FInancial Management

SECOND EDITION

RAJIV SRIVASTAVA

Consultant

ANIL MISRA

Associate Professor — Accounting & Finance
Management Development Institute
Gurgaon

OXFORD

UNIVERSITY PRESS

© Oxford University Press. All rights reserved.



Dedicated to

With great love and affection, for sacrifice of their invaluable
personal time they
are entitled to, providing all encouragement and support-and
bearing with me, my dear wife

Mrs Anita Srivastava
and
two lovely daughters

Juhi and Shruti

Rajiv Srivastava

With respect to the medium of my worldly manifestation and the
foundations of my value system,
my father

Prof. D. P. Mishra
and mother

Mrs Renu Mishra

Anil Misra

© Oxford University Press. All rights reserved.



Features of

[CHAPTER

Portfolio Theory

Aﬂum theough this chapter, you will be able too
umnwwwwawm and its retum and risk

Tata Steel, the world's seventh-largest steel maker has made the
debt market and probably the equity investors sit up with a very
interesting perpetual bond product. Tata Steel has boasted about
raising 1,500 crore through these high-yield perpetual bonds.

Perpetual bonds means the issue has no maturity peried, and
only the company has the option to buy-back the bonds at any time
it chooses. Tata Steel has listed this bond in the wholesale debt
market and expects it to fetch an interest of 11.8% per annum.

In an interview with CNBC-TV18's Latha Venkatesh, Koushik
Chatterjee, Group CFO of Tata Steel, said that the company wanted

+ loam atout leositle eficiet and ingficient . to come up with a product which captures the essence of equity at
pettcics o Each chapter begins alower cost than equity cost and gives a higher yield to the investors.

2 ehisladihbeictug with learning objectives 'l:;sm Wlf*hgm awﬁﬁmwéﬁwmdmn;

+ undersand the conceptof an efcent konter ; regl ramework and the accounting disclosure issues a

- leamtowto . that focus leaming and this is what we have arrived at, he said.

- mh:mwm:mbm:nm&uwﬁh the knowledge you According to him, this product will felch benefits to investors from
faam o fnd an it gins iy ‘,,m,’,, should acquire by the the insurance companies and pension funds, who have long-term
analyse A portl thecry o ) asset liability requirements to malch. He also said thal perpetual

U

mwmmmmswmm
understand th concepd of diversification and the isues to be considensd while

end of the chapter.

bond issue helps funding sources and this bond is lesser expensive

compared to equity.
u bearn how fisk gated into unique risk and marked risk Appmfurlmsbond shot.lcibemgh Itlsammportarﬂpmdudfor
> examing superfucus dversification with val " added Chatterj

= determine an optimum porticko

TaBang about the tenure of the product, he said that technically it

ha& a tenure of 10 years but it doesn't create obligation on the issuer

(— to repay the distribution cost.

RIS S8 JP Morgan Securities India and ICICI_ Bank were the arangers
11 the hot summer aftemoon of June, Ek and Anek, both bosom Ek supgested. ‘Well if you want why don't you bet Each chapter starts for the issue.
friends and agers, sat wakchingnews  on Mirza winning the women's title: Source: www. COm o 25 March 2011

with an opening L
o——case to introduce

you with the theme

of the chapter.

on the television and sipping beer in & local bar. Announcing the
Indian cricket feam, the BCCI spokesperson informed, “We have
an exfremely balanced side with some very adventurous and some
not 50 adventurous players. We expect o win the nead series with
this eam.” The next news ilem was on Wimbledon, The seeding is
declared, Federer is expected 1o B the e and s the lop-saeded
player in the ioumament

Ek, @s his name would imply, always believed in betfing on
indinvidual performances, told Anek, Federer would certainly win the
championship, He is unbeatable and his track recond is o0 good. |
will put my monay on him.'

Anek, differing with the philosophy of Ek reacled, ‘But the odds
would be oo low. Immymwmly{!zohrahemnmml

ukd in England

Ane, refusing to accapt the suggestion, explained his thinking
“Agreed that the returm will be very good If | bt on Sania Mirza, but
i is highly risky bacause chances of her winning ane extramely
remade. | would rather bet on the performance of the kndian ccket
fieam. Not that | love cricket mare than tennis, bul putling money on
cricked is not &s risky as betting on indvidual performance. i is
betier to bet on the team performance rather than individual
performance.’

Anek further explained, ‘Whesher or not Tenduliar would hit a
century is 3 poorer bed than a bet on the Indian leam's win. ltis a
risky bet bacause your fortunes depend upon e performance of
single individusal. If he fails, you ave doomed.”

Wth a strange look on his face, Ek askisd, How is the bot on
Indian team different? A bet is a bet."

Boxes reflect industry and business
trends that are relevant to financial
decision-making.

would rather bet on

Fthink | will get T1.60 if India wins."

E ‘v 3 ) Implied Interest Rate
hﬁnalmﬁmhasannuumedasdemcaled'mhpaumwysals it r
has promised to pay ¥1,00,000 after 10 years for every T20,000

N
((Table33 Classhcaton ol costof SGFootwesr ) Sines markcting and preduction Functions normally monitor

today. The states that the firm pays 780,000 as Numerous solved = thei p ]
intarest at 75,000 every year and therafore offers a 40% annual retum. A -t M‘"“"" e it ity m““‘"“mgm = Im"‘:"m ":;““‘h'c‘r
Do you agree with the claim made in the scheme? Explain. What would examples interspersed Profiabiny Fukh | Cost | P | FMS | ihe bovel of sctiviny is shove becakeven point
be the maturity value if the finance firm really had to offer 40% retumn Prem Various representations of breakeven poimt are condemed in
il "' | throughout the text wil T ) e e I (.
Soiuten he|P you to further Comitn oo | vwaom | e | = Taa 34 av:mmnn-nlussw =
The claim made by the finance company is simply erronecus @8 it ignores Kuchidy b Rl W = oy e i
the time value of money. The real rate of return offered by the finance gnderstaréd th?hcoFcetpts o B e b R e e
pany can be using 4t iscussed in the text. Solee = Aophieal Vst ol bretkevet pot B prcseated I g
20,000 = (1 + ' = 1,00,000 w;m” Sﬁ x i Sﬁ 5 m:m:um‘:wn: in!lnl:l:‘:i:sﬂu \'uhblle"mlo'umzlu
or, 1+n%=5 Froght 220 | vassbe | B2 i rise lincarly and the fixed costs remain constant, Variable cost
f Setrg Comrmaion SOA00 | Vatable | SO400 - and fined cost logether accownt for & fiem's total cost.
Using the Table given in Appendix A-1 for @ period of 10 years and Admrerae 0000 | Fies = | 10000 Total cost line would be parallel to the varishle cost line.
looking for value of 5, we find the future value factors of 4.807 and 5.234 Total Cost T ST | 128000 Sales rise llmlrw:!m mnulh":':n“rr:‘ﬂ:‘l]m:

at 17% and 18% By linear we may arrive at

total cost. Selling price being higher than
5,000 — 4.807 the variable cost, the revenue lime would
B9 — 4807 |- vise fuster than the cost linc. To the right

: of the breakeven point is the profit ares
and 1o its Jefi is the loss arca. This means
that umtil the firm reaches the point of
breakeven it incurs losses. These bosses are due to the fact
that the firm has not been able to cover fts fixed costs. Although
every unit sold covers up the vasiable costs and also beaves
some surpbus (known as contribution), it requires a certain
minimsum nuisber oF unsts 10 be sobd in onder 10 recover the
total fixed costs incurred. The higher the amount of fixed costs
incurred by the firm, higher ts the mumber
of units that it needs 10 sell in order 1o
reach the breakeven point and start
carnieg profits. The busincsscs should
make sure that the amount of fixed costs

Uit e s
pore of breskeven ¢
incurs losses. Beyord
B pont, £ in e

proft zone.

The breakeven (sales quantity) can also be computed using the
the approximate rate of return of 17.45% (17% * ek

For a more exact answer, we may solve Equation 4-1 for r

r=5"0_1=1746%

If the firm really had to offer the 40% return for every 20,000
deposited today, it would be required to pay ¥5,78,500 (Using table in
Appendix A-1).

20,000 x 1.4" = 20,000 x 28.925 = ¥5,78,500

Fixed Costs.
Contribution per unit

Contribution = Sales ~ Variable cost.

Using the shove formulae the breakeven point for $G
Footwear is computed at sales of $4269.50 lakh equivalent o
21.35 lakh pairs of shoes and capacity utiliztion of about 51%
s shown belomw.

Breakeven Sales (in tems of sales revenue)
Fined Cost
- e 3¢ Sales
Sales- Variable Cost A fem shoudd by I8
mmach BEP as quickly
s pomble. For tha
o oty phousd

DESCOUMTING AND Pt

- %xﬂﬂuw- T4.269.50 lakh

Breakeven Sales {in toms of sales quantity)

All chapters contain figures

The i f th di proc is 1e d i e contained wifiy A : Frigbig

dr’.v:’u!‘a::’i’igel-lsrr \\': rf:dmti:u:‘nh::gof ;t‘l;:iscs‘:h ttl'(:'\l'can :: and tableSto IHUStrate -% 426930 o 3135 kh pains S :‘;mm:'::::,r;?:ﬁ;:
today. We know that the future value the topics discussed in i SIS PR e e e et bt mih o v g
(F) is given by Equation 4-1. By restating MO kg ion . ime
Equation 4-1 we may find the present the Chapter' '% % ] :L;mﬁm:ﬂ:ﬁ:ﬁ’:ﬂiﬂgtﬂmmﬁmﬁ
value as given by Equation 4-2, emsure that the breakeven poimt does not get delayed.

— P= W (42) el

Factor of [/(1 + r)" is known as present value discount factor at a G 5 .

Jnlcmst rafe of r for m period, and is denoted as PVDIDF(rn). ”D and cost - _ S

== — " Total cost

Important concepts appear as sidebars A Foitid

throughout the text for quick recapitula- =l |

tion. This will come handy for revision

before exams. N )
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the Book

Conczpt ¢ Cuestions
1 mhmmnwmmmmmm
investment What

z mmmmmmmwmmmh
y modets of inventony
% What are camying costs and crderng costs and how are they
important in invendory management?
4 %a!ﬁﬂnmihtpomlu’dhwsnmhmnnmm
What is e of saty

of reorder point?

n Questions
Whare inveniory occuples a prominent position in business
operations. it wil usually play a key roke in deciding the success of
ihe venture. Comment.
2 Compare and conirast the motives for holding cash and inventory.
What are the similaries and differences in these motives?

Critical Th

Assignmonts

% Select a manufacturing company of your choice and study the
inveriory halding patieen of the company, using (he inventory|
turnaver ratia (or the invenicry holding period). Based on these
MeasLres. compare he inventory management trend with other|
companies in the industry.

Practical

measunes Laken by
in the invendory
adeped by MUL in the case

Seloct a manufacturing sector of your choice. Based on the|
sample of the prominent firms falling in the secior do the value
«chain mapping of the sector 30 as 1o find oul whether the
sector has moved up the value chain during the past 5-7 years
of ned,

[Hint. cno of the possible ways could be shadying the inventory
lovel and composition over the poricd and also vis-B-vis the

similar I hese|

against demand sid Lply sic

3 Tveniony p

Comment.
‘ﬂmlnmbrypobcyo{uhﬂ is intricately linked with the overall
mmy

ndwhr@wk. importance is universal." Elaborate.

