MODULE 1
INTRODUCTION TO FINANCIAL MANAGEMENT

The term “finance” is understood as provision of the fund as and when
needed. it refers 1o the science that describes the management , creation, and

study of money, banking, credit, investments, assels, and liabilities.

Financial management may be defined as planning, organising, directing
and controlling the financial activities of an organisation. According to Guthman
and Dougal, financial management means, “the activity concerned with the
planning, raising, controlling and administering of funds used in the business.” It
is concerned with the procurement and utilisation of funds in the proper manner.
Financial activities deal with not only the procurement and utilisation of funds but
also with the assessing of needs for funds, raising required finance, capital

budgeting, distribution of surplus, financial controls, etc.

Ezra Solomon has described the nature of financial management as
follows: “Financial management is properly viewed as an integral part of overall
management rather than as a staff specially concerned with funds raising

operations.

In this broader view, the central issue of financial policy is the wise use of
funds and the central process involved is a rational matching of the advantage of

potential uses against the cost of alternative potential sources so as to achieve

the broad financial goals which an enterprise sets for itself.

Objectives of Financial Management



Financial management is one of the functional areas of husiness
Therefore, ils objectives must be consistent with the averall objectives of
business. The overall objective of financial management is to provide maxirmum

retum to the owners on their investment in the long- term

This is known as wealth maximisation. Maximisation of owners’ waalth
possible when the capital invested initially increases over a period of fime
Wealth maximisation means maximising the market value of investment in shares

of the company.
Wealth of shareholders = Number of shares held xMarket price per share.

In order to maximise wealth, financial management must achieve the

following specific objectives:

1. To ensure availability of sufficient funds at reasonable cost (liquidity).

2. To ensure effective utilisation of funds (financial control).

3. To ensu’ré safety of funds by creating reserves, reinvesting profits, etc.
(minimisation of risk).

4. To ensure adequate return on investment (profitability).

5. To genefate and build-up surplus for expansion and growth (growth).

6. To minimise cost of capital by developing a sound and economical
combination of corporate securities (economy).

7. To coordinate the activities of the finance department with the activities of

other departments of the firm (cooperation).

Profit Maximisation

Very often maximisation of profits is considered to be the main objective of

financial management. Profitability is an operational concept that signifies



economic efficiency. Some writers on finance believe that it leads fo efficient

“allocation of resources and optimum use of capital.

*

It is said that profit maximisation is a simple and straightforward objective.
It also ensures the survival and growth of a business firm. But modern authors on
financial management have criticised the goal of profit maximisation.

Objections against the Profit Maximisation Objectives

<
’

1. The concept is ambiguous - or vague. It is amenable to different
'interpret'atiOns e.g., long run "proﬁts, short run profits, volume of profits,

' rate of profit, etc. | B

2, It ignores the timing of returns. It is based on the assumptlon of bigger the
better and does not take into account t the time value of money.’ The value
of benefits received today and ,those' received a year later are not the
same. ' ERE It R AN

3. It lgnores the quallty of the expected benef' ts or the nsk involved in the "
prospective earnings stream The streams of benef ts may ‘have varying
degrees. of uncertainty. Two prOJects may have the same: total expected
earnings but if the earnings of one. ﬂuctuate Iess w;dely than those of the
other it will be less risky and more preferable More uncertaln or ﬂuctuatmg
the expected earnings, lower is their quality : ' '_

4. It does not consider the effect of dwldend pol:cy on the market pnce of the
share. The goal of profit maximisation implies maxnmlsmg earnings per
share which is not necessarily the same as ma><|m|smg market -price share.
According to Solomon, “to the extent payment of dlwdends can affect the

< market price of “the stock (or share), the maxrm|satron _of earnings per

share will not be a satisfactory objective by itself.”



5. Profit maximisation objeclive does nol {ake into - consideration the social
responsibilities of business. I‘l lgnores lhe.lnto‘qrcsls of workers, consumers,
government and the public in general. The exclusive attention on profit
maximisation n'lay .misg‘uide managers to the point where they may
endanger the survival of th_e.,‘firmw{by ignoring research, executive
development and other intahgi'bleinveﬁstmenfs‘

i
Wealth Maximisation

Prof. Ezra Solomon has advocated wealth maxnmlsatlon as the goal of
financial decision- makmg Wealth maxmsatlon ‘or net present  worth
maximisation is defi ned as follows: “The gross present worth of a course of
action is equal to the capltahsed value of the ﬂow of future expected beneﬁts
discounted (or as ‘capitalised) at a rate WhICh_- reﬂects their certainty or |
uncertainty. - R |

s

Wealth or net present worth is the differenee_'- bletwee'n’gross present worth
and the amount of capital investment required to achieve the benefits being
discussed. Any financial action which creates wealth or which has a net present
worth above zero is a desirable one and should be undertaken. |

Any financial action which does not meet this test should be rejected. If two
or more desirable courses of action are mutually exclusive (i.e., if only one can
be undertaken), then the decision should be to do that which creates the most
wealth or shows the greatest amount of net present worth. In short, the operating

objective for financial management is to maximise wealth or net present worth.”

Wealth maximisation is more operationally viable and valid criterion because of

the following reasons



1. ltis a precise and unambiguous concept. The wealth maximisation means
maximising the market value of shares.

2. It takes into account both the quantity and quality of the expected steam of

future benefits. Adjustments are made for risk (uncertainty of expected

returns) and timing (lime value of money) by discounting the cash flows,

As a decision criterion, wealth maximisation involves a comparison of

L
b

value of cost. It is a long-term strategy emphasising the use of resources
to yield economic values higher than joint values of inputs.

4. Wealth maximisation is not in conflict with the other motives like
maximisation of sales -or. market share It rather helps in the achievement
of these other objeotrves In fact achrevement of wealth maxrmrsatron also
maximises the achrevement of “the ™ other objectrves Therefore
maxrmlsatlon of wealth is _the operatrng objec:trve by ‘which t'nancnal :

% decrsrons should be gurded b e

The above descnptlon reveals that wealth maxrmlsatron is more useful if
objeotlve than prot‘ t maxrmrsatron lt vrews prof ts from the long -term perspectrve
- ._The true lndex of the value of a f rm |s the market pnce of rts shares as it reflects -
the mfluence of alt such factors as earnlngs per share trmrng of eamlngs nsk_ :

 involved, etc.

Thus the wealth maxrmlsatlon objectrve' rmplles that the objectlve offzf
ﬁnancral management should be to maxrmlse the market pnce of the companysi *:

shares rn the long-term It lS a true rndlcator of the companys progress and the

-y .

s‘tareholderswealth-a BT St e ag

Concepts of Financial Management : RS s
Regardless of whether you sell a product or servrce operate locally or
nationally or sell to consumers or other businesses, many basic financial



practices remain the same. During both slow and boom times, it's impaortant t4
maintain consistent accounting practices. Understanding key concepts Tor

managing your company's finances will help you minimize your expenses and
maximize your profits.

Keeping an Eye on the Cash

A goal of the cash management function is to make certain the business
enterprise always has the resources it needs to meet its financial obligations on
time. A cash deficit compared {o what the owner forecast can cause serious
harm to the company’s image and operations. For example, the company may
not be able to fill an important order because it cannot pay for the raw materials
needed to make the products.

Managing accounts receivable and accounts payable is part of effective
cash management. The business owner wants to make certain he is collecting all
the funds due the company - the accounts receivable — as quickly as he can.
Conversely, he seeks to stretch out the time he takes to pay bills from outside
vendors. In doing so, he doesn’'t want the company to get a reputation for paying
so slowly that his suppliers insist on strict terms such as payment upon delivery.

Accurate Financial Reporting

A business owner and his management team require timely and accurate
reports in order to make decisions and run the company effectively. The staff
members responsible for financial management must determine the key pieces
of information the owner and his team need for decision making. They then
design reports (o provide this information in a format that is most useful to the
managerment team.

The most significant metrics vary by the type of company. A hotel owner,

for example, keeps a close eye on occupancy — the percentage of rooms used. A



decline in occupancy comparéd to the same month in the previous year would
prompt investigation by the financial staff into whether this was due to unusual
circumstances such as bad weather or indicative of competitors taking business

away from the hotel.

Analyzing the Capital Structure
Startup companies often need to obfain outside capital from wealthy
individuals or venture capital firms in order to fund the company until it reaches
the breakeven point. As the company grows, it may néed additional infusions of
capital to fund expénsion. The financial management function determines the
best form of capital for the venture — debt, equity or a combination — how much is
required and when it is needed. Larger companies with stable cash flow can
borrow funds from financial institutions rather than having to give up an equity

share to investors in order to get the capital the company requires.

Planning and Forecasting\
The financial management aspect of planning involves accurately

forecasting the company’s revenues, expenses and resulting net profit. The
business owner uses the forecast — sometimes called a budget - as a tool to
manage the company. Significant negative variances to forecast indicate that the
business environment and his company’s performance in the marketplace were
not what he assumed they would be when he created his annual plan. Analyzing
these variances focuses his attention on changes he needs to make to his
strategies or operations to get the company back on course to reaching’its goals.

Scope of Financial Management
Financial managemenl helps a particular organisation to utilise their

finances most profitably. This is achieved via the followihg three conducts.



1. Investment decision - Investment decision depicts investing in a fixed
asset; it is also referred to as capital budgeting. Investment decisions can
be of either long-term or short-term basis.

= Long-term investment decisions allow committing funds towards
resources like fixed assets. Long-term investment decisions
determine the performance of a business and its ability to achieve
financial goals over time.

- Short-term investment decisions or working capital financing
decisions mean committing funds towards resources like current
assets. It occupies funds for a shorter period, including investments
in inventory, liquid cash, etc. Short Term investment decisions

directly affect the liquidity and performance of an organisation.

2. Financing decision - This scope of financial management indicates the
possible sources of raising finances from various resources. They are of 2
different types -

- Financial planning decisions attempt to estimate the sources and
possible application of accumulated funds. A proper financial
planning decision is crucial to ensure the availability of funds
whenever required.

- Capital structure decisions involve identifying various sources of
funds. It facilitates the selection of the best external sources for short
or long-term financial requirements.

3. Dividend decision - It involves decisions taken with regards to net profit
distribution. It is divided into two categories -
=» Dividend for the shareholders.

= Relained profits (usually depends on a particular company's
expansion and diversification plans).



Features of Financial Management
The unique charzclenstics of financial management offer two different

approaches o its functions.

1. Traditional approach -
Developad during the twentieth century, the traditional approach encourages the
:anagement only to secure financial assistance for that

tion. The utilisation of those funds was not on the cards.

sg of fnancal

o'

articular organisa
Finandial management is considered as corporate finance under this approach.

Traditional approach depicts that funding is required only for infrequent events

)

like liquidation, recrganisation, etc.
The following aspects were studied for the procurement of finance -

- [nstitutional sources of finance.
- The process of issuing financial instruments to collect funds.

- Legal and accounting relationship between businesses and sources of

finance.

a ™

Limitations of the traditional approach
The traditional approach of finance can be considered somewhat narrow

because of several reasons. Following are the primary drawbacks of this

approach.
- One-sided approach -Traditional approach givés more attention to the
system of procurement and the problems that might arise during that

scenario. It does not offer a system for efficient utilisation of procured

funds.



= More emphasis on large scale enterprises ~The primary fotcus of the
traditional approach is toward corporatle entities. Non-corporate entities,
i.e. partnership firms, remain outside its scope.

- Emphasis on sporadic events -Tradilional approach considers furyf
allocation as contingencies for sporadic incidents, ignoring everyday
financial problems that a business enterprise might face. Working capital
financing decisions arc also kept outside the scope of a traditional
approach. |

2. Modern approach- ;
The tradltronal approach became less effective in the changing business
envrronment of the late’ '505 A new approach was developed, keeping in mind a

broad analytlcal vrewpornt It mvolved both acquisition of funds and their optimum
2 uttlrsatlon A

The rmportance of fi nancral management in @ modern way considers both

S8 long and short-term fi nanmal shortcomlngs that an organisation might face. The

: modern approach also creates provrsmn for various sporadic events as well. The

g ;_.fpnmary components of thrs approach lnclude -

iR —) Fmanmal planmng

o _) perpetual functlonmg and proper capltal budgetmg evaluation,
—) Prowsmn to manage worklng cap|tal in an optrmal manner.
-) A broad scope and capab:lrty to measure a company S performance

' Thus the modem approach helps set a t‘ nancral standard for the success of the
busrness | | :

The above menhoned detalls about the scope of fi nancrat management

offer an msrght :nto the concept and the rmportant detalls that Commerce
students should be aware of to ace the exams -

Finance Function -



There are three ways of defining the finance function. Firsth
v -4

, The finance
function can simply be taken as the fask of providing funds needed by an
enterprise on favourable terms, keeping in view the objectives of thie firre,

This means that the finance function is solely concerned with the

acquisition (or procurement) of short- term and long-terrm funds However, in
recent years, the coverage of the term ‘finance function’ has been widened to

include the instruments institutions and practices through which funds zre

obtained. So the ﬁnance function covers the legal and accounting relationship
between a company and its source and uses of funds.

For example, in financial management we d:scuss debt-equity ratio

(determined by the government) as also varlous accountmg and legal aspects of
dividend pollcy

o

No doubt the basic functlon of the ﬁnance manager is one of determining
how funds can best be raised (i. e., at the m:mmum possnble cost). In other words,

the essence of the finance functlon IS keepmg the busmess supplied with enough
funds to fulfl its objectives: ' :

But such a definition lS too narrow and lS not of much practlcal use No
doubt, the ﬁnance functlon is much broader than mere procurement of short-term

and long—term funds so that a frm s working capital and fixed cap:tal needs can
- .
be met. :

Another extreme view ‘is that ﬁnance_ is concerned with cash. This

definition is much too broad and thus is not really meaningful.

The third view — based on a compromise between the two — is more
useful for practical purposes. This definition treats the finance function as the



procurement of funds and their effective utihization in business. The finance
manager takes all deasions thal relate o funds which can be obtained as also
the best way of financing an investment such as the installation of a new

machinery nside the factory-or office building.

The cost of the machinery may be financed by making a public issue of 8%
cumutative preference shares. At the same time, he has to consider whether the
additional retum (cash fiow) expected from the new machinery is sufficient to
cover the cost of capital in terms of interest to be paid over a period of time.

In this case, the finance dedision is based on an analysis of the alternative
sourcss and uses of funds. To start with the finance manager has to draw a plan
outlining the company's need for funds. Such a financial plan is based on

forecasts of financial needs of the company. Such forecasts are based on sales
forecasts.

In the next step. the finance fnanager has to raise necessary funds to meset
the company’s need for ﬁxed and working capital. Then, in the third step, he has
to put the acquired funds into effective uses.

The sequencéo'f_the-thr'ee-step prbcess is presented below:
1. Drawing a financial plan and forecasting ﬁnancialrne‘ecis
2. Raising necessary funds T i o ‘?—

3. Putting funds into proper use.

In a broad sense, the finance function covers the following' siX major
activities



1. Financial planning;

2. Forecasting cash inflows and outflows:

3. Raising funds:
4. Allocation of funds:

o. Effective use of funds: and
6. Financial control (budgetary and non-budgetary).

The last function is very important. Through financial control the finance manager
trles to bnng performance closer to the targets.

; 'Classifidation of Finance Function
Finance furiction ea:n:be cIasSiﬁed into two broad categorizss, viz.,
) Executive finance funéiion.-a_nd
i ”'(ii)' 1n_cidénta.[,ﬁhanée’fu_ﬁction, |

Whlle the former reqmres admlmstratlon skill in piannmg and execution,

the latter Iargely covers works of a routme nature, whzch are necessary to
mplement fi nancnal deClSIonS at the executlve level

(i) Six ExeCutive FUnc':tion"s, i |
Six basic executive finance functions are the following:

1. Determining asset-management policies



All finance funclions are concerned with the control of both cash flows and
non-cash assets. The reason is easy to find out. The finance managers must
know how much cash will be ‘'tied up’ in various kinds of non-cash (or non-liquid)

assets.

Without the information, it is not. possible to estimate and arrange for
necessary cash requnrements In fact, the formulation of sound and consistent
asset management policies is an mdlspensable prereqmsne to successful
financial management. |

2. Determining the allocation of net 'profi_ts |

This relates to retained earnings . (corporate savi'nge) and dividend policy.
Most companies have to achleve balance between two alternatives,’i.e., payment
of dividends and the retention of earnmgs for acqumng addmonal assets.

3. Estimating cash flow requi‘renient's"‘and' een_trel pf éuch flows

An important responsibility of the ﬁnance manager IS to ensure an :
adequate flow of cash as and when it IS needed Otherwise, the smooth
operation of a company may not be po_ssnbl_e.__ Smce cash flow originates from
sales and cash requirements are. closely rela_tedto sales volume, a‘dequate cash
can be provided at the proper time only a;ftélf‘fforecasting cash ‘needs\. |

4. Taking decision on needs and sources of new external finance

On thé basis of sales forecasts, the ﬁnancial’rhanagers will have to draw a
plan to borrow funds from external sources. 'Such‘ debt t:apital will add to the
firm’s own cash resources and thus |mprove its. ﬁnancual posmon ‘External capital
may be obtained by borrowing funds from commercnal banks.



The finance manager must be competent enotgh tey determine exactly

Al o Tl i 3 3 ' ' e 3150 10
when additional funds from exlernal sources will be needed. He (she) has also to

ey will be needed, how cconomically they can be raised (e, at

judge how long th

the lowest possible cost) and from which sources will they be repaid.

5. Carrying on negotiations with outside financiers

The finance manager has also to carry on negotiations with outsiders 1o be
g in required amounts and on
has to be established with
evoted for completing

quires more skillful

able to arrange for necessary external financin
time. For obtaining working capital, a line of credit
commercial banks. Again sufficient time has to be d
arrangements for long-term financing. Long-term financing re

negotiations than short-term financing.

6. Checking upon financial performance

It is also necessary for the finance manager to evaluate the wisdom and
efficiency of financial planning. Such evaluation is to be based on past
performance of the company. This will enable the finance manager to improve
the standards, techniques and procedures of financial planning and control which

are important aspects of the finance function.

Interrelationéhip .

L

It may be notéd that all the six functions are interrelated. This means that a
change in decision with respect to any one of the functions will call for a change

in decision relating to some or all other functions.

(ii) Incidental Function



The incidental finance functions include supervigion of cash inflows and

autfiows and maintaining cash balances and record keeping
Fundamental Principles of Financial Management

There are 3 basic principles in financial management: a) Cost Benefit
Principle - Decisions should be based on the result of analysis of total costs of a
resource and the benefit derived therefrom. b) Risk Return Principle — entails
avaluating the extent of the risk and the return derived. The greater the risk the
higher the required rate of retumn. ¢) Time Value for Money — states that the value
of an amount of money could be increased by investing it and earning interest on

the amount.

Financial Objectives of a Firm

1. Profit Maximization Objective

Profitability objective may be stated in terms of profits, return on
investment, or profit-to-sales ratios. According to this objective, all such actions
as increased income and cut down costs should be undertaken and those that
are likely to have adverse impact on profitability of the enterprise should be

avoided.

Advocates of the profit maximisation objective are of the view that this
objective is simple and has the inbuilt advantage of judging economic
performance of the enterprise. Further, it will direct the resources in those
channels that promise maximum returns. This, in turn, would help in optimal

utilisation of society’s economic resources.

Since the finance manager is responsible for the efficient utilisation of

capital, it is plausible to pursue profitability maximisation as the operational



standard to test the effectiveness of financial decisions. However, profit
maximisation objective suffers from several drawbacks rendering it as an

ineffective decisional criterion.
These drawbacks are

(i) It is vague

Ambiguity of the term profit, as used in thé prof t maximisation objective, is
its first weakness. It |s not clear in what sense the term prot‘ it has been used. It
may be total proﬁt before tax or after tax or profi tabrhty rate. Rate of profitability
may again be rn retatron to share capttal OWners funds, total caprtal employed or

sales.

Which of these 'vanants' ofﬁ prot” t should. the management pursue to
maximise so as to attarn the prot‘ t maxrmrsatron objectrve remains vague.

Furthermore the word proﬁt does not speak anything about short-term and
long-term profi ts Prot‘ ts ln the short run may. not be the same as those in the
long run. Afi m- can maxrmrse its short-term proﬁt by avordrng current
expenditure on malntenance of a machme ' '

But owing to this .'.negtlect; themachine \b:eing,put to use may no longer be
capable of operating 'a'fter some time with the result that the firm will have to
defray huge investment outlay to replace the _rnachine. Thus;_pr_oﬁt maximisation
suffers in the long run for the sake of maximising short-term profit. Obviously,
long-term consideration of profit cannot be neglected in favour of short-term

profit,

(ii) It ignores time value factor -



Profit maximisation objective fails to provide any idea regarding timing of
expected cash eamings. For instance, if there are two investment projects and
suppose one 18 hikely to produce streams of earnings of Rs, 90,000 in

sixth year
from now and the other ig

likely to produce annual benefits of Rs. 15,000 in each

of the ensuing six years, both the projects cannot be treated as eq

ually useful
although total benefits of both the projects are identical hecause cf
difference in value of benefi

years later,

ones

ts received today and those received a year or two

Choice of more worthy projects lies in the study of time value of future
inflows of cash earnings. The interests of the firm and its owners are affected by
the time value factor. Profit maximization objective does not take cognizance of

this vital factor and treats all benefits, irrespective of the timing, as equally
valuable.

(iii) It ignores risk factor

Another serious shortcoming of profit maximisation objective is that it

overlooks risk factors. Future earnings of different projects are related with risk of
varying degrees. Hence, different projects may have different values even though

their earning capacity is the same. A project with fluctuating eamings is
considered more risky than the one with certainty of earnings.

Naturally, an investor would provide less value to the former than to the
latter. Risk element of a project is also dependent on the financing mix of the

project. Project Iargély financed by way of debt is gene?ally more risky than the
one predominahtly financed by means of share capital.

In view of the above', the profit maximisation objective has been found
inappropriate and unsuitable as an operational objecti\fe of the firm. Suitable and
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= 4 -C (1.1
(1+K) (1+K) (1+ K)
=i A _c ~{12)
=1 (+K)
where W = net present worth.

4,4, - A, = the strezm of benefits expected 1o occur from 2 course of action over a period of time.
K = appropriate discount rate 10 measure risk and timing

C = initial outlay required to 2cquire the zsset.

The objective of wealth maximisation. as pointed out above, has the
advaniage of exaciness and unambiguity and takes care of time value and risk
factors. The wealth maximisation objective, when used as decisional criterion,

SErves as a very useful guideline in taking investment decisions. This is because
the concept of wealth is very clear.

It represents the value of the benefits minus the cost of the investment.
The concept of cash flow is more precise in connotation than that of accounting

profit. Thus, measuring benefits in terms of cash flows generated avoids
ambiguity.

The wealth maximisation objective considers time value of money. It
recognizes that cash benefits emerging from a project in different years are not
identical in value. This is why annual cash benefits of a project are discounted at
& discount rate to calculate the total value of these cash benefits.

Objective of Profit Maximization Pools

In view of globalisation of business, emergence of common currencies,

integration of financial markets and info-tech revolution, and convergence of

iformational, computational and recreational technologies, global markets have
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the interests of all its stekeholders. Translating this interest into -
t challenga for corporate financial management in

resity represents the greates

Agency Problem

Oemers of businesses are not always the ones responsible for running the

business  They appoint people who run the business on their behalf in their best

irterest and creale wealth, However, managers do not act in the interest of thelr



masters. They act in their own interests at the expense of their owners. it is a
very common problem and it can be observed in almost every organization
irespective of the fact that whether it is a church. club. company or any
government institution. It is a conflict of interest taking place tha{ takes place
when people who are interested in responsibilities misuse their authority and
power for personal benefits. It can be resolved only if the organizations are
willing to resolve it.

Types of Agency Problems

Every organization has its own set of long-term and shoﬁ-term goals and
objectives that it wishes to achieve in a predetermined period of time. In this

context, it must also be noted that the goals of the management‘may not
necessarily align with that of the stockholders.

The management of an organization‘may have goals that are most likely
derived with the motive of maximizing their personal benefits while on the other
hand, the stockholders of an organization are most likely interested in their
wealth maximization. This contrast between the goals and objectives of the
management and stockholders of an organization may often become a basis for
agency problems..Precisely speéking there are three types.



Types

- Stockholders vs Management — Large companies may have a huge
number of equity holders. It is always crucial for an organization to
separate the management from ownership since there is no reason for
them to form a part of management. Segregating ownership from
management has endless advantages as it does not have any implications
upon the regular business operations and the company will hire
professionals for managing the key operations of the same. But hiring
outsiders may become troublesome for stakeholders. The managers hired
may take unjust decisions and might even misuse the shareholders’
money and this can be a reason for the conflict of interests between the
two and hence, agency problems. ;

~— Stockholders v/s Creditors — the stockholders might pick up risky
projects for making more profits and this increased risk might elevate the
required ROR on the comhany's debt and hence, the overall value of the
pending debts might fall. If the project sinks, the bondholders will

supposedly have to participate in losses and this can result in agency
problems with the stockholders and the creditors.



Stockholders vis other Sizkeholders — The dlarstoiders of 3 currpany
may have 2 cotficd of rieresis with other glarehoiders lre orstorers
erpioyest, so0ety, 2nd communilies. For exampe, the emgioyses rght
be zukrg for 2 hire In ter szizries whoch d reedisd by Ce slgefoicers
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\ ters zre probebiities of agency probiens 0 tzke
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Solutions to Agency Problems
iTe zoErcy probers ersing between the slockhoiders and Te
menzgeren of $e company can be resolved by means of ofznng stock
paEcrz0es OF ComTTiEESSon ot deosions {2ken by the mznagement 2nd ther
ouicomes on the sharshoiders. The companies c2n Iy 1o resolve thesz probiems
=t c2n exist between s siockhoders and mznsgement/ oreditors/ ofhes
sizeshoiders (2mployzss, cusiomers, socety, communty, &ic) by means of
iaki.'_ng insfising mezswes fike fough sozening mechamisms, ofiering of
ncentves $or good periormance and behavior and livewese penalizing for poor
perommznce zd bad behevior, 2nd 50 on. However, i is not possbis for 20
orgznization 1o g2t compisisly hezied fom agency problems since the costs
zesocisisd have the izndancy (o outweigh the iotal outcomes sooner or tater

Emerging role of finance manager in India

refiechng the emerging sconomic and financial environment n the
postdiberzizztion erz2, the rolef job of financial managers in India has becoms
miore imporiznt, compiex and demanding. The kay challenges are, intem in the

g
e T
ZIe2s spECE

1. finanaz) structre,
2. foreign exchange management

3. Ueasury operations,



4. investor communication,
5. management control and
6. investment planning.

The main elements of the changed economic and financial environment, inter

alia, are the followin'g:

=> Considerable relaxatlon in mdustnal Ilcensmg framework in terms of the
modifications in the Industries Development (Regulations) Act;

-> Abolition of the Monopolies and Restrlct:ve and Trade Practices Act and its
replacement by the Competmon Act; '

- Repeal of Forelgn Exchange Regulalien:Ac‘t‘(FERA)"and enactment of a

" liberalized Foreign Exchange Management Act (FEMA);

= Abolition of Capital Issues (Control) Act and the setting-up of the Securities
and Exchange Board of India (SEBI) under the SEBI. Act for the regulation
and development of the securities market and the prbtection of investors; -

- Enactment! of ‘:the Insurance Regulatory and Development Authority
(IRDA) Act and the setting-up - of the IRDA for the regulation of the
insurance "sector and "the consequent dismantling of the monopoly of UC
and GIiC and its subS|d|anes :

- Emergence of the capltal market at the center-stage of the financing
system and the dlsappearance of the erstwhile development/public
financial/term lending ~institutions from the Indian financial scene;

- Emergence of a’ highly articulate and. sophisticated money market;’

- Globalization,. converﬁbility of rupee, iiberalized foreign resentments in
India, Indian foreign investment abroad:

- Market-determined interest rate, emergence of highly innovative financial
instruments;

= Grovih of mutual funds; credit rating, other financial services;



- [igorous prudential, credit risk management framework for banks and
financial instifutions,

- focess 10 Eurc-issues, Amesican Depository Receipts (ADRs);

- Privatization/disinvesiment of public sector undertzkings.



