Part 6

Managing Financial Resources

Chapter 17
Financial Management and Institutions

Chapter 18
Financing and Investing through Securities Markets

Chapter 17

Financial Management and Institutions

1

Identify the functions performed by a firm’s financial managers.

2

Describe the characteristics a form of money should have and list the functions of money.

3

Explain each of the various measures of the money supply.

4

Explain how a firm uses funds.

5

Compare the two major sources of funds for a business.

6

Identify the likely sources of short- and long-term funds.

7

Describe the financial system and the major financial institutions.

8

Explain the functions of the Federal Reserve System and the tools it uses to control the money supply.

9

Describe the global financial system.

Banking on Community

Your bank probably offers debit cards, loans, and telephone and online banking. Maybe it even has Saturday hours. But does it have a human operator to answer your phone calls?


If you keep an account at one of the thousands of community banks in

the U.S., a real person probably does answer the phone. A recent survey found that the nation’s community banks, averaging about $179 million in assets, offer nearly as wide a range of services as the big banks while retaining the personal service their customers prize. Wire transfers, cash management, e-mail alerts, payroll processing, loans, mortgages, investment and sales management services, and online banking and tax filing are among the services offered. Soon community banks also hope to offer interest on business checking accounts, pending action by Congress. In the last few years, about three-quarters of these smaller banks have been rewarded for their broad offerings and personal touch with an increase in deposit levels.

“We really believe we understand our customers better than large institutions,” says Hunter Hollar, president and CEO of Sandy Spring Bancorp, a community bank in the Washington, DC, area. “You can do it in a bank of our size.”

A wave of bank consolidations and acquisitions has created what some call a barbell effect in the banking business, with big banks like Bank of America and First Union at one end, small local banks and thrifts at the other, and little in between. Smaller banks are holding on to their market, however, partly by taking advantage of those same mergers and picking up the dissatisfied customers they left behind. They operate in a highly competitive environment—vying with both their larger rivals and each other for business and individual customers. Many community banks even use “mystery shoppers” to check and control service quality in their branch offices.

Most instrumental in their continued success, however, seems to be the local banks’ ability to earn customer loyalty with the personal touch, while bigger banks are automating services and moving customers to impersonal online operations. In the last 15 years, the number of community bank branch offices has increased from about 43,000 to more than 65,000 nationwide. In fact, small and midsize banks, those below the 100 largest in terms of assets, grew faster than the larger banks. The fastest growth of all occurred in banks below the 1,000 largest.

Looking toward the future, these banks will be hoping to anticipate interest rate risk, achieve the right mix of loans and deposits, and add new revenue streams to help them diversify their sources of earnings. They must also respond to changes in government regulation and banking and accounting industry standards. As you read this chapter, you will begin to understand the roles that banks play in the lives of businesses of all kinds, as well as how they function within the U.S. financial system and how they are regulated.1
Previous chapters discussed two essential functions that a business must perform. The organization must produce a good or service or contract with suppliers to produce it. Then the firm must market its product to prospective customers. This chapter introduces a third, equally important function: A company’s managers must ensure that it has enough money to perform its other tasks successfully in both the present and the future. Adequate funds must be available to buy materials and equipment, pay bills, purchase additional facilities, and compensate employees. This third business function is finance—planning, obtaining, and managing the company’s funds to accomplish its objectives effectively and efficiently.

finance business function of planning, obtaining, and managing a company’s funds to accomplish its objectives in the most effective possible way.


An organization’s financial objectives include satisfying financial obligations to workers, suppliers, lenders, and the government. They also include maximizing the overall value of the firm, often determined by the worth of its common stock. Financial managers are responsible for raising funds, paying bills, and increasing profits to shareholders.


This chapter focuses on the role of financial managers, why businesses need funds, and the various types and sources of funds. It discusses the role of money and measures of the money supply. The chapter explains the purpose and structure of the financial system, the operations of financial institutions, and the functions of the Federal Reserve System. A discussion of the role of the financial system in the global business environment concludes the chapter.

The Role of the Financial Manager

Organizations are placing greater emphasis on measuring and reducing the costs of conducting business, as well as increasing revenues and profits. As a result, financial managers—executives responsible for developing and implementing their firm’s financial plan and for determining the most appropriate sources and uses of funds—are among the most vital people on the corporate payroll.

financial manager employee responsible for developing and implementing the firm’s financial plan and for determining the most appropriate sources and uses of funds.

The finance organization of a typical company might look like the structure shown in Figure 17.1. At the top is the chief financial officer (CFO). The CFO usually reports directly to the company’s chief executive officer (CEO), or chief operating officer (COO) if the firm has one. In some companies, the CFO is also a member of the board of directors. Reporting directly to the CFO are often three senior managers. While titles can vary, these three executives are commonly called the vice president for financial management (or planning), the treasurer, and the controller. The vice president for financial management or planning is responsible for preparing financial forecasts and analyzing major investment decisions. Major investment decisions include new production facilities and acquisitions of other companies. The treasurer is responsible for all of the company’s financing activities, including managing cash, the tax department, and shareholder relations. The treasurer also works on the sale of new security issues to investors. The controller is the chief accounting executive. The controller’s functions include keeping the company’s books, preparing financial statements, and conducting internal audits.

chief financial officer (CFO) top finance executive of a corporation; usually reports directly to the firm’s CEO.
FIGURE 17.1

Organizational Structure of the Finance Function
The growing importance of financial professionals is reflected in an expanding number of CEOs promoted from financial positions. By one estimate, around 20 percent of all newly appointed CEOs during a recent year spent time in the finance ranks. One example is Ralph F. Hake, CEO of Maytag. Prior to becoming Maytag’s CEO, Hake held CFO positions at Whirlpool Corporation and Fluor. Another example is Harry Jansen Kraemer, CEO of drug giant Baxter. Prior to being named CEO, Kraemer served as the firm’s CFO for several years. The importance of finance professionals is also reflected in how much CFOs earn today. According to one survey, total direct compensation for CFOs at major public companies averages around $2 million per year.2
While CFOs are well compensated, there is little doubt that the job has gotten tougher in recent years. According to one survey, 91 percent of CFOs said that their jobs are harder than two years earlier. During the same time period, the survey also revealed that over 60 percent of CFOs believe that their jobs have gotten more time consuming, and almost half are less satisfied with their jobs today. Carol Tomé, CFO of Home Depot, puts it this way: “For all my professional life, all I wanted was to be a CFO. But there are now days when I really ask myself if I signed up for all this.”3
CFOs are subject to a wave of new laws and regulations stemming from the corporate scandals highlighted by the collapse of Enron, HealthSouth, and WorldCom. In many cases, CFOs were implicated in wrongdoing. The Sarbanes-Oxley Act created a number of obligations for CFOs of public companies. Among the best-known requirements, CFOs and CEOs must both certify a company’s financial statements. However, Sarbanes-Oxley created numerous less known requirements for today’s CFO.4 Moreover, penalties for CFOs who knowingly make false statements to the SEC include fines of up to $5 million and up to 20 years in jail.

In performing their jobs, financial professionals continually seek to balance risks with expected financial returns. Risk is the uncertainty of gain or loss; return is the gain or loss that results from an investment over a specified period of time. Financial managers strive to maximize the wealth of their firm’s shareholders by striking the optimal balance between risk and return. This balance is called the risk–return trade-off. For example, a heavy reliance on borrowed funds may increase the return to shareholders, but at the same time, the more money a firm borrows, the greater the risks to shareholders. An increase in a firm’s cash on hand reduces the risk of meeting unexpected cash needs. However, because cash does not earn any return, failure to invest surplus cash in an income-earning asset—such as in marketable securities—reduces a firm’s potential return or profitability.

Every financial manager must perform this risk–return balancing act. For example, in the late 1980s, Boeing was wrestling with a major decision: whether to begin development of the 777 jetliner. The development costs were estimated to be over $5 billion. Before committing to such a huge investment, financial managers had to weigh the potential profits of the 777—the jetliner was expected to produce profits in excess of $50 billion over a 25-year period—with the risk that the profits would not materialize. With its future on the line, Boeing decided to go ahead with the development of the 777. The decision has turned out favorably for Boeing. Careful financial management helped to keep development costs well below the estimates, and sales have exceeded the original forecasts. At the present time, Boeing has sold over six hundred 777 jetliners to airlines throughout the world.5 Another highly successful financial manager is Warren Buffett, profiled in the Hits and Misses box.

Hits & Misses

Warren Buffett, Financial Manager Par Excellence

Warren E. Buffett is, by any standard, an extraordinary manager. His company, Berkshire Hathaway, is a holding company that owns and manages many other companies including Geico Insurance, Fruit of the Loom, and The Pampered Chef. It has an extremely profitable track record, earning astounding 40 percent returns for its shareholders during a recent market downturn. (Voting shares in Berkshire are in the $60,000 price range—each.) Berkshire also maintains a $75 billion investment portfolio and used its cash to buy large stakes in the Washington Post, American Express, Gillette, Wells Fargo, and The Coca-Cola Company, among others.


Buffett is an outspoken business manager known for the annual letters to shareholders he has written since 1965 (archived on the company’s Web site, http://www.berk shirehathaway.com) and for giving his advice and opinions about corporate management practices to anyone who will listen. As early as 1993, Buffett advised corporate directors to have the courage to expose unethical behavior and either inform shareholders of shady goings-on or resign.


