2.1- FINANCIAL MANAGEMENT
Module 1 : Goals and functions of financial management, financial analysis and   
 
control, cost-volume-profit analysis, operating and financial 


leverage, time value of money.


[ 15 sessions ]

INTRODUCTION:


In our present day economy, finance is defined as the provision of money. Every enterprise, whether big, medium or small, needs finance to carry on its operations and to achieve its targets.  It is rightly said to be the lifeblood of an enterprise. 


Traditionally the subject of finance is classified into two classes: (i) Public Finance; and (ii) Private Finance. Public finance deals with the requirements, receipts and disbursements of funds in the government institutions like states, local self-governments and central government. Private finance is concerned with requirements, receipts and disbursements of funds in case of an individual, a profit seeking business and a non-profit organization. Thus, private finance is classified into: (i) Personal finance; (ii) Business finance; and (iii) Finance of non-profit organizations.

Personal finance deals with the analysis of principles and practices involved in managing one’s own daily need of funds. The study of principles, practices, procedures, and problems concerning financial management of profit making organizations engaged in the field of industry, trade, and commerce is undertaken under the discipline of business finance. 


The finance of non-profit organization is concerned with the practices, procedures and problem involved in financial management of charitable, religious, educational, social and other similar organizations. 

MEANING OF BUSINESS FINANCE


Literally speaking, the term ‘business finance’ connotes finance of business activities.  The word ‘business’ means a ‘state of being busy’. All creative human activities relating to the production and distribution of goods and services for satisfying human wants are known as business.  It also includes all those activities, which indirectly help in production and exchange of goods, such as, transport, insurance, banking and warehousing, etc.  Broadly speaking, the term ‘business’ includes industry, trade and commerce.


Finance may be defined as the provision of money at the time when it is required.  Infact, it refers to the management of flows of money through an organization. Thus, the term ‘business finance’ as an activity or a process, this is concerned with acquisition of funds, use of funds and distribution of profits by a business firm.  

DEFINITION OF CORPORATION FINANCE/FINANCIAL MANAGEMENT

Wheeler defines business finance as “that business activity which is concerned with the acquisition and conservation of capital funds in meeting the financial needs and overall objectives of business enterprise”.


Guthmann and Dougall defined business finance as “the activity concerned with the planning, raising, controlling and administering the funds used in the business”. 

Thus, the scope of corporation finance is so wide as to cover the financial activities of a business enterprise right from its inception to its growth and expansion and in some cases to its winding up also.  Usually, it deals with financial planning, acquisition of funds, use and allocation of funds, and financial controls.


To sum up in simple words, financial management as practiced by corporate firms can be called as corporation finance or business finance.  Thus, financial management refers to that part of the management activity, which is concerned with the planning, and controlling of firm’s financial resources.  
EVOLUTION OF CORPORATION FINANCE/FINANCIAL MANAGEMENT

Corporation finance emerged as a distinct field of study only in the early part of this century because of consolidation movement and formation of large sized business undertakings.  In the initial stages of the evolution of corporation finance, emphasis was placed on the study of sources and forms of financing the large sized business enterprises.  The grave economic recession of 1930 has rendered difficulties in raising finance from banks and other financial institutions.  Thus, emphasis was laid upon improved methods of planning and control, sound financial structure of the firm and more concern for liquidity.  The ways and means of evaluating the credit worthiness of firms were developed. 


The post World War II era necessitated reorganization of industries and the need for selecting sound financial structure. In the early 50’s the emphasis shifted from the profitability to liquidity and from institutional finance to day-to-day operations of the firm. The techniques of analyzing capital investment in the form of ‘capital budgeting’ were also developed. 


The modern phase began in mid-fifties and the discipline of corporation finance or financial management become more analytical and quantitative.  Infact, 1960’s witnessed phenomenal advances in the theory of ‘portfolio analyses by Marco Witz, Sharpe, and Linter etc.  Capital Asset Pricing Model (CAPM) was developed in 1970’s. 

