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Introduction

What Is Financial Management?

Financial
management
Concerns the
acquisition, financing,
and management of
assets with some
overall goal in mind.

The financial manager plays a dynamic role in a modern company’s development. This has
not always been the case. Until around the first half of the 1900s financial managers pri-
marily raised funds and managed their firms’ cash positions — and that was pretty much it. In
the 1950s, the increasing acceptance of present value concepts encouraged financial managers
to expand their responsibilities and to become concerned with the selection of capital invest-
ment projects.

Today, external factors have an increasing impact on the financial manager. Heightened
corporate competition, technological change, volatility in inflation and interest rates, world-
wide economic uncertainty, fluctuating exchange rates, tax law changes, and ethical concerns
over certain financial dealings must be dealt with almost daily. As a result, finance is required
to play an ever more vital strategic role within the corporation. The financial manager has
emerged as a team player in the overall effort of a company to create value. The “old ways
of doing things” simply are not good enough in a world where old ways quickly become
obsolete. Thus today’s financial manager must have the flexibility to adapt to the changing
external environment if his or her firm is to survive.

The successful financial manager of tomorrow will need to supplement the traditional
metrics of performance with new methods that encourage a greater role for uncertainty
and multiple assumptions. These new methods will seek to value the flexibility inherent in
initiatives — that is, the way in which taking one step offers you the option to stop or continue
down one or more paths. In short, a correct decision may involve doing something today
that in itself has small value, but gives you the option to do something of greater value in
the future.

If you become a financial manager, your ability to adapt to change, raise funds, invest in
assets, and manage wisely will affect the success of your firm and, ultimately, the overall
economy as well. To the extent that funds are misallocated, the growth of the economy will be
slowed. When economic wants are unfulfilled, this misallocation of funds may work to the
detriment of society. In an economy, efficient allocation of resources is vital to optimal growth
in that economy; it is also vital to ensuring that individuals obtain satisfaction of their highest
levels of personal wants. Thus, through efficiently acquiring, financing, and managing assets,
the financial manager contributes to the firm and to the vitality and growth of the economy
as a whole.

Financial management is concerned with the acquisition, financing, and management of
assets with some overall goal in mind. Thus the decision function of financial management
can be broken down into three major areas: the investment, financing, and asset management
decisions.

E Investment Decision

The investment decision is the most important of the firm’s three major decisions when it
comes to value creation. It begins with a determination of the total amount of assets needed
to be held by the firm. Picture the firm’s balance sheet in your mind for a moment. Imagine
liabilities and owners’ equity being listed on the right side of the balance sheet and its assets
on the left. The financial manager needs to determine the dollar amount that appears above
the double lines on the left-hand side of the balance sheet — that is, the size of the firm. Even
when this number is known, the composition of the assets must still be decided. For example,
how much of the firm’s total assets should be devoted to cash or to inventory? Also, the flip



Dividend-payout ratio
Annual cash dividends
divided by annual
earnings; or,
alternatively,
dividends per

share divided by
earnings per share.
The ratio indicates
the percentage of a
company’s earnings
that is paid out to
shareholders in cash.

The Goal of the Firm

Profit maximization
Maximizing a firm’s
earnings after
taxes (EAT).

Earnings per share
(EPS) Earnings after
taxes (EAT) divided
by the number of
common shares
outstanding.
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side of investment — disinvestment — must not be ignored. Assets that can no longer be
economically justified may need to be reduced, eliminated, or replaced.

m Financing Decision

The second major decision of the firm is the financing decision. Here the financial manager
is concerned with the makeup of the right-hand side of the balance sheet. If you look at the
mix of financing for firms across industries, you will see marked differences. Some firms
have relatively large amounts of debt, whereas others are almost debt free. Does the type of
financing employed make a difference? If so, why? And, in some sense, can a certain mix
of financing be thought of as best?

