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LEARNING OBJECTIVES

After reading this unit you should be able to:
 know the meaning of finance and financial management
 Identify the changes in the concept of finance
 Understand the goals of financial management
 Comprehend the scope of the finance function
 Give the interface of the finance department with other departments of the enterprise
 Explain the different finance decision
 Explain the functions of the Chief Finance Officer
 Know the financial environment of business in India

1.1 INTRODUCTION
Finance is a study of money management. It may deal with ways in which businessmen,
investors, government, financial institutions, and families handle their money. In the context of a
business, finance is the only common denominator for a vast range of corporate objectives. The
major part of any corporate plan is usually expressed in financial terms. Most of the policy
decisions a corporation takes will have financial implications, financial viability must be
examined when a corporation decides on production, marketing, personnel, or any other segment
of business activities. For instance, in the beginning, decisions are on the source of funds for
capital expenditure and working capital. Credit Policy to be followed and the manner of
monitoring financial performance are other areas for which a policy decision must be taken by
the management from time to time. It is difficult to conceive a policy decision that will not have
any financial repercussions.
Money, as a currency unit, is useful to the person who holds it. But finance has wider
implications. For example, a person deposits his money in a bank. But when the bank uses the
money for giving loans to others, it is called financing. For instance, a loan given for the
purchase of a house is called housing finance; similarly, a loan given by a bank for the purchase
of a car is called car financing.
Finance is to business, what blood is to a human. Finance is the lifeblood of a business. Unlike
auto control mechanisms existing in a human body, there is no such auto-control mechanism in
business. Hence it is necessary to manage the finance of an enterprise. Proper management of
finance of a firm helps in maximization of its profits and wealth.
Earlier, it was thought that financial management consisted merely of providing funds required
by various departments or divisions of a corporation. This has completely changed. It is accepted
now that proper financial management consists of a dynamic approach towards the achievement
of firm's objectives.
Evolutionary change in the concept of finance
The word “Finance” has been interpreted differently by different authorities. The concept of
finance has changed markedly from time to time. These viewpoints are divided into three major
groups:
1. Finance means cash only: In the early part of the 20th century, finance was described to
mean cash only. The emphasis under this approach was only on liquidity and financing of
the firm. However, it is to be noted that such a broad approach of defining finance to
mean cash is redundant in the present-day situation.
2. Financing is the raising of funds: This approach is also called the traditional approach
and is concerned with raising funds for use in the enterprise. It covers (a) instrument,
institutions, practice through which funds are raised (b) The legal relationship and

accounting relationship between a company and its source of funds including the
redistribution of income and assets among the sources. This concept is broader than the
previous one. But it suffers from some shortcomings.
● This approach emphasizes the perspective of an outside lender. It only analyzed
the firm and did not emphasize decision-making within the firm.
● Another shortcoming was giving more importance to external sources of longterm finance. Having Short-term finance i.e Working Capital requirements is also
equally important.
● The function of efficient employment of resources was ignored.
3. Finance is raising and utilization of funds. This approach is called the integrated
approach or modern approach. According to this approach, the concept of finance is
concerned not only with the optimum way of raising funds but also with its proper
utilization.
This approach to finance is concerned with
● Determining the total amount of funds required in the firm.
● Allocating these funds efficiently to various assets.
● Obtaining the best mix of financing - types of and amount of corporate securities.
● Use of financial tools to ensure proper and efficient use of funds. This approach
of financial management has made it more analytical and quantitative.
● The opinions of managerial decision-makers are also given due importance in
financial matters.
Thus the modern phase began in the mid-fifties and has witnessed accelerated development in
financial management. Development in the field of capital budgeting, capital structure theories,
valuation models, working capital management, and dividend policy are a few examples of such
new developments.
1.2

DEFINITIONS OF FINANCIAL MANAGEMENT

In general, finance may be defined as the provision of money at the time it is wanted. However,
as a management function, it has a specific meaning. Finance function may be defined as the
procurement of funds and their effective utilisation. Some of the authoritative definitions are
given below:
1. According to Ezra Solomon, “Financial management is concerned with the efficient use
of an economic resource, namely, capital funds.” (Ezra Solomon: The theory of Financial
Management, Columbia University Press New York, 1963.
2. In the words of Howard and Upton “Finance may be defined as that administrative area
or set of administrative functions in an organisation which relates with the arrangement
of cash and credit so that the organisation may have the means to carry out its objectives
as satisfactorily as possible and at the same time meet its obligation as they become due.”
They underline the importance of administrative functions relating to the flow of

Cash/money in an organisation for timely payment of bills. To put it in another way
finance may be defined as the provision of money at the time it is wanted.
3. Charles Westerberg relates finance to other functions of a business. He feels that finance
has to be linked with production, marketing, and accounting to avoid wastage of funds.
He gives importance to the proper maintenance of records for inflow and outflow of
funds to ensure their efficient use.
4. Phillippatus has given a more elaborate definition of the term financial management.
According to him, financial management is concerned with the managerial decisions that
result in the acquisition and financing, the long-term assets, selection of specific liability
or combination of liabilities as well as the problem of size and growth of an enterprise.
Financial management may also be defined as “Planning, Organising, Directing and Control of
financial resources to ensure optimum utilisation of such resources and provide insurance against
loss through the financial deadlock. This definition clearly explains four broad elements viz.,
planning, organizing, direction, and control.
While the functions under planning and organising are undertaken from time to time and often
independently, those under control are continuous in nature. All the principles of managerial
control are applicable in proper control of financial resources and their utilisation.
Hence, financial management is an application of the general managerial principle to the area of
financial decision making such as fund requirement decisions, investment decisions, financing
decisions, and dividend decisions.
Further, financial management is also concerned with identifying sources of profit and factors
which affect the profit. In the process of allocating funds for the use within the business and how
the assets are used in operating activities, the financial manager forms part of the management
team and gives specialist advice and help in processing the data upon which the decisions are
based.
1.3

GOALS OF FINANCIAL MANAGEMENT

The goal of Financial Management should be to achieve the objective of the owners of the
business and the suppliers of capital. In the case of the company, the owners are shareholders. It
is generally agreed that the financial objective of the firm should be the maximization of the
owners' wealth. The economic welfare of the owners can be maximized in two ways:
(a) Profit Maximization
(b) Wealth Maximization
(A) Profit maximization

Profit maximisation is a generally accepted criterion for measuring the efficacy of a business
unit. This approach suffers from certain basic weaknesses:
1. It is vague
2. It is a short term point of view
3. Ignores the timing of returns, and
4. It ignores risk
1. It is vague: Does it mean short-term or long-term profit? Does it refer to profit before tax
or after-tax? Does it refer to total profit or profit per share?
2. It is a short-term point of view: According to Professor Galbraith, this concept
undermines the future for today's profit. Further, it ignores the need for investment in
research and development. It may shy away from any capital expenditure to increase the
efficiency of the enterprise resulting in the obsolescence of plants and equipment.
3. It does not make a difference between returns received at different points in time. That is
to say, it gives no consideration to the time value of money.
4. It ignores risk: To maximize profit, when no attention is given to research and
development or no investment is made for the modernisation of technology used, the
element of risk in such a business increases.
Therefore, the profit maximization objective cannot be taken as the only objective of financial
management
(B) Wealth maximization
Maximization of wealth is a more viable objective of financial management. “Wealth of the firm
is reflected in the maximization of the “present value” of the firm i.e present worth of the firm.
The value is easily measured from the market price of shares that are held by the public. To a
shareholder, the term “wealth” is reflected in the amount of his investment, dividends, and the
market price of shares.
Ezra Solomon has defined wealth maximization objective in the following manner: “The gross
present worth of a course of action is equal to the capitalized value of the flow of future expected
benefits, discounted (capitalized) at a rate of which reflects the certainty or uncertainty in the
future wealth or the net present worth is the difference between gross present worth and amount
of capital investment required to achieve the benefit.”
Thus wealth maximization is a long-term strategy that emphasizes raising the present value of
the Owner’s investment in a company and the implementation of a project that will increase the
market value of the firm's securities. This criterion, if applicable, meets the objectives raised
against the earlier criterion of profit maximization.

1.4

SCOPE OF FINANCE FUNCTION

The scope of the “finance function” of “financial management” can best be understood from the
function to be carried out by the financial manager in the pursuit of achieving the objective of
wealth maximization. The various functions of the financial manager relate to the estimation of
financial requirements, investment of funds in long-term and short-term assets, determining the
appropriate capital structure, identification of various sources of finance, taking decisions
regarding retention of earnings, distribution of dividends, and administering proper financial
control. As per the norms of financial management, it includes planning, organising and
directing, investing, analyzing the financial results, and controlling the financial activities. To
elaborate briefly these functions may be expressed in the following manner:
1) Planning
● Ascertainment of needs for finance
● Determination of the source of finance and of financial mix
● Deposition of profit between dividend and retained earnings
2) Organising and Directing
● Collection of funds
● Allocation of funds for various purposes
● Giving necessary directions
3) Investing
● Management of current assets (cash, marketable securities, accounts receivables,
and inventories)
● Capital budgeting (investment in capital projects)
4) Financial analysis, planning, and control
A. Analysis of financial conditions and performances
B. Profit planning
C. Financial forecasting
D. Financial control
★ Monitoring of fund utilisation
★ Knowing performance actuals
★ Judging performances against norms, standards, or targets
★ Taking corrective actions which may involve the removal of snags or revision of targets.
1.5

FINANCE FUNCTION OF AN ENTERPRISE

In the backdrop of the scope of financial management discussed earlier, it is useful to know the
finance function of an enterprise. Some of the important functions are given below:
1. Planning for Fund inflows and outflows: The success of the finance function depends
upon proper planning of inflows and outflows of the fund. It is easier to receive than to

2.
3.

