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Preface

Coverage of fnancial issues by the press and media increases almost daily in both volume and 

complexity. The importance and media coverage of these issues has escalated enormously since 

the beginning of the so-called ‘credit crunch’, the global fnancial crisis that began in 2008. This 

includes topics such as debt, interest rates, corporate fnancial fraud, stock market performance, 

investment and growth, mergers and acquisitions, venture capitalists and private equity, deriva-

tives, and foreign currency exchange rates. Each of these topics is in some way concerned with 

the risks faced by government organisations and individuals, and by fnancial institutions, banks, 

manufacturing and service companies, and their shareholders and lenders, and the correspond-

ing cash returns that they expect to receive in reward for acceptance of such risks.

Corporate fnance is concerned with all these fnancial issues, which impact on us all in one 

way or another and are forever changing in their composition and focus. The discipline of cor-

porate fnance is about:

■ the way in which fnancial resources are acquired

■ how these resources are most efectively used

■ the control of these activities.

The topicality and critical importance of these topics therefore makes their study exciting and 

very relevant to a better understanding of the performance of countries’ economies and busi-

nesses, and the decisions and problems they face.

This new textbook is called Corporate Finance and Financial Strategy because it includes not 

only the theory and key areas of corporate fnance and the range of techniques that may be 

used and applied in practice, but also the appropriate fnancial strategies that may be adopted 

in order to optimise the use of the scarce resource of money (or cash fow).

One of the main objectives in writing this book was to produce a clear and user-friendly text, 

which embraces both the core principles and practice of corporate fnance and also fnancial 

strategy. This book uses a comprehensive set of learning features, illustrative worked examples 

and assessment material to support and reinforce your study. It is aimed primarily at students 

who are undertaking a degree or diploma in accounting, fnance, economics or business man-

agement, which includes a course in corporate fnance or fnancial strategy, or both. It is also 

aimed at students undertaking postgraduate fnance and business masters degrees, MBA stu-

dents, and students pursuing professional accounting and fnance courses.

Content and structure

The content and structure of the text have been carefully researched to follow closely the typi-

cal requirements of most introductory corporate fnance and fnancial strategy courses at both 

undergraduate and postgraduate levels. This text assumes no prior knowledge of the subject: 
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we start at square one and take you step-by-step through the concepts and application of tech-

niques, with clear explanations and numerous examples.

The text comprises 18 chapters, and is structured into two parts: corporate fnance, and 

fnancial strategy:

Corporate fnance is broadly concerned with the efective acquisition and use of fnancial 

resources in creating corporate value, and its translation into shareholder value. It includes 

a wide range of strategic fnancial management techniques and decision-making relating 

to capital investment; capital structure; working capital; the management of fnancial risk; 

fnancial planning; international operations and investment. It also covers accountability of 

company directors and their relationships with shareholders and other stakeholders.

Financial strategy decisions in general relate to the levels of:

■ investment in the assets of the business, and the choice of types of asset

■ most appropriate methods of funding – debt or equity

■ proft retention

■ proft distribution

■ gearing, or capital structure of the business

■ management of fnancial risk,

with the aim of maximisation of shareholder wealth.

Financial strategy is concerned with the creation of corporate value, but also how this is 

then refected in increased shareholder wealth through creation of shareholder value con-

sistent with levels of perceived risk and the returns required by investors.

Each of these areas and their component chapters are outlined in the introductory section 

to each part of the text.

A further key objective in writing this text was to provide a fexible study resource. There 

is a linkage between each of the chapters, which follow a structure that has been designed to 

facilitate efective learning of the subject in a progressive way. However, each chapter may also 

be used on a standalone basis; equally, chapters may be excluded from study if they relate to 

subjects that are not essential for a specifc course. Therefore, the text is intended to be suitable 

for modules of either one or two semesters’ duration.

Each chapter aims to help students understand the broader context and relevance of corpo-

rate fnance and fnancial strategy in the business environment, and how these may assist in 

 improving both corporate value and shareholder value. To put each topic in context we have pro-

vided numerous examples and commentary on company activity within each chapter, including 

at least one extract from the press and fnancial media; companies featured include Nestlé, Tesco, 

Barclays Bank, Ericsson, Next, Punch Taverns and BT. In addition, the book includes extracts and 

analysis of the actual Report and Accounts 2012 of Johnson Matthey, a major UK plc.

