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Unit -1
Introduction
• Important functions of Financial Management
• Objectives of the firm: Profit maximisation vs. Value maximisation
• Role of Chief Financial Officer
• Financial environment in which a firm has to operate
Basic Concepts
• Time Value of Money: concept and reasons
• Compounding and discounting techniques
• Concepts of Annuity and Perpetuity
• Risk-return relationship (concepts only)
Introduction
A business firm is considered as the ‘resource converter’. It collects raw materials from the
nature and human resources from the society to produce goods and services. These goods and
services are sold to meet the needs and wants of consumers. In this way, the firm earns profit
which is one of its primary objectives. To carry out all these activities, the firm requires
finance because finance holds the key to all activities. For, it is compared with the blood of
human body. In our body, the blood needs to be circulated and regulated to ensure healthy
survival. Likely, the finance flow needs to be circulated and regulated through the veins of
the firm for its survival and growth.
Financial Management comprises of two words- ‘Financial’ and ‘Management’, where
‘financial’ stands for affairs relating to finance and ‘management’ stands for doing the right
thing at right time by right person through right means. In short, it denotes managing the
money of the firm through profitable ventures. Financial Management is concerned mainly
with the planning and controlling of the financial resources of the business firm. So, the
collection of finance from different sources and investment of finance in profitable way are
its two primary functions.
It is mainly concerned with the following activities:
(i) Fund raising: it involves primarily the determination of the quantum of fund, selection
of sources of funds and to procure funds at the least possible cost.
(ii) Use of funds: procurement of funds will be useless unless the fund is invested in a
profitable manner. So, various investment proposals are evaluated in which money
can be deployed to ensure expected and reasonable return.
(iii)Financial information: it is mainly concerned with the decision relating to finance i.e.
financial planning and financial reporting. So, it involves collection of information
for right decision including the analysis and interpretation of financial statements,
and also formulation of suitable financial control technique to maximize wealth of the
shareholders.
It can be stated that the major responsibility of financial management is to ensure that every
rupee invested gives effective return and takes care of effective expectation of the investors
of that rupee. Every financial decision is required to be viewed in the light of the financial
results. It is the dynamic decision making process involving a series of inter-related activities(i)
Financial analysis (ii) Financial decision-making (iii) Financial planning and (iv)
Financial control.

Definition of Financial Management
Financial management can be defined as the management of finance and financial resources
of a business firm. It is also termed as ‘money management’ because money is the media of
exchange and everything required for the business activities can be procured for money.
“Financial management is concerned with the efficient use of an important economic
resource, namely capital funds.” - Solomon Ezra & J. John Pringle.
“Financial Management is concerned with the acquisition, financing and management of
assets with some overall goal in mind.” - Van Horne
“Financial Management deals with procurement of funds and their effective utilization in the
business.”- S.C. Kuchal
“Financial management is broadly concerned with the acquisition and use of funds by a
business firm”- Prasanna Chandra
If the above definition are analysed, we get the following elements of financial
management: (i) Financing, (ii) Investing, (iii) Balancing between risk and return, (iv) Profit
maximization, (v) Wealth maximization, (vi) Overall value increase.
• Important functions of Financial Management
Van Horne in his book Financial Management and Policy stated that the functions of
financial management are concerned with the following three financial decisions:
(1) Financing decision;
(2) Investment decision and
(3) Dividend decision.
(1) Financing Decision
The second important function is financing decision. The financing decision is concerned
with capital – mix, financing – mix or capital structure of a firm. The term capital structure
refers to the proportion of debt capital and equity share capital. Financing decision of a firm
relates to the financing – mix. This must be decided taking into account the cost of capital,
risk and return to the shareholders. Employment of debt capital implies a higher return to the
share holders and also the financial risk. There is a conflict between return and risk in the
financing decisions of a firm. So, the financial manager has to bring a trade – off between
risk and return by maintaining a proper balance between debt capital and equity share capital.
On the other hand, it is also the responsibility of the financial manager to determine an
appropriate capital structure.
(2) Investment Decision
The investment decision is concerned with the selection of assets in which funds will be
invested by a firm. The assets of a business firm includes long term assets (fixed assets) and
short term assets (current assets). Long term assets will yield a return over a period of time in
future whereas short term assets are those assets which are easily convertible into cash within
an accounting period i.e. a year. The long term investment decision is known as capital
budgeting and the short term investment decision are identified as working capital
management. Capital Budgeting may be defined as long – term planning for making and
financing proposed capital outlay. In other words Capital Budgeting means the long-range
planning of allocation of funds among the various investment proposals. Another important
element of capital budgeting decision is the analysis of risk and uncertainty. Since, the return

on the investment proposals can be derived for a longer time in future, the capital budgeting
decision should be evaluated in relation to the risk associated with it.
On the other hand, the financial manager is also responsible for the efficient management of
current assets i.e. working capital management. Working capital constitutes an integral part
of financial management. The financial manager has to determine the degree of liquidity that
a firm should possess. There is a conflict between profitability and liquidity of a firm.
Working capital management refers to a trade – off between liquidity (Risk) and profitability.
Insufficiency of funds in current assets results liquidity and possessing of excessive funds in
current assets reduces profits. Hence, the finance manager must achieve a proper trade – off
between liquidity and profitability. In order to achieve this objective, the financial manager
must equip himself with sound techniques of managing the current assets like cash,
receivables and inventories etc.
(3) Dividend Decision
The third major function is the dividend policy decision. Dividend policy decisions are
concerned with the distribution of profits of a firm to the shareholders. How much of the
profits should be paid as dividend? i.e. dividend pay-out ratio. The decision will depend upon
the preferences of the shareholder, investment opportunities available within the firm and the
opportunities for future expansion of the firm. The dividend pay out ratio is to be determined
in the light of the objectives of maximizing the market value of the share. The dividend
decisions must be analysed in relation to the financing decisions of the firm to determine the
portion of retained earnings as a means of direct financing for the future expansions of the
firm.
• Objectives of the firm: Profit maximisation vs. Value maximisation
OBJECTIVES OF FINANCIAL MANAGEMENT
The earlier objective of profit maximization is now replaced by wealth maximization. Since
profit maximization is a limited one it cannot be the sole objective of a firm. The term profit
is a vague phenomenon and if given undue importance problems may arise whereas wealth
maximization on the other hand overcomes the drawbacks of profit maximization. Therefore
in the context of financial management, there are two approaches regarding objectives.
According to the traditional approach, it is called Profit Maximisation objective. But
according to the modern approach it is known as Wealth Maximisation objective. These two
are discussed below in details.
I. Profit maximization
II. Wealth maximization or Value maximisation.
I.
Profit maximization
Under this approach, actions that increase profits should be undertaken and those that
decrease profits are to be avoided. In specific operational terms, the profit maximization
criterion implies that the investment, financing and dividend policy decisions of a firm should
be oriented towards the maximization of profits. The rationale behind profit maximization as
a guide to financial decision-making is due to following reasons:
(i)
Profit is a test of economic efficiency. It provides the yardstick by which
economic performance can be judged.
(ii)
It leads to efficient allocation of resources tend to be directed to uses, which in
terms of profitability are the most desirable.
(iii) It ensures maximum social welfare. This is so because the quest for value drives
scarce resources to their most productive uses and their most efficient users. The
more effectively resources are deployed, the more robust will be the economic
growth and the rate of improvement in the standard of living.

