-
STUDY MATERIAL

PROFESSIONAL PROGRAMME

FINANCIAL TREASURY
AND FOREX

MANAGEMENT

MODULE 2
PAPER 5

“}S' THE INSTITUTE OF _
Company Secretaries of India

IN PURSUIT OF PROFESSIONAL EXCELLENCE
Statutory body under an Act of Parliament

ICSI House, 22, Institutional Area, Lodi Road, New Delhi 110 003
tel 011-4534 1000, 4150 4444 fax +91-11-2462 6727
email info@icsi.edu website www.icsi.edu



© THE INSTITUTE OF COMPANY SECRETARIES OF INDIA

TIMING OF HEADQUARTERS

Monday to Friday
Office Timings — 9.00 A.M. to 5.30 P.M.

Public Dealing Timings
Without financial transactions — 9.30 A.M. to 5.00 P.M.
With financial transactions — 9.30 A.M. to 4.00 P.M.

Phones
41504444, 45341000

Fax
011-24626727

Website

www.icsi.edu

E-mail

info@icsi.edu

Laser Typesetting by AArushi Graphics, Prashant Vihar, New Delhi, and
Printed at MP Printers



|
FINANCIAL, TREASURY AND FOREX MANAGEMENT

The company secretaries by virtue of their expertise in the corporate laws and procedure are in eminently
suitable position to:

(a) Presentto the Board of Directors, the financial, legal and personnel aspects of modernisation, expansion,
diversification of the existing projects of new projects;

(b) Obtain the decision from the Board; and
(c) Interact effectively with the financial institutions in the process of procuring the finance.

The legal aspects of finance are becoming increasingly important and a Company Secretary is expected to
successfully and effectively handle, amongst other things, important aspects such as management of public
issues, syndication of loans, obtaining project approvals, raising of finance through public deposits and debentures
or bonds etc. All these essentials require expert knowledge of diverse and complex procedures involved. Realising
that the services of a Company Secretary could be of immense use in this important area, it was thought
necessary to include this paper with a view to equip the students with the requisite fundamentals of the Financial
Management.

It has been the endeavour to provide a blend of theoretical concepts and practical orientation. Topics, such as,
raising finance from financial institutions, dividend policies, etc. requiring legal expertise and procedural knowledge
have been written with a legal bias. Topics such as, project appraisal, financial planning, portfolio management
and securities analysis, working capital management and capital budgeting decisions, treasury management,
forex management, commodity exchange and derivatives have been written keeping in view the financial
management principles and the practical utility. Ample number of practical problems and case studies have
been added to aid the student in their learning process.

Though efforts have been made to provide a self-contained study material yet it may require regular
supplementation as the subject is of a dynamic and fast changing nature. Students are advised to update their
knowledge continuously by reading economic dailies, financial magazines and journal and other relevant literature
including reference and suggested readings on the subject. Students are expected to learn the art of applying
the principles of financial management to real business situations and for this case studies in the area of finance
would prove to be of immense use.

The legislative changes made upto June 30, 2017 have been incorporated in the study material. However, it
may so happen that some developments might have taken place during the printing of the study material and its
supply to the students. The students are therefore, advised to refer to the e-bulletin and other publications for
updation of the study material.

Although care has been taken in publishing this study material, yet the possibility of errors, omissions and/or
discrepancies cannot be ruled out. This publication is released with an understanding that the Institute shall not
be responsible for any errors, omissions and/or discrepancies or any action taken in that behalf.

Should there be any discrepancy, error or omission noted in the study material, the Institute shall be obliged if
the same are brought to its notice for issue of corrigendum in the Student Company Secretary e-bulletin. In the
event of any doubt, students may write to the Directorate of Professional Development, Perspective Planning
and studies in the Institute for clarification at academics@icsi.edu.
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Lesson 1

Nature, Significance and Scope of
Financial Management

LESSON OUTLINE

— Introduction

— Nature, Significance, Objectives and
Scope (Traditional, Modern and
Transitional Approach)

— Risk-Return and Value of the Firm

— Financial Distress and Insolvency

— Financial Sector Reforms and their Impact

— Functions of Finance Executive in an
Organisation

— LESSON ROUND UP

— SELF TEST QUESTIONS

LEARNING OBJECTIVES

Finance management means the management
of finance of a business or organization in order
to achieve financial objectives. In an
organization the key objectives of financial
management would be to create wealth for
business, generate cash and gain maximum
profits from the investments of the business
considering the risks involved.

Good financial management is very important for
an organisation. It brings economic growth and
development through investments, financing, and
dividend and risk management decision which
help companies to undertake better projects.
Lack of financial management in business will
lead to losses and closure of business.

The object of the study is to enable the students
understand —

— Nature, Significance, and Scope of
Financial Management

— Financial Management Decision-
Investment, Financial and Dividend

— Decision Making Process
— Objective of Financial Management

— Economic Value Added — real growth of
the organization

— Liquidity and Profitability
— Financial Distress and Insolvency
— Role and Function of Financial Executive

— Financial Sector Reforms-Role and
Function in an economy

If you want to rear financial blessings, you have to sow financially.

Joel Osteen

Thoughtful financial planning can easily take a backseat to daily life.

Suze Orman
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MEANING OF FINANCE

Finance may be defined as the art and science of managing money. It includes financial service and financial
instruments. Finance is also referred as the provision of money at the time when it is needed. Finance function
is the procurement of funds and their effective utilization in business concerns.

The concept of finance includes capital, funds, money, and amount. But each word is having unique meaning.
Studying and understanding the concept of finance become an important part of the business concern.

DEFINITION OF FINANCE

Webster’s Ninth New Collegiate Dictionary defines finance as ‘the Science on study of the management of
funds’ and the management of fund as the system that includes the circulation of money, the granting of credit,
the making of investments, and the provision of banking facilities.

DEFINITION OF BUSINESS FINANCE

According to the Wheeler, “Business finance is that business activity which concerns with the acquisition and
conversation of capital funds in meeting financial needs and overall objectives of a business enterprise”. According
to the Guthumann and Dougall, “Business finance can broadly be defined as the activity concerned with
planning, raising, controlling, administering of the funds used in the business”.

In the words of Parhter and Wert, “Business finance deals primarily with raising, administering and disbursing
funds by privately owned business units operating in nonfinancial fields of industry”.

Corporate finance is concerned with budgeting, financial forecasting, cash management, credit administration,
investment analysis and fund procurement of the business concern and the business concern needs to adopt
modern technology and application suitable to the global environment.

DEFINITION OF FINANCIAL MANAGEMENT

Financial management is an integral part of overall management. It is concerned with the duties of the financial
managers in the business firm. The term financial management has been defined by Solomon, “It is concerned
with the efficient use of an important economic resource namely, capital funds”.

Howard and Upton : Financial management “as an application of general managerial principles to the area of
financial decision-making.

Weston and Brigham : Financial management “is an area of financial decision-making, harmonizing individual
motives and enterprise goals”.

Joseph and Massie : Financial management “is the operational activity of a business that is responsible for
obtaining and effectively utilizing the funds necessary for efficient operations.

Thus, Financial management is mainly concerned with the effective funds management in the business. In
simple words, Financial management as practiced by business firms can be called as Corporate Finance or
Business Finance.

NATURE, SIGNIFICANCE AND SCOPE OF FINANCIAL MANAGEMENT

In modern times, we cannot imagine a world without the use of money. In fact, money is the life-blood of the
present day world and all our economic activities are carried out through the use of money. For carrying on
business we need resources which are pooled in terms of money. It is used for obtaining physical resources,
carrying out productive activities and business operations affect sales and pay compensation to suppliers of
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resources, physical as well as monetary. Hence financial management is considered as an organic function of
a business and has rightly become an important one.

A group of experts defines Financial Management as simply the task of providing funds needed by the business
or enterprise on terms that are most favourable in the light of its objectives. The approach, thus, is concerned
almost exclusively with the procurement of funds and could be widened to include instruments, institutions and
practices through which to raise funds. It also covers the legal and accounting relationship between a company
and its sources of funds. Financial Management is certainly broader than procurement of funds and there are
other functions and decisions too.

Other set of experts assume that finance is concerned with cash. Since every business transaction involves
cash directly or indirectly, finance may be assumed to be concerned with everything that takes place in the
conduct of a business. Obviously, it is too broad.

