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  Cost of Capital – Concept, Importance – Classification – Calculation of Cost of 

Debt, Cost of Equity and Cost of Preference Shares - Cost of Retained Earnings – 

Weighted Average Cost of Capital.  

UNIT - III  

  Leverages – Meaning and Significance – Types: Operating, Financial and 

Combined Leverages – EBIT and EPS Analysis, Dividend– Forms of Dividend – 

Factors determining dividend - Dividend Theories and Dividend Policies . 

UNIT - IV  

  Capital Structure Planning – Meaning and Scope – Approaches: Net Income 

Approach – Net Operating Income Approach – MM Approach – Arbitrage Process – 

Traditional Approach – Indifference Point.  

UNIT – V  

        Capital Budgeting (Investment Decisions) – Concept and Importance - Appraisal 

Methods: Pay Back Method – Discounted Cash Flow Method - NPV Method, Excess 

Present Value Index, IRR, ARR and ROI 

Marks: Theory 40% and Problems 60%)  

TEXT BOOK RECOMMENDED: 



SENGAMALA THAYAAR EDUCATIONAL TRUST WOMEN’S COLLEGE 

 

 DEPARTMENT OF BUSINESS ADMINISTRATION                                                                                                Page 3 
 

S.N. Maheshwari, Elements of Financial Management –, Sultan Chand & Sons.  

BOOKS FOR REFERENCE:  

1. I.M. Pandey, Financial Management, Vikash Publishing House Pvt. Ltd.  

2. Prasanna Chandra, Fundamentals of Financial Management, Tata McGraw Hills.  

3. M.Y.Khan&P.K. Jain, Theory and Problems in Financial Management, Tata McGraw 

Hills.  

4. R.K. Sharma, Shashi and K.Gupta, Financial Management, Kalyani publication.  

 

                                                            

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



SENGAMALA THAYAAR EDUCATIONAL TRUST WOMEN’S COLLEGE 

 

 DEPARTMENT OF BUSINESS ADMINISTRATION                                                                                                Page 4 
 

 

 UNIT – I 

Financial Management - Meaning and Scope – Finance Functions – Profit Maximization 

 and Wealth Maximization – Sources of Finance - Short term - Bank sources – Long term - 

Shares - debentures, preferred stock – debt.  

This unit consists of the following: 

1. Introduction: Meaning of Finance, Meaning of Finance Function, Meaning 

 of Financial  Management, Definition of Financial Management 

2. Scope of Financial Management 

3. Aims of Finance Function 

4. Objectives of Financial Management 

5. Financial Decisions 

6. Functions of Financial Management 

7. Organization of a Finance Function/ Financial Management 

8. Significance of Financial Management 

9.  Source of Finance – Security Financing, Internal Financing and Loan Financing 
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CHAPTER I 

 

INTRODUCTION TO FINANCIAL MANAGEMENT 

 

Introduction: 

Finance is the life blood of a business because it is the basic foundations of all kinds of 

economic activities. Business needs money to make more money. Money begets more money 

only when it is properly managed. Efficient management of every business is closely linked 

with efficient management of its finance. Without finance, the business would come to halt. 

Finance:  The provision of adequate amount of money when it is required. 

Finance Function:  It is concerned with the procurement of funds and their effective 

 utilization. 

Meaning of Financial Management: Financial Management may be described as  

making decisions on financial matters, implementing the decisions and review of  

the implementation. It is the process of managing the finance function. 

Definition of Financial Management: 

According  to Soloman, “ Financial Management is concerned with the efficient use of 

 an important economic resource namely capital funds”.  

 According to Archer and Ambrosio, “It is the application of the planning and  

control functions to the finance function”. 

 According to Guthman and Dougall, “Business Finance or Financial Management may  

be defined as the activity concerned with Planning, Raising, Controlling and  

Administering of the funds used in the business. 

Financial management is the operational activity of a business that is responsible for obtaining 

and effectively utilizing the funds necessary for efficient operations.”- Massie 
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Scope of Financial Management  

(or) Approaches of Financial Management: 

Approaches of Financial Management are Traditional Approach and Modern Approach 

Traditional Approach: 

• It was introduced by Thomas Greene (1897) in his book “Corporation Finance”. 

• This approach was popular during the early stages of evolution of Financial  Management 

• The scope of Financial Management was limited to the procurement of funds 

• The utilisation of funds was not considered. 

