
INTRODUCTION

This chapter introduces the area of finance and discusses the role of finance 
managers in companies. Besides that, the main objective and mission of the 
company in maximising the wealth of the shareholders as well as the different 
types of business entities will also be discussed. The next subject will enable you 
to discover problems that might affect the agencies due to the existence of two 
different parties that is the manager and the owner in achieving their separate 
objectives. At the end of this chapter, the financial institutions will be discussed 
in general. 
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OBJECTIVES
At the end of this chapter, you should be able to: 

1. identify the area of finance and its importance in businesses; 
2. explain the four main activities of the finance managers in companies; 
3. understand the main objective of financial management, that is to 

maximise the wealth of the shareholders; 
4. explain the relationship and problems of agencies and actions that 

must be taken by the company to overcome the problems; 
5. explain the three types of business organisations, which are the sole 

proprietors, partnerships and companies; and 
6. identify the financial market 
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FINANCE

As you have known, nearly all rational individuals and organisations will try to 
obtain profit or money and thereafter, spend or invest the money for specific 
purposes. Finance is closely related to these processes, institution, market and 
instruments that are involved in the transfer of money between individuals and 
businesses.

Finance can be defined as an art and science in managing money. Financial 
decisions are made based on basic concepts, principles and financial theories. 
Financial decisions can be divided into three main categories, these are: 

(a) investment decisions related to assets; 

(b) financing decisions related to liabilities and equity shareholders; and 

(c) management decisions related to operating decisions and daily financial 
decisions of the company. 

Businesses involved in numerous dealings and each day, the finance manager 
will be faced with a variety of questions such as: 

Should the company carry out the project? 
Will the investment be successful? 
How to fund the investment? 
Which is the best funding decision? Getting a loan from a bank or issuing 
shares?
Does the company have enough cash to fulfil its daily operations? 
What is the level of inventory that needs to be kept? 
To which customer should the company offer credit? 
What is the optimal dividend policy? 
Should the takeover be continued? 

The success or failure of a business depends on the quality of the financial 
decision made. Each decision made will have important financial implications. It 
is very important for those who do not have vast experience in the area of finance 
such as marketing managers, production managers and human resources 
managers to understand finance in order for them to perform their duties and 
responsibilities better. 

1.1

Provide the definition for finance. 
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For example, marketing managers should understand how marketing decisions 
can influence and be influenced by the levels of inventory, surplus capacity and 
the availability of funds. Meanwhile, accountants should understand how 
accounting data can be used in corporate planning and also as a guide to 
investors for investing. Therefore, financial implications exist in almost all the 
business decisions and managers from other departments should be concerned 
with the financial status and issues of the departments and the organisations as a 
whole.

ROLES OF A FINANCE MANAGER 

Finance manager plays an important role in the operations and success of a 
business. The responsibility of a financial manager is not only to obtain and use 
the funds but also to ensure that the funds' value and company's profit be 
maximised. Besides that, a finance manager must make several important 
decisions especially in investment of company's assets and how those assets can 
be financed. Meanwhile, the accountant must also think of the best way to 
manage the company's resources such as employees, machines, buildings and 
equipments. When assets of the company are managed efficiently, the value of 
the company can be maximised. Figure 1.1 shows the four main roles of finance 
manager.

1.2

Explain the best way for a finance manager to establish good 
relationship with the managers from other departments to ensure the 
financial status of the company is always within control. What are the 
advantages and disadvantages of this bilateral relationship? 

If you were assigned as a finance manager, what are the main 
responsibilities that you will face in straightening the financial position of 
your organisation? 
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Figure 1.1: Main Roles of a Finance Manager 

(a) MMaking Decisions in Short-Term and Long-Term Investments and 
Financing 

 A company that grows rapidly will show a sudden increase in sales. This 
increase in sales will require additional investment in the form of inventory 
and fixed assets such  industrial plant and equipments. Therefore, the 
finance manager must determine the type and quantity of assets that must 
be bought in the short-term and long-term. At the same time, the finance 
manager must also think of the best way to fund the investment in assets. 
For example, does the company have adequate funds to purchase the 
assets? Would the company require loans or equities? What are the 
implications in having short-term or long-term debts? 

