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Objectives 

1.To acquaint the students with concepts of Financial management from strategic 

perspective 

2.To familiarize various Techniques and Models of Strategic Financial Management. 

UNIT – I 

Financial Policy and Strategic Planning –Strategic Planning Process – Objectives and 

Goals – Major Kinds of Strategies and Policies – Corporate Planning – Process of Financial 

Planning – Types of Financial Plan – Financial Models – Tools or Techniques of Financial 

Modelling – Uses and Limitations of Financial Modelling – Applications of Financial Models – 

Types of Financial Models - Process of Financial Model Development. 

UNIT – II 

Investments Decisions under Risk and Uncertainty – Techniques of Investment Decision 

– Risk Adjusted Discount Rate, Certainty Equivalent Factor, Statistical Method, Sensitivity 

Analysis and Simulation Method – Corporate Strategy and High Technology Investments. 

UNIT – III 

Expansion and Financial Restructuring – Corporate Restructuring - Mergers and 

Amalgamations – reasons for Merger, Benefits and Cost of Merger – Takeovers – Business 

Alliances – Managing an Acquisition – Divestitures – Ownership Restructuring – Privatisation – 

Dynamics of Restructuring – Buy Back of Shares – Leveraged Buy-outs (LBOs) – Divestiture – 

Demergers. 

UNIT – IV  

Stock Exchanges: Constitution, control, functions, Prudential Norms, SEBI Regulations, 

Sensitive Indices, Investor Services, Grievance Redressal Measures. 

 

 

 



UNIT – V 

Financing Strategy - Innovative Sources of Finance – Asset Backed Securities - Hybrid 

Securities namely Convertible and Non-Convertible Debentures, Deep Discount Bonds, Secured 

Premium Notes, Convertible Preference Shares – Option Financing, Warrants, Convertibles and 

Exchangeable Commercial Paper. 

Recommended Text books 

1.Rajni Sofat & Preeti Hiro, Strategic Financial Management, Phi, Delhi, 2011 

2 .Weaver & Weston, Strategic Corporate Finance, Cengage Learning, Delhi, 2001 

3.Chandra, Prasanna, Financial Management, Tata McGraw Hill, Delhi. 2007 

4.Financial Markets and Institutions, S Gurusamy, Thomson 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



STRATEGIC FINANCIAL MANAGEMENT 

UNIT-I 

Introduction 

Today most business enterprises engage in strategic planning, although the degrees of 

sophistication and formality vary considerably. Conceptually, strategic planning is deceptively 

simple. Analyze the current and expected future situation, determine the direction of the firm, 

and develop means for achieving the mission. In reality, this is an extremely complex process 

which demands a systematic approach for identifying and analyzing factors external to the 

organization and matching them with the firm‘s capabilities.  

Planning is done in an environment of uncertainty. No one can be sure what the external 

as well as the internal environment will be even next week, much less several years from now: 

Therefore, people make assumptions or forecasts about the anticipated environment. Some of the 

forecasts become assumptions for other plans. Strategies and policies are closely related. Both 

give direction, both are the frame work for plans, both are the basis of operational plans, and 

both affect all areas of managing. 

Strategy and Policy 

Meaning of Strategy 

 The term ―strategy‖ (which is derived from the Greek word strategies, meaning 

“general” )has been used in different ways. Authors differ in at least one major aspect about 

strategies. Some writers focus on both the end points (purpose, mission, goals, objectives) and 

the means of achieving them (policies and plans).  Strategy is the determination of basic long-

term goals and objectives of an enterprise, and the adoption of course of action and the allocation 

of resources necessary for carrying out these goals. 

Features of Strategy 

 Strategy is the action of relating the organization with its environment, 

particularly the external environment, management and treats an organization 

as part of a society consequently affected by it. 

 Strategy is the right combination of factors both external and internal. 



 Strategy is a relative combination of actions. The combination is to meet a 

particular condition, to solve certain problems, or to attain a desirable 

objective. 

 Strategy may involve even contradictory action. Since strategic action 

depends on environmental variables, a manager may take an action today and 

may revise or reverse his steps tomorrow depending on the situation. 

