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14.0 OBJECTIVES

After reading this Unit you will be able to:

e understand the meaningof financial management,

o know about the various aspects of financial management,

e know about the different terms used in financial management, and

e learn about theimportance of raisingfunds and fund allocation through budgeting.

14.1 INTRODUCTION

Every organization, irrespective of its size or ownership pattern, hasto manageitsfinances.
The overal objectives of an organisation cannot be achieved in the absence of financial
management. Many organisations fail in their objectives because of financial
mismanagement and this failure rate is quite high among the small business enterprises.
Hence, financial management isvitd for all typesof organisations, profit making aswell as
non-profit making. In the case of non-profit making organisationsal so the effectivenessand
performance depends on their fmancial resources management. This Unit familiarises you
with therelevanceof financial management and the variousaspectsrelated toit. 1t dealswith
mobilisation of financial resources, their allocation, importance of accounting and budgeting
etc. However, it should be noted herethat itisnot possibleto deal in detail the vari ousaspects
d fmancia managementin onesingle Unit aseach aspect isaspecialisationinitself.Our am
isto provideyou with certain basicsin thisregard.

14.2 FINANCIAL MANAGEMENT

When we attempt to analyse the financial functions of an organisation we find that funds
(capital) have to be:

procured,

alocated for variousactivities,

used effectively, and

monitored.




Management Functions

Further, the results o all these have to be recorded also. All this bringsto fore a three
dimensional financial process:
e Financial Management, ,

e Management Accounting, and

e Financid Accounting

All thesethree are at the sametime separate yet overlappingareas of thefinancial functions
of an organisation.

Management
accounting

Financial
Management

1) Financial Accountingdeal swith themeasurementsand reportsd thefinancial position

2)

3

of the organisation and provides this to external users such as the shareholders,
creditors, government agencies, etc.

"Financial Accountingistheart d recording, classfyingand summarising in asignificant
manner and interms o money, transactionsand eventswhich are, in part at least, of a
financia character andinterpretingtheresultsthereof'. -American Instituted Certified
Public Accountants.

Managerial Accountingdeal swith procuring d datafor theorganisation's management
i.e. to servetheinternal userswith necessary accountinginformation to carry out the
management tasks o planning, organising,actualising and controlling. "Management
Accounting is the presentation o accounting Information in such a way asto'assist
management in the creation o policy and in the day to day operations d an
undertaking". - Anglo American Council o Productivity.

Financial Management deal s with the process adopted by an organisation for taking
financial decisionsthrough analysingand interpretation o financial datafor meeting
the organisations objectives. Hence, the tasks involved in' Financial Management
include:

analysingfinancial needs,

forecasting financial needs,

managing working capital,

planning capital structures,

organisingfinancial operations, and

monitoring and controlling financesete.

In fact raising funds and allocating funds for business are the two prime financia
managementtasks. Certain other taskslikefinancial planning, anaysis, etc. revolvearound
thesetasks.

143 FINANCIAL PLANNING

In Block 2, Unit 6 we had defined planning asamanagementfunction. Hence,in this, Section
we will not go into those details but confine our discussionto what we mean by Financial
Planning. Infact Financia Planningisan appraisal d thosefinancial aspectsthat may or are



likely to occur in future but need immediate decision making. Itinvolves settingfinancial
objectivesin termsof profits, sales or acquisition of assets alongwith financial for ecasting
for the organisation. Thisincludes estimationin the areas of:

Capital requirements,
Capital Structure,

Credit Policy,and
Other financial contingencies.

Infact, Financial Planningisconcerned with raisingfunds and there effectiveutilisation. The
aim here is to maximize the organisation's wealth keeping in view the organisation's
objectives.

Generally, Financial Planningisdone through budgeting and thisalso takes care of resource
alocation. But before we discuss budgeting we will examine certain others aspects of
Financial Management.

14.4 RAISING FUNDS

Both, as a manager aswell as an entrepreneur, you must be aware d the capital generation
processor what istermed asraisingdf fundsfor doingbusiness. Itisafunctiond the manager
or entrepreneur to raisefinancia resources for not only establishingthe businessbut alsofor
operational requirements. Such resourcesare generated internally aswell asexternally and
arefor short term aswell aslongterm.

