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Preface


This book has been written for those wishing to achieve a broad understanding of financial management at either undergraduate or postgraduate/post-experience level. It is aimed primarily at students who are studying financial management as part of their course in business, management, accounting, economics, computing, or some other area. The book should also be suitable for those not engaged in formal study but, nevertheless, need to understand financial management to help manage their business.


As there are several excellent books on financial management already published, it is reasonable to ask why another book is needed in this area. Many of the available books are too detailed and demanding to provide a suitable introduction to the subject. They are often around a thousand pages in length and contain mathematical formulae that many find daunting. This book assumes no previous knowledge of financial management (although a basic understanding of financial statements is required) and every attempt has been made to make the writing as accessible as possible. Each topic is introduced carefully and there is a gradual building of knowledge. In addition, mathematical formulae have been kept to a minimum.


The book rests on a solid foundation of theory but the main focus throughout is its practical value. It is assumed that readers are primarily concerned with understanding financial management in order to make better financial decisions. The title of the book reflects this decision-making focus.


The book is written in an ‘open learning’ style. That is, it tries to involve the reader in a way not traditionally found in textbooks. Throughout each chapter there are activities and self-assessment questions to attempt. The purpose of these is to help check understanding of the points being made and to encourage the reader to think around particular topics. The open learning style has been adopted because, I believe, it is more ‘user friendly’. Irrespective of whether the book is being used as part of a taught course or for independent study, the interactive approach employed makes it easier to learn.


As it is likely that most readers will not have studied financial management before, the use of technical jargon has been kept to a minimum. Where technical terminology is unavoidable, I try to provide clear explanations. As a further aid, all key terms are highlighted in the book and then listed at the end of each chapter with a page reference to enable rapid revision of the main concepts. All key terms are listed alphabetically with a short definition in the glossary, which can be found towards the end of the book.


In writing the ninth edition, I have taken account of helpful comments and suggestions made by lecturers, students and other readers. To improve clarity, I have rewritten some sections and have added further diagrams. To improve coverage, I have expanded certain topics including share valuation and behavioural finance, and have added a completely new chapter dealing with the international aspects of financial management. This new chapter, which was co-written with my colleague Eddie McLaney, covers topics such as foreign exchange markets, foreign investments and exchange rate risk. I have also introduced additional activities throughout to enhance the interactive nature of the text. Finally, to help deepen understanding, I have replaced some of the review questions and end-of-chapter exercises with others that are a little more challenging.


I do hope that you will find the book both readable and helpful.


Peter Atrill
April 2019
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Chapter 1


THE WORLD OF FINANCIAL MANAGEMENT



INTRODUCTION


In this first chapter, we shall look at the role of the finance function within a business and the context within which financial decisions are made. This should help to set the scene for subsequent chapters. We begin by identifying the tasks of the finance function and how they relate to the tasks of managers. We then go on to consider the objectives that a business may pursue.


Modern financial management theory assumes that the primary objective of a business is to maximise the wealth of its shareholders. We shall examine this and other possible objectives for a business to understand why shareholder wealth maximisation is considered the most appropriate. There is always a danger, however, that businesses will adopt too narrow a focus in pursuit of this objective. We shall see that, for a business to survive and prosper over the long term, it must be pursued in a way that takes account of the surrounding environment. This requires managers to behave in an ethical manner and to be sensitive to the interests of the various groups that have a stake in the business.


Simply stating that a business’s primary objective is shareholder wealth maximisation will not automatically cause this to happen. There is always a risk that managers will pursue their own interests at the expense of shareholders’ interests. This is often referred to as the agency problem. We end the chapter by considering how this problem may be managed through regulation and through the active involvement of shareholders.



Learning outcomes


When you have completed this chapter, you should be able to:




	Discuss the role of the finance function within a business.



	Identify and discuss possible objectives for a business and explain the advantages of the shareholder wealth maximisation objective.



	Explain how risk, ethical considerations and the needs of other stakeholders influence the pursuit of shareholder wealth maximisation.



	Describe the agency problem and explain how it may be managed.

















THE FINANCE FUNCTION


Put simply, the finance function within a business exists to help managers to manage. To understand how the finance function can achieve this, we must first be clear about what managers do. One way of describing the role of managers is to classify their activities into the following categories:




	Strategic management. This involves developing aims and objectives for a business and then formulating a strategy (long-term plan) to achieve them. Deciding on an appropriate strategy will involve identifying and evaluating the various options available. The option chosen should be the one that offers the greatest potential for achieving the aims and objectives developed.



	Operations management. To ensure that things go according to plan, managers must exert day-to-day control over the various business functions. Where events do not conform to earlier plans, appropriate decisions and actions must be taken.



	Risk management. The risks faced by a business must be identified and properly managed. These risks, which are many and varied, arise from the nature of business operations and from the way in which the business is financed.






As we can see from Figure 1.1, these three management activities are not separate and distinct. They are interrelated, and overlaps arise between them. When considering a particular strategy, for example, managers must also make a careful assessment of the risks involved and how these risks may be managed. Similarly, when making operational decisions, managers must try to ensure they fit within the strategic (long-term) plan that has been formulated.




[image: Images]




Figure 1.1 The role of managers








The finance function is concerned with helping managers in each of the three areas identified. This is achieved by undertaking various key tasks, which are set out in Figure 1.2 and described below.




	Financial planning. It is vital for managers to assess the potential impact of proposals on future financial performance and position. They can more readily evaluate the implications of their decisions if they are provided with estimates of financial outcomes. These can often take the form of projected financial statements, such as projected cash flow statements and projected income statements.



	Investment project appraisal. Investment in new long-term projects can have a profound effect on the future prospects of a business. By undertaking appraisals of the profitability and riskiness of investment project proposals, managers can make informed decisions about whether to accept or reject them. These appraisals can also help in prioritising investment projects that have been accepted.



	Financing decisions. Investment projects and other business activities have to be financed. The various sources of finance available need to be identified and evaluated: each will have its own characteristics and costs. When evaluating different sources, consideration must be given to the overall financial structure of the business. An appropriate balance must be struck between long- and short-term sources of finance and between the contribution of shareholders (owners) and that of lenders. Not all of the finance required may come from external sources: some may be internally generated. An important source of internally generated finance is profits, and the extent to which these are reinvested within the business, rather than distributed to the owners, requires careful consideration.