 Strategy is forward looking. It has to do orientation towards the future, 

Strategic action is required in a new situation. 

Role of Strategies and Policies 

1.Framework for planning. 

 Strategies and policies provide the framework for plans by channeling operating 

decisions and often predeciding them. If strategies and policies are deployment of organizational 

resources in those areas where they find better use. Strategies define the business area both in 

terms of customers and geographical areas served. Better the definition of these areas, better will 

be the deployment of resources.  

2. Clarity in Direction of Activities.  

Strategies and policies focus on direction of activities by specifying what activities are 

true to be undertaken for achieving organizational objectives. They make the organizational 

objectives more clear and specific.  

Meaning of Policy 

Policies are general statements or understandings which guide managers thinking in 

decision making to members of an organization in respect to any course of action. 

Features of Policy 

 A policy provides guidelines to the members of the organization for deciding a course of 

action and, thus, restricts their freedom of action. 

 A decision is to be made and assures that to decision will be consistent with and 

contributive to objectives. 

 Policies are generally expressed in qualitative, conditional, or general way. 

 Policy formulation is a function of all managers in the organization because some form of 

guidelines for future course of action is required at every level. 

 



Characteristics of a Sound Policy 

1.Relationship to Organisational Objectives.  

A policy is formulated in the context of organizational objectives. Therefore, it tries to 

contribute towards the achievement of these objectives . Therefore, in formulation of a policy, 

those functions or activities which do not contribute to the achievement of objectives should be 

eliminated. 

2. Planned formulation.  

A policy must be the result of careful and planned formulation process rather than the 

result of opportunistic decisions made on the spur of the movement. 

3. Fair Amount of Clarity. 

 As far as possible, policy should be clear and must not leave any scope for ambiguity. If 

there is a problem of misinterpretation, the organization should provide the method for 

overcoming the ambiguity. Further, policy provides some discretion for managerial decisions but 

it should minimize the number of cases were decisions are based on personal judgement. 

4. Consistency .  

The policy should provide consistency in the operation of organizational functions. Often 

the organization formulates various functional areas and each function is related to other 

functions of the organization. If the policy in one area is inconsistent with another area, there 

may be conflict resulting into inefficiency. 

5. Balanced. 

 A sound policy maintains balance between stability and flexibility. On the one hand, a 

policy is a long-term proposition and it must provide stability so that members are well aware 

about what they are required to do in certain matters. On the other hand, the policy should not be 

so inflexible that it cannot be changed when the need arises. 

6. Written.  

A policy may be in the form a statement or it may interpreted by the behaviour of the 

people at the top level. However, clearly-specified policy works better than the one which has to 

be interpreted by the organization members. When the policy is in writing, it becomes more 

specific and clear. 

7. Communication. 



 It is not just sufficient to formulate policies. Unless they are communicated property to 

the persons concerned, no meaningful purpose will be served. 

Strategic Planning Process 

1. Inputs  

The various organizational inputs are the goal inputs of the claimants. 

2. Enterprise Profile  

 The enterprise profile is usually the starting point for determining where the company is 

and where it should go. Thus, top managers determine the basic purpose of the enterprises and 

clarify the firm‘s geographic orientation, such as whether it should operate in selected regions, in 

all states in the United States, or even in different countries .  

3. Orientation of Top Managers 

 The enterprise profile is shaped by people, especially top managers, and their orientation 

is important for formulating the strategy. They set the organizational climate, and they determine 

the direction of the firm. Consequently, there values, their preferences, and their attitudes toward 

risks have to be carefully examined because they have an impact on the strategy.  

4. Purpose and Objectives  

  The purpose and the major objectives are the end points towards which the activities of 

the enterprise are directed.  

5. External Environment  

  The present and future external environment must be assessed in terms of threats and 

opportunities. The evaluation focuses on economic, social, political, legal, demographic, and 

geographic factors. In addition, the environment is scanned for technological developments, for 

products and services on the market, and for other factors necessary in determining the 

competitive situation of the enterprises.  

