
1

WEEK 1

THE ROLE AND
ENVIRONMENT
OF MANAGERIAL
FINANCE

FINANCIAL
MANAGEMENT



2

What is Finance?

Concerned with the duties of the financial manager

In the acquisition and use of cash by companies

To purchase real assets

That generate future cash flows

To provide a return to shareholders

Four Critical Concepts

 Objective of corporate financial decision making •
Asset valuation

 Rates of return
 Markets section of the financial press

Asset Price Versus Value

Value = Intrinsic value of an asset

Price = amount of money an asset changes hands for in the
marketplace

Price not necessarily equal to value
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The Role of the Financial Manager

The financial manager stands between the company’s operations and
financial markets, where the company’s securities are traded.

These financial markets can be broadly divided into:

Capital Markets
o Where long-term finance is raised

Money Markets
o Where short-term finance is raised.

Firm's Cash invested in the firm's Cash raised by selling financial Financial
operations operations and used to assets to investors Markets
(a bundle purchase real assets (investors

of real holding
assets) Cash generated by the firm's Financial

operations assets)

Cash returned to investors
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The financial manager tries to maximise value, and therefore
must learn to value real and financial assets.

The financial manager must understand how capital markets
work, for it is there that value is ultimately determined.

The decisions the financial managers make are linked
together by the cash flow identity (investing decisions—
spending money; financing decisions—raising money; and
dividend decisions— distributing money) and this restricts
their degrees of freedom in making financial decisions.
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The financial manager cannot avoid coping with time and uncertainty.

Companies often have the opportunity to invest in assets that cannot pay
their way in the short run and which expose the firm and its shareholders
to considerable risk.

The investment, if undertaken, may have to be financed by debt that
cannot be fully repaid for many years.

The decision boils down to answering two questions.

Does the return offered by the investment compensate for the
wait you endure until the cash flows back in?

Does that return also compensate for the risk you bear while you
are waiting?

Reasons why the financial manager has a
challenging and interesting job:

He or she acts as the intermediary between the firm and capital
markets.

 Good financial managers must understand how capitol markets
work and how long-lived, risky assets are valued.

Managers, shareholders and lenders would all like to see the value
of the company increase.

 Each group would also like to grab a larger proportion of that
value for itself. The financial manager has to be alert to conflicts
of interest and must act to resolve them.

The prices of shares and bonds depend on the information available
to investors.

 The financial manager must pay attention to how investors will
interpret the company’s actions. He or she must tell the
company’s story convincingly to the capital markets and will
often find that actions speak louder than words.

Time and Uncertainty
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The overall task of financial management can be
broken down into:

The investment, or capital budgeting,
decision,
 How much to invest and what assets to invest in

The financing decision
 How to raise the necessary cash

The dividend decision.
 How much cash to distribute to shareholders as a dividend.

In making the decisions the objective is to increase the value of the
shareholders’ stake in the firm.

The investment, financing and dividend decisions are linked by the flow
of cash through the business.

Uses of cash = sources of cash

The main uses of cash are payments for new investments
and payment of dividends.

The main sources of cash are a positive net cash flow
from the company’s operating activities, increased
borrowings and occasionally’ a share issue.
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Making business decisions is all about cash flows because only cash can
be used to pay bills and buy new assets.

Residual Cash Flows

The cash remaining after a company has paid operating expenses and
what it owes to creditors and in taxes.
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What are the key decisions facing corporate
financial managers?

The Investment Decision

The business owners or managers must first determine the
assets in which the business’s funds will be invested.

The range of possibilities for the decision-maker is potentially unlimited.

It may be desirable to expand the existing business in the same core
areas in which it is currently operating,

It may be desirable to diversify the scope of its business operations.

It may be appropriate for the business to invest funds in financial
assets, rather than in the real assets that the other two courses would
involve.

The Financing Decision,

How the investment is to be funded.

The decision-makers have the choice of financing the investment through
debt or through equity.

 In reality a combination of both forms of finance will be used.

The Dividend Decision.

The issue of the disposal of profits:

How much of the profits should be returned to the owners of the
business?

What proportion should be retained within the business for future
investment?
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How financial manager’s decision

affect the Balance Sheet

Financial managers should invest in a capital project only if the value
of its future cash flows exceeds the cost of the project (benefits > cost).

Such investments increase the value of the company and thus increase
shareholders' (owners') wealth.

This rule holds whether you are making the decision to purchase new
machinery, build a new plant or buy an entire business.
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Cash Flow Size

Accounting income does not mean cash flow.

For example, a sale is recorded at the time of sale and a cost is
recorded when it is incurred, not when the cash is exchanged.

Cash Flow Timing

 A dollar today is worth more than a dollar at some future date.

 There is a trade-off between the size of an investment’s cash flow and
when the cash flow is received.

Which is the better project?