	Capital market operations. New finance may be raised through the capital markets, which include stock markets and banks. Managers will often seek advice and guidance on how finance can be raised through these markets, how securities (shares and loan capital) are priced, and how the markets are likely to react to proposed investment and financing plans.



	Financial control. Once plans are implemented, managers must ensure that things stay on course. Here, regular reporting of information on actual outcomes, such as the profitability of investment projects, levels of working capital and cash flows, can play a vital role. This can help monitor performance and detect when corrective action is needed.
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Figure 1.2 The tasks of the finance function








Links between the tasks of managers and those of the finance function, which have just been discussed, are many and varied. Strategic management, for example, may require an input from the finance function on issues relating to financial planning, investment project appraisal, financing and capital market operations. Operations management may require an input on issues relating to financial planning, investment project appraisal, financing and financial control. Risk management may require an input on issues relating to all of the finance function tasks identified above.










STRUCTURE OF THE BOOK


This book considers each of the tasks of the finance function in some detail. In Chapter 2, we begin by examining how financial plans are prepared and the role of projected financial statements in helping managers assess likely future outcomes. We then go on to consider how risks and returns to shareholders are affected by the way in which a business is financed and by the cost structure that it adopts.


In Chapter 3, we consider how financial statements can be analysed and interpreted. We discuss, in some detail, techniques that can be applied to the financial statements to help assess various aspects of financial health. These techniques are also used in short-term financial planning decisions, such as the control of working capital, as well as for long-term financing decisions, such as the issue of shares. We shall, therefore, encounter these techniques again in later chapters.


Chapters 4 and 5 are concerned with the appraisal of investment projects. This is a vitally important area as investment decisions can have far reaching financial consequences. In these two chapters, we examine the main methods employed to assess the viability of investment proposals. We also discuss how risk may be taken into account when evaluating investment projects and how, once implemented, projects may be monitored and controlled.


Chapters 6 to 9 are concerned with various aspects of the financing decision. We begin by identifying the main sources of finance available and the role and efficiency of capital markets. We then go on to examine the cost of each of the main sources of finance and to discuss whether the financing decision has any effect on shareholder wealth. Finally, we consider the decision concerning whether to retain or to distribute profits to shareholders. We identify the key factors to be taken into account when making this decision as well as the issues surrounding the form that any distribution might take.


In Chapter 10, we discuss the importance to a business of managing its working capital effectively. We then go on to examine the key elements of working capital (inventories, receivables, cash and payables) and describe the various techniques available for controlling each element.


In Chapter 11, we consider the main methods available for measuring shareholder wealth and for promoting its creation. We begin by discussing the limitations of conventional methods and then continue by discussing newer, alternative, methods that may be employed. Finally, we consider how managerial rewards may be aligned to the goal of creating shareholder wealth.


In Chapter 12, we examine the rationale for mergers and takeovers. We also consider how they may be financed and who benefits from this form of business activity. The chapter concludes by looking at ways in which shares in a business may be valued. This is relevant for merger and takeover decisions as well as for other purposes. This chapter draws on our understanding of topics covered in earlier chapters such as investment appraisal, financing methods and capital market operations.


Finally, in Chapter 13, we consider the international aspects of financial management. In this modern era, many businesses have an international reach. This goes beyond buying and selling goods and services and will often involve investing and financing activities. Engaging in international operations is accompanied by various financial risks. In this chapter, we identify these risks and discuss how they may be managed.










MODERN FINANCIAL MANAGEMENT


In the early years of its development, financial management was really an offshoot of accounting. Much of the early work was descriptive, and arguments were based on casual observation rather than on any clear theoretical framework. Over the years, however, financial management became increasingly influenced by economic theories and the reasoning applied to particular issues has become more rigorous and analytical. Indeed, such is the influence of economic theory that modern financial management is often viewed as a branch of applied economics.


Economic theories concerning the efficient allocation of scarce resources have been taken and developed into decision-making tools for management. This development of economic theories for practical business use has usually involved taking account of both the time dimension and the risks associated with management decision making. An investment decision, for example, must look at both the time period over which the investment extends and the degree of risk associated with the investment. This fact has led to financial management being described as the economics of time and risk. Certainly, time and risk will be recurring themes throughout this book.


Economic theories have also helped us to understand the importance of capital markets, such as stock markets and banks, to a business. Capital markets have a vital role to play in bringing together borrowers and lenders. They also help investors to select the type of investment that best meets their risk requirements and to evaluate the performance of businesses through the prices assigned to their shares.


Real World 1.1 is an extract from an article by Professor Dimson of London Business School. It neatly sums up how time, risk and capital markets are at the centre of modern financial management.




Real World 1.1







Finance on the back of a postage stamp


The leading textbooks in finance are nearly 1,000 pages long. Many students learn by making notes on each topic. They then summarise their notes. Here is one student’s summary of his Finance course: Time is money . . . Don’t put all your eggs in one basket . . . You can’t fool all the people all of the time.




	The idea that time is money refers to the fact that a sum of money received now is worth more than the same sum paid in the future. This gives rise to the principle that future cash flows should be discounted, in order to calculate their present value.



	You can reduce the risk of an investment if you don’t put all your eggs in one basket. In other words, a diversified portfolio of investments is less risky than putting all your money in a single asset. Risks that cannot be diversified away should be accepted only if they are offset by a higher expected return.



	The idea that you can’t fool all of the people all of the time refers to the efficiency of financial markets. An efficient market is one in which information is widely and cheaply available to everyone and relevant information is therefore incorporated into security prices. Because new information is reflected in prices immediately, investors should expect to receive only a normal rate of return. Possession of information about a company will not enable an investor to outperform. The only way to expect a higher expected return is to be exposed to greater risk.






These three themes of discounted cash flow, risk and diversification, and market efficiency lie at the very heart of most introductory finance courses. Each of these themes will be considered in this book.


Source: Dimson, E. (1995) Assessing the Rate of Return, Financial Times Mastering Management series, supplement issue no. 1, p. 13. © Professor E. Dimson 1995, reproduced with permission of the author. All rights reserved.













WHY DO BUSINESSES EXIST?


A key assumption underpinning modern financial management is that businesses exist to create wealth for their shareholders. This has provoked much debate and so is worth exploring in some detail. Shareholders are considered of paramount importance because they effectively own the business and therefore bear the residual risk. During the good times they benefit, but during the bad times they must bear any losses. Furthermore, if the business fails and its remaining assets are distributed, the shareholders’ claim against those assets goes to the bottom of the pile. The claims of other ‘stakeholders’, such as employees, customers, lenders and suppliers, are given legal priority over those of shareholders. These other stakeholders may also have the added advantage of being able to protect themselves against the risk of losses.





