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1.1 Introduction to Financial 
Management

■-----------------------------------------------------------------------------rr INTRODUCTION TO FINANCIAL MANAGEMENT:

Financial Management: Meaning- Evolution - Organization of Finance •
UNIT Function- Financial Decisions - Goals of Financial Management - Agency Problem

g - Changing Role of Finance Manager (Theory).
I

Time Value of Money: Meaning - Rationale of Time Preference for Money -
Future Value - Present Value (Including Problems)

X. _ >
J

l. 1.1 Meaning

QI. Define Financial Management.

/

To understand the meaning of Financial 
.Management, one must understand the meaning 
:: both words ‘financial’ and ‘management’ 
separately. ‘Financial’ means procuring sources of 
money supply and allocation of these sources on 
the basis of forecasting monetary requirements of 
me business. The word ‘Management’ refers to 
p anning, organization, co-ordination and control 
:: human activities and physical resources for 
a dnieving the objectives of an enterprise.

Financial management refers to the 
management of finance. It is the effective & efficient
m. izaiion of financial resources. It means creating a 
z alance among financial planning, procurement of 
funds, profit administration & sources of funds. The 
■ uncial management is defined as follows:

According to J.F. Bradley, “Financial 
management is the area of business management 
aevoted to the judicious use of capital & careful 
selection of sources of capital in order to enable a 
spending unit to move in the direction of reaching 
:s goals”.

According to Howard & Upton, “Financial 
management is the application of the planning & 
control functions of the finance functions”.

According to Weston & Brigham, 
Financial.management is an area of financial 

decision making harmonizing individual motives & 
enterprise goals”

1.1.2 Evolution

Q2. Explain the Evolution of Financial 
Management.

Am :

The evolution of finance function/financial 
management consists of two phases:

1. Traditional Phase (Finance upto 1940)

The traditional phase can be summarized as 
follows:

i) Finance function was concerned with 
procuring of funds to finance the 
expansion or diversification activities and 
thus the occurrence of finance function 
was episodic in nature. Finance function 
was not a part of regular managerial 
operations.,

ii) In order to finance business growth, 
there was an emergence of institutional 
financing and institutional banking giving 
rise to finance industry.

iii) Finance function was viewed particularly 
from the point of view of supplier of 
funds, i.e., the lenders, both individuals 
and institutions. The emphasis was to 
consider the interest of the outsiders. The 
internal decision making process and the 
persons involved in the process were of 
lesser importance.

iv) The focus of attention was on the long 
term resources and only the long term 
finance was of any concern. The concept 
of working capital and its management 
was virtually non-existent.
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2.

v) The treatment of different aspects of 
finance was more of a descriptive nature 
rather than analytical. In fact, there were 
no analytical financial decisions making 
as such.

vi) Finance was concerned with procuring 
of fund primarily by issue of securities 
such as equity shares, preference shares 
and debt instruments. So, knowledge of 
the sources of funds: what securities to 
sell, to whom and by what techniques 
to sell, was need.

Transitional Phase (After 1940)

Gradually, the scope of finance function 
widened and day-to-day problems of finance 
were also incorporated. Funds analysis and 
control on a regular basis, rather than on a 
casual basis started. This phase in fact was an 
extension of the traditional phase and 
continued upto early fifties when the scope 
of finance function started expanding in big 
way.

Integrated View of Finance Function 
(After 1950)

The scope of finance function has widened 
further and includes not only the measures 
of procuring funds at episodic events but also 
the optimum utilization through data based

assets. A significant contribution of this 
theory is that the risk of one investor is 
viewed in its totality rather than 
evaluating the risk of one security only. 
This theory at a later stage leads to the 
development of Capital Asset Pricing 
Model which deals with pricing of risky 
assets and the relationship between risk 
and return.

ii) Theory of Leverage and Valuation 
of Firm: Developed by Modigliani and 
Miller, they have shown by introducing I 
analytical approach as to how the 
financial decision making in any firm be 
oriented towards maximization of the 
value of the firm and the maximization 
of the shareholders wealth.

iii) Presentation of Option Valuation 
Model: eveloped by Black and Scholes 
is also regarded as a landmark in the 
area of financial management.

Q3. Explain the Importance of Financial 
Management.

/fed /

Some of the importance of the financial 
management is as follows:

1. Financial Planning and Control
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analytical decision making. The finance 
manager has emerged as a professional 
manager involved with capital funds to be 
raised by the firm, with the allocation of these 
funds to different projects and with the 
measurement of the results of each allocation. 
Today’s finance manager deals with a variety- 
of situations arising in any organizations.

Significant contributions to the development 
of modem theory of financial management 
are:

Finance is a base for all the business activities. 
Business activities should be not only 
harmonized but also planning determination 
and implementation offer analysis of finance. 
All activities revolve around the finance. So 
finance planning and control are important 
function.

2.

i) Theory of Portfolio Management:
Developed by Harry Markowitz which 
deals with portfolio selection with risky 
investments? This theory uses statistical 
concepts to quantify the risk-return 
characteristics of holding a group/ 
portfolio of securities, investments or

Essence of Managerial Decision

Financial management provides a sound base 
to all managerial decisions. Financial; 
management is the focal point in the process 
of decision making. Production, sales, 
employees, research & developmen: 
decisions are based on financial management.

Improve Profitability

Profitability of the concern purely depends; 
on the effectiveness and proper utilization of;

x
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funds by the business concern, Financial 
management helps to improve the 
profitability position of the concern with the 
help of strong financial control devices such 
as budgetary control, ratio analysis and cost 
volume profit analysis.

4. Financial Management is a Scientific & 
Analytical Analysis

In the process of decision making and 
financial analysis modem mathematical 
techniques are used. It requires not only a 
feeling for the situation & an analytical skill, 
but also a through knowledge of the 
techniques and tools of financial analysis & 
the knowledge to apply them & interpret the 
results.

5. Continuous Administration Function

In older times financial management was used 
periodically and its importance was limited 
to the procurement of funds but in modem 
times finance is a continuous administrative 
function. Its relation is with the procurement 
of capital, sources of funds, capital budgeting 
decisions etc.

6. Centralized Nature

All business activities are centrally 
administered & control. All financial decisions 
in business are taken at a central point. 
Functional areas such as marketing & 
production are decentralized in the modem 
industrial concern, but financial co-ordination 
and control are achieved through centralization.

7. Basis of a Managerial Process

Financial management is the basis of whole 
management process, such as planning, co
ordination and control. According to sound 
financial planning all other plans are executed 
& controlled.

8. Measure of Performance

Financial management deals with risk & 
uncertainty factors which are directly hit by 
profitability & risk. Thus, financial 
management is needed for maintaining 
proper balance in risk & uncertainty.

Q4. Explain the Scope of Financial 
Management.

1. Estimating Financial Requirements

The finance department must estimate the 
capital requirements of the firm accurately for 
long term and short term needs. In estimating 
the capital requirements of the business, the 
finance department must take help of the 
budgets of various activities of the business 
e.g. sales budget’ production budget, 
expenses budget etc. prepared by the 
concerned departments. In the initial stage, 
the estimate is done by promoters but in a 
growing concern, it is done by the finance 
department. Unless the financial forecast is 
correct, business is likely to run into difficulties 
due to excess or shortage of funds. Correct 
estimates ensure the availability of funds as 
and when they are needed.

2. Deciding Capital Structure

By capital structure we mean the kind and 
proportion of different securities for raising 
the required funds. Once the total 
requirement of funds is determined, a 
decision regarding the type of securities to 
be issued and the relative proportion 
between them is to be taken. The fina ,ce 
department must determine the proper mix 
of debt and equity. It should also decide the 
ratio between long term and short term debts.

3. Selecting a Source of Finance

A company can raise funds from different 
sources e.g. shareholders, debenture holders, 
banks, financial institutions, public deposits 
etc. Before raising the funds, it has to decide 
the source from which the funds are to be 
raised. The choice of the source of finance 
should be made very carefully by taking a 
number of factors into account such as cost 
of raising funds, conditions attached, charge 
on assets, burden of fixed charges, dilution 
of ownership and control etc.

Rahul Publications
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6.

Selecting a Pattern of Investment

When funds have been procured than a 
decision about investment pattern is to be 
taken. The selection of an investment pattern 
is related to the use of funds. The decision
making techniques such as capital budgeting, 
opportunity cost analysis may be applied in 
making decision about capital budgeting. 
While spending on various assets, the 
principles of safety profitability and liquidity 
should not be ignored.

Proper Cash Management

It is the prime responsibility of the finance 
manager to see that an adequate supply of 
cash is available at proper time for the 
smooth running of the business. Cash is 
needed to purchase raw materials, pay off 
creditors, to pay to workers and to meet the 
day to day expenses of the business. 
Availability of cash is necessary to maintain 
liquidity and credit-worthiness of the business. 
Excess cash must be avoided as it costs 
money. It there is any cash in excess, it should 
be invested in near cash assets such as 
investments etc. which may be converted into 
cash within no time.

Proper Uses of Surpluses

One of the prime function of the finance 
department is to allocate the surplus. After 
paying all taxes, the available surplus of the 
business can be allocated for three purposes:

i) For paying dividend to the shareholders 
as a return on their investment,

ii) For distributing bonus to workmen and 
company’s contribution to other profit 
sharing plans, and

iii) For ploughing back of profits for the 
expansion of business.

Implementing Financial Controls

The financial manager is under an obligation 
to check the financial performance of the 
funds invested in the business. There are a 
number of techniques to evaluate the 
performance viz. Return on Investment 
(ROI), budgetary control, cost control,

internal audit, ratio analysis and break-ever. 
point analysis. The financial manager must 
lay emphasis on financial planning as well.

Q5. What are the Functions of Financial 
Management?

The primary aim of finance function is tc 
arrange as much funds for the business as are 
required from time to time. This aim has th-: 
following functions :

1.

3.

4.

Estimation of capital requirements

A finance manager has to make estimation 
with regards to capital requirements of the! 
company. This will depend upon expected! 
costs and profits and future programmes andl 
policies of a concern. Estimations have to be I 
made in an adequate manner whichl 
increases earning capacity of enterprise.

Determination of capital composition

Once the estimation have been made, the I 
capital structure have to be decided. The t 
involves short- term and long- term deb 
equity analysis. This will depend upon the I 
proportion of equity capital a company si 
possessing and additional funds which have | 
to be raised from outside parties.

Choice of sources of funds

For additional funds to be procured, 
company has many choices like:

Issue of shares and debenturesa.

b.

c.

Loans to be taken from banks a 
financial institutions

Public deposits to be drawn like in f< 
of bonds.

Choice of factor will depend on relative merit 
and demerits of each source and period : 
financing.

Investment of funds

The finance manager has to decide to allocs 
funds into profitable ventures so that therm
safety on investment and regular returns 
possible.
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5. Disposal of surplus

The net profits decision have to be made by 
the finance manager. This can be done in two 
ways:

i) Dividend declaration: It includes 
identifying the rate of dividends and 
other benefits like bonus.

ii) Retained profits :The volume has to 
be decided which will depend upon 
expansional, innovational, diversification 
plans of the company.

6. Management of cash

Finance manager has to make decisions with 
regards to cash management. Cash is 
required for many purposes like payment of 
wages and salaries, payment of electricity and 
water bills, payment to creditors, meeting 
current liabilities, maintenance of enough 
stock, purchase of raw materials, etc.

7. Financial controls

The finance manager has not only to plan, 
procure and utilize the funds but he also has 
to exercise control over finances. This can be 
done through many techniques like ratio 
analysis, financial forecasting, cost and profit 
control, etc.

^J^2^RGAmZAnON^ORFlNANCEFUNCTION^J 

Q6. What do you understand by 
Organization of Finance Function ?

The vital importance of the financial decisions 
■ □ a firm makes it imperative to set up a sound and 
efficient organisation for the finance functions. The 
-.zimate responsibility of carrying out the finance 
functions lies with the top management. Thus, a 
zepartment to organise financial activities may be 
z-eated under the direct control of the board of 
z.rectors. The board may constitute a finance 
zzmmittee. The executive heading the finance 
zepartment is the firm’s chief finance officer 
ZFO), and he or she may be known by different 

z zsignations.

The finance committee or CFO will decide 
the major financial policy matters, while the routine 
activities would be delegated to lower levels. For 
example, at BHEL a director of finance at the 
corporate office heads the finance function. He is a 
member of the board of directors and reports to 
the chairman and managing director (CMD). An 
executive director of finance (EDF) and a general 
manager of finance (GMF) assist the director of 
finance. EDF looks after funding, budgets and cost, 
books of accounts, financial services and cash 
management. GMF is responsible for internal audit 
and taxation.

The reason for placing the finance functions 
in the hands to top management may be attributed 
to the following factors:

First, financial decisions are crucial for the 
survival of the firm. The growth and development 
of the firm is directly influenced by the financial 
policies.

Second, the financial actions determine 
solvency of the firm. At no cost can a firm afford to 
threaten its solvency. Because solvency is affected 
by the flow of funds, which is a result of the various 
financial activities, top management being in a 
position to coordinate these activities retains finance 
functions in its control.

Third, centralisation of the finance functions 
can result in a number of economies to the firm. 
For example, the firm can save in terms of interest 
on borrowed funds, can purchase fixed assets 
economically or issue shares or debentures 
efficiently.

Status and Duties of Finance Executives

The exact organisation structure for financial 
management will differ across firms. It will depend 
on factors such as the size of the firm, nature of the 
business, financing operations, capabilities of the 
firm’s financial officers and most importantly, on the 
financial philosophy of the firm. The designation of 
the chief financial officer (CFO) would also differ 
within firms. In some firms, the financial officer may 
be known as the financial manager, while in others 
as the vice-president of finance or the director of 
finance or the financial controller. Two more officers 
- treasurer and controller - may be appointed under
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the direct supervision of CFO to assist him or her. In larger companies, with modern management, there 
may be vice-president or director of finance, usually with both controller and treasurer reporting to him.

Figure illustrates the financial organisation of a large (hypothetical) business firm. It is a. simple 
organisation chart, and as stated earlier, the exact organisation for a firm will depend on its circumstances 
Figure (a) reveals that the finance function is one of the major functional areas, and the financial manage: 
or director is under the control of the board of directors. Figure (b) shows the organisation for the finance 
function of a large, multi-divisional Indian company.

CFO 
- *e  or she 
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manage 
the forr 

for the firn

Fig. (a): Organisation for Finance Function
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Fig. (b): Organisation forfinance function in a multi-divisional company
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CFO has both line and staff responsibilities. 
He or she is directly concerned with the financial 
planning and control. He or she is a member of the 
:op management, and he or she is closely associated 
.■.ith the formulation of policies and making decisions 
for the firm. The treasurer and controller, if a 
rompany has these executives, would operate under 
JFO’s supervision. He or she must guide them and 
ethers in the effective working of the finance 
department.

The main function of the treasurer is to 
manage the firm’s funds. His or her major duties
- elude forecasting the financial needs, administering 

—e flow of cash, managing credit, floating securities, 
maintaining relations with financial institution and 
protecting funds and securities. On the other hand, 
me functions of the controller rela e to the
- enagement and control of assets. His or her duties 
nclude providing information to formulate 

accounting and costing policies, preparation. of
“.ancial reports, direction of internal auditing, 

mdgeting, inventory control, taxes etc. It may be 
rated that the controller’s functions concentrate the 
asset side of the balance sheet, while treasurer’s 
--actions relate to the liability side.

07. What are the Functions of Finance 
Manager ?

•2*4-  :

The changed business environment in the 
-ecent pas has widened the role of a financial 
manager. The increasing pace of industrialisation, 
me of larger-scale units, innovation in information 
processing techniques, intense competition etc. 
-.ave increased the need for financial planning and 
mntrol. The size and extent of business activities 
are dependent upon the availability of finances.. 
Financial reporting may be used as a technique: of 
mntrol.

In the present business context, a financial 
manager is expected to perform the following 
Functions..

Financial Forecasting and Planning

A financial manager has to estimate the 
financial needs of a business. How much 
money will be required for acquiring various 
assets ? The amount will be needed for 

purchasing fixed assets and meeting working 
capital needs. He has to plan the funds 
needed in the future. How these funds will 
be acquired and applied is an important 
function of a finance manager.

2. Acquisition of Funds

After making financial planning, the next step 
will be to acquire funds. There are a number 
of sources available for supplying funds. 
These sources may be shares, debentures, 
financial institutions, commercial banks, etc. 
The selection of an appropriate source is a 
delicate task. The choice of a wrong source 
for funds may create difficulties at a later stage. 
The pros and cons of various sources should 
be analyzed before making a final decision.

3. Investment of Funds

The funds should be used in the best possible 
way. The cost of acquiring them and the 
returns should be compared. The channels 
which generate higher returns should be 
preferred. The technique of capital budgeting 
may be helpful in selecting a project. The 
objective of maximising profits will be 
achieved only when funds are efficiently used 
and they do not remain idle at any time. A 
financial manager has to keep in mind the 
principles of safety, liquidity and soundness 
while investing funds.

4. Helping in Valuation Decisions. A 
number of mergers and consolidations take 
place in the present competitive industrial 
world. A finance manager is supposed to asst, 
management in making valuation etc. For this 
purpose, he should understand various 
methods of valuing shares and others assets 
so that correct values are arrived at.

5. Maintain Proper Liquidity

Every concern is required to maintain some 
liquidity for meeting day-to-day needs. Cash 
is the best source for maintain liquidity. It is 
required to purchase raw materials pay 
workers, meet other expenses, etc. A finance 
manager is required to determine the needs 
for liquid assets and then arrange liquid assets 
in such a way that there is no scarcity of funds.
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1.3 Financial Decisions

Q8. Explain various approaches in Financial 
Decisions.

1. Traditional Approach

Traditional Approach The scope of finance 
function was treated, in the narrow sense of 
procurement or arrangement of funds. The finance 
manager was treated as just provider of funds, when 
organisation was in need of them.

The utilisation or administering resources was 
considered outside the purview of the finance 
function. It was felt that the finance manager had 
no role to play in decision making for its utilisation. 
Others used to take decisions regarding its 
application in the organisation, without the 
involvement of finance personnel, Finance manager 
had been treated, in fact, as an outsider with a very- 
specific and limited function, supplier of funds, to 
perform when the need .of funds was felt by the 
organisation.

As per this approach, the following aspects 
only were included in the scope of financial 
management :

i) Estimation of requirements of finance,

ii) Arrangement of funds from financial 
institutions,

iii) Arrangement of funds through financial 
instruments such as shares, debentures, 
bonds and loans, and

■iv) Looking after the accounting and legal work 
connected with the raising of funds.

Limitations of Traditional Approach

The traditional approach was evolved during 
the 1920s and 1930s period and continued till 1950. 
The approach had been discarded due to the 
following limitations :
i) No Involvement in Application of Funds

The finance manager had not been involved 
in decision-making in allocation of funds. He 

■ had been treated as an outsider. He had been 
ignored in internal decision making process 
and considered as an outsider.

ii) No Involvement in day to day
Management

The focus was on providing long-term funds 
from a combination of sources. This process 
was more of one time happening. The finance 
manager was not involved in day to day 
administration of working capita, 
management. Smooth functioning depends 
on working capital management, where the 
finance manager was not involved and 
allowed to play any role. •

iii) Not Associated in Decision-Making 
Allocation of Funds

The is^ue of allocation of funds was kept 
outside his functioning. He had not been 
involved in decision- making for its judicious 
utilisation. Raising finance was an infrequent 
event.

Its natural implication was that the issues; 
involved in working capital management were 
not in the purview-of the finance function. In 
a nutshell, during the traditional phase, tha 
finance manager was called upon, in! 
particular, when his speciality was required 
to locate new sources of funds and as and 
when the requirement of funds was felt.

2. Modern Approach
Modern Approach'Since 1950s, the approach! 

and utility of financial management has started 
changing in a revolutionary manner. Financial 
management is considered as vital and an integral 
part of overall management. The emphasis ofl 
Financial Management has been shifted from raising! 
of funds to the effective and judicious utilisation cl 
funds. ■ '

The modern "approach is analytical way cf| 
looking into the financial problems of the firm! 
Advice of finance manager is required at every] 
moment, whenever any decision with involvement 
of funds is taken. Hardly, there is an activity that 
does not involve funds. In the words of Solomon 
‘The central issue of financial policy is the use of 
funds. It is helpful in achieving the broad financial 
goals which an enterprise sets for itself”.

Nowadays, the finance manger is required to 
look into the financial implications of every decision
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to be taken by the firm. His Involvement of finance 
manager has been before taking the decision, during 
its review and, finally, when the final outcome is 
judged. In other words, his association has been 
continuous in every decision-making process from 
the inception till its end.

The decisions related to finance of a business 
firm are considered aS financial decisions. In order 
to maximize the shareholder’s wealth, a firm makes 
various financial decisions such as acquisition of 
assets, structure of capitalization, distribution of 
firm’s income, etc. These decisions' can be 
categorized into three groups. They are,

i) Investment Decisions

Investment decisions are the most significant 
of all financial decisions taken by the financial 
manager. Investment decisions are those 
decisions which involves specification of total 
assetsto be kept in the firm, structure of these 
assets and perspective of business risk which 
is observed by its investors. To achieve the 
goal of wealth maximization, funds must be 
effectively utilized as they are for limited 
quantity and involves cost. These investment 
decisions can be again classified into two 
groups.

a) Long-term investment decisions and

b) Short-term investment decisions.

Long term investment decisions are 
related to capital budgeting, whereas short
term decisions are related to working capital 
management.

Capital budgeting is a procedure in 
which decision related to capital expenditure 
takes place. It involves those expenses which 
Can yield benefits after a long period of time.’ 
Investment decisions are crucial in 
organization as they play, an important role 
in developing-new business units and also for 
expanding present units, research and 
development costs involved in project and 
reallocation of funds.

Short term investment decisions are 
those decisions which involve distribution of 
funds among cash, receivables and inventory. 
A good working-capital management policy

must make sure that decisions taken have 
high profitability, appropriate liquidity and 
a good structure of the organization.

ii) Financing Decisions

After making investment decision, firms need 
to take financial decisions to finance new 
assets as well as preparing the best overall 
mix of financing. In this decision, financial 
manager must choose suitable sources of 
funds which develops an optimum capital 
structure and the proportion of different 
sources must also be identified. Financial 
manager must maintain a balance between 
debt -equity ratio so that it helps in increasing 
the profitability of the firm.

Factors Influencing Financial Decisions

There are a number of (both external as well 
as internal) factors that influence the. financial 
decisions. A list of the important external as well 
as internal factors influencing the decisions is given 
below :

> State of economy

> Structure of capital and money markets.

> Requirements of investors

> Government policy

> Taxation policy

Lending policy of financial institutions. 
Internal Factors :

> Nature and size of business

> Expected return, cost and risk

> Composition of assets

> Structure of ownership

> Trend of earnings

> Age of the firm

> Liquidity position

> Working capital'requirements

> Conditions of debt agreements

iii) Dividend Decisions

Dividend decision is the last decision that is to 
be taken by financial manager with regard to

-----------------—
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finance. In this decision, financial manager 
must decide the amount of dividend that is t
to be distributed to shareholders as their 
reward for investing in share capital. Dividend 
is the portion of profit which is distributed 
among shareholders.

Dividend decision can be any of these, 
distributing ail profits as dividend, keeping all 
profits in business only or a part of profits are 
kept in business and rest amount is distributed 
to shareholders. While making dividend 
decision, firm must always consider stock 
dividend, cash dividend and stability in 
dividend.

3. Liquidity Decision

Liquidity decision is concerned with the 
management of current assets. Basically, this is 

' Working Capital Management; Working Capital 
Management is concerned with the management 
of current assets. It is concerned with short-term 
survival. Short term-survival is a prerequisite for 
long-term survival.

When more funds are tied up in current 
. assets, the firm would enjoy greater liquidity. In 
. consequence, the firm would not experience any 

difficulty in making payment of debts, as and when 
they fall due. With excess liquidity, there would be 
no default in payments. So, there would be no threat 
of insolvency for failure of payments. However, 
funds have economic cost. Idle current assets do 
not earn anything. Higher liquidity is at the cost of 
profitability. Profitability would suffer with more idle 
funds. Investment in current assets affects the 
profitability, liquidity and risk. A proper balance must 
be maintained between liquidity and profitability- 
of the firm. This is the key area where finance 
manager has to play significant role. The strategy is 
in ensuring a trade-off between liquidity and 
profitability. This is, indeed, a balancing act and 

. continuous process. It is a continuous process as 
*the conditions and requirements of business change, 
time to time. In accordance with the requirements 
of the firm, the liquidity has to vary and in 

, consequence, the profitability changes. This is the 
_ major dimension of liquidity decision-working capital 
^management. Working capital management is day 
jto day problem to the finance manager. His skills of 
Lfinancial management are put to test, daily.

1.4 Goals of Financial Management

Q9. What are the Goals of Financial 
Management?

Goals: Financial goals Can be expressed as 
part of an overall financial plan that might include 
profit targets, projected borrowing requirements, 
covering operating expenses, and developing a debt 
payback schedule.

Mission: The mission - a similar concept is 
the vision of the firm encapsulates the firm’s overall 
values and general aspirations.

Objectives: These set out precisely the 
quantitative or qualitative goals through which the 
firm’s mission is to be achieved.

Thus, the goals, mission and the objectives of 
the firm’s are interrelated with each other in respect 
of finance functions. Below are the detail 
descriptions of the firm’s objectives

The main objective of a business is to maximize 
the owner’s economic welfare. There are two main 
objectives of financial management:

1. Profit Maximization
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Profit maximization is the traditional and 
approach, which aims at maximizing the 

of the concern. It is also called as cashing per 
sr ire maximization.

Arguments in Favour of Profit Maximization

The following arguments are advanced in 
o : of profit maximization as the objective of 
bcsness:

Profit is the Test of Economic Efficiency

It is a measuring rod by which the economic 
performance of the company can be judged.

Efficient Allocation of Fund

Profit leads to efficient allocation of resources 
as resources tend to be directed to uses which 
in terms of profitability are the most desirable.

3 Social Welfare

It ensures maximum social welfare, i.e., 
maximum dividend to shareholders, timely 
payments to creditors, more and more wages 
and other benefits to employees, better 
quality at cheaper rate to consumers, more 
employment to society, and maximization of 
capital to the owners.

4 Internal Resources for Expansion

Retained profits can be used for expansion 
and modernization. Thus, lot of botheration 
of borrowings can be avoided.

5 Reduction in Risk and Uncertainty

Once huge profits are availed the company 
develops the risk bearing capacity. The gross 
present value of a course of action is found 
out by discounting or capital sating its benefits 
at a rate which reflects their timing and 
uncertainty. A financial action which has 
positive net present value creates wealth and 
therefore, is desirable. The negative present 
value should be rejected.

6. More Competitive

More and more Profit enhances the 
competitive spirit thus, under such conditions 
firms having more and more profits can 
survive. Therefore, Profit maximization should 
be the aim of every business.

7. Desire for Controls

More and more profits do not add new 
shareholders as interna! resources are used 
for expansion and modernization. Under such 
situation control of the company remains in 

. the same hands.

8. Basis of Decision-Making

In all businesses profit earning capacity is the 
sound basis of decision-making.

Limitations of Profit Maximization

The profit maximization criterion is criticized 
on the following grounds:

1. Quality of Benefits

Profit maximization approach ignores the 
quality aspects of benefits associated with a 
financial course of action. The quality means 
the degree of certainty with which benefits 
are expected.

2. Ambiguity-Vague

The term ‘profit’ is vague and has different 
interpretations. It means different things to 
different people. It can be pre-tax or post
tax profit. It is not clear whether it is short
term profit or long-term profit. Does it mean 
operating profit or profit available for 
shareholders? The other equivalent term, 
often used, is ‘Return’. Return can be on total 
capital employed or total assets or 
shareholders equity and so on.

3. Timing and Value of Money-Ignored

The concept of Profit maximization does not 
help in making a choice between projects, 
giving different benefits, spread over a period 
of time. It ignores the difference in time in 
respect of benefits arising from the similar 
amount of investment. The fact that a rupee 
received today is more valuable than the 
rupee received later is ignored in this concept.

4. Change in Organization Structure

Principle of Profit maximization was, earlier, 
accepted when the structure of the business 
was sole proprietorship. In this type of 
structure, sole proprietor managed the 
business, individually, and was the recipient

Rahul Publications



I YEAR I SEMESTEFM.Com. JNIT - I

5.

of total profits. As total profit belonged to him, 
his wealth maximized. This was the picture in 
19th century, when the business was, totally, 
self-managed.

Social Welfare may be Ignored

Due to Profit maximization objective, business 
may produce goods and services, which may 
not be necessary and beneficial to the society. 
So, it is, indeed, doubtful how far the Profit 
maximization objective serves or promotes 
social welfare, let alone optimizes social 
welfare.

Ai A2
W - (1 + K) (1 + K)2 + (1 + K):

+ A,
l’ + ”"+(l + K)n

n A
-C= m(1 + K)‘-C

Where,

6.

2.

Ignores Financing and Dividend Aspects

The Profit maximization concept concentrates 
on profitability aspect alone and impact of 
financing and dividend decisions on the 
market value of shares are, totally, ignored.

Wealth Maximization

Ezra Solomon has described a wealth 
maximization goal in these terms: “The gross present 
worth of a course of action is equal to the capitalized 
value of the flow of future expected benefits, 
discounted (or capitalized) at a rate which reflects 
the uncertainty or certainty. Wealth or net present 
worth is the difference between gross present worth 
and the amount of capital investment required to 
achieve the benefits.”

The wealth maximization (also known as value 
maximization or net present worth maximization) is 
also universally accepted criterion for financial 
decision making. The value of an asset should be 
viewed in terms of benefits it can produce over the 
cost of capital investment.

This is also known as net present worth 
maximization approach, it takes into consideration 
the time value of money. Its operational features 
satisfy all the three requirements of a suitable 
operational objective of financial courses of action 
i.e. quality of benefits, timing of benefits and 
exactness.

The wealth maximization approach can be
' more explicitly defined in the following ways:
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The objective of wealth maximization helps 

resolve two most trouble some problems _
attached with the flow of benefits. There is ’ s 
consideration of time value of money. The problerr . 
is handled by selecting an appropriate rate o: —----
discount and using this rate of discount the expected FJIIC 
flow of future benefits.

The wealth maximization objective is consistent 
with the objective of maximizing the owner’s 
economic welfare. The wealth maximization 
principle implies that the fundamental objective o 
a firm should be to maximize the market value o “— 
its shares.
Arguments in Favour of Wealth Maximization

The following arguments are advanced in —■ 
favour of wealth maximization as the objective o 
business:
1.

Basis of

Definition

Arpose

2.

3.

4.

5.

Wealth maximization is superior to the profi' 
maximization because the main aim of the 
business concern under this concept is tc 
improve the value or wealth of the 
shareholders.
Wealth maximization considers the 
comparison of the value to cost associates 
with the business concern. Total value 
detected from the total cost incurred for the 
business operation. It provides extract value 
of the business concern.
Wealth maximization considers both time ane 
risk of the business concern.
Wealth maximization provides efficien 
allocation of resources.
It ensures the economic interest of the society
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.Imitations of Wealth Maximization

The wealth maximization criterion is criticized on the following grounds:

The objective of wealth maximization is not, necessarily, socially desirable.

There is some controversy whether the objective of maximization of wealth is of the firm or 
stockholders. If wealth of firm were maximized, it would be benefiting the interests of debentureholders 
and preference shareholders too.

In corporate sector, ownership and management are separate unlike in a sole proprietorship. 
Management acts as the agents of real owners i.e. shareholders. However, there is always a possibility 
of conflict of interest between the shareholders’ interests and managerial interests.

The managers may act to maximize their managerial utility but not the wealth of stockholders 
of the firm. A particular decision may be taken to exhibit their managerial utility and that decision 
may not be in the exclusive interests of the firm. Many a time, individuals place their personal 

helps _____ preferences and selfish interests, ahead of the institutional-interests.__________________ ________
clem- - iq Distinguish between profit maximi-zation and wealth maximization.
ere is
oblem 
ate of 
pected 

isistent 
vner’s 
zation 
dive of 
alue of

zation 
iced in 
dive of

e profit 
i of the 
pt is to 
of the

rs the 
lociated
1 value
for the 

ct value

ime and 

fficient 

society.

S so. Basis of Difference Profit Maximisation Wealth Maximisatiori

Definition or Nature The concept of profit maximisation implies tWhat a firm 

either produces maximum output for a given input, or 

Thus, uses minimum inputs for producing a given 

output, it relates to optimising the input-output relation

ship of resources to minimise the wasteful costs.

The concept of shareholders' wealth maximization means 

maximising the wealth in the hands of shareholders by 

way of dividends and value-creation or Net Present Value 

(NPV) of a course of action such that future inflows value 

is maximised and determined precisely.

Purpose or Concept The main purpose of profit maximisation is to maximise 

the profitability derived but of economic activity of the 

business.

The main purpose of this concept is to enhance the value 

of the firm and the market value of the shares of the 

shareholders.

Formulae Profit maximisation concept is based on the determin

ation of maximisation of profits. In a simpleway: 

Profit = Total Revenue Receipts-Total Costs

The stockholders' current status of wealth in the firm is 

based on the share price and the number of shares held. It 

can be depicted as:

Wealth = No. of Shares Owned x Current Stock Price 
Per Share.

Rationale The rationale behind this concept is the need for 

maximum profits and accumulated profits for growth in 

future and shelter against contingencies like economic 

recession, natural calamity, unforeseen losses in future, 

severe competition, etc.

The rationale behind this concept is maximisation of value 

of the firm and enhancing shareholders'wealth as a gratitude 

for their commitment of funds and continued investor 

relationship with the company.

Time Span This concept relates to relatively shorter time period, 

say a financial year. Thus, a short-term myopic vision.

This concept relates to long-term value building and 

augmenting individual shareholder’s utility. Thus, a long

term vision.

Time Value of Money 

(i.e., the Recognition 

that Value inMoney 

Decreases Over 

Time)

This concept does not give due consideration to the 

issues of time value of money. It determines profits 

for the financial year and ignores discounting factor 

of earnings.

This concept gives due consideration to the time value of 

money and its implications. It calculates the future earning, 

at their exact value by applying Net Present Value (NPV) 

approach and discounting factor, etc.
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7. Immediate

Beneficiaries

Management 

versus Owners

The immediate benefit of this concept is derived by 

management and later by the shareholders, especially 

when there is separation of management from 

ownership.

' 8. Limitations and

Constraints

The profit maximization concept has the following 

constraints

i) It ignores the time value of money concept.

ii) Short-term vision based.

-

iii) Exploitative tendency towards resources, employees, 

customers if this concept is pursued beyond viable 

limits

iv) Gives lower priority to shareholders' interest.

The immediate benefits are availed by shareholders and 

later by the organization as a whole. This can potential! • 

cause conflicts when there is separation ownership.

The wealth maximization concept has the following 

constraints:

i) It suffers from drastic changes ana fluctuations in 

financial markets. '
ii) Tendency to overlook short-term economic objectives 

of the business.

iii) Very long span of time, so increased efforts op value 

building.

iv) Conflict arises when there is separation of| man: 
from ownership.

[
Qll. What do you understand by Agency Problem?

In proprietorships, partnerships, and cooperative societies, owners are actively involved 
management. But in %Companies, particularly large public limited companies, owners typically are r 
active managers. Instead, they entrust this responsibility to professional managers who may have little 
no equity stake in the firm.

According to the theory of the relationship between principals (owners) and agents (managers 
principal-agent theory - owners hires managers to run the firm on their behalf.

The aim of company, which was earlier noted to be maximization of the market value of: 
company, often is not compatible with the interests of managers, as they prefer- to maximize their cs 
personal interests, if possible, even at the expense of owners. This discrepancy of interests leads to agen 
conflicts, which are especially severe in public companies. The separation of ownership and control caus 
serious conflicts of interests, among which the conflict between shareholders and managers, =.1 
shareholders (represented by managers) and creditors are the most important.

This is the main reason for conflicts between managers and owners of the company.
Reason for Conflicts between Managers and Owners

There are several reasons for the separation of ownership and management in such companies: 
Most enterprises require large sums of capital to achieve economies of scale. Hence it becod 
necessary to pool capital from thousands or even hundreds of thousands of owners. It is impraca 
for many owners to participate actively in management.

Professional managers may be more qualified to run the business because of their technical expen 
experience, and personality traits.

' Separation of ownership and management permits unrestricted change in owners through sfi 
transfers without affecting the operations of the firm. It ensures that the ‘know-how’ of the find 
not impaired, despite changes in ownership.

1.5 Agency Problem

1.

2.

3.

a
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4. Given economic uncertainties, investors 
would like to hold a diversified portfolio of 
securities. Such diversification is achievable 
only when ownership and management are 

 separated.______________________________  
Q12. Define :

(a) Agency Relationship
(b) Agency Cost >

(a) Agency Relationship
The relationship between stockholders and 

management is called an agency relationship. 
Such a relationship exists whenever someone (the 
c rincipal) hires another (the agent) to represent his 
:r her interests. For example, suppose a person 
-ire someone to sell a car and agree to pay that 
person a flat fee when sale takes place. The agent’s 
-.centive in this case is to make the sale, not 

necessarily to get the best price. If person offer a 
commission of, say ten per cent of the sales price 
-.stead of a flat fee, then this problem might not 

e '.ist. This example illustrates that the way in which 
an agent is compensated is one factor that affects 
agency problems.
Problems with the Agency Relationship

agers)

> of th 
eir ow 
agenc

1 cause 
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>anies:
>ecome
oractici

cpertise

;h shar 
e firm

In an agency relationship, the agent is 
charged with the responsibility of acting for the 
principal. Is it possible the agent may not act in the 
test interest of the principal, but instead act in his 
cr her own self-interest because me agent has his 
cr her own objective of maximizing personal wealth.

In a large corporation, e.g., the managers may 
enjoy many fringe benefits, such as golf club 
memberships, access to private jets and company 
cars. These benefits (also called perquisites or 
“perks”) may be useful in conducting business and 
may help to attract or retain management personnel, 
t there is room for abuse. What if the managers 
smrt spending more time at the golf course than at 
■heir desks? What if they use the company jets for 
personal travel? What if they buy company cars for 
their teenagers to drive? The abuse of perquisites 
mooses costs on the firm - and ultimately on the 
C'.'.ners of the firm. There is also a possibility that 
■managers who feel secure in their positions may 
r :t bother to expend their best efforts toward the 
business. Finally, there is the possibility that managers 

will act in their own self-interest, rather than in the 
interest of the shareholders when those interests 
clash. For example, management may fight the 
acquisition of their firm by some other firm even if 
the acquisition would benefit shareholders! Because 
in most takeovers, the management personnelof 
the acquired firm generally lose their jobs.
(b) Agency Cost

The term agency costs refer to the costs of 
the conflict of interest between stockholders and 
management. These costs can be indirect or direct.

V

1. Indirect Agency Cost

An indirect agency cost is a lost opportunity, 
such as the one we have just described.

2. Direct Agency Costs

Direct agency costs come in two forms:

i) The first type is a corporate expenditure 
that benefits management but costs the 
stockholders. Perhaps the purchase of a 
luxurious and unneeded corporate jet 
would fall under this heading.

ii) The second type of direct agency cost is 
an expense that arises from the need to 
monitor management actions. For

. example, paying outside auditors to 
assess the accuracy of financial 
statement information.

To see how management And stockholder 
interests might differ, imagine that the firm is 
considering a new investment. The new investment 
is expected to favourably impact the share value, 
but it is also a relatively risky venture. The owners 
of the firm will wish to take the investment (because 
the stock value will rise), but management may not 
because there is the possibility that things will turn 
out badly and management jobs will be lost. If 
management does not take the investment, then 
the stockholders may lose a valuable opportunity. 
This is one example of an agency cost.

It is sometimes argued that managers would 
tend to maximize the amount of resources over 
which they have control or, more generally, 
corporate power or wealth. This goal could lead to 
an over emphasis on corporate size or growth. For 
example, cases in which management is accused of 
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overpaying to buy-up another company just to 
increase the size of the business or to demonstrate 
corporate power are not uncommon. Obviously, if 
over-paymenfdobs take place, such a purchase does 
not benefit the stockholders of the purchasing 
company.

Q13. How to resolve angency problems

The agency problem can be prevented/minimized 
by acts of:

1. Market Forces

Market forces act to prevent/minimize agency 
problems in two ways:

i) Behaviour of Security Market
Participants: The security market 
participants/shareholders in general and 

-large institutional investors like mutual 
funds, insurance, organizations, financial 
institutions and so on which hold large 

. blocks of shares of corporates, in 
particular, actively participate in 
management. To ensure competent 
management and minimize agency 
problems, they have in recent years 
actively exercised their voting rights to 
replace more competent management 
in place of under-performing manage
ment. In addition to exercising their legal 
voting rights, the large institutional 
shareholders also from time to time 
communicate with, and exert pressure on, 
corporate management to perform or face 
replacement.

ii) Hostile Takeovers: Another market 
force that has in recent years tiireatened 
corporate management to perform in 
the best interest of the owners/ 
shareholders is the possibility of a hostile 
takeover, i.e., acquisition of the (target) 
firm by another firm/group (i.e., 
acquirer) that is not supported by 
management. Such takeovers typically 
occur when the acquirer is -of the view 
that the target firm is under-valued due 
to poor management and that its 
acquisition at its current low price may 

result in the enhancement of its valu« 
(i.e.. share price) through restructuring 
its management, operations ana 
financing. The constant threat of a 
takeover would motivate managemeia 
to act in the best interests of the ownea 
despite the fact that techniques art 
available to defend against a hostill 
takeover.

Agency Costs I

To respond to potential market forces b| 
preventing/maximizing agency problems and 
contributing to the maximization of owners 
wealth/value, the shareholders/owners haJ 
to incur four types of costs:

i) Monitoring Expenditures: Sucl 
expenditures relate to monitoring th' 
activities of the management (agents) 4 
prevent a satisfying in contrast to shall 
price maximizing behaviour by . then! 
The monitoring outlays relate ■ 
payment for audit and contr® 
procedures to ensure that' managed! 
behaviour is tuned to actions that ten 
to be in the best interest of thi 
shareholders.

ii) Bonding Expenditures: They protel
the owners against the potentil 
consequences of dishonest acts a .
management/managers. The firm pa?
to obtain a fidelity bond from a thin 
party bonding company to the effect th 
the latter will compensate the form 
upto a specified amount for financii 
losses caused by dishonest acts I 
manager(s).

iii) Opportunity Costs: Such costs res® 
from the inability of large corpora® 
from responding to new opportunitia 
Due to the organizational structu® 
decision hierarchy, and contri 
mechanism, the management may fal 
difficulties in seizing upon profita® 
investment opportunities- quickly.

iv) Structuring Expenditure: Tl-
structuring expenditures are the ma ... ..
popular, powerful and expensive agent. r_ ..... 
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costs incurred by corporate. They relate 
to structuring managerial compensation 
to correspond with share price 
maximization. The objective is to offer 
incentives/compensation. to manage
ment to act in the best interests of the 
owners. The restructured higher 
compensation packages to managers 
also enable corporate to hire the best 
available managers. The management 
compensation plans fall into two groups:

a) Incentive Plans: They tie 
management compensation to 
share price. The most widely-used 
incentive plan is stock options 
which confer on management the 
right to acquire shares of the 
corporate at a special/concessional 
price. A higher future price would 
result in larger management 
compensation. However, share 
prices may be affected by 
economic and behavioural 
“market forces” over which 
management may have no 
control. Despite positive 
management performance, 
market prices may decline.

b Performance Plans: These plans 
compensate management on the 
basis of its proven performance 
measured by EPS, growth in EPS 
and other ratios related to return. 
Based on these, performance 
shares may be given to 
management for meeting the 
stated performance goals. Another 
form of performance-based 
compensation is cash bonuses, 
i.e., cash payments tied to the 
achievement of certain perform
ance goals.

a unconstrained managers may have 
be r addition to share price maximization, 
kenough evidences to suggest that due 
si ::s:s and market forces, share price 
■O’ s rhe primary goal of most firms.

I^^CHANGiNG^OLIE^OFjF^iANCE^MAN^E^ 

Q14. Explain the Role of Finance Manager.

Role of finance manager in financial 
management are as follows:

1. Raising Funds of Company Finance

The role of finance.,manager for raising funds 
of company. Finance manager checks 
different sources of company. He did not get 
fund from all sources. First, he check his need 
in short term and in long term and after this 
he select best source of fund. He has also 
power to change the capital structure of 
company for giving more benefit of company.

2. Taking Maximum Benefits from 
Leverage

The role of finance manager for taking 
maximum benefits from leverage. Finance 
manager uses both operating and financial 
leverage and try to use it for "taking maximum 
benefit from leverage. -

3. International Financial Decision

The role of finance manager for international 
financial decision. Finance manager finds 
opportunities in international financial 
decision. In these opportunities, he does the 
contracts of credit default swap, interest rate 
swap and currency swap.

■v

4. Investment Decisions

The role of finance manager in investment 
decisions. Finance manager checks the net 
present value of each investment project 
before actual investment in it. Net present 
value of project means what net profit at 
discount rate, will company gets if company 
invests him money in that project. High NPV 
project will be accepted. So, due. to high 
responsibility, role of finance manager in this 
regard is very important.

5. Risk Management

The role of finance manager in risk 
management. Happening of risks means 
facing different losses. Finance manager is
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very serious on risk and its management. He 
plays important role to find new and new 
ways to control risk of company. Like other 
parts of management, he estimates all his risks, 
he organize the employees who are 
responsible to control risk. He also calculates 
risk adjusted NPV. He meets all risk controlling 
organisations like insurance companies, rating 
agencies at pervasive level. He is able to 
convert company’s misfortunes into fortunes. 
By good estimations of averse situations, he 
tries his best to safeguard the money of 
company.

interest of ? 2,500). In the second option, the firm 
will receive only ? 25,000 after one year. Therefore, 
in the first option the firm will be better off by 
? 2,500.

F>
A

o

1

Positive cashflows (in)

L F.
+ 4

n Period

Negative cashflows (out)

| 1.7 Time Value of Money - Meaning

Q15. Define Time Value of Money. Explain the 
reasons for Time Value of Money.

>4m4 :

The concept of TVM refers to the fact that 
the money received today is different in its worth 
from, the money ivable at some other time in future. 
In other words, the same principle can be stated as 
that the money receivable in future is less valuable 
than the money received today.

For example, if an individual is given an 
option to receive ?1,000 today or to receive the 
same amount after one year, he will definitely 
choose to receive the amount today (of course he 
is presumed to be a rational being). The obvious 
reason for this reference for receiving the money 
today is that the rupee received today has a higher 
value than the rupee receivable in future. This 
’.reference for current money as against future 
money is known as the time preference for 
money or simply TVM.

Unless otherwise indicated, all such cashflows 
are considered to occur at the end of their respective 
periods. Cashflows can be positive and negative as 
shown in the below figure.

For example, a firm is selling a machine for ? 
25,000. .The buyer offers to pay ? 25,000 either 
now or after one year. The seller firm will naturally 
accept the first offer, i.e., to receive ?25,000 now. 
In this case, if the firm reinvests the amount of 
? 25,000 in fixed deposit account for one year at 
10% p.a. interest, then after one year the firm will 
be having total money of ? 27,500 (? 25.000 +

▼
I'o

1) Upward arrows - positive cashflows (pay back)

2) Downward arrows - negative cashflows (investing)

On the other hand, if the buyer of the 
machine is ready to pay ? 27,500 instead of 
? 25,000 after one year, then the firm may b 
indifferent. In this situation, the firm will be havin 
? 27,500 after one year either:

1.

2.

By receiving ? 25,000 now and reinvestin 
to get interest of ?2,500 or

To get ? 27,500 from the buyer after on 
year. This interest amount of ? 2,500 is th 
TVM.
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Thus, the TVM for the money is its rate 
return which the firm can earn by reinvesting it 
present money. This rate of return can also b 
expressed as a required rate of return to make equ
the worth of money of two different time period 
In simpler terms, the value of a certain amount 
money today is more valuable than its i 
tomorrow. The difference in the value of money*  
today and tomorrow is referred as time value 
money.

Reasons for Time Value of Money

UllL xz- vaiul_: 
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Money has time value because of th^— ’«e the sa 
pney is an indi’ 
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following reasons:

1. Risk and Uncertainty

Future is. always uncertain and risky. Outflow 
of cash is in our control as payments to parties^ 
are made by us. There is no certainty for 
future cash inflows. Cash inflow is dependent 
out on our creditor, bank, etc. As an individual 
or firm is not certain about future cash 
receipts, it prefers receiving cash now.

three rea
rtCuaTs time

risk
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I Preference for Consumption

Most people have subjective preference for 
present consumption over future 
consumption of goods and services either 
because of the urgency of their present wants 
or because of the risk of not being in a 
position to enjoy future consumption that 
may be caused by illness or death, or because 
of inflation. As money is the means by which 
individuals acquire most goods and services, 
they may prefer to have money now.

back)

esting)

of the 
ead of 
nay be 
having

vesting

ter one
3 is the

Investment Opportunities

An investor can profitably employ a rupee 
received today, to give him a higher vaiue to 
be received tomorrow or after a certain 
period of time. '

Inflationary Economy

In an inflationary economy, the money 
received today, has more purchasing power 
than the money to be received in future. In 
other words, a rupee today represents a 
greater real purchasing power than a rupee 
a year hence.

of 
its 
be

.7.1 Rationale of Time Preference for 
Money

16. Explain the Rationale of Time 
Preference for Money.

rate 
sting 
also 
;e equal 
Deriods 
lount of 
s value 
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•U-

If an individual behaves rationally, he or she 
bold not value the opportunity to receive a specific 

,alue of count of money now equally with the opportunity 
pave the same amount at some future date. Most 
dividuals value the opportunity to receive money 
xu higher than waiting for one or more periods 

of the receive the same amount. Time,preference for 
:ney is an individual’s preference for possession 
a given amount .of money now, rather than the 
re amount at some future time.

Outflow Three reasons may be attributed to the---- --- --
. dividual's time preference for money :dnty for 
pendent 
dividual 
re cash
JU.

V risk

>
>

preference for consumption 

investment opportunities

We live under risk or uncertainty. As an 
individual is not certain about future cash receipts, 
he or she prefers receiving cash now. Most people 
have subjective preference for present consumption 
over future consumption of goods and services 
either because of the urgency of their present wants 
or because of the risk of not being in a position to 
enjoy future consumption that may be caused by 
illness or death, or because of inflation. As money 
is the means by which individuals acquire most 
goods and services, they may prefer to have money 
now. Further, most individuals prefer present cash 
to future cash because of the available investment 
opportunities to which they can put present cash to 
earn additional cash.

For example, an individual who is offered Rs 
100 now or Rs 100 one year from now would prefer 
Rs 100 now as he could earn on it an interest of, 
say, Rs 5 by putting it in the savings account in a 
hank for one year. His total cash inflow in one year 
from now will be Rs 105. Thus, if he wishes to 
increase his cash resources, the opportunity to earn 
interest would lead him to prefer Rs 100 now, not 
Rs 100 after one year.

In case of the firms as well as individuals, the 
justification for time preference for money lies simply 
in the availability of investment opportunities.’ In 
financial decision-making under certainty, the firm 
has to determine whether one alternative yields 
more cash or the other. In case of a firm, which is 
owned by a large number of individuals 
(shareholders), it is neither needed nor is it possible 
to consider the consumption preferences of owners.

The uncertainty about future cash flows is also 
not a sufficient justification for time preference for 
money. We are not certain even about the usefulness 
of the present cash held; it may be lost or stolen. In 
investment and other decisions of the firm what is 
needed is the search for methods of improving 
decision-maker’s knowledge about the future. In 
the firm’s investment decision, for example, certain 
statistical tools such as probability theory, or decision 
tree could be used to handle the Uncertainty 
associated with cash flows.

Required Rate of Return

The time preference for money is generally 
expressed by an interest rate. This rate will be
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positive even in the absence of any risk. It may be 
therefore called the risk-free rate. For instance, if 
time preference rate is 5 per cent, it implies that an 
investor can forego the opportunity of receiving Rs 
100 if he is offered Rs 105 after one year (i.e. Rs 
100 which he would have received now plus the 
interest which he could earn in a year by investing 
Rs 100 at 5 per cent). Thus, the individual is 
indifferent between Rs 100 and Rs 105 a year from 
now as he considers these two amounts equivalent 
in value.

In reality, an investor will be exposed to some 
degree of risk. Therefore, he would require a rate 
of return, called risk premium, from the investment, 
which compensates him for both time and risk. Thus 
the required rate of return will be Required rate of 
return = Risk-free rate + Risk premium (1)

The risk-free rate compensates for time while 
risk premium compensates for risk. The required 
rate of return may also be called the opportunity 
cost of capital of comparable risk. It is called so 
because the investor could invest his money in assets 
or securities of equivalent risk. Like individuals, firms 
also have required rates of return and use them in 
evaluating the desirability of alternative financial 
decisions. The interest rates account for the time 
value of money, irrespective of an individual’s 
preferences and attitudes.

How does knowledge of the required rate of 
return (or simply called the interest rate) help an 
individual or a firm in making investment decision? 
It permits the individual or the firm to convert 
different cash flows occurring at different times to 
amounts of equivalent value in the present, that is, 
a common point of reference.

Example :

Let us assume an individual with a required 
interest rate of 10 per cent. If he/she is offered Rs 
115.50 one year from now in exchange for Rs 100 
which she should give up today, should He/she 
accept the .offer? The answer in this partis Jar case 
is that he/she should accept the offer. Wh. i his/her 
interest rate is 10 per cent, this implies tha: he/she is 
indifferent between any amount today and 110 per 
cent of that amount one year Hence, he/she would 
obviously favour more than 110 per cent of the 
amount (i.e. more than Rs. 110 in the example) 

one year from now; but if the amount offered one , 
year from now were less than 110 per cent of the L 
immediate payment, she wn.' 1 retain the immediate 
payment. He/She would accept Rs 115.50 after a 
year since it is more than 110 per cent of Rs 100 
which she is required to sacrifice today.

We can ask a different question. Between 
what amount today and Rs 115.50 one year from 
now would our investor be indifferent? The answer 
is that amount of which Rs 115.50 is exactly 11C 
per cent. Dividing Rs 115.50 by 110 per cent cr 
1.10, we get

fcr calculating th, 
pcr.ey is shown

115.50
IF - Rs 105

Future Va
The future 
FV = PV (

This amount is larger than what the invests 
has been asked to give up today. He/She wouh 
therefore, accept the offer. This simple examp 
illustrates two most common methods of adjustir 
cash flows for time value of money: compoundir 
— the process of calculating future values of cas 
flows and discounting—the process of calculate 
present values of cash flows.
1.7.2 Future Value - Present Value
Q17. Explain the techniques of time value c 

money.

Atta :
There are two techniques for adjusting tin 

value of money. They are:

The worth of money today that is receiva 
or payable at a future date is called Present Vai 
Similarly, the value of money at a future date u 
a given interest rate is called future value.
A. Future volue

The concept of compounding is used to f 
out the FV of present money. It is the same as 
concept of compound interest, wherein the intei 
earned in a preceding year is reinvested at i 
prevailing rate of interest for the remaining pen 
Thus, the accumulated amount (principal + inters 
at the end of a period becomes the principal am?

n tns
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fcr calculating the interest for the next period. The compounding technique to find out the FV of present 
money is shown in figure:

Between 
ear from 
e answer 
ictly 110 
r cent or

£ Future Value of a Single Cash Flow
The future value of a single cash flow is defined in term of equation as follows:
FV = PV (1 +r)n

'.ere,
FV = Future value; PV = Present value (given)
r = % Rate of interest, and n = Time gap after which FV is to be ascertained.
The above equation explains that the FV depends upon the combination of three variables i.e., the 

me r, and n. If any one of these three variables changes, the FV will also change. There can be an 
■:st infinite number of combinations of these three variables and therefore there can be corresponding 

alculatingfci '-e number of FVspFor example, one may be interested to find out then FV of ? 1,000 at 10% after 
______ ■ tears or of ? 5,000 at 11% after 9 years or ? 50,000 at 16% after 3 years and so on. Every time the 
a_______ KiC'js calculations as per Equation are to be to find out the future value.
value of*  Future Value of Annuity/Series of Equal Cash Flows

Quite often a decision may result in the occurrence of cash flows of the same amount every year for 
umber of years consecutively, instead of a single cash flow.

> investor 
ie would, 
example 
adjusting
pounding ' 
>s of cash*- -

■
For example, a deposit of ? 1,000 each year is to be made at the end of each of the next 3 years

isting timel :3Cjay "This may referred to as an annuity of deposit of ? 1,000 for 3 years. An annuity is thus, a 
series of equal cash flows made at regular intervals. Calculation of the FV of an annuity can also be 

:ed graphically as in figure (rate of interest 10% compounded annually.J
falue or 
j Concept

receivable 
sent Value 
2 date with 
e.

YearO Year 1 Year 2 Year 3
? 1,000 ? 1,000

1
? 1.000

> ? 1,100
? 1,210

Total ? 3,310

ised to fine 
ame as the . 
the interes 
sted at th 
ring perioc 
J + interest 
ipal amoun!

Fig. Calculation of Future Value of an Annuity of 3 Years (atr= 10%)

.n this case, each cash flow is to be compounded.to find out its FV. The total of these FVs of all these 
■ • : ws will be the total FV of the annuity. The FV of an annuity also depends upon three variables, i.e., 
ar_-.ual amount, the rate of interest and the time period. In order to find out the FV of an annuity, the 
■:a-?uiated mathematical table is available for various combinations of the rate of interest, r, and the 
t period, n.

m general terms, the future value of an annuity is given as:

FVA = An

(W-1

r
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where, FA’ n

A
r
n

= Future value of an annuity which has duration of n years.
= Constant periodic flow
= Insert rate per
= Duration of the annuity

It is evident from the above that future value of an annuity depends upon three variables, A, r and 
n. The future value, will vary if any of these three variables changes. For computation purposes, tables 
orcalcularors can be made use of.
iii) Future Value of Multiple Flows

Suppose the investment is ? 1,000 now (beginning of year 1), ? 2,000 at the beginning of year 2 
and ? 3,000 at the beginning of year 3, how much will these flows accumulate to at the end of year 3 at 
a rate of interest of 12 per cent per annum?

PV is in
Higher in 
higher ini 
the inter?
PV is Ini 
The long? 
larger init 
The disco

Fig. Compounding Process for Multiple Flows

To determine the accumulated sum at the end of year, add the future compounded values o: 
? 1,000. ? 2,000 and ? 3,000 respectively.

FV (? 1,000) + FV (? 2,000) + FV (? 3,000)
= 1,000 x FVF(123) + 2,000 x FVF(1221 + 3,000 x FVF(12 „
= ? [(1,000 x 1.405)+ (2,000 x 1.254)+ (3,000 x 1.120)]

= ? 7,273
Therefore, to determine the accumulation of multiple flows as at the end of a specified time horizsa 

find out the accumulations of each of these flows using the appropriate FVF and sum up these accumulations
B) Discounting Concept

The concept of discounting is the reverse of compounding technique and is known as the present 
value As There are FVs of sums invested now, calculated as per the compounding techniques, there ar? 
also the present values of a cash flow scheduled to occur in future. Present value is the current value of a 
future amount. It is calculated by discounting (discounting is the process of determining present values a 
a series of future cash flows) technique by applying the following equation.

PV = FV/(1 + r)n
Where, PV = Present value

FV = Future value (given)
r = % Rate of interest, and
n = No. of years for which discounting is done.

The relationships between the variables are as follows:
1. PV is Positively Related to FV

This means that to achieve a higher future value invest more today, all other things being equal 
Similarly, if FV is lower, then so will be the PV.
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- 9CC a
■inBresr ar 11

Rahul Publications

M.Com


1-WESTER NIT - I FINANCIAL MANAGEMENT

\, r and 
;, tables

PV is inversely Related to the Interest Rate
Higher interest rates mean that the money grows more quickly. Therefore, if someone can earn a 
higher interest rate, he can invest less today (lower PV) to reach a particular FV. Similarly, the lower 
the interest rate, the more money will have to invest (higher PV) to meet the goal.
PV is Inversely Related to the Number of Periods
The longer the timeframe, the less need to invest today. Alternatively, shorter time periods require 
larger initial investments.
The discounting technique to find out the PV is in figure below:

alues of

horn®®.' 
uiations.

Present Value of a Single Cash Flow
The present value of a future sum will be worth less than the future sum because one foregoes the 

pre minify to invest and thus foregoes the opportunity to earn interest during that period. Expectation 
■receiving the money in future means that the money is not available presently and therefore one has to 
■ego the interest which could be earned, had the money been available now. This also makes a person 
I rose the opportunities to get reward/return in terms of interest earnings on that investment. This 
Jtere st foregone is the cost to the investor and the future expected money must be adjusted for this cost. 
e me length of time for which one has to wait for the future money increases, the cost attached to delay 
k .-.creases reflecting the compounded value of the lost opportunities.

In order to find out the PV of future money, this opportunity cost of the money is to be deducted 
tr e future money.

I he present value of a single cash flow can be computed with the help of following formula:

PV = FV q----nll + r

: present 
here are 
due of a 
/alues of

lg equal.

Where,’ *

FVn= Future value n years hence.
r = Rate of interest per annum.
n — No. of years for which discounting is done.

From the above, it is clear that the present value of future cash flow is dependent on three variables, 
bEeiy, FVn, r and n.

1 Present Value of Annuity/Series of Equal Future Cash Flows
A decision taken today may result in a series of future cash flows of the same amount over a period 

■umber of years.
For example, a service agency offers the following options for a 3-year contract:
Ray only ? 2,500 now and no more payment during next 3 years, or

Pay ? 900 each at the end of first year, second year and third year from now. A client having rate of 
interest at 10% p.a. can choose an option on the basis of the present values of both options as 
follows:

f.

n

£
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Option 1: The payment of ?2,500 now is already in terms of the present value and therefor 
do not require any adjustment. A decision taken today may result in a series of future cash flows c 
the same amount over a period of number of years.

Option II: The customer has to pay an annuity of ? 900 for 3 years. This can be presente: 
graphically as in fl

Cena

; t Tie san

—
Year 0 Year 1 Year 2 Year 3

? X18
? 744
? 676
? 2238

? 900
< 1

? 900 ? 9 00

------------------------------
Total

•3 «c

Calculation of present value of on annuity (ot r = 10%)

In order to find out the PV of a series of payment, the PVs of different amounts accruing at differe 
times are to be calculated and then added. For the above example, as shown in figure 5.4, the total PV 
? 2,238. In this case, the client should select the option II, as he is paying a lower amount of ?2,238 in re 
terms as against ?2,500 payable in option I.

The present value of an annuity may be expressed as follows:

J

PVA = —
n (1+r)

1
c Sana 
■rs tin

1 _1

r
(l + r)"-l

= A ,
L r(! + r) n

Where, PVAn = Present value of annuity which lias duration of n years,

A = Constant periodic flow,

r = Discount rate

iii) Present Value of Perpetuity

Perpetuity may be defined as an infinite series of equal cash flows occurring at regular intervals

has indefinitely long life. If a deposit of ? 1,000 is made in a savings bank account at 4 —% for 1 

indefinite period then the yearly interest of ? 50 is perpetuity of interest income so long as the ini: 
deposit of ? 1,000 is kept unchanged. In order to find out the PV of perpetuity, the present value of ea 
of the infinite number of cash flows should be added. If the first occurrence of the perpetuity takes pia 
after 1 year from today then the present value of the perpetuity may be calculated with the help of I 
following equation (given the rate of interest, r) as follows:

py _ Cash Flow 
(1 + r)1

Cash Flow Cash Flow
+ .(l + r)2 + ........+ (l + rf

Rahul Publications

M.Com


FINANCIAL MANAGEMENT

Conceptually, it is difficult or rather impossible to find out the PV of perpetuity. However, 
■m -— atically it is the easiest stream of the cash flows to value. Mathematically, infinite summation adds 
me x me simple version

PV
p

Annual Cash flow
r

•■.'here, PVp is the present value of perpetuity.
Thus, the present value of perpetuity is equal to the amount of perpetuity divided by the rate of 

esL
PROBLEMS ON TIME VALUE OF MONEY

Govind makes a deposit of ? 10,000 in a bank which pays 8% interest compounded 
annually for 8 years. You are required to find out the amount to be received by him after 
8 years.

FVn = PV(l+r)n
PVn = 10,000, r = 8% and n = 8 years.

FVn= 10,000(1 + ,08)8 FVn = ? 10,000 (1.8509)

FV = ? 1 8,509____________________n____________ ’____________________________________________________ ____________________________________________ ___  

Mr. Sanath deposited ? 55,650 in a bank which was paying a 12% interest rate for 10 
years time deposit. How much would the deposit grow at the end of 10 years?

FVn = PV(1 +r)n
= 55,650(1 +0.12)10

__________= 55,650 x 3.1058 = sT 1,72,838___________________________________________________
Calculate the compounded value of? 10,000 at the end of 3 years at 12% rate of interest 
when interest is calculated:
1) Yearly,
3) Quarterly, and

PA =

2) Half yearly
4) Monthly

where,
A/FVA = future value of money after n year
P/A = amount at the beginning of the year 
i/r = rate of interest 
n = number of years
m = number of times per year compounding is made 

When interest is compounded yearly basis.
FV = PV(1 + r)n

<= 10,000(1 + 0.12)3
= 10,000(1.405) = ^14,050
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2. When interest is compounded half yearly.

L i V’" 0.12V* 3

4. Find out the present value of a 5 year annuity of ? 50,000 discounted at 8%.

SaC :
PV = Amount of annuity x PV (r, n)

n = 5 years

A = P I 1 + — I = 10,0001 1 + -^-I = 10,000( 1.06)6 * = 10,000( 1.4185) = ? 14,185

3. When interest is compounded quarterly.

(, 0.12V'3
A = 10,0001 1 + ^1 = 10,000(1.03)12 = 10,000(1.4257) = ? 14,257

4. When interest is compounded monthly.

0.12 V2'3
A =10,000 (1 + ^T I = 10,000(1,01)36= 10,000(1.4307) = ? 14,307

? 50,000

PV = ? 50,000
(l + 0.08)4 5-l ’ (1.08)s-l '

0.08(1+ 0.08)5 = ? 50,000 0.08(1.08)5

1.4693-1
0.08x1.4693 50,000

.4693

.1175 = ? 50,000 [3.995] = ? 1,99,750

5. A makes a deposit of Rs. 5,000 in a bank which pays 10% interest compounded annually 
for 6 years. You are required to find out the amount to be received after 5 years.

FV = PV (l+r)n
Now, PV = Rs. 5,000, r= 10% and n=6years
FV= 5,000 (l + 10%)6

= 5,000 x 7.771 *
= Rs. 8,857.8

_____ i|! From table of compounded value of an annuity. _______________________________________
6. A person is required to pay four equal annual payments of Rs. 5,000 each in his deposit 

account that pays 8% interest per year. Find out the future value of annuity at the end of 
4 years.

SaC :

FVA =

= Rs. 5,000(4.507)
= Rs. 22,535.
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Find out the present value of Rs. 2,000 received after in 10 years hence, if discount rate 
is 8%.

Sat:

Present value of an the amount = FVn

Now, r = 8%

n = 10 years

Present value of an amount = Rs. 2,000 -—’ 
y 1 + 0.08 )

= Rs. 2,000 (0.463)

____________= Rs. 926.____________ _______________________________ >_________________ •________

‘ Find out the present value of a 4 year annuity of Rs. 20,000 discounted at 10 percent.

PV = Amount of annuity x Present Value (r,n)

Now r= 10%,

n = 4 years

PV = FV
1__

M"

PV = 20000
1

(l + 0.1)4

= Rs. 20,000 x 0.683

___________ = Rs, 13,660_____________________________________________________________________

A deposit of Rs. 10,000 is made in a bank for a period of 1 year. The bank offers two 
options: (i) to receive interest at 12% p.a. compounded monthly or (ii) to receive interest 
at.12.25% p.a. compounded half-yearly. Which option should be accepted? In this case, 
the two options can be evaluated as follows:

Sot:

Option (i) Rate of interest 12% p.a., compounded monthly

The effective rate of interest can be calculated with the help of the following equation : 

- (l+re) = (l+r/m)m

= (1+0.12/12)12

= 1.1268

Thus, r = 0.1268 or 12.68 %

------------------- nn
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Option (ii) Rate of interest 12.25% p.a. compounded half-yearly

The effective rate of interest can be calculated with the help of the following equation:

(l+re) = (l+r/rn)m

= (1+0.1225/2)2

= 1.1263

Thus, re = 0.1263 or 12.63 %

In this case, the normal rate of return is higher in option (ii) i.e., 12.25% but the effective rate of 
interest is higher in option (i) i.e., 12.68%. Therefore, the depositor should select the option (i) i.e., 
interest at 12% p.a. compounded monthly.

10. Find out the present value of an investment which is expected to give a return of Rs.
2,500 p.a. indefinitely and the rate of interest is 12% p.a.

Sat? :

PVp = Annual Cash flow /r

= Rs. 2,500/0.12

 = Rs. 2,083.33

11. A finance company makes an offer to deposit a sum of Rs. 1,100 and then receive a 
return of Rs. 80 p.a. perpetually. Should this offer be accepted if the rate of interest is 
8%? Will the decision change if the rate of interest is 5%?

SoC :

In this case, a person should accept the offer only if the PV of the perpetuity is more than the initial 
deposit of Rs. 1,100.

If the rate of interest is 8% then

PV = Annual Cash flow /r
p

= Rs. 80/0.8

= ? 100.

If the rate of interest is 5% then

PVp = Annual Cash flow /r

= Rs. 80/0.5

_________________= ? 160.___________________________________________________________________

12. A machine costs Rs. 98,000 and its effective life is estimated at 12 years. If the scrap 
value is Rs. 3,000, what should be retained out of profit at the end of each year to 
accumulate at compound interest rate at 5% p.a. so that a new machine can be purchased 
after 12 years?

SaC :

Effective cost of the machine = Rs. 98,000 - 3,000 = Rs. 95,000

Now FV = Annuity Amount x CVAF(5% 12

or Rs. 95,000 = Annuity Amount X 15.917

ly 
< F J ss -e

Rahul Publications

M.Com


. S * - I FINANCIAL MANAGEMENT

or Annuity Amount = Rs. 95,000 / 15.913 1

= Rs. 5969.

So, annual profit retained of Rs. 5,968 for 12 years @ 5% will accumulate to Rs. 95,000 which 
: :-~:~.er with scrap value of Rs. 3000 can be used to purchase the new machine.____________________

A 10 -year savings annuity of Rs. 2,000 per year is beginning at the end of current year. 
The payment of retirement annuity is to begin 16 years from now (the first payment is to 
be received at the end of year 16) and ill continue to provide a 20-year payment annuity.
If this plan is arranged through a savings bank that pays interest @7% per year on the 
deposited funds, what is the size of the yearly retirement annuity that will result.