 The CAPM suggested that some of the risks in investments could be neutralized by holding of diversified portfolio of securities.  The ‘Option Pricing Theory’ was also developed in the form of the Binomial Model and the Black-Scholes Model during this period.  The role of taxation in personal and corporate finance was emphasized in 80’s.  Further, newer avenues of raising finance with the introduction of new capital market instruments such as PCD’s, FCD’s, PSB’s and CPP’s etc., were also introduced.  Globalisation of markets has witnessed the emergence of ‘Financial Engineering’, which involves the design, development and implementation of innovative financial instruments and the formulation of creative optimal solutions to the problems in finance.  Thus, it may be concluded that financial management has evolved from a branch of economics to a distinct subject of detailed study of its own.
IMPORTANCE OF FINANCIAL MANAGEMENT 

Finance is the lifeblood and nerve centre of a business, just as circulation of blood is essential in the human body for maintaining life, finance is a very essential to smooth running of the business.  It is rightly termed as universal lubricant, which keeps the enterprise dynamic.  Right from the very beginning, i.e., conceiving an idea to business, finance is needed to promote or establish the business, acquire fixed assets, make investigations such as market surveys, etc., develop product, keep men and machine at work, encourage management to make progress and create values. Even an existing concern may require further finance for expansion and diversification programmes. 

 Infact, the advent of corporate enterprises has resulted into: (i) the increase in size and influence of the business enterprises; (ii) wide distribution of corporate ownership; and (iii) separation of ownership and management.  These factors further increased the importance of corporation finance.


Thus, financial management is applicable to every type of organization, irrespective of its size, kind or nature.  Every management aims to utilize its funds in a best possible and profitable way.  Therefore, this subject is acquiring a universal applicability.  It is indispensable in any organization as it helps in:

(i) financial planning and successful promotion of an enterprise;

(ii) acquisition of funds as and when required at the minimum possible cost; 

(iii) proper use and allocation of funds;

(iv) taking sound financial decisions;

(v) improving the profitability through financial controls; 

(vi) increasing the wealth of the investors and the nation; and

(vii) promoting and mobilizing individual and corporate savings. 
SCOPE OR CONTENT OF FINANCIAL MANAGEMENT

The main objective of financial management is to arrange sufficient finances for meeting short-term and long-term needs.  These funds are procured at minimum costs so that profitability of the business is maximized.  With these things in mind, a Financial Manager will have to concentrate on the following areas of finance function. 
1. Estimating Financial Requirements: The first task of a financial manager is to estimate short-term and long-term financial requirements of his business.  The amount required for purchasing fixed assets as well as needs of funds for working capital will have to be ascertained.  

2. Deciding capital structure: The capital structure refers to the kind and proportion of different securities for raising funds.  It may be wise to finance fixed assets through long-term debts.  Of course, a decision about various sources for funds should linked to the cost of raising funds.  

3. Selecting a source of finance: After preparing a capital structure, an appropriate source of finance is selected.  The need, purpose, object and cost involved may be the factors influencing the selection of a suitable source of financing. 
4. Selecting a pattern of investment:  The selection of an investment pattern is related to the use of funds.  A decision will have to be taken as to which assets are to be purchased.  The decision-making techniques such as capital budgeting, opportunity cost analysis etc. may be applied in making decisions about capital expenditures. While spending on various assets, the principles of safety, profitability and liquidity should not be ignored. 

5. Proper cash management: Cash management is also an important task of finance manager.  He must ensure neither there is a shortage of it and nor it is idle.  Any shortage of cash will damage the creditworthiness of the enterprise. The idle cash earns nothing and hence it is a loss. Thus, cash is to be managed efficiently.
6. Implementing financial controls: An efficient system of financial management necessitates the use of various control devices like, (i) Return on investment, (ii) Budgetary Control, (iii) Break Even Analysis, (iv) Cost Control, (v) Ration Analysis, (vi) Cost and Internal Audit. 

