
Ff NANCIAL MANAGEMENT 

 
Meaning of Financial Management 

 

Financial management is rightly treated as the most pivotal functional area of total business 

management. It concerned with the financial aspect of business and is defined as the planning. 

organizing, directing and controlling of the financial resources of a firm . It is one of the sub 

systems of the business enterprise and is closely connected with other sub systems like 

production, marketing, personnel and so on. Financial management has to evolve policies and 

procedures and use a variety of analytical tools in the analysis, planning and control of the 

enterprise involving funds. 

 

Definitions of Financial Management 
 

"Financial management is an area of financial decision making harmonizing individual motives 

and enterprise goal." Weston and Brigham 

 

"financial management is the operational activity of business that is responsible for obtaining 

and effectively utilizing the funds necessary fur efficient operation.·Joseph and Massie 

 

Scope of Rnancial Management 
 

The approach to the function and scope of financial management is dassifted into two 

categories. 

 
a) Traditional approach 

b) Modem approach 
 

The two approaches followed one another chronologically, refling how the scope of financial 

management has changed over the year from preparation of reports and raising of.e.ll1:emal 

funds to the strategic management of assets, allocation of capital to different projects and 

valuation of the firm in the overall market. 

 

a) Traditional approach 
 

According to this approach the finance function is restricted to procurement of funds by 

corporate enterprise to meet their financing need . Thus, the traditional approach to 

financial management revolves around how resources could best be raised from the 

combination of the available sources. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
(f) 

 
 

The traditional approach has many limitations . 
 
 

1) This approach is confined to procurement of funds only. It fail to consider an imponant 

aspect i.e. allocation of funds. The approach was mainly descriptive and institutional. 

The institution involved, Capital markets procedures and the legal apects of financial 

events formed the core of Financial Management. 

2) The focus was mainly on certain episodic events like formation, issuance of capital, 

major expansions, manager, reorganization and liquidation in the life cycle of the firm. 

3) The outsider's point of view was dominant. Financial management was viewed mainly 

from the point of view of outsiders i.e. investors, investment, bankers, etc. 

4) Traditional approach fails to consider the problems involved in working capital 

management . 

b) Modern approach 
 
 

In this approach that began in the mid-nineteen fifties, the scope of financial management 

has broadened, the approach has become more analytical and quantitative and the point of 

view of the managerial decision has become more dominant. According to this approach, 

apart from the issues involved in acquiring external funds, the main concern of financial 

management is the efficient and wise allocation of the same/These issues in tum require 

defensible basis to answer the following questions. 

 
1) What specific assets should a company acquire? 

2) What total volume of funds should a company commit? 

3) How should the funds acquired be raised? 

Another way of stating these questions is as under 

1) How large and fast should a company grow? 

2} In what specific forms should it hold its assets? 

3) What should be the composition of its iiabilities? 
 

Financial management, in the modern sense of the term, can be broken down into three 

major decisions as function of financial resource. It involves three major decisions. 

 

a) The investment decision 

b) The financing decision and 

c) The dividend decision 
 

Which reflect the responsibilities of acquiring financial resources and managing those 

resources. 



a) Investment decisions.  lenders. An optimal degree of gearing between the two kinds of capitals must exis to 

trade-off between risk and return to shareholders. 

Investment decisions relate to the careful selection of the composit ion of assets and the 

viable and profitable investment proposals in which funds will be invested by a firm with 

to maximize its value . The assets fall into two broad groups (a) long term assets (b) short 

term or current assets. Financial investment decision relating to the former are 

popularly known in financial literature as capital budgeting while those relating to short 

term assets are popularly called working capital management . Capital budgeting 

decision are most crucial for a firm and involve the decision of allocation of funds to 

projects, which can range from acquisition of plant and modernizing/ repla<:ement of 

existing fixed assets to the acquisition of another entity. Investment to enhance internal 

growth is often called 'internal investment' as compared with acquisit ions, which 

represent 'external investment' . 

 

Investing in long term assets usually carries the need for supporting investment in 

working capital. Short term survival is prerequisite for long tenn success a hct often not 

properly taken in to account by management . If a firm dose not invests sufficient funds 

in current assets, it may become illiquid and consequently may not have the ability to 

meet current obligations and thus invite the risk of bankruptcy. Management of working 

capital has two basic ingredients (a} an overview of working capital management as a 

whole considering issues such as the t_!"ad off between liquidity, risk and profitability 

and (b} efficient management of the individual current asset'> such as cash, receivables 

and inventory. 

 
The other side of the investment coin is disinvestment , which means the 

preparedness to withdraw from unsuccessful projects, and the disposal of part of an 

entity which no longer frt with the parent entity's strategy. Such decisions usually 

involve one very special element the right timing for the action to be taken. 

