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Chapter 9: Financial Management 
 Business Finance is money needed to carry out business activities 

 
 Long Term Sources of Business Finance  

A. Owners’ Fund (EQUITY) 
B. Borrowed Funds (DEBT) 

 
 Sources of Owners’ Fund Includes 

1. Equity Shares 
2. Preference Shares 
3. Retained Earnings 

 
 Sources of Borrowed Funds Includes 

1. Debentures 
2. Long Term Loans from Financial Institutions 
3. Long Term Loans from Commercial Banks 

 
 Basic Features of DEBT 

a. The Cost of Debt is INTEREST 
b. It has Fixed payment obligations in the form of Interest and repayment of 

principle sum. 
Therefore DEBT has HIGH Financial RISK from the  Point Of View(POV) of 
Business 
c. It is CHEAPER than Equity 
d. ***Concept of Trading on Equity will be discussed later 

 
 Financial Risk means the risk of default on fixed payment obligations such as interest 

on debt, repayment of principle sum etc. 
 

 Basic Features of EQUITY 
a. The Cost of Equity is DIVIDEND 
b. It has NO Fixed payment obligations  

Therefore EQUITY has LOWER Financial RISK from the  Point Of 
View(POV) of Business 

c. Debt is CHEAPER than Equity 
d. ***Concept of Trading on Equity will be discussed later 

 
 
 



 Debt is CHEAPER than EQUITY because: 
a. Lender’s Risk is Lower than Shareholder’s Risk 
b. Interest on Debt is a DEDUCTIBLE EXPENSE for calculation of Tax Liability 

___________________________________________________________________________ 
 
Work Sheet: 
Answer the Following Questions: 
1. Define Business Finance.         1 
2. Availability of adequate finance is, thus, very crucial for the survival and growth of a 
business.(6-7 points)  Refer Page 238 of Chapter 9     3 
3. What are the two sources of Long Term Finance?      1 
4. List the different sources of EQUITY.       1 ½ 
5. List the different sources of DEBT .       1 ½ 
6. Define Financial Risk.         1 
7. Cost of Debt is _____________ and Cost of Equity is ________________________ . 1 
8. List three basic features of Debt.        3 
9. List three basic features of Equity.        3 
10. Why is debt considered a cheaper source of finance as compared to equity?  2 
 
___________________________________________________________________________ 
 
 

 Financial management is concerned with optimal procurement and usage of funds.  
 
 Financial Management aims at reducing the cost of funds procured, keeping the 

risk under control  and achieving effective deployment (usage) of such funds 
 

 It also aims at ensuring availability of enough funds whenever required as well as 
avoiding idle finance (Financial Planning) 
 

 Financial management involves taking THREE FINACIAL DECISIONS including 
Financing Decisions, Investment Decisions and Dividend Policy Decisions. 
 

 The Primary Objective of Financial Management is Wealth Maximization of 
Shareholders. 
Wealth Maximisation of Share Holders = Market Value of Equity Shares X No. of 
Equity Shares 
The Market Value of Shares INCREASES ONLY IF the Three Financial Decisions, 
including Financing, Investment and Dividend Policy Decisions, are taken 
PROPERLY i.e. by adding some value 
 

 Financing Decisions are concerned with deciding the Quantum of Funds and raising 
it from Long Term Sources keeping in mind Cost of Capital and Financial Risk. 
 

 Investment decisions relate to how funds are invested in different assets in the short 
term (Working Capital Decisions) and long term (Fixed Assets-Capital Budgeting 
Decisions) 

 
 Investment decisions include capital budgeting decisions and working capital 

decisions. 



 
 Capital budgeting decisions involves committing finance for a long period of time. 

 

 Working capital decisions are about raising finance for day to day operations. 
___________________________________________________________________________ 

Work Sheet: 
Answer the Following Questions: 
1. Define Financial Management.        2 
2. What is the Primary objective of Financial Management?     1 
3.  How can the market value of equity shares be increased? (read Page 240)  1 
4. Financial Decisions includes __________________________, _____________________ 
and __________________________.        1 
5. Define Financing Decisions.        1 
6. Define Investment Decisions.        1 
7. Define Working Capital Decisions.       1 
8. Define Capital Budgeting Decisions       1 
9. Define Dividend Policy Decisions.        1 
10. Financial Management aims at reducing the _____________________procured,  
keeping the ________________under control  and achieving effective deployment (usage)  
of such funds.           1 
12. _____________________ means making availability of funds whenever required, 1 
 

__________________________________________________________________________________ 

 
 Financing Decisions are concerned with deciding the Quantum of Funds and raising 

it from Long Term Sources keeping in mind Cost of Capital and Financial Risk. 
 

