CHAPTER 18 – FINANCIAL MANAGEMENT

LEARNING GOALS

After you have read and studied this chapter, you should be able to:

1. 
Explain the role and responsibilities of financial managers.

2. 
Outline the financial planning process and the three key budgets in the financial plan.

3. 
Explain why firms need operating funds. 



4 
Identify and describe different sources of short-term financing.



5. 
Identify and describe different sources of long-term financing

LEARNING THE LANGUAGE

Listed below are important terms found in the chapter.  Choose the correct term for the definition and write it in the space provided.

	Budget
	Finance
	Revolving credit agreement

	Capital budget
	Financial control
	Risk/return trade-off

	Capital expenditures
	Financial managers
	Secured bond

	Cash budget
	Financial management
	Secured loan

	Cash flow forecast
	Indenture terms
	Short-term financing

	Commercial finance companies
	Leverage
	Short-term forecast

	Commercial paper
	Line of credit
	Term-loan agreement

	Cost of capital
	Long-term financing
	Trade credit

	Debt financing
	Long-term forecast
	Unsecured bond

	Equity financing
	Operating (master) budget
	Unsecured loan

	Factoring
	Promissory note
	Venture capital


1.
Organizations called ____________________make short-term loans to borrowers who offer tangible assets as collateral.

2.
In a process known as _____________________ a firm periodically compares its actual revenues, costs and expenses with its budget.

3.

Funds need for more than one year (usually 2 to 10 years) are considered___________________

4.

A line of credit called a ____________________ is guaranteed but usually comes with a fee.

5.
A ___________________________is a promissory note that requires the borrower to repay the loan in specified installments. 

6.

A(n) _____________________is a loan that is not backed by any specific assets.

7.
Managers working as ______________________ examine financial data prepared by accountants and recommend strategies for improving the financial performance of a firm.
8.
Funds known as _____________________are raised from operations within the firm or through the sale of ownership in the firm.

9.
The ___________________ is the rate of return a company must earn in order to meet the demands of its lenders and expectations of its equity holders.

10.
A written contract or _____________________is a promise to pay a supplier a specific sum of money at a definite time.
11.
A ____________________is a prediction of revenues, costs, and expenses for a period of one year or less.

12.

Funds raised through various forms of borrowing that must be repaid are called _____________.

13.
A(n) __________________________is the budget that ties together all of a firm’s other budgets and summarizes its proposed financial activities.
14.

A _________________________is a loan backed collateral, something valuable such as property.

15.
A forecast called a _______________________ predicts cash inflows and outflows in future periods, usually months or quarters.

16.
A given amount of unsecured short-term funds, or a ______________________is what a bank will lend to a business, provided funds are readily available.

17.

A bond backed only by the reputation of the issuer is known as a debenture bond, 

or a (n) _____________________.

18.

Raising needed funds through borrowing to increase a firm’s rate of return is called __________.

19.

_______________is the term used to describe the process of selling accounts receivable for cash. 

20.
A ___________________highlights a firm's spending plans for major asset purchases that often require large sums of money. 

21.
A financial plan that sets forth management’s expectations called a(n)__________________ allocates the use of specific resources throughout the firm based on those expectations.

22.
A _______________________is a prediction of revenues, costs and expenses for a period longer than one year, sometimes extending 5 or 10 years into the future.

23.
Unsecured promissory notes of $100,000 and up are known as ____________________ and mature in 270 days or less.

24.
The practice of _____________________is buying goods and services now and paying for them later.

25.
The term ___________________refers to funds needed for one year or less.

26.
The function in a business called ______________________refers to the process of acquiring funds for the firm and manages those funds within the firm.

27.
The principle of _____________________means the greater the risk a lender takes in making a loan, the higher the interest rate required.

28.

A bond issued with some form of collateral is a _____________________.

29.

The terms of the agreement in a bond issue are known as ____________________.

30.
The ________________________ estimates a firm’s cash inflows and outflows in future periods, usually months or quarters.
31.

The job of managing the firm's resources so it can meet its goals and objectives is _____________.

32.
Major investments, or ___________________________, are for long-term assets such as land, buildings, equipment, or intangible assets such as patents, trademarks, and copyrights.
33.
Money that is invested in new or emerging companies that are perceived as having great profit potential is known as ______________________.

ASSESSMENT CHECK

Learning Goal 1

The Role of Finance and Financial Managers

1.

What is the difference between an accountant and a financial manager?

2.

Two key responsibilities of a financial manager’s task are to:

a.
_________________________________________________

b.
_________________________________________________



3.

Controlling funds includes managing:

a. __________________________________________

b. __________________________________________

c. __________________________________________

4.