Using this book

To support your study and reinforce the topics covered, we have included a comprehensive 

range of learning features and assessment material in each chapter, including:

■ learning objectives

■ introduction

■ highlighted key terms
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■ mini cases about real companies

■ fully worked examples

■ integrated progress checks

■ key points summary

■ glossary of key terms

■ questions

■ discussion points

■ exercises.

Within each chapter we have also included numerous diagrams and charts that illustrate and 

reinforce important concepts and ideas. The double-page Guided Tour that follows on pages 

xxvii–xxviii summarises the purpose of these learning features and the chapter-end assess-

ment material. To gain maximum beneft from this text and to help you succeed in your study 

and exams, you are encouraged to familiarise yourself with these elements now, before you 

start the frst chapter.

It is easy, but mistaken, to read on cruise control, highlighting the odd sentence and gliding 

through the worked examples, progress checks and chapter-end questions and exercises. Active 

learning needs to be interactive: if you haven’t followed a topic or an example, go back and 

work through it again; try to think of other examples to which particular topics may be applied. 

The only way to check you have a comprehensive understanding of things is to attempt all the 

integrated progress checks and worked examples, and the chapter-end assessment material, 

and then to compare with the text and answers provided. Fully worked solutions are given 

immediately after each example, and solutions to around 45% of the chapter-end exercises 

(those with their numbers in colour) are provided in Appendix 2. Additional self-assessment 

material is available in the student centre of the book’s accompanying website (see page xvi).

Case studies

Throughout the book there are six case studies that may be tackled either individually or as a 

team. The case studies are a little more weighty than the chapter-end exercises and integrate 

many of the topics covered in the book. Each case study therefore gives you an opportunity to 

apply the techniques and knowledge gained, and to develop these together with the analytical 

skills, judgement, and strategic approach required to deal with real-life business problems. 

Additional cases are provided on the accompanying website.

We hope this textbook will enhance your interest, understanding and skills. Above all, relax, 

learn and enjoy!
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Learning objectives at the 

beginning of each chapter 

enable you to focus on what 

you should understand after 

using each section of the 

book.

The Introduction gives 

you a brief overview of the 

content and aims of each 

chapter, and how it links to 

the previous chapter.

Key terms are highlighted 

the f rst time they are 

introduced, alerting you 

to the core concepts and 

techniques in each chapter. 

A full explanation is given in 

the Glossary section at the 

end of the chapter.

Learning objectives

Completion of this chapter will enable you to:

■ Explain financial planning as part of the strategic management process.

■ Outline the purpose of financial planning.

■ Describe the financial planning process.

■ Use financial modelling to plan the long-term activities of a business.

■ Identify the ways in which a company may use alternative forecasting methods.

■ Prepare a cash flow forecast as part of the financial planning process to determine 

a company’s funding requirements.

■ Explain the ways in which a business may plan for its future growth.

■ Consider the financing options that a company may use to fund its future growth.

■ Outline the ways in which a company’s performance may be measured against its 

plans.

■ Explain the ways in which the balanced scorecard may be used to translate a 

company’s strategic plans into operational terms.

Introduction

Many companies have started up with very good ideas and good intentions with regard 

to their development and future sales growth. However, the corporate graveyard is full of 

companies that have been unsuccessful in these endeavours because they have failed to 

plan for such growth in terms of its impact on costs and planned levels of investment and 

funding.

This chapter considers financial planning, which is an important part of the strategic 

management process, concerned not with the absolute detail but taking a look at the big 

picture of the company as a whole. Strategic financial planning is not short term, but is 

concerned with periods of more than one year, and looks at expected levels of a company’s 

sales growth and how it may be financed.

In order to produce forecast long-term financial statements, financial plans are pre-

pared based on the company’s planned growth rate, and its financial ratios relating to 

costs, working capital, tax, dividends, and gearing. Forecasts are not plans or budgets 

but are predictions of what may happen in the future. There are a variety of techniques, 

both qualitative and quantitative, which are used to forecast growth rates. Quantitative 

methods include use of the statistical techniques of exponential smoothing and regression 

analysis.

Cash flow forecasting is one part of the financial planning process and is used to deter-

mine a company’s future funding requirements on a monthly and yearly basis. The company 

may use its own resources of retained earnings to support its plans for future sales growth. In 

some circumstances, additional external funding is necessary for a company planning future 

growth.

purposes to influence improved business unit and departmental performance. Monitoring of 

actual performance against plans is used to provide feedback in order to take the appropriate 

action necessary to reach planned performance, and to revise plans in the light of changes.

