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Preface

We are very pleased that the textbook is now in its eighth edition. It is unusual for a
textbook to have such longevity and there are a series of people who need thanking — our
publishers, who continue to support us in our endeavours to produce a contemporary
and informative text, academics who recommend the book, and students who pur-
chase the book and use it in their studies.

Corporate finance and the financial world continue to develop and change at a rapid
rate, and the dynamic nature of financial markets is evident in movements in share
prices and stock indices across the world. The financial crisis that commenced in 2007-8
is still having fundamental repercussions and making headlines. The crisis fully illus-
trates that finance should be studied and the potential consequences of financial de-
cisions need to be understood. Futher, the crisis demonstrates that what happens in
finance can have important ramifications for governments and individuals as well as
businesses. Risk has always been a key facet of finance and financial markets, but now
seems to have even greater significance. As a consequence, risk management has risen
in prominence.

These considerations reinforce our view that finance should be about developing,
explaining and, above all, applying key concepts and techniques to a broad range of
contemporary management and business policy concerns and challenges. It is becom-
ing more appropriate, certainly at the undergraduate level, to demonstrate the role
finance has to play in explaining and shaping business development rather than con-
centrating on rigorous, quantitative aspects.

The focus of the eighth edition, as in previous ones, is distinctly corporate, examin-
ing financial issues from a managerial standpoint. To simplify greatly, we have tried,
wherever possible, to present the reader with the question ‘OK, but how does this
help the managerial decision-maker?” and also to provide a few answers, or at least
pointers.

Some might say we should include chapters on other financial issues deemed to
have a degree of importance equivalent to those covered here. Yet we believe, as ever,
that there is a trade-off between comprehensiveness and manageability. This edition
is directed at those issues, which in our experience are regarded as the central issues
in finance.

Distinctive features
The eighth edition retains a set of distinctive features, including the following;:

m A strategic focus. Students often regard financial management as a subject quite dis-
tinct from management and business policy. We attempt to relate the subject to these
matters, emphasising the integration of the finance function within the context of
managerial decision-making and corporate planning, and to the wider external en-
vironment.

m A practical approach. Financial theory increasingly dominates some texts. Theory has
its place, and this text covers an appreciable amount; however, we seek to blend
theory and practice: to ask why they sometimes differ, and to assess the role of less-
sophisticated financial approaches. In other words, we do not elevate theory above
common sense and intuition.
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A clear and accessible style. Personal experience and feedback suggest that much of
our target readership prefers a more descriptive, rather than heavily mathematical,
approach but appreciates worked examples and illustrations. There is a place for
formulae, proofs and quantitative analysis; however, where possible, an alternative
narrative explanation is provided.

An international perspective. Although emanating from the UK, our text continues to
use, where appropriate, examples drawn from other regions and countries, espe-
cially mainland Europe and the USA.

m Teaching and learning features

A range of teaching and learning features is provided, including the following:

Mini case studies. Topical cameos, applying financial management principles to well-
known companies, are presented at the start of chapters and elsewhere within the
text.

Learning objectives. Specified at the outset of each chapter, these highlight what the
reader should achieve in terms of concepts, terminology and skills.

m Worked examples. Integrated throughout the text to illustrate the key principles.
m Extracts from the press. Each chapter includes at least one article mainly from either

the Financial Times or The Economist, focusing on one of the key issues addressed in
the chapter.

Key revision points. Provided at the end of each chapter to summarise the main con-
cepts covered.

Annotated further reading. At the end of each chapter, a number of key books and
articles are suggested to offer additional perspectives and enable subjects to be stud-
ied in more depth. Full details of all books and articles are given in the References
at the end of the book.

A quick reference glossary of simple definitions.

m Assessment features

Flexible study and assessment is facilitated by a variety of activities:

Self-assessment activities (SAAs). These include both short questions and simple nu-
merical exercises designed to reinforce a point made in the text or to encourage the
reader to pursue a particular line of thought. Questions are inserted in the text at
appropriate points and the answers are packaged together at the end of the book in
Appendix A.

Questions. These test a mix of numerical, analytical and descriptive skills, offering
a spread of difficulty. A selection of solutions is also provided in Appendix B at the
end of the text, making these suitable for self-assessment, tutorial or examination
purposes.

Practical assignments. These provide the opportunity to look beyond the confines of
the text to consider the application of concepts to a company or organisation, or to
published financial reports and data, and are suitable where group or individually
assessed coursework is set.

m Readership

The text has proved successful both for newcomers to finance and also for students
with a prior knowledge of the subject. It is particularly relevant to undergraduate,
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MBA and other postgraduate and post-experience courses in corporate finance or
financial management. Students seeking a professionally accredited qualification
will also find it especially relevant to the financial management papers of the As-
sociation of Chartered Certified Accountants, Institute of Chartered Secretaries and
Administrators, Certified Diploma in Finance and Accounting, Chartered Institute
of Management Accountants and the Institute of Chartered Accountants in England
and Wales.

Changes to the eighth edition

As with previous editions, our revisions are based on extensive market research,
including reviewers’ questionnaires and direct feedback from adopters and us-
ers. Feedback, while always interesting and helpful, was sometimes contradictory.
Hopefully, we have achieved a balance between academic rigour and practical ap-
plication.

In preparing this edition, we have battled with two opposing forces. We wanted to
avoid expanding the text to an unmanageable size, yet we have been aware of several
gaps in our coverage in previous editions, and the need for “infill".

The main changes to this edition in structure and in content are summarised
below.

Structural changes

In the seventh edition we introduced more discussion of topics related to risk. We
have built on this in the eighth edition and further extended these discussions on risk
management and real options. We have also tried to make the text more accessible by
‘breaking up’ the chapters through the incorporation of additional self-test questions.

Structure and outline

An outline of the text is given below; however, a further description of the purpose and
content of each section is given in the introduction to each.

Part I considers the underlying framework for corporate financing and investment
decisions; key aspects of this part are the financial objectives of business, the financial
environment within which firms operate, the time-value of money and the concept of
value.

Part II addresses investment decisions and strategies within firms. Emphasis is
placed on evaluation procedures, including treatments of taxation, inflation and capi-
tal rationing. Because, in practice, investment decision-making often bears little rela-
tionship to the theoretical approaches outlined in some texts, we persist in our attempt
to promote an understanding of the practical evaluation of investment decisions by
firms.

The importance of value, risk and the expected rate of return are examined in Part
III, with six chapters devoted to this theme. Here we consider the investment project in
isolation, including the rapidly developing and exciting field of options analysis. Other
chapters view risk and return more from a shareholder perspective. Fundamental to
this section are the rate of return on investment required by shareholders and the valu-
ation of the enterprise.

Part IV discusses the short-term financing decisions and policies for acquiring as-
sets. It covers treasury and working capital management.

Part V addresses long-term strategic financing and policy issues. What are the
main sources of finance? How much should a company pay in dividends? How much



Preface XVil

should it borrow? The culminating chapter focuses on corporate restructuring, with
particular reference to acquisitions.

Part VI examines international financial management issues. It explains the opera-
tion of the foreign currency markets and how firms can hedge against adverse foreign
exchange movements, and sets out the principles underpinning firms” evaluation of
foreign investment decisions.

