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UNIT - I

1. Define the term finance function. Explain the nature of finance function.

Ans : (May-22, Dec.-18, Feb.-17, Imp.)

Refer Unit-I, Q.No. 1.

2. Define financial management. Explain the scope of financial management.

Ans : (Nov.-22, Nov.-21, Dec.-18, Aug.-15, Aug.-13, Aug.-12,  June-12)

Refer Unit-I, Q.No. 2.

3. Explain the new role of finance function in the current contemporary scenario.

Ans : (Feb.-17, March-15, Imp.)

Refer Unit-I, Q.No. 5.

4. Discuss the goals of finance function.

Ans : (Nov.-22,  Nov.-21, Nov.-20, May-19, Dec.-19, July-14, July-10)

Refer Unit-I, Q.No. 7.

5. Explain the principalagent relationship between shareholders and managers.

Ans : (Nov.-22, July-18)

Refer Unit-I, Q.No. 13.

6. What are the major types of financial decisions that a business firm makes? How do
they involve risk-return trade off?

Ans : (May-22, Nov.-22, Nov.-20, May-19, Imp.)

Refer Unit-I, Q.No. 15.

7. Explain about Time value of money.

Ans : (Nov.-21, May-19, Aug.-17, Aug.-16, Imp.)

Refer Unit-I, Q.No. 16.

8. Explain the mechanism to calculate present value and future value of cash flows.

Ans : (Dec.-18, Feb.-17)

Refer Unit-I, Q.No. 17.

Frequently Asked & Important Questions
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9. Discuss the major techniques of calculating TVM. If you want a Rs.10,00,000 for
retirement in 30 years, how much would you have to save by the end of each year if you
could make 12% per year ? How much would you have to set aside each year if you
could put money away starting now ?

Sol : (July-18)

Refer Unit-I, Problem - 5.

10. You have invested ̀  2,000 at the end of first year, ̀  3,000 at the end of second year and
` 5,000 each year from third to fifth years. Find the present value of these cash flows at
a discount rate of 10%.

Sol : (Sep.-16)

Refer Unit-I, Problem - 6.

11. Explain the concept of ‘valuation of the firm’. What are the various methods of valuation?

Ans : (May-22, Imp.)

Refer Unit-I, Q.No. 20.

UNIT - II

1. Explain the nature Capital Budgeting and concept.

Ans : (Mat-22, Feb.-17, Sep.-16, Imp.)

Refer Unit-II, Q.No. 1.

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

Ans : (Nov.-22, Imp.)

Refer Unit-II, Q.No. 10.

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

Ans : (Aug.-17, Sep.-15, Imp.)

Refer Unit-II, Q.No. 16.

4. A company is planning to purchase a machine to meet the increased demand for its
products in the market. The machine costs Rs. 5,00,000 and has no salvage value. The
expected life of the machine is 5 years, and the company employs straight line method
of depreciation for tax purposes. The estimated earnings after taxes are Rs. 50,000
each year for 5 years. The after-tax required rate of return of the company is 12 percent.
Determine the IRR.

Sol: (Dec.-19)

Refer Unit-II, Problem - 13.
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5. Equipment A has a cost of 7,50,000 and net cash flow of Rs.2,00,000 per year for 6

years. A substitute equipment B would cost Rs.5,00,000 and generate net cash flow of

Rs. 140,000 per year for six years. The required rate of return of both equipment is

11%. Calculate the IRR and NPV for the equipment. Which equipment should be accepted

and why ?

Sol : (Nov.-20)

Refer Unit-II, Problem - 14.

6. Give a comparative description of NPV and IRR method.

Ans :              (Nov.-22, May-22, Nov.-21, July-18, Imp.)

Refer Unit-II, Q.No. 18.

7. What is the importance of cost of capital for an organization?

Ans : (May-19, March-16, Imp.)

Refer Unit-II, Q.No. 23.

8. Discuss the techniques of calculating cost of capital of a firm.

Ans : (Dec.-18, July-18, Imp.)

Refer Unit-II, Q.No. 28.

9.  Define cost of debt. How cost of debt is calculated?

Ans : (Dec.-18, Imp.)

Refer Unit-II, Q.No. 29.

10. Discuss the approach to determine the cost of Retained Earnings

Ans : (Dec.-19, March-15, Imp.)

Refer Unit-II, Q.No. 32.

11. What is weighted average cost of capital?

Ans : (Dec.-19, Feb.-17, March-15, Imp.)

Refer Unit-II, Q.No. 34.

12. State the Importance of Cost of Capital in Capital Budgeting and capital structure

planning decisions.

Ans : (Imp.)

Refer Unit-II, Q.No. 37.
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UNIT - III

1. What is capital structure? What are the features of an appropriate capital structure?

Ans : (May-22, Nov.-22, Imp.)

Refer Unit-III, Q.No. 1.

2. Explain the factors that influence the planning of the capital structure.

Ans : (May-22, Nov.-20, Feb.-17, March-15, Imp.)

Refer Unit-III, Q.No. 3.

3. Distinguish between Capital Structure and Financial Structure.

Ans : (Sep.-16, March-12, Imp.)

Refer Unit-III, Q.No. 4.

4. Explain the relationship between leverage and the cost of capital.

Ans : (Dec.-19, Imp.)

Refer Unit-III, Q.No. 11.

5. What is the indifference point in the EBIT-EPS analysis ? How would you compare it ?

Ans : (Dec.-19, Feb.-12, Imp.)

Refer Unit-III, Q.No. 16.

6. Techno Manpower Ltd. expecting EBIT of Rs. 5,00,000 per annum on investment of
Rs.10,00,000. Company is in need of Rs.8,00,000 for its expansion activities. Company
can raise this amount by either equity shares capital or 12% preference share capital
or 10% debentures. The company is considering the following financing patterns. :

(a) 10,00,000 through issues of Equity Shares at par;

(b) 5,00,000 by issue of Equity Share Capital and remaining 5,00,000 by issue of
debentures;

(c) 5,00,000 through Equity Shares and 2,50,000 through 12% Preference Share Capital
and remaining  2,50,000 through 10% debentures.

(d) 5,00,000 through debt and 2,50,000 through Equity Shares and remaining 2,50,000
through 12% preference Share Capital.

Find out the best financing mix assuming 50% tax rate.

Sol : (July-18)

Refer Unit-III, Problem - 12.



FREQUENTLY ASKED & IMPORTANT QUESTIONS FINANCIAL MANAGEMENT

IX
Rahul Publications

7. Explain capital budgeting techniques decisions under risk and uncertainty. Discuss the
sources and perspectives of risk.

Ans : (Imp.)

Refer Unit-III, Q.No. 20.

8. Explain briefly about Net Income Approach.

Ans : (Dec.-18, Imp.)

Refer Unit-III, Q.No. 22.

9. What are the differences between average cost of capital and marginal cost of capital?

Ans : (Imp.)

Refer Unit-III, Q.No. 25.

UNIT - IV

1. Explain Relevance theories of Divi-dends.

Ans : (Aug.-17, Imp.)

Refer Unit-IV, Q.No. 2.

2. Discuss about Walter’s Model.

Ans : (Nov.-22, July-18, Aug.-17)

Refer Unit-IV, Q.No. 3.

3. The following data relate to a firm; earnings per share ̀  10, capitalization rate 10 percent,
retention ratio 40 percent. Determine the price per share under Walter’s and Gordon’s
model if the internal rate of return is 15 percent, 10 percent  and 5 percent.

Sol : z(Sept.-15)

Refer Unit-IV, Problem - 4.

4. Agile Ltd., belongs to risk class of which appropriate capitalization rate is 10%. It
currently has 100000 shares selling at Rs. 100 each. The firm is contempla-ting
declaration of a dividend of Rs. 6 per share at the end of the current fiscal year which
has just began. Answer the following questions based on Modigliani and Miller model
and assumption of no taxes,

(i) What will be the price of the shares at the end of the year if a dividend is not
declared?

(ii) What will be the price if dividend is declared?

(iii) Assuming that the firm pays dividend, has net income of Rs. 10 lakhs and makes
new investments of Rs. 20 lakhs during the period, how many new shares must be
issued ?

Sol : (Imp.)

Refer Unit-IV, Problem - 8.



MBA (JNTU-H) I YEAR  II SEMESTER

X
Rahul Publications

5. Explain the determinants of dividend policy in a fast growing company. Should there
be a dividend freeze?

Ans : (May-19, Dec.-18, Aug.-11)

Refer Unit-IV, Q.No. 6.

6. Explain the major forms of dividend.

Ans : (Dec.-19, March-15)

Refer Unit-IV, Q.No. 9.

7. What is information content of dividend payments explain.

Ans : (Nov.-20, Dec.-19, Feb.-17)

Refer Unit-IV, Q.No. 10.

8. What is Rights issue ? Explain the guide lines issued by SEBI for right issues.

Ans : (Imp.)

Refer Unit-IV, Q.No. 13.

9. What are the major forms of dividends? Discuss about conditions in which a company
should avoid paying cash dividend.

Ans: (Imp.)

Refer Unit-IV, Q.No. 17.

UNIT - V

1. Define working capital.

Ans : (May-19, Dec.-18, Imp.)

Refer Unit-V, Q.No. 1.

2. Explain the components of working capital.

Ans : (July-18, Imp.)

Refer Unit-V, Q.No. 4.

3. Compare and contrast Gross Vs Net Working Capital.

Ans : (July-18, Aug.-17, Imp.)

Refer Unit-V, Q.No. 5.

4. XYZ Ltd. information is given below

Production of the year 69,000 units

Finished goods in store, 3 months

Raw material in store 2 months consumption

Production process 1 month
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Credit allowed by creditors, 2 months

Credit given to debtors, 3 months

Selling price per unit Rs. 50

Rw material 50 percent of selling price

Direct wages, 10 percent of selling price

Manufacturing and administrative overheads, 16 percent of selling price

Selling over heads, 4 percent of selling price

There is a regular production and sales cycle and wages overheads accrue evenly. Wages
are paid in the next month of accrual. Material is introduced in the beginning of the
production cycle. Calculate the working capital requirement.

Sol : (Dec.-19)

Refer Unit-V, Problem - 7.

5. A Ltd. is into the retail business. You are advised to project its Working Capital
requirement from the following data:

Annual Sales: ` 120 lakhs

Net Profit on Cost of Sales: 25%

Average Period allowed to Debtors: 6 weeks

Average Period allowed by Creditors: 3 weeks

Average stock carried: 8 weeks sales

Add 10% for contingencies.

Sol : (Aug.-17)

Refer Unit-V, Problem - 8.

6. Explain the significance of financing working capital through trade credit and what do
suppliers look for in granting trade credit.

Ans : (March-15, Sep.-15, Imp.)

Refer Unit-V, Q.No. 10.

7. How does cash budget help in planning the firm’s cash flows? Discuss.

Ans : (Nov.-20, July-18, Aug.-17, Feb.-17)

Refer Unit-V, Q.No. 17.
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8. Explain the various methods to preparation of cash budget.

Ans : (Feb.-17, Imp.)

Refer Unit-V, Q.No. 19.

9.  Discuss the techniques of management.

Ans : (Nov.-20, May-19, March-15, Imp.)

Refer Unit-V, Q.No. 21.

10.  What are credit standards? What key variables should be considered in evaluating
possible changes in credit standards?

Ans : (Dec.-19, Imp.)

Refer Unit-V, Q.No. 29.

11.  Explain the Tools and Techniques of Inventory Control.

Ans : (March-16, Sep.-13, Imp.)

Refer Unit-V, Q.No. 37.
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UNIT
I

The Finance Function: Nature and Scope, Evolution of Finance Function,

Its New Role in the Contemporary Scenario, Goals of Finance Function, Profit

Maximization and Wealth Maximization, the Agency Relationship and Costs;

Risk-Return Trade off; Concept of Time Value of Money, Future Value and

Present Value and the Basic Valuation Model.

1.1  FINANCE FUNCTION

1.1.1 Nature and Scope

Q1. Define the term finance function. Explain
the nature of finance function.

Ans : (May-22, Dec.-18, Feb.-17, Imp.)

Introduction

 Finance function is a primary function among
all other business functions because every firm
requires finance in order to develop and
expand its business.

 Finance can be raised from different sources
i.e., short-term or long-term and internal or
external sources.

 The finance function of a firm must be
effectively managed in order to ensure proper
utilization of funds and repayment of funds
on time.

Nature

 Finance is an important field of business
management. It is a term which is referred as
administration of flow of money in
organization.

 Finance or financial management is an area
which is very useful for managing the business
smoothly.

 Finance is different from accounting but it uses
information of accounting for making
effective decisions.

 Accounting deals with recording, reporting
and evaluating the business transactions
whereas finance is termed as managerial or
decision making process.

 Economics deals with evaluating the allocation
of resources in economy and also related to
cost and profits, demand and supply and
production and consumption.

 Economics also consider those transactions
which involves goods and services either in
return of cash or not.

Economics is easy to understand when
divided into two parts,

(i) Microeconomics

It is also known as price theory of the firm.
Microeconomics explains the behaviour of
rational persons in making decisions related
to pricing and production.

(ii) Macroeconomics

Macroeconomics is a broad concept as it takes
into consideration the overall economic
situation of a nation. It uses Gross National
Product (GNP) and useful in forecasting.

Q2. Define financial management. Explain
the scope of financial management.

(OR)

“Financial Management has changed
substantially in scope and complexity
in recent decades”. Explain.

Ans :    (Nov.-22, Nov.-21, Dec.-18, Aug.-15,
Aug.-13, Aug.-12,  June-12)

Meaning

 Financial Management means planning,
organizing, directing and controlling the
financial activities such as procurement and
utilization of funds of the enterprise.
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 It means applying general management
principles to financial resources of the
enterprise.

Definitions

(i) According to Solomon, “Financial mana-
gement is concerned with the efficient use of
an important economic resource, namely,
capital funds.”

(ii) According to J. L. Massie, “Financial
management is the operational activity of a
business that is responsible for obtaining and
effectively utilizing the funds necessary for
efficient operation.”

(iii) According to Weston, “Financial manage-
ment is an area of financial decision making
harmonising individual motives and
enterprise goals”.

(iv) According to JF Bradley, “The area of the
business management devoted to a judicious
use of capital and careful selection of source
of capital in order to enables a spending
unit to move in the direction of reaching its
goals”.

Nature

On the basis of the above definitions, the
following are the main characteristics of the financial
management:

1. Analytical Thinking

Under financial management financial
problems are analyzed and considered. Study
of trend of actual figures is made and ratio
analysis is done.

2. Continuous Process

previously financial management was
required rarely but now the financial manager
remains busy throughout the year.

3. Basis of Managerial Decisions

All managerial decisions relating to finance are
taken after considering the report prepared
by the finance manager. The financial
management is the base of managerial
decisions.

4. Maintaining Balance between Risk and
Profitability

Larger the risk in the business larger is the
expectation of profits. Financial management
maintains balance between the risk and
profitability.

5. Coordination between Process

There is always a coordination between
various processes of the business.

6. Centralized Nature

Financial management is of a centralized
nature. Other activities can be decentralized
but there is only one department for financial
management.

Scope

Financial management, at present is not
confined to raising and allocating funds. The study
of financial institutions like stock exchange, capital,
market, etc. is also emphasized because they
influenced under writing of securities & corporate
promotion. Company finance was considered to be
the major domain of financial management.

The scope of this subject has widened to cover
capital structure, dividend policies, profit planning
and control, depreciation policies. Some of the
functional areas covered in financial management
are discussed as such-

1. Determining financial needs

A finance manager is supposed to meet
financial needs of the enterprise. For this
purpose, he should determine financial needs
of the concern. Funds are needed to meet
promotional expenses, fixed and working
capital needs. The requirement of fixed assets
is related to types of industry.

A manufacturing concern will require more
investments in fixed assets than a trading
concern. The working capital needs depend
upon scale of operations. Larger the scale of
operations, the higher will be the needs for
working capital. A wrong assessment of
financial needs may jeopardize the survival
of a concern.
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2. Choosing the sources of funds

A number of sources may be available for
raising funds. A concern may be resort to issue
of share capital and debentures. Financial
institutions may be requested to provide
long-term funds. The working capital needs
may be met by getting cash credit or overdraft
facilities from commercial bands. A finance
manager has to be very careful & cautions in
approaching different sources.

3. Financial analysis and interpretation

The analysis & interpretation of financial
statements is an important task of a finance
manager. He is expected to know about the
profitability, liquidity position, short term and
long-term financial position of the concern.

For this purpose, a number of ratios have to
be calculated. The interpretation of various
ratios is also essential to reach certain
conclusions Financial analysis and interpre-
tation has become an important area of
financial management.

4. Cost-volume profit analysis

This is popularly known as “CVP relation-
ship”. For this purpose, fixed costs, variable
costs and semi variable costs have to be
analyzed. Fixed costs are more or less constant
for varying sales volumes. Variable costs vary
according to the sales volume. Semi-variable
costs are either fixed or variable in the short-
term.

The financial manager has to ensure that the
income of the firm will cover its variable costs,
for there is no point in being in business, if
this is not accomplished. Moreover, a firm will
have to generate an adequate income to
cover its fixed costs as well. The financial
manager has to find out the break-even point
that is, the point at which the total costs are
matched by total sales or total revenue.

5. Working capital management

Working capital refers to that part of firm’s
capital which is required for financing short-
term or current assets such as cash,

receivables and inventories. It is essential to
maintain proper level of these assets. Finance
manager is required to determine the
quantum of such assets.

6. Dividend policy

Dividend is the reward of the shareholders
for investments made by them in the shares
of the company. The investors are interested
in earning the maximum return on their
investments whereas management wants to
retain profits for future financing.

These contradictory aims will have to be
reconciled in the interests of shareholders and
the company. Dividend policy is an important
area of financial management because the
interest of the shareholders and the needs of
the company are directly related to it.

7. Capital budgeting

Capital budgeting is the process of making
investment decisions in capital expenditures.
It is an expenditure the benefits of which are
expected to be received over a period of time
exceeding one year. It is expenditure for
acquiring or improving the fixed assets, the
benefits of which are expected to be received
over a number of years in future. Capital
budgeting decisions are vital to any
organization. Any unsound investment
decision may prove to be fatal for the very
existence of the concern.

Q3. Why is finance referred to as ‘life blood
of an organization’? What is its
relevance?

Ans : (March-16, Imp.)

In every business, finance is considered as the
life blood of a business. Just like how the blood
circulation is essential for maintaining good health
of human beings, finance is essential for business
success. If firms have adequate funds then they can
smoothly operate their business. Without adequate
amount of fund, no business can survive in the
market.

Right from the promotion or idea generation
till the development of quality products for the
customers, adequate financial assistance is required.
Therefore, extreme care should be taken by the
academicians and managers for financial
management.
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Relevance

The following points highlight the relevance
of finance in organizational activities,

(i) Efficientive management of financial needs
can increase the effectiveness of financial
planning. It is also used for the promotion
and the development of a business.

(ii) It raises the funds at low cost of capital.

(iii) It ensures the optimum utilization and the
allocation of funds.

(iv) It contributes in making sound financial
decisions.

(v) Through financial control, profitability of the
firm can be improved.

(vi) Finance maximizes the wealth of shareholders
and in turn brings the economic development
of the country.

1.2  EVOLUTION OF FINANCE FUNCTION

Q4. State the evolution of financial manage-
ment.

Ans : (Dec.-18, Imp.)

Financial management has emerged as a
distinct field of study, only in the early part of this
century, as a result of consolidation movement and
formation of large enterprises.

Its evolution may be divided into three phases
(some what arbitrary) - viz.,

1. The Traditional phase,

2. The Transitional phase and

3. The Modern phase.

1. The Traditional Phase

This phase lasted for about four decades. Its
finest expression was shown in the scholarly
work of Arthur S. Dewing, in his book titled
“the Financial Policy of Corporation in
1920s.”

In this phase the focus of financial manage-
ment was on four selected aspects.

(i) It treats the entire subject of finance from
the outsider’s point of view (investment
banks, lenders, other) rather than the
financial decision-maker’s view point in
the firm.

(ii) It places much importance on corpora-
tion finance and too little on the
financing problems of non-corporate
enterprises.

(iii) The sequence of treatment was on
certain episodic events like formation,
issuance of capital, major expansion,
merger, reorganisation and liquidation
during the life cycle of an enterprise.

(iv) It placed heavy emphasis on long-term
financing, institutions, instruments,
procedures used in capital markets and
legal aspects of financial events. That is
it lacks emphasis on the problems of
working capital management.

It was criticized throughout the period of its
dominance, but the criticism is based on
matters of treatment and emphasis.

Traditional phase was only outsiders looking
approach, due to its over emphasis on
episodic events and lack of importance to day-
to-day problems.

2. The Transition a phase

It began around the early 1940’s and
continued through the early 1950’s. The
nature of financial management in this phase
is almost similar to that of earlier phase but
more emphasis was given to the day-to-day
(waking capital) problems faced by the
finance managers.

Capital budgeting techniques were developed
in this phase only. Much more details of this
phase are given in the book titled “Essays on
Business Finance.”

3. The Modern Phase

It began in the mid 1950’s. It has showed
commendable development with a combi-
nation of ideas from economic and statistics
that has lead financial management to be
more analytical and quantitative.

The main issue of this phase was rational
matching of funds to their uses, which leads
to the maximisation of shareholders’ wealth.
This phase witnessed significant develop-
ments.

The areas of advancements are: capital
structure. The study says the cost of capital
and capital structure are independent in
nature, Dividend policy, suggests that there
is an effect of dividend policy on the value of
the firm.
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1.2.1 Its new role in the contemporary scenario

Q5. Explain the new role of finance function in the current contemporary scenario.
Ans : (Feb.-17, March-15, Imp.)
 Role of Finance Function

Due to recent trends in business environment, financial managers are identifying new ways through
which finance function can generate great value to their organizations. Organizations are transferring
their focus from regulatory reporting to providing information required for smoothly running the
business.

Financial managers must identify the measures and analytical methods which are required in decision
making. Advanced decision support capability for finance is developed by financial areas is termed
as financial analytics.

 Current Business Environment

The progress in financial analytics is because of development of new business models, trends in role
of traditional finance department, alternations in business processes and progress in technology.
Finance function in this vital environment emerged with enormous opportunities and challenges.

 New Business Models

At the time when internet was introduced, three new e-business models have evolved. They are
business-to-business (B2B), business- to-consumer (B2C) and business-to-employees (B2E). Future
of financial analytics can be improved with the help of these new models of business.

Traditionally, financial analytics was emphasizing on utilization of tangible assets like cash, machinery
etc., whereas some companies are mainly focused on intangible assets which are not easy to evaluate
and control. Hence financial analytics solved this     problem by,

 Recognizing the complete performance of the organization

 Determine the source through which value of intangible assets can be evaluated and increased

 Predict the trends in market

 The abilities of information system is encouraged

 Minimizes the operating costs and enterprise-wide investments are effectively controlled and
upgrade the business processes.
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Fig.: Impact of E-business on Focus of Financial Analytics
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Changing Role of the Finance Department

 The role of finance function has been changing simultaneously with the changes in economy. These
changes are mainly due to Enterprise Resource Planning (ERP), shared services and alterations in
its reporting role.

 In the field of transaction processing, the role of financial staff has been widened up because of
automated financial transactions. Now financial executives are not just processing and balancing
transactions but they are focusing on decision-making processes.

 International organizations are facilitating their customers by providing financial information and
facility to update both finance and non-finance functions from any place around the world. It
resulted in the development of decision support in the organization.

 Finance professionals are held responsible for supplying suitable analytical tools and methods to
decision makers.
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Faster

Decision support

Transaction processing

Specialist finance services

1980s
1990s

2000s

Shift Shift
CFO
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Transaction processing

Specialist finance services

Fig. : Reshaping the Finance Function

(i) Business Processes
With the evolution of business processes, queries regarding business are becoming more complicated.
In order to solve, it requires analytics with high level of data integration and organizational
collaboration. In the last few decades, organizations are replacing function based legacy systems
with new methods like ERP, BRP, etc., in order to get accurate and consistent financial and non-
financial information.
In 1990s, organizations were applying some modern systems like supply chain management,
Customer Relationship Management (CRM) and many others to encourage their transactions. Overall
organizations were building strong relations with customers.

(ii) Technology

With the developments in technology, ERP, internet, data warehousing have also improved. Internet
helps in increasing the sources of acquiring financial data, whereas ERP vendors are building their
own financial analytics which helps in evaluating the performance, planning and estimating,
management and statutory reporting and financial consolidation.

Till now, data warehousing solutions used to emphasize on developing elements of analytical
infrastructure such as data stores, data marts and reporting applications but in future these data
warehousing provide advanced analytical abilities to data stores.



UNIT - I FINANCIAL MANAGEMENT

7
Rahul Publications

Rahul Publications

(iii) Integrated Analytics

To survive in this competitive environment,
organizations must have advanced level of
integrated financial analytics. Integrated
financial analytics are useful for organizations
to evaluate, combine and share information
inside and outside the organization.

Hence, with the progress in role of finance
function, the financial analytics are used in
organizations effectively.

Q6. Explain the functions of financial
manager.

Ans : (July-13, Aug.-12, June-12, Imp.)

A financial manager is a person who is liable
for undertaking all the functions related to finance.
He plays a very important role in the organization.

The role of financial manager has widened
due to changes in the business environment. The
demand for financial planning and control has
increased due to changes like increase in
industrialization, increase in large scale units, high
competition etc.

In the present conditions, the financial
manager is executing the following functions,

(i) Financial Forecasting and Planning

Financial planning and estimating funds in
future is an important function of a financial
manager. The financial manager must
determine the financial requirements of the
firm which are required for acquiring fixed
assets and for maintaining adequate working
capital.

(ii) Acquisition of Funds

Financial manager needs to acquire funds
after making appropriate financial plans.
Funds can be acquired from different sources
such as shares, debentures, banks, financial
institutions etc. Financial manager needs to
select an appropriate source, so that it does
not create any problems in future. He must
evaluate benefits and drawbacks of available
sources before making a final decision.

(iii) Investment of Funds

Funds acquired must be used in a profitable
manner. The cost incurred in acquiring funds
must be compared with the returns they yield.
For this purpose the capital budgeting
technique is very useful. The goal of an
organization is to maximize profits which can
be attained only when funds are properly
utilized and are not left idle. It is necessary
for a financial manager to consider the
principles of safety, liquidity and soundness
at the time of investing funds.

(iv) Helps in Valuation Decisions

In the present competitive environment,
many mergers and consolidations occurs. It
is the duty of financial manager to help the
management in valuing shares. But in order
to value shares and assets, financial manager
must have an adequate knowledge about the
methods of valuing shares, so- that accurate
values are obtained.

(v) Maintain Proper Liquidity

Every organization must have some liquid
assets such as cash to meet its daily
requirements. Firms need cash for performing
its day to day activities such as payment of
workers, purchase of raw material, other
miscellaneous expenses etc. It is the
responsibility of financial manager to identify
the requirement of liquid assets and maintain
adequate liquid assets in the organization.

1.3  GOALS OF FINANCE FUNCTION

1.3.1 Profit Maximization and Wealth
Maximization

Q7. Explain in detail the goals of finance
function.

(OR)

Discuss the objectives of financial
management in modern scenario.

(OR)

State the various objectives of financial
management.
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(OR)
Discuss the goals of finance function.

Ans : (Nov.-22,  Nov.-21, Nov.-20, May-19,
Dec.-19, July-14, July-10)

Financial management is concerned with
procurement and use of funds. Its main aim is to
use business funds in such a way that the firm’s value
earnings are maximised. There are various
alternatives available for using business funds. Each
alternative course has to be evaluated in detail. The
pros and cons of various decisions have to looked
into before making a final selection. The decisions
will have to take into consideration the commercial
strategy of the business. Financial management
provides a framework for selecting a proper course
of action and deciding a viable commercial strategy.
The main objective of a business is to maximise the
owner’s economic welfare. This objective can be
achieved by :

1.  Profit Maximization

2.  Wealth Maximization

1. Profit Maximization

 Profit earning is the main aim of every
economic activity. A business being an
economic institution must earn profit to
cover its costs and provide funds for
growth.

 No business can survive without earning
profit. Profit is a measure of efficiency
of a business enterprise. Profits also serve
as a protection against risks which cannot
be ensured.

 The accumulated profits enable a
business to face risks like fall in prices,
competition from other units, adverse
government policies etc.

 Thus, profit maximization is considered
as the main objective of business. The
following arguments are advanced in
favour of profit maximisation as the
objective of business:

i) When profit-earning is the aim of
business then profit maximization
should be the obvious objective.

ii) Profitability is a barometer for
measuring efficiency and economic
prosperity of a business enterprise,
thus, profit maximisation is justified
on the grounds of rationality.

iii) Economic and business conditions
do not remain same at all the times.
There may be adverse business
conditions like recession, depres-
sion, severe competition etc. A
business will be able to survive
under unfavourable-situation, only
if it has some past earnings to rely
upon. Therefore, a business should
try to earn more and more when
situation is favourable.

iv) Profits are the main sources of
finance for the growth of a busi-
ness. So, a business should aim at
maximization of profits for enabling
its growth and development.

v) Profitability is essential for fulfilling
social goals also. A firm by pursuing
the objective of profit maximization
also maximises socio-economic
welfare.

Criticisms

i) Ambiguity

The term ‘profit’ is vague and it cannot be
precisely defined. It means different things for
different people

ii) Ignores Time Value of Money

Profit maximization objective ignores the time
value of money and does not consider the
magnitude and timing of earnings. It treats
all earnings as equal though they occur in
different periods. It ignores the fact that cash
received today  is more important than the
same amount of cash received after, say, three
years.

iii) Ignores Risk factor

It does not take into consideration the risk of
the prospective earnings stream. Some
projects are more risky than other. The
earning streams will also be risky in the former
than the latter
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iv) Dividend Policy

The effect of dividend policy on the market price of shares is also not considered in the objective of
profit maximization. In case, earnings per share is the only objective then an enterprise may not
think of paying dividend at all because retaining profits in the business or investing them in the
market may satisfy this aim.

2. Wealth Maximization

Wealth maximization is the appropriate objective of an enterprise. Financial theory asserts that
wealth maximization is the single substitute for a stockholder’s utility. When the firm miximizes the
stockholder’s wealth, the individual stock holder can  use this wealth to maximise his individual
utility

A stockholder’s current wealth in the firm is the product of the number of shares owned, multiplied
with the current stock price per share

Criticisms

The wealth maximization objective has been criticised by certain financial theorists mainly on following
accounts

i) It is prescriptive idea. The objective is not descriptive of what the firms actually do.

ii) The objective of wealth maximisation is not necessarily socially desirable

iii) There is some controversy as to whether the objective is to maximise the stockholders wealth or the
wealth of the firm which includes  other financial claimholders such as debenture holders preferred
stockholders etc.,

iv) The objective of wealth maximization may also face difficulties when ownership and management
are separated as is the case inn most of the large corporate form of organisations. When managers
act as agents of the real owners (equity shareholders and the managerial interests. The managers
may act in such a manner which maximises the managerial utility but not the wealth of stockholders
or the firm.

Q8. “The profit maximization is not an operationally feasible criterion”. Do you agree?
Illustrate your answer / with suitable numerical examples.

Ans : (Nov.-20, Feb.-17)

Yes, I agree that profit maximization is not an operationally feasible criterion which cannot maximize
the owner’s economic welfare and even fail to rank alternative courses of action in terms of economic
efficiency.

Illustration

Let us consider the profits earned by two different companies in our example.

Period Company P Company Q

2003 10,000 –

2004 20,000 –

2005 30,000 45,000

2006 40,000 55,000

Total Profit 1,00,000 1,00,000

The total profit earned by both the companies is same. But it differs in one important aspect i.e.,
company P generate higher returns in previous years whereas company Q generate profits only in 2005-
06. Hence, we could not say that profits of these companies are same. It is the fact that profits earned
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earlier are more attractive because they can be reinvested to earn more money. In this example we can
observe that profit maximization criterion does not consider the difference between the profit earned in
different time periods. Practically, the benefits received previously must be evaluated significantly higher
than the same benefits received in subsequent periods.

Q9. How is wealth maximization a superior concept?
(OR)

In what ways the wealth maximization objective is superior to the profit maximization
objective? Explain.

Ans : (Nov.-22, Mar-19, Sept.-15)
Wealth maximization is suitable for organization as it is the only substitute for stockholder’s utility.

When stockholder’s wealth is maximized, it leads to maximization of shareholder’s utility. Hence stockholder’s
current wealth in a firm can be obtained by multiplying the number of shares owned with the current
stock price per share.

In order to maximize wealth, current present value of any specific transaction must be maximized.
In wealth maximization objective, all financial decisions must be based on cost-benefit analysis.

Wealth maximization is considered superior based on the following points,
1. It plans, for development and long-term continuity of the firm.
2. The objectives of wealth maximization constantly focuses on shareholders economic welfare.
3. Wealth maximization encourages a constant and uniform payment of dividend to the shareholders.
4. The risk and time value of money are taken into consideration by wealth maximization.
Q10. Compare and contrast profit maximization, Wealth maximization and welfare

maximization.

Ans :
Sl.No. Profit Maximization Wealth Maximization Welfare Maximization

1. Profits are earned an maxi- That wealth of share holders Welfare maximizaiton is
mized, so that firm can over- can be maximized. done with the help of micro
come future risks which economic techniques
are uncertain. to examine allocative

efficiency and income
distribution

2. Profit maxiization is a yards In wealth maximization. In welfare maximization
stick for calculating efficiency stockholders current wealth social welfare is evaluated
and economic prosperity of is evaluated in order to by calculating economic
the concern. maximize the value of shares activites of individual in

in the market. the society.

3. Profit is measured in terms Welath is measured in terms Welfare can be measured
of efficiency of the firm. of market price of shares. in two ways, either by

pareto efficiency or in utils
or dollars.

4. Profit maximization involves Wealth maximization involves Welfare maximiztion
problem of uncertainty problems related to maxi- involves problem of
because profits are uncertain. mizing shareholder’s wealth combining the utilities of

or wealth of the firm. different people
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Q11. How wealth maximization differs from profit maximization ?

Ans : (Sep.-14)

Sl.No. Basis Wealth Maximization Profit Maximization

1. Definition It is defined as the management of It is defined as the management of
financial resources aimed at incre- financial resources aimed at increasing
asing the value of the stakeholders the profit of the company.
of the company.

2. Focus Focuses on incresig the value of Focuses on increasing the profit of the
the stakeholders of the company company in the short term.
in the long term.

3. Risk It considers the risks and uncertainty It does not consider the risks and
inherent in the business model of uncertainty inherent in the business
the company. model of the company.

4. Usage It helps in achieving a large value It helps in achieving efficiency in the
of a company’s worth which may company’s day-to-day operations to
reflect in the increaed market share make the business profitable.
of the company.

1.4  THE AGENCY RELATIONSHIP AND COSTS

Q12. Define :

(a) Agency Relationship

(b) Agency Costs

Ans :
(a) Agency Relationship

The relationship that exists between shareholders and management in an organization is known as
an agency relationship. It takes place when a principal hires an agent to perform some of his duties.
In agency relationship, there are chances of conflicts between the principal and the agent. This
conflict is termed as agency problem.

(b) Agency Costs

The costs incurred by stockholders for minimizing agency problem and maximizing the owner’s
wealth are called as agency costs. It is the cost incurred by stockholders, so that agency problems
can be reduced and shareholder’s wealth can be increased.

Stockholders incur these cost for maintaining a corporate governance structure. This corporate
governance structure helps in observing the behaviour of management, regulating fraudulent activities
of management and providing financial incentives to managers for increasing share price.

Q13. “An agency relationship is a fiduciary relationship.” Comment.

(OR)

Explain different types of agency relationships and costs.

(OR)

Explain the principalagent relationship between shareholders and managers.
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Ans : (Nov.-22, July-18)

The relationship that exists in an organization
between shareholders and management, is known
as an agency relationship. Agency relationship results
when a principal hires an agent to perform part of
his duties. In this type of relationship there is chance
of conflicts to occur between the principal and the
agent. This conflict is termed as agency problem.
The costs incurred by stockholders in order to
minimize agency problem and maximize the owner’s
wealth are called agency costs.

The two primary agency relationship exists in
a business concern are,

(i) Shareholders Vs Bondholders

(ii) Managers Vs Shareholders.

(i) Shareholders Vs Bondholders

Shareholders are the real owners of the
concern, they pay fixed and agreed amount
of interest to bondholders till the duration of
bond is finished but bondholders have a
preceding claim over the assets of the
company. Since, equity investors are the
owners of company they possess a residual
claim oh the cash flows of the company.
Bondholders are the only sufferers if decisions
of the company are not appropriate.

When a company invest in project by taking
amount from bondholders and if the project
is successful, a fixed amount is paid to
bondholders and rest of the profits are for
shareholders, and suppose if project fails then
sufferers will be the bondholders as their
money have been invested.

(ii) Managers Vs Shareholders

Profits generated from investments in projects
can be utilized for reinvestment or provided
back to shareholders as dividends. If
dividends are increased, it may leads to
decrease in the resources which are under
the manager’s control and also stricts its
growth. As managers are evaluated on the
basis of growth they might go for
unproductive projects which cannot generate
appropriate returns, which make the
shareholders feel shocked. This is the main
cause of conflicts between managers and
shareholders.

Q14. State the various Factors of Agency
Problems.

Ans :
Agency problems are the result of conflicts

that exists between owners and management. In
order to avoid or reduce agency problems, factors
can be used. They are, market forces and agency
costs.

1. Market Forces

Market forces can also be classified into two,
they are large group of shareholders. As
shareholders are the owners and possess
voting right, they force management to satisfy
their demands or else they liquidate their
shares. Apart from shareholders, threat of
takeover is also an effective market force. With
the fear of takeover, management perform
their duties well and in favor of interest of
shareholders.

2. Agency Costs

It is the cost incurred by stockholders, so that
agency problems can be reduced and
shareholder’s wealth can be increased.
Stockholders incur these cost for maintaining
a corporate governance structure. This
corporate governance structure helps in
observing the behaviour of management,
regulates fraudulent activities of management
and provides financial incentives to managers
for increasing share price.

Structure Management Compensation
Approach is famous, effective and costly
approach which is related to maximization of
share price. The main aim of this approach is
to motivate managers to work for the interest
of owners.

Compensation plans are available in two
types. They are,

(i) Incentive Plans

In these plans, compensation of
management is linked with share price.
One of the commonly used incentive
plan is providing stock options to
management. In this plan, managers are
given authority to purchase stock at
market price. Managers can earn profit,
if they resell these shares at a higher
market price.
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(ii) Performance Plans

In these plans, the compensation of management is calculated based on Earnings Per Share
(EPS), growth in EPS and other ratios of return. Some shares of stock are provided to
management for achieving performance goals known as performance shares. Cash bonuses
are cash payment given to management for achieving specific performance goals.

1.5  RISK-RETURN TRADE OFF

Q15. Explain the concept of Risk-Return Trade Off. State the various decisions involved in
Risk-Return Trade Off.

(OR)

What are the major types of financial decisions that a business firm makes? How do
they involve risk-return trade off?

Ans : (May-22, Nov.-22, Nov.-20, May-19, Imp.)

The risk-return trade-off is an essential concept in finance theory. Risk implies the changes in expected
returns like sales, profits, or cash flow and it also includes probability that problems related to finance will
have an impact on financial position or on working capacity of the company. Risk is found in different
types, they are, economic risk, political uncertainties and industry problems.

Risk analysis is a procedure of calculating and examining the risk which is related to financial and
investment decisions of the company. It is necessary to evaluate risk while making capital investment
decisions as it involves huge amount of capital and is for a long-term period.

Finance managers must focus on expected rate of return by comparing the level of risks involved in
investment decision. When it is expected that rate of return will be high then it involves high level of risk
and vice-versa. Every financial decision includes some kind of risk- return trade-off. Profitable financial
and investment plan can be developed by appropriate evaluation and balancing of different risk-return
trade­offs. The relationship between important financial decisions, return, risk and market value is explained
in the following figure,

Capital budgeting
decisions

Capital structure
decisions

Dividend
decisions

Working capital 
decisions

Return

Risk

Market value
Of the firm

Capital budgeting
decisions

Capital structure
decisions

Dividend
decisions

Working capital 
decisions

Return

Risk

Market value
Of the firm

Fig. : Decisions Risk Return and Market Value
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The decisions which involves risk-return trade
off are explained below,

1. Capital Budgeting Decisions

Capital budgeting decision is important, as it
involves proper allocation of funds. These
decisions are made considerably for long
period of time in order to get benefits in
future. While taking capital budgeting
decision, finance manager needs to evaluate
the cost of capital and risk involved in it.
Finance manager must have complete
knowledge about the techniques used for
evaluating such as Net Press & IR Value (NPV),
1RR, discounted cash flow, etc. Finance
manager must have the capability of
combining risk with returns in order to
evaluate the potential of investment
appropriately.

2. Capital Structure Decisions

Capital structure decisions play an important
role in designing the capital structure which
is suitable for the company. It is the duty of
finance manager to develop an optimum
capital structure which involvers amount of
cost of capital, less amount of risk but which
can generate huge amount of returns. While
developing capital structure, finance mangers
must also consider the financial and operating
leverages of the firm.

3. Dividend Decisions

Dividend decision is also important for
organization to design the dividend policy.
Dividend policy involves the amount of profits
to paid as dividend to shareholders or
reinvested in the organization. Shareholders
emphasize on getting higher amount of
dividend, whereas management of company
tries to maintain profits to face uncertainties
in future. The dividend policy of the firm
mainly depends on profitability.

4. Working Capital Decisions

Working capital management is an addition
of fixed capital investment. Working capital
management is an important element of
every organization, as it helps in continuing

the business processes. Decisions related to
working capital are known as working capital
decisions. The essential elements of working
capital are cash, accounts receivable and
inventory.

Each element of working capital involves
some kind of risk in it. Adequate cash must
be maintained in the firm to have liquidity
position. Even inventory must be in adequate
amount, if it is in excess then it involves risk
of damage and even blockage of funds. If it
is inadequate then it is difficult to meet the
demands of customers. It necessary for
finance manager to evaluate economic order
quantity to maintain adequate level of
inventory in the firm.”

1.6  CONCEPT OF TIME VALUE OF MONEY

Q16. Define time value of money. State the
various reasons for time value of money.

(OR)
State the concept of Time Value of
Money

(OR)
Explain about Time value of money.

Ans : (Nov.-21, May-19, Aug.-17,
Aug.-16, Imp.)

‘Time Value of money’ means that the value
of a unit of money is different in different time
periods. The value of a sum of money received
today is more than its value received after some
time. In other words, the present worth of a rupee
received after some time will be less than a rupee
received today. The time value of money can also
be referred to as time preference for money.

Reasons

1. Uncertain Future

One can control its spending, but he has no
control over his income or the inflows. A risk
factor is always attached with the inflows.
Everyone wants to avoid that risk and prefer
cash receipts now.

2. Inflation

In this economic trend, the purchasing power
of money is falling. Money received today is
more useful than money received in future.
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3. Interest Factor Attached With Invest-
ment Opportunities

In a simple world where a certain cash amount
is received and paid at the later date, the
values are different. The link is the ‘Interest
Rate’. People invest their savings in the hope
of getting a higher value in the near future.

1.7 TECHNIQUES OF TIME VALUE OF MONEY

1.7.1 Future Value and Present Value

Q17. Explain the various techniques of time
value of money.

(OR)
Explain the mechanism to calculate
present value and future value of cash
flows.

Ans : (Dec.-18, Feb.-17)

Techniques of Time Value of Money

There are two techniques to incorporate time
value of money.

(a) Compounding (or) Future Value
Technique

Interest is compounded when the amount
earned on an initial deposit (Principal) becomes part
of the principal at the end of the first compounding
period. The term principal refers to the amount of
money on which interest is received. The annual
compounding of interest can be calculated by using
following equation

     A= P(1 + i)n

     A= Amount at the end of the period

     P = Principal at the beginning of the
    period

      i = Rate of interest

     n = Number of years.

Example

Suppose you have Rs. 1000 today and you
deposit it with a bank which pays you 5 per cent
interest compounded annually for a period of 3
years. The deposit would grow as followed

Amount at the end of the year

1  = 1,000 (1+.05)1 = Rs. 1050

2  = 1050 (1+.05)2 = Rs. 1,102.50

3  = 1102.50 (1+.05)3 = Rs. 1157.625

The above formula can be used for wide range
of i and n. However, the calculations involved will
be tedious and time consuming if the number of
years involved is large say 15 years or 20 years. In
order to simplify the compound interest calculations,
compound interest tables for values (l+i)n for wide
ranges of i and n have been compiled.

Tables A - 1 gives compound value interest
factor of one rupee at different rates of interest for
different time periods. The compounded values can
be readily calculated with the help of table A-1. Using
table A-1 for the information, the compound value
interest factor for Re. 1 at 5 per cent interest rate
for 3 years is 1.158. Multiplying the initial principal
Rs. 1000 by 1.158, we obtain Rs. 1158.

Semi-annual compounding and other
compounding periods.

In the above example we have assumed
annual compounding of interest at the end of the
year. Very often the interest rates are compounded
more than once a year. Savings institutions,
particularly, compound interest semi-annual,
quarterly and even monthly.

(b) Present Value (or) Discounting
Technique

 Present value technique is also known
as discounting technique. This technique
is the exact opposite of compound
value.

 In case of compounding technique
money  invested now appreciates in
value because compound interest is
added.

 Whereas, in case of present value
approach money is received at some
future date and will be worth less
because the corresponding interest is
lost during the period. In other words,
the present value of a rupee that will be
received in the future will be less than
the value of rupee in hand today.
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 It is the process of determining the present value of a future amount, assuming that the decision
maker has an opportunity to earn a certain return on his money. This return is designated in
financial literature as the discount rate, the cost of capital or an opportunity cost.

 The process of discounting, used for calculating the present value is simply inverse of
compounding. The present value formula can be readily obtained by manipulating the
compounding formula,

     A = n

A

(1 i)
Therefore, the present value equation becomes

      P = Present value

       i = Discount rate

      A= Cash in flow at the year end

      n= Number of years

1.7.2 Compounding (or) Future Value Technique

Q18. Explain in detail Compounding (or) Future Value Technique.

Ans : (Nov.-20)

Compounding (or) Future Value Technique

Interest is compounded when the amount earned on an initial deposit (Principal) becomes part of
the principal at the end of the first compounding period. The term principal refers to the amount of
money on which interest is received. The annual compounding of interest can be calculated by using
following equation

     A= P(1 + i)n

Where

     A= Amount at the end of the period

     P = Principal at the beginning of the period

      i = Rate of interest

     n = Number of years.

 Semi-annual compounding and other compounding periods.

In the above example we have assumed annual compounding of interest at the end of the year.
Very often the interest rates are compounded more than once a year. Savings institutions, particularly,
compound interest semi-annual, quarterly and even monthly.

 Semi-annual compounding

It means that there are two compounding periods within the year. Interest is actually paid after
every six months at a rate on one-half of the annual (Stated) rate of interest.

Example

Assume Mr. X places his savings of Rs.1000 in a two year time deposit scheme of a bank which
yields 6 percent interest compounded semi-annually.

In this case he will be paid 3 percent interest compounded over four periods i.e. each of six months
duration. The deposit would grow as follows:
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Amount at the end of six months = Rs. 1000 (1+0.03) = Rs 1030.00

One year = Rs. 1030 (1+0.03)2 = Rs. 1060.90

Eighteen month = Rs. 1060.90 (1+0.03)3 = Rs. 1092.73

Two years = Rs. 1092.73 (1+0.03)4 = Rs. 1125.51

The above calculation reveals that his savings will amount to Rs. 1060.90 and 1125.51 respectively
at the end of first and second year when interest is compounded semi-annually.

 Quarterly compounding : It means that there are four compounding periods within a year.
Instead of paying interest once a year, it is paid at the end of every quarter. Using the above
example, there will be eight compounding periods at the rate of interest for each compounding
period will be 1.5 percent, that 1/4 of 6 per cent.

If the interest is paid quarterly the deposit would grow as follows.

Amount at the end of three months = 1000 (1+0.015) = Rs. 1015.00

Six months = 1015 (1+0.015)r = Rs. 1030.225

Nine months = 1030.225 (1+0.015 )3 = Rs. 1045.678

One year = 1045.678 (1+0.015)4 = Rs. 1061.363

Fifteen months = 1061.363 (1+0.015)5 = Rs. 1077.283

Eighteen months = 1077.283(1+0.015)6 = Rs. 1093.442

Twenty one months = 1093.442(1+0.015)7 = Rs. 1109.843

Two years =1109.843(1+0.015)8 = Rs. 1126.49

Mr. X savings will amount to Rs.. 1061.363 at the end of one year and Rs. 1126.49 at the end of
two years when interest is compounded quarterly.

The effect of compounding more than once a year can also be expressed in the form of following
formula :

mni
P 1 A

m
    

Where   P = Principal

       i = Interest

     m = Number of time compounding

      n = Number of year

      A= Amount at the end of period

Consider the above example and apply the above formula.

1. For Semi-annual compounding = Rs. 1000 
2 20.06

1
2


  
 

         Rs. 1000 ( 1 + 0.03)4 = Rs. 1125.51
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2. For quarterly compounding = Rs. 1000 
4 20.06

1
4


  
 

    Rs. 1000 ( 1 + 0.015)8 = Rs. 1126.49

 Future Value of Annuity

A set of payments occurring for a specified number of periods is called as an annuity. Example: The
premium payments made by life insurance company are considered as an annuity.

If the cash flows occurs at the end of each period then such type of annuity is called as an ordinary
annuity or deferred annuity and when the cash flows occurs at the beginning of each period then
such type of annuity is referred as an annuity due to the future value of an annuity. It is calculated
with the help of the following formula,

FVAn = X(1 + r)n–1 + X(1 + r)n–2 + ... + X
n X[(1+r) 1] / r 

Where,

FVAn = Future value of an annuity having a duration of n periods

     X = Constant periodic flow

      r = Interest rate per period

      n= Annuity duration.

The various compounding techniques include the following,

(a) Annual compounding

(b) Semi-annual compounding

(c) Quarterly compounding

(d) Future/compounded value of a series of payments or annual compounding of a series of
payments

(e) Compound sum of an annuity or annual compounding of annuity and

(f) Doubling period.

1.7.3 Present Value (or) Discounting Technique

Q19. Discuss in detail Present Value (or) Discounting Technique.
Ans : (March-16, Imp.)
Meaning

 Present value techniq ue is also known as discounting technique. This technique is the exact opposite
of compound value. In case of compounding technique money  invested now appreciates in value
because compound interest is added. Whereas, in case of present value approach money is received
at some future date and will be worth less because the corresponding interest is lost during the
period.

 In other words, the present value of a rupee that will be received in the future will be less than the
value of rupee in hand today. It is the process of determining the present value of a future amount,
assuming that the decision maker has an opportunity to earn a certain return on his money.
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 This return is designated in financial literature as the discount rate, the cost of capital or an opportunity
cost.

The process of discounting, used for calculating the present value is simply inverse of compounding.
The present value formula can be readily obtained by manipulating the compounding formula,

     A= n

A

(1 i)
Therefore, the present value equation becomes

     P = Present value

      i = Discount rate

    A = Cash in flow at the year end

     n = Number of years

Present value tables

In order to simplify the present value calculations, tables are readily available for various ranges of
i and n.

Table A - 3 gives the present value factors for various discount rates and years. The total present
value of future cash flows can be ascertained by multiplying it with the appropriate present value interest
factor from Table A - 3 given at the end of this lesson. In terms of formula, it will be

     P = A (PVIF)

Where

     P = Present value

    A = Amount of inflow at the end of the year

         PVIF = Present value of interest factors

Example

Mr. Mehta wants to find the present value of Rs. 2000 to be received 5 years from now, assuring 10
per cent rate in interest.

To calculate we have to look in the 10 per cent column of the fifth year in table  A-3. The relevant
PVIF as per table is 0.621.

Therefore, Present value = Rs. 2000 × 0.621 = Rs. 1242

 Present value of series of cash flows

So far, we have considered only the present value of a single receipt at some future date. In many
situations like capital budgeting decisions, we may be interested in the present value of a series of receipts
received by the firm at different time periods. Like compounding, in order to determine the present value
of such a mixed stream of cash inflows the following formula may be used.

     P = 1 2 n
2 n

C C C
(1 i) (1 i) (1 i)

 
  

Where   P = Present value

        C1, C2 – Cn = Annual cash flows

      n = Number of year

       i = Discount rate
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Alternatively, using table A-3 present value is calculated as follows

      P = C1 (PVIF1) + C2 (PVIF2) +  + Cn (PVIFn)

Example

Calculate the present value for the following cash flows assuming a discount rate of 10
per cent

Year Cash flow

1 Rs. 5000

2 Rs. 10,000

3 Rs. 15,000

4 Rs. 20,000

5 Rs. 25,000

Present values at given discount rate are to be obtained from table A-3. The calculations below
show the present value for the above cash flows

Year Cash flows Present value factor Present value

1 Rs. 5,000 0.909 Rs. 4545

2 Rs. 10,000 0.826 Rs. 8260

3 Rs. 15,000 0.751 Rs. 11265

4 Rs. 20,000 0.683 Rs. 13660

5 Rs. 25,000 0.621 Rs. 15525

Total Rs. 53255

(i) Present Value of an Annuity

An annuity is a set of equal payments occurring at a certain time period. The present value of an
annuity can be calculated as follows,

PVAn = 
X

1 r
 + 2

X
1 r

 + ... + n 1

X
1 r)   + n

X
(1 r)

= X 2 n 1 n

1 1 1 1
...