The role of financial planning is crucial to any business and it is important to be as accurate 

as possible. As the Thomas Cook press extract below indicates, the impact of a failure to accur-

ately forecast the costs of long-term projects can have serious consequences for a company’s 

financial stability.

Currently, many companies are taking the view that the traditional planning and annual 

budgeting systems are unsuitable and irrelevant in rapidly changing markets. Further, they 

believe that budgets fail to deal with the most important drivers of shareholder value such as 

intangible assets like brands and knowledge. Some of these companies, like Volvo, Ikea, and 

increasingly changing business environment. Volvo abandoned the annual budget 10 years ago. 
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Numerous Worked 

 examples throughout the 

book provide an  application 

of the learning points and 

techniques included within 

each topic. By working 

through the step-by-step 

solutions, you have an 

 opportunity to check your 

knowledge at frequent 

 intervals

Progress checks allow 

you to check and apply 

your understanding of 

each key topic before you 

move on.

Press extracts feature real 

company examples 

from the press, including 

 commentary that highlights 

the  practical application 

of corporate f nance in the 

business environment. 
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  Mature takeover target 

 Sadly, there is still plenty of action in 

Afghanistan. But for investors in Inmar-

sat – the UK satellite company that provides 

phones and internet services to ships, aircraft 

and soldiers in such remote places – some 

action in the boardroom would be welcome. 

Over the past year, the company’s share price 

has fallen by two-fi fths as a stalled shipping 

industry and cutbacks in military activity 

hurt business. Is this a perfect moment to 

make a bid? 
-sey tnec rep 4 depmuj serahs s’tasramnI 

terday on speculation that it may be a take-

over target. EADS and General Electric 

have been aired as possible candidates. The 

Franco-German aerospace group bought 

Vizada, one of Inmarsat’s main distributors, 

last year for €1bn and adding Inmarsat may 

open some prospect of synergies. Cost sav-

ings are less obvious for GE, though. 
 mret-muidem dipet s’tasramnI ,dias tahT 

listed acquirer. Its earnings before interest, 

tax, depreciation and amortisation in 2012 

are forecast to fall by 4 per cent and there 

is little prospect of growth in 2013. That 

perhaps opens the door for private equity. 

In a leveraged buy-out scenario, if a buyer 

paid, say, £2.5bn – or £5.54 per share, a 

30 per cent premium to Inmarsat’s undis-

turbed share price – funded half with debt, 

then even assuming no ebitda growth over 

fi ve years, it could produce an internal rate 

of return of 12 per cent. Not bad. 
-gnol sti taht si laeppa s’tasramnI gnitsooB 

term future looks favourable. It has yet to 

materially tap into emerging markets and its 

new global broadband satellites could boost 

its military business revenues late next year. 

Current investors may be fed up with the lack 

of action but a private buyer with a longer-

term perspective should be able to fi nd value 

   .feiler a eb dluow taht ,sredloherahs

Source
  ,)2102( nmuloc xeL , tasramnI  :
Financial Times  .yraurbeF 9 , 

© The Financial Times Limited 2012. All Rights Reserved.

Worked example 11.6

Martin plc, a UK multinational company, has equity with a market value of £150m and 

debt capital with a market value of £100m. The company’s current cost of equity is 12%, 

and its after-tax cost of debt is 7%.

Martin plc has secured a contract worth Aus$80m to supply and install plant and 

equipment for a company in Australia. The payment terms of the contract set by Martin 

plc, which are non-negotiable, are:

■ Aus$20m payment to be made on completion of stage one of the contract at the end of 

year one

■ Aus$24m payment to be made on completion of stage two of the contract at the end of 

year two

■ Aus$36m payment to be made on completion of stage three of the contract at the end 

of year three

The estimated cost of the supply and installation of the plant and equipment is Aus$70m.

Project cash outflows in respect of the project are expected to involve three currencies 

– Aus$, £ sterling, and euro – and cash flows are estimated as follows:

Year 0 1 2 3

Inflows

Aus$ 0 20 24 36

Outflows

Aus$ 6 3 7 4

UK £ 3 3 1 3

: 3 3 4 5

The current exchange rates at the start of the project are:

 £ = Aus$2.50

 : = Aus$1.67

Progress check 11.7

Explain the significance of the choice of discount rate in international investment appraisal.
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Mini case boxes provide a 

real-world context for key 

topics.

A Summary of key points 

features at the end of each 

chapter. This allows you to 

check that you understand all 

the main points covered before 

moving on to the next chapter. 