The profit maximization criterion, however, has been questioned and criticized on several
grounds. It suffers from the following limitations:
(i)
Profit in absolute terms is not a proper guide to decision-making. It has no precise
connotation. It can be expressed either on a per share basis or in relation to
investment. Also, profit can be long term or short term, before tax or after tax; it
may be the return on total capital employed or total assets or shareholder’s equity
and so on. If profit maximization is taken to be the objective, which of these
variants of profit should a firm try to maximize? Therefore, a loose term like
profit cannot form the basis of operational criterion for financial management.
(ii)
It leaves considerations of timing and duration undefined. There is no guide for
comparing profit now with profit in future or for comparing profit streams of
different durations.
(iii) It ignores risk factor. It cannot, for example, discriminate between an investment
project, which generates a certain profit of ` 50 lakhs and an investment project,
which has a variable/uncertain profit outcome of ` 50 lakhs.It does not take into
account level of risk.
II.
Wealth Maximization or Value maximisation
This is also known as value maximization or net present worth maximization. The focus of
financial management is on the value to the owners or suppliers of equity capital. The wealth
of the owners is reflected in the market value of the shares. So, wealth maximization implies
the maximization of the market price of shares. It has been universally accepted as an
appropriate operational decision criterion for financial management decisions as it removes
the technical limitations, which characterize the earlier profit maximization criterion. Its
operational features satisfy all the three requirements of a suitable operational objective of
financial courses of action, namely exactness, quality of benefits and the time value of
money. Maximization of the wealth of shareholders (as reflected in the market value of
equity) appears to be the most appropriate goal for financial decision-making.
Wider than profit maximization is the principle of corporate governance. The fundamental
objective of corporate governance is the “the enhancement of the long-term shareholder value
while at the same time protecting the interests of other stakeholders.” As such, this definition
emphasizes the need for a company to strike a balance at all times between the need to
enhance shareholders’ wealth and protecting the interest of other stakeholders in the company
such as suppliers, customers, creditors, bankers, employees of the company, government and
society at large.
If these factors are ignored, a company cannot survive for long. Profit maximization at the
cost of legal, social and moral obligations is a short-sighted policy [e.g., Sahara].
Hence, it is commonly agreed that the objective of a firm is to maximize its value or wealth.
Value is represented by the market price of the company’s common stock. The market price
of a firm’s stock represents the judgement of all market participants as to what the value of
the particular firm is. The market price serves as a performance index of the firm’s progress;
it indicates how well management is doing on behalf of shareholders.
An increasingly popular measure of wealth is EVA (Economic Value Added). Economic
Value Added (EVA) can be defined as the net operating profit that a company earns above
its costs of capital. It is a trademark of Stern Stewart & Co. EVA can be calculated as
follows:
EVA =Net operating profit after taxes–(Weighted average cost of capital × Capital
invested)
=NOPAT–(WACC ×Capital)

Conceptually, EVA is superior as a measure of value creation because it recognizes the cost
of capital and, hence, the riskiness of a firm’s operations. There is a strong correlation
between EVA and the market price of a company’s stock. Maximizing any accounting profit
or accounting rate of return as a way of increasing shareholder’s wealth often leads to an
undesired outcome. A company should aim at long-term wealth maximization and not shortterm. Therefore, wealth maximization should be the objective of financial management since
it:
1. Considers risk.
2. Uses cash flows and not profits.
3. Considers time value of money.
4. Implies taking care of interest of both shareholders and other stakeholders
(Corporate governance).
• Role of Chief Financial Officer
The chief financial manager is commonly known as Chief Financial Officer (CFO), is the
leader of the management group that guides the financial affairs of the firm. In order to
maximise the firm’s market value, the funds must be widely utilized. This involves raising
funds from the various alternative sources at the least possible cost and allocating them
among the various prospective projects to get reasonable return. The roles of the CFO in a
modern business firm were as follows:
(i)
Forecasting Financial Requirements: It is the primary function of the CFO. He
is responsible to estimate the financial requirement of the business concern. He
should estimate, how much finances required to acquire fixed assets and forecast
the amount needed to meet the working capital requirements in future.
(ii)
Acquiring Necessary Capital After deciding the financial requirement: the CFO
should concentrate how the finance is mobilized and where it will be available. It
is also highly critical in nature.
(iii) Investment Decision : The CFO must carefully select best investment alternatives
and consider the reasonable and stable return from the investment. He must be
well versed in the field of capital budgeting techniques to determine the effective
utilization of investment. The CFO must concentrate to principles of safety,
liquidity and profitability while investing capital.
(iv)
Interrelation with Other Departments: CFO deals with various functional
departments such as marketing, production, personnel, system, research,
development, etc. CFO should have sound knowledge not only in finance related
area but also well versed in other areas. He must maintain a good relationship with
all the functional departments of the business organization.
(v)
Managing the Flow of Internal Funds: Here the Manager has to keep a track of
the surplus in various bank accounts of the organisation and ensure that they are
properly utilised to meet the requirements of the business. This will ensure that
liquidity position of the company is maintained intact with the minimum amount
of external borrowings.
(vi)
To Facilitate Cost Control: The CFO is generally the first person to recognise
when the costs for the supplies or production processes are exceeding the standard
costs/budgeted figures. Consequently, he can make recommendations to the top
management for controlling the costs.
(vii) To Facilitate Pricing of Product, Product Lines and Services: The CFO can
supply important information about cost changes and cost at varying levels of
production and the profit margins needed to carry on the business successfully. In
fact, CFO provides tools of analysis of information in pricing decisions and

