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Chapter 1
An Overview of Financial Management

As we all know, the finance is a young and dynamic discipline, its unique charm
and significant value creation capacity is currently attracting more and more persons of
ability to join in its research and practice. This book will lead you into the temple of fi-

nance and sincerely wish you to be elite in this area in the near future.
1.1 What Are Finance and Financial Management

In the commodity economy, the physical goods or the form of value of services is
constantly changing, from one form into another, again and again, forming a circular
movement of funds. Therefore, the process of production and operation in enterprises is
expressed as a movement of physical goods or services and that of capital. Funds move-
ments not only exist in the form of financial circle, but also are ongoing with the process
of production and operation, so the funds movement performances as a cyclical process.
The movement of funds in an enterprise constitutes an independent part of the produc-
tion and operation activities, has its own laws of motion, which is the financial activities
of enterprises. Financial activities and funds movement of enterprises can not be away
from the relationship between people’s economic interests.

In a word, enterprise finance refers to financial activities and financial relations,
the process of capital movement in the business of reproduction. It reflects all aspects of
business and relationships. Accordingly, financial management manages an enterprise’s
finance. Based on financial and economic laws and regulations and in accordance with
the principles of financial management, it organizes corporate finance activities and
deals with financial relationships among the management of an economy. Simple speak-
ing, financial management is an economic activity of organizing corporate finance activi-
ties and dealing with financial relationships.

As the market economy continuously developing, the development of production
and operation process of socialization and the extent and level of modemnization contin-

ues to improve, financial activities have become increasingly complex. Financial man-
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agement is also from single to complex, from lower to higher. The status and role of fi-
nancial management are gradually being recognized and shown to be accepted in enter-
prise. To enhance corporate financial management has the following advantages;
Firstly, enterprises should make use of corporate funds rationally and efficiently,
which just need enterprises to enhance the financial management to arrive at that goal;

Secondly, it helps companies plan carefully to reduce costs;

Thirdly, it helps companies find problems in production and operation to reduce
the financial loss;

Fourthly, it helps to improve the level of production and operations;

Fifthly, it helps to improve economic efficiency of the enterprises.

Current enterprise funds shortage plagued many companies and became a major ob-
stacle to normal operation, which shows the importance and urgency to improve finan-
cial management. The capability of corporate financial management and financial logis-
tics directly determine the effects of good or bad business.

1.2 The Main Content of Financial Management

Under the guide of the overall objective, the main contents of financial manage-
ment include the managements of investment, financing, working capital, and profit

distribution, etc.
1.2.1 Inyvestment

Investment means the behavior of investing money by the enterprise according to
the needs of a certain project. To realize the goal of the firm, it must locate its funds to
relevant assets, and no one can imagine that money kept at the bottom of a chest would
creat value. In the process of investment, enterprises must take into account the scale
of investment. Meanwhile, the enterprise must determine the appropriate investment
structure, improve investment efficiency and reduce investment risk through the choice
of investment direction and investment modes. It begins with the determination of the
total amount of assets held by the firm. Liabilities and owner’s equity are listed on the
right side of the balance sheet and its assets on the left. The financial manager needs to
determine the amount that appears above the double lines on the lefi-hand side of the
balance sheet-that is, the size of the firm. Even when this number is known, the com-
position of the assets must still be decided. For example, how much the firm’s total as-
sets should be devoted to cash or to inventory? On the flip side, disinvestment must not
be ignored. In addition, assets that can no longer be economically justified need to be

S
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reduced, eliminated, or replaced.

In order to ensure correct and effective business investment, the firm should make
good deal with the relationship between the inner conditions of enterprise and its macro-
economic environment. The survival and development of an enterprise is inseparable
from the objective economic environment. The firm must know the environment well and
seek the opportunity. For example, we can make use of PEST and SWOT to make a full
analysis of the internal and external factors affecting the growth of the firm, and further
identify the future direction of economic development and reasonably select the opportu-

nities of investment.
1.2.2 Financing

Financing is a financial activity of raising funds through certain channels and an
appropriate way. Financing management is also one of the core of financial manage-
ment. Through fund-raising, enterprises can form two different sources of funding: one
is corporate equity capital. Corporate investors can be absorbed through direct invest-
ment, issuing stock, increasing capital with retained earnings and so on. Corporate in-
vestors include national, corporate, personal investors and so on. The other is corporate
debt funds. The firm can acquire it by debt, paying interest, paying dividends, and
paying a variety of fund-raising costs. And it is a kind of the outflow of funds for the en-
terprise. This kind of income and expenditure generated from funding is fund-raising fi-
nancial activities.

