
Q 1 Discuss in detail objective, function and scope of financial management.  

Ans.Financial Management means planning, organizing, directing and controlling the financial activities 

such as procurement and utilization of funds of the enterprise. It means applying general management 

principles to financial resources of the enterprise. 

Scope 

1. Investment decisions includes investment in fixed assets (called as capital budgeting). Investment 
in current assets are also a part of investment decisions called as working capital decisions. 

2. Financial decisions - They relate to the raising of finance from various resources which will 
depend upon decision on type of source, period of financing, cost of financing and the returns 
thereby. 

3. Dividend decision - The finance manager has to take decision with regards to the net profit 
distribution. Net profits are generally divided into two: 

a. Dividend for shareholders- Dividend and the rate of it has to be decided. 
b. Retained profits- Amount of retained profits has to be finalized which will depend upon 

expansion and diversification plans of the enterprise. 

The financial management is generally concerned with procurement, allocation and control of financial 
resources of a concern. The objectives can be- 

1. To ensure regular and adequate supply of funds to the concern. 
2. To ensure adequate returns to the shareholders which will depend upon the earning capacity, 

market price of the share, expectations of the shareholders. 
3. To ensure optimum funds utilization. Once the funds are procured, they should be utilized in 

maximum possible way at least cost. 
4. To ensure safety on investment, i.e, funds should be invested in safe ventures so that adequate 

rate of return can be achieved. 
5. To plan a sound capital structure-There should be sound and fair composition of capital so that a 

balance is maintained between debt and equity capital. 

Functions of Financial Management 

1. Estimation of capital requirements: A finance manager has to make estimation with regards to 
capital requirements of the company. This will depend upon expected costs and profits and future 
programmes and policies of a concern. Estimations have to be made in an adequate manner 
which increases earning capacity of enterprise. 

2. Determination of capital composition: Once the estimation have been made, the capital 
structure have to be decided. This involves short- term and long- term debt equity analysis. This 
will depend upon the proportion of equity capital a company is possessing and additional funds 
which have to be raised from outside parties. 

3. Choice of sources of funds: For additional funds to be procured, a company has many choices 
like- 

a. Issue of shares and debentures 
b. Loans to be taken from banks and financial institutions 
c. Public deposits to be drawn like in form of bonds. 

Choice of factor will depend on relative merits and demerits of each source and period of 
financing. 

4. Investment of funds: The finance manager has to decide to allocate funds into profitable 
ventures so that there is safety on investment and regular returns is possible. 



5. Disposal of surplus: The net profits decision have to be made by the finance manager. This can 
be done in two ways: 

a. Dividend declaration - It includes identifying the rate of dividends and other benefits like 
bonus. 

b. Retained profits - The volume has to be decided which will depend upon expansional, 
innovational, diversification plans of the company. 

6. Management of cash: Finance manager has to make decisions with regards to cash 
management. Cash is required for many purposes like payment of wages and salaries, payment 
of electricity and water bills, payment to creditors, meeting current liabilities, maintainance of 
enough stock, purchase of raw materials, etc. 

7. Financial controls: The finance manager has not only to plan, procure and utilize the funds but 
he also has to exercise control over finances. This can be done through many techniques like 
ratio analysis, financial forecasting, cost and profit control, etc. 

 

2 What do you mean by long term financial resources? Discuss in detail method with which you can 

mobilize your financial resources.  

Ans. The sources of long-term finance refer to the institutions or agencies from, or through which finance for a long 

period can be procured, in case of sole proprietary concerns and partnership firms, long-term funds are generally 

provided by the owners themselves and by the retained profits. But, in case of companies whose financial 

requirement is rather large, the following are the sources from, or through which long-term funds are raised. 

Capital Market (b) Special Financial Institutions (c) Mutual Funds (d) Leasing Companies (e) Foreign Sources (f) 

Retained Earnings 

1 Capital market refers to the organisation and the mechanism through which the companies, other institutions and 

the government raise long-term funds. 

A number of special financial institutions have been set up by the central and state governments to provide long-

term finance to the business organisations. They also offer support services in launching of the new enterprises and 

so also for expansion and modernisation of existing enterprises. 