1 r (1 r) (1 r) (1 r)

         

n

n

1PVA X 1 r
1 r

             

Where,

PVAn = Present value of an annuity having duration of n periods

     X = Constant periodic flow

      r = Discount rate.
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(ii) Present Value and Future Value Annuity Due

Annuity due is the cash flows occurring at the beginning of each year. The cash flows of an annuity
due occurs one period earlier when compared to the cash flow of an ordinary annuity. The following
relationship exists between them.

Annuity due value = Ordinary annuity value X(1 + r)

It is applicable for both present value and future value. It consists of two steps in which we firstly
calculate the present or future value of an ordinary annuity then it is multiplied with (1 +r).

Annuity due value = Ordinary annuity value X(1 + r)

(iii) Deferred Annuity

Deferred annuity is an annuity where cash flows occurs after few years at a later date but not at the
end of the beginning year. The present value of cash flow at deferred annuity is deducted from that
of the whole year. It can be calculated by using the following formula.

n
11 (1 r)

PV C (1 r)
r


  

   
 

Where,

    C = Cash flows

      r= Discount rate

     n = Number of years

PROBLEMS

1. Mr. Rajan is to receive ` 5,000 after five years from now. His time preference for money
is 10% per annum. Calculate its preent value, if the discount factor is 0.621.

Sol :
Given that,

      A = 5,000

        i = 10% or 0.10 per annum

       n= 5 years

Formula,

0 n

1
PV F

(1 i)
 

   

 5,000 5

1
(1 0.10)
 
  

  5,000 
1

1.61051
 
  

 5,000 (0.621)

Present value is ` 3,105.
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2. A person is required to pay four equal annual payments of Rs. 5,000 each in his deposit
account that pays 8% interest per year. Find out the future value of annuity at the end of
4 years.

Sol :

  FVA =  A 






  

r
r 1)1( n

=  Rs. 5,000 (4.507)  =  Rs. 22,535.

3. Find out the present value of Rs. 2,000 received after in 10 years hence, if discount rate
is 8%.

Sol :

Present value of an the amount = FVn 

n

1
1








 r

                              Now, r= 8%

                         n= 10 years

Present value of an amount = Rs. 2,000 

10

08.01
1










                    = Rs. 2,000 (0.463) = Rs. 926.

4. A limited company borrows from a commercial bank of Rs. 10,00,000 at 12 percent
rate of interest to be paid in  equal annual end-of-year installments. What would the
size of the installment be? Assume the repayment period is 5 years.

Sol : (Dec.-19)

Calculation of size of installment (Annuity Amount)

      P = Amount of loan = 10,00,000

  Cost of capital = 12%

Repayment period = 5 years

              C= Annuity amount

 ADF = Annuity discounting factor @ 12%

        from table A – 4 = 3.605

     C = 
Pr incipal

Annual Discount Factor

     C = 10,00,000 / 3.605 = ` 2,77,393

 Equal Installment = ` 2,77,393/-

5. Discuss the major techniques of calculating TVM. If you want a Rs.10,00,000 for
retirement in 30 years, how much would you have to save by the end of each year if you
could make 12% per year ? How much would you have to set aside each year if you
could put money away starting now ?
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Sol : (July-18)

   Amount wanted for retirement = Rs. 10,00,000
                   Time duration = 30 yrs
                  Rate of interest = 12% p.a

       FVAn =
nx[(1 r) 1]

r
 

   10,00,000 =
30x 1 0.12) 1

0.12

   

   10,00,000 =
30x (1.12) 1

0.12

  

   10,00,000 =
 x 28.96

0.12
     1,12,000 = x[28.96]

   x =
1,20,000

28.96
 = 4143.6

6. You have invested ̀  2,000 at the end of first year, ̀  3,000 at the end of second year and
` 5,000 each year from third to fifth years. Find the present value of these cash flows at
a discount rate of 10%.

Sol : (Sep.-16)

Calculation of Present Value of Cash Flows

End of Year Future Value ROI P.V. Factor Present Value

1 2 3
 
 
 

n

1
(1+r) 4 5 = 2 × 4

1 2,000 0.10 0.9091 1818.2

2 3,000 0.10 0.8264 2479.2

3 5,000 0.10 0.7513 3756.5

4 5,000 0.10 0.6830 3415.0

5 5,000 0.10 0.620 3100

20,000 14568.9

7. Find the present value of ` 1,00,000 receivable after 8 years if the rate of discount is,

(i)  10% and

(ii)  5%

Sol : (March-16)

P. V after 8 years of ` 1,00,000 = ?

Given that,
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Discount rates

(i) 10%

(ii) 5%

n
0 n

V
V

(1 I)


   or  PV = F n

1
(1 i)
 
  

(i) At 10% Discount Rate

Vn = 1,00,000

I = 0.10

n = Number of years i.e., 8 years

Vn = 8

1,00,000
(1 0.10)  = 8

1,00,000
(1.10)  = 

1,00,000
2.1435

= 46652.67

 Present value of ` 1,00,000 receivable after 8 years @ 10% discount rate is 46652.67

(ii) At 5% Discount Rate

V = 1,00,000

I = 0.05

n = 8 years

Vn = 8

1,00,000
(1 0.05)  = 8

1,00,000
(1.05)  = 

1,00,000
1.47745

 = 67,684.18

 Present value of ` 1,00,000 receivable after 8 years @ 5% discount rate is 67.684.18

1.8  THE BASIC VALUATION MODEL

Q20. Define value. What are the different types of basic valuation models?

(OR)

Explain the concept of ‘valuation of the firm’. What are the various methods of valuation?

Ans : (May-22, Imp.)

Meaning

The term ‘value’ has a different meaning depending on its applications. The various concepts of
value are,

1. Book Value

The financial statements are based on accounting costs and conventions of the firms. Example:
Balance Sheet is used for computing the book value of assets.

2. Market Value

The value at which an asset or security can be sold in the present market conditions is known as
“market value of an asset or a security”.
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3. Going Concern Value

In the process of valuation, the going concern value is an important determinant in the evaluation
of the value of shares.

4. Liquidation Value

If an organization has decided to wind-up its operations, then it will sell-off its assets, the value at
which the assets are sold in case of termination of a business is said to be “the liquidation value”.

5. Replacement Value

In balance sheet, the value of assets are calculated based on their historical costs, which may be
inappropriate in the present situation. So, this problem can be overcomed by computing and
recording the value of assets on the basis of replacement cost.

Basic Valuation Models

The value of an equity share is obtained by considering the expected cash inflows and the risk
associated with them. Investors receive annual dividends, if the firm is able to make profitable investments.
Similarly, they can earn capital gains by selling the shares in the capital markets. The value of an equity
share is referred to as the “present value of its future dividends”. It can be explained with the help of the
valuation models such as,

1. One-period Valuation Model

If an investor invest in the equity shares for an year then he/she realizes his/her rights of sales. Under
such circumstances, the value of the shareholdings of investor would be the combination of the
annual dividends and the market price at the end of an year. It is represented as,

1 1
0

e e

D P
P

1 k 1 k
 

 

Where,

    P0 = Current market price of a share

    D1 = Expected rate of dividend at the end of first year

    P1 = Expected price of share at the end of first year

    Ke = The required rate of return on equity.

2. Two-period Valuation Model

Two period valuation model is an extension of a single-period valuation model, wherein the investor
decides to hold the share for a period of two years and then exercises his/her right to sell. It is
represented as,

1 2 2
0 2 2

e e e

D D D
P

(1 k ) (1 k ) (1 k )
  

  

Where,

 D1 and D2 = Expected dividend at the end of first and second year

    P2 = Expected selling price at the end of second year.
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3. n-period Valuation Model

If an investor decides to purchase and hold the share for V years and exercises his/her right to sell,
then the value of the share will be,

1 2 n n
0 2 n n

e e e e

D D D P
P ...

(1 k ) (1 k ) (1 k ) (1 k )
    

   

or

n
t n

0 t n
i 1 e e

D P
P

(1 k ) (1 k )

 
 

If dividends are paid at constant rate then the value of the share can be calculated by using the
annuity discount factor,

P0 = Dividend value × (Annuity factor) (i, n) + (D Fi, n).

1.9  RISK AND RETURN

Q21. What is Risk ?

Ans :
Meaning

Risk is uncertainty that a future event with a favourable outcome will occur. In other words, risk is
the probability that an investment will not perform as expected and the investor will lose the money
invested in the project. All business decisions and opportunities are based on this concept that future
performance and returns are uncertain and rely on many uncontrollable variables.

Risk is inherent in any investment. Risk may relate to loss of capital, delay in repayment of capital,
non-payment of return or variability of returns. The risk of an investment is determined by the investments,
maturity period, repayment capacity, nature of return commitment and so on.

Risk implies future uncertainty about deviation from expected earnings or expected outcome. Risk
measures the uncertainty that an investor is willing to take to realize a gain from an investment. 

     Total Risk

= General Risk + Specific Risk

= Market Risk + Issuer Risk

= Systematic Risk + Non Systematic Risk

Q22. What are the causes of Risk ?

Ans :
There are a number of factors which cause risk in the investments. Various factors influencing risk

are business failure, market fluctuations, change in the interest rate inflation in the economy, fluctuations
in exchange rates changes in the political situation etc.

 Wrong method of investment

 Wrong timing of investment

 Wrong quantity of investment
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 Interest rate risk

 Nature of investment instruments

 Nature of industry in which the company is operating

 Creditworthiness of the issuer

 Maturity period or length of investment

 Terms of lending

 National and International factors

 Natural calamities etc.

Q23. State the Differences between unique risk and market risk.

Ans : (Sep.-15)

S.No.                                 Unique Risk S.No.                               Market Risk

1. Unique risk is that risk, in which the changes in the 1. Market risk is that risk, where the changes in total
market conditions does not influence the returns of returns from the securities is directly influenced by
securities. the changes in the general market or an economy as

a whole.

2. Unique risk is also called as unsystematic risk or 2. Market risk is also called as systematic risk (as it
diversifiable risk. affects all securities) or non-diversifiable risk.

Q24. Discuss briefly about Return.

Ans :
Return is one of the most important motivating factor which encourages investment. Return is the

premium given to the investor for making investment. In order to evaluate the performance of investment
manager, it is very essential to calculate the historical returns. These returns are also commonly used as a
key input for forecasting the returns in future.

The return of an investment includes two elements which are as follows,

(i) Current Return

The first element of return is periodic cash flow (income) like dividend or interest which are produced
from the investment. Current return is assessed as the regular periodic income in connection with
the initial price of the investment.

(ii) Capital Return

Capital return is the second element of return which is exhibited in the price fluctuations. Capital
return is referred as appreciation or depreciation in price which is divided by the initial price of the
asset. Capital return dominates the assets such ap equity stocks etc.

Hence, the total return for any security’ is given as,

Total return = Current return + Capital return

The value of current return can be zero or positive whereas the value of capital return can be
negative, zero or positive.
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Q25. Draw the chart for a typical organization functions.

Sol : (Nov-22)

An organizational chart is a visual chart that represents the structure of a company. It highlights how
teams and departments are organized, the reporting relationships across the organization, and every
individual’s role and responsibilities.

CEO

Department 1 Department 2 Department 3

Job 1 Job 2

Business process

o
r
g
a
n
i
s
a
t
i
o
n
a
l

s
t
r
u
c
t
u
r
e

Job 3 Job 4 Job 5 Job 6

1st level

2nd level

3rd level

Benefits

 An organizational chart helps potential investors/shareholders understand who is steering the ship.
At a glance, they can see who makes up the leadership team and the talent, skill and experience
powering your organization. It’s one way to reassure stakeholders that the business is in good
hands.

 An organizational chart helps the entire organization understand the chain of command. From
process flows, approval flows, and other types of decisions, a business organizational chart helps
everyone understand the processes (really, the logic) behind them. A clear organizational chart
belongs to every employee onboarding process.

 An organization chart template helps new hires get to know fellow employees. They learn who
owns which areas, who the senior staff members are, and the types of departments that exist within
the organization. More importantly, they understand how their own role fits into the current
organizational structure.

 An organizational chart helps people understand how changes within a company impact them. As
organizations grow or downsize, people are promoted, moved to different teams/departments, or
asked to report to new executives, and so on. A business organizational chart reflects these changes
in leadership, team responsibilities, and who everyone reports to.

 An organizational chart is a great way to communicate your brand. Organizational charts today are
designed to demonstrate an organization’s values and philosophies. The organization’s stance on
hierarchy, collaboration, inclusivity, and other concepts are visualized here.
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8. In December 2015, ZTECH stock had a
beta of 0.95. The Treasury rate at the
time was 5%, and the treasury bond rate
was 6%. The firm had debt outstanding
of Rs.1.7 crore and a market value of
equity of Rs.1.5 crore; the corporate
marginal tax rate was 40%.

(a) Estimate the expected return on the
stock for a short term investor in
the company.

(b) Estimate the expected return on the
stock for a long term investor in the
company

(c) Estimate the cost of equity

Sol. : (July-18)

Given,

Beta = 0.95

Treasury bill rate = 5%

Treasury bond rate = 6%

Assume historical risk-premium over T-bills =
8.5%

Assume historical risk-Premium over  T-bonds
= 5.5%

(a) Expected return on stock for short term investor
= T-bill rate + (Beta × Risk Premium over T-
bills)

= 5% + (0.95 × 8.5%)

= 5% + 8.075%

= 13.075%

(b) Expected return on stock for long term
investor = T-bond rate + (Beta × Risk
Premium over  T-bonds)

= 6% + (0.95 × 5.5%)

= 6% + 5.225%

= 11.225%

(c) Cost of equity = Weight of equity in capital
× Expected return for long term investor

Market value of equity = ` 1.5 crore

Debt outstanding = (` 1.5 crore + ` 1.7
crore)

= ` 3.2 crore

  Weight of equity in capital = 
 1.5 crore
 3.2 crore

`

`

= 0.46875

Expected return for long term investor

= 11.225%

 Cost of equity for the  company

= 0.46875 × 11.225%

= 5.2617 or 5.26%

9. ABC company expects cash inflows
from its investment proposal it has un-
dertaken time period zero, Rs. 2,00,000
and Rs. 1,50,000 for the first two years
respectively and then expects annuity
payment of Rs. 1,00,000 for the next
eight years. What would be the present,
value of cash inflows, assuming a 10
percent rate of interest ?

Sol : (Nov.-22)

Present value of Rs. 2,00,000 due in year

1 = (2,00,000 × 0.909) = 1,81,800

Present value of Rs. 1,50,000 due in year

2 = (1,50,000 × 0.826) = 1,23,900

Present value of Eight years annuity with
1,00,000 receipts.

(A) Present value at the beginning of year

3 = 1,00,000 × 5.335 = 5,33,500

(B) Present value at the beginning of year

1 = 5,33,500 × 0.826 = 4,40,671

Present value = 1,81,800 + 1,23,900 +
4,40,671 = 7,46,371
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Short Question and Answers

1. Define the term finance function.

Ans :
Finance function is a primary function among

all other business functions because every firm
requires finance in order to develop and expand its
business. Finance can be raised from different
sources i.e., short-term or long-term and internal
or external sources. The finance function of a firm
must be effectively managed in order to ensure
proper utilization of funds and repayment of funds
on time.

2. Define financial management.

Ans :
Financial Management means planning,

organizing, directing and controlling the financial
activities such as procurement and utilization of funds
of the enterprise. It means applying general
management principles to financial resources of the
enterprise.

Definitions of Financial Management

(i) According to Solomon, “Financial mana-
gement is concerned with the efficient use of
an important economic resource, namely,
capital funds.”

(ii) According to J. L. Massie, “Financial
management is the operational activity of a
business that is responsible for obtaining and
effectively utilizing the funds necessary for
efficient operation.”

3. Functions of financial manager

Ans :
(i) Financial Forecasting and Planning

Financial planning and estimating funds in
future is an important function of a financial
manager. The financial manager must
determine the financial requirements of the
firm which are required for acquiring fixed
assets and for maintaining adequate working
capital.

(ii) Acquisition of Funds

Financial manager needs to acquire funds
after making appropriate financial plans.
Funds can be acquired from different sources
such as shares, debentures, banks, financial
institutions etc. Financial manager needs to
select an appropriate source, so that it does
not create any problems in future. He must
evaluate benefits and drawbacks of available
sources before making a final decision.

(iii) Investment of Funds

Funds acquired must be used in a profitable
manner. The cost incurred in acquiring funds
must be compared with the returns they yield.
For this purpose the capital budgeting
technique is very useful. The goal of an
organization is to maximize profits which can
be attained only when funds are properly
utilized and are not left idle. It is necessary
for a financial manager to consider the
principles of safety, liquidity and soundness
at the time of investing funds.

4. Goals of finance function.

Ans :
Financial management is concerned with

procurement and use of funds. Its main aim is to
use business funds in such a way that the firm’s value
earnings are maximised. There are various
alternatives available for using business funds. Each
alternative course has to be evaluated in detail. The
pros and cons of various decisions have to looked
into before making a final selection. The decisions
will have to take into consideration the commercial
strategy of the business. Financial management
provides a framework for selecting a proper course
of action and deciding a viable commercial strategy.
The main objective of a business is to maximise the
owner’s economic welfare. This objective can be
achieved by :

1.  Profit Maximization

2.  Wealth Maximization
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1. Profit Maximization

Profit earning is the main aim of every
economic activity. A business being an
economic institution must earn profit to cover
its costs and provide funds for growth. No
business can survive without earning profit.
Profit is a measure of efficiency of a business
enterprise. Profits also serve as a protection
against risks which cannot be ensured. The
accumulated profits enable a business to face
risks like fall in prices, competition from other
units, adverse government policies etc. Thus,
profit maximization is considered as the main
objective of business.

2. Wealth Maximization

Welath maximization is the appropriate
objective of an enterprise. financial theory
asserts that wealth maximization is the single
substitute for a stockholder’s utility. When the
firm miximizes the stockholder’s wealth, the
individual stock holder can  use this wealth
to maximise his individual utility

A stockholder’s current wealth in the firm is
the product of the number of shares owned,
multiplied with the current stock price per
share

5. Agency Relationship

Ans :
The relationship that exists between

shareholders and management in an organization
is known as an agency relationship. It takes place
when a principal hires an agent to perform some of
his duties. In agency relationship, there are chances
of conflicts between the principal and the agent.
This conflict is termed as agency problem.

6. “An agency relationship is a fiduciary
relationship.” Comment.

Ans :
The relationship that exists in an organization

between shareholders and management, is known
as an agency relationship. Agency relationship results
when a principal hires an agent to perform part of
his duties. In this type of relationship there is chance

of conflicts to occur between the principal and the
agent. This conflict is termed as agency problem.
The costs incurred by stockholders in order to
minimize agency problem and maximize the owner’s
wealth are called agency costs.

The two primary agency relationship exists in
a business concern are,

(i) Shareholders Vs Bondholders

(ii) Managers Vs Shareholders.

(i) Shareholders Vs Bondholders

Shareholders are the real owners of the
concern, they pay fixed and agreed amount
of interest to bondholders till the duration of
bond is finished but bondholders have a
preceding claim over the assets of the
company. Since, equity investors are the
owners of company they possess a residual
claim oh the cash flows of the company.
Bondholders are the only sufferers if decisions
of the company are not appropriate.

When a company invest in project by taking
amount from bondholders and if the project
is successful, a fixed amount is paid to
bondholders and rest of the profits are for
shareholders, and suppose if project fails then
sufferers will be the bondholders as their
money have been invested.

(ii) Managers Vs Shareholders

Profits generated from investments in projects
can be utilized for reinvestment or provided
back to shareholders as dividends. If
dividends are increased, it may leads to
decrease in the resources which are under
the manager’s control and also stricts its
growth. As managers are evaluated on the
basis of growth they might go for
unproductive projects which cannot generate
appropriate returns, which make the
shareholders feel shocked. This is the main
cause of conflicts between managers and
shareholders.
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7. Risk-Return Trade Off

Ans :
The risk-return trade-off is an essential concept

in finance theory. Risk implies the changes in
expected returns like sales, profits, or cash flow and
it also includes probability that problems related to
finance will have an impact on financial position or
on working capacity of the company. Risk is found
in different types, they are, economic risk, political
uncertainties and industry problems.

Risk analysis is a procedure of calculating and
examining the risk which is related to financial and
investment decisions of the company. It is necessary
to evaluate risk while making capital investment
decisions as it involves huge amount of capital and
is for a long-term period.

Finance managers must focus on expected
rate of return by comparing the level of risks
involved in investment decision. When it is expected
that rate of return will be high then it involves high
level of risk and vice-versa. Every financial decision
includes some kind of risk- return trade-off.
Profitable financial and investment plan can be
developed by appropriate evaluation and balancing
of different risk-return trade­offs.

8. Time Value of Money

Ans :
‘Time Value of money’ means that the value

of a unit of money is different in different time
periods. The value of a sum of money received
today is more than its value received after some
time. In other words, the present worth of a rupee
received after some time will be less than a rupee
received today. The time value of money can also
be referred to as time preference for money.

Reasons for Time Value of Money

1. Uncertain Future

One can control its spending, but he has no
control over his income or the inflows. A risk
factor is always attached with the inflows.
Everyone wants to avoid that risk and prefer
cash receipts now.

2. Inflation

In this economic trend, the purchasing power
of money is falling. Money received today is
more useful than money received in future.

3. Interest Factor Attached With Invest-
ment Opportunities

In a simple world where a certain cash amount
is received and paid at the later date, the
values are different. The link is the ‘Interest
Rate’. People invest their savings in the hope
of getting a higher value in the near future.

9. What are the different types of basic
valuation models?

Ans :
The value of an equity share is obtained by

considering the expected cash inflows and the risk
associated with them. Investors receive annual
dividends, if the firm is able to make profitable
investments. Similarly, they can earn capital gains
by selling the shares in the capital markets. The value
of an equity share is referred to as the “present value
of its future dividends”. It can be explained with the
help of the valuation models such as,

1. One-period Valuation Model

If an investor invest in the equity shares for
an year then he/she realizes his/her rights of
sales. Under such circumstances, the value
of the shareholdings of investor would be the
combination of the annual dividends and the
market price at the end of an year. It is
represented as,

1 1
0

e e

D P
P

1 k 1 k
 

 

Where,

P0 = Current market price of a share

D1 = Expected rate of dividend at the end
of first year

P1 = Expected price of share at the end of
first year

Ke = The required rate of return on equity.
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2. Two-period Valuation Model

Two period valuation model is an extension of a single-period valuation model, wherein the investor
decides to hold the share for a period of two years and then exercises his/her right to sell. It is
represented as,

1 2 2
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Where,

 D1 and D2 = Expected dividend at the end of first and second year

    P2 = Expected selling price at the end of second year.

3. n-period Valuation Model

If an investor decides to purchase and hold the share for V years and exercises his/her right to sell,
then the value of the share will be,
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If dividends are paid at constant rate then the value of the share can be calculated by using the
annuity discount factor,

P0 =  Dividend value × (Annuity factor) (i, n) + (D Fi, n).

10. Causes of Risk

Ans :
There are a number of factors which cause risk in the investments. Various factors influencing risk

are business failure, market fluctuations, change in the interest rate inflation in the economy, fluctuations
in exchange rates changes in the political situation etc.

 Wrong method of investment

 Wrong timing of investment

 Wrong quantity of investment

 Interest rate risk

 Nature of investment instruments

 Nature of industry in which the com-pany is operating

 Creditworthiness of the issuer

 Maturity period or length of investment

 Terms of lending

 National and International factors

 Natural calamities etc.
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11. Discuss briefly about Return.

Ans :
Return is one of the most important motivating factor which encourages investment. Return is the

premium given to the investor for making investment. In order to evaluate the performance of investment
manager, it is very essential to calculate the historical returns. These returns are also commonly used as a
key input for forecasting the returns in future.

The return of an investment includes two elements which are as follows,

(i) Current Return

The first element of return is periodic cash flow (income) like dividend or interest which are produced
from the investment. Current return is assessed as the regular periodic income in connection with
the initial price of the investment.

(ii) Capital Return

Capital return is the second element of return which is exhibited in the price fluctuations. Capital
return is referred as appreciation or depreciation in price which is divided by the initial price of the
asset. Capital return dominates the assets such ap equity stocks etc.

Hence, the total return for any security’ is given as,

Total return = Current return + Capital return

The value of current return can be zero or positive whereas the value of capital return can be
negative, zero or positive.

12. Explain about sensitivity analysis.

Ans :
Where cash inflows are very sensitive under different circumstances, more than one forecast of the

future cash inflows may be made. These inflows are regarded as “Optimistic”, “Most Likely” and “Pessimistic.”
Cash inflows may be discounted to find out the net present values under these 3 different situations. If the
net present values under the three situations differ widely it implies that there is a great risk in the project
and the investor’s decision to accept or reject a project will depend upon his risk bearing abilities.

13. Future Value Technique

Ans :
Interest is compounded when the amount earned on an initial deposit (Principal) becomes part of

the principal at the end of the first compounding period. The term principal refers to the amount of
money on which interest is received. The annual compounding of interest can be calculated by using
following equation

     A= P(1 + i)n

     A= Amount at the end of the period

     P = Principal at the beginning of the period

      i = Rate of interest

     n = Number of years.
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14. Present Value (or) Discounting  Technique

Ans :
 Present value technique is also known as discounting technique. This technique is the exact opposite

of compound value.

 In case of compounding technique money  invested now appreciates in value because compound
interest is added.

 Whereas, in case of present value approach money is received at some future date and will be
worth less because the corresponding interest is lost during the period. In other words, the present
value of a rupee that will be received in the future will be less than the value of rupee in hand today.
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Exercise Problems

1. If a man deposit ` 55,650 in a bank which is paying a 12 per cent rate of interest on a ten-year time
deposit, haw much would the deposit grow at the end of ten years?

[Ans: ̀  1,72,848.90]

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

[Ans: ̀  5,365.251]

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

[Ans: ` 6,500]

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

[Ans: ̀  6,564.7]

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

[Ans: ̀  20.023.6]

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

[Ans: ̀  2,98,312]
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Choose the Correct Answers
1.  is concerned with the maximization of a firm's stock price. [ a ]

(a) Shareholder wealth maximization (b) Profit maximization

(c) Stakeholder welfare maximization (d) EPS maximization

2. Future value interest factor takes . [ a ]

(a) Compounding rate (b) Discounting rate

(c) Inflation rate (d) Deflation rate

3. Present values takes  . [ a ]

(a) Discounting rate (b) Compounding rate

(c) Inflation rate (d) Deflation rate

4. The only viable goal of financial management is: [ b ]

(a) Profit maximization (b) Wealth maximization

(c) Assets maximization (d) Sales maximization

5. The basic objective of financial management is:  [ b ]

(a) Maximization of profits

(b) Maximization of shareholders’ wealth

(c) Ensuring financial discipline in the organization

(d) None of the above

6. Finance function involves: [ d ]

(a) Procurement of finance only

(b) Expenditure of funds only

(c) Safe custody of funds only

(d) Procurement and effective utilization of funds

7. Financial management is mainly concerned with [ b ]

(a) Arrangement of funds

(b) All aspects of acquiring and utilizing means of financial resources for firm’s

(c) Activities

(d) Efficient management of every business
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8. The goal of wealth maximization takes into consideration: [ d ]

(a) Risk related to uncertainty of returns (b) Timing of expected returns

(c) Amount of returns expected (d) All of the above

9. According to the accounting profession, which of the following would be considered a cash-flow
item from a "financing" activity? [ b ]

(a) A cash outflow to the government for taxes

(b) A cash outflow to repurchase the firm's own common stock

(c) A cash outflow to lenders as interest

(d) A cash outflow to purchase bonds issued by another company

10. Which of the following is not a cash outflow for the firm? [ a ]

(a) Depreciation (b) Dividends

(c) Interest payments (d) Taxes
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Fill in the blanks

1.  function is a primary function among all other business functions.

2.  is concerned with the efficient use of an important economic resource, namely, capital
funds.

3.  is the main aim of every economic activity..

4. is the appropriate objective of an enterprise.

5. The costs incurred by stockholders for minimizing agency problem and maximizing the owner’s
wealth are called as .

6. The  is an essential concept in finance theory..

7.  decision is important, as it involves proper allocation of funds.

8.  structure decisions play an important role in designing the capital structure which is suitable
for the company.

9.  decision is also important for organization to design the dividend policy..

10.  management is an addition of fixed capital investment.

ANSWERS

1. Finance

2. Financial management

3. Profit earning

4. Wealth maximization

5. Agency costs

6. Risk-return trade-off

7. Capital budgeting

8. Capital

9. Dividend

10. Working capital
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1. Financial management.

Ans :
“Financial management is concerned with the efficient use of an important economic resource,
namely, capital funds.”

2. Agency Relationship

Ans :
The relationship that exists between shareholders and management in an organization is known as
an agency relationship.

3. Agency Costs

Ans :
The costs incurred by stockholders for minimizing agency problem and maximizing the owner’s
wealth are called as agency costs.

4. Current Return

Ans :
Current return is assessed as the regular periodic income in connection with the initial price of the
investment.

5. Capital Return

Ans :
Capital return is referred as appreciation or depreciation in price which is divided by the initial price
of the asset.

Very Short Questions and Answers
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UNIT
II

The Investment Decision: Investment Decision Process, Project Generation,
Project Evaluation, Project Selection and Project Implementation. Developing
Cash Flow, Data for New Projects, Capital Budgeting Techniques: Traditional
and DCF Methods. The NPV vs. IRR Debate, Approaches for Reconciliation.
Capital Budgeting Decision under Conditions of Risk and Uncertainty. Cost
Of Capital: Concept and Measurement of Cost of Capital, Weighted Average
Cost of Capital and Marginal Cost of Capital. Importance of Cost of Capital in
Capital Budgeting Decisions.

2.1  THE INVESTMENT DECISION

Q1. What do you understand by Capital Bud-
geting?

(OR)
Explain the nature Capital Budgeting
and concept.

Ans : (Mat-22, Feb.-17, Sep.-16, Imp.)

Meaning
 Capital budgeting is the process of making

investment decisions in capital expenditures.
A capital expenditure may be defined as an
expenditure the benefits of which are expect-
ed to be received over period of time ex-
ceeding one year.

 The main characteristic of a capital expendi-
ture is that the expenditure is incurred at one
point of time whereas benefits of the expen-
diture are realized at different points of time
in future.

 In simple language we may say that a capital
expenditure is an expenditure incurred for
acquiring or improving the fixed assets, the
benefits of which are expected to be received
over a number of years in future.

 The following are some of the Examples of
capital expenditure :
i) Cost of acquisition of permanent assets

as land and building, plant and machin-
ery, goodwill, etc.

ii) Cost of addition, expansion, improve-
ment or alteration in the fixed assets.

iii) Cost of replacement of permanent as-
sets.

iv) Research and development project cost,
etc.

 Capital expenditure involves non-flexible
long-term commitment of funds. Thus, cap-
ital expenditure decisions are also called as
long term investment decisions. Capital bud-
geting involves the planning and control of
capital expenditure.

 It is the process of deciding whether or not to
commit resources to a particular long term
project whose benefits are to be realized over
a period of time, longer than one year.

 Capital budgeting is also known as Invest-
ment Decision Making, Capital Expenditure
Decisions, Planning Capital Expenditure and
Analysis of Capital Expenditure.

Definitions
(i) According to Charles T. Horngreen has

defined capital budgeting as, “Capital bud-
geting is long term planning for making and
financing proposed capital outlays.”

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

(iii) According to Richard and Greenlaw have
referred to capital budgeting as acquiring in-
puts with long-run return.”. In the words of
Lynch, “Capital budgeting consists in plan-
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ning development of available capital for the
purpose of maximizing the long term profit-
ability of the concern.”
From the above description, it may be con-

cluded that the important features which distinguish
capital budgeting decision from the ordinary day to
day business decisions are :

1. Capital budgeting decisions involve the ex-
change of current funds for the benefits to
be achieved in future.

2. The future benefits are expected to be real-
ized over a series of years.

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

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

5. They involve, generally, huge funds.

6. They are irreversible decisions.

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

Q2. Explain the Importance of Capital Bud-
geting.

(OR)

What is the significant of capital bud-
geting to a firm?

Ans : (Sep.-15, Imp.)

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

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

b) Analyse the proposal for expansion or creat-
ing additional capacities.

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

d) To make financial analysis of various propos-
als regarding capital investments so as to
choose the best out of many alternative pro-
posals.

The importance of capital budgeting can be
well understood from the fact that an unsound in-
vestment decision may prove to be fatal to the very
existence of the concern. The need, significance or
importance of capital budgeting arises mainly due
to the following :
1. Large Investments

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

2. Long-term Commitment of Funds
Capital expenditure involves not only large
amount of funds but also funds for long-term
or more or less on permanent basis. The long-
term commitment of funds increases the fi-
nancial risk involved in the investment deci-
sion. Grater the risk involved, greater is the
need for careful planning of capital expendi-
ture, i.e. Capital budgeting.

3. Irreversible Nature
The capital expenditure decisions are of irre-
versible nature. Once the decision for acquir-
ing a permanent asset is taken, it becomes
very difficult to dispose of these assets with-
out incurring heavy losses.

4. Long-term Effect on Profitability
Capital budgeting decisions have a long-term
and significant effect on the profitability of a
concern. Not only the present earnings of the
firm are affected by the investments in capi-
tal assets but also the future growth and prof-
itability of the firm depends upon the invest-
ment decision taken today. An unwise deci-
sion may prove disastrous and fatal to the
very existence of the concern. Capital bud-
geting is of utmost importance to avoid over
investment or under investment in fixed as-
sets.

5. Difficulties of Investment Decisions
The long term investment decisions are diffi-
cult to be taken because
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(i) Decision extends to a series of years be-
yond the current accounting period,

(ii) Uncertainties of future and

(iii) Higher degree of risk.

6. National Importance

Investment decision though taken by individ-
ual concern is of national importance because
it determines employment, economic activi-
ties and economic growth.

Thus, we may say that without using capital
budgeting techniques a firm may involve itself in a
losing project. Proper timing of purchase, replace-
ment, expansion and alternation of assets is essen-
tial.”

Q3. Explain the Features of Capital Budget-
ing.

Ans :
 The capital budgeting decisions are often said

to be the most important part of corporate
financial management.

 Any decision that requires the use of resourc-
es is a capital budgeting decision; thus the
capital budgeting decisions cover everything
from broad strategic decisions at one extreme
to say computerization of the office, at the
other.

 The capital budgeting decisions affect the prof-
itability of a firm for a long period, therefore
the importance of these decisions is obvious.

 Even a single wrong decision by a firm may
endanger the existence of the firm as a prof-
itable firm.

 A decision to diversify into a new product line
if not taken correctly, may convert a profit-
able firm into a loss making firm.

 There are several factors and considerations
which make the capital budgeting decisions
as the most important decisions of a finance
manager.

The relevance and significance of capital bud-
geting may be stated as follows :

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

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

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

(d) Affect the Capacity and Strength to
Compete
The capital budgeting decisions affect the ca-
pacity and strength of a firm to face the com-
petition. A firm may loose competitiveness if
the decision to modernize is delayed or not
rightly taken. Similarly, a timely decision to
take over a minor competitor may ultimately
result even in the monopolistic position of the
firm.
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2.1.1 Investment decision process

2.1.1.1Project generation, project evalua-
tion, project selection and project Im-
plementation.

Q4. Outline the process of investment deci-
sions.

(OR)

Explain the various steps involved in
capital budgeting decisions.

Ans :
The following figure depicts the steps involved

in investment decision process,

(i) Ascertainment of Project/Project Gen-
eration

Identifying the project for investment is the
first step in capital budgeting. From various
projects, the project needs to be ascertained
by department officer or head for analysis
and the suitable project is selected according
to corporate strategies and submitted to the
capital expenditure planning committee for
large organization or else to concerned head
for long-term investment decisions.

(ii) Project Selection

Different projects are checked thoroughly by
capital expenditure planning committee and
selection is based on the corporate strategy.

(iii) Project Analysis/Evaluation

In this step, profitability of different projects
are analysed. It may be classified into inde-
pendent project, dependent project and
mutually exclusive project. The methods by
which profitability of project can be ascer-
tained are Pay Back Period (PBP), Rate of
Return (ROR), Net Present Value (NPV), In-
ternal Rate of Return (IRR) etc.

(iv) Determining Priorities

Giving priorities helps the firm or an individ-
ual to work smoothly. By analysing the
project, one can know the profitability, ur-
gency and risk involved and can accordingly
select the project. Ranking different projects
is required for the firm.

(v) Project Approval

After meeting all the requirements stated in
the above step the project is approved and
included in capital expenditure budget. Then,
the amount from which fixed assets are pur-
chased in budget period is estimated.

Ascertainment of Project /
Project Generation

Project Selection

Project Analysis/Evaluation

Determining Priorities

Project Approval

Project Implementation

Project Performance Review

Fig.: Process of Investment Decision

(vi) Project Implementation

Implementing the project is an important as-
pect for capital expenditure committee as they
have to consider the profitability of the project
with time and cost limit. To overcome delays
in work network techniques such as PERT
and CPM are useful for managing the project.

(vii) Project Performance Review

The final step is to check whether all the above
steps are running smoothly or not and if any
problem occurred, it can be rectified with
corrective actions. The project expenditure
needs to be compared with post completion
expense of the investment process, the actu-
al return generating from investment, every-
thing needs to be properly viewed. Finally,
the performance can be known.
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Q5. Discuss the types of investment deci-
sion.

Ans : (Oct.-22)

They are types of investment decision are :

1. Inventory Investment

It includes decisions taken by the firm for the
procurement of an adequate amount of raw
materials. Maintaining the right stock of ma-
terials is important for ensuring the smooth
functioning of the business. All expenses that
a firm incurs on stock maintenance are treat-
ed in the category of investment.

2. Replacement Investment

These decisions are related to the replacement
of old or obsolete assets with new ones due
to modernization. The firm decides which all
fixed assets need to be replaced and what
new assets to be purchased after replacing
them.

3. Strategic Investment Expenditure

Strategic investment expenditure decisions
are taken for improving the power of a firm
in the market. The expenditure on these ex-
penditures provides benefits in long term and
does not yield immediate return.

4. Modernization Investment Expenditure

Firms incur this expenditure for upgrading
their technology used in the production pro-
cess. Decisions are taken for adopting the lat-
est and better technology in place of the old
one for increasing efficiency and lowering the
overall cost. This is also known as a process
of capital deepening.

5. Expansion Investment

Expansion investment decisions are meant for
expanding the size and production capacity
of a firm due to the increase in demand.
Here, the firm decides to extend its fixed as-

sets for producing more products thereby en-
hancing its efficiency. Investment undertak-
en for expansion of firm size is also termed as
capital widening.

6. Expansion Investment On New Business

These decisions are taken by organization for
starting of a new business or to diversify its
risk by starting a new line of production. Firm
needs to purchase a new set of machinery
for diversifying its business which requires a
huge amount of investment.

2.2  DEVELOPING CASH FLOW - DATA

FOR NEW PROJECTS

Q6. Explain the different techniques of De-
veloping Cash Flow.

(OR)

State the three components of cash flow
that may exist for a given project pro-
posal.

Ans :
Generally, a typical investment proposal will

have three components of cash flows:

(a) Initial Investment

Initial investment is the net cash out lay re-
quired to purchase an asset. A major element
of the initial investment is the cost of an asset
freight and installation charges. When an as-
set is purchased for expanding revenues, it
may require some additional working capital
also. Thus, initial investment will be equal to
total of gross investment plus net working
capital Further, in case of replacement deci-
sions, sale value of existing assets should be
subtracted to arrive at the initial investment.

(b) Annual Net Cash Inflows

An investment proposal is expected to gen-
erate annual cash flows from operations af-
ter the initial cash out lay has been made.
Cash flows should be estimated on an after
tax basis.



MBA (JNTU-H) I YEAR  II SEMESTER

46
Rahul Publications

Rahul Publications

Computation of after tax cash flows requires a careful treatment of non cash expense items
such as depreciation. Depreciation is an allocation of cost of an asset. It involves an accounting entry
and does not require any cash outflow. Depreciation is however, a, deductible expense for comput-
ing taxes. In the process of calculation of cash flows depreciation does not have any direct impact
but indirectly influence cash flows since it reduces the firms tax liability. The savings resulting from
depreciation is called depreciation tax shield. Since the depreciation is a non cash item it should be
added back to the net profit after taxes to get the net cash flows.

(c) Terminal Cash Flows

The above equation provides a general definition of net cash flows in any  particular year. However,
the last or terminal year of an investment may have additional cash flows. Salvage value and release
of net working capital are the example of terminal cash flows. In the process of calculating net cash
flows, salvage value and release of net working capital should be added to the last year cash flow. In
case of replacement of an asset, salvage value of old asset will reduce the initial outlay of the new
asset.

Q7. State the computation of cash flows.

Ans :

Calculation of Cash Flow After Tax (CAFT)

      Particulars Amount

Revenue / income xxx

(–) Expenses xx

CFBD&T / CFBT xxx

(–) Depreciation xx

Profit before tax (PBT) xxx

(–) Tax xx

Profit After Tax (PAT) xxx

(+) Depreciation xx

Cash Flow After Tax (CAFT) xxx

Dep. = Cost of Asset (+) Instillation charges (–) Scrap Value
Estimated life of the asset
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PROBLEMS ON CALCULATION OF CASHFLOWS OF AN INVESTMENT PROPOSAL

1. A project costs Rs. 25000/- and has a scrap value of Rs. 5000/- alter 5 years. The net
profit before depreciation and taxes for the five years period are expected to be Rs.
5000/- Rs. 6000/- Rs. 7000/- Rs. 8000/- and Rs. 10000/-. You are required: calculate net
cashflows. Assume tax rate as 50 %.

Sol :

Cost of the project Rs. 25000/-

Life of the project 5 years

Calculation of depreciation :

Depreciation = 
Investment Scrap Value

Life


25000 5000
5


 = 
20000

5
 = Rs. 4000/-

Year CFBT – DEP = NP – TAX = PAT + DEP = CFAT

Rs. Rs. Rs. Rs. Rs. Rs. Rs.

1. 5000 – 4000 = 1000 – 500 = 500 + 4000 = 4500

2. 6000 – 4000 = 2000 – 1000 = 1000 + 4000 = 5000

3. 7000 – 4000 = 3000 – 1500 = 1500 + 4000 = 5500

4. 8000 – 4000 = 4000 – 2000 = 2000 + 4000 = 6000

5. 10000 – 4000 = 6000 – 3000 = 3000 + 4000 = 7000

Abbreviations :

  CFBT = Cashflows before tax

    DEP = Depreciation

      NP = Net Profit

    TAX = Tax on net profit

     PAT = Profit after tax

   CFAT = Cashflows after tax or Net cashflows.

2. The Philips Corporation, which has 50 per cent tax rate is evaluating a project which
will cost Rs. 100000/- and will required an increase in the level of inventories and
receivable of Rs. 50000/- over its life. The project will generate additional sales of Rs.
100000/- and will require cash expenses of Rs. 30000/- in each year of its five year life.
It will be depreciated on a straight line basis. Calculate the project initial investment
and net cash flows over its life.
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Sol :
(a) Calculation of initial investment

Project cost  Rs.         1,00,000

(+) Working Capital Required   Rs.  50,000

Total initial investment Rs.    1,50,000
(b) Calculation of CFBT :

Additional sales revenue    Rs. 1,00,000

(–) Cash expenses    Rs.    30,000
CFBT    Rs.  70,000

(c) Calculation of Depreciation :

Depreciation = 
1,00,000 00

20,000
5




(4) Calculation or CFAT
Year CFBT – DEP = NP – TAX = PAT + DEP = CFAT

@50%
Rs. Rs. Rs. Rs. Rs. Rs. Rs.

1. 70,000 – 20,000 = 50,000 – 25,000 = 25,000 + 20,000 = 45,000

2. 70,000 – 20,000 = 50,000 – 25,000 = 25,000 + 20,000 = 45,000

3. 70,000 – 20,000 = 50,000 – 25,000 = 25,000 + 20,000 = 45,000
4. 70,000 – 20,000 = 50,000 – 25,000 = 25,000 + 20,000 = 45,000

5. 70,000 – 20,000 = 50,000 – 25,000 = 25,000 + 20,000 = 45,000

Net Cash Flow are
Year Cashflow

1 45,000

2 45,000

3 45,000
4 45,000

5 95,000* (45,000 + 50,000/-)

* 5th year net cash flow includes annual inflow of Rs. 45,000/ -plus realization of networking capital
of Rs. 50,000.

3. Machinery x requires an investment of Rs. 50,000/- estimated to have a by of 5 years.
The project is estimated to generated Rs. 12,000/- p.a as CFBT @ 40% for its life time
of 5 years. Calculate CFAT.

Sol :
Cost of investment = 50,000

Life = 5 years

Depreciation = 
50,000

5
 = 10,000/- p.a



UNIT - II FINANCIAL MANAGEMENT

49
Rahul Publications

Rahul Publications

Particulars Amount

CFBT 12,000

(–) Depreciation 10,000

   PBT 2,000

(–) Tax @ 40 % 800

   PAT 1,800

(+) Depreciation 10,000

    CFAT 11,200

       CFAT = 11,200 p.a.

2.3  CAPITAL BUDGETING TECHNIQUES

Q8. What are the different techniques of Capital Budgeting?

Ans : (Aug.-17, Imp.)

The investment evaluation techniques play a vital role in evaluating a project. Profitability of a firm
will increase if the proposal is profitable and vice-versa. Selection of a profitable project will help to
maximise value of the firm through the maximisation of profits. Therefore, capital budgeting decisions
form the framework for a firm’s future development.

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

A wide range of criteria has been suggested to judge the worthiness of the investment alternatives.
Evaluation techniques are divided into two broad categories, viz., (I) Traditional techniques or non-dis-
counted techniques and (II) Modern techniques or discounted cash flow techniques. Figure shows the
two techniques of evaluation of a project.

Traditional
or

Non-discounted Cash Flow

Project Evaluation Techniques

Modern
or

discounted Cash Flow

Pay Back
Period

Net Present
Value

Accounting Rate
of Return

Internal Rate
of Return

Profitability
Index

Fig.: Techniques of Project Evaluation

There are many methods of evaluating profitability of capital investment proposals. The various
commonly  used methods are as follows :
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a) Traditional Methods

i) Pay-back Period Method (or) Pay out
or Pay off Method

ii) Improvement of traditional Approach to
Pay Back Period Method

iii) Rate of Return Method (or) Accounting
Method

b) Time-adjusted Method/Discounted
Methods

i) Net Present Value Method

ii) Internal Rate of Return (IRR) Method

iii) Profitability Index Method.

Q9. Explain the Features of Capital Budget-
ing Technique.

Ans :
Following are some of the features which a

capital budgeting evaluation technique should pos-
ses :

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

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

 3. It should be capable of ranking different pro-
posals in order of their worth to the firm.

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

 5. The last but the least, the technique must be
in the line with the objective of maximisation
of shareholders wealth.

2.3.1 Traditional Techniques

2.3.1.1  Payback Period

Q10. Define Payback Period. What are the
advantages and disadvantages of Pay-
back Period?

Ans : (Nov.-22, Imp.)

Meaning

The payback period is defined as the num-
ber of years required for the proposal’s cumulative

cash inflows to be equal to its cash outflows. In oth-
er words, the payback period is the length of time
required to recover the initial cost of the project.
The payback period therefore, can be looked upon
as the length of time required for a proposal to
‘break even’ on its net investment.

Calculation of the Payback Period

The payback period can be calculated in two
different situations:

1. When Annual Cash Inflows are Equal

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

Initial Investment
PBP

Annual Cash Inflow


2. When the Annual Cash Inflows are Un-
equal

In case the cash inflows from the proposal
are not in annuity form then the cumulative
cash inflows are raised to compute the pay-
back period.

Required CFAT
PBP Base year

Next year CFAT
 

Advantages

Following are the advantages of payback
methods:

1. Simple to Operate

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

2. Liquidity Indication

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

In a broader sense, the payback period deals with the risk also. The project with a shorter payback
period will be less risky as compared to project with a longer payback period, as the cash inflows
which arise further in the future will be less certain and hence more risky. So, the payback period
helps in weeding out the risky proposals by assigning lower priority.

Disadvantages

Following are the disadvantages of payback methods:

1. Ignores Cash Inflows

The payback period entirely ignores many of the cash inflows which occur after the payback peri-
od. This could be misleading and could lead to discrimination against the proposal which generates
substantial cash inflows in later years. It ignores what happens after the initial investment is re-
couped.

2. Equal Weightage to all Cash Flows

It ignores the timing of the occurrence of the cash flows. It considers the cash flows occurring at
different point of time as equal in money worth and ignores the time value of money. It gives equal
weights to all the cash flows before the payback date and no weight at all to cash flows occurring
thereafter.

3. Ignores Salvage Value

The payback period also ignores the salvage value and the total economic life of the project. A
project which has substantial salvage value may be ignored (though more profitable it may be
otherwise) in favour of a project with higher inflows in earlier years. It is insensitive to the economic
life span and thus not a truly meaningful criterion for determining the economic viability of a
proposal. The speed with which the initial investment is recovered is not a sufficient way to appraise
the profitability.

4. Method of Capital Recovery

The payback period is more a method of capital recovery rather than a measure of profitability of
a project. To recover the capital is not enough, of course, because from an economic view point
one would hope to earn a profit on the funds while they are invested.

2.3.1.2  Accounting / Average Rate of Return

Q11. Define Accounting / Average Rate of Return. What are the advantages and disadvantag-
es of Accounting / Average Rate of Return ?

Ans : (Nov.-22, Imp.)

Meaning

According to this method, the capital investment proposals are judged on the basis of their relative
profitability. For this purpose, capital employed and related income is determined according to commonly
accepted accounting principles and practices over the entire economic life of the project and then the
average yield is calculated. Such a rate is termed as Accounting Rate of Return.

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

Calculation of ARR

Average Annual Profit after Tax
ARR 100

Average or Initial Investment
 
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Where,

Average Investment = 
Initial Investmet + Salvage Value

2

(or)

Initial investment  Scrap value
2


 + Addl.net working capital + Scrap value

Advantages

The advantages of average rate of return method are as follows:

1. Easy to Calculate

It is easy to calculate because it makes use of readily available accounting information. In contrast,
discounted cash flow technique involves tedious calculations.

2. Considers Entire Cashflows

It takes into consideration the entire cash inflows during the project life. Payback Method does not
use the entire stream of incomes.

3. Based on Financial Data

As this method is based upon accounting concept of profits, it can be readily calculated from the
financial data.

Disadvantages

The disadvantages of average rate of return method are as follows:

1. Ignores Time Value of Money

If we use ARR to compare two projects having equal initial investments. The project which has
higher annual income in the latter years of its useful life may rank higher than the one having higher
annual income in the beginning years, even if the present value of the income generated by the
latter project is higher.

2. Cost of Project cannot be Determined Accurately

Future sales and anticipated cost of project over a long period cannot be determined accurately
because they are influenced by a large number of outside factors.

3. Used as the Only Way to Appraise a Project

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

4. Uses Only Accounting Figures

It uses accounting figures which can be affected by judgment, accounting policies and non cash
items (depreciation).

5. Problem of Comparability

There are two ways to calculate the accounting rate of return which causes a problem of compara-
bility.
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PROBLEMS ON TRADITIONAL METHODS OF CAPITAL BUDGETING

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

Sol :

Initial Investment
PBP

Annual Cash Inflow



1,00,000
18,500  = 5.4 years

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

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

Re quired CFAT
PBP Base year

Next year CFAT
 

Year CFAT Cumulative CFAT
1 8,000 8,000

2 6,000 14,000

3 4,000 18,000

4 2,000 20,000
5 4,000 24,000

PBP = 3 + 
1000
2000

 = 3.5 years

Acceptance Rule for PBP
Many firms use the PBP as an accept or reject criteria as well as a method of ranking the projects. If

the PBP is calculated for a project is less than the std PBP set by the management then such project would
be accepted.

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

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

Year Cash inflows
A B C

1 30,000 30,000 10,000
2 30,000 40,000 20,000
3 30,000 20,000 40,000
4 30,000 20,000 40,000
5 30,000 5,000 –
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Sol :
Project A

Year CFAT
1 30,000
2 30,000
3 30,000
4 30,000
5 30,000

Initial Investment
PBP

Annual Cash I nf low


  
1,00,000
30,000     3.3 years

Project B
Year CFAT Cumulative CFAT

1 30,000 30,000
2 40,000 70,000
3 20,000 90,000
4 20,000 1,10,000
5 5,000 1,15,000

Required CFAT
PBP Base year

Next year CFAT
 

  3 + 
10,000
20,000

 3 + 0.5 = 3.5 years

Project C
Year CFAT Cumulative CFAT

1 10,000 10,000
2 20,000 30,000
3 40,000 70,000
4 40,000 1,10,000
5 – 1,10,000

Required CFAT
PBP Base year

Next year CFAT
 

  3 + 
30,000
40,000

 3 + 0.75 = 3.75 years
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Conclusion

In a given problem the std PBP for all projects is 5 years. All the 3 projects having less PBP when
compared to the std PBP. So, all the 3 projects are acceptable. To rank the projects “Project A” is given 1st
priority, as its PBP is less than the other 2 projects B and C.

7. A project requires an investment of ̀ 6,00,000 and has a scrap value of ̀ 30,000 after 4
years. It is expected to yield profits after depreciation and taxes during the four years
amounting to `40,000, `60,000, `50,000 and `30,000. Calculate ARR on the invest-
ment.

Sol :

       Total profits = 40,000 + 60,000 + 50,000 + 30,000 = 1,80,000

    Average profit=
1,80,000

4
= 45,000

   Average investment = 
6,00,000 30,000

2


= 2,85,000

ARR = 
Average Profit

100
Average Investment



 ARR = 
45,000

100 15.8%
2,85,000

 

8. A machine will cost ` 2,00,000. It is expected to provide profits before depreciation of
` 60,000 each in 1st and 2nd years and ` 80,000 each in 3rd and 4th years. Assuming a
straight line depreciation and no taxes what is the average accounting rate of return?
What will be your answer if the tax rate is 30%?