Obtain the compounded amount of the 10-payment savings annuity of Rs. 2,000 corresponding 
:: 10 payments and 7%

FV = Annuity Amount x CVAF,?,,, 10years)

FV = Rs. 2,000 x CVAF(7% 10years)

FV = 2,000(13.816)

FV = Rs. 27,632

The amount of Rs. 27,632 is available immediately after the last payment. Now, compound the 
cunt of Rs. 27,632 for 5 years as a single payment at 7%. This will give the total cumulative value in the 

zegmning of year 16.

FV = PV x CVAF, .(r,n)

FV = PV x CVAF,7„ , .(7%, 5years)

FV = 27,632(1.403)

FV = Rs. 38,768

Finally, obtain the size of the equal retirement annuity payment by using the amount of Rs. 38,768 
as rhe present value of the retirement annuity. Substitute the values corresponding to 20 payments and 
“as follows:

PV = Annuity Amount X PVAF(rn)

PV = Annuity Amount x PVAF(7% 20years)

PV = Annuity Amount (10.594)

Annuity Amount = Rs. 3,659.

Thus, the saving annuity of Rs. 2,000 for 10 years will produce a 20 years retirement annuity of Rs. 
659 per year starting at the end of 16 years from now.

29
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6. Mr. Longman borrow ? 10,00,000 at an interest rate of 15% and the loan is to be paid in 5 equal 
installments payable at the end of each of the next 5 years. Prepare the loan-amortisation schedule

[Ans: ? 2,98,312]

Accordi

Accord
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Exercise Problems |
1. If a man deposit ? 55,650 in a bank which is paying a 12 per cent rate of interest on a ten-year time 

deposit, haw much would the deposit grow at the end of ten years?

[Ans: ? 1,72,848.90]

2. Find the amount of annuity if payment of ? 500 is made annually for 7 years at interest rate of 14% 
compounded annually.

[Ans: ? 5,365.251]

3. Find the present value of ? 10,000 to be required after 5 years if the interest rate be 9 per cent.

[Ans: ? 6,500]

4. What is the present value of ? 2,000 receivable annually for 30 years? The first receipt occurs after 
10 years and the discount rate is 10% p.a.

[Ans: ? 6,564.7]

5. A sinking fund consists of 15 annual deposits of ? 1000 each, with interest earned at the rate of 4% 
compounded annually. What is the principal in the fund at its terminal date?

[Ans: ? 20.023.6]
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Short Question and Answers
Define Financial Management.

To understand the meaning of Financial 
S'anagement, one must understand the meaning 
" both words ‘financial’ and ‘management’ 
separately. ‘Financial’ means procuring sources of
— oney supply and allocation of these sources on 
~e basis of forecasting monetary requirements of
-e business. The word ‘Management’ refers to 

z anning, organization, co-ordination and control 
:: human activities and physical resources for 
asieving the objectives of an enterprise.

Financial management refers to the
- anagement of finance. It is the effective & efficient 
-*.'ization  of financial resources. It means creating a 
: dance among financial planning, procurement of 
■_.nds, profit administration & sources of funds. The 
*.' ancial management is defined as follows:

According to J.F. Bradley, “Financial 
-anagement is the area of business management 
cevoted to the judicious use of capital & careful 
selection of sources of capital in order to enable a 
spending unit to move in the direction of reaching 
-_s goals”.

According to Howard & Upton, “Financial 
-anagement is the application of the planning & 
::ntrol functions of the finance functions”.

According to Weston & Brigham, 
Financial.management is an area of financial 

decision making harmonizing individual motives & 
enterprise goals”.
2. What are the Functions of Financial 

Management?

The primary aim of finance function is to 
arrange as much funds for the business as are 
■equired from time to time. This aim has the 
Allowing functions :

Estimation of capital requirements

A finance manager has to make estimation 
with regards to capital requirements of the 

company. This will depend upon expected 
costs and profits and future programmes and 
policies of a concern. Estimations have to be 
made in an adequate manner which 
increases earning capacity of enterprise.

2. Determination of capital composition

Once the estimation have been made, the 
capital structure have to be decided. This 
involves short- term and long- term debt 
equity analysis. This will depend upon the 
proportion of equity capital a-company is 
possessing and additional funds which have 
to be raised from outside parties.

3. Choice of sources of funds

For additional funds to be procured, a 
company has many choices like:

a. Issue of shares and debentures

b. Loans to be taken from banks and 
financial institutions

c. Public deposits to be drawn like in form 
of bonds.

Choice of factor will depend on relative merits 
and demerits of each source and period of 
financing.

3. Limitations of Traditional Approach.

Aha :

The traditional approach was evolved during 
the 1920s and 1930s period and continued till 1950. 
The approach had been discarded due to the 
following limitations :

i) No Involvement in Application of Funds
The finance manager had not been involved 
in decision-making in allocation of funds. He 
had been treated as an outsider. He had been 
ignored in internal decision making process 
and considered as an outsider.

ii) No Involvement in day to day 
Management

The focus was on providing long-term funds 
from a combination of sources. This process 
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was more of one time happening. The finance 
manager was not involved in day to day 
administration of working capital 
management. Smooth functioning depends 
on working capital management, where the 
finance manager was not involved and 
allowed to play any role.

iii) Not Associated in Decision-Making 
Allocation of Funds

The issue of allocation of funds was kept 
outside his functioning. He had not been 
involved in decision- making for its judicious 
utilisation. Raising finance was an infrequent 
event.

Its natural implication was that the issues 
involved in working capital management were 
not in the purview of the finance function. In 
a nutshell, during the traditional phase, the 
finance manager was called upon, in 
particular, when his speciality was required 
to locate new sources of funds and as and 
when the requirement of funds was felt.

4. Investment Decisions.

Investment decisions are the most significant 
of all financial decisions taken by the financial 
manager. Investment decisions are those decisions 
which involves specification of total assets to be kept 
in the firm, structure of these assets and perspective 
of business risk which is observed by its investors. 
To achieve the goal of wealth maximization, funds 
must be effectively utilized as they are for limited 
quantity and involves cost. These investment 
decisions can be again classified into two groups.

a) Long-term investment decisions and

b) Short-term investment decisions.

Long term investment decisions are related 
to capital budgeting, whereas short-term decisions 
are related to working capital management.

Capital budgeting is a procedure in which 
decision related to capital expenditure takes place. 
It involves those expenses which can yield benefits 
after a long period of time.’ Investment decisions 
are crucial in organization as they play, an important 
role in developing new business units and also for 

expanding present units, research and development 
costs involved in project and reallocation of funds.
5. Financing decisions.

After making investment decision, firms need 
to take financial decisions to finance new assets as 
well as preparing the best overall mix of financing. 
In this decision, financial manager must choose 
suitable sources of funds which develops an 
optimum capital structure and the proportion of 
different sources must also be identified. Financial 
manager must maintain a balance between debt - 
equity ratio so that it helps in increasing the 
profitability of the firm.

Factors Influencing Financial Decisions
There are a number of (both external as well 

as internal) factors that influence the financial 
decisions. A list of the important external as well 
as internal factors influencing the decisions is given 
below :
> State of economy

> Structure of capital and money markets.
> Requirements of investors
> Government policy
> Taxation policy

Lending policy of financial institutions. 
Internal Factors :
> Nature and size of business
> Expected return, cost and risk
> Composition of assets
> Structure of ownership
> Trend of earnings
> Age of the firm
> Liquidity position

. > Working capital requirements

> Conditions of debt agreements___________
6. Limitations of profit maximization.

Add' :

1. Quality of Benefits

Profit maximization approach ignores the 
quality aspects of benefits associated with a 

UNIT - I
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financial course of action. The quality means 
the degree of certainty with which benefits 
are expected.

2. Ambiguity-Vague

The term ‘profit’ is vague and has different 
interpretations. It means different things to 
different people. It can be pre-tax or post
tax profit. It is not clear whether it is short
term profit or long-term profit. Does it mean 
operating profit or profit available for 
shareholders? The other equivalent term, 
often used, is ‘Return’. Return can be on total 
capital employed or total assets or 
shareholders equity and so on.

3. Timing and Value of Money-Ignored

The concept of Profit maximization does not 
help in making a choice between projects, 
giving different benefits, spread over a period 
of time. It ignores the difference in time in 
respect of benefits arising from the similar 
amount of investment. The fact that a rupee 
received today is more valuable than the 
rupee received later is ignored in this concept.

7. Arguments in favour of wealth 
maxization.

/

The following arguments are advanced in 
favour of wealth maximization as the objective of 
business:
1. Wealth maximization is superior to the profit 

maximization because the main aim of the 
business concern under this concept is to 
improve the value or wealth of the 
shareholders.

2. Wealth maximization considers the 
comparison of the value to cost associated 
with the business concern. Total value 
detected from the total cost incurred for the 
business operation. It provides extract value 
of the business concern.

3. Wealth maximization considers both time and 
risk of the business concern.

4. Wealth maximization provides efficient 
allocation of resources.

5. It ensures the economic interest of the society.

8. Agency Cost.

The term agency costs refer to the costs of 
the conflict of interest between stockholders and 
management. These costs can be indirect or direct.

1. Indirect Agency Cost

An indirect agency cost is a lost opportunity, 
such as the one we have just described.

2. Direct Agency Costs

Direct agency costs come in two forms:

i) The first type is a corporate expenditure 
that benefits management but costs the 
stockholders. Perhaps the purchase of a 
luxurious and unneeded corporate jet 
would fall under this heading.

ii) The second type of direct agency cost is 
an expense that arises from the need to 
monitor management actions. For 
example, paying outside auditors to 
assess the accuracy of financial 
statement information.

To see how management and stockholder 
interests might differ, imagine that the firm is 
considering a new investment. The new investment 
is expected to favourably impact the share value, 
but it is also a relatively risky venture. The owners 
of the firm will wish to take the investment (because 
the stock value will rise), but management may not 
because there is the possibility that things will turn 
out badly and management jobs will be lost. If 
management does not take the investment, then 
the stockholders may lose a valuable opportunity. 
This is one example of an agency cost,

9. Time value of money.

Awl- :

The concept of TVM refers to the fact that 
the money received today is different in its worth 
from the money ivable at some other time in future. 
In other words, the same principle can be stated as 
that the money receivable in future is less valuable 
than the money received today.

For example, if an individual is given an 
option to receive ?l,000 today or to receive the
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same amount after one year, he will definitely choose to receive the amount today (of course he is 
presumed to be a rational being). The obvious reason for this reference for receiving the money today is 
that the rupee received today has a higher value than the rupee receivable in future. This preference for 
current money as against future money is known as the time preference for money or simply TVM

10. Reasons for time value of money.

Money has time value because of the following reasons:

1. Risk and Uncertainty

Future is always uncertain and risky. Outflow of cash is in our control as payments to parties are 
made by us. There is no certainty for future cash inflows. Cash inflow is dependent out on our 
creditor, bank, etc. As an individual or firm is not certain about future cash receipts, it prefers 
receiving cash now.

■

2. Preference for Consumption

Most people have subjective' preference for present consumption over future consumption of goods 
and services either because of the urgency of their present wants or because of the risk of not being 
in a position to enjoy future consumption that may be caused by illness or death, or because of 
inflation. As money is the means by which individuals acquire most goods and services, they may 
prefer to have money now.

3. Investment Opportunities

An investor can profitably employ a rupee received today, to give him a higher vaiue to be receivec 
tomorrow or after a certain period of time.

4. Inflationary Economy

In an inflationary economy, the money received today, has more purchasing power than the money 
to be received in future. In other words, a rupee today represents a greater real purchasing power 
than a rupee a year hence.

<
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he is 
day is 
ice for 
TVM.

Choose the Correct Answer
Financial management is mainly concerned with 
(a) Arramgement of funds (b)
(c) Profit maximization (d)
The primary goal of the financial management is 
(a) To maximize the return (b)
(c) To maximize the wealth of owners (d)
In his traditional role the finance manager is responsible for
(a)
(b)
(c)
(d)

Proper utilization of funds
Efficient management of every business

[ d ]
To minimize the risk
To maximize profit

ies are 
jn our 
prefers

Proper utilization of funds
Arrangment of financial resources
Acquiring capital assets of the organization
Efficient'management of capital

Investment is the_________ _
(a)
(b)
(c)
(d)

[ d ]

goods 
t being 
luse of 
•y may

[ b ]

iceived

Net additions made to the nations capital 
Employment of funds on asset to earn return 
person’s commitment to buy an asset 
None of the above

Time value of money
(a)
(b)
(c)
(d)

[ d ]
The value of money reduces
Earning alternative source
Today’s money discounted tomorrow at fined rate
Money received today is more than the value of same amount of money received after a 
certain period

w

money Investment is the [ b ]
power (a) Person to invest in a property (b) Employment of fund to earn return

(c) Invest with no expectations (d) None of the above
| ~ Finance function consists of [d]

(a) Safe custody of funds only (b) Expenditure of funds only
(c) Procurement of finance only (d) Procurement and effective use of funds

■ - The objective of wealth maximization takes into account [ d ]
(a) Amount of return’s expected
(b) Timing of anticipated returns
(c) Risk associated with uncertainty of returns
(d) All the above
The purpose of financial management is [a]
(a) Wealth manimization (b) Sales maximization
(c) Profit maximization (d) Asset maximization
Financial management deals with [ b ]
(a) Investments (b) Financing decision
(c) a & b (d) None of the above
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Fill in the blanks
1. ---------------means planning, organising, directing and controlling the financial activities suche

procuredment and utilization of fund of the enterprise

2. __________refers to the increase in the value of share holder equity and assets.

3. --------------- is the reward/return of the share holders for their investment made by them.

4. Capital budgeting is the process of making investment decisions in__________expenditure

5. __________is essential for fulfilling social goals.

6. ---------------are the result of conflicts that exist between owner and management.

7. ------------— are responsible for the financial health of an organisation

8. --------------- means functional activities to an enterprise undertakes in achieveing its desired object. e

9. --------------- means that worth of a rupee received today is different from the worth of a rupee tc :
received in future.

10. ---------------and----------------are major factors every investors investigates.

Wife

Answers

1. Financial management

2. Wealth maximisation

3. Dividend

4. capital

5. Income/returns/profits

6. Agency problem

7. Financial managers

8. Wealth maximisation

9. Time value of money

10. Every investors, investigates .
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CAPITAL BUDGETING:J Capital Budgeting: Meaning - Importance - Process - Kinds of Decisions -

UNIT Cash Flow Estimation - Techniques of Capital Budgeting

ucha s Traditional Techniques: Payback Period - Accounting / Average Rate of Return
II - Discounted Techniques - Discounted Payback Period - Net Present Value -

Internal Rate of Return - Profitability Index - NPV Vs. IRR - Capital Rationing
Risk Analysis in Capital Budgeting Decisions: Sources and Perspectives of
Risk- Traditional Tools - Payback Period - Risk Adjusted Discount Rate - Certainty

- —J
Equivalent Coefficient of Variation - and Decision Tree Analysis

/

2.1 Capital Budgeting

2.1.1 Meaning

QI. What do you understand by Capital 
Budgeting?

Am :

Meaning of Capital Budgeting

Capital budgeting is the process of making 
investment decisions in capital expenditures. A 
capital expenditure may be defined as an 
expenditure the benefits of which are expected to 
be received over period of time exceeding one year. 
The main characteristic of a capital expenditure is 
that the expenditure is incurred at one point of time 
whereas benefits of the expenditure are realised at 
different points of time in future. In simple language 
we may say that a capital expenditure is an 
expenditure incurred for acquiring or improving the 
fixed assets, the benefits of which are expected to 
be received over a number of years in future. The 
following are some of the Examples of capital 
expenditure :

1. Cost of acquisition of permanent assets as 
land and building, plant and machinery, 
goodwill, etc.

2. Cost of addition, expansion, improvement or 
alteration in the fixed assets.

3. Cost of replacement of permanent assets.

4. Research and development project cost, etc.

Capital expenditure involves non-flexible 
long-term commitment of funds. Thus, capital 

expenditure decisions are also called as long term 
investment decisions. Capital budgeting involves the 
planning and control of capital expenditure. .It is 
the process of deciding whether or not to commit 
resources to a particular long term project whose 
benefits are to be realised over a period of time, 
longer than one year. Capital budgeting is also 
known as Investment Decision Making, Capital 
Expenditure Decisions, Planning Capital 
Expenditure and Analysis of Capital Expenditure.

Definitions

According to Charles T. Horngreen has 
defined capital budgeting as, “Capital budgeting is 
long term planning for making and financing 
proposed capital outlays.”

According to G.C. Philippatos, “Capital 
budgeting is concerned with the allocation of the 
firm’s scarce financial resources among the available 
market opportunities. The consideration of 
investment opportunities involves the comparison 
of the expected future streams of earnings from a 
project with the immediate and subsequent streams 
of earning from a project, with the immediate and 
subsequent streams of expenditures for it”.

According to Richard and Greenlaw have 
referred to capital budgeting as acquiring inputs with 
long-run return.”. In the words of Lynch, “Capital 
budgeting consists in planning development of 
available capital for the purpose of maximising the 
long term profitability of the concern.”

From the above description, it may be 
concluded that the important features which 
distinguish capital budgeting decision from the 
ordinary day to day business decisions are :

on
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1. Capital budgeting decisions involve the 
exchange of current funds for the benefits to 
be achieved in future ;

2. The future benefits are expected to be realised 
over a series of years;

3. The funds are invested in non-flexible and 
long term activities;

4. They have a long term and significant effect 
on the profitability of the concern;

5. They involve, generally, huge funds;

6. They are irreversible decisions.

7. They are ‘strategic’ investment decisions, 
involving large sums of money, major 
departure from the past practices of the firm, 
significant change of the firm’s expected 
earnings associated with high degree of risk, 
as compared to ‘tactical’ investment decisions 
which involve a relatively small amount of 
funds that do not result in a major departure 
from the past practices of the firm.

2.1.2 Importance

Q2. Explain the Importance of Capital 
Budgeting.

Atta :

Capital budgeting means planning for capital 
assets. Capital budgeting decisions are vital to any 
organisation as they include the decisions as to :

a) Whether or not funds should be invested in 
long term projects such as setting of an 
industry, purchase of plant and machinery 
etc.

b) Analyse the proposal for expansion or 
creating additional capacities.

c) To decide the replacement of permanent 
assets such as building and equipments.

d) To make financial analysis of various 
proposals regarding capital investments so as 
to choose the best out of many alternative 
proposals.

The importance of capital budgeting can be 
well understood from the fact that an unsound 
investment decision may prove to be fatal to the 
very existence of the concern. The need, significance 

or importance of capital budgeting arises mainly due 
to the following :

1. Large Investments

Capital budgeting decisions, generally 
involve large investment of funds. But the 
funds available with the firm are always limited 
and the demand for funds far exceeds the 
resources. Hence, it is very important for a 
firm to plan and control its capital 
expenditure.

2. Long-term Commitment of Funds

Capital expenditure involves not only large 
amount of funds but also funds for long-terrr. 
or more or less on permanent basis. The long
term commitment of funds increases the 
financial risk involved in the investmen: 
decision. Grater the risk involved, greater is 
the need for careful planning of capital 
expenditure, i.e. C qTal budgeting.

3. Irreversible Nature

The capital expenditure decisions are of 
irreversible nature. Once the decision for 
acquiring a permanent asset is taken, it 
becomes very difficult to dispose of these 
assets without incurring heavy losses.

4. Long-term Effect on Profitability

Capital budgeting decisions have a long-terrr. 
and significant effect on the profitability of a 
concern. Not only the present earnings of the 
firm are affected by the investments in capital 
assets but also the future growth and 
profitability of the firm depends upon the 
investment decision taken today. An unwise 
decision may prove disastrous and fatal to 
the very existence of the concern. Capital 
budgeting is of utmost importance to avoic 
over investment or under investment in fixed 
assets.

5. Difficulties of Investment Decisions

The long term investment decisions are difficult, 
to be taken because (i) decision extends to a 
series of years beyond the current accounting 
period, (ii) uncertainties of future and (iiiN 
higher degree of risk.

- Natk
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6 National Importance
Investment decision though taken by 
individual concern is of national importance 
because it determines employment, 
economic activities and economic growth.
Thus, we may say that without using capital 

: .dgeting techniques a firm may involve itself, in a 
?sing project. Proper'timing of purchase, 
placement, expansion and alternation of assets is 

essential.”__________ _____________ ■ __________
Q3. Explain the Features of Capital 

Budgeting.

The capital budgeting decisions are often said 
■; oe the most important part of corporate financial
- anagement. Any decision that requires the use of 
-esources is a capital budgeting decision; thus the 
capital budgeting decisions cover everything from 
e.-oad strategic decisions at one extreme to
:: mputerization of the office, at the other. The 
rapital budgeting decisions affect the profitability of 
a firm for a long period, therefore the importance 
: f ±ese decisions is obvious. Even a single wrong 
cecision by a firm may endanger the existence of 
—e firm as a profitable firm.

A decision to diversify into a new product line 
: .-.ot taken correctly, may convert a profitable firm 
~.:o a loss making firm. There are several factors 
and considerations which make the capital budgeting 
decisions as the most important decisions of a
- nance manager. The relevance and significance of 
capital budgeting may be stated as follows :
a Long Term Effects

Perhaps, the most important features of a 
capital budgeting decision and which makes 
the capital budgeting so significant is that these 
decisions have long term effects on the risk 
and return composition of the firm. These 
decision affect the future position of the firm 
to a considerable extent as the capital 
budgeting decisions have long term 
implications and consequences. By taking a 
capital budgeting decision, a finance 
manager in fact makes a commitment into 
the future, both by committing to the future 
needs of funds of the projects and by 
committing to its future implications.

b) Substantial Commitments
The capital budgeting decisions generally 
involve large commitment of funds and as a 
result substantial portion of capital funds are 
blocked in the capital budgeting decisions. In 
relative terms therefore, more attention is 
required for capital budgeting decisions, 
otherwise the firm may suffer from the heavy 
capital losses in time to come. It is also 
possible that the return from a projects may 
not be sufficient enough to justify the capital 
budgeting decision.

c) Irreversible Decisions
Most of the capital budgeting decisions are 
irreversible decisions. Once taken, the firm 
may not be in a position to revert back unless 
it is ready to absorb heavy losses which may 
result due to abandoning a project in midway. 
Therefore, the capital budgeting decisions 
should be taken only after considering and 
evaluating each and every minute detail of 
the project, otherwise the financial 
consequences may be far reaching.

d) Affect the Capacity and Strength to 
Compete
The capital budgeting decisions affect the 
capacity and strength of a firm to face the 
competition. A firm may loose competitive
ness if the decision to modernize is delayed 
or not rightly taken. Similarly, a timely 
decision to take over a minor competitor may 
ultimately result even in the monopolistic 
position of the firm.
Thus, the capital budgeting decisions involve 

a largely irreversible commitment of resources i.e., 
subject to a significant degree of risk. These decisions 
may have far reaching effects on the profitability of 
the firm. These decisions therefore, require a 
carefully developed decision making process and 
strategy based on a reliable forecasting system.

2.1.3 Process
Q4. Outline the process of capital 

budgeting.

Capital budgeting is a complex process as it 
involves decisions relating to the investment of
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current fund for the benefit to the achieved in future 
and the future is always uncertain.

The Steps Involved in Capital Budgeting 
Process are :

1. Identification of Investment Proposals

The capital budgeting process begins with the 
identification of investment proposals. They 
proposal or the idea about potential 
investment opportunities may originate form 
the top management or may come from the 
rank and file worker of any department or 
from any officer of the organization.

The departmental head analyses the 
various proposals in the light of the corporate 
strategies and submits the suitable proposals 
to the Capital Expenditure Planning 
Committee in case of large organization or 
to the officers concerned with the process of 
long-term investment decisions.

2. Screening Proposals

The Expenditure Planning Committee screens 
the various proposals received from different 
departments. The committee view these 
proposals from various angles to ensure that 
these are in accordance with the corporate 
strategies or selection criterion of the firm and 
also do not lead to departmental imbalances.'’

3. Evaluation of Various Proposals

The next step in the capital budgeting process 
is to evaluate the profitability of various 
proposals. There are many methods which 
may be used for this purpose such as pay 

back period method, rate of return methoc 
net present value method, internal rate a 
return method etc.

Independent proposals are those whic 
do not compete with one another and th 
same may be either accepted or rejected o 
the basis of a minimum return on investmer 
required.

be mad 
Committ 
profitabil 
circumsta

Furt 
it is betl 
completir 
frame a

The contingent proposals are thos 
whose acceptance depends upon thi 
acceptance of one or more other proposal 
e.g., further investment in building c 
machineries may have to be undertaken as 
result of expansion programme. Mutual] 
exclusive proposals are those which compel 
with each other and one of those may ha-.a 
to be selected at the cost of the other.

unneces: 
Network 
manager) 
also be a

Perform

Fixing Priorities

After evaluating various proposals, tl 
unprofitable or uneconomic proposals mi 
be rejected straight away. But it may not’ 
possible for the firm to invest immediately 
all the acceptable proposals due to limitat: 
of funds.

5.

acmaJ ex

re

Hence, it is very essential to rank ri 
various proposals and to establish prioriti 
after considering urgency, risk and profitabil: 
involved therein.

Final Approval and Preparation i 
Capital Expenditure Budget

Proposals meeting ihe evaluation and oth 
criteria are finally approved to be included i 
the Capital Expenditure Budget. Howevs 
proposals involving smaller investments ma 
be decided at the lower levels for expenditu 
action. The capital expenditure budget la: 
down the amount of estimated expendfc 
to be incurred on fixed assets during r 
budget period.

Implementing Proposal

Preparation of a capital expenditu: 
budgeting and incorporation of a particui 
proposal in the budget does not itse 
authorize to go ahead with ti 
implementation of the project. A request:: 
authority to spend the amount should furth

ice

we 2s

(
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x
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i method, 
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ase which 
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pon the 
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ilding or 
:aken as a 
Mutually 

1 compete 
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isals, the 
asals may 
ay not be 
’diately in 
limitation

rank the
i priorities 
rofitability

be made to the Capital*  Expenditure 
Committee which may be to review the 
profitability of the project in the changed 
circumstances.

Further, while implementing the project, 
it is better to assign responsibilities of 
completing the project within the given time 
frame and cost limit so as to avoid 
unnecessary delays and cost over runs. 
Network techniques used in the project 
management such as PERT and CPM and 
also be applied to control and monitor the 
implementation of the projects.

Performance Review

The last stage in the process of capital budgeting 
is the evaluation of the performance of the 
project. The evaluation is made through post 
completion audit by way of comparison J*  
actual expenditure on the project with the 
budgeted one, and also by comparing the 
actual return from the investment with the 
anticipated return. The unfavorable variances, 
if any should be looked into and the causes of 
the same be identified so that corrective action 
may be taken in future.

What are the Problems involved in 
Capital Budgeting?

ation of
The Capital Budgeting decisions are not only

and other S'“cal and analytical in nature, but also involve 
rcluded in -us difficulties which a finance manager may
However. fc across. The problems in Capital Budgeting

=s.ons are as follows :rents may - 
ipenditure 
idget lays 
:penditure 
uring the

(enditure 
particular 
not itself 
/ith the 
equest for 
aid further

Future Uncertainty

All Capital Budgeting decisions involve long 
term which is uncertain. Even if every care is 
taken and the project is evaluated to every 
minute detail, still 100% correct and certain 
forecast is not possible. The finance manager 
dealing with the Capital Budgeting decisions, 
therefore, should try to be as analytical as 
possible.

The uncertainty of the Capital Budgeting 
decisions may be with reference to cost of 

the project, future expected returns from the 
project, future competition, expected demand 
in future, legal provisions, political situation 
etc.

b) Time Element

The implications of a Capital Budgeting 
decisions are scattered over a long period. 
The cost and benefit of a decision may occur 
at different point of time. As a result, the cost 
and benefits of a Capital Budgeting decisions 
are generally not comparable unless adjusted 
for time value of money.

The cost of a project is incurred 
immediately, however, it is recovered in 
number of years. These total returns may be 
more than the cost incurred, still the net 
benefit cannot be ascertained unless the 
future benefits are adjusted to make them 
comparable with the cost. Moreover, the 
longer the time period involved, the greater 
would be the uncertainty.

c) Measurement Problem

Sometimes a finance manager may also face 
difficulties in measuring the cost and benefits 
of a projects in quantitative terms.

For example, the new product proposed 
to be launched by a firm may result in 
increase or decrease in sales of other products 
already being sold by the same firm. But how 
much? This is very difficult to ascertain because 
the sales of other products may increase or 
decrease due to other factors also.

2.1.4 Kinds of Decisions

Q6. Explain different types of capital 
budgeting decisions.

Types of Capital Budgeting / Investment 
Decisions

There are many ways to classify the capital 
budgeting decision. Generally capital investment 
decisions are classified in two ways.

1) On the Basis of Firm’s Existence

2) On the basis of decision situation
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1. On the Basis of Firm’s Existence

The capital budgeting decisions are taken by 
both newly incorporated firms as well as by existing 
firms. The new firms may be required to take 
decision in respect of selection of a plant to be 
installed. The existing firm may be required to take 
decisions to meet the decisions to meet the 
requirement of new environment or to face the 
challenges of competition. These decisions may be 
classified into :

a)

b)

New Firm

A newly incorporated firm may be required 
to take different decisions such as selection 
of a plant to be installed, capacity utilization 
at initial stages, to set up or not simultaneously 
the anciliary unit etc.

Existing Firm

A firm which is already existing may also be 
required to take various decisions from time 
to time to meet the challenges of competition 
or changing environment. These decision 
may be :

i)

Capital R

H)

iii)

2.

a)

Accept Reject Decisions

Cosh Flo
Hou to e; 
budgeting

Rows

Replacement and Moderni-zation 
Decision : This is a common type of a 
capital budgeting decision. All types of 
plant and machineries eventually 
requires replacement. If the existing plant 
is to be replaced because the economic 
life of the plant is over, then the decisions 
may be known as a replacement 
decision. However, if an existing plant is 
to be replaced because it has become 
technologically outdated (though the 
economic life may not be over), the 
decision may be known as a 
modernisation decision.

Expansion : Some times, the firm may 
be interested in increasing the installed 
production capacity so as to increase the 
market share. In such a case, the finance 
manager is required to evaluate the 
expansion program in terms of marginal 
costs and marginal benefits.

Diversification : Some times, the firm 
may be interested to diversify into new 
product lines, new markets, production

b)

of spare parts etc. In such a case, I 
finance manager is required to evalu 
not only the marginal cost and benel 
but also the effect of diversification i 
the existing market share a 
profitability. Both the expansion a 
diversification decisions may also 
known as revenue increasing decisis

Both expansions and divers: 
cation decision are called revert 
expansion decisions.

From the point of view of Decisif 
Situation
In the view of the investments propcsj 

under consideration, Capital Budgeting decisj 
may also be classified as

a)
b) Mutually Exclusive Project Decisioi

c)
Accept Reject Decisions

These relate to independent projects w 
do not compete with one another. S 
decisions are generally taken on the bas 
minimum return on investment. All ts 
proposals which yield a rate of return hi 
than the minimum required rate of retui 
the cost of capital are accepted and the] 
are rejected. If the proposal is accepted 
firm makes investment in it, and if it is rejel 
the firm does not invest in the same.

Mutually Exclusive Project Decisioi 
Such decisions relate to proposals v.j 
compete with one another in such way 
acceptance of one automatically excludes 
acceptance of the other. Thus, one ol 
proposals is selected at the cost of the a 
For example, a company may have] 
option buying a new machine or a sea 
hand machine or taking an machine or. 
or selecting a machine out of more tha*  
brands available in the market. In such a ■ 
the company may select one best alterra 
out of the various options by adopting J 
suitable technique or method of Cal 
Budgeting. Once one alternative is selal 
the others are automatically rejected.

Capital Rationing Decisions:

K S Jr.

M8MK; w~,
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F ii Scbseq

Rahul Publications GD

M.Com


SEMEST1 . _ H FINANCIAL MANAGEMENT

i case, tt 
o evalue 
d beneff 
tication : 
lare ar 
nsion ai 
ay also
; decisioi 

i diversi
I reveni

Capital Rationing Decisions

A firm may have several profitable 
investments proposals but only limited funds 
to invest. In such a case, these various 
investments proposals compete for limited 
funds and thus the firm has to raise them. 
The firm selects the combination of proposals 
that will yield the greatest profitability by 
ranking them in descending order of their 
profitability.

Decisi
r How to estimates cash flow in capital 

; proposal budgeting decisions
,g decisi 4

Decisions! In capital budgeting, the cost and benefits of 
| rrposal are measured in terms of cash flows. 
: e rerm cash flow is used to described the cash 
Ir.ted measures of return generated by a 

ojects wh I- -^al. Though it may not be possible to obtain 
other. SJt'* * cash-effect measurement, it is possible to 
the bas:?<Krate useful approximations based on available 

at. All th t -nting data. The costs are denoted as cash 
■eturn hidft - ■■s whereas the benefit are denoted as cash 
> of return!7 ■7 It may be noted that the cash outflows 
and the Resent outflows of purchasing power and cash 

accepted !*•  5 an inflow of purchasing power. The cash 
if it is rejdB: ■s and inflows are used to denote the cost 
same.

5 Cash Flow Estimation

>h Flows

* benefit of a proposal.

Thus, it is clear that the cash flows as a 
£_xe of cost and benefits of a proposal is a better 
i.cue to evaluate a proposal. It may be further 
c that the cash flows associated with a proposal 
be classified into (i) Original or Initial cash 

c .. (ii) Subsequent cash in-flows and outflows, 
Terminal cash flow.

Original Or Initial Cash Outflow

.All the capital projects require a sizeable initial 
cash outflow before any future inflow is 
realized. This initial cash outflow is needed to 
ret a project operational. In most of the capital 
budgeting proposals, the initial cost of the 
project i.e., the initial investment cost is the 
rash outflow occurring in the initial stages of 
me projects. Since the investment cost occurs

Decision

Dosals w:. 
uch way T 
; excludes^ 
s, one of I 
t of the oil 
lay have f 
» or a seel 
jchine on it 
nore than 1 
In such a d 
lest alterna 
adopting sd 
3d of Can 
ive is seled 
ejected.

2.

3.

in the beginning of the project, it is relatively 
easy to identify the initial cash outflows. It 
reflects the cash spent to acquire the asset. 
There are several points worth noting here 
as follows :

a) Installation cost : The initial cash 
outflow includes the total cost of the 
project in order to bring it in workable 
condition. Thus, the initial cash outflow 
includes not only the cost of plant, but 
also the transportation cost, installation 
cost and any other incidental cost,

b) Sunk cost: Sunk cost is that cost which 
the firm has already incurred and thus 
has no effect on the present or future 
decisions. If a firm which owns a plot of 
land which is lying idle for the time being, 
is now considering to construct a factory 
at this plot, then the cost of the plot is a 
sunk cost for the factory proposal, and 
is irrelevant. However, if the plot of land 
is to be purchased now, then the cost 
of the land will be included in the initial 
cost of the project.

Subsequent Inflows And Outflows

The original investment cost or the initial cash 
outflow of the proposal is expected to 
generate a series of cash inflows in the form 
of cash profits contributed by the project. 
These cash inflows may be same every year 
throughout the life of the project or may vary 
from one year to another. The timings of the 
inflows may also be different. The cash inflows 
mostly occur annually, but in some cases may 
occur half- yearly , or biannually also. These 
cash inflows generated during the life of the 
project may also be called operating cash 
flows. These are positive cash flows for most 
of the conventional revenue generating 
proposals, however, in case of cost reduction 
proposals these cash flows may be negative.

Terminal Cash Inflows

The cash inflows for the last year will also 
include the terminal cash flows in addition to 
annual cash inflows. Two common terminal
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4.

5.

cash inflows may occur in the last year. First, 
as already noted, the estimated salvage or 
scrap value of the project realizable at the end 
of the economic life of the project or at the 
time of its termination is the cash inflow for 
the last year. At the time of disbanding or 
termination of the project, the market value 
of the land etc. also become cash inflows 
from the project. Second, as already noted, 
the working capital which was invested (tied 
up) in the beginning will no longer be required 
as the project is being terminated. This 
working capital released will be available back 
to the firm and is considered as a terminal 
cash inflow.
Taxation and Cash Flows
The cash flows that are related to capital 
budgeting decisions are the after-tax cash 
flows only. The after-tax cash flows resulting 
from a project are in fact the relevant 
incremental cash flows. These after-tax cash 
flows would not occur if the project is not 
undertaken.
The annual cash inflow from a project will 
result in increase in the taxable profit. So, the 
cash flow from a project would also affect the 
tax liability of the firm. The increase in tax 
liability will be equal to the cash inflow 
multiplied by the tax rate. Or, the net cash 
inflow will be equal to cash inflow (before 
tax) multiplied by (tax rate). Therefore, the 
relevant cash flow for a capital budgeting 
decision .is the cash flow net of incremental 
tax liability.
So, the capital budgeting analysis should be 
done in after-tax terms. This implies that all 
items that affect taxes, even non-cash item 
such as depreciation, should be considered 
in the analysis.
Depreciation, Non-cash Items And Cash 
Flows
The fixed assets acquired as a result of capital 
budgeting decision would be depreciated in 
the usual way. The depreciation of the assets 
would reduce the expected profit being 
generated by the project, reducing the tax 
liability. Even though this depreciation does

not involve any cash flow as such, it defi 
affects the cash outflows by affecting th 
liability.
Every capital budgeting decision sh 
therefore, consider this depreciation 
shield i.e., reduction in tax liability as a n 
of depreciation. The depreciation is aa 
back to the figure of profit after taxes to a 
at the cash inflows from the project. Simii 
any other non-cash expense which 
already been deducted to arrive at the f: 
of profit after tax, is added back to asce 
the cash inflows even though they mat 
provide any tax benefit to the firm, 
example, amortization of goodwill is not 
deductible but it depresses the rep: 
income and hence is added back.
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Q8. What are the different techniqu 
Capital Budgeting?

The investment evaluation techniques 
Vital role in evaluating a project. Profitabilit 
firm will increase if the proposal is profitab 
vice-versa. Selection of a profitable project wi_- 
to maximise value of the firm througni 
maximisation of profits. Therefore, capital budi 
decisions form the framework for a firm’s a 
development.

As we have seen in the analysis stage, d 
evaluation involves market analysis, fina 
analysis, technical analysis, economic analyst 
ecological analysis. In financial analysis.! 
estimation of the cash flows and required d 
return on the project then the next step is eva.. 
of various investment alternatives and seledl 
the most profitable project.

A wide range of criteria has been sugfl 
to judge the worthiness of the invest 
alternatives. Evaluation techniques are divid J 
two broad categories, viz., (I) Traditional techa 
or non-discounted techniques and (II) .Vf 
techniques or discounted cash flow tech™ 
Figure shows the two techniques of evaluat’d 
project. f
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Fig.: Techniques of Project Evaluation
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~"ere are many methods of evaluating profitability of capital investment proposals. The various 
-.-lonly used methods are as follows :

Traditional Methods

i)

fi)

fii)

Pay-back Period Method or Pay out or Pay off Method

Improvement of traditional Approach to Pay Back Period Method 

Rate of Return Method or Accounting Method

Time-adjusted Method/Discounted Methods

i)

u)es pi 
>ility 
able 
twill 
ugh 
judg 
Ts fi

Net Present Value Method

Internal Rate of Return (IRR) Method 

iii) Profitability Index Method. 

Explain the Features of Capital Budgeting Technique.
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Following are some of the features which a capital budgeting evaluation technique should posses : 

The criterion must be able to incorporate all the cash flows associated with proposal.

1 It should also incorporate the time value of money i.e., the cash flows arising at different point of 
time must be differentiated in respect of their worth to the firm.

L It should be capable of ranking different proposals in order of their worth to the firm.

L It should be objective and unambiguous in its approach. There should not be any scope for
subjectivity of the decision maker.

The last but the least, the technique must be in the line with the objective of maximisation of 
shareholders wealth.
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2 1 Traditional Techniques

2 1.1 Payback Period

. ~ Define Payback Period. What are the advantages and disadvantages of Payback Period?

The payback period is defined as the number of years required for the proposal’s cumulative cash 
cws to be equal to its cash outflows. In other words, the payback period is the length of time required



M.Com. I YEAR I SEMES

to recover the initial cost of the project. The payback 
period therefore, can be looked upon as the length 
of time required for a proposal to ‘break even’ on 
its net investment.

Calculation of the Payback Period

The payback period can be calculated in two 
different situations:

When Annual Inflows are Equal

When the cash inflows being generated by a 
proposal are equal per time period, i.e., the 
cash inflows are in the form of an annuity, 
the payback period can'be computed by 
dividing the cash outflow by the amount of 
annuity.

When the Annual Cash Inflows are 
Unequal

_ In case the cash inflows from the proposal 
are not in annuity form then the cumulative 
cash inflows areaised to compute the payback 
period.

Advantages of Payback Method

Following are the advantages of payback 
methods:

1.

2.

1.

2.

3.

Simple to Operate

The payback period is simple and easy, in 
concept as well as in its applications. In 
particular, it can be adopted by a small firm 
having limited man-power which does not 
have any special skill to apply other 
sophisticated techniques.

Liquidity Indication

It gives an indication of liquidity. In case a 
firm is having liquidity problems, then the 
payback period is a good method to adopt 
as it emphasizes the earlier cash inflows.

Risk of Obsolescence High

In a broader sense, the payback period deals 
with the rijsk also. The project with a shorter 
payback period will be less risky as compared 
to project with a longer payback period, as 
the cash inflows which arise further in the

future will be less certain and hence mi 
risky. So, the payback period helps in weed 
out the risky proposals by assigning lov 
priority.

Disadvantages of Payback Method

Following are the disadvantages of payb: 
methods:

1.

2.

3.

4.

Ignores Cash Inflows

The payback period entirely ignores mar; 
the cash inflows which occur after the payb 
period. This could be misleading and cc 
lead to discrimination against the prop: 
which generates substantial cash inflow 
later years. It ignores what happens after 
initial investment is recouped.

Equal Weightage to all Cash Flows

It ignores the timing of the occurrence al 
cash flows. It considers the cash fli 
occurring at different point of time as ea 
in money worth and ignores the time -.-i 
of money. It gives equal weights to all 
cash flows before the payback date ana 
weight at all to cash flows occurring therea

Ignores Salvage Value

The payback period also ignores the saJ 
value and the total economic life of the prJ 
A project which has substantial salvage v 
may be ignored (though more profitaJ 
may be otherwise) in favour of a project® 
higher inflows in earlier years. It is inse- ■ 
to the economic life span and thus not afl 
meaningful criterion for determining 
economic viability of a proposal. The r® 
with which the initial investment is recoB 
is not a sufficient way to appraiser 
profitability.

Method of Capital Recovery

The payback period is more a metr.^ 
capital recovery rather than a mea*  j® 
profitability of a project. To recover the J 
is not enough, of course, because frcfl 
eco-nomic view point one would hope J' 
a profit on the funds while they are imfl

'Rahul Publications
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2 1.2 Accounting / Average Rate of Return
1 Define Accounting / Average Rate of Return. What are the advantages and disadvantages 

of Accounting / Average Rate of Return ?

s many V 
e payball 
ind co_
proposf 

inflows “ 
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According to this method, the capital investment proposals are judged on the basis of their relative 
taxrability. For this purpose, capital employed and related income is determined according to commonly 
ks-cred accounting principles and practices over the entire economic life of the project and then the 
br^ce yield is calculated. Such a rate is termed as Accounting Rate of Return.

The ARR is also known as Return on Investment (ROI). It is the ratio of average after tax profit to 
■cage investment.
Eai :ulation of ARR

iere,

D Average Annula Profit after Tax ,
/Arirt - ------------------------------------------------- x 1UU

Average or Initial Investment
Average EBIT (1 -1)
Average Investment x

lows
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A , Initial Investmet + Salvage Value
Average Investment = --------------------- —---------------------

(or)

Initial investment - Scrap value
2--------------------- + Addl.net working capital + Scrap value

tages of Average Rate of Return Method
The advantages of average rate of return method are as follows:
Easy to Calculate
It is easy to calculate because it makes use of readily available accounting information. In contrast, 
discounted cash flow technique involves tedious calculations.
Considers Entire Cashflows
It takes into consideration the entire cash inflows during the project life. Payback Method does not 
use the entire stream of incomes.
Based on Financial Data
.As this method is based upon accounting concept of profits, it can be readily calculated from the 
financial data.

antages of Average Rate of Return Method
The disadvantages of average rate of return method are as follows:
Ignores Time Value of Money
If we use ARR to compare two projects having equal initial investments. The project which has 
higher annual income in the latter years of its useful life may rank higher than the one having higher 
annual income in the beginning years, even if the present value of the income generated by the 
latter project is higher.
Cost of Project cannot be Determined Accurately
Future sales and anticipated cost of project over a long period cannot be determined accurately 
recause they are influenced by a large number of outside factors.

Rahul Publications
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3.

4.

5.

Used as the Only Way to Appraise a Project
It can not be used as the only way to appraise a project. The net present value should be 
calculated as calculating only the return of a project can give a distorted image when projects 
have significantly different capital expenditure are compared.

Uses Only Accounting Figures
It uses accounting figures which can be affected by judgment, accounting policies and nor. I 
items (depreciation).

Problem of Comparability

There are two ways to calculate the accounting rate of return which causes a problem of comparer:

PROBLEMS ON TRADITIONAL METHODS OF CAPTIAL BUDGETING

-P is calculal 
rcepted.

f rhe PBP i

Calculatec
1.00,0

1. A project proposal requires a cash outflow of ^1,00,000 and yield an annual cash in: 
of 3(18,500/- for next 7 years. Calculate PBP for a given project.

pBp _ Initial Investment
Annual Cash Inflow

A

1,00,000
18,500 = 5'4years

2. A project proposed requires cash outlay of ?19,000/- and is expected to generate 
inflows of ?8,000/-, 6,000/-, 4,000/-, 2,000/- and 4,000/- over next 5 years. Calc 
PBP for the given projects.

SoC :

In a given problem the cash inflows are unequal so PBP -

Required CFAT
PBP = Base year + —- -----------------

Next year CFAT
c

- L.

-

Year CFAT Cumulative CFAT

1 8,000 8,000

2 6,000 14,000

3 4,000 18,000

4 2,000 20,000

5 4,000 24,000

3

1000
PBP = 3 + 2000 ’ 3 5 years

Acceptance Rule for PBP

Many firms use the PBP as an accept or reject criteria as well as a method of ranking the pr<

Rahul Publications -CZD
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-BP is calculated for a project is less than the std PBP set by the management then such project would 
accepted.

the PBP is more than the std once such project would be rejected.

nor. 1

-iparac|

NG
sh infig

Calculated PBP for the following projects each project requires initial cash outlay of 
Rs. 1,00,000/-. If std PBP is 5 years. Suggest which project should be accepted?

Year Cash inflows
A B C

1 30,000 30,000 10,000
2 30,000 40,000 20,000
3 30,000 20,000 40,000
4 30,000 20,000 40,000
5 30,000 5,000 -

’rate :
Calcn

Year CFAl

1 30,000

2 30,000

3 30,000
4 30,000

5 30,000

Initial Investment
Annual Cash I nf low

1,00,000
=> 30,000 => 3-3years

get B

Year CFAT Cumulative CFAT
1 30,000 30,000
2 40,000 70,000

3 20,000 90,000
4 20,000 1,10,000
5 5,000 1,15,000

-□d r? Required CFAT- BP = Base year +------ ------ ----------
Next year CFAT => 3 +

10,000
20,000

= 3 + 0.5 = 3.5 yearse proje

Rahul Publications
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Project C

Year CFAT Cumulative CFAT

1 10,000 10,000

2 20,000 30,000

3 40,000 70,000

4 40,000 1,10,000

5 - 1,10,000

1

non o Required CFATPBP = Base year +---- - -------- —------
Next year CFAT

30,000
3 + 40,000

przes -

I he 1 
year. 
PBP

=> 3 + 0.75 = 3.75 years

Conclusion

In a given problem the std PBP for all projects is 5 years. All the 3 projects having less PBP 
compared to the std PBP So, all the 3 projects are acceptable. To rank the projects “Project A” is give 
priority, as its PBP is less than the other 2 projects B and C.

4. The following details related to 3 mutually exclusive projects. Find PBP for all th 
projects. The std PBF is 3 years. Suggest the Management which project shoul 
acceptable. The initial cash outlay of each project is ^1,00,000/-

I-

Cash Inflows

A B C

30,000 30,000 40,000

30,000 50,000 50,000

30,000 40,000 10,000

30,000 20,000 20,000

30,000 10,000 20,000

Sot :

Project A

Year CFAT

1 30,000

2 30,000

3 30,000

4 30,000

5 30,000 4a,
= 2&

Rahul Publications GD
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Initial Investment
Annual Cash I nf low

1,00,000
----- ------ => 3.3 years

Year CFAT Cumulative CFAT
1 30,000 30,000
2 50,000 80,000
3 40,000 1,20,000
4 20,000 1,40,000
5 10,000 1,50,000

DRD o Re quired CFATPBP = Base year + -—-------- -—• , 9 ,
Next year CFAT +

20,000
40,000

PBP => 2 + 0.5 = 2.5 years 
meet C

3P whe 
given

ill the 
ould I

Year CFAT Cumulative CFAT
1 40,000 ' 40,000
2 50,000 90,000
3 10,000 1,00,000
4 20,000 1,20,000
5 20,000 1,40,000

The total/initial cash outlay is 1,00,000. We are recovering total amount of 1,00,000 in 3rd 
year.
PBP = 3 yrs.

As project ‘B’ is have less PBP it should be acceptable._____________________
A project requires an investment of ^6,00,000 and has a scrap value of T30.000 after 4 
, ears. It is expected to yield profits after depreciation and taxes during the four years 
amounting to ^40,000, T60.000, T50.000 and ^30,000. Calculate ARR on the 
investment.

1,80,000
•erage profit =----- - ----- = 45,000

6,00,000-30,000
Average investment = ------------ - ------------ = 2,85,000

45,000 droo?
5RR = x 100 -15.8%

2,85,000

GD Rahul Publications,
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So# :

6. Determine the average rate of return from the following data of two machines A and

Annual Estimated Net Profit After Taxes

Machine A Machine B

Original Cost Rs. 56,125-00 Rs. 56,125-00

Additional Working Capital Rs. 5,000-00 Rs. 6,000-00

Life 5 years 5 years

Estimated Savage Value Rs. 3,000-00 Rs. 3,000-00

Tax Rate 55% 55%

Year A B

1 3,375-00 11,375-00

2 5,375-00 9,375-00

3 7,357-00 7,375-00

4 9,375-00 5,375-00

5 11,375-00 3,375-00

Total 36,875-00 36,875-00

A „„ Average Net Profit after taxes
ARR =-------- - -------------------------------- x 100

Average Investment

Machine : A

36,875
Average net profit after taxes = ---- - ---- = Rs. 7,375

5

Average investment
56,125 - 3,000(+5,000 + 3,000)

2

Ri

-

■----------- 1

A project 
12.000. 1 

Xk«r accej 
•nd ARR.

« sshficx
■ hz.. ma! c
□Clem rad

of T.

XX)

ARR Rs- 7’37_ x 100 = 20.75%
Rs. 35,562

□

nr

7. A machine costs Rs. 1,00,000 and has no scrap value after 5 years. It is depreciate 
straight line basis. The expected net earnings after depreciation and taxes are as foil

Average Earning after tax = 50,000 + 40,000 + 60,000 + 20,000 + 30,000

= 2,00,000

Year 1 2 3 4 5

EAT (Rs.) 50,000 40,000 60,000 20,000 30,000

Rahul Publications GD
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A and B

1,00,000
Average Investment = ----- ------  = 50,000

-_<R also can be calculated on total investment

40,000
ARR = 50,000 X 100 = 40%

A project requires a internal investment of ?50,000 accepted to generate ^10,000, 
12.000, 15,000, 20,000, 18,000 as cash flows before tax @40% it is further estimated 
mat accepting the project requires ?11,600 additional working capital calculate PBP 
ind ARR, if the project is having a scrap value of ?10,000 at the end of the year.

■ e cashflows which are generated in addition to the regular cash flows at the end of life time are 
pr. i: Terminal cash flows for some value of scrap additional working capital which can be realize in the 

: blem cash flows before tax is given to calculate PBP we requires cash flows after tax.

nation of Tax Flows After Tax

Cost of Asset + Installation charges - Scrap value
MEp =................... ................. ............................... ..... - -

Estimated life

50,000-10,000
Dec = ----------- - ---- ’------ = 8000

5

eciated 
as folloi

Dec = 8,000 p.a

>30 + 11,600 = 25,600

k CFBT Dep PBT Tax & 40% PAT CFAT (6+3) Cumulative CFAT

10,000 8,000 2,000 800 1,200 9,200 9,200

12,000 8,000 4,000 1,600 2,400 10,400 19,600

15,000 8,000 7,000 2,800 4,200 12,200 31,800

20,000 8,000 12,000 4,800 7,200 15,200 47,000

18,000 8,000 10,000 4,000 6,000 14,000 72,600

me cash inflows are unequal to calculate PBP the formulae will be -

— GD Rahul Publications



I YEAR I SEME: -1M.Com.

Terminal Cash Inflows = 11,600

CFBT

(*) Pay Back Period

3,000
4 + 25^00 = 41 years

= 22,(

(ii)

PBP = 4.1 years (Accept)

ARR = —Aygyage PAT— 4’..292 = 0 13

Average I nvestment ° 1>DUU

=EP = 3 +

3 +

A „An. Total PAT
Average PAT = — -------———

Number of Years
MS? = —l.

Ave

21,000
—-m— = 4,200

5

1
Total Invt - Scrap

Average Invt. = ------------------------  +
Additional

'.—7;—TT + Scrap value Working Capital

=> 20,000 + 21,600

= 41,600

9. A project requires a initial investment of ^1,00,000 expected to generate ?1 
40,000, 55,000, 30,000 and 20,000 as cash flows before tax @50%. Accepti 
project requires an additional W.C. of ^2,00,000 calculate PBP and ARR if the n 
value of the project is ?2,00,000/.

ounted

* Disc 
k>u me

SaC:

tme-adus 
t ce money 
I popular <

Dep =
1,00,000-20,000 80,000
-—1----- -------------  = —~— = 16,000

5 5
i O-dgem
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P

CFBT

(1)

Dep

(2)

PBT

(3)

Tax

@ 50%

PAT

(5)

CFAT

(6)

Cumulative

(7) CFAT

15,000 16,000 (1,000) - (1000) 15,000 15,000

40,000 16,000 24,000 12,000 12,000 28,000 43,000

55,000 16,000 39,000 19,500 19,500 35,500 78,500
1 30,000 16,000 14,000 7,000 7,000 23,000 1,01,500
I 20,000 | 16,000 4,000 2,000 2,000 18,000 1,19,500

= Terminal cash inflow = Scrap value + Add W.C.

20,000 + 2,000

= 22,000

=>

73P = 3 +
21,500
23,000

3 + 0.93 = 3.93
i.

-_RR Average PAT
Average Investment

7,900
= 6000 = 0-127x100 = 12.74

Total PAT 39,500
- •’S PAT = -- -----—----- = —-— = 7,900

No. of Years 5

Total invst - Scrap
-r.g invt = - + Additional W.C + Scrap value

10,00,000-20,000
------------- 2-------------  + 2,000 + 20,000

= 40,000 + 2,000 + 20,000

= 62,000

ate ?15 
icceptin 
f the res

! Discounted Techniques

efine Discounted cashflow method. Explain merits and demerits of Discounted 
ishflow method.

-e rime-adjusted or discounted cash flow methods take into account the profitability and also the 
. -2 of money. These methods also called modern methods of capital budgeting are becoming 
* dy popular day by day.

- ..iscounted cash flow methods take into consideration the time value of money to make effective 
spital budgeting decisions.
fc-ese methods give more emphasis to early inflows than later inflows.

GD Rahul Publications
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These methods are suitable in situation where cash flows are uneven.

The entire economic life of the project investment and income is considered by these methods 

These methods makes possible comparison of projects having different capital outlays, diffei 
lives, different timings of cash flows.

Demerits

These methods do not take into account the time value of money. A rupee today is definitely w< 
more than a rupee after an year. This basic fact is ignored by these methods.

Cost of capital is not considered, which is a crucial element in making investment decisions. 

Cash flows are not involved in analysis which are more significant than the accounting profits. 

Investment in a project in any circumstances is to be made in installments then traditional meth 
are not applicable.

Modern techniques are again subdivided into three, viz.,

(a)

(b)

(c)

3.

4.

5.

1.

2.

3.

4.

Net present value,

Internal rate of return or trial and error, and 

Profitability index or discounted benefit cost ratio.

2.2.2.1 Net Present Value

Q13. Define Net Present Value. Explain advantages and disadvantages of NPV.

1.

2.

3.

4.

The cash inflow in different years are discounted (reduced) to their present value by applying 
appropriate Miscount factor or rate and the gross or total present value of cash flows of different years i 
ascertained. The total present value of cash inflows are compared with present value of cash outfd 
(cost of project) and the net present value or the excess present value of the project and the differs 
between total present value of cash inflow and present value of cash outflow is ascertained.

Calculation of NPV

The following four steps constitute a net-present-value analysis of an investment proposal:

Prepare a table showing the cashflows during each year of the proposed investment.

Compute the present value of each cashflow, using a discount rate that reflects the cost of acqua 
investment capital. This discount rate is often called the hurdle rate or minimum desired ra:a 
return.

Compute the net present value, which is the sum of the present values of the cashflows.

If the Net Present Value (NPV) is equal to or greater than zero, accept the investment props 
Otherwise, reject it.

The present value of ?1 due in any number of years can be found with the use of the folloJ 
mathematical formula:

Where, PV = Present Value; r = Rate of interest/discount rate; n = Number of years

Rahul Publications CID

M.Com


SEMESTE - NT ' H FINANCIAL MANAGEMENT

Net present value gives explicit consideration to the time value of money; it is considered a 
c: -.isticated capital budgeting technique. All such techniques in one way or another, discount the firm’s 
ss- flowsat a specified rate. This rate often called the discount rate, required return, cost of capital, orethods.

;. differe: - ortunity cost is the minimum return that must be earned on a project to leave the firm’s market value

itely worn

manged.

The NPV is found by subtracting the present value of project’s cash outflows (CF0) from the present 
_e of its cash inflows (CFt) discounted at a rate equal to the firm’s cost of capital (k).

NPV = Present Value of Cash Inflows - Present Value of Cash Outflows

2ns.

profits.
xb CF. nNPV = SjiTky - CFo = £<CFt xpvlFk‘) - CFo

A ::ept-Reject Decision

When NPV is used to make accept-reject decisions, the decision criteria are as follows:

NPV > Zero

NPV < Zero

Accept the proposal

Reject the proposal

Indifference

□plying d 
it years a 
>h outflow 
! different

•sal:

□f acquire 
ired rate

s.

it propos

le follov.

rs

NPV = Zero

- :. antages of NPV Method

The advantages of NPV method for evaluating investment proposals are as follows:

Recognition of Time Value of Money

The most significant advantage is that'it explicitly recognizes the time value of money, e.g., total cash 
flows pertaining to two machines are equal but the net present value are different because of 
differences of pattern of cash streams. The need for recognizing the total value of money is thus 
satisfied.

Sound Method of Appraisal

It also fulfils the second attribute of a sound method of appraisal. In that it considers the total 
benefits arising out of proposal over its life time.

Selection of Mutually Exclusive Projects

It is particularly useful for selection of mutually exclusive projects.

Maximization of the Shareholder’s Wealth

This method of asset selection is instrumental for achieving the objective of financial management, 
which is the maximization of the shareholder’s wealth. In brief the present value method is a 
theoretically correct technique in the selection of investment proposals.

■ s advantages of NPV Method

Disadvantages of NPV method are:

Difficult to Understand

It is difficult to calculate as well as to understand and use, in comparison with payback method or 
average return method.

May not Give Accurate Decision

NPV can not give accurate decision if the amounts of investment of mutually exclusive projects are 
not equai.

L

X

1

4

1

X
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3. - Difficult Calculation

The second and more serious problem associated with present value method is that it invol’ 
calculations of the required rate of return to discount the cash flows. The cost of capital is gener<
the basis of the firm’s discount rate. The calculation of cost of capital is very complicated. In f<
there is a difference of opinion even regarding the exact method of calcu lating it.

4. Absolute Measure

Another shortcoming is that it is an absolute measure. This method will accept the project which h 
higher present value. But it is likely that this project may also involve a larger initial outlay. Thus, 
case of projects involving different outlays, the present value may not give dependable results.

2.2.2.2 Internal Rate of Return

Q14. What is Internal Rate of Return? How is it calculated? State the merits and demerits 
Internal Rate of Return.

The internal rate of return is also one of the capital budgeting technique that identifies the tic 
value of money. This method is also known as yield method, discounted rate of return and trial and err 
yield method. It is that rate of return which equates the present value of cash inflows to the present vah 
of cash outflows. The hit and trial method is used in internal rate of return method to discount the ca 
flows of the project as discount rate is not known. The internal rate of return is calculated with the help 
the following.formula.

Where,

C - Initial outlay at time zero

r - Rate of discount of internal rate of return

Aj , Ag, ... An - Future net cash flows at different periods 

n - Number of years.

The internal rate of return method involves following steps,

1. Calculate the future cash inflows before depreciation but after tax.

2. Calculate fake payback period by dividing the initial investment by average cash flows. Ini: 
investment

Initial investment
Average cash flows

3. Identify the discounting factor from present value annuity table and calculate NPV with tl 
percentage. ,

4. If NPV is positive take a higher rate and if NPV is negative take a lower rate and once again calculi 
NPV.

5. After getting one positive NPV and one negative NPV, use interpolation to calculate actual IRR. 
Actual IRR can be calculated by using the following formula,
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it involves! 
s general. 
:ed. In fa:

. Present value at lower rate - Cash outflowLower rate h------------------------------------------------------------ x Difference in the rates
PV at lower rate - PV at higher rate

A particular project is accepted when IRR is more than cost of capital and if IRR of the project is less 
St: cost of capital it is rejected.

ierits
: which has 
iy. Thus, n| 
results.

IRR also take into consideration the time value of money and easily applicable to situations in which 
even and uneven cash flows exists.

It helps in calculating true profitability of the project as it consider all profits of the project.

’merits The ascertainment of cost of capital is not very important as in case of NPV method.

It is suitable for goal of maximizing profits and it is one of the dependable techniques of capital 
budgeting. Demerits

merits

The internal rate of return is one of the difficult method for evaluation of investment proposals.

If the expected life, size and cash outlays of the projects are not equal then the result of NPV and 
IRR will also differ.

When different rates are used it may create confusion.

2.2.3 Profitability Index

fl5. Define Profitability Index. How is it calculated? State the merits and demerits of 
Profitability Index.

The profitability index (PI) refers to the ratio of discounted benefits over the discounted costs. It is 
i Evaluation of the profitability of an investment and can be compared with the profitability of other 
r.;lar investments which are under consideration. The profitability index is also referred to as benefit-cost 
co, cost- benefit ratio, or even capital rationing.

lculation of PI

The profitability index is one of the numerous ways used to quantify and measure thei efficiency of 
aws. Initial .-..OpOsed investment. Calculation of PI is done by the following formula:

Present Value of Cashinflows
Profitability Index = present Va)ue q{ Cashoutflows

1 with that
The profitability index may be found for net present values of inflows:

PV of Cash inflows

in calculate

ual IRR.

NPV (Net Present Value) PV of Cash inflows
Initial Cash outlay or P 1. - jnjtia oufiay

The net profitability index can also be found as Profitability Index (gross) minus one.

GD Rahul Publications



M.Com. I YEAR I SEMESTE

Accept-Reject Decision
When PI is used to make accept-reject decisions, the decision criteria are as follows:

PI > 1 Accept the proposal

Pl < 1 Reject the proposal

PI = 0 Indifference

Advantages of Profitability Index Method

Following are the advantages of profitability index method:

1. It is consistent with the goal of maximizing the shareholders wealth.

2. It recognizes the time value of money.

3. It considers analysis all cash flows of entire life.

4. It makes the right in the case of different amount of cash outlay of different project.

5.. It ascertains the exact rate of return of the project.

6. It helps in ranking and picking projects while rationing of capital.

Disadvantages of Profitability Index Method

Following are the advantages of profitability index method:

1. It is requires detailed long term forecasts of the incremental benefits and costs.

2. It poses difficulty in understanding interest rate or discount rate.

3. It is difficult to calculate profitability index if two projects having different useful lif

PROBLEMS ON NPV, IRR AND Pl
10. Calculate NPV for the given project.

Year 0 1 2 3 4 5
(A) Cash flows 200 35 80 90 75 20

(B) Cash flows 200 18 10 10 40 35

The company anticipates the cost of capital of 12%. Rank the project according to it ?

SaC :

Calculation of NPV for Project A

Year CFAT PV. factor @ 12% PV CFAT
1 35 0.893 31.255

2 .80 0.797 63.76

3 90 0.712 64.08

4 75 0.636 47.7
5 20 0.567 11.34

218.135

NPV = LPV.CFAT - ZPV Co

= 218.135 - 200 = 18.135
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It ilculation of NPV for Project B

Year CFAT PV. factor @ 12% PV CFAT
1 8 0.893 16.074
2 10 0.797 7.97
3 10 0.712 7.12
4 40 0.636 25.44
5 35 0.567 19.845

76.444

NPV = LPV.CFAT - SPV Co
I_________ 76.44 - 200 = (-123,556)__________________________________________________________

t A project cost Rs. 2,500/- and is expected to generate cash inflows of Rs. 900, 800, 700, 
600 and 500 respectively for 5 years. The opportunity cost of capital may be assumed to 
be 10% calculate NPV for the given project.

.

Initial cost = 2,500
Year CFAT PV factor @ 10% PV. CFAT

1 900 0.909 818.1
2 800 0.826 660.8
3 700 0.751 525.7
4 600 0.683 409.8
5 500 0.621 310.5

2,724.9

NPV = LPv of CFAT - Pv of Co.

I NPV = 2724.9 - 2,500 = 224.9_________________________________________________________
EZ. A firm whose cost of capital is 10% considering two mutually exclusive projects X and 

Y. The details of which are:

Investment
Life
Cost of Capital 10%
Tax Rate 50%

Project A Rs.
Rs. 50,000

5 years

Project B Rs.
Rs. 50,000

5 years

Cash flows before depreciation and taxes (CFBT) are as follows:

•■•'hich Project should be accepted under NPV method?

Year Rs. Rs.
1 20,000 30,000
2 22,000 27,000
3 28,000 22,000
4 25,000 25,000
5 30,000 20,000
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Project : A
Calculation of Net Cash Flows (CFAT)

Year CFBT - DEP = NP - TAX

@50%

= PAT + DEP = CFAT

1. 20,000 - 10,000 = 10,000 - 5,000 = 5,000 + 10,000 - 15.000

2. 22,000 - 10,000 = 12,000 - 6,000 = 6,000 + 10,000 = 16.000

3. 28,000 - 10,000 = 18,000 9,000 = 9,000 + 10.000 = 9.000

4. 25,000 - 10,000 = 15,000 - 7,500 = 7,500 + 10.000 = r 17,500

5. 30,000 - 10,000 = 20,000 - 10,000 = 10,000 + 10,000 = 20.000

50,000-0
Depreciation = ---------------

_____ : ~:
■X Th

= Rs. 10,000

Calculation of net present value
Year CFAT

Rs.

Discount * 

Factor @ 10%
Total Present

Value
1 15,000 0.909 13,635.00

2 16,000 0.826 13,216.00

3 19,000 0.751 14,269.00
4 17,500 0.683 11,952.50

5 20,000 0.621 12,420.00

Total present value 65,492.50

Investment 50,000.00

Net Present Value Rs. 15,492.00

The i

tO Ci

Note

Project : B

1) Calculation of CFAT

Year CFBT - DEP = NP - TAX

@50%

= PAT 4- DEP = CFAT

1. 30,000 - 10,000 = 20,000 - 10,000 = 10,000 10,000 = 20,000

2. 27,000 - 10,000 = 17,000 - 8,500 = 8,500 + 10,000 = 18,500

3. 22,000 - 10,000 = 12,000 - 6,000 = 6,000 + 10.000 = 16,000
4. 25,000 - 10,000 = 15,000 - 7,500 = 7,500 + 10.000 = 17,500
5. 20,000 - 10,000 = 10,000 - 5,000 = 5,000 + 10,000 = 15,000

.*» p

Y<

4

50,000-0
Depreciation - -------~-------

= Rs. 10,000
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I

)

2 Calculation of Net Present Value
Year CFAT 

Rs.
Discount * 
Factor @ 10%

Total Present 
Value

1 20,000 0.909 18,180.00
2 18,500 0.826 15,281.00
3 16,000 0.751 12,016.00
4 17,500 0.683 11,952.50
5 15,000 0.621 9,315.00

Total present value 66,774.50
- Initial Investment 50,000.00
Net Present Value Rs. 16,744.50

Since NPV of project B is higher than that of project A it is advisable to select project B.
The Alpha Company Ltd. is considering the purchase of a new machine. Two alternative 

machines (A and B) have been suggested each costing Rs. 4,00,000. Earning after taxation 
are expected to be as follows :

Year Machine A Rs. Machine B Rs.
1. 40,000 1,20,000
2. 1,20.000 1.60.000
3. 1,60.000 2,00,000
4. 2,40.000 1,20,000
5. 1,60,000 80,000

The company has a target of return on capital of 10% and on this basis, you are required 
to calculate NPV ?
Note : The present Value of Rs. 1

1. years 0.91
2. years 0.83
3. years 0.75
4. years 0.68
5. years 0.62

3

The profitability of the machine can be compared on the basis of net present value of cash inflows

Machine A Machine B

Year Discount Factor Cash Inflow Present Value Cash Inflow Present Value

@10% Rs. Rs. Rs. Rs.

1. .91 40,000 36,400 1,20,000 1,09,200

2. .83 1,20,000 99,600 1,60,000 1,32,000

3. .75 1,60,000 1,20,000 2,00,000 1,50,000

4. .68 2,40,000 1,63,200 1,20,000 81,000

5. .62 1,60,000 99,200 80,000 49,600

5,18,400 5,23,200

f

Net Present Value

MachineA

Rs.

5,18,400-4,00,000 

= 1,18,400

Machine B

Rs.

5,23,200-4,00,000 

= 1,23,400
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14. Calculate the profitability index from the information given below

Cost of project

Life of the project

Annual cash Inflow Rs.

Rs. 6,00,000

5 years

2,00,000

Cut off rate 10%

Sai:

Calculation of Profitability Index

Year CFAT PV factor Total PV

1-5 2,00,000 3.791 7,58,200

7,58,200
Profitability index = g qq qqq = 1.263

Since the calculated PI is more than 1, it is advisable to accept the project.

