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Preface

This book attempts to deal with financing and investment decision making, with par-
ticular focus on the private sector of the UK economy. Its approach is to set out the
theories that surround each area of financial decision making and relate these to what
appears to happen in practice. Where theory and practice diverge, the book tries to
reconcile and explain the differences. It also attempts to assess the practical usefulness
of some of the theories that do not seem to be applied widely in practice.

Although the focus of the book is on the UK private sector, the theories and prac-
tices examined are, for the main part, equally valid in the context of the private sector
of all the world’s countries. Also, much of the content of the book is relevant to many
parts of the public sector, both in the UK and overseas.

Most of the organisations to which the subject matter of this book relates will be
limited companies or groups of companies, though some may be partnerships, coop-
eratives or other forms. For simplicity, the word 'business’ has been used as a general
term for a business entity, reference being made to specific legal forms only where the
issue under discussion relates specifically to a particular form.

The book attempts to make the subject as accessible as possible to readers coming
to business finance for the first time. Unnecessarily technical language has been
avoided as much as possible, and the issues are described in a narrative form as well
as in more formal statements. The more technical terms are highlighted in blue when
they are first mentioned and these are included in the glossary at the end of the book.
Detailed proofs of theoretical propositions have generally been placed in appendices
to the relevant chapters. Readers should not take this to mean that these proofs are
particularly difficult to follow. The objective was to make the book as readable as pos-
sible, and it was felt that, sometimes, formal proofs can disturb the flow if they are
included in the main body of the text.

Although the topics are interrelated, the book has been divided into sections.
Chapters 1 to 3 are concerned with setting the scene, Chapters 4 to 7 with investment
decisions, and Chapters 8 to 12 with financing decision areas, leaving Chapters 13 to 16
to deal with hybrid matters.

Some reviewers have made the point that the subject of Chapter 9 (capital market
efficiency) pervades all aspects of business finance and should, therefore, be dealt with
in an introductory chapter. After some consideration it was decided to retain the same
chapter order as in the previous editions. The logic for this is that a complete under-
standing of capital market efficiency requires knowledge that does not appear until
Chapter 8. A very brief introduction to capital market efficiency appears at the begin-
ning of Chapter 7, which is the first chapter in which this topic needs to be specifically
referred to. It is felt that the chapter ordering provides a reasonable compromise and
one that makes life as straightforward as possible for the reader.

In making revisions for this eleventh edition, the opportunity has been taken to
make the book more readable and understandable. Most of the practical examples

Xiii
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Xiv

have been updated and expanded. Where possible, examples of practice in particular
real-life businesses are given. This should make the book more focused on the real
business world. More recent research evidence has been included. Discussion of
sources of finance for small businesses and been expanded and revised.

Nothing in this book requires any great mathematical ability on the part of the
reader. Although not essential, some basic understanding of correlation, statistical
probabilities and differential calculus would be helpful. Any reader who feels that it
might be necessary to brush up on these topics could refer to Bancroft and O’Sullivan
(2000). This reference and each of the others given in the chapters are listed alphabeti-
cally at the end of the book.

At the end of each chapter there are six review questions. These are designed to
enable readers to assess how well they can recall key points from the chapter.
Suggested answers to these are contained in Appendix 3, at the end of the book. Also
at the end of most chapters are up to nine problems. These are questions designed to
test readers” understanding of the contents of the chapters and to give some practice
in working through questions. The problems are graded either as ‘basic’, that is, fairly
straightforward questions, or as ‘more advanced’, that is, they may contain a few prac-
tical complications. Those problems marked with an asterisk (about half of the total)
have suggested answers in Appendix 4 at the end of the book. Suggested answers to
the remaining problems are contained in the Instructor’s Manual, which is available
as an accompaniment to this text.

The book is directed at those who are studying business finance as part of an under-
graduate course, for example, a degree in business studies. It is also directed at post-
graduate, post-experience students who are either following a university course or
seeking a professional qualification. It should also prove useful to those studying for the
professional examinations of the accounting bodies. It is also hoped that those who are
interested in business finance for its own sake will find the book readable and helpful.

Eddie McLaney
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The business finance
environment

Business finance is concerned with making decisions concerning which
investments the business should make and how best to finance those
investments. This first part of the book attempts to explain the context in
which those decisions are made. This is not just important in its own right, but
also serves as an introduction to later parts of the book.

Chapter 1 explains the nature of business finance. It continues with some
discussion of the framework of regulations in which most private-sector
businesses operate. Chapter 2 considers the decision-making process, with
particular emphasis on the objectives pursued by businesses. It also
considers the problem faced by managers when people who are affected by a
decision have conflicting objectives. Chapter 3 provides an overview of the
sources and nature of the information provided to financial decision makers
by financial (accounting) statements prepared by businesses on a regular (for
example, annual or six-monthly) basis. As is explained in Chapter 1, business
finance and accounting are distinctly different areas. Financial statements
are, however, a very important source of information for basing financial
decisions on.






