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An Introduction to Financial Management

WHAT IS FINANCIAL MANAGEMENT?

Financial management is the part of management that focuses on the organization’s finances. Within financial management there are two primary disciplines: accounting and finance. See Figure 1-1. Accounting is a system for providing financial information. It is generally broken down into two principal elements: financial accounting and managerial accounting. Finance is the area of financial management that supervises the acquisition and disposition of the firm’s resources, especially cash.

The financial accounting aspect of accounting is a formalized system designed to record the financial history of the firm. The financial accountant is simply a historian who uses dollar signs. An integral part of the financial accountant’s job is to report the firm’s history to interested individuals, usually through the firm’s annual and quarterly financial reports.

The managerial accountant looks forward whereas the financial accountant looks backward. Instead of reporting on what has happened, the managerial accountant provides financial information that may be used to improve decisions about an organization’s future. In many small firms the same individual is responsible for providing both financial and managerial accounting information.

FIGURE 1-1
Financial Management


Finance is responsible for an organization’s money. It focuses on borrowing funds and investing the cash resources of the firm. However, the finance function also involves providing financial analyses to improve decisions that will impact the wealth of the organization and its owners. The managerial accountant provides the information for use in the analyses performed by the finance officer.

THE GOALS OF FINANCIAL MANAGEMENT

At first thought, one might simply say that the goal of financial management is to aid in the maximization of wealth, or more simply, maximization of the firm’s profits. Profits are, after all, literally, the bottom line for for-profit organizations. That’s true, but as all managers know, the corporate environment has many other goals—maximization of sales, maximization of market share, maximization of the growth rate of sales, and maximization of the market price of the firm’s stock, for example. For not-for-profit organizations maximization of profits may not be a goal, although at least some profit is usually necessary to ensure the not-for-profit’s financial well-being.

On a more personal level, managers are concerned with maximization of salary and perks. Such maximization is often tied in with the maximization of return on investments (ROI), return on equity (ROE) or return on assets (ROA). (See Chapter 24 for a discussion of these terms.) The list of goals within the organization is relatively endless, and our intention is to narrow the range rather than broaden it.

From the perspective of financial management there are two over-riding goals: profitability and viability. See Figure 1-2. The firm wants to be profitable, and it wants to continue in business. It is possible to be profitable and yet fail to continue in business. Both goals require some clarification and additional discussion.

FIGURE 1-2
Organizational Goals
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Profitability

In maximizing profits there is always a trade-off with risk. See Figure 1-3. The greater the risk we must incur, the greater the anticipated profit or return on our money we demand. Certainly, given two equally risky projects, we would generally choose to undertake the one with a greater anticipated return. More often than not, however, our situation revolves around whether the higher return on a specific investment is great enough to justify the extra risk involved.

Consider keeping funds in a passbook account insured by the Federal Deposit Insurance Corporation (FDIC). The return on a bank savings account is low, but so is the risk. Alternatively, you could put your money in a nonbank money market fund where the return might be higher. However, the FDIC would not insure the investment. The risk is clearly greater. Or you could put your money into the stock market. In general, do we expect our stocks to do better or worse than a money market fund? Well, the risks inherent in the stock market are significantly higher than in a money market fund. If the expected return weren’t higher, would anyone invest in the stock market?

FIGURE 1-3
Profitability Trade-Off
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That doesn’t mean that everyone will choose to accept the same level of risk. Some people keep all their money in FDIC insured bank accounts, and others choose the most speculative of stocks. Some firms will be more willing to accept a high risk in order to achieve a high potential profit than other firms. The key here is that in numerous business decisions the firm is faced with a trade-off—risk vs. return. Throughout this book, when decisions are considered, the question that will arise is, “Are the extra expected profits worth taking the risk?” It is, I hope, a question that you will be somewhat more comfortable answering before you’ve reached the end of this book.

Viability

Viability refers to the ability to continue to provide goods and services, and to not go out of business. Firms have no desire to go bankrupt, so it is no surprise that one of the crucial goals of financial management is ensuring financial viability. This goal is often measured in terms of liquidity and solvency. See Figure 1-4.