Factors affecting Financing decisions  

 Cost – It must be kept minimum. Cost of Equity is more than Cost of Debt. 
(Refer to Reasons for Why Debt is Cheaper than Equity in Bullet Points of DAY 
1) 

 

 Cash Flow Statement- If the Cash flow position of the business is weak, it should 
avoid Debt. But is the cash flow position is strong then th ebsuiness can employ cheaper 
debt. 
 

 Financial Risk – It must be minimized. Debt has higher financial risk than equity. 
Financial Risk means the risk of default on fixed payment obligations such as interest 
on debt, repayment of principle sum etc. 

 Floatation Cost – Equity shares have the highest floatation cost whereas Debt has low 
floatation costs. It must be minimized. 
Floatation Cost is cost of raising funds such as issue of prospectus, commission paid 
to underwriters and brokers , etc 
Floatation Cost is the HIGHEST for issue of Equity Shares 
There is NO Floatation Cost on raising Loans 



 
 State of capital market – It is easier to raise equity if the capital markets are booming 

whereas debt is preferred if the markets are depressed. 
(Chapter 10 Financial Markets ---Concept of Capital Markets) 
 

 Control consideration – To avoid dilution of control, Debt is preferred and vice versa. 
 

 Fixed Operating Costs – If the fixed operating costs are high, equity is preferred so as 
to not increase the financial risk any further, and vice versa. 
Fixed Operating Costs include Fixed Recurring Costs like building rent, Insurance 
premium, Salaries, etc. 

__________________________________________________________________________________ 

Work Sheet: 
Answer the Following Questions: 
1. Define Financing Decisions.        1 
2. Discuss the Factors affecting Financing Decisions.     7 
3. Define Floatation Cost.         1 
4. Define Fixed Operating Costs.        1 
5. Define Financial Risk.         1 
6. If a business does not want to disturb the management and control of the business, which 
source of finance it must avoid? Identify the factor affecting the financing decision. 1 
7. There is recession in major world economies including Indian economy due to spread of 
COVID-19. A pharmaceutical business is planning to raise 100 crores for research and 
development. Which source of fund will it be able to raise from? Identify the factor affecting 
the financing decision.         
 1 
8. A leading 3 star hotel, with a full insurance cover that is payable through an annual premium, 
has nearly nearly 50 employees. The hotel has to pay all the employees even during off season. 
Which source of fund will it avoid to raise more funds in the long term and why? Identify the 
factor affecting the financing decision.       2 
9. A Mineral Water Plant owner has made a fresh investment in latest Machinery to upgrade 
its factory production. As a result nearly 2 crore investment is blocked in its fixed assets. For 
any further capital requirement, which source of  fund should the business use and why? 
Identify the factor affecting the financing decision.      
 2 
 
 

Factors affecting Capital Budgeting Decisions 

 Cash Flow of the Project- Long term investment decisions must be made after a 
careful review of cash inflow and outflow status. 

 Rate of Return- Expected rate of return from multiple project investments must be 
reviewed keeping in mind the overall risk. 

 Investment Criteria Involved – Long term investment options must be evaluated 
using capital budgeting techniques. 

 

 



Working Capital Decisions: 

1. Short-term investment decisions (also called working capital decisions) are 
concerned with the decisions about the levels of cash, inventory and receivables.  

2. Working Capital decisions affect the day-to-day working of a business, liquidity as 
well as profitability of a business. 

3. Efficient cash management, inventory management and receivables management are 
essential ingredients of sound working capital management 

 

Importance of Capital Budgeting Decisions 

(i) Long-term growth: These decisions have bearing on the long-term growth. The funds 
invested in long term assets are likely to yield returns in the future. These will affect the 
future prospects of the business. 

 (ii) Large amount of funds involved: These decisions result in a substantial portion of 
capital funds being blocked in long-term projects. Therefore, these investments are planned 
after a detailed analysis is undertaken. This may involve decisions like where to procure 
funds from and at what rate of interest. 

 (iii) Risk involved: Fixed capital involves investment of huge amounts. It affects the returns 
of the firm as a whole in the long term. Therefore, investment decisions involving fixed 
capital influence the overall business risk of the firm. 