contribute to the formulation of pricing policies jointly with the marketing
manager.
(viii) Forecasting Profits: The CFO is usually responsible for collecting the relevant
data to make forecasts of profit levels in future.
(ix)
Measuring Required Return: The acceptance or rejection of an investment
proposal depends on whether the expected return from the proposed investment is
equal to or more than the required rate of return. An investment project is
accepted if the expected return is equal or more than the required rate of return.
Determination of required rate of return is the responsibility of the CFO and is a
part of the financing decision.
(x)
Managing Assets: The function of asset management focuses on the decisionmaking role of the CFO. Finance personnel meet with other officers of the firm
and participate in making decisions affecting the current and future utilisation of
the firm’s resources. As an example, managers may discuss the total amount of
assets needed by the firm to carry out its operations. They will determine the
composition or a mix of assets that will help the firm best achieve its goals. They
will identify ways to use existing assets more effectively and reduce waste and
unwarranted expenses. The decision-making role crosses liquidity and
profitability lines. Converting the idle equipment into cash improves liquidity.
Reducing costs improves profitability.
(xi)
Managing Funds: Funds may be viewed as the liquid assets of the firm. In the
management of funds, the CFO acts as a specialised staff officer to the Chief
Executive of the company. The CFO is responsible for having sufficient funds for
the firm to conduct its business and to pay its bills. Money must be located to
finance receivables and inventories, to make arrangements for the purchase of
assets, and to identify the sources of long-term financing. Cash must be available
to pay dividends declared by the board of directors. The management of funds has
therefore, both liquidity and profitability aspects. If the firm’s funds are
inadequate, the firm may default on the payment of liabilities and may have to pay
higher interest. If the firm does not carefully choose its financing methods, it may
pay excessive interest costs with a subsequent decline in profits.
• Financial environment in which a firm has to operate
Each and every business firm, be it small or large, sole-trader, partnership or
corporation, local, regional, national, or multinational is to operate within a business
environment. One of the constitutes of business environment is the financial
environment. We cannot think of a business without finance. A business firm is the
means of earning finance by employing finance known as capital. A business firm is
an artificial person having no capital of its own initially. But to carry out the business
activities they require finance which is collected from various sources.
All business firms operate within a financial system which consists of a number of
institution and markets. Most of the big firms collect finance from the financial
market to invest in profitable projects or assets. While business firm compete with
each other in the product markets, they must interact with the financial markets.
Because of the importance of this environment to the financial manager, as well as to
the consumer of financial services, we should review the financial system including
the financial markets which gives rise to the financial environment. The basic
components of financial environment of a business firm are1. Financial institutions
2. Financial market

3. Financial services
4. Financial assets
5. Financial regulators.
1. Financial institutions
These financial institutions or intermediaries collect savings from the savers (or from the
surplus-spending units) and channelize the mobilised fund to different investment
projects. That is to say, they allocate the pooled fund to the investors or the business
houses (or the seekers of fund or the deficit spending units). Hence, these financial
institutions can be considered as the ‘mobilize or depositories of savings, and as the
purveyors of credit or finance’.
These financial institutions can be classified into the following three broad groups:
a) Financial Intermediaries and Non-intermediaries
The financial intermediaries intermediate between the ultimate savers and
investors. They act as a bridge between the savers and the investors. They accept
deposits from the savers and hence, these saving deposits are the liabilities of
these financial intermediaries towards those savers. The mobilised savings are
then used for lending to the ultimate borrowers (or the business firms/ investors).
Different commercial banks, non-banking financial companies (such as hire
purchase companies, lease finance companies, housing finance companies, etc.),
insurance companies and mutual funds are considered as financial intermediaries.
On the other hand, the financial non intermediaries are also engaged in lending
operations but their resources are not collected directly from the ultimate savers.
For instance, the financial resources of these non-intermediaries may be raised
either by borrowing from the government from the Central Bank of the country or
through the participation of the government in the share capital of these financial
non-intermediaries (e.g., Industrial Finance Corporation of India, the Industrial
Development Bank of India, etc.).
b) Banking and non banking financial institutions
Banking financial institutions are those financial institutions which carry on
banking activities. Banking business is carried on by these institutions after
obtaining an approval under Banking Regulation Act, 1949 and RBI. It accepts
deposits from the public. It lends money to people engaged in commerce, industry
and agriculture. It finances foreign trade and deals in foreign exchange. It
provides short, medium and long term credit. It acts as an agent of RBI. It deals in
stocks and shares, trusteeship, executorships etc. In short, the bank can be aptly
described, as ‘department store of finance’ because it engages itself in every form
of banking business. Banking financial institutions mainly comprise of
commercial banks.
On the other hand, these are the financial institutions which are not permitted to
carry on the banking activities as per Banking Regulation Act, 1949 and RBI
regulations. These institutions have been established by special legislations to
provide finance to specified categories of industries or persons. Examples: the life
insurance corporation of India, the general insurance corporation etc.
c) Other financial institutions
The primary objective of this type of institution is to assist different segments of
the financial system so that it can operate in a smooth way. Mobilisation of
savings and lending of funds to business firms are not their basic objectives. For
instance, the financial institutions like National Securities Depositories Ltd.
(NSDL), National Securities Clearing Corporation Ltd. (NSCCL), etc., have been
established in India to facilitate the process of stock trading and quick settlement

