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1.1 INTRODUCTION
Business concern needs finance to meet their requirements in the economic world.
Any kind of business activity depends on the finance. Hence, it is called as lifeblood of
business organization. Whether the business concerns are big or small, they need
finance to fulfill their business activities.

In the modern world, all the activities are concerned with the economic activities
and very particular to earning profit through any venture or activities. The entire
business activities are directly related with making profit. (According to the economics
concept of factors of production, rent given to landlord, wage given to labour, interest
given to capital and profit given to shareholders or proprietors), a business concern
needs finance to meet all the requirements. Hence finance may be called as capital,
investment, fund etc., but each term is having different meanings and unique characters.
Increasing the profit is the main aim of any kind of economic activity.

1.2 MEANING OF FINANCE
Finance may be defined as the art and science of managing money. It includes financial
service and financial instruments. Finance also is 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.

1.3 DEFINITION OF FINANCE
According to Khan and Jain, “Finance is the art and science of managing money”.

According to Oxford dictionary, the word ‘finance’ connotes ‘management of
money’.

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.

CHAPTER-1

Introduction to
Financial Management



2 FINANCIAL MANAGEMENT

1.4 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.

According to the Encyclopedia of Social Sciences, “Corporation finance deals
with the financial problems of corporate enterprises. These problems include the financial
aspects of the promotion of new enterprises and their administration during early
development, the accounting problems connected with the distinction between capital
and income, the administrative questions created by growth and expansion, and finally,
the financial adjustments required for the bolstering up or rehabilitation of a corporation
which has come into financial difficulties”.

1.5 TYPES OF FINANCE
Finance is one of the important and integral part of business concerns, hence, it plays
a major role in every part of the business activities. It is used in all the area of the
activities under the different names.

Finance can be classified into two major parts:
Private Finance, which includes the Individual, Firms, Business or Corporate

Financial activities to meet the requirements.

Fig. 1.1: Types of Finance



INTRODUCTION TO FINANCIAL MANAGEMENT 3

Public Finance which concerns with revenue and disbursement of Government
such as Central Government, State Government and Semi-Government Financial
matters.

1.6 MEANING OF FINANCIAL MANAGEMENT
As we know finance is the lifeblood of every business, its management requires special
attention. Financial management is that activity of management which is concerned
with the planning, procuring and controlling of the firm’s financial resources.

The scope and coverage of financial management have undergone fundamental
changes over the last half a century. During 1930s and 1940s, it was concerned of
raising adequate funds and maintaining liquidity and sound financial structure. This is
known as the ‘Traditional Approach’ to procurement and utilization of funds required
by a firm. Thus, it was regarded as an art and science of raising and spending of
funds. In the words of Paisco, ”In a modern money using economy, finance may be
defined as the provision of money at the time it is wanted.” The traditional approach
emphasized the acquisition of funds and ignored efficient allocation and constructive
use of funds. It does not give sufficient attention to the management of working
capital.

During 1950s, the need for most profitable allocation of scarce capital resources
was recognized. During 1960s and 1970s many analytical tools and concepts like
funds flow statement, ratio analysis, cost of capital, earning per share, optimum capital
structure, portfolio theory etc. were emphasized. As a result, a broader concept of
finance began to be used. Thus, the modern approach to finance emphasizes the
proper allocation and utilization of funds in addition to their economical procurement.
Thus, business finance, in the words of Authman and Dongall, may broadly be defined
as “the activity concerned with the planning, raising, controlling and administering of
funds used in the business.” Modern business finance includes –

(i) Determining the capital requirements of the firm.
(ii) raisin of sufficient funds to make an ideal or optimum capital structure,

allocating the funds among various types of assets and
(iii) Financial control so as to ensure efficient use of funds.

Financial Management means planning, organizing, directing and controlling the
financial activities such as procurement and utilization of funds of the enterprise. It
means applying general management principles to financial resources of the enterprise.
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1.7 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”.

