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Learning Objectives

By the end of this presentation, the audience will be able to:

Define financial management and critically evaluate its strategic role in organisational performance and long-term business sustainability
(Brealey, Myers & Allen, 2020).

Apply Agency Theory (Jensen & Meckling, 1976) and Stakeholder Theory (Freeman, 1984) to analyse conflicts of interest in corporate financial
decision-making.

Evaluate the three core financial management decisions — investment, financing, and dividend policy — and their implications for firm value
creation.

Analyse key working capital management principles and their relationship to liquidity, operational efficiency, and business continuity (Pike &
Neale, 2018).

Critically assess two organisational case studies illustrating the consequences of effective and ineffective financial management on business
outcomes.

Identify contemporary challenges in financial management, including ESG integration, digital transformation, and financial ethics in corporate
governance.



Introduction: What Is Financial Management?

Defining Financial Management

829%

of businesses that fail cite cash flow problems as a
primary cause (US Bank, 2019)

Financial management is defined as "the management of the finances of a business in
order to achieve financial objectives" (Atrill, 2020, p.2). It encompasses the planning,
organising, directing, and controlling of an organisation's financial activities.

Brealey, Myers & Allen (2020) identify three fundamental financial decisions:

projects to invest in to maximise firm value.

e Financing Decision (Capital Structure): how to fund investments — the optimal mix of
debt and equity financing.

¢ Dividend Decision (Payout Policy): how to distribute profits — the trade-off between
reinvestment for growth and returning cash to shareholders.

e Investment Decision (Capital Budgeting): where to allocate capital — which assets and
3.5x

higher total shareholder return for companies with
strong financial discipline (McKinsey, 2022)

Together, these decisions determine a firm's ability to create, preserve, and distribute
value — making financial management central to business success.

65%

of CFOs identify capital allocation as the most critical
driver of long-term value creation (Deloitte, 2023)
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Theoretical Framework

Four foundational theoretical frameworks underpin modern financial management practice and scholarship:

Agency Theory (Jensen & Meckling, 1976) Modigliani-Miller Theorem (1958, 1963)

Agency theory examines conflicts of interest between principals In perfect capital markets, firm value is independent of capital structure
(shareholders) and agents (managers). Managers may pursue self-interest (M&M 1). When taxes are introduced, debt creates value through interest
(empire building, excessive remuneration) at shareholders' expense, tax shields (M&M l1). These irrelevance propositions establish the baseline
creating agency costs. Financial management mechanisms — performance- from which real-world financial management departures — transaction
linked pay, board oversight, and auditing — are designed to align incentives costs, bankruptcy risk, information asymmetry — are theorised.

and reduce agency costs.

Pecking Order Theory (Myers & Majluf, 1984) Stakeholder Theory (Freeman, 1984)

Pecking order theory posits that firms prefer internal financing (retained Freeman's stakeholder theory argues that firms must create value for all
earnings) first, then debt, and equity only as a last resort — driven by stakeholders — employees, customers, suppliers, communities, and
information asymmetry between managers and investors. Issuing equity shareholders — not shareholders alone. This challenges the shareholder
signals that managers believe shares are overvalued, producing a negative primacy model (Friedman, 1970) and provides the theoretical basis for ESG
stock price reaction — explaining why most firms prioritise debt over integration in financial management and corporate strategy.

equity.
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Literature Review: Key Academic Perspectives

Jensen & Murphy (1990) — Journal of Political Economy, 98(2)

Empirically demonstrated that pay-performance sensitivity for US CEOs was far lower than agency theory predicted — meaning executive pay was
insufficiently tied to shareholder returns. This landmark study precipitated widespread adoption of equity-based compensation (stock options, RSUs)
as an agency cost reduction mechanism in corporate financial governance.

Challenged the Capital Asset Pricing Model (CAPM) by demonstrating that firm size and book-to-market ratio explained cross-sectional variation in
equity returns more reliably than beta alone. The Fama-French Three-Factor Model became foundational to corporate capital budgeting and cost of
capital estimation in financial management practice.

Graham & Harvey (2001) — Journal of Financial Economics, 60(2-3)

Surveyed 392 CFOs on capital structure and capital budgeting practices. Found that the NPV rule and CAPM were widely used but that financial
flexibility and credit rating maintenance ranked higher than tax benefits as capital structure determinants — suggesting pecking order behaviour
dominates M&M tax shield optimisation in practice.

Eccles, Ioannou & Serafeim (2014) — Harvard Business Review / Management Science

Demonstrated that "high-sustainability" firms — integrating ESG into governance and financial management — significantly outperformed "low-
sustainability"” firms over 18 years in both stock market and accounting performance. Provided empirical support for stakeholder theory against the
Friedman (1970) shareholder primacy model.
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Core Functions of Financial Management

Financial Planning & Budgeting

Financial planning translates strategic objectives
into quantified financial targets. Budgeting —
master budgets, cash flow forecasts, and variance
analysis — provides the control framework
through which deviations from plan are identified
and corrected (Drury, 2018). Zero-based
budgeting challenges historical allocation
assumptions.