6. Internal Environment  

    Similarly the firms internal environment should be audited and evaluated in respect to 

its weaknesses and strengths in research and development, production, operations, procurement, 

marketing, and products and services. Other internal factors important for formulating a strategy 

include that the assessment of human resources , financial resources, and other factors such as 

the company image, the organization structure and climate, the planning and control system, and 

relations with customers.  



7. Alternative Strategies 

Strategies alternatives are developed on the basis of an analysis of the external and 

internal environment.  

8. Evaluation and Choice of Strategies  

The various strategies have to be carefully evaluated before the choice is made. Strategic 

choices must be considered in light of the risks involved in a particular decision. Some profitable 

opportunities may not be pursued because a failure in a risky venture could result in bankruptcy 

of the firm. Another critical element in choosing a strategy is timing. Even the best product may 

fail if it is introduced to the market at an inappropriate time. 

9. Medium – and Short-Range Planning, Implementation, and Control 

Although not a part of the strategic planning process and short-range planning as well as 

the implementation of the plans must be considered during all phases of the process. Control 

must also be provided for monitoring performance against plans. The importance of feedback is 

shown by the loops in the model.  

10. Consistency and contingency  

The last key aspect of the strategic planning process is testing for consistency the 

preparing for contingency plans. 

Major Types of Strategy and Policy 

1. Growth------To develop the business. 

2. Finance--- A clear strategy for financing its operations. 

3. Organization--- Types of organizational pattern an enterprise will use. 

4. Personnel---Human resource & relationships. 

5. Public relations 

They must also be designed in the light of the company’s type of business, 

its closeness to the public and regulation by government agencies. 

6. Products or services--- To measure profit, company serves its customer. 

7. Marketing 

Marketing strategies are designed to guide mangers in getting products or 

services to customers and in encouraging customers to buy. 



STRATEGIC FINANCIAL MANAGEMENT 

Meaning 

It is intends to facilitate optimal result in financial implications of strategic decisions as 

well as the strategic repercussions of decisions on financial status of the enterprise over a period 

of time.  

Define 

G.P.Jakhotiya “SFM refers to both the financial implications and aspects of various 

business strategies and the strategic management of finance. The author further opines that 

finance is required to be managed strategically in order to accelerate wealth successfully, a 

strategic mix of specifically three performance factors, namely people, capital and technology 

should be efficiently managed over a period of time.” 

Characteristics 

 It relates to long-term management of funds. 

 It focuses on profitability & wealth maximization  

 It is result oriented convergence of resources, especially financial & economic 

resources. 

 It promotes growth, profitability &sustainability of the organization  

 It applies contemporary & traditional financial evaluation. 

 It incorporates an innovative, creative, multi-dimensional & lateral thinking 

oriented approach.  

 It is structured as well as flexible in nature. 

 It is consider costs on a strategic basis. 

 It is an amalgamation of analytical financial techniques along with qualitative & 

quantitative judgments. 

Scope 

1. Strategic investment management decisions 



        It related to the long-term benefits derived out of the capital invested today 

& it feasibility with the organizational goods is ascertained. 

2. Strategic financial management decisions 

         It is taking into account the amount of funds required in the long run. 

3. Strategic liquidity management decisions 

         As a firm has to maintain cash reserves. 

4. Strategic value creation of the firm 

         It enhances the market status of the firm. 

5. Strategic profitability management 

         To obtain profits in future. 

 Importance 

 Proactive planning forecasting funding needs. 

Financial assessment and evaluation of financial status of the organization. 

  Optimal utilization of resource 

Better financial control and reduce wastage. 

  Strategic investment plans 

It generates excepted value of the firm that is more than amount invested in the 

project. 

  Liquidity maintenance 

It adequate funds, cash reserves ascertained advance and generation of required 

resources. 

  Stakeholder interest 

Strategic financial management to give due regard stakeholder’s return on their 

qualitative or monetary investment. 

  Value of the firm 

It optimally balances capital structure, service of business environment to 

changes. 

  Perspective beyond working capital requirements 

It creates to short term fund needs. 

  Encourages consistency in profitability 



It provides corrective analysis and solutions and identifies problems that 

adversely affect profitability. 

