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CHAPTER 1: 

INTRODUCTION TO FINANCIAL MANAGEMENT 

DEFINING FINANCIAL MANAGEMENT 

Financial management refers to the process of creating value in an organisation, 

which consists of planning, organising, directing and controlling the financing activities 

of a business. 

Value is created within an organisation when the wealth of the owners (generally the 

shareholders) of the business increases over time. 

There is often confusion between financial accounting and financial management. 

• Financial accounting is done from a historical perspective by setting up financial 

statements by looking at past activities. 

• Financial management is done from a forward-looking perspective by focusing 

on creating value in the future.  

Financial managers require the financial statements set up by the accountants to 

provide them with up-to-date information, but also need to be aware of the changing 

economic environment in which the business operates, e.g. economic growth that will 

affect sales and production forecasts, as well as inflation that will influence the prices 

of resources. 

THE FINANCIAL MANAGER 

The role and responsibilities of the financial manager 

The financial manager is responsible for an organisation’s financial management 

activities. Their most important task is to make three financial decisions regarding 

investments, finances and dividends. 

Financial management decisions 

Capital budgeting decisions  

The financial managers need to decide how the profit that is generated will be utilised, 

i.e. in which non-current (long-term) assets should the firms invest.  

It is important to realise that the firm will only invest in capital projects or investments 

that add value to the company.  

If the NPV of the capital project, i.e. the sum of the discounted operating cash flows, 

exceeds the cost of the project, the project has a positive NPV and it will lead to value 

being created within the organisation. If the NPV is negative, then it does not add value 

to the organisation. 
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CHAPTER 2: 

FINANCIAL STATEMENTS 

THE OBJECTIVE OF FINANCIAL REPORTING 

Most of the companies that are listed on the JSE prepare and present their financial 

reports according to the International Financial Reporting Standards (referred to as 

IFRS). These were developed and approved by the International Accounting 

Standards Board and are based on the Conceptual Framework for Financial Reporting 

2010. 

The objective of financial reporting forms the foundation of the IFRS Framework – to 

identify the primary users of financial reporting and to define the type and nature of the 

information that they require. 

THE USERS OF FINANCIAL REPORTING 

Different shareholders are interested in different forms of information. These different 

shareholders include: 

• Existing and potential shareholders  

Existing and potential shareholders use the financial information to evaluate the 

company’s current and future financial performance to decide whether their 

investments will provide the required return. They are therefore interested in the 

company’s net cash flows as this will determine the company’s financial health, the 

sustainability of the company and the cash distributions that the shareholders will 

receive in the form of dividends or repurchases. 

• Providers of debt capital  

Providers of debt capital are interested in the amount of debt capital the company 

already has relative to the amount of equity from their shareholders. They are also 

interested in the company’s ability to generate cash flows as this determines the ability 

to honour capital redemptions and make timely interest payments. 

• Managers  

Managers require financial information to make efficient internal decisions, to 

determine whether their management objectives have been achieved and they require 

it to do future planning and control. 

• Government organisations  

Government organisations use the financial information to conduct tax calculations, 

which means the financial statements need to be provided to the South African 

Revenue Service (SARS). Financial information can also be used for economic 

statistics. 

• Other stakeholders, such as clients, suppliers, competitors and stockbrokers. 
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CHAPTER 3: 

RATIO ANALYSIS 

REQUIREMENTS FOR FINANCIAL RATIOS 

The primary objective of financial ratios is to simplify the process of evaluating the 

financial performance and position of the company. To achieve this, the ratios need to 

meet a number of requirements. These requirements include: 

1. The ratio needs to represent a meaningful comparison, i.e. the relationship 

needs to be logical and it needs to provide valuable information, e.g. a 

comparison between salaries and goodwill tells us nothing about the company 

and should therefore not be put in relation to one another. 

2. The ratio must be a true reflection of the financial performance, and it only 

contains relevant amounts, e.g. when evaluating the company’s operating 

performance, any items that do not form part of the company’s normal operating 

activities will be excluded such as a gain or loss generated during the disposal 

of PPE. 