Working Capital Management

Working capital management optimises the
balance between liquidity and profitability
through control of receivables (debtor days),
payables (creditor days), and inventory (inventory
days). The Cash Conversion Cycle (CCC = DIO +
DSO - DPO) measures operational efficiency and
is directly linked to business survival (Pike &
Neale, 2018).

Capital budgeting evaluates long-term investment
projects using Net Present Value (NPV), Internal
Rate of Return (IRR), and Payback Period. NPV is
theoretically superior (Brealey et al., 2020) as it
directly measures value creation. Graham &
Harvey (2001) confirm NPV is the dominant
method used by large US corporations.

~
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Firms must determine the optimal debt/equity
mix balancing tax shield benefits of debt against
financial distress costs (Trade-off Theory). Myers
& Majluf's (1984) pecking order predicts most
firms will exhaust internal funds and cheap debt
before resorting to equity issuance.

Dividend policy determines the distribution of
profits between shareholder payouts and
retained reinvestment. Miller & Modigliani (1961)
argued dividend policy is irrelevant under perfect
markets; in practice, dividend signalling theory
(Ross, 1977) holds that consistent dividends
signal management confidence in future cash
flows.
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Financial Risk Management

Firms face market risk (interest rates, FX,
commodity prices), credit risk, and liquidity risk.
Derivatives — forwards, futures, options, and
swaps — provide hedging tools. Enterprise Risk
Management (ERM) frameworks (COSO, 2017)
integrate risk management into strategic financial
planning.




Key Financial Performance Metrics & Ratios

lllustrative FTSE 100 Average Financial Metrics Profitability Ratios

20 e Gross Profit Margin = Gross Profit / Revenue

e Net Profit Margin = Net Profit / Revenue

e Return on Equity (ROE) = Net Income / Equity

3K5)
12 12 R A
10 Liquidity Ratios
8- e Current Ratio = Current Assets / Current Liabilities
6 e Quick (Acid-Test) Ratio = (CA - Inventory) / CL
4 2 e Cash Conversion Cycle (DIO + DSO - DPO)
2 1 1
0 - : _ mm I

Current Returnon  Debt/  NetProfit  Asset

Ratio Equity (% Equit Margin (%) Turnover
q y( 0) Rqatig g (0) e Debt-to-Equity = Total Debt / Total Equity

. e Interest Coverage = EBIT / Interest Expense
Source: London Stock Exchange FTSE 100 Annual Reports Analysis (2023)

e Gearing Ratio = Debt / (Debt + Equity)
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Case Study 1: Apple Inc. — Exemplary Capital
Allocation

Sector: Technology | Focus: Capital Structure, Cash Management & Shareholder Return | Market Cap: $3T+ (2024)

Apple Inc. accumulated one of the largest corporate cash reserves in history — over $200B at its peak. This generated
Background significant debate: critics (Lazonick, 2014) argued excess cash reflected under-investment in productive assets; others
contended it provided strategic flexibility in a fast-moving technology environment.

From 2012, Apple deployed capital through a combination of share buybacks ($90B+ per year) and dividends, returning over
$650B to shareholders between 2012-2022. Applying M&M's dividend irrelevance theorem (1961), Apple's decision signalled
management confidence in sustained earnings — consistent with dividend signalling theory (Ross, 1977).

Apple's ROCE consistently exceeded 30%, compared to a technology sector average of 15%. Total shareholder return over
Measured 2010-2023 exceeded 3,000%. Apple's capital allocation discipline — investing heavily in R&D while returning surplus cash —
Outcomes exemplifies the investment-dividend decision balance described by Brealey et al. (2020).

Lazonick (2014) argues Apple's buyback strategy exemplifies "financialisation" — prioritising financial engineering over
Critical Analysis productive investment, contributing to wage stagnation and inequality. From a Freeman (1984) stakeholder perspective,
maximising shareholder return while supplier factory conditions in Southeast Asia remain poor raises unresolved ethical
questions.
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Case Study 2: Tesco PLC — Financial Mismanagement

& Governance Failure

Sector: Retail (FTSE 100) | Focus: Earnings Overstatement, Agency Failure & Financial Governance | Year: 2014

Background

Financial Issues

Consequences

Critical Analysis

In September 2014, Tesco PLC — then the UK's largest retailer — announced that it had overstated its half-year profit forecast
by £250 million. The overstatement arose from the premature recognition of supplier income and the delayed booking of costs
— a classic earnings manipulation pattern (Healy & Wahlen, 1999).

Tesco's management had been under pressure to maintain profit targets during a period of declining market share. Agency
theory (Jensen & Meckling, 1976) explains the manipulation: managers prioritised short-term financial targets (linked to
bonuses) over transparent reporting, creating a principal-agent conflict that board oversight failed to detect.

Tesco's share price fell 30% on disclosure, wiping £2.2B from market capitalisation. The Serious Fraud Office launched a
criminal investigation. Three senior executives were charged. The Financial Reporting Council conducted a full audit quality
review. Tesco's credit rating was downgraded to "junk" (BB-) by Standard & Poor's.