(b) MMaking Financial Planning and Forecasts 
 A finance manager is supposed to make plans for the company's future. 

Therefore, the finance manager must cooperate with managers from other 
departments to enable the overall company's strategic planning to be 
implemented together.  

(c) CControl and Coordination 
 A finance manager should interact and cooperate with the other managers 

to ensure that the company is operating efficiently. The control and 
coordination conducted by the finance manager is important, especially in 
large companies that have many departments to enable the organisationÊs 
objectives to be achieved together. 
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(d) DDealings in Financial Market
 One of the roles of the finance manager is dealings in the money market and 

the capital market. Finance managers must be updated in the developments 
of the financial market to enable financing decisions to be made efficiently 
and effectively. 

OBJECTIVE OF FINANCIAL MANAGEMENT 

Making effective financial decisions requires a person to understand the 
objectives that must be achieved in the company. What are the key objectives in 
the decision making process? What are the decisions that must be achieved by the 
management that can provide impact to the  owners of the company? In this case, 
the objective of the finance manager is to achieve the objectives of the company's 
owners, which are its shareholders. 

1.3.1 Maximising Profit 

There are parties that state that the objective of a company is to maximise profit. 
To achieve that objective, the finance manager must only take actions that are 
expected to contribute in generating profits. Therefore, for every alternative 
action that can be made, the finance manager will choose the action plan that can 
generate the highest profit. 

The company's profit is measured by the earnings per share that is the profit of 
each ordinary share. The earning per share is obtained by dividing the net profit 
with the number of ordinary shares issued. 

Earnings Per Share =
                   Net Profit 

Ordinary Shares Issued (Units) 
                     

1.3

Why the objective of a company is to maximise the shareholders' wealth 
and not maximising profit? 
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However, the objective to maximise profit is not accurate and is rarely used as a 
company's objective due to these three reasons: 

(a) CCash Inflow and Outflow 
In calculating company's profit, all expenses whether in cash (rent, utilities 
and others) or non-cash (bad debts, depreciation, loss on asset disposal) will 
be taken into account to be matched with the current income in the 
accounting period. 

This does not illustrate the cash flow obtained during that period. To obtain 
a true picture of the company's return, items that do not involve cash flow, 
especially depreciation, bad debts and loss on assets disposal must be 
added again to the net profit.  

(b) TTiming of Returns
The objective of maximising profits disregards the timing of returns from a 
project. Assuming the company can carry out either project A or project B, 
as follows: 

Both the projects showed the same profit. If we follow the objective of 
maximising profits, both projects are equally good. However, this is 
incorrect. In actual fact, Project A is the better project as the returns or the 
amount of RM100,000 is received earlier compared to Project B. Thereafter, 
this amount can be invested to obtain additional returns. For example, if we 
deposit RM100,000 received through Project A in a bank that gives an 
interest rate of 5 percent, this amount will become RM105,000 after one year 
(RM100,000 x 1.05). This shows that this amount will exceed the RM100,000 
that is obtained through Project B. 

(c) RRisks 
The objective of maximising profits also disregards risks. Risk is defined as 
the probability of a result being different from what is expected. One basic 
concept in finance states that there exists a relation between risks and 
returns. High returns can only be achieved by bearing higher risk. 

A lot of financial decisions made by finance managers involved the relation 
between risks and returns. The higher the risks, the higher the expected 
returns from the action taken. For example, a company that keeps low 

Project Profits 

Year 1 Year 2 
Project A RM100,000  -0- 
Project B -0- RM 100,000 
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inventory stock will expect higher returns even with a possibility of running 
out of inventory stock. Therefore, in making decision, the manager will look 
at the relation between risks and returns and make decision based on the 
assumption that the company's objective is to maximise shareholders' 
wealth. The owners of the company will then evaluate the decisions made 
and this evaluation will be reflected by changes of share prices in the 
market.

