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Preface

This book has been written for those who wish to achieve a broad understanding of
financial management at either undergraduate or postgraduate/post-experience level.
It is aimed primarily at students who are not majoring in financial management but
who, nevertheless, are studying introductory-level financial management as part of their
course in business, management, economics, computing, engineering or some other
area. Students who are majoring in financial management should, however, find the
book useful as an introduction to the main principles which can serve as a foundation
for further study. The book should also be suitable for those who are not following a
particular course but nevertheless need an understanding of financial management to
help them manage their business.

As there are several excellent books on financial management already published,
you may wonder why another book is needed in this area. A problem with many books
is that they are too detailed and demanding to provide a suitable introduction to the
subject. They are often around a thousand pages in length and contain mathematical
formulae that many find daunting. This book assumes no previous knowledge of finan-
cial management (although a basic understanding of financial statements is required)
and is written in an accessible style. Each topic is introduced carefully and there is a
gradual building of knowledge. In addition, mathematical formulae have been kept to
a minimum.

The book rests on a solid foundation of theory but the main focus throughout is its
practical value. It is assumed that readers are primarily concerned with understanding
financial management in order to make better financial decisions. The title of the book
reflects this decision-making focus.

The book is written in an ‘open learning’ style. That is, it tries to involve you in a
way not traditionally found in textbooks. Throughout each chapter there are activities
and self-assessment questions for you to attempt. The purpose of these is to help
check understanding of the points that are being made and to encourage you to think
around particular topics. More detail concerning the nature and use of these activities
and self-assessment questions is given in the ‘How to use this book’ section following
this preface. The open learning style has been adopted because, I believe, it is more
‘user friendly’. Irrespective of whether you are using the book as part of a taught course
or for independent study, the interactive approach employed makes it easier for you
to learn.

I recognise that most of you will not have studied financial management before and
so I have tried to minimise the use of technical jargon. Where technical terminology
is unavoidable, I try to provide clear explanations. To help you further, all the key terms
are highlighted in the book and then listed at the end of each chapter with a page
reference to help you rapidly revise the main concepts. All these key terms are listed
alphabetically with a short definition in the glossary, which can be found towards the
end of the book.



PREFACE

In writing the fifth edition, I have taken account of helpful comments and suggestions
made by lecturers, students and other readers. Many areas have been revised to improve
the clarity of the writing and I have introduced more diagrams and graphs to aid
understanding. The number of real world exhibits has been increased to help illustrate
the practical application and importance of the topics discussed.

I do hope that you will find the book readable and helpful.

Peter Atrill
April 2008
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How to use this book

The contents of the book have been ordered in what I believe is a logical sequence and,
for this reason, I suggest that you work through the book in the order in which it is
presented. Every effort has been made to ensure that earlier chapters do not refer to
concepts or terms that are not explained until a later chapter. If you work through the
chapters in the ‘wrong’ order, you will probably encounter concepts and points that
were explained previously but which you have missed.

Irrespective of whether you are using the book as part of a lecture/tutorial-based
course or as the basis for a more independent form of study, I recommend you follow
broadly the same approach.

Integrated assessment material

Interspersed throughout each chapter are numerous Activities. You are strongly advised
to attempt all these questions. They are designed to stimulate the sort of ‘quick-fire’
questions that a good lecturer might throw at you during a lecture or tutorial. Activities
seek to serve two purposes:

@ To give you the opportunity to check that you understand what has been covered
so far.

® To encourage you to think about the topic just covered, either to see a link between
that topic and others with which you are already familiar, or to link the topic just
covered to the next.

The answer to each Activity is provided immediately after the question. This answer should
be covered up until you have deduced your solution, which can then be compared to
the one given.

Towards the end of most chapters, there is a Self-assessment question. This is rather
more demanding and comprehensive than any of the Activities and is designed to give
you an opportunity to see whether you understand the core material in the chapter.
The solution to each of the Self-assessment questions is provided at the end of the book.
As with the Activities, it is very important that you attempt each question thoroughly
before referring to the solution. If you have difficulty with a Self-assessment question,
you should go over the relevant chapter again.

End-of-chapter assessment material

At the end of each chapter, there are four Review questions. These are short questions
requiring a narrative answer or discussion within a tutorial group. They are intended
to enable you to assess how well you can recall and critically evaluate the core terms and
concepts covered in each chapter. Suggested answers to these questions are included at



HOW TO USE THIS BOOK

the end of the book. Again, a real attempt should be made to answer these questions
before referring to the solutions.

At the end of a chapter, there are normally seven Exercises. (However, Chapter 1
has none, Chapter 9 has six and Chapter 11 has five.) These are mostly computational
and are designed to reinforce your knowledge and understanding. Exercises are of
varying complexity, with the more advanced ones clearly identified. Although the less
advanced Exercises are fairly straightforward, the more advanced ones can be quite
demanding. Nevertheless, they are capable of being successfully completed if you have
worked conscientiously through the chapter and have attempted the less advanced
Exercises beforehand.

Answers to those Exercises marked with a coloured number are provided at the end
of the book. Three out of the seven Exercises normally found in a chapter are marked
with a coloured number to enable you to check progress. The marked Exercises will
be a mixture of less advanced and more advanced Exercises. Solutions to the Exercises
that are not marked with a coloured number are given in a separate lecturer’s Solutions
Manual. Yet again, a thorough attempt should be made to answer these Exercises before
referring to the solutions.

XiX



uided tour of the book

> I

Financial planning

INTRODUCTION

I this chapter, we take a look at financial planning and the role that projected
(forecast) financial statements play in this process. We shall see that these
statements help in assessing the likely impact of management decisions on the
financial performance and position of a business. We shall examine the way in which
these statements are prepared and the issues involved in their preparati

“This chapter, and the one that follows, assume that you have some understanding
of the three major financial statements: the cash flow statement, the income.
statement and the statement of financial position (balance sheed). If you need to
brush up on these statements, please take a look at Chapters 1-5 of Financial
Accounting for Decision Makers by Atrill and McLaney (sth edn, Financial Times
Prentice Hall, 2008).

LEARNING OUTCOMES

When you have completed this chapter, you should be able to:

© Explain how business plans are developed and the role that projected
financial statements play in this process.

 Prepare projected financial statements for a business and interpret their
significance for decis\cn-maklng purposes,

® Discuss the strengths ki tethod as
an alterative method of prsumnq Dm}ened ﬁnancla\ Shcw

 Explain the ways in which projected financial statements may take into
account the problems of risk and uncertainty.

208 CHAPTER 'S MAKING CAPITAL INVESTMENT DECISIONS: FURTHER ISSUES

have severe repercussions. The saying, ‘don’t put all your eggs in one basket, neatly
sums up the best advice concerning investment policy.

Investing in a range of different projects is referred to as diversification, and hold-
ing a diversified portfolio of investment projects can reduce the total risk associated
with the business. Indeed, in theory, it is possible to combine two risky investment
Projects 5o as to create a portfolio of projects that is riskless. To illustrate this point let
us consider Example 5.7.

Example 5.7

Frank N, Stein plc has the opportunity to invest in two investment projects in
Transylvania. The possible outcomes from each project will depend on whether
the ruling party of the country wins or loses the next election. (For the sake of
simplicity, we shall assume the ruling party wil either win or lose outright and
there is no possibility of another outcome, such as a hung parliament) The NPV
from each project under each outcome is estimated s follows:

Project 1 Project 2.
NPV NPV
om om

Ruling party wins. 0)

Ruiing party loses 40 @0)

‘What should the business do to manage the risks involved in each project?
Solution
1f the business invests in both projects, the total NPV under each outcome will be

as follows: \

Project 1 Project2  Total retums

NPV NPV

m £m £m
Ruling party wins. 0) 30 10
Ruling party loses 40 @0) 10

‘We can see that, whatever the outcome of the election, the total NPV for the busi-
ness will be the same (that is, £10 million). Although the possible returns from cach
project vary according to the results of the election, they are inversely related and so
the total returns will be stabilised. As risk can be diversified away in this manner, the
relationship between the returns from individual investment projects is an important
issue for managers.

The coefficient of correlation

A businss may climinat the varability n tota s by inesing i projcts whose
returns are inversely related, such as in the example above. Ideally, a business should

— Key terms The key
concepts and techniques
in each chapter are
highlighted in colour where
they are first introduced,
with an adjacent icon in
the margin to help you
refer back to the most
important points.

~ Examples At frequent
intervals, throughout
most chapters, there are
numerical examples that
give you step-by-step
workings to follow through
to the solution.

Learning outcomes Bullet points at the start of each chapter show what you can
expect to learn from that chapter, and highlight the core coverage.

9%

GHAPTER 3 ANALYSING AND INTERPRETING FINANGIAL STATEMENTS

Real World 3.6 continued

. price (and
most recent year), of 4.0 per cent;

® the shares had a P/E ratio, based on the 24 January price (and the after-tax earmings.
per share for the most recent year), of 11.4;

» during trading in the shares on 24 January, 99,574 of the business’s shares had
‘changed hands from one investor to another.

Real World 3.7 shows ratios can

WORLD 3.7

How investment ratios vary between industries

Investment ratos can vary s;qnmcam\y between businesses and between industries. To
ratios.

and average PIE raios for listed businesses In twelve diferent Incusties are shown n
Figures 3.2 and 3.3, respectively.

Average dividend yield ratios for businesses in a range
of industries

L 1] BEHERERE
1R L LU B
i PR u
H © 38
8 i

Average levels of dividend yield tend to vary from one industry to the next,

332 CHAPTERS THE COST OF GAPITAL AND THE CAPITAL STRUGTURE DECISION

Using th calculate the degree of
Year1.

r Gamma plc for

‘The calculation is:

Activities These short

Degree of inanciel gearing = g2 ooy

N 8
~80-1-[6x 100(100-30)]

8
o=

‘The impact of financial gearing for a business will become less pronounced as the
level of profit before interest and taxation increases in relation to fixed-return pay-
ments (interest charges and preference dividends). Where profit before interest and
taxation barely covers the fixed-return payments, even small changes in the former
figure can have a significant impact on earnings per share. This high degree of sensi-
tivity will be reflected in the degree of financial gearing measure. However, as profit
before interest and taxation increases in relation to fixed-return charges, earnings per
share will become less sensitive to changes. As a result, the degree of financial gearing
measure will be lower,

Activity 8.12

What s the degree of financial gearing for Alpha plc and Gamma plc for Year 22

For Alpha pic, the degree Year2 (when
ation is much lower) will be:

Degree of financial gearing = 55— yo57705 7
~ 4010~ 12 x 100/(100 - 30
=31

For Gamma plc, the degree of financial gearing in Year 2 will be:

PBIT
Degree of inancial gearing = 2 oraa

[ —
=30 1-[6x100/100 - 30]
=13

We. S for to changes in the level
of PBIT than in the previous year, when profits were higher. However, retums to ordinary.
sharsholders in Alpha plc, which has a higher level of financial gearing, have become
much more sensitive to change than retums to ordinary shareholders in Gamma plc.

questions, integrated
throughout each chapter,
allow you to check your
understanding as you
progress through the text.
They comprise either a
narrative question requiring
you to review or critically
consider topics, or a
numerical problem requiring
you to deduce a solution.
A suggested answer is
given immediately after
each activity.