of such transactions in the stock market. In a similar fashion, the Discount and
Finance House of India (DFHI) has been established to facilitate money market
transactions (or short-term financial transactions). Again, the Export Credit and
Guarantee Corporation (ECGC) was established in India to facilitate the export
houses in availing credit facilities from different financial institutions.
2. Financial market
Generally speaking, there is no specific place or location to indicate a financial market.
Wherever a financial transaction takes place, it is deemed to have taken place in the
financial market. Hence, financial markets are pervasive in nature since financial
transactions are themselves very pervasive throughout the economic system. For
instance, issue of equity shares, granting of loan by term lending institutions, deposit of
money into a bank, purchase of debentures, sale of shares and so on.
However, financial markets can be referred to as those centres and arrangements which
facilitate buying and selling of financial assets, claims and services under a particular
policy framework. Sometimes, we do find the existence of a specific place or location for
a financial market as in the case of stock exchange.
There are different ways of classifying financial markets. There are mainly three ways of
classifying financial markets.
a) Classification on the basis of maturity of claims: On this basis, financial markets
may be classified into money market and capital market.
Money market: A market where short term funds are borrowed and lend is called
money market. It deals in short term monetary assets with a maturity period of one
year or less. Liquid funds as well as highly liquid securities are traded in the money
market. Examples of money market are Treasury bill market, call money market,
commercial bill market etc. The main participants in this market are banks, financial
institutions and government. In short, money market is a place where the demand for
and supply of short term funds are met.
Capital market: Capital market is the market for long term funds. This market deals
in the long term claims, securities and stocks with a maturity period of more than one
year. It is the market from where productive capital is raised and made available for
industrial purposes. The stock market, the government bond market and derivatives
market are examples of capital market. In short, the capital market deals with long
term debt and stock.
b) Classification on the basis of types of securities traded: On this basis, financial
markets are classified into primary market and secondary market.
Primary market: Primary markets are those markets which deal in the new securities.
Therefore, they are also known as new issue markets. These are markets where
securities are issued for the first time. In other words, these are the markets for the
securities issued directly by the companies. The primary markets mobilise savings and
supply fresh or additional capital to business units. In short, primary market is a
market for raising fresh capital in the form of shares and debentures.
Secondary market: Secondary markets are those markets which deal in existing
securities. Existing securities are those securities that have already been issued and
are already outstanding. Secondary market consists of stock exchanges. Stock
exchanges are self regulatory bodies under the overall regulatory purview of the Govt.
/SEBI.

c) Classification on the basis of control of regulators: On this basis, financial markets
can be classified into organised markets and unorganized markets.
Organised markets: These are financial markets in which financial transactions take
place within the definite set of rules and regulations exist for controlling financial
transactions.
Unorganised markets: These are financial markets in which financial transactions
take place outside the well established exchange or without systematic and orderly
structure or arrangements or there may be the absence of regulations to govern the
financial dealings.
3. Financial service
It can be defined as activities, benefits and satisfactions connected with the transaction
of financial assets, which offers financial value to the users of such financial services.
These financial services can be both fund-based and free-based.
The financial services provided by any financial institution to its customers by its funds,
are considered as fund based services which includes lease finance, hire purchase
finance, venture capital finance, housing finance, insurance service, etc. However in any
growing economy, business enterprises also require some financial consultancy services
from expert bodies for issue management, loan syndication, project evaluation, portfolio
management, etc. These services are provided by some financial institutions to their
client against some service charges or fees. Several financial institutions such as the
merchant bankers, credit rating agencies(e.g., the credit rating information services of
India Ltd., or CRISIL), stock broking agencies, etc., emerge in an efficient financial
system for providing such fee-based financial services to the business houses.
4. Financial Assets or Instruments
A financial claim against the person or an organisation for payment, at a specified future
date of a sum of money or a periodic payment (such as, interest or dividend) is known as
financial instrument. Financial instruments are the financial assets or financial securities
negotiable and tradable in the market. The financial assets (such as different shares,
debentures, units of mutual fund, insurance policies, etc.,) are often held by the business
firms as a store of value as well as for an expected future return. With the development of
a financial system, the business houses get the opportunity of investing not only in direct
financial assets (such equity shares, debentures, etc.,) but also in derivative instruments
such as, ‘future’, ‘option’, etc. For instance in the Indian stock market, the stock index
future are traded on the basis of different share price indices (e.g., Bank Nifty, Nifty
Midcap 50 etc., in the National Stock Exchange). Again, commodity futures are also
traded in the National Commodity and Derivatives Exchange Ltd. (NCDEX) and MultiCommodity Exchange (MCX) in India.
5. Financial Regulators
The institutions which perform surveillance and monitoring upon the functioning of a
financial system through some well-defined rules and regulations are considered as
financial regulators.
There may be separate regulatory institutions (or authorities) for controlling and
monitoring different segments of a financial system. For instance, in case of India, the
money market is regulated by the Reserve Bank of India (RBI), while the capital market

is regulated by the Securities and Exchange Board of India (SEBI) and Insurance Sector
is regulated by the Insurance Regulatory and Development Authority (IRDA).

Basic Concepts
• Time Value of Money
Concept
One of the most fundamental concepts in finance is that money has a “time value.” That is
to say that money in hand today is worth more than money that is expected to be received in
the future. The reason is straightforward: A rupee that you receive today can be invested in
such a way that you will have more than a rupee at some future time. Suppose “A” win a
Prize in a contest and he has got two options.
A. Receive ₹10,000 now OR
B. Receive ₹10,000 in three years
Which option should “A” choose?
If A is a rational person he would choose to receive ₹10,000 now. After all, three years is a
long time to wait. Why would any rational person defer payment into the future when he or
she could have the same amount of money now? For most of us, taking the money in the
present is just natural. So at the most basic level, the time value of money demonstrates the
concept of time value: “A rupee today is worth more than a rupee tomorrow.”
Time value of money results from the concept of interest.
Reasons:
Why ₹ 1 received today is worth more than ₹ 1 received after a time period.
There are four primary reasons why a rupees to be received in the future is worth less than a
rupees to be received immediately.
(i)

(ii)

(iii)

(iv)

Inflation: Presence of positive rates of inflation which reduce the purchasing
power of rupees through time. Suppose rate of petrol about one year back was ₹
65 per litre and now it is ₹ 72 per litre. This may be observed that in this example
purchase power of rupee in terms of petrol purchased has decreased from 1/65 to
1/72.
Re-investment opportunity : A rupee today is worth more today than in the future
because of the opportunity cost of lost earnings — that is, it could have been
invested and earned a return between today and a point in time in the future.
Uncertainty: Thirdly, all future values are in some sense only promises, and
contain some uncertainty about their occurrence. As a result of the risk of default
or non-performance of an investment, a rupee in hand today is worth more than an
expected rupee in the future.
Preference for present consumption: Finally, human preferences typically
involve impatience, or the preference to consume goods and services now rather
than in the future.

