



[image: Corporate finance and investment: decisions and strategies]






[image: Corporate Finance and Investment]









Brief contents




List of figures and tables

Preface

Authors’ acknowledgements

Publisher’s acknowledgements

Part I A framework for financial decisions

1 An overview of financial management

2 The financial environment

3 Present values, and bond and share valuation

Part II Investment decisions and strategies

4 Investment appraisal methods

5 Project appraisal – applications

6 Investment strategy and process

Part III Value, risk and the required return

7 Analysing investment risk

8 Relationships between investments: portfolio theory

9 Setting the risk premium: the Capital Asset Pricing Model (CAPM)

10 The required rate of return on investment

11 Enterprise value and equity value

12 Identifying and valuing options

Part IV Short-term financing and policies

13 Risk and treasury management

14 Working capital and short-term asset management

15 Short- and medium-term finance

Part V Strategic financial decisions

16 Long-term finance

17 Returning value to shareholders: the dividend decision

18 Capital structure and the required return

19 Does capital structure really matter?

20 Acquisitions and re-structuring

Part VI International financial management

21 Managing currency risk

22 Foreign investment decisions

23 Key issues in modern finance: a review

Appendix A Solutions to self-assessment activities

Appendix B Solutions to selected questions

Appendix C Present value interest factor (PVIF)

Appendix D Present value interest factor for an annuity (PVIFA)

Glossary

References

Index








Contents





List of figures and tables

Preface

Authors’ acknowledgements

Publisher’s acknowledgements

Part I

A FRAMEWORK FOR FINANCIAL DECISIONS

Chapter 1

An overview of financial management

1.1   Introduction

1.2   The finance function

1.3   Investment and financial decisions

1.4   Cash – the lifeblood of the business

1.5   The emergence of financial management

1.6   The finance department in the firm

1.7   The financial objective

1.8   The agency problem

1.9   Managing the agency problem

1.10  Social responsibility and shareholder wealth

1.11  The corporate governance debate

1.12  The risk dimension

1.13  The strategic dimension

Summary

Key points

Further reading

Useful websites

Questions

Chapter 2

The financial environment

2.1   Introduction

2.2   Financial markets

2.3   The financial services sector

2.4   The London Stock Exchange (LSE)

2.5   Are financial markets efficient?

2.6   Reading the financial pages

2.7   Taxation and financial decisions

Summary

Key points

Further reading

Useful websites

Appendix: Financial statement analysis

Questions

Chapter 3

Present values, and bond and share valuation

3.1   Introduction

3.2   Measuring Wealth

3.3   Time-value of money

3.4   Financial arithmetic for capital growth

3.5   Present value

3.6   Present value arithmetic

3.7   Valuing bonds

3.8   Valuing shares: the dividend valuation model

3.9   Problems with the dividend growth model

Summary

Key points

Further reading

Useful websites

Appendix I: The term structure of interest rates and the yield curve

Appendix II: Present value formulae

Appendix III: The P:E ratio and the constant dividend valuation model

Questions

Part II

INVESTMENT DECISIONS AND STRATEGIES

Chapter 4

Investment appraisal methods

4.1   Introduction

4.2   Cash-flow analysis

4.3   Net present value

4.4   Investment techniques – net present value

4.5   Internal rate of return

4.6   Profitability index

4.7   Payback period

4.8   Accounting rate of return

4.9   Ranking mutually exclusive projects

4.10  Investment evaluation and capital rationing

Summary

Key points

Further reading

Appendix I: Modified IRR

Appendix II: Multi-period capital rationing and mathematical programming

Questions

Chapter 5

Project appraisal – applications

5.1   Introduction

5.2   Incremental cash-flow analysis

5.3   Replacement decisions

5.4   Inflation cannot be ignored

5.5   Taxation is a cash flow

5.6   Use of dcf techniques

5.7   Traditional appraisal methods

Summary

Key points

Further reading

Appendix: The problem of unequal lives: Poulter plc

Questions

Chapter 6

Investment strategy and process

6.1   Introduction

6.2   Strategic considerations

6.3   Advanced manufacturing technology (AMT) investment

6.4   Environmental aspects of investment

6.5   The capital investment process

6.6   Post-auditing

Summary

Key points

Further reading

Questions

Part III

VALUE, RISK AND THE REQUIRED RETURN

Chapter 7

Analysing investment risk

7.1   Introduction

7.2   Expected net present value (ENPV): Betterway plc

7.3   Attitudes to risk

7.4   Types of risk

7.5   Measurement of risk

7.6   Risk description techniques

7.7   Adjusting the NPV formula for risk

7.8   Risk analysis in practice

7.9   Capital investment options

Summary

Key points

Further reading

Appendix: Multi-period cash flows and risk

Questions

Chapter 8

Relationships between investments: portfolio theory

8.1   Introduction

8.2   Portfolio analysis: the basic principles

8.3   How to measure portfolio risk

8.4   Portfolio analysis where risk and return differ

8.5   Different degrees of correlation

8.6   Worked example: gerrybild plc

8.7   Portfolios with more than two components

8.8   Can we use this for project appraisal? some reservations

Summary

Key points

Further reading

Questions

Chapter 9

Setting the risk premium: the Capital Asset Pricing Model (CAPM)

9.1   Introduction

9.2   Security valuation and discount rates

9.3   Concepts of risk and return

9.4   International portfolio diversification

9.5   Systematic risk

9.6   Completing the model

9.7   Using the CAPM: assessing the required return

9.8   Worked example

9.9   The underpinnings of the CAPM

9.10  Portfolios with many components: the capital market line

9.11  How it all fits together: the key relationships

9.12  Reservations about the CAPM

9.13  Testing the CAPM

9.14  Factor models

9.15  The Arbitrage Pricing Theory

9.16  Fama and French’s three-factor model

9.17  The four- and five-factor models

9.18  Issues raised by the CAPM: some food for managerial thought

Summary

Key points

Further reading

Appendix: Analysis of variance

Questions

Chapter 10

The required rate of return on investment

10.1   Introduction

10.2   The required return in all-equity firms: the DGM

10.3   The required return in all-equity firms: the CAPM

10.4   Using ‘tailored’ discount rates

10.5   Worked example: Tieko plc

10.6   Another problem: taxation and the CAPM

10.7   Problems with ‘tailored’ discount rates

10.8   A critique of divisional hurdle rates

Summary

Key points

Further reading

Questions

Chapter 11

Enterprise value and equity value

11.1   Introduction

11.2   The valuation problem

11.3   Valuation using published accounts

11.4   Valuing the earnings stream: P:E ratios

11.5   Ebitda – a halfway house

11.6   Valuing cash flows

11.7   The dcf approach

11.8   Valuation of unquoted companies

11.9   Shareholder value analysis

11.10  Using value drivers

11.11  Worked example: Safa plc

11.12  Economic Value Added (EVA)

Summary

Key points

Further reading

Questions

Chapter 12

Identifying and valuing options

12.1   Introduction

12.2   Share options

12.3   Option pricing

12.4   Application of option theory to corporate finance

12.5   Capital investment options (real options)

12.6   Why conventional npv may not tell the whole story

Summary

Key points

Further reading

Useful websites

Appendix: Black–scholes option pricing formula

Questions

Part IV

SHORT-TERM FINANCING AND POLICIES

Chapter 13

Risk and treasury management

13.1   Introduction

13.2   The treasury function

13.3   Funding

13.4   How firms can use the yield curve

13.5   Banking relationships

13.6   Treasury risk management

13.7   Risk management

Summary

Key points

Further reading

Useful websites

Questions

Chapter 14

Working capital and short-term asset management

14.1   Introduction

14.2   Working capital management

14.3   Predicting corporate failure

14.4   Cash operating cycle

14.5   Working capital policy

14.6   Overtrading problems

14.7   Managing trade credit

14.8   Inventory management

14.9   Cash management

14.10  Worked example: mangle ltd

14.11  Cash management models

Summary

Key points

Further reading

Useful websites

Appendix: Miller–orr cash management model

Questions

Chapter 15

Short- and medium-term finance

15.1   Introduction

15.2   Trade credit

15.3   Bank credit facilities

15.4   Invoice finance (or ‘asset-based finance’)

15.5   Using the money market: bill finance

15.6   Hire Purchase (HP)

15.7   leasing

15.8   lease evaluation: a simple case

15.9   Motives for leasing

15.10  Allowing for corporation tax in lease evaluation

15.11  Worked example of leasing to include taxation: Porlock plc

15.12  Policy implications: when should firms lease?

Summary

Key points

Further reading

Appendix: Financing international trade

Questions

Part V

STRATEGIC FINANCIAL DECISIONS

Chapter 16

Long-term finance

16.1   Introduction

16.2   Guiding lights: corporate aims and corporate finance

16.3   How companies raise long-term finance in practice

16.4   Shareholders’ funds

16.5   How unquoted firms can raise equity finance

16.6   Worked example: YZ and VCI

16.7   Going public

16.8   Equity issues by quoted companies

16.9   Debt instruments: debentures, bonds and notes

16.10  leasing and sale-and-leaseback (SAL)

16.11  islamic finance

Summary

Key points

Further reading

Questions

Chapter 17

Returning value to shareholders: the dividend decision

17.1   Introduction

17.2   The strategic dimension

17.3   The legal dimension

17.4   The theory: dividend policy and firm value

17.5   Objections to dividend irrelevance

17.6   The information content of dividends: Dividend smoothing

17.7   Worked example

17.8   Alternatives to cash dividends

17.9   The dividend puzzle

17.10  Conclusions

Summary

Key points

Further reading

Appendix: Home-made dividends

Questions

Chapter 18

Capital structure and the required return

18.1   Introduction

18.2   Measures of gearing

18.3   Operating and financial gearing

18.4   Financial gearing and risk: Lindley plc

18.5   The ‘traditional’ view of gearing and the required return

18.6   The cost of debt

18.7   The overall cost of capital

18.8   Worked example: damstar plc

18.9   More on Economic Value Added (EVA)

18.10  Financial distress

18.11  Two more issues: signalling and agency costs

18.12  Conclusions

Summary

Key points

Further reading

Appendix: Credit ratings

Questions

Chapter 19

Does capital structure really matter?

19.1   Introduction

19.2   The Modigliani–Miller message

19.3   MM’s propositions

19.4   Does it work? Impediments to arbitrage

19.5   MM with corporate income tax

19.6   Capital structure theory and the capm

19.7   linking the Betas: ungearing and re-gearing

19.8   MM with financial distress

19.9   Calculating the WACC

19.10  The Adjusted Present Value Method (APV)

19.11  Worked example: Rigton plc

19.12  Further issues with the APV

19.13  Which discount rate should we use?

19.14  Valuation of a geared firm

19.15  Performance evaluation in a geared firm: The eva revisited

Summary

Key points

Further reading

Appendix I: Derivation of MM’s Proposition II

Appendix II: MM’s Proposition III: The cut-off rate for new investment

Appendix III: Allowing for personal taxation: Miller’s revision

Questions

Chapter 20

Acquisitions and re-structuring

20.1   Introduction

20.2   Takeover activity

20.3   Motives for takeover

20.4   Alternative bid terms

20.5   Evaluating a bid: the expected gains from takeovers

20.6   Worked example: ML plc and CO plc

20.7   The importance of strategy

20.8   The strategic approach

20.9   Post-merger activities

20.10  Assessing the impact of mergers

20.11  Value gaps

20.12  Corporate restructuring

20.13  Private equity

Summary

Key points

Further reading

Questions

Part VI

INTERNATIONAL FINANCIAL MANAGEMENT

Chapter 21

Managing currency risk

21.1   Introduction

21.2   The structure of exchange rates: spot and forward rates

21.3   Foreign exchange exposure

21.4   Should firms worry about exchange rate changes?

21.5   Economic theory and exposure management

21.6   Exchange rate forecasting

21.7   Devising a foreign exchange management (FEM) strategy

21.8   Internal hedging techniques

21.9   Simple external hedging techniques

21.10 More complex techniques

21.11 More complex techniques: Futures and swaps

21.12 Conclusions

Summary

Key points

Further reading

Questions

Chapter 22

Foreign investment decisions

22.1   Introduction

22.2   Advantages of MNCS over national firms

22.3   Foreign market entry strategies

22.4   Additional complexities of foreign Investment

22.5   The discount rate for Foreign Direct Investment (FDI)

22.6   Evaluating FDI

22.7   Worked example: Sparkes plc and Zoltan kft

22.8   Exposure to foreign exchange risk

22.9   How MNCS manage operating exposure

22.10  Hedging the risk of foreign projects

22.11  Political and country risk

22.12  Managing political and country risk (PCR)

22.13  Financing FDI

22.14  The WACC for FDI

22.15  Applying the apv to FDI

22.16  Worked example: applying the APV

Summary

Key points

Further reading and website

Questions

Chapter 23

Key issues in modern finance: a review

23.1   Introduction

23.2   Understanding individual behaviour

23.3   Understanding corporate behaviour

23.4   Understanding how markets behave

23.5   Behavioural finance

Summary

Key points

Further reading

Appendices

A Solutions to self-assessment activities

B Solutions to selected questions

C Present value interest factor (PVIF)

