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Introduction

How to Use the Materials
These Kaplan Publishing learning materials have been carefully designed to
make your learning experience as easy as possible and to give you the best
chances of success in your examinations.
The product range contains a number of features to help you in the study
process. They include:
(1) Detailed study guide and syllabus objectives
(2) Description of the examination
(3) Study skills and revision guidance
(4) Complete text or essential text
(5) Question practice
The sections on the study guide, the syllabus objectives, the examination
and study skills should all be read before you commence your studies. They
are designed to familiarise you with the nature and content of the
examination and give you tips on how to best to approach your learning.
The complete text or essential text comprises the main learning
materials and gives guidance as to the importance of topics and where
other related resources can be found. Each chapter includes:

vi

•

The learning objectives contained in each chapter, which have been
carefully mapped to the examining body's own syllabus learning
objectives or outcomes. You should use these to check you have a clear
understanding of all the topics on which you might be assessed in the
examination.

•

The chapter diagram provides a visual reference for the content in the
chapter, giving an overview of the topics and how they link together.

•

The content for each topic area commences with a brief explanation or
definition to put the topic into context before covering the topic in detail.
You should follow your studying of the content with a review of the
illustration/s. These are worked examples which will help you to
understand better how to apply the content for the topic.

•

Test your understanding sections provide an opportunity to assess
your understanding of the key topics by applying what you have learned
to short questions. Answers can be found at the back of each chapter.
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•

Summary diagrams complete each chapter to show the important
links between topics and the overall content of the paper. These
diagrams should be used to check that you have covered and
understood the core topics before moving on.

•

Question practice is provided at the back of each text.

Quality and accuracy are of the utmost importance to us so if you spot an
error in any of our products, please send an email to
mykaplanreporting@kaplan.com with full details, or follow the link to the
feedback form in MyKaplan.
Our Quality Coordinator will work with our technical team to verify the error
and take action to ensure it is corrected in future editions.
Icon Explanations
Definition – Key definitions that you will need to learn from the core content.
Key Point – Identifies topics that are key to success and are often
examined.
New – Identifies topics that are brand new in papers that build on, and
therefore also contain, learning covered in earlier papers.
Expandable Text – Expandable text provides you with additional
information about a topic area and may help you gain a better
understanding of the core content. Essential text users can access this
additional content online (read it where you need further guidance or skip
over when you are happy with the topic).
Test Your Understanding – Exercises for you to complete to ensure that
you have understood the topics just learned.
Illustration – Worked examples help you understand the core content
better.
Tricky topic – When reviewing these areas care should be taken and all
illustrations and test your understanding exercises should be completed to
ensure that the topic is understood.
Tutorial note – Included to explain some of the technical points in more
detail.
Footsteps – Helpful tutor tips.
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Introduction
Online subscribers
Our online resources are designed to increase the flexibility of your learning
materials and provide you with immediate feedback on how your studies
are progressing. Ask your local customer services staff if you are not
already a subscriber and wish to join.
If you are subscribed to our online resources you will find:
(1) Online referenceware: reproduces your Complete or Essential Text on
line, giving you anytime, anywhere access.
(2) Online testing: provides you with additional online objective testing so
you can practice what you have learned further.
(3) Online performance management: immediate access to your online
testing results. Review your performance by key topics and chart your
achievement through the course relative to your peer group.

Syllabus
Paper background
The aim of ACCA Paper P4, Advanced Financial Management, is to apply
relevant knowledge, skills and to exercise professional judgement as
expected of a senior financial executive or advisor, in taking or
recommending decisions relating to the financial management of an
organisation.
Objectives of the syllabus

viii

•

Explain the role and responsibility of the senior financial executive or
advisor in meeting conflicting needs of stakeholders.

•

Evaluate the impact of macroeconomics and recognise the role of
international financial institutions in the financial management of
multinationals.

•

Evaluate potential investment decisions and assess their financial and
strategic consequences, both domestically and internationally.

•

Assess and plan acquisitions and mergers as an alternative growth
strategy.

•

Evaluate and advise on alternative corporate reorganisation
strategies.

•

Apply and evaluate alternative advanced treasury and risk management
techniques.

•

Identify and assess the potential impact of emerging issues in finance
and financial management.
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Core areas of the syllabus

•
•
•
•
•
•
•

Role and responsibility towards stakeholders.
Advanced investment appraisal.
Acquisitions and mergers.
Corporate reconstruction and reorganisation.
Treasury and advanced risk management techniques.
Economic environment for multinationals.
Emerging issues in finance and financial management.

Syllabus objectives
We have reproduced the ACCA’s syllabus below, showing where the
objectives are explored within this book. Within the chapters, we have
broken down the extensive information found in the syllabus into easily
digestible and relevant sections, called Content Objectives. These
correspond to the objectives at the beginning of each chapter.
A ROLE AND RESPONSIBILITY TOWARDS STAKEHOLDERS
1 The role and responsibility of senior financial executive/ advisor
(a) Develop strategies for the achievement of the organisational goals in
line with its agreed policy framework.[3] Ch. 1
(b) Recommend strategies for the management of the financial resources
of the organisation such that they are utilised in an efficient, effective
and transparent way.[3] Ch. 1
(c) Advise the board of directors or management of the organisation in
setting the financial goals of the business and in its financial policy
development [2] with particular reference to: [2] Ch. 1
(i) investment selection and capital resource allocation
(ii) minimising the cost of capital
(iii) distribution and retention policy
(iv) communicating financial policy and corporate goals to internal and
external stakeholders
(v) financial planning and control
(vi) the management of risk.
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2 Financial strategy formulation
(a) Assess corporate performance using methods such as ratios, trends,
EVA (TM) and MVA.[3] Ch. 10
(b) Recommend the optimum capital mix and structure within a specified
business context and capital asset structure.[3] Ch. 3
(c) Recommend appropriate distribution and retention policy.[3] Ch. 4
(d) Explain the theoretical and practical rationale for the management of
risk.[3] Ch. 11
(e) Assess the organisation's exposure to business and financial risk
including operational, reputational, political, economic, regulatory and
fiscal risk.[3] Ch. 11
(f) Develop a framework for risk management comparing and contrasting
risk mitigation, hedging and diversification strategies.[3] Ch. 11
(g) Establish capital investment monitoring and risk management systems.
[3] Ch. 11
3 Conflicting stakeholder interests
(a) Assess the potential sources of the conflict within a given corporate
governance/stakeholder framework informed by an understanding of
the alternative theories of managerial behaviour.[3] Ch. 1 Relevant
underpinning theory for this assessment would be:
(i) the separation of ownership and control
(ii) transaction cost economics and comparative governance
structures
(iii) agency theory.
(b) Recommend, within specified problem domains, appropriate strategies
for the resolution of stakeholder conflict and advise on alternative
approaches that may be adopted.[3] Ch. 1
(c) Compare the different governance structures and policies (with
particular emphasis upon the European stakeholder and the US/UK
shareholder model) and with respect to the role of the financial
manager.[3] Ch. 1
4 Ethical issues in financial management
(a) Assess the ethical dimension within business issues and decisions and
advise on best practice in the financial management of the
organisation.[3] Ch. 1
(b) Demonstrate an understanding of the interconnectedness of the ethics
of good business practice between all of the functional areas of the
organisation.[2] Ch. 1
x
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(c) Establish an ethical financial policy for the financial management of the
organisation which is grounded in good governance, the highest
standards of probity and is fully aligned with the ethical principles of the
Association.[3] Ch. 1
(d) Recommend an ethical framework for the development of an
organisation’s financial policies and a system for the assessment of its
ethical impact upon the financial management of the organisation.[3]
Ch. 1
(e) Explore the areas within the ethical framework of the organisation which
may be undermined by agency effects and/or stakeholder conflicts and
establish strategies for dealing with them.[3] Ch. 1
5 Environmental issues and integrated reporting
(a) Assess the issues which may impact upon organisational objectives
and governance from: [3] Ch. 1
(i) sustainability and environmental risk
(ii) the carbontrading economy and emissions
(iii) the role of the environment agency
(iv) environmental audits and the triple bottom line approach.
(b) Assess and advise on the impact of investment and financing
strategies and decisions on the organisations' stakeholders, from an
integrated reporting and governance perspective.[2] Ch. 1
B ECONOMIC ENVIRONMENT FOR MULTINATIONALS
1 Management of international trade and finance
(a) Advise on the theory and practice of free trade and the management of
barriers to trade.[3] Ch. 5
(b) Demonstrate an uptodate understanding of the major trade
agreements and common markets and, on the basis of contemporary
circumstances, advise on their policy and strategic implications for a
given business.[3] Ch. 5
(c) Discuss the objectives of the World Trade Organisation.[2] Ch. 5
(d) Discuss the role of international financial institutions within the context of
a globalised economy, with particular attention to the International
Monetary Fund, the Bank of International Settlements, The World Bank
and the principal Central Banks (the Fed, Bank of England, European
Central Bank and the Bank of Japan).[2] Ch. 5
(e) Assess the role of the international financial markets with respect to the
management of global debt, the financial development of the emerging
economies and the maintenance of global financial stability.[2] Ch. 5
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2 Strategic business and financial planning for multinationals
(a) Advise on the development of a financial planning framework for a
multinational organisation taking into account: [3] Ch. 5
(i) compliance with national regulatory requirements (for example, the
London Stock Exchange admission requirements)
(ii) the mobility of capital across borders and national limitations on
remittances and transfer pricing
(iii) the pattern of economic and other risk exposures in the different
national markets
(iv) agency issues in the central coordination of overseas operations
and the balancing of local financial autonomy with effective central
control.
C ADVANCED INVESTMENT APPRAISAL
1 Discounted cash flow techniques
(a) Evaluate the potential value added to an organisation arising from a
specified capital investment project or portfolio using the net present
value model.[3] Ch. 2 Project modelling should include explicit
treatment and discussion of:
(i) inflation and specific price variation
(ii) taxation including tax allowable depreciation and tax exhaustion
(iii) single period and multiperiod capital rationing. Multiperiod capital
rationing to include the formulation of programming methods and
the interpretation of their output
(iv) probability analysis and sensitivity analysis when adjusting for risk
and uncertainty in investment appraisal
(v) risk adjusted discount rates.
(b) Outline the application of Monte Carlo simulation to investment
appraisal.[2] Ch. 11 Candidates will not be expected to undertake
simulations in an exam context but will be expected to demonstrate an
understanding of
(i) simple model design
(ii) the different types of distribution controlling the key variables within
the simulation
(iii) the significance of the simulation output and the assessment of the
likelihood of project success
(iv) the measurement and interpretation of project value at risk

xii
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(c) Establish the potential economic return (using internal rate of return and
modified internal rate of return) and advise on a project’s return margin.
Discuss the relative merits of NPV and IRR.[3] Ch. 2
2 Application of option pricing theory in investment decisions
(a) Apply the BlackScholes Option Pricing (BSOP) model to financial
product valuation and to asset valuation: [3] Ch. 7
(i) determine and discuss, using published data, the five principal
drivers of option value (value of the underlying, exercise price, time
to expiry, volatility and the riskfree rate)
(ii) discuss the underlying assumptions, structure, application and
limitations of the BSOP model.
(b) Evaluate embedded real options within a project, classifying them into
one of the real option archetypes.[3] Ch. 7
(c) Assess, calculate and advise on the value of options to delay, expand,
redeploy and withdraw using the Black Scholes model.[3] Ch. 7
3 Impact of financing on investment decisions and adjusted present
values
(a) Identify and assess the appropriateness of the range of sources of
finance available to an organisation including equity, debt, hybrids,
lease finance, venture capital, business angel finance, private equity,
asset securitisation and sale and Islamic finance. Including assessment
on the financial position, financial risk and the value of an organisation.
[3] Ch. 3
(b) Calculate the cost of capital of an organisation, including the cost of
equity and the cost of debt, based on the range of equity and debt
sources of finance. Discuss the appropriateness of using the cost of
capital to establish project and organisational value, and discuss its
relationship to such value.[3] Ch. 8
(c) Calculate and evaluate project specific cost of equity and cost of
capital, including their impact on the overall cost of capital of an
organisation. Demonstrate a detailed knowledge of business and
financial risk, the capital asset pricing model and the relationship
between equity and asset betas.[3] Ch. 9
(d) Assess an organisation's debt exposure to interest rate changes using
the simple Macauley duration method.[3] Ch. 8
(e) Discuss the benefits and limitations of duration, including the impact of
convexity. Ch.8
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(f)

Assess the organisation’s exposure to credit risk, including: [2] Ch. 8
(i) explain the role of, and the risk assessment models used by, the
principal rating agencies
(ii) estimate the likely credit spread over risk free
(iii) estimate the organisation’s current cost of debt capital using the
appropriate term structure of interest rates and the credit spread.

