SBM & HRM Principles of Finance Notes

Unit:1
Basic Concepts in Finance

Introduction :-
Finance is the lifeline of any business. However, finances, like most other

resources, are always limited. On the other hand, wants are always unlimited. Therefore, it
is important for a business to manage its finances efficiently. As an introduction to financial
management, in this article, we will look at the nature, scope, and significance of financial
management, along with financial decisions and planning.

“Financial management is the activity concerned with planning, raising, controlling and
administering of Funds used in the business.” — Guthman and Dougal @

“Financial management is that area of business management dev a judicious use of
capital and a careful selection of the source of capital in order, able a spending unit to
move in the direction of reaching the goals.” — J.F. Brand%

]
“Financial management is the operational activi N siness that is responsible for
obtaining and effectively utilizing the funds necg8sary¥or efficient operations.”- Massie

The finance function is the process of acquirir@ tilizing funds of a business. Finance
functions are related to overall managemen an organization. Finance function is
concerned with the policy decisions %as like of business, size of firm, type of
equipment used, use of debt, liquidi jtion.

Money Vs Finance
Money: Money is a mediu
various forms such as c
silver. Money facilit
accepted mea Q % t.
Finance: Finance@n the other hand, is a broader concept that encompasses the management,
creation, and study’of money, investments, assets, and liabilities. Finance deals with how
individuals, businesses, and governments allocate their resources over time, considering
factors such as risk, return, and uncertainty. It involves activities such as banking, investing,
lending, borrowing, budgeting, and financial planning.
In summary, money is a tangible or digital medium used for transactions, while finance
involves the broader management and study of money, investments, and financial resources
in the economy. Finance also deals with aspects like financial markets, institutions, and
instruments, which play a crucial role in the allocation of resources and the functioning of the
economy.

ch;nge, a unit of account, and a store of value. It can take
knotes, digital currency, or even commodities like gold and
sactions and enables economic activities by providing a widely

of
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Fund Vs Finance

Fund:

Definition: A fund refers to a pool of money that is set aside for a specific purpose or
investment objective. Funds can be managed by individuals, institutions, or governments.
Usage: Funds can be used for various purposes such as investment, charity, research, or
specific projects. For instance, mutual funds pool money from multiple investors to invest in
a diversified portfolio of securities. Similarly, a venture capital fund may pool money from
investors to invest in startups.

Examples: Mutual funds, hedge funds, pension funds, endowment funds, sovereign wealth
funds, and venture capital funds are all examples of different types of funds.

Finance:
Definition: Finance is the broader field that deals with the management, study, and
application of money, investments, assets, and liabilities. It encompasges)a wide range of
activities related to the allocation and utilization of financial resourc
Usage: Finance involves activities such as banking, investing, lendi
financial planning, risk management, and financial analysis.
markets, institutions, and instruments. °
Examples: Corporate finance involves managing a financial activities, including
capital investment decisions, financial planning, anédinan€ing strategies. Personal finance
involves managing an individual's financial resotgees, ifeluding budgeting, investing, saving,
and retirement planning. Public finance focuse financial activities of governments and
public institutions, including taxation, spendi debt management.
In summary, while a "fund" refers specifically to a pool of money designated for a particular
purpose or investment objective, % broader term that encompasses the entire field
al

orrowing, budgeting,
encompasses financial

of managing and utilizing financi es across various sectors and activities.

Finance and related discip\ine

Finance is a multid!'sc@y field that intersects with various other disciplines, each
contributing to a de n@terstanding of financial systems, markets, and instruments. Some
of the related di 1 nclude:

Economics: Econdmics provides the theoretical foundation for finance by studying how
individuals, businesses, and governments allocate resources in the face of scarcity. Concepts
such as supply and demand, market equilibrium, and economic indicators are essential for
understanding financial markets and decision-making.

Accounting: Accounting focuses on recording, analyzing, and interpreting financial
transactions. It provides the necessary information for financial reporting, which is crucial for
investors, creditors, regulators, and other stakeholders in assessing the financial health and
performance of organizations.

Mathematics and Statistics: Mathematics and statistics play a significant role in finance,
particularly in quantitative finance and financial modeling. Concepts such as calculus,
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probability theory, and stochastic processes are used to develop mathematical models for
pricing financial instruments, managing risk, and analyzing market behavior.

Investments: The study of investments focuses on asset allocation, portfolio management,
security analysis, and valuation techniques. It involves understanding the risk-return trade-
off, diversification strategies, and the evaluation of various investment vehicles such as
stocks, bonds, mutual funds, and alternative investments.

