
Revision 1 – Financial Management, Financial Objectives and Financial Environment

Answer 1
Investment decisions, dividend decisions and financing decisions have often been called the decision triangle of financial management. The study of financial management is often divided up in accordance with these three decision areas. However, they are not independent decisions, but closely connected.
For example, a decision to increase dividends might lead to a reduction in retained earnings and hence a greater need for external finance in order to meet the requirements of proposed capital investment projects. Similarly, a decision to increase capital investment spending will increase the need for financing, which could be met in part by reducing dividends.
The question of the relationship between the three decision areas was investigated by Miller and Modigliani. They showed that, if a perfect capital market was assumed, the market value of a company and its weighted average cost of capital (WACC) were independent of its capital structure. The market value therefore depended on the business risk of the company and not on its financial risk. The investment decision, which determined the operating income of a company, was therefore shown to be important in determining its market value, while the financing decision, given their assumptions, was shown to be not relevant in this context. In practice, it is recognised that capital structure can affect WACC and hence the market value of the company.
Miller and Modigliani also investigated the relationship between dividend policy and the share price of a company, i.e. the market value of a company. They showed that, if a perfect capital market was assumed, the share price of a company did not depend on its dividend policy, i.e. the dividend decision was irrelevant to value of the share. The market value of the company and therefore the wealth of shareholders were shown to be maximised when the company implemented its optimum investment policy, which was to invest in all projects with a positive NPV. The investment decision was therefore shown to be theoretically important with respect to the market value of the company, while the dividend decision was not relevant.
In practice, capital markets are not perfect and a number of other factors become important in discussing the relationship between the three decision areas. Pecking order theory, for example, suggests that managers do not in practice make financing decisions with the objective of obtaining an optimal capital structure, but on the basis of the convenience and relative cost of different sources of finance. Retained earnings are the preferred source of finance from this perspective, with a resulting pressure for annual dividends to be lower rather than higher.
ACCA Marking Scheme

[image: image1.emf]
Answer 2
The range of stakeholders may include: shareholders, directors/managers, lenders, employees, suppliers and customers. These groups are likely to share in the wealth and risk generated by a company in different ways and thus conflicts of interest are likely to exist. Conflicts also exist not just between groups but within stakeholder groups. Stakeholder financial and other objectives may be identified as follows:
Shareholders

Shareholders are normally assumed to be interested in wealth maximisation. This, however, involves consideration of potential return and risk. Where a company is listed this can be viewed in terms of the share price returns and other market-based ratios using share price (e.g. price earnings ratio, dividend yield, earnings yield).
Where a company is not listed, financial objectives need to be set in terms of accounting and other related financial measures. These may include: return of capital employed, earnings per share, gearing, growth, profit margin, asset utilisation, market share. Many other measures also exist which may collectively capture the objectives of return and risk.
Shareholders may have other objectives for the company and these can be identified in terms of the interests of other stakeholder groups. Thus, shareholders, as a group, might be interested in profit maximisation; they may also be interested in the welfare of their employees, or the environmental impact of the company’s operations.
Directors and managers

While directors and managers are in essence attempting to promote and balance the interests of shareholders and other stakeholders it has been argued that they also promote their own interests as a separate stakeholder group.
This arises from the divorce between ownership and control where the behaviour of managers cannot be fully observed giving them the capacity to take decisions which are consistent with their own reward structures and risk preferences. Directors may thus be interested in their own remuneration package. In a non-financial sense, they may be interested in building empires, exercising greater control, or positioning themselves for their next promotion. Nonfinancial objectives are sometimes difficult to separate from their financial impact.
Lenders

Lenders are concerned to receive payment of interest and ultimate re-payment of capital. They do not share in the upside of very successful organisational strategies as the shareholders do. They are thus likely to be more risk averse than shareholders, with an emphasis on financial objectives that promote liquidity and solvency with low risk (e.g. gearing, interest cover, security, cash flow).
Employees

The primary interest of employees is their salary/wage and security of employment. To an extent there is a direct conflict between employees and shareholders as wages are a cost to the company and a revenue to employees.
Performance related pay based upon financial or other quantitative objectives may, however,

go some way toward drawing the divergent interests together.
Suppliers and customers

