
FINANCIAL MANAGEMENT

UNIT 1

Financial management refers to the efficient and effective management of money (funds) in such a 
manner as to accomplish the objectives of the organization. It is the specialized function directly 
associated with the top management. The significance of this function is not seen in the 'Line' but 
also in the capacity of 'Staff' in overall of a company. It has been defined differently by different 
experts in the field.

The term typically applies to an organization or company's financial strategy, while personal finance
or financial life management refers to an individual's management strategy. It includes how to raise 
the capital and how to allocate capital, i.e. capital budgeting. Not only for long term budgeting, but 
also how to allocate the short term resources like current liabilities. It also deals with the dividend 
policies of the share holders.

Scope of Financial Management
Some of the major scope of financial management are as follows: 

1. Investment Decision

2. Financing Decision

3. Dividend Decision

4. Working Capital Decision.

1. Investment Decision: 

The investment decision involves the evaluation of risk, measurement of cost of capital and 
estimation of expected benefits from a project. Capital budgeting and liquidity are the two major 
components of investment decision. Capital budgeting is concerned with the allocation of capital 
and commitment of funds in permanent assets which would yield earnings in future.

Capital budgeting also involves decisions with respect to replacement and renovation of old assets. 
The finance manager must maintain an appropriate balance between fixed and current assets in 
order to maximise profitability and to maintain desired liquidity in the firm.

Capital budgeting is a very important decision as it affects the long-term success and growth of a 
firm. At the same time it is a very difficult decision because it involves the estimation of costs and 
benefits which are uncertain and unknown.

2. Financing Decision:

While the investment decision involves decision with respect to composition or mix of assets, 
financing decision is concerned with the financing mix or financial structure of the firm. The raising
of funds requires decisions regarding the methods and sources of finance, relative proportion and 
choice between alternative sources, time of floatation of securities, etc. In order to meet its 
investment needs, a firm can raise funds from various sources.
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The finance manager must develop the best finance mix or optimum capital structure for the 
enterprise so as to maximise the long- term market price of the company’s shares. A proper balance 
between debt and equity is required so that the return to equity shareholders is high and their risk is 
low.

Use of debt or financial leverage effects both the return and risk to the equity shareholders. The 
market value per share is maximised when risk and return are properly matched. The finance 
department has also to decide the appropriate time to raise the funds and the method of issuing 
securities.

3. Dividend Decision:
In order to achieve the wealth maximisation objective, an appropriate dividend policy must be 
developed. One aspect of dividend policy is to decide whether to distribute all the profits in the 
form of dividends or to distribute a part of the profits and retain the balance. While deciding the 
optimum dividend payout ratio (proportion of net profits to be paid out to shareholders).

The finance manager should consider the investment opportunities available to the firm, plans for 
expansion and growth, etc. Decisions must also be made with respect to dividend stability, form of 
dividends, i.e., cash dividends or stock dividends, etc.

Object 1
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4. Working Capital Decision: 

Working capital decision is related to the investment in current assets and current liabilities. Current
assets include cash, receivables, inventory, short-term securities, etc. Current liabilities consist of 
creditors, bills payable, outstanding expenses, bank overdraft, etc. Current assets are those assets 
which are convertible into a cash within a year. Similarly, current liabilities are those liabilities, 
which are likely to mature for payment within an accounting year.

FINANCE FUNCTIONS

Finance manager performs the following major functions:

1. Forecasting Financial Requirements

It is the primary function of the Finance Manager. He is responsible to estimate the financial 
requirement of the business concern. He should estimate, how much finances required to acquire 
fixed assets and forecast the amount needed to meet the working capital requirements in future.

2. Acquiring Necessary Capital

After deciding the financial requirement, the finance manager should concentrate how the finance is
mobilized and where it will be available. It is also highly critical in nature.

3. Investment Decision

The finance manager must carefully select best investment alternatives and consider the reasonable 
and stable return from the investment. He must be well versed in the field of capital budgeting 
techniques to determine the effective utilization of investment. The finance manager must 
concentrate to principles of safety,liquidity and profitability while investing capital.

4. Cash Management

Present days cash management plays a major role in the area of finance because proper cash 
management is not only essential for effective utilization of cash but it also helps to meet the short-
term liquidity position of the concern.

