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COURSETITLE:INTRODUCTIONTOFINANCE1

COURSECODE:BFN101

THEFIRM ANDITSFINANCIALOBJECTIVES

A firm is organization thatprovides goods and services.There are two major
organizationaltypesnamelybusinessorganization and governmentalorganization.
While business organizations are private entities providing goods and services,
governmentalorganizationsprovidepublicservices.

Background
Financecanbereferredtoastheartandscienceofthemanagementofmoney.Finance
isthestudyofconcepts,applications,andsystemsthataffectthevalue(orwealth)of
individuals,companies,and countries overthe shortand long term.Itis the
managementoftheflowsofmoneythroughanorganization(whetheritisaprivateor
governmentalorganization)andclaimsagainstmoney.Financeisveryvitaltothe
managementofanyorganization.Thefunctionalactivitiesofcompaniessuch as
marketing,production,purchasingetc.requiretheuseofmoney.Theactivitiesof
governmentorganizationalsorequiretheuseofmoney.

Financialmanagementisanappliedfieldofmanagement.Itborrowsknowledgefrom
the various fields of managementsuch as marketing,economics etc.in the
managementofmoney.Today,financecanalsobeappliedtootherfieldsandtothe
problem ofmoneymanagement.Werefertopersonsresponsibleforfinancefunction
asfinancialmanagers.

Typesoffinance

Financeisoneoftheimportantandintegralpartsofbusinessconcerns;henceitplays
majorrolesineverypartofthebusinessactivities.Itisusedinallareasoftheactivities
ofanyorganizationunderdifferentnames.

Financecanbeclassifiedintotwomajorparts:PrivateandPublic

Fig.1.1–TypesofFinance
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Fig.1.1–TypesofFinance
PrivateFinanceincludestheindividual,firms,businessorcorporatefinancialactivitiesto
meettherequirements.
PublicfinanceconcernsrevenueanddisbursementofgovernmentsuchasFederal,State
andLocalgovernmentfinancialmatters.
PrivateFinanceincludestheindividual,firms,businessorcorporatefinancialactivities
tomeettherequirements.
Firm anditsfinancialobjectives
Firms/organizationscanbeclassifiedintotwobroadcategorieswhichare:business
organization and governmentalorganization.Business organizations engage in
economicactivitiestomakeprofitwhilegovernmentalorganizationincludescentral,
state,localgovernmentsandnationalisedindustrieswhichprovidepublicservicesat
thoselevels.Governmentalorganizationsareruninpublicinterestandtheiractivitiesdo
notnecessarilyresultinprofit.Businessorganizationontheotherhandtakesthree
forms:soleproprietorship,partnershipandcompanies.

 Soleproprietorship:thisisabusinessorganizationthatisownedbyoneperson.
Theownerofthebusinesshasallrightstothebusinessassetsandliabilities.
Thesingleownerreceivesallprofitsfrom thebusinessandalsosuffersall
lossesincurredbythebusiness.Itisthemostcommonform ofbusinessandit
iseasytosetup.

Characteristicsofsoleproprietorship
o Itiseasytoestablishandform.
o Nofinancialsecurityisrequiredasaproofofbusinessownershipandasole

proprietorcanissuedebtsecurities.
o Theliabilitiesofasoleproprietorareunlimited.
o It’stheeasiestmeansofmaintainingcontroloveranorganization.
o Thebusinessmaynothaveperpetualexistence.

 Partnership:apartnershipisabusinessfirm carriedonbytwoormorepersons
withaviewofmakingprofit.Themaximum numberofpartnersinapartnership
businessistwentyexcludingsolicitors,accountantsandsurveyors.Inmost
cases,theactivitiesofpartnersinthebusinessareregulatedbypartnershipdeed.
Partnershipdeedisawrittenagreementstatingtheresponsibilitiesofeach
partner,profitandlosssharingratioamongpartners,interestoncapital,interest
ondrawingetc.Therearetwobroadtypesofpartnership:

•Generalpartnership:itisthemostcommonform ofpartnershipbusinessandall
partnersareliableforthedebtofthepartnership.
•Limitedpartnership:thisisapartnershipinwhichtheliabilitiesofsomepartnersare
limitedtotheamountstatedinthepartnershipagreement.Inthistypeofpartnership,
therewillbeoneortwogeneralpartners.

CharacteristicsofPartnershipBusiness
o Nofinancialsecurityisrequiredasevidenceofownershipofthebusiness.
o Theliabilitiesofallpartnersinthebusinessareunlimitedexceptthelimited
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partner.
o Thebusinessmaynothaveaperpetualexistence.

Profitandlossaresharedamongpartners.

 LimitedCompanies:alimitedcompanyisanartificiallegalentityincorporatedby
registrationunderthelaw.Acompanyisapersondistinctfrom thepersonswho
haveproprietaryinterestinitorwhoaretheownersofthebusiness.Itcansue
andbesuedinitscorporatename.Ithastheabilitytoownproperties.InNigeria
therelevantlaw thatregulateslimitedcompaniesistheCompaniesandAllied
MattersAct1990(CAMA)asamended.Inordertoform acompanyinNigeria,
CAMArequiresthepromoterstofilememorandum andarticlesofassociation
andalsoform aboardofdirectorsconsistingofatleasttwodirectors.The
memorandum andarticlesofassociationbothrepresenttheconstitutionofthe
company.

Typesofcompany:therearemajorlythreetypesofcompanies:

 Companylimited byshares:thisisa companythathasthe liabilityofits
memberslimitedbythememorandum totheamount,ifanythatisunpaidonthe
sharesrespectivelyheldbythem.

 Companylimitedbyguarantee:thisisacompanythathastheliabilityofits
members limited by memorandum to such amountas the members may
respectivelytherebyundertaketocontributetotheassetsofthecompanyinthe
eventofitsbeingwoundup.

 Unlimitedcompany:thisisthetypeofcompanywheretheliabilityofitsmembers
doesnothaveanylimit.

Characteristicsoflimitedcompanies

o Legalentity:thecompanyisdistinctfrom itsowners.
o Limitedliability:theliabilityoftheownersislimitedtoanunpaidamountonthe

sharestheyhavepurchased.
o Perpetualexistence:thedeathofashareholderdoesnotaffecttheexistenceof

thecompany.
o Sharesrepresentownershipinthecompany:theshareholdersareownersofthe

businessandtheyhaveavotingrightinthecompany.
o Transferabilityofshares:ownershipinacompanycanbetransferfrom one

persontoanothereasily.
o Directorsofthecompanyareappointedatannualgeneralmeetings.

Objectivesofthefirm

Thestartingpointfordevelopingagoodfinancialmanagementforanyorganizationis
thedefinitionofachievableobjectives.Clearlydefinedandunderstoodobjectivesare
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thekeystomovingthefirm toafuturedesiredposition.Businessfirmsareprofit
seekers;thus,theirobjectivesneedtobestatedinmonetaryterms.Thefollowingare
thefrequentlyencounteredfinancialobjectivesofthefirm:

I. Profitmaximization
II. Shareholders’wealthmaximization

PROFITMAXIMIZATION
Profitmaximizationisthemainobjectiveofabusinessenterprise.Mostbusinesses
believeaslongastheyareincreasingrevenuewhilekeepingdowncost,theyare
achieving this objective.Maximization ofprofitis an easily understood and
measurablerationalobjectiveforanybusinesssinceitfocusesthefirm’sefforts
towardmakingmoney.Onecanaskwhoseprofitsthefirm istryingtomaximize.
Sinceordinaryshareholdersarethesuppliersofriskfunds,thefirm isactuallytrying
tomaximizeprofitfortheordinaryshareholders.Profitmaximizationconsistsofthe
followingimportantfeatures:
1.Profitmaximizationisalsocalled“cashingpershare”maximization.Itleadsto

themaximizationofthebusinessoperationsforprofitmaximization.
2.Ultimateaim ofthebusinessconcernistoprofithence;itconsidersallthe

possiblewaystoincreasetheprofitabilityoftheconcern.
3.Profitistheparameterofmeasuringtheefficiencyofthebusinessconcern.So,it

showstheentirepositionofthebusinessconcern.
4.Profitmaximizationobjectivehelpstoreducetheriskofthebusiness.

ArgumentsforProfitMaximization
Thefollowingimportantpointsareinsupportoftheprofitmaximizationobjectiveofthe
businessconcern:

(i) Mainaim istheearningofprofit.
(ii) Profitistheparameterofthebusinessoperation.
(iii) Profitreducesriskofthebusinessconcern.
(iv) Profitisthemainsourceoffinance.
(v) Profitabilitymeetsthesocialneedsalso.

ArgumentsagainstProfitMaximization
Thefollowingimportantpointsareagainsttheobjectiveofprofitmaximization:

(i) Profitmaximizationleadstoexploitingworkersandconsumers.
(ii) Profitmaximization creates immoralpractices such as corruptpractice,

unfairtradepractice,etc.
(iii) Profitmaximizationobjectiveleadstoinequalitiesamongthestakeholders

suchascustomers,suppliers,publicshareholders,etc.
DrawbacksofProfitMaximizationProfitMaximizationObjective

Profitmaximizationobjectivehasbeencriticizedonthefollowinggrounds:
o Therearemanyinterestgroupsinmoderndayorganizationcomparedwith

owner-managed organization thatwasin existencein ancientdays.The
interestgroupssuch ascustomersand the generalpublichave varying
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objectiveswhichhavetobereconciledwiththefinancialobjectivesofafirm.
o Thedefinitionofprofitwhichisthemajorobjectiveofthefirm isvague.The

definitionofprofitisnotclear.Isthefirm maximizingshort-orlong-term
profit?Aretheymaximizingprofitbeforetaxorprofitaftertax?Operating
profitorgrossprofit?Forinstance,ifanorganizationisseekingprofitwithout
maintenanceorplanningforreplacementofitsmachinery,itispursuingshort
term profit.Inthelongterm suchfirmsmaynotsurvive.Profitcouldalsobe
earningspershareorreturnoncapitalemployed.

o Itignorestimingofreturns:moneyreceivedtodayhasahighervaluethan
moneytobereceivedtomorrow.ThisisbecauseN1todaycanbeinvestedto
yieldmorethanN1tomorrow,N1millionprofitthisyearisdifferentfrom N1
millionnextyear.

o Itignoresriskoruncertaintyoffutureearnings:thefutureprofitsmightbe
risky

o Itdoesnotconsiderthequalitativeaspectsoffutureactivities:somenon-
financialobjectivessuchasgrowthanddiversificationmightresultinshort
term profitsbutwillensureafirm’sstabilityinthelongterm.

o Profits do notnecessarily translate into cash flows forthe firm or
shareholders.

MAXIMIZATIONOFSHAREHOLDER’SWEALTH
Thetheoryofcompanyfinanceisbasedontheassumptionthattheobjectiveofthe
firm istocreatevalue(orwealth)fortheshareholders.Thisobjectiveisconsidered
morecrediblesinceallresidualearningsofabusinessbelongtothelegalownersof
thecompany,i.e.ordinaryshareholdersandretainedearningsareundistributed
wealthoftheseequityshareholders.Thus,iftheobjectiveofthefirm istomaximize
itsvalue,anyextrawealthcreatedwillbelongtotheequity(ordinary)shareholders.
Thus,maximizing the value ofa firm means also maximizing the wealth of
shareholders.
Thewealthoftheshareholderswillbemaximizedifthemarketpriceofacompany’s
sharesgoesup.Marketpriceofacompany’ssharesrepresentsthevalueplacedon
the company by marketparticipants.This is a reflection ofthe company’s
investment,financinganddividenddecisions.Ifafirm embarksonaninvestment
decisionthatyieldsapositivenetpresentvalue,theamountofpositivenetpresent
valuewillincreasethewealthoftheshareholders.Theincreaseinwealthofthe
shareholderswillalsomakethemarketpriceofthecompany’ssharestogoupifit
isquotedonthestockExchange.

ArgumentsforWealthMaximization
(i) Wealthmaximizationissuperiortoprofitmaximizationbecausethemainaim

ofthebusinessconcernunderthisconceptistoimprovethevalueorwealth
oftheshareholders.

(ii) Wealth maximization considers the comparison of the value to cost
associatedwiththebusinessconcerni.e.itconsiderstimingofreturnsasthe
netpresentvalueofaninvestmentisobtainedbydiscountingthepresent
valueofcashflowsattheopportunitycostofcapital.
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(iii) Wealthmaximizationconsidersbothtimeandriskofthebusinessconcern.
(iv) Wealthmaximizationprovidesefficientallocationofresources
(v) Itensurestheeconomicinterestofthesociety.
(vi) Itbalancesshort-andlong-term benefits,inawaythatprofitmaximization

objectivecannot.

ArgumentsagainstWealthMaximization
(i) Wealthmaximizationleadstoprescriptiveideaofthebusinessconcernbutit

maynotbesuitabletopresentdaybusinessactivities.
(ii) Wealthmaximizationisnothing.Itisalsoprofitmaximizationinanindirect

way.
(iii) Wealthmaximizationcreatesownership-managementcontroversy.
(iv) Managementaloneenjoyscertainbenefits.
(v) Theultimateaim ofthewealthmaximizationobjectivesistomaximizethe

profit.
(vi) Wealthmaximizationcanbeactivatedonlywiththehelpoftheprofitable

positionofthebusinessconcern.

SHAREHOLDER’SWEALTHMAXIMIZATIONANDSOCIALRESPONSIBILITY
The shareholders’wealth maximization objective provides a guide forefficient
allocationofsociety’seconomicresources.Anyotherobjectivewillleadtosub-optimal
allocation ofresources thatwillhave implication on the growth ofan economy.
However,pursuingwealthmaximizationobjectivedoesnotnecessarilyimplyfulfillment
ofsocialresponsibilityofafirm.Thesocialresponsibilitiesofthefirm includesuch
thingsasprotectingconsumers(e.g.supplyofqualitygoodsatlowprice),maintaining
sound industrialrelations,paying fairremuneration to employees,maintaining fair
recruitmentpracticesandsafeworkingcondition,supportingeducationandsports,
supportingthegovernmentintheprovisionofcleanwateretc.Somesocialactionsare
compatible with the objective ofshareholders’wealth maximization e.g.capital
investmentforthe welfare ofcustomersand employeeswhile some others(e.g.
investment in education) conflicts with the objective of shareholders’wealth
maximization (itmightreduce shareholders’wealth).Since shareholders’wealth
maximizationobjectivehasimplicationontheefficientallocationofsociety’seconomic
resources,thereisatradeoffbetweensocialgoalsandeconomicefficiency.