Sometimes his opinions have seemed contrary, as when he studiously avoided high-tech stocks in favor of firms like The Coca-Cola Company and Gillette that were widely seen as past their peak value. But over the long term, he has usually been proven right. Says Barry Diller, CEO of USA Interactive, Buffett “is so sound and so right about so many issues that eventually people catch up to what he’s been saying.”


Talk about investment prowess. Imagine paying $250,000 just to go to lunch with Warren Buffett. That’s what David Einhorn, head of the New York–based investor group Greenlight Capital, did. The May 2004 Buffett lunch was actually a fund-raising effort for a nonprofit group assisting the poor and homeless. Einhorn’s high bid on eBay topped about 50 other bids.


Among Buffett’s financial management decisions for Berkshire was a choice to “sit on the sidelines” of the stock market until common stocks returned to what he felt were attractive prices. In a recent shareholder letter, Buffett said, “We concentrate on conservatively financed businesses with strong competitive strengths, run by able and honest people. If we buy into these companies at sensible prices, losses should be rare.” Buffett’s financial acumen is also valued in other circles. Recently, Buffett served as a chief financial adviser in Arnold Schwarzenegger’s campaign for the California governorship.

Questions for Critical Thinking

1.
Do you think Warren Buffett is managing Berkshire Hathaway’s financial resources effectively? Why or why not?

2.
What are the sources of Berkshire’s excess cash?

Sources: Bambi Francisco, “Buffett Lunch Worth $250,000 on eBay,” http:// www.CBS.MarketWatch.com, July 11, 2003; Patrick McGeehan, “Can Annual Meetings Restore Trust?” The New York Times, May 11, 2003, http://www .nytimes.com; Joseph Hallinan, “Berkshire Hathaway’s Buffett Puts 1Q Op Earnings at $1.7B,” Dow Jones Business News, May 3, 2003; Warren Buffett, “Avoiding a Mega Catastrophe,” Fortune, March 17, 2003, pp. 82–87; Daniel Kadlec, “Comeback Crusader,” Time, March 10, 2003, pp. 42–45.
The Financial Plan

Financial managers develop their organization’s financial plan, a 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. The financial plan is based on forecasts of production costs, purchasing needs, and expected sales activities for the period covered. Financial managers use forecasts to determine the specific amounts and timing of expenditures and receipts. They build a financial plan based on the answers to three questions:

1. What funds will the firm require during the appropriate period of operations?

2. How will it obtain the necessary money?

3. When will it need more cash?

financial plan document specifying the funds a firm will need for a period of time, the timing of inflows and outflows, and the most appropriate sources and uses of funds.
Some funds flow into the firm when it sells its products, but funding needs vary. The financial plan must reflect both the amounts and timing of inflows and outflows of funds. Even a profitable firm may face a financial squeeze as a result of its need for cash when sales lag, when the volume of its credit sales increases, or when customers are slow in making payments.

The cash inflows and outflows of a business are similar to those of a household. The members of a household may depend on weekly or monthly paychecks for income, but their expenditures vary greatly from one pay period to the next. The financial plan should indicate when the flows of funds entering and leaving the organization will occur and in what amounts.

A good financial plan also involves financial control, a process of checking actual revenues, costs, and expenses and comparing them against forecasts. If this process reveals significant differences between projected and actual figures, it is important to discover them early and take timely corrective action.

At Hickory Farms of Ohio, the financial plan carefully monitors the cost of each item that the firm sells, breaking costs down into raw materials, direct labor, and overhead. This breakdown allows the company to see if its supply chain spending is too high. Cost control is important because Hickory Farms’s cash receipts are very seasonal. The firm’s 720 retail outlets are open only during the holiday season, while its wholesale and direct sales units operate year round. Consequently, its cash receipts exceed its cash disbursements only during November through February. The company relies on bank loans to operate between March and October.6

1. What do financial managers do?

2. Which three executives report directly to the CFO?

3. What is the purpose of the financial control process?
Characteristics and Functions of Money

Playwright George Bernard Shaw once said that the lack of money is the root of all evil. Added comedian Woody Allen, “Money is better than poverty, if only for financial reasons.” Most businesspeople would agree because money is the lubricant of contemporary business.

Characteristics of Money

Money is anything generally accepted as payment for goods and services. Most early forms of money imposed a number of serious disadvantages on users. For example, a cow is a poor form of money for an owner who wants only a loaf of bread and some cheese. Exchanges based on money permit economic specialization and provide a general basis for purchasing power. To do this efficiently, money must have certain characteristics. It must be divisible, portable, durable, and difficult to counterfeit, and it should have a stable value.

money anything generally accepted as payment for goods and services.

They Said It

Money is power, freedom, a cushion, the root of all evil, the sum of all blessings.

—Carl Sandburg (1878–1967) American poet
Divisibility  A U.S. dollar is divided into cents, nickels, dimes, and quarters. The Canadian dollar is divided similarly, except that Canada has a 20-cent coin and no quarter. Mexico’s nuevo peso is broken down into centavos (100 centavos equal one nuevo peso). People can easily exchange these forms of money for products ranging from a cup of coffee to automobiles. Today, most economic activity involves making and spending money.

Portability  The light weight of modern paper currency facilitates the exchange process. Portability is an important characteristic of paper currency, since a typical dollar bill changes hands around 400 times during its lifetime, staying in the average person’s pocket or purse fewer than two days. Also, think about how much $100 in coins would weigh in your pocket or purse versus, say, five $20 bills.

Durability  U.S. dollar bills survive an average of 12 to 18 months, and they can be folded an average of 4,000 times without tearing. Coins, on the other hand, can last 30 years or longer. Most countries have replaced small denomination paper currency with coins. For instance, Canada replaced its $1 and $2 bills with $1 and $2 dollar coins (nicknamed the “loonie” and “toonie”). In the U.S., several attempts have been made to get Americans to switch to dollar coins. The latest attempt was the Sacajawea dollar launched with great fanfare. Demand for the new dollar coins never materialized, and most are no longer in circulation. Americans, it appears, are reluctant to give up the dollar bill—the greenback is one of the great icons of American culture.

Difficulty in Counterfeiting  Widespread distribution of counterfeit money undermines a nation’s monetary system and economy by ruining the value of legitimate money. For this reason, governments consider counterfeiting a serious crime and take elaborate steps to prevent it. Among counterfeiters, U.S. currency is the most popular. In fact, the original purpose of the Secret Service was to track down counterfeiters. To increase the difficulty of counterfeiting U.S. currency in this age of sophisticated computers and color printers, the U.S. Treasury has redesigned paper bills. The new design adds a letter to each bill’s serial number along with the seal of the Federal Reserve, larger portraits that are off-centered, and polymer threads that run vertically through the bills and glow under ultraviolet light. Recently, the Treasury began adding a second color to bills, making them even more difficult to counterfeit.

The U.S. treasury is in the process of redesigning all U.S. paper currency to make the growing international problem of counterfeiting more difficult. The first bill to be redesigned was the $20—the denomination most frequently counterfeited in the U.S. (Foreign counterfeiters think bigger. Outside the U.S., the $100 bill is most likely to be bogus.) Changes include new background colors, special inks that are hard to reproduce, and inks that shift color when viewed from different angles.
Stability  Money should also maintain a relatively stable value. If the value of money fluctuates too much, people hesitate to use it. They begin to abandon it and look for safer means of storing their wealth. Businesses start to demand that bills be paid in other more stable currencies.

As part of a broad economic reform program, Argentina pegged the value of its currency, the peso, to the U.S. dollar in the early 1990s (one peso equaled one dollar). This policy worked well for a while as inflation fell sharply and economic growth accelerated. However, a strong U.S. dollar meant a strong peso. This made Argentinean products more expensive and hurt exports. The country’s economy started to unravel. The government was forced to close banks and limit cash withdrawals. Finally, Argentina allowed its currency to float independently of the dollar. The peso promptly lost 70 percent of its value relative to the dollar as Argentineans scrambled to convert their pesos into dollars.

Functions of Money

As Figure 17.2 shows, money performs three basic functions. First, it serves primarily as a medium of exchange—a means of facilitating economic transactions and eliminating the need for a barter system. Second, it functions as a unit of account—a common standard for measuring the value of goods and services. Third, money acts as a temporary store of value—a way of keeping accumulated wealth until the owner needs it to make new purchases. Money offers one big advantage as a store of value: Its high liquidity allows people to obtain it and dispose of it in quick and easy transactions. Money is immediately available for purchasing products or paying debts. See the Best Business Practices box for a look at plastic as a substitute for cash.

FIGURE 17.2

Basic Functions of Money

1. What does it mean to say that money should be divisible?

2. What are some of the U.S. Treasury’s strategies for increasing the difficulty of counterfeiting?
Best Business Practices

Is This Fast Enough for You?

Can fast food get any faster? McDonald’s and other fast-food chains like What-a-Burger think so. They are now offering customers the opportunity to pay for their meals with credit cards in a time-saving strategy other big food chains are expected to copy.


