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Chapter one 
 

1 Introduction to Financial Management 
Business concern needs finance to meet their requirements in the economic world. Any 

kind of business activity depends on the finance. Hence, it is called as lifeblood of 

business organization. Whether the business concerns are big or small, they need finance 

to fulfill their business activities. In the modern world, all the activities are concerned 

with the economic activities and very particular to earning profit through any venture or 

activities. The entire business activities are directly related with making profit. (According 

to the economics concept of factors of production, rent given to landlord, wage given to 

labor, interest given to capital and profit given to shareholders or proprietors), a business 

concern needs finance to meet all the requirements. Hence finance may be called as 

capital, investment, fund etc., but each term is having different meanings and unique 

characters. Increasing the profit is the main aim of any kind of economic activity. 

1.1 Meaning of Finance  

Finance may be defined as the art and science of managing money. It includes financial 

service and financial instruments. Finance also is referred as the provision of money at 

the time when it is needed. Finance function is the procurement of funds and their 

effective utilization in business concerns. The concept of finance includes capital, funds, 

money, and amount. But each word is having unique meaning. Studying and 

understanding the concept of finance become an important part of the business concern. 

1.2 Definition of Finance  

The Science on study of the management of funds and the management of fund as the 

system that includes the circulation of money, the granting of credit, the making of 

investments, and the provision of banking facilities.  

1.3 Definition of Financial Management  

Financial management is an integral part of overall management. It is concerned with the 

duties of the financial managers in the business firm. 

The term financial management has been defined by Solomon, “It is concerned with the 

efficient use of an important economic resource namely, capital funds”. 
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The most popular and acceptable definition of financial management as given by S.C. 

Kuchal is that “Financial Management deals with procurement of funds and their 

effective utilization in the business”. 

Howard and Upton: Financial management “as an application of general managerial 

principles to the area of financial decision-making. 

Weston and Brigham: Financial management “is an area of financial decision-making, 

harmonizing individual motives and enterprise goals”. 

Joseph and Massie: Financial management “is the operational activity of a business that is 

responsible for obtaining and effectively utilizing the funds necessary for efficient 

operations. 

Thus, Financial Management is mainly concerned with the effective funds management 

in the business. In simple words, Financial Management as practiced by business firms 

can be called as Corporation Finance or Business Finance. 

2 Business Finance  
Business finance is the practice of using the information in company financial statements 

to make strategic decisions. Accounting tracks and organizes company's financial 

information, business finance uses this information to help manage company's money 

and make company's operation more profitable. Business finance includes reading 

financial statements and connecting the dots between company's profit and loss, 

financial position and cash flow statements. If these documents point to a shortage of 

capital, business finance also provides the tools to plan strategies for bridging the gap. 

3 Corporate Finance  
Corporate finance is the area of finance that deals with providing money for businesses 

and the sources that provide them. These sources provide capital to corporations to pay 

for structural improvements, expansion, and other value-added projects and enterprises. 

The purpose of corporate finance is to maximize shareholder value. 

Corporate finance is concerned with budgeting, financial forecasting, cash management, 

credit administration, investment analysis and fund procurement of the business concern 

and the business concern needs to adopt modern technology and application suitable to 

the global environment. 
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4 Financial Market  
A financial market is a location where buyers and sellers meet to exchange goods and 

services at prices determined by the forces of supply and demand. 

Prices in a financial market are determined by changes in supply and demand. If market 

demand is steady, an increase in market supply results in a decline in market prices and 

vice versa. If market supply is steady, a rise in demand results in a rise in market prices 

and vice versa. 

5 Financial Instrument 
Financial instrument is a contract that gives rise to a financial asset of one entity and a 

financial liability or equity instrument of another entity. 

For example, when an invoice is issued on the sale of goods on credit, the entity that has 

sold the goods has a financial asset: the receivable, while the buyer has to account for a 

financial liability: the payable. Another example is when an entity raises finance by issuing 

equity shares. The entity that subscribes to the shares has a financial asset: an 

investment, while the issuer of the shares who raised finance has to account for an 

equity instrument: equity share capital. 

6 Financial Institutions  
Financial institution means a bank that provides investment and depository services to 

customers. A financial institution is responsible for the supply of money to the market 

through the transfer of funds from investors to the companies in the form of loans, 

deposits, and investments. There are two main types of financial institutions:  

 Depository banks and credit unions which pay interest on deposits from the 

interest earned on the loans, and 

 Non-depository insurance companies and mutual funds (unit trusts) which collect 

funds by selling their policies or shares (units) to the public and provide returns in 

the form periodic benefits and profit payouts. 

7 Types of Finance  
Finance is one of the important and integral part of business concerns, hence, it plays a 

major role in every part of the business activities. It is used in all the area of the activities 

under the different names 

Finance can be classified into two major parts: 
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1) Private Finance, which includes the individual, firms, business or corporate 

financial activities to meet the requirements. 

2) Public Finance which concerns with revenue and disbursement of government 

such as central government, state government and semi-government financial 

matters. 

8 Approaches to Financial Management  
Financial management approach measures the scope of the financial management in 

various fields, which include the essential part of the finance. Financial management is 

not a revolutionary concept but an evolutionary. The definition and scope of financial 

management has been changed from one period to another period and applied various 

innovations. Theoretical points of view, financial management approach may be broadly 

divided into two major parts. 
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Traditional approach is the initial stage of financial management, which was followed, in 

the early part of during the year 1920 to 1950. This approach is based on the past 

experience and the traditionally accepted methods. Traditional approach focuses on 

raising funds i.e. from external sources. 

Whereas Modern approach consists of the following important areas: 

 Arrangement of funds from lending bodies 

 Arrangement of funds through various financial instruments 

 Finding out the various sources of funds 

9 Limitations of Traditional approach 
 More Emphasis on Raising of Funds: This approach places more importance on 

procurement of funds from external sources and neglects the issues relating to 
the efficient utilization of funds. Since it is concerned with the increasing of funds 
it attaches more importance to the viewpoint of external parties who provide 
funds to the business as well as completely ignores the internal persons who make 
financial decisions. 

 Disregard the financial problems of Non-Corporate Enterprises: It places more 
importance on the problems faced by corporate enterprises in procuring the 
funds. The non-corporate enterprise like solitary proprietorship and partnership 
firms are considered outside its scope. 

 Disregard routine problems: This approach focus on the financial problems on the 
occurrence of special events such as incorporation, merger etc and fails to 
consider the day-to-day financial problems of a normal firm. 

 Disregard working capital financing: This approach gives more importance on the 
problems relating to long term financing as well as the problems relating to 
working capital financing are considered outside the purview of this approach. 

10 Advantages of Modern approach 
The advantages of modern approach of financial management can be divided into four 
major categories: 

 Investment Decisions: This is concerned with the allocation of capital. It has to 
show the funds can be invested in assets which would yield benefit in future. This 
is a decision based on risk and uncertainty. Finance Manager has to evaluate the 
investment in relation to their expected results and risk to determine whether the 
investment is feasible or not. 

 Financial Decisions: This decision is concerned with the mobilization of finance for 
investment. The Finance Manager has to take the decisions regarding the 
acquisition of finance. Whether entire capital required should be raised in the 
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form of equity capital or the amount should be borrowed totally or a balance 
should be struck between equity and borrowed capital has to be decided. Even 
the timing of acquisition of capital should also be perfectly made. 

 Dividend Decisions: The dividend decision involves the determination of the 
percentage of profit earned by the enterprise which is paid to the shareholders. 
The dividend payout ratio must be evaluated in the light of the objective of 
maximizing shareholder’s wealth. Thus, the dividend decision has become a vital 
aspect of financial decision. 

 Current Assets Management: The Finance Manager should also manage the 
current assets to have liquidity in the business. Investment of funds in current 
assets reduces the profitability of the firm. However, the finance manager should 
also equally look after the current financial needs of the firm to maintain optimum 
production. While investing in current assets, he should see that proper trade-off 
is maintained between the profitability and liquidity.  

11 Types of Financial Decisions 
 

11.1 Investment Decisions 

Investment decision relates to the determination of total amount of assets to be held in 

the firm, the composition of these assets and the business risk complexions of the firm as 

perceived by its investors. It is the most important financial decision. Since funds involve 

cost and are available in a limited quantity, its proper utilization is very necessary to 

achieve the goal of wealth maximization. 

The investment decisions can be classified under two categories i.e. long-term 

investment decision and short-term investment decision. The long-term investment 

decision is referred to as the capital budgeting and the short-term investment decision as 

working capital management. 

11.2 Financing Decisions 

Once the firm has taken the investment decision and committed itself to new 

investment, it must decide the best means of financing these commitments. Since, firms 

regularly make new investments; the needs for financing and financial decisions are 

ongoing. Hence, a firm will be continuously planning for new financial needs. The 

financing decision is not only concerned with how best to finance new assets, but also 

concerned with the best overall mix of financing for the firm. A finance manager has to 

select such sources of funds which will make optimum capital structure. The important 

thing to be decided here is the proportion of various sources in the overall capital mix of 
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the firm. The debt-equity ratio should be fixed in such a way that it helps in maximizing 

the profitability of the concern. 

The raising of more debts will involve fixed interest liability and dependence upon 

outsiders. It may help in increasing the return on equity but will also enhance the risk. 

The raising of funds through equity will bring permanent funds to the business but the 

shareholders will expect higher rates of earnings. The financial manager has to strike a 

balance between various sources so that the overall profitability of the concern 

improves. If the capital structure is able to minimize the risk and raise the profitability, 

then the market prices of the shares will go up maximizing the wealth of shareholders. 

11.3 Dividend Decision 

The third major financial decision relates to the disbursement of profits back to investors 

who supplied capital to the firm. The term dividend refers to that part of profits of a 

company which is distributed by it among its shareholders. It is the reward of 

shareholders for investments made by them in the share capital of the company. The 

dividend decision is concerned with the quantum of profits to be distributed among 

shareholders. 

A decision has to be taken whether all the profits are to be distributed, to retain all the 

profits in business or to keep a part of profits in the business and distribute others among 

shareholders. The higher rate of dividend may raise the market price of shares and thus, 

maximize the wealth of shareholders. The firm should also consider the question of 

dividend stability, stock dividend (bonus shares) and cash dividend. 

12 Objectives of Financial Management  
Effective procurement and efficient use of finance lead to proper utilization of the 

finance by the business concern. It is the essential part of the financial manager. Hence, 

the financial manager must determine the basic objectives of the financial management. 

Objectives of financial management may be broadly divided into two parts such as: 

1. Profit maximization 

2. Wealth maximization 
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13 Profit Maximization 
Main aim of any kind of economic activity is earning profit. A business concern is also 

functioning mainly for the purpose of earning profit. Profit is the measuring techniques to 

understand the business efficiency of the concern. Profit maximization is also the 

traditional and narrow approach, which aims at, maximizes the profit of the concern. 

Profit maximization consists of the following important features. 

 Profit maximization is also called as cashing per share maximization. It leads to 

maximize the business operation for profit maximization. 

 Ultimate aim of the business concern is earning profit, hence, it considers all the 

possible ways to increase the profitability of the concern. 

 Profit is the parameter of measuring the efficiency of the business concern. So it 

shows the entire position of the business concern. 

 Profit maximization objectives help to reduce the risk of the business. 

13.1 Wealth Maximization 

Wealth maximization is a modern approach to financial management. Maximization of 

profit used to be the main aim of a business and financial management till the concept of 

wealth maximization came into being. It is a superior goal compared to profit 

maximization as it takes broader arena into consideration. Wealth or Value of a business 

is defined as the market price of the capital invested by shareholders. 

13.2 Wealth Return 

Wealth statement is the statement of all the assets whether existing or acquired or 

transfer out during the year, all the liabilities whether existing or assumed during the 

year and all the expenditure incurred during the year that is used to assess the actual 

income of an individual. 

13.3 Liquidity 

Liquidity describes the degree to which an asset or security can be quickly bought or sold 

in the market without affecting the asset's price. Market liquidity refers to the extent to 

which a market, such as a country's stock market or a city's real estate market, allows 

assets to be bought and sold at stable prices. Cash is considered the most liquid asset, 

while real estate, fine art and collectibles are all relatively illiquid. Accounting liquidity 

measures the ease with which an individual or company can meet their financial 

obligations with the liquid assets available to them. 
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13.4 Solvency 

Solvency is the ability of a company to meet its long-term financial obligations. Solvency 

is essential to staying in business as it asserts a company’s ability to continue operations 

into the foreseeable future. 

13.5 Treasurer  

An officer entrusted with the receipt, care, and disbursement of funds: as 

 a governmental officer charged with keeping, receiving, and disbursing public 

revenues 

 the executive financial officer of a club, society, or business corporation 

13.6 Controller  

A controller is an individual who has responsibility for high-level accounting, managerial 

accounting and finance activities. A controller typically reports to a firm's chief financial 

officer (CFO), although these two positions may be combined in smaller businesses. The 

duties of a controller include assisting with the preparation of the operating budgets, 

overseeing financial reporting and performing essential duties relating to payroll. 

14 Time Value of Money - TVM 
The time value of money (TVM) is the idea that money available at the present time is 

worth more than the same amount in the future due to its potential earning capacity. 

This core principle of finance holds that, provided money can earn interest, any amount 

of money is worth more the sooner it is received. TVM is also sometimes referred to as 

present discounted value. 

The time value of money draws from the idea that rational investors prefer to receive 

money today rather than the same amount of money in the future because of money's 

potential to grow in value over a given period of time. For example, money deposited 

into a savings account earns a certain interest rate, and is therefore said to be 

compounding in value.  

Further illustrating the rational investor's preference, assume you have the option to 

choose between receiving $10,000 now versus $10,000 in two years. It's reasonable to 

assume most people would choose the first option. Despite the equal value at time of 

disbursement, receiving the $10,000 today has more value and utility to the beneficiary 

than receiving it in the future due to the opportunity costs associated with the wait. Such 

opportunity costs could include the potential gain on interest were that money received 

today and held in a savings account for two years. 
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15 Basic Time Value of Money Formula 
Depending on the exact situation in question, the TVM formula may change slightly. For 

example, in the case of annuity or perpetuity payments, the generalized formula has 

additional or less factors. But in general, the most fundamental TVM formula takes into 

account the following variables: 

FV = Future value of money 

PV = Present value of money 

i = interest rate 

n = number of compounding periods per year 

t = number of years 

 

Based on these variables, the formula for TVM is: 

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

16 Effect of Compounding Periods on Future Value 
The number of compounding periods can have a drastic effect on the TVM calculations. 

Taking the $10,000 example above, if the number of compounding periods is increased 

to quarterly, monthly or daily, the ending future value calculations are: 

Quarterly Compounding: FV = $10,000 x (1 + (10% / 4) ^ (4 x 1) = $11,038 

Monthly Compounding: FV = $10,000 x (1 + (10% / 12) ^ (12 x 1) = $11,047 

Daily Compounding: FV = $10,000 x (1 + (10% / 365) ^ (365 x 1) = $11,052 

This shows TVM depends not only on interest rate and time horizon, but also on how 

many times the compounding calculations are computed each year.  
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Chapter Two 

1 Risk and Uncertainty 
In our day to day life, there are many circumstances, where we have to take risks, which 

involves exposure to lose or danger. Risk can be understood as the potential of loss. It is 

not exactly same as uncertainty, which implies the absence of certainty of the outcome in 

a particular situation. There are instances, wherein uncertainty is inherent, with respect 

to the forthcoming events, i.e. there is no idea, of what can happen next. So, in short, risk 

describes a situation, in which there is a chance of loss or danger. Conversely, uncertainty 

refers to a condition where you are not sure about the future outcomes. 