Some of the important ones are Industrial Finance Corporation of India (IFCI), Industrial Investment Bank of India 

(IIBI), Industrial Credit and Investment Corporation of India (ICICI), Industrial Development Bank of India (IDBI), 

Infrastructure Development Finance Company Ltd. (IDFC), Small Industries Development Bank of India (SIDBI), 

State Industrial Development Corporations (SIDCs), and State Financial Corporations (SFCs), etc. 

2 Mutual fund refers to a fund established in the form of a trust by a sponsor to raise money through one or more 

schemes for investing in securities. It is a special type of investment institution, which acts as an investment 

intermediary that collects or pools the savings of a large number of investors and invests them in a fairly large and 

well diversified portfolio of sound investments.  

3 Leasing facility is usually provided through the mediation of leasing companies who buy the required plant and 

machinery from its manufacturer and lease it to the company that needs it for a specified period on payment of an 

annual rent. 

4 Foreign Sources also play an important part in meeting the long-term financial needs of the business in India. 

These usually take the form of (1) external borrowings; (2) foreign investments and; (3) deposits from NRIs. 



5 .Retained earnings refer to the undistributed profits of companies which is usually kept in the form of general 

reserve. Primarily, it is a hedge against low profits in future and is used for the issue of bonus shares by the company 

Q 3Determination of capital structure of a company is influenced by a number of factors  explain six 

such factors 

Ans. Capital structure refers to the relative proportion of different sources of long term finance. 

Following factors are to be considered before determining capital structure.  

a) Cash flow position: The cash available with the company should be enough to meet the fixed interest 

liabilities. Interest on debt is to paid irrespective of profits. A company has to meet working capital 

requirements, invest in fixed assets and also pay the interest and principal amount of debt after a 

particular stipulated period. If cash position is sound, debt van be raised, and if not sound debt should 

be avoided. 

 b) Interest coverage ratio : it is the ratio that expresses the number of times the Net profit before 

interest and tax covers the interest liabilities. Higher the ratio, better is the position of the firm to raise 

debt.  

c) Control : Issue of Equity shares dilutes the control of the existing shareholders , whereas issue of debt 

does not as the debenture holders do not participate in the management decisions as they are not the 

owners of the fir. Thus if control is to be retained, equity should be avoided.  

d) Stock market conditions : If the stock market is bullish, the investors are adventurous and are ready to 

invest in risky securities, equity can be issued even at a premium whereas in the Bearish phase, when 

the investors become cautious, debt should be issued as there is a demand for fixed cost security. 

 e) Regulatory framework : Before determining the capital structure of a company , the guidelines of 

SEBI and concerned regulatory authority is to be considered. For e.g companies Act, Banking regulation 

Act etc are to considered. 

 f) Tax rate : As interest on debt is treated as an expense, it is tax deductable. Dividend on equity is the 

distribution of profit so is not tax deductable. Thus if the tax rates are high, issue of debt is an attractive 

means as it is economical in nature. 

Q4  What is meant by Working capital? How is it calculated? Explain the determinants of working 

capital requirements.  

Ans. Working capital is the capital required for meeting day to day requirements/operations of the 

business. Net working capital= current assets – current liabilities.  

Following factors are to be considered before determining the requirement of working capital.  

a) Scale of operations: There is a direct link between the scale of business and working capital. Larger 

business needs more working capital as compared to the small organizations.  



b) Nature of Business: The manufacturing organizations are required to purchase raw materials, convert 

them into finished goods, maintain the stock of raw materials, semi finished goods and finished goods 

before they are offered for sale. They have to block their capital for labour cost, material cost etc, so 

they need more working capital. In the trading firm processing is not performed. Sales are affected 

immediately after receiving goods for sale. Thus they do not block their capital and so needs less 

working capital.  

c) Credit allowed: If the inventory is sold only for cash, it requires less working capital as money is not 

blocked in debtors and bills receivable. But due to increased competition, credit is usually allowed. A 

liberal credit policy results in higher amount of debtors, so needs more working capital.  

d) Credit availed: If goods are purchased only for cash, it requires more working capital. Similarly if credit 

is received from the creditors, the requirement of working capital decreases.  

e) Availability of Raw materials: If the raw materials are easily available in the market and there is no 

shortage, huge amount need not be blocked in inventories, so it needs less working capital. But if there 

is shortage of materials, huge inventory is to be maintained leading to larger amount of working capital. 

