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Subject CB1 
CMP Upgrade 2020/21 

CMP Upgrade 

This CMP Upgrade lists the changes to the Syllabus objectives, Core Reading and the ActEd 
material since last year that might realistically affect your chance of success in the exam.  It is 
produced so that you can manually amend your 2020 CMP to make it suitable for study for the 
2021 exams.  It includes replacement pages and additional pages where appropriate.  
Alternatively, you can buy a full set of up-to-date Course Notes / CMP at a significantly reduced 
price if you have previously bought the full-price Course Notes / CMP in this subject.  Please see 
our 2021 Student Brochure for more details. 

This CMP Upgrade contains: 

 all significant changes to the Syllabus objectives and Core Reading 

 additional changes to the ActEd Course Notes and Assignments that will make them 
suitable for study for the 2021 exams. 
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0 Changes to the Syllabus 

This section contains all the non-trivial changes to the syllabus objectives.   

An additional point has been added to Objective 1 as follows: 

1.4  Discuss the ethical responsibilities of the owners and managers of businesses. 

The ‘hire purchase’ bullet point has been removed from Objective 2.1.6 which now reads: 

2.1.6 Outline the following different types of medium-term company finance: 

 credit sale 

 leasing 

 bank loans. 

Objective 2.3.1 has been extended and now reads: 

2.3.1 Outline for a private company: 

 the reasons they may have for seeking a quotation on the Stock Exchange 

 how shares are issued and traded 

 the advantages and disadvantages for their remaining as a private company 
compared with becoming a publicly quoted company. 

The ‘warrants’ bullet point has been removed from Objective 2.3.2 and a new bullet point 
‘contingent convertibles’ has been added. The objective now reads: 

2.3.2 Describe the characteristics of the following: 
 debenture stocks  
 unsecured loan stocks 
 Eurobonds 
 preference shares  
 ordinary shares 
 convertible unsecured loan stock 
 convertible preference shares 
 contingent convertibles 
 floating-rate notes 
 subordinated debt 
 options issued by companies. 

Scrip issues have been removed from Objective 2.3.5 which now reads simply: 

2.3.5 Describe a rights issue to existing shareholders. 
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In Syllabus objective 5.1 the verb ‘Describe’ has been changed to ‘Discuss’ to read: 

5.1  Discuss the working capital position of a company. 

In Syllabus objective 5.1.2 the verb ‘Evaluate’ has been changed to ‘Describe’ to read: 

5.1.2 Describe policies for working capital management, including its individual elements. 

Syllabus objective 5.1.6 has been deleted. 
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1 Changes to the Core Reading and ActEd text 

This section contains all the non-trivial changes to the Core Reading and ActEd text.  

Chapter 1 

Section 3 

On page 15, the heading ‘Social responsibility’ and the Core Reading and the ActEd text beneath it 
have been deleted (including the text in the lightbulb box). 

Section 5 

A new Section 5, ‘Ethical considerations in finance and corporate governance’ has been added.  
Additional pages 19-19c are attached.  The existing page 19 should be ignored, but retained so 
that the chapter continues from the existing page 20 with the section Regulating financial 
reporting.  This section (current Section 5) become Section 6 and current Section 6 becomes 
Section 7. 

Summary 

A replacement Chapter 1 Summary page is attached (it is numbered pages 27/28 but it replaces 
pages 25/26 in the 2020 version). 

Chapter 3 

Page 6 

The UK personal allowance remains at £12,500 for the 2020-21 tax year.  The tax rates in Section 
1.3 remain unchanged for the 2020-2021 tax year in England (different rates apply in other parts 
of the UK). 

Section 2.2 

The UK capital gains allowance has been updated for 2020-2021 and the subsequent question 
changed accordingly.  A replacement page 9-10 is attached. 

Section 3.3 

The final paragraph of Core Reading (which begins ‘An example of this relates to pension 
provision….’) has been deleted.   

Summary 

The phrase ‘… or it might encourage pension schemes by granting tax relief on pension 
contributions’ at the end of the ‘Company taxation’ section on page 16 has been deleted. 
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Chapter 4 

Section 1.2 

A new paragraph has been added at the start of this section: 

Please note that the description below reflects debenture stocks in the UK market.  The 
description in other markets may differ, for example, in the US, where a debenture is an 
unsecured corporate bond, sometimes issued as convertible stock (see Section 3.1 below). 

Towards the bottom of page 6, the phrase ‘(typical issues in the UK may range from £30m to 

£100m)’ has been deleted. 

Section 2.1 

The description of the tax treatment of equity dividends has been re-written for 2021.  A 
replacement page 13/14 is attached. 

Section 2.2 

The amount of material on preference shares has reduced for 2021.  Delete current pages 
18/19/20 and use the attached replacement pages A1/A2 instead.   

Section 3.2 

Warrants have been removed from the syllabus for 2021.  Section 3.2 is now about contingent 
convertibles and Section 3.3 has been amended not to refer to warrants.  A replacement page 
23/24 is attached.  The material on page 25 of the 2020 course can be deleted. 

Summary 

A replacement Chapter 4 Summary page is attached. 

Chapter 4 Practice Questions 

Questions 4.2 and 4.9 (and their solutions) should be deleted. 

Chapter 5 

Section 1 

A new subsection on the advantages and disadvantages of private companies has been added.  A 
new page 4a/b (with Section 1.2a) is attached.   

Section 2 

All mentions of scrip issues have been removed from the introduction of this section.  Section 2.3 
(ie from mid-way down page 21 to page 25) has been deleted.   

Section 3 

Section 3 is new for 2021.  A new page is attached. 
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Summary 

A replacement Chapter 5 Summary page is attached. 

Chapter 6 

Section 1 

Hire purchase has been removed from the syllabus for 2021 and so all mentions of hire purchase 
have been deleted. Most noticeably, it has been deleted from the bullet list on page 3 and Section 
1.2 has been removed (with consequent re-numbering of subsequent sections).   

In the ‘Credit sale’ section, the question comparing credit sales with hire purchase agreements 
has been removed.   

In Section 1.5 (2020 section numbering), SONIA (the Sterling Overnight Index Average) has 
replaced LIBOR as an example of a benchmark variable interest rate. 

Summary 

The first paragraph (about hire purchase agreements) has been deleted. 

Chapter 6 Practice Questions 

In Question 6.1, option A has been changed to ‘credit sales’. 

Chapter 7 

Section 2 

This section has been re-written.  The current pages 6/7/8 should be replaced by the replacement 
page 6a/7a attached.  These changes do not impact the summary page. 

Chapter 9 

Section 1.1 

An extra sentence has been added at the end of the ‘equity investors’ section on page 4: 

In particular, accounts are designed so that directors and shareholders can hold managers 
to account. 
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Section 4.3 

The final paragraph on page 17 has been replaced with: 

As a result, in the UK: 

 there are now significant restrictions on the non-audit services that an auditing firm can 
provide to a company 

 for large companies it is mandatory to change the auditor after a maximum of 20 years. 

Chapter 14 

Section 4 

Section 4 has been extended to include the return on equity ratio.  An additional page 29a is 
attached. 

Summary 

The definition of return on equity has been added to the Profitability ratios section. 

Chapter 16 

Section 1 

On page 3, 4 paragraphs (3 of Core Reading and 1 of ActEd text) have been deleted.  These are 
from ‘Companies meet their current liabilities as they fall due …’ to ‘… too much working 

capital than too little’. 

On page 4, all of the Core Reading underneath the table has been deleted (although it has been 
retained as ActEd text as an example). 

Section 2 

There have been significant deletions of material in this section.   

On page 6, the first three paragraphs are unchanged, but then from ‘Working capital thus 

creates a dilemma …’ to ‘… determines the collection and payment processes.’ Is deleted.  
The material then continues with the lightbulb box. 

On page 7, the following paragraph has been deleted: 

Firms need accurate forecasts to keep inventory at a minimum and to minimise inventory 
holding costs.  If forecasts are not reliable, firms need to keep inventory in reserve to bridge 
the gap between actual inventory needed and that forecast.   

Also on page 7, all the Core Reading from ‘However, most businesses that sell goods …’down 
to the bottom of the page has been deleted.   
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On page 8, the opening paragraph has been changed to: 

Some industries manage inventory in a sophisticated and highly efficient manner.  Methods 
such as just-in-time (JIT) where parts are delivered and go straight into the production 
process enable firms to minimise the level of inventory needed to support sales.   

Everything else on page 8 should be deleted, except for the final paragraph (‘For example, the 

just-in-time…’) which is now ActEd text and not Core Reading.   

On page 9, the opening two paragraphs should be deleted so that the first text retained on the 
page is ‘At the other extreme, …’.   

The final sentence in Section 2.2 (‘For example, it will not cost a great deal …’) should be 
deleted.  

On page 10, everything underneath the Question and Solution should be deleted.   

On page 11, the material at the top of the page that forms the end of Section 2.3 should be 
deleted so that the page starts with Section 2.4. 

Section 2.4 has then been shortened (in particular to remove the remove the formula and 
numerical examples) and now consists of simply the following 3 paragraphs: 

Managing trade payables is the opposite of managing trade receivables.  Taking longer to 
pay will delay the outflow of cash, reduce the need to pay interest on overdrafts or short-
term borrowing and shorten the working capital cycle.   

Taking an excessive time to pay may affect the company’s credit worthiness and so 
threaten the credit facilities offered by suppliers.   