• It cover three aspects 

a. Arrangement of funds from Financial Institutions 

b. Arrangement of funds through Financial Instruments 

c. Watch the legal and accounting relationship between a corporation and its sources of funds 

Limitation of Traditional Approach: 

• It is narrow because it concentrates only in procurement of funds 

• This approach deals with the raising and administering of funds. It treated the finance  

from the viewpoint of suppliers of funds i.e. outsiders, bankers, investors etc. so, it 

 follows an outsider looking in approach. 

• This approach avoids internal decision making and day to day financial problems of a 

 firm. It solve the problems if long term finance. 

• It does not pay any attention to working capital finance and management 

• It gives no consideration to the relationship between financing mix and cost of capital 

• This approach focused attention only on the financial problems of corporate  

enterprise. Non-Corporate industrial organizations remained outside its scope. 

• This approach does not emphasis on allocation of funds. 
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Modern Approach: 

 Since the mid 1950’s business conditions have changed. Factors like  

rapid industrialisation, technological improvements and severe competition have  

made business more complex. In response to the changes, the approach to  

financial management has also changed. 

• It is broader sense because the scope is not limited to the procurement of funds. It  

includes efficient utilisation as well. 

• It covers financial planning, raising of funds, evaluation of investment proposals, 

 allocation of funds, financial control etc. 

• It covers financial decision likes investment decision, financing decision and  

dividend decision 

• It considers working capital management and day to day financial problems 

• The modern approach recognises the fact that financial decisions have a great impact 

 on other business activities. Hence, Financial Management is regarded as an important  

and integral part of management. 

Finance Function: 

  All functions of the business- purchase, production, marketing, research 

and development require finance. Without money, these activities will come to a  

halt. Hence, finance function is the most important of all functions; the need for finance 

 is continuous. A new firm, for instance, has to first decide the amount of investment.  

Then, sources of finance have to be considered for selection of an optimum financing  

mix. The money raised must be used efficiently. 

Aims of Finance Function: 

1. Procurement of Funds: The main aim of the finance function is the provision of  

adequate finance to meet the requirements of the business. Finance must be provided 

 in time at a reasonable cost 
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2. Efficient Utilization of Funds: efficient utilization of funds is the fundamental  

requirement for the success of the finance function. The firm must generate a return  

higher than the cost of funds, so as to maximize the earnings of the shareholders. 

3. Increasing Profitability: Finance function should aim at increasing the profitability of  

the business; all financial decisions influence the profits. Hence, decision making  

should always be guided. 

4. Maximizing Firm’s Value: Finance function plays a key role in maximizing the 

 firm’s value. To a considerable extent, the value of the firm depends on its profitability 

 

Objectives of Financial Management: 

     1. Profit Maximisation 

      2. Wealth Maximisation 

Profit Maximisation: It refers to the maximisation of income on earnings of a firm. 

The arguments in favour of Profit Maximisation 

1. Natural Goal:  Profit is the aim of any business, so naturally the goal of  

financial management should be profit maximisation. 

2. Measure of Efficiency: profit is a measure of efficiency. Higher profit implies  

greater efficiency. 

3. Internal Generation of Funds: profit lead to internal generation of funds. It helps 

 to finance the growth of the business. 

4. Protection against Risks: profits provide protection against risks. When a company  

is faced with unfavorable conditions such as fall in profits, increase in costs and  

severe competition. Accumulated profits serve as a cushion to absorb the shocks. 

5. Fulfillment of Social Obligations; Profits are essential for fulfilling social obligations  

of the business. The goal of profit maximisation helps to maximise social welfare. 

The arguments against the objectives of Profit Maximisation 

1. Vague: It is vague because different meanings. For instance, profit may refer to long 
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 term profits ( or) short term profits. And also refer to profit before tax or profit after tax. 

2. Neglects Time Value of Money: Profits of today are more valuable than profits to  

be earned after 5 years. But profit maximisation objective treats all profits are  

equal, irrespective of the timing. 

3. Ignores Risk Factor: Some projects are more risky than the others through the  

expected earnings may be equal. But, the risk factor is not considered by the 

 profit maximisation goal. 

4. Taint of Immorality: It implies exploitation of consumers, workers and the society. 

5. Invalid: It is valid objective under conditions of perfect competition. As the markets are 

 

 not perfect, it cannot be a valid objective. 

