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CHAPTER 1

ANSWERS
1‑1
At the beginning of the twentieth century, the study of finance was mostly descriptive. As the proliferation of electronics and information technology has grown in recent decades, the study of finance has shifted toward more analytical methods. 


At the beginning of the century, managerial finance focused on mergers and acquisitions, investments were held mostly by powerful individuals or groups, and the banking system consisted of thousands of independent banking organizations that were primarily small, hometown banks. There was a shift toward greater regulation and control of financial services organizations after the financial disasters that occurred during the Depression era of the late 1920s and early 1930s. At that time, managerial finance was concerned with bankruptcy issues, the investments arena became substantially more regulated with the birth of the Securities and Exchange Commission (SEC), and the banking system went through significant restructuring with the failure of more than 6,000 banks. Modern finance finds its roots in the second half of the century when increased competition reduced the profit opportunities available to firms, so more emphasis was placed on evaluating the value of investment projects; small, individual investors became more active in the stock markets as mutual funds became popular; and, the restrictions on banking operations in the United States were eased as international competition increased in the banking industry.

1-2
Simply stated, finance deals with how firms generate and use funds. To do a good job, people in marketing must understand how marketing decisions affect and are affected by funds availability, by inventory levels, by excess plant capacity, and so forth. Similarly, accountants must understand how accounting data are used in corporate planning and are viewed by investors. Some knowledge of the financial function is necessary to do a good job in other areas of the firm. At the same time, however, financial managers must have an understanding of marketing, accounting, and so forth, to make more informed decisions about replacement or expansion of plant and equipment and about how to best finance their firms.

1-3
As we will show in later chapters, the financial decisions corporations make concern how to raise funds (sources) when they are needed and how invest funds that are available. As an individual, we make the same decisions—when we buy and car or a house, we search for the appropriate funding sources (in most cases the cheapest), and when we have excess funds, we decide what investments should be made. Although our discussions focus on corporations, the techniques described in this book can also be applied by individuals to make personal decisions.

1-4
As a general rule of thumb, the government is fairly friendly to business when economic conditions are good and individuals are prospering because of the conditions. However, when an economic disaster occurs, traditionally, there are cries for new, tougher regulations to rein in those individuals, organizations, and practices that are considered to have contributed to the downturn. 
1-5
Value is measured as the present value of the cash flows that an investment is expected to generate during its life. The three factors that determine value are: (1) the amount of the future cash flows, (2) the timing of the future cash flows, and (3) investors’ required rate of return. If the amount of the cash flows increases, the cash flows are received sooner, investors’ required rate of return decreases, or any combination of these events occur, the value of an investment will increase.
1-6
The value of a firm can be measured by the market value of its stock. Thus, the firm maximizes value/wealth by maximizing the value of its stock.
1-7
Sustainability refers to the process by which we live and interact with businesses, governments, other humans, and so forth, and how both the current environment and the future environment are affected by the actions of all of these stakeholders.

1-8
A firm might be able to survive in the short term if it does not consider the effects its business decisions have on stakeholders, but it cannot survive in the long term unless its decisions help to satisfy the needs of its stakeholders, including the environment. If customers are not treated “correctly,” they will become customers of the firm’s competitors; if employees are not treated “correctly,” they will go to work for other companies; if the local community is not treated “correctly,” legal action or legislation might restrict the company’s actions; and, if the environment is not treated “correctly,” future environmental factors or new government regulation might result in the ruin of the firm.

1-9
Lean manufacturing refers to the integration of the entire production process in an attempt to use the least amount of resources needed to manufacture and sell products. Firms that adhere to the concepts of lean manufacturing attempt to eliminate excesses (“fat”) so as to become as efficient as possible.

1-10
Lean manufacturing and value maximization go hand-in-hand. To maximize value, a firm (investment) should maximize the net cash inflows generated during its life. A firm that follows lean manufacturing techniques reduces waste, thus minimizes cash outflows associated with costs, which helps to maximize net cash inflows. 

──────────────────────────────────────

SOLUTIONS

1-1
Integrative Problem


a.
Finance deals with decisions about money—that is, how money is raised and used by companies and individuals. Because value is based on cash flows, finance is integral to the successful operations of a firm. To be successful, a firm needs to understand how to raise funds, how much it costs to use investors’ money, and how to appropriately invest funds.
b.
The general areas of finance include:


Financial markets and institutions—includes the study of (1) financial markets, such as the stock markets and the bond markets and (2) participants in the markets, such as banks, insurance companies, pension funds, and so forth that “manufacture” various financial instruments, including mortgages, auto loans, retirement funds, and savings plans. 


Investments—includes persons who determine (1) the values and risk and return relationships associated with financial assets, such as stocks and bonds and (2)  the best combination of securities that should be held in a portfolio to meet specific investment goals.


Financial services—refers to services provided by organizations such as brokerage firms, banks, insurance companies, and so forth. These services relate primarily to the financial stability of individuals both in the current period and in the future.