D Present value interest factor for an annuity (PVIFA)

Glossary

References

Index



[image: Lecturer resources]









  
List of figures and tables





  List of figures and tables

  1.1   The finance function in a large organisation

  1.2   Cash – the lifeblood of the business

  1.3   The risk–return trade-off

  1.4   Main elements in strategic planning

  1.5   Factors influencing the value of the firm

  2.1   Financial markets

  2.2   Financial markets, institutions, suppliers and users

  2.3   Private equity firm

  2.4   Chart showing possible breakout beyond resistance line

  3.1   The relationship between present value of £1 and interest over time

  4.1   Investment appraisal elements

  4.2   Bale proposal NPV–IRR graph

  4.3   NPV and IRR compared

  6.1   McKinsey–GE portfolio matrix

  6.2   Typical progression of product over time

  6.3   Investment strategy

  6.4   A simple capital budgeting system

  7.1   Risk profiles

  7.2   Risk-averse investor’s utility function

  7.3   Variability of project returns

  7.4   Mean–variance analysis

  7.5   Sensitivity graph

  7.6   Simulated probability distributions

  7.7   How risk is assumed to increase over time

  8.1   Equal and offsetting fluctuations in returns

  8.2   Available portfolio risk–return combinations when assets, risks and expected returns are different

  8.3   The effect on the efficiency frontier of changing correlation

  8.4   Gerrybild’s opportunity set

  8.5   Portfolio combinations with three assets

  9.1   TSR of D.S. Smith vs. FTSE 250 Index 2010–17

  9.2   Specific vs. market risk of a portfolio

  9.3   The effect of international diversification on portfolio risk

  9.4   The effects of industry and country diversification on portfolio risk

  9.5   The characteristics line: no specific risk

  9.6   The characteristics line: with specific risk

  9.7   The security market line

  9.8   The capital market line

  9.9   The CAPM: the three key relationships

  9.10   Theoretical and empirical SMLs

  9.11   Alternative characteristics lines

  10.1   Risk premiums for activities of varying risk

  10.2   The Beta pyramid

  11.1   Calculating free cash flow (FCF)

  11.2   Shareholder value analysis framework

  12.1   Payoff lines for shares and share options in Enigma Drugs plc

  12.2   York plc call option

  12.3   York plc put option

  12.4   Option and share price movements for Bradford plc

  13.1   Financing working capital: the matching approach

  13.2   Financing working capital needs: an aggressive strategy

  13.3   Yield curves

  13.4   FIRM risk classification system

  13.5   The risk management process

  14.1   Cash conversion cycle

  14.2   Helsinki plc working capital strategies

  14.3   Optimal level of working capital for a ‘relaxed’ strategy

  14.4   Optimal level of working capital for an ‘aggressive’ strategy

  14.5   The credit management process

  14.6   Ordering and debt collection cycle

  14.7   The inventory cycle

  14.8   Cash flow activity for main stakeholders

  14.9   Miller–Orr cash management model

  15.1   How hire purchase works

  16.1   How an SPV works

  17.1   Five-year average dividend growth rates: FT All-Share companies

  17.2   The impact of a permanent dividend cut

  17.3   Dividends as a residual

  18.1   How gearing affects the ROE

  18.2   The ‘traditional’ view of capital structure

  19.1   MM’s Propositions I and II

  19.2   The MM thesis with corporate income tax

  19.3   Business and financial risk premia and the required return

  19.4   Optimal gearing with liquidation costs

  20.1   A strategic framework

  20.2   Type of acquisition and integrative complexity

  21.1   Interlocking theories in international economics

  21.2   Flow chart demonstrating a logical approach towards devising a foreign exchange management strategy

  21.3   Illustration of multi-lateral netting

  21.4   Achieving the swap

  22.1   Alternative modes of overseas market entry

  22.2   Exporting vs FDI

  22.3   Classification of firms by extent of operating exposure

  22.4   A simple APV model

  23.1   Prospect theory

  A.1   Portfolio combinations with four assets




  List of tables

  2.1   Share price information for the retail sector (selected companies)

  2.2   Foto-U plc

  2.3   Foto-U key ratios

  2.4   Foto-U annual corporate performance report

  3.1   Compound interest on £1,000 over five years (at 10%)

  3.2   Present value of a single future sum

  4.1   Net present value calculations

  4.2   Why NPV makes sense for shareholders

  4.3   IRR calculations for Bale proposal

  4.4   Payback period calculation

  4.5   Calculation of the ARR on initial capital invested

  4.6   Comparison of various appraisal methods

  4.7   Comparison of mutually exclusive projects

  4.8   Investment opportunities for Mervtech plc

  4.9   NPV vs. PI for Mervtech plc

  4.10   Modified IRR for Bale

  4.11   Murray plc: planned investment schedule (£000)

  4.12   Projects accepted based on LP solution

  5.1   Profitability of Ali’s project

  5.2   Ali plc solution

  5.3   The money terms approach

  5.4   The real terms approach

  5.5   Project Tiger 3000 (assuming no capital allowances)

  5.6   Casey plc – Tiger 3000 tax reliefs

  5.7   Casey plc – Tiger 3000 with tax relief

  5.8   Capital investment evaluation methods in large UK firms

  5.9   Firms employing investment appraisal techniques ‘always or almost always %’

  5.10   Relationship between ARR and IRR

  5.11   Poulter plc cash flows for two projects

  5.12   Profit projection for CNC milling machine (£000)

  6.1   The importance of non-financial factors related to strategic investment projects

  7.1   Betterway plc: expected net present values

  7.2   Effects of cost structure on profits (£000)

  7.3   Snowglo plc project data

  7.4   Project risk for Snowglo plc

  7.5   UMK cost structure

  7.6   Risk analysis in large UK firms

  7.7   Bronson project payoffs with independent cash flows

  8.1   Returns under different states of the economy

  8.2   Calculating the covariance

  8.3   Differing returns and risks

  8.4   Portfolio risk–return combinations

  8.5   Returns from Gerrybild

  8.6   Calculation of standard deviations of returns from each investment

  8.7   Calculation of the covariance

  9.1   How to remove portfolio risk

  9.2   Possible returns from Walkley Wagons

  9.3   Beta values of selected companies

  9.4   Real investment returns by asset class in the United Kingdom and the United States (% pa)

  9.5   Real investment returns in the United Kingdom and the United States

  10.1   The dividend return on Whitbread plc shares 2007–17

  10.2   Divisional Betas for Whitbread plc

  10.3   The effect of operating gearing (£m)

  10.4   Subjective risk categories

  11.1   Consolidated statement of financial position of D.S. Smith plc as at 30 April 2017

  11.2   EV/EBITDA for companies in carton-board and corrugated sector

  11.3   D.S. Smith plc: cash flow

  11.4   Cash flow profile for Safa plc

  11.5   Calculation of EVA

  12.1   Option on York plc shares (current price 245p)

  12.2   Returns on York plc shares and options

  12.3   Valuing a call option in Riskitt plc

  12.4   Harlequin plc: call option valuation

  13.1   International comparison of financial derivative usage

  13.2   Examples of risk factors for The Coca-Cola Company

  13.3   HSBC risk management and the risk appetite

  14.1   Helsinki plc: profitability and risk of working capital strategies

  14.2   Total inventory levels and stockholding periods

  14.3   Thorntons plc consolidated statement of cash flows

  14.4   Mangle Ltd: production and sales (units)

  14.5   Mangle Ltd: cash budget for six months to June (£)

  15.1   Tax relief on three-year HP contract with four-year asset lifetime (£)

  15.2   Hardup plc’s leasing analysis

  15.3   The behaviour of the equivalent loan (£m)

  15.4   Interest charges on a lease contract (figures in £m)

  15.5   Changes in tax-allowable lease costs (figures in £m)

  15.6   Calculation of the tax savings

  15.7   Present value of the Buy alternative

  15.8   Behaviour of a loan at 4% interest

  15.9   Profile of lease payments

  16.1   History of Microsoft common stock splits

  17.1   Scottish and Southern Energy plc Financial Calendar 2017

  17.2   Rawdon plc

  17.3   Scottish and Southern plc and D.S. Smith plc: EPS and DPS

  17.4   Analysis of a share repurchase

  18.1   Financial data for D.S. Smith plc as at 30 April 2017

  18.2   How gearing affects shareholder returns in Lindley plc

  18.3   How gearing affects the risk of ordinary shares

  18.4   How gearing can affect share price

  19.1   Key definitions in capital structure analysis

  19.2   The tax shield with finite-life debt

  19.3   Valuing a geared firm: the three approaches

  20.1   Summary of mergers and acquisitions in the United Kingdom by UK companies

  20.2   Summary of cross-border mergers, acquisitions and disposals

  20.3   Hawk and Vole

  20.4   Mergers and acquisitions in the United Kingdom by UK companies: category of expenditure

  20.5   Strategic opportunities

  20.6   Pre- and post-bid returns

  20.7   The gains from mergers

  20.8   Public vs private equity

  21.1   Net debt of Bunzl plc as at 31 December 2016

  21.2   Oilex’s internal currency flows

  21.3   Sterling vs US dollar options

  22.1   Sparkes and Zoltan: project details

  22.2   Evaluation of the Zoltan project

  22.3   Alternative evaluation of the Zoltan project

  22.4   The world’s ‘safest’ sovereigns

  22.5   International Airlines Group borrowings at 31 December 2016

  23.1   Usefulness of DCF methods

  23.2   Common criticisms of the psychological and rational approaches








  
Preface




We are very excited that our text, already in its third decade, now enters its ninth edition. It is unusual for a text to have such longevity, and there are a host of people who need thanking – our publishers, who continue to support us in our endeavours to produce a contemporary and informative text, academics who recommend the book, and students who purchase the book and use it in their studies.

Corporate finance and the financial world continue to develop and change at a rapid rate, and the dynamic nature of financial markets is evident in movements in share prices and stock indices across the world. The financial crisis that commenced in 2007–8 is still having fundamental repercussions and making headlines, not least in the ongoing debate about the ‘correct’ level of interest rates. The crisis fully underlines why finance should be widely studied and that the potential consequences of financial decisions need to be understood, both on the upside and the downside. Further, the crisis demonstrates that what happens in finance can have important ramifications for governments and individuals as well as businesses. Risk has always been a key facet of finance and financial markets but now seems to have even greater significance. As a consequence, risk management has risen in prominence.

These considerations reinforce our view that finance should be about developing, explaining and, above all, applying key concepts and techniques to a broad range of contemporary management and business policy concerns and challenges. It is becoming more appropriate, certainly at the undergraduate level, to demonstrate the role finance has to play in explaining and shaping business development rather than concentrating on rigorous, quantitative aspects.

The focus of the ninth edition, as in previous ones, is distinctly corporate, examining financial issues from a managerial standpoint. To simplify greatly, we have tried, wherever possible, to present the reader with the question ‘OK, but how does this help the managerial decision-maker?’ and also to provide a few answers, or at least pointers.

Some might say we should include chapters on other financial issues deemed to have a degree of importance equivalent to those covered here. Yet we believe, as ever, that there is a trade-off between comprehensiveness and manageability. This edition is directed at those issues, which in our experience are regarded as the central issues in finance.


  Distinctive features

  The ninth edition retains a set of distinctive features, including the following:

  
	
A strategic focus. Students often regard financial management as a subject quite distinct from management and business policy. We attempt to relate the subject to these matters, emphasising the integration of the finance function within the context of managerial decision-making and corporate planning, and to the wider external environment.

	
A practical approach. Financial theory increasingly dominates some texts. Theory has its place, and this text covers an appreciable amount; however, we seek to blend theory and practice: to ask why they sometimes differ, and to assess the role of less-sophisticated financial approaches. In other words, we do not elevate theory above common sense and intuition.

	
A clear and accessible style. Personal experience and feedback suggest that much of our target readership prefers a more descriptive, rather than heavily mathematical, approach but appreciates worked examples and illustrations. There is a place for formulae, proofs and quantitative analysis; however, where possible, an alternative narrative explanation is provided.

	
An international perspective. Although emanating from the United Kingdom, our text continues to use, where appropriate, examples drawn from other regions and countries, especially mainland Europe and the United States.