%, “ABeration in the level of imventory is justified only I the expected
rat of rotum on incramental investmants in inventory exceeds the
cost of funds blocked in them.’ Examine,

il I thro has been wpscaling, find cu the ways the frm
has bean able ko move downstream.

17,500 it of plasic

bl prsmiaprironies of
s 55 and the caying cot ot thfim i 35% on an average. and th)

Solved examples which will help you understand the
concepts well and give you adequate practice before
you start solving the various exercises given at the

end of the chapters.
|

¢ l
g e Ecenomic Order Quantily
A unit manufacturing electronic meters consumes 20,000 units of

Tt In {70 Basle T0Q Modal

Mwmmedmmmnmm

mouldied $ipel boxes every month. The maledia & d at an
wniform rate during the month. The cost of acquiring the inputs is
2100 par month for the fim and the carrying cost for the firm is
27.5% on an average. The acquisiion cost i likely to mmain
constant in the near future. The cost of placing an order is 50,000
per order. Compute the optimal inventory for the year ahead using
EQQ model

malmu D'=20,000 = 12 = 2.40.000
Ovdering cost O = 250,000
C = 2275 (27.5% of acquisition cost of T100)

£00(Q) = Zxoxo
f!xzﬂg_ﬂr}lx 50,000 2984 urits

T32 par unit while the
mﬂm’gmﬂs rsmwm mmwwdmsa&:m

Detarming tha EOQ for Spring Enterprises. What would be the
firm's policy of inveniory acquisiton if the fimr's supplens ofer quantity
discount s follows:

Oreler Sing. Dvscount
(Lt %)
1000359 000
400070 100
00— 1158 124
12000~ 15560 200
16000 and abave 300

£alution
Demand D = 30,000 units
Ordering cost O = €5,000
Carrying cost C = 232

Exhibits analyse the financial tools/concepts

discussed in the text.

( ¢

D 1 dute: Dividends are declared in 8 meeting of the Board
of Directors that noods 1o be notified to stock exchanges

12 The exivdend dale is the dale on which prices

Rezord dale: The record date is the dale on which all those
sharehalders whoss names are on e books of the fim are paid
dividend. It is anncunced on the date of declaration of dividend. This
date needs 1o follow notice of duration of a minimum of 15 days I stock
exchanges. The company closes its stock transfer book on this date.

o =y - o o Tima i for didend
Notice Dectaration Ex-dividand Record Paymont
ta siock clate datn dain datn
e T Er -
T days 2 dayn
P Wi 14 e
i Max. 30 days =

on stodk exch

of dhidend. All buyers
wh&m*mw This is nommally a day baforo the
mamnmumnmumm&m
Fayront date: The payment date is the date of actual payment of
manmdmu The payment dale has to be within 30 days of the
deciaration date.

All technical terms have been explained at the

end of

help you to retain all the new terms that you ——¢

each chapter as key terms. This will

have learnt in the chapter.

These have been identified by equation numbers
throughout the text and will help you to retain the
important formulae discussed in a chapter.

Each chapter contains a series of con-

cept

review, critical thinking, and

project assignments that highlight the
m,mmmmm”wwmm'— major topics covered in the chapter.
The questions enhance learning and
can be used for review and

Each chapter ends with a case study

that is designed to consolidate your
understanding of the chapter subject
and broaden your financial decision-

making skills.

Mmemmhmﬁmm
stores and spares) as a percentage of net sales sanging from.
75-63%, the management of inventory for the frmulias alWays

ul Udeog Limited (VUL

3 N

d. Inventory manag therefoce, plays
2 key role in the company’s operalions. The average inventory
tumover ratio of the company has increased from 11.9in 2005-06 o
13.91n 2008-07. hhmdhwmdnm

; K e imfas been paying
assumed importance from the viewpoint of dperalional eficiency, ement pert nlmh‘..
and also the batiom lne of the firm. Around 70% of the frm's Wm“wq'rﬂk
Tabln A Inwentory management performance st MUL
201402 002 034 20405 200506 0607
et Sales (T crove) TO6TT00 TS0 95600 109108.00 1200M00 | MS02200
HAverage Stock of aw malerals (T crove) 4 s 615 26900 25630 HaH
Average Stck of slonssiand spares (T crore) 1210 0] amn 5105 10 an
Average: Slock ol semi-finished goods (¥ crore) B an 1015 kil:} ] a8
Average Sinek of finshed goods (% crore) 14440 17380 15040 130 015 43030
Aerage days of rew materials slock kL) 545 .10 M A 1200
Average days of inished goods stock ik 3 87 63 5 133 123
Hveragerdays of semi-inished goods siock 1% 138 085 12 ¥} 085

590z Prowes detabese of e o Mondorin of an Econcery, ndis

The summary at the end of each chapter draws
together the main concepts discussed within the
chapter. This will help you to reflect and evaluate

important concepts
|
{ ( : ) l N\
The total costs incurred do not vary proporionately with the level of CVP analysis jonship cost, vokue, and
m!yasmpa‘toflddcwhslbnadmnm amwm m&m:rludﬂi-d*' ;i [V
refer fo such fechangng  pointis th iques in CVP analysis. Breakeven point

acivity level. They are y refesred fo as p
change with fime and not with volume. Rant, salanes, elc., am examples
alfnnedooaes Trm(mls mnfncadawmarelavauwuf

and crosses fhis
relevant range, these is a sudden increasa in such cosls.

The costs that vary in direct proportion to the change in the volume
ara tarmed as variable costs. Dus to the feature of variability with the
activity level (leved of volume or production) such costs are also
refesred bo as product costs. Cost of raw malerials, powes, and fusl
ana some of the prominent examples of variable costs.

These is a third category of costs termed as semi-vanable costs.
These are the combination of variable and fived costs. These costs ane

A pok "‘mpmﬁ noloss. It is that level of sales where firm's
revenues are equal to its total costs. Untl a firm reaches the point of
m.nmm.lrmmmﬁmmﬁgmmm
b point the fi il 10 ing in the prot 20ne. A firm
shoud by o reach breakeven peintas quicly as possitis. To achieve
this, foxed "

The difference between the actual sales and the sales al breakeven
poin i fenmed as the margin of safety. § measures the cushion avalable
fo fims against the Gecine i volume (sles), The higher the margi of
satfoy, the better itis o the business. In order 1o have a hi  rgin,
the firm should cut down its fixed costs, mmmnglhem

Braakeven analysis, though very useful in decision-making, is

also refamed to as mixed costs. The examples of semi-variable costs criticized for its iptions that may not hold
include repairs and salaries paid Io the supendsors. e, wellin the realffle. The analysis is based on the assumption of constant
This ing of costs concapt and its behaviour & i from 5elhng price, fixed costs, per unit variabie costs, and product mix.
mmdmmﬂmmmm These of y are the limitations of the modal.

(

Fizcdcos's  Fived cosis ane the costs that remain constant with the
level of production sales. They are also known as period

2215 Costs that directly with the level of
are called varisble costs. They are also known as product
cosl,
Opcrating risk  Operating risk refers fo the chances that a fim's
revenues are nol sufficient to cover the operating costs. It i the

fixed costs that cause operating risk due to their invariance lo
sales. Higher the fixed costs higher is the operating risk.
Degres of spg (int)  DOL measures the variability
dnpuamgpraﬁtwnhagmnamgelnsalea
Financial ik The degree of financial risk depends upon the usage
oiﬁmedouslbeamgmmofhmuw(w deb) and is
by the degree of ge.

Tetal Coat = TFC + (UVC % N)
Fised Cost

Sales— VarlableCust

Erzatever, Sl =

Eragkevar

Actual Sales - Breakeven Sales

gl af Sty =
Kargin of Safety A E
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Preface to

Sensible financial management practices create organizational
value by allocating scarce resources among various business
opportunities. It helps in the execution and supervision of an
organization’s business policies. The importance of sound
financial management practices cannot be stressed more in an
ever-changing global economy. The book is targeted at students
taking the post-graduate management course. We have continued
to provide a balanced attention to both conventional and non-
conventional areas of financial decision making.

We are very happy to learn about the enthusiastic response
that this book has received. The second edition of this well-
accepted textbook continues to provide an exhaustive yet lucid
coverage of the subject. We sincerely hope that the revised
edition of the book will further aid students in understanding
the basic concepts and principles of this subject.

Since the publication of the first edition three years back, we
have received feedback from faculty members regarding the
inclusion of certain topics. We have included their suggestions
while revising the text.

Extended Chapter Material

The second edition improves upon the coverage of the original
edition, making the text much more comprehensive and lucid.

Chapter 6 Valuation and Management A new section on rat-
ings has been included in this chapter. Rating symbols facilitate
decision making by investors. The section includes in-depth
discussions on how ratings ascertain the adequacy of cash flows
to service debtand the risks associated with.them. It also discusses
rating exercises by agencies and the ratings assigned by them.

Chapter 10 Valuation and Corporate Governance This chap-
ter, which was titled Valuation in the first edition, has been revised
and expanded to include extended coverage on economic value
added (EVA) and corporate governance.

The section on EVA, one of the most popular value-based
measurements, has been expanded in order to provide in-depth
coverage of the factors that influence wealth maximization.

In the light of new industry developments, the section on
corporate governance has been revised and updated. The section
discusses how the corporate governance framework should
ensure the accountability of the company to its stakeholders
and board, and management of the company to its shareholders.

Chapter 17 Designing Capital Structure A new section on
corporate debt restructuring has been introduced in this chapter.
This section discusses the need for debt restructuring, which
essentially involves the revival of units with potential.

the Second Edition

Chapter 20 Financing Options This chapter has been revised
extensively to focus on the long-term as well as short-term sources
of funds. The chapter discusses long-term sources of funds such
as equity, American depository receipts (ADR), global depository
receipts (GDR), debentures and bonds, and project finance. India
continues to be an attractive investment destination. The impor-
tance of venture capital (VC) funding and private equity (PE) inan
emerging economy cannot be understated. These two topics have
been expanded keeping in mind the latest industry trends. The
section on short-term sources of finance discusses lines of credit,
commercial papers, factoring, and forfaiting at length.

Chapter 21 Working Capital Management A new section on
regulation of working capital finance has been included in this
chapter. It discusses working capital financing by the banks in
response to the working capital loan application by firms. The
chapter discusses the implications of the Tandon study group.
Banks follow the norms proposed by the committee regarding the
assessment of working capital gap and the determination of
maximum permissible bank finance.

Additional Resources

Excel templates related to a few illustrations, Unsolved
problems from the book, Additional reading material related to
portfolio theory are available to students; and Instructor’s
manual and PowerPoint presentations are availabl to lecturers
on the password-protected website to the book— www.oupin
heonline.com.

Acknowledgements

We are grateful to Dr Arya Kumar, BITS Pilani; Prof. Ashok
Malhotra, BIMT, Greater Noida; Prof. Suman Kumar, NDIM,
New Delhi; Kousik Guhathakurta, Army Institute of
Management, Kolkata; Ashok Kumar Mishra IMIS,
Bhubaneswar; and Dr Udayan Kumar Basu, Kolkata for their
valuable feedback.

Your feedback will help us improve the book. All feedback can
be sent to: rajivl234 @ hotmail.com and anil.a.misra @ gmail.com.

Praise for the First Edition

“This book deals with every aspect of financial management.’
Prof. Suman Kumar
NDIM, New Delhi

‘The presentation is interesting and lucid. The excel illustrations
are a welcome addition.’