Similarly if the lead time is higher, higher amount of working capital is required 

Q 5. Every Manager has to take three major decisions while performing the finance function  briefly 

explain them. 

 Ans. The three important decisions taken by the finance manager are as follows –  

1) Investment decision: It refers to the selection of the assets in which investment is to be made by the 

company. Investment can be made in Long term fixed assets and short term current assets. Thus 

Investment decision is divided in two parts :  

(a) Long term Investment decisions: Such decisions are also called Capital Budgeting decisions. It relates 

to the investment in long term fixed assets. As such decisions affects the growth of the firm, it involves 

huge fund to be blocked for a long period, and such decisions are irreversible in nature, they should be 

taken carefully after making a comparative study of various alternatives available. 

 (b) Short term Investment decision (Working capital decision): It refers to investment in short term 

assets such as cash, inventory, debtors etc. Finance manager has to ensure that enough working capital 

is available to meet the day to day requirements. It should also ensure that unnecessarily high reserve of 

working capital should not be retains as it decreases the profitability. Thus profitability and Liquidity are 

to be compared and appropriate amount kept as working capital.  

2. Financing decision: There are various sources of obtaining long term finance such as Equity shares, 

preference shares, term loans, Debentures etc. For taking financing decision and deciding the capital 

structure various factors are to be considered and an analysis of cost and benefit is made.  

3. Dividend decision: It refers to the decision related to the distribution of profit. The finance manager 

has to decide as to how much amount of profit is to be distributed as Dividend and how much to be 



retained in the business. If too much retained earnings are maintained, it dissatisfies the shareholders as 

they receive less dividend. Similarly if a liberal dividend policy is followed, though the shareholders are 

satisfies, but the firm does not have enough reserve for future growth, expression, meeting contingency 

etc. 

Q6 . What is meant by Financial management  Explain its importance.. 

 Ans. Financial management refers to that part of the management which is concerned with the efficient 

planning and controlling the financial affairs of the enterprise. 

 Financial management plays the following role.- 

 a) Determination of fixed assets : Fixed assets have an important contribution in increasing the earning 

capacity of the business. Long term investment decisions also called capital budgeting decision raise the 

size of fixed assets..  

b) Determination of current assets : Current assets are needed to meet the day to day transactions of 

the business. The total investment in current assets is to be determined and the split up into its 

elements is required. For e.g. if it is decided to maintain current assets of Rs 10 lakh, further decision is 

to be made as to how much cash is required, how much amount to be invested in debtors, stock etc.  

c) Determination of long term and short term finance: Under this a Finance manager has to maintain a 

proper ratio of short term and long term sources of finance after estimating its requirement. 

 d) Determination of Capital Structure: A balanced decision related to capital structure is to be made . 

The proportion of debt and equity is to be determined.  

e) Determination of various items in the Profit and loss account-The financial decisions affect the various 

items to appear in the profit and loss account. For e.g depreciation on fixed assets, interest on debt etc. 

Q6.What do you mean by working capital? What strategies are available to a firm for financing its 

working capital requirement?  

Working capital is a measure of the company s efficiency and short term financial health. It refers to that 

part of the company s capital, which is required for financing short-term or current assets such a cash 

marketable securities, debtors and inventories. It is a company s surplus of current assets over current 

liabilities, which measures the extent to which it can finance any increase in turnover from other fund 

sources. Funds thus, invested in current assets keep revolving and are constantly converted into cash 

and this cash flow is again used in exchange for other current assets. That is why working capital is also 

known as revolving or circulating capital or short-term capital. 

Formula for Working Capital: Current Assets – Current Liabilities  

The following points highlight the top approaches of working capital management strategies. They are:- 

1. Conservative Approach 2. Aggressive Approach 3. Matching Approach 4. Zero Working Capital 

Approach 5. Working Capital Policies. 



