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A journey of a thousand li begins with a single step.
—_Chinese proverb
The future is not what it used to be.

——Paul Valery
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Money begets (or breeds or gets) money.
——Anonymous

Boundless risk must pay for boundless gain.
“—William Morris ( 1834—1896, British poet )

Dell Computer manufactures, sells, and services personal computers. The company markets
directly to its customers and builds computers after receiving a customer order. This build-to-order
model enables Dell to have much smaller investment in working capital than its competitors. Dell

has grown quickly and has been able to finance that growth intemally by its efficient use of
working capital and its profitability.
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Financial Management English

Overview

Business firms make decisions every day. Virtually all business decisions have financial
implications. Consequently, finance matters to everybody. We start our study of financial
management by discussing the meaning of financial management and the role of the financial
manager. We then discuss three major types of decisions: long-term investment decisions,
long-term financing decisions, and working capital management decisions.

IE3 Text

1.1 Financial Management and Financial Manager

Financial management is an integrated decision-making process concerned with acquiring,
financing, and managing assets to accomplish some overall goal within a business entity. Other names
for financial management include managerial finance, corporate finance, and business finance. Making
financial decisions is an integral part of all forms and sizes of business organizations from small
privately-held firms to large publicly-traded corporations.

The person associated with the financial management function is usually a‘top officer of the firm

~ such as a vice president of finance or chief financial officer (CFO). This individual typically reports

directly to the president or the chief executive officer (CEO). In today’s rapidly changing
environment, the financial manager must have the flexibility to adapt to external factors such as
economic uncertainty, global competition, technological change, volatility of interest and exchange
rates, changes in laws and regulations, and ethical concerns. As the head of one of the major functional
areas of the firm, the financial manager plays a pivotal leadership role in a company’s overall efforts to
achieve its goals.

The duties and responsibilities of the financial manager are far reaching. In broad terms, the two
main functions of the financial manager concem acquiring and allocating funds among a firm’s
activities. This individual has policy-making duties regarding these functions. The financial manager
also acts as a liaison between others in the finance department and management personnel from other
departments.

To enable you to better understand the role of financial manager, we will let you know where the

financial manager belongs in the organizational structure of a company in the next topic.
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1.2 Financial Management Decision

Financial management involves three major types of decisions: (1) long-term investment
decisions, (2) long-term financing decisions, and (3) working capital management decisions. These
decisions concern the acquisition and allocation of resources among the firm’s various activities. The
first two decisions are long term in nature and the third is short term. Managers should not consider
these decisions on a piecemeal basis but as an integrated whole because they are seldom independent
of one another. Investment decisions typically affect financing decisions and vice versa. For example,
a decision to build a new plant or to buy new equipment requires other decisions on how to obtain the

funds needed to finance the project and to manage the asset once acquired.
1.2.1 Investment Decisions

Long-term investment decisions involve determining the type and amount of assets that the firm
wants to hold. That is, investing concerns allocating or using funds. The financial manager makes
investment decisions about all types of assets—items on the left-hand side of the balance sheet. These
decisions often involve buying, holding, reducing, replacing, selling, and managing assets. The process
of planning and managing a firm’s long-term investments is called capital budgeting. Common
questions involving long-term investments include:

¢ In what lines of business should the firm engage?

® Should the firm acquire other companies?

® What sorts of property, plant, and equipment should the firm hold?

® Should the firm modernize or sell an old production facility?

® Should the firm introduce a more efficient distribution system than the current one?

Making investment decisions requires applying a key principle of financial management. The
investment principle states that the firm should invest in assets and projects yielding a return greater
than the minimum acceptable hurdle rate. A hurdle rate is the minimum acceptable rate of return for
investing resources in a project. The financial manager should set the hurdle rate to reflect the risk of
the project with higher hurdle rates for riskier projects.

1.2.2 Financing Decisions

Long-term financing decisions involve the acquisition of funds needed to support long-term
investments. Such decisions concern the firm’s capital structure, which is the mix of long-term debt
and equity the firm uses to finance its operations. These sources of financing are shown on the
right-hand side of the balance sheet. Firms have much flexibility in choosing a capital structure.
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Typical financing questions facing the financial manager include:

® Does the type of financing used make a difference?

o Is the existing capital structure the right one?

