Basic Finance

Unit 1: Introduction
Finance may be defined as the art and science of managing money.
Finance is also referred as the provision of money at the time when it
. effective utilization in business concerns.
The basic finance can be defined as the art and science of managing the financial resources which involves procurement of
funds at reasonable cost, efficient utilization of funds, proper management of assets, and allocation of profit in order to
maximize the market value of shareholders wealth. Traditionally, the basic finance was taken as an activity of collecting
funds to support the investment of the firm. But nowadays, the basic finance is not only the activity of raising funds, but
also the activities of planning, forecasting, controlling, administrating and decision making of firm’s financial resources.
Hence, it may be concluded that the basic finance is concerned with investment, financing, assets management and
dividend decisions in order to achieve the organization goal.
Investment Decision:
Investment decisions most commonly known as capital budgeting decision or long term assets mix decisions. Capital
investment is the allocation of capital to investment proposal whose benefits are 10 be realized in future. The investment
decision determines the total amount of assets held by the firm, the composition of these assets, and the business risk
complexion of the firm as perceived by the supplier of capital. The essence of investment decisions is that return from the

investment in proposals would exceed the firms required rate of return on capital.

It includes financial service and financial instruments.
is needed. It is the procurement of funds and their

Financing Decision: »
_Financing decision is concerned with the mix or composition of the sources of raising the funds at reasonable cost to
supportfihe investment required by the firm (assets of e firmj. Generally, currcnt assets arc fincnced with short term
sources and fixed assets are financed with long term sources. Therefore, the financing decision is related to.both the short
term and long term financing.

The Roles and Responsibilities of Financial Manager:

The financial manager is the person who actively manages the financial resources within the organization. The term
financial manager refers to the chief finance executive, the treasurer and the controller as well as other managers working
under them. The main roles of financial manager are investment decision, financing decision, dividend decision and assets
management decision. Besides these, the other role and responsibility of financial manager are:

1. Forecasting and planning. 2. Major investment and financing decision. 3. Co-ordination and control

4. Dealing with financial markets. 5. Risk management. 6. Financial analysis etc. ' ' v
Goal of the Corporation/Firm

' a. Profit Maximization:

Profit maximization means maximizing the rupee income of a firm by generating excess revenue over cost. The financial
man?gc?r v»_fould select those investment projects that are expected to contribution to the firm’s overall profit. Profit can
maximize in many wages for instance, increasing revenues, reducing cost, increasing marginal revenue over marginal cost

o o e ol S . uines T shoud a profl 0 s Hiher dividend, Mo

competition, Expand the business site .pro’viding government taxesea;n trt)m I‘l . PlStrlbU'te higher Cividend, Most

maximization of socio economic welfar’e. Above all reasons make cle; t}f ¥ mf?er'mve t(') i

measure of firm’s performance. Hence, business firm’s main objective i r m'pr‘o ' 18 considered the most ggpropriate

The weakness of the profit maximizat;on is: li is vagL:e and drnjljlC L.\OCL ls'S t? 'max‘m.‘ze th'e . R

of uncertainty etc. guous, it ignores the time value of money, it ignores risk

b. Wealth Maximization:
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The rational goal of financial management is to maximize the value of the firm. Wealth maximization ]:n Si;:t?:: goalr.) The
maximization objectives in many grounds, as there are a lot of weaknesses associated to the profit maxl to shareholders,
shareholders’ wealth maximization means the maximization of the net present value of a course of action to s ° y«duf’-
The net present value of a course of action is the difference between the present value of its benefits anfi thed pres'ect "vit';
of its costs. A financial action that has a positive net present value creates wealth for shareholders .an Proij ; '1,' t.h‘e
negative net present value should be rejected because it would destroy shareholders’ wealth and wealth is reflec eh lld .
market price of the share. This goal leads to efficient allocation of resources, satisfies the interest of all stakeholders,
considers the timing and riskiness associated to cash flow streams and so on. \ Lo
Agency Relationship: ﬂe,\cd‘ih\)lwl: beodueem 2t amd pvmupl- LA Krown ay Wmca 2l

. s N . : i ibilities b
The agency relationship is the contractual relationship between two or more parties to discharge certain responsib M

. . . . . R e agency

one on behalf of other in consideration of certain monetary compensation. A corporate firm is viewed as th h& o
. . . 1 S {

relationship between shareholders and managers and the shareholders and creditors. Such agency relationship resnlts

certain degree of conflict that is called the agency problem, which would otherwise not exist if there were no agency
relationship.