Disinvestment decision can also be involved in reconstructions, where an l!tltity has to 

alter its capital structure, possibly to survive as a result of heavy losses . 

 
b) Financing decisions. 

 

Financing decision related to acquiring the optimum finance to the firm's investment 

proposals and its working capital requ irement. The financia l manager must possess 

good knowledge of sources of available funds, their respective costs, impact of taxation 

and should ensure that he entity has a sound capital strcture i.e. a proper balance 

between fixed return sources of financing and variable return securities/sources of 

finance. The use of debt and preference capital implies a higher rate of return to the 

equity shareholder but also a higher financial risk because of the priority rights of the 

 

c) Dividend Decisions. 
 
 

Dividend decision relate to the determination of how much and how. frequently cash 

can be paid out of the profits of entity as income for its proprietors . Owners of profit­ 

making organization look for reward for their investment in two ways the growth of the 

. capital invested and the cash paid out of income. 
 
 

The dividend decision thus has two elements (1) the amount to be paid out and (2) the 

amount to be retained to support the growth of the firm, the latter being also a 

financing decision the level and regular growth of dividends represent a significant 

factor in determining a profit making company's market value, i.e. the value placed on 

its shares by the stock market. The final decision will depend the preference of the 

shareholder and investment opportunities available within the firm and several other 

factors that shape the dividend policy including legal and cash flow constraints . 

 

The traditional approach had a very narrow perception and was devoid of an 

Integrated conceptual and analytical framework. It had rightly been discarded in current 

academic literature in favor of the modem approach which has broadened the scope of 

financial management which involves three major decision-investment, financing and 

· dividend. 
 
 

PRIMARY OBJECTIVE (GOAU OF FINANOAL MANAGEMENT 
 

The term objective in this note is used in the sense of goal or decision criterion for three 

decisions involved in financing management . To make wise decision a dear 

understanding of the objectives which are sought to be achieved is necessary. The 

objectives provide a fame work for optimum financial decision making. There are two 

widely discussed alternatives in financial literature. These are 1) profit maximization 

approach 2) wealth maximization approach . 

 

Profit maximization 
 
 

Profit provide yardstick for measuring the economic performance of organizations. It 

also ensures maximum social welfare. The ·profit maximization criterion has been 

criticized on several grounds. 

 
a) Ambiguity. 



Financial Planning 

 

Introduction and meaningof Financial Planning 
 

 

Finance is an important function of business. The application of planning to this function is 

financial planning and forms an important function for a finance manager. The function is 

mainly concerned with the economical procurement and profitable use of funds. It involves the 

determination of objectives, policies and procedures are broad guides in the procurement, 

administration and disbursement of funds. This function is integral to all businesses- large or 

small, existing or new. A well prepared financial will not only ensure the procurement of 

sufficient funds but their proper utilization as well. At the time promoting company such 

function is undertaken by the promoter and later assigned to the appointed financial manager.  

A financial plan should be formulated in the light of present needs (fixed assets and working 

capital requirements} as well as future developments (such as expansion/diversification) . 

Needless to say that financial planning will have a vital bearing on the success of the company. 

 
The three main steps of financial planning are as follows. 

 
 

• Estimating the amount of capital to be raised to Implement the business plans- this 

Involves estimation of the amount of promotion expenses on organization, cost of fixed 

assets, operating costs and the cost of getting the business established. The promoters will 

be better advised to take a long term view of the proposed business plan and plan its 

finances accordingly especially while impfemel}ting   projects. 

• Petermininc the form and promotion of the securities to be issyecl d§!ellding upon the 

future profitability- forecasts are made as to what extent the above requirements will be 

met by internal generation of funds and the extent they will be met from external sources. 

Corporate securities may be also broadly classified into two types (a) Ownership securities 
 

-these are held by those who contribute to the share capital and are called share ind each 

share represent a unit of share capital. The value indicated on a share is called face value or 

par value. According to companies Act of 1956 two types of share capital may be issued 

Equity shares and Preference shares (b) Credltorship seoorfties- these are used for raising 

loans from the investing public and financial institutions and are called debentures or 

bonds. It must be remembered that the preference share capital and debentures/bonds are 

fixed yield bearing earning dividends and interest respectively while the equity shares earn 

are variable yield bearing earning dividends. 