Is finance important for small business?
5.

Describe three of the most common ways for any firm to fail financially.

a._____________________________________________

b._____________________________________________

c._____________________________________________

6.
For what activities are financial managers responsible?  What are two key components of a financial manager’s job?
Learning Goal 2

Financial Planning

7.

What is the overall objective of financial planning?

8.

What are the three steps involved in financial planning?

a.
________________________________________________

b.
________________________________________________

c.
________________________________________________

9.

The long term financial forecast gives top management and operations managers______________



_____________________________________________________________________________________

10.

Identify three types of budgets

a.________________________________________________ 


b.________________________________________________ 

c.________________________________________________

11.

What kinds of spending plans are the focus of the capital budget?

12.

How do cash budgets help managers? When is a cash budget prepared?

13.

What is the function of an operating budget? 
14.

How do financial control procedures help managers?



a.
____________________________________________

b. ____________________________________________
c.
____________________________________________

Learning Goal 3

The Need for Operating Funds

15.

What are four key areas for which businesses need operating funds?

a._____________________________​​_________________

b.______________________________________________

c.______________________________________________

d.______________________________________________

16.

Financial managers must ensure funds are available to meet______________________


___________________________________________________________________________
17.

Describe the time value of money. What is the importance of the time value of money?

18.

Why do financial managers try to keep cash expenditures to a minimum?

19.

Why do financial managers want to make credit available?



a.
______________________________________________________________________


b.
______________________________________________________________________
20.

What is a problem with offering credit?  How do finance manager address the problem?
21.

What does inventory control have to do with finance?

22.

How do capital expenditures affect a firm’s financial plan?

23.

A firm can seek to raise needed capital through
a. ___________________________________

b.
___________________________________



c.
___________________________________

Learning Goal 4

Obtaining Short-Term Financing

24.

Why do firms need to borrow short-term funds?

a. _____________________________________
b. _____________________________________

c. _____________________________________

25.

What are seven sources of short-term financing?

a.
___________________________

e.
___________________________
b.
___________________________

f.
___________________________
c.
___________________________

g.
___________________________
d.
___________________________
26.

Which of these forms is the most widely used source of short term financing?  Why?

27.

Describe the invoice terms of 2/10 net 30, when using trade credit.

28.

Why might a supplier require a promissory note?

29.

What steps are recommended when borrowing from family or friends?

a. ____________________________________________________________


b. ____________________________________________________________

c. ____________________________________________________________

30.
How much funding for small businesses comes from commercial banks?  Why should the business owner keep in close touch with the bank?
31.

Describe four types of bank loans.

a. 
_______________________________________________________________________________






_______________________________________________________________________________

b. 
_______________________________________________________________________________



_______________________________________________________________________________

c.
_______________________________________________________________________________


_______________________________________________________________________________

d.
_______________________________________________________________________________




_______________________________________________________________________________
32.

Discuss a firm’s use of commercial finance companies.
33.

Describe factoring as a source of funds.
34.
What kinds of companies are able to sell commercial paper? What are the benefits of commercial paper?
35.

What are the drawbacks of using credit cards as a source of short term funds?

Learning Goal 5

Obtaining Long-Term Financing

36.

What are three questions financial managers ask when setting long-term financing objectives?

a.
_____________________________________________________________________

b.
_____________________________________________________________________

c
._____________________________________________________________________

37.

What kinds of purchases are made with long-term capital?

38.

What are the two major sources of initial long-term financing?

a.
 ____________________________

b. 
____________________________

39.

Firms can borrow long-term funds by either:

a. ________________________________________________________________




b.
________________________________________________________________

40.

What is the tax advantage of a term-loan agreement?

41.

What are some drawbacks to a long-term loan?



a.
______________________________________________________________


b.
______________________________________________________________


c.
______________________________________________________________

42.

What is the risk/return trade-off?

43.

To put it simply a bond is:
___________________________________________________


____________________________________________________________________________

44.

What types of organizations can issue bonds?

a. _______________________________________________

b. _______________________________________________

c. _______________________________________________

d. _______________________________________________

45.

What is another name for a debenture bond?

46.

What are the sources of equity financing?



a.
______________________________________________
b. ______________________________________________
c.
_____________________________________________

47.

The purchasers of stock become: ______________________________________________________


The number of shares of stock available for purchase is determined by: _____________________
48.
What is the term used to describe the first time a company offers to sell its stock to the general public?

49.

What is the most favored source of long-term capital?  Why?

50.

Venture capitalists invest in a business in return for____________________________________


For their investment they expect _____________________________________________________
51.

