the government has done. The deficit is the addition in 

the current period (year, quarter, month, etc.) to the outstanding debt. The deficit is 

negative whenever the value of outstanding debt falls; a negative deficit is called a 

surplus. 

When the government borrows, it gives its creditors government securities stating 

the terms of the loan: the principal being borrowed, the interest rate to be paid on the 

principal, and the schedule for making the interest payments and principal repayment. 

The amount of outstanding securities equals the amount of debt that has not yet been 

repaid; that amount is called “the government debt.” 

Governments issue several types of debt, which can be classified in various ways. 

One classification is by the type of government that issued the debt. In the United 

States, the main divisions are federal, state, and local debt; local debt can be divided 

further by type of locality, such as county or city. A second classification of 

government debt is by maturity at the time of issue. When we talk about a ten-year 

bond or a thirty-year bond, we are talking about the length of time between the date 

when the bond was first issued and the date on which the principal will be repaid. 

Federal debt is divided into three convenient maturity categories. Treasury bills have 

initial maturities of one year or less (“three-month bills,” “year bills,” etc.); treasury 

notes have initial maturities between one and ten years; and treasury bonds have initial 

maturities longer than ten years. State and local government securities generally are 

just called bonds, irrespective of the initial maturity. A perpetuity is a bond with an 

infinite maturity, which means the principal is never repaid and interest payments are 

made forever. The British government once issued perpetuities, calling them “consols.” 

A third way of classifying government securities is by the source of the revenue to 

repay them. “General obligation bonds” will be repaid with revenue collected by taxing 

the public; “revenue bonds” will be repaid with revenue collected from specific user 

fees, such as bridge or highway tolls. This way of classifying debt is used only for state 

and local debt. 
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More important than the sheer size of government debt are the debt’s effects on 

the economy. Economists do not fully agree on what those effects are. When the 

government borrows, it promises to repay the lender. To make those repayments the 

government ultimately will have to raise extra taxes, beyond what it needs to pay for 

its other activities. The economic effect of government debt depends heavily on how 

taxpayers perceive those future taxes. Perceptions are difficult to measure, and neither 

economists nor others understand exactly how people form their perceptions. 

Two parameters that have a crucial impact on government debt are interest rate 

and inflation. Growing inflation and decreasing interest rate make easier the debt 

burden. 

1.5. Financial markets and basic financial market instruments 

1.5.1. Financial markets and their types. Money markets and capital markets 

Financial markets refer broadly to any marketplace where the trading of securities 

occurs, including the stock market, bond market, forex market, and derivatives market, 

among others. Financial markets are vital to the smooth operation of capitalist 

economies by allocating resources and creating liquidity for businesses and 

entrepreneurs. The markets make it easy for buyers and sellers to trade their financial 

holdings. Financial markets create securities products that provide a return for those 

who have excess funds iInvestors/lenders) and make these funds available to those who 

need additional money (borrowers). 

Types of Financial Markets 
Stock Markets. Perhaps the most ubiquitous of financial markets are stock 

markets. These are venues where companies list their shares and they are bought and 

sold by traders and investors. Stock markets, or equities markets, are used by 

companies to raise capital via an initial public offering (IPO), with shares subsequently 

traded among various buyers and sellers in what is known as a secondary market. 

Stocks may be traded on listed exchanges, such as the New York Stock Exchange 

(NYSE) or Nasdaq, or else over-the-counter (OTC). Most trading in stocks is done via 

regulated exchanges, and these play an important role in the economy as both a gauge 

of the overall health of the economy as well as providing capital gains and dividend 

income to investors, including those with retirement accounts such as IRAs and 401(k) 

plans. 

Typical participants in a stock market include (both retail and institutional) 

investors and traders, as well as market makers (MMs) and specialists who maintain 

liquidity and provide two-sided markets. Brokers are third parties that facilitate trades 

between buyers and sellers but who do not take an actual position in a stock. 

An over-the-counter (OTC) market is a decentralized market—meaning it does 

not have physical locations, and trading is conducted electronically—in which market 

participants trade securities directly between two parties without a broker. While OTC 

markets may handle trading in certain stocks (e.g., smaller or riskier companies that do 

not meet the listing criteria of exchanges), most stock trading is done via exchanges. 

Certain derivatives markets, however, are exclusively OTC, and so they make up an 

important segment of the financial markets. Broadly speaking, OTC markets and the 

transactions that occur on them are far less regulated, less liquid, and more opaque. 
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Bond Markets. A bond is a security in which an investor loans money for a defined 

period at a pre-established interest rate. You may think of a bond as an agreement 

between the lender and borrower that contains the details of the loan and its payments. 

Bonds are issued by corporations as well as by municipalities, states, and sovereign 

governments to finance projects and operations. The bond market sells securities such 

as notes and bills issued by the United States Treasury, for example. The bond market 

also is called the debt, credit, or fixed-income market. 

Money Markets. Typically the money markets trade in products with highly liquid 

short-term maturities (of less than one year) and are characterized by a high degree of 

safety and a relatively low return in interest. At the wholesale level, the money markets 

involve large-volume trades between institutions and traders. At the retail level, they 

include money market mutual funds bought by individual investors and money market 

accounts opened by bank customers. Individuals may also invest in the money markets 

by buying short-term certificates of deposit (CDs), municipal notes, or U.S. Treasury 

bills, among other examples. 

Derivatives Markets. A derivative is a contract between two or more parties whose 

value is based on an agreed-upon underlying financial asset (like a security) or set of 

assets (like an index). Derivatives are secondary securities whose value is solely 

derived from the value of the primary security that they are linked to. In and of itself a 

derivative is worthless. 