 (iv)  Irreversible decisions: These decisions once taken, are not reversible without incurring 
heavy losses. Therefore, these decisions should be taken only after carefully evaluating each 
detail or else the adverse financial consequences may be very heavy 

___________________________________________________________________________ 
 
Work Sheet: 
Answer the Following Questions: 
1. Discuss the factors affecting the capital budgeting decisions.    3 
2.__________________ affect the liquidity as well as profitability of a business.  1 
3. The size of assets, profitability and competitiveness are all affected by ________________. 
            1 
4. “A bad capital budgeting decision normally has the capacity to severely damage the financial 
fortune of a business”. Discuss the given statement.      4 
(Importance of Capital Budgeting Decisions)  
5. _______________________ involves committing the finance on a long-term basis. 1 
6. a, A business is planning to replace its existing plant and machinery with the latest 
technology in the industry. Which financial decision is being made here?   1 
b. Further it has estimated a requirement of Rs.25 crores for the above mentioned purpose 
which the business is planning to raise as a Loan from a Financial Institution for a period of 15 
years. Which financial decision is being made here?      1 
 

7. Manoj is a renowned businessman involved in export business of leather 
goods.  As a responsible citizen, he chooses to use jute bags for packaging instead of 
plastic bags.  Moreover, on the advice of his friends, he decides to use jute for 
manufacturing aesthetic handicrafts, keeping in view the growing demand for natural 



goods.  In order to implement his plan, after conducting a feasibility study, he 
decides to set up a separate manufacturing unit for producing varied jute products. 

In context of the above case: 

Identify the type of investment decision taken by Manoj by deciding to set up a 
separate manufacturing unit for producing jute products.    1 

 
___________________________________________________________________________ 

 
Factors affecting Dividend Policy Decisions 

 Amount of Earnings –Quantum of earnings is a major determinant of the decision 
related to the amount of dividend to be paid to shareholders. 

 Stability of Earnings  - A business with consistent earnings is in a better position to 
pay dividends than the one with inconsistent earnings. 

 Stability of Dividend- Dividend per share is kept at a stable rate and not altered 
especially if the change in earnings is small or temporary in nature. 

 Growth Opportunities-Companies likely to go for expansion, diversification or 
modernization prefer to retain more earnings and declare less dividend to shareholders. 

 Cash Flow Position- Dividends can be declared if sufficient cash is available for the 
purpose. 

 Share Holder’s Preference- Thecompany must oblige by declaring dividend if the 
shareholder’s have explicitly desired the same. 

 Legal Constraints–Relevant legal references to SEBI guidelines and The Companies 
Act, 1956, must be made before dividend is declared.  

 Stock Market Reactions – Investors view increase in dividend as a positive sign which 
may result in increase in stock prices and vice versa. 

 Taxation Policy – Higher dividends must be declared if the tax rates are relatively low 
and vice versa. 

 Access to Capital Markets–Larger companies need to retain less earnings due to their 
ability to raise fund from the capital markets, and so they tend to declare higher 
dividends. 

 Contractual Constraints – Restrictions imposed by lenders like Financial Institutions 
must not be violated while declaring dividend. 

 
___________________________________________________________________________ 

Answer the Following Questions: 
1. Discuss the factors affecting dividend policy decisions.     11 
2. ‘Sarah Ltd.’ is a company manufacturing cotton yarn.  It has been consistently 
earning good profits for many years.  This year too, it has been able to generate 
enough profits.  There’re is availability of enough cash in the company and good 
prospects for growth in future.  It is a well managed organization and believes in 
quality, equal employment opportunities and good remuneration practices.  It has 
many shareholders who prefer to receive a regular income from their investments. 

It has taken a loan of Rs. 40 lakhs from IDBI and is bound by certain restrictions on 
the payment of dividend according to the terms of loan agreement. 

The above discussion about the company leads to various factors which decide how 
much of the profits should be retained and how much has to be distributed by the 
company. 



Quoting the lines from the above discussion identify and explain and four such 

 factors.              6 

3. Visions Ltd. is a renowned multiplex operator in India.  Presently, it owns 234 
screens in 45 properties at 20 locations in the country.  Considering the fact that the 
there is a growing trend among the people to spend more of their disposable income 
on entertainment, two years back the company had decided to add more screens to its 
existing set up and increase facilities to enhance leisure, food chains etc.  it had then 
floated an initial public offer of equity shares in order to raise the desired 
capital.  The issue was fully subscribed and paid.  Over the year, the sales and 
profits of the company have increased tremendously and it has been declaring higher 
dividend and the market price of its shares has increased manifolds. 

