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CBSE CLASS 12 BUSINESS STUDIES
CIIAPTER -9
FINANCIAL MANAGEMENT
REVISION NOTES

MEANING OF BUSINESS FINANCE

¢ Business Finance means money or funds available for a business for operations. Tt is
indispensable for survival and growih of business, for production and distribution of
goods and meeting day-1o-day expenses ete.

» Finance is needed to establish a business, to run it, to modermse and expand, or diversify
it

MEANING OF FINANCIAL MANAGEMENT

o Financial Management inclodes those business activities that are concerned with
acquisition and conservation of capital funds in meeting the financial needs and overall
objectives of a business enterprise.

* Financial Mapagement 15 concerned with optumal procurement as well as the usage of
fance.



* The size and the composition of fixed
assets of the business: A capital
budgeting decision will increase the
size of fixed assets of the company
by that amount,

The quantum of current assets and
its break-up inta cash, inventory and
receivables: increasze in the fixed
asstsin turn increse the working
capital requirement.

The amount of long-term and
shortterm funds to be used: |t
involves decision related to
composition of long term and =hort
term funds depending on the
profitability er liquidity goals of the
enterprise,

Break-up of leng-term financing inta
debt, equity etc: The proportion of
Debt and Equity is a financial
descision.

All itemns in the Profit and Loss
Account, e.g., Interest, Expense,
Depreciation, etc: Higher debt
increases interest expense and
higher equity increases dividend,

FINANCIAL DECISIONS
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Primary objective: s to maximize
wealth of owners in the long run -
Wealth Maximization concept.

All financial decisions aim at
ensuring that each decision is
efficient and adds some value,

‘Owners’ of a company are the
shareholders,

The objective of fimnancial
management is to maximise the
current price of equity shares of the
company.

The term wealth refers to wealth of
owners as reflected by the market
price of their shares.

The market price of shares is linked
to three basic financial decisions.
Investing decision, financing decision
and dividend decision.

Decision making is eficient if best
decision is selected out of all the
alternatives.

Increase in the market price of
shares is an indicator of the financial
health of a firm.

The finance function is concerned with three broad decisions which are explained below:
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L INVESTMENT DECISION
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o Tovestment deciswon means judicious wvestiient of firm’s resources, from the available
alternative propesals and choosing the chieapest one, which earns highest possible retun

for the inveslors.

e The various resourees available with an organisation are scarce and can be put to
alternate use. A finn nmst choose where to invest, wisely so as to eam the highest

possible profits.

o  Tnvestment decisions are decisions about how the firm's funds are invested in different

assels that is, m different mvestment proposals

INVESTMENT DECISIONS CAN BE LONG TERM AND SHORT TERM

Short Term investment decisions.

Waorking Capital Decisions: are concerned with the decisions about the levels of cash,

urventory and receivables.
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Long Term investment decisions

Capital Budgeting decisions: decisions related to evaluation of potential expenditures or
lvestients o a long tenn basis.

FACTORS AFFECTING CAPITAL BUDGETING DECISIONS:

1. Cash Nows of the project: a scrics of eashirecepts aud puviients over the hife of an
investment proposal 18 considered and analyzed for selecting the hest proposal.

2. The Rate of Return: The calenlaton of expected retums from eacl proposal and risk
involved is taken inta account to sclect the best proposal

3. The Investment Criteria Involved: Various mvestment proposals are evaluated, based on
capital budgeting teclnmues. These mvolve caleulation recardmg mvestinent smount, cash
flows, rate of rehim efe.

IL FINANCING DECISION

s This decision 15 about the quantum of finance to be raised from various long-tenn sources
and short-lerm sources and selectmg the cheapest one.

¢ Financing decisions invelve: Decision related to the proportion of ownership (equity) and
borrowed (Debt) funds.

o  Financing decision aids in identifyving various sources of the funds and select the best one
by evaluating the different characteristics of the funds available and its impact on the
hirm's capital structure and retwrns.

¢  Fum' companics needs a udicious mix of debt and equity as :
{a)Debt involves 'Financial Risk® ie. risk of default on payment of interest on borrowed
Tunds and the repayiment of the prineiple amount. E.g. Debentures, Pulhc deposits ete.
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{1} Shareholder’s Tunds myvelve no fxed commutment with respect 1o payment of returns
or repayiment of capital. E.g. Equity, Preference shares

FACTORS AFFECTING FINANCING DECISION

1. Cost: The cost of ratsing funds from different sonrces are difterent. A prdent manager will
select the cheapest source.

2. Risk: The nisk associated with different sources of find s ditferent, hMore nsk is associated
with bormowed funids as compared to owner’s fund as fixed miterest has to be paid and
redeeiable as well afler a fixed penod of tune.