Managerial finance—deals with the decisions that businesses make concerning their cash flows. Businesses make decisions about how to raise funds (financing) and what to do with the funds that are raised (investments). The techniques used to make such decisions are part managerial finance. 

c.
One of the most important changes in finance during the past century has been that the techniques used to make financial decisions have become much more sophisticated. The electronic revolution, especially with respect to computers, has fueled this change. In addition, financial decision making has become much more concerned with value, especially with how a firm can maximize its value.

d.
During the past couple of decades, Congress has been fairly “business friendly,” which has led to more deregulation than regulation. Industries such as financial services, transportation, and utilities have become much less regulated and thus much more competitive than previously. However, Congress typically is reactive rather than proactive when passing legislation that affects business. As a result, we generally expect that new legislation will be passed or reregulation will be imposed when Congress believes particular events harm the economy and business. For example, the Sarbanes Oxley Act of 2002 was passed in response to the downfall of Enron, WorldCom, and others that resulted from unethical, and in some cases illegal, accounting actions. As the time we write this book, the economy is performing poorly, which some believe is the direct result of unethical practices that occurred in the real estate and mortgage markets during the past few years. Congress is currently considering legislation that will restrict how mortgage companies originate mortgages for individuals.
e.
Value refers to the amount that should be paid for an asset (investment) today, and it is determined by computing the amount an investor must invest today at a particular rate of return to generate the same cash flows that the asset is expected to generate during its life. In other words, an investor should never pay more for an investment than what he or she would need today to produce the same cash flow pattern that the investment is expected to produce in the future.
f.
Firms focus on the values of their common stocks; thus, they maximize value by maximizing the market prices of their stocks. Individuals maximize value in a similar fashion—that is, individuals maximize the total values of the combinations of investments that they hold.
g.
Sustainability refers to the process by which we live and interact with businesses, governments, other humans, and so forth, and how both the current environment and the future environment are affected by the actions of all of these stakeholders. To remain a going concern, a firm must be concerned with sustainability. If a firm does not consider the effects of its decisions on sustainability, then it might find itself in bankruptcy in the future because one or more of the stakeholder groups (employees, customers, environment, and so forth) was irreparably harmed.

h.
Firms that adhere to the concepts of lean manufacturing attempt to eliminate excesses (“fat”) so as to become as efficient as possible. To maximize value, a firm (investment) should maximize the net cash inflows generated during its life. A firm that follows lean manufacturing techniques reduces waste, thus minimizes cash outflows associated with costs, which helps to maximize net cash inflows. 


ETHICAL DILEMMA

Who Has the Money—The Democrat or The Republican?
Ethical dilemma:
There are a few of factors that should be considered here. First, Sunflower Manufacturing has applied for a $10 million working capital loan at The Democrat Federal Bank (known as The Democrat). But the person who is evaluating the loan application, Sheli, has determined that the bank should lend the company only $2 million. Sheli’s analysis of Sunflower suggests that the company does not have the financial strength to support the higher loan. Second, if Sunflower is not granted the loan for the requested amount, the company might take its banking business to a competitor of The Democrat. Third, The Democrat is having financial difficulties that might result in future layoffs. Sheli might be affected by the bank’s layoffs if her division does not meet its quota of loans. As a result, it might be in her best interest to grant Sunflower the loan it requested even though her analysis suggests that such an action is not rational. 

Discussion questions:  

· What is the ethical dilemma?
In this case, the ethical dilemma is whether Sheli should grant Sunflower a loan for the amount that was requested even though she believes that the company’s existing credit position is not strong enough for such a loan. It appears that Sheli would be making a decision that she does not favor in an effort to help her division meet its loan quota and perhaps to save her job with the bank. If Sheli bases her decision on her own best interests—that is, keeping her job—at the expense of the bank, then she probably is making an unethical decision. If, on the other hand, her decision is based on the best interests of the bank, then her decision is justified.

· Do you agree with Sheli or Henry concerning the importance of loyalty as a factor in loan decisions?
To answer this question, other questions should be asked. Do you believe that customer loyalty is an important factor when making financial decisions? If so, how important of an input should loyalty be in such decisions? 
It appears that Henry believes loyalty is a very important factor that should be considered when making decisions about loans. Thus, Henry considers intangibles when making loan decisions. On the other hand, it seems that Sheli would prefer to rely strictly on her analyses to make decisions; she doesn’t seem to be keen on considering intangibles when making such decisions. How should such factors as loyalty and previous business relationships be incorporated into financial decisions? How important are these factors?
Most people would agree that loyalty and previous credit history are important factors to consider when making loan decisions. The fact that Sunflower Manufacturing has been a loyal customer of The Democrat for many years must be considered when making the decision about how much the company should be allowed to borrow. But, is the company’s loyalty sufficient to increase the amount of the loan from the $2 million that Sheli’s analysis indicates the company should be granted to the $10 million that Sunflower requested?  Perhaps. Because one of the most important inputs to a loan decision is the character of the borrower, loyalty should be considered when deciding how much to lend to Sunflower. 

· Should The Democrat lend Sunflower the $10 million was requested?
On the positive side, if The Democrat lends Sunflower the amount that was requested, then it appears that Sheli and Henry will meet their loan quotas and their jobs will be secure for a while. On the other hand, if Sheli is right and Sunflower’s financial position is not sufficient to handle a $10 million loan, there is a good likelihood that the loan will not be repaid, which would exacerbate The Democrat’s poor financial position. In this case, both the lender and the borrower might go bankrupt. 
Like any other investment, lending money is risky. In this case, Henry is convinced that Sunflower will take its business to a competing bank if the entire $10 million loan is not granted. Because The Democrat has been losing business to competing banks, Henry would like to find a way to lend Sunflower the money it has requested. It appears that Sheli is amenable to lending the money to Sunflower, but her motives might not be appropriate. At least she is willing to reconsider her initial recommendation. Perhaps Sheli could sit down with Sunflower’s executives and “map out” a plan that will improve the company’s financial strength and permit The Democrat to approve the $10 million loan without further harming its own financial. 

· What would you do if you were Sheli?
Commercial lending is a very competitive business. Sheli would be wise to thoroughly examine Sunflower’s existing financial position and project what its financial position will be during the life of the loan. If the financial position does not warrant granting the loan in the amount of $10 million, Sheli should determine how Sunflower can improve its financial position so that the firm can borrow what it needs to continue successful operations. Because Sunflower has been a loyal customer of the bank, The Democrat should be a loyal lender. But the bank’s loyalty can only go so far—that is, the bank should not substantially jeopardize own operations/life. 
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