THEFINANCEFUNCTIONS

Thefinancefunctionisanintegralpartoffinancialmanagementwhichinvolvesthe
acquisitionandutilisationoffundsnecessaryforefficientoperationsofthebusiness
organisation.Itisnotpossibletosubstituteoreliminatethisfunctionasitstartsatthe
settingupofthebusinessorganisationandremainsatalltimesduringthelifeofthe
enterprise.Financeisrequiredeverywhere,beitproduction,marketing,humanresource
development,publicsector,non-profitmakingorganizationorinundertakingresearch
activity.Therefore,itbecomes importantto understanding the universality and
importanceoffinance.
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Financefunctionisthemostimportantfunctionofabusiness.Financeisclosely
connectedwithproduction,marketingandotherbusinessactivities.Intheabsenceof
finance,alltheseactivitiescometoahalt.Infact,onlywithfinance,canabusiness
activitybecommenced,continuedandexpanded.Financeisrequiredeverywhere,beit
production,marketing,humanresourcedevelopment,publicsector,non-profitmaking
organizationorinundertakingresearchactivity.Therefore,itbecomesimportantto
understandingtheuniversalityandimportanceoffinance.

Alldecisionsmostlyinvolve finance.These decisionsare referred to asfinancial
decisionsinanorganization.Theroleofthefinancemanagerinanyfinancialdecisionis
veryvital.Wecanclassifythefinancefunctionsorfinancialdecisionsintothreemajor
groups:

 InvestmentDecisionorLong-term Assetmixdecision
 FinanceDecisionorCapitalmixdecision
 DividendDecisionorProfitallocationdecision

➢

InvestmentDecision

Investmentdecisionsrelatetoselectionofassetsinwhichfundsaretobeinvestedby
thefirm.Investmentalternativesarenumerousandresourcesarescarceandlimited.
Therefore,theavailableresourceshavetoberationedanddiscretelyusedinorderto
maximise organizationalobjectives.Investmentdecisions allocate and ration the
resourcesamongthecompetinginvestmentalternativesoropportunities.Theeffortis
tofindouttheprojects,whichareacceptableandtheonesthatwillyieldthebest
results.

Investmentdecisions relate to the totalamountofassets to be held and their
compositionintheform offixedandcurrentassets.Bothfactorsinfluencetheriskthe
organisationisexposedtoandthemostimportantaspectishowtheinvestorsperceive
therisk.Investmentdecisionsresultinpurchaseofassets.Assetscanbeclassified
undertwobroadcategories:

o Long-term investmentdecisions–Long-term assets
o Short-term investmentdecisions–Short-term assets

Long-term InvestmentDecisions:Thelong-term capitaldecisionsarereferredtoas
capitalbudgetingdecisions,whichrelatetofixedassets.Thefixedassetsarelongterm
innature.Basically,fixedassetscreateearningstothefirm.Theygivebenefitinfuture.
Itisdifficulttomeasurethebenefitsasfutureisuncertain.Theinvestmentdecisionis
importantnotonlyforsettingupnew unitsbutalsoforexpansionofexistingunits.
Decisionsrelatedtothem are,generally,irreversible.Often,reversalofdecisionsresults
insubstantialloss.Whenabrandnewcarissold,evenafteradayofitspurchase,buyer
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treatsthevehicleasasecond-handcar.Thetransaction,invariably,resultsinheavyloss
forashortperiodofowning.So,thefinancemanagerhastoevaluatetheprofitabilityof
everyinvestmentproposal,carefully,beforefundsarecommittedtothem.

Short-term InvestmentDecisions:Theshort-term investmentdecisionsare,generally,
referredto asworkingcapitalmanagement.Thefinancemanagerhasto allocate
amongcashandcashequivalents,receivablesandinventories.Thoughthesecurrent
assetsdonot,directlycontributetoearnings,theirexistenceisnecessaryforproper,
efficientandoptimum utilisationoffixedassets.

➢FinanceDecision

Onceinvestmentdecisionismade,thenextstep ishow to raisefinanceforthe
concernedinvestment.Financedecisionisconcernedwiththemixorcompositionof
thesourcesofraisingthefundsrequiredbythefirm.Inotherwords,itisrelatedtothe
patternoffinancing.Infinancedecision,thefinancemanagerisrequiredtodetermine
theproportionofequityanddebt,whichisknownascapitalstructure.Therearetwo
mainsourcesoffunds,shareholders’funds(variableintheform ofdividend)and
borrowedfunds(fixedinterestbearing).

Thesesourceshavetheirownpeculiarcharacteristics.Thekeydistinctionliesinthe
fixed commitment.Interestis to be paid on borrowed funds irrespective ofthe
profitabilityofthefirm andthispermanentobligationisnotapplicabletofundsraised
from the shareholders.The borrowed funds are relatively cheapercompared to
shareholders’fundsbecausetheyhavetaxshieldinmostcases.However,theycarry
risk.Thisriskisknownasfinancialriski.e.Riskofinsolvencyduetonon-paymentof
interestornon-repaymentofborrowedcapital.
Ontheotherhand,theshareholders’fundsarepermanentsourcetothefirm.The
shareholders’fundscouldbefrom equityshareholdersorpreferenceshareholders.
Equitysharecapitalisnotrepayableanddoesnothavefixedcommitmentintheform of
dividend.However,preferencesharecapitalhasafixedcommitment,intheform of
dividendandcouldberedeemable.Barringafewexceptions,everyfirm triestoemploy
bothborrowedfundsandshareholders’fundstofinanceitsactivities.Theemployment
ofthesefunds,incombination,isknownasfinancialleverage.Financialleverage
providesprofitability,butcarriesrisk.Withoutrisk,thereisnoreturn.Thisisthecasein
everywalkoflife!
Whenthereturnoncapitalemployed(equityandborrowedfunds)isgreaterthanthe
rateofinterestpaidonthedebt,shareholders’returngetsmagnifiedorincreased.In
periodofinflation,thiswouldbeadvantageouswhileitisadisadvantageorcursein
timesofrecession.Thefinancemanagerfollowsthatcombinationofraisingfunds
whichisoptimalmixofdebtandequity.Theoptimalmixminimizestheriskand
maximizesthewealthofshareholders.

➢DividendDecision

Dividenddecisionisconcernedwiththeamountofprofitstobedistributedandretained
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inthefirm.Theterm ‘dividend’relatestotheportionofprofit,whichisdistributedto
shareholders ofthe company.Itis a reward orcompensation to them fortheir
investmentmadeinthefirm.Thedividendcanbedeclaredfrom thecurrentprofitsor
accumulatedprofits.Whichcourseshouldbefollowed–dividendorretention?
Normally,companiesdistributecertainamountintheform ofdividend,inastable
manner,tomeettheexpectationsofshareholdersandthebalanceisretainedwithinthe
organisation forexpansion.Ifdividend is notdistributed,there would be great
dissatisfactionbytheshareholders.Non-declarationofdividendaffectsthemarket
priceofequitysharesseverely.Onesignificantelementinthedividenddecisionis,
therefore,thedividendpayoutratioi.e.whatproportionofdividendistobepaidtothe
shareholders.
Thedividend decision dependson thepreferenceoftheequityshareholdersand
investmentopportunitiesavailablewithinthefirm.Ahigherrateofdividend,beyondthe
marketexpectations,increasesthemarketpriceofshares.However,itleavesasmall
amountintheform ofretainedearningsforexpansion.Thebusinessthatreinvestsless
willtendtogrow slower.Theotheralternativeistoraisefundsinthemarketfor
expansion.Itisnotadesirabledecisiontoretainalltheprofitsforexpansion,without
distributinganyamountintheform ofdividend.Thereisnoready-madeanswertothe
questiononhowmuchistobedistributedandwhatportionistoberetained.Retention
ofprofitisrelatedto:

 Reinvestmentopportunitiesavailabletothefirm.
 Alternative rate ofreturn available to equity shareholders,ifthey invest

themselves

Fig.2.1–FinancialManagementDecisions

INTER-RELATIONSHIPOFFINANCEFUNCTIONSORDECISIONS

Allthemajorfunctionsordecisions– Investmentfunction,Financefunction and
Dividendfunction,areinter-relatedandinter-connected.Theyareinter-relatedbecause
thegoalofallthefunctionsisoneandthesame.Theirultimateobjectiveisonlyone–
achievementofmaximizationofshareholders’wealthormaximizingthemarketvalue
oftheshares.However,fundshaveeconomiccost.So,anefficientfinancialmanager
takestheoptimaldecisionbyconsideringtheimplicationsorimpactofallthedecisions,
together,onthemarketvalueofthecompany’sshares.Thedecisionhastobetaken
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consideringalltheangles,simultaneously.Nofunctionissuperior:Allthefunctionsare
important.Importanceofthefunctiondependsonthesituationofthefirm.Ifafirm has
adequateinvestmentopportunitiesbutexperiencesdifficultytoraisefunds,thenthe
finance function is superiorto the firm,atthatjuncture.Itdoes notmean that
investmentdecisionislessimportantcomparedtofinancedecision,always.

Fig.2.2:GoalsofFinance

ORGANISATIONOFTHEFINANCEFUNCTION

Theresponsibilitiesforfinancialmanagementarespreadthroughouttheorganisationin
thesensethatfinancialmanagementis,toanextent,anintegralpartofthejobforthe
.managersinvolvedinplanning,allocationofresourcesandcontrol.Forinstance,the

productionmanager(engineer)shapestheinvestmentpolicy(proposalofanewplant),
the marketing manager/analystprovides inputs in forecasting and planning,the
purchasemanagerinfluencesthelevelofinvestmentininventoriesandthesales
managerhasasayinthedeterminationofreceivablespolicy.Nevertheless,financial
managementishighlyspecializedinnatureandishandledbyspecialists.Financial
decisionsareofcrucialimportance.Itis,therefore,essentialtosetupanefficient
organisationforfinancialmanagementfunctions.
Sincefinanceisamajor/criticalfunctionalarea,theultimateresponsibilityforcarrying
outfinancialmanagementfunctionslieswiththetopmanagement,thatis,boardof
directors/managingdirector/chiefexecutiveorthecornerstoneoftheboard.However,
theexactnatureoftheorganisationofthefinancialmanagementfunctiondiffersfrom
firm tofirm dependinguponfactorssuchassizeofthefirm,natureofitsbusiness,type
offinancingoperations,abilityoffinancialofficersandthefinancialphilosophy,andso
on.
Similarly,thedesignationofthechiefexecutiveofthefinancedepartmentalsodiffers

widelyincaseofdifferentfirms.Insomecases,theyareknownasfinancemanagers
whileinothersasvice-president(finance),director(finance),andfinancialcontroller
andsoon.S/Hereportsdirectlytothetopmanagement.Varioussectionswithinthe
financialmanagementareaareheadedbymanagerssuchascontrollerandtreasurer.

Figure2.3:FinanceintheOrganizationstructureofafirm

 The board ofdirectors constitutes the source ofultimate authorityin the
company.The board of directors represents the shareholders and are
responsibleforthesuccessfulmanagementofacompany.

 Thechairmanistheheadoftheboardofdirectors.Hechairstheboardof
directors’meetings.

 TheManagingDirectoristheChiefExecutiveOfficertowhom theotherdirectors
report.SometimesinsomecompaniesinNigeria,theChairmancanbetheChief
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executiveofficer.
 TheFinanceDirectorisoneofthekeyexecutivesandisthechieffinancialofficer

(CFO),responsiblefortheformulationofmajorfinancialpoliciesinthefirm.The
financedirectoralso interactswithotherexecutivedirectorsto presentthe
financialimplicationsofmajordecisionsinotherareas.Hespecifiestheduties
ofotherfinancialofficerswhoreporttohim,andisheldaccountableforthe
treasurer’sandcontroller’sactivities.
Specificfinancefunctionsaretypicallydividedbetweenthetreasurerandthe
controller.

 TheTreasurer
Thetreasurerisoneofthetopfinancialofficers.Heisresponsibleforthe
following:

 Bankingrelationships.
 CashManagement-reportsonthedailycashpositionofthefirm andits

workingcapital
 Moneymarketandcapitalmarket
 Foreignexchangemanagement
 Dividenddisbursement
 Creditmanagement,insuranceandpension’smanagement.

 TheController
Thecontrollerisanothertopfinancialofficerofacompany.Heisresponsiblefor
thefollowing

 Therecordingandreportingoffinancialinformation
 Preparationofbudgetsandfinancialstatement
 Payroll,taxesandinternalauditing.

Inasmallcompany,thesamepersoncanperform theroleofthetreasurerand
controllerunderthetitleoftreasurer,controllerorfinancedirector.

FINANCIALMANAGEMENTASATOOLFORPLANNINGANDCONTROL

Introduction

Financialmanagementinvolvesplanning,controllingandmonitoringfinancialresources
toachieveorganisationalobjectives.Facedwithacceleratingrateofchangeinthe
technical,political,socialandeconomicforces,themanagementoforganisationshas
becomemoredifficultrequiringgreaterskillsinplanning,analysisandcontrol.
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Background

Financialplanninginvolvesanalysingthefinancialflowsofacompany,forecastingthe
consequencesofvariousinvestment,financinganddividenddecisionsandweighing
theeffectsofvariousalternatives.Theideaistodeterminewherethefirm hasbeen,
whereitisnowandwhereitisheading–notonlythemostlikelycourseofevents,but
deviationfrom themostlikelyoutcome.Theadvantageoffinancialplanningisthatit
forces managementto take accountofpossible deviation from the company’s
anticipatedpath.Theaimsinfinancialplanningshouldbetomatchtheneedsofthe
companywiththoseoftheinvestorswithasensiblegearingofshortterm andlong-term
fixedinterestsecuritiesandeliminatewasteresultingfrom complexityofoperation(e.g.
byproviding policies and procedures which make possible a closercoordination
betweenvariousfunctionsofthebusinessenterprise).Afirm whichdoesnotperform
financialplanning,dependsuponpastexperiencefortheestablishmentofitsobjectives,
policiesandprocedures.Itmaybesummarizedthatfinancialplanningshould

 Determinethefinancialresourcesrequiredinmeetingthecompany’soperating
program.

 Forecastthe extentto which these requirements willbe metby internal
generationoffundsandtowhatextenttheywillbemetfrom externalsources.

 Developthebestplanstoobtaintherequiredexternalfunds.
 Establishandmaintainasystem offinancialcontrolgoverningtheallocationand

useoffunds.
 Formulate programs to provide the mosteffective cost-volume -profit

relationship.
 Analysethefinancialresultsofoperation.
 Reportthefactstothetopmanagementandmakerecommendationsonfuture

operationsofthefirm.