A concluding chapter reviews developments in corporate finance, with specific fo-
cus on market efficiency and behavioural finance.



Acknowledgements

All textbooks include ‘acknowledgements’ but, on reflection, this seems too weak a
word to use when assistance has so often been so freely given. Roget’s Thesaurus of-
fers as a synonym, ‘the act of admitting to something’, suggesting rather grudging
recognition!

Our recognition of the wide range of people and organisations is anything but
grudging. We extend our warm appreciation of the helpful comments provided by
you over the years, and also for consent to use your material.

To the ever-lengthening roll of honour, we wish to add the following names and
organisations, whom we sincerely hope will be happy to be associated with our efforts:

John Ward — Dealogic

Andrew Carr - CIMA

Janine of the Barclays Capital Equity—Gilt Study Team
Patrick Barber — Bradford University

Kathy Grieve — Birmingham City University
Ahmed El-Masry — University of Plymouth
Christopher Brown — JPMorgan Cazenove

Patrick McColgan — Aberdeeen University
Himanshu Dubey

Andrew Barfield

Maxim Kakareka

Professor Colin Mason — University of Strathclyde
Professor Andrew Marshall — University of Strathclyde
Sue Lane

Peter Blankenhorn — E.On AG

Andrew Naughton-Doe — Corus UK plc

Pat Rowham — LBS

Peter Aubusson — D.S. Smith plc

Sue Cox - BAA plc

ASJR Ramsay — International Power plc

“Sarah” at British Airways plc

Jane Lanyon — Thorntons plc

Ian Lomas — DTI

Ian Patterson - HM Customs & Excise

As ever, we apologise for any omissions.

Finally, we are especially grateful to the ever-patient, ever-tolerant editorial staff at
Pearson Education, and to the anonymous contributors to the market research con-
ducted by the publisher. We hope that you will agree that your comments have led to
an improvement in the quality of the final product. Naturally, as ever, we claim sole
responsibility for any remaining errors.

Richard Pike, University of Bradford
Bill Neale, Bournemouth University
Philip Linsley, The University of York



Publisher’s acknowledgements

We are grateful to the following for permission to reproduce copyright material:

Figures

Figure 3.3 after YieldCurve.com, Reproduced with permission of YieldCurve.com. (c)
Moorad Choudhry 2015; Figure 9.1 from D.S. Smith Annual Report 2013, D.S. Smith
p-6; Figure 9.4 adapted from The Increasing Importance of Industry Factors, Finan-
cial Analysts Journal, Sep/Oct, Figure 4c, p.51 (Cavaglia, S., Brightman, C., & Aked,
M. 2000), Copyright 2000, CFA Institute. Reproduced and republished with permis-
sion from CFA Institute. All rights reserved; Figure 13.4 from A structured approach to
Enterprise Risk Management and the Requirements of ISO 31000, Institute of Risk Manage-
ment (Airmic/Alarm/IRM 2010) p.14; Figure 13.5 adapted from A structured approach
to Enterprise Risk Management and the Requirements of ISO 31000, Institute of Risk Man-
agement (Airmic/Alarm/IRM 2010) p.9; Figure 13.5 adapted from BS ISO 31000:2009,
Risk management — Principles and guidelines, British Standards Institution (2009), Permis-
sion to reproduce extracts from British Standards is granted by BSI Standards Limited
(BSI). No other use of this material is permitted. British Standards can be obtained
in PDF or hard copy formats from the BSI online shop: http://www.bsigroup.com/
Shop; Figure 17.1 from Equity Gilt Study 2013, 58th ed., Barclays (2013) Figure 11, p.78;
Figure 22.1 from Contemporary Strategic Analysis, Basil Blackwell (Grant, R.M. 2010)
p-374, Reproduced with permission from John Wiley & Sons Ltd.; Figure 22.2 from The
optimal timing of a foreign direct investment, Economic Journal, Vol.92(361), pp. 75-87
(Buckley, PJ. & Casson, M. 1981); Figure 23.1 from Prospect theory: An analysis of deci-
sions under risk, Econometrica, Vol.47(March), pp. 263-291 (Kahnemand, D. & Tversky,
A.1979), The copyright to this figure is held by the Econometric Society, http:// www
.econometricsociety.org/. It may be downloaded, printed and reproduced only for per-
sonal or classroom use. Absolutely no downloading or copying may be done for, or on
behalf of, any for-profit commercial firm or for other commercial purpose without the
explicit permission of the Econometric Society. For this purpose, contact the Editorial
Office of the Econometric Society at econometrica@econometricsociety.org.

Tables

Table 2.1 from Share price information for the retail sector, Financial Times, 01/07 /2014,
© The Financial Times Limited. All Rights Reserved; Table 6.1 from Strategic capital
investment decision-making: A role for emergent analysis tools?: A study of practice in
large UK manufacturing companies, British Accounting Review, Vol. 38(2), pp. 149-173
(Alkaraan, F. & Northcott, D. 2006); Table 7.6 adapted from A longditudinal survey
on capital budgeting practices, Journal of Business Finance and Accounting, Vol. 23(1),
pp. 79-92 (Pike, R. 1996); Table 7.6 adapted from Strategic capital investment decision-
making: A role for emergent analysis tools?: A study of practice in large UK manufac-
turing companies, British Accounting Review, Vol. 38(2), pp. 149-173 (Alkaraan, F. &
Northcott, D. 1996); Table 9.3 from Elroy Dimson and Paul Marsh (Eds), Risk Measure-
ment Service, London Business School, January-March 2014.; Table 9.4a from Equity
Gilt Study 2013, 58th ed., Barclays (2013) Figure2, p.75; Table 9.4b from Equity Gilt Study
2013, 58th ed., Barclays (2013) Figure 2., p.80; Table 11.3 from Annual Report 2013, D.S.
Smith plc (2013) Tablel, p.31; Table 13.4 from Top 10 global business risks for 2014,
Allianz Risk Barometer on Business Risks 2014, January, p.1 (2014); Tables 20.1, 20.2 from
Office for National Statistics, First Release, March 2014, Source: Office for National


http://www.bsigroup.com/
http://www..econometricsociety.org
mailto:econometrica@econometricsociety.org
http://www..econometricsociety.org

XX Publisher’s acknowledgements

Statistics licensed under the Open Government Licence v.2.0.; Table 20.4 adapted from
Office for National Statistics, First Release, March 2014, Source: Office for National
Statistics licensed under the Open Government Licence v.2.0.; Table 20.7 from Share-
holder wealth effects of corporate takeovers: the UK experience 1955-85, Journal of Fi-
nancial Economics, Vol.23 (2), pp. 225-249 (Franks, J.R. & Harris, R.S.); Table 21.2 from
The Times, 29/08/2007, © Times Newspapers Limited; Table 22.6 from Annual Report
2013, International Airlines Group (2013) p.135; Table 23.2 from Investor psychology
and asset pricing, Journal of Finance, Vol.56(4), pp. 1533-1597 (Hirshleifer, D. 2001), (c)
The American Finance Association 2001