Sol : (Sept.-15)

(i) Calculation of Average Accounting Rate of Return (on straight line depreciation and no
taxes)

Year Profit Before  Depreciation Profit Before

Depreciation (`) Tax (`)

and Tax (`)

1 60,000 50,000 10,000

2 60,000 50,000 10,000

3 80,000 50,000 30,000

4 80,000 50,000 30,000

Total 80,000
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   Average profit= 
Total Profit

Number of Years
 =

10,000 10,000 30,000 30,000
4

  

=
80,000

4
 = 20,000

  Average profit = 
Original Investment

2

= 
2,00,000

2
 = 1,00,000

Average Accounting Rate of Return (ARR) = 
Annual Average net earnings

Average investment
×100

= 
20,000

1,00,000
 × 100 = 20%

(ii) Calculation of Average Accounting Rate of Return (on Straight line depreciation) when
the tax rate is 30%.

Year Profit Before Depreciation Profit Before Tax @ 30% Profit After
Depreciation (`) Tax (`) Tax(`)
and Tax (`)

1. 60,000 50,000 10,000 3,000 7,000

2. 60,000 50,000 10,000 3,000 7,000

3. 80,000 50,000 30,000 9,000 21,000
4. 80,000 50,000 30,000 9,000 21,000

Total 56,000

Average profit after tax = 
7,000 7,000 21,000 21,000

4
  

 = 14,000

   Average Investment= 
Original Investment

2

= 
2,00,000

2
 = 1,00,000

Average Accounting Rate of Return (ARR) = 
Annual average net earnings

100
Average investment



= 
14,000

100
1,00,000

  = 14%

If the tax rate is 30% the ARR is 14%

Thus, machine is more profitable when there is no tax rate (i.e., ARR = 20%).
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Working Notes

     Depreciation = 
Initial Investment
Number of Years

= 
2,00,000

50,000
4

 .

2.3.2 Discounting Cashflow Method (DCF)

Q12. Define discounted cashflow method.
Explain merits and demerits of Discou-
nted cashflow method.

Ans :
Meaning

The time-adjusted or discounted cash flow
methods take into account the profitability and also
the time value of money. These methods also called
modern methods of capital budgeting are becom-
ing increasingly popular day by day.

Merits

1. The discounted cash flow methods take into
consideration the time value of money to
make effective capital budgeting decisions.

2. These methods give more emphasis to early
inflows than later inflows.

3. These methods are suitable in situation where
cash flows are uneven.

4. The entire economic life of the project invest-
ment and income is considered by these
methods.

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

Demerits

1. These methods do not take into account the
time value of money. A rupee today is defi-
nitely worth more than a rupee after an year.
This basic fact is ignored by these methods.

2. Cost of capital is not considered, which is a
crucial element in making investment deci-
sions.

3. Cash flows are not involved in analysis which
are more significant than the accounting prof-
its.

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

Modern techniques are again subdivided into
three, viz.,

(a) Net present value,

(b) Internal rate of return or trial and error,
and

(c) Profitability index or discounted benefit
cost ratio.

2.3.2.1  Net Present Value

Q13. Define Net Present Value. Explain ad-
vantages and disadvantages of NPV.

Ans :
Meaning

The cash inflow in different years are discount-
ed (reduced) to their present value by applying the
appropriate Miscount factor or rate and the gross
or total present value of cash flows of different years
are ascertained. The total present value of cash in-
flows are compared with present value of cash out-
flows (cost of project) and the net present value or
the excess present value of the project and the dif-
ference between total present value of cash inflow
and present value of cash outflow is ascertained.

Calculation of NPV

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

1. Prepare a table showing the cashflows dur-
ing each year of the proposed investment.

2. Compute the present value of each cashflow,
using a discount rate that reflects the cost of
acquiring investment capital. This discount
rate is often called the hurdle rate or mini-
mum desired rate of return.

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

4. If the Net Present Value (NPV) is equal to or
greater than zero, accept the investment pro-
posal. Otherwise, reject it.
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The present value of `1 due in any number of years can be found with the use of the following
mathematical formula:

PV =  n

1

1 r

Where,

PV = Present Value;

r = Rate of interest/discount rate;

n = Number of years

Net present value gives explicit consideration to the time value of money; it is considered a sophis-
ticated capital budgeting technique. All such techniques in one way or another, discount the firm’s cash
flows at a specified rate. This rate often called the discount rate, required return, cost of capital, or oppor-
tunity cost is the minimum return that must be earned on a project to leave the firm’s market value
unchanged.

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

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

NPV =  

n
t

t
t 1

CF

1 k 
  – CF0 =  

n

t k,t
t 1

CF PVIF


  – CF0

Accept-Reject Decision

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

NPV > Zero Accept the proposal

NPV < Zero Reject the proposal

NPV = Zero Indifference

Advantages

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

1. Recognition of Time Value of Money

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

2. Sound Method of Appraisal

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

3. Selection of Mutually Exclusive Projects

It is particularly useful for selection of mutually exclusive projects.

4. Maximization of the Shareholder’s Wealth

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

Disadvantages of NPV method are:

1. Difficult to Understand

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

2. May not Give Accurate Decision

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

3. Difficult Calculation

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

4. Absolute Measure

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

2.3.2.2  Internal Rate of Return

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

Ans :
Meaning

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

C = 
 

1
1

A

1 r
 + 

 
2

2

A

1 r
 + 

 
3

3

A

1 r
 +.....+ 

 
n

n

A

1 r

Where,

C – Initial outlay at time zero

r – Rate of discount of internal rate of return

A1 , A2, ... An – Future net cash flows at different periods

n – Number of years.

Steps

The internal rate of return method involves following steps,

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

2. Calculate fake payback period by dividing the initial investment by average cash flows. Initial invest-
ment
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Initial investment
Fake payback period

Average cash flows


3. Identify the discounting factor from present value annuity table and calculate NPV with that per-
centage.

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

5. After getting one positive NPV and one negative NPV, use interpolation to calculate actual IRR.

Actual IRR can be calculated by using the following formula,

Present value at lower rate  Cash outflow
Lower rate Difference in the rates

PV at lower rate PV at higher rate


 


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

Merits

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

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

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

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

Demerits

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

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

3. When different rates are used it may create confusion.

Q15. Under what conditions would the internal rate of return be reciprocal of the payback
period?

Ans : (Sept-14, Imp.)

Payback period is useful in some conditions where its reciprocal proves to be a good approximation
rate of return.

0CInitail Investment
Payback Period

Annual Cash Inflow (Annuity) C
 

Present value of an annuity = C0 = 
h

1
1

(1 r)C
r

   
 
  
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    C0 = 
C C
r r
 n

1
(1 r)
 
  

Both sides are multiplied by r, we get,

   rC0 = C – C n

1
(1 r)
 
  

then,     n
0 0

C C 1
r

C C (1 r)
     

Where,

    C0 = Initial investment

     C = Annual cash inflow

      r = Rate of return

      h = Life of investment.

From the above equation, it is clear that first right hand is same as the reciprocal of the payback

period and second right hand term is payback reciprocal multiplied by, 
n

1
(1 r)

. If the value of n is veryy

large or extends to infinity then second term equals to zero and the left over the term will be 
0

C
C . Hence,

IRR is equal to the reciprocal of payback.

Following are the two conditions under which reciprocal of payback will be equal to IRR,

1. When project life is too long or twice the payback period.

2. When project yields equal cash inflow annually throughout the life.

The technique of reciprocal payback is useful in identifying true rate of return. But it involves a
limitation i.e., it is not possible that every investment project satisfy the above conditions. Sometimes, life
of the project will not be twice of payback period then in this case the payback reciprocal will be more
than rate of return. In the same way, it is not compulsory for every project to generate even cash inflows
every year.

2.3.2.3  Profitability Index

Q16. Define Profitability Index. How is it calculated? State the merits and demerits of Prof-
itability Index.

Ans : (Aug.-17, Sep.-15, Imp.)

Meaning

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

Calculation of Profitability Index

The profitability index is one of the numerous ways used to quantify and measure the efficiency of
a proposed investment. Calculation of PI is done by the following formula:



MBA (JNTU-H) I YEAR  II SEMESTER

62
Rahul Publications

Rahul Publications

Profitability Index = 
Present Value of Cashinflows
Present Value of Cashoutflows

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

PV of Cash inflows

P.I. (Net) = 
NPV (Net Present Value)

Initial Cash outlay  or P. l. = 
PV of Cash inflows
Initia Cash outlay

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

Accept-Reject Decision

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

PI > 1 Accept the proposal

PI < I Reject the proposal

PI = 0 Indifference

Advantages

Following are the advantages of profitability index method:

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

2. It recognizes the time value of money.

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

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

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

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

Disadvantages

Following are the advantages of profitability index method:

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

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

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

PROBLEMS

9. Calculate NPV for the given project.

Year 0 1 2 3 4 5

(A) Cash flows 200 35 80 90 75 20

(B) Cash flows 200 18 10 10 40 35

The company anticipates the cost of capital of 12%. Rank the project according to it ?
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Sol :
Calculation of NPV for Project A

Year CFAT PV. factor @ 12% PV CFAT

1 35 0.893 31.255

2 80 0.797 63.76

3 90 0.712 64.08

4 75 0.636 47.7

5 20 0.567 11.34

218.135

NPV Cash inf low Cash outflow 

= 218.135 – 200 = 18.135

Calculation of NPV for Project B

Year CFAT PV. factor @ 12% PV CFAT

1 8 0.893 16.074

2 10 0.797 7.97

3 10 0.712 7.12

4 40 0.636 25.44

5 35 0.567 19.845

76.449

NPV Cash inf low Cash outflow 

76.449 – 200 = (–123.551)

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

Sol :
In the given problem the cash inflows are equal.

Step 1 : Calculate PBP

Investment
PBP

Annual cash inflow
  = 

6,000
2,000 = 3 years

Step 2 :

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

 19% and 20% are two discounting factor.

(3.058)  (9.991)
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Step 3 : Use IRR formulae

Present value at lower rate  Cash outflow
Lower rate Difference in the rates

PV at lower rate PV at higher rate


 


 19% + 
3.058 3

3.058 2.991



 × (20 – 19)

 19% + 
0.058
0.067

× 1     19% + 0.865

 19.865%

Step 4 : Decision Rule

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

11. Phoenix Company is considering two mutually exclusive investments. Project P and
Project Q. The expected cash flows of these projects in millions of rupees are as fol-
lows,

Year Project P Project Q

0 (1000) (1600)

1 (1000) 200

2 (500) 400

3 (250) 600

4 2000 800

5 4000 200

(a) What is the IRR for each project?

(b) Which project would you choose if the cost of capital is (i) 10%? (ii) 20%?

Sol : (March-16)

Project ‘P’

Calculation of NPV and IRR

Year Cash Flow (`) PV @ 10% PVCF PV @ 20% PVCF

0 (1000) 1.00 – 1000 1.00 – 1000

1 (1000) 0.909 – 909 0.833 – 833

2 (500) 0.826 – 413 0.694 – 347

3 (250) 0.751 – 187.75 0.579 – 144.75

4 2000 0.683 1366 0.482 964

5 4000 0.621 2484 0.402 1608

                   Net Present Value (NPV) 1340.25 247.25
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Present value at lower rate  Cash outflow
Lower rate Difference in the rates

PV at lower rate PV at higher rate


 


IRR = 10 +
1340.25

(20 10)
1340.25 247.25

 


= 10 +
1340.25

1093
× 10

= 10 + (1.226 × 10)
= 10 + 12.26
= 22.26.

Project ‘Q’

Calculation of NPV and IRR

Year Cash Flow (`) PV @ 10% PVCF PV @ 20% PVCF

0 (1600) 1.00 – 1600 1.00 – 1600

1 200 0.909 181.8 0.833 166.6

2 400 0.826 330.4 0.694 277.6

3 600 0.751 450.6 0.579 347.4

4 800 0.683 546.4 0.482 385.6

5 200 0.621 124.2 0.402 804

              Net Present Value (NPV)  33.4 – 342.4

Present value at lower rate  Cash outflow
Lower rate Difference in the rates

PV at lower rate PV at higher rate


 


 IRR = 10 + 
33.4

33.4 ( 342.4) 
× (20 – 10) = 10 + 

33.4
375.8

× 10

= 10 + (0.0888 × 10) = 10 + 0.89

= 10.89

 Project ‘P’ should be selected, as it has higher NPV and IRR 22.26 than project ‘Q’.

12. Calculate the NPV and IRR of a project, the cash flows of which are as follows,

(Amount in lakhs of Rupees)

Years 1 0 2 3 4 5

Investment 80

Cash Inflows 30 40 50 30 10

Additional Information:

(a) The cost of capital is 10%.

(b) Salvage value at the end of 5th year is zero.
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Sol : (Sept.-16)

Calculation of NPV at 10% (Cost of Capital)

Year Cash Flows PV Factor at 10% PVC (`)

1 30 0.909 27.27

2 40 0.826 33.04

3 50 0.751 37.55

4 30 0.683 20.49

5 10 0.621 6.21

Present Value 124.56

Less: Initial Investment 80

NPV 44.56

NPV @ 10% cost of capital is ` 44.56.

IRR

The present value of project is 124.56 at 10% or a positive NPV is 44.56. Therefore, a higher rate
is to be considered say 31% for positive and 32% for negative NPV to calculate IRR.

Calculation of NPV at 31% and 32%

Year Cash Flow PVF @ 31% PVCF (`) PVF @ 32% PVCF (`)

1 30 0.763 22.89 0.758 22.74

2 40 0.583 23.32 0.574 22.96

3 50 0.445 22.25 0.435 21.75

4 30 0.340 10.2 0.329 9.87

5 10 0.259 2.59 0.250 2.50

          Present Value 81.25 79.82

Less: Initial Investment 80.00 80.00

           NPV 1.25 0.18

Interpolation

Present value at lower rate  Cash outflow
Lower rate Difference in the rates

PV at lower rate PV at higher rate


 


= 31 + 
1.25
1.43

 × (32 – 31)

= 31 + 0.8741 × 1

= 31 + 0.8741

= 31.87.
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13. A company is planning to purchase a machine to meet the increased demand for its
products in the market. The machine costs Rs. 5,00,000 and has no salvage value. The
expected life of the machine is 5 years, and the company employs straight line method
of depreciation for tax purposes. The estimated earnings after taxes are Rs. 50,000
each year for 5 years. The after-tax required rate of return of the company is 12 per-
cent. Determine the IRR.

Ans : (Dec.-19)

Determination of IRR

Depreciation = ` 1,00,000

Cost of capital = 12%

Cost of Machine = ` 5,00,000

Life period = 5 years

CAT = ` 50,000/-

Depreciation = 
Machine cost
Life of asset

 = 5,00,000 / 5 = ` 1,00,000

Calculation of CFBDAT (Cashflow before Depreciation after Tax)

Year CFAT Deprecation CFBDAT

1 50,000 1,00,000 1,50,000

2 50,000 1,00,000 1,50,000

3 50,000 1,00,000 1,50,000

4 50,000 1,00,000 1,50,000

5 50,000 1,00,000 1,50,000

Calculation of NPV @ 12%

Years Cash flows PV of @12% PVCF

1 1,50,000 0.893 1,33,950

2 1,50,000 0.797 1,19,550

3 1,50,000 0.712 1,06,800

4 1,50,000 0.636 95,400

5 1,50,000 0.567 85,050

Total PV 5,40,750

(–) Cost of Machine 5,00,000

NPV 40,750
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Calculation of NPV @ 20%

Years Cash flows PV Factor @ 20% PVCF

1 1,50,000 0.833 1,24,950

2 1,50,000 0.694 1,04,100

3 1,50,000 0.579 86,850

4 1,50,000 0.482 72,300

5 1,50,000 0.402 60,300

Total PV 4,48,500

(–) Cost of Machine 5,00,000

NPV (–) 51,500

Calculation of IRR

Present value at lower rate  Cash outflow
Lower rate Difference in the rates

PV at lower rate PV at higher rate


 


IRR = 12 + 
40750

(20 12)
40750 ( 51,500)

 
 

IRR = 12 + (0.4419 × 8)

IRR = 12 + 3,535 = 15,535

IRR = 15,535.

14. Equipment A has a cost of 7,50,000 and net cash flow of Rs.2,00,000 per year for 6
years. A substitute equipment B would cost Rs.5,00,000 and generate net cash flow of
Rs. 140,000 per year for six years. The required rate of return of both equipment is
11%. Calculate the IRR and NPV for the equipment. Which equipment should be accepted
and why ?

Sol : (Nov.-20)

Given,

Particulars Equipment A Equipment B

Cost of Equipment 7,50,000 5,00,000

Annual cash inflow 2,00,000 1,40,000

Life 6 years 6 years

Rate of Return 11% 11%

(a) Calculation of NPV

Equipment A

= Annual cash flow × Present – Cashflow Value@ 11%

2,00,000 × 4.231 – 7,50,000
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8,46,200 – 7,50,000
= 96,200

Equipment B

      NPV = (1,40,000 × 4.231) – 5,00,000

= 5,92,340 – 5,00,000

= 92,340

(b) Calculation of IRR

Equipment A

Fake payback period = 
Initial investment
Annual cashflows

= 
7,50,000
2,00,000

= 3.75

According to PV annuity table, 3.75 lies between 15% and 16% against 6 years.

Present value of 15%

= 2,00,000 × 3.784

= 7,56,8000

Present value of 16%

= 2,00,000 × 3.685

= 7,37,000

Present value at lower rate  Cash outflow
Lower rate Difference in the rates

PV at lower rate PV at higher rate


 


= 15 +
7,56,800 7,50,000
7,56,800 7,37,000


 × 1

= 15 + 
16,800
19,800

× 1

= 15 + 0.34

= 15.34

Equipment B

Fake payback period = 
5,00,000
1,40,000  = 3.57
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According to PV annuity table PV, factors 3.57 lies between 17% and 18% for 6 years.
Present value at 17%

1,40,000 × 3.589
= 5,02,460

Present value at 18%
1,40,000 × 3.498

= 4,89,720

IRR = 17+ 
5,02,460 5,00,000
5,02,460 4,89,720


  × 1

Present value at lower rate  Cash outflow
Lower rate Difference in the rates

PV at lower rate PV at higher rate


 


= 17+
2,460

12,740 × 1

= 17 + 0.19
= 17.19%

A B
NPV 96,200 92,340

IRR 15.34% 17.19%

Interpretation
Equipment A should be accepted as NPV higher compared to equipment B and wealth of the
shareholders will be satisfied if equipment A is selected.

15. A company is considering investing in a project that cost ` 4,00,000. The estimated
salvage value is zero, tax rate is 55 percent. Depreciation is calculated based on straight
line method. The projected cash flows before tax (CFBT) are as follows:

Year 1 2 3 4 5
CFBT( ) 1,00,000 1,20,000 1,50,000 1,70,000 2,50,000`

(a) Net Present value at 10 percent cost of capital.
(b) Internal Rate of Return.
(c) Pay Back Period.

Sol : (May-19)

Calculation of Cashflows

Years CFBT Tax@55% CFAT Depreciation Cash in flows

1 1,00,000 55,000 45,000 80,000 1,25,000

2 1,20,000 66,000 54,000 80,000 1,34,000

3 1,50,000 82,500 67,500 80,000 1,47,500

4 1,70,000 93,500 76,500 80,000 1,56,500

5. 2,50,000 1,37,500 76,500 80,000 1,92,000
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(a) Calculation of NPV at 10% cost capital

Year Cash in flows PV factor @ 10% Present value

1 1,25,000 0.909 1,13,625

2 1,34,000 0.826 1,10,684

3 1,47,500 0.751 1,10,773

4 1,56,500 0.683 1,06,889

5 1,92,500 0.621 1,19,543

5,61,514

NPV = Cash in flows – Cash out flows
5,61,514 – 4,00,000

= 1,61,514
(b) Internal Rate of Return

As NPV calculated at 10% is positive we must calculate NPV at a higher Rate of discount
i.e., 25% as follows

Year Cash in flows PV factor @ 10% Present value
1 1,25,000 0.800 1,00,000
2 1,34,000 0.640 85,760
3 1,47,500 0.512 75,520
4 1,56,500 0.410 64,165
5 1,92,500 0.328 63,140

3,88,585
NPV = Cash in flows – Cash out flows
NPV at 25% = 3,88,585 – 4,00,000

 = – 11,415

IRR = 10% + 
1,61,514

5,61,514 3,88,585 × 15

10 + 
1,61,514
1,72,929 × 15

10 + 14.01 = 24.01%
(c) Payback period

Particulars Amount
Cash outay of project 4,00,000
Total cash inflow for first 2 years 2,59,000

1,41,000
Cash inflow for the 3rd year 1,47,500

Payback period = 2 + 
1,41,000
1,47,500

= 2.956 years
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16. The expected cash flows of a project are as follow:

Years Cash flow

0 (–1,00,000)

1 30,000

2 40,000

3 50,000

4 60,000

5 70,000

The cost of capital is 12 percent. Calculate the following:

(a) Payback period

(b) Net Present Value.

Sol : (Dec.-18)

(i) Calculation of payback period

Year Cashflow Cumulative Cashflow

1 30,000 30,000

2 40,000 70,000

3 50,000 1,20,000

4 60,000 1,80,000

5 70,000 2,50,000

Payback period = 2 years + 
30,000
50,000

2 + 0.6 = 2.6 years

(ii) Calculation of NPV

Year Cashflow PV factor @ 12% PVCF

1 30,000 0.893 26,790

2 40,000 0.797 31,880

3 50,000 0.712 35,600

4 60,000 0.635 38,100

5 70,000 0.567 39,690

1,72,060

NPV = Cash in flow – Cash out flow

1,72,060 – 1,00,000

= 72,060
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17. BS Electronics is considering a proposal to replace one of its machies. The existing
machine was bought 3 years ago for Rs. 10 lakh. It was depreciated at 25 percent per
annum on reducing balance basis. it has remaining useful life of 5 years, but its anual
maintenance cost is expected to increase by Rs. 50,000 from the sixth year of its instal-
lation. In present realizable value is Rs. 6 lakh. The company has several machines
having 25 percent depreciation.
The new machine costs Rs.1.5 lakhs and is subject to the same rate of depreciation. On
sale after 5 years, it is expected to net Rs. 9 lakh. With the new machine, the annual
operating costs (excluding  depreciation) are expected to decrease by Rs.l lakh. In ad-
dition, the  new machine would increase productivity on account of which net  revenues
would increase by Rs. 1.5 lakh annually.
The tax rate applicable to the firm is 35 percent, its the proposal  financially viable?
Advise the firm on the basis of NPV of the proposal.

Sol : (Nov.-21)

(i) Existing Machine

Particulars Amount

Cost 10,00,000

(–) Depreciation 25% year 1 2,50,000

7,50,000

(–) Depreciation 20% year 2 1,87,500

5,62,500

(–) Depreciation 20% year 3 1,12,500

4,50,000

(ii) Base for Incremental Depreciation

Cost of new machine 15,00,000

(–) WDV of existing machine 4,50,000

Difference 10,50,000

Year Depreciation at the PV Discount
end of the year Values

Year 1 2,62,500 0.909 2,38,612

Year 2 1,96,875 0.826 1,62,619

Year 3 1,47,656 0.751 1,10,889

Year 4 1,10,742 0.683 75,637

Year 5 83,057 0.621 51,578

6,39,335

(–) Tax@ 35% 2,23,767

4,15,568
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Particulars Year 0 Year 1 Year 2 Year 3 Year 4 Year 5

Expenses (50,000) (50,000) (50,000)

Revenue 1,50,000 1,50,000 1,50,000 1,50,000 1,50,000

Net Revenue 1,50,000 1,50,000 1,00,000 1,00,000 1,00,000

(–) Tax 52,500 52,500 35,000 35,000 35,000

Net Revenue 97,500 97,500 65,000 65,000 65,000

after tax

Cost of new (15,00,000)

machine

Resale - Old 6,00,000

machine

Resale - New 9,00,00

machine

Cashflows other (9,00,000) 97,500 97,500 65,000 65,000 9,65,000

than Depreciation

P.V factor 1 0.909 0.826 0.751 0.683 0.621

Discount (9,00,000) 88,627 80535 48815 44,395 5,99,265

Annual c/f

(38363)

P.V of cashflows (38363)

Depreciation 4,15,568

Net Impact 3,77,205

18. Kashyap & co. is considering two mutually exclusive projects, M and N.  Project M will
require the initial cost of Rs.14,00,000 with no scrap value and will also require an
increase in the level of inventories and receivables of Rs.6,00,000 over its lifetime. The
project will generate additional sales of Rs.13,00,000 and will require cash expenses
of Rs.4,00,000 in each of its 5 life time. It will be depreciated on straight line basis.
Project-N will require an initial capital of Rs.20,00,000 with no salvage value, and will
be depreciated on straight line method. The earnings before depreciation and taxes
during its 5-year life are.

Year 1 (Rs.) Year 2 (Rs.) Year 3 (Rs.) Year 4 (Rs.) Year 5 (Rs.)
7,00,000 7,60,000 8,00,000 9,00,000 9,20,000

The company has to pay corporate income tax@35%, cost of capital stands  at 10%.

i) Which project is acceptable under the NPV method?

ii) Will it make any difference to the above decision if profitability index is employed?
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Sol : (May-22)

Propasal M
Cost of New Project 14,00,000

(+) Working capital required for increase level of
inventories and receivable 6,00,000

Total 20,00,000

Cashinflow years 1- 4
Sales 13,00,000

(–) Expenses 4,00,000

9,00,000
(–) Depreciation (14,00,000  5) 2,80,000

Taxable income 6,20,000
(–) Tax@ 35% 2,17,000

4,03,000
(+) Depreciation 2,80,000

6,83,000

t = 5 (6,83,000 + 6,00,000) 12,83,000
Determination of NPV

Year CFAT PV factor PVCF

1 - 4 6,83,000 3.170 21,65,110

5 12,83,000 0.621 7,96,743

Total PV 29,61,853

(–) cashflow 20,00,000

NPV 9,61,853

Project ‘N’ Determination of NPV (in thousands)
Year Gross Depreciation Taxable @35% EAT CFAT PV Total

Income

1 70 40 30 10.50 19.50 59.50 0.909 54.09

2 76 40 36 12.60 2.40 63.40 0.826 52.37

3 80 40 40 14.00 26 66.00 0.751 49.57

4 90 40 50 17.50 32.50 72.50 0.683 49.52

5 92 40 52 18.20 33.80 73.80 0.621 45.83

cash inflow 251.38

(–) cas outflow 200

51.38

Project M is acceptable under NPV method
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2.4  THE NPV VS. IRR DEBATE

Q17. Explain the similaries between NPV and
IRR.

Ans :
Similarities of Results under NPV and IRR

Both NPV and IRR methods would show sim-
ilar results in terms of accept or reject decisions in
the following cases:
i) Independent investment proposals which do

not compete with one another and which may
be either accepted or rejected on the basis of
a minimum required rate of return.

ii) Conventional investment proposals which
involve cash outflows or outlays in the initial
period followed by a series of cash inflows.
The reason for similarity of results in the above

cases lies in the basis of decision-making in the two
methods. Under NPV method, proposal is accept-
ed if its net present value is positive, whereas, un-
der IRR method it is accepted if the internal rate of
return is higher than the cut off rate. The projects
which have positive net present value, also have an
IRR higher than the required rate of return.
Q18. Difference between NPV and IRR.

(OR)
How IRR differ from NPV?

(OR)
Compare and contrast the NPV with IRR.

(OR)
Give a comparative description of NPV
and IRR method.

Ans :              (Nov.-22, May-22, Nov.-21,

                                   July-18, Imp.)
The differences between NPV and IRR are as

follows,
1. Ranking Mutually Exclusive Projects

Mutually exclusive projects are those in which
only one investment proposal is accepted and oth-
ers are ignored. The NPV and IRR methods may
result in inconsistent ranking of mutually exclusive
projects.

Following are the conditions in which NPV
and IRR rules results in inconsistent ranking.

(a) The cash flow pattern of the projects may
change i.e., cash flows of one project
may increase and cash flows of other
projects may fall.

(b) Even the initial investment of the projects
may change.

(c) The duration of life may be different for
different projects.

2. Incremental Approach
In order to select a profitable project from

mutually exclusive projects by using IRR method, it
is necessary to calculate rate of return on the incre-
mented cash flows.

3. Reinvestment Assumption
Occasionally, NPV  and IRR rules depends

on the implied assumption of reinvestment of cash
flows which were produced in the lifetime of project.
It is explained that conflict between NPV and IRR
arise due to differences in their implicit reinvestment
rates. When IRR method is used, cash flows must
be reinvested on its internal rate of return and in
case of NPV method, cash flows must be reinvested
on its opportunity cost of capital.

4. Changing Cost of Capital and the IRR
Rule
It is assumed that, opportunity cost of capital

is constant throughout the period. But, it is not pos-
sible in real life. The IRR rule may result in many
complexities if opportunity cost of capital fluctuates.

When opportunity cost of capital fluctuates,
NPV is calculated as,

1 2 n
o1 2 n

1 2 n

C C C
NPV .... C

(1 K ) (1 K ) (1 K )
    

  

Every period have an opportunity cost of
capital, it is difficult to compare IRR with any of these
costs. It is easy to evaluate NPV with different op-
portunity costs when compared to IRR.

2.5  APPROACHES FOR RECONCILIATION

Q19. Explain about approaches to recon-cil-
iation.

Ans :
The conflicts in project rankings may arise due

to size disparity, time disparity and life disparity.
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(i) Time Disparity

Usually, the differences between-NPV and IRR methods is found due to differences in timing of
cash flows. When large cash inflows are made in initial stage of project. It leads to higher rate of
return and if large cash inflows are made in final stage of project, it results in higher NPV but rate of
return will be less.

In order to maximize the shareholder’s wealth firm must select the project with higher NPV. In case
of mutually exclusive projects, NPVs of all projects must be compared and project with highest NPV
must be selected.

(ii) Size Disparity

The conflicts between NPV and IRR methods may arise due to unequal amount of cash outflows.
As NPV method give clear results and focus on objective of shareholder’s wealth maximization, the
project which gives higher NPV must be accepted. The result of NPV is same as the results of
internal rate of return on incremental investment.

(iii) Life Disparity

When two mutually exclusive projects have different life spans they result in conflict between NPV
and IRR rules. Let us assume two projects A and B are mutually exclusive and both have same
amount of initial outcome. But project A generate cash inflows at the end of first year, whereas
project B provide cash inflows at the end of fifth year.

When NPV method is used project is more profitable and in terms of IRR, project A is best. Firm
must select the project with higher NPV because it emphasis on wealth maximizations principle.

2.6  CAPITAL BUDGETING DECISION UNDER CONDITIONS OF RISK AND UNCERTAINTY

Q20. Explain capital budgeting techniques decisions under risk and uncertainty. Discuss the
sources and perspectives of risk.

Ans : (Imp.)

In present scenario, estimation of future cash flows is not an easy task. Every decision involves a risk
factor and it is not possible to estimate an accurate percentage of risk, hence it may lead to wrong decision
when estimated cash flows are not equal to actual cash flows.

Capital budgeting decisions are significant due to many reasons and if the decision is wrong then it
may cause wastage of lost of scarce resources. Therefore, it is necessary to adjust the future cash flows with
the risk. So that it can minimize the difference between estimated and actual cash flows.

Risk and uncertainty are used interchangeably but they have some difference. Risk can be estimat-
ed upto certain limit whereas uncertainty is of unpredictable nature which cannot be estimated. Risk is
defined as the changes that are possible to occur in the future cash flows of specific investment proposal.

In order to manage risk many techniques are developed. They are,

S.No. Conventional Techniques S.No. Statistical Techniques

1. Risk adjusted discount rate. 1. Probability distribution approach.

2. Certainty equivalents. 2. Decision tree approach.

3. Sensitivity analysis.

Apart from this, scenario analysis is also developed.



MBA (JNTU-H) I YEAR  II SEMESTER

78
Rahul Publications

Rahul Publications

Risk is sometimes distinguished from uncertainty. Risk is referred to a situation where the probability
distribution of the cash flow of an investment proposal is known. It no information is available to formu-
late a probability distribution of the cas flows the situation is known as uncertainty. Most of the them do
not recognize this distinction and use the two terms interchangeably.

Sources and Perspectives of Risk

Risk is common in every business, it is the probability of happening something wrong in future. A
project involves risk which emerge from different sources. Some of the important sources are explained
below,

A) Sources of Risk

(i) Project Specific Risk : In project-specific risk, the earnings and cash flows are less than the
estimated cash flows due to some specific drawback of project like poor management or inaccurate
estimates.

(ii) Competitive Risk : In competitive risk, unexpected actions of competitors influence the earnings
and cash flows of the project.

(iii) Industry Specific-Risk : If the industry to which the project belongs have unexpected trends in
technological developments and any changes in authorities may influence earnings and cash flows.

(iv) Market Risk : In market risk, there is unexpected changes in macro-economic factors like the GDP
growth rate, interest rate and inflation and all the projects are affected by this factors in different
proportions.

(v) International Risk : International risk in foreign projects where earnings and cash flows are not
the same as expected because of exchange rate risk or political risk.

(B) Perspectives on Risk

A project can be observed from three different perspectives. They are,

(a) Stand-alone Risk : When a project is observed in isolation it is known as stand-alone risk.

(b) Firm Risk : The share of a project in risk of the firm is known as firm risk which is also termed
as corporate risk.

(c) Market Risk : When risk of a project is observed by diversified investor is known as market
risk. It is also termed as systematic risk.

Q21. Explain the various techniques of capital budgeting under risk and uncertainty.

Ans :
1. Risk-adjusted discount rate

The simplest method of accounting for risk in capital budgeting is to increase the cut-off rate or the
discount factor by certain percentage on account of risk. The projects which are more risky and
which have greater variability in expected returns should be discounted at a higher rate as com-
pared to the projects which are less risky and are expected to have lesser variability in returns. The
greatest drawback of this method is that it is not possible to determine the risk premium rate appro-
priately and moreover it is the future cash flow which is uncertain and requires adjustment and not
the discount rate.

2. Certainty equivalent method

This method is to reduce expected cash flows by certain amounts. It can be employed by multiply-
ing the expected cash flows by certainty equivalent coefficients as to convert the uncertain cash
flows to certain cash flows.
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3. Sensitivity technique

Where cash inflows are very sensitive under different circumstances, more than one forecast of the
future cash inflows may be made. These inflows are regarded as “Optimistic”, “Most Likely” and
“Pessimistic.” Cash inflows may be discounted to find out the net present values under these 3
different situations. If the net present values under the three situations differ widely it implies that
there is a great risk in the project and the investor’s decision to accept or reject a project will depend
upon his risk bearing abilities.

4. Probability technique

A probability is the relative frequency with which an event may occur in the future. When future
estimates of cash inflows have different probabilities the expected monetary values may be com-
puted by multiplying cash inflows with the probability assigned. The monetary values of the inflows
may further be discounted to find out the present values. The project that gives higher net present
value may be accepted.

5. Standard deviation method

If two projects have the same cost and their net present values are also the same, standard devia-
tions of the expected cash inflows of the two projects may be calculated to judge the comparative
risk of the projects. The project having a higher standard deviation is said to be more risky as
compared to the other.

6. Coefficient of variation method

Coefficient of variation is a relative measure of dispersion. If the projects have the same cost but
different net present values, relative measure i.e., coefficient of variation should be computed to
judge the relative position of risk involved. It can be calculated as

     
Standard Deviation

Coefficient of variation 100
Mean

 

7. Decision tree analysis

In modern business there are complex investment decisions which involve a sequence of decisions
over time. Such sequential decisions can be handled by plotting decisions trees. A decision tree is a
graphic representation of the relationship between a present decision and future events, future
decisions and their consequences. The sequence of events is mapped out over time in a format
resembling branches of a tree and hence the analysis is known as decision tree analysis.

PROBLEMS ON CERTAINTY EQUIVALENT COEFFICIENT METHOD (CE)

19. There are 2 projects X and Y each involves an investment of Rs. 40,000/-. The expected
cash inflows and certainty coefficient’s are as follows :

Project X

Year Cash flows Certainty factor

1 25,000 0.8

2 20,000 0.7

3 20,000 0.9
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Project Y

Year Cash flows Certainty factor

1 20,000 0.9

2 30,000 0.8

3 20,000 0.7

If the cost of capital is 10% suggest which project should be accepted.

Sol :
Project X

Year Cash in flows C.F Certain C.F PV@10% PV. CFAT

1 25,000 0.8 20,000 0.909 18,180

2 20,000 0.7 14,000 0.826 11,564

3 20,000 0.9 18,000 0.751 13,518

43,262

NPV =  43,262 – 40,000

    3,262

Project - Y

Year Cash in flows C.F Certain C.F PV@10% PV. CFAT

1 20,000 0.9 18,000 0.909 16,362

2 30,000 0.8 24,000 0.826 19,824

3 20,000 0.7 14,000 0.761 10,654

46,840

NPV =  46,840 – 40,000 =  6,840

 The NPV is more in project  Y  when compared to project X. So accept project Y i.e.,
(6700 > 3262).

20. Two mutually exclusive investment proposal are being considered the following infor-
mation is available. The initial investment of both the project are 5,000/-

           Project X           Project Y

Year Cash flows CF Year Cash flows CF

1 4000 0.2 1 8000 0.3

2 8000 0.4 2 9000 0.1

3 12000 0.1 3 9000 0.2

4 5000 0.2 4 7000 0.2

5 4000 0.1 5 6000 0.2

If cost of capital is 12% suggest which project should be acceptable.
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Sol :

Project X

Year Cash in flows C.F Certain C.F PV@12% PV. CFAT

1 4000 0.2 800 0.893 714.4

2 8000 0.4 3,200 0.797 2550.4

3 12,000 0.1 1,200 0.712 854.4

4 5,000 0.2 1,000 0.636 636

5 4,000 0.1 400 0.567 226.8

4,982

NPV =  4982 – 5000    (18)

Project Y

Year Cash in flows C.F Certain C.F PV@12% PV. CFAT

1 8,000 0.3 2,400 0.893 2,143.2

2 9,000 0.1 900 0.797 717.3

3 9,000 0.2 1,800 0.712 1,281.6

4 7,000 0.2 1,400 0.636 890.4

5 6,000 0.2 1,200 0.567 680.4

5,712.9

NPV = 5712.9  –  5000

          712.9

 The NPV is positive in project Y. So project Y is accepted.

2.7  COST OF CAPITAL

2.7.1 Concept

Q22. What is Cost of Capital?

(OR)

What do you understand by cost of capital?

Ans : (May-19, Dec.-18, Sep.-14, Imp.)

Meaning

The cost of capital of a firm is the minimum rate of return expected by its investors. It is the weighted
average cost of various sources of finance used by a firm. The capital used by a firm may be in the form
of debt, preference capital, retained earnings and equity shares. The concept of cost of capital is very
important in the financial management. A decision to invest in a particular project depends upon the cost
of capital of the firm or the cut off rate which is the minimum rate of return expected by the investors.

Definitions

(i) According to Hunt, William and Donaldson, “Cost of capital may be defined as the rate that
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must be earned on the net proceeds to pro-
vide the cost elements of the burden at the
time they are due”.

(ii) According to James C. Van Home de-
fines cost of capital as, “a cut-off rate for the
allocation of capital to investments of projects.
It is the rate of return on a project that will
leave unchanged the market price of the
stock.”

(iii) According to Solomon Ezra, “Cost of cap-
ital is the minimum required rate of earnings
or the cut-off rate of capital expenditures.”

(iv) According to Hampton, John J. defines
cost of capital as, “the rate of return the firm
requires from investment in order to increase
the value of the firm in the market place”.

Thus, we can say that cost of capital is that
minimum rate of return which a firm, must and, is
expected to earn on its investments so as to main-
tain the market value of its shares.

From the definitions given above we can con-
clude three basic aspects of the concept of cost of
capital:

i) Cost of capital is not a cost as such. In fact, it
is the rate of return that a firm requires to
earn from its projects.

ii) It is the minimum rate of return. Cost of cap-
ital of a firm is that minimum rate of return
which will at least maintain the market value
of the shares.

iii) It comprises of three components. As there is
always some business and financial risk in in-
vesting funds in a firm, cost of capital com-
prises of three components :

a) The expected normal rate of return at
zero risk level, say the rate of interest
allowed by banks;

b) The premium for business risk ; and

c) The premium for financial risk on ac-
count of pattern of capital structure.

Symbolically cost of capital may be represent-
ed as :

   0K r b f  

where,  K = Cost of capital

 r0 = Normal rate of return at zero risk level

 b = Premium for business risk.

 f = Premium for financial risk.

Q23. Explain the Significance of cost of cap-
ital.

(OR)

What is the importance of cost of capi-
tal for an organization?

Ans : (May-19, March-16, Imp.)

The concept of cost of capital is a very im-
portant concept in financial management decision
making. The concept, is however, a recent devel-
opment and has relevance in almost every financial
decision making but prior to that development, the
problem was ignored or by-passed.

The progressive management always takes
notice of the cost of capital while taking a financial
decision. The concept is quite relevant in the fol-
lowing managerial decisions.

1. Capital Budgeting Decision

Cost of capital may be used as the measur-
ing road for adopting an investment propos-
al. The firm, naturally, will choose the project
which gives a satisfactory return on invest-
ment which would in no case be less than
the cost of capital incurred for its financing.
In various methods of capital budgeting, cost
of capital is the key factor in deciding the
project out of various proposals pending be-
fore the management. It measures the finan-
cial performance and determines the accept-
ability of all investment opportunities.

2. Designing the Corporate Financial
Structure

The cost of capital is significant in designing
the firm's capital structure. The cost of capital
is influenced by the chances in capital struc-
ture. A capable financial executive always
keeps an eye on capital market fluctuations
and tries to achieve the sound and econom-
ical capital structure for the firm. He may try
to substitute the various methods of finance
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in an attempt to minimise the cost of capital
so as to increase the market price and the
earning per share.

3. Deciding about the Method of Financ-
ing

A capable financial executive must have
knowledge of the fluctuations in the capital
market and should analyse the rate of inter-
est on loans and normal dividend rates in the
market from time to time. Whenever com-
pany requires additional finance, he may have
a better choice of the source of finance which
bears the minimum cost of capital. Although
cost of capital is an important factor in such
decisions, but equally important are the con-
siderations of relating control and of avoid-
ing risk.

4. Performance of Top Management

The cost of capital can be used to evaluate
the financial performance of the top execu-
tives. Evaluation of the financial performance
will involve a comparison of actual profitabil-
ities of the projects and taken with the pro-
jected overall cost of capital and an appraisal
of the actual cost incurred in raising the re-
quired funds.

5. Other Areas

The concept of cost of capital is also impor-
tant in many others areas of decision mak-
ing, such as dividend decisions, working cap-
ital policy etc.

Q24. Explain the different types of costs.

Ans :
The classification of cost is given as follows:

1. Future Cost vs. Historical Cost

Financial decisions are based on the future
costs and not on the historical costs. The de-
cisions relate to the future and hence the costs
likely to be incurred in future are more sig-
nificant than the costs which have already
been incurred. Historical costs act simply as
guides to estimate the future costs.

2. Specific Cost vs. Composite Cost

The cost of individual source of capital is re-
ferred to as the specific cost and the cost of
capital of all the sources combined is termed
as composite cost or overall cost. It is thus
the weighted cost of capital. The cost of de-
bentures, preference shares, equity shares,
retained earnings etc. is to be separately cal-
culated first and then only the combined cost
can be computed. Since the combined cost
considers the quantum of financing through
each source, the cost is known as the weight-
ed cost.

3. Average Cost vs. Marginal Cost

Average cost of capital refers to the weighted
average cost of capital calculated on the ba-
sis of cost of each source of capital and weights
are assigned to the ratio of their share to to-
tal capital funds. Marginal cost of capital may
be defined as the ‘Cost of obtaining another
rupee of new capital.’

When a firm rises additional capital from
only one sources (not different sources),
than marginal cost is the specific or explicit
cost. Marginal cost is considered more im-
portant in capital budgeting and financing
decisions. Marginal cost tends to increase
proportionately as the amount of debt in-
crease.

4. Implicit Cost vs. Explicit Cost

The implicit cost is the rate of return associat-
ed with the best investment opportunity for
the firm and its shareholders that will be fore-
gone if the projects presently under consid-
eration by the firm were accepted. It is thus
the opportunity cost.

For example, the implicit cost of retained earn-
ings is the rate of return available to the share-
holders had the funds been distributed to
them. The explicit cost of any source of capi-
tal is the discount rate that equates the present
value of the cash inflows that are incremen-
tal to the taking of the financial opportunity
with present value of its incremental outflows.
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Q25. What are the differences between average cost of capital and marginal cost of capital?

Ans :
S.No. Average Cost of Capital S.No. Marginal Cost of Capital

1. ACC is the total average cost of capital to 1. MCC is the incremental cost of capital which

company which is calculated by taking into comes into existence when fresh capital is

account the weights of all type of capital raised. It will depend on the type of capital

existed at a particular date in the capital raised,its weight and its cost.

structure of the company (Equity, Debt,

bonds, debentures etc).

2. Average cost of capital generally cannot 2. Marginal cost of capital is a component of

be a component of marginal cost of capital. weighted average cost of capital.

Q26. What are the differences between explicit cost and implict cost?

Ans :
  S.No.              Explicit Cost of Capital S.No. Implicit Cost of Capital

1. Explicit cost involves immediate cash 1. Implicit costs do not involve any immediate

payments like, interest on loan. cash payments.

2. Explicit costs are recorded in the books 2.   Implicit costs are not recorded in the books

of accounts of accounts.

3. Explicit costs are also known as out of 3. Implicit costs are known as economic costs.

pocket costs.

4. Explicit cost are easily measured. 4. Implicit cost are not easily measured.

Q27. Explain the factors affecting cost of capital.

Ans :
1. General Economic Conditions

General economic conditions determine the demand for and supply of capital  with in  the econo-
my as well as the level of expected inflation. This economic variable is reflected in the risk  less rate
of return. This rate represents the rate of return on risk free investments such as the interest rate on
short term, if the demand for money increases without an equivalent increase in the supply, lenders
will raise their required interest rate. At the same time, if inflation is expected to deteriorate the
purchasing power of the rupee, investors require a higher rate of return to compensate for this
anticipated loss.

2. Market Conditions

If an investor is purchasing a security where the risk of the investment in significant, the opportunity
for additional returns is necessary to make the investment attractive. Essentially, as risk increases,
the investor requires a higher rate of return. This increase is called risk premium. If investors-
increase their required rate of return this will simultaneously cause a higher cost of capital. If the
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security is not readily marketable when the
investor wants  to sell or even if a continuous
demand for tine security exists but  the price
varies significantly, an investor will require a
relatively high rate of return. On tne other
hand, if a security is readily marketable and
the price of the security is reasonably stable,
the investor will have a lower required rate
of return and the company’s cost of capital
will be lower.

3. Firm’s Operation and Financing Deci-
sions

Risks or the variability of return also results
from decisions made within the company.
Risk resulting from these decisions is general-
ly divided into two types - Business risk and
financial risk.

Business risk is the variability in returns on
assets and is affected by the company’s in-
vestment decisions.

Financial risk is the increased variability in
returns to the common stock holders as a
result of using debt and preferred stock.

As business risk and financial risk increase or
decrease, the investor’s required rate of re-
turn and the cost of capital will move in the
same direction.

4. Amount of Financing

As the financing requirements of the firm
become larger, the weighted cost of capital
increases for several reasons. For instance, as
more securities are issued, additional floata-
tion cost (cost of selling securities) will affect
the percentage cost of the funds to the firm.
Also as management approaches the market
for large amounts of capital relative to the
firm’s size, the investor’s required rate of re-
turn may rise.

Suppliers of capital become hesitant to grant
relatively large sums without evidence of man-
agement’s capability to absorb this capital into
the business. This concern is reflected in the
proverbial “too much too soon” as the size of
the issue increases, there is greater difficulty
in placing it in the market without reducing
the price of security, which also increases the
firm cost of capital.

2.7.2 Measurement of Cost of Capital

Q28. Explain various measures of cost of
capital.

(OR)

Discuss the techniques of calculating
cost of capital of a firm.

Ans : (Dec.-18, July-18, Imp.)

The cost of capital is very important for making
decisions. Cost of capital involves different costs re-
lated to different sources of finance, it is useful in
making financial decisions. It is necessary for every
firm to compute cost of capital before making deci-
sions. The evaluation process of cost of capital in-
volves two steps.

i) Calculation of different costs which are the
sources of finance.

ii) The overall cost is calculated by combin-
ing different costs into a composite cost.

Hence it is essential to compute the’ specific
cost of each source to evaluate minimum obliga-
tion of a company i.e., composite cost of raising
capital.

1. Cost of debt

2. Cost of preference capital

3. Cost of equity share capital

4. Cost of retained earnings.

Q29. Define cost of debt. How cost of debt is
calculated?

Ans : (Dec.-18, Imp.)

The rate of interest which is paid on debt is
termed as cost of debt. For calculation of the cost of
debt following are required - net proceeds of de-
benture, amount of interest paid periodically and
the principal quality of debt. The cost of debt be-
fore tax is calculated from following formula,

1
dhK

P


Where,

  Kdh= Before tax cost of debt
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      I = Interest

     P = Principal.

When firm raises debt at premium or dis-
count, then P is not the face value of securities but
it is the amount of net proceeds received from the
issue. In this case the formula will be,

1
dhK

NP


     Where, NP = Net proceeds.

When firm raises capital from debt a suffi-
cient amount of tax is saved because interest is treat-
ed as a deductible expense in calculation of tax.
Hence it reduces cost of debt. The cost of debt after
tax is calculated as,

1
(1 ) (1 )dh dhK K t t

NP
   

Where,

 dhK = After tax cost of debt

      t = Rate of tax.

Cost of Redeemable Debt

The debt which is issued to be redeemed af-
ter specific period of time is known as redeemable
debt. The cost of redeemable debt capital is calcu-
lated as,

The cost of redeemable debt before tax is
calculated as,

 

1
1 ( )

1
( )

2

dh

RV NP
nK
RV NP

 




Where,

     I =  Annual interest

    n =  Number of years in which debt is to

     be redeemed

  RV =  Redeemable value of debt

  NP =  net proceeds of debentures.

The cost of redeemable debt after tax is cal-
culated as,

 

1
1(1 ) ( )

1
( )

2

dh

t RV NP
nK

RV NP

  




Where,

      I = Annual interest t - Tax rate

     n = Number of years in which debt is to

    be redeemed

  RV = Redeemable value of debt

  NP = Net proceeds of debentures.

Q30. How is cost preference capital calculat-
ed?

Ans : (Dec.-18, Imp.)

Preference shares are the fixed cost bearing
securities. In case of preference shares, the rate of
dividend is fixed in advance at the time of the issue.
Preference shareholders have a preferential rights
unlike equity shareholders with regard to payment
of dividend and return of principal amount. Prefer-
ence dividend is paid from after tax profits, so ad-
justments are not made in tax at the time of calcu-
lating cost of preference shares. Preference dividend
is considered as an appropriation of profits and not
as a charge on profits.

There are two types of preference capital,

a) Irredeemable preference capital

b) Redeemable preference capital,

(a) Irredeemable Preference Capital

Irredeemable preference capital involves per-
petual payment of dividend to preference
shareholders at a prescribed rate.

   p
p

D
K

P


     K= Cost of preference capital

              D= Annual preference dividend

     P= Net proceeds of preference share

     capital.

      [or]
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p

p
p

D
K

N


 [When preference shares are issued at a pre-
mium or discount]

(b) Redeemable Preference Capital

Redeemable preference shares are those
which can be redeemed or recovered on
maturity of issue or after specific period of
time.

  

(

( )
2

n
p

p
n

P P
D

nK
P P





  or

    
x

x
1

...
(1 ) (1 )

pi n

i p p

D P
P

K K
  

 


Where,

    K = Cost of preference capital

    D = Annual preference dividend

    P = Net proceeds of preference share
    capital.

   Dp = Annual preference dividend

   Pn = Amount payable at time of

    redemption

     n = Redemption period of preference
    shares.

Q31. How is cost of equity share capital cal-
culated ?

Ans : (May-19, Dec.-18, Imp.)

The cost of equity capital is the return which
is expected by its investors. In order to provide ex-
pected returns to the equity shareholders, compa-
ny must earn minimum rate of return which is nec-
essary to have a constant market price of the shares.
The expectations of the shareholders must be con-
sidered before issuing new equity shares for raising
additional capital.

The calculation of cost of equity shares is a
complicated process because interest or dividend is
not paid on fixed rate and also there is no legal

commitment to pay dividend to equity sharehold-
ers. Hence market value of shares depends on the
amount of dividend paid and the rate of dividend
depends on the degree of business and financial
risk. Following are the approaches or methods
through which cost of equity shares can be com-
puted,

a) Dividend yield method or dividend/price
ratio method

b) Dividend yield with annual growth rate

c) Earning yield method

d) CAPM approach (Capital Asset Pricing
Model)

e) Bond yield with risk premium

f) Realized yield method.

(a) Dividend Yield Method or Dividend/
Price Ratio Method

In this method, the cost of equity capital is
considered as a discount rate at which cur-
rent value of expected future dividends per
share is equal to net proceeds or market price
of a share. In this approach the cost of equity
shares will be,

          100e
D

K
NP

   or 100
D

MP


Where,

    K = Cost of equity capital

    D = Expected dividend per share

  NP = Net proceeds per share

  MP= Market price per share.