3. Flotation Cost: The costs nvelved m1ssumg securities such as brokers commnussion,
underwriters' fees ete. are called as Hotation costs, Fagher the Totation cost, less atiractive is the
sowree of finance.

4. Cash flow pesition of the company: 11 a company has sound Liguidity position then it can
easily use bormrowed funds and pay mterest on tne.

5. Fixed Operating Costs: Ifa business has lugh fixed operating costs (e g, building rent,
Insurance prenuum, Salanes, ete.), it mwst reduce fixed financmg costs.

6. Control Considerations: If the existing sharehoelders want to retain complete manageime nt
control then raise finance throngh bomrowed fiunds but if they are ready for dilntion of control
over business, equity can be used for raismg finance.

7. State of Capital Markets: The capital market conditions also affect the choice of source of
fund. If the capital market 1s raising, finance can easily be rased by 1ssumg shares but durmg
depression period, issue of equity share 1s difficult.
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I DIVIDEND DECISION

Dividend is that portion of divisible profits that is distributed to the sharehiolders. It
results m current ineome lor the shareholders.

o  HRe-mvestment as retamed earmgs increases the firm's fulure eaming capacity.

s  Dividend decision 15 whether to distribute eamimegs (o shareholder as dividends or to
retain earnings to finance lona-tenn projects of the

s The dividend decisions are taken keeping in view the overall objective of maximizing
sharcholder’s wealth

FACTORS AFFECTING DIVIDEND DECISIONS

1. Amount of Earnings: Dividends are paid out of profis, so earning of a company 15 very
Luportant factor i detenmmming dividend decision. Companie s having ligh and stable earning
could deelare high rate of dividends,

2. Stability of Dividends: Companies generally follow the policy of stable dividend. The
dividend per share 1s not allered m case merease m earnngs 15 small or of tenporary nature.

3. Growth Opportunities: In case there are good, growth prospects for the company n the near
future, then it will retam its earmng and thus, no or less dividend will be declared.

4. Cash Flow Positions: The payment of dividends wvolve outflow of eash and tls,
availability of adequate cash is required for declaration of dividends.

5. Shareholders preference: While deciding about dividend the preference of sharehiolders is
also taken into account. If shareholders desire for dividend then company may go for declaring
the same.
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6. Taxation Policy: A company 1s requued to pay tax on dividend declared by it If tax on
dividend 1s higher, company will prefer to pay less by way of dividends whereas if tax rates arc
lower than the company can declare more dividends.

7. Stack Market Reaction: For Investors an inerease n dividend 1z a good news and stock
prices react positively to it

8. Access to Capital Market: Corporate companies and MNC's retain less profit as they have
casy access to the caputal market tor projeet financing

9. Legal constraints: Under provisions of Comparues Act. all earnings can’l be distnbuted and
the campany has (o provide for varions reserves, This linuts the capacity of company to declare
dividend.

10. Contraciual Constraints: someinues the lender mav mnpose certan restnctions on the
payment of dividends m future while sranting loans to a catpany

FINANCIAL PLANNING

It involves the preparation of a huancial Dlueprint of an organzation. 1t s the process of
estimating the fund requirement of a business and detenmining the possible sourees from which it
can be raised.

The objective of financial planning is to ensiure that cnough funds are available at right time.
Objectives of Financial Planning:

To ensure availability of funds whenever required: Includes proper estimation of the funds
required for ditferent purposes (long term assets’working cap requirement). There 15 a need to
estinate the tune at wlich these funds are to be made avalable. Financial planning also tnes to
specify possible sonrces of these funds.

To see that the lirm does not raise resources unnecessarily: Excess funding 15 as bad as
inadequate funding, Swphs funds reduees remim and inereases cost to a company.
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IMPORTANCE OF FINANCIAL PLANNING

1. It helps in forecasting future happemngs under different situations.

13

It helps in avoiding business shocks and surprises and volatilities and helps the company
in preparmg for the future.

3. Ifhelps in ceardinatmg vanionus busiess functions, eg ., sales, marketing, production ete,

4. Detailed plans of action 1s prepared under Trnctal plinmng reduce waste, duplication of
efforts, and gaps i planng

5. lttries to hnk the present witli the future.
6. It provides a link between mvestment and finaneine decisions on a continmous basis.
7. By spelling ont detailed objectives for varions busimess sczments, 1t makes the evalnation

of actual performance easier.

CAPITAL STRUCTURE

o  One of the nuportant decisions under financial management, that relares to the financing
pattern or the proportion of the use of different sowrces in raising funds.