6. Inadequate: In Company Form of  A Organisation, there is separation of  

ownership and control. Shareholders are owners. But, the control is in the hands 

 of professional managers, creditors, financial institutions, workers, consumers and  

the society are concerned with the company’s operations. So, the management has 

 to reconcile the conflicting interest of these stakeholders. Profit Maximisation goal 

 is inadequate for the purpose. 

   

The variants of Profit Maximisation goal are 

i) Maximising Profit after Taxes: To overcome the problem of vagueness, the  

term profit may be defined specifically as profit after taxes. But this objective is also 

 not sound as it will not maximise the economic welfare of the shareholders. 

ii) Maximising the EPS: It ignores time value of money and risk element.  

Profit maximisation as an objective of financial management has been rejected. 

Wealth Maximisation: It refers to the maximisation of the wealth of the shareholders. 

 It involves maximisation of the net present value of an investment. 

NPV- It means difference between the present value of its inflows (benefits) and 
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 outflows (costs). Positive net present value creates wealth to shareholders. Negative 

 net present value reduces shareholders wealth. Only investments which yield a positive 

 net present value accepted. 

 The wealth created by a company is represented by the market price of its 

 shares. Therefore, wealth maximisation implied maximisation of market value of shares. 

• W = V-C 

• W = Net present worth 

• V = Gross present worth 

• C = Investment required to acquire the asset/purchase the course of action 

• V = E/K 

• E = Size of the benefits available to the suppliers of capital 

• K = capitalization rate reflecting quality and 

• Timing of benefits attached to E 

• E = G–(M+I+T) 

• G = Average future flow of gross earnings expected from the course of action, before the 

maintenance charges, taxation, expected flow of interest, preference dividend 

• M = Average annual required investment to maintain G 

• I =Expected flow of annual payments of Interest, Preference Dividend and other prior 

charges 

• l T=Expected annual outflow of taxes 

• Alternate method: 

•  

A1, A2, A3--------depicts the flow of cash resources from a course of action over the period 

of time 

K=is an appropriate discount rate 

C=Initial outlay to acquire the asset 

If the out come is positive means that net present worth is positive i.e., more than the initial 

investment, considered to be fruitful for the investment and vice versa 

Wealth of the investors= market value of the shareholding of the investors 
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If net worth is positive then the wealth of the investors will go up; it means that the market 

value of the share holding of the investors will pile up. 

It is called in other words as Maximization of market value of the shares. 

Advantages of Wealth Maximisation Objectives: 

1. Clarity: Wealth Maximisation is a clear concept: It represents the net present worth. 

2. Time Value of Money: It takes into account the time value of money, by discounting 

 the future cash inflows. 

3. Recognise Risk Factor: The risk factor is also recognised. The proposal with a  

greater degree of risk, a high discount rate is used. 

4. Universal Acceptance: It is universally accepted. It takes care of the interest  

of shareholders, financial institutions, employees and the society. 

Difference between profit maximization and wealth maximization: 

BASIS FOR 

COMPARISON 
PROFIT MAXIMIZATION WEALTH MAXIMIZATION 

Concept The main objective of a concern is to earn a larger 

amount of profit. 

The ultimate goal of the concern is to 

improve the market value of its shares. 

Emphasizes on Achieving short term objectives. Achieving long term objectives. 

Consideration of Risks 

and Uncertainty 

No Yes 

Advantage Acts as a yardstick for computing the 

operational efficiency of the entity. 

Gaining a large market share. 

Recognition of Time 

Pattern of Returns 

No Yes 
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Financial Decisions: Financial Decisions are decisions concerning the financial matters  

of a firm. Financial decisions are investment decisions, financing decisions and 

 dividend decisions. 

 

 

Investment Decision: It is the most important financial decision. It is concerned  

with deciding the total amount of assets to be held in the firm and their  

composition. Investment decisions are long term investment decision and short  

term investment decision. 

Long Term Investment Decision: It refers to the capital expenditure decision.  

It is also known as capital budgeting.  It involves the evaluations of various capital 

expenditure proposals in terms of their cost, revenue, profit and risks. Payback period, 

accounting rate of return, net present value, net present value index and internal rate of 

return are widely used for evaluation of investment proposals. 

Short Term Investment Decision: It concerned with the management of working capital. 

 It is also known as liquidity decision. It involves decisions regarding investment in  

current assets, allocation of funds among cash, receivables, inventories etc. 

