Chapter 2 Financial Management Environment
1.
Objectives

1.1
Briefly describe the types of government objectives for the economy.

1.2
State the government policies which can be applied for macroeconomic targets.

1.3
Explain the types and functions of financial institutions and financial intermediaries.

1.4
Briefly describe the types of financial markets and their main functions.
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2.
Macroeconomic Targets
2.1
Government objectives for the economy are referred to as macroeconomic objectives or targets. The three main targets are usually:

(a)
Economic growth and high employment

(b)
Low inflation

(c)
Balance of payments stability

2.2
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


3.
Financial Institutions
3.1
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.


3.2
Financial intermediaries provide the following functions:

	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.


4.
Financial Markets
4.1
A financial market brings a firm into direct contact with its investors. The trend to borrowing directly from investors is sometimes called disintermediation.
4.2
Financial markets are split into those that provide short-term finance (money markets) and those that provide long-term finance (capital markets).
4.3
Money markets – If a company or a government needs to raise funds for short-term, they can access the money markets and issue:

	Increasing risk to the investor
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	(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


4.4
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)
Junk bonds (unsecured)

	
	
	(b)
Debentures/loan notes (secured on an asset or by covenants)

	
	
	(c)
Shares traded on the main stock market

	
	
	(d)
Shares in Alternative Investment Market


4.5
Higher risk investments require a higher return to be paid, so shares will give a higher return (and therefore cost more) than debentures.
4.6
Euromarkets - In recent years a strong market has built up which allows large companies with excellent credit ratings to raise finance in a foreign currency. This market is organised by international commercial banks. The key features of Eurobonds are summarised below. This market is much bigger than the market for domestic bonds / debentures.
	Advantages
	Explanation

	Cheap debt finance
	Can be sold by investors, and a wide pool of investors share the risk

	Unsecured, no covenants
	Only issued by large companies with an excellent credit rating

	Long-term debt in a foreign currency
	Typically 5 – 15 years, normally in euros or dollars but possible in any currency


Examination Style Questions
Question 1
Discuss the role of financial intermediaries in providing short-term finance for use by business organisations.
(4 marks)
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