LESSON -1

FINANCIAL MANAGEMENT: AN OVERVIEW
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1.1. Introduction

Businessisan economic activity, whichinvolvesthe use of economicresources for theproduction of
goods and services. Thesearesold at aprice, which ismorethan the cost of producing them, resultingina
surplusor profit. When abusiness enterprise plansto do any activity, it hasto make amarket survey to
estimate the demand for the product and to estimatethelife of the business. Thedemand estimate helpsinthe
finalization of plant capacity or scaeof operations. Oncethe plant capacity isfinalized, theareaof thesite
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required to construct the business premises, number or personnel  required, want of raw material are
estimated. Theenterprisefindizesitsscaeof operationsand based onit, thecapita requirement isestimated.

Depending upon the nature of business, the size of capital varies. A businesswith manufacturing
activity requiresmore capital than what isrequired for trading or service organizations. Businesses, who are
providing servicesliketransportation, communication, banking, insurance, warehousing, etc. involvesthe
need for estimating the capital requirement. Oncethe capital requirement isestimated, the enterprisehasto
find sourcesof mobilizing thesefunds. It hasto i dentify sourcesfor meeting the permanent capita requirement
and short-term capital requirement. From among the various sourcesthat providelong term or short term
fundsan enterprisehasto choose.

A businessenterprise strivesto achieve asurplusand in order to achievethisgodl, it hasto invest
fundsin variousincome earning assets by obtaining fundsfrom varioussources. Thus, thefinancid functionis
all about theto determinethefundsrequirement assetsto be acquired and the pattern of financing the assets.

1.2. Meaning of Finance
According to the EncyclopediaBritannicaFinanceis*theact of providing the meansof payment”

Howard and Upton defines Finance as* the management of theflow of cash so that theorganizationwill have
themeansto carry out its objectivesand at the sametime meet itsobligations asthey becomedue’.

Whed er definesBusinessFinance as*that business activity whichis concerned with theacquisition and
conservation of capital fundsin meeting thefinancia needsand overdl objectivesof businessenterprises’.

According to Guthmann and Dougall, Business Finance can be broadly defined as* the activity concerned
withtheplanning, raising, controlling and administering thefundsused inthebusiness’.

1.3. Scope of Financial Management

Financial Management refersto that part of the management activity, which isconcerned with the
planning, and controlling of firm’sfinancia resources. It isa so astudy about the processof procuring and
judicious use of financial resourceswith aview to maximizethevalue of abusinessenterprisethereby the
value of theownersismaximized. According to James C Van Hornefinancial management endeavorsto
makeoptima investment, financing and dividend decisions.

1.4. Role of Financial Manager:
Thefunctionsof afinancia manager of acompany generally includethefollowing:
*  Edtimationof capita requirements
*  Providefundsfor the selected projects.
*  Maintainliquidity and solvency positions.

Actsasalia sonwith stock exchanges, sharehol ders, bankersand financia ingtitutions.

Egtimatetheriskinfinancia decisionsand providemeasuresto minimizetherisk.
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Decidethe credit policy of the company by taking into consideration the established practices.

Observethevariousobligationsunder different legidations, liketax laws, SEBI Act, etc.
Takes- upinternal audit to establish proper checksand contrals.

Decidesthedividend policy of thecompany.

All theabove mentioned functionsare supposed to be discharged by aFinancia Manager withinthe
framework of lawsinforce, for theultimate achi evement of wealth maximization of shareholders.

1.5. Finance Functions.

Financefunctionsarevery important activitiesinthetotal businessmanagement irrespective of the
nature, size, age and structure of the organization. A business finance function expressesthe relationship
between value of abusiness enterpriseand itsvariousdeterminants. Vaueof abusinessenterpriseisnothing
but itsnet worth to theowners. Net worthisthe difference between themarket value of assetsand thevalue
of liabilities. If net worth of abusinessenterpriseincreasesit can beinterpreted that the value of abusiness
enterpriseisrising. Thevalue of abusinessdepends upon theinternal and externd factors, viz., state of the
economy, capital market conditions, tax ratesinvestment activities, financing mix and dividend palicy.