The third set of people whose point of view has been widely accepted considers Financial Management as
procurement of funds and their effective utilisations in the business; though there are other organisations like
schools, associations, government agencies etc., where funds are procured and used. Financial Management
has not only to see that funds can be raised for installing plant and machinery at a cost; but it has also to see that
additional profits adequately compensate for the costs and risks borne by the business while setting up the
project.

Thus from the point of view of a corporate unit, financial management is related not only to ‘fund-raising’ but
encompasses wider perspective of managing the finances for the company efficiently. In the developed state of
a capital market, raising funds is not a problem; the real problem is to put the capital resources to efficient use
through effective financial planning, financial organisation and financial control and to deal with tasks like ensuring
the availability of funds, allocating them for different uses, managing them, investing funds, controlling costs,
forecasting financial requirements, doing profit planning and estimating rate of return on investment and
assessment of working capital etc.

Financial Management, to be more precise, is, thus concerned with investment, financing and dividend decisions
in relation to objectives of the company. Such decisions have to take care of the interests of the shareholders.
They are upheld by maximisation of shareholders’ wealth which depends upon increase in the net worth capital
invested in the business plus ploughed back profits for growth and prosperity of the company. It is for such
reasons that the market is prepared to pay a lower or higher price for the shares of some company or the other.
Nature of Financial Management therefore can be judged by the study of the nature of investment decisions,
nature of financing decisions and the nature of dividend decisions.

INVESTMENT DECISIONS

Investment ordinarily means utilisation of money for profits or returns. This could be done by creating physical
assets with the money and carrying on business or purchasing shares or debentures of a company or sometimes,
though erroneously, purchasing a consumer durable like building. In an economy, money flows from one type of
business to another depending upon profits expected or in a capital market securities of a concern are purchased
or sold in the expectation of higher or lower profits or gains. However within a firm, a finance manager decides
that in which activity resources of the firm are to be channelised, and more important who should be entrusted
with the financing decisions. A marketing manager may like to have a new show room, a production manager a
new lathe and a personnel manager higher wages for labour, which may lead to regular and efficient production.
Over and above, the top management may like to enter an entirely new area of production like a textile company
entering electronics. All these are the ventures which are likely to increase profits. But resources are limited.
Hence, the problem of accepting one proposal and leaving other.

Capital budgeting is a major aspect of investment decision making process. Investment decisions and capital
budgeting are considered as synonymous in the business world. Investment decisions are concerned with the
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question whether adding to capital assets today will increase the revenue of tomorrow to cover costs. Thus
investment decisions are commitments of monetary resources at different times in expectation of economic
returns in future. Choice is required to be made amongst available resources and avenues for investment. As
such investment decisions are concerned with the choice of acquiring real assets, over the time period, in a
productive process. In making such a choice consideration of certain aspects is essential viz., need for investment,
factors affecting decisions, criteria for evaluating investment decisions and selection of a particular alternative
from amongst the various options available.

Investment decisions have, thus, become the most important area in the decision making process of a company.
Such decisions are essentially made after evaluating the different proposals with reference to growth and
profitability projections of the company. The choice helps achieve the long term objectives of the company i.e.,
survival and growth, preserving market share of its products and retaining leadership in its production activity.
The company likes to avail of the economic opportunity for which investment decisions are taken viz., (1) expansion
of the productive process to meet the existing excessive demand in local market, exploit the global market, and
to avail of the advantages and economies of the expanded scale of production. (2) replacement of an existing
asset, plant and machinery or building, necessary for taking advantages of technological innovations, minimising
cost of production by replacing obsolete and worn out plants, increasing efficiency of labour, etc. (3) The choice
of equipment establishes the need for investment decisions based on the question of quality and latest technology.
(4) Re-allocation of capital is another area of investment, to ensure asset allocation in tune with the production
policy. (5) Mergers, acquisitions, re-organisations and rehabilitation are all concerned with economic and financial
involvement and are governed by investment decisions.

Thus, investment decisions encompass wide and complex matters involving the following areas:
— capital budgeting
— cost of capital
— measuring risk
— management of liquidity and current assets
— expansion and contraction involving business failure and re-organisations
— buy or hire or lease an asset.

Factors affecting investment decisions are essentially the ingredients of investment decisions. Capital is a scarce
resource and its supply cost is very high. Optimal investment decisions need to be made taking into consideration
such factors as are given below viz. (1) Estimation of capital outlays and the future earnings of the proposed
project focusing on the task of value engineering and market forecasting; (2) availability of capital and
considerations of cost of capital focusing attention on financial analysis; and (3) a set of standards by which to
select a project for implementation and maximising returns therefrom focusing attention on logic and arithmetic.

FINANCING DECISIONS

Financing decision is the next step in financial management for executing the investment decision once taken.
Alook at the balance-sheet of a sample company indicates that it obtains finances from shareholders ? ordinary
or preference, debentureholders on long-term basis, financial institutions as long-term loans, banks and others
as short-term loans and the like. There are variations in the provisions governing the issue of preference shares,
debentures, loan papers, etc. Financing decisions are concerned with the determination of how much funds to
procure from amongst the various avenues available i.e. the financing mix or capital structure. Efforts are made
to obtain an optimal financing mix for a particular company. This necessitates study of the capital structure as
also the short and intermediate term financing plans of the company.

In more advanced companies, financing decision today, has become fully integrated with top-management
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policy formulation via capital budgeting, long-range planning, evaluation of alternate uses of funds, and
establishment of measurable standards of performance in financial terms.

Financial decision making is concerned more and more with the questions as to how cost of funds be measured,
proposals for capital using projects be evaluated, or how far the financing policy influences cost of capital or
should corporate funds be committed to or withheld from certain purposes and how the expected returns on
projects be measured.

Optimal use of funds has become a new concern of financing decisions and top managements in corporate
sector are more concerned with planning the sources and uses of funds and measuring performance. New
measurement techniques, utilising computers, have facilitated efficient capital allocation through financing
decisions.

Application of computers, in the area of financial management has made it possible to handle a large
number of operations particularly of repetitive nature. Ranging from routine record-keeping activities like
accounting, computers are now being used in inventory management, budgeting, capital investment
decisions, evaluating uncertainties in decision making, cost estimation, information analysis, security analysis,
etc. Processing of accounting data including general ledger information and trial balance and preparing
income statement and balance sheet has been rendered easy through the use of computers in financial
planning and control. Analysis of funds flow, cash flow and income statement and balance sheet is done
through the use of computers. A great variety of computer analysis are available for forecasting financial
needs and making the best choice from amongst the various sources of finance. Thus, the nature of financial
decisions and the process therefor has undergone a considerable change with the introduction of computer
technology in financial management.

The computer has made making efficient investment decisions and financing decisions easy. These decisions
are jointly made as an effective way of financial management in corporate units. No doubt, the purview of
these decisions is separate, but they affect each other. Financial decisions, as discussed earlier, encompass
determination of the proportion of equity capital to debt to achieve an optimal capital structure, and to balance
the fixed and working capital requirements in the financial structure of the company. This important area of
financing decision making, aims at maximising returns on investment and minimising the risk. The risk and
return analysis is a common tool for investment and financing decisions for designing an optimal capital
structure of a corporate unit. It may be mentioned that debt adds to the riskiness of the capital structure of a
firm.

DIVIDEND DECISIONS

The dividend decision is another major area of financial management. The financial manager must decide
whether the firm should distribute all profits or retain them or distribute a portion and retain the balance.
Theoretically, this decision should depend on whether the company or its shareholders are in the position to
better utilise the funds, and to earn a higher rate of return on funds. However, in practice, a number of other
factors like the market price of shares, the trend of earning, the tax position of the shareholders, cash flow
position, requirement of funds for future growth, and restrictions under the Companies Act etc. play an important
role in the determination of dividend policy of business enterprise.

DECISION CRITERIA

Decision criteria depends upon the objective to be achieved through the instrumentality of decision making
process. The main objectives which a business organisation pursues are maximisation of return and minimisation
of costs.

Afair decision criterion should distinguish between acceptable and unacceptable proposals and solve the problem
of selection of the best alternatives from amongst the various alternatives available in a given situation to achieve
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the above objectives. A fair decision criterion should follow the following two fundamental principles i.e. (1) the
“Bigger and Better” principle; (2) “A Bird in Hand is Better than Two in the Bush” principle. The first principle
suggests that bigger benefits are preferable to smaller ones; whereas the second one suggests that early
benefits are preferable to later benefits.