Dividend yield method involves some as-
sumptions,

i) It does not consider any growth in divi-
dend

ii) Capital gains and retained earnings are
also not considered.

This method is applicable to the companies
which have constant profits and constant div-
idend policy throughout the period of time.
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(b) Dividend Yield with Annual Growth Rate

The dividend yield with annual growth rate
method is used in the situation where divi-
dend-pay-out ratio remains constant and div-
idends are expected to grow at a constant
rate in the firm, then this method is suitable
to calculate cost of equity capital. In this
method, dividends are the growth rate form
the basis for the cost of equity capital.

1 0(1 )
e

D D g
K G G

NP NP


   

Where,

             Ke = Cost of equity capital

    D1=  Expected dividend per share at the
     end of the year

  NP = Net proceeds per share

    G = Rate of growth in dividend

   D0 =  Previous year’s dividend.

When cost of existing equity share capital is
calculated, then net must be replaced with
market price.

1
e

D
K G

MP
 

(c) Earning Yield Method

In this method, the cost of equity capital is
considered as the discount rate at which the
current value of expected future EPS (earn-
ings per share) is equal to the prevailing mar-
ket price or net proceeds of the shares. In
this method the cost of equity capital is,

 Earnings per share
Net proceeds e

EPS
K

NP


When, cost of existing equity capital is calcu-
lated.

The earning yield method is applicable in fol-
lowing situations for calculating cost of equi-
ty capital,

i) When it-is expected that earnings per
share remains constant.

ii) In times when the dividend pay out ra-
tio is 100% or retention ratio is zero, i.e.,
when firm distributes all its profits as div-
idends.

iii) When market price of the share is ef-
fected only by the earnings per share.

iv) When firm expects that earnings on new
equity shares capital is equal to present
rate of earnings.

(d) Capital Asset Pricing Model : [CAPM]
Approach

The cost of equity is also calculated with the
help of CAPM model. It separates the cost of
equity into risk-free return which is available
for investing in government bonds and an
additional risk premium which is for invest-
ing in a specific share or investment. The risk
premium involves the average return on the
overall market portfolio and the beta factor
i.e., the risk factor of the particular invest-
ment. The cost of equality for an investment
with the help of CAPM approach is calculat-
ed as follows,

( )e f i m fK R b R R  

Where,

   Ke = Cost of equity

   Rf = Risk free rate of return

   bi = Beta of the investment

   Rm = Average market return.

(e) Bond Yield with Risk Premium Approach

According to bond yield with risk premium
approach, the required rate of return of the
equity shareholders of a firm is equal to the
returns on long term bonds and risk premi-
um.

Ke= Return on long term bonds + Risk pre-
mium

This approach explains that risk of equity in-
vestors is much greater than risk of bond in-
vestors. Hence required rate of return of the
equity investor involves premium for higher
risk. There is no theoretical basis to calculate
the risk premium.
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(f) Realized Yield Method

The problem of evaluating the expectations
of the investors relating to future dividends
and earnings can be solved with the help of
realized yield method. It is difficult to calcu-
late accurate future dividends and earnings
because they are dependent on many un-
certain factors. Hence the realized yield meth-
od is suitable, which considers the actual av-
erage rate of return realized in the past to
calculate the cost of equity share capital. In
order to calculate the average rate of return
realized, the dividend received in the past and
the gain realized at the time of sale of shares
must be taken into consideration. The real-
ized yield method involves following assump-
tions,

a) The firm will have constant risk for a
specific period of time.

b) The expectations of the shareholders are
dependent on past realized yield.

c) Investors assume that they get same rate
of return as the realized yield even if they
invest somewhere else.

d) It is assumed that there are no remark-
able changes in market price of shares.

Q32. How do you measures Cost of Retained
Earnings ?

(OR)

Discuss the approach to determine the
cost of Retained Earnings

Ans : (Dec.-19, March-15, Imp.)

As firms do not pay any dividends on retained
earnings, hence no cost is involved in retained earn-
ings.

The cost of retained earnings can be evaluat-
ed as rate of return acquired by the shareholders
from an alternative by investing after-tax dividends.
It is similar to the opportunity cost of dividends
which is scarified by the shareholders.

The cost of retained earnings can be calcu-
lated as follows,

1
r

D
k G

MP
 

Where,

   Kr = Cost of retained earnings

  D1 = Expected dividend

  MP= Market price per share

    G = Growth rate.

Inspite of 100% payout ratio, shareholders
are unable to get whole amount of retained
earnings in the form of dividends. Sharehold-
ers need to pay tax on dividend income.
Some alternative way is to be made with re-
gard to tax, following formula is useful,

   r
D

K = +G ×(1 – t)×(1 – b)
NP
 
  

   r eK = k (1 – t)(1 – b)

Where,

    Kr = Cost of retained earnings

    D = Expected dividend

    G = Growth rate

  NP = Net proceeds of equity issue

     t = Tax rate

     b = Cost of purchasing new securities

   ke = Rate of return available to
    shareholders.

Q33. “Debt is the cheapest sources of funds”.
Explain.

Ans : (Nov.-22, Imp.)

 Debt is considered cheaper source of financ-
ing not only because it is less expensive in
terms of interest, also and issuance costs than
any other form of security but due to avail-
ability of tax benefits; the interest payment
on debt is deductible as a tax expense.

 Management is, therefore, tempted to em-
ploy more and more doses of debt to meet
additional financial needs of the firm. More
often than not, management finding itself al-
most unable to increase the overall return of
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the firm takes recourse to debt financing to
improve earning per share without improv-
ing the existing operating efficiency of the
firm.

 Aside from these financial considerations,
non-financial factors also explain the use of
debt better than equity capital.

 There are times during the life cycle of many
firms when additional equity funds are not
available at reasonable cost but the same firms
may be in a position to attract debt. Debt is
also attractive since it does not disturb the
controlling position of the existing owners.
Besides, debt provides flexibility in the finan-
cial structure of the Company by allowing
management to take advantage of changing
costs of capital.

 However, it should not be misconstrued that
debt should always be used for meeting long-
term capital requirements. Debt brings in its
wake an element of risk. This is primarily be-
cause interest and principal payments are
fixed charges. If a firm has fluctuating earn-
ings, it runs greater risk of being unable to
pay its interest during lean years and of bring-
ing a receivership with all its difficulties and
losses.

 Further, debt proves fatal when the expecta-
tions and plans on which the debt was issued
may change. For example, if income, em-
ployment and the price level fall greatly, the
assumption of a large amount of debt may
prove to have been an unwise financial pol-
icy. Another limitation of debt financing is that
with successive doses of debt the firm has to
pay higher rate of interest because each dose
of debt places the lender in greater risk.

 In view of the afore stated limitations of debt
financing, firms with certain peculiar charac-
teristics can avail of the benefits of debt. As a
general rule, only those companies whose
earnings are reasonably stable and high
enough to cover fixed interest charges on
debenture can afford the luxury of financial
leverage (debt-equity mix).

PROBLEMS ON COST OF CAPITAL

21. A company has 15% perfectual Debt of
Rs.100,000. The Tax rate is 35%. Deter-
mined cost of capital (Before tax and Af-
ter tax) assuming Debt is issued

i) at par

ii) at 10% discount

iii) at 10% premium

Sol :
1. at par

(a) Before Tax

  Kd= 
I ×100

P– f

     I = Interest = RateFace value ×
100

 
  

= 100,000 
15

100
= 15,000

    P = Issue price  At par P = FV

        P = 100,000

     t = Tax Rate = 35% (or) 0.35

     f = Flotation cost = NIL

       Kd= 100
000,100
15000


 NIL

= 
15000

100
100,000



      Kd = 15%

(b) After Tax

         Kd = 100)1(





fp
It

= 100
000,100

15000)35.01(





NIL

=
9,750 100

100,000


      Kd = 9.75%.
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2. Issue at 10% Discount

(a) Before Tax

 Kd = 100
 fp
I

    P = Issue Price   face value – Discount

 Kd = 100
000,90
15000


 NIL

  100,000 – 10,000

(100, 000  10%)

      Kd= 16.67%

 P= 90,000

(b) After Tax

Kd= 100)1(





fp
It

Kd= 100
000,90

1500)35.01(





Nil

Kd=
9,750 100
90,000



  Kd= 10.83%.

3. Issue At premium

(a) Before Tax

         Kd = 100
 fp
I

    P = Face value + Premium

         Kd = 100
000,110
15000


 NIL

    P = 100,000 + 10,000

         Kd = 100
000,110

15000


 P= 110,000

Kd = 13.64%

(b) After Tax

         Kd = 100)1(





fp
It

    P = Issue Price

         Kd = 100
000,110

1500)35.01(





Nil

Face value + Premium

100,000 + 10,000

         Kd = 
975

100
110,000



 p =  110,000

 Kd =  8.886%.

22. A company issued 1000, 10% deben-
tures of Rs. 100/- each these debentures
will redeemable after 7 years. Corpo-
rate tax rate is 35% calculate cost of
debt.

Under the following situation.

i) If redeemable at par flotation cost
is 5%

ii) If redeemable at premium of 5%
with no flotation cost.

iii) If issued at discount at 10%, flota-
tion cost 2%, and redeemable at 5%
Premium.

iv) Issued at premium of 10%, flotation
cost 2%, and the redemble value is
10% premium.

Sol :
(i) If Redemble at Par

 Kd = 
 1

(1 t)I (R p) f
n 100

R p f
2

   


 

     t = Tax Rate =  0.35

     I = 
100
RateFV 
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= 
10100

100
  = Rs.10/-

    P = Issue value = at par = Rs. 100

    R= Redemble value = at par = Rs.100

    F = Flotation cost

= 100
RateP   =

100
5100  = Rs.5/-

    n = Number of years  (or) maturity period

= 7 years

  Kd= 
 

100

2
5100100

5)100100(
7
110)35.01(






  Kd=
16 .5 (5)
7 100200 5

2




  = 
6.5 0.714 100195

2




= 100
5.97

214.7


     Kd = 7.40%.

(ii) If redemble at Premium of 5% with no
flotation cost.

  Kd=

1(1 ) ( )
100

2

t I R P f
n

R P f

   


 

     t = Tax Rate = 0.35

     I = 
100
RateFV    

100
10100 = Rs.10

    P = Face Value   at par

= Rs.100

    R= Redeemable value   at premium  i.e,
    FV + premium 100 + 5 = 105

     f = Flotation cost = NIL

    n = Maturity period = 7 years

  Kd= 100

2
0100105

0)100105(
7
110)35.01(






 Kd = 100

2
205

)5(
7
110)65.0(




 Kd = 100
5.102
714.05.6




  Kd= 100
5.102

214.7


  Kd = 7.04%.

(iii) If  Issued at discount of 10%, flotation
cost at 2%, and redeemable at 5% pre-
mium.

 Kd = 
 1(1 )

  100

2

t I R P f
n

R p f

   


 

    I = Interest = 
100
RateFV 

= 
100
10100  = Rs.10

   P = Issue Price - at discount

= i.e. FV – discount 100 – 10  = Rs. 90

   R = Redemble value at premium i.e

=  FV + premium 100 + 5

     R = 105

    F = Flotation cost = 
100
RateP

100
290  =  1.8

    n = Maturity period = 7 years

  Kd= 
 

100

2
8.190105

8.1)90105(
7
110)35.01(





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  Kd= 
    

100

2
8.190105

8.190105
7
11065.0






 Kd = 
 

100

2
2.193

8.16
7
15.6




  Kd= 100
6.96

40.25.6




  Kd= 100
6.96

90.8


  Kd= 9.21 %.

(iv) Issued at premium of 10% flotation cost
2% and the redeemable value is 10%
premium.

  Kd= 
    

100

2

11






fPR

fPR
n

It

    T = tax rate = 0.35

     I = Interest  =  FV   
100
Rate

= 
100
10100  = Rs 10/-

    n = Maturity period = 7 years

    R= Redeemable value

   i.e= FV + Premium 100 + 10 = Rs. 110

    P = Face value + premium 100 + 10

= 110

     f = flotation cost

= 
100
RateP   100   100

2  2.23

         Kd = 
    

100

2
2.2110110

2.2110110
7
11035.01






  Kd= 
   

100

2
2.2110110

2.2
7
11065.0






  Kd= 100

2
2.2220

314.05.6





  Kd= 100

2
8.217
314.05.6




  Kd= 100
9.108

814.6


  Kd= 6.26%.

23. ABC Ltd. has issued 14% pref. shares of
the face value of Rs.100 each to be
reedeembed after 10 years. Flotation
cost is expected to be 5% determined
cost of preference shares.

Sol :

  Kp=
 1

100

2

Dp R P f
n

R P f

  


 

  Kp= Cost of Preference

  Dp= Preference Dividend

   P =  Issue Price = Rs. 100

Face value    14
100 = Rs. 14

    n = Maturity period = 10 Yrs.

flotation cost =  P   100
Rate

= 100   5
100  = Rs. 5/-
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   R = Redeemable cost = Rs. 100

    Kp =
  1

100

2

Dp R P f
n
R P f

  


 

= 
  114 100 100 5

10 100100 100 5
2

  


 

Kp =

114 (5)
10 100

200 5
2






= 14 0.5 100195
2




Kp = 
14.5 100
97.5

  = 14.87

24. A company raised preference share capital of Rs.10,00,000 by the issue of 10% prefer-
ence share of Rs.10 each. Find out the cost of preference share capital when it is issued
at (i) 10% premium, and (ii) 10% discount.

Sol : (July-18)

Given,

Preference share capital = Rs. 10,00,000

Rate of dividend = 10%

Face value = Rs. 10

cost of preference share capital is calculated by using the following formula

P
p

D
k

NP


  DP = fixed preference dividend = 
10

10,00,000
100

  
 

 = 1,00,000

   N = Net proceed of preference share

(i) When preference share are issued @ 10% premium

   kp = P

P

D
N

 
 
 
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 Here NP = face value + premium= 10, 00,000 + 
10

F.V
100
  
 

= 10,00,000 + 
10

10,00,000
100
   

 = Rs. 11,00,000

 kp = 
1,00,000
11,00,000  × 100 = 

100
11

 = 9.09%

(ii) When preference share are assumed @ 10% discount

kp = 
P

P

D
N

 
 
 

Here NP = face value – discount

= 10,00,000 – 
10

10,00,000
100
  
 

= 10,00,000 – 1,00,000

= 9,00,000 Rs.

     kp =
1,00,000
9,00,000  × = 11.11%

25. The entire share capital of a company consist of 1,00,000 equity share of Rs. 100 each.
Its current earnings are Rs.10,00,000 p.a. The company wants to raise additional funds
of Rs.25,00,000 by issuing new shares. The flotation cost is expected to be 10% of the
face value. Find out the cost of equity capital given that the earnings are expected to
remain same for coming years.

Sol : (July-18)

Given,

   Equity share capital = 1,00,000 equity shares

                Face value = Rs. 100 each

  current earning = Rs. 10,00,000 p.a

       Additional capital= Rs. 25,00,000 by issue new shares

     Flotation cost= 10% of face value
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Calculation of Net Process
Equity share capital (1,00,000 @ 100) 100,00,000
Less :
Flotation cost

10
100,00,000 10,00,000

100
   
 

10,00,000

Net Proceeds 90,00,000

 Net Proceeds = ` 90,00,000
Earnings = ` 10,00,000

 Ke = 
E

NP
= 

10,00,000
90,00,000  × 100 = 11.11%

26. A company issues 10% Debentures for Rs.2,00,000 Rate of tax is 40%. Calculate the
cost of debt (after tax) if the debentures are issued (a) at par  (b) at a discount of 10%
and  (c) at a premium of 10%.

Sol : (July-18)

Given,
Issue of 10% debenture = Rs. 2,00,000

       Rate of tax = 40%
(i) when issued @ par

Formula

   kd = 
I

NP
(1 – T)

Here     I = Manual interest payment = 2,00,000 × 
10

100
 = Rs. 20,000 p.a

 NP = Net proceeds = Rs. 2,00,000

       kd = 
I

NP
 × (IT) = 

20,000
2,00,000  × (1 – 0.40) = 0.06×100 = 6%

(ii) when issued @ 10% discount

   kd =
I

NP
(1 – T)

Here     I = Interest p.a = Rs. 20,000 p.a

 NP = Face value – 10
Face value

100
  
 

= 2,00,000 – 
10

2,00,000
100

  
 

= 2,00,000 – 20,000
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= 1,80,000 Rs.

        kd =
20,000

1,80,000 ×(1 – 0.40) = 0.0666  6.6%

(iii) when issued @ 10% premium

   kd =
I

NP
× (1 – T)

Here     I = Interest p.a = Rs. 20,000 p.a

 NP = Face value + 
10

Face value
100

  
 

= 2,00,000 + 
10

2,00,000
100

  
 

= 2,00,000 + 20,000

= Rs. 2,20,000

       kd =
20,000

2,20,000 ×(1 – 0.40)

= 0.0545

= 5.45%

27. Z ltd, is forecasting a growth rate of 12 percent per annum in the next 2 years. The
growth rate is likely to fall to 10 percent for the third year and the fourth year. After
that, the growth rate is expected to stabilize at 8 percent per annum. If the last divi-
dend was Rs. 1.50 per share and the investor’s required rate of return is 16 percent,
find out the intrinsic value per share of Z ltd as of data.

Sol : (Dec.-19)

PV factors @ 16% for 5 years

Years 0 1 2 3 4 5

Discount @16% 1 0.862 0.743 0.642 0.552 0.475

PV of Dividend stream for first 2 years

Rs. 1.50 (1.12) × 0.862 + 1.50 × (1.12)2 × 0.743

Rs. 1.68 × 0.862 + 1.50 × 1.2544 × 0.743

Rs. 1.448 + 1.398 = 2.846 ... (A)

PV of Dividend Shares for Next 2 Years

Rs. 1.881 (1.10) × 0.642 + 1.881 (1.10)2 × 0.552
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Rs. 2.069 × 0.642 + 2.276 × 0.552

Rs. 1.328  + 1.256 = 2.584 .... (B)

Market value of equity shares at the end of 4th year calculated by using the constant dividend
growth model would be.

P4 = 
S n

D5
k g

} Where D5 = Dividend in 5th year, gn = Growth rate, ks = required rate of return.

Now  D5 = D4(1 + gn)   D5 = 2.276 × (1 + 0.08).

 D5 = 2.458

  P4 = ` 2.458 / (.12 – 0.10) = 2.458 /.02

= `122.9

Present Market value of P4 = 122.9 × 0.552 = ` 67,840 .... (C)

 Intrinsic value per share of Z Ltd would be

A + B + C = ` 2,846 + 2.584 + 67.840 = ` 73.27.

28. A firm finances all its investments by 40 percent debt and 60 percent equity. The
estimated required rate of return on equity is 20 percent after-taxes and debt is 8
percent after-taxes. The firm is considering an investment proposal Rs.4,00,000 with
the expected return that will last forever. What amount must the proposal yield per year
so that the market price of the share does not change ?

Sol : (Nov.-20)

Debt   0.04 × 0.08  – 0.032

Equity   0.60 × 0.20  – 0.120

      0.150

Investment proposal must earn

60,800 per annum i.e., 0.152 × 4,00,000

Particulars Amount

Annual Rates before taxes Interest 60,800

(–) Debt (0.08 × 0.40 × 4,00,000) 12,800

Return on Equity 48,000

Calculation of Rate of Return on Equity after tax

= 
48,000

0.60 4,00,000

= 
48,000

2,40,000 = 0.20 (or) 20%
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29. Aries Limited wishes to raise additional finane of Rs. 10 lakh for  meeting its invest-
ment plans. It has Rs. 2,10,000 in the form retained earnings available for investment
purposes. The following are the further details :

Debt-equity mix, 30 : 70

Cost of debt : upto Rs. 180,000, 10 percent (beforAx);

Beyond Rs. 1,80,000, 16 (before tax)

Earnings Per Share Rs. 4,

Dividend payout, 50 percent of earnings

Expected growth rate in divided : 10 percent

Current market price per share : Rs. 44

Tax rate : 35 percent Determine :

(a) The pattern for raising the additional finance, assuming the  firm intends to maintain
existing debt equity mix.

(b) The post - tax average cost of additional debt. Cost of retained earnings and cost
of equity.

(c) Compute the overall weighted average tax cost of additional finance.

Sol : (Nov.-21)

Patttern of raising additional

(a) Finance

Debt = 0.30 × 10,00,000 = 3,00,000

Equity = 0.70 × 10,00,000 = 7,00,000

Equity funds (7,00,000)

Particular Amount Amount

Retained earnings 2,10,000

(+) Eauity share capital 4,90,000 7,00,000

Debt – (3,00,000)

10% Debt 1,80,000

16% Debt 1,20,000 3,00,000

10,00,000

(b) Kd  = Toal interest (1 – t)/3,00,000

= 1,80,000 × 
10

100
 = 1,8000

= 1,20,000 × 
16

100
 = 19,200

= 18000 + 19,100 (1 – 0.35)/3,00,000

= 37,200(1 – 0.35)/3,00,000
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= 
37,200(0.65)

3,00,000

= 
24,180

3,00,000

= 0.0806 × 100

= 8.06%

Ke = 
t

0

D
g

P


= 
4(50%) 10%

10%
44




= 15%

(c) Overall cost of capital

Source Amount After tax cost Total cost

Equity share capital 4,90,000 0.15 93,500

Retained earnings 2,10,000 0.15 31,500

Debt 3,00,000 0.081 24,180

1,29,180

K0 = 
1,29,180

10,00,000  = 12.92%

30. A company’s share is quoted in the market at Rs.20 currently. The company pays a
dividend of Re.1 per share and the investor expects a growth rate of 5 percent per year.
Calculate:

i) the company’s cost of equity capital.

ii) If the anticipated growth rate is 6% p.a. compute the indicated market price per
share.

iii) If the company’s cost of capital is 8% and the anticipated growth rate is 5% p.a.,
compute the indicated market price of the dividend of Re.1 per share is to be
maintained.

Sol : (May-22)

Cost of equity

Capital = D
P

+g
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(i) ke  = 
1
20

+ 0.05

    = 0.05 + 0.05 = 0.10 (or) 10%

(ii) Market Price = 
e

D
k g

    = 
1

10% 6%
= 

1
4%

 = ` 25

(iii) Market Price = 
1

8% 5%
= 

1
3%

= ` 33

2.8  WEIGHTED AVERAGE COST OF CAPITAL (WACC)

Q34. Discuss about Weighted Average Cost of Capital.

(OR)

What is weighted average cost of capital?

Ans : (Dec.-19, Feb.-17, March-15, Imp.)

The average cost of the costs of several means of financing, is known as weighted average cost of
capital. It can also be termed as overall cost of capital, composite cost of capital or average cost of capital.

Weighted average cost of capital can be easily evaluated, if cost of a particular source of finance is
evaluated.

WACC can be computed as follows,

     WACC = weke + wdkd + wpkp

Where,

    we = Proportion of equity capital

    wd = Proportion of debt capital

    wp = Proportion of preference capital

     ke = Cost of equity capital

     kd= Cost of debt after tax

     kp= Cost of preference capital.

Following steps are involved in evaluation process of weighted average cost of capital :

 Assigning weights to individual costs.

 Multiplying the cost of each of the sources by the appropriate weights.

 Dividing the total weighted cost by the total weights.

Alternatively, weighted average cost of capital can be assessed as follows,
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     kw= 
XN
W




Where,

   kW = Weighted average cost of capital

     X = Cost of individual source of finance

    W = Weight, proportion of specific source of finance.

Assignment of Weights

The weights used in evaluation of overall cost of capital are,

(a) Marginal weights  method and

(b) Historical weights method

(a) Marginal Weights Method

In case of this method, weights are assigned to each source of funds, in proportions of financing
inputs that the firm aims to raise. The method is based on capital and not with capital raised in the
past. In case, the weights are applied in a ratio different from the ratio in which the new capital is to
be raised, the WACC calculated may be different from the actual cost of capital. This may lead to
wrong capital investment decisions.

The marginal weighting system consists some weak points. One of the major drawback in usage of
marginal weights is that it does not evaluate the long-term results of current financing of the firm. A
firm must give due attention to long-term implications while designing the firm’s financing strategy.

Example

A firm may accept a project giving an after-tax return of 6% because it intends to raise the funds
required by issue of debentures having an after-tax cost of 5%. In case next year, the firm intends
to raise funds by issue of equity shares having a cost of 9%, it will have to reject the project which
gives a return of only 8%. Thus, marginal weighting method does not consider the fact that today’s
financing tomorrow’s cost.

(b) Historical Weights Method

Several sources of the prevailing capital structure are taken in comparative proportion to assign
weights in historical weights method. This method is based on the funds which were already raised
by the firm. The application of historical weights is based on belief that prevailing capital structure of
the firm is optimal and it must be continued in future also. Weights under historical system will be
either book value weights or market value weights. Book values are operationally suitable and
market values are based on theoretical consistency.

Use of historical weights suffer from some practical difficulties and also include the problem of
choice between book value and market value weights.

Q35. State the merits and demerits of weighted average cost of capital.

Ans :
Merits

1. In case of determination of future project profitability, WACC is treated as cut off rate.

2. If firm earn more percentage of profit than WACC, therefore the market value of the firm will



UNIT - II FINANCIAL MANAGEMENT

103
Rahul Publications

Rahul Publications

increased. Profit taken or not decision is depending on this point. A project considered valuable
only if the return from it is higher than WACC.

3. Business unit used different source of finance and invested in the project. So individual cost of
capital is not enough for project selection process. Therefore overall cost of capital is considered for
project selection process.

4. WACC is widely used to selection project among the option available.

5. WACC is useful in making Economic value Added (EVA) calculation.

6. WACC indicate the minimum rate of return at which business unit create the investors value. If
return on capital employed (ROCE) is higher than WACC, business unit will create the investors
value, otherwise business unit will fail to create the investors Value.

Demerits

1. Determining the Weights

The first & foremost difficulty in computing the average cost is to assign weights to different compo-
nents of capital structure.

2. Choice of Capital Structure

The choice of capital structure is to be used for determining the average is not an easy job. These
types of capital structure are these, i.e., current capital structure, marginal capital structure or opti-
mum capital structure. Generally current capital structure is regarded as the optimum capital struc-
ture but it is not always correct.

3. Other Limitations

(i) Average cost of capital can’t be used in following circumstances

(a) When the company is trying to bring about radical changes in its debt policy.

(b) When the dividend policy of the company is being changed.

(c) When the growth objective of the company are being changed.

(d) When there is a change in capital structure involving a change in debt equity mix.

(ii) It is presumed that the cost of raising funds is in dependent to the value funds raised. The
presumption does not hold well in practices.

(iii) The specific costs are based upon the existing capital structure and these will change when
additional funds have been raised. A firm cannot measure its cost directly on additional capi-
tal, it can only be estimated. If additional financing capital structure changes the effective rate
of capital will also change.

2.8.1 Marginal Cost of Capital (MCC)

Q36. What is Marginal Cost of Capital (MCC)?

(OR)

What is meant by marginal cost of capital ?

Ans : (Dec.-19, Aug.-17, Aug.-15, Imp.)

The incremental cost incurred by the company for raising additional funds is known as marginal
cost. The marginal cost is an important concept in taking decisions relating to financial matters. When
marginal weights are used in calculation of weighted average cost of new capital then it is called as
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marginal cost of capital. The marginal weights imply the amount of different sources of funds utilized in
raising additional funds. The marginal weights are also termed as firm’s target capital structure which the
firm tries to continue in long run.

1. WMCC refers to the cost of raising additional new funds whereas WACC is the cost of raising total
new funds in an accounting period.

2. When firm utilize its prevailing capital structure and component costs are same, then WMCC is
equal to WACC.

3. When firm raise additional funds then component costs change, hence WMCC is not equal to
WACC.

4. WMCC does not consider the impact of new financing plans in long run, so WACC is used for
maximizing shareholder’s wealth in long-run.

PROBLEMS ON WEIGHTED AVERAGE COST OF CAPITAL

31. Your given the capital structure of XY company calculate weight average cost of capital

Source of fund Amount Cost

Equity share capital 4,00,000 14%

Retained Earnings 2,00,000 13%

Preference capital 1,00,000 12%

Debt 3,00,000 9%

Cost of Capital 10,00,000

Sol :
A Statement showing weighted

Sources of Fund Amount Proportion Cost of Capital (3 × 4) WACC (3 × 4)

Equity 4,00,000 0.4 14% 5.6

Retained earnings 2,00,000 0.2 13% 2.6

Preference capital 1,00,000 0.1 12% 1.2

Debt. 3,00,000 0.3 9% 2.7

Cost of Capital 10,00,000 12.10 12.10

       Weighted average cost of capital = 12.10

32. The following is the capital structure of ''X'' limited Co.,

Particulars Book Value Market Value

Debentures 300,000 300,000

Preference capital 200,000 200,000

Equity share capital 400,000 5,60,000

Retained earnings 100,000 1,40,000

After tax cost of capital are as follows

Cost of debt. = 4.77%
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Cost of preference = 10.53%

Cost of equity = 14.59%

Cost of Retained = 14%

Calculate average cost of capital using

(a) Book Value

(b) Market Value

Sol :
Book Value

Source of Fund Amount Proportion Cost of  Capital WACC

Debentures 300,000 0.3 4.77 % 1.431

Pref. share capital 200,000 0.2 10.53 % 2.106

Equity share capital 400,000 0.4 14.59 % 5.836

Retained earnings 100,000 0.1 14 % 1.400

Total cost of capital 10,00,000 10.773

 Overall Cost of Capital  =10.773%

Market Value

Source of Fund Amount Proportion Cost of  3  4 Capital WACC

Debentures 300,000 0.25 4.77 % 1.1925

Pref. share capital 200,000 0.17 10.53 % 1.7901

Equity share capital 5,60,000 0.47 14.59 % 8.4622

Retained Earning 1,40,000 0.12 14 % 1.6800

Total Cost of Capital 12,00,000 13.1248

33. A company has the following specific cost of capital along with the indicated book and
market value weights,

Type of capital Cost Book value weights Market value weights

Equity 0.18 0.50 0.58

Preference shares 0.15 0.20 0.17

Long term debt 0.07 0.30 0.25

1.00 1.00

(i) Calculate the weighted cost of capital, using book and market value weights.

(ii) Calculate the weighted average cost capital, using marginal weights, if the compa-
ny intends to raise the needed funds using 50 percent long-term debt, 35 percent
preference shares and 15 percent retained earnings.
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Sol : (Aug./Sept.-16)

(i) Computation of Weighted Cost of Capital Using Book and Market Value Weights

Book-Value Weights

Source of Capital Book Value Cost Total cost

             (1) Weight (2) (3) (4) = (2) × (3)

Equity 0.50 0.18 0.09

Preference shares 0.20 0.15 0.03

Long term debt 0.30 0.07 0.021

0.141

Market-Value Weights

Source of Capital Market Value Cost Total cost

             (1) Weight (2) (3) (4) = (2) × (3)

Equity 0.58 0.18 0.1044

Preference share 0.17 0.15 0.0255

Long term debt 0.25 0.07 0.0175

0.1474

 WCC - Book value = 0.141

WCC - Market value = 0.1474.

(ii) Computation of Weighted Cost of Capital Using Marginal Cost

Marginal Cost

Source of Capital Market Value Cost Total cost

             (1) Weight (2) (3) (4) = (2) × (3)

Retained earnings 0.15 0.18 0.027

Preference share 0.35 0.15 0.0525

Long term debt 0.50 0.07 0.035

0.1145

 WCC - Marginal cost = 0.1145.

2.9  IMPORTANCE OF COST OF CAPITAL IN CAPITAL BUDGETING DECISIONS

Q37. State the Importance of Cost of Capital in Capital Budgeting and capital structure plan-
ning decisions.

Ans : (Imp.)

The concept of cost of capital is very essential in financial management. It is useful in capital budget-
ing and in making decisions related to capital structure planning. The performance of a firm is analyzed
with the help of concepts of cost of capital. The importance of cost of capital can be understood from the
following points,
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1. Capital Budgeting Decision

According to James T.S. Posterfield, “the concept cost of capital has assumed growing importance
largely because of the need to devise a rational mechanism for making investment decisions of the
firm”. Cost of capital is taken into consideration while making capital budgeting decisions. With the
help of cost of capital, firms accept or reject the projects. It is very useful in capital budgeting
decision.

2. Capital Structure Decisions

In order to run a business smoothly, firm must maintain an appropriate level of debt and equity mix
to finance the assets. At the time of preparing optimal capital structure, management must concen-
trate on maximizing the value of firm and minimizing cost of capital.

3. Analyzing Financial Performance

According to S.K. Bhattacharya, the concept of cost of capital is used to ‘evaluate the financial
performance of top management’. At the time of evaluating the performance of top management,
the actual profitability of project is compared with overall estimated cost of capital. If profitability is
more, then performance is satisfactory.

4. Other Financial Decisions

Many other financial decisions can be taken with the help of cost of capital such as dividend policy,
capitalization of profits, working capital etc.
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1. Capital Budgeting.

Ans :
Meaning

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

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

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

c) Cost of replacement of permanent assets.

d) Research and development project cost, etc.

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

Short Question and Answers

Definitions

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

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

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

2. Significant of capital budgeting to a
firm.

Ans :
Capital budgeting means planning for capital

assets. Capital budgeting decisions are vital to any
organisation as they include the decisions as to :

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

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

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

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



UNIT - II FINANCIAL MANAGEMENT

109
Rahul Publications

Rahul Publications

3. Features of Capital Budgeting Tech-
nique.

Ans :
Following are some of the features which a

capital budgeting evaluation technique should
posses :

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

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

4. Payback Period.

Ans :
The payback period is defined as the number

of years required for the proposal’s cumulative cash
inflows to be equal to its cash outflows. In other
words, the payback period is the length of time
required to recover the initial cost of the project.
The payback period therefore, can be looked upon
as the length of time required for a proposal to
‘break even’ on its net investment.

Calculation of the Payback Period

The payback period can be calculated in two
different situations:

i) When Annual Inflows are Equal

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

ii) When the Annual Cash Inflows are
Unequal

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

5. Advantages of Average Rate of Return.

Ans :
The advantages of average rate of return

method are as follows:

i) Easy to Calculate

It is easy to calculate because it makes use of
readily available accounting information. In
contrast, discounted cash flow technique
involves tedious calculations.

ii) Considers Entire Cashflows

It takes into consideration the entire cash
inflows during the project life. Payback
Method does not use the entire stream of
incomes.

iii) Based on Financial Data

As this method is based upon accounting
concept of profits, it can be readily calculated
from the financial data.

6. Define Net Present Value.

Ans :
The cash inflow in different years are

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

7. What is Internal Rate of Return?

Ans :
The  internal rate of return is also one of the

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

C = 
 
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1 r
 + 
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Where,

C – Initial outlay at time zero

r – Rate of discount of internal rate of return

A1 , A2, ... An – Future net cash flows at different periods

n – Number of years.

8. Difference between NPV and IRR.

Ans :

The differences between NPV and IRR are as follows,

i) Ranking Mutually Exclusive Projects

Mutually exclusive projects are those in which only one investment proposal is accepted and others
are ignored. The NPV and IRR methods may result in inconsistent ranking of mutually exclusive
projects.

Following are the conditions in which NPV and IRR rules results in inconsistent ranking.

(a) The cash flow pattern of the projects may change i.e., cash flows of one project may increase
and cash flows of other projects may fall.

(b) Even the initial investment of the projects may change.

(c) The duration of life may be different for different projects.

ii) Incremental Approach

In order to select a profitable project from mutually exclusive projects by using IRR method, it is
necessary to calculate rate of return on the incremented cash flows.

9. Explain various measures of cost of capital.

Ans :

The cost of capital is very important for making decisions. Cost of capital involves different costs
related to different sources of finance, it is useful in making financial decisions. It is necessary for every firm
to compute cost of capital before making decisions. The evaluation process of cost of capital involves two
steps.

i) Calculation of different costs which are the sources of finance.

ii) The overall cost is calculated by combining different costs into a composite cost.
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Hence it is essential to compute the’ specific cost of each source to evaluate minimum obligation of
a company i.e., composite cost of raising capital.

1. Cost of debt

2. Cost of preference capital

3. Cost of equity share capital

4. Cost of retained earnings.

10. Weighted Average Cost of Capital.

Ans :
The average cost of the costs of several means of financing, is known as weighted average cost of

capital. It can also be termed as overall cost of capital, composite cost of capital or average cost of capital.

Weighted average cost of capital can be easily evaluated, if cost of a particular source of finance is
evaluated.

WACC can be computed as follows,

     WACC = weke + wdkd + wpkp

Where,

    we = Proportion of equity capital

    wd = Proportion of debt capital

    wp = Proportion of preference capital

     ke = Cost of equity capital

     kd= Cost of debt after tax

     kp= Cost of preference capital.

11. Marginal Cost of Capital (MCC).

Ans :
The incremental cost incurred by the company for raising additional funds is known as marginal

cost. The marginal cost is an important concept in taking decisions relating to financial matters. When
marginal weights are used in calculation of weighted average cost of new capital then it is called as
marginal cost of capital. The marginal weights imply the amount of different sources of funds utilized in
raising additional funds.

12. What similarities are there between the risk-adjusted discount rate method and the
certainty-equivalent method ?

Ans :
While the risk-adjusted discount rate method provides a means for adjusting the riskiness of the

discount rate, the certainty equivalent method adjusts the estimated value of the uncertain cash flows.
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The risk-adjusted discount rate method extends the cash flow valuation model under certainty to
the uncertainty case as follows:

1 (1 )

N
t

t
tt

XV
r


 ,

where

    V   = Value of Capital budgeting project,

  tX   = median or mean of the expected risky cash flow t distribution Xt,

     rt   = the risk adjusted discount rate appropriate to the riskiness of the uncertain cash flows

tX ,

     N  = the life of the project.

The certainty equivalent method uses the rationale that given a risky cash flow, the decision maker
will evaluate this cash flow according to an expected utility, the utility estimate being hypothesized to be
equal to utility derived from some certain cash flow amount. The decision maker performs this process
for each cash flow. The valuation model is as follows:

1 (1 )
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where

    Ct  = certainty equivalent cash flow at period t,

      i  = riskless interest rate.

Ct can be expressed as a fraction of the expected value of the cash flow as follows:

t t tC X ,

    where t  = some fractional value.

The valuation formula becomes
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Since both models evaluate future uncertain cash flows, they should yield the same value for a
given cash flow stream. The present value of each period’s cash flows should be the same.
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13. Cost of equity share capital.

Ans :

The cost of equity capital is the return which is expected by its investors. In order to provide expect-
ed returns to the equity shareholders, company must earn minimum rate of return which is necessary to
have a constant market price of the shares. The expectations of the shareholders must be considered
before issuing new equity shares for raising additional capital.

The calculation of cost of equity shares is a complicated process because interest or dividend is not
paid on fixed rate and also there is no legal commitment to pay dividend to equity shareholders. Hence
market value of shares depends on the amount of dividend paid and the rate of dividend depends on the
degree of business and financial risk. Following are the approaches or methods through which cost of
equity shares can be computed,

a) Dividend yield method or dividend/price ratio method

b) Dividend yield with annual growth rate

c) Earning yield method

d) CAPM approach (Capital Asset Pricing Model)

e) Bond yield with risk premium

f) Realized yield method.
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Exercise Problems

1. A project cost ` 5,00,000 and yields annually a profit of ` 80,000 after depreciation @ 12% p.a.
but before tax of 50%. Calculate the payback period.
[Ans: 7 years and 2 months (Apprx.)]

2. A project costs ` 10,00,000 and has a scrap value of ` 2,00,000 after 5 years. The net profit before
depreciation and taxes for the five years period are expected to be ` 2,00,000, ` 2,40,000,
` 2,80,000, ` 3,20,000 and ` 4,00,000 respectively. You are required to calculate’the Accounting
rate of return, assuming 50% rate of tax and depreciation on straight line method.

[Ans: Profit after deprecation and tax = ` 64,000, ARR = 16%]
3. As a financial manager of TAJ Ltd, Hubli, you have to advise the board of directors on choosing

between to competing project proposals, which require an equal investment of ` 1,00,000 and
expected to generate cashflows as under:

Year PV Factor at 10% Project - I(`) Project - II(`)
2007 0.909 48,000 20,000

2008 0.826 32,000 24,000
2009 0.751 20,000 36,000

2010 0.683 Nil 48,000

2011 0.621 24,000 16,000
2012 0.564 12,000 8,000

[Ans: Net Present Value Project 1: ` 6,756 Project II: ` 12,272]

4. You are given the following information relating to ABC Ltd. for the year of recent performance of
an asset.

Initial cash outlay ` 50,000

Life of the asset 5 years
Estimated annual cash flow ` 12,500

Calculate:
i) Payback period
ii) IRR

[Ans: Payback Period: 4 years; IRR: 8.07%]
5. The expected cash inflows of a new project are estimated as under:

Year Cash Inflow (`)
1 1,50.000

2 2,50.000
3 3,50,000

4 2,50.000

5 2,00,000
The initial investment required for the project is ` 7,00,000. The risk-adjusted discount rate is 12%.
Evaluate as to wJiether the project proposal is worthwhile.
[Ans: NPV – ̀  1,54,721]



UNIT - II FINANCIAL MANAGEMENT

115
Rahul Publications

Rahul Publications

Choose the Correct Answer

1. Capital budgeting is a part of: [ a ]

(a) Investment decision (b) Working capital management

(c) Marketing management (d) Capital structure

2. In proper capital budgeting analysis we evaluate incremental  cash flows. [ b ]

(a) Accounting (b) Operating

(c) Before-tax (d) Financing

3. The estimated benefits from a capital budgeting project are expected as cash flows rather than
income flows because . [ d ]

(a) It is more difficult to calculate income flows than cash flows

(b) It is cash, not accounting income, that is central to the firm's capital budgeting decision

(c) This is required by the accounting profession

(d) None of these

4. In case of the indivisible projects, which of the following may not give the optimum result? [ c ]

(a) Internal Rate of Return (b) Profitability Index

(c) Feasibility Set Approach (d) All of the above

5. All of the following influence capital budgeting cash flows except . [ b ]

(a) Choice of depreciation method for tax purposes

(b) Economic length of the project

(c) Projected sales (revenues) for the project

(d) Sunk costs of the project

6. A project whose acceptance precludes the acceptance of one or more alternative projects is referred
to as . [ c ]

(a) a mutually exclusive project (b) an independent project.

(c) a dependent project (d) a contingent project

7. A project whose acceptance requires the acceptance of one or more alternative projects is referred
to as . [ a ]

(a) a mutually exclusive project (b) an independent project.

(c) a dependent project (d) a contingent project
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8. When operating under a single-period capital-rationing constraint, you may first want to try select-
ing projects by descending order of their  in order to give yourself the best chance to select
the mix of projects that adds most to firm value. [ b ]

(a) Profitability index (PI) (b) Net present value (NPV)

(c) Internal rate of return (IRR) (d) Payback period (PBP)

9. Which of the following is not used in capital budgeting? [ c ]

(a) Time Value of Money (b) Sensitivity Analysis

(c) Net Assets Value Method (d) Cash Flows

10. Cash inflows from a project include: [ d ]

(a) Tax shield of depreciation (b) After tax operating profits

(c) Raising of funds (d) Both (A) and (b)

11. Which of the following is not followed in capital budgeting? [ c ]

(a) Cash flows principle (b) Interest exclusion principle

(c) Accrual principle (d) Post tax principle
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Fill in the blanks

1.  is the process of making investment decisions in capital expenditures.

2.  for investment is the first step in capital budgeting.

3.  is the net cash out lay required to purchase an asset.

4. The  is defined as the number of years required for the proposal’s cumulative cash inflows
to be equal to its cash outflows.

5. The ARR is also known as .

6. The  is also one of the capital budgeting technique that identifies the time value of money..

7.  is a relative measure of dispersion.

8. A  is a graphic representation of the relationship between a present decision and future
events.

9. The  of a firm is the minimum rate of return expected by its investors.

10. The rate of interest which is paid on debt is termed as .

ANSWERS

1. Capital budgeting

2. Identifying the project

3. Initial investment

4. Payback period

5. Return on Investment

6. Internal rate of return

7. Coefficient of variation

8. Decision tree

9. Cost of capital

10. Cost of debt
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Very Short Questions and Answers

1. Capital Budgeting.

Ans :
Capital budgeting is the process of making investment decisions in capital expenditures. A capital

expenditure may be defined as an expenditure the benefits of which are expected to be received over
period of time exceeding one year.

2. Payback Period.

Ans :
The payback period is defined as the number of years required for the proposal’s cumulative cash

inflows to be equal to its cash outflows.

3. Sensitivity technique.

Ans :
Where cash inflows are very sensitive under different circumstances, more than one forecast of the

future cash inflows may be made. These inflows are regarded as “Optimistic”, “Most Likely” and “Pessi-
mistic.”

4. Cost of Capital.

Ans :
The cost of capital of a firm is the minimum rate of return expected by its investors.

5. Cost of debt.

Ans :
The rate of interest which is paid on debt is termed as cost of debt.
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3.1  CAPITAL STRUCTURE

Q1. Define capital structure. Explain the
features of capital structure.

(OR)
What is meant by Capital Structure.

(OR)
What is capital structure? What are the
features of an appropriate capital
structure?

Ans : (May-22, Nov.-22, Imp.)
Meaning

Capital structure in simple words refers to
debt equity ratio of a company. In other words it
refers to the proportion of debt in the investments
of the company. It is important for a company to
have an appropriate capital structure. Estimation
of capital requirements is necessary, but the
formation of capital structure is important.
Definition :
 According to Gerestenbeg, “Capital

structure of a company refers to the
composition or make-up of its capitalization
and it includes all long term capital resources
i.e., loans, reserves, shares and bonds.

 The capital structure is made up of debt and
equity securities and refers to permanent
financing of a firm. It is composed of long
term debt, preference share capital and share
holder’s funds.

 Financial Manager should develop an
appropriate capital structure, which is helpful
to maximize shareholders wealth. This can be
possible when all factors which are relevant to
the company’s capital structure are properly
analyzed, balanced and considered.

An appropriate capital structure should have
the following features:

i) Profitability

The company should make maximum use
of leverage at a minimum cost. In other
words, it should generate maximum returns
to owners without adding additional cost.

ii) Flexibility

Flexible capital structure means it should allow
the existing capital structure to change
according to the changing conditions without
increasing cost. It should be possible for the
company to provide funds whenever needed
to finance its possible activities. The company
should be able to raise funds whenever the
need arises and also retire debts whenever it
becomes too costly to continue with that
particular source.

iii) Solvency

The use of excessive debt threatens the
solvency of the company. Debt should be
used till the point where debt does not add
significant risk, otherwise use of debt should
be avoided.

iv) Control

The capital structure should involve minimum
dilution of the control of the company. A
company that issues more and more equity,
dilutes the power of existing shareholders as
number of shareholders increases. Also raising
of additional funds through public issue may
lead to dilution of control.

UNIT
III

Capital Structure : Capital Structure vs. Financial Structure, Capitalization,
Financial Leverage, Operating Leverage and Composite Leverage. EBIT-EPS
Analysis, Indifference Point/Break-even Analysis of Financial Leverage, Capital
Structure Theories: The Modigliani Miller Theory, NI, NOI Theory and
Traditional Theory.
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v) Cost of capital

If cost of any component of capital structure
of the company like interest payment on debt
is very high then it can increase the overall
cost of capital of the company. In such case
the company should minimize the use of that
component of capital structure in its total
capital structure.

vi) Flotation costs

It is the cost involved in issuing a security or a
debt. If such cost is too high for new issue of
any component of capital structure, then the
use of such a source of fund should be
minimized.

Different forms of Capital Structure

The different forms of capital structure

1. Equity share capital only

2. Equity share capital + Preference share
capital

3. Equity share capital + Long term debentures

4. Equity share capital + Preference share
capital+ long term debentures.

Q2. What is optimal capital Structure ?

(OR)

Discribe the traditional view on
optimum capital structure.

Ans : (Nov.-22, Imp.)

Meaning

 An optimal or sound capital structure can be
properly defined as that combination of debt
and equity that attains, the stated managerial
goal in the most relevant manner-the
maximization of the firm’s market value.

 The optimal capital structure is also defined
as the combination of debt and equity that
minimizes the firms cost of capital.

 Hence the optimal capital structure is
concerned with the two important variables
at one time-the minimization of cost as well
as maximization of worth.

 These desired objectives can be achieved only
with the help of a sound capital structure
possessing the following characteristics :

1) A Conservative Capital Structure

An attempt should be made to secure as far
as possible a conservative capital structure
consisting of high grade securities. By doing
so, the management should decide on the
form of securities to be issued only after a
thorough consideration of the possible effects
of the proposed securities on the firm, its
credit, value of other securities Issue of
securities in the future, maintenance of profits
and future rearrangement of its financial
structure etc.

Such capital structure offers certain
decisive advantages to the company, namely,
the company’s cost of financing is the least,
its prospects for raising capital even in
unfavourable views are good and it can
maintain healthy relations with security
holders.

2) A Simple Capital Structure

As far as possible, a simple capital structure
should be preferred to A complicated one. It
is easy to manage it The investors have a very
clear picture of their rights and worth of their
investments.

3) Minimum Remuneration

As far as possible, the fixed cost burden on
the income statement of the firm must be low.
To achieve this aim, a proper policy of trading
on equity should be followed.

4) Profitability

The capital structure of the company should
be most advantageous. Within the
constraints, maximum use of average at a
minimum cost should be made.

5) Solvency

The use of excessive debt threatened the
solvency of the firm. Hence, its judicious mix
should be perfect with the equity.

6) Flexibility

It should be possible for a company to adapt
its capital structure with a minimum cost and
delay if warranted by a changed situation.
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7) Conservation

The debt Capacity of the company should not be exceeded. The debt capacity of a company
depends on its ability to generate future cash flows.

8) Control

The capital structure should involve minimum risk of loss of control of the company.

9) Economy

Securities should be issued in such a manner as to entail the least cost of sale, cost of financing and
so on. Generally, spread is the lowest in case of issue of debenture, and the highest in case of equity
shares.

10) Attractive for Investors

Various securities proposed to be issued should offer certain attractions to the investors either relating
to income, control, or convertibility etc.

Q3. Explain the factors determining capital structure.

(OR)

Briefly explain the factors that influence the planning of the capital structure in practice.

(OR)

Explain the factors that influence the planning of the capital structure.

Ans : (May-22, Nov.-20, Feb.-17, March-15, Imp.)

1. Cost Principle

An ideal capital structure is one that tends to minimize cost of financing and maximize earnings per
share. Cost of capital is subject to interest rate at which the company has borrowed, tax status of the
company and the required rate of return of the equity share holders. Debt capital is cheaper than
equity capital due to the fixed rate of interest, bond holders can not participate in superior profits.
Hence the rate of interest on debentures is usually much less than the dividends. Apart from this,
interest on debt is a deductible expense for income tax purpose, Debt financing gives tax shelter
which enhanced the value of the firm.

2. Risk Principle

Debt involves commitment for a long period to pay interest regularly and repayment of principal.
This may expose the equity share holders to risk when the earnings decline to such low level that
debt servicing is not possible. It may result in foreclosure or losing part of assets of the equity share
holders. The concept of fixed charge burden on earnings is called as financial risk arising from the
use of debt funds in capital structure.

3. Control Principle

In designing appropriate financing plan the manager should also try to keep the control /sovereignty
over the Corporate wealth undisturbed. Since additional issue of equity share dilutes the voting
right of existing share holders, a share holder who had predominant control over the affairs of the
company would lose his position because new share holders would share control with him.

4. Flexibility principle

As per the principle of flexibility management should strive for combination of securities, which can
be changed in tune with the developments in money market., capital market and the internal
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operations. Capital structure should assure maneuverability i.e.. Possibility of shifting to more
favourable / cheaper terms of loan/debt, early retirement call option provision and excess resources
at the command of the company etc.

5. Timing Principle

Timing also plays an important role in capital structure decision. In order to choose right type of
instruments and seize the market opportunities for minimizing the cost of raising capital and obtaining
substantial savings, timing of the issue of shares/debentures is also an important factor. In times of
boom, due to all round business expansion and prosperity investors have strong desire to invest,
hence easy to sell equity share/debentures.

6. Legal Requirements

The promoters of the company have also to keep in view the legal requirements while deciding
about the capital, structure of the company. This is particularly true in case of banking companies
which are not allowed to issue any other type of security for raising funds except equity share capital
on account of the Banking Regulation Act.

7. Loan Covenents

Restrictive covenents are commonly included in long term loan agreements and debentures. These
restrictions crucial the company’s freedom in dealing with the financial matters and put it in an
inflexible position. Covenents in loan agreements may include restrictions to distribute cash dividends,
to incur capital expenditure, to raise additional external finances or to maintain working capital at a
particular level..

8. Market sentiments

The Market sentiments also decide the capital structure of the company. Some times people want to
have absolute safety. In such cases, it will be appropriate to raise funds by issue of debentures. At
some other instance , people may be interested in earning high speculative incomes, at such times,
it will be appropriate to raise funds, by issue of equity shares. Thus, it must take into account market
sentiments, otherwise its issue may not be successful.

9. Characteristics of the company

Companies which are of small size have to rely considerably upon the owners’ fund for financing.
Such companies find it difficult to obtain long term debt. Large companies are generally considered
to be less risky by the investors and, therefore, they can issue different types of securities and collect
their funds from different sources other characteristics like technology credit standing, age of the
company, stability and track record of earnings, management attitude also have significant bearing
on the capital structure decision.

10. Government Policy

Government policy is also an important factor in planning the company’s capital structure. For
example a change in the lending policy of financial institutions may mean a complete change in the
financial pattern. Similarly, by virtue of the securities & Exchange Board of India Act, 1992 and the
Rules made thereunder, guide lines issued by SEBI are mandatory in this regard.

