Chapter 13 Financial Management Environment

Answer 1
The role of financial intermediaries in providing short-term finance for use by business organisations is to provide a link between investors who have surplus cash and borrowers who have financing needs. The amounts of cash provided by individual investors may be small, whereas borrowers need large amounts of cash: one of the functions of financial intermediaries is therefore to aggregate invested funds in order to meet the needs of borrowers. In so doing, they provide a convenient and readily accessible route for business organisations to obtain necessary funds.
Small investors are likely to be averse to losing any capital value, so financial intermediaries will assume the risk of loss on short-term funds borrowed by business organisations, either individually or by pooling risks between financial intermediaries. This aspect of the role of financial intermediaries is referred to as risk transformation. Financial intermediaries also offer maturity transformation, in that investors can deposit funds for a long period of time while borrowers may require funds on a short-term basis only, and vice versa. In this way the needs of both borrowers and lenders can be satisfied.
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Answer 3
(a)

1.
Demand-pull inflation – As supply and demand analysis indicates, prices begin to rise when demand for final goods and services and factors of production increase.

2.
Cost-push inflation – Business costs rise at a time of excess demand because of shortages for certain factors of production. Costs can also rise when demand is weaker due to increased import prices.

3.
Imported inflation – It is caused by rising import prices resulting from a fall in the value of the local currency.

4.
Monetary inflation – It results through over-expansion of money supply.

(Candidates can answer any three) (3 marks)

(b)

1.
Undermines business confidence – Businesses fear the higher interest rates which accompany times of high inflation. Higher rates raise borrowing costs and lower profits. This makes businesses hesitant about new investment projects.

2.
Erodes of living standards – Wage demands follow a rise in inflation, as workers try to protect living standards. This can actually cause further inflation.

3.
Discourages saving – When inflation exceeds the rate of return on savings, savers actually lose the money by saving. Saving is needed to provide funds for capital investment.

4.
Damages export performance leading to import penetration – As goods become more expensive, it becomes harder to sell them overseas and domestic residents are more likely to buy imported goods.

5.
Leads to loss of faith in the currency – If inflation gets out of hand, people may lose confidence in the value of money and stop using it to exchange goods and services.
(Candidates can answer any three) (3 marks)

(c)

Inflation may affect the company in many ways. It may include:

· High nominal interest rates,

· High risk premium (higher cost of capital or discount rate),

· Lower product demand,

· Higher operating and financial costs, etc.

(Other logical and well presented answers should also be accepted.)


(4 marks)

Answer 4
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Answer 5
(a)

[image: image3.emf]
(b)

Four major markets in Hong Kong:

(1)
The Hong Kong Stock Market – This allows to trade stocks in the Hong Kong Stock Exchange and is one of the most actively traded markets in the world in terms of trading volume and market capitalization.

(2)
The Hong Kong Debt Market – This is also known as the fixed income market. It allows the trading of fixed income products like bonds and notes. Compared with the Stock Market, its trading volume is comparatively small.

(3)
The Foreign Exchange Market – Hong Kong does not have exchange control and it allows the trading of foreign currency. People can make use of computer systems in trading and a physical establishment is not required.

(4)
The Derivative Market – Hong Kong has an active derivative market for the trading of forwards, futures and warrants. The market provides speculative and hedging functions and the former far exceeds the latter.

(c)
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Answer 6
Capital market refers to an investment market with an investment horizon longer than 1 year. Examples include stocks and bonds.

Money market refers to an investment market with an investment horizon shorter than 1 year. Examples include short-term notes and fixed deposits shorter than 1 year.
Answer 7
(a)

The four financial markets include:

· The stock market for stock transactions,

· The foreign exchange market for the trading foreign currencies,

· The commodity market is for the transaction of commodities like gold, oil and sugar, and

· The derivative market is for the trading of derivatives like futures and swaps.

(b)

The stock market index is computed from the prices of selected stocks to measure the value of a section of the stock market. As such, it may not cover 100% of stock, so we cannot say it measures the performance of all stock.
The industries included in the Hang Seng Index include finance, utilities, properties and commerce and industry.
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