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he rapid growth of business firms in the last

two decades has challenged the ingenuity of

financial managers to provide adeguate

financing. Rapidly expanding sales may
cause intense pressure for inventory and receivables
buildup—draining the cash resources of the firm. As
indicated in Chapter 4, “Financial Forecasting,” a
large sales increase creates an expansion of current
assets, especially accounts receivable and inventory.
Some of the increased current assets can be financed
through the firm’s retained earnings. but in most
cases internal funds will not provide enough
financing and some external sources of funds
must be found. In fact, the faster the growth in
sales, the more likely it is that an increasing per-
centage of financing will be external to the firm.
These funds could come from the sale of common
stock, preferred stock, long-term bonds. short-term

There is also the problem of seasonal sales that at-
tects many industries such as soft drinks, toys. retail
department stores, and textbook publishing com-
panies. Sea ! d d for p s makes fore-
casting cash flows and receivables and inventory
management difficult. The Internet is beginning to
alleviate some of these problems and help manage-
ment make better plans.

If you have had a marketing course, you have
heard about supply chain management, Well, finan-
cial executives are also interested in the supply
chain as an area where the Internet can help
control working capital through online soft-
ware. McDonald's Corporation of Big Mac
fame formed eMac Digital to explore opportu-
nities in business-to-business (B2B) online ventures.
One of the first things on the agenda was to have
eMac Di help McDonald’s reduce

ital

costs,
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is ducted. The rapid expansion of the Internet and its acceptance by lhc

U.S. population has allowed the creation of many new busi models and

such as Amazon.com and eBay. It has also enabled the acceleration of e-commerce  @MAZON.COM.
for “old X ies. These lutions include diffe R

ways to reach the busi [} model (B2C)—and more efficient dy"/

ways to interact with suppli the busi to busi model (B2B).

Ralph S. Larsen, chairman and CEO of Johnson & Johnson says, “The Internet is ’M _wa
gomg to turn the way we dn bum\e\s upside down—and for the better. From the most

ward to operati to marketing and sale\ to iupply
cham mlaucmlnp& to finance, to nnd devel to p
no part of mn- i will remain d by this technological revolution.™
For a fi ial impacts fi ial because it
s JP% P, d wip whi sh Paws h the fxm. In therg 2
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Now That the Goverament Is Demanding Honest “Corporate”
Accounting—Who Will Be the Next Target?
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fines and even prison time can follow. .”!uomnﬂﬁmwn .
“The Congressional Budget Office (CBO)

The nnmammw .
(OMB) aiso project that discrationary spending
on such activities as the military, education,
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the next 10 years. No one actually befieves this
govemment. will happen, but it makes the problems related
In 2001, President Bush projected an enor- mmmmmm
mous $5.6 trillion budget surpius over the next the problem, the
10 years 10 justity his $1.3 trillion tax cuts for counts the current surplus in Social Security
the same period. The budgetary surplus was and Medicare payments to the govemnment as
Rased o the assumption that there would be  part of fts I Jn spjte of the fact
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Semmary
A firm in search of short-term financing must be aware of all the instijutionat arrange-
ments that are available. Trade credit from suppliers is normally the most available
form of short-term financing and is a natural outgrowth of the buying and reselling of
goods. Larger firms tend to be net providers of trade credit, while smaller firms are net
users,

Bank loans are usually short-term in nature and are self-liquidating, being paid back
from fumds from the normal operations of the firm. A financially strong customer will
be offered the lowest rate with the rates to other customers scaled up to reflect their
risk category. Bankers use either the prime rate or LIBOR as their base rate and add to
‘that depending on the creditworthi of the Banks also use compensating
balances as well as fees to increase the effective yield to the bank.