In addition, dividend policy must be viewed as an integral part of the firm’s financing
decision. The dividend-payout ratio determines the amount of earnings that can be retained
in the firm. Retaining a greater amount of current earnings in the firm means that fewer
dollars will be available for current dividend payments. The value of the dividends paid to
stockholders must therefore be balanced against the opportunity cost of retained earnings lost
as a means of equity financing.

Once the mix of financing has been decided, the financial manager must still determine
how best to physically acquire the needed funds. The mechanics of getting a short-term loan,
entering into a long-term lease arrangement, or negotiating a sale of bonds or stock must be
understood.

m Asset Management Decision

The third important decision of the firm is the asset management decision. Once assets
have been acquired and appropriate financing provided, these assets must still be managed
efficiently. The financial manager is charged with varying degrees of operating responsibility
over existing assets. These responsibilities require that the financial manager be more con-
cerned with the management of current assets than with that of fixed assets. A large share
of the responsibility for the management of fixed assets would reside with the operating
managers who employ these assets.

Efficient financial management requires the existence of some objective or goal, because
judgment as to whether or not a financial decision is efficient must be made in light of some
standard. Although various objectives are possible, we assume in this book that the goal of
the firm is to maximize the wealth of the firm’s present owners.

Shares of common stock give evidence of ownership in a corporation. Shareholder wealth
is represented by the market price per share of the firm’s common stock, which, in turn, is a
reflection of the firm’s investment, financing, and asset management decisions. The idea is
that the success of a business decision should be judged by the effect that it ultimately has on
share price.

m Value Creation

Frequently, profit maximization is offered as the proper objective of the firm. However,
under this goal a manager could continue to show profit increases by merely issuing stock and
using the proceeds to invest in Treasury bills. For most firms, this would result in a decrease
in each owner’s share of profits — that is, earnings per share would fall. Maximizing earnings
per share, therefore, is often advocated as an improved version of profit maximization.
However, maximization of earnings per share is not a fully appropriate goal because it does
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What Companies Say About Their Corporate Goal

“We aim to maximise long-term sha
Source: ABM AMRO Annual Report 2002,
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shareowner value.”
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2002,

“The Board and Senior Managem
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holders and to maximise shareholder
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not specify the timing or duration of expected returns. Is the investment project that will pro-
duce a $100,000 return five years from now more valuable than the project that will produce
annual returns of $15,000 in each of the next five years? An answer to this question depends
on the time value of money to the firm and to investors at the margin. Few existing stock-
holders would think favorably of a project that promised its first return in 100 years, no
matter how large this return. Therefore our analysis must take into account the time pattern
of returns.

Another shortcoming of the objective of maximizing earnings per share — a shortcoming
shared by other traditional return measures, such as return on investment — is that risk is not
considered. Some investment projects are far more risky than others. As a result, the prospect-
ive stream of earnings per share would be more risky if these projects were undertaken. In
addition, a company will be more or less risky depending on the amount of debt in relation
to equity in its capital structure. This financial risk also contributes to the overall risk to the
investor. Two companies may have the same expected earnings per share, but if the earnings
stream of one is subject to considerably more risk than the earnings stream of the other, the
market price per share of its stock may well be less.

Finally, this objective does not allow for the effect of dividend policy on the market price
of the stock. If the only objective were to maximize earnings per share, the firm would never
pay a dividend. It could always improve earnings per share by retaining earnings and invest-
ing them at any positive rate of return, however small. To the extent that the payment of
dividends can affect the value of the stock, the maximization of earnings per share will not be
a satisfactory objective by itself.

For the reasons just given, an objective of maximizing earnings per share may not be the
same as maximizing market price per share. The market price of a firm’s stock represents the
focal judgment of all market participants as to the value of the particular firm. It takes into
account present and expected future earnings per share; the timing, duration, and risk of these
earnings; the dividend policy of the firm; and other factors that bear on the market price of
the stock. The market price serves as a barometer for business performance; it indicates how
well management is doing on behalf of its shareholders.