Forex Market. The forex (foreign exchange) market is the market in which 

participants can buy, sell, hedge, and speculate on the exchange rates between currency 

pairs. The forex market is the most liquid market in the world, as cash is the most liquid 

of assets. The currency market handles more than $6.6 trillion in daily transactions, 

which is more than the futures and equity markets combined. 

As with the OTC markets, the forex market is also decentralized and consists of a 

global network of computers and brokers from around the world. The forex market is 

made up of banks, commercial companies, central banks, investment 

management firms, hedge funds, and retail forex brokers and investors. 

Cryptocurrency Markets. The past several years have seen the introduction and 

rise of cryptocurrencies such as Bitcoin and Ethereum, decentralized digital assets that 

are based on blockchain technology. Today, thousands of cryptocurrency tokens are 

available and trade globally across a patchwork of independent online crypto 

exchanges. These exchanges host digital wallets for traders to swap one cryptocurrency 

for another, or for fiat monies such as dollars or euros. 

Because the majority of crypto exchanges are centralized platforms, users are 

susceptible to hacks or fraud. Decentralized exchanges are also available that operate 

without any central authority. These exchanges allow direct peer-to-peer (P2P) trading 

of digital currencies without the need for an actual exchange authority to facilitate the 

transactions. 

1.5.2. Financial instruments and their types. Debt and equity instruments 

A financial instrument is defined as a contract between individuals/parties that 

holds a monetary value. They can either be created, traded, settled, or modified as per 
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the involved parties' requirement. In simple words, any asset, which holds capital and 

can be traded in the market is referred to as a financial instrument. 

Some examples of financial instruments are cheques, shares, stocks, bonds, 

futures, and options contracts. 

Financial instruments can be primarily classified into two types – derivative 

instruments and cash instruments. 

Derivative instruments can be defined as instruments whose characteristics and 

value can be derived from its underlying entities such as interest rates, indices or assets, 

among others. The value of such instruments can be obtained from the performance of 

the underlying component. Also, they can be linked to other securities such as bonds 

and shares/stocks. 

Cash instruments, on the other hand, are defined as instruments which can be 

transferred and valued readily in the market. Some of the most common examples of 

cash instruments are deposits and loans where the lenders and borrowers are required 

to be agreed upon. 

Financial instruments can also be classified based on the asset class, i.e. equity-

based and debt-based financial instruments. 

Equity-based financial instruments include securities, such as stocks/shares. Also, 

exchange-traded derivatives, such as equity futures and stock options, fall under the 

same category. 

Debt-based financial instruments, on the other hand, consist of short-term 

securities, such as commercial paper (CP) and treasury bills (T-bills) which have a 

maturity period of one year or less. Cash instruments such as certificates of deposits 

(CDs) also fall under this category. On the same lines, exchange-traded derivatives, 

such as short-term interest rate futures fall under this category. Since the maturity 

period on long-term debt-based financial instruments exceeds a year, securities such as 

bonds fall under the category. Exchange-traded derivates include bond futures, and 

options are the other examples. 

Some instruments, for example, convertible, have a mixed nature. A convertible 

bond, or just convertible, is a bond which will either be repaid or converted into shares 

at a date in the future. Convertible bonds, therefore, look like a bond for the first part 

of their life, then they are either repaid or converted into shares for the second part of 

their life. 

The terms for convertible bonds will define the size and frequency of coupon 

payments (if any) and the terms and the date for repayment or conversion. Instead of a 

specific date, convertible bonds often convert to equity on a “trigger” event, the most 

common one being the issue and sale of new shares by the company. 

A convertible loan is a loan which will either be repaid or convert into equity at a 

date in the future. The terms for convertible loans will determine the size and frequency 

of interest payments (if any); and the terms and the date for repayment or conversion. 

As with convertible bonds, instead of a specific date, the loan often converts to equity 

when a “trigger” event takes place. 
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1.5.3. Derivative financial instruments and their role in financial market 

The term derivative refers to a type of financial contract whose value is dependent 

on an underlying asset, group of assets, or benchmark. A derivative is set between two 

or more parties that can trade on an exchange or over-the-counter (OTC). These 

contracts can be used to trade any number of assets and carry their own risks. Prices 

for derivatives derive from fluctuations in the underlying asset. These financial 

securities are commonly used to access certain markets and may be traded tohedge 

against risk. Derivatives can be used to either mitigate risk (hedging) or assume risk 

with the expectation of commensurate reward (speculation). Derivatives can move risk 

(and the accompanying rewards) from the risk-averse to the risk seekers. 

It's important to remember that when companies hedge, they're not speculating on 

the price of the commodity. Instead, the hedge is merely a way for each party to manage 

risk. Each party has its profit or margin built into the price, and the hedge helps to 

protect those profits from being eliminated by market moves in the price of the 

commodity. 

OTC-traded derivatives generally have a greater possibility of counterparty risk, 

which is the danger that one of the parties involved in the transaction might default. 

Exchange-traded derivatives are standardized and more heavily regulated than those 

that are traded over-the-counter. Many derivative instruments are leveraged, which 

means a small amount of capital is required to have an interest in a large amount of 

value in the underlying asset. 

Derivatives were originally used to ensure balanced exchange rates for 

internationally traded goods. International traders needed a system to account for the 

differing values of national currencies. Assume a European investor has investment 

accounts that are all denominated in euros (EUR). Let's say they purchase shares of a 

U.S. company through a U.S. exchange using U.S. dollars (USD). This means they are 

now exposed to exchange rate risk while holding that stock. Exchange rate risk is the 

threat that the value of the euro will increase in relation to the USD. If this happens, 

any profits the investor realizes upon selling the stock become less valuable when they 

are converted into euros. A speculator who expects the euro to appreciate versus the 

dollar could profit by using a derivative that rises in value with the euro. When using 

derivatives to speculate on the price movement of an underlying asset, the investor 

does not need to have a holding or portfolio presence in the underlying asset. 