All amounts invested in the business by its owners, partners or proprietor as a basisfor
operations aretermed ascapital. |nother wordscapital refersto allcompany liabilitiesand
owners equity. Thisincludesshort term aswel aslong term capital. The sources o short
termfinancesare:

own capital,

Borrowing/deposits from friends, relations and others,

Spontaneous capital through credit facilitiesfrom vendors,

Negotiated credit i.e. short term loans on negotiated basisfrom commercial banksand
finance agenciesetc. to be paid back in aspecified time.

Thelong term financial resources include:

o+

Termloansfrom banks and other financial institutions,
Issue o sharesand bonds,

loansfrom government institutions (e.g. Tourism Finance Corporation of India), and

[ ]

[ ]

e Ownersor partners capital,

[ J

e Depositsof loansgiven by directors/partners of the organisations.

A good manager will scan theinternal as wedl asexternal environment at thetime of raising
funds. Answerstofollowingquestionswill bed usefor sound financial planningwhileraising
funds:

What are theinterest rates on borrowings?
What is the repayment capacity of the organisation?

How soonisthe organisation likely to make profits?

Isthe return from the investments made by borrowed funds going to be higher than the
interest to be paid on borrowings?etc.

I nthecaseof tourismthecentral aswdl asmany stategovernments have comeout with special
loans schemes on liberal terms. Entrepreneurs and small businessesshould keep track ot
such schemes.

Financial Management
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14.4.1 ManagingWorkingCapital

Financial Management also involves proper management d the investment o capital in
business. Capital investmentsin any businessare of two types.

e investmentsfor permanent or long term purposes(capital structurese.g. acquiring fixed
assets, research and development etc.), and

e funds neededfor current operations (working capital).

Working capital, in smple terms, refers to that investment which is needed for day to day
businessoper ationsand no or ganisation can functionin itsabsence. In other wordsworking
capital referstoall currentassetsand liabilities. Theadministrationof these current assets
and liabilities within the framework of organisation's stated goals is termed as the
management of working capital. Itisthe task of thefinancia manager to ensurethat these
financia resources are available to the organisation a the least possible cogt and the
organisationcan timely repay the obligations.

Current assets are stock-in-trade and cover raw materials, finished goods and work in
| PrOgress.

Current liabilities are all debts due for payment in a year. These include salaries, interest,
trade creditors etc.

While managing current liabilitiesone should remember not to pay billstill they fal due nor
pay them unduly late and aso negotiatediscountsfor prompt payment.

Theworking capital requirementsd an organisationcannot be determined through any sct.
o rules or formula. However, the following points are considered to be relevant in this
regard:

the natureand size of business,

the duration o the manufacturing cyde i.e. the time taken between purchase of raw
material sand production of finished goodsor services,

demand fluctuationsd the product (thisisfrequent in Tourism Product)
the production palicy,

credit terms,

expansion policy, and

ddivery palicy, etc.

1442 M anaging Cash

For any businessit isessential to havea proper estimation of cash requirements. It hasbeen
observed that many organisations, inspite of their profit earnings, become bankrupt in the
absenced cash. On the contrary there are organisationswith excessivecashwhichisawaste
of resources. The demand for cash isgenerally becausedf three behaviora motives:

1) Transaction Mative i.e. holding cashfor day to day businessactivities.

2) Precautionary Motive i.e. cash needed to deal with unanticipated delays or other
uncertainties.

3) Speculative Mativei.e. cash needed to take advantage d bargain purchasesor availing
opportunitiesout af unexpected developments.

Thus, every organi sationnat only hasto determinethe optimum cash balance needed but this
cash hasto be managed also. Management o cash has thefollowing aspects:

e determining the appropriate cash balance, ‘

® managingdf the storage, collection and disbursement o cash balances, and

® investment of temporarilyidle cashininterest earning assets.



Very often there are sharp fluctuationsin cash requirements. A good financial manager
should takeappropriate defensiveaction to handle temporary surplusesor shortages. Some

Financial Management

d thestepsto betakenin thisregard are:

All cash collectionsshould be depositedin oneaccount, even if there are morethan one
collectioncentres. This helpsthe organisation in storing cash more effectively.

