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Topics Covered:
· Meaning of Finance

· How to utilize excess funds

· Who invests in securities market and why

· What do investors benefit from security market?

· Managing short term financing

· Managing long term financing

· Model Questions

MEANING OF FINANCE    

Finance is the study of money within the firm. It is the functional area with the responsibility of finding funds for the firm, managing those funds, and determining their best uses. The person who is performing these financial activities is known as financial manager. A financial manager must perform a number of duties:

1. Project the month-by-month flow of funds out of the business.

2. Project the month-by-month flow of funds into the business.

3. Compare the monthly inflow and monthly outflow

4. To analyze the alternative sources of funds and find out the most efficient source.

5. Establish a system to monitor and evaluate the results of this process. 

HOW TO UTILIZE EXCESS FUNDS

In case of business the basic phenomenon is money earns money. Excess funds should be applied in such a way that can generate sufficient liquidity for the business. 

It can be done by two ways:

1. Expansion

2. High Liquidity Investment

1. Expansion:

A company with substantial excess funds may want to consider expansion of current operations through an increase in production capacity, the addition of new sales outlets or some other form of expansion. The firm might want to look at acquiring another firm.

2. High Liquidity Investment

Liquidity means the ease and speed with which an asset can be converted to cash; cash can be considered to be perfectly liquid. Three types of financial products could be tried to generate safe and sure liquidity:

      Treasury bill

It is issued by govt. to the institutional buyer. Virtually it is risk free as is backed by the govt. These are short-term loans with a maturity usually not exceeding one year. These are not usually meant for the retail buyers. By the means of T-bills govt. raises fund from the corporate, whereas corporate gets sure return on their investment.

Commercial paper

It is issued by corporations who are large enough and credit-worthy. It’s backed by only the issuing company’s promissory note. 

How does it work? Corporations issue commercial paper with a face value. Companies that buy commercial paper pay less than that value. At the maturity which usually runs 1 to 3 months or a maximum of 9 months, the issuing company buys back the paper at the face value. The difference between the price the buying company paid and the face value is the buyer’s profit.

         Certificates of deposit

It’s a kind of time deposit, that means it requires prior notice to make withdrawal, even it cannot be transferred to others through issuing checks. In return of this inconvenience it yields high return. This financial product have now been available in different size and maturity which makes the scheme attractive to the general people. CDs are issued by a commercial bank or a brokerage firm. The size of CDs may vary from as small as $100 to $100,000. Usually the principle is- the smaller the size of a CD the longer is the maturity. So it offers greater flexibility to the buyers.

WHO INVESTS IN SECURITIES MARKET AND WHY

1) Private investors

Individual investors fall into this category. Day by day the percentage of this group is getting leaner than earlier because more of the professional groups are increasingly being shown to be active in the share market.

2) Institutional investors

Pension fund- 

 In a company where employees set aside a small portion of their salary for pension benefits to be received in the next 20 or 30 years and company also commits to contribute to it’s employees pension fund , there every month accumulates a fairly high amount of money. Employers invest this accumulated fund in the stock market with the expectation of a moderate return on their investment.

Insurance companies-  

They are a group with a reservoir of public fund on which they are committed to support crisis of it’s clients. They invest their huge chunk of money in the market with the expectation of a better return. Since they are big investors they exercise a good deal of control on the market.

 Mutual funds-

Companies called mutual funds pool investment from individual and other firms to purchase a portfolio of stocks, bonds, and short term securities. Mutual funds have usually portfolios worth many millions of dollars.

WHAT DO INVESTORS BENEFIT FROM SECURITY MARKET?

Growth

As an investor if you are looking for gains i.e. you want to buy shares at a lower price and wish to sell it off at a considerably higher price, you are probably a risk taker. In order to achieve gains you would have to be able to forecast the patterns of stock market, i.e. again you need to be updated about factors that might affect the performance of the market. In that case dividends is not your main attraction for getting involved with the stock market. Instead, you want to invest in a high growth potential company.

Income

 Investors interested for steady stream of income should go for T-bills, issued by govt. since it is virtually risk free. In Bangladesh many middle class people invest their saving in govt. sponsored bonds for long term financial planning.

Tax avoidance

In Banladesh, many bond issued by the govt. allow the investors  not paying taxes on the interest earned. 

MANAGING SHORT TERM FINANCING 

There are different ways to arrange for short-term loans, which are mainly required to finance current operations with repayment required within 1 year.

1. Trade credit

· Open book credit

· Promissory note

· Trade draft and trade acceptance

2.
Secured short term loans



-Inventory loans


-Accounts receivables

3.
Unsecured short term loans



-Line of credit



-Revolving credit agreement



-Commercial paper



-Factoring accounts receivables

1.
Trade credit

Accounts payable is not only an expenditure but also a source of fund , which has the use of both the product purchased and the price of the product until the time it pays its bill. Trade credit , the granting of credit by one firm to another is an effective short term loan. 