In assessing these factors, there are some elements which will be extremely difficult to quantify, 
in particular the importance of the relationship to each party.  For example, how important the 
supplier is to the company, perhaps in the light of the company’s inventory management – they 
may supply a key component in a just-in-time approach. 

All of pages 12 and 13 are therefore deleted.   

Section 3 

In the ‘Line of credit’ section, ‘LIBOR’ has been changed to ‘a bank base rate’.  

Section 3.2 has been deleted.  

Section 4 

On page 19, the table of figures has been deleted and so has the sentence underneath that read: 

The same effect could have been had from delaying the tax payment, although the tax 
authorities might then charge penalties. 

On page 20, the opening sentence and the table of figures have been deleted.  The first retained 
words on this page have been corrected to read ‘There may be further alternatives.’   

In the paragraph that starts ‘If the deficit is too large …’, the final sentence has been deleted.   
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The final two paragraphs of Section 4 have also been deleted. 

Section 5 

The whole of Section 5 has been deleted. 

Summary 

A replacement summary page reflecting the reduced content of this chapter is attached.   

Chapter 16 Practice Questions 

Questions 16.2 and 16.4 (and their solutions) should be deleted. 

Chapter 17 

Section 2.3 

Some additional text has been added at the top of page 12.  A replacement page 11/12 is 
included. 

Chapter 20 

Section 1.4 

There is a little new material under ‘Retained earnings’ on page 6.  A replacement page 5/6 is 
attached. 

Section 1.6 

The section on Taxation has been rewritten.  A replacement page 13/14 is attached. 

Section 1.7 

The Core Reading on page 19 has been deleted.  

Section 2.1 

A new bullet point ‘opportunity cost’ has been added to start the page 20 list of factors 
influencing the dividend decision.  

There is an associated short section of new material immediately underneath this bullet point list: 

Opportunity cost 

Companies should not retain profits if the rate of return they can achieve on re-investment 
is less than their investors’ required rate of return which will be determined in large part by 
the returns and risks relating to alternative investment opportunities. 

An alternative opportunity would be preferred if it offered a higher expected rate of return for 
the same level of risk or the same expected rate of return for a lower level of risk. 
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Section 2.2 

The sentence at the bottom of page 22 (referring to scrip issues being discussed earlier in the 
course) has been deleted.  The ActEd text at the top of page 23 has therefore also been deleted.   

Summary 

There is a new bullet point to add to the list on page 30: 

 opportunity cost – companies should not retain profits if investors would prefer to invest 
dividends in alternative investment opportunities 
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2 Changes to the X Assignments 

Assignment X1 

Question 1.3 

There is a new multiple choice question X1.3 for 2021.  A replacement question page and 
replacement solution page are attached. 

Solution 1.15 

The example in the fourth point in the solutions has been amended to: 

For example, if a UK company has to pay 19% corporation tax and has paid only 16% tax on its profit 
made in Romania then it will have to pay an additional 3% in the UK.   [1] 

Solution 1.19(ii) 

A new point has been added to the solution to reflect new Core Reading on private companies: 

A more diverse group of owners means that principal-agent problems are likely to increase 
making it less likely that the company will be managed to meet the objectives of 
shareholders.   [1] 

The final point in the solution has been extended slightly for the same reason: 

These disadvantages are particularly relevant if the company is current owned by a small number 
of people, eg if it is a family-owned business concerned about continuing a family tradition. [1] 

Assignment X2 

Solution 2.20(i) 

The ‘net dividend yield’ is now referred to simply as ‘dividend yield’.  There are no changes to the 
numbers for this ratio. 

An additional ratio (return on equity) has been added to the table on page 12: 

Return on equity (see Note 4) 

profit after tax and interest
=

share capital and reserves 
 

360,000
2,500,000

 

= 14.4% 

240,000
3,000,000

 

= 8.0% 

 
As a result, there are additional marks available for comments on this ratio: 

Company A has a higher return to shareholders than Company B.  Company A is more effectively 
generating profits for its shareholders. [1] 

Company A has a higher ROE than it does rerun on all capital employed.  For Company B, the ROE is 
lower than the return on all capital employed.  This may indicate that Company A is making good 
use of (cheaper) debt finance to enhance returns to shareholders.   [1] 
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An alternative interpretation is that Company A has a large amount of debt in its capital structure 
which may be a concern to the shareholders. [1] 

The mark allocation on this part is unchanged as a maximum of 6 marks for the ratio calculations 
and a maximum of 6 marks for comments. 

Assignment X3 

Question 3.8 

There is a new multiple choice question X3.8 for 2021.  A replacement question page and 
replacement solution page are attached.  This solution page also contains the answer to the new 
Question 3.11. 

Question 3.11 

This is an entirely new question for 2021.  A replacement question page is attached (solution 
already included in previous replacement page).   



CB1: CMP Upgrade 2020/21 Page 13 

The Actuarial Education Company © IFE: 2021 Examinations 

3 Other tuition services 

In addition to the CMP you might find the following services helpful with your study. 

3.1 Study material 

We also offer the following study material in Subject CB1: 

 Flashcards 

 Revision Notes  

 ASET (ActEd Solutions with Exam Technique) and Mini-ASET 

 Mock Exam and AMP (Additional Mock Pack). 

For further details on ActEd’s study materials, please refer to the 2021 Student Brochure, which is 
available from the ActEd website at www.ActEd.co.uk. 

3.2 Tutorials 

We offer the following (face-to-face and/or online) tutorials in Subject CB1: 

 a set of Regular Tutorials (lasting three full days)  

 a Block (or Split Block) Tutorial (lasting three full days) 

 an Online Classroom. 

For further details on ActEd’s tutorials, please refer to our latest Tuition Bulletin, which is available 
from the ActEd website at www.ActEd.co.uk. 

3.3 Marking 

You can have your attempts at any of our assignments or mock exams marked by ActEd.  When 
marking your scripts, we aim to provide specific advice to improve your chances of success in the 
exam and to return your scripts as quickly as possible. 

For further details on ActEd’s marking services, please refer to the 2021 Student Brochure, which 
is available from the ActEd website at www.ActEd.co.uk. 

3.4 Feedback on the study material 

ActEd is always pleased to get feedback from students about any aspect of our study 
programmes.  Please let us know if you have any specific comments (eg about certain sections of 
the notes or particular questions) or general suggestions about how we can improve the study 
material.  We will incorporate as many of your suggestions as we can when we update the course 
material each year. 

If you have any comments on this course please send them by email to CB1@bpp.com.  
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All study material produced by ActEd is copyright and is sold 
for the exclusive use of the purchaser.  The copyright is 

owned by Institute and Faculty Education Limited, a 
subsidiary of the Institute and Faculty of Actuaries. 

 

Unless prior authority is granted by ActEd, you may not hire 
out, lend, give out, sell, store or transmit electronically or 

photocopy any part of the study material. 

 

You must take care of your study material to ensure that it 
is not used or copied by anybody else. 

 

Legal action will be taken if these terms are infringed.  In 
addition, we may seek to take disciplinary action through 

the profession or through your employer. 

 

These conditions remain in force after you have finished 
using the course. 
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Question 

Explain why projects that display a positive net present value when calculated at the company’s 
(opportunity) cost of capital should add to the current value of shareholders’ wealth. 

Solution 

We can think of any company as consisting of a portfolio of projects, each of which generates an 
associated stream of (positive and negative) cashflows.  If a project yields a rate of return in 
excess of the cost of capital required to fund it, then the net present value of the associated 
cashflows must be positive.  Undertaking the project will therefore increase the total net present 
value of the company.  This increase in the value of the company should in turn be reflected in the 
market price of the company’s shares and hence the wealth of the shareholders.   

 
Once again, the market enables us to identify the appropriate cost of capital to use in 
decision making – it is the rate of return offered by equivalent investment alternatives in the 
capital market – ie the rate foregone by investing in the project rather than investing in 
securities.   

This is because the shareholders could easily take their money and invest it elsewhere, eg in the 
securities issued by other companies. 

Thus, we need to assess opportunities from the point of view of the shareholders (and, 
hence, the alternative uses that they could put their capital to) rather than simply asking 
whether the return on a project is greater than the cost of borrowing the funds needed to 
finance it.  The latter approach may enable us to increase the value of the company (in 
accounting terms) but will not maximise its value in the eyes of the shareholders. 

Note also the stipulation that we need to consider the rate of return offered by equivalent 
investment alternatives.  Specifically, we need to consider the risks associated with the 
project, as well as the returns, to ensure that we are comparing like with like.   

This suggests that in practice we should consider the risk and return characteristics of alternative 
investment opportunities in closely related industrial sectors. 

Measures such as Economic Value Added (EVA) have been developed to evaluate the ability 
of managers to add value to the firm.  These measures focus on economic profit which is 
similar to NPV used in evaluating investment opportunities. 

Broadly, EVA evaluates management performance by comparing net operating profit 
adjusted for taxes during the year to the firm’s total cost of capital including the cost of 
equity.  If the firm’s net profit exceeds the firm’s cost of capital, it has a positive EVA for the 
year and means the management of the firm has added value for its shareholders.  If it is 
negative, the firm has not earned enough to cover its total cost of capital and the firm’s value 
has declined. 
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5 Ethical considerations in finance and corporate governance 

5.1 Responsibilities of principals and agents 

How those advising, managing and providing finance for companies should take into 
account ethical considerations is a complex subject.  To begin with, there is not necessarily 
widespread agreement around all ethical issues.  