1.1 Definition of Risk 

In the ordinary sense, the risk is the outcome of an action taken or not taken, in a 

particular situation which may result in loss or gain. It is termed as a chance or loss or 

exposure to danger, arising out of internal or external factors that can be minimized 

through preventive measures. 

In the financial glossary, the meaning of risk is not much different. It implies the 

uncertainty regarding the expected returns on the investments made i.e. the probability 

of actual returns may not be equal to the expected returns. Such a risk may include the 

probability of losing the part or whole investment. Although the higher the risk, the 

higher is the expectation of returns, because investors are paid off for the additional risk 

they take on their investments. The major elements of risk are defined as below: 

 Systematic Risk: Interest Risk, Inflation Risk, Market Risk, etc. 

 Unsystematic Risk: Business Risk and Financial Risk. 

1.2 Definition of Uncertainty 

By the term uncertainty, we mean the absence of certainty or something which is not 

known. It refers to a situation where there are multiple alternatives resulting in a specific 

outcome, but the probability of the outcome is not certain. This is because of insufficient 

information or knowledge about the present condition. Hence, it is hard to define or 

predict the future outcome or events. 

Uncertainty cannot be measured in quantitative terms through past models. Therefore, 

probabilities cannot be applied to the potential outcomes, because the probabilities are 

unknown. 
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2 Simple Interest  
Simple interest is a quick method of calculating the interest charge on a loan. Simple 

interest is determined by multiplying the daily interest rate by the principal by the 

number of days that elapse between payments. 

Simple Interest = P x I x N 

P = Principal amount 

I = Interest 

N = Period / Year  

 

This type of interest usually applies to automobile loans or short-term loans, although 

some mortgages use this calculation method. 

3 Compound Interest  
Compound interest (or compounding interest) is interest calculated on the initial 

principal and also on the accumulated interest of previous periods of a deposit or loan. 

Thought to have originated in 17th-century Italy, compound interest can be thought of as 

“interest on interest,” and will make a sum grow at a faster rate than simple interest, 

which is calculated only on the principal amount. The rate at which compound interest 

accrues depends on the frequency of compounding; the higher the number of 

compounding periods, the greater the compound interest. Thus, the amount of 

compound interest accrued on $100 compounded at 10% annually will be lower than 

that on $100 compounded at 5% semi-annually over the same time period. 

Compound interest is calculated by multiplying the principal amount by one plus the 

annual interest rate raised to the number of compound periods minus one. The total 

initial amount of the loan is then subtracted from the resulting value. 

The formula for calculating compound interest is: 

Compound Interest = Total amount of Principal and Interest in future (or Future Value) 

less Principal amount at present (or Present Value) 

 = [P (1 + i) n] – P 

 = P [(1 + i) n – 1] 

(Where P = Principal, i = nominal annual interest rate in percentage terms, and n = 

number of compounding periods). 
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Take a three-year loan of $10,000 at an interest rate of 5% that compounds annually. 

What would be the amount of interest?  In this case, it would be: $10,000 [(1 + 0.05)3] – 

1 = $10,000 [1.157625 – 1] = $1,576.25. 

4 Present Value  
Present value (PV) is the current worth of a future sum of money or stream of cash flows 

given a specified rate of return. Future cash flows are discounted at the discount rate, 

and the higher the discount rate, the lower the present value of the future cash flows. 

Determining the appropriate discount rate is the key to properly valuing future cash 

flows, whether they be earnings or obligations. 

PV is also referred to as the "discounted value." The basis is that receiving $1,000 now is 

worth more than $1,000 five years from now, because if you got the money now, you 

could invest it and receive an additional return over the five years. 

5 Future Value  
Present value is used in reference to future value and the comparison of present value 

with future value best illustrates the principle of time value of money and the need for 

charging or paying additional risk-based interest rates. Simply put, the money today is 

worth more than the same money tomorrow because the passage of time has financial 

value attached to it and rewards or costs are demanded for owning or using today's 

money. Future value can relate to future investment cash inflows from investing today's 

money or future payment outflows from borrowing today's money. 

6 Annuities 
An annuity is a financial product that pays out a fixed stream of payments to an 

individual, primarily used as an income stream for retirees. Annuities are created and 

sold by financial institutions, which accept and invest funds from individuals and then, 

upon annuity, issue a stream of payments at a later point in time. The period of time 

when an annuity is being funded and before payouts begin is referred to as the 

accumulation phase. Once payments commence, the contract is in the annuity phase. 

Annuities were designed to be a reliable means of securing a steady cash flow for an 

individual during their retirement years and to alleviate fears of longevity risk, or outliving 

one's assets. Annuities can also be created to turn a substantial lump sum into a steady 

cash flow, such as for winners of large cash settlements from a lawsuit or from winning 

the lottery. Defined benefit pensions and Social Security are two examples of lifetime 

guaranteed annuities that pay retirees a steady cash flow until they pass. 
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6.1 Types of Annuities  

Annuities can be structured according to a wide array of details and factors, such as the 

duration of time that payments from the annuity can be guaranteed to continue. 

Annuities can be created so that, upon annuity, payments will continue so long as either 

the annuitant or their spouse (if survivorship benefit is elected) is alive. Alternatively, 

annuities can be structured to pay out funds for a fixed amount of time, such as 20 years, 

regardless of how long the annuitant lives. Furthermore, annuities can begin immediately 

upon deposit of a lump sum, or they can be structured as deferred benefits. 

Annuities can be structured generally as either fixed or variable.  

 Fixed annuities provide regular periodic payments to the annuitant.  

 Variable annuities allow the owner to receive greater future cash flows if 

investments of the annuity fund do well and smaller payments if its investments 

do poorly. This provides for a less stable cash flow than a fixed annuity, but allows 

the annuitant to reap the benefits of strong returns from their fund's investments. 

One criticism of annuities is that they are illiquid. Deposits into annuity contracts are 

typically locked up for a period of time, known as the surrender period, where the 

annuitant would incur a penalty if all or part of that money were touched. These 

surrender periods can last anywhere from two to more than 10 years, depending on the 

particular product. Surrender fees can start out at 10% or more and the penalty typically 

declines annually over the surrender period. 

While variable annuities carry some market risk and the potential to lose principal, riders 
and features can be added to annuity contracts (usually for some extra cost) which allow 
them to function as hybrid fixed-variable annuities. Contract owners can benefit from 
upside portfolio potential while enjoying the protection of a guaranteed lifetime 
minimum withdrawal benefit if the portfolio drops in value. Other riders may be 
purchased to add a death benefit to the contract or accelerate payouts if the annuity 
holder is diagnosed with a terminal illness. Cost of living riders are common to adjust the 
annual base cash flows for inflation based on changes in the CPI. 

7 Present value of Annuity Due and Deferred 
A deferred annuity refers to a series of payments that occurs regularly and consecutively 

over a certain period of time. With a regular annuity, the payments begin immediately at 

the end of the first period. In contrast, the payments of a deferred annuity begin at the 

end of a later period. In deferred annuity, the payments occur consecutively, but they 

only begin after a certain time from the start of the deferred annuity. 
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8 Future Value of Annuity Due and Deferred 
The future value of annuity due formula is used to calculate the ending value of a series 
of payments or cash flows where the first payment is received immediately. The first cash 
flow received immediately is what distinguishes an annuity due from an ordinary annuity. 
An annuity due is sometimes referred to as an immediate annuity. 

The future value of annuity due formula calculates the value at a future date. The use of 
the future value of annuity due formula in real situations is different than that of the 
present value for an annuity due. For example, suppose that an individual or company 
wants to buy an annuity from someone and the first payment is received today. To 
calculate the price to pay for this particular situation would require use of the present 
value of annuity due formula. However, if an individual is wanting to calculate what their 
balance would be after saving for 5 years in an interest bearing account and they choose 
to put the first cash flow into the account today, the future value of annuity due would 
be used.  

The following formula calculates future value: 
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9 Variable / Uneven Cash Flows 
In most cases in finance we're not faced with constant or regularly increasing or 
decreasing payments. Any stream of payments, such as the company's revenues or net 
income, will likely be variable or uneven. We need to develop techniques for calculating 
the present value or future value of such an uneven payment flow.  

Example: 

Consider an investment that pays $200 one year from now, with cash flows increasing by 
$200 per year through year 4. If the interest rate is 12%, what is the present value of this 
stream of cash flows? 

If the issuer offers this investment for $1,500, should you purchase it? 

We can solve this problem by separately calculating the present value of each of the 
future cash flows. The present value of $200.00 received one year from now with the 
discount rate of 12% is $178.57. Repeating this exercise for the subsequent payments 
produces a total present value of $1,432.93. Since we're being asked to invest $1,500 
today in order to receive this payment flow and the present value of the payment flow is 
less than the amount they were being asked to invest, this is a bad investment and we 
would choose not to enter into it. 

10 Present Value of Uneven Cash Flows 
The present value is a keystone in the time value of money concept because this 
technique is developed to evaluate any assets from financial instruments (e.g., stocks and 
bonds) with respect to the value of the entire corporation. A large proportion of assets 
generate uneven or irregular cash flow, making the process of their valuation 
cumbersome. Common examples of an uneven cash flow stream are dividends on 
common stock, coupon payments on a floating-rate bond, or the free cash flow of a 
business. Since the value of each cash flow in the stream can vary and occur at irregular 
intervals, the present value of uneven cash flows is calculated as the sum of the present 
values of each cash flow in the stream.  
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11 Future Value of Uneven Cash Flows  
The future value of uneven cash flows is the sum of future values of each cash flow. It can 

also be called “terminal value.” Unlike annuities where the amount of payment is 

constant, many financial instruments and assets generate cash flows that can vary from 

period to period. For example, dividends on common stock and coupon payments of a 

floating rate bond can vary. Cash flow generated by business activity is another common 

example of uneven or irregular cash flows.  

 

12 Other Compound Periods  
By convention, interest rates are quoted on an annual basis. An interest rate, quoted on 

an annual basis, which is compounded more often than once per year is called a nominal 

rate, stated rate, quoted rate, or annual percentage rate (APR). For example, mortgages 

typically require monthly payments and, therefore, the interest rates quoted on 

mortgages are compounded monthly. Thus, the nominal interest rate on a mortgage 

might be 12% compounded monthly. However, the relevant rate for valuations is the 

periodic rate. The periodic rate is computed by dividing the nominal rate by the number 

of compounding periods per year.  
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13 Perpetuity  
Perpetuity refers to an infinite amount of time. In finance, it is a constant stream of 

identical cash flows with no end, such as with the British-issued bonds known as console. 

The concept of a perpetuity is also used in financial theory, such as in the dividend 

discount model (DDM). 

The basic formula used to calculate a perpetuity is cash flows divided by some discount 

rate. The formula used to calculate the terminal year in stream of cash flows for valuation 

purposes is bit more complicated. It is the estimate of cash flows in year 10 of the 

company, multiplied by one plus the company’s long-term growth rate, and then divided 

by the difference between the cost of capital and the growth rate. Simplified, the 

terminal year is some amount of cash flows divided by some discount rate, which is the 

basic formula for a perpetuity. 
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Chapter Three 
 

1 Financial Statements and Financial Statement Analysis 

1.1 Meaning and Definition 

The financial statement is an organized collection of data according to logical and 

consistent accounting procedures. Its purpose is to convey an understanding of financial 

aspects of a business firm. It may show a position at a moment of time as in the case of a 

balance-sheet or may reveal a service of activities over a given period of time, as in the 

case of an income statement. 

Financial statements are the summary of the accounting process, which, provides useful 

information to both internal and external parties. John N. Nyer defines that  

“Financial statements provide a summary of the accounting of a business enterprise, the 

balance-sheet reflecting the assets, liabilities and capital as on a certain date and the 

income statement showing the results of operations during a certain period”. 

Financial statements generally consist of two important statements: 

 Statement of Profit or Loss account or Income statement 

 Statement of Financial Position or the Balance sheet 

Apart from that, organizations also prepare other parts of statements, which are very 

useful to the internal purpose such as: 

 Statement of changes in equity 

 Cash flows statement 

 Notes to the financial statements 
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2 Statement of Profit or Loss  
Income statement is also called as profit and loss account, which reflects the operational 

position of the firm during a particular period. Normally it consists of one accounting 

year. It determines the entire operational performance of the concern like total revenue 

generated and expenses incurred for earning that revenue. Income statement helps to 

ascertain the gross profit and net profit of the concern. Gross profit is determined by 

preparation of trading or manufacturing a/c and net profit is determined by preparation 

of profit and loss account. 

3 Statement of Financial Position 
Statement of Financial Position is also called as balance sheet, which reflects the financial 

position of the organization at the end of the financial year. Position statement helps to 

ascertain and understand the total assets, liabilities and capital of the organization. One 

can understand the strength and weakness of the concern with the help of the position 

statement. 

4 Statement of Changes in Equity 
It is also called as statement of retained earnings. This statement provides information 

about the changes or position of owner’s equity in the company. How the retained 

earnings are employed in the business concern?  

5 Cash Flows Statements  
The cash flow statement is distinct from the income statement and balance sheet 

because it does not include the amount of future incoming and outgoing cash that has 

been recorded on credit. Therefore, cash is not the same as net income, which on the 

income statement and balance sheet, includes cash sales and sales made on credit. Cash 

flow statement comprises off: 
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6 Notes to the Financial Statements  
Notes to the financial statements refer to additional information provided in an 

organization's financial statements. Notes to the financial statements report the details 

and additional information that are left out of the main reporting documents, such as the 

balance sheet and income statement.  

7 Types of Financial Statement Analysis 
Analysis of Financial Statement is also necessary to understand the financial positions 

during a particular period. According to Myres, “Financial statement analysis is largely a 

study of the relationship among the various financial factors in a business as disclosed by 

a single set of statements and a study of the trend of these factors as shown in a series of 

statements”. 

Analysis of financial statement may be broadly classified into two important types on the 

basis of material used and methods of operations. 

 

Financial statement analysis may be classified into two major types such as External 

analysis and internal analysis. 

7.1 External Analysis 

Outsiders of the business concern do normally external analyses but they are 

indirectly involved in the business concern such as investors, creditors, 

government organizations and other credit agencies. External analysis is very 

much useful to understand the financial and operational position of the business 

concern. External analysis mainly depends on the published financial statement of 

the concern. This analysis provides only limited information about the business 

concern. 
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7.2 Internal Analysis 

The company itself does disclose some of the valuable information’s to the 

business concern in this type of analysis. This analysis is used to understand the 

operational performances of each and every department and unit of the business 

concern.  

8 Based on Method of Operation  
Based on the methods of operation, financial statement analysis may be classified into 

two major types such as horizontal analysis and vertical analysis. 

8.1 Horizontal Analysis 

Under the horizontal analysis, financial statements are compared with several 

years and based on that, a firm may take decisions. Normally, the current year’s 

figures are compared with the base year (base year is considering as 100) and how 

the financial information are changed from one year to another. This analysis is 

also called as dynamic analysis. 