3. The ratios need to be comparable over time, over different industries and 

between different companies, which means it should be calculated in a 

consistent way and when any accounting policies are changed, it needs to be 

taken into account. 

NORMS OF COMPARISON  

Ratios can never be analysed in isolation, i.e. it must be viewed in conjunction with 

other ratios to determine if the company’s financial position and performance is viable 

or not. These comparisons can be done in the following manners: 

• Through conventions, i.e. a norm that is generally assumed as an acceptable 

figure for a specific ratio, such as 2 being the norm for the current ratio. It is 

important to note that these norms are relative to the company and the industry. 

• Comparisons of the same ratio over different periods can be used to determine 

whether the company’s financial situation has improved or deteriorated and can 

help to identify trends. 

• Ratios can also be compared to the ratios of similar companies in the industry 

to find the company’s competitive position in relation to these other company’s 

or they can be compared to an industry average, to determine the company’s 

relative position in the industry (market). 

TYPES OF RATIO 

Various stakeholders have different objectives when they examine a company’s 

financial statements and therefore require different financial ratios to make an 

informed decision. 
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ADDITIONAL CHAPTER: 

RESPONSIBLE INVESTING 

INTRODUCTION 

Post-2008, investors have been using more than just financial performance as a 

criterion for their investments. In addition to using conventional financial criteria, 

investors are now also considering the way ethical and environmental, social and 

corporate governance (ESG) risks are managed. An increasing number of investors 

are increasingly criticising and avoiding companies that do not have sound ESG risk 

management policies and practices and those whose reporting in this regard lacks 

depth and transparency. 

Because financial managers should attempt to increase shareholders’ wealth by 

increasing the company’s current share price, managers need to respond to calls from 

responsible investors for improved ESG risk management policies and more 

transparent corporate reporting.  

RESPONSIBLE INVESTING DEFINED 

RI, also called ethical investing, social investing, socially responsible investing (SRI), 

green investing and sustainability investing, essentially refers to the integration of ESG 

considerations into investment analysis and ownership practices.  

Environmental considerations often focus on issues such as climate change, energy 

use, clean technology, alternative energy, water and sanitation.  

Social criteria typically focus on education, broad-based black economic 

empowerment (B-BBEE), HIV/AIDS, infrastructure development, job creation, 

employee relations, safety and worker rights, and they generally receive more focus 

than environmental considerations.  

Corporate governance refers to the system by which firms are directed and 

controlled, which includes factors such as the composition of a company’s board of 

directors, director remuneration and meeting attendance.  

According to Judge Mervyn King “…good corporate governance is about ‘intellectual 

honesty’ and not just sticking to rules and regulations. Capital is likely to flow towards 

companies that practice this type of good governance”. Studies have even shown that 

more capital does indeed flow to JSE-listed companies which exhibited higher levels 

of corporate governance because investors benefit on a risk-adjusted basis. 

The main strategies that responsible investors can use to integrate ESG 

considerations into their investment practices are discussed in the individual sections 

below. 
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CHAPTER 8: 

BOND VALUATION AND INTEREST RATES 

BONDS: A DEFINITION  

Bonds are a form of debt financing that used by governments and companies to 

finance expansions, or as a form of current expenditure, such as infrastructure 

development, in the case of a government. 

When governments or companies require financing, they can borrow money from the 

public on a long-term basis by using said bonds. These bonds are also traded on the 

JSE since 2009 after the JSE gained control over the Bond Exchange of South Africa. 

CHARACTERISTICS OF BONDS 

Bonds are referred to as an interest-only loan, as there is only a repayment of interest 

in every period. The capital amount of the loan will only be repaid at the end of the 

period. 

The following characteristics of a bond are important to understand 

• The nominal value (or the par value) is the amount being borrowed from the 

lender, that needs to be repaid at the end of the bond’s lifetime. 

• The maturity date refers to when the bond’s lifetime will come to an end. When 

there is referred to maturity, it refers to the time that is remaining from the 

current day until the maturity day. 