How has the slowdown in the economy affected the venture capital industry?

HOw
52.

What are the two key jobs of the finance manager, or CFO?



a.
___________________________________________



b.
___________________________________________

54.
How can a firm use borrowed funds to get a higher rate of return for stockholders, compared to equity funding? 

CRITICAL THINKING EXERCISES

Learning Goal 1

1.
Among the functions a finance manager performs are:

Planning






Collecting funds (credit management)



Auditing






Controlling funds

Managing taxes 




Obtaining funds

Advising top management


Budgeting






Match the correct function to each statement below.

a. ____________
Before Sun-2-Shade sends out quarterly financial statements, Debbie Breeze does her job, which is to ensure that no mistakes have been made, and that all transactions have been treated in accordance with established accounting rules and procedures.  

b. ____________
Joe Saumby determined that his firm's accounts receivable were too high, and developed a more effective collection system. 

c. ____________
Ann Bizer decided to include money for a new bank of computers in the operating budget. 

d. ____________
In an effort to generate capital, Gerald McMillian decided that his company should "go public" and make a stock offering.

e. ____________
A major automotive company developed a long-range objective of developing a hybrid vehicle, which would cost millions of dollars. 

f. ____________
In order to monitor expense account spending, many companies require employees to submit a receipt for any expenditure over $25. 

g. ____________
During a period of high inflation, the Kroger Company changed some of their accounting practices to reduce the company's tax liability. 

h. ____________
In a report to the CEO and other top managers in his company, Joe Kelley outlined the effect of newly proposed pollution control requirements on the company's long-range profit forecasts. 

Learning Goal 2

2. 

The text identifies three kinds of budgets

Operating (master) budget

Cash budget



Capital budget




Determine which type of budget is being described in each of the following:

a. ____________
St. Louis Community College District projects that $350,000 will be spent for attendance and participation in conferences and seminars. 

b. ____________
Kevin Nelson, the finance manager for TNG Enterprises, has just finished work on the budget that will help him to determine how much money the firm will have to borrow for the next year. 

c. ____________
At Whitfield School, a fund raising activity helped the school add money to the funds allocated to purchasing computer equipment for student and faculty use. 

d. ____________
 Phillip Knott is the comptroller for a major electronics firm.  At their annual finance meeting, he presented a summary of all the budgets for board approval. 

Learning Goal 3
3. 
Eric is the owner/founder of Sun-2-Shade, a company that manufactures self-darkening windshields for the automotive industry, and Eric is upset!  He has just stormed into Sun-2-Shade’s finance manager's office “What’s going on?  I just looked at our inventory levels, and they're lower than what I think we ought to see.  Don't we have the money to buy inventory?  How are we going to make our orders?  And what's the idea of all these credit sales?  Visa?  MasterCard?  And another thing!  Why are we always paying our bills at the last minute?  Are we that short of cash?  "  "Hold on" said Bill Whittier, the new finance manager, " things look pretty good to me.  We're actually in great shape!"  “ What?  I don't understand!" replied Eric.  "You know, I want to look into building a new plant within the next 2 years.  Sales are going to continue to go way up.  I need to know whether or not we're going to be able to afford it.  Right now, it looks as if we are too short of cash.  Explain!"  

Learning Goal 4

4.

There are several sources of short-term funds:

Trade credit



Factoring
Promissory notes


Commercial paper


Family and friends


Credit Cards


Commercial bank loans
Match the correct type of short-term financing to each of the following:

a. ____________

A major Midwestern retailer often sells its accounts receivable for cash.

b. ____________
Lou Fusz auto network finances its inventories, using the vehicles themselves as collateral for the loans. 

c. ____________
During a recent recession, Van Nuys Enterprises had some problems paying their bills on time.  Afterwards, Van Nuys' suppliers required them to sign a written contract in order for them to buy with credit. 

d. ____________ 
Echo Enterprises recently raised some "quick cash" through selling $100,000 promissory notes. Echo agreed to pay the principle plus interest within 90 days of the sale.  Monterrey Bay Co. bought Echo's promissory notes as an investment for their extra cash. 

e. ____________

Kellwood bills its retail customers on a 2/10 net 30 basis. 

f. ____________

To pay an unexpectedly high liability insurance premium, the owner of a 



small chemical company borrowed money from his best friend. 

g. ____________
Dave Flynn has just opened a small business in a suburb of his home town of Atlanta.  To promote the business Dave created some color brochures, and determined that it would be cheaper for him to print the brochures himself rather than have the job done at a printer so he purchased a color laser printer with his personal credit card, and charged the business later.

5. 

