MBA -205  FINANCIAL MANAGEMENT

PART –A
1. Define Financial Management ?
Answer: 
Definition:
The process of managing the financial resources, including accounting and financial reporting, budgeting, collecting accounts receivable, risk management, and insurance for a business.
2. What is  Capital budgeting ?
Answer: Capital budgeting is a required managerial tool.  One duty of a financial manager is to choose investments with satisfactory cash flows and rates of return.  Therefore, a financial manager must be able to decide whether an investment is worth undertaking and be able to choose intelligently between two or more alternatives.  To do this, a sound procedure to evaluate, compare, and select projects is needed.  This procedure is called capital budgeting
3. What are Bonus Shares ?
Answer: A bonus share is a free share of stock given to current shareholders in a company, based upon the number of shares that the shareholder already owns. While the issue of bonus shares increases the total number of shares issued and owned, it does not increase the value of the company. Although the total number of issued shares increases, the ratio of number of shares held by each shareholder remains constant. An issue of bonus shares is referred to as a bonus issue. Depending upon the constitutional documents of the company, only certain classes of shares may be entitled to bonus issues, or may be entitled to bonus issues in preference to other classes.
A bonus issue (or scrip issue) is a stock split in which a company issues new shares without charge in order to bring its issued capital in line with its employed capital (the increased capital available to the company after profits). This usually happens after a company has made profits, thus increasing its employed capital. Therefore, a bonus issue can be seen as an alternative to dividends. No new funds are raised with a bonus issue.
Unlike a rights issue , a bonus issue does not risk diluting your investment. Although the earnings per share of the stock will drop in proportion to the new issue, this is compensated by the fact that you will own more shares. Therefore the value of your investment should remain the same although the price will adjust accordingly. The whole idea behind the issue of Bonus shares is to bring the Nominal Share Capital into line with the true excess of assets over 
Q 4. Discuss the features of Preference Shares?
Answer.
Definition
Capital stock which provides a specific dividend that is paid before any dividends are paid to common stock holders, and which takes precedence over common stock in the event of a liquidation. Like common stock, preference shares represent partial ownership in a company, although preferred stock shareholders do not enjoy any of the voting rights of common stockholders. Also unlike common stock, preference shares pay a fixed dividend that does not fluctuate, although the company does not have to pay this dividend if it lacks the financial ability to do so. The main benefit to owning preference shares are that the investor has a greater claim on the company's assets than common stockholders. Preferred shareholders always receive their dividends first and, in the event the company goes bankrupt, preferred shareholders are paid off before common stockholders. In general, there are four different types of preferred stock: cumulative preferred, non-cumulative, participating, and convertible. also called preferred stock.
This content can be found on the following page:
http://www.investorwords.com/3775/preference_shares.html 
 
Q5. Explain Financial Lease?
Answer: Financial Lease
A lease meeting any one of the following criteria (at the inception of the lease) is classified as a financial lease:
• Ownership of the asset is transferred to the lessee at the end of the lease agreement.
• The agreement grants the lessee an option to purchase the asset at a "bargain" price.
• The lease term is equal to at least 75% of the estimated economic life of the asset.
• The present value of the minimum lease payments equals at least 90% of the asset's market value using the lessee's incremental borrowing rate or the implicit interest rate of the lessor, whichever is lower.