Activity 1.1








Can you think of any way in which:




	(a)a lender, and



	(b)a supplier






could take steps to avoid the risk of loss, even though the business with which they are dealing is in financial difficulties and may even fail?







Lenders can insist that the business offers adequate security for any loans that they provide. This may allow assets to be seized to pay off amounts due in the event of a default in interest or loan repayments. Suppliers can insist on being paid in advance for the goods or services provided.





Note that shareholders have a residual claim on the wealth generated by a business, while other stakeholders, such as employees, lenders and suppliers, normally have a fixed claim. In other words, shareholders receive whatever remains after other stakeholders have received the fixed amounts due to them. Having a residual claim means that shareholders have an incentive to increase the size of their claim by ensuring that the business undertakes new and risky ventures. Entrepreneurial activity is therefore encouraged, which can benefit all those connected with the business. Stakeholder groups with a fixed claim on the business do not have the same incentive as that of shareholders. Providing the business can meet their claims, this will normally be enough. (To minimise their risks, they might even prefer the business to avoid new ventures.)


Wealth maximisation


We have just seen that a business is assumed to exist to create wealth for its shareholders. We can be more precise, however, by saying that a business is assumed to pursue the goal of shareholder wealth maximisation. Within a market economy, shareholders provide funds to a business in the expectation that they will receive the maximum possible increase in wealth for the level of risk involved. When we use the term ‘wealth’ in this context, we are referring to the market value of the ordinary shares. The market value of these shares will, in turn, reflect the future returns that shareholders are expected to receive over time from the shares and the level of risk that must be faced. It is important to emphasise that the assumed goal is not to maximise shareholders’ returns over the short term, but rather to generate the highest possible returns over the long term.


Wealth maximisation or profit maximisation?


Instead of seeking to maximise shareholder wealth, a business may seek to maximise profit. In broad terms, profit represents the surplus generated by a business during a period and so it is tempting to conclude that the maximisation of profit will ultimately lead to the maximisation of shareholder wealth. Unfortunately, things aren’t quite so straightforward.


The goal of profit maximisation is rather vague and fails to capture all aspects of shareholder wealth. Various difficulties lay in the path of attempts to implement this goal including:




	
Lack of precision: the term ‘profit’ is imprecise and different measures of both profit and profitability exist. They include:




	operating profit (that is, profit before interest and tax)



	profit before tax



	profit after tax



	profit available to shareholders per ordinary share



	profit available to shareholders as a percentage of ordinary shareholders’ funds invested.











These measures do not always move in lockstep. An injection of new share capital, for example, may increase profit after tax but may lead to a decrease in profit available to shareholders per ordinary share. Different profit measures may, therefore, provide a different narrative of financial performance.




	Lack of objectivity: the profit measures mentioned cannot be objectively determined. They are all influenced by the particular accounting policies and estimates employed, such as those relating to depreciation, inventories and bad debts. They are also vulnerable to manipulation by managers wishing to present a particular picture of financial health to investors.



	Time period: the period over which profit should be maximised is unclear. This is a serious flaw as conflict can occur between short-term and long-term profit maximisation. It is possible, for example, to maximise short-term profits at the expense of long-term profits.



	Risk: the goal of profit maximisation takes no account of the risks involved. Shareholders, however, are normally very concerned with risk. To protect their investment, they may shy away from high-risk projects even though they have the potential to generate large profits.



	Opportunity cost: suppose that managers decide to reinvest current profits in order to boost future profits. This policy may well be consistent with the goal of profit maximisation, but what if the returns on profits reinvested were lower than those that shareholders could achieve from investing in a similar business with similar levels of risk? It would mean that by reinvesting the profits, rather than distributing them, shareholders are being prevented from maximising their wealth.









Activity 1.2








How might the managers of a business increase short-term profits at the expense of long-term profits? Try to think of at least two ways.







Managers may reduce operating expenses, and so increase short-term profits, by:




	reducing research and development expenditure



	cutting staff training and development



	buying lower-quality materials



	reducing marketing expenditure



	cutting quality control mechanisms.






The methods identified, however, may undermine the long-term competitiveness and performance of the business.





The weaknesses just mentioned do not apply to the goal of shareholder wealth maximisation. It is more precise and, as we shall see in later chapters, takes account of both risk and the opportunity cost of shareholders’ funds.


Do managers really have a choice?


Within a market economy there are strong competitive forces at work to ensure that failure to maximise shareholder wealth will not be tolerated for long. Competition for funds provided by shareholders and competition for managers’ jobs should ensure that the interests of the shareholders prevail. If the managers of a business do not provide the expected increase in shareholder wealth, shareholders have the power to replace the existing management team with a new team that is more responsive to their needs. Alternatively, the shareholders may decide to sell their shares in the business (and, perhaps, reinvest in other businesses that provide better returns in relation to the risks involved). The sale of shares in the business is likely to depress the market price of the shares, which management will have to rectify in order to avoid the risk of takeover. This can be done only by pursuing policies that are consistent with the needs of shareholders.


Real World 1.2 below concerns a recent failed takeover bid and its consequent effect on the target business. It neatly illustrates some of the points raised above.




Real World 1.2







A lesson quickly learned


The failed attempt by Kraft Heinz, the US food business to take over Unilever, the Anglo-Dutch business, can be viewed as a case study in what happens when a business loses sight of the importance of maximising shareholder value. Prior to the failed bid, the chief executive of Unilever, Paul Polman, was an outspoken critic of the shareholder value approach. Instead, he demonstrated a concern for environmental, social and corporate governance issues as a means of promoting the interests of all stakeholders.


The takeover bid came as a shock to the Unilever board, despite growing evidence that shareholder returns were disappointing when compared with those of the business’s main rivals. Once the bid had been withdrawn, the board recognised that things could not simply carry on as before. It, therefore, announced a 12 per cent increase in dividends as well as a share buyback programme. It doubled planned cost cuts to two billion euros by 2020, to boost profit margins, and announced a strategic review of business operations to find ways ‘to accelerate delivery of value for the benefit of our shareholders’. The overall effect of these initiatives was to cause the share price to rise to the Kraft Heinz bid price, thereby making Unilever a less attractive takeover target to prospective bidders.