a. Shareholders and managers:

A potential agency problem arises whenever the own
firm owns less than hundred percent of the firm’s cor
perquisites and not work hard to maximize shareh
shareholders and less of this wealth getto himor h

outside shareholder and the manager. Appling following ways can solve such type of agency problem:
1. Provision of cash kind incentives to managers. 2. Provision of stock opiion and stock bonus,
3. Limitation ol managerial a»

- J b PR TSR | . Tirsy
mtoncny. 4. Setting i aio Suriog unl,

3. Reorganization of the managerial structure.
Several mechanisms are used to motivate managers 10 act in the shareholder’s best interest
1. Managerial compensation plans, 2. Direct intervention by shareholders

3. The threat of firing. 4. The threat of takeover

b. Shareholders and creditors: o =)

A second agency problem involves conflicts between shareholder and creditors, Creditors do not want to take high ris
because they do not receive additional :=turn for taking high risk. On the other side, shareholders em;haq:ﬂ
maximizing the value of their investment by taking high risk. Such types of agency problem can o Solvedh El
providing higher risk premium to creditors for higher level of risk. Developing understanding between t v,
solve such type agency problem. en Wa partics ¢
Corporate Governance:

er and manager represent different existence and the manager of 2
mmon stock. The manager wants to take high salary or enjoy more
older wealth because part of those costs will fall to the outside
er. This potential conflict of interest exits between two parties the

'....;-34

. This includes:

interests are balanced or -the relationships among th
minority shareholders and other stakeholders. Corp
company’s management, jts board, its shareholders a
structure through which the ocjectives of the ¢
moritoring performance are determined.

Th= corporate financial manager should
regulations of the regulatory tody and 1]
governance structure to encour
secicty as well is also 0

ch the varjoys stak |
eholder
€ management, Board of Director : : d“;
CS a set of relationsh;
: ‘ nships betweep
nd other stakeholders, Corporate BOvernance alsq provides i
ompany are set, and the neqng of altaining thoge obj4ectivc‘;;\ n
‘ S A

also work for good governance s comply w;j
s increase the reputation of the Company, g, dgv \;’m? .
age cthical behavior and actions {hat serve the best imerestis f s e
ne of the major functions of fin e

ystem to
an
a comoral

ancial management manager. holders o
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Time value of money

The time value of money deals with the fact that a sum of rupce.in hand today is worth more than the sum
of rupee received in future because we can invest the present sum of money and carned interest,
Fherefore, future rupee value of the investment must be greater than present value because future value
includes both principal as well as interest. The present worth of a rupce received after some time will be
less than a rupee received today. Since a rupee received today has more value, a rational investor would
preter current receipt to future receipts. The time value of money can also be referred to as time
preference for money. Interest rate, inflation rate and time arce major determinants of time value of money.
Time value of money considers compound (reinvestment) effect. The financial manager should have a
clear vision about the concept of time value of money to make investment decision, financing decision,

working capital decision and assets valuation.

Cash flow time line

The cash flow time line is the graphic representation of relationship among cash flow (cash inflow and
cash outflow), time and interest rate, which helps us to understand and solve the complex problems. In

other words, it is the straight line which shows the timing of cash flows. It is an important and essential

tool for better understanding of the concept of time value of money.

Future value and compounding

Future value is the compounded value to a certain amount today, at certain interest rate up to a certain
period of time. On the other hand, the process of finding future value of a cash flow or series of cash flow

1s called compounding.

Present value and discounting
The present value is the current value of future amount. In another word, it is the conversion of future
cash flows or series of cash flows into present period.‘The process of finding the present value of a future

cash flows or series of cash flows is called discounting,

Perpetuity (Perpétual cash flow) ;

Perpetuity can be defined as series of equal cash flows (payment) at fixed interval of time for infinite

period. In other word, it is a system of equal payments expected to continue forever. Therefore, perpetuity

has no future value. ‘

Annuity (Even cash flow)

An alnnuity means series of equal payment at fixed intervals for a specified number of periods. Each
annuity payments is called PMT. Comron examples of annuities are regular deposits to a saving account
monthly home mortgage payments, monthly insurance payments and pension payments. If payments arej
made ai ihe end of each period, the annuity is an ordinary annuity and if payments are made at the
beginning of each period, the annuity is an annuity due.
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Different interest rates
1. Simple (Quoted or Nominal) interest rate
s known as simple interest rate. Simple

