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1.1 LEARNING OBJECTIVES
After going through this unit, you will be able to
After going through this unit, you will be able to :

•
•

define the financial activities of a business
discuss the importance of the finance function in a business
organization

•

explain the relationship between finance and other areas of
management

•
•

analyse the objectives of financial management
distinguish between profit maximization and shareholders’ wealth
maximization as objectives of financial management

•

explain the role of the finance manager.

1

1.2 INTRODUCTION
Finance lies at the root of economic activity. In any business,
money is required to support its various activities. Therefore, finance is an
important function. This has led to a separate discipline viz., Financial
Management which is of recent origin. This discipline draws heavily on
economics for its theoretical concepts. So, in this unit we are going to
discuss about financial management.
The subject is of immense interest to both academicians and
practicing managers. The interest to practicing managers is quite obvious.
Financial decisions are among the most crucial decisions in a business
organization. Therefore, an understanding of the theory of financial
management provides them with conceptual and analytical insights to
make those decisions prudently.

1.3 MEANING OF FINANCE
Business is an economic activity and finance is a factor which is
required for its continuance. Finance is an art and science of managing
fund. It basically denotes two areas: financial services and financial
management. The former concerned with the design and delivery of advice
and financial products to individuals, businesses and government and the
later denotes duties of financial managers in the business firm. According
to Oxford Dictionary, the word ‘finance’ means ‘management of money.’
According to Webster, finance connotes ‘the science on the study
of the management of funds.’
Thus, different scholars gave different views on the definition of
finance from time to time. According to different Scholar’s, it means raising
of funds denoting cash and encompassing the policy decision, acquisition
and utilization of funds.

1.4 MEANING OF FINANCIAL MANAGEMENT
Financial Management is that managerial activity which is
concerned with the planning and controlling of the firm’s financial resources.
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In other words, its role is to see that the financial activities of a firm are
carried out in the best possible manner. Basically, the finance function
centres around issues involved in fund acquisition and its utilization.
The term Corporate Financial Management is often used to
emphasize the financial management of companies. Thus, it consists of
the decisions relating to investment, financing and dividend.
Almost all business activities, directly or indirectly, involve the
acquisition and use of funds. For eg., recruitment of employees in
production activities require payment of wages and salaries and other
benefits, and hence involves finance. Similarly purchasing a new machine
or replacing the old one affects the flow of funds. In the same manner,
advertising and sales promotion activities affect the financial resources of
a firm.

1.5 FINANCE FUNCTION
The finance function encompasses the activities of raising funds,
investing them in assets and distributing returns earned from assets to
shareholders. While doing these activities, a firm attempts to balance
cash inflow and outflow. It is evident that the finance function involves the
four decisions viz., financing decision, investment decision, dividend
decision and liquidity decision. Thus the finance function includes:

•
•
•
•

Investment decision
Financing decision
Dividend decision
Liquidity decision

These activities do not necessarily occur in a sequence. We now elaborate
on these four financing decisions.
1.

Investment Decision: The investment decision, also known as
capital budgeting, is concerned with the selection of an investment
proposal/ proposals and the investment of funds in the selected
proposal. A capital budgeting decision involves the decision of
allocation of funds to long-term assets that would yield cash flows
in the future. Two important aspects of investment decisions are:
3

(a) the evaluation of the prospective profitability of new investments,
and (b) the measurement of a cut-off rate against that the prospective
return of new investments could be compared. Future benefits of

Debt —

investments are difficult to measure and cannot be predicted with

An obligation to

certainty. Risk in investment arises because of the uncertain returns.

repay the loan.

Investment proposals should, therefore, be evaluated in terms of
both expected return and risk. Besides the decision to commit funds
in new investment proposals, capital budgeting also involves
replacement decision, that is decision of recommitting funds when
an asset become less productive or non-profitable.
Equity —

The computation of the risk-adjusted return and the required rate of

The ownership

return, selection of the project on these bases, forms the subject-

interest of

matter of the investment decision.

shareholders in a

Long-term investment decisions may be both internal and external.

corporation.

In the former, the finance manager has to determine which capital
expenditure projects have to be undertaken, the amount of funds to
be committed and the ways in which the funds are to be allocated
among different investment outlets. In the latter case, the finance
manager is concerned with the investment of funds outside the
business for merger with, or acquisition of, another firm.
2.

Financing Decision: Financing decision is the second important
function to be performed by the financial manager. Broadly, he or
she must decide when, from where and how to acquire funds to
meet the firm’s investment needs. The central issue before him or
her is to determine the appropriate proportion of equity and debt.
The mix of debt and equity is known as the firm’s capital structure.
The financial manager must strive to obtain the best financing mix
or the optimum capital structure for his or her firm. The firm’s
capital structure is considered optimum when the market value of
shares is maximized.
The use of debt affects the return and risk of shareholders; it may
increase the return on equity funds, but it always increases risk as
well. The change in the shareholders’ return caused by the change
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in the profit is called the financial leverage. A proper balance will
have to be struck between return and risk. When the shareholders’
return is maximized with given risk, the market value per share will
be maximized and the firm’s capital structure would be considered
optimum. Once the financial manager is able to determine the best
combination of debt and equity, he or she must raise the appropriate
amount through the best available sources. In practice, a firm
considers many other factors such as control, flexibility, loan
covenants, legal aspects etc. in deciding its capital structure.
3.

Dividend Decision: Dividend decision is the third major financial
decision. The financial manager must decide whether the firm should
distribute all profits, or retain them, or distribute a portion and return
the balance. The proportion of profits distributed as dividends is
called the dividend-payout ratio and the retained portion of profits
is known as the retention ratio. Like the debt policy, the dividend
policy should be determined in terms of its impact on the
shareholders’ value. The optimum dividend policy is one that
maximizes the market value of the firm’s shares. Thus, if
shareholders are not indifferent to the firm’s dividend policy, the
financial manager must determine the optimum dividend-payout ratio.
Dividends are generally paid in cash. But a firm may issue bonus
shares. Bonus shares are shares issued to the existing shareholders
without any charge. The financial manager should consider the
questions of dividend stability, bonus shares and cash dividends in
practice.

4.

Liquidity Decision: Investment in current assets affects the firm’s
profitability and liquidity. Current assets should be managed efficiently
for safeguarding the firm against the risk of illiquidity. Lack of liquidity
in extreme situations can lead to the firm’s insolvency. A conflict
exists between profitability and liquidity while managing current
assets. If the firm does not invest sufficient funds in current assets,
it may become illiquid and therefore, risky. But if the firm invests
heavily in the current assets, then it would loose interest as idle
5

current assets would not earn anything. Thus, a proper trade-off
must be achieved between profitability and liquidity. The profitabilityliquidity trade-off requires that the financial manager should develop
sound techniques of managing current assets and make sure that
funds would be made available when needed.

1.6 SIGNIFICANCE OF FINANCIAL MANAGEMENT
Financial decisions directly concern the firm’s decision to acquire
or dispose off assets and require commitment of funds on a continuous
basis.

Almost all business activities, directly or indirectly involve the

acquisition and utilization of funds. Because it has an impact on almost
all activities of an organization, financial management occupies a significant
place in the organization. The concepts of financial management are
applicable to an organization irrespective of its size, nature of ownership
and control.

1.7 RELATIONSHIP OF FINANCIAL MANAGEMENT
WITH OTHER AREAS OF MANAGEMENT
There exists an inseparable relationship between finance on the
one hand and production, marketing, and other functions on the other. For
example, recruitment and promotion of employees is clearly a responsibility
of the HR function; but it requires payment of wages and salaries, and
thus, involves finance. Advertising and sales promotion activities fall under
the purview of marketing. Since they require cash, they affect financial
resources.
Although the finance function has a significant effect on other
functions, yet it need not necessarily limit or constraint the general running
of the business. Financial considerations are given more weightage over
other functions when a company is resource-crunched. Marketing and
other strategies will be devised in the light of the financial constraints. On
the other hand, a fund rich company will be more flexible in devising its
marketing and other activities. In fact, financial policies will be devised to
6

fit production and marketing decisions of a firm in practice. The following
are the relationships between financial management and other areas of
management.
1.

Financial Management and Marketing: It deals with planning and
controlling the entire marketing activities of a concern and comprises
the formulation of marketing objectives, policies, programmes and
strategies. The purpose behind marketing management is to enhance
the sales volume, to develop new markets, and to reach new
customers. However, the philosophy and approach to the pricing
policy are critical elements in the company’s marketing effort, image
and sales level. Since the determination of approximate price of the
company’s product is very important both to the marketing and
financial managers, there should be a joint decision. While the
financial manager can supply the vital information regarding costs,
changes in costs at different levels of production and the profit
margin required to carry on the business, the marketing manager
provides information as to how different prices will affect the demand
for the firm’s product in the market and the firm’s competitive position.
Thus, the role of financial manager for the formulation of the pricing
policies of the firm cannot be undermined.

2.

Financial Manager and Personnel Management: The personnel
manager organizes the personnel department, which is generally
assigned the operative functions of employment, compensation,
training, etc. These functions are performed in consultation with the
heads of other departments. However, all these require finances
and thereby the decision relating to these aspects can be taken by
the personnel department, only after consulting with the finance
department.

3.

Financial Management & Production Management: Production
is the conversion of raw materials into finished products, which is
also called manufacturing of goods. The production department will
have to ensure that production is carried on in the best manner at
the lowest cost. However, production is indirectly related to the key
7

day-to-day decisions by the financial manager. For instance, changes
in the production process may necessitate capital expenditures,
which the firm’s financial manager should evaluate and then finance.
Thus, management and production management are related.
4.