Both the above principles are based on the assumption “other things being equal” which is a rare reality. But in
practice the decision process very much adheres to these principles particularly in the areas of capital budgeting
decisions and determining the cost of capital in project financing proposals.

Decision criteria in financial management can be studied under two separate heads viz. The criteria for investment
decisions; and the criteria for the financing decisions.

Criteria for investment decisions are mainly concerned with planning and control of capital expenditure through
budgeting process following the tools of analysis viz. ? pay back period, accounting rate of return, discounted
cash flow methods e.g., net present value method, etc. We shall discuss these methods for evaluating investment
decisions in detail in the study relating to capital budgeting. However, the essence and the inherent spirit in
these techniques is based on logic which helps in the decision making process.

As a matter of fact, these techniques have been founded on the following decision criteria:

1. Urgency: The use of ‘urgency’ is treated as criterion for selection of investment projects in many corporate
units/business enterprises/government set up. Urgency is assessed on the following basis:

(a) it provides sufficient justification for undertaking a project;
(b) it provides immediate contribution for attainment of objectives of the project; and
(c) it maximises profits.

Although urgency as criterion lacks objectivity, being non-quantifiable, yet it definitely provides a ordinal ranking
scale for selection of projects on preferential pre-exemption basis.

2. Pay back: Time is of essence while selecting this criterion for investment decisions. The decision is taken on
the basis of quickness in pay off of the investments. Pay back simply measures the time required for cash flows
from the project to return the initial investment to the firm’s account. Projects, on the basis of this criterion,
having quicker pay backs are preferred.

Pay back decision criterion does not follow the principles laid down above viz. “the bigger and better” and “bird
in hand”. It ignores the first principle completely as it does not take into account the cash flows after investment
has been recovered. It also does not satisfy entirely the second principle as it assigns zero value to the receipts,
subsequent to recovery of the amount.

3. Rates of return: It provides another decision criterion based on accounting records or projected statements
to measure profitability as annual percentage of capital employed. Rate of return is arrived at following two
different methods for treating income in the analysis which give different results. In the first case, average
income generated from investment is taken after deduction of depreciation charge. In second case, the original
cost is taken as denominator rather than average investment. This gives the simple yearly rate of return. This is
based on “bigger and better” principle. This criterion can be applied either against average investment in the
year selected for study or simply against initial cost.

4. Undiscounted benefit-cost ratio: It is the ratio between the aggregate benefits and the cost of project.
Benefits are taken at face value. The ratio may be “gross” or “net”. It is “gross” when calculated with benefits
without deducting depreciation. In the net version, depreciation is deducted from benefits before computing the
results. Both ratios give identical ranking. Net ratio equals the gross ratio minus 1.0. This relationship makes it
simple to calculate gross ratio and then to arrive at net ratio.

This criterion is compatible with the “bigger and better” principle. But it does not follow the second principle of
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“bird in hand” as early receipts are given identical weights to later receipts in the project’s life.

5. Discounted benefit-cost ratio: This ratio is more reliable as it is based on present value of future benefits
and costs. It may also be gross or net like the one discussed earlier. It takes into account all incomes whenever
received and to this extent complies with “bigger and better” principle. Early receipts are given more weight than
late receipts on account of introduction of discount factor.

This ratio satisfies the requirements of both the principles and is a good criterion for decision making.

6. Present value method: This concept is useful as a decision criterion because it reveals the fact that the
value of money is constantly declining as a rupee received today is more in value than the rupee at the end of a
year. Besides, if the rupee is invested today it will fetch a return on investment and accumulate to Re. 1 (1+i) at
the end of ‘n’ period. Hence a rupee received at the end of ‘n’ period is worth 1/(1+i)n now. Investment decisions
require comparison of present value with the cost of assets, and if the present value exceeds the cost, the
investment is rendered acceptable.

Another off-shoot of this criterion is net present value method which is closely related to cost-benefit ratio. It
takes into account all income and its timing with appropriate weights. Here difference of present value of benefits
and costs is considered as against the ratio in cost-benefit analysis. This criterion is useful for acceptance of
projects showing positive net present value at the company’s cost of capital rate. It can be used for choosing
between mutually exclusive projects by considering whether incremental investment yields a positive net present
value.

7. Internal rate of return: It is a widely used criterion for investment decisions. It takes interest factor into
account. It is known as marginal efficiency of capital or rate of return over cost. It stipulates rate of discount
which will equate the present value of the net benefits with the cost of the project. This method satisfies both
these principles.

The criteria used in financing decisions, with particular reference to capital structure of a corporate unit can be
discussed here precisely.

The capital structure of a corporate unit contains two important parameters viz., the owners’ capital known as
equity and the debt which represents interest of debentureholders in the assets of the company. The factors
responsible for inclusion of debt in the capital structure of a company are tax-savings, easier to sell, lower cost
of floatation and services, lower cost of capital, the advantage of leverage, no dilution of equity and probable
loss of control, logical to consolidate and fund short-term indebtedness by a bond issue, advantageous in the
inflationary trends of rising interest rates and improvement in financial ratios.

There is no alternative for a company to equity financing to meet its requirement for funds. Debt can be raised
by a company only on an adequate equity base which serves as a cushion for debt financing. The study of
effect of leverage is the main focus point to determine the best mix of debt and equity sources of funds. It is,
therefore, desired to consider this criterion for financing decision making in relation to leverage and cost of
capital.

OBJECTIVES OF FINANCIAL MANAGEMENT

Financial management of any business firm has to set goals for itself and to interpret them in relation to the
objective of the firm. Broadly, there are only two alternative objectives a business firm can pursue viz.

(a) Profit maximisation;

(b) Wealth maximisation.

(a) Profit Maximisation

Profit maximisation is considered as an important goal in financial decision-making in an organisation. It ensures
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that firm utilizes its available resources most efficiently under conditions of competitive markets. But in recent
years, under the changed corporate environment, profit maximisation is regarded as unrealistic, difficult,
unappropriate and socially not much preferred goal for business organisation. Profit maximisation as corporate
goal is criticised by scholars mainly on the following grounds:

(i) Itis vague conceptually.
(ii) Itignores timing of returns.
(i) It ignores the risk factor.
(iv) It may tempt to make such decisions which may in the long run prove disastrous.
(v) Its emphasis is generally on short run projects.
(vi) It may cause decreasing share prices.

(vii) The profit is only one of the many objectives and variables that a firm considers.

(b) Wealth Maximisation

Presently, maximisation of present value (or wealth) of a course of action is considered appropriate operationally
flexible goal for financial decision-making in an organisation. The net present value or wealth can be defined
more explicitly in the following way:

A, + A + Ay + A +ot A, —E—Al—CO
(1+K,) (1+K,) (1+K,) (1+K,) (1+K,) Z(HK)t

Where A1...... A2 represent the stream of benefits expected to occur if a course of action is adopted. Co is the
cost of that action and K is the appropriate discount rate, and W is the Net present worth or wealth which is the
difference between the present worth or wealth of the stream of benefits and the initial cost.

The management of an organisation maximises the present value not only for shareholders but for all including
employees, customers, suppliers and community at large. This goal for the maximum present value is generally
justified on the following grounds:

(i) Itis consistent with the object of maximising owners economic welfare.
(ii) It focuses on the long run picture.

(iii) It considers risk.

(iv) It recognises the value of regular dividend payments.

(v) It takes into account time value of money.

(vi) It maintains market price of its shares.

(vii) It seeks growth in sales and earnings.

However, profit maximisation can be part of a wealth maximisation strategy. Quite often two objectives can be
pursued simultaneously but the maximisation of profit should never be permitted to overshadow the objectives
of wealth maximisation.

The objective of the firm provides a framework for optimal decision making in the area of business management.
The term ‘objective’ should be used in the sense of ‘decision criteria’ for taking decisions involved in financial
management. It means that what is relevant is not overall objective of the business but operationally useful
criterion against which the investment, financing and dividend policy decisions are to be judged. Another point to
note in this context is that objective provide a ‘normative’ framework. In other words, it implies that the focus is
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on what a firm should try to achieve and on policies that it should follow if the objectives are to be achieved.