Kousik Guhathakurta

Army Institute of Management, Kolkata
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Preface to

Financial management as a discipline pertains to the management
of financial resources. Broadly speaking, every decision/action
having financial implications comes under the domain of finance.
Specifically, there are three key areas of financial decision-
making: investment decisions, financing decisions, and dividend
decisions. Investment decisions are concerned with selecting
the most optimal avenues of physical and financial investments.
Financing decisions pertain to the choice of suitable sources to
meet the firms’ financing needs. The nature, composition, and
above all, timing of financing are the main considerations in
financing decisions. How much to retain for future financing
needs of the firm and how much to distribute to the shareholders
in the form of dividends is the key issue in dividend decisions.

The business environment, particularly in India, has
undergone a major transformation with liberalization and growth
of firms in Indian industry. The number of stakeholders has
multiplied over the years on account of:

(a) quantum increase in the scale of business operations,

(b) proactive role being played by the stock market regulators,

(c) increased participation of institutional investors,

(d) pervasiveness of media that has put businesses to a closer
scrutiny, and

(e) the threat of hostile takeovers.

In this changed business milieu, the focus of business
decision-making is on the expectations and perceptions.of these
external stakeholders, though the considerations of shareholders
remain dominant.

Financial management as a subject has gone through a 360-
degree makeover—ifrom insiders-looking-out approach to outsiders-
looking-in approach—the nucleus of"this. metamorphosis being
the requirement to put more emphasis on managerial
decision-making skills. Sustainable growth in today’s dynamic
business environment demands a clear perception of market trends
with the ability to take prudent managerial decisions. With the
emergence of computing tools like spreadsheets, the emphasis of
financial management is more on understanding and application
of decision-making models and less on number crunching. Today,
the thrust of the course is on resource optimization through quick
and quality decisions related to both sides of the balance sheet.

Although the established areas of financial decision-making
are still relevant, the changing business milieu has widened their
framework to include certain non-conventional options of
investment and financing. On one hand, the scale and the
complexity of business has grown manifold; while on the other,
the investors’ expectations for the returns on investment are
growing amidst the shrinking volumes and margins caused by
increased competition. This has widened the purview of
investment decisions to include avenues such as options,
futures, forward, and other derivative instruments. From financing

the First Edition

viewpoint, newer and creative sources of financing such as
leasing, external commercial borrowings, securitization, ADRs,
etc., have evolved to give wider choice and flexibility in financing.
Also, the increased rate of internationalization of business has
given prominence to issues pertaining to international finance
such as currency risk and exposure, hedging, etc.

About the Book

This textbook on Financial Management is primarily designed
keeping in view the requirements of MBA students undergoing
the course in Business Schools in India. The book aims at
explaining the concepts in the simplest possible manner without
burdening the readers with unwarranted text.

The book devotes an equal attention to both conventional
and non-conventional areas of finance decision-making.

Owing to its liberal resort to managerial and decision-making
applications, the book will prove to be a useful ready reckoner
for the readers for referring to important concepts in finance,
first as aspiring managers and later as working professionals.

Pedagogical Features

The book adopts a simplified approach while presenting the
basic concepts and policy issues in finance. To ensure that the
readers do not get bogged down by the mathematical trivia and
are able to assimilate and appreciate the broader issues of
financial policy making, complex financial/mathematical models
have been simplified, without in any way compromising with
the inherent technical nature of the subject. Each chapter starts
with a caselet to sensitize the readers with the theme of the
chapter. To facilitate understanding of complex concepts in
finance, the text in each chapter is interspersed with suitable
examples/exhibits.

Besides the Learning Objectives and the Introduction
that unfold the chapter, the end-chapter summary provides
a bird’s eye view of the topics discussed. All the technical
terms that warrant explanation and recapitulation have
been defined at the end of each chapter as Key Terms. A com-
pendium of formulae too has been provided at the end of each
chapter to facilitate revision and to put the readers at ease
before attempting the numerical problems. End-chapter Practice
Problems aid the readers in mapping the concepts with the real-
world situations. Most of the chapters end with a case study
that focuses upon the policy issue(s) discussed in the chapter.
Most of these case studies have been developed from the real-
world situations to expose the readers to virtual business envi-
ronment of financial decision making.

To assist the readers traverse through the chapters without
missing crucial details, the chapters are provided with a number
of side-boxes that collect the essence of important sections.

© Oxford University Press. All rights reserved.



vili  Preface to the First Edition

Coverage and Structure

The course on financial management covers three broad areas:
investment decisions, financing decisions, and dividend
decisions, besides the basic tools and techniques such as time
value of money, valuation, risk management, etc., that facilitate
decision-making in these areas.

The book follows the style of moving from simple and
fundamental issues to complex issues and models in financial
decision-making. The fundamental concepts like ratio analysis,
CVP analysis, and valuation techniques that find their application
in subsequent chapters have been discussed in Part I and Part
IT of the book. Important corporate finance decisions of
Investment, Financing, and Dividends are covered in later
chapters for which the foundations are already created in earlier
sections.

Part I of the book (Chapters 1-3) discusses the tools for
financial analysis and managerial decision-making. Chapter 1
lays down the conceptual framework for financial decision-making
in a “for-profit” business setting. The goals of “for-profit”
business organization, the decision areas in financial
management, the issue of multiplicity of stakeholders and related
conflicts of interests in a typical corporate set up, etc., are the
issues discussed in the chapter. Chapters 2 and 3 deal with the
arithmetic tools of ratio and CVP analysis, respectively that are
frequently used in managerial analysis and decision-making.

Part II that comprises seven chapters (Chapters 4-10), focuses
upon the concepts and models that are fundamental to the
understanding of financial decision-making. Vital concept of
Time Value of Money presented in Chapter 4 finds application
in investment and financing decisions in Part III and Part TV of
the book. The concepts of Risk and Return (Chapter 5) find
their application in almost all the subsequent chapters as the
decisions whether related to the asset side or the liabilities side
involve risk-return analysis. Determining the investment yield
and the intrinsic value of securities is the key to making
worthwhile investment in securities. Chapter 6 and 7 discuss at
length the various models for determining the value and yield
from securities, primarily bonds and shares. Such models
facilitate the selection of right kind of securities for investment/
disinvestment. The CAPM and Arbitrage Pricing Models that
form the basis of Portfolio Theory have been taken up in Chapter
8. Chapter 9 on Portfolio Theory takes the discussion in Chapter
8 further. How to reduce the risk by diversifying the portfolio
and how to design an optimal portfolio have been discussed
therein. Chapter 10 explores the corporate valuation models that
are used for the valuation of firms for different purposes such
as mergers, acquisitions, takeovers, restructuring, etc.

Part ITI (Chapters 11-15) deals with the theoretical framework
and the practical techniques used in investment decisions. This
part deals with the asset side of the balance sheet with a focus
on long-term investment. Short-term investment decisions and
financial investment decisions have been dealt with separately
in Part V (Working Capital Management) and Chapter 8 (Portfolio
Theory) respectively. Chapters 11 and 12 take up the conceptual

framework and the decision criteria for the long-term investment
decisions. While the former discusses the basic issues in capital
budgeting decisions like cash flow estimation and appraisal
techniques for investment decisions, the latter takes up the
advanced issues in investment decisions like decisions under
the conditions of uncertainty and capital rationing. The
techniques to incorporate risk in investment decisions have also
been taken up in the chapter. The cost of capital is one area that
finds its application in almost every financial decision, be it
investment decision, financing decisions, or performance
appraisal, to name a few. Since cost of capital acts as a hurdle
rate for evaluating the investment options, it has been taken up
under the investment decisions in the scheme of the book.
Chapter 13 (Cost of Capital) focuses upon determining the cost
of different sources of financing and eventually the overall cost
of capital (or the weighted average cost of capital) that acts as
the hurdle rate or the discount rate in the investment appraisal
models. Real options that have lately emerged as the tools for
incorporating uncertainty in investment decisions have been
taken up in Chapter . 14. The options to expand, delay, and
abandon, and the valuation of these options have been
discussed therein. Chapter 15 deals with the decision involving
big ticket investment, i.e., mergers and acquisitions (M&A).
Besides: the theoretical aspects of M&A, the chapter also
discusses the crucial aspect of valuing an M&A deal.

Part IV (Chapters 16-20) deals with long-term financing and
dividend decisions. Chapter 16 lays down the theoretical
foundations of the capital structure (or financing decisions) that
find their application in the designing of capital structure in Chapter
17, where the crucial issue of determining the optimal capital
structure has also been addressed. The propositions of Miller and
Modigliani being common to both capital structure and dividend
decisions, the two issues have been clubbed together and dealt
with in the capital structure decisions. The focus is on application
of principle of arbitrage. Leasing, an important source of indirect
financing (long-term), is discussed in Chapter 18. The rationale
and the structure of a lease transaction have been dealt with, inter
alia in the chapter. Dividend decision, though an independent
financial decision, affects the availability of the internal finances
of the firm. The impact of the dividend policy on the internal
financing (retained earnings) and hence the financing decisions,
has convinced us to deal with the dividend decision along with
the financing decisions. Chapter 19 discusses the theoretical
framework of dividend decisions, designing of a dividend policy,
and the methods of dividend payments. Chapter 20 on Financing
Options discusses financial markets, financial products available,
and the services offered by financial markets. In addition, this
chapter throws light into domestic capital markets and their
constituents, venture capital funding, and investment banking. It
also discusses the sources of short-term and long-term financing.

Part V (Chapters 21-24) discusses working capital decisions
that are concerned with the management of day-to-day operations.
The focus of this part is on managing the level and financing of
investment in the working capital. Chapter 21 lays down the
framework for working capital decisions. The chapter is
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introductory in nature and discusses the generic issues that have
been taken up subsequently in Chapters 22-24 that deal with the
specific components of working capital management. Chapter 22
deals with one of the most important component of working capital,
the inventory. Optimizing the investment in inventory is the basic
thrust of this chapter. Receivables Management (Chapter 23) deals
with the credit policy variables and their impact on the firms’ value.
The vexed issue of ‘how to maximize the cash availability to support
business operations, yet minimize idle cash’ has been covered in
Chapter 24 (Cash Management).

Part VI (Chapters 25-27) deals with the issues of international
finance. Globalization has significantly widened the horizons of
the domestic firms. Trade is no more confined to geography of a
nation and has instead expanded its reach across borders. Now,
many domestic firms are engaged in transactions with international
suppliers and clients. A complete understanding of various
currencies and their values is indispensable to pull off these
transactions successfully. Moreover, such transactions have
exposed the firms to the additional risks of appreciation/depreciation
of currencies. Foreign exchange markets, transactions,
determination of exchange rates, etc. have been taken up in
Chapters 25 and 26. Chapter 27 discusses transaction exposure,
economic exposure, translation exposure, and their management
using the techniques such as hedging, risk sharing, forward, etc.