8.2 Vertical Analysis 

Under the vertical analysis, financial statements measure the quantities 

relationship of the various items in the financial statement on a particular period. 

It is also called as static analysis, because, this analysis helps to determine the 

relationship with various items appeared in the financial statement. For example, 

a sale is assumed as 100 and other items are converted into sales figures. 

8.3 Comparative Statement Analysis 

Comparative statement analysis is an analysis of financial statement at different 

period of time. This statement helps to understand the comparative position of 

financial and operational performance at different period of time. Comparative 

financial statements again classified into two major parts such as comparative 

financial position analysis and comparative profit or loss analysis: 

o Comparative Financial Position Analysis: 

Comparative balance sheet analysis concentrates only the balance sheet of 

the concern at different period of time. Under this analysis the balance 

sheets are compared with previous year’s figures or one-year balance sheet 

figures are compared with other years. Comparative balance sheet analysis 

may be horizontal or vertical basis. This type of analysis helps to 

understand the real financial position of the concern as well as how the 

assets, liabilities and capitals are placed during a particular period. 
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o Comparative Profit or Loss Analysis: 

Another comparative financial statement analysis is comparative profit or 

loss account analysis. Under this analysis, only profit or loss account is 

taken to compare with previous year’s figure or compare within the 

statement. This analysis helps to understand the operational performance 

of the business concern in a given period. It may be analyzed on horizontal 

basis or vertical basis. 

9 Ratio Analysis  
Ratio analysis is a commonly used tool of financial statement analysis. Ratio is a 

mathematical relationship between one to another number. Ratio is used as an index for 

evaluating the financial performance of the business concern. An accounting ratio shows 

the mathematical relationship between two figures, which have meaningful relation with 

each other. Ratio can be classified into various types. Classification from the point of view 

of financial management is as follows: 

 Liquidity Ratio 

 Activity / Turnover Ratio 

 Solvency / Leverage Ratio 

 Profitability Ratio 

9.1 Liquidity Ratio 

It is also called as short-term ratio. This ratio helps to understand the liquidity in a 

business which is the potential ability to meet current obligations. This ratio expresses 

the relationship between current assets and current assets of the business concern 

during a particular period. The following are the major liquidity ratio: 

Ratio Formula Significant ratio 

Current Ratio Current Assets 

Current Liabilities 

2:1 

Quick Ratio Current Assets – Inventory 

Current Liabilities 

1:1 

 

9.2 Activity / Turnover Ratio 

It is also called as turnover ratio. This ratio measures the efficiency of the current assets 

and liabilities in the business concern during a particular period. This ratio is helpful to 

understand the performance of the business concern. Some of the activity ratios are 

given below: 
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Ratio Formula 

Inventory Turnover Ratio Cost of Sales 

Average inventory 

Receivables Turnover Ratio Credit Sales 

Average Receivables 

Payables Turnover Ratio Credit Purchases 

Average Payables 

Working Capital Turnover Ratio Sales 

Net working capital 

 

9.3 Solvency / Leverage Ratio 

It is also called as leverage ratio, which measures the long-term obligation of the business 

concern. This ratio helps to understand, how the long-term funds are used in the 

business concern. Some of the solvency ratios are given below: 

Ratio Formula 

Debt to Equity Ratio External Equity 

Internal Equity 

Proprietary Ratio Shareholder / Shareholder ' s Fund 

Total Assets 

Interest Coverage Ratio EBIT 

Fixed Interest Charges 

 

9.4 Profitability Ratio 

Profitability ratio helps to measure the profitability position of the business concern. 

Some of the major profitability ratios are given below: 

Ratio Formula *100 

Gross Profit Ratio Gross Profit  

Net Sales 

Net Profit Ratio Net Profit after tax 

Net Sales 

Operating Profit Ratio Operating Net Profit 

Sales 

Return in Investment Net Profit after tax 

Shareholder Fund  
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10 Asset Quality Rating 
An asset quality rating is a review or evaluation assessing the credit risk associated with a 

particular asset. These assets usually require interest payments, such as loans and 

investment portfolios. How effective management is in controlling and monitoring credit 

risk can also have an effect on the what kind of credit rating can be achieved. 

Asset quality is an important determinant of risk, as such, analysts go to great lengths to 

accurately estimate asset quality and its impact on the overall condition of a business, 

bank or portfolio. 

Many factors are considered when rating asset quality. For example, consideration must 

be put into whether or not a portfolio is appropriately diversified, what regulations or 

rules have been put in to place to limit credit risks and how efficiently operations are 

being utilized. Typically, a rating of one shows that asset quality is good and there is very 

little credit risk, while a rating of five can signify that there are major asset quality 

problems and issues that need to be managed. 

The quality of assets goes a long way in determining how assets are managed. As asset 

quality goes up, benefits include more liquidity, greater risk capacity, and a lower cost of 

funds. All of which can lead to higher valuation levels. 

11 Capital Adequacy Ratio 
The capital adequacy ratio (CAR) is a measure of a bank's capital. It is expressed as a 

percentage of a bank's risk weighted credit exposures. 

Also known as capital-to-risk weighted assets ratio (CRAR), it is used to protect depositors 

and promote the stability and efficiency of financial systems around the world. Two types 

of capital are measured: tier one capital, which can absorb losses without a bank being 

required to cease trading, and tier two capital, which can absorb losses in the event of a 

winding-up and so provides a lesser degree of protection to depositors. 

 

This ratio is also known as “Capital to Risk Weighted Assets Ratio (CRAR)” 

11.1 Sensitivity 

Sensitivity is the magnitude of a financial instrument's reaction to changes in underlying 

factors. Financial instruments, such as stocks and bonds, are constantly impacted by 
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many factors. Sensitivity accounts for all factors that impact a given instrument in a 

negative or positive way. The objective is to learn how much a certain factor impacts the 

value of a particular instrument. 

11.2 Market Risk 

Market risk is the possibility for an investor to experience losses due to factors that affect 

the overall performance of the financial markets in which he is involved. Market risk, also 

called "systematic risk," cannot be eliminated through diversification, though it can be 

hedged against. Sources of market risk include recessions, political turmoil and changes 

in interest rates, natural disasters and terrorist attacks. 

11.3 Sensitivity to Market Risk 

Sensitivity to market risk reflects the degree to which changes in interest rates, foreign 

exchange rates, commodity prices, or equity prices can adversely affect a financial 

institution's earnings or capital. 
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Chapter Four 

1 Capital Budgeting 
The word Capital refers to be the total investment of a company of firm in money, 

tangible and intangible assets. Whereas budgeting defined by the “Rowland and William” 

it may be said to be the art of building budgets. Budgets are a blue print of a plan and 

action expressed in quantities and manners. 

The examples of capital expenditure: 

1) Purchase of fixed assets such as land and building, plant and machinery, good will, 

etc. 

2) The expenditure relating to addition, expansion, improvement and alteration to 

the fixed assets. 

3) The replacement of fixed assets and research and development project. 

 

1.1 Capital Budgeting 

According to the definition of Charles T. Hrongreen, “capital budgeting is a long-term 

planning for making and financing proposed capital out lays. 

According to the definition of G.C. Philippatos, “capital budgeting is concerned with the 

allocation of the firm’s source financial resources among the available opportunities. The 

consideration of investment opportunities involves the comparison of the expected 

future streams of earnings from a project with the immediate and subsequent streams of 

earning from a project, with the immediate and subsequent streams of expenditure”. 

According to the definition of Richard and Green law, “capital budgeting is acquiring 

inputs with long-term return”. 

According to the definition of Lyrich, “capital budgeting consists in planning development 

of available capital for the purpose of maximizing the long-term profitability of the 

concern”. 

2 Capital Budgeting Techniques 
Matching the available resources and projects it can be invested. The funds available are 

always living funds. There are many considerations taken for investment decision process 

such as environment and economic conditions. 

The techniques of capital budgeting are  classified as follows: 
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1) Traditional Technique / Non-discount Method 

o Pay-back Period 

o Post Pay-back 

o Accounting Rate of Return 

2) Modern Technique / Discount Method 

o Net Present Value 

o Interest Rate of Return  

o Profitability Index  

 

 

2.1 Pay-back Period 

Pay-back period is the time required to recover the initial investment in a project. (It is 

one of the non-discounted cash flow methods of capital budgeting). 

Pay-back period = Initial investment / Annual cash inflows 

 

2.2 Accept /Reject criteria 

If the actual pay-back period is less than the predetermined pay-back period, the project 

would be accepted. If not, it would be rejected. 

 

2.3 Post Pay-back Profitability 

One of the major limitations of pay-back period method is that it does not consider the 

cash inflows earned after pay-back period and if the real profitability of the project 

cannot be assessed. To improve over this method, it can be made by considering the 

receivable after the pay-back period. These returns are called post pay-back profits. 
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2.4 Accept / Reject criteria 

If the actual accounting rate of return is more than the predetermined required rate of 

return, the project would be accepted. If not, it would be rejected. 

2.5 Accounting Rate of Return 

The accounting rate of return (ARR) is the amount of profit, or return, an individual can 

expect based on an investment made. Accounting rate of return divides the average 

profit by the initial investment to get the ratio or return that can be expected. ARR does 

not consider the time value of money, which means that returns taken in during later 

years may be worth less than those taken in now, and does not consider cash flows, 

which can be an integral part of maintaining a business. 

The accounting rate of return is calculated by dividing the average annual accounting 

profit by the initial investment of the project. The profit is calculated using the 

appropriate accounting framework including generally accepted accounting principles 

(GAAP) or international financial reporting standards (IFRS). The profit calculation 

includes depreciation and amortization of project assets. The initial investment is the 

fixed asset investment plus any changes to working capital due to the asset. If the project 

spans multiple years, an average of total revenue per year or investment per year is used. 

2.6 Net Present Value 

Net present value method is one of the modern methods for evaluating the project 

proposals. In this method cash inflows are considered with the time value of the money. 

Net present value describes as the summation of the present value of cash inflow and 

present value of cash outflow. Net present value is the difference between the total 

present value of future cash inflows and the total present value of future cash outflows. 

2.7 Accept / Reject criteria 

If the present value of cash inflows is more than the present value of cash outflows, it 

would be accepted. If not, it would be rejected. 

2.8 Internal Rate of Return 

Internal rate of return is time adjusted technique and covers the disadvantages of the 

traditional techniques. In other words, it is a rate at which discount cash flows to zero. 

It is expected by the following ratio: Cash inflow / Investment initial 

Steps to be followed: 

Step1. Find out factor 
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             Factor is calculated as follows: 

             F= Cash outlay (or) initial investment / Cash inflow 

Step 2. Find out positive net present value 

Step 3. Find out negative net present value 

Step 4. Find out formula net present value 

 

 Formula 

IRR =Base factor + (Positive net present value / Difference in positive and Negative 

net present value) x DP 

Base factor = Positive discount rate 

DP = Difference in percentage 

 

2.9 Accept/Reject criteria 

If the present value of the sum total of the compounded reinvested cash flows is greater 

than the present value of the outflows, the proposed project is accepted. If not, it would 

be rejected. 

2.10 Profitability Index  

The profitability index is an index that attempts to identify the relationship between the 

costs and benefits of a proposed project through the use of a ratio calculated as: 

= PV of Future Cash Flows / Initial Investment 

Profitability index is an appraisal technique applied to potential capital outlays. The 

technique divides the projected capital inflow by the projected capital outflow to 

determine the profitability of a project. The main feature of using profitability index is the 

technique disregards project size. Therefore, projects with larger cash inflows may result 

in lower profitability index calculations because their profit margin is not as high. 

3 Discounted Payback Period 
The discounted payback period is a capital budgeting procedure used to determine the 

profitability of a project. A discounted payback period gives the number of years it takes 

to break even from undertaking the initial expenditure, by discounting future cash flows 

and recognizing the time value of money. The net present value aspect of the discounted 
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payback period does not exist in a payback period in which the gross inflow of future cash 

flows is not discounted. 

The general rule for the calculation is to accept projects that result in a discounted 

payback period that is less than the targeted period. A company is able to compare its 

required break-even date to when the project will break even in terms of discounted cash 

flows, to approve or reject the project. 

4 Payback Period vs. Discounted Payback Period 
The payback period is the amount of time for a project to break even in cash collections 

using nominal dollars. Alternatively, the discounted payback period reflects the amount 

of time necessary to break even in a project based not only on what cash flows occur, but 

when they occur and the prevailing rate of return in the market. These two calculations, 

although similar, may not return the same result due to discounting of cash flows. For 

example, projects with higher cash flows toward the end of the project life will 

experience greater discounting due to compound interest. For this reason, the payback 

period may return a positive figure, while the discounted payback period returns a 

negative figure. 
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Chapter Five 

1 Capitalization 
Financial planning and decision play a major role in the field of financial management 

which consists of the major area of financial management such as, capitalization, 

financial structure, capital structure, leverage and financial forecasting. Financial planning 

includes the following important parts: 

 Estimating the amount of capital to be raised.  

 Determining the form and proportionate amount of securities.  

 Formulating policies to manage the financial plan. 

1.1 Meaning of Capital 
the term capital refers to the total investment of the company in terms of money, and 

assets. It is also called as total wealth of the company. When the company is going to 

invest large amount of finance into the business, it is called as capital. Capital is the initial 

and integral part of new and existing business concern. The capital requirements of the 

business concern may be classified into two categories: 

a) Fixed capital  

b) Working capital 

2 Fixed Capital is the capital, which is needed for meeting the permanent or long-

term purpose of the business concern. Fixed capital is required mainly for the purpose of 

meeting capital expenditure of the business concern and it is used over a long period. It is 

the amount invested in various fixed or permanent assets, which are necessary for a 

business concern.  

According to the definition of Hoagland, “Fixed capital is comparatively easily defined to 

include land, building, machinery and other assets having a relatively permanent 

existence”. 

3 Character of Fixed Capital  
 Fixed capital is used to acquire the fixed assets of the business concern.  

 Fixed capital meets the capital expenditure of the business concern.  

 Fixed capital normally consists of long period.  

 Fixed capital expenditure is of nonrecurring nature. 

 Fixed capital can be raised only with the help of long-term sources of finance.  
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4 Working Capital 
Working capital is the capital which is needed to meet the day-to-day transaction of the 

business concern. It may cross the working capital and net working capital. Normally 

working capital consists of various compositions of current assets such as inventories, 

bills, receivable, debtors, cash, and bank balance and prepaid expenses. According to the 

definition of Bonneville, “any acquisition of funds which increases the current assets 

increase the Working Capital also for they are one and the same”. Working capital is 

needed to meet the following purpose:  

 Purchase of raw material  

 Payment of wages to workers  

 Payment of day-to-day expenses  

 Maintenance expenditure etc. 

5 Capitalization 
Capitalization is one of the most important parts of financial decision, which is related to 

the total amount of capital employed in the business concern. Understanding the 

concept of capitalization leads to solve many problems in the field of financial 

management. Because there is a confusion among the capital, capitalization and capital 

structure.  

Capitalization refers to the process of determining the quantum of funds that a firm need 

to run its business. Capitalization is only the par value of share capital and debenture and 

it does not include reserve and surplus. 