4.

5.
6.
7.

8.
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payout. The inflows and outflows must be properly matched so that funds become
available for payment when the latter falls due.
Another dimension of the finance function is the efficient utilisation of funds. Funds
procured must be utilised to increase the productivity of the firm's operations.
The third function of finances is to maximize the value of the firm. Broadly, speaking
values of the firm are maximized only when the resources are efficiently utilised and
loopholes of a wastage/loss are minimised.
Fourthly, the finance function is broadly concerned with the process of acquiring and
utilising the funds by the business. In the course of acquiring funds for the business, the
source from where the funds may be acquired easily must be identified to avoid delay.
Other factors which need to be considered are terms of payment, such as rate of interest,
time of repayment, and the nature of security to be offered, and of course, the condition
in the money market.
Examining the profitability of the enterprise is another function of finance.
Profit planning is an important aspect of finance. There are various measures for profit
planning and control.
The role of finance function on matters relating to the decision of the issue of debentures
and long term loans is very significant as such decisions affect the interest of the different
stakeholders in the organisation.
Lastly, it is the function of the finance department to secure funds from the money market
at the most opportune moment when the market is easy.
FINANCIAL MANAGEMENT AS A BRANCH OF MANAGEMENT

Financial management is the most important function of an organisation. The efficiency of
various departments: production, marketing, etc. are dependent on the efficiency and efficacy of
its management of the finance department. Thus it may be stated that all the functions or
activities of the business are related to finance functions. The success of the business depends on
how best all these functions can be coordinated.
1.7

FINANCE AND OTHER FUNCTIONAL AREAS OF MANAGEMENT
1. Financial management and Operation management: In any manufacturing firm, the
production manager controls a major part of the investment in the form of equipment,
materials, and men. He should so organise the department that equipment under his
control is used productively, the inventory of work-in-process or unfinished goods and
stores and spares is optimized and the idle time of work stoppage is minimised. If the
production manager can achieve this he would be holding the cost of the output under
control and thereby help in maximizing profits. While the price at which the output can
be sold is largely determined by factors external to the firm like competition, government

regulation, etc. the cost of production is more amenable to his control. Further, when the
production manager has to decide on matters like make or buy, or buy or lease, he has to
evaluate the financial implications before arriving at a decision.
2. Financial management and Marketing management: Marketing is one of the most
important areas on which the success or failure of the firm depends to a very great extent.
The philosophy and approach to the pricing policy are critical elements in the company's
marketing efforts, image, and sales levels. Determination of the appropriate price for the
firm’s product is important both to the marketing manager and the financial manager.
Hence, decisions on pricing policies should be taken jointly by these two managers. The
marketing manager provides information as to how different prices will affect the
demand for the company’s products in the market and the firm's competitive position.
The finance manager can supply cost information, and change in cost at different levels
of production and the profit margin required to carry on the business. Thus, the finance
manager contributes substantially towards the formulation of the pricing policies of the
firm.
3. Financial management and Human Resource management: The recruitment, training,
and placement of staff is the responsibility of the personnel department. However, all
these require finance. Therefore the decision on these matters cannot be taken without
consulting the finance department. Moreover, pay scales and training of staff involves
expenditure which impacts the cost of production and ultimately the profit earned.
4. Financial management and Research development: The Research development
(R&D) manager has to justify the money spent on research work for the product
development (new product or/and improvement of the existing product) and process
which would help to reduce the cost and increase the revenue. The Research and
Development department is like a bottomless pit, swallowing any quantity of money that
can be assigned for that purpose. But the outcome of such research and development
must give positive results. When there is no positive result, the management of a firm
will have no alternative but to stop spending on such research.
Thus, it can be seen that financial management is closely linked with all the areas of
management. As a matter of fact, the financial manager has a grasp of all areas of the firm
because of his key position. Moreover, the attitude of the firm towards other management areas
is largely determined by its financial position. When a firm has a comfortable financial position
it may be liberal and flexible in managing the enterprise. On the other hand, firms which are
under financial stress will be more careful in their spending.

1.8

ORGANISATION OF FINANCE DEPARTMENT

The Chief Finance Officer (or Vice President Finance) is a very significant position in the
management of a company. As has been discussed earlier any operation in a company has a
financial impact. The duties and responsibilities of the finance department in an organization, in
a sense, are all-pervasive. The finance department keeps an eye on the financial and cost aspects
of all other departments.
When the organisation is large one manager cannot handle every function that comes under the
finance department. The function of the finance department may be grouped under two broad
headings: one is Controller function and the other is Treasurer Function.
1.8.1 Function of the Controller of Finance










Planning and control: Plans for investment, financing, sales forecast, and expense
budget are a few examples where planning and control are very important.
Reporting and Interpreting: This function involves comparison of actual performance
with operating plans and standards and reporting and interpreting the results of operation
at all levels of management, to the owners of the enterprise.
Tax administration: Tax matters are administered by the finance department through the
Controller.
Government Reporting: Various reports are submitted to the government from time to
time. The controller of finance is expected to supervise the preparation and submission of
such reports.
Protection of Assets: A huge amount of money is invested in various assets of the
company. The controller’s functions include protection of such assets from theft, misuse,
etc. This is done through internal control and internal audit, and insurance coverage of
business assets
Economic Appraisal: Changes in the economic and financial environment in the country
and world at large, do take place from time to time. The controller of finance is
responsible, as an expert, to analyse and report such changes to the top management as
and when required.

1.8.2 Functions of treasurer
1. Provision of finance: As the Treasurer, the finance manager is to establish an executed
program for the provision of the finance required by the business including negotiating
procurement and maintaining the required financial arrangements.
2. Investors’ relation: To establish and maintain an adequate market for the company's
securities and to maintain adequate contact with the investment community.

3. Short-term financing: To maintain adequate resources for the company's current
borrowings from the money market.
4. Banking and custody: To maintain banking arrangements, to receive custody of and
disburse the company's money and securities.
5. Credit and collection: To direct the granting of credit and the collection of accounts
receivable of the company.
6. Investment: To invest the company’s funds is required and to establish and coordinate
policies for investment in pension and other similar trusts.
7. To provide insurance coverage as and where required :Looking from another angle,
one may notice that all the decisions connected with finance can be grouped under two
heads namely, (a)long-term financial decisions
(b) Short-term financial decisions
(a) Long term financial decisions pertain to:
● Investment decision (capital allocation for fixed and current assets)
● Financing decision (capital sourcing) and
● dividend decision
(b) Short term financial decisions (working capital management)
● Cash
● Investments (marketable securities)
● Receivables
● Inventories
(A) Long-term financial decisions: The long-term financial decisions pursued by the finance
manager have a significant long-term effect on the value of the firm. The results of the decisions
are not confined to a few months but extend to several years and these decisions are mostly
irreversible. It is therefore necessary that before committing the scarce resources of the firm, a
careful exercise is done with regards to the likely cost and benefit of the various decisions.
The long-term finance decisions may be grouped under the headings. (a) Investment decision (b)
financing decision and (c) dividend decision
1. Investment decisions: Investment decisions which are also known as Capital Budgeting
decisions are concerned with the allocation of a given amount of capital to fixed assets of
the business. The important characteristic of fixed assets is that the benefits of such
investment are realised in the future. It is important to remember that future benefits are
estimated ones and such benefits may or may not be realised. Hence, there is an element
of risk that must be carefully evaluated at the time such investments are made. The
criterion of judging the profitability of a project is the difference between the cost of the
investment proposal and its expected earnings during its lifetime in the future. The
important methods employed to judge the profitability of the investment proposal are:
● Payback method
● Average rate of return method