Among thesefactorssomeare controllableand othersare uncontrollable. Assuming that the uncon-
trollablefactorsare held constant, the value of abusinessisafunction of internal or controllablefactors.
Therefore, value of abusinessisafunction of investment, financing mix and dividend policy. It can be ex-
pressed as.

VvV =f[l,F D]
Where,
V = vaueof afirm
| = Investment
F= Financing Mix
D = Dividend policy

Figurel.l: FinanceFunction
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1.6. Organization of Finance Function:

Financefunctionisanintegral part of acompany and dl other functiona areas arerelaedtofinance
function. Production, marketing, human resource management functionsarereated to finance. Intheareaof
finance specialistsperform specific tasks. The organization of finance function can be better understood by
thefollowingfigure1.2.

Figurel.2: Organization of Finance Function
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1.7. Financial Goals of a Company:

Company is aform of organization in which the ownership and management are separated.
Shareholders are the owners and the boards of directors are the agents of the shareholders. The team
of management takes various decisions involving the profitability and perpetuity of the company.
When these strategic decisions are taken, what should be the goal of the firm? It is the fundamental
guestion, which automatically leads us to the economic benefit to the shareholders. As shareholders
provide capital and face maximum risk, they expect the company the company to provide them maxi-
mum return. There are two widely discussed approaches to achieve the above objective, which are:
profit maximization and wealth maximization. Should the company be aim at maximizing profit or
wedth?

1.7.1. Profit Maximization:

All business activities involve costs and revenues with which one can measure the efficiency
interms of surplus, i.e., the excess of revenues over costs, which is popularly known as profit. There-
fore, afirm should aimat profit maximization, which isjustified onthefollowing grounds.

(i) Economic activity amsat utility maximization, which ismeasured intermsof profits.
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(i1) Profit isameasure of economic efficiency, which leadsto efficient all ocation of resources

(iii) It ensuresmaximum socid welfarewith efficient use of important and scarce resources.
But, the profit maximization god ishaving thefollowing limitations.
() Ambiguity:

Thegoa of profit maximization iscons dered to bevery vague and ambiguous. Profit hasvarious
connotationsand amenableto different interpretationsby variouspersons. For example, profit may bea
short runor long run, total profit or it may bearate, after tax profit or beforetax profit, return on equity
or return ontotal capital employed. Therewill beawaysadilemmaasto which of these variations of
profits should acompany try to maximize.

(i) It ignoresthetiming of benefits:

Thegod of profit maximizationignoresthe differencesin thetiming of benefitsfrom investment.
Between two dternative projects, which havedifferent time pattern of profits, the goa makesno difference.
For example, project A and project B havethefollowing profits

Year Cash inflows pattern (Rs.)
ProjectA Project B
1 5000 15000
2 10000 10000
3 15000 5000
Totd Profit 30000 30000
Average 10000 10000

Project B isproviding high returnsduring the early period. Thebasi ¢ dictum of financid planningis
“EARLIER THEBETTER". Accordingtothisprinciple, Project B ispreferable.
iii) It ignoresthe Quality of benefits:

If the expected profitsare more certain, with low range of variation, the quality isconsidered to be
high. God of profit maximizationignoresthe quality of benefits. And it doesnot giveweight ageto therisk
associated with the profits. Thefollowing table revea sthe above the above concept.

State of the economy Annual inflows (Rs.)
Project A Project B
Recession (pessmistic) 9000 0
Normd (most likely) 10000 10000
Boom (optimigtic) 11000 20000
Average 10000 10000

Between thesetwo projects, project A hashigh quality profits, astherangeislow, i.e., 2000, wheress,
Project B has higher range, i.e., 20000, which explains about the poor quality of profits. Thus, the profit
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maximization goa failsto distinguish between these projects. Therefore, the profit maximization by itself
cannot bean objectiveif it resultsin adisadvantageto the ownersor shareholders. If acompany investsin
new projects by bringing in new capital through theissue of shares, the new profits may not resultin the
increase of earnings per share. If the return on the new project islessthan what the company have been
earnings, the earningsper sharewill decrease. Searching for high profitsmay result in collapse of the com-
pany, asit involveshigh degreeof risk and goesagainst theinterest of the shareholderswho are bearing the
maximum risk. Therefore, profit maximizationisnot considered to be an appropriategodl.