Management is under continuous review. Shareholders who are dissatisfied with manage-
ment performance may sell their shares and invest in another company. This action, if taken
by other dissatisfied shareholders, will put downward pressure on market price per share.
Thus management must focus on creating value for shareholders. This requires management
to judge alternative investment, financing, and asset management strategies in terms of their
effect on shareholder value (share price). In addition, management should pursue product-
market strategies, such as building market share or increasing customer satisfaction, only if
they too will increase shareholder value.



1 The Role of Financial Management

_ Manager’s Real Responsibility

he corporation is a wonderful institution. But it
contains inherent drawbacks, at the core of which
are conflicts of interest. Control over the company’s
resources is vested in the hands of top managers who
may rationally pursue their interests at the expense of all
others. Economists call this the “principal-agent” prob-
lem. In the modern economy, where shares are held by
fund managers, there is not just one set of principal-
agent relations but a long chain of them.
The principal-agent problem is exacerbated by two
others: asymmetric information and obstacles to collec-
tive action. Corporate managers know more about what

The first is market discipline, since failure will
ultimately find managers out. The second is internal
checks, with independent directors or requirements
for voting by institutional shareholders. The third is
regulation covering the composition of boards, struc-
ture of businesses and reporting requirements. The
fourth is transparency, including accounting standards
and independent audits. The last is simply values of
honest dealing.

Economists are very uncomfortable with the notion
of morality. Yet it seems to have rather a clear meaning
in the business context. It consists of acting honestly
even when the opposite may be (o one's advantage.
Such morality is essential for all trustee relationships.

Agent(s) Individual(s)
authorized by another
person, called the
principal, to act on
the latter’s behalf.

Agency (theory)

A branch of
economics relating
to the behavior of
principals (such as
owners) and their
agents (such as
managers).

Without it, costs of supervision and control become

m Agency Problems

It has long been recognized that the separation of ownership and control in the modern
corporation results in potential conflicts between owners and managers. In particular, the
objectives of management may differ from those of the firm’s shareholders. In a large cor-
poration, stock may be so widely held that shareholders cannot even make known their
objectives, much less control or influence management. Thus this separation of ownership
from management creates a situation in which management may act in its own best interests
rather than those of the shareholders.

We may think of management as the agents of the owners. Shareholders, hoping that the
agents will act in the shareholders’ best interests, delegate decision-making authority to them.
Jensen and Meckling were the first to develop a comprehensive theory of the firm under
agency arrangements.' They showed that the principals, in our case the shareholders, can
assure themselves that the agents (management) will make optimal decisions only if appro-
priate incentives are given and only if the agents are monitored. Incentives include stock
options, bonuses, and perquisites (“perks,” such as company automobiles and expensive
offices), and these must be directly related to how close management decisions come to
the interests of the shareholders. Monitoring is done by bonding the agent, systematically

'Michael C. Jensen and William H. Meckling, “Theory of the Firm: Managerial Behavior, Agency Costs and
Ownership Structure,” Journal of Financial Economics 3 (October 1976), 305-360.
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Stakeholders All
constituencies with a
stake in the fortunes
of the company. They
include shareholders,
creditors, customers,
employees, suppliers,
and local
communities.

reviewing management perquisites, auditing financial statements, and limiting management
decisions. These monitoring activities necessarily involve costs, an inevitable result of the
separation of ownership and control of a corporation. The less the ownership percentage
of the managers, the less the likelihood that they will behave in a manner consistent with
maximizing shareholder wealth and the greater the need for outside shareholders to monitor
their activities.

Some people suggest that the primary monitoring of managers comes not from the
owners but from the managerial labor market. They argue that efficient capital markets
provide signals about the value of a company’s securities, and thus about the performance
of its managers. Managers with good performance records should have an easier time finding
other employment (if they need to) than managers with poor performance records. Thus, if
the managerial labor market is competitive both within and outside the firm, it will tend to
discipline managers. In that situation, the signals given by changes in the total market value
of the firm’s securities become very important.