7. Proper use of surplus: A judicious use of surplus is essential for expansion and diversification plans and in protecting the interests of shareholders.  The ploughing back of profits is the best policy of further financing but it clashes with the interests of shareholders.  A finance manager should consider the influence of various factors, such as : (a) trend of earnings of the enterprise, (b) expected earnings in future, (c) market value of shares, (d) need for funds for financing expansion, etc.
OBJECTIVES OF FINANCIAL MANAGEMENT


Financial management is concerned with procurement and use of funds.  Its main aim is to use business funds in such a way that the firm’s value/earnings are maximized.  The pros and cons of various decisions have to look into before making a final selection.  The main objective of a business is to maximize the owner’s economic welfare.  This objective can be achieved by: 

1. Profit Maximisation, and 

2. Wealth Maximisation
1. Profit Maximisation: Profit earning is the main aim of every economic activity.  No business can survive without earning profit.  Profit is a measure of efficiency of a business enterprise. 

 Profits also serve as a protection against risks, which cannot be ensured.  Thus, profit maximization is considered as the main objective of business.  The following arguments are advanced in favour of profit maximization as the objective of business:

(i) When profit earning is the aim of business then profit maximization should be the obvious objective.
(ii) Profitability is a barometer for measuring efficiency and economic prosperity of an enterprise.

(iii) Economic and business conditions do not remain same at all the times.  There may be adverse business conditions like recession, depression, severe competition etc.  A business will be able to survive under unfavourable situation, only if it has some past earnings to rely upon.

(iv) Profits are the main sources of finance for the growth of a business.

(v) Profitability is essential for fulfilling socio-economic welfare goals also. 

However, profit maximization objective is criticized on many grounds.  A firm 

Pursuing the objective of profit maximization starts exploiting workers and the consumers.  Hence, it is immoral and leads to many corrupt practices. Further, it leads to colossal inequalities and lowers human values. It is also argued that profit maximization should be the objective in the conditions of perfect competition and in the wake of imperfect competition today, it cannot be the legitimate objective of a firm. 

 The concept of limited liability in the present day business has separated ownership and management. A company is financed by shareholders, creditors and financial institutions and is controlled by professional managers, workers, customers; government and society are also concerned with it.  So, one has to reconcile the conflicting interests of all these parties. 


 Thus, profit maximization has been rejected because of the following drawbacks:  
(i) The term ‘profit’ is vague and it cannot be precisely defined.  It means different things for different people. Should we consider short-term profits or long-term profits? Does it mean total profits or earnings per share? Should we take profits before tax or after tax? Does it mean operating profit or profit available for shareholders?

(ii) Profit maximization objective ignores the time value of money and does not consider the magnitude and timing of earnings. It treats all earnings as equal though they occur in different periods.  

(iii) It does not take into consideration the risk of the prospective earnings stream.  Some projects are more risky than others.  

(iv) The effect of dividend policy on the market price of shares is also not considered in the objective of profit maximization. 
2. Wealth Maximisation:


Financial theory asserts that wealth maximization is the single substitute for a stockholder’s utility.  When the firm maximizes the stockholder’s wealth, the individual stockholder can use this wealth to maximize his individual utility.  A stockholder’s current wealth in the firm is the product of the number of shares owned, multiplied with the current stock price per share.

Stockholder’s current wealth in a firm = No. of shares X Current stock price

                                                                         Owned                   per share

Symbolically,




Wo = NPo

Given the number of shares that the stockholder owns, the higher the stock price per share, the greater will be the stockholder’s wealth.  Thus, a firm should aim at maximizing its current stock price. However, the maximization of the market price of the shares should be in the long run. The long run implies a period, which is long enough to reflect the normal market value of the shares irrespective of short-term fluctuations. 

Therefore, wealth maximization objective not only serves shareholder’s interests by increasing the value of holdings but ensures security to lenders also.  The survival of management for a longer period will be served if the interests of various groups are served properly.  


Criticism of Wealth Maximisation: The wealth maximization objective is criticized by certain financial theorists on following accounts:

(i) It is a prescriptive idea.  The objective is not descriptive of what the firms actually do. 
(ii) The objective is not necessarily socially desirable.