Part VII (Chapters 28-30) deals with the different types of risks
and their management using the tools of derivatives such as
forwards, futures, options, and swaps. With increased globalization
and recent financial innovations, the choice available to managers
has not only expanded but has become complex too. The elements
of risks are getting added, so are the tools and techniques of
managing them. A host of new financial instruments have emerged
as an outcome of financial innovations. Such_instruments have
complexities in description as well as usage. A separate chapter
has been devoted to each of the instrument focussing on the
description, features, valuation, and applications of each.
Understanding of these concepts has become inevitable in today’s
environment in the areas of corporate finance, risk management,
and security analysis.
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CHAPTER

Financial Management
—An Overview

LEARNING OBJECTIVES

The chapter is aimed at

e discussing the nature and scope of financial management

e explaining the role of finance function in an organization
e elaborating the key decision areas in financial management — investment, financing,

dividend, and working capital management

e discussing the principles underlying the four broad areas of financial

decision-making

e enunciating the objective function of financial management

o discussing the issue of multiplicity of stakeholders in-business and the associated

agency problems and costs

o highlighting the relationship between financial accounting, management accounting,

and financial management

e expressing the relationship between financial objective and organizational strategy

SHAPE UP OR SHIP OUT

Electro Korea, a Korean electronic giant, was forced into bankru-
ptcy post-South East Asian curreney crisis in 1997.
Mr Gupta, the President of Electronica.India Limited, an Indian
MNC, with an eye on expanding his company to global level visited
Seoul to explore the possibility-of-taking over Electro Korea. Mr
Gupta called upon Mr Chin-Hwa, erstwhile CFO of the Korean
company, now working as a consultant, to figure out the problems
that caused the firm’s closure.

The following conversations took place between MrGupta and

Mr Chin-Hwa:

MrGupta:  Tell me MrChin what financial problems did Electro
Korea encounter that caused the demise of the firm?

MrChin:  Sirl The problem was not one or two, but three-
dimensional. The company faltered on three basic
financial management tenets, i.e., investment selection,
finance sourcing, and fund utilization.

MrGupta:  Please go ahead.

MrChin:  The problem started with a strong urge to meet the

demand and capitalize on the booming market
conditions. In view of the overwhelming demand for
electronic products not only locally but in the global

Mr: Gupta:

Mr Chin:

Mr Gupta:
Mr Chin:

markets too in post 1990s, the company added a
wide range of products to its existing product line. We
became over-enthusiastic and to tap the growing
market, expanded production capacity by 500%.
Between 1990 and 1992, five new manufacturing units
were set up.

Oh! that is a phenomenal growth in a short period of
time.

Yeah, true but most of this expansion was debt financed
using either short-term loans from Korean banks or
long-term foreign currency loans. With the ongoing
phase of expansion the banks were very open-hearted
in lending to the firm. By 1995, the debt—equity ratio
reached a catastrophic level of 5:1. To make hay
while the sun shines was the common phrase that
was used by all from top, middle, and lower rungs of
people. A wide array of products and brands emerged
by 1995, causing a glut.

| can visualize some of the problems now.
Recessionary conditions started setting in early 1996
and the company began to witness idle capacity that
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4  Financial Management

started dragging down its ROI. Theorists say that
investment decisions are irreversible, we witnessed
precisely that. Due to recessionary conditions there
were no buyers for the three idle manufacturing units
that we wanted to sell off. There was a huge pile up of
raw material, semi-finished and finished goods
inventory, which could be disposed off with a great
difficulty at a value that was significantly below the book
value.

That would have caused lenders to panic.

Exactly. The banks that were hitherto pumping in
money on demand were unwilling to roll over short-
term loans. To complicate matters further due to
devaluation, the local value of foreign currency loan of
the company skyrocketed.

Another major problem was that in the first half of
1990 when the company’s growth rate was in double
digits, the company followed a very liberal dividend
policy, which became unsustainable by 1995 with nose-
diving revenues, profits, and cash flows. A sharp cut

Mr Gupta:
Mr Chin:

INTRODUCTION

B ______________________________|
Businesses, whether new or existing, may vary from one an-
other in terms of the industry they operate in, the environment
they function in, the products/services they render, or-the op-
erations that they undertake. However, the finance issues that
businesses grapple with, notwithstanding their industry charac-
teristics, geographical location, product profile etc. are largely
universal. These are:

e From where to raise the most cost-effective financial re-
sources needed to carry out the operations and how to
manage the risks associated with such financing?

e Where to invest the scarce business resources so as to
maximize the returns on the investments, i.e., selecting the
right nature and optimal scale of businesses, projects, etc.
and at most suitable locations?

e How to manage the routine production—distribution func-
tions in the most optimal and cost-effective manner so as
to maximize the wealth of the stakeholders?

e How much of the profits to retain for future investment
needs and how much to distribute as dividends to share-
holders?

The scope of financial management extends to the decisions
pertaining to optimal utilization of financial resources. The role
of a finance manager is to resolve the aforesaid issues that are
commonly categorized into—financing decisions, investment de-
cisions, working capital decisions, and dividend decisions. All
these issues are resolved in the light of their probable impact on
the wealth of the shareholders, which is commonly accepted
goal for all ‘for-profit’ organizations.

in dividends conveyed an adverse signal and the stock
price of the company crashed in 1997.

We also witnessed a similar situation in 1990s but
could avert the crisis as we stuck to fundamental
principles of finance. Our expansion was need based,
market driven and came in a phased manner. We
tried to finance the additional investments as much as
possible through internal sources, i.e., our past
retentions. We maintained a stable dividend payout of
40% even amidst the very high growth period of 1990s
and never allowed the debt—equity ratio to go beyond
2.5:1. Through better supply chain management and
successful implementation of Just-In-Time inventory
management, we ensured that even during this high-
growth phase we.were carrying close to zero level of
inventories.

| appreciate what you did. | presume that only because
of sound financial management policies you are here
on abuying spree.

Mr Gupta:

Mr Chin:

NATURE AND SCOPE OF FINANCIAL
MANAGEMENT

The term financial management has emerged from the generic
discipline of management. In order to understand financial man-
agement, it is better to start with an understanding of the term
management. Management, simply put, is all about securing the
optimal use of the resources at the dis-
posal of a firm towards the attainment of
some predetermined goals. These re-
sources are of many kinds such as human
capital, production machines, distribution
channels, etc. Resources are put under the
charge of their respective departments that are responsible for
their management and control. Each department contributes to-
wards the organizational objectives by effectively managing the
resources they are in charge of. As can be seen in Figure 1-1,
financial management is concerned with the management of fi-
nancial resources of the organization. Many terms such as capi-
tal, funds, cash flow, money, etc. are used synonymously and
interchangeably to describe financial resources. The finance de-
partment of the organization is responsible for the financial man-
agement of the firm, which it does through the means of financial
decision-making.

Financial management performs facilitation, reconciliation, and
control functions in an organization. The sourcing of finances
needed by various departments and its rational allocation for vari-
ous activities is done by the finance department. This facilitates
the attainment of the various departmental goals along with the

Financial management
is concerned with
managing financial
resources in the most
optimal manner.
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Figure 1-1

realization of the overall organizational goal. The rational and
balanced allocation of resources done by the finance department
reconciles the interests of the various de-
partments and pre-empts any kind of
probable conflict for resources between
the various departments of an organiza-
tion. Also, the finance department main-
tains a constant control over the various
activities of the organization and makes different departments
accountable for the resources that they consume.

All decisions that have monetary implications come under
the purview of financial management. Decision related to other
functions such as the decision to launch-a major advertising
campaign or to go ahead with a comprehensive training
programme for middle-level managers are although under the
control of marketing and HR functions respectively, their finan-
cial implications require ratification by the finance department.
This widens the scope of financial decision-making practically
to all the decisions. It is due to this fact that it is said that ‘the
finance manager is on the top and not on the tap’.

Through the process of
financial decision-
making the finance
department performs
facilitation, reconciliation,
and control functions.

ROLE OF FINANCE FUNCTION

Finance is central to all business activities—for survival and
growth alike. All business performance, targets, and goals though
set in absolute terms have a common measurement in financial
terms. Similarly all comparisons either with the past or with com-
petitors are measured or analysed with financial data.

An organization can be viewed from two different perspec-
tives—functional and stakeholders’. From the functional view-
point, each organization can be divided into various functional
areas such as marketing, production, personnel, etc., which dis-
charge different duties and perform different roles to achieve
organizational goals. The functional division of organizational

Financial management as a sub-discipline of management

structure helps to translate wider goal into
smaller and perceivable sub-unit or func-
tional goals. It also helps establish the
relationship of each individual with the
organizational goals. Sales revenue and
the effectiveness of the marketing strat-
egy are some of the issues that the sales and marketing func-
tion evaluates. The results of a new machine installation, the
cost of production of various items, etc., are some of the issues
that fall in the domain of the production function. Similarly,
personnel function needs to decide upon the executive com-
pensation, establish training needs, and measure individual per-
formance in quantitative and/or qualitative terms.

Like different functions of an enterprise, there are differ-
ent stakeholders associated with business. There exist share-
holders who contribute capital and expect to earn a return on
equity contributed. There are debt-holders who also provide
capital but feel satisfied with the returns at a fixed rate. Em-
ployees work to earn their emoluments, suppliers provide
material and services, and customers derive satisfaction by
consuming the products and services offered by the firm.
Besides there are various government and regulatory bodies
who monitor performance in compliance with the rules and
regulations aimed at general welfare of the society and na-
tion as a whole.

An organization can be
viewed from two
different perspectives—
functional and
stakeholders’.

Different stakeholders of a firm have
varied concerns, which can only be ad-
dressed by finance function. Sharehold-
ers need to know how their wealth would
increase and how safe are they in their
investment with the firm. Creditors want
to know whether or not to supply materi-
als on credit to the firm, and if yes, for
what period and to what extent. Employees of the firm are also
concerned about the timely receipt of salary and their personal

Finance function is
significant for all
organizations from
both functional
and stakeholders’
perspectives.
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growth and general well-being. Customers’ concern is that of
value for money that they spend in buying goods and/or ser-
vices rendered by firms. Lenders would be concerned with the
security of the funds and the receipt of returns promised to
them. Government would want to collect the taxes as projected.

Two separate views of the firm are depicted in Figure 1-2(a)
and (b). Irrespective of the perspective
of different functions and stakeholders,
finance function serves as a common de-
nominator by taking decisions that are in
consonance with the interests of differ-
ent stakeholders; by facilitating the deci-
sions and by providing the information
that the stakeholders need for evaluation
and analysis of the firm’s performance.

Finance function
reconciles the potential
conflicts between
functional goals on one
hand and between
stakeholders’ interests
on the other.

FINANCE DECISIONS BY THE FIRMS

B |
There are a host of decisions that the finance managers have to
take throughout the life of the firm. Some
of these decisions are routine operating
decisions that are repetitive in nature and
affect the business on a day-to-day ba-
sis. While other decisions such as the
decision to set-up a new business unit,
decision to merge with another company,
etc., are of strategic nature as they have
long-term implications for the business.
Financial management is concerned with the procurement and
utilization of funds in an optimal way so as to achieve the de-
sired goals of an organization. The scope of financial manage-
ment extends to four key decision areas—investment, financing,
dividend, and working capital.

The thrust of financial
decision-making is on
procurement of funds
and their optimal
utilization through
investment, financing,
dividends and working
capital decisions.

Investment Decisions

Investment decisions involve putting the resources in avenues
that give a return that is in excess of the cost incurred on pro-
curing such resources. This maximizes the wealth of the share-
holders. These decisions are alternatively referred to as capital
budgeting decisions. Basic issues involved in investment deci-
sions are:

e cvaluation of alternate investment avenues so as to select
the best option; and

e implementation and monitoring of the selected investment
option.