MODULE 2
- TIME VALUE OF MONEY

Ttrne value of money is the common description for the general rule that
cash in and today is worth more than the same amount of cash in the future. The
concept of the time value of money is used for investment decisions. The
principle of the time value of money signifies that, since money has time value,
every financial decision must be made on the basns of PV or dtscounted value of

cash flow Return from mvestment prcposal

Time value of money is a wndely used concept in the literature of fi nance.
Fmanmal decision mode!s based on fi nance theories basmally deal with the
max:mlzatlon of. the economlc Welfare of shareholders The concept of time value
of money contrlbutes to this aspect to a greater extent The need for the concept

/ -

of the time value of money could be stated as below:

lnvestment Dec:smn

lnvestment demsmn is concerned with the allocation of capital |nto-
long-term investment prOJects. The cash flow from Iong—term investment occurs at
different point times in the future. They are not comparable to each other and
against the cost of the project spent at present. To make them comparable, the

‘future cash flows are discounted back to present value:

The concept of time value of money is useful to securities investors. They
use valuation models while making investments in securities such as stocks and
bonds. These security valuation models consider the time value of cash flows

from securities.



Financing DéciSion
Fmanctng decnsnons are concerned Wl'[h deS|gn1ng the optlmum cap:tal
structure’ and ratslng funds’ from the least cost sources: The concept of the time
value of money is equally used in t' nancmg decnsnons especnally when we deal
,.w1th companng the cost of dtfferent sources of fi nancmg The effective rate of
mterest of each source of financing is calculated based on the time value of
{j"money concept Slmltarly in leasing versus buylng decnsnons we calculate the
o present value of the cost of leasmg and the cost of buying. The present value of
'the cost of two alternatwes is compared against each other to decide on an _

‘,_appl_"_opnate source of financing.

Compound Interest

Compound_ing is a process of growing. If you're familiar with the “snowball
effect,” you atfeady know how something can build upon itself. Compound
interest is interest earned on money that was previously earmned as interest. This
cycle leads to increasing interest and account balances at an increasing rate,

sometimes known as exponential growth.

Advantage of Compound Interest

There are ways that you can make sure that compounding works out in
your favor. Save early and often: When growing your savings, time is your
friend. The longer you can leave your money untouched, the greater it can grow,
because compound interest grows exponentially over time. If you deposit $100 a

month at 5% interest (compounded monthly) for 5 years, you'll have saved



$6.000 in deposits, and earned $800.61 ‘in interest.'Even if you never made
another deposit after that time, after 20 years your account would have earned an

additional $7,573.87 in'interest—more than your |n|t|al $6 000 in deposns thanks
to compoundmg | ' |

Check the APY To compare bank products such as sawngs accounts and
CDs, look at the annual " percentage yleld (APY) 1t takes compoundmg into
account and provrdes a true annual rate. Fortunately it's easy to f nd because

banks typlcally pub'tcrze the APY srnce |ts hlgher than the mterest rate You 5%

should try. to- get decent rates on. your savmgs but lts probably not worth'.,' %
switching banks for an extra 0.10% unless you have an e*dremely Iarge account :

balance.

Pay off debts quickly and pay extra when youcan:I"Pay'ing' the minimum
on your credit cards“w)il[.cost you. dearly because you'll bar'ely‘mal\{e a dent in the
interest chargesand your balance could actually grov«). If you'have student loans,
avoid capitaliz_ing_.interes't charges (adding unpaid interest charges to the balance
total) and at’least pay'the inter_est as it accrues so you don’t get a nasty surprise
after graduation. Even if you're not required to pay, you'll do yourself a favor by
minimizing your lifetime interest costs. '. - ‘

Keep borrowing rates low: In addition to affecting your monthly payment,
the interest rates on your loans determine how quickly your debt grows, and the
time it takes to pay it off. It's difficult to contend with double-digit rates, which most
credit cards have. See if it makes sense to consolidate debts and lower your
interest rates while you pay off debt; it could speed up the process and save you

money.

Compound Interest Formula



We uze the following formula fo calculate compound interest:

A=P(1+[r/n])2nt

A: The amount you'll end up with
P: Your initial deposit, known as the principal
r: the annual interest rate, written in decimal format

n: the number of compounding periods per year (for example, monthly IS
12 and weekly is 52)

t: the amount of time (in years) that your money compounds

The doubling time is the period of time required for a quantity to double in
size or value. It is applied to population growth, inflation and resource extraction,
consumption of goods, compound interest, the volume of rﬁalignant tumors, and
many other things that tend to grow over time. When the relative growth rate is
constant, The quantity undergoes exponential growth and has a constant

doubling time or period which can be calculated directly from the growth rate,

The Doubling Time formula is used in F.inance to calculate the length of time
required to double an investment or money in an interest—be_aring account:

log(2)

Doubling Time = s

r=ruale of return

It is important to note that r in the doubling time formula is the rate per

period If one wishes to calculate the amount of {ime 1o double their money in a



g

money market account that isﬁCompounded monthly, then r needs to express trie
monthly rate and not the annual rate: The monthly rate can be found by dividing
the annual rate of 12. With this situation, the doubling time formula will give the
number of months it takes to double the money and not years.

In addltron to expressrng r as the monthly rate if the account is

compounded monthly one could also use the effectlve annual rate, or

annual percentage yreld r |n the doublrng trme formula
Contlnuous Compoundmg | f{".___: i

Contmuous compoundlng rs the mathematlcal lsmrt that compound |nterest,
can reach |f |ts calculated and rernvested |nto an account‘s balance over. a‘.'.'j‘
: ,theoretlcally tnt' n:te number of penods Whrle thrs 1s not possrble rn practrce the- "
concept of contrnuously compounded mterest |s nmportant rn f nance It |s an
extreme case of compoundlng as most mterest rs compounded on a monthly,
'quarterly, or semrannual basrs " ' e

LN
--/'_tv .-V/"ar-,t'\ o

Formula and Calculatlon of Continuous Compounding

lnstead of calculatrng interest on a finite number of periods, such as yearly
or monthly, contrnuous compoundlng calculates interest assuming constant
compounding over an infi nrte number of periods. The formula- for compound
mterest over finite periods. of trme takes mto account four variables:

-> PV = the present value of the investment
-> i = the stated interest rate
=> n = the number of compounding periods

-> t = the time in years



The formula for continuous compounding is derived from the formula for the
future value of an interest- -bearing investment:

Future Value (FV) = PV x [1 + (i / m)}®@x»

Calculating the limit of this formula as n approaches infinity (per- the

definition of continuous compounding) results in the formula for- continuously
compounded interest: |

FV =PV x e xt) where e is the mathematical oonstantapproximated as 2.7183.
Effective'rntere"st kaie '(Eln)- ' ‘ , s P
The eﬁectlve rate of lnterest is the equrvalent annual rate of interest Wthh '
is compounded annual[y Further the compoundrng must happen more than once' .
every year." - TR e SRR R
Banks also oharge assorted fees on their loans such as admrnlstratwe and'
processing fees whrch they add to the oumulatwe mterest oharged on Ioans

This no doubt mcreases the total amount people have: to repay. as the
interest. Due to these extra captured costs and the mentroned compoundmg, EIR

is always greater than the nominal APR for any debt provrded compoundmg
occurs more than once a year.

Effective Interest Rate Formula

Effective Interest Rate = (1 + i/n)'— 1
where,



Az

- i = Stated Rate of Interest

=> n = Number of Compounding Periods Per Year |

Present value of a smgle cash flow

Present value of a smgle cash ﬂow refers to how l’ﬁUCh a smgle cash ﬂow ln
the. future wrll be worth today The present value 1s calculated by drscountmg the
future cash ﬂow for the grven trme penod at a specrﬁed drscount_ rate

o 'FV qure value of money

o r-Annual lnterest rate |
e o Nurnber efyears

m = Number of p-erm_ds based cn ccmpoundmg' frequency

Future value of a single cash flow

Future 'value of a single cash flow refers to how much a single cash flow

today would grow over a period of time if put in an investment that pays
compound interest,

The formula for calculating future value is:



FV = PV (1 + ;%)mr

Where:

PV = Money invested today

r= Annual interest rate |

T = Number of Years ;

m= NumBer of peﬁod.s based on ﬁﬁrﬁpdﬁnﬂihg frequency
Present and Future Value of Annui{ies 2

An annuity is a seriés of equal payments made at équal time intervals, with

compounding or discounting taking place at thé time of each payment. Each
annuity payment is called a rent. There are several types of annuities, out of

which in an ordinary annuity each rent is paid or received at the end of each
period.

Future Value of Annuity of ¥ 1

If you Qpéﬂ a savings account that compounds interest each month, and at
the end of each month you deposit 100 in the savings account, your deposits are
the rents of an annuity. After ¥ 1 year, you will have 12 deposits of 100 each, and
a total of 1200, but the account will have more than 1200 in it because each
deposit earns interest. If the interest rate is 6 percent a year, compounded
monthly, your balance is ¥ 1233.56. The future value of an annuity or amount of
annuity is the sum accumulated in the future from all the rents paid and the

interest earned by the rents. The abbreviation FV is used for the future value of



an annuity to differentiate it from the lower case fv used for the future value of 7 1.
To obtain a table of future values of annuities, we assume payments of 1 each
period made into a fund that earns 8 percent interest compounded each period.
The following diagram illustrates an annuity of four payments of T 1, each paid at

the end of each period, with interest of 8 percent compounded each period.

Notice that there are four rents and four periods, each rent is paid at the
end of each period. At the end of the first period, ¥ 1 is deposited and earns
interest for three penods The next rent earns mterest for two penods and so on.
The amount at the end of the fourth period can be determlned by calculating the -

future value of each lndtvldual % 1 deposrt as follows

Future value of ’<' 1 at 8% for 3 penods i’ 1 25971

Future value of % 1 at 8% for 2 penods ’x’ 1 16640 |
Future value of % 1 at 8% for1 penod % 1 08000 Y T
The fourth rent of g 1 earns no mterest = % 1 (1000 _

The formula for the future value of an annurty of 1 can be used to produoe tables

for a variety of penods and tnterest rates R R
= (A1)

Present Value of Annutty of ? 1 |
The present value of an annunty is the sum that must be lnvested today at

compound interest in order to obtaln penodlc rents over some future time. Notice

that we use the abbrevialion PV for. the present value of an annuity, as

differentiated from the lower case pv for the present value of X 1. By using the



present value of ¥ 1, we can obtain a table for the present value of an ordinary

annuity of X 1.

With each rent available at the end of each period, when compounding
takes place, the number of rents is the same as the number of periods. By
discounting each future event to the present, we find- the present value of the

entire annuity.

Present value of ¥ 1 discounted for 1 p'eriod at 8% = 'z’ 0.é2593
Present value of ¥ 1 discounted for 2 periods at 8% = 20.85734
Present value of T 1 discounted for 3 perrods at 8% = ¥ 0.79383 .
Present value of X 1. drscounted for 4 periods at 8% = ? 0. 73503
Present value of annurty of 4 rents at 8% = ¥ 3.31213

/

The first rent is worth more than others because rt is recerved earlrer Table on the
present value of annuities may be used to solve problems i thrs regard The

formula used to construct the table is: e —

palos
(i)

E)\f =

Present Value of a Growing Annuity

The present value of a growing annuity formula calculates the present day
value of a series of future periodic payments that ‘grow at a proportionate rate. A

growing annuity may sometimes be referred to as an increasing annuity,

The present value of a growing annuity formula relies on the concept of
time value of money. The premise to this concept is that a specific quantity of
money is worth more today than at a future time.



Like all financial formulas that involve a rate, it is important to correlate -
the rate per period to the number of periods in the present value of a growing

annuity formula. If the payments are monthly, then the rate would need to be
the monthly rate.

The present value of a growing annuity is the sum of future cash flows.
For a growing annuity, each cash flow increases at a certain rate. The formula
for the present value of a growing annuity can be written as

i Pll+g) P(1 +g)*!
PV == = + .. e }
3 L+r  (L4+r) +_(1+r)"‘~

This formula is the general formula for summing the dlscounted future

cash ﬂows along with usmg 1 + g to factor in that each future cash flow will
increase at a specific rate. ' |

‘This present value of a growmg annuity formula can then be rewntten as

. : = i 2 P 1+ gy
_ Y e (1 P ier il

P 1+9\° I P l+g)h_i
A4+ \1+r) " () \T+r) o

This would be considered a geometric series where (14g)l(1+r) is the

common ratio. By using the geometric series formula, the present value of a
growing annuity will be shown as

.u . ’r 1,._] L]
l+¢ l-r(ln)
) | ]
1 1+

This formula can be simplified by multiplying it by (1+r)/(1+r), which is to

multiply it by 1. This cancels out many of these throughout the formula,



which leaves

f) _ P (ll.”_)”

14r

(L4+r)=(1+9)

In the denominator, (1+r) - (1+g) will return r-g. At this point, P and r-g can

be factored out, which will lead to the present value of a growing annuity.

Future Value 6f a Growing Annuity

The future value of a growiné annuity can be calculated by working out
each individual c'ash ﬁc’)w by (a) growing the initial cash flow at g; (b) finding future
value of each cash flow at the interest rate r-and (c) then summing up all the
component future valués.

The future value of a growing annuity can also be calculated by growing

the present value of the growing annuity at the interest rate r for n periods. This
can be expressed mathematically as follows:

Ve, =PV, X (141)

Where FVGA is the future value of growing annuity, PVGA is the present

value of growing annuity, r is the periodic discount rate and n is the number of
cash flows.

Perpetuities

Perpetuity in the financial system is a situation where a stream of cash flow

payments continues indefinitely or is an annuity that has no end. In valuation



analysis, perpetuities are used to find the present value of a company’s future
projected cash flow stream and the company’s terminal value. Essentially, a
perpetuity is a series of cash flows that keep paying out forever.

Although the tot/al value of a perpetuity is infinite, it comes with a limited
present value. The present value of an infinite stream of cash ﬂow is calculated
by adding up the dlscounted values of each annuity and the decrease of the

discounted annuity value in each penod untll it reaches close to zero.

The finite present value of a perpeturty 1s used by an analyst to determine the
exact value of a company if |t contmues to perform at the same rate

‘ Present- Value of Perpetufty Formul'a

_The perpeturty concept refers to an lnf nlte series of rdentlcal cash flows. lt .

i 18 most commonly applred toa drscounted cash ﬂow analysrs where thrs stream _

of cash flows is drscounted to its present value ‘The specific appllcatron is to the
aggregatlon of all cash flows beyond the date range for which more precise cash

flows are berng predrcted which is called the termmal value of a prolect Here is
the formula b e

PV=C/R

Where:
> PV = Present value

=> C = Amount of continuous cash payment
2 r = Interest rate or yield

Present Value of Growing Perpetuity Formula is derived through the following
way:

A growing perpetuity is a series of periodic payments that continue indefinitely



and grow at a proportionate rate. Therefore, the formula for the present value of a

growing perpetuity can be shown as
D(1 + g)?

PV — D, D(1 + q) N
(1+r) (1+7) (14 r)3

This series will continue for an infinite amount of periods. This formula could be

rewritten as s 2
D _(1+g\, D (l+g :
(L) \1+r,

D~ i
() \14r

PV = -
(1+7r)
This is consndefed to be an infinite geometric series with.a common ratio of

l
.
[ |

(1eg)(t+). B
Puttlng thls formula lnto the lnﬁmte geometnc senes formula would result in
D L e 5

ThIS formula cou!d be shortened by multlplylng lt by (1+r)/(1+r) whnch is to

i

multiply |t by one ThIS would result in
~(1+ 'g)

PV = -
(1+71)

which could be further reduced to the present value of a growmg perpetuxty

formula shown at the top of the page.

Calculation of the Compound Growth Rate
Compound growth rate can be calculated with the following formula



gr=Vo(1 +n)"=V"

where, gr = Growth rate in percentage.

Vo = Variable for which the growth rate is needed (i.e., sales, revenue, dividend
at the end of year '0’).

V= Variable value (amount) at the end of year ‘n’.

(1 + "= Growth rate.

Equated Annual Installments

Equal annual installments are the amounts of money payable or paid every
year. It is arrived at by dividing the amount of the loan along with the interest with

the period of loan.

Formula to calculate Equal annual installments

Equated Annual Installment = Loan Amount/PVIF(Interest & Time Period)

Example

Loan Amount Z 5,00,000 interest Rate 8%
Time period 5 equal instalments

The Answer will be EAl = 5,00,000/ PVIF(8%.5)
This Implies EAI = 5,00,000/3.9927

The Answer will be EAIl = 1,25,228 54

PROBLEM

A firm wishes to buy additional land for extension purposes after three
years. The value of the land after three is expected to be t 50 lakhs. If the firm
wishes to save annually from the current year onwards, how much should the firm

save annually at a rate of interest of 9 percent?



S .7 1
A==EY, C'Vr“l.n,{')

Where, A = Annuity amount per year
FV = Future value CVAFnN,
i = Compound Value Annuity factor for n years at i rate of interest

A= 50,000 (—==) = 15,25,320

3.278

Hence,the firm should save annually % 15,25,320 @ 9%



: MODULE 3
LONG-TERM FINANCING DECISIONS

Business s concemad with the produchon and distibulion of goods and

servces for the safisiachon of the nesds of socisly. For camying out vanious
agivities. business reguires monsy. Financs, Hhersfore, s caliad the Fie blood of
any business. The reguiements of funds by businsss 0 camy out s vanious
acivibes s caliad business financa. A business cannct funcion uniess adegusis

= T = - P = = —— 5 =
mmmedsisly or e purchiass of plant and mechinery, fundiurs, and other fixed

Duchase raw masisnials, p2y salaries io employass, sic. 2lso whan the business

=xpands. & nsecs funds. The financizl nesds of 2 business czn be caiegorised

=s iollows:

A, Fixed capitsl reguirements: In ondser {0 stz business, funds zre reguired

o purchase fixed 2sseis fike iz2nd and budiding, plant znd mz=chinsry, and

-

fumiire and fixiures. This is known 2s fixed czpital reguirements of the
enterprise. The amds reguired in fixed asssis remazin invesisd in the
business for 2 ong peniod of time. Different business unis need varying

zmounts of fixed capital depending on varous faclors such as the natwe



of business, etc. A trading concern for example, may require a small
amount of fixed capital as compared toa manufacturmg concern. Likewise,
the need for fixed capltal mvestment would be greater for a large
enterprise, as compared to that of a small enterprise.

B. Workingr capifal requirements: The- financial requirements of 2n
enterprise dd not end with the procurement of fixed assets. No matter how
small or large a business is, it needs funds for its day—to—day operations.
This is known as the working capital of an enterprise, which is used for
holdmg current assets such as stock of matenal bills receivables and for
~meet|ng current expenses like salaries, wages taxes and rent.The amount

- of »worklng. capital required varies from one business concern to another
_depen-ding on various factors. A business unit selling goods on credit, or
"havmg a slow sales turnover, for example, would require more. working
-‘ capltal as compared to a concern selling its goods and services on a cash

' basis or having a speedier turnover. The requirement for fixed and working
eapital increases with the growth and expansion of business. At times
add'i_{r'ional fundsrare required for upgrading the technology employed so
that the cost of production or operations can be reduced. Similarly, larger
funds m-ay- be required for building higher inventories for the festive season
or to meet current debts or expand the business or to shift to a new
location. It s, therefore, important to evaluate the different sources from
where fun'd's,can be raised. -

CLASSIFICATION OF SOURCES OF FUNDS

In case of proprietary and partnership concerns, the funds may be raised
either from personal sources or borrowings from banks, friends etc. In case of
company form of organisation, the different sources of business finance which
are available may be categorised as given in Table 8.1 As shown in the table, the
sources of funds can be categorised using different basis viz., on the basis of the



period, source of generation and the ownership. A brief explanation of these
classifications and the sources is provided as follows:

Source of Funds
Classification

!

On the basis of
period

l

Long-term

E Equily shares
E Retained eamnings
E Preference shares

E Debentures

E Loan from [inancial

institutions

E Loan from banks

v

Short-term

m Trade credit

B Factoring

m Banks

B Commercial
paper

Medium-term

E Loan from banks

E Public deposits

® Loan (rom {inancial
Insttutions

® [ease linancing |

On the basis of

ownership
“"Owner's  Borrowed Funds (nternal
Funds B Dcbentures Sources
u Equlity B Loans [rom banks g Equity
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On the basis 'of period, the different sources of funds can be categorised

into three parts. These are long-term sources, medium-term sources and

short-term sources.
The long-term sources fulfil the financial requirements of an enterprise for

a period exceeding 5 years and include sources such as shares and debentures,

long-term borrowings and loans from financial institutions. Such financing is
generally required for the acquisition of fixed assets such as equipment, plant,

efc.

Where the funds are required for a period of more than one year but less
than five years, medium-term sources of finance are used. These sources



include borrowings from commercial banks, public deposits, lease financing and
loans from financial institutions. Short-term funds are those which are required
for a period not exceedlng one year. Trade credit, loans from commercial banks
and commercial papers are some of the examples of the sources that provnde
funds for short_durat_:on

Short-term 'ﬁ'nanci_ng is most common for financing of current assets such
as accounts receivable and inventories. Seasonal businesses that must build
inventories in anticipation of selling requirements often need short term financing
-for the interim period between seasons. Wholesalers and manufacturers with a
major. portion c_n‘ their assets tied up in inventories or re_céirva'bles also require

large amounts of funds for a short period.

Types of Short Term Financing

1. Overdraft Agreement:By entering into an overdraft agreement with the
bank, the,bank will allow the business to borrow up to a certain limit without
the need for further discussion. The bank might ask for security in the form
of collateral and they might charge daily interest at a variable rate on the
outstanding debt. However, if the business is confident of making the
repayments quickly, then an overdraft agreemeht is a valuable source of
financing and one that many companies resort to.

2. Accounts Receivable Financing:Many banks and non-banking financial
institutions provide invoice discounting facilities. The company takes the
commercial bills td the bank which makes the payment minus a small fee.
Then, on the due date, the bank collects the money from the customer.
This is another popular method of financing, especially among small
traders. Businesses that offer large terms of credit can carry on their

operations without having to wait for the customers to settle their bills.



3. Customer Advances:There are many companies that insist on the
customer making an advance payment before selling them goods or
providing a service. This is especially true while dealing with large orders
that take a long time to fulfill. This method also ensures that the company
has some funds to channelize into its operations for fulfilling those orders.

4. Selling Goods on Instailment'Many companies, especially those that sell
television sets, fans, radlos refngerators vehicles, and so on, allow
customers to. make thelr payments in: lnstallments Since many of these
items have become modern day essentlals therr customers might not
come from well-to do backgrounds or the cost of the product might be too
prohibitive for lmmeduate payment In__such a case rnstead of waiting for a
large payment at the end they allouf the customers to make regular
monthly payments Th|s ensures that there ts a constant flow of funds
coming rnto the buslness that does not choke up the accounts recewable

numbers

Types of Long-‘t‘ér'm" Fmanclng R e

SN I

Relying purely on short*term funds to meet workmg capltal needs is not
always prudent espeCtaily for mdustnes where the manufacture of the’ product |
itself takes a tong time: automoblles arrcraft refngerators and computers. Such
companies need their working capital to last for a !ong tlme and hence they have

to think about long term financing.

1. Long-Term Loan from a Bank:Ma'ny companies opt for a
full-fiedged long term loan from a bank that allows them to meet all
their working capital needs for two, three, or more years.

2. Retain Profits:Rather than making  dividend payments to
sha/reholders or investing in new venlures, many businesses retain a



portion of their profits so that they may use it for working capital. This
way .they do not have to take loans.‘pay_ interest, incur losses on
discounted bills, and they can be self-sufficient in the'irrﬁnanoing.’ |

3. Issue Equities and Debentures:in extreme cases when the
business |s really short of funds, or when the company is invésting in

a iarge-scale -venture, they m|ght decrde to issue. debentures or -_.' :

bonds to the general publrc or in some cases even equity stock. Of
course this will be done only by conglomerates and only in cases
‘ when there isa need fora huge quantum of funds

Ownership Basrs ‘ i

On the basis of ownershlp the sources can be classn‘" ed into * owner’s
funds’ and ‘borrowed funds'. Owner s funds means funds that are prowded by the
owners of an enterpnse which may be a sole trader or partners or shareholders
of a company. Apart from capital, it also mcludes prof ts rernvested in the
business. The;,owne_[s capital remains invested in the business for a longer
duration and’-is nor_requ_ired to be refunded during the life period of the business.
Such capital fornos'(the basis on which owners acquire their right of control of
management. Issue of equity shares and retained 'earnings are the two important
sources from which owner’s funds can be obrained._ ‘Borrowed funds’ on the
other hand, refer to the funds raised through loans or borrowings. The sources
for raising borrowed funds include loans from commercial banks, loans from
financial institutions, issue of debentures, public deposits and trade credit. Such
sources provide funds for a specified period, on certain terms and conditions and
have to be repaid after the expiry of that period. A fixed rate of interest is paid by
the borrowers on such funds. At times it puts a lot of burden on the business as
payment of interest is to be made even when the earnings are low or when loss

is incurred. Generally, borrowed funds are provided on the security of some fixed
assets,



Source of Generation Basis | |
Another basis of categorising the sources -of funds can be whether the
funds are generated trom with'i‘n"the orgenisation or from external sources.
Internal sources of funds are those that are generated from within the business. .
A business, for example can generate funds internally by accelerating collection
of receivables, drsposmg of surplus lnventorles and ploughing back its profit. The
intermal sources of funds can fulfill only lrmrted needs of the business. External
sources of funds. mclude those sources that Ire outsrde an organrsatron such as
suppliers, Ienders and mvestors When a Iarge amount of money is required to
be raised, it is generally done through the use of external sources External funds
may be costly as compared to those ralsed through lnterna! sources. In some
cases, busrness rs reqwred to mortgage its assets as secunty while obtaining
funds from external sources. Issue of debentures, borrowmg from commercial -
banks and fi nancral institutions and acceptrng pubtrodeposrts are some of the
exarnples of external sources of funds commonly used by . business

organisations.

SOURCES OF FINANCE | S

A business can raise funds:fro'm uarious sources. Each of the sources has
unigue characteristics, which must'--be properly understood so that the be_st
available source of reising funds can be identified. There is not a single best
source of funds for all organisations. Depending on the situation, purpose, cost
and associated risk, a choice may be made about the source to be used. For
example, if a business wants to raise funds for meeting fixed capital
requirements, long term funds may be required which can be raised in the form
of owned funds or borrowed funds. Similarly, if the purpose is to meet the

day-to-day requirements of business, the short term sources may be tapped. A



brief description of various sources, along with their advantages and limitations is

given below.

Retained Earnmgs s
A company general!y does not distribute all rts earnings amongst the

shareholders as dnndends A portlon of the net earnings may be retained in the
business for use m the future. ThlS is ‘known as retained earnings. It is a source
of internal fi nancmg or self fi nancmg or ‘ploughing back of profits’. The profit
available for ptoughlng bac_k in' an organlsatlon depends on many factors like net

profits, dividend policy and age of the organisation.

Merits _ 5
The ments of retained earmng as a source of f nance are as follows

1. Retamed eam:ngs is a permanent source of funds available to an

orgamsatlon | , :
2. It does’ not mvolve any expltmt cost in the form of interest, dividend or

floatation cost

3. As the funds are generated mternally, there is a greater degree of
operatlonal freedom and flexibility; | o

4. It enhances the capacny of the business to absorb unexpected losses;

5. It may lead to mcrease |n the market price of the equity shares of a

company.

Limitations
Retained earning as a source of funds has the following limitations:
1. Excessive ploughing back rhay cause dissatisfaction amongst the

shareholders as they would get lower dividends;
2. Itis an uncertain source of funds as the profits of business are fluctuating;



: 3 The opportunity cost associated with these funds is not recognised by
| many firms. This may lead to subopt‘imal use of the funds.

Trade Credit

Trade c.:te‘d_it". is"th'er‘credit‘extehded‘ by one .trader to another for the
purchase of goédé and services. Trade credit facilitates the purchase of supplies
without immedivat'e payment. Such credit appe‘a'rs in the records of the buyer of
goods as ‘sund"ry creditors’ or ‘accounts payable’. Trade credit is commonly used
by business organisations as a source of short-term financing. It is‘granted to
those customers who have a reasonable amoﬁnt of financial standing and
goodwill. The volume and period of credit extended depehds on factors such as
reputation of the purchasing firm, financial position of the éeller. volume of
purchases, past record of payment and degree Pf competition in the market.
Terms of trade credit may vary from one industry to another and from one person
to another. A firm may also offer different credit terms to diff_erenf customers.