Financial Management & Cost Accounting: Cost accounting is
the steering wheel which keeps the organisation on a steady path
of prosperity. Most large firms have a separate cost accounting
department to monitor expenditures in their operational areas. It
helps the management in carrying out its functions by providing cost
information. The finance manager is concerned with the proper
utilisation of funds and thereby he is rightly concerned with the
operational costs of the firm. Moreover, as the financial manager of
the firm will have to make suitable recommendations to keep the
cost under control, the information supplies by cost accounting
department is very pertinent to him.

5.

Financial Management & Financial Accounting: Financial
accounting is that part of accounting which is employed to
communicate the financial information of a business unit. Thus, it
aims in ascertaining the profitability and providing information about
the financial position of the concern. However, financial accounting
is distinct from financial management, although both play role
complementary to each other. If financial accounting is concerned
with the recording, classifying, summarising and interpreting business
transactions, the financial management is concerned with the task
of ensuring that funds are procured at optimum cost and involve
minimum financial risk. The information supplied by financial
accounting is used by the financial manager to take decisions so as
to help the concern in accomplishing its goals.
In other words where financial accounting end, financial management
starts. A financial manager cannot take a rational decision untill and
unless accounting informations are available.

8

CHECK YOUR PROGRESS
Q1. What do you mean by financial management?
...........................................................................
...........................................................................
......................................................................................................
......................................................................................................
Q2. State the four decisions of finance function.
......................................................................................................
......................................................................................................
......................................................................................................
......................................................................................................

1.8 OBJECTIVES OF FINANCIAL MANAGEMENT
The firm’s investment and financing decision are unavoidable and
continuous. In order to make them rational, the firm must have a goal.
Two financial objectives predominate amongst many objectives. These
are:
1. Profit maximization
2. Shareholders’ Wealth Maximization (SWM)
Profit maximization refers to the rupee income while wealth maximization
refers to the maximization of the market value of the firm’s shares. Although
profit maximization has been traditionally considered as the main objective
of the firm, it has faced criticism. Wealth maximization is regarded as
operationally and managerially the better objective.
1.

Profit maximization: Profit maximization implies that either a firm
produces maximum output for a given input or uses minimum input
for a given level of output. Profit maximization causes the efficient
allocation of resources in competitive market condition and profit is
considered as the most important measure of firm performance.
The underlying logic of profit maximization is efficiency. Let us
elaborate the term efficiency.
In a market economy, prices are driven by competitive forces and
9

firms are expected to produce goods and services desired by society
as efficiently as possible. Demand for goods and services leads
price. Goods and services which are in great demand can command
higher prices. This leads to higher profits for the firm. This in turn
attracts other firms to produce such goods and services. Competition
grows and intensifies leading to a match in demand and supply.
Thus, an equilibrium price is reached. On the other hand, goods
and services not in demand fetches low price which forces producers
to stop producing such goods and services and go for goods and
services in demand. This shows that the price system directs the
managerial effort towards more profitable goods and services.
Competitive forces direct price movement and guides the allocation
of resources for various productive activities.
Objections to Profit Maximization: However, it is argued that the
assumption of perfect competition may not be valid. Also it is argued
that an objective developed in the early 19th century when the
features of business structure were self-financing, private property
and single entrepreneurship. The only aim of the single owner then
was to enhance individual wealth, which could easily be satisfied by
the profit maximization objective. But modern businesses are
characterized by a separation of management and ownership. The
stakeholders of a business organization are varied and include
shareholders, lenders, customers, employees, government and
society. The objectives of these different stakeholders differ and
may conflict with each other. The manager of the firm has the
challenging task of reconciling these conflicting objectives. Therefore,
in such a business situation, profit maximization is regarded as
unrealistic, difficult, inappropriate and socially irresponsible.
Another criticism is that such an objective tends to result in production
of goods and services that are unnecessary from society’s point of
view. It might also lead to inequality of income and wealth. The price
system and therefore, the profit maximization principle may not work
due to imperfections in practice. Firms producing same goods and
10

services substantially differ in terms of technology, costs and capital.
Therefore, it is difficult to have a truly competitive price system.
Thus, it is strongly doubted that the sole objective of profit
maximization can lead to social welfare. But it would be incorrect to
do away with this objective. Rather, government intervention is
required to minimize any market imperfections that exist and make
the market truly competitive.
Further profit maximization fails to serve as an operational criterion
for maximizing the owner’s economic welfare because it is loosely
defined, ignores the timing of returns and ignores risk. We elaborate
on these three aspects in the following paragraphs.
Ambiguous Meaning: The precise meaning of the term profit is not
clear and thus ambiguous. Does it mean short-term or long-term
profit? Does it mean profit before tax or after tax? Does it mean total
operating profit or profit accruing to shareholders?
Timing of Returns: The profit maximization objective does not
consider the time value of money as it values the earnings of different
periods as equal. This is because the money received today has
more value than received after five years.
Uncertainty of Returns: Two firms may have same total expected
earnings. But if the earnings of one firm fluctuate considerably as
compared to the other, it will be more risky. Generally, owners of the
firm would prefer smaller but sure profits to a potentially larger but
less certain stream of benefits. This objective ignores the uncertainty
that is associated with a stream of earnings.
An alternative to profit maximization, which overcomes the above
drawback, is the objective of wealth maximization.
2.

Shareholders’ Wealth Maximization: Shareholders’ wealth
maximization means maximizing the net present value of a course
of action to shareholders. Net Present Value (NPV) of a course of
action is the difference between the present value of its benefits and
the present value of its costs. A financial action that has a positive
NPV creates wealth for shareholders and therefore, is desirable. A
11

financial action resulting in negative NPV destroys shareholders’
wealth and is, therefore undesirable. Between mutually exclusive
projects, the one with the highest NPV should be adopted. NPVs of
a firm’s projects are additive in nature. That is
NPV(A) + NPV(B) = NPV(A+B)
The objective of Shareholders Wealth Maximization (SWM) considers
timing and risk of expected benefits. Benefits are measured in terms
of cash flows.

One should understand that in investment and

financing decisions, it is the flow of cash that is important, not the
accounting profits. SWM as an objective of financial management is
appropriate and operationally feasible criterion to choose among the
alternative financial actions.
Maximizing the shareholders’ economic welfare is equivalent to
maximizing the utility of their consumption over time. The wealth
created by a company through its actions is reflected in the market
value of the company’s shares. Therefore, this principle implies that
the fundamental objective of a firm is to maximize the market value
of its shares. The market price, which represents the value of a
company’s shares, reflects shareholders’ perception about the quality
of the company’s financial decisions. Thus, the market price serves
as the company’s performance indicator.
In such a case, the financial manager must know or atleast assume
the factors that influence the market price of shares. Innumerable
factors influence the price of a share and these factors change
frequently. Moreover, the factors vary across companies. Thus, it is
challenging for the manager to determine these factors.
It is, however, generally agreed that the value of an asset depends
on its risk and return. Let us understand the relationship between
risk and return.
Risk-return Trade-off: Risk is an element of financial decisions
and different financial decisions carry different degree of risk. For
instance, decision to invest money in government bonds has less
risk as interest rate is known and the risk of non-payment is very
12

less. On the other hand, decisions to invest money in equity shares
involve greater risk as return is not certain. However, the return from
government bonds will be lower than return from shares in the long
term. Risk and expected return move in the same direction; the
higher the risk, the higher the expected return.
Financial decisions are guided by the risk-return trade-off. The
relationship between return and risk can be expressed as:
Return = Risk-free rate + Risk-premium
Risk-free rate is a rate obtainable from a risk free government
security like treasury bills, bonds etc. An investor who bears risk
from his/her investment requires a risk premium above the risk-free
rate. Risk-free rate is a compensation for time and risk premium for
risk. Higher the risk of an action, higher will be the risk premium
leading to higher required return on that action. A proper balance
between risk and return should be maintained to maximize the market
value of a firm’s shares. Such balance is called risk-return trade-off
and every financial decision involves this trade-off.
The financial manager should strive to maximize returns in relation
to the given risk. To ensure maximum return, funds flowing in and
out of the firm should be constantly monitored to ensure that they
are properly utilized.

1.9 ROLE OF THE FINANCE MANAGER
A financial manager is a person who is responsible to carry out
the finance functions. The financial manager is a key person in an
organization and is part of the top management team. The finance
manager is responsible for shaping the fortune of an organization.
Therefore, he or she needs to have a broader and far-sighted outlook. He
must ensure that the funds of an organization are utilized in the most
efficient manner. Since the finance manager’s actions have far-reaching
consequences for the firm because they influence the size, profitability,
growth, risk and survival of the firm, and thus, affect the overall value of
the firm. The financial manager, therefore, must have a clear understanding
and a strong grasp of the nature and scope of the finance function.
13

The finance manager performs several important functions in close
consultation with the chief executive officer of the organisation. We discuss
these functions as follows:
1.

Formulation of Objective: Formulation of financial objectives is
the fundamental function of the financial manager. These objectives
should be in tune with the overall objectives of the organisation.

2.

Forecasting and Estimating Capital Requirements: A financial
manager has to estimate and forecast the financial requirements of
a business. He should make estimates for both short-term and
long-term requirements of funds. Unless proper thought is given to
the financial requirements of the business, there will be either
deficiency or surplus of funds. If a business concern has deficiency
of capital, it cannot meet its commitments in time. On the other
hand, if a business concern has excess capital, the management
may become extravagant in spending. This will increase the cost of
production and reduce the overall profit of the firm.

3.

