F9 Financial Management

Chapter 2 Financial Management Environment
	SYLLABUS
1.
The economic environment for business
(a)
Identify and explain the main macroeconomic policy targets.

(b)
Define and discuss the role of fiscal, monetary, interest rate and exchange rate policies in achieving macroeconomic policy targets.

(c)
Explain how government economic policy interacts with planning and decision-making in business.
(d)
Explain the need for, and the interaction with, planning and decision-making in business of:

(i)
competition policy

(ii)
government assistance for business

(iii)
green policies

(iv)
corporate governance regulation.

2.
The nature and role of financial markets and institutions
(a)
Identify the nature and role of money and capital markets, both nationally and internationally.

(b)
Explain the role of financial intermediaries.

(c)
Explain the functions of a stock market and a corporate bond market.

(d)
Explain the nature and features of different securities in relation to the risk/return trade-off.

3.
The nature and role of money market
(a)
Describe the role of the money markets in:

(i)
Providing short-term liquidity to industry and the public sector

(ii)
Providing short-term trade finance

(iii)
Allowing an organization to manage its exposure to foreign currency risk and interest rate risk

(b)
Explain the role of banks and other financial institutions in the operation of the money markets.

(c)
Explain the characteristics and role of the principal money market instruments:

(i)
Interest-bearing instruments

(ii)
Discount instruments

(iii)
Derivative products
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1.
Macroeconomic Targets
1.1
Government objectives

1.1.1
Government objectives for the economy are referred to as macroeconomic objectives or targets. The three main targets are usually:

	Targets
	Explanation

	Economic growth
	· It is measured by changes in national income from one year to the next and is important for improving living standards.

	Full employment
	· It applies in particular to the labour force. The aim is to achieve both full and stable employment.

	Price stability
	· It means little or no inflation putting upward pressure on prices.

	Inflation
	· It means managing price inflation to a low, stable level.

· Inflation is viewed as a problem as if a country has a higher rate of inflation than its major trading partners, its exports will become relatively expensive.

	Balance of payments
	· It relates to the ratio of imports to exports.

· A payment surplus would mean the value of exports exceeds that of imports.

· A payment deficit would occur where imports exceed exports.

· Deficits in external trade might also be damaging for the prospects of economic growth.


1.2
Government policies

1.2.1
Policies for achieving macroeconomic targets
	Policy type
	Definition

	Fiscal policy
	How much the government decides to spend, and to raise as tax revenue

	Monetary policy
	Control over the money supply and of interest rates

	Exchange rate policy
	If the value of the local currency is forced down in value it makes imports more expensive and exports cheaper

	Competition policy
	Policies to encourage competition, e.g. blocking takeovers

	Green policy
	Policies to encourage protection of the environment


1.3
Competition policy

1.3.1
The government influences markets in various ways, one of which is through direct regulation (e.g. the Competition and Markets Authority in the UK).

1.3.2
Market failure is said to occur when the market mechanism (the interaction of supply and demand to result in a market clearing and quantity supplied/demanded) fails to result in economic efficiency, and therefore the outcome is sub-optimal.
1.3.3
An important role of the government is the regulation of private markets where these fail to bring about an efficient use of resources. In response to the existence of market failure, and as an alternative to taxation and public provision of production, the state often resorts to regulating economic activity in a variety of ways.
1.3.4
Of the various forms of market failure, the following are the cases where regulation of markets can often be the most appropriate policy response.

	Market failure
	Explanation

	Imperfect competition
	· Where one company’s large share or complete domination of the market is leading to inefficiency or excessive profits, the state may intervene, for example through controls on prices or profits, in order to try to reduce the effects of this power.

	Social costs
	· A possible means of dealing with the problem of social costs or externalities (外部影響) is via some form of regulation.
· Regulations might include, for example, controls on emissions of pollutants, restrictions on car use in urban areas, the banning of smoking in public buildings, or compulsory car insurance.

	Imperfect information
	· Regulation is often the best form of government action whenever informational inadequacies are undermining the efficient operation of private markets.
· This is particularly so when consumer choice is being distorted.

	Equity
	· The government may also resort to regulation to improve social justice.



	6.
A government has adopted a contractionary fiscal policy.

How would this typically affect businesses?