Companies that balance the profits and risks can be seen as consistent with 
the objective in maximising the shareholders' wealth. By defining the 
company's objective in the aspect of the share's market value, it will reflect 
the management's efforts in optimising between risks and profits. The 
manager should find the combination between profits and risks that can 
maximise shareholders' wealth. 

1.3.2 Maximising Shareholders' Wealth 

The objective of a company in the financial context is to maximise the value of the 
company for its owner that is by maximising the shareholders' wealth. 
Shareholders' wealth is reflected by the company's share price in the market. This 
objective is more appropriate compared with just maximisation of profits as it 
takes into account the impacts of all financial decisions. Shareholders will react to 
poor investment decisions by causing the company's share price to fall and in 
contrary, they will react to good investment decisions by increasing the 
company's share price. 

Maximising shareholders' wealth means that the management is suppose to 
maximise the present return value that is expected to be received by its 
shareholders in the future. It is measured by the ordinary share price's market 
value. The share price reflects the share value according to the opinion of the 
owners. It takes into account the uncertainties or risks, timing and other 
important factors to the owners. 

Therefore, all problems related to the objective in maximising profits can be 
overcome when the manager prioritise the objective in maximising shareholders' 
wealth. This objective also enables the decision scenario to be made by taking into 
account any complications and difficulties in the real business world. Finance 
managers must prioritise the company's shareholders as they are the actual 
owners of the company. 
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In your opinion, besides investing money, what are the roles and 
responsibilities of shareholders in the company's operations? Are they 
only interested in profit taking or in having absolute authority in 
company’s operations? 

1. Financial theories assumed that the main objective of a company is 
to maximise the shareholders' ___________ which means 
maximising the __________________ of the company's ordinary 
shares.

2. _____________________ is the short-term objective that disregards 
several factors such as risks and timing of cash flow. 

3. Company managers that are effective: 

A. disregard the requirements of shareholders. 
B.  might make decisions that are different from the interest of 

shareholders
C.  are aware of the risks and returns in achieving the objective of 

financial management. 
D.  are not aware to the requirements of the shareholders. 
E.  B and C. 

4.  Maximising shareholders' wealth means maximising 
_________________ 
A.  company's cash value 
B.  company's investment value 
C.  company's profits 
D.  market value of company's ordinary shares 

EXERCISE 1.1
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AGENCY PROBLEMS 

The relationship of agency occurs when one or more individuals (principal) hire 
another individual (agent) to perform services on behalf of the principal. In the 
relationship of agency, the principal normally entrusts the decision making 
authority to the agent. In financing, the important relationship of agency is 
between the shareholders (as the actual owners of the company) with the 
manager.

The objective in maximising shareholders' wealth can determine how the 
financial decisions should be made. However, in practice, not all decisions made 
by the manager are consistent with that objective. The company's efforts in 
maximising shareholders' wealth are obstructed by social obligations. Problems 
also arises when more attention are given to the managers' interest than the 
shareholders' interest. Therefore, there might be deviations from the objective in 
maximising shareholders' wealth and the real objective pursued by the manager. 
This is known as agency problems. The differences in objective occur because of 
the separation of ownership and control in the company. 

The separation of ownership and control has caused managers to pursue their 
own selfish objectives. They would no longer maximise the owners objective but 
instead, the manager adopts a self-sufficient attitude or only attempt to obtain a 
moderate level of achievement, and at the same time, tries to maximise their own 
interest. They are more focused on their own position and job security. They will 
try to limit or minimise the risks borne by the company as unsatisfactory 
outcome might result in them being terminated or the company becoming 
bankrupt.

To avoid or minimise this agency problems, company's owners will have to bear 
the costs of agency and to control the actions of the managers. The company will 
offer various incentives to motivate the managers to act in the best interest of the 
shareholders. Among steps that can be taken includes provide compensation or 
incentives based on the company's achievement, threats of termination and 
threats of company takeover by another company due to administrative 
weaknesses. 