Q. 8 Explain Merger, acquisition & take over ?
Answer: Although they are often uttered in the same breath and used as though they were synonymous, the terms merger and acquisition mean slightly different things.
When one company takes over another and clearly established itself as the new owner, the purchase is called an acquisition. From a legal point of view, the target company ceases to exist, the buyer "swallows" the business and the buyer's stock continues to be traded.
In the pure sense of the term, a merger happens when two firms, often of about the same size, agree to go forward as a single new company rather than remain separately owned and operated. This kind of action is more precisely referred to as a "merger of equals". Both companies' stocks are surrendered and new company stock is issued in its place. For example, both Daimler-Benz and Chrysler ceased to exist when the two firms merged, and a new company, DaimlerChrysler, was created.
In practice, however, actual mergers of equals don't happen very often. Usually, one company will buy another and, as part of the deal's terms, simply allow the acquired firm to proclaim that the action is a merger of equals, even if it is technically an acquisition. Being bought out often carries negative connotations, therefore, by describing the deal euphemistically as a merger, deal makers and top managers try to make the takeover more palatable.
A purchase deal will also be called a merger when both CEOs agree that joining together is in the best interest of both of their companies. But when the deal is unfriendly - that is, when the target company does not want to be purchased - it is always regarded as an acquisition.
Whether a purchase is considered a merger or an acquisition really depends on whether the purchase is friendly or hostile and how it is announced. In other words, the real difference lies in how the purchase is communicated to and received by the target company's board of directors, employees and shareholders. It is quite normal though for M&A deal communications to take place in a so called 'confidentiality bubble' whereby information flows are restricted due to confidentiality agreements (Harwood, 2005).
Acquisition
An acquisition, also known as a takeover, is the buying of one company (the ‘target’) by another. An acquisition may be friendly or hostile. In the former case, the companies cooperate in negotiations; in the latter case, the takeover target is unwilling to be bought or the target's board has no prior knowledge of the offer. Acquisition usually refers to a purchase of a smaller firm by a larger one. Sometimes, however, a smaller firm will acquire management control of a larger or longer established company and keep its name for the combined entity. This is known as a reverse takeover
Q 9. Write a note on Cost of Capital ?
Answer: The cost of capital has two aspects to it:
· The cost of funds that a company raises and uses, and the return that investors expect to be paid for putting funds into the company. 
· It is therefore the minimum return that a company should make on its own investments, to earn the cash flow out of which investors can be paid their return. 
The cost of capital is an opportunity cost of finance, because it is the minimum return which an investor requires. For shareholders it is the dividend they expect to receive plus a capital gain on the value of their shares, while for loan holders it is the rate of interest which is quoted on the loan. Failure to pay such required return will result in the providers of finance transferring their holdings to other opportunities with a better rate of return.
The cost of capital has three elements:
1. Risk free rate of return 
Return required from a completely risk free investment. E.g. yield on government securities. 
2. Business risk premium 
Increase in required rate of return due to uncertainty about future and business prospects. 
3. Financial risk premium 
Dangers of high debt levels, variability in equity earnings after payments to debt capital holders. 
Q.  Explain the concept of EVA ?
Answer: 
Economic profit - otherwise known as "Economic Value Added" (EVA™) is based on classic financial theory, and, for this reason, is not entirely different from traditional free cash flow measures. Three conceptual pillars support economic profit: 
· Cash flows are more reliable than accruals. 
· Some period expenses are - in economic reality - actually long-term investments. 
· The company does not create value until a threshold level of return is generated for shareholders. 
	[image: http://ads.forbes.com/RealMedia/ads/adstream_lx.ads/investopedia.com/30102670/Block/IP_WSJ.com_Mar09_Box/IP_WSJ.com_Jan09_Box.html/37356335373164383439616339326130?_RM_EMPTY_&]


As you perform your own economic profit calculations, keep the following in mind: 
· Economic profit boils down to a set of adjustments that translate an accrual-based earnings before interest and taxes (EBIT) into a cash-based net operating profit after taxes (NOPAT). 

· Although the list of potential adjustments is long, it is important not to be seduced into an almost-impossible quest for absolute precision. From an investor's perspective, consistency is more important. That is, an income statement adjustment should always be matched by a balance sheet adjustment. For example, if we add back minority interest to earnings, then we need to add the minority interest balance sheet account to invested capital. We can add neither or both, but there is no truly right answer. In this example, it comes down to whether we prefer our economic profit to have an operational perspective (add both) or a financial perspective (add neither). 

· Avoid seeking precision in the calculation of weighted average cost of capital (WACC), a dubious academic exercise. It is far better to charge the company with an approximate but consistent estimate of WACC than to try to chase down the elusive cost of equity. (Several companies, after trying to explain a precise WACC to employees, have come to abandon a precise WACC in favor of a round number like 10%; e.g. "cost of capital is 10%".) 
Finally, to help you consider whether economic profit is an appropriate performance metric for the company you are evaluating, we have discussed the following strengths and weaknesses: 

Strengths 

· If you had to rely on only one single performance number, economic profit is probably the best because it contains so much information (mathematicians would call it "elegant"): economic profit incorporates balance sheet data into an adjusted income statement metric. 
· Economic profit works best for companies whose tangible assets (assets on the balance sheet) correlate with the market value of assets - as is often the case with mature industrial companies.  
Weaknesses 

· Although some proponents argue economic profit is "all you need", it is very risky to depend on an single metric. 
· The companies least suited for economic profit are high-growth, new-economy and high-technology companies, for whom assets are 'off balance sheet' or intangible. 