Sources: Based on information in Vermaelen T. (2017) Unilever: Why firms should maximise shareholder value, https://knowledge.insead.edu/blog/insead-blog/unilever-why-firms-should-maximise-shareholder-value-5336 27 February; A.Edgecliffe-Johnson (2018) Unilever chief admits Kraft Heinz bid forced compromises ft.com, 27 February; P. Jarvis (2017) Unilever reviewing options for change after Kraft Heinz bid fails chicagotribune.com, 22 February.





It should be mentioned that managers are usually encouraged to maximise shareholder wealth through their remuneration arrangements. Financial incentives are normally on offer to help align the interests of the managers with those of the shareholders. These incentives, which are often linked to share price performance, may take the form of bonus payments and awards of shares in the business.


Criticisms of shareholder wealth maximisation


Critics of the shareholder wealth maximisation objective believe that many of the problems of modern business can be laid at its door. It has been argued, for example, that the relentless pursuit of this objective will lead businesses to implement measures such as cost cutting, redundancies and forcing suppliers to lower prices. These measures can be carried to a point where serious conflict can arise between the various stakeholders (shareholders, employees, suppliers and so on) associated with a business. As a result, the business becomes weakened and incapable of exploiting profitable opportunities.


While the kind of behaviour mentioned may well occur, it is difficult to see how it would be consistent with the goal of maximising shareholder wealth.





Activity 1.3








Can you see why?







As mentioned earlier, shareholder wealth maximisation is a long-term goal and the sort of behaviour described would only undermine the achievement of this goal.





A further criticism made is that, by making shareholders the dominant group, other stakeholders will feel like second-class citizens and so will not fully engage with the business. Shareholder wealth maximisation cannot be achieved if other stakeholders are unhappy with their lot. Discontented staff can lead to low productivity and strikes. Discontented suppliers can lead to the business being given lower ordering priority and receiving slower deliveries in the future. In both cases, the wealth of shareholders will be adversely affected. At the very least, this means that the needs of other stakeholders must be considered if shareholder wealth maximisation is to be successfully pursued.


A final criticism is that shareholder wealth maximisation encourages unethical behaviour. In a highly competitive environment, managers are under huge pressure to produce the returns that shareholders require. To achieve these returns, they may be tempted to act in unethical ways.





Activity 1.4








Can you think of three examples of what managers might do in pursuit of higher returns that would be regarded by most people as unethical?







These might include:




	exploiting child labour in underdeveloped countries



	polluting the environment in order to cut costs



	paying bribes to government officials in order to secure contracts



	subjecting employees to dangerous working conditions in order to cut costs



	evading taxation on profits and gains through ‘creative accounting’ methods



	abusing market power by delaying payments to small suppliers



	covering up safety defects in the products sold in order to avoid compensation claims.






You may have thought of others.





The rise of globalised businesses, so it is argued, has driven some of the unethical behaviour that has been reported. It is claimed that managers dealing with operations in remote locations may often find it easier to escape their ethical obligations.


The kind of behaviour mentioned above cannot be reconciled with the goal of shareholder wealth maximisation. To survive and prosper over the longer term, a business needs the approval of the society in which it operates. Increasingly, society expects high standards of business behaviour, and so it may well be that ethical behaviour has become a necessary condition for maximising shareholder wealth. We shall return to this point a little later in the chapter. However, let us conclude this section with a cautionary tale. Real World 1.3 reveals how one well-known retailer was hit by allegations of improper conduct towards its employees and other failings. This coincided with a plummeting share price.




Real World 1.3







Not being a good sport


Following a halved share price over the last six months, and a value that has fallen by £1.6bn over the last three, Sports Direct has been formally relegated from the London Stock Exchange FTSE 100. Every quarter, a review takes place on the 100 most valuable listed firms and at close of business on Tuesday [1 March 2016], The Guardian reported that Sports Direct was ranked at 142.


In December, a Guardian investigation revealed thousands of temporary Sports Direct warehouse workers as being underpaid, receiving hourly rates effectively below the minimum wage. Undercover reporters employed inside the retailer’s warehouse in Shirebrook, Derbyshire, discovered thousands of workers were subject to unorthodox searches and surveillance, and that staff were terrified to take time off work.


In riposte, the sporting goods retailer announced a pay rise for staff, as well as a review of agency staff terms and conditions, which was to be overseen personally by its founder Mike Ashley.


It has denied that minimum wage law isn’t being met, but Ashley’s review in the treatment of his employees is not expected to emerge for several weeks. Meanwhile, local MPs are to visit the company’s warehouse on 21 March.


‘This should be a cautionary tale for companies who treat their workers badly’, said Frances O’Grady, General Secretary of the TUC. ‘The reputational and financial damage Sports Direct has suffered is of its own making. Subjecting staff to workhouse conditions is not the way to build a successful business. Shareholders must demand root and branch changes or Sports Direct’s name will continue to be dragged through the mud.’


‘It is hardly surprising that Sports Direct has fallen out of the FTSE 100’, added Ashley Hamilton Claxton, Corporate Governance manager at Sports Direct shareholder, Royal London Asset Management. ‘Over the long term, shareholder value is intrinsically linked to corporate governance and companies ignore this at their peril. The long list of corporate governance failings at Sports Direct is a contributing factor in its fall from the FTSE 100 in our view.’


Source: Sabharwal, V. (2016) ‘Sports Direct falls out of FTSE 100’, www.retailgazette.co.uk, 2 March.





Wealth maximisation in practice


There is some evidence that businesses pursue shareholder wealth maximisation as their main goal, or at least claim to do so. These claims often adorn their annual reports and websites. Real World 1.4 provides five examples of businesses that seek to maximise shareholder wealth (or shareholder value, as it is often called).




Real World 1.4







Something of value


Ferguson plc, a distributer of plumbing and heating products, states:


The Board is committed to maximising shareholder value.


Permanent TSB Group Holdings plc, an Irish retail bank, claims:


The bank’s governing objective is to maximise shareholder value over the long term.


Imperial Minerals plc, a mining business, states:


In the longer term, the Group aims to maximise shareholder value through the allocation of its resources towards the sourcing, vetting and securing of one or more natural resources exploration, development or production assets in order to develop the Group into a self-sustained natural resources business.


The chairman of Just Group plc, a financial services group, states:


My focus is on maximising shareholder value, with no options excluded.


Diamond Corp plc is a diamond producer that is focused on:


Maximising shareholder value through the development of high-margin diamond production assets.