(iii) There is some controversy as to whether the objective is to maximize the stockholders wealth or the wealth of the firm, which includes other financial claimholders.

(iv) The objective of wealth maximization may also face difficulties when ownership and management are separated, as is the case in most of the large corporate form of organizations. 

In spite of all the criticism, the wealth maximization is the most appropriate objective of a firm.
FINANCIAL DECISIONS

Financial decisions refer to decisions concerning financial matters of a business firm.  These decisions are classified into three groups:

1. Investment decisions.

2. Financing decisions.

3. Dividend decisions.

1. Investment Decisions:  It relates to the determination of total amount of assets to be held in the firm, the composition of these assets and the business risk complexions of the firm as perceived by its investors.  The investment decisions can be classified under two groups: (i) Long-term investment decision and (ii) Short-term investment decision.  The long-term investment decision is referred to as the capital budgeting and the short-term investment decision as working capital management. 

Capital budgeting is the process of making investment decisions in capital expenditure.  These are expenditures, the benefits of which are expected to be received over a long period exceeding one year.  The investment proposals should be evaluated in terms of expected profitability, costs involved and the risks associated with the projects. 


Short-term investment decision, on the other hand, relates to the allocation of funds as among cash and equivalents, receivables and inventories.  Trade off between liquidity and profitability influences such a decision.   A sound short-term investment decision or working capital management policy is one, which ensures higher profitability, proper liquidity and sound structural health of the organization.
2. Financing Decisions:  Once the firm has taken the investment decision and committed itself to new investment, it must decide the best means of financing these commitments.  The financing decision is not only concerned with how best to finance new assets, but also concerned with the best overall mix of financing for the firm.


A finance manager has to select such sources of funds, which will make optimum capital structure.  The important thing to be decided here is the proportion of various sources in the overall capital mix of the firm.  The debt-equity ration should be fixed in such a way that it helps in maximizing the profitability of the concern.  If the capital structure is able to minimize the risk and raise the profitability then the market prices of the shares will go up maximising the wealth of shareholders. 
3.  Dividend Decision:  It relates to the disbursement of profits back to investors who supplied capital to the firm. The dividend refers to that part of profits of a company, which is distributed among its shareholders.   The higher rate of dividend may raise the market price of shares and thus, maximize the wealth of shareholders.  The firm should also consider the question of dividend stability, stock dividend (bonus shares) and cash dividend.

However, it is to be remembered that all these decisions influence one another and are inter dependent.  This is because of the fact that the underlying objective of all these decisions is the same, i.e., maximisation of shareholders’ wealth. 
FACTORS INFLUENCING FINANCIAL DECISIONS


There are a number of (both external as well as internal) factors that influence the financial decisions.  The important factors are given below:
External Factors:
· State of economy

· Structure of capital and money markets

· Requirements of investors

· Government policy

· Taxation policy

· Lending policy of financial institution
Internal Factors:

· Nature and size of business

· Expected return, cost and risk

· Composition of assets

· Structure of ownership

· Trend of earnings

· Age of the firm 

· Liquidity position

· Working capital requirements

· Conditions of debt agreements
FUNCTIONAL AREAS OF FINANCIAL MANAGEMENT

Financial management, at present, is not confined to raising and allocating funds.  The study of financial institutions like stock exchange, capital market etc. is also emphasized because they influence underwriting of securities and corporate promotion.  The scope of this subject has widened to cover capital structure, dividend policies, profit planning and control, depreciation policies, etc.  Some of the functional areas covered in financial management are discussed as such:
1. Determining Financial Needs:  A finance manager should determine financial needs of the concern.   Funds are needed to meet promotional expenses, fixed and working capital needs.  A wrong assessment of financial needs may jeopardize the survival of a concern.

2. Selecting the Sources of Funds:  A number of sources may be available for raising funds.  A concern may resort to issue of share capital and debentures.  Financial institutions may be requested to provide long-term funds.  The working capital needs may be met by getting cash credit or overdraft facilities from commercial banks.  Thus, the selection of a suitable source of funds will influence the profitability of the concern.  Hence, the selection should be made with great caution.