‘Real World’ illustrations

Integrated throughout the text, these illustrative examples highlight the

practical application of accounting concepts and techniques by real businesses, including extracts from

company reports and financial statements, survey data and other interesting insights from business.



GUIDED TOUR OF THE BOOK

XXi

Self-assessment questions Towards the end of most chapters you will encounter one of these questions,
allowing you to attempt a comprehensive question before tackling the end-of-chapter assessment material.
To check your understanding and progress, solutions are provided in Appendix C.

INTERNAL SOURCES OF SHORT-TERM FINANGE

available for thos} opportunities. However, a business must ensure there are sufficient
inventories availdble to meet likely future sales demand. Failure to do so will result in
lost customer gokiwill and lost sales revenuc.

The nature and condition of the inventories held will determine whether it is pos-
sible to exploit thi form of finance. A business may have excessive inventories as a result
of poor buying dfcisions. This may mean that a significant proportion of inventories
held is slow movfhg or obsolete and cannot, therefore, be reduced easily. These issues
are picked up agafn in Chapter 10,

Delaying payment to trade payables

By providing a priod of credit, suppliers are in effect offering a business an interest
free loan. If the bifsiness delays payment, the period of the ‘loan’ is extended and funds
are retained withfn the business. This can be a cheap form of finance for a business,
although this is ot always the case. If a business fails to pay within the agreed credit
period, there mayfbe significant costs: for example, the business may find it difficult to
buy on credit whin it has a reputation as a slow payer

Some final ppints

The so-called shog-term sources just described are short term to the extent that they can
be reversed at shfrt notice. For example, a reduction in the level of trade receivables
can be reversed wlthin a couple of weeks. Typically, however, once a business has estab-
lished a reduced gceivable collection period, a reduced inventory holding period and/
or an expanded hyables payment period, it will tend to maintain these new levels.
We shall sec infChapter 10 that, for many businesses, the funds invested in working
capital items arcfvast. Through excrcsing tghter control of rade receivables and
entories exploiting to trade payables, it may
be possible to reldase substantial amounts Torother purposes

Sel

ssessment question 6.1
Helsm Lid s @ wholesaler and distributor of lactrical components. The most ecent draft
financial statements of the business revealed the folloving

Income statement for the year

Sales revenue 142
Opening inventories a2
Purchases 84

Closing inventories. 88 @y
Gross profit 64
Administration expenses ©0)
Distribution expenses @1
Operating profit 13
Finance costs r)
Prolfit before taxation 05

Tax
Prolfit for the period 0s
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GHAPTER 5 MAKING CAPITAL INVESTMENT DECISIONS: FURTHER ISSUES.

The main points in this chapter may be summarised as follows:

Investment decisions when funds are limited

® When projects are divisible, managers should maximise the present value per £
of scarce finance.

® The profitability index provides a measure of the present value per £ of scarce
finance.

@ Where funding requirements extend beyond a single period, linear programming
can be used to maximise NPV,

Comparing projects with unequal fives

© These can be dealt with by assuming the projects form part of  repeat chain of
replacement and then make comparisons using the shortest.common-period-of-
time approach.

 Altenatively, the equivalent-annual-annuity approach converts the NPV of a pro-
ject into an annual annuity stream over its expected life

‘The problem of inflation

o Either include inflation by adjusting the annual cash flows and the discount rate to
take account of price increases,

@ Or exclude inflation by adjusting the cash flow to real terms and by using a ‘real
discount rate.

Risk

® This is important because of the long time scales and amounts involved in invest-
ment decisions.

® Various methods of dealing with risk are available.

Sensitivity analysis
® This provides an assessment, taking each input factor in turn, of how much each one
can vary from estimate before a project is not viable:
~ it provides useful insights to projects
b a6 e AR bR i o o e
~ it can be rather static.

Scenario analysis.

@ This changes a number of variables simultaneously to provide a particular state of
the world'.

® Usually three different states — optimistic, pessimistic and most likely — are
portrayed.

© It does not indicate the likelihood of each state occurring or the other possible states
that may occur.

Simulations
® This involves identifying the key variables of the project and their key relationships.

@ Possible values are attached to each factor and a computer is used to
the possible values on a random basis to produce a projected cash flow.

select one of

Key terms summary At the end of each chapter, there is a listing (with page reference)
of all the key terms, allowing you to easily refer back to the most important points.
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Profitability index p. 173
Linear programming  p. 173
‘Shortest-common-period-of-time

Risk-adjusted discount rate p. 194
Expected value p. 195
Expected net present value (ENPV)

approach p. 175 p. 195
Annuity p. 177 Event tree diagram p. 198
Equivalent-annual-annuity approach  Standard d 202
p. 177 Normal di . 205
sk p. 181 Expected value-standard deviation
sitivity analysis . 181 n
sitivity chart p. 167
Scenario analysis p. 189
imulation

-seeking investors p. 190

Utility function p. 191

For definitions of these terms see the Glossary, pp. 574-583.

1. “Strategic capital investment decision-making: A role for emergent analysis tools? A study of
practice in large UK manufacturing companies', Alkaraan, . and Northcott, D. The British
Accounting Review, Vol. 38, 2006, pp. 149-73.

Further reading

1 you wish to explore the topics discussed in this chapter in more depth, try the following books
Business Finance: Theory and practice, McLancy, £, 8th edn, Financial Times Prentice Hall,
2009, chapters 5 and 6.

Corparste Riaancs and investanea, Pl . and Nl B, Sth o PeaticeFill Intermatonal
2006, chapters 6-9

Corporate inanclal Management, Ao, . 3n edn, Financtl Times renie Hal, 2005,
chapters 3, 5, 6

Fundamentals of (urpural\' Finance, Ross, 5, Westerfield, R. and Jordan, B., 8th edn, Irwin
Professional Publishing, 2007, chapter 11

EXERCISES.

( REVIEW QUESTIONS

Answers to these questions can be found at the back of the book on p. 542.

/

| Bullet point chapter

summary Each chapter
ends with a ‘bullet point’
summary. This highlights
the material covered in the
chapter and can be used as
a quick reminder of the
main issues.

Review questions
These short questions
encourage you to review

51 There inflation in investment iti i
e o o s and/or critically discuss
et would b the st on N NP :
of desing i naton nconct b o dsccuning norial cash owsat el st e your understanding of the
and (b) discounting real cash flows at nominal discount rates?
5.2 Whatis sk and why is it an important issue for investment decision making? main topics covered in each
5.3 b whe risk-adj discount rate to deal with the prob- . . s
fom of chapter, either individually
5.4 Explain why the standard deviation may be useful in measuring risk.

(xerorses |

Exercises 5.5 to 5.7 are more advanced than 5.1 to 5.4, Those with coloured numbers have
answers at the back of the book, starting on p. 557.

If you wish to try more exercises, visit the students’ side of this book's
Companion Website.

Lee Caterers Lid is about to make an investment in new kitchen equipment. It is considering
whether to replace the existing kitchen equipment with cook/freeze or cook/chill technology.
The following cash flows are expected from each form of technology:

Cooklchill  Cooklfreeze
£000 £000
Initial outlay (200) (390)
1 year's time 85 88
2 ye: o 102
3 110
62 110
- 110
- %0
7 years' time - 85
8 years' time - 60

‘The business would expect to replace the new equipment purchased with similar equipment
at the end of its life. The cost of finance for the business is 10 per cent.

Required:

Which type. Use both inthe

chapter to support your conclusions.

Further reading

listing of relevant chapters in other textbooks
that you might refer to in order to pursue a topic
in more depth or gain an alternative perspective.

References Provides full details of sources of

This section comprises a

information referred to in the chapter.

or in a group. Solutions
to these questions can
be found on the
Companion Website at
www.pearsoned.co.uk/
atrillmclaney

Exercises These comprehensive questions appear at the end of most chapters.
The more advanced questions are separately identified. Solutions to some of the
questions (those with coloured numbers) are provided in Appendix D, enabling
you to assess your progress. Solutions to the remaining questions are available
for lecturers only. Additional exercises can be found on the Companion Website
at www.pearsoned.co.uk/atrillmclaney



Guided tour of the Companion Website

Extra material has been prepared to help you study using Financial Management for Decision Makers.
This material can be found on the book’s Companion Website at www.pearsoned.co.uk/atrillmclaney.
You will find links to websites of interest, as well as a range of material including:

Interactive quizzes

Revision questions

For each chapter there is

a set of interactive multiple
choice questions, plus a set
of fill-in-the blanks questions
and an extra exercise.

Test your learning and get
automatic grading on your
answers.

Sets of questions covering
the whole book are designed
to help you check your
overall learning whilst you
are revising.



Solutions to review questions

Glossary and flashcards

Answers to end-of-chapter
review questions that appear
in the book are to be found on
the website, so you can check
your progress.

Full version of the book’s
glossary to help you check
definitions while you are
online. Flashcards help you
to learn and test yourself on
definitions of key terms. A
term is displayed on each
card: ‘flip over’ for the
definition, ‘shuffle’ the
cards to randomly test
your knowledge.






The world of financial
management

INTRODUCTION

In this first chapter, we consider the role of the finance function within a business
and the context within which financial decisions are made. We begin by identifying
the tasks of the finance function and their relation to the tasks of managers.

We then go on to consider the objectives that a business may pursue.

Modern financial management theory assumes that the primary objective of
a business is to maximise the wealth of its owners (shareholders). We examine
this and other possible objectives for a business and discuss reasons why the
shareholder wealth maximisation objective is considered to be the most appropriate.
This objective, however, cannot be pursued to the exclusion of everything else.

We shall see that the level of risk, the need to act ethically and the interests of
other groups associated with a business must be taken into consideration.

Adopting a commitment to shareholder wealth maximisation does not automatically
mean that it will be carried out. There is always a risk that managers will pursue their
own interests at the expense of shareholders’ interests. This is often referred to as
the ‘agency problem’ and the ways in which it may be managed, through regulation
and through the active involvement of shareholders, will be considered.

LEARNING OUTCOMES

When you have completed this chapter, you should be able to:
@ Discuss the role of the finance function within a business.

@ |dentify and discuss possible objectives for a business and explain why
shareholder wealth maximisation is considered to be the most appropriate.

® Explain how risk and ethical considerations influence the pursuit of
shareholder wealth maximisation.