There are many different types of derivatives that can be used for risk 

management, speculation, and leveraging a position. The derivatives market is one that 

continues to grow, offering products to fit nearly any need or risk tolerance. 

There are two classes of derivative products: "lock" and "option." Lock products 

(e.g., futures, forwards, or swaps) bind the respective parties from the outset to the 

agreed-upon terms over the life of the contract. Option products (e.g., stock options), 

on the other hand, offer the holder the right, but not the obligation, to buy or sell the 

underlying asset or security at a specific price on or before the option's expiration date. 

The most common derivative types are futures, forwards, swaps, and options. 

A futures contract, or simply futures, is an agreement between two parties for the 

purchase and delivery of an asset at an agreed-upon price at a future date. Futures are 
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standardized contracts that trade on an exchange. Traders use a futures contract to 

hedge their risk or speculate on the price of an underlying asset. The parties involved 

are obligated to fulfill a commitment to buy or sell the underlying asset. 

Not all futures contracts are settled at expiration by delivering the underlying 

asset. If both parties in a futures contract are speculating investors or traders, it is 

unlikely that either of them would want to make arrangements for the delivery of a 

large number of barrels of crude oil. Speculators can end their obligation to purchase 

or deliver the underlying commodity by closing (unwinding) their contract before 

expiration with an offsetting contract. 

Many derivatives are, in fact, cash-settled, which means that the gain or loss in 

the trade is simply an accounting cash flow to the trader's brokerage account. Futures 

contracts that are cash-settled include many interest rate futures, stock index futures, 

and more unusual instruments such as volatility futures or weather futures. 

Forward contracts, or forwards, are similar to futures, but they do not trade on an 

exchange. These contracts only trade over-the-counter. When a forward contract is 

created, the buyer and seller may customize the terms, size, and settlement process. As 

OTC products, forward contracts carry a greater degree of counterparty risk for both 

parties. Counterparty risks are a type of credit risk in that the parties may not be able 

to live up to the obligations outlined in the contract. If one party becomes insolvent, 

the other party may have no recourse and could lose the value of its position. Once 

created, the parties in a forward contract can offset their position with other 

counterparties, which can increase the potential for counterparty risks as more traders 

become involved in the same contract. 

Swaps are another common type of derivative, often used to exchange one kind 

of cash flow with another. For example, a trader might use an interest rate swap to 

switch from a variable interest rate loan to a fixed interest rate loan, or vice versa. 

Swaps can also be constructed to exchange currency-exchange rate risk or the risk 

of default on a loan or cash flows from other business activities. Swaps related to the 

cash flows and potential defaults of mortgage bonds are an extremely popular kind of 

derivative. In fact, they've been a bit too popular in the past. It was the counterparty 

risk of swaps like this that eventually spiraled into the credit crisis of 2008. 

An options contract is similar to a futures contract in that it is an agreement 

between two parties to buy or sell an asset at a predetermined future date for a specific 

price. The key difference between options and futures is that with an option, the buyer 

is not obliged to exercise their agreement to buy or sell. It is an opportunity only, not 

an obligation, as futures are. As with futures, options may be used to hedge or speculate 

on the price of the underlying asset. 

1.5.4. Options their types, advantages and disadvantages 

Options are versatile financial products. These contracts involve a buyer and 

seller, where the buyer pays a premium for the rights granted by the contract. Call 

options allow the holder to buy the asset at a stated price within a specific timeframe. 

Put options, on the other hand, allow the holder to sell the asset at a stated price within 

a specific timeframe. Each call option has a bullish buyer and a bearish seller while put 

options have a bearish buyer and a bullish seller. 
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Traders and investors buy and sell options for several reasons. Options 

speculation allows a trader to hold a leveraged position in an asset at a lower cost than 

buying shares of the asset. Investors use options to hedge or reduce the risk exposure 

of their portfolios. 

In some cases, the option holder can generate income when they buy call options 

or become an options writer. Options are also one of the most direct ways to invest in 

oil. For options traders, an option's daily trading volume and open interest are the two 

key numbers to watch in order to make the most well-informed investment decisions. 

American options can be exercised any time before the expiration date of the 

option, while European options can only be exercised on the expiration date or the 

exercise date. Exercising means utilizing the right to buy or sell the underlying security. 

Buying Call Options. Call options allow the holder to buy an underlying security 

at the stated strike price by the expiration date called the expiry. The holder has no 

obligation to buy the asset if they do not want to purchase the asset. The risk to the 

buyer is limited to the premium paid. Fluctuations of the underlying stock have no 

impact. 

Buyers are bullish on a stock and believe the share price will rise above the strike 

price before the option expires. If the investor's bullish outlook is realized and the price 

increases above the strike price, the investor can exercise the option, buy the stock at 

the strike price, and immediately sell the stock at the current market price for a profit. 

Their profit on this trade is the market share price less the strike share price plus 

the expense of the option—the premium and any brokerage commission to place the 

orders. The result is multiplied by the number of option contracts purchased, then 

multiplied by 100—assuming each contract represents 100 shares. 

If the underlying stock price does not move above the strike price by the 

expiration date, the option expires worthlessly. The holder is not required to buy the 

shares but will lose the premium paid for the call. 

Selling Call Options is known as writing a contract. The writer receives the 

premium fee. In other words, a buyer pays the premium to the writer (or seller) of an 

option. The maximum profit is the premium received when selling the option. An 

investor who sells a call option is bearish and believes the underlying stock's price will 

fall or remain relatively close to the option's strike price during the life of the option. 

If the prevailing market share price is at or below the strike price by expiry, the 

option expires worthlessly for the call buyer. The option seller pockets the premium as 

their profit. The option is not exercised because the buyer would not buy the stock at 

the strike price higher than or equal to the prevailing market price. 

