Chapter 12 Financial Management and Financial Objectives

Answer 1

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 2
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: image2.emf]
Answer 3
(a)

[image: image3.emf]
(b)

[image: image4.emf]
(c)

[image: image5.emf]
Answer 4
(a)

[image: image6.emf]
(b)

[image: image7.emf]
Answer 5
(a)

[image: image8.emf]
(b)

[image: image9.emf]
(c)

[image: image10.emf]
(d)

[image: image11.emf]
Answer 6
(a)

[image: image12.emf]
(b)

[image: image13.emf]
(c)

[image: image14.emf]
(d)

[image: image15.emf]
Answer 7

(a)

[image: image16.emf]
(b)

[image: image17.emf]
(c)

[image: image18.emf]
(d)

[image: image19.emf]
(e)

[image: image20.emf]
Answer 8

Triple Bottom Line considers economic, social and environmental factors when a firm makes a decision. It takes into account sustainability and social responsibility in addition to the financial costs in the business decision.

Answer 9
Triple Bottom Line is a metric in measuring economic value, social responsibility (people) and environmental responsibility (planet) for sustainability in business practice and development. It proposes to drop the financial bottom line as a meaningful indicator but replace it by social and environmental dimensions.

Answer 10

Triple Bottom Line includes three dimensions of performance measurement. They are social, environmental and financial. It measures the sustainability of development and is also commonly called people, planet and profits.
For the private school development project, the social aspect can be measured by items such as the employment rate after graduation and the average salaries earned by graduates. Financial performance can be measured through return on equity or profitability or cost saving.

Answer 11

(a)

To tackle the anticipated financial distress problem of Tunnel Company, it can borrow money from banks and ask shareholders to inject new capital. In addition, it can sell some of its fixed assets.

(b)

The stakeholders include the government which regulates the business, the employees, the shareholders, creditors and suppliers.

(c)
The government receives profit tax and licence fee from Tunnel Company, employees receive salaries and enjoy various benefits, shareholders can receive dividends as partial return on their investments, creditors earn interest and the repayment of principals and suppliers receive payment for services and goods they sell.

(d)
Agency problem refers to the conflict of interests between various stakeholders of a company such as between shareholders and bondholders or between employees and shareholders.
(e)

Agency costs include direct and indirect costs.

(a)
Direct costs include remuneration and audit fees.

(b)
Indirect costs include the cost of lost opportunity because of agency problems.
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