Merits i
The important merits of trade credit are as follows:
1. Trade credit is a convenient and continuous source of funds;
2. Trade credit may be readily available in case the Léredit worthiness of the
customers is known to the seller;
3. Trade credit needs to promote the sales of an organisation;
4. If an organisation wants to increase its inventory level in order to meet
expected rise in the sales volume in the near future, it may use trade credit
to, finance the same;

5. It does not create any charge on the assets of the firm while providing
funds.

Limitations



Trade credit as a source of funds has certain limitations, which are given as
follows.
1. Availability of easy and flexible trade credit facilities may induce a firm to
indulge in overtrading, which may add to the risks of the firm;
2. Only limited amount of funds can be generated through trade credit;
3. Itis generally a costly source of funds as compared to most other sources

of raising money.

Factoring
Factoring is a financial service under which the ‘factor’ renders various

services which includes:
A. Discounﬁng of bills (with or without recourse) and collection of the client’s
debts. Under this, the receivables on account of sale of goods or services
’ are sold to the factor at a certain discount. The factor becomes responsible
for all credit control and debt collection from the buyer and provides
protection against any bad debt losses to the firm. There are two methods
of factoring — recourse and non-recourse. Under recourse factoring, the
c!ieﬁt is not protected against the risk of bad debts. On the other hand, the
factor assumes the entire credit risk under non-recourse factoring i.e., the
full amount of invoice is paid to the client in the event of the debt becoming
bad. | . |
B. Providing information about credit worthiness of prospective client's etc.,
Factors hold large amounts of information about the trading histories of the
firms. This can be valuable to those who are using factoring services and
can thereby avoid doing business with customers having poor payment
records. Factors may also offer relevant consultancy services in the areas

of finance, markeling, elc.

Lease Financing



A lease is a contractual agreement whereby one party i.e., the owner of an
asset grants the other party the right to use the asset in return for a periodic
payment. In other words it is a renting of an asset for some specified period. The
owner of the assets is called the ‘lessor’ while the party that uses the assets is
known as the ‘lessee’. The lessee pays a fixed periodic amount called lease
rental to the lessor for the use of the asset. The terms and conditions regulating
the lease arrangements are given in the lease contract. At the end of the lease
period, the asset goes back to the lessor. Lease finance pfovides an important
means of modernisation and diversification to the firm. Such type of financing is
more prevalent in the acquisition of such assets as computers and electronic
equipmeht w'ghich become obsolete quicker because of the fast changing
techn_ological developments. While making the leasing decision, the cost of
Ieasing an asset must be.compared with the cost of owning the same.

Commercial Paper (CP)
Commercial Paper emerged as a source of short term finance in our

country in the early nineties. Commercial paper is an unsecured promissory note
issued by a ﬁrr'n‘ to raise funds for a short period, varying from 90 days to 364
days. It is issued-by one firm to other business firms, insurance companies,
pension funds and banks. The amount raised by CP is generally very large. As
the debt is totally unsecured, the firms having good credit rating can issue the
CP. Its regulation comes under the purview of the Reserve Bank of India.

Issue of Shares

The capital obtained by issue of shares is known as share capital. The
capital of a company is divided into small units called shares. Each share has its
nominal value. For example, a company can issue 1,00,000 shares of Rs. 10
each for a total vajue of Rs. 10,00,000. The person holding the share is known as

a shareholder. There are two types of shares normally issued by a company.



These are equity shares and preference shares. The money raised by issue of
equity shares is called equity share capital, while the money raised by issue of
preference shares is called preference share capital.

A. Equity Shares | ‘ |
Equity shares is the most important source of raising long term capital by a
company. Equity ‘shares represent the ownership of a company and thus the
capital raised by issue of such shares is known as ownership capital or owner’s
funds. Equity share capital is a prerequisite to the creation of a company. Equity
shareholders do not ge_t a fixed dividend but are paid on the basis of earnings by
the company. They are referred to as ‘residual owners’ since they recei\re what is
left after all other claims en the co’mpany’s'incorﬁe and assets have been settled.
They enjoy the reward as well as bear the risk of ownership. Their liability,
however, is limited to the extent of capital contributed by them in the company.
Further, through therr nght to vote, these shareholders have a right to parncrpate

in the management of the company

Merits _ |
The important merits of rarsrng funds through lssumg ‘equity shares are
given as below: s g
1. Equity shares are suitable for investors who are WE!Iing to assume risk for
higher returns; '
2. Payment of dividend to the equity shareholders is not compulsory.
Therefore, there is no burden on the company in this respect; |
3. Equity capital serves as permanent capital as it is to be repaid only at the
time of liquidation of a company. As it stands last in the list of claims, it
provides a cushion for creditors, in the event of winding up of a company;
4. Equity capital provides credit worthiness to the company and confidence to

prospective loan providers;



S.

6.

Funds can be raised through equity issues without creating any charge on
the assets of the company. The assets of a corﬁpany are, therefore, free to
be mortgaged for the purpose of borrowings, if the need be;

Democratic control over management of the company is assured due to

voting rights of equity shareholders.

Limitations

The major limitations of raising funds through issue of equity shares are as

follows:

1.

Investors who want steady income may not prefer equuty shares as equrty

shares get fluctuating returns
The cost of equity shares is generally more as compared to the cost of

raising funds through other sources;
Issue of additional equity shares dllutes the voting power ‘and earnings of

existing equity shareholders;
More formalities and procedural delays are involved while raising funds

through issue of equity share.

. Preference Shares

The capital raised by issue of preference shares is called preferehce share

capital. The preference shareholders enjoy a preferential position over equity

shareholders in two ways:

y |

receiving a fixed rate of dividend, out of the net profits of the company,
before any dividend is declared for equity shareholders; and |

recelving their capital after the claims of the company’s creditors have
been settled, al the lime of liquidation. In other words, as compared to the
equity shareholders, the preference shareholders have a preferential claim
over dividend and repayment of capital. Preference shares resemble
debentures as they bear a fixed rate of return. Also as the dividend is



payable only at the discretion of the directors and only out of profit after
tax, to that extent, these resemble equity shares. Thus, preference shares
have some characteristics of both equity shares and debentures.
Preference shareholders generally do not enjoy any voting rights. A
company can issue different types of preference shares.

Debentures
Debentures are an important instrument for raising long term debt capital.

A company can raise funds through issue of debentures, which bear a fixed rate
of interest. The debenture issued by a company is an acknowledgment that the
company has borrowed a certain amount of money, which it promises to repay at
a future date. Debenture holders are, therefore, termed as creditors of the
company. Debenture holders are paid a fixed stated amount of interest at
specified intervals say'six months or one year. Public issue of debentures
requires that the issue be rated by a credit rating agency like CRISIL (Credit
Rating and Information Services of India Ltd.) on aspects like track record of the
company, its proftabulnty debt servicing capacity, credit worthiness and the
perceived risk of lending. A company can issue different types of debentures
Issue of Zero Interest Debentures (ZID) which do not carry any explicit rate of
interest has also become popular in recent years. The difference between the
face value of the debenture and its purchase price is the return to the investor.

Commercial Banks
Commercial banks occupy a vital position as they provide funds for

different purposes as well as for different time periods. Banks extend loans to
firms of all sizes and in many ways, like, cash credits, overdrafts, term loans,
purchase/discounting of bills, and issue of letter of credit. The rate of interest
charged by hanks depends on various factors such as the characteristics of the
firm and the level of interest rates in the economy. The loan is repald either in



lump sum or in instaliments. Bank credit is not 3 permanent source of funds.
Though banks have started extending loans for longer periods, generally such
loans are used for medium to short periods. The borrower is required to provide
some security or create a charge on the assets of the firm before a loan is
sanctioned by a commercial bank.

Financial Institutions

The government has established a number of financial institutions all over
the country to provide finance to business organisations. These institutions are
established by the central as well as state governments. They provide both
owned capital and loan capital for long and medium term requirements and
supplement the traditional financial agencies like commercial banks. As these
institutions aim at promoting the industrial development of a country, these are
also called ‘development banks’. In addition to providing financial assistance,
these institutions also conduct market surveys and provide technical assistance
and managerial services to people who run the enterprises. This source of
financing is considered suitable when large funds for longer duration are required

for expansion, reorganisation and modernisation of an enterprise.

FACTORS AFFECTING THE CHOICE OF THE SOURCE OF FUNDS

Financial needs of a business are of different types — long term, short
term, fixed and fluctuating. Therefore, business firms resort to different types of
sources for raising funds. Short-term borrowings offer the benefit of reduced cost
due to reduclion of idle capital, but long — term borrowings are considered a
necessity on many grounds. Similarly equity capital has a role to play in the
scheme for raising funds in the corporate sector. As no source of funds is devoid
of limitations, it is advisable 1o use a combination of sources, instead of relying

only on a single source. A number of factors affect the choice of this combination,



making it a very complex decnsnon for the business. The factors that affect the

choice of source of finance are briefly discussed below:
1. Cost: There are”"ftwo types of cost 'viz' the cost of procurement of funds
and cost of uttltsmg the funds. Both these costs should be taken into
account while decndmg about the source of funds that will be used by an
organisation. s :
Financial strength and stability of operations: The fi nant:tat strength of
a business is also a key determinant. In the cholce of - source of funds
business should be in a sound financial posmon so as to be able to repay
the principal amount and interest on the borrowed amount When the
_ arnings of the organisation are' not stable, t‘xed_‘, charged_ funds like
preference shares and debentures should be carefully selected as these
add to the: financial burden of the organisation. ' ' |
Form of orgamsatlon and legal status: The form of business
organisation and status influences the choice of a source for raising
money. A partnership firm, for example, .‘cennot ratse money by issue of
equity shares as these can be issued only by a joint stock company.
Purpose and time period: Business should plan accord'ing to the time
period for which the funds are required. A short-term need for example can
be met through borrowing funds at a low rate of interest through trade
credit, commercial paper, etc. For long term finance, sources such as issue
of shares and debentures are more appropriate. Similarly, the purpose for
which funds are required need to be considered so that the source is
matched with the use. For example, a long-term business expansion plan
should not be financed by a bank overdraft which will be required to be
repaid in the short term.

Risk profile: Business should evaluale each of the sources of finance In
terms of the risk involved. For example, there is a least risk in equity as the



share capital has to be répaid only at the time of winding up and dividends
need not be paid if no profits are available. A loan on the other hand, has a
repayment schedule for both the prihcipal and the interest. The interest is
required to be paid irrespective of the firm earning a profit or incurring a
loss. | | '

6. Control: A particular source of funds may affect the control and power of
the owners on the management of a firm. Issue of equity sha.res may mean
dilution of the control. For example, as equity shareholders enjoy voting
rights, financial institutions may take control of the assets or impose
conditions as part of the loan agreement. THus a business firm should
choose a source keepmg in mind the extent to which they are willing to
share thelr control over business. ' : '

7 Effect on credit worthiness: The dependence of .busine's.s on certain
sources may affect its credit worthiness in the market. For example, issues
of secured debentures may affect the interest of uns’ecuréd crediiors of the
company and may adversely affect their willingness to extend further loans-
as credit to the company. ‘

8. Flexibility and ease: Another aspect affecting the choice of a source of
finance is the flexibility and ease of obtalnlng funds. Restrictive provrsmns
detailed investigation and documentation in case of borrownngs from banks
and financial institutions for example may be the reason that a business
organisation may not prefer it, if other options are readily available.

8. Tax henefits: Various sources may also be weighed in terms of their tax
benefits. For example, while the dividend on preference shares is not tax
deductible, interest paid on debentures and loan is tax deductible and may,

therefore, he preferred by organisations seeking tax advantage.

Venture Capital



tt is a private or mstrtutlonal investment made into early-stage / start-up
compames (new ventures) As defined, ventures involve risk (having uncertain
outcome) in the expectatron of a sizable gain. Venture Capital is money invested
in businesses. that are small; or exist only as an initiative, but have huge potential
to grow. The people who mvest thrs money are called venture capitalists (VCs).
The venture caprtal investment is made when a venture capltahst buys shares of

such a company and becomes a financial partner rn the busrness

. Venture Caprtal rnvestment is also referred to as rrsk caprtal or patrent risk
capital, as it includes the risk of losing the money n‘ the venture doesn t succeed

and takes a medrum to long term penod for the mvestments to fructrfy

Venture Capital typrcally comes from mstrtutronal mvestors arrd hrgh net worth
individuals and is pooled together by dedrcated rnvestment t' rms '

ltis the money provided by an outside rnvestor to f nance a new, growrng
or troubled busrness _The venture capitalist provrdes the fundrng knowrng that
there’s a signifi cant nsk assocrated wrth the companys future prot‘ its and cash -
flow. Capital is mvested rn exchange for an equrty stake in the busrness rather
than given as a loan. SESRERT A ‘ PR Ry
Venture Capital is the most 'su.ita.ble _o'ption for'fUnding a costly capital
source for companies and most for businesses having Iarge' up-front capital
requirements whichvhave no other cheap alternatives. Sof_twa‘re and other
intellectual property are generally the most common cases whose value is
unproven. That is why; Venture capital funding is most widespread in the

fast-growing technology and biotechnology fields.
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Features of Venture Capital investments

1.

High Degrees of Risk:Venture capital represents financial investment in a
highly risk project with the objective of earning a high rate of return

- Equity ParticipationVenture capital financing is invariably, an actual or

potential equity participation wherein the objective of venture capitalist is to

make capital gain by selling the shares once the firm becomes profitable

. Long  Term Investment: Venture capital financing 18 a leng term

investment. it generally takes n long period to encash the investment in

Secunties made by the venture capitalists

- Participation in Managemant:in addition to providing capital, venture

capital funds take
firns. Thus, the

an aclive interest in the management of the assisted

approach of venture capital firms 1s different from that of a

radilional lender or banker it is also different from that of an ordinary stock



market investor who merely trades in the shares of a company without
participating in their management,

Methods of Venture capital financing

- Equity ' | " N
=> participating ,debehtures
- conditional loan

FUNDING PROCESS-

The venture capital fundlng process typlcally mvolves four phases in the
company’s development '

> Idea generation
-~ Start-up

- Ramp up .

- Exit

Step 1: Idea generation and submission of the Business Plan

The initial step in approaching a Venture Capital is to submit a business

plan. The plan should include the below points:

~» There should be an executive summary of the business proposal
-» Description of the opportunity and the market potential and size
> Review on the existing and expected competitive scenario

-» Detailed financial projections

-» Details of the management of the company

There is detailed analysis done of the submitted plan, by the Venture Capital to

decide whether to take up the project or no.



Step 2: Introductory Meeting

Once the preliminary stddy is done by the VC and they find the project as
per their preferences, there is a one- to‘One'meeting that is called for discussing
the project in detail. Aﬁer the meeting the VC finally decides whether or not to
move forward to the due drhgence stage of the process.

Step '3: Due Diligence- 2l ‘

The due dlllgence phase varies: dependrng upon the nature of the business
proposal. ThIS process mvolves solvmg duerres related to customer references,
product and busmess s’crategy evaluatlons management interviews, and other
such exchanges of mformatlon durrng thrs tlme period.

Step 4: Term .Sheets‘ and Funding ;

If the due diligence phase is satlsfactory the VC offers a term sheet, which
is a non-binding document explaining the basic terms and condltlons of the
investment agreement ‘The term. sheet is generally negotiable and must be
agreed upon by aII partles after which on completron of legal documents and
legal due drllgence funds are made available.

Types of Venture Capital funding :

The various types of venture capital are classified as per their applications
at various stages of a business. The three principal types of venture capital are
early stage financing, expansion financing and acquisition/buyout financing.

The venture capital funding procedure gets complete in six stages of
financing corresponding to the periods of a company’s development

=> Seed money: Low level financing for proving and fructifying a new idea



-> Start-up: New firms needing funds for expenses related with marketing and
product development . |

-> First-Round: Manufactu-ring and early sales funding

- Second—Roond: Operational capital given for early stage companies which
are selling products, but not returning a profit

—> Third-Round: Also known as Mezzanine financing, this is the money for
expandmg a newly beneficial company

! —) Fourth Round Also called bridge financing, 4th round is proposed for

i nancmg the gomg publlc process

o A. Early Sfege-Fiﬁancihg
Early stage fi nancmg has three subdwnsmns seed financing, start up
i nancmg and fi rst stage ﬁnanomg

> S'eed fi nanoing is def ned as a small amount that an entrepreneur receives
for the: purpose of belng eligible for a start up loan.

-> Star‘[ up f nancmg is given to oompanles for the purpose of ﬁnlshlng the
development of products and services.

-> First Stage financing: Companies that have spent all their starting capital

and need finance for beginning business activities at the full-scale are the
major beneficiaries of the First Stage Financing.

B. Expansion Financing

Expansion financing may be categorized into second-stage financing,
bridge financing and third stage financing or mezzanine financing.



Second-stage financing is provided lo companies for the purpose of
beginning their expansion. It is also known as mezzanine financing. It is provided
for the purpose of assisting a particular company to expand in a major way.
Bridge financing may be provided as a short term interest only finance option as

well as a form of monetary assistance to companies that employ the Initial Public
Offers as a major business strategy.

C. Acquisition or Buyout Financing

Acquisition or buyout financing is categorized into acquisition finance and
management or leveraged buyout financing. Acquisition financing assists a
company to acquire certain parts or an entire company. Management or
Ieveraged buyout financing helps a particular management group to obtain a
particular product of another company. '

Adva‘ntages of Venture Capital

-> They bring wealth and expertise to the company

= Large sum of equity finance can be provided

-» The business does not stand the obligation to repay the money

-> |n addition to capital, it provides valuable information, resources, technical

assistance to make a business successful
Disadvantages of Venture Capital

- As the investors become part owners, the autonomy and control of the
founder is lost

-> It is a lengihy and complex process

-» It is an uncertain form of financing

= Benefit from such financing can be realized in long run only



Factors Influencing Capital Structure

1

3.

o

Expected Cash Flows Debentures and preference shares are often
redeemable, i.e., they are to be paid back after their maturity. The
expected cash flows over the years must be suff c:ent to meet the lnterest _
liability on debentures every year and also to return the matunty amount at
the end of the term of debentures Thus debentures are not suitable for
those companles WhICh are llkely to have lrregular cash ﬂcws in future.

. Stability of Sales Stabtllty of sales tumover enhances the - companys

ability to pay 1nterest on debentures lf sales are rrsrng, the company can -
use more debt caprtal as 1t would be in a posrtron to pay mterest But if
sales are unstab!e .or decllmng, lt would not be adwsable to employ -
addltlonal debt capltal 2 Ty Mgy, S TAEL LN 00 '
Control over the Company The control of a company is entrusted to the -
Board of - Drrectors elected by the eqwty shareholders If ‘the board of
drrectors and shareholders of a- company wrsh to retarn control over the '
company in therr hands they may not allow to |ssue further equlty shares;
to the public. In’ such- a case, more funds can be ralsed by 1ssumg '

preference shares and debentures

. Flexibility- cf Fmancral Structure A good ﬂnanmal structure should be

flexible enough to have scope for expansron or contract:on of caprtalrsatlon
whenever the need arises. In. order to brmg ﬂex:bllrty those: securities
should be issued which can be pard off after a number of years. Equrty'
shares cannot be paid off during the lrfetlme of_ a company. But redeemable
preference shares and debentures can be paid off whenever the company
feels necessary. They provide elasticity in the financial plan.

Cost of Floating the Capital:Cosl of raising finance by tapping various
sources of finance should be estimated carefully to decide which of the
alternatives is the cheapest. Prevailing rate of interest, rate of return



expected by the prospective investors, and administrative expenses are
the various factors which affect the cost of financing.Generally, the cost of
financing by issuing debentures and preference shares for a reputed
company is low. It is also essential to consider the floatation costs _involved'
in the issue of shares and debentures, such as printing of prospectus,
advertisement, etc: ' ..
Period of Financing:When funds are required for permanent investme'nt
in a company, equity share capital is pre‘erred But when funds are
required to finance expansion programmes and the management of the _
company feels that it will be- able to redeem the funds wzthrn the llfe—trme of
the company, it may rssue redeernable preference shares and debentures :
Market Condrtlons The condmons prevalllng rn the caprtal market
influence the determmatron of the secuntres to be rssued For instance,
during depressmn people do not Iake to. take nsks and so are not
inferested-in equrty shares But dunng the boom mvestors are ready to
take risk and lnvest in equity shares Therefore debentures and
preferenee shares whrch carry a fixed rate of return may be marketed more
easily during the periods of low activity. | ‘

Types of Inveutors The capital structure is mﬂuean,d by the Irklngs of the
potential investors. Therefore, secuntles of different kinds and varying
denominations are issued to meet the requirements of the prospective
investors. Equity shares are issued to attract the people whe can take the
risk of investment in the company. Debentures and preference shares are
issued to attract those people who prefer safety of investment and certainty
of return on investment.

Benefit 1o Owners

EBIT



Earnings Before Interest and Tax mcfudes all profts from operations,
before interest and income taxes are deducted Normally, non- operatlng profits
and non-operating expenses are not mcluded |n EBIT. Earnlngs Before Interest
and Tax (EBIT) is a tradltlonal measurement method that does not include the

cost of capltal Other words for EBIT are Operatmg Profit and Operating

Earmnings.

EBIT focuses on the abmty of a: busmess to generate profit based on
ongoing operatlons Operatlng revenue is money earned by a business from
regular operatrons and does not include changes ln rnventory value or
non-recurring - sources of income. Operating Expenses refer to transactlons
generated by the everyday operations of a busrness and woutd not include

expenses from discontmued or non-recurring actrvrtles

EBIT = Net Income + Interest + Taxes

Operating Income - Sl

Operating income ﬁis"_ a company's - profit after subtracting operating
expenses and the other costs o’f-.'run_ning the business from total revenue.
Operating income shows . how much profit a 'company generates from its
operations alone without interest or tax expenses. Operating income is calculated

as:
Operating Income = Gross income - operati.ng expenses
Operating expenses include selling, general and administrative expenses

(SG&A), depreciation, and amorlization, and other operating expenses.
Operating income excludes taxes and interest expenses, which is why it's often



referred to as EBIT. However, there are times when operating income can differ
from EBIT.

An advantage of EBIT is it is easy to calculate and observe at divisional or
sub divisional levels of the firm.

A dlsadvantage of EBIT is it does not include the cost of capital. Compare
EVA, CFROI and Economic Margin, which are all lncludlng the cost of capital.

Instead of EBIT, also the terms Operating Profit and Operating Earmings are
widely used. '

EBITDA

EBITDA stands for earnings before interest, taxes, depreciation and
amortization. It is a way of measuring the cash flow of a business.

To calculate the EBITDA of a business, look to the income statement of the
firm. You would take the total revenue and then account for all of the fi iIrm's

operating cash outlays This includes categories such as costs of goods and
produc’uon salaries and benefits, and rent and overhead.

Using EBITDA lets an analyst estimate a company’s net cash flow. This
gives an indication of the firm’s operational health without calculating in abstract
accounting losses, It also gives the analyst a sense of the firm’s likely strength in

terms of cash-heavy operations such as expansion, reinvestment and debt
Management.

However, analysts and investors should be careful when using EBITDA.
While cash flow is a valuable metric for a firm’s future performance, depreciation



and amortization are not hypothetical losses. They represent true deterioration
over time. Investors _Who don’t properly. account for this as they review a
company’s performance can find themselves taken by surprise when-a company
is unable to effectwely borrow or transform capltal holdings into cash when cash
flow is disrupted for Iarge scale purchasmg or when performance degrades due

to aging equrpment
Earnings Per Share (EPS)

Net Income — Preferred Dividend

N Weighted Averag'e No. of-Shares.Out’standing \

Earnrngs per share can be def ned as that share ofa companys profit that
is distributed to: each share of stocks. Further, it is consrdered to be a sugmf icant
fnancral parameter as. it helps to gauge a companys fnancral health. To
elaborate higher' EPS reﬂects greater proftablllty from the company and its
overall ventures. L S T » |
EPS = (Net Income - Preferred DiVidends}lEnds-of-P'eriod' Common Shares

Outstanding

Typically, the company's balance sheet and its income statement are relied
upon for EPS calculation. Also, it IS often recommended to opt for the weighted
average numhber of common shares as the number of shares may vary over a

given period.



Types of Earnings Per Share

There are several variations Of'-EPs; and each of them tends to signify a
different aspect of this financial parameter. It is because, based on the use of
EPS, a company’s stock appears to be undervalued or overvalued.

Generally, EPS is diVidedinto 3 broad categories, namely —
1. Trailing EPS lt is entlrely based on the prevrous year’s figures.
2. Current EPS Mostly based on the current pro;ectlons and available
t'gures ' | _' g o _ '
3. Forward EPS Depends on antrcrpared future prOJectlons and est1mated
fgures _7,\‘;_—:_.__7-‘-‘_; S T _

EBIT-ePé'\_an'aiys_i‘éi_' R

EBIT better known as net operatlng lncome Is earnlngs before mterest and
tax. EPS, better known as Earnlngs per share is calculated by dividing profit after
taxes, PAT, [also called net mcome (ND] by the number of shares outstanding.

When o Ieverage |s employed with increasing EBIT, EPS also increases.
Infact, EPS lncreases wrth |mproved EBIT under any mrx of debt-equity plans.
Financial leverage works. both ways It accelerates EPS (and ROE) under
favourable economic conditions, but dep_resses EPS (and ROE) when the going
is not good for the firm. With no leverage plan, If the firm's return on assets is
positive, although low, the shareholders' do obtain positive EPS or ROE. But It
hecomes lower with more debt used and even turns negative under very high
leverage plans. The unfavourable effect on EPS (and ROE) is more severe with
more debt in the capital structure when EBIT (orr) is negative. The reason again
lies in the relationshib between the return on assets and the cost of debt. If the
cost of debt is more than the return on assets, EPS (or ROE) would depress with



more leverage. Whatever the firm earns on the funds raised through debt Is
exactly paid to the suppliers of debt as interest charges.

The higher the financial leverage, the wider the range over which EPS
varies with fluctuating EBIT. For any given level of variability in EBIT (or r), the
increased financial leverage increases the degree of variability in EPS (or ROE).
The indiscriminate use of financial leverage without taking into account the
uncertainty surrounding EBIT (or r) can lead a firm into financial difficulties.

Thus shareholders will benefit by the use of the financial leverage in terms
of the increased EPS if return on assets is higher than the interest cost, and will
have reduced EPS if return on assets is lower than the interest cost. The
shareholder's earnings will not be affected by the level of leverage if return on
_assefs is just equal to the interest cost.

Point of Indifference

Point of indifference: Indifference point refers to that EBIT Level at which
EPS (Earnings Per Share) remains the same, irrespective of the debt-equity mix.
In other words, at this point, the rate of return on capital employed is equal to the
rate of interest on debt.
Itis computed by the following formula

X-Int1(1-T)-PD X —Int2 (1-T)—PD
S1 ey

X = EBIT at indifference point

Int1 = Interest under alternative 1, Int2 = Interest under alternative 2
T =Tax rate, PD = Preference dividend

S1 = No. of equity shares under alternative 1

S2 = No. of equity shares under alternative 2



Financial Break-even Point _ '-
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Flnanc:lal Break—even Pomt Is the Level of eamlngs before interest and tax
(EBIT) at Wthh a firm's earnlngs per share is equal to zero. ’The higher the point
the financial risk of investment in the firm's stock (shares)

* Financial Break-Even Point is the level of EBIT which Is equal to firm's
fixed financial cost_s, which includes Interest and Preference Dividend.
It is the r‘ninimu"‘m level of EBIT required to pay off the commitments of Interest,
preference leldend and tax Is Financial BEP. Anything beyond this pomt is profit
to the shareholders | '

The Financial BEP can be determined by the following formula Financial
BEP = | + DP/(1+t)

Where i = Annual interest charges, Dp = Preference dividend, t = Tax Rate

Cost of capital

Cost of capital is defined as the minimum rate of return that a firm must
earn on its investments so that market value per share remains unchanged.
Cost of debt refers to the minimum rate of return expected by the supplier of debt
capital. It is an instrument that yields to protect the shareholdeer's interest.



Kd = Interest X (1 _ L“CLX)

Net proceeds

Cost of equity and reserves. It refers to the minimum rate of return that a
company must earn on the equity share capital financed porti:::un~ of an investment

project so that the market p_rice of share does not change.

Welghted average cost of capltal is ‘nothing but overall cost of capltai In
other words in case of WACC proper welghtage is given to the cost of each and
every source of funds i.e. proper assessment of relative : proportton of each
source of funds, to the total, is ascertained by consndenng elther the book value

or the market value of each source of funds.