Future Cash Flows

Year Project A Project B

1 $0 $20 000

2 $10 000 $10 000

3 $20 000 $0

Total $30 000 $30 000
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Cash Flow Risk

• The role of the financial manager is to deal with the uncertainty
associated with investment decisions.

• Assessing the risk associated with the size and timing of expected
future cash flows is critical to investment decisions.

Which is the better project?

Future Cash Flows

Pessimistic Expected Optimistic

Project 1 $100 000 $300 000 $500 000

Project 2 $200 000 $400 000 $600 000
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Survival
Avoid financial distress and bankruptcy
Beat the competition
Maximise sales or market share
Minimise costs
Maximise profits
Maintain steady earnings growth

Problems with these Goals

 Each of these goals presents problems.
 These goals are either associated with increasing profitability or

reducing risk.
 They are not consistent with the long-term interests of shareholders.
 It is necessary to find a goal that can encompass both profitability and

risk.

The Firm’s Objective

• The goal of financial management is to maximise shareholders’
wealth.

• Shareholders’ wealth can be measured as the current value per share
of existing shares.

• This goal overcomes the problems encountered with the goals outlined
above.
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• The agency relationship is the relationship between the shareholders
(owners) and the management of a firm.

• The agency problem is the possibility of conflict of interests between
these two parties.

• Agency costs refer to the direct and indirect costs arising from this
conflict of interest.

Do Managers Act in Shareholders’
Interests?

The answer to this will depend on two factors:

• how closely management goals are aligned with shareholder goals

• the ease with which management can be replaced if it does not act in
shareholders’ best interests.

Alignment of Goals

The conflict of interests is limited due to:

• management compensation schemes

• monitoring of management

• the threat of takeover

• other stakeholders.

Agency Relationships



14

PRINCIPLES OF FINANCIAL
MANAGEMENT

1. The risk-return trade-off: - We won’t take on additional risk unless
we expect to be compensated with additional return.

2. The time value of money: - A dollar received today is worth more
than a dollar received in the future.

3. Cash – profits – is king

4. Incremental cash flows: - It’s only what changes that counts.

5. The curse of competitive markets: - Why it’s hard to find
exceptionally valuable projects.

6. Efficient capital markets:- The markets are quick and the prices are
right.

7. The agency problem: - Managers won’t work for owners unless its
in their best interest.

8. Taxes bias business decisions

9. All risk is not equal: - Somjke risk can be diversified away and some
cannot.

10.Ethical behaviour is doing the right thing and ethical dillemas are
everywhere in finance,
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Corporate Governance

CFO Code of Conduct

This Code provides that CFOs and senior finance officers influencing financial
performance will:

1. Discharge their duties at the highest level of honesty and integrity
having regard to their position and their organisation. Integrity is the
quality from which public trust is derived and a benchmark against
which the CFO must measure all decision making.

2. Observe the rule and spirit of the law and comply with the ethical and
technical requirements of any relevant regulatory or professional body.

3. Respect all the confidentiality of all confidential information acquired in
the course of business and not make improper use or disclose such
confidential information to third parties without specific authorisation or
legal requirement.

4. Observe the principles of independence, accuracy and integrity in
dealings with the board, audit committees, board committees, internal
and external auditors and other senior managers within the organisation
and other relevant bodies external to the organisation.

5. Disclose to the Board any actual or perceived conflicts of interest of a
direct or indirect nature of which the CFO becomes aware and which the
CFO believes could compromise in any way the reputation or
performance of the organisation.

6. Maintain the principle of transparency in the preparation and delivery of
financial information to both internal and external users.

7. Exercise diligence and good faith in the preparation of financial
information and ensure that such information is accurate, timely and
represents a true and fair view of the financial performance and
condition of the organisation and complies with all applicable legislative
requirements.

8. Ensure the maintenance of a sound system of internal controls to
safeguard the organisation's assets and to manage risk exposure through
appropriate forms of control.

9. Set a standard for honesty, fairness, integrity, diligence and competency
in respect of the position of CFO that will encourage emulation by
others within the organisation.

10. Remain committed, at all times, to observing, developing and
implementing the principles embodied in this Code in a conscientious,
consistent and rigorous manner.
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Ethics

A noted Ethicist, Robert A. Cooke, suggests that the following questions
be used to assess the ethical of a proposed action:

1. Is the action . . . arbitrary or capricious? Does it unfairly single out an
individual or group?

2. Does the action . . . violate the moral or legal rights of any individual
or group?

3. Does the action . . . conform to accepted moral standards?
4. Are there alternative courses of action that are less likely to cause

actual or potential harm?

Considering such questions before taking an action can help to ensure its
ethical viability.
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THE GLOBAL FINANCIAL CRISIS EXPLAINED

In 2007-08, the world financial markets
witnessed a number of extremely
unpleasant events ranging from defaults
and credit squeezes to stock-market
freefall and institutional collapses that
made the Great Depression of the 1930s
seem like 'a walk in the park'. The series
of events that unfolded during 2007 and
2008 are now commonly referred to as the
Global Financial Crisis (GFC).