Profit maximization is basically a single-period or, at the most, a short-term goal. It is usually interpreted to mean
the maximization of profits within a given period of time. A firm may maximize its short-term profits at the expense
of its long-term profitability and still realize this goal. In contrast, shareholder wealth maximization is a long-term
goal shareholders are interested in future as well as present profits. Wealth maximization is generally preferred
because it considers (1) wealth for the long-term, (2) risk or uncertainty, (3) the timing of returns, and (4) the
shareholders’ return. The following table provides a summary of the advantages and disadvantages of these
two often conflicting goals.

Profit Maximization Vs. Shareholder Wealth Maximization

Goal Objective Advantages Disadvantages
Profit maximisation Large amount 1. Easy to calculate profits | 1. Emphasizes the short term
of profits
2. Easy to determine the 2. Ignores risk or uncertainty

link between financial
decisions and profits

3. Ignores the timing of returns

4. Requires immediate resources

Shareholder wealth Highest market 1. Emphasizes the long term | 1. Offers no clear relationship
maximisation value of between financial decisions
common stock and stock price
2. Recognizes risk or 2. Can lead to management
uncertainty anxiety and frustration

3. Recognizes the timing
of returns

4. Considers return

Economic Value-Added (EVA)

Economic value added (EVA) is the after tax cash flow generated by a business minus the cost of the capital it
has deployed to generate that cash flow. Representing real profit versus paper profit, EVA underlines shareholder
value, increasingly the main target of leading companies strategies. Shareholders are the players who provide
the firm with its capital; they invest to gain a return on that capital.

The concept of EVAis well established in financial theory, buy only recently has the term moved into the mainstream
of corporate finance, as more and more firms adopt it as the base for business planning and performance
monitoring. There is growing evidence that EVA, not earnings, determines the value of a firm. There is difference
between EVA, earnings per share, return on assets, and discounted cash flow, as a measure of performance.

Earnings per share tells nothing about the cost of generating those profits. If the cost of capital (loans, bonds,
equity) as say, 15 per cent, then a 14 per cent earning is actually a reduction, not a gain, in economic value.
Profits also increase taxes, thereby reducing cash flow.

Return on assets is a more realistic measure of economic performance, but it ignores the cost of capital. Leading
firms can obtain capital at low costs, via favourable interest rates and high stock prices, which they can then
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invest in their operations at decent rates of return on assets. That tempts them to expand without paying attention
to the real return, economic value-added.

Discounted cash flow is very close to economic value-added, with the discount rate being the cost of capital.

There are two key components to EVA. The net operating profit after tax (NOPAT) and the capital charge, which
is the amount of capital times the cost of capital. In other words, it is the total pool of profits available to provide
cash return to those who provided capital to the firm. The capital charge is the product of the cost of capital times
the capital tied up in the investment. In other words, the capital charge is the cash flow required to compensate
investors for the riskiness of the business given the amount of capital invested. On the one hand, the cost of
capital is the minimum rate of return on capital required to compensate debt and equity investors for bearing
risk-a cut-off rate to create value and capital is the amount of cash invested in the business, net of depreciation
(Dierks and Patel, 1997). In formula form,

EVA = (Operating Profit) — (A Capital Charge)
EVA = NOPAT - (Cost of Capital x Capital)

However, in practical situations there are adjustments to both NOPAT and the capital employed to reduce non-
economic accounting and financing conventions on the income statement and balance sheet.

These are adjustments that turn a firm's accounting book value into an economic book value, which is more
accurate measure of the cash that investors have put at risk in the firm and upon which they expect to accrue
some returns. These adjustments turn capital-related items into more accurate measures of capital and include
revenue- and expense-related items in NOPAT, thus better reflecting the financial base upon which investors
expect to accrue their returns. Furthermore these adjustments are made to address the distortions suffered by
traditional measures, such as return on equity, earnings per share and earnings growth, that change depending
upon the generally accepted accounting principles adopted or the mix of financing employed.

Implementing EVA in a company is more than just patting one additional row in the income statement. It is of
course some kind of change process which should be given some management effort. However, if right actions
are taken straight from the beginning then implementing EVA should be one of the easiest change process that
a company goes through. The actions might include e.g.:

— Gaining the understanding and commitment of all the members of the management group through
training and discussing and using this support prominently during the process.

— Training of the other employees, especially all the key persons.
— Adopting EVA in all levels of organization.

However, there are a few common mistakes that are often taken in implementing or using EVA. Most of them are
bound up with either misunderstanding and thus misusing the concept at upper levels or not training all the
employees to use EVA and thus not using the full capacity of the concept. These common mistakes include
defining capital costs intentionally wrongly (usually too high for some reason), using EVA only in the upper
management level and investing too little in training of employees.

Although EVA is a value based measure, and it gives in valuations exactly same answer as discounted cash
flow, the periodic EVA values still have some accounting distortions.

That is because EVAis after all an accounting-based concept and suffers from the same problems of accounting
rate of returns (ROI etc.). In other words, the historical asset values that distort ROI distort EVA values also.

In EVA valuations, the historical asset values (book value) are irrelevant and only the cash flows are left to give
the end result.
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VALUE OF FIRM-RISK AND RETURN

The financial manager tries to achieve the proper balance between the considerations of ‘risk and return’
associated with various financial management decisions to maximise the market value of the firm.

It is well known that ‘higher the return, other things being equal, higher the market value; higher the risk, other
things being equal, lower the market value’. In fact, risk and return go together. This implies that a decision
alternative with high risk tends to promise higher return and the reverse is also true. The figure demonstrates the
relationship between market value of the firm, return and risk, on the one hand and financial management
decisions on the other.

Investment

Decisions

Return
Flna'nlcmg Trade-off Market Value
Decisions of the Firm

Decisions

LIQUIDITY

It is an important concept in financial management and is defined as ability of the business to meet short-term
obligations. It shows the quickness with which a business/company can convert its assets into cash to pay what
it owes in the near future. According to Ezra Soloman, it measures a company’s ability to meet expected as well
as unexpected requirements of cash to expand its assets, reduce its liabilities and cover up any operating
losses. Liquidity, as a decision criterion, is widely used in financial management. It is used for managing liquid
resources or current assets or near cash assets so as to enhance the effectiveness with which they are utilised
with a view to minimising costs. It also focuses attention on the availability of funds. Enhancement of liquidity
enables a corporate body to have more funds from the market.

While using liquidity as a decision criterion, the management makes use of ratios. They give a bird’s eye view of
the current liquidity position or shortages thereof. A company will like to have liquid resources for transaction
purposes, as a precautionary measure and for speculative opportunities. The management’s attitude towards
these i.e., transaction motive, precautionary motive and speculative motive (taking advantage of lower prices of
raw materials etc., in the market) is an important determinant of a company’s liquidity position.

Liquidity is assessed through the use of ratio analysis. Liquidity ratios provide an insight into the present cash
solvency of a firm and its ability to remain solvent in the event of calamities.

Current Ratio which is the ratio of current assets to current liabilities, is widely used by corporate units to judge
the ability to discharge short-term liabilities covering the period upto one year. The interpretation of the current
ratio is that 'higher the ratio, greater is the ability of the firm to pay off its bills'.

Nevertheless, it is a crude ratio and does not take into account the difference amongst different categories of
assets. For example, inventory may not be turned into cash as quickly as Account Receivables. The main
difficulty that arises in treating inventory as a quick item is that unless one has ensured about the quality,
condition and marketability of the inventory it may be impossible to turn it into cash immediately at the estimated
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value. Therefore, to assess quick liquidity position, inventory is excluded while calculating Quick Ratio. The
ingredients of current assets while computing the Quick Ratio are cash, marketable securities and receivables.
Besides cash, the other two items are near cash and at very short notice can easily be converted into cash.
Therefore, for taking financial decisions particularly for assessing cash position of the company and its ability to
discharge current obligations, Quick Ratio is frequently relied upon. Nevertheless, the main shortcoming of the
Quick Ratio is that it ignores inventories and concentrates on cash, marketable securities and receivables in
relation to current obligations although inventory is also a basic input in current ratio without which company’s
decision process cannot be complete.

Liquidity ratio enables a company to assess its Net Working Capital. Working Capital is denoted by the combination
of current assets or current liabilities of a company, and for calculation of net working capital we deduct current
liabilities from current assets. Having done so we are left with the ready money in our hands to meet day to day
needs of the business. If we still want to know as to how much is available with the company per rupee of sales
then Net Working Capital is divided by sales.