(g) Assess the impact of financing and capital structure upon the
organisation with respect to: [3] Ch. 3
(i) Modigliani and Miller propositions, before and after tax
(ii) pecking order propositions
(iii) static tradeoff theory
(iv) agency effects.
(h) Apply the adjusted present value technique to the appraisal of
investment decisions that entail significant alterations in the financial
structure of the organisation, including their fiscal and transactions cost
implications.[3] Ch. 9
(i) Assess the impact of a significant capital investment project upon the
reported financial position and performance of the organisation taking
into account alternative financing strategies.[3] Ch. 9
4 Valuation and the use of free cash flows
(a) Apply asset based, income based and cash flow based models to
value equity. Apply appropriate models, including term structure of
interest rates, the yield curve and credit spreads, to value corporate
debt.[3] Ch. 15
(b) Forecast an organisation’s free cash flow and its free cash flow to
equity (pre and post capital reinvestment).[3] Ch. 15
(c) Advise on the value of an organisation using its free cash flow and free
cash flow to equity under alternative horizon and growth assumptions.[3]
Ch. 15
(d) Explain the use of the BSOP model to estimate the value of equity of an
organisation and discuss the implications of the model for a change in
the value of equity.[2] Ch. 7
(e) Explain the role of BSOP model in the assessment of default risk, the
value of debt and its potential recoverability.[2] Ch. 7

xiv
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5 International investment and financing decisions
(a) Assess the impact upon the value of a project of alternative exchange
rate assumptions.[3] Ch. 5
(b) Forecast project or organisation free cash flows in any specified
currency and determine the project’s net present value or organisation
value under differing exchange rate, fiscal and transaction cost
assumptions.[2] Ch. 5
(c) Evaluate the significance of exchange controls for a given investment
decision and strategies for dealing with restricted remittance.[3] Ch. 5
(d) Assess the impact of a project upon an organisation’s exposure to
translation, transaction and economic risk.[3] Ch. 5
(e) Assess and advise upon the costs and benefits of alternative sources
of finance available within the international equity and bond financial
markets.[3] Ch. 6
D ACQUISITIONS AND MERGERS
1 Acquisitions and mergers versus other growth strategies
(a) Discuss the arguments for and against the use of acquisitions and
mergers as a method of corporate expansion.[2] Ch. 14
(b) Evaluate the corporate and competitive nature of a given acquisition
proposal.[3] Ch. 14
(c) Advise upon the criteria for choosing an appropriate target for
acquisition.[3] Ch. 14
(d) Compare the various explanations for the high failure rate of
acquisitions in enhancing shareholder value.[3] Ch. 14
(e) Evaluate, from a given context, the potential for synergy separately
classified as,
(i) revenue synergy
(ii) cost synergy
(iii) financial synergy.
2 Valuation for acquisitions and mergers
(a) Discuss the problem of overvaluation.[1] Ch. 15
(b) Estimate the potential nearterm and continuing growth levels of a
corporation’s earnings using both internal and external measures.[3]
Ch. 15
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(c) Assess the impact of an acquisition or merger upon the risk profile of
the acquirer distinguishing: [3] Ch. 15
(i) type 1 acquisitions that do not alter the acquirer’s exposure to
financial or business risk
(ii) type 2 acquisitions that impact upon the acquirer’s exposure to
financial risk
(iii) type 3 acquisitions that impact upon the acquirer’s exposure to
both financial and business risk.
(d) Advise on the valuation of a type 1 acquisition of both quoted and
unquoted entities using: [3] Ch. 15
(i) ‘book valueplus’ models
(ii) market based models
(iii) cash flow models, including EVATM, MVA.
(e) Advise on the valuation of type 2 acquisitions using the adjusted net
present value model.[3] Ch. 15
(f) Advise on the valuation of type 3 acquisitions using iterative revaluation
procedures.[3] Ch. 15
(g) Demonstrate an understanding of the procedure for valuing high growth
startups.[2] Ch. 15
3 Regulatory framework and processes
(a) Demonstrate an understanding of the principal factors influencing the
development of the regulatory framework for mergers and acquisitions
globally and, in particular, be able to compare and contrast the
shareholder versus the stakeholder models of regulation.[2] Ch. 14
(b) Identify the main regulatory issues which are likely to arise in the context
of a given offer, and:
(i) assess whether the offer is likely to be in the shareholders’ best
interests
(ii) advise the directors of a target entity on the most appropriate
defence if a specific offer is to be treated as hostile.[3] Ch. 14
4 Financing acquisitions and mergers
(a) Compare the various sources of financing available for a proposed
cashbased acquisition.[3] Ch. 14
(b) Evaluate the advantages and disadvantages of a financial offer for a
given acquisition proposal using pure or mixed mode financing and
recommend the most appropriate offer to be made.[3] Ch. 14
(c) Assess the impact of a given financial offer on the reported financial
position and performance of the acquirer.[3] Ch. 14

xvi
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E CORPORATE RECONSTRUCTION AND REORGANISATION
1 Financial reconstruction
(a) Assess an organisational situation and determine whether a financial
reconstruction is the most appropriate strategy for dealing with the
problem as presented.[3] Ch. 10
(b) Assess the likely response of the capital market and/or individual
suppliers of capital to any reconstruction scheme and the impact their
response is likely to have upon the value of the organisation.[3] Ch. 10
(c) Recommend a reconstruction scheme from a given business situation,
justifying the proposal in terms of its impact upon the reported
performance and financial position of the organisation.[3] Ch. 10
2 Business reorganisation
(a) Recommend, with reasons, strategies for unbundling parts of a quoted
company.[3] Ch. 10
(b) Evaluate the likely financial and other benefits of unbundling.[3] Ch. 10
(c) Advise on the financial issues relating to a management buyout and
buyin.[3] Ch. 10
F TREASURY AND ADVANCED RISK MANAGEMENT TECHNIQUES
1 The role of the treasury function in multinationals
(a) Discuss the role of the treasury management function within: [2] Ch. 1
(i) the short term management of the organisation’s financial
resources
(ii) the longer term maximisation of corporate value
(iii) the management of risk exposure.
(b) Discuss the operations of the derivatives market including: [3] Chs.
7,11,12, 13
(i) The relative advantages and disadvantages of exchange traded
versus OTC agreements.
(ii) Key features such as standard contracts, tick sizes, margin
requirements and margin trading.
(iii) The source of basis risk and how it can be minimised.
(iv) Risks such as delta, gamma, vega, rho and theta, and how these
can be managed.
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2 The use of financial derivatives to hedge against forex risk
(a) Assess the impact on an organisation to exposure in translation,
transaction and economic risks and how these can be managed.[2] Ch.
12
(b) Evaluate, for a given hedging requirement, which of the following is the
most appropriate strategy, given the nature of the underlying position
and the risk exposure: [3] Ch. 12
(i) the use of the forward exchange market and the creation of a
money market hedge
(ii) synthetic foreign exchange agreements (SAFEs)
(iii) exchangetraded currency futures contracts
(iv) currency swaps
(v) FOREX swaps
(vi) currency options.
(c) Advise on the use of bilateral and multilateral netting and matching as
tools for minimising FOREX transactions costs and the management of
market barriers to the free movement of capital and other remittances.
[3] Ch. 12
3 The use of financial derivatives to hedge against interest rate risk
(a) Evaluate, for a given hedging requirement, which of the following is the
most appropriate given the nature of the underlying position and the risk
exposure: [3] Ch. 13
(i) forward rate agreements
(ii) interest rate futures
(iii) interest rate swaps
(iv) options on FRAs (caps and collars), interest rate futures and
interest rate swaps.
4 Dividend policy in multinationals and transfer pricing
(a) Determine a corporation’s dividend capacity and its policy given: [3]
Ch. 6
(i) the corporation’s short and longterm reinvestment strategy
(ii) the impact of capital reconstruction programmes such as share
repurchase agreements and new capital issues on free cash flow
to equity
(iii) the availability and timing of central remittances
(iv) the corporate tax regime within the host jurisdiction.
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(b) Advise, in the context of a specified capital investment programme, on
an organisation’s current and projected dividend capacity.[3] Ch. 6
(c) Develop organisational policy on the transfer pricing of goods and
services across international borders and be able to determine the
most appropriate transfer pricing strategy in a given situation reflecting
local regulations and tax regimes.[3] Ch. 6
G EMERGING ISSUES IN FINANCE AND FINANCIAL MANAGEMENT
1 Developments in world financial markets
Discuss the significance to the organisation of the latest developments in
the world financial markets such as the causes and impact of the recent
financial crisis, growth and impact of dark pool trading systems, the removal
of barriers to the free movement of capital and the international regulations
on money laundering.[2] Ch. 16
2 Developments in international trade and finance
Demonstrate an awareness of new developments in the macroeconomic
environment, assessing their impact upon the organisation, and advising on
the appropriate response to those developments both internally and
externally.[2] Ch. 16
3 Developments in Islamic financing
Demonstrate an understanding of the role of, and developments in, Islamic
financing as a growing source of finance for organisations; explaining the
rationale for its use, and identifying its benefits and deficiencies.[2] Ch. 16
The superscript numbers in square brackets indicate the intellectual depth
at which the subject area could be assessed within the examination. Level 1
(knowledge and comprehension) broadly equates with the Knowledge
module, Level 2 (application and analysis) with the Skills module and Level
3 (synthesis and evaluation) to the Professional level. However, lower level
skills can continue to be assessed as you progress through each module
and level.
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The examination
Examination format
The P4 Advanced Financial Management paper builds upon the skills
and knowledge examined in the F9 Financial Management paper. At this
stage candidates will be expected to demonstrate an integrated knowledge
of the subject and an ability to relate their technical understanding of the
subject to issues of strategic importance to the firm. The study guide
specifies the wide range of contextual understanding that is required to
achieve a satisfactory standard at this level. In particular the ethical and
managerial aspects of the role of the senior financial manager or advisor
will regularly feature in examination papers.
The examination will be a three hour paper in two sections:
Section A has one compulsory question worth 50 marks in total. This
section will normally cover significant issues relevant to the senior financial
manager or advisor and will be set in the form of a short case study or
scenario. The requirements of the section A questions are such that
candidates will be expected to show a comprehensive understanding of
issues from across the syllabus. Each question will contain a mix of
computational and discursive elements.
Section B questions are designed to provide a more focused test of the
syllabus. Candidates will be expected to provide answers in a specified
form such as a short report or board memorandum commensurate with the
professional level of the paper.
Candidates will be provided with a formulae sheet as well as present value,
annuity and standard normal distribution tables.
Number of marks
Section A
One question, with several subrequirements
Section B
Two from three questions, 25 marks each
Total time allowed: 3 hours plus 15 minutes reading
time