StepsinFinancialPlanning

Financialplanninginvolvesthefollowingsteps:

Establishingobjectives-Thefinancialobjectiveofanybusinessenterpriseistoemploy
capitalin whateverproportion necessaryand to increase the productivityofthe
remainingfactorsofproductionoverthelongrun.Althoughtheextenttowhichthe
capitalisemployedvariesfrom firm tofirm,theoverallobjectiveisidenticalinallfirms.
Businessenterpriseoperatesinadynamicsociety,andinordertotakeadvantageof
changingeconomicconditions,financialplannersshouldestablishbothshort-term and
long-term objectives.Thelong-term goalofanyfirm istousecapitalinthecorrect
proportion.Themanagersofanorganisationknow itverywellthatintoday’sworld,
innovationandadaptationiscrucialtobesuccessfulinthedynamicmarket.Theimpact
ofinnovationonkeyvaluedriversalsohastobeexaminedtoremainintheforefrontin
theindustry.Whileestablishing theobjectives,theinnovation and thevalue-driver
shouldbeclearlystated.Constantinnovationandadaptationofkeybusinessprocesses
isassumingincreasingimportanceinestablishingtheobjectivesofacompany.
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PolicyFormulation -Financialpolicies are guides to allactions,which dealwith
procuring,administeringanddisbursingthefundsofbusinessfirms.Thepoliciesmay
beclassifiedintoseveralbroadcategories:

 Policiesgoverningtheamountofcapitalrequiredforfirmstoachievetheir
financialobjective.

 Policieswhichdeterminethecontrolbythepartieswhofurnishthecapital.
 Policieswhichactasaguideintheuseofdebtorequitycapital.
 Policieswhichguidemanagementintheselectionofsourcesoffunds.
 Policieswhichgoverncreditandcollectionactivitiesoftheenterprise.

Forecasting-Afundamentalrequisiteoffinancialplanningisthecollectionoffacts.
However,wherefinancialplansconcernthefuture,“facts”arenotavailable.Therefore,
financialmanagementisrequiredtoforecastthefutureinordertopredictthevariability
offactorsinfluencingthetypeofpoliciesformulated.

FormulationofProcedures-Financialpoliciesarebroadguideswhich,tobeexecuted
properly,mustbetranslatedintodetailedprocedures.Thishelpsthefinancialmanager
toputplannedactivitiesintopractice.Theobjectivesettingandforecastingmaybe
donebyconsidering somefactsand figures.Butformulationofprocedureisthe
backboneofprocurement,operation,distribution,logisticsandcollectionfrom debtors.
Itisacomplexflowchartinvolvingallpossibleoptions.

CharacteristicsofFinancialPlanning

Agoodfinancialplanischaracterizedbythefollowing:

i. Simplicityofpurpose-Theplanningscheduleshouldbeorganizedandshouldbe
assimpleaspossiblesothattheunderstandingofitbecomeseasier.

ii. Intensiveuse-Awastefuluseofcapitalisalmostasbadasinadequatecapital.
Afinancialplanshouldbesuchthatitwillprovideforanintensiveuseoffunds.
Fundsshouldnotremainidle,norshouldtherebeanypaucityoffunds.Moreover,
theyshouldbemadeavailablefortheoptimalutilizationofprojects.

iii. Financialcontingency-Planning,asitiscommonlypracticedtoday,tendsto
buildinrigidities,whichworkagainstaquickandeffectiveresponsetothe
unexpected event.Contingencyplanning ora strategyforfinancialmobility
should be broughtinto the open fora carefulreview.Everybusiness has
objectives thatguide policyin theirmostbasic form and include survival,
profitabilityandgrowth.Growthobjectivesthatarecentraltoaphilosophyof
successfulmanagementmaybeexpressedinavarietyofways–sales,profits,
marketshare,geographicalcoverageandproductline.However,theyareall
contingenton a continuous flow offunds which make itpossible forthe
managementto implementdecisions.Financialcontingency planning is a
strategy,whichafirm adoptsinsituationsofadversity.

iv. Objectivity-Thefiguresandreportstobeusedforafinancialplanshouldbefree
from partiality,prejudice and personalbias.A lapse from objectivity is
undesirableasitmaymisleadandmakeitdifficultifnotimpossibleforafirm to
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prepareafact-findingplan.
v. Comparisons-Figuresandreportsshouldbeexpressedintermsofstandardsof

performance.Financialexecutives often take decisions based upon their
personaljudgments.These decisions are subjective.Subjectivity can be
eliminatedifstandardsofperformance,includingthoseofpastperformanceare
clearlyhighlightedandproperlydocumented.

vi. Flexibility-Thefinancialplanshouldbesuchthatitcanbemadeflexible,sothat
itcanbemodifiedorchanged,ifitisnecessarytodoso.Suchflexibilitiesinclude
makingprovisionsforvaluableorconvertiblesecurities,avoidingrestrictiveor
bindingprovisionsindebenturesandpreferredstockandintroducingflexible
sinkingfundpositionindebenturefinancing.Theenvironmentofafirm may
changefrom timetotime.Itisthereforeadvisabletohaveamoreversatileplan
thanaroutineone.

vii. Profitability-Afinancialplanshouldmaintaintherequiredproportionbetween
fixedchargeobligationsandtheliabilitiesinsuchamannerthattheprofitability
oftheorganizationisnotadverselyaffected.Themostcrucialfactorinfinancial
planning istheforecasting ofsaleswhich almostinvariablyrepresentsthe
primarysourceofincomeand cashreceipts.Besides,theoperationofthe
businessisgearedtotheanticipatedvolumeofsales.Themanagementshould
recognizethelikelymarginsoferrorinherentinforecasts,andthisrecognition
wouldenablethemanagementtoavoidthehazardsinvolvedinattachingafalse
accuracytoforecastdatabasedontenuousassumptions.

viii. Maneuverability -Maneuverability is the directresultofa management’s
adherence to the financialstructure which is acceptable to the business
communityi.e.creditors,shareholders,bankers,etc.Itisnecessarytochoosea
financialplan,whichmaycontrolthecrisisthatmaydevelopfrom timetotime.It
iswellknownthatanyfinancialplanshouldaim ataproperbalancebetween
debtandequity.Thisisessentialtoensurethatthestakeoftheentrepreneurin
anindustryoraconcernissubstantial,so thathishandlingoftheaffairs,
financialandothersmaybeinitsbestinterest.

ix. Risks-Therearedifferenttypesofrisksbutthefinancialmanagerismore
concernedaboutthefinancialriskwhichiscreatedbyahighdebt-equityratio
thanaboutanyotherrisk.Ifearningsarehigh,thefinancialriskmaynothave
much ofan impact.In otherwords,iftheeconomicrisksofthebusiness
activitiesarereducedtoaminimum,afirm maynotbeexposedtofinancialrisks.
Itsrefinancingshouldbeplannedinsuchamannerthattheimpactofriskisnot
seriouslyfelt.

Planningisessentialforanybusinessoperationssothatthecapitalrequirementmay
beassessedasaccuratelyaspossible.Aplanshouldbesuchthatitshouldservea
practicalpurpose.Itshouldberealisticandcapableofbeingputtointensiveuse.Buta
properbalancebetweenfixedandworkingcapitalshouldbemaintained.

LimitationofFinancialPlanning

Plansaredecisionsanddecisionsrequirefacts.Sincefactsaboutthefuturearenon-
existent,assumptions concerning the future mustbe substituted.Since future
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conditionscannotbeforecastedaccurately,theadaptabilityofplanisseriouslylimited.
This is true forplans which coverseveralyears in advance,since reliability of
forecastingdecreaseswithtime.Ontheotherhand,planswhichcoverarelativelyshort
period,suchasinterestrates,andgeneralbusinessconditionscanbepredictedwitha
gooddegreeofaccuracy.
Onewaytooffsetthelimitationsimposedbymanagement’sinabilitytoforecastfuture
conditionistoimprovetheirforecastingtechniques.Anotherwaytoovercomethis
limitationistoreviseplansperiodically.Thedevelopmentofvariableplans,whichtake
intoaccountchangingconditions,willgoalongwayineliminatingthislimitation.
Variablebudgetsareexamplesofvariableplans.Anotherseriousdifficultyinplanningis
thereluctanceorinabilityofthemanagementtochangeaplanonceithasbeenmade.
Thereareseveralreasonsforthis.First,plansrelatingtocapitalexpenditureoften
involvecolossalexpenditureandcommitmentsforfundsaremademonthsinadvance
andcannotbereadilychanged.Second,inadditiontoadvancearrangementsregarding
capital,managementoftenmakescommitmentsforrawmaterialandequipmentprior
tothetimewhentheplanistobeinitiated.Third,managementpersonnelmayresist
change,which createsrigidity.Financialplanning islimited when thereislackof
coordinationamongthepersonnel.Financialplanningaffectseachfunctioninthe
organization,andtobeeffective,eachfunctionshouldbecoordinatedinordertoensure
consistencyinaction.

FinancialControls

Financialcontrolsaretheprocedures,policies,andmeansbywhichanorganization
monitorsandcontrolsthedirection,allocation,andusageofitsfinancialresources.
Financialcontrols are atthe verycore ofresource managementand operational
efficiencyinanyorganization.

RequiredProcesses

The implementation ofeffective financialcontrolpoliciesshould be done aftera
thoroughanalysisoftheexistingpoliciesandfutureoutlookofacompany.Inaddition,it
isimportanttoensurethefollowingfourprocessesarecompletedbeforeimplementing
financialcontrolinabusiness:

1.Detectingoverlapsandanomalies-Financialbudgets,financialreports,income
statements,statementoffinancialposition,etc.presenttheoverallperformance
and/oroperationalpictureofabusiness.Hence,whileformulating financial
controlpolicies,itisveryimportanttodetectanyoverlapsand/oranomalies
arisingoutofthedataavailable.Ithelpsindetectinganyexistingloopholesinthe
currentmanagementframeworkandeliminatingthem.

2.Timelyupdating-Financialcontrolistheessenceofresourcemanagementand,
hence,theoveralloperationalefficiencyandprofitabilityofabusiness.Timely
updates ofallavailable data are very important.In addition,updating all
managementpracticesandpoliciesconcerningtheexistingfinancialcontrol
methodsisalsoequallyimportant.

3.Analysing allpossible operationalscenarios -Before implementing a fixed
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financialcontrolstrategyinanorganization,itisimportanttothoroughlyevaluate
allpossibleoperationalscenarios.Viewingthepoliciesfrom theperspectivesof
differentoperationalscenarios–suchasprofitability,expenditures,safetyand
scaleofproductionorvolume–canprovidethenecessaryinformation.Also,it
helpsestablishaneffectivefinancialcontrolpolicythatcoversalloperational
aspectsoftheorganization.

4.Forecastingandmakingprojections-Whileimplementingafinancialcontrol
policy,forecastingandmakingprojectionsareveryimportantsteps.Theyprovide
aninsightintothefuturegoalsandobjectivesofthebusiness.Inaddition,they
canhelpestablishafinancialcontrolpolicyinaccordancewiththebusiness
objectivesandactasacatalystinachievingsuchgoals.

ImportanceofFinancialControls

a.Cash flow maintenance -Efficient financialcontrolmeasures contribute
significantlytothecashflowmaintenanceofanorganization.Whenaneffective
controlmechanism is in place,the overallcash inflows and outflows are
monitoredandplanned,whichresultsinefficientoperations.

b.Resourcemanagement-Thefinancialresourcesofanorganizationareatthe
verycoreofanyorganization’soperationalefficiency.Financialresourcesmake
availableallotherresourcesneededforoperatingabusiness.Hence,financial
resourcemanagementiscrucialinordertomanageallotherresources.Effective
financialcontrolmeasureshence,arecrucialtoensureresourcemanagementin
anorganization.

c.Operationalefficiency-Aneffectivefinancialcontrolmechanism ensuresoverall
operationalefficiencyinanorganization.

d.Profitability-Ensuringanorganization’soveralloperationalefficiencyleadsto
the smooth functioning ofevery organizationaldepartment.This in turn,
increasesproductivitywhich comeswith a direct,positive relationship with
profitability.Hence,establishingeffectivefinancialcontrolmeasuresensures
improvedprofitabilityofanybusiness.

e.Fraudprevention-Financialcontrolservesasapreventativemeasureagainst
fraudulentactivitiesinanorganization.Itcanhelppreventundesirableactivities
suchasemployeefraud,onlinetheft,andmanyothersbymonitoringtheinflow
andoutflowoffinancialresources.

ExamplesofFinancialControls

Financialcontrolsareinstitutedinseveralareasofanorganisation’soperations.Some
oftheseare:

1.Overallfinancialmanagementandimplementation

 Placingcertainqualificationrestrictionsandemployingonlycertified,qualified
financialmanagersandstaffworkingwiththeformulationandimplementationof
financialmanagementpolicies.
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 Establishinganefficient,directchainofcommunicationamongtheaccounting
staff,financialmanagers,andsenior-levelmanagers,includingtheChiefFinance
Officer(CFO).

 Periodictrainingsessionsandinformationsessionsamongaccountingstaff,etc.
to ensure being updated with the changing laws and evolving business
environmentconcerningbusinessfinance.

 Periodic,thorough financialanalysis and evaluation offinancialratios and
statementswhereverfluctuationsaresignificant.

 Delegationoffinancialdutiesinasegregatedandhierarchicalfashioninorderto
establishachainofoperationandefficiencyviaspecialization.

2.Cashinflows

 Stringentcreditreportingpolicyforallcustomersbeforeenteringintoacreditor-
debtorrelationshipwiththem.

 Periodicreconciliationofbankstatementstothegeneralledgerinadditionto
annualreportingformoreefficientfinancialcontrol.

 Establishing a periodic review policy with allexisting customers thatthe
business establishes a creditor-debtorrelationship with.This ensures the
ongoingcreditworthinessofcustomersandeliminatestheprobabilityofbad
debts.

 Supportfilesandbackupsforallfinancialdatainaseparatesecureddatabase
withaccessonlypermittedtoseniormanagementstaff.