• Deveklping the action plan for the abo¥e. lavlng down the polldes to be pursued as to the 

administration and control of plan- this would include 

Jl> Develop the best plans to obtain the required external funds 

;.. Establish and maintain a system of financial control governing the allocation and use of 

funds 

Jl> Formulate programmes to provide the most effective profit-volume-cost relationships 

)> Analyze the financial results of operations 
 

Jl>  Report facts to the top management and make recommendations on future operations 

of the firm 

Jl> Providing for flexibility in the financial plan 

 

 

For example the decision regarding the opportune time (boom, recession, depression or 

recovery) of issuing a particular security or developing an alternative course of action if. There 

are uncontrollable deviations from the plan , 

 

What is a Financial Plan 

 

 

A financial plan is a statement estimating the amount of capital and determining its 

composition. The quantum of funds needed will depend upon the assets requirements of the 

business. The time at which funds will be needed should be carefully decided so that finances 

are raised at a time when these are needed. The next aspect of a financial plan is to determine 

the pattern of financing. There are a number of ways for raising funds. The selection of various 

securities should be done carefully. The funds raised by Issuing of capital and debentures, 

raising of loans, etc. which source of finances should be raised and upto what amount these 

should be raised is very important financial plan also spell out of policies to be pursed for the 

floatation of various corporate securities, particularly regarding the time of their floatation. 

 
Obiectjves of financial plan or dtaracteristics/principles of a sound financial plan. 

 
 

1) BaJandng of costs and risks. There should be a balancing of costs and risk a so as to protect 

the i9nvestors. 

Z) Flexlbilltv. A financial plan should not be rigid and must imbibe flexibility so as to adjust as 

per the requirements and changing conditions such as fresh opportunities arising or idle 

funds being invested in short term low risk bearing securities. This will be helpful in coping 

with the demand of the future. 

3) Simplicity. The financial structure should not be complicated by issuing a variety of 

securities. The number of securities should be less sothat it is easily understood. 

4) Long term view. A financial plan should take long term view. The need for funds in the near 

future and over a longer period should be considered while selecting the pattern of 

financing. 

5) Sofvency and liquidity. A financial plan should must ensure that short term and long term 

commitments be made as and when they arise. This will ensure credit worthiness and 

 

 

 

 

 

 

 

 

 

 

 

 



It is amenable to different interpretation . For instance profit may be profit after tax or 

return on investment or return on equity. If profit maximizat ion is considered as the 

main objective, then which of the variants of profit is to be maximized? So profit cannot 

be the criterion for financial management decision . 

 
c) Timing of benefits 

 
 

The profit maximization objective does not take into account the timing of benefit (cash 

flow) for example. 

 

CASH FLOWS 

 

Year Proposal X (Rs.) Proposal Y {Rs.) 

1 1,Q0,000 8,00,000 

2 2,00,000 2,00,000 

3 7,00,000 . 

Total 10,00,000 10,00,000 

 

 

 
As per the above table, if profit maximizat ion is the objective the two proposals above 

are of equal importance. But there is difference in the timely pattem of benefits 

received from the two proposal s. proposal y'gives higher returns In the earlier years, y 

while proposal X provides large returns in the later years. The returns received earlier 

are more valuable because It can be reinvested so as to generate additional return . 

Therefore proposal Y is better than proposal X even though both the proposals gi'(e us 

the same gross benefits (cash flows) 

 
d) Quality of benefits 

the quality of benefit is high and therefore the project Y should be given a higher 

ranking. 

 
Wealth Maximization 

 
 

Wealth maximization is also known as value maximization or present worth 

maximizat ion. As against profit maximization, this it is now accepted that the business 

should be wealth maxim ization . In the case of a company form of organization the 

owner/shareholder's wealth is maximized only when the market value of the share is 

maximized .The maximization of wealth is only possible by making decision based on the 

standpoint that the value of an asset or the worth of a course of action should be seen 

and measured in term of the benefit it can produce less the cost of 

undertaking/acquiring it. A firm that aims at maximizing the market value of its equity 

will raise capital only when its invements warrant the use of capital from the overall 

point of view of the economy.This suggests that it all allocates resourees optimally. If a 

firm does not pursue the goal of shareholder wealth maximization, it implies that its 

actions result in a suboptimal allocation of resources which in turn leads to inadequate 

capital formation and lower rate of economit: growth. 

Due to the limitation attached to profit maximization, as the objective of the function of 

financial management , it is no more accept as the basic objective. The goal of wealth 

maximization is supposed to be the goal of profit maximization on account of the fact 

that, It satisfaction three requirements of a suitable criterion, viz 

 

J>. Precision Iexactness } 

);.>- Acknowledgement of time value of money and 
 

);.>- Quality of benefits. 
& 

 

The term quality refers to the degree of certainty with which returns are expected . A 

more certain and uniform return means the higher quality of benefits.On the contrary 

an uncertain the fluctuating return means lower quallty of benefits. 

