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An Overview of Financial
Management (1)

1.0 Introduction

Capital Introduction in Business Start-Up

« At the inception of a business, owners inject capital as a foundational
financial resource.

Raising Additional Funds
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e Beyond initial capital, businesses often need to raise more funds. This can
be achieved through additional capital issuance and securing loans or
borrowings.

Utilization of Funds for Assets Creation

e The acquired funds are primarily used for creating fixed assets (like
machinery, buildings) and for maintaining working capital (funds needed for
day-to-day operations).

Efficiency in Funds Utilization

e A crucial aspect of financial management is ensuring that these funds are

utilized efficiently and effectively, maximizing returns and minimizing waste.

Managing the Financial Activities

e The scope of financial activities in a business includes dealing with assets
(what the business owns), liabilities (what the business owes), and revenue
(the income generated by the business).

Roles of Financial Management

« Financial Management involves planning (setting financial goals and ways
to achieve them), organizing (arranging financial resources and activities),
conducting (executing financial plans and strategies), and controlling
(monitoring and adjusting financial activities to stay on track).

Objective of Financial Management

» The overarching goal is to optimize the financial performance of the
organization, ensuring sustainability, growth, and profitability.

Interrelation with Other Business Aspects

« Financial management is interlinked with other business aspects such as
marketing, operations, and human resources, indicating its integral role in
overall business strategy and success.

Adaptability and Forecasting

An Overview of Financial Management (1)



» Financial management requires adaptability to changing market conditions
and the ability to forecast future financial trends to make informed
decisions.

Risk Management and Investment Decisions

« It also involves assessing financial risks and making strategic investment
decisions to achieve long-term business objectives.

2.0 Forms of Business Organisation

Sole
Proprietorship
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Joint Stock
Company
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Sole Proprietorship
 Owned and operated by a single individual.
e No legal distinction between the owner and the business.
e Sole proprietor owns all assets and profits.

e Business profits are taxed as the personal income of the proprietor.
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Advantages: Minimal regulation, simplicity in setup and operation.

Limitation: Limited capital, as it depends on the proprietor’s personal
resources.

Partnership Firm

Formed by an agreement between two or more persons to share profits.
Governed by the Indian Partnership Act, 1932.

Partners share unlimited liability.

Can have up to 50 persons as per the Companies Act, 2013.

Not a separate legal entity from its partners.

Registration is optional.

Limited Liability Partnership (LLP)

Introduced in India by the LLP Act, 2008.

Partners have limited liabilities.

Combines elements of partnerships and Limited Liability Companies.
Must be registered with the Ministry of Corporate Affairs.

Is a separate legal entity.

Partners are not liable for each other's actions.

Hindu Undivided Family (HUF)

Unique to India, governed by Hindu Law.
Formed by birth in a Hindu family, not through a contract.
Managed typically by the eldest male member (Karta).

Treated as a separate entity for income tax purposes.

Association of Persons (AOP) or Body of Individuals (BOI)

AOP: A group (incorporated or not) with a common objective. Members can
be natural or artificial persons.
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e BOI: A group of individuals (natural persons) working together to earn
income.

» Treated as separate entities for tax assessment.

Company

e An association of persons contributing to a common stock for a common
purpose.

» Alegal entity created and governed by law.
o Defined under Section 2 (20) of the Companies Act, 2013.

e Includes “"One-Person Company” with a single member.

Co-operative Society
e Formed by individuals joining for mutual goals.

Focused on mutual assistance and service.

Recognized as a separate legal entity by law.

Can own assets, sue, or be sued.

Managed by a committee elected by its members.

3.0 Financial Decisions In A Firm

Estimating Capital Requirements
e Assessing the total capital needed for the business.

e Based on factors like projected growth, expansion plans, and market
conditions.

Deciding the Capital Structure/Composition
e Determining the optimal mix of debt and equity.

» Balancing the trade-offs between risk and return.

Choosing Sources of Funds
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 Identifying various sources like equity, debt, internal accruals, and external
borrowings.

» Considering factors like cost, availability, and terms of financing.

Utilization of Long-Term Funds

« Allocating funds for long-term investments like machinery, real estate, or
technology.

» Ensuring investments align with business strategy and offer favorable
returns.

Corporate Strategy Including Mergers and Acquisitions

» Making strategic decisions about business direction, expansion, or
diversification.

» Evaluating and executing mergers and acquisitions for growth or
competitive advantage.

Management of Short-Term Funds/Working Capital
» Overseeing day-to-day financial operations and managing liquidity.

e Ensuring the business can meet its short-term liabilities and operational
expenses.

Financial Control
e Implementing systems to monitor and control financial resources.

e Regularly reviewing financial performance against budgets and forecasts.