  




  Teaching and learning features

  A range of teaching and learning features is provided, including the following:

  
	
Mini case studies. Topical cameos, applying financial management principles to well-known companies, are presented at the start of chapters and elsewhere within the text.

	
Learning objectives. Specified at the outset of each chapter, these highlight what the reader should achieve in terms of concepts, terminology and skills.

	
Worked examples. Integrated throughout the text to illustrate the key principles.

	
Extracts from the press. Each chapter includes articles mainly from the Financial Times and The Economist but also includes other media, focusing on key issues addressed in the chapter.

	
Key revision points. Provided at the end of each chapter to summarise the main concepts covered.

	
Annotated further reading. At the end of each chapter, a number of key books and articles are suggested to offer additional perspectives and enable subjects to be studied in more depth. Full details of all books and articles are given in the References at the end of the text.

	A quick reference glossary of simple definitions.

  




  Assessment features

  Flexible study and assessment is facilitated by a variety of activities:

  
	
Self-assessment activities (SAAs). These include both short questions and simple numerical exercises designed to reinforce a point made in the text or to encourage the reader to pursue a particular line of thought. Questions are inserted in the text at appropriate points, and the answers are packaged together at the end of the text in Appendix A.

	
Questions. These test a mix of numerical, analytical and descriptive skills, offering a spread of difficulty. A selection of solutions is also provided in Appendix B at the end of the text, making these suitable for self-assessment, tutorial or examination purposes.

	
Practical assignments. These provide the opportunity to look beyond the confines of the text to consider the application of concepts to a company or organisation, or to published financial reports and data, and are suitable where group or individually assessed coursework is set.

  




  Readership

  The text has proved successful both for newcomers to finance and also for students with a prior knowledge of the subject. It is particularly relevant to undergraduate, MBA and other postgraduate and post-experience courses in corporate finance or financial management. Students seeking a professionally accredited qualification will also find it especially relevant to the financial management papers of the Association of Chartered Certified Accountants, Institute of Chartered Secretaries and Administrators, Certified Diploma in Finance and Accounting, Chartered Institute of Management Accountants, and the Institute of Chartered Accountants in England and Wales.




  Changes to the ninth edition

  As with previous editions, our revisions are based on extensive market research, including reviewers’ questionnaires and direct feedback from adopters and users. Feedback, while always interesting and helpful, was sometimes contradictory. Hopefully, we have achieved a balance between academic rigour and practical application.

  In preparing this edition, we have battled with two opposing forces. We wanted to avoid expanding the text to an unmanageable size, yet we have been aware of several gaps in our coverage in previous editions, and the need for ‘infill’.

  The main changes to this edition in structure and in content are summarised here.




  Structural changes

  In the ninth edition, there is more discussion on topics related to capital structure, risk and return, asset pricing, and behavioural finance. We have built on this from the eighth edition and further extended the discussions on risk management, capital structure theories and empirical evidence, recent examples of acquisitions and restructuring, real option and Islamic finance in the ninth edition.

  In pursuing the suggested changes, we have made many changes to different parts of the text. Specific attention is placed on updating financial and accounting data, removal of tired text and inclusion of fresh discussion in some chapters; updated articles from the Financial Times and other print and online media; inclusion of the findings of newly published research papers in relevant areas in each chapter; updates of some of the real-world examples; and inclusion of discussion on relevant recent changes in financial theory and practice.

  Introduction of new author: Perhaps the most notable change in the ninth edition is the introduction of a new third author to the text. Saeed Akbar is Professor in Accounting and Finance at the University of Hull. He has extensive experience of teaching undergraduate and postgraduate accounting and finance modules in the United Kingdom and abroad. His main research areas cover the relationship between accounting information and stock prices, corporate governance and risk, empirical finance, performance measurement and accounting regulation.

  We ‘older hands’ look forward to a long and productive working relationship with our new partner.




  Structure and outline

  An outline of the text is given here; however, a further description of the purpose and content of each section is given in the introduction to each.

  Part I considers the underlying framework for corporate financing and investment decisions; key aspects of this part are the financial objectives of business, the financial environment within which firms operate, the time-value of money and the concept of value.

  Part II addresses investment decisions and strategies within firms. Emphasis is placed on evaluation procedures, including treatments of taxation, inflation and capital rationing. Because, in practice, investment decision-making often bears little relationship to the theoretical approaches outlined in some texts, we persist in our attempt to promote an understanding of the practical evaluation of investment decisions by firms.

  The importance of value, risk and the expected rate of return are examined in Part III, with six chapters devoted to this theme. Here we consider the investment project in isolation, including the rapidly developing and exciting field of options analysis. Other chapters view risk and return more from a shareholder perspective. Fundamental to this section are the rate of return on investment required by shareholders and the valuation of the enterprise.

  Part IV discusses the short-term financing decisions and policies for acquiring assets. It covers treasury and working capital management.

  Part V addresses long-term strategic financing and policy issues. What are the main sources of finance? How much should a company pay in dividends? How much should it borrow? The culminating chapter focuses on corporate restructuring, with particular reference to acquisitions.

  Part VI examines international financial management issues. It explains the operation of the foreign currency markets and how firms can hedge against adverse foreign exchange movements, and sets out the principles underpinning firms’ evaluation of foreign investment decisions.

  A concluding chapter reviews developments in corporate finance, with specific focus on market efficiency and behavioural finance.
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Part I







  A FRAMEWORK FOR FINANCIAL DECISIONS



    Business financial decisions are not made in a vacuum. An ‘obvious’ decision may often have to be tempered by an appreciation of the restrictions imposed by the prevailing environment. Although it is beyond the scope of this text to consider the full social, political and economic complexity of the financial decision-making context, we provide an overview of the key features of the UK financial and economic system. A sound grasp of the framework for financial decisions is essential if the reader is to appreciate fully the issues discussed in subsequent chapters.


   Part I introduces the scope and the fundamental concepts of financial management. Chapter 1 provides a broad picture of the subject and the important role it plays in business. It examines the nature of financing and investment decisions, the role of the financial manager and the fundamental objective for corporate financial management. This leads on, in Chapter 2, to consideration of the financial and tax environment in which businesses operate. Particular attention is devoted to the characteristics and operation of the London Stock Exchange, which provides a barometer of the success of financial decisions via the market’s valuation of the company’s shares. The extent to which any market can provide ‘accurate’ valuations is also considered.

    Central concepts in financial management are the time-value of money and present value, which are discussed in Chapter 3. The chapter also provides an understanding of the valuation of bonds and shares. Concepts of value and its measurement play important roles in subsequent chapters, where investment, financing and other key decisions are discussed.

    1 An overview of financial management

    2 The financial environment

    3 Present values, and bond and share valuation







  Chapter 1






  An overview of financial management




  Working for shareholders

  Tesco and Unilever are two well-known major companies. Like many other successful corporations, they share the same primary focus on shareholder value:

  Our model of long-term shareholder value creation has been successful and remains as valid as ever.

  (Unilever 2016 Annual Report)

  Everything we are doing reflects my determination to deliver shareholder value, an appropriate balance between investing for future growth, and delivering sustainable returns for our shareholders.

  (Tesco 2013 Annual Report)

  Sources: http://www.tescoplc.com, https://www.unilever.com/investor-relations/




  Learning objectives

  By the end of this chapter, you should understand the following:

  
	What corporate finance and investment decisions involve.

	How financial management has evolved.

	The finance function and how it relates to its wider environment and to strategic planning.

	The central role of cash in business.

	The goal of shareholder wealth creation and how investors can encourage managers to adopt this goal.

  




  1.1 INTRODUCTION

  The objectives of Tesco and Unilever, summarised at the start, suggest that management has a clear idea of its purpose and key objectives. The mission is to deliver economic value to shareholders in the form of dividend and capital growth. These organisations understand the importance of meeting the requirements of the shareholders – the owners of the business who need to be rewarded for their investment risk. Their objectives, strategies and decisions are all directed towards creating value for them.

  One of the challenges in any business is to make investments that consistently yield rates of return to shareholders in excess of the cost of financing those projects and better than those of the competitors. This text centres on that very issue: how can firms create value through sound investment decisions and financial strategies?

  This chapter provides a broad picture of financial management and the fundamental role it plays in achieving financial objectives and operating successful businesses. First, we consider where financial management fits into the strategic planning process. This leads to an outline of the finance function and the role of the financial manager, and what objectives that person may follow. Central to the subject is the nature of these financial objectives and how they affect shareholders’ interests. Finally, we introduce the underlying principles of finance, which are developed in later chapters.


Starting a business: Brownbake Ltd

Ken Brown, a recent business graduate, decides to set up his own small bakery business. He recognises that a clear business strategy is required, giving a broad thrust to be adopted in achieving his objectives. The main issues are market identification, competitor analysis and business formation. He identifies a suitable market with room for a new entrant and develops a range of bakery products that are expected to stand up well, in terms of price and quality, against the existing competition.

Brown and his wife become the directors of a newly formed limited company, Brownbake Ltd. This form of organisation has a number of advantages not found in a sole proprietorship or partnership:


   	
Limited liability. The financial liability of the owners is limited to the amount they have paid in. Should the company become insolvent, those with outstanding claims on the company cannot compel the owners to pay in further capital.

   	
Transferability of ownership. It is generally easier to sell shares in a company, particularly if it is listed on a stock market, than to sell all or part of a partnership or sole proprietorship.

   	
Permanence. A company has a legal identity quite separate from its owners. Its existence is unaffected by the sale of shares or death of a shareholder.

   	
Access to markets. The above benefits, together with the fact that companies enable large numbers of shareholders to participate, mean that companies can enjoy financial economies of scale, giving rise to greater choice and lower costs of financing the business.



Brown should have a clear idea of why the business exists and its financial and other objectives. He must now concentrate on how the business strategy is to be implemented. This requires careful planning of the decisions to be taken and their effect on the business. Planning requires answers to some important questions. What resources are required? Does the business require premises, equipment, vehicles and material to produce and deliver the product?


   
The key to industrial capitalism: limited liability

   Shares, or ‘equities’, were first issued in the 16th century, by Europe’s new joint-stock companies, led by the Muscovy Company, set up in London in 1553, to trade with Russia. Equity’s popularity waxed and waned over the next 300 years or so, soaring with the South Sea and Mississippi bubbles, then slumping after both burst in 1720. Share-owning was mainly a gamble for the wealthy few, though by the early 19th century, in London, Amsterdam and New York, trading had moved from the coffee houses into specialised exchanges. Yet the key to the future was already there. In 1811, from America, came the first limited-liability law. In 1854, Britain, the world’s leading economic power, introduced similar legislation.

   The concept of limited liability, whereby the shareholders are not liable, in the last resort, for the debts of their company, can be traced back to the Romans. But it was rarely used, most often granted only as a special favour to friends by those in power.

   Before limited liability, shareholders risked going bust, even into a debtors’ prison maybe, if their company did. Few would buy shares in a firm unless they knew its managers well and could monitor their activities, especially their borrowing, closely. Now, quite passive investors could afford to risk capital – but only what they chose – with entrepreneurs. This unlocked vast sums previously put in safe investments; it also freed new companies from the burden of fixed-interest debt. The way was open to finance the mounting capital needs of the new railways and factories that were to transform the world.

   Source: From The key to industrial capitalism: limited liability by The Economist. Copyright © 31 December 1999. Reproduced by permission of The Econimist.



Once these issues have been addressed, an important further question is: how will such plans be funded? However sympathetic his bank manager, Brown will probably need to find other investors to carry a large part of the business risk. Eventually, these operating plans must be translated into financial plans, giving a clear indication of the investment required and the intended sources of finance. Brown will also need to establish an appropriate finance and accounting function, to keep himself informed of financial progress in achieving plans and to ensure that there is always sufficient cash to pay the bills and to implement plans. Such issues are the principal concern of financial management, which applies equally to small businesses like Brownbake Ltd and large multinational corporations like Tesco and Unilever.






  
1.2 THE FINANCE FUNCTION


  In a well-organised business, each section should arrange its activities to maximise its contribution towards the attainment of corporate goals. The finance function is very sharply focused, its activities being specific to the financial aspects of management decisions. Figure 1.1 illustrates how the accounting and finance functions may be structured in a large company. This text focuses primarily on the roles of finance director and treasurer.

  The task of those within the finance function is to plan, raise and use funds in an efficient manner to achieve corporate financial objectives. Two central activities are as follows:

  
	Providing the link between the business and the wider financial environment.

	Investment and financial analysis and decision-making.