Suppliers and customers are external stakeholders with their own set of objectives (profit for the supplier and, possibly, customer satisfaction with the good or service from the customer) that, within a portfolio of businesses, are only partly dependent upon the company in question. Nevertheless it is important to consider and measure the relationship in term of financial objectives relating to quality, lead times, volume of business, price and a range of other variables in considering any organisational strategy.
Answer 3
In the case of a not-for-profit (NFP) organisation, the limit on the services that can be provided is the amount of funds that are available in a given period. A key financial objective for an NFP organisation such as a charity is therefore to raise as much funds as possible. The fund-raising efforts of a charity may be directed towards the public or to grant-making bodies. In addition, a charity may have income from investments made from surplus funds from previous periods. In any period, however, a charity is likely to know from previous experience the amount and timing of the funds available for use. The same is true for an NFP organisation funded by the government, such as a hospital, since such an organisation will operate under budget constraints or cash limits. Whether funded by the government or not, NFP organisations will therefore have the financial objective of keeping spending within budget, and budgets will play an important role in controlling spending and in specifying the level of services or programmes it is planned to provide.
Since the amount of funding available is limited, NFP organisations will seek to generate the maximum benefit from available funds. They will obtain resources for use by the organization as economically as possible: they will employ these resources efficiently, minimising waste and cutting back on any activities that do not assist in achieving the organisation’s nonfinancial objectives; and they will ensure that their operations are directed as effectively as possible towards meeting their objectives. The goals of economy, efficiency and effectiveness are collectively referred to as value for money (VFM). Economy is concerned with minimising the input costs for a given level of output. Efficiency is concerned with maximising the outputs obtained from a given level of input resources, i.e. with the process of transforming economic resources into desires services. Effectiveness is concerned with the extent to which non-financial organisational goals are achieved.
Measuring the achievement of the financial objective of VFM is difficult because the nonfinancial goals of NFP organisations are not quantifiable and so not directly measurable. However, current performance can be compared to historic performance to ascertain the extent to which positive change has occurred. The availability of the healthcare provided by a hospital, for example, can be measured by the time that patients have to wait for treatment or for an operation, and waiting times can be compared year on year to determine the extent to which improvements have been achieved or publicised targets have been met.
Lacking a profit motive, NFP organisations will have financial objectives that relate to the effective use of resources, such as achieving a target return on capital employed. In an organisation funded by the government from finance raised through taxation or public sector borrowing, this financial objective will be centrally imposed.
Answer 4
The primary financial management objective of a company is usually taken to be the maximisation of shareholder wealth. In practice, the managers of a company acting as agents for the principals (the shareholders) may act in ways which do not lead to shareholder wealth maximisation. The failure of managers to maximise shareholder wealth is referred to as the agency problem.
Shareholder wealth increases through payment of dividends and through appreciation of share prices. Since share prices reflect the value placed by buyers on the right to receive future dividends, analysis of changes in shareholder wealth focuses on changes in share prices. The objective of maximising share prices is commonly used as a substitute objective for that of maximising shareholder wealth.
The agency problem arises because the objectives of managers differ from those of shareholders: because there is a divorce or separation of ownership from control in modern companies; and because there is an asymmetry of information between shareholders and managers which prevents shareholders being aware of most managerial decisions.
One way to encourage managers to act in ways that increase shareholder wealth is to offer them share options. These are rights to buy shares on a future date at a price which is fixed when the share options are issued. Share options will encourage managers to make decisions that are likely to lead to share price increases (such as investing in projects with positive net present values), since this will increase the rewards they receive from share options. The higher the share price in the market when the share options are exercised, the greater will be the capital gain that could be made by managers owning the options.
Share options therefore go some way towards reducing the differences between the objectives of shareholders and managers. However, it is possible that managers may be rewarded for poor performance if share prices in general are increasing. It is also possible that managers may not be rewarded for good performance if share prices in general are falling. It is difficult to decide on a share option exercise price and a share option exercise date that will encourage managers to focus on increasing shareholder wealth while still remaining challenging, rather than being easily achievable.
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Answer 5
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:
1.
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.
2.
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.
3.
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 6
(a)