11. Industry characteristics

the management should attach more significance to maneuverability risk principles in choosing the
financial instruments for the firms whose sales fluctuate more closely with the business cycle. Similarly
degree of competition decides the degree of business risk. Capital structure is also influenced by the
life cycle of the industry to which the company belongs.

Thus, there are many factors which are to be considered while designing an appropriate capital
structure of the company.
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3.2 CAPITAL STRUCTURE VS. FINANCIAL STRUCTURE

Q4. Distinguish between Capital Structure and Financial Structure.

Ans : (Sep.-16, March-12, Imp.)

S.No. Nature Capital Structure Financial Structure
1. Meaning Capital structure refers to the permanent Financial structure refers to the way in which

financing of an organization. the assets of an organization are financed
2. Definition Gerstenberg defined  capital structure as the It does not have may authorized definition.

“make up of a firm’s capitalization”.
3. Nature Capital structure is represented by long-term The financial structure is represented by long

debt  and shareholder’s funds. term debt and equity.
4. Scope  It has a very narrow scope because capital It has as wider scope because the financial

structure deals only with the long -term sources structure deals with both long- term as well
of funds. as short-term sources of funds.

5. Importance It is one  of the section of financial structure. It includes capital structure
6. Dependency  It depends  on  nature of investment. It depends on sources of capital
7. Factors  Capital structure decisions are influenced The financial structure decisions of a firm are

Influencing  by the factors like financial leverage, influenced by the factors like attitude of the
growth and stability of sales, cost of management and  its lenders, growth rate
capital, cash flow ability to service debt, and stability of its sales, its competitive situation
capital market conditions, nature and size and its assets structure.
of firm and financing period.

8. Appearance in It is recorded in the balance sheet under the It is recorded in the balance sheet under equities
Balance Sheet heading of share holders fund and non- and liabilities side.

current liabilities.
9. Sources  It included sources like equity capital, preference It includes the proportion of long  term loans,

capital, retained earnings, debentures, long-term short term obligation and equity share capital
borrowings etc.

3.3 CAPITALIZATION

Q5. Define capitalization.

Ans :
Meaning

Capitalization constitutes an important element of financial plan. The term “capitalization” emerges
from the word ‘capital’ which is usually employed for representing the total amount of capital utilized in a
business. Different scholars have proposed various definitions for the term ‘capitalization’. Some of them
includes,
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1. According to Guthman and Dougall
“Capitalization is the sum of the par value of
stocks and bonds outstanding”.

2. According to Gerstenberg Capitalization
comprises of a company’s ownership capital
which includes capital stock and surplus in
whatever form it may appear and borrowed
capital which consists of bonds or similar
evidences of long-term debt.

3. According to Bonneville and Deway
Capitalization refers to the balance sheet
values of stocks and bonds outstanding.

4. Capitalization is defined as the sum total of
the par value of all shares.

5. According to the narrow concept of
capitalization it only deals with the long-term
debts but, the modern economist argue that
it has broad definition which also covers the
short-term debts.

6. According to Walker and Baughn, “the use
of capitalization refers to only long-term debt
and capital stock, and short-term creditors do
not constitute suppliers of capital is erroneous.
Practically, the total capital is a combination
of both short-term creditors and long-term
creditors”. They also suggested that the sum
of capital stock and long-term debt constitutes
capital instead of capitalization.

7. According to the modern concept,
capitalization includes,

i) Share capital

ii) Long-term debt

iii) Reserves and surplus

iv) Short-term debt and

v) Creditors.

Q6. Explain the theories of capitalization ?

Ans :
In order to determine the capital requirements

of a newly promoted company the following two
theories of capitalization are generally employed.

1. Cost Theory of Capitalization

According to cost theory, the amount of
capitalization in equal to the total cost incurred
in setting up of a corporation as a going
concern. Thus the estimation of capital
requirements of a newly promoted company
is based on the total initial outlays for setting
up of a business enterprise. The amount of
capitalization of a company, is determined by
aggregating the following:

i. The cost of fixed assets, such as land and
building, plant and machinery, goodwill,
patents, furniture and fixture, etc.

ii. The amount of regular working capital
required to carry on business operations.

iii. The expenses of promotion.

iv. The cost of establishing the business.

The original outlays on all these items form
the basis for determining the amount of
capitalization. This theory enables the
promoter to know the total initial amount of
capital which they should raise. It is suitable
for determining the financial requirements or
the amount of capitalization of a newly
promoted corporation.

Advantages

(i) The cost theory is useful for those enterprises
in which the amount of fixed capital is more
and whose earnings are regular, such as
construction and public utility institutions.

Disadvantages

i. This theory suffers from the basic
drawback that the amount of
capitalization is judged by a figure based
on the cost of establishing and starting a
business, and not by its earning. It fact,
the amount of capitalization is
determined by what a firm earns and
not by what ha been invested in it. This
theory does not explain whether the
capital invested in a business is justified
by its earnings.

ii. This theory is not satisfactory in the case
of a growing concern whose earnings
keep on changing whereas the amount
of capitalization remains constant.



UNIT - III FINANCIAL MANAGEMENT

125
Rahul Publications

Rahul Publications

iii. This is not useful for those enterprises in which the operating cost is changing, earnings are not
regular and certain, and which carry on their business under competitive conditions.

2. Earning Theory of Capitalization

According to this theory the real worth of a business enterprise is determined by (i) its earning
capacity, (ii) its annual earnings. As the basic objective of an enterprise is to earn profit, the amount
of capitalization for it should be in accordance with its earnings. The value of capitalization of a
company is equal to the capitalized value of its estimated earnings. Thus, the process of capitalization
begins with the estimation of future earnings of the company.

The manager forecasts sales and production costs of the company to arrive at the estimated
earnings which are, then, compared with he actual earnings, of other companies of similar size
carrying on the similar business. Now for determining the amount of capitalization the rate of
earnings in similar companies is applied to the estimated annual earnings of the company. The
amount of capitalization of a company can be computed by using the following formula.

Amount of Capitalization - Estimated Annual Earnings x Rate of Capitalization

i) Annual Earnings: The probable earnings of an established company estimated on the basis of
average of earnings during the past year. Real estates of possible future earnings may be had by
considering the various internal and external factors affecting the annual earnings of the company.
It is very difficult to forecast the amount due to the reason that the earnings newly promoted
companies depend upon various other factors besides capitalization, such as general price level,
elasticity of demand, operating costs, extent of competition, industrial and tariff policies of the
government etc.

The net income of the newly promoted companies may be forecasted on the basis of estimates
of operating costs and volume of sales based on the experience of the promoters or management.
For ascertaining the reliability and accuracy, these estimates should be compared with the actual
figures of costs and sales of existing companies in size, age, location level of management, rate of
growth and other similar factors. After deducting the operating costs from the operating income the
net earnings arrived at may be used for determining the amount of capitalization.

ii) Rate of Capitalization: This is necessary for determining the amount of capitalization of a company.
The annual net earnings of a company are capitalized at the rate of capitalization. It may be determined
by studying the rate of return in similar companies in the same industry. It should reflect adequate
return to the investors for the use of their funds and the risk they undertake. It may be calculated
with the help of average price earnings ratio, which is computed on the basis of income and market
value of share of other firms in the industry. However, determination of capitalization by price-
earning ratio is considered suitable only when the entire capital is raised by issuing shares.

Price Earning Ratio = Price Per Share (Equity Share)
Earning Per Share (Equity Share) .

Q7. Define over capitalization. Explain the causes of over capitalization ?

Ans : (March-16, Imp.)

Meaning

A company is overcapitalized when its earnings are consistently insufficient to yield a fair rate of
return on the amount of capitalization of a company and when it is not in a position to pay interest on
debentures and long-term borrowing, while dividends on shares are not at fair rates, it is said to be
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overcapitalized. This situation arises when a company
raises more capital than what is justified by its actual
earnings. Over capitalization does not necessarily
mean abundance or excess of capital.

An over-capitalized company may be short
of capital. A company may be over-capitalized
because its capital is not effectively utilized, thus
causing a constant decline in earnings. This leads to
the inability of the company to pay normal rate of
dividend and interest on shares and debentures
respectively. It leads to fall in the market value of its
shares. A company is overcapitalized if it has been
unable to earn a fair or prevailing rate of return on
its capital, and the market value of its shares is lower
than the book value over a fairly long period of
time.

Definitions

1. According to C.W. Gerstenberg “A
corporation is over – capitalized when its
earnings are not large enough to yield a fair
return on the amount of stocks and bonds
that have been issued, or when the amount
of securities outstanding exceeds the current
value of the assets”.

2. According to Harod Gilbert “When a
company has consistently been unable to
earn the prevailing rate of return on its
outstanding securities (considering the
earnings of similar companies in the same
industry and the degree of risk), it is to be
over-capitalized”.

3. According to Hoagland Whenever the
aggregate of the par value of stock and
bounds outstanding exceeds the true value
of fixed assets, the corporation is said to be
over-capitalized”.

Causes

1. High Promotional Expenses

A company has paid high promotional
expenses in the form of payments to
promoters for their services, and excessive
price for goodwill, trade marks, patents,
copyright etc. Similarly, if the company is
formed by converting a partnership firm or a
private limited company into a public limited

company and the assets transferred at highly
inflated prices, the company will be over-
capitalized because the book value of the
company’s assets will be higher than its real
value.

2. Purchase of assets During Inflationary
Conditions

Inflationary conditions affect both the newly
promoted as well as the established
companies. Companies have to pay high
prices for purchase of fixed assets, and the
amount of capitalization is kept high during
boom period. But after the boom conditions
subside and necessary conditions set in, the
real value of the company’s assets fall while
the book value of its assets remain at a higher
level therefore, the company becomes over-
capitalized.

3. Raising Excessive Capital

Over – capitalization occurs if a company raises
excessive capital than what it can utilize
effectively. As a large amount of capital
remains idle and ineffectively utilized, the
company’s earnings decline leading to fall in
market value of its shares.

4. Shortage of Capital

Paucity of capital is the result of faulty financial
planning. If compels the company to borrow
capital at very high rates of interest. A large
chunk of profits is given away to the creditors
as interest leaving little to be distributed to
the shareholders as dividends. As the rate of
dividend falls the market value of shares also
fall showing over-capitalization.

5. Borrowing at Higher Interest Rates

To meet its emergent needs if a company
borrows a large amount of capital at a rate of
interest higher than the rate of its earnings it
will be over-capitalized. As a major part of its
earnings will be taken away by the creditors
as interest, the rate of dividend will fall, and
the market price of shares would decline.
Thus, lower market price of shares than the
book value makes the company over-
capitalized.
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Q8. Explain the effects of Over Capitali-
zation.

Ans :
Over capitalization influences the functioning

of a company, its shareholders as well as the society
in which the business is operating. The following
aspects enable us to understand the evil effects of
over capitalization.

(i) Effects of Over Capitalization on
Company

Over capitalization leads to,

(a) Loss of goodwill

(b) The reduction in the efficiency of the firm

(c) The generation of inflated profits

(d) Liquidation of the company’s assets

(e) The emergence of difficulties in procuring
capital

(f) The loss of market share

(g) The decline in the credit worthiness.

(ii) Effects of Over Capitalization on
Shareholders

Over capitalization brings,

(a) Reduction in dividends

(b) Decline in the value of shares

(c) Losses on speculation and

(d) Inappropriate results of re-organization due
to the reduction in the face value of shares.

(iii) Effects of Over Capitalization on Society

Over capitalization results into,

(a) The loss of potential consumers due to the
production of poor quality products at high
cost.

(b) The decline/reduction in the earnings of the
workers.

(c) The sub-optimal utilization of resources.

(d) Economic recession due to increased losses,
production of poor quality products,
retrenchment or under employment.

(e) Gambling in shares.

Q9. Define under capitalization. What are
the causes and effects of under
capitalization?

Ans :
Definitions
(i) According to Gerstenberg “A company

may be under capitalized when the rate of
profits it is making on the total capital is
exceptionally high in relation to the return
enjoyed by similarly situated companies in the
same industry or when it has too little capital
with which to conduct its business”.

(ii) In otherwords under capitalization is the
reciprocal of over capitalization and exists
when the actual capitalization of the firm is
less than its proper capitalization (which was
assured by its earnings capacity.

Causes
Under capitalization is witnessed due to the

following reasons,
1. Under Estimation of Capital Require-

ments
Due to under estimation of the future capital
requirements the firm has to face problem of
non-availability of adequate capital for later
stages. Then, it has to arrange cheaper debt
at low rate of interest causing the EPS to
increase. Such situation leads to under
capitalization.

2. Under Estimation of Future Earnings
While developing the financial plan, if the
future earnings of the firm are under
estimated and if the actual earnings are more
than the estimated figure then the firm tends
to face the situation of under capitalization.

3. Promotion during Depression
The firms which are promoted during the
period of depression have to experience
under capitalization. This is because of the
fact that the emergence of inflation causes
the earnings to suddenly increase.

4. Conservative Dividend Policy
When the management of a firm makes use
of conservative dividend policy under
capitalization is observed. According to this
policy, only a considerable portion of profits
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need to be distributed as dividends. Whereas,
the major proportion of profits has to be
reinvested into the business causing the
scarcity of funds during certain operations of
a firm.

5. Highly Efficient Management

The firms that are characterized by the
presence of efficient management generates
high rate of returns on their investment when
compared to other companies of the same
industry leading to the emergence of under
capitalization.

6. Trading through Equity Shares

Usually, it has been observed that, the
promoters tries to get hold over their
companies and raises lower share capital than
required for the formation of business capital.
However, when the funds are required, it will
be raised by trading through equities which
have lower rate of interest than earnings
causing the situation of under capitalization.

Effects

Under capitalization also effects the company,
its shareholders and the society at large. The
disadvantages of under capitalization can be studied
as follows,

1. Enforces the management to expand and to
change the market price of its shares.

2. In such situation, the earnings per share and
dividend per share increases causing the
marketability of shares to rise.

3. When the employees feel that the firms is
earning high profits, then they will demand
for higher wages and a conflict between the
employers and workers affects both their
efficiency and effectiveness.

4. Due to the generation of huge profits,
government imposes high rates which acts as
a financial burden for the companies.

5. As firms are receiving high earnings, it would
attract the competitors to enter into the cut
throat competition thus reducing the market
shares of a firm.

6. As a result of over trading, firms did excessive
business than the allowed limit causing the
emergence of under capitalization.

7. Due to over trading of share, firms may not
be in a position to pay off their debts to the
creditors, which if affects the creditworthiness
of the firm.

8. Sometimes under capitalization results in over
capitalization due to the generation of
excessive profits, retained earnings and long
term debt financing.

3.4 LEVERAGES

Q10. What is meant by Leverage ? Explain
different types of Leverages?

Ans : (Feb.-17, Inp.)

Meaning

Leverage is the capability of a firm to make
use of fixed cost assets or funds in order to increase
the returns to the equity shareholders.

According to James Home, leverage is defined
as “The employment of an asset or sources of funds
for which the firm has to pay a fixed cost or fixed
return”.

There exists a direct relationship between
degree of leverage, risk and return to the
shareholders. Leverage can be classified into,
operating and financial leverage.

Income Statement Format

 

 

 

 

 

Sales xxx
var iable xx

Operating
     Cost xxx

leverage
Fixed cost xx

EBIT xxx
Interest  xx

EBT / PBT   xxx
Taxes  xx

Financial
      EAT / PAT   xxx

leverage
Dividend  xx

Retained   xxx

earnings

Total 
leverage
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Types

There are basically three types of Leverage:

1. Operating Leverage OL (Equity)

2. Financial Leverage FL (Debt/Loan)

3. Combined Leverage CL ( Operating and
financial)

1) Operating Leverage

Operating leverage results from the presence
of fixed costs that help in magnifying net
operating income fluctuations flowing from
small variations in revenue. The fixed cost is
treated as fulcrum of a leverage. The changes
in sales are related to changes in revenue.
The fixed cost so do not change in sales. Any
increase in sales, fixed costs remaining the
same, will magnify the operating revenue.

2) Financial Leverage

Financial leverage (FL) takes the form of a
loan or other borrowings (debt), the proceeds
of which are reinvested with the intent to earn
a greater rate of return than the cost of
interest. If the firm’s rate of return on assets
(ROA) is higher than the rate of interest on
the loan, then its return on equity (ROE) will
be higher than if it did not borrow.

On the other hand, if the firm’s ROA is lower
than the interest rate, then its ROE will be
lower than if it did not borrow. Leverage
allows greater potential returns to the investor
than otherwise would have been available.
The potential for loss is also greater, because
if the investment becomes worthless, the loan
principal and all accrued interest on the loan
still need to be repaid.

3) Combined Leverage

The Degree of Combined Leverage (DCL) is
the leverage ratio that sums up the combined
effect of the Degree of Operating Leverage
(DOL) and the Degree of Financial Leverage
(DFL) has on the Earning per share or EPS
given a particular change in shares. This ratio
helps in ascertaining the best possible financial
and operational leverage that is to be used in
any firm or business.

Q11. Explain the relationship between
leverage and the cost of capital.

Ans : (Dec.-19, Imp.)

 Debt and equity are the two major sources
through which business organizations,
especially corporations, raise funds required
to meet their operational needs.

 A proper balance is necessary between debt
and equity to ensure a trade-off between risk
and return to the shareholders.

 A capital structure with reasonable
proportions of debt and equity capital, which
can maximize the shareholder’s wealth to a
limit possible and simultaneously can minimize
the firm’s cost of capital as a whole, is called
optimal capital structure.

 The firms have to pay a fixed charge at every
period irrespective to the firm’s earnings.
Equity provides ownership of the corporation
to investors.

 Being owners, shareholders do have voting
right and participate in company’s
management and control the company
affairs.

 However, shareholders can not claim for
dividend for any period until and unless it is
decided and declared by the management.

 The cost of capital is concerned with what a
firm has to pay for the capital – that is, the
debt, preferred stock, retained earnings, and
common stock – it uses to finance new
investments.

 It can also be thought of as the return
required by investors in the firm’s securities.

 It can also be thought of as the minimum rate
of return required on new investments
undertaken by the firm.

 As such, the firm’s cost of capital is determined
in the capital markets and is closely related to
the degree of risk associated with new
investments, existing assets, and the firm’s
capital structure.
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 In general, the greater the risk of a firm as
perceived by investors, the greater the return
investors will require and the greater will be
the cost of capital

 Traditional approach and MM approach
contradict on the relationship of leverage a
However, the cost of capital would increase
after a reasonable level of debt.

 On the other hand, MM concluded no
relationship between leverage and cost of
capital. In their approach, the capital structure
decisions are irrelevant cost of capital.

 Traditionalists assume a negative relationship
between these variables

3.4.1 Financial Leverage

Q12. Why must the financial manager keep
in mind the degree of financial leverage
in evaluating various financial plans?
When does financial leverage become
favourable and unfavourable ?

(OR)

Define financial leverage.

Ans : (Aug.-17, Imp.)

Financial leverage is concerned with financing
activities of a firm. According to Gitman, it is defined
as the “ability of a firm to use fixed financial charges
to magnify the effects of changes in EBIT on the
earnings per share”. It results from the use of fixed
cost financing and also specify the extent to which
the Earnings Per Share (EPS) will be affected with
the change in Earning Before Interest and Tax
(EBIT).

Favourable of Financial Leverage

The impact of financial leverage can be
favourable or unfavourable. When firm yields more
profits on the assets acquired with the funds than
the fixed cost of their use. Then it is a favourable or
positive leverage and when firm does not earn profits
even equal to the cost of funds then it is called as
unfavourable or negative leverage.

The degree of financial leverage evaluates the
effect of change in operating income (EBIT) on
change in earning capital or on equity share. Degree
of financial leverage is calculated as,

DFL = 
Percentagechange inEPS
Percentagechange in EBIT

Alternatively, it can be calculated as,

DFL = 
EBIT

EBT(EBIT I)

Financial leverage is used to plan the
proportion of debt and equity in order to increase
earning per share. Some of the importance of
financial leverage are explained below.
1. Designing of Capital Structure

The capital structure involves raising of long-
term funds, which can be raised from
shareholders and long-term creditors. The
financial manager is responsible to ascertain
the proportion of fixed cost funds and equity
share capital. The consequences of borrowing
on cost of capital and financial risk involved
must be considered before finalizing a capital
structure.

2. Profit Planning
The degree of financial leverage have an
impact on earning per share. With the
increase in profitability of the firm, the
availability of profits for equity stockholders
increase with the help of fixed cost funds.
Hence, financial leverage is an important
element in profit planning.

Drawbacks
Following are some of the limitations of

financial leverage,
1. Double-edged Weapon

Financial leverage is similar to a double-edged
weapon. In order to employ it effectively to
increase the earnings of the shareholders, the
rate of earnings of the firm must be more
than fixed rate of interest or dividend on
debentures. Financial leverage have a
negative impact when its profits is not equal
to the cost of interest bearing securities.

2. Useful to Companies with Stable Earnings
Financial leverage is useful only to those
companies which have constant and regular
earnings. In order to pay interest on
debentures, company must have regular
income.
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3. Increases Risk and Rate of Interest

Financial leverage leads to increase in risk and
rate of interest which are the results of extra
debt.

4. Hindrances from Financial Institutions

The companies which are utilizing excess of
financial leverage are restricted by financial
institutions, due to risk factor and in order to
maintain balance in capital structure of the
company.

3.4.2 Operating Leverage

Q13. What is operating leverage ? How does
it help in magnifying revenue of concern?

Ans : (Aug.-17, Imp.)

Meaning

The operating leverage is defined as the
capability of firm to use fixed operating costs to
increase the effect of changes in sales on its earnings
before interest and taxes When fixed operating costs
exist in a firm then it lead operating leverage.

Operating leverage evaluates the effect of
change in sales quantity and operating capacity on
earning bet re interest and taxes. The Degree of
Operating Leverage (DOL) computes operating
leverage.

DOL at Q units of output,

= 
Percentage change in PBIT

Percentagechange inoutput(Q)

If there is any change in level of output then
the, degree of operating leverage will also change.

The degree of operating leverage can be
calculated alternatively with the help of following
formula,

       DOLQ =
Q(P V)

Q(P V) F


 
 = 

Contribution
PBIT

Where,

    Q  =  Output

     P  =  Profit

     V =  Variable cost

     F  =  Fixed cost

Example

The calculation of DOL is explained in
following example,

Information of Thomson Ltd.

Profit = Rs. 25,000

Variable cost = Rs. 20,000

Fixed cost = Rs. 1,00,000

The DOL computed for 8,000 and 10,000
units.

Sol. :
For 8,000 units,

  DOL = 
Q(P V)

Q(P V) F


 

= 
8000(25,000 20,000)

8000(25000 20000) 1,00,00,000


 

= 
4,00,00,000
3,00,00,000 = 1.33

For 10,000 units,

= 
10,000(25000 20,000)

10,000(25,000 20,000) 1,00,00,000


 

= 5,00,000
4,00,000

 = 1.25

DOL and Production Planning

In production planning, DOL is an essential
component which must be considered. Firm can
use labour saving machinery in order to change its
cost structure. It helps in reducing variable labour
costs, but increases fixed operating costs. When there
is an increase in operating costs and decrease in
variable costs, it normally increases the DOL.

A simplified formula for DOL is obtained from
the following,

     
PBIT / PBIT [Q(P V) F] / Q(P V) F

Q / Q Q / Q
     


 
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3.4.3 Composite Leverage

Q14. Define Composite (or) combined Leverage.

Ans :
Meaning

Operating leverage measure percentage change in operating profit due to percentage change in
sales. It explains the degree of operating risk. Financial leverage measures percentage change in taxable
profit (or EPS) on account of percentage change in operating profit (i.e., EBIT).

Thus, it explains the degree of financial risk. Both these leverages are closely concerned with the
firm’s capacity to’ meet its fixed costs (both operating and financial). In case both the leverages-are combined,
the result obtained will disclose the effect of change in sales over change in taxable profit (or EPS).

Composite leverage, thus, expresses the relationship between revenue on account of sales (i.e.,
contribution or sales less variable cost) and the taxable income. It helps in finding out the resulting
percentage change in taxable income on account of percentage change in sales. This can be computed
as follows:

Composite Leverage = Operating Leverage × Financial Leverage

= 
C

OP
 × 

OP
PBT

 = 
C

PBT

where,

C = Contribution (i.e., Sales – Variable cost),

OP = Operating Profit or Earning Before Interest & Tax (EBIT),

PBT = Profit before Tax but After Interest.

PROBLEMS

1. A Company has sales of Rs. 5,00,000, variable costs of Rs. 3,00,000, fixed costs of Rs.
1,00,000 and long-term loans of Rs. 4,00,000 at 10% rate of interest. Calculate the
combined leverage.

Sol :

i) Operating Leverage  =
Contribution

Earning before interest and tax
 = 

Sales Variable Cost
EBIT



   = 
5,00,000 3,00,000

1,00,000


 = 
Rs. 2,00,000

2
Rs. 1,00,000



ii) Financial Leverage   = 
Sales Variable Cost Fixed Cost

Sales Variable cost - Fixed cost - Interest
 



   = 
Rs. 5,00,000 Rs. 3,00,000 Rs.1,00,000

Rs. 5,00,000 Rs. 3,00,000 Rs.1,00,000 Rs. 40,000
 

  
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= 
Rs.1,00,000 5
Rs. 60,000 3



iii) Combined Leverage = Operating Leverage    Financial Leverage

= 
2 5 10
1 3 3
 

2. Calculate the operating leverage ratio for each of the four firms.

   Particulars A B C D

Sales price per unit Rs. 20 Rs. 32 Rs. 50 Rs. 70

Variable cost per unit Rs. 6 Rs. 16 Rs. 20 Rs. 50

Fixed operating cost Rs. 80,000 Rs. 40,000 Rs. 200,000 –

For the purpose of perfect calculation use a base level of 5,000 units in each case.

Sol :

Calculation of Contribution and Earnings before

Interest and tax [EBIT]

  Particulars A B C D

Sales Rs.1,00,000 Rs.1,60,000 Rs.2,50,000 Rs.3,50,000

(Selling price × units)

Less :  Variable cost Rs.30,000 Rs.80,000 Rs.1,00,000 Rs.2,50,000

(Variable cost per unit × units)

Contribution (S-V) Rs.70,000 Rs.80,000 Rs.1,50,000 Rs.1,00,000

Less :  Fixed cost Rs.80,000 Rs.40,000 Rs.2,00,000 –

EBIT Rs.–10,000 Rs.40,000 Rs.– 50,000 Rs.1,00,000

Calculation of Operating leverage

Operating leverage = 
Contribution

EBIT

   A =
70,000 7

( )10,000
 



   B =
80,000 2
40,000


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   C =
150,000 3

50,000
 



   D =
100,000 1
100,000



3. From the following selected operating data determine the Break-even sales and operating
leverage.

Particulars Company A Company B

Sales Rs. 25,00,000 Rs. 30,00,000

Fixed cost Rs. 7,50,000 Rs. 15,00,000

variable expenses as a percentage of sales for company A = 50% and company
B = 25%.

Sol :
Calculation of contribution and EBIT

         Particulars Company - A Company - B

Sales Rs. 25,00,000 Rs. 30,00,000

Less : Variable cost (50% and Rs. 12,50,000 Rs. 7,50,000

25% of sales)

Contribution (S – V) Rs. 12,50,000 Rs. 22,50,000

Less : Fixed cost Rs. 7,50,000 Rs. 15,00,000

EBIT [Earnings before interest & tax] Rs. 5,00,000 Rs. 7,50,000

Calculation of Operating Leverage (OL)

      Operating Leverage =  
Contribution

EBIT

Company A =  
12,50,000 2.5
5,00,000



Company B =  
22,50,000 3
7,50,000



Calculation of Break-even point (BEP)

BEP =
Fixed cost × sales

sales - variable cost

Company  A =
.7,50,000 .25,00,000

.25,00,000 .12,50,000



Rs Rs
Rs Rs
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=
.7,50,000 .25,00,000 .15,00,000

.12,50,000



Rs Rs Rs

Rs

Company  B =
.15,00,000 ,30,00,000
.30,00,000 .750,000




Rs Rs
Rs Rs

=
.15,00,000 30,00,000 .20,00,000.

.22,50,000
Rs Rs

Rs




4. Calculate the Degree of operating leverage.

Particulars 1987 1988

   Sales Rs. 200,000 Rs. 250,000

   EBIT Rs. 60,000 Rs. 75,000

Sol :
Calculation of Degree of operation leverage [DOL]

   DOL = 
Percentage change in EBIT
Percentage change in sales

   DOL = 
0.25 25%1   (or)   1
0.25 25%

 

Working Notes :

(1) Percentage change in EBIT =
Difference in EBIT

Base year EBIT = 
.15,000 100 25%
.60,000

Rs
Rs

 

(2) Percentage change in sales = 
Differences in sales

Base year sales

  = 
.50,000 100
.200,000

Rs
Rs

  = 25%.

5. Calculate Degree of operating leverage.

Particulars At 5,000 units At 6,000 units

Sales Rs. 100,000 Rs. 1,20,000

EBIT Rs. – 10,000 Rs. 4000

Sol :
Calculation of Degree of Operating leverage.

DOL = 
Percentage change in EBIT
Percentage change in sales
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DOL = 
140%
20%


        DOL = – 7.

Note :

1) Percentage change in EBIT =
Differences in EBIT

Base year EBIT

                                          =  
Rs.14,000 100

Rs. 10,000


  = – 140%

2) Percentage change in sales= 
Differences in sales 100

Base year sales
  = 

. 20,000 100
.100,000

Rs
Rs

  = 20%.

6. The total sales of a company are ̀  7,00,000. Unit selling  price is ̀  10 and  variable cost
per unit is  ̀  7. Total fixed costs amount  to ̀  1,70,000. The company finances its assets
to an extend of 50% by debt, and the interest on the debt amounts to ` 20,000. The
applicable tax rate for the company is 35%.

Calculate the financial, operating and combined leverage of the company.

Sol : (Sept.-16)

Calculation of Operating Leverage

Particulars `

Sales level (Working notes)

Sales 7,00,000

Less : Variable cost(70,000 ×7) 4,90,000

Contribution 2,10,000

Less : Fixed cost 1,70,000

Operating Profit (EBIT) 40,000

Operating Leverage = 
Contribution

EBIT
2,10,000
40,000

=5.25

Calculation of Financial Leverage

Particulars `

EBIT 40,000

Less : Interest on debt 20,000

Profit before tax (PBT) 20,000

Financial Leverage = 
EBIT
PBT

40,000
20,000 = 2
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Calculation of Combined Leverage

 Combined Leverage = Operating Leverage × Financial Leverage

   = 5.25 × 2

   = 10.50

Working Notes

Total selling unit = 
7,00,000

10

        = 70,000 units

7. The sales of Hasini Ltd. are 20,000 units at the rate of ̀  20 each. The variable cost per
unit is ` 8 per unit. The fixed expenses are ` 50,000. The company employs 10%
debentures of ` 5,00,000 in its capital structure. You are required to calculate

(a) Degree of operating leverage

(b) Degree of Financial leverage

(c) Degree of combined leverage.

Sol : (May-19)

(a) Calculation of degree of operating leverage

Particulars Amount

Sales (20,000×20) 4,00,000

(–) Variable cost (20,000×8) 1,60,000

Contribution 2,40,000

(–) Fixed cost 50,000

Operating profit (EBIT) 1,90,000

Operating leverage = 
Contribution

EBIT

= 
2,40,000
1,90,000

= 1.26

(b) Calculation of degree of financial leverage

Particulars Amount

EBIT 1,90,000

(–) Interest on debt (5,00,000×10%) 50,000

Profit before tax(PBT) 1,40,000
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Financial leverage = 
EBIT
PBT

= 
1,920,000
1,40,000 = 1.36

(c) Calculation of combined leverage

Combined leverage = operating leverage × financial leverage

 = 1.26 × 1.36

 = 1.7136

8. The following information for Konark enterprises :

Rs. in lakh

EBIT 1,120

PBT 320

Fixed cost 700

Calculate percentage change in earnings per share if sales are increased by 5

percent.

Sol : (Nov.-20)

Combined leverage = 
Contribution

Profit Before Tax(PBT)

Contribution = EBIT + fixed cost
 = 11,20,000 + 7,00,000
  = 18,20,000

Profit Before Tax(PBT) = 3,20,000

Combined leverage = 
18,20,000
3,20,000

  = 5.6875

Thus, if sales are expected to increase by 5% then EPS will increase by 28.4375(5.6875×5%)

3.5 EBIT-EPS ANALYSIS

Q15. What is EBIT-EPS Analysis ?
(OR)

Derive the relationship between EBIT-EPS Analysis.

Ans : (Aug.-17, Imp.)

EBIT-EPS Analysis

Whenever, the company makes use of debt even though EBIT remain constant, EPS changes. It
can be understood through EBIT -EPS analysis. But at certain levels of EBIT, the use of debt do not show
any impact on EPS, at this point the EPS remains same whether the company makes use of debt or not.
The point is known as “indifference point.”
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Relationship between EBIT-EPS Analysis

The Concept of Earning Before Interest and Tax (EBIT) and Earning Per Share (EPS) are closely
related with each other. These two concepts are very essential and helpful in designing capital structure of
an organization, because analyzing the effect on EPS due to the changes made in EBIT is the first thing
which needs to be understand in deciding the appropriate capital structure i.e., which type of financing is
advantageous like debt financing or equity financing etc. The relationship between EBIT and EPS of an
organization can be expressed as,

  EBIT i i T P
EPS

n

  


Where,

EPS= Earning Per Share

EBIT = Earning Before Interest and Tax

i = Interest Rate

T = Tax Rate

P = Preference Dividend

n = Number of shares of common stock outstanding.

3.5.1 Indifference Point/Break Even Analysis of Financial Leverage

Q16. Explain in detail Indifference Point/Break Even Analysis of Financial Leverage.

(OR)

What is the indifference point in the EBIT-EPS analysis ? How would you compare it ?

Ans : (Dec.-19, Feb.-12, Imp.)

Indifference point indicates the level of EBIT at which the EPS is same for two different financial
plans. The indifference point is defined as the level of EBIT above which benefits of financial leverage
starts functioning with respect to Earnings Per Share (EPS).

The indifference point between two alternative methods of financing is calculated by two methods.
They are :

1. Algebraic approach

2. Graphic approach

1. Algebraic approach

This is a thematic approach in which the indifference point can be computed with the help of
follow :

In Case of New Company

(i) Equity shares Vs Debentures

1

X(1 t)
N


 = 
2

(X 1)(1 t)
N

 
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(ii) (a) Equity shares Vs preferences shares,

1

X(1 t)
N


 = 
3

X(1 t) P
N
 

(b) Equity shares Vs Preference shares with tax on preference dividend.

1

X(1 t)
N


 = 
1

3

X(1 t) P(1 D )
N

  

(iii) Equity shares Vs preference shares and debentures

1

X(1 t)
N


 = 
4

(X 1)(1 t) P
N

  

In Case of Existing Company

1

1

(X I )(1 t)
N

 
 = 

1 2

2

(X I I )(1 t)
N

  

Where,

    X = EBIT at the indifference point.

   N1 = Number of equity shares outstanding, if only equity shares are issued.

   N2 = Number of equity shares outstanding, if both debentures and equity shares are issued.

   N3 = Number of equity shares outstandingly, if both preference and equity shares are issued.

   N4 = Number of equity shares outstanding, if both preference shares and debentures are issued.

     I = The amount of interest on debentures.

     P = Dividend on preference shares.

     t = Income-tax rate.

   Dt = Tax on preference dividend.

    I1 = Interest paid on existing debt.

    I2 = Interest paid on additional debt.

2. Graphic Approach

The indifference point can be ascertain with the help of graphic approach. EBIT is taken on X-axis,
whereas EPS is taken on Y-axis. The point of intersection of lines is the indifference point. It can be
graphically obtained by plotting the relationship between EBIT and EPS under the two alternatives
and noting the point of intersection i.e., indifference point.
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the market price for two different plans as same and the indifference point is calculated as,

P / E1 
1

X(1 t)
N

 
 
 

 = P / E2 
p

2

(X 1)(1 t) D

N

   
 
 

Where,

P / E1 = P/E ratio of unlevered plan

P / E2 = P/E ratio of levered plan.

PROBLEMS

9. A ltd. who has an EBIT of Rs. 1,60,000/- capital structure consist of 10% debentures of
Rs. 5,00,000/-, equity shares of 4,00,000/- (Rs. 100 each), 12% preference shares of Rs.
1,00,000/-. The tax rate is 55% calculate  (i) EPS,  (ii) DFL,  (iii) % change in EPS
associate with 30% increase & 30% decrease in EBIT ?

Sol. :
Particulars Amount

EBIT 1,60,000

(–) Interest

(5,00,000 × 10%) 50,000

EBT 1,10,000

(–) Tax @ 55% 60,500

EAT / PAT 49,500

(–) Preference Dividend

(1,00,000 × 12%) 12,000

EAES 37,500

(Earnings Available to Equity Shareholders) 37,500
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No. of Equity Shares  =  
4,00,000

100

     =  4000  shares

(i) EPS = 
EAES

No. of eq. shares  = 
37,500
4000

  =  9.375

(ii) DFL = 
EBIT
EBT

 = 
1,60,000
1,10,000  = 1.45%

(iii) Statement showing % change in EPS

Particulars 30%   in EBIT 30%   in EBIT

EBIT 2,08,000  (1,60,000 + 30%) 1,12,000 (1,60,000–48,000)
              = (1,60,000 + 48,000)

(–) Interest @ 10%    50,000 50,000
EBT 1,58,000 62,000
(–) Tax @ 55%    86,900 34,100
EAT    71,100 27,900
(–) Preference Dividend    12,000 12,000
EAES    59,100 15,900

(i) EPS = 
EAES

No. of Equity Shares  = 
59,100
4,000  = 14.775

(ii) EPS = 
EAES

No. of Equity Shares  = 
15,900
4,000  = 3.975

EPS
 % change in EPS =  

EPS


Actual EPS   in 30% EPS   in 30% EPS

 EPS = 9.375 EPS = 14.775  EPS = 3.975

% Change in EPS
EPS

EPS


 = 
14.775 9.375

9.375


= 
3.975 9.375

9.375


 0.576 = 0.576

10. XYZ Co. is having an EBIT of Rs. 2,00,000/-. The capital structure consist of 10%
debentures of Rs. 5,00,000/-, equity shares of Rs. 2,00,000/- (50 Rs. each), 10% pref.
shares of Rs. 1,00,000/-, tax rate is 50%. Calculate (i) EPS,  (ii) DFL,  (iii) % change in
EPS associated with 15%   and 15%   in EBIT..
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Sol. :
Calculation of Number of Equity Shares

2,00,000
50

= 4,000 shares

Particular Amount

EBIT 2,00,000

(–) Interest @ 10% 50,000

EBT 1,50,000

(–) Tax @ 50% 75,000

EAT 75,000

(–) Preferece Dividend @ 10% 10,000

EAES 65,000

i) EPS = 
EAES

No. of equity shares = 
65,000
4,000 = 16.25.

ii) DFL = 
EBIT
EBT

= 
2,00,000
1,50,000  = 1.33%

iii) % Change in EPS

      Particulars 15%  15% 
EBIT 2,30,000  (2,00,000 + 30,000) 1,70,000
(–) Interest @ 10%    50,000    50,000
EBIT 1,80,000 1,20,000
(–) Tax @ 50%    90,000    60,000
EAT    90,000    60,000

(–) Preference dividend @ 10%    10,000    10,000

EAES    80,000    50,000

  EPS = 
EAES

No. of shares (eq.)

= 
80,000
4,000  = 20

  EPS = 
EAES

No. of shares (eq.)
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= 
50,000
4,000  = 12.5

EPS
 % change in EPS =  

EPS


=    in 15% =  
20 16.25

16.25


 =  0.23

=    in 15% =  
12.5 16.25

16.25


 =  – 0.230

11. International Ltd., has a capital structure (all equity) comparisons Rs. 5,00,000 each
share of Rs. 10. The firm wants to raise an additional Rs. 2,50,000 for expansion
programme. The firm has four alternative financial plans I, II, III and IV. If the firm is
able to earn an operating profit at Rs. 80,000 after additional investment and 50 per
cent tax rate. Calculate EPS for all four alternatives and select the preferable financial
plan. Financial plans

I. Raise the entire amount by issue of new equity capital.

II. Raise 50 per cent as equity capital and 50 per cent as 10 per cent debt capital.

III. Raise the entire amount as 12 per cent debentures.

IV. Raise 50 per cent equity capital and 50 per cent preference share capital at 10
percent.

Sol :
Calculation of EPS under four Financial Plans

                                                        Financial Plan

        Particulars I II III IV

Rs. Rs. Rs. Rs.

EBIT 80,000 80,000 80,000 80,000

Less: Interest ----- 12,500 30,000 ----

EBT 80,000 67,500 50,000 80,000

Less: Tax 50% 40,000  33,750 25,000 40,000

EAT 40,000 33,750 25,000 40,000

Less: Preference dividend ----- ----- ----- 12,500

Earnings available to shareholders 40,000 33,750 25,000 27,500

No. of shares (equity) outstanding 75,000 62,500 50,000 62,500

EPS (Rs.) 0.53 0.54 0.50 0.44

Financial Plan II is preferable since EPS in that plan is high when compared to other.
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12. Techno Manpower Ltd. expecting EBIT of Rs. 5,00,000 per annum on investment of
Rs.10,00,000. Company is in need of Rs.8,00,000 for its expansion activities. Company
can raise this amount by either equity shares capital or 12% preference share capital
or 10% debentures. The company is considering the following financing patterns. :

(a) 10,00,000 through issues of Equity Shares at par;

(b) 5,00,000 by issue of Equity Share Capital and remaining 5,00,000 by issue of
debentures;

(c) 5,00,000 through Equity Shares and 2,50,000 through 12% Preference Share Capital
and remaining  2,50,000 through 10% debentures.

(d) 5,00,000 through debt and 2,50,000 through Equity Shares and remaining 2,50,000
through 12% preference Share Capital.

Find out the best financing mix assuming 50% tax rate.

Sol : (July-18)

Calculation of EPS

Particular Plan I Plan II Plan III Plan IV
equity 50% E + 50%D 50% E+ 25%D + 25% 50% D+ 25%E + 25% PS

E B I T 5,00,000 5,00,000 5,00,000 5,.00,000
(–) Interest NIL 50,000 25,000 50,000
Profit before tax 5,00,000 4,50,000 4,75,000 4,50,000
(–) Income tax @ 50% 2,50,000 2,25,000 2,37,500 2,25,000
PAT 2,50,000 2,25,000 2,37,500 2,25,000
(–) Preference dividend 60,000 30,000 30,000
Number of equity share 2,50,000 1,90,000 2,07,500 1,95,000
EPS – – – –

EPS can be calculated only when information on par value of share is given. In this problem. PAR
values has not been given information is insufficient.

13. The well-established company’s most recent balance sheet is as follows

           Liabilities Amount          Assets Amount

Equity Capital (Rs. 10 per sheet) Rs. 6,00,000 Net fixed assets Rs. 15,00,000

10% Loan-term debt Rs. 8,00,000 Current assets Rs.  5,00,000

Retained earnings Rs. 2,00,000

Current liabilities Rs. 4,00,000

Total Rs. 20,00,000 Total 20,00,000

The company’s total assets turnover ratio is 3, its fixed operating costs are Rs. 10,00,000 and
the variable costs ratio is 40 percent. The income tax rate is 35 percent.

(a) Calculate all the three types of leverages.

(b) Determine the likely level of EBIT if EPS is  (i) Rs. 1  (ii) Rs. 3  and  (iii) Zero
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Sol : (Dec.-19)

Income Statement

Particulars Amount

Sales 60,00,000

(–) Variable cost 24,00,000

Contribution 36,00,000

(–) Fixed cost 10,00,000

EBIT 26,00,000

(–) Interest 8,00,000

EBT 18,00,000

(–) Taxes 6,30,000

EAT 11,70,000

Working Notes

1. Gives assets turnover Ratio = 3

Total Asset turnover ratio = 
Net Sales

Total Assets

3 + 
Net Sales

Total Assets
 = Net sales = 3 × 20,00,000

Net sales = 60,00,000

2. Variable cost 40% of sales = 40% of 60,00,000

= 24,00,000

3. Interest = 10% of 8,00,000 (long term debt).

Interest = 80,000

4. Taxes = 35% of EBT = 35% of 18,00,000

= 6,30,000

(a) Calculation of Leverage

1. Operating Leverages = 
Contribution

EBIT
= 

36,00,000
26,00,000 = 1.3846

Operating leverage = 1.3846
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2. Financial leverage = 
EBIT
EBT

 = 
26,00,000
18,00,000  = 1.444.

3. Combined leverage = OL × FL = 1.3846 × 1.444

Combined leverage = 1.999

(b) EPS = 
(EBIT Interest) (1 t)

N
 

    N = 
Equity Capital
Share Pr ice

 = 
6,00,000

10
= 60,000 shares

(i) If EPs is ` 1/- then EBIT is

1 = 
[EBIT 8,00,000] 0.65

60,000


60,000 = (EBIT = 8,00,000) 0.65

60,000 = 0.65 = EBIT – 5,20,000

  60,000 + 5,20,000 = 0.65 EBIT

EBIT = 
5,80,000

0.65
= 8,92,308.

(ii) If EPS to ` 3/- there EBIT is

3 = 
(EBIT 8,00,000) (1 0.35)

60,000
 

1,80,000 = (EBIT – 8,00,000) 0.65

1,80,000 = 0.65 EBIT – 5,20,000

 1,80,000 + 5,20,000 = 0.65 EBIT

 
7,00,000

0.65

EBIT = 10,76,923

(iii) IF EPS is zero - Then EBIT is

0 = 
(EBIT 80,000) (1 0.35)

60,000
 

0 = 0.65 (EBIT – 8,00,000) 0.65

0 = 0.65 EBIT – 5,20,000

 0 + 5,20,000 = 0.65 EBIT

EBIT = 
5,00,000

0.65
 = 8,00,000
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14. A Steel Company has an EBIT of ` 1,50,000. Its Capital Structure is as follows :

 

Particulars

10% Bonds                      4,00,000

12% Preference Capital     2,00,000

Equity Capital (FV : 100) 4,00,000

`

`

Note : The Co. is in 35% Tax bracket.

Find : (a) The EPS of the firm

   (b) The %  change in EPS associated with 20% increase in EBIT.

Sol : (Aug.-17)

Computation of Earning Per Share [EPS]

Particulars Base 20% Increase

EBIT 1,50,000 1,80,000

[1,50,000 ×120%]

Less : Interest on Bonds @ 10% [4,00,000×10%] 40,000 40,000

EBT 1,10,000 1,40,000

Less : Tax @ 35% 38,500 49,000

Earnings after Interest and Tax 71,500 91,000

Less : Dividend on Preference Shares @ 12%[2,00,000×12%] 24,000 24,000

Earnings available for equity shareholder 47,500 67,000

Number of Equity Shares = 
4,00,000

100
4,000 4,000

(a) EPS = 
Earning for Equity Shareholders

Number of Equity Shares 11.875 16.75

47,500
4,000

 
  

67,000
4,000

 
  

(b) 20% increase in EBIT 
16.75 11.875

100
11.875
    

– 41.053%

 With increase of 20% in EBIT, there is 41.053% of increase in EPS.

15. The capital structure of the Progressive Corporation Ltd. consists of an ordinary share
capital of Rs. 10,00,000 (shares of Rs.100 per value) and Rs. 10,00,000 of 10%
debentures. The unit sales increased by  20 percent from 1,00,000 to 1,20,000 units,
the selling price is Rs. 10 per unit, variable costs amount to Rs. 6 per unit and fixed
expenses amount to Rs. 2,00,000. The income tax rate is assumed to be 35 percent.
Calculate EPS, degree of operating  and financial  leverage at 1,00,000 units and
1,20,000 units.
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Sol : (Nov.-21)

Particulars 1,00,000 units 1,20,000 units

Sales revenue 10,00,000 12,00,000

(–) Variable costs (6Rs.) 6,00,000 7,20,000

(–) Fixed costs 2,00,000 2,00,000

EBIT 2,00,000 2,80,000

(–) Interest 1,00,000 1,00,000

Earnings after Interest 1,00,000 1,80,000

(–) Taxes (35%) 35,000 63,000

EAT 65,000 1,17,000

No. of equity shares 10,000 10,000

EPS (EAT : No. of shares) 6.5 11.7

Degree of operating leverage = 
EBIT

Earnings after interest

(1,00,000 Units) = 
2,00,000

2.0
1,00,000



(at 1,20,000 units) = 
2,80,000

1.56
1,80,000



Degree of financial leverage =

(At 1,00,000 units) = 
4,00,000
2,00,000  = 2.0

(At 1,20,000 units) = 
4,80,000
2,80,000  = 1.71

3.6 CAPITAL STRUCTURE THEORIES

Q17. Explain different types of Capital Structure Theories.

Ans :

There are different views on how capital structure influences the value of the firm. Some argued
that other things being equal, increase in financial leverage (debt) increases the value of the firm [Relevant
Theory] few others opine that there is no relationship between capital structure and value of the firm
[Irrelevant theory] and some others believe that use of debt in capital structure has a positive effect on the
value of the firm upto a certain level and have negative effect thereafter (neutral theory).
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The total capital structure theories can be
categorized into two: Relevant and Irrelevant
theories.

The following are the main theories/
Approaches of capital structure:

1. Net income (theory) Approach (Relevant)

2. Net operating income Approach (Irrelevant)

3. Modigliani and Miller Approach (Irrelevant)

4. Traditional Approach (Neutral)

Q18. State the various Assumptions of Capital
Structure.

Ans :

To study the relationship between capital
structures (use of debt) and value of the firm, the
following assumptions are generally made :

(i) Firm uses only two sources of funds: perpetual
riskless debt and equity;

(ii) There are no corporate or income or
personal tax;

(iii) The dividend payout ratio is 100% [There
are no retained earnings];

(iv) The firm’s total assets are given and do not
change [Investment decision is assumed to
be constant],

(v) The firm’s total financing remains constant.
[Total capital is the same, but proportion of
debt and equity may be changed];

(vi) The firm’s operating profits (EBIT) are not
expected to grow;

(vii) The business risk remains constant and is
independent of capital structure and financial
risk;

(viii) All investors have the same subjective
probability distribution of the expected EBIT
for a given firm; and

(ix) The firm has perpetual life.

3.6.1 The Modigliani Miller Theory

Q19. Explain briefly about Modigliani-Miller
Approach.

(OR)

Explain Modigliani- Miller Approach to
the theory of capital structure.

Ans : (Nov.-21, Imp.)

Meaning
This approach was developed by Professor,

Franco Modigliani and Merton Miller. [MM,
hereafter) in their classic contribution on capital
structure, which has been called the most influential
finance article ever written, who later became Nobel
Laureates in economics.

MM Approach is identical to the NOI
approach. In other words, the total value of the
firm is independent of its capital structure. However,
there is a basic difference between NOI and MM
approach. The NOI approach is purely definitional,
which does not provide operational justification for
irrelevance of the capital structure in the valuation
of the firm. On the other hand, MM approach
supports the NOI approach in behavioural
justification for the independence of the cost of
capital and value of the firm at any level of degree
of leverage. MM argues that, in the absence of taxes,
firm’s total market value and overall cost of capital
remains constant to the change of debt capital
proportion in capital structure. This has been proved
by operational justification.
Assumptions

MM approach is based on the following
assumptions:
(a) Information is available at free of cost
(b) The same information is available for all

investors
(c) Securities are infinitely divisible
(d) Investors are free to buy or sell securities
(e) There is no transaction cost
(f) There are no bankruptcy costs
(g) Investors can borrow without restriction on

the same terms on which a firm can borrow
(h) Dividend payout ratio is 100 per cent
(i) EBIT is not affected by the use of debt
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Q20. State the principle Propositions of MM
Approach.

Ans : (March-16, Imp.)

Basic Propositions :

The propositions of MM approach are as
follows:

I. Based on the above listed assumptions,
MM’s first proposition is

The overall cost of capital (Ko) and the value
of the firm (V) are independent of capital
structure. In other words, Ko and V are
constant for any proportion of debt-equity
mix. The total value is given by capitalising
the expected net operating income by the
discount rate appropriate to its risk class.
Symbolically:

V = s + D = NOI    ko

II. The second proposition is

Cost of equity capital (ke) to capitalization rate
of the pure equity plus a premium for the
financial risk. Cost of equity (ke) capital
increases with use of more debt in capital
structure. The increase in ke offsets exactly
the use of a less expensive source of funds
represented by debt.

III. And the Third is

The cut-off rate for investment purposes is
completely independent of the way in which
an investment is financed.

We discuss here proposition I only, because
we need to see the relationship between
leverage and valuation.

Proposition I

According to this proposition the total value
of the firm must be constant for all degrees of
leverage [debt-equity mix]. As a result, the Ko and
market price of share is same, irrespective of what
debt-equity may be.

MM proved the proposition I based on
“arbitrage process”. The following discussion
explains the arbitrage process.

Arbitrage Process
 The term ‘arbitrage’ refers to an act of buying

an asset or security in one market at a lower
price and selling it in another market at a
higher price. As a result of such action [buying
and selling] equilibrium is restored in the
market price of an asset that is unequal in
the markets.

 The arbitrage process involves purchase of
assets or securities whose prices are lower
[undervalued securities] and sale of assets of
securities whose prices are high in market
where prices are out of equilibrium. Arbitrage
process is a balancing operation.

 MM explains the arbitrage mechanism, by
taking two firms which are exactly similar in
all respects except (leverage) in their capital
structures. One firm uses debt in its capital
structure [Levered firm ‘L’], while the other
does not [unlevered firm UL] or completely
financed by equity capital. Such homogenous
firms are perfect substitutes.