Thegod of earningsper sharemaximization aso suffersfromthefollowinglimitations: (i) itsdoesnot
specify thetime of expected returns(ii) it does not consider risk associated with future earnings, and (iii) it
does not takeinto account thefinancial risk.

1.7.2. Wealth Maximization:

Weal th maximization means maximization of market price of shares, which istherational guide
for running a business. Shareholders’ wealth is represented by the market value of equity holdings.
Market price of share acts, as an index of performance of acompany. If the market price of shareisa
measure of efficiency, the goal of maximization of wealth helpsin the efficient allocation of financial
resources in a society.

(i) Implications of Wealth M aximization:

* Thegod aimsat prosperity and perpetuity of acompany.

* Thegoal helpsin measuring the performance of acompany

* Thegoal helpsinalocation/ reallocation of scarceresources

* |t helpsthe company in dischargingitsresponsibilitieseffectively, such as.

* Consumer protection

* Payment of fair wages

* Provision of safeworking conditions.
* Environmenta protection.

* Support to socid problems.

* It leadsto efficient use of scarce and precious resources
* It considersrisksassociated
(i) What isWealth M aximization?

Weal th maximization means maximizing the net present val ue of acourse of businessaction. Net
present value (NPV) isthe difference between present value of expected benefitsand present value of cash
outflows.

If the cash inflows at end of the respective yearsare:  A1,A2, A3, ........ An

the present val ue of these cashinflows can be cal culated by discounting the future cash flows by
using adiscounting factor, i.e., k asunder:
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Sum of these present values is the PV of future benefits .

If costs at the end the of each year, are:

C,.C,, C,, C

0 Co i \
Their present value the investments is calculated as under :
C, C, C, C
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Sum of these present values is the PV of costs of investment

NPV = [PV of Benefits - PV of costs]
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Intheabove equation K refersto thediscount rate and t refersto thetime period.
Every financia decisioninvolvescostsand benefitsand resultin NPV and maximization of this
NPV isconstrued asmaximizing wedth of financid decisions, which havealong-termimpact onthefirm.
They aredtrategic, crucial andwhichinvolverisk are:
Investment decision

Financingdecison
Dividend decision
Thesedecisionsaretaken with an objective of maximizing Net Present Valuewhich leadsto value
maximization of thecompany and in turnweath maximization of shareholders.
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Figurel.3Goal of aFirm
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Valueof a Firm =f [Investment, Financing, Dividend decision]
VvV =f [I,F D]

1.8. Financial Decisions

Theabovesaid activities of Finance Functionsare classified asthreemgjor Financial Decisions.
Threemagor decisions, which arestrategic, crucia , which havelong termimpact and which cannot be
reversed without abnormal lossesare

(& Investment decision
(b) Financing decision
(c) Dividend decision

1.8.1. Investment decison: Investment decision rel ateto the sel ection of projectsor investment opportu-
nities, whicharefinancialy viable. The processof investment decisioninvolvesthefollowing steps— Gen-
eration of investment ideasor opportunities

— Definingthe objectivein quantitativeterms
— Evaluation of each opportunity using techniquesof evaluation
— Sdlection of the best dternativeinvestment
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— Implementation of thefeasibleinvestment

— Follow up or monitor the executed project whether it is providing expected return or not.

Decisionslike(a) makeor buy, (b) buy or lease, (c) outright purchaseor hire purchase, (d) replacement
of manual activitieswith mechanization, (€) replacement of outdated technol ogy with latest technology (f)
replacement of worn-out machinery with latest ones, (g) mergers(h) amagametion (i) acquigtions, (j) launching
of anew product (k) expansion activities (I) enteringinto foreign marketsare someof the areas comesunder
the Investment decisionswhich aretaken by the Financial Manager inthe businessorganizations.