Just like the Great Depression, the GFC started in the US and soon spread worldwide.
The underlying causes of the GFC are no doubt complex. However, in a nutshell, they
can be summarised by two concepts—`sub-prime lending' and `securitisation'.

The early years of the 21st century witnessed strong performance in the real estate
market in the United States. The strength of the market was such that people were
filled with a sense of over-optimism and home loans were offered to borrowers with
low credit ratings. These sub-prime borrowers, as they are known, were not likely to
be able to repay their loans but were offered the loans anyway as the lenders were
optimistic that they could always recoup their money through the increasing value of
the houses that was used as collateral for the mortgage loans. The growth of prime
lending led to the inevitable fallout in mid 2007 when defaults on the sub-prime loans
put a massive supply of housing on the market. The law of supply and demand
dictates that when there is an increase in supply without a matching increase demand
prices have to fall. That was exactly what happened – the housing market in the US
collapsed and sub-prime borrowers systematically defaulted on their loan repayments.

What at appeared to be a home-grown problem for the US spread, however, to the rest
of the world since sub-prime loans had been repackaged into new financial assets by
virtue of a financial innovation called `securitisation' and those were sold all over the
world. These repackaged financial assets were backed by mortgage repayments from
sub-prime borrowers and were given a fancy name - mortgage-backed securities
(MBS). Through the process of securitisation, financial institutions worldwide who
had bought MBS were exposed to the risk imposed by sub-prime lending. At the
height of the sub-prime fallout, financial institutions suffered massive losses on their
MBS which, coupled with withdrawals from panicking investors, dried up their cash
accounts. Faced with what appeared to be a systemic failure of the financial system,
central banks quickly came to the rescue. By March 2008, central banks worldwide
had injected more than US$1 trillion into the banking system to support its liquidity.'

In the meltdown of the global financial markets, thousands of people lost their jobs
and commercial banks worldwide were forced to write off massive amounts of sub-
prime related loans. The governments in many countries were put in a position where
they needed to intervene to support their country's faltering financial system.
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These interventions took a number of forms: explicitly guaranteeing bank deposits to
restore confidence in the banking system, buying toxic debt or recapitalising banks by
buying shares in them.

Australia was by no means the hardest hit by the GFC. However, three weeks before
the end of the 2009 calendar year, the local stock market recorded the largest annual
fall ever of 45%.3 Similar declines were experienced in other developed markets.
Furthermore, the liquidity squeeze emanating from the cash-strapped banking system
hit hard many otherwise successfully managed business enterprises, whose banks
withdrew or failed to renew short-term loan arrangements. The Australian
government helped to minimise this credit squeeze by guaranteeing the local banks'
bonds so that they could continue to raise funds in overseas financial markets and so
maintain at least part of their funding of local business firms.

To many, the GFC was a regulatory failure in lending practices. With the multi-billion
dollar bailout bills that the governments of the US and other countries had to foot to
avoid a systemic failure of the financial system, they have surely learned their lesson.

Financial Regulation in Australia
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Money is an asset, defined in terms of the economic transactions it
facilitates rather than its own value.

The role of money is best understood by looking at its
functions:

A medium of exchange

 (money is swapped for goods and services)

Store of value

 (wealth is held or measured in the form of money)

Standard of deferred payment

 (used to record indebtedness and to repay debts)

Unit of account

 (measuring device to price goods and services)

Currency is popular because of its

 divisibility,
 portability
 durability,

However, any asset that fulfils these functions can be considered money
and thus money does not have to be currency.

The Role of Money in the
Financial System.
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Markets facilitate the exchange of things of value.

Every asset that is purchased, whether it be a real asset or a financial asset
is a package of four attributes
:

Return or yield;

Risk;

Liquidity;

Time-pattern of the return.

Real Assets

Physical assets.

Financial Assets

A financial asset entitles the owner to future cash flows generated by the
asset. The cash flows may take the form of interest payments, principal
repayments and capital gains.
 Examples include shares, discount securities and bonds

Financial assets acknowledge the transference of surplus funds by
investors (providers of funds) to borrowers (users of funds) through the
issuance of financial instruments.

Why are financial assets generally more liquid than are
real assets?

Price risk is related to the uncertainty of future cash flows. Many financial
assets define their future cash flows quite closely (e.g. interest rate and term to
maturity), whereas the cash flows generated by real assets (e.g. rent on a
property) may be determined by future market conditions.

Financial assets are homogenous products and there are many equivalent assets
trading frequently (e.g. shares). in contrast, many real assets have unique
features (e.g. cars, houses) which make them not literally equivalent to each
other.