® Describe the agency problem and explain how this problem may be dealt
with.
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The finance function

Put simply, the finance function within a business exists to help managers to manage.
To understand how the finance function can do this, we must first be clear about what
managers do. One way of describing the role of managers is to classify their activities
into the following categories:

® Strategic management. This involves developing objectives for the business and then
formulating long-term plans to achieve them. When making long-term plans, pos-
sible options (strategies) must be identified and evaluated. The one chosen should
offer the greatest potential for achieving the agreed objectives.

® Operations management. This refers to the day-to-day decision making and control
that managers undertake. Actual events must conform to the plans that were made
and action must be taken to see that this occurs.

® Risk management. This involves identifying the risks faced by the business and then
ensuring that they are properly managed. Risks arise from the nature of the business
operations and/or the way in which the business is financed.

As we can see from Figure 1.1, these three categories are not separate and distinct.
They are interrelated and overlaps arise between them. When considering a particular
strategy, for example, managers must also make a careful assessment of the risks involved
and how these risks may be managed. Similarly, when making operational decisions,
managers must try to ensure they fit within the strategic (long-term) plans that have
been formulated.

m The role of managers

Strategic
management

Operations Risk
management management

The figure shows the three overlapping roles of management.

The finance function is concerned with helping managers in each of the three areas
identified. The key tasks undertaken by the finance function are set out in Figure 1.2
and described below.

® Financial planning. The likely effect of proposals on the financial performance and
position of the business is a vitally important input to the overall planning process.
By developing projected financial statements (such as cash flow statements and
income statements), as well as other financial estimates, the viability of proposed
courses of action can be evaluated.
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® [nvestment project appraisal. Assessing the profitability and riskiness of proposed
investment projects is another important input to the overall planning process. By
appraising projects in this way, managers can make more informed decisions con-
cerning either their acceptance or rejection. They can also prioritise those projects
that are expected to be profitable.

® Financing decisions Future strategies and investment projects have to be financed. It
is important, therefore, to be able to identify and assess possible sources of finance
available. When choosing among different financing options, consideration must be
given to the overall financial structure of a business. This involves achieving the
appropriate balance between long-term and short-term finance and between the
financing contribution of shareholders and that of lenders. Not all financing require-
ments are derived from external sources: some funds may be internally generated.
An important source of internally generated funds is profits, and the extent to which
a business reinvests profits, rather than distributing them in the form of dividend, is
another important decision.

® Capital market operations. A business may try to raise funds from the capital markets
and so finance staff should understand how these markets work. In particular, they
need to know how finance can be raised through the markets, how securities (shares
and loan capital) are priced and how the markets may react to proposed investment
and financing plans.

® Financial control. Once plans are put into action, managers must try to ensure that
things stay on course. Information is required on matters such as the profitability of
investment projects, levels of working capital and cash flows, which can be used as
a basis for monitoring performance and, where necessary, taking corrective action.

m The tasks of the finance function

Financial
planning

Financing
Investment . and
) Finance )
project . capital
) function
appraisal market
operations

Financial
control

The figure shows the four main tasks of the finance function and their key relationships.

The links between the tasks of managers, which were identified earlier, and the
tasks of the finance function are many and varied. Strategic management decisions, for
example, may require an input from the finance function on issues relating to finan-
cial planning, investment project appraisal, financing and capital market operations.
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Operations management may require an input on issues relating to financial planning,
investment project appraisal, financing and financial control. Risk management may
require an input from the finance function on issues relating to all of the tasks iden-
tified above.

Structure of the book

In this book, each of the tasks of the finance function described above will be con-
sidered. We begin, in Chapter 2, by examining the way in which financial plans are
prepared and the role of projected financial statements in helping managers to assess
likely future outcomes.

In Chapter 3 we go on to consider how financial statements can be analysed and
interpreted. The financial techniques examined in this chapter are important both for
the evaluation of projected financial statements and for other areas such as long-term
financing decisions and the control of working capital, which are discussed later in the
book.

Chapters 4 and S are concerned with investment decision making. In these two
chapters, we take a look at various methods used to assess investment proposals. We
also consider how risk may be taken into account and how investment projects, once
implemented, may be monitored.

Chapters 6 to 9 are concerned with various aspects of the financing decision. We
first consider the various sources of finance available and then go on to consider the
role and efficiency of capital markets. We also examine the issues surrounding the
appropriate mix of finance that a business should have within its capital structure. We
shall see that the level of borrowing that a business takes on can have a significant
effect on future risks and returns. Finally, we consider the dividend decision and the
factors to be taken into account when deciding upon the appropriate balance between
the retention and distribution of profits.

In Chapter 10, we look at the ways in which managers can exert financial control
over the working capital of a business. We examine each element of working capital
(inventories, receivables, cash and payables) and discuss the various techniques avail-
able for controlling each of these elements.

In Chapter 11, we consider some of the key methods for measuring and managing
shareholder wealth. We shall assess their potential value and explore their links to the
strategic objectives and plans of a business.

Finally, in Chapter 12, we take a look at mergers and takeovers. When examining
this area, we draw on our understanding of a number of topics that were covered ear-
lier, particularly those relating to investment appraisal, financing and capital market
operations. We consider the effect of mergers on shareholder wealth and the ways in
which merger proposals may be financed. We end the book by examining how shares
may be valued for mergers, or for other purposes.

Modern financial management

In the early years of its development, financial management was really an offshoot
of accounting. Much of the early work was descriptive, and arguments were based
on casual observation rather than any clear theoretical framework. However, over the
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years, financial management became increasingly influenced by economic theories and
the reasoning applied to particular issues has become more rigorous and analytical.
Indeed, such is the influence of economic theory that modern financial management
is often viewed as a branch of applied economics.

Economic theories concerning the efficient allocation of scarce resources have been
taken and developed into decision-making tools for management. This development
of economic theories for practical business use has usually involved taking account of
both the time dimension and the risks associated with management decision making.
An investment decision, for example, must look at both the time period over which
the investment extends and the degree of risk associated with the investment. This fact
has led to financial management being described as the economics of time and risk.
Certainly time and risk will be recurring themes throughout this text.

Economic theories have also helped us to understand the importance of capital
markets, such as stock markets and banks, to a business. Capital markets have a vital
role to play in bringing together borrowers and lenders, in allowing investors to select
the type of investment that best meets their risk requirements and in helping to
evaluate the performance of businesses through the prices assigned to their shares.

Real World 1.1 is an extract from an article by Professor Dimson of London Business
School. It neatly sums up how time, risk and capital markets are at the centre of mod-
ern financial management.

REAL WORLD 1.1

Finance on the back of a postage stamp FT

The leading textbooks in finance are nearly 1,000 pages long. Many students learn by making
notes on each topic. They then summarise their notes. Here is one student’s summary of his
Finance course . . . Time is money . . . Don’t put all your eggs in one basket . . . You can’t fool all
the people all of the time.

® The idea that time is money refers to the fact that a sum of money received now is worth more
than the same sum paid in the future. This gives rise to the principle that future cash flows
should be discounted, in order to calculate their present value.

® You can reduce the risk of an investment if you don’t put all your eggs in one basket. In other
words, a diversified portfolio of investments is less risky than putting all your money in a single
asset. Risks that cannot be diversified away should be accepted only if they are offset by a
higher expected return.

® The idea that you can’t fool all of the people all of the time refers to the efficiency of finan-
cial markets. An efficient market is one in which information is widely and cheaply available
to everyone and relevant information is therefore incorporated into security prices. Because
new information is reflected in prices immediately, investors should expect to receive only a
normal rate of return. Possession of information about a company will not enable an investor
to outperform. The only way to expect a higher expected return is to be exposed to greater
risk.

These three themes of discounted cash flow, risk and diversification, and market efficiency lie
at the very heart of most introductory finance courses.

Each of these themes will be considered in this book.

Source: E. Dimson, Assessing the Rate of Return, Financial Times Mastering Management Series, supplement issue, no. 1, 1995,
p. 18.
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Why do businesses exist?

A key idea underpinning modern financial management is that businesses exist to
make money for their owners (shareholders). To be more precise, it is assumed that the
primary objective of a business is shareholder wealth maximisation. Within a market
economy, shareholders provide funds to a business in the expectation that they will
receive the maximum possible increase in wealth for the level of risk that must be
faced. When we use the term ‘wealth’ in this context, we are referring to the market
value of the ordinary shares. The market value of these shares will, in turn, reflect the
future returns the shareholders will expect to receive over time from the shares and the
level of risk involved. Note that we are concerned not with maximising shareholders’
returns over the short term, but rather with providing the highest possible returns over
the long term.

Wealth maximisation or profit maximisation?

Wealth maximisation is not the only financial objective that a business can pursue:
profit maximisation provides an alternative objective for a business. Profit maximisa-
tion differs from wealth maximisation in a number of important respects, as we shall
see. Before considering these differences, however, we must first decide what is meant
by the term ‘profit’. There are various measures of both profit, and profitability, which
could be maximised, including the following:

@ operating profit (that is, profit before interest and tax)

@ profit before tax

@ profit after tax

@ profit available to shareholders per ordinary share

@ profit available to shareholders as a percentage of ordinary shareholders’ funds
invested, and so on.

The availability of different measures means that the evaluation of an investment
opportunity may be influenced by the particular measure used. This point is illustrated
in Activity 1.1.

Activity 1.1

Pointon Ltd has the following long-term capital and annual profits:

Capital invested (£1 ordinary shares) £100,000
Profit available to ordinary shareholders £ 15,000

The business is considering the issue of 20,000 new £1 ordinary shares and
investing the amount raised in an opportunity that provides an additional profit of
£2,000 for ordinary shareholders.

What should be done if the objective of the business is to maximise:

(a) profit available to ordinary shareholders?
(b) profit available to ordinary shareholders per ordinary share?
The profits available to ordinary shareholders will be increased by the investment to
£17,000 (£15,000 + £2,000).

The profit per ordinary share, however, will be decreased. The current profit per ordin-
ary share is 15 per cent (£15,000/£100,000) whereas the expected profit per ordinary
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share on the investment is 10 per cent (£2,000/£20,000). The effect of taking the oppor-
tunity will, therefore, be to lower the overall profit per ordinary share to 14.2 per cent
(£17,000/£120,000).

We can see that an objective of maximising profit available to shareholders would lead
to a decision to invest, whereas an objective of maximising profit available to share-
holders per ordinary share would lead to a decision to reject the opportunity.

Profit maximisation, however measured, is usually seen as a short-term objective
whereas wealth maximisation is a long-term objective. There can be a conflict between
short-term and long-term performance. It would be quite possible, for example, to
maximise short-term profits at the expense of long-term profits, as explained in
Activity 1.2.

Activity 1.2

How might the managers of a business increase short-term profits at the expense of
long-term profits?

The managers may reduce operating expenses, and so increase short-term profits, by:

cutting research and development expenditure
cutting staff training and development

buying lower quality materials

cutting quality control mechanisms.

Whilst these policies may all have a beneficial effect on short-term profits, they may
undermine the long-term competitiveness and performance of a business.