¢ On the basis of ownerslup, the business finance is divided into

(a) Ovwners funds
(b) Borrowed fiunds.

¢  Owners funds’ Equity = equity share capital + preference share capital + reserves and
surpluses’ retained eanungs

s«  Bomowed funds = loans + debentures + public deposits = DERT

¢ Capital Structuge 15 the mux of long-term sowrees of funds. It can be caleulated as Debt/
Equity Ratioie. Debt’ Equity or Debt out of total capital { Debt/ Debt + Equity)
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« Capital stmucture refers to the proportion of debt and equity used for financing the
operations’ activities of a business.

Dbt Vs Equity:

1. Cost of Debt is lower than cost of equuty bt Debt 15 more niskier than equity.

[

Cost of debt 15 less than the cost of equity as lenders nsk 15 more than owner’s risk.

3. Lender earns a fixed interest and assured repayment of capital.

4, Interest ondelbt 1s a tax-deductible expense so brings down the tax hability of a business
whereas dividends are paid ont of profit after tax.

el

Debi 1s more risky for the business as o adds to the [mancial nisk ficed by a business.

6. Any default of payment of mterest or repayiment of principle amount may lead to
liguidation.

Capital structure affects both the profitability and the financial risk Taced by a business.

s Optimal Capatal Structure 1s that combination of debt and equity that maximzes the
market value of shares of that company

s Decisions relating to capital structure gives mwore importance on ncreasing shareholders
wealth,

o The proportion of debt i the overall capital s also called financial leverage. It 15
caleulated as Debt! Equity Ratio.ie, Debt! Equity or Debt out of total capital { Debt/ Debit
t Equity).
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o When the financial leverage increases, the cost of funds declines becanse of increased
use of cheaper debt but the finanecial risk mereases.

¢  The unpact of financial leverage on the profitability of a business can be identified
tlrough EBIT-EPS (Eamng before nferest and Taxes-Earmng per Share).

«  Trading on Equity refers to the merease m profit eamead by the equity shareholders due
to the presence of fixed financial charges ke mterest. ve benelits to the shareholder due
to financial leveraging,

FACTORS AFFECTING THE CHOICE OF CAPITAL STRUCTURE

1. Cash flow position:

The size of the projected cash fows should be considered belore decidmg the capital structure of
the firm. If there 1s sufficient cash low, debt can be vsed Dot of st cover fixed payient
obligations.

The company has certam cash payiment oblization such as ( ) normal business operations (1)
Investinent m fixed assels ( n1) Meeting debt service commutments as well as provide a suflicient

Dbufter.

1. Interest coverage ratio :

*  The uterest coverage ratio refers to the number of tunes earnmes before wterest and
taxes of a company covers the interest obligation. Which is calculated as follows: EBIT/
Interest

s Iligher the Interest coverage ratio, lower shall be the nsk of the company failing to meet
s mierest payvinent oblipations.

3. Debt Service Coverage Ratio:

The cash profits generated by the operations are compared with the total cash required for the
service of the debt and the preference share capital. It is caleulated as follows:

. . Profit after tax + Depreciation + Interest + Non Cash Expenses
Dicbt, service coverage mtio = D P

Preference Dividend + Interest + Repayinent Olligation
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4. Return On Investment

[f retwn on mvestment of the company is lugher, the company can choose to use trading on
equity to merease its EPS, Le., its ability to use debt is greater.

5, Cost OF Debt

hlore delt can be used 1 cost of Debt 15 rased at a lower rate.

6. Tax Rate

A lngher tax rate makes debt relatively cheaper and inereases its attraction as compared to equity
as a company can avail tax bene it on nterest payviment.

1. Cost Of Equity

o [Ifacompany uses more debt the fnancial nsk ficed by equity holders mcrease so thew
desired rate ol retum may wmerease

s [fdebtis used beyond a powt, cost of equity may go up sharply aud share price may
decrease m spite of mereased EPS.

8. Floatation Cost

s Floatation cost 1s the cost mvelved for rasing funds from the capital market.

s Cost of Public issue 15 more than the floatation cost of taking a loan.

*  The floatation cost may aflfect the choice between debt and equity and hence the capital
struchore,

9, Risk Consideration

The total risk of business enterprise depends upon both the business risk and fnancial risk. Ifa
firm's business risk is lower, its capacity to use debit is higher and vice versa,

10. Flexibility
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« [fthe finmuses its debt potential to its full capacity, it loses the flexibility to use more
debit.

« Tomamtam flexibility the company must maintain sowe borrowing power to take care of
unforeseen circumstances.