  


Link with financial environment

The finance function provides the link between the firm and the financial markets in which funds are raised and the company’s shares and other financial instruments are traded. The financial manager, whether a corporate treasurer in a multinational company or the sole trader of a small business, acts as the vital link between financial markets and the firm. Corporate finance is therefore as much about understanding financial markets as it is about good financial management within the business. We examine financial markets in Chapter 2.
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   Figure 1.1 The finance function in a large organisation








  
1.3 INVESTMENT AND FINANCIAL DECISIONS


  Corporate finance is primarily concerned with investment and financing decisions and the interactions between them. These two broad areas lie at the heart of financial management theory and practice. Let us first be clear what we mean by these decisions.

  The investment decision, sometimes referred to as the capital budgeting decision, is the decision to acquire assets. Most of these assets will be real assets employed within the business to produce goods or services to satisfy consumer demand. Real assets may be tangible (e.g. land and buildings, plant and equipment, and stocks) or intangible (e.g. patents, trademarks and ‘know-how’). Sometimes a firm may invest in financial assets. Such investment does not form part of trading activity and may be in the form of short-term securities and deposits.

  The basic problems relating to investments are as follows:

  
	How much should the firm invest?

	In which projects should the firm invest (fixed or current, tangible or intangible, real or financial)? Investment need not be purely internal. Acquisitions of other companies represent a form of external investment.

  

  The financing decision addresses the problems of how much capital should be raised to fund the firm’s operations (both existing and proposed), and what the best mix of financing is. In the same way that a firm can hold financial assets (e.g. investing in shares of other companies or lending to banks), it can also sell ‘claims’ on its own real assets, by issuing shares, raising loans, undertaking lease obligations, etc. A financial security, such as a share, gives the holder a claim on the future profits in the form of a dividend, while a bond (or loan) gives the holder a claim in the form of interest payable. Financing and investment decisions are therefore closely related.


Self-assessment activity 1.1

Take a look at the statement of financial position of Brownbake Ltd.




   
 
    

  
  	Assets employed
  
  
  	£


    
  
  
  	Machinery and equipment
  
  
  	15,000


    
  
  
  	Vehicles
  
  
  	  8,000


    
  
  
  	Patents
  
  
  	12,000


    
  
  
  	Stocks
  
  
  	10,000


    
  
  
  	Debtors
  
  
  	  3,000


    
  
  
  	Cash and bank deposit
  
  
  	  4,000


    
  
  
  	 
  
  
  	52,000


    
  
  
  	 
  
  
  	 


    
  
  
  	
Liabilities and shareholders’ funds      
  
  
  	12,000


    
  
  
  	Trade creditors
  
  
  	  8,000


    
  
  
  	Loans
  
  
  	32,000


    
  
  
  	Shareholders’ equity
  
  
  	52,000


 
   





Identify the tangible real assets, intangible assets and financial assets. Who has financial claims on these assets?

(Answer in Appendix A)






  
1.4 CASH – THE LIFEBLOOD OF THE BUSINESS


  Central to the whole of finance is the generation and management of cash. Figure 1.2 illustrates the flow of cash for a typical manufacturing business. Rather like the bloodstream in a living body, cash is viewed as the ‘lifeblood’ of the business, flowing to all essential parts of the corporate body. If, at any point, the cash fails to flow properly, a ‘clot’ occurs that can damage the business and, if not addressed in time, can prove fatal!

  Good cash management therefore lies at the heart of a healthy business, and the major sources and uses of cash for a typical business are depicted in Figure 1.2.
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Figure 1.2 Cash – the lifeblood of the business




Sources and uses of cash


   Shareholders’ funds

   The largest proportion of long-term finance is usually provided by shareholders and is termed shareholders’ funds or equity capital. By purchasing a portion of, or shares in, a company, almost anyone can become a shareholder with some degree of control over a company.

   Ordinary share capital is the main source of new money from shareholders. The shareholders are entitled to participate in the business through voting in general meetings, and to receive dividends out of the company’s profits. As owners of the business, the ordinary shareholders bear the greatest risk but enjoy the main fruits of success in the form of dividends and share price growth.




   Retained profits

   For an established business, the majority of equity funds will normally be internally generated from successful trading. Any profits remaining after deducting operating costs, interest payments, taxation and dividends are reinvested in the business (i.e. ploughed back) and regarded as part of the equity capital. As the business reinvests its cash surpluses, it grows and creates value for its owners. The purpose of the business is to do just that – create value for the owners.




   Loan capital

   Money lent to a business by third parties is termed debt finance or loan capital. Most companies borrow money on a long-term basis by issuing loan stocks (or corporate bonds). The terms of the loan will specify the amount of the loan, rate of interest and date of payment, redemption date and method of repayment. Loan stock carries a lower risk to the investor than equity capital and, hence, offers a lower return.

   The finance manager will monitor the long-term financial structure by examining the relationship between loan capital, where interest and loan repayments are contractually obligatory, and ordinary share capital, where dividend payment is at the discretion of directors. This relationship is termed gearing (known in the United States as leverage).




   Government

   Governments provide various financial incentives and grants to the business community. A major cash outflow for successful businesses will be taxation.

   We now turn from longer-term sources of cash to the more regular cash flows from business operations as shown in Figure 1.2. Cash flows from operations comprise cash collected from customers less payments to suppliers for goods and services received, employees for wages and other benefits, and other operating expenses. The other major cash flow is long-term expenditure on capital investment.








  
1.5 THE EMERGENCE OF FINANCIAL MANAGEMENT


  While aspects of finance, such as the use of compound interest in trading, can be traced back to the Old Babylonian period (c. 1800 BC), the emergence of financial management as a key business activity is a far more recent development. During the 20th century, financial management evolved from a peripheral to a central aspect of corporate life. This change was brought about largely through the need to respond to the changing economic climate.

  With continuing industrialisation in the United Kingdom and much of Europe in the first quarter of the last century, the key financial issues centred on forming new businesses and raising capital for expansion and acquisitions.

  As the focus of business activity moved from growth to survival during the depression of the 1930s, finance evolved by focusing more on business liquidity, reorganisation and insolvency.

  Successive Companies Acts, Accounting Standards and corporate governance mechanisms have been designed to increase investors’ confidence in published financial statements and financial markets. However, the US accounting scandals in 2002, involving such giants as Enron and Worldcom, have dented this confidence.

  The 2007 credit crisis brought huge turmoil into the financial markets. This crisis continued to have significant repercussions for governments, businesses and individuals. The UK decision to leave the European Union in 2019 will have a significant impact on all aspects of industry and commerce, including finance and capital markets.

  Recent years have seen the emergence of financial management as a major contributor to the analysis of investment and financing decisions. The subject continues to respond to external economic and technical developments:

  
	Successive waves of merger activity over the past 40 years have increased our understanding of valuation and takeover tactics. With governments committed to freedom of markets and financial liberalisation, acquisitions, mega-mergers and management buy-outs have become a regular part of business life.

	Technological progress in communications and the liberalisation of markets have led to the globalisation of business. Modern computer technology not only makes globalisation of finance possible, but also brings complex financial calculations and financial databases within easy reach of every manager.

	Complexities in taxation and the enormous growth in new financial instruments for raising money and managing risk have made some aspects of financial management highly specialised.

	Deregulation in the City is an attempt to make financial markets more efficient and competitive, although the lack of regulation in the banking sector was also judged a major factor in the 2007 banking crisis and has led to more stringent controls.

	Greater awareness of the need to view all decision-making within a strategic framework is moving the focus away from purely technical to more strategic issues. For example, a good deal of corporate restructuring has taken place, breaking down large organisations into smaller, more strategically compatible businesses.

  




  
1.6 THE FINANCE DEPARTMENT IN THE FIRM


  The organisational structure for the finance department will vary with company size and other factors. The board of directors is appointed by the shareholders of the company. Virtually all business organisations of any size are limited liability companies, thereby reducing the risk borne by shareholders and, for companies whose shares are listed on a stock exchange, giving investors a ready market for disposal of their holdings or for making further investment.

  The financial manager can help in the attainment of corporate objectives in the following ways:

  
	
Strategic investment and financing decisions. The financial manager must raise the finance to fund growth and assist in the appraisal of key capital projects.

	
Dealing with the capital markets. The financial manager, as the intermediary between the markets and the company, must develop good links with the company’s bankers and other major financiers and be aware of the appropriate sources of finance for corporate requirements.

	
Managing exposure to risk. The finance manager should ensure that exposure to adverse movements in interest and exchange rates is effectively managed. Various techniques for hedging (a term for reducing exposure to risk) are available.

	
Forecasting, coordination and control. Virtually all important business decisions have financial implications. The financial manager should assist in and, where appropriate, coordinate and control activities that have a significant impact on cash flow.

  


Self-assessment activity 1.2

What are the financial manager’s primary tasks?

(Answer in Appendix A)






  
1.7 THE FINANCIAL OBJECTIVE


  For any company, there are likely to be a number of corporate goals, some of which may, on occasions, conflict. In finance, we assume that the objective of the firm is to maximise shareholder value. Put simply, this means that managers should create as much wealth as possible for the shareholders. Given this objective, any financing or investment decision expected to improve the value of the shareholders’ stake in the firm is acceptable. You may wonder why shareholder wealth maximisation is preferred to profit maximisation. Quite apart from the problems associated with profit measurement, it ignores the timing and risks of the profit flows. As will be seen later, value is heavily dependent on when costs and benefits arise and the uncertainty surrounding them.

  The Quaker Oats Company (now part of Pepsico) was one of the first firms to adopt this goal:

  Our objective is to maximise value for shareholders over the long term … Ultimately, our goal is the goal of all professional investors – to maximise value by generating the highest cash flow possible.

  However, many practising managers might take a different view of the goal of their firm. In recent years, a wide variety of goals have been suggested, from the traditional goal of profit maximisation to goals relating to sales, employee welfare, manager satisfaction, survival and the good of society. It has also been questioned whether management attempts to maximise, by seeking optimal solutions, or to seek merely satisfactory solutions.

  Managers often seem to pursue a sales maximisation goal subject to a minimum profit constraint. As long as a company matches the average rate of return for the industry sector, the shareholders are likely to be content to stay with their investment. Thus, once this level is attained, managers will be tempted to pursue other goals. As sales levels are frequently employed as a basis for managerial salaries and status, managers may adopt goals that maximise sales subject to a minimum profit constraint.

  A popular performance target is earnings per share (EPS) and EPS growth. EPS focuses on the shareholder, rather than the company’s performance, by calculating the earnings (i.e. profits after tax) attributable to each equity share.

  Other subsidiary targets may be employed, often more in the form of a constraint ensuring that management does not threaten corporate survival in its pursuit of shareholder goals. Examples of such secondary goals which are sometimes employed include targets for:

  
	
Profit retention. For example, ‘distributable profits must always be, say, at least three times greater than dividends’.

	
Borrowing levels. For example, ‘long-term borrowing should not exceed 50 per cent of total capital employed’.

	
Profitability. For example, ‘return on capital employed should be at least 15 per cent’.

	
Non-financial goals. These take a variety of forms but basically recognise that shareholders are not the only group interested in the company’s success. Other stakeholders include trade creditors, banks, employees, the government and management. Each stakeholder group will assess corporate performance in a slightly different way. It is therefore to be expected that the targets and constraints discussed earlier in this chapter will, from time to time, conflict with the overriding goal of shareholder value, and management must seek to manage these conflicts.

  



Multiple objectives at GlaxoSmithKline (GSK)

GSK describes itself as a ‘science-led global healthcare company that researches and develops a broad range of innovative products in three primary areas of Pharmaceuticals, Vaccines and Consumer Healthcare’ and has a mission ‘to help people do more, feel better, live longer’.

The company operates internationally and in 2016 achieved annual revenue of £27.9 billion and core operating profit of £7.8 billion.

The company does not solely seek to create shareholder value, but has multiple objectives:

Delivering innovation and maximising access to our products generates value for patients, shareholders and society more widely and enables us to reinvest back into the business.

Our primary contribution is to make products that provide benefits to patients and consumers.

Successful delivery of this generates profitable and sustainable performance. In turn this allows us to generate value and returns for our shareholders and enables us to reinvest in the business.

We also create value by making direct and indirect economic and social contributions in the countries where we operate. These wider benefits to society include contributions through tax, employment and enhancing the well-being of local communities through our global community initiatives.

Source: http://www.gsk.com



  The financial manager has the specific task of advising management on the financial implications of the firm’s plans and activities. The shareholder wealth objective should underlie all such advice, although the chief executive may sometimes allow non-financial considerations to take precedence over financial ones. It is not possible to translate this objective directly to the public sector or to not-for-profit organisations. However, in seeking to create wealth in such organisations, the ‘value for money’ goal perhaps comes close.


