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PrefaCe

In finance our goal is to create wealth. We learn from experience how to cope with routine 
problems. The most successful are those who are able to respond to change. To do so we need 
more than time-honored rules of thumb; we must understand why companies and financial 
markets behave the way they do. In other words, we need a theory and principles of finance.
 Much of this book is concerned with understanding what financial managers do and why. 
But we also say what financial managers should do to increase company value. 
 The book provides an introduction to these burning topics in the field of finance. We begin 
introduction to finance, where we introduce you to financial planning, financial control, profit 
maximization analysis, functions of finance, the basic tools of finance and decision-making. 
We present the decision-making which includes capital budgeting, capital structure and the 
management of working capital
 We have also put more emphasis on financial planning and the management of working 
capital. For example, the discussion of financial statements and ratios and common-size balance 
sheets and income statements.
 The book helps you to grasp what is going on in the world around you. It helps you to ask 
the right questions when times change and new problems need to be analyzed. It also tells you 
which things you do not need to worry about. Throughout this book we show how managers 
use financial principles to solve practical problems.
 The book develops new themes and ideas. Over the years the literature on finance has focused 
more on understanding what financial managers do and the reasons for their actions. In other 
words, finance has become more positive and less normative. For example, in recent years there 
have been a number of useful surveys of firms’ capital investment practices, payout policies, 
decisions to go public, and their choice of capital structure. We review these surveys and look at 
how they cast light on competing theories.
 We recognize the financial managers, increasingly work in an international environment and 
therefore need to be familiar with differences in institutional structure and corporate practice. We 
hope that this material will provide a better understanding of the wider financial environment 
and be useful to our many readers around the world.
 We realize that instructors will wish to select from these topics and many will prefer a 
different sequence. Therefore, we have ensured that the text is modular, so that topics can be 
introduced in several logical orders. For example, there should be no difficulty in reading the 
material on financial statement analysis and short-term financial decisions before the chapters on 
capital investment.
 The book devotes special chapters to dividend policy and to share repurchases as an 
alternative to dividend payouts. The dividend decision, incorporate finance, is a decision made 
by the directors of a company. It relates to the amount and timing of any cash payments made to 
the company’s stockholders. The decision is an important one for the corporate as it may influence 
its capital structure and stock price. In addition, the decision may determine the amount of 
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taxation that stockholders pay. There are three main factors that may influence a firm’s dividend 
decision:
 l Free-cash flow
 l Dividend clienteles
 l Information signaling.

 Under this theory, the dividend decision is very simple. The corporate simply pays out, 
as dividends, any cash that is surplus after it invests in all available positive net present value 
projects.
 The dividend decision is usually taken by considering at least the three questions of: How 
much excess cash is available? What do our investors prefer?, and What will be the effect on our 
stock price of announcing the amount of the dividend?
 When investors have incomplete information about the firm, perhaps due to opaque 
accounting practices, they will look for other information that may provide a clue as to the 
firm’s future prospects. Managers have more information than investors about the firm, and such 
information may affect their dividend decisions. When managers lack confidence in the firm’s 
ability to generate cash flows in the future they may keep dividends constant, or possibly even 
reduce the amount of dividends paid out. Conversely, managers that have access to information 
that indicates very good future prospects are more likely to increase dividends.
 The goal of the text is not merely to teach the tools of a discipline or trade but also to enable 
the readers to abstract what is learned to new and yet unforeseen problems – in short, to educate 
the readers in finance.
 The book is written for students of financial management. For many readers it is their first 
look at the world of finance. Therefore, we try to make the book simpler, clearer, and more fun 
to read. But the book is also used extensively as a reference and guide for practicing managers 
around the world. Therefore, we strive to make it more comprehensive and authoritative. We 
believe that this publication is better for both the students and the practicing managers.
 This book provides the readers with conceptual understanding of financial making process, 
rather than just an introduction to the tools and techniques of finance. Practical Illustration are 
incorporated for easy understanding of the readers.
 The book is intended for students, and managers with requisite knowledge in economics, 
accounting, and statistics.
 The book includes its own recommended readings list. Important terms and a list of acronyms 
used in the text are included at the end of the book.

—Authors
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Chapter 1
Finance and Business  