Finance departments should follow the following principles when an enterprise rai-
ses funds:

Firétly, enterprises should consider the needs of strategic development and invest-
ment plans to determine the overall financing scale of each period, and ensure the funds
can meet the needs of production and operation ;

Secondly, enterprises should make correct choice of funding sources in order to re-
duce the cost of capital and risk;

Thirdly, enterprises should make efforts to create a favorable financing environ-
ment;

Fourthly, enterprises should analyze various financing methods to determine the

optimum financing structure.
1.2.3 Working Capital

Working capital is defined as the funds disbursed to meet the needs of the daily
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business activities. Working capital management is the management of ‘current assets
and current liabilities. An enterprise must have an appropriate amount of working cap-
ital t& maintain the normal operation. Therefore, working capital management is an im-
portant component of financial management. To improve working capital management,
we must resolve issues of current assets and current liabilities. In other words, there are
two following questions: The first is how much companies should invest in current as-
sets, namely, the management of fund use. It mainly includes cash management, ac-
counts receivable management and inventory management. The second is how to carry
out the financing for current assets, namely, the management of financing. It includes
management of short-term borrowings from bank and commercial credit management. It
is obvious that the core content of working capital management is the use of funds and
financing.

The financial department should follow the following principles when managing
working capital :

Firstly, hedging risks. Many enterprises sell products frequently by credit in or-
der to achieve profits. The one-sided pursuit of sales may let you neglect the inefficien-
cy management of accounts receivable management. Therefore, the financial depart-
ment should enhance enterprise funds efficiency by strengthening the control of credit
and futures business, developing the corresponding control system for accounts receiva-
ble and payment in advance and strengthening the management of accounts receivable to
get timely recovery of accounts receivable and reduce risk.

Secondly, creating value. Accounting profit is contra settlement of current reve-
nues and current expenses. At any income level, companies must do a good job of con-
trol for internal costs and expenditures. Besides, you should make the budget,
strengthen management, and reduce unnecessary expenditures to increase profits and
business value.

Thirdly, improving efficiency. Financial management should build a scientific

prediction system to make science budget on the overall business perspective.
1.2.4 The Distribution of Profits

Enterprises could obtain the corresponding income and achieve capital appreciation
through investment or funds operating activities. Enterprises should allocate all income
based on existing laws and regulations. Broadly speaking, the distribution of income re-
fers to the distribution of various company income, including tax payments, interest

payments, rent payments, salary distribution, and profit distribution, etc; narrowly
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speaking, distribution only refers to the distribution of profits, especially the net prof-
its.

The financial department should follow the following principles in the distribution
of profits:

Firstly, distribution according to the law. In order to regulate distribution of
the profits, a number of regulations have been developed by country. These regulations
set the basic requirements for the allocation of corporate profits, the general procedures
and a significant proportion. That corporate profit distribution must abide by law that is
the key of correctly handling of the financial relationship.

Secondly, equal emphasis on distribution and accumulation. The profit distri-
bution of corporate must balance the relationship of long-term benefits and short-term
interests and should uphold the distribution and accumulation of equal importance. Bus-
iness must retain some profits as the accumulation which is still vested by the business
owners besides reserving funds for the provisions of the statutory. This part of the accu-
mulated net profit for the enterprise can not only raise funds to expand production, en-
hance their development capacity and resist risks, but can also be allocated to get stable
financial condition for future years, curb the amount of fluctuations in the distribution of

profits and make rate of return stable.

1.3 Targets of Financial Management

1.3.1 Profit Maximization

Profit maximization assumes that the financial management practices would be in
favor of corporate profit-maximizing direction under the circumstances that enterprise
has confirmed return on investment. There are three main reasons for taking profit maxi-
mization as a financial management objective :

First, human beings engaged in production and business activities are intended to
create more surplus. In the commodity economy, the amount of surplus profits of this
value is measured by indicator of profits;

Second, in the free competition capital markets, the right of using capital belongs
to the most profitable enterprises;

Third, the whole wealth of society can be maximized just when every business tries
to maximize profit, following with social progress and development. the profits in a cer-
tain period are the difference between total income and the full cost calculated on the

principle of matching revenues and expenses. It not only directly reflects the number of
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surplus products that enterprises create, but also to a certain extent reflects the level of
economic efficiency of enterprises and the size of the contribution to society. At the
same time, profit is the source of enterprise additional capital and the expanding of op-
erational scale. Therefore, it is rational in a way to regard profit maximization as the fi-
nancial objective.

Profit maximization has several shortcomings as follows: First, the target does not
take into account risk factors. After all, high profits is often accompanied by high-risk ;
Second, the target does not take into account the time value of money, the net profit is
achieved in terms of a certain period; at last, the target will make enterprises focus only

on short-term benefits and one-sided pursuit of profit maximization.
1.3.2 Shareholder Wealth Maximization

Shareholder wealth maximization refers to bringing most wealth for our shareholders
through reasonable financial operation. Scholars who hold this view believe that share-
holders aim at the growth of wealth when they start a business. They are business own-
ers and providers of a venture’s capital. The value of their investment is that it brings
the future of remuneration to the owner, including the access to dividends and the cash
from sale of shares. Under the conditions of share economy, the shareholders wealth is
determined by the number of shares owned and the stock market price. Therefore,
shareholder wealth maximization is also ultimately reflected in stock prices. They be-
lieve that the level of stock prices represent the objective evaluation of the company by
public investors. It is measured by price per share and reflects the relationship between
the capital and profits; it subjects to the impact of earnings per share and reflects how
much the EPS is and when it occurs. It is liable to the impact of business risk and re-
flects the risk in earnings per share.