Alternative objectives: Divine Chocolate – a Fairtrade social enterprise

Divine Chocolate was set up in the 1990s as a Fairtrade chocolate company. The shares of the company are 45 per cent owned by Kuapa Kokoo farmers’ co-operative, and two people from the co-operative are on the board of directors. This structure is to ensure the cocoa farmers ‘receive a better deal for their cocoa and additional income to invest in their community’.

The company is not focused on shareholders but has a social mission:

To grow a successful global farmer-owned chocolate company using the amazing power of chocolate to delight and engage, and bring people together to create dignified trading relations, thereby empowering producers and consumers.

Source: http://www.divinechocolate.com/uk/about-us/inside-divine




Self-assessment activity 1.3

It is common for companies to have multiple objectives and not to focus solely on shareholder value. What pressures do companies face that might cause them to have a range of objectives?

(Answer in Appendix A)






  
1.8 THE AGENCY PROBLEM


  Potential conflict arises where ownership is separated from management. The ownership of most larger companies is widely spread, while the day-to-day control of the business rests in the hands of a few managers who usually own a relatively small proportion of the total shares issued. This can give rise to what is termed managerialism – self-serving behaviour by managers at the shareholders’ expense. Examples of managerialism include pursuing more perquisites (splendid offices and company cars, etc.) and adopting low-risk survival strategies and ‘satisficing’ behaviour. This conflict has been explored by Jensen and Meckling (1976), who developed a theory of the firm under agency arrangements. Managers are, in effect, agents for the shareholders and are required to act in their best interests. However, they have operational control of the business, and the shareholders receive little information on whether the managers are acting in their best interests.

  A company can be viewed as simply a set of contracts, the most important of which is the contract between the firm and its shareholders. This contract describes the principal–agent relationship, where the shareholders are the principals and the management team the agents. An efficient agency contract allows full delegation of decision-making authority over use of invested capital to management without the risk of that authority being abused. However, left to themselves, managers cannot be expected to act in the shareholders’ best interests but require appropriate incentives and controls to do so. Agency costs are the difference between the return expected from an efficient agency contract and the actual return, given that managers may be tempted to act more in their own interests than the interests of shareholders.


Self-assessment activity 1.4

Identify some potential agency problems that may arise between shareholders and managers.

(Answer in Appendix A)






  
1.9 MANAGING THE AGENCY PROBLEM


  To attempt to deal with such agency problems, various incentives and controls have been recommended, all of which incur costs. Incentives frequently take the form of bonuses tied to profits (profit-related pay) and share options as part of a remuneration package scheme.

  Share options have value only when the actual share price exceeds the option price; managers are thereby encouraged to pursue policies that enhance long-term wealth creation. Most large UK companies now operate share option schemes, which are spreading to managers well below board level. The figure is far higher for companies recently coming to the stock market: virtually all of them have executive share option schemes, and many of these operate an all-employee scheme. However, a major problem with these approaches is that general stock market movements, due mainly to macroeconomic events, are sometimes so large as to dwarf the efforts of managers. No matter how hard a management team seeks to make wealth-creating decisions, the effects on share price in a given year may be undetectable if general market movements are downward. A good incentive scheme gives managers a large degree of control over achieving targets. Chief executives in a number of large companies have recently come under fire for their ‘outrageously high’ pay resulting from such schemes – especially the banks where ‘huge’ bonuses were paid that had only recently been bailed out by the government.



Incentivising executives at Marks and Spencer

To manage the principal–agent relationship at Marks and Spencer, executives are remunerated as follows:

The Company has a straightforward and transparent approach to executive remuneration which comprises base salary, benefits, cash and shares awarded under an annual incentive scheme and shares awarded under a long-term incentive scheme. Three elements of our executive remuneration framework are performance-related and two are subject to a three year deferral or performance period in order to encourage executive directors to remain with the Company and align their interests with those of shareholders. Executive directors are also required to hold a minimum number of shares in the Company within five years of their appointment.

Source: 2013 Annual Report, http://corporate.marksandspencer.com/investors



  Executive compensation schemes, such as those outlined in the Marks and Spencer cameo, are imperfect, but useful, mechanisms for retaining able managers and encouraging them to pursue goals that promote shareholder value.

  Another way of attempting to minimise the agency problem is by setting up devices to monitor managers’ behaviour. Examples include:

  
	audited accounts of the company;

	management audits and additional reporting requirements;

	restrictive covenants imposed by lenders, such as ceilings on the dividend payable on the maximum borrowings.

  

  To what extent does the agency problem invalidate the goal of maximising the value of the firm? In an efficient and highly competitive stock market, the share price is a ‘fair’ reflection of investors’ perceptions of the company’s expected future performance. So, agency problems in a large, publicly quoted company will, before long, be reflected in a lower-than-expected share price. This could lead to an internal response – the shareholders replacing the board of directors with others more committed to their goals – or an external response – the company being acquired by a better-performing company where shareholder interests are pursued more vigorously.




  
1.10 SOCIAL RESPONSIBILITY AND SHAREHOLDER WEALTH


  Is the shareholder wealth maximisation objective consistent with concern for social responsibility? In most cases, it is. As far back as 1776, Adam Smith recognised that, in a market-based economy, the wider needs of society are met by individuals pursuing their own interests: ‘It is not from the benevolence of the butcher, the brewer, or the baker, that we expect our dinner, but from their regard to their own interest.’ The needs of customers and the goals of businesses are matched by the ‘invisible hand’ of the free market mechanism.

  Of course, the market mechanism cannot differentiate between ‘right’ and ‘wrong’. Addictive drugs and other socially undesirable products will be made available as long as customers are willing to pay for them. Legislation may work, but often it simply creates illegal markets in which prices are much higher than before legislation. Other products have side-effects adversely affecting individuals other than the consumers, e.g. passive smoking and car exhaust emissions.

  There will always be individuals in business seeking short-term gains from unethical activities. But, for the vast majority of firms, such activity is counterproductive in the longer term. Shareholder wealth rests on companies building long-term relationships with suppliers, customers and employees and promoting a reputation for honesty, financial integrity and corporate social responsibility. After all, a major company’s most important asset is its good name.

  Not all large businesses are dominated by shareholder wealth goals. The John Lewis Partnership, which operates department stores and Waitrose supermarkets, is a partnership with its staff electing half the board. The Partnership’s ultimate aim, as described in its constitution, ‘shall be the happiness in every way of all its members’. The Partnership rule book makes it clear, however, that pursuit of happiness shall not be at the expense of business efficiency. Its constitution requires it to take account of its suppliers, customers and local community. In 2017, the firm announced a 21 per cent increase in profits for the previous year but a drop in annual bonus for staff to 6 per cent of basic salary, in order to retain more profits and strengthen the balance sheet.

  Stakeholder theory asserts that managers should make decisions that take into account the interests of all the firm’s stakeholders. This will include shareholders, employees, suppliers, customers, local communities, the government and the environment. It is undoubtedly true that management should consider all stakeholders in its decision-making, but where interests conflict, it becomes a highly complex task to maximise multiple objectives. This shareholder focus that also recognises the needs of other stakeholders is sometimes termed ‘enlightened shareholder value’.

  Environmental concerns have in recent years become an important consideration for the boards of large companies, including the source of supplies, such as timber and paper from ‘managed forests’. Investors are also becoming more socially aware, and many are channelling their funds into companies that employ environmentally and socially responsible practices. In 2010, Nestlé changed its sourcing of cocoa for its Kit Kat chocolate bar to Fairtrade. This benefits thousands of small farmers in Ivory Coast (which produces 40 per cent of the world’s cocoa) by giving them a better price which helps them invest in long-term community and business development projects.




  
1.11 THE CORPORATE GOVERNANCE DEBATE


  In recent years, there has been considerable concern in the United Kingdom about standards of corporate governance, the system by which companies are directed and controlled. While, in company law, directors are obliged to act in the best interests of shareholders, there have been many instances of boardroom behaviour where it was difficult to reconcile with this ideal.

  There have been numerous examples of spectacular collapses of companies, often the result of excessive debt financing in order to finance ill-advised takeovers, and sometimes laced with fraud. Many companies have been criticised for the generosity with which they reward their leading executives. The procedures for remunerating executives have been less than transparent, and many compensation schemes involve payment by results in one direction alone. Many chief executives have been criticised for receiving pay increases several times greater than the increases awarded to less exalted staff.

  In the train of these corporate collapses and scandals, a number of committees have reported on the accountability of the board of directors to their stakeholders and risk management procedures, brought together as the UK Corporate Governance Code (Combined Code).

  The first version of the UK Corporate Governance Code was introduced by the Cadbury Committee in the form of Cadbury Report in 1992. Later on, the code was revised and presented as the UK Combined Code on Corporate Governance in 2003 (and subsequently revised, the latest being in 2016), which applies to all UK listed companies. According to the code, ‘Corporate governance is the system by which companies are directed and controlled’. The main purpose of the code is therefore regarded as the facilitation of an effective governance system that can reduce risk-taking practices by firms and deliver shareholders value over the long term. Due to changes in the business environment, financial innovations and several other changes in organisations, the code needs regular updating by the Financial Reporting Council (FRC). The main aspects of the UK Corporate Governance Code 2016 for financial management are summarised here.

  
	
Directors and the board
   
   
   
 	There should be a clear division of responsibilities between the running of the board (chairman) and the executive responsibility for the running of the business (chief executive).

 	In large companies, at least half of the board (excluding the chairman) should include independent non-executive directors, whereas in smaller companies, presence of at least two independent non-executive directors are required on their boards.

 	While evaluating the board, one should consider the balance of skills, experience, independence, diversity (including gender) and other factors relevant to the board’s effectiveness.

 	The board should evaluate its own performance and that of its committees and directors on a consistent basis.

 	The non-executive directors (taking into account the views of executive directors) are responsible for the performance evaluation of the chairman.

   



	
Directors’ remuneration
   
   
   
 	A company should establish a remuneration committee, including at least three independent non-executive directors (or two in the case of smaller companies).

 	The performance-related elements of remuneration should form a significant proportion of the total remuneration package of executive directors and should be transparent and strictly applied.

 	Shareholders should be involved in approving all new long-term incentive schemes as well as bringing changes to existing schemes.

   



	
Accountability and audit
   
   
   
 	The board should present an impartial and balanced assessment of the company’s position and prospects.

 	The directors should report that the business is a going concern, with supporting assumptions or qualifications as necessary.

 	The board should maintain a sound system of internal control and risk management to safeguard shareholders’ investment and the company’s assets as well as maintain an appropriate relationship with the auditors.

 	The board should establish an audit committee to monitor the integrity of financial statements.

   



	
Relations with shareholders
   
   
   
 	The board should maintain regular contact with shareholders and keep in touch with shareholder opinion in whatever ways are practical and efficient.

 	The board should have separate resolutions on all major matters at general meetings.

 	It is the responsibility of the chairman to ensure that opinions of shareholders are conveyed to the board and that the issues and concerns of shareholders are taken into account in the company affairs.

   



  

  Corporate governance is an important issue throughout the world, and most countries have developed a code or recommendations. (A website for the relevant country codes is given at the end of this chapter.)

  The main reservations centre on the issues of compliance and enforcement. These changes in the rules and responsibilities of directors and auditors are non-statutory. The Stock Exchange may not withdraw the listings of companies that fail to comply, although it hopes that any adverse publicity will whip offenders into line. This lack of ‘teeth’ has raised suspicions that determined wrongdoers can still exert their influence on weak boards of directors, to the detriment of the relatively ill-informed private investor in particular.

  The current form of capitalism that ranks shareholders as the most important stakeholder group has been greatly debated, with questions being raised about fundamentally important issues such as trust, risk management, regulation of markets and the role of government in business. These debates will, inevitably, impact on future reforms of corporate governance codes.




  
1.12 THE RISK DIMENSION


  The primary objective of Tesco and Unilever is to deliver shareholder value, as outlined at the start of the chapter. To create shareholder value requires a company to take risks. Some financial decisions incur very little risk (e.g. investing in government stocks, since the interest is known); others may carry far greater risk (e.g. investing in shares). Risk and expected return tend to be related: the greater the perceived risk, the greater the return required by investors. This is seen in Figure 1.3.
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Figure 1.3 The risk–return trade-off



  When the finance manager of a company seeks to raise funds, potential investors take a view on the risk related to the intended use of the funds. This can best be measured in terms of a risk premium above the risk-free rate (Rf) obtainable from, say, government stocks to compensate investors for taking risk. The capital market offers a host of investment opportunities for private and corporate investors, but in all cases, a clear relationship exists between the perceived degree of risk involved and the expected return. For example, Rf in Figure 1.3 represents the return on three-month UK Treasury Bills: point A represents a long-term fixed interest corporate bond; point B, a portfolio of ordinary shares in major listed companies; and point C, a more speculative investment, such as non-quoted shares. Studies indicate that the long-term average return on an investment portfolio consisting of the market index (e.g. the FTSE 100) is up to six percentage points higher than that from holding risk-free government securities.