A
Higher interest rates and higher inflation

B
Lower taxes and higher government subsidies

C
Higher taxes and lower government subsidies

D
Lower inflation and lower interest rate

7.
A government follows an expansionary monetary policy.

How would this typically affect businesses?
A
Higher demand from customers, lower interest rates on loans and increased availability of credit

B
A contraction in demand from customers, higher interest rates and less available credit

C
Lower taxes, higher demand from customers but less government subsidies/available contracts

D
Lower interest rates, lower exchange rates and higher tax rates
8.
As the economy booms and approaches the limits of productivity at a point in time, a manufacturing business would typically feel which one of the following effects?
A
Increased inflation (higher sales prices and higher costs), difficulty in finding suitable candidates to fill roles and higher interest rates

B
High export demand, increasing growth rates, high inflation and high interest rates

C
Reducing inflation, falling demand, reducing investment, increasing unemployment

D
Higher government spending, lower tax rates, high inflation and low unemployment
9.
Changes in monetary policy will influence which of the following factors?

1
The level of exchange rates

2
The cost of finance

3
The level of consumer demand

4
The level of inflation

A
1 and 2 only

B
2 and 3 only

C
2, 3 and 4 only

D
1, 2,3 and 4

10.
Comment on the validity of the following statements.

1
Demand-pull inflation might occur when excess aggregate monetary demand in the economy and hence demand for particular goods and services enable companies to raise prices and expand profit margins

2
Cost-push inflation will occur when there are increases in production costs independent of the state of demand, e.g. rising raw material costs or rising labour costs

A
Statement 1: True
Statement 2: False

B
Statement 1: True
Statement 2: True

C
Statement 1: False
Statement 2: False

D
Statement 1: False
Statement 2: True
11.
Governments have a number of economic targets as part of their fiscal policy.

Which of the following government actions relate predominantly to fiscal policy?

1
Decreasing interest rates in order to stimulate consumer spending

2
Reducing taxation while maintaining public spending

3
Using official foreign currency reserves to buy the domestic currency

4
Borrowing money from the capital markets and spending it on public works

A
1 only

B
1 and 3 only

C
2 and 4 only

D
2, 3 and 4


(ACCA F9 Financial Management December 2014)
12.
Which of the following is/are usually seen as forms of market failure where regulation may be a solution?

1
Imperfect competition

2
Social costs or externalities

3
Imperfect information

A
1 only

B
1 and 2 only

C
2 and 3 only

D
1, 2 and 3


(ACCA F9 Financial Management December 2014)
13.
The policies pursued by a government may serve various objectives.

Which of the following is not one of the principle objectives of macroeconomic policy?

A
Economic growth

B
Price stability

C
Balance of payments surplus

D
Full employment

14.
Which of the following statements is true?

Statement 1: Monetary policy seeks to regulate the economy by influencing such variables as the level of interest rates and conditions for availability of credit.

Statement 2:
Fiscal policy seeks to influence the economy by managing the amounts which the government spends and the amounts it collects through taxation.

Statement 1

Statement 2

A

True

True

B

True

False

C

False

True

D

False

False

15.
The following statements relate to fiscal policy and demand management.
1
If a government spends more by borrowing more, it will raise demand in the economy

2
A government can reduce demand in an economy by raising taxes
Are the statements true or false?
A
Both statements are true

B
Both statements are false

C
Statement 1 is true and statement 2 is false

D
Statement 2 is true and statement 1 is false

16.
Which of the following statements is/are correct?

(1)
Monetary policy seeks to influence aggregate demand by increasing or decreasing the money raised through taxation

(2)
When governments adopt a floating exchange rate system, the exchange rate is an equilibrium between demand and supply in the foreign exchange market

(3)
Fiscal policy seeks to influence the economy and economic growth by increasing or decreasing interest rates

A
2 only

B
1 and 2 only

C
1 and 3 only

D
1, 2 and 3


(ACCA F9 Financial Management June 2015)
17.
Which of the following government actions would lead to an increase in aggregate demand?

(1)
Increasing taxation and keeping government expenditure the same

(2)
Decreasing taxation and increasing government expenditure
(3)
Decreasing money supply

(4)
Decreasing interest rates

A
1 only

B
1 and 3

C
2 and 4

D
2, 3 and 4



(ACCA F9 Financial Management September 2016)


2.
Financial Institutions
2.1
Types of financial institutions

	Types
	Functions

	Merchant banks
	Provide large corporate loans, often syndicated. Manager investment portfolios for corporate clients

	Pension funds
	Invest to meet future pension liabilities.

	Insurance companies
	Invest to meet future liabilities.

	Venture capital
	Provide long-term capital offered by specialist institutions to SMEs that have a fairly high level of risk.