An alternative to bank credit for the large, prestigious firm is the use of commercial
paper which represents a short-term unsecured promissory note issued by the firm.
Though generally issued at a rate below prime, it is an impersonal means of financing
that may “dry up” during difficult financing periods.
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e FC Formeias
.. BE=5—3F (5-1

BE is break-even point
FC is fixed costs
P is price per unit
VC is variable cost per unit
P~ Vv(O)
2. DoOL = QP - VC) - FC
DOL is degree of operating leverage
Q is quantity at which DOL is computed
P is price per unit

NN PLEREREANAAAANAANSNANASNANA

0 MEEARTE SR

IR, ARAT AR A S R Bt B AR BT Wit — AR x Al 2
FHCIZBRE . K ACEA SRS 0N R RA R,
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cost-benefit analysis 180 5Csof credit 190
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Discussion

Questions 1. Discuss the various uses for break-even analysis.
2. What factors would cause a difference in the use of financial leverage for a
utility pany and an bil pany?
3. Explain how the break-even point and operating leverage are affected by the
choice of manufacturing facilities (labor intensive versus capital intensive).
4. What role does depreciation play in break-even analysis based on accounting
flows? Based on cash flows? Which perspective is longer-term in nature?
Problems
1. Myers Busi Sy is evaluating the introduction of a new product. The Expected value and
possible levels of umt sales and the probabilities of their occurrence are given standard deviation
below:
Probabilities
.10
.30
40
.20
a. What is the expected value of unit sales for the new product?
b. What is the standard deviation of unit sales?
2. Monarck King Size Beds, Inc., is evaluating a new p ional ignthat  Coefticient of
could increase sales. Possible outcomes and probabllmes of the ou(comcs are variation

shown below. Compute the coefficient of variation.

O] #7! fREERNEIE (S&P 43IM)

MHEXHWET A~ B HFE KA T Educational Version of Market In-
sight BEE, XE7EE B MR HELE /K COMPUSTAT ¥4 & . X863 B35
RAET B AR HENE, UERSrARXT sSSP

1. Log on to the McGraw-Hill website www.mbhe.com/ed: ketinsigh 'TAN l)ARD
2. Click on Commentary, which is the third box below the Market Insight title. The
second major heading on the left side is Trends and Projections. Click on the

current Trends and Projections.

3. This is a quarterly economic summary for the U.S. economy and it is filled with
charts and tables.

4. Find the graphs depicting interest rate behavior over the last several years.

5. What has happened to interest rates on government securities during this time
period and how will this affect the cost of debt capital for the average U.S.
company?
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Northrup Grumman was refested o in « box early in the chapter as being innc
progressive in its capital budgeting decisions. Go to its website ata: 1l
and follow the steps below:

. Under “Who We Are™ in the left-nuiddie of the page, click on “Northrup
Grumman Today.” Based on the information provided, write a one-paragraph
description about the company,

2. Return to the homepage and click on “Government Relations.”™ On the new page.

vou should see *Hot Topics Spatlight.” Click on the first story and write a two-

sentence description of the new important event.

Return to the prior page and click on “Homeland Sceurity.” Toward the bottom

of the page, there is a list of activities Northrup Grumman is involved in. Merely

write down three (no further description is nevessary).

4. Return to the homepage and click on “Investor Relations.” Then click on
“Current Pricing Statistics.”

Record the following:
a. Most recent closing price (top line).

b 52-week high,
2 y

] MBI

BB DH N MEET KR BIRET | AE S E LRk, Bk
HEPEALNFIRFERI NG, SERS X — BB R AT . X655 3R T g
FJ LRI REREKR .

Bailey Distributing  Bailey Distributing Company sells small appli to hard stores in the southern

w

Company California area. Michael Bailey, the president of the p is thinking about chang-
(Receivables and ing the credit policies offered by the firm to attract away from p
inventory policy) The current policy calls for a 1/10, net 30, and the new policy would call for a 3/10, net

50. Currently 40 percent of Bailey customers are taking the discount, and it is antici-
pated that this number would go up to 50 percent with the new discount policy. It is
further anticipated that annual sales would increase from a level of $200,000 to
$250.000 as a result of the change in the cash discount policy.

The increased sales would also affect the inventory level. The average inventory
carried by Bailey is based on a determination of an EOQ. Assume unit sales of small
appliances will increase from 20,000 to 25,000 units. The ordering cost for each order
is $100 and the carrying cost per unit is $1 (these values will not change with the dis-
count). The average inventory is based on EOQ/2. Each unit in inventory has an aver-
age cost of $6.50.

Cost of goods sold is equal to 65 percent of net sales; general and administrative

expenses are 10 percent of net sales; and interest payments of 12 percent will be nec-

AT B B LA T SR AL R 3 8 B A 28 B0 R .
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