A number of financial assets are readily tradeable in deep and liquid secondary
markets at a current market price. For example, units in a listed property trust
on the Australian Stock Exchange may be sold in less than a day, but the
underlying real assets (property) may take several months to sell. The property
may need to be prepared for auction; advertising campaign conducted; auction
held; and buyer finance put in place.
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Financial Markets and Flow of Funds
Relationships

Financial markets have developed to facilitate the exchange of money
between providers of funds and users of funds.

The role of financial markets is to bring together the lenders (savers that
buy financial instruments and the users of funds (borrowers that issue
financial instruments.

A well-functioning financial system serves the
following important functions within the economy:

It encourages and allocates savings to competing users by
providing financial instruments (assets) that possess a range of
mixes of the attributes of risk, return, liquidity and time-pattern of
return (cash flows).

On average it can be expected to allocate the savings to the most
efficient users of the funds.

It permits individuals to allocate their current income between
savings and spending so that their future consumption is not
limited by their future earned incomes.

It facilitates the implementation of government monetary policy.
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FINANCIAL INSTRUMENTS

An equity holder’s claims are to the profits of the
business and, in the event of the failure of the
business, to the residual value of the assets after the
claims of all other entitled parties are met.

1. Ordinary Shares
2. Preference Shares
3. Quasi-equity instruments

 Bestow upon the holder the right to convert the instrument into
ordinary shares at a future specified date. I.e convertible notes.

Debt instruments represent a contractual claim on an
issuer (borrower) to make specified payments, such as
periodic interest payments and principal repayments,
over a defined period.

The main non-government debt instruments:

 Debentures,
 Unsecured notes,
 Inter-company loans,
 Commercial bills,
 Promissory notes,
 Term loans
 Overdrafts,
 Mortgage loans
 Leases.

Principal Commonwealth government debt instruments

 Treasury Bonds
 Treasury notes (T-notes).

Legally these financial assets entitle their holders to a priority claim to
the income stream and the assets of the borrower if the borrower defaults.

Debt can be either secured or unsecured debt.

Negotiable debt instruments are those that can easily be transferred from
one owner to another as a marketable security.
 I.e - Commercial bills and promissory notes.

Non-negotiable debt are instruments that cannot legally be transferred
from one party to another.
 I.e - A passbook savings account with a bank or term loan
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DERIVATIVES
Derivatives are based on, or are derived from, the two types of physical
market instruments (equity or debt).

They include

Futures,

Involves entering into a contract today to buy or sell a financial asset, or a
physical asset, at a price determined today, but with completion of the contract
occurring at a specified future date. A futures contract is traded on an organised
exchange.

Forwards,

A forward contract is similar to a futures contract, but is typically a more
flexible contract that is negotiated over the counter with, for example, a bank.

Options

An option is also similar to a futures contract. The major difference between a
futures contract and an options contract is that with an option, the buyer of the
option has the right, but without the obligation, to buy or sell the designated
asset, at a specified date or within a specified period through the life of the
contract, at the predetermined price specified in the contract.

Swaps.

A swap involves a contractual arrangement to exchange specified cash flows.
 With an interest rate swap, these cash flows represent future interest payments,
 With a cross-currency swap, the cash flows include initial and final principal

amounts and periodic interest payments based on specified foreign currencies.

Essentially a derivative instrument is syntheticallv designed to provide
specific future rights in relation to the underlying debt or equity
instrument.

Derivative instruments are important products available to manage
some of the financial risks associated with lending and borrowing—
namely the uncertainty of adverse movements in interest rates, foreign
exchange rates and the price of financial instruments in the future.

Derivative products do not provide actual funds for a borrower, but rather
facilitate the management of certain related risks.
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FINANCIAL MARKETS

Money Markets

 Where short-term financial instruments such as commercial bills
and treasury bills are traded,

Foreign Exchange Markets

 Where different currencies such as US dollars, Australian dollars,
Japanese Yen, Sterling Pounds, and Deutsche Marks are traded,

Share Markets

 Where corporate equities are traded

Futures and Forward Markets

 Where futures contracts and forward contracts are traded.

Primary Market Secondary Market

Money Market

Primary Market Secondary Market

Capital Market

Financial Markets
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What is a Capital Market?

The capital market enables the suppliers of funds and the users of
funds to negotiate the conditions on which the funds will be
transferred.

Equity or share markets involve an essentially permanent
transfer of funds, with returns to shareholders contingent on the
future profitability of the company raising the funds.

Debt markets usually involve a temporary transfer of funds
with predetermined promised returns to lenders.

On a conceptual level, the capital market is a place where individuals
exchange current consumption for future consumption.

For example, when you buy shares, you are forgoing current consumption
and supplying the capital market with cash in the hope that in the future
you’ll get your cash back plus a bit more (a return). It is likely that when
you liquidate your shareholding in the future, you will be doing it to
generate cash for consumption.