Financing Decision:  

Finance manager has to decide the sources of finance for financing the  

investment. Debt and equity are two major sources of long term finance.  

Use of debt helps to enhance the earnings of the shareholders. But excessive  

debt increases the risk. Therefore the choice must be made in such a way that  
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the capital structure is optimum and the value of the firm is maximised. 

 

Dividend Decision:  

 It is concerned with deciding the quantum of profits to be distributed to  

shareholders. The finance manger has to decide whether the firm should distribute all  

the profits, retain all the profits (or) distribute a portion and retain the balance. So,  

the finance manager should aim at an optimum dividend payout which maximizes the  

value of the firm. 

Interrelationship between Financial Decisions: 

 The investment, financing and dividend decisions are interdependent. One  

decision influences the. For ex. A high payout means less retained earnings and may lead 

 to additional borrowings for investment. So, the finance management has to consider  

the combined effect of these decisions on the shareholders wealth. 

Functions of Financial Management: 

1. Estimating Financial Needs: 

 Finance may be needed for difference purpose. A firm may need money for 

 purchase of fixed assets to investment in current assets. Therefore, it is necessary 

 to estimate the fixed as well as working capital requirements in advance. 

2. Identification of Sources of Funds: 

 In order to meet varied financial needs, financial management has to identify  

the various sources of finance. The sources of funds are long term and short term.  

The long term funds are equity shares, preference shares, institutional loans and  

debentures. The short term funds are cash credits and over draft. The retained earnings  

are also used by the company for its need. 

3. Developing an Optimum Capital Structure: 

 It involves deciding the proportion of debt and equity as the sources of finance.  

Use of debt helps to increase the earnings of shareholders. But excessive debt increases  
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the risk and reduces the market value of shares. Therefore, the function of  

financial management is to design and develop an optimum capital structure  

which maximizes the value of the firm and minimizes the cost of capital. 

4. Capital Budgeting: 

Capital budgeting is a process by which investment proposals are evaluated. It helps 

 to assess the profitability of projects ( or) investment through pay back, accounting  

rate of return, net present values, net present value index and internal rate of 

 return methods. 

 Capital budgeting helps to select projects by ranking them on the basis of returns. 

The function of financial management is to develop and apply suitable methods  

for evaluation and selection of projects. 

5.Working Capital Management: 

Working capital refers to the funds required for financing the day to day operations. 

The function of financial management is to ensure adequacy of working capital. 

Working capital management includes cash management, receivables management 

and inventory management. 

6. Dividend Policy: 

 The function of financial management is to formulate the dividend policy of 

 the company. For firms with profitable opportunities, retention is ideal. For  

declining firms, distribution of profits as dividends is desirable. So, the financial  

manager has to decide the proportion of earnings to be paid out as dividends. 

7. Mergers and Acquisitions 

Acquisition refers to the purchase of business. Merger is a process by which one 

 company is merged into the other. The function of financial management is to  

carefully evaluate the proposals of mergers and acquisitions. It has to advise 

 the management regarding the valuation of  the company, effect of the proposals on 

 sales, costs, profits, capital structure and market value of shares. 
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8.Financial Analysis:  

Analysis of financial performance is an integral part of  financial management. It 

helps in the assessment of strengths and weaknesses of  the company in respect of liquidity, 

solvency, profitability, operating efficient etc. 

10. Cost Volume Profit Analysis: Cost, Volume and Profit are closely related. In fact,  

profit expends on the efficient management of costs which in turn, depend on 

 the volume of output.  The CVP analysis indicates the following  

 a. The minimum sales required to avoid losses 

 b. It shows the level of sales to earn a desired profit 

 c. It helps to decide the product mix which gives maximum profit 

  d. It shows the effect of changes in output, costs and prices in the profits. 

11. Financial Control: Financial Control is the control function of financial  

management. It involves application of control devices such as return on  

investment, budgetary control, break even analysis, ratio analysis, cash flow and funds  

flow analysis. These tools help the management in improving profitability and  

maximizing the wealth of the share holders.   

Organization of the Finance Function: 

          Finance function is of great importance to a firm. In fact, the survival and success 

 of the firm, to a large extent, depends on its finance function. Hence, it is  

necessary to set up an efficient organization for the finance function. 

Simple Organization Chart 
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The Finance Manager: 

 The finance manager is also known as Vice- president or Director. He is  a member 

of the top management and reports directly to the managing director or general manager. 