At the end of each chapter 

a Glossary of key terms in 

alphabetical order provides 

full def nitions of any key 

terms that have been intro-

duced. The numbers of the 

pages on which key term def -

nitions appear are high-lighted 

in the index. 

Mini case 17.2

One of the benefts of using a rights issue to fund an acquisition lies in the opportunity 

to maintain the same profle of shareholders after the funds have been raised without 

increasing the gearing of the company outside normal levels.

In September 2009 Balfour Beatty plc, a UK engineering and construction company, 

in a $626m (£380m) takeover.

-

count of 48%) to raise approximately £353m, net of issue expenses. The outcome was that 

existing shareholders bought 97% of 199.5m new shares, with the remaining 6m shares 

bought by other investors.

After the acquisition, the overall spread of shareholders therefore altered only margin-

ally, and the gearing ratio remained at a level acceptable to the company.

Balfour Beatty plc gearing 2006 to 2010

2010 2009 2008 2007 2006

115% 140% 104% 158% 160%

Summary of key points

■ Internationalisation, with regard to the increasing geographical dispersion of economic, 

cultural, social, educational, technological, and political activities across national bor-

ders, has an increasing impact on the role of the financial markets and the activities of 

international companies.

■ The international financial marketplace is an interrelated network of buyers and sellers 

in which exchange activities occur in the pursuit of profit and reward, and has obvious 

significance for international companies.

■ Companies may wish to undertake overseas operations for a variety of reasons, but particu-

larly to gain access to overseas markets by enabling them to get closer to their customers.

■ Companies may engage in various types of international operations, for example through 

exporting, use of agents, licensing, franchising, or the establishment of a branch, joint 

venture, or an overseas subsidiary.

■ International companies may consider foreign direct investment (FDI) in terms of invest-

ments in new or expanded facilities overseas.

■ There are additional, unique features associated with international investment appraisal 

in a multi-currency, overseas environment, compared with the appraisal of domestic 

investment projects, for example taxation, foreign currency cash flows, overseas interest 

rates, transfer prices, royalties, management fees, exchange controls, and country risk.

■ The evaluation of international investment using NPV requires the choice of a suitable 

cost of capital as a discount rate, the most appropriate of which may be the required 

return specific to the individual investment.

■ The choice of financing for international investments requires the consideration of cur-

rency risk, interest rate risk, taxation, gearing, and country risk.

■ Country risk, which is also called political risk, is the exposure a company faces as a con-

sequence of a change in government action, against which it may protect itself through, 

for example, insurance, negotiation, development of close relationships, establishment 

of a local presence, and the use of local financing.

Glossary of key terms

arbitrage

rium price is fnally reached.

cost of debt The annual percentage rate of return required by long-term lenders to a company 

(loans and bonds), generally expressed net of tax as a cost to the company.

cost of equity The annual percentage rate of return required by the shareholders of a company.

dividend growth model (or Gordon growth model) A method of calculating cost of equity 

that assumes a direct link between the share price and expected future dividends and recog-

nises the expected rate of dividend growth (G) achieved through reinvestment of retained 

earnings.

dividend model A method of calculating the cost of equity that divides the current dividend 

by the current share price, which is based on the notion that shareholders may value shares 

by the value of their expected dividends.
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Exercises provide 

 comprehensive examination-

style questions which are 

graded by their level of dif-

f culty, and also indicate the 

time typically required to com-

plete them. They are designed 

to assess your knowledge and 

application of the principles 

and techniques covered in 

each chapter. Full solutions 

to the colour-highlighted 

exercise numbers are provided 

in Appendix 2 to allow you to 

self-asses your progress

A Discussion points  section 

typically includes 2 to 4 

thought-provoking ideas 

and questions that encourage 

you to critically apply your 

understanding and/or further 

develop some of the topics 

introduced in each chapter, 

either individually or in group 

discussion.

Short narrative-type 

 Questions encourage you 

to review and check your 

 understanding of all the key 

topics. There are typically 7 

to 10 of these questions at the 

end of each chapter.

Questions

Q17.1 Why is the method of fnancing important in M&As?

Q17.2 In what w

Q17.3 How may eps be enhanced from a takeover?

Q17.4  Describe the various forms of equity restructuring that may be used by a target com-

pany to avoid its being taken over.

Q17.5  How may proft announcements, and changes in dividend policy, be used by target 

companies to provide defences after a takeover bid has been made?

Q17.6  Describe and explain the range of defence strategies used by companies facing a hos-

tile takeover bid.

