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INDIAN SCHOOL MUSCAT 

SENIOR SECTION 

DEPARTMENT OF COMMERCE AND HUMANITIES 

CLASS XII 

BUSINESS STUDIES (054) -2018-19 

  WORK SHEET 9 

 CHAPTER 9 FINANCIAL MANAGEMENT 

Q. No.  

1 Define Financial Management. 

Financial Management is concerned with optimal procurement as well as usage of finance. 

 

2 What is wealth maximisation concept? 

Primary aim of financial management is to maximise shareholder’s wealth, which is 

referred to as the wealth maximisation concept. 

 

3 What is Financial planning? Explain its objectives. 

Financial planning is essentially preparation of a financial blueprint of an organisation’s 

future operations.  

The objective of financial planning is to ensure that enough funds are available at right 

time. Financial planning strives to achieve the following twin objectives. 

(a) To ensure availability of funds whenever these are required  

(b) To see that the firm does not raise resources unnecessarily. 

 

4 State the importance of Financial planning. 

(i) It tries to forecast what may happen in future under different business situations. 

(ii) It helps in avoiding business shocks and surprises and helps the company in preparing 

for the future.  

(iii) If helps in coordinating various business functions e.g., sales and production functions, 

by providing clear policies and procedures. 

(iv) Detailed plans of action prepared under financial planning reduce waste, duplication of 

efforts, and gaps in planning. 

(v) It tries to link the present with the future.  

(vi) It provides a link between investment and financing decisions on a continuous basis. 

(vii) By spelling out detailed objectives for various business segments, it makes the 

evaluation of actual performance easier. 

 

5 Define Capital Structure.  

Capital structure refers to the mix between owners funds and borrowed funds. These shall 

be referred as equity and debt in the subsequent text. 

 

6 Define Fixed Capital.   
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What are the factors affecting the requirement of Fixed Capital. 

Fixed capital refers to investment in long-term assets. 

Factors affecting the requirement of Fixed Capital 

1. Nature of Business 

2. Scale of Operations 

3. Choice of Technique 

4. Technology Up gradation 

5. Growth Prospects  

6. Diversification 

7. Financing Alternatives 

8. Level of Collaboration. 

 

7 Name the three broad decisions that are part of the finance function. 

a. Investment decision 

b. Financing decision 

c. Dividend Decision. 

 

8 What is Financial Leverage? 

The proportion of debt in the overall capital is called Financial Leverage. 

 

9 Define Dividend Decision and what are the factors affecting it. 

Dividend is that portion of profit which is distributed to shareholders. 

(a) Earnings         (b) Stability of Earnings          (c) Stability of Dividends 

 (d) Growth Opportunities        (e) Cash Flow Position       (f) Shareholder Preference 

 (g) Taxation Policy         (h) Stock Market Reaction. 

 

10 Discuss the factors affecting choice of capital structure. 

1. Cash Flow Position  

2. Interest Coverage Ratio (ICR): The interest coverage ratio refers to the number of times 

earnings before interest and taxes of a company covers the interest obligation.  

ICR = EBIT Interest. The higher the ratio, lower is the risk of company failing to meet its 

interest payment obligations.  

3. Debt Service Coverage Ratio (DSCR): Debt Service Coverage Ratio takes care of the 

deficiencies referred to in the Interest Coverage Ratio (ICR).  

4. Return on Investment (RoI): If the RoI of the company is higher, it can choose to use 

trading on equity to increase its EPS, i.e., its ability to use debt is greater. 

5. Cost of debt: A firm’s ability to borrow at a lower rate increases its capacity to employ 

higher debt. Thus, more debt can be used if debt can be raised at a lower rate. 

6. Tax Rate: Since interest is a deductible expense, cost of debt is affected by the tax rate.  

7. Cost of Equity:  

8. Floatation Costs: Process of raising resources also involves some cost.  

9. Risk Consideration 

10. Flexibility:  

11. Control: Debt normally does not cause a dilution of control.  

12. Regulatory Framework 

13. Stock Market Conditions: 
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11 Define Working Capital. What are the Factors affecting the requirement of Working 

Capital. 

Working Capital refers to the capital required for day to day working of an organisation. 

Working capital may be defined as the excess of current assets over current liabilities. 

Factors affecting the requirement of Working Capital: 

1. Nature of Business 

2. Scale of Operations 

3. Business Cycle 

4. Seasonal Factors 

5. Production Cycle 

6. Credit Allowed 

7. Credit Availed. 

 

12 When is financial leverage favourable? 

When ROI is higher than cost of Debt. 

 

13 Explain how ‘cost of debt’ affects the choice of capital structure of a company.   

A.  If the cost of debt is low then the capital structure of the firm will be skewed towards 

debt. 