McDonald’s, which has over 13,000 locations, has been testing the concept, and once it’s widely implemented, it should make both the burger giant and its customers happy. Customers will place their orders at the counter or the drive-through, swipe their cards, and get approval for the purchase in under 5 seconds with no signature required. That’s faster than cash, which takes about 8 to 10 seconds, and far faster than the usual credit card transaction, which takes 25 to 30 seconds, according to a credit card industry newsletter. Speedy service is one of the competitive advantages food chains use to win customers from each other, and since McDonald’s aims to complete each customer transaction within 90 seconds, the time savings will really matter in determining its standards of customer service.


Customers who use their credit cards for accumulating perks should be happy not just with the time savings but also with the opportunity to add convenience—and frequent flier miles or other benefits associated with their cards—to their dining experience. The typical fast-food customer gets an average of 16 meals a month at McDonald’s or one of its competitors, and there are even more loyal customers who eat fast food up to 27 times a month. That could add up to a few thousand airline miles a year.


Improved processing speeds that cut the time for each transaction are what finally led McDonald’s to adopt the use of credit cards. Fears that it would slow service held the company back even though other fast-food sales made on credit cards recently tripled.

Questions for Critical Thinking

1.
Why do you suppose credit card transactions can be processed faster than cash?

2.
If credit cards can be used to pay for food, earn frequent flier miles, and save time, are they money? Do you think cash will ever become obsolete? Why or why not?

Sources: “Charging Fast Food,” Cardweb.com, http://www.cardweb.com, accessed March 31, 2003; “McDonald’s to Start Accepting Credit Cards for Burgers and Fries,” News Tribune, November 27, 2002, http://www .newstribune.com; Shirley Leung and Ron Lieber, “The New Menu Option at McDonald’s: Plastic,” The Wall Street Journal, November 26, 2002, pp. D1, D2; “McDonald’s to Accept Plastic,” CNN Money, November 26, 2002, http://www .cnnmoney.com.
They Said It

When I was young I used to think that money was the most important thing in life; now that I am older, I know it is.

—Oscar Wilde (1854–1900) Anglo-Irish humorist and playwright

The Money Supply

Ask someone on the street to define the money supply, and he or she might answer that the money supply is the total value of all currency and coins in circulation. That answer, however, is only half right. One measure of the U.S. money supply consists of coins and currency as well as financial assets that also serve as a medium of exchange: traveler’s checks, bank checking accounts, and other so-called demand deposits (such as NOW accounts and credit union share draft accounts). Government reports and business publications use the term M1 to refer to the total value of coins, currency, traveler’s checks, bank checking account balances, and the balances in other demand deposit accounts. The current components of M1 are shown in Figure 17.3.

FIGURE 17.3

Components of M1

*Other demand deposits include accounts such as NOW accounts and share draft accounts (issued by credit unions).

Source: Federal Reserve, Federal Reserve Web site, http://www.federalreserve.gov, accessed March 24, 2003.
Another broader definition of the money supply is also widely used. Called M2, this measure of the money supply includes M1 plus a number of other financial assets that are almost as liquid as cash but do not serve directly as a medium of exchange. These assets include various savings accounts, certificates of deposit, and money market mutual funds. Users must complete some sort of transaction before these assets can fulfill the functions of money.

In recent years, the use of credit cards—often referred to as plastic money—has significantly increased. Over the past 20 years, the amount of outstanding credit card debt has increased by more than five times. American consumers now carry over 1 billion credit cards. Businesses also use credit cards. As noted in Chapter 6, some entrepreneurs rely on credit cards to finance their new businesses.

MasterCard and Visa, issued by banks, dominate the credit card market, though the Discover Card has made some inroads into the market. In addition, American Express offers several credit cards. However, its flagship green American Express card is not really a credit card but rather a charge card; balances must be paid in full each month. Customers do not have the option of carrying a balance from month to month.

Even though all MasterCard and Visa credit cards are issued by banks, so-called branded credit cards have become popular in recent years. Corporations, not-for-profit organizations, and even college alumni associations have partnered with banks to issue branded credit cards. The partner receives a payment from the bank based on the amount charged. Branded cards often provide perks to the cardholder. For instance, holders of Shell Oil/Chase MasterCard receive a discount on purchases of Shell gasoline. An example of a branded credit card is shown in Figure 17.4.

FIGURE 17.4

Branded credit cards provide benefits to the card holder and to the organizations whose brands they carry. The holder of this card receives a discount on circus tickets.
In addition to offering branded credit cards, some retailers, such as Sears and Talbots, issue their own credit cards to customers. Typically, a retail credit card can be used to pay for purchases only at the retailer that issued the card; that is, a Talbots credit card can be used to pay only for purchases at a Talbots store, the Talbots catalog, or at Talbots.com. Credit cards are not only a means of stimulating retail sales, but they are often a retailer’s best friend. During a recent recession, for instance, a number of well-known retailers generated a considerable portion of their profits from credit card interest and fees. In at least one case—electronics retail giant Circuit City—every cent of a recent year’s earnings came from credit cards.7
Another recent trend has been the emergence of prepaid shopping cards. Consumers buy the cards in varying amounts and then use them to make purchases up to that amount. The cards are reusable, meaning that the consumer can put more money on them at any time. Some cards can even be used to make online purchases.

Although credit cards are convenient and easy to use, they are a very expensive source of business or consumer credit, with annual interest rates averaging over 16 percent. Another problem with credit cards is fraud. As discussed in Chapter 7, online purchases are especially vulnerable to fraud and cost credit card issuers and merchants billions of dollars each year. Several credit card issuers have begun issuing so-called “smart” credit cards. These cards contain a small microprocessor chip that stores information about the user, including the account number. The American Express Blue Card is one example of a smart card. Blue has an embedded computer chip that contains a unique digital certificate that acts much like a key. Those who want extra security when shopping on the Web swipe their cards through a special reader attached to their computers. After the cardholder enters his or her personal identification number, the certificate is read, and the necessary information to complete the purchase is transmitted securely.

1. Are savings accounts part of M1 or M2?

2. What is the difference between a charge card like the American Express card and a credit card?

3. What are two drawbacks of credit cards?
Why Organizations Need Funds

Organizations require funds for many reasons. They need money to run day-to-day operations, compensate employees and hire new ones, pay for inventory, make interest payments on loans, pay dividends to shareholders, and purchase property, facilities, and equipment. A firm’s financial plan identifies the amount and time of its specific cash needs. By comparing these needs with expenditures and expected cash receipts (from sales, payments made by credit purchasers, and other sources), financial managers determine precisely what additional funds they must obtain at any given time. If inflows exceed cash needs, financial managers invest the surplus. On the other hand, if inflows do not meet cash needs, they seek additional sources of funds. Figure 17.5 illustrates this process.

FIGURE 17.5

The Financial Planning Process
1. What are Treasury bills?

2. What is a certificate of deposit?
Generating Funds from Excess Cash

Many financial managers choose to invest the majority of their firms’ excess cash balances in marketable securities. These financial instruments are very close to cash because they are, by definition, marketable and easy to convert into cash. Four of the most popular marketable securities are U.S. Treasury bills, commercial paper, repurchase agreements, and certificates of deposit.

Treasury bills are short-term securities issued by the U.S. Treasury and backed by the full faith and credit of the U.S. government. Treasury bills are sold with a maturity of either 30, 91, or 180 days and have a minimum denomination of $10,000. They are considered virtually risk-free and easy to resell. Commercial paper is securities sold by corporations, maturing anywhere from 1 to 270 days from the date of issue. Though slightly riskier than Treasury bills, commercial paper is generally still considered a low-risk security. Repurchase agreements, or repos, are an arrangement whereby one party sells a package of U.S. government securities to another party, agreeing to buy back, or repurchase, the securities at a higher price on a later date. Repos are also considered low-risk securities.

A certificate of deposit (CD) is a time deposit at a financial institution, such as a commercial bank, savings bank, or credit union. The sizes and maturity dates of CDs vary considerably and can often be tailored to meet the needs of purchasers. Assuming a depositor has less than $100,000 in total bank deposits, a CD is federally insured. CDs with denominations in excess of $100,000 are not federally insured but can be sold more easily prior to maturity.

Sources of Funds

To this point, the discussion has focused on only part of the definition of finance—the reasons organizations need funds and how they use them. A firm’s financial plan must give equal importance, however, to the choice of the best sources of needed funds. Sources of funds fall into two categories: debt capital and equity capital.

Debt capital represents funds obtained through borrowing (referred to as debt financing in Chapter 6). 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 venture capitalists and other investors (referred to as equity financing in Chapter 6). A firm also obtains equity capital whenever it makes a profit. For a look at the tax implications of these sources of cash, see the Solving an Ethical Controversy box.

debt capital funds obtained through borrowing.

equity capital funds provided by the firm’s owners when they reinvest earnings, make additional contributions, or issue stock to investors.
Solving an Ethical Controversy

The Debate over Taxing Stock Dividends

Corporations pay taxes as high as 35 percent on their earnings. Until recently, when they paid dividends to shareholders from those earnings, the shareholders also paid income taxes on the dividends. Or if the company retained its earnings, shareholders were taxed when they sold their shares because the value of their shares had increased due to the retained earnings.