Text

Extract on page 5 adapted from The key to industrial capitalism: limited liability, The
Economist; Extract on page 15 adapted from Better Boards: Focus on boardrooms “pos-
es a danger’, The Financial Times, 11/12/2013 (Whitehead, P.), © The Financial Times
Limited. All Rights Reserved; Extract on page 23 adapted from Serco finance director
departs as company seeks emergency funding, The Guardian, 30/04/2014, Copyright
Guardian News & Media Ltd 2014; Extract on page 30 adapted from Alternative
finance a big hope for small groups: funding for SMEs, The Financial Times, 03/03 /2014
(Bollen,B.); Extract on page 33 adapted from UK’s Social Stock Exchange set to include
international members, The Financial Times, 31/08/2013 (Kortekass, K. and Sullivan, R.),
© The Financial Times Limited. All Rights Reserved; Extract on page 38 adapted from
It’s true! The FT — and social media — really do move markets, The Financial Times,
04/01/2014 (Authers, J.), © The Financial Times Limited. All Rights Reserved; Extract
on page 54 adapted from The fatal attraction of profits and share prices, The Financial
Times, 30/10/2010 (Authers, J.); Extract on page 67 adapted from Neck-and-neck rally
for US stocks and bonds, Financial Times, 04/03/2014, 24 (Mackenzie, M.), © The
Financial Times Limited. All Rights Reserved; Box on page 75 from Short View: US
yield curve, Financial Times, 22/02/2010 (Authers, J.); Extract on page 83 from Portrait
of a frontier investor, Financial Times, 13/10/2013, p.12 (Manson, K.); Box on page 93
adapted from Bullish Ronson defies property slump, Financial Times, 03/06/2009
(Thomas, D.), © The Financial Times Limited. All Rights Reserved.; Box on page 96
from Is investing in pizza stores a no-brainer?, Financial Times, 03/01/2007 (Lex
Column); Extract on page 113 adapted from The new market space: billionaire inves-
tors look beyond Earth, The Financial Times, 01/03/2014, p.1 (Sunyer, J.), © The Finan-
cial Times Limited. All Rights Reserved; Box on page 117 from The sleight of hand
over shale costs, Financial Times, 21/03/2010 (Dizard, ].); Extract on page 123 adapted
from Anger as no-tax company wins state mobile contract, Financial Times, 13/05/2013,
p-4 (Mance, H. & Stacey, K.), © The Financial Times Limited. All Rights Reserved;
Extract on page 140 from Disneyland Paris celebrates 20th birthday €1.9bn in debt,
The Guardian, 11/04/2012 (Neate, R., Sylt, C. & Ried, C.), Copyright Guardian News
& Media Ltd 2012; Extract on page 143 adapted from Toyota recalls more than 6.5m
cars over steering and seat problems, The Guardian, 09/04/2014 (Rankin, J.), Copyright
Guardian News & Media Ltd 2014; Extract on page 161 from Football’s ‘cajillionaires’
go on record summer spending spree, Financial Times, 31/08/2013, p.7 (Blitz, R.),
© The Financial Times Limited. All Rights Reserved; Extract on page 165 adapted
from We all lose if failure is punished too harshly, Financial Times, 13/11/2013, p.14
(Johnson, L.); Box on page 189 from Lex live; Metro and the weather, Financial Times,
29/10/2004, © The Financial Times Limited. All Rights Reserved; Extract on page 198
adapted from Keeping the family fortune relatively intact, Financial Times,23/09/2013,
p-19 (Grant, J.), © The Financial Times Limited. All Rights Reserved; Extract on page
203 adapted from Concentration: the case for putting all your eggs in one basket,
Financial Times, 30/09/2013, 6 (Bang, N.P. and Sakaldeepi, K.); Extract on page 208
adapted from Eggs in the investment basket need to be of varied hues, The Guardian,
01/08/2005 (Warner, E.), Copyright Guardian News & Media Ltd 2005; Extract on



Publisher’s acknowledgements XXi

page 214 adapted from Too many stocks spoil the portfolio, Financial Times, 13/04/2013,
p-7 (Smith, T.); Extract on page 234 adapted from The problem for active managers,
Financial Times, 30/04/2012, p.6 (Skypala, P.); Extract on page 241 adapted
from Vivendi faces challenge to keep evolving, Financial Times, 15/11/2013, p.23
(Thomson, A.), © The Financial Times Limited. All Rights Reserved; Extract on
page 241 adapted from Anglo should hire a new boss who can do splits, Financial
Times, 30/10/2012, p.16 (Guthrie, J.); Extract on page 242 adapted from Cookson
review floats potential demerger, Financial Times, 18/05/2012, p.20 (Shotter, ].); Box on
page 258 from Whitbread smells self-service success, Financial Times, 03/03/2011
(Jacobs, R.); Extract on page 264 adapted from Water operators hit by Ofwat’s
demands, Financial Times, 28/01/2014, p.23 (Kavanagh, M.), © The Financial Times
Limited. All Rights Reserved; Box on pages 253-254 from Counting the cost, Financial
Times, 24/03/2003 (Lex Column); Extract on page 270 adapted from Candy Crush
game developer seeks $7.6bn valuation in IPO, Financial Times, 13/03/2014, p.15
(Cookson, R. & Davies, S.); Extract on page 270 adapted from King falls from grace
with poor stock exchange debut, Financial Times, 29/03/2014, p.9 (Cookson, R. &
Davies, S.), © The Financial Times Limited. All Rights Reserved; Box on page 274 from
Club Méditerranée: An empire built on sand, The Economist, 14/08/2010, © The
Economist Newspaper Limited, London; Extract on page 275 adapted from Lonely
Planet losses prompt BBC rethink, Financial Times, 20/03/2013, p.4 (Kuchler, H. &
Edgecliffe-Robert, A.), © The Financial Times Limited. All Rights Reserved; Extract on
page 276 from BlackBerry ad campaign aims to calm customers, Financial Times,
15/10/2013, p.17 (Taylor, P.), © The Financial Times Limited. All Rights Reserved; Box
on page 279 adapted from Ups and downs of global brands: Consumers luxuriate in
shopping on the web, Financial Times, 12/05/2013, p.2 (Lucas, L.); Box on page 281
adapted from Cashmere if you can, Financial Times, 10/07/2013, p.10 (Lex Column),
© The Financial Times Limited. All Rights Reserved; Box on page 290 adapted from
End short-term financial reporting fudges, Financial Times, 31/05/2012, p.9 (Mau-
boussin M. & Rappaport, A.); Box on page 296 from The Godrej Group: Good-quality
products can be made for low earners, Financial Times, 11/06/2013, p.2 (Moules, ].),
© The Financial Times Limited. All Rights Reserved; Box on pages 286-287 from Social
guessworking, Financial Times, 14/02/2011 (Lex); Box on page 318 adapted from Is it
better to play it safe or to place bets that risk bankruptcy?, Financial Times, 11/12/2013,
p-11 (Kay, J.), © The Financial Times Limited. All Rights Reserved; Case Study on
page 323 adapted from BP in Russia: options, Financial Times, 06/03/2014, p.12
(Lex), © The Financial Times Limited. All Rights Reserved; Box on pages 319-320
adapted from Brussels to probe UK nuclear power plant deal, Financial Times,
12/12/2013, p.3 (Chazan, G. & Barker, A.), © The Financial Times Limited. All
Rights Reserved; Box on page 331 from Annual Report 2013, D.S. Smith plc (2013)
pp- 32-33; Box on page 338 adapted from Crisis alters risk outlook of corporate
treasurers, Financial Times, 03/09/2010, p.21 (Milne, R.); Box on page 341 adapted
from Hedging helps foodmakers through uncertainty, Financial Times, 21/08/2010
(Blas, J. & Farrell, G.), © The Financial Times Limited. All Rights Reserved; Box on
page 342 adapted from Oil groups and utliities grab bigger share of airline hedging,
Financial Times, 29/08/2013, p.19 (Makan, A.), © The Financial Times Limited. All
Rights Reserved; Box on pages 349-350 adapted from A centuries-old concept,
futures trading has kept pace with the times, Financial Times, 17/08/2010 (Flood,
C.); Box on page 359 adapted from Invoice payments, Financial Times, 13/08/2013,
p-10 (Lex), © The Financial Times Limited. All Rights Reserved; Box on page 362
adapted from Study warns of threat to shipping container groups, Financial Times,
25/03/2014, p.14 (Hale, T.), © The Financial Times Limited. All Rights Reserved;
Box on page 364 adapted from Groups losing ground on cash handling, Financial
Times, 25/06/2012, p.18 (Smith, A.); Box on page 369 adapted from You can have too
much of a good thing, Financial Times, 05/02/2011, p.30 (Moules, J.); Box on