  One task of the financial manager is to raise funds in the capital markets at a cost consistent with the perceived risk, and to invest such funds in wealth-creating opportunities in the business. Here, it is quite possible – because of a firm’s competitive advantage, or possession of superior brand names – to make highly profitable capital projects with relatively little risk (see D in Figure 1.3). It is also possible to find the reverse, such as project E. If the goal is to deliver cash flows to shareholders at rates above their cost of capital, managers should seek to invest in projects, such as D, that offer returns better than those obtainable on the capital market for the same degree of risk (A in Figure 1.3).




  
1.13 THE STRATEGIC DIMENSION


  To enhance shareholder value, managers could adopt a wide range of strategies. Strategic management may be defined as a systematic approach to positioning the business in relation to its environment to ensure continued success and offer security from surprises. No approach can guarantee continuous success and total security, but an integrated approach to strategy formulation, involving all levels of management, can go some way towards this.

  Strategy can be developed at three levels:

  
	
Corporate strategy is concerned with the broad issues, such as the types of businesses the company should be in. Strategic finance has an important role to play here. For example, the decision to enter or exit from a business – whether through corporate acquisitions, organic growth, divestment or buy-outs – requires sound financial analysis. Similarly, the appropriate capital structure and dividend policy form part of strategic development at the corporate level.

	
Business or competitive strategy is concerned with how strategic business units compete in particular markets. Business strategies are formulated which influence the allocation of resources to these units. This allocation may be based on the attractiveness of the markets in which business units operate and the firm’s competitive strengths.

	
Operational strategy is concerned with how functional levels contribute to corporate and business strategies. For example, the finance function may formulate strategies to achieve a new dividend policy identified at the corporate strategy level. Similarly, a foreign currency exposure strategy may be developed to reduce the risk of loss through currency movements. A typical strategic planning process is shown in Figure 1.4.

  


Strategic planning and value creation

The importance of competitive forces in determining shareholder wealth cannot be overestimated. They largely determine the price at which goods and services can be sold, the quantities sold, the cost of production, the level of required investment and the risks inherent in the business.

However, individual companies can develop strategies leading to long-term financial performance well above the industry average. Figure 1.5 illustrates the main factors influencing the value of the firm. In any industry, all firms will be subject to much the same underlying economic conditions. Rates of inflation, interest and taxation and competitive forces in the industry will affect all businesses, although not necessarily to the same degree. The firm will develop corporate, business and operating strategies to exploit economic opportunities and to create sustainable competitive advantage. We are mainly concerned with those strategies affecting investment, financing and dividends. Operating and investment decisions create cash flows for the business, while financing decisions influence the cost of capital. The value of the firm depends upon the cash flows generated from business operations – their size, timing and riskiness – and the firm’s cost of capital. Depending on the success of the firm’s strategies and decisions, the value of the firm will increase or shrink.



[image: Figure 1.4 Main elements in strategic planning]


   Figure 1.4 Main elements in strategic planning
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   Figure 1.5 Factors influencing the value of the firm



While, in practice, some decisions appear to lack any rational process, most approaches to decisions of a financial nature have five common elements:


   	
Clearly defined goals. It is particularly noticeable how, in recent years, corporate managements have realised the importance of defining and communicating their declared mission and goals, some more quantifiable than others, and some more relevant to financing decisions.

   	
Identifying courses of action to achieve these objectives. This requires the development of business strategies from which individual decisions emanate. The search for new investment and financing opportunities for any organisation is far better focused and more cost-effective when viewed within well-defined financial objectives and strategies. Most decisions have more than one possible solution. For instance, the requirement for an additional source of finance to fund a new product launch can be satisfied by a multitude of possible financial options.

   	
Assembling information relevant to the decision. The financial manager must be able to identify what information is relevant to the decision and what is not. Data gathering can be costly, but good, reliable information greatly facilitates decision analysis and confidence in the decision outcome.

   	
Evaluation. Analysing and interpreting assembled information lies at the heart of financial analysis. A large part of this text is devoted to techniques of appraising financial decisions.

   	
Monitoring the effects of the decision taken. However sophisticated a firm’s financial planning system, there is no real substitute for experience. Feedback on the performance of past decisions provides vital information on the reliability of data gathered, the efficacy of the method employed in decision appraisal and the judgement of decision-makers.



Throughout this text, we shall attempt to allow for practical, real-world considerations when considering appropriate financial policy decisions. However, we hope that a clearer understanding of the concepts, together with an awareness of the degree of realism in their underlying assumptions, will enable the reader to make sound and successful investment and financial decisions in practice.






  SUMMARY

  This chapter has provided an overview of strategic financial management and the critical role it plays in corporate survival and firms’ success. We examined how financial management has evolved over the years. The main functions of financial management and its association with strategic planning and objectives were explained. The chapter also provided an overview of the role of cash in firms and the tools used by investors for encouraging managers to pursue shareholder wealth. The requirements for good corporate governance were also explored.




  Key points

  
	It is the task of the financial manager to plan, raise and use funds in an efficient manner to achieve corporate financial objectives. This implies (1) involvement in investment and financing decisions, (2) dealing with the financial markets, and (3) forecasting, coordinating and controlling cash flows.

	Cash is the lifeblood of any business. Financial management is concerned with cash generation and control.

	Financial management evolved during the last century, largely in response to economic and other external events (e.g. inflation and technological developments), making globalisation of finance a reality and the need to concentrate on more strategic issues essential.

	
The distinction should be drawn between accounting – the mere provision of relevant financial information for internal and external users – and financial management – the utilisation of financial and other data to assist financial decision-making.

	In finance, we assume that the primary corporate goal is to maximise value for the shareholders.

	The agency problem – managers pursuing actions not totally consistent with shareholders’ interests – can be reduced both by managerial incentive schemes and by closer monitoring of their actions.

	Investors require compensation for taking risks in the form of enhanced potential returns.

	Most of the assumptions underlying pure finance theory are not particularly realistic. In practice, market and other imperfections must also be considered in practical financial decision-making.

	Financial management has an essential role in strategic development and implementation at strategic, business and operational levels. Competitive forces, together with business strategy, influence the value drivers that impact on shareholder value.

  




  Further reading

  Students should get into the habit of reading the Financial Times and relevant pages of The Economist and Investors Chronicle.

  Volume 22, Issue 1 (2010) of the Journal of Applied Corporate Finance contains a series of articles on executive compensation in the wake of the 2007 global financial crisis. Similarly, Volume 52, Issue 4 (2016) of ABACUS is a special issue dedicated to ‘Issues in Executive Compensation’. Volume 24, Issue 4 (2015) of the European Accounting Review also covers Regulation and Disclosure of Executive Compensation.

  In addition to published papers in the special issues of the above-mentioned journals, other studies such as Firth, Fung and Rui (2006), Kumar and Sivaramakrishnan (2008), Goergen and Renneboog (2011) and Graham, Li and Qiu (2012) contain detailed discussions on managerial compensation. Jensen and Meckling (1976) and Fama (1980) are important articles on agency costs, while Brickley et al. (2003) give a useful insight into organisational ethics and social responsibility. Koller et al. (2010) argue that shareholder wealth creation is good for all stakeholders, productivity and employment, and Girerd-Potin et al. (2014) discuss how social responsibility can affect investors’ risk perceptions of companies. Akbar, Kharabsheh, Poletti-Hughes and Shah (2017) discuss the relationship between corporate board structure and risk taking in the UK financial sector. Discussions and critiques of shareholder value maximisation are provided by a range of studies, including Travlos, Trigeorgis and Vafeas (2001), Adams, Licht and Sagiv (2011), Andreadakis (2012) and Stont (2012), amongst others. Details on these and other references are provided at the end of the text.




  Useful websites

  Financial Times: www.ft.com

  Guardian: www.guardian.co.uk/money

  The Economist: www.economist.com

  Corporate governance codes in other countries: www.ecgi.org/codes/all_codes.php

  Companies House: www.companieshouse.gov.uk




  QUESTIONS

  Questions with a coloured number have solutions in Appendix B on page 761.



   
 
  
    
    	
1 
  
    
    	Why is the goal of maximising owners’ wealth helpful in analysing capital investment decisions? What other goals should also be considered?


   






   
 
  
    
    	
2 
  
    
    	Poldark plc is a young dynamic company which became listed on the stock market three years ago. Its management is very keen to do all it can to maximise shareholder value and, for this reason, has been advised to pursue the goal of maximising earnings per share. Do you agree?


 
  
    
    	 
  
    
    	(Solution on companion website at www.booksites.net/pikeneale)


   






   
 
  
    
    	
3 
  
    
    	
(a) 
  
    
    	‘Managers and owners of businesses may not have the same objectives.’ Explain this statement, illustrating your answer with examples of possible conflicts of interest.


 
  
    
    	 
  
    
    	
(b) 
  
    
    	In what respects can it be argued that companies need to exercise corporate social responsibility?


 
  
    
    	 
  
    
    	
(c) 
  
    
    	Explain the meaning of the term ‘Value for Money’ in relation to the management of publicly owned services/utilities.


 
  
    
    	 
  
    
    	 
  
    
    	(ACCA)


   






   
 
  
    
    	
4 
  
    
    	Discuss the importance and limitations of ESOPs (executive share option plans) to the achievement of goal congruence within an organisation.


 
  
    
    	 
  
    
    	(ACCA)


   






   
 
  
    
    	
5 
  
    
    	
(a) 
  
    
    	A group of major shareholders of Zedo plc wishes to introduce a new remuneration scheme for the company’s senior management. Explain why such schemes might be important to the shareholders. What factors should shareholders consider when devising such schemes?


 
  
    
    	 
  
    
    	
(b) 
  
    
    	Eventually a short-list of three possible schemes is agreed. All pay the same basic salary plus:


 
  
    
    	 
  
    
    	 
  
    
    	
(i) 
  
    
    	A bonus based upon at least a minimum pre-tax profit being achieved.


 
  
    
    	 
  
    
    	 
  
    
    	
(ii) 
  
    
    	A bonus based upon turnover growth.


 
  
    
    	 
  
    
    	 
  
    
    	
(iii) 
  
    
    	A share option scheme.


 
  
    
    	 
  
    
    	 
  
    
    	Briefly discuss the advantages and disadvantages of each of these three schemes.


 
  
    
    	 
  
    
    	 
  
    
    	 
  
    
    	(ACCA)


   






   
 
  
    
    	
6 
  
    
    	The primary financial objective of companies is usually said to be the maximisation of shareholders’ wealth. Discuss whether this objective is realistic in a world where corporate ownership and control are often separate, and environmental and social factors are increasingly affecting business decisions.


   






   
 
  
    
    	
7 
  
    
    	The main principles of financial management may be applied to most organisations. However, the role of the financial manager may be affected by the type of organisation in which he or she works.


   






   
 
  
    
    	  
  
    
    	Required


 
  
    
    	 
  
    
    	Describe the key characteristics of the financial management function and the role of the financial manager in each of the following types of organisation.


 
  
    
    	 
  
    
    	
(a) 
  
    
    	Quoted high-growth company


 
  
    
    	 
  
    
    	
(b) 
  
    
    	Quoted low-growth company


 
  
    
    	 
  
    
    	
(c) 
  
    
    	Unquoted company aiming for a stock exchange listing


 
  
    
    	 
  
    
    	
(d) 
  
    
    	Small family-owned business


 
  
    
    	 
  
    
    	
(e) 
  
    
    	Non-profit-making organisation; for example, a charity


 
  
    
    	 
  
    
    	
(f) 
  
    
    	Public sector; for example, a government department


 
  
    
    	 
  
    
    	 
  
    
    	(CIMA)


   






   
 
  
    
    	
8 
  
    
    	
(a) 
  
    
    	The Cleevemoor Water Authority was privatised in 2007, to become Northern Water plc (NW). Apart from political considerations, a major motive for the privatisation was to allow access for NW to private-sector supplies of finance. During the 1980s, central government controls on capital expenditure had resulted in relatively low levels of investment, so that considerable investment was required to enable the company to meet more stringent water quality regulations. When privatised, it was valued by the merchant bankers advising on the issue at £100 million and was floated in the form of 100 million ordinary shares (par value 50p), sold fully paid for £1 each. The shares reached a premium of 60 per cent on the first day of stock market trading.


 
  
    
    	 
  
    
    	  
  
    
    	
Required 


 
  
    
    	 
  
    
    	 
  
    
    	In what ways might you expect the objectives of an organisation like Cleevemoor/NW to alter following transfer from public to private ownership?