2.2
Financial intermediaries provide the following functions:
(Dec 09)
	Functions
	Descriptions

	Maturity transformation
	A bank can make a 10-year loan (long-term) while still allowing its depositors to take money out whenever they want; so short-term deposits become long-term investments.

	Aggregation of funds
	A bank can aggregate lots of small amounts of money into a large loan.

	Diversification of risk
	Many individuals may be scared of lending money directly to one particular company because of that company going bankrupt. A bank will be lending money to many companies and will therefore be reducing the risk to themselves and therefore to the individuals whose money they are using.


	Multiple Choice Questions

18.
The following statements have been made about a bank’s rights in relation to its customers:
(i)
The bank has the right to be repaid overdrawn balances on demand, except where the overdraft terms require a period of notice.

(ii)
The bank can use the customers’ money in any legally or morally acceptable way that it chooses.

(iii)
A customer’s money must always be available for immediate withdrawal, irrespective of the terms of the deposit.
Which of the above statements is true?
A
(i) and (ii) only

B
(i), (ii) and (iii)

C
(i) and (iii) only

D
(ii) and (iii) only

19.
Which of the following is/are usually seen as benefits of financial intermediation?
1
Interest rate fixing

2
Risk pooling

3
Maturity transformation
A
1 only

B
1 and 3 only

C
2 and 3 only

D
1, 2 and 3


(ACCA F9 Financial Management Pilot Paper 2014)
20.
Which of the following are financial intermediaries?

(1)
Venture capital organisation

(2)
Pension fund

(3)
Merchant bank

A
2 only

B
1 and 3 only

C
2 and 3 only

D
1, 2 and 3

(ACCA F9 Financial Management June 2015)


	Question 1

Discuss the role of financial intermediaries in providing short-term finance for use by business organisations.
(4 marks)

(ACCA F9 Financial Management December 2009 Q4(a))


3.
Financial Markets
3.1
Concept of financial markets

3.1.1
A financial market brings a firm into direct contact with its investors. The trend to borrowing directly from investors is sometimes called disintermediation.
3.1.2
Financial markets are split into those that provide short-term finance (money markets) and those that provide long-term finance (capital markets).
3.2
Money markets

3.2.1
Money markets – If a company or a government needs to raise funds for short-term (usually less than one year), they can access the money markets and issue:
	Increasing risk to the investor
	
[image: image2]
	(a)
Treasury bills (issued by governments)

	
	
	(b)
Certificates of deposit (issued by companies)

	
	
	(c)
Commercial paper (issued by companies with a high credit rating)

	
	
	(d)
Bills of exchange


3.3
Money market instruments

3.3.1
Money market instruments are traded over the counter between institutional investors. They include interest-bearing instruments, discount instruments and derivatives and can be either negotiable or non-negotiable.

3.3.2
The table below shows some of the money market instruments in the UK.

	Interest-bearing instruments
	Discount instruments
	Derivatives

	Money market deposits
	Treasury bill (T-bill)
	Forwards and futures

	Certificate of deposit (CD)
	Banker’s acceptance (BA)
	Swaps

	Repurchase agreement (Repo)
	Commercial paper (CP)
	Options


3.3.3
Money market deposits – are very short-term loans between banks and depositors. Theses deposits can either be fixed deposit, where the rate of interest and maturity dates are agreed at the time of transaction, or call deposits where the interest is variable and the deposit can be terminated if notice is given.
3.3.4
Certificate of deposit (CD) – is a certificate of receipt for funds deposited at a bank (or other financial institution) for a specified term and paying interest at a specified rate.
CD can be either negotiable or non-negotiable. The holder of a negotiable CD has two options: to hold it until maturity, receiving the interest and the principal or to sell it before maturity at the market price.

3.3.5
Repos – A repurchase agreement is an agreement between two counterparties under which one counterparty agrees to sell a financial instrument to the other on an agreed date for an agreed price, and simultaneously agrees to buy back the instrument from the counterparty at a later date for an agreed higher price.
A repurchase agreement is in effect a loan secured by a marketable financial instrument, usually a treasury bill or a bond. The typical term up to 180 days but is often much shorter. It is an attractive instrument because it can accommodate a wide spectrum of short-term maturities. A repo involves two sets of transactions.

(a)
First on the start date, the dealer sells the security for cash.

(b)
On maturity, the dealer will repay the cash with interest and take back the security.