XXii Publisher’s acknowledgements

page 375 from http://www.promptpaymentcode.org.uk/; Box on page 382 from
Amazon - law of the jungle, Financial Times, 11/12/2012, p.2 (Armstrong, R. & Kirk, S.),
© The Financial Times Limited. All Rights Reserved; Box on page 409 adapted from
Invoice finance helps visionary businesses see their future, The Telegraph, 07/02/2014
(White, A.), copyright © Telegraph Media Group Limited 2014; Box on page 416 from
You gonna buy that?, The Economist,21/08/2010, © The Economist Newspaper Limited,
London; Extract on page 444 adapted from Cream of Devon, The Economist,02/11/2013,
© The Economist Newspaper Limited, London; Box on page 453 from Listings
worth $8bn lined up in IPO flurry, Financial Times, 19/02/2014 (Chassany, A. &
Wigglesworth, R.), © The Financial Times Limited. All Rights Reserved; Box on
page 454 from HgCapital poised to float Manx Telecom in AIM, Financial Times,
16/01/2014 (Thomas, D. & Chassany, A.), © The Financial Times Limited. All Rights
Reserved; Box on page 456 adapted from Why even discounted rights issues need
underwriting, Financial Times, 28/04/2008 (Hill, A.); Box on page 457 adapted
from OFT draws critics over rights fees, Financial Times, 28/11/2011 (Johnson, M. &
Murphy, M.); Box on page 459 adapted from Porsche to defy investors’ fears with €5bn
rights issue, Financial Times, 28/03 /2011 (Schafer, D.); Box on page 461 from Small-cap
week, Financial Times, 07/03/2014 (Wilson, J.), © The Financial Times Limited. All
Rights Reserved; Example on page 462 after Mastercard stock split evokes 1990s spirit,
Financial Times, 12/12/2013 (Massoudi, A.); Box on page 474 from Unilever in ‘dim
sum’ bond move, Financial Times, 28/03/2011 (Lucas, L.); Box on page 477 from
Unilever blazes sustainable trail with £250m ‘green bond’, Financial Times, 20/03 /2014
(Daneshkhu, S. & Bolger, A.), © The Financial Times Limited. All Rights Reserved; Box
on page 479 from Sukuk — growing up, Financial Times, 10/02/2014, © The Financial
Times Limited. All Rights Reserved; Extract on page 481 from Banking on the ummah,
The Economist, 05/01/2013, p.52 (Bahru, J.), © The Economist Newspaper Limited,
London; Box on pages 446-447 from Business Central Europe, February (1995), © The
Economist Newspaper Limited, London; Extract on pages 451452 from Poundland
gives the go-ahead for £700m IPO, Financial Times, 19/02/2014 (Felsted, A.), © The
Financial Times Limited. All Rights Reserved; Extract on pages 465-466 from A big
number from Verizon, The Economist, 14/09/2013, © The Economist Newspaper
Limited, London; Extract on pages 468-469 from Back from the dead, The Economist,
11/01/2014, © The Economist Newspaper Limited, London; Box on pages 475476
from Money will find a way, The Economist, 06/07 /2013, © The Economist Newspaper
Limited, London; Box on page 487 adapted from Personal goods - L'Oreal chief
promises dividend is high priority, Financial Times, 13/02/2014, p.16 (Thomson, A.),
© The Financial Times Limited. All Rights Reserved; Box on page 488 adapted from
wolsey shares jump on bumper cash payout, Daily Telegraph, 01/10/2013 (Ficenec, J.),
copyright © Telegraph Media Group Limited 2013; Box on page 490 adapted from
Nokia slides after passing on dividend, Financial Times, 25/01/2013 (Stevenson, A.);
Box on page 494 after Wm Morrison slips to five-year low, Financial Times, 15/02/2014,
p-19 (Elder, B.), © The Financial Times Limited. All Rights Reserved; Box on page 498
adapted from China acts to relieve IPO backlog, Financial Times, 09/01/2013, p.30
(Noble, J. & Rabinovitch, S.), © The Financial Times Limited. All Rights Reserved.; Box
on page 504 adapted from Costco — question of balance, Financial Times, 19/11/2012,
p-14 (Lex Column); Box on page 509 adapted from Dividend reinvestment: scrips and
drips, Financial Times, 27/10/2012, p.9 (Eley, ]J.); Box on page 511 adapted from Apple
and tech stocks lift US markets, Financial Times, 20/03/2012, p.34 (Massoudi, A.); Box
on page 512 from Apple to return extra $55bn to investors, Financial Times, 24/04/2013,
p-1 (Bradshaw, T.), © The Financial Times Limited. All Rights Reserved; Box on page
512 from Icahn defeated in effort to force $50bn Apple buy-back, Financial Times,
11/02/2014, p.15 (Bradshaw, T. & Foley, S.), © The Financial Times Limited. All Rights
Reserved; Box on page 513 adapted from Kimberly-Clark: mopping up, Financial Times,
20/04/2013, p.16 (Lex), © The Financial Times Limited. All Rights Reserved; Box on