 The value of the firm differs just because of
leverage, but cannot be different (always)
because of arbitrage process.

 Investors of a firm whose share value is high
will sell their shares and buy shares of the
firm whose share value is low (under valued
share). Investors will be able to earn some
income at less investment and with the same
risk [perceived risk], this is because the
investors would borrow in the proportion of
degree of leverage in the present firm. The
use of debt in the arbitrage process by
investors is called as “personal or home-made
leverage”.

 Use of personal leverage is based on of
assumption that investors can borrow funds
without any restriction on the same terms on
which a firm can borrow. Investors will be
able to substitute, by borrowing (debt) funds
himself/herself.

 The arbitrage process comes to an end when
two identical firm’s share price is equal. But
practically the share prices of two identical
firm? never become equal, hence there is no
end for arbitrage process.
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Q21. Explain the Limitations of MM
Approach.

Ans :
Following are the Limitation of MM Approach

(i) Investor’s inability to borrow funds on
the same terms and conditions as
corporates can. General financial institutions
put additional terms and conditions for
sanctioning loan to an individual investor.
Hence, it may not be possible to raise funds
on same terms and conditions as firms can.

(ii) Personal leverage is not substitute for
corporate leverage

MM approach assumes that personal leverage
is a perfect substitute for corporate leverage.
The perceived risk exposure in corporate
leverage is less when compared to personal
home made leverage, because the liability of
investors is limited to the proportionate share
holdings in case the company is forced to
liquidate. On the other hand; the (risk) liability
is unlimited in personal leverage, and his/her
personal assets are liable to use for payment
of personally borrowed funds. With these
reasons personal leverage cannot be a
substitute for corporate leverage,
consequently the operation of arbitrage
process will not be able to prove MM
approach.

(iii) Existence of Transaction costs

The investor cannot buy and sell securities
free of cost. There exists transaction costs. The
effect of the existence of transaction costs,
makes investors to (receive) realize less
amount than the actual market value. It will
lead to invest a large amount in order to earn
same return.

(iv) Institutional Restrictions

Institutional restrictions do not allow the smooth
operation of arbitrage process. Generally,
institutional investors viz., insurance companies;
mutual funds, commercial banks, etc., are not
allowed to raise personal leverage. Hence, for
this type of institutional investors, it will not be
possible to switch from levered to unlevered
firm and vice-versa.

(v) Asymmetric Information

MM hypothesis assumes that the same
information is available for all investors, that is
not correct. But the manager of a firm knows
more about a firm’s operations and future
prospects than investors do. It is known as
asymmetric information. Generally, managers
take decisions with a goal of maximizing the
existing shareholders wealth, then asymmetric
information can affect the capital structure
decisions that the manager makes.

(vi) Existence of Corporate Tax

The approach assumes that there are no
corporate taxes. But there are corporate taxes,
if corporate tax is considered, MM approach
will fail to explain the relationship between
leverage and the total value of the firm. When
there is tax, interest charges are allowed to be
deducted before paying tax. It leads to the
borrowing cost becoming less when compared
to actual (contractual rate of interest).

As a result, the return to equity shareholders
of a levered firm is always higher than the
unlevered firm. Thus, the total market value
of a levered firm always exceeds the value of
the unlevered firm, which will show that MM
approach is a theoretical one and not a
practical one.

3.6.2 Net Income (NI)

Q22. Explain briefly about Net Income
Approach.

Ans : (Dec.-18, Imp.)

This approach has been developed by
Durand. It is a relevant theory. According to this
approach, capital structure decision is relevant to
the valuation of the firm. In other words, a change
in debt proportion in capital structure will lead to a
corresponding change in cost of capital (Ko) as well
as total value of the firm.

Assumptions

Net income approach is based on the
following assumptions :

i) There are no taxes;

ii) Cost of debt is less than the cost of equity;
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iii) Use of debt in capital structure does not change the risk perception of investors.

iv) Cost of debt and cost of equity remains constant;

NI approach argument based on the above three assumptions. Increase of debt (cheapest source
of long-term finance) in capital structure reduces cost of capital (Ko), due to, which there is 10 change in
the cost of equity [Risk perception of investors] leading to an increase in the total value of the firm.

When cost of debt (K) and cost of equity (K.) are constant, with the increased use of debt in he
capital structure it will magnify the equity shareholder’s earnings and thereby market value of he firm
and equity shares. Value of the firm based on NI approach is as follows:

E = NI   Ke

3.6.3 NOI Theory

Q23. What do you understand by Net Operating Income (NOI) Approach?

Ans : (Dec.-18, Sep.-15, Imp.)

This is another approach, which has been suggested by Durand. It is just-opposite to the net income
approach. According to this approach, the capital structure decisions of a firm are irrelevant. It says that
any change in debt proportion in capital structure (leverage) will not lead to any change in the value of
the capital (K0). They (V, K0 and share price) are independent of financial leverage.

Assumptions

NOI approach is based on the following assumptions:

(i) Overall Cost of Capital (Ko) remains unchanged for all degrees of leverage.

Fig. : Effect of leverage on ‘Ko’



MBA (JNTU-H) I YEAR  II SEMESTER

154
Rahul Publications

Rahul Publications

(ii) The market capitalizes the total value of the firm as a whole and no importance is given for split of
value of firm between debt and equity;

(iii) The market value of equity is residue [i.e., Total value of the firm minus market value of debt);

(iv) The use of debt funds increases the received risk of equity investors, thereby K. increases;

(v) The debt advantage is set off exactly by an increase in cost of equity;

(vi) Cost of debt (K.) remains constant;

(vii) There are no corporate taxes.

The total value of the firm according to NOI is calculated as follows :

V = EBIT   Ko.

One of the assumptions says that market value of equity is residual. Symbolically:

E = V – D

Optimum Capital Structure

According to NOI approach, there is no optimum capital structure because the total value of the
firm (V), market price of equity share and cost of capital (Ko) remains unaffected with the change in
financial leverage (change in debt proportion)

Q24. Compare and contrast NI approach and NOI approach.

Ans : (Nov.-22, Imp.)

S.No. Nature Net Income Approach Net Operating  Income Approach

1. Role of Capital There is relevance of capital There is no relevance of capital

Structure structure in value of firm. structure  in value of firm.

2. Degree of leverage Assumes change in the degree Assumes that degree  of leverage is

cost of capital of leverage will alter the WACC. irrelevant to cost of capital.

3. Assumptions  No taxes  Cot of  capital is always constant.

 Cost of Debt < Cost of Equity  Value of equity is residual

 Debt doesn’t change the  Increase  in debt increases the

perception of investors. expectations of shareholders.

3.6.4 Traditional Theory

Q25. Explain the concept of Traditional Theory.

Ans : (Dec.-18, Imp.)

 Traditional approach is the mid-way between the NI and NOI approaches. It is a compromise
between the two approaches. It is also known as “Intermediate Approach”.

 Traditional approach partly takes some features of NI approach and NOI approach.
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 Traditional approach is similar to NI approach in a way that cost of capital and value of the firm
which are dependent of capital structure (that is leverage) affects the cost of capital and value of the
firm. But it does not accept that the value of the firm will necessarily increase for all degrees of
leverage.

 Traditional approach supports the view of NOI approach, that beyond a certain degree of leverages
the overall cost of capital increases, leading to decrease in the total value of the firm.

 But it differs from NOI approaches in the sense that the overall cost of capital will not remain stable
for all degrees of leverages.

 Traditional approach views that judicious use of debt-equity mix helps to increase the firm’s total
value and reduce the overall cost of capital. The rational behind this view is that debt is relatively
cheaper [due to tax benefit] source of long-term fund when compared to raising funds by issue of
equity shares. In other words, the overall cost of capital (Ko) will decrease with the use of debt.

Main Propositions

The following three are the main propositions of traditional approach

1. The pre-tax cost of debt (Ki) remains more or less constant upto a certain degree of leverage and /
but rises thereafter at an increasing rate,

2. The cost of equity capital (Ke) remains more or less constant rises slightly upto a certain degree of
leverage and rises sharper thereafter, due to increased perceived risk,

3. The overall cost of capital (Ko), as a result of the behaviour of pre-tax cost of debt (Ki) and cost of
equity (Ke) behaves in the following manner:

(a) Decreases upto a certain point level of degree of leverage [stage I increasing firm value];

(b) Remains more or less unchanged for moderate increase in leverage thereafter [stage II optimum
value of firm], and

(c) Rises sharply beyond certain degree of leverage [stage III decline in firm value].

The above three propositions suggest that the cost of capital (Kq) is dependent on capital structure.
It declines with leverage [in stage I] upto a certain point, increases moderately with moderate increase in
leverage [stage II], and increases sharply beyond a safe point [stage III]. The relationship between leverage
and cost of capital (K ) is shown in figure below.

Degree of Leverage 
D
E

 
 
 

Fig. : Relationship between Leverage and Cost of Capital
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The above figure (Traditional Approach) suggests that there is a range of capital structure in which
the cost of capital (Ko) is the minimum and the value of the firm is maximum. There are many variations
of the traditional approach, but all the supporters of the traditional approach agree that the cost of capital
declines and value of firm increases with use of debt in capital structure.

Problems on Capital Structure Theories

16. The following information is available about  a company,
Particulars Amount
Net operating income ` 15 million
Tax rate 50%
Debt. capital ` 20 million
Interest rate on debt. 10%
Capitalization rate applicable to debt free 12%
firm in the risk class to which this company
belongs

What should be the value of the company according to Modigliani and Miller?

Sol :         (Mar.-16)

According to Modigliani and Miller,

Expected operating income
Value of the firm=

Discount rate/capitalization rate applicable  to the risk class to which the company belongs

Given,
Net operating income = 15 million
Capitalization rate applicable to the risk class to which the company belongs = 12%

  V = 
15

0.12

= ` 125 million.
17. ABC Pharma Ltd. has ` 50 crore of debt carrying an interest of 12 percent. Its EBIT is

` 15 crore. ABC Pharma Limited’s shareholders require a return of 20 percent.
What is the average cost capital of ABC Pharma Ltd., under the net income
approach?

Sol : (Sept.-15)

Particulars Amount
Net Income (EBIT) 15,00,00,000
Less : Interest on 12% debentures of ` 50 crores 6,00,00,000
Earnings available to equity shareholders 9,00,00,000
Market capitalization rate or cost or equity 20%

Market value of equity (S)=
100

9,00,000
20

  
 

 or
9,00,000

0.20
 
 
 

 
e

NI
S

K
 
  
 

45,00,00,000

Market value of debentures (D) 50,00,00,000
Value of the firm (S + D) 95,00,00,000
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Calculation of Operating Leverage

K
A

= K
d
 

D
D S
 
  

+ K
e
 

S
D S
 
  

= 0.12 
50,00,00,000 45,00,00,000

0.20
50,00,00,000 45,00,00,000 50,00,00,000 45,00,00,000
          

= 0.12
50,00,00,000 45,00,00,000

0.20
95,00,00,000 95,00,00,000
         

= 0.12 (0.526) + 0.20(0.474)

= 0.06312 + 0.0948

= 0.1579 or 15.79%

(OR)

   Average cost capital (k
A
) = 

EBIT
V

= 
15,00,00,000
95,00,00,000

= 0.1579

   (or)

  15.79%

 The average cost of capital (k
A
) is 15.79%

18. The EBIT of firm A is ` 2,25,000. Interest on debt in respect of firm A is ` 75,000
(@15% PA). EBIT of firm B is also ` 2,25,000. Equity Capitalization rate and tax rates
are 20% and 35% respectively, for both the firms. Which of the two firms has  optimal
capital structure under Net Operating Income approach?

Sol : (Sept.-16)

Calculating  Value of Unlevered Firm B

V
B

= 
e

EBIT
K (1 – t)

= 
 2,25,000 1 0.35

0.20



= 
 2,25,000 0.65

0.20

= ` 7,31,250
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Calculating Value of levered Firm A

V
A

=  V
B
 + t × Debt

= 7,31,250 + 0.35 ×5,00,000

= 7,31,250 + 1,75,000

= ` 9,06,250

Conclusion

 According to net operating approach, firm A has optimal capital structure as it is having higher total
value than the value of firm B.

Working Notes

Debt = 75,000 × 
100
15

 = ` 5,00,000

19. Compute the market value of the firm, value of shares and the average cost  of capital
from the following information:

Particulars Rs.

Net Operating Income 2,00,000

Total Investment 10,00,000

Equity Capitalization Rate:

i) If the firm uses no debt 10%

ii) If the firm uses Rs.4,00,000 debentures 11%

iii) If the firm uses Rs.6,00,000 debentures 13%

Assume that Rs.4,00,000 debentures can be raised at 5% rate of interest

whereas Rs.6,00,000 debentures can be raised at 6% rate of interest.

Sol : (May -2022)

Particulars No Debt Rs. 4,00,000@5% Rs. 6,00,000@7%

Net Operating income 2,00,000 2,00,000 2,00,000

Interest – 20,000 42,000

Earning available to shareholders 2,00,000 1,80,000 1,58,000

Equity Capitalization Rate 10% 11% 15%

Market values of Equity Shares 2,00,000 16,36,363 10,53,333

Market Values of Firm 20,00,000 20,36,363 16,53,333

Average Cost of Capital (Earning/Value of the Firm) 10% 0.82% 12.09%

From the solution above, we can conclude that the increase the debt portion, over a certain limit,
has increased the cost of capital eventually.
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Short Question and Answers

1. Define financial leverage.

Ans :
Financial leverage is concerned with financing

activities of a firm. According to Gitman, it is defined
as the “ability of a firm to use fixed financial charges
to magnify the effects of changes in EBIT on the
earnings per share”. It results from the use of fixed
cost financing and also specify the extent to which
the Earnings Per Share (EPS) will be affected with
the change in Earning Before Interest and Tax
(EBIT).

2. Define capital structure.

Ans :
Meaning

Capital structure in simple words refers to
debt equity ratio of a company. In other words it
refers to the proportion of debt in the investments
of the company. It is important for a company to
have an appropriate capital structure. Estimation
of capital requirements is necessary, but the
formation of capital structure is important.

Definition :

 According to Gerestenbeg, “Capital
structure of a company refers to the
composition or make-up of its capitalization
and it includes all long term capital resources
i.e., loans, reserves, shares and bonds.

3. What is optimal capital Structure ?

Ans :
Meaning

 An optimal or sound capital structure can be
properly defined as that combination of debt
and equity that attains, the stated managerial
goal in the most relevant manner-the
maximization of the firm’s market value.

 The optimal capital structure is also defined
as the combination of debt and equity that
minimizes the firms cost of capital.

 Hence the optimal capital structure is
concerned with the two important variables
at one time-the minimization of cost as well
as maximization of worth.

4. Define capitalization.

Ans :
Capitalization constitutes an important

element of financial plan. The term “capitalization”
emerges from the word ‘capital’ which is usually
employed for representing the total amount of
capital utilized in a business. Different scholars have
proposed various definitions for the term
‘capitalization’. Some of them includes,

1. According to Guthman and Dougall
“Capitalization is the sum of the par value of
stocks and bonds outstanding”.

2. According to Gerstenberg Capitalization
comprises of a company’s ownership capital
which includes capital stock and surplus in
whatever form it may appear and borrowed
capital which consists of bonds or similar
evidences of long-term debt.

3. According to Bonneville and Deway
Capitalization refers to the balance sheet
values of stocks and bonds outstanding.

4. Capitalization is defined as the sum total of
the par value of all shares.

5. Define over capitalization.

Ans :
Meaning

A company is overcapitalized when its
earnings are consistently insufficient to yield a fair
rate of return on the amount of capitalization of a
company and when it is not in a position to pay
interest on debentures and long-term borrowing,
while dividends on shares are not at fair rates, it is
said to be overcapitalized. This situation arises when
a company raises more capital than what is justified
by its actual earnings. Over capitalization does not
necessarily mean abundance or excess of capital.
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6. Define under capitalization.

Ans :
Definitions

(i) According to Gerstenberg “A company may be under capitalized when the rate of profits it is
making on the total capital is exceptionally high in relation to the return enjoyed by similarly situated
companies in the same industry or when it has too little capital with which to conduct its business”.

(ii) In otherwords under capitalization is the reciprocal of over capitalization and exists when the actual
capitalization of the firm is less than its proper capitalization (which was assured by its earnings
capacity.

7. What is meant by Leverage.

Ans :
Meaning

Leverage is the capability of a firm to make use of fixed cost assets or funds in order to increase the
returns to the equity shareholders.

According to James Home, leverage is defined as “The employment of an asset or sources of funds
for which the firm has to pay a fixed cost or fixed return”.

There exists a direct relationship between degree of leverage, risk and return to the shareholders.
Leverage can be classified into, operating and financial leverage.

8. What is operating leverage.

Ans :
Meaning

The operating leverage is defined as the capability of firm to use fixed operating costs to increase the
effect of changes in sales on its earnings before interest and taxes When fixed operating costs exist in a firm
then it lead operating leverage.

Operating leverage evaluates the effect of change in sales quantity and operating capacity on earning
bet re interest and taxes. The Degree of Operating Leverage (DOL) computes operating leverage.

9. Combined Leverage.

Ans :
Operating leverage measure percentage change in operating profit due to percentage change in

sales. It explains the degree of operating risk. Financial leverage measures percentage change in taxable
profit (or EPS) on account of percentage change in operating profit (i.e., EBIT).

Thus, it explains the degree of financial risk. Both these leverages are closely concerned with the
firm’s capacity to’ meet its fixed costs (both operating and financial). In case both the leverages-are combined,
the result obtained will disclose the effect of change in sales over change in taxable profit (or EPS).

Composite leverage, thus, expresses the relationship between revenue on account of sales (i.e.,
contribution or sales less variable cost) and the taxable income. It helps in finding out the resulting percentage
change in taxable income on account of percentage change in sales. This can be computed as follows:

           Composite Leverage = Operating Leverage × Financial Leverage



UNIT - III FINANCIAL MANAGEMENT

161
Rahul Publications

Rahul Publications

= 
C

OP
 × 

OP
PBT

 = 
C

PBT

where,

C = Contribution (i.e., Sales – Variable cost),

OP = Operating Profit or Earning Before Interest & Tax (EBIT),

PBT = Profit before Tax but After Interest.

10. EBIT-EPS Analysis.

Ans :

Whenever, the company makes use of debt even though EBIT remain constant, EPS changes. It
can be understood through EBIT -EPS analysis. But at certain levels of EBIT, the use of debt do not show
any impact on EPS, at this point the EPS remains same whether the company makes use of debt or not.
The point is known as “indifference point.”
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Exercise Problems
1. Ganesha Limited is setting up a project with a capital outlay of ` 60,00,000. It has two alternatives

in financing the project cost.

Alternative-1: 100% equity finance by issuing equity shares of ` 10 each

Alternative-ll: Debt-equity ratio 2:1 (issuing equity shares of ` 10 each)

The rate of interest payable on the debts is 18% p.a. The corporate tax rate is 40%. CALCULATE
the indifference point between the two alternative methods of financing.

[Ans : 10,80,000]

2. Ganapati Limited is considering three financing  plans. The kay information is as follows :

(a) Total investment to be raised ` 2,00,000

(b) Plans of Financing Proportion :

Plans Equity Debt Preference Shares

A 100% - -

B 50% 50% -

C 50% - 50%

(c) Cost of debt 8%

Cost of preference shares 8%

(d) Tax rate 50%

(e) Equity shares of the face value of ` 10 each will be issued at a premium of ` 10 per share.

(f) Expected EBIT is ` 80,000

You are required to DETERMINE for each plan :

(i) Earnings per share (EPS)

(ii) The financial break-even point.

(iii) Indicate if any of the plans dominate and compute the EBIT range among the plans for
indifference.

[Ans : EPS 4,7.20,6.40]

3. Yoyo Limited presently has ` 36,00,000 in debt outstanding bearing an interest rate of 10 per cent.
It wishes to finance a  ` 40,00,000 expansion programme and is considering  three alternatives:
additional  debt at 12 per cent interest, preference shares with an 11 per cent dividend, and the
issue of equity shares at ` 16 per share. The company presently has 8,00,000 shares out standing
and is in a 40 per cent tax bracket.

(a) If earning before interest and taxes are presently ` 15,00,000, DETERMINE earnings per
share for the three alternatives, assuming no immediate increase in profitability?
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(b) ANALYSE which alternative do you prefer? COMPUTE how much would EBIT need to increase
before the next alternative would be best?

[Ans : 0.495,0.305,0.651]

4. Alpha Limited requires funds amounting to ` 80 lakh for its new project. To raise the funds, the
company has following two alternatives :

(i) To issue Equity Shares of ` 100 each (at par) amounting  to ` 60 lakh and borrow the balance
amount at the interest of 12% p.a.; or

(ii) To issue Equity Shares of ` 100 each (at par) and 12% Debentures in equal proportion.

The Income - tax rate is 30%

IDENTIFY the point of indifference between the available two modes of financing and state which
option will be beneficial in different situations.

[Ans : 8.28, 8.23]

5. One-third of the total market value of Sanghmani Limited consists of loan stock, which has a cost of
10 per cent. Another company, Samsui Limited, is identical in every respect to Sanghmani Limited,
except that its capital structure is all - equity, and its cost of equity is 16 per cent. According to
Modigliani and Miller, if we ignored taxation and tax relief on debt capital, COMPUTE the cost of
equity of Sanghmani Limited?

[Ans : Ke = 19]

6. Calculate operating leverage, financial leverage and combined leverage under situation 1 and 2 in
financial plans A & B from the following  information relating to the operation and capital structure
of a company.

Installed capacity -  2,000 units

Actual production and sales -  50% of the capacity

Selling price ` 20 per unit

Variable Cost ` 10 per

Fixed Cost :

Under Situation I    ` 4,000

Under Situation II   ` 5,000

Capital Structure :

    Financial Plan

A (`) B(`)

Equity 5,000 15,000

Debt (Rate of Interest 10%) 15,000 5,000

20,000 20,000
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[Ans : 1. Operating Leverage

         Situation I Situation II

Plan A = 1.67 ,  Plan B  = 1.67 Plan A = 2, Plan B = 2

2. Financial Leverage

         Situation I Situation II

Plan A = 1.33, Plan B = 1.09 Plan A = 1.428, Plan B = 1.1

3. Combined Leverage

Situation I Situation II

Plan A = 2.22,  Plan B = 1.818 Plan A = 2.857,  Plan B = 2.22 ]

7. The following key information pertains to Ashika Ltd. for the year 2013-14.

`  in lakhs

`

Sales 82.50

Variable Cost 46.20

Fixed Cost 6.60

9% Debentures 50.00

Equity Shares (` 100 each) 60

Corporate Tax 35%

You are required to work out :

1. What is the Company’s ROI ?

2. Does it have favourable financial leverage ?

3. If the firm belongs to an industry whose asset turnover is 3, does it have high or low asset
leverage?

4. What is the operating , financial and combined leverage of the firm?

5. What is the Company’s EPS ?

6. What will be the expected EPS if the Sales of Ashika Ltd. increase by 10% in the next year and

cost structure as well as Financial structure remains same?

[Ans :  = 27%, 0.75 times, Operating Leverage = 1.22, Financial Leverage = 1.18,
Earning Per Share = 27.30]
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8. The selected financial data for A, B and C companies for the year ended 31st March, 2014 were as
follows :

A B C

Variable Cost as a Percentage of Sales
2

366 75 50

Interest Expenses (`) 200 300 1,000

Degree of Operating Leverage 5 6 6

Degree of Financial Leverage 3 4 2

Income Tax Rate 35% 35% 35%

Prepare an income statement for each of the companies.

[Ans :    1. Financial Leverage

A = 300,  B = 400,  C = 2,000

2. Operating Leverage

A = 1,500, B = 2,400,  C = 12,000

3. Sales

A = 4,500, B = 9,600, C =24,000]

9. From the following prepare Income statement  of company A and B.

A Co. B Co.

Financial leverage 4 : 1 5 : 1

Interest ` 6,00,000 ` 7,00,000

Operating Leverage 3 : 1 4 : 1

Variable cost to sales 66.66% 50%

Income tax rate 30% 40%

No. of Equity Shares 1,00,000 70,000

Also Calculate and comments on EPS of the company.

[Ans : EPS A = 1.40, B = 1.50]
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Choose the Correct Answers

1. In weighted average cost of capital, a company can affect its capital cost through [ d ]

(a) Policy of capital structure (b) Policy of dividends

(c) Policy of investment (d) All of the above

2. Cost of capital refers to: [ c ]

(a) Floatation costs (b) Dividend

(c) Required rate of return (d) None of the above

3. Which of the following sources of funds has an implicit cost of capital? [ d ]

(a) Equity share capital (b) Preference share capital

(c) Debentures (d) Retained earnings

4. Cost of capital for government securities is also known as: [ a ]

(a) Risk free rate of interest (b) Maximum rate of return

(c) Rate of interest on fixed deposits (d) None of the above

5. Cost of capital for bonds and debentures is calculated on: [ b ]

(a) Before tax basis (b) After tax basis

(c) Risk free rate of interest basis (d) None of the above

6. The discount rate used to determine the present value of a stream of expected future cash flows is
referred to as the . [ b ]

(a) Net operating income

(b) Capitalization rate

(c) Capital structure

(d) Yield on the company's market value of common equity

7. The maximum amount of debt (and other fixed-charge financing) that a firm can adequately service
is referred to as the .

(a) Debt capacity (b) Debt-service burden

(c) Adequacy capacity (d) Fixed-charge burden

8. The cash required during a specific period to meet interest expenses and principal payments is
referred to as the: [ b ]

(a) Debt capacity (b) Debt-service burden

(c) Adequacy capacity (d) Fixed-charge burden

9. Cost of Capital refers to: [ c ]

(a) Flotation Cost (b) Dividend

(c) Required Rate of Return (d) None of the above

10. Which of the following sources of funds has an Implicit Cost of Capital? [ d ]

(a) Equity Share Capital (b) Preference Share Capital

(c) Debentures (d) Retained earnings
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Fill in the blanks

1.  of a company refers to the composition or make-up of its capitalization and it includes all
long term capital resources i.e., loans, reserves, shares and bonds.

2.  constitutes an important element of financial plan.

3.  capitalization influences the functioning of a company, its shareholders as well as the society
in which the business is operating.

4.  is the capability of a firm to make use of fixed cost assets or funds in order to increase the
returns to the equity shareholders.

5.  and  are the two major sources through which business organizations, especially
corporations, raise funds required to meet their operational needs.

6.  leverage is used to plan the proportion of debt and equity in order to increase earning per
share.

7. Composite Leverage = 

8.  point indicates the level of EBIT at which the EPS is same for two different financial plans.

9. This traditional approach was given by .

10. EBIT stands for .

ANSWERS

1. Capital structure

2. Capitalization

3. Over

4. Leverage

5. Debt, Equity

6. Financial

7. Operating Leverage × Financial Leverage

8. Indifference

9. Soloman

10. Earning Before Interest and Tax
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Very Short Questions and Answers

1. Cost Theory of Capitalization.

Ans :
According to cost theory, the amount of capitalization in equal to the total cost incurred in setting up

of a corporation as a going concern. Thus the estimation of capital requirements of a newly promoted
company is based on the total initial outlays for setting up of a business enterprise.

2. Operating Leverage.

Ans :
Operating leverage results from the presence of fixed costs that help in magnifying net operating

income fluctuations flowing from small variations in revenue.

3. Financial Leverage.

Ans :
Financial leverage (FL) takes the form of a loan or other borrowings (debt), the proceeds of which

are reinvested with the intent to earn a greater rate of return than the cost of interest.

4. Assumptions of Capital Structure.

Ans :
(i) Firm uses only two sources of funds: perpetual riskless debt and equity;

(ii) There are no corporate or income or personal tax;

(iii) The dividend payout ratio is 100% [There are no retained earnings];

5. Net Income Approach.

Ans :
This approach has been developed by Durand. It is a relevant theory. According to this approach,

capital structure decision is relevant to the valuation of the firm.
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4.1  DIVIDEND DECISIONS

Q1. Define Dividend. Explain the importance
of Dividend.

Ans :
Meaning

Dividend is explained as that portion of profits
which is allocated to the shareholders of the
company. It may be defined as the return that a
shareholder gets from the company, out of its profits
on his shareholdings.

Definition

i) According to the Institute of Chartered
Accountants of India, dividend is “a
distribution to shareholder out of profits or
reserves available for this purpose”.

Importance

The dividend is prep are d to identify the
amount of profits that is distributed to shareholders
as dividend and the amount to be retained in the
firm. Dividend policy decision is one of the most
critical decisions of financial management.

Retained earnings are important because
they enhance the growth of the firm, whereas
dividends are essential for shareholders because they
increase their current earnings.

Dividend policy of a firm influence long-term
financing as well as wealth of shareholders. Hence,
firm must make an appropriate dividend decision
so that a reasonable amount of dividend is

UNIT
IV

Dividend Decisions: Dividends and Value of the Firm, Relevance of
Dividends, the MM Hypothesis, Factors Determining Dividend Policy, Dividends
and Valuation of the Firm, the Basic Models, Forms of Dividend. Declaration
and Payment of Dividends. Bonus Shares, Rights Issue, Sharesplits, Major
Forms of Dividends, Cash and Bonus Shares. Dividends and Valuation. Major
Theories centered on the works of Gordon, Walter and Lintner, Dividend
Policies of Indian companies.

distributed and a sufficient amount is retained with
the firm for its expansion and existence. There is
an inverse relationship between dividends and
retained earnings. When firm distributes large
amount of profits as dividends then there will be
less amount of retained earnings and vice versa.

There are two types of theories in
dividend policy,

1. Theory of irrelevance: Which believes that
dividend decision does not have any impact
on shareholder’s wealth and the valuation
of the firm.

2. Theory of relevance: Which believes that
dividend decision substantially has an impact
on shareholder’s wealth and valuation of
firm.

4.1.1 Relevance of Dividends

Q2. Explain Relevance theories of Divi-
dends.

Ans : (Aug.-17)

According to them dividends communicate
information to the investors about the firms’
profitability and dividend decision becomes relevant.
Those firms which pay higher dividends, will have
filter value as compared to those which do not pay
dividends or have a lower dividend pay out ratio.
We have examined below two theories representing
this notion:

i) Walter’s Approach, and

ii) Gordon’s Approach
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4.1.1.1  Walter’s Approach

Q3. Explain briefly about Walter’s Model.

(OR)

Discuss about Walter’s Model.

Ans : (Nov.-22, July-18, Aug.-17)

Walter’s model believes that dividends are
relevant because dividends influence the value of
the firm. According to Walter, firm cannot be isolated
from its dividend policy because they are associated
with each other.

The Walter’s model is supported by important
statements like there exists a relationship between
internal rate of return (r) and cost of capital (k) which
influence an optimum dividend policy of a firm.
When internal rate of return is more than the cost
of capital (r > k) then firm must preserve its earnings
and when internal rate of return is less than cost of
capital (r < k) then firm must distribute its earnings
to shareholders as dividends. In the situation when
r > k, the optimum pay out will be zero which results
in increase in the value of the shares. And when
r < k, the firm distributes all its earnings and
optimum pay out will be 100%.

Assumptions

1. Walter’s model assumes that all the
investments made by the firm are financed
through retained earnings and not from any
external sources of funds like debt or new
equity.

2. It is assumed that business risk of the firm does
not change which implies that internal rate
of return and cost of capital remain constant.

3. It is assumed that firm is a going concern with
perpetual life.

4. At the time of determining the value, earnings
and dividends remains constant.

The formula for determining the market price
of the share is,

e

e

r
D (E D)

K
P

K

 


Where,

     P = Market price of share

     D= Dividend per share

      r= Internal rate of return

    Ke= Cost of capital

     E= Earnings per share.

Example

Earnings = 15 per share

Dividend paid = 5 per share

IRR = 30%

Cost of capital = 22%

What is the market price of the share ?

Sol. :

     P =  e

e

r
D (E D)

k
k

 

     P = 

0.30
5 (15 5)

0.22
0.22

 

= 
5 1.36 (10)

0.22


= 
18.6
0.22

= 84.54

Criticisms

1. In Walter’s model, all investments are financed
through retained earnings which is possible
only in all-equity firms.

2. The firm’s cost of capital (Ke) remains constant
is not acceptable. Since, pattern of financing
changes, cost of capital also changes.

3. The internal rate of return remains constant
is not possible in real world when investments
of the firm increases, its internal rate of return
changes.
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4.1.1.2  Gordon’s Approach

Q4. Explain briefly about Gordon Model.

(OR)

Write about Gordon Model with assum-
ptions ?

Ans : (Nov.-22, July-18, Feb.-17)

Meaning

Gordon’s model was developed by Myron
Gordon. This model believes that dividends are
relevant and dividend decision has an impact on
firm value. Gardon supports Walter’s model in
analysis of relationship between dividend policy and
valuation of firm. Gordon’s model is based on
following assumptions,

1. It is assumed that firm is an all-equity firm
and all investments are financed through
retained earnings.

2. It is assumed that firm has a perpetual life
and there are no corporate taxes.

3. The cost of capital is constant and more than
the growth rate.

4. The internal rate of return remains constant.

5. Firm decides a retention ratio and it remains
constant.

According to Gordon’s model, the market
value of the share is equal to the current value of
future dividends. It can be mathematically
represented as,

     
e

E(1 b)
P

K br





Where,

     P = Market price of the share

    Ke= Cost of capital

     E= Earnings per share

     b = Retention ratio

    br= Growth rate

      r= Earnings rate.

Implications

1. When internal rate of return exceeds cost of
capital (r > k), then price of the share
increases and the dividend payout ratio
decreases.

2. When internal rate of return is same as cost
of capital then dividend policy is not
influenced and price of the share remains
constant.

3. When internal rate of return is less than cost
of capital (r < k) it leads to increase in both
price of the share and also the dividend
payout ratio.

Example

If earnings rate = 12%

Cost of capital = 8%

Value of share = Rs. 12 per share

If 60% is paid out as dividend.

Earnings per share = 0.12 × 12 = 1.44

b = retention ratio = 40%

Ke = 8%

Sol.:

P = 
e

E(1 b)
K br




   = 
1.44 (1 0.4)

0.08 (0.04 0.12)


 

   = 
0.864
0.032

 = 27

The present value of share = ` 27.

Limitations

1. This model is purely quantitative as it does
not consider qualitative factors such as
industry trends or trends in management
strategy.
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2. The Gordon growth model is highly sensitive
to the inputs having an impact on growth rate.

3. If Gordon model is not used properly then it
may generate misleading and irrational
results. Due to the fact that value of dividends
may becomes infinite when the growth rate
converges on the discount rates.

4. This model is suitable only when growth rate
is constant and if growth rate exceeds the
required rate of return then Gordon model
may not be suitable for the determination of
value of dividends.

5. In Gordon model, calculations are based on
the assumption that future dividends will grow
at a constant rate forever.

6. This model is not suitable for rapidly growing
industries which have less predictable
dividend patterns.

4.1.2 Irrelevance Theory of Dividend

4.1.2.1  The MM Hypothesis

Q5. Explain briefly about Modigliani-Miller
approach.

(OR)

What are the assumptions and
arguments used by Modigliani and
Miller in support of the irrelevance of
dividends? Are dividends really
irrelevant ? Discuss.

Ans : (Dec.-19, Dec.-18, Sep.-14)

Meaning

This theory states that dividend decision will
not have any impact either on shareholder’s wealth
or share prices, as it is not related to valuation of
the firm.

According to this theory, investors don’t
separate their dividends and capital gains. The main
aim of investors is to yield more and more return in
their investment.

In case, the company has profitable invest-
ment opportunities, it will retain the earnings to
finance them, otherwise distribute them.

The Modigilani - Miller Approach

The Modigliani-Miller theorem forms the basis
for modern thinking on capital structure. The basic
theorem states that, in the absence of taxes,
bankruptcy costs, and asymmetric information, and
in an efficient market, the value of a firm is unaffected
by how that firm is financed. It does not matter if
the firm’s capital is raised by issuing stock or selling
debt. It does not matter what the firm’s dividend
policy is. Therefore, the Modigliani-Miller theorem
is also often called the capital structure irrelevance
principle.

They opine “under conditions of perfect
capital markets, rational investors, absence of tax
discrimination between dividend income and capital
appreciation, given the firm’s investment policy its
dividend policy may have no influence on the
market price of the shares.”

They argued that whatever increase in
shareholders wealth results form dividend payment,
will be exactly offset by the effect of raising additional
capital. For instance if a company having investment
opportunities can distribute all its earnings among
the shareholders. Then it will raise the capital
required from outside. This will result in increasing
the number of shares, resulting in fall in the future
earning per share. So, whatever a shareholder has
gained a  result of increased dividends may be
neutralized completely on account of fall in the value
of shares due to decline in the expected earnings
per share.

Assumptions

M.M. hypothesis is based on the following
assumptions :

1. Capital markets are perfect. The conditions
are (a) investors behave rationally, (b)
information is freely available to them and
(c) there are no floatation and transaction
costs.
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2. There are either no taxes or there are no
differences in the tax rates applicable to capital
gains and dividends.

3. The firm has a fixed investment policy.

4. Risk or uncertainty does exist. Investors are
able to forecast future prices and dividends
with certainty.

Determination of market price of the share:
According to M.M. hypothesis, the market

value of a share in the beginning of the period is
equal to the present value of dividends paid at the
end of the period plus the market price of the share
at the end of the period. It is shown in the following
equation :

0

D P1 1P
(1 k )e 






where,

   P0 = Present market price of a share

   k e = cost of equity capital

   D1 = Dividend to be received at the end
    of period one

   P1 = Market price of a share at the end
    of period one

Computation of number of new shares to be
issued

According to M.M. hypothesis, the investment
plan of  a company can be financed either by
retained earnings or by issue of new shares or both.
The number of new shares to be issued can be
determined by the following formula :

  1 1 1m P I (X nD )   

Where,

      m= number of new shares to be issued

     P1= price at which new issue is to be
            made

      I1= amount of investment required

      X= net profit during the period

   nD1= Total dividends paid during the
             period

Criticism of M.M. Hypothesis

1. M.M.hypotheses assumes that taxes do not
exist, it is far from reality,. In practical life not
only the shareholders has to pay tax but there
are different rates of tax for capital gains and
dividends. Capital gains are subject to a lower
rate of tax as compared to dividends. The
cost of internal financing will, therefore be
cheaper as compared to cost of external
financing. So, shareholders will favour a
dividend policy with retention of earnings as
against the payment of dividends on account
of tax differential.

2. Floatation costs : A firm has always to pay
floatation costs in term of under writing fee
and brokers commission whenever it wants
to raise funds from outside. As a result of
external financing is costlier than internal
financing.

3. Shareholders prefer current income than
future income. M.M states that both are equal.

4. Dividends have informational content, it is not
considered by M.M.

PROBLEMS

1. The earnings per share of company is
Rs. 8 and the rate of capitalization
applicable is 10%. The company has
before it an option of adoption.

i) 50%

ii) 75% and

iii) 100% dividend payout ratio.

Compute the market price of the
company’s quoted shares as per Walter’s
model if it can earn a return of,

i) 15%

ii) 10% and

iii) 5% on its retained earnings.
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Sol :
According to the Walter’s model,

   P0 =  

 
e

e

r
D (E D)

k
k

Rate of Dividend Payout Ratio

Return 50% 75% 100%

15%
 



0.15
4 (8 4)

0.10 100
0.10

 


0.15
6 (8 6)

0.10 90
0.10

 


0.15
8 (8 8)

0.10 80
0.10

10%
 



0.10
4 (8 4)

0.10 80
0.10

 


0.10
6 (8 6)

0.10 80
0.10

 


0.10
8 (8 8)

0.10 80
0.10

5%
 



0.05
4 (8 4)

0.10 60
0.10

0.05
6 (8 6)

0.10 70
0.10

 


0.05
8 (8 8)

0.10 80
0.10

 


Working Notes

Calculation of Dividend

(a) When Rate of return 50%

 EPS = 8

     D = 8 × 
50

100

= 4

(b) When Rate of return 75%

 EPS = 8

     D = 8 × 
75

100

= 6

(c) When Rate of return 100%

EPS = 8

D = 8 × 
100
100

 = 8
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2. The EPS of a company is 10 Rs. Market
capitalization factor is 10%. The Co.
has options of adapting payout of 20%,
40%, 80%. Using the walter formulae
calculate market value of the share if
the co’s return on invest is  (i) 8%, (ii)
10%,  (iii) 20%.

Sol :

    P = e

e

r
D (E D)

K
K

 

EPS = 10 Rs.

    Ke= 10%

      r= 8%,  10%,  20%

DPR= 20%, 40%, 80%

D1= 2,  D2 = 4,  D3 = 8

     r1= 8%,  r2 = 10%,  r3 = 20%

Div. payout ratio = 
DPS
EPS

DPR = 
DPS
EPS

(i) DPS = EPS × DPR

D1 = 10 × 20% = 2

(ii) D2 = 10 × 40% = 4

(iii) D3 = 10 × 80% = 8
(i) r1 = 8%,  D1 = 2

P = 

0.08
2  (10 2)

0.1
0.1

 

   = 
2 6.4

0.1


 = Rs. 84

(ii) r2 = 10%  and  D = 2

P = 

0.1
2  (10 2)

0.1
0.1

 
 = 100

(iii) r3 = 20%  and  D1 = 2

P = 

0.2
2  (10 2)

0.1
0.1

 

   = 
2 16

0.1


 = 180

(iv) r1 = 8,  D1 = 4

P = 
0.08

4  (10 4)
0.1

0.1

 

   = 
4 4.8

0.1


 = 88

(v) r2 = 10%  and  D2 = 4

P = 
0.1

4  (10 4)
0.1

0.1

 

   = 
4 6
0.1


 = 100

(vi) r3 = 20%  and  D1 = 4

P = 

0.2
4  (10 4)

0.1
0.1

 

   = 
4 12

0.1


 = 160

(vii) r1 = 8,  D1 = 8

P = 

0.08
8  (10 8)

0.1
0.1

 

   = 
9.6
0.1

 = 96

(viii)r2 = 10%  and  D2 = 8

P = 
0.1

8  (10 8)
0.1

0.1

 

   = 
8 2
0.1


 = 100
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(ix) r3 = 20%  and  D1 = 28

P = 
0.2

8  (10 8)
0.1

0.1

 

   = 
8 4
0.1


 = 120

1 2 3

1

2

3

D D D
r 84 88 96
r 100 100 100
r 180 160 120

r1 = 8%,  Ke = 10%    r < k = 100% dividend

r2 = 10%,  Ke = 10%    r < k = share holder difference

r3 = 20%,  Ke = 10%    r < k   no dividend (0)

3. A company has an EPS of Rs.15. The market rate of discount applicable to the company
is 12.5%. Retained earnings can be reinvested at IRR of 10%. The company is paying
out Rs.5 as a dividend. Calculate the market price of the share using Walter’s model.

Sol : (July-18)

Given

EPS = Rs. 15

Market rate of discount (k) = 12.5%

Retain earning (r) = 10%

Dividend payment = Rs. 5 per share

Walter formula calculated market price of share is given by

e

e

r
D (E D)

k
P

k

 


    P = 

0.10
5 (15 5)

0.125
0.125

 
 = 

5 8
0.125


 = 
13

0.125
 =  Rs. 104



UNIT - IV FINANCIAL MANAGEMENT

177
Rahul Publications

Rahul Publications

4. The following data relate to a firm;
earnings per share ` 10, capitalization
rate 10 percent, retention ratio 40
percent. Determine the price per share
under Walter’s and Gordon’s model if
the internal rate of return is 15 percent,
10 percent  and 5 percent.

Sol : (Sept.-15)

According to Gordon’s Model

 
e r

E 1 b
P

K b






Where,

   E= Earning per share = ` 10

  K
e
= Capitalization rate = 10%

    r= Rate of return = 15%, 10% and 5%

   b = Retention ratio (i.e., 1– payout ratio)

   p = Price of shares

(a) When retention ratio is 40% and internal
rate of return is 15%

i.e., r = 0.15 (r > K
e
)

  p = 
 
 

10 1 0.40 6
0.10 0.40 0.15 0.10 0.06




  

= 
6

0.04
= ` 150

(b) When retention ratio is 40% and internal
rate of return is 10%

i.e., r = 0.10 (r = K
e
)

   p = 
 
 

10 1 0.40

0.10 0.40 0.10


  =

6
0.10 0.04

= 
6

0.06
= ` 100

(c) When retention ratio is 40% and internal
rate of return is 5%

i.e., r = 0.05 (r < K
e
)

  p = 
 
 

10 1 0.40

0.10 0.40 0.05


 

= 
6

0.10 0.02

= 
6

0.08
= ` 75

According to Walter’s Model,

 
e

e

r
D E D

K
P

K

 


Where,

P = Market price per share

D = Dividend per share = 0

E = Earnings per share= ` 10

r = Rate of return = 15%, 10% and 5%

K
e
 = Capitalization rate = 10%

(a) When dividend payout ratio = 0

    r= 0.15 (r > K
e
)

   p =
 0.15

0 10 0
0.10

0.10

   
  = 

  0 1.5 10

0.10



= 
0 15
0.10


= `150

(b) When dividend payout ratio = 0,

    r= 0.10 (r=K
e
)

   p =
 0.10

0 10 0
0.10

0.10

   
  =

 0 1 10

0.10



= 
10

0.10
= `100

(c) When dividend payout ratio = 0,

    r= 0.05 (r < K
e
)
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  p = 
 0.05

0 10 0
0.10

0.10

   
  = 

   0 0.5 10

0.10



 = 
0 5
0.10


= 
0 5
0.10


= ` 50

5. The equity capitalization rate is 11%.
Earnings per share is ` 20/- Determine
the values of  the shares as per Gordon’s
Model, under conditions of certainty,
when the rates of return on investment
are 12% 11% and 10%, assuming the
following

(a) 90% Retention

(b) 80% Retention and

(c) 50% Retention

Sol : (Sept.-16)

According to Gordon’s valuation model,

 
0

e

E 1 b
P

K br






Where,

 P
0

= Price of a share

  E = Earnings per share

  K
e
= Rate of return / required by share holder

   b = Retention ration

    r= Rate of return on investment

(a) When retention ratio is 90%

(i)   P
0
= 

 
 

20 1 0.90

0.11 0.90 0.12


     r 12% 

= 
 20 0.1

0.11 0.108

= 
2

0.002

= `1000

(ii) P
0

= 
 
 

20 1 0.90

0.11 0.90 0.11


    r 11% 

= 
 20 0.1

0.11 0.099

= 
2

0.011

= ` 181.82

(iii) P
0

= 
 
 

20 1 0.90

0.11 0.90 0.10


     r 10% 

= 
 20 0.10

0.11 0.09

= 
2

0.02

= ` 100

(b) When retention ratio is 80%

(i)  
 0

20 1 0.80
P

0.11 0.80 0.12




 
  r 12% 

= 
 20 0.20

0.11 0.096

= 
4

0.014

= ` 285.71

(ii)  P
0

= 
 
 

20 1 0.80

0.11 0.80 0.11


        r 11% 

=
 20 0.20

0.11 0.088

= 
4

0.022

= ` 181.82
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(iii) P
0

= 
 
 

20 1 0.80

0.11 0.80 0.10


      r 10% 

= 
 20 0.20

0.11 0.08
= 

4
0.03

= ` 133.33

(c) When retention ratio is 50%

(i)  P
0

= 
 
 

20 1 0.50

0.11 0.50 0.12


     r 12% 

= 
 20 0.5

0.11 0.06
=

10
0.05

= ` 200

(ii)   P
0
= 

 
 

20 1 0.50

0.11 0.50 0.11


     r 11% 

= 
 20 0.5

0.11 0.055
 = 

10
0.055

= ` 181.82

(iii)  P
0

= 
 
 

20 1 0.50

0.11 0.50 0.10


     r 10% 

= 
10

0.06

= ` 166.67

6. Market price per share Rs. 60  at the
optimum pay out Ratio under walter’s
model. Eps Rs = 5, Ke = 10% Calculate
Rate of return on investment.

Sol :

e

e

r
D (E D)

k
P

k

 


          60 = 
 0 5 0

10
0.10

r   
 

          60 0.10 = 
5

0
0.10

r   
 

       6 = 
5

0.10
r 

 
 

6 × 0.10 = 5r

    0.6 = 5r

   r = 
0.6
5

= 0.12

Rate of Return = 12%.

7. Market price per share at 0% redemp-
tion ratio is  Rs. 100, Eps = Rs. 10, r =
8% calculate Cost of Capital assume the
firm is declining firm.

Sol :

mp = 100 Eps = Rs. 10,   r = 8%, Ke = ?

Div = 
1010
100

  = 10%

    e

e

r
D (E D)

k
P

k

 


       100 = 

 0.0810 10 10
 

  
 e

e

K
K

  100 Ke =  
e

0.0810+ 0
K

 
 
 

   100 Ke = 10 + 0

     Ke = 
10

100

= 0.10 100

= 10%.
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8. Agile Ltd., belongs to risk class of which appropriate capitalization rate is 10%. It
currently has 100000 shares selling at Rs. 100 each. The firm is contempla-ting
declaration of a dividend of Rs. 6 per share at the end of the current fiscal year which
has just began. Answer the following questions based on Modigliani and Miller model
and assumption of no taxes,

(i) What will be the price of the shares at the end of the year if a dividend is not
declared?

(ii) What will be the price if dividend is declared?

(iii) Assuming that the firm pays dividend, has net income of Rs. 10 lakhs and makes
new investments of Rs. 20 lakhs during the period, how many new shares must be
issued ?

Sol : (Imp.)

MM valuation model is as follows,

   
1 1

0

D P
P

1 P





Where,

P0 = Current market price per share = Rs. 100.

P = Capitalization rate = 10%.

D1 = Dividend to be declared at the and of the year.

P1 = Market price per share at the end of the year.

(i) Price per share at the end of the year if dividend is not declared,

        P0 = 1 1D P
1 P



         P0= 100

         P = 10%

        D1 = 0

100 = 1(0 P )
(1 0.10)




    P1 = Rs. 100

(ii) Price per share at the end of the year if dividend of Rs. 6 is declared.

        P0 = 
1 1D P
1 p



Where,

 P0 = 100, P = 10%, D1 = 6
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 100 = 1(6 P )
(1 0.10)




         P1 = Rs. 104.

(iii) Retained earnings  = Net income – Dividend paid

      =  Rs. 10 lakhs – Rs. 6 lakhs = Rs. 4 lakhs

New investment is Rs. 20 lakhs

Funds required will be (Rs. 20 – Rs. 4) = Rs. 16 lakhs

Price per share as above Rs. 104.

Number of new shares to be issued = 
Rs. 16,00,000

15385 shares
Rs. 104



9. X Ltd., had 50,000 equity shares of Rs. 10 each outstanding on January 1. The share are
currently being quoted at par in the market. The company now intends to pay a dividend
of Rs. 2 per whose appropriate capitalization rate is 15% Using M.M. model and assuming
capitalization rate is 15%. Using M.M. Model and assuming no taxes, ascertain the
price of the company’s share as it is likely to prevail at the end of the year,

i) When dividend is declared and

ii) When no dividend is declared.

Also find out the number of new equity shares that the company must issue to meet its
investment needs of Rs. 2 lakhs, assuming a net income of Rs. 1,10,000 and also
assuming that the dividend is paid.

Sol :
i) Price of the share when dividends are paid,

       
1 1

0
e

D P
P

1 k





     Rs. 10 = Rs. 12 P
1.15


  Rs. 11.5 = Rs. 2 + P1

         P1= Rs. 9.5

ii) Price of the share when dividends are not paid,

     Rs. 10 = 1P
1.15

         P1= Rs. 11.5
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Number of new equity shares to be issued,

n = 
1

1

I (E nD )
P

 

= 
2,00,000 (1,10,000 1,00,000)

9.5
 

= 20,000 shares.

10. The earnings per share of a company is
Rs. 8 and the rate of capitalization
applicable is 10 percent. The company
has before it, an option of  adopting: i)
50 ii) 75 and iii) 100 percent dividend
payout ratio.  Compute the market price
of the company’s quoted shares as per
Walter’s model if it can earn a return of
I) 15 II) 10 and III) 5 percent  on its
retained earnings.

Sol : (Nov.-21)

Walter’s model

P = e

e e

r
(E D)

KD
K K




E = Earnings per share = 8 Rs.

K = Rate of capitalization = 10%

Dividend payout ratio 50% at a required rate
of return 15%

    D = 8 × 
50

100
 = Rs. 4

= 

0.15
(8 4)4 0.10

0.10 0.10




= 

0.15
(4)

0.1040
0.10



= 
1.5(4)

40
0.10



= 
6

40
0.10



= 40 + 60

= 100

Dividend pyaout ratio = 75% at a required

Rate of return = 10%

= 

0.10
(8 6)

6 0.10
0.10 0.10

   
 

= 
1(2)

60
0.10



= 
2

0
0.10

 

= 60 + 20

= 80

Dividend payout ratio = 100% at a required

Rate of return = 5%

= 

0.05
(8 8)

8 0.1
0.10 0.10

    
 

= 
(0.5) (0)

80
0.1




= 
0

80
0.1



= 80 + 0

= 80

11. A large sized chemical company has
been expected to grow at 14% per year
for the next 4 years and then to grow
indefinitely at the same rate as the
national economy, i.e. 5%.  The required
rate of return on the equity shares is
12%.  Assume that the company paid a
dividend of Rs.2 per share last year.
(D0 = 2).