The rate of interest, which is quoted by borrowers and lenders,
ffect). The simple interest rate is also

;\nterest rate does not consider compound effect (reinvestment e
&Nown as i
nominal or stated or quoted or annual percentage rate and denoted by either k or i

2. Periodic interest rate
The rate of interest ch
arged by lender or paid b
y borrower at each interest peri
periods (such as monthl
Y

varterl i- i
q y, semi-annually etc) is known as periodic rate of interest

3. Effective annual interest rate (EAR)

Effective annual i
annual interest rate i
. : s the rate if i
interest rate of a given periodi i Interest actually paid
\ ¢ periodic ; paid or earne i
It the compounding is annual trlme. It is the actual rate of return under d'ffd' It is the annual equivalent
situations (he effective rate \;.“ en t'he effective rate is also same a " erent compounding situations
effect but annual percentage mlt :e different than the simple rate Effs simple annual rate but in oth ‘
age rate does not consid + bliective rat i e
er the co . € consider
mpounding effect. the compound
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Unit 6._:>Bond and Stock Valuation |

Bond

A bond is a long-term security or promissory note issued by the government or company to meet their

financing needs or budget deficit. The issuer (borrower) promises t0 make a series of'interest payment
periodically up to maturity and principal (par value) at the end of maturity. Bond has long-term maturity
period like Syears, 10 years, 20 years etc. Normally bond has Rs.1000 par value with fixed coupon
interest rate. Terms and conditions of bond are mentioned in the bond indentures. Indenture is a legal
document that provides the specific terms of the loan ag'reement—. It includes a description of the bonds,
rights of the bondholders, the right of the issuing firm, the responsibilities of the trustee etc. A trustee
(usually commercial bank or finance company) is appointed by the bond issuer when the bond is issued.
The main function of the trustee is to represent and protect the collective interest of the bondholders.
Some of the examples of the bonds are corporate bond, government bond, Euro bond, Municipal bond,

foreign bond etc.

Key Features of Bonds

ed by the issuer to the -

Par value:-The par value is the stated or faces value of the bond which is.refund
value or principal of

bondholder at the end of maturity. Therefore, the par value is also known as maturity
the bond. The par value of a corporate bond is normally fixed at Rs.1000.

Coupon interest rate: - The bond requires the issuer to pay a fixed amount of interest at the end of each

period (year or six month). This amount is called coupon payment and the rate is called coupon interest

rate. It is nominal (simple) annual rate of interest which is set when the bond is issued. Generally, it is
fixed throughout the life of a bond. . '

Maturity date: - The specified date on which the principal amount (par value) ié re};éid to bondholder is
called maturity date. The year until the bond must be repaid from the date of bond issue is called original
maturity whereas the remaining life after the date of issue is called the term to maturity.

Call provision: - A provision specified in the indenture, which gives the issuer the right to call the bonds -
prior to maturity, is known as call provision. Generally company pays the bondholders an amount gfeater
than the par value if they are called before maturity. The amount that is paid to the bondholder is called
call price and excess amount over par value is called call premium. .

o1

) ; ’ . ' .
» Indenture: - It is legal agreement between the issuer (corporation) and the bondholders which includes

the term of bond issue and the name of trustee. The indenture is also called deed of trust. '

e Sil}king fund: - Sinking fund provision is a special provision in a bond contract that facilitates the orde 1
{'etlrcment of the bond. In some cases, the firm may be required to deposit money with trustee, - h'r :
invests the funds and then uses the accumulated sum to redeem the bond at maturity g

Bond Valuation

The fundamental principle of bond valuation is that the bond’s value is e

expected (future) cash flows. The value of a bond is the present value of th
expected to generate until the bond matures,

qual to the present value of its
e cash flows on the bond that is
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A i is higher, value
upon interest rate 1§ .
If;l(:: Isond will also be higher and the

atively correlated to the value of
required return

¥, retuim arid term £ mamntY;)n
k is higher the require retulm or neg
g sitively ;

turity may be PO is higher than
V1 lower. Term t0 ma . CCted return . H
value 'of' bond will be tod return and required return. If exp v () at maturity. Basic bond valuation

P dePCILdS Zﬂ' e with the increase in term 10 maturity ity Valué

e value of bond increases W . of maturi .