 

CASH FLOWS 

 
 

 

Years 

1 

 
 

 

Proposa X (Rs.) 

 

 

Proposal Y {Rs.} 

I - 5,00,000 

2 10,00,000 3,00,000 

 - 2,00,000 
3 

-· 
Total 

10,00,000 10,00,000  . 
If the profit maximization objective is taken as the criterion both the projects would be 

ranked as equally important . The returns from proposal X are uncertain and fluctuating 

and so the quality of benefit is low. In proposal Y the variation is negligible and hence 

 

a) In wealth maximization criterion, the benefits associated with the assets are 

measured in term of cash flows rather than accounting profit. Cash flow is 

precise concept with definite meaning. ft overcomes the deficiencies associated 

with accounting profit. 

b) It considers time value of money. It recognizes that the cash flow generated 

earlier is more valuable than generated later. That why while value of total 

benefits the cash flows are discounted at a particular discount rate. A financial 

action which has a negative net present value should be rejected and vice versa . 

c) It also recognizes the concept of risk, by making necessary adjustments in 

discounting rate. As such cash flow of a project involving higher risk are discount 

rate and vice versa. Thus the discount rate used to discount future cash flows 

reflects the concept of both time and risk. 



goodwill of the concern. During period of depression it is the liquidity position of the finn 
 

that can keep it going. 

6) Optimum use. A financial plan must ensure sufficient funds for genuine needs (adequate 

funds to achieve enterprise goals). Neither should plans should suffer due to shortage of 

funds nor wasteful use of them. Funds should be put to their optimum use. 

7) Ecqnomy ( which contribute$ to profitability ). The cost of raising funds should be 

minimum and should not impose disproportionate burden on the company. It can be 

ensured by a proper debt-equity mix. A good plan should adjust various securities and have 

a proper debt-equity mix so that profitability of the enterprise is not adversely affected. 

8) Less depended on outside sources. Should reduce reliance on outside sources by retaining 

a part of the profits for ploughing back. In the initial years a company outside funds will be a 

necessity but over the years the dependence on these funds should be reduced. As and 

when possible, interest bearing securities should be returned so that this burden Is reduced. 

• Based on dear cut gbiectives. Financial planning must keep in mind the overall 

objectives of the company and should aim procure finds at the lowest cost so that 

profitability of the business is improved . 

 
Umitatfon of financial p!annina. 

 
 

• Difficulty in forecasting since the future is uncertain and things may not happen as 

expected, Makes tile reliability of financial planning dubious. 

• Difficult in changing the plan once prepared, implemented and committed. 
 

• Problem of co-ordination several furtction like production policy, personnel 

requirements and marketing possibilities influence the preparation of the plan be 

successful which is in itself a difficult task. 

• Rapid changes with the passage of time like growing mechanization, methods of 

production, marketing devices, consumer preference necessitate a change In the 

financial plan, It becomes very difficult to adjust a financial plan to theachanging 

situations. 
 
 

Introduction and meaning of cap!tafization, 

unanimous regarding the concept of capitalizations. As a matter of fact one find as many 

definition of the term as there are writers on the subject, Some have given a very broad 

interpretation to the term while other have taken a narrow view. 

 

Broad interpretation: According to this interpretation, the term capitalization is synonymous 

with financiai planning . Thus, in the broad sense, therefore, capitaliZation refers to the process 

of determining the quantum as well as patterns of financing and the administration of the 

financial plan, i.e . it is concerned not merely with the determination of quantity (amount} of 

finance required for a company but also the decision about the quality {type of security) of 

financing. 

 
Narrow interpretation : In its narrow sense, the term capitalization refers to the process of 

determining quantum of long term funds that an enterprise would require to run its business. 

In other words it is concerned with the computation, appraisal and estimation of the present 

value of capital in a company. Decisions regarding make-up of capitalization are manifested in 

the term capital structure.Most of the traditional authors conceptualize the term in this sense. 

The interpretation is more popular and more specific though restricted. It is in this seflse that 

the term win be used, defined and studied in this topic. 

 

In business the term capitalization refets to either of the following view. 
 
 

i. the sum of the par value of the stocks and bonds outstanding at a given time. According 

to this definition capitalization does not include free Reserves and Surplus, which are in 

actual practice resorted to by firms to meet their long-term capital requirements. 

ii.  the total par value of an securities at a given time plus valuation of all other long term 

obligations. 