For a new business such decisions
usually relate to setting up of produc-
tion—distribution facilities, while for an ex-
isting business they are mainly in form
of replacement, modernization, and re-
search and development (R&D) expendi-
ture decisions. These decisions depend
upon the nature of industry that the firm
operates in, the kind of products/services offered, scale of its
operations, etc. They have long-term implications, involve large
capital outlay, and are normally irreversible. Drawing an anal-
ogy from our day-to-day life, we can say that the decision to
buy a car or a house property is an investment decision that not
only involves relatively large capital outflows but also has long-
term implications as we do not take such decisions frequently
unlike the decision to buy a pair of shoes.

These decisions are significantly im-
portant for the business not only for huge
capital outlay that they entail and the el-
ement of irreversibility in them but also
from the risk—return perspective. A wrong
nature or scale of investment may not
only bring down the return on investment
but may also enhance the operating risk
of the business.

In finance, we distinguish investment decisions based on the
nature of assets. The assets deployed in business are broadly
of two kinds—fixed asset and current asset. Fixed assets are
those assets that serve the business for a long time, at least
beyond one year period, while current assets have a short life
and are held for sale, either in the same form or after transform-
ing them, within a year’s time. Examples of fixed assets include
land, building, machinery, etc. Inventories,
account receivable, and cash are the typi-
cal current assets of the firm.

The decision to invest in the long-term
assets (fixed assets) by the firm is referred
as investment decision (or capital bud-
geting decisions). Right investment

Investment decisions
pertain to selection of
the most productive
avenues with a view to
maximize the returns on
investment.

Investment decisions
are concerned with
the expansion,
modernization, and
replacement of
long-term assets
(fixed assets).

Investment decisions
which are alternatively
referred to as capital
budgeting decisions are
crucial for survival and
growth of any firm.
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Acquisition of Fixed Assets

Figure 1-3

decisions, as indicated in Figure 1-3, are critical for long-term
survival and growth of the firm. The decision to invest or not is
taken in the light of the probable impact of such investments on
the wealth of the shareholders. If the investment option is likely
to create/enhance the wealth, it is acceptable, otherwise it is
not. In case of multiple investment options, the option that is
likely to maximize the wealth is acceptable.

Managers devote considerable time and energy in the selec-
tion of various businesses and in identifying, choosing, and ac-
quiring the assets required to remain in the selected business. It
requires conceptually a different framework and set of skills dif-
ferent from those needed to examine routine business issues.

Long-term assets are bought to perform production—distri-
bution functions and earn a net rate of return that should sat-
isfy the various contributors of capital. The basic issue in
investment decisions is whether the cash
generated from operations carried out by
using or consuming such assets is suffi-
cient enough, in real value terms, to meet
the expectations of investors. If yes, the
investment is acceptable, else managers
reject the proposed investment. Investment decisions are
benchmarked against the expectations of investors.

The issues in investment decisions and their implications are
depicted in Figure 1-3.

Productive capacity
of a business depends
upon the quality

and the scale of its
investments.

Financing Decisions

The second question that finance managers face is how to fund
the investments. Financing decisions relate to the procurement
of required amount of funds, as and when
needed, at lowest possible cost and on
most convenient terms. These decisions
are mainly concerned with the identifica-
tion of potential sources of funds and tap-
ping of these sources as per the funding
requirements of the firm. Often these de-
cisions are loosely referred to as capital
structure decisions. Although capital
structure or debt—equity structure is of
prime importance, there are other issues
as well that are covered under the rubric
of financing decisions in addition to the
capital structure. The main issues involved in such decisions
are:

Financing decisions
are concerned with the
procurement of the
required amount of
funds on most
convenient terms as
and when needed.

Financing decisions are
commonly referred to
as capital structure
decisions.

Survival
Iéi?lging Long-term assets o
Machines (what and when to buy)
Intangibles Growth

Investment decision

e Where from to procure the requisite capital?

e What should be the optimal mix of various sources of capi-
tal?

e How much should be the proportion of short-term and long-
term capital?

e How do the expectations of providers of each source of
capital change with alteration in the capital mix?

While investment decisions deal with
the creation of assets by the firm, financ-
ing decisions are concerned with the
sources of financing such assets. Firms
have two options of financing their long-
term investments— debt and equity.
While equity holders do not seek a fixed
return (it does not mean that they have
no expectation of return), the debt holders do expect a fixed
return at periodic intervals as well as redemption of the original
capital contributed. Debt, due to the associated tax advantage,
is a cheaper source of finance than equity. Due to the lower
cost of debt, increased usage of debt financing brings down the
overall cost of financing for the firm. However, since debt car-
ries the obligation for fixed interest payment and principal re-
payment, increased dosage of debt financing increases the risk
of financial bankruptcy for the firm. A right blend of debt-equity
assumes significance as it affects the risk return profile of the
business. Decisions regarding the sources and mix of financing
are taken in the light of their likely impact on the wealth of the
stockholders. Such decisions may enhance or erode the value
of the firm as shown in Figure 1-4. The other issue associated
with the debt is the desire of the lenders for control over the
business. With the increase in the debt component in the firm’s
financing the lenders start perceiving the firm to be risky and
want, as a precautionary measure, a participation in its decision-
making and control. Sometimes they may also put some restric-
tions on the firm as a pre-condition to their lending to the firm.
Such interference in the decision-making of the firm may circum-
scribe the managerial decisions and may, at times, interfere with
the goal of the shareholders’ wealth maximization.

Another related issue in financing decisions is to determine
the mix of short-term and long-term financing. This assumes
significance as long-term financing enhances the liquidity posi-
tion of the firm. But at the same time there is a risk that the
funds may be lying idle for some part of the year and the

Financing decisions are
as important as the
investment-decisions in
the valuation of a firm.
They determine the
financial risk profile of
the business.
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1. What is the mix of various
forms of capital used by the

firm?
B e s ot
recedes pra enhances

3. How do the expectations of
providers of each source of
capital change with alteration
in the capital mix?

Figure 1-4  Financing decision

business may have to bear the cost of funds even for the period
it does not need them. Short-term funds provide the flexibility to
the business as they could be tied up with the needs of the
business. For the periods additional fi-
nancing is needed funds can be raised
on a short-term basis and could be re-
paid at the time the need for funds comes
down. However, there is a risk with short-
term funds as well; they may not be avail-
able when needed. Even if they are
available they may be available on terms that are inconvenient
for the borrowers.

The thrust of financing decisions is to bring down the cost
of financing the firm’s investments and operations for a given
level of risk.

The thrust of financing
decisions is on bringing
down the cost of
financing keeping the
risk constant.

Dividend Decision

Coupled with capital structure decisions is the dividend deci-
sion. The dividend decision focuses upon identifying what
portion of residual profits to distribute
to shareholders as dividends and how
much to peough back for future financ-
ing needs of the business. Having gen-
erated cash; the firm must decide
whether to retain or distribute the cash
to the providers of capital. The providers of equity capital,
who opted to link their fortunes with that of the firm and did
not explicitly demand their investment back or return thereon,
have to make a choice of retention or distribution of cash once
it becomes available. Such a decision depends on trade off
between future financing needs of the firm and current con-
sumption requirements of the shareholders. Generally firms in
sectors with a high-growth rate follow a policy of high reten-
tion and low payout. This is to plan for the future financing
requirements in view of the high rate of projected growth and
expansion for such firms. Firms that are in the sectors, which
have matured and where the growth has been stabilized, nor-
mally follow a policy of high payout. In the absence of strong
financing requirements, such firms, by having a high payout
ratio, pass on the earnings to the shareholders in the form of
dividends and enable them to make a choice to consume the
income or invest in the firms/sectors that give them a better
growth and a higher return on investment.

Rate of dividends and
the method of its
payment are the two key
issues that the dividend
policy is concemed with.

The payout ratio is decided in the
light of its likely impact on shareholders’
wealth. Normally firms follow a policy of
stable ‘dividends and do not make any
significant change in their rate of divi-
dend payout on an annual basis. Divi-
dends are normally increased in a gradual
manner to a level that is sustainable in foreseeable future. Since
investment in assets is desired on a continuous basis and cash
is also generated simultaneously, the question of retention of
cash or its distribution assumes significance. Another related
issue addressed by the dividend policy is the method of divi-
dend payment. Should the dividend be paid in form of cash or
should it be paid in form of stocks (stock dividends/ bonus
shares)?

One may argue that given an investment policy and the fi-
nancing mix, the dividend is automatic. Dividend policy is con-
sidered as a residue of investment and
financing policy. High investment and fi-
nancing requirements mean low payout
and high retention policy and vice versa.
However, another view is that dividend
decision by itself can impact the value of
the firm. It can be used as a tool of con-
veying some meaningful information
about the firm, which is valuable for stake-
holders. Therefore, dividend decision need not be residual of
investment policy and financing decision. All the three deci-
sions that the finance function has to take are intricately linked
as depicted in Figure 1-5, and cannot be viewed in a simplistic
manner. Any decision in isolation cannot be guaranteed as

optimal.
Investment
decisions

Payout ratio depends on
the future financing
requirements and the
expectations of the
shareholders for current
income.

There are two views on
dividend decisions—
dividend decisions as a
residue of investment
and financing decisions
and dividend as an
independent policy
decision.

Dividend
decision

Financing
decisions

Figure 1-5 Decisions in finance
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Working Capital Decisions

Besides long-term assets, the firm also requires short-term as-
sets known as current assets. These assets comprise cash and

Financial Management—An Overview 9

carries out its operations to achieve its goal. These operations,
depending on the nature of the business, may be manufactur-
ing, trading, or service and require cer-

Working capital
decisions are related to
the management of
current assets.

The two key decision

bank balances, account receivable and
stocks of finished goods, work-in-pro-
cess, and raw material. These assets are
required for day-to-day functioning of the
firm. Basic issues in working capital de-
cisions are: determing the optimal level

The four key decision
areas in finance are the
part of an integrated
decision-making
framework. They are
directly linked to and
reinforce each other.

tain economic resources (assets) that are
both long-term and short-term in nature.
Acquisition of these assets requires fi-
nancial resources (liabilities). The figure
can be read bottom upwards indicating
the sequence of activities undertaken by

points are the level of
investment in current
assets and mode of
their financing.

of current assets and deciding the most
suitable sources of their financing.
Questions such as what level of inven-
tory should be maintained and for how
long the credit should be given to the customers are of signifi-
cant importance for any business as they affect the profitabil-
ity—liquidity position of the business.

Working capital decisions are classified as a separate group
because short-term assets need a different approach than what
is required for long-term assets. Constraints and decision-
making criteria for working capital are substantially different
from long-term assets.

The key decision issues in each of the aforesaid decisions
areas of financial management are enumerated in Table 1-1.

An Integrated View of Finance Decision-making

All the four key areas of finance decision-making are very much
interlinked and form part of the integrated framework of finan-
cial decision-making. As can be seen in Figure 1-6, the firm

Table 1-1  Key issues in financial decision making

What business to-be in?

What growth rate is appropriate?

What assets to acquire?

What mix of debt and equity to be used?

Can we change the value of the firm by

changing the capital mix?

Is there an optimal debt-equity mix?

Dividend Decision o How much of the profit should be distributed
as dividends and how much should be
ploughed back?

e Can we change the value of the firm by
changing the amount of dividend?

e What should be the mode of dividend

payment?