A capital market is the
medium for the issue and

exchange of assets.
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The capital market channels savings to finance the longer-term
investment plans of businesses, individuals and governments.

Factors that impact, to varying degrees, upon the operation of the
capital markets include:

 Finance — direct or indirect (intermediated) finance;
 Interest rates—fixed or floating rates of interest attached to the

instrument;
 Yield—shape and slope of the yield curve; future interest rate

forecasts;
 Maturity—availability of funds over a range of terms or maturities;
 Cash flows—timing of related dividend, interest and principal cash

flows;
 Participants—suppliers of funds (surplus units); users of funds

(deficit units) government, institutional (wholesale), commercial and
retail;

 Borrower access to various debt markets (credit rating);
 Security—secured borrowing (e.g. debentures) or unsecured

borrowing;
 Debt/equity—acceptable ratio; debt is a liability that must be repaid.
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The Flow of Funds and the Corporate
Capital Market

The flow of funds begins with investors.

Investors make consumption and investment decisions.

 That is, they decide whether, and to what extent, they are willing to
trade their present consumption for future consumption.

 If they decide to forgo present consumption, they may put their
money in the bank or buy shares, thereby placing their cash into the
capital market.

The financing decision is associated with this flow of funds from the
capital market to the corporation.

 This decision refers to which segment of the capital market funding
will be acquired from—the debt market or the equity market.

Individual corporations will normally acquire funding through the
sale of assets.

They can sell debt-type assets such as bonds, or equity-type assets
such as shares.

 Once a corporation acquires funds, it will generally purchase real
(productive) assets—the investment decision.

The real assets acquired by the firm generate cash flows, which can then
be used to do one of three things: —the dividend decision.

1. They can be paid to shareholders,
2. They can be paid to bondholders,
3. They can be invested back into the assets of the corporation to

internally fund further business opportunities.
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The creation, sale and transfer of financial assets within the financial
system may be categorised as primary market or secondary market

transactions.

Where the claims are short-term-to-maturity assets (less than 12

months), the market is referred to as the money market;

Medium-to-longer-term maturity claims are traded in the

capital markets.

FINANCIAL INSTITUTIONS

One of the principal functions of the money market, from the point of view
of the borrower, is to enable the borrower to bridge the mismatch between

their cash receipts and cash expenditures. That is, money markets are
important in the financing of the working-capital needs of businesses and

governments. The money market also provides a source of funds for short-
term speculative trading in securities

and commodities.
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Market Participants Money market instruments
Reserve Bank
Banks
Superannuation funds
Money market corporations
(merchant banks, investment banks)
Finance companies
Life offices
Funds managers
Building societies
Credit unions
Cash management trusts
Companies

Exchange settlement account funds
Treasury notes
Commonwealth government bonds
(with short term to maturity)
Commercial bills
Promissory notes (commercial
paper)
Secured and unsecured notes
Deposits (11 am and 24-hour call)
Intercompany loans
Interbank loans
Repurchase agreements
Rediscount facility

The short-term money market facilitates transactions in a range of
financial instruments, and may be described as the wholesale markets in
funds with less than one year to maturity.

The money market allows participants to manage their liquidity needs;
that is, to sell existing securities or borrow for short periods of time, or
alternatively to invest surplus funds for short periods.

The maturity structure of a balance sheet may also be changed by buying,
or selling, money market instruments.
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Generally there is a deep and liquid secondary market in money market
securities which facilitates both the trading and investment activities of
market participants.

Participants include banks, money market corporations, finance
companies, insurance companies, funds managers, other NBFIs,
corporations, unit trusts.

The money market may be categorised into sub-markets which
include the:

Inter-company market - companies with good credit standing
which conduct transactions, often on the basis of a telephone
arrangement.

Inter-bank market - short-term liquidity management
transactions carried out between banks.

Bills market - a very active secondary market in bank bills and
non-bank bills.

Commercial paper market - a rapidly expanding market in
promissory notes.

Certificate of deposit market - an expanding market in
negotiable certificates of deposit issued by banks.
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Markets

Primary markets are important because it is in these markets that savings-
deficit units raise new funds to finance their investments.

The distinguishing characteristic of primary market transactions is that
they create new financial instruments.

Secondary Markets

A transaction in the secondary market does not raise any new funds for
the company.

All that happens is a change of ownership; the seller of the security
transfers, for a price, ownership of the security to the buyer.

Secondary markets are important because
they provide liquidity.

Markets where financial assets are
first sold by their originators,

Markets where existing financial
assets are traded.
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A secondary market transaction is simply a transfer of ownership, or of
an entitlement to future cash flows, from one saver to another.

The existence of well-developed secondary markets has important
impacts on the marketability of new primary issue securities.