1. Conservative Approach: 

A conservative strategy suggests not to take any risk in working capital management and to carry high 

levels of current assets in relation to sales. Surplus current assets enable the firm to absorb sudden 

variations in sales, production plans, and procurement time without disrupting production plans. It 

requires to maintain a high level of working capital and it should be financed by long-term funds like 

share capital or long-term debt. 

Availability of sufficient working capital will enable the smooth operational activities of the firm and 

there would be no stoppages of production for want of raw materials, consumables. Sufficient stocks of 

finished goods are maintained to meet the market fluctuations. The higher liquidity levels reduce the 

risk of insolvency. 

But lower risk translates into lower return. Large investments in current assets lead to higher interest 

and carrying costs and encouragement for inefficiency. But conservative policy will enable the firm to 

absorb day to day business risks and assures continuous flow of operations. 

Under this strategy, long-term financing covers more than the total requirement for working capital. The 

excess cash is invested in short-term marketable securities and in need, these securities are sold-off in 

the market to meet the urgent requirements of working capital. 

2. Aggressive Approach: 

Under this approach current assets are maintained just to meet the current liabilities without keeping 

any cushion for the variations in working capital needs. The core working capital is financed by long-

term sources of capital, and seasonal variations are met through short-term borrowings. Adoption of 

this strategy will minimize the investment in net working capital and ultimately it lowers the cost of 

financing working capital.  

3. Matching Approach: 

 

Under matching approach to financing working capital requirements of a firm, each asset in the balance 

sheet assets side would be offset with a financing instrument of the same approximate maturity. 

The basic objective of this method of financing is that the permanent component of current assets, and 

fixed assets would be met with long-term funds and the short-term or seasonal variations in current 

assets would be financed with short-term debt. 

4. Zero Working Capital Approach: 

This is one of the latest trends in working capital management. The idea is to have zero working capital 

i.e., at all times the current assets shall equal the current liabilities. 



Excess investment in current assets is avoided and firm meets its current liabilities out of the matching 

current assets. As current ratio is 1 and the quick ratio below 1, there may be apprehensions about the 

liquidity, but if all current assets are performing and are accounted at their realizable values, these fears 

are misplaced. 

Q7  What do you mean by capital structure? Discuss in detail theories of capital structure 

Ans Capital structure refers to the permanent financing of the company, represented by owned capital 

and loan/debt capital (i.e.. Preferred Stock, Equity Stock, Reserves and Long- term Debts). In other 

words, it includes all long-term funds invested in the business in the form of Long-term Loans, 

Preference Shares and Debentures, including Equity Capital and Reserves. Assumptions of Capital 

Structure: 

The relationship between the Capital Structure and the Cost of Capital can better be understood if we 

assume the following: 

(i) Two types of capital viz, debt and equity are employed; 

(ii) Total assets of the firms must be presented; 

(iii) Regularity of paying 100% dividends to the shareholders; 

(iv) The operating incomes may not be expected to grow further; 

(v) Business risk should be constant; 

(vi) There will not be any income tax; and 

(vii) Investors should bear the same subjective probability distribution relating to future operating 

income; 

(viii) The firm must enjoy a perpetual life. 

Theories of Capital Structure in Financial Management 

Modigliani And Miller s Theory 

Decisions related to an optimal capital structure has irritated theoreticians for many years.  The early 

work made quite a few assumptions in an effort to simplify the problem and assumed that both the cost 

of debt as well as the cost of equity were separate from capital structure and that the appropriate figure 

for consideration was the net income of the firm. Using these suppositions, the average cost of capital 

reduced by using leverage and the value of the firm (the value of the debt and equity combined) 

improved while the value of the equity remained the same. Modigliani and Miller revealed that this 

could not be the truth.  Their argument was that 2 similar businesses, varying only in their capital 

structure, should have identical total values.  If they didn t, individuals would engage in arbitrage and 

create the market forces which would make the 2 values equal. 



This theory starts by assuming that the business has a certain set of predicted cash flows. When a 

business prefers a certain percentage of financial debt and equity, it simply divides the cash flows 

between investors. Investors and corporations are assumed to have similar access to financial markets. 