1.4

State the differences that might exist between the objectives of the 
company’s managers with the board of directors or shareholders. 
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TYPES OF BUSINESS ORGANISATION 

Three important types of business organisations are: 

(a)   Sole Proprietor 
 Sole proprietor is a business owned by one individual. The establishing of a 

sole proprietor business is simple; an individual only needs to start its 
businessÊs operation. However, the business must be registered and acquire 
a business licence from the Registrar of Businesses. 

 The capital resources are normally acquired from the owner's savings, loans 
from family members and friends or from the bank. The owner owns all the 
assets and bears all the business liabilities. The liabilities of a sole proprietor 
are unlimited. This means that if the business fails to pay its debts to its 
creditors, the owner will have to use its own property to settle the business 
debts.

 The advantages and disadvantages of sole proprietor businesses are 
explained in Table 1.1. 

(b) PPartnership
 Partnership is a business operated by two or more partners. The partnership 

can be made in writing or verbally. If the partnership is made verbally, the 
Partnership Act 1961 will be relevant.  

 There are two types of partnership businesses; these are the general 
partnership and limited partnership. In general partnership, all partners 
have unlimited liabilities. This means that if the business fails to pay its 
debts to its creditors, all partners must settle those debts by using their own 
personal property. The liabilities' obligation might be according to the 
percentage of ownership among the partners. In limited partnership, there 
would be several partners with liabilities limited to the capital invested into 
the business. However, there must be at least one partner with unlimited 
liability. Partners with limited liability might contribute only the capital and 
are not involved in managing the business.  

1.5

A business incorporated can be in the types of sole proprietor, 
partnership or company. If you plan to start a business, which type of 
business would you choose? Why? 
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From aspect of taxation, profits from partnerships will be taxed based on 
the individual income tax. A partnership can be dissolved if one of the 
partnersÊ retreats, passed away or bankrupt. 

The advantages and disadvantages of partnership businesses are explained 
in Table 1.2. 

(c) CCompany 
Company is a business entity that exists separately from its owners. Under 
the Companies Act 1965, a company is a legal entity under the aspect of the 
law, can own assets, bear liabilities, have authority to sue other parties and 
can be sued by other parties. To incorporate a company, registration must 
be made with the Registrar of Companies and is governed by the companies 
act, such as the preparation of Memorandum of Understanding and Articles 
of Association documents. 

A company can be incorporated as a private limited company (Sendirian 
Berhad) or  limited company (Berhad). For a private limited company, the 
numbers of shareholders are limited to 50 people only while the number of 
shareholders for a limited company is unlimited. 

The liabilities of shareholders or the owner of the company is limited, that is 
if the company suffered losses, the owner's liability is limited to the total 
capital invested into the business. There is segregation between the 
ownership with management in the limited company. The owners of the 
company are the shareholders but the management of the company are the 
people paid with salaries to manage the company. 

The advantages and disadvantages of company businesses are described in 
Table 1.3. 

Table 1.1: Advantages and Disadvantages of Sole Proprietor Businesses 

Advantages Disadvantages 

Business is simple to establish. 
Cost to establish the business is 
low.
Business is not governed by 
several regulations. 
Profit of the business is not 
taxable. Income is only subject to 
personal tax. 
The financial status can be kept 
confidential. 

Rather difficult for organisations 
of sole proprietors  to obtain huge 
capital.
Business' owners have unlimited 
liabilities on the business' debts. 
The existence of sole proprietors 
are permanent. It will end upon 
the death of the business' owner. 
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Table 1.2: Advantages and Disadvantages of Partnership Businesses 

Advantages Disadvantages 
A partnership is easily formed and 
the cost of formation is low. 
More capital can be acquired  
compare to the sole proprietor 
business. 
Profits from business will only be 
subject to personal tax.  
Partnership combines a variety of 
expertise and skills of the partners. 
Business's risks and liabilities can 
be shared among the partners. 