There are several kinds of loans:

Unsecured loans





Line of credit



Secured loans (including pledging)

Revolving credit agreement



Inventory financing





Commercial finance companies

Match each type to the following examples:

a. ___________
Ternier Steel Company is using their most recent shipment of coal as collateral for a short-term loan.  

b. ___________
In their commodities brokerage business, Bartholomew Enterprises needs guaranteed loans without having to apply for the loan each time it is needed.  They are willing to pay a fee for the guarantee. 

c. ___________
Rivertown Insurance is having some short-term cash problems. They have substantial accounts receivable which they intend to use as collateral for a loan.  

d. ___________
Danny Noble Enterprises has been in business for a fairly long time and has a great financial record.  When they needed money they went to their banker and applied for the loan without needing to put up collateral. 

e. ___________
Because they often have a need for short term funds with short notice, Binny and Jones Manufacturing applied to their bank for a "continual” sort of unsecured loan.  The bank lends Binny a given amount without Binny having to re-apply each time.  While not a guaranteed loan, the funds will be available if Binny's credit limit is not exceeded and the bank has the money available. 

f. ___________
Because they were considered a credit risk, PPI, Inc. had to pay a higher rate of interest, and pledge their inventory as collateral for the loan.  They went to General Electric Capital Services because they couldn’t obtain funding from a commercial bank.

Learning Goal 5
6.

There are 2 general sources of long-term funds

Debt capital - loans and bonds



Equity capital - stock, retained earnings, venture capital

Match the correct type of financing to each of the following statements:

a. ____________

The unsecured form of these are commonly referred to as "debentures." 

b. ____________
If a firm cannot obtain a long-term loan or can’t sell bonds it will turn to this type of financing. 

c. ____________

Generally the most favored source of long-term capital. 

d. ____________

These can be either secured or unsecured. 

e. ____________

For this, a business must sign a term-loan agreement because of the long

   






repayment period. 

f. ____________

The key word here is "ownership."

g. ____________
This source of funds can involve a high degree of risk for companies choosing it and firms providing this type of funding may hold companies to strict standards before investing their capital.
h. ____________ 
Using this source saves the company interest payments, dividends and any 

   






underwriting fees, and won't dilute ownership. 

i. ____________

The terms of agreement are called indenture terms. 

j . ____________
Good sources of start up capital for new companies, they often want a stake in the ownership of the business. 

k. ___________
When using this form of financing, a company has a legal obligation to pay interest. 

PRACTICE TEST

MULTIPLE CHOICE – Circle the best answer

Learning Goal 1

1.

Which of the following is a  reason for why businesses fail financially?



a.
Expense controls are too elaborate


b.
Poor use of marketing mix


c.
Undercapitalization



d.
Stock is undervalued

2.
Jackie Jones is a finance manager for Pokey Poseys, a wholesale florist.  As finance manager, which of the following would be one of Jackie’s responsibilities? 



a.
preparing financial statements



b.
preparing tax returns


c.
production planning


d.
planning for spending funds on long-term assets, such as plant and equipment

3.

Internal audits are important because:



a.
the firm needs to keep a constant look out for employees who may be 








committing fraud.



b.
internal audits help to make accounting statements more reliable.



c.
they aid in the development of financial statements.



d.
the firm uses the audits to determine desired profits for the following year.

Learning Goal 2

4.
Rachael Straub works in finance for a small microbrewery.  This week Rachael is working on a budget for the next 12 months.  She has been doing research to determine prices for the new equipment they will need in the next 12 months to stay competitive in this market. Which of the steps in financial planning is Rachael involved in?

a. Develop financial statements for outside investors.

b. Forecast short- term financial needs.

c. Establish financial controls.

d. Develop budgets to meet financial needs.

5.
A __________forecast predicts revenues, costs, and expenses for a period longer than one year.

a. short-term

b. long-term

c. cash flow 

d. revenue

6.
Guillermo Reta-Martinez is currently in the process of projecting how much his firm will have to spend on supplies, travel, rent, advertising, and salaries for the coming financial year. Guillermo is working on the ________________________.



a.
advertising budget.




b.
capital budget.




c.
cash budget.

d.
operating (master) budget.
7.

Financial controls are designed to help managers to:



a.
identify variances from the financial plan and take corrective actions.


b.
predict cash inflows in future periods.



c.
manage the day to day cash needs of a business.



d.
develop the appropriate budgets.
Learning Goal 3 
8.

The time value of money means that



a.
the value of money will fall over time.



b.
it is better to make purchases now, rather than wait until later.



c.
a monetary system will devalue it’s money over time.



d.
it is better to have money now, than later.

9.

