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FINANCIAL MANAGEMENT 

 

UNIT-I 

 

Financial management-scope finance functions and its organization, objectives of financial 

management; time value of money; sources of long term finance. 

 

Financial management: Definition: it is concerned with the acquisition, financing, and 

management of assets with some overall goal in mind. Thus, the decision function of financial 

management can be broken down into three major areas: the investment, financing and dividend 

management decisions. 

 

Scope 

1. Investment decisions includes investment in fixed assets (called as capital budgeting). 

Investment in current assets are also a part of investment decisions called as working 

capital decisions. 

2. Financial decisions - They relate to the raising of finance from various resources which 

will depend upon decision on type of source, period of financing, cost of financing and 

the returns thereby. 

3. Dividend decision - The finance manager has to take decision with regards to the net 

profit distribution. Net profits are generally divided into two: 

a. Dividend for shareholders- Dividend and the rate of it has to be decided. 

b. Retained profits- Amount of retained profits has to be finalized which will depend 

upon expansion and diversification plans of the enterprise. 

Objectives  

The financial management is generally concerned with procurement, allocation and control of 

financial resources of a concern. The objectives can be- 

1. To ensure regular and adequate supply of funds to the concern. 

2. To ensure adequate returns to the shareholders which will depend upon the earning 

capacity, market price of the share, expectations of the shareholders. 

3. To ensure optimum funds utilization. Once the funds are procured, they should be 

utilized in maximum possible way at least cost. 

4. To ensure safety on investment, i.e, funds should be invested in safe ventures so that 

adequate rate of return can be achieved. 

5. To plan a sound capital structure-There should be sound and fair composition of capital 

so that a balance is maintained between debt and equity capital. 

Functions  

1. Estimation of capital requirements: A finance manager has to make estimation with 

regards to capital requirements of the company. This will depend upon expected costs 

and profits and future programmes and policies of a concern. Estimations have to be 

made in an adequate manner which increases earning capacity of enterprise. 
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2. Determination of capital composition: Once the estimation have been made, the capital 

structure have to be decided. This involves short- term and long- term debt equity 

analysis. This will depend upon the proportion of equity capital a company is possessing 

and additional funds which have to be raised from outside parties. 

3. Choice of sources of funds: For additional funds to be procured, a company has many 

choices like- 

a. Issue of shares and debentures 

b. Loans to be taken from banks and financial institutions 

c. Public deposits to be drawn like in form of bonds. 

Choice of factor will depend on relative merits and demerits of each source and period of 

financing. 

4. Investment of funds: The finance manager has to decide to allocate funds into profitable 

ventures so that there is safety on investment and regular returns is possible. 

5. Disposal of surplus: The net profits decision have to be made by the finance manager. 

This can be done in two ways: 

a. Dividend declaration - It includes identifying the rate of dividends and other 

benefits like bonus. 

b. Retained profits - The volume has to be decided which will depend upon 

expansional, innovational, diversification plans of the company. 

6. Management of cash: Finance manager has to make decisions with regards to cash 

management. Cash is required for many purposes like payment of wages and salaries, 

payment of electricity and water bills, payment to creditors, meeting current liabilities, 

maintenance of enough stock, purchase of raw materials, etc. 

7. Financial controls: The finance manager has not only to plan, procure and utilize the 

funds but he also has to exercise control over finances. This can be done through many 

techniques like ratio analysis, financial forecasting, cost and profit control, etc. 

In organizations, managers in an effort to minimize the costs of procuring finance and using it in the 

most profitable manner, take the following decisions: 

Investment Decisions: Managers need to decide on the amount of investment available out of the 
existing finance, on a long-term and short-term basis. They are of two types: 

 Long-term investment decisions or Capital Budgeting mean committing funds for a long 

period of time like fixed assets. These decisions are irreversible and usually include the ones 

pertaining to investing in a building and/or land, acquiring new plants/machinery or replacing 

the old ones, etc. These decisions determine the financial pursuits and performance of a 

business. 