5. Interrelation with Other Departments

Finance manager deals with various functional departments such as marketing, production, 
personel, system, research, development, etc. Finance manager should have sound knowledge not 
only in finance related area but also well versed in other areas. He must maintain a good 
relationship with all the functional departments of the business organization.

6. Choice of sources of funds: For additional funds to be procured, a company has many choices 
like- 

a. Issue of shares and debentures 
b. Loans to be taken from banks and financial institutions 
c. Public deposits to be drawn like in form of bonds 
d. Choice of factor will depend on relative merits and demerits of each source

7.  Disposal of surplus: The net profits decision have to be made by the finance manager. This can 
be done in two ways: 

a. Dividend declaration - It includes identifying the rate of dividends and other benefits like 
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bonus. 
b. Retained profits - The volume has to be decided which will depend upon expansional, 

innovational, diversification plans of the company. 
8. Financial controls: The finance manager has not only to plan, procure and utilize the funds but he
also has to exercise control over finances. This can be done through many techniques like ratio 
analysis, financial forecasting, cost and profit control, etc.

Organization of the financial management function
Many firms divide the decision -making responsibilities of management among several different 
officers, which often include those in manufacturing, marketing, finance, personnel, and 
engineering. A sample organization chart emphasizing the finance function. The finance function is 
usually headed by a vice president of finance, or chief financial officer (CFO), who reports to the 
president.

In some corporations the CFO may also be a member of the board of directors. In addition to 
overseeing the accounting, treasury, tax, and audit functions, today’s CFO often has responsibility 
for strategic planning, monitoring and trading foreign currencies, managing the risk from volatile 
interest rates, and monitoring production and inventory levels. CFOs also must be able to 
communicate effectively with the investment community concerning the financial performance of 
the company.

Financial Accounting 

This function involves the preparation of the financial statements for the firm, such as the balance 
sheet, income statement, and the statement of cash flows.

Cost Accounting This department often has responsibility for preparing the firm’s operating 
budgets and monitoring the performance of the departments and divisions within the firm.Taxes 
This unit prepares the reports that the company must file with the various government (local, state, 
and federal) agencies.

Data Processing Given its responsibilities involving corporate accounting and payroll activities, the
controller may also have management responsibility for the company’s data -processing 
operations.The treasurer is normally concerned with the acquisition, custody, and expenditure of 
funds. These duties often includeCash and Marketable Securities Management This group 
monitors the firm’s short -term finances forecasting its cash needs, obtaining funds from bankers 
and other sources when needed, and investing any excess funds in short-term interest -earning 
securities.

Capital Budgeting Analysis This department is responsible for analyzing capital expenditures that 
is, the purchase of long -term assets, such as new facilities and equipment.Financial Planning This 
department is responsible for analyzing the alternative sources of long-term funds, such as the 
issuance of bonds or common stock, that the firm will need to maintain and expand its operations.

Credit Analysis Most companies have a department that is responsible for determining the amount 
of credit that the firm will extend to each of its customers. Although this group is responsible for 
performing financial analysis, it may sometimes be located in the marketing area of the firm 
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because of its close relationship to sales.

Investor Relations Many large companies have a unit responsible for working with institutional 
investors (for example, mutual funds), bond rating agencies, stockholders, and the general financial 
community.

Pension Fund Management The treasurer may also have responsibility for the investment of 
employee pension fund contributions. The investment analysis and portfolio management functions 
may be performed either within the firm or through outside investment advisors.

Objectives of Financial Management

The financial management is generally concerned with procurement, allocation and control of 
financial resources of a concern. The objectives can be-

1. To ensure regular and adequate supply of funds to the concern.
2. To ensure adequate returns to the shareholders which will depend upon the earning capacity, 

market price of the share, expectations of the shareholders.
3. To ensure optimum funds utilization. Once the funds are procured, they should be utilized in

maximum possible way at least cost.
4. To ensure safety on investment, i.e, funds should be invested in safe ventures so that 

adequate rate of return can be achieved.
5. To plan a sound capital structure-There should be sound and fair composition of capital so 

that a balance is maintained between debt and equity capital.