Investment Decisions

Financing Decisions

Working Capital Decisions| ® What level of inventory of goods is ideal?

e What level of credit should be given to the
customers?

e What level of cash should be maintained?

e How can the blockage of funds in the
current assets be minimized without
compromising profits?

the firm. This is shown by dotted lines in
the figure. There are three key issues with regards to financ-
ing—the duration of financing, the sources of finance, and the
financing mix. Normally short-term funds are tapped for working
capital financing, while the long-term sources of funds are relied
upon for long-term investments.

Financing decisions also ‘assume significance due to their
impact on the business risk. Excessive usage of debt, which is a
cheaper source of financing, though brings down the overall
cost of financing, increases the bankruptcy risk for the firm.
Another key decision that is intricately linked to the financing
decision is the dividend decision. It is concerned with the allo-
cation of -the surplus (residual profits) between the dividends
and the retained earnings, which are ploughed back to meet the
future financing requirements of firms. Since retained earnings,
which-are an outcome of firm’s dividend policy, represent the
internal component of financing, the dividend policy is some-
times considered as a part of financing policy. Also, by altering
its dividend policy, the firm can alter the mix of internal and
external sources of financing.

The four decision areas of financial decision-making men-
tioned above are largely universal. How-
ever, the relevance and the importance of
these decision areas vary from firm to firm
depending upon industry characteristics
and the nature of operations. For example,
for firms in the Information Technology (IT) sector such as
Microsoft Corporation or Infosys Technologies Ltd, investment
decisions are of less significance as these firms are knowledge
intensive firms and operate with low levels of fixed asset invest-
ments. The nature of their business demands huge investments
in intellectual capital as opposed to physical capital. Similarly,
since most of the IT firms are, at least till date, cash-rich firms
the dividend decisions assume importance for them. As there is
no production taking place in these firms and also because these
firms mostly have project-based operations, the issue of work-
ing capital management does not hold much relevance for them.

Unlike this, the firms that are capital intensive such as those
manufacturing consumer durables and capital goods require a
large outlay for investment, particularly for creating and main-
taining production, storage, and distribution facilities. Since
manufacturing firms have long assembly lines, the management
of working capital also assumes special significance for them.

Although the key
financial decisions are
universal, their
importance varies.
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Owners’ wealth maximization

Manufacturing, Trading, or Service

Economic resources ’— ———

Needed to carry out the
business operations. They are
reflected on the assets side of
the balance sheet. They are
long-term (fixed assets) and
short-term (current assets) in
nature. Decisions pertaining to
their procurement are alterna-
tively referred to as investing
decisions/capi-tal budgeting
decisions, or working capital
decisions

Relate to the liabilities side of the
balance sheet. Concerned with the
raising of long-term and short-term
financial resources. Decisions
related to their procurement are
referred to as financing decisions

Figure 1-6  Financial decision-making framework

OBJECTIVE FUNCTION IN FINANCE

Different functions and different stakeholders of a firm view its
existence and objectives differently. At times these different set
of objectives of various functions and stakeholders can be con-
flicting. Conflict may arise among differ-
ent suppliers of capital—debt and equity.
Debt holders may want the firm to play
safe to ensure the safety of their stake in
it. For this they may put some restrictive
covenants in the loan agreement restrict-
ing the freedom of the shareholders to pursue some risky ven-
tures. On the other hand, the shareholders in their endeavour
to maximise their wealth may be interested in exploring some
new and more profitable, though somewhat riskier business op-
portunities.

Similarly different functions see an organization differently.
The marketing function of a firm may want to reduce the price
and improve the quality of the product with the objective of
beating the competition though this may adversely affect the
profits. They may also want to have inordinately high levels of
inventory of finished products to ensure timely supply of prod-
ucts and to convert any unanticipated demand into sales. How-

The stakes of the
different stakeholders in
the firm vary and so do

their expectations from
the firm.

ever, such a high level of investment in
the inventory carries the risk of obsoles-
cence and may result in pile up of non-
moving inventory. Similarly, the pro-
duction function would want adequate
time to produce goods and plan procure-
ment activities, much to the discomfort of marketing function.
There are several objectives that are associated with the for-

profit firms. Some of the common ones are:

e Maximization of market share

e Maximization of profit/earnings

e Maximization of return on investment

e Achieving a specified service level

e Satisfying all stakeholders
Though all the stated objectives are valid and appealing, they
do not provide an unfailing framework for financial decision-
making. The aforesaid objectives suffer from the following limi-
tations:

The focus of different
functional areas in
organizations are at
variance with one
another.

1. they ignore view points of other sta-
Objective function of the

i ) keholders;
business should be in
; 2. they are too vague and are non-quan-
consonance with the .
tifiable;

interests of the multiple

stakeholders. - they do not take into account the

changing value of money with time.
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Due to these limitations the aforesaid objectives are not
acceptable as the overarching goal of the firms that have
multiple stakeholders with varied stakes. Various decisions of
finance, i.e., investment, financing, dividend, and working
capital need a guiding principle that serves the objectives of all
stakeholders and functions of an enterprise.

The only objective that seems to stand the rigorous test that
each decision is subjected to is the maximization of sharehold-
ers” wealth. Finance scholars, managers, and the society in gen-
eral are unanimous in the opinion that the sole objective of the
firm is to maximize the shareholders’ wealth. Let us view this
objective in some detail.

As stated earlier and depicted in Figure 1-2(b), there are many
stakeholders in the firm. A firm sells its products and/or ser-
vices, pays the suppliers of raw material,
pays wages and salaries to employees,
and then meets other expenses. Thereaf-
ter, it services the obligations towards
lenders by paying interest on borrowed
capital before generating profit. As a
good corporate citizen, it must also pay
taxes to the government. If any profit is
left, it goes to the shareholders. In a nutshell, although share-
holders are the owners, they are entitled to the residual profit
only. After meeting the commitments to all other stakeholders
they get the remaining. Shareholders’ claim cannot precede that
of any other stakeholders. The flow of benefits is depicted in
Figure 1-7. With maximization of residual as the objective of the
firm, it can safely be stated that all preceding commitments have
been satisfied adequately.

Despite the overwhelming evidence and the unfailing nature
of the objective, there are many critics of the goal of maximiza-
tion of sharcholders’ wealth. It may be argued by some that
shareholders being owners, managers, and controllers of the
firm serve their own interests by maximizing their wealth. The
objectives of other stakeholders are ignored. Instead, they may
argue that a balanced approach with respect to all stakeholders
would be better. However, it poses some practical problems of
defining the right balance because of inherent conflicts of inter-
ests among the various stakeholders. Maximization
of sharcholders’ wealth ensures that conflict, if any, must be
resolved in favour of real owner of the firm. Firms focusing on
the goal of wealth maximization ensure that they, in the process,
take care of the interest of all the stakeholders as the individual
goals of the varied stakeholders are in congruence with the goal
of wealth maximization.

The goal of wealth
maximization is widely
accepted as it
reconciles the varied,
often conflicting,
interest of the
stakeholders.

AGENCY COSTS AND CORPORATE
GOVERNANCE

I ——
The company form of business organization has emerged due
to the limitations of its preceding forms of businesses—sole
proprietorship and partnership—in terms of their capacity to
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raise capital, hire professionals to man-
age their operations, scale of operations,
and their legal status. Joint stock com-
pany is a form of business organization,
which is commonly referred to as a body
where the public is substantially inter-
ested. The stakeholders in a company are
multiple and their stakes are varied. This multiplicity of stake-
holders is on account of the following features of such firms:
e The ownership lies with the shareholders who are widely
scattered.
e Due to scattered interest, split between ownership and man-
agement makes management a key stakeholder.
e The large size and the wide impact makes the community at
large interested in the firms.
e Capital comprises borrowed funds too. Hence, lenders are
also stakeholders.
e These firms operate in a regulated environment. This makes
the government a stakeholder.

Figure 1-7 shows clearly the various stakeholders in pub-
licly-held firms. As it is evident from the figure, there are
multiple stakeholders with varied stakes (interests) in a typi-
cal firm. The multiplicity of stakeholders with varied stakes
and expectations leads to the pursuit of varied objectives
by different stakeholders in the firm. These objectives are
more often than not conflicting. To reconcile these conflict-
ing objectives, the overall goal of ‘for-profit’ firms is stated
as maximizing the wealth of the owners (maximizing the mar-
ket value of equity shares in case of firms that are listed on
stock exchanges). Pursuit of this all-encompassing goal by
the firm ensures that the interest of all the different stake-
holders is taken care of in the process as this wealth maximi-
zation as the goal of weath maximization is in congruence
with the objectives of the varied stakeholders. No firm can
bring about a sustained increase in the wealth of its owners
without taking care of the interest of its other stakeholders.
For example, deteriorating liquidity position of a firm makes
the lenders, current and prospective, apprehensive about its
creditworthiness, which eventually gets reflected in its share
prices and consequently the wealth of the shareholders. Simi-
larly, a firm that cannot retain its existing customers will
witness a decline in its sales and consequently the market
price of its shares.

The stakeholders in the
company form of
business organization
are multiple, their stakes
are varied and their
objectives are often
conflicting.

Agency Issues

Theoretically the goal of wealth maximization provides a com-
prehensive framework to resolve the conflict of interest between
the different stakeholders as it is consistent with the individual
interests and objectives of the varied stakeholders. However,
reality may be quite contrary to the theory. As per the theory,
there exists a principal-agent relationship between the share-
holders and the management, whereby the management is ex-
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Figure 1-7 Multiple stakeholders and their respective stakes

pected to manage the resources of the

Conflicting interest
between the varied
stakeholders particularly
the stockholders and the
management causes
agency problems.

firm in the best interest of shareholders.
However, contrary to the theory, as has
been witnessed in several real life cases,
the management instead of acting as an
arbitrator of the stakeholders and ‘the

agent of the stockholders has been found
to be acting in their own interest and trying to maximize their
own wealth. This brings forth the issue of agency problem and
the associated costs.

Agency problems occur on account of conflicts of interest
between sharcholders and management. Shareholders who are
the principal stakeholders, delegate deci-
sion rights to the manager to act in their
best interests. This implies a loss of ef-
fective control by shareholders over
managerial decisions. The cases of insider
trading, i.e., acquisition of shares by the
management in view of an impending
merger for which no information is avail-
able with the shareholders suggest agency problems. Similarly
the cases of companies such as Enron and Worldcom, where
the management in collusion with the auditors have been re-
sponsible for destruction of shareholders’ wealth suggest the
tendency of management to create an illusion of wealth creation
so that they are not dislodged from their positions. Under the
guise of shareholders’ wealth maximization, management have
been pursuing the agenda of self-aggrandizement, that too at
the cost of erosion in the shareholders’ wealth. In such a sce-
nario, which emerges on account of conflicting stakes and inter-
ests of the multiple stakeholders, particularly the management
and the stockholders, some kind of control on management be-
comes imperative. All such control mechanisms entail costs that
are termed as agency cost.

To resolve the agency
problems, monitoring
and control mechanisms
become imperative.
Such mechanisms entail
costs that are termed
as agency costs.