Designing the Capital Structure: It denotes the kinds and proportion
of different securities. Thus the capital structure of a company is
said to be the composition of equity and preference capital and debt
capital. After estimating the financial requirements, the financial
manager will have to design the kind and proportion of various
sources of funds. This should be based on the analysis of cost of
capital, consideration of factors such as risk, return and control
conditions on money and capital market.

4.

Determining the Suitable Source of Finance: The decision to
tap various sources of finance depends upon the capital structure
designed. On the basis of it, the finance manager has to determine
the sources from which the funds are to be raised. The management
can raise finance from various sources such as shares, debentures,
financial institutions, commercial banks and so on. The financial
manager should analyse the pros and cons of all these sources
before making a fine decision.

5.

Procurement of Funds: After estimating the capital requirements
and deciding about the sources of finance, the financial manager
has to take necessary steps to procure the funds.
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6.

Investment of Funds: The funds procured should be prudently
invested in various projects. The technical capital budgeting may be
helpful in selecting a project. While taking investment decisions, the
financial manager has to keep in mind the principles of profitability,
liquidity and safety. The principle of profitability should not be the
only criterion of investment because, if the funds are blocked in
unsafe projects, the solvency of the company will be in danger.

7.

Dispersal of Profits: The financial manager has to decide how
much is to be retained for internal use and how much is to be
declared as dividend out of profits of the company. A large number
of factors like the trend of earnings of the company, the trend of
market price of its shares, the requirement of funds for self-financing,
the future prospects, the cash flow position and so on, should
influence these decisions. Thus, this is an important area of financial
management.

8.

Maintaining the Proper Liquidity: Every organisation is required
to keep some liquidity for meeting its day-to-day needs. Availability
of cash is necessary to maintain its liquidity. Cash is needed to pay
off creditors, purchase stock of materials, pay labour and to meet
day-to-day expenses. The finance manager has to decide the need
for liquid assets and then arrange them in such a way that there is
no scarcity of funds.

9.

Understanding Capital Markets: Capital markets bring investors
(lenders) and firms (borrowers) together. Hence, the financial
manager has to deal with capital markets. He or she should fully
understand the operations of capital markets. He or she should
know how risk is measured and how to cope with it in investment
and financing decisions. For example, if a firm uses excessive debt
to finance its growth, investors may perceive it as risky. The value
of firm’s share may, therefore, decline. Similarly, investors may not
like the decision of a highly profitable firm to distribute dividend. It is
through their operations in capital markets that investors continuously
evaluate actions of the financial manager.
15

10.

Maintaining Relation with Outside Agencies: The financial
manager should establish and maintain cordial business with outside
agencies like financial institutions, stock exchanges, tax authorities
and so on.

CHECK YOUR PROGRESS
Q3. Fill in the blanks with appropriate words:
a. Study of financial management provides
insights to managers to take ....................
decisions.
b. Fund …………. and ……….. are common to almost all
business activities.
c. Long-term asset mix decision is called the ……………
decision.
d. ................ of a course of action is the difference between the
present value of its benefits and the present value of its costs.
Q4. State True / False for the following statements:
a. The main objective of a firm is to maximize profits. (True/False)
b. Financial management and financial accounting are one and
the same. (True/False)
c. The capital structure of a firm guides the decision to tap various
sources of finance. (True/False)
d. The finance manager has to coordinate with other departments
of a firm in order to carry his/ her functions. (True/False)
e. There is risk involved in financial decisions. (True/False)

1.10 LET US SUM UP
In this unit, we have discussed the following aspects :

•

Financial Management is that managerial activity which is concerned
with the planning and controlling of the firm’s financial resources. The
finance function centres on issues involved in fund acquisition and its
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utilization. The main activities of the financial manager, therefore, are
(1) anticipating financial needs, (2) acquiring financial resources, and
(3) allocating funds to businesses.

•

Finance function involves four decisions viz., financing decision, investment decision, dividend decision and liquidity decision.

•

The financing decision is related to the financing mix or capital structure.
The mix of debt and equity is known as the firm’s capital structure.
The firm’s capital structure is considered optimum when the market
value of shares is maximized.

•

The investment decision, also known as capital budgeting, is concerned
with the selection of an investment proposal/ proposals and the
investment of funds in the selected proposal.

•

The dividend decision is concerned with whether to distribute all profits,
or retain them, or distribute a portion and return the balance. Dividendpayout ratio is the proportion of profits distributed as dividends and the
retention ratio is the retained portion of profits.

•

The profitability-liquidity trade-off requires that the financial manager
should develop sound techniques of managing current fund and make
sure that funds would be made available when needed.

•

There exists an inseparable relationship between finance on the one
hand and production, marketing, and other functions on the other.

1.11 FURTHER READING
1.

M.Y Khan & P.K Jain(2017); Financial Management; McGraw Hill
Education; Seventh edition

2.

Prasanna Chandra (2017); Financial Management Theory and
Practice ; McGraw Hill Education; Ninth Edition.

3.

I.M Pandey (2016); Financial Management; Vikas Publishing House;
Eleventh edition.

4.

Prasanna Chandra (2016); Fundamentals of Financial Management;
McGraw Hill Education; 6 edition
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1.12 ANSWERS TO CHECK YOUR
PROGRESS
Ans to Q.1: Financial Management is that managerial activity which is concerned with the planning and controlling of the firm’s financial resources.
Ans to Q.2: Financing decision, investment decision, dividend decision and
liquidity decision.
Ans to Q.3: a) Prudent

b) Acquisition and Utilization

c) Investment decision d) Net Present value
Ans to Q.4: a) False

b) False c) True d) True e) True

1.13 MODEL QUESTIONS

Q1. What is financial management? Explain the significance of financial
management.
Q2. Discuss the relationship of financial management with other areas of
management.
Q3. Discuss the various types of financial decisions.
Q4. What are the principal functions of the finance manager?
Q5. Distinguish between profit maximization and wealth maximization
objectives of financial management.
Q6. Discuss the risk-return trade-off in financial decisions.
Q7. What is the major difference between financial management and
financial accounting?The output devices help the computer to
communicate with us by converting the electric signals to human
understandable signals.

*** ***** ***
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UNIT 2: SOURCES OF BUSINESS FINANCE
UNIT STRUCTURE
2.1

Learning Objectives

2.2

Introduction

2.3

Meaning and Significance of Business Finance

2.4

Financial Requirements of Business

2.5

Sources of Business Finance

2.6

2.5.1

On the Basis of period

2.5.2

On the Basis of Ownership

2.5.3

On the Basis of Sources of Generation

Methods of Raising Long-Term Fund

2.7

2.6.1

Equity Shares

2.6.2

Preference Shares

2.6.3

Retained Earnings or Ploughing Back of Profit

2.6.4

Issue of Debentures

2.6.5

Term Loan

Methods of Raising Short-Term Fund
2.7.1

Loans from Commercial Banks

2.7.2

Public Deposit

2.8

Other Sources

2.9

International Financial Instruments

2.10

Let Us Sum Up

2.11

Further Reading

2.12

Answers to Check Your Progress

2.13

Model Questions

2.1 LEARNING OBJECTIVES
After going through this unit, you will able to-

•
•
•
•
•

explain the meaning of business finance
discuss the various sources of business finance
explain various methods of raining short-term fund
explain various methods of raining long-term fund
discuss about some internatinal financial instruments.
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2.2 INTRODUCTION
We all know that no business can survive without finance. Finance
is a very important component of business. Smooth functioning of business
requires sufficient amount of funds and its proper management. Determining
financial requirements and raising of funds from appropriate sources is also
an important task.In this unit we will discuss about business finance, its
significance,sources of business finance and methods of raising fund.

2.3 MEANING AND SIGNIFICANCE OF BUSINESS
FINANCE
Finance is the most essential factor for any business activity.In some
way or other every sphere of a business is related to finance. Finance is life
blood for all business activity. A business of any form and kind requires
finance for its smooth operation. Finance is as important in business as
blood in human body. As human body cannot function properly without
adequate circulation of blood, in the same way a business cannot function
properly without adequate supply of fund.In modern days,businesses are
run on very large scale and use heavy sophisticated machinery which
requires huge amount of investment. With the changing economic scenario,
today, most of the businesses start running globally. Hence, the role of
finance in modern day business increases manifold.
Definition of Business Finance
Finance is the major functional area for all businesses. It not only
deals with collection of funds but also deals with its effective utilization for
achieving the organizational goals.
According to B.O. Wheeler, “Finance is that business activity which
is concerned with the acquisition and conservation of capital funds in meeting
the financial needs and overall objectives of a business enterprise.”
According to Guthmann and Dougall, “Business finance can be
broadly defined as the activity concerned with the planning, raising, controlling
and administering the funds used in the business”
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2.4 FINANCIAL REQUIREMENTS OF BUSINESS
A business enterprise requires capital for various purposes such as
for acquiring fixed assets, current assets, intangible assets; for paying
establishment expenses and for financing expansion and diversification of
the business etc. The financial requirement of business can be broadly put
in the following way:
i.

Fixed capital requirement: Fixed capital is that portion of capital which
is used in procuring fixed assets such as land and building, plant and
machinery, furnitures etc. Fixed assets remain in the business for
long period of time and used repeatedly. These are not meant for resale.
Fixed assets are permanent need of a business. Besides financing
fixed assets fixed capital also requires for renovation and replacement
of worn out assets and for expansion and diversification of the
business.Following are the factors which determine the fixed capital
requirement of a company:

ii.

a)

Nature of business

b)

Size of business

c)

Production technique

d)

Degree of automation

e)

Mode of acquisition of fixed asset, etc.