Calculate NPV and profitability index when cost of capital is 10%. Initial investment 
12,00,000/-. The estimated cash flows before Dep and taxes over 6 year period as F 
4,00,000/-, 5,00,000, 3,00,000, 2,00,000, 3,00,000 and 2,00,000 respective! 
Additional working capital is Rs. 75,000/- tax rate is 40%?

= 2,00,000

Year CFBT Dep PBT Tax(40%) PAT CFAT PV 10% PV CFAT

1 4,00,000 2,00,000 2,00,000 80,000 1,20,000 3,20,000 0.909 . 2,90,880

2 5,00,000 2,00,000 3,00,000 1,20,000 1,80,000 3,80,000 0.826 3,13,880

3 3,00,000 2,00,000 1,00,000 40,000 60,000 2,60,000 0.751 1,95,260

4 2,00,000 2,00,000 0 0 0 2,00,000 0.683 1,36,600

5 3,00,00 2,00,000 1,00^000 40,000 60,000 2,60,000 0.621 1,61,460 |

6 2,00,000 2,00,000 0 0 0 (2,00,000

+ 75,000)

0.564 1,55,100

12,00,000
Dep = ------ - ------

NPV = ZPV . CFAT - SPV.Co

= 12,53,180 - 12,00,000 = 53,180 [Accept]

PV CFAT
Profitability Index => py

12,53,180
= 12,00,000 = 1044%
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Calculate IRR if the project requires an initial outlay of Rs. 6,000/*  and expected to 
generate equal cash inflows of Rs. 2,000/- Pa. The project is having a life of 5 years. 
Advice the management if the co’s cost of capital is 15%.

In the given problem the cash inflows are equal.

S» - : 1 : Calculate PBP

Initial Invst
Annual cash inf low

6,000
= 2,000 = 3 years

2 :

Search for 2 discount factor nearest to PBP in annuity Re 1 table. 

19% and 20% are two discounting factor.

(3.058) (9.991)

■n 3 :

Use IRR formulae

IRR = rL + PfrL PBP x Ar 
L DfrL-Dfrh

3.058-3
- 19% + 3.058-2^91 X(2°-19)

0.058
19% + -7—7 x 1 19% + 0.865

0.067

19.865%

i~ 4 : Decision Rule

In the given problem IRR > K i.e., 19.865 > 15 % let so, accept the project.__________________

Calculate IRR if the project requires an Initial cash outflow of Rs. 1,00,000/- and expected 
to generate an equal cash inflows of Rs. 30,000/- each life of the project is 5 years. 
Advice the Management if the cost of the capital is 10%.

k
in the given problem cash inflows are equal, 

aro 1 : Calculate PBP

PBP = Initial investment
Annual cash Inflow

1,00,000
30,000 = 3.33 years

r
re: 2 : Search for 2 discount factor nearest to PBP in Annuity Re 1 table.

15% and 16% are two discounting factor (3.352) (3.274)
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Step 3 : Use IRR formulae

IRR = rL + DF,l PBP x Ar 
L DF,l-DF„,

=> .15%

15 +
0.022 _-------- X 1
0.078

15 + 0.282

= 15.282
Step 4 : Decision Rule. Ir. the given problem IRR > K i.e., 15.282 > 10%. So accept the project
18. Calculate NPV and IRR if the project requires an Initial outlay of Rs. 60,000/- and 

expected to generate equal cash inflows of Rs. 15,000/- p.a. The life of the project is 
years advice the management? Cost of capital 10%?

Sal :

Year CFAT PV 10% PV CFAT
1 ‘ 15,000 0.909 13,635
2 15,000 0.826 12,390
3 15,000 0.751 11,265
4 15,000 0.683 10,245
5 15,000 0.621 9,315

NPV = SPV. CFAT - EPVG

=> 56,850 - 60,000

=> - 3150

The NPV is negative so we can reject the project
Note : If the cash inflows are equal for all life of the project just see annuity table of Re.l.
For example : In the given problem cost of capital is 10% and life of the project is 5 years. See annuir
Re 1 table at 5 period at 10% i.e., 3.791 and multiply it with cash inflow i.e., 15,000/-

Year life = 5 years

cash inflows = 15,000 (for all 5 years)
Annuity Re 1 table (Table 2) - 5 Period at 10% = 3.791
.-. IP V. CFAT = 3.791 x 15,000 = 56,865

.-. NPV = ZPV . CFAT - XPV . Co

56,865 - 60,000 - 3,135 (reject)
i?3 «

1 : Calculate PBP

60,000
15,000 = 4years
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Step 2 : 6% and 7% are two nearest dis’g factor to PBP

i.e.,  (4.212 and 4.100)

Step 3 : Use IRR Formula

6% +
4.212-4

4.212-4.100 X 1

oject I 

and H 
ct is

0.212 .
0.112

=> 6 + 1.892

=$ 7.892

Step 4 : In the given problem IRR < k i.e., 7.892 < 10 Y & NPV y xp Reject the project.

9. Calculate IRR and advice the management if the cost of the capital is 25 %. Profit 
requires an initial outlay of 10,000 and is expected to generate Rs. 4,000, 3,000, 5,000, 
6,000 and 2,000 as cash flows after tax ?

In the given problem cash flows are unequal to calculate IRR.

'tep 1 : Calculate Avg CFAT / FAKE Annuity

Total CFAT 20,000
No. of years 5 = 4,000

Step 2 : Calculate Fake PBP

Initial Investment 
Fake Annuity

nnuity 10,000
= 4,000 = 25

I

Step 3 : The discounting factor located in PV of annuity of Re 1 table which is nearest to the fake PBP 
in the year of project life time is 2.532 @ 28%. Hence use these % trial rate to find out PV. 
CFAT.

Year CFAT PV. factor @ 28% Pv. CFAT

1 4,000 0.781 3,124

2 3,000 0.610 1,830

3 5,000 0.477 2,385

4 6,000 0.373 2,238

5 2,000 0.291 582

10,159
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28% -» 10,154

32% -> 9,403

Year CFAT PV. @ 32% Pv. CFAT

1 4,000 0.758 3,032

2 3,000 0.574 1,722

3 5,000 0.435 2,175

4 6,000 0.329 1,974

5 2,000 0.250 500

9,403

rL = 28% and rh = 32%

+IRR = rL Pv CFAT - Pv co A
------------------------ x A

APVCFAT

=> 28% +
10.159- 10,000
10.159- 9,403 X (32-28)

=> 28 % + 0.84 %

28.84 % (Accept)

Note

1. If PV CFAT value is more than PV. Co take another rate of interest which is higher than the pre 
rate of interest.

2. If Pv CFAT value is less than pv. Co take another rate of interest which is lesser than the pre
_____ rate of interest. _____ _____________________________________________________________

20. A Company has an investment opportunity costing Rs. 40,000 - with the following expe 
net cash flows after taxes before depreciation.

Year Net Cash Flow (Rs.)

1 7000

2 7000

3 7000

4 7000

5 7000

6 8000

7 10000

8 15000

9 10000

10 4000
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Using 10% as the cost of Capital, determine the following
a) Pay back period
b) Net Present Value
c) Profitability Index
d) Internal Rate of Return

Calculation of pay Back Period. Since the cash flows are not uniform cumulative method 
should be used.

Year Net Cash Flow (Rs.) Cumulative
Cash flow (Rs)

1 7000 7000

2 7000 14000

3 7000 21000

4 7000 28000

5 7000 35000

6 8000 43000

7 10000 53000

8 15000 68000

9 10000 78000

10 4000 82000

:he previoj Pay back period = 5 year +
5,000
8,000

he preview

3
g expecte.

Calculation of net present value at 10% discount rate
= 5.625 years

Year Net Cash Flow (Rs.) P.V. factor Total P.V Rs.
1. 7000 0.909 6,363
2. 7000 0.826 5,782

3. 7000 0.751 5,257

4. 7000 0.683 4,781
5. 7000 0.621 4,347

6. 8000 0.564 4,512

7. 10000 0.513 5,130

8. 15000 0.467 7,005

9. 10000 0.424 4,240
10. 4000 0.386 1,544

Total PV Investment 48,961
40,000

NPV Rs. 8.961
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(C) Calculation of Profitability Index

PV of inflow
Profitability Index = ———— ---- -------- •

PV of investment

48,961
= 40,000 = 1.22

(D) Calculation of Internal Rate of Return

Year Net Cash Flow (Rs.) P.V. Factor

@ 15%

Total P.V Rs.

1 7,000 0.870 6.090

2 7,000 0.756 5,292

3 7,000 0.658 4,606

4 7,000 0.572 4,004

5 7,000 0.497 3,479

6 8,000 0.432 3,456

7 1,000 0.376 3,760

8 15,000 0.327 4,905

9 10,000 - 0.284 2,840

10 4,000 . 0.247 988

Total PV Investment 39,420

40,000

NPV = Rs. 580

Since the NPV at 10% discount rate is positive and at 15% rate in negative the correct IRR car 
computed by applying interpolation formula

48,961-40,000
IRR = 10% + .....n r/i ■’ x 5%

9,541

21. A Company is considering two mutually exclusive projects. Both require an initial ou 
of Rs. 10,000 each and have a life of 5 years. The company’s required rate of return 
10% and pays tax at a 50% rate. The projects will be depreciated on straight line ba 
The before tax cash flows (CFBT) expected to be generated by the projects are as folio

Year Project: A

Rs.

Project: B 

Rs.

1 4000 6000

2 4000 3000

3 4000 2000

4 4000 • 5000

5 4000 5000

M.Com
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Calculate for each project (a) Pay Back Period (b) Average rate of return (c) Net Present Value (d) 
Profitability Index (e) Internal Rate of return.

Project A

10000 -0
Depreciation = ------ - ------= 2000

Calculation of CFAT
Year CFBT DEP = NP - Tax = PAT + DEP = CFAT
1-5 4000 - 2000 = 2000 - 1000 = 1000 + 2000 = 3000

Project B
1 6000 - 2000 = 4000 - 2000 = 2000 + 2000 = 4000
2 3000 - 2000 = 1000 - 500 = 500 + 2000 = 2500
3 2000 - 2000 0 0 = 0 + 2000 = 2000
4 5000 - 2000 = 3000 - 1500 = 1500 + 2000 = 3500
5 5000 - 2000 = 5000 - 1500 = 1500 + 2000 = 3500

F-oject A
i Calculation of pay back period

10,000
PB = 3,000 = 3-33years

Calculation of ARR

IRR can a

1,000
ARR = 5-QQQ x 100 = 20%

Calculation of NPV

tial outla 
f return 
line basis 
as follows

d) Calculation of Profitability

Year CFAT (Rs.) PV Factor (Rs.) Total (Rs.) 
Rs.

1-5 3,000 3.791
Investment

NPV

11,373
10,000

Rs. 1,373

11,373
PI = 10,000 = 1 137

Calculation of IRR

10,000
PV Factors = qqq = 3.33

See in table 2

Nearest factors are 15% and 16%
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x 1 = 15.24%

Year Cash flow PF Factor Total PV

1-5 3,000
@ 15% %16%
3.352 3.274

- Investment
NPV

@15% %16%
10,056 9,822

10,000 10,000
56 - 178

10,056-10,000
234

IRR = 15 +

Project B
(a) Calculation of Pay Back Period

1,500

Year CFAT Cumulative CFAT
1 4,000 4,000
2 2,500 6,500
3 2,000 8,500
4 3,500 12,000
5 3,500 15,500

Pay Back Period = 3 year + 3,500

= 3.42 years
(b) Average rate of return

Average NP after taxes
2,000 + 500 + 0 + 1,500 +1,500 _ 5,500

5 “5
= 1,100

A , 10,000 
Average Investment = —-—

= 5,000

1,100
ARR = 5J300 x 100 = 22%

(c) Calculation of NPV
Year CFAT 

Rs.
PV factor 

@ 10%
Total PV

Rs.
1 4,000 0.909 3,636
2 2,500 0.826 2,065
3 2,000 0.751 1,502
4 3,500 0.683 2,391
5 3,500 0.621 2,173

* Total PV 11,767
- Investment 10,000

NPV 1,767
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: Calculation of Profitability Index

11,767
PI = 10,000 = 1,177

-- A project requires an investment of ? 11,11,111 and is expected to generate cash in 
flows of ? 3,33,333, ? 4,44,444, ? 5,55,555, ? 4,44,444 and ? 3,33,333 for the next five 
years. The risk free cost of capital is 11 percent. Evaluate the project using IRR method. 
If a risk premium of 9 percent is considered how do you evaluate the project and do you 
observe any change in your earlier decision?

jSsep-1

Calculation of fake pay back period,

Investment
FPBP = -------—------- —------—_Average yearly inflow

21 11 109
Average yearly inflow = —----- = 4,22,221.8

5

11,11,111  _
4,22,221.8 = 2,632

Present value annuity table indicates that, IRR lies between 25% and 26%.

Calculation of present values at different rates.

CFAT in flow PV@ 25% P.V. of cash P.V.@ 26% P.V. of cash

3,33,333 0.800 2,66666 0.794 2,64,666

2 4,44,444 0.640 2,84,444 0.630 2,80,000

3 5,55,555 0.512 2,84,444 0.500 2,77,778

4 4,44,444 0.410 1,82,222 0.397 1,76,444

5 3,33,333 0.328 1,09,333 0.315 1,05,000

11,27,109 11,03,888

- rerpolation

NPV @ LR
IRR = Lower rate + ,.\ypvs X

*
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15998
= 25 + --------23221

= 25 + 0.69

= 25.69%

Comment

The project can be accepted. If a risk premium of 9% is considered, there will be no chance 
earlier decision

23. A project requires an investment of ? 1,44,000 and is expected to generate cash 
flows of ? 54,000, ? 63,000, ? 72,000, ? 63,000 and ? 54,000 per annum for the n« 
five years. The risk free rate is 10%.

Evaluate the project using IRR method.

Year 1 2 3 4 5
C.E 0.96 0.92 0.88 0.82 0 79

SaC :
Step-1

Calculation of FPBP (Fake Pay Back Period)

Initial investment
FPBP - Average CFAT's

3.06,000
Average CFATs = — g-----

= 61,200

Initial investment — 1,44,000

1,44,000
FPBP = “6F200' = 23529

Step-2

Present value annuity table indicates that, IRR lies between 31% and 32%.
Step 3

Calculation of present values.

Year CFAT PV.@ 32% PV. of cash P.V.@31% P.V. of cash
1. 54,000 0.758 40,932 0.763 41,202
2. 63,000 0.574 36,162 0.583 36,729
3. 72,000 0.435 31,320 0.445 32,040
4. 63,000 0.32.9 20,727 0.340 21,420
5. • 54,000 0.250 13,500 0.259 13,986

1.42.641 1.45.377 .
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step-4

The exact rate will be obtained by the method of interpolation as given below.

IRR = L.R + NpV. LR x ar
AZPVs

nge in

ish in 
» next

= 31
1377
2736 X 1

= 31 0.5

. = 31 +

+

+

Comment

The project is profitable on the basis of a higher IRR and on the basis of CE approach also.

2.3 NPV vs. IRR
i

Q16. Explain the similarities and distinguish between NPV and IRR.

A comparative study between net present value method and the internal rate of return method is 
presented under the following heads:

Similarities

ish
2

?

I
0

6

LZ

Net Present value method and the Internal Rate of Return Method are similar in the sense that both 
are modern techniques of capital budgeting and both take into account the time value of money. Both 
:hese methods give similar selection decisions independent of investment proposals as well as in the case 
of projects involving conventional cashflows. An independent investment proposal is one the acceptance 
of which does not eliminate the acceptance of others, so that all profitable projects can be accepted 
without constraints. On the other hand, conventional projects involve cash outflows only once in the 
beginning. Conventional investment proposal refers to an investment project in which the cashflow pattern 
Is such that an initial investment or cash outlay is followed by a series of cash inflows.

In case of the NPV method, a proposal is accepted if its NPV is positive, i.e., when actual rate oil 
return on investment is higher than the cut-off rate or the required rate of return. In the IRR method, a 
proposal is accepted only when the IRR is higher than the cut-off rate. As the projects which have positive 
'•IPV also have higher IRR than the cut-off rate, both of these methods give the identical accept-reject 
iecision. ' I

Alhough similar in certain respects, the NPV and IRR methods are different from each other in the 
ollowing several respects:
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1. Rate of Interest
s

The NPV method takes the rate of interest as 
a known factor whereas the IRR method 
takes it as an unknown factor.

2. Re-Investment

While the NPV method considers the re
investment of intermediate cash inflows at the 
cut-off rate, i.e., required rate of return which 
is usually cost of capital, the IRR method 
considers the intermediate cash inflows at the 
IRR itself. As different projects yield different 
rates of return, the same firm cannot re-in vest 
the cash inflows at different rates. Hence, for 
ranking two or more capital investment 
proposals NPV method is more reliable than 
the IRR method.

. 3. Investment Amount

While the NPV method attempts to find-out 
the amount which can be invested in a 

» particular project so that its projected earnings
may suffice to repay this amount with interest 
at the market rate, the IRR method seeks to 
find-out the maximum rate of interest at 
which the amount invested in the project 
could be repaid out of the cash inflows arising 
from that project.

4. Mutually Exclusive Projects

Both methods may give contradictory results 
in terms of acceptance or rejection in case of 
mutually exclusive projects. If the projects 
under consideration involve different initial 

■ cash outlays, different pattern of cash inflows 
and different expected lives; the NPV and IRR 
methods will give a different ranking. The 
ranking of mutually exclusive projects would 
be theoretically correct because it is consistent 
with the objective of maximization of 
shareholder’s wealth. The IRR may be 
indeterminate or give multiple rates if the 

pattern of cashflow is non-conventional. 
conclude, the NPV method is superior to 
IRR method. It is the best technique 
evaluating capital investment proposals.

2.4 Capital Rationing

QI7. What is Capital Rationing? Explain i 
factors influencing Capital Rationin

Generally, firms fix up maximum amount 1 
can be invested in capital projects, during a gi 
period of time. The firm then attempts to sele 
combination of investment proposals, that will 
within the specific limits providing maxirr 
profitability, and rank them in descending oi 
according to their rate of return, such a situatic 
of capital rationing.

A firm should accept all investment projects« 
positive NPV, with an objective to maximise 
wealth of shareholders. However, there ma< 
resource constraints due to which a firm may h 
to select from among various projects. Thus fl
may arise a situation of capital rationing where fl
may be internal or external constraints 
procurement of necessary funds to invest in 
investment proposals with positive NPVs.

Capital rationing can be experienced di 
external factors, mainly imperfections in ce 
markets which can be attributed to non-availa 
of market information, investor attitude etc. Int 
capital rationing is due to the self-impi 
restrictions imposed by management like not to 
additional debt or laying down a specified mint 
rate of return on each project.

There are various ways of resorting to a 
rationing. For instance, a firm may effect a 
rationing through budgets. It may also put 
ceiling when it has been financing invest: 
proposals only by way of retained earnings. : 
the amount it is said to be an example of a 
rationing.
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iventional. 
;uperior to th 
technique : 
proposals.

IG

-actors '

There are many factors, financial as well as 
•: nfinancial which influence the capital expenditure 
decisions. The crucial factor that influence the capital 
: penditure is the profitability of the proposal. The 
: -.er factors that influence are as follows:

1 Explain th 
Rationing

n amount that 
luring a givai 
pts to select a j 
s, that will J 
ng maximum 
:ending orGa 
n a situation s 

nt projects v.hr 
maximise thl 
there may : 
nrm may ha -: 
is. Thus tha 
ng where tha

Urgency

Sometimes an investment is to be made due 
to an urgency for the survival of the firm or 
to avoid heavy losses. In such circumstances, 
the proper evaluation of the proposal cannot 
be made through profitability tests.

E.g. Breakdown of some plant and machinery, 
fire, accident etc.

Degree of certainty

Profitability is directly related to risk, higher 
the profits, greater is the risk or uncertainty. 
Sometimes, a project with some lower 
profitability may be selected due to constant 
flow of income as compared to another 
project with an irregular and uncertain flow 
of income.

mstraints a
n invest in a
PVs.

ienced due i 
ons in capii 
lon-availabih 
de etc. Interraj 
self-impose 
like not to rais 
ified minimus

«■

Intangible Factors

Sometimes a capital expenditures has to be 
made due to ceratin emotional and intangible 
factors such as safety and welfare of workers, 
prestigious project, social welfare, goodwill of 
the firm etc.

Legal Factors

An investment which is required by the 
provisions of law is solely influenced by the 
factor and although the project may not be 
profitable yet the investment has to be made.

Availability of funds

rting to capra 
i effect capii 
also put up 
ig investmes 
warnings. Sin: 
nple of cap::

As the capital expenditure requires large 
funds, the availability of funds is an important 
factor that influences the capital budgeting 
decisions. A project, however profitable may 
not be taken for want of funds and a project 
with a lesser profitability may be sometimes 
preferred due to lesser payback period for 
want of liquidity.

vi) Future Earnings
A project may not be profitable as compared 
to another today, but it may promise better 
future earnings. In such cases it may be 
preferred to increase earnings.

vii) Obsolescence
There are certain projects which have greater 
risk of obsolescence than others,. In case of 
projects with high rate of obsolescence, the 
project with a lesser playback period may be 
preferred than one which may have higher 
profitability but still longer payback period.

viii) Research and Development Projects
It is necessary for the long-term survival of 
the business to invest in research and 
development projects though it may not look 
to be profitable investment.

ix) Cost Consideration
Cost of capital project, cost of production, 
opportunity cost of capital, etc. are other 
considerations involved in the capital 
budgeting decisions.

2.5 Risk Analysis in Capital Budgeting 
 Decisions

Q18. What is Risk ?

Risk is uncertainty that a future event with a 
favourable outcome will occur. In other words, risk 
is the probability that an investment will not perform 
as expected and the investor will lose the money 
invested in the project. All business decisions and 
opportunities are based on this concept that future 
performance and returns are uncertain and rely 
on many uncontrollable variables.

Risk is inherent in any investment. Risk may 
relate to loss of capital, delay in repayment of 
capital, non-payment of return or variability of 
returns. The risk of an investment is determined by 
the investments, maturity period, repayment 
capacity, nature of return commitment and so on. 

Risk implies future uncertainty about deviation 
from expected earnings or expected outcome. Risk 
measures the uncertainty that an investor is willing 
to take to realize a gain from an investment.
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Total Risk

= General Risk + Specific Risk

= Market Risk + Issuer Risk

= Systematic Risk + Non Systematic Risk

Definitions of Risk

(a) “Risk is condition in which there is a possibility 
of an adverse deviation from a desired 
outcome that is expected or hoped so far.”.

- Emmett J. Vaughan

(b) ' “Risk may be defined as combinations of
hazards measured by probability.”

- Irving Fisher

(c) “The possible loss of something of value.”

- Blomkvist

(d) “Risk is the probability of an event combined 
with the magnitude of the losses and gains 
that it will entail.”

- Douglas

(e) “Risk allows for a number of possible 
outcomes, not all of which are bad.”

- Merkhofer

Q19. What are the causes of Risk ?

Causes of Risk

There are a number of factors which cause 
risk in the investments. Various factors influencing 
risk' are business failure, market fluctuations, change 
in the interest rate inflation in the economy, 
fluctuations in exchange rates changes in the political 
situation etc.

> Wrong method of investment

> Wrong timing of investment

> Wrong quantity of investment

> Interest rate risk

> Nature of investment instruments

Nature of industry in which the company is 
operating

> Creditworthiness of the issuer

> Maturity period or length of investment

> Terms of lending

> National and International factors

> Natural calamities etc.

Q20. What are the characterises of Risk

The following are the basic characteristic 
Risk :

(a) Risk is related to loss of value

(b) Risk can be financial or non financial

(c) Risk reduces the return; hence there 
strong relationship between risk and rec

(d) Risk can be identified and measured

(e) The risk is probabilistic and generic.

(f) Risks in financial markets are events that 
likely to happen.

(g) Risks are ascertainable, although not ah 
quantifiable.

(h) Risk has a direct relationship with return, 
higher the risk higher the return and 
versa.

(i) Risk is associated with every business act 
It is more prominent and pronounce 
respect of financial sector in general 
banks in particular.

2.5.1 Sources and Perspectives of Risk

Q21.What are the various Sources
Perspectives of Risk?

‘Risk refers.to the possibility that the a 
outcome of an investment will differ frorr 
expected outcome. Put differently, risk refe 
variability or dispersion. If an asset’s return h= 
variability, it is risk-less.

To measure the risk, an investor should 
understand the fact that risk cannot be mea 
accurately because it is surrounded with cor 
environmental, social, economic and political f; 
The uncertainties make the measurement of ri 
approximation or a fairly accurate estimation
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Kalyst must be very cautious while making 
^edictions because investors are much depends on 
he accuracy in predicting the risks. The 
p-antification of risk ensures comparison as well as 
L'iformity in measurement, analysis and 
■rerpretation.

Elimination guesses and hunches in 
■e asurement is possible by finding out the difference 
iEween actual return and estimated return that is 

dispersion around the expected return.
The statistical tools often used to measure and 

Bed as a proxy for risk are as follows:
Range
The difference between the maximum and 
minimum values of the return may be 
defined as a range. It can used to indicate 
the amount of risk. Mathematically it can be 
stated as:
Range = Maximum Value or Return - 
Minimum Value or Return
Variance and Standard Deviation
It is measure of the values of the variables 
around its mean or it is the square root of 
the sum of the squared deviations from the 
mean divided by the number of observances. 
The arithmetic mean of the returns may be 
same for two companies but the returns may 
vary widely. '
The variance and standard deviation of a 
historical return series are defined as follows:

Perspectives of Risk

A project can be looked at from three separate 
perspectives and they are the following:

1. Firm risk

2.

3.

> of Risk

ources
ct2

hat the an 
ffer from : 
risk refers 
return has

or should 
be measi 
with com 
political fa 
nent of ris 
stimation.

ct2 = Variance of return
o — Standard deviation of return
R = Return from the stock in period

i (i = 1,....., n)

R = Arithmetic mean of return 
n = Number of periods

Firm risk is also known as corporate risk. This 
denotes a share of all the risks of a firm 
contributed by a particular project

Stand-alone risk

This refers to the risk of a project at the time 
it is considered in isolation.

Market risk

This is a type of risk, which is taken into 
consideration from the standpoint of a 
diversified investor. This risk is also known as 
systematic risk.

As the principal objective of a company is the 
maximization of shareholder value, the ultimately 
important factor is the risk that is inflicted on the 
shareholders by the project. In case the shareholders 
are comprehensively diversified, the most suitable 
measurement method of risk is the market risk 
analysis.

[ 2.6 Traditional Tools

2.6.1 Payback Period

Q22. What is Payback Period?

Refer to Unit - I, Q.No. 15, 17

2.6.2 Risk Adjusted Discount Rate (RADR)

Q23. What is Risk Adjusted Discount Rate?

Risk-adjusted rate of return or risk-adjusted 
discount rate is a performance measure that adjusts 
for the initial risk an investor ta'-es at the time of a 
purchase. Every investor works with risk, but if they 
can quantify it, they should be able to make more 
informed decisions about which risks are worth 
taking. Calculating risk- adjusted return enables 
investors to compare volatile stocks with steadier, 
lower-risk investments.
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The risk-adjusted discount rate approach is 
one of the simplest and most widely-used methods 
for incorporating risk into the capital budgeting 
decision. Under this method, the amount of risk

Fig. Risk (Coefficient of Variation)

inherent in a project is incorporated in the discount 
rate employed in the present value calculations. The 
relatively risky projects would have high discount 
rates and relatively safe projects would have 
relatively low discount rates.

The use of a single rate of discount without 
consideration to the differing risk of various projects 
would be logically inconsistent with the firm’s goal 
of shareholders’ wealth maximization.

The figure portrays the relationship between 
the amount of risk and the required cost of capital 
(k). It indicates that cash flows of project X with no 
risk will be discounted at the lowest rate (6%). But 
as the risk (measured in terms of coefficient of 
variation) increases, the cash flows of other projects 
(Y, Z and W) would have to be discounted at 
progressively higher rates, viz., 10%, 14% and 18% 
respectively.

Accept-Reject Decision

The risk-adjusted discount rate approach can 
be used with both the NPV and the IRR. If the NPV 
method is used to evaluate capital expenditure 
decisions, the NPV would be calculated using the 
risk-adjusted rate. If the NPV is positive, the proposal 
would qualify for acceptance. A negative NPV would 
signify that the project should be rejected. In case 
of the IRR as a decision criterion, the internal rate 
of return (r) would be compared with the risk- 
adjusted required rate of return. If the r exceeds 
the risk-adjusted rate, the proposal would be 
accepted, otherwise not. The following equation is 
used for the purpose of determining NPV under 
the RAD method:

Npv=t(^rCF°
where,

CFt = Cash inflow in year t
r = Risk-adjusted discount rate

CF0 = Cash outflows
Thus, projects are evaluated on the basis 

future cash flow projections and an appropri; 
discount rate.______________________________
2.6.3 Certainty Equivalent Coefficient

Variation
Q24. Explain briefly about Certain 

Equivalent Coefficient of Variation.

The certainty equivalent method 
conceptually superior to the risk-adjusted disco: 
rate method because it does not assume that : 
risk increases with time at a constant rate. Each yec 
certainty equivalent coefficient is based on the le 
of risk characterizing its cash flow.

Despite its conceptual soundness it is not 
popular as the risk-adjusted discount rate meth: 
This is perhaps because it is inconvenient and diffic 
to specify a series of certainty equivalent coefficie 
but seemingly simply to adjust the discount rate

Beta Coefficient
CAPM explain the behavior of security pri 

and provides mechanism, whereby investors co 
assess the impact of proposed security investm 
on their overall portfolio risk and return.

The risk falls into two groups :

a) Systematic risk

b) Unsystematic risk

Systematic risk can be measured in relati 
to the risk of a diversified portfolio known as mar 
portfolio. Unsystematic risk is diversifiable risk wh 
concerns the factors internal to the firm. System: 
risk affects all the firms.

Non diversifiable risk is assessed in terms 
beta coefficient. Beta is a measure of volatility o: 
security return relating to the returns of a br: 
based portfolio.
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If beta coefficient =1, risk of specified security = market portfolio risk.

If beta coefficient =0, no market related risk accrues of the investor.
If beta coefficient = -1, relationship is opposite.
With reference to the cost of capital CAPM draws the relationship between the rate of return and 

■cr. diversifiable or relevant risk of the firm.
Ke = Rf + b(Km - Rf)

Where Ke = Cost of equity

Rf = Risk of free return 
b = Beta coefficient

_____________ Km = market return.___________ _______________________________________________ 
1:4 Decision Tree Analysis
.15. What is Decision Tree Analysis? Explain the steps involved in Decision Tree Analysis, 

■iw ;

All the techniques have been in the nature of accept or reject decisions, which view current 
pwescnents in isolation of subsequent decisions. However, in practice, the present investment decision 

—plications for future investment decisions, and affects future events and decisions.

According to Pierre Masse, “Since present choices modify future alternatives, industrial activity cannot 
: cuced to a single decision and must be viewed as sequence of decisions extending from the present 
into the future”.

According to this view, investment expenditure should be viewed not as isolated period commitments, 
■ki i_: .inks in chain of present and future commitments. Decision trees are an analytical technique employed 
■ ■ mdle the sequential decisions.

A decision may be taken by comparing various alternative courses at present with the decision- 
■fc-ei. each alternative course being studied in the light of the future possible conditions, followed by 
|fcr—-e alternative decisions. The group of all these decisions, present as well as future, viewed in relation 

i :".e another is called a ‘Decision Tree’. It is a graphical display of the relationship between a present 
Ki: on and future events and future decisions and their consequences. The sequence of events is normally 
eresented over time in a format similar to the branches of a tree.
t.5 in Decision Tree Approach

While constructing a decision tree for a given problem the following steps may be required.
Break the Project into clearly defined stages. In some cases, this is fairly easy to do so. For example, 
a computer software company may take up the project of new package in different stages i.e., 
research and development, market testing, limited production and then full production. Similarly, 
other capital budgeting decisions may also be broken up in different stages.
List all the possible outcomes at each stage. Specify the probability of each outcome at each stage 
based on information available. This task will become progressively more difficult as more and 
more stages are introduce.

Specify the effect of each outcome on the expected cash flows form the project.

Evaluate the optimal action to be taken at each stage in the decision tree, based on the outcome at 
'he previous stage and its effect on cash flows.

Estirnate the optimal action to be taken at the vary first stage, based on the expected cash flows 
over the entire projects and all the likely outcomes of the cash flows.

-------------------------------------------------------------------------------
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PROBLEMS ON RISK ANALYSIS IN CAPITAL BUDGETING (RADR, CERTAINITY Coe

EQUIVALENT, DECISION TREE)

24. The Beta Company Ltd. is considering, the purchase of a new investment. Two alterna 
investments are available (A and B) each costing Rs. 1,00,000. Cash inflows are expec 
to be as follows :

Vi

Year
Investment A

Rs.

Investment B

Rs.

1 40,000 50,000

2 35,000 40,000

3 25,000 30,000

4 20,000 30,000

capital of 10%. Risk premium rates are 2% and 8% respect: 
for investments A and B. Which investment should be preferred?

The profitability of the two investments can be compared on the basis of net present values 
liu.ows adjusted for risk premium rates as follows :

Investment A Investment B

Year Discount

Factor@

10% + 2% = 12%

Cash

Inflow

Rs.

Present

Value

Rs.

Discount

Factor@

10% + 8% = 18%

Cash

Inflows

Rs.

Present

Value

Rs.

1 .893 40,000 35,720 .847 50,000 42,350

2 .797 35,000 27,895 .718 40,000 28,720

3 .712 25,000 17,800 .609 30,000 18,270

4 .635 20,000 12,700 .516 30,000 15,480

♦ • c r j ’ 94,115 1,04,820 |

Investment A Investment B

1,04,820-1,00,000Net Present Value

Rs. 4,820

25. Determine the risk adjusted net present value of the following project:

Particulars A B

Net cash outlays (?) 1,00,000 1,20,000

Project life 5 year 5 year

Annual cash inflow (?) 30,000 42,000

Coefficient of variation 0.4 0.8

C

2,10,000

5 year

70,000

1.2

Vf

Tbnere 
cash i

T

•«a.'
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Coefficient of

Variation

Risk Adjusted Rate of 

Discount

PV Factors 1 to 5 years at Risk

Adjusted Rate of Discount

0.0 10% 3.791

0.4 12% 3.605

0.8 14% 3.433

1.2 16% 3.274

1.6 18% 3.127

2.0 22% . 2.864

More than 2.0 25% 2.689

(Amount ?)
Statement showing the Determination of the Risk Adjusted Net Present Value

--sals Net Cash
Outlays

Coefficient of
Variation

Risk Adjusted
Discount Rate

Annual Cash 
inflow

PV Factor
1-5 Years

Discounted
Cash Inflow

NetPfesent
Value

- 1,00,000 0.40 12% 30,000 3,605 1,08,150 8,150

= 1,20,000 0.80 . 14% 42,000 3,433 1,44,186 24,186

2,10,000 1.20 16% 70,000 . 3,274 2,29,180 19,180

I here are 2 projects X and Y each involves an investment of Rs. 40,000/-. The expected 
cash inflows and certainty coefficient’s are as follows :

Project X Year Cash flows Certainty factor
1 25,000 0.8

2 20,000 0.7

3 20.000 0,9 ......

Project Y Year Cash flows Certainty factor

1 20,000 0.9

2 30,000 0.8
3 20,000 0.7

: the cost of capital is 10% suggest which project should be accepted.

PROJECT - X
Year Cash in flows C.F Certain C.F

2x3

PV@10% PV. CFAT

1 25,000 0.8 20,000 0.909 18,180

2 20,000 0.7 14,000 0.826 11,564

3 20,000 0.9 18,000 0.751 13,518

43,262

NPV = 43,262 - 40,000.

3,262
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PROJECT -Y

Year Cash in flows C.F Certain C.F

2x3

PV@10% PV. CFAT

1 20,000 0.9 18,000 0.909 16,362

2 30,000 0.8 24,000 0.826 19,824

3 20,000 0.7 14,000 0.761 10,514

46,700

NPV = 46,700 - 40,000

= 6,700
The NPV is more in project Y when compared to project X. So accept project Y i.e., 
(6700 > 3262). 

Two mutually exclusive investment proposal are being considered the follow! 
information is available. The initial investment of both the project are 5,000/-

Project X Project Y
Year Cash flows CF Year Cash flows CF

1 4000 0.2 1 8000 0.3

2 8000 0.4 2 9000 0.1

3 12000 0.1 3 9000 0.2

4 5000 0.2 4 7000 0.2

5 4000 0.1 5 6000 0.2

If cost of capital is 12% suggest which project should be acceptable.
Solution :

*

Year Cash in flows C.F Certain C.F PV@12% PV. CFAT

1 4000 0.2 800 0.893 714.4

2 8000 0.4 3,200 0.797 2550.4

3 12,000 0.1 1,200 0.712 854.4

4 5,000 0.2 1,000 0.636 636

5 4,000 0.1 400 0.567 226.8

4,982

NPV

XCo. I
Both c
«®2Ses

Rossi

even

3

Cikulal

4

’W above t

- - j?' - =

Year Cash in flows C.F Certain C.F PV@12% PV. CFAT

1 8,000 0.3 2,400 0.893 2,143.2 &. Co.
■ and

2 9,000 0.1 900 0.797 717.3 ■ wterxative
3 9,000 0.2 1,800 0.712 1,281.6 Forth

4 7,000 0.2 1,400 0.636 890.4 | expected

5 6,000 0.2 1,200 0.567 680.4
LL-mely

■ iMua]
5,712.9 *Wee ye
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NPV = 5712.9 - 5000

.’. 712.9

The NPV is positive in project B. So project B is accepted.

- Co. Ltd., has given the following possible cash inflows of two of their projects X and Y. 
Bo th of their projects will require an equal investment of Rs. 5,000/- You are required to
- aggest which project should be accepted 10% discount rate.

Possible Project X Project Y

event Cash Inflow Probability Cash Inflow Probability

A 4,000 .10 12,000 .10

B 5,000 .20 10,000 .15

C 6,000 .40 8,000 .50

D 7,000 .20 6,000 .15

E 8,000 .10 4,000 .10

Calculation of expected cash flows for Project X and Project Y

Cash Project X Project Y

1 j-:s Inflows

(Rs)

Probability Expected 

cash flow

Cash flow Probability Expected 

cash flow

A 4,000 .10 400 12,000 .10 1,200

- 5,000 .20 1,000 . 10,000 .15 1,500

- 6,000 .40 2,400 8,000 .50 4,000

7,000 • .20 . 1,400 6,000 .15 900

8,000 .10 800 4,000 .10 400

Total 6,000 40,000 Total 8,000

The above calculations show that project Y has higher expected cash flow as compared to project X. 
■c-red cash/flow are discounted @ 10% the net present value for project X will be : Rs. (6,000 x 

- 5,000/- = Rs. 454/-. The net present value of project Y will be (8000 x .909) - 5000 = Rs.
EC Form the calculations it can be seen that NPV of project Y is more than project X. It is advisable 
■crept project Y.

ABC & Co. has funds of Rs. 2,00,000 which expectedly are not required for next few 
years and hence can be deposited in a bank @ 15% interest payable annually. 
Alternatively, the funds can be used to install a new machine for the production of a new 
item. For this, the firm has two options before it: Machine 1 costing Rs. 1,80,000 which 
is expected to give annual cash inflows of Rs. 1,00,000, Rs. 1,20,000 and Rs. 40,000 
respectively for next three years. Machine 2 costing Rs. 1,90,000 which is expected to 
give annual cash inflows of Rs. 1,00,000, Rs. 1,00,000 and Rs. 50,000 respectively for 
next three years. Present the decision situation in a decision tree and evaluate the options.

------------------------------------- ------------------------□£}
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The above situation can be presented in the form of a decision tree as given in Figure.

- Rs. 2,00,000
+ Rs. 30,000
+ Rs. 30,000
+ Rs. 2,30,000

-Rs. 1,80,000 
+ Rs. 1,00,000 
+ Rs, 1,20,000 
+ Rs. 40,000

Rs. 1,90,000 
+ Rs. 1,00,000 
+ Rs. 1,00,000 
+ Rs. 50,000

PVF@ 15% PV (Rs.
1.000
.870
.756
.658

NPV =
1.000

.870

.756

.658
NPV-

- 2,00,000 
+ 26,100
+ 22,680

+ 1,51,340
120

- 1,80,000
+ 87,000
+ 90,720

+ 26,320 
24,040

1.000
.870
.756
.658 

NPV =

- 1,90,000
+
+
+

87,000
75,600
32,900

5,500
Fig.: Decision Tree of Two-stage Decision Process

On the basis of Figure above, it may be mentioned that the present situation is a two stage decj 
process. At stage 1, the firm has to decide whether to keep money in liquid form by depositing in a b 
@ 12% or to buy'ci machine for the production of the new product. If the firm selects not to deposi: 
money in the bank, then to select, in the second stage whether to buy machine 1 or machine 2. It ma; 
noted that if at stage I, the firm decides to go for bank deposit, then evaluation of machine 1 and mad 
2 is not required at all. 

30. A firm has an investment proposal, requiring an outlay of t 40,000. The investm 
proposal is expected to have 2 years’ economical life with no salvage value. In yee 
there is a 0.4 probability that cash inflow after tax will be ? 25,000 and 0.6 probabili 
that cash inflow after tax will be ? 30,000. The probability assigned to cash inflow a 
tax for the year II are as follows:

Cash Inflow Year I ? 25,000 ? 30,000

Cash Inflow Year II with probabilities ? 12,000 0.3 ? 20,000 0.5

? 16,000 0.5 ? 25,000 0.1

? 22,000 0.5 ? 30,000 0.4

The firm u>c.s a 1Q% discount rate for this type of investment.

Required: Construct a decision tree for the proposed investment project.
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>gure.

What net present value will the project yield if worst outcome is released? What is the probability of 
occurrence of this NPV?

PV (Rs.) What will be the best and the probability of that occurrence?

- 2,00,000
+ 26,100
+ 22,680

+ 1,51,340

Will the project be accepted? [ 10% Discount factor: 1 year - 0.909; 2 year - 0.826]

120

The decision tree given below, shows that there are six possible outcomes each represented by a 
r The net present value of each path at 10% discount rate is given in the table below. Let us denote

- 1,80,000
+ 87,000
+ 90,720

+ 26,320
24,040

- 1,90,000
87,000
75,600
32,900

5,500

+
+
+

vo stage decis^ 
ositing in a ba 
lot to deposit 1 
hine 2. It may I 
e 1 and machr

0.4, ? 20,000

30J000
0.5, ? 25,000

Joint Probability

r
0.08
0.12

0.20

0.1,? 30,000

0.30
0.06

I
| 
j

0.24

rhe investma 
alue. In year 
.6 probability 
ash inflow ah

Year 2

I " » PV Factor

(?)(a)

CF2 X PV F&ctor2

(?) (b)

Total Inflow

(?)(c)

Outflow

(?) (d)

NPV

(e) = (c)=(d)

(?)

125 :co» 0.909 = 22,725
12,000x0.826 =9,912 32,637 40,000 -7,363

|i:CC« 0.909 = 22,725
16,000x0.826 = 13,216 35,941 40,000 -4,059

|x:CC« 0.909 = 22,725
22,000x0.826 = 18,172 40,897 40,000 897

|x:0Cx 0.909 = 27,270
20,000x0.826 = 16,520 43,790 40,000 3,790

lx. Xt «0.909 = 27,270
25,000x0.826 = 20,620 47,920 40,000 7,920

11.. .'02x0.909 = 27,270
30,000 x 0.826 = 24,780 52,050 40,000 12,050
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Statement Showing the Expected Net Present Value

Path NPV @10%

(a)

Joint Probability

(b)

Expected Net Present Value

(a)x(b)

1 -7,363 0.08 -589.04

2 -4,059 0.12 -487.08

3 897 0.20 179.40

4 3,790 0.24 909.60

5 7,920 0.30 2,376.00

6 12,050 0.06 723.00 j

1.00 3,111.88

Observation :

1. If the worst outcome (path 1) is realized, the net present value which the project will yield is ? " 
(negative). The probability of occurrence of this het present value is 8%.

2. The best outcomes will be path 6 when net present value is higher, i.e., ? 12,050 (positive 
probability of occurrence of this net present value is 6%.

3. Yes, the project will be accepted, since the expected net present value X probability sum ten 
positive.
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t Value

(a)x(b)

-589.04

-487.08

179.40

909.60

,376.00

723.00

111.88

Exercise Problems
A project cost ? 5,00,000 and yields annually a profit of ? 80,000 after depreciation @ 12% p.a. 
but before tax of 50%. Calculate the payback period.
[Ans: 7 years and 2 months (Apprx.)]______________________________________________
A project costs ? 10,00,000 and has a scrap value of ? 2,00,000 after 5 years. The net profit before 
depreciation and taxes for the five years period are expected to be ? 2,00,000, ? 2,40,000, 
? 2,80,000, ? 3,20,000 and ? 4,00,000 respectively. You are required to calculate’the Accounting 
rate of return, assuming 50% rate of tax and depreciation on straight line method.
[Ans: Profit after deprecation and tax = ? 64,000, ARR = 16%]
As a financial manager of TAJ Ltd, Hubli, you have to advise the board of directors on choosing 
between to competing project proposals, which require an equal investment of ? 1,00,000 and 
expected to generate cashflows as under:

eld is ? 7,i

positive).”

r sum tota

[Ans: Net Present Value Project 1: ? 6,756 Project II: ? 12,272]

Year PV Factor at 10% Project - 1(?) Project - II(?)
2007 0.909 48,000 20,000 ,
2008 0.826 32,000 24,000
2009 0.751 20,000 36,000
2010 0.683 Nil 48,000
2011 0.621 24,000 16,000
2012 0.564 12,000 8,000

You are given the following information relating to ABC Ltd. for the year of recent performance of 
an asset.
Initial cash outlay ? 50,000
Life of the asset 5 years
Estimated annual cash flow ? 12,500
Calculate:
i)
fi)
[Ans: Payback Period: 4 years; IRR: 8.07%]____________ ____
The expected cash inflows of a new project are estimated as under:

Payback period
IRR

Year Cash Inflow (?)
1 1,50.000
2 2,50.000
3 3,50,000
4 2,50.000
5 2,00,000

The initial investment required for the project is ? 7,00,000. The risk-adjusted discount rate is 12%. 
Evaluate as to wJiether the project proposal is worthwhile.
[Ans: NPV - ? 1,54,721]
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Short Question and Answers
1. Capital budgetting

An^ :

Capital budgeting is the process of making 
investment decisions in capital expenditures. A 
capital expenditure may be defined as an 
expenditure the benefits of which are expected to 
be received over period of time exceeding one year. 
The main characteristic of a capital expenditure is 
that the expenditure is incurred at one point of time 
whereas benefits of the expenditure are realised at 
different points of time in future. In simple language 
we may say that a capital expenditure is an 
expenditure incurred for acquiring or improving the 
fixed assets, the benefits of which are expected to 
be received over a number of years in future. The 
following are some of the Examples of. capital 
expenditure :

1. Cost of acquisition of permanent assets as 
land and building, plant and machinery, 
goodwill, etc.

2. Cost of addition, expansion, improvement or 
alteration in the fixed assets.

3. Cost of replacement of permanent assets.

4. Research and development project cost, etc.

Capital expenditure involves non-flexible 
long-term commitment of funds. Thus, capital 
expenditure decisions are also called as long term 
investment decisions. Capital budgeting involves the 
planning and control of capital expenditure. It is 
the process of deciding whether or not to commit 
resources to a particular long term project whose 
benefits are to be realised over a period of time, 
longer than one year. Capital budgeting is also 
known as Investment Decision Making, Capital 
Expenditure Decisions, Planning Capital 
Expenditure and Analysis of Capital Expenditure.

Definitions

According to Charles T. Horngreen has 
defined capital budgeting as, “Capital budgeting is 
long term planning for making and financing 
proposed capital outlays.”

According to G.C. Philippatos, “Cad 
budgeting is concerned with the allocation of I 
firm’s scarce financial resources among the avaid 
market opportunities. The consideration 
investment opportunities involves the compact 
of the expected future streams of earnings food 
project with the immediate and subsequent strea 
of earning from a project, with the immediate a 
subsequent streams of expenditures for it”.

According to Richard and Greenlaw rd 
referred to capital budgeting as acquiring inputs d 
long-run return.”. In the words of Lynch, “Cad 
budgeting consists in planning developmen 
available capital for the purpose of maximising 1 
long term profitability of the concern,”

2. Features of Capital Budgetii 
Technique.

AtU :

Following are some of the features whin 
capital budgeting evaluation technique shed 
posses :

1. The criterion must be able to incorporate 
the cash flows associated with proposal.

2. It should also incorporate the time value 
money i.e., the cash flows arising at differ 
point of time must be differentiated in resn 
of their worth to the firm.

3. It should be capable of ranking differ; 
proposals in order of their worth to the fir

4. It should be objective and unambiguous 
its approach. There should not be any see 
for subjectivity of the decision maker.

5. The last but the least, the technique must 
in the line with the objective of maximisau 
of shareholders wealth.

3. Define Payback Period.

Ak-L :

The payback period is defined as the numb 
of years required for the proposal’s cumulative ca 
inflows to be equal to its cash outflows. In oti
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the payback period is the length of time
■ : • --d to recover the initial cost of the project. 
B*  - payback period therefore, can be looked upon
■ ■ • e length of time required for a proposal to 
K i.-. even’ on its net investment.

>patos, “Cai
allocation of
eng the avails J t alatiOn of the Payback Period
nsideration i 
the comparis: 
earnings from 
sequent stream 
immediate an 

s for it”.

The payback period can be calculated in two 
rent situations:

When Annual Inflows are Equal

When the cash inflows being generated by a

Sreenlaw ha j 
iring inputs wii 
_ynch, “Capn 
evelopment : 
maximising tn 
n.”

proposal are equal per time period, i.e., the 
cash inflows are in the form of an annuity, 
the payback period can be computed by 
dividing the cash outflow by the amount of 
annuity.

When the Annual Cash Inflows are
BudgetiD Unequal

itures which i 
nique shorn

imbiguous

ncorporate 
proposal.

time value 
ng at differ 
ited in res

ing differe 
h to the fi

be any scope 
naker.

que must be 
naximisaticr

the number 
ulative cast: 
vs. In otha

In case the cash inflows from the proposal 
are not in annuity form then the cumulative 
cash inflows areaised to compute the payback 
period.

Disadvantages of Average Rate of Return 
Method

The disadvantages of average rate of return 
method are as follows:
Ignores Time Value of Money
If we use ARR to compare two projects having 
equal initial investments. The project which 
has higher annual income in the latter years 
of its useful life may rank higher than the one 
having higher annual income in the beginning 
years, even if the present value of the income 
generated by the latter project is higher.
Cost of Project cannot be Determined 
Accurately
Future sales and anticipated cost of project 
over a long period cannot be determined 
accurately because they are influenced by a 
large number of outside factors.
Used as the Only Way to Appraise a 
Project

can not be used as the only way to appraise 
a project. The net present value should be

also calculated as calculating only the return 
of a project can give a distorted image when 
projects that have significantly different capital 
expenditure are compared.

4. Uses Only Accounting Figures

It uses accounting figures which can be 
affected by judgment, accounting policies and 
non cash items (depreciation).

5. Problem of Comparability

There are two ways to calculate the accounting 
rate of return which causes a problem of 
comparability.

5. Advantages of NPV.

The advantages of NPV method for evaluating 
investment proposals are as follows:

1. Recognition of Time Value of Money

The most significant advantage is that it 
explicitly recognizes the time value of money, 
e.g., total cash flows pertaining to two 
machines are equal but the net present value 
are different because of differences of pattern 
of cash streams. The need for recognizing the 
total value of money is thus satisfied.

2. Sound Method of Appraisal

It also fulfils the second attribute of a sound 
method of appraisal. In that it considers the 
total benefits arising out of proposal over its 
life time.

3. Selection of Mutually Exclusive Projects

It is particularly useful for selection of mutually 
exclusive projects.

4. Maximization of the Shareholder’s 
Wealth

This method of asset selection is instrumental 
for achieving the objective of financial 
management, which is the maximization of 
the shareholder’s wealth. In brief the present 
value method is a theoretically correct 
technique in the selection of investment 
proposals.
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6. Define Profitability Index. How is it calculated?

The profitability index (PI) refers to the ratio of discounted benefits over the discounted costs, 
an Evaluation of the profitability of an investment and can be compared with the profitability of c 
similar investments which are under consideration. The profitability index is also referred to as benefit
ratio, cost- benefit ratio, or even capital rationing.

Calculation of PI

The profitability index is one of the numerous ways used to quantify and measure the efficient 
a proposed investment. Calculation of Pl is done by the following formula:

Present Value of Cashinflows
Profitability Index - prescnt Vo|ue o( CBshoufflows

The profitability index may be found for net present values of inflows:

PV of Cash inflows

NPV (Net Present Value) PV of Cash inflows
PI. (Net) - initial Cash outlay or P 1. — injfja Cash outlay

7. Advantages of Profitability Index Method.

Following are the advantages of profitability index method:

1. It is consistent with the goal of maximizing the shareholders wealth.

2. It recognizes the time value of money.

3. It considers analysis all cash flows of entire life.

4. It makes the right in the case of different amount of cash outlay of different project.

5. It ascertains the exact rate of return of the project.

6. It helps in ranking and picking projects while rationing of capital.

8. What is Capital Rationing?

Generally, firms fix up maximum amount that can be invested in capital projects, during a gr. 
period of time. The firm then attempts to select a combination of investment proposals, that will be wit 
the specific limits providing maximum profitability, and rank them in descending order according to tf 
rate of return, such a situation is of capital rationing.

A firm should accept all investment projects with positive NPV, with an objective to maximise 
wealth of shareholders. However, there may be resource constraints due to which a firm may have 
select from among various projects. Thus there may arise a situation of capital rationing where there n 
be internal or external constraints on procurement of necessary funds to invest in all investment propcs 
with positive NPVs.
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mted costs, 
tability of c 
> as benefit-

Capital rationing can be experienced due to 
.al factors, mainly imperfections in capital 

■r^."-£ts which can be attributed to non-availability 
hr rrarket information, investor attitude etc. Internal 

cal rationing is due to the self-imposed 
be—ctions imposed by management like not to raise 
iercEonal debt or laying down a specified minimum 
-be return on each project.

he efficiem “here are various ways of resorting to capital 
Pee: :r.ing. For instance, a firm may effect capital 
■tc-.ing through budgets. It may also put up a 
Be _-g when it has been financing investment 

::sals only by way of retained earnings. Since 
tag amount it is said to be an example of capital 
src'.'.g.

(b)

(c)

outcome that is expected or hoped so far.”

- Emmett J. Vaughan 

“Risk may be defined as combinations of 
hazards measured by probability.”

- Irving Fisher

“The possible loss of something of value.”

- Blomkvist

(d) “Risk is the probability of an event combined 
with the magnitude of the losses and gains 
that it will entail.”

- Douglas

“Risk allows for a number of possible 
outcomes, not all of which are bad.”

- Merkhofer
What is Risk? 10. Characterises of Risk.

iring a giv 
will be with 
rding to th-

Risk is uncertainty that a future event with a 
ib> : --able outcome will occur. In other words, risk 
■be probability that an investment will not perform 
s expected and the investor will lose the money 

red in the project. All business decisions and 
kxr cmjnities are based on this concept that future 
hercrmance and returns are uncertain and rely 
'or -any uncontrollable variables.

Risk is inherent in any investment. Risk may 
to loss of capital, delay in repayment of 

ti.: tai, non-payment of return or variability of 
|Bej—3. The risk of an investment is determined by 
■fee ^vestments, maturity period, repayment 
Imadty, nature of return commitment and so on.

implies future uncertainty about deviation 
expected earnings or expected outcome. Risk 

fceasures the uncertainty that an investor is willing 
tc rake to realize a gain from an investment.

~otal Risk

Risk :

(a)

(b)

(c)

(d)

(e)

(f)

(g)

(h)

The following are the basic characteristics of

Risk is related to loss of value

Risk can be financial or non financial

Risk reduces the return; hence there is a 
strong relationship between risk and return

Risk can be identified and measured

The risk is probabilistic and generic.

Risks in financial markets are events that are 
likely to happen.

Risks are ascertainable, although not always 
quantifiable.

Risk has a direct relationship with return, i.e., 
higher the risk higher the return and vice 
versa.

naximise t 
nay have 
re there mi 
■nt propose

= General Risk + Specific Risk

= Market Risk + Issuer Risk

= Systematic Risk + Non Systematic Risk

Definitions of Risk
“Risk is condition in which there is a possibility 
of an adverse deviation from a desired

11. What is Decision Tree Analysis?

All the techniques have been in the nature of 
accept or reject decisions, which view current 
investments in isolation of subsequent decisions. 
However, in practice, the present investment decision 
has implications for future investment decisions, and 
affects future events and decisions.
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According to Pierre Masse, “Since present choices modify future alternatives, industrial activity ca 
be reduced to a single decision and must be viewed as sequence of decisions extending from the pr. 
time into the future”.

According to this view, investment expenditure should be viewed not as isolated period commit 
but as links in chain of present and future commitments. Decision trees are an analytical technique emj 
to handle the sequential decisions.

A decision may be taken by comparing various alternative courses at present with the deci 
maker, each alternative course being studied in the light of the future possible conditions, follow? 
future alternative decisions. The group of all these decisions, present as well as future, viewed in rek 
to one another is called a ‘Decision Tree’. It is a graphical display of the relationship between a pre 
decision and future events and future decisions and their consequences. The sequence of events is nor
represented over time in a format similar to the branches of a tree.

!
GDRahul Publications

M.Com


FINANCIAL MANAGEMENT

Choose the Correct Answer
on capita) is called as “cost of capital”. [b]

(a) Lower expected return (b) Normal expected return

(c) Higher expected return (d) None of the above

The value of the future net income discounted by the cost of capital are called [d]

(a) Average capital cost (b) Discounted capital cost

(c) Net capital cost (d) NPV
Under net present value criterian, a project is approved is [c]
(a) Its net present value is positive (b) The funds are unlimited

(c) Both (a) and (b) (d) None of the above

Which of the following is mostly preferred [c]
(a) NPV (b) PI

(c) IRR (d) All of the above
A project is accepted when the [d]

(a) NPV is greater than zero (b) IRR will be greater than cost of capital

(c) PI will be greater than unity (d) Any of above

Which of the following investment rules does not use the time of the money concept [a]

(a) Payback period (b) Internal rate value

(c) Net present value (d) All the above

Capital budgeting methods has the value additive property [a]

(a) NPV (b) IRR

(c) Pay back period (d) Discounted payback period
IRR is defined as [a]

(a) The discount rate that makes NPV zero
(b) The difference b/w the cost of capital and present value of cash flows

(c) The discount rate usedh in NPV *

id) The discount rate used in discounted payback period
PI is the ratio of [b]
a) PV of cash flows to intial investments

(b) NPV cash flows to initial investments

(c) NPV of cash flow to IRR

d) Present value of cash flow to I Re •-

Primary market is also called as [ b ]
a) New issue market (b) Capital market

(c) Stock market (d) None
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Fill in the blanks
1. Capital budgeting is the process of making investment decision in _________expenditure

2. Capital budgeting involves the planning and_________ of capital expenditure.

3. The capital budgeting process begins with the identification of__________proposal.

4. __________involves planning and control of capital expenditure.

5. The__________ is defined as the number of years required for the proposal’s cumulative :
inflow to be equal to its cash outflow.

6. —-------------of an investment proposal is sum of present value cash inflows less, sum of pre
value cash outflows.

7. __________is modern technique of capital budgetting.

8. _________ _ refers to distribution of capital favour of more accepted proposal.

9. ---------------fixes the size of the annual capital expenditura budget.

10. ------------ _ can be measure in relation to the risk of a diversified porifolion known as market portf:

Answers

1. Capital

2. Contol

3. Investment

4. Capital expenditure

5. Payback period

6. Net present value NPV

7. IRR (internal rate of return)

8. Capital rationing

9. Top management

10. Systematic risk
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WORKING CAPITAL MANAGEMENT:
Working Capital: Meaning - Kinds - Determinants - Sources and Levels - 
Estimation of Working Capital Requirements (Including Problems)
Cash Management: Nature of Cash - Motives of Holding Cash - Objectives 
of Cash Management - Factors Determining Cash Need - Cash Cycle - Facets 
of Cash Management -Cash Forecasting and Budgeting - Management of 
Cash Flows - Determination of Optimum Cash Balance (Including Problems) 
Accounts Receivable Management: Meaning - Objectives - Cost Benefit 
Analysis - Credit Standards - Credit Terms - Collection of Receivables 
(Including Problems)
Inventory Management: Meaning - Components of Inventory - Motives of 
Holding Inventory - Objectives of Inventory Management - Tools and 
Techniques of Inventory Control (Including Problems)

3.1 Working Capital

ket portft Meaning

Explain the meaning of working capital.

■ft'x • ng of Working Capital

.Vorking Capital refers to the cash a business 
■B - *es  for day-to-day operations, or, more 
■B - rally, for financing the conversion of raw 
■mrsrals into finished goods, which the company 

:r payment. Among the most important items 
■t • -.-sing capital are levels of inventory, debtors 
■B- creditors. These items are looked at for signs of 
Cl*  :. -pany’s efficiency and financial strength.

■ft±nition of Working Capital

According to Shubin, “Working capital the 
c _nt of funds necessary to cover the cost of 

Hp-.-aing the enterprise”.

According to Gerstenberg, “Circulating 
tzcical means current assets of a company that are 
tri-.ged in the ordinary course of business from 
■Be form to another, as for example, from cash 
■ - .entories, inventories to receivables, receivables 
kc cash”.

According to Hoagland, “Working capital 
a inscriptive of that capital which is not fixed. But, 

the more common use of working capital is to 
consider it as the difference between the book value 
of the current assets and the current liabilities”. * .

Working capital, in general practice, refers to 
the excess of current assets over current liabilities. 
Management of working capital therefore, is 
concerned with the problems that arise in attempting 
to manage the current assets, the current liabilities 
and the inter-relationship that exists between them. 
In other words it refers to all aspects of 
administration of both current assets and current 
liabilities. It is also known as revolving or circulating 
capital or short-term capital.

Working capital management is very 
important to ensure that the company has enough 
funds to carry on with its day-to-day operations 
smoothly. A business should not have a very long 
Cash Conversion Cycle. A cash conversion cycle 
measures the time period for which a firm will be 
deprived of funds if it increases its investments as a 
part of its business growth strategies.

3.1.2 Kinds

Q2. Explain different kinds of working 
capital.

Working Capital may be classified in two 
ways:
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A.

1.

A) On the basis of concept

B) On the basis of time.

On the Basis of Concept
On the basis of concept, working capital is 
classified as gross working capital and net 
working capital

Gross Working Capital

Gross working capital refers to the amount 
which the company has invested into the 
current assets. Examples of current assets are:
Constituents of Current Assets

1.

2.

3.

4.

5.

6.

7.

8.

Cash in hand and bank balances,

Bills Receivables,

Sundry Debtors (less provision for bad 
debts),

Short- term loans and advances.

Raw materials.

Work-in-process, 

Stores and spares.

Finished goods.

Inventories of stocks, as:

i)

ii)

iii)

iv)

Temporary Investment of surplus funds,

Prepaid Expenses,

Accrued Incomes.

2. Net Working Capital

Net working capital refers to the difference 
between the current assets and current 
liabilities of the company.

Net Working Capital = Current Assets - 
Current liabilities

Examples of current liabilities are :

Constituents of Current Liabilities

1.

2.

3.

4.

Bills Payable,

Sundry Creditors or Accounts Payable, 

Accrued or Outstanding Expenses, 

Short-term loans, advances and 
deposits,

5.

6.

7.

Dividends Payable,

Bank Overdraft,

Provision for taxation, if it does : 
amount to appropriation of profits

As one can see from the above that both ga 
working capital and net working capital are differ? 
because under gross working capital one calcu 
the amount which the company has invested : 
current assets, which implies that current liabiB 
are excluded while calculating gross working cap: 
which is not the case under net working cap 
where one calculate the difference between cur- 
assets and current liabilities.

Koh

B. On the Basis of Time

On the basis of time, working capita:! 
classified as

(a) Permanent or Fixed Workia 
Capital: Permanent or fixed workJ 
capital is the minimum amount whir 1 
required to ensure effective utilizatcd 
of fixed facilities and for maintaining rd 
circulation of current assets. There ! 
always a minimum level of current assd 
which is continuously required by ta 
enterprise to carry out its nornd 
business operations.

(b) Temporary or Variable Workirq 
Capital: Temporary or variara 
Working Capital is the amount d 
Working Capital which is required a 
meet the seasonal demands and som 
special exigencies. Variable WorkiTf 
Capital can be further divided ai 
seasonal Working Capital and specid 
Working Capital.

Most of the enterprises have to provios 
additional Working Capital to med 
special exigencies such as launching a 
extensive marketing campaigns fa 
conducting research, etc.

Temporary Working Capital differs froa 
permanent Working Capital in the sense that it ■ 
required for short periods and cannot 
permanently employed gainfully in the business

«
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S Explain the Importance of Working Capital.

Working capital is the life blood and nerve centre of a business. Working capital is very essential to 
ffcr.'^in the smooth running of a business. No business can run successfully without an adequate amount 

rking capital. The main advantages of maintaining adequate amount of working capital are as 
lews :

Solvency of the business: Adequate working capital helps in maintaining solvency of the business 
providing uninterrupted flow of production.

Goodwill : Sufficient working capital enables a business concern to make prompt payments and 
hence helps in creating and maintaining goodwill.

Easy Loans: A concern having adequate working capital, high solvency and good credit standing 
can arrange loans from banks and others on easy and favorable terms.

Cash Discounts: Adequate working capital also enables a concern to avail cash discounts on the 
purchases and hence it reduces costs.

Regular supply of raw materials: Sufficient working capital ensures regular supply of raw materials 
and continuous production.

Exploitation of favourable market conditions: Only concerns with adequate working capital 
can exploit favourable market conditions such as purchasing its requirements in bulk when the 
prices are lower and by holding its inventories for higher prices.

Ability to face crisis: Adequate working capital enables a concern to face business crisis in 
emergencies such as depression because during such periods, generally, there is much pressure on 
working capital.

Quick and regular return on investments: Every investor wants a quick and regular return on 
his investments. Sufficiency of working capital enables a concern to pay quick and regular dividends 
to its investors as there may not be much pressure to plough back profits. This gains the confidence 
of its investors and creates a favourable market to raise additional funds in the future.

e Workinc 
or variable 
amount or 

: required tc 
ds and some 
ble Working 
divided as 
and specia.

High morale: Adequacy of working capital creates an environment of security, confidence, high 
morale and creates overall efficiency in a business.

Differences between Gross Vs Net Working Capital.

Gross working capital (GWC) Net Working Capital (NWC)

je to provide 
ital to mee: 
launching of 
mpaigns for

Gross Working Capital (GWC) refers to that amount 

of investment which has been invested by the firm 

in financing its current assets.

Net Working Capital (NWC) refers to the net amount which 

could be obtained by deducting the current liabilities from the 

current assets.

i.e., NWC = Current assets-Current liabilities

differs frorr. 
■nse that it is 
cannot be 

e business.

As it mainly deals with.current assets, they can be 

easily converted into cash within an accounting year 

(which is usually less than an year). Example: 

Cash, debtors, bills receivable, stock etc.

As it represents a differential amount, which is actually the 

amount of investment made in current assets that have been 

financed by the long-term sources.
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3. Through, gross working capital the liquidity position 
of the firm can be determined. Because of this liability’ 

it is found to be of managerial interest.

Net working capita! is highly significant as it enables the firm 

to meet its future needs.

4. If high amount is vested in the maintenance of gross 

working capital, then the firm is exposed to high risk 

ofobsolesence.

5. It helps the firm in maintaining the right amount of 

working capital at the right time.

6. It is suitable to the company form of organisation 

wherein the ownership management is separated 

from its control.

7. The gross concept is based on an assumption that 

a small increase in the amount of funds causes 

even the working capital to increase.

If high amount is vested in the maintenance of net working 

capital, liquidity position of a firm can be considerably impn

It helps in maintaining the equilibrium or trade off between 

current assets and the current liabilities.

It is suitable for all types of business. However, its need 

varies based on the nature of a business.

It represents the liquidity position of a firm to their short-terr 

creditors.

3.1.3 Determinants

Q5. Explain the factors determining the Working Capital requirements ?

/kid- :
The Working Capital requirements of a concern depend upon a large number of factors such 

nature and size of business, the character of their operations, the length of production cycles, the ra: 
stock turnover and the state of economic situation. It is not possible to rank them because all such fa: 
are of different importance and the influence of individual factors changes for a firm over time, 
following are the important factors generally influencing the Working Capital requirements:

(a) Nature or character of business

(b)

(c)

The Working Capital requirements of a firm basically depend upon the nature of its busir 
Public utility undertaking like Electricity, Water Supply and Railways need very limited Wor 
Capital because they offer cash sales only and supply services, not products, and as such no ft 
are tied up in inventories and receivables. The trading and financial firms require less investme: 
fixed assets but have to invest large amounts in current assets like inventories, receivables and c. 
as such they need large amount of Working Capital.

Size of business / Scale of operations

The Working Capital requirements of a concern are directly influenced by the size of its busi' 
which may be measured in terms of scale of operations. Greater the size of a business unit, lai 
will be the requirements of Working Capital. In some cases even a smaller concern may need rr 
Working Capital due to high overhead charges, inefficient use of available resources and o 
economic disadvantages of small size.

Production policy

In certain industries the demand is subject to wide fluctuations due to seasonal variations. 1 
requirements of Working Capital, in such cases depend upon the production policy. The produce 
could be kept either steady by accumulating inventories during slack*periods  with a view to
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- igh demand during the peak season or the 
production could be curtailed during the slack 
season and increased during the peak season. 
If the policy is to keep production steady by 
accumulating inventories it will require higher 
Working Capital.

Manufacturing process/length of 
production cycle
In manufacturing business, the requirements 
of Working Capital increase in direct 
proportion to length of manufacturing 
process. Longer the process period of 
-manufacture, larger is the amount of Working 
Capital required. The longer the 
manufacturing time, the raw materials and 
ether supplies have to be carried for a longer 
period in the process with progressive 
increment of labour and service costs before 
the finished product is finally obtained. 
Therefore, if there are alternative processes 
of production, the process with the shortest 
production period should be chosen.

Seasonal variations
In certain industries raw material is not 
available throughout the year. They have to 
buy raw materials in bulk during the season 
to ensure an uninterrupted flow and process 
them during the entire year. A huge amount 
is, thus, blocked in the form of material 
inventories during such season, which gives 
rise to more Working Capital requirements. 
During the busy season , a firm required 
larger Working Capital than in the slack 
season.

Working capital cycle
In a manufacturing concern, the Working 
Capital cycle starts with the purchase of raw 
material and end with the realisaion of cash 
from the sale of finished products. This cycle 
involves purchase of raw materials and stores, 
its conversion into stocks of finished goods 
through work-in-progress with progressive 
increment of labour and service costs, 
conversion of finished stock into sales, debtors 
and receivables and ultimately realization of 
cash an this cycle continues again from cash 
to purchase of raw material and so on.