3.  Financial Analysis and Interpretation:  The finance manager is expected to know about the profitability, liquidity position, short term and long-term financial position of the concern.  For this purpose, a number of ratios have to be calculated.  Funds flow and cash flow techniques are to be applied to analyse and interpret the financial results of the firm.
4.  Cost-Volume-Profit Analysis:  Cost-volume-profit analysis is an important tool of profit planning.  It answers questions like, what is the behaviour of cost and volume? At what point of production a firm will be able to recover its costs? How much a firm should produce to earn a desired profit?  To understand cost-volume profit relationship, one should know the behaviour of costs.  The costs may be subdivided as: fixed costs, variable costs and semi-variable costs.  Thus, the knowledge of cost-volume profit analysis is essential for taking important decisions about production and profits.

5.  Capital Budgeting:  Capital budgeting is the process of making investment decisions in capital expenditure.  It is an expenditure the benefits of which are expected to be received over a period exceeding one year.  It is an expenditure incurred for acquiring or improving the fixed assets, the benefits of which are expected to be received over a number of years in future.  A number of methods like pay back period method, rate of return method, net present value method, internal rate of return method and profitability index method may be used for making capital budgeting decisions.  This decision is vital to any organization.  An unsound investment decision may prove to be fatal for the very existence of the concern.

6.  Working Capital Management:  Working capital is the lifeblood and nerve centre of a business.  Just as circulation of blood is essential in the human body for maintaining life, working capital is essential to maintain the smooth running of business.  Working capital refers to that part of the firm’s capital, which is required for financing short term or current assets such as cash, receivables and inventories.  Proper management of working capital is an important area of financial management. 
7.  Profit Planning and Control:  Profit is used as tool for evaluating the performance of management.  The volume of revenue and expenditure determines profit.  Revenue may accrue from sales, investments in outside securities or income from other sources.  The expenditures may include manufacturing costs, trading expenses, office and administrative expenses, selling, distribution expenses, and financial costs.  Profit planning and control directly influence the declaration of dividend, creation of surpluses, taxation etc.   Break-even analysis and const-volume-profit relationship are some of the tools used in profit planning and control.

8.  Dividend Policy:  Dividend is the reward of the shareholders for investments made by them in the shares of the company.  The investors are interested in earning the maximum return on their investments whereas management wants to retain profits for further financing.  These contradictory aims will have to be reconciled in the interests of shareholders and the company. A number of factors such as magnitude and trend of earnings, desire and type of shareholders, future requirements of the company, government’s economic policy, taxation policy, etc, influence a dividend policy. 

CARDINAL PRINCIPLES OF FINANCIAL MANAGEMENT

In his endeavour to maximize corporate value of the firm, a finance manager must keep in view the following basic principles:

· Strategic Principle

According to this principle, financial objectives and decisions should synchronized to

to the corporate objectives and strategies. 

 It demands that  while deciding any matter pertaining to finance should interface with external environmental forces such as fiscal and industrial policies of the Government, economic and industrial trends, competitive landscape and state of money and capital markets, and assess long term implications of the decision being taken. 

· Optimisation Principle

Financial decisions should insist of intensive use of available capital. The wasteful
utilization   of funds is as dangerous as the inadequacy of funds. For that matter, finance manager must aim at maintaining proper balance between fixed and working capital.  
· Risk—Return Principle


This is concerned with maintaining proper balance between risk and returns that will maximize the wealth of the enterprise.  Given  this strategy, return and risk are the function of decision relating to size of the firm, kinds of assets to be acquired, types of funds to be employed, extent of funds to be kept in liquid form etc. However, they are in conflict with each other.  An increase in the cash position, for instance, reduces risk of illiquidity; however, since cash is not a productive asset, holding larger amount of assets in cash tends to reduce profitability.  