 Short-term investment decisions or Working Capital Management means committing funds 

for a short period of time like current assets. These involve decisions pertaining to the 

investment of funds in the inventory, cash, bank deposits, and other short-term investments. 

They directly affect the liquidity and performance of the business. 

https://www.toppr.com/guides/principles-and-practice-of-accounting/inventories/meaning-and-classification-of-inventory/
https://www.toppr.com/guides/general-awareness/banks/types-of-deposit-and-accounts/
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Financing Decisions: Managers also make decisions pertaining to raising finance from long-term 

sources (called Capital Structure) and short-term sources (called Working Capital). They are of two 

types: 

 Financial Planning decisions which relate to estimating the sources and application of 

funds. It means pre-estimating financial needs of an organization to ensure the availability of 

adequate finance. The primary objective of financial planning is to plan and ensure that the 

funds are available as and when required. 

 Capital Structure decisions which involve identifying sources of funds. They also involve 

decisions with respect to choosing external sources like issuing shares, bonds, borrowing 

from banks or internal sources like retained earnings for raising funds. 

Dividend Decisions: These involve decisions related to the portion of profits that will be distributed 

as dividend. Shareholders always demand a higher dividend, while the management would want to 
retain profits for business needs. Hence, this is a complex managerial decision. 

Organization of the Finance Function in Financial Management  

 

The finance function is usually headed by a vice president of finance, or chief financial 

officer (CFO), who reports to the president. 

In some corporations the CFO may also be a member of the board of directors. In addition to 

overseeing the accounting, treasury, tax, and audit functions, today’s CFO often has  

responsibility for strategic planning, monitoring and trading foreign currencies, managing the 

risk from volatile interest rates, and monitoring production and inventory levels. CFOs also must 

be able to communicate effectively with the investment community concerning the financial 

performance of the company. 
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The chief financial officer often distributes the financial management responsibilities between 

the controller and the treasurer. The controller normally has responsibility for all accounting-

related activities. These include such functions as 

 Financial Accounting This function involves the preparation of the financial statements for 

the firm, such as the balance sheet, income statement, and the statement of cash flows. 

 Cost Accounting This department often has responsibility for preparing the firm’s operating 

budgets and monitoring the performance of the departments and divisions within the firm. 

 Taxes This unit prepares the reports that the company must file with the various government 

(local, state, and federal) agencies. 

 Data Processing Given its responsibilities involving corporate accounting and payroll 

activities, the controller may also have management responsibility for the company’s data -

processing operations. 

 The treasurer is normally concerned with the acquisition, custody, and expenditure of funds. 

These duties often include 

 Cash and Marketable Securities Management This group monitors the firm’s short -term 

finances forecasting its cash needs, obtaining funds from bankers and other sources when 

needed, and investing any excess funds in short-term interest -earning securities. 

 Capital Budgeting Analysis This department is responsible for analyzing capital 

expenditures that is, the purchase of long -term assets, such as new facilities and equipment. 

 Financial Planning This department is responsible for analyzing the alternative sources of 

long-term funds, such as the issuance of bonds or common stock, that the firm will need to 

maintain and expand its operations. 

 Credit Analysis Most companies have a department that is responsible for determining the 

amount of credit that the firm will extend to each of its customers. Although this group is 

responsible for performing financial analysis, it may sometimes be located in the marketing 

area of the firm because of its close relationship to sales. 

 Investor Relations Many large companies have a unit responsible for working with 

institutional investors (for example, mutual funds), bond rating agencies, stockholders, and the 

general financial community. 

 Pension Fund Management The treasurer may also have responsibility for the investment of 

employee pension fund contributions. The investment analysis and portfolio management 

functions may be performed either within the firm or through outside investment advisors. 

 

Time Value of Money (TVM) 

The time value of money (TVM) is the concept that money available at the present time is worth 

more than the identical sum 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. 

Understanding Time Value of Money (TVM) 

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.  

https://www.investopedia.com/terms/t/timevalue.asp
https://www.investopedia.com/terms/e/earning-potential.asp
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 Time value of money is based on the idea that people would rather have money today 

than in the future. 