Thesedecisonsarebased onfinancia estimatesre aingto thefuture. When futureisuncertain, there
isachancethat actual outcomemay deviatefrom the estimated outcome. Thesechangesamountsasrisk and
therefore measurement of risk intheinvestment decisionsisessentia and crucid.

1.8.2. Financing Decision:

Financing decisionisrelated to judiciousmix of debt and equity. It decidesthe capital structureof a
company and also related to themix of short and long term sources. When investment decisionisatrade off
between return and risk, financing decisionisatrade off between cost andrisk. Investment decisioninvolves
busi nessor operating or investment risk. Financing decisioninvolvesfinancid risk.

Fundsarerequiredin businessfor financing fixed assets and for day-to-day business operations.
Thus, thefinancing decision isrelated to the procurement of funds, which can bearranged in variousforms
and from different sources.

Equity sharecapital, preference share capital, debentures, company deposits, long term loansfrom
financid ingtitutions, inter corporate borrowings, bank overdraft, cash credit are some of theformsof funds,
which arebroadly divided into ownersand outsidersmoney. Some of these sourcesinvolved fixed commit-
ment on the part of the company.

Morespecifically thefollowing businessactivitiesare belongsto financial decisons:
??2determination of degree of leverage;

=>» Raising funds through equity and debt and also raising funds from long term and short
term sources,
=>» Consideration of tax benefit of usage of debt

1.8.3. Dividend Decision:

Dividend decisionisindirectly afinancing decision. If sourcesof fundsareclassified asinterna and
external sources, al the sourcesdiscussed under the*financing decision’ are external sources. Dividend
decisonreatestothedistribution of profitsafter meeting al the expensesamong the equity shareholders.
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No businessenterprisewill distributeall the profitstoitsowners. Someof theprofitsareretainedin
thebusinessfor future purposesfor expansion or diversification of the business. Theseretained profitsare
considered asinternal generated funds, which are bel onging to the existing sharehol ders of thefirm. Net
worth of the shareholdersisasum of equity sharecapital plusretained earnings. If thenet worthincreases,
thebook value of the shareincreases, which will haveafavourableimpact on the market price of the shares.

Dividend decisionisconcerned with thedetermination of dividend payoutratio Dividendsprovide
current earningsto the sharehol ders, whereasretai ned earningsincrease the scopefor moreearningsinthe
future period. Taking into cons deration of the company’ sfutureinvestment opportunitiesanditsability totap
the capital market, tax effect, shareholders’ expectations, etc, adividend decision hasto betaken.

Thus, theinvestment, financing and dividend decison areinterrdated. Theirimpact onthevaueof the
company should betaken into consideration, asthey affect the market value of the share.

1.9. Risk - Return Trade off:

Investment decisionsinvolvetwo aspectsi.e. therisk and the return. Finance managers haveto
select those investment projects by balancing the rerun. When futureis uncertain, these are achance of
variability inthe expected return, whichiscalled businessrisk or operating risk or investment risk. Any
attempt toincreasetheforces of risk e ement. Therefore, afinance manager hasto optimizetheforcesof risk
and return Sel ection of investment opportunitieswhererisk and return are optimized isknown asrisk-return
trade-off.

Financing decisionsaso involvereturn and risk. When the decision rel ated to the capital structureor
debt-equity mix or financia leverageistaken, it isquite possiblethat acompany may attempt to use more
debt, as purpose. Increasing use of debt reducesthe cost of capital to the company. But, it increasesthe
variability of theshareholders' return. Therefore, finance manager hasby increasing risk andreturnand arrive
at an optimum capital structure. Selection of optimum capita structurewherereturnandrisk areoptimizedis
known asrisk-trade-off whichisshowninfigurel1.4.
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Figure12.4. : Trade - off between Return and Risk
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1.10. TimeValueof Money

Animportant principlein financeisthat theva ue of money isdependent ontime. Thevaueof money
received today isdifferent from the value of money received after sometimeinthefuture. Theprincipleis
based on thefact that what wereceivetoday can beinvested and areturn can beearned onit. For example,
between Rs 100 now or Rs 100 after oneyear, Rs 100 now will have moretimeva ue becauseif itisinvested
inany opportunity, for exampleat 10% rate of interest, and areturn of Rs 10 can be earned and therefore the
amount of Rs 100 becomes Rs 110 ayear after.