As Chief Financial Officer, the finance manager is responsible for the performance  

of the finance function. He is closely associated with formulation of policies and 

making decisions for the firm. He is concerned with financial planning and control. In 

addition he plays an advisory role in all matters involving finance. 

The Controller (or) Comptroller: 

 The Controller is concerned with the management and control of the firm’s assets. 

His duties include providing information for formulating the accounting and financial 

policies, preparation of financial reports, direction of internal auditing, budgeting, inventory 

control, taxes etc.  

Functions of Controller: 
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Planning and Control: To establish, and administer, as part of management, a plan for the 

control of operations. This plan would provide, to the extent required in the business. Profit 

planning, programmes for capital investing and for financing, sales forecasts and expense 

budgets. 

Reporting and Interpreting: To compare actual performance with operating plans and 

standards and to report and interpret the results of operations to all levels of management 

and to the owners of business. 

Tax Administration: To establish and administer tax policies and procedures. 

Government Reporting: To supervise or co-ordinate the preparation of report to 

government agencies. 

Protection of Assets: To ensure protection of business assets through internal control, 

internal auditing and assuring proper insurance coverage. 

Economic Appraisal: To appraise economic and social forces and Government influence 

and interpret their effect upon business. 

Treasurer:  

 The treasurer of treasury departments is mainly concerned with management and 

control of liquidity of funds. The treasurer has to ensure that there is proper usage, storage 

and risk management of liquid funds to meet firm’s obligations, collect lit receivable and 

also maximize the return of the firm’s investments. Thus, the treasurer is mainly concerned 

with the managing the firm’s funds. His duties include the following 

 Forecasting the financial needs, administering the flow of cash, managing credit, 

floating securities, maintaining relations with financial institutions and protecting funds  

and securities. 

Functions of Treasurer: 

Provision of Finance: To establish and execute programmes for the provision of the 

finance required by the business, including negotiating its procurement and maintaining  

the required financial arrangements. 
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Investor Relations: To establish and maintain an adequate market for the company’s 

securities and to maintain adequate contact with the investment community. 

Short Term Financing: To maintain adequate sources for the company’s current 

borrowings from the money market 

Banking and Custody: To maintain banking arrangements, to receive, have custody of  

and disburse the company’s moneys and securities and to be responsible for the financial 

aspects of real estate transactions. 

Credit and Collections: To direct the granting of credit and the collection of accounts 

receivables of the company 

Investments: To invest the company’s funds as required and to establish and coordinate 

policies for investment in pension and other similar trusts. 

Insurance: To provide insurance coverage as may be required. 

Significance of Financial Management 

  In every organization, where funds are involved, sound Financial Management is 

necessary. It is essential in both profit and non-profit organizations. The Financial 

Management helps in monitoring the effective deployment of funds in fixed assets and in 

working capital. The Financial Manager estimates the total requirements of funds both in 

the short period and the long period. The Finance Manager assesses the financial position  

of the company through the working out of the return on capital, debt equity ratio, cost of 

capital from each source, etc. and comparison of the capital structure with that of similar 

companies. 

 Financial Management also helps in ascertaining how the company would 

perform in future. It helps in indicating whether the firm will generate enough funds 

to meet its various obligations like repayment of the various instalments due on loans, 

redemption of other liabilities, etc. Financial Management essentially helps in 

optimizing the output from a given input of funds. 
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 The success of a company therefore depends largely on the efficient of Financial 

Management. The significance of Financial Management is simply highlighted by the 

following points. 

 1. Acquisition of Funds: Financial Management takes care of the function and 

arranges for getting funds at a low cost. This, in turn ensures greater profitability of the 

company. 

 2. Proper Use of Funds: Financial Management identifies the projects which could 

generate profitable returns on investment. It ensures efficient utilization of financial 

resources. 

 3. Financial Planning: The long term and short term requirements of finance are to 

be met in time. Financial Management looks into the future and arranges for provision of 

adequate finance in time. 

 4. Financial Control: Financial Management provides tools of control such as 

budgeting, ratio analysis, cash Flow and funds flow analysis. These tools help the 

management in improving profitability and maximizing the wealth of the share holders. 

 5. Efficiency of the Company: Financial Management also facilities coordination 

among various departments and improves the overall efficiency of the organisation. 

 6. Rewarding of Investors: Financial Management promotes efficient utilization of 

these resources. It helps to maximize the wealth of the share holders. 