 

Basis of Capitalization 

 
After estimating the financial requirements of a business, the promoters of the company have 

to determine the value at which the company has to be capitalized. This wilt help them in 

determining the quantum of securities to be issued for raising the necessary funds. The are two 

recognized theories of capitalization for companies are given below 

In common parlance the term capitalization means the total amount of capital employed in a 

company. The term capitalization is derived from the term capital, but the two terms are 

definitely not synonymous. It should be noted that the term capitalization is used only in 

respect of companies and corporations and not in relation to sole proprietorships and 

partnerships. On the other hand the term capital is used in relatioo to all forms of business 

organizations. On the other hand the term capital is used in relation to all forms of business 

organizations. Capitalization is a concept of valuation in which the emphasis ls laid on the 

amount of capital (of a company). However, scholars of financial management are not 

 
CqstTheory 

 
 

Accord ing to this theory, the firm's capitalization is based on the costs incurred to establish the 

company. The amount of capitalization of a new company Is arrived at by adding up cost of 

fixed assets (such as plant, machinery, building etc.), the amount of working capital and the 

cost of establishing the business (preliminary expenses, underwriting commission, upense on 

issue of shares etc}. This method of calculating the value of a company is quite easy as the 

 

 

 

 

 

 

 

 

 

 



market value of the assets can be easily assessed and so also the amount of working capital 

required and the funds spent/win be spent on the establishment and promotion of a firm. 

 

For example if the fixed assets of a company would cost Rs. 1,00,000 working capital required 

amounts to Rs 50,000 and the cost of establishing the business is estimated at Rs. 20,000, the 

amount of capitalization for the business would be Rs 1,70,000 and the company would sell 

securities (shares and debentures) of this amount. 

 

Merits of Cost Theory 

 
 

i. Useful for preparing capitai plan and suggesting financial needs: The cost theory of 

capitalization is usefur for preparing the capital plan of a new company as it provides a 

better basis for capitalization. A newly formed company can depend on this theory for 

calculating the amount of capitalization. 

 

Simplicity and ease: The cost theory is a simple theory which enables the promoters to 

decide the amount of capitalization in a concrete manner. The calculation of the amount 

of capitalization is also easy, simple & quick as the market value of fixed and other 

assets can be easily prepared easily with such data. 

 

Limitations of Cost Theory 

 

1) Inadequate attention to earning capacity: The basic objection to the cost theory of 

capitalization is that the amount of capitalization does not change with changes in earning 

capacity of the company. The true worth onralue gf an enterprise is judged from its earning 

capacity rather than from the capital invested in it. A company with huge investment on 

various assets need not be treated as a promising company. On the other hand, its assets 

may remain idle or may go down and It may become a loss making company even when the 

amount of capitalization is substantial. Therefore, this theory may not be suitable for 

existing and running companies .., 

2) Do not suggest real worth: ft fails to provide basis for ascertaining the worth of the business 

in real terms since worth depends not on the cost of assets but on its earning capacity. 

Moreover, it does not take into account the future needs of the business. 

3) Cost based capitalization will not be fair in case of companies having irregu lar earnings 
 

4) May be inaccurate: The assets might have been purchased at inflated prices or might have 

become obsolete but these aspects are ignored if capitalization is determined on the basis 

of original cost of the assets 

 

Cost theory is useful in so far as it enables the promoters to know the amount of capital to be 

raised. The above theory of capitalization can also be used in the case of established 

companies. Using the cost theory approach in the case of establishe companies, may not 

disclose the fair worth of the business, on account of the reasons explained earlier. The cost 

theory is useful for preparing the capital plan of a new company where the futur earning 

capacity is difficult is project accurately. 

 
Earning Theory 

 

 
 

According to this theory, the true value of an enterprise is reflected in Its earning capacity. In 

other words the worth o a company is not measured by the capital raised but by the earnings 

made out of the productive harnessing (usage} of the capital. For this purpose a new company 

will have to estimate the average annual future earnings and the normal earning rate (termed 

as capitalilation rate) prevalent in the same industry. The amount of capitalization of the 

company will be achieved by capitalizing the annual future earning at the normal rate of return 

(In simpler terms the value achieved by dividing the annual projected future·earnings by the 

normal rate of return}. 

 
For example, if a company estimates its average annual earnings as Rs 50,000 and companies in 

the same industry are earning 10% on their capital employed the amount of capitalilation 

would be Rs. 5,00,000 (i.e. 50,000.;. 10%) 

 
Merits of Earning Theory 

 

1) Convenient to going concern: The earnings theory of ca;:iitalization is convenient in the case 

of an established on going concern as the same can be estimated & compared with the 

earnings of other companies. 

2) Provides logical base: The theory gives a.logical base for capitalization. 

3) Superior to cost theory: The earnings theory has an edge over the cost theory as it links the 

value/worth of a ci>mpany directly with its eaming capacity. 