® How and where should the firm raise money?

® Should the firm use funds raised through its revenues?

® Should the firm raise money from outside the business?

o If the firm seeks external financing, should it bring in other owners or borrow the money?

The financial manager can obtain the needed funds for its investments and operations either
internally or externally. Internally generated funds represent the amount of earnings that the firm
decides to retain after paying a cash dividend, if any, to its stockholders. Dividend policy is intimately
connected to a firm’s investment and financing decisions because the dividend-payout ratio determines
the amount of earnings that a firm can retain. According to the dividend principle, a firm should return
cash to the owners if there are not enough investments that earn the hurdle rate. For publicly traded
firms, a firm has the option of returning cash to owners either through dividends or stock repurchases.
The form of return depends largely on the characteristics of the firm’s stockholders.

If the firm decides to raise funds externally, the financial manager can do so by incurring debts,
such as through bank loans or the sale of bonds, or by selling ownership interests through a stock
offering. The choice of financing method involves various tradeoffs. For example, a firm must repay
debt with interest over a specific period without typically sharing control with the lender. By issuing
common stock, the firm dilutes the control of current owners but does not have to repay the funds
obtained from the stock sale.

When making financing decisions, managers should keep the financing principle in mind. The
financing principle states that the financial manager should choose a financing mix that maximizes the
value of the investments made and matches the financing to the assets being financed. Matching the

cash inflows from the assets being financed with the cash outflows used to finance these assets reduces
the potential risk.

1.2.3 Working Capital Management Decisions

So far we have focused on long-term investment and financing decisions. Now we turn to the
day-to-day investment and financing decisions of a firm. Decisions involving a firm’s short-term assets
and liabilities refer to working capital management. Net working capital is defined as current assets
minus current liabilities. The financial manager has varying degrees of operating responsibility over

current assets and liabilities. Some key questions that the financial manager faces involving working
capital management include:
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® How much of a firm’s total assets should the firm hold in each type of current asset such as cash,
marketable securities, and inventory?

® How much credit should the firm grant to customers?

© How should the firm obtain needed short-term financing?

In summary, some of the more important concerns of financial management can be distilled into
three questions:

1. What long-term investments should the firm undertake? (Investment decisions)

2. How should the firm raise money to fund these investments? (Financing decisions)

3. How should the firm manage its short-term assets and liabilities? (Working capital management
decisions)

The financial manager’s role is to help answer these and other important questions facing the firm.
The balance-sheet model shown in Figure 1-1 is one way to graphically portray the three major types
of decisions facing the financial manager and their effects on the firm.

' ; Working capital " Current @;f
it b \ management { liabilities

decisions R

Long-term  Long-term Y

investment  financing '

decisions  decisions -
L

Figure 1-1 The balance-sheet model: Assets = Liabilities + Stockholders’ Equity

As Figure 1-1 shows, the firm’s long-term investment decisions concern the left-hand side of the
balance sheet and the result in fixed assets. Fixed assets last for a long time and can result in tangible
fixed assets, such as buildings, machinery and equipment, and intangible fixed assets, such as patents
and trademarks. The firm’s long-term financing decisions concern the right-hand side of the balance
sheet. That is, the financial manager can obtain funds to pay for investments from creditors (long-term
liabilities) or owners (stockholders’ equity). Decisions involving short-lived assets and liabilities are
working capital management decisions.

1.3 Risk-Return Tradeoff

At the heart of most financial decisions is the concern about two specific factors: risk and return.
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An underlying assumption of finance is that investors should demand compensation for bearing risk.

According to the concept of risk aversion, investors should expect a higher return for taking on higher

levels of risk. Although considerable debate exists over the precise model for estimating risk and return,

few contest the notion of a risk-return tradeoff. When making financial decisions, managers should

assess the potential risk and rewards associated with these decisions. In fact, the foundation for

maximizing shareholder wealth lies in understanding tradeoffs between risk and return.
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