In context of the above case: 

1. Name the different kinds of financial decisions taken by the company by quoting 
lines from the paragraph.        3 

2. Do you think the financial management team of the company has been able to 
achieve its prime objective?  Why or why not?  Give a reason in support of your 
answer.           
  2 

4. Suggest what the finance manager should do with the with profits in the following 
circumstances and list the factor accordingly: 

a. The corporate tax rate has been increased from 30 % to 33 % by the government. 

b. The business in question is very large, creditworthy and has been successful in the 
industry for the last 50 years.  

c. The company has very high operating costs and fixed repayment obligations in the 
current financial year.         3 

 
                  

 
__________________________________________________________________________________ 

 
Factors affecting requirement of Fixed Capital 

 Nature of Business – A manufacturing business requires more fixed  capital as 
compared to a trading concern. 

 Scale of Operations– Higher investment in fixed capital is needed for large scale 
operations as compared to small scale. 

 Choice of Technique–Organisations employing capital intensive techniques would 
require a heavier investment as compared to those employing labour-intensive 
techniques. 

 Diversification –A business diversifying into a new sector or industry requires a 
heavier investment in fixed capital. 

 Growth Prospects – A business geared up for expansion would generally require a 
heavier investment in fixed assets.  

 Technological Advancement – A business that needs continuous and frequent 
technological advancement would require a heavier investment in fixed assets.  



 Financing Alternatives – Availability of leasing as a financing option may reduce the 
requirement of large investment in fixed assets. 

 Level of Collaboration - Quantum of funds necessary for investment in fixed assets 
are minimized if two or more businesses share each other’s facilities. 

 
__________________________________________________________________________________ 

Work Sheet: 
Answer the Following Questions: 
1. Discuss the factors affecting requirement of fixed capital.     8 
2. A very large business in the iron and steel industry is planning to open two plants 
manufacturing cement.  It is planning to investment in the latest technology for high quality 
output at least cost.  
Identify and explain the factors mentioned above that will affect the requirement of the fixed 
capital .           4
  
3. Wooden Peripheral Pvt. Ltd. is counted among the top furniture companies in 
Delhi.  It is known for offering innovative designs and high quality furniture at 
affordable prices.  The company deals in a wide product range of home and office 
furniture through its eight showrooms in Delhi.  The company is now planning to open 
five new showrooms each in Mumbai and Bangalore.  In Bangalore it intends to take 
the space for the showrooms on lease whereas for opening showrooms in Mumbai, it 
has collaborated with a popular home furnishing brand, ‘Creations.’ 
Identify and explain the factors mentioned in the paragraph which are likely to affect 
the fixed capital requirements of the business for opening new showrooms both in 
Bangalore and Mumbai separately.       2 
4. Management of _______________ involves allocation of firm’s capital to different 
projects or assets with long-term implications for the business. These decisions are 
called ___________________ ___and affect the growth, profitability and risk of the 
business in the long run.         1 
5. Fixed Assets must be financed through long-term sources of capital such as 
_________________ or ____________, debentures, long-term ____________ and 
______________of the business. Fixed Assets should never be financed 
______________.         21/2 
   
 
 Gross capital working Capital = Total Current Assets 
 Net Working Capital = Total Current Assets – Total Current Liabilities 
 Current Assets are financed through current liabilities. 
 Net Working is generally financed through long term sources of funds. 
 Current assets are usually more liquid but contribute less to the profits than fixed 

assets. 
 Sources of Working capital in  decreasing order of liquidity: 

1. Cash in hand/Cash at Bank  
2. Marketable securities  
3. Bills receivable  
4. Debtors  
5. Finished goods inventory 
6. Work in progress 
7. Raw materials  



8. Prepaid expenses 
 

Factors affecting requirement of Working Capital 

 Nature of Business - A manufacturing business requires more working capital than a 
trading concern. 

 Scale of Operations – Large scale organisations have to maintain higher inventory and 
their receivable are higher, and consequently require a larger amount of working capital 
as compared to a small scale organization. 

 Credit Allowed – A business with a liberal credit policy results in higher amount of 
debtors and thereby resulting in higher requirement of working capital. 