3.Cashoutflows

1.Automatic/subscription payments to be monitored and requiring proper
authorizationinordertocontrolextravagantbusinessexpenditure

2.Maintainingavendordatabasewithdetailedpurchaserecordswithrestricted
accessinordertomonitorcashoutflowefficiently

3.Periodicreconciliationofbankstatementstothegeneralledger
4.Clearandpreciseexpensereimbursementpolicytobemaintained,including

detailedexpensereportsandreceiptverificationsinordertocurbextravagant
businessexpensesandemployeefraud

NATUREANDRISKSOFFINANCE

Introduction

Riskisthevariabilitythatislikelytobeassociatedwiththefuturereturnsfrom aproject.
Strictly,riskisasituationwherethefutureoutcomesisunknown,butthelikelihoodof
variouspossiblefutureoutcomesmaybeassessedwithsomedegreeofconfidence,
probablybasedonknowledgeofpastorexistingeventsinotherwords,probabilitiesof
possibleoutcomescanbeestimated.
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Background

Tofunctionproperlyinbusiness,aninvestorshouldconsidertherisktakenespeciallyin
thesourcingandusageoffunds.Iftheinvestorbelievesthatthereissomechance,
howeversmall,thatinthelongrunhemayearnanextrareturn(profit),hewouldinvest
extraeffortthanhenormallywouldtoobtainreturnonarisklessinvestment.Hewillnot
investunlesshecanexpectahigherreturniftheinvestmentdoessucceed.Thoughin
thecourseofevent,hewillnotnecessarilyexpectthishigherreturntobecomeavailable
atonce.Thisallowanceforrisk,ingreaterorlessdegree,ismadewhenevertheyieldof
theinvestmentisanywheredependentonthesatisfactoryresultoftheundertakingof
workforwhichthefullfruitsarereapedonlyafteradelay.Itispertinenttonotethat
therecanneverbeacertaintythatthefruits,whenreapedwouldbecommensuratewith
thecostofresources(labour,capitaletc)expendedintheproduction/marketing.Hence,
thereisalwayssomechancethatpartoralloftheresourcesemployedmayproveto
havebeenwasted.

ClassificationofRisk

Generally,risk can be classified into two categories named systematic and
unsystematicrisks.

 SystematicRisk:thisisariskthatiscausedbyexternalbutuncontrollablefactor.
Itisthatriskthatiscommontoallinvestments.Itisnotwithinthecontrolofthe
investor.So,itcannotbereducedoreliminatedthroughportfoliodiversification.
Therefore,itisalternativelycallednon-diversifiablerisk.Itiscausedbyevents
suchasinflation,economicproblems,politicalproblems,waretc.Themarket
paystheinvestorapremium fortherisk.

 UnsystematicRisk:thisisuniquetoaparticularsecurityorbusiness.Thisisthe
reasonwhyitiscalledspecificrisk.Itis,therefore,withinthecontrolofthe
management.So,itcanbeeliminatedorreducedthroughportfoliodiversification.
Inotherwords,itisadiversifiablerisk.Itcanbecausedbysucheventsasthe
qualityofmanagement,location,dependencyonlimitedcapital,natureofthe
productsetc.

FormsofRisks

Theriskthatthreatensthecompleteorpartiallossofthepostponedfruitsofeffortcan
takefourmainforms:

1.Physicalrisks
2.Technicalrisks
3.Economicrisks
4.Politicalrisks

1.PhysicalRisksandFinance
Thesearerisksthatsomeaccidentmaydestroyorspoilsomephysicalgoods
createdbytheworkfinanced.Examplesincludeastockoffoodgoingbadorbeing
eatenupbyinsectsoranimals,ahouse(premises)destroyedbyfire,ashipwrecked
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orsunkanddangersfrom fire,flood,storm,theftetc.Thesehavealwaysthreatened
andstillthreatenthebenefitofthefruitsofinvestmentinbusinessenterprise.

2.TechnicalRisksandFinance
These are risks arising from the factthatthe producer’s skillorthatofthe
subordinatesmaynotbeuptotheexpectedlevelfortheplan,henceitmayfallshort
ofachievingtheintention.Ifatallitisachieved,itmayfallbelowthestandard;i.e.
theend-product,atdisposalmayconsume,initsconstruction,moreresourcesthan
permitted in making the plans.Forexample,a farm entrepreneurin a new
environmentmaytrytogrowcropsunsuitedtothesoilorclimate.Anewtechnical
process,successfulin the laboratory orin small-scale plantmay encounter
unforeseendifficultieswhentriedinlarge-scaleproduction.Whereverexperienceof
theexactprocessislacking,whetherbecausetheprocessitselfisonlynewly
developedorbecauseofthelackofexperienceofthepeopleusingit,ahighdegree
oftechnicalriskisalwayspresent.Thisisoneofthereasonstheearlystageof
enterprise venturing into new areas ofproducing goods/services,using newly
processesarenearlyalwayslesssatisfactorythananticipated.Experience(know-
how)gainedbytheorganizationofitsparticulartechnicalprocessoftenconstitutes
itsmostvaluablepossession.
Thus,unforeseentechnicalriskinfinancerendersthewholeperiodofintensivework
completelywastefulexceptfortheobtainingofvaluableexperience.

3.EconomicRisksandFinance
Thiscategoryofrisksisusuallythegreatestandcloselyrelatedtofinance.They
remain;eventhoughthephysicalobjectcreatedsuffernounexpecteddamage.Itis
foundpossibletoconstructthesephysicalobjectswiththeresourcesassumedto
beavailable.Therearefourmainkindsofthisrisk:

i. Theriskofaninadequatesupplyoftheresources(rawmaterials)needed
tomaketheproductplannedsothatitcostsmoretomakethanhadbeen
expectedorevencannotbemadeatall.

ii. Theriskoffallindemandfortheproductonceithasbeenmade.
iii. Theriskofafailureofthedemandforaproductisincreasedwhenthat

productisitselfhighlydurable.iv.Theriskthatpotentialpurchasersmay
bepreventedfrom buyingbyashortageoffinance.

4.PoliticalRisksandFinance
Thesearerisksoflossesasaresultoftheunforeseeninterventionbygovernments.
Theserisksmayparticularlyaffecttheenterpriseoperatinginorexportingto,a
foreigncountry,wheregovernmentlawsandpoliciesareunstableordiscriminatory.
Thismayhaveuntoldfrustrationinthequestforachievementoftheexpectedreturn
oncapitalinvestment.ExampleincludesRentAct,whichcanaffectthestatusof
workerswhoaretenantsifitisnotfavourable;corporatetaxcanaffecttheprofit
marginofanenterpriseandthismayinturnhaveeffectonthefinancesofthe
organization.

Despitetheaboveclassificationsofrisks,aninvestorissubjecttoavarietyofother
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riskswhichinclude:
 InterestRateRisk:thisriskstemsfrom thevariabilityinthelevelofinterest

rates.Asrateschange,bondwithfixedcouponpaymentsexperienceprice
changes.Specifically,thehighertheinterestrates,thelowerthepriceof
bondsandviceversa.

 DefaultRisk:thisistheprobabilityoffailurebythedebtortomeetinterest
and/orprincipalobligationsasandwhendue.

 ExchangeRisk:thisisthevariabilityofafirm’svaluethatisduetouncertain
exchangerates.

 PriceLevelRisk:thisarisesfrom changesintheinflationratewhichproduce
uncertaintyabouttherealincomefrom aninvestmentandconsequently,
aboutitspresentormarketvaluesaswellasitsfuturevalue.

 FinanceRisk:itistheriskresultingfrom leveragei.e.thedegreeofthefirm’s
assets financed bydebt.The higherthe percentage ofa firm’s assets
financedbydebt,thegreaterthefinanceriskandhencetheprobabilityof
liquidation.

 Liquidityrisk:thisresultfrom inefficientdisbursementofafirm’scashflows.
Agoodexampleisusingshort-term fundstofinanceaprojectwithmedium
orlong-term maturity.

 MarketRisk:thisisduetotheimpactofmarketconditionsontheoperation
ofafirm oronthevalueofitssecurities.Thehigherthecorrelationsbetween
theratesofreturnonagivensecurityandthoseonanindexrepresentativeof
themarket,thegreaterthemarketrisks.

 Operatingrisk:thisrelatestothefixedchargesinthefirm’soperation.The
higherthefixedcosts,thehighertheoperatingleverageandtheoperatingrisk.
Thereasonisthatafirm withhighoperatingleveragewouldrequirehigher
saleslevelinordertoreachbreakevenpoints.

 BusinessRisk:itistheuncertaintyofincomeflowscausedbythenatureof
thefirm’sbusiness.Inorderwords,itisinherentintheoperationsofafirm or
industry.Businessriskisdividedintotwocategories:internalandexternal
businessrisks. o InternalBusinessrisk:itisassociated withoperating
conditionsthatcan bemanaged within thefirm and isreflected in the
operatingefficiencyofthefirm.oExternalbusinessrisk:itisassociatedwith
operatingconditionimposedonthefirm bycircumstancesbeyonditscontrol
suchasthepolitical,socialandeconomicenvironmentinwhichitoperates.

 PortfolioRisk:itismeasuredasthestandarddeviationoftheexpectedreturn
onsecuritiesinaportfolio.

ManagementofRisks

Onceriskshavebeenidentifiedandassessed,alltechniquestomanagetheriskfallinto
oneormoreofthesefourmajorcategories:

 Avoidance(eliminate,withdrawfrom ornotbecomeinvolved)
 Reduction(optimize–mitigate)
 Sharing(transfer–outsourceorinsure)
 Retention(acceptandbudget)
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i. Riskavoidance-Thisincludesnotperforminganactivitythatcouldpresent
risk.Refusingtopurchaseapropertyorbusinesstoavoidlegalliabilityisone
suchexample.Avoidingairplaneflightsforfearofhijacking.Avoidancemay
seem liketheanswertoallrisks,butavoidingrisksalsomeanslosingouton
thepotentialgainthataccepting(retaining)theriskmayhaveallowed.Not
enteringabusinesstoavoidtheriskoflossalsoavoidsthepossibilityof
earningprofits.

ii. Riskreduction-Riskreductionor"optimization"involvesreducingtheseverity
ofthe loss orthe likelihood ofthe loss from occurring.Forexample,
sprinklersaredesignedtoputoutafiretoreducetheriskoflossbyfire.This
methodmaycauseagreaterlossbywaterdamageandthereforemaynotbe
suitable.Halonfiresuppressionsystemsmaymitigatethatrisk,butthecost
maybeprohibitiveasastrategy.Acknowledgingthatriskscanbepositiveor
negative,optimizingrisksmeansfindingabalancebetweennegativeriskand
thebenefitoftheoperationoractivity;andbetweenriskreductionandeffort
applied.Modern software development methodologies reduce risk by
developinganddeliveringsoftwareincrementally.

iii. Risksharing–Itisdefinedas"sharingwithanotherpartytheburdenofloss
orthebenefitofgain,from arisk,andthemeasurestoreducearisk."Risk
transferisoftenusedinplaceofrisksharinginthemistakenbeliefthatyou
cantransferariskto athirdpartythroughinsuranceoroutsourcing.In
practiceiftheinsurancecompanyorcontractorgobankruptorendupin
court,theoriginalriskislikelytostillreverttothefirstparty.Assuch,inthe
terminologyofpractitionersandscholarsalike,thepurchaseofaninsurance
contractisoftendescribedasa"transferofrisk."
However,technicallyspeaking,thebuyerofthecontractgenerallyretains

legalresponsibilityforthelosses"transferred",meaningthatinsurancemay
bedescribedmoreaccuratelyasapost-eventcompensatorymechanism.For
example,apersonalinjuriesinsurancepolicydoesnottransfertheriskofa
caraccidenttotheinsurancecompany.Theriskstilllieswiththepolicyholder
namelythepersonwhohasbeenintheaccident.Theinsurancepolicysimply
providesthatifanaccident(theevent)occursinvolvingthepolicyholderthen
some compensation may be payable to the policy holder that is
commensuratewiththesuffering/damage.

iv. Riskretention-Riskretentioninvolvesacceptingtheloss,orbenefitofgain,
from ariskwhentheincidentoccurs.Riskretentionisaviablestrategyfor
smallriskswherethecostofinsuringagainsttheriskwouldbegreaterover
time than the totallosses sustained.Allrisks thatare notavoided or
transferredareretainedbydefault.Thisincludesrisksthataresolargeor
catastrophicthateithertheycannotbeinsuredagainstorthepremiums
wouldbeinfeasible.Warisanexamplesincemostpropertyandrisksarenot
insuredagainstwar,sothelossattributedtowarisretainedbytheinsured.
Also,anyamountsofpotentialloss(risk)overtheamountinsuredisretained
risk.Thismayalsobeacceptableifthechanceofaverylargelossissmallor
ifthecosttoinsureforgreatercoverageamountsissogreatthatitwould
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hinderthegoalsoftheorganizationtoomuch.

FINANCINGBUSINESS

Introduction

Financingistheprocessofprovidingfundsforbusinessactivities,makingpurchases,
orinvesting.Financialinstitutions,suchasbanks,areinthebusinessofproviding
capitaltobusinesses,consumers,andinvestorstohelpthem achievetheirgoals.The
useoffinancingisvitalinanyeconomicsystem,asitallowscompaniestopurchase
productsoutoftheirimmediatereach.Asabusinessdevelops,itrequiresvarying
amountsoffinancedependingonthestageofdevelopmentthebusinessisat.
Background

Inordertocarryonbusinessactivitiesabusiness,afirm needstoraisefundsfrom
varioussources.Afirm shouldrealisticallyevaluateitscreditworthinessandinvestment
profilesoastoassessthefinanceoptionthatbestsuitstheneedsofthebusiness.The
basicthingsthatafirm shouldconsiderwhenassessingthefinanceoptionare:

i. Developmentstageofthebusinessinitsfinanciallifecyclesuchasstart-up,
developing,ormaturestage.

ii. Appealofthebusinessanditsoperationsintheeyesofinvestors.
iii. Capitalrequirementforthebusiness.
iv. Whetherpersonalfinancecancovertheneedsofthebusiness.
v. Whetherinternalfinancecanfillthegapbetweenwhatthebusinesshasand

whatitneeds.

Developmentstagesofabusiness

i. Start-upbusiness:businessinthisstagefacegreatchallengeinobtaining
financeduetolackoffinancialperformancehistoryandcreditratings.

ii. Growingbusiness:businessinthisstagehaslesserdifficultyinobtaining
finance as ithas more finance option to selectfrom due to its credit
worthinessandoperatinghistory.

iii. Agingbusiness:businessesinthisstageareusuallyliquidbecausetheydon’t
engageinnewinvestmentbutrather,theyaresearchingforthebestwayto
sellout.

Sourcesoffinance

Fundamentally,sourcesoffinancecanbeclassifiedintodebtfinancingandequity
financing.

Debtfinancing-debtfinanceisthemoneyborrowedwhichistoberepaidoverastated
periodoftime.Debtfinancecanbeshortterm debtfinanceorlong-term debtfinance.It
isshortterm ifrepaymentperiodislessthanoneyearanditislongterm ifithasa
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repaymentperiodthatismorethanoneyear.Lendersdonothaveownershipinterestin
thebusinessand theobligation oftheborrowerispayintereston theloan and
repaymentofthelumpsum atduedate.Debtfinancecanbesecuredorunsecured.A
secureddebtisadebtinwhichtheborrowergrantsinterestinanasset(collateral)to
thelender.Thelendercanhaveafloatingchargeorafixedchargeontheassetofthe
firm.Intheeventofdefaultbytheborrower,thelendercanusethecollateraloftheloan
torecoupfundbyseizingandliquidatingit.