It is important to note that the considerations are different when acting as a principal (for 
example as a shareholder) as compared with when acting as an agent (for example a 
manager or an individual making a judgement about whether the bank they work for should 
grant a loan to a company).  

The key idea here is that agents act on behalf of their principals and so agents should act in line 
with their principals’ priorities and ethics. 

Whilst it would be appropriate for the pension fund of a religious group that regarded 
gambling as immoral to have a policy not to invest in companies that profit from gambling, 
it would not be appropriate for a manager of a bank to refuse all loans to gambling 
companies if he or she had the same ethical objections.  This is because the bank manager 
has a contractual and stewardship obligation to work according to the policies set by the 
bank itself.  

Question 

Imagine a manager at a bank does have such ethical objections to gambling.  Describe actions it 
might be appropriate for the manager to take given their views. 

Solution 

It would be appropriate for the manager to take actions where they are the principal, ie acting on 
their own behalf outside their bank manager role, and so can act in line with their own views.  For 
example the manager could: 

 use their own time / money to support charities helping and protecting problem gamblers  
 use their own time to lobby to change laws and rules around gambling 
 make their own investment decisions in line with their views, eg not invest any of their 

pension savings in companies that profit from gambling 

 look to move to another job role where they avoid such a conflict. 

 
There will be occasions when an individual who holds strong moral views about a particular 
issue or who is unhappy with behaviours of a company for which he or she is working or 
advising should resign their position and/or report those behaviours to senior management 
or make them public.  Codes of conduct of professional bodies often give advice on such 
‘whistleblowing’.  

The IFoA is one example here, with the Actuaries’ Code including a Speaking Up principle 
(‘Members should speak up if they believe, or have reasonable cause to believe, that a course of 
action is unethical or is unlawful’) and the IFoA providing additional guidance on speaking up and 
whistleblowing. 
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There are different views about the extent to which ethical considerations should influence 
company behaviour.  Influential free-market economist Milton Friedman (1912-2006) was a 
leading proponent of the maximisation of shareholder value theory of markets as described in 
Sections 3 and 4.   

Milton Friedman is famously alleged to have argued in an article in the New York Times 
magazine in 1970 that ‘The social responsibility of business is to increase its profits’ (that 
was the title given to the article).   

So Friedman was an advocate of the shareholder theory that managers have a duty to maximise 
shareholder returns, ie that shareholders are the primary stakeholders in a company.  An 
alternative view of the purpose of a company, sometimes described as the stakeholder theory, is 
that managers have a duty to balance the shareholders’ interests against the interests of others 
stakeholders.   

However, even Friedman’s position is not as clear-cut as it may at first appear. 

Four qualifiers are important: 

1. Friedman was explicitly referring to managers working on behalf of companies and 
arguing that it was their moral and contractual obligation to meet the objectives of 
shareholders (which, he argued, was likely to be to maximise owner value).  

So, for example, Friedman would have no problem with someone who owned their own 
business reducing the profits of the business in order to exercise social responsibility, 
eg buying from more expensive but more ethical suppliers.  Crucially in Friedman’s 
view the business owner here is spending their own money, not someone else's. 

2. Secondly, he pointed out that managers might well have moral views which might 
lead them not to want to work in the role they occupied – but that did not change 
their responsibilities to shareholders if they did choose to work for the company.  

3. Thirdly, he noted that, in fact, companies might well have a range of social 
objectives beyond making profits, but these should be determined by their owners 
(not their managers).  

Provided managers were targeting the shareholders’ objectives, Friedman was satisfied.  
There was no need for the shareholders’ objectives to be purely financial. 

4. Finally, Friedman argued that companies should comply with the rules of society 
including those embodied in ethical customs.  

The rules of society (eg regulation and legislation) and ethical customs (eg acceptable 
market practice) provide the means by which stakeholders such as governments and the 
wider population influence the behaviour of firms.  These rules and customs change over 
time, eg rules around pollution and carbon emissions and customer concerns about 
ethical supply chains.  Friedman argued that compliance with these rules of society was 
the route by which wider stakeholder concerns about ethics should be incorporated in a 
company’s decisions (rather than such decisions being made by individual managers). 
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Friedman’s views on the primacy of shareholder interests are themselves contested (see, 
for example, Chapter 15) and the purpose of this section is not to advocate them at the 
exclusion of other approaches.  However, it is notable that, even such a champion of the 
importance of shareholder value, believed that there was an important place for ethics in 
business life.  

Given that many firms for which actuaries work or consult are owners of shares, such firms 
are entitled, even if the Friedman approach of shareholder primacy is accepted, to exercise 
ethical discretion and, as shareholders, try to persuade companies to adopt (or not to 
adopt) particular policies.  They are also entitled to sell their shares if they cannot accept 
the ethical stance a company takes.  

5.2 Environmental and social governance goals 

In this context, it is worth noting that companies are coming under increasing pressure to 
meet and fulfil environmental and social governance goals (ESG).  This is often driven by 
shareholders and shareholding institutions and, when that is so, does not conflict even with 
the approach outlined by Friedman in his article.  These criteria comprise a set of standards 
that relate to how a company: 

 performs as a steward of the environment 

 manages relationships with employees, supply chain, customers, and the 
communities in which it operates 

 deals with issues such as executive pay and shareholder rights.  

Investors might try to influence a company as shareholders or they may choose to withdraw 
support for a company by selling shares if they do not support a company’s approach.  

It should be noted that there is often a dilemma for investors that take a particular ethical 
stance in terms of whether they disinvest from a company that does not share their stance.  
If they remain invested, it might affect the reputation of the investor.  On the other hand, if 
they disinvest, they lose any ability to influence policy on a day-to-day basis.  

A good example is provided by oil and gas company investments.  An investor concerned about 
the climate impact of such companies may choose to sell their shares or may choose to retain 
them and engage with the company to influence its decisions and perhaps accelerate moving to 
greener, lower-carbon operations.   

An example of the increased pressure on companies in relation to ESG goals is the increasing 
pressure for them to report on their performance in this area alongside or in addition to their 
annual financial reporting.  This alternative reporting is discussed further in Chapter 15. 

5.3 Personal and professional responsibility 

Actuaries are encouraged to behave ethically at all times and the profession has its own 
codes of conduct which lay out the standards of behaviour that are expected.   

Ethical behaviour is far more than the big picture of how principals and agents address 
social concerns and ethical dilemmas facing the firm as a whole.  Behaving ethically 
involves observing appropriate standards of behaviour in all the relationships involved in 
working and professional life.  
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Chapter 1 Summary 

Finance and real resources 

Finance involves two basic decisions: 

1. What real assets should the firm invest in?  (The capital budgeting decision) 

2. How should the cash for the investment be raised?  (The financing decision) 

Capital budgeting is important because the costs of mistakes are high.  It is very difficult 
because there are often many options to assess and future cashflows are uncertain. 

The main parties involved in financing decisions are the treasurer, the controller, the Chief 
Financial Officer and the board of directors.   

Stakeholders and conflicts of interest 

There are many groups of stakeholders in an organisation, each with its own objectives.   
These objectives may conflict, eg shareholders and managers, shareholders and lenders. 

Capital markets and the maximisation of shareholder wealth 

A company’s managers are accountable to the shareholders and are duty-bound to act in the 
shareholders’ interests 

Capital markets are the markets in long-term capital, such as the share (or stock) market and 
the bond market.  The capital market provides information (eg share and bond prices) to 
assess the performance of the financial managers and also to assist the financial managers 
when making financial decisions. 

In practice, this separation of ownership and management can lead to principal-agent 
problems and agency costs if the interests of the owners and managers diverge. 

Agency theory considers issues such as the nature of the agency costs, conflicts of interest 
(and how to avoid them) and how agents may be motivated and incentivised. 

Conflicts of interest may be reinforced by information asymmetries. 

The value of a company 

The value of a company can be determined by discounting cashflows at an appropriate 
discount rate, ie an investor’s required rate of return.  As the needs and objectives of 
individual shareholders vary, their valuations of a company will vary.   
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Ethical considerations 

Ethical considerations are different when acting as a principal compared to when acting as 
an agent. 

When managers are acting as agents of shareholders, they should act in accordance with the 
shareholders’ ethical objectives and comply with regulations and ethical customs.   

Some would take the view that managers should not only consider shareholders, but should 
balance shareholders’ interests against the interests of other stakeholders. 

Regulating financial reporting 

Regulatory bodies such as the International Accounting Standards Board (IASB) and Financial 
Reporting Council (FRC) set standards for financial reporting so that companies’ financial 
reports are reliable and useful. 

Corporate governance 

Corporate governance is the system by which companies are directed and controlled. 

The main principles of the UK Corporate Governance Code are set out under five headings: 

 board leadership and company purpose 

 division of responsibilities 

 composition, succession and evaluation 

 audit, risk and internal control 

 remuneration. 
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Capital losses cannot, however, be offset against any other form of taxation.   

Any ‘unused’ capital loss may be carried forward to be offset against capital gains in any future 
year(s).   

Allowances 

In most countries, individuals are given an allowance each year and only pay capital gains 
tax on chargeable gains in excess of this amount.   

2.2 The rates of tax 

For individuals, the amount chargeable to capital gains tax could be added on to the income 
liable to income tax and charged to CGT at the individual’s marginal tax rate. 

In the UK, a rate of 10% or 20% (from April 2016) has applied to capital gains above the 
allowance, depending on the level of taxable income.  Higher rates can apply to some gains, 
such as in the UK, for property which is not the individual’s main home. 