[image: image3.emf]
3.3.6
Treasury bills – are debt instruments issued by the government with maturities ranging from one month to one year. Most are issued with a maturity of 91 days.
3.3.7
Commercial paper (CP) (商業票據) – is short-term unsecured corporate debt with maturity up to 270 days. The typical term of this debt is 30 days or 60 days. Commercial paper can only be issued by large organisations with good credit ratings, normally to fund short-term expenditure.

A bank organises a CP program for a large company with a duration of several years. Within the term of the program, the company can make issues of CP, up to the maximum limit permitted by the program. The bank administers the program for its corporate client, selling each issue of CP and repaying the CP investors at redemption date.
3.3.8
Banker’s acceptance (BA) (銀行承兌匯票) – are negotiable bills guaranteed by a bank. It is issued by firms to finance commercial transactions such as imports or the purchase of goods.
A bill of exchange is a short-term debt instrument that is issued (‘drawn’) by one person on another (the ‘drawee’). When issued it is in effect a ‘You Owe Me’ instrument. The bill is then accepted by the drawee (who notifies acceptance by signing the bill), when it becomes a promise to pay – an ‘I Owe You’.
A BA is a bill of exchange accepted by a bank. By accepting the bill, the bank is making a promise to pay. If the bank is well-established, a BA therefore has low credit risk.

A bank may agree to accept bills on behalf of a client, in a BA acceptance facility. The client has to repay the bank for the payments made by the bank to settle its BAs, but is financed by the bank between the time of accepting the bill and the time of its settlement.

The drawer of the bill can hold the bill until maturity, when the bank will settle the bill and make the payment. Alternatively the drawer can sell the bill to another investor at a discount, to raise immediate cash. The bank then pays the bill holder at maturity.

3.4
Capital markets

3.4.1
Capital markets – If a company needs to raise funds for the long-term, it can access the capital markets; this is a market on which the following are traded:
	Increasing risk to the investor
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	(a)
Debentures/loan notes (secured on an asset or by covenants)

	
	
	(b)
Junk bonds (unsecured)

	
	
	(c)
Shares traded on the main stock market

	
	
	(d)
Shares in Alternative Investment Market


3.4.2
Primary markets enable organizations to raise new finance, by issuing new shares or new bonds. In the UK, a company must have public company status to be allowed to raise finance from the public on a capital market.

3.4.3
Secondary markets enable investors to buy and sell existing investments to each other.

3.4.4
Secondary markets may be organized on exchanges or may consist of over the counter (OTC) transactions.

3.5
Other financial markets

3.5.1
Commodity markets – which facilitate the trading of commodities (e.g. oil, metals and agricultural produce).
3.5.2
Derivatives markets – which provide instruments for the management of financial risk, such as options and futures contracts.
3.6
International money and capital markets

3.6.1
Larger companies are able to borrow funds on the eurocurrency markets (which are international money markets) and on the markets for eurobonds (international capital markets)

3.6.2
Eurocurrency is currency which is held by individuals and institutions outside the country of issue of that currency. For example, if a UK company borrows US$50,000 from its bank, the loan will be a ‘eurodollar’ loan. London is a major centre of eurocurrency lending and companies with foreign trade might choose to borrow from their bank in another currency.
3.6.3
Eurocurrency markets – Eurocurrency is money deposited with a bank outside its country of origin, e.g. money in a US dollar account with a bank in London is Eurodollars.
Note that these deposits need not be with European banks, although originally most of them were.

3.6.4
Eurobond market – A Eurobond is a bond denominated in a currency which often differs from that of the country of issue. It is long-term loans raised by international companies or other institutions and sold to investors in several countries at the same time. The term of a Eurobond issue is typically 10 to 15 years.
3.7
Securitisation (證券化)
3.7.1
Securitisation is the process of converting illiquid assets into marketable asset-backed securities. These securities are backed by specific assets and are normally called asset-backed securities (ABS).
3.7.2
The oldest and historically most common type of asset securitization is the mortgage-backed bond or security (MBS).
3.7.3
Very simplistically, the process is as follows:

(a)
A financial entity can purchase a number of mortgage loans from banks.

(b)
The entity pools the mortgage loans together.

(c)
The entity issues bonds to institutional investors. The money raised from issuing bonds is used to pay for the mortgage loans.

(d)
The institutional investors now have the right to receive the principal and interest payments made on the mortgage.