Agency cost is a type of internal cost that arises from, or
must be paid to, an agent acting on behalf of a principal. They
arise-on account of agency problems such as conflict of interest
between various stakeholders such as management and share-
holders, lenders and shareholders, etc. Such costs are inevitable
within an organization whenever the prin-
cipals are not completely in command
such as the company form of business
organization where the principal (the
shareholders) put in their resources in the
business but the resources are in control
of the agent (the management). Such
costs can either take the form of incen-
tives to the management such as bonuses, profit sharing, stock
options, etc., which align the interests of the agent with the
principal or they can be incurred on monitoring and control
such as audit fees, credit rating fees, etc. Such costs have their
major financial implications from the perspective of sharehold-
ers’ wealth. Irrespective of who pays such costs, they are even-
tually borne by the stockholders as the other stakeholders would
always build these costs in the returns they expect from the
firm. Thus, such costs eat into the wealth of the shareholders.

Agency costs take the
form of either incentives
to management like
bonuses, stock options
or monitoring and control
costs like audit fees,
credit rating fees, efc.

Corporate Governance

Another mechanism to ensure that the affairs of the firm are
being managed in the best interests of the shareholders is the
system of effective corporate governance. Corporate governance
refers to the set of rules, processes, and customs that affect the
manner in which an organization is administered. As discussed,
the need of corporate governance emerges on account of diver-
gence of interest, particularly between the owners (principal)
and the management (agent). The essence of corporate
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governance is on improving the trust be-
tween the principal and the agent
through increased transparency and bet-
ter management conduct. This is brought
about by introducing certain procedures,
mechanisms, and guidelines that reinforce
the accountability of management to-
wards the shareholders.

Corporate governance rests upon the four pillars of transpar-
ency, full disclosure, independent monitoring, and fairness to
all the stakeholders, especially to minority shareholders.

The mechanisms of corporate governance controls are:

1. Disclosure of certain crucial information that is consid-
ered important from the viewpoint of transparent gov-
ernance of the company. Such information is disclosed
not only for listing purpose, it is also disclosed on a
quarterly basis to Securities Exchange Board of India
(SEBI), a regulatory body safeguarding the interests of
shareholders in listed companies in India. Also, it is
included in the annual report for the purpose of report-
ing. The information includes—composition of board in
terms of executive and non-executive members; details
of meetings attended by each of the board member;
disclosure of board level committees such as audit com-
mittee, remuneration committee, etc.; remuneration paid
to the members of the board; details of related party
transactions etc.

2. Monitoring by the board of directors

3. Restrictive covenants in the debt contracts

4. Regulations by Government, regulatory authorities such as
SEBI (clause 49 of listing agreement issued by SEBI.)

5. Threat of takeover

6. Media’s pressure

Set of rules, processes,
and customs that enable
effective management
of the firms in the
best interests

of the shareholders

are termed as
corporate governance.
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The issue of corporate governance has been discussed in detail
in Chapter 10 of the book.

FINANCIAL MANAGEMENT AND
ACCOUNTING

Financial management is a decision function that is related to
both financial accounting and management accounting. Finan-
cial management shares a symbiotic relationship with financial
accounting and management accounting as it affects and gets
affected by the financial and management accounting statements.

On one hand, financial management
becomes an input function for the pur-
pose of financial reporting that is done
by financial and management accounting.
What gets reflected in the different ac-
counting statements is an outcome of
firm’s financial management. For example, the firm’s performance
in terms of its finance and investment functions is reflected in
the firm’s profit and loss account and the analysis of various
statements.

On ‘the other hand, financial management depends on the
inputs-provided by the financial statements such as profit and
loss account and balance sheet and the
different management accounting state-
ments such as budgets, cost statements,
etc. The information provided by differ-
ent financial and management account-
ing statements facilitates the process of
financial decision-making and thereby
leads to better financial management and
control. The relationship that exists is that of mutual interde-
pendence as reflected in Figure 1-8.

Financial management
is intricately

related to financial
and management
accounting.

The accounting
information provides
inputs for financial
decision making.
Financial decisions in
tum get reflected in the
accounting statements.

A

Y

Recording and
reporting of decisions
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used in financial
decisions

Y $

Financial
accounting

Financial management

A

Y

Financial decisions
analysed to facilitate
future decision-
making

Information, tools,
and techniques
to facilitate
financial decisions
A \4
| Management

accounting

Figure 1-8 Relationship between financial accounting, management accounting, and

financial management
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FINANCIAL OBJECTIVES AND
ORGANIZATIONAL STRATEGY

Organizational strategy refers to a course of action designed to
achieve a specific organizational goal. Given the organizational
goal to be achieved, the strategy indi-
cates how to reach there and where to
get the resources from. Thus, it includes
a detailed planning of structure, pro-
cesses, and resources. It is in the light of
this organizational or corporate strategy that the objectives of
the other functional areas are decided. All the functional strate-
gies such as marketing, finance, and human resources are for-
mulated to reinforce the organizational strategy. Figure 1-9
explains this relationship.

A firm’s financial objectives and its financial strategy are guided
by its corporate strategy. An expansionary corporate strategy will
find its reflection in different finance functions too. The focus of

Financial objectives of
firms depend on their
overall organizational
strategy.

investment function, in such a case, would be on expanding the
physical capacity to handle the increased level of activity. Financ-
ing decisions in such a situation would focus on raising the re-
quired financial resources to support such expansion plans. Even
the dividend policy of the firm with expansion strategy would
normally be of a low payout. Similarly, if the organizational strat-
egy is that of cost cutting, the finance function through the
means of financial decision-making would reinforce this focus.
On such occasions, the firm is likely to follow the techniques
such as capital rationing and capital restructuring to cut down
the costs. The working capital decisions of the firm would also
reflect the overall corporate strategy. An expansionary strategy
is normally accompanied with the tying up of additional re-
sources in the different components of working capital such as
inventory, receivables, etc. On-the other hand the emphasis,
during the contraction phase, is on unlocking the additional
funds that may be blocked in the working capital.

Organizational

goal

l

Organizational/corporate
strategy

l

Functional objectives

}

4

Functional strategies

y

Marketing
strategy

Finance
strategy

Y

Production
strategy

Human resource
strategy

Figure 1-9 Relationship between financial objectives and organizational strategy

The term ‘financial management’ has emerged from the generic
discipline of management and is concerned with the optimal utilization
of financial resources. The finance department through the process of
financial decision-making optimizes the organizational resources to-
wards an objective function. In case of a for-profit business, this ob-
jective function is spelt out as shareholders’ wealth maximization.
The role of finance function is of immense significance to the orga-
nization as it is the finance function that provides a common denomina-
tor to the varied functions and stakeholders in an organization. By

arriving at financial decisions, that are in consonance with the interests
of varied stakeholders and functional areas in an organization, finance
function reconciles the conflicting interests of the varied stakeholders.
The thrust of financial decision-making is on procurement of funds and
their optimal utilization. This is done through four key decision areas in
finance—investment decisions, financing decisions, dividend decisions,
and working capital decisions.

Investment decisions are about maximizing the shareholders’
wealth by sensibly putting the resources in such avenues that give
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a return in excess of the cost incurred on operating and financing
such resources. Such decisions are alternatively referred to as
capital budgeting decisions.

Financing decisions are concerned with the procurement of the
required amount of funds at the right time on most convenient terms.
By tapping the funds most economically and by maintaining the right
blend of the debt and equity and short- and long-term sources, the
returns are enhanced while the risk is minimized.

The decision as to what portion of profits to distribute to equity
shareholders and how much to plough back for future financing
needs of business is known as dividend decision. Dividend policy
is concerned with rate of dividends and the method of dividend
payment. The payout ratio is decided in light of its likely impact on
shareholders’ wealth.

Working capital decisions are related to the management of cur-
rent assets. The two key decision points in working capital manage-
ment are—level of investment in current assets and financing of
such assets.

The four key decision areas in finance are the part of an inte-

grated decision-making framework in finance. They are directly linked
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to each other and reinforce each other. Also, each one has a
common objective function—shareholders’ wealth maximization.

The goal of wealth maximization is the widely accepted goal of
the business as it reconciles the varied, often conflicting, interests of
the stakeholders. Also, it is free from the limitations that other objec-
tives are faced with.

The company form of business organization has multiple
stakeholders who have varied stakes and divergent expecta-
tions. This leads to pursuit of varied objectives by different stake-
holders in the firm. These objectives are more often than not
conflicting. This causes agency problems. To resolve the con-
flicting interests of diverse stakeholders, firms have to incur cer-
tain costs that are termed as agency costs. Corporate governance
system is another mechanism used to resolve the problem of
conflicting interests of thestakeholders. The corporate gover-
nance framework should.ensure the accountability of the com-
pany to its stakeholders and board, and management of the
company to its shareholders.

Key TERMS

Firm Any business entity, large or small, privately run or publicly
traded. It could be engaged in any kind of operation—manufactur-
ing, retailing, or service. In the context of corporate finance, it.nor-
mally connotes company form of business organization.

Restrictive covenants  Restrictive conditions imposed by the lend-

Shareholder Any individual, company, or institution that has frac-
tional ownership in a company. They have a potential to profits if the
company does well, but to loss if the company does poorly.

Stakeholders Al parties that have an interest, financial or otherwise,
in a firm. The various stakeholders in a typical firm are—sharehold-

ers on certain corporate decisions to safeguard their stakes in
the firm. Examples include restriction on declaration of dividends
or restriction on further issue of debt, etc.

Concept Review Questions

1. Discuss the nature and the scope of financial management.

2. What is the role of finance function in an organization?

3. What are the key decision areas in finance? Discuss the key
decision points of each area.

4. What is the objective function in financial management?

5. The multiplicity of stakeholders in a firm causes the conflict of
interests. Comment.

6. How is financial management related to financial accounting and
management accounting?

7. Discuss the relationship that exists between financial objectives
and organizational strategy.

Critical Thinking Questions

1. Finance function performs facilitatory, reconciliatory, and control
functions in an organization. Discuss.

EXERCISES

ers, creditors, bondholders, employees, customers, management,
community, and the government.

2. Key decisions in financial management are a part of an integrated
decision framework. Discuss.

3. The pursuit of wealth maximization as the overall goal of the busi-
ness reconciles the conflicting interests of the varied stakeholders.
Elaborate.

4. Agency conflicts are the direct outcome of the multiplicity of stake-
holders in a firm and their resolution lies in the convergence of the
interests of varied stakeholders. Analyse.

Practical Assignments

1. Go through the annual report of a firm of your choice and find out
what does it state with respect to the four decision areas of financial
management discussed in the chapter. Note down the critical points
that emerge in this context as they will form the basis of further
discussion in the course. (Management discussion and analysis
and the Directors’ report sections of the report may be of special
relevance in this regard.)
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2. Go back again to the annual report that you have selected and
see what reporting has the company made under the heading
corporate governance. Now find out what clause 49 issued by
SEBI says with respect to corporate governance. See whether
the issues mentioned therein have been covered in the corporate

CASE STUDY

governance disclosure. Note down the issues that emerge with
respect to corporate governance and relate to the discussion on
multiplicity of stakeholders, particularly the conflict of interest be-
tween owners and managers.

Financial Management at Hero Honda Motors Ltd*

Background

Hero Honda Motors Limited came into existence on 19 January
1984. The company was formed by creating a joint venture between
Hero Group and the Honda Motor Company of Japan. Owned by
Hero (Munjal) Group, the company’s current Chairman is Mr Brij
Mohan Lal Munjal and Mr Pawan Kant Munjal is its Managing
Director. The promoters of the company hold approximately 29% of
the equity shares and the Indian public holds 9% of the total shares,
while the institutional investors hold about 35%.