FIGURE 1-4
Viability
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Liquidity is simply a measure of the amount of resources a firm has that are cash or are convertible to cash in the near term, to meet the obligations the firm has that are coming due in the near term. Accountants use the phrases “near-term,” “short-term,” and “current” interchangeably. Generally, the near-term means one year or less. Thus a firm is liquid if it has enough near-term resources to meet its near-term obligations as they become due for payment.

Solvency is simply the same concept from a long-term perspective. Long-term simply means more than one year. Does the firm have enough cash generation potential over the next three, five, and ten years to meet the major cash needs that will occur over those periods? A firm must plan for adequate solvency well in advance because the potentially large amounts of cash involved may take a long period of planning to generate. The roots of liquidity crises that put firms out of business often are buried in inadequate long-term solvency planning in earlier years.

So a good strategy is maximization of your firm’s liquidity and solvency, right? No, wrong. Managers have a complex problem with respect to liquidity. Every dollar kept in a liquid form (such as cash, Treasury bills (T-bills), or money market funds) is a dollar that could have been invested by the firm in some longer-term, higher yielding project or investment. There is a trade-off in the area of viability and profitability. The more profitable the manager attempts to make the firm by keeping it fully invested, the lower the liquidity and the greater the possibility of a liquidity crisis and even bankruptcy. The more liquid the firm is kept, the lower the profits. Essentially this is just a special case of the trade-off between risk and return discussed earlier.

We mentioned that profitability and viability are not synonymous. A firm can be profitable every year of its existence, yet go bankrupt anyway. How can this happen? Frequently it is the result of rapid growth and poor financial planning. Consider a firm whose sales are so good that inventory is constantly being substantially expanded. Such expansion requires cash payments to suppliers well in advance of ultimate cash collection from customers.

Consider the hypothetical firm, Expanding Growth Company, that starts the year with $40,000 in cash, $80,000 of receivables, and 10,000 units of inventory. Receivables are amounts that Expanding Growth’s customers owe it for goods and services that they bought, but have not paid for yet. Its inventory units are sold for $10 each and they have a cost of $8, yielding a profit of $2 on each unit sold. During January it collects all of its receivables from the beginning of the year (no bad debts!), thus increasing available cash to $120,000. January sales are 10,000 units, up 2,000 from the 8,000 units sold last December.

Due to increased sales, Expanding Growth decides to expand inventory to 12,000 units. Of the $120,000 available, it spends $96,000 on replacement and expansion of inventory (12,000 units acquired @ $8). No cash is collected yet for sales made in January. This leaves a January month-end cash balance of $24,000.

	$  40,000
	Cash, January 1

	+  80,000
	Collections during January

	$120,000
	Cash Available

	−  96,000
	Purchase of Inventory (12,000 units @ $8)

	$  24,000
	Cash Balance, January 31


During February all $100,000 of receivables from January’s sales (10,000 units @ $10) are collected, increasing the available cash to $124,000. In February the entire 12,000 units on hand are sold and are replaced in stock with an expanded total inventory of 15,000 units.

	$  24,000
	Cash Balance, January 31

	+100,000
	Collections during February

	$124,000
	Cash Available

	−120,000
	Purchase of Inventory (15,000 units @ $8)


	$    4,000
	Cash Balance, February 28


Everyone at Expanding Growth is overjoyed. They are making $2 on each unit sold. They are collecting 100 percent of their sales on a timely basis. There appears to be unlimited growth potential for increasing sales and profits. The reader may suspect that we are going to pull the rug out from under Expanding Growth by having sales drop or customers stop paying. Not at all.

In March, Expanding Growth collects $120,000 from its February sales. This is added to the $4,000 cash balance from the end of February, for an available cash balance of $124,000 in March. During March, all 15,000 units in inventory are sold and inventory is replaced and expanded to 20,000 units. Times have never been better, except for one problem. Expanding Growth has only $124,000, but the bill for its March purchases is $160,000 (i.e., 20,000 units @ $8). It is $36,000 short in terms of cash needed to meet current needs. Depending on the attitudes of its supplier and its banker, Expanding Growth may be bankrupt.