Corporate Finance: Corporate finance deals with the financial decisions made by
corporations, including capital budgeting, capital structure, and dividend policy. It involves
analyzing investment opportunities, raising capital, and managing financial risks to maximize
shareholder value.

Financial Economics: Financial economics applies economic pri @ to the study of
financial markets and institutions. It examines topics such as market gffigiency, asset pricing,
behavioral finance, and the impact of information asymmetry Ou@é outcomes.

Risk Management: Risk management focuses on identifyj ,(sting, and mitigating risks
that arise from financial transactions and market flyetuatign$y It involves techniques such as
diversification, hedging, and insurance to protect agawast adverse outcomes.

Behavioral Finance: Behavioral finance integeatés,insights from psychology and sociology
into the study of financial decision-making. It ines how cognitive biases, emotions, and
social factors influence investor behaviorg@@nd market outcomes.

Banking: Banking encompasses tN@ties of financial institutions such as banks, credit
unions, and mortgage lenderse It } ves deposit-taking, lending, and other financial services
that facilitate the flow of fun economy.

Financial Law and® ion: Financial law and regulation govern the operation of
financial markets an itrtions, aiming to maintain stability, protect investors, and prevent
fraud and mi u includes areas such as securities regulation, banking law, and
consumer protec

These disciplines collectively contribute to the understanding, analysis, and management of
financial systems and play a crucial role in shaping economic outcomes and financial
decision-making at individual, corporate, and societal levels.

The nature and scope of finance encompass a broad range of activities and principles related
to the management of money, investments, and financial resources. Here's a breakdown of its
key aspects:

Nature and Scope of Finance:

Mutidisciplinary Nature: Finance draws upon various disciplines such as economics,
accounting, mathematics, and statistics.
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Dynamic and Evolving: It continuously evolves in response to changes in economic
conditions, regulations, technology, and market trends.

Risk and Return: Finance revolves around the fundamental principle of balancing risk and
return. Investors seek higher returns while managing risks effectively.

Time Value of Money: Finance recognizes that the value of money changes over time due to
factors like inflation, interest rates, and opportunity costs.

Personal Finance: Deals with managing individual or household finances, including
budgeting, saving, investing, retirement planning, and debt management.

Corporate Finance: Involves managing financial decisions within a business or corporation,
such as capital budgeting, financial analysis, investment decisions, and capital structure
management.

Investments: Focuses on analyzing financial assets like stocks, bonds, real estate, and
commodities to make informed investment decisions aimed at maximizing returns while
managing risks. %

Financial Institutions and Markets: Examines the role an Qe)a 1ons of financial
institutions (banks, credit unions, insurance companies) and finangialnarkets (stock markets,
bond markets, money markets) in facilitating the flow of etween investors and
borrowers. °

International Finance: Deals with financial transac# m vestments between countries,
including foreign exchange markets, internatio a‘% ancing, and global investment
strategies.

Behavioral Finance: Explores the psychologicadl factors influencing financial decision-
making, such as cognitive biases, emotions, a@uristics.

Financial Planning and Analysis: Invelves developing financial plans, forecasts, and
strategies to achieve specific ﬁna@ , whether for individuals, businesses, or other
entities.

®
Functions of Finance: : \Q

Allocation of Resom'cquance helps allocate scarce resources efficiently by directing
funds to their most ctive uses.

Risk Manage ce involves assessing, mitigating, and managing various types of
risks, including market risk, credit risk, liquidity risk, and operational risk.

Wealth Maximization: A primary goal of finance is to maximize the wealth or value of
stakeholders, whether shareholders, bondholders, or individuals.

Liquidity Management: Ensures that entities maintain adequate cash or liquid assets to meet
short-term obligations and unexpected expenses.

Capital Formation: Finance plays a crucial role in facilitating the formation of capital
through savings, investments, and financial intermediation.

Overall, the nature and scope of finance are broad and encompass a wide array of activities,
principles, and functions essential for managing financial resources effectively in both
personal and organizational contexts.
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Forms of Business Organisation :-

There are several forms of business organization, each
with its own characteristics, advantages, and disadvantages. Here are some of the most
common ones:

Sole Proprietorship:

Description: Owned and operated by a single individual.

Advantages: Simple to set up, full control by the owner, minimal regulatory requirements,
and direct flow of profits to the owner.

Disadvantages: Unlimited personal liability for debts and obligations, limited access to
capital, and potential difficulty in attracting talent.

Partnership: : @

Description: Formed by two or more individuals who agree to s
Advantages: Relatively easy and inexpensive to establish, sh
responsibility, potential for diverse skills and expertisw
Disadvantages: Unlimited liability for general
partners, and difficulties in transferring ownershi

rofits and losses.
nagement and financial

tential for conflicts among

Limited Liability Company (LLC):

Description: A hybrid business structur hat combmes the features of a corporation and a
partnership or sole proprietorship.