In recent years, many businesses have been criticised for failing to consider the long-
term implications of their policies on the wealth of the owners. Real World 1.2 gives
some examples of how an emphasis on short-term profits can have a damaging effect.

REAL WORLD 1.2

Short-term gains, long-term problems FT

John Kay argues that some businesses have achieved growth in short-term increases in
profits by sacrificing their longer-term prosperity. He points out that:

The business of Marks and Spencer, the retailer, was unparalleled in reputation but mature. To
achieve earnings growth consistent with a glamour rating the company squeezed suppliers, gave
less value for money, spent less on stores. In 1998, it achieved the highest (profit) margin in sales
in the history of the business. It had also compromised its position to the point where sales and
profits plummeted.

Banks and insurance companies have taken staff out of branches and retrained those that
remain as sales people. The pharmaceuticals industry has taken advantage of mergers to con-
solidate its research and development facilities. Energy companies have cut back on exploration.

We know that these actions increased corporate earnings. We do not know what effect they
have on the long-run strength of the business — and this is the key point - do the companies
themselves know? Some rationalisations will genuinely lead to more productive businesses. Other
companies will suffer the fate of Marks and Spencer.

Source: John Kay, ‘Profit without honour’, Financial Times, Weekend section, 29-30 June 2002.

7
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A final problem with the use of profit maximisation as an objective is that it fails to
take account of risk. We shall see a little later that, the higher the level of risk associ-
ated with a particular investment, the higher the expected return required by share-
holders. This means that, logically, a profit maximisation policy should lead managers
to invest in high-risk projects. Such a policy, however, may not reflect the needs of
the shareholders. When considering an investment, shareholders are concerned with
both risk and the long-run returns that they expect to receive. Only a wealth maximisa-
tion objective takes both of these factors into account. Managers who pursue this
objective will choose investments that provide the highest returns in relation to the
risks involved.

To maximise or to satisfy?

Even if we reject the use of profit and accept shareholder wealth as an appropriate fin-
ancial objective, we may still question whether the maximisation of shareholder wealth
is appropriate. Accepting this objective implies that the needs of the shareholders are
paramount. Shareholders are not the only ones, however, that have a financial interest
in a business. A business can be viewed more broadly as a coalition of various interest
groups, with each group having a ‘stake’ in the business.

Activity 1.3

Identify the main ‘stakeholder’ groups that have a financial interest in a business.

The following groups may be seen as stakeholders:

shareholders
employees
managers
suppliers
customers

the community.

This is not an exhaustive list. You may have thought of others.

If we adopt this broader view of a business, shareholders become simply one of a
number of stakeholder groups whose needs have to be satisfied. It may therefore be
argued that, rather than seeking to maximise shareholder returns, managers should try
to provide each stakeholder group with a satisfactory return. The term satisficing has
been used to describe this particular business objective.

Although a satisficing approach may sound appealing, there are practical problems
associated with its use. By taking this broader approach, each of the various stakeholder
groups must be considered when deciding on a particular course of action. This will
make matters more complex and will greatly add to the difficulties of decision making.
It will also obscure the accountability of managers, who may find it easier to pursue
their own interests behind a fog of multiple objectives. Shareholder wealth maximisa-
tion, on the other hand, provides a single objective for managers to pursue, and for
which to account.
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Within a market economy there are strong competitive forces at work that ensure
that failure to maximise shareholder wealth will not be tolerated for long. Competition
for the funds provided by shareholders and competition for managers’ jobs should
ensure that the interests of the shareholders prevail. If the managers of a business do
not provide the expected increase in shareholder wealth, the shareholders have the
power to replace the existing management team with a new team that is more respon-
sive to their needs. Alternatively, the shareholders may decide to sell their shares in the
business (and reinvest in other businesses that provide better returns in relation to the
risks involved). The sale of shares in the business is likely to depress the market price
of the shares, which management will have to rectify in order to avoid the risk of
takeover. This can only be done by pursuing policies that are consistent with the needs
of shareholders.

Do the above arguments mean that the interests of shareholders are all that man-
agers must consider and that the interests of other stakeholders are irrelevant? The
answer is almost certainly no. Satisfying the needs of the other stakeholder groups
will often be consistent with the need to maximise shareholder wealth. A dissatisfied
workforce, for example, may result in low productivity, strikes and so forth, which will
in turn have an adverse effect on the shareholders’ investment in the business. This
kind of interdependence has led to the argument that the needs of other stakeholder
groups must be viewed as constraints within which shareholder wealth should be
maximised.

Viewing the needs of the other stakeholders as constraints that must be satisfied is a
rather neat way of reconciling the shareholder wealth maximisation objective with the
interests of other stakeholders. It assumes, however, that a business should maximise
the wealth of shareholders but provide only a satisfactory return to other stakeholders.
Whether or not this assumption is considered valid will involve a value judgement
being made. It is important to recognise, however, the implications of ignoring the
needs of shareholders in a competitive market economy. It is likely that all other stake-
holder groups will suffer if the share price performance of the business falls below the
expectations of the shareholders.

A final argument made in support of the wealth maximisation objective is that, even
if we accept the view that wealth maximisation is not necessarily appropriate, the
models that are based on this objective may still be useful for management decision
making. By employing these models, managers can identity the most appropriate course
of action from the shareholders’ viewpoint and can see the costs borne by shareholders
if a different (that is, non-wealth maximising) course of action is decided upon. The
managers would then have to account to shareholders for their decision.

Wealth maximisation in practice

There is evidence that businesses pursue shareholder wealth as their primary objec-
tive, or at least claim to do so. A business will often produce a mission statement. This
statement is a concise attempt to capture the essence of a particular business and
will frequently adorn a business’s annual reports and websites. Real World 1.3 provides
a few examples of mission statements that proclaim a commitment to maximising
shareholder wealth (or value as it is often called).
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REAL WORLD 1.3

On a mission
Stagecoach plc is a large transport business that is focused on applying:

entrepreneurial vision to local transport operations in core geographic markets. Through a com-
bination of organic growth and complementary acquisitions, we are committed to maximising
shareholder value.

Dana Petroleum plc is a leading British independent oil business that is:

committed to maximising shareholder value through the creation and execution of high impact
opportunities.

Diamond Corp plc is a diamond producer focused on:

maximising shareholder value through the development of high margin diamond production assets.

Sources: www.stagecoachgroup.com, www.dana-petroleum.com, www.diamondcorp.plc.uk.

A paradox. ...

How should a business go about maximising shareholder wealth? Many appear to
believe that this primarily involves controlling costs, increasing revenues and ensuring
that only opportunities offering clear wealth-maximising outcomes are undertaken.
John Kay, however, argues that such a narrow focus may prove to be self-defeating and
that shareholder wealth maximisation is more likely to be achieved when pursued indir-
ectly. He points out that those individuals and businesses which are most successful in
generating wealth are often seized by a passion to develop the best possible product or
to provide the best possible service for their customers. If a business concentrates its
efforts on the challenges that this entails, the financial rewards will usually follow. In
other words, to maximise shareholder wealth, it may be best to concentrate on some-
thing else.

Real World 1.4 is an extract from an article written by John Kay in which he points
out that the richest individuals are often not driven by the need for wealth or material
gain.

REAL WORLD 1.4

How to make real money FT

Sam Walton, founder and principal shareholder of Wal-Mart, the world’s largest retailer,
drove himself around in a pick-up truck. ‘| have concentrated all along on building the
finest retailing company that we possibly could. Period. Creating a huge personal fortune
was never particularly a goal of mine’, Walton said. Still, five of the top ten places in the
Forbes rich list are occupied by members of the Walton family . . .

Warren Buffett, the most successful investor in history, still lives in the Omaha bunga-
low he bought almost fifty years ago and continues to take pleasure in a Nebraskan steak
washed down with cherry Coke. For Buffett, ‘It’s not that | want money. It’s the fun of mak-
ing money and watching it grow.’
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The individuals who are most successful in making money are not those who are most
interested in making money. This is not surprising, the principal route to great wealth is the
creation of a successful business, and building a successful business demands excep-
tional talents and hard work. There is no reason to think that these characteristics are
associated with greed and materialism: rather the opposite. People who are obsessively
interested in money are drawn to get-rich-quick schemes rather than to business oppor-
tunities, and when these schemes come off, as occasionally they do, they retire to their
villas in the sun . . .

Source: John Kay, ‘Forget how the crow flies’, Financial Times, 17 January 2004, p. 21.

The above arguments do not undermine the role of financial management in
delivering wealth to shareholders. Rather, it suggests that it must be attuned to the
challenges and aspirations of the business.

Balancing risk and return

All decision making is an attempt to influence future outcomes and financial decision
making is no exception. The only thing certain about the future, however, is that we
cannot be sure what is going to happen. There is a risk that things will not turn out as
planned, and this possibility should be carefully considered when making financial
decisions.

As in other aspects of life, risk and return tend to be related. Evidence shows that
returns relate to risk in something like the way shown in Figure 1.3.

m Relationship between risk and return

A
Return

>

Risk

Even at zero risk a certain level of return will be required. This will increase as the level of risk
increases.

This relationship between risk and return has important implications for the owners
(shareholders) of a business. They will require a minimum return to induce them to
invest at all, but will require an additional return to compensate for taking risks; the
higher the risk, the higher the required return. Thus, future returns from an investment
must be assessed in relation to the likely risks involved. As stated earlier, managers who
pursue the shareholder wealth maximisation objective will choose investments that
provide the highest returns in relation to the risks involved.
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Real World 1.5 below describes how some businesses have recently been making
higher-risk investments in pursuit of higher returns.

REAL WORLD 1.5

Appetite for risk drives businesses FT

Over the last few years, companies from the US and western Europe, joined increasingly
by competitors from China and India, have looked to new markets abroad both to source
and sell their products.

Driven by intensifying competition at home, companies have been drawn into direct
investment in markets that not long ago were considered beyond the pale. But in the drive
to increase returns, they have also been forced to accept higher risks.

Over time, the balance between risk and reward changes. For example, companies
flooded into Russia early in the decade. But recently returns have fallen, largely due to
booming raw materials prices. Meanwhile the apparent risk of investing in Russia has
grown significantly.

As the risk-reward calculation has changed in Russia, companies have looked to other
countries such as Libya and Vietnam where the rewards may be substantial, and the
threats, though high, may be more manageable.

Source: Adapted from Stephen Fidler, ‘Appetite for risk drives industry’, www.ft.com, 27 June 2007.

Behaving ethically

The pursuit of shareholder wealth maximisation has gained added impetus in recent
years. One of the effects of the global deregulation of markets and of technological
change has been to provide investors with greater opportunities to increase their
returns. They are now able to move their funds around the world with comparative
ease. This has increased competition among businesses for investment funds and has
put managers under greater pressure to produce returns that are attractive in interna-
tional, rather than merely national, terms.