● Internal rate of return method and
● Net present value method
Careful employment of these methods helps in determining the contribution of investment
projects to the owner's wealth.
2. Financing decisions: Financing decisions, also known as capital structure decisions, are
intimately associated with investment decisions. A firm needs proper finance for its
investment. There are many sources from which funds can be raised. The most important
sources of financing are equity capital and debt capital. A Finance Managers is
responsible to decide the mix between the equity and debt capital. The overall
profitability of a firm depends upon an optimum mix of such capital. The use of debt
capital affects the return and risk of the shareholder. A proper balance will have to be
struck between return and risk to enable shareholders to maximize return with minimum
risk.
3. Dividend decisions: Dividends are generally paid as a percentage of earnings on the
paid-up capital. Top management of a company usually prefers to have a stable dividend
policy. That is to say, the same percentage of earnings, maybe with a little variation, is
given out as a dividend to equity shareholders. Such a policy results in an increase in the
market value of the shares. The amount of undistributed profit is known as “retained
earnings''. In other words, the dividend payout ratio determines the amount of earnings
returned in the firm. An increase in retained earnings from year to year helps in
maximizing shareholder's wealth in the long run.
(B) Short term financial decisions
Financial decisions aiming at safeguarding the firm from lack of liquidity or insolvency involve
proper management of working capital. Working capital management requires the understanding
and proper appreciation of its two concepts:
● Gross working capital
● Net-working capital
Gross working capitalrefers to a firm's investment in current assets such as cash, marketable
securities, debtors, bills receivable and inventories. Current assets are those which are
convertible into cash within an accounting year.
Net working capital refers to the difference between current assets and current liabilities.
Current liabilities are those claims of outsiders which are expected to mature for payment within
an accounting year and include trade creditors, bills payable, bank overdraft, and outstanding
expenses. Understanding the importance of these two concepts helps a finance manager to
properly manage the working capital of the enterprise.
Investment in current assets affects a firm's profitability, liquidity, and solvency. Hence the
finance manager must develop a sound technique of maintaining current assets to ensure that the
needs are neither insufficient nor unnecessary. The objective should be to estimate a firm's
working capital needs from time to time.

Both long-term and short-term decisions, together determine the value of the firm to its
shareholders. The firm should strive for an optimal combination of these decisions to maximize
the value of the firm to its shareholders. With this end in view, financial managers make use of
certain tools in analyzing, planning, and controlling activities of the firms. Some such important
tools are enumerated below:
● Financial Accounting Statement (Profit and loss accounts, profit and loss
appropriation account, and Balance sheet statement.)
● Analysis of financial ratios
● Fund flow analysis and cash flow analysis
● Financial forecasting
● Analysis of operating and financial leverage
● Capital expenditure budgeting
● Budgetary control with detailed budgets of various departments and operations
including the master budget
● Costing and cost control
● Variance analysis (comparing actuals with standards)
● Cost-volume-profit analysis
● Profitability index
● Financial reports
1.9

ROUTINE DUTIES OF FINANCIAL MANAGER

In addition to the three broad functions of financial management namely, long-term financial
decision (investment decision, capital structure decision, and dividend decision), a large portion
of financial manager’s time is devoted to the day-to-day internal operations of the firm which
comes under the purview of working capital management. The finance manager has to perform
certain routine or recurring functions. These are stated below:
1. Keeping track of actual and projected cash outflows and making adequate provisions in
time for any shortfall that may arise.
2. Managing cash centrally and supplying the needs of various divisions and departments
without keeping ideal cash at any point.
3. Negotiating and keeping relationships with banks and other financial institutions.
4. Investment of surplus funds available and free for a short period.
5. Keeping track of stock exchange prices in general and prices of the company's shares in
particular.
6. Maintenance of liaison with production and sales department for monitoring the
inventory and book debts position to avoid any adverse effect of the working capital.
7. Keeping management informed of the financial implications of various developments in
and around the company.

1.10

ROLE OF CHIEF FINANCE OFFICER

It has been hinted earlier that the business environment in India and the world has undergone a
severe change. The role of Chief Finance Officer, also sometimes called Vice-President
(finance), has expanded from the routine work of the finance department of the company. The
dynamic business environment due to the globalization of markets has put pressure on
corporations to improve efficiency and cost-cutting rather than fixing a price based on cost alone.
Use of new technology by new competitors in the market and having cost-saving efficient
machinery and equipment, competitors are in a better position to survive in their business.
Companies are forced to restructure the traditional model and are more responsive to the changes
in the business environment. The traditional work of finance managers, such as accounting
reporting, etc is done by sectional heads of the financial department with the help of computers.
Therefore the role of Chief Finance Officer has changed and he is responsible for taking
important decisions. Some such functions of the CFO are stated below in brief:
 Preparation of financial plan of the company at the time of its promotion.
 Deal with high financial costs identified with risk-bearing investment in a capitalintensive environment.
 The finance manager is expected to advise and guide top management when the company
goes for diversification in different business, markets, and/or product lines on matters of
liquidity and profitability of such a proposal.
 When the company wishes to acquire, by merger, any ongoing company, the CFO is to
advise the top management on the desirability of such a proposal from the point of view
of profitability.
 When the rate of inflation in the country is high and affects the financial plan and
profitability of the firm, the role of a financial officer is to take appropriate action for
reducing the risk from such a situation.
 The CFO must emphasize the growth of the company by identifying new sources of
funds and improving the use of existing funds which will increase the productivity of the
resources employed in the business.
 Research and development activities are essential in the world of rapidly changing
technology. The CFO must provide sufficient funds for such a purpose although this
might be considered non-essential in the short-run period.
 The CFO is expected to be in touch with the financial community, investors, and
regulators, rating agencies, investment bankers, and commercial bankers which are
valuable sources of information for strategic and tactical decisions.
 The CFO must be aware of all such legislation (old and new) which have an impact on
the functioning of the finance department. This includes changes that may relate to the
manner of preparing reports for submission to various agencies. With the globalization of
markets it is necessary for a CFO to know the International Financing Reporting
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Standards(IFRS)Goods and Service Tax(GST), Direct Tax Code(DTC), Extensible
Business Reporting Language (XBRL), etc. also.
In view of some major scandals in the past relating to manipulation of accounts, reports
where corporations intentionally overstated the revenue, understated expenses, overstated
the value of assets, understated liabilities, and thereby inflated profits, the CFO must
maintain high ethical standards on financial reporting of the corporation.
FINANCIAL ENVIRONMENT

The Financial Environment is a part of an economy with the major players being firms,
investors, and the market. Firms are any businesses that offer goods and services to consumers.
Investors are individuals or businesses that place capital into business for financial returns. The
market represents the financial environment that makes it possible. The symbolic relationship in
the financial environment allows both parties to operate: one party has a shortage of funds and
the other party has a surplus of funds. Funds seekers want to get liquid funds and are willing to
pay the cost for it. Whereas funds investors wish to channelize their savings in the most optimal
way to get the maximum return on it. The financial market introduces borrowers and suppliers
together so that the investment objectives of both parties can be met.
The financial environment emerges when different individual and institutional investors enter the
market with different investment objectives. Investors are generally categorized into three
different types depending on their willingness to assume risk. Aggressive investors are the ones
who wish to take a maximum risk to earn above-average returns. On the other extreme, are
conservative investors who wish to take the lowest degree of risk and are satisfied with minimum
assumed return. Within these two extremes lie balanced investors who will prefer to take a
calculated risk and will like to get a return higher than a risk-free return. Investors are an
important part of the financial environment. However, this is the most diversified component as
such investors plan to invest with different investment objectives which may include tax
planning, capital appreciation, liquidity, assured return, long-term returns, etc. These investors
prefer to select different financial products (financial instruments) based on their varied
objectives. The selection of these financial products is also affected by investors' decision to
select a particular combination on assumed risk level and preferred return.
The Financial environment can exist anywhere so long as the major players exist in the economy.
The Financial environment is also subject to the business cycle which dictates the stage of
growth and decline in the economy. When there is an inflow of resources, the market grows and
expands. A decline occurs when the market is saturated with goods and services due to a lack of
demand. The complete system of the financial environment comprises four important
components. These includes:

1. Financial Manager: Financial Managers are responsible for making decisions on
acquiring the funds for business and appropriately investing those funds. The financial
managers are expected to make financial decisions in such a way as to optimize riskreturn trade-offs and maximize the value of the firm's stock price.
2. Investors: Individuals and institutional investors who have funds for investment and are
willing to invest.
3. Financial Market: Market represents any place where sellers and buyers can meet
together and exchange items- capital goods and services. Markets may be local, regional,
and international, depending on the economy. Free markets tend to have fewer
Government regulations, allowing for an increased exchange of goods (funds) due to
lower transactional costs.
The following are the prime functions of financial markets:
● Price information: Financial market facilities price information due to the
existence of more buyers and sellers in the market that help to determine the price
of financial assets. Generally, the price of a financial asset is decided by the
demand and supply of securities.
● Marketability and Liquidity: Financial market facilitates the sale of
securities.Whenever they want investors can sell their stock.
● Reduction of transaction cost: Transaction cost is the cost that is needed to
spend for the sale or purchase of securities. It includes search cost (advertisement
expenses), and information cost,(cost involved in the evaluation of securities).
Financial markets reduce transaction costs by providing relatively inexpensive
services for linking small savers to large borrowers.
● Promote savings and investment: Financial markets encourage savings and
investment in securities by providing price information, marketability, and less
transaction cost.
4. Financial Instrument:
Financial Instruments are broadly categorized as (a) Equity shares and (b) bonds. Equity
shares holder has proportional ownership rights in the company whereas bondholders are
lenders only for receiving interest on their holding. But in the financial market one can
find many types of financial instruments which are offered with different combinations of
risk and return levels to meet the objective of various types of investors. For example: in
the case of shares, it could be equity shares or preference shares. In the case of Bonds, it
could be a bond for a limited period or a long-term period. Further, bonds could be
convertible (into shares of the company) or non-convertible Bonds are usually
redeemable. But it could be irredeemable also.
The growth of the financial market and improvement in the financial environment of a
country depends on certain other factors also. Some of these factors are discussed below:
1. Stock Exchange: A stock exchange is a marketplace of various categories of financial
instruments. Both buyers and sellers operate there to buy and sell stocks. The existence of
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a stock exchange encourages people to invest in stock and gradual increase in their
number. More people think of investing in shares and bonds of companies rather than the
traditional form of investment such as gold, land, bank deposits, etc. The Stock Exchange
Board of India (SEBI) controls the operation of the stock exchanges.
Long-term Financial Institutions: Many financial institutions were set up in India for
providing long-term finance to industries. Examples are:
Industrial Finance Corporation (IFC)
Industrial Development Bank of India (IDBI)
State Finance Corporation (SFC) in different states
Commercial Banks: Commercial Banks, (both public sector banks and private sector
banks) are engaged in providing short-term and medium-term finance (working capital
finance) to business enterprises. With many banks and a great number of branches all
over the country, these banks are catering to the working capital needs of a large number
of medium and small enterprises in India. In rural or semi-rural townspeople are able to
get finance for their business operation.
Government Regulation: At the time of countries independence, there was an acute
shortage of infrastructure and capital goods industries in India. To ensure easy
availability of such goods in the country, Govt. of India took many measures to
encourage investment in the sector and faster industrialization in the country. A number
of laws were enacted to accelerate economic growth. Those regulations have positively
impacted the financial environment of the country. A few examples are given below for
information only.
● Industrial Policy Resolution,1948 (as amended from time to time)
● Industries Development and Regulation Act,1951
● Companies Act,1956
● Capital Issues (control) Act, 1947
● Monopolies and Restrictive Trade Policy Act,1970
● Foreign Exchange Regulation Act,1973
● Tax Regulation: Few examples
(a) Income Tax Act: A direct tax on income and wealth
(b) Commercial Taxes: Excise duty, Customs duty, Sales tax (now GST- Goods and
Service Tax) are a few examples of indirect taxes.
When economic growth in India was on the right path and gathered momentum, the
Government of India adopted a more liberalized policy in 1991. Business enterprises
were given great freedom to choose their investment policy. Restrictions like obtaining a
license or permit from the government were eased in many cases.
The Reserve Bank of India which is the central bank of the country has many regulatory
powers to control and direct the flow of funds in the money market.RBI determines the
rate of interest be charged by banks for borrowing and lending from time to time. When
restrictions have required the rate of interest is increased and when more investments are

to be encouraged, the interest rates are reduced. Hence, RBI has a great influence on the
financial environment of India.
6. Availability of financial information: Investment decisions are taken by an investor
mostly based on financial information available to him regarding the financial market.
There are a large number of sources for getting such information. There are many
agencies that provide information. A few of them are mentioned below for information
only
● Daily paper:
Financial Express
Economic Times
Business standard
TV channels
● Monthly periodicals:
Reserve Bank of India Bulletin
Chartered Accountant
Management Account
Foreign Trade of India
To conclude, it can be said that the Financial Environment in India has improved a lot over the
years and is very favorable for investment in business and industries.
1.12

SOCIAL OBJECTIVES OF BUSINESS AND ITS FUTURE GROWTH

A business enterprise is a social-economic organ, and as such it has a responsibility towards the
various section of the society. Society provides an environment conducive to the operation of
business enterprises and organisations can survive without its social acceptance. A business
enterprise must conduct its business in a manner that earns recognition as an honorable corporate
citizen. Its relation with shareholders, employees, customers, suppliers, community and
government should be such that every stakeholder is benefited by its operation.
It is commonly believed that expenditure for the social welfare of the community will result in
lowering profit. But this is not so, in fact, such financial assistance will increase the goodwill of
the company and its sales in the future. This in turn will give more profit to the enterprise, in the
long run.
The welfare of the community can be done through financing projects such as afforestation,
construction of roads, the opening of charitable hospitals, etc. which are extended to business
activities. Another way of increasing the welfare of the people can be increasing welfare
measures of the employees of the company such as higher level of remuneration, improving
working conditions, job security, better healthcare, and pension benefits, and providing training
facilities to existing and new recruits. All these will enhance the morale of employees and result

in increasing productivity, reducing cost, and enhancing the profit of the enterprise. Thus, in the
long run, profit objectives and social objectives do not conflict.
1.13

LET US SUM UP

Financial Management is broadly concerned with the acquisition and use of funds by a business
enterprise. In the initial stage, financial management consisted of providing funds required by
various departments of a corporation; this has completely changed now. From only making
provision of cash and then raising of funds only finance now means, raising and proper
utilisation of funds. Top management used to seek the advice of the finance department for
taking important investment decisions.
The goal of business is to maximize profit. This approach does not give importance to the growth
of the wealth of corporations. A corporation’s wealth will increase only when a part of the profit
is retained in the business. It is the responsibility of the finance department to ensure more
dividends to the shareholders and to plough back more earnings for the growth and development
of the company.
In the present-day situation, the significance of the finance department has increased very much.
Every department of a company - production markets, needs to know the opinion of the finance
manager on matters of cost or fixing of the selling price of their product.
The duties of a financial manager are many and varied such as planning of funds, collection, and
allocation of such funds to the department, supervising utilisation of funds, judging performance
against norms, and taking corrective actions as required.
In large corporations, the finance function is divided into two wings. One is called “Controller
of Finance” and the other is called a “Treasurer”. The Controller deals with the major long-term
decisions while the Treasurer is engaged in the routine work of managing working capital,
financial accounts, etc. The Chief Finance Officer is more concerned with long-term policy
decisions relating to finance such as investing in new projects, acquisition or merger of ongoing
business, etc. The CFO is expected to watch and study the financial environment of the country
(and of the world where required) which are likely to affect his Corporation. The financial
environment is a concept that includes many parameters such as money market conditions, stages
of the business cycle, and legislative measures by the government, and monetary policy
decisions of the RBI, SEBI (Stock Exchange Board of India), etc.
Social objectives of business do not affect the objectives of profitability and wealth
maximisation in the long run.
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Finance: Money invested in a business.
Funds: A sum of money saved or made available for a particular purpose.
Allocation: An amount of a resource assigned to a particular recipient.
Efficiency: The state or quality of being efficient.
Financial Mix: A term to define the mix of equity to debt in a firm
Inventories: A complete list of items such as property, goods in stock, or the
contents of a building.
Profitability: The degree to which a business or activity yields profit or financial
gain.
Ethical: Relating to moral principles or the branch of knowledge dealing with these.
The Term Company, corporation, firm, or business enterprise refers to a business
unit that is carrying in a business by investing its own and /or borrowed capital for
earning a profit. These terms have been used to mean a business enterprise in the
present discussion.

REVIEW QUESTIONS

Short Answer Type Questions
1. Define Financial Management.
2. Write a note on Profit Maximization Approach.
3. Write a note on Wealth Maximization Approach.
4. What do you understand about the Financial Market?
5. What do you understand by Investment decisions?
Long Answer Type Questions
1. What do you understand by financial management? Discuss its significance in the
management of large enterprises.
2. Explain the “Profit Maximization” and “Wealth Maximization” concepts. Which one you
would prefer as a finance manager? Give reasons for your views.
3. Discuss the respective roles of “Treasurer” and “Controller” in the financial setup of a
large corporation.
4. Discuss briefly the scope and function of financial management.
5. Describe the areas for which long-term financial decisions are needed in business.
6. Discuss the function of the Chief Finance Officer of a large enterprise.
7. What do you understand by the Financial Environment of a business? Describe its scope.
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2.0

LEARNING OBJECTIVES

After going through this unit, learners will understand:
 that money has a value over time
 comprehend that money’s value is change over time of receipt or payment
 must know that the future is uncertain and receiving or paying should be sooner than the
latter
 must realize that people, in general, prefer current consumption to future consumption
due to rising prices of goods and services resulting from an inflationary situation in the
economy
 Understand the meaning of simple and compound rates of interest and their impact on
money value in future
 understand how to find the future value of a sum of money invested at a given rate of
interest for a certain period of time in future
 understand the growth rate of a series
 know the present value of future inflow or outflow of funds
 discussion on uneven cash flow(inflow and outflow) both in finding future value and
present value has been excluded for better comprehension