The Tesco case demonstrates how inadequate financial controls and misaligned incentive structures — failures directly
attributable to poor financial management and corporate governance — can destroy decades of value creation. It provides a
compelling empirical case for the Jensen & Meckling (1976) agency cost framework and the critical importance of audit
committee independence.
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Critical Analysis: Benefits and Limitations of

Fi ol M

Strategic Benefits Limitations & Critiques

@ Optimised capital allocation maximising firm value
@ Reduced agency costs through governance mechanisms
@ Enhanced financial flexibility and resilience

@ Evidence-based investment decisions via NPV/IRR analysis

@ Overemphasis on short-termism at expense of long-term value
@ rinancialisation — buybacks prioritised over R&D (Lazonick, 2014)
@ CAPM and M&M assumptions rarely hold in real markets

@ Quantitative models fail to capture qualitative strategic value

Contemporary Opportunities Ethical Challenges

@ ESG integration driving superior long-term returns (Eccles et al., 2014)
@ Fintech & Al improving forecasting and risk modelling accuracy
@ Real-time financial dashboards enabling faster decision cycles

@ Sustainable finance — green bonds, sustainability-linked loans
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@ Earnings management and accounting manipulation risks
@ Tax avoidance vs. tax evasion — legal but reputationally costly
@ Executive pay inequality and stakeholder value distribution

@ Greenwashing in ESG reporting — lack of standardised metrics
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Contemporary Challenges in Financial Management

Eccles et al. (2014) demonstrated that ESG-integrated firms outperform
over 18 years. Yet standardised ESG metrics remain contested — the EU
Taxonomy (2020) and ISSB standards (2023) attempt to resolve definitional
inconsistencies. CFOs increasingly embed ESG KPlIs into capital allocation
frameworks (Deloitte, 2023).

s
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Al and machine learning are transforming financial forecasting, fraud
detection, and credit risk modelling. Cloud-based ERP systems (SAP, Oracle)
enable real-time financial reporting. However, algorithmic financial
management raises new risks around model error, data bias, and
cybersecurity (World Economic Forum, 2023).

COVID-19 exposed the inadequacy of lean working capital models. Firms
with thin cash buffers faced existential liquidity crises. Post-pandemic, CFOs
have revised cash reserve policies and supply chain financing — highlighting
the enduring importance of Pike & Neale's (2018) working capital
management principles.

-
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Financial Ethics & Governance

Post-Enron (2001), post-Tesco (2014), and post-Wirecard (2020) scandals
reflect persistent failures in financial ethics and audit governance. The UK
Corporate Governance Code (2018) and International Ethics Standards
Board for Accountants (IESBA) frameworks attempt to embed ethical
standards into financial management practice.



Seminar Discussion Questions

y

Jensen & Meckling (1976) argue that agency costs are an inevitable feature of corporate organisations. To what extent do performance-linked
executive pay schemes solve the principal-agent problem, or do they create new forms of agency conflict?

The Modigliani-Miller theorem (1958) demonstrates that in perfect markets, capital structure is irrelevant to firm value. What real-world
market imperfections make capital structure decisions critically important in practice, and how does this inform the Pecking Order Theory
(Myers & Majluf, 1984)?

buybacks represents sound financial management or a "financialisation" of corporate strategy at society's expense (Lazonick, 2014).

The Tesco (2014) and Wirecard (2020) scandals both involved senior management manipulating financial information to meet targets. What

@ Applying Freeman's (1984) stakeholder theory, critically evaluate whether Apple's decision to return $650B+ to shareholders through
@ does this reveal about the limitations of financial ratios and external audit as mechanisms for detecting financial management failure?




Conclusion

This presentation has established that financial management is not merely a technical function but a strategic discipline central to business success,
value creation, and organisational survival. Grounded in Agency Theory (Jensen & Meckling, 1976), the Modigliani-Miller framework (1958), Pecking
Order Theory (Myers & Majluf, 1984), and Stakeholder Theory (Freeman, 1984), the evidence demonstrates that effective financial management —

integrating sound investment decisions, optimal capital structure, disciplined working capital control, and robust governance — is the single most

reliable predictor of long-term business performance. The Apple and Tesco case studies illustrate the consequences of exemplary and deficient
financial management respectively, providing powerful empirical anchors for the theoretical frameworks explored. As ESG integration, digital
transformation, and heightened ethical expectations reshape the financial management landscape, the CFO's strategic role will only become more
central to sustainable business success.

The three core financial decisions — investment, financing, and dividend — collectively determine firm value; none can be optimised in
isolation (Brealey, Myers & Allen, 2020).

Agency costs are an inherent feature of corporate organisations; their management through governance, incentive design, and audit is itself a
core financial management responsibility (Jensen & Meckling, 1976).

The Tesco case demonstrates that even large, well-established firms face existential risk from financial governance failure — confirming that
internal controls and audit independence are non-negotiable.

ESG integration is no longer optional: Eccles et al. (2014) provide robust evidence that sustainability-oriented financial management generates
superior long-term returns for all stakeholders.
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