AdvantagesofDebtFinancing

Theadvantagesoffinancingabusinessthroughdebtincludethefollowing:

i. Thelendinginstitutionhasnocontroloverhowthecompanyisrunandithas
noownershipinterest.

ii. Oncethecreditfacilityisrepaid,relationshipwiththelenderends.Thisis
especiallyimportantasthebusinessbecomesmorevaluable.

iii. Theinterestpaidondebtfinancingistaxdeductibleasabusinessexpense.
iv. Themonthlypayment,aswellasthebreakdownofthepayments,isaknown

expensethatcanbeaccuratelyincludedinthecompany’sforecastingmodels.

DisadvantagesofDebtFinancing

However,debtfinancingforabusinessdoescomewithsomedownsideswhichinclude:
i. Addingadebtpaymenttothemonthlyexpensesassumesthatthecompany

willalwayshavethecapitalinflow tomeetallbusinessexpenses,including
thedebtpayment.Forsmallorearly-stagecompaniesthatisoftenfarfrom
certain.

ii. Smallbusinesslendingcanbeslowedsubstantiallyduringrecessions.In
toughertimesfortheeconomy,itcanbedifficulttoreceivedebtfinancing
unlesstheborrowingcompanyisoverwhelminglyqualified.

Equityfinancing -equityfinance is contributed byowners ofthe business.The
contributorshaveownershipinthebusiness.Theyexchangecashorotherassetfor
shareofownership.Thecontrolexercisedbyequityownersdependsontheirsharein
thefirm.Thecontributorsofequityfinancesharetheriskandrewardofownership.
Equityownershaveclaim onassetand earningsofthefirm afterallotherfixed
obligationshavebeensettled.Nospecificamountispaidasinterestonequityfinance
andthereisnorepaymentobligationunlikedebtfinancethathasarepaymentperiod
and also attractsfixed interest.Thefirm can persuadetheequityholdersin the
defermentofobligationduetothem.Raisingnewfinancebyissuingequitywillresultin
dilutionofownershipandtheremaybelossofcontroloverthefirm.

AdvantagesofEquityFinancing

Fundingabusinessthroughinvestorshasseveraladvantages,includingthefollowing:
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i. Thecompanydoesnothavetopaybackthemoney.Intheunlikelyeventof
thecompanygoingbankrupt,theinvestororinvestorsarenotcreditors.They
arepartialownersinthecompanyandbecauseofthat,theirmoneyislost
alongwiththecompany.

ii. Monthlypaymentsarenotnecessary,sothereisoftenmoreliquidcashon
handforoperatingexpenses.

iii. Investorsunderstandthatittakestimetobuildabusiness.Thisremovesthe
pressureofhavingtoensurethatthecompany’sproductsorbusinessthrive
withinashortamountoftime.

DisadvantagesofEquityFinancing

Similarly,there are a numberofdisadvantages thatcome with equityfinancing,
includingthefollowing:

i. Equityfinancinginvolvesgivingupownershipofaportionofthecompany.
Thelargerandriskiertheinvestment,themoreofastaketheinvestorwill
want.Unlessadealislaterconstructedtobuytheinvestor’sstake,that
partnerwilltaketheagreedpercentageofthebusiness’profitsindefinitely.

ii. Decisionmakingrequiresstakeholders’consultationtherebycurtailingthe
influenceoftheoriginalpromoter(s)ofthebusiness.

Formsofequityfinance:theform ofequityfinancedependsonthetypeofbusiness
organization.

o Soleproprietorship:thisisabusinessorganizationownedbyoneperson.The
equityfinanceisthecapitalcontributedbythesoleownerofthebusinesswhich
canbeincashorasset.Thecapitalwillbeincreasedbyadditionalcapital
introducedbytheownerandprofitretainedinthebusinesswhileitwillbe
reducedbydrawingsmadebytheowner.

o Partnershipbusiness:thisisabusinesscarriedonbytwoormorepeople.The
equityfinanceisthecapitalcontributedbythepartnersaccordingtopartnership
agreementwhichcanbeintheform ofcashorasset.Equitycanbeincreasedby
undistributedprofitanditcanbereducedbydrawings.Additionalequitycanbe
injectedintothebusinessbyexistingpartners.Ifnewequityistobeintroduced
by a new partner,the partnership business willbe dissolved and a new
partnershipwillbeformed.Soleproprietorshipandpartnershipofferlimited
equitywhencomparedtoalimitedcompanythatcanofferitssharetothepublic
andwheresharescanbeeasilytransferred.

o Limitedcompany:equityfinanceisrepresentedbyshares.Sharesdividethe
capitalofthefirm intosmallerunitswithaparvalue.Theparvaluecanbethe
nominalvalueofthefacevalue.Therearetwotypesofequityfinanceinlimited
companieswhichareordinarysharesandpreferenceshares.Ordinaryshares:
ordinaryshareisaunitinthecapitalofacompany.Itisraisedbyownersofthe
company.Ithasanominalvalueofafacevalue.Theauthorisedsharethatcan
beraisedbyacompanyisstatedinitsmemorandum andarticlesofAssociation
ofthecompany.Ordinaryshareholdershavevotingrightsinacompanyandthe
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extentoftheirvotingrightsdependsonthenumberofordinarysharesowned.
Ordinaryshareholdershaveresidualclaimsovertheincomeandassetofthe
company.Preferencesharesarefinancecontributedbytheinvestingpublic.
Preferenceshareholdersdonothaveownershipinthecompanyandthustheydo
nothaveavotingrightinthecompany.Preferencessharesattractfixeddividend
which is settled before ordinary shareholders’dividend.The dividend of
preferenceshareholderscanonlybepaidwhenthecompanyhassufficient
undistributed profit.However,where the preference share is cumulative
preference shares,the companywillpayanyunpaid cumulative preference
dividendatalateryearwhenithassufficientundistributedprofit.Thedividendis
calculatedasapercentageofthenominalvalueoftheshare.Preferenceshares
arepartoftheshareholders’fundsinacompany.Therearethevarioustypesof
preferencesharesviz:
i. Redeemablepreferenceshares
ii. Irredeemablepreferenceshares
iii. Cumulativepreferenceshares
iv. Participatingpreferenceshares
v. Convertiblepreferenceshares

DebtVsEquity
Thechoiceofthetwosourcesofcapitaldependsonanumberofconsiderationssuch
as costand repayment,business control,flexibilityand profitability.Debtcarries
mandatoryinterestpaymentandrepaymentofprincipalatmaturity.Theseareburdens
which many firms may notbe able to shoulderin times ofadverse economic
developmentandlowprofitability.
Debtishoweversaidtoenhanceprofitabilityastheinterestonitistaxdeductible
therebyleavingmoreprofitforsharing.Rationalitydemandsthatequityisreliedonas
itscostisvariableandprincipalirredeemable.Flexibilityinfinancingfavoursdebtasit
couldberetired(redeemed)atmaturitythusfreeingthefirm from its(debt)conditions.
Equityisperpetualandthereforecarriesendlessdemandsfordividendsalthoughits
paymentisnotasrigidasthatofinterestondebt.Relianceonequityunarguably
engendersincreasedshareflotationwhichcharacteristicallybringsinmoreco-owners
thusdilutingthecompany’sownership.
The arguments above tend to favourthe use ofdebtratherthan equity thus
underscoringtheideathatdebtfinancingisvirtuousasitnotonlycomplementsequity
butmaximizesthewealthofinvestors.However,thisassertionisnotasettledissue.It
iscontestedonthegroundsthatdebtfinancingthreatensthesolvencyofthefirm
resultinginfinancialrisk.Thecontesthasgivenrisetoconflictingtheoriesofcapital
structurenamely:thenetincomethesis,thenetoperatingincomethesisandthe
traditionalthesis.Whilethefirstfavourstheuseofdebtfinancing,thesecondisagainst
it.Thetraditionalthesisstrikesabalancebetweenthem indicatingthatthoughdebt
financemaybegood,thereisalimitbeyonditsadvantageturnsintodisadvantage.

Classificationofsourceoffinancebymaturity
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Shortterm financing:shortterm financeisusedinfinancingshortterm workingcapital
andtheyarepayablewithoneyear.Examplesofshort-term financingincludetrade
credit,bankoverdrafts,shortterm loans,commercialpapers,banker’sacceptance,
asset-basedfinancing.

Thefirstproblem indealingwiththeshort-term sourcesishowtodeterminetheamount
offinancewhichthefirm shoulduse.Thiscanbetackledappropriatelybyapplyingthe
matchingprinciplewhichinvolvesmatchingtemporaryneedsforfundswithshort-term
sourcesoffinancingandpermanentneedswithlong-term sources.
The nextproblem concerns the question ofwhatspecific sources ofshort-term
financingtoselect.Inthiscase,therearefourmajorconsiderationsinselectinga
sourceofshort-term finance.Theyare:

a.Theburdenorcostimplicationsofcredit;
b.Theavailabilityofcreditproperlypackagedastotheamountneededandforthe

periodoftimewhenfinancingisrequired;
c.Theinfluenceoftheuseofaparticularcreditsourceonthecostandavailability

ofothersources;and
d.Abilitytoprovidethenecessaryrequirementstosecurethecredit.

Thefollowingarethesourcesofshort-term finance:
i. Internalsources offund through cash flow management:Firms should

managetheinflow andoutflow ofcashefficientlybecauseitisessentialto
liquidity and profitability.Cash flows can be managed by speeding up
paymentfrom tradedebtors,inventorymanagement,controllingexpenses
anddelayingpayments.

ii. Tradecredits:thisisanothershortmeansoffinance.Thecompanybuys
goods,raw materials and othersupplies on creditwithoutany formal
agreementfortheliability.Itisanunsecuredform ofshort-term financesince
nocollateralispledgedtotheseller.Itrepresentsaninterestfreesourceof
short-term finance.

iii. Bankoverdraft:itisashort-term financeprovidedbybanksforaperiodnot
exceedingoneyear.Itattractsinterestandtheborrowermustmaintaina
currentaccountwiththebank.Bankoverdraftisusedtofinanceworking
capitalorothertransactionswithdurationlessthanayear.Thisarrangement
allowstheborrowertodrawmorethanhehasinhisaccountwhichissubject
toalimitdeterminedbythebank.Interestischargedontheoverdrawn
amount.Bankoverdraftcanbesecuredorunsecured.Thistypeoffinanceis
payableondemand.

iv. Shortterm loan:thisinvolvesaformalagreementbetweenalenderanda
borrower.Thelenderagreestolendtheborroweraspecificamountofmoney
whichisrepayableataspecificdateanditattractsinterest.Thistypeof
financeisnotrepayableondemandandinterestischargedonthelumpsum
amountborrowed.

v. CommercialPapers:theseareunsecuredshort-term promissorynotesissued
bycompaniesdirectlytotheinvestingpublicthroughanissuinghouse.The
tenorrangesbetween30and180daysandtheyareissuedatadiscountto
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thefacevalue.Thefacevaluewillbepaidtoinvestoratmaturity.

Medium term financing:thematurityofthistypeoffinancerangesbetweenoneyear
andfiveyears.Thefollowingareexamplesofmedium-term finance.

i. Term loan:thisisaloanbetweenalenderandacompanywithmaturitythat
extendsbeyondoneyearandrunsuptofiveyearsusuallyatafixedrateof
interest.Insomecases,theinterestrateontheloanmaybevariable.Term
loancanbesecuredorunsecureddependingonthecreditworthinessofthe
company.Therepaymentofterm loanisataspecificagreeddate,usuallyby
fixedequalinstallment.

ii. Financelease:aleaseisacontractbetweentheownerofanasset(lessor)
andtheuseroftheasset(lessee)grantingtheuserorlesseetheexclusive
righttousetheasset,foranagreedperiodinreturnforthepaymentofrent.
Financeleaseagreementsinmostcasescovertheusefuleconomiclifeof
theasset.Thelesseeisresponsiblefortheupkeep,insurance,servicingand
maintenanceoftheasset.Typesoffinanceleaseinclude:saleandleaseback,
directleasingandleverageleasing.

iii. Hirepurchase:hirepurchaseagreementisacreditsaleagreementbywhich
theowneroftheassetorsuppliergrantsthepurchasertherighttotake
possessionoftheassetbutownershipwillnotpassuntilallthehirepurchase
paymentsorinstallmenthavebeenmade.Thepurchaserwillpaythehire
purchase paymentoveran agreed period.The hire purchase payments
consistpartlyofcapitalpaymentstowardsthepurchaseoftheassetand
partlyofinterestcharges.Theowneroftheassettakesfullpossessionofthe
assetwhenthereisdefaultininstallmentpaymentandtheamountpaidby
thepurchaserwillbelost.

iv. Loan/leasesyndication:it’sasituationwheretwoormoreparticipatingbanks
pooltheirfundstogethertoprovidelending/leasetoasingleborrower.The
lending/leasewillbecoordinatedbyaleadbank.