Working capital requirement: Working capital also called circulating
capital or revolving capital is that portion of capital which is used for
holding current assets such as stock, bills receivables and cash for
meeting day-to-day expenditure on salary, wages, rent, commission,
advertising etc. current assets are those assets which could be
converted in to cash with in a period of twelve months. Working capital
is very important for maintain regularity of the business. Working capital
can be explained as gross working capital which includes funds
invested in current asset and net working capital which includes funds
invested in current assets minus current liabilities. Following are the
factors which determine the fixed capital requirement of a company:
a)

Nature of business
21

b)

Size of business

c)

Length of production cycle

d)

Seasonal variation

e)

Working capital cycle, etc.

CHECK YOUR PROGRESS
Q 1: State the different financial requirements of
a business.
...................................................................................................
...................................................................................................
Q 2: What are the determinants of fixed capital?
...................................................................................................
...................................................................................................

2.5 SOURCES OF BUSINESS FINANCE
In case of a sole proprietorship or partnership business, the required
fund can be raised by the owner/owners from his personal sources or can
borrow from friends, relatives and banks. But, in case of a joint stock
company, various sources are available from which fund could be raised.
The various sources from which a business can raised funds can be
classified in the following way:
Sources of Business Finance

On the Basis of Period

On the Basis of Ownership

On the Basis of Source of Generation

Long term

Medium term

Short term

Owners Fund

Borrowed

Intennal

Externnal

Equity share

Public Deposit

Cash cradit

Equity share

Fund

Source

source

Preference

Loan from

Overdraft

Preference

Debenture

Equity

Debenture

share

bank

Trade credit

share

Loan from

Preference

Loan from

Debenture

Debenture

Commercial

Ratained

Financial

share

Financial

paper

Equity

institution

Retained

institutions /

Public Deposit

Earning

Banks

Retained
Earning

Public Deposit
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2.5.1 On the Basis of Period
On the basis of period for which fund is required, there are
three sources through which funds can be raised. These are:
i.

Sources of long-term finance: When a business firm raised
funds for more than five years, it is called long-term fund. Longterm fund is required for acquiring fixed asset, expansion of
business etc. Sources of long-term fund are equity shares,
preference shares, debentures, loan from financial institution,
retained earnings etc.

ii.

Sources of medium- term finance: Funds raised for more
than one but less than five years is called medium term fund.
It is required for introduction of new product, up gradation of
technology, investment in working capital, advertisement and
sales promotion etc. Sources of short-term funds are
debentures, public deposit, loan from banks, lease financing
etc.

iii.

Sources of short- term finance: Fund raised for a maximum
period of twelve months is called short term fund. Short-term
funds are required in a business for meeting day-to-day
expenditures like payment of salaries, payment of trade
creditors etc. Various sources of short term funds are cash
credit, overdraft, discounting of bills, commercial papers, and
customers’ advances etc.

2.5.2 On the Basis of Ownership
On the basis of ownership sources of business finance can
be classified in to owner’s fund and borrowed fund.
i.

Sources of owner’s fund: As the name implies, it is the fund
contributed by the owners i.e. shareholders and the profits
reinvested in the business. This fund remains invested in the
business for long period of time.Sources of ownership funds
are equity shares, preference shares and retained earnings.
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ii.

Sources of borrowed fund: It is that part of capital which is
borrowed from the outsiders. Borrowed funds are raised by
the way of loans from public and credit from banks and other
financial institutions. Various sources of borrowed fund are
debentures, public deposit, banks and financial institutions etc.

2.5.3 On the Basis of Sources of Generation
Business finance may be generated from internal sources
and external sources.
i.

Internal sources of fund: Funds which are generated from
within the business organization is called internal fund.Internal
sources of funds are owner’s fund, retained profit, sales of
stock, sales of fixed assets, debt collection etc.

ii.

External sources of fund: Funds which are raised from
outside sources are called external fund. Debentures, term
loans, public deposits etc. are the some examples of external
sources of fund available for a business organization.
Beside these classifications of sources of funds, depending
upon geographical location business funds may be classified
as foreign fund and domestic fund. Fund collect from abroad
by issuing international instruments are known as foreign fund

and fund collected from the market of own country is known as
domestic fund.

CHECK YOUR PROGRESS
Q 3: What are the sources of borrowed fund?
........................................................................
........................................................................
Q 4: What are the internal sources of fund?
.......................................................................................................
.......................................................................................................
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2.6 METHODS OF RAISING LONG-TERM FUND
Issue of shares is the most important, popular and easy way of
obtaining fixed or long-term capital. The share capital is company’s own
capital which is split into a large number of small equal parts, each such
part being called a share. Those who purchase these shares are called
‘shareholders’. They are the owners of the company. It is the permanent
capital for the company, as the money raised in the form of shares remains
in the company up to the date of winding up. It is the basis for designing
capital structure of the company. According to the provisions of companies
Act, 1956, a company can issue only the following two types of shares, (i)
Equity Shares, (ii) Preference Shares.

2.6.1 Equity Shares
Equity share is the source of permanent capital for a company.
These shares are those which do not impose any obligation on the
company to pay fixed rate of dividend to their holders. Equity share
gives voting right to its holders. Equity shareholders are the actual
owners of a company who have control over the workings of the
company. Dividend is paid on equity share on the recommendation
of the Board of Directors. The rate of dividend paid to equity
shareholders depends on profit of the company. More profit to the
company means more dividend to equity shareholders and less profit
to the company means less dividend to equity share holders. But,
some company may pay dividend even if there is no profit to maintain
dividend stability out of its reserves.
Features of equity shares
Equity shares have number of features which distinguish it
from other securities. Following are some of its important features:
a)

Permanent capital: Equity shares are the only source for
permanent capital for a company. Equity share capital is
redeemable only at the time of liquidation of a company.

b)

Right to income: Equity shareholders have a claim to the
residual income of a company. Residual income means the
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income left over after paying expenses, interest charges, taxes,
preference dividend etc. The residual income is known as
income available to equity shareholders.
c)

Residual claim over assets: In case of liquidation of a firm,
the assets are used first to settle the claim of the outside
creditors and preference shareholders, if anything left the equity
shareholders got the right over such residue. In other words,
in case of liquidation, equity shareholders are the last to be
paid.

d)

Voting right: Equity share holders are the actual owners of
the company and they participate and vote in annual general
meeting for appointing directors. Each equity share carries one
vote. Thus, every shareholder can participate in the vital affair
of election of directors and cast his vote depending on the
number of shares held by him. Shareholders are entitled to
vote in person or by proxy,

e)

Limited liability: In a company limited by shares, an equity
shareholder’s liability is limited to the amount of investment in
his respective share. If his shares are fully paid up, he doesn’t
have to contribute anything in the event of financial stress or
winding up of his company. Whereas in case of a sole-trading
concern or a partnership firm, the liability of owner/partners is
unlimited which requires them to sell their personal assets and
satisfy the claims of creditors in the event of insolvency.

Merits of issuing equity shares
Following are the some important merits of issuing equity shares:
a)

Equity shares are stable and permanent source of capital for
a company. Capital raised through equity share can be used
throughout the life of a company since there is no imposition
on a company to redeem equity shares.

b)

Equity shares do not impose any kind of liability over the
company to pay fixed rate of dividend to equity shareholders.
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c)

Assets of the company are not mortgaged for raising funds by
issuing equity shares.

d)

Equity capital increase creditworthiness of the company and
increase confidence of the lenders.

e)

Equity shareholders enjoy voting right and have say over the
affairs of the company.

Demerits of issuing equity shares
Though raising capital by issuing equity shares has many
merits, it has certain demerits also. Some of these are:
a)

The cost of issuing equity share is not fixed and it is generally
high compared to other sources of finance.

b)

Equity share never ensure regular and stable income to
investors.

c)

Issues of additional equity share dilute the control and power
of existing equity shareholders.

d)

Investments in equity shares do not give tax advantage to the
equity shareholders since, dividend are not tax exempted.

2.6.2 Preference shares
Sec. 85(1) of the Companies Act defines preference shares
as those shares which carry preferential rights as the payment of
dividend at a fixed rate and as to repayment of capital in case of
winding up of the company. Thus, both the preferential rights viz. (a)
preference in payment of dividend and (b) preference in repayment
of capital in case of winding up of the company are attached to
preference shares. The rate of dividend on these shares is fixed
and the dividend on these shares must be paid before any dividend
is paid to ordinary shareholders. Directors, however, may decide
not to pay any dividend to any class of shareholders even if there
are sufficient profits. If, they decide to pay the dividend, preference
shareholders will get the priority over the ordinary shareholders.
Features of preference shares
Following are the features of preference shares:
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a)

Claim over assets: Though preference shareholder get prior
claim on assets on the event of liquidation or winding up of the
company, yet companies does not create any charge on
assets while issuing preference shares.

b)

No voting rights: Generally preference shareholders do not
have voting rights, so they cannot control working of the
company. Hence, promoter or management can retain the
power of managing the company.

c)

Fixed return: Preference shares are issued at a fixed rate of
dividend. The rate of dividend paid to preference shareholder
is lower than the rate of dividend paid to equity share holders.
Hence, it helps the company in maximizing equity shareholders
wealth.

d)

Flexibility: Except redeemable preference shares all other
preference shares are redeemable or convertible. After a fixed
period of time preference share are redeemed or converted. It
provides flexibility to the capital structure of the company, which
is beneficial to the company.

e)

Claim on income: Preference shareholders not only have prior
claim on assets at the time of liquidation but also have prior
claim on income or profit. Preference dividend is paid before
paying any dividend on the equity share capital.

Merits of issuing preference shares
The company has the following advantages by issue of preference
shares.
I.