Introduction

(0] JTTS ()X In this chapter we shall deal with the following:

=2 the role of business finance
=2 the importance of the consideration of risk in financial decision making

=2 the relationship between business finance and other disciplines, particularly
accounting

=> the importance of the limited company as the legal form in which most UK
businesses exist

=2 the nature of the limited company
=2 what is meant by limited liability
=2 the formation of limited companies

=2 the requirement for businesses trading as limited companies to signal the fact
to the world through the company name

=> directors and their relationship with shareholders
=2 the duty of directors to account for their actions
=2 the way in which companies are managed

=> corporate governance

=2 typical means of financing companies and the rights of suppliers of corporate
finance

=> liquidation of companies
=2 the nature of derivatives

=2 private equity funds



Chapter 1 e Introduction

1.1 The role of business finance

‘X

Businesses are, in effect, investment agencies or intermediaries. This is to say that their
role is to raise funds from various sources and to invest those funds. Usually, funds will
be obtained from the owners of the business (the shareholders) and from long-term
lenders, with some short-term finance being provided by banks (perhaps in the form
of overdrafts), by other financial institutions and by other businesses prepared to sup-
ply goods or services on credit (trade payables (or trade creditors)).

Businesses typically invest in real assets such as land, buildings, plant and inven-
tories (or stock), though they may also invest in financial assets, including making
loans to, and buying shares in, other businesses. People are employed to manage the
investments, that is, to do all those things necessary to create and sell the goods and
services that the business provides. Surpluses remaining after meeting the costs of oper-
ating the business — wages, raw material costs and so forth — accrue to the investors.

Of crucial importance to the business will be decisions about the types and quantity
of finance to raise and the choice of investments to be made. Business finance is the
study of how these financing and investment decisions should be made in theory and
how they are made in practice.

A practical subject

Business finance is a relatively new subject. Until the 1960s it consisted mostly of nar-
rative accounts of decisions that had been made and how, if identifiable, those decisions
had been reached. More recently, theories of business finance have emerged and been
tested so that the subject now has a firmly based theoretical framework — a framework
that stands up pretty well to testing with real-life events. In other words, the accepted
theories that attempt to explain and predict actual outcomes in business finance broadly
succeed in their aim.

Business finance draws from many disciplines. Financing and investment decision
making relates closely to certain aspects of economics, accounting, law, quantitative
methods and the behavioural sciences. Despite the fact that business finance draws
what it finds most useful from other disciplines, it is nonetheless a subject in its own
right. Business finance is vital to the business.

Decisions on financing and investment go right to the heart of the business and its
success or failure. This is because:

@ such decisions often involve financial amounts that are very significant to the
business concerned; and

e once made, such decisions are not easy to reverse, so the business is typically com-
mitted in the long term to a particular type of finance or to a particular investment.

Although modern business finance practice relies heavily on sound theory, we must
be very clear that business finance is an intensely practical subject, which is concerned
with real-world decision making.



Risk and business finance

1.2 Risk and business finance

Figure 1.1
Relationship
between risk and
return

All decision making involves the future. We can only make decisions about the future;
no matter how much we may regret it, we cannot alter the past. Financial decision mak-
ing is no exception to this general rule.

There is only one thing certain about the future, which is that we cannot be sure
what is going to happen. Sometimes we may be able to predict with confidence that
what will occur will be one of a limited range of possibilities. We may even feel able
to ascribe statistical probabilities to the likelihood of occurrence of each possible out-
come; but we can never be completely certain of the future. Risk is, therefore, an
important factor in all financial decision making and one that must be considered
explicitly in all cases. In business finance, as in other aspects of life, risk and return
tend to be related. Intuitively we expect returns to relate to risk in something like the
way shown in Figure 1.1.

Risk premium
£
>
©
o
Risk-free rate
0 Risk

Where there is no risk, the expected return is the risk-free rate. As risk increases, an
increasingly large risk premium, over the risk-free rate, is expected.

In investment, people require a minimum rate to induce them to invest at all, but
they require an increased rate of return — the addition of a risk premium - to com-
pensate them for taking risks. In Chapter 7 we shall consider the extent to which,
when considering marketable shares and other securities, there does actually
appear to be the linear (straight-line) relationship that Figure 1.1 suggests between
levels of risk perceived and the returns that investors expect to receive. Much of
business finance is concerned with striking the appropriate balance between risk
and return.