In the UK, the capital gains allowance for individuals is £12,300 for the tax year 2020-21.  Any gain 
in excess of this allowance is effectively treated as additional income.  Gains that fall in the basic-
rate tax band are taxed at 10% and any gains in excess of this are taxed at 20% (except for second 
homes where the rates are 18% and 28%).   

Question 

Assume that the capital gains allowance is £12,300 and the capital gains tax rate is 10% on any 
gains that fall within the basic rate tax band and 20% on any further gains. 

(i) After income tax, Mr X has £1,000 of the basic-rate tax band left unused.  His only 
chargeable gain in the tax year is £5,000.  State how much capital gains tax he would pay. 

(ii) Mrs Y has £1,000 of the basic-rate tax band left unused.  Her only chargeable gain in the 
tax year is £15,000.  Calculate how much capital gains tax she would pay. 
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Solution 

(i) Nothing, because he would only pay CGT on chargeable gains in excess of £12,300. 

(ii) Mrs Y’s chargeable gain is in excess of the annual allowance of £12,300.  She will therefore 
pay capital gains tax on £15,000 – £12,300 = £2,700. 

She has £1,000 of the basic rate allowance left so: 

Tax rates Amount of gain  Tax due 

Taxed @ 10% £1,000  £100 

Taxed @ 20% £1,700  £340 

Total   £440 
 

She will pay capital gains tax of £440. 

Question 

State with reasons which of the following items would be subject to capital gains tax for Mr X, a 
UK resident and taxpayer. 

1. The sale of Mr X’s house. 

2. The sale of a house that Mr X bought for his aunt to live in. 

3. The sale of Mr X’s car, a historic (pre-1976) Rolls Royce. 

4. The sale of Mr X’s collection of antique silver snuff boxes (collectively valued at £18,000). 

Solution 

1.   No CGT, assuming it is Mr X’s principal UK residence. 

2. Liable to CGT, because the house was not Mr X’s main residence. 

3.   No CGT, because CGT does not apply to private motor cars. 

4. Liable to CGT, as no exemption for snuff boxes! (This collection is valued at more than the 
£6,000 chattels allowance). 
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2 Share capital 

2.1 Ordinary shares (‘Equities’) 

Description 

Ordinary shares give rights to a share of the residual profits of the company, and to the residual 
capital value if the company is wound up, together with voting rights and various other rights. 

Ordinary shares are the main way in which UK companies are financed.   

A company may or may not have loan capital and/or preference shares.  However, to exist it must 
have ordinary share capital (unless it is ‘limited by guarantee’). 

The shareholders are the owners of the business.  Shareholders will have voting rights at 
meetings in proportion to the number of shares held.   

They will receive ‘dividend’ payments made from a company’s profits.  Dividends are not a 
legal obligation of the company and are only paid at the discretion of the directors.  In 
practice directors try to pay a steadily increasing stream of dividends. 

Companies will often pay tax on profits before distributing them as dividends (this is often 
known as ‘corporation tax’ or ‘corporate income tax’).  In addition, individual shareholders 
may pay tax on distributed dividends or a company may be taxed additionally on the profits 
that it distributes to shareholders (or both may happen).   

This can lead to double taxation of dividends or lead to dividends being taxed more highly 
than retained profits.  As such, some tax systems have mechanisms to ensure that the 
recipients of dividends receive a credit for the tax already paid by the company on its 
distributed profits.  In a similar way, tax systems are often designed to prevent the double 
taxation of dividends if, for example, a company in one country distributes dividends to a 
shareholder in another country. 

Shareholders hold the equity interest or residual claim since they receive whatever assets 
or earnings are left over in the business after all its debts are paid.   

Ordinary shares are sometimes called ‘equities’ which, in this context, means ‘residual’.  Holders 
of ordinary shares are entitled to whatever profit is left over after other providers of finance have 
received their interest payments.  In most cases the directors will choose to retain some of the 
profits attributable to ordinary shareholders to invest in projects to enhance ordinary 
shareholders’ profits in future years. 

Ordinary shares are the lowest ranking form of finance issued by companies.  On a winding-
up they will rank after all creditors of the company. 

So ordinary shares rank after, for example, employees, customers, suppliers, bankers, and holders 
of loan capital.  If the company is wound up, ordinary shareholders will only receive any residual 
assets once all other creditors and preference shareholders have been repaid in full. 

The upside of this residual nature is that there is no upper limit on the size of residual profits and 
hence no upper limit on the return which ordinary shareholders could earn. 
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Ordinary shares are almost always irredeemable. 

This means that there is no fixed date when the company has to repay the share capital. 

All shares have a ‘par’ or ‘nominal’ value, often 25p.  The par value has no relevance to the 
market value of the share.  Companies are not allowed to issue shares below the par value. 

However partly paid issues (shares where the investor is committed to make a further payment of 
capital to the company at a later date) are allowed.  Shareholders have a liability up to the fully 
paid value of the shares.  For example, consider a 25p par value share issued at a premium of 15p 
per share.  It may have been issued partly paid, such that 35p was paid by the original investor 
(designated as 20p of the 25p par value, plus the 15p premium).  In this case, a holder of a single 
share would be liable to pay another 5p into the company if it was wound up with unpaid debts. 

The figure shown in the accounts for issued share capital is the nominal value.  

However, this nominal value (ie number of shares  par value) has little practical significance. 

The company’s documentation will set out the total nominal value of authorised share 
capital.   

This is the maximum amount that the directors can issue without calling for a vote from the 
shareholders.   

The issued share capital is the nominal amount actually issued.  The issued share capital 
cannot be greater than the authorised share capital. 

Almost all ordinary shares: 
 give an equal right to share in residual profits (after the preference shareholders, if any, 

have received their full entitlement to dividends).  This is the most important feature, and 
is the main reason for buying shares 

 give one vote per share 
 give an equal share to any assets left over following a winding-up after all other creditors 

have been paid 
 are fully paid (partly paid issues are discouraged by the Stock Exchange) 
 give various other minor rights (eg the right to receive the annual report and accounts). 

The low ranking of ordinary shares in terms of payment of dividends and on winding up makes 
them a more risky investment than other types of capital from the investors’ point of view.  For 
example, if the company has a bad year for profits, there may be no dividend for that year. 

As well as having the right to residual profits and assets, ordinary shareholders have the right to: 
 attend and speak at company meetings, or appoint a proxy to attend and vote on their 

behalf (a proxy is not allowed to speak) 
 vote to reduce, but not increase, dividends 
 vote to appoint directors 
 vote to forego the ‘pre-emptive’ right to be offered any new shares to be issued 
 vote to change the company’s borrowing powers. 
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2.2 Preference shares 

Description 

Preference shares are much less common than ordinary shares.  They are not widely used, 
but are sometimes issued by financial institutions. 

The investment characteristics are more often like those of unsecured loan stocks than 
ordinary shares.  Assuming the company makes sufficient profits, they offer a fixed stream 
of investment income, which is paid and generally taxed like a dividend.     

The dividend is usually expressed as a fixed percentage of the par value, so when we refer to the 
‘dividend’ from preference share it is more akin to an interest payment on a bond than to a 
dividend on an ordinary share.  It is however generally taxed in the same way as an ordinary share 
dividend and not in the same way as an interest payment on a bond. 

Preference shares do not usually carry voting rights. 

Preference shareholders have a preferential right to either dividends, or a return of capital, 
or both, compared with ordinary shareholders.   

Dividends do not have to be paid to preference shareholders.  However, if dividends are not 
paid on preference shares, no ordinary share dividends can be paid.  Unlike with a loan 
stock, if a preference dividend is not paid, the company is not deemed to be in default and 
at risk of being wound-up.  

Question 

Compare a preference share to an unsecured loan stock. 

Solution 

Both have a fixed coupon, expressed as a percentage of the nominal amount.   

Neither normally carries the right to vote. 

In the event that the issuing company defaults on a payment under the unsecured loan stock, the 
loan stock holders have the right to wind up the company and try to recover their losses.  On wind 
up, a loan stockholder will rank above a preference shareholder. 

The tax treatment is different (both for the issuing company and for the investor). 

 
Risk 

Preference shares rank below loan capital and above (or equal to) ordinary shares if the company is 
wound up. 



Page A2 CB1-04: Long-term finance 

© IFE: 2021 Examinations The Actuarial Education Company 

In a given company, the risk of preference shareholders not getting their dividends is greater than 
the risk of loan stockholders not being paid, but less than the risk of ordinary shareholders not 
being paid.  This is true both for the dividend payments during a difficult period, and for the 
repayment of capital in the event of a winding-up. 

The variability of return will only be a little greater than for loan capital.  Preference shares offer a 
relatively predictable future income stream, but uncertainty about the return of capital in the event 
of a winding-up.  However, the variability of return will be significantly less than that of ordinary 
shares, because a preference share’s capital value will fluctuate much less than the capital value of 
an ordinary share. 

Return 

For all investors, the expected return on preference shares is likely to be less than on 
ordinary shares because the risk of holding preference shares is less. 

If there were no tax complications then for all investors, the expected return on preference shares 
would be a little greater than the expected return on loan capital.  However, there is a potential 
tax effect, as different investors may be taxed differently on preference dividend income than on 
interest payments on the loan stock. 

Marketability 

Preference shares are much less marketable than ordinary shares. 