Capitalization can be defined by the various financial management experts. Some of the 

definitions are mentioned below: According to Guthman and Dougall, “capitalization is 

the sum of the par value of stocks and bonds outstanding”.  

“Capitalization is the balance sheet value of stocks and bonds outstands”: Bonneville and 

Dewey According to Arhur. S. Dewing, “capitalization is the sum total of the par value of 

all shares”. 

6 Types of Capitalization 
Capitalization may be classified into the following three important types based on its 

nature:  

 Over Capitalization  

 Under Capitalization  

 Water Capitalization  



Chapter Five 34 

 

7 Over Capitalization  
Over capitalization refers to the company which possesses an excess of capital in relation 

to its activity level and requirements. In simple means, over capitalization is more capital 

than actually required and the funds are not properly used. According to Bonneville, 

Dewey and Kelly, over capitalization means, “when a business is unable to earn fair rate 

on its outstanding securities”. 

Example  

A company is earning a sum of afn 50,000 and the rate of return expected is 10%. This 

company will be said to be properly capitalized. Suppose the capital investment of the 

company is afn 60,000, it will be over capitalization to the extent of afn 1,00,000. The 

new rate of earning would be:  

50,000/60,000×100=8.33% 

When the company has over capitalization, the rate of earnings will be reduced from 10% 

to 8.33%.  

8 Causes of Over Capitalization  
Over capitalization arise due to the following important causes:  

 Over issue of capital by the company. 

 Borrowing large amount of capital at a higher rate of interest.  

 Providing inadequate depreciation to the fixed assets. 

 Excessive payment for acquisition of goodwill. 

 High rate of taxation.  

 Under estimation of capitalization rate. 

9 Effects of Over Capitalization 
Over capitalization leads to the following important effects:  

 Reduce the rate of earning capacity of the shares.  

 Difficulties in obtaining necessary capital to the business concern.  

 It leads to fall in the market price of the shares.  

 It creates problems on re-organization.  

 It leads under or misutilisation of available resources. 
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10 Remedies for Over Capitalization  
Over capitalization can be reduced with the help of effective management and 

systematic design of the capital structure. The following are the major steps to reduce 

over capitalization.  

 Efficient management can reduce over capitalization.  

 Redemption of preference share capital which consists of high rate of dividend.  

 Reorganization of equity share capital.  

 Reduction of debt capital.  

11 Under Capitalization 
Under capitalization is the opposite concept of over capitalization and it will occur when 

the company’s actual capitalization is lower than the capitalization as warranted by its 

earning capacity. Under capitalization is not the so called inadequate capital.  

Under capitalization can be defined by Greenberg, “a corporation may be 

undercapitalized when the rate of profit is exceptionally high in the same industry”. 

Hoagland defined under capitalization as “an excess of true assets value over the 

aggregate of stocks and bonds outstanding”. 

12 Causes of Under Capitalization 
 Under capitalization arises due to the following important causes:  

 Under estimation of capital requirements.  

 Under estimation of initial and future earnings. 

 Maintaining high standards of efficiency. 

 Conservative dividend policy. 

 Desire of control and trading on equity.  

13 Effects of Under Capitalization  
Under Capitalization leads certain effects in the company and its shareholders. 

 It leads to manipulate the market value of shares.  

 It increases the marketability of the shares. 

 It may lead to more government control and higher taxation. 

 Consumers feel that they are exploited by the company.  

 It leads to high competition. 
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14 Remedies of Under Capitalization 
Under Capitalization may be corrected by taking the following remedial measures:  

 Under capitalization can be compensated with the help of fresh issue of shares.  

 Increasing the par value of share may help to reduce under capitalization.  

 Under capitalization may be corrected by the issue of bonus shares to the existing 

shareholders. 

 Reducing the dividend per share by way of splitting up of shares.  

15 Watered Capitalization  
If the stock or capital of the company is not mentioned by assets of equivalent value, it is 

called as watered stock. In simple words, watered capital means that the realizable value 

of assets of the company is less than its book value. According to Hoagland’s definition, 

“A stock is said to be watered when its true value is less than its book value.”  

16 Causes of Watered Capital  
Generally watered capital arises at the time of incorporation of a company but it also 

arises during the life time of the business. The following are the main causes of watered 

capital:  

 Acquiring the assets of the company at high price. 

 Adopting ineffective depreciation policy.  

 Worthless intangible assets are purchased at higher price. 
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Chapter six 

1 Working capital Management 
Working capital management is also one of the important parts of the financial 

management. It is concerned with short-term finance of the business concern which is a 

closely related trade between profitability and liquidity. Efficient working capital 

management leads to improve the operating performance of the business concern and it 

helps to meet the short-term liquidity. Hence, study of working capital management is 

not only an important part of financial management but also are overall management of 

the business concern. Working capital is described as the capital which is not fixed but 

the more common uses of the working capital is to consider it as the difference between 

the book value of current assets and current liabilities. This chapter deals with the 

following important aspects of the working capital management. 

 Meaning of Working Capital  

 Concept of Working Capital 

 Types of Working Capital  

 Needs of Working Capital  

 Factors determining Working Capital  

 Computation of Working Capital  

 Sources of Working Capital  

 Working Capital Management Policy  

 Working Capital and Banking Committee 

1.1 Meaning of Working Capital 

Capital of the concern may be divided into two major headings. 

 Fixed Capital  

 Working Capital 

Fixed capital means that capital, which is used for long-term investment of the business 

concern. For example, purchase of permanent assets. Normally it consists of non-

recurring in nature. Working Capital is another part of the capital which is needed for 

meeting day to day requirement of the business concern. For example, payment to 

creditors, salary paid to workers, purchase of raw materials etc., normally it consists of 

recurring in nature. It can be easily converted into cash. Hence, it is also known as short-

term capital. 



Chapter six 38 

 

1.2 Definitions 

According to the definition of Mead, Baker and Malott, “Working Capital means Current 

Assets”. According to the definition of J.S. Mill, “The sum of the current asset is the 

working capital of a business”. According to the definition of Weston and Brigham, 

“Working Capital refers to a firm’s investment in short-term assets, cash, short-term 

securities, accounts receivables and inventories”. According to the definition of 

Bonneville, “Any acquisition of funds which increases the current assets, increase working 

capital also for they are one and the same”. According to the definition of Shubin, 

“Working Capital is the amount of funds necessary to cover the cost of operating the 

enterprises”. According to the definition of Gene Stenberg, “Circulating capital means 

current assets of a company that are changed in the ordinary course of business from 

one form to another, for example, from cash to inventories, inventories to receivables, 

receivables to cash”. 

1.3 Concept of Working Capital 

Working capital can be classified or understood with the help of the following two 

important concepts. 

2 Gross Working Capital  
Gross Working Capital is the general concept which determines the working capital 

concept. Thus, the gross working capital is the capital invested in total current assets of 

the business concern. Gross Working Capital is simply called as the total current assets of 

the concern. 

GWC = CA 

2.1 Net Working Capital 

Net Working Capital is the specific concept, which, considers both current assets and 

current liability of the concern. Net Working Capital is the excess of current assets over 

the current liability of the concern during a particular period. If the current assets exceed 

the current liabilities it is said to be positive working capital; it is reverse, it is said to be 

Negative working capital. 

NWC = C A – CL 

2.2 Component of Working Capital 

Working capital constitutes various current assets and current liabilities. This can be 

illustrated by the following chart. 
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2.3 Current Assets   

 Cash in Hand  

 Current Assets Current Liability 

 Cash at Bank 

 Bills Receivable 

 Sundry Debtors 

 Short-term Loans Advances 

 Inventories 

 Prepaid Expenses 

 Accrued Income 

2.4 Current Liability 

 Bills Payable  

 Sundry Creditors 

 Outstanding Expenses  

 Short-term Loans and Advances  

 Dividend Payable 

 Bank Overdraft 

 Provision for Taxation 

3 Types of Working Capital 
Working Capital may be classified into three important types on the basis of time. 

1. Permanent Working Capital 

2. Temporary Working Capital 

a) Seasonal Working Capital 

b) Special Working Capital 

3. Semi Variable Working Capital 

4 Permanent Working Capital 
It is also known as Fixed Working Capital. It is the capital; the business concern must 

maintain certain amount of capital at minimum level at all times. The level of Permanent 

Capital depends upon the nature of the business. Permanent or Fixed Working Capital 

will not change irrespective of time or volume of sales. 
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5 Temporary Working Capital  
It is also known as variable working capital. It is the amount of capital which is required to 

meet the Seasonal demands and some special purposes. It can be further classified into 

Seasonal Working Capital and Special Working Capital. The capital required to meet the 

seasonal needs of the business concern is called as Seasonal Working Capital. The capital 

required to meet the special exigencies such as launching of extensive marketing 

campaigns for conducting research, etc. 

6 Semi Variable Working Capital 
 Certain amount of Working Capital is in the field level up to a certain stage and after that 

it will increase depending upon the change of sales or time. 

7 Needs of Working Capital 
Working Capital is an essential part of the business concern. Every business concern must 

maintain certain amount of Working Capital for their day-to-day requirements and meet 

the short-term obligations. Working Capital is needed for the following purposes: 

1. Purchase of raw materials and spares:  

The basic part of manufacturing process is, raw materials. It should purchase frequently 

according to the needs of the business concern. Hence, every business concern 

maintains certain amount as working capital to purchase raw materials, components, 

spares, etc.  

2. Payment of wages and salary:  

The next part of working capital is payment of wages and salaries to labour and 

employees. Periodical payment facilities make employees perfect in their work. So a 

business concern maintains adequate the amount of working capital to make the 

payment of wages and salaries. 

3. Day-to-day expenses: 

A business concern has to meet various expenditures regarding the operations at daily 

basis like fuel, power, office expenses, etc.  

4. Provide credit obligations:  

A business concern responsible to provide credit facilities to the customer and meet the 

short-term obligation. So the concern must provide adequate working capital. 
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7 Working Capital Position/ Balanced Working Capital Position 
A business concern must maintain a sound Working Capital position to improve the 

efficiency of business operation and efficient management of finance. Both excessive 

and inadequate Working Capital lead to some problems in the business concern.  

7.1 Causes and effects of excessive working capital 

 Excessive Working Capital leads to unnecessary accumulation of raw materials, 

components and spares.  

 Excessive Working Capital results in locking up of excess Working Capital.  

 It creates bad debts, reduces collection periods, etc.  

 It leads to reduce the profits. 

7.2 Causes and effects of inadequate working capital 

 Inadequate working capital cannot buy its requirements in bulk order.  

 It becomes difficult to implement operating plans and activate the firm’s profit 

target.  

 It becomes impossible to utilize efficiently the fixed assets.  

 The rate of return on investments also falls with the shortage of working capital. 

 It reduces the overall operation of the business. 

8 Factors Determining Working Capital Requirements 
Working Capital requirements depends upon various factors. There are no set of rules or 

formula to determine the Working Capital needs of the business concern. The following 

are the major factors which are determining the Working Capital requirements. 

1. Nature of business: Working capital of the business concerns largely depend upon 

the nature of the business. If the business concerns follow rigid credit policy and 

sell goods only for cash, they can maintain lesser amount of working capital. A 

transport company maintains lesser amount of working capital while a 

construction company maintains larger amount of working capital. 

2. Production cycle: Amount of working capital depends upon the length of the 

production cycle. If the production cycle length is small, they need to maintain 

lesser amount of working capital. If it is not, they have to maintain large amount of 

working capital. 

3. Business cycle: Business fluctuations lead to cyclical and seasonal changes in the 

business condition and it will affect the requirements of the working capital. In the 

booming conditions, the working capital requirement is larger and in the 
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depression condition, requirement of working capital will reduce. Better business 

results lead to increase the working capital requirements. 

4. Production policy: It is also one of the factors which affects the working capital 

requirement of the business concern. If the company maintains the continues 

production policy, there is a need of regular working capital. If the production 

policy of the company depends upon the situation or conditions, Working Capital 

requirement will depend upon the conditions laid down by the company 

5. Credit policy: Credit policy of sales and purchase also affect the working capital 

requirements of the business concern. If the company maintains liberal credit 

policy to collect the payments from its customers, they have to maintain more 

working capital. If the company pays the dues on the last date it will create the 

cash maintenance in hand and bank.  

6. Growth and expansion: During the growth and expansion of the business concern, 

working capital requirements are higher, because it needs some additional 

working capital and incurs some extra expenses at the initial stages.  

7. Availability of raw materials: Major part of the working capital requirements are 

largely depending on the availability of raw materials. Raw materials are the basic 

components of the production process. If the raw material is not readily available, 

it leads to production stoppage. So, the concern must maintain adequate raw 

material; for that purpose, they have to spend some amount of working capital. 

8. Earning capacity: If the business concern consists of high level of earning capacity, 

they can generate more working capital, with the help of cash from operation. 

Earning capacity is also one of the factors which determines the working capital 

requirements of the business concern. 

9 Computation of Working Capital 
Working capital requirement depends upon number of factors, which are already 

discussed in the previous parts. Now the discussion is on how to calculate the Working 

capital needs of the business concern. It may also depend upon various factors but some 

of the common methods are used to estimate the working capital.  

9.1 Estimation of components of working capital method: Working capital consists of 

various current assets and current liabilities. Hence, we have to estimate how much 

current assets as inventories required and how much cash required to meet the short 

term obligations. Finance Manager first estimates the assets and required working capital 

for a particular period. 
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9.2 Percent of sales method: Based on the past experience between sales and working 

capital requirements, a ratio can be determined for estimating the working capital 

requirement in future. It is the simple and tradition method to estimate the working 

capital requirements. Under this method, first we have to find out the sales to working 

capital ratio and based on that we have to estimate working capital requirements. This 

method also expresses the relationship between the sales and working Capital.  

9.3 Operating cycle working capital requirements: It depends upon the operating cycle of 

the business. The operating cycle begins with the acquisition of raw material and ends 

with the Payment of payables. Operating cycle consists of the following important stages:  

1. Raw Material and Storage Stage, (R) 

2. Work in Process Stage, (W)  

3. Finished Goods Stage, (F)  

4. Debtors Collection Stage, (D) 

5. Creditors Payment Period Stage. (C) 

Each component of the operating cycle can be calculated by the following formula: 

R =  Average Stock of Raw Material 

                         Average Raw Material Consumption per Day 

 

W =  Average Work in Process Inventory 

                        Average Cost of Production Per Day 

 

F =  Average Finished Stock Inventory 

                          Average Cost of Goods Sold Per Day 
 

D =   Average Book Debts 

                         Average Credit Sales Per Day 
 

C=  Average Trade Creditors 

                        Average Credit Purchase Per Day 
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9.4 Working Capital Management 

Working Capital Management formulates policies to manage and handle working capital 

efficiently; for that purpose, the management established three policies based on the 

relationship between Sales and working capital.  

 Conservative Working Capital Policy. 

 Moderate Working Capital Policy.  

 Aggressive Working Capital Policy.  

9.4.1 Conservative working capital policy: It refers to minimize risk by maintaining a higher 

level of working capital. This type of working capital policy is suitable to meet the 

seasonal fluctuation of the manufacturing operation. 