  Incorporates impact of economic and business environment 

It asses environment changes and makes provisions well in advance to deal with 

unpredictable business environment. 

  Promotes clarity on system, requirements and goals 

It develops commitment, efficiency and effectiveness in the organization. 

STRATEGIC PLANNING 

Meaning 

  It is relates to planning in advance for a long period of time. It involves 

forecasting the possibilities that can emerge in the future. It evaluate both positive and 

challenging factors that can possibly exist in the environment in the future. 

  It relate to making assessment of future happening and making provisions before 

they happen. 

Define 

  Strategic planning refers to planning the future course of action consistent with 

the business environmental changes. It is a continuous process that involves, forecasting, 

intention, aspiration and predicting possible opportunities, challenges, threats, change etc… and 

accordingly developing the internal capabilities with the organization. 

Characteristics 

 Impact in daily routine. 

 Forward and backward thinking process. 

 Counters repetitive patterns of mistakes. 

 Clear and simple. 

 Planning is complete only when it property implemented. 

 Designate a core planning team. 

 



STRATEGIC PLANNING OR STRATEGIC INTENT 

  Strategic intent is a process which aligns any company’s plans and provides a 

direction to achieve its gives in the future. 

  “Strategic intent envisions a desired leadership position which is more than an 

unfettered ambition involving an active management process”. 

Components of strategic planning 

 

I. VISION 

      It is simply describes a wishful long term desire of the company without mentioning 

the steps or plan to be used in order to attain the set target. 

Characteristics 

 It is vague in nature and not articulated in precise terms. 

 It is clear &crisp in communication. 

 It should not exceed one sentence. 

 It usually travels from top management. 

 It is image created by CEO. 

  Merits 

 It can inspire the welfare to achieve the ambition. 

 A direction is ascertained efforts are channeled towards the purpose. 

 It is practical & logical. 

 It is creativity &innovation in the organization. 

 It is the adoption of long-term strategic thinking in an organization. 

 It provides a road map that provides guidelines to develop business. 

 Strategic plan are to be executed. 

VISION MISSION GOALS OBJECTIVES



Constraints 

1) Dull statement 

            It may send a wrong signal to the employees or customer and their 

perception about the company. 

2) Unrealistic expectations 

            The level of expectation of customers or stakeholders may rise 

beyond the realistic level and may cause undue disappointment later. 

3) Non-specific 

             If the vision statement of the organization is too generic. It is 

possible for the company to be perceived as just another business group 

with similar aspiration as all others in the market. 

II. MISSION 

     Mission statement declares the main priority and principles of the business firm. It is 

an essential purpose of the organization concerning particularly why it is in existence, 

nature of business it is and the customers it seeks to serve. 

Characteristics 

 Explanation of social course of action  

    It relates to organizational ultimate responsibility of taking into consideration 

not only the interest of stakeholder’s or customers but also extending 

accountability to the public, event, social issues. 

 Distinctive  

     It is providing an organization with a platform develop confidence. 

 Clear &motivating  

      Mission statement should be so clear and inspiring that the route that it is 

going to take based on vision should be comprehensible by people. 

 Realistic 

It should enable the organization to fulfill its laid down objectives through 

concrete and focused action. 

 Make the clear strategy that followed  



Formulating a mission statement 

 Organizational purpose setting up the business  

 Enumerate the basic core strategy that the company  

 Highlight the company’s commitment towards stakeholders  

 details of the company's core values, beliefs & business ethics  

 mentions the code of conduct 

 it focuses on the overall attitude of the company 

Advantages 

 It narrates the purpose of existence of the organization. 

 It organization towards a pre-decided vision. 

 It stimulates & inspires the workforce to achieve the dream. 

Constraints 

 Mission statement according to the market dynamics keeping in mind only profit. 

 It should not be restrictive. 

 It is not always true that mission statement.  

III. GOALS 

 To achieve targets in the future. Goals need to be identified and established. Goals can be 

financial or non- financial form. They concreted which enhance the motivation of the 
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organization team prepare themselves in specific aspects. It can be used to measure the 

performance in the context of specific time span. 