Tailor-made measurement can be devised for calculating liquidity ratio in different situations. For example, the
principle of liquidity can be extended to study liquidity of receivables (or inventories) separately to enable the
executives to take decisions about the collection period of bills.

Liquidity of receivables is assessed through Average Collection Period (ACP). ACP tells us the average number
of days receivables are outstanding i.e., the average time a bill takes to convert into cash. The inverse to this
ratio is Receivables Turnover Ratio (RTR). Either of the two ratios can be used as both depict the slowness of
recovery, but the readings are different. For financial decisions and to use liquidity as criterion the average
collection period ratio is used, and receivables turnover ratio is used to help in taking corrective steps for
maintaining the optimum liquid position for the company at any given time to avoid risk of losing goodwill and
chances of bankruptcy. The ratio, in short, reveals the following results:

(1) Too low an average collection period may suggest excessively restricted credit policy of a company.

(2) Too high an average collection period (ACP) may indicate too liberal a credit policy. A large number of
receivables may remain due and outstanding, resulting in less profits and more chances of bad debts.

Average collection period and receivables turnover ratio should be compared to the average age of accounts
payable or accounts payable turnover ratio. Though adequate liquidity could be maintained by accelerating
collections and deferring payments, yet this has its own limitations and drawbacks. It affects the credit standing
of the company in business and banking circles.

In the same spirit, decisions are made to maintain a proper inventory level in the company. For the purpose, it
becomes essential to assess the liquidity of inventory. Inventory Turnover Ratio i.e., cost of goods sold divided
by average annual inventory, shows the rapidity with which inventory is turned into receivables through sales.
The higher the ratio, the more efficient is the inventory management system of the company.

To conclude, liquidity, as a decision criterion is an important tool in financial management. Financial decisions
are affected by liquidity analysis of a company in the following areas:

1. Management of cash and marketable securities;
Credit policy of a firm and procedures for realisation;
Management and control of inventories;
Administration of fixed assets;

Taking decisions for efficient use of current assets at minimum cost; and

I T

Decisions to keep the company’s position on sound basis to avoid eventualities.
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The above analysis of liquidity suggests evaluation of current assets of a company. On liabilities side also,
liquidity position is analysed and managed through assessment of long and medium term debts of the company,
and the arrangements for their repayments. This is done purely from the precautionary point of view so that the
company could be saved from the risk of bankruptcy for non-payment of its debt to the lenders.

PROFITABILITY

Profitability as a decision criterion is another important tool in financial management for taking decisions from
different angles after evaluating the performance of the company in different spheres. For example, if it becomes
essential for the company to examine profit per unit of sale then it is done by estimating profitability per rupee of
sales. It is used as a measure of comparison and standard of performance. Similarly, there could be other ratios.

Because different users look at the profitability of a company from different angles, they use different ratios.
Short-term creditors, long-term lenders, equity shareholders, investors, etc. all are interested in profitable
operations of a concern. They use the ratios which best suit their requirements. Profitability can be related to
sales or to total capital employed or to net worth of the company. But then different figures for profits are taken
into account.

Profitability to sales ratio, reflects the company’s ability to generate profits per unit of sales. If sales lack sufficient
margin of profit, it is difficult for the business enterprise to cover its fixed cost, including fixed charges on debt,
and to earn profit for shareholders. From investors point of view profits are compared by the investors as
percentage to the capital employed in the business enterprise. Absence of adequate profitability ratio on sales
reflects the company’s inability to utilise assets effectively. This is analysed through the asset turnover ratio.

One of the important profitability ratios is profits on equity — profit figure after interest, before dividend and taxes,
drawn from the profit and loss account is related to the equity of the shareholders as shown in balance sheet.
This is an indicator of profits earned on funds invested by the owners. Itis an indicator of actual returns received
by them. This ratio may assume two forms:

Earning available to common shareholders
Total Equity
Net income after tax
Total Equity

1)

(2)

[The ratio at (2) is used where the company has no preference shareholders].

Profit margin is another measure of viewing profitability. The revenue bearing property of sales can be easily
assessed from the profit margin. It is derived by dividing operating income from business by sales. This ratio
indicates the efficiency of operations as well as how products are priced. Inadequacy of profit margin is an
evidence of company’s inability to achieve satisfactory results. Pricing decisions are made by financial executives
in consultation with the marketing departments of the company. Policy decisions relating to increase or decrease
in price are taken in respect of different products keeping in view the competitiveness of the market. Profit
margin ratio is constantly used by business executives for this purpose. To look into the cash generating capacity
of sales, gross profit margin is used by deducting the cost of goods sold from sales and dividing by sales.

The gross profit margin ratio indicates the profits relative to sales after deduction of direct production cost. It
indicates efficiency of production operations and the relationship between production costs and selling price.

The difference between the above two ratios i.e. gross profit margin and net profit margin ratios is that general
and administrative expenses are excluded while computing gross margin. Thus net profit margin ratio is calculated
as under:
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Net Profit after Taxes

Net Profit Margin (NPM) = Sales

NPM ratio is an indicator of company’s ability to generate profits after paying all taxes and expenses. Decline in
this ratio reflects the presence of either higher expenses relative to sales or higher tax burden on the company,
affecting its profitability adversely. For assessment of profitability as a decision criterion return on investment
(ROI) is a frequently used ratio.

Return on Investment: This is an important profitability ratio from the angle of shareholders and reflects on the
ability of management to earn a return on resources put in by the shareholders. The beauty of the ROI ratio is
that earning of the company can be viewed from different angles so as to take decisions on different causes
responsible, to reduce or to enhance the profitability of the company. One way of finding out rate of return on
assets employed in the company is to find the ratio of earnings before interest and taxes (EBIT) to capital
employed. This ratio indicates operating income to the assets used to produce income.

Another way of computing the ratio of return is through the assets turnover ratio and margin of profit which gives
the same results, as EBIT to capital employed. It may be seen from the following:

EBIT y Sales  EBIT
Sales Assets Assets

A high ratio indicates efficient use of assets and low ratio reflects inefficient use of assets by a company.

Another off-shoot of profitability ratio is the times interest earned ratio, which gives a clue to the interest bearing
capacity of the income character of business operations. This ratio relates operating profits to fixed charges
created by the company’s borrowings, and provides an indication of margin of safety between financial obligations
and Net income after tax. A company may earn profits but may find it difficult to make payments of excess
interest charges or may face inability to meet such obligations. EBIT should be 5 to 6 times interest charges as
a satisfactory guideline for this ratio. Lenders, particularly banks and financial institutions, greatly rely on this
ratio particularly in profitability assessment through projections of income of the borrower in the coming years
after investment of borrowed funds.

In this way we find that profitability as decision making criterion in financial management, is crucial for business
managers. Business works as a system comprised of sub-systems. Different criteria assess different aspects
and assist in viewing different situations which have an aggregate impact on business activity, and therefore
form the basis of financial management.

COSTING AND RISK

In financial management, costing relates to the system adopted for assessing cost of capital from various sources
viz., equity and preference shares, debentures/bonds, long-term borrowings from financial institutions, etc.
Equity capital is owner’s money employed in the business whereas borrowed funds are creditors’ funds carrying
an interest obligation and repayment schedule. There are thus, risks involved if interest is not paid or on account
of default in repayment of principal. It is ordinarily expected that every rupee obtained on loan enhances the
chances of increasing the returns on owners’ capital and the net worth. The rate of interest on borrowed funds
is usually lower than the returns expected by the investors or risk-takers in the business. Moreover, interest paid
is deductible for tax purposes. The following illustration gives an idea of the phenomenon stated above:

Company A Company B
Total Capital <100 <100
Owners’ capital <100 X 50
Borrowed capital NIL 350
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Rate of earnings 20% 20%
Rate of interest — 15%
Earnings before interest and taxes <20 <20
Interest paid - 37.50
Earnings before taxes 20 312.50
Taxes at 50% <10 36.25
Earnings after taxes <10 36.25
Percentage of earnings on owners’ funds 10% 12.5%

But if the company is not able to earn sufficient returns, the returns on owners’ funds are reduced and risk
increases. Using borrowed funds or fixed cost funds in the capital structure of a company is called financial
gearing. High financial gearing will increase the earnings per share of a company if earnings before interest and
taxes are rising, as compared to the earnings per share of a company with low or no financial gearing. It may be
understood that leverage and gearing are used interchangeably. (The former is used in the USA and the latter in
U.K.). So at times when the economy is doing well, the shareholders of a highly geared company will do better
than the shareholders of a low geared company. However, if the company is not doing well, when its profits
before interest and taxes are falling, the earnings per share of highly geared company will fall faster than those
of the low geared company. The higher this level of financial gearing, the greater the risk. Those who take risk
should appreciate that in difficult times their reward will be below average but in good times they will receive
above average rewards. The lower the levels of financial gearing, the more conservative are the financial policies
of the company and the less will be deviations over time to earnings per share.