According to this theory, the market value of a business is based on its earning power and by the 

potential risk of its main assets. Moreover, the value of the business is not dependent on the way it 

selects to finance its investments or distribute dividends. 

Trade-Off Theory 

The term trade-off theory is commonly used to describe a group of associated theories. In all these 

theories, a decision maker examines the different costs and advantages of alternative leverage 

plans. The tradeoff theory assumes that you can get benefits to leverage within a capital structure until 

the optimum capital structure is achieved. The theory acknowledges the tax advantage from interest 

payments. This theory mainly refers to the two concepts – cost of financial distress and agency costs. A 

major objective of the trade-off theory is to explain the fact that businesses generally are funded 

partially with debt and partially with equity. 

Net Income Theory 

According to this theory, the cost of debt is recognized as cheaper source of financing than equity 

capital. The more use of debt in the capital structure lowers the total cost of capital. Debt is less 

expensive source of financing due to the fact that its interest is deductible from net profit before taxes. 

Following deduction of interest, a business has to pay reduced tax and therefore, it will reduce the 

weighted average cost of capital. The value of the business is higher in the case of lower overall cost of 

capital because of more use of leverage in the capital structure. 

Net Operating income Theory 

According to this theory, the value of a company isn t impacted by the alteration of debt in the capital 

structure. It assumes that the gain which a company gets by infusion of debt is negated by the rise in the 

required rate of return by the stockholders. 

With rise in debt, the bankruptcy risk also increases and such a risk perception increases the 

expectations of the equity holders. 

Q 8 Explain Meaning of Dividend and its determinants 

ANS Dividend is that part of profits which is distributed amongst shareholders.Following are the factors 

affecting dividend policy 



(i) Type of Industry: 

Industries that are characterised by stability of earnings may formulate a more consistent policy as to 

dividends than those having an uneven flow of income. For example, public utilities concerns are in a 

much better position to adopt a relatively fixed dividend rate than the industrial concerns. 

(ii) Age of Corporation: 

Newly established enterprises require most of their earning for plant improvement and expansion, while 

old companies which have attained a longer earning experience, can formulate clear cut dividend 

policies and may even be liberal in the distribution of dividends. 

(iii) Extent of share distribution: 

A closely held company is likely to get consent of the shareholders for the suspension of dividends or for 

following a conservative dividend policy. But a company with a large number of shareholders widely 

scattered would face a great difficulty in securing such assent. Reduction in dividends can be affected 

but not without the co-operation of shareholders. 

(iv) Need for additional Capital: 

The extent to which the profits are ploughed back into the business has got a considerable influence on 

the dividend policy. The income may be conserved for meeting the increased requirements of working 

capital or future expansion. 

(v) Business Cycles: 

During the boom, prudent corporate management creates good reserves for facing the crisis which 

follows the inflationary period. Higher rates of dividend are used as a tool for marketing the securities in 

an otherwise depressed market. 

(vi) Changes in Government Policies: 

Sometimes government limits the rate of dividend declared by companies in a particular industry or in 

all spheres of business activity. The Government put temporary restrictions on payment of dividends by 



companies in July 1974 by making amendment in the Indian Companies Act, 1956. The restrictions were 

removed in 1975. 

(vii) Trends of profits: 

The past trend of the company s profit should be thoroughly examined to find out the average earning 

position of the company. The average earnings should be subjected to the trends of general economic 

conditions. If depression is approaching, only a conservative dividend policy can be regarded as prudent. 

(viii) Taxation policy: 

Corporate taxes affect dividends directly and indirectly— directly, in as much as they reduce the residual 

profits after tax available for shareholders and indirectly, as the distribution of dividends beyond a 

certain limit is itself subject to tax. At present, the amount of dividend declared is tax free in the hands 

of shareholders. 

(ix) Future Requirements: 

Accumulation of profits becomes necessary to provide against contingencies (or hazards) of the 

business, to finance future- expansion of the business and to modernise or replace equipments of the 

enterprise. The conflicting claims of dividends and accumulations should be equitably settled by the 

management. 

(x) Cash Balance: 

If the working capital of the company is small liberal policy of cash dividend cannot be adopted. 

Dividend has to take the form of bonus shares issued to the members in lieu of cash payment. 