What is the major problem with selling on credit?



a.
A sizeable portion of a firm’s assets could be tied up in accounts receivable.



b.
You can’t control when customers will pay their bills.



c.
It makes production scheduling more difficult.



d.
Customers who aren’t allowed to buy on credit become unhappy.

10.

Companies must have a carefully constructed inventory policy in order to:



a.
be able of accept credit cards.



b.
 manage available funds and maximize profitability.



c.
increase demand for their products.



d.
reduce the need for long-term funds.

11.

Debt financing:



a.
refers to funds raised through various forms of borrowing.



b.
is always more expensive than selling stocks.



c.
refers to funds raised through selling ownership in the firm.



d.
requires that the firm pay interest from after tax profits.

Learning Goal 4

12.

Which of the following is a source of short-term funds?



a.
The sale of bonds



b.
The use of trade credit



c.
Venture capital


d.
The use of retained earnings
13.

The credit terms 2/10 net 30 means:



a.
The full amount of a bill is due within 2-10 days



b.
Customers will receive a 10 percent discount if they pay in 30 days



c.
A 2 percent discount will be given if customers pay within 30 days



d.
Customers will receive a 2 percent discount if they pay within 10 days

14.
Factoring is a term that means:

a. determining the credit terms for a trade credit agreement.

b. selling accounts receivable as a way to raise cash

c. determining whether to use debt or equity financing to raise funds

d. using a  continual line of credit.

15.
Commercial finance companies accept more risk than banks, and the interest rates they charge are usually _________________than commercial banks.



a.
higher 







b.
about the same as



c. 
lower

d.
more variable

Learning Goal 5

16.

Using equity financing includes _________________ as a source of funds



a.
the sale of bonds





b.
the sale of stock



c.
the sale of inventory 

d.
the sale of accounts receivable 

17.
One of the benefits of using debt financing, over equity financing, as a source of long-term funds  is that



a.
bonds don’t have to be paid back.



b.
the company isn’t required to pay interest.



c.
bondholders do not have a say in running the business.



d.
interest is paid after taxes are paid.

18.

When a corporation takes out a long-term loan, the company must:

a. calculate a risk/return tradeoff.

b. sign a term-loan agreement.

c. agree to indenture terms.

d. sell its commercial paper.

19.

The most favored source of meeting long-term capital needs is:



a.
selling stock.





b.
venture capital.



c.
selling bonds.

d.
retained earnings.

20.
When a major automotive firm decided to purchase one of it’s competitors, the firm borrowed a significant portion of the funds it needed to make the purchase.  This is known as using:


a.
venture capital.



b.
leverage.



c.
retained earnings.



d.
equity capital.

TRUE-FALSE

Learning Goal 1

1. _____
Financial managers examine the financial data prepared by accountants and make recommendations to top executives about strategies for improving the financial strength of a firm.

2. _____

Financial understanding is important primarily for anyone wanting to major in 






accounting, but not necessary for others involved in business.

3. _____
Because taxes represent a cash outflow, financial managers are involved in planning tax strategies, and in tax management.

Learning Goal 2
4. _____

The cash budget is often the first budget that is prepared.

5. _____
Financial control means that the actual revenues, costs, and expenses are reviewed and compared with projections.

6. _____
The short-term forecast is the foundation for most other financial plans.

Learning Goal 3

7. _____
Finance managers will sometimes pay bills as late as possible as a way of managing cash for daily operations.

8. ______
One way to decrease the expense of collecting accounts receivable is to accept bank credit cards.


9. _____
Firms may use innovations such as just-in-time inventory control to help reduce the amount of funds tied up in inventory.

Learning Goal 4

10. ____
When suppliers are hesitant to give trade credit to organizations with a poor credit rating, or which have no credit history, they may ask for the customer to sign a promissory note as a condition for obtaining credit.

11. ____

One benefit of borrowing from friends or family is that you don’t have to draw




up formal papers like you do with a bank loan.

12. ____
It is important for a businessperson to keep close relations with a banker because the banker may be able to spot cash flow problems early and point out problems.

13. ____
A line of credit guarantees a business a given amount of unsecured short-term funds, if funds are available.

Learning Goal 5
14. ____

Long-term capital is generally used to pay for supplies, rent, and travel.

15. ____
Only the federal government can issue bonds.

16. ____
Cost of capital refers to the rate of return a company must earn in order to meet the demands of its lenders and expectations of its stockholders.

You Can Find It On the Net

What are some of the financial considerations of starting and managing your own small business?  Visit http://www.bizmove.com/financial.htm
 and click on the Introduction to Financial Management.