' :;d:'jntrinsic value of bond = PV of coupon interest + PV

r Irredeemable Bond)

Value of a bond is the function o'f rl's
of bond also will be higher. But if ris

Valuation of Perpetual Bond (Consol Bond o

ey nd. Perpetual bond has
A bond, which is issued without a finite maturity period is calle(i:ui?:;??gllczovalue t;pthc bondholder
infinite ,life. Therefore, the issuer of the perpetual bond does not r: 1 <imply be equal to the present
but it pays interest forever. The intrinsic value of a ;?erp'etuz}l bond wo v required rate of roturm
value of an infinite stream of interest payment, I, which is discounted at Inves

(kd).
Valuation of Redeemable Bond (General Bond or Coupon Bond with a Finite Maturity)

A redeemable is a bond with a finite term to maturity. The redeemable bon.d pay’-s specified amount of
interest every year at fixed period and return the principal at the end of maturity period. Tl’llC \./a]ue .of such
bond is calculated adding present value of periodic coupon interest and present value of principal.

Valuation of Zero Coupon Bond (Pure Discount Bond)

A bond without coupon interest and sold at a discount from its face value is called zero coupon bond. It
has a certain maturity period but does not pay. any coupon interest during its maturity after the issuance,
but it is issued on discount (less than par value) and repaid a face value at its maturity. The difference
between a face value and an injtial selling price becomes the return to the investor. Therefore the value of
zero coupon bonds includes only the present value of jts face value, _

Valuation of Callable Bond

The bond which provides the call provision to the issuer is called callable bond i.e. the Vbond issu

call the bond before maturity by paying the call price is known as callable bond, The amount 'der P
. time of early retirement of bond is known as call price. Commdnly, the call price shoulg pfciil s
and the amount paid in excess of par or maturity value is known as ca] premium, Theref; et
this bond is present value of coupon interest amounts over call period and ca| pric;e e velvaof

Bond Valuation with Semiannual Interest =
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Discount and Premium Bond
ar value. In such a bond

tly selling at a price below p
e ouches riod, the value of bond
v ——

A bond is said to be a discount bond ifitis ¢ :
hes near the maturity pe

market value is less than par value. If the bond reac
increases, at last the price of bond is equal to its par. value.

/.___-L—
A bond is said to be a premium bond if it is currently selling at a price above par Yal
market value is greater than its par value. If the bond reaches near the maturity period

decreases, at last the price of bond is equal to its par value.

ue. In such a bond
the value of bond

Rule of Bond Valuation

1. The price and yield move inversely i.e. price of bond goes up if the yield goes down and vice-

versa, /

The price of bond is equal to the par value, if its yield to maturity equal to the coupon rate.

The price of the bond will be greater than par value, if its yield is less than coupon rate.

The price of bond falls below the par value, if its yield will go above the coupon rate.

The price of bond approaches to par value, if the bond is approached to maturity i.e. the premium

bond is decreases gradually to par value and the discount bond increases gradually to the par

value, if they approach to the maturity. .

6. The price of longer term bond fluctuates more in comparison to shorter term bond, if the yield on
bond changed due to reinvestment and interest rate (price) risk.

LAl o

Bond Yields

The investment is made with the motive of realizing something return above the required rate of return.
Thus, the return realized from the investment on bonds is known as bond yields. Generally, the bond
' yields can be measured as current yield, capital gain yield, yield to maturity and yield to call.

1. Current Yield:-The annual rupee of coupon payments made by a bond expressed as a percentage
of bond’s current market price is known as current yield. It is calculated divid
interest by current market price of bond. Current yield relate the cou
not consider the capital gain or loss and it also ign
partial measure of return. v

2. Yield to Maturity (YTM):-The yield to maturity of a bond is the rate
present value of the future cash flows (total annual coupon interest

ed annual coupon
' pon interest rate, which does
ores the time value of money. Hence it is a

of interest that makes the

- The bond will be held to maturity.

- Coupon interest and pripg; i
: principal will occur as mentioned ; ind
- Bond will not be called before maturity, S
- C?upon receipts will be re-inves
3. Capital gain and loss yield;
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4. Yield to Call (YTC):-Yi.eld to - ahich
maturity date. It is that discount ra

e fo
callable bond. YTC is computed under th

- {0 the call period
- The bond will be held 19 he yield to call rate.

i !
- Coupons are reinvested at
. The issuer calls the bond on the call (li:;t;:_]‘he "
5. Holding Period Rate of Returf H ; ti1e o
‘nvestment is called its holding Perlod, and the o the it 16
HPR includes the return in the form of apprecia

income (interest) of the bond.