Partnership can be dissolved upon 
the death, withdrawal or 
bankruptcy of one of the partners. 
The decision making process will 
be rather difficult compared to the 
sole proprietor as it must be 
referred   with consent obtained 
from the other partners. 
Partners have unlimited liabilities. 
Personal assets can be claimed by 
creditors to settle business debts 
Business risks must be borne by all 
partners. A mistake made by one 
partner will bind the other 
partners.

Table 1.3: Advantages and Disadvantages of Company Businesses 

Advantages Disadvantages 

Owners have liability limited to 
the capital contributed. 
Can grow more easily as it has the 
opportunity to enter the financial 
market. 
Ownership can easily transfer. 
The lifetime of the business is 
continuous. Business does not end 
with the death of the owner. 
More easier to obtain bigger 
capital.

The incorporation of company 
business is difficult. The business 
is governed by several of 
regulations. 
Require larger capital to start the 
business. 
Being taxed twice; that is the 
company's profits are subject to 
corporate tax while dividends 
distributed to owners are subject 
to personal tax. 
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1.  One disadvantage of a company business is being 
_______________ on profits and _________________ that are paid 
to the shareholders. 

2.  A partnership can be dissolved when one of the partners 
_____________ or ________________. 

3.  ________________ is the distribution of company's profits to the 
owners.

4.  Agency problem is the potential conflict that arises between a 
principal and an agent. In finance, the relationship of agency is 
between ____________ and ____________. 

A.  owner, manager 
B.  manager, accountant 
C.  shareholder, creditor 
D.  owner, creditor 

5.  Which type of the organisation below exposes all its owners to 
unlimited liability? 

A.  limited partnership 
B.  sole proprietor 
C.  company 
D.  A and B

EXERCISE 1.2
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FINANCIAL MARKET 

Business firms, individuals and government bodies need to obtain funds. 
Assuming Tenaga Nasional Berhad (TNB) expects an increase in electricity 
demands in the northern Peninsular Malaysia and TNB decides to build a new 
electrical plant. As TNB does not have huge funds to subsidise the construction of 
the plant that cost RM2 billion, TNB is forced to obtain the funds from the 
financial market. Its the same for Mr. Haron, the owner of a supermarket who 
plans to open a new supermarket. He needs to think of the best way to fund that 
project. TNB and Mr. Haron can obtain the financing of their projects from the 
financial market. 

Financial market is the medium that connects the capital depositor with borrower 
in the economy. There are two main financial markets, these are: 

(a) money market; and 
(b) capital market 

The main characteristic that differentiates the money market with the capital 
market is the maturity period of the traded securities. 

(a) MMoney Market 
 Money market is the market that deals with selling and buying of short-

term securities that have maturity periods of less than one year. Securities 
in the money market usually have low default risk. DDefault risk means risk 
of losses that must be borne by the securitiesÊ holders if the securities' 
issuers are unable to make payment upon maturity or when the securities 
are redeemed. Money markets' securities can be easily redeemed by the 
securities' holders due to the short term maturity period and low risk. These 
securities usually do not require assets as collateral due to its low default 
risk. Among the securities in money markets are government treasury bills, 
commercial notes, deposit certificates and bankers acceptance. 

1.6

What do you understand from the term financial market? Provide two 
types of the main financial markets in the country and explain its 
functions.
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(b) CCapital Market
 Capital market is the market that deals with the selling and buying of long 

term securities that have maturity periods of more than one year. These 
securities are more risky compared to the securities in the money markets 
due to its long term nature. It is a source for long term funding and is 
commonly used by companies to make capital investments. The default 
risks are also higher due to its longer maturity period. Several main 
securities available in the capital market are bonds, preference shares and 
ordinary shares. 

These long term securities are traded in two types of markets, which is the 
main market and the secondary market. 

(i) MMain market is also known as the primary market, which is the 
market for companies to sell new securities to acquire capital. 
Transactions occur directly between the investor and the company 
issuing the securities. Companies that intend to issue shares will 
release a prospectus that provides information on the company to 
enable investors to evaluate the company's performance. 