The cost of equity is not the out-of-pocket cost of using these funds, that is,

the cost of floatation and dividends;

It is rather ihe cost of the estimated stream of enterprise capital outlays
derived from equity sources. The cost of obtaining funds through the sale of
common stock may be determined in one of three ways: The first method uses
the accepted earnings brice ratio, the'second method is to find a rate that will
equate the present value to all future dividends per share to th-e current market
price. The third way is to substitute earnings for dividends. This is known as the

earnings model.

1st Method = Ke = ’ - ~. Where,Ke - Cost of equity capital

Ea - Expected average earning per share
Po - Price of share of equily stock, is sold

2ndMethod = Ke = 22+ g where,



Ke - Cost of equity capital,
* 'Da: 'b'eginning dividend
. Po-Price of share of stock is sold
%) g Growth rate of drwdend

3rdMethod = Ke —'~—~+ g where

FKe Cost of equrty caprtal
E Earmng per share |
g :Po Pnce of share of Stock |f seld ‘
i growth rate of dlwdend

Measuring Cesf ef Cabital |

Cost of capltal can be def' ned both from organlzatlon s and mvestor S point
of view. | '

From an organizatrons pomt of view, cost of caprlal |s a rate at which an
organization raises capital to tnvest in various prOJects ‘

The basic motive of an organization to raise any kind of capital is to invest
in its various projects for earning proﬁt. Further, out of that profit, the organization
pays interest and dividend to the sources of capital. The amount paid as interest
and dividend is considered as cost of capital. ,

1. When the debt is issued at par
= [(1-T)xR]x 100

Where,



KD = Cost of dett

T =Taxrate

R = Rate of interest on debt capital

KD = Cost of debt capital

2. Debt issued at premium or discount when debt is irredeemable
KD = [1/NP*(1-T)x 100]

Where,

NP = Net proceeds of debt

3. Cost of redeemable debt

KO = [{I (1-T) -H (P-NP/N) x (1- T)}/ (P -H NP/2)] x100
Where,

= INumbers of years of maturity

¥ = Redeemable value of debt

Cost of Preference Capital:

Cost of preference capital is the sum of amount of dividend paid and

€xpenses ncurred for ralsing preference shares. The dividend paid on



preference shares iS not deducled from tax as dividend is an appropriation of
profit and not cons:dered as an expense. '

Cqst qf':préfer\e"hée ‘Sha'.'? can be calculate.d by using the following formulae
j. Costof redée"_r_ﬁé.l;le-.preference shéres :

‘ KP [{D + F/N‘(1 = n + RP/N}I P+ NPIZ}] x 100 3

Where | |

K'Pj'=' Cost df ﬁreférence share

D= A\nnﬁlall preference dividend

F= Ex‘pensens- in_cludihg underwriting commission, brokerage, and discount
N = Numb:er of years to maturity

RP = Redemptic;n premium

P = Redeemable value of preference share

NP = Net proceeds of preference shares;.

2. Cost of irredeemable preference shares
KP = (D/NP) %100

Cost of Equity Capital



Calculating the cost of equity capital is a little difficult as compared to debt
capital and preference capital. The main reason is that the equity shareholders
do not receive fixed interest or dividend. The dividend on equity shares varies
depending upon the profit earned by an organization. Risk factor also plays an
important role in deciding the rate of dividend to be paid on equity capital.

The significance of cost of capital is as follows

1. Capital Budgéting Décision:R'efers to the 'decisi'on, “which helps in
calculating profitability of various investment proposals
2. Capital Requirement:Refers to the extent to which a fund is required by
an organization at different stages, 'such as incorporation stage, growth
| stage, and maturity stage. When an organization is in its incorporation
‘stége or growth stage, it raises more of equity capital as compared to debt
capital. The evaluation of cost of capital increases the profitability and
solvency of an organization as it helps in analyzing cost efficient financing
mix. |
3. Optimurn-Capital Structure:Refers to an appropriate capital structure in
which 'fétal cost of capital would be least. Optimal capital structure
suggests the limit of debt capital raised to reduce the cost of capital and
enhance the Value of an organization.
Resource Mobilization:Enables an organization to mobilize its fund from
non-profitable to profitable areas. Resource mobilization helps in reducing
risk factors as an organization can shut down its unproductive projects and
maove the resources to productive projects to earn profit.
Determination of duration of Project:Refers to evaluating whether the

project, for which the capital is raised, is long term or short term. If the

project is long term in nature then the organization decides to raise equity



‘capital. However, if the project is short term in nature then the organization
determines to raise debt capttal.

Cost by Deb’i'_t'capital' LAE ke SOOI i

The cost of debt cap:tal may be denved by using a Formula that equates
the present value of the expected future recerpts wrth the cost of the pro;ect It is
~ the interest rate which equates the present value of the. expected future receipts
with the cost of the prolect The present value of the tax adjusted 1nterest costs
plus repayments of the prmcrpat is equated wrth the amount recelved at the trme
the loan is consummated |

Where e

Cly = net amourtt received from lender :

CO, = tax adjusted surn of interest costs plus the repayment of principal
K= Market discount factor. :

Internally generated funds

The opportunity cost of funds you Invest In the firrp is the Interest you
could have earned if you had Invested those funds elsewhere. This cost is very
real, and- your investment project has to generate enough cash to offset this lost
opportunity,

Because the cost of using internally generated funds or equity is the lost
opportunity for you to invest these funds In the next best alternative, you must



use a method that estimates the return the next best alternative generates.
Typically, one of three methods - risk-premium, dividend valuation, or

capital-asset pricing - is used to determine the cost

Weighted Average cost of capital (WACC)

WACC (Weighted Average cost of capital) gives us the overall cost of
capital, Weightage is given to the cost of each source of fund by assessing the
relative proportion of each source of fund to the total, and Is ascertained by using
the book value or market value of each type of capital. Cost of capital of the
market value Is usuallly higher than It would be If book value were used. The
market value weights are sdmetimes preferred to the book value weights, for the
market value represents the true expectations of the Investors: However, the
market value weights' suffer from the following limitations.

1. It is very difficult to determine the market values because of frequent
fluctuations.

2. With the 'Qse of market value weights,  equity capital gets greater
Importance.

For the above drawbacks, It Is better to use book value which Is readily available,

WACC can be computed as which is readily available. WACC can be computed
as follows. |

2AW
W= —o
W

where, Kw = WACC x Cos| of specific source of finance
W= Weight, proportion of specific source of finance.



LEVERAGE

Leverage is the employment of fixed assets or funds for which a firm has to
meet fixed costs or fixed rate of Interest obligation Irrespective of the level of
activities attained or profit earned.

The types of leverages are:
=

Types of Financial Leverage
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4. Financial leverage
2. Operaling leverage
3. Combined leverage.

d interest and dividend bearing securities like
along with equity Is Called financial leverage
{ maximum benefit from the use of
form of dividend.

The uge of long term fixe

debentures and preference shares

aor trading on equity. The objecl -ere is lo ge
debt capital in order to give benefit1o equily shareholders In the

The operating leverage occurs when a firm has fixed costs which must be
The fixed costs remaining same the

recovered irrespect/ve of sales volume.
Il be more than the percentage

percentage change in operating revenue wi
change in sales. This occurrence is known as operaﬁng leverage.

Operating leverage
1. to determiné-break-e\l,én'sales
2. It measures operational efficiency of the fir
3. Increase in contribution, incréases' in profit
4. Decrease In contrib‘utiOn_,_decrease_ln profit

Financial Ieverégé—7 ;

1. It is associated with risk.
Higher the financial leverage; higher will the bé risk.
Lower the financial leverage, lower will be the risk :
Favourable when EPS Is positive:
Unfavourable when EPS s negétive ‘

oD eN

Combined Ieverage" !
1. Increase In contribution, Increase In EPS, favourable

2. Decrease In contribution, Increase In EPS unfavourable

In an organisation leverage refers to tint use of debt content In capital
structure to increase the profits of the organisation. It is a double edged weapon
and emphasises the effects of delerioration as well as Improvement. Following

are the limitations of financial leverage regarding trading on equity,

1. Prevent new Investors from becoming shareholders of the company:
As the existing shareholders prefer to have more control and earning!,, so



they are In favour of debt fi nancmg Th|s ieads to preventlon of new
lnvestors from becoming shareholders of | Im company,

2. Control is not diluted of the management of the company Since the
number of shareholders remains the same lrrespectlve of increase in funds
available by debts, so, the dilution of arrangement of the company does
not take place Each shareholders holding and control in the management

remalns as 1t is So they may misuse their holding or control the
arrangement ofthe company. o

3. Fixed commitment /liability for future: Debt or tradlng on eqwty creates
a fixed obligation, commitment to be paid In the form of Interest,
I[respeetlve of the financial performance of the ‘company. Even if a

) company suffers loss, it has to pay Interest on debt. ‘This can be
| problematic if losses are faced by the company for continuous years.

4. Investors in debts do not have any voting right or controlling
| authority In the management of the company: Debt Investors do not
have any voting right in the annual general meeting or the management of

the company. They can only advise but do not have power to participate in.
management and control of the company.

Relationship between leverage and cost of c'apital

According to the Net Operating Income (NO!) approach, the cost of equity
is resumed to increase linearly with leverage. As a result, the weighted average
cost of capital (WACC) remains constant and the total value of the firm also
remains constant as leverage Is changed. According to NOI approach the market
value of the firm is not affected by the capital structure changes. The market



valué of the firm Is found out by capitalising the NOI at the averall, or the WACC,
Ko, which |s a constant. The market value of the firm, V Is determined by

V=(D+S) =L where,

| S = Market value of equity,

D = Value of Debt
Ko is the overall capitalisation rate-and depends on the business risk of the firm.

It Is independent of financial mix. If NOI and Ko are Independent of financial mix,
V will be a constant and Independent of capital structure changes. The critical

assumptions- of the NOI approach are:
1. The market capitalises the value of the firm as a whole. Thus, the split

between debt and equity is not Important.

2. The market uses an overall capitalisation rate, Ko to capitalise the NOI. Ko
depends on the buSiness risk.

3. The use of less costly debt funds Increases the risk of shareholders. This
causes the equity capitalisation rate to increase.-

4. The debt capitalisation rate, Kd, Is a constant.

5. Corporate income taxes do not exit.

The cost of equity, Ke, will be measured as follows:

Ke = NO! —Interest — N1 (Net _lru'unw)

v-n 5

Alternatively, the cost of equity can be defined as follows:

Ke = Ko + (Ko - Kd) —'5— which Indicates that, If Ko and Kd are constant, Ke would

Increase linearly with debt-equity ratio, D/S.



PRACTICAL PROBLEMS

1. Determine the earnmgs per’ share of a company which has operatmg
profit of & 480 000 lts capltal structure ccnsmts of -the following

secu rltles

Securities : ::ij'_.'." e Amount 4L ot
10% debe"‘tures .~ 1500000
oy “f“ 00each 1’2;_00.;0@6;.

The company :s m the 55% tax bracket
a. Determme the company 's EPSI. _ ‘
b. Detemnne the percentage change in EPS assoclated wuth 30%
increase and 30% decrease in EBIT. :

c. Determme the degree of fmanCIal Ieverage

Solutions:
(i) When EBIT is 4, 80 000 what is the EPS'?

EBIT " 4.80,000
LESS: Interest 15, 00 000 x —o m) 1,50,000
EBT 330,000

LESS: Tax @ 55% ‘ 1,81,500




1,48,500

LESS: Preference Dividend 3,00,000 36,000

12
%% 100

EAT. : 1 hiban i ey 1,12,500

EPS = EAT or earning available to equity shareholders
. .Number of equity shareholders

112,500
12000 — 9.380r9.4

(i) When EBIT increases by 30%
= Existing EBIT + Additional EBIT
= 4,80,000 + 30/100 x 4,80,000
= 4,80,000 + 1,44,000 = 6,24,000

EBIT = 6,24,000

15,00,000 x —1o

‘ 100

LESS: Interest 1.50,000
EBT 4,74,000

LESS : Tax@

55%

2,60,700




EAT ‘ 2,13,300

LESS: Preference dividend

(3,00,000 x —=- 36,000

EAT 1,77,300

(iii) When EBIT reduced by 30%

Existing EBIT - 30% EBIT

= 480,000 - 4,80,000 x - = 4,80,000 - 1,44,000 = 3,36,000

EBIT = 3,36,000

LESS: Interest 15,00,000 x -2 1,50,000
Earning before tax EBT 1,86,000
LESS: Tax @ 55% 1,02,300°
EAT 83,700

LESS: Preference dividend 3,00,000 x

17

100 | 36,000

47,700

EAT 47,700 :
= — — . — T
EPS No.of ESII' — 12,000 — 3.9



(1) Percentage chénge in EPS at 30% increase in EBIT

EPS at EBIT 6,24,000— EPS at 30% incrrease at EBIT 4,80,000 % 100
EPS at EBIT 4,80,000

14--3__;9-4 X 100 = 57.4%increase in EPS

(2) Percentage change in EPS at 30% decrease in EBIT

EPS at EBIT 4,80,000 — EPS at EBIT 3,36,000 100
EPS at EBIT 4,80,000

24-33 % 100 = 58.5%decrease in EPS

2. A company has a total investment of ¥ 10,00,000 in assets and ¥
1,00,000 outstanding ordinary shares at ¥ 10 per share (per value). It
earns a rate of 15 per cent on its investment and has a policy of
retaining 50 percent of its earnings. If the appropriate discount rate of

the firm is 10 percent, find the price of its share using Gordon's Mode
of Dividend Relevance.

Solution:

The share valuation model of Gordon is -

_ DV, G-hEPS, g s
0

k=g " k=b_ T k=b,

Where,

A= Investment per share, which is 210 in this case
Po = Price of Share



b = Retention ratio

r = Rate of return on investment

At a payout rate of 50% the price of the share is:

= (1-050)015x10 _ 075 _ .
Po = 010-0.15%0.5 ~ 0.025 330

Hence, the price of share is 30

3. A company needs % 10,00,000 for construction of a new plant. The
following three financial plans are feasible.

a. The company may issue 1,006,000 ordinary shares at ¥ 10 per
share.

b. The company may issue 50,000 ordinary shares at ¥10 per
share and 5,000 debentures of ¥ 100 denominations bearing 8%
rate of interest.

c. The company may issue 50,000 ordinary shares at ¥ 10 per

share and 5,000 preference shares at ¥ 100 per share bearing a
8% rate of dividend.

If the col'mpany's earnings before interest and taxes are 20,000, ¥
40,000, ¥ 80,000, ¥ 1,20,000 and ¥ 2,00,000 shares. What are the earnings
per share under each of the three financial plans? Which alternative would
be recommended and wh'y. Assume a corporate tax @ 50%.

Solution:

Computation of EPS under three financial plans



EBIT
LESS: Interest
PBT

PAT

No. of Eqty. Shares
EPS

Second alternative
EBIT

LESS: Int

PBT

Tax @ 50%

PAT

. No. of eqt shares

EPS =

=

Third Alternative
EBIT
LESS: Interest

PBT
LESS: Tax
PAT

1,20,000 -

LESS: Tax @ 50%

20000 40000 80000 2,00,000
0 0 0 0 0
20000 40000 | 80000 120000 | 200000
10000  |20000 - |40000 | 80000 100000
10000 | 20000 40000 60000 100000

| 100000 - | 100000 100000 100000 100000
wood 20000 | 40000 60000 100000
100000 | 100000  [-100000 " -| 100000 100000
=010  |=020 =040 =06 =1.00
20000 | 40000 80000 120000 | 200000
40000 | 40000 40000 40000 . 40000
(20000) |0 40000 80000 160000
(10000) |0 20000 40000 80000
(10000) |0 20000 40000 80000
50000 | 50000 50000 50000 50000
(10000) |0 20000 40000 80000
50000 | 50000 50000 50000 50000
(0.20) 0.00 0.40 0.8 1.60
20000 | 40000 80000 120000 | 200000
0 0 0 0 0

80000
20000 | 40000 120000 | 200000
10000 | 20000 40000 60000 100000
10000 | 20000 40000 60000 100000

LESS: Pref, dividend




400000 | 40000 40000 . | 40000 40000

(30000) | (20000) | 0O 20000 60000
No.of Eqt Shares  |.50000 | 50000. ~ 50000 ' - | 50000 50000
EPS | | 060 (0.90) - "(0._00). - | (0.40) (1-20)

Conclusion: The chmce of a fi nan0|al plan depends on the state of economtc

~conditions. If the company experiences :ncreas:ng sales then a second financial
alternative gives maximum EPS. | oeh

4. The Trisha Ltd. needs 50,00,000 for construction of a new plant. The
following three financial plans are feasible. : .
a. The company may issue 50,000 equity shares at ¥ 100 per
share. |

b. The company may issue 25,000 equity shares at 100 each and
2,500 debentures at ¥ 100 each at 8% interest.
c. The company may issue 25,000 equity shares at 100 per share

and 2,500 preference shares at ¥ 100 per share bearing an 8%
rate of dividend.

If the company's earnings before interest and taxes are 1,00,000, Z
2,00,000 and ¥ 4,"00,000 what are the earnings per share under each of the

three financial plans. Which alternative would you recommend and why?
Assume corporate tax to be 50%.

Solution:

Details of Financial Plans




Financial Plan - 1 .

50,000 Equity shares of 7.

- 100 each
Financial Plan - I

25,000 Equity shares of ?
100 each :

2,500 8% Debentures of Rs
100each

Financial Plan- 11" -
25,000 Equity.shares of Z
. 100 each L
2,500 8% 'P_reférénce' shares
of €100 each

25,00,000

25,00,000 ¢

50,00,000

50,00000

2810000077 33 8557EE 5

25,00,000

50,00,000

Financial Plan- |

Financial Plan- Il

Financial Plan- Ili

Particulars -

EBIT 100,000 100,000 100,000
Less: Interest . - (200,00()') -

EBT | 100,000 (100,000) 100,000
Less: Tax @ §0% | .(50.000) - (50,000)
Profit after Tax 50,000 (100,000) 50,000
Less: Preference Dividend - - (200,000)
Profit for Equity Shareholders 50,000 (100,000) (150,000)
No. of Equity Shares 50,000 25,000 25,000
EPS 1 (4) (6)




Situation ll- EBIT=2,00,000

Financial Plan- 11l

Particulars Financial Plan- | | Financial Plan- Il

EBIT 200,000 200,000 200,000
Less: Interest - (200,000) -

EBT 200,000 = 200,000
Less: Tax @ 50% (100,000) . (100,000)
Profit after Tax 100,000 - 100,000
Less: Preference Dividend - . (200,000)
Profit for Equity Shareholders | 100,000 - (100,000)
No. of Equity Shares | 50,000 25,000 25,000
EPS 2 : )

Situation Ill- EBIT=4,00,000

Financial Plan-II

Financial Plan-Ill

Particulars Financial Plan-|

EBIT '| 400,000 400,000 400,000
Less: Interest - (200,000) -

EEBT 400,000 200,000 400,00
Less: Tax @ 50% (200,000) (100,000) (200,000)
Frofit after Tax 200,000 100,000 200.000
Less: Preference Dividend - (200,000)
Profit for Equity Shareholders | 200,000 100,000 >

No. of Equity Shares £0,000 25,000 25,000
EPS 4 4 .




a. If the EBIT of the company is below ¥ 4,00,000, then the company
should go for Financial Plan -, as the EPS is high‘est.\

b. If the EBIT of the company is ¥ 4,00,000, then we are indifferent
between Financial Plan -| and Financial Plan - Il. |

c. If the _EBIT. of the company is more than ¥ 4,00,000,' then the
compeny should go for Financial Plan -l since at that stage, the rate
of return on caprtal employed will. be more than the cost of debt
thereby resultlng in hlgher EPS for equnty shareholders

5. The Balance sheet of ABC company Ltd as. on 31-1 2-2003 gwes the
followmg detalls ' Su EEIraLi ' '

e BalanceSheet e
TR S = .;‘ ; 'j-)?_(_s‘set‘s-l—”f B ‘_ g7
Equity capital -~ . ' |30,00,000 |FixedAssets . |40,00,000
Preference c:a'pitél (5%)'“__ 3 7 |6.,00,000 ‘Cuirent Assets . o -10,'_00,0_00 |
10% Debentures’ 400000 T e | :
Reserve and surplus : ;
Profits loss alc - : l'4 00, 000
Generalreserve | 2,00,000
Current liabilities 400000

50,00,000 ' 50,00,000

The net profit before Interest and tax amount to Rs 2,50,000 firm has the tax

liability of 650%. Calculate return on capital employed and return on net
worth ratio.

Solution:

a) Return on Equity capital employed



Profit before Interest and tax 2,50,00

0
Less: interest (4,00,000 x ~g- 100 : 40,000
FE SNy ‘ 2,10,00

Profit after interest before tax e e

less: Tax at 50%

Profit after interest and tax .

1,05,000—{6,00000x-5 ) S TE T s meg Rl
30,00,000 B

ROE = '—’

L 1,05,000-30,000 5000 ST
T 30,00000 X 100 = 730,00,000 A 1_00‘_ 2'5/9

b) Return on Net worth ratlo |
Sltuatlon No 1: Computatlon of return on Networth excludmg preference
dividend | o _ '
Networth = Equity capital + Preference capital + Profit and loss a/c'#\ReSeNes.
= 30,00,000+6,00,000+4,00,000 + 2,00,000 = 42,00,000

Return on Net worth:;
— Netprafitafter tax preference dividend
Networth x 100

= LU5,000-30,000
42,00,000

x 100 = 1.78%



6. A company currently has 100, 000 shares of common stock
outstanding with a market prlce of ¥ 2,600 per share It has Z 100

million in 6 percent debt. The company is consndermg a ¥ 150 million
expansion program that it can finance with

al

IL.

Solution:

r

All common stock at 2,6000 a share

b. Straight bonds at 8 percent-interest . -
c. ‘
d

Preferred stock at 4 percent or

. Half common stock at ¥ 2 600 per share and half 8 percent

bonds.

For a hypothetlcal EBIT level of ¥ 50 mllllon after the expans:on
program calculate the earmngs per share for each of the

alternatwe methods of fmancmg Assume a corporate tax rate

of 30 percent
Construct an EBIT—EPS chart. What are the lndlﬁerence pomts
between alternat:ves? What are your mterpretatnons of them?

(z) Earning Per share (EtDS) under alternative financing favourable EBIT.

Equity Debt ‘| Preference- | Half
Financing | Financing Financing | Equity
Half Debt

EBIT

5,00,00,000 | 5,00,00,000 5,00.00,006 5,00,00,00
0




Less: Interest

PBT

7 :

PAT

EPS

Less: Taxes . -

| Less: Préf.-"ljividen.d 1o Rd
Earning ava!!able _i_o
ordinary shareholder

Shares outstahd'ihg-._'_-f__

DRI 195.32

| 60,00,000

1,80,00,000

60,00,000

11,20,00,00
1o

~|4,40,00,000

13,20,00,000

4,40,00,000

3,80,00,00
0

1,32,00,000

96,00,000

1,32,00,000

1:14,00,00
i

- |308,00,000

2,24,00,000

| 308,00,000

e

:2.66.00,00°

0

0

E:_3',0.93,00,@0

2,24,00,000

2,03,00,000

0

2,66,00,00

1,57,692

1,00,000

1,00,000 .

1,28,846

| 224

1203 =

| 208.45

(b) The indifferencé_ poi'ntsfaréide_termined by formula ahd_grapﬁically as
follows. | i ' :
(i) Indifference points between first and second alternatives:

_ (EBIT—1,80,00,000)(1-0.30)
- 100,000

(1-030)(ERIT-60,00,000)
1,57,692

= A270692 (0 mg ppip
0.70 EBIT - 42,00,000 = Conono (0-70 EBIT — 1,26, 00, 000)

0.70 EBIT - 42,00,000 = 1.58(0.70 EBIT — 1,26,00,000)



0.70 EBIT - 42,00,000 = 1.11 EBIT - 1,99,08,000
1.57.08,000 = 0.41 EBIT

EBIT = 3,83.12,195

(ii) Indifference points between second and third alternatives:

(A-TY(EBIT=INT) _ (1-T)(EBIT-INT)DIVP
N = N
1

2

(1-0.30)(EBIT—1,80,00,000) _ - [(1—0.30)(EBIT—60,00,000)—1,05,00,000]

1,00,000 1,00,000
0.70EBIT-1,26,00,000 _ 0.70EBIT—42,00,000-1,05,00,000
1,00,000 - 1,00,000

O.TOEBIT» 1,26,00,000 = 0.70 EBIT - 1,47,00,000
This'.comparison is not possible since N, = N,

(iii) Indifference points between third and fourth alternatives:

(1-T)(EBIT—INT)DIVP _ (1-T)(EBIT—INT)

N, N,

[(1-0.30)(EBIT—60,00,000)—1,05,00,000] _ (1-0.30)(EBIT—1,80,00,000)
1,00,000 1,28,846

7

0.70 EBIT - 1,47,00,000 = 0.78(0.70 EBIT - 84,00,000)
0.70 EBIT - 1,47,00,000 = 0.55 EBIT - 65,52,000 .
0.15 EBIT = 81,48,000 |

EBIT = 5,43,20,000

The firm is able to maximise the earnings per share when it uses debt financing.
Though the rate of preference dividend is lower than the rate of interest on



bonds, EPS is high in case of debt financing because interest charges are tax
deductible while preference dividends are not.

With increasing levels of EBIT, E’PSI will inCreaSe at a faster rate with a higher
degree. However, if a company is not able to earn a rate of return on its assets

higher than the interest-rate (or the preference dividend rate) debt (or preference
financing) will have an adverse on EPS.

7. The capital structure of ABC Ltd. consists of an ordinary share
capital of ¥ 20,00,000 (Z 100 par --velu_e)’ and Z 10,00,000 of 10%
~debentures. Sales increased by 20% ‘fr.om. 100000 units to 120000
units. The selling price is Z 10 per unit -\}ariable cost amount to Z 6

per unit and fixed expenses amount to ? 2 00 ,000, The tax rate is 40%.
You are required to calculate the following:. ;

a) The degree of financial leverage and operatmg leverage at 100000
- and 120000 units |

b) Percentage of increase in EPS.

c) Comment. on the behaviour of operating and financial leverages in

relation to mcrease of production from 100000 units to 120000 units.

Solution:

(2) Degree of financial leverage and operating leverage at 100000 and 12000
units

Sales at Sales at
100,000 units 1.20,000 units
Sales: 1,00,000%10 10,00,000
1,20,000%10 12,00,600




Less: Variable cost
1,00,000x6 6,00,000
1,20,000%6 7,20,066
Contribution 4,00,000 4,80,000
Less: Fixed expenses - 2,00,000 2,00,000
EBIT Tk Vo 2,00,000 2,80,066
Less: Interest on debent_u'res: 1,00,000 1,00,666
'E-mf,‘-,_-'ag,; fed o A | - [1,00,000 140,066
Less: _‘ Tax @40% ; : 40,000 72,000:
S '?Af‘:' o 60,000 1,08,000
| Nqnj_bgr'-_f' 3 “of eeu‘it-y?shareg,' {20000 20,006
SR gz'_F?s-%f}i". : ;%3' 35.40

_Fmanczal leverage at 1 00 000 and 1 20 000 unlts
: Fmanc;al leverage :

‘ EBIT . 2,00,000 & zsoooo '
EBT -7 °1,00,000 .=~ 180,000 .

2 'tI"rhe_s & 1.56 times

Operating (eyerage at 1,00,000 and 1,20,000 units:

: . Contribution _ 4,00,000 4,80,000
Operating leverage: —— 27— = <0000 & S50000

. 2 times & 1.71 times

(b) Percentage of increase in EPS:
From the table in (a) we have




EPS for 1,00,000 units as ¥3 and
EPs for 1,20,000 units as X 5.40

Percentage change in EPS =-(§5—g'—3)— x 100 & 8(_)%

() The financial and operating leverageare the same at sales of 1,00,000 units.
However the degree of f nanC|aI Ieverage and the operating leverage in case of
increase In sales is Iower than the earller Ievel Slnce the operating leverage is
not very hlgh the ﬁrm WIII not suffer too much of a Ioss with a fall m sales. Also
low fi nanc1a| |everages and relatlvely htgher operatlng leverage IS good for the
company It is not a nsky company ; o8

8 Varsha Ltd has an average sellmg pnce of ? 30 per unit. Its varlable
mE costs .are ¥ 21 and flxed costs are k4 4 00 000. All its assets are
financed by equity funds. It pays 40% tax on income.
Trisha Ltd., is identical to Varsha Ltd., but its assets are financed by
50% equity and 50% debt the interest on which amounts rs. 60,000.
Determme the degree of operatmg financial and combined leverage at
¥ 21,00,000 sales for both _the firms and interpret the results.