50
50
–––
100

Examination tips
Spend the reading time reading the paper and planning your answers. You
are allowed to annotate the question paper, so make use of this – e.g.
highlighting key issues in the questions, planning calculations, brainstorming
requirements – ensure that you understand the question. A key issue is to
decide which questions you wish to attempt from section B – it is worth
planning all three in outline before deciding.
xx
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Divide the time you spend on questions in proportion to the marks on offer.
One suggestion for this examination is to allocate 1 and 4/5ths minutes to
each mark available, so a 25mark question should be completed in
approximately 45 minutes. A danger in P4 is that you spend too long on the
calculation aspects and neglect the written elements, so allocate your time
within questions as well as between them.
Stick to the question and tailor your answer to what you are asked. Pay
particular attention to the verbs in the question.
Spend the last five minutes reading through your answers and making any
additions or corrections.
If you get completely stuck with a question, leave space in your answer
book and return to it later.
If you do not understand what a question is asking, state your assumptions.
Even if you do not answer in precisely the way the examiner hoped, you
should be given some credit, if your assumptions are reasonable.
You should do everything you can to make things easy for the marker. The
marker will find it easier to identify the points you have made if your answers
are legible.
Essay questions: Your essay should have a clear structure. It should
contain a brief introduction, a main section and a conclusion. Be concise. It
is better to write a little about a lot of different points than a great deal about
one or two points.
Computations: It is essential to include all your workings in your answers.
Many computational questions require the use of a standard format. Be sure
you know these formats thoroughly before the exam and use the layouts that
you see in the answers given in this book and in model answers.
Scenariobased questions: Most questions will contain a hypothetical
scenario. To write a good case answer, first identify the area in which there
is a problem, outline the main principles/theories you are going to use to
answer the question, and then apply the principles/theories to the case. It is
vital that you relate your answer to the specific circumstances given.
Reports, memos and other documents: some questions ask you to
present your answer in the form of a report or a memo or other document.
So use the correct format – there could be easy marks to gain here.
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Study skills and revision guidance
This section aims to give guidance on how to study for your ACCA exams
and to give ideas on how to improve your existing study techniques.
Preparing to study
Set your objectives
Before starting to study decide what you want to achieve – the type of pass
you wish to obtain. This will decide the level of commitment and time you
need to dedicate to your studies.
Devise a study plan
Determine which times of the week you will study.
Split these times into sessions of at least one hour for study of new material.
Any shorter periods could be used for revision or practice.
Put the times you plan to study onto a study plan for the weeks from now until
the exam and set yourself targets for each period of study – in your sessions
make sure you cover the course, course assignments and revision.
If you are studying for more than one paper at a time, try to vary your
subjects as this can help you to keep interested and see subjects as part of
wider knowledge.
When working through your course, compare your progress with your plan
and, if necessary, replan your work (perhaps including extra sessions) or, if
you are ahead, do some extra revision/practice questions.
Effective studying
Active reading
You are not expected to learn the text by rote, rather, you must understand
what you are reading and be able to use it to pass the exam and develop
good practice. A good technique to use is SQ3Rs – Survey, Question,
Read, Recall, Review:
(1) Survey the chapter – look at the headings and read the introduction,
summary and objectives, so as to get an overview of what the chapter
deals with.
(2) Question – whilst undertaking the survey, ask yourself the questions
that you hope the chapter will answer for you.
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(3) Read through the chapter thoroughly, answering the questions and
making sure you can meet the objectives. Attempt the exercises and
activities in the text, and work through all the examples.
(4) Recall – at the end of each section and at the end of the chapter, try to
recall the main ideas of the section/chapter without referring to the text.
This is best done after a short break of a couple of minutes after the
reading stage.
(5) Review – check that your recall notes are correct.
You may also find it helpful to reread the chapter to try to see the topic(s) it
deals with as a whole.
Notetaking
Taking notes is a useful way of learning, but do not simply copy out the text.
The notes must:

•
•
•
•
•

be in your own words
be concise
cover the key points
be wellorganised
be modified as you study further chapters in this text or in related ones.

Trying to summarise a chapter without referring to the text can be a useful
way of determining which areas you know and which you don't.
Three ways of taking notes:
Summarise the key points of a chapter.
Make linear notes – a list of headings, divided up with subheadings listing
the key points. If you use linear notes, you can use different colours to
highlight key points and keep topic areas together. Use plenty of space to
make your notes easy to use.
Try a diagrammatic form – the most common of which is a mindmap. To
make a mindmap, put the main heading in the centre of the paper and put a
circle around it. Then draw short lines radiating from this to the main sub
headings, which again have circles around them. Then continue the process
from the subheadings to subsubheadings, advantages, disadvantages,
etc.
Highlighting and underlining
You may find it useful to underline or highlight key points in your study text –
but do be selective. You may also wish to make notes in the margins.
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Introduction
Revision
The best approach to revision is to revise the course as you work through it.
Also try to leave four to six weeks before the exam for final revision. Make
sure you cover the whole syllabus and pay special attention to those areas
where your knowledge is weak. Here are some recommendations:
Read through the text and your notes again and condense your notes
into key phrases. It may help to put key revision points onto index cards to
look at when you have a few minutes to spare.
Review any assignments you have completed and look at where you lost
marks – put more work into those areas where you were weak.
Practise exam standard questions under timed conditions. If you are
short of time, list the points that you would cover in your answer and then
read the model answer, but do try to complete at least a few questions
under exam conditions.
Also practise producing answer plans and comparing them to the model
answer.
If you are stuck on a topic find somebody (a tutor) to explain it to you.
Read good newspapers and professional journals, especially ACCA's
Student Accountant – this can give you an advantage in the exam.
Ensure you know the structure of the exam – how many questions and of
what type you will be expected to answer. During your revision attempt all
the different styles of questions you may be asked.
Further reading
You can find further reading and technical articles under the student section
of ACCA's website.
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chapter

1

The role and responsibility
of the financial manager
Chapter learning objectives
Study guide section

Study guide outcome

A1: The role and
(a) Develop strategies for the
responsibility of the senior
achievement of the organisational
financial executive/advisor
goals in line with its agreed policy
framework.
(b) Recommend strategies for the
management of the financial
resources of the organisation such
that they are utilised in an efficient,
effective and transparent way.
(c) Advise the board of directors or
management of the organisation in
setting the financial goals of the
business and in its financial policy
development with particular
reference to: (i) Investment selection
and capital resource allocation (ii)
Minimising the cost of capital (iii)
Distribution and retention policy (iv)
Communicating financial policy and
corporate goals to internal and
external stakeholders (v) Financial
planning and control (vi) The
management of risk.

1

The role and responsibility of the financial manager
A3: Conflicting stakeholder (a) Assess the potential sources of the
interests
conflict within a given corporate
governance/ stakeholder framework
informed by an understanding of the
alternative theories of managerial
behaviour. Relevant underpinning
theory for this assessment would be:
(i) The separation of ownership and
control (ii) Transaction cost
economics and comparative
governance structures (iii) Agency
Theory.
(b) Recommend, within specified
problem domains, appropriate
strategies for the resolution of
stakeholder conflict and advise on
alternative approaches that may be
adopted.
(c) Compare the different governance
structures and policies (with
particular emphasis upon the
European stakeholder and the
US/UK shareholder model) and with
respect to the role of the financial
manager.

2
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A4: Ethical issues in
financial management

(a) Assess the ethical dimension within
business issues and decisions and
advise on best practice in the
financial management of the
organisation.
(b) Demonstrate an understanding of the
interconnectedness of the ethics of
good business practice between all
of the functional areas of the
organisation.
(c) Establish an ethical financial policy
for the financial management of the
organisation which is grounded in
good governance, the highest
standards of probity and is fully
aligned with the ethical principles of
the Association.
(d) Recommend an ethical framework
for the development of an
organisation’s financial policies and
a system for the assessment of its
ethical impact upon the financial
management of the organisation.
(e) Explore the areas within the ethical
framework of the organisation which
may be undermined by agency
effects and/or stakeholder conflicts
and establish strategies for dealing
with them.

A5: Environmental issues (a) Assess the issues which may impact
and integrated reporting
upon organisational objectives and
governance from: (i) Sustainability
and environmental risk (ii) The
carbontrading economy and
emissions (iii) The role of the
environment agency (iv)
Environmental audits and the triple
bottom line approach.
(b) Assess and advise on the impact of
investment and financing strategies
and decisions on the organisations'
stakeholders, from an integrated
reporting and governance
perspective.
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F1: The role of the treasury (a) Discuss the role of the treasury
function in multinationals
management function within: (i) The
short term management of the
organisation’s financial resources (ii)
The longer term maximisation of
corporate value (iii) The
management of risk exposure.

4
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1 Key roles and responsibilities of the financial manager
The financial manager is responsible for making decisions which will
increase the wealth of the company's shareholders.
The specific areas of responsibility are listed below.
However, it is also important that the financial manager considers the
impact of his role on the other stakeholders of the firm.
You may be asked in the exam to assess the

•
•
•
•
•

strategic impact
financial impact
regulatory impact
ethical impact
environmental impact.

of a financial manager's decisions.
Link between strategy and financial manager's role

You will remember from your earlier studies that the process of strategy
selection starts with the development of a mission statement. A mission
statement:

•
•

is the overriding purpose of the firm
guides and directs all decisions taken.

The mission is then broken down into broadbased goals, and then
further, into detailed objectives. Strategies can then be developed to
bridge the gap between current forecast performance and the targets
set.
Policy framework
The mission will also provide the basis for the development of a policy
framework.
The purpose of this framework is:

•
•
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to govern the way in which decisions are taken, and
specify the criteria to be considered in the evaluation of any
potential strategy.

5
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At a broad level, this framework will incorporate guidance on issues
such as:
Ethics and social responsibility
A consideration of the role of business in society. It covers
responsibilities towards society as a whole, the extent to which the
company should fulfil or exceed its legal obligations towards
stakeholders and the behaviour expected of individuals within the firm
itself.
Stakeholder protection
The extent to which the needs and wishes of individual stakeholders are
incorporated into decisions and the development of a framework to
ensure their needs are met and their rights upheld.
Corporate governance
The system by which companies are directed and controlled, including
issues of risk management.
Sustainable development
Ensuring that projects and developments that meet the needs of the
present, do not compromise the ability of future generations to meet their
own needs.
This guidance is often formulated as a general principle:
e.g. all suppliers used must demonstrate commitment to employee
welfare,
but may also form the basis for the generation of specific targets:
e.g. increase by 10% the amount of raw materials sourced locally in the
next 12 months.
Financial policy
Policies will also be developed to govern decisions within each
operational area of the business. These policies specify generally
applicable processes or procedures to be followed when decisions are
being made, or state one overarching principle which the sets the
boundaries for all decisions taken.