Fixed return: The dividend payable on preference shares is
fixed that is usually lower than that payable on equity shares.
Thus they help the company in maximizing the profits available
for dividend to equity shareholders.

II.

No voting right: Preference shareholders have no voting right
on matters not directly affecting their right and hence, promoters
or management can retain control over the affairs of the
company.
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III.

Flexibility in capital structure: The Company can maintain
flexibility in its capital structure by issuing redeemable
preference shares as they can be redeemed under terms of
issue.

IV.

No burden on finance: Issue of preference shares does not
impose a burden on the finance of the company because
dividends are paid only if profits are available, otherwise no
dividend is paid.

V.

No charge on assets: No-payment of dividend on preference
shares does not create a charge on the assets of the company
as is in the case of debentures.

Demerits of issuing preference shares
Following are the demerits of issuing preference share:
I.

Higher rate of dividend: A company is to pay higher dividend
on these shares than the prevailing rate of interest on
debentures of bonds. Thus, it usually increases the cost of
capital for the company.

II.

Financial burden: Most of the preference shares are issued
cumulative which means that all the arrears of preference
dividend must be paid before anything can be paid to equity
shareholders. The company is under an obligation to pay
dividend on such shares. It thus, reduces the profits for equity
shareholders.

III.

Dilution of claim over assets: The issue of preference shares
involves dilution of equity shareholders claim over the assets
of the company because preference shareholders have the
preferential right on the assets of the company in case of
winding up.

IV.

Adverse effect on credit-worthiness: The credit worthiness
of the company is seriously affected by the issue of preference
shares. Preference capital has the preference right over
payment of dividend, if the company avoids payment of dividend
it adversely effect on creditworthiness.
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V.

No tax advantage: The taxable income is not reduced by the
amount of preference dividend while in case of debentures or
bonds, the interest paid to them is deductible in full.

2.6.3 Retained Earnings or Ploughing Back of Profit
‘Ploughing back of profits’ is an important source of internal
source of finance for a company. It refers to the process of retaining
a part of the company’s net profits for the purpose of reinvesting in
the business itself. In other words, the savings generated internally
by a company in the form of ‘retained earnings’ are ploughed back
into the company for diversification of its business.
Retained earnings are part of equity which is sacrifice by the
equity shareholders. Retained earnings finally comes to the equity
shareholders in the forms of enhance dividend or capital gain.
Retained earnings are the best and cheapest source of finance
for business. For using retained earnings as capital a business does
not have to depend on outsiders. It strengthens the position of a
business. For using retained earnings or ploughing back of profit a
company neither has to pay dividend nor need to repay the principal
amount.
Merits of Retained Earnings
Retained earnings has following advantages as a source of finance:
a)

Ready availability: A firm having sufficient retained earnings
does not have to depend on outsiders for meeting financial
requirement. Being an internal source, retained earnings are
readily available for a firm.

b)

Less expensive: Because of absence of flotation costs,
brokerage costs, underwriting commission etc. retained
earnings is less costly source of finance.

c)

No dilution of control: Using retained earnings as a source
of finance eliminates the fear of ownership dilution and loss of
control by the existing shareholders.

d)

No charge on assets: Internal source of finance never create
any charge over the assets of the company.
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Demerits of Retained Earnings
Following are the demerits of retained earnings:
a)

Limited availability: The amount which can be raised by way
of retained earnings is limited. The amount of retained earnings
depends on profit of the company. Again, keeping in view the
stability of dividend, the directors cannot retain the whole
amount of profit.

b)

Dissatisfaction among investors: Excessive retained
earning means adoption of conservative dividend policy by a
company. Adoption of conservative dividend policy may lead
to dissatisfaction among the shareholders.

2.6.4 Issue of Debentures
Issue of debentures is another important source of obtaining
fixed or long-term capital by a joint stock company. A debenture is
an acknowledgement of a debt by a company usually issued under
a common seal. Debentures are the uniform parts of a loan raised
by the company. According to Thomas Evelyn, “A debenture is a
document under the company’s seal which provides for the payment
of a principal sum and interest thereon at regular intervals, which is
usually secured by a fixed or floating charge on the company’s
property or undertaking and which acknowledges loan to the
company.” A debenture-holder is a creditor of the company. A fixed
rate of interest is paid on debentures. The interest on debentures is
a charge on the profit and loss account of the company. Debenture
holders are not the owners of the company.
Merits of Debentures
Following are the advantages of borrowing funds through debentures:
a)

Fixed rate of interest: Debentures always carry a fixed rate
of interest which is good for both company and the debenture
holders. Debenture holders are assured of a fixed income and
for the company also the amount of interest to be paid to
debenture holders remain fixed. Unlike equity shareholders,
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debenture holders cannot claim more interest in case there is
more profit.
b)

No dilution of control: Unlike equity shares, issue of
debentures never dilute the controlling power of equity
shareholders. Because, debenture holders do not have voting
right in the management of the company.

c)

Tax benefit: Interest paid on debentures is tax free hence it is
one of the cheapest source of long- term capital for the
company.

d)

Trading on equity: Debentures enables the company to take
advantage of trading on equity. It helps in maximizing return on
equity and shareholders wealth maximization.

e)

Flexibility: Use of debenture brings flexibility to the capital
structure of the company as they can be redeemed after a
certain period of time.

Demerits of Debentures
Issue of debentures suffers from following demerits:
a)

Permanent burden: Since payment of interest to the
debenture holders is fixed, it put real burden over the company.
It became risky when profit of the company is low. Issue of
debentures also brings legal obligation for paying interest.

b)

Weaken creditworthiness: Excessive issue of debentures
weakens creditworthiness of a company. It restricts the
capacity of further borrowings.

c)

Charge over assets: Issue of debentures creates charges
over the asset. This again weakens the borrowing capacity of
a company.

2.6.5 Term- Loan
Apart from above mention sources there is another source for
long- term finance, that is, term- loan provided by various financial
institutions. Term loans are of two types; short term loan and long
term loan. Loan raised for a period ranging from one year to five
years are called short term loan and loan raised for a period above
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five years are called long term- loans. Term loans are long term debt
for the company raised for long term investment like expansion,
diversification, modernization etc.
In India during last forty years several financial institutions are
established by the central and state governments for providing
financial and technical assistance to the business and industrial
houses. The main objective of these institutions is to provide medium
term and long term capital to the industrial enterprises. Some of
them are Industrial Finance Corporation (IFC), Industrial
Development Bank of India (IDBI), Industrial Credit and Investment
Corporation of India (ICICI), State Finance Corporations (SFCs) etc.
Advantages of term- loan
Following are the advantages of term-loan:
1.

The cost of term loan is lower than the cost of equity or
preference capital.

2.

Term loans do not result in dilution of control.

3.

Term loans are preferred since they are backed by security,
which the lender prefers.

Disadvantages of term loan
Following are the disadvantages of term-loan:
1.

Term loans do not carry voting rights.

2.

Term loans generally do not represent negotiable securities.

3.

Payment of interest and repayment of principal is obligatory.
Failure to meet these obligations may threaten the existence
of the firm.

CHECK YOUR PROGRESS
Q 5: State different sources of long term fund.
........................................................................
........................................................................
Q 6: State the features of equity shares.
...................................................................................................
...................................................................................................
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2.7 METHODS OF RAISING SHORT-TERM FUND
The main sources of obtaining short-term capital are as follows:

2.7.1 Loans from Commercial Banks
Commercial banks are the most important and easy source
of providing short-term capital to business enterprises. They
constitute the major portion of working capital loans. They are given
on the security of tangible and readily marketable securities. They
provide a wide variety of loans tailored to meet the specific
requirements of the business enterprise. The main forms in which
commercial banks provide short-term finance to business
enterprises are; (i) Loans (ii) Cash Credit (iii) Overdraft (iv)
Discounting of Bills.
Advantages
Following are the advantages of procuring loan from commercial
banks:
a)

Procuring loan from commercial banks is easy and takes less
time compared to other source of finance.

b)

Since bank loan are taken for short period of time it does not
create permanent liability.

c)

Cost of raising loan from commercial banks is less, since there
is no underwriting and other cost involve.

Disadvantages
Following are the disadvantages of procuring loan from commercial
banks:
a)

Commercial bank cannot provide funds for long period, funds
from commercial bank are available only for short duration.

b)

Generally bank charge a high rate of interest and interest payable
on bank loan is a fixed burden.

c)

Sometimes, bank demand for personal security from the
directors of the company about the repayment of loan.
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2.7.2

Public Deposit
In case of public deposit, general public are invited to deposit

their savings with the company. Here, a company can obtain fund
directly from the public. At the time of accepting deposit the company
issue a receipt mentioning amount deposited, date of accepting
deposit, rate of interest, date of payment etc. As compared to banks,
Companies offers higher rate of interest on public deposit. On the
other hand, for companies public deposit is cheaper than loan from
commercial banks. In recent time, public deposit has become a
popular means of finance.
Advantages of Public Deposit
As a source of fund public deposit has the following advantages:
a)

Low cost: The rate of interest payable on public deposit by the
company is lower than the interest on loans from banks and
other financial institutions. On the other hand, administrative
cost of public deposit is lower than the cost of issuing shares
and debentures.

b)

No dilution of control: Raising of capital through public deposit
do not dilute control of owners, as depositors do not have voting
rights.

c)

Flexibility: Public deposit is a flexible source of finance. It can
be issued or redeemed as per the financial requirement of the
company.

d)

No charge over asset: Accepting public deposit does not
create any charge over the assets of the company. Assets of
the company remain free and can be used for raising funds
from banks and other financial institutions.

e)

Tax advantages: Interest paid on deposits is a deductible
expense for income tax purpose.