Determine the market price of the shares
today.  You may use the following table:
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Year 1 2 3 4
Discount Factor at 12% 0.893 0.797 0.712 0.636

Sol : (Nov.-22)

The value of equity share the sum ofs V of dividend payments during years 1-4 and (ii) PV of
expected market price at the end of year 4 based on growth rate 5 per cent

Year Dt= D0(1 +g)t PV factor at 12% Total PV

1 Rs 2(1 + 0.04)1 = 2.28 0.893 Rs 2.036

2 2(1 + 0.14)2 = 2.60 0.797 2.072

3 2(1 + 0.14)3 = 2.96 0.712 2.108

4 2(1 + 0.14)4 = 3.38 0.636 2.150

8.37

gn = normal growth rate
PV of market price of the share at the end of year 4 = 50.71 × PV factor at 12 per cent of the

end of year 4(0.636) = Rs 32.25

P0 = Rs 8.37 + Rs 32.25 = Rs 40.62
The market price of the share would be Rs 40.62

4.2  FACTORS DETERMINING DIVIDEND POLICY

Q6. Explain the Factors Determining Dividend Policy.

(OR)
Following are the Factors Determining Dividend Policy.

(OR)
Explain the determinants of dividend policy in a fast growing company. Should there
be a dividend freeze?

Ans : (May-19, Dec.-18, Aug.-11)

1. Legal Restrictions
In deciding on the dividend, the directors take the legal requirements too into consideration. In
order to protect the interests of creditors an outsiders, the companies Act 1956 prescribes certain
guidelines in respect of the distribution and payment of dividend. Moreover, a company is required
to provide for depreciation on its fixed and tangible assets before declaring dividend on shares. It
proposes that Dividend should not be distributed out of capita, in any case. Likewise, contractual
obligation should also be fulfilled, for example, payment of dividend on preference shares in priority
over ordinary dividend.

2. Size of the Earnings
Practically and truly speaking, the upper ceiling on dividend is dictated by the earnings of the
business. If the amount and the nature of earnings are relatively stable a firm is better able to predict
what its future earnings will be and is, therefore, more likely to pay-out a higher percentage of
profits. A rational dividend policy should take into account both the amount and nature of earnings
from year to year.
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3. Investment Opportunities and Share
holder’s Preferences

Management should adopt a dividend policy
which strikes a balance between the
shareholder’s preference for dividends and
financing investment opportunities with
retained profits. Having a large number of
profitable projects in hand, a company should
give preference to the retention of earnings
over the payment of dividends. The
preference of shareholders for dividends and
capital gains needs to be paid full heed. To a
great extent the preference for dividends or
capital gain is determined by the economic
status of the shareholders and the tax bracket
to which he belongs. The capital gains tax
rate is generally lower than the dividend tax
rate. As against current dividends a financially
better-off shareholder in a high income tax
bracket may be interested in capital gains. A
prudent dividend policy should take full care
of these aspects.

4. Liquidity Position

Because the payment of dividends involves
outflow of cash from the business, the
dividend policy must take into account the
liquidity position of the firm. Even if a firm
has had a good record of earnings, it may
not be able to pay cash dividends due to its
liquidity position. Even a very profitable
business has a pressing need for funds. Hence
a firm may elect not to pay cash dividends.

5. Management’s Attitude towards Control

As a matter of policy, some companies
expand only to the extent of their internal
earnings. This is justified on the ground that
raising funds by selling additional shares
would dilute the control of the company.
Selling debentures will increase the risks of
fluctuating earnings to the detriment of the
present members of the company. The
management’s attitude towards control
would reduce the dividend pay-out and
increase reliance on internal financing.

6. State of Capital Market and Access to
it

The corporate management may be tempted
to follow a liberal policy if the fund position

in the capital market of the country is
comfortable and the firm can take recourse
to it due to its good earnings position. If the
capital market funds position is comfortable
but the firm has no access to it due to high
cost of capital it would compel the company
to rely on retained earnings and follow a
conservative dividend policy.

7. Contractual Restrictions

Sometimes a firm’s ability to pay cash
dividends is restricted by certain specific
conditions in loan agreements. When the
finances are raised from external sources,
creditors may impose various restrictions to
immunize themselves for possible insolvency
of the firm. While formulating the dividends
policy, the financial manager must keep in
mind various contractual requirements. The
creditors may withdraw their money from the
firm if these requirements are violated.

8. Profit Rate and Stability of Earnings

A firm with a large rate of return on its
investment will have larger profits. It can pay
more dividends to its shareholders as
compared to a firm with lesser return. Again,
if the earnings are relatively stable and do
not fluctuate from time to time, a firm can
predict its future earnings and pay a higher
rate of dividend than a firm with fluctuating
earnings. An unstable firm cannot determine
what will be its actual future earnings.
Therefore, to meet adverse future conditions,
it is likely to plough back more profits.

9. Inflation

It increases the replacement cost of assets
which are being depreciated every year at
the book value. Funds generated from
providing depreciation may be insufficient to
meet the rising cost of assets which might
become obsolete and have to be replaced in
future. Therefore the management should
reduce the rate of dividend during a period
of inflation to maintain the earning power of
the firm.

To conclude, every firm should establish a
general policy about the payment of dividends. An
appropriate dividend policy can be shaped by a
multiplicity of considerations. The financial manager
should bring about a balance among various factors.
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4.3  DIVIDENDS AND VALUATION OF THE FIRM -THE BASIC MODELS

Q7. Explain about dividend capitalization model.

Ans :
Dividend Capitalization Model

For an equity share, the payments are in the form of dividends, declared by the company.

As the equity is a perpetual security i.e., with no maturity date, the dividend payments are made
periodically throughout its infinite life. So, the intrinsic value of a share is represented by the equation,

    P0 =
     
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Where,

    Dt = Dividend payment at time t

    ke = Equity capitalization rate

    P0 = Present value of a share.

Therefore, the value of an asset is the present value of all cash flow an investor expects from that
asset and this approach is known as dividend capitalization model. It is also known as capitalization of
income method. The intrinsic value of an equity share depends on the dividends declared by the company.
These models can be broadly classified as follows,

(i) Single period valuation model and

(ii) Multiple-period growth valuation model.

In these models, the infinite stream of future dividends are valued by considering value while
computing the present price dividends ratio. If the net earnings are assumed to be the same as dividends
and no retained earnings, then the price-dividends ratio becomes equal to the price earnings ratio.

(i) Single Period Valuation Model

This model assumes the following,

(a) The dividends are paid annually

(b) The first dividend is received after one year and

(c) The resale occurs at the end of the year.

Then the price of the share is,

     
1 1 1 1
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D P D P
P

1 k 1 k 1 k


  
  

Where,

    P0 = The current price

    P1 = Price after an year

    D1 = The dividend after a year

     k = The required rate of return.
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(ii) Multiple-period Growth Valuation Models

Multiple growth model of dividends valuation is one of the dividend growth models which can be
mostly used to value the stocks. In this model, dividends tend to grow at different growth rates for different
time periods. The investor needs to estimate or forecast the dividend rate at a time in future (T) beyond
this time period there will be a consistent growth in the dividends. The investor should also forecast the
constant rate of dividend growth after a particular period of time in future.

The following equations represent the time durations and the growth rate of dividends in the
multistage growth model,

DT+1 = DT (l + g)

Dt +2 = DT+l (1 + g) or  DT (1 + g)2

DT+3 = DT+2 (1 + g) or DT (1 + g)3

In multiple stage growth model, the value of the stock can be determined by,

          
1 2 3 T T 1

0 1 2 3 T T

D D D D D
P ....

1 k 1 k 1 k 1 k k g 1 k


 
      
       

Where,

     D1= Dividend rate for the first period

    D2 = Dividend rate for the second period

    D
T
= Dividend rate after ‘T’ time period

      k = Cost of capital

      g = Growth rate.

In this model, there are three stages which includes,

1. Initial stage which is characterized by a stable high growth

2. Transition stage wherein growth rate declines

3. Final stage is characterized by a constant or sustainable growth rate of dividends.

Q8. Explain briefly about constant growth model of dividend and two stage model of common
stock valuation.

Ans :
(i) Constant Growth Model of Dividend

With the progress of time, the dividend payments may increase i.e., D1 < D2 < D3 and so on. So the
price of the share under this phenomenon is,

    P0 = 
1D

k g

Where,  P0 = Price per share

    D1 = Dividend payment at time t

      k = Expected rate of return

     g = Growth rate.

This equation assumes a constant growth rate in dividend and hence it is called as the constant
growth dividend capitalization model.
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(ii) Two Stage Model of Common Stock Valuation

An investor would hold the security for more than one period. In that case the price of the share is
given by the formula,

 
 

 
  
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t 1 n 2
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  
  
    


Where,

    Dn= Dividend per share in time period n

    g1 = Initial growth rate

    g2 = Longer run growth rate

     n = Number of years that g1 last

4.4  FORMS OF DIVIDEND

Q9. Explain the major forms of dividend.

Ans : (Dec.-19, March-15)

Dividend can be categorized into different forms. Usually, the dividends paid in business are termed
as profit dividends, whereas liquidation dividends are those dividends which are drawn out of capital. On
the basis of terms in which they are paid, dividends can be explained as follows,

a) Cash Dividend

A common method followed by many companies in paying the dividend to their shareholders is
cash dividend. Company must have sufficient liquid assets/resources to overcome the negative
impact of payment of cash dividend. Payment of dividend in cash leads to reduction in net profit of
the company because of outflow of funds.

b) Scrip (or) Bond Dividend

A scrip dividend guarantees the shareholder to pay the dividend in future on specific date. When
there is insufficient funds in the company then company will issue bonds for due amount to
shareholders to pay in future. The main purpose of scrip dividend is to delay instant payment of
cash. It is recognized as collateral security and yields interest on it.

c) Property Dividend

This form of dividend is not famous in India. It is very rare that company pay dividend in the form
of assets or its products. It happens only when there is insufficient funds.

d) Stock Dividend

In times of insufficient liquid resources, company issue bonus shares which is known as stock
dividend. Stock dividend leads to capitalization of profits and also distribute profits to prevailing
shareholders without having any impact on the cash of the firm.



MBA (JNTU-H) I YEAR  II SEMESTER

188
Rahul Publications

Rahul Publications

4.5  DECLARATION AND PAYMENT OF DIVIDENDS

Q10. Explain the procedure declaration and payment of dividends.

(OR)

What is information content of dividend payments explain.

Ans : (Nov.-20, Dec.-19, Feb.-17)

The board of directors of a public limited company have the responsibility for determining the
amount of the concern to be distributed as “dividend”. The board of directors decide both the amount
and the date at which dividend has to be paid. The ‘declaration date’ is a date on which the board of
directors officially authorizes the payment of dividend. After such authorization, it becomes a liability for
the firm to pay the dividends as per the preset schedule.

Every concern is required to pay the dividend amount to all its shareholders on a particular date as
decided by the board of directors it is usually as referred to “record date”. As, it usually takes three
business days for obtaining the registration of shares, only those shareholders who purchases the shares
prior to the record date are liable for availing the benefits of dividends, whereas the shareholders who
makes payment after the record date cannot attain the dividends which is two days prior to the record
date is called as “ex-dividend date” and the investors may not be able to receive the dividends if they
have purchased the stock after the ex-dividend date.

Lastly, on the distribution date (which is a month away from the record date), the firm sends the
dividend cheques through mails to the shareholders who are registered during the incorporation of a
company The following figure shows these dates to $4.00 dividend.

Important Dates for XYZ’s Special Dividend

Declaration Date Ex-dividend Date Record Date Payable Date

(July 25, 2006) (Nov 20, 2006) (Nov-22, 2006) (Dec-04, 2006)

Declaration of No receipt of Shareholders Shareholders receive

special dividend dividends after this receive dividend actual payments for

of $4 per share date if they purchases dividends at a rate of

prior to this date $4 per share.

The XYZ has declared the dividend on July 25, 2006 which was payable on December 04 to all its
shareholders who have a record date of November 22. As the record date was November 22, the date
of ex-dividend was just two days prior to the record date i.e., on November 20, 2006.

Most of the companies pay the dividends to their shareholders quarterly or at regular intervals of
time. Occassionally,  when the firm is able to generate more revenues, special dividends will be declared
by the firm. In this case, XYZ declared a special dividend of $4 per share in 2006 due to its high sales
turnover.

There are various dividend policies which can be dealt in detail as follows:

In a perfect capital market, when a dividend is paid, the market price of share decreases in the
equal proportion that of the amount of the dividend when the equity shares are begin to trade beyond
the ex-dividend date.
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Policy 1: Payment of Dividend with Excess Cash

In this type of dividend policy, firms will be distributing the entire amount of surplus cash generated
as “Dividend among its existing shareholders. According to this policy, in a perfectly capital market, the
trading of stock be their ex-dividend date causes an equal decline in the market price of shares as that of
the amount of dividend. The mechanism of such dividend policy can be clearly understood with the help
of an example.

Example

Consider that Amazon has about 20 million outstanding shares and the company is paying a
dividend of about S4 on the existing shareholdings of shareholders. When a company is expected to
generate a future cash flows of a bout $65 million per year, its future dividend per share increases to
about $6.5 each year thereafter. The board of directors of Amazon declared a dividend and sets December
9 as its ex-dividend date which is two days prior to the record date (December 11).

Computation of Share Price of Amazon Before and After the Ex-dividend Date

Consider that Amazon does not have debt, then its equity cost of capital becomes equal to that of
the unlevered cost of capital which was found to be 10%. The stock is said to trade as “cum-dividend”
(i.e., along with the dividend as the shareholders are entitled to receive the dividends when they have
purchased the stock prior to the ex-dividend date.

Pcum  =  Current dividend + Future dividends

 =  4 + 
6.80
0.10

= 4 + 68 = 72

After the ex-dividend date, the new investors are not entitled to receive the current dividends.
However, they are liable to receive only the future dividends.

  PEX =  Future dividends = 
6.80

$68
0.10



Share price tends to decline at the ex-dividend date, December 9. In this policy, as the decline in
share price is directly related to the amount of current dividend, the Amazon share price falls by $4 per
share. Such affect can be studied by understanding the balance sheet of Amazon.

Particulars December 8 December 9
(Cum-Dividend) (Ex-dividend)

Cash 40 0

Other assets 300 300

Total market value 720 680

Shares (millions) 20 20 ‘

Share price $72 $68

The balance sheet represents the decline in the share price on the payment of dividend, their
decline is due to the cash fall observed in the market value of the firm’s assets. Even though there is a
decline but the shareholders of Amazon does not really incur an overall loss as they were holding $4 in
cash from that of the total value of dividend which was found to be $72.
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It also represents a fact that no arbitrage opportunity can be realized if the stock price falls below
the amount of the dividend. When the share price falls below the dividend rate, an investor can earn
profit by purchasing the securities before its ex-dividend date and sells it when its value tends to increase
thereby covering the cost of capital i.e., the capital loss on the stock. Similarly, if it falls far beyond the
dividend rate, an investor would be profitable by selling the shares before its ex-dividend and purchasing
it after the ex-dividend.

Policy 2: Share Repurchase (No Dividend)

If the Amazon fails to pay a dividend in the following year, but opts for another option of using $40
million by reinvesting the shares in the capital formation as repurchase shares, can be profitably traded in
the open market. Then, the repurchase of shares have its impact on the share prices as follows,

Given initial price = $72 (As calculated in Policy 1)

Amazon will repurchase at,

$40 million -H $72 per share = 0.555 million shares

The outstanding shares can be computed by deducting the repurchase value from the total value
of shares, i.e., 20 - 0.555 = 19.445 million shares.

Therefore, 19.445 million shares can be kept as outstanding shares.

The above transactions can be analyzed by considering Amazon’s market value balance sheet
again.

December 08 December 09

Particulars (Before Repurchase) (After Repurchase)

Cash 40 0

Other assets 300 300

Total market value of assets 720 680

Shares (millions) 20 19.445

Share price $72 $72

The Amazon’s assets as well as number of shares which are outstanding also decline, if the company
is able to payout cash. Since, the changes moves in opposite directions they can off-set each other by
maintaining consistency in the market price of the outstanding shares.

Amazon’s Future Dividends

The price of share remains constant after repurchase of shares can be studied by considering the
mechanism of Amazon’s future dividends. Amazon’s future dividends could be $68 million in free cash
flow and this amount can be utilized for paying dividend as follows,

$68 million 19.445 million shares

= $3.50 per share each year

Therefore, the current share price of share repurchase is found to be,

      Prep = 
3.50

$ 35
0.10


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Amazon is considering an option of repurchasing share rather than paying dividend because the
company can maximize its profits by increasing the dividends per share in the future which inturns
maximizes the wealth of shareholders.

But in perfect capital market, the share repurchase in an open market has not impact on stock
price if the dividends are immediately paid.

Policy 3: It Deals with High Dividend (Equity Issue)

In this case, if the board desires to pay more dividend than $4 to the shareholders. The effects of
this decision can be analyzed by Amazon as follows,

Suppose an Amazon is paying $68 million dividends in the consecutive years. But, the amount
possessed by the Amazon company is cash today is $40 million. For this purpose, Amazon needs an
extra $48 million so as to pay higher dividend as compared to the dividends paid in the previous years.

The company can exercise three options in raising dividend. They are,

i) It could increase its cash by scaling back its investments.

ii) In case of positive NPV, to dividends have to be raised as this decreases the value of the firm.

iii) To increase the value of cash the company can either borrow money or it can sell new shares.

Amazon company can raise $48 million by selling in the following way,

$48 million   $ 72 per shares = 0.67 million shares

Now, the Amazon’s total number of outstanding shares increases to 20.67 million.

 The amount pertaining to dividend per share per year.

= 
$68

20.67 million share
 = $ 3.29 per share

According to a new policy, Amazon’s cum-dividend share price is,

    Pcum =  3.29 + 
3.29
0.10

=  3.29 + 32.9

=  $ 36.19

This means no change in the initial share price and no profits to the shareholders.

4.6  BONUS SHARES

Q11. Define Bonus Shares. Explain the objectives of bonus shares.

Ans : (Sep.-16)

Meaning

Bonus shares are those shares which are given by the company to its shareholders as a bonus or
gift. Bonus can be in any form either cash or shares. When company is not in a position to give bonus in
cash, it issue bonus shares.

The meaning of bonus shares in dictionary is “an extra dividend paid to shareholders in a joint stock
company from surplus profit”. Bonus shares are referred as shares allotted by capitalization of the reserves
or surplus of a corporate enterprise. Profits of the company are converted into share capital with issue of
bonus shares. Capital structure of the company is not influenced by issuing of shares as it is capitalizing
shareholders equity.
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Bonus shares are useful to both shareholders
as well as company in many ways.

Objectives

As we have seen in the above illustration,
issue of bonus shares does not affect capital
structure, at the same time earnings per share
(EPS), market price per share (MPS), decreases due
to the increase in number of equity shares. It
indicates that it does not have any actual effect on
equity shareholder’s wealth. Then why do
companies go for bonus issue? At the same time
shareholders a lso look for bonus issue.
Shareholders prefer to buy stock of a company that
has been declaring bonus shares:

1. To remote active trading of shares in the
secondary market.

2. To reduce the impression that the company
is making huge profits, because bonus issue
increases number of shares, thereby dividend
comes down.

3. To achieve respectable size in the eyes of
investors [individuals as well as institutions] -
Bonus issues increase capital base.

4. To send signals that company’s future
prospects have brightened and also create
an impression that future dividends will
increase.

5. To improve prospects of raising additional
funds as said earlier, investors prefer to invest
in a company which is declaring dividends.
Bonus issue helps to raise additional funds
easily.

Q12. Explain the Advantages of Issue of
Bonus Shares.

Ans :
We have understood in the above discussion

that issue of bonus shares do not affect the wealth
of shareholders. But in practice, it carries some
advantages for both the company and to the
ordinary shareholders.

I. Advantages to the Company

The following are some of the advantages
enjoyed by the issuing company.

 Conversion of Cash /Maintenance
of Liquidity Position

Issue of bonus share/stock will not
reduce the cash position of the firm.
Through this form of dividends firm will
be able to retain earnings and at the
same time it can satisfy shareholders. So
it can maintain liquidity position.

 Only way to pay Dividends under
Financial Difficulty and Con-
tractual Restrictions

When there are no profits, companies
will issue bonus shares just to justify to
the shareholders. Payment of dividend
in the form of bonus shares at difficult
times does not convey the company’s
position to the shareholders and the
investing community. This form of
dividend payment is also necessary
when there are restrictions from the
loan granters to pay dividends in the
form of cash. Hence, under the financial
difficulty or contractual constraints from
creditors to cash dividend, issue of stock
dividend is needed to maintain the
confidence of the shareholders in the
firm.

 Attractive Share Price

Generally, higher share price is attractive
to investors, but it is not so for small
investors. Issue of bonus shares reduces
market price of shares and attracts small
investors. Therefore, many companies
pay dividends in the form of bonus
shares to bring the share price into
popular trading range.
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 Enhances Prestige

Payment of dividend by way of issue of stock of the company increases its borrowing capacity.
The company, which pays stock dividend will increase credit standing in the market and it
leads to increase of the borrowing capacity of the company in the eyes of the lending institutions.

 Widening the Share for Market

A company that is interested in widening ownership shares, may pay dividend by way of issue
of stock. Because of increased prestige of the firm, there will be a good demand for the share
of the company.

 Availability of Funds for Expansion Programme

Through the retention of profits expansion programmes can be financed. But the retention
takes place through the issue of stock dividend. It becomes a permanent part of the capital
structure of a company. Hence, it helps for expansion programmes.

II. Advantages to Ordinary Shareholders

The following are some of the advantages enjoyed by the owners.

 Tax Savings

Receipt of cash dividend involves payment of tax according to ordinary tax rates. By receipt
of dividends in the form of stock dividend does not involve payment of tax.

 Indication of Future Benefits

As we have seen in the above features issue of bonus shares is an indication of profiteering.
With payment of stock dividend the existing owner receives more shares. If the company
maintains one present rate of dividend, shareholders receive more income since their number
of shares are increased.

 Psychological Value

Receipt of bonus shares may have a favourable psychological impact on the investors.

PROBLEM ON BONUS SHARES

12. The following are capital structure of XYZ Ltd.,

Equity Share Capital (Rs.10 Share)

Share Premium Rs. 3,00,000

Reserves and Surplus Rs. 1,50,000

  Total Rs. 6,50,000

The company issues bonus share to its existing equity shareholders in the ratio
of 1 for 10 at the market price is Rs. 15 per share show the,

i) The new capitalization of company.

ii) Earning per share before and after bonus issued presuming the net earnings as rs.
22,000
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Sol :
The bonus issue amount to Rs. 3,00,000 (20,000 × 15)

i) Calculation of New Capitalization of a Company

   Equity Share Capital 2,20,000

(22,000 Share of Rs. 10 each)

   Share Premium (3 Lakhs – 10,0-00 + 10,000) 3,00,000

   Reserves and Surplus (1,50,000 – 20,000) 1,30,000

                     Total Networth 6,50,000

ii) Earning per share Before issue of Bonus

Net earnings = Rs. 22,000

No. of equity share = Rs. 20,000

EPS = 
Net earnings

Number of equity shares

=  
22,000
20,000 = 1.10

Earning Per Share of the issue of Bonus

Net earnings = Rs. 22,000

Number of equity share = Rs. 22,000

EPS =  
Net earnings

Number of equity shares

=  
22,000
22,000  = 1

As there is an decrease in EPS the earning of shareholders remain constant.

4.7  RIGHTS ISSUE, SHARE-SPLITS

Q13. What is Rights issue ? Explain the guide lines issued by SEBI for right issues.

Ans : (Imp.)

Meaning

“An option to buy a security at a specified price during a specific period. The right shares are the
shares issued to shareholders.”

According to Weston and Brigham these are mainly occurred in joint stock company. The share
holders are given the pre-emptive right by the Act applicable. A pre-emptive right is also known as
“Rights”. This right gives holders of common stock as a first option to purchase additional issue of common
stock.
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SEBI Guidelines on Right Issue

The Securities and Exchange Board of India
has issued the following guidelines to companies
on right issues,

1. Where public and rights issues are made as
composite they can be made at different
media.

2. Gap between the closure dates of rights issue
and public issues should not exceed 30 days.

3. For rights issue of listed companies exceeding
a sum of Rs. 50 lacks, issue should be
managed by an authorized merchant banker.

4. Reservation if rights issue is allowed and it is
subjected to a lock in period of 3 years.

5. Rights issue must have been underwritten at
least to the extent of net rights offer.

6. Rights issue is not to be kept open for more
than 60 days.

7. Proposed rights issue should not result in the
dilution of the value or rights of FC/PC
debenture-holders.

8. The letter of offer must conform to the
disclosure prescribed in Form 2 u/s 56(3) of
the Companies Act, 1956.

9. Under any circumstances, no part of over-
subscription should be retained, i.e., the issue
should not exceed the quantum specified in
the prospectus.

10. Rights issue should be fully paid-up within
12 months where the total issue is less than
Rs. 500 crores.

11. Letter of offer pertaining to rights issue should
get voted by SEBI before approach has been
made to stock exchange for fixing the date
of the proposed issue.

12. Within 45 days of closure of rights issue, a
compliance report duly signed by statutory
auditor/practising chartered accountant/
company secretary in practice must be
forwarded.

Valuation

The company can issue a new shares to the
existing shareholder at the lower price than their
market price. This is due to,

1. Company want to give some advantage to
shareholders because of the continuing with
the company.

2. Company want to make right issue as
success.

The company sell the share to the existing

shareholders at the lesser cost because to make a

profit by selling his right to apply for new share.

The price of the share may be “Cum-right

price” or “Ex-right price”.

The “Cum-right price” give the right to apply

a new share, beside the ownership which is already

held.”

The “Ex-right price” gives the buyer only the

ownership of the existing share held by the seller.

The value of right can be calculated by

applying the formula,

R = 
M S
N 1



where,

    R = Value of the share,

    M= Cum-right market price of the share,

    S = Subscription,

    N = Number of shares.

The Ex-right shares can be calculated as,

     P = 
MN S
N 1




where,

     P = market value of ex-right share.
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Q14. Explain the advantages of right issue.

Ans :
The following are the advantages of rights issue made to the existing shareholders,

1. It avoids the expense which has to be increased by a firm during the issue of shares to the public.

2. It is associated with certain factors as they have to be sold to the existing shareholders.

3. It improves the image of the firm which inturn stimulates alternative responses from the shareholders
and the investment market.

4. Rights issue plays a vital role in maintaining the equitable distribution of shares so as to ensure the
attainment of equilibrium and control of the company is preserved in the hands of the existing
shareholders.

5. Through renouncing the nominee, directors do not take undue advantage of the opportunity of
issuing the new shares to their relatives and friends, even they can built the strong relationship with
the company.

Q15. Differences between right issue and bonus shares.

Ans : (Sep.-14)

S.No Right Issue S.No. Bonus Share

1. Right issue (shares) are issued to 1. Bonus shares are issued for free
Shareholders against payment of of cost
specified amount.

2. Right issue is governed by the 2. Bonus issues is  governed by the
provisions of companies Act and company’s Articles/Table A and the
SEBI guidelines. detailed SEBI guidelines.

3. In right issue, members have the 3. In bonus shares, there is no such
right to transfer shares in favour facility
of his nominee

4. If company does not receive 4. It is applicable in case of bonus
minimum subscription for right shares as it does  not involve any
issue then it should return entire money.
money received

5. Company must maintain a sepa- 5. Does not require any bank account.
rate bank account to keep the
received money until stock
exchange approves the allotment.

6. Right shares can be partly paid up. 6. Bonus shares are always fully paid up

Q16. What is share split? Explain the various reasons for share split.

Ans :
Meaning

Share split can be done only by publicly - traded companies which have a number of shares
outstanding on the stock market. Stock split is the action of corporate to reduce the par value of stock
and increase the number of shares proportionately.
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Share split is a decision by the company’s
Board of Directors (BoDs) to increase the number
of shares that are outstanding by issuing more shares
to the current shareholders.

Objectives Behind Stock Split

The primary motive behind stock split is to
make shares more affordable to small investors
without changing the value of the company.

But sometimes stock split can also result in a
stock price increase following the decrease
immediately after the split. Since many small
investors come forward to buy stock and boosting
demand for shares, which lead to share price
increase. Another reason for stock price increase
is that a stock split provides a signal to the market
that the company’s share price has been increasing
and people assume this growth will continue in the
future, and again lift demand and increases share
price. With the above we can understand that
companies can achieve the objective of bringing
share price to an affordable level for a short period
only (immediately after stock split.

Reasons for Share Split

The following are the reasons for splitting of
a firm’s ordinary (equity) shares.

1. To Make Share Trading to Attractive

The prime reason of stock split is to reduce
the share price in the market, attract small
investors. In other words, the firm provides
broader and stable market for its stock. With
stock split, the shares are placed in a more
popular trading range that helps in providing
marketability and liquidity to the firm’s
shares.

2. Indication of Higher Profits in the Future

Share split sends wrong signals to the
investors that the firm is expecting higher
profits in the near future. Blue chip or high-
growth firm’s share price (market price) goes
up very fast, that puts the firm’s shares out
of the popular trading range. To put shares
in a, popular range firms split shares
periodically.

3. To give Higher Dividends to Share
holders

Share split is the only way through which a
company can increase or reduce the cash
dividend per share proportionately. However,
the total dividends of a shareholder increase
after a share split.

Reverse Split

It is a quite opposite to the stock split, where
a company reduces the number of outstanding
shares to increase the market price per share. For
example, a company has 8 lakhs outstanding shares
(equity) of  ̀ .10 each. If company declares a reverse
split two for four. Now the company will have 4
lakhs shares of `. 20 per share.

4.8  MAJOR FORMS OF DIVIDENDS – CASH

AND BONUS SHARES

Q17. What are the major forms of dividends?
Discuss about conditions in which a
company should avoid paying cash
dividend.

Ans: (Imp.)

Major Forms of Dividends

There are two major forms of dividend. They
are,

1.  Cash dividend

2.  Bonus shares

1. Cash Dividend

A common method followed by many
companies in paying the dividend to their
shareholders is cash dividend. Company must
have sufficient liquid assets/resources to
overcome the negative impact of payment
of cash dividend. Payment of dividend in cash
leads to reduction in net profit of the company
because of outflow of funds.

2. Bonus Shares

Bonus shares are those shares which are given
by the company to its shareholders as a
bonus or gift. Bonus can be in any form either
cash or shares. When company is not in a
position to give bonus in cash, it issue bonus
shares.
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The meaning of bonus shares in dictionary is
“an extra dividend paid to shareholders in a
joint stock company from surplus profit”.
Bonus shares are referred as shares allotted
by capitalization of the reserves or surplus of
a corporate enterprise. Profits of the company
are converted into share capital with issue of
bonus shares. Capital structure of the
company is not influenced by issuing of shares
as it is capitalizing shareholders equity.

Conditions in which a Company Should
Avoid Paying Cash Dividend

Usually, companies pay dividends in the form
of cash, certain conditions restricts the firm
from paying cash dividends. Some of the
conditions are as follows,

1. Re-investment Opportunity

The management and board members
assume that money can be reinvested into
the company for research and development,
capital investment, expansion etc., which is
much more profitable than paying dividends
to its shareholders.

Hence, a company avoids dividend payment
when it has good investment opportunities.

2. Double Taxation

The payment of dividend involves double
taxation. First, company pays taxes to
government for income earned and then
individual shareholders must pay tax for
dividend received. In order to avoid double
taxation, company use dividend amount as
retained earnings or for stock buyback.

3. Liquidity

Companies with poor liquidity condition
avoid payment of cash dividend as it involves
outflow of cash.

4. Legal Restrictions

There are certain legal restrictions imposed
by Indian Companies Act on the payment of
dividends. According to which dividend needs
to be paid only from the current profits or
post profits of the firm that had been obtained
after providing depreciation.

Hence, companies can pay dividends only
when the above conditions are satisfied.

5. Inflation

Companies avoid payment of dividend during
inflation to maintain their position and some
companies pay more dividends during high
inflation to retain their shareholders.

6. Restrictions in Loan Agreements

Usually, lenders impose certain restrictions on
payment of dividend of the firms which
possess low liquidity’ or low profitability. Due
to these restrictions of the lenders, companies
avoid paying dividends.

4.9  DIVIDENDS AND VALUATIONS

Q18. Explain the theoretical backdrop of
dividends and valuations.

Ans :
The residual theory is used in overcoming

the limitations of theoretical backdrop of dividends.
This theory is considered as a school of thought
suggest that if the firm is paying dividend to its
shareholders then it should be treated as “Residual”
in the books of accounts and balance as it
constitutes the surplus amount left with the firm
after undertaking the investment projects. This
theory is used by the firm while taking dividend
decisions which is based on three steps. They are
as follows,

1. Estimation of optimal level of capital
expenditure is at the point of intersection of
IOS (Investment Opportunity Schedule) and
WMCC (Weighted Marginal Cost of Capital).

2. By using the proportion of optimal capital
structure, the need of equity financing to
meet the capital expenditure of the firm is
analyzed (i.e., obtained in step 1).

3. If the cost of common stock (KS) is more than
the cost of retained earnings (Kr) than the
retained earnings should be used to realize
the equity requirements. On the other hand,
if the retained earnings are not sufficient to
meet the equity requirements than it could
be fulfilled by selling the common stock. If
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retained earnings are in excess amount then
the surplus amount (or residual amount)
should be distributed among the stock
holders as “Dividends”.

According to this theory cash dividends will
not be paid to the shareholders if the equity
of the firm exceeds the amount of retained
earnings. It is essential for the company to
maintain its financing stability, such that the
dividends policy of firm remains independent
of the returns of investors.

4.10  MAJOR THEORIES CENTERED ON THE

WORKS OF GORDON, WALTER AND LINTNER

Q19. Explain briefly about Lintner theory of
dividend.

Ans : (Imp.)

In 1956, John Lintner researched on
pattern of corporate dividend behaviour and
explained the following important points.

1. Usually firms plan long-run target payout
ratios,

2. Dividends are constant because managers
believe that any changes in dividend have a
negative impact on earnings,

3. Managers mainly focus on fluctuations in
dividends, than on earnings.

4. Changes in dividends are slow than earnings
because of their sticky nature.

According to Lintner dividend is a function
of earnings of that particular year, prevailing
dividend rate, target payout ratio and speed of
adjustment.

Corporate dividend behaviour is explained
by the Lintner in the following form,

   Dt = CrEPSt + (1 - c)Dt-1 ,

Where,

   Dt = Dividend per share for year t

    Cr= Adjustment rate

      r= Target payout rate

EPSt= Earnings per share for year t

           Dt-1 = Dividend per share for year t-1.

4.11  DIVIDEND POLICIES OF INDIAN

COMPANIES

Q20. Explain dividend policies impact on
Indian Companies.

Ans : (Imp.)

Most of the Indian companies pursue three
types of policies while paying dividends.

1. Generous Dividend and Bonus Policy

Firms which follow this policy reward the
shareholders generously by stepping up the
total dividend payment over the time.
Typically these firms maintain the dividend
rate at a certain level say 15 to 20 % an issue
bonus shares when the reserves position and
earning potential permit. Such firms naturally
have a strong share holder orientation.

2. More or Less Fixed Dividend Policy

Some firms have a target dividend rate which
is usually in the range of 10 to 20% which
they consider as a reasonable compensation
to equity share holders Such firm normally
do not issue bonus share, Infrequently may
be once in a few years, the dividend rate may
be raised slightly to provide somewhat higher
compensation to equity shareholders to
match the higher returns from other forms
of investment.

3. Erratic Dividend Policy

Firms which follow this dividend policy seem
to be indifferent to the welfare of equity
shareholders. Dividends are paid erratically
whenever the management believes that it
will not strain resources. Bhat and Pandey
conducted survey to ascertain the perceptions
of Indian managers about dividend decisions.
The top five determinants of dividend policy
according to the Indian managers are

a.   Current earnings

b.   Pattern of the past dividends

c.   Expected future earnings

d.   Increasing equity base

e.   Liquidity
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They consider industry practices as the least important factor. Managers perceive that the dividend
policy influences the share price, although they do not consider the rationale for paying dividends
to be maintaining or increasing share price.

They do not think that dividend decision should be constrained by a firm’s capital expenditures. In
their opinion investors are not indifferent to dividends and capital gains. Managers in India strongly
believe that a company should strive to maintain an uninterrupted record of dividend payments
and follow a stable pattern of dividend payment.

They think that the companies should have target payout ratios, and should not change their
dividend polices if they cannot maintain it. They feel that the current dividend depends in part on
the current earnings and in part on dividend paid in the previous years. In the view of the managers,
shareholders in low tax brackets prefer more dividends than low or no dividends.

They are however not sure if shareholders in high tax brackets prefer low dividends. They think that
the payments of dividends helps to communicate the future prospects of the company and dividends
should be paid even though companies may have fund requirements for investing in profitable
investment opportunities.

Q21. What is the relationship between taxes and dividend policy?

Ans : (Nov.-22)

Dividend policy is the exchange between retained earning and paying out cash or issuing new
shares to shareholders.

Some organizations pay out low dividends because management might be expecting some positive
results about company’s future and hence it should retain their earning in future aspects. It is difficult to
deny that taxes are important to investors.

While, dividend affects the liability of shareholders tax. In general, it does not change the taxes that
must be paid in or the company distributes and retains its profit.

Dividends are typically paid to owners or shareholders of company at specific periods. This appears
based on the declared earning of the company and the suggestion made by its management.

If the company made no profit, then dividends cannot be declared, but when company makes
profit, it is the responsibility of management to pay corporate taxes with other legal taxes to the government.

Hence, in perfect and complete capital market, a firm’s dividend policy does not affect its value and
only the investment policy matters. And, as the tax policies change, the effect of change on the dividend
policy will also change.

Therefore, dividend policy is directly proprtional to tax policies, because if the policy on the taxes to
be incurred is high, then its effect on dividends will also be high. If the taxes are low, then its effect on
dividends will also be low.

Q22. What do you understand by a stable dividend policy?  Why should it be followed?

Ans : (May-22)

A business with a stable dividend policy pays out a steady dividend every given period, regardless of
the voltaility in the market. The exact amount of dividends that are paid out depends on the longterm
earnings of the company. The dividend’s growth is in the line with one company’s longterm earnings.
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Short Question and Answers

1. What is information content of dividend
payments explain.

Ans : (Nov.-20, Dec.-19, Feb.-17)

The board of directors of a public limited
company have the responsibility for determining
the amount of the concern to be distributed as
“dividend”. The board of directors decide both the
amount and the date at which dividend has to be
paid. The ‘declaration date’ is a date on which the
board of directors officially authorizes the payment
of dividend. After such authorization, it becomes a
liability for the firm to pay the dividends as per the
preset schedule.

Every concern is required to pay the dividend
amount to all its shareholders on a particular date
as decided by the board of directors it is usually as
referred to “record date”. As, it usually takes three
business days for obtaining the registration of
shares, only those shareholders who purchases the
shares prior to the record date are liable for availing
the benefits of dividends, whereas the shareholders
who makes payment after the record date cannot
attain the dividends which is two days prior to the
record date is called as “ex-dividend date” and
the investors may not be able to receive the
dividends if they have purchased the stock after
the ex-dividend date.

2. Define Dividend.

Ans :
Dividend is explained as that portion of profits

which is allocated to the shareholders of the
company. It may be defined as the return that a
shareholder gets from the company, out of its profits
on his shareholdings.

Definition

i) According to the Institute of Chartered
Accountants of India, dividend is “a
distribution to shareholder out of profits or
reserves available for this purpose”.

3. Walter’s Model.

Ans :
Walter’s model believes that dividends are

relevant because dividends influence the value of
the firm. According to Walter, firm cannot be isolated
from its dividend policy because they are associated
with each other.

The Walter’s model is supported by important
statements like there exists a relationship between
internal rate of return (r) and cost of capital (k) which
influence an optimum dividend policy of a firm.
When internal rate of return is more than the cost
of capital (r > k) then firm must preserve its earnings
and when internal rate of return is less than cost of
capital (r < k) then firm must distribute its earnings
to shareholders as dividends. In the situation when
r > k, the optimum pay out will be zero which results
in increase in the value of the shares. And when r
< k, the firm distributes all its earnings and optimum
pay out will be 100%.

Assumptions

1. Walter’s model assumes that all the
investments made by the firm are financed
through retained earnings and not from any
external sources of funds like debt or new
equity.

2. It is assumed that business risk of the firm does
not change which implies that internal rate
of return and cost of capital remain constant.

3. It is assumed that firm is a going concern with
perpetual life.

4. At the time of determining the value, earnings
and dividends remains constant.

The formula for determining the market price
of the share is,

e

e

r
D (E D)
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K

 
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Where,

     P = Market price of share

     D= Dividend per share

      r= Internal rate of return

    Ke= Cost of capital

     E= Earnings per share.

4. Gordon’s Approach

Ans :
Gordon’s model was developed by Myron

Gordon. This model believes that dividends are
relevant and dividend decision has an impact on
firm value. Gardon supports Walter’s model in
analysis of relationship between dividend policy and
valuation of firm. Gordon’s model is based on
following assumptions,

1. It is assumed that firm is an all-equity firm
and all investments are financed through
retained earnings.

2. It is assumed that firm has a perpetual life
and there are no corporate taxes.

3. The cost of capital is constant and more than
the growth rate.

4. The internal rate of return remains constant.

5. Firm decides a retention ratio and it remains
constant.

According to Gordon’s model, the market
value of the share is equal to the current value of
future dividends. It can be mathematically
represented as,

     
e

E(1 b)
P

K br





Where,

     P = Market price of the share

    Ke= Cost of capital

     E= Earnings per share

     b = Retention ratio

    br= Growth rate

      r= Earnings rate.

5. MM Hypothesis

Ans :
This theory states that dividend decision will

not have any impact either on shareholder’s wealth
or share prices, as it is not related to valuation of
the firm.

According to this theory, investors don’t
separate their dividends and capital gains. The main
aim of investors is to yield more and more return in
their investment.

In case, the company has profitable invest-
ment opportunities, it will retain the earnings to
finance them, otherwise distribute them.

The Modigilani - Miller Approach

The Modigliani-Miller theorem forms the basis
for modern thinking on capital structure. The basic
theorem states that, in the absence of taxes,
bankruptcy costs, and asymmetric information, and
in an efficient market, the value of a firm is unaffected
by how that firm is financed. It does not matter if
the firm’s capital is raised by issuing stock or selling
debt. It does not matter what the firm’s dividend
policy is. Therefore, the Modigliani-Miller theorem
is also often called the capital structure irrelevance
principle.

6. Factors Determining Dividend Policy.

Ans :
1. Legal Restrictions

In deciding on the dividend, the directors take
the legal requirements too into consideration.
In order to protect the interests of creditors
an outsiders, the companies Act 1956
prescribes certain guidelines in respect of the
distribution and payment of dividend.
Moreover, a company is required to provide
for depreciation on its fixed and tangible assets
before declaring dividend on shares. It
proposes that Dividend should not be
distributed out of capita, in any case. Likewise,
contractual obligation should also be fulfilled,
for example, payment of dividend on
preference shares in priority over ordinary
dividend.
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2. Size of the Earnings
Practically and truly speaking, the upper ceiling on dividend is dictated by the earnings of the
business. If the amount and the nature of earnings are relatively stable a firm is better able to predict
what its future earnings will be and is, therefore, more likely to pay-out a higher percentage of
profits. A rational dividend policy should take into account both the amount and nature of earnings
from year to year.

3. Investment Opportunities and Share holder’s Preferences

Management should adopt a dividend policy which strikes a balance between the shareholder’s
preference for dividends and financing investment opportunities with retained profits. Having a
large number of profitable projects in hand, a company should give preference to the retention of
earnings over the payment of dividends. The preference of shareholders for dividends and capital
gains needs to be paid full heed. To a great extent the preference for dividends or capital gain is
determined by the economic status of the shareholders and the tax bracket to which he belongs.
The capital gains tax rate is generally lower than the dividend tax rate. As against current dividends
a financially better-off shareholder in a high income tax bracket may be interested in capital gains.
A prudent dividend policy should take full care of these aspects.

7. Dividend Capitalization Model

Ans :
For an equity share, the payments are in the form of dividends, declared by the company.

As the equity is a perpetual security i.e., with no maturity date, the dividend payments are made
periodically throughout its infinite life. So, the intrinsic value of a share is represented by the equation,

    P0 =
     
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Where,

    Dt = Dividend payment at time t

    ke = Equity capitalization rate

    P0 = Present value of a share.

8. Cash Dividend

Ans :
A common method followed by many companies in paying the dividend to their shareholders is

cash dividend. Company must have sufficient liquid assets/resources to overcome the negative impact of
payment of cash dividend. Payment of dividend in cash leads to reduction in net profit of the company
because of outflow of funds.

9. Scrip (or) Bond Dividend

Ans :
A scrip dividend guarantees the shareholder to pay the dividend in future on specific date. When

there is insufficient funds in the company then company will issue bonds for due amount to shareholders
to pay in future. The main purpose of scrip dividend is to delay instant payment of cash. It is recognized
as collateral security and yields interest on it.
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10. Define Bonus Shares.

Ans :
Bonus shares are those shares which are given by the company to its shareholders as a bonus or

gift. Bonus can be in any form either cash or shares. When company is not in a position to give bonus in
cash, it issue bonus shares.

The meaning of bonus shares in dictionary is “an extra dividend paid to shareholders in a joint stock
company from surplus profit”. Bonus shares are referred as shares allotted by capitalization of the reserves
or surplus of a corporate enterprise. Profits of the company are converted into share capital with issue of
bonus shares. Capital structure of the company is not influenced by issuing of shares as it is capitalizing
shareholders equity.

Bonus shares are useful to both shareholders as well as company in many ways.

11. Advantages of right issue.

Ans :
The following are the advantages of rights issue made to the existing shareholders,

1. It avoids the expense which has to be increased by a firm during the issue of shares to the
public.

2. It is associated with certain factors as they have to be sold to the existing shareholders.

3. It improves the image of the firm which inturn stimulates alternative responses from the
shareholders and the investment market.

4. Rights issue plays a vital role in maintaining the equitable distribution of shares so as to ensure
the attainment of equilibrium and control of the company is preserved in the hands of the
existing shareholders.

12. What is share split?

Ans :
Share split can be done only by publicly - traded companies which have a number of shares

outstanding on the stock market. Stock split is the action of corporate to reduce the par value of stock
and increase the number of shares proportionately.

Share split is a decision by the company’s Board of Directors (BoDs) to increase the number of
shares that are outstanding by issuing more shares to the current shareholders.

Objectives Behind Stock Split

The primary motive behind stock split is to make shares more affordable to small investors without
changing the value of the company.



UNIT - IV FINANCIAL MANAGEMENT

205
Rahul Publications

Rahul Publications

Exercise Problems
1. The earning per share of company are ̀  12 and the rate of capitalization applicable to the company

is 10%. The productivity of earning (r) is 10%. Compute the market value of Company, if the
payout ratio is (a) 25% (b) 50% (c) 75%.

[Ans: If dividend Payout is 25% – ` 120; If dividend Payout is 50% – ` 120; If dividend
Payout is 75% – ` 120]

2. The earnings per share of a company are ` 10. The Equity Capitalization rate is 10%. Internal rate
of return or retained earnings is 20%. Using Walter’s formula:

(a) What should be the optimum payout ratio of the company?

(b) What should be the price of share at optimum payout ratio?

(c) How shall this price be affected if different payout (say 80%) were employed?

[Ans: 0% payout ratio ̀ 200, 80% payout ratio ̀  120].

3. A company has a total investment of ` 500,000 in assets, and 50,000 outstanding ordinary shares
at ` 10 per share (par value). It earns a rate of 15 percent on its investment, and has a policy of
retaining 50 percent of the earning. If the appropriate discount rate of the firm is 10 percent,
determine the price of the share using Gordon s model. What shall happen to the price of the share
if the company has a payout of 80 percent or 20 percent?

[Ans: 50% payout ratio ̀ 30, 80% payout ratio n 7, 20% payout ratio ̀ 15].

4. The shara of a certain stock paid a dividend of ` 2.00 last year (D0 = ` 2.00) The dividend is
expected to grow at a constant rate of 6 percent in the future. The required rate of return on this
stock is considered to be 12 percent. How much should this stock sell for now? Assuming that the
expected growth rate and required rate of return remain the same, at what price should the stock
sell 2 years hence?

[Ans: P0 = ` 35.33, P2 = ` 39.70].

5. The equity stock of Max Limited is currently selling for ` 32 per share. The dividend expected next
is ` 2.00. The investor’s required rate of return on this stock is 12 percent. Assume that the constant
growth model applies to Max Limited. What is the expected growth rate of Max Limited?

[Ans: 5.75%].
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1. Dividend Payout ratio is: [ b ]

(a) PAT / Capital (b) DPS / EPS

(c) Pref. Dividend / PAT (d) Pref. Dividend / Equity Dividend

2. Dividend Distribution Tax is payable by: [ c ]

(a) Shareholders to Government (b) Shareholders to Company

(d) Company to Government (d) Holding to Subsidiary Company

3. Which of the following stresses on investor’s preference for current dividend than higher future
capital gains? [ c ]

(a) Walter’s Model (b) Residual’s Theory

(c) Gordon’s Model (d) MM Model

4. MM Model of Dividend irrelevance uses arbitrage between: [ b ]

(a) Dividend and Bonus (b) Dividend and Capital Issue

(c) Profit and Investment (d) None of the above

5. If Ke = r, then under Walter’s Model, which of the following is irrelevant? [ c ]

(a) Earning per share (b) Dividend per share

(c) DP Ratio (d) None of the above

6. Walter’s Model suggests that a firm can always increase the value of the share by: [ d ]

(a) Increasing dividend (b) Decreasing dividend

(c) Constant Dividend (d) None of the above

7. Bird in hand’ argument is given by [ b ]

(a) Walter’s Model (b) Gordon’s Model

(c) MM Model (d) Residual’s Theory

8. Residuals theory argues that dividend is a : [ c ]

(a) Relevant Decision (b) Active Decision

(c) Passive Decision (d) Irrelevant Decision

9. What should be  the optimum Dividend pay-out ratio , when r = 15% & Ke = 12%. [ c ]

(a) 100% (b) 50%

(c) Zero (d) None of the above

10. Which of the following is the irrelevance theory? [ c ]

(a) Walter model (b) Gordon model

(c) M.M. hypothesis (d) Linter’s model

Choose the Correct Answers
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1.  is a distribution to shareholder out of profits or reserves available for this purpose.

2.  model assumes that all the investments made by the firm are financed through retained
earnings and not from any external sources of funds like debt or new equity.

3. Gordon’s model was developed by .

4. The  theorem forms the basis for modern thinking on capital structure.

5. A common method followed by many companies in paying the dividend to their shareholders is
 dividend.

6. A  dividend guarantees the shareholder to pay the dividend in future on specific date.

7. The board of directors of a public limited company have the responsibility for determining the
amount of the concern to be distributed as .

8.  shares are referred as shares allotted by capitalization of the reserves or surplus of a corporate
enterprise.

9. Companies with poor  condition avoid payment of cash dividend as it involves outflow of
cash.

10.  can be done only by publicly - traded companies which have a number of shares outstanding
on the stock market.

ANSWERS

1. Dividend

2. Walter’s

3. Myron Gordon

4. Modigliani-Miller

5. Cash

6. Scrip

7. Dividend

8. Bonus

9. Liquidity

10. Share split

Fill in the blanks
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Very Short Questions and Answers

1. Define Dividend.

Ans :
Dividend is explained as that portion of profits which is allocated to the shareholders of the company.

2. Walter’s Model.

Ans :
According to Walter, firm cannot be isolated from its dividend policy because they are associated

with each other.

3. Scrip (or) Bond Dividend

Ans :

A scrip dividend guarantees the shareholder to pay the dividend in future on specific date.

4. Stock Dividend

Ans :

Stock dividend leads to capitalization of profits and also distribute profits to prevailing shareholders
without having any impact on the cash of the firm.

5. Define Bonus Shares.

Ans :
Bonus shares are those shares which are given by the company to its shareholders as a bonus or

gift. Bonus can be in any form either cash or shares.
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5.1  WORKING CAPITAL MANAGEMENT

Q1. Explain the meaning of working capital.

(OR)

What is working capital?

(OR)

Define working capital.

Ans : (May-19, Dec.-18, Imp.)

Meaning

Working Capital refers to the cash a business
requires for day-to-day operations, (or) more
specifically, for financing the conversion of raw
materials into finished goods, which the company
sells for payment. Among the most important items
of working capital are levels of inventory, debtors
and creditors. These items are looked at for signs of
a company’s efficiency and financial strength.

Definitions

(i) According to Shubin, “Working capital the
amount of funds necessary to cover the cost
of operating the enterprise”.

(ii) According to Gerstenberg, “Circulating
capital means current assets of a company
that are changed in the ordinary course of
business from one form to another, as for
example, from cash to inventories, inventories
to receivables, receivables into cash”.

(iii) According to Hoagland, “Working capital
is descriptive of that capital which is not fixed.
But, the more common use of working capital
is to consider it as the difference between the
book value of the current assets and the
current liabilities”.

Q2. Explain different kinds of working
capital.

(OR)

What are the sources of working capi-
tals?

Ans :      (May-19, Dec.-18, Feb.-17, Imp.)

Working Capital may be classified in two
ways:

A) On the basis of concept

B) On the basis of time.

A) On the Basis of Concept

On the basis of concept, working capital is
classified as gross working capital and net working
capital

1. Gross Working Capital

Gross working capital refers to the amount
which the company has invested into the
current assets. Examples of current assets
are:

Constituents of Current Assets

1. Cash in hand and bank balances,

2. Bills Receivables,

3. Sundry Debtors (less provision for bad
debts),

UNIT
V

(a) Working Capital Management and Finance: Working Capital
Management: Components of Working Capital, Gross vs. Net Working capital,
Determinants of Working Capital Needs, the Operating Cycle Approach.
Financing of Working Capital through Bank Finance and Trade Credit.