 7. Mobilisation of Savings: From a Macro Economic point of view, Financial 

Management, mobilizes the savings of billions of small investors and channelises them  

into productive purposes.   

7. Building of National Wealth: Finance is a very valuable, scarce resource. Financial 

Management intensely concentrates on the effective utilization of the resource  

and improves productivity of capital. Without doubt, this leads to the strengthening of 

national wealth.       
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                                    CHAPTER - II 

                                        SOURCES   OF FINANCE 

 The financial requirements of business can be classified into two categories: 

Short term financial requirements and  long term financial requirements. 

Short term funds are required for meeting working capital needs. They are usually required 

for a period up to one year. 

The long term funds are required to a great extent for meeting the fixed capital requirements 

of the business. They are required for a period exceeding one year. They are classified as 

medium term funds and long term funds. Medium term funds required for a period  

between 1 and 5 years. The long term funds required for a period exceeding 5 years. 

Classification of Sources of Finance: 

According to Period:  

a. Long Term Sources:  It includes Shares, Debentures, Long Term Loans etc. 

b. Short- Term Sources: Advances from Commercial Banks, Public Deposits, Advance from 

Customers and Trade Creditors etc. 

According to Ownership: 

a. Own capital: Share Capital, Retained Earnings and Surpluses etc. 

b. Borrowed capital: Debentures, Public Deposits and Loans etc. 

According to Source of Generation: 

a. Internal Sources: Retained Earnings and Depreciation Funds etc. 

b. External Sources: Securities such as Shares and Debentures, Loans etc. 

The different Sources of Funds can be classified Into Three Categories: 

1. Security Financing: This includes financing through Shares and Debentures. 

2. Internal Financing: This includes financing through Depreciation Funds and Retained 

Earnings 

3. Loan Financing: This includes both Short Term and Long Term Loans. 



SENGAMALA THAYAAR EDUCATIONAL TRUST WOMEN’S COLLEGE 

 

 DEPARTMENT OF BUSINESS ADMINISTRATION                                                                                                Page 21 
 

1.Security Financing:  

Issue of Shares:   

Meaning of Share: According to Section 2 (46) of the companies Act, “a share is the share 

in the capital of a company and includes stock except where a distinction between stock  

and share is expressed or implied”. 

Types of Shares: A Public Company can issue only two types of Shares.  

They are i) Preference Shares and ii) Equity Shares. 

1 ) Preference Shares: Preference Shares are those which carry the following preferential 

rights over other classes of shares: 

(i) A preferential right in respect of a fixed dividend. It may consist of a fixed  

amount or a fixed rate. 

 (ii) A preferential right as to repayment of capital in the case of winding up of the 

company in priority to other classes of shares. 

 

Types of Preference Shares:  

Cumulative Preference Shares: Preference Share dividend goes on accumulating unless 

paid. The accumulated arrears of dividend shall be paid before anything is paid out of the 

profits to the holders of any other class of shares. 

Non- Cumulative Preference Shares:  The right to claim dividend lapses if there is no- 

profits in a particular year. In other words, they are not entitled to claim arrears of dividend.  

Participating Preference Shares:  the shares also get a share out of the surplus profits 

remaining after paying dividend to the equity shareholders at a fixed rate as determined by 

the company’s articles. In other words, besides getting dividend at a fixed rate in priority to 

other shareholders, they get a share out of the surplus profits also. 

Non- Participating Shares: the shares are not get share our of the surplus profits. 

Redeemable Preference Shares: shares can be redeemed during the lifetime of the 

company. 
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Irredeemable Preference Shares: shares can be redeemed only when the company goes 

for liquidation. 

 ii) Equity shares: Equity Shares not carry any preferential right, they will rank after 

preference shares, for the purposes of dividend and repayment of capital in the event of 

company’s winding up. The rate of dividend on these shares is not fixed. It depends on the 

availability of divisible profits and the intention of the directors. The equity share capital is 

also termed as the venture capital on account of the risk involved in it. 

Sweat Equity Shares; It means the equity shares issued by a company to employees or 

directors at a discount for consideration other than cash or for providing know- how or 

making available rights in the nature of intellectual property rights or value additions, by 

whatever name called. 

Issue of Debentures: A Debenture is a document issued by a company as an evidence of a 

debt due from the company with or without a charge on the assets of the company. It is a 

certificate issued by a company under its seal acknowledging a debt due by it to its holders. 