Risk is associated with fixed charges in the shape of interest on debt capital. Higher the fixed charges, the
greater the chance that it will not be covered by earnings and so greater the risk. Large companies financed by
heavy borrowings, need to continue to produce and search for new markets for their output. Any internal
disturbance or external constraint that may hamper the company’s production and sales will reduce inflow of
funds but fixed interest charges have to be paid. A study of the effects of capital gearing on cost of capital is quite
important for financial decisions. Given that a company has to minimise the cost of capital, it should fix up a level
of gearing where is costs of capital is minimum.

As against the traditional theory of capital structure suggesting that the average cost of capital does depends on
the level of gearing, the alternative theory on cost of capital as propounded by Modigliani and Miller argues that
the cost of capital is independent of the capital structure. The essence of the Modigliani and Miller argument is
the arbitrage process. Should the value of two firms with identical incomes and the same risk class ratios vary
(which would be possible under the traditional theory) the investors would arbitrage so as to make the market
value of the two firms equal. A key assumption of the model is that the investors can arbitrage between companies,
and between loan and equity capital, without increasing the risk of their individual investment portfolios.

Despite all the above theoretical explanations the fact remains that debt is associated with risk which enhances
with increase in the leverage. There are two major reasons for this increased risk viz., (1) interest is a fixed
charge and is required to be paid by the company whether or not it earns profits; and (2) a substantial decrease
in liquidity or increased demands from creditors for payment if the company has higher proportion of debt capital
in its capital structure. For these reasons, the risk of a company not being able to meet its obligations is greater
than in the case of a company in which the proportion of borrowed sum is substantially smaller.

Distinction may be made between different types of risk to which an enterprise is exposed in the business
environment.

The risk which we have discussed is financial risk that arises in relation to owners’ return created by the utilization
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of funds in the enterprise particularly fixed cost securities i.e. debt and preference shares. Financial risk is
distinguished from “business risks” which is associated with the chance of loss due to variability of return, in
general, created by the enterprise and as such it is known as operating risk. It is concerned with EBIT (earning
before interest and taxes) whereas financial risk is concerned with EAIT (earning after interest and taxes). If
there is preference capital then the financial risk is concerned with earnings available to ordinary (equity)
shareholders after dividends have been paid to preference shareholders. Financial risk encompasses the risk
of possible insolvency and the variability in the earnings on equity. In case the enterprise does not employ debt
or preference capital there will be no financial risk and over all risk for the firm will be low. It is only because of
application of debt financing, that overall risk increases and originates into financial risk to equity holders.

Besides, there are other types of risk which are related to investment decisions and not cost of financial sources
viz., purchasing power risk, market risk, interest rate risk, social or regulatory risk and other risks. Purchasing
power risk affects all investors. The risk is associated with changes in the price level on account of inflation.
Under inflationary conditions, the purchasing power of money decreases over time, and the investor is faced
with the possibility of loss on account of investments made to the extent of inflation. Under inflationary conditions,
therefore, the real rate of return would vary from the nominal rate of return (viz., the percent return on the face
value of investment made). Interest rate risk is concerned with holders of the bonds due to changes in interest
rates. These bonds are high quality bonds not subject to business or financial risk but their prices are determined
by there prevailing level of interest rates in the market. As a result, if interest rate falls, the price of these bonds
will rise and vice versa. The risk is more in case of long-term bonds because the rate of interest may fluctuate,
over a wider range as compared to a short-term bond. As regards social and regulatory risks, they arise due to
harsh regulatory measures like licensing, nationalisation, price controls limiting profits, etc. Other types of risks
may depend upon the nature of investment. Detailed discussion is not required at this stage.

FINANCIAL DISTRESS AND INSOLVENCY

Generally the affairs of a firm should be managed in such a way that the total risk — business as well as financial
— borne by equity holders is minimised and is manageable, otherwise, the firm would obviously face difficulties.
In managing business risk, the firm has to cope with the variability of the demand for its products, their prices,
input prices, etc. It has also to keep a tab on fixed costs. As regards financial risk, high proportion of debt in the
capital structure entails a high level of interest payments. If cash inflow is inadequate, the firm will face difficulties
in payment of interest and repayment of principal. If the situation continues long enough, a time will come when
the firm would face pressure from creditors. Failure of sales can also cause difficulties in carrying out production
operations. The firm would find itself in a tight spot. Investors would not invest further. Creditors would recall
their loans. Capital market would heavily discount its securities. Thus, the firm would find itself in a situation
called distress. It may have to sell its assets to discharge its obligations to outsiders at prices below their
economic values i.e. resort to distress sale. So when the sale proceeds is inadequate to meet outside liabilities,
the firm is said to have failed or become bankrupt or (after due processes of law are gone through) insolvent.

Failure of a firm is technical if it is unable to meet its current obligations. The failure could be temporary and
might be remediable. When liabilities exceed assets i.e. the net worth becomes negative, bankruptcy, as commonly
understood, arises. Technical bankruptcy can be ascertained by comparing current assets and current liabilities
i.e. working out current ratio or quick ratio. On the other hand, solvency ratios indicate long term liquidity i.e. the
ability of the firm to discharge its term-liabilities. Examples of solvency ratios are Debt to Equity ratio, Debt to
total Funds Ratios, and Interest coverage ratio. Trend analysis should be made for the past three to five years to
pick up signals of bankruptcy, if any.

FINANCIAL MANAGEMENT AS SCIENCE OR ART

Financial Management is a subject within the compass of social science as it deals with people. Its
nature is nearer to applied sciences as it envisages use of classified and tested knowledge as a help in
practical affairs and solving business.
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Theory of financial management is based on certain systematic principles, some of which can be tested in
mathematical equations like the law of physics and chemistry. Financial management contains a much larger
body of rules or tendencies that hold true in general and on the average. The use of computers, operations
research, statistical techniques and econometric models find wide application in financial management as tools
for solving corporate financial problems like budgeting, choice of investments, acquisition or mergers etc. This
takes the financial management nearer to treatment as a subject of science. Nevertheless, there remains a wide
scope for application of value judgement in financial decisions making. Most practical problems of finance have
no hard and fast answers that can be worked out mathematically or programmed on a computer. They must be
solved by judgement, intuition and the “feel” of experience. Thus, despite its frequent acceptance as an applied
science, finance remains largely an art. Because, according to George A. Christy and Peyton Foster Roden
(Finance: Environment and Decisions) knowledge of facts, principles and concepts is necessary for making
decisions but personal involvement of the manager through his intuitive capacities and power of judgement
becomes essential. This makes financial management and managing a company’s finance both an art and a
science. It requires a feel for the situation and analytical skills alongwith a thorough knowledge of the techniques
and tools of financial analysis and the know-how to apply them and interpret the results.

A very interesting presentation has been made by Weston in his book “Methodology in Finance”. The finance
functions are mainly three viz., planning, organisation and financial control. In each of these finance functions
elements of science and art can be observed. Wherever methodology is to be applied in decision making in all
these areas, the subject matter becomes a science confronted with the framework of techniques and tools. On
the other hand, when the question of choice to make selection out of the alternative results arises the subject
matter becomes an art requiring human skills for value judgement. For example, in planning function there are
certain goals, which may be short-term goals or long-term goals. Each falls within the area of art. Another
parameter of planning is estimating funds, which may again be short-term or long-term involving techniques and
skills. When involvement to techniques is there the subject matter remains science and when the skills are
required to be interpreted, the subject matter becomes an art. It so happens in all aspects of planning, organisation
and control.