Given these pressures, there is a risk that shareholder wealth maximisation may
be pursued by managers using methods that are not acceptable to the community.
Examples may include paying bribes to government officials to secure contracts,
employing child labour in developing countries to minimise production costs, pollut-
ing the environment to avoid the cost of emission controls, and so on. Some managers
may feel such behaviour is acceptable because ‘all is fair in business’. Professor Rose,
however, points out that responsibility to maximise the wealth of shareholders ‘does
not mean that managers are being asked to act in a manner which absolves them from
the considerations of morality and simple decency that they would readily acknow-
ledge in other walks of life’ (see reference 1 at the end of the chapter).

Thus, when considering a particular course of action, managers should ask them-
selves whether it conforms to accepted moral standards, whether it treats people
unfairly and whether it has the potential for harm.

Nowadays, large businesses often publicly proclaim their commitment to high stand-
ards of ethical behaviour and social responsibility. Appropriate codes of practice may
also be developed. Real World 1.6 provides an example of how one business sets out its
position on these issues.
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REAL WORLD 1.6

Playing the game

SCi Entertainment Group plc is the UK’s leading publisher of computer games and one of
the world’s leading developers and publishers of entertainment software. Its website sets
out in some detail the business’s attitude to ethical standards and social responsibility. An
extract from this website is set out below:

SCi has a strong commitment to its customers, shareholders, employees and, in a wider context,
to local communities and the environment generally. The Board also recognises that in today’s
business world, corporate social responsibility (CSR) and the maximisation of long-term share-
holder value are not incompatible but increasingly interdependent. Accordingly, and in taking ulti-
mate responsibility for enhancing its good corporate citizenship status with all stakeholders, the
Board is committed to developing and implementing CSR policies and best conduct practices
which are targeted at

® complying with local laws and regulations;

® providing safe and healthy working conditions;

® promoting equality, fairness and ethical behaviour;

® maintaining corporate integrity and reputation;

@ caring for the environment and participating in the community.

The website also states:

SCi strives to observe high standards of moral, legal and ethical behaviour. The key message to
all employees (and other interested parties) is that they must observe a code of conduct based on
honesty, integrity and fair dealing at all times.

Source: SCi Entertainment Group (http://corporate.sci.co.uk).

In Real World 1.6, it is suggested that wealth maximisation and ethical behaviour
need not conflict. Indeed, some believe that high ethical standards may be a necessary
condition for wealth maximisation. A business that treats customers, suppliers and
employees fairly and with integrity is more likely to flourish over the longer term.

In recent years, attempts have been made to demonstrate a link between high
ethical standards and superior financial performance over time. Real World 1.7 briefly
describes two of these.

REAL WORLD 1.7

Profiting from ethics?

In 2008 the Institute for Business Ethics produced a report which suggested that busi-
nesses with a code of ethics produced superior financial performance than those without
a code. It compared a group of companies in the FTSE 250 index over a period of four
years, divided into those that had codes of ethics for five years or more and those that
explicitly said they did not. It found that on three measures — economic value added, mar-
ket value added and stability of price/earnings ratios — the ethical companies outperformed,
though on a fourth measure - return on capital employed — the figures were more mixed.”

Some caveats are perhaps in order. The time period for the study is not that long. And
taking the existence of ethical codes as a proxy for ethical behaviour could be stretching
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Real World 1.7 continued

reality. After all, even Enron had a code of ethical behaviour. So while indicative, this is not
likely to be the last word. As the study admits, it is not clear why an ethical stance should
mean better results. Maybe it is simply that good managers, who produce good results,
tend to view ethical codes as part of good business. (1)

In 2007 the Institute of Business Ethics published a follow-up research study. The
majority of large businesses now have a code of ethics and so it is not really possible to
use the existence of a code as evidence that a business is ‘more ethical’. Instead, ‘more
ethical’ businesses were identified as those that attempted to embed ethical business
practice through staff training programmes. A group of 50 large businesses, selected from
the FTSE 350 index, were divided into two equal-size groups based on this criterion. Using
four measures (return on capital employed, return on assets, total return and market value
added*) over a five-year period, the study found that those with training programmes had
significantly better financial performance than those without. (2)

Again, the results are not conclusive. It is not clear why there should be a link between
ethical training and financial performance. It may be that ethical training of employees
instils confidence among stakeholders and this makes the business more able to deal with
setbacks and change. On the other hand, it may simply be that profitable businesses can
afford to spend money on ethical training programmes.

* Each of these measures is discussed later in the book.

Source: (1) Adapted from Martin Dickson, ‘Ethics’, Financial Times, 3 April 2003. (2) Ugoji K., Dando N., and Moir L., Does Business
ethics pay? — Revisited: The value of ethics training, Institute of Business Ethics, 2007.

Ethics and the finance function

Integrity and ethical behaviour are particularly important within the finance function,
where many opportunities for sharp practice exist. To demonstrate their commitment
to integrity and ethical behaviour, some businesses provide a code of standards for
their finance staff. Real World 1.8 provides an example of one such code.

REAL WORLD 1.8

Shell’s ethical code

Shell plc, the oil and energy business, has a code of ethics for its executive directors and
senior financial officers. The key elements of this code are that these individuals should:

e adhere to the highest standards of honesty, integrity and fairness, whilst maintaining a
work climate that fosters these standards;

comply with any codes of conduct or rules concerning dealing in securities;

avoid involvement in any decisions that could involve a conflict of interest;

avoid any financial interest in contracts awarded by the company;

not seek or accept favours from third parties;

not hold positions in outside businesses that might adversely affect their performance;
avoid any relationship with contractors or suppliers that might compromise their ability
to act impartially;

ensure full, fair, timely, accurate and understandable disclosure of information that the
business communicates to the public or publicly files.

Source: Code of Ethics (www.shell.com).
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Although there may be rules in place to try to prevent sharp practice, these will only
provide a partial answer. The finance staff themselves must appreciate the importance
of fair play in building long-term relationships for the benefit of all those connected
with the business.

Protecting shareholders’ interests

In recent years, the issue of corporate governance has generated much debate. The
term is used to describe the ways in which businesses are directed and controlled. The
issue of corporate governance is important because, in businesses of any size, those
who own the company (that is, the shareholders) are usually divorced from the day-to-
day control of the business. The shareholders employ professional managers (known as
directors) to manage the business for them. These directors may, therefore, be viewed
as agents of the shareholders (who are the principals).

Given this agent—principal relationship, it may seem reasonable to assume that the
best interests of shareholders will guide the directors’ decisions. In other words, the
directors will seek to maximise the wealth of the shareholders. However, in practice
this does not always occur. The directors may be more concerned with pursuing their
own interests, such as increasing their pay and perks (such as expensive cars, overseas
visits and so on) and improving their job security and status. As a result, a conflict can
occur between the interests of shareholders and the interests of directors.

It can be argued that in a competitive market economy, this agency problem, as it
is termed, should not persist over time. The competition for the funds provided by
shareholders, and competition for directors’ jobs referred to earlier, should ensure that
the interests of the shareholders will prevail. However, if competitive forces are weak,
or if information concerning the directors’ activities is not available to shareholders,
the risk of agency problems will be increased. Shareholders must be alert to such risks
and should take steps to ensure that the directors operate the business in a manner that
is consistent with shareholder needs.

Protecting through rules

Where directors pursue their own interests at the expense of the shareholders, it is
clearly a problem for the shareholders. However, it may also be a problem for society
as a whole. If investors feel that their funds are likely to be mismanaged, they will be
reluctant to commit those funds. A shortage of funds will mean that businesses can
make fewer investments. Also, the costs of finance will increase as businesses compete
for what funds are available. Thus, a lack of concern for shareholders can have a pro-
found effect on the performance of individual businesses and, with this, the health of
the economy. To avoid these problems, most competitive market economies have a
framework of rules to help monitor and control the behaviour of directors.
These rules are usually based around three guiding principles:

® Disclosure. This lies at the heart of good corporate governance. An OECD report (see
reference 2 at the end of the chapter for details) summed up the benefits of dis-
closure as follows:

Adequate and timely information about corporate performance enables investors to make
informed buy-and-sell decisions and thereby helps the market reflect the value of a corpora-
tion under present management. If the market determines that present management is not
performing, a decrease in stock [share] price will sanction management’s failure and open
the way to management change.

15
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® Accountability. This involves defining the roles and duties of the directors and estab-
lishing an adequate monitoring process. In the UK, the law requires that the directors
of a business act in the best interests of the shareholders. This means, among other
things, that they must not try to use their position and knowledge to make gains at
the expense of the shareholders. The law also requires larger businesses to have their
annual financial statements independently audited. The purpose of an independent
audit is to lend credibility to the financial statements prepared by the directors.

® Fairness. Directors should not be able to benefit from access to ‘inside’ information
that is not available to shareholders. As a result, both the law and the London Stock
Exchange place restrictions on the ability of directors to buy and sell the shares
of the business. One example of these restrictions is that the directors cannot buy or
sell shares immediately before the announcement of the annual trading results of
the business or before the announcement of a significant event such as a planned
merger or the loss of the chief executive.

Strengthening the framework of rules

The number of rules designed to safeguard shareholders has increased considerably
over the years. This has been in response to weaknesses in corporate governance
procedures, which have been exposed through well-publicised business failures and
frauds, excessive pay increases to directors and evidence that some financial reports
were being ‘massaged’ so as to mislead shareholders.

The most important development has been the introduction of the Combined Code
which sets out best practice on corporate governance matters for large businesses. The
Combined Code has the backing of the London Stock Exchange, which means that all
businesses listed on this exchange must ‘comply or explain’. That is, they must com-
ply with the requirements of the Code or must give their shareholders good reason
why they do not. Failure to do one or other of these can lead to the business’s shares
being suspended from listing. This is an important sanction as the exchange offers a
means of raising new finance and provides a market for existing shareholders to sell
their shares.

The Combined Code sets out a number of principles relating to such matters as the
role of the directors, their relations with shareholders, and their accountability. Real
World 1.9 outlines some of the more important of these.

REAL WORLD 1.9

The Combined Code

Some of the key elements of the Combined Code are as follows:

@ Every listed company should have a board of directors to lead and control the company.

® There should be a clear division of responsibilities between the chairman and the
chief executive officer of the company to ensure that a single person does not have
unbridled power.

® There should be a balance between executive and non-executive (who are often part-
time and independent) members of the board, to ensure that small groups of individuals
cannot dominate proceedings.
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® The board should receive timely information that is of sufficient quality to enable them
to carry out their duties.

® Appointments to the board should be the subject of rigorous, formal and transparent
procedures.

@ All directors should submit themselves for re-election at regular intervals, subject to
satisfactory performance.

® Remuneration levels should be sufficient to attract, retain and motivate directors of the
quality required to run the company.

® There should be formal and transparent procedures for developing policy on directors’
remuneration.

@ The board should ensure that a satisfactory dialogue with shareholders occurs.