Techniques of Time Value of Money
For the sake of logical and meaningful comparison for all cash inflows and outflows of a
firm are converted to a value at a point of time. Since the determination of present value is
comparatively easy, all future inflows are converted into their present value. This conversion
process is done with the help of two techniques:
1. Compounding
2. Discounting

1. Compounding
(a) When interest is paid annually
In such a situation, total amount available at the end of the period is calculated with the help
of the following:
Formula: A = P (1+i)n
where, A = Amount i.e. Principal+interest receivable at the end of the period.
P= Principal i.e. the amount invested.
i= Rate of interest
n= Number of years
Example:
Arun deposited Rs. 1,000 in a bank at an interest rate of 5% compounded annually. How much will he get
after 3 years?
Solution:

A = P (1+i)n
where, A = Amount i.e. Principal+interest receivable at the end of the period.
P= Principal i.e. the amount invested = Rs. 1,000
i= Rate of interest = 5%
n= Number of years = 3

𝐴 = 𝑅𝑠. 1,000(1 + 0.05)3
= 𝑅𝑠. 1,000(1.05)3
= Rs. 1,000 × 1.15762
= Rs. 1,157.62
Therefore, he will get Rs. 1,157.62 after 3 years.
Note: the calculation becomes difficult when the n is greater say 8, 10, 12, 20, 30 or more years.
Because in such a case it is very difficult to find out the value of

(1 + i)n . In such a cases, Compound

Value Interest Factor table is of great help. In this table the future value of Re. 1 at different interest rate (i)
for different years (n) has been given. The table has been given at the end of this study material.
(b) When interest is paid half –yearly
In such cases the interest is payable twice in a year. The interest is calculated at the end of six
months and the interest is added with the principal. The accumulated amount is considered as the
principal at the beginning of the next period of six months. This result to increase of effective rate
of interest. In such cases, the formula for calculation of the amount will be the following:

Formula: A = P (1+i/m) mn
where, A = Amount i.e. Principal+interest receivable at the end of the period.
P= Principal i.e. the amount invested.
i= Rate of interest
m= number of interest reckoned in a year
n= Number of years

Example: Arun deposited Rs. 1,000 in a bank at an interest rate of 6% bi-annually. How much will he get
at the end of second year?
Solution:

A = P (1+i/m) mn
where, A = Amount i.e. Principal+interest receivable at the end of the period.
P= Principal i.e. the amount invested. = Rs. 1,000
i= Rate of interest = 6%
m= number of interest reckoned in a year = 2
n= Number of years = 2

= Rs. 1,000 (1+0.06/2) 2×2
= Rs. 1,000 (1.03) 4
= Rs. 1,000 × 1.126
= Rs. 1,126
Therefore, he will get Rs. 1,126 /- at the end of second year.

(c) where interest is paid quarterly
When the interest is reckoned at an interval of three months and the amount is changed in every three
months. This increases the effective rate of interest. To find out the amount after the specific period, the
following formula is applied.

Formula: A = P (1+i/m) mn
where, A = Amount i.e. Principal+interest receivable at the end of the period.
P= Principal i.e. the amount invested.
i= Rate of interest
m= 4
n= Number of years
Example: If interest is paid on the deposit of Rs. 1,000 at 6% rate of compound interest at an interval of 3
months then how much Bimal will get from the bank at the end of second year?
Solution:

A = P (1+i/m) mn
where, A = Amount i.e. Principal+interest receivable at the end of the period.
P= Principal i.e. the amount invested. = Rs. 1,000
i= Rate of interest = 6%
m= number of interest reckoned in a year = 4
n= Number of years = 2

= Rs. 1,000 (1+0.06/4) 4×2
= Rs. 1,000 (1.015) 8
= Rs. 1,000 × 1.127
= Rs. 1,127

Therefore, he will get Rs. 1,127/- at the end of second year

(d) Determination of future value of a series of payments
Sometimes it is required to determine the future value of a series of payments at different times.
Suppose Bimal deposits some amount into the bank at the end of every year. Let, he deposited
into bank in the last 5 years Rs. 500, Rs. 1,000, Rs. 1,500, Rs. 1800 and Rs. 2,000 respectively. If
the rate of interest is 5% p.a., how much will he get at the end of the fifth year?
Since he deposited at the end of the every year, so he would get interest on Rs. 500 for 4 years, on
Rs. 1,000 for 3 years, on Rs 1,500 for 2 years, on Rs 1,800 for 1 year and no interest on Rs.
2,000. So, how much he will get at the end of the fifth year is presented in the table below.
Time

Amount

No. of years FVIF

deposited

compounded

(i, n)

Future Value

(n)
At the end of year 1

500

4

1.216

608.00

At the end of year 1

1,000

3

1.158

1,158.00

At the end of year 1

1,500

2

1.103

1,654.50

At the end of year 1

1,800

1

1.050

1,890.00

At the end of year 1

2,000

0

1,000

2,000.00

Value of deposit at

the

7,310.50

end of 5th year

Where, FVIF(i, n) = (1+i)n ,
Here, i is rate of interest and n is number of years compounded.
So, the principal Rs. 6,800 deposited in five years comes to Rs. 7,310.50 at the end of fifth year.

(e) Future value of an Annuity
Most financial decisions involve evaluation of a series of payments and receipts. The series of
cash flow may be even or uneven. When the cash flows are equal and the time between each cash
flow is identical, we have the special case known as an annuity. Therefore, annuity can be defined
as ‘a sequence of uninterrupted, equal cash flows occurring periodically’. Because of this special
special feature, a new interest factor called the Future Value of Interest Factor for an Annuity,
FVFA

(i, n) is applied to find out the future value of cash flows. The factor represents the
sum of a series of future value interest factors. Life insurance premium paid by a person is an
example of annuity. In common, an annuity means that the cash flows occur at the end of
each period unless indicated otherwise. But there is also another type of annuity called an

annuity due, which is a sequence of uninterrupted, equal cash flows occurring at the
beginning of each period.
The only difference between the ordinary annuity and an annuity due is the timing of cash
flows. In case of former, cash flows occur at the end of the period whereas in case of later
cash flows occur at the beginning of the period. Therefore, in annuity due, each cash flow
will receive one more period of compound interest. To find out the future value of both types
of annuity the following formulas are used.
To determine the future value of a regular or ordinary annuity for n years at the interest
rate i, the formula will be –
(1+𝑖)𝑛 −1

FVAn= 𝐴[

𝑖

] where, FVAn= Total amount deposited in the annuity after n year.
A = Amount paid at the end of each period for n years.
i= Rate of interest
n= Number of years

(1+𝑖 )𝑛 −1
𝑖

is expressed by FVIFA(i, n). FVIFA stands for Future value Interest

Factor for Annuity and the table is given at the end of this study material.
Finally the Formula stands as:
FVAn = A FVIFA(i,n)
Example: Ordinary or regular annuity
Arun deposit Rs. 1,000 yearly in a bank account at 6% rate of compound interest for 5 years.
What will be the amount after the end of fifth year?
Solution:
Since, Arun deposits Rs 1,000 yearly i.e. at the end of every year it is a case of ordinary annuity.
So, to find out the amount i.e. principal plus interest we can take help of the following formula.