6
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For example, within the finance function, policies will be developed over
areas such as:

•
•
•
•
•
•
•

investment selection
overall cost of finance
distribution and retentions
communication with stakeholders
financial planning and control
risk management
efficient and effective use of resources.

Key areas of responsibility for the financial manager
The main roles and responsibilities of the financial manager can be
summarised by the following headings:

•
•
•
•
•
•
•

investment selection and capital resource allocation
raising finance and minimising the cost of capital
distribution and retentions (dividend policy)
communication with stakeholders
financial planning and control
risk management
efficient and effective use of resources.

The Advanced Financial Management syllabus (and the rest of this Text)
covers these areas in detail. This chapter gives a brief introduction to each
of them.
Investment selection and capital resource allocation
The primary goal of a company should be the maximisation of shareholder
wealth, but any number of stakeholders may have views on the objectives a
company should pursue.
Therefore, key policy decisions need to be made:

•

How to incorporate ethical issues, such as minimising potential pollution
or refusal to trade with unacceptable regimes, into the investment
appraisal process?
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•

What method of investment appraisal should be used?
– NPV?
–

•

IRR?

In times of capital rationing, how are competing projects to be
evaluated?
– use of theoretical methods
–

incorporation of nonfinancial factors such as:
(1) closeness of match to objectives
(2) degree to which all goals will be achieved.

•

As markets are not truly efficient, and investors treat earnings and
dividend announcements as new information, to what extent should the
impact on, for example:
– ROCE
–

EPS

–

DPS

be considered when evaluating a project?
More on investment selection

Incorporation of corporate policy issues
If for example, a decision has been taken to pay a ‘fair’ wage to all
employees regardless of the legal minimum requirement in the country
where the business is operating, this rule must be applied to the wages
figure used in any project evaluation.
The financial executive must be aware of the policy requirement and
ensure that sufficient research is carried out in advance that the correct
figure is used.
Methods of investment appraisal
Assuming that the discounted cash flow techniques are preferred over
Payback and ARR (which do not assure the maximisation of shareholder
wealth), it is still necessary to designate which of the DCF methods is to
be applied. Although NPV is theoretically superior, it is not as well liked
by nonfinancial managers. IRR as a percentage is deemed clearer and
simpler (although the point could be argued!). It is for the senior financial
executive to decide on a method and ensure it is applied correctly.

8
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Capital rationing
The rule for an NPV evaluation states that all projects with a positive
NPV should be accepted. However, this presupposes no limits on the
available funds. Where restrictions exist, theoretical models can be
applied:

•

Shortages in one period only – use limiting factor analysis (covered
in Paper F9).

•

Shortages in multiple periods – see Chapter 2: Investment
appraisal.

However, these methods do not build in evaluation of nonfinancial
factors such as how well each strategy will meet the objectives set and
practical difficulties that might be encountered along the way.
Forms of evaluation such as Cost Benefit Analysis and Weighted
Benefit Scoring can be used where these factors are significant. These
methods, pioneered by the public sector where such problems are
commonplace, include techniques to assign money values to non
financial factors and to weight subjective factors against each other.
Detailed knowledge of such methods is outside the syllabus.
Earning and dividend measures
Even where improving shareholder wealth is the primary concern of the
financial executive, the impact of the investment decisions on the
reported position and perceived performance of the firm cannot be
ignored. In an imperfect market, the earnings of a company and the
dividends paid, are treated as relevant information for evaluating a
company’s worth and may impact the share price. Yet it is the share
price that the executive is trying to improve.

Raising finance and minimising the cost of capital
A key aspect of financial management is the raising of funds to finance
existing and new investments. As with investment decisions, the main
objective with raising finance is assumed to be the maximisation of
shareholder wealth.
The following issues thus need to be considered when setting criteria for
future finance and deciding policies:

•

Is the firm at its optimal gearing level with associated minimum cost of
capital?

•

What gearing level is required?
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•
•
•
•
•

What sources of finance are available?
Tax implications.
The risk profile of investors and management.
Restrictions such as debt covenants.
Implications for key ratios.

Distribution and retention (dividend) policy
When deciding how much cash to distribute to shareholders, the company
directors must keep in mind that the firm’s objective is to maximise
shareholder value:

•

Shareholder value arises from the current value of the shares which in
turn is derived from the cash flows from investment decisions taken by
the company’s management.

•

Retained earnings are a significant source of finance for companies
and therefore directors need to ensure that a balance is struck:
– Paying out too much may require alternative finance to be found to
finance any capital expenditure or working capital requirements.
–

•

Paying out too little may fail to give shareholders their required
income levels.

The dividend payout policy, therefore, should be based on investor
preferences for cash dividends now or capital gains in future from
enhanced share value resultant from reinvestment into projects with a
positive NPV.

It is the task of the financial manager to decide on the appropriate policy for
determining distributions and retentions.
Communication with stakeholders
A vital role for those running a company is to keep both external and internal
stakeholders informed of all significant matters.
External stakeholders
External stakeholders to be kept informed would include:

•
•
•
•
•
10

shareholders
government
suppliers
customers
community at large.
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Internal stakeholders
Corporate goals and financial policies must be communicated to all those
involved within the organisation, whether at a senior level or in operational
positions.

•
•

managers/directors
employees.
Test your understanding 1

Suggest reasons why it would be important to keep each of the
above stakeholders informed of general corporate goals and
intentions.

In addition to information about corporate goals, key matters of financial
policy will also need to be communicated to stakeholders:

•

•

Shareholders will need information about:
– dividend policy
–

expected returns on new investment projects

–

gearing levels

–

risk profile.

Suppliers and customers will need information about:
– payment policies
–

pricing policies.

Financial planning and control
Financial planning and control is the main role of the management
accountant within a company.
The senior financial executive will need to oversee the development of
policies to govern the way in which the process is carried out.
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Policies will be needed over areas such as:

•
•
•
•
•

the planning process
business plans
budget setting
monitoring and correcting activities
evaluating performance.

The management of risk
One of the key matters to consider when developing a financial policy
framework is the way risk and risk management is to be incorporated into
the decision making process.
A number of policy decisions must be made:

•
•
•

What is the firm’s appetite for risk?
How should risk be monitored?
How should risk be dealt with?

A major part of the P4 syllabus involves the choice and use of many
alternative methods and products to manage risk exposure.
More detail on risk management

Appetite for risk
Shareholders will invest in companies with a risk profile that matches
that required for their portfolio. Management should be wary of altering
the risk profile of the business without shareholder support. An increase
in risk will bring about an increase in the required return and may lead to
current shareholders selling their shares and so depressing the share
price.
Inevitably management will have their own attitude to risk. Unlike the well
diversified shareholders, the directors are likely to be heavily dependent
on the success of the company for their own financial stability and be
more risk averse as a consequence.

12
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Monitoring risk
The essence of risk is that the returns are uncertain. As time passes, so
the various uncertain events on which the forecasts are based will occur.
Management must monitor the events as they unfold, reforecast
predicted results and take action as necessary. The degree and
frequency of the monitoring process will depend on the significance of
the risk to the project’s outcome.
Dealing with risk
Risk can be either accepted or dealt with. Possible solutions for dealing
with risk include:

•

mitigating the risk – reducing it by setting in place control
procedures

•
•

hedging the risk – taking action to ensure a certain outcome
diversification – reducing the impact of one outcome by having a
portfolio of different ongoing projects.

Policy decisions about which methods are to be preferred should be
made in advance of specific actions being required.

Use of resources
It will be important to develop a framework to ensure all resources (inventory,
labour and noncurrent assets as well as cash) are used to provide value for
money. Spending must be:

•
•
•
•

economic
efficient
effective
transparent.

Performance measures can be developed in each area to set targets and
allow for regular monitoring.
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Definitions of the 3 Es

Economy:
Efficiency:
Effectiveness:
Transparency:

Minimising the costs of inputs required to achieve a
defined level of output.
Ratio of outputs to inputs – achieving a high level of
output in relation to the resources put in.
Whether outputs are achieved that match the
predetermined objectives.
Ensuring all spending is recorded and reported
correctly.

2 Treasury
The role of the treasury function
Most large companies have a separate treasury function to undertake some
of the above listed roles.
Developments in technology, the breakdown of exchange controls,
increasing volatility in interest rates and exchange rates, combined with the
increasing globalisation of business have all contributed to greater
opportunities and risks for entities. To survive in today's complex financial
environment, entities need to be able to actively manage both their ability to
undertake these opportunities, and their exposure to risks.
A separate treasury function is more likely to develop the appropriate skills,
and it should also be easier to achieve economies of scale; for instance in
achieving lower borrowing rates, or nettingoff balances.

14
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Treasury and financial control
In a large entity the finance function may be split between treasury and
financial control, with both functions reporting to the chief financial officer.
The financial control function will be concerned primarily with the allocation
and effective use of resources, and will have responsibility for investment
decisions.
The treasury function is usually responsible for obtaining finance and
managing relations with the financial stakeholders of the entity who will
include shareholders and lenders.
Close liaison is often required between financial control and treasury, for
example:

•

In investment appraisal decisions, the treasurer is best able to assess
the cost of capital and quantify the entity’s aversion to risk, while the
financial controller relates these factors to group strategy;

•

When managing currency risks, the financial controller will play an
important role in identifying the entity’s currency risks, while the
treasurer advises on the best means to hedge the risk.

In larger entities, treasury will usually be centralised at head office, providing
a service to all the various units of the entity and thereby achieving more
effective control over financial risks and also achieving economies of scale
(for example, by obtaining better borrowing rates).
Financial control is frequently delegated to individual units, where it can
more closely impact on customers and suppliers and relate more
specifically to the competition that those units have to face.
As a result, treasury and financial control may often tend to be separated by
location as well as by responsibilities.
Test your understanding 2

Compare and contrast the roles of the treasury and financial
control departments with respect to a proposed investment.
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Treasury: cost centre or profit centre?

As a cost centre the aggregate treasury function costs would simply be
charged throughout the group on a fair basis. If no such fair basis can be
agreed, the costs can remain as central head office unallocated costs in
any group segmental analysis.
However it is also possible to identify revenues arising from treasury
departments and thus to establish the treasury as a profit centre.
Revenues could be realised as follows:

•

Each division can be charged the market value for the services
provided by the treasury. The total value charged throughout the
group should exceed the treasury’s costs enabling it to report a
profit.

•

By deciding not to hedge all currency and interest rate risks. Experts
in the treasury could decide which risks not to hedge, hoping to
profit from unhedged favourable exchange rate and interest rate
movements.

•

Hedging using currency and interest rate options leaves an upside
potential which could be realised if the rate moves in the company’s
favour.

•

Taking on additional exchange rate or other risks purely as a
speculative activity, e.g. writing options on currencies or on shares
held.

The trend in recent years has been for large companies to turn their
treasuries from cost centres into profit centres and to expect the treasury
to pay its way and generate regular profits each year.
However the following points should be noted:

16

•

A treasury engaged in speculation must be properly controlled by
the company’s board of directors. Millions of dollars can be
committed in one telephone call by a treasurer, so it is crucial that
limits are set on traders’ risk exposures and that these limits are
monitored scrupulously. The temptation has been for directors to let
treasurers ‘get on with whatever they do’ as long as regular profits
are being earned. Such a policy is no longer acceptable; the finance
director in particular must control the treasury on a daytoday basis.