Conclusion 

Preference shares offer the investor a lower risk than ordinary shares and therefore a lower 
expected rate of return.  Since the risk of holding a preference share is higher than the risk of 
holding loan stock, the expected return (ignoring any tax differences) is higher than that received 
on loan stock.   
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Solution 

First we need to find the effective conversion price.  This is the price an investor pays for a share 
by buying it via the convertible, rather than on the cash market.  The stock is trading at par and so 
£100 of stock costs £100. 

Effective conversion price = 10,000
80

p  = 125p. 

The conversion premium is the effective conversion price minus the current share price.  So here 
the conversion premium per share = 125 – 86 = 39p. 

 
Investment characteristics prior to conversion 

The characteristics of a convertible loan stock in the period prior to conversion are a cross 
between those of fixed-interest stock and ordinary shares.  As the likely date of conversion 
(or not) gets nearer, it becomes clearer whether the convertible will stay as loan stock or 
become ordinary shares.  As this happens, its behaviour becomes closer to that of the 
security into which it will convert.  This is also the case for convertible preference shares. 

Risk 

There will generally be less volatility in the price of the convertible than in the share price of 
the underlying equity. 

This is because the dividend payment is fixed and does not depend to the same extent on the 
short-term profits growth of the company. 

The security of dividend payments for a convertible is higher than that of an ordinary share, and 
the option to convert to an ordinary share or leave it as a fixed-interest security allows the 
investor to be sure of a minimum expected return.   

Return 

Convertibles generally provide higher income than ordinary shares and a lower income than 
conventional loan stock or preference shares. 

This is because prior to conversion convertibles do not benefit from the dividend growth enjoyed 
by ordinary shareholders, but longer term convertibles do offer the prospect of benefiting from 
the growth of the dividend. 

Marketability 

The market in convertible stock is not large in the UK. 

Conclusion 

From the investor’s point of view, convertible securities offer the opportunity to combine 
the lower risk of a debt security with the potential for large gains of an equity.  The price 
paid for this is a lower running yield than on a normal loan stock or preference share. 
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3.2 Contingent convertibles 

Contingent convertibles are loan stocks that convert into ordinary shares of the issuing 
company once a specified trigger is reached.   

This trigger can be based on the level of the underlying share price or, in the case of a 
regulated financial institution, the amount of capital the institution holds relative to the 
amount required by the regulator.   

As such, these securities are commonly used by European banks that wish to convert 
bonds to equity if their financial situation were to deteriorate. This can prevent the bank 
from defaulting (or being in danger of default) and having to cease to trade. 

3.3 Options issued by companies 

The main class of option issued by companies are executive stock options.   

Options are discussed in more detail in Chapter 8.  The owner of an option has the right but not 
the obligation to buy a fixed number of a company’s shares at a fixed price (known as the ‘strike 
price’) at a fixed date.  

Executive stock options are, effectively, options issued by a company on its own shares 
and issued to senior managers as part of their remuneration package, with strike prices that 
are intended to represent a performance target for the executive.   

When executive stock options are exercised, the company issues more of its own shares and sells 
them to the option exercising executive for the strike price.  Therefore, the exercise of the option 
leads to an increase in the number of shares. 

The effect of issuing such instruments is to dilute the value of the equity already in issue.   

Shareholders are interested in the earnings of the company, ie the profit after tax that is available 
for distribution to the shareholders or for ploughing back into the business.  Total earnings may 
not mean very much to a shareholder but earnings per share shows how much after-tax profit has 
been generated per share.  If the number of shares is likely to rise because of obligations that the 
company has entered into, such as convertibles and stock options, then the diluted earnings per 
share can be calculated.  This assumes that all options are exercised in full and therefore gives a 
‘fully-diluted’ figure.   
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Chapter 4 Summary 

Long-term finance 

Long-term company finance can be classified as share capital and loan capital. 

Ordinary shares are the most common type of share capital.  They give rights to a share of 
the residual profits of the company, and to the residual capital value if the company is 
wound up, together with voting rights and various other rights. 

Preference shares give their holders a preferential right to dividends and return of capital, 
compared to ordinary shareholders.  Preference shares usually pay a fixed dividend.  They do 
not normally give voting rights. 

Holders of loan capital are creditors of the company.  They do not have voting rights.  They 
receive interest payments which are a cost to the company, not a distribution of profits.  
Interest is normally paid twice a year. 

Debentures are loans which are secured on some or all of the assets of the company.  They 
are regulated by a Trust Deed which is overseen by a trustee.  Debentures may be secured by 
a fixed charge on specified assets, or by a floating charge across a class of assets. 

With unsecured loan stock there is no specific security for the loan.  Convertible unsecured 
loan stocks give their holders the right to convert into ordinary shares of the company at a 
later date.   

Subordinated debt is junior debt and is paid after all senior debt holders are paid. 

A Eurobond is a form of unsecured loan capital that is issued outside the legal and tax 
jurisdiction of any country.  It is a bearer document, paying interest normally once a year.  
Interest is paid gross.  It may pay a variable rate of interest, in which case it is known as a 
floating-rate note. 

Hybrid types of finance that straddle the divide between debt and equity finance include 
convertibles, contingent convertibles and executive stock options. 

The various forms of company capital differ in many ways: 

Risk 

Debentures are the most secure form of company capital, being covered by a floating charge 
over the company’s assets or a fixed charge on a specific asset.   

Eurobonds and unsecured loans follow debentures – they have a prior right to profits before 
preference share capital or ordinary shares, which are last on the list in that order.   

Convertibles will be as risky as the corresponding preference share or loan stock until it is 
converted into equity, at which point the riskiness increases. 
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Return 

Investors expect a higher return for accepting higher risk.   

As such the expected return from each form of capital is in reverse order to the list for risk, 
namely (highest to lowest): ordinary shares, preference shares, unsecured loans, Eurobonds, 
and debentures.   

The actual cost to the company will be equal to the return achieved by the investor 
(ultimately), however the immediate cost to the company of servicing the capital is higher for 
debt than for equity. 

Marketability 

Equity is the most common form of company capital, and is as such the most marketable.  
The marketability of the other forms depends very much on the size of the issue. 

Tax 

Most forms of company debt have the advantage that interest payments are deducted from 
pre-tax profits and so help to reduce the company’s tax charge.  Ordinary and preference 
shares pay dividends that are deducted from the company’s income statement after tax.   
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1.2a Advantages and disadvantages of remaining a private company 

The previous section outlines why a private company might want to become publicly quoted 
and these reasons can be turned into the disadvantages of remaining a private company: 

 restricted access to funds as: 
– cannot sell shares to the public 
– lenders cannot rely on the company satisfying the requirements of a Stock 

Exchange 

 a limited market for shares and so a limited exit route for shareholders, low liquidity 
and high transactions costs 

 shares are not easy to value. 

The advantages of remaining or becoming a private company are: 

 Shares are likely to remain with a small group of shareholders who retain control of 
the company. 

In particular, there is no risk of an unwelcome takeover bid. 

 A less diverse group of owners means that principal-agent problems are reduced 
and thus the company can be managed more effectively to meet the objectives of 
shareholders. 

 Fewer rules and regulations mean less onerous disclosure and reporting 
requirements, in particular, hence costs are lower. 

 When companies are owned by families, trusts, and so on, there may be reasons 
why the owners prefer not to give control to outside parties.  These reasons can be 
as simple as the desire to continue a family tradition or because the family perceives 
value from running the company.  
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3 Issuing and trading shares 

3.1 Public companies 

The issuing of new shares for publicly quoted companies has been covered above. 

Once the shares have been issued, shareholders are free to trade their shares between 
themselves, through the markets and stock exchanges on which the shares are listed and 
traded. 

3.2 Private companies 

For private companies, shares can be issued and sold directly to selected investors. 

The shares cannot be traded on a public stock exchange and so can be very illiquid, as 
buyers and sellers have to find each other outside of a designated market place.  
Transactions are likely to be infrequent and generally involve large blocks of shares. 
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Chapter 5 Summary 

Reasons to obtain a stock exchange quotation 

A company may decide to obtain a quotation on a stock exchange: 

 in order to raise extra capital 

 to make it easier for future issues of capital 

 to provide an exit route for its existing shareholders 

 to make its shares more easily valued and marketable. 

Conversely, the advantages of remaining or becoming a private company are: 

 that a small group of shareholders is likely to retain control of the company 

 that principal-agent problems are reduced 

 less onerous disclosure and reporting requirements and so lower costs 

 non-financial benefits such as continuity of a family tradition. 

Methods of obtaining a quotation 

The main methods of obtaining a quotation are: 

 offer for sale at a fixed price (the usual method of obtaining a quotation) 

 offer for sale by tender (where the shares are allocated at a strike price, which is paid 
by all the successful applicants, no matter how much more they had bid) 

 offer for subscription 

 placing 

 introduction. 

Offers for sale are underwritten by an issuing house.  

Rights issues 

Companies can raise more money from their existing shareholders by offering them a rights 
issue.   

A rights issue reduces the share price and increases both the share capital and reserves of 
the company.   
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2 Project financing 

2.1 Introduction 

The key characteristic of project financing is that the finance is raised by and for a particular 
project.  This separates the project from the business(es) carrying it out and so is different from a 
business raising the finance (with the intention of using it to undertake a project). 

Project financing is used by companies financing large infrastructure projects, often 
involving public-private partnerships (PPP) with government funding where the size of the 
capital required for the project is very large, often amounting to hundreds of millions of 
pounds.  The projects are often high-risk and long-term and the capital needed is raised 
from a consortium of lenders from the host country (where the project is carried out) as well 
as foreign lenders. 