Solutions:

Varsha Ltd. Trisha Ltd

Sales 21,00,000 21,00,000

Less: Variable cost 14,70,000 14,70,000




Contributing
Less: Fixed cost
EBIT

Less: Interest
EBT

Less: Tax

PAT

Operating Leverage=

Combined Leverage=

Contribution / EBT

6,30,000

230,000 — 273

6,30,000 6,30,000

4,00,000 4,00,000

2,30,000 2,30,000

- 60,000

2,30,000 1,70,000

92,000 68,000

1,38,000 1,02,000

Contribution / EBIT | Contribution / .
EBIT

o= 2.73 S = 2,73

Contribution / EBT

6,30,000

170000 — 3-70

Both the firms have the same operating leverage as the sales and the total cost

(both fixed and variable) are equal.

Trisha Ltd has a higher combined leverage than Varsha Ltd as. they have made
use of debt in their capital structure. This also implies higher earnings per share

for their shareholders.

9. The ZBB Ltd. needs ¥

following three financial plans are feasible.

a. The company may issue 50,000 equity shares at # 10 per share,

5,00,000 for construction of a new plant. The




b. The company may issue 25,000 equity shares at Z 10 per share
and 2,500 debentures of ¥ 100 denommatlon bearing 8% rate of
interest, | , _

¢. The company may |ssue 25,000 equity shares at Z 10 per share
and 2, 500 preference shares at ¥ 100 per share bearing 8% rate
of dlwdend ;

If the company s earnlngs before interest and taxes are ¥ 10,000 2 20, 000 Z
40,000, ¥ 60, 000 and %10, 000 ‘what are the earnmgs per share under each of
the three fmanc:al plans‘? Which alternatrve would you recommend and
why? Assume corporate tax rate to be 50% :

Solutlon _ , : _ :
T he follow:ng three plans are possnble for the company
Plan 1= Only Equ1ty Shares

Plan 2-Equrty shares anti Debentures

Plan 3 - Equnty shares and preference shares

o *Wﬁe“ profit before Interest and Tax Is % 10,000

Plan 1 Plan 2 Ptan 3
Profit before Int 8tTax '_ g £ 10,000 10,000 10,000
Interest R Al ~ 120,000 -
PBT o 10000 (10,000) | 10,000
Thx $ 50% 5,000 - | 5,000
PAT {5,000 (10,000) 5,000
Preference Dividend - - 20,000 !




Distributable Profit 5,000 - -
No.of Equity Shares 50,000 25,000 25,000
Earnings per share %0.1 ~ -
B. When Profit before Interest and Tax is ¥ 20,000
Plan1  |Plan2 Plan3
Profit before Int. & tax 20,000  [20,000 _ 20,000
Interest - ‘ 20,000 Cof-
PBT 20,000 ‘ 20,000
Tax @ 50% 10,000 . - 10,000
PAT 10,000 - 10,000
Preference Dividend - - 20,000
Distributable Pr.oﬂ.t. : 10,000 - -
No.of Equity Stiares ) 7 50,000 25,000 25,000
Earnings per share | 0.2 - -
When Profit before Interest & Tax is Z 40,000
Plan 1 Plan 2 Plan 3
Profit before int & tax 40,000 40,000 40,000




interest

- 20.000 -
PBT 40,000 20,000 40,000
Tax @ 50% 20,000 10,000 20,000
PAT 20,000 10,000 20,000
Preférence Dividend : - 20.000
Distributable Profit 20,000 10,000 -
No. of Equity Shares 50,000 25,000 - 25,000
Earnings_per share 0.4 204 -
When Proﬁt before Interest & Tax is ¥ 60,000
| Plan 1 Plan 2 Plan 3
Profit before Int & tax 60,000 60,000 60,000
Interest - 20,000 -
PBT 60,000 40,000 60,000
Tax @ 50% 30,000 20,000 30,000
PAT 30,000 20,000 30,000
Preference Dividend - - 20,000
Distributable profit 30,000 20,000 10,000
No.of Equity Shares 50,000 25,000 25,000
Earnings Per Share ¥ 0.60 ¥ 0.80 ¥0.40




E. When Profit before Interest & Tax is  7,1,00,000

Plan1 Plan 2 Plan 3

Profit before Int & tax 1,00,000 [1,00,000  |1,00,000

Intevest - BT T e 20,000

PET B N T L p {80,000 - - |1,00,000

Tax 2.50% 51 i e BRI S MR ~ |40,000 . . |50,000

PAT sttt TRt 50,000 | 40,000 |50,000

P‘r.eference Di’v’i&ér’id_’j;’ SRR D SR 290,000

Dlstnbutable proft e 40,000 - {30,000

No.of Equnty Shares B 25,000 - | 25,000

Eamingspershare |z4.00. 160 |21.20

10. AB Ltd. |ssues % 1,00,000 9% debentures ata Premium of 10%. The

cost of floatation |s Z 2 500 The tax rate applicable is 50%.

Compute
~ the cost of debt capltal |

Solution:
Cost of Debt = Ki =5 X (1= T)

Np =1,00,000 + 10% premium - Floatation cost

=1,00,000 + 10,000 - 2,500



=1,07,500 -
Ki=9,000/1,07,500 (1 - 0.5) x 100 = 4.18 %

11. What is the net benefit cost ratio when the benefit cost ratio is

1.40:1? . - ' [
Solution:
Benefit cost ratio Fo e 1.40:1
Total revenue - = 140 -
Cost = 1

Therefore Net ben.eﬁt' =1.40-1
' : k =0.40
Therefore Net benefit cost ratio = 0.4 : 1

12. The Market price of the equity of a Ltd. Co. is Z 160. The dividend
expected after a year is ¥ 12 per Share. The dividend is expected to
grow at a constant rate of 4 percent per annum. Find the rate of return
requnred by shareholders.

Solution:
val
Yﬂ : P + g
a

Where = Rate of return required by shareholders
P, = Current market price
g= Growth rate of dividends.



_12 _
Y, =qe + 0.04 = 0.075 +

Y =0.115 or 11.5%
e

0.04

13. A Ltd. company with net operating earnings ¥ 6,00,000 you want to

evaluate poésible capital structures, shown below, Which capital
structure you will select? Why?

Capital Struétu're" |Debt in capital | Cost of debt. |Cost of equity
: 'stri'ucture | |

1 4 6,00,000 10% 12%

2 ¥ 8,00,000 10% 13%

3 - . ¥ 10,00,000 1% 15%

Solution:

Computation of Market Value of firm, Value of shares of the Average Cost of

Capital.

(a)  6,00,000

(b)  8,00,000

(c) ¥ 10,00,000

10% deb. 10% deb. 11% deb.
Net operating Income 6,00,000 6,00,000 6.00,000
Less: Cost of debt . 60,000 80,000 1,10,000




Eamings available to

equity
Shareholders

Equity Capitalisation Rate

Market Value of Shares

Market
Debentures

Value of

Market Value of Firm :

Average Cost of Capital

Earnings Value of the-firm

5.40,000 5.20,000 4.90,000

12% 13% 15%

5.40,000x 2 | 5.20,000% % |4,90,000x 22

- ! 12 13 15

¥ 45,00,000 ¥ 40,00.000 7 32.66,667

6,00,000 8,00,000 10,00,000

51,00,000 - 48.00,000 42,66,667

- 6.00.000 ‘ 6,00,000 6,00,000

51,00,000 X 100 48,00,000 X 100 42,66,667 X 100
=12.5% = 14.06 %

= 11.76%

Comments:

It Is clear from the above that If debt-of Z 6,00,000 @ 10% s used the value of
the firm Is makimum at ¥ 51,00,000. and the overall cost of capital Is minimum at

11.76%. Hence we shall select the capital structure 1 i.e. ¥ 6,00,000 debt 10%

14. XYZLtd. Co; has the following securities in'Its capital structure.

Source

Debt

- Amount (%)

6,00,000




Preference capital | 4,00,000
Equity capital 10,00,000

Total 20,00,000

The after tax cost of capital Is as follows

After tax cost

Cost of debt , 8%
Cost of preference shares  14%

Cost of equity.capitél c 1%

From the above information compute weighted ave_rage cost of capital by
using the book value weights.

Solution:

Sources of fund - | Amount Proportion | After tax | Weights
cost |
Debt - |6,00,000. |30 8 " 2.4
Preference capital | 4,00,000 20 14 2.8
Equity capital 10,00000 |50 17 < s 8.5
20,00,000 {100 | 13.7%

Weighted average cost of capital is 13.7%. .



15. From the following information compute operating leverages?

Sales 3,00,000

Variable cost  1,00,000

Fixed cost 1,00,000
Solution:
Salgs 1,00,000

Less: Variable cost 1,00,000

Contribution 2,00,000

Less: Fixed cost 1,00,000

ProfivEBIT 1,00,000

Operating _ |

Leverage | Contribution
EBIT
2,00,000
1,00,000

= 2 times



MODULE 4
LONG-TERM INVESTMENT DECISIONS

CAPITAL BUDGETING

Capital budgeting is the process of making nvestment decsions in long
term assets. It is the process of deciding whether or not to invest in a particular
project as all the investment possibilities may not be rewarding

Thus, the manager has to choose a project that gives a rate of return more

than the cost financing such a project. That is why he has to value a project in
terms of cost and benefit,

Following are the categornes
budgeling process:

of projects that can be examined using capital

=» The decision to buy new machinery

= Expansion of business in other geographical areas
= Replacement of an obsolete cquipment

= New product or market development etc

Thus, capital budgeting is the most important respons

bility undertaken by a
inancial manager. This is because:

1. It involves the: purchase of long term assels and such decisions may

determine the future success of the firm

2. These decisions help in Mmaximizing shareholder's valye



3. Principles applicablo o capital bodgeting also apply 1o other corporate

decisions like working capltal managoment

Procoss of Capital Budgoting

Following aro tho stops of capital budgoting procoss:

= Idea Generation:The most important step of the capital budgeting process
IS generating good investment ideas, These investment ideas can come
from a number of sources like the senior management, any department or
functional area, employces, or sources outside the company,

-}“‘Analyzlng Individual Proposals:A manager must gather information to

; i ”‘fﬁ,“recast cash flows for each project in order to determine its expected

-.'ﬁr‘éﬁtability. This is because the decision to accept or reject a capital

) '._.:Iiﬁ'\;éstment 's based on such an investment's future expected cash flows.

- l;ié‘nning Capital Budget:An entity must give priority to profitable projects
‘.‘a's per the timing of the project’s cash flows, available company resources,
and a company’s overall strategies. The projects that look promising
individually may be undesirable strategically. Thus, prioritizing and
scheduling projects is important because of the financial and other
resource issues.

=> Monitoring and Conducting a Post Audit:|t is important for a manager to
follow up or track all the Capital budgeting decisions. He should compare
actual with projected results and give reasons as to why projections did not
match with actual performance. Therefore, a systematic post-audit is

essential in order to find out systematic errors in the forecasting process
" and hence enhance company operations,

Techniques of Capital Budgeting




Capital budgeting techniques are the rﬁet_hods to evaluate an investment
proposal in order to help the company decide upon the desirability of such a
proposal. These techniques are categorized into two heads : traditional methods
and discounted cash flow methods. =~ |

Traditional Meth/ods

Traditional methods determine the desirabilityyof an investment project
based on its useful life and expected returns. Furthérmore, these methods do not
take into account the concept of time value of money. A = "

Payback Period Method

Payback period refers to the number of yéars it takes to recover the initial
cost of an investment. Therefore, it is a measure of liquidity for a firm. Thus, if an
entity has liquidity issues, in such a case, the shorier a project’s payback period,
better it is for the firm.

&
=22 Initial Investment OR
Payback Penod _ Original Cost of the Asset
Formula Cash Inflows
/ :
11l

Therefore,

Payback period = Full yoars until recovery + (unrecovered cost at the
beginning of the last yoar)lCash flow during the last year




 Here, full years until recovery is noth:ng but the payback that occurs when
cumulative net cash flow equals to Zero. Cumulative net cash flow is the running
total of cash ﬁows at the end of each tnne penod '

\.
NXT

Average Rate 'of'Ret:ur_h" Metho_d (ARR)-:
Under the ARR method the prot‘ tabllrty of an mvestment proposal can ba

determined by dr\ndmg average mcome after taxes by averaoe investment, which
is average book value after deprec:atron : '

4 Thus,_ARREAv_efra;ge Net_ln_oome After-Ta)teslAverage'_'lnVéstrﬁent'x100 :

Where Average lncome After Taxes Total lncome After Taxesﬂ'otat
Number onears | o s Hla s
Average lhvestrﬁ'e'_’rit = Totat Investment/2.

Based on thrs method a company can select those pro;ects that have_
ARR higher than the mlmmum rate established by the company. And rt can reject

the projects having ARR less than the expected rate of return.

Discounted Cash Flow Methods

As mentioned above, traditional methods do not take into the account time
value of m'oney. Rather, these methods take into consideration present and future
flow of incomes. However, the DCF method accounts for the concept that a
rupee earned today is worth more than a rupee earned tomorrow. This means
that DCF. methods take into account both profitability and time value of mohey.



Net Present Value Method (NPV)

NPV is the sum of the present values of all the expected incremehtal cash
flows of a projer:t discounted at a required rate of return less than the present
value of the cost of the investment.

In other words, NPV is the difference between the present value of cash
inflows of a project and the initial cost of the project. As per this technique, the
projects whose NPV is positive or above zero shall be selected.

If a project’'s NPV is less than zero or negative, the same must be rejected.
Further, if there is more than one project with positive Nl‘!PV, then the project with
the highest NPV shall be selected.

NPV = CRUM+ K1 +.......... CFn/ (1+K)n +CF0
where CF‘O. = Initial Investment Outlay (Negative Cash flow) '
CFt = after tax cash flow at time t |
k = required rate of return
Internal ﬁate of-Ret‘urn (RR)

Internal Rate of Return refers to the discount rate that makes the present
value of expected after-tax cash inflows equal to the initial cost of the project.

In other wordg, IRR is the discount rate that makes present values of a

project's estimated cash inflows equallto the present value of the project’s
estimated cash outflows. | |



ITIRR is greater than the required rate of return for the project, then accen

s

the project. And if iRR is less than the required rate of return, then reject the
project.

PV (inflows) = PV (outflows)

NPV =0=CFO0+ CF1/(1 +IRR)1 + ........... CFn/ (1 + IRR)n + CFD

Profitability Index

Profitability Index is the present value of a project's future cash flows
divided by initial cash outlay. Thus, it is closely related to NPV. NPV is the
difference between the present value of future cash flows and the initial cash
outlay.

Whereas, Pl is the ratio of the present value of future cash flows and initial cash
outlay. |

Pl = PV of future cash flows/CFO = 1 + NPV/CFO

Thus, if the NPV of a project is positive, Pl will be greater than 1. If NPV is
negative, Pl will be less than 1. Therefore, based on this, if Pl is greater than 1,
accept the project otherwise reject.

Feference Materlal

Thus, the manager has to evaluale the project in terms of costs and
benefits as all the investment possibilities may not be rewarding. This evaluation
is dornie hased on the incremental cash flows from a project, opportunity costs of

'_,ijndeﬁ.aking the project, timing of cash flows and financing costs.



Therefore, it is the planning of expenditure and benefit that spreads over a
number of years.

Capital budgeting process used by managers depends upon the size and

complexity of the project to be evaluated size of the organlzatlon and the
posmon of the manager in the organization.

Establish norms for a company on the basis of which it either accepts or

rejects an investment project. The most widely used technlques in estimating
cost-benefit of investment projects.

These methods are used to evaluate the worth of an investment project

depending upon the accounting information available from a company’s books of
accounts.

Objectives of Capital Budgeting

The following are the objectives of capital budgeting.

1. To find out the profitable capital expenditure.

A

To know whether the replacement of any existing fixed assets gives more
return than earlier.

3. To decide whether a specified project is to be selected or not.

4. To ﬁnq out the quantum of finance required for the capital expenditure.
5. To assess the various sources of finance for capital expenditure.

6

. To evaluate the merits of each proposal to decide which project is best.
Features of Capital Budgeting

The features of capital budgeting are briefly explained below:



1. Capital budgeting involves the investment of funds currently for getting
benefits in the future.

2. Generally, the future benefits are spread over several years.

3. The long term investment is fixed.

The investments made in the project is determining the financial condition

of business organization in future.”

5. Each project in\?olves a huge amount of funds.

6. Capital expenditure decisions are irreversible.

The proftablllty of the busmess concem is based on the quantum of
investments made in the pro;ect

Principles of Capital_ Budgeting i

Decisions should' be based on ancremental cash flows (not on accountlng lncome
as it is based on accrual basns) 7 L 7

. Exclude;sunk co'sts g

For example already lncurred costs like preliminary consultmg fees should not
be included in the analysns

* Include externalitiés - Both posntwelnegatlve externalities should be
consadered ln the analysis. ‘

For example, the negative iImpact of a new diet sod

a product launch on the sales
of existing soda products,

{(Note: In a conventional cash flow, the sj

during the life of the project:
7 one sign changp )

gn of cash flows changes only once
while an unconventional cash flow has more than



t. Timing of cash flows Is vital: Due to lime value of money, cash flows
received earlier are more valuable than cash flows received later.,
2. Cash flows are based on oppeltunity cosl

For example, if you plan to use an exlstmg ofnce space rather than renting it out
then rental income from the ofﬁce Space is an opportunity cost.

3. Cash flows '.are'f_ analyzed_‘on'- an aftor-tax basis: Shareholder value

. increas'e‘srdnty on the cash that they have earned. Hence, any tax
e'xpelnse's must be deducted'fror'n;thle cash flows.,

4. Finenciél costs are ign'oredtl. 'Fi'n'ancia'l costs are already included in the

cost of capﬂal (dnscount rates) used to discount cash flows to arrive at the

- present value. Hence, to avond double- countlng, they must not be
deducted from the prolect S cash ﬂows

Principles of Ca'pital Budgeting "

Incremental - A {ﬂ.Tim_ing of
Cash Flows ° Cash Flows
% v
i S : Tax
| Opportunity Costs e st
: PR Considerations
d

"Fi_riancing Costs

_Capital Budgeting Proposal

There are two broad evaluation methods fora capital budgeting proposal:



1. Non-Discounted Cash Flow Methods:These are the traditional methods
and include payback period and the accounting rate of return (ARR). Their
biggest disadvantage ls that they ignore the time value of money. The
payback method is skewed towards selection of projects with the shortest
payback period; it ignores the liming of profits as well as expected profi its
after the payback penod The ARR is the average annual expected profits
from the pro;ect d:vuded by the prOJect cost. It is superior to the payback
method because it consuders all future prof its but its value is affected by
computatton—average pre tax prof its and average -project cost will
generate a hlgher ARR than post tax prof ts and total project cost.

2. Discounted Cash Flow: (DCF Methods) They-take into account the time
value of money The methods lnclude net present value, internal rate of
return, and prot’ tabtllty index. AII three methods consider the time value of
money, use post -tax ' cash ﬂows and consuder ‘all cash flows over the
project’s llfe._They are therefor_e super_nor to trad_ltlonal evaluatlon methods.

Computation of Cash Flows

A capital budgeting proposal requires an outflow of cash, either. at the
beginning of the project itselff‘-(in'itial outlay) or over the fi rst few years.
Depreciation (D) is a non- -cash expense The amount of deprecnatlon per annum
is known at the outset, based upon the deprecaatlon method the company follows

(such as the straight line method, or th_e written .rd,own valuet.rlnethed)..

Farnings hefore Depreciation and Taxes (_EBDT)'a‘re_ fevennes minus costs
before deducting depreciation and corporate income tax payable. Earnings
Before Tax (EBT) is the EBDT minus depreciation. Earnings after Tax (EAT) is
EBT minus the tax payable. Cash IFlows After Tax (CFAT) islearnings after tax
(EAT) plus depreciation. - . i ,



EAT=(EBDT-D)(1-T7) wherg ‘T’ is the tax rate
CFAT = EAT +D
or CFAT = (EBDT-D) (1-T) + D

Cost of Capital:

It is the weighted'aver‘age éost_ of _caﬁital (WACCQC).

Given cost of equity (ke), the after-tax cost of debt (kd), and weights of
equity and debt (we and wd respectively), the WACC is:

WACC = (k) (W) + (ko) (o)

Under the NPV "method, the cost of capital is the discount rate used to
compute the present value of after-tax cash flows. Under IRR, the cost of capital
i5 the hurdle rate against which the project’s IRR is compared.

Capital’_budgtéting decisions -

_ Genera'liy the business firms are confronted with three types of capital budgeting
decisions,

4 F Accept-reject decisions: Business firm is confronted with alternative
“investment proposals. If the proposal is accepted, the firm incur the
investment and not otherwise. Broadly, all those investment proposals
__which yield a rate of return greater than cost of capltal are accepted and

the others are rejected. Under this criterion, all the independent proposals
are accepted.



2,

Mutually exclusive decisions: It includes all those projects which

compete with each other in a way that acceptance of one precludes the
acceptance of other or others. Thus, some technique has to be used for
selecting the best among all and eliminates other alternatives.

Capital rationing decisions:. Capltal budgeting decisions are a simple
process |n those firms where funds are not the constrarnt but in the
majority of the cases, firms have ﬁxed capltal budgets. So a large amount
of prolects compete for these lrmlted budgets So the firm ratsons themin a
manner so as to maxrmlze the long run returns Thus, capital rationing
refers to the situations where the t‘ rm has more acceptable mvestment

requnnng a greater amount of fnance than |s avatlable with the firm. It is

concerned wnth the selection of a group of mvestment out -of many

mvestment proposals ranked in the descendtng order of the rate or return
: f , ‘ :

Kinds of Capntal Budgetmg

Capital budgetlng is basmally a Iong term decnsron Caprtal budgetmg

involves the planning and development of avatlable ﬁnanclal resources with the

object of maximising the long term prof t earnln
' The different Kinds of capital'

a)

B needed for large projects o

b)

C)

g capacnty of the company

budgetmg proposals are as fO"OWS‘ '
By project size:Small

prOJects rnay be approved by departmental
managers, More careful

analysrs and Board of Dlrectors approval
f, say, half a million dollars or more

By type of benefit to the firm:

i)  anincrease In cash flow,
li) a decrease in risk,
li)  an Indirect benef (showers for warkers, etc),

By degree of dependence:



) mutually exclusive projects (can execute project A or B, but not

both). |
i) complementary projects:t taking project A Increases the cash flow of
project B.
iil) substitute projects: taklng pro;ect A decreases the cash flow of
project B. T
d) By degree of statlstlcal dependence /

i) Posmve dependence
ii) Negat_lv_e dependence : |
iii) _'f : Statis_tical_ l,nd;ependence".g ;f‘.ff' A

e} By type of cash flow & |
3 ) Conventlonal cash ﬂow only / ¢ n‘gfthe cash ﬁow sign
= ) Non conventlonal cash ﬂows"—-mor ha one’_change in the cash ﬂow |

sxgn '

Methods for e\(a_luating_inves't‘m'em__‘;_‘::. e

At each pomt of time a busmess f rm has a number of prdposals regardmg_,.
yarious projects in which it can Invest funds But the funds avallable are h[nlted'_ '
and it is not possible toinvest, funds in aII proposals at one tnme Hence there Is a
need for evaluation of profi tabihty of the dtfferent propcsals The commonly used Sl
methods for this purpose are; : i i i &

(A) Traditional Methods

' (i) Payback Period method: The ‘Payback‘ penod melhed represents the
period in which the total investment In permanent assek pays back itself. This



method is based on the principle that every caprtal expendrture pays |tself baok
within a certain period out of the additional earnlngs generated from the caprtal -
assets. The investment with a shorter payback penod rs preferred to the oneﬁ .
which has a longer payback penod - '

s Cashoutla orOn mat Cosc ofAsset
Payback per : Yo ST
yvack.pe lOd : Annua!CashInﬂows B

The main advantage of this method is that rt is srmple to understan and;.easy to', =

calculate. It saves in cost, requires lesser trme an ur s' compared to other e

methods. However it does not take into account th ﬂows earned after the i.‘;if"_':':-_i
payback penod and hence the true profitability of t', _"annot be assessed f
It also ignores the time value of money and doe 'nsrder the magnrtudef}._-i'?

and. timing o_f cash inflows.

(ii) Average Rate of Return (ARR) T hrs method takes mto account the-':if l
earnings expected from the investment over its whole life. Under thrs method the':
accounting concept of profit is used rather than cash mﬂows The prolect wrth the
higher rate of return is selected as compared to the one wrth Iower rate of return :

Average Annual Profit
= x 100
ARR average Investment

This method is srmple to understand and easy to operate tt uses the entrre
Warnings of a project in calculating rate of return. As this method is based upon' ;‘;
the accounting concept of profits, it can be readily calculated from financial data.
However this method ignores the time value of money as the proﬂts earned at
different points of time are given equal weightl by averaging the profits. It ignores
the cash flows which are more important than accounting profits. It cannot be

applied to a situation where investment in a project is to be made in parts.




(B) Time Adjusted Methods

The time adjusted or discounted cash flow methods take into account thx
profitability and also the time value of money.

(i) Net Present Value Method (NPV): This method takes into
consideration the time value of money and attempts to calculate the return on
investment by mtroducmg the factor of time element. It recogmses the fact that a
rupee earned today Is Worth more than the same rupee earned tomorrow. The
net present values of all inﬂows and outflows of cash occupied- -during the entire

life of the pro;ect |s determmed separately for each year by dtscountlng these
flows by the fi rm s cost of capntal on a predetermlned rate.

The present value of Re 1 due in any number of years can be found by the ‘
following fOrmula .

pPV=—L ‘,lf\')vhére i

PV =Present Value

r=Rate ef ,llntefesifdist:ount'"'r_ate
- = number of years.

- The present value for all the cash inflows for a number of years in thus found as
Sollows: '

‘ A, - A, A_’ A
PV = +

- ——

] 2 + 4 +'n-—i "
(147) (+7) (+41) (141)




where,
Ay, A, A_«,,.-.An = future. ,nelt:qesh' .ﬂp‘_"."’..s. ;

$2.3,...n= number Of Years._

r=rate of tnterest

This method '?-takes into’ accou the | ttme value of money and can be

‘ apptled in a SItuatlon thh unlform :".as _tﬂows" 'l"nd uneven cash inflows. It also

much shorter s
discount re't'e.,..l_

(if) tnte}ﬁé‘i '52"'ofﬂ_Return Method (I-RR) Under thls method the cash '
flows of a pro;ec t are dl’__‘._,ounted at a suntable rate by hlt and tnal method, which

equates the net present valneso ‘calculated to the amount of the mvestment ‘The

dtscount rate is determmed mternally The IRR can be def ned as that rate of
dascount a’t which, the present value of cash mﬂows IS equal to the present value
of cash Gutflows. ' e ot

, e A A Ay .A'n'.

. el PP, o
a4’ a4t ey’ ‘+‘ ()

Where,

‘C = Initial outlay at Time Zero



A A, !\3,...11\n Future net cash flows at different periods

2, 3. ... .n= number of years _
r =rate of discount of internal rate of return.

