F9 Financial Management

Chapter 2 Financial Management Environment
1.
Macroeconomic Targets

	1.
	B
	

	2.
	C
	· Fiscal policy is implemented through the raising and lowering of taxes and through the raising and lowering of government spending.

· Statement 1 is the aspect of monetary policy, not fiscal policy.

	3.
	C
	

	4.
	B
	

	5.
	C
	

	6.
	C
	· Fiscal policy is the balance of government taxation and spending.
· A contractionary fiscal policy implies a government budget surplus – the government is reducing demand by withdrawing higher amounts from the economy by way of higher taxation and/or spending less.
· ‘B’ would be the result of an expansionary fiscal policy.
· ‘A’ may happen as a result of an expansionary policy as an economy ‘booms.’
· ‘D’ may happen following a contractionary fiscal policy, although lower inflation and interest rates are only a secondary effect. As an economy enters recession inflationary pressure may decrease and interest rates may be reduced to encourage borrowing. However as these are not directly due to fiscal policy, C is the more direct and immediate impact.

	7.
	A
	· Monetary policy manages demand by influencing the supply of money (including the availability of credit) and interest rates.
· An expansionary policy implies low interest rates to encourage borrowing and investment, and to discourage saving. It also implies an increased availability of credit to encourage spending and the stimulation of demand in an economy.
· Tax rates are a tool of fiscal policy hence C and D are incorrect.
· B would be the result of a contractionary monetary policy.

	8.
	A
	· As an economy approaches its peak, inflation increases because price increases ‘soak up’ high demand as productivity peaks. Unemployment is low so businesses struggle to fill vacancies.
· B is incorrect – export demand is affected by foreign demand not domestic, and growth rates are unlikely to be increasing as the economy reaches its peak - they will decrease.
· C describes a recession.
· D is incorrect because as an economy peaks a contractionary fiscal policy is likely to be employed implying lower government spending and higher taxation.

	9.
	D
	· Monetary policy which increases the level of domestic interest rate is likely to raise exchange rates as capital is attracted into the country (statement 1).

· Any restrictions on the stock of money, or restrictions on credit, will raise the cost of financing, making fewer investment projects worthwhile and discouraging expansion by companies (statement 2).

· Periods of credit control and high interest rates reduce consumer demand (statement 3).

· Monetary policy is often used to control inflation (statement 4).

	10.
	B
	

	11.
	C
	

	12.
	D
	

	13.
	C
	One of the principle objectives of macroeconomic policy is to achieve a balance of payment equilibrium, not a surplus

	14.
	A
	Monetary policy aims to influence monetary variables such as the rate of interest and the money supply in order to achieve the targets set.
Fiscal policy is action by the government to spend money or to collect money in taxes, with the purpose of influencing the condition of the national economy.

	15.
	A
	Both statements are true. If a government spends more, for example, on public services such as hospitals, without raising more money in taxation, it will increase expenditure in the economy and raise demand. A government can reduce demand in the economy by raising taxes or reducing its expenditure.

	16.
	A
	

	17.
	C
	Decreasing taxation and increasing government expenditure would lead to increased aggregated demand. Decreasing interest rates reduces the incentive to save and so would lead to an increase in aggregate demand.


2.
Financial institutions
	18.
	A
	(iii) is wrong since time deposits don’t have to be immediately available for withdrawal

	19.
	C
	

	20.
	D
	


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:
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.
3.
Financial markets

	21.
	C
	

	22.
	C
	· Money markets focus on short-term financial instruments.
· A corporate bond is a long-term source of finance, hence is a capital market instrument.
· Certificates of deposit and commercial paper are short term private sector lending/borrowing.
· A treasury bill is short-term government borrowing.

	23.
	B
	

	24.
	B
	

	25.
	C
	Eurobonds by definition are bonds issued in a currency other than the domestic currency of the country of issue. The prefix ‘Euro’ does not refer to the continent Europe or the European currency the ‘Euro.’

	26.
	D
	

	27.
	B
	

	28.
	A
	

	29.
	A
	It is the secondary market, not the primary market, that deals in second-hand securities.

	30.
	B
	CD are fully negotiable and hence attractive to the depositor since they ensure instant liquidity if required.

	31.
	D
	· Ordinary shares are riskiest as all other investors are preferential to ordinary shareholders.

· Preference shares are riskier than corporate bonds as preference shares are paid after corporate bonds – bonds imply a contractual right to receive a pre-defined level of return.
· Treasury bills are short-term government borrowing hence are the lowest risk of all.

	32.
	B
	A stock market listing is likely to involve a significant loss of control to a wider circle of investors.

	33.
	D
	Money markets are markets for short term capital (A). Capital markets are markets for long term capital (B). Primary markets enable organisations to raise new finance. Secondary markets enable existing investors to sell their investments (C).

	34.
	D
	Certificates of deposits and money market deposits are interest-bearing instruments (not derivatives). Derivatives include forwards, futures, swaps and options.

	35.
	C
	Eurobonds represent the long-term end of the Euromarket.

	36.
	C
	Securitisation is the process of converting illiquid assets into marketable asset backed securities. The development of securitisation has led to disintermediation and a reduction in the role of financial intermediaries as borrowers can reach lenders directly.

	37.
	B
	

	38.
	C
	

	39.
	D
	

	40.
	B
	Convertible loan notes are long-term finance and are not traded on a money market.

	41.
	D
	Statement (1) is incorrect as lending is for less than one year.

Statement (3) is incorrect as money markets are used by large companies.

	42.
	D
	A is incorrect as this would be done by the buying company’s bank

B is incorrect as this would be done by the selling company’s bank

C is incorrect as this is another role which would be undertaken would be done by the buying company’s bank

D is correct as if an early cash receipt was required, the banker’s acceptance would be sold on the money market at a discount.


Answer 2
The capital markets provide the means by which organisations and people who are trying to obtain funds can be linked to lenders and investors. The capital markets provide a means by which a corporate financial manager has access to a range of different alternative sources of funds. The capital markets can be divided into two main categories, namely the primary and secondary markets.
Primary markets provide new capital by making it possible for new shares to be issued to new or existing shareholders or, alternatively, by bringing borrowers and lenders together so that loans can be negotiated.
The secondary markets provide the investors with the means to either increase or decrease the number of shares they own. Similarly, it is possible to either increase or decrease the amount that is borrowed or lent depending on the liquidity requirements of each party.
The facility for trading in shares and other financial instruments has implications for the whole economy and includes the following:
· Savings and investment are promoted as the financial requirements of both savers and lenders can be brought together and funding provided for new or existing projects.
· Banks, pension funds and other institutional investors act as financial intermediaries by gathering funds from savers and channelling the funds to users of the funds through loans, leasing arrangements and other forms of financing.
These functions are extremely important within the economy and it is essential that a developed country has facilities of this nature to enable the economy to prosper.
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