3.7.4
Today, virtually anything that has a cash flow (e.g. a loan, a public works project, or a receivable balance) is a candidate for securitization.
3.7.5
The development of securitization has led to disintermediation (媒介作用中斷) and a reduction in the role of financial intermediaries as borrowers can reach lenders directly. For example, once banks have securitized mortgages and sold them on, they have been removed from the link between lender and borrower.
3.7
The reverse yield gap

3.8.1
Because debt involves lower risk than equity investment, we might expect yields on debt to be lower than yields on shares.

3.8.2
More usually, however, the opposite applies and the yields on shares are lower than on low-risk debt; this situation is known as a reverse yield gap.

3.8.3
A reserve yield gap can occur because shareholders may be willing to accept lower returns on their investment in the short term, in anticipation that they will make capital gains in the future.

	30.
Which of the following is FALSE, in relation to certificates of deposit?

A
They are evidence of a deposit with an issuing bank

B
They are not negotiable and therefore unattractive to the depositor as they do not ensure instant liquidity

C
They provide the bank with a deposit for a fixed period at a fixed of interest

D
They are coupon-bearing securities

31.
Rank the following from highest risk to lowest risk from the investor’s perspective.
1
Preference share

2
Treasury bill

3
Corporate bond

4
Ordinary share
A
1, 4, 3, 2

B
1, 4, 2, 3

C
4, 2, 1, 3

D
4, 1, 3, 2

32.
Which of the following is least likely to be a reason for seeking a stock market listing?

A
Access to a wider pool of finance

B
Improving existing owners’ control over the business

C
Transfer of capital to other users

D
Enhancement of company’s image

33.
Which of the following statements is correct?

A
Money markets are markets for long-term capital

B
Capital markets are markets for short-term capital

C
Primary markets enable existing investors to sell their investments

D
A financial intermediary links those with surplus funds to those with fund deficits.

34.
Which one of the following statements is incorrect?
A
Money markets are markets for short-term capital

B
Money markets are operated by banks and other financial institutions

C
Money market instruments include interest-bearing instruments, discount instruments and derivatives

D
Money market derivatives include certificates of deposits and money market deposits
35.
International capital markets are available for larger companies wishing to raise larger amounts of finance.
Which of the following statements is incorrect?
A
Eurobonds are bonds denominated in a currency which often differs from that of the country of issue

B
Eurocurrency is a currency which is held by individuals and institutions outside the country of issue of that currency

C
Eurobonds are short term loans raised by international companies or other institutions

D
Eurobonds are sold to investors in several countries at the same time

36.
Which of the following is not a role typically performed by financial intermediaries?
A
Risk reduction

B
Aggregation

C
Securitisation

D
Maturity transformation
37.
Which of the following statements is/are correct?
1
Securitisation is the conversion of illiquid assets into marketable securities

2
The reverse yield gap refers to equity yields being higher than debt yields

3
Disintermediation arises where borrowers deal directly with lending individuals
A
2 only

B
1 and 3 only

C
2 and 3 only

D
1, 2 and 3



(ACCA F9 Financial Management December 2014)
38.
Which of the following statements are correct?

(1)
Capital market securities are assets for the seller but liabilities for the buyer

(2)
Financial markets can be classified into exchange and over-the-counter markets

(3)
A secondary market is where securities are bought and sold by investors

A
1 and 2 only

B
1 and 3 only

C
2 and 3 only

D
1, 2 and 3


(ACCA F9 Financial Management June 2015)

39.
Which of the following statements are correct?

(1)
A certificate of deposit is an example of a money market instrument

(2)
Money market deposits are short-term loans between organisations such as banks
(3)
Treasury bills are bought and sold on a discount basis

A
1 and 2 only

B
1 and 3 only

C
2 and 3 only

D
1, 2 and 3


(ACCA F9 Financial Management June 2015)
40.
Which of the following financial instruments will NOT be traded on a money market?

A
Commercial paper

B
Convertible loan notes

C
Treasury bills

D
Certificates of deposit



(ACCA F9 Financial Management September 2016)

41.
Which of the following statements relating to money markets is/are true?
(1)
Lending is for periods of greater than one year

(2)
Lending is securitized
(3)
Borrowers are mainly small companies

A
1 and 2

B
2 and 3

C
1 and 3

D
2 only



(ACCA F9 Financial Management June 2017)
42.
What role would the money market have in a letter of credit arrangement?

A
Initial arrangement of the letter of credit

B
Acceptance of the letter of credit

C
Issuing of a banker’s acceptance

D
Discounting the banker’s acceptance



(ACCA F9 Financial Management September 2017)


	Question 2 – Functions of capital markets
List and explain the major functions performed by the capital markets.
(5 marks)
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