Advantages: Limited liability for ﬂex1b111ty in management structure, pass-through
taxation (like partnerships), and gulatory requirements compared to corporations.
Disadvantages: More comp up than sole proprietorships or partnerships, potential
for disagreements among m s, d varying regulations by state.

Corporation: &\

Description: A | entity separate from its owners (shareholders) with rights and liabilities
distinct from its members.

Advantages: Limited liability for shareholders, perpetual existence, easier access to capital
through the issuance of stock, and potential tax benefits.

Disadvantages: More complex and expensive to establish and maintain, extensive regulatory
requirements, potential for double taxation (on corporate profits and dividends), and
separation of ownership and management can lead to agency problems.

Cooperative:

Description: Owned and operated by a group of individuals or businesses for their mutual
benefit.

Advantages: Shared decision-making among members, potential for lower costs through
economies of scale, and focus on meeting members' needs rather than maximizing profits.
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Disadvantages: Potential for slower decision-making processes, challenges in raising capital,
and difficulties in balancing the interests of various stakeholders.

Nonprofit Organisation:

Description: Operates for purposes other than profit, such as charitable, educational, or
religious objectives.

Advantages: Tax-exempt status, eligibility for grants and donations, and ability to attract
volunteers and supporters.

Disadvantages: Limited ability to generate revenue, restrictions on political activities and
lobbying, and potential challenges in sustainability and fundraising.

Each form of business organization has its own set of legal, financial, and operational
considerations, and the choice often depends on factors such as the sizg of the business, its
objectives, the level of liability protection desired, and tax implicationg, €onsulting with legal
and financial professionals is advisable when determining the mos@a le structure for a

particular venture. Q
1

Function of Treasurer:- °
The treasurer plays a ¢ 1% the financial management of
an organization, particularly in managing its cas

functions of a treasurer include:

ancial assets. Some of the key

Cash Management: The treasurer is responsi@or overseeing the organization's cash flow.
This involves managing daily cash bal s, optimizing cash positions, and ensuring that
there is enough liquidity to meet sho inancial obligations while maximizing returns
on surplus cash.
[ )

Investment Management: stecrs are often tasked with managing the organization's
investment portfolio. The é\ﬁk cisions regarding where to invest surplus funds to
generate returns while b@ng risk considerations. This may involve investing in various
financial instrument s money market securities, bonds, equities, or other investment
vehicles.

Risk Management: Treasurers assess and manage financial risks that could impact the
organization's financial stability and performance. This includes monitoring interest rate risk,
currency risk, credit risk, and liquidity risk. They may use hedging strategies, derivatives, or
other risk management techniques to mitigate these risks.

Capital Structure Management: Treasurers play a role in determining the organization's
optimal capital structure by balancing the use of debt and equity financing. They evaluate
different funding options, negotiate terms with lenders or investors, and manage relationships
with financial institutions.

Banking and Financing Activities: Treasurers oversee banking relationships and financing
arrangements for the organization. They negotiate banking services, manage credit facilities,
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and arrange for financing when needed, such as through loans, lines of credit, or bond
issuances.

Cash Forecasting and Budgeting: Treasurers develop cash flow forecasts and budgets to
anticipate future cash needs and plan accordingly. They analyze historical data, market trends,
and business projections to forecast cash flows accurately and ensure that the organization
has sufficient funds to meet its obligations.

Compliance and Regulatory Reporting: Treasurers ensure compliance with relevant
financial regulations and reporting requirements. They oversee the preparation and filing of
regulatory reports, monitor changes in financial regulations, and implement policies and
procedures to ensure compliance with legal and regulatory standards.

Treasury Operations: Treasurers manage day-to-day treasury ope ng§, including cash
transactions, wire transfers, investment trades, and other financial agtivities. They may also
oversee treasury systems and technologies to streamline process improve efficiency.
The treasurer plays a critical role in safeguarding the ization's financial assets,
optimizing its financial resources, and ensuring finaneia y and liquidity. Effective
treasury management is essential for the organizationy 1&' health and success.

Function of Controller:-
The controller, also kn as the comptroller, serves as the chief

accounting officer of an organization and is respongsible for overseeing its financial reporting,
internal controls, and compliance with acc%ting standards and regulations. The functions of

a controller typically include: X@

Financial Reporting: Controlley Q sponsible for preparing accurate and timely financial
statements in accordance with\genefally accepted accounting principles (GAAP) or other
applicable accounting standards.” THey ensure that financial reports provide a clear and
transparent view of the ation's financial performance and position.