Longterm financing:Longterm financingoptionscanalsobereferredtoascapital
marketfinancingoption.Itmeansfinancingbyloanorborrowingforaterm ofmore
thanoneyearbywayofissuingequityshares,bytheform ofdebtfinancing,bylong
term loans,leasesorbondsanditisdoneforusuallybigprojectsfinancingand
expansionofcompanyandsuchlongterm financingisgenerallyofhighamount.The
fundamentalprincipleoflong-term financesistofinancethestrategiccapitalprojects
ofthecompanyortoexpandthebusinessoperationsofthecompany.Thesefundsare
normallyusedforinvestinginprojectsthataregoingtogeneratesynergiesforthe
companyinthefutureyears.
SourcesofLong-Term Financing
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SourcesofLong-Term Financing

i. Equity-Itrepresentstheinterest-freeperpetualcapitalofthecompanyraised
bypublicorprivateroutes.Eitherthecompanymayraisefundsfrom the
marketviaInitialPublicOffering(IPO)ormayoptforaprivateinvestortotake
asubstantialamountofstakeinthecompany.Inequityfinancing,thereisa
dilutionintheownershipandthecontrollingstakerestwiththelargestequity
holder.Theequityholdershavenopreferentialrightinthedividendofthe
companyandcarryahigherriskacrossallthebuckets.Therateofreturn
expectedbytheequityshareholdersishigherthanthedebtholdersduetothe
excessiverisktheybearintermsofrepaymentoftheirinvestedcapital.

ii. PreferenceCapital-Preferenceshareholdersarethosewhocarrypreferential
rightsoverequityshareholdersintermsofreceivingdividendsatafixedrate
andgettingbackinvestedcapitalinthecompanyincasethesame(company)
iswoundup.Itisapartofthenetworthofthecompanythusincreasingthe
creditworthinessandimprovingtheleverageascomparedtothepeers.

iii. Debenture– Thisisaloan taken from thepublicbyissuing debenture
certificatesunderthecommonsealofthecompany.Debenturescanbe
placedviapublicorprivateplacement.Ifacompanywantstoraisemoneyvia
NCDfrom thegeneralpublic,ittakesthedebtIPOroutewhereallthepublic
subscribingtoitgetsallottedcertificatesandarecreditorsofthecompany.If
acompanywantstoraisemoneyprivately,itmayapproachthemajordebt
investorsinthemarketandborrowfrom them athigherinterestrates.They
areentitledtoafixedpaymentofinterestaspertheagreed-uponterms
mentionedintheterm sheet.Theydonotcarryvotingrightsandaresecured
againsttheassetsofthecompany.Incaseofanydefaultinpaymentof
debentureinterest,thedebentureholderscanselltheassetsofthecompany
andrecovertheirdues.Theycanberedeemable,irredeemable,convertible,
andnon-convertible.

iv. Term Loans-Theyaregivengenerallybybanksorfinancialinstitutionsfor
morethanoneyear.Theyhavemostlysecuredloansgivenbybanksagainst
strongcollateralsprovidedbythecompanyintheform ofland&building,
machinery,andothernon-currentassets.Theyareaflexiblesourceoffinance
providedbythebankstomeetthelong-term capitalneedsoftheorganization.
Theycarryafixedrateofinterestandgivetheborrowertheflexibilityto
structuretherepaymentscheduleoverthetenureoftheloanbaseduponthe
cashflowsofthecompany.Itisfasterascomparedtotheissueofequityor
preferencesharesinthecompanyastherearefewerregulationstoabideand
lesscomplexity.

v. RetainedEarnings-Thesearetheprofitsthatarebeingkeptasidebythe
companyoveraperiodoftimeto meetthefuturecapitalneedsofthe
company.Thesearefreereservesofthecompanywhichcarrynilcostand



29

areavailablefreeofcostwithoutanyinterestrepaymentburden.Itcanbe
safelyusedforbusinessexpansionandgrowthwithouttakingadditionaldebt
burdenanddilutingfurtherequityinthebusinesstoanoutsideinvestor.They
form partofthenetworthandhaveanimpactdirectlyontheequityshare
valuation.

FINANCIALINTERMEDIATION

Introduction

Financialintermediationinvolvesthematchingoflenderswithsavingstoborrowers
whoneedmoneybyanagentorthirdpartysuchasabankoranyotherfinancial
institution.Inotherwords,thefinancialinstitutionsfacilitatethemainstreamingof
fundsfrom thosewhohavemorethanwhattheyneedtothosewhoneedmorethan
whattheyhave.Financialinstitutionsactasmiddlemenbetweenthetwopartiesinthe
financialspace.Financialintermediationisaform ofindirectfinancing.Thereare
variousformsoffinancialintermediation,eachwithitsowncharacteristics.

Background

Financialintermediationistheprocessbywhichfinancialintermediariesprovidea
linkagebetweensurplusunitsanddeficitunitsintheeconomy.Surplusunitsare
firms/individualswhohaveexcessfundsabovetheirimmediateneedswhilethosewho
needthisfundforimmediateinvestmentprogrammesarereferredtoasthedeficitunits.
Fundsorcapitalmayberaisedeitherinternallyorexternally.Internalmeansofraising
fundmaybethroughcontributionmadebytheshareholders,savingsorinotherword,
ploughingbackofprofitorissueofnew capitalfrom theshareholders.Theseare
usuallydonewithoutborrowingfrom externalsources.Externalfinanceontheother
handisameansofraisingfundbyborrowingfrom athirdpartywhichcouldbefriends
orfinancialinstitutions.

Marketforloanablefunds

Thisshowsthemarketorinstitutionswherefundscanbeborrowedbyaneconomic
unittofinanceitseconomicactivities.Thisisusuallydonebythedeficitunit.Thedeficit
unitraisesiteitherdirectlyorindirectlythroughthefinancialintermediariesfrom the
surplusunit.

Thedeficitunitcomprisesthoseeconomicunitsthatneed fundsto pursuetheir
economicactivities,whichareshortofcapitalorfundsforinvestmentpurposes.They
thereforeapproachthesurplusunitwhoareinpossessionofexcesscapitalattheir
disposaleitherdirectlyorotherwiseinordertoachievetheirinvestmentobjectives.

Directmeansoffinancingthedeficitunitisbygoingdirectlywithoutanyintermediaries
tothesurplusunits,forexample,anindividualorcorporationmayborrow fundfrom
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his/herfriendsorrelativesfortheestablishmentorgrowthandexpansionofhis/their
business.Herethelendersbelongtothesurplusunitthroughanindirectway,whichis
usuallythroughanintermediary(i.e.financialinstitutions).Financialinstitutionsarethe
monetarygroupmadeupofbanks,buildingsocieties,creditunionsetc.Monetarygroup
aremainlycommercialbanksandmerchantbankswhichgrantloanstothedeficitunit
inreturnforrepaymentoflumpsum,paymentofinterestandsomeotherconditions
whicharereferredtoasfinancialinstruments.Thesecondgrouporthenon-bank
financialinstitutionsincludesinsurancecompanies,buildingsocieties,Pensionfunds,
DevelopmentBanksandotherNon-BankMonetaryInstitutions.

Aunitalsoexistswithinaneconomywhichfallsinbetweenthedeficitandsurplusunits.
Thisunitisknownastheneutralunit.Thisgrouphasenoughfundstomeettheir
financialobligations,withoutlookingeitherthroughdirectorindirectmeanstoobtain
loansfrom thesurplusunit.Havingenoughmoneyshowstheydonotbelongtothe
deficitunit.Thisgroupalsocannotaffordtolendtootherswhichmeanstheyarenotin
thesurplusunit.Itonlyfallsatthemiddlepointoftheothertwounits.Itcanbe
categoricallysaidthatthistypeofunitsarenotcommonandiftheyexist,willonlybe
few.

Thesavings/investmentprocessincapitalisteconomiesisorganizedaroundfinancial
intermediaries,making them centralinstitutions ofeconomic growth. Financial
intermediariesarefirmsthatborrowfrom consumer/saversandlendtocompaniesthat
needresourcesforinvestment.Theyalsodevelopthefacilitiesandinstrumentswhich
makethelendingandborrowingbetweeneconomicunitspossible.Inanyeconomy,itis
advisableforthesurplusunittochanneltheirfundtothedeficitunitthroughthe
financialintermediaries because of the advantages and functions of financial
intermediaries.

Financialinstitutionsareinstitutionsthatperform theintermediationroleofmobilising
resourcesfrom thesurplusunitfortheuseofthedeficitunitforinvestmentpurposes.
Theyfallbetweentheultimateusersoffundsandultimatesaversoffunds.They
thereforeserveasalinkbetweenthoseunitsthatareinexcessoffundsandthosein
needoffundsforeconomicactivitiessincedomesticmobilizationofresourcesisof
vitalimportanceforthedevelopmentofanyeconomy.Itshouldbenotedthatfinancial
intermediariesareneithersurplusnordeficitunitsinanysubstantialsense,butdepend
upontheexistenceofthesurplusanddeficitunits,andontheirownabilitytomatchthe
needfor,andavailabilityoffinance.Theyareparticipantsinthefinancialmarket,along
withindustrialandcommercialcompanies,individualsofcourseandvariousagencies
ofgovernment.

Basically,financialintermediariesaretherootinstitutionsinthesavings-investment
processandhavethefollowingcharacteristics:

 Theirmaincategoryofliabilities(deposits)arespecifiedforafixedsum whichis
notrelatedtotheperformanceofaportfolio

 Thedepositsaretypicallyshort-term andofamuchshorterterm thantheir
assets
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 Ahighproportionoftheirliabilitiesarechequeable(canbewithdrawnondemand)
 Theirliabilitiesandassetsarelargelynottransferable.Thereareexceptionssuch

ascertificatesofdepositandsecuritisation

RolesofFinancialIntermediaries

i. Mobilizationofsavings
ii. Allocation offunds forinvestment.The efficientallocation ofavailable

domesticresourcesisofvitalimportanceinthedevelopmentprocess.
iii. Financialinstitutions offer an efficient institutionalmechanism through

whichresourcescanbemobilisedanddirectedfrom lessessentialusesto
moreproductiveinvestments.

iv. Theyassistinthegrowthoftotalfinancialassetsrelativetothegrowthin
moneyasacountrydevelops.

v. Theybringaboutstructuralchangeinthesystem itself.
vi. Theyassistinaggregationserviceofcollectingfundsfrom scatteredsources

andmakingthem availabletothedeficitunitinlargesize.
vii. Theyoffergreataccessibilityoreaseintheborrowingoffunds.
viii. Reducetheriskssaversfaceinearningreturnsontheirsavings.
ix. Theyassistintheareaofsecuritytransformationthroughthepurchaseof

primarysecuritiesandofferingthem astheirownbettersecurities.

TypesofIntermediation

1.Maturityintermediation– A bankorfinancialinstitutionborrowsshortterm
fundsfrom thesaversandloanthemoneyoutforalongertenorthanthedeposit
tenor.Thelenderusuallywantstobeabletohaveaccesstohisfundsinthe
eventofanemergencyi.e.he/sheiswaryofbeingshortofliquidity.Thisresults
inthelenderhavingastrongpreferenceforloanswithashorttimehorizon.
Conversely,theborrowerwishestohavesecurityofhis/herfundsoverthelifeof
theprojectorinvestment.Considertheexampleofinvestmentinnewplantand
machinerywithalifeof15years.Assumealsothatfundsarerequiredforthefull
lifeoftheplantbutloansareonlyavailablewithamaturityof3years.Thiswould
necessitatetheborrowerhavingtorenew theloanorfindalternativelending
facilitiesevery3yearsorfivetimesoverthelifeoftheproject.Bankscanfulfill
thisgapbyofferingshortterm depositsandmakingloansforalongerperiod.
Thisiscalled‘maturitytransformation/intermediation’

2.Liquidityintermediation-Banksorfinancialinstitutionsprovideliquiditytoboth
saversandborrowersbymakingmoneyavailabletosaverswhenrequiredwhile
also making funds available as loans to borrowers who have proper
documentationatreasonableinterest.

3.Size/Denomination intermediation – Banks orfinancialinstitutions accept
depositsinsmallamountsfrom manypeopleandgivethatmoneytoborrowers
whorequirelargesumsofmoney.Theutilityfunctionsofborrowersandlenders
differinanumberofways.Borrowersoftenrequirequitelargequantitiesof
fundswhereasthelendergenerallywillonlyhavesmalleramountsofsurplus
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funds.Inotherwords,thecapacityofthelenderislessthanthesizeofthe
investmentproject.Forexample,thepurchaseofahouseislikelytorequiremore
fundsthancanbeprovidedbyanyindividuallender.Thus,thebankwillcollecta
numberofsmallerdeposits,parcelthem togetherandlendoutalargersum.This
iscalled‘sizetransformation/intermediation’

4.Riskintermediation–banksorfinancialinstitutionstaketheriskofgivingloans
tocustomerswhoenjoyriskfreereturnintheform intheform ofintereston
deposits.Lenderswillpreferassetswithalow riskwhereasborrowerswilluse
borrowedfundstoengageinriskyoperations.Inordertodothis,borrowersare
willingtopayahigherchargethanthatnecessarytoremuneratelenderswhere
riskislow.Itisriskyforanindividualtogiveloantotheborrowerbutfinancial
institutionshavetheexpertisetoappraiseaborrowingcustomersothatowners
offundscanenjoyriskfreereturnintheform ofinterest.

RisksofFinancialIntermediation

Amajorobjectiveoffinancialinstitution(FI)managementistoincreasetheFI’sreturns
foritsowners.Thisoftencomes,however,atthecostofincreasedrisk.Theserisksare:

i. Interestraterisk-TheriskincurredbyanFIwhenthematuritiesofitsassets
andliabilitiesaremismatched.

ii. Marketrisk-Theriskincurredfrom assetsandliabilitiesinanFI’strading
bookduetochangesininterestrates,exchangerates,andotherprices.

iii. Creditrisk-Theriskthatpromisedcashflowsfrom loansandsecuritiesheld
byFIsmaynotbepaidinfull.

iv. Off-balance-sheetrisk-TheriskincurredbyanFIastheresultofactivities
relatedtoitscontingentassetsandliabilitiesheldoffthebalancesheet.

v. Foreignexchangerisk-Theriskthatexchangeratechangescanaffectthe
valueofanFI’sassetsandliabilitiesdenominatedinnondomesticcurrencies.

vi. Countryorsovereignrisk-Theriskthatrepaymentstoforeignlendersor
investors may be interrupted because of restrictions,intervention,or
interferencefrom foreigngovernments.

vii. Technology risk -The risk incurred by an FIwhen its technological
investmentsdonotproduceanticipatedcostsavings.

viii. Operationalrisk-Theriskthatexistingtechnology,auditing,monitoring,and
othersupportsystemsmaymalfunctionorbreakdown.

ix. Liquidityrisk-Theriskthatasuddensurgeinliabilitywithdrawalsmayrequire
anFItoliquidateassetsinaveryshortperiodoftimeandatlessthanfair
marketprices.

x. Insolvencyrisk-TheriskthatanFImaynothaveenoughcapitaltooffseta
suddendeclineinthevalueofitsassets.

FinancialDisintermediation

Disintermediationistheprocessofremovingthemiddlemanorintermediaryfrom
future transactions.In finance,disintermediation is the withdrawaloffunds from
intermediaryfinancialinstitutions,suchasbanksandsavingsandloanassociations,to
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investthem directly.Thisisaprocesswherebyeither:
a.Ultimate borrowers and lenders bypass the normalmethods of financial

intermediationandfindotherwaysoflendingorborrowingfunds.
b.Lending and borrowing directly to and from each other,avoiding financial
intermediationaltogether.Forexample,ifthegovernmentsqueezesbanklendingand
companyliquidityishigh,companiesarelikelytolenddirectlytoeachotherintheinter-
corporatemoneymarketusuallybymeansofcommercialpapers.Thisisparticularlyso
inthecaseofonesubsidiaryinagroupofcompanieslendingtoanother.
Disintermediationcanreducecostandincreaseefficiency,butitusuallyrequiresmore
duediligencework. Removingtheintermediarymayalsoallow atransactiontogo
throughmorequickly.Oneuseofdisintermediationinvolvesthesecuringofadditional
financialsupportthroughabondissuance.Theborrower,inthiscase,choosestocreate
abondissueinlieuofothercapitalbuildingoptions,suchasatraditionalloan.By
workingdirectlywithinterestedbuyers,theborrowercansecurefundingwithoutan
intermediary.