Disadvantages of Public Deposit
As a source of fund public deposit has the following disadvantages:
a)

Uncertainty: Public deposits are fair weather friends’. It is an
uncertain from of financing. When depositors feel that the
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company is in an unstable position, they may not respond to
fresh deposits or may start withdrawing their existing deposits.
b)

Short term source: Generally, public deposit is available for
short term financing. For long term financing a company cannot
resort to public deposit.

c)

Not a sufficient source: There are certain strict regulations
on acceptance and renewal of public deposit. So, a company
cannot raise unlimited amount from public deposit.

d)

No security: In case of public deposit the depositors are not
secured, since they have no charge over the assets of the
company. They are unsecured creditor of the company.

e)

Difficult for New Companies: Raising funds through public
deposit is not a suitable way for the new companies, as they
lack public confidence.

2.8 OTHER SOURCES

•

Indigenous bankers: Indigenous bankers are private money
lenders and other country bankers who provide short-term
finance and charge high rates of interest. Now-a-days with the
development of commercial banks and other financial
institutions they have lost their earlier monopoly. These days,
the business houses take the shelter of indigenous banks only
in case of urgency.

•

Depreciation funds: Depreciation fund is created out of profits
of the company provide a good service of short-term capital,
provided they are not invested in or represented by an asset.

•

Trade credit: Trade credit refers to the credit extended by the
supplier (seller) to the buyer. Under this arrangement, credit is
not granted in cash. The goods are sold on credit. The usual
duration of trade credit varies from 15 days to 90 days. It is
granted to those customers who have sound financial standing,
goodwill and reputation.

•

Government

loan

and

assistance:

Now-a-days

governments, both Central and the State provide business
finance to industries in the form of loan for the development of
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industries, preferably key industries, small-scale industries and
cottage industries at concessional rates of interest. Further,
financial assistance is also provided to industries of national
importance in whose development the government is interested.

•

Customer’s advances: Now-a-days leading and reputed
industries whose products are in good demand, such as, Tata
Steel, Maruti Car, Philips (India) Ltd., Bajaj Auto, A.C.C., Hero
Cycle etc. get advances from their customers and agents
against orders received from them. It is also a cheap source
of short-term finance.

2.9 INTERNATIONAL FINANCIAL INSTRUMENTS
After opening up of our economy during nineties companies are now
allowed to raise funds from international sources. Following are some of
the instruments issued by Indian companies for raising funds from
international market.

•

Global Depository Receipt (GDR): GDRs are negotiable
equity instruments issued by a depository bank in international
market. Each GDR represent a specific number of underling
shares, say, 1 GDR= 10 Shares, of the issuing company, which
are kept with a designated custodian bank. GDR can be
redeemed at the price of the corresponding shares of the
issuing company prevailing on the date of redemption. GDRs
are denominated in dollars and cost of acquisition of shares
through GDR is cheaper because they are issued at a discount
on the market price.

•

American Depository Receipt: The depository receipt issued
by a company in USA is known as American Depository
Receipt. ADRs are negotiable instruments denominated in US
dollar representing a non US company’s publicly traded, local
currency equity shares. ADRs can be issued only in America
and is traded at American stock exchanges such as New York
Stock Exchange (NYSE), National Association of Securities
Dealer Automated Association (NASDAQ). Issue of ADR gives
access to the US institutional and retail market.
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•

Foreign Currency Convertible Bonds(FCCBs): Foreign
Currency Convertible Bonds are issued to non-resident in
foreign currency by Indian companies. FCCBs carry a fixed
interest or coupon rate and are convertible in to ordinary/equity
shares of the issuer company after a specific period of time.
FCCBs are listed and traded abroad. It gives investor the
flexibility to get the bond converted in to equity or get it redeemed
at the end of specific period which is usually three years. Till
conversion, the company has to pay interest in dollars and if
the conversion option is not exercised , the redemption is also
made in dollars.

2.10 LET US SUM UP
In this unit, we have discussed the following aspects:

•

Broadly a business firm has two types of financial requirement-fixed
capital requirement and working capital requirement.

•

On the basis of period there are three sources of generating funds
viz- short term, long term and medium term. On the basis of ownership,
sources of fund are classified as- owners fund and borrowed fund.
On the basis of sources of generation, sources of fund are classified
as- internal and external sources.

•

Equity shares, preference shares, retained earning etc. are the sources
of ownership capital.

•

Debentures, institutional loan, public deposit etc. are the sources of
debt capital.

•

Funds can be raised from international market through ADR, GDR,
FCCBs etc.
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2.12 ANSWERS TO CHECK YOUR
PROGRESS
Ans to Q.1: Broadly a business firm has two types of financial requirementfixed capital requirement and working capital requirement
Ans to Q.2: Determinants of fixed capital are:Nature of business, Size of
business, Production technique, Degree of automation, Mode of
acquisition of fixed asset.
Ans to Q.3: Various sources of borrowed fund are debentures, public deposit,
banks and financial institutions etc.
Ans to Q.4: Internal sources of funds are owner’s fund, retained profit, sales
of stock, sales of fixed assets, debt collection etc.
Ans to Q.5: Equity share, preference share, retained earnings, debentures
etc. are the sources of long term fund.
Ans to Q.6: Main features of equity shares are- it is the permanent source
of capital for the company, it gives voting right to the holders and has
limited liability.

2.13 MODEL QUESTIONS
Q 1: Define business finance.
Q 2: What are the different sources of funds?
Q 3: What are the methods of raising long term fund?
Q 4: Discuss the various instruments used for raising foreign fund.

*** ***** ***
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UNIT 3: FINANCIAL PLANNING
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Further Reading
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Model Questions

3.1 LEARNING OBJECTIVES
After going through this unit, you will be able to

•
•
•
•
•
•
•

define financial planning
describe the steps in financial planning
explain the constitutents a good financial plan
get acquainted with the ingredients of a financial plan
explain the nature of financial policies
explain the type of fund requirements of a business
analyse the factors that need to be considered for estimating fund
requirements

•
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explain how taxation effect financial planning of a firm

3.2 INTRODUCTION
In this unit we are going to discuss on the concept of financial
planning. Financial planning plays an important role in an organisation.
We will be discussing on objectives and steps of financial planning. The
characteristics and ingredients of financial plan will also be discussed.
At the end of the unit we will get a fair idea on the financial policies,
some aspects of short-term financial policy, forecasting or estimating
financial requirements and taxation and financial planning.

3.3 MEANING AND OBJECTIVES OF FINANCIAL
PLANNING
MEANING OF FINANCIAL PLANNING:
The process of managing a firm implies coordination and control
of the efforts of the firm for achieving organizational objectives. The process
of managing is facilitated when management charts shows its future
course of action in advance and takes decisions in a professional manner,
utilising the individual and group efforts in a coordinated and rational manner.
One systematic approach for attaining effective management performance
is financial planning.
Financial planning is the process of determining objectives, policies,
procedures and programmes to deal with the financial activities (discussed
in unit I) of an organization. We can say that financial planning is the
process of analysing a firm’s investment options (investment decision),
estimating the funds requirement (liquidity decision) and deciding the
sources of funds (financing decision). An organization irrespective of size
requires some sort of financial planning. Planning helps management to
make proper utilization of funds which would otherwise lead to waste. It
enables a closer coordination between various functions of the organization
and gives a direction to the organization to move forward in the future. In
the absence of financial planning, an organization is susceptible to shortage
of funds, improper utilisation of funds and inefficient financial management.
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Thus, the basic elements of financial planning comprise (1) the
investment opportunities the firm chooses to take advantage of, (2) the
amount of debt the firm chooses to employ, and (3) the amount of cash
the firm thinks is necessary and appropriate to pay shareholders. These
are the financial policies that the firm must decide for its growth and
profitability.
OBJECTIVES OF FINANCIAL PLANNING:
The objectives of financial planning can be pointed out as follows:

•

To ensure adequate and regular capital flow from various sources for
the smooth functioning of an organization

•

To ensure liquidity throughout the year by achieving a balance between
the inflow and outflow of funds

•

To minimize the cost of financing through the judicious application of
the financial resources.

•

To facilitate financial control

3.4 STEPS IN FINANCIAL PLANNING
Financial planning involves the following four steps:
1.

Establishing Objectives: The first step in financial planning is the
formulation of financial objectives in tune with business objectives.
Even though the extent to which capital is employed varies from firm
to firm, the objective is similar in all firms. The financial planners should
formulate both short and long-run objectives in order to be successful
in the changing economic conditions. The use of capital in the correct
proportion is the long-term objective of any firm.

2.

Estimating the Amount of Capital Required: The basic aim of
financial planning is the determination of capital requirements. Thus,
the financial planners should estimate the amounts of both fixed and
working capital required for various needs of the business.

3.

Determining the Capital Structure: It refers to the proportion of
different kinds of securities raised by a firm as long-term finance. Thus
the financial planners should determine the types of securities to be
issued and the relative proportion of each type of security.

42

4.

Formulating Financial Policies: Financial policies are the guides to
all actions. They deal with procuring, administering and distributing
the funds of business firms. Financial policies of a business firm may
be brought into the following broad categories:(a) Policies governing the amount of capital required.
(b) Policies which determine the control by the parties who furnish
the capital.
(c) Policies which act as a guide in the use of debt or equity capital.
(d) Policies which guide management in the selection of sources of
funds.
(e)

Policies relating to payment of dividends.

(f)

Policies which govern credit and collection activities.

3.5 FINANCIAL PLAN
A financial plan is a statement of what is to be done in future time.
In an uncertain world, decisions need to be made far in advance of their
implementation. Financial plans always entail alternative set of
assumptions. These are:

•

A Worst case: This plan would require making the worst possible
assumptions about the company’s products and the state of the
economy.