 
  
    
    	 
  
    
    	
(b) 
  
    
    	Selected biannual data from NW’s accounts are provided below relating to its first six years of operation as a private-sector concern. Also shown, for comparison, are the pro forma data as included in the privatisation documents. The pro forma accounts are notional accounts prepared to show the operating and financial performance of the company in its last year under public ownership as if it had applied private-sector accounting conventions. They also incorporate a dividend payment based on the dividend policy declared in the prospectus.


 
  
    
    	 
  
    
    	 
  
    
    	The activities of privatised utilities are scrutinised by a regulatory body which restricts the extent to which prices can be increased. The demand for water in the area served by NW has risen over time at a steady 2 per cent per annum, largely reflecting demographic trends.
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Required 


 
  
    
    	 
  
    
    	Using the data provided, assess the extent to which NW has met the interests of the following groups of stakeholders in its first six years as a privatised enterprise.


 
  
    
    	 
  
    
    	If relevant, suggest what other data would be helpful in forming a more balanced view.


 
  
    
    	 
  
    
    	
(i) 
  
    
    	shareholders


 
  
    
    	 
  
    
    	
(ii) 
  
    
    	consumers


 
  
    
    	 
  
    
    	
(iii) 
  
    
    	the workforce


 
  
    
    	 
  
    
    	
(iv) 
  
    
    	the government, through NW’s contribution to the achievement of macroeconomic policies of price stability and economic growth.


   





Practical assignment

Examine the annual report for a well-known company, particularly the chairman’s statement. Are the corporate goals clearly specified? What specific references are made to financial management? What does it say about corporate governance and risk management?

What does it say about corporate social responsibility and sustainability?











Chapter 2







The financial environment




Serco finance director departs as company seeks emergency funding

Scandal-hit outsourcing company Serco – the business embroiled in controversy over billing the government for electronically tagging prisoners who had died – has parted company with its finance director after unveiling plans to raise an emergency £170m by selling new shares.

Serco, which runs services ranging from prisons to rail franchises and London’s cycle hire scheme, said it would be ‘uncomfortably close’ to breaching its banking agreements and intended to sell nearly 50m new shares to raise cash.

The company commented: ‘The proposed equity placing has a single purpose: to give us the opportunity to conduct a thorough review of the strategy of the business whilst remaining within the terms of our debt facilities.’ The company, which has already warned it will take a big hit to profits as a result of the tagging scandal, said its performance this year had been ‘more challenging than expected’.

Source: Copyright Guardian News & Media Ltd 2018.




Learning objectives

By the end of this chapter, the reader should understand the nature of financial markets and the main players that operate within them. Particular focus is placed on the following topics:


	The functions of financial markets.

	The operation of the Stock Exchange.

	The extent to which capital markets are efficient.

	How taxation affects corporate finance.



Enhanced ability to read financial statements and the financial pages in a newspaper should also be achieved.





2.1 INTRODUCTION


The corporate financial manager, whether in Serco or any company, has the important task of ensuring that sufficient funds are available to meet all the likely needs of the business. To do this properly, this person requires a clear grasp of both the future financial requirements of the business and the workings of the financial markets. This chapter provides an overview of these markets, and the major institutions within them, paying particular attention to the London Stock Exchange.




2.2 FINANCIAL MARKETS

A financial market is any mechanism for trading financial assets or securities. A security is a legal contract giving the right to receive future benefits under a stated set of conditions. Examples of financial securities range from the mortgage on a house or lease on a car to securities that are traded on financial markets, termed marketable securities.

Frequently, there is no physical marketplace, traders conducting transactions via computer. London is widely regarded as the leading European financial centre and is the largest by volume of dealing. Figure 2.1 shows the main financial markets, which are further explained here.
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Figure 2.1 Financial markets




	The money market channels wholesale funds, usually for less than one year, from lenders to borrowers. The market is largely dominated by the major banks and other financial institutions, but local government and large companies also use it for short-term lending and borrowing purposes. The official market is where approved institutions deal in financial instruments with the Central Bank. Other money markets include the inter-bank market, where banks lend short-term funds to each other, and the Euro-currency market, where banks lend and borrow in foreign currencies.

	The securities or capital market deals with long-dated securities such as shares and loan stock. The London Stock Exchange is the best-known institution in the UK capital market, but there are other important markets, such as the bond market (for long-dated government and corporate borrowing) and the Eurobond market.

	The foreign exchange market is a market for buying and selling one currency against another. Deals are either on a spot basis (for immediate delivery) or on a forward basis (for future delivery).

	
Futures and options exchanges provide means of hedging (i.e. protecting) or speculating against movements in shares, currencies and interest rates. These are called derivatives because they are derived from the underlying security. A future is an agreement to buy or sell an asset (foreign currency, shares, etc.) at an agreed price at some future date. An option is the right, but not the obligation, to buy or sell such assets at an agreed price at, or within, an agreed time period. Examples of futures and options exchanges are Euronext NYSE Liffe, which operates exchanges in Europe (www.euronext.com) and the Chicago Mercantile Exchange in the United States (www.cmegroup.com).



The financial markets provide mechanisms through which the corporate financial manager has access to a wide range of sources of finance and instruments.

Capital markets function in two important ways:


	
Primary market – providing new capital for business and other activities, usually in the form of share issues to new or existing shareholders (equity) or loans.

	
Secondary market – trading existing securities, thus enabling share or bond holders to dispose of their holdings when they wish. An active secondary market is a necessary condition for an effective primary market, as no investor wants to feel ‘locked in’ to an investment that cannot be realised when desired.



Imagine what business life would be like if these capital markets were not available to companies. New businesses could start up only if the owners had sufficient personal wealth to fund the initial capital investment; existing businesses could develop only through re-investing profits generated; and investors could not easily dispose of their shareholdings. In many parts of the world where financial markets are embryonic or even non-existent, this is exactly what does happen. The development of a strong and healthy economy rests very largely on efficient, well-developed financial markets.

Financial markets promote savings and investment by providing mechanisms whereby the financial requirements of lenders (suppliers of funds) and borrowers (users of funds) can be met. Figure 2.2 shows in simple terms how businesses finance their operations.
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Figure 2.2 Financial markets, institutions, suppliers and users



Financial institutions (e.g. pension funds, insurance companies, banks, building societies, unit trusts and specialist investment institutions) act as financial intermediaries, collecting funds from savers to lend to their corporate and other customers through the money and capital markets, or directly through loans, leasing and other forms of financing.

Businesses are major users of these funds. The financial manager raises cash by selling claims to the company’s existing or future assets in financial markets (e.g. by issuing shares, debentures or Bills of Exchange) or borrowing from financial institutions. The cash is then used to acquire fixed and current assets. If those investments are successful, they will generate positive cash flows from business operations. This cash surplus is used to service existing financial obligations in the form of dividends, interest, etc., and to make repayments. Any residue is re-invested in the business to replace existing assets or to expand operations.

We focus in this chapter on the financial institutions and financial markets shown in Figure 2.2.


Financial institutions provide essential services

The needs of lenders and borrowers rarely match. Hence, there is an important role for financial intermediaries, such as banks, if the financial markets are to operate efficiently. Financial intermediaries perform the following functions:


	
Re-packaging, or pooling, finance: gathering small amounts of savings from a large number of individuals and repackaging them into larger bundles for lending to businesses. The banks have an important role here.

	
Risk reduction: placing small sums from numerous individuals in large, well-diversified investment portfolios, such as unit trusts.

	
Liquidity transformation: bringing together short-term savers and long-term borrowers (e.g. building societies and banks). Borrowing ‘short’ and lending ‘long’ is acceptable only where relatively few savers will want to withdraw funds at any given time. The financial difficulties faced by Northern Rock in the United Kingdom in 2007, and the Greek and Italian banks more recently, show that this is not always the case.

	
Cost reduction: minimising transaction costs by providing convenient and relatively inexpensive services for linking small savers to larger borrowers.

	
Financial advice: providing advisory and other services for both lender and borrower.








2.3 THE FINANCIAL SERVICES SECTOR

The financial services sector can be divided into three groups of institutions: those engaged in (1) deposit-taking, (2) contractual savings and (3) other investment funds.


Deposit-taking institutions

Retail banks have three important roles: they manage nationwide networks of High Street branches and online facilities; they operate a national payments system by clearing cheques and by receiving and paying out notes and coins; and they accept deposits in varying amounts from a wide range of customers. The cheque-clearing system in Great Britain is managed by the Cheque and Credit Clearing Company (www.chequeandcredit.co.uk). Because of the decline in cheque usage, a target date of 2018 had been set to close central cheque clearing. However, in 2011 the Payments Council withdrew its plans, partly because of security concerns concerning alternatives. (Useful websites: www.bba.org.uk, www.lendingstandardsboard.org.uk)

The balance sheet of any clearing bank reveals that the main sterling assets are advances to the private sector, other banks, the public sector in the form of Treasury Bills and government stock, local authorities and private households. Nowadays, the main instruments of lending by retail banks are overdrafts, term loans and mortgages.

In the European Union the Capital Requirements Directive (CRD) came into existence in 2007. The CRD enacted the Basel II Accord which aims to ensure banks hold sufficient capital to meet the market, credit and operational risks they face. Consequently, Basel II is endeavouring to ensure that banks and other credit institutions are financially sound and can withstand losses that may occur in the course of business. It also aims to improve risk management practices and market discipline. To strengthen the banking system in the wake of the 2007 financial crisis, the Basel Committee on Banking Supervision has agreed a Basel III Accord, although this will not come into effect until 2018.


Wholesale banks

Wholesale banking (or investment banking) developed out of the need to finance the enormous growth in world trade in the 19th century. Accepting houses were formed whose main business was to accept Bills of Exchange (promising to pay a sum of money at some future date) from less well-known traders, and from discount houses which provided cash by discounting such bills. Investment banks nowadays concentrate on dealing with institutional investors, large corporations and governments. They have three major activities, frequently organised into separate divisions: corporate finance, mergers and acquisitions, and fund management.

Investment banks’ activities include giving financial advice to companies and arranging finance through syndicated loans and new security issues. Investment banks are also members of the Issuing Houses Association, an organisation responsible for the flotation of shares on the Stock Exchange. This involves advising a company on the correct mix of financial instruments to be issued and on drawing up a prospectus and underwriting the issue. They also play a leading role in the development of new financial products, such as swaps, options and other derivative products, that have become very widely traded in recent years.

Another area of activity for wholesale banks is advising companies on corporate mergers, acquisitions and restructuring. This involves both assisting in the negotiation of a ‘friendly’ merger of two independent companies and developing strategies for ‘unfriendly’ takeovers, or acting as an adviser for a company defending against an unwanted bidder.

Finally, investment banks fulfil a major role as managers of the investment portfolios of some pension funds, insurance companies, investment and unit trusts, and various charities. Whether in arranging finance, advising on takeover bids or managing the funds of institutional investors, merchant banks exert considerable influence on both corporate finance and the capital market. Investment banks effectively grew out of merchant banks and, to all intents and purposes, provide similar services. The 1933 Glass–Steagall Act was implemented in the United States to enforce the separation of retail banks and investment banks. This Act was repealed approximately 50 years later. Following the 2007 financial crisis, the Independent Commission on Banking was set up and, in September 2011, recommended a clear boundary between retail and investment banking and to remove some risk from the banking sector.

The growth of overseas banking has been closely linked to the development of Euro-currency markets and to the growth of multinational companies. Over 500 foreign banks operate in London. A substantial amount of their business consists of providing finance to branches or subsidiaries of foreign companies.

Following criticisms of the banks after the financial crisis, different governments have acted to reduce the possibility of a future crisis. A key action in the United Kingdom has been the development of the Banking Reform Bill, which came into force in 2015. This requires UK banks to separate investment banking and retail banking activities by ring-fencing any deposits of individuals and SMEs.

Building societies (www.bsa.org.uk) are a form of savings bank specialising in the provision of finance for house purchases in the private sector. As a result of deregulation of the financial services industry, building societies now offer an almost complete set of private banking services, and the distinction between them and the traditional banks is increasingly blurred. Indeed, many societies have given up their mutual status to become public limited companies with varying degrees of success.


Self-assessment activity 2.1

What are financial intermediaries and what economic services do they perform?

(Answer in Appendix A)








Institutions engaged in contractual savings

Pension funds accumulate funds to meet the future pension liabilities of a particular organisation to its employees. Funds are normally built up from contributions paid by the employer and employees. They can be divided into self-administered schemes, where the funds are invested directly in the financial markets, and insured schemes, where the funds are invested by, and the risk is covered by, a life assurance company. Pension schemes have enormous and rapidly growing funds available for investment in the securities markets. Pension funds enjoy major tax advantages. Subject to certain restrictions, individuals enjoy tax relief on their subscriptions to a fund. Together with insurance companies, pension funds make up the major purchasers of company securities.