http://www.promptpaymentcode.org.uk/

Publisher’s acknowledgements XXiili

pages 507-508 adapted from Vodafone payout to bolster UK dividend payments to
record £100bn, Financial Times, 12/10/2013, p.20 (Smith, A.); Box on pages 510-511
adapted from Share buybacks could provide equity inspiration, Financial Times,
22/08/2013, p.29 (Shellock, D.), © The Financial Times Limited. All Rights Reserved;
Box on pages 514-515 from Where dividends fit in the financial puzzle, Financial Times,
05/03/2011 (Authers, J.); Box on page 522 adapted from 2014 outlook: Sugar high,
Financial Times, 02/01/2014, p.7 (Alloway, T. & Mackenzie, M.), © The Financial Times
Limited. All Rights Reserved; Box on page 530 adapted from Textron: Cessna turbu-
lence, Financial Times, 18/04/2013, p.14 (Lex), © The Financial Times Limited. All
Rights Reserved; Box on page 534 adapted from Debt ratios: the beautiful game,
Financial Times, 18/02/2014, p.14 (Lex), © The Financial Times Limited. All Rights
Reserved; Box on page 547 adapted from High street horror as Blockbuster’s UK arm
collapses again, Financial Times, 30/10/2013, p.17 (Felsted, A.), © The Financial Times
Limited. All Rights Reserved; Box on page 548 adapted from Spain’s airport that never
took off up for sale at €100m, Financial Times, 09/12 /2013, p.6 (Buck, T.), © The Financial
Times Limited. All Rights Reserved; Box on page 549 adapted from UK high street
closures accelerating, Financial Times, 28/02/2013, p.23 (Felsted, A.), © The Financial
Times Limited. All Rights Reserved; Box on page 550 adapted from Brintons rolls
out the red carpet for Middle East’s revival, Financial Times, 25/11/2013, p.26
(Robinson, D.), © The Financial Times Limited. All Rights Reserved; Box on pages
544-545 from Broadband price blow for BT, Financial Times, 21/01/2011 (Parker, A.);
Box on page 559 adapted from A theorem fit to terrify bankers, Financial Times,
09/03/2014, p.52 (Harford, T.), © The Financial Times Limited. All Rights Reserved;
Box on pages 574-575 adapted from ‘Climate of fear” for small business borrowers,
Financial Times, 25/11/2013, p.2 (Parker, G. & Moore, E.), © The Financial Times
Limited. All Rights Reserved; Box on page 593 adapted from Glencore Xstrata lifts cost-
cutting target to $2bn, Financial Times, 11/09/2013, p.20 (Wilson, J. & Hume, N.), © The
Financial Times Limited. All Rights Reserved; Box on page 594 adapted from RBS
‘gamble” on ABN Amro deal: FSA, The Guardian, 12/12/2011 (Bowers, S. & Treanor, J.),
Copyright Guardian News & Media Ltd 2011; Box on page 597 adapted from UK MPs
seek ‘cast iron” pledge on Astra jobs, Financial Times, 12/05/2014 (Ward, A., Rigby, E. &
Fleming, S.), © The Financial Times Limited. All Rights Reserved; Box on page 600
adapted from Energy industry probe to test competition regulator’s powers, Financial
Times, 28/03/2014, p.3 (Binham, C.); Box on page 601 adapted from Greene King picks
Cloverleaf chain, Financial Times, 11/02/2011 (Jacobs, R. & Wembridge, M.); Box on
page 602 adapted from Barrick Gold chief hails benefits of Newmont merger, Financial
Times, 23/04/2014, p.18 (Wilson, J.), © The Financial Times Limited. All Rights
Reserved; Box on page 603 adapted from Swatch fills gap in portfolio with purchase of
Harry Winston, Financial Times, 22/01/2013, p.2 (Shotter, J.), © The Financial Times
Limited. All Rights Reserved; Box on page 603 adapted from China’s Bright Food eyes
Europe acquisitions, Financial Times, 11/02 /2014, p.16 (Daneshkhu, S.), © The Financial
Times Limited. All Rights Reserved; Box on page 604 adapted from Bunzl lifted at
halfway by overseas acquisitions, Financial Times, 28/08/2013, p.18 (Wembridge, M.),
© The Financial Times Limited. All Rights Reserved; Box on page 604 adapted from
M&A opens door to markets for Assa Abloy, Financial Times, 23/01/2013 (Milne, R.),
© The Financial Times Limited. All Rights Reserved.; Box on page 605 adapted from
Eddie Stobart drives on to LSE, Financial Times, 16/08/2007 (Bryant, C.); Box on
page 610 adapted from Costain sweetens offer for Mouchel, Financial Times, 23/01/2011
(Wilkinson, D. & Gray, A.); Box on page 616 adapted from DS Smith shows SCA unit
takeover benefits, Financial Times, 07/12/2012, p.23 (Wembridge, M.), © The Financial
Times Limited. All Rights Reserved; Box on page 619 after Better ways to play the
merger mania, Financial Times, 03/08/2013, p.6 (Eley, ].), © The Financial Times Limited.
All Rights Reserved; Box on page 624 adapted from Consultants offer advice at a
‘dangerous moment’, Financial Times, 08/11/2012, p.4 (Devi, S.); Box on page 625



XXiV Publisher’s acknowledgements

adapted from Apollo Tyres skids 24% on Cooper deal fears, Financial Times, 14/06/2013,
p-18 (Chilkoti, A.), © The Financial Times Limited. All Rights Reserved; Box on
page 636 adapted from Vodafone forced to write down Indian business, Financial Times,
19/05/2011 (Parker, A.); Box on page 638 adapted from Qinetiq agrees to offload US
services division, Financial Times, 23/04/2014, p.20 (Sharman, A.); Box on page 639
adapted from The southwest: dairies show how to be seen but not in the herd,
Financial Times, 15/07/2013, p.19 (Brown, ].M.), © The Financial Times Limited. All
Rights Reserved; Box on page 640 adapted from From wheels to deals for software
sales chief, Financial Times, 20/03/2014, p.3 (Smedley, T.), © The Financial Times
Limited. All Rights Reserved; Box on page 646 adapted from Infinis float to value
group at up to £930m, Financial Times, 05/11/2013, p.23 (Chassany, A-S.), © The
Financial Times Limited. All Rights Reserved; Box on pages 599-600 adapted from
Brief Summary, http:/ /www.thetakeoverpanel.org.uk/the-code/download-code; Box
on pages 616-617 adapted from Paying the dire price of inflated ambition, Financial
Times, 14/04/2012, p.17 (Lucas, L. & Thomas, D.); Box on pages 620621 from Men’s
Wearhouse brings Pac-Man dealmaking tactic back to arena, Financial Times,
03/12/2013, p.23 (Hammond, E.), © The Financial Times Limited. All Rights Reserved;
Box on pages 634-365 adapted from Marrying in haste, Financial Times, 12/04/2000
(Skapinker, M.); Box on pages 643-644 adapted from Return of the buyout kings,
Financial Times, 08/03/2014, p.5 (Chessany, A-S.), © The Financial Times Limited. All
Rights Reserved; Box on page 657 adapted from Currencies: Hedging your bets, Finan-
cial Times, 31/05/2012, p.9 (Hunter, M.); Box on page 659 adapted from To hedge or
not to hedge, Financial Times, 01/04/2013, p.15 (Bollen, B.); Box on page 670 adapted
from Europe’s leaders warn currency volatility could harm the recovery, Financial
Times, 17/03/2014, p.2 (Strauss, D.), © The Financial Times Limited. All Rights
Reserved; Box on page 675 adapted from The Big Mac index. Grease-proof taper: Our
bun-loving guide to currencies, The Economist, 24/01/2014, © The Economist
Newspaper Limited, London; Box on page 678 adapted from Volvo aims to mitigate
strong krona Financial Times, 10/09/2012, op. (Milne, R.); Box on page 681 adapted
from Businesses look beyond EU for growth, Financial Times, 30/07/2012, p.4 (Bounds,
A.,Brown, ]. M., Tighe, C.); Box on page 684 adapted from Farmers embrace hedging to
minimise currency risks, Financial Times, 30/09/2013, p.4 (Strauss, D.), © The Financial
Times Limited. All Rights Reserved; Box on pages 674-675 adapted from Yen and
Toyota: ups and downs, Financial Times, 06/02/2013, p.12 (Lex Column), © The
Financial Times Limited. All Rights Reserved; Box on page 697 adapted from EM leads
DM in cross-border M&A for first time, Financial Times, 30/04 /2014, p.22 (Ratcliffe, V.),
© The Financial Times Limited. All Rights Reserved; Box on page 701 after Nissan
gears up to build cars in Nigeria, Financial Times, 10/10/2013, p.14 (Foy, H. & Blas, J.),
© The Financial Times Limited. All Rights Reserved; Box on page 703 adapted from
US and Mexico boost manufacturing credentials, Financial Times, 25/04/2014, p.4
(Crooks, E.), © The Financial Times Limited. All Rights Reserved; Box on page 704
adapted from Walmart plans big wholesale store push into India, Financial Times,
10/04/2014, p.16 (Kazmin, A.), © The Financial Times Limited. All Rights Reserved;
Box on page 706 adapted from US courts foreign investment for economic boost,
Financial Times, 31/10/2013, p.2 (Politi, J.), © The Financial Times Limited. All Rights
Reserved; Box on page 722 adapted from Is Transparency International’s measure of
corruption still valid?, The Guardian, 03/12/2013 (Provost, C.), Copyright Guardian
News & Media Ltd 2013; Box on page 724 adapted from When a haven harbours
unseen risk, Financial Times, 25/03/2014, p.14 (Hill, A.), © The Financial Times Limited.
All Rights Reserved; Box on page 726 adapted from $4bn Cnooc debt issue breaks
Chinese records, Financial Times, 04/05/2013, p.20 (Wagstly, S.), © The Financial Times
Limited. All Rights Reserved; Box on pages 699-700 adapted from Britain, the former
empire, strikes back, Financial Times, 20/11/2013, p.4 (Groom, B.), © The Financial
Times Limited. All Rights Reserved; Box on pages 713-714 adapted from The case