Thus, in the entire study of financial management whether it is related to investment decision, financing decisions
i.e. deciding about the sources of financing, or dividend decision, there is a mixture of science as well as art.
When techniques for analytical purposes are used it is science and when choice in appreciation of the results is
made itis an art. Thus, people will like to call financial management as science as well as art. But it is better if we
say that the discipline of financial management has both the aspects of science as well as art; where there is
theory of systematic knowledge it is science and where there is application it is art.

FUNCTIONS OF FINANCIAL EXECUTIVES

To achieve the objective of the financial managementi.e. to maximise the owner’s wealth, the financial executives
have to perform variety of tasks to discharge their responsibilities. With the evolution of finance from being mere
a descriptive study to the one that is highly developed discipline, the role of financial managers has also undergone
a sea change. His areas of responsibilities now extend far beyond keeping records, reports, the firm’s cash
position, paying bills and obtaining funds, and he is now concerned with and is fully involved in the decision
making processes to decide investment of funds in assets, determining the best mix of financing and dividends
in relation to overall valuation of the firm. The responsibilities of the financial manager are linked to the goal of
ensuring liquidity, profitability or both and is also related to the management of assets and funds of any business
enterprise. When the Financial Manager is involved in management of asset, he is performing the role of the
decision-maker and when he is managing funds, he is performing the staff function. In the light of different
responsibilities of the financial manager, he performs mainly the following duties:

1. Forecasting of Cash Flow: This is necessary for the successful day to day operations of the business so that
it can discharge its obligations as and when they arise. In fact, it involves matching of cash inflows against
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outflows and the manager must forecast the sources and timing of inflows from customers and use them to pay
the liability.

2. Raising Funds: The Financial Manager has to plan for mobilising funds from different sources so that the
requisite amount of funds are made available to the business enterprise to meet its requirements for short term,
medium term and long term.

3. Managing the Flow of Internal Funds: Here the Manager has to keep a track of the surplus in various bank
accounts of the organisation and ensure that they are properly utilised to meet the requirements of the business.
This will ensure that liquidity position of the company is maintained intact with the minimum amount of external
borrowings.

4. To Facilitate Cost Control: The Financial Manager is generally the first person to recognise when the costs
for the supplies or production processes are exceeding the standard costs/budgeted figures. Consequently, he
can make recommendations to the top management for controlling the costs.

5. To Facilitate Pricing of Product, Product Lines and Services: The Financial Manager can supply important
information about cost changes and cost at varying levels of production and the profit margins needed to carry
on the business successfully. In fact, financial manager provides tools of analysis of information in pricing
decisions and contribute to the formulation of pricing policies jointly with the marketing manager.

6. Forecasting Profits: The Financial manager is usually responsible for collecting the relevant data to make
forecasts of profit levels in future.

7. Measuring Required Return: The acceptance or rejection of an investment proposal depends on whether
the expected return from the proposed investment is equal to or more than the required return. An investment
project is accepted if the expected return is equal or more than the required return. Determination of required
rate of return is the responsibility of the financial manager and is a part of the financing decision.

8. Managing Assets: The function of asset management focuses on the decision-making role of the financial
manager. Finance personnel meet with other officers of the firm and participate in making decisions affecting the
current and future utilisation of the firm’s resources. As an example, managers may discuss the total amount of
assets needed by the firm to carry out its operations. They will determine the composition or a mix of assets that
will help the firm best achieve its goals. They will identify ways to use existing assets more effectively and reduce
waste and unwarranted expenses.

The decision-making role crosses liquidity and profitability lines. Converting the idle equipment into cash improves
liquidity. Reducing costs improves profitability.

9. Managing Funds: Funds may be viewed as the liquid assets of the firm. In the management of funds, the
financial manager acts as a specialised staff officer to the Chief Executive of the company. The manager is
responsible for having sufficient funds for the firm to conduct its business and to pay its bills. Money must be
located to finance receivables and inventories, to make arrangements for the purchase of assets, and to identify
the sources of long-term financing. Cash must be available to pay dividends declared by the board of directors.
The management of funds has therefore, both liquidity and profitability aspects. If the firm’s funds are inadequate,
the firm may default on the payment of liabilities and may have to pay higher interest. If the firm does not
carefully choose its financing methods, it may pay excessive interest costs with a subsequent decline in profits.

FINANCIAL SECTOR — ROLE AND FUNCTIONS

In any economy, the financial sector plays a major role in the mobilisation and allocation of savings. Financial
institutions, instruments and markets which constitute the financial sector act as conduit for the transfer of
financial resources from net savers to net borrowers, i.e., from those who spend less than they earn to those
who spend more than they earn.
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The financial sector performs this basic economic function of intermediation essentially through four transformation
mechanisms:

(i) Liability-asset transformation (i.e., accepting deposits as a liability and converting them into assets
such as loans);

(ii) Size-transformation (i.e., providing large loans on the basis of numerous small deposits);

(iii) Maturity transformation (i.e., offering savers alternate forms of deposits according to their liquidity
preferences while providing borrowers with loans of desired maturities); and

(iv) Risk transformation (i.e., distributing risks through diversification which substantially reduces risks for
savers which would prevail while directly in the absence of financial intermediation).

The process of financial intermediation supports increasing capital accumulation through the institutionalisation
of savings and investments and as such, fosters economic growth. The gains to the real sector of the economy,
therefore, depend on how efficiently the financial sector performs this basic function of financial intermediation.

A distinction is often made in the literature between operational efficiency and allocational efficiency; while the
former relates to transaction costs, the latter deals with the distribution of mobilised funds among competing
demands. Sustained improvements in economic activity and growth are greatly enhanced by the existence of a
financial system developed in terms of both operational and allocational efficiency in mobilising savings and in
channelling them among competing demands. In addition, functional efficiency of a financial system must be
judged in terms of (a) the soundness of the appraisals as measured by the level of overdues, (b) the resource
cost of specific operations, and (c) the quality and speed of delivery of services. Both operational and allocational
efficiency, to a large extent, are influenced by market structure and the regulatory framework, and on both
grounds the Central Bank has an important role to play in developing economy like India.

Financial Sector Reforms in India — Background

The financial sector reforms (initiated in 1991) currently underway in India must be seen as a component, of the
overall scheme of structural reforms. The overall package is aimed at enhancing the productivity and efficiency
of the economy as a whole and also increasing international competitiveness. The reforms are comprehensive
in scope covering besides financial sector reforms, several other components of economic policy including,
liberalisation and deregulation of domestic investment, opening up to key infrastructure areas hitherto reserved
for the public sector for private sector participation, opening up the economy to foreign competition by reducing
protective barriers such as import controls and high tariff, encouraging direct foreign investment as source of
technology upgradation and also as a source of non-debt finance for investment, reform of the public sector to
impart greater efficiency of operations and reform of the tax system to create a structure with moderate rates of
tax, broader base of taxation and greater ease of administration. All these reforms are closely inter-related, and
progress in one area helps to achieve objectives in others. Since the reforms are being introduced in a phased
manner the extent of progress differs from area to area. Importance of the financial sector reforms such as
structured package needs to be delineated clearly. Structural reforms in areas such as industrial and trade
policy can succeed only if resources are redeployed towards more efficient producers which are encouraged to
expand under the new policies. This reallocation is possible only if the financial system plays a crucial supportive
role. The reforms in the banking sector and in the capital markets are aimed precisely at achieving this primary
objective.

The Indian financial system comprises an impressive network of banks and financial institutions and a wide
range of financial instruments. There is no doubt that there has been a considerable widening and deepening of
the Indian financial system in the last decade.

Financial Sector Reforms in India: Philosophy and Strategy

The ongoing financial sector reforms aim at promoting a diversified, efficient and competitive financial sector



20 PP-FT&FM

with the ultimate objective of improving the allocative efficiency of available resources, increasing the return on
investments and promoting an accelerated growth of the real sector of the economy.

According to Economic Development Institute of the World Bank while dealing with structure reforms and
development of financial system has specified the following key areas of reforms:

— Reforms of structure of financial systems;

— Policies and Regulations to deal with insolvency and illiquidity of financial intermediaries;
— The development of markets for short and long term financial instruments;

— The role of institutional elements in development of financial systems;

— The links between financial sector and the real sectors, particularly in the case of restructuring financial
and industrial institutions or enterprises.