 Business Cycle – A business in a booming economy will produce more and 
consequently require a higher amount of working capital and vice versa. 

 Production Cycle –Firms with longer production cycles need higher working capital 
and vice versa., 

 Seasonal Factors – During peak season, higher working capital is required due to 
higher level of activity, as compared to lean season. 

 Availability of Raw Material – A lower stock of inventory of raw material is required 
if it is readily available and consequently less working capital is required, and vice 
versa. 

 Inflation – With a general price rise in the economy, the amout of working capital also 
rises, and vice versa. 

 Growth Prospects – A larger amount of working capital is required for a business 
positioned for growth to meet the higher production levels, and vice versa. 

 Level of Competition –Higher competition may compel the business to maintain 
higher inventory of finished good to meet urgent orders of customers and consequently 
larger working capital is required. 

 Operating Efficiency – A business with higher operational efficiency can do with 
lesser working capital and vice versa. 

 

Work Sheet: 
Answer the Following Questions: 
1. Discuss the factors affecting requirement of fixed capital.     11
  
2. Yogesh, a business man is engaged in manufacturing and selling of Ice-
creams.  Identify the working capital requirement of Yogesh giving reason in support 
of your answer.          1     
   
3. Manish is engaged in business of garments manufacturing.  Identify the working 
capital requirement of Manish giving reason in support of your answer.     1 
 
4. How will the following situations affect the requirement of working capital for a 
business. Identify the factor affecting the decision.      
a. UK economies have been experiencing recession and as a result wide spread unemployment 
as a fall out of the aftermath of referendum on Brexit.      
b. Ram owns a Chinese food restaurant in Kolkata and he is popular as he serves the fresh food.  
c. Producer of air conditioners in the months of April to September in India. 
   
5.  ______________ are usually more liquid but contribute less to the profits than fixed assets.1 
 



6. Gross Working Capital =_______________________________________ 
                                                           
7. Net Working Capital = _____________________________________________ 
 
8. Net working capital is usually financed through ________________________. 
 
 

Financial Planning is essentially the preparation of a financial blue print of an 
organisations’ future operations. 

Twin objectives of financial planning are 

 To raise funds whenever required, and 
 To see that the firm does not raise funds unnecessarily. 

 
Financial planning begins with the sales forecast, followed by preparation of financial 
statements to predict the requirement of funds for investment (decisions) in fixed and 
working capital. Then profits expected are predicted to understand how much funds can be 
raised internally and how much needs to be raised from which external sources of funds 
(financing decisions). 

 

 Financial planning includes both short-term as well as long-term planning.  
 Long-term planning is done for three to five years and relates to long term growth and 

investment. It focuses on capital expenditure programmes.  
 Short-term planning covers short-term financial plan called budget. 
 Plans made for periods of one year or less are termed as budgets 

 

Importance of Financial Planning 

 Prepares business for shocks and surprises. 
 It helps in forecasting the future under different business situations by preparing 

alternate business plans. 
 It helps in coordinating different functions. 
 It reduces wasteful activities and duplication of time and effort. 
 It tries to link the present with the future. 
 It provides a link between investment and financing decisions. 
 It makes evaluation of actual performance easier. 

 

 

Work Sheet : 
Answer the Following Questions: 
1. Define financial planning. Discuss its twin objectives.     3 
2. Discuss the importance of financial planning.      6 
3. Ram, the financial manager of XYZ ltd is preparing a financial blueprint for the next 5 years 
for the business. He starts with the sales forecasts, through which he predicts the requirement 
of fixed and working . Based on this the expected profits during the period are estimated so 



that an idea can be made of how much of the fund requirements can be met internally and how 
much needs to  be raised from external sources, 
Identify the concept referred to in th above paragraph.     1 
5. The objective of _____________________ is to ensure that enough funds are available at 
right time.1 
6. ______________ are example of financial planning exercise in greater details and they 
include detailed plan of action for a period of one year or less. 
 
 
 
Krishna Ltd. is manufacturing steel at its plant at Noida.  Due to economic growth, 
the demand for steel is also growing.  The company is planning to set up a new steel 
plant at Gurgaon.  It needs Rs. 800 crore to start the new plant.  It decides to raise 
Rs. 300 crore through debentures, Rs. 200 crore through long-term loan from banks 
and Rs. 200 crore by issue of equity share to the public.  It decided to finance the 
remaining amount by utilizing its reserves and surplus. 

1. State the importance of financial planning for this company.   1 