2.1

INTRODUCTION

The concept of valuation of investments (assets) is of great importance in financial management.
Investors, in general, are interested to know their earnings from investment in the future. They
are keen to know about the safety of their investment too and the time period for which they are
likely to earn from such investments. Therefore, before investing his funds an investor would
like to analyse these matters. There are several methods to evaluate investment proposals such as
capital budgeting, payback period, etc. In all such analyses the key factor is the rate of earnings
or interest rates and the duration for which such earnings (cash flow) will be received in the
future. Investors normally estimate these factors for different investment proposals and finally
invest their money in such projects which give them more benefits.
Many factors in the capital markets such as the economic environment, prevailing interest rates
declared by the Reserve Bank of India, and government policies on the area of investment
influence the decisions of investors. But at the top is the prevalent rate of interest which affects
the cost of capital.
Before discussing the various uses of interest rates or rate of earnings expected from an
investment it is pertinent to know certain aspects of investment behavior of people with regards
to the use of their money.
1. Due to uncertainty and risk in the future, people prefer to use the money on their hand for
present consumption, rather than wait for the future earnings.
2. The purchasing power of money declines due to the inflationary tendency in the
economy. This results in rising prices which means, less and less goods and services can
be purchased with the same amount of money. Hence people may go for present
consumption rather than investing for the future.
3. Thirdly, and more importantly, capital can be employed productively to generate positive
returns. An investment of one rupee today would grow to (1+r) a year hence.(‘r’ is the
rate of return earned on investment). People with money for investment look for
investment opportunities and they can increase their earnings if money is with them.
They may be averse to go for long-term investment.
2.2

RATE OF RETURN OR INTEREST RATE

In the discussion on investment, the two terms - Rate of return and interest rates refer to the
earning rate on investment, unless otherwise mentioned.
There are two types of interest (a) Simple interest (b) Compound interest
(a)Simple Interest

Simple Interest is the interest paid (or earned on the original amount of the principal
(borrowed or lent). Simple Interest amount is a function of three components (Variables)
such as the principal amount borrowed or lent, interest per annum, and the number of years
for which the interest rate is calculated. Interest on Investment earned earlier, is not
computed.
Symbolically,
SI=P0 (I)(n)
Where,
SI = Simple Interest
P0 = Principal amount at year (0)[Beginning]
I = Interest Rate per annum
n=number of years for which interest is calculated.
Example: Rajendra deposits Rs.1000 in his Bank savings account which pays interest at 5%
per annum. How much simple interest will he get after 10 years?
SI=P0 (I) (n)
SI =1000(0.05) (10)
=1000×0.05×10
=1000×0.5
=Rs.500
Thus, he will get an amount of Rs.500 after 10 years.
(b)Compound Interest
At a simple interest rate, there is no opportunity to earn interest on interest already earned.
But in the compound interest method, interest earned is considered reinvested. That is to say,
interest earned is included in the principal for computing the interest earned during the next
period. No difference exists in the first year of investment Rs.1000 at 10% becomes Rs. 1100
after one year according to both methods. But from the second year, the principal becomes
Rs.1100 in the compound rate method while it remains the same Rs.1000 in the simple
interest method.
Since investments are generally made for many years, the compound interest rate is very
significant in financial management particularly in the evaluation of investment proposals. It
may be noted that the terminal value of an investment is called Future value. Sometimes, the
same is termed as Compound value. In the present discussion, the term future value has been
used.
Formula for Future Value of a Single Cash Flow

The Future Value of an investment can be calculated by the following formula:
FVn=PV (1+k)n
Where, FVn=Future Value after ‘n’ years
PV=Cash Flow today (present value)
k=Interest rate per year
n= number of years for which compounding is done
In the above formula, the factor (1+k) n is referred to as the compounding factor or future
value interest factor (FVIF). When investment is for a long period, the tedious calculation is
avoided by the use of published tables’ values of (1+k) n for various combinations of ‘k’ and
‘n’. Such tables are normally found appended to books on financial management.
Example: If Rs.10,000 is deposited in a bank which pays 6%interest compounded annually,
how much will the deposit grow in 10 years hence?[Table Value of (1.06)10=1.791]
PV10=PV (1+0.06)10=10,000×1.791=Rs.17, 910
2.3

DOUBLING PERIOD OR THE RULE OF 72

If one is interested to know the number of years after which he will receive double the amount of
initial investment, there is a rule called “Rule of 72”. It can be observed from Exhibit 2.1 that
when the interest rate is 12 % the principal amount will be double in 6 years. Similarly, when the
interest rate is 6%, it takes 12 years for the principal to double up.
Finding the growth rate
Besides finding addition to a principal amount initially invested with compounding interest rate,
more uses are also made of compound rate method. When one is interested to know the
compound rate of growth, for example sales over a period of time future value interest factor
table (Exhibit: 2.1) can be used to know the compounding rate of growth of sale. The growth rate
is expressed in terms of the percentage of interest.
Example: Find the compounding growth rate of the following series
Year
2011
2012
2013
2014
2015
2016
Sales(Rs. in Crores)
100
114
136
158
172
198
Two steps are to be taken to answer this question
Step 1: Find the ratio of Sales of 2016 to that of 2011 i.e 198/100=1.98
Step 2: Consult FVIFk,n table, and look at the row for six years till you find a value that is closest
to 1.98.Then read the interest rate corresponding to the value.In the present case,the value closest
to 1.98 is 1.974 and the interest rate is relevant to this value is 12%.Hence,the compounding rate
of growth is 12%.It is commonly called growth rate also.
Shorter Compounding Period:

Normally compounding is done annually.But if compounding is more frequent, say half-yearly
or monthly, the formula is to be modified suitably.
The modified formula for future value would be:
FVn = PV (1+k/m)m×n
Where,
FVn = Future value after n years
PV=Cash Flow today (present value)
k=nominal annual rate of interest
m=number of times compounding is done during a year
n=number of years for which compounding is done (maturity period)
Example 1: How much does a deposit of Rs.10, 000 grow to the end of six years, if the nominal
rate of interest is 12% and the frequency is four times a year.The amount after six years will be
Rs.10, 000(1+0.12/4)(4×6)
=Rs.10, 000(1.03)24=Rs.10, 000×2.0328
=Rs.20, 328(Ans.)
Example 2:Semi-Annual Compounding:
How muchdoes a deposit of Rs.10, 000 grow at the end of 10 years at the rate of 6%interest and
compounding is done semi-annually? Determine the amount at the end of 10 years.
Compound value after the end of 10 years will be:
Rs.10,000[1+0.06/2]2×10
=10,000(1+0.03)20
=10,000(1.03)20
=10,000×1.806
=Rs.18, 060(Ans.)
2.4

EFFECTIVE VERSUS NOMINAL RATE

The relationship between the nominal and effective rate of interest for different compounding
periods is depicted in Table 2.1 given below. The effect of measuring the frequency of
compounding is not very significant. The additional gains decrease as the frequency of
compounding increases.

Table 2.1
Nominal and Effective Rate of Interest (Compound)
Nominal Rate
(percent)
8
12

Annual
Compounding
8.00
12.00

Effective Rates
Semi-Annual
Quarterly
Compounding
Compounding
8.16
8.24
12.36
12.55

Monthly
Compounding
8.30
12.68

The relationship between the effective rate of interest and nominal rate of interest is explained in
the following formula:
r =(1+k/m) m-1
Where,
r =Effective rate of interest
k=Nominal rate of Interest
m=Frequency of compounding per year
2.5

FUTURE VALUE OF ANNUITY (Even Cash Flow)

An annuity is a series of cash flows (payment or receipt) of equal amounts for a specific
duration. It involves a regular cash flow. Examples are payment of life insurance premium,
depositing in a recurring deposit account, etc. Cash flows may happen either at the end of the
year at the beginning of the year. If cash flow happens at the beginning of the year, it is called an
annuity due, whereas when the cash flow happens at the end of the year, it is called a regular or
deferred annuity. The discussion here will be on a regular or deferred annuity only.
Future Value of Annuity
Suppose Gayatri deposited Rs. 1000 annually in a bank for 5 years and the bank gives a
compounding interest of 10%. What will be the value of these payments (deposit/annuity) at the
end of 5 years? Assuming that each deposit occurs at the end of the year, the future value of this
annuity will be
Rs.1, 000(1.10)4+Rs.1000 (1.10)3+Rs.1000 (1.10)2+Rs.1000 (1.10)+Rs.1000…..
=Rs.1, 000(1.464)+Rs.1000 (1.3310)+ Rs.1000 (1.1210)+ Rs.1000 (1.10) + Rs.1000
= Rs.1464+ Rs.1331+ Rs.1210+ Rs.1100+ Rs.1000
= Rs.6105
The formula for finding the future value of an annuity is given below:
FVAn=A [(1+k)n-1/k]
Where,
FVAn=Future Value of an annuity which has a duration of ‘n’ period
A=constant periodic flow

k=Interest rate per period
‘n’=Duration of the annuity
The term [(1+k)n-1/k] is referred to as the future interest factor for an annuity(FVIFAk,n)
[See the excerpt of a table for such value in Exhibit: 2.2]
Example: Bijoy deposits Rs.500 at the end of every year for six years at 6 percent compound
interest. Determine Bijoy’s money value at the end of 6 years. (Given: Table value for 6% is
6.975)
Solution:
Rs.500 (FVIFAk,n)=Rs.500(FVIFA6,6)
Rs.500 (6.975) = Rs.3, 487.50(Ans.)
2.6