However, if the market share price is more than the strike price at expiry, the seller 

of the option must sell the shares to an option buyer at that lower strike price. In other 

words, the seller must either sell shares from their portfolio holdings or buy the stock 

at the prevailing market price to sell to the call option buyer. The contract writer incurs 

a loss. How large of a loss depends on the cost basis of the shares they must use to 

cover the option order, plus any brokerage order expenses, but less any premium they 

received. 
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As you can see, the risk to the call writers is far greater than the risk exposure of 

call buyers. The call buyer only loses the premium. The writer faces infinite risk 

because the stock price could continue to rise increasing losses significantly. 

Buying Put Options. Put options are investments where the buyer believes the 

underlying stock's market price will fall below the strike price on or before the 

expiration date of the option. Once again, the holder can sell shares without the 

obligation to sell at the stated strike per share price by the stated date. 

Since buyers of put options want the stock price to decrease, the put option is 

profitable when the underlying stock's price is below the strike price. If the prevailing 

market price is less than the strike price at expiry, the investor can exercise the put. 

They will sell shares at the option's higher strike price. Should they wish to replace 

their holding of these shares they may buy them on the open market. 

Their profit on this trade is the strike price less the current market price, plus 

expenses—the premium and any brokerage commission to place the orders. The result 

would be multiplied by the number of option contracts purchased, then multiplied by 

100—assuming each contract represents 100 shares. 

The value of holding a put option will increase as the underlying stock price 

decreases. Conversely, the value of the put option declines as the stock price increases. 

The risk of buying put options is limited to the loss of the premium if the option expires 

worthlessly. 

Selling put options is also known as writing a contract. A put option writer 

believes the underlying stock's price will stay the same or increase over the life of the 

option, making them bullish on the shares. Here, the option buyer has the right to make 

the seller, buy shares of the underlying asset at the strike price on expiry. 

If the underlying stock's price closes above the strike price by the expiration date, 

the put option expires worthlessly. The writer's maximum profit is the premium. The 

option isn't exercised because the option buyer would not sell the stock at the lower 

strike share price when the market price is more. 

If the stock's market value falls below the option strike price, the writer is 

obligated to buy shares of the underlying stock at the strike price. In other words, the 

put option will be exercised by the option buyer who sells their shares at the strike price 

as it is higher than the stock's market value. 

The risk for the put option writer happens when the market's price falls below the 

strike price. The seller is forced to purchase shares at the strike price at expiration. The 

writer's loss can be significant depending on how much the shares depreciate. 

The writer (or seller) can either hold on to the shares and hope the stock price rises 

back above the purchase price or sell the shares and take the loss. Any loss is offset by 

the premium received. 

An investor may write put options at a strike price where they see the shares being 

a good value and would be willing to buy at that price. When the price falls and the 

buyer exercises their option, they get the stock at the price they want with the added 

benefit of receiving the option premium.  
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1.6. Corporate finance. Formation and optimization of the company’s capital 

1.6.1. The capital of a company and its structure 

Corporate capital is the mix of assets or resources a company can draw on in 

financing its business. Corporate capital results from debt and equity financing. In 

deciding on and managing their capital structure, a company's management has 

important decisions to make on the relative proportions of debt and equity to maintain. 

A corporation has several options for sourcing capital. Equity capital is one broad 

source with multiple components. Common shares and preferred shares issued by the 

company, as well as additional paid-in capital, are part of a company’s equity capital. 

These types of equity allow outside investors the opportunity to take partial ownership 

in the company. Retained earnings, accumulated profits that have been reinvested in 

the business instead of paid out to shareholders, are another form of equity. 

Debt capital is money borrowed from another entity that is due to be paid back at 

a later date, typically with additional interest. Borrowings include fixed income 

securities such as loans, bonds, and notes payable. A company’s capital structure might 

also include hybrid securities such as convertible notes. 

The decisions a company makes with respect to its corporate capital can affect 

both its access to and cost of financing, tax liability (because of the favorable tax 

treatment, or tax shield, that debt receives), its credit rating, and ultimately its liquidity. 

In coming up with an optimal mix of debt and equity for its corporate capital structure, 

companies generally give significant weight to how much flexibility, in maintaining 

ownership control, financing, and managing the business, a given structure will provide 

them. 

How a company manages its corporate capital can reveal a lot about the quality 

of its management, financial health, and operational efficiency. It’s also an important 

part of valuation. For example, a company whose retained earnings are growing might 

signal one with high growth prospects, for which it expects to use those accumulated 

earnings. It might signal one operating in a capital-intensive sector that needs to retain 

most of its profits rather than paying them out as dividends or returning them to 

shareholders via buybacks. It might also indicate a company with a lack of profitable 

investment opportunities. For these reasons, retained earnings (RE) should always be 

reviewed in combination with other metrics of a company’s financial health. 

Key ratios to calculate for these purposes are total debt to equity (D/E), and long-

term debt to equity. Both can provide a picture of a company’s financial position by 

revealing how much financial leverage or risk is present in the capital structure. The 

level and trend of the ratios over time is important. It is also important to assess how 

they compare to other companies operating in the same industry. Overly leveraged 

capital structures can point to developing or potential liquidity problems. Under 

leveraged structures might mean a company’s cost of capital is too high. 

In general, capital refers to the durable goods or assets (property, machinery, 

equipment, money) that are used as productive inputs for further production of goods 

and services. For a company, capital can be raised by issuing either debt (as a loan or 

via bonds) or equity (stock). 
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1.6.2. Weighted average cost of capital and its calculation 

The weighted average cost of capital (WACC) represents a firm's average cost of 

capital from all sources, including common stock, preferred stock, bonds, and other 

forms of debt. 