In many countries, it had been usual for the public sector (ie government) to finance large 
infrastructure projects and for private sector companies to be engaged as contractors on these 
projects.  However, there has been a shift towards more of a partnership approach, with both 
sectors providing finance towards the project and sharing the project’s risks and rewards in some 
way.  Any such arrangement can be called a PPP and the precise form may vary between the 
many countries where these arrangements are used.  

Project financing is often used in projects relating to the development or exploitation of 
natural resources.  As an example, the UK government’s National Infrastructure Plan 2014 
highlighted financing opportunities for many projects in greenfield energy schemes such as 
nuclear and offshore wind.   

2.2 Features 

The main features of project finance are: 

 formation of a new legal entity as a Special Purpose Vehicle (SPV) 

 non-recourse method of financing 

 off-balance-sheet financing. 

Special Purpose Vehicle (SPV) 

In order to achieve the characteristic ring-fencing of a project needed for this approach to finance, 
a separate legal entity needs to be created for the project.   

Project financing involves formation of a Special Purpose Vehicle (SPV) which is the 
financing vehicle of the project.  It is set up for the specific project and is the borrower, 
subcontracting the construction and operation contracts. 

The shareholders of the SPV are equity investors who own the company.  A government may 
be involved, for example, in granting permits or providing funds as a shareholder. 

For example, rather than the government finding the capital to build a new windfarm, an SPV 
might be set up.  The SPV would take on the raising of finance, construction of the windfarm and 
its operation for an agreed term, eg 30 years.  The government agreement with the SPV may be to 
lease the windfarm during the term and then take ownership at the end of the 30 years. 
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Setting up and running the SPV adds to the costs of financing the project. 

Non-recourse financing 

Recourse and non-recourse financing differ in whether the lender has any entitlement to (or 
recourse to) the assets of the borrower beyond those on which the loan is secured. 

Project financing generally involves non-recourse financing: lenders rely for repayment of 
the loan on the revenues from the project with the project’s assets held as collateral.  Hence, 
there will be no revenues during the construction period.  Compared with traditional 
corporate financing, lenders in project financing expect a higher return to compensate them 
for taking on additional risk. 

Non-recourse project finance is secured on the project’s assets and the lender is paid only from 
the profits of the project and therefore bears the risk that these profits and assets might be 
insufficient to repay the outstanding loan.  This is different from more normal corporate loans 
where the lender has recourse to the assets and profits of the borrower as a whole and the full 
amount of the outstanding loan is a liability of the borrower.   

Question  

Explain which of recourse or non-recourse finance would be expected to be cheaper. 

Solution 

All else being equal, recourse finance would be expected to be cheaper.  Recourse finance is less 
risky to the lender as the wider profits and assets of the company may be called on if necessary, 
not just those of the particular project. 

 
Off-balance-sheet financing 

As the project company (the SPV) is legally separate, it has its own accounts which are separate 
from the accounts of the borrowing company or companies involved.   

The main advantage of this method of financing is that since the SPV is the borrower, the 
liabilities of the project are kept off-balance-sheet for the company and so the project debt is 
not consolidated onto its balance sheet.   

Later in the course, we will come across the idea of consolidating (essentially adding together) 
accounts in certain situation.  However, project finance SPVs are deliberately set up so that they 
don’t have to do this consolidation. 

Keeping a project and its finance off the balance sheet (or ‘statement of financial position’) of the 
companies involved means that it does not have as much impact on the ability of those 
companies to borrow money for other reasons. 
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4.4 Return on equity (ROE) 

A further measure of profitability is the return on shareholders’ equity: 

 
profit after tax and interest (  net profit) × 100

share capital + reserves
ie

 

This ratio doesn’t allow for the debt capital employed and also focuses on the net profit for 
shareholders. 

This is similar to the second formula for ROCE in that the focus is on equity capital and so interest 
payments are excluded from the return (ie they are a ‘cost’ to the shareholders).  The difference 
between the second ROCE formula and ROE is in the use of returns before tax (ROCE) or after tax 
(ROE). 
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Chapter 16 Summary 

Working capital 

Working capital comprises current assets, less current liabilities. 

Insufficient working capital creates the risk of insolvency and insufficient liquidity.   
Excessive working capital is also harmful because current assets are unproductive. 

Working capital cycle  

= inventory turnover period  (the average time taken to sell an item of inventory) 

+ trade receivables turnover period (time taken to collect payment from a credit customer) 

– trade payable turnover period (time that the company takes to pay for their purchase) 

Working capital management 

The key to successfully managing working capital is to keep the inventory turnover and trade 
receivables turnover as rapid as possible while delaying payment so that the trade payables 
turnover is as long as possible.   

Inventory management involves comparing the costs of holding inventory with the risks of 
holding too little.   

Approaches to inventory management range from sophisticated, eg just-in-time production, 
to simple, eg two-bucket approach. 

Trade receivables management involves firms considering: 

 criteria to evaluate customers’ creditworthiness 

 terms on which credit is granted to customers 

 methods of payment collection 

 systems to monitor receivables and collections. 

Firms weigh the benefits of offering trade credit to attract customers with the downsides of 
the delay in payment, the costs of monitoring and the problems of uncollectable accounts.   

Sources of short-term finance 

Sources of short-term finance include: 

 single bank loans 

 lines of credit 

 secured lending 

 money market instruments, eg commercial paper. 
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Managing cashflows 

The company treasurer is responsible for managing cash balances and must monitor 
cashflows on a real-time basis as well as forecasting cashflows to predict problems. 

Excessive cash surplus should be invested in short-term investments that: 

 earn interest 

 have low risk 

 are highly liquid. 

The cashflow position can be improved by, for example: 

 chasing payment of trade receivables 

 deferring payment of trade payables 

 increasing overdraft limit 

 disposing of an asset 

 seeking alternative short-term finance eg through money market instruments such as 
treasury bills, commercial paper, certificates of deposit and repos. 

If cashflow problems continue for an extended period, it may be more appropriate to issue 
additional long-term equity or loan capital. 



CB1-17: Constructing management information Page 11 

The Actuarial Education Company © IFE: 2021 Examinations 

Practical limitations of budgets include: 

 the difficulty of producing them as they involve assumptions and subjective forecasts 

 they may also be developed and updated too infrequently, and so not sufficiently 
responsive to changes in a company’s operating environment. 

Budgets might also be unpopular because of the resources spent producing and negotiating them 
and then, once implemented, measuring performance against them and explaining variances. 

One concern with budgets is that they limit performance and encourage incremental 
thinking on the part of senior management.   

Budgets may reduce flexibility and act as a barrier to change in a company, leading to missed 
opportunities for growth. 

Budgets can also raise motivational issues.   

Sometimes senior managers set demanding targets to offset the natural reluctance of more 
junior managers to set difficult targets for themselves.   

There is evidence that the best performance is encouraged by a budget that is demanding, 
but still achievable.  Slack budgets discourage effort.  Unduly stretching budgets may be 
rejected as impossible, although there is also evidence that staff internalise such targets 
even if they know that they cannot be achieved.  There is still a sense of failure when the 
target is not met.  That can make budgetary control a source of stress and conflict within 
organisations.   

Budget setting can be contentious and political.  Budgets can increase barriers between different 
parts of an organisation, eg where one department seeks to meet its budget, but its actions in 
doing so are detrimental to another department and the organisation overall.  

Budget holders may be unwilling to exceed their targets because they do not wish to see 
future targets made more demanding.   

A salesperson who has a monthly sales target of $800,000 may start to slow down if close to 
that target early in the month.  It could be possible to sell twice that amount in a good 
month, but doing so might lead to an unattainable target overall, or a target that would be 
attainable but stressful to achieve. 

Budgets can therefore lead to the opposite of the behaviour they are intended to encourage.  
Budget holders may ‘game’ their budgets in other ways, eg:  

 needlessly spend their capital expenditure budget at the end of the financial year in order 
to avoid cuts to the budget for the following year 

 deferring reporting some sales revenue, in case sales revenue falls in future. 

This concern leads on to the suggestion that annual budgets simply start with the previous 
year and make minor adjustments to reflect actual performance.  The board rarely, if ever, 
starts with a blank sheet and sets targets that are not affected by past performance.  That 
can lead to budgeted costs increasing year on year without any consideration for whether 
they are even necessary. 
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Incremental budgeting 

A traditional, incremental approach to budgeting is to base the next year’s budget on the current 
year’s results plus an extra amount for estimated growth or inflation next year.  This incremental 
approach is likely to be most suitable for a business in a stable environment. 

This approach has the advantage of being simple and therefore relatively cheap and quick to 
administer.  However, its disadvantages include limiting senior management (by not encouraging 
them to find ways to improve the business), not identifying inefficiencies in costs, and the 
potential ‘gaming’ of budgets described above. 

There have been attempts to develop alternatives to incremental budgeting.   

These alternative approaches aim to address some of the problems of an incremental approach. 

Zero-based budgeting (ZBB) 

Zero-based budgeting (ZBB) literally does start with a blank sheet and everything has to be 
determined from the beginning.   

For example, the initial budget for electricity to power the factory is zero until a case can be 
made for spending a particular amount.  That case must be justified, and cannot be based 
on the argument that nothing will be produced unless the lights are on and the machinery is 
plugged in.   

ZBB is rarely used in practice because of the significant time that it involves, but there can 
be value in considering whether certain costs might be dispensed with or significantly 
reduced.   