Q17.7  Outline the types of problem faced by employees and managers after their company 

has been taken over.

Discussion points

D17.1 ‘Takeovers merely satisfy the inflated egos of power-hungry company bosses.’ Discuss.

D17.2  ‘The ways in which M&As are fnanced do not have any influence on their subsequent 

success.’ Discuss.

D17.3  ‘There is no real defence against a takeover bid from a determined predator company.’ 

Discuss.

D17.4  ‘The position of shareholders, managers, and employees in M&As is largely disre-

garded by both predator and target companies.’ Discuss.

Exercises

Solutions are provided in Appendix 2 to all excercise numbers highlighted in colour.

Level I

E2.1  Time allowed – 15 minutes

E2.2  Time allowed – 15 minutes

E2.3  Time allowed – 30 minutes

Level II

E2.4  Time allowed – 30 minutes

At a recent board meeting the managing director of Angel plc announced that the 

company’s directors had been awarded substantial cash bonuses and share options, 

despite the company incurring substantial losses during the last fnancial year. Explain 

why the above represents an agency problem within a company between the directors 

and the shareholders, and the ways in which it may be resolved.

Identify the components of shareholder wealth and explain how the strategic fnan-

cial decisions made by a company impact on each of them.

Explain what is meant by shareholder value and consider the value-creating alterna-

tives. Outline three ways of measuring shareholder value.

Explain how alternative methods may be used to measure shareholder value and give 

your view as to which may be the most appropriate measure.
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Introduction to Part I

Part I of this book is about corporate finance, which is concerned with the effective use 

of financial resources in creating corporate value. It looks at the financial environment in 

which businesses operate, their financial aims and objectives, and includes a wide range 

of financial management techniques related to financial decision-making. These include, 

for example, capital investment, capital structure, working capital, the management of 

financial risk, financial planning, and international operations and investment. It also con-

siders the ways in which compliance with various corporate governance guidelines broadly 

supports the achievement of business objectives in determining the responsibilities and 

accountability of company directors and their relationships with shareholders and other 

stakeholders.

In Chapter 1, Figure 1.1 provides the framework of strategic corporate finance on which this 

book is based. The topics included in each of the shaded areas in Figure 1.1 are covered in 

Chapters 1 to 12, except for financial strategy, which is covered in Chapters 13 to 18 in Part II  

of this book.

Part I is concerned primarily with the creation of corporate value and its translation into 

shareholder value. Part II of this book is about the use of appropriate financial strategies, 

as distinct from business strategies. This looks at what companies may do to ensure not only 

the creation of corporate value, but also that the performance of the business is reflected 

in the maximisation of shareholder value. Companies may do all the right things in terms 

of creating value from investments in value-creating projects. However, if this performance 

is not translated into and reflected in optimal shareholder value through dividend growth 

and an increasing share price then the primary objective of the business – maximisation of 

shareholder wealth – is not being achieved.

The providers of the capital for a business, its shareholders and lenders, require appropriate 

returns on their investments from dividends, interest, and share price increases, commensur-

ate with the levels of risk they are prepared to accept associated with the type of businesses 

and industrial sectors in which they invest. The directors or managers of a company have 

the responsibility for pursuit of the objective of shareholder wealth maximisation. Faced 

with different types and levels of risk at each stage in a company’s development, directors’ 

responsibilities therefore include not only ensuring that value is added to the business, that 

is corporate value, through making ‘real’ investments in projects that return the highest pos-

sible positive net present values of cash flows, but also ensuring that appropriate financial 

strategies are adopted that reflect this in the value created for shareholders, that is share-

holder wealth.

These ‘real’ investment types of decision and their financing are dealt with in Part I. Part II  

looks at how companies are exposed to varying levels of financial risk at each of the dif-

ferent stages in their development, and in response to these how they may apply the 

techniques dealt with in Part I. Part II also considers how the creation of corporate value 

by companies at each stage of their development may then be reflected in increased 

shareholder value through the use of appropriate financial strategies and exploitation 

of market imperfections. We will explore how different financial strategies may apply at 

different stages in the development of a company. Shareholder value is provided in two 

ways: from increases in the price of shares; and the payment of dividends on those shares. 
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In Part II we look at the ways in which strategic financial decisions may be made relating 

to the levels of:

■ investment in the assets of the business, and the types of assets

■ most appropriate methods of funding – debt or equity

■ profit retention

■ profit distribution

■ gearing, or capital structure of the business,

with the aim of maximisation of shareholder wealth through creation of shareholder value 

consistent with levels of perceived risk and returns required by investors and lenders.