FVAn = A FVIFA(i,n)
Where,
FVAn = Future value of annuity at the end of n year
A = Amount deposited yearly during n years
FVIFA(i,n) = Future value interest factor of an annuity at interest i
and for n years.
Here,

A= Rs. 1,000
i = 6%
and n =5years.

So, FVAn = A FVIFA(i,n)
FVAn = Rs. 1,000 FVIFA(i,n)
= Rs. 1,000 5.6371
= Rs. 5637.10

Therefore, Rs. 5637.10 be the amount after the end of fifth year.

Where the annuity is not a regular or ordinary one, but an annuity due, the formula stands as
belo w :

FVAn (due) = A ×(1+i)FVIFA(i,n)
Example:
Arun took a life insurance policy from LIC of India paying Rs. 10, 000 towards first instalment.
the policy is for 10 years and the bonus will be paid @ 7% p.a. compounded annually. find out
the sum he will get after 10 years.
Solution:
Since instalment is paid at the beginning of each year, it is a case of annuity (due). so, the
following formula is to be applied to find out the maturity value at the end of 10th year.

FVAn (due) = A ×(1+i)FVIFA(i, n)
Here, A = Amount paid each year =Rs. 10,000
i = Rate of interest = 7% = 0.07
n = Number of years = 10
FVAn (due) = Future value Interest Factor of an annuity at interest rate 7% for 10 years =
13.816 (from the table)

Therefore, FVAn (due) = Rs. 10,000×(1+0.07)×13.816
= Rs. 10,000×1.07×13.816
= Rs. 1,47,831.20
So, Arun will get Rs. 1,47,831.20 after 10 years.
(f) Period required for doubling a cash flow
There are three rules to determine the time required for becoming double of a sum of money
available at present. These rules are presented below,
(i)
Rule 1 : FVIFA(i, n) = 2
From the FVIF table and applying interpolation formula, the value of n canbe
worked out.
𝟕𝟐

(ii)

Rule of 72: Doubling period (n) =

(iii)

Rule of 69 : Doubling period (n) = 𝟎. 𝟑𝟓 +

𝑹𝒂𝒕𝒆 𝒐𝒇 𝒊𝒏𝒕𝒆𝒓𝒆𝒔𝒕

=

𝟕𝟐
𝒊

𝟔𝟗
𝑹𝒂𝒕𝒆 𝒐𝒇 𝒊𝒏𝒕𝒆𝒓𝒆𝒔𝒕

= 𝟎. 𝟑𝟓 +

𝟔𝟗
𝒊

Example:
A company gives 9% compound interest p.a. on the deposit. Arun wants to know after how
many days the deposit will be double.
Solution:
72 72
Applying Rule of 72: Doubling period (n) =
= = 8 years.
𝑖
9

69

Applying Rule of 69: Doubling period (n) = 0.35 +

𝑖

=0.35 +

69
9

=0.35+7.666
=8.0166 years.
✓ Effective Rate of Interest verses Nominal Rate of Interest:
Nominal rate of interest implies that rate which is used to calculate interest on the principal
amount. It usually remains constant. In case, where a sum of money carries simple interest,
there will be no difference between the two rates. But in case of compound interest the
effective rate of interest becomes higher than the nominal rate. The effective rate will be
higher when interest is compounded at 3 months or 6 months interval in a year. For example,
if the nominal rate of interest in a deposit scheme is 10% p.a. compounded annually, the
effective rate will be 10.25% when interest is compounded half-yearly.
Suppose, Harka deposited Rs. 100 at 10% compound interest in a bank. Tek also deposited
Rs. 100 in another bank at 10 % compound interest. The bank pays yearly interest on Harka’s
deposit but the other bank pays half-yearly interest on Tek deposit. What will be the
effective rate of interest in both the cases?
In both the cases, the nominal rate of interest is 10 % but one bank pays interest yearly and
the other bank half-yearly. The effective rate of interest in both the cases are presented in the
following table:
Particulars
Harka
Tek
Initial deposit (p)
Rs. 100
Rs. 100
Nominal rate of interest (i)
10%
10%
Interest accrued after 6 months
Nil
Rs. 5
Principal plus interest after 6 months
Rs. 105
Interest at the end of the year
Rs. 10
Rs. 5.25
Total amount
Rs. 110
Rs. 110.25
Effective rate of interest
10%
10.25%
From the above table, it becomes evident that in case of Harka, since interest is paid yearly,
the nominal rate and effective rate are equivalent i.e. 10%. But in case of Tek, since interest
is paid half yearly, the effective rate becomes higher than the nominal rate i.e. 10.25 %.