RisksofDisintermediation

Disintermediationisoftenassociatedwithanincreasedburdenonthecompanyusing
thestrategy.Sinceitremovesanintermediaryfrom theprocess,thecompanymayhave
todedicatemoreinternalresourcestocovertheservicesthatwerepreviouslyhandled
elsewhere.Whenassociatedwithissuingbonds,thecompanywillhavetodedicate
moretimeandpersonneltothemanagementofthefunds.Inregardtowholesaling,this
couldincludeshippingproductsdirectlytoconsumersinsteadofjustsupplyingretail
outlets.
Intermsofinvesting,disintermediationputsaheavierburdenoninvestors,astheyare
personallyresponsibleforallactionsanddecisions.Thiscanleadtohigherlevelsof
researchbeingnecessaryontheirpart,aswellasadditionaltimeanddedicationto
completeanytransactions.Someinvestorsmayfindtheseaspectsmorechallenging,
dependingonthenatureoftheirinvestmentsandpersonalstrategy.

FINANCIALMARKETS

Introduction

Thefinancialsystem consistsoffinancialintermediaries,financialmarkets,financial
instruments,rules,conventionsandnormsthatfacilitateandregulatetheflowoffunds
throughthemacroeconomy.Thefinancialsystem iscontrolledbythegovernment
throughthecentralbankwhichsupervisestheactivitiesoffinancialintermediariesand
monitorsadherencetogovernment’smonetaryandfiscalpolicies.Themajortypesof
financialintermediariesarethedepositmoneybanks(commercialbanks),merchant
banks,developmentbanks,finance institutions,insurance companies,mortgage
institutions etc.People and organizations wanting to borrow moneyare brought
togetherwiththosehavingsurplusfundsinthefinancialmarkets.

Background
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Financialmarketsaresimplythevariousfacilitiesprovidedbythefinancialsystem for
thecreation,custodianshipanddistributionoffinancialassetsandliabilities.Financial
assetcaneitherbemoneyorafinancialsecuritye.g.bondandshares.Thefinancial
marketconsistsofindividuals,institutionsandinstrumentswhichmakeitpossiblefor
thedeficitspending unitofaneconomyto usethesurplusfundsofthesurplus
spending unit.A deficitspenderis an individual,business orgovernmentwhose
expectedexpenditureexceedsexpectedincomewhilethesurplusspenderhasincome
inexcessofexpenditure.Themarkethastwomajorsegments,themoneymarketand
thecapitalmarket.

FunctionsofFinancialMarkets

i. Liquidity:Marketshelptoensurethatbuyersandsellershavequickand
cheapaccesstofinancialinstruments.Agentswillhavetheabilitytoquickly
moveinandoutafinancialinstrument.

ii. Information:Markets willpooland communicate information aboutthe
buyersandsellersofafinancialinstrument.Thisisoneofthebasicsof
supplyanddemand.

iii. RiskSharing:Marketsallowindividualstoshareorpoolriskacrosstheentire
market.Agentspreferstabilityandsharingriskisonewaytohelpincrease
stability.

iv. Efficientintermediationseparatesthesavingsandinvestmentfunctionssuch
thatthosewhosaveneednotbethosewhoinvest.Theseparationtherefore
allowseachfunctiontobebetterperformed.

v. Intermediationencouragessavingsthroughtheprovisioninfinancialmarkets
ofvariousinstitutionswithavarietyoffinancialsecuritiesandplanswhich
differinrisk,yieldandmaturity.

vi. Investmentisencouragedthroughavarietyofsourcesoffundswithdiffering
maturities,interestchargesandrepaymentsofprincipal.

vii. Theriskofdefaultonloansisreducedthroughdiversifyingprojectsinwhich
borrowedfundsarecommitted.

viii. Fundsareefficientlyallocatedasfundsinthemarketflow to themost
productiveuseswhiletheunprofitableprojectsarestarvedoffunds.

TypesofMarkets

Differentfinancialmarketsservedifferenttypesofcustomersordifferentpartsofthe
country.Financialmarketsalsovarydependingonthematurityofthesecuritiesbeing
tradedandthetypesofassetsusedtobackthesecurities.Forthesereasonsitisoften
usefultoclassifymarketsalongthefollowingdimensions:

i. Physicalassetversusfinancialassetmarkets-Physicalassetmarkets(also
called“tangible”or“real”assetmarkets)arethoseforproductssuchas
wheat,autos,realestate,computers,andmachinerywhilefinancialasset
markets,ontheotherhand,dealwithstocks,bonds,notes,mortgages,and
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otherclaimsonrealassets,aswellaswithderivativesecuritieswhosevalues
arederivedfrom changesinthepricesofotherassets.

ii. Spotversusfuturesmarkets-Spotmarketsaremarketsinwhichassetsare
boughtorsoldfor“on-the-spot”delivery(literally,withinafewdays).Futures
marketsaremarketsinwhichparticipantsagreetodaytobuyorsellanasset
atsomefuturedate.Forexample,afarmermayenterintoafuturescontract
inwhichheagreestodaytosell5,000bushelsofsoybeanssixmonthsfrom
now atapriceof₦ 5,000abushel.Ontheotherside,aninternationalfood
producerlookingtobuysoybeansinthefuturemayenterintoafutures
contractinwhichitagreestobuysoybeanssixmonthsfrom now.

iii. Moneyversuscapitalmarkets-Moneymarketsarethemarketsforshort-
term,highlyliquid debtsecurities.Capitalmarkets are the markets for
intermediateorlong-term debtandcorporatestocks.TheNigerianStock
Exchangeisanexampleofacapitalmarket.Thereisnohardandfastruleon
this,butwhendescribingdebtmarkets,“shortterm”generallymeansless
than1year,“intermediateterm”means1to7years,and“longterm”means
morethan7years.

iv. Primaryversussecondarymarkets-Primarymarketsarethemarketsin
which corporations raise new capital.The corporation selling the newly
created stockreceivestheproceedsfrom thesalein a primarymarket
transaction.Secondary markets are markets in which existing,already
outstanding,securitiesaretradedamonginvestors.Secondarymarketsalso
existformortgages,variousothertypesofloans,andotherfinancialassets.
The corporation whose securities are being traded is notinvolved in a
secondarymarkettransactionand,thus,doesnotreceiveanyfundsfrom
suchasale.

v. Private versus public markets -Private markets are markets where
transactions are negotiated directly between two parties whereas
standardizedcontractsaretradedonorganizedexchangesinpublicmarkets.
Bank loans and private debtplacements with insurance companies are
examplesofprivatemarkettransactions.Becausethesetransactionsare
private,theymaybestructuredinanymannerthatappealstothetwoparties.
By contrast,securities thatare issued in public markets (forexample,
commonstockandcorporatebonds)areultimatelyheldbyalargenumberof
individuals.Public securities musthave fairly standardized contractual
features,bothtoappealtoabroadrangeofinvestorsandalsobecausepublic
investorsdonotgenerallyhavethetimeandexpertisetostudyunique,non-
standardized contracts.Theirwide ownership also ensures thatpublic
securitiesarerelativelyliquid.Privatemarketsecuritiesare,therefore,more
tailor-madebutlessliquid,whereaspubliclytradedsecuritiesaremoreliquid
butsubjecttogreaterstandardization.

ThefocusesofthismodulearethemoneyandcapitalmarketsintheNigeriancontext.

THEMONEYMARKET
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Moneymarketsexisttotransferfundsfrom individuals,corporations,andgovernment
unitswithshortterm excessfunds(suppliersoffunds)toeconomicagentswhohave
short-term needsforfunds(usersoffunds).Specifically,inmoneymarkets,short-term
debtinstruments(thosewithanoriginalmaturityofoneyearorless)areissuedby
economicagentsthatrequireshort-term fundsandarepurchasedbyeconomicagents
thathaveexcessshort-term funds.Onceissued,moneymarketinstrumentstradein
activesecondarymarkets.
Theneedformoneymarketsarisesbecausetheimmediatecashneedsofindividuals,
corporations,andgovernmentsdonotnecessarilycoincidewiththeirreceiptsofcash.
Forexample,thefederalgovernmentcollectstaxesmonthly;however,itsoperatingand
otherexpensesoccurdaily.Similarly,corporations’dailypatternsofreceiptsfrom sales
donotnecessarilyoccurwiththesamepatternastheirdailyexpenses(e.g.,wagesand
otherdisbursements).Becauseexcessiveholdingsofcashbalancesinvolveacostin
theform offorgoneinterest,calledopportunitycost,thoseeconomicunitswithexcess
cashusuallykeepsuchbalancestotheminimum neededtomeettheirday-to-day
transactionrequirements.
Consequently,holdersofcashinvest“excess”cashfundsinfinancialsecuritiesthatcan
bequicklyandrelativelycostlessconvertedbacktocashwhenneededwithlittleriskof
loss ofvalue overthe shortinvestmenthorizon.Moneymarkets are efficientin
performingthisserviceinthattheyenablelargeamountsofmoneytobetransferred
from suppliersoffundstousersoffundsforshortperiodsoftimebothquicklyandat
lowcosttothetransactingparties.Amoneymarketinstrumentprovidesaninvestment
opportunitythatgeneratesahigherrateofinterest(return)thanholdingcash(which
yieldszerointerest),butitisalsoveryliquidand(becauseofitsshortmaturity)has
relativelylowdefaultrisk.

HistoryoftheNigerianMoneyMarket

ThehistoryoftheNigerianMoneyMarketiscloselylinkedtothehistoryoftheCentral
Bank ofNigeria which dates back to 1959.Priorto the establishmentofCBN,
commercialbanksinNigeriahadtoexporttheircashsurplustoforeignmoneymarkets
toearnincome.Thealternativewastoholdlargecashbalanceswhichyieldedno
income.OntheestablishmentoftheCBN,licensedcommercialbankswererequiredto
holdaminimum amountofspecifiedliquidassetsasaproportionoftheirdeposit
liabilities.Thespecified liquid assetsincluded notes,coins,balancesattheCBN,
balanceswithotherlicensedbanks,moneyatcall,treasurybills,treasurycertificates,
billsofexchangeandrediscountablepromissorynotes.
Thus,amarketforthespecifiedliquidassetswascreatedforlicensedbankstoinvest
surplus funds forshortperiods so as to earn income and to satisfy liquidity
requirements.Themarketalsofacilitatedtradingingovernmentsecurities.

ThebasicfunctionsoftheNigerianmoneymarketinclude:

i. Provisionofshorttenuredliquidfinancialinstrumentsforpublicandprivate
investmentthuscoveringforfinancialgapsofshortduration.Consequently,
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themarketfacilitatesexpansionoftrade,industryandcommerce
ii. ItfacilitatesproperimplementationofCBNmonetarypolicies.Indeed,without

effective,welldevelopedmoneymarket,thepracticeofindirectmonetary
managementwillbedifficult.

iii. Themarketfacilitatesfinancialmobilityfrom onesectoroftheeconomyto
anotherandalsofrom thesurplustodeficiteconomicagentswithinthe
economy.

iv. Byits nature,the moneymarketprovides facilities and instruments for
financialliquidityandsafety.Accordingly,itencouragessavingsandtherefore,
investments

v. Themarketcanalsoserveasthebarometerforinterestrateadjustmentboth
forlendingandborrowing.Thisarisesfrom thelevelofliquidity,mainlyinthe
bankingsystem.

ParticipantsintheNigerianMoneyMarket

Themajorparticipantsinthemoneymarketare:

i. CentralBankofNigeria
ii. NigeriaDepositInsuranceCorporation
iii. DepositMoneyBanks(CommercialBanks)
iv. MerchantBanksv.DiscountHouses
v. MicrofinanceBanksvii.InsuranceCompanies
vi. PensionFunds
vii. Otherorganisations

FeaturesoftheMoneyMarket

i. Therateofreturninthemarketgenerallyreflectstherateofinflationinthe
economy.

ii. Themarketisavailabletobothsmallandbigfundusers.
iii. Transactioncostsareverylowcomparedtocapitalmarkettransactions
iv. Returnoninvestmentisverylowbutisusuallysufficienttotakecareofthat

partoftheinvestor’scapitalthatcouldbelosttoinflation.

MoneyMarketInstruments

Moneymarketinstrumentsarethemedium throughwhichshort-term fundsareraised
inthemarket.Theinstrumentsaregenerallyissuedintheprimarymoneymarketand
canbediscountedortradedforfundspriortomaturityinthesecondarymoneymarket.
ThemajormoneymarketinstrumentsinNigeriainclude:

i. TreasuryBills(TBs)–TheseareinstrumentsissuedbytheCBNtoraiseshort
-term fundsforthegovernmenttreasury.Thebillshaveamaturityof91days
andareusuallysoldatadiscount.EachbillhasafacevalueofN=100but
theyaresoldinmultiplesofN=1000astheminimum unit.ThefirstTBswere
raisedinApril1960toraiseN=8m fortheFederalGovernmentTreasury.The
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majorbuyersofTBsarethecommercialbanksandtheCBN.
ii. TreasuryCertificates(TCs)–Theyaremedium-term securitiesofoneortwo-

yeartenorissuedbytheCBN toraisefundsfortheFederalGovernment
treasury.ThesecuritiesareusuallysoldtobridgethegapbetweenTBissue
andlong-term FederalGovernmentLoanStockissue.Liketreasurybills,TCs
aresoldatadiscountalthoughthediscountonTCsisusuallyhigherthanthat
onTBsbecauseoftheirlongertenor.ThefirstsetsofTCswereissuedin
1968.ThemajorbuyersofTCsaretheCBN,commercialandmerchantbanks.

iii. Bankers’UnitFunds (BUFs)–BUFs were firstissued in 1975nto allow
commercialbanks,merchantbanksandotherfinancialinstitutionsinvest
theirexcess funds in FederalGovernmentDevelopmentLoan Stocks.
ParticipationintheschemeisinmultiplesofN=10,000andtheCBNusesthe
proceedstoacquiredevelopmentloanstocks.Participatinginstitutionscan
withdraw partoralloftheirinvestmentsondemandprovideditismadein
multiplesofN=10,000.From September1989,banksstoppedbuyingBUFs
duetotheliquiditysqueezeprevalentduringtheperiodandconsequentupon
whichtherewasnooutstandingBUFinthemarketbytheendof1991.

iv. EligibleDevelopmentStocks(EDS)– TheseareFederalGovernmentLoan
Stockswithlessthanthreeyearstomaturity.Althoughdevelopmentloan
stocksarecapitalmarketinstruments,thosewithlessthanthreeyearsto
maturityaretradedinthemoneymarket.TheCBNallowsbankswithholdings
ofEDStoincludethevalueofsuchinstrumentsamongthebanks’liquid
assetsforthepurposeofcalculatingthebanks’statutoryliquidityratios.The
traditionalholdersofEDSarecommercialandmerchantbanks.