This method takes'intb account the time value of money and can be
usefully applied in srtuatlons W1th even as well as uneven cash flow at different
penods of time.. It consrders the profi tablltty of the pro;ect for its entire economic
life. The determlnatron of cost of cap:tal is not a prereqmsﬁe for the use of this
method. However thIS method is diffi cult to understand and is the most difficult

~ method of evaluatron of proposals ‘Also this method is based upon the
assurnptron that the earnlngs

,__re' rernvested at the mtemat rate of return for the

o AN

the average rate of return earned by the f rm is not close to the IRR

(m) Profrtabrlrty Index _;o‘r' Beneflt Cost Ratro Method It is the

reianonshlp between present value of cash mﬂows and the present value of cash
outflows and tS g:ven‘=by e e AL

Presentvaiueofcashrnﬂows SR T S
Profitability mdex (P I Present value of cash outﬂows A R

Pl = PVafCashinﬂows g
Jnitial cash outlay. - ;

PI Net = NPV

Initial Cash outlay =

or PJ, (Net) = P (Gross) |
. Fhe proposal is accepted if P, is more than one and vice versa,

Under this method it s easy to rank projects partlculaﬂv when ‘he costs of the
prorects differ srgnrfrcantly



(iv) Terminal Value Method: This method is an improvement. oyer the
NPV method. Under this method it is assumed that each of the future cash flows
is immediately reinvested in another project at a certain rate of return until the
termination of the project. In other words, net cash flows and outlay are
compounded forward rather than discounting them backward as followed in NPV
method. In case of a single project, the project Is accepted if the present value of
the total of the compounded reinvested cash inflows is greater than the present
value of the outlays, otherwise it is rejected. In case of mutually exclusive
projects, the project with higher present value of the total of the compounded
cash flows is accepted. A

Compounded value of Cash Inflows
(1+k)"

Hence, Present Value =

Where, K = Cost of capital, n = life of project (years)

Payback period (PBP)

Payback period is the time required to recoyerf‘ the initial cost of an
investment. It is the number of years it would take to get back the initial
investment made for a project. Therefore, as a technique of capital budgeting,
the payback péﬁbd will be used to compare projects and derive the number of
years it takes to get back the initial investment. The project with the least number
of years usually is selected. |

=>» Payback period is a simple calculation of time for the initial investment to
return. '

=> It ignores the time value of money. All other techniques of capital
budgeting consider the concepl of lime value of money. Time value of

money means that a rupee loday is more valuable than a rupee tomorrow.



So other techniques discount the future inflows and arrive at discounted

~ flows. e 5 |
= Itis used in comblnatmn wrth other technlques of capltal budgetlng Owing
to its snmphcrty the payback perlod cannot be the only technique used for

dec:dmg the prOJect to be selected | i
Advantages and Dusadvantagee

The most lmportant advantage of thrs method is that |t is very simple to
calculate and understand | the manager requrres a-rough idea about the tlme

gt trarne for Wthh the money would be blocked he need not sit with a pen, paper

tor a computer It can be calculated on our fi ngertlps It can at least tell the
. manager whether the prOJect IS worth spendmg further analysns tume or not.

' There are two dlsadvantages to this' method. One, it does not consider the
cash flows' after the payback perlod Because of ’[hlS ‘we cannot- consrder two |
“projects ‘with the same payback penod as equally good This method w:ll give the |
same ratln,g to two prOJects wzth the same initial cash ﬂow of 100 million where
cash inflow of one is 50 mrllron in fi rst two years and the other 1s 50 million for

three years. - . ,

- Second, ‘it does not consider the tlme vatue of money So itis avondlng the
basic rule of fi inance |, e. ‘a dollar today is worth more than a dollar ayear later.’ In
PBEP, we calculate the years where the total investment is recovered In true
‘ feenee it is only the principle which is covered; the portion of mterest is still to be
coyered,

j Other drawbacks include its inability to deal with uneven cash flows with
_negative cash flows in hetween. It may result in dual results,



Discounted Peyback Period

It's a solution to one of the disadvantages mentioned above which says it
does not take inte account the time value of money. The discounted payback
period is just a little. different from the normal payback period calculations. We
just need to replace the normal cash .ﬂowe with discounted cash flows and the

rest of the calculation will remain the same. It is also referred to as net present
value (NPV) payback period.

Accounting Rate of Return’

Accountlng Rate of Return (ARR) is the percentage rate of return that is
expected from an investment or asset compared to the initial cost of mvestment
Typically, ARR is used to make capital budgeting decnsmns For example if your
busmess needs to decnde whether to- contlnue wnth a partlcu!ar lnvestment

_whether it's a pro;ect or an acqu1smon an ARR calcu!atlon can help to determine
whether going ahead is the right move.

The Accountlng Rate of Return formula is as follows:

¢ ARR = average annual profit / 'average investment

ARR = AverageAccounting Profit

—_—

Average Investment

Average accounting profi

Uis the arithmetic mean of accounting income
expecied

o be earned during each year of the project's lifetime. Average
.mveslment may be calculated as the sum of the beginning and ending book

value of the project divided by 2. Another variation of the ARR formula uses initial
investment instead of average investment.



Advantages and Disadvantages

Advantages

1. Like paybac!g per’iod
calculate. ©

. this method of investment appraisal is easy to

se AR to compare
ank higher than the
years, even if he
ojectis higher.
infor hﬂatt onThuSlt --‘i.s'"n'ct

costs because- their

Internal Rate o'f"'Retu'rﬁ'(lRR) e

The intemal rate of return (IR is a discounting Aléé'sh‘f.'O“f technique which
 Gives a rate of retum eame by a project. The internal rate of retum is the
discounting rate where the total of in'itial cash outlay and diSéOUhted ca .Sh infleie
are equal to zero. In ofher words, it is the discounting rate at which the net
present value(NPV) js équal 0 zero, i | X



NPV

" IRR

/ ; ___ “Discount _

varate, ¥y

" The discount rates used are on the x-axis, Ién:d fhe NPV ($) is on the
y-axis. As you can see, the graph |s a smooth curve which crosses: the X- ax1s t
is this pomt that we need to calculate the dlSCOUﬂt rate, WhICh has prcduced a

NPV of zero — this is the IRR. IR '

|

It would be very time consuming to calculate the NPV cfa crciject for many
different discount factors and then plot the graph and estimate where the graph
crosses the x-axis. Instead, there is a shortcut using the formula: "

NPV,
IRR =+ ————2— (1, - ;)
NPV, - NPV,,
r., = lower discount rate chosen
r, = higher discount rate chosen

N, =NPVatr, -
N, =NPVatr, ' 4



In order to use the fonmula then we need to take the cash flows of the
pro;ect and discount them twice — once using a discount rate a%, and once using
a discount rate b%. If we plot these results on a graph it would be as follows:

NPV
3

NPV

T ' =13 Discount
e 7 rate

We know that the Ime Jom:ng these two ponnts should be a curve, but the
formula approx;mates the. curve w:th a stralght line and so calculates the pomt at
wh|c:h a straight lme crosses the x—ams and is therefore the IRR

vat’r-‘r i g - ~IRR calculated using the
’ AT N formula

Discount
- rate -

NPV, T
True IRR




The estimation is most accurate if one NPV used in the formula is positive
and the other one is negative. So if a ‘candidate chooses a discount factor and
calculates the NPV of the. project Wthh turns out to he negative, a lower discount

rate should be chosen for the next dls_cou_ntmg so- that there is a possibility of
obtaining a positive NPV, _ - '

Net Present Value (NPV) _
The Formula for NPV )
e e '.Cash ﬂow
Where: : _' _
i=Required return or dlscount rate e " i

t=Number of tlme penods

If analyzing a longer-term project with multlple cash ﬂows the formula for the net
present value of a project is:

n

R;
NPV - e
2Ty

‘Where:

R=net cash inflow-outflows during a single period t

i=discount rate or return that could be earned In alternative investments
t=number of time periods



Positive NPV: If the present value of cash inflows is greater than the
present value of the cash outflows, the net present value is said to be positive
and the investment proposal is considered to be acceptable.

Zero NPV: If the present value of cash inflow is equal to the present value

of cash outflow, the net present value is said to be zero and the investment
proposal is considered to be acceptable.

Negative NPV: If the present value of cash inflow is less than the present

value of cash outflow, the net present value is said to be negative and the
investment proposal is rejected.

1. Present value of cash inflow > Present value of cash outflow
NPV 1s positive and the project is acceptable

2. Present value of cash inflow = Present value of cash outflow
AN
NPV is zero and the project 1s acceptable -

3. Present'{*‘alue‘ of cash inflow < Present value of cash outflow
NPV i1s negative and the project is not acceptable

; Advantages
1. Considers the time value of money
2. Considers cash inﬂow of the entire project.
3. Estimation of present value of their cash flows based on a discounting rate
equal to cost of capital. ‘
4. Consistent with the objective of maximising the shareholders' wéalth.

5. One of the most acceptable and adaptable methods of capital budgeting
evaluation.



Disadvantages

1. Based on discount rate: In practical life, it is \iery difficult to understand and
calculate as compared to ARR method or payback method

2. It does not consnder the magnltude of the mltlal outlay and cash.benefits
together.

3 Does not glve rellable answers if alternatlve prolects have unequal_
effective lives. R ._ _
4. This method is an absolute"rhea'sure., When two proje’cts'are being |
considered, this method favoure the broject'with higher NPV,

Modified Internal Rate of Return (MIRR)

Modlfed lnternal rate of ‘return (MIRR) is a snm:lar technlque to. IRR
Technically,’ MIRR |s the IRR for a project with an ldentlcal level of lnvestment
‘and NPV to that being considered but with a single terminal payment

In order to calculate MIRR, we f rst need to find future value of all cash mﬂows at

the end of the pro;ect using an approprlate relnveslment rate calculate the

present value of all cash outflows at the relevant dlscount rate and then use the
following formula to work out MlRR

MIRR = (FVCIIPVCQ)“’“) ~ 1

Profitability Index (PI)

Profitability Index (PI) Is a capital budgeting technlque to evaluate the

investment projects for their viability or profitability. Discounted cash flow |

technique is used in arriving at the profitability index. It is

also known as a
benefit-cost ratio, Calculation of profil

ability index is possible’ with a simple



formula with inputs as — discount rate, cash inflows, and outflows. Pl greater than
or equal to 1is interpreted as a good and acceptable criterion. | -
The method used for arﬁving at profitability index of a proposed project IS |
explained stepwise below:
1. Find the expected cash inflows of the prOJect
2. Find the cash outflows of the project (Initial lnvestment + any other cash
outflow) :
3. Decide an appropriate discount rate _
4. Discount the expected cash inflows using the discount rate :
5. Discount the future cash outflows and add to initial inve'stment___f_ a1

PROFITABILITYINDX

B L.Ichwa ity Index (PI) 1s 2 capital budgetng technique to evaluate the mmvestment projects for
their visbility y or profitability.

= Proftabinty Indexis a ratio of discounted cash mflow to the discounted cash cutflow.
: /

C_ STEPSTO CALCULATEPI ) {___ PROSANDCONS 2
- _

r;.DVAI\TAGES : It considess tme value of
moeney concept [t also allows two
mvestment companson.

Find the cxpcc;cd Cash Inflow 2 Find
the cash outflow = Decide upon the
Discount Rate = Discount the expected

cash inflows using the discount rate = . ' - ‘__ L
Discount the future cash outflows and DISADVANTAGES : Two projects having

fhg et . the vast differencs m mveastment and dollar
add to initial investment =2 Divide step e D “:_
(d) by step (¢) retum can have the same Pl In suc
ataton, the NPV methed works.

Advantages of profitability Index

1., It recognizes the time value of money.



2. It considers all cash flows :O‘Verrthe entire  life of the project In its
calculation. Aol 4 |

3. If one tries to maxtmlze projecls lhe use of NPV always finds the correct
costs and revenues. ‘ |

4. Itlseasyto calculale compared to IRR

5. It Is consistent with the objective of maxmzmg the welfare of owners.

6. It Is quite sunlable for evaluating Investment proposals when their costs_

diﬁ'ersignlﬁcantly. |

Dlsadvantages of profi tablllty method |
1. Itis a compl:cated method, In the sense that |t Involves a good amount of
| calculatlons : '
2. Mt |s not suitable for ranking projects requiring dlfferent capltal outlay
3. There is a difficulty in determining the discount rate |

Economic value added method (EVA) s
The EVA (ECOFIOIT]IC Value Added) is an mdncator of profi tablhty and a‘ 2
measure of fi nancral performance based on resudual wealth. It is the excess
profit above:- the cost of capltal generated by the busmesai adjusted for taxes
and presented on a cash basis. The consultmg firm Stern Value Management |
developed the method. It represents the dlfference between the Rate of Retum
and Cost of Capital and measures the value generated by :nvested capltal
’j_,The Economic Value Added (EVA) attempts to capture the truest economic
| profitability of the company. Therefore, we also refer to it as Economlc Profit.
A negative EVA means that the business is generating no value. Whereas, a
positive EVA |mplles the company is creattng value for the shareholders

-



Capital Rationing

Capital rationing is defined as the process of placing a limit on the extent of
new projects or investments that a company decides to undertake. This is made
passible by placing a much higﬁer cost of capital for the consideration of the
investments or by placing a ceiling on a particular proportion of a budget.

A company might intend to implement capital rationing in scenarios where
the past revenues generated through investments were not up to the mark.

Capital rationing is necessarily an approach of management in allocating
the funds available écroés various opportunities of investment, thereby
enhancing the bottom line of the company. The cdmpany will go on to accept the
blend of projects that have the net present value (NPV) on the higher side.

The pn‘mary intention: of the capital rationing- is to make sure that a
company is not goin'g to ihvest heavily in assets. With insufficient rationing, a
company may go on‘tb witness the retums provided by their investments going
on the lower side and may even reach a scenario where the company enters the
stage of financial msolvency

The first type of cabitai rationing is called hard capital rationing. This type
of rationing happens if a company is having issues with raisiﬁg excessive funds,
either by means of debt or equity. The rationing happens from an external
dependence in order to cut down on expenses and may result in the shortage of
capital to raise enough money for projécts in future.

The second kind of capital, rationing, is referred to as the soft capital
rationing. It is also called internal rationing. This happens because of the internal
policies of an organisation. A company that is financially conservative will have a



high required retum on the capital invested in laking up projects in the corning

days, thereby imposing self capital rationing.

PRACTICAL PROBLEMS

1. A project requires an initial investment of ¥ 1,20,000 and yields an

annual cash inflow of ¥ 40,000 for 7 years. What is the Payback
period?

Solution:

. _ Original Investment _ 120000
Payback period = Annual Cash Inflow = 40,000 — 3 Years

2. Compute NPV from the following information given below.

A project which requires an initial investment of Z 40,000 and which has a
net cash inflow of ¥ 12,000 per annum for 6 years. The cost of funds is 8% .

There is no scrap value (P.V. of annuity of Re. 1 for 6 years @ 8% per
annum is 4.623)

Solution:

Present value of cash inflow (12,000x4.623) 55,476
LESS: Initial cash outlay 40,000

Net Present value .15,476



3. U the discount factor (cost of capital) is 12% and if tl is received after
2 years what is the present value?

Solution:,
The formula for computing the Py is

PV = “1‘ =—1 = ir: =—==0.8
1+t t“"ﬂ\?) (1+0ad)

4. Keerthi Co., Ltd is considering the purchase of machinery. Two

machinery S and T each costing ¥ 2,00,000 are available. Cash
inflows are expected to be as under. Calculate

a) Payback Period

b) Post Pay back period Method.

Year Machine S Machine T
1 60,000 20,000

2 80,000 | 60,000

S 1,00,000 80,000

4 60,000 1,20,000

9 40,000 80,000
Solution:

PBP = Zignal nvestment

Arnual Cash Inflow



The above formula cannot be applied as the cash inflow of the projects are not
. uniform, thereby the second method i.e. cumulative method has to be adopled.

Machine "S"

Payback period method

Year | cash Inflow ' Cumulative Cash Inflow
RPROARPECIS | 60,000 . 60,000
2:". s lemo00 s 11,40,000
" 0000
~ 7100000 0.6

". PBP is 2.6 years for Machine "S"

Machine n
Year ..Césh inflow - | Cumulative Cash Inflow
1 g 20,000, | 20,000

o - 60000 2 80,000

3 leooo0 1,60,000

—A0000 o -
= 120000 0.33

. PBP is 3.33 years for Machine "T"

From the above, It is clear that Machine "S" is profitable according to pay back

period method as it gives the Investment early.

Post Payback profitability

Machine "S"



Total Cash inflows of the project 3,40,000

(60,000+80,000+1,00,000+60,000+40,000)

Less: Original Investment 2.,00,000
Post Payback Profitability .; R | - 1,40,000
Machine "T" | = - :
Total cash inflows Ofth;;pl{c-a-jéi:_'t e -.'?.':a_,éq,obo..

(20,000+60,000+80,000+1,20,000+80,000) = -

Less: Original Investment™ ~~ SR

5. Kiran Industr:es lelted is consu:lermg the purchase of a new
machine wh:ch would carry out some operations there are 2

alternative models under cons:deratlon for mvestment they are Polar
& Sony. ' '

The following information is available in respect of both the machine:

Polar Sony

Estimated life in years 20 22

Cost of machines ¥12,00,000 Z 20,00,000



Estimaled savings In scrap p.a,

Additional cost of supervision p.a.

Addltional cost of mainiénance p.a.

Cost of indirect material p.a.
Estimaled savings In wages
a) Wages per worker pa

b) No. of workers nol required

- ¥.80,000

706,000
456,000

48,000

¥4,800

150

¥ 1,20,000
2 1,28,000
7 88,000

764,000

7 4,800

200

Using the method of pay back period suggest which is profitable

Solution:

Comparative Analysis of Cash inflows of two machine

Polar (%) Sony ()
Total savings
a. Estimated savings in sérap. 80,000 1,20,000
b. Estimated savings in wages
Polar 4,800 x50
Sony 4,800 x 200 7,20,000 9.60,000
8,00,000 10,80,000
‘ '—.Totall additional cost
a. Cost of supervision 96,000 1,28,000
h. Cost of maintenance 56,000 88,000




"' <. Cost of indirect matenial 48,000 64,000

? 2.00,000 2.80,000
E— - | s:00.000 1-0,80,000
| g

| LESS: Totz! additional cost 2,00,000 280,000

f Cash inflow s,oo,oﬁo 8,00,000

Originz! Invescment
o SR S P T g
Payback period: Anmucl cash inflow
‘ _ 1700080 _ s _ 20,008,000 _
POLAR = E00000 2Years SONY = ___8,00,000 = 2.5Years

Izchine Polar is profitable

6. Zenith Industries Itd., are thinking of investing in a project costing ¥

20 lakhs. The life of the project is five years and the estimated

salvage value of the project is zero. Straight line method of charging
depreciation is followed. The tax rate is 50%. The expected cash

flows hefore tax are as follows:

Year 1 2 3

Estimated cash flow

before depreciation and
tax (t lakhs) 4 6 8



You are required to determine the (i) Payback period for the investment (ii)

Average rate of return (iii) Net present value (iv) Internal rate of return. Cost

of capital is 10%
Solution:

a. Payback period

Year 1 2 3 4

Cash Inflow before tax &

depreciation 4.00,000 6.00,000 | 8,00,000 8.00,000
(-) Depreciation 4,00,000 4,00,000 |4,00,000 4,00,000
Cash inflow before tax - 2,00,000 | 4,00,000 4,00,000
(-) Tax (50%) - 1,00,000 |2,00,000 2,00,000
Net cash inflow - 1,00,000 |2.00,000 2,00,000
Add: Depreciation 4,00,000 4,00,000 |4,00,000 4.,00,000
Cash Inflow before 4,00 000 ' 5,00,000 | 6,00,000 6,00,000
depreciation & after tax

ist  year cash inflow = 4,00,000

Zrvd  year cash inflow = 5,00,000

2rd year cash inflow = 6,00,000

4th year cash inflow (required)= 5,00.000

Payback period = 3 year & 2 = 3. g3years



b. Average Rate of Return .

Annual average net earning =
APR =

c. Net Present:'\r’ame o

Annual Average Net earnings = 1,60,000

0 + 1,00,000 + 2,00,00

0 4 2,00,000 + 3,00,000

5

Average Investment

~ 10,00,000

X 100 = 16%

Yealf' ‘ ‘Cash inflow ' ‘| PVat10% discount -, PV of cash inflow
i . |400000 " |oBog il 3,63.600 -
2 'é,od;boo | o.élzs.-_?:'._"' e - |4,13,000 :
BEE 6,00,000 0.751 4,50_,660_
|4 6,00,000 0,683 _é_;,og-,'éob- 7
5 _ 7,00,000 0.621 '4_,34.700
20,71,700

- Net Present value = PV of cash Inflow - original investment = 71,700

iv) Internal RatefofRe_turn '

Factor =

Original Investment -_-l.ff(‘J,OO.UUO

Average cash inflow

= 3.57

Factor, 3.57, will be between 11% and 13%

PV of cash inflow @ 11%

Year

Cash inflow

PV factor

PV of cash inflow

4,00,000

0.901

3,60,400

= 1,60,000




< 5.00,000 0.812 4.06,000
3 6,00,000 0.731 4.38,600
4 6,00,000 | 0.659 3.95.400
S 7,00,000 0.593 4,15,100
20,15,500

PV of cash inflow @ 13%

Year ' Cash inflow PV factor PV of cash inflow
1 4,00,000 | 0.885 3,54,000
2 {500,000 ; 0.783 "~ |a91.500
3 :; 6,009,000 0.693 \ 415,800
4 6.00,000 . 0.613 3,67.800
5 700,000 L 0.543 3,80,100
| 19,09,200

IRR = A+-=2- x (B — A)

where A= 11, B= 13, C= 20, D = 19,09,200, O = 2,00,00,000

20,1 5,.‘100-20,00,000 15,500
=11+ B = 2
/1 £0,15,500-19,09,200 x 2 11 1,06,300 X 2 11.29%




- MODULE 5
SHORT-TERM FINANCING AND INVESTMENT
 DECISIONS

In an ‘ordiha;y sensé; ‘er'ki'ng capital denotes the amount of funds needed

for meeting dayQtOfda‘y operations of a concern. .

_.Thig is related to"-shp'rt-term assets and short-term sources of financing.
Hence it deals with both assets and liabilities—in the sense of managing working

capital it is the excess.of current assets over current liabilities.

Concept of Working Capital

The funds invested in current assets are termed as working capital. It is the
fund that is needed to-run the day-to-day operations. It circulates in the business
like the blood circulates in a Iiving body. Generally, working capital refers to the
current assets of a COmp'any that are changed from one form to another in the
ordinary course of business, i.e. from cash to inventory, inventory to work in
progress (WIP), WIP to finished goods, finished goods to receivables and from

receivahles to cash.

There are two concepts in respect of working capital:

1. Gross working capital and
2, Net Working capital.

Gross Working Capital



The sum total of all current assets of a business concern is term_ed as

gross working capital. So,

Gross working capital = Stock + Debtors + Receivables + Cash.

Net Working Capital

The difference between current assets and current liabilities of a business

concem is termed as the Net working capital.

Hence,

Net Working Capital = Stock + Debtors + Receivables + Cash — Creditors —

Payables.

Nature of Working Capital

The nature of working capital is as discussed below:

1. Itis used for purchase of raw materials, payment of wages and expenses.

It changes form constantly to keep the wheels of business moving.

. Working capital enhances liquidity, solvency, creditworthiness and

reputation of the enterprise.

4. It generates the elements of cost namely: Materials, wages and expenses.

o

It enables the enterprise to avail the cash discount facilities offered by its
suppliers.

It helps improve the morale of business executives and their efficiency
reaches at the highest climax.

It facilitates expansion programmes of the enterprise and helps in
maintaining operational efficiency of fixed assels.



Need for Working Capital

Working capital plays a vital role in b'usiness. This capital remains blocked
in raw materials, work in progress, finished products and with customers.

1. Adequate working capital is needed to maintain a regular supply of raw
materiats, which in turn facilitates smoother running of the production
process. il “ e

2. Worklng capltal ensures the regular and tlmely payment of wages and
salaries, thereby |mprovrng the morale and effi crency of employees.

3. Working, capltal IS needed for the eft“ crent use of fixed assets

4. ‘In order to enhance goodwﬂl a healthy Ievel of working capital is needed It
s necessary to burld a good reputatron and to make payments to creditors

in t:me e SRR T e : ‘
5. Workmg capltal helps avond the possrblhty of under-capltallzatlon
6. It is- needed to prck up stock of raw matenats even durmg economic
depresswn A T e e

7. Worklng caprtal IS needed m order to pay a falr rate of dwrdend and lnterest

in trmc whtch mcreases the cont‘ dence of the mvestors m the ﬁrm _'

Importance of Workmg Capltal

_ ltis said that workrng capltal rs the ltfeblood of a busrness Every business
needs funds in order to run its day—to-day activities.

1. It helps measure proﬁtability of an 'enterprise. In its absence, there would
be neither production nor profit. [

2. Without adeqdate working capital an entity cannot meet its short-term
liabilities in time.

3. A firm having a healthy working capital position can get loans easily from
the market due to its high reputation or goodwill.



4 SUBoent wornmg  capilal helps mamtain an unintertupted flow  of
prodaction by suppiying raw matenals and payment of wages

S Scund working  captal helps mamtain optimum  level of investment in
cument asse's

6. It enhances Iqurdity. solvency, credit worthiness and the reputation of
enemnse.

-1
-

It provides necessary funds to meet unforeseen contingencies and thus
helps the enterprise run successfully during periods of crisis.

Components of Working Capital:

A. Current Assets

These assets are generally realized within a short period of time, i.e. within one
year.

Current assets include:

1. Inventories or Stocks
a. Raw materials
b. Work in progress
c. Consumable Stores
d. Finished goods
2. Sundry Debtors
3. Bills Receivable
Pre-payments
Short-term Investments
Accrued income and
Cash and Bank Balances

N o oo s



B. Current Liabilities

Current liabilities are those which are generally paid in the ordinary course of
business within a short period of time, i.e. one year.

Current liabilities include:

Sundry Creditors

Bills Payable

Accrued Expenses |
Bank Overdrafts

Bank Loans (short-term)
Proposed Dividends
Short-term Loans

® NP p e

Tax Payments Due

Factors Determining the Requirements of Working Capital

1. Saleszmong the various factors, size of the sales is one of the important
factors in determining the amount of working capital. In ordér to increase.
sales volume, the enterprise needs to maintain its current assets. In the
course of period, the enterprise becomes in the position to kéep a steady
ratio of its current assets to annual sales. As a result, the turnover ratio,
i.e., current assets td turnover increases reducing the length of‘operétin_g

cycle. Thus, less the operating cycle period, less will be requirements for
working capital and vice versa.



2. Length of Operating Cycle:Conversion of cash through various stages

L7

viz., raw material, semi-processed goods, finished goods, sales, debtors
and bills receivables into cash takes a certain period of time that is known

as ‘length of operating cycle’. Longer the operating cycle time, the more is
the working capital required.

. Nature of Business:The requirément of working capital also varies among

the enterprises depending upon the nature of the business. For instance,
trading companies require more working capital than manufacturing
companies. This is be'cause‘the trading business 'requires large quantities
of goods to be heid‘in stock and also carry large amounts of working
capital than manufacmring cdnce_rns.ln both these types of businesses, the
value of current assets is 80% to 90% of .the_valtie of total assets. The
investment in current assets is reiativeiy sm-alller'in the case of hotels and
restaurants beééuSe they mostly have cash séles, and only small amounts
of debtors’ balances. ' N |

. Terms of Credit:Another important factor that determines the amount of

working capital requirements relates to the terms of credit allowed to the
customers. For instance, an e'nterp'rise may allow only 15 days credit, while
another may allow 90 days credit to its customers. Besides, an enterprise
may extend credit facilities to its all customers, while another enterprise in
the same business may éxt_end credit anly to. select ahd those too reliable
customers 6nly.Then, the requirements for working capital will naturally be
more if the credit period is longer and credit facilities are extended to all
customers, no matter how reliable or unreliable. théy' are. This is because
there will be a longer balance of debtors and that too for a relatively longer
period which will obviously demand for more capital.On the contrary, if
supplies of raw materials are available on favourable conditions or terms of
credit i.e., the payment will be made after a relatively longer period of time,

the requirement for warking capital will be correspondingly smaller.



5. Seasonal Variations:The seasonal enterprises, i.e., the enterprise whose
operations pick up seasonally may require more working capital to meet
their increased operations during the particular season. A popular example
of seasonal enterprise may be sugar factories whose operations are highly
seasonal.

§. Turnover of Inventories:If inventories are large in size but turnover is
slow, the small-scale enterprise will need more working capital. On the
contrary, if inventories are small but their turnover is quick, the enterprise
will need a small amount of working capital. ‘

7. Nature of Production Technology In case of labour intensive technology,
the unit will need more amount to pay the wages and, therefore, will
nequnre ‘more working cap:tal On the other hand, if the production
technology is capital- mtenswe the enterpnse will have to make less
payment for expenses Itke wages As a result - enterprise will require less
workmg capital R

8. Contingencies:If the demand for and pnce of the products of small- scale
enterprises are subject to wide' var;atao:ns or fluctuations, the contingency
provisions will have to be'.made for meetihg the fluctuations. This will
obviously increase the reQui'remen\t\‘sAfo_r-‘working_‘_'capital of the small
enterprises. While one can add certain other factors to this list, the said
factors appear to be the major ones in.,détermining‘ the requirement of
working capital of a small-scale enterprise. -

Sources of working capital

1. Public Deposits is a significant source of working capital. It is an unsecured
loan. It is taken by the company from the depositor for a short period. The

- maximum duration is three years. It has a high rate of interest, It is very
popular in India. All types of companies widely use it because it gives
many benefits. The procedure for taking it is simple. It is very.economical.



