
CHAPTER 17 
 

Financial Management 
 

 

Chapter Summary: Key Concepts 

 
The Role of the Financial Manager 

 

Financial managers Executives who develop and implement their firm’s 

financial plan and determine the most appropriate 

sources and uses of funds. They are among the most 

vital people on the corporate payroll. 

 

Risk-return trade-off Financial managers strive to maximize the wealth of 

their firm’s shareholders by striking the optimal balance 

between risk and return. 

 

Financial Planning 

 
Financial plan  A document that specifies the funds needed by a firm for 

a given period of time, the timing of inflows and 

outflows, and the most appropriate sources and uses of 

funds. 

 
Managing Assets 

 

Short-term assets Consists of cash and assets that can be, or are expected 

to be, converted into cash within a year. The major 

current assets are cash, marketable securities, accounts 

receivable, and inventory. 

 
Capital investment analysis Entails long-lived assets that are expected to produce 

economic benefits for more than one year. 

 
Managing international assets Today, firms often have assets worldwide. Managing 

international assets creates several challenges for the 

financial manager, one of the most important of which is 

the problem of exchange rates. 

 

Sources of Funds and Capital Structure 

 

Sources of funds There are two sources of funds: debt and equity. Debt 

capital consists of funds obtained through borrowing. 

Equity capital consists of funds provided by the firm’s 

owners when they reinvest earnings, make additional 

contributions, liquidate assets, issue stock to the general 

public, or raise capital from outside investors. The mix 

of a firm’s debt and equity capital is known as its capital 

structure. 
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Leverage and capital structure  

decisions Raising needed cash by borrowing allows a firm to 

benefit from the principle of leverage, which is 

increasing the rate of return on funds invested by 

borrowing funds. 

 
Mixing short-term and long-term  

funds Short-term funds consist of current liabilities, and long-

term funds consist of long-term debt and equity. Short-

term funds are generally less expensive than long-term 

funds, but they also expose the firm to more risk. 

 

Dividend policy Dividends are periodic cash payments to shareholders. 

The most common type of dividend is paid quarterly and 

is often labeled as a regular dividend. Occasionally, 

firms make one-time special or extra dividend payments. 

 

Short-Term Funding Options 

 

Trade credit  Is extended by suppliers when a firm receives goods or 

services, agreeing to pay for them at a later date. Trade 

credit is common in many industries, such as retailing 

and manufacturing. 

 

Short-term loans Loans from commercial banks are a significant source of 

short-term financing for businesses. Often businesses 

use these loans to finance inventory and accounts 

receivable. There are two types of short-term bank loans: 

lines of credit and revolving credit agreements. 

 

Commercial paper Commercial paper is a short-term IOU sold by a 

company. 

 

Sources of Long-Term Financing 

 

Public sale of stocks and bonds Public sales of securities, such as stocks and bonds, are a 

major source of funds for corporations. Such sales 

provide cash inflows for the issuing firm and either a 

share in its ownership (for a stock purchaser) or a 

specified rate of interest and repayment at a stated time 

(for a bond purchaser). 

 

Private placements Occur when new stock or bond issues are not sold 

publicly but instead are sold to a small group of major 

investors, such as pension funds and insurance 

companies. 

 

Venture capitalists Individuals who raise money from wealthy individuals 

and institutional investors and then invest these funds in 

promising firms. 
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Private equity funds Investment companies that raise funds from wealthy 

individuals and institutional investors and use those 

funds to make large investments in both public and 

privately held companies. 

 

Hedge funds Private investment companies open only to qualified 

large investors. 

 

 

Mergers, Acquisitions, Buyouts, and Divestitures 

 

Tender offer  When the buyer states the specific price and the form of 

payment to acquire another company. 

 
Leveraged buyouts (LBOs) Occurs when public shareholders are bought out and the 

firm reverts to private status. 

 
Divestiture  The reverse of a merger. 

 
 

Business Vocabulary 
 

asset intensity  leveraged buyout (LBO)  

capital investment analysis  marketable securities  

capital structure  private equity funds  

debt capital  private placements  

divestiture  risk-return trade-off  

dividend  sell-off  

equity capital  sovereign wealth funds  

factoring  spin-off  

finance synergy  

financial manager  tender offer  

financial plan  trade credit  

hedge fund  venture capitalist  

leverage   

 

Application of Vocabulary 

 

Select the term from the list above that best completes the statements below. Write that term in 

the space provided. 