@ Social Responsibility

Maximizing shareholder wealth does not mean that management should ignore social respons-
ibility, such as protecting the consumer, paying fair wages to employees, maintaining fair
hiring practices and safe working conditions, supporting education, and becoming involved
in such environmental issues as clean air and water. It is appropriate for management to
consider the interests of stakeholders other than shareholders. These stakeholders include
creditors, employees, customers, suppliers, communities in which a company operates, and
others. Only through attention to the legitimate concerns of the firm’s various stakeholders
can the firm attain its ultimate goal of maximizing shareholder wealth.

Being a Responsible Corporate Citize




Corporate Governance

Corporate
governance The
system by which
corporations are
managed and
controlled. It
encompasses

the relationships
among a company’s
shareholders, board
of directors, and
senior management.

Sarbanes-Oxley

Act of 2002 (SOX)
Addresses, among
other issues,
corporate governance,
auditing and
accounting, executive
compensation, and
enhanced and timely
disclosure of
corporate information.

Public Company
Accounting Oversight
Board (PCAOB)
Private-sector,
nonprofit corporation,
created by the
Sarbanes-Oxley Act
of 2002 to oversee
the auditors of public
companies in order to
protect the interests
of investors and
further the public
interest in the
preparation of
informative, fair,

and independent
audit reports.
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Many people feel that a firm has no choice but to act in socially responsible ways. They
argue that shareholder wealth and, perhaps, the corporation’s very existence depend on its
being socially responsible. Because the criteria for social responsibility are not clearly defined,
however, formulating consistent policies is difficult. When society, acting through various
representative bodies, establishes the rules governing the trade-off between social goals and
economic efficiency, the task for the corporation is clearer. We can then view the company
as producing both private and social goods, and the maximization of shareholder wealth
remains a viable corporate objective.

Corporate governance refers to the system by which corporations are managed and con-
trolled. It encompasses the relationships among a company’s shareholders, board of directors,
and senior management. These relationships provide the framework within which corporate
objectives are set and performance is monitored. Three categories of individuals are, thus,
key to corporate governance success: first, the common shareholders, who elect the board of
directors; second, the company’s board of directors themselves; and, third, the top executive
officers led by the chief executive officer (CEQ).

The board of directors — the critical link between shareholders and managers — is poten-
tially the most effective instrument of good governance. The oversight of the company is
ultimately their responsibility. The board, when operating properly, is also an independent
check on corporate management to ensure that management acts in the shareholders’ best
interests.

B The Role of the Board of Directors

The board of directors sets company-wide policy and advises the CEO and other senior
executives, who manage the company’s day-to-day activities. In fact, one of the board’s most
important tasks is hiring, firing, and setting of compensation for the CEO.

Boards review and approve strategy, significant investments, and acquisitions. The board
also overseas operating plans, capital budgets, and the company’s financial reports to
common shareholders.

In the United States, boards typically have 10 or 11 members, with the company’s CEO
often serving as chairman of the board. In Britain, it is common for the roles of chairman
and CEO to be kept separate, and this idea is gaining support in the United States.

m Sarbanes-Oxley Act of 2002

There has been renewed interest in corporate governance lately caused by major governance
breakdowns, which led to failures to prevent a series of recent corporate scandals involving
Enron, WorldCom, Global Crossing, Tyco, and numerous others. Governments and regula-
tory bodies around the world are getting louder on the issue of corporate governance reform.
In the United States, one sign of the seriousness of this concern is that Congress enacted the
Sarbanes-Oxley Act of 2002 (SOX).