•

For example, in 1993 the German oils and metals company
Metallgesellschaft managed to lose $1 billion after becoming over
exposed to oil derivative contracts.

•

Treasury staff must be well trained and probably well paid, so that
staff of the right calibre can be secured.
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•

The low volume of foreign currency transactions undertaken by a
small company would probably make a profit centre approach
unviable. A regular flow of large foreign transactions is needed
before the cost centre approach is abandoned.

International aspects

The international treasury function
The corporate treasurer in an international group of companies will be
faced with problems relating specifically to the international spread of
investments.

•
•
•
•

Setting transfer prices to reduce the overall tax bill.

•

Netting and matching currency obligations.

Deciding currency exposure policies and procedures.
Transferring of cash across international borders.
Devising investment strategies for shortterm funds from the range
of international money markets and international marketable
securities.

The centralisation of treasury activities

The question arises in a large international group of whether treasury
activities should be centralised or decentralised.

•

If centralised, then each operating company holds only the minimum
cash balance required for day to day operations, remitting the
surplus to the centre for overall management. This process is
sometimes known as cash pooling, the pool usually being held in a
major financial centre or a tax haven country.

•

If decentralised, each operating company must appoint an officer
responsible for that company’s own treasury operations.

Advantages of centralisation

•
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No need for treasury skills to be duplicated throughout the group.
One highly trained central department can assemble a highly skilled
team, offering skills that could not be available if every company had
their own treasury.
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•

Necessary borrowings can be arranged in bulk, at keener interest
rates than for smaller amounts. Similarly bulk deposits of surplus
funds will attract higher rates of interest than smaller amounts.

•

The group’s foreign currency risk can be managed much more
effectively from a centralised treasury since only they can appreciate
the total exposure situation. A total hedging policy is more efficiently
carried out by head office rather than each company doing their own
hedging.

•

One company does not borrow at high rates while another has idle
cash.

•

Bank charges should be lower since a situation of carrying both
balances and overdraft in the same currency should be eliminated.

•

A centralised treasury can be run as a profit centre to raise
additional profits for the group.

•

Transfer prices can be established to minimise the overall group tax
bill.

•

Funds can be quickly returned to companies requiring cash via
direct transfers.

Advantages of decentralisation

•

Greater autonomy leads to greater motivation. Individual companies
will manage their cash balances more attentively if they are
responsible for them rather than simply remitting them up to head
office.

•

Local operating units should have a better feel for local conditions
than head office and can respond more quickly to local
developments.

3 Incorporating the interests of other stakeholders
We usually assume that the primary objective of a business is to maximise
shareholder wealth.
However, a company is unlikely to be successful unless it also aims to
satisfy the needs of its other stakeholders. The financial manager will have
to identify potential conflicts between stakeholders' objectives and aim to
resolve these conflicts.
A further, but associated, problem is the potential agency problem i.e. if the
management of a firm act in their own best interests, rather than in the best
interests of the shareholders.

18
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Agency theory

Agency theory identifies that, although individual members of a business
team act in their own selfinterests much of the time, the wellbeing of
each individual and of the business overall depends on the wellbeing of
the other team members too. The separation of owners and
management in many businesses leads to the classic 'agency problem'.
Definition of 'Agency Problem'
A conflict of interest inherent in any relationship where one party is
expected to act in another's best interests.
The problem is that the agent who is supposed to make the decisions
that would best serve the principal is naturally motivated by selfinterest,
and the agent's own best interests may differ from the principal's best
interests.
Application to shareholders/managers
In corporate finance, the agency problem usually refers to a conflict of
interest between a company's management and the company's owners
or shareholders.
The manager, acting as the agent for the shareholders, or principals, is
supposed to make decisions that will maximise shareholder wealth.
However, it is in the manager's own best interest to maximise his own
wealth.
While it is not possible to eliminate the agency problem completely, the
manager can be motivated to act in the shareholders' best interests
through incentives such as performancebased compensation, direct
influence by shareholders, the threat of firing and the threat of takeovers.
Application to notforprofit organisations
In notforprofit and public sector organisations, the agency problem
changes, because of the ambiguity in identifying the principals, or
owners, of the organisation.
It could be argued that the owner of a public sector organisation such as
a hospital is society as a whole, so there is more a moral rather than a
legal ownership in place.
As with a profitfocussed organisation, the managers have to make
decisions in the best interests of the "owners" rather than in their own
interests, so the agency problem doesn't disappear in a notforprofit
organisation.
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Examples of stakeholder conflict

Stakeholders

Potential conflict

Employees v
Shareholders

Employees may resist the
introduction of automated
processes which would
improve efficiency but cost
jobs.

Costs resulting
from the conflict
Costs of strike or
work to rule from
employees. Costs of
additional
compensation to
redundant staff.

Shareholders may resist wage
rises demanded by employees Costs of strikes etc.
as uneconomical.
as above. Costs of
reassuring
shareholders –
additional meetings
for example.
Customers v
Community at
large

Customers may demand lower
prices and greater choice, but
in order to provide them a
company may need to
squeeze vulnerable suppliers
or import products at great
environmental cost.

Costs of overcoming
negative publicity

Shareholders v
Shareholders may encourage
Finance providers management to pursue risky
strategies in order to
maximise potential returns,
whereas finance providers
prefer stable lower risk
policies that ensure liquidity for
the payment of debt interest.

Agency costs: loan
covenants restricting
further borrowing,
dividend payouts,
investment policy
etc.

Government v
Shareholders

Time spent
renegotiating
supplier
contracts/sourcing
new suppliers.

Government will often insist
Costs of complying
upon levels of welfare (such as with legislation.
the minimum wage and Health
and Safety practices) which
would otherwise be avoided
as an unnecessary expense.

N.B. You may have come up with different suggestions in an exam
scenario. The point is to recognise that there are a huge range of
potential conflicts of interest and each one results in additional costs for
the business and therefore a reduction in returns to shareholders.
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Strategies for managing conflict between stakeholders – practical
Hierarchies of decision making (corporate governance codes)
In order to prevent abuse of decisionmaking power by the executive, control
over decisions tends to be distributed between:

•
•
•

the full board
individual executive directors making operational decisions
nonexecutive directors
– audit committee
–

•
•

remuneration committee.

shareholders in general meeting
specific classes of shareholders where particular rights are concerned.

In addition, a company may elect to take some key decisions in consultation
with the employees.
More on Corporate Governance

The full board
Whilst for most operational matters, decisions may be taken by the
appropriate functional director, matters of corporate policy, investment
decisions over a certain limit, sensitive decisions etc. are likely to
require the consent of the full board. This ensures that all salient factors
are considered when the decision is taken.
Nonexecutive directors
Whilst executive directors are employees involved in the daytoday
running of the business, nonexecutives are independent of the
company, and appointed to monitor and challenge the executives as well
as to advise and support them.
Removing decisions such as director remuneration and appointment
from the remit of the executive, mitigates the likelihood of directors
making self serving decisions contrary to the interests of other
stakeholders.
In addition, creating an audit committee to provide an independent
reporting line for internal auditors and external auditors alike, provides a
safeguard for shareholders against potential coverups of poor
management practices.
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Shareholders in general meeting
Legislation reserves for the shareholders certain key corporate
decisions such as the appointment and removal of auditors and
directors. When taking decisions, the directors will be aware that
ignoring the wishes of the shareholders would put them at risk of
removal. Shareholders may also use the company general meetings as
an opportunity to express their concerns and remind the directors of their
voting control.
Specific classes of share
In order to protect the rights of nonvoting shareholders such as those
holding preference shares, it is common to allow them voting rights in
particular circumstances such as where their dividend goes into arrears.
The principles of corporate governance
Corporate governance is usually defined as ‘the system by which
companies are directed and controlled’. The concept encompasses
issues of ethics, risk management and stakeholder protection.
The Organisation for Economic Cooperation and Development (OECD)
issues specific guidelines for national legislation and regulation in the
form of the Principles of Corporate Governance. These were explored in
great depth in the P1 paper.
Practical implications
The implications of the guidelines for companies in all countries are a
need for the:
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•

Separation of the supervisory function and the management
function.

•
•
•
•

Transparency in the recruitment and remuneration of the board.
Appointment of nonexecutive directors.
Establishment of an audit committee.
Establishment of risk control procedures to monitor strategic,
business and operational activities.
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However, different countries have adopted different techniques for
dealing with these issues. A common distinction is made between:

•
•

the outsider system developed in the US and the UK
the insider system used in continental Europe and Japan.

The differences can be explained by the different economic
environments in which they developed.
AngloAmerican Model
Implications/ •
impact

gives priority to the
•
interest of stakeholders

•

pressure to deliver high
returns to stakeholders

•

relies on the market
and outside investors
for corporate control

Governance •
Structures

•

European Model

single unitary boards
audit committees

gives a higher priority
to the interests of
workers, managers,
suppliers, customers,
and the community

•

management focused
on stability of the firm
and market growth,
together with adequate
profits

•

uses a system of
networks and
committees to control
the company

•

twotier board system
consisting of
management board
and supervisory
board

Implications for investment policy
The differing corporate governance structures above have practical
implications for investment policy.
In the US/UK model the primary responsibility of management is to earn
high returns for shareholders, therefore financial managers are more
likely to:

•
•
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Transaction cost economics – introduction

Definition of a transaction cost
A transaction cost is a cost incurred in making an economic exchange.
For example, most people, when buying or selling a share, must pay a
commission to their broker – that commission is a transaction cost of
doing the deal.
For a more comprehensive example, consider buying a calculator from a
shop. To purchase the calculator, your costs will be not only the price of
the calculator itself, but also the energy and effort it requires to find out
which of the various calculators you prefer, where to get them and at
what price, the cost of travelling from your house to the shop and back,
the time waiting in a queue, and the effort of the paying itself. The costs
above and beyond the cost of the calculator are the transaction costs.
Ronald Coase's transaction cost theory
According to Ronald Coase, people begin to organise their production
in firms when the transaction cost of coordinating production through the
market exchange, given imperfect information, is greater than within the
firm.
Coase set out his transaction cost theory of the firm in 1937, making it
one of the first (neoclassical) attempts to define the firm theoretically in
relation to the market.
For Coase the main reason to establish a firm is to avoid some of the
transaction costs of using the price mechanism. These include
discovering relevant prices (which can be reduced but not eliminated by
purchasing this information through specialists), as well as the costs of
negotiating and writing enforceable contracts for each transaction (which
can be large if there is uncertainty). Moreover, contracts in an uncertain
world will necessarily be incomplete and have to be frequently re
negotiated. The costs of haggling about division of surplus, particularly if
there is asymmetric information and asset specificity, may be
considerable.
If a firm operated internally under the market system, many contracts
would be required (for instance, even for procuring a pen or delivering a
presentation). In contrast, a real firm has very few (though much more
complex) contracts, such as defining a manager's power of direction
over employees, in exchange for which the employee is paid. These
kinds of contracts are drawn up in situations of uncertainty, in particular
for relationships which last long periods of time.
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The question then arises of what determines the size of the firm; why
does the entrepreneur organise the transactions he does, why no more
or less?
Since the reason for the firm's being is to have lower costs than the
market, the upper limit on the firm's size is set by costs rising to the point
where internalising an additional transaction equals the cost of making
that transaction in the market. (At the lower limit, the firm’s costs exceed
the market’s costs, and it does not come into existence.)
In practice, diminishing returns to management contribute most to
raising the costs of organising a large firm, particularly in large firms with
many different plants and differing internal transactions (such as a
conglomerate), or if the relevant prices change frequently.
Coase concludes by saying that the size of the firm is dependent on the
costs of using the price mechanism, and on the costs of organisation of
other entrepreneurs. These two factors together determine how many
products a firm produces and how much of each.