The most popular and acceptable definition of financial management as given by
S.C. Kuchal is that “Financial Management deals with procurement of funds and their
effective utilization in the business”.

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”.

Joshep 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 Corporation Finance or Business Finance.

“Financial management comprises the forecasting, planning, organizing, directing,
coordinating and controlling of all activities relating to acquisition and application of
the financial resources of an undertaking in keeping with its financial objective.”
Raymond Chambers

Another very elaborate definition given by Phillippatus is
“Financial Management is concerned with the managerial decisions that result in

the acquisition and financing of short term and long term credits for the firm.”

1.8 HISTORY OF FINANCIAL MANAGEMENT
Financial management emerged as a distinct field of study at the turn of this century.
Its evolution may be divided into three broad phases (though the demarcating lines
between these phases are somewhat arbitrary): the traditional phase, the transitional
phase, and the modern phase.

The Traditional Phase
The transitional phase begins around the early forties and continues through the early
fifties. Though the nature of financial mgmt during this phase was similar to that of the
traditional phase, greater emphasis was placed on the day to day problem faced by the
finance managers in the area of funds analysis, planning, and control. The general
problems related to funds analysis, planning and control were given more attention in
this phase. These problems however were discussed within limited analytical framework.
During this phase, financial management was considered necessary only during
occasional events such as takeovers, mergers, expansion, liquidation, etc. Also, when
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taking financial decisions in the organisation, the needs of outsiders (investment bankers,
people who lend money to the business and other such people) to the business was
kept in mind. The traditional phase lasted for about four decades. The following were
its important features:

1. The focus of financial management was mainly on certain episodic events
like formation, issuance of capital, major expansion, merger, reorganization,
and liquidation in the life cycle of the firm.

2. The approach was mainly descriptive and institutional. The instruments of
financing, the institutions and procedures used in capital markets, and the
legal aspects of financial events formed the core of financial management.

3. The outsider’s point of view was dominant. Financial management was viewed
mainly from the point of the investment bankers, lenders, and other outside
interests.

Modern Phase
The modern phase begin in mid 50s and has witnessed an accelerated pace of
development with the infusion of ideas from economic theories and applications of
quantitative methods of analysis. The distinctive features of modern phase are:

• The scope of financial management has broadened. The central concern of
financial management is considered to be a rational matching of funds to their
uses in the light of appropriate decision criteria

• The approach of financial management has become more analytical and
quantitative

• The point of view of the managerial decision maker has become dominant
Since the beginning of the modern phase many significant and seminal

developments have occurred in the fields of capital budgeting, capital structure theory,
efficient market theory, optional pricing theory, agency theory, arbitrage pricing theory,
valuation models, dividend policy, working capital management, financial modeling,
and behavioral finance. Many more exciting developments are in the offing making
finance a fascinating and challenging field.

1.9 SCOPE OF FINANCIAL MANAGEMENT
Scope of financial management is vast and important to business. It is involve in all
level of management and all fields of human activities. We can prove that without good
financial management, no organization can be alive. Organization (duplicate name of
selfish group of people) is helpful for people and wants welfare of public. But, it
need fund, money and cash and for getting it, it uses techniques of financial management.
So financial management makes his place everywhere. Never understand it as the
name of book but it is practical science to support business to live respectful life in
society.
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In order to achieve the objectives of the financial management, the financial
manager of the business concern, has to manage various aspects of finance function
which lay down the scope of his duty. These aspects are discussed as under:

1. Estimating the financial requirement.
2. Determining the structure of capitalization.
3. Selecting a source of finance.
4. Selecting a pattern of investment.
5. Management of cash flow.
6. Implementing financial control.
7. Proper use of surplus.
1. Estimating the financial requirement: on the basis of their forecast of the

volume of business operations of the company, the finance executives have
to estimate the amount of fixed capital and working capital required in a given
period of time

2. Determining the structure of capitalization: after estimating the requirement
of capital, the finance executives have to decide about the composition of
capital. They have to determine the relative proportion of owner’s risk, capital
and borrowed capital. These decisions have to be taken in the light of cost of
raising form different resources, period for which funds are needed and several
others factors.
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3. Investment decision: the funds raised from different resources are to be
intelligently invested in various assets so as to optimize their return of
investment. While making investment decision, management should be guided
by three important principles-safety, liquidity and profitability.