	$    4,000
	Cash Balance, February 28

	+120,000
	Collections during March

	$124,000
	Cash Available

	−160,000
	Purchase of Inventory (20,000 units @ $8)

	$(36,000)
	Cash Balance, March 31


Two key factors make this kind of scenario common. The first is that growth implies outlay of substantial amounts of cash for the increased inventory levels needed to handle a growing sales volume. The second is that growth is often accompanied by an expansion of plant and equipment, again well in advance of the ultimate receipt of cash from customers.

Do growing companies have to go bankrupt? Obviously not. But they do need to plan their liquidity and solvency along with their growth. The key is to focus on the long-term plans for cash. It is often said that banks prefer to lend to those who don’t need the money. Certainly banks don’t like to lend to firms like Expanding Growth, who are desperate for the money. A more sensible approach for Expanding Growth than going to a bank in March would be to lay out a long-term plan for how much it expects to grow and what the cash needs are for that amount of growth. The money can then be obtained from the issuing of bonds and additional shares of stock (see Chapter 5), or orderly bank financing can be anticipated and approved well in advance.

Apparently, even in a profitable environment cash flow projections are a real concern. Liquidity and solvency are crucial to the firm’s viability. Throughout the book, therefore, we will constantly return to this issue as well as that of profitability. In fact, the reader will become aware that a substantial amount of emphasis in financial accounting is placed on providing the user of financial information with indications of the firm’s liquidity and viability.

KEY TERMS

Financial management—management of the finances of the firm in order to maximize the wealth of the organization and its owners.

Accounting—the provision of financial information.

a. Financial accounting—provision of retrospective information regarding the financial position of the firm and the results of its operations.

b. Managerial accounting—provision of prospective information for making improved managerial decisions.

Finance—provision of analyses concerning the acquisition and disposition of the firm’s resources.

Goals of Financial Management
a. Profitability—A trade-off always exists between maximization of expected profits and the acceptable level of risk. Undertaking greater risk should only be done if there are greater anticipated returns.

b. Viability—A trade-off always exists between viability and profitability. Greater liquidity results in more safety, but lower profits.

QUESTIONS FOR REVIEW

1. What is the difference between accounting and finance?

2. What is the difference between financial accounting and managerial accounting?

3. What are the primary goals of financial management?

4. Explain the relationship between financial risk and financial return.

5. Explain the need for financial managers to balance liquidity and solvency.
You can at your option, review the end-of-chapter Key Terms, and Questions For Review. 

The Questions 
Questions for Review
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Solutions

1) Accounting is a formal system for providing an organization’s financial information. Finance typically refers to the decisions surrounding the acquisition or disposition of an organization’s resources.   Accounting focuses on questions such as: How much did we spend last year?  How much should we budget for the next year?  Finance focuses on questions such as: How should we pay for the new building? How should we invest the cash gifts given to us by our donors?

2) Financial accounting is focused on reporting what has already taken place. It is the financial history of the organization laid out in the form of financial statements. Managerial accounting is focused on generating the financial information needed to improve current decision-making within the organization. Managerial accounting is prospective in nature and financial accounting is retrospective.
3) Financial management is focused on profitability and viability. All organizations must generate profits in order to achieve their goals. The generation of profits allows an organization to maintain viability and avoid bankruptcy. 
4) Maximizing profits requires a trade-off with risk. The greater the potential return, the greater the risk. Organizations must find the appropriate balance between risk and return. One organization’s tolerance of risk may be very different than another organization’s tolerance. 

5) The balance between liquidity and solvency is much like the balance between risk and return. An organization that is highly liquid (has significantly more short-term resources than short-term obligations) is not able to invest as many resources in higher yielding long-term opportunities. This may put long-term solvency at risk. An organization that has invested too many resources in higher yielding long-term opportunities may not have enough liquidity to meet current obligations and therefore may be at risk for bankruptcy. Once again, good financial management requires a balance between liquidity and solvency.
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