(g) Rate of stock turnover

There is a high degree of inverse co
relationship between the quantum of 
Working Capital and the velocity or speed 
with which the sales are effected. A firm 
having a high rate of stock turnover will need 
lower amount of Working Capital as 
compared to a firm having a low rate of 
turnover.

(h) Credit Policy

The credit policy of a concern in its dealings 
with debtors and creditors influence 
considerably the requirements of Working 
Capital. A concern that purchases its 
requirements on credit and sells its products/ 
services on cash requires lesser amount of 
Working Capital. A concern buying its 
requirements for cash and allowing credit to 
its customers, shall need larger amount of 
Working Capital as very huge amount of funds 
are bound to be tied up in debtors or bills 
receivables.

Business cycle

Business cycle refers to alternate expansion 
and contradiction in general business activity. 
In a period of boom i.e. when the business is 
prosperous, there is a need for larger amount 
of Working Capital due to increase in sales, 
rise in prices, optimistic expansion of business 
etc. In the times of depression i.e. when there 
is a down swing of this cycle, the business 
contracts, sales decline, difficulties are faced 
in collections from debtors and firms may 
have a large amount of Working Capital lying 
idle.

Rate of growth of business

The Working Capital requirements of a 
concern increase with the growth and 
expansion of its business activities. Although, 
it is difficult to determine the relationship 
between the growth in the volume of business 
and the growth in the Working Capital of a 
business, yet it may be concluded that for 
normal rate of expansion in the volume of 
business, we may have retained profits to 
provide for more Working Capital but in fast 
growing concerns, we shall require larger 
amount of Working Capital.
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(k) Earning capacity and dividend policy

Some firms have more earning capacity than 
others due to quality of their products, 
monopoly conditions etc. Such firms with high 
earning capacity may generate cash profits 
from operations and contribute to their 
Working Capital. The dividend policy of a 
concern also influences the requirements of 
its Working Capital. A firm that maintains a 
steady high rate of cash dividend irrespective 
of its generation of profits needs more 
Working Capital than the firm that retains 
larger part of its profits and does not pay so 
high rate of cash dividend.

(l) Price level changes

Changes in the price level also affect the 
Working Capital requirements. The rising 
prices will require the firm to maintain large 
amount of working capital as more funds will 
be required to maintain the same current 
assets. The effect of rising prices may be 
different for different firms, Some firms may 
be affected much while some others may not 
be affected at all by the rise in prices.

Q6. What are the characteristics of Working 
Capital ?

The features of working capital distinguishing 
it from the fixed capital are as follows :

1. Short Term Needs

Working capital is used to acquire current*  
assets which get converted into cash in a short 
period, in this respect it differs from fixed 
capital which represents funds locked in long 
term assets. The duration of the working 
capital depends on the length of production 
process, the time that elapses in the sale and 
the waiting period of the cash receipt.

2. Circular Movement

Working capital is constantly converted into 
cash which again turns into working capital. 
This process of conversion goes on 
continuously. The cash is used to. purchase 
current assets and when the goods are 
produced and sold out; those current assets
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are transformed into cash. Thus it move; 1 
circular away. That is why working cap.al 
also described as circulating capital.

3. An Element of Permanency

Though working capital is a short term cecfl 
it is required always and forever. As ssa 
before, working capital is necessar. 
continue the productive activity of 1 
enterprise. Hence so long as product 
continues, the enterprise will constzcl 
remain in need of working capital. 1 
working capital that is required permar.es 
is called permanent or regular woria 
capital.

4. An Element of Fluctuation

Though the requirement of working can 
is felt permanently, its requirement fluctua 
more widely than that of fixed capital. 1 
requirement of working capital varies direi 
with the level of pi eduction. It varies with. 1 
variation of the purchase and sale pea 
price level and the level of demand also. 1 
portion of working capital that changes id 
production, sale, price etc. is called van a 
working capital.

5. Liquidity

Working capital is more liquid than 
capital. If need arises, working capital can! 
converted into cash within a short period a 
without much loss. A company in nee; 
cash can get it through the conversion ai 
working capital by insisting on quick reco .i 
of its bills receivable and by expediting sa 
of its product. It is due to this trait of wor-a 
capital that the companies with a lari 
amount of working capital feel more secca

6. Less Risky

Funds invested in fixed assets get loekee i 
for a long period of time and can no: 
recovered easily. There is also a dange- 
fixed assets like machinery getting obsoa 
due to technological innovations. Hen 
investment in fixed capital is comparatrui 
more risky. As against this, investmer.: 
current assets is less risky as it is a short ta 
investment. Working capital involve*  mere 
physical risk only, and that too is limited.

oT)--------------- ------------ ------------
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Working capital involves financial or economic risk to a much less extent because the variations 
of product prices are less severe generally. Moreover, working capital gets converted into cash again 
and again; therefore, it is free from the risk arising out of technological changes.

Special Accounting System not Needed

Since fixed capital is invested in long term assets, it becomes necessary to adopt various systems of 
estimating depreciation. On the other hand working capital is invested in short term assets which 
last for one year only. Hence it is not necessary to adopt special accounting system for them.

- Sources and Levels

Explain the various sources and levels of working capital.

~he working capital requirements of a concern can be classified as :

a) Permanent or Fixed working capital requirements.

b) Temporary or Variable working capital requirements.

in any concern, a part of the working capital investments are as permanent investments in fixed

This is so because there is always a minimum '^vel of current assets which are continuously required 
■e enterprise to carry out its day-to-day business operations and this minimum cannot be expected to 

at time. This minimum level of current assets gives rise to permanent or fixed working capital as 
cart of working capital is permanently blocked in current assets.

Similarly, some amount of working capital may be required to meet the seasonal demands and 
-: special exigencies such as rise in prices, strikes, etc. this proportion of working capital gives rise to 
: crary or variable working capital which cannot be permanently employed gainfully in business.

The fixed proportion of working capital should be generally financed from the fixed capital sources 
= rhe temporary or variable working capital requirements of a concern may be met from the short 

sources of capital.

The various sources for the financing of working capital are as follows :

Sou rces of Working Capital
___________________

Permanent or Fixed

Shares
2 Debentures
3. Public deposits
4 Ploughing back of profits
5 Loans from Financial 

Institutions.

Temporary or Variable
V

1. Commercial Banks
2. Indigenous Bankers
3. Trade Creditors
4. Instalment Credit
5. Advances
6. Accounts Receivable-Credit/Factoring 

. Accrued Expenses
9. Commercial Paper

Financing Of Permanent / Fixed Or Long-term Working Capital

Permanent working capital should be financed in such a manner that the enterprise may have its 
__pted use for a sufficiently long period. There are five important sources of permanent or long-term 
mg capital.
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1. Shares 3.

Issue of shares is the most important source 
for raising the permanent or long-term capital- 
A company can issue various types of shares 
as equity shares, preference shares and 
deferred shares. According to the Companies 
Act, 1956, however, a public company cannot 
issue deferred shares.

I

Preference are carry preferential rights in 
respect of dividend at a fixed rate and in 
regard to the repayment of capital ‘the time 
of winding up the company. Equity shares 
do not have any fixed commitment charge 
and the dividend in these shares is to be paid 
subject to the availability of sufficient profits. 
As far as possible, a company should raise 
the maximum amount of permanent capital 
by the issue of shares.

2. Debentures

A debenture is an instrument issued by the 
company acknowledging its debt to its holder. 
It is also an important method of raising long
term or permanent working capital. The 
debenture-holders are the creditors of the 
company. A fixed rate of interest is paid on 
debentures. The interest on debentures is a 
charge against profit and loss account. The 
debentures are generally given floating charge 
on the assets of the company.

When the debentures are secured they 
are paid on priority to other creditors. The 
debentures may be of various kinds such as 
simple, naked or unsecured debentures, 
secured or mortgaged debentures, 
redeemable debentures, irredeemable 
debentures, convertible debentures and non
convertible debentures. The debentures as a 
source of finance have a number of 
advantages both to the investors and the 
company. Since interest on debentures have 
to be paid on certain predetermined intervals 
at a fixed rate and also debentures get priority 
on repayment at the time of liquidation, they 
are very well suited to cautious investors. The 
firm issuing debentures also enjoys a number 
of benefits such as trading on equity, retention 
of control, tax benefits, etc.

4.

5.

Public Deposits
Public deposits are the fixed deposits acce^ 
by a business enterprise directly fror ' 
public. This source of raising short term 1 
medium-term finance was very popular :*!  
absence of banking facilities.

In the past, generally, public deposits J 
accepted by textile industries in Ahmeca 
and Bombay for periods of 6 months u 
year. But now-a-days even long-term dep: 
for 5 to 7 years are accepted by the bus.: 
houses.

Public deposits as a source of finance i 
a large number of advantages such as i 
simple and convenient source of finaa 
taxation benefits, trading on equity, no a 
of securities and an inexpensive soursa 
finance. But it is not free from certain dan, 
such as, it is uncertain, unreliable, unsoi 
and inelastic source of finance. The Resa 
Bank of India has also laid down certain _i 
on public deposits. Non-banking cond 
cannot borrow by way of public deposits ~i 
than 25% of its paid-up capital anc i 
reserves.
Ploughing Back of Profits
Ploughing back of. profits means 1 
reinvestments by concern of its surj 
earnings in its business. It is an internal sos 
of finance and is mot suitable for 
established firm for its expans i 
modernisation and replacement etc.

This method of finance has a numte 
advantages as it is the cheapest rather 3 
free source of finance ; there is no need 
keep securities ; there is no dilution of cod 
it ensures stable dividend policy and a 
confidence of the public. But excessive ra 
to ploughing back of profits may lead 
monopolies, misuse of funds, n 
capitalisation and speculation, etc.

Loans from Financial Institutions

Financial institutions such as Cornmen 
Banks, Life Insurance Corporation, Indusl 
Finance Corporation of India, State Finaa 
Corporations, State Industrial Develops 

ifr
I»
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Zcrporations, Industrial Development Bank 
of India, etc. also provide short-term, 
-.edium-term and long-term loans. This 
scurce of finance is more suitable to meet 
—.e medium-term demands of working 
zapital. Interest is charged on such loans at a 
±<ed rate and the amount of the loan is to 
:e repaid by way of instalments in a number 
of years.

-inancing of Temporary, Variable or 
Short-term Working Capital

The main source of short-term working capital 
are as follows :

1 Indigenous Bankers

_ Trade Credit
3 Instalment Credit

4 Advances

5 Accounts Receivable Credit or Factoring

: Accrued Expenses

Deferred Incomes

S Commercial Paper

9 Commercial Banks

Indigenous Bankers

Private money-lenders and other country 
cankers used to be the only source of finance 
prior to the establishment of commercial 
ranks. They used to charge very high rates 
of interest and exploited the customers to the 
largest extent possible. Now-a-days with the 
development of commercial banks they have 
lost their monopoly. But even today some 
business houses have to depend upon 
indigenous bankers for obtaining loans to 
meet their working capital requirements.

Trade Credit

Trade credit refers to the credit extended by 
the suppliers of goods in the normal course 4 
of business. As present day commerce is built 
upon credit, the trade credit arrangement of 
a firm with its suppliers is an important source 
of short-term finance. The credit-worthiness 
of a firm and the confidence of its suppliers 
are the main basis of securing trade credit. It

---------------------------------------------------------- 

is mostly granted on an open account basis 
whereby supplier sends goods to the buyer 
for the payment to be received in future as 
per terms of the sales invoice. It may also take 
the form of bills payable whereby the buyer 
signs a bill of exchange payable on a specified 
future date.

When a firm delays the payment beyond 
the due date as per the terms of sales invoice, 
it is called stretching accounts payable. A firm 
may generate additional short-term finances 
by stretching accounts payable, but it may 
have to pay penal interest charges as well as 
to forgo cash discount. If a firm delays the 
payment frequently, it adversely affects the 
credit worthiness of the firm and it may not 
be allowed such credit facilities in future.

The main advantages of trade credit as a 
source of short-term finance include :

i) It is an easy and convenient method of 
finance.

ii) It is flexible as the credit increases with 
the growth of the firm.

iii) It is informal and spontaneous source 
of finance.

However, the biggest disadvantage of this 
method of finance is charging of higher prices 
by the suppliers and loss of cash discount.

Instalment Credit

This is another method by which the assets 
are purchased and the possession of goods is 
taken immediately but the payment is made 
in instalments over a pre-determined period 
of time. Generally, interest is charged on the 
unpaid price or it may be adjusted in the 
price. But, in any case, it provides funds for 
sometime and is used as a source of short
term working capital by many business houses 
which have difficult fund position.

Advances

Some business houses get advances from their 
customers and agents against orders and this 
source is a short-term source of finance for 
them. It is a cheap source of finance and in 
order to minimise their investment in working
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capital, some firms having long production 
cycle, specially the firms manufacturing 
industrial products prefer to take advances 
from their customers.

5. Factoring or Accounts Receivable 
Credit

Another method of raising short-term finance 
is through accounts receivable credit offered 
by commercial banks and factors. A 
commercial bank may provide finance by 
discounting the bills or invoices of its 
customers. Thus, a firm gets immediate 
payment for sales made on credit. A factor is 
a financial institution which offers services 
relating to management and financing of 
debts arising out of credit sales.

Factoring is becoming popular all over the 
world on account of various services- offered 
by the institutions engaged in it. Factors 
render services varying from bill discounting 
facilities offered by commercial banks to a total 
take over of administration of credit sales 
including maintenance of sales ledger, 
collection of accounts receivables, credit 
control and protection from bad debts, 
provision of finance and rendering of 
advisory services to their clients. Factoring 
may be on a recourse basis, where the risk of 

' bad debts is borne by the client, or on a non
recourse basis, where the risk of credit is borne 
by the factor.

At present, factoring in India is rendered 
by only a few financial institutions on a 
recourse basis However, the Report of the 
Working Group on Money Market (Vaghul 
Committee) constituted by the Reserve Bank 
of India has recommended that banks should 
be encouraged to set up factoring divisions 
to provide speedy finance to the corporate 
entities.

Inspite of many services offered by 
factoring, it suffers from certain limitations. 
The most critical fall outs of factoring include; 
(i) the high cost of factoring as compared to 
other sources of short-term finance, (ii) the 
perception of financial weakness about the 
firm availing factoring services, and

(iii) adverse impact of tough stance taker, 
factor, against a defaulting buyer, upon 
borrower resulting into reduced future sj

Accrued Expenses

Accrued expenses are the expenses wl 
have been incurred but not yet due ■ 
hence not yet paid also. These sim 
represent a liability that a firm has to pa, 
the services already received by it. The n 
important items of accruals are wages 
salaries, interest, and taxes. Wages and safe 
are usually paid on monthly, fortnight;, 
weekly basis for the services already renc 
by employees.

The longer the payment-period, 
greater is the amount of liability tow 
employees or the funds provided by tr 
In the same manner, accrued interest 
taxes also constitute a short-term source 
finance. Taxes are paid liter collection and 
the intervening period serve as a good sot 
of finance. Even income-tax is p 
periodically much after the profits have b 
earned. Like taxes, interest is also p 
periodically while the funds are u: 
continuously by a firm. Thus, all accr. 
expenses can be used as a source of finar

The amount of accruals varies with 
change in the level of activity of a firm. W 
the activity level expands, accruals e 
increase and hence they provide 
spontaneous source of finance. Further, 
no interest is payable on accrued expen: 
they represent a free source of financing

However, it must be noted that it r 
not be desirable or even possible to postp 
these expenses for a long period, 
payment period of wages and salaries 
determined by provisions of law and prac 
in industry. Similarly, the payment dates 
taxes are governed by law and delays r 
attract penalties. Thus, we may conclude ti 
frequency and magnitude of accruals 
beyond the control of managements. Ev 
then, they serve as a spontaneous, inter 
free, limited source of short-term financir.
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Deferred Incomes

Deferred incomes are incomes received in 
advance before supplying goods or services. 
They represent funds received by a firm for 
which it has to supply goods or services in 
future. These funds increase the liquidity of a 
firm and constitute an important source of 
short-term finance. However, firms having 
great demand for its products and services, 
and those having good reputation in the 
market can demand deferred incomes.

Commercial Paper

Commercial paper represents unsecured 
promissory notes issued by firms to raise 
short-term funds. It is an important money 
market instrument in advanced countries like 
U.S.A. In India, the Reserve Bank of India ■ 
mtroduced commercial paper in the Indian 
money market on the recommendations of 
the Working Group on Money Market 
(Vaghul Committee). But only large 
companies enjoying high credit rating and 
sound financial health can issue commercial 
paper to raise short-term funds.

The Reserve Bank of India has laid down 
a number of conditions to determine eligibility 
of a company for the issue of commercial 
paper. Only a company which is listed on the 
stock exchange, has a net worth of at least 
Rs. 10 crores and a maximum permissible 
bank finance of Rs. 25 crores can issue 
commercial paper not exceeding 30 per cent 
cf its working capital limit.

The maturity period of commercial paper, 
in India, mostly ranges from 91 to 180 days. 
It is sold at a discount from its face value and 
redeemed at face value on its maturity. 
Hence, the cost of raising funds, through this 
source, is a function of the amount of discount 
and the period of maturity and no interest 
rate is provided by the Reserve Bank of India 
for this purpose. Commercial paper is usually 
bought by investors including banks, 
i.nsurance’companies, unit trusts and firms to 
invest surplus funds for a short-period. A 
credit rating agency, called CR1S1L, has been 
set up in India by ICICI and UTI to rate 
commercial papers.

Commercial paper is a cheaper source of 
raising short-term finance as compared to the 
bank credit and proves to be effective even 
during period of tight bank credit. However, 
it can be used as a source of finance only by 
large companies enjoying high credit rating 
and sound financial health. Another 
disadvantage of commercial paper is that it 
cannot be redeemed before the maturity date 
even if the issuing firm has surplus funds to 
pay back.

9. Working Capital Finance by Com
mercial Banks

Commercial banks are the most important 
source of short-term capital. The major 
portion of working capital loans are provided 
by commercial banks. They provide a wide 
variety of loans tailored to meet the specific 
requirements of a concern.

The different forms in which the banks 
normally provide loans and advances are as 
follows :

(a) Loans

(b) Cash Credits

(c) Overdrafts

(d) Purchasing and Discounting of bills.

3.1.5 Estimation of Working Capital 
Requirements

Q8. Discuss in detail about operating cycle.

The operating cycle implies the stages or 
processes through which the raw materials are 
processed to get the final product. If the process is 
lengthy and takes long time to’ get the finished 
products, the requirements of working capital will 
be much larger than that of a unit which has a 
relatively low operating cycle. The shortest 
manufacturing process will minimise the investment 
in the form of work-in-progress.
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Operating cycle of a manufacturing firm »i)

( Debtors )• r->( Sales )

▼
f Cash ) ( Finished ]

Goods j

_____ x_____
( Raw materials )■ ->( Work -in-progress)

Permanent and Variable Working Capital

In the similar way, the working capital 
requirements (current assets) of the concern can 
be divided into two portions - (i) permanent portion 
and (ii) variable portion.

i)

ii)

Permanent Working Capital : The total 
fund requirements (both on fixed capital and 
working capital) increases with increased 
production over a period of time. A portion 
of the working capital remains the same 
throughout. In other words, there is a limit 
below which the current assets to do fall. This 
portion is the permanent working capital. This 
minimum level or lowest level of current assets 
that a company should hold. It is known as 
the ‘hard core’ or ‘fixed’ working capital. The 
Dehejia Committee and the Tandon 
Committee have referred to the permanent 
working capital as the ‘core current assets’.

Fluctuating Working Capital : There is a 
variable portion of current assets, over and 
above the permanent assets. It varies with 
production plans, seasonality etc. This 
portion, also known as the ‘fluctuating]’ or 
‘temporary’ working capital. It can be 
estimated in advance. The general principle 
is that the fixed asset and the permanent 
portion of the working capital should be 
financed by capital and reserves, long term 
debt and permanent portion of the current 
liabilities. The variable portion of working 
capital can be financed by short-term funds.

Financing of Working Capital : The 
Tandon Committee recommended that the 
core portion of current assets should be 
financed by the company out of equity or b. 
raising long term debt. But will recently 
companies continued to rely on commercia 
banks as the major suppliers of workin: 
capital. However, due to tightening of ban
credit and encouragement given tc 
companies to tap capital market, companies 
have taken to issuing debentures for financin: 
permanent working capital.

Judicious mix of short-term and lone 
term finances for working capitc 
requirements has several advantages. ’ 
variable working capital is financed on a shoe 
term basis, the company pays interest o' 
funds only during the period of time they are 
needed. This reduce the interest cost. B. 
utilising the long-term funds for permaner. 
working capital the company ensures stability 
The loan need not be repaid at frequer 
intervals. The repayment over a period ca*  
be planned depending on the surplus 
generated. The liquidity of the concern is 
increased.

Q9. Explain the different methods 
working capital ?

Working capital is an essential element 
every business. It is necessary for a financial manag 
to estimate an adequate amount of working capi 
which is to be maintained in the business. Worki: 
capital requirements can be estimated with the he 
of following methods.

1. Percentage of Sales Method

The percentage of sales method is used 1 
estimate the level of working capita 
requirement by considering past record. - 
relationship between sales and working capra 
is calculated for determining the quantum a 
working capital . This method is simple an 
easily understood but it is not appropriate a 
all situations. It is used for identifying shd 
term changes in working capital in future.
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Regression Analysis Methods
The regression analysis method is one of the 
statistical method used for estimating working 
capital requirements. In this method the 
average relationship between sales and 
working capital and its various components 
is identified with the help of least squares 
method and this relationship is expressgd in 
following equation,

y = a + bx
Where,

a - Fixed component

b - Variable component
x - Sales
y - Inventory
n - Number of observation.

In order to find the values of a and b, firm 
needs to find the solution for the equation.

y = na + bx
Operating Cycle Approach
Requirements of working capital of a firm can 
be estimated by multiplying the duration of 
the operating cycle by cost of operations. The 
rime period for completion of operating cycle 
is evaluated by, 0 = R + W + F + AP
Where,

O - Time period of operating cycle

R - Duration of raw material

W - Duration of work in progress

F - Duration of finished goods inventory 

A - Duration of accounts receivable

P - Duration of accounts payable.

Formula to calculate the duration of raw 
material is,

Average stock of raw materials
Raw material consumption per day

Formula to calculate the duration of work in 
progress is,

Average work-in-progress inventory 
Average production per day

Formula to calculate the duration of finished 
goods is,

Average finished goods inventory
Per day sale of goods

Formula to calculate the duration of accounts 
receivable is,

Average book debts
& ~ Average credit sales per day

Formula to calculate the duration of accounts 
payable is,

Average trade creditors
Average credit purchases per day

4. Ratio of Fixed Investment

Every firm must maintain some amount of 
investment. Ir. this method working capital 
requirement is calculated as a percentage of 
fixed investment. Rate of return of firm is also 
considered while esti-mating working capital 
in this method,

Rate ot return

_________________ PB1T_________ • 
Net fixed investment + Working capital

Q10. Explain the advantages and dis
advantages of working capital cycle.

Advantages of Working Capital

The main advantages of maintaining adequate 
amount of working capital are as follows:

1. Cash Discount

If a proper cash balance is maintained, the 
business can avail the advantage of cash 
discount by paying cash for the purchase of 
raw materials and merchandise. It will result 
in reducing the cost of production.

Creates a Feeling of Security and 
Confidence

The proprietor or officials or management of 
a concern are quite carefree, if they have 
proper working capital arrangements because 
they need not wofry for the payment of
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4.

5.

business expenditure or creditors. Adequate 
working capital creates a sense of security, 
confidence and loyalty, not only throughout 
the business itself, but also among its 
customers, creditors and business associates.

‘Must’ for Maintaining Solvency and 
Continuing Production

In order to maintain the solvency of the 
business, it is but essentia! that the sufficient 
amount of fund is available to make all the 
payments in time as and when they are due. 
Without ample working capital, production 
will suffer, particularly in the era of cut throat 
competition, and a business can never 
flourish in the absence of adequate working 
capital.

Sound Goodwill and Debt Capacity

It is common experience of all prudent 
businessmen that promptness of payment in 
business creates goodwill and increases the 
debt of the capacity of the business. A firm 
can raise funds from the market, purchase 
goods on credit and borrow short-term funds 
from bank, etc. If the investor and borrowers 
are confident that they will get -their due 
interest and payment of principal in time.

Easy Loans from the Banks

An adequate working capital i.e. excess of 
current assets over current liabilities helps the 
company to borrow unsecured loans from 
the bank because the excess provides a good 
security to the unsecured loans, Banks favour 
in granting seasonal loans, if business has a 
good credit standing and trade reputation.

Distribution of Dividend

If company is short of working capital, it 
cannot distribute the good dividend to its 
shareholders inspite of sufficient profits. Profits 
are to be retained in the business to make up 
the deficiency of working capital. On the 
other contrary, if working capital is sufficient, 
ample dividend can be declared and 
distributed. It increases the market value of 
shares.

9.

10.

11.

12.

Exploitation of Good Opportunity

In case of adequacy of capital in a concer 
good opportunities can be exploited e.g 
company may make off-season purchas" 
resulting in substantial savings or it can fet 
big supply orders resulting in good profits

Meeting Unseen Contingency

Depression shoots the demand of workc 
capital because sock piling of finished goo 
become necessary. Certain other unse; 
contingencies e.g., financial crisis due to hea 
losses, business oscillations, etc. can easily i 
overcome, if company maintains adequa 
working capital.

High Morale

The provision of adequate working cap/ 
improves the morale of the executive becau 
they have an environment of certain:; 
security and confidence, which is a gre 
psychological, factor in improving the over 
efficiency of the business and of the pers 
who is at the hell of fairs in the company.

Increased Production Efficiency

A continuous supply of raw material, resear 
programme, innovations and techni: 
development and expansion programrr. 
can successfully be carried out if adequc 
working capital is maintained in the busine 
It will increase the production efficiency, whi 
will, in turn increases the efficiency and mon 
of the employees and lower costs and cree 
image among the community.

Regular Supply of Raw Materials

Sufficient working capital ensures regul 
supply of raw materials and continues 
production.

Regular Payment of Salaries, Wages an 
Other Day-to-Day Commitments

A company which has ample working capia 
can make regular payment of salaries, wag! 
and other day-to-day commitments whi: 
raises the morale of its employees, increas^ 
their efficiency, reduces wastage’s and cos 
and enhances production and profits.
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^advantages of Working Capital
The disadvantages suffered by a company with excessive working capital are as follows :

L Heavy Investment in Fixed Assets
A concern may invest heavily in their fixed asset which is not justified by actual sales. This may 
create situation of over capitalisation.

1 Reckless Purchase of Materials
Inventory is purchased recklessly which results in dormant slow moving and obsolete inventory. At 
the same time it may increase the cost due to mishandling, waste, theft, etc.

3. Speculative Tendencies
Speculative tendencies may increase and if profit is increased dividend distribution will also increase. 
This will hamper the image of a concern in future when speculative loss may start.
Liberal Credit
Due to liberal credit, size of accounts receivables will also increase. Liberal credit facility can increase 
bad debts and wrong practices will start, regarding delay in payments.

K Carelessness • .
I Excessive working capital will lead to carelessness about costs which will adversely affect the profitability.

■ 1 Explain the proforma of working capital.
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Proforma of Working Capital Requirements 
Statement of Working Capital Estimation

Particulars Amount
(?)

Amount
(?)

A. Estimation of Current Assets :
i) Raw materials XXX

ii) Work-in-process
Raw materials (full cost) XXX
Direct labour (to the extent of completed stage) XXX
Overheads (to the extent of completed stage) XXX XXX

iii) Finished goods inventory XXX
iv) Debtors XXX
v) Cash balance required

Total Current Assets (A) XXX
B. Estimation of Current Liabilities :

i) Creditors XXX
ii) Expenses XXX

iii) Overheads XXX
Labour XXX

Total Current Liabilities (B) XXX

C. Working Capital (A-B) XXX
Add: Contingency (Percentage on working capital, i.e., C) XXX

D. Working Capital Required xxxx
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PROBLEMS ON WORKING CAPITAL MANAGEMENT

1. A proforma cost sheet of a company provides the following particulars :

Particulars Amount per unit
(Rs.)

Raw materials cost 100.00

Director labour cost 37.50

Overheads cost 75.00

Total cost 212.50

Profit 37.50

Selling Price 250.00

The company keeps raw material in stock, on average for one month; work-in-progress, or. 
average for one week; and finished goods in stock, on an average for two weeks. The credit allowe c 
suppliers is three weeks and company allows four weeks credit to its debtors. The lag in payment of wa 
is one week and lag in payment of overhead expenses in two weeks.

The company sells one-fifth of the output against cash and maintains cash-in-hand and at bank 
together at Rs. 37,500.

Required : Prepare a statement showing estimate of Working Capital needed to finance an act? 
level of 1,30,000 units of production. Assume that production is carried on evenly throughout the ya 
wages and overheads accrue similarly and a time period of 4 weeks is equivalent to a month. Wor- • 
progress stock is 80% complete in all respects.

Sat :

Statement showing the estimate of working capital needed

Particulars Rs.

Current Assets :

4
(i) Stock of raw materials (1 month) 1,30,000 x 100 x —•

52
10,00,01

(ii) Work-in-progress (1 week):

1 80
Raw materials 1,30,000 x 100 x — x ——

52 100
2,00,000

1 80

-J

Direct labour 1,30,000 x 37.50 x — x —
52 100

75,000

1 80
Overheads 1,30,000 x 75 x — x — 1,50,000 4,25.01

52 100
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(Hi) Stock of finished goods (2 weeks):

Raw materials 1,30,000 x 100 5,00,000

(iv)

(v)

Direct labour 1,30,000

Overheads 1,30,000

x

x

2
37.50 x —

52

275xs
4 4

Debtors at cost (4 weeks) 1,30,000 x — x 212.50 x —
5 52

4
(As l/5th of output is sold against cash only — of output is

5

considered)

Cash in hand at bank (as given)

1,87,500

3,75,000 10,62,500

17,00,000

37,500

ogress, on a’ 
iit allowed bs 
nent of wages Less : Current Liabilities

0) Creditors for raw material purchases

d at bank pc 3
(3 weeks) 1,30,000 x 100 x —

52

Total Current Assets (A) 42,25,000

7,50,000

ice an active, 
lout the yea: 
nth. Work-v-

(ii)
1

Wages outstanding (1 week) 1,30,000 x 37.50 x —
52

Lag in payment of overheads (2 weeks) 1,30,000 X 75
2

x —
52

93,750

3,75,000

Rs.

10,00,000

4,25,000

Total Current Liabilities (B)

Net Working Capital (A - B)

12,18,750

30,06,250

Determine the working required to finance a level of activity of 1,80,000 units of output 
for a year. The cost structure is as under :

Particulars Cost per unit

(Rs.)

Raw Materials 20

Direct Labour 5

Overheads (including depreciation of Rs. 5) 15

Total cost 40

Profit 10

Selling Price 50
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Additional Information :

> Minimum desired cash balance is Rs. 20,000

> Raw materials are held in stock, on an average, for 2 months

> Work-in-progress (assume 50 per cent completion stage) will approximate to half-a-mo: 
production

> Finished goods remain in warehouse, on an average for a month

> Suppliers for materials extend a month’s credit and debtors are provided 2 months credit. 1 
cash sales are 25 per cent of total sales

> There is a time lag in payment of wages for a month and half-a-month in the case of overhea

Sot:

Estimation of Working Capital

Particulars Amount
(in Rs.)

Amount 
(in Rs.

A. Estimation of Current Assets

Raw materials : (1,80,000 x 20 x 2 / 12)

Work-in-process:

Finished Goods: (1,80,000 x 35 x 1) / 12)

6,00,000

1,31,250

5,25,000 12,56,251

i

Debtors (75% of total units produced):

B.

c.

(1,35,000 x 35 x 21 / 12)

Cash Balance

Total Current Assets

Estimation of Current Liabilities

Suppliers: (1,80,000 x 20 x 1 / 12)

Wages: (1,80,000 x 5 x 1 / 12)

(A)

Overheads: (1,80,000 x 10 x 0.5 / 12)

Total Current Liabilities

Working capital (A - B)

(B) 4,50,C

16,13,75:

1U14> I .
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alf-a-mor.r

credit. T-

overhead

Amount
'in Rs.)

>6,250

7,500

0,000

3,750

),000

>,000

,000

,000

3. A Proforma cost sheet of R.R. & Co. Ltd., provides the following information. You are 
required to estimate the working capital needed to finance a level of activity of 52,000 
units of production.

Particulars Cost per unit
(Rs.)

Raw materials 40
Direct labour 15
Overheads (excluding depreciation) 30
Total cost 85
Profit 30
Selling price 115

-dditional information:

Average raw materials in stock: one month; average materials-in-process (RMs 100% 
md remaining 50 per cent completion stage): half a month; average finished goods in stock: 
ne month.

Credit allowed by suppliers: one month; credit allowed to customers: two months; Time 
ag in payment of wages: one-and half-weeks; time lag in payment of overhead expenses: one 
nonth; half of the sales is on cash basis. Cash balance is expected to be Rs. 12,500. You may 
iisume that production is carried on evenly throughout the year and wages and overhead 
expenses accrue similarly. 50% sales are on credit.

Estimation of Working Capital

Particulars

A. Estimation of Current Assets

(0

(ii)

(iii)

Amount

(in Rs.)

Amount

(in Rs.)

I 
I
I
I 
I 
I 
J 
I

Raw materials inventory: one month: 

^52000 x 40 xAj 

Work-in-process inventory: Half a month

Raw materials (52,000 x 40 x 2 / 52) =

Direct labour (52,000 x 7.5 x 2152) =

Overheads (52,000 x 15 x 2152) =

I
1

1,25,000

t 
t
I

1 
t

Finished goods inventory: one month: 

(52,000x85x4/52)

Debtors: two months: (26,000 x 85 x 8/52) ' 

Cash balance required

(iv)

(c)

Total Current Assets (A)

3,40,000

3,40,000

12,500

9,77,500

................ ......................... ................ ..
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B. Estimation of Current Liabilities

(i) Creditors: one month: (52,000 * 40 * 4/52) 1,6" r'0°

(ii) Expenses: Labour [52000x 15x =
22,500

Overheads ^52000x 30 x^ _
1,20,000 1,42,500

Total current liabilities (B) 3,02,500

Working capital (A-B) 6,75,000

Add: Contingency Nil

Networking Capital 6,75,000

4. While preparing a project report on behalf of a client you have collected the folio 
information. Estimate the working capital required (for the level of activity 1,50,000 u 
for the firm after adding 10 per cent contingency. You may assume that productic 
carried on evenly throughout the year and wages and overhead expenses accrue simil

Particulars Cost per unit
(Rs.)

Raw materials 38.5
Direct labour 11.8
Overheads (including depreciation Rs. 5) 32.0
Total Cost 82.3
Profit 17.7
Selling Price 100

Additional Information
Average raw materials in stock: four weeks; average materials-in-process (RMs 11 
and remaining 50 per cent completion stage): Half of month; average finished gooa 
stock: four weeks; credit allowed by suppliers: one month; credit allowed to debi 
eight weeks; lag in payment of wages: two weeks. Cash at bank is expected to b« 
1,00,000. All sales are credit sales.

/ -

Estimation of Working Capital

Particulars
Amount

(in Rs.)

Amount

(in Rs.)

A. Estimation of Current Assets

(i) Raw materials inventory:

four weeks (1,50,000 x 38.5 * 4 / 52) 4,44,230.77

(ii) Work-in-process inventory: Haifa month

Raw materials (1,50,000 * 38.5 * 2/52) 2,22,115.38

Direct labour (1,50,000 x 5.9 x 2/52) 34038.46

Overheads (1,50,000 x 13.5 x 2/52) 77884.62 3,34,038.46

Cast

cc
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olio wind 
DO unrs 
action * 
similar

(iii) Finished goods inventory:

one month: (1,50,000 x 77.3 x 4/52)

(iv) Debtors: two months: (1,50,000 x 77.3 x 8/52)

(v) Cash balance required

Total Current Assets (A)

B. Estimation of Current Liabilities

(i) Creditors: one month: (1,50,000 x 38.5 x 4/52)

(ii) Expenses: Wages (1,50,000 x 11.8 x 2/52)

Total Current Liabilities (B)

Working Capital (A-B)

Add: 10% Contingency

Net Working Capital

8,91,923.07

17,83,846.1

1,00,000

35,54,038.4

4,44,230.76

68,076.92 •

5,12,307.68

30,41730

30,4173

33,45,903

Ms IOC 
goods a 
debtors) 

to be Fw,

Z: reputation of overheads per unit : Overhead cost per unit Rs. 32 less depreciation Rs. 5 = Rs. 27 

Problems on Operating Cycle

rmula to calculate operating cycle

Operating cycle = ICP + ARP
where OC = Operating Cycle

ICP = Inventory Conversion Period
ARP = Accounts Receivable Period

Avg. Inventory
ICP Cost of goods sold 4- 365

A nri Avg. Accounts Receivable
Sales+ 365

5. ABC Company provided the following information and requested you to compute operating 
cycle :
Sales : ? 3,000
Inventory: Opening ? 640, closing ? 475
Receivable: Opening ? 915; closing ? 975
Cost of goods sold: ? 2,675

OC = ICP + ARP

Inventory Convention Period =
(640+ 475)/2
(2,675 + 365)

557.5
7.328

= 76 days

Accounts Receivable Period = ^^|)/2 = 114.97 days

Operating Cycle = 74 days + 115 days = 189 days
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Operating Cycle 189 days indicates that ABC company takes (requires) 189 days to convert rad 
materials into cash. In other words, some amount of cash is blocked for 189 days, therefore there is e 
need to have working capital.__________________________________________________________________ i

6. DP Mills Limited has the following information as for the year 2003.

Sales - ? 3782.79
Cost of Goods sold - ? 3444.47
Opening inventory - ? 856.25
Accounts Receivables : Opening - ? 852
Accounts Payables : Opening: ? 832.96

Sol:

Closing inventory ? 1037.73
Closing - ? 636.88
Closing: 84689

Operating Cycle = Inventory conversion period + Accounts receivable period

x „ - r» • j Average InventoryInventory Conversion Period = --------——-------——
Cost of goods + 365

Opening Inventory + Closing Inventory
Average Inventory = -----------------------------------------------------

- 856.25 + 1037.73 
• “ 2

= 946.99

Cost of goods sold = 3444.47 + 365 = 9.436

946.99
Inventory conversion period = g ^5 = 100.35

Accounts Receivable Period (ARP)
Average accounts receivable

Sales + 365

852 + 636.88/2
3782.79 + 365

744.44
10.36

= 71.85

+ 71.85100.35Operating Cycle =

= 172.2 days.

|_JL^Cash Management *|

3.2.1 Nature of Cash

QI2. Define cash management?

Cash is one of the current assets of a business. It is needed at all times to keep the business go 
business concern should always keep sufficient cash for meeting its obligations. Any shortage of ca 
hamper the operations of a concern and any excess of it will be unproductive. Cash is the most unproc 
of all the assets. While fixed assets like machinery, plant, etc. and current assets such as inventory 4 
the business in increasing its earning capacity, cash in hand will not add anyth ■ 1 to the concern. It is 
context that cash management has assumed much importance.

{ 118 )-r-
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Cash is the important current asset for the 
■cerations of the business. Cash is the basic input 
needed to keep the business running on a 
Icz'iinuous basis; it is also the ultimate output 
’e jected to be realised by selling the service or 
■f-zduct manufactured by the firm. The firm should 
Steep sufficient cash, neither more nor less. Cash 
r :rtage will disrupt the firm’s manufacturing 

Lacerations while excessive cash will simply remain 
c. = without contributing anything towards the firm’s 

: 5. : friability. Thus, a major function of the financial
hr.i_-.ager is to maintain a sound cash position.

3.2.2 Motives of Holding Cash

Q13. Discuss various motives of holding cash.

Motives for Holding Cash

The motives for holding cash are as follows:

(a) Transaction Motive: A firm needs cash for 
making transaction in the day to day 
operations. The cash is needed to make 
purchases, pay expense, taxes, dividend etc. 
The cash need arise due to the fact that there

Cash is the money which a firm can disburse 
i rc-.ediately without any restriction. The term cash 

redes coins, currency and cheques held by the 
— and balances in its bank accounts. Sometimes 

-cash items, such as marketable securities or 
tr> times deposits, are also included in cash. The 

:c characteristic of near-cash assets is that they 
■ readily be converted into cash. Generally, when 

:_~n has excess cash, it invests it in marketable 
rarities. This kind of investment contributes some 

pert to the family.

Cleaning of Cash

The term cash which refer to cash
’gement is the ready currency to which all liquid
- can be reduced. (b)

These are basically used in two sense.
1 Narrow sense and

Broader sense

Narrow Sense : The Narrow sense is used 
rraadly to cover currency and generally 
accept equivalents of cash such as coins, 
r.rrency notes cheques, bank drafts and 
remand deposit in bank.

Broader Sense : The Broader sense also 
-dude “Near Cash Assets” such as 
-arketable securities and time deposits with 
: anks. The main character is the securities or 
deposits can immediately be sold or 
;:averted into cash. These are also include 
me short term investment out lets for excess 
:ash. Thus the term “Cash Management’ is 
generally used for management of both cash 
i-.d near cash assets.

(c)

is no complete synchronization between cash 
receipts and payments. Sometimes cash 
receipts exceed cash payment or vice versa. 
The transaction needs of cash can be 
anticipated because the expected payments 
in near future can be estimated. The receipts 
in future may also be anticipated but the 
things do not happen as desired. If more cash 
is needed for payments than receipts, it may 
be raised through bank overdraft. If there are 
more cash receipts than payments, it may be 
spent on marketable securities. The maturity 
of securities may be adjusted to the payments 
in future such as interest payment, dividend 
payment etc.

Precautionary Mo'tive: A firm is required 
to keep cash for meeting various 
contingencies. Though cash inflows and cash 
outflows are anticipated but there may be 
variations in these estimates. A firm should 
keep some cash for such contingencies or it 
should be in a position to raise finances at a 
short period. The cash maintained for 
contingency needs is not productive or it 
remains ideal. Such cash may be invested in 
short-period or low-risk marketable securities 
which may provide cash as- and when 
necessary.

Speculative Motive: The speculative motive 
relates to holding of cash for investing in 
profitable opportunities as and when they 
arise. Such opportunities do not come in a 
regular manner. These opportunities cannot 
be scientifically predicted but only conjectures 
can be made about their occurrence. Such 
opportunities can be availed of if a firm has
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cash balance with it. These transactions are 
speculative because prices may not move in 
a direction in which we suppose them to 
move. The primary motive of a firm is not to 
indulge in speculative transactions but such 
investments may be made at times.

3.2.3 Objectives of Cash Management

Q14. Explain the objective of cash manage
ment.

Objectives of Cash Management

The basic objectives of cash management are 
two-fold :

1. Meeting the Payment Schedule: In the 
normal course of business firms have to make 
payments of cash on a continuous and regular 
basis to suppliers of goods, employees and 
so on. At the same time, there is a constant 
inflow of cash through collections from 
debtors. A basic objective of cash 
management is to meet the payment 
schedule, i.e., to have sufficient cash to meet 
the cash disbursement needs of a firm. The 
importance of sufficient cash to meet the 
payment schedule can hardly be over
emphasized. The advantages of adequate 
cash are:

i) It prevents insolvency or .bankruptcy 
arising out of the inability of a firm to 
meet its obligations

ii) The relationship with the bank is not 
strained;

iii) It helps in fostering good relations with 
trade creditors and suppliers of raw 
materials, as prompt payment may help 
their own cash management;

iv) A trade discount can be availed of if 
payment is made within the due date;

v) It leads to a strong credit rating which 
enables the firm to purchase goods on 
favourable terms and to maintain its line 
of credit with banks and other resources 
of credit;

vi) To take advantage of favourai 
business opportunities that may 
available periodically;

vii) Finally, the firm can meet unanticipa 
cash expenditure with a minimun 
strain during emergencies, such 
strikes, fires or a new marked 
campaign by competitors. Keeping la 
cash balances, however, implies a i 
cost; the advantages of prompt payn 
of cash can well be realized by suffid 
and not excessive cash.

2. Minimizing Funds Committed to Ci 
Balances: The second objective of a 
management is to minimize cash balar: 
In minimizing the cash balances 1 
conflicting aspects have to be reconciles 
high level of cash balances will, as sha 
above, ensure prompt payment together 
all the advantages. But it also implies that a 
funds will remain idle, as cash is a non-ean 
asset and the firm will have to forego prd 
A low level of cash balances, on the a 
hand, may mean failure to meet the paya 
schedule. The aim of cash managers 
should be to have an optimal amount of a 
balances.I

3.2.4 Factors Determining Cash Need

QI5. What are the factors determining <a 
need ?

The amount of cash for transact 
requirements is predictable and depends upa 
variety of factors which are follows:

1. Credit Position of the Firm: The 1 
position influences the amount of a 
required in two distinct ways:

(i) If a firm’s credit position is sound. I 
not necessary to carry a large a 
reserve for emergencies.

(ii) If a firm finances its inventory reel 
ments with trade credit, its a 
requirements are considerably srJ 
since the firm can synchronize the J 
terms it gives to its customers wirI 
terms it receives..
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Status of Firm’s Receivable: The amount 
of time required for a firm to convert its 
receivable into cash also affects the amount 
of cash needed and of course, reduces total 
working capital employed. In other words, 
the longer the credit terms, the slower the 
turn over. When flow out is not synchronized 
with turn over, a firm must carry amounts of 
cash relatively larger than would otherwise 
be required.

Status of Firm’s Inventory Account: The 
status of a firm’s inventory account also affects 
the amount of cash tied up at any one time.

For example, if one business firm carries two 
months inventory on hand and another firm 
carries only one month’s supply, the former 
has twice as much investment in inventory 
and will normally be called upon to maintain 
a larger investment in cash in order to finance 
its acquisition.

Nature of Business Enterprise: The nature 
of a firm’s demand definitely affects the 
volume of cash required.

For example, a firm whose demand is 
volatile needs a relatively larger cash reserve 
than one whose demand is stable. Public 
utility firms exhibit stable demand where as 
firms that deal with high fashion merchandize 
or goods that tend to be ‘faddish’ are subject 
to high degrees of volatility.

Management’s Attitude Towards Risk: A 
more conservative management will hold a 
larger cash reserve than one that is less 
conservative. The former usually demands 
more liquidity than the latter and 
consequently does not experience the same 
degree of efficiency. A generalization is made 
that the firm that effectively plans its working 
capital policies is less conservative than one 
that does little or no planning. The obvious 
conclusion is that planning allows the firm to 
predict its requirements more accurately, 
there by eliminating uncertainty, which is the 
basis for large cash reserves.

Amount of Sales in Relation to Assets: 
Another characteristic affecting the level of 
cash is the amount of sales in relation to 

assets. Firms with large sales relative to fixed 
assets are required to carry larger cash 
reserves. This is the result of having larger 
sums invested in inventories (particularly 
finished goods) and receivables. It should be 
remembered, however, that cash 
requirements do not increase in the same 
proportion as sales. The rule is that as sales 
increase, cash also increases but at a 
decreasing rate, it is impossible to determine 
to what extent each characteristic affects the 
total volume of cash, but these examples 
indicate that different types of businesses have 
different cash requirements. .

7. Cash Inflows and Cash Outflows: Every 
firm has to maintain cash balance because its 
expected inflows and outflows are not always 
synchronized. The timings of the cash inflows 
may not always match with the timing of the 
outflows. Therefore, a cash balance is 
required to fill up the gap arising out of 
difference in timings and quantum of inflows 
and outflows.

8. Cost of Cash Balance: Another factor to 
be considered while determining the 
minimum cash balance is the cost of 
maintaining excess cash or of meeting 
shortages of cash. There is always an 
opportunity cost of maintaining excessive cash 
balance. If a firm is maintaining excess cash 
then it is missing the opportunities of investing 
these funds in a profitable way.

3.2.5 Cash Cycle

Q16. What do you understand by Cash Cycle?

The term cash cycle refers to the length of 
the time between the payment for purchase of raw 
material and the receipt of sales revenue. So, the 
cash cycle refers to the time that elapses from the 
point when the firm makes an outlay to purchase 
raw materials to the point when cash is collected 
from the sale of finished goods produced using that 
raw material. Different patterns of cash cycles and 
cash flows may be there depending upon the nature 
of the business. The concept of cash cycle has been 
depicted in Figure.
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Cash management is concerned with the managing of: (i) cash flows into and out of the firm | 
cash flows within the firm, and (iii) cash balances held by the firm at a point of time by financing defier 
investing surplus cash. It can be represented by a cash management cycle as shown in Figure.

Sales generate cash which has to be disbursed out. The surplus cash has to be invested while defi 
has to be borrowed. Cash management seeks to accomplish this cycle at a minimum cost. At the san 
time, it also seeks to achieve liquidity and control. Cash management assumes more importance tta 
other current assets because cash is the most significant and the least productive asset that a firm holm

It is significant because it is used to pay the firm’s obligations. However, cash is unproductive. UnH 
fixed assets or inventories, it does not produce goods for sale. Therefore, the aim of cash managemer 
to maintain adequate control over cash position to keep the firm sufficiently liquid and to use excess : - 
in some profitable way.

Fig.: Cash Management Cycle

Cash management is also important because it is difficult to predict cash flows accurately, particular 
the inflows, and there is no perfect coincidence between the inflows and outflows of cash. During son 
periods, cash outflows will exceed cash inflows, because payments for taxes, dividends, or season 
inventory build up. At other times, cash inflow will be more than cash payments because there may :i 
large cash sales and debtors may be realised in large sums promptly. Further, cash management is signifies^ 
because cash constitutes the smallest portion of the total current assets, yet management’s considers: i 
time is devoted in managing it.
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In order to resolve the uncertainty about 
rash flow prediction and lack of synchronisation 
-::ween cash receipts and payments, the firm 

rfiould develop appropriate strategies for cash 
-magement. The firm should evolve strategies 
egarding the following four facets of cash 

management :

Cash planning Cash inflows and outflows 
should be planned to project cash surplus or 
deficit for each period of the planning period.
Cash budget should be prepared for this 
purpose.

Managing the cash flows The flow of cash 
should be properly managed. The cash 
inflows should be accelerated while, as far as 
possible, the cash outflows should be 
decelerated.

' Optimum cash level The firm should decide 
about the appropriate level of cash balances.
The cost of excess cash and danger of cash 
deficiency should be matched to determine 
the optimum level of cash balances.

' Investing surplus cash The surplus cash 
balances should be properly invested to earn 
profits. The firm should decide about the 
division of such cash balance between 
alternative short-term investment opportuni
ties such as bank deposits, marketable 
securities, or inter-corporate lending.

3.2.6 Facets of Cash Management

Q17. Explain the Facets ofCash Management.

-tub :

Cash management is concerned with the 
managing of (i) cash flows into and out of the firm, 
ii) cash flows within the firm and (iii) cash balances 
■eld by the firm at a point of time by financing deficit 
:r investing surplus cash. It can be represented by 
a cash management cycle as shown in sales generate 
rash which has to be disbursed out. The surplus 
rash has to be invested while deficit has to be 
rorrowed. Cash management sells to accomplish 
mis cycle at a minimum cost. At the same time, it 
also seeks to achieve liquidity and control. Cash 
'.anagement assumes more importance than other 

carrent assets because cash is the most significant 
I and the least productive asset that a firm holds. It is 

significant because it is used to pay the firm’s 
obligations. However, cash is unproductive. Unlike 
fixed assets or inventories, it does not produce goods 
for sale. Therefore, the aim of cash management is 
to maintain adequate control over cash position to 
keep the firm sufficiently liquid and to use excess 
cash in some profitable way.

Cash management is also important because 
it is difficult to predict cash flows accurately, 
particularly the inflows, and there is no perfect 
coincidence between the inflows and outflows of 
cash. During some periods, cash outflows will 
exceed cash inflows, because payments for taxes, 
dividends, or seasonal inventory buildup. At other 
times, cash inflow "will be more than cash payment 
because there may be large cash sales and debtors 
may be realised in large sums promptly.

In order to resolve the uncertainty about cash 
flow prediction and lack of synchronization between 
cash receipts and payments, the firm should develop 
appropriate strategies for cash management. The 
firm should evolve strategies regarding the following 
four facets of cash management:

1. Cash planning cash inflows and outflows 
should be planned to project cash surplus or 
deficit for each period of the planning period. 
Cash budget should be prepared for this 
purpose.

2. Managing the cash flows the flow of cash 
should be properly managed. The cash 
inflows should be accelerated while, as far as 
possible, the cash outflows should be 
decelerated.

3. Optimum cash level the firm should decide 
about the appropriate level of cash balances. 
The cost of excess cash and danger of cash 
deficiency should be matched to determine 
the optimum level of cash balances.

4. Investing surplus cash the surplus cash 
balances should be properly invested to earn 
profits. The firm should decide about the 
division of such cash balance between 
alternative short-term investment opportuni
ties such as bank deposits, marketable 
securities, or inter- corporate lending.
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The ideal cash management system will 
depend on the firm’s products, organisation 
structure, competition, culture and options available. 
The task is complex, and decisions taken can affect 
important areas of the firm. For example, to improve 
collections if the credit period is reduced, it may 
affect sales. However, in certain cases, even without 
fundamental changes, it is possible to significantly 
reduce cost of cash management system by 
choosing a right bank and controlling the collections 
properly.

3.2.7 Cash Forecasting and Budgeting

QI8. Define Cash Forecasting and Budgeting.

Z&rv :

Cash budget is the most significant device to 
plan for.and control cash receipts and payments. A 
cash budget is a summary statement of the firm’s 
expected cash inflows and outflows over a projected 
time period. It gives information on the timing and 
magnitude of expected cash flows and cash balances 
over the projected period. This information helps 
the financial manager to determine the future cash 
needs of the firm, plan for the financing of these 
needs and exercise control over the cash and 
liquidity of the firm.

Cash forecasts are needed to prepare cash 
budgets. Cash forecasting may be done on short or 
long-term basis. Generally, forecasts covering 
periods of one year or less are considered short
term; those extending beyond one year are 
considered long-term.

Short-term Cash Forecasts

It is comparatively easy to make short-term 
cash forecasts. The important functions of carefully 
developed short-term cash forecasts are :

> To determine operating cash require
ments

> To anticipate short-term financing

. > To manage investment of surplus cash.

To know the operating cash requirements, 
cash flow projections have to be made by a firm. As 
stated earlier, there is hardly a perfect matching 
between cash inflows and outflows. With the short

term cash forecasts, however, the financial manage*  
is enabled to adjust these differences in favour cf 
the firm.

It is well-known that, for their temporar. 
financing needs, most companies depend upo.*  
banks. One of the significant roles of the short-terr, 
forecasts is to pinpoint when the money will be 
needed and when it can be repaid. With suer 
forecasts in hand, it will not be difficult for the 
financial manager to negotiate short-term financing 
arrangements with banks. This in fact convinces 
bankers about the ability of the management to rua 
its business.

The third function of the short-term car 
forecasts is to help in managing the investment cl 
surplus cash in marketable securities. Carefully and 
skilfully designed cash forecast helps a firm to: . 
select securities with appropriate maturities and 
reasonable risk, (ii) avoid over and under-investing 
and iii) maximise profits by investing idle money. I

Short-run cash forecasts serve many other 
purposes. For example, multi-divisional firms use 
them as a tool to coordinate the flow of fundi 
between their various divisions as well as to mi-a 
financing arrangements for these operations. These! 
forecasts may also be useful in determining tbd 
margins or minimum balances to be maintained w.'.’a 
banks. Still other uses of these forecasts are:

> Planning reductions of short and lor.g-l 
term debt

> Scheduling payments in connection wci 
capital expenditures programmes

> Planning forward purchases el 
inventories

> Checking accuracy of long-range casi 
forecasts

> Taking advantage of cash discounfll 
offered by suppliers

> Guiding credit policies.

Short-term Forecasting Methods

Two most commonly used methods of she -I 
term cash forecasting are :

> The receipt and disbursements meth el

> The adjusted net income method.
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T-: Receipts and Disbursements Method

It is generally employed to forecast for limited periods, such as a week or a month. The adjusted net 
i- : me method, on the other hand, is preferred for longer durations ranging between a few months to a 

11 -: - Both methods have their pros and cons.

The cash flows can be compared with budgeted income and expense items if the receipts and 
Isscursements approach is followed. On the other hand, the adjusted income approach is appropriate in 

a : .mg a company’s working capital and future financing needs.

Three broad sources of cash inflows can be identified: (i) operating, (ii) non-operating, and (iii) 
ir mcial. Cash sales and collections from customers form the most important part of the operating cash 
rd : .vs. Developing a sales forecast is the first step in preparing a cash forecast. All precautions should be 
te- m to forecast sales as accurately as possible. In case of cash sales, cash is received at the time of sale. On 
r ather hand, cash is realised after sometime if sale is on credit. The time in realising cash on credit sales 
amends upon the firm’s credit policy reflected in the average collection period. Consider an example.

Suppose that a firm makes 80 percent of its sales on a 30-day credit. Its actual experience shows 
Mm: 80 percent of debtors are realised after one month and 20 percent after two months after goods are 
sm: With this information, the expected cash receipts from sales can be calculated if sales forecast are 

I ■ arable. For example, sale receipts for January, February, March and April.

and long-

iction with
mes

(Rs. '000)

Actual Forecast

Nov. Dec. Jan. Feb. Mar. Apr.

Total sales 500 600 550 660 700 1.000
Credit sales (80%)
Collections

400 480 440 528 560 800

One month Z- - 320 384 352 422 448
Two months

Total collections
Cash sales

Total sales receipts

80
464
110

574

96
448
132

580

88
510
140
650

106
554
200

754

Table 1: Estimated Sales Receiptsases of

nge cash

iscounts

Non-operating cash inflows include sale of old assets and dividend and interest income. The magnitude 
- these items is generally small. When internally generated cash flows are not sufficient, the firm resorts to 
eternal sources Borrowings and issuance of securities are external financial sources. These constitute .

■ ancial cash inflows.

jf short

method

d.

The next step in the preparation of a cash budget is the estimate of cash outflows. Cash outflows 
■: ude: (i) operating outflows: cash purchases, payments of payables, advances to suppliers, wages and 
varies and other operating expenses, (ii) capital expenditures, (iii) contractual payments: repayment of 

and interest and tax payments; and (iv) discretionary payments: ordinary and preference dividend. 
- case of credit purchases, a time lag will exist for cash payments. This will depend on the credit terms 
xered by the suppliers.

It is relatively easy to predict the expenses of the firm over short run. Finns usually prepare capital 
-_ senditure budget therefore, capital expenditures are predictable for the purposes of cash budget. Similarly,
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payments of dividend do not fluctuate widely and 
are paid on specific dates. Cash outflow can also 
occur when the firm repays its long-term debt. Such 
payments are generally planned and, therefore, 
there is no difficulty in predicting them.

Once the forecasts for cash receipts and 
payments have been developed, they can be 
combined to obtain the net cash inflow or outflow 
for each month. The net balance for each month 
would indicate whether the firm has excess cash or 
deficit. The peak cash requirements would also be 
indicated If the firm has a policy of maintaining some 
minimum cash balance, arrangements must be 
made to maintain this minimum balance in periods 
of deficit. The cash deficit can be met by borrowing 
from banks. Alternatively, the firm can delay its 
capital expenditures or payments to creditors or 
postpone payment of dividends.

Adjusted net income method. This 
method of cash forecasting, involves the tracing of 
working capital flows. It is sometimes called the 
sources and uses approach. Two objectives of the 
adjusted net income approach are: (i) to project 
the company’s need for cash at a future date and 
(ii) to show whether the company can generate the 
required funds internally, and if not, how much will 
have to be borrowed or raised in the capital market.

In preparing the adjusted net income 
forecasts items such as net income, depreciation, 
taxes, dividends etc., can easily be determined from 
the company’s annual operating budget. Normally, 
difficulty is faced in estimating working capital 
changes; especially the estimates of accounts 
receivable (debtors) and inventory pose problem 
because they are influenced by factors such as 
fluctuations in raw material costs, changing demand\ 
for the company’s products and possible delays in 
collections. Any error in predicting these items can 
make the reliability of forecast doubtful.

The benefits of the adjusted net income 
method are:

> It highlights the movements in the working 
capital items, and thus helps to keep a control 
on a firm’s working capital.

> It helps in anticipating a. firm’s financial 
requirements. The major limitation of this 
method is:

> It fails to trace cash flows, and therefore, 
utility in controlling daily cash operations 
limited.

Long-term Cash Forecasting

Long-term cash forecasts are prepared to gr
an idea of the company’s financial requirements: 
the distant future. They are not as detailed as ~ 
short-term forecasts are. Once a company hl 
developed long-term cash forecast, it can be usj 
to evaluate the impact of, say, new prod- 
developments or plant acquisition? on the firm 
financial condition three, five, or more years in d 
future. The major uses of the long-term ca. 
forecasts are

> It indicates as company’s future financ 
needs, especially for its working cap:: 
requirements.

It helps to evaluate proposed capital projer 
It pinpoint the cash required to finance the 
projects as well as the cash to be general 
by the company to support them.

> It helps to improve corporate planning. Lc 
term cash forecasts compel each division 
plan for future and to formulate proje 
carefully.

two,
Long-term cash forecasts may be made 1 

three or five years. As with the short-te- 
forecasts, company’s practices may differ on c 
duration of long-term forecasts to suit their partied 
needs.

The short-term forecasting methods, i.e.. z 
receipts and disbursements method and the adjusa 
net income method, can also be used in long-ter 
cash forecasting. Long-term cash forecasting refle: 
the impact of growth, expansion or acquisitions 
also indicates financing problems arising from the 
developments.

3.2.8 Management of Cash Flows

QI9. Explain the Management ofCash Flow

After estimating the cash flows, efforts shoui 
be made to adhere to the estimates of receipts aa 
payments of cash. Cash management will □ 
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successful only if cash collections are accelerated and 
ash disbursements, as far as possible, are delayed. 

~-.e following methods of cash management will 
’eip :

Methods of Accelerating Cash Inflows
Prompt Payment by Customers
In order to accelerate cash inflows, the 
collections from customers should be prompt. 
This will be possible by prompt billing. The 
customers should be promptly informed 
about the amount payable and the time by 
which it should be paid. It will be better if self 
addressed envelope is sent alongwith the bill 
and quick reply is requested. Another method 
for prompting customers to pay earlier is to 
allow them a cash discount. The availability 
of discount is a good saving for the customer 
and in an anxiety to earn it they make quick 
payments.

Quick Conversion of Payment into Cash

Cash inflows can be accelerated by improving 
the cash collecting process. Once the customer 
writes a cheque in favour of the concern the 
collection can be quickened by its early 
collection. There is a time gap between' the 
cheque sent by the customer and the amount 
collected against it. This is due to many factors, 
(i) mailing time, i. e. time taken by post office 
for transferring cheque from customer to the 
firm, referred to as postal float; (ii) time taken 
in processing the cheque within the 
organisation and sending it to bank for 
collection, it is called lethargy and, (iii) 
collection time within the bank, i.e. time 
taken by the bank in collecting the payment 
from the customer’s bank, called bank float

The postal float, lethargy and bank float are 
collectively referred to as deposit float. The 
term deposit float refers to the cheques written 
by the customers but the amount not yet 
usable by the firm. An efficient cash 
management will be possible only if the time 
taken in deposit float is reduced and make 
the money available for use. This can be done 
by decentralising collections-.

3. Decentralised Collections

A big firm operating over wide geographical 
area can accelerate collections by using the 
system of decentralised collections. A number 
of collecting centres are opened in different 
areas instead of collecting receipts at one 
place. The idea of opening different collecting 
centres is to reduce the mailing time from 
customer’s despatch of cheque and its receipt 
in the firm and then reducing the time in 
collecting these cheques.

On the receipt of the cheque it is immediately 
sent for collection. Since the party may have 
issued the cheque on a local bank, it will not 
take much time in collecting it. The amount 
so collected will be sent in the central office 
at the earliest. Decentralised collection system 
saves mailing and processing time and, thus, 
reduces the financial requirements.

4. Lock Box System

Lock box system is another technique of 
reducing mailing, .processing and collecting 
time. Under this system the firm selects some 
collecting centres at different places. The 
places are selected on the basis of number of 
consumers and the remittances to be received 
from a particular place. The firm hires a Post 
Box in a post office and the parties are asked 
to send the cheques on that post box 
number A local bank is authorised to operate 
the post box.

The bank will collect the post a number of 
times in a day and start the collection process 
of cheques. The amount so collected is 
credited to the firm’s account. The bank will 
prepare a detailed account of cheques 
received which will be used by the firm for 
processing purpose. This system of collecting 
cheques expedites the collection process and 
avoids delays due to mailing and processing 
time at the accounting department. By 
transferring clerical function to the bank, the 
firm may reduce its costs, improve internal 
control and reduce the possibility of fraud.
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Methods of Slowing Cash Outflows

A company can keep cash by effectively 
controlling disbursements. The objective of 
controlling cash outflows is to slow down the 
payments as far as possible. Following methods can 
be used to delay disbursements :
1. Paying on Last Date

The disbursements can be delayed on making 
payments on the last due date only. If the 
credit is for 10 days then payment should be 
made on 10th day only. It can help in using 
the money for short periods and the firm can 
make use of cash discount also.

2. Payments through Drafts

A company can delay payments by issuing 
drafts to the suppliers instead of giving 
cheques. When a cheque is issued then the 
company will have to keep a balance in its 
account so that the cheque is paid whenever 
it comes. On the other hand a draft is payable 
only on presentation to the issuer. The 
receiver will give the draft to its bank for 
presenting it to the buyer’s bank. It takes a 
number of days before it is actually paid. The 
company can economise large resources by 
using this method. The funds so saved can 
be invested in highly liquid low risk securities 
to earn income thereon.

3. Adjusting Payroll Funds

Some economy can be exercised on payroll 
funds also. It can be done by reducing the 
frequency of payments. If the payments are 
made weekly then this period can be 
extended to a month. Secondly, finance 
manager can plan the issuing of salary 
cheques and their disbursements. If the 
cheques are issued on Saturday then only a 
few cheques may be presented for payment, 
even on Monday all cheques may not be 
presented. On the basis of his past experience 
finance manager can deposit the money in 
bank because it may be clear to him about 
the average time taken by employees in 
encashing their pay cheques.

4. Centralisation of Payments
The payments should be centralised anc I 
payments should be made through drafts or I 
cheques. When cheques are issued from the | 
main office then it will take time for the I 
cheques to be cleared through post. The I 
benefit of cheque collecting time is availed. I

5. Inter-bank Transfer
An efficient use of cash is also possible by! 
inter-bank transfers. If the company ha: 
accounts with more than one bank the*  I 
amounts can be transferred to the bank where 
disbursements are to be made. It will help 
avoiding excess amount in one bank.

6. Making use of Float
Float is a difference between the balancd 
shown in company’s cash book (Bars 
column) and balance in pass book of thJ 
bank. Whenever a cheque is issued, thJ 
balance at bank in cash book is reduced. ThJ 
party to whom the cheque is issued may nd 
present it for payment immediately. If thJ 
party is at some other station then cheque 
will come through post and it may take a 
number of days before it is presented. Unfl 
the time, the cheques are not presented 
bank for payment there will be a balance in 
the bank. The company can make use of ths 
float if it is able to estimate it correctly.

3.2.9 Determination of Optimum Cash 
Balance

Q20. Explain the Determination of Optimum 
Cash Balance.

A firm has to maintain a minimum amour*  
of cash for settling the dues in time. The cash is 
needed to purchase raw materials, pay creditors 
day to day expenses, dividend, etc. The test of 
liquidity of the firm is that it is able to meet various 
obligations in time.

Some cash will be needed for transactio*  
needs and amount may be kept as a safety stock 
An appropriate amount of cash balance to be 
maintained should be determined on the basis of 
past experience and future expectations. If a firm
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maintains less cash balance then its liquidity position will be weak. If higher cash balance is maintained 
then an opportunity to earn is lost. Thus, a firm should maintain an optimum cash balance, neither a small 
nor a large cash balance. For this purpose the transaction costs and risk of too small a balance should be 
matched with the opportunity costs of too large a balance.

There are basically two approaches to determine an optimal cash balance, namely, (i) Minimising 
Cost Models, and (ii) Preparing Cash Budget. Cash budget is the most important tool in cash 
management.

Q21. Define cash budget. Explain the objec-tive of cash budget.

Cash budget is nothing but the written form of various forecasts relating to cash receipt and cash 
payments. In other words, to meet future obligations, forecasting the expected receipts and expected 
payments of cash is known as cash budget i.e., cash budget is a mere forecast of cash position of an 
undertaking for a definite period. In cash budget the budget period is normally daily, weekly, monthly or 
quarterly etc. There are two distinct parts of cash budgeting one is forecast the cash receipts and second 
forecast the cash disbursement/payments.

According to the Guthmen and Dougal, “Cash, budget is an estimate of cash receipts and 
disbursements for a future period of time”.

Characteristics of Cash Budget

Cash budget is a statement of anticipated cash receipts and payments.

2. Cash budget is related to predetermined future period.

3. Cash budget is expressed in terms of monetary values.

4. Cash budget is forecast of financial aspirations of the enterprise.

5. Cash budget is an outline of future plans, policies and actions of the management.

Objectives of Cash Budget

The main objectives of preparing cash budget are as under,

1. The probable cash position as a result of planned operations is indicated and thus the excess or 
shortages of cash is known. This helps in arranging short term borrowings in advance to meet the 
situation of shortage of cash or making investments in times of excess of cash.

2. Cash can be coordinated in relation to total working capital, sales, investment and debt.

3. A sound basis for credit and for current control of cash positioned is established.

Q22. Explain the advantages of cash budget.

Advantages of Cash Budget

Cash budget is very useful tool for financial planning which is also helps in arranging new loans, 
sorrowing replacing the existing debts cash outlays etc. Cash budget also helpful for those concern having 
adequate owned funds and to get maximum profit by considering the alternative uses and available 
-esources. The following are the additional advantages of cash budgeting. They are,

Estimated cash position can be easily ascertained by using the planned operating system through 
cash budget.

2. Effective control on cash position can be done using the cash budget.

------------------------------------------------------------------
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3. In a business, the cash budget also shows the fact whether the concern may be facing a situation 
excess or shortage of cash.

4. Cash budget provides a sound basis for resorting to borrowing in terms of quantum and time.

5. The coordination between cash and working capital sales, investment or loan can be done by usi 
this cash budgeting.

6. Whether the concern in a position to need borrowing or not is also known by the cash budget

Q23. Explain the various methods to preparation of cash budget.