http://www.thetakeoverpanel.org.uk/the-code/download-code

Publisher’s acknowledgements XXV

study: How BMW dealt with exchange rate risk, Financial Times, 30/10/2012, p.12
(Bin, X. & Ying, L.), This article was based on a case study by Xu Bin, CEIBS Professor
of Economics and Finance & Associate Dean (Research), and Liu Ying a research associ-
ate at CEIBS.; Box on page 738 adapted from More respect for behavioural studies,
Financial Times, 03/01/2010 (Grene, S.), © The Financial Times Limited. All Rights
Reserved.; Box on page 742 adapted from BP’s $25bn annual profit sees confidence and
dividends soar, The Guardian, 07/02/2012 (Macalister, T.), Copyright Guardian News
& Media Ltd 2012; Box on page 745 adapted from Prize-winning work on asset prices
goes to heart of financial crisis debate, Financial Times, 15/10/2013, p.2 (Giugliano, F. &
Aglionby, J.), © The Financial Times Limited. All Rights Reserved; Box on page 746
adapted from Inefficient markets: dangerous hopes, Financial Times, 24/09/2013,
p-12 (Lex Column), © The Financial Times Limited. All Rights Reserved; Box on
page 749 adapted from Wanted: new model for markets, Financial Times, 29/09/2009
(Authers, ].); Box on page 750 adapted from Decoding the psychology of trading,
Financial Times, 16/07/2010 (Mackiintosh, ].); Box on page 758 from Managing risk is
the main task ahead, Financial Times, 03/01/2010 (Grene, S.); Box on page 759 adapted
from Orthodox economists have failed their own market test, The Guardian,20/11/2013
(Milne, S.), Copyright Guardian News & Media Ltd 2013; Box on pages 747478
adapted from No more rules: a physicist argues that time is the only constant, Financial
Times, 25/05/2014, p.9 (Tett, G.); Box on pages 751-752 adapted from Beware of your
inner self, Financial Times, 01/06/2013, p.8 (Cohen, N.), © The Financial Times Limited.
All Rights Reserved; Box on pages 756-757 adapted from Watch the herd, but don’t
join it, Financial Times, 03/07 /2004 (Bloch, B.)

In some instances we have been unable to trace the owners of copyright material,
and we would appreciate any information that would enable us to do so.



This page intentionally left blank



A FRAMEWORK FOR FINANCIAL DECISIONS

Business financial decisions are not made in a vacuum. An ‘obvious’ decision may often have to be
tempered by an appreciation of the restrictions imposed by the prevailing environment. Although it

is beyond our scope to consider the full social, political and economic complexity of the financial
decision-making context, we provide an overview of the key features of the UK financial and economic
system. A sound grasp of the framework for financial decisions is essential if the reader is to
appreciate fully the issues discussed in subsequent chapters of this book.

Part | provides an introduction to the scope and the fundamental concepts of financial management.
Chapter 1 provides a broad picture of the subject and the important role it plays in business. It
examines the nature of financing and investment decisions, the role of the financial manager and
the fundamental objective for corporate financial management. This leads on, in Chapter 2, to
consideration of the financial and tax environment in which businesses operate. Particular attention
is devoted to the characteristics and operation of the London Stock Exchange, which provides a
barometer of the success of financial decisions via the market’s valuation of the company’s shares.
The extent to which any market can provide ‘accurate’ valuations is also considered.

Central concepts in financial management are the time-value of money and present value, which are
discussed in Chapter 3. The chapter also provides an understanding of the valuation of bonds and
shares. Concepts of value and its measurement play important roles in subsequent chapters, where
investment, financing and other key decisions are discussed.

1 An overview of financial management 3
2 The financial environment 23

3 Present values, and bond and share valuation 54
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An overview of financial
management

Working for shareholders

Tesco and Walmart are two of the world’s largest and
best known retailers. Tesco was founded in the UK and
Walmart in the USA, and both companies now have a
significant international presence. The overlap between
the two companies is not restricted to their competing
in the same market sector. The two companies also
have the same primary focus on shareholder value:

Everything we are doing reflects my determination
to deliver shareholder value, an appropriate balance

Learning objectives

between investing for future growth, and delivering

sustainable returns for our shareholders.
(Tesco 2013 Annual report)

Delivering strong returns to shareholders remains a

top priority for Walmart.
(Walmart 2013 Annual report)

Sources: http://www.tescoplc.com, http://stock.walmart.com

By the end of this chapter, you should understand the following:

m What corporate finance and investment decisions involve.

How financial management has evolved.

The finance function and how it relates to its wider environment and to strategic planning.

The central role of cash in business.

The goal of shareholder wealth creation and how investors can encourage managers to adopt this goal.


http://www.tescoplc.com
http://stock.walmart.com
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1.1

INTRODUCTION

The objectives of Tesco and Walmart, summarised at the start, suggest that manage-
ment has a clear idea of its purpose and key objectives. The mission is to deliver eco-
nomic value to shareholders in the form of dividend and capital growth. Organisations
such as Tesco and Walmart understand the importance of meeting the requirements
of the shareholders — the owners of the business who need to be rewarded for their
investment risk. Their objectives, strategies and decisions are all directed towards cre-
ating value for them.