Transaction cost economics – link to corporate governance

The transaction cost economics (TCE) theory explains that the corporate
governance structure of a business is generally determined by the
transaction costs incurred when the business's owners are entering into
transactions.
Application to corporate governance
Governance structures vary in complexity from one business to another.
A business with repetitive transactions and few transaction costs will
only require a simple governance structure.
However, a firm with high levels of transaction costs and/or more
complex or unique transactions will need a more specialised (and
perhaps more complex) governance structure.

Performance monitoring and evaluation systems
Managers are more likely to act in accordance with shareholders’ wishes
when their performance is regularly monitored and appraised against
prescribed targets. To be of real value, the targets must be congruent with
the maximisation of shareholder value.
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Performance appraisal methods – link to s/h wealth maximisation

Listed below are some of the ways in which management performance
may be appraised. For each method we have considered the extent to
which it is congruent with the maximisation of shareholder wealth
objective.
Financial measures
Accounting ratios:

•

EPS/ROCE/RI – both suffer from the same criticism – that earnings
are not directly related to shareholder wealth and therefore may
encourage nongoal congruent behaviour.

•

DPS – is a measure of immediate improvement in wealth but must
be looked at in conjunction with the company share price. Dividends
may be reduced in order to invest in positive NPV projects, but in
that case, the gain should be reflected in the share price.

•

Economic value added – EVA is a more sophisticated method of
residual income (registered as a trademark by Stern, Stewart &
Co.), which more accurately measures improvements in shareholder
wealth by adjusting the accounting data to eliminate much of the
subjectivity and incorporating the company’s WACC into the
calculation.

Stock market figures:

•

Share price – reflects the expectations of the investors. Is a direct
measure of company success but is hard to link directly to directors’
performance as it is affected by so many outside factors.

•

PE ratio – as a multiple of share price over earnings it does reflect
investors’ view of the investment potential of the company but suffers
from the same weakness as all other earnings related measures
and is not easy to relate to directors activities.

Shareholder value added
A calculation of the present value free cash flows, this method is a more
accurate measure of improvements in shareholder wealth, but its
complexity makes it of little use as a regular performance measure.
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Specific cost/revenue targets
A vast array of financial targets may be set around the levels of spending
and investment, or around revenues earned. Care must be taken to
ensure that the targets are achievable and within the control of the
person being assessed. Particular attention must be paid to the
interdependence of the various aspects of performance. If managers are
incentivised to achieve a reduction in purchase spending for example,
alternative measures must also confirm that quality is maintained.
Nonfinancial measures
Balanced scorecard
Many businesses operate a balanced scorecard approach to
management appraisal. This involves setting targets in all of those
aspects of the business where success is necessary if positive NPVs
are to be earned. In addition to financial targets, managers are
measured on the satisfaction of customers, improvement of business
practices and levels of innovation. Since achieving these targets should
lead to improved project returns and greater cost efficiency, a balanced
scorecard approach should lead to improved shareholder wealth.
Employee/satisfaction
In addition, some businesses specifically set management targets
related to employee satisfaction ratings, or related targets such as
absenteeism or staff turnover.

Non financial information

According to the International Accounting Standards Board's (IASB's)
conceptual framework, the objective of financial reporting is to 'provide
information about the reporting entity that is useful to existing and
potential investors, lenders and other creditors in making decisions
about providing resources to the entity'.
Financial statements provide historic financial information. To help users
make decisions, it may be helpful to provide information relating to other
aspects of an entity's performance.
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For example:

•
•
•
•

how the business is managed;
its future prospects;
the entity's policy on the environment;
its attitude towards social responsibility etc.

There has been increasing pressure for entities to provide more
information in their annual reports beyond just the financial statements
since nonfinancial information can also be important to users'
decisions.
Nonfinancial reporting
The important additional nonfinancial information can be reported in a
number of ways, for example:
A management commentary (sometimes called an operating and
financial review) will assess the results of the period and discuss future
prospects of the business.
An environmental report will discuss responsibilities towards the
environment and a social report will discuss responsibilities towards
society. Both these issues could be combined in a report on
sustainability which will also encompass economic issues.

Integrated Reporting

The International Integrated Reporting Council (IIRC)
The IIRC was formed in August 2010 and aims to create a globally
accepted framework for a process that results in communications by an
organisation about value creation over time. The IIRC brings together a
cross section of representatives from corporate, investment, accounting,
securities, regulatory, academic and standardsetting sectors as well as
civil society.
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Objective of the IIRC
At the time of its formation, the IIRC's stated objective was to develop an
internationally accepted integrated reporting framework to create the
foundations for a new reporting model to enable organisations to
provide concise communications of how they create value over time.
After a consultation process, the IIRC published the first version of its
"International Integrated Reporting Framework" in December 2013. This
framework is intended as a guidance for all businesses producing
integrated reports.
The concept of Integrated Reporting (<IR>)
Integrated Reporting (<IR>) is seen by the IIRC as the basis for a
fundamental change in the way in which entities are managed and report
to stakeholders.
A stated aim of <IR> is to support integrated thinking and decision
making. Integrated thinking is described in the <IR> Framework as "the
active consideration by an organization of the relationships between its
various operating and functional units and the capitals that the
organization uses or affects".
The objectives for integrated reporting include:

•

To improve the quality of information available to providers of
financial capital to enable a more efficient and productive allocation
of capital.

•

Provide a more cohesive and efficient approach to corporate
reporting that draws on different reporting strands and
communicates the full range of factors that materially affect the
ability of an organisation to create value over time

•

Enhance accountability and stewardship for the broad base of
capitals (financial, manufactured, intellectual, human, social and
relationship, and natural) and promote understanding of their
interdependencies.

•

Support integrated thinking, decisionmaking and actions that focus
on the creation of value over the short, medium and long term.
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Purpose and content of an integrated report
The <IR> Framework sets out the purpose of an integrated report as
follows:
The primary purpose of an integrated report is to explain to
providers of financial capital how an entity creates value over time.
An integrated report benefits all stakeholders interested in an
entity’s ability to create value over time, including employees,
customers, suppliers, business partners, local communities,
legislators, regulators, and policymakers.
The ‘building blocks’ of an integrated report are:
Guiding principles – these underpin the preparation of an integrated
report, informing the content of the report and how information is
presented
Content elements – the key categories of information required to be
included in an integrated report under the Framework, presented as a
series of questions rather than a prescriptive list of disclosures.
<IR> illustration
Key requirements of an integrated report
An integrated report should be a designated, identifiable
communication.
A communication claiming to be an integrated report and referencing the
<IR> Framework should apply all the key requirements (identified using
bold type below), unless the unavailability of reliable data, specific legal
prohibitions or competitive harm results in an inability to disclose
information that is material (in the case of unavailability of reliable data
or specific legal prohibitions, other information is provided).
The integrated report should include a statement from those charged
with governance that meets particular requirements (e.g.
acknowledgement of responsibility, opinion on whether the integrated
report is presented in accordance with the IR Framework) – and if one is
not included, disclosures about their role and steps taken to include a
statement in future reports (a statement should be included no later than
an entity’s third integrated report referencing the <IR> Framework).
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Guiding principles
Strategic focus and future orientation – insight into the
organisation's strategy.
Connectivity of information – showing a holistic picture of the
combination, interrelatedness and dependencies between the factors
that affect the organisation's ability to create value over time.
Stakeholder relationships – insight into the nature and quality of the
organisation's relationships with its key stakeholders.
Materiality – disclosing information about matters that substantively
affect the organisation's ability to create value over the short, medium
and long term.
Conciseness – sufficient context to understand the organisation's
strategy, governance and prospects without being burdened by less
relevant information.
Reliability and completeness – including all material matters, both
positive and negative, in a balanced way and without material error.
Consistency and comparability – ensuring consistency over time and
enabling comparisons with other organisations to the extent material to
the organisation's own ability to create value.
Content elements
Organisational overview and external environment – What does
the organisation do and what are the circumstances under which it
operates?
Governance – How does an organisation’s governance structure
support its ability to create value in the short, medium and long term?
Business model – What is the organisation’s business model?
Risks and opportunities – What are the specific risk and opportunities
that affect the organisation’s ability to create value over the short,
medium and long term, and how is the organisation dealing with them?
Strategy and resource allocation – Where does the organisation
want to go and how does it intend to get there?
Performance – To what extent has the organisation achieved its
strategic objectives for the period and what are its outcomes in terms of
effects on the capitals?
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Outlook – What challenges and uncertainties is the organisation likely
to encounter in pursuing its strategy, and what are the potential
implications for its business model and future performance?
Basis of preparation and presentation – How does the organisation
determine what matters to include in the integrated report and how are
such matters quantified or evaluated?

Integrated reporting (<IR>) and performance appraisal
<IR> enables an organisation to prepare a much wider range of information
that can be used by stakeholders to appraise the performance of the
management. The <IR> information covers both financial and nonfinancial
performance.
Therefore, when making decisions, the financial manager must consider the
impact of the decisions on all aspects of the organisation's performance, not
just its financial performance.
Strategies for managing conflict – theoretical

The main theoretical model that can be used to help the financial
manager to manage the conflict between different stakeholders is
Mendelow's matrix:
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More on Mendelow's matrix

Box A – Direction
Suitable for: Stakeholders who do not stand to lose or gain much from
the project AND whose actions cannot affect the project’s ability to meet
its objectives.
They may require limited monitoring or informing of progress but are of
low priority. They are unlikely to be the subject of project activities or
involved in project management.
Method: Simply provide instructions as necessary. These stakeholders
are likely to accept what they are told.
Box B – Education and communication
Suitable for: Stakeholders who stand to lose or gain significantly from
the project BUT whose actions cannot affect the project’s ability to meet
its objectives.
The project needs to ensure that their interests are fully represented. The
positively disposed groups from this box may lobby others to support the
strategy. In addition, if the strategy is presented as rational or inevitable
to the dissenters, or a show of consultation gone through, this may stop
them joining forces with more powerful dissenters in boxes C and D.
Method: Management should brief all groups on the reasonableness of
project and of any provisions being made for those affected by the
decisions. Advance notice will give each more time for adjustment.
Box C – Intervention
Suitable for: Stakeholders whose actions can affect the project’s ability
to meet its objectives BUT who do not stand to lose or gain much from
the project.
They may be a source of risk; means of monitoring and managing that
risk should be explored. The key here is to keep the occupants satisfied
to avoid them gaining interest and shifting into box D.
Method: Usually this is done by reassuring them of the likely outcomes
of the strategy well in advance.
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Box D – Participation
Suitable for: Stakeholders who stand to lose or gain significantly from
the project AND whose actions can affect the project’s ability to meet its
objectives.
These stakeholders can be major drivers of the change and major
opponents of the strategy. The project needs to ensure that their
interests are fully represented in the coalition. Overall impact of the
project will require good relationships to be developed with these
stakeholders.
Method: Initially there should be education/communication to assure
them that the change is necessary, followed by discussion of how to
implement it. Key stakeholders will be consulted throughout and will be
part of the decision making process.