Sources: Ferguson plc, Annual Report and Accounts 2018, p.13; Permanent TSB Group Holdings plc, www.permanenttsbgroup.com, accessed 26 November 2018; Imperial Minerals plc, Corporate Governance, www.imperialminerals.com, accessed 26 November 2018; Diamond Corporation plc, www.diamondcorpplc.uk, accessed 26 November 2018.





The stakeholder approach


Those who are uncomfortable with the idea that a business should be run for the principal benefit of shareholders often propose a stakeholder approach as an alternative. This approach is not very clearly defined and varying views exist as to what it is and what it entails. In broad terms, however, it embodies the idea that a business should serve those groups who may benefit from, or who may be harmed by, its operations.





Activity 1.5








Which groups might be regarded as stakeholders in a business? Try to think of at least five groups. (Hint: We have already mentioned a few in earlier sections.)







Those regarded as stakeholders may include:




	employees



	suppliers



	customers



	lenders



	shareholders



	the community



	government.






This is not an exhaustive list. You may have thought of others.





According to the stakeholder approach, each group with a legitimate stake in the business should have its interests reflected in the objectives that the business pursues. Thus, managers should not simply serve the interests of shareholders but should promote the interests of, and mediate between, various stakeholder groups.


This alternative approach acknowledges the interest of the shareholders in a business but does not accept that this particular interest should dominate. This may seem strange given the fact that shareholders are effectively the owners of a business. Supporters of the stakeholder approach, however, tend to view things from a different perspective. They argue that a business corporation is a separate legal entity, which no one really owns. They also argue that the business is essentially a web of contracts. That is, contracts exist between the business, which is at the centre of the web, and its various stakeholder groups such as suppliers, employees, managers, lenders and so on. The contract between the business and its shareholders forms just one part of this web.


Other arguments can be used to diminish the relative importance of shareholders within a business. These are often based on the view that shareholders are more remote and less engaged than other stakeholders. Thus, it is claimed that shareholders can, by having a diversified share portfolio, diversify away risks associated with their investment in the business whereas employees, for example, cannot diversify away their employment risks. Furthermore, shareholders can sell their shares within seconds whereas other stakeholder groups, such as employees, suppliers and lenders, cannot usually exit from the business so easily.





Activity 1.6








Is it always possible for shareholders to exit from a business easily? Can you think of an example where it may be difficult for a shareholder to sell shares in a business?







One important example is a shareholder wishing to sell shares in a small business that does not have its shares traded on a stock exchange. Many family-owned businesses would fit into this category. It may be difficult to find a buyer and there may also be restrictions on the right to sell shares. It is worth pointing out that small businesses are far more numerous than large businesses that have shares listed on a stock exchange.






Problems with the stakeholder approach


A major difficulty with the stakeholder approach is that it does not offer a simple, clear-cut objective for managers to pursue and for which to account. Considering the needs of the various stakeholder groups will inevitably lead a business to having multiple objectives. It has been pointed out, however, that this means no objectives at all. To implement this approach, the managers must consider the competing needs of all the various stakeholder groups and then carefully weigh these before embarking on any course of action. An obvious question that arises is, ‘How is this done?’ In the absence of a well-reasoned method of doing this, there really is no effective objective to pursue.


Adopting this approach will add to the problems of accountability for two reasons. The first is that there is no clear way in which we can determine whether there has been an improvement or deterioration in performance during a particular period. The fact that, say, profit is lower than in previous periods may be caused by the pursuit of other legitimate objectives. The second reason is that multiple objectives can be used by managers as a convenient smokescreen behind which they can pursue their own objectives. It can, therefore, provide an incentive for them to promote the stakeholder approach at the expense of shareholder wealth maximisation.


A final problem with the stakeholder approach is that it raises many thorny questions concerning the identification and treatment of the various stakeholder groups. Who are the stakeholders? Should a broad view be taken so that many stakeholder groups are included or should a narrow view be taken so as to include only those with close links to the business? Are competitors considered to be stakeholders of the business? Should all stakeholder groups benefit equally from the business or should those that contribute more receive more? If it is the latter, how will the benefits attributable to each group be determined? Should stakeholder groups that contribute nothing to the business, but are affected by its actions, receive any benefits and, if so, how will these benefits be determined? Although such questions may create endless happy hours of debate for academics, there seems little chance that they will be resolved in a way that provides clear decision rules for managing a business.


Shareholders versus stakeholders


When comparing the shareholder and stakeholder approaches, a few points are worth making. First, the gulf between the two may not be as wide as is sometimes portrayed. We saw earlier that, in pursuit of shareholder wealth maximisation, managers must take account of the needs of other stakeholders. Factors such as customer satisfaction, employee morale and status within the community will determine the degree of success in achieving their ultimate objective. Balancing the needs of the various stakeholder groups must feature, therefore, in management decisions.


A second point is that shareholders are not an exclusive group. Other stakeholders may become shareholders if they so wish. They may acquire shares directly through the market or indirectly through, for example, membership of an employee share purchase scheme. Thus, by widening share ownership, the potential for conflict between shareholders and other stakeholders may be reduced.


Perhaps we can sum up the discussion concerning the two approaches by saying that, within a competitive market economy, the shareholder approach has more to commend it. The quest for shareholder wealth maximisation provides a convincing business objective. It is, however, by no means perfect. The potential for conflict between shareholders and other stakeholders undoubtedly exists.


A paradox


Let us now turn our attention to how a business should go about maximising shareholder wealth. It is often argued that this involves concentrating on controlling costs, increasing revenues and ensuring that only opportunities offering clear, wealth-maximising outcomes are undertaken. An interesting counterargument, however, is that such a narrow focus may prove to be self-defeating and that shareholder wealth maximisation is more likely to be achieved when pursued indirectly. It has been claimed that those who are most successful in generating wealth are often seized by a passion to develop the best possible product or to provide the best possible service for their customers. If a business concentrates its efforts on the challenges that this entails, financial rewards usually follow. To maximise shareholder wealth, therefore, it may be best for a business to concentrate on something else.


Real World 1.5 is an extract from an article written by John Kay in which he points out that the world’s richest individuals are often not driven by cravings for wealth or material gain.




Real World 1.5







How to make real money


Sam Walton, founder and principal shareholder of Wal-Mart, the world’s largest retailer, drove himself around in a pick-up truck. ‘I have concentrated all along on building the finest retailing company that we possibly could. Period. Creating a huge personal fortune was never particularly a goal of mine,’ Walton said. Still, five of the top ten places in the Forbes rich list are occupied by members of the Walton family . . .