In businesssituations, variousdecisonsinvolveoutflow and inflow of funds, which do not take place
at thesametime. For example, in the case of investment decision outflowsin theform of cost of the project
takes placefirst anditisfollowed by inflowsintheform of profitsor returnsinfuture.

Outflows Inflows
Time to t1 to t3 ...... .1
(Cost of Returns(or) Returns(or) Returns(or)  Returns(or)
theproject) profit profit profit profit

The difference in their timing makesiit difficult to compare the costs and benefits. Therefore,
thereisaneed to equalize the time value of inflows and outflows. For this Time value can beincorpo-
rated into the financial decisions either by compounding or by discounting.

Let us try to understand these methods.

1.10.1. Compounding: Compounding isthe processof finding the FutureVValue of anamount at theend
of aperiodusing aninterest rate. For example, if wewant to find thefuturevalue of Rs100(PV) at theend
of oneyear when interest rate(r) is 12 percent per annum:
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FV = Presentvalue + Interestfor one year at 12%
FV, = PV + PV (r) = PV (1+7)
Rs 100 + 100 (12%) = Rs 100 + Rs 12 = Rs 112.

FV

1

If we wish to find FV at the end of second year

FV, = FV, + Interest of second year at 12 %
FV, + FV, (interest rate)

FV, + FV, ()

FV, (1+7)

We know that FV, = PV (1 +7)

FV, = PV(@+r(@+r) =PV(1+r1)?

Future value at theend of nyearscan betakenas. FVn =PV (1+1)"

Continuous compounding resultsin the maximum possiblefuturevaueat theend of ‘n’ periodsfor agiven
rate of interest (r).

1.10.2. Discounting - Discounting istheprocessof finding the present val ue of the expected benefitsat the
end of aperiod (n) using arate of interest (called thediscount rate). If wewant to find thepresent value of Rs
100to bereceived at the end of one year, when therate of interest is12 per cent, the present valueis:

PV =FV/(1+r)

=100/1+.12 = Rs. 89.29

It means that the present value of Rs 100 to be received at the end of one year, when dis-
counted at 12%, it is equivalent to Rs 89.29.

PV of Rs 100 to be received at theend or n’ years

PV = FV/(1+r)"

For these calculations, you are required to provide two types of Tables, which are givenin the
Appendix. They areCompound Value Tables andPresent Value Tables.

1.10.3. Annuity: AnAnnuity isastream of constant cash flows (payment or receipt) occurring at regular
intervalsof time. When cash flowsoccur at the end of each period we can find the future value by com-
pounding and present va ue by discounting.

Compound value of annuity. Futureor compound value of an annuity (FVA) can be cal culated by
usingthefollowingformula

@+r)"-1
r

FVA = Annuity amount X
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@a+n"-1

Inthe aboveequation, [ } expressioniscompound factor for one rupee annuity received

at theend of each year for nyearswith ‘r’ compound interest rate.

Having understood the methods of incorporating time val ue of money, through compounding and
discounting, let usnow see, how thesemethodsare relevant infinancia decision making

1.10.4 Financial Decisions:
Timevdueof Money :

(@) Investment Decision: Investment decision involves current cash outlay for expected stream of
cashinflowsinfuture.

TiITE to tl t2 f h o r e a s . tn
Cashflows |Cashoutlay (Co) |Cashinflow Cashinflow Cashinflow

The cashflows (outflowsand inflows) occur at different timeperiods. Therefore, they arenot com-
parable and henceto equate them, Timeval ue of money istaken into cons deration by discounting the cash
inflowstofindthe present valueof dl cashinflows. ThenthePV of cashinflowsiscompared with cash outlay
or cost of theinvestment project.

For example: A project costs Rs.1, 00,000 on which the expected to provide cash inflows as
followsfor 3years. Thecompany’scost of capita or required rate of returnis 15%. Whether the projectis

acceptable?