Market efficiency is commonly discussed in terms of pricing efficiency.
A stock market is described as efficient when share prices fully and fairly reflect relevant information.
Weak form efficiency occurs when share prices fully and fairly reflect all past information, such as share price movements in preceding periods. If a stock market is weak form efficient, investors cannot make abnormal gains by studying and acting upon past information.
Semi-strong form efficiency occurs when share prices fully and fairly reflect not only past information, but all publicly available information as well, such as the information provided by the published financial statements of companies or by reports in the financial press. If a stock market is semi-strong form efficient, investors cannot make abnormal gains by studying and acting upon publicly available information.
Strong form efficiency occurs when share prices fully and fairly reflect not only all past and publicly available information, but all relevant private information as well, such as confidential minutes of board meetings. If a stock market is strong form efficient, investors cannot make abnormal gains by acting upon any information, whether publicly available or not.
There is no empirical evidence supporting the proposition that stock markets are strong form efficient and so the bank is incorrect in suggesting that in six months the stock market will be strong form efficient. However, there is a great deal of evidence suggesting that stock markets are semi-strong form efficient and so Tagna’s share are unlikely to be under-priced.
(b)

(i)
Sales
As a manufacturer and supplier of luxury goods, it is likely that Tagna will experience a sharp decrease in sales as a result of the increase in interest rates. One reason for this is that sales of luxury goods will be more sensitive to changes in disposable income than sales of basic necessities, and disposable income is likely to fall as a result of the interest rate increase.
Another reason is the likely effect of the interest rate increase on consumer demand. If the increase in demand has been supported, even in part, by the increase in consumer credit, the substantial interest rate increase will have a negative effect on demand as the cost of consumer credit increases. It is also likely that many chain store customers will buy Tagna’s goods by using credit.
(ii)
Operating costs
Tagna may experience an increase in operating costs as a result of the substantial interest rate increase, although this is likely to be a smaller effect and one that occurs more slowly than a decrease in sales. As the higher cost of borrowing moves through the various supply chains in the economy, producer prices may increase and material and other input costs for Tagna may rise by more than the current rate of inflation. Labour costs may also increase sharply if the recent sharp rise in inflation leads to high inflationary expectations being built into wage demands. Acting against this will be the deflationary effect on consumer demand of the interest rate increase. If the Central Bank has made an accurate assessment of the economic situation when determining the interest rate increase, both the growth in consumer demand and the rate of inflation may fall to more acceptable levels, leading to a lower increase in operating costs.
(iii)
Earnings
The earnings (profit after tax) of Tagna are likely to fall as a result of the interest rate increase. In addition to the decrease in sales and the possible increase in operating costs discussed above, Tagna will experience an increase in interest costs arising from its overdraft. The combination of these effects is likely to result in a sharp fall in earnings. The level of reported profits has been low in recent years and so Tagna may be faced with insufficient profits to maintain its dividend, or even a reported loss.
(c)

The objectives of public sector organisations are often difficult to define. Even though the cost of resources used can be measured, the benefits gained from the consumption of those resources can be difficult, if not impossible, to quantify. Because of this difficulty, public sector organisations often have financial targets imposed on them, such as a target rate of return on capital employed. Furthermore, they will tend to focus on maximising the return on resources consumed by producing the best possible combination of services for the lowest possible cost. This is the meaning of “value for money”, often referred to as the pursuit of economy, efficiency and effectiveness.
Economy refers to seeking the lowest level of input costs for a given level of output. Efficiency refers to seeking the highest level of output for a given level of input resources. Effectiveness refers to the extent to which output produced meets the specified objectives, for example in terms of provision of a required range of services.
In contrast, private sector organisations have to compete for funds in the capital markets and must offer an adequate return to investors. The objective of maximisation of shareholder wealth equates to the view that the primary financial objective of companies is to reward their owners. If this objective is not followed, the directors may be replaced or a company may find it difficult to obtain funds in the market, since investors will prefer companies that increase their wealth. However, shareholder wealth cannot be maximised if companies do not seek both economy and efficiency in their business operations.
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