v. CertificatesofDeposits(CDs)–CDscomeintwovariants–theNegotiable
CertificatesofDeposit(NCD)andtheNon-NegotiableCertificatesofDeposits
(NNCD).ThevalueonaNegotiableCertificateofDepositscanbetransferred
bynegotiationwhereasthevalueonaNon-NegotiableCertificateofDeposit
cannotbetransferredandsomustbeheldtomaturityandberedeemedby
thepurchaser.Thesecertificateswerefirstissuedin1975toenablethe
transferofsurplusfundsbetween banksespeciallyfrom commercialto
merchantbanks.ThecertificatesaregenerallyissuedindenominationsofN
= 50,000 with maturities ofthree to thirty-six months.NCDs can be
discounted.ThemajorholdersofCDsarethecommercialbanks.

vi. CommercialPapers(CPs)–Commercialpapersarecommercialbillsissued
byreputablebusinesshousesthroughissuinghouseswhicharegenerally
banks.Commercialpaperisanunsecuredshortterm promissorynoteissued
byacorporationtoraiseshort-term cash,oftentofinanceworkingcapital
requirements.Commercialpaperisgenerallyheldbyinvestorsfrom thetime
ofissue untilmaturity.Thus,there is no active secondary marketfor
commercialpaper.Becausecommercialpaperisnotactivelytradedand
becauseitisalsounsecureddebt,thecreditratingoftheissuingcompanyis
ofparticularimportanceindeterminingthemarketabilityofacommercial
paperissue.CPsgenerallyhavematuritiesrangingbetween1and270days
butthecommonmaturitiesare30,60and90dayswhileinterestisnormally
paidupfront.
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vii. Bankers’Acceptances(BAs)-Abanker’sacceptanceisatimedraftpayable
toasellerofgoods,withpaymentguaranteedbyabank.Manybanker’s
acceptancesarisefrom internationaltradetransactionsandtheunderlying
lettersofcredit(ortimedrafts)thatareusedtofinancetradeingoodsthat
haveyettobeshippedfrom aforeignexporter(seller)toadomesticimporter
(buyer).Foreign exportersoften preferthatbanksactasguarantorsfor
paymentbeforesendinggoodstodomesticimporters,particularlywhenthe
foreignsupplierhasnotpreviouslydonebusinesswiththedomesticimporter
onaregularbasis.Becausebanker’sacceptancesarepayabletothebearerat
maturity,theycan and are traded in secondarymarkets.Maturities on
banker’sacceptancestradedinsecondarymarketsrangefrom 30to270
days.Denominationsofbanker’sacceptancesaredeterminedbythesizeof
theoriginaltransaction (between thedomesticimporterand theforeign
exporter).

FeaturesofMoneyMarketInstruments
i. Theyareshortterm innaturei.e.usuallylessthanone-yearmaturity
ii. Securitiesareusuallycashinnatureandwherenotcashcanbetradedfor

cash.
iii. Securitiesareeasilytransferable.
iv. Moneymarketinstrumentscanbetradedover-thecounter(OTC)becausethe

marketdoesnothaveapermanentordesignatedplaceofbusinesslikeit
happensinthecapitalmarket.

THECAPITALMARKET

A capitalmarketisthesegmentofthefinancialmarketwherelong-term fundsare
raised.Thetenorofthefundsisovertwoyearsandthemajorinstrumentsareordinary
shares,preferencesharesandbonds/debentures.Theprocessofthetransferoffunds
isdonethroughinstruments,whicharedocuments(orcertificates),showingevidence
ofinvestments.Themarketactuallyperformsthefunctionoffinancialintermediation
wherebythe savings ofsome members ofthe societyare harnessed and made
availabletoothermembersofthesocietyforproductiveinvestment.Forthisprocessof
financialintermediationtotakeplace,thecapitalmarketiscategorisedintotwo–the
primarymarketandthesecondarymarket.

ThePrimaryMarket–Thisisthenewissuesmarketasitisconcernedwiththeissue
and saleofnew securities.Theoperatorsinthismarketaretheissuing houses,
stockbrokers,banks,theCentralBankofNigeria,corporatebodiesandgovernments.
Investorspassontheirresourcestotheseinstitutionsforinvestmentpurposes.Such
investmentscanbeintheform ofstocksandshares.TheSecuritiesandExchange
Commission(SEC)sitsattheapexoftheprimarymarketinNigeria,regulatingthe
issuesofpubliccompaniesandallprivatecompanieswithforeignparticipation. In
summary,theprimarymarketcatersfor:

i. New issuesi.e.whenacompanynotpreviouslyquotedontheExchange
issuesitssecuritiesforthefirsttime
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ii. IssuesofacompanypreviouslyquotedonExchangewhichmay,inthecourse
oftime,place anotherissue in orderto raise additionalfunds.This is
consideredasanewissue.

TheSecondaryMarket–Thisisthemarketforthesaleandpurchaseofexistingshares
andstocks.ThecentreofactivitiesinthesecondarymarketistheStockExchange
whichprovidesamarketinwhichholdersofexistingquotedshareswishingtosellsuch
sharescanmakecontactwithindividualsandinstitutionswhoareinterestedinbuying
them.Whiletheprimarymarketisconcernedwiththeissueofnew securities,the
secondarymarketprovidesfacilitiesforthesaleandresaleofsuchsecurities.The
existenceofasecondarymarketallowscompaniestoenjoyameasureofstabilityand
continuityasthestockexchangeprovidesfacilitieswhichmakeitunnecessaryfor
companiestofoldupmerelybecausesomeshareholdershavedecidedtodisposeof
theirshares.Themainparticipantsinthemarketarethestockbrokerswhoarethe
dealingmembersofthestockexchange.Alsooperatinginthemarketareinsurance
companiesandpensionfundmanagerslookingforinvestmentavenuesfortheirfunds.

FeaturesoftheCapitalMarket
i. Themarketisameansoflong-term sourceofinvestment.
ii. Transactioncostsarehigherinthecapitalmarketthanthemoneymarket.
iii. Accessibility to the market is limited to governments,multinational

corporationsandbigcompanies.
iv. Investors’rightsareprotectedasregardssecurityofcapital.
v. Differentsegmentsare created formedium size and big companiesas

againstwhatobtainsinthemoneymarket.

TheNigerianCapitalMarket

AformalcapitalmarketcameintoexistenceinNigeriain1961withtheestablishment
oftheLagosStockExchange(LSE).Thenon-profitorganisationwasintendedtooffer
anavenueforcompaniesandgovernmenttoraisecapital,toencourageNigeriansto
participateinthenation’sindustriesandtoencouragesavingsandinvestment.The
exchangestartedwith19securities.SomeyearsaftertheestablishmentoftheLagos
StockExchange,thegovernmentdecidedtoestablishbranchesoutsideLagos.In1977,
theNigerianStockExchange(NSE)tookovertheactivitiesoftheLagosstockexchange
andbrancheswereopenedatKadunaandPortHarcourt.

TheSecuritiesandExchangeCommission(SEC)

TheSECwhichistheapexregulatoryinstitutionsoftheNigeriancapitalmarketisa
federalgovernmentagencyestablishedbytheSecuritiesandexchangecommissionAct
71of1979(whichwasre-enactedasDecree29of1988).Sinceinception,SEChasbeen
playingwithinthecapitalmarket,arolesimilartothatoftheCBNinthemoneymarket

ObjectivesofSEC
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1.Investorprotection – ensuring thatissuersoffinancialinstrumentsprovide
investorswithrelevant,timelyandadequateinformationaboutsecuritiesand
institutionsthataresubjectofpublicissues.Furthermore,suchprotectionis
pursued to preventfraudulentpractices such as false claims,deceit,price
manipulationandunfairuseofdisclosedpricesensitiveinformationthatcould
dentpublicconfidenceinthesecuritiesbusiness.

2.Capitalmarketdevelopment–thisinvolvescreatinggeneralawarenessabout
the marketasan importantsource ofinvestmentfinance and therefore,a
catalystforrapidsocio-economicadvancement.

FunctionsofSEC

a.Determiningthepriceatwhichsecuritiesaretobesold,theamounttobesoldas
wellastheappropriatetimetoissuethesecuritieseitherthroughofferforsaleor
offerforsubscription

b.Registrationofsecuritiesproposedforofferforsaleorsubscription
c.Maintainingsurveillanceoverthesecuritiesmarkettoensureorderly,fairand

equitabledealingsinsecurities
d.Registeringstockexchangesortheirbranches,registrars,securitiesdealersand

othercapitalmarketoperatorswithaview tomaintainingproperstandardsof
professionalism insecuritiesbusiness

e.Protecttheintegrityofthesecuritiesmarketagainstanyabusearisingfrom the
practiceofinsidertrading

f. ActingastheregulatoryapexorganizationfortheNSEanditsbranchestowhich
itwouldbeatlibertytodelegatepower.

g.Creatingthenecessaryatmospherefortheorderlygrowthanddevelopmentof
thecapitalmarket

h.Reviewing,approvingandregulatingbusinesscombinations
i. Undertakingsuchotheractivitiesasarenecessaryorexpedientforgivingfull

effecttotheprovisionsoftheAct.

TheNigerianStockExchange(NSE)

TheNSEstartedoperationsin1961astheLagosStockExchangewhichwasanon-
profitmakingorganizationandasaprivatecompanylimitedbyguarantee.Someyears
aftertheestablishmentoftheLagosStockExchange,thegovernmentdecidedto
establishbranchesoutsideLagos.In1977,theNSEtookovertheactivitiesoftheLagos
StockExchangeandbrancheswereopenedatKadunaandPortHarcourt

FunctionsofNSE

(a)Toactasacentralmeetingplaceformemberstobuyandsellexistingsecurities
andforgrantingquotationtonew issuesthroughtheprovisionofnew orfresh
capitalraisedthroughthemarket.

(b)Toprovidemachinerythroughstocksandsharesformobilizingprivateand
publicsavingsandmakingtheseavailableforproductiveinvestment.
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(c)Tofacilitatethepurchaseandsaleofsecurities,therebyreducingtheriskof
illiquidity.

(d)Toprovideopportunitiesforthecontinuedoperationandattractionofforeign
capitalforNigeria’sdevelopment.

(e)Tofacilitatedealingsingovernmentsecurities.
(f)Toprescriberequirementsfornewlistings(listingrequirements)andtoregulate

secondarytradingactivityandtheactivityofitsdealingmembers.

Instruments:Instrumentstradedonthecapitalmarketare:
a)Debtinstruments
b)Equities(a.k.a.commonstock)
c)Preferenceshares
d)Derivatives

i. DebtInstruments -A debtinstrumentis used by either companies or
governmentstogeneratefundsforcapitalintensiveprojects.Itcanbeobtained
through the primaryorsecondarymarket.The relationship in this form of
instrumentisthatofborrower-creditorandthusdoesnotimplyownershipofthe
businessoftheborrower.Thecontractisforaspecificdurationandinterestis
paidatspecificperiodsasstatedinthecontractagreement(trustdeed).The
principalsum investedisrepaidattheexpirationofthecontractperiod.The
interestpayablemaybefixedorflexibledependingonthecontractagreement
whilethetenurerangesfrom 3-25years.Investmentindebtinstrumentsis
mostlyrisk-freeandthereforeyieldslowerreturnswhencomparedto other
instrumentstradedinthecapitalmarket.

TypesofDebtInstruments
(a)Sovereignbond-FederalGovernmentdebtinstrument
(b)Statebond–debtinstrumentissuedbyastategovernment
(c)Municipalbond–issuedbyalocalgovernment
(d)Debenture/industrialloan/corporate bond – issued bya corporate bodyor

company

ii. Equity-Thisinstrumentisusedbycompaniesonlyandcanalsobeobtained
eitherintheprimarymarketorsecondarymarket.Investmentinthisform of
businesstranslatestoownershipofthebusinessasthecontractstandsin
perpetuityunlesssoldtootherinvestorsinthesecondarymarket.Theinvestor
thereforepossessescertainrightsandprivileges(e.g.righttovoteandhold
position)inthecompany.Theequityholderreceivesdividendswhichmayormay
notbedeclared.Theriskfactorinthistypeofinstrumentishighandthusyieldsa
higherreturn(whensuccessful)

iii. Preference Shares -This instrumentis issued by corporate bodies and
possessesthecharacteristicsofequityinthesensethatitisaddedtoequity(or
commonstock)inthecalculationofacompany’sauthorizedandpaidupcapital.
Preferencesharescanalsobetreatedasadebtinstrumentastheydonotconfer
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votingrightsontheirholdersandhaveadividendpaymentthatisstructuredlike
interest(coupon)paidforbondissues.

Types
(a)IrredeemableandConvertible:Uponmaturityoftheinstrument,theprincipalsum is

convertedtoequitieseventhoughinterest(dividends)hadearlierbeenpaid.
(b)IrredeemableandInconvertible:Here,theholdercanonlysellhisholdinginthe

securitiesmarketasthecontractwillalwaysberolledoveruponmaturityand
cannotbeconvertedtoequities

(c)Redeemable:theprincipalsum ispaidattheendofaspecifiedperiod.Inthiscase,
itistreatedstrictlyasadebtinstrument

NOTE:Interestmaybecumulative,flexibleorfixeddependingontheagreementinthe
trustdeed(contract)

iv. Derivatives-Theseareinstrumentsthatarederivedfrom othersecuritieswhich
arereferredtoasunderlyingassets(i.e.thederivativesarederivedfrom them).
Theprice,riskinessandfunctionsofthederivativesdependontheunderlying
assetssincewhateveraffectstheunderlyingassetsmustaffectthederivative.
Thederivativemightbeanasset,indexorevensituation.Derivativesaremostly
commonindevelopedeconomies.

ExamplesofDerivatives
1.MortgageBackedSecurities
2.AssetBackedSecurities
3.Futures
4.Options
5.Swaps
6.Rights
7.ExchangeTradedFundsorCommodities

ThecommononeinNigeriaisRightswheretheholderofanexistingsecuritygetsthe
opportunity(right)toacquireadditionalquantitytohisholdinginanallocatedratio.

FeaturesofCapitalMarketInstruments

a.Theyaremeansoflong-term sourcesofinvestment.
b.Easilymarketablesincetheyaretradeddailyonthestockexchange(Ifquoted)

hence,theyensureliquidityfortheholdersatalltimes.
c.Mostcapitalmarketinstruments(e.g.ordinaryshares,unitandinvestments

trusts)have growth potentials.Theirmarketvalues are based on public
perceptionoftheeconomicpowersoftheissuingcompanies.

d.Theyareeasilytransferrablehencetheiruseascollateralforbankborrowings.