Warren Buffett, the most successful investor in history, still lives in the Omaha bungalow he bought almost fifty years ago and continues to take pleasure in a Nebraskan steak washed down with cherry Coke. For Buffett, ‘It’s not that I want money. It’s the fun of making money and watching it grow.’


The individuals who are most successful in making money are not those who are most interested in making money. This is not surprising: the principal route to great wealth is the creation of a successful business, and building a successful business demands exceptional talents and hard work. There is no reason to think that these characteristics are associated with greed and materialism: rather the opposite. People who are obsessively interested in money are drawn to get-rich-quick schemes rather than to business opportunities, and when these schemes come off, as occasionally they do, they retire to their villas in the sun . . .

















	FT


	Source: Kay, J. (2012) Forget how the crow flies, Financial Times, 17 January, p. 21.
© The Financial Times Limited 2019. All Rights Reserved.
















BALANCING RISK AND RETURN


All decisions attempt to influence future outcomes and financial decisions are no exception. The only thing certain about the future, however, is that we cannot be sure what is going to happen. There is a risk that things will not turn out as planned, and this should be taken into account when making financial decisions.


As in other aspects of life, risk and return tend to be related. Evidence shows that returns often relate to risk in the way shown in Figure 1.3.




[image: Images]




Figure 1.3 Relationship between risk and return











Activity 1.7








Look at Figure 1.3 and state, in broad terms, where an investment in:




	(a)a government savings account, and



	(b)shares in an oil exploration business






should be placed on the risk–return line.







A government savings account is normally a very safe investment. Even if a government is in financial difficulties, it can always print more money to repay investors. Returns from this form of investment, however, are normally very low.


Investing in shares in a commercial business runs a risk of losing part or, possibly, the entire amount invested. Moreover, oil exploration carries more risk than many types of business activity. It can, however, produce very high, positive returns.


Thus, the government savings account should be placed towards the far left of the risk–return line and the oil business shares towards the far right.





This relationship between risk and return has important implications for the shareholders of a business. They will require a minimum return to induce them to invest at all, but will require an additional return to compensate for taking risks; the higher the risk, the higher the required return. Thus, future returns from an investment must be assessed in relation to the likely risks involved. As stated earlier, managers who pursue the shareholder wealth maximisation objective should choose investments that provide the highest returns in relation to the risks involved.


The turmoil in the banking industry has shown that the right balance between risk and return is not always struck. Some banks have taken excessive risks in pursuit of higher returns, with disastrous consequences. Real World 1.6 discusses the implications of this for the future of banking.





Real World 1.6








Banking on change


The taxpayer has become the majority shareholder in the Royal Bank of Scotland (RBS). This change in ownership, resulting from the huge losses sustained by the bank, will shape the future decisions made by its managers. This does not simply mean that it will affect the amount that the bank lends to homeowners and businesses; rather, it is about the amount of risk that it will be prepared to take in pursuit of higher returns.


In the past, those managing banks such as RBS saw themselves as producers of financial products that enabled banks to grow faster than the economy as a whole. They didn’t want to be seen as simply part of the infrastructure of the economy. It was too dull. It was far more exciting to be seen as creators of financial products that generated huge profits and, at the same time, benefited us all through unlimited credit at low rates of interest. These financial products, with exotic names such as ‘collateralised debt obligations’ and ‘credit default swaps’, ultimately led to huge losses that taxpayers had to absorb in order to prevent the banks from collapse.


Now that many banks throughout the world are in taxpayers’ hands, they are destined to lead a much quieter life. They will have to focus more on the basics such as taking deposits, transferring funds and making simple loans to customers. Is that such a bad thing?


The history of banking has reflected a tension between carrying out their core functions and the quest for high returns through high-risk strategies. It seems, however, that for some time to come they will have to concentrate on the former and will be unable to speculate with depositors’ cash.


Source: Based on information in Peston, R. (2008) ‘We own Royal Bank’, BBC News, www.bbc.co.uk, 28 November.













BEHAVING ETHICALLY


The pursuit of shareholder wealth maximisation has gained impetus in recent years. One of the effects of the global deregulation of markets and of technological change has been to provide investors with greater opportunities to increase their returns. They are now able to move their funds around the world with comparative ease. This has increased competition among businesses for investment funds and has put managers under greater pressure to produce returns that are attractive in international, rather than merely national, terms.


Given these pressures, there is a risk that shareholder wealth maximisation may be pursued by managers using methods that are generally regarded as unethical. Examples of such behaviour were considered earlier in the chapter. Nevertheless, some managers may feel that even unethical behaviour can be justified because ‘all is fair in business’. Professor Rose, however, points out that responsibility to maximise the wealth of shareholders ‘does not mean that managers are being asked to act in a manner which absolves them from the considerations of morality and simple decency that they would readily acknowledge in other walks of life’ (see reference 1 at the end of the chapter). When considering a particular course of action, managers should therefore ask themselves whether it conforms to accepted moral standards, whether it treats people unfairly and whether it has the potential for harm.


Despite the examples of unethical acts that have attracted publicity over recent years, it would be unfair to conclude that most businesses are involved in unethical activities. Nevertheless, revelations of unethical practice can be damaging to the entire business community. Lying, stealing and fraudulent behaviour can lead to a loss of confidence in business and the imposition of tighter regulatory burdens. In response to this threat, businesses often seek to demonstrate their commitment to acting in an honest and ethical way.


One way of doing this is to develop, and adhere to, a code of ethics concerning business behaviour. Real World 1.7 provides an example of one such code.




Real World 1.7







The only way is ethics


The Sage Group is a global provider of business management software. It has a code of ethics, which states that the business:


will operate responsibly and in accordance with all relevant laws and regulations.
Specifically, we will:




	promote ethical business practice



	ensure equal opportunities



	provide a safe and healthy work environment



	value diversity in the workplace



	trade ethically



	provide a safe route for people to highlight non-compliance.






These practices sit alongside our principles of trust, integrity, simplicity, agility and innovation and together act at the heart of all our dealings and drive the way we work for the benefit of our people, customers, suppliers, shareholders and other stakeholders.


Source: Code of Ethics, Sage Group plc, www.sage.com, accessed 26 November 2018.





Ethical behaviour and the pursuit of shareholder wealth maximisation need not conflict. Indeed, some believe that high ethical standards may be a necessary condition for wealth maximisation.





Activity 1.8








Can you think why this may be the case?