The result in either case was that corporate earnings were taxed twice, once at the corporate level and once at the shareholder level. The total tax paid added up to as much as 60 percent on dividend earnings and 48 percent on retained earnings.


The Bush administration believed this double taxation created a bias in financial markets, weighing against the payment of dividends and capital accumulation and leading companies to invest less, hold less capital stock, and pay lower wages. Under a recent $350 billion tax-cut bill President Bush signed, taxes on income from dividends were cut to 15 percent (from as high as 38.6 percent) at the shareholder level, and the tax on capital gains from the sale of shares that have increased in value was also reduced to 15 percent (from 20 percent). The new capital gains rate applied to stocks held for over a year.

Was the corporate dividend tax cut a good idea?

PRO

1. Over half the U.S. population currently owns stock—either directly or indirectly through mutual funds and retirement plans.

2. Lowered taxes on dividends will put more money in consumers’ hands and help stimulate the economy.

CON

1.
The tax provided the government with up to $20 billion in needed annual revenue.

2.
All provisions of the tax cut, taken together, reduced taxes proportionally more for the wealthy.

Summary

Debates continue over the necessity and wisdom of dividend tax cuts. Opponents charge that deficits will skyrocket and the cuts favor wealthier Americans—who least need the money. Proponents argue that the cuts will stimulate a sluggish economy, providing much-needed jobs. Time will tell on both counts.

Sources: Matt Krantz, “Dividend Tax Cut Not Luring Mob of Buyers,” USA Today, July 7, 2003, p. B1; Dana Milbank and Jonathan Weisman, “Middle Class Tax Share Set to Rise,” Washington Post, June 4, 2003, http://www.washingtonpost.com; Lisa Stein, “Top of the Week—Congress: Plump Paychecks?” U.S. News & World Report, June 2, 2003, http://www.usnews.com; “The President’s Jobs and Growth Plan: Increasing Savings and Investment,” http://www.whitehouse.gov/infocus/ economy/save_investment.html, accessed May 5, 2003.
A company’s cash needs vary from one time period to the next, and even an established firm may not generate sufficient funds from operations to cover all costs of a major expansion or a significant upgrade of equipment. In these instances, financial managers must evaluate the potential benefits and drawbacks of seeking funds by borrowing. As an alternative to borrowing, the firm may raise new equity capital. A financial manager’s job includes determining the most cost-effective balance between equity and borrowed funds and the proper blend of short-term and long-term funds. Table 17.1 compares debt capital and equity capital on four criteria.

Table 17.1  Comparison of Debt and Equity Capital

Criterion
Debt
Equity

Maturity
A contract specifies a date by 
Securities specify no maturity dates. 
which the borrower must repay 
the loan.


Claim on assets
Lenders have prior claims on assets.
Stockholders have claims only after the firm satisfies the claims of lenders.

Claim on income
Lenders have prior claims on fixed 
Stockholders have a residual claim after all 
interest payments, which must be paid 
creditors have been paid. Dividends are paid 
before dividends can be paid to stock-
at the discretion of the board of directors; they 
holders. Interest payments are a con-
are not a contractual obligation of the firm. 
tractual obligation of the borrowing 
firm.


Right to a voice 
Lenders are creditors, not owners. 
Stockholders are the owners of the company, in management
They have no voice in company affairs 
and most can voice preferences for its 
unless they do not receive interest 
operation. 
payments.
Different companies can take very different approaches to financing major investments. For example, both Wyeth (formerly known as American Home Products) and Johnson & Johnson have made a series of major investments in recent years. These include new products, joint ventures, and even acquiring other firms. Johnson & Johnson relies more on equity financing and internal funds to finance its large investments. For example, when Johnson & Johnson acquired biotech company Centocor for $5 billion, it used cash and stock to pay for the acquisition. On the other hand, Wyeth has tended to rely more heavily on debt financing. When it acquired American Cyanamid, for instance, Wyeth borrowed around $9 billion.

Short-Term Sources of Funds

Many times throughout a year, an organization may discover that its cash needs exceed its available funds. For example, retailers generate surplus cash for most of the year, but they need to build up inventory during the late summer and fall to get ready for the holiday shopping season. Consequently, they often need funds to pay for merchandise until holiday sales generate revenue. Then retailers use the incoming funds to repay the borrowed funds. In these instances, financial managers evaluate short-term sources of funds. By definition, short-term sources of funds are repaid within one year.

Three major sources of short-term funds exist: trade credit, short-term loans, and commercial paper. Trade credit is extended by suppliers when a firm receives goods or services, agreeing to pay for them at a later date. Short-term loans can be either unsecured (the borrower does not pledge any assets as collateral) or secured (specific assets such as inventory are pledged by the borrower as collateral). A major source of short-term loans is commercial banks. Commercial paper was briefly described earlier in the chapter. The interest cost on commercial paper is typically 1 or 2 percent lower than the interest rate on short-term bank loans, and firms can raise large amounts of money in the commercial paper market. However, only major firms with considerable financial strength and stability are able to sell commercial paper. GMAC—the financing subsidiary of General Motors—is the world’s largest issuer of commercial paper.

Long-Term Sources of Funds

Funds from short-term sources can help a firm to meet current needs for cash or inventory. A larger need, however, such as acquiring another company or making a major investment in property or equipment, often requires funds for a much longer period of time. For instance, Freddie Mac (the Federal Home Loan Mortgage Corporation) recently raised around $3 billion in long-term funds to finance the purchase of home mortgage loans from banks and other lenders. Unlike short-term sources, long-term sources are repaid over many years.

Organizations acquire long-term funds from three sources. One is long-term loans obtained from financial institutions such as commercial banks, life insurance companies, and pension funds. A second source is bonds—certificates of indebtedness sold to raise long-term funds for firms and governments. A third source is equity financing acquired by selling stock in the company or reinvesting company earnings.

bonds certificates of indebtedness sold to raise long-term funds for a corporation or government agency.
Public Sale of Stocks and Bonds  Sales of stocks and bonds represent 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). Because stock and bond issues of many corporations are traded in the securities markets, stockholders and bondholders can easily sell these securities. Whether to issue stock or bonds to finance a firm’s plans is an important decision discussed in more detail in Chapter 18.

Private Placements  Some new stock or bond issues may not be sold publicly but rather only to certain large investors such as pension funds and insurance companies. These sales are referred to as private placements. Most private placements involve corporate debt issues. In a typical year, about one-third of all new corporate debt issues are privately placed. It is often cheaper for a company to sell a security privately than publicly, and there is less government regulation with which to contend. Institutions buy private placements because they typically carry slightly higher interest rates than publicly issued bonds. In addition, the terms of the issue can be tailored to meet the specific needs of both the issuer and the institutional investors. Of course, the institutional investor gives up liquidity. Privately placed securities do not trade in securities markets.

Venture Capitalists  Venture capitalists are an important source of long-term financing, especially to new companies. Venture capitalists raise money from wealthy individuals and institutional investors and invest these funds in promising firms. Venture capitalists also provide management consulting advice as well as funds. In exchange for their investment, venture capitalists become part owners of the business. Should the business succeed, venture capitalists can earn substantial profits. For example, venture capital firm Benchmark Capital invested $5 million in eBay in exchange for 22 percent of the firm’s stock. That investment is currently worth in excess of $7.5 billion.8
Leverage  Raising needed cash by borrowing allows a firm to benefit from leverage, a technique of increasing the rate of return on funds invested through the use of borrowed funds. The key to managing leverage is ensuring that a company’s earnings remain larger than its interest payments, which increases the leverage on the rate of return on shareholders’ investment. Of course, if the company earns less than its interest payments, shareholders lose money on their original investments.

leverage technique of increasing the rate of return on an investment by financing it with borrowed funds.
Table 17.2 shows two identical firms that choose to raise funds in different ways. Leverage Corporation obtains 90 percent of its funds from lenders who purchase company bonds. Equity Corporation raises all of its funds through the sale of company stock. Each company earns $30,000. Leverage Corporation pays $9,000 in interest to bondholders and earns a 210 percent return for its owners’ $10,000 investment. By contrast, Equity Corporation provides only a 30 percent return on its shareholders’ investment of $100,000.

1. What are three sources of short-term funds?

2. What does a venture capitalist do?

3. What is leverage?
Table 17.2  How Leverage Works

Leverage Corporation

Equity Corporation

Common stock
$ 10,000
Common stock
$100,000 Bonds (at 10% interest)
90,000
Bonds
0 
100,000

100,000 Earnings
30,000
Earnings
30,000   Less bond interest
9,000
  Less bond interest
0 Net income/profit
21,000
Net income/profit
30,000 Return to stockholders
21,000 = 210%
Return to stockholders
30,000 = 30% 
$ 10,000

$100,000

As long as earnings exceed interest payments on borrowed funds, financial leverage allows a firm to increase the rate of return on its shareholders’ investment. However, leverage also works in reverse. If, for example, Equity Corporation’s earnings drop to $5,000, shareholders earn a 5 percent return on investment. Because Leverage Corporation must pay its bondholders $9,000 in interest, however, shareholders end up with a $4,000 loss. Another problem with borrowing money is that an overreliance on borrowed funds reduces management’s flexibility in future financing decisions.