•

A Normal case: This plan would require making the most likely
assumptions about the company and the economy.

•

A Best case: This plan would require making the most optimistic
assumptions.

Financial plans seek to accomplish the following:

•

Interactions: The financial plan must make the linkages between
investment proposals for the different operating activities of the firm
and the financing choices available to the firm explicit.

•

Options: The financial plan provides the opportunity for the firm to
work through various investment and financing options. The firm
addresses questions of what financing arrangements are optimal
and evaluates options like closing plants or marketing new products.
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•

Feasibility: The different plans must fit into overall corporate objective
of maximizing shareholder wealth.

•

Avoiding surprises: Financial planning should identify what may
happen in the future if certain events take place. Thus one of the
purposes of financial planning is to avoid surprises.

3.5.1 Characteristics of a Good Financial Plan
A sound financial plan should possess the following characteristics1.

Simplicity: A good financial plan should be free from
complexity. In other words, a financial plan should be drafted
in terms of the purpose for which the enterprise is organised.

2.

Flexibility: A good financial plan of a firm should be in a
position to finance expansion programmes without much
difficulty. As the environment or organisational structure of a
firm may change from time to time, it is desirable to have a
more flexible and versatile plan than a routine stereotyped
one.

3.

Intensive use: A good financial plan should be such that it
will provide for an optimum use of capital. Capital should not
remain idle, nor there any paucity of capital. If this is not
done, the profitability will suffer.

4.

Foresight: A financial plan should be based on the vision and
experience of the management. There should be systematic
prediction of various contingencies. No business can assume
that it will always have smooth sailing.

5.

Cost: The cost of raising funds is an important consideration
in the formulation of a financial plan. The selection of various
sources should be such that the cost burden is minimum. An
excessive burden of fixed changes on the earnings of the firm
might inflate its cost of capital.

6.

Objectivity: The figures and report to be used for a financial
plan should be free from partiality, prejudice and personal
bias. Thus a lapse from objectivity is not desirable.
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7.

Liquidity: A good financial plan should be based on the principle
of liquidity which means the ability to produce cash on demand.
This is made possible only when there is adequate net working
capital. The degree of liquidity to be maintained depends on
the size of the organisation, its age, its credit standing and
nature of its business.

8.

Profitability: A good financial plan should be based on the
principle of profitability. It means the ability to enhance the
profit-earning capacity of the concern. Thus a financial plan
should maintain the required proportion between the fixed
charges, the obligations and the liabilities in such a manner
that the profitability of the organisation is not adversely affected.

3.5.2 Ingredients of a Financial Plan
Just as companies differ in size and products, financial plan are not
the same for all companies. However, there are some common
elements. These are:
1.

Sales Forecast: All financial plans require a sales forecast.
Perfectly accurate sales forecast are not possible because
sales depend on the uncertain future state of the economy. A
good sales forecast should be the consequence of having
identified all valuable investment opportunities.

2.

Pro-forma Statements: The financial plan will have a forecast
balance sheet, an income statement, and a sources-anduses statement. These are called pro-forma statements.

3.

Asset Requirements: The plan will describe projected capital
spending. In addition, it will discuss the proposed uses of net
working capital.

4.

Financial Requirements: The plan will include a section on
financing arrangements. This part of the plan should discuss
dividend policy and debt policy. Sometimes firms will expect
to raise equity by selling new shares of stock. In this case the
plan must consider what kind of securities must be sold and
what methods of issuance are most appropriate.
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5.

Economic assumption: The plan must explicitly state the
economic environment in which the firm expects to be in over
the life of the plan. Assumptions need to be made for the level
of interest rates.

CHECK YOUR PROGRESS
Q1. What do you mean by financial planning?
........................................................................
........................................................................
........................................................................
Q2. Write down the characteristics of a good financial plan.
......................................................................................................
......................................................................................................
......................................................................................................
......................................................................................................
Q3. Write down the four steps in financial planning.
......................................................................................................
......................................................................................................
......................................................................................................
......................................................................................................

3.6 FINANCIAL POLICIES
The financial policies of an organisation are related to the availability,
usage and management of funds. We discuss these policy areas under
the heads Procurement of Funds and Utilization of Funds.
A.

Procurement of Funds: Fund is required in order to maintain an
adequate balance of cash flow to keep the business operating and
also for development. Fund is required at the right time and at the
right cost. The important decision that needs to be taken with regard
to fund procurement is the type of capital structure or the proportion
of different securities that can be used for raising fund. There should
be a healthy mix of equity and debt in a company’s capital structure
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to maximize returns to its owners. The sources of raising finance
can be categorised into long-term and short-term finance on the
basis of the period for which funds are required. (Refer to unit III).
A company has many alternatives while raising funds such as equity
shares, term loans from financial institutions, debentures, public
deposits, bank finance, inter-corporate deposits, and trade credit. All
these funds carry a cost which may be interest on loans, debentures,
deposits, etc. or dividend on equity. The weighted average cost of
the different types of fund secured should be kept as low as possible.
If the cost of financing becomes too high, the company’s profitability
and hence its growth prospect suffer. The time factor while mobilising
funds should be kept in mind. For instance, it is easier to get investor
subscription for an equity issue during a boom period. While during
a recession, the bond markets outperform equity markets. Therefore,
right timing of a capital issue becomes crucial while raising funds
from various sources.
Another important policy issue relates to dividends. The company
should normally, strike a fine balance between paying reasonable
amounts to investors who are looking for a steady income on their
equity investment and those investors who would want the company
to invest the ‘surplus’ generated by the company in projects having
great growth potential. Every company should have a healthy dividend
policy i.e. whether to pay dividends or retain the surplus for expansion,
modernisation, etc. Earnings and dividends affect the readiness of
shareholders to offer funds in times of necessity. Companies
generally opt for a stable dividend policy wherein dividends are
declared every year as a sort of reward for loyal shareholders.
Stable dividends commands higher share prices because investors
are more favourably disposed towards companies whose shares
provide dividends, they are sure of receiving than they are towards
companies which do not pursue a stable dividend policy.
B.

Utilization of Funds: The amount of fund raised through various
sources at the right time and the right cost, should be put to the
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right use. A proper balance should be maintained while investing in
fixed assets and current assets. Fixed assets involve investment of
funds in land and buildings, plant and machineries, furniture and
fittings, office equipments, etc. over a fairly long period of time. One
should also carefully evaluate whether the fixed asset should be
owned or leased. Leasing would be advantageous when the assets
in question are sparingly used and the assets are subject to rapid
technological obsolescence. When assets are purchased, one should
look at crucial aspects such as wear and tear, obsolescence rate,
depreciation policy, etc. Funds needed for acquiring fixed assets are
known as long-term finance. The sources of financing fixed assets
would include term loans, equity capital, debentures.
Apart from investment in fixed assets, a firm has also working capital
requirements for financing its current assets. Working capital refers
to the excess of current assets over current liabilities. Current assets
are cash and other assets that are expected to be converted to
cash within the year. Working capital may be expressed in two
ways- Gross Working Capital and Net Working Capital. The working
capital position determines the firm’s profitability and liquidity. Liquidity
means the firm’s ability to settle bills on time which is possible when
it has sufficient cash. Current assets like cash should be deployed
properly to improve overall profitability. Efficient management of funds
results in smooth functioning of the operating cycle (the time taken
for the conversion of cash into raw materials, raw materials into
work-in-process, work-in-process to finished goods, finished goods
into receivables, receivables into cash).
Sources for financing current assets: To finance working capital
needs, firms tap many sources such as trade credit, discounting of
bills, letters of credit, bank finance, commercial papers, public
deposits, etc. Trade credit is the credit extended by the suppliers of
goods and services. Bank finance includes loans and overdraft
facilities. Under the cash credit facility, borrowers can draw up to a
specified limit based on the security margin. Under bill discounting,
48

banks discount bills raised on the buyers of a company’s goods.
Bankers also offer letters of credit in favour of suppliers of raw
materials. These letters of credit help in the purchase of raw
materials on a credit basis and are usually discounted by the
suppliers with their respective bankers. Banks also help reputed
companies to raise short-term funds through commercial paper (CP).
These are short-term promissory notes with fixed maturity periods.
They are normally issued at a discount and are in large
denominations (Rs. 5lakhs and above) with maturity period varying
between 3 to 6 months. Companies may also raise money from
the general public in the form of public deposits on the strength of
its goodwill and market standing.
Thus, we can see from above that firms have two types of fund
requirement viz. long-term funds and short term funds to finance
their fixed asset and current assets respectively. In the next section,
we throw light on some aspects of short term financial policy.

3.7 SOME ASPECTS OF SHORT-TERM FINANCIAL
POLICY
The policy that a firm adopts for short term finance will be composed of at
least two elements:
1.

The size of the Firm’s Investment in Current Assets: This is usually
measured relative to the firm’s level of total operating revenues. A
flexible or accommodative short-term financial policy would maintain
a high ratio of current assets to sales. A restrictive short-term financial
policy would entail a low ratio of current assets to sales.
Flexible short term financial policies include:

•
•
•

Keeping large balances of cash and marketable securities.
Making large investments in inventory.
Granting liberal credit terms, which results in high levels of
accounts receivables

Restrictive short-term financial policies are:
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•

Keeping low balances of cash and no investment in marketable
securities.

•
•
2.

Making small investments in inventory.
Allowing no credit sales and no accounts receivable.