Beyond Budgeting 

‘Beyond Budgeting’ is another alternative, which basically means that individual branches 
do not receive budgets.  Instead, each branch manager is measured on their branch’s 
performance.   

This approach is often associated with a Scandinavian bank that stopped setting targets for 
the number of new customer accounts and the amount of business done.  It then ranked its 
branches based on actual results.  This effectively put the branch managers in competition 
with one another. 

The Swedish bank Svenska Handelsbanken is the mentioned example of an early Beyond 
Budgeting approach, adopting the system in the 1970s.  The approach has subsequently been 
adopted by companies in a wide range of industries.   

Question 

Suggest possible advantages of the Beyond Budgeting approach. 
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Question 

Greedy AG is quoted on the US Stock Exchange.  Following its announcement that it is to have a 
further rights issue, an investor is no longer willing to commit fresh funds to the company.   

Calculate what proportion of the company the investor will own and the value of that holding 
(assuming no unexpected share price movements) if the investor does nothing at all during the 
rights issue.   

The details are as follows: 

Stock price:  $3 per share 

Rights details:  one-for-two at $2.50 per share 

Current holding: investor holds 1,000,000 shares representing 1% of the company. 

Solution 

Value of investor’s holding before issue = 31m = $3 million  

Expected price of shares after issue  = ($3 2) ($2.5 1)
2 1

  


  = $2.83 per share 

Value of nil-paid rights    = $2.83 – $2.5 = $0.33  

If the investor does nothing, the nil-paid rights will be sold and the investor will be given the sum 
of 500,000  $0.33 = $166,000 in cash.   

The holding of shares will be worth $2,833,000 (ie $3,000,000 - $166,000 or $2.83 × 1,000,000). 

The proportion of the company owned was 1%.  As there are now three shares in issue where 
there were previously two, the proportion of the company will fall to ⅔%. 

 
1.3 Assets and their financing needs 

Assets of a business can be divided into:  

 non-current assets such as land, property, plant, equipment and ‘intangibles’ 

 current assets such as inventories, work-in-progress, debtor balances, cash (and 
equivalents). 

The following table gives types of non-current and current assets that may be found in the 
accounts of a typical petrol station: 

Current assets Non-current assets 

Cash Cash register 
Oil Petrol pumps 

Debtors Land & buildings 
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Current assets less current liabilities form the working capital of the business and a certain 
level of liquidity will be needed for a business to survive.   

Also, in cyclical businesses current assets (and current liabilities) will fluctuate with the 
cycle in that industry.   

Therefore both non-current and current assets have to be financed on a long-term basis. 

1.4 Changing the capital structure 

The need for change 

In most cases, the need for change in capital structure arises from the desire to expand the 
business or start new or additional capital projects.   

Another reason for changing capital structure is where the business finds itself with excess 
cash that it cannot profitably use, and so it returns this to shareholders by way of a share 
‘buyback’. 

Companies may also wish to deliberately pursue a particular level of gearing.  A company might 
raise debt finance to fund a share buyback operation in order to increase its gearing, or to 
minimise the WACC. 

We will assume, however, that a company is raising finance to fund expansion. 

Retained earnings 

Retained profits are the simplest and most accessible source of finance.  This is especially 
so for smaller or newer companies which may incur high costs when seeking outside 
finance relative to the amount being raised.  In addition, because of the lack of a track 
record, smaller companies may suffer from the effects of information asymmetries (that is, 
even a sound, well-managed firm, may find it difficult to communicate its soundness 
effectively to potential providers of capital – especially in equity markets). 

However, retention of profits may be limited by the following: 

 Shareholders may demand immediate release of profits as dividends. 

 There may not be sufficient accumulated funds to finance projects when required.   

It is notable, however, that many relatively new companies pay small or zero dividends in 
their early years. 

Retained earnings tend to be ‘slow and steady’ in nature, accruing gradually over the years.  The 
opposite is often true of expansion projects and takeovers, which can be very ‘lumpy’ in nature.   

It can also be the case that the profits of a growing company are accounting profits and do not 
accrue in the form of cash.  This can make it difficult to use such profits to finance projects. 

Question 

Explain why accounting profits for a financial year might not equate to the increase in the cash 
balance. 
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Solution 

The market value of the outstanding options will be approximately equal to: 

(current market value of the shares given away)  
    – (the amount the directors will have to pay in order to subscribe for those shares) 

It can be seen that when the directors exercise their options, new shares will be created.   

These new shares give the right to participate in the future profits of the company, and as such 
have the same value as existing shares.  However only the subscription amount will be received 
by the company, which may be a lot less than the market value of those shares.   

There will be ‘dilution’ to the extent that the amount received is less than the market value of the 
shares issued. 
 

 
Companies in high-growth but high-risk industries 

In high-growth but high-risk industries such as bio-technology or deep-sea oil exploration, 
loan capital is unlikely to be available, but shareholders will need to be rewarded for the 
risks they must bear in the absence of cashflow to fund dividends.   

Conclusion 

The more a company’s capital structure fits the market perception of the company’s 
prospects, the higher the shares will be rated.   

There are no simple rules of thumb – everything in the market’s knowledge of the business 
and its managers will contribute to the share price. 

The managers will know more about the company than its shareholders, due to information 
asymmetries.  The market price of the shares will depend on the signals received by the 
shareholders about the company from the managers.   

This concern about the market reaction can affect management’s decision making.  An issue of 
debt is often seen by the market as a sign of confidence on the part of management, whereas an 
issue of equity is often thought to indicate that shares are overvalued.  There may be a preferred 
pecking order with companies choosing internal finance first, then debt, and finally equity. 

Taxation  

The main features of company taxation (as discussed in the chapter on taxation) imply that: 

(i) Interest payments are tax deductible. 

The tax payable is consequently reduced. 

(ii) Capital allowances on new plant and equipment are deductible.   

In other words companies can reduce their tax liability in respect of the capital allowances 
on the plant and equipment they own.   
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The amount and the structure of these allowances will influence a company’s desire to 
invest in such equipment, which will influence their requirement for more finance. 

(iii) Lease of plant and equipment receives tax relief.   

As above the amount of relief available will influence a company’s financing decisions. 

(iv) Property rental payments are tax deductible. 

At a superficial level, it may seem that the cost of financing a business by debt capital is 
diminished by the reduction in corporation tax, thus giving rise to a substantial tax 
advantage to debt finance. 

If a company borrows in the form of debt and buys assets that generate profits, the equity 
shareholders will benefit from: 

 the fact that the payments of debt interest serve to reduce the tax liability 

 the fact that the assets themselves attract allowances which can reduce the tax liability. 

If a company instead uses equity finance, then the first of these benefits does not occur.  So, there 
is a tax incentive for companies to prefer debt finance to equity finance, if everything else is 
equal.  However, not everything else is equal!  Even when only considering tax, a company should 
consider not only its own corporation tax, but also how the potential debt or equity investors will 
be taxed.  The investors’ tax treatments will affect their willingness to provide different types of 
finance and so the costs of the finance to the issuing company. 

It should be borne in mind that the providers of debt capital may well have to pay tax on the 
interest.  Nevertheless, profits (the return on equity capital) are taxed more heavily than 
interest (the return on debt capital) in most tax systems.   

This partly arises because non-taxpayers cannot normally reclaim corporation tax paid by 
the company itself on its profits.  Those non-taxpayers may be people on low incomes, 
pension funds (if they are tax exempt) or charities, or they may be shareholders who live in 
countries with very low or zero taxes on income from investment.   

As such, there is a tax incentive for companies to increase gearing and take on more debt.   

There are other situations where differing tax treatment might affect business behaviour 
relating to, for example, decisions to lease rather than to own assets which might have 
different tax implications. 
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For Questions 1.1 to 1.10 indicate on your answer sheet which one of the answers A, B, C or D is 
correct. 

Having your assignment marked?  Your marker will be happy to give you help on your 
approach to answering the multiple-choice questions if you include your workings. 

X1.1 Which of the following statements about taxation is false? 

A Taxation is often based on cashflows.  
B The marginal rate of income tax must increase as income increases. 
C Taxation is usually assessed in arrears. 
D Companies pay corporation tax on their taxable profits. [2] 

X1.2 Which of the following is NOT true of a limited company? 

A Its liability in respect of claims against the company is limited to the share capital and 
reserves of the company. 

B It must have an issued share capital of at least £50,000. 
C Its tax calculation will be affected by changes in corporation tax rates. 
D Its board of directors are legally responsible for its financial affairs. [2] 

X1.3 Which of these statements about the ethical responsibilities of a company’s managers is correct? 

A The ethical responsibilities of a company’s managers are met provided the company 
complies with all relevant regulations. 

B The ethical responsibilities of a company’s managers are met provided the company acts in 
line with the managers’ personal ethical principles. 

C The managers should consider the shareholders’ ethical principles in making decisions 
about the running of the company. 

D The managers of a company only have ethical responsibilities if they are members of a 
professional body. [2] 

X1.4 Which of the following is NOT a reason why the gross redemption yield on corporate loan stock is 
usually greater than that on government bonds of equivalent term and coupon? 

A smaller issues sizes of most corporate loan stocks 
B no tax is paid on interest received from government bonds 
C lower marketability of the corporate loan stock 
D greater chance of default of the corporate loan stock [2] 

X1.5 A floating-rate note is: 

A an overdraft. 
B a bond with a variable rate of interest. 
C a bank loan with a variable rate of interest. 
D a debenture where the security of the loan can be changed. [2]
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X1.6 Consider the following definition: 

‘The borrower can change the security of the loan from time to time (within limits imposed by the 
trust deed).  Upon default the lender can appoint a receiver to take control of the assets.  If 
necessary the assets can be sold off to pay the lender (in advance of unsecured creditors).’ 