Secondary markets help overcome two obstacles that may stand in the
way of savers making funds available for the financing of longer-term
productive investment ventures.

This enables borrowers to raise long-term funds, even though
individual suppliers of funds may be prepared to provide funds
only for much shorter terms.

In this way the existence of an active secondary market facilitates capital
raising in the primary market.

Without an active secondary market, many investors would not
participate in primary markets because they require the flexibility
to redeploy their funds. The secondary market provides this flexibility.

The savers’ preferences for liquidity

In the absence of active secondary markets, purchasers of new-issue
instruments would be required to hold the assets until the maturity of the
assets.

The savers’ aversion to risk.

Without secondary markets the owners of financial securities would have
very limited opportunity to restructure portfolios in line with their
changing preferences for risk and return, and time-pattern of cash flows.
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While secondary markets do not directly take part in the process of
channelling funds from savers to users, their existence encourages both
savings and investment.

They enhance the marketability and liquidity of primary issue instruments
and thus make them more attractive to savers.

Direct and Intermediated Financial
Flow Markets

The main function of the financial markets is to facilitate the flow of
funds between suppliers of funds (savers) and users of funds (borrowers).

The flow of funds to deficit units involves the creation of primary
securities that are exchanged for money in the primary markets.

 The flow may he direct, that is, directly between the lender and
the user.

 The flow can be indirect, where it is intermediated by ftinancial
institutions.
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Transactions in the secondary markets have no immediate impact on
the availability of funds to the original issuer.

The function of the secondary markets is to add marketability and
liquidity to primary securities, which allows the holders of primary
securities to restructure their portfolios.

Direct Flow Markets

Direct financing occurs when a borrower obtains funding direct from an
investor.

 One contract is created between the supplier of the funds and the
user of the funds.

Examples include:

 The issue of: ordinary shares by a company,
 Treasury bonds by the Commonwealth government,
 Debentures by a corporation, and
 Unsecured notes by a corporation.

Direct finance is generally only available to corporations and government
authorities that have established a good credit rating.
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Advantages of direct financing are:

It removes the cost of a financial intermediary.

 If a borrower obtains a loan from a financial institution then the
borrower will pay a profit margin to the intermediary.

It allows a borrower to access different funding
markets and therefore enables diversification of
funding sources.

 This reduces the risk of exposure to a single funding source or
market.

It enables greater flexibility in the types of funding
instruments used for different financing needs.

 By being able to access both the domestic and international
capital markets for direct and intermediated finance, a borrower
may employ more sophisticated funding strategies, and raises the
borrower’s international profile in the markets.

Disadvantages of direct financing include:

A problem of matching the preferences of borrowers
and lenders.

 Such preferences may relate to the amount to be
invested/borrowed, or to the maturity structure (borrowers often
prefer to borrow over a longer period, while investors often prefer
to invest for a shorter period);

The liquidity and marketability of the debt instrument

 Is there an active secondary market on which the security may be
sold?;

Search and transaction costs associated with a direct
issue.

 These may include the cost of preparing a prospectus, legal fees,
taxation advice, accounting advice and specific expert advice.

Assessment of the level of risk of investment in a
direct issue, particularly the evidence of default risk.

 Accounting and reporting standards vary between jurisdictions,
and information about an issuer may be limited to the prospectus
and the issuer’s credit rating.
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Intermediated Flow Markets
The critical difference between direct and intermediated financial flows is
to be found in the relationships between the user of funds, the lender and
the intermediary.

Financial intermediation, also known as indirect financing,
refers to the process whereby funds are channelled from
lender to borrower via a middleman, i.e. financial
intermediary.

Two contracts (one between the lender and the intermediary, and one
between the borrower and the intermediary) and two financial assets
are created in the process.

Examples of indirect financing include:

 Deposits lodged with a bank which on-lends to small business,
 Term-deposits invested with a building society which provides

housing loans to its customers,
 Direct salary deductions deposited with a credit union which

provides credit card arrangements to its members.

The intermediary has a much greater role than that of a broker or dealer in
direct financial flows.

Under an intermediated flow the intermediary has an active role in the
relationship.

The intermediary in providing finance to deficit units:

 Acquires the ownership of the primary issue security that is
created as part of the transaction.

 Obtains the rights to the benefits and risks associated with the
ownership of that security.

 Acquires the default risk, that is, the risk that the borrower may
not make all repayments.
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The Benefits of Financial Intermediation

Very often the preferences of savers and borrowers differ.
 For example, a lender may be prepared to receive a lower rate of

return in exchange for maintaining funds at call; a borrower may be
prepared to pay a higher rate of return, but may want to have the
funds available for a number of years.

An intermediary could break the impasse and satisfy the
preferences of both parties, and simultaneously it could expect to make a
profit.

The intermediary can transform

the primary security into a form

that suits the liquidity preference

of the saver.