iod during which an investor owns an
r; r that period is the holding period retum,
y pital gain or loss) and current

Preferred Stock o
dividend to the investor like interest to
e after interest to bondholder and tax to
hybrid form of financing

The preferred stock is a fixed income security which pays .ﬁxed
the bondholder. The preference dividend must be paid from mcofm il
's dividend. Preferred stocC
government but before the common stockholder’s : '
with combined features of both debt (bond) and common stock. The preferred stock 1s more risky than

bond but less risky than common stock. It has no voting right and cannot par’ cipate on the management,
Features of Preferred Stock

Par Value:-Par value is the stated price attached in the certificate of preferred stock. Preferred dividend is
expressed as the fixed percentage of par value. '

Fixed Dividend:-Preferred stock has a fixed rate of dividend which is specified as a percentage of the par
value. Also, preference dividends must be paid before ordinary dividends.

Cumulative Dividend:-Most preferred stocks are cumulative. If the company fails to pay dividends due
each year, the unpaid dividends will be accumulated and shall be paid in a future period

Claim on Asset (Asset Preference):-Preferred stocks are | i
et (Ass : ' ess risky than co i
bankruptcy or liquidation, the preferred stockholders are paid before the commonn:tlc])zll](hml(z;ks e
olders.

Convertibility (Conversion Features):-Some preferred stocks ar

: . NV i ivi
option to convert the shares into a certain number of common stocks on : 2;:?:3 [ed Sine the holder the
_ IC date.
Call provision:-The preferred stock ma i
y have call provision which o :
to call the preferred stock with call premium. It is hioh gives the iss

.. uing cor i .
t Poration the right
before maturity date. he provision to return the 'E

amount of preferred stock
Maturity Date:-The preferred stock may | |

which have no maturity are called perpe
called redeemable preferred stock.

Or may not have fixed matyr; iod
ual rity period. The
al preferred stock. The preferreq stocks which hzirzf;n:d 'StOCkS
aturity-are

Valuation of Preferred Stock
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1 1 o types.
and maturity value of such stock). For valuation purpose, preferred stock can be classified into tW P

Perpetual preferred stock and Redeemable preferred stock.

1. Perpetual Preferred Stock (Irredeemable Preferred Stock):-The preferred stock, which has no
finite life but a fixed dividend is paid forever is known as perpetual preferred stock. In 'other
words, amount invested in preferred stock is not returned to preferred stockholders until the
company is dissolved or liquidated. The intrinsic value of perpetual preferred stock is the total
present value of future dividends.

2. Redeemable Preferred stock:-The preferred stock which has fixed maturity date after which the
amount invested in preferred stock (generally par value) is returned to stockholders is known as
redeemable preferred stock. The intrinsic value of redeemable preferred stock is the present value
of dividends per period throughout the maturity period plus present value of maturity value of

stock that is received at maturity date.

Common Stock

tock is the source of long-term fund. It is also known as ordinary Share or equity share. Buyer

Common s
of a common stock becomes owner of the company, depending up on his/her investment. It represents the
both assets and earnings of

equity or ownership position in a corporation. It has a residual claim against

the corporation. Common stock does not get any special right but the common stockholders have voting,
controlling and managing right of the company. They bear the greatest risk, but also enjoy corporate
success in the form of higher dividend and capital gain. Common stock dividend is paid after payment of
interest to the creditors, tax to the government, preferred dividend to the preferred stockholders. They
have limited liability towards the company. Common stock is a variable income security. It has no

maturity period and there is no need to pay any fixed charges.

Features of Common Stock

Common stocks are the most common form of stocks an investor will encounter in the financial market. It
represents a certificate of ownership of a company. Following are the most important features associated
with common stocks:

Limited Liability:-Common stockholder have limited liability, in other words, their liability is limited to
these stocks. They cannot be forced to pay anything out of their own money in the event of bankruptcy
They are fully protected against any financial obligations incurred by the organizations. .

Liquidatif)n Rights:-If a company goes bankrupt and liquidates all its assets, the common stockholders
have' the right to receive their share of sale proceeds. However they are the last to receive money aft
credltorsr,\ bondholders and preferred stockholders are paid. Y atterthe
Preemptive rights:- If
reemptive rights:- If a company plans to issue new stocks, existi
] , existing stockholders h i
subscribe to new stocks, often at lower prices, before they are issued to the public St it

will oversee the major decisions and policies implemented y the mana ey hoiboard mefnlier, o

gement,
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