One of the challenges in any business is to make investments that consistently yield
rates of return to shareholders in excess of the cost of financing those projects and bet-
ter than the competition. This book centres on that very issue: how can firms create value
through sound investment decisions and financial strategies?

This chapter provides a broad picture of financial management and the fun-
damental role it plays in achieving financial objectives and operating successful
businesses. First, we consider where financial management fits into the strategic
planning process. This leads to an outline of the finance function and the role of the
financial manager, and what objectives he or she may follow. Central to the subject
is the nature of these financial objectives and how they affect shareholders’ interests.
Finally, we introduce the underlying principles of finance, which are developed in
later chapters.

Starting a business: Brownbake Ltd

Ken Brown, a recent business graduate, decides to set up his own small bakery busi-
ness. He recognises that a clear business strategy is required, giving a broad thrust to
be adopted in achieving his objectives. The main issues are market identification, com-
petitor analysis and business formation. He identifies a suitable market with room for
a new entrant and develops a range of bakery products that are expected to stand up
well, in terms of price and quality, against the existing competition.

Brown and his wife become the directors of a newly-formed limited company,
Brownbake Ltd. This form of organisation has a number of advantages not found in a
sole proprietorship or partnership:

m Limited liability. The financial liability of the owners is limited to the amount they
have paid in. Should the company become insolvent, those with outstanding claims
on the company cannot compel the owners to pay in further capital.

m Transferability of ownership. It is generally easier to sell shares in a company, particu-
larly if it is listed on a stock market, than to sell all or part of a partnership or sole
proprietorship.

m Permanence. A company has a legal identity quite separate from its owners. Its exis-
tence is unaffected by the sale of shares or death of a shareholder.

m Access to markets. The above benefits, together with the fact that companies enable
large numbers of shareholders to participate, mean that companies can enjoy finan-
cial economies of scale, giving rise to greater choice and lower costs of financing the
business.

Brown should have a clear idea of why the business exists and its financial and
other objectives. He must now concentrate on how the business strategy is to be
implemented. This requires careful planning of the decisions to be taken and their
effect on the business. Planning requires answers to some important questions. What
resources are required? Does the business require premises, equipment, vehicles and
material to produce and deliver the product?
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The key to industrial capitalism: limited liability

Shares, or ‘equities’, were first issued in the 16th century,

by Europe’s new joint-stock companies, led by the Muscovy
Company, set up in London in 1553, to trade with Russia.
(Bonds, from the French government, made their debut in
1555.) Equity’s popularity waxed and waned over the next
300 years or so, soaring with the South Sea and Mississippi
bubbles, then slumping after both burst in 1720. Share-owning
was mainly a gamble for the wealthy few, though by the early
19th century, in London, Amsterdam and New York, trading

had moved from the coffee houses into specialised exchanges.

Yet the key to the future was already there. In 1811, from
America, came the first limited-liability law. In 1854, Britain, the
world’s leading economic power, introduced similar legislation.
The concept of limited liability, whereby the sharehold-
ers are not liable, in the last resort, for the debts of their

company, can be traced back to the Romans. But it was
rarely used, most often being granted only as a special
favour to friends by those in power.

Before limited liability, shareholders risked going bust,
even into a debtors’ prison maybe, if their company did. Few
would buy shares in a firm unless they knew its managers
well and could monitor their activities, especially their
borrowing, closely. Now, quite passive investors could afford
to risk capital — but only what they chose — with entre-
preneurs. This unlocked vast sums previously put in safe
investments; it also freed new companies from the burden
of fixed-interest debt. The way was open to finance the
mounting capital needs of the new railways and factories
that were to transform the world.

Source: Based on The Economist, 31 December 1999.

Once these issues have been addressed, an important further question is: how will

such plans be funded? However sympathetic his bank manager, Brown will probably
need to find other investors to carry a large part of the business risk. Eventually, these
operating plans must be translated into financial plans, giving a clear indication of
the investment required and the intended sources of finance. Brown will also need to
establish an appropriate finance and accounting function, to keep himself informed of
financial progress in achieving plans and ensure that there is always sufficient cash to
pay the bills and to implement plans. Such issues are the principal concern of finan-
cial management, which applies equally to small businesses, like Brownbake Ltd, and
large multinational corporations, like Tesco and Walmart.

1.2 THE FINANCE FUNCTION

In a well-organised business, each section should arrange its activities to maximise
its contribution towards the attainment of corporate goals. The finance function is
very sharply focused, its activities being specific to the financial aspects of manage-
ment decisions. Figure 1.1 illustrates how the accounting and finance functions may
be structured in a large company. This book focuses primarily on the roles of finance
director and treasurer.

It is the task of those within the finance function to plan, raise and use funds in an
efficient manner to achieve corporate financial objectives. Two central activities are as
follows:

1 Providing the link between the business and the wider financial environment.
2 Investment and financial analysis and decision-making.

Link with financial environment

The finance function provides the link between the firm and the financial markets
in which funds are raised and the company’s shares and other financial instruments
are traded. The financial manager, whether a corporate treasurer in a multinational
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Finance Director
or Chief Financial Officer

Responsibilities:
e Financial strategy and policy
o Corporate planning

Treasurer

Controller ) -
or Financial Manager

or Chief Accountant
Responsibilities:
* Risk management
e Funding
e Cash management
e Banking relationships
e Mergers and takeovers

Responsibilities:
e Financial accounts
e Management accounts
e Investment appraisal
e Taxes

Figure 1.1 The finance function in a large organisation

company or the sole trader of a small business, acts as the vital link between financial
markets and the firm. Corporate finance is therefore as much about understanding
financial markets as it is about good financial management within the business. We
examine financial markets in Chapter 2.

1.3 INVESTMENT AND FINANCIAL DECISIONS

real assets
Assets in the business
(tangible or intangible)

Corporate finance is primarily concerned with investment and financing decisions
and the interactions between them. These two broad areas lie at the heart of finan-
cial management theory and practice. Let us first be clear what we mean by these
decisions.

The investment decision, sometimes referred to as the capital budgeting decision, is
the decision to acquire assets. Most of these assets will be real assets employed within
the business to produce goods or services to satisfy consumer demand. Real assets may
be tangible (e.g. land and buildings, plant and equipment, and stocks) or intangible
(e.g. patents, trademarks and ‘know-how’). Sometimes a firm may invest in financial
assets. Such investment does not form part of trading activity and may be in the form
of short-term securities and deposits.

The basic problems relating to investments are as follows:

1 How much should the firm invest?

2 In which projects should the firm invest (fixed or current, tangible or intangible, real
or financial)? Investment need not be purely internal. Acquisitions of other compa-
nies represent a form of external investment.

The financing decision addresses the problems of how much capital should be raised
to fund the firm’s operations (both existing and proposed), and what the best mix
of financing is. In the same way that a firm can hold financial assets (e.g. investing
in shares of other companies or lending to banks), it can also sell ‘claims’ on its own
real assets, by issuing shares, raising loans, undertaking lease obligations, etc. A
financial security, such as a share, gives the holder a claim on the future profits
in the form of a dividend, while a bond (or loan) gives the holder a claim in the
form of interest payable. Financing and investment decisions are therefore closely
related.