PRESENT VALUE

Present value is opposite of compound value, where a given interest rate and a certain period
(number of years), the principal appreciates in the future. On the other hand in present value, the
sum receivables in the future will decrease due to discounting.
The present value of future cash flow (or outflow) is the amount the current cash that is the
equivalent value of a future cash flow (cash inflow or outflow) is called discounting. This helps
the investor to compare other opportunities/alternative investment proposals. Discounting rate is
also termed as cost of capital or opportunity cost.
Future cash flow may occur either only one time or several years.
Present Value of a Single cash flow:
The method of discounting used for calculating present value is simply the inverse of
compounding formula as given below:
PV=FVn[1/1+k]n
The factor [1/1+k]n is called discounting factor or the present value interest factor(PVIFk,n).
Exhibit 2.3(appended) gives the value of PVIFk,n for several combinations of k and n.
Example: Find the present value of Rs.10, 000 receivable 6 years hence if the discount rate is 10
percent (Table value for10%,6 years=0.5645).The present value is
Rs.10, 000× PVIF10,6=10,000(0.5645)=Rs.5645
Present Value of an Annuity
Earlier, we have calculated the present value of a single amount to be received after a specified
period. But when the cash flow is more often, the present value of a series of receipts (Annuities)

is to be calculated also Cash flows over the period may be even or uneven. But for the present,
we need to know the even flows for a better comprehension of the concept.
PVAn=A[(1+k)n-1/k(1+k)n]
Where,
PVAn=Present value of the annuity which has a duration of ‘n’ period
A=constant periodic flow
k=Discount rate
Example: What is the present value of a 4-year annuity of Rs.10, 000discounted at 10 percent?
The table value (see exhibit 2.4) of PVIFA 10,4 is 3.170.
Hence,PVAn=Rs.10,000(3.170)=Rs.31,700(Ans.)
Example: A 10 payment annuity of Rs.10, 000 will begin in 7 years hence (the first payment
occurs at the end of 7 years). What is the value of annuity now if the discounting rate is 12%?
Two steps are required to solve this problem
Step 1: Determine the value of this annuity before the first payment begins i.e 6years from now.
This is equal to Rs.10, 000(PVIFA 12,10)=Rs.10,000(5.650)=Rs.56,500
Step 2: Compute the present value of the amount obtained in step 1 i.e Rs.56, 500(PVIFA 12,6)
=Rs.56,500 (0.507)=Rs.28,646(Ans.)
[Note: Since the payment begins at the end of the seven years there will be no interest for one
year. Hence, the number of years taken is 6 years]
Finding the Interest Rate
Suppose someone offers you to pay Rs.5000 annually for 6 years if you deposit with him Rs.20,
000 now. What interest rate do you earn in this deposit?
Two steps are to be taken to know the required rate of interest:
Step 1: Find the PVIFk,6 for this agreement by dividing Rs.20000 by Rs.5000
Step 2: Look at the PVIFA table (exhibit 2.4) and read the row of compounding to 6 years until
you find a value close to 4.00 you will find that
FVIFA12%,6is 4.111
FVIFA14%,6is 3.889
Since 4.0 lies in the middle of these values, the interest rate lies approximately in the middle. So
interest is 13% per year.
In the study of compound interest, one can find the future value of a given amount invested at a
specified rate of interest and after a specified number of years.
An investment can be considered in two ways. It can be seen in terms of its future value or in
terms of its present value. Assuming that we are to receive Rs. 2000 two years from now and the
rate of interest is 5% per annum, the present value of the sum will be
Rs.2000×(0.907)=Rs.1814.0[the table value of PVIF5%,2yrs=0.907]

Thus, Rs.1814 received right now is equivalent to Rs. 2,000 received two years from now if the
investor requiresa return of 5% on his money.Rs. 1814 and Rs.2000 are just two ways of looking
at the same item.
Some Solved Problems
Finding Compound Value
Example 1:Suppose a person deposits Rs.100000 today in a finance company at 6% compound
interest per annum for a period of six years. What is the compound value?
Solution
By using the general formula for the future value of a single cash flow we get,
PVn=PV(1+k)n
Where PVn=Future value n years hence
PV=Cash flow (present value) today
k=interest rate per year
n=Nuber of years for which compounding is done
Substituting, we get
PV=1, 00,000(1+0.6)6
=1, 00,000×1.4185
=Rs.1, 41,850
Alternative method:
We get the same value by using the table value of FVIF,6 years which is 1.419.
Compound Value (FV) =1, 00,000(1.419)
=1, 41,900
(Note: The minor difference is due to approximation.)
Example 2: Determining the rate of interest
A finance company advertises that it will pay a lump sum of Rs.40, 000 at the end of 6 years to
investors who deposit annually Rs.5000for 6 years. What is the rate of interest the finance
company is offering in the deal?
Solution:
The interest rate can be known in two steps
Step 1: Find the FVIFAK,6 for this deal of Rs.40,000=Rs.5000×FVIFAK,6
or FVIFAK,6 =40,000/5,000 = 8.0
Step 2: Look at FVIFAK,n table, and read the row corresponding to 6 years until you find a value
close to 8.0. Do so, one finds that FVIFA 12% 6 Years is 8.111. Hence, the interest offered is
marginally below 12 percent.(Ans.)
Amortization of a Loan
Present value concept can be employed in the case of amortized loans that are paid off
ininstalments. This practice is very commonly found in automobile loans, consumer durables
loans, educational loans, etc.These loans are normally repaid in equal periodic amounts
(monthly, quarterly, or annually).

Example 3:A firm borrows Rs.2, 00,000from a bank at 10% interest per annum to be repaid over
the next six years. Equal instalment payments are made at the end of each year.
(Given the value PVIFA10%,6yrs=4.355)
A=2, 00,000×1/PVIFA10%,6yrs
=2, 00,000×1/4.355
=2, 00,000/4.355
=Rs.45, 924(Ans.)
Thus, the annual payment of Rs.45, 924 will completely amortizeRs.2, 00,000 loan in six years.
Each payment comprises partly of principal amount and partly interest.
Example 4:Find the present value of Rs.10, 00,000 receivable 10 years hence if the rate of
discount is 10% p.a.
Solution:
PVn=PV(1+k)n
Dividing bothPV(1+k)n
PV=PVn[1+/1+k]n
The factor [1+/1+k]n is called the discounting factor or the present value interest factor(PVIFk,n)
Given the PVIF10%,10 years=0.386
Rs.10, 00,000×0.386=Rs.3, 86,000(Ans.)
When table value is not available, the problem can be worked out by solving the formula given
above.
2.7

SINKING FUND FACTOR

When a finance manager wants to purchase some asset or to repay a liability on a future date and
the amount required is large he transfers every year a predetermined amount to a fund called
Sinking Fund. The money so transferred is invested in outside securities so that the required
amount will be available for the payment. The annual payment is determined by following the
formula for annuity and the rate of interest earned and the required number of years. On the
required date, the sinking fund investments are sold and the money so obtained is used for the
purchase of assets or repayment of liabilities as the case may be.
Example 5: The Company has Rs.40, 00,000 6% debentures outstanding today. The company
has to redeem the debentures at the end of ten years and create a sinking fund to provide funds
for redemption. Sinking fund investments earn interest at the rate of 12% per annum. The
investment is made at the end of each year.
What annual payment must the firm make to ensure that the needed Rs.40, 00,000 is available on
the due date of redemption?
Given,FVIFA12%,10years value is 17.548
Formula used,
A=FVAn[k/(1+k)n-1]
Where [k/(1+k)n-1] is the sinking fund factor
A=the periodic deposit
A= FVAn/FVIFAn

FVAn=Future value of Annuity
FVIFAn=Future value interest factor of Annuity
Solution:
Putting the figures, we get;
Rs.40, 00,000×1/ FVIFA12%, 10years
Or Rs.40,00,000×1/17.548=Rs.2,27,946
Therefore the annual payment will be Rs.2, 27,946(Ans.)
Growth Rate
Example 6:Mr Asit wishes to determine the growth rate of the following stream of dividends,
which he has received for a period of six years from his company.
Year
2015
2016
2017
2018
2019
2020
Dividend per Share(in
140
110
120
130
180
210
Rupees)
Find the compounding rate of growth in the dividend received by Mr.Asit during the year 2015
to 2020,six years. The question can be answered in two steps:
Step 1: Find the ratio of dividends received from 2020 to 2015. This is 210/140=1.5.
Step 2: Consulting FVIFk,n table, lookat the row for 6 years till you find a value that is closest to
1.5 which is 1.587, and the interest rate corresponding to this is 8%. Hence, the compound
growth rate is 8%. (Ans.)
2.8

EXCERPTS FROM COMPOUND INTEREST TABLES

Exhibit: 2.1
Table value of FVIFk,n for various combinations of k and n

Image source:http://hoileongchan.blogspot.com/2012/11/mathematical-tables.html
Exhibit 2.2: Future Value of an Annuity which has a duration of ‘n’years
Table value of FVIFAk,n for various combinations of k and n

Image Source: http://hoileongchan.blogspot.com/2012/11/mathematical-tables.html
Exhibit 2.3: Present Value of a Single Cash Flow
Table value of PVIFk,n for various combinations of k and n