To provide a framework for Part II in which to consider these decisions we will use a sim-

plified, theoretical ‘business life cycle’ model, the BLC, which describes the stages through 

which businesses may typically progress from their initial start-up through to their ultimate 

decline and possible demise. The financial parameters particular to each stage of this simpli-

fied business life cycle will be identified and appropriate financial strategies will be discussed 

that may be used to exploit the specific circumstances in order to create shareholder value.

Chapter 1 looks at the financial environment in which businesses operate and their financial 

aims and objectives. This chapter provides the framework of corporate finance.

Chapter 2 considers the objectives of businesses. A business raises money from shareholders 

and lenders to invest in assets, which are used to increase the wealth of the business and 

its owners. The underlying fundamental economic objective of a company is to maximise 

shareholder wealth.

In Chapter 3 we provide an introduction to corporate governance. This topic has become 

increasingly important, particularly since 2008 and the unacceptable behaviour of banks 

and other financial institutions, and as the responsibilities of directors continue to increase. 

We look at the ways in which compliance with the various corporate governance guidelines 

broadly supports the achievement of the aims and objectives of companies in determining 

the responsibilities and accountability of company directors and their relationships with 

shareholders and other stakeholders. The burden lies with management to run businesses 

in strict compliance with statutory, regulatory, and accounting requirements, so it is crucial 

that directors are aware of the rules and codes of practice that are in place to regulate the 

behaviour of directors of limited companies.

Chapter 4 examines the relationship between risk and return and how diversification may 

be used to mitigate and reduce risk. It considers the impact of diversification and looks at 

the portfolio theory developed by Markowitz.

Chapter 5 considers the way in which a company’s average cost of capital may be determined 

from the costs of its various types of capital financing. The average cost of a company’s capi-

tal is an important factor in determining the value of a business. In theory the minimisation 

of the combined cost of equity, debt, and retained earnings used by a company to finance its 

business should increase its value. The average cost of a company’s capital may also be used 

as the discount rate with which to evaluate proposed investments in new capital projects. 

Chapter 5 considers whether an optimal capital structure is of fundamental importance to 

its average cost of capital and looks at the various approaches taken to determine this.



Chapter 6 considers how businesses make decisions about potential investments that may be 

made in order to ensure that the wealth of the business will be increased. This is an import-

ant area of decision-making that usually involves a great deal of money and relatively long-

term commitments. It therefore requires appropriate techniques to ensure that the financial 

objectives of the company are in line with the interests of the shareholders.

Chapter 7 deals primarily with long-term, external sources of business finance available for 

investment in businesses. This relates to the various types of funding available to a business, 

including the raising of funds from the owners of the business (the shareholders) and from 

lenders external to the business. Chapter 7 closes with an introduction to the fast-growing 

area of Islamic banking and Islamic finance.

Chapter 8 is headed Financial analysis. The three main financial statements provide informa-

tion about business performance. Much more may be gleaned about the performance of 

a business through further analysis of the financial statements, using financial ratios and 

other techniques, for example trend analysis, industrial and inter-company analysis. Chapter 

8 looks at the analysis and interpretation of the published accounts of a business. It uses the 

Report and Accounts for the year ended 31 March 2012 of Johnson Matthey Plc to illustrate 

the type of financial and non-financial information provided by a major UK public company. 

The chapter closes with a look at some of the measures that approximate to cash flow, for 

example earnings before interest, tax, depreciation, and amortisation (EBITDA), and eco-

nomic value added (EVA), that may be used to evaluate company performance.

Chapter 9 deals with the way in which businesses, as part of their strategic management 

process, translate their long-term objectives into financial plans. This chapter includes con-

sideration of the role of forecasting, financial modelling, and planning for growth.

In Chapter 10 we look at one of the sources of finance internal to a business, its working 

capital, and the impact that its effective management has on cash flow, profitability, and 

return on capital. Working capital comprises the short-term assets of the business, inventor-

ies, trade receivables, and cash, and claims on the business – trade payables. This chapter 

deals with how these important items may be more effectively managed. We are now living 

in a global economy in which businesses trade internationally, and may also have a presence 

in a number of overseas countries.

In Chapter 11 the implications of internationalisation are discussed with regard to compan-

ies’ involvement in overseas operations, directly and indirectly, and it considers the appraisal 

and financing of international investments.