𝑖

Formula: Effective rate of interest (r)= [(1 + )𝑚 − 1]
𝑚

Where, i= Nominal rate of interest
m = number of interest paid in a year.
Example:
If the nominal rate of interest is 12 % p.a. and interest is paid four times in a year on
compound basis, what will be the effective rate of interest?
Solution:
We know that,
𝑖
Effective rate of interest (r) = [(1 + 𝑚)𝑚 − 1]

Here, i= 12%=0.12
m=4
1.12

So, r = [(1 + 𝑚4 )4 − 1]
= [(1 + 0.03)4 − 1]
= [(1.03)4 − 1]
= 1.126-1
= 0.126
=12.6% p.a.
2. Discounting Technique
Discounting technique helps in finding out the present value of future money. It is the reverse
of compounding technique which helps in finding out the future value of present money.
(i)

Present value of a single Cash Flow

Formula: P=

𝐴
(1+𝑖)𝑛

or, P= A×

1

(1+𝑖)𝑛

[

1
(1+𝑖)𝑛

is called the discounting
factor]

Here, P = Present value
A = Sum to be received or to be paid in future
r = rate of interest
n = Number of years
In the formula above, if the value of n is high then the calculation becomes difficult and we
have to use the scientific calculator or to apply logarithm or to take help of Present Value
Interest Factor (PVIF) from the PVIF (i,n) table (Table at the end of this study material) where
the present value of Re. 1 at different combination of i and n have been given. Applying the
value of PVIF, the above formula can be re-written asP= A× PVIF(i, n)
Or, PV = FVn × PVIF (i, n)

where, FVn = Future value at the end of year n
PVIF (i, n) = Present value interest factor for i and n

Example :
Arun will get Rs. 5,000 after 5 years. If the rate of interest is 10 % p.a. what is the present
value of Rs 5,000 ?
Solution:
We know that,
P= A× PVIF(i, n)
Here, A= Rs. 5,000

P= ?
i= 10%
n= 5 years
PVIF(i, n) = .621 (From table)
∴

P= Rs. 5000 × 0.621 = Rs. 3,105

So, the present value of Rs. 5000 to be received after 5 years at 10 % interest comes to Rs.
3,105.

(ii)
Present value of Multiple Cash Flows
Formula:P= ∑𝑛𝑡=1 𝐶𝑡 ×𝑃𝑉𝐼𝐹𝑡
Where, P = Present Value
Ct = Cash flows of different years i.e. Ct = 1, 2, 3..........t
PVIFt = Present value factor in years 1, 2, 3,.............t
Example:
If the specified amount is deposited at present, Arun expect to get Rs. 10,000, Rs. 15,000 and
Rs. 20,000 at the end of the year 1 to 3 respectively. What is the present value of the cash
inflow if the rate of interest is 10 % p.a.
Solution:
The above problem can be solved by applying formula:
P= ∑𝑛𝑡=1 𝐶𝑡 ×𝑃𝑉𝐼𝐹𝑡
Where, P = Present Value
Ct = Cash flows of different years i.e. Ct = 1, 2, 3..........t
PVIFt = Present value factor in years 1, 2, 3,.............t
Year (1)

Cash flow Rs. (2)

1
2
3
Total amount

10,000
15,000
20,000
45,000

Present value factor
(3)
0.9090
0.8264
0.7513
Total Present value

(iii)

Present value Rs.
4=(2×3)
9,090
12,396
15,026
36,512

Short-cut Method to Determine the Present Value of an Annuity
To determine the present value of an annuity, the formula given below is used.
1
Present value of an annuity P = C × [∑𝑛
]
𝑡=1 (1+𝑖)𝑡

When C = Specified amount of cash flow
i = Interest rate
t = time
The above formula can also be written briefly as-

P = C × ADF [𝑠𝑖𝑛𝑐𝑒, ∑𝑛
𝑡=1

1
(1+𝑖)𝑡

= 𝐴𝐷𝐹]

ADF stands for Appropriate Annuity Discounting Factor. It is actually the summation of the
discount factors of each year.
Example :
Arun will get Rs. 5,000 at the end of each year for 4 years if he takes a single premium
insurance policy. If the market rate of interest is 10% p.a., what will be the present value of
his future cash flows ?
Solution:
It is an ordinary annuity as Bimal will get a fixed amount of Rs. 5,000 at the end of every
year for 4 years. In such a case, the ADF is to be calculated.
Here, ADF = Present value factors of year 1 to year 4 i.e.
=ADF1+ ADF2+ ADF3+ ADF4
We know that, Present value factor = 1 [n= 1, 2, 3, 4]
(1+𝑖)𝑛

∴ ADF1=
ADF2 =

(1+0.1)2
1
(1+0.1)3
1
(1+0.1)4

∴ 𝐴𝐷𝐹

1

=

(1+0.1)1
1

ADF3 =
ADF4 =

1

= 0.9090

1.01
1

=

= 0.8264

1.21

=

1

= 0.7513

1.331

=

1

= 0.6030

1.464

= 3.0897

So, the present value of Rs. 5,000 received through year 1 to year 4
= C× ADF
[ Here, C= Rs. 5,000]
= Rs. 5,000 × 3.0897
= Rs. 15,448.50
• Concepts of Annuity and Perpetuity
In case of annuity, it has a specific time period, say, 5 years, 10 years, 20 years and so on.
Depending upon the time of the receipt or payment of an equal amount of money, it is called
either ordinary or regular or deferred annuity or annuity due. But, where there is no specific
time period of an annuity, i.e. for unlimited period, it is called perpetuity. Therefore, it can be
defined as ‘an ordinary annuity whose payment or receipts continue forever’. So, perpetuity
is an annuity which continues for indefinite period i.e., for infinity. To determine the present
value of perpetuity, the following formula is used.

P∞ = A × PVIFA (i, ∞)
𝐴
Or, P∞ =

𝑖
Where, P = Present value of the perpetuity
A = Amount received or paid periodically
1
PVIFA (i, ∞) =
𝑖

Example:

Miss Tanu wants to know the amount to be invested @10% interest rate to get Rs. 1,000 each
year for her whole life.
Solution:
We know that the present value of perpertuity