Example using Mendelow's matrix

For each of the scenarios below suggest the likely source of
conflict and how such a conflict could have been avoided/could
be resolved.
(1) The directors are keen to invest in new equipment for use in the
production process to replace work currently done by hand.
(2) The directors are considering a contract which will significantly
increase the size of the company within just a few months.
(3) The marketing director intends to run a month long TV campaign
which will cost twice the allocated marketing budget.
Solution:
1 – Conflict
Many directors will want to purchase the equipment to reduce costs –
this should improve profits and potentially their own financial rewards if
they are linked.
Employees (and possibly also) their unions may well resist the
investment because of the associated job losses.
Customers may be unhappy if the quality of mass produced products is
not as good as the handmade versions.
Marketing and sales directors may resist the change if they believe that
quality will be undermined, and thereby revenue affected.
34
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Suggested resolution
Potential conflict may have been avoided if reward packages were
linked to a range of measures (such as those used by the Balanced
Scorecard Approach) ensuring directors considered quality, customer
satisfaction and employee welfare in any decisions.
Equally employees could have been consulted in advance about any
potential changes – perhaps at a works council meeting.
Management must consider whether the workforce is likely to take action
such as strikes over the investment. The likelihood increases if they are
unionised.
If they are unlikely to take any specific action then a campaign of
education and communication may be sufficient. Management
should explain to all the workers why the investment is being made and
how they will deal with any job losses. Advance notice will give each
more time for workers to adjust.
If the unions become involved, it may be necessary to reach a
compromise solution to avoid wholesale disruption to the firm. This may
involve phasing in the new equipment over a longer period or offering
more generous redundancy packages than had been planned.
2 – Conflict
Directors of large companies often earn better rewards packages than
those of small ones so they are likely to support the change.
Employees should have more job opportunities and are likely to support
the change.
Fast growth can be very expensive and put a strain on working capital –
shareholders may be unhappy if returns are not sufficiently high. In
addition, lenders may be concerned by the impact on key financial
ratios.
Suggested resolution
Debt holders may well avoid later conflict by including covenants over
gearing or other key ratios in the loan agreement.
Directors’ reward packages will encourage goal congruence with
shareholders if they are linked directly to shareholders’ wealth.
Potentially highrisk strategies should be carefully evaluated as part of
the risk management process required by good corporate governance.
This should mean that any later concerns raised by shareholders can be
answered.
KAPLAN PUBLISHING

35

The role and responsibility of the financial manager
The audit committee of nonexecutive directors may advise against the
decision if they feel it would put too great a strain on resources.
Shareholders, although unlikely to get involved, could take action if they
were sufficiently unhappy by threatening the directors with removal if they
continue with the plan. This would be seen as a competition approach
where a direct confrontation is taken.
3 – Conflict
A conflict may arise between the marketing director and the finance
director over the allocation of resources since the proposed campaign
exceeds the budget.
Suggested resolution
Decisions about spending over a certain limit may be referred to the full
board for approval, to avoid conflict between individual directors.
If the matter is to be decided between the two directors, it would be
better if they could collaborate to find a mutually satisfactory solution. It
will be important to maintain a good working relationship and to set up a
policy framework for such decisions in the future.

Student Accountant article
Read the article "Myopic management" in the Technical Articles section of
the ACCA website for more details on stakeholder considerations and
finding a balance between shortterm and longterm success of a business.

4 The strategic impact of the financial manager's decisions
Strategic issues are those which impact the whole business in the long term.
Key strategic issues which may arise from decisions made by the financial
manager are:
Does the new investment project help to enhance the firm's
competitive advantage?
For example, if the firm has traditionally competed on the basis of cost
leadership, the financial manager needs to ensure that new projects
maintain this position, and that any new finance is raised at the lowest
possible cost.

36

KAPLAN PUBLISHING

chapter 1
Fit with environment
A knowledge of the main Political, Economic, Social and Technological
factors which impact the business will help the financial manager to identify
likely opportunities.
Use of resources
The financial manager should identify new investment opportunities which
make the best use of the firm's key resources. Knowledge of the firm's
current strengths (core competencies) and weaknesses is critical in
assessing which new projects are most likely to be successful.
Stakeholder reactions
As discussed above, it is critical that the views of all stakeholders are
considered when financial management decisions are made. Theoretically,
the directors have a primary objective to maximise shareholder wealth.
However, decisions which appear to satisfy this requirement by ignoring
other stakeholders' views in the short term can damage the firm's prospects
for longer term shareholder wealth maximisation.
Impact on risk
Investors will have been attracted to the firm because they deem its risk
profile to be acceptable. Making decisions which change the overall risk of
the firm may alienate shareholders and damage the firm's long term
prospects.

5 The financial impact of the financial manager's decisions
It is common to assess the financial impact of a financial manager's
decision by focussing on the likely Net Present Value (NPV) of investment
projects undertaken. After all, the primary aim of a company is to maximise
the wealth of its shareholders, and NPV represents the increase in
shareholder wealth if a project is undertaken.
However, it is also important to consider the following issues:
Likely impact on share price
In a perfect capital market, the NPV of the project would immediately be
reflected in the company's share price. In the real world, unless the details of
the project are communicated effectively to the market, the share price will
not be impacted.
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Likely impact on financial statements
In theory, a positive NPV project should increase shareholder wealth.
However, if the project has low (or negative) cashflows in the early years, the
negative impact on the financial statements in the short term may give a
negative signal to the market, thus causing the share price to fall.
Impact on cost of capital
As discussed in detail elsewhere, raising new finance causes the firm's cost
of capital to change. However, undertaking projects of different business
risk from the firm's existing activities can also impact cost of capital.
Projects will be more valuable when discounted at a low cost of capital, so
the financial manager should avoid high risk projects unless it is felt that they
are likely to deliver a high level of return.
Test your understanding 3

The directors of Ribs Co, a listed company, are reviewing the company's
current strategic position. The firm makes high quality garden tools
which it sells in its domestic market but not abroad.
Over the last few years, the share price has risen significantly as the firm
has expanded organically within its domestic market. Unfortunately, in
the last 12 months, the influx of cheaper, foreign tools has adversely
impacted the firm's profitability. Consequently, the share price has
dropped sharply in recent weeks and the shareholders expressed their
displeasure at the recent AGM.
The directors are evaluating two alternative investment projects which
they hope will arrest the decline in profitability.
Project 1: This would involve closing the firm's domestic factory and
switching production to a foreign country where labour rates are a
quarter of those in the domestic market. Sales would continue to be
targeted exclusively at the domestic market.
Project 2: This would involve a new investment in machinery at the
domestic factory to allow production to be increased by 50%. The extra
tools would be exported and sold as high quality tools in foreign market
places.
Both projects have a positive Net Present Value (NPV) when discounted
at the firm's current cost of capital.
Required:
Discuss the strategic and financial issues that this case presents.
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6 The regulatory impact of the financial manager's decisions
The extent to which the financial manager's actions are scrutinised by
regulators is determined by:

•

the type of industry – some industries (in particular the privatised utility
industries in the UK) are subject to high levels of regulation.

•

whether the company is listed – listed companies are subject to high
levels of scrutiny. The Regulator for Public Companies has the primary
objective of ensuring clarity for all investors.

The UK City Code
The City Code applies to takeovers in the UK. It stresses the vital
importance of absolute secrecy before any takeover announcement is
made. Once an announcement is made, the Code stipulates that the
announcement should be as clear as possible, so that all shareholders (and
potential shareholders) have equal access to information.

7 The ethical impact of the financial manager's decisions
Ethics, and the company’s ethical framework, should provide a basis for all
policy and decision making. The financial manager must consider whether
an action is ethical at a:

•
•
•

society level
corporate level
individual level.
Explanation of levels of ethics

Society level
The extent to which the wishes of all stakeholders both internal and
external should be taken into account, even where there is no legal
obligation to do so.
Corporate level
The extent to which companies should exceed legal obligations to
stakeholders, and the approach they take to corporate governance and
stakeholder conflict.
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Individual level
The principles that the individuals running the company apply to their own
actions and behaviours.

As key members of the decisionmaking executive, financial managers are
responsible for ensuring that all the actions of the company for which they
work:

•
•
•

are ethical
are grounded in good governance
achieve the highest standards of probity.

In addition to general rules of ethics and governance, members of the
ACCA have additional guidance to support their decision making.
ACCA Code of Ethics

At an individual level, members of the ACCA are governed by a set of
fundamental ethical principles. These principles are binding on all
members and members review and agree to them each year when they
renew their ACCA membership and submit their CPD return.
The fundamental principles are:

•
•
•
•
•

integrity
objectivity
professional competence and due care
confidentiality
professional behaviour.

Integrity
Members should be straightforward and honest in all professional and
business relationships.
Objectivity
Members should not allow bias, conflicts of interest or undue influence of
others to override professional or business judgements.
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Professional competence and due care
Members have a continuing duty to maintain professional knowledge
and skill at a level required to ensure that a client or employer receives
competent professional service based on current developments in
practice, legislation and techniques. Members should act diligently and
in accordance with applicable technical and professional standards
when providing professional services.
Confidentiality
Members should respect the confidentiality of information acquired as a
result of professional and business relationships and should not disclose
any such information to third parties without proper and specific authority
or unless there is a legal or professional right or duty to disclose.
Confidential information acquired as a result of professional and
business relationships should not be used for the personal advantage of
members or third parties.
Professional behaviour
Members should comply with relevant laws and regulations and should
avoid any action that discredits the profession.

In working life, a financial manager may:

•
•

have to deal with a conflict between stakeholders
face a conflict between their position as agent and the needs of the
shareholders for whom they act.

An ethical framework should provide a strategy for dealing with the situation.
More on ethics

Ethical financial policy
All senior financial staff would be expected to sign up and adhere to an
ethical financial policy framework. A typical code would cover matters
such:

•
•

KAPLAN PUBLISHING

acting in accordance with the ACCA principles
disclosure of any possible conflicts of interest at the first possible
opportunity to the appropriate company member
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•

ensuring full, fair, accurate, complete, objective, timely and
understandable disclosure in all reports and documents that the
company files

•

ensuring all company financial practices concerning accounting,
internal accounting controls and auditing matters meet the highest
standards of professionalism, transparency and honesty

•
•

complying with all internal policy all external rules and regulations

•

promotion of ethical behaviour among subordinates and peers and
ensuring an atmosphere of continuing education and exchange of
best practices.

responsible use and control of assets and other resources
employed

Assessing the ethical impact of decisions
Once a framework has been developed it is essential that all decisions
are made in accordance with it.
This will involve:

•
•
•
•
•

all employees explicitly signing up to the framework
providing employees with guidelines to apply to ethical decisions
offering resources for consultation in ethical dilemma
ensuring unethical conduct can be reported without reprisal
taking disciplinary action where violations have occurred.

Guidelines for making ethical decisions often take the form of a series of
questions which employees are encouraged to ask themselves before
implementing a decision.
For example:

•
•
•
•
•
•
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Have colleagues been properly consulted?
Are actions legal and in compliance with professional standards?
Is individual or company integrity being compromised?
Are company values being upheld?
Is the choice of action the most ethical one?
If the decision were documented would a reviewer agree with the
decision taken?
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In addition to written ethical guidelines firms often provide employees
with a list of people who can be consulted in the case of an ethical
dilemma. For example:

•
•
•
•

Line manager.