 

1. The document that specifies the funds needed by a firm for a period of time, the timing of 

inflows and outflows, and the most appropriate sources and uses of funds is called 

_________________________________. 
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2.  _______________________________ is an executive who develops and implements the 

firm’s financial plan and determines the most appropriate sources and uses of funds. 

 

3. __________________________ is the process of increasing the rate of return on funds 

invested by borrowing funds. 

 

4. Investment companies that raise funds from wealthy individuals and institutional 

investors and use the funds to make investments in both public and private companies are 

called ________________________. 

 

5. _______________________ are low-risk securities with short maturities. 

 

6. The mix of a firm’s debt and equity capital is called ______________________. 

 

7. __________________________ is an offer made by a firm to the target firm’s 

shareholders specifying a price and the form of payment. 

 

8. _________________ is the sale of assets by a firm. 

 

9. A transaction in which public shareholders are bought out and the firm reverts to private 

status is called _____________________________. 

 

10. ________________________ are periodic cash payments to shareholders.  

 

11. _______________________ are assets sold by one firm to another. 

 

12. _____________________________ consists of funds obtained through borrowing. 

 

13.  ______________________________consists of funds provided by the firm’s owners 

when they reinvest earnings, make additional contributions, liquidate assets, issue stock 

to the general public, or raise capital from outside investors. 

 

14. This is extended by suppliers when a firm receives goods or services, agreeing to pay for 

them at a later date: ___________________________ 

 

15. Investment companies owned by governments are called _________________________. 

 

16. When a new firm is created from the assets divested, that activity is called a 

___________________________. 

 

17. ___________________________ is planning, obtaining, and managing the company’s 

funds to accomplish its objectives as effectively and efficiently as possible. 

 

18. Private investment companies open only to qualified large investors are called 

____________________________. 

 

19. The process of maximizing the wealth of the firm’s shareholders by striking the optimal 

balance between risk and return is called ________________________________. 

 

20. A _________________________________ raises money from wealthy individuals and 

institutional investors and invests the funds in promising firms. 
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21. Short-term financing using accounts receivable is called _________________________. 

 

22. When new stock or bond issues are not sold publicly but instead are sold to a small group 

of major investors, these types of sales are called _____________________________. 

 

23. The notion that the combined firm is worth more than the buyer and the target firm 

individually is called ______________________. 

 

24. The process by which decisions are made regarding investments in long-lived assets is 

called __________________________. 

 

25. When businesses need more assets than do other companies to support the same amount 

of sales, they experience ___________________________. 

 

 

Analysis of Learning Objectives 
 

Learning Goal 17.1: Define finance, and explain the role of financial managers. 

 

True or False 

 

1. ______ Financial managers seek to balance financial risks with expected returns. 

 

2. ______ The highest ranking financial manager in a large organization is the CFO. 

 

3. ______ Financial managers are responsible for obtaining any needed funds, but play no 

role in planning expenditures. 

 

4. ______ The chief accounting manager typically holds the title of Treasurer. 

 

5. ______ Financial managers are responsible for both raising and spending the firm’s money. 

 

6. ______ Planning, obtaining, and managing the company’s funds in order to accomplish its 

objectives is called finance. 

 

Learning Objective 17.2: Describe the components of a financial plan and the financial 

planning process. 

 

Short Answer 

 

1. Define the financial plan and the three questions it is designed to answer. 

 

Financial plan: 

 

 

a. 
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b. 

 

 

c. 

 

 

 

 

Learning Objective 17.3: Outline how organizations manage their assets. 

 
True or False 

 
1._____ Firms use funds to finance day-to-day operations, to purchase inventory and long-

term assets, and to make payments on loans. 

 

2._____ Financial managers generally invest excess cash in marketable securities until the 

funds are needed. 

 

3._____ The dividends paid to stockholders are not usually counted as expenditures of 

funds. 

 

4._____ If cash inflows fall below cash needs, a financial manager should buy commercial 

paper. 

 

5._____ Treasury bills generally pay a higher rate of interest than can be earned from 

commercial paper. 

 

6._____ A certificate of deposit (CD) is a short-term note issued by a bank, thrift, or credit 

union. 

 

 

Learning Objective 17.4: Compare the two major sources of funds for a business, and explain 

the concept of leverage. 