The Financial System and Financial Institutions

Households, businesses, governments, financial institutions, and financial markets together form what is known as the financial system. The financial system is the process by which money flows from savers to users. A simple diagram of the financial system is shown in Figure 17.6.

financial system process by which funds are transferred from savers to users.
FIGURE 17.6

Overview of the Financial System and Its Components
On the left are savers—those with excess funds. For a variety of reasons, savers choose not to spend all of their current income, so they have a surplus of funds. Users are the opposite of savers; their spending needs exceed their current income, so they have a deficit. They need to obtain additional funds to make up the difference. Savings are provided by households, businesses, and governments. At the same time, borrowers also consist of households, businesses, and governments. Households need money to buy automobiles or homes. Businesses need money to purchase inventory or build new production facilities. Governments need money to build highways and new schools or to fund budget deficits.

Generally, in the U.S., households are net savers—meaning that in the aggregate they save more funds than they use—while businesses and governments are net users—meaning that they use more funds than they save. The fact that most of the net savings in the U.S. financial system are provided by households may be a bit of a surprise initially, since Americans do not have the reputation of being very thrifty. Yet, even though the savings rate of American households is low compared with those of other countries, American households still save hundreds of billions of dollars each year.

Two ways exist in which funds can be transferred between savers and users. One is through the financial markets. Whenever, for example, a company sells stocks or bonds publicly or privately, funds are being transferred between savers and users. Savers expect to receive some sort of return from the company for the use of their money. The role and functioning of the financial markets will be described in more depth in the next chapter.

The second way in which funds can be transferred is through financial institutions, such as commercial banks. For instance, whenever a consumer or business deposits money into a bank account, money is being transferred indirectly to users. The bank pools customer deposits and uses the funds to make loans to businesses and consumers. These borrowers pay the bank interest and it, in turn, pays depositors interest for the use of their money.

Financial institutions greatly increase the efficiency and effectiveness of the transfer of funds between savers and users. Because of financial institutions, savers earn more, and users pay less, than they would without financial institutions. Indeed, it is difficult to imagine how a modern economy could function without well-developed financial institutions. Think about how difficult it would be for a businessperson to obtain inventory financing, or a consumer to purchase a new home, without financial institutions. Prospective borrowers would have to identify and negotiate with each saver individually.

Traditionally, financial institutions have been classified into depository institutions—institutions that accept deposits that customers can withdraw on demand—and nondepository institutions. Examples of depository institutions include commercial banks, savings banks, and credit unions. Nondepository institutions include life insurance companies and pension funds.

depository institutions financial institutions that accept deposits that can be converted into cash on demand.
Commercial Banks

Commercial banks are the largest and probably most important financial institution in the U.S. and in most other countries as well. In the U.S., the approximately 7,900 commercial banks have total assets of almost $7 trillion.9 Examples of major U.S. commercial banks include Bank of America, Bank One, Citibank, Fleet Financial, and Wells Fargo. Commercial banks offer the most services of any financial institution. These services include a wide range of checking and savings deposit accounts, consumer loans, credit cards, home mortgage loans, business loans, and trust services. Commercial banks also have permission to offer other products, including securities and insurance.

Although 7,900 may sound like a lot of banks, the number of banks has actually declined dramatically in recent years. At the same time, banks have gotten larger: Today, the typical commercial bank is about five times larger than it was 10 years ago. Both changes can be explained by the fact that larger banks are buying smaller banks. In a recent year, almost 700 banks were acquired by other banks. The consolidation of the banking industry is controversial. Larger banks, some contend, charge higher fees and offer a lower level of personal service than smaller banks. Others argue that larger banks are financially stronger and more efficient.

How Banks Operate  Banks raise funds by offering a variety of checking and savings deposits to customers. The banks then pool these deposits and lend most of them out in the form of a variety of consumer and business loans. Banks currently hold around $4.5 trillion in deposits and have almost $4 trillion in outstanding loans.10 The distribution of outstanding loans is shown in Figure 17.7. As the figure shows, banks lend a great deal of money to both households and businesses for a variety of purposes. Commercial banks are an especially important source of funds for small businesses.

FIGURE 17.7

Types of Outstanding Bank Loans

*Other consumer loans include auto and student loans.

**Other nonconsumer loans include loans to governments and not-for-profit organizations.

Source: FDIC, FDIC Web site, http://www.fdic.gov, accessed March 24, 2003.
Banks make money primarily because the interest rate they charge borrowers is higher than the rate of interest they pay depositors. In one recent year, banks collected over $400 billion in interest from loans and other investments and paid out almost $200 billion to depositors. Banks also make money from other sources, such as fees charged to customers for checking accounts and using automated teller machines. In fact, the fees banks collect have risen sharply and now account for approximately 30 percent of bank profits.11
Electronic Banking  More and more funds each year move through electronic funds transfer systems (EFTS), computerized systems for conducting financial transactions over electronic links. Millions of businesses and consumers now pay bills and receive payments electronically. Most employers, for example, directly deposit employee paychecks in their bank accounts rather than issue employees paper checks. Today, nearly all Social Security checks and other federal payments arrive as electronic data rather than paper documents.

One of the original forms of electronic banking, the automated teller machine (ATM) continues to grow in popularity. ATMs allow customers to make banking transactions 24 hours a day, seven days a week by inserting an electronic card into the machine and entering a personal identification number. Networked systems enable ATM users to access their bank accounts in distant states and even throughout the world. In the U.S. alone, over 200,000 ATMs are in operation, processing in excess of 11 billion transactions annually.12
Most banks now offer customers debit cards—also called check cards—which allow customers to pay for purchases directly from their checking or savings account. A debit card looks like a credit card but acts like a check and replaces the customer’s ATM card. Several large retailers—including Target, Wal-Mart, and Walgreen’s—have installed special terminals that allow customers to use their ATM or debit cards to make purchases. Customers are required to enter their personal identification numbers and can often get cash back. Consumers enjoy the convenience of this feature, while at the same time, it eliminates the problem of bad checks for retailers.
Online Banking  Today, almost 1 out of every 5 U.S. households does some or all of its banking on the Internet. By 2010, these numbers will grow to 1 in 3 households. Over 80 percent of all U.S. banks offer some online services.13 Two types of online banks exist: Internet-only banks (such as NetBank) and traditional brick-and-mortar banks with Web sites (such as First Union and Sun Trust). A major reason people are attracted to online banking is convenience. Customers can transfer money, check account balances, and pay bills 24 hours a day, seven days a week on their PCs.

Online banking offers conveniences such as 24-hour access to account information and the ability to transfer money to different accounts. Many banks now offer online bill paying as a convenience to their customers. Wells Fargo is a traditional bank that has expanded its services to include online banking.
Bank Regulation

Banks are among the nation’s most heavily regulated businesses. The main purpose of bank regulation is to ensure public confidence in the safety and security of the banking system. Banks are critical to the overall functioning of the economy. In fact, many believe that one of the causes of the Great Depression was the collapse of the banking system starting in the late 1920s.

Who Regulates Banks?  All banks are either state or federally chartered. The majority of banks are state chartered; however, federally chartered banks tend to be larger and control over 60 percent of banking assets. State chartered banks are regulated by the appropriate state banking authorities, while federally chartered banks are regulated by the Federal Reserve, the Federal Deposit Insurance Corporation, and the Comptroller of the Currency. Further, state banks that are federally insured—and virtually all are—are also subject to FDIC regulation.

Banks are subject to periodic examination by state and/or federal regulators. These audits are designed to ensure that the bank is following safe and sound banking practices and is complying with all applicable regulations. Bank examinations include the review of detailed reports on the bank’s operating and financial condition, as well as on-site inspections.

Federal Deposit Insurance  A cornerstone of bank regulation is deposit insurance. Deposits up to a set amount—currently $100,000 per depositor—are insured by the FDIC. Deposit insurance means that, in the event the bank fails, depositors are paid in full by the FDIC, up to $100,000. Federal deposit insurance was enacted by the Banking Act of 1933 as one of the measures designed to restore public confidence in the banking system. Before deposit insurance, so-called “runs” were common as people rushed to withdraw their money from a bank, often just on a rumor that the bank was in precarious financial condition. At some point, the bank was unable to meet withdrawal demands and closed its doors. Remaining depositors often lost most of the money they had in the bank. Deposit insurance shifts the risk of bank failures from individual depositors to the FDIC. While banks still fail today, those with insured deposits are paid in full by the FDIC.

Recent Changes in Banking Laws  In addition to establishing the FDIC, Depression-era banking legislation also put restrictions on the kinds of activities in which banks could engage, including restricting their role in the securities markets. Believing that some of these restrictions were outdated, Congress recently passed a law that allows banks to enter the securities and insurance businesses. In return, other financial services firms are now allowed to offer banking services. Some banks have begun to expand into the securities and insurance businesses, but it is still too early to tell what the ultimate outcome of these new regulations will be.

Business Tool Kit

Online Banking Basics

Online banking is the fastest-growing Internet application around—there are more than 38 million users and counting. Online banking includes managing your money, paying your bills, and automatically keeping track of your bank accounts from the convenience of your own computer. If you haven’t jumped into the river of online access yet, here are a few things to remember while banking online.