11. Control

Debt nommally does not cause dilution of control whereas a public 1ssue makes the firm more
villnerable to takeovers. Lo order 1o retam control, fun should 1ssie delst,

12. Regulatory Framework

Every eompany has 10 operate withi a regulatory framework provided by the law e.g., public
1ssue of shares and debentures hiave 1o be made mder SEBT swdelines,

13. Stock Market Conditions: I the stock markets are bulli=l, equuty shares can be sold even at
a higher price.

14. Capital Structure of other Companies: A useful guideline w the capital structure planning
is the debt equity ratios of other companies in the same ndustry. For e g, if the business risk of a
firmm 15 higher, it cannot afford the same financial risk

FIXED AND WORKING CAPITAL

L FIXED CAPITAL

Fixed capital refers lo investment n long-tenm assets. Investment m fixed assets 1s for longer
duration and must be financed through long-term sources of capital. Decisions relatmg to fixed
capital involve huge capital investments and are irreversible withont mewring heavy losses.

FACTORS AFFECTING THE REQUIREMENT OF FINED CAPITAL
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1. Nature of Business: the type of business 1s a Factor m deternuning the fxed capital
requirements, For e.g. manufacturing concems requuire hmge capital investment in fixed assets
but trading concerns need less fixed capital investment.

2. Scale of Operations: A larger organization operating on large scale requires more fixed
capital investment as compared to an organization operating on small scale.

3. Choice of Technique: An organization usmyg capital-ud ensive lechmgques requires more
investient in fixed assets as compared to an orgamzation using labour wtensive techniques,

4. Technology upgradation: An oronnzation using obsolete assets require more Lixed caputal as
compared to other organizat ions,

5. Growth Prospects: Cowpanies living lugher growth prospects requue more fixed capital
investments, in order to expand their production capacity.

6. Diversification: If a company goes for diversification then it will require more fixed capital
Investiment m plant and mwaclunery ele.

7. Financing Alternatives: A developed financial market can provide leasing facilities as an
alteruative to outnght purchase.

8. Level of Collaboration: If companies are under collaboration, Jowmnt venhuwe ete. then they
need less fixed capital as they share plant & machinery with their collaborators.

WORKING CAPITAL

Working Capital refers to the funds required for the day to day operations of an organization.
Apart from the imvestment in fixed assets every business organization needs to invest in the
current assets, which can be converted mto cash or cash equivalents witlun a period of one year.
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Workimg capital 15 of two types:

(a) Gross working capital: Investment in all the current assets is called as Gross Working
Capital

(L) Net working capital : the excess of current assets over current halalities is called Net
Working Capital.

FACTORS AFFECTING THE WORKING CAPITAL REQUIREMENTS

1. Nature of Business: The basic nanue of a usiness cuterqpuise infhences the amonnt of
working capital required by . Tor e g A trading organization needs a lower amount of working
capital as compared 10 a manu el organzal o,

2. Scale of Operations: An creanzation wlieh 1s operating on large scale will require more
imventory as its working capital requoeinent will be more. compared to sinall organization.

3. Business Cycle: When there 1s a hoom mothe ecconomny, wore production will be undertaken
and so more working capital will be required durme that tune as compared to depression in the
ECOLOILY.

4. Seasonal Factors: In peak season, demand for a product will be high and thus high working
capital requrernemts will be more as coupared to lean season.

S, Production Cycele: Preduction eyele is the time span between the receipt of raw material and
their conversion into finished goods. working capital requirements will be higher in firms with
longer processing cyele and lower m firms with shorter processmg cyele.

6. Credit Allowed: Different firs allow different credit terms to their customers depending on
therr credit worthmess.

7. Credit Availed: Just as a firm allows credit to its customers it also may get credit from its
suppliers.
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8. Operating Efficiency: Different enterprises manage thenr operations with vared degrees of
cfficiency. Such efficiencies may reduce the level of raw materials, finished goods and debtors
resulting in lower requirement of working capital.

9. Availability of Raw Material: If the raw matenals and other |'cquircd materials are available
freely and continuously, enlerprise can mamtain adequate stock of matenals.

I the lead tune 15 more, larger the quantity of materal to be stored and larger shall be the amount
of wonking capatal required.

10. Growth Prospeets: I the growtl potential of a concern s perceived 1o be lugher, it will
require larger amonmt of working capital.

11. Level of Competition: Hizher level of competitiveness, necessitate larger stocks of finished
goods lo meet urgent orders from prospective customers.

12. Inflation: With nismg prices, larzer amounts ave required even to maintain a constant vohimne
of production and sales. For example, durmg wilation prices of raw material, wages also rise
resulting i increase m the working capital requirements,