Intermediated products can offer differences in the combinations of rates
of return, liquidity, risk, and the time-pattern of the cash flow they
produce, and in their term to maturity.
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The advantages of financial intermediation

Transformation of maturity, liquidity, risk and size:

 Maturity: satisfies different time preferences of savers and
borrowers

 Liquidity: satisfies shorter-term preference of depositors for
access to funds, and of longer-term preference of borrowers for
commitment of funds

 Risk: confidence of depositors that they will be repaid in full;
spreading the risk by lending to a large number of borrowers

 Size: aggregate many small depositors; ability to obtain large loan
funds.

Economies of Scale:

 Large financial institutions reap cost and efficiency advantages
through the scale of their operation. e.g. standardised
documentation, pricing, technology based delivery systems.

Specialisation:

 Financial expertise and specialist skills in lending (e.g. credit
analysis) and investment (e.g. funds management).

Efficiency:

 Reduce search costs, transaction costs and information costs in
satisfying the needs of both lenders and borrowers.

Risk Management:

 Both lenders and borrowers can manage their individual liquidity,
interest rate and credit risks.

Technology:

 Investment in sophisticated information, delivery and support
systems.
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The advantages of financial intermediation

Asset Transformation

Financial intermediaries can produce securities with a wide range of
denominations, ranging from a single dollar to many millions of dollars.

Maturity Transformation

Most frequently, lenders prefer greater liquidity in their financial assets,
while borrowers tend to prefer a longer-term commitment in the funds
they acquire.

Intermediaries, by managing the deposits they receive, are able to make
loans of a longer-term nature while satisfying savers’ preferences for
liquid claims.
 Building societies and banks provide a good example of the maturity

transformation function of intermediaries.

Distribution and Costs

Financial intermediaries gain considerable economies of scale due to their
size and volume of business transacted and therefore the resources that
are available to develop cost-efficient distribution systems.

Intermediaries also obtain cost advantages through expertise such as
financial and economic analysis, and legal advice that enables, for
example, the production of standardised documentation. Other cost
advantages include a reduction in search costs for both lenders and
borrowers.

In a competitive market, financial intermediaries should pass on
efficiency gains, which are available as a result of size and expertise, in
the form of reduced interest margins.
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Credit Risk Diversification or
Transformation

Financial intermediaries have two advantages over most individual savers
in managing investments.

1. Because they specialise in making loans to various classes of
borrowers, intermediaries develop an expertise in assessing the risk of
potential deficit units.

2. They gather together small individual savings and form a very large
pool of funds that is then available for lending across a widely
diversified portfolio of investments.

Provision of Liquidity to Savers

Savers have a preference for more, rather than less, liquidity in their
investments.
Many intermediaries provide highly liquid forms in which individuals
may store some of their wealth.
 For example, a savings account with a bank represents complete

liquidity.

The depositor is guaranteed the right to withdraw funds up to the level of
the deposits made. That is, there is zero risk that the value of the asset,
when it is converted into cash, will be less than the value that the
individual paid for the asset.

In addition, the transaction costs associated with converting the credit
balance into cash are limited to relatively small transaction fees imposed
by the bank.

The intermediaries that offer liquid assets to savers have specialised
systems and facilities that enable them to handle relatively small and
frequent transactions between themselves and savers.
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Wholesale markets involve relatively large transactions between
institutional investors and borrowers such as banks, insurance companies,
superannuation funds, money market corporations, finance companies,
building societies, credit unions, government authorities and larger
corporations.

The cost of wholesale funds is determined by a range of factors such
as:

 The level of liquidity (surplus funds) within the system,
 Future interest rate expectations,
 The maturity structure of investment opportunities

Generally, wholesale investors are able to accumulate large quantities of
surplus funds and use their market power and investment skills to obtain
higher returns than would normally be available in the retail market.

The retail market, on the other hand, comprises transactions of primarily
the household and small to medium business sectors.

Transactions are principally conducted with financial intermediaries.

Market participants are price takers; that is, the financial
intermediary sets both deposit and lending rates of interest.

Retail Markets

Wholesale Markets
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Globalisation refers to the process whereby financial markets are
interconnected, interdependent and integrated.

The rapid development and adoption of technology-based
information, communication and product delivery
systems facilitated globalisation of the financial markets
and the standardisation of the financial instruments used
in the global markets.

While the role of technology in the development of the global financial
markets was critical, it should be noted that there are a number of other
important factors and relationships that must be present.

 Unrestricted movement of capital around the globe.
o Theoretically, the global market will encourage savings and

allocate those savings efficiently to the most productive purposes
without regard to national boundaries;

 Deregulation of nation-state financial systems, with the removal of
significant regulatory constraints that restrict financial markets,
products, participants and pricing;

 Financial innovation to develop new systems, products and
services;

 The need of corporations and governments to diversify their
funding sources on a global scale;

 Increased competition between financial markets and institutions
for the provision of financial products and services;

 Exchange rate, interest rate and price volatility within the
international markets and the associated increase in demand for
risk management products;

 Changing demographic and savings patterns have resulted in the
accumulation and mobilisation of greater levels of savings

 The development of emerging markets.