The weighted average cost of capital is a common way to determine required rate 

of return because it expresses, in a single number, the return that both bondholders and 

shareholders demand in order to provide the company with capital. A firm’s WACC is 

likely to be higher if its stock is relatively volatile or if its debt is seen as risky because 

investors will demand greater returns.  

In corporate finance, determining a company’s cost of capital is vital for a couple 

of important reasons. For instance, WACC is the discount rate that a company uses to 

estimate its net present value. 

WACC is also important when analyzing the potential benefits of taking on 

projects or acquiring another business. If the company believes that a merger, for 

instance, will generate a return higher than its cost of capital, it’s likely a good choice 

for the company. If its management anticipates a return lower than what their own 

investors are expecting, they’ll want to put their capital to better use. 

In most cases, a lower WACC indicates a healthy business that’s able to attract 

investors at a lower cost. By contrast, a higher WACC usually coincides with 

businesses that are seen as riskier and need to compensate investors with higher returns. 

If a company only obtains financing through one source – say, common stock – 

calculating its cost of capital would be relatively simple. If investors expected a rate of 

return of 10% in order to purchase shares, the firm’s cost of capital would be the same 

as its cost of equity: 10%. The same would be true if the company only used debt 

financing. For example, if the company paid an average yield of 5% on its outstanding 

bonds, its cost of debt would be 5%. This is also its cost of capital. 

However, many companies generate capital from a combination of debt and 

equity (such as stock) financing. In order to express the cost of capital in a single figure, 

one has to weigh its cost of debt and cost of equity proportionally based on how much 

financing is acquired through each source. WACC is calculated as follows: 

𝑊𝐴𝐶𝐶 = (
𝐸

𝑉
× 𝑅𝑒) + (

𝐷

𝑉
× 𝑅𝑑 × (1 − 𝑇𝑐)),   (8) 

where E – market value of the firm’s equity; D – market value of the firm’s debt; V – 

total value of capital (E+D); Re – cost of equity; Rd – cost of debt; Tc – corporate tax. 

WACC is calculated by multiplying the cost of each capital source (debt and 

equity) by its relevant weight and then adding the products together. In the above 

formula, E/V represents the proportion of equity-based financing, while D/V represents 

the proportion of debt-based financing. 

Cost of equity (Re) can be a bit tricky to calculate because share capital does not 

technically have an explicit value. When companies reimburse bondholders, the 

amount they pay has a predetermined interest rate. On the other hand, equity has no 

concrete price that the company must pay. As a result, companies have to estimate cost 

of equity – in other words, the rate of return that investors demand based on the 

expected volatility of the stock. 
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Because shareholders will expect to receive a certain return on their investments 

in a company, the equity holders' required rate of return is a cost from the company's 

perspective; if the company fails to deliver this expected return, shareholders will 

simply sell off their shares, which leads to a decrease in share price and in the 

company’s value. The cost of equity, then, is essentially the total return that a company 

must generate in order to maintain a share price that will satisfy its investors. 

Companies typically use the Capital Asset Pricing Model (CAPM) to arrive at the 

cost of equity. Again, this is not an exact calculation because firms have to lean on 

historical data, which can never accurately predict future growth. 

Determining the cost of debt (Rd), on the other hand, is a more straightforward 

process. This is often done by averaging the yield to maturity for a company’s 

outstanding debt. This method is easier if you’re looking at a publicly traded company 

that has to report its debt obligations. 

For privately owned companies, one can look at the company’s credit rating from 

firms like Moody’s and S&P and then add a relevant spread over risk-free assets (for 

example, Treasury notes of the same maturity) to approximate the return investors 

would demand. 

Businesses are able to deduct interest expenses from their taxes. Because of this, 

the net cost of a company's debt is the amount of interest it is paying minus the amount 

it has saved in taxes. This is why Rd (1 minus the corporate tax rate) is used to calculate 

the after-tax cost of debt. 

1.6.3. Capital asset pricing model and its application 

The Capital Asset Pricing Model (CAPM) describes the relationship between 

systematic risk and expected return for assets, particularly stocks. CAPM is widely 

used throughout finance for pricing risky securities and generating expected returns for 

assets given the risk of those assets and cost of capital 

The formula for calculating the expected return of an asset given its risk is as 

follows: 

𝐸𝑅𝑖 = 𝑅𝑓 + 𝛽𝑖(𝐸𝑅𝑚 − 𝑅𝑓),     (9) 

where ERi – expected return of investment; Rf – risk-free rate; βi – beta of the 

investment; (ERm−Rf) – market risk premium. 

Investors expect to be compensated for risk and the time value of money. The 

risk-free rate in the CAPM formula accounts for the time value of money. The other 

components of the CAPM formula account for the investor taking on additional risk. 

The beta of a potential investment is a measure of how much risk the investment 

will add to a portfolio that looks like the market. If a stock is riskier than the market, it 

will have a beta greater than one. If a stock has a beta of less than one, the formula 

assumes it will reduce the risk of a portfolio. 

A stock’s beta is then multiplied by the market risk premium, which is the return 

expected from the market above the risk-free rate. The risk-free rate is then added to 

the product of the stock’s beta and the market risk premium. The result should give an 

investor the required return or discount rate they can use to find the value of an asset. 

The goal of the CAPM formula is to evaluate whether a stock is fairly valued 

when its risk and the time value of money are compared to its expected return. 
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For example, imagine an investor is contemplating a stock worth $100 per share 

today that pays a 3% annual dividend. The stock has a beta compared to the market of 

1.3, which means it is riskier than a market portfolio. Also, assume that the risk-free 

rate is 3% and this investor expects the market to rise in value by 8% per year. The 

expected return of the stock based on the CAPM formula is 9.5%: 

The expected return of the CAPM formula is used to discount the expected 

dividends and capital appreciation of the stock over the expected holding period. If the 

discounted value of those future cash flows is equal to $100 then the CAPM formula 

indicates the stock is fairly valued relative to risk. 