 

14 1.'A business that doesn't grow dies', says Mr. Shah, the owner of Shah Marble Ltd. with 

glorious 36 months of its grand success having a capital of Rs.80 crore. Within a short span 

of time, the company could generate cash flow which not only covered fixed cash payment 

obligations but also create sufficient buffer. The company is on the growth path and a new 

breed of consumers is eager to buy the Italian marble sold by Shah Marble Ltd. 

To meet the increasing demand, Mr. Shah decided to expand his business by acquiring a 

mine. This required an investment of Rs.120 crore. To seek advice in this matter, he called 

his financial advisor Mr. Seth who adivsed him about the judicious mix of equity (40%) and 

Debt (60%). Mr. Seth also suggested him to take loan from a financial institution as the cost 

of raising funds from financial institutions is low. Though this will increase the financial 

risk but will also raise the return to equity shareholders. He also apprised him that issue of 

debt will not dilute the control of equity shareholders. At the same time, the interest on loan 

is a tax deductible expense for computation of tax liability. 

 After due deliberations with Mr. Seth, Mr. Shah decided to raise funds from a financial 

institution. 

(a) Identify and explain the concept of Financial Management as advised by Mr. Seth in the 

above situation. 

(b) State the four factors affecting the concept as identified in part 'a' above which have 

been discussed between Mr. Shah and Mr. Seth. 

Ans. (a) Capital structure. 
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(b) (i) Cash flow position 

(ii) Floatation cost 

(iii) Risk consideration 

(iv) Tax rate 

(v) Control. 

15 2. Agrotech Fertilisers Limited has planned to set up a plant for manufacturing urea 

fertiliser which has very high market potential as there is excess demand as compared to 

supply. It is a capital-intensive project involving an investment of Rs.2,000 crore. Major 

portion of this investment will be in fixed capital. Financial institutions prefer to finance 

such a project because it is in the core sector. Since market for urea fertiliser is quite high, it 

is sold mostly on a cash basis. 

(i) What is the most desirable debt/equity ratio for the company? 

(ii) On what basis should investment in working capital be determined? 

Ans. (i) Since the project is capital intensive, proportion of debt should be much higher than 

equity. Since financial institutions prefer advancing loans for such a project, raising loans 

from them should not be a problem for the company. 

(ii) The company should determine investment in working capital on the basis of 

meeting the following requirements: 

(a) To purchase and maintain required level of inventory of raw materials. 

(b) To pay wages/salaries to employee. 

(c) To meet overhead expenses for power, fuel, stationery and other items. 

(d) To pay taxes, insurance premium, etc. 

(e) To meet marketing and general expenses. 

(f) To maintain required level of inventory of finished goods. 

(g) To have cash in hand and at bank to meet recurring expenses and meet contingencies. 

16 3. Somnath Ltd. is engaged in the business of export of garments. In the past, the 

performance of the company had been upto the expectations. In line with the latest 

technology, the company decided to upgrade its machinery. For this the Finance Manager 

Dalmia estimated the amount of funds required and the timings. This will help the company 

in linking the investment and the financial decisions on a continuous basis. Dalmia 

therefore, began with the preparation of a sales forecast for the next four years. He also 

collected the relevant data about the profit estimates in the coming years. By doing this he 
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wanted to be sure about the availability of funds from the internal sources of the business. 

For the remaining funds he is trying to find out alternative sources from outside. 

Identify the financial concept discussed in the above para. Also state the objectives to be 

achieved by the use of financial concept, so identified. 

Ans. Financial Planning: Financial planning refers to the planning regarding financial 

needs of the enterprise, various sources of raising funds and their optimum utilisation. 

Objectives of financial planning: 

(i) To ensure availability of adequate funds at the right time: This includes a proper 

estimation of funds required for different purposes such as for the purchase of long-term 

assets or to meet day-to-day expenses of business. Apart from this, it is essential to estimate 

the time at which the funds are to be made available. Based on these facts, funds could be 

raised from short-term and long, term sources. 

(ii) To see that the firm does not rase resources unnecessarily: Excess funding is almost 

as bad as inadequate funding. So, the financial manager must see to it that the company 

does not raise more capital than the requirement of the business. In case there is surplus 

cash or liquidity, the excess funds should be utilized judiciously. 

17 4.  Sika Ltd., a reputed industrial machines manufacture, needs Rupees twenty crores as 

additional capital to expand the business. Mr. Amit Joshi, the Chief Executive Officer 

(CEO) of the company wants to raise funds through equity. The Finance Manager Mr. 

Narinder Singh, suggested that the shares may be sold to investing public through 

intermediaries, as the same will be less expensive. 

Name the method through which the company decided to raise additional capital. 

Ans, Offer for sale 

 

 

 

 

 