® Boards should use the annual general meeting to communicate with private investors
and encourage their participation.

e |Institutional shareholders should ensure that they use their votes and enter into a
dialogue with the company based on a mutual understanding of objectives.

@ The board should publish a balanced and understandable assessment of the com-
pany’s position and future prospects.

e |Internal controls should be in place to protect the shareholders’ wealth.

e Formal and transparent arrangements for applying financial reporting and internal con-
trol principles and for maintaining an appropriate relationship with auditors should be in
place.

® The board should undertake a formal and rigorous examination of its own performance
each year.

Source: www.frc.org.uk.

Strengthening the framework of rules in this way has been generally agreed to have
improved the quality of information available to shareholders, resulted in better checks
on the powers of directors, and provided greater transparency in corporate affairs.
However, rules can only be a partial answer. A balance must be struck between the
need to protect shareholders and the need to encourage the entrepreneurial spirit of
directors — which could be stifled under a welter of rules. This implies that rules should
not be too tight and so unscrupulous directors may still find ways around them.

Shareholder involvement

Improving corporate governance has focused mainly on developing a framework of
rules for managing businesses listed on the London Stock Exchange. Whilst rules are
important, there are many who take the view that it is also important for those who
own the businesses to play their part by actively monitoring and controlling the
behaviour of directors. In this section, we identify the main shareholders of listed
businesses and discuss their role in establishing good corporate governance. We also
consider why there has been greater shareholder activism in recent years.

Who are the main shareholders?

Real World 1.10 provides some impression of the ownership of London Stock
Exchange listed shares.
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REAL WORLD 1.10

Becoming institutionalised

At 31 December 2006, 40 per cent (by market value) of London Stock Exchange listed
shares were owned by investors (individuals and institutions) that are based overseas.
Of those that are owned by UK investors (individuals and institutions), the breakdown of
ownership is as shown in Figure 1.4.

Beneficial ownership of UK shares owned by UK
investors, end 2006

Insurance companies

Pension funds

Unit trusts 2.67
Investment trusts
Other financial institutions
Charities || 1.5
Private non-financial companies 3.00

Banks

Individuals

Public sector || 0.16

Large financial institutions such as insurance businesses, banks, pension funds, unit
trusts and investment trusts are now the most important investors in shares listed on the
London Stock Exchange. These institutions have increased their hold on the ownership of
Stock Exchange listed shares over time, whilst the proportion of listed shares held directly
by individuals has decreased.

Looking at the changes in the ownership of listed shares over the past four decades
shows two striking features:

1 The value of listed shares owned by overseas investors has gone up progressively (from
just 7 per cent in 1963 to 40 per cent in 2006); and

2 Of those held by UK residents, the value of listed shares held by individuals has fallen
fairly steadily (from 58 per cent in 1963 to 21 per cent in 2006).

Source: Office for National Statistics (www.statistics.gov.uk).
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This concentration of ownership of listed shares means that financial institutions
have enormous voting power and, as a result, the potential to exercise significant
influence over the way in which Stock Exchange listed businesses are directed and con-
trolled. In the past, however, they have been reluctant to exercise this power and have
been criticised for being too passive and for allowing the directors of businesses too
much independence.

What can shareholders do?

There are two main ways in which shareholders try to control the behaviour of dir-
ectors. These are by:

@ introducing incentive plans for directors that link their remuneration to the share
performance of the business. In this way, the interests of directors and shareholders
should become more closely aligned.

® closely monitoring the actions of the directors and exerting influence over the way
in which they use business resources.

We shall see, however, that neither offers a perfect solution.

Rewarding directors

Incentive plans based on share performance are in widespread use. A common form of
incentive plan is to give directors share options. These options give them the right, but
not the obligation, to purchase shares in the business at an agreed price at some future
date. If the current market value exceeds the agreed price at that due date, the directors
will make a gain by taking up the options. Advocates of share options argue that they
give directors a direct financial incentive to increase the value of the shares of the busi-
ness and thereby increase shareholder wealth. It is claimed that, where share options
form a significant part of the total remuneration package of directors, they are placed
in a similar position to that of shareholders. This, in turn, helps them to ‘think like
shareholders’.

Warren Buffett, one of the world’s shrewdest and most successful investors, has, how-
ever, made clear his opposition to the use of options. One problem that concerns him
is that share option schemes cannot differentiate between the performances achieved
by individual directors. He argues:

Of course stock [share] options often go to talented, value-adding managers and sometimes
deliver them rewards that are perfectly appropriate. (Indeed, managers who are really excep-
tional almost always get far less than they should.) But when the result is equitable, it is accid-
ental. Once granted, the option is blind to individual performance. Because it is irrevocable
and unconditional (so long as a manager stays in the company), the sluggard receives rewards
from his options precisely as does the star. A managerial Rip Van Winkle, ready to doze for ten
years, could not wish for a better ‘incentive’ system. (See reference 3 at the end of the chapter.)

A further problem concerning the incentive value of share options, to which Buffet
refers, is that, where the share price falls significantly below the exercise price, the
prospects of receiving benefits from the share options may become remote and any
incentive value will be lost.

19
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It is worth remembering that both rises and falls in share price may be beyond the
control of the directors. Any incentive scheme that is subject to the vagaries of the stock
market is, therefore, likely to present problems. There is always a risk that directors will
be either under-compensated or over-compensated for their achievements.

Activity 1.4

Try to identify four factors that may influence the price of a share but which are beyond
the control of the directors.

These may include:

changes in interest rates

changes in taxation policy

economic recession

changes in legislation affecting the industry
a takeover bid.

You may have thought of others.

Buffett’s criticism of share options is not confined to their dubious incentive value.
He also challenges the view that share options place directors in the same position as
that of shareholders. He argues:

the rhetoric about options frequently describes them as desirable because they put owners and
managers in the same financial boat. In reality, the boats are far different. No owner has ever
escaped the burden of capital costs, whereas a holder of a fixed-price option bears no capital
costs at all. An owner must weigh upside potential against downside risk: an option holder
has no downside. In fact, the business project in which you would wish to have an option
frequently is a project in which you would reject ownership. (I'll be happy to accept a lottery
ticket as a gift — but I'll never buy one.) (See reference 3 at the end of the chapter.)

Share options are not the only way of trying to align the interests of directors with
those of shareholders. Other methods exist, but bring their own problems. For this rea-
son, businesses may base an incentive plan on a combination of methods to mitigate
the weaknesses of each.

Getting active

In the past, financial institutions have chosen to take a non-interventionist approach
to the affairs of a business. Instead, they have confined their investment activities to
determining whether to buy, hold or sell shares in a particular business. They appear
to have taken the view that the costs of actively engaging with directors and trying to
influence their decisions are too high in relation to the likely benefits. It is also worth
pointing out that these costs are borne by the particular financial institution that
becomes actively involved, whereas the benefits are spread across all shareholders.
(This phenomenon is often referred to as the ‘free-rider’ problem.)
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Waking the sleeping giants

In recent years, financial institutions have begun to play a more active role in corpor-
ate governance. More time is being invested in monitoring the actions of directors and
in engaging with the directors over key decisions. This change of heart has occurred for
a variety of reasons. One important reason is that the increasing concentration of share
ownership has made it more difficult for financial institutions to simply walk away
from an investment in a poorly performing business by selling its shares. A substantial
number of shares are often held and so a decision to sell can have a significant impact
on the market price, perhaps leading to heavy losses.

A further reason why it may be difficult to disinvest is that a business’s shares may
be included in a stock market index (such as the FTSE 100 or FTSE 250). Certain types
of financial institution, such as investment trusts or unit trusts, may offer investments
that are designed to ‘track’ the particular index and so they become locked into a busi-
ness’s shares in order to reflect the index. In both situations outlined, therefore, a
financial institution may have little choice but to stick with the shares held and try to
improve performance by seeking to influence the actions and decisions of the directors.

It is also worth mentioning that financial institutions have experienced much
greater competitive pressures in recent years. There have been increasing demands
from clients for them to demonstrate their investment skills, and thereby justify their
fees, by either outperforming benchmarks or beating the performance of similar finan-
cial institutions. These increased competitive pressures may be due, at least in part, to
the fact that economic conditions have not favoured investors in the recent past; they
have experienced a period of relatively low stock market returns. Whatever the reason,
the increased pressure to enhance the wealth of their clients has led financial institu-
tions, in turn, to become less tolerant towards underperforming boards of directors.

The regulatory environment has also favoured greater activism on the part of finan-
cial institutions. The Combined Code, for example, urges institutional shareholders to
use their votes and to enter into a dialogue with businesses.

Forms of activism

It is important to be clear what is meant by the term ‘shareholder activism’ as it can
take various forms. In its simplest form it involves taking a more active role in voting
for or against the resolutions put before the annual general meeting or any extraordin-
ary general meeting of the business. This form of activism is seen by the government as
being vital to good corporate governance. The government is keen to see much higher
levels of participation than currently exists and expects institutional shareholders to
exercise their right to vote. In the past, financial institutions have often indicated their
dissent by abstaining from a vote rather than by outright opposition to a resolution.
There is some evidence, however, that they are now more prepared to use their vote to
oppose resolutions of the board of directors.

Much of the evidence available remains anecdotal rather than based on systematic
research. One such example concerns the merger of two large media businesses —
Carlton and Granada. The chairman of Carlton, Mr Michael Green, was nominated
as independent chairman of the combined business but some financial institutions felt
he was unsuitable and succeeded in opposing his appointment by voting against the
resolution. Real World 1.11 provides a more recent example of a situation where share-
holders have acted to try to make changes to the board.
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REAL WORLD 1.11

Revolting shareholders FT

Dissident investors in SkyePharma have finally run out of patience with the board of the
drug delivery company and launched a coup attempt to oust lan Gowrie-Smith, chairman,
and replace him with industry heavyweight Bob Thian.

North Atlantic Value [NAV], the shareholder activist group, joined forces with Insight
Investment and Morley Fund Management and other investors to call for an extraordinary
meeting to vote on the proposed management change.

It is believed that the final trigger for the revolt was SkyePharma’s plan to announce the
appointment of two executives, including a chief executive, without consulting investors.

NAV said: ‘We did not intend to do this but rushing out two executives is not negotiat-
ing in good faith.’

The dissident group, which has named itself the Requisitionists, said SkyePharma had
repeatedly failed to listen to the concerns of large shareholders.

Investors have increasingly become frustrated with the lack of progress in finding a
buyer for all or part of the business, following SkyePharma’s announcement in November
that it had appointed Lehman Brothers to conduct a strategic review.

The Requisitionists, who have a combined 13.15 per cent stake, firmly placed the blame
for what they described as a corporate strategy of over-promising on performance but
under-delivering on the shoulders of Mr Gowrie-Smith.

‘Their entire strategy has been delay, delay, delay and time just ran out for them,’ said
one large shareholder.

Other shareholders, including Legal and General and Fidelity, who between them have
a 12 per cent holding in SkyePharma, are also believed to be prepared to support the
move to change the management.