Internal Con @)llers establish and maintain internal control systems to safeguard
the organization's¥assets, prevent fraud, and ensure the reliability of financial reporting. They
design controls to ‘mitigate risks, monitor their effectiveness, and make improvements as
necessary to enhance the control environment.

Budgeting and Forecasting: Controllers work closely with management to develop annual
budgets and financial forecasts. They analyze historical financial data, market trends, and
operational projections to prepare accurate budget estimates and help guide decision-making
and resource allocation.

Cost Accounting: Controllers oversee cost accounting functions to track and analyze the
costs of goods sold, production processes, and other expenses. They provide insights into cost
drivers, profitability, and cost-saving opportunities to support strategic decision-making.
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Tax Compliance: Controllers ensure compliance with tax laws and regulations by preparing
and filing accurate tax returns, coordinating with external tax advisors, and staying updated
on changes in tax legislation that may affect the organization's tax liabilities.

Financial Analysis: Controllers perform financial analysis to evaluate the organization's
financial performance, identify trends, and assess the impact of business decisions. They
provide management with meaningful insights and recommendations to support strategic
planning and performance improvement initiatives.

Audit Coordination: Controllers liaise with external auditors to facilitate the annual audit
process. They provide auditors with access to financial records and information, address audit
inquiries, and ensure that audit findings are appropriately addressed and resolved.

Compliance and Regulatory Reporting: Controllers ensure com % with regulatory
requirements and reporting obligations imposed by government agengies) industry regulators,
and other stakeholders. They monitor changes in accounting st s and regulations and
implement necessary updates to ensure compliance.

Treasury Management: In some organizations, may also be responsible for
treasury functions such as cash manageme relatlonshlps and investment
management. They oversee cash flows, man barking transactions, and optimize the
organization's liquidity position.

The controlle s a vital role in maintaining the integrity
of the organization's financial records, enSuring compliance with financial regulations, and
providing financial insights to s %rmed decision-making by management and
stakeholders.

Financial Management Ap, &Tradltlonal and Modern

The Modern Approi

It includes both i 'Qp ds as well as their effective utilisation under the purview of
finance. The proach considers the three basic management decisions, i.c.,
investment decisions, financing decisions and dividend decisions within the scope of
finance function.

In respect to this, what is traditional and modern approach?

A “Traditional approach” refers to old or well-established techniques or customs. A
“modern approach” refers to something being used now based on new developments in
science, engineering, or social changes.

Also Know, what do you mean by traditional approach? Traditional approach, customs,
beliefs, or methods are ones that have existed for a long time without changing. Dealing
with something with those long existing methods is called a traditional approach.

Secondly, what is traditional approach of finance function?
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Traditional Approach. The traditional approach to the scope of financial management refers
to its subject matter in the academic literature in the initial stages of its evolution as a separate
branch of study. According to this approach, the scope of financial management is confined
to the raising of funds.

Financial Management

Financial management is defined as dealing with and analyzing money and investments for
a person or a business to help make business decisions.

Nature and Scope of Financial Management:-

Financial mana@nt involves
planning, organizing, directing, and controlling an organization's(finafiCial activities to
achieve its financial goals effectively and efficiently. The scopglo ancial management
encompasses various aspects of managing finances within an 6@\ ation, including:

]
Financial Planning: This involves setting finarcia ctives, estimating financial
requirements, forecasting future financial needse and{developing strategies to achieve the
organization's financial goals.

Financial Control: This involves moni origlnancial performance, comparing actual
results with planned objectives, identi ariances, and taking corrective actions when
necessary to ensure financial goals

Capital Budgeting: This 11%{ evaluating investment opportunities and making
decisions about which pro mvest in based on their potential to generate returns and
create value for the dY

Capital Stru agement This involves determining the mix of debt and equity
financing that minfmizes the cost of capital while maximizing shareholder wealth.

Working Capital Management: This involves managing short-term assets and liabilities to
ensure the organization has sufficient liquidity to meet its operational needs while
minimizing the cost of financing working capital.

Risk Management: This involves identifying, assessing, and mitigating financial risks that
could negatively impact the organization's financial performance, such as interest rate risk,
currency risk, credit risk, and operational risk.

Financial Reporting and Analysis: This involves preparing financial statements, analyzing
financial data to assess the organization's financial health and performance, and
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communicating financial information to stakeholders such as investors, creditors, and
regulators.