/Im- :
Preparation of Cash Budget

The cash budget can be prepared by any of the following methods,

1. Receipts and payments method.

2. The adjusted profit and loss method.

3. The balance sheet method.

1. Receipts and Payments Method

In case of this method the cash receipts from various sources and the cash payments to van 
agencies are estimated. In the opening balance of cash, estimated cash receipts are added from1 
total, the total of estimated cash payments are deducted to find out the closing balance. If mont 
quarterly cash budgets are to be prepared, first of all the closing balance of first month/quarter 
be computed which will be the opening balance for the next month/quarter.

Similarly the closing balance for 2 nd month/quarter can be known and so on. The estimated rece 
may be from cash sales, credit collections, interest, dividend, miscellaneous receipts, issue of st 
capital, loans etc. Estimated disbursements may be regarding materials, labour, overheads, gran' 
loan or repayment of loan, payment of advance tax, purchase of assets etc.

2. Adjusted Profit and Loss Method

In case of this method the cash budget is prepared on the basis of opening cash and bank balam 
projected profit and loss account and the balances of the various assets and liabilities.

Cash from operations is not that figure of profit which is shown by the profit and loss account. I 
is the figure of profit as adjusted in the light on non-cash items such as depreciation, loss on sale 
capital assets, preliminary expenses written off from P&L A/c etc.

Since these items do not affect cash position though they have been charged to the profit and k 
account, they are added back to the profit or deducted from loss, as the case may be. Issue of n 
shares, realisation from sale of fixed assets or raising long term loans are taken as other sources 
cash. Similarly, redemption of preference shares (in case of redeemable preference shares), paym 
of long term loans, purchase of fixed assets, payment of dividends etc., are taken as applicatio- 
cash.

3. Balance Sheet Method

With the help of budgeted balances at the end except cash and bank balances, a budgeted bala~ 
sheet can be prepared and the balancing figure, would be the estimated closing cash/bank balarr 
Thus, under this method, closing balances other than cash/bank will have to be found out first tc 
put in the budgeted balance sheet. This can be done by adjusting the anticipated transactions of 1 
year in the opening balances.

^30)--------------------------------------------------------------
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-roforma of Cash Budget

Particulars X Month Y Month Z Month

1) Opening Cash Balance
2) Estimated Cash Receipts

i) Cash Sales
ii) Cash Collection from Debtors
iii) Interest Received from Investments
iv) Cash inflow on Issue of New Securities
v) Raising of Loans
vi) Sale of Assets
vii) Dividend

3) Total Receipts available during the month (1+2)
4) Estimated Cash Payments

i) Payment for Cash Purchases

ii) Payment to Sundry Creditors for Creditors Purchases
iii) Payment for Wages and Salaries
iv) Payment for other Administrative Expenses
v) Payment in the nature of Capital Expenditure

vi) Loan Repayment
vii) Dividend Payment
viii) Payment of Interest on Loan

Total Cash Payments
5) Closing Cash Balance (3 - 4)

Table : Format of cash budget
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PROBLEMS ON CASH BUDGET

XYZ Ltd manufacturers razor blades. Its estimated monthly sales for the period Jan 1, 
2002 to June 30, 2002 are as follows :

Jan - March Rs. 1,00,000

April-June Rs. 1,20,000

The sales during November and December 2001 were Rs. 1,00,000 each month 20% of 
sales are for cash and the rest are credit sales. Past records show that receivables from 
credit sales are collected as following :

50% one month from the date of sale and the balance, 2 months from the date of sales. 
No bad debts are expected to occur.

Other anticipated receipts are :

(i) Rs. 8,000 from the sale of Machine in March and (ii) Rs. 20,000 interest on investments 
in March and June. The company plans to purchase materials worth Rs. 50,000 per 
month from Jan - March and Rs. 60,000 per month from April - June. During December

------------------------------------ fuT)
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2001, Rs. 50,000 worth of materials were purchased. Purchases are usually paid in t 
following month. Miscellaneous cash purchases are forecasted at Rs. 2,000 per mon 
Wages payable are Rs. 25,000 per month; manufacturing expenses Rs. 12,000 per mon' 
General administration expenses are estimated at Rs. 10,000 per month. Tax payme 
of Rs. 25,000 is scheduled in April 2002. The company proposes to buy Machine 
worth Rs. 40,000 in June 2002. The cash balance on 1st Jan, 2002 was Rs. 25,000 a 
the firm desires to maintain minimum cash balance of Rs. 25,000 During Decemt 
2001 . Rs. 50,000 worth of material were purchased. Purchases are usually paid in t 
following month.
With the above information, prepare a cash budget.

SaC :

A. Forecast of cash receipts

S.No. Particulars
Jan 

(Rs.)
Feb 

(Rs.)
March
(Rs.)

April

(Rs.)
May 

(Rs.)
June
(Rs.)

1. Sales 1,00,000 1,00,000 1,00,000 1,20,000 1,20,000 1,20,000

2. Credit sales (80%) 80,000 80,000 80,000 96,000 96,000 96,000

3. Collection of receivables 

50% in following month

40,000 40,000 40,000 48,000 48,000 48,000

50% 2 months after sale 40,000 40,000 40,000 40,000 40,000 48.000

4. Cash sales 20,000 20,000 20,000 24,000 24,000 24,000

5. Receipts from sale of Machinery - - 8,000 - - - -

6. Interest on investments - - 20,000 - - 20,000

Total cash receipts (3 + 4 + 5 + 6) 1,00,000 1,00,000 1,28,000 1,12,000 1,12,000 1,40,000

B. Cash payments

SI.No. . Particulars Jan 

(Rs.)
Feb 

(Rs.)
March
(Rs.)

April
(Rs.)

May 

(Rs.)
June
(Rs.)

1. Purchases 50,000 50,000 50,000 60,000 60,000 60,000

2. Misc. purchases 2,000 2,000 2,000 2,000 2,000 2,000

3. Wages 25,000 25,000 25,000 25,000 25,000 25,000

4. Manufacturing expenses 12,000 12,000 12,000 12,000 12,000 12,000

5. Administration expenses 10,000 10,000 10,000 10,000 10,000 -

6. Tax payments - - - 25,000 - -

7. Purchase of machinery - - - - 40,000

Total payments 99,000 99,000 99,000 1,34,000 1,09,000 1,39,000

C. Net receipts/payments 1,000 1,000 29,000 (22,000) 3,000 (1,000)

Balance at the beginning 25,000 26,000 27,000 56,000 26,000 33,000

Balance at the end 26,000 27,000 56,000 30,000 33,000 32,000
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Venkat Industries (New Company) have requested to prepare a cash budget for the period 
of 6 months from Jan to June 2004. They have provided the following information. (Rs. 
in lakhs)

Particulars Jan Feb. March April May June
Sales 80.00 100.00 120.00 120.00 120.00 120.00
Purchases 2.00 3.00 4.00 4.00 4.00 2.00
Wages 12.00 14.00 16.00 16.00 16.00 12.00
Manufacturing expenses 26.00 27.00 28.00 28.00 28.00 26.00
Administration expenses 4.00 4.00 4.00 4.00 4.00 4.00
Distribution expenses 4.00 6.00 8.00 8.00 8.00 4.00

Additional financial cash flows:
> Receipt of interest Rs. 2 lakhs each in the months of Jan and May.
> Receipt of dividend Rs. 3 lakhs each in the months of March and June.
> Sale of securities in the month of June for Rs. 3 crore
> Payment of interest during January for Rs. 50,000
> Payment of loan in the month of June for Rs. 1,50,00,000
> Interim dividend payment of Rs. 10,00,000 in the month of April
> Installment of machine in the month of June for Rs. 42 lakhs.
You may assume: 10 per cent of each month’s sales for cash; customers are allowed a 
credit period of one month; creditors are allowing a credit of two months; wages are 
paid on the Ist of the next month.

Cash budget for 3 months from Jan to June 2004 (? in Lakhs)
Particulars Jan Feb March April May June

A) Receipts :

Cash sales (10% of sales) 8.00 10.00 12.00 12.00 12.00 12.00

Collections from customer 0.00 72.00 90.00 108.00 108.00 108.00

Interest received 2.00 — — — 2.00 —

Dividend received — — 3.00 — — 3.00

Sale of securities —' — — — — 300.00

Total receipts 10.00 82.00 105.00 120.00 122.00 423.00

B) Payments:

Purchases 0.00 0.00 2.00 3.00 4.00 4.00

Wages 0.00 12.00 14.00 16.00 16.00 16.00

Manufacturing expenses 26.00 27.00 28.00 28.00 28.00 26.00

Administration expenses 4.00 4.00 4.00 4.00 4.00 4.00

Distribution expenses 4.00 6.00 8.00 8.00 8.00 4.00

Interest paid 0.50 — — — — —
Loan paid 0.00 — — — 150.00
Interim dividend — ' — — 10.00 — —

Installment payment of machine — — — — — 42.00
Total payments 34.50 49.00 59.00 69.00 60.00 246.00
Closing Balance (A)-(B)

(Deficit) - Surplus

(24.50) 33.00 46.00 51.00 62.00 177.00
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9. From the following particulars prepare a monthly cash budget for the quarter ended 31 
March 2004.

(? in laki

Additional information:

Month Sales Purchases Wages Expenses
Nov 03 300 LOO ZOO 040
Dec -03 6.00 2.00 2.00 0.40
Jan ‘04 4.00 3.00 2.20 0.50
Feb 04 5.00 2.00 2.20 0.50
March ‘04 6.00 1.00 2.40 0.50

> 10 per cent sales and purchases are on cash.
> Credit to debtors: one month on an average, 50% of debtor will make payment 

the due date while the rest will make payment one month thereafter.
> Credit from creditors: 2 months.
> Wages to be paid twice in a month on the Is’ and 16"’ respectively.
> Expenses are generally paid within the month.
> Plant costing ? 1.00 lakh will be installed in February on payment of 25% of 1 

cost in addition to the installation cost of ? 5,000, balance 1 be paid in three eqi 
installments from the following month.

> Opening cash balance is 2,00,000.

SaC :

Cash Budget for three months from Jan to March 2003
(? in 1;

Particulars Jan Feb March
(A) Receipts:
Opening cash balance 2.00 3.55 3.55
Cash sales (10% of sales) 0.40 0.50 0.10
Collection during the 1st month (50% of the credit sales) 2.70 1.80 2.25
Collection during the 2nd month (50% of the credit sales) 2.25 2.70 1.80
Total receipts 735 835 Z70
(B) Payments:
Payments to Creditors (10% cash) 0.30 0.20 0.10
Payment at end of credit period 0.90 1.80 2.70 |

Wages (50% last month’s and 50% current month’s) 2.10 2.20 2.30
Expenses' 0.50 0.50 030
Plant (25% of the cost plus installation charge) — 0.30 ■—
First installment — — 0.25
Total payments 3.80 5.00 5.60
Closing Balance (A) - (B) 3.55, 3.55 2.1
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10. Good Luck Company provides the following information and requests you to prepare a 
cash budget for 6 months starting from July-Dec. 2004

(? in lakhs)

Particulars May June July Aug Sept Oct Nov Dec Jan

Sales (net of 1300 1300 2300 35.00 45.00 25.00 25.00 15.00 15.00

cash discounts)

Materials 8.00 15.00 22.00 29.00 15.00 15.00 8.00 8.00

Rent - - 0.50 0.50 0.50 030 030 030

Salaries - - 1.50 2.00 2.50 1.50 1.50 1.00

Miscellaneous - - 0;20 0.30 0.40 0.20 0.20 0.10

expenses

Taxes ■ — 5.00 - 5.00

Building 15.00 - -

Construction

Credit terms are - customers are allowed 40 days, if they pay within 20 days cash discount 
will be given. 20 per cent sales are paid in the same month of sales. 70 per cent of the 
sales are paid during the second and the 10 per cent of sales are paid in third month.

Materials are bought in the month before the company expects to sell the finished goods. 
Suppliers are allowed one-month credit. ? 4 lakhs to be paid in the month of Sept. 15, 
and Dec 15 as tax.

The company wants to maintain a minimum cash balance of? 6,00,000 in all the months. 
It is assumed that the firm will have a beginning balance of ? 5 lakhs on July 1. Determine 
the company’s requirements of cash for the period from July to December.

Cash Budget for the period July to Dec. 2004

Particulars July Aug Sept Oct Nov Dec

A) Receipts:

Sales collections

During the month of sales(20%) 5.00 7.00 9.00 5.00 5.00 3.00

During the second month (70%) 1030 17.50 24.50 31.50 1730 1730

During the third month (10%) 1.50 1.50 2.50 3.50 4.50 2.50

Total Receipts 17.00 26.00 36.00 40.00 27.00 23.00
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Cash at the beginning plus net receipts/less payments, equals to the cash at the end.

(B) Payments:

Materials (1 month lag) 15.00 22.00 29.00 15.00 15.00 8.00

Rent 0.50 0.50 0.50- 0.50 030 0.50

Salaries 1.50 2.00 2.50 1.50 1.50 1.50

Misc. expenses 0.20 0.30 0.40 0.20 0.20 0.10

Taxes - - - 5.00 - 5.00]

Building construction - - - 15.00 - -

Total Payments 17.20 24.80 32.40 37.20 17.20 15.1

Net cash - Receipts (A) - (B) (0.20) 1.20 3.60 2.80 9.80 7.9

Opening cash 5.00 6.00 6.00 6.00 6.00 6.0€

(-) Minimum cash balance (6.0) (6.0) (6.0) (6.0) (6.0) (6.0)

Borrowing (cumulative) 1.20 - - - - -

Surplus (cumulative) 1.20 3.60 2.80 9.80 7.9]

3.3 Accounts Receivable Management""^

3.3.1 Meaning

Q24. What is Accounts Receivable Management?
f

Meaning and Definition of Receivables

fl

1

Accounts receivables are simply extensions of credit to the firm’s customers, allowing therr. 
reasonable period of time in which to pay for the goods. Most firm treat account receivables as a market * g 
tool to promote sales and profits. The receivables(including the debtors & the bills) constitute a significadi 
portion of the working capital and is an important element of it. The receivables emerge whenever gooes 
are sold on credit & payments are deferred by customers. Receivable is a type of loan extended by a seDa 
to the buyer to facilitate the purchase process. As against the ordinary type of loan, the trade credit in thfl 
form of receivables is not a profit making service but an inducement or facility to the buyer- customer ta 
the firm.

2
According to Hampton, “Receivables are asset accounts representing amount owned to firm as 

result of sale of goods or services in ordinary course of business”.

According to Robert N. Anthony, “Accounts receivables are amounts owed to the busines 
enterprise, usually by its customers. Sometimes it is broken down into trade accounts receivables; th 
former refers to amounts owed by customers, and the latter refers to amounts owed by employees a*  
others”. .

*
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Thus, receivables are forms of investment in 
’i. e '.terprise manufacturing and selling goods on 

: • basis, large sums of funds are tied up in trade 
Birrs. Hence, a great deal of careful analysis and 
—er management is exercised for effective and 
:.~ent management of Receivables to ensure a 
sr . e contribution towards increase in turnover 
c profits..

aning of Receivables Management

Receivables management is the process of
- ng decisions relating to investment in trade 
■ctors. Certain investment in receivables is 
tessary’ to increase the sales and the profits of a

But at the same time investment in this asset 
t .es cost considerations also. Further, there is

- ays a risk of bad debts too.

The term receivables management may be 
ned as collection of steps and procedure 

: ..ted to properly weigh the costs and benefits 
rtrhed with the credit policies. The receivables 
i - agement consists of matching the cost of 
ceasing sales (particularly credit sales) with the 
-efits arising out of increased sales with the 
ective of maximizing the return on investment 
ne firm.

* 2 Objectives

. 5. What are the Objectives of Accounts 
Receivable Management?

The objectives of receivables management are 
-prove sales, eliminate bad debts, and reduce

- saction ‘costs incidental to maintenance of 
: ants and collection of sale proceeds and, finally, 
•ance profits of the firm. Credit sales help the 
yanization to make extra profit. It is a known fact; 
-s charge a higher price, when sold on credit, 
-pared to normal price.

Book Debts are used as a Marketing Tool 
for Improvement of Business: If the firm 
wants to expand business, it has to, necessarily, 
sell on credit. After a certain level, additional 
sales do not create additional production 
costs, due to the presence of fixed costs. So, 
the additional contribution, totally, goes 
towards profit, improving the profitability of 
the firm.

2. Optimum Level of Investment in 
Receivables: To support sales, it is necessary 
for the firm to make investment in 
receivables. Investment in receivables involves 
costs as funds are tied i p in debtors. Further, 
there is also risk in respect of bad debts too. 
On the other hand, receivables bring returns. 
If so, till what level investment is to be made 
in receivables? Investment in receivables is to 
be made till the incremental costs are less than 
the incremental return.

In the other words, the objective of receivables 
management is ‘to promote sales and profits until 
that point is reached where the return on investment 
in further funding receivables is less than the cost of 
funds raised to finance that additional credit (i.e. 
cost of capital).

Q26. Explain the factors affecting Accounts 
Receivable Management?

The following factors directly and indirectly
1 affect the size of receivables:

1. Stability of Sales: In the business of 
seasonal character, total sales and the credit 
sales will go up in the season and therefore 
volume of receivables will also be large. On 
the other hand, if a firm supplies goods on 
instalment basis, its balance in receivables will 
be high.

2. Size and Policy of Cash Discount: It is 
also an important variable in deciding the 
level of investment in receivables. Cash 
discount affects the cost of capital and the 
investment in receivables. If cost of capital of 
the firm is lower in comparison to the cash 
discount to be allowed, investment in 
receivables will be less. If both are equal, it 
will not affect the investment at all. If cost of 
capital is higher than cash discount, the 
investment in receivables will be larger.

3. Bill Discounting and Endorsement: If 
firm has any arrangement with the banks to 
get the bills discounted or if they re-endorsed 
to third parties, the level of investment in 
assets will be automatically low. If bills are 
honoured on due dates, the investment will 
be larger.
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4. Terms of Sale: A firm may affect its sales 
either on cash basis or on credit basis. As a 
matter of fact credit is the soul of a business. 
It also leads to higher profit level through 
expansion of sales. The Higher the volume of 
sales made on credit, the higher will be the 
volume of receivables and vice-versa.

5. Volume of Credit Sales: It plays the most 
important role in determination of the level 
of receivables. As the terms of trade remains 
more or less similar to most of the industries. 
So, a firm dealing with a high level of sales 
will have large volume of receivables.

6. Credit Policy: A firm practicing lenient or 
relatively liberal credit policy its size of 
receivables will be comparatively large than 
the firm with more rigid or signet credit policy. 
It is because of two prominent reasons:

(i) A lenient credit policy leads to greater 
defaults in payments by financially weak 
customers resulting in bigger volume of 
receivables.

(ii) A lenient credit policy encourages the 
financially sound customers to delay 
payments again resulting in the increase 
in the size of receivables.

7. Collection Policy: The policy, practice and 
procedure adopted by a business enterprise 
in granting credit, deciding as to the amount 
of credit and the procedure selected for the 
collection of the same also greatly influence 
the level of receivables of a concern. The 
more lenient or liberal to credit and collection 
policies the more receivables are required for 
the purpose of investment.

8. Collection Collected: If an enterprise is 
efficient enough in encasing the payment 
attached to the receivables within the 
stipulated period granted to the customer. 
Then, it will opt for keeping the level of 
receivables low. Whereas, enterprise- 
experiencing undue delay in collection of 
payments will always have to maintain large 
receivables.

9. Quality of Customer: If a company deals 
specifically with financially sound and credit 

worthy customers then it would defir.: 
receive all the payments in due time. A 
result the firm can comfortably do with a les 
amount of receivables than in case whe- 
company deals with customers hav 
financially weaker position.

Q27. Explain the importance of Receiva 
Management?

The importance of receivables manager 
is as follows:

1. Liberalised credit policy helps to increase 
growth of sales.

2. It helps to increase the operating pr: 
because of more credit sales.

3. Credit policy helps to meet the compete

4. Credit sales helps to attract not only exis 
customer but also the new customers in 
ordinary course of business.

5. It ensures higher investment in trade dec- 
which will produce larger sales.

6. It helps to minimize bad debts without tai 
stringent measures.

7. It facilitates adequate working capital to r 
its current obligations. •

8. It gives guidance to the managemen: 
effective financial planning and control.

9. It helps to make effective coordina: 
between finance, production, sales, profits 
cost.

3.3.3 Cost Benefit Analysis

Q28. Define Cost Benefit Analysis.

The firm’s operating profit is maximised wii 
total cost is minimised for a given level of reven. 
But it is not necessarily the optimum credit pc 
Optimum credit policy is one which maximises : 
firm’s value. The value of the firm is maximised uij 
the incremental or marginal rate of return of 1 
investment is equal to the incremental or marga 
cost of funds used to finance the investment.
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• The incremental rate of return can be 
culated as incremental operating profit divided 
He incremental investment in receivable. The 
remental cost of funds is the rate of return 
: -ired by the suppliers of funds, given the risk of 
estment in accounts receivable. Note that the 
: _:red rate of return is not equal to the borrowing 
= Higher the risk of investment, higher the 
r.ired rate of return. As the firm loosens its credit 
icy, its investment in accounts receivable becomes 
-e risky because of increase in slow- paying and 
suiting accounts. Thus the required rate of return 
l". upward sloping curve.

In sum, we may state that the goal of the 
- s credit policy is to maximise the value of the 
■ To achieve this goal, the evaluation of 
estment in accounts receivable should- involve 
following four steps :

> Estimation of incremental operating 
profit

> Estimation of incremental investment in 
accounts receivable

> Estimation of the incremental rate of 
return of investment

> Comparison of the incremental rate of 
return with the required rate of return.

:imum Credit Policy: A Marginal Cost
refit Analysis

Optimum credit policy is one which maximises 
rm’s value. The value of the firm is maximised 

the incremental or marginal rate of return of 
-.vestment is equal to the incremental or 

rginal cost of funds used to finance the 
cement. The incremental rate of return can be 
ulated as incremental operating profit divided 
--- incremental investment in receivable.

The incremental cost of funds is the rate of 
required by the suppliers of funds, given the 

:: investment in accounts receivable. Note that 
-squired rate of return is not equal to the 

-: . ing rate. Higher the risk of investment, higher 
squired rate of return. As the firm loosens its
- policy, its investment in accounts receivable 
~es more risky because of increase in slow-

- g and defaulting accounts. Thus the required 
:: return is an upward sloping curve.

In sum, we may state that the goal of the 
firm’s credit policy is to maximise the value of the 
firm. To achieve this goal, the evaluation of 
investment in accounts receivable should involve 
the following four steps :

> Estimation of incremental operating 
profit

> Estimation of incremental investment in 
accounts receivable

> Estimation of the incremental rate of 
return of investment

> Comparison of the incremental rate of 
__________return with the required rate of return.
3.3.4 Credit Standards
Q29. Explain briefly about Credit standards.

Credit standards are the criteria which a firm 
follows in selecting customers for the purpose of 
credit extension. The firm may have tight credit 
standards; that is, it may sell mostly on cash basis, 
and may extend credit only to the most reliable and 
financially strong customers. Such standards wifi 
result in no bad-debt losses, and less cost of credit 
administration. But the firm may not be able to 
expand sales. The profit sacrificed on lost sales may 
be more than the costs saved by the firm.

On the contrary, if credit standards are loose, 
the firm may have larger sales. But the firm will have 
to carry larger receivable. The costs of administering 
credit and bad-debt losses will also increase. Thus, 
the choice of optimum credit standards involves a 
trade-off between incremental return and 
incremental costs. Credit analysis Credit standards 
influence the quality of the firm’s customers.

There are two aspects of the quality of 
customers: (i) the time taken by customers to repay 
credit obligation and (ii) the default rate. The average: 
collection period (ACP) determines the speed of 
payment by customers. It measures the number of 
days for which credit sales remain outstanding. The 
longer the average collection period, the higher the 
firm’s investment in accounts receivable. Default rate 
can be measured in terms of bad-debt losses ratio— 
the proportion of uncollected receivable. Bad-debt 
losses ratio indicates default risk. Default risk is the 
likelihood that a customer will fail to repay the credit. 
obligation.
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On the basis of past practice and experience, 
the financial or credit manager should be able to 
form a reasonable judgment regarding the chances 
of default. To estimate the probability of default, 
the financial or credit manager should consider three 
C’s : (a) character, (b) capacity, and (c) condition.

> Character refers to the customer’s 
willingness to pay. The financial or credit 
manager should judge whether the customers 
will make honest efforts to honour their credit 
obligations. The moral factor is of 
considerable importance in credit evaluation 
in practice.

> Capacity refers to the customer’s ability to 
pay. Ability to pay can be judged by assessing 
the customer’s capital and assets which he 
may offer as security. Capacity is evaluated 
by the financial position of the firm as 
indicated by analysis of ratios and trends in 
firm’s cash and working capital position. The 
financial or credit manager should determine 
the real worth of assets offered as collateral 
(security).

> Condition refers to the prevailing economic 
and Other conditions which may affect the

i customers’ ability to pay. Adverse economic 
conditions can affect the ability or willingness 
of a customer to pay. An experienced financial 
or credit manager will be able to judge the 
extent and genuineness to which the 
customer’s ability to pay is affected by the 
economic conditions.

Information on these variables may be 
collected from the customers themselves, their 
published financial statements and outside agencies 
which may be keeping credit information about 
customers. A firm should use this information in 
preparing categories of .customers according to their 
creditworthiness and default risk. This would be an 
important input for the financial or credit manager 
in formulating its credit standards. The firm may 
categorise its customers, at least, in the following 
three categories :

> Good accounts; that is, financially strong 
customers.

> Bad accounts’, that is, financially very weak, 
high risk customers.

> Marginal accounts, that is., customers i 
moderate financial health and risk (fal 
between good and bad accounts).

The firm will have no difficulty in qui 
deciding about the extension of credit to g 
accounts and rejecting the credit request of 
accounts. Most of the firm’s time be takes 
evaluating marginal accounts; that is, customers i 
are not financially very strong but are also no 
bad to be outrightly rejected. A firm can expa.i 
sales by extending credit to marginal accounts 
the firm’s costs and bad-debt losses mat i 
increase. Therefore, credit standards shouM 
relaxed upon the point where incremental rd 
equals incremental cost.

3.3.5 Credit Terms

Q30. Explain briefly about Credit Terms

Z

Credit terms The stipulations under wh: a 
firm sells on credit to customers are called 2 
terms. These stipulations include: (a) the a 
period, and (b) the cash discount.

Credit period The length of time for J 
credit is extended to customers is called the a 
period. It is generally stated in terms of a net d 
For example, if the firm’s credit terms are ‘ne 
it is expected that customers will repay q 
obligation not later than 35 days. A firm’s 3 
period may be governed by the industry nd 
But depending on its objective, the firm can lerd 
the credit period. On the other hand, the firr 1 
tighten its credit period if customers are defad 
too frequently and bad-debt losses are building

A firm lengthens credit period to incres 
operating profit through expanded sales. Hca« 
there will be net increase in operating profi: 1 
when the cost of extended credit period is less 1 
the incremental operating profit. With increase; 3 
and extended credit period, investment in recem 
would increase. Two factors cause this increasd 
incremental sales result in incremental receid 
and (b) existing customers will take more md 
repay credit obligation (i.e., the average coliea 
period will increase), thus increasing the led 
receivable.
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customers win I 
md risk (falli.'d 
tunts).

3 3.5 Collection of Receivables

Qil. Explain briefly about COLLECTION OF RECEIVABLES.

:ulty in quick| 
credit to god 
request of t-a 
ie be taken a 
customers vdi 
are also not s 
can expand i 

J accounts. B. 
sses may ais 
rds should □ 
’mental retui

■

Receivables management involves the careful consideration of the following aspects :

1.

2.

3.

Forming of credit policy.

Executing the credit policy.

Formulating and executing collection policy.

Forming of Credit Policy

For efficient management of receivables, a concern must adopt a credit policy. A credit policy is 
a:ed to decisions such as credit standards, length of credit period, cash discount and discount period,

it Terms.

ider which r
■ called ere: 
a) the ere:

Quality of Trade Accounts or Credit Standards: The volume of sales will be influenced by the 
credit policy of a concern. By liberalising credit policy the volume of sales can be increased resulting 
into increased profits. The increased volume of sales is associated with certain risks too. It will result 
in enhanced costs and risks of bad debts and delayed receipts. The increase in number of customers 
will increase the clerical work of maintaining the additional accounts and collecting of information 
about the credit-worthiness of customers.

ne for whirs 
led the credi 
jf a net das.
are ‘net 35; 
'epay credi 
firm’s credi 
jstry norms, 
can lengths 
he firm ma? 
e default-t] 
building uh

increase a 
s. Howevz 
profit ori 
is less ths 
reased sale 
1 receivabi 
lcrease: a 
receivabi 

>re time t 
> collects a 
re level a

There may be more bad debt losses due to extension of credit to less worthy customers. These 
customers may also take more time than normally allowed in making the payments resulting into 
tying up of additional capital in receivables. On the other hand, extending credit to only credit 
worthy customers will save costs like bad debt losses, collection costs, investigation costs, etc. The 
restriction of credit to such customers only will certainly reduce sales volume, thus resulting in 
reduced profits.

Length of Credit Period: Credit terms or length of credit period means the period allowed to the 
customers for making the payment. The customers paying well in time may also be allowed certain 
cash discount. There is no binding on fixing the terms of credit. A concern fixes its own terms of 
credit depending upon its customers and the volume of sales. The customs of industry act as constraints 
on credit terms of individual concerns. The competitive pressure from other firms compels to follow 
similar credit terms, otherwise customers may feel inclined to purchase from a firm which allows 
more days for paying credit purchases. Sometimes more credit time is allowed to increase sales to 
existing customers and also to attract new customers.

The length of credit period and quantum of discount allowed determine the magnitude of investment 
receivables.

COST AND
PROFITABILITY
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c) Cash Discount: Cash discount is allowed 
to expedite the collection of receivables. The 
funds tied up in receivables are released. The 
concern will be able to use the additional 
funds received from expedited collections due 
to cash discount. The discount allowed 
involves cost. The financial manager should 
compare the earnings resulting from released 
funds and the cost of discount. The discount 
should be allowed only if its cost is less than 
the earnings from additional funds. If the 
funds cannot be profitably employed then 
discount should not be allowed.

d) Discount Period: The collection of 
receivables is influenced by the period 
allowed for availing the discount. The 
additional period allowed for this facility may 
prompt some more customers to avail 
discount and make payments. This will mean 
additional funds released from receivables 
which may be alternatively used. At the same 
time the extending of discount period will 
result in late collection of funds because those 
who were getting discount and making 
payments as per earlier schedule will also 
delay their payments. For example, if the firm 
allowing cash discount for payments within 
seven days now extends it to payments within 
fifteen days. There- may be more customers 
availing discount and paying early but there 
will be those also who were paying earlier 
within seven days will now pay in fifteen days. 
It will increase the collection period of the 
concern. Hence, this decision involves 
matching of the effect on collection period 
with the increased cost associated with 
additional customers availing the discount.

b)

2. Executing Credit Policy

After formulating the credit policy, its proper 
execution is very important. The evaluation of credit 
applications and finding out the credit worthiness 
of customers should be undertaken.

a) Collecting Credit Information: The first 
step in implementing credit policy will be to 
gather credit information about the 
customers. This information should be 
adequate enough so that proper analysis 
about the financial position of the customers

d)

is possible. This type of investigation can 
undertaken only upto a certain limit becai 
it will involve cost. The cost incurred 
collecting this information and the ben 
from reduced bad debt losses will 1 
compared. The credit information i 
certainly help in improving the quality 
receivables but the cost of collect 
information should not increase the reduci 
of bad debts losses.

Credit Analysis: After gathering 1 
required information, the finance mar.a 
should analyse it to find out the era 
worthiness of potential customers and a 
to see whether they satisfy the standards 
the concern or not. The credit analysis I 
determine the degree of risk associated -I 
the account, the capacity of the custorr.cn 
borrow and his ability and willingness tc 3

Credit Decision: After analysing! 
creditworthiness of the customer, the fir.a 
manager has to take a decision whether 1 
credit is to be extended and if yes then 1 
what level. He will match the creditworthy! 
of the customer with the credit standard 
the company. If customer’s creditworthy! 
is above the credit standards then there 
problem in taking a decision. It is only i*  i 
marginal cases that such decisions are c.h'd 
to be made. In such cases the benefia 
extending the credit should be compared 
the likely bad debt losses and then a deed 
should be taken.

In case the customer’s are belov. ■ 
company’s credit standards then they shJ 
not be outrightly refused. Rather they 
be offered some alternative facilities! 
customer may be offered to pay on del d 
of goods, invoices may be sent through :<■ 
and released after collecting dues or saj 
third party guarantee may be insisted. J 
a course may help in retaining the custoJ 
at present and their dealings may he J 
reviewing their requests at a later date. I 
Financing Investments in ReceivaJ 
and Factoring: Accounts receivables : d 
a part of working capital. Efforts sho_J 
made that funds are not tied up in recef. J
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for longer periods. The finance manager 
should make efforts to get receivables 
financed so that working capital needs are 
met in time.
The banks allow raising of loans against 
security of receivables. Generally, banks 
supply between 60 to 80 per cent of the 
amount of receivables as loans against their 
security. The quality of receivables will 
determine the amount of loan. The banks 
will accept receivables of dependable parties 
only. Another method of getting funds against 
receivables is their outright sale to the bank. 
The bank will credit the amount to the party 
after deducting discount and will collect the 
money from the customers later. Here too. 
The bank will insist on quality receivables only. 
Besides banks, there may be other agencies 
which can buy receivables and pay cash for 
them. This facility is known as factoring. The 
factor will purchase only the accounts 
acceptable to him and may refuse purchase 
in certain cases. The factoring may be with 
or without recourse. If it is without recourse 
then any bad debt loss is taken up by the 
factor but if it is with recourse then bad debts 
losses will be recovered from the seller. The 
factor may suggest the customers for whom 
he will extend this facility. The factoring service 
varies from bill discounting facilities offered 
by commercial banks to a total take over of 
administration of the sales ledger and credit 
control functions.
Formulating and Executing Collection 
Policy
The collection of amounts due to the 
customers is very important. The concern 
should devise procedures to be followed 
when accounts become due after the expiry 
of credit period. The collection policy be 
termed as strict and lenient. A strict policy of 
collection will involve more efforts on 
collection. Such a policy has both plus and 
negative effects. This policy will enable early 
collection of dues and will reduce bad debt 
losses. The money collected will be used for 
other purposes and the profits of the concern 
will go up.

The collection policy should also devise the 
steps to be followed in collecting over due 
amounts. The objective is to collect the dues 
and not to annoy the customer. The steps 
should be like (i) sending a reminder for 
payments (ii) Personal request through 
telephone etc. (iii) Personal visits to the 
customers (iv) Taking help of collecting 
agencies and lastly (v) Taking legal action. The 
last step should be taken only after exhausting 
all other means because it will have a bad 
impact on relations with customers. The 
genuine problems of customers should never 
be ignored while making collections. The aim 
should be to make collections and keep 

_____ amiable relations with customers.______ __  
Q32. Explain the impact of the following 

changes on the level of the firms 
receivables.

Z&rd- /

(i)

Impact of Changes on Level of Firm’s 
Receivables:

Increase in Interest Rates

When interest rate increases and becomes 
equal to the increased cost of capital which is 
used for financing the investment, then value 
of the firm is found to have increased. The 
risk involved in investment determines the 
rate of return. When risk in investment is high 
the rate of return (interest rate) will also be 
high.

(ii) Increase in Selling and Distribution 
Costs

Increase in selling and distribution costs 
indicate an increase in the level of sales. The 
sales can be increased by loosening the credit 
policy of the firm whereas, a tight credit policy 
results in sales decline.

(iii) The Credit Terms of the Firm had 
Changed from “1.5/15, net 30” to “2/10, 
net 30”.

After identifying the credit standards and 
credit worthiness, the firm determines the 
terms and conditions on which trade credit 
will be made available. Credit terms involve
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(iv)

credit period, cash discount and cash discount period. When credit terms change from “1.5/15. 
30” to “2/10, net 30”, then sales of the firm increases as rate of discount increases thougr 
discount period is reduced but sales increase.

The general economic conditions have slackened and its impact can be seen in the firm’s sales 
economic conditions have impact on customer’s ability to pay. When economic conditions slowc 
the sales of the firm will also decrease, because the capability and willingness of customers tc 
are highly influenced by economic conditions.

PROBLEMS ON RECEIVABLE MANAGEMENT

11. The following information is available for a company :
Monthly credit sales
Average maturity period
Factor fees 'commission
Interest rate charged by factor
Collection department’s cost
(if there is no factoring)
Factor’s average remittance period

f

The company’s cost of raising funds (other than factor)
Calculate the effective interest rate charged by the factor and advise the company ignorii 
other factors including risk of default.

SoC:

Rs. 10,00,000
40 days 

1%
15%

Rs. 4,500 per month

10 days
24%

1)

2)

3)

4)

Number of days for which the funds are advanced by the factor 

= 40 - 10 = 30 days.

Calculation of total costs of financing through factor :

Particulars Amount

Factor’s fee and commission | 10,00,000 x —— | 
I iooj

10,000

Interest charges i 10,00,000 x x 1
< 100 360J

12,500

Total of fee and interest charges 22,500

Less : Saving in collection department’s cost 4,500

Total financing cost (Net) . 18,000

Calculation of effective interest rate :

.18’000 x^x 100 = 21.9QQ/O
10,00,000 30

As,the effective rate of interest charged by the factor is 21.90% and the firm can raise funds from 
sources at 24% p.a. it is advised that the firm should avail the services of the factor.
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3 -arat Ltd. decides to liberalise credit to increase its sales. The liberalised credit policy will 
zring additional sales of Rs. 3,00,000. The variable costs will be 60% of sales and there will be 

risk for non-payment and 5% collection costs. Will the company benefit from the new 
credit policy ?

■ e company will be benefitted from the new credit policy because the increase in revenue is more 
costs of providing additional credit. In fact, the profit of the company will increase by Rs. 75,000.

Particulars Amount

Additional Sales revenue 3,00,000
Less : Variable Cost (60%) 1,80,000
Incremental Revenue 1,20,000
Less : 10% for non-payment risk 30,000

90,000
Less : 5% for costs of collection 15,000
Additional Revenue from increased sales
due to liberal credit policy 75,000

Dryson Ltd. provides the following informations :

Calculate :

Particulars Amount
Cash sales during the year 1,50,000
Credit sales during the year 2,70,000
Returns inward 20,000
Trade debtors in the beginning 55,000
Trade debtors at the end 45,000
Provision for bad and doubtful debts 5,000

Debtors Turnover Ratio
■ Average Collection Period

’*•:  te : Take 360 days in a year and all returns are from credit sales.

_ _ Net Credit Annual Sales
rotors 1 urnover Ratio = -------------------------- ——

Average Trade Debtors
2,70,000-20,000 2,50,000----------------------------- = -------------- = 5 times

(55,000+ 45,000) xl * 50’000

No. of Working Days
- erage Collection Period = ------------------------------

360
_ =75 days

Debtors Turnover Ratio 5

. „ , Average Trade Debtors x No. of Working DaysAverage Collection Period =----------------------------------------------------------
Net Credit Sales

50,000 x 360
= 72 days.

2,50,000
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3.4 Inventory Management | r *r/  V

3.4.1 Meaning

Q33. Explain the term of inventory.

The dictionary meaning of inventory is ‘stock of goods’. The word ‘Inventory’ is understood differ; 
by Various authors. In accounting language it may mean stock of finished goods only. In a manufactr 
concern, it may include raw materials, work in process and stores, etc.

International Accounting Standard Committee (I.A.S.C) defines inventories as “Tan: 
property

1.
2.

3.

1.

2.

Held for sale in the ordinary course of business,

In the process of production for such sale or,

To be consumed in the process of production of goods or services for sale”.
The American Institute of Certified Public Account (AICPA) defines “inventory in the s*

of tangible goods, which are held for sale, in process of production and available for ready consumpr

According to Bolten S.E., “Inventory refers to stock-pile of product, a firm is offering for sale 
components that make up the product’._____________________________________________________

3.4.2 Components of Inventory

Q34. What are the Components of Inventory ?

Raw Materials
Raw materials are those inputs that are converted into finished goods through the manufacr- 
process. These form a major input for manufacturing a product. In other words, they are i 
much needed for uninterrupted production.

Work-in-Process
Work-in-process is that stage of stocks that are between raw materials and finished goods. Wei 
process inventories are semi-finished products. They represent the products that need to ur.ai 
some other process to become finished goods.

3.

4.

Finished Products

Finished products are those products, which are ready for sale. The stock of finished goods pro 
a buffer between production and market

Stores & Spares

Stores & spares inventory (include office and plant cleaning materials like, soap, brooms, oil 
light bulbs, etc.,) are those purchased and stored for the purpose of maintenance of machini
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IE: Explain various types of inventory.

There are various types of inventory which 
■*  xflows :

Movement Inventories: Movement
. entories are also called transit or pipeline 

r.entories. Their existence owes to the fact 
--.at transportation time is involved in 
ransferring substantial amounts of resources.

For example, when coal is transported from 
—e coalified to an industrial town by trains, 
—en the coal, while in the transit, cannot 
provide any service to the customers for 
zc .ver generation or for burning in furnaces.

Buffer Inventories: Buffer inventories are 
-eld to protect against the uncertainties of 
cemand and supply. An organization 
generally knows the average demand for 
various items that it needs. However, the 
actual demand may not exactly match the 
a verage and could well exceed it. To meet 
-.is kind of a situation, inventories may be 
-.aid in excess of the average for expected 
remand. Similarly, the average delivery time 
mat is, the time elapsing between placing an 
arder and having the goods in stock ready 
cr use, and technically called as the lead time) 

may be known. But unpredictable events 
could cause the actual delivery time to be 
—.ore than the average.

” hus, excess stocks might be kept in order to 
meet the demand during the time for which 
me delivery is delayed. These inventories 
.. hich are in excess of those necessary just to 
meet the average demand (during the 
average lead time period), held for protecting 
against the fluctuations in demand and lead- 
rime are known also by the term safety 
stocks.

Anticipation Inventories: Anticipation 
inventories are held for the reason that a 
future demand for the product is anticipated. 
Production of specialized times like crackers 
.cell before Diwali, umbrellas and raincoats 
before rains set in, fans while summers are 
approaching; or the piling up of inventory 
rocks when a strike is on the anvil, are all 
examples of anticipation inventories.

Decoupling Inventories: The idea of the 
decoupling inventories is to decouple, or 
disengage,' different parts of the production 
system. As we' can observe easily, different 
machines/equipment and people normally 
work at different rates: some slower and some 
faster. A machine, for example, might be 
producing half the output of the machine on 
which the item being handled is to be 
processed the next. Inventories in between 
the various machines are held in order to 
disengage the processing on those machines. 
In the absence of such inventories, different 
machines and people cannot work 
simultaneously on a continuous basis. When 
such inventories are held, then, even if a 
machine breaks dowm, the work on others 
would not stop.

Cycle Inventories: Cycle inventories are 
held for the reason that purchases are usually 
made in lots rather than for the exact 
amounts which may be needed at a point of 
time. Of course, if all purchases are made 
exactly as and when the item is required, there 
would be no cycle inventories. But, practically, 
purchases are made in lots, the reason being 
that if purchases are made frequently and in 
small numbers, then the cost involved in 
obtaining the items would be very large.

Independent Demand Inventory: 
Inventory item whose demand is not related 
to (or dependent upon) some higher level 
item. Demand for such items is usually 
thought of as forecasted demand. 
Independent demand inventory items are 
usually thought of as finished products.

Dependent Demand Inventory: Inventory 
item whose demand is related to (or 
dependent upon) some higher level item. 
Demand for such items is usually thought of 
as derived demand.. Dependent demand 
inventory items are usually thought of as the 
materials, parts, components, and assemblies 
that make up the finished products.
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3.4.3 Motives of Holding Inventory

Q36. Explain the various Motives of Holding 
Inventory.

Adi :
The motives for holding inventories are as 

follows:

1. Transaction Motive

Every firm has to maintain some level of 
inventory to meet the day to day requirements of 
sales, production process, customer demand etc. 
This motive makes the firm to keep the inventory 
of finished goods as well as raw materials. The 
inventory level wiil provide smoothness to the 
operations of the firm. A business firm exists for 
business transactions which require stock of goods 
and raw materials.

2. Precautionary Motive

A firm should keep some inventory for 
unforeseen circumstances also.

For example, the fresh supply of raw material 
may not reach the factory due to strike by the 
transporters or due to natural calamities in a 
particular area. There may be labour problem in 
the factory and the production process may halt. 
So, the firm must have inventories of raw materials 
as well as finished goods for meeting such 
emergencies.

3. Speculative Motive

The firm may be tempted to keep, some 
inventory in order to capitalize an opportunity to 
make profit e.g., sufficient level of inventory may 
help the firm to earn extra profit m case of expected 
shortage in the market.

3.4.4 Objectives of Inventory Management 
Q37. What are the main Objectives of 

Inventory Management?
Adi :

The main objective of inventory management 
is to maintain inventory at appropriate level to avoid 
excessive or shortage of inventory because both the 
cases are undesirable for business. Thus, 
management is faced with the following conflicting 
objectives:

1.

2.

3.

4.

5.

6.

7.

8.

To keep inventory at sufficiently high leve 
perform production and sales activir 
smoothly.

To minimize investment in inventory 
minimum level to maximize profitability.

To ensure that the supply of raw mater d 
finished goods will remain continuous sc I 
production process is not halted and demal 
of customers are duly met.

To minimize carrying cost of inventory. I

To keep investment in inventory at opera 
level.

To reduce the losses of theft, obsolesci 
wastage etc.

To make arrangement for sale of slow i 
items.

To minimize inventory ordering costs.

3.4.5 Tools and Techniques of Inve:
Control

Q38. Explain the Tools and Techniq 
Inventory Control.

Adi :
Effective Inventory management req_.i 

effective control system for inventories. A a 
inventory control not only helps in solving the 
problem of liquidity but also increases prcfa 
causes substantial reduction in the working : 
of the concern. The following are the import?_n 
and techniques of inventory manageme-; 
control :

1.

2.

3.

4.

5.

6.

7.

8.

9.

Determination of Stock Levels.

Determination of Safety Stocks.

Selecting a proper System of Ord; 
Inventory.

Determination of Economic Order (

A.B.C. Analysis.

V E D Analysis

Inventory Turnover Ratios

Aging Schedule of Inventories 

Classification and Codification of Ir .
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Preparation of Inventory Reports

Lead Time

Prepectual Inventory System

JIT Control System

Determination of Stock Levels

Carrying of too much and too little of 
entories is detrimental to the firm. If the inventory 

is too little, the firm will face frequent stock- 
involving heavy ordering cost and if the 

■ entory level is too high it will be unnecessary tie-
- of capital. Therefore, an efficient inventory 
anagement requires that a firm should maintain

- optimum level of inventory where inventory costs 
e me minimum and at the same time there is no 
r i- -out which may result in loss of sale or stoppage 
r production. Various stock levels are discussed as

c

i Minimum Level: This represents the 
quantity which must be maintained in hand 
at all times. If stocks are less than the 
minimum level then the work will stop due 
to shortage of materials. Following factors are 
taken into account while fixing minimum stock 
level :

> Lead Time. A purchasing firm requires 
some time to process the order and time 
is also required by the supplying firm to 
execute the order. The time taken in 
processing the order and then executing 
it is known as lead time It is essential to 
maintain some inventory during this 
period.

x Rate of Consumption. It is the average 
consumption of materials in the factory. 
The rate of consumption will be decided 
on the basis of past experience and 
production plans.

r- Nature of Material. The nature of 
material also affects the minimum level. 
If a material is required only against 
special orders of the customer then 
minimum stock will not be required for 
such materials. Minimum stock level can 
be calculated with the help of following 
formula :

•------------------------------------------- fna}

b)

Minimum stock level = Re-ordering 
Ievel-(Normal consumption x Normal 
Re-order period).

Re-ordering Level: When the quantity of 
materials reaches at a certain figure then fresh 
order is sent to get materials again. The order 
is sent before the materials reach minimum 
stock level. Re-ordering level or ordering level 
is fixed between minimum level and 
maximum level. The rate of consumption, 
number of days required to replenish the 
stocks, and maximum quantity of materials 
required on any day are taker, into account 
while fixing re-ordering level. Re-ordering 
level is fixed with the following formula :

Re-ordering Level = Maximum Consump
tion x Maximum Re-order period.

Maximum Level: It is the quantity of 
materials beyond which a firm should not 
exceed its stocks If the quantity exceeds, 
maximum level limit then it will be 
overstocking. A firm should avoid 
overstocking because it will result in high1 
material costs. Overstocking will mean' 
blocking of more working capital, more space' 
for storing the materials, more wastage of' 
materials and more chances of losses from' 
obsolescence Maximum stock level will' 
depend upon the following factors :

1) The availability of capital for the 
purchase of materials.

2) The maximum requirements of 
materials at any point of time.

3) The availability of space for storing the 
materials.

4) The rate of consumption of materials 
during lead time.

5) The cost of maintaining the stores.
6) The possibility of fluctuations in prices.
7) The nature of materials. If the materials 

are perishable in nature, then they 
cannot be stored for long.

8) Availability of materials. If the materials • 
are available only during seasons then 
they will have to be stored for the rest 
of the period.

Rahul Publications



M.Com. I YEAR I SEME

9) Restrictions imposed by the Government. Sometimes, government fixes the maximum qua 
of materials which a concern can store. The limit fixed by the government will become 
limiting factor and maximum level cannot be fixed more than this limit.

10) The possibility of change in fashions will also affect the maximum level.

The following formula may be used for calculating maximum stock level :

Maximum StockLevel = Re-orderingLevel + Re-ordering Quantity - (Minimum Consumpti 
Minimum Re-ordering period).

d) Danger Level. It is the level beyond which materials should not fall in any case. If danger 
arises then immediate steps should be taken to replenish the stocks even if more cost is incum 
arranging the materials. If .materials are not arranged immediately there is a possibility of stop 
of work. Danger level is determined with the following formula:

Danger Level=AverageConsumption x Maximum re-order period for emergency purchases.

e) Average Stock Level. The average stock level is calculated as such :

Minimum Stock Level + Maximum Stock Level
Average Stock Level = ------------------------------- - -------------------------------

2) Determination of Safety Stocks

Safety stock is a buffer to meet some unanticipated increase in usage. The usage of inve: 
cannot be perfectly forecasted. It fluctuates over a period of time. The demand for materials may flue 
and delivery of inventory may also be delayed and in such a situation the firm can face a proble 
stock-out. The stock- out can prove costly by affecting the smooth working of the concern. In ord 
protect against the stockout arising out of usage fluctuations, firms usually maintain some margin of s 
or safety stocks.

The basic problem is to determine the level of quantity of safety stocks. Two costs are inv< 
in the determination of this stock i.e. opportunity cost of stock-outs and the carrying costs. The stock 
of raw materials cause production disruption resulting into higher cost of production. Similarly, the s 
outs of finished goods result into the failure of the firm in competition as the firm cannot provide p: 
customer service. If a firm maintains low level of safety frequent stock-outs will occur resulting int 
larger opportunity costs. On the other hand, the larger quantity of safety stocks involve higher car 
costs.

3. Ordering Systems of Inventory

The basic problem of inventory is to decide the re-order point. This point indicates when an : 
should be placed. The re-order point is determined with the help of these things : (a) average consurr. 
rate, (b) duration of lead time, (c) economic order quantity, when the inventory is depleted to lead 
consumption, the order should be placed. There are three prevalent systems of ordering and a cor 
can choose any one of these :

a) Fixed order quantity system generally known as economic order quantity (EOQ) systerr

b) Fixed period order system or periodic re-ordering system or periodic review system ;

c) Single order and scheduled part delivery system.
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Edoriomic Order Quantity (EOQ)
A decision about how much to order has great significance in inventory management. The quantity 
purchased should neither be small nor big because costs of buying and carrying materials are very 

ef Economic order quantity is the size of the lot to be purchased which is economically viable.

This is the quantity of materials which can be purchased at minimum costs. Generally, EOQ is the 
K at which inventory carrying costs are equal to order costs. In determining economic order quantity , ,
■ assumed that cost of managing inventory is made up solely of two \faX\s, \.O. Ot&eravj costs and

-.■g costs.

Otdenng Costs: These are the costs which are associated with the purchasing or ordering of 
materials. These costs are also known as buying costs and will arise only when some purchases are 
made.

cese costs will include costs of selling up machinery for manufacturing materials, time taken up in 
□erring, cost of tools etc.

.arrying Costs: These are the costs for holding inventories. These costs will not be incurred if
- . entories are not carried. The Planning Commission of India has estimated these costs between 
.: percent to 20 percent of total costs. The longer the materials kept in stocks, the costlier it becomes 

20 percent every year.

. ■ e ordering and carrying costs have a reverse relationship. The ordering cost goes up with the 
bk ' number of orders placed. On the other hand, carrying costs go down per unit with the increase 
■afcer of units, purchased and stored.

■nc dons of EOQ

* ■ i calculating EOQ the following assumptions are made.

wre supply of goods is satisfactory. The goods can be purchased whenever these are needed.

U-e quantity to be purchased by the concern is certain.

P1- rices of goods are stable. It results to stabilize carrying costs.

o JQ can be calculated by using the following formula

EOQ

'•here

A

S

I

= Annual consumption in rupees. ■*  .
= Cost of placing an order

= Inventory carrying costs of one unit.
—z-C Analysis

The - aterials are divided into a number of categories for adopting a selective approach for material 
t : generally seen that in manufacturing concern, a small percentage of items contribute a large 

b je value of consumption and a large percentage of items of materials contribute a small
kb :■ value. In between these two limits there are some items which have almost equal percentage 

z -materials.
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Under A-B-C analysis, the materials are divided into three categories viz., A, B and C. Past experien 
has shown that almost 10 per cent of the items contribute to 70 per cent of value of consumption and 1 
category is called A’ Category. About 20 per cent of the items contribute about 20 per cent of value 
consumption and this is known as category ‘B’ materials. Category ‘C’ covers about 70 per cent of its 
of materials which contribute only 10 per cent of value of consumption. There may be some variatic- 
different organisations and an adjustment can be made in these percentages.

The information is shown in the following diagram :

Class No. of Items
%

Value of Items
%

A 10 70
B 20 20
C 70 10

NO. Of-' ITEMS (.%)

A-B-C analysis helps to concentrate more efforts on category A since greatest monetary adva- 
will come by controlling these items. An attention should be paid in estimating required 
purchasing, maintaining safety stocks and properly storing of A’ category materials.

These items are kept under a constant review so that a substantial material cost may be contra 
The control of ‘C’ items may be relaxed and these stocks may be purchased for the year. A 
more attention should be given towards ‘B’ category items and their purchase should be under: 
at quarterly or half-yearly intervals.

The following example will explain the advantages of A-B-C analysis :

Suppose three items R Q, R have been used and their consumption is Rs. 2,40,000, Rs. 24 
and Rs. 2,400 respectively. Let us presume that A-B-C classification is not done and annual m 
are 12 in number. Each item will be ordered 4 times and average inventory will be :

Item Annual 
consumption 

(Rs)

No. of orders Average 
working inventory 

(Rs.)

P 2,40,000 4 60,000
Q 24,000 4 6,000
R 2,400 4 600

2,66,400 12 66,600
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ex : se A-B-C analysis is followed and the number of orders will be according to the importance 
■e :ems. If the number of orders are 8, 3 and 1, for items R Q and R respectively then the 
■Ece inventory will be as follows :

Item 
working inventory

Annual consumption
(Rs)

No. of orders Average 
(Rs.) ...

P 2,40,000 8 30,000

Q 24,000 3 8,000

R 2.400 1 2.400

Total 2,66,400 12 40,400

■her. A-B-C analysis was not followed the average inventory was Rs. 66,600 and after following A-
3-.’ iralysis the average inventory came down to Rs. 40,400. Average value of inventory is nearly 
1 - rmes in the earlier situation, than as compared to the second situation.

1 ED Analysis

.ZD'analysis is used generally for spare parts. The requirements and urgency of spare parts is 
Jfcrent from that of materials. A-B-C anaysis may not be properly used for spare parts. The 

and for spares depends upon the performance of the plant and machinery. Spare parts are 
risss fed as Vital (V), Essential (E) and Desirable (D).

W*  . :a! spares are a must for running the concern smoothly and these must be stored adequately, 
non-availability of vital spares will cause havoc in the concern. The E type of spares are also 

■ecessary but their stocks may be kept at low figures. The stocking of D type of spares may be 
« : zed at times. If the lead time of these spares is less, then stocking of these spares can be 
•waded.

~ classification of spares under three categories is an important decision. A wrong classification of 
spare will create difficulties for production department. The classification of spares should be 

e~ ’3 the technical staff because they know the need, urgency and use of these spares.

n.entory Turnover Ratios

- . entory turnover ratios are calculated to indicate whether inventories have been used efficiently 
3 not. The purpose is to ensure the blocking of only required minimum funds in inventory. The 
r entory Turnover Ratio also known as stock velocity is normally calculated as sales/average inventory 

cost of goods sold/average inventory cost. Inventory conversion period may also be calculated to 
me the average time taken for clearing the stocks.

A.sibolically,

" <z Sales

Net Sales
Or = ----------------------------

(Average) Inventory

Day in a year 
arid, Inventory Conversion Period = 7 7 A3 r-> ,.y Inventory Turnvoer Ratio

•;.’e have already discussed these ratios at length in the chapter of Ratio Analysis.
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8. Aging Schedule of Inventories

Classification of inventories according to the period (age) of their holding also helps in idente 
low moving inventories thereby helping in effective control and management of inventories. " 
following table shows aging of inventories of a firm.

Aging Schedule of Inventories

Item Name/Code Age Classification Date of Acquisition Amount (Rs.) % age to total

001 0-15 days June 25,2005 30,000 15

002 16-30 days June 10,2005 60,000 30

003 31-45 days May 20,2005 50,000 25

004 46-60 days May 5.2005 40,000 . 20

005 61 and above April 12,2005 20.000 10

2,00.000 100

9. Classification and Codification of Inventories

The inventories may be classified either according to their nature or according to their use. Gened 
materials are classified according to their nature such as construction materials, consumable stod 
spares, lubricants, etc. After classification, the materials are given code numbers. The coding n 
be done alphabetically or numerically. The’ latter method is generally used for coding. The class 
materials is assigned two digits and then two or three digits are assigned to the category of mated 
in that class. The third distinction is needed for the quality of goods and decimals are used to -j 
this factor.

Example. A concern has two categories of items divided into 15 groups. Two numbers will be _j 
for main category and two in the sub-groups (because the number is 15 i.e., more than 9) and n 
decimals will be used to the quality etc. If mobile oil is to be coded, two digits will be used in 1 
category, i.e., lubricant oils say 12, two digits will be used for mobile oil, say 56 and one digit n 
be used for the quality of mobile oil, say. 1. The code of mobile oil will be 1256.1.

The classification and coding of inventories enables the introduction of mechanised accounting 
also helps in maintaining a secrecy of description. It also helps the prompt issue of stores.

10. Inventory Reports

From effective inventory control, the management should be kept informed with the latest so 
position of different items. This is usually done by preparing periodical inventory reports. Tin 
reports should contain all information necessary for managerial action. On the basis of these repa 
management takes corrective action wherever necessary. The more frequently these reports ■ 
prepared the less will be the chances of lapse in the administration of inventories.

11. Lead Time

Lead time is the period that elapses between the recognition of a need and its fulfillment. There s 
direct relationship between lead time and inventories. The level of inventory of an item depea 
upon the length of its lead time. Suppose, lead time is one month. Any action taken now will ha 
an effect only one month later. So inventory for the current month must be in hand. During la 
time there will be no delivery of materials and consuming departments will have to be served 
the inventories held.

Lead time has two components : Lead time for company (administrative lead time) from initial 
of procurement action until the placing of an order, and the lead time for the producer, known 
delivery lead time from the placing of an order until the delivery of the ordered material. Administer 
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ead time aiso follows after the delivery is taken. The functions of inspection, material handling, 
iransportation in the factory also take some time. Administrative lead time is in the hands of those 
...ho are dealing with material procurement. Delivery lead time has to be negotiated at the time of 
preparing purchase contract.

it is often seen that bulk of the lead time is taken up by administrative lead time. This is the time over 
...hich company has control but still too much time is taken up in receiving and dispecting of goods. 
A businessman may find to his frustration that the goods which he has presuaded a supplier to 
deliver in an extremely short time have been lying in his own goods inwards department after 
delivery. Stock control or purchase section of the organisation should maintain lead time schedules 
for all groups of materials.

Prepetual Inventory System

The stock taking may either be done annually or continuously. In the latter method, the stock 
raking continues throughout the year. A schedule is prepared for stock taking of various bins (store 
rooms). One bin is selected at random and the goods are checked as per shown in the bin card. 
Then some other bin is selected at random and so on. The personnel associated with store-keeping 
are not told of stock taking programme because store rooms are chosen at random. The Institute of 
Cost and Management Accountants, London defines perpetual inventory system as “ a system of 
records maintained by the controlling department, which reflects the physical movements of stocks 
and their current balance.” The stores ledger and bin cards are helpful in this system because these 
records help in knowing the movement of stores. This facilitates regular checking of stores without 
dosing down the plant.

Procedure of Perpetual Inventory System

The following procedure is followed for perpetual inventory system :

1 The upto date position in stores ledger and bin cards should be made to know the current 
balance of stores.

2. The stores are selected in rotation for checking the items physically. Some items are taken up 
every day for verification. The programme is planned in such a way that in a year every item 
is checked 3-4 times.

3. The stores which have not been inspected as yet should not be mixed with other stores because 
no entries are made for such items.

4. There is a surprise checking everytime. The store-keeper is informed of stock taking only one 
the day of checking. This promotes store-keepers to keep their records upto date.

5. The physical stock available in the store after counting, weighing etc. is recorded on sheets 
provided for this purpose.

Advantages of Perpetual Inventory System

Perpetual inventory system has the following advantages :

1. Quick Calculation of Closing Stock. Under perpetual inventory system, the stock is checked 
regularly throughout the year. It becomes easy to value stores at the end of financial year. It 
helps in preparing Profit and Loss A/c and Balance Sheet without loss of time.

2. Helpful in Formulating Purchase Policies. This system of stock taking is also helpful in 
formulating purchase policies. The store-keeper is in know of the requirements of various 
departments. He can also tell the time, quantity and quality of materials needed by production 
departments. Such information is very useful in preparing purchase policies.
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3. Check on Stores Personnel, The 
system of continuous stock taking acts 
as a check on personnel incharge of 
stores. They are not told of checking 
programme in advance. Every store 
incharge will keep his stores properly 
because stock verification can be done 
anytime. This system also prevents 
pilferage of stores.

4. Helpful in Production Planning. 
Production planning can be done 
according to the availability of materials 
in stores because management is 
constantly kept informed of stores 
position.

5. Investments Under Check. This 
system helps in keeping investments in 
stock under check. There are minimum 
and maximum stock levels within which 
stock limits are maintained. This system 
helps in avoiding under stocking and 
over stocking of stores and investments 
in inventory are kept under check.

6. Errors and Shortages Easily 
Detected. The regular checking of 
stocks helps in detecting errors and 
shortages in stores. There may be a 
wrong entry in either stores ledger or in 
bin card. Such mistakes will be detected 
while stocks are checked. Similarly the 
physical verification of stocks with entries 
in stores ledger will help in detecting 
shortage of stores.

7. Increasing Efficiency of 
Organisation. This system will help in 
maintaining proper stocks in stores. The 
regular supply of stocks at proper time 
will enhance the efficiency of the whole 
organisation.

13. Just In Time (JIT) Inventory Control 
System

Just in time philosophy, which aims at 
eliminating waste from every aspect of 
manufacturing and its related activities, was 
first developed in Japan. Toyota introduced 
this technique in 1950’s in Japan, however, 
U.S. companies started using this technique 

in 1980’s. The term JIT refers to a 
management tool that helps to produce onh 
the needed quantities at the needed time.

According to the official terminology of
C.I.M.A.,  JIT, is “a technique for th-: 
organisation of workflows, to allow rapid, 
high quality, flexible production whilsc 
minimizing manufacturing work and stock 
level.” There are broadly two aspects qf JT*  
(i) just in time production, and (ii) just in time 
purchasing. Schonberger defines, JIT as, “tc 
produce and deliver finished goods just ir 
time to be sold, sub-assembles just in time tc 
be assembled into finished goods, fabricate: 
parts just in time to go into sub-assembles 
and purchased materials just in time to be 

.transformed into fabricated parts.

Just in time inventory control system 
involves the purchase of materials in such a 
way that delivery of purchased material is 
assured just before their use or demand. Th-: 
philosophy of JIT control system implies that 
the firm should maintain a minimum (zer: 
level) of inventory and rely on suppliers to 
provide materials just in time to meet the 
requirements. The traditional inventor, 
control system, on the other hand, require: 
maintaining a healthy level of safety stock :: 
provide protection against uncertainties cf 
production and supplies.

Objectives of JIT

The ultimate goal of JIT is to reduce wastage 
and enhance productivity. The important objectives 
of JIT include :

i) Minimum/zero inventory and its 
associated costs.

ii) Elimination of non-value added activities 
and all wastes.

iii) Minimum batch/lot size.

iv) Zero breakdowns and continuous flov. 
of production.

v) Ensure timely delivery schedules botr 
inside and outside the firm.

vi) Manufacturing the right product at righ: 
time.
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yes of JIT

~he main features of JIT inventory control system are as follows :

a It emphasises that firms following traditional inventory control system overestimate ordering 
cost and underestimate carrying costs associated with holding of inventories.

: It advocates maintaining good relations with suppliers so as to enable purchases of right quantity
of materials at right time.

: It involves frequent production/order runs because of smaller batch/lot sizes.

: It requires reduction in set up time as well as processing time.

e The major focus of JIT approach is to purchase or produce in response to' need rather than as 
per the plans and forecasts.

stages of JIT Inventory Control System

The following are the major advantages of just in time inventory control system :

The right quantities of materials are purchased or produced at the right time. 

Investment in inventory is reduced.

iii) Wastes are eliminated.
i

iv) Carrying or holding cost of inventory is also reduced because, of reduced inventory.

v) Reduction in costs of quality such as inspection, costs of delayed delivery, early delivery, 
processing documents etc. resulting into overall reduction in cost.

PROBLEMS ON INVENTORY MANAGEMENT

The finance department of a corporation provides the following information carrying 
cost per unit of inventory is Rs. 10, cost per order is Rs.20. No. of units required is 30,000 
units. Determine EOQ, total number of order to be place in year and time gap between 
2 order.

A = 30,000 units

O = 20 Rs. per order

C = 10 Rs.

2x30,000x20
10

= 346

Total number of order =
A

EOQ
30,000

346
= 86.7 = 87 orders

No. of year 12
Time gap between 2 consequitive order - ., . ,

No. ot orders * - 0.13.
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15. From the following information, calculate minimum stock level, maximum stock 1 
and reordering level :

Re-orderning level

1) Maximum Consumption 200 units per day

ii) Minimum Consumption 150 units per day

iii) Normal Consumption 160 unit per day

iv) Re-order period 10 ■— 15 days

v) Re-order quantity 1,600 units.

Vi) Normal re-order period 12 days

Maximum Consumption x Maximum Re-order Period

Sat :

200 x 15 = 300 units

Minimum Stock level =

Maximum stock level =

Re-orderning level-(Normal Consumption x Normal Re-ordering Perioc 

3,000-( 160x12) = 3000 - 1920 = 1,080 units.

Re-ordering Level + Re-order Quantity - (Minimum Consumption x 
Minimum Re-order Period)

3,000 + 1,600 - (150 x 10)

3,000 + 1,600 - 1,500 = 4600 - 1500 = 3100 units

16. From the following information, find out economic order quantity.

Annual Usage, 10,000 units

Cost of placing and receiving one order Rs. 50.

Cost of materials per unit Rs. 25

Annual Carrying cost of one unit: 10% of inventory value.

Sat;

EOQ =

Where, A = Annual consumption in units

C = Cost of placing an order

C = Inventory carrying cost of one unit

2x10,000x50
2.5

= a/4,00, 000 = 632 units.
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a stock
The annual demand for a product is 6,400 units. The unit cost is Rs. 6 and inventory 
carrying cost per unit per annum is 25% of the average inventory cost. If the cost of 
procurement is Rs. 75, determine :

a) Economic order quantity (EOQ)

b) number of orders per annum ; and

c) time between two consecutive orders.

ing

Where, A = Annual consumption in units = 6,400 units

S = Cost of placing an order = Rs. 75

I = Inventory carrying cost of one unit

imptc-
to. 1.50

2x6400x75
1.50

19,60,000
1.50

= ^6,40,000 - 800 units

Number or orders per annum

800

Time between two consecutive orders

12 months
8 orders

= 1.5 months

S A manufacturing firm using 12 different types materials has given the following data,

You are required to present an ABC plan and depict the same graphically.

Item Units Unit cost
(Rs.)

Item Unit Unit cost
(Rs.)

A 3,000 80 G 14,600 13.50
B 32,000 1 H 7,800 8
C 9,000 42 I 11,200 6.50
D 1,600 120 J 48,000 3

E 28,000 4 K 15,600 7.50

F 11,500 10 L 13,300 11.50
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Sot :

Step 1

Determination of Annual Consumption Value

Item [Annual consumption 
(Units X Unit Price)]

Annual consumption 
Value (ACV)

A 3000 x 80 32,000
B 32,000 x 1 32,200
C 9,000 x 42 3,78,000
D 1,600 x 120 1,92,000
E 28,000 x 4 1,12,000
F 11,500 x 10 1,15,000
G 14,600 x 13.50 1,97,100
H 7,800 x 8 62,400

. I 11,200 x 6.50 72,800
J 48,000 x 3 . 1,44,000
K 15,600 x 7.50 1,17,000
L 13,300 x 11.50 1,52,950

18,15,250

Step 2
Rearrange the items in the descending order of annual consumption value and calculating the 

cumulative (ACV).

Item
f
1

Units % of Cumulative

total

Unit cost Total % of Cumulative I

total

i c 9.000 4.6 \ 42 3.78,000 20.8 \
1 a 3,000 80 2.40.000 13.2

1 G 14.600 7.5 >21.1 13.50 1,97,100 10.8 7,6
D 1,600 0.8 120 1.92,000 10.5

i L 13,300 6.7 / 11.50 1,52,950 8.4

• J 48.000 24.5 5 3 1.44,000 7.9 ' 1

| K 15.600 7.0 ► 59.3 7.50 1,17,000 6.4 5

F 11.500 5.8 y 10 1.15.000 6.3 > 90.4 j
! E 28.000 14.3 ' 4 1.12,000 6.1 J

1 11.200 5.7 6.50 72,800 4.0
1 H 7.800 3.9

>•100
8 62.400 3.4 • 100

B 32.000 16.3 , 1 32.000 1.7 /

1,95.600 18,15,250
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Step 3 : Construction of ABC Graph.

ing the

Fig.: Graphical Representation of ABC Analysis

In the tabular and graphical representation, it is clear that Item-A occupies 21.1% of total units and 
-spresents cost of 71.6% and Item-B occupies 59.3% of total units and represents 90.7% of cost. Finally 
zem-C occupies 40.2% of total units and 9.1% of total cost.
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Exercise Problems ]
1. From the following details you are required to make an assessment of the average amount of 

working capital requirement of ABC Ltd.