Source: ‘Move to oust SkyePharma chairman’, www.ft.com, 20 January 2006.

A particularly rich source of contention between shareholders and directors con-
cerns directors’ remuneration and there have been several shareholder revolts over this
issue. Shareholders are often upset by what they regard as the setting of undemanding
performance targets or unjustified, ‘one-off’ payments to directors. Real World 1.12
provides an example of a fairly recent falling out.

REAL WORLD 1.12

Easy money FT

Lord Hollick, outgoing chief executive of United Business Media [UBM], is facing an
embarrassing shareholder revolt at the company’s annual meeting next week over plans
to award him a special £250,000 bonus.

The chance of UBM’s remuneration report being voted down at the meeting increased
on Wednesday when the Association of British Insurers [ABI], a powerful investor group,
issued ‘red-top’ guidance to members, indicating its highest level of concern.

The National Association of Pension Funds [NAPF] is urging its members to rebel
against the report. The Research, Recommendations and Electronic Voting advisory service,
which is half-owned by the NAPF, says investors should also vote against the re-election
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of Chris Powell as a non-executive director because he chairs the committee that
approved the bonus.

Investor anger was sparked last month when the company revealed in its annual report
that Lord Hollick would receive the unusual bonus for helping to ensure a ‘successful
handover’ to David Levin, the incoming chief executive.

Most of the company’s largest institutional investors plan to register their fury by vot-
ing against the company’s remuneration report. Few expect UBM to win the vote; a loss
would force the company to back down or ignore its leading investors.

One shareholder said: ‘I predict UBM will lose this vote. We simply cannot allow
these types of payments. Why should Lord Hollick be paid extra simply to hand over to a
successor?’

Peter Montagnon, ABI’s head of investment affairs, said: ‘We have reached our deci-
sion after careful discussion with members and their view is firm. These payments are not
appropriate.’

Companies work hard to avoid losing the remuneration vote. The last high-profile
casualty was GlaxoSmithKline in May 2003, when shareholders voted down the pay pack-
age of Jean-Pierre Garnier, chief executive.

UBM on Wednesday refused to say whether it would withdraw the bonus if it lost the
vote. The company said: ‘It is too early to pre-judge the outcome of the annual meeting
but UBM takes all representations from shareholders seriously.’

Source: ‘UBM investors in bonus revolt’, www.ft.com, 4 May 2005.

Although the examples mentioned above are widely reported and catch the news-
paper headlines, they do not happen very often. Nevertheless, the benefits for share-
holders of flexing their muscles and voting against resolutions put forward by the
directors may go beyond their immediate, intended objective: other boards of directors
may take note of shareholder dissatisfaction and adjust their behaviour in order to avoid
a similar fate. The cost of voting need not be high as there are specialist agencies which
offer research and advice to financial institutions on how their votes should be cast.

Another form of activism involves meetings and discussions between representatives
of a particular financial institution and the board of directors of a business. At such
meetings, a wide range of issues affecting the business may be discussed.

Activity 1.5

Can you think of five topics that an institutional shareholder may wish to discuss with
the directors of a business?

Some of the more important issues that are likely to attract their attention include:

Objectives and strategies adopted

Trading performance

Internal controls

Policies regarding mergers and acquisition

Major investments and disinvestments

Adherence to the recommendations of the Combined Code
Corporate social responsibilities

Directors’ incentive schemes and remuneration.

This is not an exhaustive list. For shareholders, and therefore owners, of a business, any-
thing that might have an impact on their wealth should be a matter of concern.
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This form of activism requires a fairly high degree of involvement with the business
and some of the larger financial institutions have dedicated teams for this purpose.
This can be, therefore, a costly exercise. Real World 1.13 is an extract from the website
of one major financial institution that is committed to a dialogue with directors and
gives an insight to the approach taken.

REAL WORLD 1.13

Active investing

Jupiter Asset Management Limited, manager of unit trusts and investments trusts, believes
that, when monitoring investments:

An important part of the process is the dialogue (usually private) between institutional share-
holders and the companies in which they invest. As such, its fund managers and analysts host
and attend regular meetings with the management of companies, with a high percentage of com-
panies being seen twice a year where corporate strategy, performance and other management
issues are discussed.

Source: Corporate governance and voting policy, p. 14 (www.jupiteronline.co.uk).

Such meetings can be useful for exchanging views and for gaining a greater under-
standing of the needs and motivations of each party. This may help to pre-empt public
spats between the board of directors and financial institutions, which is rarely the best
way to resolve issues.

The final form of activism involves intervention in the affairs of the business. This,
however, can be very costly, depending on the nature of the problem. Where strategic
and operational issues raise concerns, intervention can be very costly indeed. Identi-
fying the weaknesses and problems relating to these issues requires a detailed under-
standing of the nature of its business. This implies close monitoring by relevant experts
who are able to analyse the issues and then propose feasible solutions. The costs asso-
ciated with such an exercise would normally be prohibitive, although the costs may be
mitigated through some kind of collective action by financial institutions.

Not all forms of intervention in the affairs of a business, however, need be costly.
Where, for example, there are corporate governance issues to be addressed, such as a
failure to adhere to the recommendations of the Combined Code, a financial institu-
tion may nominate individuals for appointment as non-executive directors who can be
relied upon to ensure that necessary changes are made. This should involve relatively
little cost for the financial institution.

The future of shareholder activism

The rise of shareholder activism raises two important questions that have yet to be
answered. First, is it simply a passing phenomenon? It is no coincidence that share-
holder activism took root during a period when stock market returns were fairly low.
There is a risk that financial institutions will become less active and less vigilant in
monitoring businesses when stock market returns improve. Secondly, does shareholder
activism really make a difference to corporate performance? The research on this topic
so far has been fairly sparse but early research in the USA is not encouraging for those
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who urge financial institutions to take a more active approach. We may have to wait
some while, however, for clear answers to these questions.

SUMMARY

The main points in this chapter may be summarised as follows:

The finance function

® Helps managers in carrying out their tasks of strategic management, operations
management and risk management.

@ Helps managers in each of these tasks through financial planning, investment
appraisal, financing decisions, capital market operations and financial control.

Modern financial management

® [s influenced by economic theory.
® Has been described as the economics of time and risk.

Shareholder wealth maximisation

® [s assumed to be the primary objective of a business.

® [s a long-term rather than a short-term objective.

@ Takes account of both risk and the long-run returns that investors expect to receive.

@ Must take account of the needs of other stakeholders.

@ [s often proclaimed in the mission statements of businesses.

® May be best achieved through a commitment to developing the best possible prod-
uct or service.

Risk and return

® Risk and return are related.

® Investors normally require additional return to compensate for additional risk.

® Wealth maximisation involves selecting investments that provide the highest
returns in relation to the risks involved.

Ethical behaviour

® Need not conflict with the maximisation of shareholder wealth objective.
® May be set out in policies and codes.
® [s particularly important in the finance function.

Protecting shareholders

® An agency problem may exist between shareholders and the directors.
® This has led to rules, set out in the Combined Code, to help monitor and control the
behaviour of directors.

Shareholder involvement

® Financial institutions are now the most important group of UK shareholders in
London Stock Exchange listed businesses.

® Shareholder involvement may take the form of introducing incentive plans for
directors and/or monitoring and controlling their actions.

@ Incentive plans based on share performance can be difficult to implement and costly.

@ Shareholder activism may involve taking a more active role in voting, meetings and
discussions with directors and direct intervention in the affairs of the business.
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=> Key terms

Capital markets p.5 Corporate governance p. 15
Shareholder wealth maximisation p.6 Agency problem p. 15
Satisficing p. 8 Combined Code p. 16
Mission statement p. 9 Share options p. 19

For definitions of these terms see the Glossary, pp. 574-583
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REVIEW QUESTIONS

Answers to these questions can be found at the back of the book on p. 539.
1.1  What are the main functions of the finance function within a business?

1.2 Why is the maximisation of wealth viewed as superior to profit maximisation as a business
objective?

1.3 Some managers, if asked what the main objective of their business is, may simply state, ‘To
survive!” What do you think of this as a primary objective?

1.4 Some businesses try to overcome the agency problem referred to in the chapter by using an
incentive scheme that is based on the growth of profits over a period. What are the drawbacks
of this type of scheme?






Financial planning

INTRODUCTION

In this chapter, we take a look at financial planning and the role that projected
(forecast) financial statements play in this process. We shall see that these
statements help in assessing the likely impact of management decisions on the
financial performance and position of a business. We shall examine the way in which
these statements are prepared and the issues involved in their preparation.

This chapter, and the one that follows, assume that you have some understanding
of the three major financial statements: the cash flow statement, the income
statement and the statement of financial position (balance sheet). If you need to
brush up on these statements, please take a look at Chapters 1-5 of Financial
Accounting for Decision Makers by Atrill and McLaney (5th edn, Financial Times
Prentice Hall, 2008).

LEARNING OUTCOMES

When you have completed this chapter, you should be able to:

® Explain how business plans are developed and the role that projected
financial statements play in this process.

® Prepare projected financial statements for a business and interpret their
significance for decision-making purposes.

@ Discuss the strengths and weaknesses of the per-cent-of-sales method as
an alternative method of preparing projected financial statements.

® Explain the ways in which projected financial statements may take into
account the problems of risk and uncertainty.
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Planning for the future

It is vitally important that a business develops plans for the future. Whatever a busi-
ness is trying to achieve, it is unlikely to be successful unless the future is mapped out
in a systematic manner. Finance lies at the very heart of the planning process. A busi-
ness has limited financial resources, which must be used appropriately if shareholder
wealth is to be maximised. It is, therefore, important to evaluate carefully the financial
implications of each proposed course of action. In this section, we briefly examine the
planning process within a business and then, in later sections, go on to consider the
ways in which those plans are expressed in financial terms.

Developing plans for a business involves the following key steps:

Setting the aims and objectives of the business. The starting point in the planning pro-
cess is to establish the aims and objectives of the business. These will set out what the
business is basically trying to achieve and should provide a clear sense of direction.
Identifying the options available. To achieve the aims and objectives set for the busi-
ness, a number of possible options (strategies) may be available to the business. Each
option must be clearly identified, which will usually involve collecting a wide range
of information. The process can be extremely time consuming, particularly when
the business is considering entering new markets or investing in new technology.
Evaluating the options and making a selection. Each option must be examined in the
context of the objectives that have been set and the resources available. The effect
of each option on future financial performance and position must also be consid-
ered. It is in this final part — the financial evaluation of the various options - that
projected financial statements have a valuable role to play.

Figure 2.1 sets out this process diagrammatically.

m Steps in the planning process

. . . Evaluate
Establish aims Identify )
S . each option
and objectives available
. ) and make a
of the business options .
selection

The figure shows that there are three main steps in the planning process, as described in the
chapter.