Compliance with Financial Regulations
» Ensuring adherence to financial laws, regulations, and standards.

o Keeping up-to-date with changes in financial legislation and reporting
requirements.

Decision on Dividends and Retained Profits

» Determining the portion of profits to be distributed as dividends and what to
retain for reinvestment.
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» Balancing shareholder expectations with long-term business needs.

Financial Decisions

.
: ,

Investment Decision Financing Decision Divided Decision
t Capital Budgeting E quity t Retained Earnings
Working Capital Debt Distribution of Dividends

Financial Institutions

4.0 Objectives Of Financial Management
e Ensuring Adequate and Timely Supply of Funds:

o Securing both long-term and short-term financing as per the
organization's needs.

o Obtaining funds at a reasonable cost to avoid excessive financial charges.
e Optimum Utilization of Funds:
o Efficiently allocating and using financial resources to avoid wastage.

o Striving for a balance between the cost of funds and the returns generated
from their use.

e Sound Capital Investment Decisions:

o Making informed decisions on capital investments to ensure long-term
growth and sustainability.

o Evaluating potential investments through methods like NPV, IRR, or
payback period.

o Optimum Capital Structure Decision:
o Determining the ideal mix of debt and equity to finance the organization.

o Balancing risk and return while maintaining financial flexibility.
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o Statutory and Regulatory Compliance:
o Ensuring adherence to all financial laws and regulations.

o Keeping updated with changes in financial policies and maintaining
accurate financial records.

» Balancing Shareholder Benefits with Organizational Objectives:

o Aligning financial strategies with shareholder interests while pursuing the
broader goals of the organization.

o Balancing dividend payouts and profit reinvestment to satisfy shareholders
and support organizational growth.

o Appropriate Financial Risk-Management System:
o ldentifying, assessing, and managing financial risks to the organization.

o Implementing measures like diversification, hedging, and insurance to
mitigate financial risks.

5.0 Fundamental Principles Of Finance
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| Principles of Finance ‘

[ Principle of Risk & Return ]

Time Value of Money ]

- Profitability & Liquidity

Cash Flow Principle

Diversity Principle
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Hedging Principle

o Time Value of Money:

o Recognizes that the value of money changes over time due to earning
potential.

o Emphasizes that a dollar today is worth more than a dollar in the future.
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o Basis for discounting and compounding in financial calculations.
Opportunity Cost of Money:

o Reflects the potential benefits an investor misses out when choosing one
alternative over another.

o In financial decision-making, it's the return from the best forgone
investment opportunity.

Risk and Return:
o Highlights the direct relationship between risk and expected returns.
o Higher risk is generally associated with the potential for higher returns.
o Essential for making informed investment decisions.

Liquidity and Return:

o Addresses the trade-off between liquidity (ease of converting assets into
cash) and potential returns.

o More liquid assets typically offer lower returns, while less liquid assets
may yield higher returns.

Diversification:

o Involves spreading investments across different asset classes to reduce
risk.

o Based on the principle that not all asset classes or sectors move in the
same direction or same magnitude.

Reducing Asset-Liability Mismatch/Hedging:

o Focuses on aligning assets and liabilities in terms of maturity, currency,
and interest rate exposure.

o Hedging involves taking compensatory positions in different financial
instruments to mitigate risk.

Cash Flow Management:

o Critical for ensuring an organization has enough cash to meet its
obligations.
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o Involves analyzing and monitoring cash inflows and outflows for effective
financial planning.

6.0 Building Blocks Of Modern Finance

e Planning:
o Involves setting financial goals and developing strategies to achieve them.
o Requires forecasting financial needs, revenues, and expenses.

o Includes budgeting and long-term financial planning to align with the
overall business strategy.

o Decision Making:
o Central to choosing among various financial alternatives.

o Involves analyzing investment opportunities, funding options, and risk
assessment.

o Decisions cover areas like capital investments, financing methods, and
dividend policies.

e Organizing and Directing:

o Organizing entails structuring the financial department and defining roles
and responsibilities.

o Directing focuses on leading the financial team to implement the planned
strategies effectively.

o Ensures coordination among various financial activities and aligns them
with business objectives.

e Controlling:

o Involves monitoring and evaluating the financial performance of the
organization.

o Uses tools like financial ratios, audits, and performance reports for
oversight.
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o Ensures financial activities are in line with the plans and takes corrective
actions if necessary.

7.0 Risk-Return Trade Off

¢ Definition of Risk-Return Trade-Off:

o Indicates a direct relationship between the potential return on an
investment and the level of risk associated with it.

o Higher potential returns are usually accompanied by higher risks, and vice
versa.

o Guidance in Financial Decisions:
o Financial decisions in firms are influenced by this trade-off.

o Investments carry inherent risks, but the scale of risk varies across
different types of investments.