Q 9 Explain various dividend policy theories 

Ans Following are the dividend  policy theories 

1. Walter s model: 

Professor James E. Walterargues that the choice of dividend policies almost always affects the value of 

the enterprise. His model shows clearly the importance of the relationship between the firm s internal 



rate of return (r) and its cost of capital (k) in determining the dividend policy that will maximise the 

wealth of shareholders. 

Walter s model is based on the following assumptions: 

1. The firm finances all investment through retained earnings; that is debt or new equity is not issued; 

2. The firm s internal rate of return (r), and its cost of capital (k) are constant; 

3. All earnings are either distributed as dividend or reinvested internally immediately. 

. Beginning earnings and dividends never change. The values of the earnings pershare (E), and the 

divided per share (D) may be changed in the model to determine results, but any given values of E and D 

are assumed to remain constant forever in determining a given value. 

5. The firm has a very long or infinite life. 

Walter s formula to determine the market price per share (P) is as follows: 

P = D/K +r(E-D)/K/K 

The above equation clearly reveals that the market price per share is the sum of the present value of 

two sources of income: 

i) The present value of an infinite stream of constant dividends, (D/K) and 

ii) The present value of the infinite stream of stream gains. 

[r (E-D)/K/K] 

2. Gordon s Model: 

One very popular model explicitly relating the market value of the firm to dividend policy is developed 

by Myron Gordon. 



Assumptions: 

Gordon s model is based on the following assumptions. 

1. The firm is an all Equity firm 

2. No external financing is available 

3. The internal rate of return (r) of the firm is constant. 

4. The appropriate discount rate (K) of the firm remains constant. 

5. The firm and its stream of earnings are perpetual 

6. The corporate taxes do not exist. 

7. The retention ratio (b), once decided upon, is constant. Thus, the growth rate (g) = br is constant 

forever. 

8. K > br = g if this condition is not fulfilled, we cannot get a meaningful value for the share. 

According to Gordon s dividend capitalisation model, the market value of a share (Pq) is equal to the 

present value of an infinite stream of dividends to be received by the share. Thus: 

3. Modigliani and Miller s hypothesis: 

According to Modigliani and Miller (M-M), dividend policy of a firm is irrelevant as it does not affect the 

wealth of the shareholders. They argue that the value of the firm depends on the firm s earnings which 

result from its investment policy.Thus, when investment decision of the firm is given, dividend decision 

the split of earnings between dividends and retained earnings is of no significance in determining the 

value of the firm. M – M s hypothesis of irrelevance is based on the following assumptions. 

1. The firm operates in perfect capital market 



2. Taxes do not exist 

3. The firm has a fixed investment policy 

4. Risk of uncertainty does not exist. That is, investors are able to forecast future prices and dividends 

with certainty and one discount rate is appropriate for all securities and all time periods. Thus, r = K = 

Kt for all t. 

Under M – M assumptions, r will be equal to the discount rate and identical for all shares. As a result, 

the price of each share must adjust so that the rate of return, which is composed of the rate of 

dividends and capital gains, on every share will be equal to the discount rate and be identical for all 

shares. 

Q 10 How to calculate working capital requirement by operating cycle method 

ANS  Formula for calculating working capital requirement directly is as follows 

Working Capital = {Estimated Cost of Goods Sold * (Operating Cycle/ 365)} +Desired Cash and Bank 

Balance  

RAW MATERIAL (RM) STOCK 

The formula for determining the RM stock is mentioned below. RM and many other calculations are 

based on estimated production units and therefore it should be calculated with utmost accuracy. 

Estimated Production Units * Per Unit Cost of RM * (RM Holding Period / 365 Days) 

WORK IN PROGRESS (WIP) 

In calculating the WIP, special care has to be taken of the percentage of labor and overheads. These may 

vary depending on the stage of the product and completion percentage. We have taken the percentage 

for an example. 

Estimated Production * {Per Unit Cost of — RM (100%) + Labor (50%) + Overheads (50%)} * (Work In 

Progress Period / 365 Days) 

FINISHED GOODS STOCK 

In Finished Goods workings, we have to know the cost of production with the help of the previous year 

cost sheets or budgeted cost sheets of the company s products. 