The role of projected financial statements

Projected (forecast) financial statements reveal the likely financial effect from pursuing
particular courses of action. Their ultimate purpose is to provide information that will
help managers to make informed decisions. The statements will normally comprise a:

® projected income statement
@ projected statement of financial position (balance sheet)
@ projected cash flow statement.

When taken together, they provide a comprehensive picture of likely future perform-
ance and position. Where a number of competing options are being considered,
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projected statements can be prepared for each option. A comparison can then be made
of the impact of each option on future profitability, liquidity and financial position.
Where only a single new option is being considered, a comparison can still be made
with the option to do nothing.

When managers are developing plans for the future, a forecast horizon of three to
five years is typically employed and projected financial statements for each year of the
forecast period can be prepared for each option being considered. These statements
may be updated during the planning period to take account of changes in circum-
stances. When we examine the preparation of projected statements later in the chap-
ter, we shall deal with fairly short time periods for the sake of simplicity. The main
principles of preparation are not affected by the particular forecast horizon.

Real World 2.1 briefly describes the main elements of the planning process for one
business.

REAL WORLD 2.1

Acal plc is a major distributor providing sales and marketing services to suppliers of elec-
tronic components. In its annual corporate governance report, the company states that it
undertakes:

® a comprehensive planning process which starts with a strategic plan and culminates in
an annual budget;

® regular forecasting throughout the year of orders, sales, profitability, cash flow and bal-
ance sheets;

Source: Corporate governance report for year ended 31 March 2007 Acal plc (www.acalplc.co.uk).

Projected financial statements are prepared for internal management purposes and
only on rare occasions, such as seeking new finance or takeovers, will external parties
see these statements. Businesses tend to avoid publishing any forecast information for
fear that it may damage competitiveness or may be misunderstood by investors. Never-
theless, some large businesses do publish key projections, such as the likely sales and
profit figures for a financial year. This may be done, however, at some advanced point
in that year. Where projected figures enter the public domain, managers become
accountable for any divergence between the forecast and actual figures. If the projected
figures ultimately prove to have been over-optimistic, an adverse reaction is likely from
shareholders.

Real World 2.2 sets out the forecast information made available by one well-known
fashion retailer.

REAL WORLD 2.2

What next?

Next PLC, the high street and catalogue fashion retailer, has forecast a year to Jan 26 2008
pre-tax profit ‘slightly ahead’ of market expectations following respectable Christmas trad-
ing but said it is ‘extremely cautious’ about the new year and now does not expect the
retail chain to return to underlying sales growth in 2008, sending its shares nearly 6 pct
lower.
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Real World 2.2 continued

The Leicester-based group said it expects to report a current year pre-tax profit in the
region of £492-502m, up from £478m last time.

It anticipates an operating profit up 4—6 pct on the previous year’s £507.5m and earn-
ings per share (EPS) up 14-17 pct on the previous year’s 146.1 pence, the higher EPS
forecast reflecting share buybacks and a lower tax rate.

The profit guidance came as Next published its Christmas trading statement.

Combined sales of Next Retail and Next Directory for the 21 weeks to Dec 24 increased
0.3 pct compared to the same period last year.

Next Retail sales were down 0.3 pct in the period, with mainline like-for-like sales in the
309 stores unaffected by new openings down 3.2 pct. Next Directory sales were up 2.2 pct.

‘Our like-for-like sales performance was in line with the guidance we gave in September
and is an improvement on our performance in spring summer,’ the group said.

‘This was despite a worsening consumer environment and significant markdown activ-
ity on the high street.’

Next plc maintained its policy of trading full price in the run up to Christmas. It said
stocks were well controlled going into the end of season Sale, which started on Dec 27.
So far clearance in the Sale is in line with internal hopes.

However, the retailer is very concerned about the outlook for the year ahead (the year
to end-Jan 2009) with consumers continuing to face increasing demands on their finances.

Many consumers will experience year on year increases in mortgage charges for much
of the coming year as a result of favourable fixed rate mortgage terms expiring, it noted.

Next is not forecasting a return to like-for-like growth in the UK in 2008 for Next Retail.
In September the group had said it was hopeful of achieving positive territory.

‘We are more cautious now than we were in September,’ finance director David Keens
told Thomson Financial News.

‘When we announced in September, various headlines that we’ve seen over September,
October, November weren’t in our thinking — what happened to sub-prime, interest rates,
the economy,’ he said.

‘We’ve seen a lot of negative headlines come out for the economy . . . so you've got to
be more cautious that you would have been three months ago.’

‘| think anybody who is not in our industry is not looking at what is going on out there.’

Source: ‘Next sees FY profit ahead of market hopes but cautious on 2008’, AFX UK Focus, 3 January 2008; and Interactive Investor
(www.iii.co.uk).

Preparing projected financial statements

In the sections that follow, we look at the process of developing projected financial
statements. The emphasis of this chapter is on the preparation of projected statements
and their usefulness, and so we shall deal only briefly with forecasting issues.
Preparing projected financial statements involves four main steps, which are as
follows.

Step 1: Identify the key variables affecting future
financial performance

The likely effect of each key variable on future financial performance must be identified
and assessed. These variables fall into two broad categories: external and internal.
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External variables

These usually relate to government policies and economic conditions, and include:

@ the rate of tax
@ interest rates for borrowings
@ the rate of inflation.

There is often a great deal of published information available to help identify future
rates and movements for each of the variables mentioned. Care must be taken, how-
ever, to ensure that their particular impact on the business is properly assessed. When
estimating the likely rate of inflation, for example, each major category of item affected
by inflation should be considered separately. Using an average rate of inflation for all
items is often inappropriate as levels of inflation can vary significantly between items.

Internal variables

These cover the policies and agreements to which the business is committed. Examples
include:

@ capital expenditure commitments

financing agreements

inventory holding policies

credit period allowed to customers

payment policies for trade payables

accounting policies (for example, depreciation rates and methods)
dividend policy.

The last item listed may require some clarification. For large businesses at least, a tar-
get level of dividends is often established and managers are usually reluctant to devi-
ate from this target. The target may be linked to the level of profits for the particular
year and/or to dividends paid in previous years. (This issue is discussed in more detail
in Chapter 9.)

Step 2: Forecast the sales for the period

Once the key variables influencing future performance and position have been iden-
tified, we can begin to forecast the items included in the projected financial statements.
We have to make a start somewhere and the usual starting point is to forecast sales. It
is sales that normally sets a limit to business growth and determines the level of oper-
ating activity. The influence of sales on other items appearing in the financial statements,
such as cost of goods sold, overheads, inventories, receivables and so on, makes a reli-
able sales forecast essential. If this forecast is wrong, other forecasts will also be wrong.
Producing a reliable sales forecast requires an understanding of general economic
conditions, industry conditions and the threat posed by major competitors.

General economic conditions. Most businesses are affected by economic cycles. During an
upturn in a cycle, sales and profits will increase and businesses will increase their scale
of operations. During a downturn in a cycle, the reverse will happen. The particular
phase of the economic cycle can, therefore, exert a significant influence on sales.

Industry conditions. A careful examination of industry variables that can influence sales
should be carried out. These factors include:

® market size and growth prospects
® level of competition within the industry
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@ bargaining power of customers
@ threat of substitute products or services.

Competitors. An appreciation of the threat posed by major competitors may be achieved
through competitor profiling. This involves developing a profile of each major com-
petitor by gathering information about its:

® goals and strategies

@ resources, including financial, technological and human resources

® products and/or services being developed

@ alliances and joint ventures with other businesses that affect market power
® cost structures, profits and sales.

This can help assess the ability of a major competitor to upset sales plans and initiatives.

Competitor information is not always easy to obtain as businesses are reluctant to
release information that may damage their competitive position. Nevertheless, there
are sources of information that can be used to help build a picture of competitors, such
as their published accounts (which are obligatory for limited companies) press reports,
industry reports, physical observation, information gathered from customers and sup-
pliers and so on.

Forecasting approaches

Two main approaches to forecasting sales can be found in practice: the subjective
approach and the objective approach.

Subjective approach. This approach normally relies on the views of the sales force or sales
managers. It is a ‘bottom-up’ approach which involves aggregating forecasts from those
with specialist knowledge of particular products, services or market segments. It is
often useful for fairly short forecasting horizons; however, care must be taken to ensure
that there is no bias, particularly towards optimism, in the forecasts developed.

Objective approach. This approach relies on statistical techniques or, in the case of very
large businesses, such as multinational motor-car manufacturers, econometric models.
These techniques and models can range from simple extrapolation of past trends to
extremely sophisticated models which incorporate a large number of variables with
complex interrelationships.

There are no hard and fast rules concerning the most appropriate approach to use. Each
business must assess the benefits of the various approaches in terms of reliability, and
then weigh these benefits against the associated costs. Where a business wishes
to carry out a cross-check on the reliability of the forecast figures, both approaches may
be used.

The sales forecast, however derived, may be modified if senior managers believe that
proper account has not been taken of the competitive environment or planned initiatives.

Step 3: Forecast remaining elements of financial statements

Having forecast the level of sales, all other items appearing in the projected financial
statements can then be forecast.

Forecasting income statement items

It was mentioned earlier that the level of sales will have an influence on many other
items in the financial statements, including certain operating costs. However, not all
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operating costs relating to a business will vary with the level of sales. Although some
vary in direct proportion to the level of sales, others are unaffected by the level of sales
during a period.

Activity 2.1

Try to identify two operating costs that are likely to vary in direct proportion to the level
of sales and two that are likely to stay constant irrespective of the level of sales.

Cost of sales, royalty payments and sales force commission are examples of costs that
vary in direct proportion to sales output. These are referred to as variable costs. Other
operating costs, such as depreciation, rent, rates, insurance and salaries, may stay fixed
during a period, irrespective of the level of sales generated. These are referred to as
fixed costs.

Some operating costs have both a variable and a fixed element and so may vary par-
tially with sales output. These are referred to as semi-variable (or semi-fixed) costs.
These costs may be identified by examining past records of the business. Heat and light
costs may be an example of a semi-variable cost. A certain amount of heating and light-
ing will be incurred irrespective of the level of sales. If, however, overtime is being
worked due to heavy demand, this cost will increase. Semi-variable costs can be broken
down into their fixed and variable elements (perhaps using a statistical technique such
as regression analysis). Once this has been done, the total variable costs and total fixed
costs can be established. By splitting costs into their fixed and variable elements it is
possible to forecast the likely impact of a particular level of sales output much more
reliably.

As the total operating costs of a business have both a variable and a fixed element,
they will rise directly, but not proportionately, with the level of output. Their behavi-
our in relation to the level of activity is shown in Figure 2.2.

m Graph of total cost against the level of activity
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The bottom part of the graph represents the fixed cost element. To this is added the wedge-
shaped top portion, which represents the variable costs. The two parts together represent total
costs. At zero level of output, the variable costs are zero so total costs equal fixed costs. As
activity increases so do the total costs, but only because variable costs increase.
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The f