9.4.2 Moderate working capital policy: Moderate working capital policy refers to the 

moderate level of working capital maintenance according to moderate level of sales. It 

means one percent of change in working capital that is working capital is equal to sales.  

9.4.3 Aggressive working capital policy: Aggressive working capital policy is one of the high 

risky and profitability policies which maintains low level of working capital against the 

high level of sales, in the business concern during a particular period. 

10 Sources of working capital 
Working capital requirements can be normalized from short-term and long-term sources. 

Each source will have both merits and limitations up to certain extract. Uses of working 

capital may be differing from stage to stage. 

The sources are classified into internal sources and external sources: 

Internal sources such as: 

 Retained Earnings 

 Reserve and Surplus  

 Depreciation Funds  

External sources such as:  

 Debentures and Public Deposit 

 Loans from Banks and Financial Institutions  

 Advances and Credit 

 Financial arrangements like Factoring 
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11 Determining the Finance Mix 
Determining the finance mix is an important part of working capital management. Under 

this decision, the relationship among risk, return and liquidity are measured and also 

which type of financing is suitable to meet the working capital requirements of the 

business concern. There are three basic approaches for determining an appropriate 

working capital finance mix.  

1. Hedging or matching approach  

2. Conservative approach  

3. Aggressive approach. Hedging Approach 

11.1 Hedging approach is also known as matching approach. Under this approach, the 

business concern can adopt a financial plan which matches the expected life of assets 

with the expected life of the sources of funds raised to finance assets. When the business 

follows matching approach, long-term finance shall be used to fixed assets and 

permanent current assets and short-term financing to finance temporary or variable 

assets. 

11.2 Conservative Approach: the entire estimated finance in current assets should be 

financed from long-term sources and the short-term sources should be used only for 

emergency requirements. This approach is called as “Low Profit – Low Risk” concept. 

11.3 Aggressive Approach: the entire estimated requirement of current assets should be 

financed from short-term sources and even a part of fixed assets financing be financed 

from short- term sources. This approach makes the finance mix riskier, less costly and 

more profitable. 

12 Working Capital and Banking Committee 
Banking finance to working capital requirements is a very important part of the business 

concern. Banks provide finance to business concerns to meet the requirements. To 

regulate and control bank finance, RBI constitute committees. These committees submit 

reports with findings and recommendations to formulate the finance policy of the banks. 

The major committee and the recommendations are as follows: 

Committee Year Major Recommendations 

DEHEJIA 1969 Appraisal of credit applications received by banks for 

granting loan. 
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TANDON 1975 Banks must carry out the realize appraisal for granting 

loan Fixation of norms for bank lending to industry. 

CHORE 1980 No bifurcation of cash credit accounts separate limits 

for peak level and non-peak level requirements. 

MARATHE 1984 Second method of lending to industry, introduction of 

fast track concept. 

KANNAN 1997 Regular conduct with the borrowers, periodical 

monitoring the credit disposition. 

 

` 
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Chapter Seven 
 

1 Introduction to investment and portfolio management 
For most of the investors throughout their life, they will be earning and spending money. 

Rarely, investor’s current money income exactly balances with their consumption desires. 

Sometimes, investors may have more money than they want to spend; at other times, 

they may want to purchase more than they can afford. These imbalances will lead 

investors either to borrow or to save to maximize the long-run benefits from their 

income. When current income exceeds current consumption desires, people tend to save 

the excess. They can do any of several things with these savings. One possibility is to put 

the money under a mattress or bury it in the backyard until some future time when 

consumption desires exceed current income. When they retrieve their savings from the 

mattress or backyard, they have the same amount they saved. Another possibility is that 

they can give up the immediate possession of these savings for a future larger amount of 

money that will be available for future consumption. This tradeoff of present 

consumption for a higher level of future consumption is the reason for saving. What 

investor does with the savings to make them increase over time is investment. In 

contrast, when current income is less than current consumption desires, people borrow 

to make up the difference. 

Those who give up immediate possession of savings (that is, defer consumption) expect 

to receive in the future a greater amount than they gave up. Conversely, those who 

consume more than their current income (that is, borrowed) must be willing to pay back 

in the future more than they borrowed.  

The rate of exchange between future consumption (future rupee) and current 

consumption (current rupee) is the pure rate of interest. Both people’s willingness to pay 

this difference for borrowed funds and their desire to receive a surplus on their savings 

give rise to an interest rate referred to as the pure time value of money. This interest rate 

is established in the capital market by a comparison of the supply of excess income 

available (savings) to be invested and the demand for excess consumption (borrowing) at 

a given time. An investment is the current commitment of rupee for a period of time in 

order to derive future payments that will compensate the investor for 

 The time the funds are committed 

 The expected rate of inflation 

 The uncertainty of the future payments 
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The “Investor” can be an individual, a government, a pension fund, or a corporation. 

Similarly, this definition includes all types of investments, including investments by 

corporations in plant and equipment and investments by individuals in stocks, bonds, 

commodities, or real estate. This study emphasizes investments by individual investors. In 

all cases, the investor is trading a known rupee amount today for some expected future 

stream of payments that will be greater than the current outlay. Definition of Individual 

investor: “An individual who purchases small amounts of securities for themselves, as 

opposed to an institutional investor, also called as Retail Investor or Small Investor. “At 

this point, researcher has answered the questions about why people invest and what 

they want from their investments. They invest to earn a return from savings due to their 

deferred consumption. They want a rate of return that compensates them for the time, 

the expected rate of inflation, and the uncertainty of the return. 

In today’s world everybody is running for money and it is considered as a root of 

happiness. For secure life and for bright future people start investing. Every time 

investors are confused with investment avenues and their risk return profile. So, even if 

researcher focuses on past, present or future, investment is such a topic that needs 

constant upgradation as economy changes. The research study will be helpful for the 

investors to choose proper investment avenue and to create profitable investment 

portfolio. 

1.1 Meaning of Investment 

Investment is the employment of funds with the aim of getting return on it. In general 

terms, investment means the use of money in the hope of making more money. In 

finance, investment means the purchase of a financial product or other item of value 

with an expectation of favorable future returns. Investment of hard earned money is a 

crucial activity of every human being. Investment is the commitment of funds which have 

been saved from current consumption with the hope that some benefits will be received 

in future. Thus, it is a reward for waiting form money. Savings of the people are invested 

in assets depending on their risk and return demands. Investment refers to the concept 

of deferred consumption, which involves purchasing an asset, giving a loan or keeping 

funds in a bank account with the aim of generating future returns. Various investment 

options are available, offering differing risk-reward tradeoffs. An understanding of the 

core concepts and a thorough analysis of the options can help an investor create a 

portfolio that maximizes returns while minimizing risk exposure. 
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2 There are two concepts of Investment 
1) Economic Investment: The concept of economic investment means addition to the 

capital stock of the society. The capital stock of the society is the goods which are 

used in the production of other goods. The term investment implies the formation 

of new and productive capital in the form of new construction and producer’s 

durable instrument such as plant and machinery. Inventories and human capital 

are also included in this concept. Thus, an investment, in economic terms, means 

an increase in building, equipment, and inventory. 

2) Financial Investment: This is an allocation of monetary resources to assets that are 

expected to yield some gain or return over a given period of time. It means an 

exchange of financial claims such as shares and bonds, real estate, etc. Financial 

investment involves contrasts written on pieces of paper such as shares and 

debentures. People invest their funds in shares, debentures, fixed deposits, 

national saving certificates, life insurance policies, provident fund etc. in their view 

investment is a commitment of funds to derive future income in the form of 

interest, dividends, rent, premiums, pension benefits and the appreciation of the 

value of their principal capital. In primitive economies most investments are of the 

real variety whereas in a modern economy much investment is of the financial 

variety. 

The economic and financial concepts of investment are related to each other because 

investment is a part of the savings of individuals which flow into the capital market either 

directly or through institutions. Thus, investment decisions and financial decisions 

interact with each other. Financial decisions are primarily concerned with the sources of 

money where as investment decisions are traditionally concerned with uses or budgeting 

of money. 

3 Investment Objectives 
Investing is a wide spread practice and many have made their fortunes in the process. 

The starting point in this process is to determine the characteristics of the various 

investments and then matching them with the individuals need and preferences. All 

personal investing is designed in order to achieve certain objectives. These objectives 

may be tangible such as buying a car, house etc. and intangible objectives such as social 

status, security etc. similarly; these objectives may be classified as financial or personal 

objectives. Financial objectives are safety, profitability, and liquidity. Personal or 

individual objectives may be related to personal characteristics of individuals such as 
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family commitments, status, dependents, educational requirements, income, 

consumption and provision for retirement etc. 

The objectives can be classified on the basis of the investors approach as follows:  

 Short term high priority objectives: Investors have a high priority towards 

achieving certain objectives in a short time. For example, a young couple will give 

high priority to buy a house. Thus, investors will go for high priority objectives and 

invest their money accordingly.  

 Long term high priority objectives: Some investors look forward and invest on the 

basis of objectives of long term needs. They want to achieve financial 

independence in long period. For example, investing for post-retirement period or 

education of a child etc. investors, usually prefer a diversified approach while 

selecting different types of investments.  

 Low priority objectives: These objectives have low priority in investing. These 

objectives are not painful. After investing in high priority assets, investors can 

invest in these low priority assets. For example, provision for tour, domestic 

appliances etc. 

 Money making objectives: Investors put their surplus money in these kinds of 

investment. Their objective is to maximize wealth. Usually, the investors invest in 

shares of companies which provide capital appreciation apart from regular income 

from dividend. 

4 Every investor has common objectives with regard to the investment of their 

capital 
 The importance of each objective varies from investor to investor and depends upon the 

age and the amount of capital they have. These objectives are broadly defined as follows.  

 Lifestyle: Investors want to ensure that their assets can meet their financial needs 

over their lifetimes. 

 Financial security: Investors want to protect their financial needs against financial 

risks at all times. 

 Return: Investors want a balance of risk and return that is suitable to their 

personal risk preferences. Value for money: Investors want to minimize the costs 

of managing their assets and their financial needs. 

 Peace of mind: Investors do not want to worry about the day to day movements of 

markets and their present and future financial security. Achieving the sum of these 
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objectives depends very much on the investor having all their assets and needs 

managed centrally, with portfolios planned to meet lifetime needs, with one 

overall investment strategy ensuring that the disposition of assets will match 

individual needs and risk preferences. 

5 Elements of Investment 
The Elements of Investments are as follows: 

 Return: Investors buy or sell financial instruments in order to earn return on them. 

The return on investment is the reward to the investors. The return includes both 

current income and capital gain or losses, which arises by the increase or decrease 

of the security price.  

 Risk: Risk is the chance of loss due to variability of returns on an investment. In 

case of every investment, there is a chance of loss. It may be loss of interest, 

dividend or principal amount of investment. However, risk and return are 

inseparable. Return is a precise statistical term and it is measurable. But the risk is 

not precise statistical term. However, the risk can be quantified. The investment 

process should be considered in terms of both risk and return. 

 Time: time is an important factor in investment. It offers several different courses 

of action. Time period depends on the attitude of the investor who follows a ‘buy 

and hold’ policy. As time moves on, analysis believes that conditions may change 

and investors may revaluate expected returns and risk for each investment. 

 Liquidity: Liquidity is also important factor to be considered while making an 

investment. Liquidity refers to the ability of an investment to be converted into 

cash as and when required. The investor wants his money back any time. 

Therefore, the investment should provide liquidity to the investor. 

 Tax Saving: The investors should get the benefit of tax exemption from the 

investments. There are certain investments which provide tax exemption to the 

investor. The tax saving investments increases the return on investment. 

Therefore, the investors should also think of saving income tax and invest money 

in order to maximize the return on investment. 

6 Investment Attributes 
Every investor has certain specific objective to achieve through his long term or short 

term investment. Such objectives may be monetary/financial or personal in character.  

The Three financial objectives are:  
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 Safety & Security of the fund invested (Principal amount)  

 Profitability (Through interest, dividend and capital appreciation) 

 Liquidity (Convertibility into cash as and when required)  

These objectives are universal in character as every investor will like to have a fair 

balance of these three financial objectives. An investor will not like to take undue risk 

about his principal amount even when the interest rate offered is extremely attractive. 

These factors are known as investment attributes. There are personal objectives which 

are given due consideration by every investor while selecting suitable avenues for 

investment. Personal objectives may be like provision for old age and sickness, provision 

for house construction, provision for education and marriage of children’s and finally 

provision for dependents including wife, parents or physically handicapped member of 

the family. Investment avenue selected should be suitable for achieving both the financial 

and personal objectives. Advantages and disadvantages of various investment avenues 

need to be considered in the context of such investment objectives. The following factors 

should be considered when selecting avenue of investment: 

6.1 Period of Investment: It is one major consideration while selecting avenue for 

investment. Such period may be:  

 Short Term (up to one year) – To meet such objectives, investment avenues 

that carry minimum or no risk are suitable. 

 Medium Term (1 year to 3 years) – Investment avenues that offers better 

returns and may carry slightly more risk can be considered, and lastly  

 Long Term (3 years and above) – As the time horizon is adequate, investor 

can look at investment that offers best returns and are considered more 

risky.  

6.2 Risk in Investment: Risk is another factor which needs careful consideration while 

selecting the avenue for investment. Risk is a normal feature of every investment as an 

investor has to part with his money immediately and has to collect it back with some 

benefit in due course. The risk may be more in some investment avenues and less in 

others. Risk connected with the investment are, liquidity risk, inflation risk, market risk, 

business risk, political risk etc. Thus, the objective of an investor should be to minimize 

the risk and to maximize the return out of the investment made.  
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7 Investment Alternative 
Wide varieties of investment avenues are now available in India. An investor can himself 

select the best avenue after studying the merits and demerits of different avenues. Even 

financial advertisements, newspaper supplements on financial matters and investment 

journals offer guidance to investors in the selection of suitable investment avenues. 

Investment avenues are the outlets of funds. A bewildering range of investment 

alternatives are available, they fall into two broad categories, financial assets and real 

assets. Financial assets are paper (or electronic) claim on some issues such as the 

government or a corporate body. The important financial assets are equity shares, 

corporate debentures, government securities, and deposit with banks, post office 

schemes, mutual fund shares, insurance policies, and derivative instruments. Real assets 

are represented by tangible assets like residential house, commercial property, 

agricultural farm, gold, precious stones, and art object. As the economy advances, the 

relative importance of financial assets tends to increase. Of course, by and large the two 

forms of investments are complementary and not competitive. Investors are free to 

select any one or more alternative avenues depending upon their needs. All categories of 

investors are equally interested in safety, liquidity and reasonable return on the funds 

invested by them. In India, investment alternatives are continuously increasing along with 

new developments in the financial market. Investment is now possible in corporate 

securities, public provident fund, mutual fund etc. Thus, wide varieties of investment 

avenues are now available to the investors. However, the investors should be very careful 

about their hard earned money.  

An investor can select the best avenue after studying the merits and demerits of the 

following investment alternatives: 

1. Shares  

2. Debentures and Bonds  

3. Public Deposits 

4. Bank Deposits 

5. Post Office Savings  

6. Public Provident Fund (PPF)  

7. Money Market Instruments 

8. Mutual Fund Schemes  

9. Life Insurance Schemes  

10. Real Estates  
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11. Gold-Silver  

12. Derivative Instruments  

13. Commodity Market (commodities) 

For sensible investing, investors should be familiar with the characteristics and features 

of various investment alternatives. These are the various investment avenues; where 

individual investors can invest their hard earn money. 