What is the difference in managing finance for small firms compared to big firms?

Go back and click on the Money Sources link

What available sources are listed?

What reasons are there for the need for additional capital?

Go back and click on the How To Reduce Costs link

What suggestions are made about how to reduce the costs of your small business?

ANSWERS

LEARNING THE LANGUAGE

	1.   Commercial finance companies
	12.  Debt financing
	23.  Commercial paper

	2.   Financial control
	13.  Operating budget
	24.  Trade credit

	3.   Long-term financing
	14.  Secured loan
	25.  Short-term financing

	4.   Revolving credit agreement
	15.  Cash flow forecast
	26.  Finance

	5.   Term-loan agreement
	16.  Line of credit
	27.  Risk/return tradeoff

	6.   Unsecured loan
	17.  Unsecured bond
	28.  Secured bond

	7.   Financial managers
	18.  Leverage
	29.  Indenture terms

	8.   Equity financing
	19.  Factoring
	30.  Cash budget

	9.   Cost of capital
	20.  Capital budget
	31.  Financial management

	10.  Promissory note
	21.  Budget
	32.  Capital expenditures

	11.  Short-term forecast
	22.  Long-term forecast
	33.  Venture capital


ASSESSMENT CHECK

Learning Goal 1

The Role of Finance and Financial Managers

1.
Financial managers use the data prepared by accountants and make recommendations to top management regarding strategies for improving the health of the firm.  It is the equivalent of a lab technician who takes the measures of a person’s health ( the accountant) and the doctor who interprets the reports (the finance manager).
2.

Two key responsibilities of a financial manager’s task are to: 



a.
obtain funds.



b.
effectively control the use of those funds.

3.

Controlling funds includes managing:



a.
the firm’s cash.



b.
credit accounts.



c.
inventory

4.
Finance is important not matter what the firm’s size.  The  need for careful financial management is a challenge that large and small businesses must face throughout their existence.

5.

The three most common ways for any firm to fail financially are:

a. 
Undercaptitalization - not enough funds to start with

  

b. 
Poor control over cash flow

   
c. 
Inadequate expense control
6.
Financial managers are responsible for seeing that the company pays its bills at the appropriate time and for collecting overdue payments to make sure that the company does not lose too much money to bad debts. Two key components are buying merchandise on credit and collecting payment from customers. They are also involved in tax management and internal audits.
Learning Goal 2
Financial Planning

7.
Financial planning involves analyzing short-term and long-term money flows to and from the firm.  The overall objective of financial planning is to optimize the firm’s profitability and make the best use of its money.

8.

Financial planning involves:

a. Forecasting both short-term and long-term financial needs

   

b. Developing budgets to meet those needs

   

c. Establishing financial controls


9.
The long term financial forecast gives top management and operations managers some sense of the income or profit potential of different strategic plans.  It also helps in preparing company budgets.

10.

Three types of budgets are:

a. Operating (master) budgets



   

b. Capital budgets 




c. Cash budgets
11.
The capital budget highlights the purchase of such assets as property, plant, and equipment.
12.
Cash budgets help assist managers in anticipating borrowing, repaying debt, operating expenses, and short-term investments. The cash budget is the last budget prepared.
13.
The operating, or master, budget ties together all the firm’s other budgets and summarizes a company’s proposed financial statements.  It is in this budget that the firm determines how much the company will spend on supplies, travel, rent, advertising, salaries and so forth. It is the most detailed budget.
14
Control procedures help managers
a.
 identify variances to the financial plan. 
b.
take corrective action if necessary.  
c.
provide feedback to help identify which accounts, departments and people are varying from the financial plan.


Learning Goal 3

The Need for Operating Funds

15.

Four basic financial needs affecting both small and large businesses are:

a. 
Managing day-by-day needs of the business

c. 
Acquiring needed inventory

   

b. 
Controlling credit operations




d. 
Making capital expenditures

16.
Financial mangers muse ensure funds are available to meet daily cash needs without compromising the firm’s investment potential.  

17.
Money has a time value, which means that if someone offered to give you money today or one year from today, you would benefit by taking the money today.  You could start collecting interest or invest the money you receive today, and over time, your money would grow.  For a firm, the interest earned on investments is important in maximizing the profit the company will gain.

18.
Financial managers often try to keep cash expenditures at a minimum to free funds for investment in interest-bearing accounts.  It is suggested that finance managers pay bills as late as possible and collect what is owed as fast as possible, and collect what’s owed to it as fast as possible.