4. Management of cash flows: Cash is needed to pay off creditors, for purchase
of materials, pay labor and to meet everyday expenses. These should not be
shortage of cash at any time as it will damage credit- worthiness of the
company. These should not be access cash them required because money
has time value.

5. Management of earnings: The finance executive has to decide about the
allocation of earnings among several competitive needs. A certain amount of
total earnings may be kept as reserve or a portion of earnings may be distributed
among and ordinary and preference share holders, yet another portion may
be ploughed back or re-invested. The finance executives must consider the
merits and demerits of alternative schemes of utilizing the funds generating
from the companies own earnings.

6. Choice of sources of finance: The management can raise finance from
various sources like share holders, banks and others financial distributors
finance executives has to evaluate each source over method of finance and
choose the best source. Financial management is the new branch of accounting
that deals with the acquisition of financial resources & management of them.

FINANCIAL MANAGEMENT AND RELATED DISCIPLINES
Financial management is one of the important parts of overall management, which is
directly related with various functional departments like personnel, marketing and
production. Financial management covers wide area with multidimensional approaches.
The following are the important scope of financial management.

1. Financial Management and Economics
Economic concepts like micro and macroeconomics are directly applied with the
financial management approaches. Investment decisions, micro and macro environmental
factors are closely associated with the functions of financial manager. Financial
management also uses the economic equations like money value discount factor,
economic order quantity etc. Financial economics is one of the emerging area, which
provides immense opportunities to finance, and economical areas.

2. Financial Management and Accounting
Accounting records includes the financial information of the business concern. Hence,
we can easily understand the relationship between the financial management and
accounting. In the olden periods, both financial management and accounting are treated
as a same discipline and then it has been merged as Management Accounting because
this part is very much helpful to finance manager to take decisions. But now a day’s
financial management and accounting discipline are separate and interrelated.
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3. Financial Management or Mathematics
Modern approaches of the financial management applied large number of mathematical
and statistical tools and techniques. They are also called as econometrics. Economic
order quantity, discount factor, time value of money, present value of money, cost of
capital, capital structure theories, dividend theories, ratio analysis and working capital
analysis are used as mathematical and statistical tools and techniques in the field of
financial management.

4. Financial Management and Production Management
Production management is the operational part of the business concern, which helps to
multiple the money into profit. Profit of the concern depends upon the production
performance. Production performance needs finance, because production department
requires raw material, machinery, wages, operating expenses etc. These expenditures
are decided and estimated by the financial department and the finance manager allocates
the appropriate finance to production department. The financial manager must be aware
of the operational process and finance required for each process of production activities.

5. Financial Management and Marketing
Produced goods are sold in the market with innovative and modern approaches. For
this, the marketing department needs finance to meet their requirements. The financial
manager or finance department is responsible to allocate the adequate finance to the
marketing department. Hence, marketing and financial management are interrelated
and depends on each other.

6. Financial Management and Human Resource
Financial management is also related with human resource department, which provides
manpower to all the functional areas of the management. Financial manager should
carefully evaluate the requirement of manpower to each department and allocate the
finance to the human resource department as wages, salary, remuneration, commission,
bonus, pension and other monetary benefits to the human resource department. Hence,
financial management is directly related with human resource management.

1.10 OBJECTIVES OF FINANCIAL MANAGEMENT
Effective procurement and efficient use of finance lead to proper utilization of the
finance by the business concern. It is the essential part of the financial manager. Hence,
the financial manager must determine the basic objectives of the financial management.
Objectives of Financial Management may be broadly divided into two parts such as:

1. Profit maximization
2. Wealth maximization.
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