Most banks offer an online tutorial to get you started when you open an online account. Be sure to take this tutorial to familiarize yourself with the site and the features. Most online banking features include viewing your account, paying bills, transferring funds, and seeing images of your canceled checks. Additional features may include setting up automatic bill payments, applying for loans or credit cards, and using money management software such as Quicken with your online account.


Security is of utmost importance for the bank as well as for you. Most banks have security policies in place, so be sure to read them carefully. At the minimum, your bank should be using Secure Socket Layer (SSL) encryption technology. If the security policy is not readily available on the bank’s Web site, be sure to ask your bank about its security measures and how they work; the steps you should take to protect your personal information; and their policy for any unauthorized activity.


Another way to keep your account secure is to select a randomly generated PIN code instead of something familiar such as a birth date or an anniversary date. Codes that combine numbers and letters are the hardest to crack, and be sure to change them often. In addition, regularly log in to your account and scan for unauthorized transactions. It’s your money, and you are ultimately responsible for it, so keep an eye on all activity.


Depending on the bank, you may also be able to use a comprehensive service such as Yahoo!Finance, Quicken, or MSN Money to manage your banking business. These services allow you to manage your online activities (banking, e-mail, and paying bills) all in one place. “Check” it out!

Sources: David van den Berg, “Belleville, Ill., Customers Get Hooked on Online Banking Services,” Knight Ridder/Tribune Business News, June 16, 2003; “Online Banking Adoption Still Stymied by Consumer Security Fears; TowerGroup ViewPoint Underscores Need for Banks to Educate Customers on Security Measures, Policies,” PR Newswire, June 3, 2003; Robert Moritz, “Is Online Banking for You?” Parade Magazine, May 18, 2003, pp. 25–26; Richard Craver, “Consumers’ Use of Online Banking Growing; 38 Million Pay Online, Studies Show,” Knight Ridder/Tribune Business News, May 6, 2003; “Online Banking Use Up 164 Percent Since 2000,” Teller Vision, April 2003, p. 4.
Savings Banks and Credit Unions

While commercial banks are by far the largest depository financial institution in the U.S., savings banks and credit unions are also important financial institutions. Today, savings banks and credit unions offer many of the same services as commercial banks.

Savings banks used to be called savings and loan associations or thrift institutions. They were originally established in the early 1800s to make home mortgage loans. Savings and loans raised funds by accepting only savings deposits and then lent these funds to consumers to buy homes. Today, there are slightly less than 1,500 savings banks with total assets of over $1.3 trillion.14 While the typical savings bank offers many of the same services as a commercial bank, including checking accounts, savings banks are not major lenders to businesses. Over 70 percent of their outstanding loans are still home mortgage loans. Washington Mutual, the nation’s largest savings bank with over $300 billion in assets, is also the nation’s largest mortgage lender. Deposits in savings banks are now FDIC insured, and savings banks are regulated in much the same way as commercial banks.

Credit unions are unique financial institutions. They are cooperative financial institutions that are owned by their depositors, all of whom are members. Almost 80 million Americans belong to one of the nation’s approximately 10,000 credit unions. Combined, credit unions have over $450 billion in assets.15 By law, credit union members must share similar occupations, employers, or membership in certain organizations. This law effectively caps the size of credit unions. In fact, the nation’s largest bank, Bank of America, has more assets than all credit unions combined. Four of every five credit union members belong to an occupational- or employer-based credit union. The Navy Federal Credit Union is the largest credit union in the country, with over 700,000 members.

Credit unions are designed to serve consumers, not businesses. Credit unions raise funds by offering members a number of demand and saving deposits—checking accounts at credit unions are referred to as share draft accounts—and then, in turn, lend these funds to members. Because credit unions are not-for-profit institutions, they often pay savers higher rates of interest, charge lower rates of interest on loans, and have fewer fees than other financial institutions. Credit unions can have either state or federal charters, and deposits are insured by a federal agency.

Nondepository Financial Institutions

Nondepository financial institutions accept funds from businesses and households, much of which they then invest. Generally, these institutions do not offer checking accounts or other types of demand deposits. Three examples of nondepository financial institutions are insurance companies, such as New York Life, pension funds, such as the California Public Employee Retirement Fund (CalPERS), and finance companies, such as Household Finance.

Insurance Companies  Households and businesses buy insurance to transfer risk from themselves to the insurance company. The insurance company accepts the risk in return for a series of payments, called premiums. In the insurance industry, underwriting is the process used by insurance companies to determine whom to insure and what to charge. During a typical year, insurance companies collect more in premiums than they pay in claims. After paying operating expenses, this difference is invested. Insurance companies are a major source of short- and long-term financing for businesses. Life insurance companies alone have total assets exceeding $3.3 trillion, much of which is invested in corporate securities and real estate.16
Pension Funds  Pension funds provide retirement benefits to workers and their families. They are set up by employers and are funded by regular contributions made by employers and employees. Because pension funds have predictable long-term cash inflows and very predictable cash outflows, they invest heavily in long-term assets, such as common stocks. By some estimates, over 25 percent of all common stocks are owned by pension funds. In total, pension funds have close to $6.5 trillion in assets.17 CalPERS alone has total assets in excess of $133 billion, $83 billion of which is invested in common stocks. The giant retirement fund serves over 1.3 million current California state employees and around 350,000 retirees.18
Finance Companies  Consumer and commercial finance companies offer short-term loans to borrowers. A commercial finance company supplies short-term funds to businesses that pledge tangible assets such as inventory, accounts receivable, machinery, or property as collateral for the loan. A consumer finance company plays a similar role for consumers. GMAC does both. It finances dealer purchases of automobiles from General Motors and also finances consumer purchases of automobiles from dealers. Finance companies raise funds by selling securities or borrowing funds from commercial banks.

The Federal Reserve System

Created in 1913, the Federal Reserve System, or Fed, is the central bank of the U.S. and is an important part of the nation’s financial system. The Fed has four basic responsibilities: regulating commercial banks, performing banking-related activities for the U.S. Treasury, servicing member banks, and monetary policy. Not all banks belong to the Fed. Banks with federal charters are required to belong to the Fed, but membership is optional for state chartered banks. Because the largest banks in the country are all federally chartered, the bulk of banking assets is controlled by Fed members. The Fed acts as the banker’s bank for members. It provides wire transfer facilities, clears checks, replaces worn-out currency, and even lends banks money.

Federal Reserve System (Fed) central bank of the United States.

1. What is electronic funds transfer?

2. How does federal deposit insurance work?

3. What is the function of pension funds and how do they work?
Organization of the Federal Reserve System

The nation is divided into 12 federal reserve districts, each with its own federal reserve bank. Each district bank supplies banks within its district with currency and facilitates the clearing of checks. District banks are run by a nine-member board of directors, headed by a president.

The governing body of the Fed is the board of governors. The board consists of seven members, including a chair and vice chair, appointed by the president and confirmed by the Senate. The chair of the board of governors is a very important position. Some have commented, only half jokingly, that the Fed chair is the second most powerful person in the nation.

The Fed is designed to be politically independent. Fed governors are appointed to 14-year terms that are staggered in such a way that a president could not appoint a majority of members during a single term. The Fed also has its own sources of revenue and does not depend on congressional appropriations.

An important part of the Fed is the Federal Open Markets Committee (FOMC). The FOMC is responsible for setting most policies concerning monetary policy and interest rates. It consists of 12 members—the seven Fed board governors plus five representatives of the district banks who serve on a rotating basis. The Fed chair is also chair of the FOMC.

Check Clearing and the Fed

As mentioned earlier, one of the Fed’s responsibilities is to help facilitate the clearing of checks. Even in this age of electronic and online banking, Americans still write billions of paper checks each year. The clearing of a check is the process by which funds are transferred from the check writer to the recipient.

Assume the owner of Gulf View Townhouses of Tampa buys a $1,000 lawn mower from the local Home Depot and writes a check. If Home Depot has an account at the same bank as Gulf View, the bank will clear the check in house. It will decrease the balance in the owner’s account by $1,000 and increase the balance in Home Depot’s account by $1,000. If Home Depot has an account at another bank in Tampa, the two banks may still clear the check directly with one another. This process is cumbersome, however, so it is more likely that the banks will use the services of a local check clearinghouse.

On the other hand, if Home Depot has its account with a bank in another state—perhaps in Atlanta where Home Depot is based—the check will likely be cleared through the Federal Reserve System. Home Depot will deposit the check in its Atlanta bank account. Its bank, in turn, will deposit the check in the Federal Reserve Bank of Atlanta. The Atlanta Federal Reserve Bank will present the check to Gulf View’s bank for payment, which pays the check by deducting $1,000 from Gulf View’s account. The journey of a check through the Federal Reserve System is shown in Figure 17.8. Regardless of the method used, it is Fed policy that all checks should clear within two business days.