19.
Financial mangers know that making credit available helps 
a.
keep current customers happy 
b.
attract new customers.  
20.
The major problem with selling on credit is that as much as 25 percent or more of the business’s assets could be tied up in its accounts receivable so the firm has to use some of its available cash to pay for the goods or services already given to customers who bought on credit. As a result financial managers must develop efficient collection procedures.

Finance managers often develop efficient collection procedures, like offering cash or quantity discounts to buyers who pay their accounts by a certain time.  They also scrutinize old and new credit customers to see if they have a history of meeting credit obligations on time.
21.
A carefully constructed inventory policy assists in managing the use of the firm’s available funds and maximizing profitability.  Inventory controls can reduce the funds tied up in inventory.  Poorly managed inventory can affect cash flow.
22.
The purchase of major assets is important to many businesses. It is critical that companies weigh all the possible options before committing a large portion of its available resources.

23.
A firm can seek to raise needed capital through:


a.
borrowing money – debt capital


b.
selling ownership – equity capital


c.
earning profits – retained earnings

Learning Goal 4
Obtaining Short-Term Financing

24.
Firms need to borrow short-term funds for:

a.
 purchasing additional inventory.

b.
for meeting bills that come due unexpectedly.  
c.
to obtain short-term funds when the firm’s cash reserves are low.

25.

Seven sources of short-term financing are:

a.
Trade credit



e. 
Factoring accounts receivable
   

b. 
Promissory note


f. 
Commercial paper
   

c. 
Family and friends


g.
Credit cards
d. 
Commercial bank loans
26.
The most widely used source of short-term funding is trade credit, because it is the least expensive and most convenient form of short-term financing.

27.
Terms of 2/10 net 30 means that the buyer can take a 2 percent discount for paying within 10 days.  The total bill is due (net) in 30 days if the purchaser does not take advantage of the discount.  
28.
Some suppliers hesitate to give trade credit to organizations with a poor credit rating, no credit history, or a history of slow payment.  In such cases, the supplier may insist that the customer sign a promissory note as a condition for obtaining credit.

29.

When borrowing from family or friends:

a.
Agree on specific terms. 

   

b.
Write an agreement.

   

c. 
Pay them back the same way you would a bank loan.

30.
Commercial banks fund almost half of small business financing today. It is important for a businessperson to keep in close touch with a banker because the banker may spot cash flow problems early and point out danger areas.  Additionally, the banker may be more willing to lend money in a crisis if the businessperson has established a strong, friendly relationship build on openness and trust.

31.

Four types of bank loans are:

a.
Secured loans are backed by something of value, which is known as collateral.  If the buyer fails to make payment on the loan, the lender may take possession of the collateral.


 

b. 
Unsecured loans don’t require the lender to offer collateral.  These loans are usually only offered to long standing customers or customers who are financially stable.


 

c.
A line of credit is a short term unsecured loan that the bank will lend to the business provided the bank has funds available.  It is designed to speed up the borrowing process so that the firm doesn’t have to apply for a new loan every time it needs funds. 


d.
A revolving credit agreement is a line of credit that is guaranteed.
32.
Commercial finance companies are used by businesses when the business can’t obtain a short term loan from a bank.  The commercial finance company will make short-term loans to borrowers with tangible assets such as property, plant and equipment, and will charge higher interest rates than commercial banks, because the commercial credit companies are willing to accept higher degrees of risk. 
33.
In the process of factoring, a firm sells many of its products on credit to consumers and businesses, creating accounts receivable.  Some of these buyers may be slow in paying their bills, causing the company to have a large amount of money due in accounts receivable.  A factor is a market intermediary that agrees to buy the accounts receivable from the firm at a discount for cash. It is expensive, but many small businesses, as well as some large businesses use factoring as a source of cash.
34.
Commercial paper is unsecured, so only financially stable firms, mainly large corporations, are able to sell it.  Commercial paper is a way to get short-term funds quickly and for less than bank interest rates.  It is also an investment opportunity for buyers who can afford to put up cash for short periods to earn some interest.

35.
The drawbacks of using credit cards as a short term source of funds is that their use can be very risky and costly.  Interest rates can be very high, and users must pay penalties if they fail to make payments on time.  Credit cards are best used as a last resort.
Learning Goal 5

Obtaining Long-Term Financing

36.

Three questions financial managers ask when setting long-term financing objectives are:

a.
What are the long-term goals and objectives of the firm?

    

b.
What are the financial requirements needed to achieve these goals and objectives?

   

c. 
What sources of long-term capital are available, and which will fit our needs?  

37.
In business, long–term capital is used to buy fixed assets such as plant and equipment and to finance expansion of the organization.