Estimated Production * Per Unit Cost of Goods Produced * (Finished Goods Holding Period / 365 Days) 

ACCOUNTS RECEIVABLES 

This calculation is simple and we just need to put the estimates and average collection period right. 

Estimated Production * Selling Price * (Collection Period / 365 Days) 

ACCOUNTS PAYABLES 

The calculation of accounts payable is similar but the major difference is of raw material cost. We take 

finished goods selling price in accounts receivable calculation whereas raw material cost in case of 

accounts payable. Estimated Production * Per Unit RM Cost * (Payment Period / 365 Days) 

ADVANTAGES AND DISADVANTAGES OF OPERATING CYCLE METHOD OF WORKING CAPITAL 

CALCULATIONs The advantage is that it is a detailed method and based on the actual economic 

conditions prevailing in the market. It gives a detailed understanding of the business as well and it is 

precise compared to other methods. The disadvantage is that it is a lengthy process to arrive at a 

component-wise calculation of working capital. It needs a lot of estimate like estimated production, 

holding period of inventory, collection and payment period, etc. So, it is a risky matter. There are 

probable chances of going wrong in estimating these data and that may hurt the whole process. It is 

advisable to keep a cushion while estimating things on the darker side 
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SHORT QUESTIONS 

Q1 How does Interest coverage ratio  affects the capital structure.  

Ans. The interest coverage ratio refers to the number of times earnings before interest and taxes of a 

company covers the interest obligations. Interest coverage ratio = EBIT/Interest Higher the ratio, better 

is the position of the firm to pay its interest obligations, so it should issue debt. On the other hand if it is 

low, the firm should avoid using debt as interest is to be paid irrespective of profits. 

Q 2 Why Capital budgeting decisions are more important?.  

Ans. The long term Investment decision is called capital budgeting. It is more important due to the 

following reasonsa) Long term growth and affects : As capital budgeting decisions involve investment in 

long term fixed assets, it affects the long term growth. b) Large amount of funds involved : As huge 

amount of fund is blocked for a long period, the decision should be taken rationally. c) Risk involved : As 

such a decision affects the returns of the firm as a whole, it involves more risk. d) Irreversible decisions : 

These long term decisions taken once cannot be reversed back, without incurring heavy losses. It will 

lead to waste of fund, if reversed. Thus capital budgeting decisions should be taken after careful study 

and deep analysis. 

Q 3Discuss how Working capital affects both the liquidity and profitability of a business.  

Ans. Short term Investment decisions are concerned with the decisions about the level of cash, 

inventory and debtors etc. (working capital) Efficient cash management, Inventory management and 

receivable management are essential ingredients of sound working capital management. The working 

capital should be neither more or less than required. Both the situations are harmful. If the amount of 

working capital is more than required, it will no doubt increase the liquidity but decrease the 

profitability. Similarly if there is a shortage of working capital, it will face the problem of meeting day to 

day requirements. Thus optimum amount of current assets and current liabilities should be determined 

so that the profitability of the business remains intact and there is no fall in the liquidtiy 

4 Explain the role of Operational efficiency  in the determination of working capital requirement. 

Ans. The firm with a better operational efficiency has to invest less in working capital because 

a) they convert raw materials quickly into finished goods, and sell them at their 

earliest. i.e. converts stock into sales quickly. b) Promptly collects debts from 

debtors and bills receivable. 

Q5 To avoid the problem of shortage and surplus of funds, what is required in 

Financial management? Name the concept and explain four points of 

importance. 



 Ans.Financial Planning is required to avoid shortage or surplus of finance. 

Importance of financial planning is: a) By planning utilization of finance, it 

reduces waste ,duplication of efforts and gaps in the planning. b) It helps in 

coordinating the various business activities such as sales, purchases, production, 

finance etc. c) It is a technique of control. It helps in setting up standard and 

compare with the actual performance. The deviations, if any are then analysed. 

Causes found out and corrective measures are taken. (d)It helps in avoiding 

shocks and surprises as proper provision regarding Shortage or surplus is made 

in advance by anticipating future receipts and Payments. 
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