Chapter 12 looks at financial risk faced by businesses resulting from the variation in interest 

rates, and currency exchange rates, from one period to another. We consider the different 

ways in which these risks may be approached by companies, and the techniques that may be 

used to manage such risks. We consider the development of derivatives and look at exam-

ples of their use by companies (and their misuse, which we have seen over the past ten years 

or so). Finally, we explore the relatively newly developed topic of behavioural finance that 

aims to understand and explain the sometimes seemingly irrational behaviour of investors.
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6 Chapter 1 The financial environment

Learning objectives

Completion of this chapter will enable you to:

■ Outline the framework of corporate finance and its link with financial strategy.

■ Illustrate the different types of business entity: sole traders, partnerships, private 

limited companies, public limited companies.

■ Explain the role of the finance function within a business organisational structure.

■ Explain the nature and purpose of financial statements.

■ Consider the issues of accountability and financial reporting.

■ Describe what is meant by accounting and corporate finance.

■ Outline how the corporate finance function is managed to meet business 

objectives.

■ Explain the underlying principles of corporate finance.

Introduction

This chapter explains why finance is such a key element of business life. For aspiring finance 

directors, finance managers, and accountants, and those of you who may not continue to 

study finance and accounting, the underlying principles of finance are important topics. A 

broad appreciation will be useful not only in dealing with the subsequent text, but also in 

the context of the day-to-day management of a business.

The chapter begins by explaining how the discipline of corporate finance was estab-

lished and developed. It provides the framework on which each of the subsequent chap-

ters is based. It also explains the links between corporate finance and strategy, and how 

the financial models and techniques covered in the first part of the book are used in 

the  adoption of appropriate financial strategies by companies at different stages in their 

development.

The owners or shareholders of the range of business entities may be assumed to have 

the primary objective of maximisation of their wealth. Directors of the business manage 

the resources of the business to meet shareholders’ objectives. Directors and managers are 

responsible for running businesses, and their accountability to shareholders is maintained 

through their regular reporting on the activities of the business.

The finance function plays a crucially important part in all organisations. Its responsi-

bilities include both accounting and corporate finance, the latter relating to the manage-

ment and control of the financial resources at its disposal. The effective management of 

corporate finance is essential in ensuring that the business meets its primary objective of 

maximisation of shareholder wealth. This chapter introduces the fundamental concepts and 

principles of corporate finance.

A large number of financial terms are used throughout this book, the definitions of 

which may be found in the glossaries of key terms at the end of each chapter.
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Corporate finance and financial strategy

The business environment comprises companies that have just started up or are in various 

stages of their development. Each has its own reason for being in business and each has its 

own fnancing requirements. In the early part of the 20th century when new industries and 

technologies were emerging there was a growing requirement for new fnancing, particularly 

from external sources. This requirement saw increasing interest in various types of securities, 

particularly equity shares, and also led to the establishment of fnance as a discipline separate 

from economics, in which it had its origins.

The growth in equity shareholdings increased (and has continued to increase up to the pres-

ent day) but confdence was drastically dented during the economic depression and as a result 

of the fnancial scandals of the 1930s. As bankruptcy became a real possibility more attention 

began to be focused on companies’ liquidity and fnancial structure, and there was a need for 

increased disclosure of fnancial information and its analysis. The 1940s saw an increase in 

fnancial analysis of cash fow, planning, and methods of control. In the 1950s capital budget-

ing emerged together with the fnancial management of assets, and an awareness of how fnan-

cial decision-making impacted on the value of businesses. This all led to the establishment of 

the discipline of corporate fnance in the early 1960s supported by the publication of a number 

of academic papers on topics such as the capital markets and share prices, which had previ-

ously been considered only in the areas of economics and statistics.

Corporate fnance continues to be developed from its beginnings at the start of the 20th cen-

tury, as do the techniques used in the management of corporate fnance, and with an increas-

ing emphasis on international aspects of trade, investment and fnancing. This book covers all 

the main areas of corporate fnance and its management (fnancial management).

Let’s consider each of the elements of the chart in Figure 1.1, which provides the framework 

on which this book is based. It is not strictly a fow chart but contains the topics, roles, and 

techniques covered in this book (and the relationships between them), which are represented 

by the elements of the chart that are shaded.