PART –B
1) What is Capital Budgeting? What are its objectives?
Answer:
Capital budgeting is the process of making investment decisions in capital expenditures. A capital may be defined as an expenditure the benefits of which are expected is received over period of time exceeding one year. The main characteristic of a capital expenditure is that the expenditure is incurred at one point of time in future. The following are some of the examples of capital expenditure: 
1. Cost of acquisition of permanent assets as land and building, plant and machinery, goodwill etc.
2. Cost of addition, expansion, improvement or alteration in the fixed assets.
3. Cost of replacement of permanent assets.
4. Research and development project cost, etc.

Charles T. Horn green has defined capital budgeting as, “capital budgeting is long term planning for making and financing proposed capital outlays.”
From the above description, it may be concluded that the important features which may distinguish capital budgeting decision form the ordinary day to day business decisions are:
1) Capital budgeting decisions involve the exchange of current funds for the benefits to be achieved in future
2) The future benefits are expected to be realized over a series of years
3) The funds are invested in non-flexible and long term activities.
4) They have a long term and significant effect on the profitability of the concern.
5) They involve, generally, huge funds.
6) They are irreversible decisions.


Objectives.
The need, significance or importance of capital budgeting arises mainly due to the following:
1)Large Investments: Capital budgeting decisions, generally ,involve not only large amount of funds but also funds available with the firm are always limited and the demand for funds far exceeds the recourses . Hence, it is very important for a firm to plan and control its capital expenditure.
2) Long –term Commitment of Funds: Capital expenditure involves not only large amount of funds but also funds for long –term or more or less on permanent basis. The long –term commitment of funds increases the financial risk involved in the investment decision.
3) Irreversible Nature: The capital expenditure decision is of irreversible nature. Once the decision for acquiring a permanent asset is taken, it becomes very difficult to dispose of these without incurring heavy losses.
4) Long –term Effect on Profitability. Capital budgeting decision has long term and significant effect on the profitability of a concern. Not only the present earning of the firm are affected by the investments in capital assets but also the future growth and profitability of the firm depends upon the investment decision taken today. Capital budgeting is of utmost importance to avoid over investment or under investment in fixed assets.
5) Difficulties of Investment Decision: The long term investment decisions are difficult to be taken because 
i) The long term investment decisions are difficult to be taken because they are extended to a series of years beyond the currents accounting period
ii) Higher degree of risk
7) National importance. Investment decision though taken by individual concern is of national importance because it determines employment, economic activities and economic growth.


Q2 . done in the Assignment Workbook 
Q6. Explain briefly
Forms of dividend
A dividend is a payment made by a company to its shareholders. 

A company can retain its profit for the purpose of re-investment in the business operations (known as retained earnings), or it can distribute the profit among its shareholders in the form of dividends.

A dividend is not regarded as an expenditure; rather, it is considered a distribution of assets among shareholders. The majority of companies keep a component of their profits as retained earnings and distribute the rest as dividend. 

The different types of dividends include: 
Special dividend: Normally, public companies declare their dividends on a specific schedule; however, they also have the option to declare a dividend at any time. This type of dividend is referred to as a special dividend. 
Cash dividend: Paid in checks, this is the most basic form of dividend. Cash dividends considered a type of investment earnings, and are taxable.

Stock dividend: Given in the form of bonus shares or stocks of the issuing company or a subsidiary company. Normally, they are offered on the basis of a prorata allotment. 
Property (in kind) dividend: Distributed in the form of assets by the issuing company or a subsidiary company. 
Other types of dividend: Warrants and financial assets having market value are also distributed in the form of dividends. 
The distribution of dividends requires the approval of the board of directors, who declare the time or date when the dividend will be distributed. The dates are categorized into four types: 
Ex-dividend date: The ex-dividend date is defined as the date subsequent to which every share that is traded does not have any right to claim the dividend, which has been declared in the immediate past. 
Declaration date: The declaration date is defined as the date on which the board of directors declares its aim for payment of dividend. On this date, the payment date and the record date are also announced. 
Record date: The record date is defined as the date on or before which the shareholders who have officially recorded their ownership and are entitled to get the dividend. 
Payment date: The payment date is defined as the date on which the checks of dividend will be sent to shareholders or deposited to brokerage accounts.

b> RIGHTS ISSUE
when the company goes for the further issue, then it give 
the first preference to the employees and the existing 
share holders. it is called right issue.
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