FIGURE 17.8

A Check’s Journey through the Federal Reserve System
Monetary Policy

The Fed’s most important function is controlling the supply of money and credit, or monetary policy. The Fed’s job is to make sure that the money supply grows at an appropriate rate, allowing the economy to expand and inflation to remain in check. If the money supply grows too slowly, economic growth will slow, unemployment will rise, and the risk of a recession will increase. If the money supply grows too rapidly, inflationary pressures will build. The Fed uses its policy tools to push interest rates up or down. If the Fed pushes interest rates up, the growth rate in the money supply will slow, economic growth will moderate, and inflationary pressures will ease. If the Fed pushes interest rates down, the growth rate in the money supply will increase, economic growth will pick up, and unemployment will fall. The Fed has three major policy tools: reserve requirements, the discount rate, and open market operations.

monetary policy managing the growth rate in the supply of money and credit, usually through the use of interest rates.
The Fed requires that banks maintain reserves—defined as cash in their vaults plus deposits at district Federal Reserve banks or at other banks—equal to some percentage of what the banks hold in deposits. For example, if the Fed sets the reserve requirement at 5 percent, a bank that receives a $500 deposit must reserve $25, so it has only $475 to invest or lend. By changing the reserve requirement, the Fed can affect the amount of money available for making loans. The higher the reserve requirement, the less banks can lend to consumers and businesses. The lower the reserve requirement, the more banks can lend. Because any change in the reserve requirement can have a sudden and dramatic impact on the money supply, the Fed rarely uses this tool. In fact, the Fed has not changed reserve requirements in over 10 years. Reserve requirements for demand deposit accounts range from 4 to 10 percent, depending on the size of the account.

Another policy tool is the so-called discount rate, the interest rate at which Federal Reserve banks make short-term loans to member banks. A bank might need a short-term loan if transactions leave it short of reserves. If the Fed wants to slow the growth rate in the money supply, it will increase the discount rate. This increase will make it more expensive for banks to borrow funds. Banks will, in turn, raise the interest rates they charge on loans to consumers and businesses. The end result will be a slowdown in economic activity. Lowering the discount rate will have the opposite effect.

The third policy tool, and the one most often used, is open market operations, the technique of controlling the money supply growth rate by buying or selling U.S. Treasury securities. If the Fed buys Treasury securities, the money it pays enters circulation, increasing the money supply and lowering interest rates. When the Fed sells Treasury securities, money is taken out of circulation and interest rates rise. When the Fed uses open market operations, it employs the so-called federal funds rate—the rate at which banks lend money to one another overnight—as its benchmark. Table 17.3 illustrates how the tools used by the Federal Reserve can stimulate or slow the economy.

Table 17.3  Federal Reserve Tools

General Tool
Action
Effect on Money Supply
Short-Term Effect on the Economy

Reserve requirement 
Increase reserve requirements
Reduces money supply
Boosts interest rates and slows economic   change


  activity 
Decrease reserve requirements
Increases money supply
Reduces interest rates and accelerates    


  economic activity

Discount rate change
Increase discount rate
Reduces money supply
Boosts interest rates and slows economic 


  activity 
Decrease discount rate
Increases money supply
Reduces interest rates and accelerates 


  economic activity

Open market operation
Buy government securities
Increases money supply
Reduces interest rates and accelerates 


  economic activity 
Sell government securities
Reduces money supply
Boosts interest rates and slows economic 


  activity

Selective Credit Controls
Margin requirement 
Increase margin requirements

Reduces credit purchases of securities   change


  with a negative impact on prices and 


  trading activity on securities exchanges 
Decrease margin requirements

Increases credit purchases of securities 


  with a positive impact on prices and 


  trading activity on securities exchanges
The Federal Reserve also has the authority to exercise selective credit controls when it feels the economy is growing too rapidly or too slowly. These credit controls include the power to set margin requirements—the percentage of the purchase price of a security that an investor must pay in cash on credit purchases of stocks or bonds.

Transactions in international markets also affect the U.S. money supply. On the foreign exchange market, purchases and sales swap one nation’s currency for that of another country. Billions of U.S. dollars are traded this way every day. The Fed can lower the exchange value of the dollar by selling dollars and buying foreign currencies, and it can raise the dollar’s exchange value by doing the opposite—buying dollars and selling foreign currencies. When the Fed buys foreign currencies, the effect is the same as buying securities because it increases the U.S. banking system’s reserves. Selling foreign currencies, on the other hand, is like selling securities because it reduces bank reserves.

1. How many federal reserve districts are there?

2. What is the governing body of the Fed?

3. What is meant by check clearing?

Iraq’s central banking system collapsed with the fall of Saddam Hussein. Its old central bank printed and distributed money at the dictator’s bidding. The entire banking system is being rebuilt.
U.S. Financial Institutions: A Global Perspective

Financial institutions have become a global industry, and any review should consider U.S. financial institutions in their international context. Major U.S. banks—such as Fifth Third and Bank One—have extensive international operations. They have offices, lend money, and accept deposits from customers throughout the world. According to recent statistics, U.S. banks have around $175 billion in outstanding loans to international customers.19
Only 3 of the 20 largest banks in the world (measured by total assets) are U.S. institutions: Bank of America, Citibank, and J.P. Morgan Chase. The other 17 are based in France, Germany, Holland, Japan, Switzerland, and the United Kingdom. The world’s largest bank—Japan’s Mizuko Group—has around $1.3 trillion in assets. These international banks also operate worldwide, including in the U.S.

Virtually all nations have some sort of a central bank, similar to the U.S. Federal Reserve. Canada’s central bank, for example, is the Bank of Canada. Germany’s central bank is the Bundesbank. These central banks play roles much like the Fed, such as controlling the money supply. Policymakers at other nations’ central banks often respond to changes in the U.S. financial system by making similar changes in their own systems. For example, if the Fed pushes U.S. interest rates lower, central banks in Japan and Europe may also push their interest rates lower. These changes can influence events in countries around the world. Lower U.S. and European interest rates not only decrease the cost of borrowing for U.S. and European firms, but they also increase the amount of money available for loans to borrowers in Australia and Chile.

International banks and other providers of financial services play important roles in global business. They help to transfer purchasing power from buyers to sellers and from lenders to borrowers. They also provide credit to importers and reduce the risk associated with changes in exchange rates.

1. What are some of the functions of U.S. banks with international operations?

2. What are some international counterparts to the Fed and how do they operate?

Did You Know?

1.
Items that have served as money include fishhooks, tea, shells, feathers, salt (from which came the word “salary” and the expression “being worth one’s salt”), shark teeth, cocoa beans, and woodpecker scalps.

2.
About 900 U.S. banks have failed since 1987.

3.
About $7 billion in coins are out of circulation in the U.S.—almost $70 per household—because they are stashed away in people’s homes. The U.S. Mint produces $52.5 million in coins every day just to keep up with circulation demands.

4.
The rate of interest on your student loan is determined, in part, by bankers in Zurich and London.

5.
Filings for personal bankruptcy have reached a record of 1.5 million annually, accounting for about 98 percent of all bankruptcies.

6.
Prepaid cash cards from stores like Starbucks and 7-Eleven save retailers millions of dollars a year in bank fees for processing cash.
What’s Ahead

This chapter introduced the finance function of contemporary business. Finance deals with the planning, obtaining, and managing of a company’s funds to accomplish its objectives effectively and efficiently. The chapter also described the role of money, where and how firms obtain funds, and the financial system. The final chapter of Contemporary Business explores how securities—stocks and bonds—are bought and sold. It describes the investment characteristics of stocks and bonds and the methods investors use to choose specific securities. It outlines how securities’ market regulations protect investors.

Summary of Learning Goals
1

Identify the functions performed by a firm’s financial managers.

The major responsibility of financial managers is to develop and implement a financial plan for their organization. The firm’s financial plan is based on forecasts of expenditures and receipts for a specified period and reflects the timing of cash inflows and outflows. Financial managers systematically determine their companies’ need for funds during the period and the most appropriate sources from which it can obtain them. In short, the financial manager is responsible for both raising and spending money.

2

Describe the characteristics a form of money should have and list the functions of money.

Money should be divisible, portable, durable, stable in value, and difficult to counterfeit. Money used in modern economies has all of these characteristics. The functions of money are to serve as a medium of exchange; unit of account, or common standard for valuing goods and services; and store of value, or method of accumulating wealth.

3

Explain each of the various measures of the money supply.

The two most commonly used measures of the money supply are M1 and M2. M1 is defined as anything generally accepted in payment for goods and services, such as coins, paper money, and checks. M2 consists of M1 plus other assets that are almost as liquid as money but that do not function directly as a medium of exchange, such as savings deposits and money market mutual funds.

4

Explain how a firm uses funds.

Organizations use funds to run their day-to-day operations, pay for inventories, make interest payments on loans, pay dividends to shareholders, and purchase land, facilities, and equipment. If a firm finds itself with a surplus of cash, most financial managers choose to invest that excess cash in marketable securities.

5

Compare the two major sources of funds for a business.

Debt capital and equity capital are the two major sources from which businesses acquire funds. Debt capital represents funds obtained through borrowing. Equity capital comes from several sources, including the sale of stock, additional investments by the firm’s owners, and previous earnings reinvested in the firm.

6

Identify likely sources of short-term and long-term funds.

Sources of short-term funds include trade credit (generated automatically through open-account purchases from suppliers), unsecured loans, secured loans (for which the firm must pledge collateral), and sales of commercial paper by large, financially sound firms. Sources of long-term funds include long-term loans repaid over one year or longer, bonds, equity funds (ownership obtained from selling stock, accumulating additional contributions from owners, or reinvesting earnings in the firm).