Particulars Average Period of Credit Estimate for the 1st Year (?)

Purchase of material 6 weeks 26,00,000

Wages
1

1 — weeks 19,50,000

Overheads

Rent, rates, etc. 6 months 1.00,000

Salaries 1 month 8,00,000

. Other overheads 2 months 7,50,000

Sales cash 2,00,000

Credit sales 2 months 60,00,000

Average amount of stocks and work-in-progress 4,00,000

Average amount of undrawn profit 3,00,000

It is to be assumed that all expenses and income were made at even rate for the year.

_____ [Ans: Net Working Capital Required = ? 5,02,083]______________________________ ,

2. From the following projections of XYZ and Co. for the next year, you are required to determine the 
working capital required by the company:

The firm enjoys a credit of half a month on its purchases and allows one month credit on its 
supplies. On sales orders the company receives an advance of ? 15,000.

Annual Sales ? 14,40,000

Cost of Production (Including depreciation of ? 1,20,000) ? 12,00,000

Raw Material Purchases ? 7,05,000

Monthly Expenditure ? 25,000

Estimated Opening Stock of Raw Materials ? 1,40,000
Estimated Closing Stock of Raw Materials ? 1,25,000
Inventory Norms:
Raw Materials 2 months

Work-in-Process x/2 month
Finished Goods . 1 month

You may assume that production is carried-out evenly throughout the year and minimum cash 
balance desired to be maintained is.? 10,000.

[Ans: Net Working Capital = ? 3,35,625]
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>ge amount of
Working capital.

Short Question and Answers

2. Operating cycle.

r(?)

rmine the

on its

cash

Working Capital refers to the cash a business 
equires for day-to-day operations, or, more 

specifically, for financing the conversion of raw 
materials into finished goods, which the company 
sells for payment. Among the most important items 
:f working capital are levels of inventory, debtors 
md creditors. These items are looked at for signs of 
; company’s efficiency and financial strength.

Definition of Working Capital

According to Shubin, “Working capital the 
amount of funds necessary to cover the cost of 
:aerating the enterprise”.

According to Gerstenberg, “Circulating 
sapital means current assets of a company that are 
shanged in the ordinary course of business from 
:ne form to another, as for example, from cash 
:o inventories, inventories to receivables, receivables 
nto cash”.

According to Hoagland, “Working capital 
s descriptive of that capital which is not fixed. But, 
~ie more common use of working capital is to 
: insider it as the difference between the book value 
:f the current assets and the current liabilities”.

Working capital, in general practice, refers to 
T.e excess of current assets over current liabilities, 
lanagement of working capital therefore, is 

: mcerned with the problems that arise in attempting 
: manage the current assets, the current liabilities 

md the inter-relationship that exists between them. 
". other words it refers to all aspects of 
administration of both current assets and current 
. abilities. It is also known as revolving or circulating 
rapital or short-term capital.

Working capital management is very 
■■portant to ensure that the company has enough 
_nds to carry on with its day-to-day operations 

smoothly. A business should not have a very long 
.’ash Conversion Cycle. A cash conversion cycle 

■ .easures the time period for which a firm will be 
deprived of funds if it increases its investments as a 
: art of its business growth strategies.

The operating cycle implies the stages or 
processes through which the raw materials are 
processed to get the final product. If the process is 
lengthy arid takes long time to get the finished 
products, the requirements of working capital will 
be much larger than that of a unit which has a 
relatively low operating cycle. The shortest 
manufacturing process will minimise the investment 
in the form of work-in-progress.

3. Advantages of Working Capital

The main advantages of maintaining adequate 
amount of working capital are as follows:

i) Cash Discount

If a proper cash balance is maintained, the 
business can avail the advantage of cash 
discount by paying cash for the purchase of 
raw materials and merchandise. It will result 
in reducing the cost of production.

ii) Creates a Feeling of Security and 
Confidence
The proprietor or officials or management of 
a concern are quite carefree, if they have 
proper working capital arrangements because 
they need not worry for the payment of 
business expenditure or creditors. Adequate 
working capital creates a sense of security, 
confidence and loyalty, not only throughout 
the business itself, but also among its 
customers, creditors and business associates.

iii) ‘Must’ for Maintaining Solvency and 
Continuing Production

In order to maintain the solvency of the 
business, it is but essential that the sufficient 
amount of fund is available to make all the 
payments in time as and when they are due. 
Without ample working capital, production 
will suffer, particularly in the era of cut throat 
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competition, and a business can never 
flourish in the absence of adequate working 
capital.

4. Disadvantages of Working Capital

The disadvantages suffered by a company 
with excessive working capital are as follows :

i) Heavy Investment in Fixed Assets
A concern may invest heavily in their fixed 
asset which is not justified by actual sales. This 
may create situation of over capitalisation.

ii) Reckless Purchase of Materials

Inventory is purchased recklessly which results 
in dormant slow moving and obsolete 
inventory. At the same time it may increase 
the cost due to mishandling, waste, theft, etc.

iii) Speculative Tendencies

Speculative tendencies may increase and if 
profit is increased dividend distribution will 
also increase. This will hamper the image of 
a concern in future when speculative loss may 
start.

iv) Liberal Credit

Due to liberal credit, size of accounts 
receivables will also increase. Liberal credit 
facility can increase bad debts and wrong 
practices will start, regarding delay in 
payments.

v) Carelessness

Excessive working capital will lead to 
carelessness about costs which will adversely 

_____ affect the profitability.____________________

5. Define cash management?

Cash is one of the current assets of a business. 
It is needed at all times to keep the business going. 
A business concern should always keep sufficient 
cash for meeting its obligations. Any shortage of cash 
will hamper the operations of a concern and any 
excess of it will be unproductive. Cash is the most 
unproductive of all the assets. While fixed assets like 
machinery, plant, etc. and current assets such as 
inventory will help the business in increasing its 
earning capacity, cash in hand will not add anything 

to the concern. It is in this context that ca 
management has assumed much importance.

Cash is the important current asset for. t 
operations of the business. Cash is the basic inp 
needed to keep the business running on 
continuous basis; it is also the ultimate outp 
expected to be realised by selling the service 
product manufactured by the firm. The firm shot 
keep sufficient cash, neither more nor less. Ca 
shortage will disrupt the firm’s manufacturii 
operations while excessive cash will simply rema 
idle, without contributing anything towards the firn 
profitability. Thus, a major function of the financi 
manager is to maintain a sound cash position.

Cash is the money which a firm can disbur 
immediately without any restriction. The term ca; 
includes coins, currency and cheques held by fl
firm, and balances in its bank accounts. Sometime 
near-cash items, such as marketable securities : 
bank times deposits, are also included in cash. Th 
basic characteristic of near-cash assets is that the 
can readily be converted into cash. Generally, whe 
a firm has excess cash, it invests it in marketabi 
securities. This kind of investment contributes son 
profit to the family.

Meaning of Cash

The term cash which refer to casi 
management is the ready currency to which all liqu: 
assets can be reduced.

These are basically used in two sense.
1. Narrow sense and
2. Broader sense

1. Narrow Sense : The Narrow sense is use: 
broadly to cover currency and genera.-, 
accept equivalents of cash such as coins, 
currency notes cheques, bank drafts and 
demand deposit in bank.

2. Broader Sense : The Broader sense also 
include “Near Cash Assets” such aJ 
marketable securities and time deposits widl 
banks. The main character is the securities ai 
deposits can immediately be sold :i 
converted into cash. These are also incluoa 
the short term investment out lets for excess 
cash. Thus the term “Cash Management’s 
generally used for management of both casi 
and near cash assets.
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6. Motives of holding cash.

■wd- :
a) Transaction Motive: A firm needs cash for 

making transaction in the day to day 
operations. The cash is needed to make 
purchases, pay expense, taxes, dividend etc. 
The cash need arise due to the fact that there 
is no complete synchronization between cash 
receipts and payments. Sometimes cash 
receipts exceed cash payment or vice versa. 
The transaction needs of cash can be 
anticipated because the expected payments 
in near future can be estimated. The receipts 
in future may also be anticipated but the 
things do not happen as desired. If more cash 
is needed for payments than receipts, it may 
be raised through bank overdraft. If there are 
more cash receipts than payments, it may be 
spent on marketable securities. The maturity 
of securities may be adjusted to the payments 
in future such as interest payment, dividend 
payment etc.

b) Precautionary Motive: A firm is required 
to keep cash for meeting various 
contingencies. Though cash inflows and cash 
outflows are anticipated but there may be 
variations in these estimates. A firm should 
keep some cash for such contingencies or it 
should be in a position to raise finances at a 
short period. The cash maintained for 
contingency needs is not productive or it 
remains ideal. Such cash may be invested in 
short-period or low-risk marketable securities 
which may provide cash as and when 
necessary.

V

(c) Speculative Motive: The speculative motive 
relates to holding of cash for investing in 
profitable opportunities as and when they 
arise. Such opportunities do not come in a 
regular manner. These opportunities cannot 
be scientifically predicted but only conjectures 
can be made about their occurrence. Such 
opportunities can be availed of if a firm has 
cash balance with it. These transactions are 
speculative because prices may not move in 
a direction in which we suppose them to 
move. The primary motive of a firm is not to 
indulge in speculative transactions but such 
investments may be made at times.

7. Optimum Cash Balance.

A firm has to maintain a minimum amount 
of cash for settling the dues in time. The cash is 
needed to purchase raw materials, pay creditors, 
day to day expenses, dividend, etc. The test of 
liquidity of the firm is that it is able to meet various 
obligations in time.

Some cash will be needed for transaction 
needs and amount may be kept as a safety stock. 
An appropriate amount of cash balance to be 
maintained should be determined on the basis of 
past experience and future expectations. If a firm 
maintains less cash balance then its liquidity position 
will be weak. If higher cash balance is maintained 
then an opportunity to earn is lost. Thus, a firm 
should maintain an optimum cash balance, neither 
a small nor a large cash balance. For this purpose 
the transaction costs and risk of too small a balance 
should be matched with the opportunity costs of 
too large a balance.

There are basically two approaches to 
determine an optimal cash balance, namely, (i) 
Minimising Cost Models, and (ii) Preparing Cash 
Budget. Cash budget is the most important tool in 
cash management.

8. Accounts Receivable Management

Accounts receivables are simply extensions of 
credit to the firm’s customers, allowing them a 
reasonable period of time in which to pay for the 
goods. Most firm treat account receivables as a 
marketing tool to promote sales and profits. The 
receivables(including the debtors & the bills) 
constitute a significant portion of the working capital 
and is an important element of it. The receivables 
emerge whenever goods are sold on credit & 
payments are deferred by customers. Receivable is 
a type of loan extended by a seller to the buyer to 
facilitate the purchase process. As against the 
ordinary type of loan, the trade credit in the form 
of receivables is not a profit making service but an 
inducement or facility to the buyer- customer of 
the firm.

According to Hampton, “Receivables are 
asset accounts representing amount owned to firm 
as a result of sale of goods or services in ordinary 
course of business”.

Rahul Publications



M.Com. I YEAR I SEMES

According to Robert N. Anthony, 
“Accounts receivables are amounts owed to the 
business enterprise, usually by its customers. 
Sometimes it is broken down into trade accounts 
receivables; the former refers to amounts owed' by 
customers, and the latter refers to amounts owed 
by employees and others”.

Thus, receivables are forms of investment in 
any enterprise manufacturing and selling goods on 
credit basis, large sums of funds are tied up in trade 
debtors. Hence, a great deal of careful analysis and 
proper management is exercised for effective and 
efficient management of Receivables to ensure a 
positive contribution towards increase in turnover 
and profits.

Meaning of Receivables Management

Receivables management is the process of 
making decisions relating to investment in trade 
debtors. Certain investment in receivables is 
necessary’ to increase the sales and the profits of a 
firm. But at the same time investment in this asset 
involves cost considerations also. Further, there is 
always a risk of bad debts too.

The term receivables management may be 
defined as collection of steps and procedure 
required to properly weigh the costs and benefits 
attached with the credit policies. The receivables 
management consists of matching the cost of 
increasing sales (particularly credit sales) with the 
benefits arising out of increased sales with the 
objective of maximizing the return on investment 
of the firm.

9. Importance of Receivable Management.

The importance of receivables management 
is as follows:

1. Liberalised credit policy helps to increase the 
growth of sales.

2. It helps to increase the operating profits 
because of more credit sales.

3. Credit policy helps to meet the competition.

4. Credit sales helps to attract not only existing 
customer but also the new customers in the 
ordinary course of business.

5. It ensures higher investment in trade debta 
which will produce larger sales.

6. It helps, to minimize bad debts without taka 
stringent measures.

7. It facilitates adequate working capital to me 
its current obligations.

8. It gives guidance to the management fi 
effective financial planning and control.

9. It helps to make effective coordinate: 
between finance, production, sales, profit aa 
cost.

10. Explain briefly about Credit Terms.

Credit terms The stipulations under which r 
firm sells on credit to customers are called ere 
terms. These stipulations include: (a) the ere: 
period, and (b) the cash discount.

Credit period The length of time for whi 
credit is extended to customers is called the ere 
period. It is generally stated in terms of a net da 
For example, if the firm’s credit terms are ‘net 3: 
it is expected that customers will repay ere: 
obligation not later than 35 days. A firm’s era 
period may be governed by the industry nom» 
But depending on its objective, the firm can length 
the credit period. On the other hand, the firm m 
tighten its credit period if customers are defauh 
too frequently and bad-debt losses are building .

A firm lengthens credit period to increase 
operating profit through expanded sales. Howe-, 
there will be net increase in operating profit a 
when the cost of extended credit period is less th 
the incremental operating profit. With increased sa 
and extended credit period, investment in receive: 
would increase. Two factors cause this increase: 
incremental sales result in incremental receive: 
and (b) existing customers will take more time 
repay credit obligation (i.e., the average collect 
period will increase), thus increasing the level 
receivable.
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What are the Components of Inventory ?

Raw Materials

Raw materials are those inputs that are converted into finished goods through the manufacturing 
process. These form a major input for manufacturing a product. In other words, they are very 
much needed for uninterrupted production.

Work-in-Process

Work-in-process is that stage of stocks that are between raw materials .and finished goods. Work-in- 
process inventories are semi-finished products. They represent the products that need to undergo 
some other process to become finished goods.

Finished Products

Finished products are those products, which are ready for sale. The stock of finished goods provides 
a buffer between production and market

Stores & Spares
*

Stores & spares inventory (include office and plant cleaning materials like, soap, brooms, oil, fuel, 
light bulbs, etc.,) are those purchased and stored for the purpose of maintenance of machinery.

Objectives of Inventory Management.

The main objective of inventory management is to maintain inventory at appropriate level to avoid 
essivb or shortage of inventory because both the cases are undesirable for business. Thus, management 
iced with the following conflicting objectives:

To keep inventory at sufficiently high level to perform production and sales activities smoothly.

To minimize investment in inventory at minimum level to maximize profitability.

To ensure that the supply of raw material & finished goods will remain continuous so that production 
process is not halted and demands of customers are duly met.

To minimize carrying cost of inventory.

To keep investment in inventory at optimum level.

To reduce the losses of theft, obsolescence & wastage etc.

To make arrangement for sale of slow moving items.

To minimize inventory ordering costs.
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Choose the Correct Answers
1. In finance, “working capital” means the same thing as ' ~

(a) Total assets (b) Current assets

(c) Fixed assets ' (d) Current assets Current liability

2. _________ varies inversely with profihtablity

(a) Liquidihty (b) Return

(c) Risk (d) None

3. Permanent working capital

(a) varies with seasonal needs

(b) Includeds fixed assets

(c) Is the amount of current asset required to meet a firm long term minimum needs

(d) Includes accounts payble

4— Net working capital refers

(a) Total assetsminus fined asset

(b) Current asset less current liability

(c) Current asset less inventories

(d) Current asset

5. The working capital rewuirement CWCR is

(a) Inventories plus recievables less payables

(b) Working capital less short term debt less cash

(c) Investdies plus recievables less payables plus prepaymentg less accruals

(d) Working capital plus short terms debt plus cash

6. Which of the following would not be financed from working capital

(a) Cash sloat (b) Account receivable

(c) Credit sales (d) A new personal computer for the office

7. What is the difference between current ratio and quick ratio?

(a) The current ratio includes inventors and the quick ratio does not

(b) The current ratio ratio doesnot includes inventories, quick ratio does

(c) The current ratio includes physical capical by quick ratio not

(d) None of the above

{ 168 ]*----------------------------------------------------------- --------------------------
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Which one of the following equation decribes the operating cash cycle [ c ]

-- Average stock turnover period + Average creditors payment - Average debt collection period

: Average stock turnover period + Average debt collection period — Average creditors payment
period
Average cash balance + Average debt collection period - average creditor payment period

2 Average cash balance - Average debt collection period

Which of the following is key aspect of a company accounts receivable credit policy [ a ]

a) Assessing credit worthiness

b) Checking credit limit

(c) invoicing promptly and collecting overdue debt

(d) Delaying paymenys
Which of the following is not among the daily activities of finnancial management [ c ]

(a) Sale of shares (b) Credit manegement

(c) lnventoray contorl (d) Distribution of funds
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Fill in the blanks

1. Current ration formula_________  .

2. Average receivables payment period formula_________ _

3. Working capital capital turnover_________ _

4. Raw material holding period_________

5. _________ are a guide to thye risk of cash flow problem and insolvency

6. Quick ration is also called as_________ _

7. Working capital requirement of a company_________ and__________  .

8. The ability of firm to convert an asset to cash is called_________ _

9. Which of the following is not identified as one of the some mainfinancial obejectivies of a finr.

10. _________ is the ability of a firm to earn a profit.

Answers

1.

2.

Current assest A
Current liabilities J

Current assest - Inventtories A ,-------------------------------------- x 365 days
Credit sales turnovers )

3.
Sales revenue

Current assets - Cunent liabilities
x 365 days

Average raw material .
4 -------------------------------x 365 days

Annual purchase

5. Liquidity ratio

6. Acid test ratio

7. Cash and bank balance

8. Liquidity

9. Timeliness

10. Profitablity
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UNIT
IV

..

FINANCIAL DECISIONS:

Cost of Capital: Meaning - Significance - Classification of Costs - 
Computation of Specific Cost of Capital - Cost of Debt - Cost of Preference 
Share Capital - Cost of Equity Share Capital and Cost of Retained Earnings - 
Computatidn of Weighted Average and Marginal Cost of Capital

Leverages: Meaning - Types - EBIT-EPS Analysis - Decree of Operating, 
Leverage - Degree of Financial Leverage - Degree of Combined Leverage - 
Indifference Point

Capital Structure Theories: Meaning - Determinants - Theories - Net 
Income Approach - Net Operating Income Approach - Traditional Approach 
- MM Approach

' .... ■■■■ '■ ' ■ .. . ......... '

ies of a firrr. 4.1 Cost of Capital

1.1 Meaning

What is Cost of Capital?

barring

The cost of capital of a firm is the minimum 
t-: of return expected by its investors. It is the 
e rated average cost of various sources of finance 
E 2 by a firm. The capital used by a firm may be 
i me form of debt, preference capital, retained 
■mings and equity shares. The concept of cost of 
imtal is very important in the financial 
tr.agement. A decision to invest in a particular 
pect depends upon the cost of capital of the firm 
r me cut off rate which is the minimum rate of 
turn expected by the investors.

In case a firm is not able to achieve even the 
r :ff rate, the market value of its shares will fall. In 
r. cost of capital is the minimum rate of return 
■Ected by its investors which will maintain the 
k-.et value of shares at its present level. Hence, 
lachieve the objective of wealth maximisation, a 
k must earn a rate of return more than its cost of 
■tai. Further, optimal capital structure maximises 
r due of a firm and hence the wealth of its owners 
k minimises the firm’s cost of capital. The cost of 
t ■ of'a firm or the minimum rate of return 
k. med by its investors has a direct relation with 

the risk involved in the firm. Generally, higher the 
risk involved in a firm, higher is the cost of capital.

Cost of capital for a firm may be defined as 
the cost of obtaining funds, i.e., the average fate of 
return that thdiinvestors in a firm would expect for 
supplying funds to the firm.
Definitions

According to Hunt, William and 
Donaldson, “Cost of capital may be defined as the 
rate that must be earned on the net proceeds to 
provide the cost elements of the burden at the time 
they are due”. '

According to James C. Van Home defines 
cost of capital as, “a cut-off rate for the allocation of 
capital to investments of projects. It is the rate of 
return on a project that will leave unchanged the 
market price of the stock.”

According to Solomon Ezra, “Cost of 
capital is the minimum required rate of earnings or 
the cut-off rate of capital expenditures.”

Accordig to Hampton, John J. defines cost 
of capital as, “the rate of return the firm requires 
from investment in order to increase the value of 
the firm in the market place”.

Thus, we can say that cost of capital is that 
minimum rate of return which a firm, must and, is 
expected to earn on its investments so as to maintain 
the market value of its shares.
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From the definitions given abpve we can 
conclude three basic aspects of the concept of cost 
of capital:

i) Cost of capital is not a cost as such. In fact, it 
is the rate of return that a firm requires to 
earn from its projects.

ii) It is the minimum rate of return. Cost of 
capital of a firm is that minimum rate of return 
which will at least maintain the market value 
of the shares.

iii) It comprises of three components. As there is 
always some business and financial risk in 
investing funds in a firm, cost of capital 
comprises of three components :

a) the expected normal rate of return at 
zero risk level, say the rate of interest 
allowed by banks;

b) the premium for business risk ; and

c) the premium for financial risk on account 
of pattern of capital structure.

Symbolically cost of capital may be 
represented as :

K = r0 + b + f

where, K = Cost of capital

r = Normal rate of return at zero risk level

b = Premium for business risk.
f = Premium for financial risk.

4.1.2 Significance

Q2. Explain the Significance of cost of 
capital.

The concept of cost of capital is a very 
important concept in financial management decision 
making. The concept, is however, a recent 
development and has relevance in almost every 

.financial decision making but prior to that 
development, the problem was ignored or by
passed.

The progressive management always takes 
notice of the cost of capital while taking a financial 
decision. The concept is quite relevant in the 
following managerial decisions.

2.

3.

Capital Budgeting Decision
Cost of capital may be used as the measure 
road for adopting an investment propos 
The firm, naturally, will choose the proje 
which gives a satisfactory return on investme 
which would in no case be less than the a 
of capital incurred for its financing. In varia 
methods of capital budgeting, cost of caps 
is the key factor in deciding the project out! 
various proposals pending before d 
management. It measures the finana 
performance and determines the acceptabi 
of all investment opportunities.

Designing the Corporate Financi 
Structure
The cost of capital is significant in desic~a 
the firm's capital structure. The cost of caul 
is influenced by the chances in cap id 
structure. A capable financial executive ai-a 
keeps an eye on capital market fluctuaua 
and tries to achieve the sound za 
economical capital structure for the firrr. I 
may try to substitute the various methora 
finance in an attempt to minimise the c:ra 
capital so as to increase the market price a 
the earning per share.

Deciding about the Method of Finan da 

A capable financial executive must a 
knowledge of the fluctuations in the cadi 
market and should analyse the rate of in>J 
on loans and normal dividend rates b I 
market from time to time. Wher.eJ 
company requires additional finance, he pi 
have a better choice of the source of fir al 
which bears the minimum cost of capa 
Although cost of capital is an important a 
in such decisions, but equally importar a 
the considerations of relating control arcl 
avoiding risk.

Performance of Top Management
The cost of capital can be used to evaJ 
the financial performance of the fl 
executives. Evaluation of the final a
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performance will involve a comparison of actual profitabilities of the projects and taken with the 
projected overall cost of capital and an appraisal of the actual cost incurred in raising the required 
funds.

Other Areas

The concept of cost of capital is also important in many others areas of decision making, such as 
dividend decisions, working capital policy etc. 

3 Classification of Costs .

Explain the different types of costs.

The classification of cost is given as follows:

Future Cost vs. Historical Cost

Financial decisions are based on the future costs and not on the historical costs. The decisions relate 
to the future and hence the costs likely to be incurred in future are more significant than the costs 
which have already been incurred. Historical costs act simply as guides to estimate the future costs.

Specific Cost vs. Composite Cost

The cost of individual source of capital is referred to as the specific cost and the cost of capital of all 
the sources combined is termed as composite cost or overall cost. It is thus the weighted cost of 
capital. The cost of debentures, preference shares, equity shares, retained earnings etc. is to be 
separately calculated first and then only the combined cost can be computed. Since the combined 
cost considers the quantum of financing through each source, the cost is known as the weighted 
cost.

Average Cost vs. Marginal Cost

Average cost of capital refers to the weighted average cost of capital calculated on the basis of cost 
of each source of capital and weights are assigned to the ratio of their share to total capital funds. 
Marginal cost of capital may be defined as the ‘Cost of obtaining another rupee of new capital.’

When a firm rises additional capital from only one sources (not different sources), than marginal 
cost is the specific or explicit cost. Marginal cost is considered more important in capital budgeting 
and financing decisions. Marginal cost tends to increase proportionately as the amount of debt 
increase.

Implicit Cost vs. Explicit Cost

The implicit cost is the rate of return associated with the best investment opportunity for the firm 
and its shareholders that will be foregone if the projects presently under consideration by the firm 
were accepted. It is thus the opportunity cost.

For example, the implicit cost of retained earnings is the rate of return available to the shareholders 
had the funds been distributed to them. The explicit cost of any source of capital is the discount rate 
that equates the present value of the cash inflows that are incremental to the taking of the financial 
opportunity with present value of its incremental outflows.
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Q4. What are the differences between average cost of capital and marginal cost of capital’

Q5. What are the differences between implicit cost and explicit cost?

Average Cost of Capital Marginal Cost of Capital

1. ACC is the totai average cost of capital to company which 

is calculated by taking into account the weights of all type 

of capital existed at a particular date in the capital structure 

of the company (Equity, Debt, bonds, debentures etc).

MCC is the incremental cost of capital which comes into 

existence when fresh capital is raised. It will depend on 

the type of capital raised, its weight and its cost.

2. Average cost of capita! generally cannot be a component of 

marginal cost of capital.

Marginal cost of capital is a component of weighted 

average cost of capital.

D.

(

Explicit Cost of Capital Implicit Cost of Capital

1.. Explicit cost involves immediate cash payments 

like, interest on loan.

Implicit costs do not involve any immediate cash 

payments.

2. Explicit costs are recorded in the books of accounts Implicit costs are not recorded in the books of account?.

3. Explicit costs are also known as out of pocket costs Implicit costs are known as economic costs.

4. Explicit cost are easily measured. Implicit cost are not easily measured.

Q6. Explain the factors affecting cost of capital.

..XUE

1. General Economic Conditions
fczt

2.

General economic conditions determine the demand for and supply of capital with in the ecor.ai 
as well as the level of expected inflation. This economic variable is reflected in the risk less ra>: 
return. This rate represents the rate of return on risk free investments such as the interest rate 
short term, if the demand for money increases without an equivalent increase in the supply, ler.a 
will raise their required interest rate?: At the same time, if inflation is expected to deteriorate 1 
purchasing power of the rupee, investors require a higher rate of return to compensate for fl 
anticipated loss.

Market Conditions

*

If an investor is purchasing a security where the risk of the investment in significant, the opportu 
for additional returns is necessary to make the investment attractive. Essentially, as risk increa 
the investor requires a higher rate of return. This increase is called risk premium. If invests 
increase their required rate of return this will simultaneously cause a higher cost of capital. 
security is not readily marketable when the investor wants to sell or even if a continuous dem 
for tine security exists but the price varies significantly, an investor will require a relatively high 1
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~ 'eturn. On tne other hand, if a security is 
xidity marketable and the price of the 

jEcjrity is reasonably stable, the investor will 
s.ea lower required rate of return and the 
mpany’s cost' of capital will be lower.

7 rm’s Operation and Financing 
Decisions /
-li-s or the variability of return also results 
rem decisions made within the company. 
Ts-: resulting from these decisions is generally 
r-.-.ded- into two types - Business risk and 
-uncial risk.

Business risk is the variability in returns
- assets and is affected by the company’s

- . estment decisions.

Financial risk is the increased variability 
returns to the common stock holders as a 

| esult of using debt and preferred stock.

As business risk and financial risk 
b crease or decrease, the investor’s required 

■" -ate of return and the cost of capital will move
- the same direction.

*jnount of Financing

-j die financing requirements of the firm 
-ecome larger, the weighted cost of capital
- creases for several reasons. For instance, as 
-ore securities are issued, additional 
' tatation cost (cost of selling securities) will 
rffect the percentage cost of the funds to the

I —n. Also as management approaches the 

-arket for large amounts of capital relative 
■ - die firm’s size, the investor’s required rate 

return may rise.

Suppliers of capital become hesitant to 
rant relatively large sums without evidence 

I :r management’s capability to absorb this 
I cc.tal into the business. This concern is 
I: ejected in the proverbial “too much too 
In” as the size of the issue increases, there 
I is -eater difficulty in olacing it in the market 
I u—.out reducing the price of security, which 
Ijssc increases the firm cost of capital.

Q7. What are the problems in determination 
of cost of capital?

The problems in determining cost of capital 
are as follows:

1. Controversy Regarding the Dependence 
of Cost of Capital Upon the Method and 
LeveFof Financing:

There is a major controversy whether or not 
the cost of capital dependent upon the 
method and level of financing by the 
company. According to the traditional 
theorists, the cost of capital of a firm depends 
upon the method and level of financing. In 
other words, according to them, a firm can 
change its overall cost of capital by changing 
its debt-equity mix. On the other hand, the 
modern theorists such as Modigliani and 
Miller argue that the firm’s total cost of capital 
is independent of the method and level of 
financing. In other words, the change in the 
debt-equity ratio does not affect the total cost 
of capital. An important assumption 
underlying MM approach is that there is 
perfect capital market. Since perfect capital 
market does not exist in practice, hence the 
approach is not of much practical utility.

2. Computation of Cost of Equity

The determination of the cost of equity capital 
is another problem. In theory, the cost of 
equity capital may be defined as the minimum 
rate of return that accompany must earn on 
that portion of its capital employed, which is 
financed by equity capital so that the market 
price of the.shares of the company remains - 
unchanged.

3. Computation of Cost of Retained 
Earnings and Depreciation Funds

The cost of capital raised through these sources 
will depend upon the approach adopted for 
computing the cost of equity capital. Since 
there are different views, therefore, a finance 
manager has to face difficult task in 
subscribing and selecting an -appropriate 
approach.
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4. Future Costs versus Historical Costs

It is argued that for decision-making 
purposes, the historical cost is not relevant. 
The future costs should be considered. It, 
therefore, creates another problem whether 
to consider marginal cost of capital, i.e., cost 
of additional funds or the average cost of 
capital, i.e., the cost of total funds.

5. Problem of Weights

The assignment of weights to each type of 
funds is a complex issue. The finance manager 
has to make a choice between the risk value 
of each source of funds and the market value 
of each source of funds. The results would 
be different in each case. It is clear from the

When firm raises debt at premiu 
discount, then P is not the face value of sea 
but it is the amount of net proceeds receivec 
the issue. In this case the formula will be,

1
NP

Where, NP - Net proceeds.
When firm raises capital from debt a sJ 

amount of tax is saved because interest is trea 
a deductible expense in calculation of tax. H-a 
reduces cost of debt. The cost of debt after 1 
calculated as,

Kdh=Kdh(l-t) = -L(l-t)

above discussion that it is difficult to calculate 
the cost of capital with precision. It can never 
be a single given figure. At the most it can be 
estimated with a reasonable range of 
accuracy. Since the cost of capital is an 
important factor affecting managerial 
decisions, it is imperative for the finance 
manager to identity the range within which 
his cost of capital lies.

Where,

Kdh = After tax cost of debt

t = Rate of tax.
Cost of Redeemable Debt

The debt which is issued to be redeems 
specific period of time is known as redeemer 
The cost of redeemable debt capital is caa

4.2 Computation of Specific Cost of 
Capital

as,

The cost of redeemable debt before 
calculated as,

4.2.1 Cost of Debt

Q8. Define Cost of Debt.

l + i(RV-NP) 
tz _ n

i-----------------------------------------

. |(RV+NP)

The rate of interest which is paid on debt is 
termed as cost of debt. For calculation of the cost of 
debt following are required - net proceeds of 
debenture, .amount of interest paid periodically and 
the principal quality of debt. The cost of debt before 
tax is calculated from following formula,

Where,
I
n

= Annual interest
= Number of years in which :a 

be redeemed
= Redeemable value of deb: 
= net proceeds of debentures; 
cost of redeemable debt aftal

Where,

RV
NP

The
calculated as,

Before tax cost of debt

Interest

P = Principal.

l(l-t) + -(RV-NP)
Kdh=-----—J2--------------

-■(RV + NP)
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t at premium
> value of secun 
-.eeds received fr 
ila will be,

Where,

I = Annual interest t - Tax rate

n = Number of years in which debt is to

be redeemed

oceeds.
rom debt a suffi 
interest is treat 
tion of tax. He 
of debt after

RV = Redeemable value of debt

NP = Net proceeds of debentures.

.2 Cost of Preference Share Capital

Explain the term Cost of Preference 
Share Capital.

[When preference shares are issued at a 
premium or discount}

b) Redeemable Preference Capital :
Redeemable preference shares are those 
which can be redeemed or recovered on 
maturity of issue or after specific period of 
time.

t)

st of debt

to be redeemec: 
as redeemable a 
capital is cal<

> debt before

Preference shares are the fixed cost bearing 
nrities. In case of preference shares, the rate of 
idend is fixed in advance at the time of the issue, 
ference shareholders have a preferential rights. 
Ike equity shareholders with regard to payment 

I dividend and return of principal amount. 
Krence dividend is paid from after tax profits, 
bdjustments are not made in tax at the time of 
Edating cost of preference shares. Preference 

lcu> tend is considered as an appropriation of profits 
J t not as a charge on profits.

There are two types of preference capital,

a) Irredeemable preference capital

Where,

K = Cost of preference capital

D = Annual preference dividend

P = Net proceeds of preference share capital.

Dp = Annual preference dividend
Pn = Amount payable at time of redemption 

n = Redemption period of preference shares.

b) Redeemable preference capital,

Irredeemable Preference Capital

Irredeemable preference capital involves 
perpetual payment of dividend to preference 
shareholders at a prescribed rate.

■s in which deb

Jue of debt
f debentures.
le debt after 3

P)

K = Cost of preference capital

D = Annual preference dividend

P = Net proceeds of preference share 

capital.

[or]

4.2.3 Cost of Equity Share Capital

QlO.What do you understand by Cost of 
Equity Share Capital?

The cost of equity capital is the return which 
is expected by its investors. In order to provide 
expected returns to the equity shareholders, 
company must earn minimum rate of return which 
is necessary to have a constant market price of the 
shares. The expectations of the shareholders must 
be considered before issuing new equity shares for 
raising additional capital.

The calculation of cost of equity shares is a 
complicated process because interest or dividend is 
not paid on fixed rate and also there is no legal 
commitment to pay dividend to equity shareholders. 
Hence market value of shares depends on the 
amount of dividend paid and the rate of dividend 
depends on the degree of business and financial 
risk. Following are the approaches or methods 
through which cost of equity shares can be 
computed,
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a. Dividend yield method or dividend/price 
ratio method

b. Dividend yield with annual growth rate

c. Earning yield method

d. CAPM approach (Capital Asset Pricing 
Model)

e. Bond yield with risk premium

f. Realized yield method.

Dividend Yield Method or Dividend/ 
Price Ratio Method

In this method, the cost of equity capital is 
considered as a discount rate at which current 
value of expected future dividends per share 
is equal to net proceeds or market price of a 
share. In this approach the cost of equity 
shares will be,

Ke = —xlOO or — xlOO
NP MP

Where,
c)

K = Cost of equity capital

D = Expected dividend per share

NP = Net proceeds per share

MP = Market price per share.

Dividend yield method involves some 
assumptions,

i) It does not consider any growth in 
dividend

ii) Capital gains and retained earnings are 
also not considered.

This method is applicable to the companies 
which have constant profits and constant 
dividend policy throughout the period of 
time.

Dividend Yield with Annual Growth Rate

The dividend yield with annual growth rate 
method is used in the situation where 
dividend-pay-out ratio remains constant and 
dividends are expected to grow at a constant 

GzD

rate in the firm, then this method is s_ 
to calculate cost of equity capital. ? 
method, dividends are the growth rate 
the basis for the cost of equity capital

Where,

K, = Cost of equity capital

Dj = Expected dividend per share 
end of the year

NP = Net proceeds per share

G = Rate of growth in dividend

Do = Previous year’s dividend.

When cost of existing equity share ca 
calculated, then net must be replaoa 
market price.

Ke=^- + G
e MP

Earning Yield Method

In this method, the cost of equity ca 
considered as the discount rate at ■-u 
current value of expected futus 
(earnings per share) is equal to the pd 
market price or net proceeds of thej 
In this method the cost of equity cai

NP
Earnings per share _ EPS 

e Net proceeds

When, cost of existing equity 
calculated.

The earning yield method is ap; 
following situations for calculate 
equity capital,

i) When it-is expected that 
share remains constant.

ii)

iii)

In times when the dividend pa 
is 100% or retention ratio is 
when firm distributes all i:s 
dividends.

When market price of the 
effected only by the eamincs ]
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iv) When firm expects that earnings on new 
equity shares capital is equal to present 
rate of earnings.

Capital Asset Pricing Model : [CAPM] 
Approach

The cost of equity is also calculated with the 
help of CAPM model. It separates the cost of 
equity into risk-free return which is available 
for investing in government bonds and an 
additional risk premium which is for investing 
in a specific share or investment. The risk 
premium involves the average return on the 
overall market portfolio and the beta factor 
i.e., the risk factor of the particular investment. 
The cost of equality for an investment with 
rhe help of CAPM approach is calculated as 
follows,

Ke=Rf+bi(Rm-Rf)

Where,

Ke = Cost of- equity

R. = Risk free rate of return 

b = Beta of the investment

Rm= Average market return.

Bond Yield with Risk Premium 
Approach

According to bond yield with risk premium 
approach, the required rate of return of the 
equity shareholders of a firm is equal to the 
returns on long term bonds and risk 
premium.

K,= Return on long term bonds + Risk 
premium

This approach explains that risk of equity 
Investors is much greater than risk of bond 
investors. Hence required rate of return of 
rhe equity investor involves premium for 
nigher risk. There is no theoretical basis to 
calculate the risk premium.

Realized Yield Method

The problem of evaluating the expectations 
of the investors relating to future dividends 
and earnings can be solved with the help of 
realized yield method. It is difficult to calculate 

accurate future dividends and earnings 
because they are dependent on many 
uncertain factors. Hence the realized yield 
method is suitable, which considers the actual 
average rate of return realized in the past to 
calculate the cost of equity share capital. In 
order to calculate the average rate of return 
realized, the dividend received in the past and 
the gain realized at the time of sale of shares 
must be taken into consideration. The realized 
yield method involves following assumptions,

a) The firm will have constant risk for a 
specific period of time.

b) The expectations of the shareholders are 
dependent on pqst realized yield.

c) Investors assume that they get same rate 
of return as the realized yield even if they 
invest somewhere else.

d) It is assumed that there are no 
remarkable changes in market price of 
shares.

4.2.4 Cost of Retained Earnings

Qll. Define Cost of Retained Earnings.

As firms do not pay any dividends on retained 
earnings, hence no cost is involved in retained 
earnings.

The cost of retained earnings can be evaluated 
as rate of return acquired by the shareholders from 
an alternative by investing after-tax dividends. It is 
similar to the opportunity cost of dividends which is 
scarified by the shareholders.

. The cost of retained earnings can be calculated 
as follows,

Where,

K,. = Cost of retained earnings 

Df = Expected dividend 

MP = Market price per share 

G - Growth rate.
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Inspite of 100% payout ratio, shareholders are unable to get whole amount of retained ea.— 
the form of dividends. Shareholders need to pay tax on dividend income. Some altematr. ■: 
to be made with regard to tax, following formula is useful,

— + G x(l-t)x(l-b) 
NP

Kr = ke(l - t)(l - b)

Where,

Kj = Cost of retained earnings 

= Expected dividend 

= Growth rate

D

G

NP = Net proceeds of equity issue

t = Tax rate
b - Cost of purchasing new securities 

ke = Rate of return available to 

shareholders.

PROBLEMS
A company has 15% perfectual Debt of Rs.1,00,000. The Tax rate is 35%. D 
cost of capital (Before tax and After tax) assuming Debt is issued

a)

b)

c)

Sot. :

1.

at par

at 10% discount 

at 10% premium

A) AT PAR
Before Tax

• I*

Kd —— xlOO
p-/

I Interest =
Rate

Face value x------
100

X

1,00,000 x
15

100
15,000

P

P

t

f

Issue price -> At par —> P = FV 

1,00,000

Tax Rate = 35% (or) 0.35

Flotation cost = NIL
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’amings 
tive was

15,000
Kd = ------- _ xlOO1X0 1,00,000-NIL

15,000
1,00,000

xlOO

>eti

Kd

Tax

Kd

Kd

15%

<12^X100 _ 0 - 0-35)15000 xl00 = . 9,750 _xl00
p-f 100,000 -ML 100,000

9.75%.

Issue at 10% Discount

Before Tax

Kd --------xlOO P= Issue Price —> face value - Discount 
P-f

(1,00,000 - 10,000 (1,00, 000 x 10%), 

p = 90,000

Kd

Kd 16.67%

After Tax

Kd
fl^x.oo
P-f

Kd
^■•^x.OO
90,000 - Nil

z

Kd
9,750

= ----------xlOO
90,000

Kd = 10.83%.

brae At premium
•rrore Tax

Kd —xlOO
P-f

P = Face value + Premium

Kd 15000
-------------------- xlOO
110,000 - NIL

P = 100,000+10,000 | 100,000x —
V 100

{181 }
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Kd
-™_x!00
110,000

P = 110,000

Kd 13.64%

ii. After Tax

Kd <1^X100
p-f

(■-O^gOxlOQ
Face value + Premium

100,000 + 10,000

Kd p = 110,000

8.86%.

2. A company issued 10,000 debentures at Rs.100/- each estimated floatation cost 5 
issue value. Tax rate is 50%. Calculate cost of Debt rate of interest is 8%.

a) 
bj

c)

If Issue at par

If issued at discount at 10%

If issued with premium at 20%
%

Sot :

Calculation of Cost of Debenture :

a) Issue at par

Kd-^'^xioo 
p-J

1= Interest = Face Value x
Rale
100

5
J

P = Issue price = at par 

f = flotation cost

100

Kd= <1Z^X|00
100-5
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Kd = 
z*

4
— xlOO
95

4.21%.
Issued at discount at 10%

Kd = <F1EX1OOp-/

I
Interest I Face Valuex ^ate ] 
inreresr ]Q0 )

90
P = Issue Price at discount lOOx — = Rs .90

f Issue Price = P x ^atC
100

Kd <1^X100
90-4.5

Kd
<l^x,00

85.5

.-. Kd
4

------xlOO
85.5

Kd
Issued at premium at 20%

4.68%

Kd

I = Interest = Rs.8

P Issue price at premium
100 x120% = 120

f Flotation cost = P x ——
100

Under the following situation.

(1-z)/ + -[(R-p) + /1
Kd = ----------2----- 7--------xioo

R + p-f 
2

t = Tax Rate = 0.35

I = FV x = lOOx----- = Rs.10/-
100

P = Issue value = at par = Rs. 100

R - Redeemable value

= at par = Rs. 100

F = Flotation cost Px

= ioo x — = Rs.5/-
100

3. A company issued 1000, 10% >
debentures of Rs. 100/- each these 
debentures will redeemable after 7 
years. Corporate tax rate is 35% 
calculate cost of debt.

(1) If redeemable at par flotation cost 
is 5%

(2) If redeemable at premium of 5% 
with no flotation cost.

(3) If issued’at discount at 10%, 
flotation cost 2%, and redeemable 
at 5% Premium.

(4) Issued at premium of 10%, flotation 
cost 2%, and the redeemable value 
is 10% premium.

SoF /

i) If Redeemable at Par

Rate
Too”

Rate
TcT

= 120x— = 6
100
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= Number of years (or) 
maturity period = 7 years

= 22!1X1OO
' 102.5

Kd 7.04%.
Kd 100 + 100-5

2
iii) If Issued at discount of 10%, flotation 

cost at 2%, and redeemable at 5% 
premium.

Kd

6.5+ 2(5)

. 7. _x|00 —
200-5

2

(l-<)/ + -[«-P + /]
Kd - ----------» 100

.-. Kd

™X1OO
97.5

= 7.40%.

2

I = Interest = FV x
100

ii) If redeemable at Premium of 5% with 
no flotation cost. = ,00xT^ = Rsl°

<1 -/)/ + —(7? - + Z)

Kd= -------- 77^77-------- x><>0

2

P Issue Price - at discount

= i.e. FV - discount 

100 - 10 = 90
t = Tax Rate = 0.35

R = Redeemable value —> at premium . e

1

P

R

= FVx— 100x-^- = Rs.10 
100 >0°

= Face Value -> at par = Rs. 100

= Redeemable value —> at premium

= FV + premium

100 + 5

.-. R = 105

i.e, FV + premium

100 + 5 = 105

f = Flotation cost = NIL

n = Maturity period = 7 years

F = Flotation cost = Px ^a,e. 
100

90x —
100

1.8

n = Maturity period = 7 years

Kd
2

Kd

Kd = Kd
102.5

(0.65)10 + 2[(l 05-90)+1.8]

141 = -----------105^+90-I.S---------- X1O°

2
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6.5+ -*-(16.8)

Kd = -xlOO

2

Issued at premium of 10% flotation cost 
2% and the redeemable value is 10% 
premium.

(i_,)/ + l[(«_/>)+/] 

Kd - —yfTHT—xl0(’ 

2

T = tax rate = 0.35

I = Interest

(0.65)10 + |(2.2)

Kd = 110 + 110 - 2T X100

?

xlOO
Kd =

2

6.5 + 0.314

220-2.2

Kd =

Kd =

Kd =

4. A company issues 14% irredeemable 
preference shares of the face value of 
Rs. 100 each flotation cost are 
estimated about 5% of the expected sale 
price.

What is the cost if preference shares are 
issued at

1. Par value
“l00xw-Rsl0/-

n = Maturity period = 7 years

R = Redeemable value

i.e  = FV + Premium

100 + 10 = Rs. 110

P = Face value + premium

100 + 10 = 110

f = flotation cost — Px
100

110 x /fog =>2.2

Kd

2. 10% premium and

3. 5% discount.

Sol. :

1) At-PAR-VALUE

Z)p
Kp = P-f *

Dp = Preference Dividend

Face Value x Rate /100

100 x 14/100

=> Rs. 14.

P = Issue price /sale value

f = flotation cost 100 x /'(qq

=> Rs. 5
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2)

3)

Kp

Kp

14
100-5 x 100

14 '
— xlOO = 14.74%

At 10% Premium

Ko = -^-xl00
KP P~f

Dp

P

F

Kp

Kp

=> Rs. 4.75

Kp =
14

-----------xlOO
95-5

4.3 Computation of Weighted Average anc 
Marginal Cost of Capital

4ss

= Preference Dividend

= Issue Price —> at premium of 10%

100 x 110% = Rs. 110

= Flotation cost = P x ^ate/\QQ

Rs. 5.50

^xl00 = 13.33.

Issued at discount of 5%

Kp ~"£-xioo 
i’ - f

QI2. Discuss about Weighted Average Cost 
of Capital.

The average cost of the costs of several meai 
. of financing, is known as weighted average cos: : 
capital. It can also be termed as overall cost of capita, 
composite cost of capital or average cost of capita

Weighted average cost of capital can be east 
evaluated, if cost of a particular source of finance s 
evaluated.

Kp

Dp

= Cost of preference

= Preference of Dividend

>
>

P

Face value - Discount >

f - flotation cost = P x ^ate/\QQ

WACC can be computed as follows, 

WACC = weke + wdkd + wpkp

Where,

we = Proportion of equity capital 

wd = Proportion of debt capital 

wp = Proportion of preference capital 

ke = Cost of equity capital 

kd = Cost of debt after tax 

kp = Cost of preference capital.

Following steps are involved in evaluation 
process of weighted average cost of capita 

Assigning weights to individual costs.

Multiplying the cost of each of the sources b 
the appropriate weights.

Dividing the total weighted cost by the total 
weights.

Alternatively, weighted average cost of capita I 
can be assessed as follows,

bi

SXN
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Where, 
kw = Weighted average cost of capital
X = Cost of individual source of finance
W — Weight, proportion of specific source 

of finance.
gnment of Weights

The weights used in evaluation of overall cost 
pital are,

(a) Marginal weights method and
(b) Historical weights method 

historical weights is based on belief that 
prevailing capital structure of the firm is 
optimal and it must be continued in future 
also. Weights under historical system will be 
either book value weights or market value 
weights. Book values are operationally suitable 
and market values are based on theoretical 
consistency.
Use of historical weights suffer from some 
practical difficulties and also include the 
problem of choice between book value and 
market value weights. 

Marginal Weights Method
In case of this method, weights are assigned 
to each source of funds, in proportions of 
financing inputs that the firm aims to raise. 
The method is based on capital and not with 
capital raised in the past. In case, the weights 
are applied in a ratio different from the ratio 
in which the new capital is to be raised, the 
WACC calculated may be different from the 
actual cost of capital. This may lead to wrong 
capital investment decisions.
The marginal weighting system consists some 
weak points. One of the major drawback in 
usage of marginal weights is that it does not 
evaluate the long-term results of current 
financing of the firm. A firm must give due 
attention to long-term implications while 
designing the firm’s financing strategy.
Example
A firm may accept a project giving an after
tax return of 6% because it intends to raise 
the funds required by issue of debentures 
having an after-tax cost of 5%. In case next 
year, the firm intends to raise funds by issue 
of equity shares having a cost of 9%, it will 
have to reject the project which gives a return 
of only 8%. Thus, marginal weighting 
method does not consider the fact that today’s 
financing tomorrow’s cost.
Historical Weights Method
Several sources of the prevailing capital 
structure are taken in comparative proportion 
to assign weights in historical weights method. 
This method is based on the funds which were 
already raised by the firm. The application of

Q13. State the merits and demerits of 
weighted average cost of capital.

Advantages
Following are the importance or significance 
of weighted average cost of capital (WACC):

1. In case of determination of future project 
profitability, WACC is treated as cut off rate.

2. If firm earn more percentage of profit than 
WACC, therefore the market value of the firm 
will increased. Profit taken or not decision is 
depending on this point. A project considered 
valuable only if the return from it is higher 
than WACC.

3. Business unit used different source of finance 
and invested in the project. So individual cost 
of capital is not enough for project selection 
process. Therefore overall cost of capital is 
considered for project selection process.

4. WACC is widely used to selection project 
among the option available.

5. WACC is useful in making Economic value 
Added (EVA) calculation.

6. WACC indicate the minimum rate of return 
at which business unit create the investors 
value. If return on capital employed (ROCE) 
is higher than WACC, business unit will create 
the investors value, otherwise business unit 
will fail to create the investors Value.

Disadvantages

The disadvantages of weighted average cost 
of capital are as follows:
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1.

2.

3.

Determining the Weights

The first & foremost difficulty in computing the average cost is to assign weights to different 
components of capital structure.

Choice of Capital Structure

The choice of capital structure is to be used for determining the average is not an easy job. These 
types of capital structure are these, i.e., current capital structure, marginal capital structure or optimum 
capital structure. Generally current capital structure is regarded as the optimum capital structure be 
it is not always correct.

Other Limitations:

(I)

(a)

(b)

(c)

(d)

(ii)

(iii)

Average cost of capital can’t be used in following circumstances

When the company is trying to bring about radical changes in its debt policy.

When the dividend policy of the company is being changed.

When the growth objective of the company are being changed.

When there is a change in capital structure involving a change in debt equity mix.

It is presumed that the cost of raising funds is in dependent to the value funds raised. The 
presumption does not hold well in practices.

The specific costs are based upon the existing capital structure and these will change whe' 
additional funds have been raised. A firm cannot measure its cost directly on additional capita, 
it can only be estimated. If additional financing capital structure changes the effective rate : 
capital will also change.

Q14. What is marginal cost of capital.

The marginal cost of capital (MCC) is a concept used in financial management for capital budget.-; 
purposes. Actually, it is the weighted average cost of the last Rs 1 of new capital raised.

Companies can raise new capital from:

1.

2.

3.

Retained earnings

Retained earnings are the only source of financing to maintain the target capital structure withom 
issuing new stock. Therefore, the marginal cost of capital remains the same if new capital is raises. ! 
The drawback of this financing source is that the amount of new capital is limited by the amount 3 
retained earnings.

Issuing new stock
Issuing new stock causes the dilution of earnings per share (EPS). In other words, net prof:: ad 
distributed among more shareholders, so earnings per share is lower. As a consequence, the st?3t| 
price will decline, and investors will accept a higher required rate of return. Thus, the marginalcaatl 
of capital raised by the issue of new stock is getting higher as the amount of stock outstanor™ 
grows.

Issuing new debt
Issuing new debt usually has a negative effect on a company’s creditworthiness. As a result,ler.2-?J 
will compensate for increasing credit risk by raising interest rates. Thus, the marginal cost of debt ufl 
increase as the proportion of debt in total capital grows.

5. Y<

Set. ;

€

I
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Problems on Weighted Average Cost of Capital

5. Your given the capital structure of XY company calculate weight average cost of capital

Source of fund Amount Cost

Equity share capital 4,00,000 14%

Retained Earnings 2,00,000 13%

Preference capital 1,00,000 12%

Debt 3,00,000 9%

Cost of Capital 10,00,000

Sat. :

A Statement showing weighted average cost of capital

1 2 3 4 5

Sources of Fund Amount Proportion Cost of Capital WACC (3x4)

Equity 4,00,000 0.414 14% 5.7

Retained earnings 2,00,000 0.213 13% 2.7

Preference capital 1,00,000 0.112 12% 1.3

Debt. 3,00,000 0.31 9% 2.7

Cost of Capital 10,00,000 12.4

Overall cost of capital = 12.4

The following is the capital structure of "X" limited Co.,

Particulars Book Value Market Value

Debentures 300,000 300,000

Preference capital 200,000 200,000

Equity share capital 400,000 700,000

Retained earnings 100,000 —

/

After tax cost of capital are as follows :

Cost of debt. = 4.77%

Cost of preference = 10.53%

Cost of equity = 14.59%

Cost of Retained = 14%

Calculate average cost of capital using

(a) Book Value (b) Market Value

{ 189)
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Book Value

1 2 3 4 5

Source of Fund Amount Proportion Cost of Capital WACC (3 x 4)

Debentures 3,00,000 . 0.3 4.77 % 1.431

Pref, share capital 2,00,000 0.2 10.53 % 2.106

Equity share capital “ 4,00,000 0.4 14.59 % 5.836

Retained eamings 1,00,000 0.1 14% 1.400

Total cost of capital 10,00,000 10.773

Overall Cost of Capital = 10.773%

Market Value

1 2 3 4 5
Source of Fund Amount Proportion Cost of WACC (3 x 4)
Debentures 300,000 0.25 4.77 % 1.1925

Pref, share capital 200,000 0.17 10.53 % 1.7901

Equity share capital 5,60,000 0.47 14.59 % 8.4622

Retained Earning 1,40,000 ■ 0.12 14% 1.6800

Total Cost of Capital 12,00,000 13.1248

Overall cost of capital = 13.12.

7. From the following capital structure of a company, calculate the overall cost of capital
using
i) Book value weights, and ii) Market value weights
Source Book value (?) Market value (?)
Equity share capital (?10 shares) 45,000 90,000
Retained earnings 15,000 Nil
Preference share capital 10,000 10,000
Debentures 30,000 30,000
The after tax cost of different source of finance is as follows: Equity share capital 14%. 
Retained earnings 13%, preference capital 10%, Debentures 5%

Sat :

i) Computation of Weghted Average Cost of Capital Using Book Value Weights
Source

(1)

Amount (?)

(2)

After Tax Cost (?)

(3)

Total Cost (?) 
(4) = (2) x (3)

(4)
Equity share capital 45,000 14% 6,300
Retained earnings 10,000 13% 1,950
Preference share capital 10,000 10% 1,000
Debentures 30,000 5% 1,500

1,00,000 10,750
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10,750
Weighted Average Cost of Capital = j qq qqq x 100 = 10.75%

Computation of Weighted Average Cost of Capital Using Market Value Weights

(?)Source

1

Amount (?)

(2)

After Tax Cost (?)

(3)

Total Cost

(4) = (2) x

(4)

Equity share capital 90,000 14% 12,600

Preference share capital 10,000 10% 1,000

Debentures 30,000 5% 1,500

1,30,000 15,150

(3)

15,100
Weighted Average Cost Capital = gg qqq x 100 = 11-615

4.4 Leverages
«

• 4.1 Meaning 

. 15. What is meant by Leverage ?

Leverage is the capability of a firm to make use of fixed cost assets or funds in order to increase the 
rums to the equity shareholders.

According to James Home, leverage is defined as “The employment of an asset or sources of funds 
:: which the firm has to pay a fixed cost or fixed return”.

There exists a direct relationship between degree of leverage, risk and return to the shareholders, 
-everage can be classified into, operating and financial leverage.

-icome Statement Format

"Sales
- variable 

Operating^ Cost 
leverage - Fixed cost

JSBIT
< - Interest 

EBT/PBT
- Taxes

Financ ial EAT/PArl
leverage - Dividend

Retained 
earnings

xxx 
-xx 
xxx 
-xx 
xxx 
-XX
XXX 
-XX 
xxx 
-XX 
xxx

> Total 
leverage

- *

{ 191 }
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4.4.2 Types of Leverage
4.4.2.1 Degree of Operating Leverage

Q16. What is operating leverage ? How does 
it help in magnifying revenue of 
concern?

The operating leverage is defined as the 
capability of firm to use fixed operating costs to 
increase the effect of changes in sales on its earnings 
before interest and taxes When fixed operating costs 
exist in a firm then it lead operating leverage.

Operating leverage evaluates the effect of 
change in sales quantity and operating capacity on 
earning bet re interest and taxes. The Degree of 
Operating Le’ (DOL) computes operating leverage.

DOL at Q units of output,

Percentage change in PB1T
Percentage change in output(Q)

Sol. :

For 8,000 units,

DOL =
Q(P-V)

Q(P - V) - F

8000(25,000-20,000)
= 8000(25000 - 20000) -1,00,00,000

4,00,00,000
= 3,00,00,000 = 133

For 10,000 units,

10,000(25000-20,000)
“ 10,000(25,000 - 20,000) -1,00,00,000

_ 5,00,000 _ 1 9I-
4,00,000

DOL and Production Planning

If there is any change in level of output then 
the, degree of operating leverage will also change.

The degree of operating leverage can be 
calculated alternatively with the help of following 
formula,

Q(P - V) Contribution 
Q = Q(P - V) - F = PBIT

Where,

Q = Output

P = Profit

V = Variable cost

F = Fixed cost

Example

The calculation of DOL is explained in 
following example,

Information of Thomson Ltd.

Profit = Rs. 25,000

Variable cost = Rs. 20,000

Fixed cost = Rs. 1,00,000

The DOL computed for 8,000 and 10,000 
units.

In production planning, DOL is an esser.si 
component which must be considered. Firm- caa 
use labour- saving machinery in order to change ifl 
cost structure. It helps in reducing variable lab: _r 
costs, but increases fixed operating costs. When th ~e 
is an increase in operating costs and decrease it 
variable costs, it normally increases the DOL.

A simplified formula for DOL is obtained froai 
the following,

APBIT / PBIT A[Q(P - V) - F] / Q(P- V) - F 
AQ/Q ~ AQ/Q

4.4.2.2 Degree of Financial Leverage

Q17. Why must the financial manager kee» 
in mind the degree of financial leverage 
in evaluating various financial plans'*  
When does financial leverage become 
favourable and unfavourable ?

Financial leverage is concerned with financns 
activities of a firm. According to Gitman, it is define 
as the “ability of a firm to use fixed financial changed 
to magnify the effects of changes in EBIT on nJ 
earnings per share”. It results from the use of fixes 
cost financing and also specify the extent to whadl 
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me Earnings Per Share (EPS) will be affected with 
ie change in Earning Before Interest and Tax 
EBIT).

Favourable of Financial Leverage

The impact of financial leverage can be 
favourable or unfavourable. When firm yields more 
profits on the assets acquired with the funds than 
me fixed cost of their use. Then it is a favourable or 
positive leverage and when firm does not earn profits 
even equal to the cost of funds then it is called as 
unfavourable or negative leverage.

The degree of financial leverage evaluates the 
effect of change in operating income (EBIT) on 
mange in earning capital or on equity share. Degree 

financial leverage is calculated as,

DFL =
Percentage change in EPS
Percentage change in EBIT

Alternatively, it can be calculated as,

DFL =
EBIT____

EBT(EBIT-l)

Financial leverage is used to plan the 
m: portion of debt and equity in order to increase 
earning per share. Some of the importance of 
mancial leverage are explained below.

Designing of Capital Structure

The capital structure involves raising of long
term funds, which can be raised from 
shareholders and long-term creditors. The 
financial manager is responsible to ascertain 
the proportion of fixed cost funds and equity 
share capital. The consequences of borrowing 
on cost of capital and financial risk involved 
must be considered before finalizing a capital 
structure.

2. Profit Planning

The degree of financial leverage have an 
impact on earning per share. With the 
increase in profitability of the firm, the 
availability of profits for equity stockholders 
increase with the help of fixed cost funds. 
Hence, financial leverage is an important 
element in profit planning.

Drawbacks of Financial Leverage
Following are some of the limitations of 

financial leverage,
1. Double-edged Weapon

Financial leverage is similar to a double-edged 
weapon. In order to employ it effectively to 
increase the earnings of the shareholders, the 
rate of earnings of the firm must be more 
than fixed rate of interest or dividend on 
debentures. Financial leverage have a 
negative impact when its profits is not equal 
to the cost of interest bearing securities.

2. Useful to Companies with Stable Earnings
Financial leverage is useful only to those 
companies which have constant and regular 
earnings. In order to pay interest on 
debentures, company must have regular 
income.

3. Increases Risk and Rate of Interfest
Financial leverage leads to increase in risk and 
rate of interest which are the results of extra 
debt.

4. Hindrances from Financial Institutions

The companies which are utilizing excess of 
financial leverage are restricted by financial 
institutions, due to risk factor and in order to 
maintain balance in capital structure of the

_____ company. _______________
4.4.2.3 Degree of Combined Leverage 

Q18. Define combined leverage ?

Operating leverage measure percentage 
change in operating profit due to percentage change 
in sales. It explains the degree of operating risk. 
Financial leverage measures percentage change in 
taxable profit (or EPS) on account of percentage 
change in operating profit (i.e., EBIT).

Thus, if explains the degree of financial risk. 
Both these leverages are closely concerned with the 
firm’s capacity to’ meet its fixed costs (both operating 
and financial). In case both the leverages-are 
combined, the result obtained will disclose the effect 
of change in sales over change in taxable profit (or 
EPS).
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Composite leverage, thus, expresses the relationship between revenue on account of s < 
contribution or sales less variable cost) and the taxable income. It helps in finding out the -es 
percentage change in taxable income on account of percentage change in sales. This can be :. — 
as follows:

Composite Leverage = Operating Leverage x Financial Leverage 
OP C

X PBT ~ PBT
C 

“ OP 
where,

C = Contribution (i.e., Sales - Variable cost),

OP = Operating Profit or Earning Before Interest & Tax (EBIT),

PBT = Profit before Tax but After Interest.

PROBLEMS ON LEVERAGES

8. Calculate the operating leverage ratio for each of the four firms.

For the purpose of perfect calculation use a base level of 5,000 units in each case.

Particulars A B C D

Sales price per unit Rs. 20 Rs. 32 Rs. 50 Rs. 70

Variable cost per unit Rs. 6 Rs. 16 Rs. 20 Rs. 50

Fixed operating cost Rs. 80,000 Rs. 40,000 Rs. 200,000 -

Calculation of Contribution and Earnings before

Interest and tax [EBIT]

Particulars A B C D

Sales Rs.1,00,000 Rs. 1,60,000 Rs.2,50,000 Rs.3,50,000

(Selling price x units)

Less : Variable cost Rs.30,000 Rs.80,000 Rs.1,00,000 Rs.2,50,000

(Variable cost per unit x units)

Contribution (S-V) Rs.70,000 Rs.80,000 Rs.1,50,000 Rs. 1,00,000

Less : Fixed cost Rs.80,000 Rs.40,000 Rs.2,00,000 -

EBIT RS.-10,000 Rs.40,000
Rs.-50,000 V

Rs. 1,00,000
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Calculation of Operating leverage

Operating leverage
Contribution

EBIT-

A

B
80,000 _2 

= 40,000 ~

C
150,000 3
-50,000 ~

D

1 From the followii.^ selected operating data determine the Break-even sales and operating 
leverage.

variable expenses as a percentage of sales for company A = 50% and company 
B = 25%.

Particulars Company A Company B

Sales

Fixed cost

Rs. 25,00,000

Rs. 7,50,000

Rs. 30,00,000

Rs. 15,00,000

Calculation of contribution and EBIT

Particularsr- - Company - A Company - B

Sales Rs. 25,00,000 Rs. 30,00,000

Less : Variable cost (50% and Rs. 12,50,000 Rs. 7,50,000

25% of sales)

Contribution (S - V) Rs. 12,50,000 Rs. 22,50,000

Less : Fixed cost Rs. 7,50,000 Rs. 15,00,000

EBIT [Earnings before interest & tax] Rs. 5,00,000 Rs. 7,50,000

ilculation of Operating Leverage (OL)

Operating Leverage
Conti i bution

EBIT

Company A
12,50,000 2 g
5,00,000 ~

(
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Company B
22,50,000
7,50,000

Calculation of Break-even point (BEP)

BEP

Company A =

Fixed cost x sales 
sales - variable cost 

7?.v.7,50,000 x 7<s.25,00,000
7?s.25,00,000 - Rs. \ 2,50,000

Company B —

Rs.22,50,000

10. Calculate the Degree of operating leverage.

Particulars 1987 1988

Sales Rs. 200,000 Rs. 250,000

EBIT Rs. 60,000 Rs. 75,000

Serf:

Calculation of Degree of operation leverage [DOL]

Percentage change in EBIT 
DOL =  -------- --—-----......

Percentage change in sales

Working Notes :

0 25
DOL - — = 1 (or)

25%
25%

_ Difference in EBIT
(1) Percentage change in EBIT - Base year EBIT

fe.15,000
T?s.60,000

x 100 = 25%

(2)
Differences in sales

Percentage change in sales = “ ;------Base year sales

7?.s.5O,OOO 1nn
----------------x 100 = 25%
Rs.200,000 ’
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Calculate Degree of operating leverage.
Particulars At 5,000 units At 6,000 units

Sales Rs. 100,000 Rs. 1,20,000

EBIT Rs. - 10,000 Rs. 4000

Li culation of Degree of Operating leverage.

DOL
Percentage change in EBIT
Percentage change in sales

DOL
-140%

20%
DOL = - 7.

Mote :

m Differences in EBIT
Percentage change in EBIT = Base year ebit

Rs. 14,000
Rs.-10,000

xlOO = -140%

Differences in sales ... Rs. 20,000
Percentage change in sales = Baseyear sa,es xl0° = ^joo.000 = 20%'

Determine Break even point and operating leverage and which firm would you consider 
more risky.

Particulars Firm - X Firm - Y Firm - Z

Sales price per unit
Variable cost

Fixed operating cost

Rs. 90

Rs. 60

Rs. 3,00,000

Rs. 60
Rs. 18

Rs. 4,20,000

Rs. 20

Rs. 10

Rs. 2,00,000
Number of units produced and sold = 12,000 units.

Calculation of contribution and EBIT

/

Particulars FIRM

X

FIRM

Y

FIRM

Z

Sales [selling price Rs.10,80,000 Rs. 7,20,000 Rs. 2,40,000

per unit * No.of units]

Less : Variable cost Rs. 7,20,000 Rs. 2,16,000 Rs. 1,20,000

[Variable cost per unit*  No. of units]

Contribution (S - V) Rs. 3,60,000 Rs. 5,04,000 Rs. 1,20,000

Less : Fixed cost Rs. 3,00,000 Rs 4,20,000 Rs. 2,00,000

EBIT Rs. 60,000 Rs 84,000 (-) Rs. 80,000
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Calculation of Break even point (BEP)
Calcul

Fixed cost x sales
BEP = —------------ —--------

sales - variable cost

lcul<

Calculation of Operating Leverage

Contribution
Operating leverage = -----——-----

Firm ‘X’ =

Firm ‘Y’ =
504,000
84,000

M. C 
in

X

Y

Z

Firm ‘Z’ =

Decision : Project ‘Z’ is more risky with compare to project ‘X’ and ‘Y’. Because it is havirc 
Negative operating leverage.

13. Following information is taken from the records of hypothetical company. Install capacity 
1000 units.

Operating capacity = 800 units.

Selling price per unit = Rs. 10

Variable cost per unit = Rs. 7

Calculate the operating leverage under the following situation.

Situation Fixed cost

A Rs. 800

B Rs. 1200

C Rs. 1500
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Calculation of contribution and EBIT

Particulars Situation

A

Situation

B

Situation

C

Sales (800 units) x 10 ?. Rs. 8000 Rs. 8000 Rs. 8000

Less : Variable cost (1200x8) Rs. 5600 Rs. 5600 Rs. 5600

Contribution (S - V) Rs. 2400 Rs. 2400 Rs. 2400

Less : Fixed cost Rs. 800 Rs. 1200 Rs. 1500

EBIT Rs. 1600 Rs. 1200 Rs. 900

Calculation of operating leverage (OL)

Contribution
Operating leverage =

EBIT

Situation A =
/?.s.2400

/A. 1600

Situation B =
76.2400
Rs. I 200

Situation C=
7?.s.240Q
to.900

- Calculate the operating, financial and combined leverages from the following 
information.

is ha .tc

Interest

Sales

Variable cost

Fixed cost

= Rs. 5000

= Rs. 50,000

= Rs. 25,000

= Rs. 15,000

^apacrn
Calculation of contribution, EBIT and EBT

Particulars Amt (in Rs)

Sales 50,000

Less : Variable cost 25,000

Contribution -» 25,000

Less : Fixed cost 15,000

EBIT -> 10,000

Less : Interest 5000

EBT -> 5000
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Note

1) EBIT= Earnings before Interest and tax

2) EBT = Earning before tax.

1) Calculation of operating leverage.