There are several assumptions behind the CAPM formula that have been shown 

not to hold in reality. Modern financial theory rests on two assumptions: One, securities 

markets are very competitive and efficient (that is, relevant information about the 

companies is quickly and universally distributed and absorbed) and two, these markets 

are dominated by rational, risk-averse investors, who seek to maximize satisfaction 

from returns on their investments. 

Despite these issues, the CAPM formula is still widely used because it is simple 

and allows for easy comparisons of investment alternatives. Including beta in the 

formula assumes that risk can be measured by a stock’s price volatility. However, price 

movements in both directions are not equally risky. The look-back period to determine 

a stock’s volatility is not standard because stock returns (and risk) are not normally 

distributed. 

The CAPM also assumes that the risk-free rate will remain constant over the 

discounting period. Assume in the previous example that the interest rate on U.S. 

Treasury bonds rose to 5% or 6% during the 10-year holding period. An increase in the 

risk-free rate also increases the cost of the capital used in the investment and could 

make the stock look overvalued. 

The most serious critique of the CAPM is the assumption that future cash flows 

can be estimated for the discounting process. If an investor could estimate the future 

return of a stock with a high level of accuracy, the CAPM would not be necessary. 

Considering the critiques of the CAPM and the assumptions behind its use in 

portfolio construction, it might be difficult to see how it could be useful. However, 

using the CAPM as a tool to evaluate the reasonableness of future expectations or to 

conduct comparisons can still have some value. 

1.6.4. The concepts of financial and operational leverage 

Operating leverage and financial leverage are two different metrics used to 

determine the financial health of a company. 

Operating leverage is an indication of how a company's costs are structured. The 

metric is used to determine a company's breakeven point, which is when revenue from 

sales covers both the fixed and variable costs of production. Financial leverage refers 

to the amount of debt used to finance the operations of a company. 

Operating leverage measures the extent to which a company or specific project 

requires some aggregate of both fixed and variable costs. Fixed costs are those costs or 

expenses that do not fluctuate regardless of the number of sales generated by a 
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company. Some examples of fixed costs include: salaries, rent, utilities, interest 

expense, depreciation. 

Variable costs are expenses that vary in direct relationship to a company’s 

production. Variable costs rise when production increases and fall when production 

decreases. For example, inventory and raw materials are variable costs while salaries 

for the corporate office would be a fixed cost. 

Operating leverage can help companies determine what their breakeven point is 

for profitability. In other words, the point where the profit generated from sales covers 

both the fixed costs as well as the variable costs. 

A manufacturing company might have high operating leverage because it must 

maintain the plant and equipment needed for operations. On the other hand, a 

consulting company has fewer fixed assets such as equipment and would, therefore, 

have low operating leverage. 

Using a higher degree of operating leverage can increase the risk of cash flow 

problems resulting from errors in forecasts of future sales. 

Financial leverage is a metric that shows how much a company uses debt to 

finance its operations. A company with a high level of leverage needs profits and 

revenue that are high enough to compensate for the additional debt it shows on its 

balance sheet. 

Investors look at a company's leverage because it is an indicator of the solvency 

of the company. Also, debt can help magnify earnings and earnings per share. 

However, there is a cost associated with leverage in the form of interest expense. 

When a company's revenues and profits are on the rise, leverage works well for a 

company and investors. However, when revenues or profits are pressured or falling, 

the debt and interest expense must still be paid and can become problematic if there is 

not enough revenue to meet debt and operational obligations. 

Investors and traders use leverage primarily to amplify profits. Winners can 

become exponentially more rewarding when your initial investment is multiplied by 

additional upfront capital. In addition, using leverage allows you to access more 

expensive investment options that you wouldn't otherwise have had access to with a 

smaller amount of upfront capital. 

Leverage can be used in short-term, low risk situations where high degrees of 

capital are needed. For example, during acquisitions or buyouts, a growth company 

may have a short-term need for capital that will result in a strong mid-to-long-term 

growth opportunity. As opposed to using additional capital to gamble on risky 

endeavors, leverage enables smart companies to execute opportunities at ideal 

moments with the intention of exiting their levered position quickly. 

If winning investments are amplified, so are losing investments. Using leverage 

can result in much higher downside risk, sometimes resulting in losses greater than 

your initial capital investment. On top of that, brokers and contract traders will charge 

fees, premiums, and margin rates. Even if you lose on your trade, you'll still be on the 

hook for extra charges. 

Leverage also has the potential downside of being complex. Investors must be 

aware of their financial position and the risks they inherit when entering into a levered 
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position. This may require additional attention to one's portfolio and contribution of 

additional capital should their trading account not have a sufficient amount of equity 

per their broker's requirement. 
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2. PRACTICAL SECTION 

 

2.1. The concept of finance and the main elements of financial system 

(seminars 1 and 2) 

Questions for seminars: 

1 Finance and its place within the economic science framework 

2 Financial system: levels and main elements 

3 Financial decisions and financial management 

4 Investments as central financial concept and their role in economic development 

 

Student’s tasks: 

– presentation of essay on the related topics. 

– participation in the discussion on the problems of efficient financial and 

investment decisions. 

 

2.2. Credit and its place in the financial system (seminars 3 and 4) 

Questions for seminars: 

1 The concept of credit and its key features 

2 The role of credit in ensuring the sustainable economic growth 

3 Loans, their types and features 

4 Public debt and its administration 

 

Student’s tasks: 

– presentation of essay on the related topics. 

– participation in the discussion on the problems of efficient debt management at 

the different levels of finance. 