Here, the company can frade on equity, the capital becomes flezible, 2o
on. However, it Is not suitable for all firms and is only suitable for reputed

ones. ‘

. Bank Credit is also called Bank Loan. It is a well-known source of working
capital. Manufacturing and trading companies use it. It is a secured loan.
That is, the company first has to give some security to the bank only then
the bank approves the loan, Once approved, later the company has to pay
interest on the loan, Commercial and Co-operative Banks give bank credit.
Itis given for short and long periods. It is very lengthy and time-consuming.
It involves many formalities. There'fore. many companies take private loans
instead of bank loans. Banks give credit through following ways:

1. Demand Loans,
Advances,
Overdrafts,
Cash Credit,
Letter of Credit,
Discounting of Bills, etc.

Qo kN

. Trade Credit; Dealers pu'rchase goods from the company and sometimes
-give an advance payment. This advance payment is called Advance from
Dealers or Trade Credit, The company uses this money as a working
capital. So, trade credit is another source of working capital. It is readily
available. It is given for 60 to 90 days. Here, the rate of interest is low.
Companies that have a monopoly in the market gets this credit. It is given

for the Consumer Durable Goods like scooters, motorbikes, cars,
lelevisions, refrigerators, elc.




4. Advance from Customers: Sometimes, customers also make an advance
payment to the company. The company uses this money paid in advance
as a working capital. Hence, the advance from customers is a source of
working capital for it. For example, a luxury automobile manufacturer gets
an advance from customers who have booked a car. Today, it is difficult to

~.get such an advance from customers because of rising competition in the
market.

S. Income from Sales: The company sells its goods and earns income. This
income later gets used as a working capital. Income earned.from sales is
the largest source of w\orkin'g capital for most companies.

6. Self Fmancmg The company does not distribute its all prof its to the
shareholders It saves a part of profits. This saving gets used as a workmg ,
capital. So the company uses its own savings as workrng capltal Such
behaviour  is called Self Flnancrng or Ploughrng Back of . Profits.
Self-fi nancrng is very economical because there is no need to pay any
interest. |

7. Issue of Shares The company :ssues shares to the publlc lt gets equrty
‘share cap:tal This equity share caprtal gets used as a Iong term working
capital. Equity share capital is the best source of working cap:tal because

there is no interest payment on it. Also, lhe company need not repay the
equity share capital.

8. Issue of Dehentures:

1. The company issues different types of debentures to get debenture
capital. The company uses debenture capital as a working capital.
So, the issue of dehentures is a significant source of working capital.



2. In India. debentures are very popular. it receives 3 good response
from the public. Therefore, most companies use debenture capital as
working capital. However, debenture capital is a borrowed capital.

Therefore, the company has to repay it at a high rate of interest.

8. Cash Credit is also an important source of working capital. It is a secured
loan. It is similar to Overdraft. The company is allowed to withdraw money

from the bank up to a certain limit. Bank charges interest on the amount
that is withdrawn.

10. Discounting Bills is another important source of working capital. The
company sells goods on credit. It gets Bills Receivable from the debtors.
Banks discount these bills. Here, it is not necessary to wait for the maturity

of the bills. So, the company receives money very quickly from the bank.
This money is also a working capital.

11.Packing Credit is a loan facility given to the exporiers by commercial
banks. It is also called Pre-Shipment Finance. This loan is offered to the

exporters only if they have a Letter of Credit. This money gets used as a
working capital.

12.  Commercial Paper is a short-term promissory note. It is unsecured.

Only well-established companies can issue it. Banks and financial
institutions purchase it. It is purchased, at a discount. This discount is just
like interest. The banks provide short-term finance to established

companies in exchange for commercial paper. It is given for a short period
of 90 1o 180 days.
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Estimating working Capital noods

There are broadly three methods  of estimating  or analyzing  the
requirement of working capital of a company viz. percentago of roveniie or sales,
regression analysis, and operaling cycle maothod, Eatimating working capital
means calculating 1'l.glLt|‘c worklng'capllal‘ It should be as accurate ag possible
because Lhe planning of working capital would be basod on theae entimatan and

bank and other financlal institules finance the working capital necds 1o bo based
on such estimales only,

Percontage of Sales Mothod

It is the easlest of the methods for calculating the working capital
requirement of a company, This method is based on the principle of ‘history
repeats itsell'. For estimaling, a relationship of sales and working capital is
worked ouf for say last 6 years. If il s conslantly coming near say 40% i.¢



working capital tevel is 40% of sales, the next year estimation is done based on
this estimate. If the expected sales are 500 million dollars, 200 million dollars
would be required as working capital.

The advantage of this method is that it is very simple to understand and
calculate also. Disadvantage includes its assumption which is difficult to be true
for many organizations. So, where there is no linear relationship between the
revenue and working capital, this method is not useful. In new startup projects
also, this method is not applicable because there is no past.

Regression Analysis Method

This statistical estimation tool is utilized by mass for various types of
estimation. It tries to establish a trend relationship. We will use it for working
capital estimation. This method expresses the relationship between revenue &
working capital in the form of an equation (Working Capital = Intercept + Slope *
Revenue). The slope is the rate of change of working cépita! with one unit
change in revenue. Intercept is the point where the regression line and working

capital axis meets (Will not go deeper into statistical details). At the end of the
statistical exercise with past revenue and working capital data.

Operating Cycle Method

This is probably the best of the methods because it takes into account the
aclual business or industry situation into consideration while giving an estimate of
working capital. A general rule can be stated in this method. Longer the working
capital operating cycle, higher would be the requirement of working capital and

vice versa. We would agree to the point also. The following formula can be used
o estimate or calculate the working capital

Working Capital = Cost of Goods Sold (Estimaled) x(No. of Days of Operating
Cycle / 365 Days) + Bank and Cash Balance. |



Managing cash _

Cash management is the process of collecting and managing cash flows.
Cash management can be important for both individuals and companies. In
business, it is a key component of a company's ﬁnahcial stability. For individuals,
cash is also essential for financial stability while also usually considered as part
of a total wealth portfolio. | ’

Individuals and businesses have a wide range of offerings available across
the financial marketplace to help with all types of cash management needs.
Banks are typically a primary financial service provnder for the custody of cash
assets. There are also many different cash management solutions for individuals
and businesses seeking to obtain the best return on cash assets or the most
efficient use of cash comprehensively.



Cash is the pimary assetl individuals and companies use ¢ pay their
obiigatons on 3 reguiar basis. In business, companies have a muititude of cash
nfows and outfiows that must be prudently managed in order to meest payment
obigstons, pian for future payments, and maintain adequate business stability.
For ndividuals, maintaining cash balances while also eaming a retumn on idle
cash are ususlly top concems.

In corporgte cash management. zalso often known as treasury
management. business managers, corporate freasurers, and chief financial
oficers zare fypicelly the main individuals responsible for overall cash
management strategies. cash relzted responsibiliies, and stability analysis.
Mzriy companies may outsource part or all of their cash management
responsibilities to different service providers. Regardless, there are several key
metics that are monitored and analyzed by cash managemeht executives on a
dafy, monthly, quarterly, 2nd annual basis. - |

Tne cash flow statement is a central component of corporate cash flow
mznzgement VWhile it is often transparently reported to stakeholders on a
gquznierly basis, parts of it are usually maintained and tracked intemally on a daily
Ezsis. The cash flow statement comprehensively records all of a business’s cash
fowrs. It includes cash received from accounts receivable, cash paid for accounts
payabie, cash paid for investing, and cash paid for financing. The bottom line of
the czsh flow statement reports how much cash a company has readily available

= Cash management is the process of managing cash inflows and outflows.
= There are many cash management considerations and solutions available
in the financizl marketplace for both individuals and businesses.

-2 For businesses, the cash flow statement is a central component of cash
flow management.



Cash Management Models
base to |

Cash management requires a practical approach and a strong
determine the requirement of cash by the organization to meet its daily
expenses. For this purpose, some models were designed to,determine the level

of money on different parameters.

The two most important models are discussed in detail below:

|Cash Management Models| -

The Baumol's
EOQ Model

___,;.L—GM‘U'

T ey
e —

 The Miller -
- Orr' Model




The Baumol's EOQ Model

Based on the Economic Order Quantity (EOQ), in 1952, William J. Baumo!
gave Baumol's EOQ model, which influences the cash management of the

company.

This model emphasizes on maintaining the optimum cash balance in-a
year to meet the business_ expenées on’j\the one hand and grab the profitable
investment opportunities on the other side: -

T The,follbWing ;fdmiﬁla -o,f:th:e_-_i Baumols EOQ Model determines the level of

.
~

cash which is to be maintained by the organization:
i e

‘C' is the optimum qaéh balance;

Where,

‘Fis the fixed transaction cost;

‘T’ is the fotal pésh reduirement for that period,
‘i' is the rate of interest during the period

| The Miller — Orr’ Model

According fo Merlon H. Miller and Daniel Orr, Baumol's model only

determines the cash withdrawal; however, cash is the most uncertain element of
the business.

There may be times when the organization will have surplus cash, thus
discouraging withdrawals; instead, it may require to make Iinvestments.



Therefore, the company needs to decide the return point or the level of money to
be maintained, instead of determining the withdrawal amount.

This model emphasizes on withdrawing the cash only if the available fund

is below the return point of money whereas investin

g the surplus amount
exceeds this level.

Given below is the graphical representation of this model:

Cash T

—

———— i —

Where,
‘Z' is the s-pread Qf .cash;
‘UL i the upper fimit or maximum el
‘L is the lower limit ;)r the minimum level

‘RP’is the Return Point of cash

We can see that the above graph indicates a lower limit which is the
minimum cash a business requires to function. Adding'up the spread of cash (2)
to this lower limit gives us the return point or the average cash requirement.



Cash Management

Definition: Cash Management' refers to the collection, handling, control and
investment ‘of the organizational cash and cash equivalents, to ensure optimum
utilization of the firm’s liquid resources. Money is the lifeline of the business, and
therefore it is essential to maintain a sound cash flow position in the organization.
Receivab_le_s‘:-cash Man‘agemenf:' '. ‘_" Sl

Any amount wh1ch the company has earned however not yet received, i.e.

: 1ts outstandmg and 1s expeded to be recelved m future is known as receivables.

An organnzat[on must manage lts recelvables to maintain the surplus cash
Inﬂow It helps the firm to fulf i 1ts 1mmedtate cash reqmrements

: _The-cash rec_eiVables must bef planned 'in"sueh a way tha't't'he organization
can realise'its debts quickly and should allow a short credit period to the debtors.

Payables Cash Management‘

‘The payables refer to the payment which is unpald by the organization and
is to be paid off shortly.



Objectives of Cash Management

Following purposes of cash management will resolve the above queries:

Ob]ectlues of Cush Munagement ‘

Handlmg Unoraanized Costs

Initiates Investment
| Better Utilization of Funds
\ __Avoiding Insolvency

=> Fulfil Working Capital Requirement: The organization needs to
maintain ample iiquid cash to meet its routine expenses which are
possible only through effeciive cash management.

- Planning Capital Expenditure: It helps in planning the capital
expenditure and determining the ratio of debt and equity to acquire
finance for this purpose.

-> Handling Unorganized Costs: There are times when the company

~ encounters unexpected circumstances like the breakdown of
machinery. These are unforeseen expenses to cope up with; cash

surplus is a lifesaver in such conditions.

= Initiates Investment: The other aim of cash management is to invest
the idle funds in the right opportunity and the correct proportion.

= Better Utilization of Funds: It ensures the optimum utilization of the
available funds by creating a proper balance between the cash in
hand and investment.

—> Avoiding Insolvency: If the business does not plan for efficient cash
management, the situation of insolvency may arise. It is either due to
lack of liquid cash or not making a profit out of the money available.
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= Investing Idle Cash: The company needs to look for various short term
investment alternatives to utilize surplus funds.

Controlling Cash Flows: Restricting the cash outflow and accelerating the
cash inflow is an essential function of the business.
Planning of Cash: Cash management is all about planning and'decision

making in terms of maintaining sufficient cash in hand and making wise
investments,

Managing Cash Flows: Maintaining the proper ﬂbw of cash in the

organization through cost-cutting and profit generation from investments is
necessary to attain a positive cash flow.

Optimizing Cash Level: The organization should continuously function to

maintain the required level of liquidity and cash for business operations.



Ccash Management Strategies

Cash management involves decision making at every step. It is not an

mmediate solution but a strategic approach to financial problems. Following are

T,
-
aa

(‘.
f,

[\

-

itegies of cash management:

| Business Line of Credit |

=

Money Market Fund
y/ B |  Lockbox Account

A Management Sweep Account
ST TGEY  Cash Deposits (C0s)

. Business Line of Credit: The organization should opt for a business line

of credit at an initial stage to meet the urgent cash requirements and
unexpected expenses.

Money Market Fund: While carrying on a business, the surplus fund
should be invested in the money market funds. These are readily

convertible into cash whenever required and vield a considerable profit
over the period.

. Lockbox Account: This facility provided by the banks enables the

companies 1o get their payments mailed to its post office box. This lockbox
ts managed by the banks to avoid manual deposit of cash regularly.

- Sweep Account: The organizations should avail the facility of sweep

accounts which is a mix of savings and fixed deposit accounts. Thus, the

minimum balance of the savings account is automatically maintained, and
the excess sum is transferred to the fixed deposit account.

Cash Deposits (CDs): If the company has a sound financial position and
Can predict the expenses well along with availing of a lengthy period, it can

invest the surplus cash in the cash deposits. These CDs yield good
interest, but early withdrawals are liable to penalties.



Adminlstrative
Foes

Limitations of
Cash Management

Cash management is a very time consuming and skilful activity which is

required to be performed regularly. |

As it requires financial expertise, the company may need to hire consultants or
other experls 1o perform the task by paying administrative and consultation

charges.

Small business entities which are managed solely, face problems such as lack
of skills, knowledge, time and risk-taking ability to practice cash management.

Marketable Securities

Marketable securities are liquid financial instruments that can be quickly
converted into cash at a reasonable price. The liquidity of marketable securities
comes from the fact that the maturities tend to be less thanj one year, and that the
rates at which they can be bought or sold have little effect on prices.

-> Marketable securities are assets that can be liquidated to cash quickly.
- These short-term liquid securities can be bought or sold on a public stock
exchange or a public bond exchange.

-> These securities tend to mature in a year or less and can be either debt or
equity. . ) ‘

- Marketable securities include common stock, Treasury bills, and money
market instruments, among others.

Marketable securities are defined as any unrestricted financial instrument
that can be bought or sold on a public stock exchange or a public bond
exchange. Therefore, markelable securities are classified as either marketable
equity security or marketable debt security. Other requirements of marketable
securities include having a strong secondary market that can facilitate quick buy
and sell transactions, and having a secondary market that provides accurate
price quotes for investors. The refurn on these types of securities is low, due to

the fact that markelable securilies are highly liquid and are considered safe
investments,



Types of Marketable Securities

Equity Securitles

Marketable equily securilies can be either common stock or preferreg
stock. They are equity securities of a public company held by another Lorporstion
and are listed in the balance sheet of the holding company. [f the stocr |

u?

expected to be liquidated or traded within one year. the holding compamy wil 15!
it as a current asset. Conversely, if the company expecis o hold the stocx for
longer than one year, it will list the equity as a non-current asset. All markeizble
equity securities, both current and non current. are lisied at the lower vaius of
cost or market. |

If, however, a company invests in another company’s equily in order 1o

acquire or -control that company, the securities aren't considered markeiable

equity securities. The company instead lists them as a long-term invesiment con
its balance sheet.

Debt Securities

Marketable debt securities are considered {o be any shori-term bond
issued by a public company held by another company. Marketable debt securities
are normally held by a company in lieu of cash, so it's even more imporiant that
there is an established secondary market. All marketable debt securities are held

at cost on a company's balance sheet as a current asset until a gain orloss is
realized upoh the sale of the debt instrument.

Marketable debt securities are held as short-term investments and are
' expected to be sold within one year. If a debt security is expected to be held for

‘longer than one year, it should be classified as a long-term investment on the
company's balance sheet.



Managing debtors

Debtors are people or businesses who owe you money. Proper
management of your debtors will help you get paid faster and prevent bad debts.
Prompt collection of debtors' accounts will also help you maintain a healthy cash

flow.

Giving your customer an invoice or bill after they have supplied a product
or service is a way of offering credit. since you have to wait for the payment. By
giving your customers time to pay for goods or services already delivered, you
are making it easier for them to make purchases This will rncrease sales, but will

reduce the cash flow critical to your business.

Managing debtors is often _referred to as credit management, and includes:
> collecting debts on time
- settmg credit limits and payment terms
-> makrng credit apphcatrons and credit checks
> enforcrng a clear credit policy

> conside'ring dethr _ﬁnance.

Debt management also mvolves keeplng debtor records — this is a legal
tax requirement. There are also laws govemmg how you are allowed to follow up

debts with your customers

Inventory management
Inventory management is a systematic approach to sourcing, storing, and

selling inventory—both raw materials (components) and finished goods
(products). -



Inventory management
Inventory management is a systematic approach to sourcing, storing, and

selling inventory—both  raw materials  (components) and finished goods

(products).

In business terms, inventory management means the right stock, at the
right levels, in the right place, at the right time, and at the right cost as well as

price.

There are various types of inventory management techniques which can

help in efficient inventory management. They are as follows:

Types of Inventory ManagementTechmques

1. ABC Analysns

2 Just In Time () Method '

Matenal Requnrements Planmng (MRP) Method

L =

4 Economlc Order Quantlty (EOQ) Mode!

5 Mlmmum Safety Stocks

,

e e e e e e e

k 6 VED Analysis |

e e .

| 7 Fast, Slow & Non-moving (FSN) Method

ABC Analysis

ABC analysis stands for Always Better Control Analysis. It is an inventory
managerment technique where inventory items are classified into three categories
namely. A, B, and C. The items in A calegory of inventory are closely controlled
as it consists of high-priced inventory which may be less in number but are very
expensive. The items in B category are relatively less expensive inventory as
compared to A category and the number of items in B category is moderate so
control level is also moderate. The C category consists of a high number of

inventory items which require lesser investments so the control level is minimum.



Just In Time (JIT) Method

In Just in Time method of inventory control, the company keeps only as
much inventory as it needs during the production process. With no excess
inventory in hand, the company saves the cost of storage and insurance. The
company orders further inventory when the old stock of inventory is close to
replenishment. This rs a little rrsky method of rnventory management because a
little delay in ordering new inventory can lead to a stock out situation. Thus this
method requires proper planning so that new orders can be trmely placed.

Material Requirements Planning (MRP) Method

Material Requirements Plannino is an inventory control method in which
the manufacturers order the mventory aﬁer consrdenng the sales forecast. The
55 MRP system mtegrates data from vanous areas of the busrness where rnventory

-exrsts Based on the data and demand rn the market the manager would
carefulty place the order for new nnventory wrth the matenal supplrers

~

";-Economlc Order Quantlty (EOQ) Model |

Economrc Order Quantrty techmque focuses on takmg a decrsron regardmg
how much quantlty of rnventory should the company order at any pomt of time
and when they should place the order In thls model the store manager will -
reorder the mventory when |t reaches the mlnlmum level EOQ model helps to

save the ordenng cost and carryrng costs rncurred whrle placrng the order. With
the EOQ model, the organrzatlon is able to place the rrght quantity of inventory.

Minimum_Safety Stocks

The mrmmum safety stock is the level of inventory which an organization

maintains to avord the stock-out situation. It is the level when we place the new
order before the emstmg inventory is over,



VED Analysis

V-Vital
(Highly Important)

o Becs he e
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Inventory ] 'E-Essential

, (Moderately

»
D-Desirable
 (Less Important)
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VED stands for Vital Essential and Desirable. Organizations mainly use
this technique for controlling spare parts of inventory. Like, a higher level of
inventory is required for vital parts that are very costly and essential for

production. Others are essential spare parts, whose absence may slow down the

production process, hence it is necessary to maintain such inventory. Similarly,

an organization can maintain a low level of inventory for desirable parts, which
are not often required for production.

Fast, Slow & Non-moving (FSN) Method

This method of -inventory control is very useful for controlling
obsolescence. All the items of inventory are not used in the same order; some
are required frequently,. while some are not required at all. So this method
classifies inventory into three categories, fast-moving inventory, slow-moving
inventory, and nbn-maving inventory. The order for new inventory is placed based
on the utilization of inventory.

Inventory rhanagement is an essential part of every business. With an

effective inventory management system in place, the business can significantly



reduce its various costs like warehousing cost, inventory carrying eost, ordering
cost, cost of obsolescence, elc. ILimproves the supply chain of the business
Managers are able to forecast the level of production at which they need to place
new orders for inventory. Hence, organizations should take all the necessary

steps to maintain an effective inventory management and control system

Practical Problems

1. From the following information compute the workmg capital
requirement for a company.

a. Annual sales 2,00,000 units
. Selling price ¥ 8 per unit

. Percentage net profit on sales 25%

. Average credit period allowed by suppliers - 4 weeks

. Average stock holdmg In terms of sales requirement - 12 weeks

b
c
d. Average credit period allowed to customer - 8 weeks
&
f
g. Allow 10% for contingencies

Solution:
The above problem can be solved in the following manner,

a. By computing cost of sales, this is done by removing the percentage of
profit.

b. By correctly classifying information into current assets and fixed assets.
Calculation of Cost of Sales

Cost of sales = Sales - Profit

=16,00,000 - -~ ]00 ® %16 ,00,000




= 16,00,000 - 4,00,000 = 12,00,000

Statement showing the Working Capital Calculation

Current Assets
Debtors +12.00.000 x _:? = 1,84 615
12,00,000x <
Siock =2,76.923
e 4,61,538
Less : Current Liabilities
Creditors : 12,00,000 x — = 92,308

Add: 10% Net Working Capital  3,69,230
contingencies 36,923
Net Working Capital  4,06,153

2. ABC Ltd., sellé its product at gross profit to 20% on sales. The

information extracted from Company's annual accounts for the year
ended 31-3-2009.

Sales at 3 months credit: 40,00,000

Raw materials: 12,00,000

Wages paid (15 days in arrears):  9,60,000

Manufacturing expenses (paid one month in arrears): 12,00,000
Administration expenses (paid one month in arrears): 4,80,000

Sales promotion expenses payable half year in advance: 2,00,000



The company enjoys one month credit from suppliers of raw materials and
maintains two months stock of raw materiais and half month finished
goods stock. Cash balance is ¥ 1,00,000. Find out net working capital
requirements for the company.

Solution: ‘ ,
‘Cost Sheet

Particulars . o Amount
Raw Materials i ‘ _' | 12,00,000
(+)Wages = ' 960,000
Prime Cost i v : 21,60,000
(_+)Manu£.;éxpeij§é/s'..'_ _ { | .- ‘| 12,00,000

| works saetc_ry”é&;f'- ) 2 | 330,000
(+)Adm_l'-hli;.s'traticnir}I_'E})(éensltels'..' llj : A 4:;80.000
éost_ofprééuguan"j_-'- | Eae 3:8,'4_(1000 -

.'f;Cos_t of gooldsié.t»:)ld)i’._' | | o |
(+) Saleé bfbfﬁoﬁoﬁ ex;;Je:hjs"e:«_‘. et 2,'00,-000
Cost of Sales g 40,40,000 -

Calculation of NWC requirements for the company :
Current Assets ; :

1. Cash balance 1,00,000

2. Debtors (40,40,0000x sz' 10,10,000 ;



3. Prepaid sales promotion 1,00,000

expenses
4. Inventory
Raw Material (12,00,000x —- 2,00,000
F.G. (38.40,000x - 1.60,000
Total Current Assets (A) Current 15,70,000
Liabilities : |
1. Ofs wages (9,60,000x 80,000

2. Ols Manuf expenses

1 =
7(12,00.0007X. == e 1,000

"

3. 0fs Adfhin expenses (4,80,000x — 40,000

4. Creditors (12,00,000x &) 1,00,000
' Total Current Liabilities. (B) | 3,20,000
Net Working capital requirement (A-B) ~12,50,000

3. Foods Ltd., is presently operating at 60% level producing 36,000
packets of snack foods and proposes to increase the capacity

utilisation ’In the corning year by 33 1/3% over the existing level of
production.The following data has baon suppliod,

a. Unit cost structure of the product at current level:

-



Raw Material 40

Wages 20
Variable overheads 20
Fixed overhead 10
Profit 30
Selling Price 120

b. Raw materials will remain In stores for one month before being
issued for production. Material will remain in process for further
one month. Suppliers grant 3 months credit to the company.

c. Finished goods remain in godown for one month.

d. Debtors are allowed credit for 2 months.

e. Lag in wages and overhead payments is one month.

Prepare a projected profitability statement and the working capital
requirement at the noew level, assuming that a minimum cash balance of ¥

19,500 has to be maintained.

Solution:
Propoased capacity = 36,000 + (36,000 x 1/3) = 48,000

Calculation of Working Capital

A. Investment in Inventory ¥

(1) Raw materials : 1 month

1
48,000x40x ne 1,60,000



(0 Work-in process 1 1 month
48,0008 (40+20+20)%
(i) Finished Goods: 1 month

43000x(40 + 20 + 20)x -

Investment in Debtors : (2 months)
All sales are credit sales - Assumption

(40 + 20+10 + 20)x 48,000x 4

Cash Balance
Investment in Current Assets (A+B+C)

Current Liabilities .

Creditors — 3 months

3

12

(40x48,000) x

2. Deferred wages - 1 Month

3.

(48,000 x 20) x -7
Deferred overheads -1 month

(48,000 x 20)x =

3,20,000

3.20,000

8,00,000

© 7,20,000

19,500

15,39,500

4,80,000

80,000



80,000

. Total Deferred Payment [E(I + 2+3)]
E ’ . 6,40,000
G. Networking Capital O-F) = 899,500

Project Profitability Statement .~

- 57,60,000

5

Sales

(20

Less: -Qqst,df_gb

al.‘(4o X 48 000)

i Wages (20 x 48 000) = "60 ooo

- Var. overh ads (20 x48 000) : ) e__o,,o_o_orr

- Fixed overhead (1 0x 36, 000) 3600000

Net proflt .‘ . 15,50,000

4. A profonna cost sheet of a company prowdes the following

particulars. Matenal 40 %

/

Material 0%
Direct labour - 20%
Over heads$ 20%

The following information is also available.

.~



a. It is proposed to maintain a level of activity of 2,00,000
| Units.Selling price ¥ 12 per unit. |

b. Raw materials are expected to remain in stores for an average
period of one month.

c. Materials will be in process on an average half - a - month

d. FIniéhed Igoods are required to be in stock for an average
pe’flrod of one month.

e. Credit allowed to debtcjrs is two months.

f. Credit allowed by s_upplie:r's_ is one month.
Estimate working capital requnrements i
Solution:
Cost S_heet for a single product

Materials (12x40%) ! 4.8

Direct Labour (12x20%) 2.4
Overheads (12x20%) 2.4

. 9.6
Profit (Bal Fig) : - ; 24
Selling Price S 1- 2.0 L

Statement of W'orking Capital requirements

Particulars : 4

Current Assgis

80,000



Raw Materials (one month) 2,00,000x n,‘:} -ﬁ
Work In Progress (half month)
40,000
1/2 .
Raw Materials 2,00,000 x 12 x —— wu ST
200 12 | -
Direct Labour 2,00,000x 12 X —— TR T SIS, 20,000
20 172 _
Overheads 2,00,000x 12 x =L .x—lzL | - |20,000
leshsd goods (one month) Z,Q("),OO‘Ole.ij;—zv' ) o 7 1,60,000 e
De’btors (two months) 2,00.00’0x 12 x i i ~ 4,00,000
Total Current Assets ; e L , 7,20,000
.Le'ss: Current Liabilities W Gl -
40 St S R ' e
Credltors 2, 00, 000x 12 X 'uTJ X e 2.. Gl - * 180,000
Networkihg Capltal”: » # S Tl ~ |6.40,000

5 A flrm has current sales of z 2 56,48,750. The firm has unutilized
-capacnty In order to boost its sales it is conSIdermg a relaxation in
its credlt pohcy The proposed terms of credit will be 60 days credit
agalnst the present policy of 45 days. As a result the bad debts will
increase from 1.5% to 2% of sales. The firm's sales are expected to
increase by 10%. The variable operating costs are 72% of the sales.
The firm’s corporate tax rate is 35% and it requires an after tax return
of 15% on its lnvestmeﬁts. Should the firm change its credit period?



