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Introduction

“Finance is a field of specialization that studies all aspects of obtaining money and making

decisions about the allocation of that money” (Kalaski, 2007, p.303). Specifically, finance is the

study of how resources are valued, allocated, and invested over time to minimize risk and

maximize return on the investment (Bodie, 2009) (Tiwary, 2008). These general financial

activities involve purchases of assets and financial instruments such as stocks, bonds, consumer

and business loans that are obtained and transacted within the financial system through direct

negotiation or through intermediaries such as banks, credit unions, and financial exchanges.

Financial activities generally take place. Bodie (2009, p.2) stated, “A basic tenet of finance is

that the ultimate function of the system is to satisfy people’s consumption preferences, including

all the basic necessities of life, such as food, clothing, and shelter. Economic organizations such

as firms and governments exist in order to facilitate the achievement of that ultimate function.”

It is important, therefore, to consider the financial system as an interactive triad of households,

businesses, and government that generates demand for goods and services, produces products to

satisfy demand that are acquired with funds produced through wages, revenue, debt, and taxes.

Financial Decisions of Households and Firms

Financial Decisions and Activity of Households

Households and firms are similar in that both of them have limited funds that will be allocated

and invested over time to obtain goods and services or to generate income. This process requires

that funds and investments be managed within a budget framework that protects the flow of



income and judiciously guides investment decisions in order to minimize risk while maximizing

returns. It is important, therefore, to review household financial activities because they are the

primary impetus to starting the flow of money within the financial system and as Bodie (2009, p.

6) declared, “Ultimately, all of society’s resources belong to households because they own the

firms (either directly or through their ownership of shares of stock, pension plans, or life

insurance policies) and pay the taxes spent by governments.”

According to (Bodie, 2009), there are four basic types of household financial decisions as

listed below.

1. Consumption and saving decisions

2. Investment decisions

3. Financing decisions

4. Cash purchases with funds from savings

5. Risk-management decisions

Financial Decisions and Activity of Firms

Business finance, or corporate finance as it is often called, can be considered as the business

activities undertaken with the goal of maximizing shareholder wealth, utilizing the principles of

the time value of money, leverage, diversification, and an investment’s expected rate of return

versus its risk (Kaliski, 2007) (Bodie, 2009). An important function of a firm is to provide goods

and services to satisfy household’s demand but firms need capital to perform this function. To

satisfy the need for capital, firms raise financial capital through the sale of stocks and bonds, or

through promissory notes. Financial capital is used to purchase physical capital suck as plant,

property, equipment, and raw materials (Bodie, 2009).



An important activity of business finance is the capital budgeting process. According to

Bodie (2009), “The process of capital budgeting consists of identifying ideas for new investment

projects, evaluating them, deciding which ones to undertake, and then implementing them” p.7.

The capital budgeting process is important because it is a forecast of the financial and physical

resources required over time to enable a firm to accomplish its mission while achieving above

average returns on investment.

The Role of Finance Specialists in Corporations

An organization’s financial specialists generally consist of a chief

financial officer (CFO), treasurer, controller, and their supporting

staffs. In small companies, there may be a single person fulfilling these

roles but the goal is the same regardless of the firm’s size: ensuring that

financial functions contribute to the success of their organization

(Kaliski, 2007) (Tiwary, 2008). According to Bodie (2009, p.16) the

role of financial specialists includes the following financial functions:

1. Planning, budgeting, revenue forecasting, and performance

evaluation.

2. Provision of capital required to run the business.

3. Administration of funds through treasury functions.

4. Accounting and control including policies, procedures,

government reporting, and auditing.

5. Protection of assets through adequate insurance and internal

control.



6. Tax administration including tax planning and meeting

statutory requirements.

7. Maintain good investor relations with the financial community,

stockholders, and the public.

8. Evaluation and consulting to other executives in the

organization.

9. Development and use in information systems and associated

controls and procedures.

Financial specialists that are effective in their roles can ensure that the organization meets its

obligations to investors and creditors while achieving high returns on investments and

maximizing shareholder wealth.

Financial Tools

All investments are made in the present and their returns occur in the future thereby

introducing an element of risk that must have some means to be measured if the anticipated

returns are be achieve. In addition, investments involve the time value of money, and being able

to answer questions relating to discounted cash flows and return on investment is crucial to

making successful investment decisions. Several common financial management tools for

analyzing the viability of investments and their associated risk. These tools include the three

basic accounting statements, financial ratio analysis, techniques to evaluate the time value of

money concepts and discounted cash flow, and financial planning models.

Accounting statements include the balance sheet, income statement, and statement of changes

in financial position also called the statement of cash flows. The data from these statements are



then distilled by various ratios that are employed to analyze a firm's financial position and its

performance over. Ratio analysis, in particular, expresses the relationship among selected items

of financial statement data but typically is meaningful only if compared intra-company and inter-

company data.

The goal of financial Managers is to accurately determine the return on investments relative

to their risk over the investment time range and select only the investments that promise the most

desired reward to their organizations (Bodie, Merton, & Cleeton, 2009). This evaluation process

is called corporate capital budgeting is among some of the most important decisions made by the

financial manager. In this process, it is important that managers use accurate tools that will result

in the maximization of shareholder wealth. These tools include financial planning models, the

capital asset planning model, decision tree models, Monte Carlo simulation, and financial

formulas to calculate an investment’s return relative to time, and risk. Most popular of the

financial formulas that determine net present value and internal rate of return but include the

Payback Method, Discounted Payback, Profitability Index, Accounting Rate of Return, and

Modified Internal Rate of Return.