8 Introduction to Portfolio 
“Portfolio means combined holding of many kinds of financial securities i.e. shares, 

debentures, government bonds, units and other financial assets.” The term investment 

portfolio refers to the various assets of an investor which are to be considered as a unit. 

It is not merely a collection of unrelated assets but a carefully blended asset combination 

within a unified framework. It is necessary for investors to take all decisions as regards 

their wealth position in a context of portfolio. Making a portfolio means putting ones’ 

eggs in different baskets with varying element of risk and return. The object of portfolio is 

to reduce risk by diversification and maximize gains. Thus, portfolio is a combination of 

various instruments of investment. It is also a combination of securities with different 

risk-return characteristics. A portfolio is built up out of the wealth or income of the 

investor over a period of time with a view to manage the risk-return preferences. The 

analysis of risk-return characteristics of individual securities in the portfolio is made from 

time to time and changed that may take place in combination with other securities are 

adjusted accordingly. The object of portfolio is to reduce risk by diversification and 

maximize gains. 

9 Portfolio Management 
Portfolio management means selection of securities and constant shifting of the portfolio 

in the light of varying attractiveness of the constituents of the portfolio. It is a choice of 

selecting and revising spectrum of securities to it in with the characteristics of an 

investor. Portfolio management includes portfolio planning, selection and construction, 

review and evaluation of securities. The skill in portfolio management lies in achieving a 

sound balance between the objectives of safety, liquidity and profitability. Timing is an 

important aspect of portfolio revision. Ideally, investors should sell at market tops and 

buy at market bottoms. Investors may switch from bonds to share in a bullish market and 

vice-versa in a bearish market. Portfolio management is all about strengths, weaknesses, 

opportunities and threats in the choice of debt vs. equity, domestic vs. international, 

growth vs. safety, and many other tradeoffs encountered in the attempt to maximize 
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return at a given appetite for risk. Portfolio management is an art and science of making 

decisions about investment mix and policy, matching investments to objectives, asset 

allocation for individuals and institutions, and balancing risk against performance. 

Portfolio management in common parlance refers to the selection of securities and their 

continuous shifting in the portfolio to optimize the returns to suit the objectives of the 

investor. This however requires financial expertise in selecting the right mix of securities 

in changing market conditions to get the best out of the stock market. In India, as well as 

in many western countries, portfolio management service has assumed the role of 

specialized service now a days and a number of professional merchant bankers compete 

aggressively to provide the best to high net-worth clients, who have little time to manage 

their investments. The idea is catching up with the boom in the capital market and an 

increasing number of people are inclined to make the profits out of their hard earned 

savings. 

Markowitz analyzed the implications of the fact that the investors, although seeking high 

expected returns, generally wish to avoid risk. It is the basis of all scientific portfolio 

management. Although the expected return on a portfolio is directly related to the 

expected returns on component securities, it is not possible to deduce a portfolio 

riskiness simply by knowing the riskiness of individual securities. The riskiness of portfolio 

depends upon the attributes of individual securities as well as the interrelationships 

among securities. A professional, who manages other people's or institution's investment 

portfolio with the object of profitability, growth and risk minimization is known as a 

portfolio manager. He is expected to manage the investor's assets prudently and choose 

particular investment avenues appropriate for particular times aiming at maximization of 

profit. Portfolio management includes portfolio planning, selection and construction, 

review and evaluation of securities. The skill in portfolio management lies in achieving a 

sound balance between the objectives of safety, liquidity and profitability. Timing is an 

important aspect of portfolio revision. Ideally, investors should sell at market tops and 

buy at market bottoms. They should be guarded against buying at high prices and selling 

at low prices. Timing is a crucial factor while switching between shares and bonds. 

Investors may switch from bonds to shares in a bullish market and vice-versa in a bearish 

market. Portfolio management service is one of the merchant banking activities 

recognized by Securities and Exchange Board of India (SEBI). The portfolio management 

service can be rendered either by the SEBI recognized categories I and II merchant 

bankers or portfolio managers or discretionary portfolio manager as defined in clause (e) 

and (f) of rule 2 SEBI (portfolio managers) Rules 1993. According to the definitions as 
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contained in the above clauses, a portfolio manager means any person who pursuant to 

contract or arrangement with a client, advises or directs of undertakes on behalf of the 

client (whether as a discretionary portfolio manager or otherwise) the management or 

administration of a portfolio of securities or the funds of the client, as the case may be. A 

merchant banker acting as a portfolio Manager shall also be bound by the rules and 

regulations as applicable to the portfolio manager. Realizing the importance of portfolio 

management services, the SEBI has laid down certain guidelines for the proper and 

professional conduct of portfolio management services. As per guidelines only 

recognized merchant bankers registered with SEBI are authorized to offer these services. 

Portfolio management or investment helps investors in effective and efficient 

management of their investment to achieve their financial goals. The rapid growth of 

capital markets in India has opened up new investment avenues for investors. The stock 

markets have become attractive investment options for the common man. But investors 

should be able to effectively and efficiently manage investments in order to keep 

maximum returns with minimum risk. A portfolio manager by virtue of his knowledge, 

background and experience is expected to study the various avenues available for 

profitable investment and advise his client to enable the latter to maximize the return on 

his investment and at the same time safeguard the funds invested. 

 

10 Objectives of Portfolio Management 
 

10.1 Security/Safety of Principal: Security not only involves keeping the principal sum 

intact but also keeping intact its purchasing power intact. Safety means protection for 

investment against loss under reasonably variations. In order to provide safety, a careful 

review of economic and industry trends is necessary. In other words, errors in portfolio 

are unavoidable and it requires extensive diversification. Even investor wants that his 

basic amount of investment should remain safe. 

10.2 Stability of Income: So as to facilitate planning more accurately and systematically 

the reinvestment consumption of income is important. 

10.3Capital Growth: This can be attained by reinvesting in growth securities or through 

purchase of growth securities. Capital appreciation has become an important investment 

principle. Investors seek growth stocks which provides a very large capital appreciation by 

way of rights, bonus and appreciation in the market price of a share. 
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10. 4 Marketability: It is the case with which a security can be bought or sold. This is 

essential for providing flexibility to investment portfolio.  

10.5 Liquidity i.e. nearness to money: It is desirable to investor so as to take advantage of 

attractive opportunities upcoming in the market. 

10.6Diversification: The basic objective of building a portfolio is to reduce risk of loss of 

capital and / or income by investing in various types of securities and over a wide range 

of industries. 

10.7 Favorable Tax status (Tax Incentives): The effective yield an investor gets form his 

investment depends on tax to which it is subject. By minimizing the tax burden, yield can 

be effectively improved. Investors try to minimize their tax liabilities from the 

investments. The portfolio manager has to keep a list of such investment avenues along 

with the return risk, profile, tax implications, yields and other returns. Investment 

programmers without considering tax implications may be costly to the investor. 

11 Portfolio Management Process 
Portfolio management is on-going process involving the following basic tasks: 

 Identification of the investor’s objectives, constraints and preferences. 

 Strategies are to be developed and implemented in tune with investment policy 

formulated.  

 Review and monitoring of the performance of the portfolio. 

 Finally, the evaluation of the portfolio and make some adjustments for the future. 

12 Merchant Banking / Investment Banking 
A merchant bank is a financial institution primarily engaged in offering financial services 

and advice to corporations and to wealthy individuals. The term can also be used to 

describe the private equity activities of banking. The chief distinction between an 

investment bank and a merchant bank is that a merchant bank invests its own capital in a 

client company whereas an investment bank purely distributes (and trades) the securities 

of that company in its capital raising role. Both merchant banks and investment banks 

provide fee based corporate advisory services. Merchant banking services are provided 

by the financial institutions, subsidiaries of many commercial banks and by the private 

sector. The activities that merchant bankers are authorized to perform are listed by the 

SEBI and include issue management, loan syndication, lease financing, corporate advisory 

services, underwriting, portfolio management services and managers or consultants to 

public issues. 
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13 Role of Portfolio Manager 
A portfolio manager is a person who makes investment decisions using money other 

people have placed under his or her control. In other words, it is a financial career 

involved in investment management. They work with a team of analysts and researchers, 

and are ultimately responsible for establishing an investment strategy, selecting 

appropriate investments and allocating each investment properly for a fund- or asset-

management vehicle. Portfolio managers are presented with investment ideas from 

internal buy side analysts and sell-side analysts from investment banks. It is their job to 

sift through the relevant information and use their judgment to buy and sell securities. 

Throughout each day, they read reports, talk to company managers and monitor industry 

and economic trends looking for the right company and time to invest the portfolio's 

capital. 

A team of analysts and researchers are ultimately responsible for establishing an 

investment strategy, selecting appropriate investments and allocating each investment 

properly for a fund or asset-management vehicle. Portfolio managers make decisions 

about investment mix and policy, matching investments to objectives, asset allocation for 

individuals and institutions, and balancing risk against performance. A professional, who 

manages other people's or institution's investment portfolio with the object of 

profitability, growth and risk minimization, is known as a portfolio manager. They are 

expected to manage the investor's assets prudently and choose particular investment 

avenues appropriate for particular times aiming at maximization of profit. The role of 

portfolio manager includes the following: 

 Quantify their clients’ risk tolerances and return needs by taking into account his 

liquidity, income, time horizon, expectations 

 Do an optimal asset allocation and choose strategy that meets the client’s needs  

 Diversify the portfolio to eliminate the unsystematic risk  

 Monitor the changing market scenario, expectations, client needs etc and 

rebalance accordingly 

 Lower the transaction cost by minimizing the taxes, trading turnover, and liquidity 

costs. 

14 Formulating the portfolio objectives 
The portfolio objectives can be determined by ascertaining the constraints on portfolio. 

The greater the number of constraints and the more binding these constraints, more 
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conservative the portfolio must be. The following are the six possible portfolio 

constraints which are evaluated to determine the appropriate objectives: 

 Need for current income to meet the living expenses 

 Need for constant income to face inflation 

 Need for safety principal to liquidate the investments on a short notice 

 Need for safety principal to reduce the effect of purchasing power 

 Need for tax exemption 

 Temperament 

15 Types of Portfolio 
When it comes to investing there are many options available to individuals. A person can 

invest in stocks, bonds, mutual funds, etc. Once a person invests in multiple products 

their performance needs to be tracked and strategies made to ensure the investor reaps 

the most profit possible. This is where the investment portfolio comes into play. 

According to Investor Awareness, it is a term that describes all investments owned. To 

take this definition a little farther, an investment portfolio is a significant aspect in 

diversification. Maintaining a diverse portfolio helps to mitigate loss because the investor 

has not placed all of their eggs in one basket. There are different types of investment 

portfolios. Perhaps the most common type’s individuals are exposed to are: Conservative, 

Balanced and Aggressive Growth. 

A portfolio is a combination of different investment assets mixed and matched for the 

purpose of achieving an investor's goals. Items that are considered a part of Investors 

portfolio can include any asset that they own - from real items such as art and real estate, 

to equities, fixed-income instruments and their cash and equivalents. For the purpose of 

this section, Investors will focus on the most liquid asset types: equities, fixed-income 

securities and cash and equivalents. The asset mix they choose according to their aims 

and strategy will determine the risk and expected return of their portfolio. 

1. Aggressive Investment: Portfolio in general, aggressive investment strategies: 

those that shoot for the highest possible return, are most appropriate for 

investors who, for the sake of this potential high return, have a high risk tolerance 

and a longer time horizon. Aggressive portfolios generally have a higher 

investment in equities. Aggressive investment portfolios are for investors not 

afraid of high risk. This type of portfolio may incorporate mutual funds that aim for 

high capital gain, equities, stocks, bonds, cash and maybe some commodities. In 
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the short-term, growth will be very small and some loss will be observed. As a 

result, aggressive portfolios perform better in the long term: about five years or 

longer. An actively traded aggressive portfolio will typically gain maximum returns 

for the investor. The loss factor is why only individuals who are willing to take a 

high financial risk should seek an aggressive investment portfolio. An aggressive 

portfolio contains high growth investments that will hopefully appreciate in value. 

This strategy attempts to achieve high long-term growth by investing in often risky 

but profitable, short-term stocks. Under normal market conditions, the Aggressive 

Growth Portfolio will invest approximately 100% of its total assets in equity 

securities. The Aggressive Growth Portfolio can invest up to 100% of its total 

assets in equity securities and up to 25% of its total assets in fixed income 

securities.  

2. Balanced or Moderate Investment Portfolio: A moderately aggressive portfolio is 

meant for individuals with a longer time horizon and an average risk tolerance. 

Investors who find these types of portfolios attractive are seeking to balance the 

amount of risk and return contained within the fund. The portfolio would consist 

of approximately 50-55% equities, 35-40% bonds, 5-10% cash and equivalents. 

The Moderate Portfolio's primary investment objective is to seek long-term capital 

appreciation and also the Moderate Portfolio seeks current income. 

3. Conservative Investment Portfolio: The conservative investment strategies, which 

put safety at a high priority, are most appropriate for investors who are risk averse 

and have a shorter time horizon. Conservative portfolios will generally consist 

mainly of cash and cash equivalents, or high-quality fixed-income instruments. The 

main goal of a conservative portfolio strategy is to maintain the real value of the 

portfolio, or to protect the value of the portfolio against inflation. The portfolio 

shown below would yield a high amount of current income from the bonds and 

would also yield long-term capital growth potential from the investment in high 

quality equities. The conservative investment portfolio is geared towards 

preserving capital. A minimal risk investment strategy is used. This type of 

portfolio is ideal for retirees who are focused more on having assets available than 

a stream of income from interest. Since the primary goal is to preserve capital, 

investors can dip into their principal to supplement living expenses instead of 

relying on the portfolio's earned income. The Conservative Portfolio's primary 

investment objective is to seek preservation of capital and current income. The 

Conservative Portfolio also seeks capital appreciation. Under normal market 
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conditions, the Conservative Portfolio will invest approximately 65% of its total 

assets in fixed income securities and cash and approximately 35% of its total 

assets in equity securities. The Conservative Portfolio can invest up to 100% of its 

total assets in fixed income securities and or some time up to 20% of its total 

assets in equity securities. Investors can further break down the above asset 

classes into subclasses, which also have different risks and potential returns. For 

example, an investor might divide the equity portion between large companies, 

small companies and international firms. The bond portion might be allocated 

between those that are short-term and long-term, government versus corporate 

debt, and so forth. More advanced investors might also have some of the 

alternative assets such as options and futures in the mix. As, the number of 

possible asset allocations is practically unlimited. 