Approaches to Financial Management:-

Approaches to financial management can vary
depending on factors such as the organization's size, industry, and objectives. Some common
approaches include:

Traditional Approach: This approach focuses on maximizing shareholder wealth through
strategies such as optimizing capital structure, managing working capital efficiently, and
making investment decisions based on their potential to generate returns.

r value creation
interests of various
unity, in financial

Modern Approach: This approach emphasizes the importance of sta
rather than just shareholder wealth maximization. It considers
stakeholders, including employees, customers, suppliers, and
decision-making.

]
Behavioral Approach: This approach considers ychelogical and behavioral factors
that influence financial decision-making, such a% otions, and cognitive limitations.

It seeks to understand how these factors impa ancial management practices and how
they can be addressed to improve decision-m .

T, roach aligns financial management strategies

objectives. It involves identifying financial
ith strategic initiatives and integrating financial
aking processes.

Strategic Financial Manageme
with the organization's overall st

opportunities and risks assbci
considerations into strategic@o

Sustainable Finan; roach: This approach emphasizes the importance of
environmental, '&m’ governance (ESG) factors in financial decision-making. It seeks
to integrate sus‘&abﬁl' y considerations into financial management practices to create long-
term value for both’the organization and society.

The approaches to financial management are diverse and evolving, reflecting the complex
and dynamic nature of financial markets and organizations' financial needs and objectives.

The Objectives of Financial Management

1. Profit Maximization
One of the reasons a company employs a financial manager is to maximize profit while
managing the finance of the company.
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The gain can be in the short or long-term. But the main focus is that the individual or
department handling the financial issues of the company must ensure that the company

in question is making sufficient profit.

2. Wealth Maximization

Wealth maximization is a modern approach to financial management. Maximization of
profit used to be the main aim of a business and financial management till the concept of
wealth maximization came into being. It is a superior goal compared to profit maximization
as it takes broader arena into consideration. Wealth or Value of a business is defined as the
market price of the capital invested by shareholders.

It simply means maximization of shareholder’s wealth. It is a combination of two words viz.
wealth and maximization. A wealth of a shareholder maximizes when the net worth of a
company maximizes. To be even more meticulous, a sharecholder hglds share in the
company/business and his wealth will improve if the share price i arket increases
which in turn is a function of net worth. This is because wealth maximization is also known
as net worth maximization. %

Role of Finance Manager. ° \Q(b

1. Estimating the Amount of Capital Requir

This is the foremost function of the financial mafiager.’Business firms require
capital for: (i) purchase of fixed assets, 9

(i) Meeting working capital requirementsaan

(111) Modernisation and expansion of b %
The financial manager makes estim funds required for both short-term and long-term.

[ ]
2. Determining Capital Stru

Once the requirement of ca@ ndsS has been determined, a decision regarding the kind
and proportion of vafious,sdurces of funds has to be taken. For this, financial manager has
to determine the pro 1X’0f equity and debt and short-term and long-term debt ratio. This
is done to achi @ imgnum cost of capital and maximise shareholders wealth.

3. Choice of Sources of Funds:

Before the actual procurement of funds, the finance manager has to decide the sources from
which the funds are to be raised. The management can raise finance from various sources
like equity shareholders, preference shareholders, debenture- holders, banks and other
financial institutions, public deposits, etc.

4. Procurement of Funds:

The financial manager takes steps to procure the funds required for the business. It might
require negotiation with creditors and financial institutions, issue of prospectus, etc. The
procurement of funds is dependent not only upon cost of raising funds but also on other
factors like general market conditions, choice of investors, government policy, etc.
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5. Utilisation of Funds:

The funds procured by the financial manager are to be prudently invested in various assets
so as to maximise the return on investment: While taking investment decisions,
management should be guided by three important principles, viz., safety, profitability, and
liquidity.

6. Disposal of Profits or Surplus:

The financial manager has to decide how much to retain for ploughing back and how much
to distribute as dividend to shareholders out of the profits of the company. The factors which
influence these decisions include the trend of earnings of the company, the trend of the
market price of its shares, the requirements of funds for self- financing the future
programmes and so on.

7. Management of Cash: @
Management of cash and other current assets is an important tas cial manager. It
involves forecasting the cash inflows and outflows to ensure t% is neither shortage
nor surplus of cash with the firm. Sufficient funds ngus ilable for purchase of
materials, payment of wages and meeting day-to-da @

8. Financial Control:

Evaluation of financial performance is also an nt function of financial manager. The
overall measure of evaluation is Return on @stment (ROI). The other techniques of
financial control and evaluation includ dgetary control, cost control, internal audit,
break-even analysis and ratio a @ e financial manager must lay emphasis on

financial planning as well. Q

&
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