Characteristics 

1. Specific 

2. Measurable 

3. Attainable 

Organization forwards disappointment in cam of failure to reach the set level. 

4. Realistic 

Practical approach towards established aims. 

5. Transferable 

Changing business environment, the goals can be modified or reviewed. 

6. Time oriented 

It has to be time – specific as it is possible to have finalized some goals. 

Functions 

1. It provides a basis for the objectives. 

2. It helps to change the strategy if that is not working effectively. 

3. Productivity as they give a short-term target in a clear manner. 

4. Performance standards are also defined the goals are reviewed and feedback. 

Advantages 

1. Purpose and direction. 

2. Clarity of purpose and build accountability. 

3. Goals when achieved are satisfying.  

4. Performance and efficiency by facilitating a clear line of functions. 

5. Goals inspire and boost self-esteem of the workforce. 

Constraints 

1. Undue pressure and stress may be created if the desired goals are not achieved as 

expected. 



2. If not properly defined may lead to confusion and conflicts. 

IV. OBJECTIVES 

 It helps the organization to utilize its talents and knowledge to its maximum capability a 

firm may have various objectives, financial objective, marketing objectives and short – term 

objectives. 

Characteristics 

 It predetermined and communicated to the department. 

 Clear direction is provided for the resource. 

 It is achievable. 

 It is provide accountability and measurability of the progress of the organization. 

 It standardization of tasks and activities. 

Advantages 

 It provides concrete steps to achieve the ultimate aim of the country. 

 It clarity and achieve targets. 

 It integrated plans, procedures and system. 

 It check and measurability of tasks. 

 Reduce the conflict of resource and workforce. 

Constraints 

 If the strategy or managers are not able to define the objectives property. 

 Communicating objectives may lead to wastage of resources. 

 Interdependence is created, if one aspect goes wrong aspects. 

 

 

 

 



Process of strategic planning 

 

Benefits of strategic planning 

 Development and articulation of the views. 

 Standardization and innovation in the dimensions. 

 Clarity of vision. 

 It results into a more tolerant; enhance and dynamic organization.   

 Opportunities in external environment that is globalization, expansions etc., 

 Competitive position to be identified. 

 Cross-functional approaches integrate the systems for implementation. 

 Flow of vision and its orientation to all levels and departments in an organization. 

 Reduce wastage are encouraged. 

 Utilizations of resource. 

Pitfalls and common mistakes while planning strategically 

 Inability to define vision. 

 Lack of integration of various levels. 

Visualizing ideal 
future.

Identifying critical 
success factor.

Analyzing the 
present status of 

the company both 
internal and 

external.

Identifying core 
competencies and 

opportunities 
available in the 
environment.

Focusing on core-
area and devising 

strategy.

Designing of long 
range plan.

Implementing 
plans.

Reviewing and 
redesigning and 

updating.

Achieving desired 
outcomes.



 Complicating simple things. 

 Not incorporating strategic plan day to day operations.   

 Underestimating human capital potential and support. 

 Failure in proper implementation. 

 Not understanding the necessity of measuring performances on plan standards. 

 Reasoning and lateral thinking. 

 Mission statements incomprehensible. 

 Inability to judge the type of a problem. 

Constraints to Strategic Planning 

 Lack of commitment to planning at top management level. 

 Planning may be to restrictive. 

 Inadequate time span to implement plans. 

 Inadequate resources allocation. 

 If planning is comparatively more focused on short-term rather than long-term. 

 Resistance towards change, vision, innovations, creativity and proactive approach. 

 Understanding strategic thinking 

 Lack of priority and budget. 

 Lack of vision and expert. 

 Low quality of information on external environment. 

 Low quality of information on internal environment. 

 Looking down on the company values. 

FINANCIAL PLAN 

Meaning 

  It is a process of analyzing the financing and investment choices, projecting the 

future consequences of present decisions, deciding which alternatives to undertake and 

measuring subsequent performances against the goals set in the financial plan. 