Time Value of Money - TVM
The time value of money (TVM) is the idea that money available at the present time is worth more 
than the same amount in the future due to its potential earning capacity. This core principle of 
finance holds that, provided money can earn interest, any amount of money is worth more the 
sooner it is received. TVM is also referred to as present discounted value. 

BREAKING DOWN 'Time Value of Money - TVM'
Money deposited in a savings account earns a certain interest rate. Rational investors prefer to 
receive money today rather than the same amount of money in the future because of money's 
potential to grow in value over a given period of time. Money earning an interest rate is said to be 
compounding in value.

Basic Time Value of Money Formula and Example
Depending on the exact situation in question, the TVM formula may change slightly. For example, 
in the case of annuity or perpetuity payments, the generalized formula has additional or less factors. 
But in general, the most fundamental TVM formula takes into account the following variables:

FV = Future value of money

PV = Present value of money

i = interest rate
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n = number of compounding periods per year

t = number of years

Based on these variables, the formula for TVM is:

FV = PV x (1 + (i / n)) ^ (n x t)

For example, assume a sum of $10,000 is invested for one year at 10% interest. The future value of 
that money is:

FV = $10,000 x (1 + (10% / 1) ^ (1 x 1) = $11,000

The formula can also be rearranged to find the value of the future sum in present day dollars. For 
example, the value of $5,000 one year from today, compounded at 7% interest, is:

PV = $5,000 / (1 + (7% / 1) ^ (1 x 1) = $4,673

SOURCES OF LONG TERM FINANCE

The sources of long-term finance refer to the institutions or agencies from, or through
which finance for a long period can be procured. 
As stated earlier, in case of sole proprietary concerns and partnership firms, long-term funds are 
generally provided by the owners themselves and by the retained profits. But, in case of companies
whose financial requirement is rather large, the following are the sources from, or
through which long-term funds are raised.

1. Equity and Loans from the Government: 

We know the equity capital represents the interest free perpetual capital and as such, the right as 
well as control always go with the ownership of equity. In the case of public sector undertakings 
such right and control lies in the hands of Government or by a holding of apex bodies or partly by 
financial institutions and partly by the public.

Of course, usually the Government supplies only equity and/or loans and not the redeemable 
preference share capital although the later has been some distinct edges over the others, viz., a fixed
return can be obtained when the sector earns profit.

Usually, out of the total capital, 50% is being financed by way of long-term loans although their rate
of interest depends on the varying period of loans. Needless to say that such rate of interest is 
ascertained on the basis of the bank rate and Government of India Securities/Bonds.

No doubt, loan capital invites a problem public sector since the same must have to be repaid along 
with the interest. For this purpose, the same must be adjusted against the cash flow pattern of the 
sector, its earning capacity and many other related factors.

But, at present, the Government has decided to compose capital 50-50 i.e., equity and loan equally 
It is interesting to note that this acts in an adverse manner particularly to those which bears a long 
period of construction and gestation as well.

In 1968, a circular was issued by the Government which contained that loan capital had direct 

SITM, REWARI



impact on the profitability of the enterprises and the same should be considered while preparing the 
feasibility studies and DPRs. For this, the debt-equity ratio should be ascertained.

 2. Loan from Public Financial Institutions:

In 1967 when the IDBI was set up it was decided by the Government that no public sector 
undertaking will take any loans either from 1FC or from IDBI since routine Government funds must
not serve the required purposes of the public sector. They are primarily meant for private sector 
undertakings.

But in 1969, the Government changed its decisions and thought that a good tradition would be 
established if public sector undertakings utilize such resources from these financial institutions like 
private sector undertakings.

But the same will be possible after proper scrutiny about the financial needs of the enterprise by 
those institutions. However in 1971, the Government allowed the public sector undertakings to take 
loans from these financial institutions at par with the private sector undertakings. This is being 
continued till to date.

 3. Public Deposits:

Public deposit is a good source of finance for short-term working capital requirements of a private 
sector undertaking. In private sector undertaking, however, these are unsecured deposits taken for a 
short period, usually I to 3 years. But in public sector, they carry a hidden security.