 Given that money can earn compound interest, it is more valuable in the present rather 

than the future. 

 The formula for computing time value of money considers the payment now, the future 

value, the interest rate, and the time frame. 

 The number of compounding periods during each time frame is an important determinant 

in the time value of money formula as well. 

 

Time Value of Money Formula 

Depending on the exact situation in question, the time value of money 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)

 

Time Value of Money Examples 

Assume a sum of $10,000 is invested for one year at 10% interest. The future value of that 

money is: 

FV = $10,000 x (1 + (10% / 1) ^ (1 x 1) = $11,000 

The formula can also be rearranged to find the value of the future sum in present day dollars. For 

example, the value of $5,000 one year from today, compounded at 7% interest, is:  

PV = $5,000 / (1 + (7% / 1) ^ (1 x 1) = $4,673 

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 

https://www.investopedia.com/terms/p/perpetuity.asp
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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. 

Sources of long term finance 

Sources of finance for business are equity, debt, debentures, retained earnings, term loans, 

working capital loans, letter of credit, euro issue, venture funding etc. These sources of funds are 

used in different situations. They are classified based on time period, ownership and control, and 

their source of generation. It is ideal to evaluate each source of capital before opting for it.  

Sources of capital are the most explorable area especially for the entrepreneurs who are about to 

start a new business. It is perhaps the toughest part of all the efforts. There are various capital 

sources, we can classify on the basis of different parameters. 

On the basis of a time period, sources are classified as long-term, medium term, and short term. 

Ownership and control classify sources of finance into owned and borrowed capital. Internal 

sources and external sources are the two sources of generation of capital. All the sources have 

different characteristics to suit different types of requirements.  

 

Long-Term Sources of Finance 

Long-term financing means capital requirements for a period of more than 5 years to 10, 15, 20 

years or may be more depending on other factors. Capital expenditures in fixed assets like plant 

and machinery, land and building, etc of business are funded using long-term sources of finance. 

Part of working capital which permanently stays with the business is also financed with long-

term sources of funds.  

Long-term financing sources can be in the form of any of them: 

 Share Capital or Equity Shares 

 Preference Capital or Preference Shares 

 Retained Earnings or Internal Accruals 

 Debenture / Bonds 

 Term Loans from Financial Institutes, Government, and Commercial Banks 

 Venture Funding 

 Asset Securitization 

 International Financing by way of Euro Issue, Foreign Currency Loans, ADR, GDR, etc. 

 

Medium Term Sources of Finance 

Medium term financing means financing for a period of 3 to 5 years and is used generally for 

two reasons. One, when long-term capital is not available for the time being and second when 

deferred revenue expenditures like advertisements are made which are to be written off over a 

period of 3 to 5 years. Medium term financing sources can in the form of one of them: 

 Preference Capital or Preference Shares 

 Debenture / Bonds 

 Medium Term Loans from 

o Financial Institutes 

https://efinancemanagement.com/sources-of-finance/long-term-finance
https://efinancemanagement.com/sources-of-finance/equity-share-and-its-types
https://efinancemanagement.com/sources-of-finance/preference-shares-and-its-features
https://efinancemanagement.com/sources-of-finance/benefits-and-disadvantages-of-debentures
https://efinancemanagement.com/sources-of-finance/bonds-and-their-types
https://efinancemanagement.com/sources-of-finance/term-loan-or-project-finance-a-long-term-source-of-finance
https://efinancemanagement.com/sources-of-finance/venture-funding
https://efinancemanagement.com/sources-of-finance/euro-issues
https://efinancemanagement.com/sources-of-finance/american-depository-receipt
https://efinancemanagement.com/sources-of-finance/global-depository-receipt
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o Government, and 

o Commercial Banks 

o Lease Finance 

o Hire Purchase Finance 

 

Short Term Sources of Finance 

Short term financing means financing for a period of less than 1 year. The need for short-term 

finance arises to finance the current assets of a business like an inventory of raw material and 

finished goods, debtors, minimum cash and bank balance etc. Short-term financing is also named 

as working capital financing. Short term finances are available in the form of: 

 Trade Credit 

 Short Term Loans like Working Capital Loans from Commercial Banks 

 Fixed Deposits for a period of 1 year or less 

 Advances received from customers 

 Creditors 

 Payables 

 Factoring Services 

 Bill Discounting etc. 