 

 



Define 

  Financial plan may be defined as the plan to estimate the amount of funds 

required, proportion of debt equity and policies for administration of financial plan. It is 

concerned with estimating the amount of capital required, determination of finance mix 

formulation of policies for effective administration of financial plan. 

  “Financial planning pertains only to the function of finance and includes the 

determination of the firm’s financial objectives, formulating and promulgating financial 

procedures”. 

             -Walker & Boughn 

Objectives/Importances 

1.  Determine financial objectives 

              It ensures availability of sufficient funds to invest in feasible project by achieving 

the company goals. 

2. Forecasting the resource of funds 

Requirements of funds will be management by internal & external sources. 

3. Balance in risks and costs 

              Raising the required funds is to maintain a balance between risk and costs to 

protect the interest of investors. 

4. Sound financial structure 

It should not be made complicated by issuing a variety of securities. 

5. Flexibility 

It is flexible so as to adjust the plan as per changing business environment. 

6. Liquidity 

It means the ability of a firm to meet its short-term obligations. 

7. Proper utilization of funds 

8. Minimum cost 

It is to raise the funds at minimum cost. 

 



Characteristies/ Priniciples 

1. Simple and easy to understand. 

2. Future guide ------Future reference. 

3. Flexibility ----Changing requirements of funds. 

4. Liquidity 

5. Cost of funds---The funds raised at minimum cost. 

6. Ploughing back of profits. 

Profits are not distributed to shareholder. 

It is a business to meet future contingencies possible but cannot predict. 

7. Less dependence on outside sources. 

A long term financial plan should aim to reduce dependence on outside 

sources. 

8. Profitability 

It should adjust the securities in such way that profits of the firm are not 

affected at all. The proper balance b/w interest &other liability. 

9. Optimum risk. 

It is proper balance b/w long term &short term funds. So minimize the risk 

and maximize the profit. 

Process of Financial Planning 

 

Flexibility

Formulating procedures

Establish and maintain system of controls

Availability of funds

Determining the requirements of funds

Determining financial objectives



1. Determining financial objectives 

It may be both short term& long term. This plan is best possible utilization of financial 

resources for achieving these objectives. 

2. Determining the requirements of funds 

The financial planning process is to determine the requirements of funds, short term or 

long term. The funds are needed to be inverted on fixed asset as well as learn. 

3. Availability of funds 

             The funds may be generated from two sources internal and external. 

4. Establish and maintain system of controls 

 Control system is required to establish to ensure the proper and effective utilization of 

funds. It confirms that the financial plan & carried out property. 

5. Formulating procedures 

The procedures follow the formulation of policies. If the policy is to raise funds from 

banks & financial institutions. 

6. Flexibility 

Flexibility in policies, objectives & procedures as to adjust according to changing 

economic situations. The changing economic environment may offer new opportunities. 

Factors Affecting Financial Plan 

1. Nature of industry 

The capital intensive or labour intensive .It helps in deciding the amount of capital & 

sources of procurement of funds. 

2. Status of company 



A company which is having good will in the market or public can easily raise the funds 

by issue of equity or debentures as compared to new firms. 

3. Alternative sources of finance 

To evaluate various sources of finance in the cost, risk and return. Funds can be procured 

at minimum cost. 

4. Future plans 

The plans for expansion and diversification in near future will require a flexible financial 

plan. 

5. Magnitude of requirements of funds 

Working capital & fixed capital requirements while formulating a financial plan. Long 

term sources of funds equity & preference share, debentures etc… short-term sources May be 

obtained redeemable preference share. 

6. Capital structure 

It is best combination of debt & equity mix with minimum fixed cost. 

7. Flexibility 

The financial plan should be flexible enough to adjust according to the needs of changing 

circumstance. 

8. Government policy 

It regarding issue of shares and debentures, payment of dividend and interest rate, 

entering into foreign collaborations etc, will influence financial plan. 

9. Dilution of control 

 Management which is interested to retain the control would not like to raise funds by 

issue of equity may be raised by debt sources. 

 



Types of Financial Plan 

1. Long term financial plan or strategic financial plan 

Range from a period of 2 to 10 yrs. Company’s planned financial action & anticipate 

impact over a long run. The proposed outlay of fixed asset, R&D, capital structure and sources of 

financing. 