» Increasing Risk for Higher Returns:

o To aim for higher returns, a firm may need to increase the level of risk it is
willing to take.

o This decision is influenced by the firm's risk tolerance, investment goals,
and the time frame for achieving these goals.

e Optimizing Risk and Return Combination:

o Firms seek an optimal balance between risk and return that aligns with
their financial objectives and risk capacity.

o Achieving this balance is crucial for maximizing investment returns.
e Required Rate of Return:

o Firms set a benchmark rate of return for their investments, below which
they are not inclined to invest.

o This rate is calculated as the sum of a risk-free return and a risk premium.
e Risk Premium and Risk Measurement:

o The risk premium is higher for investments with greater risk.
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o Tools like Standard Deviation are used to measure risk in financial
management.

e Examples of Risk and Return:

o Government bonds are typically considered low-risk investments with
known interest rates and minimal default risk.

o Junk bonds carry higher risks due to a greater likelihood of default but
offer higher yields to compensate for this increased risk.

8.0 Business Ethics

o Definition:

o Ethics in business context involves determining what is right or wrong in
the organizational setting.

¢ Focus on Stakeholders:

o Business ethics are centered around the interests of shareholders and
stakeholders.

e Code of Conduct:

o Most companies have a documented code of conduct guiding behavior
and decision-making.

e Governance:

o These ethical guidelines govern interactions with various parties including
government, other businesses, employees, customers, and stakeholders.

9.0 Social Responsibility

o Community and Environmental Impact:
o Focuses on the firm's impact on society and the environment.

o Goes beyond ethics to include broader societal and environmental
considerations.
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10.0 Importance of Business Ethics

o Stakeholder Perception:

o A company's ethical standing influences how stakeholders and outsiders
perceive it.

Resource Attraction:

o Ethical businesses tend to attract more resources and form better
business partnerships.

Talent Attraction and Retention:

o Companies known for strong ethics attract high-quality employees,
leading to higher productivity and lower attrition.

Customer Loyalty:
o Ethical treatment of customers fosters loyalty and ongoing relationships.

Brand Value and Market Share:

o High ethical standards enhance brand value and can lead to increased
market share.

11.0 Principles of Code of Conduct/Ethics

Personal Responsibility:

o Individuals being accountable for their actions.

Corporate Responsibility:

o The company'’s duty to act in the best interests of the environment and
society.

Corporate Transparency:

o Openness in the company's operations and communications.

Honesty and Integrity:

o Upholding truthfulness and moral principles.

Promise-Keeping & Trustworthiness:
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o Maintaining reliability in commitments and actions.
o Loyalty:
o Faithfulness to the company's ethics and values.
» Fairness:
o Ensuring just treatment of all parties.
e Concern and Respect for Others:
o Considering and valuing others' rights and feelings.
o Customer Prioritization:
o Placing customer interests at the forefront.
e Law Abiding:
o Adherence to all legal requirements.
e Community and Environmental Responsibility:
o Commitment to sustainable practices and community welfare.
o Data Protection:
o Ensuring confidentiality and security of information.
o Whistle-blower Protection:
o Safeguarding individuals who report unethical practices.
o Workplace Diversity and Employee Compensation:

o Promoting inclusivity and fair compensation in the workplace.

12.0 Emerging Role Of The Finance
Manager In India

e Selection of Projects:

o Analyzing and selecting viable projects for investment based on
profitability, risk, and alignment with company strategy.

An Overview of Financial Management (1) 15



o Using advanced financial models and forecasting techniques to evaluate
project feasibility.

Raising Equity:

o Exploring various avenues for equity financing, including public offerings,
private placements, and venture capital.

o Balancing the dilution of ownership with the need for capital.
Raising Debt:
o Procuring loans or issuing bonds to finance operations or expansions.

o Navigating through various debt instruments to find the most cost-
effective option.

Interest Rate Management on Debts:

o Monitoring and managing the impact of interest rate fluctuations on the
cost of debt.

o Utilizing hedging strategies to mitigate interest rate risk.
Foreign Exchange Management:

o Managing risks associated with foreign exchange rate fluctuations,
especially for companies with global operations.

o Employing hedging techniques like forward contracts, futures, and
options.

Treasury Operations:

o Overseeing the organization's cash flow, liquidity, and financial risk
management.

o Implementing policies for cash management, investments, and risk
mitigation.

Coping with Technological Changes/Data Availability:

o Adapting to new financial technologies (FinTech) for efficient financial
operations.

o Leveraging big data and analytics for informed decision-making.
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o Dealing with Rating Agencies:
o Interacting with credit rating agencies and understanding their criteria.

o Managing the company’s credit profile to maintain or improve credit
ratings.

e Investor Communication:
o Maintaining transparent and effective communication with investors.

o Reporting financial performance and future prospects to stakeholders.
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