Contribution 25,000 _ ,
OL = ------------------=---------- = 2.5

EBIT 10,000

2) Calculation of Financial leverage (FL)

EBIT • A
FL = --------(or)

EBT EBIT-Interest
EBIT

3)

10,000 n
5,000 “

Calculation of Combined leverage

Operating leverage x financial leverage

2.5 x 2 = 5.

15. Calculate the operating, financial and combined leverage from the following situati

Interest Rs.7,500

Sales Rs. 75,000

Variable cost Rs. 37,500

Fixed cost Rs. 20,000

Sol:

Calculation of contribution, EBIT and EBT

Particulars Amt(in Rs)

Sales 75,000

Less : Variable cost 37,500

Contribution -> 37,500

Less : Fixed cost 20,000

EBIT -> 17,500

Less : Interest 7,500

EBT-> 10,000
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Calculation of Operating leverage (OL)

Contribution
OL = -----------------

EBIT
i

37500
17500

= 2.14

Calculation of Financial Leverage (FL)

EBIT
FL ~ EBT I

fe. 17500 z ] ?5
7?s.l 0,000

Calculation of Combined leverage (CL)

CL = Operating leverage x Financial Leverage

= 2.14 x 1.75CL

CL

16. The installed capacity of factory is 800 units. Actual capacity used is 500 units. Selling 
price of the units is Rs. 10/- variable costs per units is Rs. 6. Calculate the operating 
leverage in each of the following three situations :

i)

ii)

ill)

When fixed costs

When fixed costs

When fixed costs

are

are

are

Rs. 500

Rs. 1,000

Rs. 1,500

Calculation of contribution, EBIT and EBT

Particulars Situation

I

Situation

II

Situation

III

Sales Rs. 5,000 Rs. 5,000 Rs. 5,000

Less : Variable cost (5x500) Rs. 3,000 Rs. 3,000 Rs. 3,000

Contribution (S - V) -> Rs. 2,000 Rs. 2000 Rs. 2000

Less : Fixed cost Rs. 500 Rs. 1000 Rs. 1500

EBIT -> Rs. 1500 Rs. 1000 Rs. 500

E*. rulation of Operating Leverage

Contribution
Operating leverage = -—-----

„ Tty.2000 , ,,
Situation No : I = ----- '■----- = 1.33

Rs. 1500
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Situation No : II =
■Rs.2000

fts'.lOOO

2&.2000 „
Situation No : III = = 4

7&.5OO

17. A company has a choice of the following three financial plans you are required to calculate
the financial leverages in each case and Interpret it.

Particulars A B C

Equity Capital Rs. 3,000 Rs. 2,000 Rs. 4,000

Debt Rs. 3,000 Rs. 4,000 Rs. 2,000

Operating profit [EBIT] Rs. 500 Rs. 500 Rs. 500

Interest 10% 10% 10%

/ Cl

Calculation of Earnings before tax [EBT]

Particulars A B C

EBIT Rs. 500 Rs. 500 Rs. 500

Less : Interest 10% Rs. 300 Rs. 400 Rs. 200

Earnings before tax [EBIT] Rs. 200 Rs. 100 Rs. 300

Calculation of financial leverage [FL]

EBIT 
Operating leverage =

A =
7?.s.5OO

7&.200 

7?.s.5OO

fts.100

/A. 5 00

2&.3OO

18. A company has the following structure.

10% preference share capital Rs. 200,000

Equity share capital Rs. 200,000

8% Debentures Rs. 150,000

The present EBIT is Rs. 100,000 calculate the finaiicial leverage assuming that company 
is in 50% tax bracket.
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to calcular*

Calculation of EBT

Particulars Amt (in Rs)

EBIT Rs. 1,00,000

Less : Interest on debenture

(2,00,000 x 10%) Rs. 20,000

Rs. 80,000

Less : Preference share dividend Rs. 40,000

(Pre tax basis)

EBT -> Rs. 40,000

: culation of Financial Leverage

Financial leverage
EBIT
EBT

Jfc.100,000
7?s.40,000 = 2’5’

1 A company has sales of Rs. 200,000. Variable costs are 40% of the sales while the fixed 
operating costs amount to Rs. 50,000.

The amount of Interest on long term debt is Rs. 10,000.

You are required to calculate the composite leverage and illustrate the impact if sales 
increase by 5%.

ipa-

Calculation of Earnings before tax [EBT]

Particulars Amt (in Rs)

Sales Rs. 2,00,000

Less : Variable cost (40% of sales) Rs. 80,000

Contribution [C] Rs. 120,000

Less : Fixed cost Rs. 50,000

EBIT -> Rs. 70,000

Less : Interest [Debenture] Rs. 10,000

EBT -> Rs. 60,000

Composite leverage (or) combined leverage

Contribution
EBT

Rs. 120,000 n 
fc.60,000 ”
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If Sales increased by 5%

Particulars Amt (in Rs)

Sales ^2,00,000x^J Rs. 210,000

Less : Variable cost 80>000 x “ Rs. 84,000

Contribution [C] 1,26,000

Less : Fixed cost 50,000

EBIT -> 76,000'

Less : Interest 10,000

EBT -> 66,000

Calculation of Combined leverage

Combined leverage
Contribution

EBT

7^.126,000
T?s.66,000

 = 1.91

20. Calculate operating leverage and financial leverage under situation A and B and financM 
plans 1 and 2 respectively from the following information relating to the operation ant 
capital structure of X Ltd.

Installed capacity 1,200 units

Actual production and sales 800 units

Selling price per unit 

Variable cost per unit

Rs. 15

Rs. 10

Fixed cost

Situation - A Rs. 1,000

Situation - B Rs. 2,000

Capital structure

Particulars Financial Plan Financial Plan

1 2

Rs. Rs.

Equity 5,000 7,500

Debt 5,000 2,500
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Cost of debt for (plan 1 and 2) 12%

Determination of Operating Leverage

Particulars Situations

A B

Sales level (units) 800 800

Sales revenue (800 x 15) Rs. 12,000 Rs. 12,000

Less: Variable cost (800 x 10) 8,000 8,000

Less: Fixed cost 1,000 2,000

Operating profit (EBIT) 3,000 2,000

degree of Operating Leverage

Sales - Variable cost
EBIT

A
12000-8000

3000 1.33

12000-8000
2000

Iftermination of Financial Leverage

Particulars

Situation-A

Financial Plan

Plan 1 Plan 2

EBIT 3,000 3,000

Less : Interest on debt (5000x12%)=600 (2500x12%) =300

Earnings after interest 2,400 2,700

Financial leverage 1.25 1.11

(EBIT/EBIT-I)

Situation-B

EBIT 2,000 2,000

Less : Interest on debt (5000x12%) =600 (2500x12%) =300

Earnings after interest 1,400 1,700

Financial leverage 1.43 1.18
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21. A company has sales of ? 1,00,000. The variable costs are 40% of the sales while the 
fixed operating costs amount to ? 30,000. The amount of interest on long - term debt is 
? 10,000.

You are required to calculate the composite leverage and illustrate its impact if sale*  
increase by 5%

/ .

Particulars

Sales

Less : Variable costs (40% of sales)

Contribution (C)

Less : Fixed Operating costs

Earning before interest and tax (EBIT) or Operating profit (OP)

Less : Interest

Taxable Income (PBT)

1,00,000

40,000

60,000

30,000

30,000

10,000

20,000

C 60,000
Composite Leverage = = gQ qqq =3

The composite leverage of ‘3’ indicates that with every increase of Re. 1 in sales, the taxable income 
will increase by ? 3 (l.e., 1x3)

This can be verified by the following computations when the sales increase by 5%

Particulars ?

Sales 1,05,000

Less : Variable costs (40% of sales) 42,000

Contribution (C) 63,000

Less : Fixed Operating costs 30,000

Earning before interest and tax (EBIT) or Operating profit (OP) 33,000

Less : Interest 10,000

Taxable Income (PBT) 23,000

It is clear from the above computation .that on account of increase in sales by 5% the profit before 
tax has increased by 15%. This can be verified as follows :

Increase in Percentage Profits =
Increase in Profit

Base Profit
3,000

20,000
x 100 =15%xl00 =
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e^pOL), Degree of Financial Leverage (DFL), 
CEj for the following firms :

Calculate the Degree of Operating Leverage^ 
and the Degree of Combined Leverage (D<

2sZ :

Particulars Firm A Firm Y Firm Z

Output (Units) 60,000 15,000 10,000

Fixed Costs (?) 7,000 14,000 1,500

Variable Cost Per Unit (?) 0.20 1.50 0.02

Interest on Borrowed Funds (?) 4,000 8,000 -
Selling Price Per Unit (?) 0.60 5.00 0.10

Particulars

Output (Units)

Selling Price Per Unit (?)

Variable Cost Per Unit (?)

Contribution Per Unit (?) 

Total Contribution (?) *

Less : Fixed Costs

EBIT

Less : Interest

Profit Before Tax (PBT)

Firm A Firm Y Firm Z

60,000 15,000 10,000

0.60 5.00 0.10

0.20 1.50 0.02

0.40 3.50 0.80

24,000 52,500 8,000

7,000 14,000 1,500

17,000 38,500 6,500

4,000 8,000 -

13,000 30,500 6,500

Contribution 
-■agree of Operating Leverage =

1 agree of Combined Leverage=

8,00024,000 52,500

_ egree of Financial Leverage =

EBIT 17,000 1-41 38,000 1-3° 6,500’ ~123

EBIT 17,000 38,500 6,500
PBT 13,000 1-31 30,500 =1‘26 6,500 =1 0°

Contribution 24,000 52,500 8,000
PBT 13,000 =1 8b 30,500 =1-72 6,500 =1 23

4.5 EBIT and EPS Analysis

19. Explain briefly about EBIT- EPS Analysis.

In order to analyze the effect of leverage, EBIT - EPS analysis is used which involves different 
mods of financing under various assumptions of EBIT. The EBIT - EPS approach to capital structure 
:.ves selecting the capital structure that maximizes EPS over an expected range of earnings before 
erest and taxes.
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Indifference Point

Indifference point indicates the level of EBIT at which the EPS is same for two-different financ e 
plans. The indifference point is defined as the level of EBIT above which benefits of financial leverage 
starts functioning with respect to Earnings Per Share (EPS).

The indifference point between two alternative methods of financing is calculated by two method 
They are :

1. Algebraic approach

2. Graphic approach

1. Algebraic approach

This is a thematical approach in which the indifference point can be computed with the help a 
follow :

In Case of New Company

(i) Equity shares Vs Debentures/

X(l-t) _ (X-l)(l-t) 
Nj " N2

(ii) (a) Equity shares Vs preferences shares,

X(l-t) X(l-t)-P
Ni = N3

(b) Equity shares Vs Preference shares with tax on preference dividend.

X(l-t) Xa-tJ-Pfl + DJ
N/ = N3

(iii) Equity shares Vs preference shares and debentures

. X(l-t) _ (X-l)(l-t)-P
N1 - * N„

In Case of Existing Company

(X-IJd-t) _ (X-h-I^l-t)
Ni ~ N2

Where,

X = EBIT at the indifference point.

Nj = Number of equity shares outstanding, if only equity shares are issued.

N2 = Number of equity shares outstanding, if both debentures and equity shares are _:

N3 = Number of equity shares outstandingly, if both preference and equity shares are a

N4 = Number of equity shares outstanding, if both preference shares and debentures ant

I = The amount of interest on debentures.

{ 208 )-------------------- -----------------------------------------------------------
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P = Dividend on preference shares, 

t = Income-tax rate.

Dt = Tax on preference dividend.

Ij = Interest paid on existing debt.

I2 = Interest paid on additional debt.

Graphic Approach

The indifference point can be ascertain with the help of graphic approach. EBIT is taken on X-axis, 
whereas EPS is taken on Y-axis. The point of intersection of lines is the indifference point. It can be 
graphically obtained by plotting the relationship between EBIT and EPS under the two alternatives 
and noting the point of intersection i.e., indifference point.

Alternatively, indifference point is calculated on the basis of market value. The level of EBIT ensures 
the market price for two different plans as same and the indifference point is calculated as,

'X(l-t)’
= P/E;,

(X-l)(l-t)-Dp
L J

N2

Where,

P / Ej = P/E ratio of unlevered plan

P / E2 = P/E ratio of levered plan.

PROBLEMS ON EBIT EPS ANALYSIS

A ltd. who has an EBIT of Rs. 1,60,000/- capital structure consist of 10% debentures of 
Rs. 5,00,000/-, equity shares of 4,00,000/- (Rs. 100 each), 12% preference shares of Rs. 
1,00,000/-. The tax rate is 55% calculate (i) EPS, (ii) DFL, (iii) % change in EPS 
associate with 30% increase & 30% decrease in EBIT ?
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Sol. :
E

I

4,00,000
No. of Equity Shares = ——

shares

(i)
EAES

No. of eq. shares
37,500
4000 “ 9 375

(ii)

(iii) Statement showing % change in EPS

Particulars 30% f in EB IT 30% 4 in EBIT
1

EBIT 2,08,000 (1,60,0 )0+ 30%) 1,12,000(1,60,000-48,000)

= (1,60,0 )0 + 48,000)

(-) Interest @10% 50,000 50,000

EBT 1,58,000 62,000

(-) Tax @ 55% 86,900 34,100

EAT 71,100 27,900

(-) Preference Dividend 12,000 12,000 »

EAES 59,100 15,900
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_ ■ EAES _ 59,100
EPS - No of fruity Shares ~ 4,000 -14.775

_ EAES ___ 15,900
No. of Equity Shares _ 4,000 ~ 3.975

AEPS
EPS

% change in EPS =

Actual EPS f in 30% EPS J, in 30% EPS

.-. EPS = 9.375.'. EPS = 14.775 .-. EPS = 3.975

% Change in EPS
AEPS 14.775-9.375 3.975-9.375-------- _
EPS 9.375 9.375

.-. 0.576 = 0.576 <

4. XYZ Co. is having an EBIT of Rs. 2,00,000/-. The capital structure consist of 10% 
debentures of Rs. 5,00,000/-, equity shares of Rs. 2,00,000/- (50 Rs. each), 10% pref, 
shares of Rs. 1,00,000/-, tax rate is 50%. Calculate (i) EPS, (ii) DFL, (iii) % change in 
EPS associated with 15% f and 15% in EBIT.

Calculation of Number of Equity Shares

2,00,000
50 4,000 shares

Calculation of Number of Equity Shares

2.00,000
50

4,000 shares

Particular Amount

EBIT 2,00,000

(-) Interest @ 10% 50,000

EBT 1,50,000

(-) Tax @ 50% 75,000

EAT 75,000

(-) Preferece Dividend @ 10% 10,000

EAES 65,000

EAES 65,000
No. of equity shares ~ 4,000 _ 16-25
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EBIT 2,00,000
ii) DFL = EBT = 15Q 000 " * 1-33%

25. International Ltd., has a capital structure (all equity) comparisons Rs. 5,00,000 « 
share of Rs. 10. The firm wants to raise an additional Rs. 2,50,000 for expats 
programme. The firm has four alternative financial plans I, II, III and IV. If the fin 
able to earn an operating profit at Rs. 80,000 after additional investment and 5 i 
cent tax rate. Calculate EPS for all four alternatives and select the preferable fina® 
plan. Financial plans

I.

iii) % Change in EPS

Particulars

EBIT

(-) Interest @10%

EBIT

(-) Preference dividend @ 10%

EAES

15% f 15% 4

2,30,000 (2,00,000 + 30,000) 1,70,000

50,000 50,000

1,80,000 1,20,000

90,000 60,000

90,000 60,000

10'000 10,000

80,000 50,000

EAES
EPS no of shares (eq.)

80,000
4,000 20

EAES
■ FPS = ----------------------------------------

No. of shares (eq.)

50,000
’4,000 = 12.5

% change in EPS =a EPS

= f in 15%
20-16.25
-K25- = 023

= | in 15%
12.5-16.25

- 0.230
16.25

Raise the entire amount by issue of new equity capital.

Raise 50 per cent as equity capital and 50 per cent as 10 per cent debt capita.II.
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III. Raise the entire amount as 12 per cent debentures.

IV. Raise 50 per cent equity capital and 50 per cent preference share capital at 10 
percent.

3d:

Calculation of EPS under four Financial Plans

Particulars

Financial Plan

I

Rs.

II

Rs.

III

Rs.

IV

Rs.

EBIT 80,000 80,000 80,000 80,000

Less: Interest 12,500 30,000 ——

EBT 80,000 67,500 50,000 80,000

Less: Tax 50% 40,000 33,750 25,000 40,000

EAT 40,000 33,750 25,000 40,000

Less: Preference dividend 12,500

Earnings available to shareholders 40,000 33,750 25,000 27,500

No. of shares (equity) outstanding 75,000 62,500 50,000 62,500

EPS (Rs.) 0.53 0.54 0.50 0.44

Financial Plan II is preferable since EPS in that plan is high when compared to other.

Earnings before Interest Tax (EBIT) = 100,000

Bonds (Debt part) = 300,000

Cost of Bonds issued (Debt) = 10%

WACC = 12.5%

| si culating the value of the company :

(EBIT) = 100,000

WACC = 12.5%

= EB1T/WACC
sx 100,000/12.5%

000 eaa
xpansiw Market value of the company = 8,00,000
le firm » ' Total Debt = 3,00,000
id 50 pe 
financial = Total market value - total debt

= 8,00,000 - 3,00,000

Total Equity 5,00,000

:apital = EBIT - interest on debt
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= 1,00,000 - 10% of 3,00,000
Share holder’s earnings = 70,000

Cost of equity = 70,000/5,00,000
Now, assume that the proportion of debt increases from 3,00,000 to 4,00,000 and everything else 
remains same.

(EBIT) = 1,00,000

WACC = 12.5%

Market value of the company

Total Debt

Total Equity

EBIT/WACC 

100,000/12.5% 

8,00,000

4,00,000
Total market value - total debt

8,00,000 - 4,00,000 

4,00,000

EBIT - interest on debt 

1,00,000 - 10% of 4,00,000 

60,000

60,000/4,00,000

Cost of equity =15%

As observed, in the case of Net Operating Income Approach, with the increase in debt proper 
the total market value of the company remains unchanged, but the cost of equity increases

27. Two firms L and U are identical in all respect except for the debt equity mix from L 
issued 12% debenture of ?15,00,000, firm LI has no debt. Both L and U earn 30% be 
Interest and Taxes on their total assets of ? 20,00,000. There Tax rate is 50% and Eq 
Capitalization rate 20%. Compute the value of firm using Net Income approach.

Shareholder’s earnings

Valuation of Firm under Net Income Approach
Particualrs

EBIT (30% of 20,00,000)

Less : Interest (12% of 15,00,000) 

Taxable income

Less : Taxes (50%)

Earnings for equity holders 

Equity captialization rate(Ke) 
Market value of equation (E) 

Market value of debt (D)

Total value of firm (V) = (E+D)

Firm L Firm LJ
6,00,000 6,00,000
1,80,000 -
4,20,000 6,00,000

2,10,000 3,00,000
2,10,000 3,00,000

0.20 0.20
10,50,000 15,00,000

15,00,000 -
25,50,000 15,00,000
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ESTEi

ig ese

Working Note :

Earnings for equity holders
Market Value of Equity (E) = Equity capitaiisation rate (Ke)

2,10,000
Firm L = 2Q = 10,50,000

3,00,000
Firm U = - 2Q = 15,00,000.

28. CYZ Ltd. intends to set-up a project with capital cost of ? 50.00,000. It is considering 
the three alternative proposals of financing.

Alternative 1 = 100% equity financing

Alternative 2 = Debt-equity 1 : 1

Alternative 3 = Debt-equity 3 : 1

The estimated annual net cash inflow is @ 24%, i.e.. ? 12.00,000 on the project. The 
rate of interest on debt is 15%. Calculate the weighted average cost of capital for three 
different alternatives and analyze the capital structure decision.

pcroer. 
s.
n L ba*  
. bef c -?
I Equru

Evaluation of three different alternatives of Financing a Project

Particulars Alternative 1 (?) Alternative 2 (?) Alternative 3 (?)

Equity 50,00,000 25.00.000 12,50,000

Debt - 25,00,000 37,50,000

Total project cost 50,00,000 50,00,000 50,00,000

Net cash inflow from

Project @ 24% p.a. 12.00,000 12,00,000 12.00.000

Less: Interest on debt @ 15% - 3,75,000 5,62,500

12,00,000 8,25,000 6,37,500

1) Return on equity

Dividend payments 1 
Total equity 24% 33% 51%

2) Return on Debt - 15% 15%

WACC* 24% 24% 24%

Total Value of Company 50,00,000 50,00,000 50,00,000
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WACC = (Cost of equity x % equity) + (Cost of debt x % debt).

It can be observed from the example given above that at different levels of leverage, the WACC s 
same and the value of firm will also be same.

4.6 Indifference Point

Q20. What do you understand by Indifference Point?

The EPS, earnings per share, ‘equivalency point’ or ‘point of indifference’ refers to that EE . 
earnings before interest and tax, level at which EPS remains the same irrespective of different altemat. -rs 
of debt-equity mix At this level of EBIT, the rate of return on capital employed is equal to the cost of deal 
and this is also known as break even level of EBIT for alternative financial plans.

The equivalency or point of indifference can be calculated algebraically, as below :

Si

PD

Where, X = Equivalency Point or Point of Indifference or Break Even EBIT Level.

I[ = Interest under alternative financial plan 1.

I2 — Interest under alternative financial plan 2.

T = Tax Rate

Preference Dividend

Sj = Number of equity shares or amount of equity share capital under alternative 1.

Sg = Number of equity shares or amount of equity share capital under alternative ~

The point of indifference can also be determined by preparing the EBIT chart or range of earoR 
chart. This chart shows the expected earnings per share (EPS) at various levels of earnings bef<?re intea 
and tax (EBIT) which may be plotted on a graph and straight line representing the EPS at various led 
of EBIT may re drawn. The point where this line intersects is known as point of indifference or break-?R 
point.

Point of Indifference and Uncommitted Earnings per Share
We have discussed above that the point of indifference refers to that EBIT level at which ear-J 

per share (EPS) remains the same irrespective of different alternatives of debt-equity mix. While calc_^d| 
the equivalency point, the provision for repayment of debt or obligation towards sinking fund has 1 
beer considered so far. However, sinking fund appropriations for redemption of debt decrease the a~oa 
of earnings available for equity shareholders. Thus, a finance manager may be interested to dete—■ 
the level of EBIT at uncommitted earnings per share (UEPS) after deducting sinking fund appro; 
would be the same. The equivalency point for uncommitted earnings per share can be calcul 
below :

(X-I2)(1-T)-PD-SF
S2

Where,
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X = Equivalency point or point of indifference or break even EBIT level

= Interest under alternative financial plan 1

I2 = Interest under alternative financial plan 2.

T = Tax rate

PD = Preference dividend

SF = Sinking fund obligations

Sj = Number of equity shares or amount of share capital under plan 1.

S2 = Number of equity shares or amount of share capital under plan 2.

PROBLEMS
29. The financial manager of a company has formulated various financial plans to finance 

Rs. 30,00,000 required to implement various capital budgeting process. You are required 
to determine the indifference plan for each financial plans assuming 55% corporate tax 
rate, Eighter equity capital of Rs. 30,00,000 (face value Rs. 100) OR Rs. 15,00,000, 
10% Debentures and Rs. 15,00,000 equity.

Sd :

Calculation of Indifference point

[Equity Vs Equity and Debentures]

(.Y-7X1-Q-P = (X-7)(l-Q-P

«1 w2

X = EBIT

t = tax rate @55%

P — Preference dividend

I = Interest

n1 = number of equity shares in plan - 1 

n2' = number of equity shares in plan - 2

(x-7Xi-0-/J_(X-7)(i-/)-/>

(X - 0)(I - 0.55) - 0 _ (X - Rs. 150,000)(l - 0.55) - 0 
30,000 ~ 15,000

■V - 0.45 (X - Rs. 150,000)(0.45)
■ 30,000 ~ 15,000

X ~ 0.45 _ (X -150,000)(0.45)
2 ~ 1

-----------------------------------------------------------------
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X _ A"-150,000
2 1

X = 2(X-150,000)
X =2X-300,000
X - 2X - 300,000
X = Rs. 300,000

EBIT = Rs. 300,000

Particulars
'■ ...............f-----------

Financial Plan

1

Financial Plan

2

EBIT Rs. 300,000 Rs. 300,000

Less: Interest - Rs. 150,000

Earnings before tax (EBT) Rs. 300,000 Rs. 150,000

Less : Tax @ 55% Rs. 165,000 ' Rs. 82,500

Earnings After tax [EAT] Rs. 135,000 Rs. 67,500

Less: Preference Dividend - -

Earnings available to equity share holders Rs. 135,000 Rs. 67,500

Calculation of Earning per share [EPS]

EPS

Plan -> 1

Plan -> 2

Earnings available to equity share holders
Number of equity shares

Rs. 13 5,000
30,000

7b.67,500
15,000 ~ ’

30. Skyline Software Ltd. has appointed you as its finance manager. The company wants to 
implement a project for which Rs. 30 lacs is required to be raised from the market as a 
means of financing the project. The following financing plans and options are at hand :

Particulars

Plan-A Plan-B Plan-C

(No. in Thousand)

Option I
Equity shares 30 30 30
Option II
Equity shares 15 20 10
12% Preference shares — 10 10

10% Non-convertible debenture 15 — 10

Assuming corporate tax to be 55% and the face value of all the shares and debentures to 
be Rs. 100 each, calculate the indifference point and earning per share (EPS) for each 
of the financing plans. Which plan should be accepted by the company ?
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Sm?/
In all the three financial plans A, B, and C, there is one option to raise additional funds by the issue 

of equity shares only and the other option is to raise funds in given combinations of equity, preference 
shares, and debentures. The indifference point for all the three plans may be calculated as follows:
Plan A :

EBlT(l-t) _ (EBIT - Int.)(l -1)
Nr “ N2

EBIT(1 - .55) (EBIT) - (1,50,000)(l - 55)
30,000 “ 15,000

By solving the above equation, the value of EBIT comes to Rs. 3,00,000.
Plan B :

EBIT(l-t) EBIT(l-t)-PD
Ni N2 . . . .

EBIT (1-.55) EBIT(l-.55)-l,20,000
30,000 “ 15,000

By solving the above equation, the value of EBIT comes to Rs. 8,00,000.
Plan C :

EBIT (1 -1) (EBIT - Int.) (1 -1) - PD
Nr ~ N2

EBIT (1-.55) (EBIT -1,00,000) (1-.55)-1,20,000 
30,000 “ 10,000

By solving the above equation, the value of EBIT comes to Rs. 5,50,000.
The EPS for different plans may be calculated as follows :

Calculation of EPS

Particulars Option 1 Option II Option I Option II Option I
(Figures in Rs.)

Option 11
EBIT 3,00,000 3,00,000 8,00,000 8,00,000 5,50,000 5,50,000
-Interest — 1,50,000 — — — 1,00,000
PBT 3,00,000 1,50,000 8,00,000 8,00,000 5,50,000 4,50,000
-Tax @55% 1,65,000 82,500 4,40,000 4,40,000 3,02,500 2,47,500
PAT 1,35,000 67,500 3,60,000 3,60,000 2,47,500 2,02,500
-Pref. Div. — — — 1,20,000 — 1,20,000
Net Proffit 1,35,000 67,500 3,60,000 2,40,000 2,47,500 82,500
No. of Share 30,000 15,000 30,000 15,000 30,000 10,000

EPS (Rs.) 4.50 4.50 12.00 12.00 8.25 8.25

The financing plan B has the highest expected EPS of Rs. 12 and therefore, may be adopted by the 
firm.
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4.7 Capital StructureI
4.7.1 Meaning

Q21. Define capital structure ? Explain the 
features of capital structure.

Capital structure in simple words refers to 
debt equity ratio of a company. In other words it 
refers to the proportion of debt in the investments 
of the company. It is important for a company to 
have an appropriate capital structure. Estimation 
of capital requirements is necessary, but the the 
formation of capital structure is important.

Definition :

According to Gerestenbeg, “Capital 
structure of a company refers to the composition 
or make-up of its capitalisation and it includes all 
long term capital resources i.e., loans, reserves, 
shares and bonds.

The capital structure is made up of debt and 
equity securities and refers to permanent financing 
of a firm. It is composed of long term debt, 
preference share capital and share holder’s funds.

Financial Manager should develop an 
appropriate capital structure, which is helpful to 
maximize shareholders wealth. This can be possible 
when all factors which are relevant to the company’s 
capital structure are properly analysed, balanced and 
considered.

An appropriate capital structure should have 
the following features:

1)

H)

Profitability

The company should make maximum use 
of leverage at a minimum cost. In other 
words, it should generate maximum returns 
to owners without adding additional cost.

Flexibility

Flexible capital structure means it should allow 
the existing capital structure to change 
according to the changing conditions without 
increasing cost. It should be possible for the 
company to provide funds whenever needed 
to finance its possible activities. The company

111)

v)

vi)

should be able to raise funds whenever the 
need arises and also retire debts whenever b 
becomes too costly to continue with the: 
particular source.

Solvency

The use of excessive debt threatens the 
solvency of the company. Debt should be 
used till the point where debt does not add 
significant risk, otherwise use of debt shouk 
be avoided.

iv) Control

The capital structure should involve minimur 
dilution of the control of the company. 
company that issues more and more equity 
dilutes the power of existing shareholders as 
number of shareholders increases. Also raising 
of additional funds through public issue ma. 
lead to dilution of control.

Cost of capital

If cost of any component of capital structure 
of the company like interest payment on debt 
is very high then it can increase the overa! 
cost of capital of the company. In such case 
the company should minimize the use of that 
component of capital structure in its total 
capital structure.

Flotation costs

It is the cost involved in issuing a security or a 
debt. If such cost is too high for new issue c 
any component of capital structure, then the 
use of such a source of fund should be 
minimised.

1.

2.

3.

4.

Different forms of Capital Structure

The different forms of capital structure 

equity share capital only

equity share capital + preference share 
capital

equity share capital + long term debentures 

equity share capital + preference share 
capital-!- long term debentures.
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Q22. What is optimol capital Structure ?

An optimal or sound capital structure can be 
croperly defined as that combination of debt and 
equity that attains, the stated managerial goal in the 
most relevant manner-the maximization of the firm’s 
market value. Moreover, the optimal capital structure 
is also defined as the combination of debt and 
equity that minimizes the firms cost of capital.

Hence the optimal capital structure is 
concerned with the two important variables at one 
Ime-the minimisation of cost as well as maximisation 
of worth. These desired objectives can be achieved 
only with the help of a sound capital structure 
possessing the following characteristics :

1) A Conservative Capital Structure

An attempt should be made to secure as far 
as possible a conservative capital structure 
consisting of high grade securities. By doing 
so, the management should decide on the 
form of securities to be issued only after a 
thorough consideration of the possible effects 
of the proposed securities on the firm, its 
credit, value of other securities Issue of 
securities in the future, maintenance of profits 
and future rearrangement of its financial 
structure etc.

Such capital structure offers certain 
decisive advantages to the company, namely, 
the company’s cost of financing is the least, 
its prospects for raising capital even in 
unfavourable views are good and it can 
maintain healthy relations with security 
holders.

2) A Simple Capital Structure

As far as possible, a simple capital structure 
should be preferred to A complicated one. It 
is easy to manage it The investors have a very 
clear picture of their rights and worth of their 
investments.

3) Minimum Remuneration

As far as possible, the fixed cost burden on 
the income statement of the firm must be low. 
To achieve this aim, a proper policy of trading 
on equity should be followed.

4) Profitability

The capital structure of the company should 
be most advantageous. Within the 
constraints, maximum use of average at a 
minimum cost should be made.

5) Solvency

The use of excessive debt threatened the 
solvency of the firm. Hence, its judicious mix 
should be perfect with the equity.

6) Flexibility

It should be possible for a company to adapt 
its capital structure with a minimum cost and 
delay if warranted by a changed situation.

7) Conservation

The debt Capacity of the company should 
not be exceeded. The debt capacity of a 
company depends on its ability to generate 
future cash flows.

8) Control

The capital structure should involve minimum 
risk of loss of control of the company.

9) Economy

Securities should be issued in such a manner 
as to entail the least cost of sale, cost of 
financing and so on. Generally, spread is the 
lowest in case of issue of debenture, and the 
highest in case of equity shares.

10) Attractive for Investors

Various securities proposed to be issued 
should offer certain attractions to the investors 
either relating to income, control, or 
convertibility etc.

4.7.2 Determinants

Q23. Explain the factors determining capital 
structure.

Ans :

1. Cost Principle

An ideal capital structure is one that tends to 
minimize cost of financing and maximize 
earnings per share. Cost of capital is subject 
to interest rate at which the company has 
borrowed, tax status of the company and the
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required rate of return of the equity share 
holders. Debt capital is cheaper than equity 
capital due to the fixed rate of interest, bond 
holders can not participate in superior profits. 
Hence the rate of interest on debentures is 
usually much less than the dividends. Apart 
from this, interest on debt is a deductible 
expense for income tax purpose, Debt 
financing gives tax shelter which enhanced 
the value of the firm.

2. Risk Principle

Debt involves commitment for a long period 
to pay interest regularly and repayment of 
principal. This may expose the equity share 
holders to risk when the earnings decline to 
such low level that debt servicing is not 
possible. It may result in foreclosure or losing 
part of assets of the equity share holders. The 
concept of fixed charge burden on earnings 
is called as financial risk arising from the use 
of debt funds in capital structure.

3. Control Principle

In designing appropriate financing plan the 
manager should also try to keep the control / 
sovereignty over the Corporate wealth 
undisturbed. Since additional issue of equity 
share dilutes the voting right of existing share 
holders, a share holder who had predominant 
control over the affairs of the company would 
lose his position because new share holders 
would share control with him.

4. Flexibility principle

As per the principle of flexibility management 
should strive for combination of securities, 
which can be changed in tune with the 
developments in money market., capital 
market and the internal operations. Capital 
structure should assure maneuverability i.e.. 
Possibility of shifting to more favourable / 
cheaper terms of loan/debt, early retirement 
call option provision and excess resources at 
the command of the company etc.

Timing Principle

Timing also plays an important role in capital 
structure decision. In order to choose right 
type of instruments and seize the market

7.

opportunities for minimizing the cost of raisos 
capital and obtaining substantial saving® 
timing of the issue of shares/debentures is asm 
an important factor. In times of boom, cjH 
to all round business expansion an® 
prosperity investors have strong desire n> 
invest, hence easy to sell equity share 
debentures.

Legal Requirements

The promoters of the company have alsc 
keep in view the legal requirements wh.« 
deciding about the capital, structure of ”t 
company. This is particularly true in case : 
banking companies which are not allowed r 
issue any other type of security for raisin® 
funds except equity share capital on accout 
of the Banking Regulation Act.

Loan Covenents

Restrictive covenents are commonly include: 
in long term loan agreements ar.: 
debentures. These restrictions curtial the 
company’s freedom in dealing with the 
financial matters and put it in an inflexible 
position. Covenents in loan agreements ma. 
include restrictions to distribute cas*  
dividends, to incur capital expenditure, :: 
raise additional external finances or :: 
maintain working capital at a particular level

Market sentiments

The Market sentiments also decide the capita 
structure of the company. Some times people 
want to have absolute safety. In such cases. - 
will be appropriate to raise funds by issue ct 
debentures. At some other instance , people 
may be interested in earning high speculative 
incomes, at such times, it will be appropria:-: 
to raise funds, by issue of equity shares. Thue 
it must take into account market sentiments 
otherwise its issue may not be successful.

Characteristics of the company

Companies which are of small size have tc 
rely considerably upon the owners’ fund for 
financing. Such companies find it difficult tc 
obtain long term debt. Large companies are 
generally considered to be less risky by the 
investors and, therefore, they can iss
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different types of securities and collect their 
funds from different sources other 
characteristics like technology credit standing, 
age of the company, stability and track record 
of earnings, management attitude also have 
significant bearing on the capital structure 
decision.

10. Government Policy

Government policy is also an important factor 
in planning the company’s capital structure. 
For example a change in the lending policy 
of financial institutions may mean a complete 
change in the financial pattern. Similarly, by 
virtue of the securities & Exchange Board of 
India Act, 1992 and the Rules made 
thereunder, guide lines issued by SEB1 are 
mandatory in this regard.

11. Industry characteristics

the management should attach more 
significance to maneuverability risk principles 
in choosing the financial instruments for the 
firms whose sales fluctuate more closely with 
the business cycle. Similarly degree of 
competition decides the degree of business 
risk. Capital structure is also influenced by the 
life cycle of the industry to which the company 
belongs.

Thus, there are many factors which are to be 
considered while designing an appropriate 
capital structure of the company.

4.7.3 Capital Structure Theories

Q24. Explain different theories of capital 
structure.

•4*4.  :

There are different views on how capital 
structure influences the value of the firm. Some 
argued that other things being equal, increase in 
financial leverage (debt) increases the value of the 
firm [Relevant Theory] few others opine that there 
is no relationship between capital structure and value 
of the firm [Irrelevant theory] and some others 
relieve that use of debt in capital structure has a 
positive effect on the value of the firm upto a certain 
level and have negative effect thereafter (neutral 
Theory).

The total capital structure theories can be 
categorised into two: Relevant and Irrelevant theories.

The following are the main theories/ 
Approaches of capital structure:

1. Net income (theory) Approach (Relevant)

2. Net operating income Approach (Irrelevant)

3. Modigliani and Miller Approach (Irrelevant) (

4. Traditional Approach (Neutral) ,

Assumptions of Capital Structure Theories

To study the relationship between capital 
structures (use of debt) and value of the firm, the 
following assumptions are generally made :

(i) Firm uses only two sources of funds: perpetual 
riskless debt and equity;

(ii) There are no corporate or income or 
personal tax;

(iii) The dividend payout ratio is 100% [There 
are no retained earnings];

(iv) The firm’s total assets are given and do not 
change [Investment decision is assumed to 
be constant],

(v) The firm’s total financing remains constant. 
[Total capital is the same, but proportion of 
debt and equity may be changed];

(vi) The firm’s operating profits (EBIT) are not 
expected to grow;

(vii) The business risk remains constant and is 
independent of capital structure and financial 
risk;

(viii) All investors have the same subjective 
probability distribution of the expected EBIT 
for a given firm; and

(ix) The firm has perpetual life.

4.7.3.1 Net Income Approach

Q25. Explain Net Income Approach.

1) Net Income (NI) Approach

This approach has been developed by 
Durand. It is a relevant theory. According to 
this approach, capital structure decision is 
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relevant to the valuation of the firm. In other 
words, a change in debt proportion in capital 
structure will lead to a corresponding change 
in cost of capital (Ko) as well as total value of 
the firm.

Assumptions

Net income approach is based on the 
following assumptions :

i) There are no taxes;

ii) Cost of debt is less than the cost of equity;

iii) Use of debt in capital structure does not 
change the risk perception of investors.

iv) Cost of debt and cost of equity remains 
constant;

NI approach argument based on the above 
three assumptions. Increase of debt (cheapest 
source of long-term finance) in capital structure 
reduces cost of capital (KJ, due to, which there is 
10 change in the cost of equity [Risk perception of 
investors] leading to an increase in the total value 
of the firm.

When cost of debt (K) and cost of equity (K.) 
are constant, with the increased use of debt in he 
capital structure it will magnify the equity 
shareholder’s earnings and thereby market value 
of he firm and equity shares. Value of the firm based 
on NI approach is as follows:

E = NI 4- Ke

4.7.3.2 Net Operating Income (NO!)

Approach

Q26. What do you understand by Ne: 
Operating Income (NOI) Approach?

This is another approach, which has beer 
suggested by Durand. It is just-opposite to the ne*  
income approach. According to this approach, the 
capital structure decisions of a firm are irrelevant, it 
says that any change in debt proportion in capita 
structure (leverage) will not lead to any change in 
the vfclue of the capital (KJ. They (V, Kg and share 
price) are independent of financial leverage.

Assumptions

NOI approach is based on the followi' 
assumptions:

(i) Overall Cost of Capital (KJ remain: 
unchanged for all degrees of leverage.

Fig.: Effect of leverage on ‘KJ

(ii) The market Capitalises the total value of the 
firm as a whole and no importance is given 
for split of value of firm between debt and 
equity;

(iii) The market value of equity is residue [i.e.. 
Total value of the firm minus market value of 
debt);

(iv) The use of debt funds increases the received 
risk of equity investors, thereby K. increases;

(v) The debt advantage is set off exactly by an 
increase in cost of equity;

(vi) Cost of debt (K.) remains constant;

(vii) There are no corporate taxes.
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The total value of the firm according to NOI 
s calculated as follows :

V = EBIT - K .o

One of the assumptions says that market 
.alue of equity is residual. Symbolically:

E = V-D

Optimum Capital Structure

According to NOI approach, there is no 
optimum capital structure because the total value 
of the firm (V), market price of equity share and 
cost of capital (Ko) remains unaffected with the 
change in financial leverage (change in debt 
proportion)

4.7.3.3 Modigliani-Miller Approach

(MM Hypothesis)

Q27. Explain briefly about Modigliani-Miller 
Approach (MM Hypothesis).

This approach was developed by Professors, 
Franco Modigliani and Mertan Miller. [MM, 
hereafter) in their classic contribution on capital 
structure, which has been called the most influential 
finance article ever written, who later became Nobel 
Laureates in economics.

MM Approach is identical to the NOI 
approach. In other words, the total value of the 
firm is independent of its capital structure. However, 
there is a basic difference between NOI and MM 
approach. The NOI approach is purely definitional, 
which does not provide operational justification for 
irrelevance of the capital structure in the valuation 
of the firm. On the other hand, MM approach 
supports the NOI approach in behavioural 
justification for the independence of the cost of 
capital and value of the firm at any level of degree 
of leverage. MM argues that, in the absence of taxes, 
firm’s total market value and overall cost of capital 
remains constant to the change of debt capital 
proportion in capital structure. This has been proved 
by operational justification.

Assumptions

MM approach is based on the following 
assumptions:

(a) Information is available at free of cost

(b) The same information is available for all 
investors

(c) Securities are infinitely divisible

(d) Investors are free to buy or sell securities

(e) There is no transaction cost

(f) There are no bankruptcy costs

(g) Investors can borrow without restriction on 
the same terms on which a firm can borrow

(h) Dividend payout ratio is 100 per cent

(i) EBIT is not affected by the use of debt

Basic Propositions :

The propositions of MM approach are as 
follows:

I. Based on the above listed assumptions, 
MM’s first proposition is

The .overall cost of capital (Ko) and the value 
of the firm (V) are independent of capital 
structure. In other words, Ko and V are 
constant for any proportion of debt-equity 
mix. The total value is given by capitalising 
the expected net operating income by the 
discount rate appropriate to its risk class. 
Symbolically:

V = s + D = NOI 4- ko

II. The second proposition is

Cost of equity capital (kJ to capitalisation rate 
of the pure equity plus a premium for the 
financial risk. Cost of equity (ke) capital 
increases with use of more debt in capital 
structure. The increase in ke offsets exactly 
the use of a less expensive source of funds 
represented by debt.

III. And the Third is

The cut-off rate for investment purposes is 
completely independent of. the way in which 
an investment is financed.

We discuss here proposition I only, because 
we need to see the relationship between 
leverage and valuation.
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Proposition I

According to this proposition the total value 
of the firm must be constant for all degrees of 
leverage [deb-equity mix]. As a result, the Ko and 
market price of share is same, irrespective of what 
debt-equity may be.

MM proved the proposition I based on 
“arbitrage process”. The following discussion 
explains the arbitrage process.

Arbitrage Process

The term ‘arbitrage’ refers to an act of buying 
an asset or security in one market at a lower price 
and selling it in another market at a higher price. As 
a result of such action [buying and selling] 
equilibrium is restored in the market price of an 
asset that is unequal in the markets. The arbitrage 
process involves purchase of assets or securities 
whose prices are lower [undervalued securities] and 
sale of assets of securities whose prices are high in 
market where prices are out of equilibrium. 
Arbitrage process is a balancing operation.

MM explains the arbitrage mechanism, by 
taking two firms which are exactly similar in all 
respects except (leverage) in their capital structures. 
One firm uses debt in its capital structure [Levered 
firm ‘E], while the other does not [unlevered firm 
UL] or completely financed by equity capital. Such 
homogenous firms are perfect substitutes. The value 
of the firm differs just because of leverage, but 
cannot be different (always) because of arbitrage 
process.

Investors of a firm whose share value is high 
will sell their shares and buy shares of the firm whose 
share value is low (under valued share). Investors 
will be able to earn some income at less investment 
and with the same risk [perceived risk], this is 
because the investors would borrow in the 
proportion of degree of leverage in the present firm. 
The use of debt in the arbitrage process by investors 
is called as “personal or home-made leverage”. Use 
of personal leverage is based on of assumption that 
investors can borrow funds without any restriction 
on the same terms on which a firm can borrow. 
Investors will be able to substitute, by borrowing 
(debt) funds himself/herself.

The arbitrage process comes to an end 
two identical firm’s share price is equa^ 
practically the share prices of two identical *r  
never become equal, hence there is no end 
arbitrage process.

Limitations of MM Approach

As we have read above that arbitrage pra 
provides operational justification to the ’ 
approach. The arbitrage process depends or. 
perfect capital market assumptions. But a_ 
assumptions are not realistic, so arbitrage prat 
becomes only a theoretical approach.

>

>

>

Investor’s inability to borrow funds i 
the same terms and conditions t*  
corporates can. General financial institute-*  
put additional terms and conditions ar 
sanctioning loan to an individual invesm 
Hence, it may not be possible to raise fur.> 
on same terms and conditions as firms car-

Personal leverage is not substitute fur 
corporate leverage

MM approach assumes that personal leverage 
is a perfect substitute for corporate leverage 
The perceived risk exposure in corpcri-e 
leverage is less when compared to perse -ji 
home made leverage, because the liability i 
investors is limited to the proportionate shad 
holdings in case the company is forced * 
liquidate. On the other hand; the (risk) liabuM 
is unlimited in personal leverage, and hish« 
personal assets are liable to use for payment 
of personally borrowed funds. With these 
reasons personal leverage cannot be i 
substitute for corporate leverage 
consequently the operation of arbitrage 
process will not be able to prove M < 
approach.

Existence of Transaction costs

The investor cannot buy and sell securing 
free of cost. There exists transaction costs. T*«  
effect of the existence of transaction cossj 
makes investors to (receive) realise lea 
amount than the actual market value. It - i 
lead to invest a large amount in order to eaa 
same return.
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< Institutional Restrictions

Ins-titutional restrictions do not allow the 
smooth operation of arbitrage process. 
Generally, institutional investors viz., insurance 
companies; mutual funds, commercial banks, 
etc., are not allowed to raise personal leverage. 
Hence, for this type of institutional investors, 
it will not be possible to switch from levered to 
unlevered firm and vice-versa.

> Asymmetric Information

MM hypothesis assumes that the same 
information is available for all investors, that is 
not correct. But the manager of a firm knows 
more about a firm’s operations and future 
prospects than investors do. It is known as 
asymmetric information. Generally, managers 
take decisions with a goal of maximising the 
existing shareholders wealth, then asymmetric 
information can affect the capital structure 
decisions that the manager makes.

> Existence of Corporate Tax

The approach assumes that there are no 
corporate taxes. But there are corporate taxes, 
if corporate tax is considered, MM approach 
will fail to explain the relationship between 
leverage and the total value of the firm. When 
there is tax, interest charges are allowed to be 
deducted before paying tax. It leads to the 
borrowing cost becoming less when compared 
to actual (contractual rate of interest).

As a result, the return to equity shareholders 
of a levered firm is always higher than the 
unlevered firm. Thus, the total market value 
of a levered firm always exceeds the value of 
the unlevered firm, which will show that MM 
approach is a theoretical one and not a 
practical one.

4.7.3.4 Traditional Approach

Q28. Explain the concept of Traditional 
Approach.

This traditional approach was given by 
Soloman. In the preceding approaches of capital 
; mcture we have discussed that the Net Income 
NI) approach and Net Operating Income (NOI) 

approach requirements two extreme views with 
regard to the relation between leverage (use of debt) 
and value of the firm (cost of capital). According to 
the NI approach, use of debt in capital structure 
affects both cost of capital (Ko) and total value of 
the firm, on the other hand, NOI approach suggests 
that the use of debt in capital structure is irrelevant 
to the value of the firm and cost of capital. Another 
approach given by MM support the NOI approach, 
but validity of MM approach is doubtful due to the 
imperfect assumptions.

Traditional approach is the mid-way between 
the NI and NOI approaches. It is a compromise 
between the two approaches. It is also known as 
“Intermediate Approach”. Traditional approach 
partly takes some features of NI approach and NOI 
approach.

Traditional approach is similar to NI approach 
in a way that cost of capital and value of the firm 
which are dependent of capital structure -(that is 
leverage) affects the cost of capital and value of the 
firm. But it does not accept that the value of the 
firm will necessarily increase for all degrees of 
leverage.

Traditional approach supports the view of NOI 
approach, that beyond a certain degree of leverages 
the overall cost of capital increases, leading to 
decrease in the total value of the firm.

But it differs from NOI approaches in the sense 
that the overall cost of capital will not remain stable 
for all degrees of leverages.

Traditional approach views that judicious use 
of debt-equity mix helps to increase the firm’s total 
value and reduce the overall cost of capital. The 
rational behind this view is that debt is relatively 
cheaper [due to tax benefit) source of long-term 
fund when compared to raising funds by issue of 
equity shares. In other words, the overall cost of 
capital (Ko) will decrease with the use of debt.

Main Propositions

The following three are the main propositions 
of traditional approach

1. The pre-tax cost of debt (K) remains more 
or less constant upto a certain degree of 
leverage and /but rises thereafter at an 
increasing rate,
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2. The cost of equity capital (K.) remains more or less constant rises slightly upto a certain degree c: 
leverage and rises sharper thereafter, due to increased perceived risk,

3. The overall cost of capital (Ko), as a result of the behaviour of pre-tax cost of debt (K) and cost of 
equity (Ke) behaves in the following manner:

(a) Decreases upto a certain point level of degree of leverage [stage 1 increasing firm value];

(b) Remains more or less unchanged for moderate increase in leverage thereafter [stage II optimur 
value of firm], and

(c) Rises sharply beyond certain degree of leverage [stage III decline in firm value].

The above three propositions suggest that the cost of capital (Kq) is dependent on capital structure 
it declines with leverage [in stage I] upto a certain point, increases moderately with moderate increase ir 
leverage [stage II], and increases sharply beyond a safe point [stage III], The relationship between leverage 
and cost of capital (K ) is shown in figure below.

Degree of Leverage

Fig.: Relationship between Leverage and Cost of Capital

The above figure (Traditional Approach) suggests that there is a range of capital structure in which 
the cost of capital (Ko) is the minimum and the value of the firm is maximum. There are many variations 
of the traditional approach, but all the supporters of the traditional approach agree that the cost of capital 
declines and value of firm increases with use of debt in capital structure.
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Exercise Problems
From the following selected data determine the value of firms M (levered) and (unlevered) which 
are belonging to the homogenous risk class under (i) NI and (ii) NOI approach ?

Which of the two firms is optimal capital structure?

Particulars Firm - M (Levered)

w

Firm - N(Unlevered)

(?)

EBIT 4,00,000 4,00,000

Interest at 10% 1,00,000 —

Equity capital cost 15% 15%

Corporate tax 50% 50%

[Ans : Ko Under NI : Firm - M (Levered) - 20%; Firm - N (Unlevered) 30%. Ko Under NOI 
: Firm - M(Levered) - 22%; Firm - N(Unlevered - 30%]

2. From the following data, find out the value of firms Excel Ltd. and Hawell Led. belonging to the 
same risk class :

Particulars Excel Limited Howell Limited

EBIT

Interest at 15%

Equity Capitalisation Rate (KJ

Corporate Tax Rate

? 4,50,000

1,50,000

20%

50%

? 4,50,000

Which of the two firms has an optimal capital structure under NOI approach?

[Ans : Use MM Model with taxes; Firm Excel has optimal capital structure. Its Ke =
29% and Ko = 13.85%; Value ? 16,25,000 and 11, 25,000]’

3. The capital structure of a textile company is as follows :

Corporate tax rate is at 50%

Determine :

Particulars

10% Debentures 5,00,000

12% Preference Shares 1,00,000

Equity shares of ? 10 each 4,00,000

Operating profit (EBIT) 1,60,000
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i) The firm’s EPS

ii) The degree of financial leverage,

iii) The percentage change in EPS associated with 30% decrease in EBIT.

[Ans : EPS = ? 1.075; Degree of Financial Leverage = 1.86; Change in EPS with 30% 
increase = 55.81% with 30% decrease = (-) 55.81%)

4. Calculate the Degree of Operating Leverage (DOL), Degree of Financial Leverage (DFL). and the
Degree of Combined Leverage (DCL) for the following firms :

Particulars Firm X Firm Y Firm X

Output (Units) 60,000 15,000 1,00,000

Fixed Costs (?) 7,000 14,000 1,500

Variable Cost Per Unit (?) 0.20 1.50 0.02

Interest on Borrowed Funds (?) 4,000 8,000 -

Selling Price Per Unit (?) 0.60 5.00 0.10

[Ans : Degree of Operating Leverage Firm X-141; Y-1.36; Z-1.23 Degree of Financial 
Leverage Firm X - 1.31; Y - 1.26; Z - 1.00 Degree of Combined Leverage Firm X - 1.85; 
Y-1,72; Z-1.23]

7. The following figures relate to two companies.

Particulars P. Ltd

(? in lac)

Q. Ltd

(? in lac)

Sales 500 1,000

Variable costs 200 300

Contribution 300 700

Fixed costs 150 400

EBIT 150 150 300

Interest 50 100

Profit before tax 100 200

You are required to calculate the operating, financial and combined leverage for the two companies. 

[Ans : Degree of Operating Leverage, P-2; Q-2.33;

Degree of Financial Leverage P-1.5; Q-1.5;

Degree of Combined Leverage P-3; Q-3.5]
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Short Question and Answers I
1. What is Cost of Capital?

z

Meaning
The cost of capital of a firm is the minimum rate of return expected by its investors. It is the weighted 

average cost of various sources of finance used by a firm. The capital used by a firm may be in the form 
of debt, preference capital, retained earnings and equity shares. The concept of cost of capital is very 
important in the financial management. A decision to invest in a particular project depends upon the cost 
of capital of the firm or the cut off rate which is the minimum rate of return expected by the investors.

In case a firm is not able to achieve even the cut off rate, the market value of its shares will fall. In 
fact, cost of capital is the minimum rate of return expected by its investors which will maintain the market 
value of shares at its present level. Hence, to achieve the objective of wealth maximisation, a firm must 
earn a rate of return more than its cost of capital. Further, optimal capital structure maximises the value of 
a firm and hence the wealth of its owners and minimises the firm’s cost of capital. The cost of capital of a 
firm or the minimum rate of return expected by i+s investors has a direct relation with the risk involved in 
the firm. Generally, higher the risk involved in a firm, higher is the cost of capital.

Cost of capital for a firm may be defined as the cost of obtaining funds, i.e., the average rate of 
return that the investors in a firm would expect for supplying funds to the firm.
Definitions

According to Hunt, William and Donaldson, “Cost of capital may be defined as the rate that 
must be earned on the net proceeds to provide the cost elements of the burden at the time they are due”.

According to James C. Van Home defines cost of capital as, “a cut-off rate for the allocation of 
capital to investments of projects. It is the rate of return on a project that will leave unchanged the market 
price of the stock.”

According to Solomon Ezra, “Cost of capital is the minimum required rate of earnings or the 
cut-off rate of capital expenditures.”

Accordig to Hampton, John J. defines cost of capital as, “the rate of return the firm requires 
from investment in order to increase the value of the firm in the market place”.

2. What are the differences between implicit cost and explicit cost?

{231?-----------------------------------------------------------------------------------------------------
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Explicit Cost of Capital Implicit Cost of Capital

1. Explicit cost involves immediate cash payments 

like, interest on loan.

Implicit costs do not involve any immediate cash 

payments.

2. Explicit costs are recorded in the books of accounts Implicit costs are not recorded in the books of accounts.

3. Explicit costs are also known as out of pocket costs Implicit costs are known as economic costs.

4. Explicit cost are easily measured. Implicit cost are not easily measured.
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3. Weighted Average Cost of Capital.

/few- :
The average cost of the costs of several means 

of financing, is known as weighted average cost of 
capital. It can also be termed as overall cost of capital, 
composite cost of capital or average cost of capital.

Weighted average cost of capital can be easily 
evaluated, if cost of a particular source of finance is 
evaluated.

WACC can be computed as follows, 
WACC = weke. + wdkd + wpkp 
Where,
we = Proportion of equity capital 
wd = Proportion of debt capital 
wp = Proportion of preference capital 
ke = Cost of equity capital 
kd = Cost of debt after tax 
kp = Cost of preference capital.
Following steps are involved in evaluation 
process of weighted average cost of capital :

> Assigning weights to individual costs.
> Multiplying the cost of each of the sources by 

the appropriate weights.
> Dividing the total weighted cost by the total 

weights.
Alternatively, weighted average cost of capital 
can be assessed as follows,

XXN
SW

Where,
kw = Weighted average cost of capital
X = Cost of individual source of finance
W = Weight, proportion of specific source 

of finance.
4. merits and demerits of weighted 

average cost of capital.
/few- :
Advantages

Following are the importance or significance 
of weighted average cost of capital (WACC):

1. In case of determination of future project 
profitability, WACC is treated as cut off rate.

2. If firm earn more percentage of profit tsrf 
WACC, therefore the market value of the -rfj 
will increased. Profit taken or not decis.o- » 
depending on this point. A project consider® 
valuable only if the return from it is h.~rf 
than WACC.

3. Business unit used different source of fir.=.-rf 
and invested in the project. So individua.: rf 
of capital is not enough for project sele ~ sb 
process. Therefore overall cost of capita ■ 
considered for project selection process

4. WACC is widely used to selection prc rf 
among the option available.

5. WACC is useful in making Economic vacua 
Added (EVA) calculation.

6. WACC indicate the minimum rate of retire 
at which business unit create the investors 
value. If return on capital employed (ROCE 
is higher than WACC, business unit will creaae 
the investors value, otherwise business uni 
will fail to create the investors “Value.

Disadvantages

The disadvantages of weighted average cod 
of capital are as follows:

1. Determining the Weights

The first & foremost difficulty in computir g 
the average cost is to assign weights t3 
different components of capital structure.

2. Choice of Capital Structure

The choice of capital structure is to be usee 
for determining the average is not an easj 
job. These types of capital structure'are these,
i.e.,  current capital structure, marginal capital 
structure or optimum capital structure 
Generally current capital structure is regard;: 
as the optimum capital structure but it is r. ct 
always correct.

5. What is marginal cost of capital?

The marginal cost of capital (MCC) is a 
concept used in financial management for capital 
budgeting purposes. Actually, it is the weighte: 
average cost of the last Rs 1 of new capital raise:
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Retained earnings

Retained earnings are the only source of 
financing to maintain the target capital 
structure without issuing new stock. 
Therefore, the marginal cost of capital remains 
the same if new capital is raised. The drawback 
of this financing source is that the amount of 
new capital is limited by the amount of 
retained earnings.

Issuing new stock

Issuing new stock causes the dilution of 
earnings per share (EPS). In other words, net 
profit is distributed among more 
shareholders, so earnings per share is lower. 
As a consequence, the stock price will decline, 
and investors will accept a higher required 
rate of return. Thus, the marginal cost of 
capital raised by the issue of new stock is
getting higher as the amount of stock
outstanding grows.

ige cos: Issuing new debt

nputinc 
jhts to 
Sure.

e used 
n easy 
■these, 
capital 
cture. 
jarded 
is not

Issuing new debt usually has a negative effect 
on a company’s creditworthiness. As a 
result,lenders will compensate for increasing 
credit risk by raising interest rates. Thus, the 
marginal cost of debt will increase as the 
proportion of debt in total capital grows.

n What is meant by Leverage ?

,-W :

Leverage is the capability of a firm to make 
use of fixed cost assets or funds in order to increase 
fce returns to the equity shareholders.

According to James Home, leverage is defined 
K The employment of an asset or sources of funds 
cr which the firm has to pay a fixed cost or fixed 
Eturn”.

I is a 
apital 
jhted 
used.

There exists a direct relationship between 
degree of leverage, risk and return to the 
rareholders. Leverage can be classified into, 

erating and financial leverage.

7. Drawbacks of Financial Leverage.

Following are some of the limitations of 
financial leverage,
1. Double-edged Weapon

Financial leverage is similar to a double-edged 
weapon. In order to employ it effectively to 
increase the earnings of the shareholders, the 
rate of earnings of the firm must be more 
than fixed rate of interest or dividend on 
debentures. Financial leverage have a 
negative impact when its profits is not equal 
to the cost of interest bearing securities.

2. Useful to Companies with Stable Earnings
Financial leverage is useful only to those 
companies which have constant and regular 
earnings. In order to pay interest on debentures, 
company must have regular income.

3. Increases Risk and Rate of Interest
Financial leverage leads to increase in risk ancK 
rate of interest which are the results of extra 
debt.

4. Hindrances from Financial Institutions
The companies which are utilizing excess of 
financial leverage are restricted by financial 
institutions, due to risk factor and in order to 
maintain balance in capital structure of the

_____ company.______________________________

8. EBIT- EPS Analysis.

In order to analyze the effect of leverage, EBIT 
- EPS analysis is used which involves different 
methods of financing under various assumptions of 
EBIT. The EBIT - EPS approach to capital structure 
involves selecting the capital structure that maximizes 
EPS over an expected ran^of earnings before 
interest and taxes.
Indifference Point '

Indifference point indicates the level of EBIT 
at which the EPS is same for two different financial 
plans. The indifference point is defined as the level 
of EBIT above which benefits of financial leverage 
starts functioning with respect to Earnings Per Share 
(EPS).
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The indifference point between two alternative methods of financing is calculated by two mel 
They are :

1. Algebraic approach

2. Graphic approach

9. Indifference Point?

The EPS,, earnings per share, ‘equivalency point’ or ‘point of indifference’ refers to thar 1 
earnings before interest and tax, level at which EPS remains the same irrespective of different altera 
of debt-equity mix At this level of EBIT, the rate of return on capital employed is equal to the cost ~ 
and this is also known as break even level of EBIT for alternative financial plans.

The equivalency or point of indifference can be calculated algebraically, as below :

(X-lJd-Tl-PD (X -I2)(1-T)-PD 
Si S2

Where, X = Equivalency Point or Point of Indifference or Break Even EBIT Level.

11 =

12 =
T

Interest under alternative financial plan 1.

Interest under alternative financial plan 2.

Tax Rate

PD = Preference Dividend

Number of equity shares or amount of equity share capital under altemam

Number of equity shares or amount of equity share capital under altemacaS2

10. What is Cost of Capital?
Atta :

Define capital structure ? Explain the features of capital structure.

.V

Capital structure in simple words refers to debt equity ratio of a company. In other words it 
the proportion of debt in the investments of the company. It is important for a company tc 
appropriate capital structure. Estimation of capital requirements is necessary, but the the form 
capital structure is important.

Definition :

According to Gerestenbeg, “Capital structure of a company refers to the compositior : 
up of its capitalisation and it includes all long term capital resources i.e., loans, reserves, shares an

The capital structure is made up of debt and equity securities and refers to permanent f.m 
a firm. It is composed of long term debt, preference share capital and share holder’s funds.

Financial Manager should develop an appropriate capital structure, which is helpful tc i 
shareholders wealth. This can be possible when all factors which are relevant to the comparw 
structure are properly analysed, balanced and considered.
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Choose the Correct Answers
single, over all cost of capital is often used to evaluate project because. ' [ a ]

a To Avoid the problem of computing the required rate of return for each investment and 
investment proposal.

b) It is the only way to measure a firm’s required return.
c) It acknowledges that most new investment project have about the same degree of risk.
d) It acknowledges that most new investment project offer expected return.

During planning period, D marginal cost for raising a new debt is classified as : [b]
a) Debt cost (b) Relevent cost
c) Borrowing cost (d) Embedded cost

'n weighted average cost ofcapital, a company. [ d ]
a) Policy of capital structure (b) Policy of dividends

(c) Policy of investment (d) All of the above
A risk associated with project, and way consideration by well diversified stock holder is classified as.

r u 1

a) Expected risk (b) Beta risk
L u j

c) Industry risk (d) Returning risk
Cost of capital is equal to required return rate on equity in case if investors are only. [bj
a) Valuation Manager (b) Common stock holder
c) Asset seller (d) Equity deales
'•lethods uses for an estimation of cost of capital and equity is classified as [ c ]
a) Market cash flow (b) Future cash flow method

(c) Discounted cash flow (d) Present cash flow method
Lower financial I .everage is related to the use of additional [b]
a) Fixed cost (b) Variable cost

(c) Debt financing (d) Common equity financing
The maximum amount of debt that a firm can adequately service is reffered as [ c ]
(a) Debt capacity (b) Debt service burden
(c) Odequacy capacity (d) Fixed charge burden
Which of the following cost would be considered a fixed cost . [b]
(a) Raw materials (b) Depreciation
(c) Bad-debt losses (d) Production labour
The term capital structure refers to : [a]
a) Long term debt, stock, and common equity
b) Current assets and Liablities

(c) Total assets -Liablities

(d) Share holders equity

------------------------------------(TS)
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Fill in the blanks
1. Cost of capital is the__________required rate of return expected by investors.

2. Cost of capital, is the measurement sacrifice made by_________ in order to capital formatter

3. _________ is associated with particular component of capital structure.

4. Cost of capital is not useful in capital budgeting if a firm is depending on__________methods

5. _________  is the cost associated with particular component of capital structure.

6. Cost of capital (k0) = rf + _________  +5.

7. Financial leverage formula__________

8. . Operating Leverage formula__________

9. Combined Leverage formula__________

10. _________ is considered to be mostly risky investment.

Answers

1. Minimum

2. Investors

3. Specific cost

4. Traditional approach

5. Marginal cost

6. ‘b’ business risk premium

7. EBIT/ EBT

8. Contribution/ operating profit

9. Operating /Financial

10. Equity shares
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UNIT
V

DIVIDEND DECISIONS:

Dividend Policy: Meaning - Types of Dividend Policies - Factors Influencing 
Dividend Policy - Forms of Dividends (Theory)

Dividend Theories: Relevance Theories - Walter=s Model - Gordon=s 
Model - Irrelevance Theory - MM Hypothesis (Including Problems).

—J

5.1 Dividend Policy 1 The dividend policy decision involves two 
questions:

Ll.1 Meaning

Define Dividend Policy.
1. What fraction of earnings should be paid out, 

on average, over time? and

2.

The term dividend policy refers to the policy 
:eming quantum of profit to be distributed as 
:end. The “concept of dividend policies implies 
companies through their Board of Directors 
a a pattern of dividend payment which has a 

-*g  on future action.

Should the firm maintain a steady, stable 
dividend growth rate?

5.1.2 Types of Dividend Policies

Q2. Explain the classification of Dividend 
Policies.

ition

According to Weston and Brigham, 
send policy determines the division of earnings 

seen payments to shareholders and retained 
■ngs”.

The types/classification of dividend policy is 
as follows:

1. Regular Dividend Policy

The management should develop a dividend 
k w hich divides net earnings into dividends and 
■red earnings in an optimum way so as to 
■r.- the objective of wealth maximization for 
■et alders.

“he management of an enterprise has an 
|t-2.,-t financial decision to decide about the 

:n of income left after meeting all business 
■rz ; Generally, of the total business profits, a 
■Er s retained for reinvestment in the business 
■bet is distributed to shareholders as dividend. 
■Bcc rtant issue is to decide the portion of profit 
■r.-re for dividend pay out and for retaining in 
Ibe The percentage is decided after considering 
Hkr:rs such as market price of the shares the 

k - earnings, the tax position and the 
Bkk ~. use of funds.

In this type of dividend policy the investors 
get dividend at usual rate. Here the investors 
are generally retired persons or weaker 
section of the society who want to get regular 
income. This type of dividend payment can 
be maintained only if the company has 
regular earning.

Merits of Regular Dividend Policy

i)

ii)

iii)

iv)

It helps in creating confidence among 
the shareholders.

It stabilizes the market value of shares.

It helps in marinating the goodwill of 
the company.

It helps in giving regular income to the 
shareholders.
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2. Stable Dividend Policy 5.1.3 Factors Influencing Dividend Policy

In this type the payment of certain sum of 
money is regularly paid to the shareholders. 
It is of three types:

i) Constant Dividend per Share: In this 
reserve fund is created to pay fixed 
amount of dividend in the year when 
the earning of the company is not 
enough. It is suitable for the firms having 
stable earning.

ii) Constant Pay out Ratio: It means the 
payment of fixed percentage of earning 
as dividend every year.

iii) Stable Rupee Dividend Plus Extra
Dividend: It means the payment of low 
dividend per share constantly plus extra 
dividend in the year when the company 
earns high profit.

Merits of Stable Dividend Policy

i) It helps iti creating confidence among 
the shareholders.

ii) It stabilizes the market value of shares.

iii) It helps in marinating the goodwill of the 
company.

iv) It helps in giving regular income to the 
shareholders.

3. Irregular Dividend Policy

As the name suggests here the company does 
not pay regular dividend to the . 
shareholders. The company uses this practice 
due to following reasons:

i) Due to uncertain earning of the 
company.

ii) Due to lack of liquid resources.

iii) The company sometime afraid of giving 
regular dividend.

iv) Due to not so much successful business.

4. No Dividend Policy

The company may use this type of dividend 
policy due to requirement of funds for the 
growth of the company or for .the working 
capital requirement.

Q3. What are the Factors Influencing 
Dividend Policy?

/few- :

1. Legal Restrictions

In deciding on the dividend, the directors tai« 
the legal requirements too into consideration! 
In order to protect the interests of creditoa 
an outsiders, the companies Act 19Sti»
prescribes certain guidelines in respect of 
distribution and payment of divider: 
Moreover, a company is required to provide 
for depreciation on its fixed and tangible assrr 
before declaring dividend on shares E 
proposes that Dividend should not :« 
distributed out of capita, in any case. Likewise, 
contractual obligation should also be fulfill ec. 
for example, payment of dividend :*  
preference shares in priority over ordin a- 
dividend.

Size of the Earnings

Practically and truly speaking, the uppo 
ceiling on dividend is dictated by the earn:'.? 
of the business. If the amount and the nat_-® 
of earnings are relatively stable a firm is bets' 
able to predict what its future earnings -.1 
be and is, therefore, more likely to pay-oc: ■ 
higher percentage of profits. A ratiorail 
dividend policy should take into account bafl 
the amount and nature of earnings from year 
to year.