When customers, suppliers and employees are treated fairly and with integrity, a business is more likely to flourish over the longer term. Stakeholders will demonstrate a greater sense of commitment and loyalty towards the business, which can be vitally important during difficult periods.





In recent years, attempts have been made to demonstrate a link between high ethical standards and superior financial performance over time. Real World 1.8 describes one of these.




Real World 1.8







Does fame lead to gain?


The Ethisphere Institute is a well-known organisation that promotes ethical business practices. Each year it produces a list of the World’s Most Ethical Companies. The criteria used for evaluating businesses cover various aspects, including corporate governance, compliance programmes, culture of ethics, reputation and corporate citizenship.


To see whether investing in ethical businesses led to superior investor returns, one study created an investment portfolio of businesses that were included in the list of the World’s Most Ethical Companies as well as being listed on a US stock market. For the period 2007–2011, returns from this portfolio were then compared to the market returns, as measured by a market index (S&P 500). After adjusting for differences in risk, the study found that the portfolio of ethical businesses consistently outperformed the market. Investing in the portfolio generated returns up to 8% higher than expected during periods when the market was rising as well as when it was falling. The authors of the study argued that this latter finding suggested that ethical businesses benefit from special protection in times of crises.


Source: Carvalho, A. and Areal, N. (2016) ‘Great Places to Work®: resilience in times of crisis’, Human Resource Management, vol. 55, no. 3, pp. 479–98.





While the above findings are interesting, we should be cautious in drawing conclusions. Perhaps ethical practices do not drive superior performance but rather well-managed, high performing businesses tend to adopt ethical practices.


Ethics and the finance function


Integrity and ethical behaviour are particularly important within the finance function, where many opportunities for sharp practice exist. To demonstrate their commitment to integrity and ethical behaviour, some businesses provide a code of standards for their finance staff. Real World 1.9 provides an example of one such code.




Real World 1.9







Code calling


Vodafone plc, the telecommunications business, has a code of ethics for its chief executive and senior finance and accounting staff. The code states that they to have a duty to:


. . . act with integrity. Integrity requires, among other things, being honest and candid. Deceit, dishonesty and subordination of principle are inconsistent with integrity. Service to the Company should never be subordinated to personal gain and advantage.
The code specifically states that they must:




	act with integrity, including being honest and candid while still maintaining the confidentiality of Company information where required or in the Company’s interests;



	observe, fully, applicable governmental laws, rules and regulations;



	comply with the requirements of applicable accounting and auditing standards and Company policies in the maintenance of a high standard of accuracy and completeness in the Company’s financial records;



	adhere to a high standard of business ethics and not seek competitive advantage through unlawful or unethical business practices; and



	avoid conflicts of interest wherever possible. Anything that would be a conflict for a Relevant Officer will also be a conflict if it is related to a member of his or her family or a close relative.






Source: Vodafone plc, Code of Ethics, accessed 13 February 2019 www.vodafone.com





Although there may be rules in place to try to prevent sharp practice, these will provide only a partial answer. The finance staff themselves must appreciate the importance of fair play in building long-term relationships for the benefit of all those connected with the business.










PROTECTING SHAREHOLDERS’ INTERESTS


In recent years, the issue of corporate governance has generated much debate. The term is used to describe the ways in which businesses are directed and controlled. Corporate governance is important because in businesses of any size, those who own the company (that is, the shareholders) are usually divorced from the day-to-day control of the business. The shareholders employ professional managers (known as directors) to manage the business for them. These directors may, therefore, be viewed as agents of the shareholders (who are the principals).


Given this agent–principal relationship, it may seem reasonable to assume that the best interests of shareholders will guide the directors’ decisions. In other words, the directors will seek to maximise the wealth of the shareholders. However, in practice this does not always occur. Directors may be more concerned with pursuing their own interests and so a conflict can occur between their interests and those of the shareholders.





Activity 1.9








What sort of interests might the directors pursue that would benefit themselves, but which may conflict with the interests of shareholders? Try to think of at least two.







These interests may include:




	increasing their pay and bonuses,



	negotiating perquisites (perks), such as expensive cars, overseas visits and lavish offices,



	improving their job security, and



	increasing their status and power within the business.









It can be argued that in a competitive market economy, this agency problem, as it is termed, should not persist over time. The competition for the funds provided by shareholders, and competition for directors’ jobs, should ensure that the interests of the shareholders will prevail. However, if competitive forces are weak, or if information concerning the directors’ activities is not available to shareholders, the risk of agency problems will be increased. Shareholders must be alert to such risks and should take steps to ensure that the directors operate the business in a way that is consistent with shareholder needs.


Protecting through rules


Where directors pursue their own interests at the expense of the shareholders, it is clearly a problem for the shareholders. However, it may also be a problem for society as a whole.





Activity 1.10








Can you think why directors pursuing their own interests, rather than those of shareholders, may be a problem for society as a whole?







If shareholders believe that their funds will be mismanaged, they will be reluctant to invest. A shortage of funds will lead to businesses making fewer investments. Furthermore, the costs of finance will increase as businesses compete for what limited funds are available. A lack of concern for shareholders can therefore have a profound effect on the performance of individual businesses and, with this, the health of the economy.





To avoid these problems, most competitive market economies have a framework of rules to help monitor and control the behaviour of directors. These rules are usually based around three guiding principles:




	Disclosure. This lies at the heart of good corporate governance. Adequate and timely disclosure can help shareholders to judge the performance of the directors. Where performance is considered unsatisfactory this will be reflected in the price of shares. Changes should then be made to ensure the directors regain the confidence of shareholders.



	Accountability. This involves defining the roles and duties of the directors and establishing an adequate monitoring process. In the UK, the law requires that the directors of a business act in the best interests of the shareholders. This means, among other things, that they must not try to use their position and knowledge to make gains at the expense of the shareholders. The law also requires larger businesses to have their annual financial statements independently audited. The purpose of an independent audit is to lend credibility to the financial statements prepared by the directors.



	Fairness. Directors should not be able to benefit from access to ‘inside’ information that is not available to shareholders. As a result, both the law and the London Stock Exchange place restrictions on the ability of directors to buy and sell the shares of the business. One example of these restrictions is that the directors cannot buy or sell shares immediately before the announcement of the annual trading results of the business or before the announcement of a significant event, such as a planned merger or the loss of the chief executive.









Activity 1.11








What consequences for stock markets may arise from a failure to ensure that directors do not benefit from inside information?