Chapter 1 e Introduction

1.3 The relationship between business finance and
accounting

Business finance and accounting are not the same thing. Accounting is concerned with
financial record keeping, the production of periodic reports, statements and analyses.
It is also concerned with the dissemination of information to managers and, to some
extent, to investors and the world outside the business. It is also much involved with
the quality, relevance and timeliness of its information output. Obviously, financial
decision makers will rely heavily on accounting reports and the accounting database
generally. Knowledge of past events may well be a good pointer to the future, so reliable
information on the past is invaluable. However, the role of the financial manager is not
to provide financial information but to make decisions involving finance.

In smaller businesses, with narrow portfolios of management skills, the accountant
and the financial manager may well be the same person. In a large business, the roles
are likely to be discharged by different people or groups of people. Not surprisingly,
many financial managers are accountants by training and background, but many are
not. With the increasing importance of business finance in the curricula of business
schools and in higher education generally, the tendency is probably towards more spe-
cialist financial managers, with their own career structure.

1.4 The organisation of businesses - the limited company

This book is primarily focused on business finance as it affects businesses in the private
sector of the UK economy. Most of our discussion will centre on larger businesses, that
is, those that are ‘listed” on the secondary capital market (for example, the London
Stock Exchange (LSE)) and where there is fairly widespread ownership of the business
among individual members of the public and the investing institutions (insurance
companies, pension funds, unit trusts and so forth). ‘Listed” means that the shares
(portions of the ownership of the company) are eligible to be bought and sold through
the stock market. We shall consider why businesses should want their shares to be
‘listed” later in the chapter.

Towards the end of the book (in Chapter 16), we shall take a look at smaller, owner-
managed businesses to see how the issues which we have discussed up to that point in
the context of large businesses apply to this important sector of the economy.

Irrespective of whether we are considering large or small businesses, virtually all of
them will be limited companies. There are businesses in the UK — indeed, many of
them — that are not limited companies. Most of these, however, are very small (one- or
two-person enterprises), or are highly specialised professional service providers such
as solicitors and accountants. As at 31 August 2015 there were about 3.6 million active
companies in the UK (source: www.companieshouse.gov.uk).

Since the limited company predominates in the UK private sector, we shall discuss
business finance in this context. The principles of business finance that will emerge
apply equally, however, irrespective of the precise legal status of the business con-
cerned. The private sectors of virtually all of the countries in the world are dominated
by businesses that are very similar in nature to UK limited companies.

We shall now briefly consider the legal and administrative environment in which
limited companies operate. The objective here is by no means to provide a detailed
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examination of the limited company; it is simply to outline its more significant features.
More particularly, the aim is to explain in broad terms those aspects that impinge on
business finance. Having a broad understanding of these aspects should make life easier
for us in later chapters.

What is a limited company?

A limited company is an artificially created legal person. It is an entity that is legally
separate from all other persons, including those who own and manage it. It is quite
possible for a limited company to take legal action, say for breach of contract, against
any other legal persons, including those who own and manage it. Actions between
limited companies and their owners or managers do occur from time to time.

Obviously, an artificial person can only function through the intervention of human
beings. Those who ultimately control the company are the owners who each hold one
or more shares in the ownership (or equity) of it.

Limited liability

One of the results of the peculiar position of the company having its own separate
legal identity is that the financial liability of the owners (shareholders) is limited to
the amount that they have paid (or have pledged to pay) for their shares. If the com-
pany becomes insolvent (financial obligations exceed the value of assets), its liability
is, like that of any human legal person, limited only by the amount of its assets. It
can be forced to pay over all of its assets to try to meet its liabilities, but no more.
Since the company and the owners are legally separate, owners cannot be compelled
to introduce further finance. A well-known example of the effect of limited liability
occurred in 2002 with the collapse of ITV Digital plc. This company was established
as a joint venture by Carlton and Granada, two media businesses. ITV Digital failed
as a result of the reluctance on the part of the public to subscribe for its broadcasts.
When this happened, its shareholders, Carlton and Granada, were able to ignore the
claims of those owed money by ITV Digital, principally the English Nationwide
Football League clubs (members of the three divisions below the Premiership) with
whom ITV Digital had a contract. This was because of the separate entity status of
ITV Digital.

The position of a shareholder with regard to limited liability does not depend upon
whether the shares were acquired by taking up an issue from the company or as a result
of buying them from an existing shareholder.

Formation of a limited company

Creating a new company is a very simple operation, which can be carried out cheaply
(costing about £100) and with little effort on the part of those wishing to form the com-
pany (the promoters).

Formation basically requires that the promoters make an application to a UK govern-
ment official, the Registrar of Companies (Department for Business, Innovation and
Skills). The application must be accompanied by several documents, the most important
of which is a proposed set of rules or constitution for the company defining how it will
be administered. These rules are contained in two documents known as the Memoran-
dum of Association and the Articles of Association.
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All of the documentation becomes public once the company has been formally reg-
istered. A file is opened at Companies House in Cardiff, on which are placed the various
documents; the file is constantly available for examination by any member of the public
who wishes to see it. It can be, and increasingly is, accessible online.