GLOBALISATION OF THE
FINANCIAL MARKETS
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Classification of Financial Institutions

The classification system used is based on the differences between the
institutions sources and/or uses of funds.

Depository Financial Institutions

These obtain the bulk of their funds as deposits from savers.

 Examples include the banks, building societies and credit
cooperatives

Contractual Savings Institutions

These are institutions whose liabilities are defined as contracts which
specify that, in return for the payment of periodic payments to the
institution, the institution will make payments to the holder of the
contract if and when the event specified in the contract occurs. The
contracts issued by these institutions provide them with funds that they
then use to purchase both primary and secondary market securities.

 Examples include life insurance offices, general insurers and
superannuation funds.

Finance Companies

These institutions raise funds by issuing financial securities, and use
those funds to make loans to ultimate borrowers.

Money Market Corporations
(more generally referred to as merchant banks and investment banks)

These institutions mobilise funds through borrowing short-term funds, in
large denominations, from businesses, banks and government agencies,
and use the funds to provide short-to-medium-term loans.

Unit Trusts

These attract funds by inviting the public to subscribe funds that are to be
pooled and then invested by funds manager/s in assets specified in a trust
deed.
 Examples include cash management trusts, equity trusts, property

trusts and mortgage trusts.
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Major factors affecting share prices

The company’s share price is affected by a number of factors, and
management can control only some of them.

Managers exercise little control over external conditions, such as the
general economy, although they can closely observe these conditions and
make appropriate changes to strategy.

Also managers make many other decisions that directly affect the
company’s expected cash flows and hence the price of the company’s
shares.
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The goal of financial management is to maximise shareholder’s wealth.

This is the same as:

Maximising Firm Value

Maximising Share Price

where

Shareholder Wealth = Market Value of Ordinary Shares

Profit Maximisation ignores:

 TIMING of Returns

 UNCERTAINTY of Returns (Risk)

Maximising profits leaves open the
question of ‘Which year’s profits?’

o Shareholders might not want a manager to increase
this year’s profits at the expense of later years
profits.

Profits may be increased by cutting dividends and investing the
extra cash retained by the firm.

o As long as the return on investment is positive, say 1 per cent,
profits will go up. This hardly seems likely to please
shareholders.

Different accountants may calculate profits in different ways, so
whose measurement of profit do we maximise?

The Firm’s Objective
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The Objective of the Firm
The key corporate objective requires that a company should make
decisions that increase the wealth of its owners - the company makes
decisions that increase the value of the firm.

Owner wealth is measured by the

‘market capitalisation’
of securities.

 For shares, market capitalisation is simply the total market
value of all shares on issue of a company.

o This is a direct measure of the total wealth of
shareholders that is invested in the company.

Every time the directors of a company make a
good decision, whereby its securities increase in

value, the owners of these securities become
wealthier.
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Incentives and mechanisms that encourage the
directors of a company to make decisions that

maximise the wealth of owners.

1. Regulators such as the Australian Securities and Investments
Commission (ASIC).

Two important roles of ASIC are to prevent corporate crime and to
protect investors.

 Both of these roles are consistent with the maximisation of owners’
wealth.

2. Remuneration packages are another way in which the owners
of a company can promote decision-making by a corporation
that maximises owner wealth.

That is, directors’ salaries can be packaged such that every time the value
of a company goes up, so does the wealth of the directors.

A common and ‘approximate’ way of doing this is to pay bonuses to
directors on the basis of the company’s earnings performance.

However, two possible problems are associated with this
approach.

It is well known that ‘creative accounting’ practices reduce the

validity of earnings figures as indicators of corporate performance.

While earnings performance can influence the market

capitalisation of corporations, it is certainly not the sole (or even
main) influence, which suggests that tying director remuneration to
earnings is different from tying remuneration to the market
capitalisation of a corporation.
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3. The market for corporate control (i.e. the takeover market)
may also promote the maximisation of shareholder wealth.

Corporate raiders form part of the market for corporate control.

One strategy of corporate raiders is to look for companies that are being
managed badly.

 The idea is that if management is running a company inefficiently,
the company’s share price will be depressed. Corporate raiders aim
to take over such corporations by purchasing a majority
shareholding, then using their acquired voting power to partly or
completely replace the existing management team.

The threat of job loss associated with corporate raids therefore
provides an incentive to management to pursue the objective
of maximisation of share value, that is, shareholder wealth.

4. Owner Voting Power.

A group of shareholders who are dissatisfied with the manner in which a
corporation is run may decide to sack the management.

Value of the Firm