Buying and selling shares must be seen as a ‘fair game’ where all investors have access to the same information. Where investors feel that the dice is loaded and directors can benefit from inside information, they are unlikely to invest.





The guiding principles are set out in Figure 1.4.




[image: Images]




Figure 1.4 Principles underpinning a framework of rules








Strengthening the framework of rules


The number of rules designed to safeguard shareholders has increased considerably over the years. This has been in response to weaknesses in corporate governance procedures that have been exposed, through well-publicised business failures and frauds, excessive pay increases to directors, and evidence that financial reports were being ‘massaged’ so as to mislead shareholders.


The most important development has been the introduction of the UK Corporate Governance Code, which sets out best practice on corporate governance for large businesses listed on the London Stock Exchange. It is produced by the Financial Reporting Council, an independent regulator that seeks to promote high quality corporate governance and accountability. The UK Code deals with such matters as the role and remuneration of directors, their relations with shareholders, and their accountability. In Real World 1.10, the key principles underpinning the code are described.




Real World 1.10







The UK Corporate Governance Code


The UK Code takes the view that good corporate governance is of vital importance to the long-term success of a business. It sets out a number of key principles rather than rigid rules. These principles, which are grouped into five main areas, are summarised below.


Board leadership and company purpose


The Code states that the board of directors should be committed to the long-term sustainability of the business. Furthermore, it should seek to generate shareholder value and to contribute to society more generally. The board is responsible for setting out the objectives and strategy of the business and for promoting a culture that aligns with these. It is also responsible for ensuring that the business has the resources needed to pursue its objectives. Finally, the board is expected to engage with shareholders and stakeholders and to ensure workforce policies and practices mirror the values of the business.


Division of responsibilities


This area concerns the roles and responsibilities of board members. The Code states that there should be a chair to provide leadership for the board. This will involve fostering good relations among board members and encouraging open, constructive debate. To facilitate debate, board members should receive all necessary information in a timely manner. Board composition should reflect a suitable mix of executive and non-executive directors. The role of the latter is to offer advice and guidance and to constructively challenge the plans and policies of the executive directors. To ensure that no single individual has unfettered power, the Code states that leadership of the board should be separate from leadership of the day-to-day management of the business. Finally, the board should have everything it needs in order to operate effectively.


Composition, succession and evaluation


This area is concerned with the effectiveness of the board. The Code states that procedures for appointing board members and for succession planning should be in place and these should be both transparent and rigorous. Board appointments should be based on merit and should promote diversity. Furthermore, the board should contain a suitable combination of skills, knowledge and experience. To maintain a vibrant board, its membership should be renewed regularly. As a check on its effectiveness, the board, along with individual members, should be subject to annual evaluation.


Audit, risk and internal control


This area focuses on the issue of risk. The Code states that the board should ensure that suitable controls are in place to manage risk. Furthermore, it should ensure the internal and external audit functions within the business operate effectively. This is of vital importance in protecting the reliability of financial and other statements provided by the business. The board should also identify the key risks the business is prepared to take in pursuit of its objectives. To enhance accountability, the board should provide a fair and impartial evaluation of the business’s position and prospects.



Remuneration


This final area deals with the thorny issue of executive remuneration. The Code states that remuneration policies should be attuned to the need for long-term sustainable success and should be consistent with the long-term plans of the business. It further states that executive remuneration should be clearly related to the achievement of the business’s objectives. When developing remuneration policies, account should be taken of business and individual performance, along with any wider issues. Finally, procedures for developing the remuneration package of directors and other senior executives should be transparent and should ensure that individual directors are prevented from setting their own remuneration.


The above principles are accompanied by more detailed provisions and supporting guidance.


Source: Based on information in The UK Corporate Governance Code, July 2018, Financial Reporting Council. www.frc.org.uk





Businesses listed on the London Stock Exchange are expected to comply with the requirements of the UK Code or must give their shareholders good reason why they do not. Failure to do one of these can lead to the company’s shares being suspended from listing.





Activity 1.12








Why might this be an important sanction against a non-compliant business?







A major advantage of a Stock Exchange listing is that it enables investors to sell their shares whenever they wish. A business that is suspended from listing would find it harder and, therefore, more expensive to raise funds from investors because there would be no ready market for the shares.





Listed businesses usually comply with the provisions of the Code. A recent survey found that more than 95 per cent of the largest 350 listed businesses adhere to all, or all but one or two, of its provisions (see reference 2 at the end of the chapter).


It is generally believed that the Code has improved the quality of information available to shareholders. It has also resulted in better checks on the powers of directors, and provided greater transparency in corporate affairs. However, rules can only be a partial answer. Ultimately, good corporate governance behaviour depends on a healthy corporate culture. By this we mean the values, attitudes and behaviour displayed towards the various stakeholders, as discussed earlier. Thus, effective governance rules rely on managers adhering to high standards of integrity and accountability.


Rulemaking is a tricky business. Where corporate governance rules are too tightly drawn, entrepreneurial spirit may be stifled and risk taking may be discouraged. However, problems can also arise where rules are too loosely drawn.





Activity 1.13








Can you think of a possible problem with corporate governance rules that are too loosely drawn?







In this case, it would be easier for unscrupulous directors to find ways around them.





Thus, when creating corporate governance rules, a balance must somehow be struck between the need to protect shareholders and other stakeholders and the need to encourage entrepreneurial behaviour.










SHAREHOLDER INVOLVEMENT


Improving corporate governance has focused mainly on developing a framework of rules for managing businesses listed on the London Stock Exchange. While rules are important, it is also important for the shareholders who own the businesses to play their part by actively monitoring and controlling the behaviour of directors. In this section, we identify the main shareholders of listed businesses and discuss their role in establishing good corporate governance. We also consider why there has been greater shareholder activism in recent years.


Who are the main shareholders?


Real World 1.11 provides an analysis of the ownership of shares in UK-listed businesses at the end of 2016.




Real World 1.11







Going overseas


The breakdown of ownership of UK listed shares as at 31 December 2016 is as shown in Figure 1.5.




[image: Images]




Figure 1.5 Ownership of UK listed shares, end of 2016








Looking at the changes in the ownership of listed shares over the years shows two striking features:
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The figure shows the main tasks of the finance function and their key relationships.
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Even at zero risk a certain level of return will be required. This will increase as the level of risk
increases.
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A large portion of the shares in UK listed businesses are held by those outside the UK. Shares

held by those within the UK are concentrated in the hands of financial institutions.
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The figure shows the three overlapping roles of management.