development

Finance is one of the most important business function but in recent times due to various 
developments such as increasing number of business units and their scales of operation, changing 
structure of economy, globalization of economy, rising price levels, and the increasing importance 
of the government in its use of financial resources, the finance as a business function, is gaining 
an importance and a distinctive status.
 In the initial stage, the accounting function was regarded not very different from financial 
function. This was primarily due to the fact that terms and concepts used in both are identical 
and similar. Accounting is essentially a sequence concerned with data gathering, classifying and 
recording them in a specified manner while financial management is concerned with the analysis 
of the data for the purpose of decision making.
 Finance is the life-blood of business and is the key determinant of the success of all other 
business functions. It is the lubricant of the process of economic growth. “Something must 
direct the flow of economic activity and facilitate its smooth operation. Finance is the agent that 
produces this result.” (Ref.: Husband and Dockery in Modern Corporation Finance).
 “Finance may be defined as that administrative area or set of administrative functions in 
an organization which relates to arrangement of cash and credit so that the organization may 
have means to carry out its objectives as satisfactorily as possible.” (Ref.: Howard and Uptron: 
Introduction to Business Finance).
 Business finance can broadly be defined as the activity concerned with planning, raising, 
controlling and administering of funds used in business (Ref.: Guthman and Duggal). Finance in 
general terms may be defined as the study of money– its nature, creation, behaviour, regulation 
and problems. It is concerned with the ways in which businessmen, investors, governments 
financial institutions and families deal with funds or money.
 Traditionally, corporation finance was the term used for financial management. In essence, 
it implies financing the corporate enterprise i.e., procurement of funds. In fact, this approach 
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ignored the allocation or utilization of funds. It is now recognized that efficient performance 
of finance function requires the application of general principles of management. Though, it is 
very difficult to enumerate all the functions performed by management, yet the most important 
aspects of financial management are:
 1. Planning 
 2. Organizing, and 
 3. Control. 

Financial Planning

Basically planning is selling out the future activities of business in financial terms. In the words 
of Koontz and O’ Donnel, “Planning is the executive function which involves one selection from 
among alternatives of enterprise objectives, procedures, policies and programmes.”
 To be more cogent, planning is deciding in advance what is to be done, i.e., “ Plan is projected 
course of action.”
 It includes:
 1. Establishing the firm’s objectives.
 2. Determining firms’ policies.
 3. Establishing procedures which must be followed to achieve goals. In technical terms, 

financial planning included determination of financial goals, economics of acquisition of 
money quantity and quality and optimum use of funds.

Steps in Financial Planning

STEP 1. Selling up of the Goals and Objectives:

 As stated earlier the first step in financial planning is the setting up of the goals or objectives–
usually to employ capital in whatever proportion necessary to yield maximum productivity from 
each factor of production over the long run. In dynamic society economic condition change and 
to take advantage of changing economic situation or environment, firm should establish long and 
short-term goals. The long-term goals is to use capital in appropriate proportion to aim at the 
maximum possible profitability of the enterprise. The long-term goals is to be so designed that it 
does not jeopardize the short-term goal of solvency for survival.

STEP 2. Formulation of Policies:

 The second step is the formulation of policies dealing with procurement, disbursement and 
administration of funds. To be more specific these are:
 1. Policies governing the amount of capital required for the firm keeping in view the 

objectives
 2. Policies determining the owners vs. lenders share in the capital
 3. Policies governing credit and collection activities of the firm
 4. Policies regarding income determination and distribution.

STEP 3. Formulation of Procedures:

 The third step is the formulation of the procedures. Procedures imply a series of steps and 
each step is called a method. Procedures would help each individual know what he has to do.

STEP 4. Provision of Flexibility:

 The last step is to provide flexibility so that administration becomes easy.
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Limitation of Financial Planning

 Some of the main limitation of financial planning are:
 1. Planning is a blue print of future course of action which requires facts about future. 

Facts about future are non-existent. As such assumption about future must be substituted 
by suitable forecasts–purchases, sales, operations etc.

 2. Reluctance or inability of management to change plans.
 3. Lack of coordination or indecision among personnel.

Financial Organization

 Organizing function is normally concerned with functional determination, allocation and 
delegation. Three things are of great relevance in deciding the nature of financial organization:
 1. Size of the enterprise
 2. Nature of the enterprise
 3. Capacity, experience and interest of the finance man to be used for the purpose.
 Keeping in view the above factors financial organization would be concerned with: 
 1. Identifying all financial activities and their division
 2. Determination of financial activities to be performed by line and top and staff 

personnel
 3. Deciding about channels of reporting and the persons incharge
 4. How to affect coordination among different activities?
 Precisely speaking financial organization is concerned with grouping of financial activities in 
operational terms and delegation of sufficient authority to the operating levels.

Financial Control

 If the organization has to achieve the goals set under planning process, it must exercise 
control function very effectively. Control function is composed of four important phases:
 1.  Determination of operational standards of performance
 2. Measurement of actual performance and its evaluation in relation to pre-determined 

goals
 3.  Determination of deviation and corrective action
 4. Development of standards for performance evaluation.
 Traditionally, the so called ‘Munim ji’, the financial manager, was engaged in record keeping, 
preparation of accounts and managing cash whenever business needed it. For a considerable 
period of time financial management was viewed as an activity mainly concerned with raising 
of funds.
 Gradually, the nature of finance function has changed considerably. As business becomes more 
complex, finance function assumed the role which far exceeded the traditional role of preparing 
reports and rasing funds. Today’s Financial Manager deals with issues affecting liquidity and 
profitability. He deals with:
 1. Financing risk and costs
 2. Diversification of activity, i.e., new produce development, new market and new business
 3. Rate of inflation and its impact on business
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