— The dynamics of financial systems management in terms of stabilisation and adjustment, and
— Access to International Markets.
More specifically, the financial sector reform in India seeks to achieve the following:

(i) suitable modifications in the policy framework within which various components of the financial system
operate, such as rationalisation of interest rates, reduction in the levels of resources, pre-emptions and
improving the effectiveness of directed credit programmes.

(i) improvement in the financial health and competitive capabilities by means of prescription of prudential
norms, recapitalisation of banks, restructuring of weaker banks, allowing freer entry of new banks and
generally improving the incentive system under which banks function;

(iii) building financial infrastructure relating to supervision, audit, technology and legal framework; and
(iv) upgradation of the level of managerial competence and the quality of human resource of banks by
reviewing relating to recruitment, training, and placement.
Pre-requisites for Reforms in Financial Sector

There are certain ‘commandments’ for pre-requisites for systemic reform of the financial sector. First and foremost,
macroeconomic stabilisation is a must during the reform process. Fiscal and external policies must support
monetary policy in maintaining the overall macro-economic balance. Secondly, during the reform period, prudential
regulation must be introduced and adhered to in order to help safeguard against a financial crisis and prevent
the undermining of monetary control and macro-economic adjustment. Thirdly, the Government must
simultaneously implement wide-ranging reforms in other sectors, specially those which require support from the
financial system to get the best results.

SALIENT FEATURES OF FINANCIAL SECTOR REFORMS IN INDIA

In conformity with the broad philosophy and strategy for reforms, salient features of the financial sector reforms
in India could be analysed under three broad categories:

(a) Policy framework,
(b) Improvement in financial health, and

(c) Institutional strengthening.

(a) Policy Framework

The external factors bearing on the profitability of the banking system related to the administered structure of
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interest rates, high levels of pre-emptions in the form of reserve requirements and credit allocation to certain
sectors. Easing of these external constraint constitutes a major part of the reform agenda.

(i) Interest Rate Policy

The reform of the interest rate regime constitutes an integral part of the financial sector reforms. For long, an
administered structure of interest rates was in vogue. The purpose behind this structure was largely to direct
implicit subsidy to certain sectors and enable them to obtain funds at concessional rates of interest. An element
of cross subsidisation automatically got built into a system where concessional rates of interest provided to
some sectors were compensated by higher rates charged to other non-concessional borrowers. The regulation
of lending rates, ipso factor, led to the regulation of the deposit rates mainly to keep the cost of funds to banks in
reasonable relation to the rates at which they are required to lend. This systems of setting the interest rates
through administrative fiat became extremely complex and was characterised by detailed prescriptions on the
lending as well as the deposit side.

In recognition of the problems arising from administrative control over the interest rates, such as, market
fragmentation, inefficient allocation of resources, and the like. Several attempts were made since the mid-1980s
to rationalise the level and structure of interest rates in the country. Initially, steps were taken to develop the
domestic money market and freeing of the money market rates. The rates of interest offered on Government
securities were progressively raised so that the government securities were progressively raised so that the
Government borrowing could be carried out a market-related rates. The rates at which the corporate entities
could borrow from the capital market were also freed.

In respect of banks, a major effort was undertaken to simplify the administered structure of interest rates. In
September 1990, a process of simplification was undertaken by reducing the number of slabs for which lending
rates had hitherto been prescribed. Until some time ago, the Reserve Bank was prescribing a minimum lending
rate, two concessional rates of lending for small borrowers and a maximum deposit rate. The rationalisation in
the structure of interest rates culminated in the Reserve Bank abolishing and minimum lending rate in October
1994 and leaving banks to determine their prime lending rates. On the deposit side, since July, 1996 the Reserve
Bank prescribes only a maximum rate for deposits upto one year.

A gradual approach has thus far been adopted in reforming the interest rates structure in India. Care has been
taken to ensure that banks and financial intermediaries do not have incentives which tempt them to lend at high
rates of interest assuming higher risks. A major safeguard in this regard has been the prescription of prudential
norms relating to provisioning and capital adequacy. These combined with higher standards of operational
accountability and appraisal of credit risks would ensure that banks lend prudently and with care.

(i) Pre-emption of Deposits

In the past, the cash reserve ratio (CRR) and the statutory liquidity ratio (SLR) had to be maintained at high
levels because of rising fiscal and monetised deficits. Reduction in these deficits is now the stated goal of fiscal
policy and several steps have already been taken in this direction. As the containment of deficits occurs, reductions
in the reserve requirements are being effected. These measures will help to increase the lendable resources
available with the banking industry. It must be noted, however, that being an instrument of monetary control,
CRR will continue to be used flexibly, depending on the monetary situation.

(iii) Directed Credit

In respect of directed lending, it is prescribed that 40 per cent of the net bank credit should go to certain
sectors?the priority sector?such as agriculture, small scale industry and small businesses and the programmes
for poverty alleviation. Give the imperfections of the credit market, credit allocation for certain sectors becomes
necessary in the Indian context. The prescription of 40 per cent of net bank credit to the priority sector as well as
prescription of two concessional rates of interest applicable for small loans have been retained. Since the bulk
of borrowers with such credit needs fall within the priority sector, they will continue to obtain bank finance at
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concessional rates. Priority sector borrowers with credit needs of higher amounts will however, be governed by
the general interest rate prescriptions. This will ensure that a certain proportion of bank credit goes to the
designated sector and to the needy borrowers, without unduly affecting the viability and profitability of banks.

(b) Improvement in Financial Health

Another major element of the financial sector reforms has been the introduction of prudential norms and regulations
aimed at ensuring the safety and soundness of the financial system, imparting greater transparency and accountability
in operations and restoring the credibility of and confidence in the Indian financial system. Prudential norms serve
two primary purposes? first, they bring out the true position of a bank’s loan portfolio and secondly, they help to
arrest its deterioration. In the absence of an effective prudential framework, the reform process can run into difficulties.
Introduction of prudential regulations as part of the reform process is therefore a must. Prudential reforms introduced
in India relate to income recognition, asset classification, provisioning for bad and doubtful debts and capital
adequacy. A proper definition of income is essential in order to ensure that banks take into account income which
is actually realised. Banks have now been given a clear definition of what constitutes a ‘non-performing’ asset and
instructions have been issued that no interest should be charged and taken to income account on any ‘non-
performing’ asset. The definition of ‘non-performing’ asset is also being tightened over a time. Banks are now
required to make provisions on advances depending on the classification of assets into the four broad groups: (i)
standard assets, (ii) sub-standard assets, (iii) doubtful assets, and (iv) loss assets. The provisioning requirement
ranges from 10 per cent to 100 per cent depending on the category of the asset. Banks have now fully met with the
new provisioning requirements.

(c) Institutional Strengthening

Along with relaxing the external constraints and introducing the prudential norms, a major effort has been to
strengthen the banking system in general, and public sector banks, in particular, through appropriate institution
building measures of (i) recapitalisation, (ii) improving the quality of loan portfolio, (iii) instilling a greater element
of competition and (iv) strengthening the supervisory process.

A more competitive environment is also being created. Banks are already facing competition from non-bank
finance companies primarily on the lending side and from mutual funds and other similar institutions on the
deposit side. They, therefore, need to gear themselves up to meet this challenge. But significantly, banks are
also facing competition from within their industry. New banks are now being set up in the private sector, although
the challenge from these new banks will for some time be minimal. The improvement in the efficiency of the
public sector banks will have to come from within and from the need to improve their profitability. Banks with
strong balance sheets are now going to the capital market and raising funds. This will also make them accountable
to a wider base of shareholders resulting in better performance.

A strong system of supervision is essential for a sound banking system. There has to be an alert mechanism for
monitoring compliance with prudential regulation and directives of the Reserve Bank and other regulatory agencies.
The system of external supervision of banks has been revamped with the setting up of a separate Board for
Financial Supervision (BFS) within Reserve Bank, concentrating exclusively on supervisory issues. The Board will
ensure compliance with regulations and guidelines in the areas of credit management, asset classifications, income
recognition, capital adequacy, provisioning and treasury operations. Supervision, however, can at best be a second
line of defence; the main mechanism of compliance and control must operate within the financial institutions.

Financial Sector Reforms — Present Scenario
Financial Sector Regulations

With increasing financial sector liberalisation and emergence of financial conglomerates, financial sector
stability has emerged as a key objective of th