 
Limitations of Earnings Theorv 

 
 

1) Computation of future earnings (and hence capitalization) is difficult: It is diffitult to 

estimate correctly the amount of future earnings. In case the earnings are not correctly 

estimated, the capitalization based on earnings would prove to be incorrect and risky for 

the company. Capitalization is based on a 'rate' by which earnings are capitalized. However 

this rate cannot be determined easily as it is dependent on many factors such as nature of 

industry, financial risks, market competition, government policies & business environment 

in general. 

2) Not applicable to new companies:The earnings theory is too risky to be applied in the case 

of new companies as future earnings cannot be estimated with accuracy & capitalization 

based on such estimated earnings may not be fair or accurate. Hence it is inadvisable to 

adopt the cost theory of capitalization in case of new companies 

 

 

 

 

 

 

 

 

 

 

 

 



J;> Typical contents of a lease agreement 

· )>   lncome'tax provisions related to leasing 

J;> Sales tax provisions related to leasing 

>:- Procedural aspects of leasing 

);>   Accounting treatment of leases 

legal Aspects of Leasing 

There is no separate statute for equipment leasing in India, and the provisions relating to 

bailments in the Indian Contract Act cover equipment leasing agreements as well. Section 148 

of the Indian ·contract act defines bailment as 'The delivery of goods by one person to another, 

for some purpose, upon a contract that they shall, when the purpose is accomplished, be 

returned or otherwise disposed of according to the directions of the person delivering them.' 

The person delivering the goods is called the bailor, and the person to whom they are delivered 

is called the bailee. 

 
Since an equipment lease transaction is regarded as a contract of bailment, the 

obligations of the lessor and the lessee are similar to those of the bailor and the bailee as 

defined by the provislons of the Indian Contract Act. Essentially, these provisions have 'the 

following implications for the lessor and the lessee: 

 
1) The lessee has the duty to pay the lease rentals, as specified in the lease agreement, to 

protect the lessor's title, to take reasonable care of the asset, and to return the leased asset 

on the expiry of the lease period. 

2) The lessor is obliged to deliver the asset to the tessee:'td legally empower the lessee to use 

the asset, and to leave the asset in possession of the lessee during the currency of the 

agreement without any disturbance. 

 
Contents of a lease Agreement 

 
 

The lease agreement specifies the legal rights and obligations of the lessor and the lessee. It 

typically contains terms relating to the following: a 

 
1) Description of the lessor, the lessee, and the asset 

2) Amount, time, and place of lease rental payments 

3) Time and place of equipment delivery 

4) Lessee's responsibility for maintenance, repairs, registration, etc., and the lessor's right in 

case of default by the lessee 

S) Leisee's right to enjoy the benefits of the warranties provided by the equipment 

manufacturer/supplier 

6) Insurance to be taken by the lessee on behalf of the lessor 

7) Option of lease renewal for the lessee 

8) Retum of equipment on expiry of the lease period 

9) Arbitration procedure in the event of dispute 

Income Tax and Income Tax Leasing 

The main income tax provisions relating to leasing are as follows: 

 
1) The lessor can benefit from depreciation on the investment made in leased assets. 

2) The lessee can claim lease rentals as tax-deducting expenses. In other words, lease rentals 

are deducted before calculating income tax. 

3) The lease rentals received by the lessor are taxable under the head 'profits and gains of 

business profession' under the Income Tax Act 1961. 

 

Sales Tax Provisions Related to Leasing 

 
The major sales tax provisions for leasing are as follows: 

 

1) The lessor does not get the benefit of concessional rate of central sales tax, since the asset 

is not meant for re-sale nor for use in manufacturing. 

2) The 46th Amendment Act has brought lease transactions Under the purview of sale and has 

empowered the central and state governments to levy sales tax on these transactions. 

 

While the Central Sales Tax Act is yet to be amended in this respect, several state 

governments have amended their Sales Tax Act on lease transactions. · 

 

Lease Accounting 

 
The accounting treatment of lease transactions in India is as follows: 

 
1) Finance leases must be shown 3$ assets in the books of the lessee. This means that {a) at 

the time of inception, the leased equipment is shown as an asset on the balance sheet of 

the lessee, its value is equated to the present value of the committed lease rentals, and the 

leased asset is associated with a corresponding liability caHed 'lease payable', (b) lease 

payments are split into two parts-finance charges and principal amount-and the finance 

charge is treated as an expense on the income statement and the principal amount is 

deducted from the liability 'lease payable', and (c) the leased asset is depreciated In the 

books of the lessee as per the depreciation policy followed. 