•

Professional hotline – the ACCA for example, provides its members
with ethical advice and support, as do many other professional
organisations.

Appointed quality and risk leaders.
Firm legal team.
Ethics hotline within the firm (obviously only in larger companies is
this likely to be affordable).

Interconnectedness of the ethics of good business practice
The ethical financial manager understands the importance of the
interconnectedness of the ethics of good business practice.
It is vitally important that decision makers throughout an organisation
appreciate the impact of their decisions on the likely success of all the
other, interconnected parts of the organisation. Unethical business
practices undertaken in one part of the business can have disastrous
consequences elsewhere. For example, an unethical marketing
campaign could have a knockon impact on the sales of a business,
leading to a reduction in production and a subsequent cut in purchasing
and staffing.

Test your understanding 4

Suggest ways in which ethical issues would influence the firm’s
financial policies in relation to the following:

•
•
•
•
•
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shareholders
suppliers
customers
investment appraisal
charity.
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8 The environmental impact of the financial manager's decisions
In the last few years, the issue of sustainable development has taken on
greater urgency as concerns about the longterm impact of business on the
planet have grown.
The United Nations defines sustainable development as:
Development that meets the needs of the present without compromising
the ability of future generations to meet their own needs.
The underlying principle for firms is that environmental, social and economic
systems are interdependent and decisions must address all three concerns
coherently.
In developing corporate policies and objectives, specific attention should be
given to matters of sustainability and environmental risk.
Specific examples of environmental issues

Carbontrading and emissions
Firms with high energy use may need to set objectives for their
emissions of greenhouse gases in order to achieve targets set by
governments under the Kyoto Protocol.
This may include:

•
•

reducing emissions to reduce liability for energy taxes
entering a carbon emissions trading scheme.

The Kyoto Protocol
The Kyoto Protocol was negotiated by 160 nations in 1997. It is an
attempt to limit national emissions of greenhouse gases in order to slow
or halt an associated change of climate. The agreement sets emission
targets for the individual nations. Australia, for instance, agreed to limit
its annual emission by the year 2012 to no more than 108% of its
emission in 1990. For the world as a whole, the aim of the Protocol was
to reduce the global emission of carbon dioxide to 5% below the 1990
value by the year 2012.
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The Protocol was negotiated based on an economic mechanism of
‘carbon trading’ evolving; i.e. nations issuing permits for carbon
emission, set to match the targets set by the Kyoto Protocol or its follow
on agreements. The permits, tradeable, both nationally and
internationally, are intended to operate such that market forces ultimately
replace government direction in the process of encouraging more
efficient use of fossil fuel.
Individual companies will be able to decide whether to spend money on
new ‘carbon efficient’ technology or on the acquisition of carbon credits
from those industries or countries which have a surplus.
In the UK for example, there is a carbon emissions trading scheme,
which was set up in 2002. Details are provided here only to provide a
clear picture of how such a scheme works.
The UK scheme
Organisations can enter the scheme directly, by volunteering to reduce
emissions in return for a financial incentive provided by the government.
They will be set emissions targets based on a formula. If they
overachieve they can sell or bank the excess allowances. If they
underachieve they must buy the allowances they need.
Some firms already have targets as a result of Climate Change Levy
Agreements (CCLAs – see below) set up to help businesses with
intensive energy use mitigate the effects of the UK energy tax. These
firms can sell their surpluses or buy needed credits.
Other firms, even if they do not emit greenhouse gases, may set up an
account to trade in the allowances.
The climate change levy is a tax on the use of energy in industry,
commerce and the public sector, with offsetting cuts in employers’
National Insurance Contributions – NICs – and additional support for
energy efficiency schemes and renewable sources of energy. The levy
forms a key part of the Government’s overall Climate Change
Programme.
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The role of an environment agency
Government environment agencies (in the UK – Defra – the Department
for the environment, food and rural affairs) work to ensure that business
meets the environmental targets set internationally. They set local
business targets in key areas such as:

•
•
•
•

energy conservation
recycling
protection of the countryside
sustainable development.

which will need to be taken into account when setting objectives for the
business as a whole.

Triple Bottom Line (TBL) reporting

Environmental audits and the triple bottom line approach
First coined in the mid1990’s, the phrase triple bottom line, refers to the
need for companies to focus on the:

•
•
•

economic value and
environmental value and
social value.

both added and destroyed by the firm.
Providing stakeholders with corporate performance data in each of
these areas is known as triple bottom line reporting.
In order to provide credible data, companies will need to:

•
•

46

set up a suitable management system to capture the information
ensure the reports are subject to an appropriate audit scrutiny.
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Triple bottom line reporting
A triple bottom line approach requires a shift in culture and focus, and
the development of appropriate policies and objectives. It can also be
used as a framework for measuring and reporting corporate
performance.
Many leading companies are now publishing environmental and
sustainability reports – demonstrating to stakeholders that they are
addressing these issues.
In order to provide meaningful data, a business must be able to assess
the environmental and social impact of their operations. One way to do
this is to adopt the framework provided by ISO 14000. ISO 14000 is a
series of international standards on environmental management. It
provides a framework for the development of an environmental
management system and a supporting audit programme.
Environmental auditing is a systematic, documented, periodic and
objective process in assessing an organisation’s activities and services
in relation to:

•

Assessing compliance with relevant statutory and internal
requirements.

•
•
•
•

Facilitating management control of environmental practices.

•
•

Exploring improvement opportunities.
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Promoting good environmental management.
Maintaining credibility with the public.
Raising staff awareness and enforcing commitment to departmental
environmental policy.
Establishing the performance baseline for developing an
Environmental Management System (EMS).
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9 Chapter summary
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Test your understanding answers
Test your understanding 1

Shareholders – The support of shareholders is necessary for the
smooth running of the business. Actions from awkward questions at
AGMs through to (in the worst case) a vote to remove the directors, are
available to aggrieved shareholders. The goals set by a company should
reflect their concerns as key stakeholders, and communication of them
should reassure shareholders that the firm is acting as they would wish.
Government – Government targets and policies often include specific
expectations of the business community. Keeping government
departments informed of activities and consulting in key areas can help
prevent later government intervention, or punitive action from regulators.
Customers – A business will struggle to continue without the support of
its customers. Today, consumers are increasingly concerned about how
the goods and services they buy are provided. Companies are therefore
keen to demonstrate their commitment to ethical, environmental policies.
They can do so by communicating clearly the specific goals and policies
they have developed to ensure they meet customer expectations.
Suppliers – If shareholder and customer concern over the provenance
of the supply chain is to be addressed, it is essential that suppliers are
clear about the expectations of the company. This may include
requirements for their own suppliers, the treatment of their own staff, the
way in which their products are produced etc. The company must ensure
such policies are clear and enforced.
Community at large – The larger community may not have any direct
involvement with the company but can be quick to take action such as
arranging boycotts or lobbying if it disapproves of the way the company
conducts business. Reassurance about corporate goals can reduce the
likelihood of disruptive action.
Managers/directors/employees – Senior staff will need to be kept fully
uptodate about all goals and policies set by the firm, so they can apply
them when taking decisions. Explaining to employees why decisions are
being taken can help to ensure cooperation in their implementation.
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Test your understanding 2

Treasury is the function concerned with the provision and use of finance
and thus handles the acquisition and custody of funds whereas the
Financial Control Department has responsibility for accounting, reporting
and control. The roles of the two departments in the proposed
investment are as follows:
Evaluation

•

Treasury will quantify the cost of capital to be used in assessing the
investment.

•

The financial control department will estimate the project cash flows.

Implementation

•

Treasury will establish corporate financial objectives, such as
wanting to restrict gearing to 40%, and will identify sources and
types of finance.

•

Treasury will also deal with currency management – dealing in
foreign currencies and hedging currency risks – and taxation.

•

The financial control department will be involved with the preparation
of budgets and budgetary control, the preparation of periodic
financial statements and the management and administration of
activities such as payroll and internal audit.

Interaction

50

•

The Treasury Department has main responsibility for setting
corporate objectives and policy and Financial Control has the
responsibility for implementing policy and ensuring the achievement
of corporate objectives. This distinction is probably far too simplistic
and, in reality, both departments will make contributions to both
determination and achievement of objectives.

•

There is a circular relationship in that Treasurers quantify the cost of
capital, which the Financial Controllers use as the criterion for the
deployment of funds; Financial Controllers quantify projected cash
flows which in turn trigger Treasurers’ decisions to employ capital.
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Test your understanding 3

Strategic issues
Competitive advantage – currently the firm is a differentiator (it
competes on quality rather than cost). The new entrants into the market
seem to be cost leaders. Undertaking Project 1 might reduce the quality
of the Ribs Co tools and undermine the firm's long standing competitive
advantage.
Fit with environment – clearly the environment has changed in the last
12 months. The new imports indicate that perhaps the economic
environment has changed (movement in exchange rates? removal of
import tariffs?), and also that customers are seemingly looking for
cheaper tools (social factor). Ribs Co is right to try to find new projects
which enable it to compete in this new environment.
Stakeholder reactions – the shareholders are not happy, so they will
welcome the new projects (providing the directors communicate the
positive NPV information effectively). However, other stakeholders are
likely to be less impressed. For example, under Project 1 there are likely
to be job cuts in the domestic market, so the employees, local
community and domestic government are likely to be unhappy about this
option. The directors must consider the long term consequences of
upsetting these key stakeholders in the short term.
Risk – Project 2 appears to be the more risky option – it involves
exporting goods into a foreign market where Ribs Co currently has no
operations. There is no guarantee that the Ribs tools will be a success in
the new market. However, there is huge potential under this option.
Clearly the domestic market is becoming saturated, so perhaps now is
the time for Ribs to seek out new opportunities abroad.
Financial issues
Positive NPVs – both prospective projects have positive NPVs, so
theoretically shareholder wealth should increase whichever is
undertaken. However, the cash flow estimates need to be analysed and
sensitivity analysis should be performed to see what changes in
estimates can be tolerated.
Impact on cost of capital – Ribs Co's current cost of capital has been
used for discounting the projects. However the change in risk (caused by
the exposure to foreign factors in both projects) is likely to change the
cost of capital.
Financing – both projects are likely to require significant short term
capital expenditure. The directors will have to consider the size of
investment required, and the firm's target gearing ratio, as they assess
whether debt or equity funding should be sought.
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Financing – both projects are likely to require significant short term
capital expenditure. The directors will have to consider the size of
investment required, and the firm's target gearing ratio, as they assess
whether debt or equity funding should be sought.

Test your understanding 4

Shareholders:

•

Providing timely and accurate information to shareholders on the
company’s historical achievements and future prospects.

Suppliers:

•
•
•

paying fair prices

•

not using or accepting bribery or excess hospitality as a means of
securing contracts with suppliers.

attempting to settle invoices promptly
cooperating with suppliers to maintain and improve the quality of
inputs

Customers:

•
•
•
•

charging fair prices
offering fair payment terms
honouring quantity and settlement discounts
ensuring sufficient quality control process are built in that goods are
fit for purpose.

Investment appraisal:

•
•

payment of fair wages

•

only trading (both purchases and sales) with countries and
companies that themselves have appropriate ethical frameworks.

upholding obligations to protect, preserve and improve the
environment

Charity:

•
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Developing a policy on donations to educational and charitable
institutions.
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