In others words, if a public sector undertaking goes into liquidation, the lenders will be paid with 
the residue after meeting preferential creditors/secured creditors and naturally the Government will 
take initiative to rescue it. For this purpose, the Government does not encourage the public sector 
undertakings to take public deposits.

During 1980-81, the Government allowed the public sector to take unsecured public deposits for a 
maximum period of three years under cumulative and non-cumulative schemes. It may be 
mentioned here that some state Government enterprises take the advantages of public deposits.

Whenever the public sector undertakings desire to accept unsecured public deposits, they must have
to maintain the prescribed norms suggested by the Companies Act, like private sector.

That is, the public sector undertaking has to pay service charges and brokerage in addition to 
interest on deposits No doubt, this is a cheaper source of finance. For this reason, public sector 
undertakings take thousands of crores of rupees from public deposits.

 4. Internal Sources: 

Internal Sources is a very significant source of finance, it is needless to mention here that the 
primary source of finance for a firm should be its own source which is practiced by almost all the 
private sector undertakings.

A public sector undertaking should always go for such sources which arises out of the surplus of 
funds after meeting the costs and expenses and to reduce the claims on savings of the country. The 
internal sources consist of: Retained earnings, provision for depreciation etc.

Internal Sources and Dividend Policy:
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It is noted that Reserves and Surplus which are held by the public sector undertaking are related 
with dividend policy for the same. It is known to us that reserve is created out of surplus profit by 
starving the dividends, i.e., if part of profit is paid by way of dividend, the firm cannot transfer such 
surplus to Reserves and naturally if entire amount of such surplus is transferred to Reserve, nothing 
can be paid as dividend.

For this reason, in March, 1992 the Ministry of Finance issued an order that all profit earning public
sector undertakings must a minimum rate of dividend @ 20% of their post-tax profits from 1992- 
93 onwards and the public sector undertakings who are already paying dividend must increase the 
rate by 50% subject to the minimum of 20% stated above.

 5. Capital Market: 

Raising of funds by issuing equity in a common source of finance both for the private and public 
sector undertakings. It will be significant only when the firm takes its place in the capital market for
such purposes.

The Government, after liberalization, allowed the public sector undertakings to raise funds by 
issuing equity since it went down for partial disinvestment of equity. But it was found that most of 
the public sector undertakings was failed to raise necessary funds by issuing equity. That is, it was 
not a successful venture.

6. Bonds: 

In 1985, the Finance Minister announced a scheme for flotation of bonds by the power sectors and 
telecommunication sectors.

The bonds may be issued for:

(i) Setting up new projects; or

(ii) For expansion and diversification of existing projects; or

(iii) Meeting capital expenditure for modernization; and

(iv) Augmenting the long-term resources for the requirements of working capital.

Moreover, the other significant features of the said scheme were as under:

(i) Bonds must not be redeemed before the expiry of 7 years but not later than 10 years;

(ii) Debt-equity ratio must not exceed 4:1;

(iii) There must not be any deduction of tax at source;

(iv) Interest on bonds income is qualified for deduction u/s 8OL of the Income-tax Act;

(v) The bonds are exempted from the wealth tax without any limit; and

(vi) Interest rate on bonds must not exceed 14%.

It may be stated that interest-free bonds was costlier to the Government comparatively than the rate 
of interest they carry due to the loss suffered on account income-tax and wealth tax foregone by the 
Government for issuing such bonds.
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It was also revealed that as a single repayment after 7-10 years, it becomes difficult for the firm to 
accumulate adequate cash flows for such repayment for which either new bonds may be issued or 
needs budgetary support and as the funds have already used for capital projects

When the restriction on the rate of interest on the bonds and debentures are removed after the 
liberalization, some public sector undertakings are presenting to various institutional investors (e.g. 
various financial institutions and mutual funds) an interest rate of 17%.

7. International Sources through Equity and Loans: 

Raising of funds from foreign equity can be considered only when: 

(i) The project is a very big one which requires foreign loan capital and the same is not accepted by 
the foreigners until and unless a foreign firm is associated with it;

(ii) The enterprise needs special technical knowledge, inputs etc. which cannot be secured.

SITM, REWARI


	Scope of Financial Management
	Organization of the financial management function

	Time Value of Money - TVM
	Basic Time Value of Money Formula and Example