P∞ = A × PVIFA (i, ∞)
= Rs. 1,000 × 10
= Rs. 10,000

[Here, A = Rs. 1,000
1
1
PVIFA (i, ∞) = = =10]
𝑖

0.1

• Risk-return relationship (concepts only)
Risk and return are two major considerations in the discussion of financial management.
Business is risky event and profit is the prize of bearing the risk. In financial management,
risk and return are reviewed before taking any financial decision. The amount of finance
collected from various sources and their investment in different projects are associated with
risk and return. For instance, if the capital of the business is loaned capital, the business firm
have to pay interest on capital timely. If the firm cannot earn profit adequately to pay the debt
and interest accrued cannot be met the debtors may seek justice in the court of law or may
pray for liquidation of the firm. So, the firm must invest in those projects only where return is
almost guaranteed to pay the debt and interest on debt. Apart from that the return should be
such that the owners should get their expected return. Financial management explores the risk
and return associated with each investment.
Definition of Return
The source of return is the investment. The surplus which is generated over a period from
the investment is called return. Prassana Chandra stated in this regard that ‘ the return from
an investment is the realisable cash flow earned by its owner during a given period of time’.
Another definition of return states that it is simply cash inflows from an investment over
some period due to ownership plus the change in market price, divided by the beginning
price.
Mesurement of Return
Measurement of return is a difficult task. Usually, there are five methods to measure the
return from an investment projects. These are(i) Profit method: Under this method return of profit is measured by deducting
purchase value from the sale value. So, if the sales value is Rs. 1,00,000 and
purchase value is 70,000, the profit or return amounts to Rs. 30,000.
(ii) Cash flow method : In this method, return is measured by deducting cash
outflows from the cash inflows of an investment project. It is actually the cash
basis of measuring revenue. For instance, a firm’s total sale was Rs. 5,00,000 of
which Rs. 3,60,000 was cash sales and Rs. 1,40,000 credit sales. On the other
hand total purchase was Rs. 3,80,000 of which cash purchase was Rs. 3,20,000
and rest Rs. 60,000 was due. According to cash flow method, the retun is
Rs. 3,60,000 – Rs. 3,20,000 = Rs. 40,000.
(iii)Income method: It is akin to the profit method where income is measured by
differentiating total sales and total purchase. The income is expressed in different
ways viz. Income before interest and tax, income before tax, income after tax etc.

(iv) Ratio method: ration is defined as when one number is expressed in terms of
another number, it is known as ratio. This method is used to measure the
percentage of return in respect of capital employed.
(v) Weighted average return method: there is potentiality of income from each
investment. However it varies from project to project. In some project it is high, in
some cases it is moderate and in some other cases, it is low. All these
potentialities are called weights. When the return from different projects are
multiplied with the weight of respective project and the sum of the product is
divided by the total weights, the result is the weighted average return.
Definition of Risk
Future is uncertain. The finance manager has to accept that the expected return may or may
not be realised. The prime considerations in financial management are – (a) Procurement of
finance and (b) investment of finance. There are risks in both these areas.
Risk refers to the variability of the possible returns in respect of an investment proposal. The
risk associated with an investment arises because it is hard to estimate expected returns
accurately due to the uncertainty of future events. Risk is defined as the variability which are
likely to accrue in future between the expected returns and the actual returns. In other way, it
is the degree of uncertainty attached to an income. The greater the variability, the higher will
be the degree of risk attached to the project and vice-versa.
Hampton stated that “the risk is defined as the possibility that the actual return from an
investment will be less than the expected return”. Some other definition of the risk are“Risk is the possibility of deviation of actual returns from the expected returns as a result of
investment.”
“Risk is an investment project may be defined as the variability in the prospective returns or
future streams of benefits that are likely to occur from the investment.”
A business is exposed to a number of risks since there are many factors which are beyond its
control. Some examples of such factors are fiscal or monetary policy of the government, new
competitive pressure, technological change, non-availability of fund, inflation and so on. The
uncertainty results in prediction of cash flows going wrong. The deviation of the actual cash
flows reflects the risk associated with the project.
Type of Risk
The common type of Risk are(i) Investment risk: the probability of emerging loss from a single financial or capital
asset is termed as investment risk. Such risk arises when the chance of actual return
from an investment be less than the expected return.
(ii) Systematic risk: The uncontrollable risks are called the systematic risks. All firms of
the country has to bear such risk. The examples of such risk are inflation, industrial
policy of the government, credit policy of the Reserve Bank of India, state of money
supply in the market etc. Since the firm has no control over these risks, the firm
cannot earn the expected return.
(iii)Unsystematic risk: such risk arises due to the internal problems of the firm. When the
firm suffers from various mismanagement internally, the unsystematic risk rises. Due
to such risk, the firm cannot earn the expected return. The examples of such risk are
breakdown of machines, scarcity of raw materials, labour problem, legal constraints
etc.
(iv) Portfolio risk: portfolio refers to the combination of investment in different
instruments with a view to minimise the risk. However, risk cannot be totally set off.

Thus the risk involved in investment of different projects or assets are called portfolio
risk. Such risk can be minimised by diversification of investment.
Risk-Return Trade off
Financial decisions incur different degree of risk. An investor’s decision to invest in risk
free government bonds has less risk as interest rate is known and the risk of default is very
less. On the other hand, an investor would incur more risk if he decides to invest in shares, as
the return is not certain. However, the investor can expect a lower return from government
bond and higher from shares. Risk and expected return move in tandem; the greater the risk
the greater would be the expected return.
The finance manager has to take various types of decision- investment decisions, financing
decisions and dividend decisions. A finance manager takes these decisions in the light of the
objective of wealth maximisation as reflected in the market price of the shares. The finance
manager should also know as to what are the factors which may affect the market price of the
shares. The various decisions will be taken in the light of these factors; otherwise any attempt
to achieve the objective of maximisation of market price of the shares may not be achieved.
A finance manager cannot avoid the risk altogether nor can he make a decision by
considering the return aspect only. Usually, as the return from an investment increases, the
risk associated with it also increases. In an attempt to increase the return, the finance manager
will have to undertake greater degree of risk also. Therefore, a finance manager is often
required to trade-off between the risk and return. At the time of taking any decision, the
finance manager tries to achieve the proper balance between the consideration of risk and
return associated with various financial management decisions to maximise the market value
of the firm. A particular combination of risk and return where both are optimized may be
known as Risk-return trade off and at this level of risk-return, the market price of the shares
will be maximised. The figure below demonstrates the relationship between market value of
the firm, return and risk, on the one hand and financial management decision on the other.
The figure below demonstrates the relationship between market value of the firm, return and
risk, on the one hand and financial management decision on the other.
Investment decision
Risk
Financing decision

Trade off

Wealth maximisation or
Value maximisation

Dividend decision

Return

Table-1

Compound Value of Re. 1
INTEREST RATE (i)

FVIF (i,n)

Table-2

Compound Value of an Annuity of Re. 1
INTEREST RATE (i)

FVIFA (i,n)

Table-3

Present Value of Re. 1
INTEREST RATE (i)

PVIF(i,n)

Table-4

Present Value of an Annuity of Re. 1:
INTEREST RATE (i)

PVIFA (i,n)