Insurance companies’ activities (www.abi.org.uk) can be divided into long-term and general insurance. Long-term insurance business consists mainly of life assurance and pension provision. Policyholders pay premiums to the companies and are guaranteed either a lump sum in the event of death, or a regular annual income for some defined period. With a guaranteed premium inflow and predictable aggregate future payments, there is no great need for liquidity, so life assurance funds are able to invest heavily in long-term assets, such as ordinary shares.

General insurance business (e.g. fire, accident, motor, marine and other insurance) consists of contracts to cover losses within a specified period, normally 12 months. As liquidity is important here, a greater proportion of funds is invested in short-term assets, although a considerable proportion of such funds is invested in securities and property.

The investment strategy of both pension fund managers and insurance companies tends to be long term. They invest in portfolios of company shares and government stocks, direct loans and mortgages.




Other investment funds

As we shall see in Section 2.4, private investors, independently managing their own investment portfolios, are a dying breed. Increasingly, they are being replaced by financial institutions that manage widely diversified portfolios of securities, such as unit trusts and investment trusts (www.investmentfunds.org.uk). These pool the funds of large numbers of investors, enabling them to achieve a degree of diversification not otherwise attainable owing to the prohibitive transactions costs and time required for active portfolio management. However, there are important differences between these institutions.


Investment trusts

Investment trusts are limited companies, whose shares are usually quoted on the London Stock Exchange, and set up specifically to invest in securities. The company’s share price depends on the value of the securities held in the trust but also on supply and demand. As a result, these shares often sell at values different from their net asset values, usually at a discount.

They are traditionally ‘closed-ended’ in the sense that the company’s articles restrict the number of shares, and hence the amount of share capital, that can be issued. However, several open-ended investment companies (OEICs) have now been launched. To realise their holdings, shareholders can sell their shares on the stock market.




Unit trusts

Unit trusts are investment syndicates, established by trust deed and regulated by trust law. Investors’ funds are pooled into a portfolio of investments, each investor being allocated tranches or ‘units’ according to the amount of the funds they subscribe. They are mainly operated by banks and insurance companies, which appoint managers whose conduct is supervised by a set of trustees.

Unit prices are fixed by the managers but reflect the value of the underlying securities. Prices reflect the costs of buying and selling, via an initial charge. Managers also apply annual charges, usually about 1 per cent of the value of the fund. Unit-holders can realise their holdings only by selling units back to the trust managers.

They are ‘open-ended’ in the sense that the size of the fund is not restricted and the managers can advertise for funds.




Private equity funds

Private equity funds are typically limited partnerships where institutional investors make a commitment which is then drawn down over the term of the fund, as shown in Figure 2.3. The equity capital is invested either into companies that are already private or into public companies which are then taken private.



[image: Figure 2.3 Private equity firm]


Figure 2.3 Private equity firm






Hedge funds

A hedge fund is a fund used by wealthy individuals and institutions. They are exempt from many of the rules and regulations governing other institutions, which allows them to accomplish aggressive investing strategies that are unavailable to others. These include:


	
Arbitrage– simultaneous buying and selling of a financial instrument in different markets to profit from differences in prices.

	
Short selling – selling a security one does not own with the expectation of buying it in the future at a lower cost.

	
Leverage– borrowing money for investment purposes.

	
Hedging– using derivative instruments to offset potential losses on the underlying security.



Hedge fund managers receive their remuneration in the form of a management fee plus incentive fees tied to the fund’s performance.





Disintermediation and securitisation


While financial intermediaries play a vital role in the financial markets, disintermediation is an important new development. This is the process whereby companies borrow and lend funds directly between themselves without recourse to banks and other institutions. Allied to this is the process of securitisation, the development of new financial instruments to meet ever-changing corporate needs (i.e. financial engineering). Some assets generate predictable cash returns and offer security. Debt can be issued to the market on the basis of the returns and suitable security. Securitisation usually also involves a credit-rating agency assessing the issue and giving it a credit rating. Securitisation can also be used to create value through ‘unbundling’ traditional financial processes. For example, a conventional loan has many elements, such as loan origination, credit status evaluation, financing and collection of interest and principal. Rather than arranging the whole process through a single intermediary, such as a bank, the process can be ‘unbundled’ and handled by separate institutions, which may lower the cost of the loan. Securitisation was a particular feature of the 2007 financial crisis.


Fund houses take on banks over lending

When Busaba Eathai, a Thai restaurant chain, borrowed money to finance its expansion across the UK, it was not a bank that was handed its business. The eatery bypassed Europe’s long-dominant source of loans and instead turned to an alternative lender: an asset manager.

Muzinich, the New York-based fixed income specialist with $25bn under management, provided Busaba with a private debt deal of £16m in June. Using the loan, the chain plans to open two new restaurants – in St Albans and Oxford Circus – in October.

Similar stories are playing out across Europe, where small and medium-sized businesses (SMEs) are increasingly turning to fund managers to borrow money. But the rise in lending by fund houses has sparked fears that some asset managers lack the expertise required to both source and understand the risks of the loans they provide, leaving their investors vulnerable to future losses. There are also concerns that lending by asset managers is a form of so-called shadow banking that is not regulated stringently enough.

Figures show the private debt market is growing rapidly. It includes loans made directly to companies as well as property financing and mezzanine financing, a hybrid between debt and equity. Between 2006 and 2014, it nearly tripled in size to $441bn, according to research from Brown Brothers Harriman, the US bank.

The asset class owes much of this growth to the financial crisis. Rules introduced to shore up bank balance sheets left lenders reluctant to lend large sums to SMEs.

This opened up a new market for asset managers, particularly in Europe, where banks traditionally dominated lending. In the US, about three-quarters of business financing is estimated to come from alternative lenders. But this figure is only around 20 per cent in Europe, according to Brown Brothers.

Fund houses have embraced the asset class because of rising demand from institutional investors, which have struggled to generate returns due to low interest rates and volatile markets. Many funds are targeting much higher returns than that generated by traditional fixed income products. Fund houses are able to achieve this by charging borrowers higher interest rates than banks typically do. Borrowers are willing to pay more either because they have struggled to get a loan from a bank or because asset managers will be more flexible around the length of the loan or its structure.

However, there are concerns that the performance of private debt funds could come under pressure. With more fund managers operating in this area, there is rising competition to find companies to lend to.

The level of capital that asset managers have to lend, so-called dry powder, reached a record high of $202bn in August, as fund houses and investors piled into the sector.

[image: FT]

Source: Mooney, A. (2016) Fund houses take on banks over lending. Financial Times, 2 September. © The Financial Times Limited 2018. All rights reserved.



Securitisation and disintermediation have permitted larger companies to create alternative, more flexible forms of finance. This, in turn, has forced banks to become more competitive in the services offered to larger companies. Recent, more exotic, forms of securitisation include pubs, gate receipts from a football club, future income from a pop star’s recordings, and even the football World Cup competition.









2.4 THE LONDON STOCK EXCHANGE (LSE)


The capital market is the market where long-term securities are issued and traded. The London Stock Exchange is the principal trading market for long-dated securities in the United Kingdom (www.londonstockexchange.com).

A stock exchange has two principal economic functions: to enable companies to raise new capital (the primary market), and to facilitate the trading of existing shares (the secondary market) through the negotiation of a price at which title to ownership of a company is transferred between investors.


A brief history of the London Stock Exchange

The world’s first joint-stock company – the Muscovy Company – was founded in London in 1553. With the growth in such companies, there arose the need for shareholders to be able to sell their holdings, leading to a growth in brokers acting as intermediaries for investors. In 1760, after being ejected from the Royal Exchange for rowdiness, a group of 150 brokers formed a club at Jonathan’s Coffee House to buy and sell shares. By 1773, the club was renamed the Stock Exchange.

The Exchange developed rapidly, playing a major role in financing UK companies during the Industrial Revolution. New technology began to have a major impact in 1872, when the Exchange Telegraph tickertape service was introduced.

For over a century, the Exchange continued to expand and become more efficient, but fundamental changes did not occur until 27 October 1986 – the ‘Big Bang’ – the most important of which were:


	All firms became brokers/dealers able to operate in a dual capacity – either buying securities from, or selling them to, clients without the need to deal through a third party. Firms could also register as market-makers committed to making firm bid (buying) and offer (selling) prices at all times.

	Ownership of member firms by an outside corporation was permitted, enabling member firms to build a large capital base to compete with competition from overseas.

	Minimum scales of commission were abolished to improve competitiveness.

	Trading moved from being conducted face-to-face on a single market floor to being performed via computer and telephone from separate dealing rooms. Computer-based systems were introduced to display share price information, such as SEAQ (Stock Exchange Automated Quotations).



In 2007, the Exchange launched a new trading system with greater capacity and speed of trading. Today, the London Stock Exchange is viewed as one of the leading and most competitive places to do business in the world, second only to New York in total market value terms.

The LSE has two tiers. The bigger market is the Official Main Market, providing a quotation for some 2.600 companies from 60 countries. To obtain a full listing, companies have to satisfy rigorous criteria relating to size of issued capital, financial record, trading history and acceptability of board members. These details are set out in a document called the company’s ‘listing particulars’. The Financial Conduct Authority (FCA) regulates admission of securities to the Official List. The UK Listing Authority (UKLA) is the division of the FCA responsible for approving applications to the Official List, and companies seeking to have securities listed must comply with the FCA Listing Rules.

The second tier is the Alternative Investment Market (AIM). It attempts to minimise the cost of entry and membership by keeping the rules and application process as simple as possible. A nominated adviser (or NOMAD) firm (typically a stockbroker or bank) both introduces the new company to the market and acts as a mentor, ensuring that it complies with market rules. However, the requirement to observe existing obligations in relation to publication of price-sensitive information and annual and interim accounts remains. The AIM is unlikely to appeal to private investors unless they are prepared to invest in relatively high-risk businesses.

While the vast majority of share trading takes place through the Stock Exchange, it is not the only trading arena. For some years, there has been a small but active over-the-counter (OTC) market, where organisations trade their shares, usually on a ‘matched bargain’ basis, via an intermediary.


Self-assessment activity 2.2

What type of company would be most likely to trade on:






	(a)
	the main securities market?



	(b)
	the Alternative Investment Market?



	(c) 
	the over-the-counter market?









(Answer in Appendix A)






Regulation of the market

Investor confidence in the workings of the stock market is paramount if it is to operate effectively. Even in deregulated markets, there is still a requirement to provide strong safeguards against unfair or incompetent trading and to ensure that the market operates as intended. The mechanism for regulating the whole UK financial system was established by the Financial Services Act 1986 (FSA86), which provided a structure based on ‘self-regulation within a statutory framework’ and established the Financial Services Authority (FSA), responsible to the Treasury. Its objectives were to sustain confidence in the UK financial services industry and to monitor, detect and prevent financial crime (www.fsa.gov.uk). This involved the regulation of the financial markets, investment managers and investment advisers.

The severe impact of the financial crisis resulted in the UK government identifying two primary policy issues: ‘Improving regulation of the financial sector to protect customers and the economy’ and ‘Creating stronger and safer banks’. The idea underlying the first policy issue was that an appropriately regulated financial services sector was needed if the economy was to prosper. Consequently, the government undertook a major review of the regulation of the financial services sector to ensure the sector better managed its risks. This has led to the enactment of the Financial Services Act which came into force in April 2013. Formerly, under the tripartite system of regulation, responsibility was divided between the Financial Services Authority (FSA), the Bank of England and the Treasury. The new regulatory system comprises the Financial Policy Committee (FPC), the Prudential Regulation Authority (PRA) and the Financial Conduct Authority (FCA). The FPC is responsible for the macro-prudential regulation of risks that might impact the whole financial system. The PRA is responsible for micro-prudential regulation of financial firms, ensuring banks have appropriate amounts of capital and liquidity. The role of the FCA is to protect consumers by promoting competition and regulating financial services firms.

The strategic objective of the FCA is to ensure that the relevant markets function well, and this is underpinned by three operational objectives:


	to secure an appropriate degree of protection for consumers;

	to protect and enhance the integrity of the UK financial system;
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2017 2019 2021 2023

(pro forma)  (actual) (actual) (actual)
Turnover 450 480 540 620
Operating profit 26 35 55 75
Taxation 5 6 8 10
Profit after tax 21 29 47 65
Dividends 7 10 15 20
Total assets 100 119 151 191
Capital expenditure 20 30 60 75
Wage bill 100 98 90 86
Directors’ emoluments 08 20 23 30
Employees (number) 12,000 11,800 10500 10,000
P:E ratio (average) = 7.0 80 75

Retail Price Index 100 102 105 109
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