16 Need and Importance of Portfolio Management 
Portfolio management is a process encompassing many activities of investment in assets 

and securities. It is a dynamic and flexible concept and involves regular and systematic 

analysis, judgment and action. The objective of this service is to help the unknown and 

investors with the expertise of professionals in investment portfolio management. It 

involves construction of a portfolio based upon the investor’s objectives, constraints, 

preferences for risk and returns and tax liability. The portfolio is reviewed and adjusted 

from time to time in tune with the market conditions. The evaluation of portfolio is to be 

done in terms of targets set for risk and returns. The changes in the portfolio are to be 

effected to meet the changing condition. Portfolio construction refers to the allocation of 

surplus funds in hand among a variety of financial assets open for investment. Portfolio 

theory concerns itself with the principles governing such allocation. The modern view of 

investment is oriented more go towards the assembly of proper combination of 

individual securities to form investment portfolio. A combination of securities held 

together will give a beneficial result if they grouped in a manner to secure higher returns 

after taking into consideration the risk elements. The modern theory is the view that by 

diversification risk can be reduced. Diversification can be made by the investor either by 

having a large number of shares of companies in different regions, in different industries 

or those producing different types of product lines. Modern theory believes in the 

perspective of combination of securities under constraints of risk and returns. 
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17 Role of financial planner and investment advisor 
Portfolio manager, investment advisor, investment consultant, tax planner, tax 

consultant, financial planner, financial advisor are the different names given by investors 

to investment managers. These people are playing very important role in advising and 

managing investors’ investment portfolio in Mumbai. The Role played by Financial 

Planner and Investment Advisor in creating investment portfolio of investors are as 

follows: 

18 Financial Planner 
A Financial Planner advises individuals on setting personal financial goals and strategies. 

Many work independently or in small firms, though larger financial services firms either 

are adding financial planners to their staffs or are insisting that their financial advisors (or 

financial consultants) also become certified as financial planners. 

18.1 Duties and Responsibilities 

 A Financial Planner helps clients create personal budgets, control expenditures, 

set goals for saving and implement strategies for accumulating wealth. 

 They may have working relationships with Financial Advisors, Investment 

Managers and/or Mutual Fund Companies, utilizing these specialists for the actual 

investment of their clients’ funds.  

 The job requires keeping current about developments in financial products, tax 

laws and strategies for personal financial management, particularly with respect to 

retirement plans and real estates. 

 Success also requires sales ability, both in the acquisition of new clients and in the 

development of new ideas to improve the financial situation of existing clients. 

19 Financial Planning Process 
Financial planning is must for every household. Financial planning goes beyond savings. It 

is an investment with a purpose. It is a plan to save and spend future income. It should be 

carefully budgeted. Financial Planning is the process of meeting investor’s life goals 

through proper management of their finances. Life goals can include buying a house, 

saving for their child’s higher education or planning for retirement. In Today’s world it 

was found that people living beyond their means, having credit card debt, making risky 

investments and doing things that are irresponsible and against the basic principles of 

financial planning. Further the proliferation of new and often complex financial products 

demands more financial expertise. Also turbulent conditions and changing tax laws 
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compound the need for adequate financial planning. Thus it has become inevitable for all 

to get into financial planning and understanding financial products. Financial planning 

envisages both short term and long term savings. A portion of the savings is invested in 

certain assets. There are various investment options in the form of assets: bank deposits, 

government saving schemes, shares, mutual funds, insurance, commodities, bonds, 

debentures, company fixed deposits etc. 

Financial planning is not something that happens by itself. It requires focus and discipline. 

It is a six step process that helps investor takes a ‘big picture’ look at where investor is 

and where investor want to be financially. 
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Chapter Eight 
 

1 Forecasting, Budgeting, and Business Valuation 
Each company has a hierarchy of forecasts and their corollary budgets. Normally, all of 

these emanate from the sales forecast. This chapter describes the format and the use of 

the various budgets that are frequently used in most organizations. The sales forecast is 

the first step in the preparation of a budget and a master plan of the company. A 

(master) budget is a formal statement of management's expectation regarding sales, 

expenses, volume, and other financial transactions of an organization for the coming 

period. A budget is a set of pro forma (projected or planned) financial statements. It 

consists basically of a pro forma income statement, pro forma balance sheet, and cash 

budget. A budget is a tool for both planning and control. At the beginning of the period, 

the budget is a plan or standard; at the end of the period it serves as a control device to 

help management measure its performance against the plan so that future performance 

may be improved. The major objectives of any budget system are to foster the planning 

of operations, provide a framework for performance evaluation, and promote 

communication and coordination among organization segments. The major steps in 

preparing the budget are: 

1. Prepare a sales forecast.  

2. Determine expected production volume. 

3. Estimate manufacturing costs and operating expenses.  

4. Determine cash flow and other financial effects.  

5. Formulate projected financial statements. 

1.1 The Sales Budget 

The outcome of the sales forecast is a sales budget. The sales budget is the starting point 

in preparing the master budget, since estimated sales volume influences nearly all other 

items appearing throughout the master budget. The sales budget ordinarily indicates the 

quantity of each product expected to be sold. After sales volume has been estimated, the 

sales budget is constructed by multiplying the expected sales in units by the expected 

unit selling price. A Table 2.1 example of a relatively uncomplicated sales budget. Of 

course, the budget becomes more complicated as the number of products, sales regions, 

and other subdivisions increases. Generally, the sales budget includes a projection of 

expected cash collections from credit sales, which will be used later for cash budgeting. 
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TABLE 2.1 SALES BUDGET 

 

Calculator X   100,000                                 $50                     $5,000,000 

Calculator Y              20,000                               300                       6,000,000 

                                                                                                             $11,000,000 

2 The Production Budget  
Once the sales budget has been prepared, the production budget can be generated. Its 

function is to indicate the number of units, which must be produced during the time 

period under consideration to meet forecast sales needs. Inventory policies of the firm 

have an impact on production. The latter increases as a result of planned end-of-period 

finished goods inventory and decreases as a result of beginning-of-period finished goods 

inventory.  

3 The Direct Material Budget  
The direct material budget indicates the number and cost of the direct materials needed 

to fulfill a production requirement. Some or all of the direct materials used may be 

produced by the firm, or they may be purchased from suppliers. The latter case is 

assumed here. Basically, direct material needs are a function of planned end-of-period 

inventory, production requirements, beginning-of-period inventory, and cost per unit.  

4 The Direct Labor Budget  
Like the direct material budget, the direct labor budget is based on levels of output set 

forth in the production budget. In addition, the direct labor budget is influenced by wage 

scales and by the manufacturing process, as reflected in the number of labor hours 

needed for each unit of finished product. The output of the direct labor budget is a 

statement of the total costs expected for labor in producing each product, as well as total 

direct labor costs. Other labor costs, those that cannot be assigned to particular 

products, appear in the factory overhead budget. 

5 The Factory Overhead Budget 
Some expenses, such as supplies, can be expected to increase as production levels 

increase. Others, such as depreciation, are not affected by changes in the level of 

production. The net output of the factory overhead budget is an accounting of indirect 

costs. These are expenses that cannot be assigned to particular products. 

Product                                 Volume Forecast                           Price                                    Sale Forecast 
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6 The Cost of Goods Sold Budget  
This budget will be based on the sale, closing inventory budgets with relation to 

production budget. 

7 The Selling and Administration Budget  
Business concerns differ as to the specific way in which they budget such functions as 

selling and advertising. In many cases, individual budgets are prepared for each function. 

Another practice is to merge selling and advertising costs with others, such as 

administration, into composite budgets. 

8 The Budgeted Income Statement  
The budgeted income (profit and loss) statement summarizes the various component 

projections of revenue and expenses for the budgeting period. However, for control 

purposes the budget can be divided into quarters or even months depending on the 

need. This indicates the expected profitability of the firm in the upcoming year. 

9 The Cash Budget 
The cash budget is prepared for the purpose of cash planning and control. It presents the 

expected cash inflow and outflow for a designated time period. The cash budget helps 

management keep cash balances in reasonable relationship to its needs. It aids in 

avoiding unnecessary idle cash and possible cash shortages. 

10 The Budgeted Balance Sheet  
The budgeted balance sheet is developed by beginning with the balance sheet for the 

year just ended and adjusting it, using all the activities that are expected to take place 

during the budgeting period. It indicates expected levels of assets, liability, and equity 

items in light of the developments predicted by the other budgets. From the budgeted 

balance sheet, management visualizes the probable status of each account at the end of 

the period under consideration. 

 

Some of the reasons why the budgeted balance sheet must be prepared are:  

 It could disclose some unfavorable financial conditions that management might 

want to avoid.  

 It helps management perform a variety of ratio calculations.  

 It highlights future resources and obligations. 
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11 Company-Wide and Departmental Budgets  
So far, this chapter has emphasized company-wide budgeting. That is, each of the 

budgets described encompassed the entire firm including its various divisions, 

departments, offices, branches, and other subdivisions. It is important to recognize, 

however, that firms with subdivisions often develop budgets for those individual 

subdivisions. A frequently employed process is to develop the individual budgets, and 

then sum them into composite companywide budgets. Another approach is to generate 

the composite budgets first, and then allocate these to individual subdivisions. Both 

methods require considerable skill and diligence, but produce documents that are 

essential for effective management of the total company and its subdivisions. 

12 "What-If" Scenarios and Computer Simulation  
It is important to realize that with the aid of computer technology, budgeting can be used 

as an effective device for evaluation of "what-if" scenarios. This way management should 

be able to move toward finding the best course of action among various alternatives 

through simulation. If management does not like what they see on the budgeted financial 

statements in terms of various financial ratios such as liquidity, activity (turnover), 

leverage, profit margin, and market value ratios, they can always alter their 

contemplated decision and planning set.  

13 Using an Electronic Spreadsheet to Develop a Budget Plan  
In practice, a short-cut approach to budgeting is quite common using computer 

technology. A budget can be developed using a spreadsheet such as Excel. Using the 

spreadsheet program, it is possible to evaluate various “what-if” scenarios. 

14 Forecasting and Business Valuation  
Forecasting has never been an exact science and never will be. The reason is that 

predicting the future is always a challenge. Many firms use forecasting to reduce 

uncertainty or risk. If a decent forecast is possible, it will increase profitability. 

One example of when forecasting may be helpful is during the process of buying and 

selling a business. At this time, a valuation might be important for establishing an asking 

or offering price. From a business standpoint, prediction and business valuation have a 

lot to do with each other. Business valuation is an important issue that relates to 

determining the value assigned to an asset, such as stock, bond, real estate, business, or 

a targeted business to be acquired. 
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Chapter Nine 

1 Financial decision making 
Like any other decision-making area, financial decisions involve choices between two or 

more possible courses of action. If there is only one possible course of action, no decision 

is needed. Often, continuing with a situation that has existed until the time of the 

decision is one option open to the decision maker. All decision making should involve the 

following six steps. 

Step 1: Define objectives 

The decision maker should be clear what the outcome of the decision is intended to 

achieve. A person leaving home in the morning needs to make a decision on which way 

to turn into the road. To do this, it is necessary to know what the immediate objective is. 

If the objective is to get to work, it might require a decision to turn to the right; if it is a 

visit to the local shop, the decision might be to turn left. If our decision maker does not 

know the desired destination, it is impossible to make a sensible decision on which way 

to turn. Likely objectives of businesses will be considered later in this chapter. 

Step 2: Identify possible courses of action 

The available courses of action should be recognized. In doing this, consideration should 

be given to any restrictions on freedom of action imposed by law or other forces not 

within the control of the decision maker. Good decision making requires that the horizon 

should constantly be surveyed for opportunities that will better enable the objectives to 

be achieved. In the business finance context, this includes spotting new investment 

opportunities and the means to finance them. Such opportunities will not often make 

themselves obvious, and businesses need to be searching for them constantly. A business 

failing to do so will almost certainly be heading into decline, and opportunities will be lost 

to its more innovative competitors. 

Step 3: Assemble data relevant to the decision: 

Each possible course of action must be reviewed and the relevant data identified. Not all 

data on a particular course of action are relevant. Suppose that a person wishes to buy a 

car of a particular engine size, the only objective being to get the one with the best trade-

off between reliability and cost. Only data related to reliability and cost of the cars 

available will be of any interest to that person. Other information, such as color, design or 

country of manufacture, is irrelevant. That is not to say that a car buyer’s objectives 
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should be restricted to considerations of cost and reliability simply that, if they are the 

only important issues in a particular case, then other factors become irrelevant. Even 

some data that bear directly on running cost, such as road tax, should be ignored if they 

are common to all cars of the engine size concerned. As decisions involve selecting from 

options, it is on the basis of differences between options that the decision can sensibly be 

made. If the decision were between owning or not owning a car, then road tax would 

become relevant as it is one of the costs of car ownership. It will not be incurred if the car 

is not bought. If common factors are irrelevant to decision making, then past costs must 

be irrelevant, since they must be the same for all possible courses of action. 

Step 4: Assess the data and reach a decision This involves comparing the options by using 

the relevant data in such a way as to identify those courses of action that will best work 

towards the achievement of the objectives. Much of this book will be concerned with the 

ways in which assessment of data relating to financial decisions should be carried out.  

Step 5: Implement the decision It is pointless taking time and trouble to make good 

decisions if no attempt is to be made to ensure that action follows the decision. Such 

action is not restricted to what is necessary to set the selected option into motion, but 

includes controlling it through its life. Steps should be taken to ensure, or to try to 

ensure, that what was planned actually happens.  

Step 6: Monitor the effects of decisions Good decision making requires that the effects of 

previous decisions are closely monitored. There are broadly two reasons for this: l It is 

valuable to assess the reliability of forecasts on which the decision was based. If forecasts 

prove to be poor, then decision makers must ask themselves whether reliability could be 

improved by using different techniques and bases. It is obviously too late to improve the 

decision already made and acted upon, but this practice could improve the quality of 

future decisions. l If a decision is proving to be a bad one for any reason, including 

unforeseeable changes in the commercial environment, monitoring should reveal this so 

that some modification might be considered that could improve matters. This is not to 

say that the original decision can be reversed. Unfortunately, we cannot alter the past, 

but we can often take steps to limit the bad effects of a poor decision. For example, 

suppose that a business makes a decision to buy a machine to manufacture plastic ducks 

as wall decorations, for which it sees a profitable market for five years. One year after 

buying the machine and launching the product, it is obvious that there is little demand 

for plastic ducks. At that point it is not possible to decide not to enter into the project a 

year earlier, but it is possible and may very well be desirable to abandon production 
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immediately to avoid throwing good money after bad. In practice most of the monitoring 

of financial decisions is through the accounting system, particularly the budgetary control 

routines. 

2 Business objectives 
What businesses are seeking to achieve, and therefore what investment and financing 

decisions should try to promote, is a question central to business finance, and one that 

has attracted considerable discussion as the subject has developed. We now review some 

of the more obvious and popular suggestions and try to assess how well each of them 

stands up to scrutiny. 

3 Maximisation of profit 
 Profit here would normally be interpreted as accounting profit, which is discussed at 

some length in Chapter 3. This objective arises from the fact that the shareholders are 

the owners of the business and, as such, both the exercisers of ultimate control and the 

beneficiaries of profits. It is therefore argued that the shareholders will cause managers 

to pursue policies that would be expected to result in the maximum possible profit. This 

analysis is acceptable up to a point, but maximizing profit could easily be sub-optimal to 

the shareholders. It may be possible to increase profit by expanding the business’s scale 

of operations. If the increase merely results from the raising of additional external 

finance, it might mean that profit per share could actually decrease, leaving the 

shareholders worse off. Pharmaceutical products manufacturers typically spend vast 

amounts of money on developing and testing new products. It is in the nature of the 

industry that the time taken to bring a new drug to the market can easily be ten years. A 

particular business that stopped spending money on research and development would 

enhance current profit because costs would be cut but revenues arising from continuing 

to sell drugs developed in past years would continue for the time being. Thus current 

profits would be buoyant but the business would face a bleak future since there would be 

no new drugs to replace the old ones. It is probably open to most businesses to increase 

their profits without additional investment if they are prepared to take additional risks. 