This view of maximizing shareholder wealth believes that enterprises are mainly
formed by the investment of shareholders. And the purpose of shareholders to start a
business is to expand the wealth. They are owners of the business. So naturally, the
development of enterprises should pursue the maximization of shareholder wealth. Un-
der the conditions of share economy, shareholders’ wealth is determined by the number
of shares owned by them and the stock price. Shareholders’ wealth can be maximized
when the stock price get to the top. So shareholder wealth maximization can be de-
scribed as the stock price maximization. Similar to profit maximization, this target still
does not take into account the time value of money and risk factors. We can not also a-

void short-term behavior of enterprises, which may lead to the deviation from the firm’s
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strategic objectives.
1.3.3 Enterprise Value Maximization

The enterprise value maximization refers to maximizing the total value of the enter-
prise through rational operation of corporate finance and optimal financial policy, and
taking full consideration of the time value of money and the relationship between risk
and reward under the condition of ensuring the long-term stable development of enter-
prises.

The modern firm theory views that business is the sum of the multilateral contractu-
al relations, including shareholders, creditors, managers class, general staff, etc. And
all of them are indispehsable. The parties have their own interests and together consti-
tute the business balance interests mechanism. Enterprise financial objective should be
related to a number of interest groups. It is also the result of interaction and compromise
of these interest groups. In a certain period and a certain environment, the interests of
a group may be prior to those of other groups, but in the long term of enterprise devel-
opment, we can mnot only stress the interests of a group, but set aside the interests of
other groups. In general, the goal of maximizing enterprise value has the following
characteristics: it has the same interests of stakeholders; it can ensure the contingency
of the corporate strategy development; it takes into account the risk and the time value
of the currency. Therefore, it is a necessary requirement of modern enterprise develop-
ment to take enterprise value maximization as an enterprise financial management goal
which is the optimal choice of corporate financial goals. At the same time, that takes
enterprise value maximization as the ideal business goals helps enterprises to get long-
term, stable and healthy development, which has profound practical significance. It al-
so reflects the requirements of modern enterprise system. There are the following two
requirements to establish modemn enterprise system. First, it asks for the clarity of
property rights, and based on this, enterprises should establish mechanisms both for
shareholders to supervise and restrict the business operators and for creditors to super-
vise and restrict the business. Enterprises should also establish property rights vested
in a certain individual, and thus bring the symmetry between the enjoyment of the right
and the duty to bear the risks; Second, it also asks various interest groups to protect
their own interests, which would allow companies to form a mechanism of mutual super-
vision and restrictive balance. When the corporate value is maximized, it will achieve
their balance of interests. In addition, the enterprise value maximization is a dynamic

indicator; it encourages the pursuit of business value sustained growth in the life cycle
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of business, with the nature of long-term, sustainable development.

Therefore, Enterprise value maximization will achieve the maximization of the own-
ers or shareholder’s equity under the constraints of the business-related interest groups.
The basic idea of this objective focused on meeting the interest of the shareholders and
various interest groups in, the process of enterprise value-added to ensure the long-term

stable development of enterprises.
1.4 The Role of the Financial Manager

Several years ago, our financial managers whose job merely called “accounting” ,
just play a role as “Mr. Accountant”. In the US, financial accounting has ever been
called “ bean-counter”. But with economic globalization, the financial manager’s role
has been changing.

Now the financial manager plays a dynamic role in a modern company’s develop-
ment. The financial manager is a top officer of a firm whose function is familiar to a
vice president in charge of finance or chief financial officer (CFO). As a financial
manager, his ability to adapt to changes, raise funds, invest in assets, and manage
wisely will affect the success of the firm and, ultimately, the overall economy as well.
Thus, through arranging, financing, and managing assets efficiently, the financial man-
ager contributes to the firm and to the vitality and growth of the economy as a whole.

Heightened corporate competition, technological changes, volatility in inflation
and interest rate, worldwide economic uncertainty, fluctuating exchanges rate, and eth-
ical concerns over certain financial dealings must be dealt with almost daily in today’s
rapidly changing environment. The financial manager has emerged as a team player in
the overall effort of a corporate to create value. Thus today’s financial manager must
have the flexibility to adapt to the changing external environment if his or her firm is to

survive,

Questions and Exercises:

1. What are the main contents of Financial Management?

2. What are the objectives of financial management? Which goal do you think is the
most reasonable? Try to talk about your reasons.

3. If you are a listed company’s president, will you consider profit-maximizing or
shareholder wealth maximization when you make decisions? What measures can be

taken to ensure that management’s interests are consistent with the interests of share-
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holders in views of shareholders?

4, What kind of role do you think financial managers play today?

Vocabulary (L)

business

finance

management

revenue

return

shareholder

stakeholder

stock

profit maximization
shareholder wealth maximization
enterprise value maximization
hedge risks

inventory

current assets

current liabilities

financing

corporation

earning per share (EPS)
exchange rate

inflation

contractual relations

equity

dividend

CFO (Chief Financial Officer)
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