Recognition of companies

Limited companies are required to use the words (or abbreviations) ‘Limited” (Ltd) or
‘Public Limited Company’ (plc) after their name in all formal documentation to warn
those dealing with the company that its members’ liability is limited.

‘Limited” is used by private limited companies. These are basically the smaller,
family-type companies, which have certain rights on the restriction of transfer of their
shares. This is to say that holders of the majority of the shares in a private limited com-
pany have the power to stop minority shareholders from disposing of their shares in
the company, should the majority choose to exercise that power. Public companies are
typically the larger companies with more widespread share ownership. Of the
3.6 million UK limited companies, fewer than 7,000 are public ones — about one com-
pany in about 500 is a public one (source: www.companieshouse.gov.uk).

Transferability

As a separate legal entity, the company does not depend on the identity of its sharehold-
ers for its existence. Transfer of shares by buying and selling or by gift is therefore pos-
sible. Thus a part, even all, of the company’s ownership or equity can change hands
without it necessarily having any effect on the business activity of the company.

As we have seen, many companies arrange for their shares to be ‘listed” on a recog-
nised stock market (like the LSE, Wall Street of the Shanghai Stock Exchange). Listing
means that the stock market concerned is willing to act as a marketplace that members
of the investing public can use to buy or sell shares in the company concerned. Listing
is beneficial to the company because it will find it easier to attract potential shareholders
where they are confident that there is a market where they can dispose of their shares,
as and when they wish.

Of the nearly 7,000 public limited companies in the UK, about 29 per cent are listed
by the LSE (London Stock Exchange, 2016).

We shall consider the role of the LSE in more detail in Chapters 8 and 9.

Since it can continue irrespective of precisely who the shareholders happen to be at
any given moment, the company can in theory have a perpetual lifespan, unlike its
human counterparts.

Shareholders and directors

The shareholders (or members, as they are often known) are the owners of the company.
Company profits and gains accrue to the shareholders and losses are borne by them,
up to a maximum of the amount of their investment in the company. The shareholders,
at any particular time, need not be the original shareholders, that is, those who first
owned the shares. Transfers by sale or gift (including legacy on death) lead to shares
changing hands.

For a variety of sound practical reasons, the shareholders delegate the day-to-day
management of the company to the directors. The directors may or may not themselves
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own some shares in the company. Shareholders elect directors in much the same way
as citizens elect their representatives in a parliamentary democracy. They may also fail
to re-elect them if the directors’ performance is judged by shareholders to be unsatisfac-
tory. Usually, one-third of the directors retire from office each year, frequently offering
themselves for re-election. Typically, each shareholder has one vote for each share
owned. Where a company has a large number of shareholders, a particular individual
holding a large number of shares, even though well short of a majority of them, can
wield tremendous power. The board of directors is the company’s top level of manage-
ment, therefore owning enough shares to control the board’s composition is substan-
tially to control the company.
In small companies, the shareholders may all be directors.

Accountability of directors

The law imposes a duty on directors to report annually, both to the shareholders and,
to some extent, to the world at large, on the performance of the company’s trading and
on its financial position.

Each year, directors are required to prepare (or to have prepared on their behalf) a
report for the shareholders. The minimum contents of the report are prescribed by
International Financial Reporting (Accounting) Standards, which have the weight of
UK law. In practice this minimum content is often exceeded. The report consists prin-
cipally of an income statement (or profit and loss account), a statement of financial
position (or balance sheet) and a statement of cash flows. These financial statements are
subject to audit by an independent firm of accountants, whose main role is to express
an opinion on the truth and fairness of the view shown by the financial statements. The
auditors’ expression of opinion is attached to the annual report.

A copy of the report (containing the financial statements) must be made available
to each shareholder. A copy must also be sent to the Registrar of Companies for inser-
tion in the company’s file. This file must be available to be inspected by anyone wish-
ing to do so. Virtually all major companies place a copy of their annual report on their
website. In addition, large companies tend to send copies of the report to financial
analysts and journalists. The annual report is a major, but not the only, source of
information for interested parties, including existing and prospective shareholders,
on the progress of the company. Companies whose shares are listed on the LSE are
required by its rules to publish summarised financial statements each half-year (also
usually available on the companies” websites). In practice, most large companies,
from time to time, issue information over and above that which is contained in the
annual and half-yearly reports.

The nature of the financial statements and how those statements can be interpreted
are discussed in Chapter 3.

1.5 Corporate governance and the role of directors

-

In recent years, the issue of corporate governance has generated much debate. The
term is used to describe the ways in which companies are directed and controlled. The
issue of corporate governance is important because, with larger companies, those who
own the company (that is, the shareholders) are usually divorced from the day-to-day
control of the business. The shareholders employ the directors to manage the company
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