Investment Opportunities anc 
Shareholder’s Preferences

Management should adopt a dividend polri 
which strikes a balance between tha 
shareholder’s preference for dividends ari 
financing investment opportunities u. 
retained profits. Having a large number x 
profitable projects in hand, a company sho_dj 
give preference to the retention of eamiiJ 
over the payment of dividends. Ta 
preference of shareholders for dividends anffi 
capital gains needs to be paid full heed. Tc 
great extent the preference for dividends J 
capital gain is determined by the econorJ 
status of the shareholders and the tax bradJ
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to which he belongs. The capital gains tax 
rate is generally lower than the dividend tax 
rate. As against current dividends a financially 
better-off shareholder in a high income tax 
bracket may be interested in capital gains. A 
prudent dividend policy should take full care 
of these aspects.

Liquidity Position

Because the payment of dividends involves 
outflow of cash from the business, the 
dividend policy must take into account the 
liquidity position of the firm. Even if a firm 
has had a good record of earnings, it may 
not be able to pay cash dividends due to its 
liquidity position. Even a very profitable 
business has a pressing need for funds. Hence 
a firm may elect not to pay cash dividends.

Management’s Attitude towards Control

As a matter of policy, some companies 
expand only to the extent of their internal 
earnings. This is justified on the ground that 
raising funds by selling additional shares 
.would dilute the control of the company. 
Selling debentures will increase the risks of 
fluctuating earnings to the detriment of the 
present members of the company. The 
management’s attitude towards control 
would reduce the dividend pay-out and 
increase reliance on internal financing.

State of Capital Market and Access to 
it

The corporate management may be tempted 
to follow a liberal policy if the fund position 
in the capital market of the country is 
comfortable and the firm can take recourse 
to it due to its good earnings position. If the 
capital market funds position is comfortable 
but the firm has no access to it due to high 
cost of capital it would compel the company 
to rely on retained earnings and follow a 
conservative dividend policy.

Contractual Restrictions

Sometimes a firm’s ability to pay cash 
dividends is restricted by certain specific 
conditions in loan agreements. When the 
finances are raised from external sources, 

creditors may impose various restrictions to 
immunize themselves for possible insolvency 
of the firm. While formulating the dividends 
policy, the financial manager must keep in 
mind various contractual requirements. The 
creditors may withdraw their money from the 
firm if these requirements are violated.

8. Profit Rate and Stability of Earnings

A firm with a large rate of return on its 
investment will have larger profits. It can pay 
more dividends to its shareholders as 
compared to a firm with lesser return. Again, 
if the earnings are relatively stable and do 
not fluctuate from time to time, a firm can 
predict its future earnings and pay a higher 
rate of dividend than a firm with fluctuating 
earnings. An unstable firm cannot determine 
what will be its actual future earnings. 
Therefore, to meet adverse future conditions, 
it is likely to plough back more profits.

9. Inflation

It increases the replacement cost of assets 
which are being depreciated every year at 
the book value. Funds generated from 
providing depreciation may be insufficient to 
meet the rising cost of assets which might 
become obsolete and have to be replaced in' 
future. Therefore the management should 
reduce the rate of dividend during a period 
of inflation to maintain the earning power of 
the firm.

To conclude, every firm should establish a 
general policy about the payment of dividends. An 
appropriate dividend policy can be shaped by a 
multiplicity of considerations. The financial manager 
should bring about a balance among various factors.

5.1.4 Forms of Dividends

Q4. Explain different forms of dividends.

Dividends can be classified in various forms.

1) Dividends paid in the ordinary course of 
business are known as Profit dividends.

2) Dividends paid out of capital are known as 
Liquidation dividends.
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A dividend which is declared between two 
annual general meeting is called interim dividend, 
while the dividend which is recommended to the 
shareholders at the annual general meeting is 
known as final dividend.

Dividends may also be classified on the basis 
of medium in which they are paid :

(a) Cash Dividend

A cash dividend is a usual method of paying 
dividends. Payment of dividend in cash results 
in outflow of funds and reduces the 
company’s net worth, though the 
shareholders get an opportunity to invest the 
cash in any manner they desire. This is why 
the ordinary shareholders prefer to receive 
dividends in cash. But the firm must have 
adequate liquid resources at its disposal or 
provide for such resources so that its liquidity 
position is not adversely affected on account 
of cash dividends.

(b) Scrip or Bond Dividend

A scrip dividend promises to pay the 
shareholders at a future specific date. In case 
a company does not have sufficient funds to 
pay dividends in cash, it may issue notes or 
bonds for amounts due to the shareholders. 
The objective of scrip dividend is to postpone 
the immediate Payment of cash. A scrip 
dividend bears interest and is accepted as a 
collateral security.

(c) Property Dividend

Property dividends are paid in the form of 
some assets other than cash. They are 
distributed under exceptional circumstances 
and are not popular in India.

(d) Stock Dividend

Stock dividend means the issue of bonus 
shares to the existing shareholders. If a 
company does not have liquid resources it is 
better to declare stock dividend. Stock 
dividend amounts to capitalisation of earnings 
and distribution of profits among the existing 
shareholders without affecting the cash 
position of the firm. This has been discussed 
in detail under “Bonus Issue”.

GRahul Publications

Q5. Define Bonus Issue? What are 
objectives of Bonus Issue?

A company can pay bonus to its shareh: c 
either in cash or in the form of shares. Many a ct 
a company is not in a position to pay bonus in : 
inspite of sufficient profits because of unsatisfan 
cash position or because of its adverse effect 
the working capital of the company. In such ca 
if the company so desires and the artices 
association of the company provide, it car. : 
bonus to its shareholder in the form of shares 
making partly paid shares as fully paid or b. 
issue of fully paid bonus shares.

The dictionary meaning of bonus shares 
‘a premium or gift, usually of stock, by a corpora 
to shareholders’ or “an extra dividend pa : 
shareholders in a joint stock company from s_~ 
profit.” However, in legal context the mean ar 
not the same. A bonus share is neither divida 
nor a gift.

Issue of bonus shares in lieu of divider t 
not allowed as according to Section 205 cr 
Companies Act, 1956, no dividend can be : 
except in cash. It cannot be termed as a gin 
because it only represents the past sacrifice ct 
shareholders.

Effects and Objects of Bonus Issue

When a company accumulates huge pr 
and reserves, its balance sheet does not reve 
true picture about the capital structure o*  
company and the shareholders do not get fair r-~ 
on their capital. Thus, if the Articles of Assoc, a 
of the company so permit, the excess amour; 
be distributed among the existing shareholder 
the company by way of issue of bonus share;

The effect of bonus issue is two-fold, viz.

i) It amounts to reduction in the amour*  
accumulated profits and reserves.

ii) There is a corresponding increase in the : 
up share capital of the company.

By the issue of bonus shares, the accumua 
profits and reserves of the company are conve 
into share capital which is used permanently r

D--------- ------ ---------
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= "less and hence it is also known as Capitalisation 
Profits and Reserves.

The following circumstances warrant the issue 
:onus shares.

When a company has accumulated huge 
profits and reserves and it.desires to capitalise 
these profits so as use them on permanent 
basis in the business.

When the company is not able to declare 
higher rate of dividend on its capital, in spite 
of sufficient profits, due to restrictions 
imposed by the Government in regard to 
payment of dividend.

When higher rate of dividend is not advisable 
for the reason that the shareholder may 
expect the same higher rate of dividend in 
future also.

When the company cannot declare a cash 
bonus because of unsatisfactory cash position 
and its adverse effects on the working capital 
of the company.

When there is a large difference in the 
nominal value and market value of the shares 
of the company.

ctives

To bring the amount of issued and paid up 
capital in line with the capital employed so as 
to depict more realistic earning capacity of 
the company.

To bring down the abnormally high rate of 
dividend on its capital so as to avoid labour 
problems such as demand for higher wages 
and to restrict the entry of new entrepreneurs 
due to the attraction of abnormal profits.

To Pay bonus to the shareholders of the 
company without affecting its liquidity and 
the earning capacity of the company.

To make the nominal value and the market 
value of the shares of the company 
comparable.

To correct the balance sheet so as to give a 
realistic view of the capital structure of the 
company.

Q6. Explain the Advantages and Disadvan
tages of Issue of Bonus Shares.

A)

B)

Advantages from the viewpoint of the 
company

1)

2)

3)

4)

5)

It makes available capital to carry an a 
larger and more profitable business.

It is felt that financing helps the company 
to get rid of market influences.

When a company pays bonus to its 
shareholders in the value of shares and 
not in cash, its liquid resources are 
maintained and the working capital of ' 
the company is not affected.

It enables a company to make use of its 
profits on a permanent basis and 
increases creditworthiness of the 
company.

It is the cheapest method of raising 
additional capital for the expansion of 
the business.

Abnormally high rate of dividend can 
be reduced by issuing bonus shares 
which enables a company to restrict 
entry of new entrepreneurs into the 
business and thereby reduces 
competition.

The balance sheet of the company will 
reveal a more realistic picture of the 
capital structure and the capacity of the 
company.

Advantages from the viewpoint of 
investors or shareholders

6)

7)

The advantages to the shareholders are :

1) The bonus shares are a permanent 
source of income to the investors.

2)

3)

Even if the rate of dividend falls, the total 
amount of dividend may increase as the 
investor gets dividend on a larger 
number of shares.

The investors can easily sell these shares 
and get immediate cash, if they so desire.
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Disadvantages of Issue of Bonus Shares

Inspite of many advantages, the issue of 
bonus shares suffers from the following 
disadvantages :

1) The issue of bonus shares leads to a drastic 
fall in the future rate of dividend as it is only 
the capital that increases and not the actual 
resources of the company. The earnings do 
not usually increase with the issue of bonus 
shares.

2) The fall in the future rate of dividend results 
in the fall of the market price of shares 
considerably, this may cause unhappiness 
among the shareholders.

Assumptions

1. Walter’s model assumes that all tha 
investments made by the firm are financed 
through retained earnings and not from ar 
external sources of funds like debt or ne 
equity.

2. It is assumed that business risk of the firm dees 
not change which implies that internal rax 
of return and cost of capital remain constarc

3. It is assumed that firm is a going concern w~: 
perpetual life.

4. At the time of determining the value, earning 
and dividends remains constant.

The formula for determining the market pita 
of the share is,

3) The reserves of the company after the bonus 
issue decline and leave lesser security to 
investors.

J—

5.2.1 Relevance Theories

5.2.1.1 Walter's Model

Q7. Explain briefly about Walter’s Model.

D+JL(E-D) •
p = ______

Where,

P - Market price of share 

D = Dividend per share 

r = Internal rate of return 

Ke = Cost of capital

E = Earnings per share.
Walter’s model believes that dividends are 

relevant because dividends influence the value of 
the firm. According to Walter, firm cannot be isolated 
from its dividend policy because they are associated 
with each other.

The Walter’s model is supported by important 
statements like there exists a relationship between 
internal rate of return (r) and cost of capital (k) which 
influence an optimum dividend policy of a firm. 
When internal rate of return is more than the cost 
of capital (r > k) then firm must preserve its earnings 
and when internal rate of return is less than cost of 
capital (r < k) then firm must distribute its earnings 
to shareholders as dividends. In the situation when 
r > k, the optimum pay out will be zero which results 
in increase in the value of the shares. And when 
r < k, the firm distributes all its earnings and 
optimum pay out will be 100%.

Example

Earnings = 15 per share

Dividend paid = 5 per share

1RR = 30%

Cost of capital = 22%

What is the market price of the share ?

P =
D + 21(E-D) 

k„
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5 + 1.36 (10)
0 22

Criticism

In Walter’s model, all investments are financed 
through retained earnings which is possible 
only in all-equity firms.

2. The firm’s cost of capital (KJ remains constant 
is not acceptable. Since, pattern of financing 
changes, cost of capital also changes.

3. The internal rate of return remains constant 
is not possible in real world when investments 
of the firm increases, its internal rate of return 
changes.

5.2.1.2 Gordon Model

Q8. Explain briefly about Gordon Model.

Gordon’s model was developed by Myron 
Sordon. This model believes that dividends are 
relevant and dividend decision has an impact on 
5rm value. Gardon supports Walter’s model in 
analysis of relationship between dividend policy and 
■ aluation of firm. Gordon’s model is based on 
•allowing assumptions,

It is assumed that firm is an all-equity firm 
and all investments are financed through 
retained earnings.

It is assumed that firm has a perpetual life 
and there are no corporate taxes.

The cost of capital is constant and more than 
the growth rate.

The internal rate of return remains constant.

Firm decides a retention ratio and it remains 
constant.

According to Gordon’s model, the market 
*alue of the share is equal to the current value of 
future dividends. It can be mathematically 
-presented as,

_ E(l-b)
P- Ke-br

Where,
- -- ■

P = Market price of the share

Ke = Cost of capital

E = Earnings per share

b = Retention ratio

br = Growth rate

r = Earnings rate.

Implications

1. When internal rate of return exceeds cost of 
capital (r > k), then price of the share 
increases and the dividend payout ratio 
decreases.

2. When internal rate of return is same as cost 
of capital then dividend policy is not 
influenced and price of the share remains 
constant.

3. When internal rate of return is less than cost 
of capital (r < k) it leads to increase in both, 
price of the share and also the dividend 
payout ratio.

Example

If earnings rate = 12%

Cost of capital = 8%

Value of share = Rs. 12 per share

If 60% is paid out as dividend.

Earnings per share = 0.12 x 12 = 1.44

b = retention ratio = 40%

K = 8%

Sot. :

E(l-b)
P~ K.-br
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1.44 (1-0.4)
= 0.08-(0.04x0.12)

0.864 = -------- = 27
0.032

The present value of share - ? 27.

Limitations of Gordon Model

1. This model is purely quantitative as it does 
not consider qualitative factors such as 
industry trends or trends in management 
strategy.

2. The Gordon growth model is highly sensitive 
to the inputs having an impact on growth rate.

3. If Gordon model is not used properly then it 
may generate misleading and irrational 
results. Due to the fact that value of dividends 
may becomes infinite when the growth rate 
converges on the discount rates.

4. This model is suitable only when growth rate 
is constant and if growth rate exceeds the 
required rate of return then Gordon model 
may not be suitable for the determination of 
value of dividends.

5.

6.

In Gordon model, calculations are based on 
the assumption that future dividends will grow 
at a constant rate forever.

This model is not suitable for rapidly growing 
industries which have less predictable 
dividend patterns.

5.2.2 Irrelevance Theory

5.2.2.1 MM Hypothesis

Q9. Explain briefly about Modigliani-Miller 
approach.

This theory states that dividend decision will 
not have any impact either on shareholder’s wealth 
or share prices, as it is not related to valuation of 
the firm.

According to this theory, investors dor : 
separate their dividends and capital gains. The main 
aim of investors is to yield more and more return 
their investment.

In case, the company has profitable 
investment opportunities, it will retain the eamina 
to finance them, otherwise distribute them.

The Modigliani - Miller Approach

The Modigliani-Miller theorem forms the bass 
for modem thinking on capital structure. The base 
theorem states that, in the absence of taxes 
bankruptcy costs, and asymmetric information, and 
in an efficient market, the value of a firm is unaffected 
by how that firm is financed. It does not matter it 
the firm’s capital is raised by issuing stock or sei-: 
debt. It does not matter what the firm’s dividend 
policy is. Therefore, the Modigliani-Miller theorem 
is also often called the capital structure irrelevamE 
principle.

They opine “under conditions of perfect 
capital markets, rational investors, absence of n 
discrimination between dividend income and capoi 
appreciation, given the firm’s investment polic. 3 
dividend policy may have no influence on tad 
market price of the shares.”

They argued that whatever increase n. 
shareholders wealth results form dividend paymeM 
will be exactly offset by the effect of raising additional 
capital. For instance if a company having investr -— I 
opportunities can distribute all its earnings amend 
the shareholders. Then it will raise the cap al 
required from outside. This will result in increasnd 
the number of shares, resulting in fall in the fur_x| 
earning per share. So, whatever a shareholder *.s  >| 
gained a result of increased dividends may J 

neutralized completely on account of fall in the vautl 
of shares due to decline in the expected earn .-pi 
per share.
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profits 
the ear-- 
hem.

-■esters 
ins. The 
lore ret_r

■ - sumptions of Modigilani - Miller Approach

M.M. hypothesis is based on the following 
isumptions :

Capital markets are perfect. The conditions 
are (a) investors behave rationally, (b) 
information is freely available to them and 
(c) there are no floatation and transaction 
costs.

There are either no taxes or there are no 
differences in the tax rates applicable to capital 
gains and dividends. 

retained earnings or by issue of new shares or both. 
The number of new shares to be issued can be 
determined by the following formula :

m x Pj = lj - ( X - nDJ

Where,

m number of new shares to be issued

Pl price at which new issue is to be 
made 

amount of investment required 

X net profit during the period

The firm has a fixed investment policy.

Risk or uncertainty does exist. Investors are 
able to forecast future prices and dividends 
with certainty.

nD} Total dividends paid during the 
period

Criticism of M.M. Hypothesis

1.

e,

ermination of market price of the share:

ice
nd
pollC, HE

e on

According to M.M. hypothesis, the market 
Le of a share in the beginning of the period is 

Lal to the present value of dividends paid at the 
I of the period plus the market price of the share 
ne end of the period. It is shown in the following 

tion :

Pq

M.M.hypotheses assumes that taxes do not 
exist, it is far from reality,. In practical.life not 
only the shareholders has to pay tax but there 
are different rates of tax for capital gains and 
dividends. Capital gains are subject to a lower 
rate of tax as compared to dividends. The 
cost of internal financing will, therefore be • 
cheaper as compared to cost of external 
financing. So, shareholders will favour a 
dividend policy with retention of earnings as 
against the payment of dividends on account 
of tax differential.

V

Po Present market price of a share
2.

cost of equity capital

Di Dividend to be received at the end 
of period one

Pl Market price of a share at the end 
of period one

Floatation costs : A firm has always to pay 
floatation costs in term of under writing fee 
and brokers commission whenever it wants 
to raise funds from outside. As a result of 
external financing is costlier than internal 
financing.

£

iputation of number of new shares to be 
led

3. Shareholders prefer current income than 
future income. M.M states that both are equal. »

According to M.M. hypothesis, the investment 
of a company can be financed either by

4. Dividends have informational content, it is not 
considered by M.M.

,1>

4 {245}
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PROBLEMS
1. The following information available in respect of the rate of return on investment (i 

capitalisation are (ke) and earnings per share (E) of Hypothetical Ltd.,

r = 12 percent

E = 20 percent

Determine the value of its shares, assuming the following.

S.No.
D/P Ratio

(1-b)

Retention 

Ratio (b) Ke (%)

(i) 10 90 20

(ii) 20 80 19

(Hi) 30 70 18

(iv) 40 60 17

(v) 50 50 16

(vi) 60 40 15

(vii) 70 30 14

Sat:

Gordon'sModel p = ———
k -br

i) D/P Ratio 10

Retention Ratio 90

Rs. 20(1-0.9)
P~ 0.20-0.108

Rs. 2
092 = Rs' 2174

ii) D/P Ratio 20

Retention ratio 80

br = 0.8 x 0.12 = 0.096

Rs. 20(1-0.8)
P = 019=0% ’ Rs' 42 55

iii) D/P Ratio 30

Retention ratio 70
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Vi D/P Ratio 40

Retention ratio 60

br = 0.6 x 0.12 = 0.72

D/P Ratio 50

Retention ratio 50

br = 0.5 x 0.12 = 0.060

100

D/P Ratio 60

Retention ratio 40

br = 0.4 x 0.12 = 0.048

117.65

D/P Ratio 70

Retention ratio 30

br = 0.3 x 0.12 = 0.036

134.62

Gordon thus, contents that the dividend 
;ion has a bearing on the market price of the

The market price of the share is favorable 
:ed with more dividends.

A company has total investment of Rs. 5 
lakhs assets and 50,000 outstanding 
equity shares of Rs. 10 each. It earn a
rate of 15% on its investment and has a 
policy of retaining 50% of the earnings. 
If the appropriate discount rate for the 
firm is 10% determine the price of its 
share using Gordon Model. What shall 
happen to the price, if the company has 
a payout of 80% and 20%.

According to Gordon’s model,

p TE(l-b)| . 
ke-br

Retention rate (b) = 0.50 or 0.20 or 0.80

Discount rate (ke) = 0.10

Rate of return (r) = 0.15

Earning per share (E) = Rs. 1.50 (0.15 x 10)

i) For 50% Payment

1.50(1-0.50) 
" 0.10-(0.50x0.15)

1.2’
- 07 - Rs 30

ii) For 20% Payment

1.50(1-0.20)
P ~ 0.10-(0.20x0.15)

1.2 
= — = Rs. 17.14

iii) For 80% Payment

1.50(1-0.80) 
. P = 0.10-(0.80x0.15)

0.3 
“ 0.02 “ Rs’ 15

3. A company earns Rs. 10 per share at an 
internal Rate of 15%. The firms policy 
of paying 40% earnings as dividends if 
the required Rate of Return 10%. 
Determine price of Share under 
Gordon’s model and waiters model.

Sot :

Gordon’s Model

Given Eps = Rs. 10

K = 10% (or) 0.10

IRR (r) =15% (or) 0.15
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Pay out Ratio = 40% 

b = Retention Ratio

= 1 - pay out Ratio

= 1-0.4

= 0.6

4 + 9
P° = 0.10

13
0.10 r

Po =
E(l-b) 
ke-br

10(1-0.6)
= 0.10-(0.6x0.15)

10(0.4)
= 0.10-(0.6x0.15)

4
~ 0.10-0.09

Walter's Model

Div = Dividend per share

Div+
p —

(Eps-Div)
1 0 ~

Ke

E

= 10x40%

= Rs. 4.
r = Internal Rate of Return = 0.15 

k = Cost of Capital =0.10

Eps = Earning per share 10

4 +

0.10

4+ 1.5(6)
0.10

4. The earnings per share of company is J 
8 and the rate of capitalisar: 
applicable is 10%. The company h 
before it an option of adoption.

1)
ii)

50%

75% and

100% dividend payout ratio.

Compute the market price of 
company’s quoted shares as per Wai 
model if it can earn a return of,

Hi)

ii)

iii)

Sot:

15%

10% and

5% on its retained earnings.

Rate of Return

When 50%, EPS = 8

8x50
D = 100 ~ 4

When Rate of Return 75% EPS = 8

When Rate of Return = 100% EPS

According to the Walter’s model,
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>any is m 
ilisa* tra
pan?
L

io.

of ths

Rate of

Return 50% 75% 100%

15%
4 + °^(8-4)

010 =100
0.10

, 0.15 ,Q
o.io L90

0.10

8 + °-—(8-8)
oio \80

0.10

10%
4 + £J°(8_4)

0.101 '=80
0.10

, °10/Q
0W =80

0.10

8 + °i12(8_8)
o.io1 \.8O

0.10

5%
4 + O°5(8-4)

010 '_60
0.10

, 0.05 ,Q
010 = 70

0.10

8 + 2:22(8-8)
0.101 =80

0.10

: Calculate Market price Walter’s model and comment,

r = 10%, K = 10% Eps = 100

Different pay out Ratio = 10%, 50 %, 80 %, 100%

r .■

Walter’s model

Div +
r> -

r
Je) [Eps - D/v)

( K,

Po = Market price per share 

Div = Dividend per share

r. = Rate of Return

Ke = Cost of capital

EPs = Earning per share

At 10% pay out Ratio

( r "l
Div +

P. ~

-- (E^-O/v)

k. <? 7
Ju

Po = Market price per share

Div = Dividend per share
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100

= Rs. 10

r = Internal Rate of Return 

k = Cost of capital

Eps = Earnings per share.

50 + 50 100
0.10 = 0.10

100
P°“ 0.10 ' i-

Po= 1000
iii) At 80% pay out Ratio

po =

lO + X^IOO-iO)

0.10

D 10 + (l)(90) 10 + 90
P0 - 0.10 “ 0.10

100
po = 0.10

f A
Div +

P- —
—^(Eps-Dlv)

Ke

Div = Dividend per share

Po = Rs. 1000

ii) At 50% pay out Ratio

Div+
p —

(Eps-Div)

0
Ke

Rate= Epsx------
100

Pq = Market price per share

Div = Dividend per share

80 + (l)(20)
0.10

= Epsx Rate
Too"

= Rs. 50

r = Internal Rate of Return 0.10

k = Cost of capital 0.10

Eps = Earnings per share.Rs.100

80 + 20
0.10

100
P° ~ 0.10

.-. Po = 1000
iv) At 100% pay out Ratio

Div +
P - '£ (Eps- Div)

Ke

Div = Dividend per share

50 + (l)(50)

0.10
Epsx Rate

Too”
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9. The Following date relating to a firm

Eps = Rs. 10

Ke = 10%

Retention Ratio = 40%

Calculate market Price under Gordon’s
Model if

(i) r = 15% (ii) r = 10% (iii) r = 8%

Sal:

(i) If r = 15%

EPS = Rs. 10

k = 0.10

r = 0.15

E(l-b)
P° " ke~br

10(1-0.40)
= 0.10-(0.40x0.15)

10(0.6) 6 _ ------ 1---- L--- _ ------ 150
0.10-0.06 0.04

(ii) If r = Rs. 10%

K = 0.10

Retention Ratio = 40%

9x0.10 = 5 + 5r

0.9 = lOr

0.9 
r = — xlOO = 9%

P _ £019
0 ~ Ke~br

' 100-0.4) 
po = 0.10-(0.4x0.10)

10(0.6)
0.10-0.04

6 
~ 0.06

= Rs. 100

iii) If r = 8%

E(\-b}
P~ ke-br

10(1-0.4) 
po = 0.10-(0.4x0.08)

10(0.6) 
~ 0.10-0.032

6
“ 0.068

6
" P° = 0.068

= Rs. 88.24, 

10. An engineering company has a cost 
equity capital of at 15%. The curn 
market price per share Rs. 30. Assui 
the new investment Rs. 9,00,0' 
earnings Rs. 5,00,000 total dividend I 
3,00,000 no of shares 1,00,000 existi 
shares. Show that under m. 
assumption the payment of divide 
does not effect the value of the firm i 
of new shares 30,000.

Sal:
*

When dividends are not declared

Rahul Publications

M.Com


- V FINANCIAL MANAGEMENT

1

Calculation of market price per share (PJ

Pj = Po( 1+ K) - Div

Pj = 30 (1+ 0.15) - 0

Pj = 30 ( 1.15) - 0

Pi = 34.5

2:

Calculation of new no.of shares (m) = 30,000 shares

3 :

Calculation of value of the firm (v)

n.Div+(n+in)Pl-mPl 
V= 0^)

10,00,000(0) + (30,000 +1,00,00)34.5-30,000(34.5)

1.15

0+1,30,000(34.5) - 30,000(34.5)
V “ 1.15

44,85,000-10,35,000
V “ 1.15

34,50,000
V = ...-...-—

1.15

34,50,000
V = —-y-— = Rs. 30,00,000

1 dividends are declared i.e DIV = Rs. 3

1 : Calculation of market price per share (P^)

Px = P0(l+K) - Div

Px = 30 (1+0.15) -3

Pi = 30 (1.15) -3

Pj = 34.5 - 3

= 31.5

2 : Calculation of No. of new shares (m) = 30,000 shares.

3 : Calculation of value of the firm (V)
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V
(1 + *)

Rs. 100,000(3) + (30,000 + 100,000)31.5-30,000(3 1.5) .

7?.s'.3OO,OOO + (130,000)3 1.5 - 945000
1.15

7?s.4395000 - 945000
1.15

/?.s.3450000
----- 1 = Rs. 30,00,000

11. The following information is available in respect of a firm.

Earnings per Share (EPS) ? 40

Capitalisation rate (KO or Ke) 10 per cent

Assumed rate of return on investment (r) (a) 13 per cent; (b) 10 per cent; (c) 8 f

Your are required, to show the effect of dividend payment on the market price p 
using Walter’s model, when dividend payout ratio is (a) 0 percent (b) 25 percent 
percent (d) 50 percent (e) 75 percent (f) 100 percent.

Sad :

D+ -(Eps-Dividend)
Walter Model =------- -------------- —-------

ke

Dividend Policy : Value of Share Price

r>K0

13 > 10%

r = K

10 = 10%

r<K0

8 < 10%
a) When DPR 0%

>0+°’-(?40 -?0) 
P _ o.iov ’ ?0 + —(?40-?0) p . 0.10v ’ ?0 + —-(?40-?0) p . 0.10v

0.10 0.10 0.10
= ? 520 = ? 400 = ? 320

b) When DPR 25%

0+ °--(?40-?10)
p_ 0.10v 7 0 + -™(?40-?10) n 0.10V ’

o+°-08(?40 -no) 
P= °-lok ml

0.10 0.10 0.10
= ? 490 = ? 400 = ? 340
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When DPR 37.5%

15 + -—(?40-?15)P 0.10v ’ 15 + ——(?40-?15) p 0.10k >
15+°'0B(?40 -?15) 

p 0.10V 7
p ’ 0.10

= ’475

0.10

= ? 400

0.10. ,

= ? 350

When DPR 50%

20 + --— (?40-?20) p 0.10v ’ 20 + —-(?40 -?20) r . 0.10v ’ 20 +—(?40 -?20) p 0.10v 7
0,10

= ? 460

0.10

= ? 400

0.10

= ? 360

When DPR 75%

30 + —-(?40 -?30) p 0.10v ’ 30 + -—(?40 -?30) r . 0.10v 7 30 + —(?40 -?30) p 0.10v 7
0.10 ■

= ? 430

0.10

= ? 400

0.10

= ? 380

When DPR 100%

40+°-1J(?40 -?40) 
p . 0.10V ’

40 + -°—(?40-?40) 
p 0.10v 7 40 + —— (?40 -?40) p 0.10v 7

0.10

= ? 400

0.10

= ? 400

0.10

= ? 400

12. From the following information of Sai co. Ltd., Calculate company share value

Earnings per Share (EPS) ? 10

Cost of Capital =10 per cent

Rate of return on investment (r) 16 per cent (b) 15 per cent (c) 14 per cent

Particular i ii iii iv V vi

Dividend Payment Ratio (1-b) 10 20 30 40 50 80

Retention Ratio 90 80 70 60 50 20

Walter Model =

D + -r (Eps - Dividend) 
ke_______________

ke
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Dividend Policy : Value of Sai Co. Ltd. Share

r>K0 r = K r<K0

i) D/PRatio 10%

(Retention ratio 90%)

? 10(1-0.9) ? 10(1-0.9)

I

? 10(1-0.9)
P “0.15-(0.9x0.16)

= ? 166.67

P “ 0.15-(0.9x0.15)

= ? 66.67

P 0.15-(0.9x0.14)

= ? 41.67

ii) DP Ratio 10%

(Retention 80%)

? 10(1-0.8) ? 10(1-0.8) ? 10(1-0.8)
P ~0.15-(0.8x0.16)

= ? 90.91

P _ 0.15-(0.8x0.15)

= ? 66.67

P _ 0.15-(0.8x0.14)

= ? 52.63

iii) DP Ratio 30%

(Retention 70%)

? 10(1 -0.70) ? 10(1-0.70) ? 10(1-0.70)
P 0.15-(0.7x0.16)

= ? 78.95

P ~ 0.15-(0.7x0.15)

= ? 66.67

P 0.15-(0.7x0.14)

= ? 57.69

iv) DP Ratio 40%

(Retention 60%)

? 10(1-0.60) ? 10(1 -0.60) ? 10(1-0.60)
P “ 0.15-(0.6x0.16)

= ? 74.07

P “0.15-(0.6x15)

= ? 66.07

P “ 0.15-(0.6x0.14)

= ? 60.61

v) D/PRatio 50%

(Retention ratio 50%)

? 10(1-0.50) ? 10(1-0.5) ? 10(1-0.5)
P 0.15-(0.5x0.16)

= ? 71.4

P _0.15-(0.5x0.15)

= ? 66.67

P ~ 0.15-(0.5x0.14)

= ? 62.50

vi) DP Ratio 80%

(Retention 20%)

? 10(1-0.20) ? 10(1-0.2) ? 10(1-0.2)
P 0.15-(0.2x0.16)

= ? 67.80

P ~ 0.15-(0.2x0.15)

= ? 66.67

P “ 0.15-(0.2x0.14)

= ? 65.57
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3 From the following information, compute market price of the company share as per 
Walter’s Model, if it can earn a return of (i) 20; (ii) 15 and (iii) 10 per cent on its 
investments

Earnings per Share (EPS) ? 10

Dividends payout Ratios rare (a); (b) 50 (c) 75; (d) 100 per cent

The Company’s capitalisation is 15 per cent

Walter Model =

D + -r (Eps - Dividend) 
ke_______________

ke

Dividend Policy and Value of Share as per Walter Model

r>K0 r = K0 r<K0

a) DPR 25%

? 2.5+ -°--(n 0-2.5) 
p 0.15V ’

? 2.5+°--(n 0-2.5) 
P . 0.15v ’ ?2.5 + —-(nO-2.5) p 0.15' ’

0.15 0.15 0.15 •

= ? 83.33 = ? 66.67 = ? 50

b) DPR 50%

?5 + -°—(?10-5)
P . 0.15' ’

?5 + --15(?10 5) 
P 0.15V ’

?5+°^0-(?10-5)
P 0.15V ’

0.15 0.15 0.15

= ? 77.78 = ? 66.67 = ? 55.66

c) DPR 75%

?7.5+ °-'2 (?10 7.5) 
P _ 0.15V ’

?7.5 + °-15(?10-7.5)
P 0.15' ’

? 7.5 + --°(?10-7.5) 
P 0.15v ’

0.15 0.15 0.15

= ? 72.2 = ? 66.67 = ? 61.11

d) DPR 100%

?ib+°'2(?io io)
p ... 0.15V ’

?10 + —’^-(nO-lO)
o 0.15

?io+OJO(no io)
P . 0.15v ’

0.15 0.15 0.15

= ? 66.67 = ? 66.67 = ? 66.67
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14. The following information is available in respect of a firm :

Earnings per Share (EPS) ? 20

Rate of Capitalisation ? 10%

Calculate the market price of the company’s quoted shares under Walter’s Model i
Dividend Pay-out Ratio is 0, 25%, 50%, 75% and 100%, if it can earn a return of 

a) 15% b) 10% and c) 5%

SaC:

D + — (Eps - Dividend)
Walter Model =------- -----------------------

Market Price ? Share

r>K0 r=K0 r<K0

a) DP Ratio 0
■ ,

0 + —15 (20-0) 
P_ 0.10k ' 0 + -—(20-0) p 0.10v ’ 0 + -—(20-0) p . 0.10K ’

0.10 0.10 0.10
= ? 300 = ? 200 = ? 100

b) DP Ratio 25%

5 + —’1— (20 —5) 
p . 0.10 V 7 5 + -—(20-5) p . 0.10k ’

c 0.055 +----- (20-5)p ... 0.10V ’
0.10 0.10 0.10

= ? 275 = ? 200 = ? 125

c) DP Ratio 50%

10+ --(20-10) p _ 0.10V '
10+°—(20-10) 

p . 0.10v ’ 10+ -—(20-10) p . 0.10v ’
0.10 0.10 0.10

= ? 250 = ? 200 = ? 150
d) DP Ratio 75%

15 + ——(20-15) p_ 0.10V ’
15 + -°—(20-15) 

p . 0.10k >
15 + P^(20-15) 

p _ 0.10V ’
0.10 0.10 0.10

= ? 225 = ? 200 = ? 175

15. Agile Ltd., belongs to risk class of which appropriate capitalisation rate is 10% 
currently has 100000 shares selling at Rs. 100 each. The firm is contemplat 
declaration of a dividend of Rs. 6 per share at the end of the current fiscal year wh 
has just began. Answer the following questions based on Modigliani and Miller mo 
and assumption of no taxes,
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lei if 
of

(i) What will be the price of the shares at the end of the year if a dividend is not 
declared?

(ii) What will be the price if dividend is declared?

(iii) Assuming that the firm pays dividend, has net income of Rs. 10 lakhs and makes 
new investments of Rs. 20 lakhs during the period, how many new shaves must be 
issued ?

Sd:

MM valuation model is as follows,

p
0 1+ P

Where,

Po = Current market price per share = Rs. 100.

P = Capitalisation rate = 10%.

Dj = Dividend to be declared at the and of the year. 

Pj = Market price per share at the end of the year.

Price per share at the end of the year if dividend is not declared,

Po = 100

P= 10%

Dt = 0

_ (° + pi)
••100~ (1 + 0.10)

=> Pj = Rs. 100

Price per share at the end of the year if dividend of Rs. 6 is declared.

Where,

Po = 100, P = 10%, Dj = 6

» 10%. h 
mplatinc 
•ar whicr 
ler mode

100 =
(6 + PJ

(1 + 0.10)

Pj = Rs. 104.
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(iii) Retained earnings = Net income - Dividend paid

= Rs. 10 lakhs - Rs. 6 lakhs = Rs. 4 lakhs

New investment is Rs. 20 lakhs

Funds required will be (Rs. 20 - Rs. 4) = Rs. 16 lakhs

Price per share as above Rs. 104.

Number of new shares to be issued =

16. X Ltd., had 50,000 equity shares of Rs. 10 each outstanding on January 1. The share 
currently being quoted at par in the market. The company now intends to pay a divide 
of Rs. 2 per whose appropriate capitalisation rate is 15% Using M.M. model and assum 
capitalisation rate is 15%. Using M.M. Model and assuming no taxes, ascertain 
price of the company’s share as it is likely to prevail at the end of the year,

i) When dividend is declared and

ii) When no dividend is declared.

Also find out the number of new equity shares that the company must issue to meet 
investment needs of Rs. 2 lakhs, assuming a net income of Rs. 1,10,000 and a 
assuming that the dividend is paid.

Sat:

i) Price of the share when dividends are paid,

=> Rs. 10 = Rs.
1.15

=> Rs. 11.5 = Rs. 2 + Pj

.-. Pj = Rs. 9.5

Price of the share when dividends are not paid,

.-. Pj = Rs. 11.5

Number of new equity shares to be issued,

[-(E-nDJ

2,00,000 - (1,10,000 -1,00,000) 
9.5
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17. Ajay financial service Ltd., has a capital of Rs. 10. Lakhs in equity share of Rs. 100 
each. The share are currently quoted at per. The company proposed to declare a dividend 
of Rs. 10 per share at the end of current financial year. The capitalisation rate for the 
risk clause to which the company belongs is 12% what will be the market price of the 
share at the end of the year, if

(i) A dividend is not declared?

(ii) A dividend is declared?

(iii) Assuming that the company pay the dividend and has net profit of Rs. 6 lakhs and 
maker new investment of Rs. 10 lakhs deeming the period, how many new share 
must be issued? Use the MM model.

According to MM model

i) If Dividend is not declared

100 =
10 + Pj Pj

1 + 0.12 ~ 1.12

=> Pj = Rs. 112

ii) If Dividend is declared

100 =
10 + Pj

1 + 0.12
10+ P,

1.12

112= 10 + Pj

Pt = 112 - 10

= 112

iii) In the Case when Dividend is Rs. 10

Total Earnings

Less : Dividend

Retained Earning

Total Fund Required

Fresh Funds to be Raised

5,00,000

1,00,000

4,00,000

10,00,000

6,00,000

Market price of the share when dividend declared is Rs. 102

Number of shares =
6,00,000

102
= 5882.35

The firm should issue 5882.35 shares @ Rs. 102.
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Exercise Problems
1. A company earns ? 6 per share having capitalisation rate of 10 per cent and has a re:__ 

investment at the rate of 20 per cent. According to Walter’s model, what should be the price 
share at 30 per cent dividend pay-out ratio? Is this the optimum pay-out ratio as per Walter ~ □

[Ans: P = ? 102]

2. The earning per share of company are ? 12 and the rate of capitalization applicable to the come 
is 10%. The productivity of earning (r) is 10%. Compute the market value of Company r 
payout ratio is (a) 25% (b) 50% (c) 75%.

[Ans: If dividend Payout is 25% - ? 120; If dividend Payout is 50% - ? 120; If divid 
Payout is 75% - ? 120]

3. G limited has invested ? 500 lakhs in assets. There are 50 lakhs shares outstanding. The par u 
per share is ? 10. It earns a rate of 15% on its investment and has a policy of retaining 5C 5 
earnings. If the appropriate discount rate of the company is 10%. what is the price of its sial 
using the Gordon’s model? What will happen to the price of the share if the company has a pa 
of 80% or 20%?

[Ans: If dividend Payout is 50 % - ? 30; If dividend Payout is 80 % - ?17.14; if divide 
Payout is 20 % - ? (-)15]

4. The MNC Ltd.’s available information is:

K = 15%.E = ? 30

(1) r =14%, (2) r =15%, and (3) r =16%

You are required to calculate market price of a share of the MNC Ltd. As per Gordon mode ft

(1) b = 40%, (2) b = 60%. and (3) b = 80%

[Ans: Market price of stock:

When b = 40% r = 14% ? 191.49, r= 15% ? 200, r = 16% ? 209.30

When b = 60% r =14% ? 181.82, r= 15% ? 200, r = 16% ? 222.22

When b = 80% r= 14% ? 157.89, r= 15% ? 200, r= 16% ? 272.73]

5. The overall cost of capital of a company is 10%. It has currently 2,500 outstanding shares selling dfl 
? 100 each. The firm is contemplating the declaration t>f dividends of ? 5 per share at the end of rJ 
current financial year. It experts to have a net income of ? 2,50,000 and has a proposal for makJ 
new investments of ? 5,00,000. Show that under MM assumptions, the payment of dividend d oej 
not affect the value of. the firm.

[Ans: Value of the firm when dividends are paid - ? 2,500,000: Value of the firm whet 
dividends are not paid - ? 2,500,000]
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Short Question and Answers
1. Define Dividend Policy.
Atta :

The term dividend policy refers to the policy 
:onceming quantum of profit to be distributed as 
cividend. The “concept of dividend policies implies 
•'.at companies through their Board of Directors 

evolve a pattern of dividend payment which has a 
rearing on future action.

Definition

According to Weston and Brigham, 
Dividend policy determines the division of earnings 

between payments to shareholders ana retained 
earnings”.

The management should develop a dividend 
zolicy which divides net earnings into dividends and 
retained earnings in an optimum way so as to 
achieve the objective of wealth maximization for 
shareholders.

The management of an enterprise has an 
mportant financial decision to decide about the 
disposition of income left after meeting all business 
expenses. Generally, of the total business profits, a 
portion is retained for reinvestment in the business 
and rest is distributed to shareholders as dividend. 
The important issue is to decide the portion of profit 
to declare for dividend pay out and for retaining in 
business. The percentage is decided after considering 
the factors such as market price of the shares the 
trend in earnings, the tax position and the 
profitability use of funds.

2. Explain different forms of dividends.

(a) Cash Dividend

A cash dividend is a usual method of paying 
dividends. Payment of dividend in cash results 
in outflow of funds and reduces the 
company’s net worth, though the 
shareholders get an opportunity to invest the 
cash in any manner they desire. This is why 
the ordinary shareholders prefer to receive 

dividends in cash. But the firm must have 
adequate liquid resources at its disposal or 
provide for such resources so that its liquidity 
position is not adversely affected on account 
of cash dividends.

(b) Scrip or Bond Dividend

A scrip dividend promises to pay the 
shareholders at a future specific date. In case 
a company does not have sufficient funds to 
pay dividends in cash, it may issue notes or 
bonds for amounts due to the shareholders. 
The objective of scrip dividend is to postpone 
the immediate Payment of cash. A scrip 
dividend bears interest and is accepted as a 
collateral security.

(c) Property Dividend

Property dividends are paid in the form of 
some assets other than cash. They are 
distributed under exceptional circumstances 
and are not popular in India.

(d) Stock Dividend

Stock dividend means the issue of bonus 
shares to the existing shareholders. If a 
company does not have liquid resources it is 
better to declare stock dividend. Stock 
dividend amounts to capitalisation of earnings 
and distribution of profits among the existing 
shareholders without affecting the cash 
position of the firm. This has been discussed 
in detail under “Bonus Issue”.

3. Define Bonus Issue?

A*t&  :

A company can pay bonus to its shareholders 
either in cash or in the form of shares. Many a times, 
a company is not in a position to pay bonus in cash 
inspite of sufficient profits because of unsatisfactory 
cash position or because of its adverse effects on 
the working capital of the company. In such cases, 
if the company so desires and the articles of 
associatipn of the company provide, it can pay 
bonus to its shareholder in the form of shares by 
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making partly paid shares as fully paid or by the 
issue of fully paid bonus shares.

The dictionary meaning of bonus shares is : 
‘a premium or gift, usually of stock, by a corporation 
to shareholders’ or “an extra dividend paid to 
shareholders in a joint stock company from surplus 
profit.” However, in legal context the meaning is 
not the same. A bonus share is neither dividend 
nor a gift.

Issue of bonus shares in lieu of dividend is 
not allowed as according to Section 205 of the 
Companies Act, 1956, no dividend can be paid 
except in cash. It cannot be termed as a gift also 
because it only represents the past sacrifice of the 
shareholders.

4. Objectives of bonus issue.

1) To bring the amount of issued and paid up 
capital in line with the capital employed so as 
to depict more realistic earning capacity of 
the company.

2) To bring down the abnormally high rate of 
dividend on its capital so as to avoid labour 
problems such as demand for higher wages 
and to restrict the entry of new entrepreneurs 
due to the attraction of abnormal profits.

3) To Pay bonus to the shareholders of the 
company without affecting its liquidity and 
the earning capacity of the company.

4) To make the nominal value and the market 
value of the shares of the company 
comparable.

5) To correct the balance sheet so as to give a 
realistic view of the capital structure of the 
company.

5. Walter’s Model.

: *

Walter’s model believes that dividends are 
relevant because dividends influence the value of 
the firm. According to Walter, firm cannot be isolated 
from its dividend policy because they are associated 
with each other.

The Walter’s model is supported by important 
statements like there exists a relationship between 

internal rate of return (r) and cost of capital (k) 
influence an optimum dividend policy of a fn 
When internal rate of return is more than the a 
of capital (r > k) then firm must preserve its earn 
and when internal rate of return is less than cos 
capital fr < k) then firm must distribute its eami 
to shareholders as dividends. In the situation . .*■  
r > k, the optimum pay out will be zero which resd 
in increase in the value of the shares. And .
r < k, the firm distributes all its earnings aa 
optimum pay out will be 100%.

6. Gordon Model.

/&T4- :

Gordon’s model was developed by Mys 
Gordon. This model believes that dividencs 3 
relevant and dividend decision has an impac 
firm value. Gardon supports Walter’s mode 
analysis of relationship between dividend polio, a 
valuation of firm. Gordon’s model is bases 

. following assumptions,

1. It is assumed that firm is an all-equity 
and all investments are financed throjjj 
retained earnings.

2. It is assumed that firm has a perpetual 
and there are no corporate taxes.

3. The cost of capital is constant and more rai 
the growth rate.

4. The internal rate of return remains constartl

5. Firm decides a retention ratio and it remaai 
constant.

7. Limitations of Gordon Model.

1. This model is purely quantitative as it cad
not consider qualitative factors such a) 
industry trends or trends in manager.;-: 
strategy. j

2. The Gordon growth model is highly sensknJ 
to the inputs having an impact on growth raae

3. If Gordon model is not used properly ther. 1 
may generate misleading and irraticrj 
results. Due to the fact that value of divider 3 
may becomes infinite when the growth raJ 
converges on the discount rates.

Rahul Publications

M.Com


.NIT - V FINANCIAL MANAGEMENT

This model is suitable only when growth rate 
is constant and if growth rate exceeds the 
required rate of return then Gordon model 
may not be suitable for the determination of 
value of dividends.

In Gordon model, calculations are based on 
the assumption that future dividends will grow 
at a constant rate forever.

5 This model is not suitable for rapidly growing 
industries which have less predictable 
dividend patterns.

8. Assumptions of Modigilani - Miller 
Approach

M.M. hypothesis is based on the following 
assumptions :

1. Capital markets are perfect. The conditions 
are (a) investors behave rationally, (b) 
information is freely available to them and 
(c) there are no floatation and transaction 
costs.

2. There are either no taxes or there are no 
differences in the tax rates applicable to capital 
gains and dividends.

3. The firm has a fixed investment policy.

4. Risk or uncertainty does exist. Investors are 
able to forecast future prices and dividends 
with certainty.■

9. Criticism of M.M. Hypothesis.

1. M.M.hypotheses assumes that taxes do not
exist, it is far from reality,. In practical life not 
only the shareholders has to pay tax but there 
are different rates of tax for capital gains and 
dividends. Capital gains are subject to a lower 
rate of tax as compared to dividends. The 
cost of internal financing will, therefore be 
cheaper as compared to cost of external 
financing. So, shareholders will favour a 

dividend policy with retention of earnings as 
against the payment of dividends on account 
of tax differential.

2. Floatation costs : A firm has always to pay 
floatation costs in term of Under writing fee 
and brokers commission whenever it wants 
to raise funds from outside. As a result of 
external financing is costlier than internal 
financing.

3. Shareholders prefer current income than 
future income. M.M states that both are equal.

4. Dividends have informational content, it is not 
considered by M.M.
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Choose the Correct AnsoJer
1. A

(a)

(c)

is a payment of additional shares to share holder in liev of cash. [a]
Stock dividend

Extra dividend
(b) Stock split

(d) Regular di vident
2. occurs when here is an increase in the number of shares outstanding by reducing the

parvalue of stock. [a]

(a) Stock split (b) Stock dividend
(c) Extra Stock (d) None

3. is the expected cash dividend paid to shareholders normally. [ d ]
(a) Stock split (b) Stock dividend

(c) Extra dividend . (d) Regular dividend
4. is a non recurring dividend paid to share holders in addition to the regular dividend.

r r 1

(a) Split stock (b) Stock dividend

(c) Extra dividend (d) Regular dividend
5. The repurchase of stock is considered decision rather than decision [a]

(a) An investment, a sinancing (b) A sinancing, an investing

(c) An investment, a dividend (d) A dividend, a sinancing
6. is the proportion of earning that are paid to common Share - holders in the form of case

dividend. [d]

(a) Retention rate (b) 1 plus retention rate

(c) Growth rate (d) Dividend pay out ratio
7. is a payment of additional shares to share holders in cash. [dj

(a) Stock split (b) Stock dividend

(c) Extra dividend (d) Regular dividend
8. and cam/ a fixed rate of intrest are to be paid off irrespective of firsm revenue

(a) Debentuses, Dividends (b) Debentures, bonds
[bj

(c) Dividends, Bonds (d) Equtly, Tresury Notes
9. Credit Dolicv of everv company is largely infli meed hu and [b]

• [a) Liquidity, accountallity (b) Liquidity, profitallity

(c) Liablity, profitallity (d) Liablity, Liquidity
10. In MM model MM stands for. r h [ C j

(a) M khan and Madigillan (b) Miller and Mkhan

(c) Modigilans and Mkhan (d) Miller and Modigliani
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Fill in the blanks
1. ________ is considered D dis advantage of stock owner ship.

2. ________ is cost incurred in issuance of shares, debentuses, normally include fined components.

3. ________ is the Min of long term debtand equity.

4. The net effect of a stock purchase is________

5. The repurchase of stock________ the earning pershase and_________the mark price of stock.

6. The purpose of reverse stock split is to________

7. The stock split has________ effect on the firm’s capital structure.

8. The purpose of stock split is________of the stock by Lowering the Market price.

9. Modigliani and miller suggested by the firm’s dividend policy due to________

10. ------------ is the set of guidelines a company uses to decide how much of its earning it will pay out
to shareholders.

Answers

1. Capital loss

2. Flotation cost

3. Capital structure

4. Similar to a cash dividend

5. Increases, Increase

6. Increase the price of stock

7. No

8. Enhancetrading activity

9. The clientele effect

10. Dividend policy

Rahul Publications



Rahul Publications

Table : Present Value Interest Factor (PVIF)

Year 1% 2% 3% 4% 5% 6 % 7% ' <S % 9 % 10%
1 0.990 0.980 0.971 0.926 0.952 0.943 0.935 0.926 0.917 0.909
2 0.980 0.961 0.943 0.925 0.907 0.890 0.873 0.857 0.842 0.826
3 0.971 0.942 0.915 0.889 0.864 0.840 0.8.16 0.794 0.772 0.751.
4 0.961 0.961 0.924 0.888 0.855 0.823 0.792 0.735 0.708 0.683
5 0.651 0.906 0.863 0.822 0.784 0.747 0.713 0.681 0.650 0.621
6 0.942 ‘Q.888 , 0.837 0.790 0.746 0.705 : 0.666 0.630 0596 . 05<M :
7 0.933 0.871 0.813 0.760 •0.711 - 0.665 0.623 7 058377 0547 0513-
8 0.923 0.853 0.789 0.731 ' 0.677 0.627 0582 - 0540

•• \ V-•<'4 •• '.'f
0502

9 0-914 0.837 0.766 0.703 0.645 0592 . 0544 7 0500 ’ 0.460 042< ■■
10 0.905 ' 0.82 - 0.744 0.676 ' . 0.614 7 .0558 0508 0.463 0.422 . : 0386
11 0.896 o.scw 0.722 0.650 0585 0527 6.475 0.429 0388 0350
12 0.887 0.789 0.701 0.625 0557 0.497 0.444 0.397 0356 0.319
13 0.879 0.773 0.681 0.601 0530 0.469 0.415 0.368 0326 0.290
14 0.870 0.758 0.661 0577 0505 0.442 0.388 0.340 0299 0263
15 0.861 0.743 0.642 0555 0.481 0.417 0362 0315 0275 0.239
16 0.853 0.728 0.623 0534 7 0.458 : 0394' : 0.339 '7- 0.292 " 0.252 -<7'-;'7EfflI
17 0.844 0.714 0.605 . 0513 0.436 0371 0317 . 0.270 0.231 0.198

. 18 0.836 0.700 .0587 0.494 0.416 0350 0.296 . 0250 0.212 0.180
19 0.823 0.686 0570 0.475 : .0.396 0331. J 0.227 :-77 0.232 0.194 0.164
20 0.820 0.673 0554 0.456 0.377 0312 . 0258 7; 02’5 0.178 - 0.149
21 0.811 0.660 ' 0538 ,0.439 0.359 0.294 0.242 0.199 . O-l<54 0335
22 0.803 0.647 0.522 0.422 .. 0.342 0278 0226 0.184 0.150 0.123
23 0.795 0.634 0507 0.406 0326 0.262 0211 0.170 0.138 0.112
24 0.788 0.622 0492 0.390 0310 0247 0.197 0.158 0.126* 0.102
25 0.780 0.610 0.478 0375 0295 0233 0.184 0.146 0.116 0.092
30 0.742 0552 0.412 , 0308 0231 0.174 -0.131 0.099 - ” 0.075
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Table : Present Value Interest Factor (PVIF)

Year 11% 12% 1.3% - 14% i : 15% 16% 17% 18% 19% 20%
1 0.901 0.893 0.885 0.877 0.870 0.862 0.855 0.847. 0.840 0.833
2 0.812 0.797 0.783 0.769 0.756 0.743 0/731 0.718 0.706 0.694
3 0.731 0.712 0.693 0.675 0.658 0.641 0.624 0.609 0593 0579
4 0.656 0.636 0.613 0592 0.572 0552 0.534 0516 0.499 0.4S2

... 5 . 0593 0.567 0.543 0519 0.497 0-476 0.456 0.437 0.419 0.402
■' 6 0535 0.507 0.480 ' ' 0.456 . ' 0.432 0.410 0.390 0.370 0.352 0.335

7 0.482 0.452 0.425 . 0.400 0.376 0.354 0.333 0314 ' 0.296 0279
: 0.434 0.40-1 0.376 2% 0 351 0-327 0.305 0.2S5 . 0.266 • 0-249 0233

■ 9 ; ■ ' ■ 0391 0.361 0.333 0.308 0.284 0263 ' 0243 0.225. 0.209 0.194
10 / 0352 0.322 0.295 ' ■ 0270 .0^47 • 0227 • % 0208 0.191 0.176 0.162
11 0317 0287 0261 0.237 0.215 0.195 0.178 0.162 0.148 0.135
12 0.286 0257 0.231 0.208 0.187 0.168 0.152 0.137 0.124 0.112
13 0258 0229 0.204 0.182 0.163 0.145 0.130 0.116 0.104 0.093 '
14 0232 0205 0.181 0.160 0.141 0.125 0.111 0.099 0.088 0.07S
15 0209 0.183 0.160 0.140 0.123 0.108 0.095 0.0S4 0.074 0.065
1<> 0.188 0.163 0.141 . < 0.123 : . 0.107 0.093 0.081 0.071 0.062 0.054
17 0.170 0.146 0.125 0.108 f ■ 0.093 0.080 0-069 0.060 % 0-052 0.045
IS>'» '■ - :
19
20

0.153 • 0.130
% 0.138 0.116

0.121 < 0.104

Ain.
, ’ ' '0.098

0.087%

■ 0.095 0.081
0083 0070
0.073 WKl

0069
0.060
0.051

0059 . %
0.051
0.043

0.051
0.043

■ 0-037 2

0.044
0.037
0.031

0.038
0.031
0.026

21 0.112 0.093 0.077 0.064 0.053 0.044 0.037 0 031 0.026 022
22 0.101 0.083 0.068 0.056 0.046 0.038 0.032 0.026 0.022 0.C18
23 0.091 0.074 0.060 0.049 0.040 0.033 0.027 0.022 0.018 0.015
24 0.074 0..059 0.047 0.038 ■ 0.030 0.024 0.020 0.016 0.013 0.010
25 0.074 0.059 0«7 0.038 0.030 0.024 0.020 0.016 0.013 ., 0.010
30 0.044 0.033 0.026 2...: 0.020 0.015 0.012 0.009 0.007 0.035 0004
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i_____________________
[Max. Marks: 80

Part

FACULTY OF COMMERCE
M.Com. I(CBCS) - Semester Examination 

Model Paper -1
FINANCIAL MANAGEMENT

Time :■ 3 Hours ]

Note: Answer all the questions from Part - A and Part - B. Each question carries 4 marks in
- A an 12 marks in Part - B.

1.

2.

3.

PART ■ A (5 x 4 = 20)

[Short Answer Type]
Reasons for time value of money.

Advantages of NPV.

From the following information, find out economic order quantity.

Annual Usage, 10,000 units

Cost of placing and receiving one order Rs. 50.

Cost of materials per unit Rs. 25

Annual Carrying cost of one unit : 10% of inventory value. 

What is Cost of Capital ?

Define Dividend Policy.

(Unit -I, SQA.10)

(Unit - III, Prob. 16)

(Unit-IV, SQA.1)

(Unit-V, SQA.1)

PART - B (5 x 12 = 60) 

[Essay Answer Type]
swer all the questions by using internal choice in not exceeding 4 pages each, 

'fine Financial Management. Explain the Evolution of

A Management.
OR

. your earlier decision?

' profit maximi-zation and wealth maximization.

-tment of ? 11,11,111 and is expected 

T3,333, ? 4,44,444, ? 5,55,555, .

five years. The risk free cost
X

~ing 1RR method.

do you evaluate

(Unit-1, Q.No.1,2.

(Unit-I, Q.No.lO)

(Unit-II, Prob.22)
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(b) A project requires a internal investment of ?50,000 accepted to generate

?10,000, 12,000, 15,000, 20,000, 18,000 as cash flows before tax @40%

it is further estimated that accepting the project requires ?11,600 additional 

working capital calculate PBP and ARR, if the project is having a scrap value» 

of ?10,000 at the end of the year. (Unit-II, Prob.8)

8. (a) A proforma cost sheet of a company provides the following particulars :
Particulars Amount per unit

(Rs.)

Raw materials cost

Director labour cost

Overheads cost

Total cost

Profit

Selling Price

100.00

37.50

75.00

212.50

37.50

250.00

The company keeps raw material in stock, on average for one month; 
work-in-progress, on an average for one week; and finished goods in stock, 
on an average for two weeks. The credit allowed by suppliers is three weeks 
and company allows four weeks credit to its debtors. The lag in payment of 
wages is one week and lag in payment of overhead expenses in two weeks.
The company sells one-fifth of the output against cash and maintains 
cash-in-hand and at bank put together at Rs. 37,500.
Required : Prepare a statement showing estimate of Working Capital 
needed to finance an activity level of 1,30,000 units of production. Assume 
that production is carried on evenly throughout the year, wages and 
overheads accrue similarly and a time period of 4 weeks is equivalent to a 
month. Work-in-progress stock is 80% complete in all respects.

(Unit-III, Prob.1) 

OR
(b) What are the Objectives of Accounts Receivable Management?

(Unit - III, Q.No.25)

9. (a) From the following capital structure of a company, calculate the overall cost
of capital using
(i) Book value weights, and (ii) Market value weights

Source Book value (?) Market value (?)

Equity share capital (?10 shares) 45,000 90,000

Retained earnings 15,000 Nil

Preference share capital 10,000 10,000

Debentures 30,000 30,000

*
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The after tax cost of different source of finance is as follows: Equity share 

capital 14%, Retained earnings 13%, preference capital 10%, Debentures 5%
(Unit - IV, Prob.7) 

OR

(b) What do you understand by Net Operating Income (NOI) Approach? ?
(Unit-IV, Q.No.26)

10. (a) What are the Factors Influencing Dividend Policy? (Unit-V, Q.No.3)

OR
(b) The earnings per share of company is Rs. 8 and the rate of 

capitalisation applicable is 10%. The company has before it 
an option of adoption.
i) 50%

ii) 75% and

iii) 100% dividend payout ratio.

Compute the market price of the company’s quoted shares as per Walter’s model if it can earn
a return of,

i) 15%

ii) 10% and

iii) 5% on its retained earnings. (Unit-V, Prob.4)

272
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FACULTY OF COMMERCE

2.No.26)

Q.No.3)

M.Com. I(CBCS) - Semester Examination 
Model Paper-II

FINANCIAL MANAGEMENT
Time : 3 Hours ]_______________________________________________________________________________________ [Max, Marks: 80

Note: Answer all the questions from Part - A and Part - B. Each question carries 4 marks in Part
- A an 12 marks in Part - B.

PART - A (5 x 4 = 20) 

[Short Answer Type]
1. Govind makes a deposit of ? 10,000 in a bank which pays 8%

interest compounded annually for 8 years. You are required to find

an earn

Prob.4)

Note: Answer all the questions by using internal choice in not exceeding 4 pages each.

out the amount to be received by him after 8 years. (Unit-I, Prob.1)

2. What is Decision Tree Analysis? (Unit-II.SQA.11)

3. Objectives of Inventory Management. (Unit-III, SQA.12)

4. What is marginal cost of capital? (Unit-IV, SQA.5)

5. Limitations of Gordon Model. (Unit-V, SQA.7h

PART - B (5 x 12 = 60)
[Essay Answer Type]

6. (a) Explain various approaches in Financial Decisions. (Unit-I, Q.No.8)

OR

(b) (i) Explain the Rationale of Time Preference for Money. (Unit-I, Q.No.16)

(ii) What do you understand by Agency Problem?

7. (a) Define Net Present Value. Explain advantages and disadvantages
of NPV.

OR

(Unit-I, Q.No.11)

(Unit-II, Q.No.13)

(b) A Company has an investment opportunity costing Rs. 40,000 
with the following expected net cash flows after taxes before 
depreciation.

Year Net Cash Flow (Rs.)

1 7000

2 7000

3 7000

4 7000

Rahul Publications
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5 7000

6 8000

7 10000

8 15000

9 10000

10 4000

Using 10% as the cost of Capital, determine the following

a) Pay back period

b) Net Present Value

c) Profitability Index

d) Internal Rate of Return

8. (aj Explain the Tools and Techniques of Inventory Control.

OR
(b) From the following particulars prepare a monthly cash budget for 

the quarter ended 31s’ March 2004.

(Unit-II, Prob.20)

(Unit-III, Q.No.38)

(? in lakhs)

Month Sales Purchases Wages Expenses
Nov ‘03 300 L00 ZOO 040

Dec -03 6.00 2.00 2.00 0.40

Jan ‘04 4.00 3.00 2.20 0.50

Feb ‘04 5.00 2.00 2.20 0.50

March ‘04 6.00 1.00 2.40 0.50

Additional information:

> 10 per cent sales and purchases are on cash.

> Credit to debtors: one month on an average, 50% of debtor will make 

payment on the due date while the rest will make payment one month 

thereafter.

> Credit from creditors: 2 months.

> Wages to be paid twice in a month on the Is’ and 16"’ respectively.

> Expenses are generally paid within the month.

> Plant costing ? 1.00 lakh will be installed in February on payment of 

25% of the cost in addition to the installation cost of ? 5,000, balance 

to be paid in three equal installments from the following month.

> Opening cash balance is 2,00,000. (Unit - III, Prob.9)
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9. (a) International Ltd., has a capital structure (all equity) comparisons
Rs. 5,00,000 each share of Rs. 10. The firm wants to raise an 
additional Rs. 2,50,000 for expansion programme. The firm has 
four alternative financial plans I, II, III and IV. If the firm is able to 
earn an operating profit at Rs. 80,000 after additional investment 
and 50 per cent tax rate. Calculate EPS for all four alternatives 
and select the preferable financial plan. Financial plans

I. Raise the entire amount by issue of new equity capital.
II. Raise 50 per cent as equity capital and 50 per cent as 10 per cent 

debt capital.
III. Raise the entire amount as 12 per cent debentures.
IV. Raise 50 per cent equity capital and 50 per cent preference share 

capital at 10 percent.
OR

(b) A company issued 1000, 10% debentures of Rs. 100/- each these 
debentures will redeemable after 7 years. Corporate tax rate is 35% 

calculate cost of debt.
Under the following situation.
(1) If redeemable at par flotation cost is 5%
(2) If redeemable at premium of 5% with no flotation cost.
(3) If issued at discount at 10%,- flotation cost 2%, and redeemable at 

5% Premium.
(4) Issued at premium of 10%, flotation cost 2%, and the redeemable 

value is 10% premium.
10. (a) The following information is available in respect of a firm.

Earnings per Share (EPS) ? 40
Capitalisation rate (K0 or Ke) 10 per cent
Assumed rate of return on investment (r) (a) 13 per cent;

(b) 10 per cent; (c) 8 per cent.

Your are required, to show the effect of dividend payment on the 
market price per share using Walter’s model, when dividend payout 
ratio is (a) 0 percent (b) 25 percent (c) 37.5 percent (d) 50 percent
(e) 75 percent (f) 100 percent.

OR

(b) Explain briefly about Modigliani-Miller approach.

(Unit-IV, Prob.25)

(Unit-IV, Prob.3)

(Unit-V, Prob.11)

(Unit-V, Q.No.9)
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FACULTY OF COMMERCE
M.Com. I(CBCS) - Semester Examination 

Model Paper-III
FINANCIAL MANAGEMENT

Time : 3 Hours ] [Max. Marks: 80

Note: Answer all the questions from Part - A and Part - B. Each question carries 4 marks in Part
- A an 12 marks in Part - B.

PART - A (5 x 4 = 20)

[Short Answer Type]
1. Limitations of profit maximization. (Unit-!, SQA.6)

2. Define Profitability Index. How is it calculated? (Unit-II, SQA.6)

3. Importance of Receivable Management. (Unit-III, SQA.9)

4. EBIT- EPS Analysis. (Unit - IV, SQA.8)

5. Explain different forms of dividends.

PART - B (5 x 12 = 60) 

[Essay Answer Type]

(Unit-V, SQA.2)

Note;; Answer all the questions by using internal choice in not exceeding 4 pages each.

6. (a) What do you understand by Organization of Finance Function ?

OR

(Unit-!, Q.No.6)

(b) (i) What are the Goals of Financial Management? (Unit-I, Q.No.9)

7.

A deposit of Rs. 10,000 is made in a bank for a period of 1 year. 

The bank offers two options: (i) to receive interest at 12% p.a. 

compounded monthly or (ii) to receive interest at 12.25% p.a. 

compounded half-yearly. Which option should be accepted ? 

In this case, the two options can be evaluated as follows: 

ABC & Co. has funds of Rs. 2,00,000 which expectedly are not 

required for next few years and hence can be deposited in a bank 

@ 15% interest payable annually. Alternatively, the funds can be 

used to install a new machine for the production of a new item. 

For this, the firm has two options before it: Machine 1 costing 

Rs. 1,80,000 which is expected to give annual cash inflows of 

Rs. 1,00,000, Rs. 1,20,000 and Rs. 40,000 respectively for next 

three years. Machine 2 costing Rs. 1,90,000 which is expected

(Unit-I, Prob.9)
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to give annual cash inflows of Rs. 1,00,000, Rs. 1,00,000 and 

Rs. 50,000 respectively for next three years. Present the decision

situation in a decision tree and evaluate the options. 
OR

(b) (i) Cash Flow Estimation

(ii) RADR

(Unit-II, Prob.29)

(Unit-ll, Q.No.7)

(Unit-II, Q.No.23) /

8. (a) A manufacturing firm using 12 different types materials has given

the following data,

Item Units Unit cost
(Rs.)

Item Unit Unit cost
(Rs.)

A 3,000 80 G 14,600 13.50

B 32,000 1 H 7,800 8

C 9,000 42 I 11,200 6.50

D 1,600 120 J 48,000 3

E 28,000 4 K 15,600 7.50

F 11,500 10 L 13,300 11.50

You are required to present an ABC plan and depict the same graphically.
(Unit-III, Prob. 18) '

OR

9.

(b) (i) Explain the factors determining the Working Capital requirements ?
(Unit - III, Q.No.5)

(ii) Discuss various motives of holding cash. (Unit-Ill, Q.No.13)

(a) (i) Calculate the operating leverage ratio for each of the four firms.

Particulars A B C D

Sales price per unit Rs. 20 Rs. 32 Rs. 50 Rs. 70

Variable cost per unit Rs. 6 Rs. 16 Rs. 20 ' Rs. 50

Fixed operating cost Rs. 80,000 Rs. 40,000 Rs. 200,000 -

For the purpose of perfect calculation use a base level of 5,000 units in each case.
(Unit - IV, Prob.8)

(ii) Define Cost of preference share capital (Unit-IV, Q.No.9)

OR

(b) The financial manager of a company has formulated various financial

plans to finance Rs. 30,00,000 required to implement various capital 

budgeting process. You are required to determine the indifference plan

- -•
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10.

for each financial plans assuming 55% corporate tax rate, Eighter 

equity capital of Rs. 30,00,000 (face value Rs. 100) OR Rs. 15,13,000, 

10% Debentures and Rs. 15,00,000 equity.

(a) Ajay financial service Ltd., has a capital of Rs. 10. Lakhs in equity 

share of Rs. 100 each. The share are currently quoted at per. The 

company proposed to declare a dividend of Rs. 10 per share at the 

end of current financial year. The capitalisation rate for the risk 

clause to which the company belongs is 12% what will be the market 

price of the share at the end of the year, if

(i) A dividend is not declared?

(ii) A dividend is declared?

(iii) Assuming that the company pay the dividend and has net profit of 

Rs. 6 lakhs and maker new investment of Rs. 10 lakhs deeming the 

period, how many new share must be issued? Use the MM model.

OR
(b) Explain briefly about Walter's Model.

(Unit-IV, Prob.29)

(Unit-V, Prob.17)

(Unit-V, Q.No.7)
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