2. Short term financial plan or operating financial plan 

It includes period of 1 to 2yrs. It includes a sales forecasting and various forms of 

operating & financial data. It starts with the forecast of sales which helps to develop production 

plan. 

 Limitations of Financial Plan 

1. Difficulty in accurate forecasting 

The plans are formulated by taking into account the expected circumstance in future. 

Future is always uncertain. So, future plans would not always be effectives. 

2. Lack of coordination 

The determination of financial needs depends on the HR requirements, production 

policies, marketing strategy & R&D policies. There is no coordination among different functions 

of a firm. 

3. Rigidity 

It means that financial plan cannot be changed at all. Financial plan may be rigid due to 

commitment of funds on large projects. 

4. Rapid technological changes 

Technological changes are unexpected. It is very difficult to adjust financial plan for 

adoption of fact changing technological environment. 

 



FINANCIAL MODELS 

Meaning 

 Financial modeling is a general term which means different things to different users. It 

means the development of a mathematical model often using complex algorithm & associated 

computer implementation to stimulate scenario of financial events such as assets, prices, market 

movements, portfolio returns.It means the development of optimization models for managing 

and controlling the risk of a financial investment.  

Define 

 “Financial modeling is the task of building an abstract representation (a model) of a 

financial decision making situation”. 

Advantages / users 

1. Providing alternative use of financial information  

Models are used as an experience to test and evaluate new and innovative accounting 

approaches. 

2. Helpful for special financial problem 

Financial issues relating to merger and acquisition, wage price controls changes in tax 

laws exchange rates etc. 

3. Logical understanding of financial system  

The financial system in a very logical manner by cause and effect relationship 

4. Increase the breadth of analysis  

It considers alternative strategies or concepts before making a final decision with 

financial models. The budget outlooks can be adjusted more frequently. 

5. Helpful in dealing with complexities and uncertainties  



It can be used effectively in lots of business situations involving complexity and degree 

of uncertainty. 

Limitations 

1. Lack of adequate knowledge  

The firms have started adopting financial models without their adequate knowledge or 

direction. 

2. Computer software  

Technological changes or good number of competing computer software is available in 

market. The users may not be aware of the proper use of models. 

3. Not suitable for every situation 

The models are limited use in many situations. 

4. Fear of failure of existing models in future. 

 It may change due to the advancements in technical knowledge. 

5. Dissimilarity between financial model budget and general ledger. 

The level of details required in general ledger and volume of data in files makes it a 

computer data processing system. Budget data is include in a computer based generally ledger 

system. 

6. Cautious use of statistical models.  

Financial models are basically related with logic of accounting statements some people 

find it difficult to understand the financial models. 

7. Communication and understanding gap. 

 It is a broad gap between the experts thinks modeling should be used and executive resist 

to change. The experts always blame management for being communicating things effectively. 



8. Lack of success of modeling projects. 

Financial modeling is lack of success of early modeling project. These projects did not 

succeed due to complexity of models.  

Tools/Techniques 

1. Spreadsheet 

These are useful in analyzing many financial problems. The power of spreadsheet can be 

judged from its copying features and quick execution of recalculations. 

If the analyst wants to see the effect of a deviation from the original estimate on 

important outcome variables, the quick recalculation features of the spreadsheet makes analysis 

feasible. 

2. Mathematical programming technique 

The optimal solution of some of the problems of management can be found by proper 

application of mathematical programming and integers programming. 

3. Simulation 

Simulation is helpful in the development of models which are more comprehensive in 

nature of financial planners and analysis who use the models. The revision in models must be 

made easily and quickly. 

Applications 

1. Financial planning 

Financial planning activity may vary from one company to another. So, it is difficult to 

decide the applicability of financial modeling in planning activities. A finance models are useful 

in reflecting monthly operating results & budget revisions. 

2.  Special problems 



It is very useful in solving specified problems like portfolio construction, foreign 

exchange rate, income tax planning, merger and acquisition and bank financing. These models 

enables a finance manager’s to judge the level of the specific problem. 