The Financing of Currents Assets: This is measured as the
proportion of short-term debt to long-term debt. A restrictive shortterm financial policy means a high proportion of short-term debt relative
to long-term financing, and flexible policy means less short-term debt
and more long-term debt.
There is no definite answer to what should be the most appropriate
amount of short-term borrowing. The following considerations are
worthwhile.

•

Cash Reserves. The flexible financing strategy implies surplus
cash and little short-term borrowing. This reduces the probability
that a firm will experience financial distress.

•

Maturity Hedging.

Most firms finance inventories with short-

term bank loans and fixed assets with long-term financing. Firms
tend to avoid financing long-term assets with short-term
borrowing. This type of maturity mismatching would necessitate
frequent financing and is risky, because short-term interest rates
are more volatile than longer rates.

•

Term Structure. Short-term interest rates are normally lower
than long-term interest rates. This implies that, on average, it is
more costly to rely on long-term borrowing than on short-term
borrowing.

3.8 FORECASTING FINANCIAL REQUIREMENTS
Financial forecasting is a systematic projection of the expected
action of finance through financial statements. It is a kind of plan, which
will be formulated at a future date for a specified period. There are three
methods of forecasting financial requirements. They are as follows1.

Traditional Methods: Under this method, a firm’s needs in terms
of the number of days for which its sales are tied up in an individual
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balance sheet item are taken into account. It is a tie in between
forecasting sales and forecasting financial requirements.
2.

Engineering Analysis: It is a combination of technical know-how
and judgement.

3.

Operation Analysis: It relies mainly on judgement and on an understanding of the different kinds of operations in which a firm is engaged.

3.8.1

Factors to be Considered For Estimating Financial
Requirements

1.

Cost of Financing: Cost of financing such as advertisement
expenses, brokerage on securities, commission on
underwriting, etc. are expenses incurred for raising finance
from the public. It should be the minimum.

2.

Repayment Date: The time for which finance is required
should be taken into account while estimating financial
requirements of a concern. This helps in determining the
repayment date.

3.

Liquidity: Liquidity means ability to produce cash on demand.
Due regard should be given to it as poor liquidity may lead to
insolvency.

4.

Interest Payment: Interest payment should be the minimum.

5.

Claim on Assets: The borrowings of the concern may result
in a charge on its assets. This may restrict their use and
jeopardise the manoeuvrability of the concern.

6.

Control: The capital structure of a concern should be such as
to ensure that control does not pass into the hands of outsiders.
If too many people are allowed to control the concern, the
operations and performance may go out of control.

7.

Risk: The financial manager is more concerned about the
financial risk which is created by a high-equity ratio than about
any other risk. Thus it is better not to launch risky projects
when equity finance is not available to the desired extent.
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8.

Seasonality: The financial requirements of a concern are
highly influenced by seasonality which cannot be easily
predicted. The events like strikes, product failures, changes
in the supply prices, changes in technology or consumer tastes
significantly affect financial requirements.

9.

Cost of Promotion: Expenses incurred before the
incorporation of a company are called promotion expenses.
These include expenses on preliminary investigation,
accounting, marketing and legal advice, etc.

10.

Cost of Fixed Assets: The amount invested in fixed assets
like land and buildings, plant and machinery, furniture, etc., is
called fixed capital. The need of fixed capital should be based
on estimates supplied by the production and engineering
departments.

11.

Cost of Current Assets: The requirements of current assets
such as cash, stock of goods, book debts, etc., should be
assessed on the basis of estimated sales and production
schedules or projections.

12.

Cost of Establishing the Business: It consists of operating
losses which have to be sustained during the initial or gestation
period of a company. The fixed capital requirement of a concern
includes promotional expenses, cost of establishing the
business, cost of financing and cost of fixed assets. Of these,
the cost of promotion and cost of establishing the business
are relevant for new companies. On the other hand, working
capital requirements is a matter of cost of current assets.
Thus the capital requirements of a concern may be studied
under the heads: fixed capital and working capital.

3.9 TAXATION AND FINANCIAL PLANNING
Since the income of all firms is subject to tax at the rate determined
by the Finance Act passed every year by the Parliament, the taxation
provisions have a vital effect on the Financial Planning of a firm. They are
as follows:
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(i)

Decisions on Capital Structure: The tax implications play a vital
role while determining the Debt-Equity mix of the firm. A firm can
raise funds through shares or loans including debentures. But it is
pointed out that the interest paid on loan is deductible as an expense
for tax purpose while the dividend paid on share capital is not
deductible as an expense. Thus raising money through loan is
cheaper than of through shares.

(ii)

Decisions on Capital Budgeting: A firm should also consider tax
implications while taking budgeting decisions. For instance, a
company should consider the following in order to determine the
amount of investment required in a capital investment project.
(a) The amount of tax, the company can save on account of writing
off the loss on the sale of the old assets.
(b) The amount of tax, the company is required to pay on any
profit made on the disposal of old assets.
(c) The amount of tax, the company can save by virtue of
investment allowance or other benefits on acquisition of new
plant and machinery, ship or aircraft etc.
(d) The amount of tax, saved by the company as a result of
depreciation on the assets being allowed as business
expenditure for the purpose of tax.

(iii)

Decisions on Dividend: The company should consider the tax
implications as and when it takes dividends decision. Although the
company should pay income tax when it earns income, the dividends
are taxed as and when they are paid to individual shareholders. In
this connection, it is needless to mention that the shareholders
need not pay income tax unless dividends are received. Thus, the
companies whose shareholders are in the high tax brackets should
retain the earnings rather than distributing them by way of dividends.
But at any rate, in case dividends are to be paid, it is advisable to
pay such dividends by way of shares. This is because of the fact
that dividends in the form of shares (i.e., bonus shares) are subject
to lower rate of tax.
53

(iv)

Method of Depreciation: The company should also consider the
tax implications while determining the method of depreciation. This
is because the rate of depreciation in the case of written down value
method is generally three times that of the rate of depreciation in the
case of straight line method. Thus if a company desires to have
huge funds during the initial periods of the project by making savings
through taxation, it is advisable to charge depreciation as per the
written down value method.

CHECK YOUR PROGRESS
Q4. Fill in the blanks with appropriate words
a.

Trade credit, discounting of bills, letters of
credit, bank finance, commercial papers,
public deposits, etc. are sources for financing
of …………………

b.

……………………… means the ability to produce cash on
demand.

c.

Flexible short term financial policies would require
making……..……. investments in inventory.

d.

The financial requirements of a concern are highly influenced
by ……………. which cannot be easily predicted.

e.

A restrictive short-term financial policy would entail a
………………………ratio of current assets to sales.

Q5. State True / False for the following statements:
a.

There are two types of financial plans.

b.

A good financial plan ensures the optimum utilization of funds.

c.

Financial planning leads to increased cost of financing.

d.

Financial planning should be done without a consideration
of tax provisions.
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3.10 LET US SUM UP
In this unit, we have discussed the following aspects:

•

Financial planning is the process of analysing a firm’s investment
options (investment decision), estimating the funds requirement
(liquidity decision) and deciding the sources of funds (financing
decision).

•

The objectives of financial planning are therefore, is to a) ensure
adequate and regular capital flow from various sources, b) ensure
liquidity throughout the year, c) minimize the cost of financing and
d) to facilitate financial control.

•

Financial planning involves four steps viz. a) Establishing Objectives,
b) Establishing the Amount of Capital Required c) Determining the
Capital Structure and d) Formulating Financial Policies.

•

A sound financial plan should possess the characteristics of
Simplicity, Flexibility, Intensity, Foresightedness, Cost Effectiveness,
Objectivity, Liquidity and Profitability.

•

The common elements of a financial plan are - Sales Forecast,
Proforma Statements, Asset Requirements, Financial Requirements
and Economic assumption.

•

A company has many alternatives while raising funds such as equity
shares, term loans from financial institutions, debentures, fixed
deposits and bank finance for working capital requirements.

•

Fixed assets involve investment of funds in land and buildings, plant
and machineries, furniture and fittings, office equipments, etc. over
a fairly long period of time.

•

Current assets are cash and other assets that are expected to be
converted to cash within the year.

•

The three methods of forecasting financial requirements are Traditional Methods, Engineering Analysis and Operation Analysis.

•

The factors considered for estimating financial requirements are the
cost of financing, repayment date, liquidity, interest payment, claim
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to assets, control, risk, seasonality, cost of promotion, cost of fixed
assets, cost of current assets and cost of establishing the business.

•

Tax provisions have a vital effect on the financial planning of a firm.
It effects the capital structure decisions, capital budgeting decisions,
dividend decisions and. Depreciation Method.
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3.12 ANSWERS TO CHECK YOUR
PROGRESS
Ans to Q.1: Financial planning is the process of determining objectives,
policies, procedures and programmes to deal with the financial
activities of an organization.
Ans to Q.2: Simplicity, Flexibility, Intensive use, Cost.
Ans to Q.3:
(i) Establishing objectives.
(ii) Estimating the amount of capital required.
(iii) Determining the capital structure.
(iv) Formulating financial policies.
Ans to Q.4: a) Current assets
d) Seasonality
Ans to Q.5: a) True
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b) True

b) Liquidity

c) Heavy

e) Low
c) False

d) False

3.13 MODEL QUESTIONS
Q1. What is financial planning? Discuss the factors to be considered
while estimating financial requirements.
Q2. Explain how tax provisions effect the financial planning of a firm.
Q3. What do you mean by current assets? What are the sources of
financing such assets?
Q4. Why do you think financial planning is necessary?
Q5. What should be the characteristics of a good financial plan?
Q6. What are the elements of a firm’s financial plan?
Q7. Discuss the objectives of financial planning.

*** ***** ***
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