• The borrower needs to pay regular fixed payments at a given interest rate, 

called the coupon rate. The payments that the borrower needs to be made at 

a fixed interval is called the coupon. The coupon remains constant throughout 

the lifetime of the bond and is calculated as follow 

Coupon = nominal value × coupon rate 

• The yield-to-maturity (YTM) is the interest rate that is required for a similar 

investment in the market.  

The relationship between the yield-to-maturity and the coupon rate is given by the 

figure below. 
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CHAPTER 9: 

SHARE VALUATION 

THE DEVELOPMENT OF STOCK EXCHANGES ACROSS THE GLOBE 

• Europe 

The first stock exchange in Europe was established by French king Phillip the Fair in 

the 12th century to facilitate credit transactions. In the 13th century, commodity traders 

in Burges gathered in the house of a merchant whose surname was Van de Bruges. 

Bourse came to signify a place where trading in financial instruments takes place. 

Other bourses soon opened in Ghent (Belgium) and in Amsterdam (Netherlands). The 

London Stock Exchange opened its doors in 1773.  

• America 

The first stock exchange in the US was established in Philadelphian in 1791 and then 

in New York a year later. 

• Africa 

The JSE came into existence in 1887, one year after the discovery of gold in the 

Witwatersrand area. This provided a platform where new mining and financial 

companies could raise equity capital from the public.  

In 1995 the JSE was deregulated, i.e. the involvement of the state was removed, due 

to drastic amendments made to the legislation of that time. In 1996 the JSE changed 

to an order-driven, centralised, automated trading system. 

The JSE acquired the South African Futures Exchange in 2001 and the Bonds 

Exchange of South Africa in 2009. In 2005 the JSE was demutualised and became 

JSE Limited.  

ORDINARY SHARES AND PREFERENCE SHARES 

Listed companies can issue different types of shares to raise equity capital. The main 

types of shares are listed below. 

• Ordinary shares 

Ordinary shareholders are co-owners of the company, which means they possess a 

part of the company. This means that the assets and possessions indirectly belong to 

shareholders.  

Ordinary shareholders have voting power base on the principle “one share equals one 

vote”. Ordinary shareholders can exercise their voting right as part of management to 

vote on issues such as take-overs, mergers. They do not have any say on the amount 

of dividends they will receive. 
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ADDITIONAL CHAPTER: 

BEHAVIOURAL FINANCE 

INTRODUCTION 

Although most markets are efficient most of the times, there are certain anomalies that 

have been observed. Behavioural finance can offer a possible explanation. One of the 

basic premises of behavioural finance is that investors do not always act rationally, 

this means that they do not always make decisions in accordance with logic and 

reason, but rather with emotions or cognitive deficiencies. 

IRRATIONAL BEHAVIOUR 

Herding 

Herding behaviour is an irrational behaviour where investors make decisions based 

on the decisions of other investors, i.e. they merely follow the “herd” (the masses or 

the crowd). 

The herding behaviour is also referred to as the bandwagon effect. An example of 

herding behaviour is fashion trends that are followed blindly by most people, or when 

investors invest or divest without doing the necessary analyses. 

A common misperception which explains this behaviour is the fact that if everyone 

else is doing it, then it cannot be wrong, and therefore the investor decides to do the 

same thing. 

A common disadvantage that occurs with herding behaviour is that it can lead to the 

formation and bursting of investment bubbles. 

The investor psychology cycle 

The investor psychology cycle tries to determine a specific life cycle that occurs 

between when an investor notices a share until when they decide to sell the share that 

they purchased. See https://goo.gl/images/TUoLFB for a visual overview of the cycle. 

The stages of the investor psychology cycle include 

1. Contempt – a bull market typically starts when a market is low and investors 

scorn shares, i.e. they are very contempt in not having share investments. 

2. Doubt and suspicion – the investors start to question whether they should invest 

their excess funds in money market funds. They are very sceptical because 

they probably had a bad experience before and are therefore scared to go down 

the same path. 

3. Caution – the market gradually starts showing signs of recovery and most 

investors remain cautious but become very eager to start reaping some of the 

rewards that the investments can offer. 

4. Confidence – as the share prices start to rise, investors start to become 

confident, in which case most investors start buying their stocks at this stage. 

https://goo.gl/images/TUoLFB