Chapter 1 An overview of financial management 7

Self-assessment activity 1.1

Take a look at the statement of financial position of Brownbake Ltd.

Assets employed £
Machinery and equipment 15,000
Vehicles 8,000
Patents 12,000
Stocks 10,000
Debtors 3,000
Cash and bank deposit 4,000
52,000
Liabilities and shareholders’ funds 12,000
Trade creditors 8,000
Loans 32,000
Shareholders’ equity 52,000

Identify the tangible real assets, intangible assets and financial assets. Who has financial
claims on these assets?

(Answer in Appendix A at the back of the book)

1.4 CASH - THE LIFEBLOOD OF THE BUSINESS

Central to the whole of finance is the generation and management of cash. Figure
1.2 illustrates the flow of cash for a typical manufacturing business. Rather like the
bloodstream in a living body, cash is viewed as the ‘lifeblood” of the business, flow-
ing to all essential parts of the corporate body. If, at any point, the cash fails to flow
properly, a “clot” occurs that can damage the business and, if not addressed in time,
can prove fatal!

Good cash management therefore lies at the heart of a healthy business, and the
major sources and uses of cash for a typical business are depicted in Figure 1.2.

Financing Operations
Shareholders’
—>| funds and Customers |-
retained profits o
. Goods or
! services
: sold
Loans and Materials H
> i i Labour
supplier credit
PP Overheads
Capital
—>| Government investment

Dividends, interest, loan repayment Divestment
and taxes

Figure 1.2 Cash - the lifeblood of the business
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shareholders’ funds or
equity capital

Money invested by share-
holders and profits retained
in the company

debt finance/loan capital
Capital raised with an
obligation to pay interest
and repay principal

Corporate bonds
Medium- to long-term
borrowing by a company

gearing
Proportion of the total
capital that is borrowed

Sources and uses of cash

Shareholders’ funds

The largest proportion of long-term finance is usually provided by shareholders and
is termed shareholders’ funds or equity capital. By purchasing a portion of, or shares
in, a company, almost anyone can become a shareholder with some degree of control
over a company.

Ordinary share capital is the main source of new money from shareholders. They
are entitled both to participate in the business through voting in general meetings and
to receive dividends out of profits. As owners of the business, the ordinary sharehold-
ers bear the greatest risk, but enjoy the main fruits of success in the form of dividends
and share price growth.

Retained profits

For an established business, the majority of equity funds will normally be internally
generated from successful trading. Any profits remaining after deducting operating
costs, interest payments, taxation and dividends are reinvested in the business (i.e.
ploughed back) and regarded as part of the equity capital. As the business reinvests its
cash surpluses, it grows and creates value for its owners. The purpose of the business
is to do just that — create value for the owners.

Loan capital

Money lent to a business by third parties is termed debt finance or loan capital. Most
companies borrow money on a long-term basis by issuing loan stocks (or corporate
bonds). The terms of the loan will specify the amount of the loan, rate of interest and
date of payment, redemption date, and method of repayment. Loan stock carries a
lower risk to the investor than equity capital and, hence, offers a lower return.

The finance manager will monitor the long-term financial structure by examining
the relationship between loan capital, where interest and loan repayments are contrac-
tually obligatory, and ordinary share capital, where dividend payment is at the discre-
tion of directors. This relationship is termed gearing (known in the USA as leverage).

Government

Governments and the European Union (EU) provide various financial incentives and
grants to the business community. A major cash outflow for successful businesses will
be taxation.

We now turn from longer-term sources of cash to the more regular cash flows from
business operations as shown in Figure 1.2. Cash flows from operations comprise cash
collected from customers less payments to suppliers for goods and services received,
employees for wages and other benefits, and other operating expenses. The other
major cash flow is long-term expenditure on capital investment.

1.5 THE EMERGENCE OF FINANCIAL MANAGEMENT

While aspects of finance, such as the use of compound interest in trading, can be traced
back to the Old Babylonian period (c. 1800 Bc), the emergence of financial management
as a key business activity is a far more recent development. During the 20th century,
financial management evolved from a peripheral to a central aspect of corporate life.
This change was brought about largely through the need to respond to the changing
economic climate.

With continuing industrialisation in the UK and much of Europe in the first quarter
of the last century, the key financial issues centred on forming new businesses and rais-
ing capital for expansion and acquisitions.
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As the focus of business activity moved from growth to survival during the depres-
sion of the 1930s, finance evolved by focusing more on business liquidity, reorganisa-
tion and insolvency.

Successive Companies Acts, Accounting Standards and corporate governance
mechanisms have been designed to increase investors’ confidence in published finan-
cial statements and financial markets. However, the US accounting scandals in 2002,
involving such giants as Enron and Worldcom, have dented this confidence.

The 2007 credit crisis brought huge turmoil into the financial markets. This crisis
resulted from banks expanding lending to sub-prime (i.e. riskier) borrowers and
developed into a worldwide financial crisis that prompted comparisons with the Great
Depression of the late 1920s and 1930s. The extent of the crisis resulted in significant
financial support being provided to banks by governments, and, in 2009, the Bank of
England reported that if ‘all the facilities offered by central banks and governments
were fully called upon, the scale of support to banking systems in the United Kingdom,
the United States and euro area would exceed US$14 trillion” (Bank of England, 2009).
This crisis has continued to have significant repercussions for governments, businesses
and individuals. New banking regulations have been created, businesses have found
it more difficult to access finance and individuals have found household budgets more
difficult to manage.

Recent years have seen the emergence of financial management as a major con-
tributor to the analysis of investment and financing decisions. The subject continues to
respond to external economic and technical developments:

1 Successive waves of merger activity over the past 40 years have increased our
understanding of valuation and takeover tactics. With governments committed to
freedom of markets and financial liberalisation, acquisitions, mega-mergers and
management buy-outs have become a regular part of business life.

2 Technological progress in communications and the liberalisation of markets have
led to the globalisation of business. The single European market has created a major
financial market with relatively unrestricted capital movement. Modern computer
technology not only makes globalisation of finance possible, but also brings
complex financial calculations and financial databases within easy reach of every
manager.

3 Complexities in taxation and the enormous growth in new financial instruments
for raising money and managing risk have made some aspects of financial manage-
ment highly specialised. The causes of the 2007 credit crisis stem, in part, from the
risk management practices of the banks and the use of certain forms of derivative
instruments.

Deregulation in the City is an attempt to make financial markets more efficient and
competitive, although the lack of regulation in the banking sector was also judged
a major factor in the 2007 banking crisis.

5 Greater awareness of the need to view all decision-making within a strategic frame-
work is moving the focus away from purely technical to more strategic issues. For
example, a good deal of corporate restructuring has taken place, breaking down
large organisations into smaller, more strategically compatible businesses.

1.6 THE FINANCE DEPARTMENT IN THE FIRM

The organisational structure for the finance department will vary with company size
and other factors. The board of directors is appointed by the shareholders of the com-
pany. Virtually all business organisations of any size are limited liability companies,
thereby reducing the risk borne by shareholders and, for companies whose shares are
listed on a stock exchange, giving investors a ready market for disposal of their hold-
ings or for making further investment.