Corporate objectives (see Chapter 2) are formulated by a business, in alignment with its 

underlying mission and company policy, and may include for example proft maximisation, or 

market share maximisation. Its mission is the company’s general sense of purpose or underly-

ing belief. Its policy is a long-lasting, usually unquantifed, statement of guidance about the 

way in which the company seeks to behave in relation to its stakeholders. A company normally 

has social and environmental responsibilities, responsibilities to its employees, and responsi-

bilities to all its other stakeholders. However, this should not be inconsistent with its primary 

responsibility to its shareholders. We are assuming that the aim of a business is to add value 

for its shareholders with the primary objective of maximising shareholder wealth. Shareholder 

wealth comprises the dividends paid to shareholders on the shares they hold, and the gains 

achieved from the increase in the market price of their shares.

The directors of a business are appointed by the shareholders to manage the business on 

their behalf. The directors are responsible for developing appropriate strategies that determine 

what the company is going to do to achieve its objectives, with the primary aim of maximising 

shareholder wealth. A strategy is a course of action that includes a specifcation of resources 

required to achieve a specifc objective; it is what the company needs to do long term to achieve 

its objectives, but it does not include how to achieve them.

A company’s strategy includes its business strategy, which establishes the type of busi-

ness, its location, its products and services, its markets, its use of resources, and its growth 

 objectives. These areas are assessed with regard to the risks associated with them for which 
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Figure 1.1 The framework of corporate finance and financial management
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appropriate risk management techniques may be put in place. The company’s business 

 strategy is quantifed for the long term (typically three years, fve years, or ten years) through 

its fnancial planning function (see Chapter 9). The short term is quantifed in the company’s 

six-monthly or yearly budgets.

A company’s strategy also includes fnancial strategy. This book links corporate fnance and 

fnancial management with fnancial strategy. Chapters 1 to 12 discuss the various aspects, 

models, and hypotheses relating to the discipline of corporate fnance, and the techniques 

and methods used in the fnancial management of a business. Chapters 13 to 18 deal with the 

various stages of development of a business, and each chapter considers the most appropri-

ate fnancial strategies that may be adopted by companies with regard to their current stage 

of development. ‘Most appropriate fnancial strategies’ means those fnancial strategies that 

result in the optimisation of the value of the business, with the aim of maximising shareholder 

wealth. An example of such a strategy is a company that may buy insurance to cover the risks 

relating to the achievement of its commercial objectives. The high cost of the insurance premi-

ums means that the short-term profts of the company are reduced, but the long-term value of 

the business to the shareholders will be increased because of the removal of uncertainty about 

the company’s future earnings.

At the heart of corporate fnance are two broad areas that deal with how the company will 

achieve its objectives, and specifcally its fnancial objective of maximisation of shareholder 

wealth. The frst area relates to the allocation and use of fnancial resources for real capital 

investment (see Chapter 6) in, for example, new product development, land and buildings, 

and plant and equipment (as distinct from the popular meaning of investment in securities, 

stocks and shares). The second area relates to the fnancing of such investments, which may 

be internal to the company from the retained earnings of the business or from improvements 

in its management of working capital (see Chapter 10) or from external fnancing. External 

fnancing broadly comprises loans and equity share capital provided to companies by investors 

and which may be acquired and traded in capital markets like, for example, the London Stock 

Exchange (see Chapter 7).

Capital investments may be made by companies in their own domestic countries, but compa-

nies are also now becoming increasingly involved in international operations and investment 

(see Chapter 11), and international fnancing (see Chapter 7). Domestic and international 

investment, and domestic and international fnancing, all face various types of risk (see Chap-

ter 4), including fnancial risk, the management of which is discussed in Chapter 12.

If good decisions are made by a company’s managers and directors, which result in invest-

ments that add value then corporate value will be increased and refected in increased cash 

fow. It is crucially important to appreciate that it is cash fow (in real terms) and not profts, 

which refects the true value of a business. If good decisions are made with regard to fnanc-

ing then the capital structure of the company will result in the cost of capital of the company 

being at a level that will also enhance its corporate value (see Chapter 5). However, an increase 

in corporate value may not necessarily result in an increase in shareholder value. That will 

depend partly on how much of the cash fow that has been generated has been used to pay out 

dividends (or retained for future investment), and partly in the increase (or not) in the share 

price. The share price will depend on the market’s perception of the fnancial health of the 

business, and the demand for and level of trading in the company’s shares. The analysis of the 

fnancial performance and the fnancial position of a business is considered in Chapter 8.

In theory, the creation of value through adoption of appropriate strategies, and making 

the right decisions, looks simple and straightforward. In practice, there are of course many 

obstacles in the way to prevent a company from achieving its objectives. There are competitive 