Year 1 2 3
CashInflows Rs 40000 Rs 50000 Rs 30000
Solution:

PV of cashinflows =PV of Rs40000 + PV of Rs50000 + PV of Rs 30000
= [40000 X 0.870] + [50000 X 0.756] + [30000 X 0.658]
= Rs 34800 + Rs 37800 + Rs. 19740

= Rs. 92340
Inthisexample, thepresent valueof cashinflowsisRs 92,340, wheress, the cost of the projectisRs
11akh. Asthe benefits arelessthan the cost the project, henceit isnot acceptable.
(b) Financing Decision: When acompany issues debentures, it receives cash flows now.
Interest payments areto be made at the end of each year. At theend of the period the debentureamount is
redeemed. Therefore, thefinancing decisioninvolvescashinflowsfirgt, followed by cash outflows:
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TiITE to tl t2 e e e e e e e . tn
Cashflows Sdevdueof Interest Interest Interest and
Debentures redemption value

Asthese cash flowstakes place at different times, they cannot be compared. Timevaueof payment
istaken into consideration by finding the present val ue of interest payments and redemptionvalue. The
present value of cash outflowsiscompared with sale value of debenturesand takesthefinancing decision
whether to take-up theissue of debentures.

1.11. Summary

Thislesson hasprovided you an overview of Finance Functionin abusinessfirm. Thescopeand the
sgnificanceof financiad management and financefunctionsinabus nessfirm havebeen covered. Theprimary
financia objectiveof acompany and the broad goa hasbeen discussed. Profit maximizationvis-aviswedth
maximization reveal ed that profit maximization goa hascertain limitations, which can be overcomewith
wesdlth maximization god . Theorgani zation of financefunction and roleof finance manager provideaninsight
into organizationa chart and variousfunctionsof financia manager.

Therearethreemgor financia decisions, viz., Investment, Financing and Dividend decisions. Invest-
ment decision relatesto the selection of viable projects and estimating their returns. Financingdecisionis
concerned with theways of finding fundsto meet the capita budget requirement. Dividend decisonisabout
how the earningsof the company areto beusedi.e., abreak-up between dividendsand retention. Findly, the
timevalue of money hasbeen presented.

1.12. Key words

Financid Management  : Concernstheacquisition, financing, and management of assetswith someover-
dlgod.

FutureVaue :  Thevaueat somefuturetime of apresent amount of money, or aseriesof
payment, evaluated at agiveninterest rate.

Net Present Vaue :  ThePresent Vaueof aninvestment projectsnet cash flowsminusthe projects
initial cash outflow.

Present Value . Thecurrent value of afuture amount of money, or aseries of payments,

evauated at agiveninterest rate.

Price/ earningratio (P/O):  Themarket priceper shareof afirm’scommon stock dividend by the most
recent 12 monthsof earnings per share.

Risk . Thevariability of returnsfromthosethat are expected.

Capital structure : Themix of afirm’spermanent long - term financing represented by debt,
preferred stock, and common stock equity.

Compound Interest : Interest paid on any previousinterest earned, aswell ason theprincipal
borrowed.
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Profit Maximization : Itisacriterion for economic efficiency as profits provide ayard stick by
which economic performances can be judged under condition of perfect
competition.

WedthMaximization : It standsthat the management should seek to maximizethe present val ue of

Discounting

the expected returnsof thefirm.

: A reduction of somefutureamount of money to apresent val ue at some appropri-
ateratein accordance with the concept of thetimeva ue of money.

1.13 Self - Assessment questions.

1
2.

What do you mean by “Finance Function”? Explain the scope of finance Function.

What is Financial Management? What role a Financial Manager plays in a corporate
enterprise?

Do you think Wealth Maximization asagoa of acompany issuperior to Profit Maximization?
Explan.

What arethe mgjor Financia Decisions? How do you trade - off risk and return?

How isFinance Function organized? What arethefunctionsthat finance officersperformina
largefirm?

What do you mean by TimeVaue of Money? Explainitsrelevanceinfinancia decision-mak-
ing.

1.14. Further Readings

1

w
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