Solution:

Particulars (%)
Investment in debtors if credit period is 60 days(2,56,48,750x45/360) 32,06,Co4
Increase in investment in debtors 14,96177
Current bad debts (2,56,48,750x1.5/1 00) 3,84,731
Expected bad debts (2.56,48.750)(110!100x2!100) 564,273
Increase in bad debts 1.79,542
Calculation of incremental profit (After tax)

Increase in sales with 60 days credit period (2,56.48,750x10/100) 25,64 875
Contribution from increased sales (25,64,875x28/100) 7,18,165
Less: Increase in bad debts 1,79,542
Increase in operating profits 5,38,623
Less: Tax @35% 1.88,518
Net increase in operating profits 3,50.105

Rate of return on increased investment in debtors =-73,T—(L”l“;’,,—

Analysis: If the credit policy is changed from 45 days to 60 days, the company
vl earn an additional net profit of ¥ 3,50,105 which amounts to 23.40% return on

Mereased investment in debtors balances The
only 15%

suggested o Increase the credi period to 60 days

X 100 = 23.40%

required rate of return after tax is
and hence there is an incremental return of 8.40% Therefore, it is




MODULE 6
DIVIDEND DECISIONS

Dividend"dedisions, as the very name suggests, refers to the

decision-making mechanism of the‘?nanagement to declare dividends. It is crucial

for the top management to determine the portion of earnings distributable as the
dividend at the end of €very reporting period. A company’s ultimate objective is
the maximization of shareholders' wealth.

It must, therefore, be very vigilant
about its profit-

sharing policies to retain the faith of the shareholders. Dividend
payout policies derive enormous importance by virtue of being a bridge between
the company and shareholders for profit-
policy, it would be difficult Jor
management; o

sharihg.'Without an organized dividend
the investors to judge the intentions of the

Moreover, the 'dividend policies of an organization have a signi

ficant
bearing on the market value of stocks. Dividends must be distributed in

line with
the industry standards. The shareholders will otherwise perceive this variability

negatively. It casts a suspicion on the fi

nancial -health and motives of the
Mmanagement (signaling effect).

In aggregate, an inefficient dividend decision
mechanism would adversely impact the valuation of the company.

Objects of Dividend Decisions

Cash Requirement
The “financial

manager must lake into account the capital fund
requirements while fr

aming a dividend policy. Generous distribution of dividends
in capital-intensive periods may put the company in financial distress.



Evaluation of Price Sansitivity

Companies chosen by investors for its reqularity of dividend rst have g
more stringent dividend policy than others, It becomes essertial for such
companies to take effective dividend decisions for maintaining stock prices,.

Stage of Growth i

Dividend decision must he in line with the: etage of the company- infancy,
growth, maturity & dee!me Each swge undergoes differert conditions and
therefore calls for dlfferent d:vmend deel ions,

Good Dllvidend Policy '{ /

-dmdend dec:exon process that works for

There does not emst 3, eng,
every orgamzatlon A dememn' u}tebte for one company may prove fatal for
another pompany F or eyamplc, bﬁeineeses w:th a consistent order book such as
te!ecem and bankmg are expected to pay regular dividends. It may impact the
stocl' pm:eﬂ ;f ihey do not pey dmdends regu(ady TJo the contrary‘ sectors of
‘pharmaceuheel and technelogy are ‘highly research oriented. Huge cash
expensee ere reqwred m further ihesr operations. Therefore they cannot afford to
pay a regular dividend. lnvestors of such stocks eam income mainly through
‘zcepftal apprecsanon In essence there are a lot of factors affecting dividend policy

L decision.

‘We can refer to following renowned theories on Dividend Policy:
> Iodigliani- Miller Theory on Dividend Policy
- Gordon’s Thebry on Dividend Policy
. =» Walter's Theory on Dividend Policy



i Typés of Dividend Decision
| There are vaﬁous types of divi,denfds and dividend .'dédsidn?. N

Stab)e Drvrdends

5 Same amounts_ of dwrdends ,are pald out every Year nrespectwe of the
prot‘tabtlrty ' el / e
-> Shareholders

mmune to"ﬂucmatﬁi-éﬁsﬁfa"ﬁd"'v'd.latsx'ijtiy'-:fa,ced by the

prone to volatlh

> Investors of these ompanies are rlsk akini .ey,,_-prefler-to,: swrng With the

company in |ts earnmgs

Alternate Dividend Decisions

A company may not always rssue the dnwdend m cash A stock dividend is
a srgmﬁcant option with the management for recourse to non—cash optlons Itis a
handy tool 1o which management ‘may.resort to when it wants to batance both,

shortage of cash and shareholder expeclatlons Such declsions are only made in
exceptlonal circumstances, :



Theory of relavance and Theory of Irrelevance

Dividend and market price of shares are interrelated. However, there are
two schools of thought: while one school of thought opines that dividend has an
impact on the value of the firm, another school argues that the amount of
dividend paid has no effect on the valuation of firm.

Relevance of Dividend

Walter and Gordon suggested that shareholders prefer current dividends
and hence a positive relationship exists between dividend and market value. The
logic put behind this argument is that investors are generally risk-averse and that
they prefer current dividend, attaching lesser importance to future dividend funds
or capital gains. ' i

i. Walter Valuation Model

Prof James E \Nalter developed the model -on the assumption that
dividend pollcy has a srgnlf cant impact on the value of the firm.
As per Walter, the value of the share is determined by two sources of income:

(i) Present value of constant stream of dividend (.1Q.) and

Lt ‘ Ir(E— D)
(ii) Present value of infinite series of capital gains, f "

gain.
Here, D = Dividend per share,
&= Cost of capital,
E = Earnings per share,
r = Internal rate of return, and
P = Market price per share,

: \Ir(E“D)I .
Now, P=-Q-+—- "

where I i the capital

r{E-~ D)
k

Walter's. Mode! shows the clear relationship between the return on
investments or infernal rate of return (r) and the cost of capital (K). The choice of



an appropriate dividend policy affects the overall value of the firm. The efficiency
of dividend policy can be shown through a relationship between returns and the

cost.

= If K, thé firm shbuld retain the earnings because it possésses better
investment opportunities and can gain more than what the shareholder can
by reinvesting. The ﬂrrhs with more returns than a cost are called the
“Growth firms” and have a zero payout ratio. |

= If r<K, the firm should pay all its earnings to the shareholders in the form of
divide_nds, because they have better investment opportunities than a firm.
Here the payout ratio is 100%. .~ - '

=> If =K, the firm’s dividend policy has no effect on the firm's value. Here the
firm is indifferent towards how much is to be retained and how much is to
be distﬁbuted amon:g the shéreholder_s;' The payout ratio can vary from
zero to 100%. ' S

Assumptions of the Walter Model 5
The Walter Model is based on the following assumptions:
a\.\A‘IIl inve_étment is financed through retained earnings and external sources
“o_f'ﬁnance are not used.
b. The firm has an indefinite life.
c. All earnings are either distributed or internally invested.

d. The business risk of the firm remains constant. i.e. r and k remain
constant. :

Criticism of tl{e Walter Model

The Walter Model explains the relationship between dividend and value of
the firm. However, some of the assumptions are unrealistic.



The Walter Model can be criticized on the following grounds:
a. One of the assumptions that total investment of the firm is |
exclusively through retained eamnings and no external financing is used
quite unrealistic. 7
b. Here it is assumed that the cost of capital remains constant which reflects

that the risk of the firm also remains constant. This model ignores the
effect of risk on the value of the firm.

¢. The model also assumes that the rate of return is constant. This is also not
possrble as change in lnvestment also changes the rate of return.

Irrelevance of D|V|dend

As per lrrelevance Theory of thdend the market price of shares is not
affected by dmdend polrcy Payment of dividend does not change the wealth of _
the existing shareholders because payment of dividend decreases cash balance
and therr share pnce falls by that amount Franco Modigliani and Merton Miller,
two Nobel Iaureates developed thls model in 1961

i. Modlgllam-MtIIer (M-M) Hypothe51s i ,- o Y |
Modigliani and Mlller argued that the value of a f irm is solely determrned by
the earning capacity of a f“ rm 'S assets and the splrt of earnmgs between dividend
and retained’ earnrngs does not affect the shareholders wealth They suggested
that in a perfect financial market, the value of a ﬁrm |s unaffected by the
distribution of dividends. They also argued that values of shares are affected by
the future earnings and the risk of its mvestment |

Assumptions of the M-M Hypothesis:
M-M Hypothesis is based on the following assumptions:



a. Capital markets are perfect. Both managers and investors have access to
the same information concerning future prospects.

Financial leverage does not affect the cost of capital.

There is no floatation cost or transaction cost.

Eamings are perpetual and fUtu‘re earnings are known and definite.

There is no corporate tax. | w3

"o o0 O

The firm has a ng|d investment pollcy

As per. M-M Hypothesrs future earnings are known and defi mte and cost of
capital is constant. Total return is equal to the sum total of dividend income and
~ capital galnltoss The rate of return () can be written as |

) Galns

Dmdcnd +Capi Loss

1 .'fl" '.';'{ “~ - Share price
D "'fPt )

Mod:gllan: and Ml!ler argued that r should be equal for all shares otherwrse,

.....

price of Iow-yreldlng ones and mcreasnng the pnce of the. hzgh-yleldlng ones. Thrs '.
sthch-over contmues t:llfrthe drfferentlai in. rate: of returns becomes equal

Criticism of the M?M HVPOthe st

The asg sumptlons on WhICh M M Hypothesrs is developed are not reahstrc 7
and do not hold in reahty Both Investors and. firms have to pay mcome tax s
Investors rarely have access to the same information as managers The absence ‘
of ﬂansactlon or floatation cost is also not possible in real life sutuat:ons

-Gordon’s Model



The Gordon’s Model, ‘glven by Myron Gordon, also supports the doctrine
that dividends are relevant to the. share pnces of a firm. Here the Dividend

Capitalization Model |s used to study the effects of leldend policy on a stock
pnce of the hrm S T

g

Gordon s Model assumes that the mvestors are nsk averse i.e. not willing
to take nsks and prefers certaln returns to uncertaln returns. Therefore they put
: a premlum on a certaln return and a dlscount .on the uncertaln returns. The

‘mvestors prefer current dlvadends to avond nsk‘ here the rlsk IS the poss:blllty of
*--’_‘-;not gettmg the returns from the mvestments i gt : g

'ut ln case the company retalns the earnlngs then the lnvestors canv

Accordmg to Gordons Model, the market value of the share is equal to the
present value of future dvv:dends

It is represented a_s.
P = [E (1-b)] / Ke-bvf/
* VWhere,
P = price of a share
* E = Earnings perbshare

b = retention ratio



1-b = proportion of eamings distributed as dividends
Ke = capitalizalion raie
Br = growih rate

Assumptions of Gordon’s Model

1. The firm is an all-equity firm; only the retained earnings are used to finance
the investments, no exiemal source of financing is used.

2. The rate of return (r) and cost of capital (K) are constant.

3. The life of a firm is indefinite.

4. Retention ratio once decided remains constant.

5. Growth rate is constant (g = br)

6. Cost of Capital is greater than br

Criticism of Gordon’s Model

1. It is assumed that firm’s investment opportunities are financed only through
the retained eamings and no external financing viz. Debt or equity is
rzised. Thus, the investment policy or the dividend policy or both can be
sub-optimal.

2. The Gordon’s Model is only applicable to all equity firms. It is assumed that
the rate of returns is constant, but, however, it decreases with more and
mose investments,

2. 1t is assumed that the cost of capital (K) remains constant but, however, it

Is not realistic in the real life situations, as it ignores the business risk,
viich has a direct impact on the firm's value.



Thus, Gordon's model posits that the dividend plays an important role in
determining the share price of the firm.

Types of Dividend

Typically any company is engaged in the value generation for customers in
the form of products and services. For the efforts of the company, it charges a
small proportion of additional money known as profit. If any generates profits
then it could either reinvest profits into the business or it could give the capital to
its investors in the form of dividend.
Dividends are given so as :

1. To increase the faith of retail investors in the company.
2. To send a signal to investors about companies optimism towards future
earnings.

While doing so, the company may choose different ways of paying out
dividends. A company can also decide the frequency of paying out the dividend,
meaning it can give it annually, monthly or quarterly. This is solely dependent on
the dividend policy of the company.

rd

Types of Dividend

Cash Slock Property Serip Liquidating
= Dividend Dividend Dividend Dividend Dividend



1) Cash Dividend:Cash dividend is the most popular form of dividend
payout. In this, the company issues the dividend to all shareholders where
the money is deposited in the bank accounts of shareholders as per the
holdings of the investors. Usually there is a predefined process for the
dividend declaration. |

2) Stock dividend:If any company issues additional shares to common
shareholders without any consideration then the action becomes stock
dividend." If the company issues less than 25% of the previousty issued
stocks then it will be treated as the stock dividend. If the issuance of new

~ shares is more than 25% of the last issue shares then it is treated as the 8
stock spllt ' _

3) Property dividend:Any company can issue any non-monetary dividend to
its shareholders The issued property dividend would be recorded against
the current market price of the asset distributed. As the market price of the
asset is expected to be either above or below the book value therefore it
would elther incur profit or loss and accordingly would be entered in ‘the
books. This: mterpretation of the distributed asset may force businesses to
lntentlona_lly issue the property dividend to manipulate the taxable i income.

: '4) Scrip dividend:When any company doesn't have ‘enough funds to pay’
dividend then it may choose to pay dividend in the form of oromissory note
to pay the shareholders at a later date. This essentlally creates a note
payable. ,

5) Liquidating dwldend When the board of the company thinks of retummg
the original capital invested by the shareholders then it is known as the

'liquidating dividend. This may happen due to the fact the company intends
to wrap up the business. ‘

Financial and Legal Aspects of Dividend policy



Legal Aspects: The dividend policy of the firm has to be evolved vithirn
the legal framework and restrictions. The directors are not legally compelled o
declare dividends. Forge the Indian Companies Act provides that dividend zhall
be declared or paid only out of the current profits or past profits after providing for
depreciation. However, the central government is empowered to allow any
company to pay a dividend for any financial yeaf out of the profits of the compary
~ without providing for de’preciation"' The cehtfel Government is empowered to
~ allow any company to pay a dividend for any financial year out of the profits of
the company wnhout providing for deprematlon The central government shzll
give such rellef only when it Is in the publlc mterest The dmdend should be paid
in cash, but a company is not prohibited to cap:tahse profits Or reserves for the
purpose of summing fully paid bonus shares. . 5

The legal rules act as boundanes within which a company can operate in
terms of paying dividends. Acting within these boundaries, a company will have
to consider many financial variables and constraints in deciding the amount of
eamnings to be distributed as dividends. |

Financial Aspects: It Is not olnly'the desires of the shareholders but also
future ﬁnénciel_‘:» requirements of the company that have to be taken into
consideratio_nzc'ﬁi}vhile making a dividend decision. The management of a concemn
has to recohci!e the conﬂictirig interests of shareholders and those of the
company’s financial needs. If a company has highly profitable investment
opportunities it can convince the shareholders of the need for limitation of
. dividend to increase the future earnings and stabilize its financial position. But
vihen proﬁtable investment opportunities do not exist, then the company may not
be justified in retaining substantial part of Its current earnings. Thus a concem
having few internal investment opportunities should follow a high payout ratio as

compared to one having more profitable investment opportunities.



Payout ratio of dividend

The ratio of dividend to earnings is known as payout ratio. Some
companies may follow a policy of constant payout ratio i.e. paying a fixed
percentage of net earnings every year. With this policy the amount of dividend
will fluctuate In direct proportion to earnings. If a company adopts a 40% payout
ratio, then 40% of every rupee of net earnings will be paid out. This policy is
related to a company's abil'ity to pa:y dividends. If the company incurs losses, no
dividends shall be paid regardless of the desires of shareholders. Internal
financing with retained earnings is automatic when this policy is followed. At any
given payout ratio, the amo_unt of dividends and the additions to retained
eamings increases with increasing "earnih‘gs and decreases with decreasing
earnings. This pol:cy does not put any pressure on a company's liquidity since
dividends are dlstnbuted only when the company has profits.
Factors influencing the dividend policy of a company _

Dividend policy refers to the policy of management éoncerning the

quantum of profit to. be dlstnbuted to shareholders as returns on their
investments. | ' <
Many factors influence a drwdend pollcy Afew of them have been listed below

1. Stable earmngs This is a primary factor that influences dlwdend decrsron
if the earnlngs of a company are stable the predictions about the future
profits can be made eas:ly thereby the regulanty of divrdends can be
ensured. Whereas companies whose earnings-are unstable cannot ensure
regularity in dividends. _ ‘

2. Fmahcmg policy of the company: If the c'ompany finances all its
ezpenses from its earnings then the dividend paid to the shareholders are
less, whereas if the company finances all its expenses by borrowing
money from outside the dividends to the shareholders will be high. The



intemal ﬁnanctat.poliey of the company also influences the dividend policy
ofthe company. |
3. Liquldtty of funds: This is an. important consideretlon which plays an

rmportant role tn frammg dwtdend polrcy tf a firmis liquid, it is in a position
! "‘cash-ito*pay dnndend to its shareholders and vice

e ‘to generate_necessa

= ':_TffjﬁDtvrdend Pol

'{.i-fff}dc"_need.,,'.fnanc -for..:’expansron purpose whereas compames having
& expansron programs should t‘ nance the expenses from prof its and thereby
i _,: dwldend patd are Iess AL _' e e .‘ '

8 Legal requirements The companles have to meet the legal requnrements‘
" for the purpose of declarrng the dlwdends ‘The government of India
restricts the - percentage “of dlwdend to be dtstnbuted to the equity
shareholders, because the amount_ of ‘fun,ds deployed into the economy in
the form of dividend should hot'Creete tnﬂéttonarﬁr situations. |



9. Tax position of shareholders: The tax position of the shareholders
directly affects the dividend policy. The reason being, higher tax liability of
the shareholders does not encourage the company to declare the high
percentage, because the major portion of the profits would go only towards
the payment of taxes. Hence the tax position of the shareholders will als«
influence the dividend policy. !

10. Policy of control: It refers to the desire of the existing shareholders to
return the control of the companies and it helps in sharing a higher
percentage of profits. Therefore, they insist the management to keep the
dividend in the form of retained earnings. Hence the percentage of
retained earnings will also influence the dividend decision.

v

Bonus Shares

Bonus shares are addltlonal shares given to the current shareholders_
without any addltlonal cost, based upon the number of shares that a shareholder
owns. These are the companys accumulated earn:ngs which are not given out in
the form of dl\ndends but are converted into. free shares The basic principle
behind bonus shares is that the total number of shares i lncreases with a constant
ratio of number of shares held to the number of shares outstandmg :

Companres issue bonus shares to encourage retail partlmpatlon and
increase their equnty base. When the price per share of a company is high, it
becomes difficult for new lnvestors to buy shares of that partlcular company.
Increase in the number of shares reduces the pnce per share But the overall
capital remains the same even if bonus shares are declared

An issue of bonus share represents a d:stnbutnon of shares in addition to
the cash dividend to the existing shareholders. This has the effect no of
increasing the number of outstandmg shares of the company. The shares are
distributed proportionately, Thus, a shareholder retains his propomonate



ownership of the company. The declaration of bonus shares wil increase the
paid-up share Capitat and reduce the rese'r\)es and surplus of the company. The
total network is not affected by bonus tssues Infact a bonus issue represents a
recapitalisation of the owner's equnty portton lt is merely an accounting transfer
from reserves and surplus to pard up capltal The issue of bonus shares does not
affect the wealth of the shareholders The earnlngs per share and market price
per share will fall proporttonately to the bonus tssue

A Share split/stock split is a method to mcrease the number of outstandmg
shares through a proportional reduction in the par value of the share. A share
split affects on.ly the par value and the ntr_r'hber of outstanding shares; the
shareholders total funds remain unaltered. Th'e earnihgs per share will be diluted
and the market. Price per share will fall proportionatel_y with a shlare‘split.

The following are reasons for splitting of a firm's ordinary 'shares‘:

- To make trading in shares attractive |
-> To signal the possibility of higher profits in the future
-> To give higher dividends to shareholders.

Bonus issue or stock dividend

Stock div,idends are the dividend paid to the shareholder's In kind. The
company follows a practice of transferring a portion of its surplus to the capital
accounts. The funds accumulated are capitalised and offered to the existing
shareholders in the form of additional shares. The number of shares held by
each shareholder increases with the Issue of extra shares by "the company.
- These are various objectives of issuing stock dividend namely:



1. Cash outflow restrained: The cash doesn’'t go out of the organisation

because the profits are not distributed but are capitalised and issued in the
form of additional shares to the existing shareholders.

Lower rate of dividend: With the Increase in the share capital additional
burden of dividend is reduced. According to a study it was observed that
as many as one third of the companies issuing bonus shares did not
increase the total quantum of dividend on the enlarged capital, a significant
number of them even reducing the total dividend distribution. ’
Growth and 'expansion' The company by capitalising Its profits can

restraln cash outﬂow and utilise the funds to Implement its growth and
expansion plans

Advantages of sto'ck' dividend to the issuing oom'oany:

1.

Widen the market for its shares: A company by issuing bonus shares can
widen the market for its shares by Issuing ' extra shares to the old |
shareholders; the old éhareholder rnay sell the extra share received to the
outsrders and hence, the market for Its shares get widened.

: Growth and expansxon The company by capltalismg Its profi ts can restrain

cash outﬂow and mobilise the fund to meet Its growth and expansion
programmes '

3. The cost of issue is mlnlmum

.~ It proves to be a remedy for under capltallsatlon As the companles whose

share capital is less can now Issue extra shares and increase the share
capital as a result of which the rate of dividend which was high will come

- down.

It satisfies the shareholders and Inturn Its effect Is seen In Its market \.{alue
of shares,

. The credit standing of the company In the market increases If the company

Issued honus shares.



Advantages of stock dividend to the shareholders:

1. It increases the income of the shareholders as they will get an extra
dividend on extra shares held by them. -

2. The marketablhty of the shares will also increase

. The demand for the shares goes up as many people are lnterested to buy
the shares of the company that rssue bonus shares

Disadvantages of 'sto'ck dividend to th_e' issuing company

1. If the c_ompany' issues bonus shares ‘it is obliged to Issued addiﬁon_al
dividend for the additiona[' shares Issued and this has to commensurate
with the « earnlng capacrty | _ ; -

2. It prevents the new Investors from becomlng the shareholders of the
company. ' |
. The control over the management of the company is not dlluted and the
present management may misuse its posmon

Disadvantages of stock dividend to the shareholders

1. The rate of dividend on enlarged capital comes down as a result of which
the shareholders may receive a little less than before,

2. The shareholders desirous of receiving cash dividends may get
disappointed.

Ex: Retired people, consecutive investors, and widows would prefer regular

dividends in the form of cash. Such offers by the company may disappoint them.



ADVANTAGES OF BONUS SHARES

- There is no need for investors to pay any tax on receiving bonus shares.

- It is beneficial for the Iong-term shareholders of the company who want to
increase their investment.

- Bonus shares enhance the faith of the rnvestors in the operations of the
company because the cash is used by the company for business growth.

- When the company declares. a dividend in the futUre, the investor will
receive a higher dividend because now he holds a larger number of shares
in the company due to bonus shares.

- Bonus shares give a positive sign to the market that the company is
committed towards a long term growth story. ,

-> Bonus shares increase the outstanding shares whrch in turn enhances the
liquidity of the stock. r |

-> The perception of the companys size increases wrth the increase in the
issued share capital.

Since there are many advantages of bonus shares Iet us now learn the
condrtrons for the issue of bonus shares |

Stock Split

P

A stock splitis when a company divides the existing shares ef its stock into
multiple new shares to boost the stock's liduidity. Although the number of shares
~outstanding t_r_xoreases by a 'speciﬁc multiple, the total dollar value of the shares

remains the same compared to pre-split amounts, because the split does not add
any real value.



- A stock gplit Is when a company divides the exisling shares of its stock into
multiple new shares to boost the stock’s liquidity.

= Although the number of shares outstanding increases by a specific
multiple, the total dollar value of the shares remains the same compared to
pre-split amounts, because the split does not add -any real value,

= The most common split ratios are 2-for-1 or 3-for-1, which means that the
stockholder will have two or three shares, respec’uvely, for every share held
earlier. | )

-> Reverse stock splits are effectively the opposite transaction, where a
company divides, instead of multiplies, the number of shares that

stockholders own, raising the market‘price accordingly.

PRACTICAL PROBLEMS

1. From the fo(lbwing‘- information supplied to you determine the
theoretical market value of equity shares as per Walter's model.

Earnings of thefcompany s %5,00,000 .
Dividend paid- : -~ %3,00,000
Number of shares outstanding  Z 1,00,000
Rate of return on investment ¥15%
Costofequity ~  ¥125%

Are you satlsﬁed wnth the current dividend pollcy? If not, what should
be the optimal dividend payout ratio in this case?

Solution; - .
As per Walter's model, market price of the share is



Where,
P = Market Price Per share,
D = Dividend Per share
r= Intemal rate of retum.
E = Eamings per share
Ke = Cost of equity capital
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Eamings per share (E) = _

-
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Dividend per share (D) = —— \;;‘“ = L0000 Rs. 3
r=15% - Given
Ke =12.5% - Given
_ 3 QLIS{(3-3)/01235
ke 0128 0125
. s =
P=1s ¥ ass
. s .. 0000
At present, the dividend payout ratio is 60% (—%;;—g X 100)

Since this is a growth firm having Intemal rate of retum (r) > cost of capital
(Ke), i.e. (15%) > Ke (12.5%), the firm's payout ratio of dividend of 60% is not
optimal as per Walter's model. The market price of the company's share shall be
maximum if it retains 100% of the profits and dividend payout ratio is zero. This

can be proved as below:

DIS(5-0) /0125

_ D y(E-DY/Ke _ 1
P= + QL1258

Ke Ke T 025




p=—1_4 =Rs. 48 »

0125 0. ll‘\

Thus, can the firm increase the market price of the share upto Z 48 by increasing
the retention ratio to 100% the optimal payout ratio for the firm is zero.

2. The following information is available in respéﬁt of a firm:
Earning per share ' 720
Rate of Capitalisation 10%
Calculate ‘the market price of the company's quoted shares under

Walter's Model if the Dividend de-out Ratio is 0, 25%, 50%, 75% and 100%,
if it can earn a retu'rn of a) 15% b) 10% and c) 5%.

Solutio'ni' S

_ Walter‘s Model
P = D+(E—-D)r;_'k

K

Where, P= Market Price per share D= Dividend Per share E= Earnlngs per share
r= Internal rate of return K= Cost of capital .
Effect of Dividend Payouts on value of share under different situations.

Interna | Capitalisat |0% = | Dividend Payout Ratio

‘1 Rate'ion  of o =

: ‘ 25% 50% 75% - |100%
of Earnings

Return




15% 10% 0+(20-0)x | 5+(20-5)x 011 104(20-10)5 15+(20—15)x ] 20+(20-20)4
0.10 0.10 0.10 0.10° 0.10
=300 |=%275 |=2%250 |=%225 =% 200

10% | 10% 0+20-0)x | 542054 10420210) 15+(20-15)x %] 20+(20-20)X
) 0.10 010 . 0.10 010 0.10
=2200 =z20’o =%200 [=%200 |=%200

5% 10% B o+(‘26—lo')'x— s+(zo 5)Xm 1‘d+'l(2'of10)x ) 15+|(20—15)><% 20+(20—20)X
¢ 20205 e 010, ] i 010 0.10 010

S |=21000 ’--.2,".1'_25‘ |=2150 {==175  |=%200 -

Hence, the market pnce of company shares under Walters Model Is

When IRR= 15% (r>k)

Dividend Payout Ratio ... .‘ Market Value of
R Shares :

0 2300

25% ?'275.

50% ¥ 250

75% 225

100% 2200

Vihen IRR= 10% (r=k)

Dividend Payout Ratio

Market Value of

Shares

2 200

N



25% ¥200
50% 7200
75% T 200
100% 200

When IR= 5% (r<k)

Dividend Payout Market Value of
Ratio Shares

0 2100

25% 125

50% T 2480

75% 2175

100% %200