The company produces motorcycles and scooters. Some of
the brand names of its products are Achiever, Karizma, CBZ,
Splendor, Super Splendor, Splendor Plus, Glamour, Passion,
Passion Plus, CD Deluxe, CD 100 SS, Sleek, and CD Dawn. The
company also manufactures the spare parts of these two wheelers.
Besides, the company provides mobile after-sales service to its
existing customers. The company has two plants located in'Haryana,
one at Dharuhera and the other at Gurgaon. In a little over two
decades, it has emerged as the world's largest manufacturer of
bicycles and a global leader in motorcycles. The company has
sold over 15 million motorcycles and has consistently grown at
double digits since its inception and today, every second motorcycle
sold in the country is a Hero Honda. Hero Honda is a world leader
because of its excellent manpower, proven management, extensive
dealer network, efficient supply chain, and world-class products with
cutting edge technology from Honda Motor Company, Japan.

Progressively through the 1980s, the 1990s, and now in the
2000s, Hero Honda has relied on 3 R's—reach, research, and
reliability as its basic building blocks. Using feedback from the
market, a fully-equipped R&D centre has consistently created best

*The case study has been developed based on the information col-
lected from the annual reports, managerial discussions and analyses,
and other information available at the company’s official website,
besides the various secondary sources of information including re-
ports, new items, etc. Some of the views expressed in the case study
may not be in conformity with the official viewpoint. The purpose
of the case study is to enable the reader to see the application of
specific concepts discussed in the chapter and not to illustrate either
effective or ineffective handling of an administrative situation.

practices in designing, testing, and harmonization, besides placing
strong emphasis on road safety and ride quality. This emphasis has
helped Hero Honda build products that are ahead of their time. Hero
Honda became the first company in‘India to prove that it was possible
to drive a vehicle without polluting the roads. The company introduced
new generation motorcycles that set industry benchmarks for fuel
thrift and low emission.

Financing Policy

The company has been a debt-free company for the last five years.
The unsecured loan of 3186 crore from the state govermment of Haryana
on account of sales tax deferment is interest-free and has no holding
costs. The company has been meeting its expansion and growth needs
from its internal sources of financing. The financing mix of the company
for the past six years has been as follows (Table A):

Table A Financing mix of Hero Honda

Time Debt-equity ratio
March 2001 0.11
March 2002 0.17
March 2003 0.16
March 2004 0.15
March 2005 0.15
March 2006 0.09

The financing mix of the closest competitor, Bajaj Auto Ltd, stood
as follows (Table B):

Table B Financing mix of Bajaj Auto Ltd

Time Debt-equity ratio
March 2003 0.25
March 2004 027
March 2005 0.29
March 2006 0.30
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Performance

The executive summary of Hero Honda Ltd is as follows (Table C):
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Table C  Executive Summary of Hero Honda

(T in crores)

March 2001 March 2002 March 2003 March 2004 March 2005 March 2006
Net sales 3171.22 4466.48 5097.95 5833.01 7419.86 8708.13
Other income 10.63 47.21 2325 53.60 44,05 75.81
Cost of production 2581.28 346347 3922.35 4502.45 5842.09 6878.70
PBDIT 459.55 750.01 903.65 1054.60 1227.21 1438.05
PBDT 424 45 717.09 878.83 1031.65 1209.45 142247
PBT 380.18 666.08 81544 958.32 1120.07 1307.85
PAT 250.10 43463 511.64 614.18 713.29 866.95
Gross fixed assets 614.66 704.52 780.88 901.45 1074.73 1421.54
Current assets 663.83 536.46 1666.57 2068.80 25771.72 2850.92
Net worth 608.99 675.54 860.33 1138.81 1493.38 2009.33
Equity capital 39.94 39.94 39.94 39.94 39.94 39.94
Long term borrowings 66.48 116.44 134.28 174.70 201.76 185.78
Capital employed 67547 791.98 994.61 1313.51 1695.14 2195.11
Current liabilities & provisions 460.12 880.21 1116.21 1260.05 150047 1562.80
Total assets/liabilities 112547 1733.34 2176.67 2652.08 3294.68 3875.07
Growth (%)
Gross sales 40.97 40.75 14.22 32.24 2742 17.32
Cost of production 4161 3418 13.25 14.79 29.75 17.74
PBDIT 34.19 63.21 20.49 16.70 16.37 1718
PAT 35.66 73.78 17.72 20.04 16.14 2154
GFA 2245 14.62 9.30 13.95 19.09 29.27
Total assets 33.26 54.01 2558 21.84 24,23 17.62
Profitability Ratios (%)
PAT/sales 787 972 10.02 9.09 829 8.59
PAT/net worth 4752 67.67 66.63 6144 54.20 49.50
PAT/total assets 25.39 3041 26.17 2544 23.99 24.18
PAT/capital employed 4275 59.24 57.28 5322 4742 4457

Investment Policy

The company keeps on increasing the production capacity from time to
time to cope up with the rising demand. During the year 2005-06, the
company added %399 crore in fixed assets to expand the manufacturing
capacity. The production capacity of Gurgaon plant was increased from
5,000 to 6,500 units a day in the previous year. To tap the increasing
demand for the motorbikes, the company decided to carry the process
of expansion further and increase the capacity at the Dharuhera plant to
6,500 units by the fall of 2006. This would take the installed capacity to
roll out 13,000 units a day. This capacity expansion will take care of the
growing demand in the short run. The company is in the process of
setting up a third plant to take care of the demand in the medium-term as
it would also enable the company to realize its mandate of becoming a
global scale and world-class manufacturer. A state-of-the-art
manufacturing plant with an investment of ¥400 crore to be operational
by mid-2007 at Haridwar with an initial production capacity of 5,00,000
is proposed. Besides, the company, in order to improve its efficiency
and to cut down the cost, has made investment in augmenting its welding
capacity. The company has also invested in technology that will help in
localizing the production of gear boxes. By 2010, Hero Honda and its
ancillaries will invest 1,900 crore in the new plant, achieving a capacity
expansion to 15 lakh units, thereby enabling the company to cater to
future market demand and consolidate its market leadership.

Working Capital

The company has already endeavoured to set benchmarks in its
working capital management and has continued to operate on negative
working capital for the past several years. The continued focus on
working capital has helped the company to enhance cash flows
through better management of inventory, receivables, and payables.
As a part of cost rationalization drive, the company has aggressively
availed cash discount from its vendors by making the payments
before due date. This has not only helped to improve its operating
margins but has also allowed it to deploy the surplus funds in its core
business operations. The tight monitoring and control of the working
capital components has been the main source of satisfactory working
capital management, which is reflected in the following figures:

Table D  Working capital management and liquidity ratios

2004-05 2005-06
Inventory period (days) 11.30 10.50
Operating cycle (days) 14.00 14.90
Cash cycle (days) -33.00 -23.90
Current ratio 053 0.74
Acid-test ratio 0.34 0.54

© Oxford University Press. All rights reserved.




18 Financial Management

The company has made sustained efforts to prune manufacturing
variable costs over the years through the process of localization and
process improvement. To a large extent, these costs have been
controlled and the cost per vehicle came down from I837 to I353
in March 2005. However, due to sharp increase in the cost of
electricity and its erratic supply, the declining trend in the variable
manufacturing costs was reversed in 2005-06. To address this
problem, the company has commissioned HFO-based generator
sets at each of its facilities. In the coming months and years, these
measures will help Hero Honda to prune its material and
manufacturing costs substantially.

As 60-70% of the revenue of the company is made up of material
costs, vendor management is a critical factor. To improve plant efficiency
and inventory turns, the company has extended Just-In-Time (JIT)
beyond the shop floor. An online vendor connectivity programme has
been implemented and extended to 94 vendors from 46 in the previous
year. As a result, the company has been able to access 70% of the
materials (in value terms) by maintaining zero inventory. For the balance,
the average inventory period is about 34 days. The cost of raw materials

as a percentage of total sales decreased from 70.1% in 2004-05 to
69.5% in 2005-06 primarily due to favourable changes in sales mix and
continued focus on cost rationalization. To rationalize the supply chain
further, the company is now switching to system purchases and also
looking at the possibilities for global procurements. The working capital
performance of Hero Honda Motors Ltd. is given in Table E.

Compared to the company, the working capital cycle of the other
firms in the automobile sector was as follows:

Dividend

The company has been continuing with a liberal dividend policy during
the past few years. The company believes that the shareholders should
benefit appropriately from the company’s continued success consis-
tently. The company is extremely-conscious about the efficient use of
capital employed and has always endeavoured to earn a return higher
than the cost. Further, after giving due consideration to the cash gener-
ating capacity, expected. capital needs of the business and strategic
considerations, the board has recommended a dividend of 1000% for
the third year in succession.

Table E  Working capital performance of Hero Honda Motors Ltd

March March March March March March
2001 2002 2003 2004 2005 2006
Working Capital (3 in crore) 20371 | -343.75 550.36 808.75 1077.25 1284.57
Average current assets (3 in crore) 488.89 600.14 1101.51 1867.68 2323.26 2714.32
Avg. days of debtors 4 5 8 5 2 4
Avg. days of creditors 31 2 35 2 40 2
Gross working capital cycle (days) 3 2 2 2 16 17
Net working capital cycle'(days) 2 -5 7 -2 24 -15
Liquidity ratios (times)
Current ratio 144 0.61 149 1.64 1.72 1.82
Quick ratio 0.18 0.25 1.21 1.30 142 1.52
Interest cover 11.83 2123 33.85 42.76 64.07 84.94
Table F Working capital cycle of automobile companies
2004 2005 2006
Company Gross working | Net working | Gross working | Net working Gross working | Net working
Name capital cycle capital cycle | capital cycle | capital cycle | capital cycle | capital cycle
(in days)
Bajaj Auto 30.38 -15.43 2418 -18.76 14.24 -10.56
Maharashtra Scooters 69.49 -74.21 7840 -72.33 108.66 -63.08
TVS Motors 39.31 -11.93 38.71 -14.23 4230 -11.01
Yamaha 113.16 50.38 85.01 44.85 94.29 54.45
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Table G Dividend payout by Hero Honda

Year Dividends | Retained Total Dividend
(Tin crore) | earnings | Dividend Rate | per share
(T in crore) | (in percentage) (inX)
March 2001 66.01 180.86 150 NA
March 2002 349.67 113.26 850 17
March 2003 40549 175.27 900 18
March 2004 450.54 27778 1000 20
March 2005 455.90 354.57 1000 20
March 2006 455.39 515.95 1000 2

The dividend payout by Bajaj Auto Ltd during past four years was

as follows:
Year Dividends per share Payout ratio
(in <) (%)
March 2003 14.00 2968
March 2004 2500 38.64
March 2005 25.00 39.55
March 2006 40.00 41.89
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The adjusted closing prices of shares of Hero Honda Motors Ltd
were as follows:

Year Share Price (in T)
March 2001 140.35
March 2002 333.70
March 2003 188.40
March 2004 490.45
March 2005 548.15
March 2006 888.30
Discuss
1. Is the financing policy of Hero Honda Motors satisfactory? How

2.

is the unlevered capital structure of the firm justified?

What are the factors that are favouring a zero debt capital for the
company? Is it always beneficial to have a low debt in the capital
structure?

Is investment policy driving the growth of the firm? What are the
key issues that the investment policy of the company is trying to
address?

. Are you satisfied with the working capital management of the

company? Give reasons.
Is the dividend policy of the firm appropriate? What factors deter-
mine the existing dividend policy of the firm?
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