One should attempt to reduce the timelag between the dispatch o the cheque by the
customer and its crediting in the organi sation's account.

Thereshould be constant follow up action for recovery gf dues.
On early paymentsincentivesin theform o discountscan be given.

"The disbursement o cash can be withheld till last date.

ince cash by itsdlf yidds no incomeit should be invested. A suitable criteriashould be
adopted for thisafter examining the availablealternatives.

Check Your Progress-1

1) What doyou understand by financial management?

.................................................
.................................................

.................................................

................................................

.................................................

.................................................
.............................................
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145 MANAGING COSTS

Theinterpretation of theterm cost isdependent on the context inwhichit isused alongwith
the nature o the business. For exampleif you buy atravel guidefor Rs.100/- itscost to you
isRs.100/-. But if the publisher o this travel guide has spent Rs.10/- on paper, Rs.5/- on
printing, Rs.2/- on royalty to the author, Re.1/- for printing, the cost d the travel guidefor
him isRs.18/-. Y et, in smple termswe can say that cost meansthe amount o expenditure
incurred on or attributableto a thing. Costingrefer sto the method by which you calculate
howmuchaproduct or servicecostsyou toproduceand sell. Theseincludetwotyped codts:

1) Directcosts. Thesearereadily identifiablewith the produced productsand services.

2) Indirect costs: These are not readily identifiable but are required in running the
business.

Total cost = Direct + Indirect Costs

For examplewages paid or raw material procured will be under direct costs. But officeand
marketing, expenses, etc. areindirect costs. Y ou can ascertain costsonly if you have asound
book keeping system like payralls, invoicesetc. Costing helpsyou in pricing your product or
sarvice. You can aso ascertainthe costly itemsin the running o your businessand plan for
cutting them to reduce costs.

There are a so fixed costs and variablecosts:

e The costswhich do not ‘change with the salesor productionvolumeare termed asfixed
costs. For example, if atour operator's salesd tour packagesdoesnot increase, remains
static or goes down, the costs which heisincurringin paying office rent or salariescan
not be avoided.

e Such costs which rise or fal in proportion to the sales or production are termed as
variablecosts. For example, if the occupancy ratein ahotel goesdown during of f season,
the management can cut down on the number of room service personnel or if the
occupancy rate goesup, more personnel can be added to room service.

L et usgive you examplesd calculatingdirect and indirect costs.

Direct Costs: Direct costs include direct labour costs and direct material costs. Direct
labour cost can be calculated by taking into account the wages and the number o hours
actuallyworked duringtheyear. Supposeyou havefivewor ker sand you give them Rs.2000/-
p.m. so the total monthly wage Bill = 5x Rs.2,000/- = Rs.10,000/-.

- Thetotally yearly wage Bill be 12 monthsx Rs.10,000/- = Rs.1,20,000/-

Total number of hoursworked duringayear by theworkers. Say:

52 weeksx 42 hours (per week) x 5workers _ 10,920 hours
Hourly labour costswill be = totally yearly wage bill = 1,20,000 = Rs. 109
total number of hoursworked 10,920

inayear

Supposefor per unit of production, twomen are employed and they takefive hoursfor making
the same. So the total number o hours used for the production of that unit will be:

Labour timetaken x number of workers - total number o hours.
Labour timetaken — 5x 2 = 10 hours

Now the direct labour costsd production for that unit will be:

Total number of hours x hourly labour rate direct labour costs per unit
ie.10x 109 = Rs. 109



Now let uscalculate the direct material costs.
The cost of raw material purchasedfor that unit wesRs.200/-.

Thetotal direct cost
for the productionof that unit

Total direct |abour cost + tota direct material cost.

ie. Rs.1001- + Rs.200/-

Rs.309/-

I ndirect cost

Theindirect costsin that production unit included say:

Rent of office - Rs.50,000/- per year
Telephone bill per year - Rs.15,000/-

Power and electricity - Rs.10,000/-

Sdary o other officestaff per year - Rs.490,000/~

Other contingency costs - Rs.20,000/-

Total indirect costs - Rs.1,35,000/-

Thetotal number of units produced in one year wassay 1000.