For example, cost cutting on the control of the quality of the business’s output could lead 

to increased profits, at least in the short term. In the longer term, placing substandard 

products on the market could lead to the loss of future sales and profits. Clearly, 

increasing profitability through greater efficiency is a desirable goal from the 

shareholders’ point of view. However, maximization of profit is far too broad a definition 

of what is likely to be beneficial to shareholders. 
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4 Maximization of the return on capital employed 
This objective is probably an improvement on profit maximisation since it relates profit to 

the size of the business. However, as with profit maximisation, no account is taken of risk 

and long-term stability. 

4.1 Survival 

 Undoubtedly most businesses would see survival as a necessary, but insufficient, 

objective to pursue. Investors would be unlikely to be attracted to become shareholders 

in a business that had no other long-term ambition than merely to survive. In times of 

economic recession and other hardship, many businesses will see survival as their short-

term objective, but in the longer term they would almost certainly set their sights 

somewhat higher. 

4.2 Long-term stability  

This is similar to survival and is similarly unrealistic in its lack of ambition as a long-term 

target. 

4.3 Growth  

Growth of profits and/or assets does seem a more realistic goal and appears to reflect 

the attitude of managers. Growth implies that short-term profit will not be pursued at 

the cost of long-term stability or survival. Growth is not really a precise enough 

statement of an objective. This is because growth (as we have seen) can be achieved 

merely by raising new finance. It is doubtful whether any business would state its 

objective as being to issue as many new shares as possible. 

4.4 Satisficing 

 Many see objectives that relate only to the welfare of shareholders as old-fashioned and 

unrealistic at the start of the third millennium. They see the business as a coalition of 

suppliers of capital, suppliers of managerial skills, suppliers of labour, suppliers of goods 

and services, and customers. None of the participants in the coalition is viewed as having 

pre-eminence over any of the others. This coalition is not seen as a self-contained entity 

but viewed in a wider societal context. Cyert and March (1963) were amongst the first to 

discuss this approach. The objectives, it is argued, should reflect this coalition so that the 

business should seek to give all participants satisfactory return for their inputs, rather 

than seek to maximize the return to any one of them. This is known as satisficing. 
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5 Maximization of shareholders’ wealth 
This is probably a more credible goal than those concerned with either return/growth or 

stability/survival as single objectives, since wealth maximisation takes account of both 

return and risk simultaneously. Rational investors will value Business A more highly than 

Business B if the returns expected from each business are equal but those from Business 

B are considered more risky (that is, it is less likely that expectations will be fulfilled). 

Wealth maximisation also balances short- and long-term benefits in a way that profit-

maximising goals cannot. A wealth-maximisation objective should cause financial 

managers to take decisions that balance returns and risk in such a way as to maximise the 

benefits, through dividends and enhancement of share price, to the shareholders. 

Despite its credibility, wealth maximisation seems in conflict with the perhaps still more 

credible objective of satisficing. Wealth maximising seems to imply that the interests of 

only one member of the coalition are pursued, perhaps at the expense of the others. To 

the extent that this implication is justified, the shareholder wealth maximisation criterion 

provides a basis for financial decisions that must then be balanced against those derived 

from objectives directed more towards the other members of the coalition. It could, 

however, be argued that satisficing and shareholder wealth maximisation are not as 

much in conflict as they might at first appear to be. This is to say that wealth 

maximisation might best be promoted by other members of the coalition receiving 

satisfactory returns. Consider one of the members of the coalition, say the employees. 

What will be the effect on share prices and dividend prospects if employees do not 

receive satisfactory treatment? Unsatisfactory treatment is likely to lead to high rates of 

staff turnover, lack of commitment by staff, the possibility of strikes – in short, an 

unprofitable and uncertain future for the business.  

6 Evidence on objectives 
Survey evidence Several studies have been conducted in the UK, most of which have 

involved questioning senior managers of large businesses by interview or postal 

questionnaire. Pike and Ooi (1988) conducted a postal questionnaire at two points in 

time, 1980 and 1986. The 1980 questionnaire was sent to 208 large UK businesses. The 

1986 questionnaire was sent to the businesses that had responded in 1980, provided 

that they had not disappeared as a result of amalgamations, takeovers and the like. In 

both surveys, the usable response rate exceeded 70 per cent. In both 1980 and 1986, 

senior finance executives were asked to indicate on a five-point scale the importance to 

their businesses of five financial objectives, two of which were short-term and three long-

term. The mean rankings for the objectives were as shown in Table 2.1. Note that a 
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ranking of 5 implies that the objective is very important and a ranking of 1 implies an 

unimportant objective. 

7 Net present value 
 

7.1 A basis for decision making 

Given the crucial importance of businesses’ investment decisions, managers need a 

logical and practical assessment procedure by which to appraise the investment 

opportunities that come to their notice. This procedure must promote the shareholders’ 

wealth maximization objective, though in the final decision other objectives may well be 

taken into account. We discovered in Chapter 2 that if we assume that interest rates are 

equal, both as between borrowing and lending and as between businesses and 

individuals, an investment project undertaken by the business that will increase the 

spending power of any one particular shareholder in the business, at one particular point 

in time, will also increase the spending power of all other shareholders at any other point 

in time. (We may remember that in our example in Chapter 2 all three of our 

shareholders were advantaged by acceptance of Project X, despite having different 

attitudes to the timing of their spending.) It seems, therefore, that it does not matter 

whether our assessment procedure focuses on the effect on present wealth or on wealth 

in a year’s time, or indeed at any other time. If undertaking a particular project will 

increase present wealth, it will also increase future wealth; that project that will most 

increase present wealth will most increase future wealth. Thus, both for accept/reject 

decisions and for ranking projects in order of desirability, it does not matter in respect of 

which point in time the effect on wealth is assessed, provided that consistency is 

maintained. Since we are always at ‘the present’ when making the decision, to consider a 

project’s effect on present wealth is probably most logical. This tends to be the approach 

taken in practice. 

8 The time value of money 
Suppose that a business is offered an opportunity that involves investing £10 million 

which will give rise to a cash receipt of £12 million. Should it make the investment? 

Obviously if the cash expenditure and the cash receipt are to occur at the same time 

BUSF_C04.qxd 11/19/08 9:59 Page 80 Net present value 81 (most unlikely in real life) this 

represents a good investment since it will work towards the assumed objective of 

maximising shareholders’ wealth. It will increase the value of the business by £2 million. 

Now suppose that the opportunity means investing £10 million now, which will give rise 
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to a £12 million cash inflow after one year. Here the decision is not so straightforward 

because we cannot directly compare £1 now with £1 after a year (or any other period of 

time). Each £1 of present expenditure is not equal in value to each £1 receipt in the 

future. This is for three reasons:  

 Interest forgone. If the £1 is tied up in the investment for a year, the business 

cannot invest it elsewhere, so there is an interest opportunity cost. 

 Inflation. Owing to the loss of purchasing power of money if there is inflation in 

the economy (which has been the case in each of the past fifty years in the UK and 

in most other countries), £1 will not buy as many goods and services next year as 

it will this year. 

 Risk. The £1 paid out today is certain but the £1 anticipated receipt next year is 

not. However confident we may be of the receipt, we can never be sure of it. In 

many business contexts the degree of uncertainty about future receipts is 

profound. At present we shall concentrate on only the first of these three, namely 

interest forgone, leaving issues involving inflation and risk to be dealt with in later 

chapters. At this point it must be emphasised that even if there were no inflation 

and the investment were regarded as risk-free, it would still be true that £1 today 

is not equivalent to £1 tomorrow simply because of the opportunity cost of 

interest forgone. Given that money has a ‘time value’ (£1 today is not equivalent 

to £1 after some period of time), how are we to make a comparison between the 

£10 million now and the £12 million in a year’s time, and so reach a decision? 

9 Net present value  
One possible approach would be to add the interest forgone to the £10 million, that is, to 

assess the amount to which the £10 million would have grown after one year, with 

interest, and then to compare it with the £12 million. Suppose that the current rate of 

interest is 10 per cent, then the value of the £10 million after one year would be £11 

million (£1 million interest). In other words, if the business were to pursue the alternative 

opportunity of putting the money into an interest-yielding bank deposit account, it would 

have £11 million by the end of the year, whereas it will get £12 million if it makes the 

investment under consideration. This is a totally logical and correct approach to take, and 

the conclusion that the investment should be made because it will lead to a net future 

value of £1 million (£12 million – £11 million) is a correct one (that is, the business will be 

£1 million better off at the end of the year than had it pursued the alternative of putting 

the money in a bank deposit account for the year). Another approach is to ask: if it is 
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possible to borrow money at 10 per cent, how much could be borrowed immediately 

against the £12 million such that the £12 million would exactly repay the borrowing plus 

interest thereon? Put another way, if the business could compare the £10 million outflow 

with the present equivalent of £12 million, an alternative basis for the decision could be 

achieved. The present value of the £12 million is not necessarily a theoretical notion 

since it would be possible for the business to borrow and have the present value of £12 

million immediately if it wanted to do so. Indeed, it could even do this to raise the finance 

with which to make the £10 million investment (assuming that the present value of the 

£12 million is greater than £10 million). The next question is: what is the present value of 

£12 million receivable after one year with an interest rate of 10 per cent p.a.? If we let 

the amount that could be borrowed (the present value of £12 million in a year’s time) be 

B, then: £12m = B + B × which represents the borrowing plus the interest for one year. 

This can be rewritten as: £12m = B 1 + = B × 1.10 B = = £10.9m If we now compare the 

present value of the future receipt with the initial investment, the result is an investment 

with a net present value (NPV) of £0.9 million (that is, £10.9 million – £10 million). Since 

this is positive, the investment should be undertaken assuming that there is not a 

mutually exclusive alternative with a higher positive NPV. The £0.9 million NPV tells us 

that the business can invest £10 million immediately to gain a benefit whose present 

value is £10.9 million, that is, a £0.9 million increase in the value of the business. In 

principle, the business could borrow £10.9 million, use £10 million to make the 

investment and immediately pay out the £0.9 million to the shareholders as a dividend. 

When the £12 million is received, it will exactly pay off the £10.9 million plus the interest 

on it. More generally, we can say that the NPV of an investment opportunity lasting for 

one year is: NPV = C0 + where C0 is the cash flow immediately (time 0) (usually negative, 

that is, an outflow of cash), C1 is the cash flow after one year and r is the interest rate. In 

practice we tend to use the NPV approach (that is, discounting future cash flows) for 

investment decision making rather than the net future value approach (compounding 

present cash flows), though in essence neither is superior to the other. The reasons for 

favouring NPV are twofold: l When comparing investment opportunities (choosing 

between one and the other), if net future value is to be used, a decision must be made 

on when in the future the value should be assessed (that is, for how many years’ value 

should be compounded). If the competing opportunities are of unequal length (say, one 

lasts three years, the other five years), this can cause difficulties. l If the opportunity is to 

be assessed by looking at its effect on the value of the business, it seems more logical to 

look at the present effect rather than the future effect. 
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10 How a positive NPV leads to an increase in shareholder wealth 
It has been said, quite reasonably, that the essence of good investment is to buy assets 

for less than they are worth. Clearly, doing this will enhance the value of the business. 

When assessing an investment opportunity like the Zenith, it comes down to the 

question of how much the estimated future benefits of owning the Zenith are worth to 

Seagull plc. The future benefits obviously are the potential operating cost savings (£4,000 

in year 1, £6,000 in year 2 and so on). To be able to assess whether the value of these 

future benefits exceeds the cost of the asset (£20,000), it is necessary to place some 

value on them. As we have just seen, the most logical way to value them is to discount 

each one according to how far into the future the benefit will occur, and to sum the 

discounted values. Thus NPV is an entirely logical approach to investment decision 

making, assuming that enhancing the value of the shareholders’ wealth is the objective 

being pursued. 

Discounting – a slightly different view 

Staying with Example 4.1, a superficial assessment of the Zenith might be that it should 

be bought because it cost £20,000 but would yield total savings of £29,000 (the sum of 

the annual savings), that is, a benefit of £9,000. A second look reveals, however, that this 

cannot be a correct assessment as no rational investor regards all of the £s in the 

question as equivalent to one another. We should all prefer £1 today to £1 next year and 

we should prefer it still more to £1 in five years’ time, even if we assume no erosion of 

value through inflation. This is because if we have the £1 today we could, if we wished, 

lend it so that after a year we should have not only the £1 but the interest on it as well. 

Simply adding the annual savings and comparing the total with the initial outlay would be 

illogical. It would be like saying that a certain item is more expensive to buy in France 

than in the UK because it costs 8 in France and only 5 in the UK, BUSF_C04.qxd 11/19/08 

9:59 Page 86 Internal rate of return 87 without mentioning that the 8 is euros whereas 

the 5 is pounds sterling. To make a sensible price comparison we should need to convert 

the euros to pounds sterling or vice versa. Similarly, it is necessary to undertake a 

conversion exercise to make the various cash flows associated with the Zenith 

comparable. As we have seen, we usually convert the future cash flows to their present 

value and then make the comparison. The conversion exercise is, of course, achieved by 

discounting.  
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11 Conclusions on NPV  
We have seen that NPV is a totally logical way of assessing investment opportunities. It is 

logical, and, therefore, useful, because it possesses the following attributes: l It is directly 

related to the objective of maximisation of shareholders’ wealth (value of the business). l 

It takes full account of the timing of the investment outlay and of the benefits; in other 

words, the time value of money is properly reflected. Put yet another way, NPV properly 

takes account of the cost of financing the investment. l All relevant, measurable financial 

information concerning the decision is taken into account. l It is practical and easy to use 

(once the anticipated cash flows have been estimated), and it gives clear and 

unambiguous signals to the decision maker. It should be emphasised that accurately 

estimating future cash flows is usually difficult to do in practice. Despite NPV’s clear logic 

in appraising investments, research shows that there are three other approaches that are 

widely used in the UK and elsewhere. These are: 

 internal rate of return; 

 payback period; and  

 Accounting rate of return.  

We shall now consider these three in turn. 

12 Internal rate of return 
The internal rate of return (IRR) approach seeks to identify the rate of return that an 

investment project yields on the basis of the amount of the original investment 

remaining outstanding during any period, compounding interest annually. IRR is 

sometimes known as ‘DCF (discounted cash flow) yield’. The IRR for a particular project is 

the discount rate that gives the project a zero NPV. Identifying the IRR, at least by hand, 

can be laborious. 

13 Comparison of IRR and NPV methods 
 IRR is not directly related to the wealth maximization criterion. If the hurdle rate 

used in conjunction with IRR is the cost of borrowing, then in most cases the two 

methods will give identical results. Certainly this will tend to be the case on 

straightforward accept/reject decisions (that is, those where the decision is either 

to invest or not to invest). With competing projects, the two methods sometimes 

give conflicting signals. This can happen where two mutually exclusive projects 

involve a different scale of investment. 
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