 

Operating leases are a .part of capital in the books of the lessor. While lease payments are 

treated as income of the lessor and expense of the lessee, the depreciation of leased assets 

should be on a basis consistent with the normal depreciation policy of the lessor for similar 

assets. 

 

Franchising 

 
Introduction 

 
Hotel companies expand their scope of operations by building additional properties. Recall 

from Chapter 16 that the principal source of financing such expansion programmes is either 

issue of equity shares or additional borrowings. Since 1950s one more method came into 

existence known as franchising. This method is so popular• that most of the well-known hotel 

and restaurant chains have made extensive and successful use of the franchising model of 



.1e above theory of capitalization can also be used in the case of established companies. Since, 

in case of established companies it is relatively easier to estimate the stream of future earnings 

(earning capacity), the earnings approach, in such cases, would be a more appropriate basis for 

determining their capitalization 

2) The lease rentals payable during the lease period are not adequate -o cover fuily the cost of 

the asset along with an acceptabie return thereon . 

3) The lease can usually be terminated at a short notice . 

4) The lessor bears the cost for maintenance, insurance, and other incidental expenses . 

 

 

 

 
introduction 

 

leasing 
Businesses !nterested in leasing their own products enter into a operating leases. Tea 

and coffee vending machines are examples of very commonly leased assets under operating 

lease_arrangements . Though popular overseas, operating leases are not common in India. 

 

Financial Leases 

A lease is an arrangement where the - grants the lessee the right to use an asset in return for 

periodical rents. While leasing of land and buildings has been known from times immemorial, 

the leasing of hotel equipments is a recent phenomenon. 

 

A hire-purchase involll1:!s the purchase of an asset on the understanding that the hirer 

(called the hirer) will pay in equal periodic installments, spread over a period of time. In 

essence, a hire-purchase represents debt financing in a different scenario. 

 

Leasing and hire-purchase are additional sources of intermediate long-term finance. 

They are provided mainly by non-banking financial companies, financiaf institutions, and other 

organizations. 

 

With the advent of mixed-use formats, hotels can now benefit by leasing additional 

space to retail agencies and can earn some additional revenue. 

 

This chapter discusses various aspects ofleasing,' hire purchase, and project finance . 
 

The following aspects are covered in this chapter: 
 

J> Types of lease arrangements 

)> Mechanics of feasing 

)> Other considerations in leasing 

)>   Hire-purchase arrangement 

Types of Lease Arrangements 

The following are the different types of lease arrangements : 
 

)> Operating leases 

}>   Financial leases 

J.> Safe and leaseback 

)> Leveraged lease 

Operating lease5 

An operating lease or service lease has following features: 

 
1) The lease period in a short-term lease is less than the useful life of the asset. 
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A financial lease or capital lease is essentially a form of borrowing. The saUeni: characteristics of 

a financial lease are 

 
1) It is an intermediate-term to a long-term arrangement that cannot be terminated. During 

the initial period, referred to as the primary lease period, which is usually 3 years or 5 years 

or 8 years, the lease cannot be terminated . 

2) The lessee is responsible for maintenance, insur.ance, and the incidental rosts. 

3) During this period, the lessor recovers, through the lease rentals, his investment in the 

equipment along with an acceptable rate of return. 

4) The lessee has the option of renewing the lease rentals. 

Sale and Leaseback 

This is a special financial arrangement by which a firm sells an asset to another flrm and, 

simultaneously, the two firms enter into a financial lease by which firm B leases the asset to 

firm A. As a result, the seller receives the purchase consider;Jtion for the asset and also retains  

the use of the asset in return for periodic lease payments. This avoids heavy outflow of each 

initially . ·.; 

 
leveraged lease 

 

 
·.Under a leveraged lease arrangement; the lessor borrows a portion of the purchase price of the 

asset from a lender (a commercial bank or a financial. institution). The loan is secured against 

the asset and the lease payment. The lender is paid back from the lease payments, often 

directly by the lessee, while the surplus, after setting the claims of the lender, goes to the 

lessor. As an owner of the asset, the lessor Is entitled to tax shelters associated with the 

ownership. 

 

Leases in India are typically financial leases. Hence, subsequent discussion will focus on 

the aspects of financial leases.  

Mechanics of Leasing 

As a hotel manager evaluating the possibility of leasing, you should be familiar with the 

following: 

 

Legal aspects of leasing 



_,xpansion. The world of franchising is growing exponentially every day. Most of us may not 

even realize that the businesses we support every day are part of a system of franchises. For 

example, in the morning you might pick up your daily coffee at a local Starbucks. For lunch you 

may choose to enjoy a sandwich or salad from McDonalds. On the way home from work, you 

drop off at a multipiex for a recent blockbuster, and for dinner you pick up a piping hot pizza 

from Pizza Hut. All of these businesses are a part of the franchisee system. We shall try and 

understand the basics of the franchising arrangement in this chapter. 