Open-book credit

A form of trade in which buyers receive their merchandise along with an invoice stating the terms of credit, but in which no formal promissory note (legal document) is signed.

Promissory note

A written commitment to pay a stated sum of money on a given date; a form of trade credit in which the buyer signs an agreement regarding payment terms before receiving the merchandise.

Trade draft and trade acceptance

The trade draft is written by sellers, not buyers. Attached to the shipment of merchandise, a trade draft  states the promised date and amount of repayment due the seller. The buyer must sign the draft in order to take possession of the merchandise. Once signed by the buyer the document is called trade acceptance. Trade draft and trade acceptances are useful forms of credit in international transactions.

2.
Secured short term loans

Secured loan is a kind of loan where the borrower is required to put up collateral- to give the bank the right to seize certain assets if payments are not made as promised.

Assets like land, building, plants and equipments can serve as collateral. Also inventories, accounts receivables can serve as collateral for short term funding. 

Inventory loans

When a loan is made with inventory as collateral, the lender advances some portion of the stated value of the inventory. The attractiveness of an inventory to the lender depends on its’ estimated real market value. For instances work-in-progress inventory usually would have less appeal to the bank as collateral due to its lack of readiness to be sold out in the market, whereas finished goods would be of high value to the lender.

Accounts receivables

While the borrower presents it’s A/R as collateral for receiving loans from a bank the system is known as pledging A/R. In the event of failure to pay bank has the right to collect the A/R and if it is insufficient for the repayment, the remainder will have to be adjusted with interest by the borrower. 

3.
Unsecured short term loans

In an unsecured short term loans the borrower need not to put up collateral. In many cases, the bank requires the borrower to maintain a compensating balance. That is the borrower must keep a portion of the loan amount on deposit with the bank in a non-interest bearing account. 

The terms of an unsecured loan – amount, duration, payment schedule, interest rate- are negotiable. In order to be eligible for an unsecured loan the lender firm must establish a good rapport with the issuing bank. 

Lines of credit

 It’s a standing agreement with a bank where a bank agrees to lend a firm a maximum amounts of funds on request. With a line of credit the firm knows the maximum amount it will be allowed to borrow if the bank has sufficient fund. The critical point is the bank does not guarantee of the loan whenever requested.

Revolving credit agreement

A guaranteed line of credit for which the firm pays the bank interest on funds borrowed as well as fee for extending the line of credit. Its similar to banks credit card.

Commercial paper

It is the option only large and creditworthy firms can avail. It offers various advantages, like  interest rate is lower than prevailing interest rates, also it lets the issuing firm exposure to a variety of lenders. The very basic rule is that big name stands for security. People have trust in them. That’s why goodwilll helps a company to earn more and grow bigger.

Factoring accounts receivables

Selling a firm’s A/R to another company for some percentage of their face value in order to realize immediate cash; the buyers profit depends on its ability to collect the receivables. This is least preferred to a company since it badly affects company reputation in the market, that, the company is undergoing extreme liquidity crisis. 

MANAGING LONG-TERM FINANCING

Firms may seek long term funds from 


-outside the firm, debt financing


-internal financing sources, equity financing

Debt   financing       

Two primary sources of such funding are


-long term loans


- sale of bonds

long term loans

The major difference between long term and short term loan lies in the time frame, i.e. usually long term means loan that has to be paid off between 3 to 10 years. In order to be eligible for a long term loan the borrowing firm must sign a promissory note which is a legally binding promise of payment. The interest rate on the loan depends on factors like- type of collateral, credit rating of the firm, maturity time, and existing interest rate.

 The general rule is the longer the maturity of a loan is, the higher would be the interest charge.

Higher the value and marketability of the inventory the lower would be the interest rate.

One of the important determinant of the existing interest rate is the rate of inflation.

Sale of bonds

Bonds could be secured or unsecured. Unsecured bond are called debentures. Debentures are backed by the goodwill of the firm. The terms of bond, including the amount to be paid, the interest rate, and the maturity (payoff) date , differ from company to company and from issue to issue. They are spelled out in the bond contract, known as bond indenture. The indenture also identifies which of the firms assets ,if any, are pledged as collateral.

Equity financing

Equity financing may take either the form of


-issuing common stock, or


-retaining the firm’s earnings.

Common stock

When shareholders purchase common stock they seek profit in the form of dividend, also appreciation, which means they expect the value of the share to go up. The raising of fund through selling shares could be expensive for the company, in a way that paying dividends on bonds is a tax-deductible, whereas stock dividends are not.

Retaining earnings

Earnings could be retained for further development of the firm instead of giving them away to the shareholders as dividend. Many shareholders find it quite attractive because companies who can strategically reinvest to boost up the business will soon experience a higher price of their share in the market.

MODEL QUESTIONS:

1.   What do you mean by Finance?

2. How could you utilize excess funds of your firm?

3. Who invests in securities market and why?

4. What do investors benefit from security market?

5. How could you manage short term financing for your business?

6. what are the ways of managing long term financing?
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