 

Multiple Choice 

 

1. Sources of equity capital include: 

 

a. owner contributions or stock sold. 

b. contributions by venture capitalists. 

c. retained earnings. 

d. all of the above. 

 

2. Debt capital refers to: 

 

a. owners’ investments in the firm. d. residual funds. 

b. retained earnings. e. venture capital. 

c. borrowed funds. 

 

3. Which of the following must be repaid at a stated time? 
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a. stock c. bonds 

b. retained earnings d. all of the above 

 

4. Equity capital is referred to as: 

 

a. ownership funds. c. borrowed funds. 

b. debt capital. d. residual funds. 

 

5. Who has the first claim to the assets and income of a firm? 

 

a. lenders. c. venture capitalists. 

b. stockholders. d. owners. 

 

 

Learning Objective 17.5: Identify sources of short-term financing for business operations. 

 

Short Answer 

 

1. List and define the three sources of short-term financing: 

 

 a. 

 

 

 

 b. 

 

 

 

 c. 

 

 

 

 Learning Objective 17.6: Discuss long-term financing. 

Short Answer 

 

1. List and define the three sources of long-term financing: 

 

 a. 

 

 

 

 b. 

 

 

 

 c. 
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 Learning Objective 17.7: Describe mergers, acquisitions, buyouts, and divestitures. 

 Define Each Term 

 

 1. Mergers: 

 

 

 

 2. Acquisitions: 

 

 

 

 3. Leveraged buyouts (LBO)   

 

 

 

 4. Divestitures 

 

 

 

 

 

 

Self Review 

 
True or False 

 
1._____ Financial control is the process that periodically checks actual revenues, costs, and 

expenses against a firm’s forecasts and plans. 

 

2._____ Commercial paper is another name for long-term debt. 

 

3._____ Having too much cash on hand can be costly. 

 

4._____ Not having enough cash on hand can be costly. 

 

5._____ The amount and timing of borrowing are important aspects of the financial plan. 

 

6._____ Leverage is a technique of increasing the return on investment. 

 

7._____ Commercial banks and savings banks both focus on business banking. 
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8._____ A demand deposit is another name for a checking account. 

 
9._____ Commercial finance companies usually make long-term loans to businesses. 

 

10._____ In a secured loan, borrowers need not pledge collateral. 

 

11._____ Loans repaid over one year or longer, bonds, and equity funds are all considered 

long-term sources of funds. 

 

12._____ Equity capital is obtained through the sale of bonds. 

 

 

Multiple Choice 

 
1. Trade-off for financial managers refers to: 

 

a. selling vs. buying. c. sales vs. orders. 

b. risk vs. reward. d. imports vs. exports. 

 

2. Firms with asset intensity  

 

a. sell assets to secure cash. c. purchase the assets of other firms. 

b. keep small cash reserves. d. need additional assets to support sales. 

 

3. In general, a more liberal credit policy means: 

 

a. higher sales. c. increased collection costs. 

b. higher levels of bad debt. d. all of the above. 

 

4. Exchange rates are a concern for financial manager in what type of firm? 

 

a. importer c. international firms 

b. exporter d. all of the above 

 

5. Increasing the rate of return on funds invested by borrowing funds is called: 

 

a. equity. c. divesture. 

b. leverage. d. swap. 

 

6. An offer made by a firm to the target firm’s shareholders specifying a price and the 

form of payment is referred to as: 

 

a. solid offer. c. tender offer. 

b. hard offer. d. buyout offer. 

 

7. Which of the following is a source of short-term financing? 

 

a. stock c. equity financing 

b. bonds d. commercial paper 
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8. Which of the following is NOT true of commercial paper? 

 

a. It is issued by major corporations to raise money. 

b. It is a secured short-term loan. 

c. It is a short-term promissory note. 

d. It is backed by the reputation of the issuing company. 

e. All of the above are true. 

 

9. Corporate bonds are a form of: 

 

a. long-term debt financing. d. short-term equity financing. 

b. short-term debt financing. e. commercial paper. 

c. long-term equity financing. 

 

Application Exercises 

 
1. Assume you would like to start a corporation. Put together a rough financial plan that 

addresses the three financial planning questions. 
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Short Essay Questions 
 

1. Define financial management and discuss its components and importance to modern 

organizations. 
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2. Define debt capital and equity capital. What are the chief sources and characteristics of 

each? 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