 

While it is difficult to pinpoint the exact Ol'"igin of the business of franchising, it is clear 

that this business model can into existence post-World War II. 

 

Franchising is a business model that incorporates all the aspects of business-finance, 

management, and marketing. In this model the franchisee arranges for the cost of the 

franchised property that will be put to use in distributing the franchisors products. The 

management or the expertise is provided by the franchisor. The franchisor also provides the 

right to market products and/or services for a definite period of time as per mutually agreed 

terms. It is clear that there are two parties-the franchisor (one who oyvns the concept, e.g., 

McDonalds) and the franchisee (one who purchases the right to sell the concept}. This business 

model has the advantage of higher levels of profitability combined with lower risk and 

therefore has been very popular for the reason that it enables individuals to have more 

profrtable business. 

 

Types of Franchises 

 
Franchises may be classified according to the control exercised by the franchisor and also on 

the basis of the franchisee's right to expand business operations; Let us take a look at the 

different types of franchises . 

 

)>- Product franchises:These are the most prevalent with respect to sales units and numbers. 

The main purpose is to deliver a product to the ultimate consumer in various locations. 

Most of the soft drink companies provide franchises for bottling beverages as per 

geographic locations . 

)>- Format franchises: This is a common format followed by the commercial food sarvice and 

lodging operations. The franchisor provides all the business requirements such as the brand, 

methods, and standards along with organizational and technical skills required to maintain 

efficient business operations. The franchisor exerts tremendous control over the franchisee 

to ensure uniformity in all the outlets. 

:i-- Other typs:The other classification of franchise on the basis of ability to expand operation 

is single franchise where the franchisee is with a single location. Many hotels and restaurant 

companies have the history of extending single franchise. On the other hand, multi-unit 

franchise is an outcome of the franchisor granting a territory for development. Master 

franchise is another arrangement where the franchisor provides a legal right to offer 

subfranchise. In other words, the franchisee can further appoint franchisees. 

 

BENEFITS TO THE FRANOtlSEE 
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The franchisor receives royalty and in return he provides the right to market prom,....., ··­ 

services under a prescribed business fonnat for a predetermined period to the franchisee . lne 

other benefits of franchising can be enumerated as follows: 

 

1) Potentially viable business proposition In most cases the business model is perfected by the 

franchisor in terms of the profitability and other operational parameters .The risk of failure 

in such cases in such a business is far lower as compared to new business venture. 

2) Operational assistance The franchisee gets a complete set of operational systems including 

recipes, production systems, etc. Since' the operational process and procedu,.es are well 

defined, the franchisee receives the benefit of all the business. 

3) Financing assistance Certain franchisors directly provide financial assistance to the 

franchisees .In all other cases, the name of the franchisor acts as a guarantee and influences 

banks and other financial institutions to lend financial assistance to the franchisee. 

4) Training and development The franchisee is also trained by the franchisor before the 

commencement of business operations. Franchisors provide intensive pre-franchise training 

to ensure that the franchisee understands the systems provided by the franchisor to deliver 

the required standards of product or service. Some franchisors also provide follow-up and 

continuous training and development to the franchisees to ensure the highest level of guest 

satisfaction. 

?l Market research: Most franchisors carry out extensive market research with respect to 

various aspects of the business. The franchisees can benefit from this research and do not 

need to carry out the exercise of market research . 

6) Demarcated territory: The franchisee often gets an area or territory to operate his business . 

The size of the area depends on the concept and the market. This also ensures that there is 

no undue competition. 

 

Ad11antages and Disadvantages to Franchisors 

 
The first advantage to the franchisor is the franchisee fees received from the franchisees. The 

second is that the business can grow more quickly, as the franchisor does not have to invest his 

resources directly in the expansion of the project . There are no mundane operational issues 

and the franchisor can concentrate on higher goals. 

 

The disadvantage to franchisors is loss of control. As the business operations expands, it 

become exceedingly difficult to the franchisors to monitor the quality, of the products and 

services sold by their franchisees. Given this drawback, we do find that some hotel operations 

have grown at record pace while others have refrained from the franchising approach to 

expansion . The other disadvantage to the franchisor is the loss in terms of operating income. 

The franchisee pays only the franchisee fees, while the business has the potential to earn much 

more. Finally, there is always a chance of discord between the franchisor and the franchisee 

that could upset business relationship and future earning potential for both the parties. 
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