Types of Debentures: 

Naked Debentures:  The debentures not carrying any charge on the assets of the company. 

Mortgage Debentures: the debentures are secured by a mortgage or charge on the whole  

or part of the assets of the company. 

Irredeemable Debentures: The debentures can be redeemed only in the event of 

company’s winding up. 

Convertible Debentures: the debentures converted into equity shares of the company as 

per the terms of the issue. 

Inconvertible Debentures: the debentures cannot be converted into equity shares of the 

company as per the terms of the issue. 

Call and Put Options:  
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Call Option:  The Company issuing debentures has liberty to redeem the debentures earlier 

than the redemption date at a pre-determined price within specified period. The call option 

is beneficial to the company. 

Put Option: The investor has a right to demand back the money earlier than the redemption 

date at a pre-determined price within specified period. This option is beneficial to the 

investor. 

1. Internal Financing: An Existing Company generates finance through its Internal Sources. 

The two important Sources of Internal Financing are Depreciation and Retained Earnings. 

Depreciation as a Source of Finance: Depreciation means decrease in the value of 

Assets due to wear and tear, lapse of time, obsolescence, exhaustion and accident. 

Funds are generated by operating profits and not by making any provision for depreciation. 

If depreciation were really a source of finance by itself any enterprise would have improved 

its position at while by increasing the periodical depreciation charge. It taken as a source of 

funds in a limited sense because of the following reasons: 

a. Depreciation finds its way into current assets through charging of overheads 

b. Depreciation does not generate funds but it definitely saves funds  

c. Depreciation reduces taxable income and income – tax liability for the period is reduced. 

Financing through Retained Earnings: It refers to accumulation of profits by a company 

to finance its developmental activities or repay loans.It is also known as Internal Financing 

or  Ploughing back of profits. 

2. Loan Financing: 

 A firm may meet its financial requirements by taking Both Short Term Loans / Credits   

and Long Term Loans. 

1. Short Term Loans/ Credits: The Short Term Loans/ Credits are obtained for working 

capital requirements. The following are the important sources of  Short – Term Loans/ 

Credits: 

a. Trade credit: Trade Credit is a form of short term financing common to almost all types  
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of business firms. As a matter of fact, it is the largest source of short term funds. In an 

advanced economy, most buyers are not required to pay for goods on delivery. They are 

allowed a short term credit period before payment is due. This credit may take the form of 

a) an open account credit arrangement, and b) acceptance credit arrangement. 

In Case of an Open Account Credit Arrangement, the buyer does not sign a formal debt 

Instrument as an evidence of the amount due by him to the seller. 

Acceptance Credit Arrangement – The buyer accept a bill of exchange or gives a 

promissory note for the amount due by him to the seller. 

2. Commercial Banks:  

Commercial banks in our country mostly provide only short term credit to the 

business. They have started providing medium term finance also, but only marginally. 

Commercial banks make advance to the customers in the following forms: 

a. Loans:  A Loan is a kind of advance made with or without security. In the case of a loan  

the banker makes a lump sum payment to the borrower or credits his deposit account with 

the money advance. It is given for a fixed period at an agreed rate of interest. Repayments 

may be made in instalments or at the expiry of a certain period. The customer has to pay 

interest on the total amount advanced whether he withdraws the money from his account 

(credited with the loan) or not fully a loan once repaid in full or in part cannot be drawn 

again by the borrower unless the banker sanctions a fresh loan. 

b. Cash Credits: A Cash Credit is an arrangement by which a banker allows his customer to 

borrow money up to a certain limit. Cash credit arrangements are usually made against the 

security of commodities hypothecated or pledged with the bank. 

c. Hypothecation; In Case of Hypothecation, The possession of goods is not given due to the 

bank. The goods remain at the disposal and in the go down of the borrower. The bank is 

given access to goods whenever it so desires. The borrower furnishes periodical return of 

stock to the bank. Such an advance is granted by the bank only to persons in whose integrity 

it has full confidence. 
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d. Pledge: In Case of Pledge, The goods are placed in custody of the bank with its name on 

the go down where they are stored. The borrower has no right to deal with them. 

e. Overdrafts: The Customer may be allowed to overdraw his current account, with or 

without security if he requires temporary accommodation. This arrangement, like the cash 

credit, is advantageous from the customer’s point of view as he is required to pay interest  

on the actual amount used by him. 

f. Bills Discounted and Purchased: The Banks also give advances to their customers by 

discounting their bills. The net amount after deducting the amount of discount is credited to 

the account of the customer. The bank may discount the bills with or without security from 

the debtor in addition to the personal security of one or more persons already liable on the 

bill. 