7

Describe the financial system and the major financial institutions.

The financial system is the process by which funds are transferred between savers and users of funds. Funds can be transferred either through the financial markets or through financial institutions. Depository institutions—commercial banks, savings banks, and credit unions—accept deposits from customers that can be redeemed on demand. Depository institutions are closely regulated by state and federal authorities. Nondepository institutions include pension funds and insurance companies. Nondepository institutions invest a large portion of their funds in stocks, bonds, and real estate.

8

Explain the functions of the Federal Reserve System and the tools it uses to control the money supply.

The Federal Reserve System is the central bank of the U.S. The Federal Reserve regulates banks, performs banking functions for the U.S. Treasury, and acts as the banker’s bank (clearing checks, lending money to banks, and replacing worn-out currency). It controls the supply of credit and money in the economy to promote growth and control inflation. The Federal Reserve’s tools include reserve requirements, the discount rate, and open market operations. Selective credit controls and purchases and sales of foreign currencies also help the Federal Reserve manage the economy.

9

Describe the global financial system.

Large U.S. banks and other financial institutions have a global presence. They accept deposits, make loans, and have branches throughout the world. Foreign banks also operate throughout the world. The average European or Japanese bank is much larger than the average American bank. Virtually all nations have central banks that perform the same roles as the U.S. Federal Reserve System. Central bankers often act together raising and lowering interest rates as economic conditions warrant.
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Review Questions
 1.

Define finance. Briefly explain the risk–return trade-off in finance.

 2.

What is a financial plan? When building a financial plan, what three questions have to be answered?

 3.

What characteristics should money have? List the three functions of money.

 4.

Explain the difference between M1 and M2. What is a demand deposit?

 5.

What are some of the reasons organizations need funds? What do many companies do if they find themselves having excess cash?

 6.

What is the difference between debt capital and equity capital? List several examples of each.

 7.

What is the financial system? By what two ways are funds transferred between savers and users?

 8.

Explain the difference between a depository and a nondepository financial institution. Give several examples of each type.

 9.

Briefly outline how a commercial bank operates. Why is deposit insurance so important?

10.

How is the Federal Reserve System organized? What are the three policy tools the Fed can use to control the supply of money and credit?

Projects and Applications
1.
Assume you would like to start a business. Put together a rough financial plan that addresses the three financial planning questions listed in the text.

2.
Your business has really taken off but now needs a big infusion of new capital. A venture capital firm has agreed to invest the money you need. In return, the venture capital firm will own 75 percent of the business. You will be replaced as board chairman and CEO, though retaining the title of company founder and president, and the venture capital firm will hire a new CEO. Would you be willing to take the money but lose control of your business? Give your reasons.

3.
The owner of your company is trying to decide how to raise an additional $1.5 million, and she has asked for your advice about whether the firm should use debt capital or equity capital. Prepare a brief memo to the owner outlining the advantages and disadvantages of both debt capital and equity capital. Be sure to explain the concept of leverage. Assume your company can borrow $1.5 million at an annual interest rate of 6 percent. It currently has $1.5 million in equity and no debt.

4.
Compared to most businesses, is a bank more vulnerable to failure? Why or why not? Why does federal deposit insurance help protect the soundness of the banking system?

5.
As noted in the chapter, the U.S. Federal Reserve System is politically independent. How is the Fed politically independent? Do you think it should remain so?

Experiential Exercise
Background: You learned in this chapter and in the previous one about investors, creditors, accountants, the accounting process, financial statements, budgeting, and other aspects of what’s involved in a company’s management of its financial assets. This chapter’s exercise will test how much you know about the common denominator in all of these topics: money.

Directions: In the answer column, write the letter for the individual pictured on the front of each denomination of currency listed.

Number
Answer
Denomination
Letter
Picture

  1.

$1
A.
Ulysses S. Grant (18th U.S. president)

  2.

$2
B.
George Washington (1st U.S. president)

  3.

$5
C.
Benjamin Franklin (American scientist and statesman)

  4.

$10
D.
Abraham Lincoln (16th U.S. president)

  5.

$20
E.
Thomas Jefferson (3rd U.S. president)

  6.

$50
F.
Alexander Hamilton (1st U.S. treasury secretary)

  7.

$100
G.
Andrew Jackson (7th U.S. president)
In the answer column, match the name of the currency with the country.

Number
Answer
Country
Letter
Name of Currency

  1.

South Africa
A.
Real

  2.

Brazil
B.
Dollar

  3.

Kenya
C.
Shilling

  4.

Sweden
D.
Zloty

  5.

Thailand
E.
Krona

  6.

New Zealand
F.
Baht

  7.

Poland
G.
Rand

Nothing But Net
1.
The board of governors of the Federal Reserve. The board of governors is the governing body of the Federal Reserve System. Visit the Fed’s Web site (http://www.federalreserve.gov) to learn more about the board of governors. Then answer the following questions:


a.
How many board positions are currently vacant?


b.
Who is the current chair and vice chair and how are they selected?


c.
How long do board members serve?


d.
When were each of the current board members appointed? When do their terms expire?

2.
Exchange rates. An exchange rate is the rate at which one currency can be exchanged for another. Visit the Web site listed, or another similar site, and obtain the current exchange rate between the U.S. dollar and the following currencies:


Canadian dollar


Euro


British pound


Japanese yen


Swiss franc


Compare the current exchange rate with the rate one year ago. Did the U.S. dollar get stronger or weaker relative to each currency?


http://finance.yahoo.com/m3?u
3.
Leverage. Different companies have different degrees of leverage. Go to the two company Web sites listed. Access their financial statements and review current and historical balance sheets (look under “Investor Relations” or “Financial Information”). Which of the two companies is more leveraged? Has the amount of leverage employed by each company changed over time?


http://www.jnj.com/home.html

http://www.wyeth.com

Note: Internet Web addresses change frequently. If you do not find the exact sites listed, you may need to access the organization or company’s home page and search from there.

Case 17.1

The Risks and Rewards of Subprime Lending

Capital One Bank is one of the nation’s largest issuers of MasterCard and Visa bank credit cards and also offers a variety of other consumer lending products. Capital One has over 47 million accounts and close to $60 billion in outstanding loans.


Much of Capital One’s past success has been attributed to the firm’s sophisticated data-mining technology. The firm links its customer database to award-winning, proprietary information technology and analytics that allow Capital One to rigorously test ideas before taking them to market. This approach has also led to a risk management model that allows Capital One to come up with the best combination of rates, fees, and conditions for each individual customer. The result is a loss rate historically well below industry averages.


One of the few growth areas in consumer finance is the so-called “subprime” market, consisting of high-risk borrowers. When credit card companies that specialized in subprime borrowers, such as Providian Financial and NextCard, ran into trouble, Capital One aggressively moved in. The firm believed that its risk management model would allow it to cherry-pick the best customers. Capital One quickly added over 8 million new customers of which something like 40 percent were subprime. The company saw higher profits as a result. Interest rates for subprime cardholders are higher (15.9 percent versus 8.9 percent for lower risk cardholders), as are most fees.


Unfortunately, subprime lending also means higher risk, especially in a weak economy. Bad debts exploded. Nervous bank regulators ordered Capital One to boost reserves for bad debts. The market reacted to the news by sending the price of Capital One’s stock down by 40 percent.


The firm insisted that its risk management model was not broken and that the higher risks associated with subprime lending were worth it. Capital One forecast annual increases in earnings of around 15 percent for the next couple of years. Investors, however, were not impressed, continuing to be spooked by the sharp increase in bad debts.


Aside from bad debts, Capital One faces further challenges. The company’s CFO resigned in March 2003 after it was revealed that the SEC was investigating alleged insider trading (no other senior executives have been implicated, and Capital One is cooperating with the investigation). Moreover, federal banking regulators told all credit card companies to reduce some of the fees charged to customers. Many experts believe this action could have an adverse impact on Capital One’s future earnings. Kathleen M. Shanley, a debt analyst with a bond rating and research firm, puts it this way: “It would be fair to say that I am skeptical the company can achieve its still-aggressive growth projections.”

Questions for Critical Thinking

1.
Explain the decision by Capital One to move into the subprime market in the context of the tradeoff between risk and return. Did Capital One’s risk management model fail as the firm moved into the subprime market? If so, what may have accounted for the failure?

2.
Why did regulators require that Capital One boost reserves? How could a bank boost reserves for bad loans? What actions could Capital One take to replace lost fee income, restore investor confidence, and boost its stock price?

Sources: Stock prices obtained from MSN Web site, http://moneycentral.msn.com/investor, March 24, 2003; “Capital One Reports Record Earnings for 2002,” News Release, Capital One Financial Corporation, Capital One Web site, http://www.capitalone.com, accessed March 24, 2003; “Cap One Financial CFO Resigns,” Dow Jones Business News, Yahoo! Finance Web site, http://biz.yahoo.com, accessed March 24, 2003; Geoffrey Smith, “The Bill Comes Due for Capital One,” BusinessWeek Web site, http://www.businessweek.com, accessed March 24, 2003.

Video Case 17.2
Developing a Financial Strategy for a Retail Chain

This video case appears on page 620. A recently filmed video, designed to expand and highlight the written case, is available for class use by instructors.