 

According to Ownership and Control: 

Sources of finances are classified based on ownership and control over the business. These two 

parameters are an important consideration while selecting a source of funds for the business. 

Whenever we bring in capital, there are two types of costs – one is the interest and another is 

sharing ownership and control. Some entrepreneurs may not like to dilute their ownership rights 

in the business and others may believe in sharing the risk. 

Owned Capital 

Owned capital also refers to equity. It is sourced from promoters of the company or from the 

general public by issuing new equity shares. Promoters start the business by bringing in the 

required money for a startup. Following are the sources of Owned Capital: 

 Equity 

 Preference 

 Retained Earnings 

 Convertible Debentures 

 Venture Fund or Private Equity 

 

Further, when the business grows and internal accruals like profits of the company are not 

enough to satisfy financing requirements, the promoters have a choice of selecting ownership 

capital or non-ownership capital. This decision is up to the promoters. Still, to discuss, certain 

advantages of equity capital are as follows: 

 It is a long-term capital which means it stays permanently with the business. 

 There is no burden of paying interest or installments like borrowed capital. So, the risk of 

bankruptcy also reduces. Businesses in infancy stages prefer equity for this reason. 

https://efinancemanagement.com/working-capital-financing/disadvantages-of-trade-credit
https://efinancemanagement.com/working-capital-financing/working-capital-loan-and-finance
https://efinancemanagement.com/sources-of-finance/factoring
https://efinancemanagement.com/working-capital-financing/invoice-discounting-or-bill-discounting-or-purchasing-bills
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Borrowed Capital 

Borrowed or debt capital is the finance arranged from outside sources. These sources of debt 

financing include the following: 

 Financial institutions 

 Commercial banks or 

 The general public in case of debentures 

 

In this type of capital, the borrower has a charge on the assets of the business which means the 

company will pay the borrower by selling the assets in case of liquidation. Another feature of the 

borrowed fund is a regular payment of fixed interest and repayment of capital. Certain 

advantages of borrowing are as follows: 

 There is no dilution in ownership and control of the business. 

 The cost of borrowed funds is low since it is a deductible expense for taxation purpose which 

ends up saving on taxes for the company. 

 It gives the business the benefit of leverage. 

 

ACCORDING TO SOURCE OF GENERATION: 
Based on the source of generation, the following are the internal and external sources of 

finance: 

Internal Sources 

The internal source of capital is the one which is generated internally by the business. These are 

as follows: 

 Retained profits 

 Reduction or controlling of working capital 

 Sale of assets etc. 

The internal source of funds has the same characteristics of owned capital. The best part of the 

internal sourcing of capital is that the business grows by itself and does not depend on outside 

parties. Disadvantages of both equity and debt are not present in this form of financing. Neither 

ownership dilutes nor fixed obligation/bankruptcy risk arises. 

External Sources 

An external source of finance is the capital generated from outside the business. Apart from the 

internal sources of funds, all the sources are external sources. 

Deciding the right source of funds is a crucial business decision taken by top-level finance 

managers. The usage of the wrong source increases the cost of funds which in turn would have a 

direct impact on the feasibility of the project under concern. Improper match of the type of 

capital with business requirements may go against the smooth functioning of the business. For 

instance, if fixed assets, which derive benefits after 2 years, are financed through short-term 

finances will create cash flow mismatch after one year and the manager will again have to look 

for finances and pay the fee for raising capital again. 

 

https://efinancemanagement.com/sources-of-finance/sources-of-debt-financing
https://efinancemanagement.com/sources-of-finance/sources-of-debt-financing
https://efinancemanagement.com/sources-of-finance/internal-source-of-finance
https://efinancemanagement.com/sources-of-finance/external-source-of-finance-capital
https://efinancemanagement.com/sources-of-finance/how-to-choose-right-source-of-finance-for-your-business