3. Public Deposits 

 Many Companies accept deposits for short periods from their members, directors and 

the general public. According to the existing provisions, a company cannot accept deposits 

for a period of less than 6 months and more than 36 months. However, deposits up to 10% 

of the paid-up capital and free reserves can be accepted for a minimum period of three 

months for meeting short-term requirements. Moreover, a company cannot accept or renew 

deposits in excess of 35% of its paid-up capital and free reserves.  

4. Finance Companies: During the last ten years finance companies have assumed an 

important role in providing and arranging finances for the industry in the following manner 

1. Leasing and Hire Purchase: Finance Companies help industry in acquisition of capital 

assets such as plant and machinery, vehicles, office equipments through leasing or hire 

purchase facilities. 

2. Merchant Banking: Finance Company helps the industry in this process by providing 

the merchant banking services. It is basically service banking, concerned with providing 

non- fund based services of arranging funds rather than providing them. The merchant 

banker acts as an intermediary whose main job is to transfer capital from those who own it 
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to those who need it. The services of a merchant banker are project counseling, sponsor of 

issue, credit syndication, servicing of issues, investment management, arrangement for 

fixed deposits.  

3. Equity Research and Investment Counseling: A Common Investor is not able to apply 

his mind for analysis of financial statement and future prospects of various companies for 

investment decisions. In order to cater to the needs of such investors, many finance 

companies have established equity research and investment counseling department. The 

department provides advisory services to potential investors at a nominal cost. 

4. Accrual Accounts: Accrual Accounts are a spontaneous source of financing since they 

are self- generating. The most common accrual accounts are wages and taxes. In both cases 

the amount becomes due but is not paid immediately. Accrual accounts become an 

important source of finance since with increase in sales, labour costs usually increase and 

with increasing profits the amount of accrued taxes also increases in almost in the same 

proportion and in the same direction. 

5. Indigenous Bankers: Indigenous Bankers are private individuals engaged in the business 

of financing small and local business units. They provide short – term of medium term 

finance. 

6. Advances from Customers: Manufacturers and Contractors engaged in producing or 

constructing costly goods involving considerable length of manufacturing or construction 

time usually demand advance money from their customers at the time of accepting their 

orders for executing their contracts or supplying the goods. This is a cost- free source of 

finance. 

2. Long Term (Or) Term Loans: 

The Term Loans is used for both medium as well as long –term loans. Medium Term Loans 

are for periods ranging from 1 to 5 years. While long term loans are for a period from 5 to 

10 or 15 years. The term loans are granted for one or more of the following objectives: 

a. Establishment, renovation, expansion and modernisation of industrial units. 
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b. Meeting the requirements of the core working capital 

c. Retiring bonds in order to reduce interest costs or to redeem preference shares so as to 

substitute tax deductible interest payment for non- deductible dividends.   

Sources of Term Loans: There are two major Sources of Term Loans: (i) Specialised 

Financial Institution (Or) Development Banks (Ii) Commercial Banks. 

Development Banks: Development Bank is essentially “a development catalyst” it seeks to 

mobilise scare resources, such as capital, technology, entrepreneurial and managerial talents 

and channelise them into industrial activities in accordance with plan priorities. It has, 

therefore, to shape its policies, procedures, and functions in a way so as to cater to 

development needs of specific sectors as well as the economy in general. Some of  such 

banks are Industrial Development Bank of India, Export Import Bank of India, Industrial 

Investment Bank of India Ltd., Industrial Finance Corporation of India Ltd., ICICI Ltd., 

Small Industries Development Bank of India, State Financial Corporations, State Industrial 

Development Corporations, Life Insurance Corporation of India , Unit Trust of India, 

Infrastructure Development Finance Company Ltd. 

Commercial Banks: Banks are now free to provide need-based finance required by 

borrowers on their own, subject to observance of exposure norms or with other banks. They 

may adopt syndication route as an alternative to sole / multiple banking concept of 

consortium arrangement that suits the borrower and the financing bank/ banks. The banks 

are permitted to evolve their own methods of assessing the working capital needs of the 

borrowers within the prudential guidelines and exposure norms. 

   ***************************** 


