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Abstract

ince the early stage of the last century, with the

development of corporate finance theory, nearly

10 economists, including Robert C. Merton,
Myron Scholes, William F. Sharpe, Merton Miller,
Franco Modigliani and etc., have won the Nobel Prize in
Economics due to the successful research in corporate
finance field and the system constitution of the relevant
theory.

Though it is not a long time since the corporate
finance théory was proposed, the theory itself has been
influential in the economy life. Firm value
(shareholder wealth) maximization has been the main
target of modern corporate management. Meanwhile,
the theory of firm value is closely linked with the
development of western financial experiences and stock

market. It has been widely used in the most aspects of
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financial fields, and also has helped people make firm
value valuation and stock pricing strategy. At the moment,
we could use some methods to do that, such as discounted
cash flow method, relative valuation method, option
valuation method, risk-return analysis method and so on.
The core content of the corporate finance theory is the firm
value and valuation theory, and we could get three basic
methods to evaluate firm value: discounted cash flow,
relative valuation and option valuation method. What'’s
more, we discuss the following topics: the efficiency of
capital market, the influence of capital structure on the firm
value, the relationship between stock’s risk and return, and

the influence of dividend policy on the firm value.

hrough the study of our stock market and
corporate finance theory development, we
could find that maximizing the firm value

(shareholder wealth) is not the main target of corporate
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management. On the contrary, our corporate leaders
usually would pursue the short-term returns, though
finally they would get a quite poor result. While most
listed companies did financing through capital market, or
carried on M&A business, they would seldom improve
the capital structure, or maximize the firm value as their
target. Even in the theoretical study, people have ever
regarded output maximization as their main targets of
corporate finance management. The partial understand-
ing of firm value finally has led to improper firm value
valuation and distorted stock pricing. In fact, how to
price stocks correctly has been an important task for
us.

The following will introduce the main contents of
this study:

The first part introduces the development of corpo-
rate finance theory in the western countries. With the

analysis of the present problems of China’s stock
3
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market, the first part lays emphasis on the importance of
valuation theory. Also, it sketches out this study’s target,
methods, and the main features.

The second part is divided into two chapters. The
first chapter, the corporate finance theory development,
introduces the relationship between the corporate finance
and economics. Thereafter, it discusses the development
process, the achievement and the shortage of our finance
theory since the founding of PRC. The second chapter,
the main content of corporate finance theory, describes
the capital structure theory, efficient market hypothesis
and the risk-return theory. Also, it clarifies the
importance as well as relationship between them and the
valuation methods. The third chapter, the content and
method of the valuation theory, mainly explains the basic
concepts and methods of the valuation theory. In this
chapter, the first section introduces the methods of

valuation and its importance for the research and practice.
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The second section analyzes the three basic valuation
methods, which are discounted cash flow, relative
valuation and option valuation method. Based on the
analysis of these three methods, this section begins to
bring forward stock pricing method adaptable to China’s
stock market.

The third part is also divided into two chapters,
which do detailed analysis of discounted cash flow
method and relative valuation method respectively. In the
fourth chapter, discounted dividend model, free cash flow
of equity model and free cash flow of firm model are all
introduced, and all of them belong to discounted cash
flow method. In the fifth chapter, the relative valuation
method, three methods are fully interpreted, which are
P/E ratio valuation method, P/B ratio method and Tobin’s
Q ratio valuation method. The difference between the
above two methods, which are introduced respectively in

two chapters, is that in the relative valuation method, it
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