 

2.3. The concept of Present value and the foundation of financial 

mathematics (seminars 5 and 6) 

Questions for seminars: 

1 Time value of money and cash flow management 

2 Interest rate and factors that determine its size 

3 Planning and forecasting of cash flow, annuities 

4 Net present value (NPV) and internal rate of return (IRR) as key indicators of 

the effectiveness of financial decisions 

 

Student’s tasks: 

– presentation of essay on the related topics. 

– solving the problems related to annuities calculations as well as calculation of 

the effectiveness of financial decisions on the basis of NPV and IRR. 

 

2.4. Public finance, credit and financial regulation at the macro level 

(seminars 7 and 8) 

Questions for seminars: 



41 

 

1 The system of public finance, interconnection of monetary and fiscal policy 

2 Revenues and expenditures of government, the state budget system 

3 Taxation and the role of tax regulation in economic development 

4 Government debt and fiscal deficit 

 

Student’s tasks: 

– presentation of essay on the related topics. 

– participation in the discussion on the problems of efficient fiscal and monetary 

regulation. 

 

2.5. Financial markets and basic financial market instruments (seminars 9 

and 10) 

Questions for seminars: 

1 Financial markets and their types. Money markets and capital markets 

2 Financial instruments and their types. Debt and equity instruments 

3 Derivative financial instruments and their role in financial market 

4 Options their types, advantages and disadvantages 

 

Student’s tasks: 

– presentation of essay on the related topics. 

– participation in the discussion about the advantages and disadvantages of 

different financial instruments. 

 

2.6. Corporate finance. Formation and optimization of the company’s capital 

(seminars 11 and 12) 

Questions for seminars: 

1 The capital of a company and its structure  

2 Weighted average cost of capital and its calculation 

3 Capital asset pricing model and its application 

4 The concepts of financial and operational leverage 

 

Student’s tasks: 

– presentation of essay on the related topics. 

– solving the problems related to the assessment of the capital cost and financial 

performance at the corporate level. 
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3. CONTROL SECTION 

 

3.1. An indicative list of the questions for credit test 

1. Finance and its place within the economic science framework. 

2. Financial system: levels and main elements. 

3. Financial decisions and financial management. 

4. Investments as central financial concept and their role in economic 

development. 

5. Types of investment. The concept of investment portfolio. 

6. The concept of credit and the key features of credit operations. 

7. Bonds, their type and role in business financing. 

8. The role of credit in ensuring the sustainable functioning of financial system. 

9. Bank loans, their types and features. 

10. Debt management at the corporate level. 

11. Interest rate and factors that determine its size. 

12. Discounting and compounding in financial calculations. 

13. Planning and forecasting of cash flow, annuities. 

14. Net present value and internal rate of return as key indicators of the 

effectiveness of financial decisions. 

15. The system of public finance, interconnection of monetary and fiscal policy. 

16. Revenues and expenditures of government, the state budget system. 

17. Taxation and the role of tax regulation in economic development. 

18. Government debt and fiscal deficit, their interconnection. 

19. The role of Central Bank in financial regulation at the macro level. 

20. Tools of fiscal policy and their implementation. 

21. Investment multiplier and its impact on economic growth. 

22. Financial markets and their types. Money markets and investment markets. 

23. Foreign exchange and currency management. 

24. Payment systems, their functioning and security. 

25. Financial instruments and their types. Debt and equity instruments. 

26. Financial institution and financial infrastructure. 

27. Insurance as an element of financial system. Insurance market. 

28. Investment, mutual, pension and other funds and their role in the financial 

market. 

29. Venture financing and its peculiarities. 

30. Derivative financial instruments and their role in financial market. 

31. Financial risks and system of financial-risk management. 

32. Forward and future contracts as a means of hedging. 

33. Options their types and models for assessing their value. 

34. Financial accounting and financial reporting, the role of international 

standards of financial reporting. 

35. The capital of a company and its structure. 

36. The cost of equity and debt. Model of F. Modelyani and M. Miller. 

37. Weighted average cost of capital and its calculation. 
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38. The main indicators of capital efficiency and company value. 

39. The concepts of financial and operational leverage. 

40. Assessment of the level of liquidity and solvency. 

41. Company’s free cash flows. The concepts of net investments and net working 

capital. 

42. Bankruptcy risk and optimal balance between risk and profitability. 

 

3.2. An indicative list of the essay topics 

1. The financial system of a modern country. 

2. Bond market and its role in the modern financial system. 

3. Insurance as an element of financial system. Insurance market. 

4. Leasing as a toll of investment, types of leasing and their characteristics. 

5. Investment, mutual, pension and other funds and their role in the financial 

market. 

6. Venture funds and venture financing, its peculiarities. 

7. Derivative financial instruments and their role in financial market. 

8. Financial risks and system of financial-risk management. 

9. Forward and future contracts as a means of hedging. 

10. Options their types and models for assessing their value. 

11. Financial accounting and financial reporting, the role of international 

standards of financial reporting. 

12. Modern equity market, its role in investment process. 

13. The capital of a company and its structure. 

14. The cost of equity and debt. Model of F. Modelyani and M. Miller. 

15. Weighted average cost of capital and its calculation. 

16. The main indicators of capital efficiency and company value. 

17. The concepts of financial and operational leverage. 

18. Assessment of the level of liquidity and solvency. 

19. The role of the concept of capital structure in modern financial analysis. 

20. The MM theorem as a methodological basis for studying the structure of 

capital. 

21. Development of models for analyzing the structure of capital under conditions 

of weakening the premises of the basic MM theorem. 

22. The structure of capital in conditions of information asymmetry and the 

development of signaling approaches to the analysis of capital structure. 

23. Development of agency models of capital structure: balancing agency costs 

of debt capital and agency costs of equity capital, a combined hypothesis. 

24. Stages of development of the compromise concept: the need to move from 

static to dynamic compromise models of the capital structure. 

25. Quantifying the costs of financial instability and the nature of the costs: 

variable costs, fixed costs, one-time costs. 