Theindirect cost - Total indirect cost - Rs.1,35,000
per unit will be Total no. o unitsproduced LU0
= Rs.135/-
Total cost

Thetota cost for that unit will be Direct costs + Indirect costs
ie. Rs. 309/- + Rs. 135/- = Rs. 444/-.

If the manager canintroduce efficiency and thusincreasethe volumed unitsproducedina
year without increasing the indirect costs, thelevel of profitswill go up.

Hence, while managing costs, a manager should be concerned with three aspects:

e Ascertainingthe costs,
e Contrallingthecosts, and
e Reducingthecosts.

14.6 BUDGETING

As mentioned earlier, besides raising funds, the other mgor responsibility of a financia
manager isto allocatefundsand seetoit that they are effectively utilised. The availablefunds
have to be allocated between current and long-term assets and for thisinvestment choices
have to be made.

14.6.1 What isa Budget?

A budget isa systematic plan for the utilisation of manpower and material resources. It
representsan estimate of futurecostsand revenuesand isquantifiedinfinancialterns. In
simplewor ds, budgetsar ewritten plans of businessactivityreduced to Rupessor any other
monetary term. Themain featuresof a budget are

e |tisprepared inadvance'and isderived from thelong-termstrategy of the organisation,

e Itisrelated to future plansfor which objectiveshave aready beenlaid down, and
e Itisrelatedto aspecified period of time.

Financial Management
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Management Functions Y ou may ask thequestionthat what isthe purposed budget. Well abudget helpsyouin many
wayslike:

It clearly states expectations of your organisation and by doing this you can avoid
confusion and ambiguity,

It is a method o communicating the plans and expectations,to everyone in the
organisation so that the employeesor the departments in an organisation understand,
support and implement the policies,

It hel psin maximising the use o organisational resources,

It helpsin reducingwastagesand | osses,

It hel psin taking timely correctiveaction and controlling ongoing operations, and
It servesasabasisfor both motivating and eval uating the manager's performance.

The processd budget preparation consist o certain stepslike:

1)

2)

3

4)

5)

Establishing financial objectives - Generally, the mgjor financial objective for any
organisation is long-term profit maximisation. This is true of tourism industry where
profitsstart comingfrom second or third year only. At the same time, in hospitality and
tourism enterprises, certain other objectivesare also included while determiningthe
financial objectivesd the organisation.

Theseinclude:
providinghigh quality services,

to bethelead organisation, *inthearea of business,
-to be resognised as having the best reputation, or

to be the fastest growing organisation.

Forecastingrevenues - For forecasting revenuesin the tourism sector enterprises, one
should haveinformation regarding the economic environment like economic trends in
thetouristgeneratingmarkets, expectedinflationfor thebudget year, expected variations
inthecosts of specific purchases, nature of competitiveconditionsand travel trendsetc.

Estimating expenses - The expenses to be incurred for the budgeted period must be
estimated and for this managers must obtain information regarding expected cost
increasesfor suppliesand labour costsin order toforecast their variable expenses.

Deter miningnet income- Generally, revenues minusexpensesare equal to net income.
Hencein the budget making process, the net incomefor the budget time period should
be determined.

Reviewingand approval - Oncethe budget is made, it should be reviewed and approved
by the competent authority in the organisation. This could be a Board of Directors, a
Budget Committeeor an owner manager o a sole-proprietorship business.

14.6.2 Typesof Budgets

Every organisation has a master budget i.e. the total comprehensive budget of that
organisation. It setsout the plan o operationsfor all departmentsfor the budget period. Out
of thismaster budget, different typesdf budgetsare prepared for various purposeslikesales
budget, production budget, purchasing budget, administrative expenses budget etc.
Revenues are allocated to meet the estimated expensesd different departments.

Budgetscan be classified on the basisof Time, Function and Flexibility:

D

In terms of time, a budgetscan be long-term, short-term, current or arolling budget.
For exampl e, an organi sation may havealong-term budget say for the next ten years, this
can befurther dividedinto ashort-term yearly budget which can further be sub-divided
into a current monthly budget. Whereas some organisations follow a practice of
preparing a rolling budget where a budget for a year in advance is dways there i.e.
immediately after amonth or aquarter passesa new budget is prepared for the next 12
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months. The figures for the month/quarter which has rolled down are dropped and
figuresfor the next month/quarter are added.