3.  Corporate or management system 

The great use in operating management system. To solve corporate problems, it possesses 

a number of modules relating to production & marketing. 

Process 

1. Feasibility study 

This study is done with the objective to check the viability of the modeling project. This 

helps us to know the worth of model developed and finding out the best way to do it. 

2. Logic of model 

To facilitate the process of development of such model, a senior finance manager or 

accountant of the company with complete knowledge of accounting system & procedures used 

by firm should actively participate in the development of the model. 

3. Programming and debugging 

Programming translates the logic of the model into a language which the computer can 

understand and execute. Debugging is the process of eliminating bugs (errors). 

I. Keying in errors 

It is very common and less easy to locate in batch run processing 

than conversational processing where such mistakes can be located 

and corrected easily. 

II.  Errors in logic 

It is less difficult to locate because the computer run may come to 

an end without such corrected easily. 

4.  Model testing and validation 



Test is carried out to ensure that the model reflects the accounting logic and company 

operations process adequately. 

This process of model very simple where deterministic models based on accounting logic 

are such, 

i. The model is run with historical data to ensure whether it produces 

actual past result with reasonable accuracy. 

ii. It run with varying input data to see whether it responds in 

expected ways. 

iii. Model discussed with experts &managers. 

5.  Documentation and implementation 

It involves keeping a systematic second of whether is done at various stages of model 

development. It includes the modeling project has been undertaken, conduct and findings of 

feasibility study, choice along with their rational made during the model construction stage, the 

flow diagrams that were constructed, the approaches adopted for programming and problems 

encountered during the programming phase and corrective action taken for remain them. The test 

employed for validating the model& operating manuals prepared for guiding the model users. 

6.  Revision of model 

It requires periodic updating and extension to incorporate changes in tax laws, unforeseen 

happenings and new insights into finance. The models may have t be revised & modified so s to 

enhance its utility to the management with a passage time. 

Types of Financial Models 

1. Optimization model 

This model discusses allocation of investment in order to decide what proportion of its 

earnings could be retained for internal investment and what proportion should be distributed to 

shareholders in the form of dividend. The main objective of this models so to choose the smart 

investment programmer and maximize the value of the firm.  

2. Simulation model 



It is one which one or more financial variables like expanses, revenues, investment, cash 

flow, taxes and earnings etc are described. This model is a system of mathematical equations 

logic and data which describes the relationship among financial & operating variables. The 

model is to influence strategic decisions by depicting the implications of alternatives values of 

the financial variables. 

3. Mathematical model 

It provides an insight into real-life problems with the help of mathematical expressions. 

To develop a mathematical model, some features of real system are represented by variables in 

the models. 

4. Computer model 

Those models which are written in a languages which can be understood by computer. 

Two types of high-level languages are there from the point of view of financial modeling. 

a) It is a general purpose languages  

b) It is a specialized languages 

5. Sustainable growth model 

The management of growth needs careful balancing of sales objectives of the firm with 

its operating efficiency and financial resource. The sustainable growth model is an important 

planning model in finance. 

The sustainable growth rate is the maximum annual percentage increase in sales which 

can be achieved based on target operating, debt and dividend payout rations. If the actual growth 

is more than sustainable growth rate, something must give and frequent it is debt ratios. 

The SGR, we begin with a steady state model in which the future is exactly like the past 

relating to balance sheet and performance ratios. 

CORPORATE PLANNING 

 It is a comprehensive planning process which involves continued formulations of 

objectives and the guidance of affairs towards their attainment. It is a systematic of the objectives 



of an organization, determination of appropriate targets and formulation of practical plan by 

which the objectives could be achieved. 

(a) the imposition of a planning discipline on the present operations of the business, and 

(b) a reappraisal of the business and of the corporate planning 

competencies to the most profitable uses. 

Elements 

 1.To manage its operational efficiency 

 2.To ensure that changes in the market situations or the exisiting 

product line. 

 3.Its involves the study of the market conditions for the existing range 

of product to maintain and improve the position of the firm in the face of 

competition. 

 4.To ignore long term changes in the product. 

 

  

 