This is a definition of a: 

A subordinated loan stock. 
B floating-rate note. 
C fixed-charge debenture. 
D floating-charge debenture. [2] 

X1.7 Which of the following is NOT a method of reducing principal-agent problems? 

A a profit-related employee bonus scheme 
B executive share options 
C an hourly rate of pay for workers and managers 
D written agreements between stakeholders [2] 

X1.8 Which of the following investors in the futures and options markets can never find that the 
contract is a liability at expiry? 

A the seller of a futures contract 
B the buyer of a put option 
C the writer of a call option 
D the buyer of a futures contract [2] 

X1.9 Which of the following is NOT the goal of the financial manager? 

A to maximise the share price 
B to invest in projects that display a positive net present value 
C to invest in projects if the rate of return is greater than the cost of borrowing 
D to maximise shareholder wealth [2] 

X1.10 The directors of Phillips plc are considering a 1-for-4 rights issue at a 20% discount to the current 
share price.  The book value of the company’s ordinary 50p shares is £8m and the current market 
capitalisation is £60m.   Which of the following is the theoretical ex-rights share price?  

A £3.00 
B £3.15 
C £3.60 
D £3.75   [2] 
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Assignment X1 Solutions 

Answers to multiple-choice questions 

The following table gives a summary of the answers to the multiple-choice questions.  The 
answers are repeated below with explanations. 
 

1 B  6 D 

2 B  7 C 

3 C  8 B 

4 B  9 C 

5 B  10 C 

 
Solution X1.1  

Answer = B 

A and C are basic principles of taxation.  D is a description of corporation tax.   

The marginal rate of income tax is the proportion of an additional unit of income that is taken in 
tax.  This can increase with income, eg income tax in the UK, but it doesn’t have to, ie the 
authorities could choose to have constant or decreasing marginal tax rates.   [2] 

Solution X1.2  

Answer = B 

Only a public limited company must have an issued share capital of at least £50,000. [2] 

Solution X1.3  

Answer = C 

Managers are agents of the shareholders and so the managers should consider the shareholders’ 
ethical principles.   

Ensuring the company complies with relevant regulations is part of the managers’ responsibilities , 
but their ethical responsibilities extend beyond this.  The managers’ ethical responsibilities also 
extend beyond their own personal views.  Membership of a professional body is likely to bring 
additional ethical responsibilities, but is not their only source. 
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Solution X1.4  

Answer = B 

Marketability and credit risk are the key differences between government bonds and loan stock 
which are of concern to investors.  The size of a bond issue affects its marketability.  Tax is, 
however, paid on government bond interest and corporate bond interest in the same way. [2] 

Solution X1.5  

Answer = B 

This is the definition of a floating-rate note.   [2] 

Solution X1.6  

Answer = D 

The question says that the security for the loan can be changed by the borrower.  This refers to a 
floating charge, rather than a fixed charge.   [2] 

Solution X1.7  

Answer = C 

Principal-agent problems arise when there is a conflict of interest between the principal, eg the 
shareholder and the agent, eg the manager.  These conflicts can be reduced by incentives to 
encourage the managers to work in the interest of the shareholders, eg by executive share 
options and profit-related bonuses (A and B) … 

… and having written agreements setting out the roles and responsibilities of all stakeholders.  (D) 

Performance-related pay would be a greater incentive for workers and managers to strive to 
increase profits than payment by the hour (C).   [2] 

Solution X1.8  

Answer = B 

The buyer of an option does not have an obligation and therefore cannot have a liability at expiry.   

In the other cases the investor may have an obligation to settle.   

For C, the writer of a call may be obliged to sell stock at a price below the current market price.   

For A, the seller of a futures contract may be obliged at expiry to sell a bond at a price that is 
below the then current market price.   

For D, the owner of a futures contract may be obliged to buy a bond at a price that is then above 
the current market price. [2]
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For Questions 3.1 to 3.10 indicate on your answer sheet which one of the answers A, B, C or D is 
correct.   

Having your assignment marked?  Your marker will be happy to give you help on your 
approach to answering the multiple-choice questions if you include your workings. 

X3.1 A share has a beta of 1.5 relative to the diversified market portfolio.  If the risk-free rate of 
interest over the previous year has been 3%, and the market index has risen 5%, by how much 
would the share price be expected to have risen? 

A 3% 
B 5% 
C 6% 
D 8%   [2] 

X3.2 The structure of company XYZ is such that the company has $75 million of shareholders’ capital 
and reserves and $25 million market value of outstanding debt.  These funds are invested in a 
diversified portfolio of assets, which are expected to earn a return no more or less than the 
market.  The risk-free rate of return in the market is 6% and investors expect the market to give a 
return of 12%. 

Assuming that the company can borrow at the risk-free rate and that there are no taxes, the 
return expected from the equity shares in XYZ is: 

A 10.5%. 
B 12%. 
C 14%. 
D 15.5%.   [2] 

X3.3 Which of the following statements relating to the payback period approach to assessing cashflows 
is correct? 

A A project with a longer payback period will be preferred. 
B The payback period is of most value when payback periods are greater than 3 years. 
C Payback period tends to be most important for larger companies. 
D none of the above [2] 

X3.4 Which of the following is the least likely motive for a leveraged buyout (LBO)? 

A to profit by selling off a firm’s assets 
B to put a new management team in place 
C to take a private company into public ownership 
D to benefit from the tax relief on debt finance [2] 
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X3.5 Which of the following influences is most likely to result in a company having relatively low 
financial gearing? 

A intangible assets being a high proportion of total assets  
B high corporation tax rates 
C high taxable profits 
D expensive share issue costs  [2] 

X3.6 Which of the following statements is false? 

A If a project has a large amount of systematic risk, then the discount rate used to value the 
cashflows should be raised to reflect the risk. 

B A large, well-diversified portfolio of projects should have little or no specific risk. 
C No amount of diversification can remove the systematic risk involved in a project. 
D Specific risk arises because of the volatility of the market as a whole.   [2] 

X3.7 Which of the following would be examples of specific risk for a large domestic house building 
company? 

A inflation 
B interest rates 
C regional variations in house prices 
D recession  [2] 

X3.8 Which of the following is least likely to be a consequence of a company having insufficient liquid 
resources? 

A shareholder dissatisfaction with low returns due to excessive working capital 
B shareholder dissatisfaction with the company paying a pure scrip dividend  
C the company being forced to sell an asset at a discounted price 
D suppliers being less willing to supply raw materials on credit  [2] 

X3.9 Which of the following is NOT a likely consequence of an increase in a company’s gearing? 

A The company will benefit from the tax advantages of debt finance. 
B The company’s credit rating will improve. 
C The return to shareholders of the company will increase. 
D The company’s weighted average cost of capital will fall. [2] 

X3.10 When analysing a project, systematic risk should be allowed for by using: 

A RAMP (Risk Assessment and Management of Projects). 
B scenario testing. 
C an appropriate discount rate. 
D a risk matrix.  [2]
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Solution X3.7  

Answer = C 

Only the effects of regional price variation can be diversified away by investing in a large portfolio 
of risky assets and projects. [2] 

Solution X3.8  

Answer = A 

A company that has insufficient liquid resources does not have excessive working capital.  It has 
the ‘opposite’ problem of too little cash and short-term assets to pay its liabilities as they fall due. 

All of B, C and D are possible consequences of having insufficient working capital.  The company 
may not have sufficient cash to pay cash dividends.  It may be forced to sell assets quickly to raise 
cash.  Cashflow problems may result in delays paying suppliers and possibly a lower credit rating, 
making suppliers less willing to offer future goods on credit.  [2] 

Solution X3.9  

Answer = B 

An increase in gearing increases the risk of default and thus the company’s credit rating will fall.  It 
will have to pay more for its debt finance. [2] 

Solution X3.10  

Answer = C 

Systematic risk is allowed for by using an appropriate discount rate.  Specific risk is allowed for in 
the other ways mentioned in the question. [2] 
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Solution X3.11  

Course Reference: Chapter 16. 

Advantages 

A more rigorous inventory management system would avoid having cash tied up in holding 
excessive supplies.   [1] 

However, the amount of benefit is likely to be low in this case as: 

 the items involved are not particularly valuable 

 the items are not particularly expensive to store. 
    [1 per example, maximum 1] 

Storing fewer supplies would tidy the office space and may free up space that the office manager 
feels can be put to better use. [1] 

Disadvantages 

Introducing a formal inventory management system would incur significant costs, eg  [1] 

 implementing more monitoring of the supplies and the rate at which they are being used 

 making smaller but more regular orders as items ran low 

 potentially making items more expensive as unable to buy in same bulk volumes. 
    [1 per example, maximum 2] 

Holding fewer printer supplies increases the risk of running out.   [1] 

The disruption this would cause to the legal firm’s work is likely to be far costlier than simply 
holding extra supplies.  [1] 
    [Maximum 5] 
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X3.11 The office manager of a legal firm has noticed that the office has a substantial stock of printer 
supplies such as paper, ink cartridges and toner cartridges.   

Discuss the advantages and disadvantages of introducing a formal inventory management system 
for these items.   [5] 
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the profession or through your employer. 

 

These conditions remain in force after you have finished 
using the course. 
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