Image Source:https://retailinvestor.org/pdf/futurevaluetables.pdf
Exhibit 2.4: Present Value of an Annuity
Table value of PVIFAk,n for different combinations of k and n

Image Source:https://retailinvestor.org/pdf/futurevaluetables.pdf
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Investment and financing decisions involve cash (inflow or outflow) occurring in
different time periods.
The reason for the individual’s time preference for money is: (a) future is uncertain and
(b) Preference for current consumption and (c) possibility of investment opportunity.
Simple interest is the interest that is paid (earned) on the principal amount. Simple
interest amount is a function of three components (variables) such as principal amount,
interest per annum, and the number of years for which interest is calculated.
Compounding value of a single amount can be calculated by the formula.
Compound growth rate is calculated by using FVIFk,n table.
Annuity means a series of cash flows (inflow or outflow) of a fixed amount for a
specified number of years.
Doubling period is the period required to double the amount of investment at a given rate
of interest. Doubling period can be completed by adopting the rule of 72.
Present value is the process of determining the present value of a future cash flow (cash
inflow or outflow) is called discounting.
Effective and nominal rates are equal only when the compounding is done yearly once.
But the effective rate of interest will be higher when compounding is done more
frequently i.e semi-annually, quarterly or monthly.
KEYWORDS
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Principal =Initial Investment.
Simple Interest=Interest paid on the original amount of investment i.e the principal
amount.
Compound Interest=Interest on interest earned already and included in the principal.

FORMULA
Future Value of a Single cash Flow
FVn=PV (1+k)n
FVn =Future Value after ‘n’ years
PV=Cash Flow today (present value)
k=Interest rate per year
The term (1+k)n for various combinations of k and n is known as the Future Value
interest factor(see exhibit 2.1)
Future Value of an Annuity
FVAn=A [(1+k)n-1/k]
Where,

FVAn=Future Value of an annuity which has a duration of ‘n’ period
A=constant periodic flow
k=Interest rate per period
‘n’=Duration of the annuity
The term [(1+k)n-1/k] is referred to as the future interest factor for an annuity(FVIFAk,n)
[See Exhibit: 2.2]

Present Value of a Single Cash Flow
PV=FVn[1/1+k]n
The factor [1/1+k]n is called discounting factor or the present value interest factor.
(See exhibit 2.3)

Present Value of an Annuity
PVAn=A[(1+k)n-1/k(1+k)n]
Where,
PVAn=Present value of the annuity which has a duration of ‘n’ period
A=constant periodic flow
k=Discount rate
The term [(1+k)n-1/k(1+k)n] is referred to as the present value interest factor for an
annuity [See Exhibit:2.4]
Important Note
Learners should note that different writers sometimes use different symbols to represent a
concept. However, the basic relations remain the same.
For example:
 Compound Value of a Single Amount
CVn=P0 (1+I)n
Where CV=Compound Value
P0 = Principle amount in the beginning
I= Interest Rate per annum
n= Number of years for which compounding is done
(1+I)n=CVIFI,n or future value interest factor for interest rate(I)and ‘n’years
 Compounding value with Variable compound period
CVn=P0 [1+I/m]m×n
Where, CVn=Compound value at the end of year ‘n’
P0=Principal amount at the beginning
I=Interest rate per annum
m=Number of times per year compounding is done
n=Maturing period or number of years

2.12
1.
2.
3.
4.
2.13





MODEL QUESTIONS
What is understood by “Time Value of Money”?
Explain the rule of ‘72’.
What is an Annuity?
Describe the concept of the Sinking Fund.
FURTHER REFERENCES
Rustagi, Fundamentals of Financial Management, Taxmann Publications
Fundamental of Financial Management, Sharma, Gupta, Kalyani Publishers, New Delhi
Chandra,Prasanna:Financial Management , Mc Graw Hills
Srivastava,R.M: Financial Management, Himalaya Publishing House.
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RISK-RETURN RELATIONSHIP
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3.0 LEARNING OBJECTIVES





3.1

Understanding the concept of risk and return and the importance of investment decisions.
Knowing how to estimate risk and return.
Knowing the difference between a single investment and a portfolio.
Understanding the inter-relationships between risk and return.
CONCEPT OF RISK

According to Macmillan English dictionary “Risk is a condition in which there is a possibility of
an adverse deviation from the desired outcome that is expected or hoped for”. In a general way,
the risk is used to describe any situation where there is uncertainty about the occurring of the
desired outcome. In most risky situations, two elements are most commonly found: (a) The
outcome is uncertain i.e there is a possibility that one or the other(s) may occur which in turn,
means there are two possible outcomes for a given situation and
(b)out of the possible
outcomes, one is unfavorable to the analyst.

In the context of business finance, risk refers to the situation where there is a possibility of loss.
In accounting terms, loss refers to the portion of the expired cost for which no compensating
value has been received.
3.2

FINANCIAL RISK

Financial risk is the risk arising from the change in the value of a measurable financial variable.
Sources of financial risk for a business entity:
● Change in market prices of commodities, interest rates, and/or exchange rates.
● Risk arising from the action of and transaction with other organisation such as vendors,
customers, etc.
● Risk arising from internal action or failure of the organisation, particularly people,
process, and system
Thus, financial risk in business organisations arises from transactions of financial nature,
including sale, purchase, investments, loans, and various other business activities.
3.3

CLASSIFICATION OF FINANCIAL RISKS

(a)Credit risk: Credit risk is a risk that arises when the customer or supplier will fail to meet its
obligation.
(b)Market risk: Market risk is the change in the value of assets due to changes in the underlying
economic factors such as interest rates, foreign exchange rates, macroeconomics variables, stock
price, and commodity prices, etc.
(c) Operational risk: Operational risk relates to the risk that people, processes, or systems will
fail or that external events will negatively affect the company. Ex. Power grid failure, shortage of
raw material, supplies due to natural calamity, etc.
(d) Other risks: Deficiency in the organisations such as lack of proper supervision, shortage of
human resources, improper organisational structure are some of the other risks. The risk may
arise also due to lack of liquidity, changes in the world of business environment, or political
changes in the country.
Thus, from the business point of view, risk is the variability in the expected return. People see
risks when they realize less return than expected. Actual profit may be less than expected value
even as stated earlier.
3.4

MEANING OF RETURN

The return on investment is the realisable cash flows earned by its owners during a given period
of time. Generally, it is expressed as a percentage of the value of the initial investment. Suppose,
one buys a share of say, Sundrop co. Ltd for Rs.100 today, he expects to get a dividend of Rs.5

and the price per share is expected to rise to Rs.110 after 1 year. The expected return to the
shareholder will be:

=15/100
=15%
Symbolically, the rate of return may be defined as

Where,
k=Actual, expected, or required rate of return
Pt = Price of the security at the time (t)
(Pt-1) = Price of the security at time (t-1)
D1 = Income receivable from the security at time‘t’
(Note: The period over which the rate of return is calculated is one year. However, it can be
defined as any other interval -- 6 months, 1 month, or any other)
3.5

MEANING OF PROBABILITY

The Probability of an event represents the chance of its occurrence. For instance, if a share is
purchased now for Rs.100, after one year the following outcomes are possible. The expected
price could be Rs.110, Rs.100, or Rs.120. These three outcomes may not be equally likely. The
possibility of happening or not happening the event in the future is known as “Probability”.
Estimating the probability of an event is a matter of judgment of an investor. Each investor has
its source of information to judge a situation and estimate the probability of happening or not
happening of that event. Even on any one day to someone, a particular share price is likely to rise
while some other may expect a decline in the price of the same share.For example, suppose an
investor says that there is a 3 to 1 chance that the market price of a certain stock will rise in a
month. This implies that there is a 75% chance that the price of the stock will increase and a 25%
chance that it will not increase after a month. This may be stated in the form of a probability
distribution as given below:
Possible outcome

Probability

Stock price will increase

0.75(75%)

Stock price will not increase

0.25(25%)
Total = 1.00(100%)

It is to be remembered that the total probabilities of several events taken together must be
1.00(one). Further, the events expected must be mutually exclusive. This means that if the first
one happens, the second alternate event will not occur. Further, the state of the economy in the
country also has a bearing on the profitability of the company.
3.6

ESTIMATION OF RISK

Risk refers to the dispersion of probability distribution. That is, how much do individual
outcomes deviate from the expected value? There are several measures of dispersion. The easy
method is the “range”. This means the difference between the value of the highest and the lowest
outcome. But the “standard deviation” method of measuring dispersion is more commonly
employed in finance. The standard deviation is calculated by using the following formula:

Where,
=Standard Deviation
Pi =Probability associated with the occurrence of ‘i’th rate of return
Ki=‘i’th possible rate of return
= expected rate of return
n = Number of possible outcomes
Simply stated, the standard deviation calculated on the basis of the above-mentioned formula has
the following features:
(a)The difference between the various possible values and expected values is squared.
(b)The squared differences are multiplied by the probabilities associated with the respective
values.
(c)The standard deviation is obtained as the square root of the sum of squared difference
(multiplied by their respective probabilities)
With the information shown in Table 1.2, the calculation of standard deviation will be as under:

Table 3.1 Illustration of the calculation of Standard Deviation for Odisha Jute Ltd.