Sarbanes-Oxley mandates reforms to combat corporate and accounting fraud, and imposes
new penalties for violations of securities laws. It also calls for a variety of higher standards
for corporate governance, and establishes the Public Company Accounting Oversight Board
(PCAOB). The Securities and Exchange Commission (SEC) appoints the chairman and the
members of the PCAOB. The PCAOB has been given the power to adopt auditing, quality
control, ethics, and disclosure standards for public companies and their auditors as well as
investigate and discipline those involved.
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Lessons from the European Boardroom?
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Organization of the Financial Management Function

Whether your business career takes you in the direction of manufacturing, marketing,
finance, or accounting, it is important for you to understand the role that financial manage-
ment plays in the operations of the firm. Figure 1.1 is an organization chart for a typical
manufacturing firm that gives special attention to the finance function.

As the head of one of the three major functional areas of the firm, the vice president of
finance, or chief financial officer (CFO), generally reports directly to the president, or chief
executive officer (CEO). In large firms, the financial operations overseen by the CFO will be
split into two branches, with one headed by a treasurer and the other by a controller.

The controller’s responsibilities are primarily accounting in nature. Cost accounting, as
well as budgets and forecasts, concerns internal consumption. External financial reporting is
provided to the IRS, the Securities and Exchange Commission (SEC), and the stockholders.

The treasurer’s responsibilities fall into the decision areas most commonly associated
with financial management: investment (capital budgeting, pension management), financing
(commercial banking and investment banking relationships, investor relations, dividend




Financial management
on the organization
chart

Organization of the Book
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VICE PRESIDENT
Finance
(Chief Financial Officer)

TREASURER CONITROLLER

m Capital budgeting ®m Cost accounting
W Cash management m Cost management
m Commercial banking m Data processing

and i‘nvestme‘nt ‘ m General ledger
banking relationships (payroll, accounts

u Credit management recejvable/payable)

m Dividend disbursement m Government

W Financial analysis reporting (IRS, SEC)
and planning m [nternal control

m nvestor relations m Preparing financial

W Pensions management statements

*In response to heightened concern over shareholders’ interests, a growing number of companies have
placed stockholders in a box above the board of directors on their organization chart.

disbursement), and asset management (cash management, credit management). The organ-
ization chart may give you the false impression that a clear split exists between treasurer and
controller responsibilities. In a well-functioning firm, information will flow easily back and
forth between both branches. In small firms the treasurer and controller functions may be
combined into one position, with a resulting commingling of activities.

We began this chapter by offering the warning that today’s financial manager must have the
flexibility to adapt to the changing external environment if his or her firm is to survive. The
recent past has witnessed the production of sophisticated new technology-driven techniques
for raising and investing money that offer only a hint of things to come. But take heart.
Although the techniques of financial management change, the principles do not.

As we introduce you to the most current techniques of financial management, our focus
will be on the underlying principles or fundamentals. In this way, we feel that we can best
prepare you to adapt to change over your entire business career.
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® The Underpinnings

In Part 1, Chapter 1, we define financial management, advocate maximization of shareholder
wealth as the goal of the firm, and look at the position that financial management holds on
the firm’s organization chart. Our next aim is to arm you with certain background material
and some of the basic tools of financial analysis. Therefore, in Chapter 2 we examine the
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‘@i, Business Owner's Toolkit

Total know-how for small business

Dear Alice,

With all the sound and fury going on about our national
moral crisis, do you have any words of wisdom and encour-
agement on the subject of business ethicst

Hopeful in Hawaii
Dear Hopeful,

Glad to hear someone out there still has some faith in the
immortality of morality in these troubled times. [ don’t

And while these times may indeed appear to be
troubled, they are no more so than times gone by
Consider the virtual caste system declaimed by Aristotle,
the rampant corruption of the late Roman Empire, the
blood and guts of the Middle Ages, not to mention the
exploitation of colonialism in more recent times.

If you'd like to see a wondertul example of how
the ethical dilemmas of ancient times apply even
today, take a look at this very pithy essay on honest
business dealings. Here you will find a journal article
by Randy Richards of St. Ambrose University titled
“Cicero and the Ethics of Honest Business Dealings.”
(www.stthom.edu/cbes/oje/articles/richards.html) It
tells about how Cicero came to write his treatise On
Duties, in which he addresses what we ought to do