38.

a. 
debt financing which must be repaid 

b.
equity financing


39.
Firms can borrow funds by either:

a. getting a loan from a lending institution

b. issuing bonds

40.
A major tax advantage of a term-loan agreement is that the interest paid on the long-term debt is tax deductible.

41. 
Drawbacks to long term loans include:

a.
long-term loans are often more expensive to the firm than short-term loans, because larger amounts of capital are borrowed.  
b.
since the repayment period could be as long as twenty years, the lenders are not assured their capital will be repaid in full so most long-term loans require some form of collateral.

c.
lenders may require certain restrictions on a firm’s operations to force the firm to use responsible business practices.


42.
The risk/return trade-off is the idea that the greater the risk a lender takes in making a loan, the higher the rate of interest it requires.

43.
To put it simply, a bond is like a company IOU with a promise to repay the amount borrowed on a certain date.  

44.
The types of organizations that can issue bonds are:

a.
 federal, state, and local governments
b.
 federal government agencies
c.
 corporations
d.
 foreign governments and corporations.

45.
Another name for a debenture bond is an unsecured bond, backed only by the reputation of the issuer.

46.
Sources of equity financing are:

a.
 selling ownership in the firm in the form of stock.

b.
using retained earnings the firm has accumulated and kept to reinvest in the business.



c.
venture capital.
47.

The purchasers of stock become owners in an organization.


The number of shares of stock available for purchase is determined by the organization’s board of directors.

48.
The first time a company offers to sell its stock to the general public is called an initial public offering, or an IPO.

49.
Retained earnings are usually the most favored source of meeting long-term capital needs, since the company saves interest payments, dividends, and any possible underwriting fees.  Retained earnings also create no new ownership in the firm, as stock does.
50.
Venture capitalists invest in a business in return for part ownership of the business. 

For their investment they expect higher-than-average returns and competent management performance for their investment. 

51.
The slowdown in the overall economy reduced venture capital expenditures, and has caused venture capitalists to spend cautiously and hold companies to strict standards before investing their capital.

52.
Two key jobs of the finance manager or CFO are:

a.
to forecast the need for borrowed funds

b.
to manage borrowed funds.
54.
If a firm’s earnings are larger than the interest payments on borrowed funds, then the business owners are realizing a higher rate of return than if they used equity financing.

CRITICAL THINKING EXERCISES

Learning Goal 1

1.

a. 
Auditing





e.
Planning



b.
Collecting funds



f.
Controlling funds




c. 
Budgeting





g.
Managing taxes



d. 
Obtaining funds



h.
Advising top management 

Learning Goal 2

2.

a.
Operating(master) budget

c. 
Capital budget

   

b. 
Cash budget




d. 
Operating (master) budget

Learning Goal 3

3.
Eric doesn't understand some basic ideas about financial management.  Bill needs to explain the financial needs of all businesses: managing daily operations, managing accounts receivable, obtaining needed inventory (including inventory management) and major capital expenditures, and how a finance manager deals with each area.

One of the first things a finance manager will do is to see that funds are available to meet daily cash needs, without using too much cash and not being able to take advantage of other investments.  So, bills are paid at the latest date possible to allow the firm to take advantage of interest-bearing accounts. Sun-2-Shade allows for credit purchases because it helps to keep their customers happy and helps to attract new customers.  With effective collection procedures, selling on credit can be a benefit to the firm.  It's important to keep inventories at a level necessary to fill orders, but too high an inventory level will tie up funds that could be used elsewhere for investment.  Programs like just-in-time inventory help to reduce the amount of funds a firm must tie up in inventory.

There is no way to tell if the firm can afford to build a new plant in two years, but the finance manager will be able to evaluate the various alternatives, such as buying a facility, expanding on a current facility or building their own building.

Learning Goal 4

4.

a. 
Factoring

  

b. 
Bank loan (inventory financing)



c. 
Promissory note



d. 
Commercial paper



e. 
Trade credit



f. 
Family and friends



g.
credit card
5. 

a. 
Inventory financing

   

b. 
Revolving credit agreement



c. 
Secured loan



d. 
Unsecured loan

   

e. 
Line of credit 



f. 
Commercial credit company

Learning Goal 5

6.

a. 
Debt financing - bonds 




g. 
Equity financing - venture capital

 

b. 
Equity financing 





h. 
Equity financing - retained earnings

  

c. 
Equity financing - retained earnings 

i. 
Debt financing - bonds

  

d. 
Debt financing – loans, bonds


j. 
Equity financing – venture capital

  

e. 
Debt financing - loans 




k. 
Debt financing – loans, bonds

  

f. 
Equity financing - stock  

PRACTICE TEST

MULTIPLE CHOICE
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