26. Principles of modeling the choice of capital structure depending on the tax 

factor. 

27. Quantifying tax savings associated with borrowing funding. 
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28. Revision of the financial leverage and the dynamics of movement towards the 

target capital structure. 

29. The main directions of improving the financial and budgetary policy. 

30. Modern forms of lending and their specific. 

31. Approaches to the assessment of the cost of capital. 

32. Prospects for the development of financial markets. 

33. Ways to improve the taxation system of a country on the basis of international 

experience. 

34. Problems of budget deficit management and its governance. 

35. Venture financing and its sources. The role of venture funds. 

36. Modern directions of development of the banking system. 
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4. AUXILIARY SECTION 

 

4.1. The list of literature sources 

4.1.1. Primary 

1. Berk J., DeMarzo P. Corporate finance: global edition. 5th edition. Pearson 

Education. – 2019. 
2. Brigham E. F., Houston, J. Fundamentals of Financial Management, 15th 

edition. – Cengage Learning. – 2018. 

3. Čaušević, F. A Study into Financial Globalization, Economic Growth, And 

(in)Equality / Fikret Čaušević. – Springer International Publishing : Palgrave 

Macmillan. – 2020 

4. Foundations of Finance, 11th edition / Arthur J. Keown, John D. Martin and J. 

William Petty. – McGraw Hill. – 2017. 

5. Loose Leaf for Personal Finance, 12th Edition / Jack Kapoor Les Dlabay, 

Robert J. Hughes, Melissa Hart . – McGraw Hill. – 2017. 

4.1.2. Additional 

6. Baker, H. Kent (Harold Kent), Understanding financial management: a 

practical guide / H. Kent Baker and Gary E. Powell. – 1st ed. – 2005. 

7. Brueggeman, W.B., Fisher, J. Real Estate Finance and Investments. – 

McGraw Hill. – 2015. 

8. Crouhey, M./Galai, D./Mark, R.: The Essentials of Risk Management, 

McGraw-Hill – 2014. 

9. Eugene F. Brigham, Joel F. Houston. Fundamentals of Financial 

Management, 12th edition Eugene F. Brigham, Joel F. Houston. – 2009. 

10. Horngren, C. T. Cost accounting: a managerial emphasis. – Upper Saddle 

River, N.J.:  Pearson/Prentice Hall – 2012. 

11. Hyman, D. Public Finance: A Contemporary Application of Theory to Policy, 

Tenth Edition.– South-Western, Cengage Learning. –2011. 

12. Lanen, W.N. Fundamentals of cost accounting. –New York: McGraw–

Hill/Irwin. – 2011.Melicher R., Norton E. Introduction to Finance: Markets, 

Investments, and Financial Management, 16th edition. – Wiley. – 2016. 

13.  Marsh, Clive (Clive Mark Heath) Financial management for non-financial 

managers / Clive Marsh. – 2012. 

14. Richard A. Brealey. Principles of corporate finance / Richard A. Brealey, 

Stewart C. Myers, Franklin, Allen.—10th ed., 2011. 

15. Ross, S. Fundamentals of Corporate Finance, 11th edition. – McGraw Hill. – 

2015. 

16. Van Horne, James C. Fundamentals of financial management / James C. Van 

Horne, John M. Wachowicz. – 13th ed., 2008 

4.2. Electronic resources 

1. Investopedia [Electronic resource]. – Mode of 

access: https://www.investopedia.com. – Date of access: 30.06.2022. 

2. Trading economics [Electronic resource]. – Mode of 

access: https://tradingeconomics.com. – Date of access: 20.06.2022. 

http://utdallas-primo.hosted.exlibrisgroup.com/UTDALMA:UTD_ALMA:UTD_ALMA51225404090001421
http://utdallas-primo.hosted.exlibrisgroup.com/UTDALMA:UTD_ALMA:UTD_ALMA51225404090001421
https://www.benzinga.com/go/business-foundations-a-changing-world/
https://www.amazon.com/s/ref=dp_byline_sr_book_1?ie=UTF8&field-author=Jack+Kapoor&text=Jack+Kapoor&sort=relevancerank&search-alias=books
https://www.amazon.com/s/ref=dp_byline_sr_book_2?ie=UTF8&field-author=Les+Dlabay&text=Les+Dlabay&sort=relevancerank&search-alias=books
https://www.amazon.com/s/ref=dp_byline_sr_book_3?ie=UTF8&field-author=Robert+J.+Hughes&text=Robert+J.+Hughes&sort=relevancerank&search-alias=books
https://www.amazon.com/s/ref=dp_byline_sr_book_4?ie=UTF8&field-author=Melissa+Hart&text=Melissa+Hart&sort=relevancerank&search-alias=books
https://www.benzinga.com/go/business-foundations-a-changing-world/
https://www.benzinga.com/go/business-foundations-a-changing-world/
https://www.benzinga.com/go/business-foundations-a-changing-world/
https://www.investopedia.com/
https://tradingeconomics.com/
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3. The official website of International Monetary Fund [Electronic resource]. – 

Mode of access: https://www.imf.org. – Date of access: 05.07.2022. 

4. The official website of the National Bank of Republic of Belarus [Electronic 

resource]. – Mode of access: https://www.nbrb.by. – Date of access: 21.06.2022. 

5. The official website of the Ministry of Finance of Republic of Belarus 

[Electronic resource]. – Mode of access: https://www.minfin.gov.by/ – Date of access: 

26.06.2022. 

6. Yahoo finance [Electronic resource]. – Mode of 

access: https://finance.yahoo.com. – Date of access: 10.07.2022. 

7. The official website of the World Bank [Electronic resource]. – Mode of 

access: https://www.worldbank.org. – Date of access: 08.07.2022. 
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