In calculating standard deviation, the values which are far away from the expected value have
much more effect on standard deviation than values that are close to the expected value.
Secondly, the squared differences are multiplied by the probabilities associated with the
respective values. This means that the smaller the probability that a particular value will occur,
the lesser its effect on standard deviation.
In order to estimate the risk in investment, it is necessary to assess and then ensure the risk
involved and to judge the worthiness of such an investment. The financial manager must learn to
estimate the risk and return. Risk can be measured in different ways. But for proper assessment
of risk the finance manager needs to remember the following points also:
1. Cash flows: Financial assets are expected to generate cash flows and the risk in such
assets is measured in terms of the variation in expected cash flow in the future.
2. Types of assessing risk: Risk of a financial asset may be measured on an individual basis
(i.e one investment only) or in a portfolio context (investing in a variety of investments).
3. Investors are risk-averse: Generally, investors try to avoid risky investments. But when
the expected returns are quite high, they may invest their money in such risky enterprises.
4. Classification of Risk: He must also know the various classes of risks.
5. Financial assets: The measure of risk is confined to risk in financial assets only.
3.7

METHODS OF RISK MANAGEMENT

There are several methods of measuring the risk involved in an investment. Some of them are
mentioned below:
● Standard deviation
● Coefficient of variation
● Sensitivity analysis
● Probability distribution

(Note: Only the standard deviation method has been explained to some extent. Refer to a book
Business Statistics for detailed knowledge)
Chart showing the interrelationship between Risk and Return and its impact on the market
value of a firm

3.8

EXPECTED RATE OF RETURN

Since the rate of return can take several possible values because of investment risk, the expected
rate of return is computed by taking a measure of Central tendency. The expected rate of return is
defined as:

Where,
= expected rate of return
Pi =probability associated with the ith possible outcome
Ki= ith possible outcome
n= number of possible outcome
Let us take an example to explain the point.
Table 1.2 Rate of Return and their probabilities for Odisha Jute Ltd
State of Economy

Probability of Occurrence

Rate of Return

Recession

0.20

15%

Normal

0.50

20%

Boom

0.30

25%

Kt = (0.20) (15%) + (0.50)(20%)+(0.30)(25%)
=20.5%
Thus, the expected rate of return is the weighted arithmetic average of possible outcomes. Each
outcome is weighted by the probability associated with it. The expected rate of return for Odisha
Jute Ltd. is 20.5%.
3.9

RISK AND RETURN OF A PORTFOLIO

When an investor invests his funds in a diversified manner, it is known as Investment in a
Portfolio. The main purpose of such investment is to reduce risk in the value of the investment as
well as the earning there from. Individual investors apart, Institutional investors are more
interested in portfolio investment as the funds available with such Institutional investors are
huge. Further, many of such investments are for long-term too.
The return of a Portfolio is weighted average of the expected return of the individual asset and
the relative weight (share) of such asset in the portfolio. The total of all such weights of
investment should be equal to one.
Symbolically,

Where,
 E(Rp)= Expected return on Portfolio
 Wi= Proportion of Investment in security ‘i’
 (ERi)=Expected return on Security
 n=Number of Securities (assets) in Portfolio
Example: Portfolio return-Two securities
Gajendra created a portfolio of two assets ‘X’ and ‘Y’ with 15%and 18% expected returns
respectively. He has decided to invest 70% of investment in asset ‘Y’ and 30% asset ‘X’.
Determine the expected return on the portfolio.
Solution:
E (Rp) = Wr E (Rx)+Wy (Ry )
= (0.30×15) + (0.7×18)
= 4.5+12.6
=17.1%

3.10

RISK AND RETURN TRADE-OFF

One should remember that the objective of measuring risk is not to eliminate it. That is not
feasible. But it helps in assessing and determining whether the proposed investment is worthy or
not.There is a relation between the risk and return. Any decision that involves more risk,
generally more returns are expected. On the other hand, with less risk, the expected return can be
less also. Take the case of the current ratio which indicates the liquidity position of an enterprise.
A high current ratio indicates a strong liquidity position meaning less risk. In a general way, it
may be stated that decreasing current assets increases the risk but provides higher returns.
Increasing current assets reduces risk as well as return. In the same way, increasing current
liabilities increases risk and return, while a decrease in current liabilities reduces risk and return.
Risk and return of the two most crucial parameters that an investor may evaluate at the time of
finalizing his investment decision. Investors expect to earn a reasonable return on funds provided
to the borrowers as debt or equity financing. Here, return on any investment refers to the actual
benefit received by the investor for holding a particular investment for a definite period.
However, how much return an investor earns is highly dependent on the decision of the financial

manager who is responsible for making investment decisions. Hence, if financial managers use
their diligent skills to wisely invest funds from investors in very profitable projects, the firm
earns a high return on its investment. As a result, even investors who invested in the firm’s stock
earn a high rate of return on their investment. On the other hand, any negligent decision by a
finance manager will result in a poor return on the firm’s investment. Consequently, the
shareholder will also get lower returns.
Almost every kind of investment decision is exposed to risk because of uncertainty in the
financial market environment. The degree of risk may vary for different kinds of investment.
Risk-averse investors always refer to less risk for a given expected return. Even investors'
decisions to invest in debt securities also have some default risk in terms of interest receipt
and/or redemption of funds on maturity.
Therefore, the Chief financial officer has to make appropriate decisions to balance the risk in
such a way that the profit and wealth of the company are maximized. This is what is called a
“Trade-off”, between risk and return.
3.11
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Risk
Risk is used to describe any situation where there is uncertainty about the occurrence of the
desired outcome. In most risky situations, two elements are most commonly found. Firstly the
outcome is uncertain and secondly, out of the possible outcome one is unfavourable to the
analyst. In the context of business finance, risk refers to a situation where there is a possibility of
loss.
Sources of risk are:
(a)Market Risk: change in the market price of commodities, interest rates, and exchange rate, etc.
(b) Credit risk: Risk may be due to default in a transaction with the Vendors and customer.
(c)Operational risk: Risk may also arise from the mismanagement of the company where money
is invested.
The risk may also arise from extraordinary reasons such as power breakdown, acute shortage of
raw materials, breakdown of plants and machinery, etc.
Return
Since uncertainty is the root cause of risk, it is necessary to know the degree of uncertainty in the
earnings from a given investment proposal. This is done by estimating the probability of the
happening or not happening of the event i.e. earnings. Estimating the probability of an event is a
matter of judgment of an investor. The probability is expressed as a ratio or in percentage terms.

The sum total of all such probabilities of possible events must be equal to 01.00(one) or 100
percent.
The probability distribution is a series of possible outcomes with various degrees of their
respective probabilities. There are different methods of estimating risk -viz. Range, Standard
deviation, mean deviation, etc. The range is the difference between the highest value and the
lowest value of the return. But standard deviation is a more commonly used method for
estimating the risk.
Points which a financial manager needs to know for assessment of risk are:
 Variation in cash flows
 Types of Assessing: Single investment or variety of investment known as an investment
in a portfolio.
 Investors are risk-averse in general. That is they do not want to take a risk. But when the
earnings are high, they may take higher risks.
Expected Rate of Return: It is the weighted arithmetic average of possible outcomes (returns).
Each outcome is weighted by the probability associated with it.
Risk and Returns of a Portfolio
When an investor invests his funds in a diversified manner, it is known as Investment in a
Portfolio. The purpose of a portfolio is to reduce the risk.
Risk-Return Trade-off:
Risk cannot be eliminated. But it can be reduced. Risk and Return are interrelated, the more the
risk, the more is likely return, and the lesser the risk, the less would be the return.Investors want
more return and less risk. But this is not generally possible. An investor has to sacrifice return if
he wants less risk. On the other hand, he has to take more risk for above-average earnings.
Therefore, the CFO has to judge how much risk to bear for a given level of income. With the
background of a company's resources, and other information on the financial environment
available the CFO has to judge how much risk to bear for a given level of earning from an
investment. This is called Trade-off between risk and return.
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KEY WORDS
Investment: The action or process of investing money for profit.
Portfolio: A range of investments held by a person or organization.
Liquidity: The availability of liquid assets to a market or company.
Sensitivity Analysis: It refers to the method applied in the determination of how the
independent variable or variables eventually influence a particular dependent variable
under a certain set of assumptions.
Standard Deviation: It is a measure that is used to quantify the amount of variation or
dispersion of a set of data values.
REVIEW QUESTIONS

Short Answer type Question:
1. Explain the concept of Risk.
2. Explain the concept of Return.
3. Briefly state the meaning of Trade-off between risk and return.
4. What is meant by a Portfolio of Investment?
Long Answer Type Question:
1. Explain the concept of Risk and Return. Why does an investor give importance to these
two concepts in his investment decision?
2. Briefly explain the different types of Risk.
3. Why is the Standard deviation method of estimating risk and return a better method?
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