2) In terms of functions, the budgets can be classified into sales, production, purchase,
research etc. For example, asales budget will takeinto account thepr ojected sales and
thisisgenerallythestartingpoint for budgeting. Thisisbecauseproductionandinventory
levels are generally geared to the rate d sales activity. A production budget provides
estimates of the total volume of production. A production budget is prepared on the
basisdf asalesbudgetand thenthepur chasingbudget isbased on theproduction budget
becausethetotal material sto be purchased depend onthelevel d production. Similarly,
acash budget isasummary statement of your or ganisation'sexpected cash inflowsand
outflows over a particular period of time. It involves proj ection of futurecash receipts
and cash disbur sements.It hel psthe management in determiningthefuturecash needs,
planning for financing of those needs and exercising control over cash and liquidity of
thefirm.

3 Intermsd flexibility, we havetwo typesd budgetsi.e. fixed budget and flexible budget:

i) Afixedbudgetisdesignedtoremainunchangedirrespectived thelevel d activity
and is prepared on the basisof astandard of fixed level of activity.

ii) A flexible budget is designed to changein accordance with the level of activity
attained.

In thecase d tourism organisations, aflexiblebudget isdesirable because:

The nature of businessand salesare largely unpredictable,
It isdifficult to foreseethe demand in case o new ventures,

The businessis subject to nature variations, for example, a cool summer will affect the
travel to hill stations.

14.63 Budgetary Control

The processd the comparisonaf actual performancewith budgeted performanceis called

budgetary control. Thisisacrucial activity becauseevery organi sationhasto eva uatewhether.

the activitiesand operationsare goingin theright direction for achievingthe organisational
objectives. The actud performance hasto be compared with the budgeted performanceon
the basisof actual level of activity. The actual performance of each area d responsibilityis
measured through general accounting sysem in financia terms. Generally, three types of
ratiosare adopted in this regard:

1) Activity Ratio- isameasureof thelevel o activity achieved over a period of time.

2) Capacity Ratio - indicates whether and to what extent budgeted hours of activity ate
actually utilised.

3) Efficiency Ratio- indicatesthe degree of efficiency attained in production.

Financial managersalsogoinfor periodical review d budgetary performanceand then apply
corrective measuresto ensure that thefuture performanceisas per the budgets.

There are many other aspectsrelated to financial management and it is suggested that an
:ntrepreneur should utilise the sesvicesdf afinancia consultant. Certain other aspectslike
salance sheets, profit and loss statements, profitability andyss, project formulation and
ippraisal etc. have been discussed i ®}:ck-5.

Financial Mnmlg:mltn;‘
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Check Your Progress-2

1) DefineDirect and Indirect costs?

.................................................

.................................................

14.7 LET USSUM UP

Financial management isthe key to the successdf any organisation. Thisinvolvesavariety of
aspectsand in this Unit, we have discussed certain issuesrelated to them. Sound financia

planning, raising of funds, management of workingcapital and cash and managing costsform
part of thisexercise. You have also been familiarised with the importance of budgetingand
the types d budgets in this Unit. The issues mentioned in this Unit are common to-all

organisations whether small or big. But our emphasi shasbeen on equi ppingyou withfinancia

knowledgein caseyou intend to start your own small business. Asthe organisationsgrow, the
level o financial activity alsoincreases. For example, in a big organisationwith a number o

shareholders, the financial activity will include decisionsrelated to payment o dividends,
raising capital through floating new sharesor right's issues. etc. For managing the financia

resourceseffici entlyarkd effectively thefinancial managershave to look for constant flow of

economicinformation and have to use their skillsto interpret thisinformation for financial
decision making.

14.8 ANSWERSTO CHECK YOUR PROGRESSEXERCISES

+

Check Your Progress-1

1) Baseyour answer on thedefinitiongivenin Sec.14.2.

2) InSec.14.4, we have mentioned the questions that should be raised for sound financial
planning whileraising funds, like the rates d borrowing, repayment capacity etc.

3) SeeSub-sec.14.4.2for your answer.

Check Your Progress-2

1) SeethedefinitionsgiveninSec.14.5.
2) Read Sub-sec.14.6.1for your answer.