Analysis of Financial Ratios

Financial statements present a considerable amount of data regarding a firm’s performance

and financial health but managers need tools that enable them to distill the data into a meaningful

set of metrics that not only may be used to examine a single firm but provide a convenient,

effective way to compare a firm with other companies in its industry. Financial ratios are the

generally accepted metrics often employed by managers to distill data from financial statements

in order to determine a company’s performance. The most common twenty ratios are divided

into the following five categories: profitability, efficiency, liquidity, leverage, and market value.



(Beckham, 2009) (Bodie, 2009). The individual ratio formulas and the specific metric they

measure are presented in the appendix of this paper but a summary is presented in the remainder

of this section.

The first category relates to profitability ratios that measure the degree to which a firm uses

its resources to produce income and include the Net Profit Ratio, Return on Sales, Gross Profit

Margin Ratio, Return on Equity (ROE), and Earnings per Share (EPS). The second ratio category

relates to a company’s activity and operation efficiency and is an indicator of how well it is

being managed. Ratios included in this group include Asset Turnover, Days of Inventory, and the

Inventory Turnover ratio, Days Receivables, Days Payable, and the Working Capital Turnover

ratio. Category three concerns liquidity ratios that indicate how liquid a company is and its

ability to convert assets into cash in order to pay short-term obligations. Major ratios in category

three include the Current Ratio and the Quick Ratio also known as the Acid Test Ratio. The

fourth ratio category involves measures of leverage or the degree to which a company uses debt

to finance operations and include the Debt Ratio, Debt to Equity Ratio, and the Times Interest

Earned Ratio. Category five includes ratios to measure a firm’s market value by combining

accounting and stock market data. Ratios found in this category include the Price Earnings or PE

ratio, Dividend Yield Ratio, and the Dividend Payout Ratio.

The important thing to remember regarding ratios is that they should be used in context with

other data such as prior period results and with results from similar firms within the same

industry. Furthermore, there is no international standard for financial ratios so a financial

manager must determine what financial data is relevant in other countries. Most importantly

financial ratios seldom provide answers but rather, help an analyst to ask the right questions

(Brealey, Meyers, & Allen, 2005).



Importance of Constructing a Financial Planning Model

“Financial planning is a dynamic process that follows a cycle of making plans, implementing

them, and revising them in the light of actual results” (Bodie, 2009, p.88). Long term financial

plans are focused on a planning horizon that may be from five to twenty years depending on a

company’s industry, its position within the industry, and relative to the types of projects being

considered by line of business within the company. Basically, long term planning is designed to

focus manager’s attention on the firm’s long-term goals, the investment required to attain those

goals, and the corresponding amount of capital that must be raised. In addition, a good plan will

aid managers in developing goals that are mutually consistent. (Brealey, Meyers, & Alan, 2007)

An important consideration for effective financial planning is to develop plans for various

economic conditions within the planning horizon. A firm should develop an aggressive growth

plan calling for heavy capital investment and rapid growth of existing markets as well as a

normal growth plan in which the division grows with its markets but not significantly at the

expense of its competitors. In addition, a firm should develop a plan based on poor or lean

economic conditions that may require retrenchment if the firm's markets contract. For each

economic condition, the financial plan will be designed around the basic financial statement

consisting of pro-forma income statements, balance sheets, and statements of cash flow so that

financial managers may obtain a summary of expenses and working capital requirements so that

strategies may be formulated to raise capital for the investments (Brealey, 2007).

The financial planning cycle is an iterative process involving a large number of variables with

multiple interactive effects. Consequently, it is important to construct a financial planning model

that has a sound financial methodology and uses computer technology to ensure speed and



consistency. An effective model will incorporate mathematical relationships and financial

algorithms that calculate the implications of management’s forecasts for profits, new

investments, working capital, and financing requirements as well as enabling planners to perform

what-if analysis, scenario testing, and sensitivity analysis as new performance data and economic

information are acquired. In addition, as updated information is inserted into the model it should

be capable of generating a full range of financial statements and computation of the financial

ratios discussed earlier in this paper. An effective financial planning model will enable a firm to

be tactically agile in response to economic changes and should provide to company a competitive

advantage (Brealey, 2007).

Role of Capital Budgeting

Bodie (2009) describes capital budgeting as “. . .the analysis of investment decisions by

business firms, such as whether to launch a new product or to invest in research laboratories,

factories, machinery, warehouses, showrooms, marketing campaigns, and training of employees”

(p 171). A critical part of the investment decision is determining the risk of individual projects

and how the project affects the total risk of the firm. It appears that nothing is more important to

financial decision making then effective evaluation and management of risk. Financial planners

are constantly trying to achieve the appropriate mix between risk and profitability to attain

wealth maximization for shareholders (Block & Hirt, 2005).

When most financial managers prepare a long term corporate financial plan they incorporate

plans developed by department or division managers. These plans are consolidated at the

executive level where financial managers describe the company’s overall strategy and projects its

future through the use of proforma accounting statements that that include income statements,



balance sheets, and statements of sources and uses of funds. The long term financial plan is used

to establish financial goals and performance milestones. In particular, the capital budgeting

process forces financial managers to be fully cognizant of the collective effects of the company’s

investment and financing decisions as well as giving serious considerations to events that could

disrupt the plan (Brealey, 2005). Therefore, in order to effectively perform the capital budgeting

function, financial managers employ the full range of financial tools at their disposal including

actual and proforma financial statements, ratio analysis, financial evaluation equations, and

financial planning models.
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