· Marginal Principle


According to this principle, an enterprise should continue to operate upto the point where its marginal revenue is just equal to its marginal cost.  When this is applied to investment decisions, shareholders’ wealth is maximized.  A firm should acquire assets if the marginal revenue obtained there from exceeds the marginal cost.
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Graphic Illustration of Marginal Principle

· Suitability Principle

Principle of suitability should be followed while deciding about sources of funding needs of the enterprise.  As such, short term financial needs should be financed by short term sources such as short term borrowings and long term needs be funded by long term sources as shares and debentures.

· Flexibility Principle


According to flexibility principle, financial plan of an enterprise should be capable of being adjusted when so desired.  Sometimes, it becomes necessary to adjust the plan in the light of environmental developments leading to changes in the scope of operations of the enterprise.   
· Timing Principle


Timing should be a crucial consideration in financial decisions.  Investment and financing decisions should be taken at a time that enables the organization to seize market opportunities and minimize cost of raising funds. 

· Ploughing Back Principle


According to this principle, a firm should focus more on internal funds for its needs for expansion, modernization and replacement.  This is for the fact that reliance on internal resources is not only cheaper in relation to other sources but it also strengthens the financial position of the organization to absorb boldly the shocks of business fluctuations and resist adverse conditions.   


Thus, with the above principles being followed, the stockholders’ equity position is also strengthened. The stockholders can take advantage of the price rise by disposing of the entirely or a part of the shares in the stock market.  Furthermore, they will be getting fairly large amount of dividends regularly in future when the company’s earnings improve considerably. 


ORGANISATION OF THE FINANCE FUNCTION


It is essential to set up a sound and efficient organization of the finance function mainly because of the vital importance of the financial decisions to a firm.  The ultimate responsibility of carrying out the finance functions lies with the top management. Thus, a department to organize financial activities may be created under the direct control of the board of directors.


The reasons for placing the finance functions in the hands of top management may be attributed to the following reasons:
First, financial decisions are crucial for the survival of the firm.  The growth and development of the firm is directly influenced by the financial policies.

Second, the financial actions determine solvency of the firm.  The solvency is affected by the flow of funds which is a result of the various financial activities; top management being in a position to co-ordinate these activities retains finance functions in its control.

Third, centralaisation of the finance functions can result in a number of economies to the firm. For e.g., purchase of assets economically, issue of shares etc.

Status and Duties of Finance Executives:


The exact nature of the organization for financial management will differ from firm to firm.  It will depend on factors such as the size, nature of the business, kinds of financial operations, capabilities of the firm’s financial officers and most importantly, on the financial philosophy of the firm.  The designation of the financial officer also differs from firm to firm e.g., financial manager, vice-president of finance, director of finance or financial controller.


Two more officers-treasurer and controller may be appointed under the direct supervision of Chief Financial Officer.

Organization of Finance Function…Chart


The term ‘Controller’ and ‘Treasurer’ are used in the United States of America for financial executives in a firm, where various functions of corporate finance or financial management are divided into controllership functions and treasure ship functions. The table below lists some of the important functions of the treasurer and the controller:

	Sl.No.
	Treasurer
	Controller

	1.
	Provision of capital (both long term and short term
	Accounting

	2.
	Relations with banks & financial institutions
	Preparation of financial reports

	3.
	Cash Management
	Reporting & interpreting

	4.
	Receivables management
	Planning and Control

	5.
	Protect funds and securities (insurance)
	Internal Audit

	6.
	Investors relations
	Tax administration

	7.
	Audit
	Economic appraisal & reporting to Government



However, it may be noted that many a times the functions of treasurer and controller overlap with each other.  Activities of the treasurer are performed by the controller and vice-versa. In India, controller is generally termed as financial controller or the management accountant.  But the designation of treasurer has not become popular and some of his functions are performed by company secretary.  A large number of companies in India appoint finance managers to discharge the duties of the treasurer or both of the controller and treasurer.  Some big companies even appoint the Chief financial Officer (CFO) to supervise the functions of these two financial executives.
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