Chapter 1

Introduction

1. Traditionally, financial management has been composed of three of the major activities of a firm: its investment, financing, and dividend policies. In recent time, however, the scope of financial management has extended to policy and decisions as well. During periods of economic uncertainty and/or inflation, financial management is important for three major reasons: increased investment risk, increased costs of equity and debt financing, and an increased shareholder preference for current rather than future income.

    The main objective of a firm is to maximize its terminal wealth, thereby maximizing the wealth of its shareholders. Consequently, there are two basic objectives of financial management: to determine a firm’s present market value and to delineate ways of improving its future market value. These objectives are based on the assumption that there exists no agency cost problem among stockholders, bondholders, and managers. This issue will be discussed in Chapter 6, 7, 13, and 14 in more detail.

2. Short-term financial management and planning covers periods of less than one year. It might be described more properly as working-capital management, because it involves the determination of am optimal mixture of current assets and current liabilities. Working-capital management includes cash management, inventory management, accounts receivable management, and the like.

Long-term financial management encompasses all decision making that has an impact over a period of one year or more. This includes the determination of a firm’s long-term investment, financing, production, and dividend policies.

    The basic relationship between these two decision domains is that working-capital management must be developed an executed within the scope of the firm’s long-term objectives. Additional discussion on the relationship between short-term and long-term financial planning can be found in the Stone (1973) article in the accompanying readings book.

3. Figure 1-1 is a flow chart indicating the interrelationship within the structure of this book.
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