(ii)  SSecondary market is the market for securities that have been issued 
and traded among investors. In the secondary market, transactions of 
fund and securities exchange occur between investors without 
involving the company that issued the security. 

Examples of secondary market in Malaysia are the Bursa Malaysia 
Stock Exchange and the Bursa Malaysia Commercial Securities and 
the Malaysian Exchange for Securities Dealing and Automated 
Quotation or MESDAQ. 

There are two share listing boards at the Bursa Malaysia, that is the 
main board and the second board. Companies that want to be listed 
must abide by the fundamental listing regulation for the boards, for 
instance from aspects of  minimum total paid up capital, total publicly 
held shares and history of profit achievement. 

The entry conditions in MESDAQ are less stringent compared to the 
entry requirements in the Bursa Malaysia. This is made to allow 
companies in small and medium scale industries to participate in 
acquiring capital via the participation into this stock market. 

In Malaysia, companies that intend to issue shares and be listed in the 
Bursa Malaysia will release a prospectus to enable investors to 
evaluate the company's performance and subscribe the shares that will 
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be issued. The first subscriptions made by the investor occur at the 
first market level. After the shares have been listed, all further 
transactions of buying and selling will occur at the second market 
level. All stock exchanges in all the countries are at the second market 
level.

Kindly visit the Bursa Malaysia website at http://www.klse.com.my/
and MESDAQ at http://www.klse.com.my/ website/bm/rules_and_ 
regulations/listing_requirements/MESDAQ_Market/to obtain 
additional  information on the said financial market. 

1. New ordinary shares are sold by a company in the ___________ 
market and investors sell and buy financial securities in the 
_______________ market. 
A. money; first level 
B. second level; capital 
C. first level; second level 
D. international; domestic 

2. The price of ordinary shares is determined by __________. 
A. Bursa Malaysia 
B. Government
C. Company's management 
D. Individuals who buy and sell shares 

3. The objective of the financial market is to __________. 
A. reduce the price of bonds 
B. distribute savings efficiently 
C. increase the price of shares 
D. provide job opportunities for stock brokers. 

4. Assume you own IBM shares, but you are not allowed to enter the 
company's headquarter at any time you feel doing so. If then, in 
what sense are you considered an owner of IBM Company? 

EXERCISE 1.3
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Chapter 1 had explained on the introduction to the financial area, the processes as 
well as the instruments involved in the financial management of a company. 
Financial management is influenced by financial decisions that can be divided 
into three main sections, these are the investment decisions, financing decisions 
and management decisions. 

Every decision made must be relevant to the country's current economy situation 
and this is the company's financial managers' responsibility. A financial manager 
must be smart and able to obtain and use the funds to enable the value of the 
company to be maximised to attract investors. The manager is responsible in 
making main decisions in investment and short term and long term financing, 
financial planning and forecasting, control and coordination with the other 
managers to ensure the company operates efficiently and must also understand 
the financial market issues. 

The company's objective is to maximise the shareholders' wealth. This objective is 
more appropriate compared to maximising profit as it takes into consideration 
the uncertainties or risks, timing and other factors that are important to the 
company's owner. 

5. Explain why each one of the following might not be appropriate as a 
company's objective: 
(a) increasing market shares. 
(b) minimising costs. 
(c) reducing price to overcome competitions. 
(d) increasing profit. 

6 Which type of compensation will make the manager acts in 
accordance with the interests of the shareholders? Please discuss. 
(e) Fixed salary. 
(f) Salary linked with the company's profit.
(g) Salary that is partly paid with company shares. 
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The agency problems that occur due to the separation of internal controls of the 
company showed that there are differences in objectives between the manager 
and the company's actual objective and this can interfere administration of the 
company. The owner must find alternatives to control the manager's actions by 
offering various incentives and reimbursements. This internal problem arises 
without taking into consideration whether the organisation is a sole proprietor, 
partnership or company. 

The financial market, which are the money market and the capital market had set 
up a forum or platform where the funds suppliers and funds borrowers can 
conduct financial assets transactions. It is the medium that connects the capital 
depositors with the borrower in the economy. 