(b) Management of Current Assets: Basic Strategies for Cash Management,
Cash Planning, Cash Budget, Cash Management Techniques/Processes.
Marketable Securities: Characteristics, Selection Criterion, Management of
Receivables, Credit Policy, Credit Evaluation of Individual Accounts,
Monitoring Receivables. (c) Management of Inventory, Inventory
Management Process, Inventory Control Systems, Analysis of Investment in
Inventory.
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4. Short- term loans and advances.

5. Inventories of stocks, as:

i) Raw materials.

ii) Work-in-process,

iii) Stores and spares.

iv) Finished goods.

6. Temporary Investment of surplus funds,

7. Prepaid Expenses,

8. Accrued Incomes.

2. Net Working Capital

Net working capital refers to the difference
between the current assets and current
liabilities of the company.

Net Working Capital = Current Assets –
Current liabilities

Examples of current liabilities are :

Constituents of Current Liabilities

1. Bills Payable,

2. Sundry Creditors or Accounts Payable,

3. Accrued or Outstanding Expenses,

4. Short-term loans, advances and
deposits,

5. Dividends Payable,

6. Bank Overdraft,

7. Provision for taxation, if it does not
amount to appropriation of profits.

As one can see from the above that both gross
working capital and net working capital are different
because under gross working capital one calculate
the amount which the company has invested into
current assets, which implies that current liabilities
are excluded while calculating gross working capital,
which is not the case under net working capital
where one calculate the difference between current
assets and current liabilities.

B) On the Basis of Time

On the basis of time, working capital is
classified as

1. Permanent or Fixed Working Capital:
Permanent or fixed working capital is the
minimum amount which is required to ensure
effective utilizations of fixed facilities and for
maintaining the circulation of current assets.
There is always a minimum level of current
assets which is continuously required by the
enterprise to carry out its normal business
operations.

2. Temporary or Variable Working Capital:
Temporary or variable Working Capital is the
amount of Working Capital which is required
to meet the seasonal demands and some
special exigencies. Variable Working Capital
can be further divided as seasonal Working
Capital and special Working Capital.

Most of the enterprises have to provide
additional Working Capital to meet special
exigencies such as launching of extensive
marketing campaigns for conducting research,
etc.

Temporary Working Capital differs from
permanent Working Capital in the sense that it is
required for short periods and cannot be
permanently employed gainfully in the business.

Q3. Explain the Importance of Working
Capital.

(OR)

“Financial managers spend a great deal
of time on working capital manage-
ment?.

Ans :  (Nov.-22, Feb.-17, Imp.)

Working capital is the life blood and nerve
centre of a business. Working capital is very essential
to maintain the smooth running of a business. No
business can run successfully without an adequate
amount of working capital. The main advantages
of maintaining adequate amount of working capital
are as follows :
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(a) Solvency of the business

Adequate working capital helps in maintaining
solvency of the business  providing
uninterrupted flow of production.

(b) Goodwill

Sufficient working capital enables a business
concern to make prompt payments and
hence helps in creating and maintaining
goodwill.

(c) Easy Loans

A concern having adequate working capital,
high solvency and good credit standing can
arrange loans from banks and others on easy
and favorable terms.

(d) Cash Discounts

Adequate working capital also enables a
concern to avail cash discounts on the
purchases and hence it reduces costs.

(e) Regular supply of raw materials

Sufficient working capital ensures regular
supply of raw materials and continuous
production.

(f) Exploitation of favourable market
conditions

Only concerns with adequate working capital
can exploit favourable market conditions such
as purchasing its requirements in bulk when
the prices are lower and by holding its
inventories for higher prices.

(g) Ability to face crisis

Adequate working capital enables a concern
to face business crisis in emergencies such as
depression because during such periods,
generally, there is much pressure on working
capital.

(h) Quick and regular return on investments

Every investor wants a quick and regular
return on his investments. Sufficiency of

working capital enables a concern to pay
quick and regular dividends to its investors
as there may not be much pressure to plough
back profits. This gains the confidence of its
investors and creates a favourable market to
raise additional funds in the future.

(i) High morale

Adequacy of working capital creates an
environment of security, confidence, high
morale and creates overall efficiency in a
business.

5.2  COMPONENTS OF WORKING CAPITAL

Q4. Explain the components of working
capital.

Ans : (July-18, Imp.)

Efficient management of working capital
involves effective control over the current assets and
current  liabilities which are the main components
of working capital.

1. Current Assets

Current assets are those assets that, in the
ordinary course of business, can be turned
into cash within an accounting period (not
exceeding over one) without undergoing
diminution in value and without disrupting
the operations. Current assets consists of cash,
marketable securities, inventories, sundry
debtors, one- year fixed deposits with banks,
prepaid expenses.

2. Current Liabilities

Current liabilities are those liabilities intended
to be paid in the ordinary course of business
within a reasonable period (normally within
a year) out of the current assets or revenue
of the business. The current liabilities consist
of sundry creditors, loans and advances, bank
over-draft, short-term borrowings, taxes and
proposed dividend.
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5.3  GROSS VS. NET WORKING CAPITAL

Q5. Differences between Gross Vs Net Working Capital.

(OR)

Compare and contrast Gross Vs Net Working Capital.

Ans : (July-18, Aug.-17, Imp.)

S.No.      Gross working capital (GWC)     Net Working Capital (NWC)

   1. Gross Working Capital (GWC) refers to that amount Net Working Capital (NWC) refers to the net amount which
of investment which has been invested by the firm could be obtained by deducting the current liabilities from the
in financing its current assets. current assets.

i.e.,   NWC Current  assets Current  liabilities

2. As it mainly deals with current assets, they can be As it represents a differential amount, which is actually the
easily converted into cash within an accounting year amount of investment made in current assets that have been
(which is usually less than an year). Example : financed by the long-term sources.
Cash, debtors, bills receivable, stock etc.

3. Through, gross working capital the liquidity position Net working capital is highly significant as it enables the firm
of the firm can be determined. Because of this liability, to meet its future needs.
it is found to be of managerial interest.

4. If high amount is vested in the maintenance of gross If high amount is vested in the maintenance of net working
working capital, then the firm is exposed to high risk capital, liquidity position of a firm can be considerably improved.
of obsolescence.

5. It helps the firm in maintaining the right amount of It helps in maintaining the equilibrium or trade off between the
working capital at the right time. current assets and the current liabilities.

6. It is suitable to the company form of organisation It is suitable for all types of business. However, its need
wherein the ownership management is separated varies based on the nature of a business.
from its control.

7. The gross concept is based on an assumption that It represents the liquidity position of a firm to their short-term
a small increase in the amount of funds causes creditors.
even the working capital to increase.

5.4  DETERMINANTS OF WORKING CAPITAL NEEDS

Q6. Explain the factors determining the Working Capital requirements ?

Ans : (Aug.-17, Imp.)

The Working Capital requirements of a concern depend upon a large number of factors such as
nature and size of business, the character of their operations, the length of production cycles, the rate of
stock turnover and the state of economic situation. It is not possible to rank them because all such factors
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are of different importance and the influence of
individual factors changes for a firm over time. The
following are the important factors generally
influencing the Working Capital requirements:

(a) Nature (or) character of business

The Working Capital requirements of  a firm
basically depend upon the nature of its
business. Public utility undertaking like
Electricity, Water Supply and Railways need
very limited Working Capital because they
offer cash sales only and supply services, not
products, and as such no funds are tied up in
inventories and receivables. The trading and
financial firms require less investment in fixed
assets but have to invest large amounts in
current assets like inventories, receivables and
cash; as such they need large amount of
Working Capital.

(b) Size of business / Scale of operations

The Working Capital requirements of a
concern are directly influenced by the size of
its business which may be measured in terms
of scale of operations. Greater the size of a
business unit, larger will be the requirements
of Working Capital. In some cases even a
smaller concern may need more Working
Capital due to high overhead charges,
inefficient use of available resources and other
economic disadvantages of small size.

(c) Production policy

In certain industries the demand is subject to
wide fluctuations due to seasonal variations.
The requirements of Working Capital, in such
cases depend upon the production policy.
The production could be kept either steady
by accumulating inventories during slack
periods with a view to meet high demand
during the peak season or the production
could be curtailed during the slack season and
increased during the peak season. If the policy
is to keep production steady by accumulating
inventories it will require higher Working
Capital.

(d) Manufacturing process/length of
production cycle

In manufacturing business, the requirements
of Working Capital increase in direct
proportion to length of manufacturing
process. Longer the process period of
manufacture, larger is the amount of Working
Capital required. The longer the
manufacturing time, the raw materials and
other supplies have to be carried for a longer
period in the process with progressive
increment of labour and service costs before
the finished product is finally obtained.
Therefore, if there are alternative processes
of production, the process with the shortest
production period should be chosen.

(e) Seasonal variations

In certain industries raw material is not
available throughout the year. They have to
buy raw materials in bulk during the season
to ensure an uninterrupted flow and process
them during the entire year. A huge amount
is, thus, blocked in the form of material
inventories during such season, which gives
rise to more Working Capital requirements.
During the busy season , a firm required
larger Working Capital than in the slack
season.

(f) Working capital cycle

In a manufacturing concern, the Working
Capital cycle starts with the purchase of raw
material and end with the realisaion of cash
from the sale of finished products. This cycle
involves purchase of raw materials and stores,
its conversion into stocks of finished goods
through work-in-progress with progressive
increment of labour and service costs,
conversion of finished stock into sales, debtors
and receivables and ultimately realization of
cash an this cycle continues again from cash
to purchase of raw material and so on.

(g) Rate of stock turnover

There is a high degree of inverse co-
relationship between the quantum of
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Working Capital and the velocity or speed
with which the sales are effected. A firm
having a high rate of stock turnover will need
lower amount of Working Capital as
compared to a firm having a low rate of
turnover.

(h) Credit Policy

The credit policy of a concern in its dealings
with debtors and creditors influence
considerably the requirements of Working
Capital. A concern that purchases its
requirements on credit and sells its products/
services on cash requires lesser amount of
Working Capital. A concern buying its
requirements for cash and allowing credit to
its customers, shall need larger amount of
Working Capital as very huge amount of funds
are bound to be tied up in debtors or bills
receivables.

(i) Business cycle

Business cycle refers to alternate expansion
and contradiction in general business activity.
In a period of boom i.e. when the business is
prosperous, there is a need for larger amount
of Working Capital due to increase in sales,
rise in prices, optimistic expansion of business
etc. In the times of depression i.e. when there
is  a down swing of this cycle, the business
contracts, sales decline, difficulties are faced
in collections from debtors and firms may
have a large amount of Working Capital lying
idle.

(j) Rate of growth of business

The Working Capital requirements of a
concern increase with the growth and
expansion of its business activities. Although,
it is difficult to determine the relationship
between the growth in the volume of business
and the growth in the Working Capital of a
business, yet it may be concluded that for
normal rate of expansion in the volume of
business, we may have retained profits to
provide for more Working Capital but in fast
growing concerns, we shall require larger
amount of Working Capital.

(k) Earning capacity and dividend policy

Some firms have more earning capacity than
others due to quality of their products,
monopoly conditions etc. Such firms with high
earning capacity may generate cash profits
from operations and contribute to their
Working Capital. The dividend policy of a
concern also influences the requirements of
its Working Capital. A firm that maintains a
steady high rate of cash dividend irrespective
of its generation of profits needs more
Working Capital than the firm that retains
larger part of its profits and does not pay so
high rate of cash dividend.

(l) Price level changes

Changes in the price level also affect the
Working Capital requirements. The rising
prices will require the firm to maintain large
amount of working capital as more funds will
be required to maintain the same current
assets. The effect of rising prices may be
different for different firms, Some firms may
be affected much while some others may not
be affected at all by the rise in prices.

Q7. Explain the advantages and dis-
advantages of working capital cycle.

Ans :
Advantages

The main advantages of maintaining adequate
amount of working capital are as follows:

1. Cash Discount

If a proper cash balance is maintained, the
business can avail the advantage of cash
discount by paying cash for the purchase of
raw materials and merchandise. It will result
in reducing the cost of production.

2. Creates a Feeling of Security and
Confidence

The proprietor or officials or management of
a concern are quite carefree, if they have
proper working capital arrangements because
they need not worry for the payment of
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business expenditure or creditors. Adequate
working capital creates a sense of security,
confidence and loyalty, not only throughout
the business itself, but also among its
customers, creditors and business associates.

3. Must for Maintaining Solvency and
Continuing Production

In order to maintain the solvency of the
business, it is but essential that the sufficient
amount of fund is available to make all the
payments in time as and when they are due.
Without ample working capital, production
will suffer, particularly in the era of cut throat
competition, and a business can never
flourish in the absence of adequate working
capital.

4. Sound Goodwill and Debt Capacity

It is common experience of all prudent
businessmen that promptness of payment in
business creates goodwill and increases the
debt of the capacity of the business. A firm
can raise funds from the market, purchase
goods on credit and borrow short-term funds
from bank, etc. If the investor and borrowers
are confident that they will get their due
interest and payment of principal in time.

5. Easy Loans from the Banks

An adequate working capital i.e. excess of
current assets over current liabilities helps the
company to borrow unsecured loans from
the bank because the excess provides a good
security to the unsecured loans, Banks favour
in granting seasonal loans, if business has a
good credit standing and trade reputation.

6. Distribution of Dividend

If company is short of working capital, it
cannot distribute the good dividend to its
shareholders inspite of sufficient profits. Profits
are to be retained in the business to make up
the deficiency of working capital. On the
other contrary, if working capital is sufficient,
ample dividend can be declared and
distributed. It increases the market value of
shares.

7. Exploitation of Good Opportunity

In case of adequacy of capital in a concern,
good opportunities can be exploited e.g.,
company may make off-season purchases
resulting in substantial savings or it can fetch
big supply orders resulting in good profits.

8. Meeting Unseen Contingency

Depression shoots the demand of working
capital because sock piling of finished goods
become necessary. Certain other unseen
contingencies e.g., financial crisis due to heavy
losses, business oscillations, etc. can easily be
overcome, if company maintains adequate
working capital.

9. High Morale

The provision of adequate working capital
improves the morale of the executive because
they have an environment of certainty,
security and confidence, which is a great
psychological, factor in improving the overall
efficiency of the business and of the person
who is at the hell of fairs in the company.

10. Increased Production Efficiency

A continuous supply of raw material, research
programme, innovations and technical
development and expansion programmes
can successfully be carried out if adequate
working capital is maintained in the business.
It will increase the production efficiency, which
will, in turn increases the efficiency and morale
of the employees and lower costs and create
image among the community.

11. Regular Supply of Raw Materials

Sufficient working capital ensures regular
supply of raw materials and continuous
production.

12. Regular Payment of Salaries, Wages and
Other Day-to-Day Commitments

A company which has ample working capital
can make regular payment of salaries, wages
and other day-to-day commitments which
raises the morale of its employees, increases
their efficiency, reduces wastage’s and costs
and enhances production and profits.



MBA (JNTU-H) I YEAR  II SEMESTER

216
Rahul Publications

Rahul Publications

Disadvantages

The disadvantages suffered by a company
with excessive working capital are as follows :

1. Heavy Investment in Fixed Assets

A concern may invest heavily in their fixed
asset which is not justified by actual sales. This
may create situation of over capitalisation.

2. Reckless Purchase of Materials

Inventory is purchased recklessly which results
in dormant slow moving and obsolete
inventory. At the same time it may increase
the cost due to mishandling, waste, theft, etc.

3. Speculative Tendencies

Speculative tendencies may increase and if
profit is increased dividend distribution will
also increase. This will hamper the image of
a concern in future when speculative loss may
start.

4. Liberal Credit

Due to liberal credit, size of accounts
receivables will also increase. Liberal credit
facility can increase bad debts and wrong
practices will start, regarding delay in
payments.

5. Carelessness

Excessive working capital will lead to
carelessness about costs which will adversely
affect the profitability.

5.5  THE OPERATING CYCLE APPROACH

Q8. What is an operating cycle ?

(OR)

Explain the operating cycle approach
to working capital.

Ans : (Aug.-17, Imp.)

The operating cycle implies the stages or
processes through which the raw materials are
processed to get the final product. If the process is
lengthy and takes long time to get the finished

products, the requirements of working capital will
be much larger than that of a unit which has a
relatively low operating cycle. The shortest
manufacturing process will minimise the investment
in the form of work-in-progress.

Operating cycle of a manufacturing firm

Debtors Sales

Cash Finished
Goods

Raw materials Work-in-progress

Debtors Sales

Cash Finished
Goods

Raw materials Work-in-progress

Requirements of working capital of a firm can
be estimated by multiplying the duration of the
operating cycle by cost of operations. The time
period for completion of operating cycle is evaluated

by, O = R + W + F + AP

Where,

O - Time period of operating cycle

R - Duration of raw material

W - Duration of work in progress

F - Duration of finished goods inventory

A - Duration of accounts receivable

P - Duration of accounts payable.

Formula to calculate the duration of raw
material is,

R = 
Average stock of raw materials

Raw material consumption per day

Formula to calculate the duration of work in
progress is,

W = 
Average work-in-progress inventory

Average production per day
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Formula to calculate the duration of finished goods is,

F  = 
Average finished goods inventory

Per day sale of goods

Formula to calculate the duration of accounts receivable is,

A = 
Average book debts

Average credit sales per day

Formula to calculate the duration of accounts payable is,

P = 
Average trade creditors

Average credit purchases per day

PROBLEMS

1. The relevant financial information of a company is furnished below,

Particulars Profit & Loss A/c data (` Lakhs)

Sales 1000

Cost of goods sold  750

Balance Sheet Data

Particulars Beginning of 2013 (` Lakhs) End of 2013 (` Lakhs)

Inventory 110 120

Accounts receivable 140 150

Accounts payable 60 66

(i) What is the length of operating cycle?

(ii) What is the length of cash cycle?

OR

The relevant financial information for Apex Ltd., is given below,

Profit & Loss A/c Data ` (000) Balance Sheet Data Beginning End of 2013

2013 `  (000) ` (000)

Sales 1000 Inventory 110 120

Cost of goods sold 750 Accounts receivable 140 150

Accounts payable 60 66

What is the length of the operating cycle? The cash cycle.
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Sol : (Aug.-13)

Operating cycle = Inventory period + Accounts receivable period

    Inventory period = 
Average Inventory

Annual Cost of Goods Sold / 365

= 
(110 + 120)72

750 / 365  = 
115

2.0547

=  56 days

      
Average Accounts Receivable

Accounts receivable period
Annual Sales / 365



= 
(140 + 150) / 2

1000 / 365

= 
145

2.739
 = 52.9 days

Average Accounts Payable
Accounts payable period

Annual Cost of Goods / 365


= 
(60 66) / 2
750 / 365



= 
63

2.054
 = 30.7 days

Length of the Operating cycle = 56 + 52.9 = 108.9 days

Length of the Cash cycle       = Operating cycle  Accounts payable period

       = 108.9 – 30.7

        = 78.2 days

2. The following are the figures on the basis of which you have to compute the length of the
following,

(a) Gross operating cycle and

(b) Net operating cycle.

Raw material inventory ` 9,00,000; raw material consumption: ` 45,00,000; work in
process inventory: ̀  3,50,000; cost of production: ̀  51,00,000; finished goods inventory:
` 6,00,000; cost of goods sold: ̀  52,00,000, credit sales: 48,00,000; debtors: ̀  7,00,000;
creditors: ` 9,00,000; credit purchases: ` 45,00,000.
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Sol : (March-16)

1. Calculation of Duration of Raw Material Inventory Period

= 
Average stock of raw material

Raw matenal consumption per day  × 365

= 
9,00,000
45,00,000  × 365

= 73 days.

2. Calculation of Duration of Work-in-Progress

= 
Average work-in-progress inventory
Annual cost of production per day

= 
3,50,000
51,00,000  × 365

= 25 days

3. Calculation of Duration of Finished Goods

= 
Average finished goods inventory
Annual cost of goods sold per day

= 
6,00,000
52,00,000  × 365

= 42 days

4. Calculation of Duration of Accounts Receivables

= 
Average Accounts Receivables Debtors

Annual Credit Sales per day  × 365

= 
7,00,000
48,00,000  × 365

= 53 days

5. Calculation of Duration of Accounts Payables or (Payables deferral)

= 
Average trade creditors

Annual credit purchases per day  × 365

= 
9,00,000
45,00,000  × 365

= 73 days
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(a) Gross Operating Cycle

      Gross operating cycle = Inventory conversion period + Debtor conversion period

  = Raw Material + Working Progress + Finished Goods
+ Account Receivable

  = 73 + 25 + 42 + 53
  = 193 days

(b) Net Operating Cycle or Cash Conversion Period

Net operating cycle (or) Cash conversion period =Gross operating cycle Payables deferral period

= 193 – 73
= 120 days.

3. The relevant financial information for Apex. Limited is given below :

Profit and Loss Account Data                                Balance Sheet Date

          (Rs. in million) Beginning of 20×0 End of 20×0

Sales 1000 Inventory 110 120

Cost of goods sold 750 Accounts receivable 140 150

Accounts Payable 60 60

What is the length of the operating cycle and the Cash Cycle? Assume

365 days a year.

Sol : (Nov.-22)

365 365
Operating Cycle = Average Inventory +

Purchases Receivable Average Account Receivables


= 
365
750

 × 
110 120

2


 + 
365

1000
 × 

140 150
2


= 113.53 + 126.1
= 239.63
= 240 Days

Here no complete information given about purchases, credit sales and cash sales.
Cost of goods sold is considered as a purchases and sales considered as receivables.

Cash Cycle = DIO + DSO DPO

Pays inventory outstanding = 
Average Inventory

COGS / Period

= 
110 120

2
750


 × 365 = 55.845
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Days sales outstanding = 
Average Account Receivgable×365

Revenue

        = 
140 150

2
1000


 × 365 = 52.925

Days payable outstanding = 
Average Account Payable

COGS
 × 365

 = 
60 66

2
750


 × 365 = 30.66

Cash cycle = DIO + DSO – DPO
 = 55.845 + 52.925 – 30.66
 = 78.11

4.  Explain the proforma of working capital.
(OR)

Prepare working capital format with its components.

Ans : (July-18)
Proforma of Working Capital Requirements
Statement of Working Capital Estimation

Particulars Amount Amount
 (`) (`)

A.   Estimation of Current Assets :
i) Raw materials XXX
ii) Work-in-process

Raw materials (full cost) XXX
Direct labour (to the extent of completed stage) XXX
Overheads (to the extent of completed stage) XXX XXX

iii)  Finished goods inventory XXX
iv) Debtors XXX
v) Cash balance required

     Total Current Assets (A) XXX
B.  Estimation of Current Liabilities :

i) Creditors XXX
ii) Expenses XXX
iii) Overheads XXX

Labour XXX
     Total Current Liabilities (B) XXX
C.  Working Capital (A-B) XXX
Add: Contingency (Percentage on working capital, i.e., C) XXX
D. Working Capital Required XXXX
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5. X Ltd. sells its products on a gross profit of 20% on sales.  The following information is
extracted from its annual accounts for the current year ended March 31.

Particulars Rs.

Sales at 3 months credit 4,00,000

Raw material 1,20,000

Wages paid- average time lag 15 days 96,000

Manufacturing expenses paid – one month in arrears 1,20,000

Administrative expenses paid – one month in arrears 48,000

Sales promotion expenses – payable half- yearly in advance 20,000

The company enjoys one month’s credit from the suppliers of raw materials and maintains
2-month’s stock of raw materials and 1.5 month’s stock of finished goods. The cash
balance is maintained at Rs.10,000 as a precautionary measure. Assuming a 10% margin,
find out the working capital requirements of X Ltd.

Sol : (May-22)

Sales 4,00,000

Gross profit@ 20% on sales 80,000

Cost of production 3,20,000

Statement showing changes in working capital

Particulars Amount

1. Current Assets

Stock of raw materials 
2

1,20,000
12

  
 

20,000

Stock of finished goods 
1.5

3,20,000
12

  
 

40,000

Debtors 
3

3,20,000
12

  
 

80,000

Prepaid sales promotions 
1

20,000
2

  
 

10,000

Cash balance 10,000

Total current Assets (1) 1,60,000
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2. Current Liabilities

Creditors for goods 
1

1,20,000
12

  
 

10,000

Outstanding manufacturing expenses 
1

1,20,000
12

  
 

10,000

Outstanding wages 
1 1

96,000
12 2

   
 

4,000

Outstanding Admin expenses 
1

48,000
12

  
 

4,000

Total current liabilities (2) 28,000

Working capital (1 – 2) 1,32,000

(+) Margin (10%) 13,200

Working capital 1,45,000

6. You are supplied with the following information in respect of XYZ Ltd., for the ensuring
year :

Production of the year, 69,000 units.

Finished goods in store, 3 months

Raw material in store, 3 months

Raw material in store, 2 months

Consumption Production process 1 month

Credit allowed by creditors, 2 months

Credit given to debtors, 3 months

Selling price per unit, Rs.50

Raw material, 50 percent of selling price

Direct wages, 10 percent of selling price

Manufacturing and Administrative overheads, 16 per cent of selling price

Selling overheads 4 percent of selling price

There is a regular production an sales cycle and wages overheads accrue evenly. Wages
are paid in the next month of accrual. Material is introduced in the beginning of the
production cycle. You are required to ascertain its working capital requirement.
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Sol : (July-18)

Statement to determine Net working capital for XYZ Ltd.

S.No. Particulars Amount Rs. Amount Rs.

(a) Current Assets :

(i) Raw materials in store 
2

69,000 25
12

   
 

2,87,500

(ii) Work in progress

(a) Raw material 1,43,750

(b) Direct labours 28,750

(c) Over heads 57,500

(iii) Finished goods stock 6,90,000

(iv) Debtors 6,90,000

(v) Cash @ Bank NIL 18,97,500

Total current assets 18,97,500

(b) Current Liabilities (a) :

(i)   Creditors 2,87,500

(ii)   Wages - lag in payment 28,750

Total current liabilities (b) 3,16,250

(c) Net working capital (a – b) 15,81,250

Add : 10% contingency NIL

Net working capital required 15,81,250

Working Notes :

(i) Raw material in store =
2

69,000 25
12

   
 

 = Rs. 2,87,500

(ii) Work -in-Progress

(i) Raw material =
1

69,000 25
12

   
 

 = Rs. 1,43,750

(ii) Direct labour =
1

69,000 5
12

   
 

= Rs. 28,750

(iii) Over head = 
1

69,000 10
12

   
 

 = Rs. 57,500
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(iii) Finished good stock =
3

69,000 40
12

   
 

 = Rs. 6,90,000

(iv) Debtor = 
3

69,000 40
12

   
 

 = Rs. 6,90,000

(v) Creditor =
2

69,000 25
12

   
 

 = Rs. 2,87,500

(vi) lag in payment of wages = 
1

69,000 5
12

   
 

 = Rs. 28,750

7. XYZ Ltd. information is given below
Production of the year 69,000 units
Finished goods in store, 3 months
Raw material in store 2 months consumption
Production process 1 month
Credit allowed by creditors, 2 months
Credit given to debtors, 3 months
Selling price per unit Rs. 50
Rw material 50 percent of selling price
Direct wages, 10 percent of selling price
Manufacturing and administrative overheads, 16 percent of selling price
Selling over heads, 4 percent of selling price
There is a regular production and sales cycle and wages overheads accrue evenly. Wages
are paid in the next month of accrual. Material is introduced in the beginning of the
production cycle. Calculate the working capital requirement.

Sol : (Dec.-19)

Estimation of Required Working Capital

               Particulars Amount

A) Estimation of Current Assets:

(i) Raw Materials [69,000 × 25 × 2/12] 2,87,500

Raw Materials price 50% of SP = 50 × 0.5]

(ii) Work - in - progress [production Process]

(a) Raw Materials [69,000 × 25 × 1/12] 1,43,750

(b) Direct wages [69,000 × 5 × 1/12] 28,750

(c) Overheads [69,000 × 10 × 1/12] 57,500

Manufacturer heads : 16% of SP

Selling overheads : 4% of sp : 2 = 10 (8 + 2) 2,30,000
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(iii) Finished goods [69,000 × 40 × 3/12]

TC = [25 + 5 + 10 = 40] 6,90,000

TC = [DM + DW + 0+1

(iv) Debtors [69,000 × 40 × 3/12] 6,90,000

Total current Assets  (A) 18,97,500

B) Estimation of Current Liabilities

(i) Creditors [69,000 × 50 × 2/12] 5,75,000

(ii) Wages [69,000 × 5 × 1/12] 28,750

Total current Liabilities  (B) 6,03,750

C) Net working capital (A – B) 12,93,750

[18,97,500 – 6,03,750]

8. A Ltd. is into the retail business. You are advised to project its Working Capital
requirement from the following data:

Annual Sales: ` 120 lakhs

Net Profit on Cost of Sales: 25%

Average Period allowed to Debtors: 6 weeks

Average Period allowed by Creditors: 3 weeks
Average stock carried: 8 weeks sales

Add 10% for contingencies.

Sol : (Aug.-17)

Statement of Working Capital Requirements

Particulars Amount (`)

Current Assets (A)

Debtors (6 weeks) (90,00,000 × 6
32 ) 10,38,462

Stock (8 weeks) (90,00,000 × 8
52 ) 13,84,615

Total (A) 24,23,077

Current Liabilities (B)

Creditors (3 weeks) (90,00,000 × 3
52 ) 5,19,231

Total (B) 5,19,231

Net Working Capital (A – B) 19,03,846

Add: 10% for contingencies (19,03,846 × 10
100 ) 1,90,385

Total Working Capital Required 20,94,231
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Working Notes

Sales = ` 1,20,00,000

Profit = ` 1,20,00,000 × 25% = ` 30,00,000

Cost of sales = ` 1,20,00,000 – ` 30,00,000 = ` 90,00,000.

[Note: Cost of sales is assumed as purchases].

9. ABC Ltd sells goods in domestic market on a gross profit of 25 percent, not counting
depreciation as a part of the ‘cost of goods sold’. Its estimates for next year are as
follows :

Amount (Rs. in lakh)

Sales-Home at 1 month’s credit 1200

Exports at 3 months credit, selling price 10 percent below

Home Price 540

Materials used (suppliers extend 2 month’s credit) 450

Wages paid, 1/2 month in arrears 360

Manufacturing expenses (cash) paid, 1 month in arrears 540

Depreciation on fixed assets 60

Administrative expenses, paid 1 month in arrears 120

Sales promotion expenses (payable quarterly- in advance). 60

Income-tax payable in 4 instalments of which one falls in 150

the next financial year

The company keeps 1 month’s stock of each of raw materials and finished goods and
believes in keeping Rs.20 lakhs as cash. Assuming a 15 percent safety margin, ascertain
the estimated working capital requirement of the company.

Sol : (Oct.-20)

Statement showing changes in working capital of ABC Ltd.

Particulars Amount Amount

Current Assets

Rawmaterials 
1

450
12

  
 

37.50

Finished Goods 
1

1470
12

  
 

122.50

Cash 20.00

Domestic market 
1

1200 0.75
12

   
 

75.00
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Export market 
3

600 0.75
12

   
 

112.50

Sales promotion 
3

60
12

  
 

15.00 382.50

Total Current Assets (A) 382.50

Current Liabilities

Rawmaterial 
2

450
12

  
 

75.00

Wages 
0.5

360
12

  
 

15.00

Manufacturting expenses 
1

540
12

  
 

45.00

Administrative expenses 
1

120
12

  
 

10.00 145

Total current liabilities (B) 145
Working capital (A – B) 237.50

Working Notes :
1. Calculation of cost of production

Particulars Amount
Materials used 450
Wages paid 360
Manufacturing expenses 540
Administrative expenses 120

1470

2. Export market selling price 10% below home price = 
540
0.90

 = 600 lacks

10. From the following information presented by a manufacturing company, prepare
statement of working capital requirement. Expected sales are 1,20,000 units at the
rate of ` 100 per unit. The cost per unit in ` consists of:

Raw material 45
Labour 22

Overheads 13

Profit 20

Raw material in stock, on average one month

Material in process, on average one month

Finished goods in stock, on average one month
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Credit allowed to debtors is one month

Credit allowed by creditors is one month

Lag in payment of wages is two weeks

One fourth of the output is sold for cash. Cash in hand is ̀  80,000.

Sol : (May-19)

Statement showing changes in working capital

Particulars Amount

Current assets

Stock of Rawmaterials for 1 month
4

1,20,000 45
52

   
 

4,15,385

Work-in-progress for 1 month

(a) Materials 
4

1,20,000 45
52

   
 

4,15,385

(b) Labour 
4

1,20,000 22
52

   
 

2,03,077

(c) Overheads 
4

1,20,000 13
52

   
 

1,20,000

Finished goods 
4

1,20,000 80
52

   
 

7,38,462

 Debtors for one month
4

90,000 80
52

   
 

5,53,846

Cash in hand 80,000

Total Current Assets (A) 25,26,155

Current liabilities

Creditors on average on month 
4

1,20,000 45
52

   
 

4,15,385

Lag in payment of wages 
2

1,20,000 22
52

   
 

1,01,538

Total current liabilities (B) 5,16,923

Working capital (A – B) 20,09,232
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5.6  FINANCING OF WORKING CAPITAL

THROUGH BANK FINANCE AND TRADE CREDIT

Q9. State the various sources of working
capital finance.

Ans : (July-18, Imp.)

The following are the two sources of working
capital,

1. Trade Credit

The extended credit which a customer
receives from suppliers of goods in the normal
functioning of a business is called as “trade
credit”. In trade credit, firms which make
purchases are not required to make
immediate cash payments, instead they can
pay cash after a specific period of time. This
deferred payment acts as a financial source
during the credit purchases.

The following are the key features of trade
credit,

(i) Trade credit is an informal arrangement
between the buyer and seller for-the
purchase of goods. It does not involve
any legal instrument/acknowledgments
of debt that has been granted on an
open basis of account. The supplier
transfers the goods to the buyer on
credit and the buyer accepts the goods
and agrees to pay the due amount in
accordance with the sales terms as
specified in the invoice. Such type of
credit will be recorded as sundry
creditors/ account payable in the
purchase books of the buyer.

(ii) Trade credit also acts as bills payable: If
a buyer signs a negotiable instrument
bill for receiving trade credit, then it is
recorded as bills payable in the buyer’s
balance sheet. A bill has a particular
future date which is mostly used when
the supplier is not sure about the
willingness and ability of the buyer to
pay.

2. Bank Credit (or) Finance

In India, bank credit is found to be one of
the most important institutional sources of
working capital finance, because it is
specifically used to finance the current assets
of an organization.

Banks are the key sources of working
capital finance. Banks provide different
sources of finance to the firms in order to
meet their requirements, A firm can raise
funds from bank in the following forms,

(i) Loan

Usually, commercial banks provide
short-term loans, not more than one
year, to meet the requirements of
working capital. Loan is the amount paid
by the bank to its customers against their
security. After taking loan from the
bank, borrower needs to pay some
specific amount of interest on loan
amount. A loan may be repayable in
full amount at a time or on instalment
basis.

(ii) Cash Credits

Cash credit is the most popular method
of bank finance for working capital.
Cash credit means a borrower is allowed
to withdraw funds from the bank upto
a specific limit against some securities.
The borrower need not withdraw the
entire fund at once. He can withdraw it
as per his requirements. The borrower
can deposit any excess amount with him.
He is allowed to pay interest on the daily
balance and not on entire amount of
the account.

(iii) Overdrafts

Overdraft is an agreement between
bank and current account holder. In this,
a borrower is allowed to withdraw more
amount than his credit balance upto a
specific limit. Operations of the overdraft
are free with no restrictions. The
borrower is required to pay interest on
daily overdrawn balances.
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(iv) Purchasing and Discounting of Bills

Purchasing and discounting of bills are
one of the most important form of short
term finance, in which borrower can get
funds from banks without any collateral
security. Bill of exchange is drawn by the
seller on buyer of goods on credit. Bank
purchase this bill and discount it on
demand and credit the account of
customer with bill amount less discount.
Bank presents the bill to acceptor on
date of maturity, but if it is dishonoured
then customer must pay the bill amount
and expenses incurred by the bank.

(v) Letter of Credit

Letter of credit is introduced by the bank
to meet the obligations of its customers
upto a certain amount, when he fails to
pay. Letter of credit is a guarantee given
by banker to the suppliers on behalf of
customer to honour a specified  amount
of bill.

Q10. Explain the significance of financing
working capital through trade credit and
what do suppliers look for in granting
trade credit.

Ans : (March-15, Sep.-15, Imp.)

Significance of Financing Working Capital
Through Trade Credit

Trade credit is a source of finance which is
usually available for the firm. It enables the firm to
make purchases and pay cash after a specific period
of time. Trade credit expands with the increase in
volume of purchases of the firm. The significance
of financing working capital through trade credit are
as follows,

1. Trade credit occurs with mutual under-
standing of both buyer and seller and it does
not require any formal acknowledgment.

2. Trade credit can be obtained easily as there is
no need of negotiations.

3. Mostly, it is useful for small firms which are
unable to raise funds from capital market.

4. Trade credit are flexible in nature. It increases

with the increase in sales of the firm and
reduces with the decline in sales.

5. It is an informal and immediate source of
finance. It does not have any restrictions
which are involved in negotiated sources of
finance.

Points Considered Before Granting Trade
Credits

The following are the aspects that suppliers
usually consider for granting trade credit,

1. Liquidity Position of the Firm

Suppliers normally look at the capability of
the firm (i.e., liquidity position) in order to
meet all the obligations within a short period
of time.

2. Record of Payment

The firm is considered to be creditworthy only
when it has regular and immediate system of
paying the bulk of the suppliers.

3. Earnings Record over a Period of Time

The firm is considered to be favourable, if it
has enough good earnings record along with
this good portion of ploughing back of profits
in the business.

5.7  MANAGEMENT OF CASH

Q11. Define cash management.

Ans :
Introduction

 Cash is one of the current assets of a business.
It is needed at all times to keep the business
going. A business concern should always keep
sufficient cash for meeting its obligations. Any
shortage of cash will hamper the operations
of a concern and any excess of it will be
unproductive.

 Cash is the most unproductive of all the assets.
While fixed assets like machinery, plant, etc.
and current assets such as inventory will help
the business in increasing its earning capacity,
cash in hand will not add anything to the
concern.
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 Cash is the important current asset for the
operations of the business. Cash is the basic
input needed to keep the business running
on a continuous basis; it is also the ultimate
output expected to be realised by selling the
service or product manufactured by the firm.
The firm should keep sufficient cash, neither
more nor less.

 Cash shortage will disrupt the firm’s
manufacturing operations while excessive
cash will simply remain idle, without
contributing anything towards the firm’s
profitability. Thus, a major function of the
financial manager is to maintain a sound cash
position.

Meaning

The term cash which refer to cash
management is the ready currency to which all liquid
assets can be reduced.

These are basically used in two sense.

1. Narrow sense and

2. Broader sense

1. Narrow Sense

The Narrow sense is used broadly to cover
currency and generally accept equivalents of
cash such as coins, currency notes cheques,
bank drafts and demand deposit in bank.

2. Broader Sense

The Broader sense also include “Near Cash
Assets” such as marketable securities and time
deposits with banks. The main character is
the securities or deposits can immediately be
sold or converted into cash. These are also
include the short term investment out lets for
excess cash. Thus the term “Cash
Management’ is generally used for
management of both cash and near cash
assets.

Q12. Explain the objective of cash manage-
ment.

Ans : (Dec.-18, Imp.)

Objectives

The basic objectives of cash management are
two-fold :

1. Meeting the Payment Schedule: In the
normal course of business firms have to make
payments of cash on a continuous and regular
basis to suppliers of goods, employees and
so on. At the same time, there is a constant
inflow of cash through collections from
debtors. A basic objective of cash
management is to meet the payment
schedule, i.e., to have sufficient cash to meet
the cash disbursement needs of a firm. The
importance of sufficient cash to meet the
payment schedule can hardly be over-
emphasized. The advantages of adequate
cash are:

i) It prevents insolvency or bankruptcy
arising out of the inability of a firm to
meet its obligations

ii) The relationship with the bank is not
strained;

iii) It helps in fostering good relations with
trade creditors and suppliers of raw
materials, as prompt payment may help
their own cash management;

iv) A trade discount can be availed of if
payment is made within the due date;

v) It leads to a strong credit rating which
enables the firm to purchase goods on
favourable terms and to maintain its line
of credit with banks and other resources
of credit;

vi) To take advantage of favourable
business opportunities that may be
available periodically;

vii) Finally, the firm can meet unanticipated
cash expenditure with a minimum of
strain during emergencies, such as
strikes, fires or a new marketing
campaign by competitors. Keeping large
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cash balances, however, implies a high
cost; the advantages of prompt payment
of cash can well be realized by sufficient
and not excessive cash.

2. Minimizing Funds Committed to Cash
Balances: The second objective of cash
management is to minimize cash balances.
In minimizing the cash balances two
conflicting aspects have to be reconciled. A
high level of cash balances will, as shown
above, ensure prompt payment together with
all the advantages. But it also implies that large
funds will remain idle, as cash is a non-earning
asset and the firm will have to forego profits.
A low level of cash balances, on the other
hand, may mean failure to meet the payment
schedule. The aim of cash management
should be to have an optimal amount of cash
balances.

Q13. What are the factors determining cash
need ?

Ans :
The amount of cash for transaction

requirements is predictable and depends upon a
variety of factors which are follows:

1. Credit Position of the Firm

The credit position influences the amount of
cash required in two distinct ways:

(i) If a firm’s credit position is sound, it is
not necessary to carry a large cash
reserve for emergencies.

(ii) If a firm finances its inventory require-
ments with trade credit, its cash
requirements are considerably smaller,
since the firm can synchronize the credit
terms it gives to its customers with the
terms it receives.

2. Status of Firm’s Receivable

The amount of time required for a firm to
convert its receivable into cash also affects the
amount of cash needed and of course,
reduces total working capital employed. In
other words, the longer the credit terms, the
slower the turn over. When flow out is not
synchronized with turn over, a firm must carry
amounts of cash relatively larger than would
otherwise be required.

3. Status of Firm’s Inventory Account

The status of a firm’s inventory account also
affects the amount of cash tied up at any one
time.

For example, if one business firm carries two
months inventory on hand and another firm
carries only one month’s supply, the former
has twice as much investment in inventory
and will normally be called upon to maintain
a larger investment in cash in order to finance
its acquisition.

4. Nature of Business Enterprise

The nature of a firm’s demand definitely
affects the volume of cash required.

For example, a firm whose demand is
volatile needs a relatively larger cash reserve
than one whose demand is stable. Public
utility firms exhibit stable demand where as
firms that deal with high fashion merchandize
or goods that tend to be ‘faddish’ are subject
to high degrees of volatility.

5. Management’s Attitude Towards Risk

A more conservative management will hold
a larger cash reserve than one that is less
conservative. The former usually demands
more liquidity than the latter and
consequently does not experience the same
degree of efficiency. A generalization is made
that the firm that effectively plans its working
capital policies is less conservative than one
that does little or no planning. The obvious
conclusion is that planning allows the firm to
predict its requirements more accurately,
there by eliminating uncertainty, which is the
basis for large cash reserves.

6. Amount of Sales in Relation to Assets

Another characteristic affecting the level of
cash is the amount of sales in relation to
assets. Firms with large sales relative to fixed
assets are required to carry larger cash
reserves. This is the result of having larger
sums invested in inventories (particularly
finished goods) and receivables. It should be
remembered, however, that cash
requirements do not increase in the same
proportion as sales. The rule is that as sales
increase, cash also increases but at a
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decreasing rate, it is impossible to determine
to what extent each characteristic affects the
total volume of cash, but these examples
indicate that different types of businesses have
different cash requirements.

7. Cash Inflows and Cash Outflows

Every firm has to maintain cash balance
because its expected inflows and outflows are
not always synchronized. The timings of the
cash inflows may not always match with the
timing of the outflows. Therefore, a cash
balance is required to fill up the gap arising
out of difference in timings and quantum of
inflows and outflows.

8. Cost of Cash Balance

Another factor to be considered while
determining the minimum cash balance is the
cost of maintaining excess cash or of meeting
shortages of cash. There is always an
opportunity cost of maintaining excessive cash
balance. If a firm is maintaining excess cash
then it is missing the opportunities of investing
these funds in a profitable way.

Q14. Explain the motives for holding cash.

Ans : (May-22, Imp.)

Definition
The Motives for Holding Cash is simple, the

cash inflows and outflows are not well synchronized,
i.e. sometimes the cash inflows are more than the
cash outflows while at other times the cash outflows
could be more. Hence, the cash is held by the firms
to meet the certain as well as uncertain situations.
1. Transaction Motive

The transaction motive refers to the cash re-
quired by a firm to meet the day to day needs
of its business operations. In an ordinary
course of business, the firm requires cash to
make the payments in the form of salaries,
wages, interests, dividends, goods purchased,
etc.

Likewise, it also receives cash from its
sales, debtors, investments. Often the firm’s
cash inflows and outflows do not match, and
hence, the cash is held up to meet its routine
commitments.

2. Precautionary Motive

The precautionary motive refers to the ten-
dency of a firm to hold cash, to meet the
contingencies or unforeseen circumstances
arising in the course of business. Since the
future is uncertain, a firm may have to face
contingencies such as an increase in the price
of raw materials, labor strike, lockouts, change
in the demand, etc. Thus, in order to meet
with these uncertainties, the cash is held by
the firms to have an uninterrupted business
operations.

3. Speculative Motive

The firms hold cash for the speculative pur-
poses to avail the benefit of bargain purchas-
es that may arise in the future. For example,
if the firm feels the prices of raw material are
likely to fall in the future, it will hold cash and
wait till the prices actually fall.

Thus, a firm holds cash to exploit the
possible opportunities that are out of the
normal course of business. These opportuni-
ties could be in the form of the low-interest
rate charged on the borrowed funds, expect-
ed fall in the raw material prices or favorable
change in the government policies.

5.7.1 Basic Strategies for Cash Manage-
ment

Q15. State the various strategies of cash man-
agement.

Ans :
Cash cycle refers to the time period required

between the payment of cash (for the purchase of
production inputs) and receipt of payment (by the
sale of finished goods to the customers). Cash cycle
occurs continuously. Whereas, the cash turnover
refers to the frequency with which the cash is utilized
in the business. Cash turnover is usually determined
for one year, average age of inventory and average
collection period and then deducting the average
accounts payable period from the resultant.
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i) Number of days in a year
Cash turnover

Cash cycle


ii)
Cash cycle = Average age of inventory and
average collection period Average accounts
payable period



Cash management strategies must minimize

the requirements of operating cash balance. The

level of opening cash balance at which the firm
would be able to fulfill all its obligations is called as

minimum operating cash level. It is calculated by

dividing total annual outlays by the cash turnover
i.e.,

    
Total annual outlays

Minimum operating cash balance
Cash turnover



The main purpose of cash management
strategies is to minimise the operating cash balance
require. These are to be done through,

1. Stretching A/c payable.

2. Efficient Inventory production
management.

3. Speedy collection of A/c receivable.

4. Combined cash management strategies.

1. Stretching A/c Payable

One of the strategy of cash management is
to stretch the accounts payable. The firm can
paid the account payable as late as possible
with damaging its credit standing. How ever
it should take advantage of the cash discount
available of prompt payment.

2. Efficient Inventory Production Manage-
ment

This strategy is to increase the inventor
turnover, avoiding storage of stock. This can
be done by,

i) Increase the Raw Material Turnover :
The raw material turnover can increase
by using efficient inventory control
techniques.

ii) Increase the Finished Good
Turnover : This can be done through
better forecasting of demand and
production planning.

iii) Decrease the Production Cycle :
This is done through better production
planning, scheduling and control
techniques. This is lead to increase the
work in progress.

3. Speedy Collection of A/c Receivable

The next strategy of cash management is to
collect A/c receivable as early as possible
without loosing future sales. The average
collection period of receivable can be reduced
by changes in,

i) Credit terms.

ii) Credit standards.

iii) Collection policies.

4. Combined Cash Management Strategies

The efficient cash management strategy effects
the operating cash requirements. The three
related basic strategy are,

i) A/c Payable : If the payment of
Account payable postponed too long, it
effects the firm credit standing.

ii) Inventory : Due to less available of
inventory, lead to stoppage of
production. The firm may short of
enough stock to meet the demand for
production i.e., stock out.

iii) Account Receivables : The sales
should be damaged due to restrictive
credit standards, credit terms and
collection policies.
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5.7.2 Cash Planning

Q16. Define cash planning.

Ans :
Cash planning and control of cash are the

central point of finance functions. Maintenance of
adequate cash is one of the prime responsibilities of
the finance manager. Cash budget helps maintain
adequate cash always.

Cash control also includes cash planning.
Since planning and control are the twins of
management. Cash planning is a technique to plan
and control the use of cash. A projected cash flow
statement is prepared based on expected cash
receipts and payments, anticipation of the financial
condition of the firm. Cash planning may be
prepared on daily, weekly, monthly or quarterly
basis. The period for which the cash planning is
prepared depends on the size of the firm and
managements’ philosophy. Large firms, prepare
daily and weekly forecasts. Medium-sized firms
prepare weekly and monthly forecasts. Small firms
may not prepare cash forecasts due to non-
availability of data and less scale of operations. But
in a short period they may survive but over a long
period they have to prepare cash planning for
success of the firm.

5.7.3 Cash Budget

Q17. Define cash budget. Explain the objec-
tive of cash budget.

(OR)
Why do we prepare cash budget ?

(OR)
How does cash budget help in planning
the firm’s cash flows? Discuss.

Ans : (Nov.-20, July-18, Aug.-17, Feb.-17)

Meaning
Cash budget is nothing but the written form

of various forecasts relating to cash receipt and cash
payments. In other words, to meet future obligations,
forecasting the expected receipts and expected
payments of cash is known as cash budget i.e., cash
budget is a mere forecast of cash position of an
undertaking for a definite period. In cash budget
the budget period is normally daily, weekly, monthly
or quarterly etc. There are two distinct parts of cash

budgeting one is forecast the cash receipts and
second forecast the cash disbursement/payments.
Definition

(i) According to the Guthmen and Dougal,
“Cash budget is an estimate of cash receipts
and disbursements for a future period of
time”.

Characteristics

1. Cash budget is a statement of anticipated cash
receipts and payments.

2. Cash budget is related to predetermined
future period.

3. Cash budget is expressed in terms of
monetary values.

4. Cash budget is forecast of financial aspirations
of the enterprise.

5. Cash budget is an outline of future plans,
policies and actions of the management.

Objectives

The main objectives of preparing cash budget
are as under,

1. The probable cash position as a result of
planned operations is indicated and thus the
excess or shortages of cash is known. This
helps in arranging short term borrowings in
advance to meet the situation of shortage of
cash or making investments in times of excess
of cash.

2. Cash can be coordinated in relation to total
working capital, sales, investment and debt.

3. A sound basis for credit and for current
control of cash positioned is established.

Q18. Explain the advantages of cash budget.

Ans :
Advantages

 Cash budget is very useful tool for financial
planning which is also helps in arranging new
loans, borrowing replacing the existing debts
cash outlays etc.

 Cash budget also helpful for those concern
having adequate owned funds and to get
maximum profit by considering the
alternative uses and available resources.
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 The following are the additional advantages
of cash budgeting. They are,

1. Estimated cash position can be easily
ascertained by using the planned operating
system through cash budget.

2. Effective control on cash position can be done
using the cash budget.

3. In a business, the cash budget also shows the
fact whether the concern may be facing a
situation of excess or shortage of cash.

4. Cash budget provides a sound basis for
resorting to borrowing in terms of quantum
and time.

5. The coordination between cash and working
capital sales, investment or loan can be done
by using this cash budgeting.

6. Whether the concern in a position to need
borrowing or not is also known by the cash
budget.

Q19. Explain the various methods to
preparation of cash budget.

Ans : (Feb.-17, Imp.)

Preparation of Cash Budget

The cash budget can be prepared by any of
the following methods,

1. Receipts and payments method.

2. The adjusted profit and loss method.

3. The balance sheet method.

1. Receipts and Payments Method

In case of this method the cash receipts from
various sources and the cash payments to
various agencies are estimated. In the opening
balance of cash, estimated cash receipts are
added from the total, the total of estimated
cash payments are deducted to find out the
closing balance. If monthly/quarterly cash
budgets are to be prepared, first of all the
closing balance of first month/quarter will be
computed which will be the opening balance
for the next month/quarter.

Similarly the closing balance for 2 nd month/
quarter can be known and so on. The
estimated receipts may be from cash sales,
credit collections, interest, dividend,
miscellaneous receipts, issue of share capital,
loans etc. Estimated disbursements may be
regarding materials, labour, overheads,
granting loan or repayment of loan, payment
of advance tax, purchase of assets etc.

2. Adjusted Profit and Loss Method

In case of this method the cash budget is
prepared on the basis of opening cash and
bank balances, projected profit and loss
account and the balances of the various assets
and liabilities.

Cash from operations is not that figure of
profit which is shown by the profit and loss
account, but is the figure of profit as adjusted
in the light on non-cash items such as
depreciation, loss on sale of capital assets,
preliminary expenses written off from P&L
A/c etc.

Since these items do not affect cash position
though they have been charged to the profit
and loss account, they are added back to the
profit or deducted from loss, as the case may
be. Issue of new shares, realisation from sale
of fixed assets or raising long term loans are
taken as other sources of cash. Similarly,
redemption of preference shares (in case of
redeemable preference shares), payment of
long term loans, purchase of fixed assets,
payment of dividends etc., are taken as
application of cash.

3. Balance Sheet Method

With the help of budgeted balances at the
end except cash and bank balances, a
budgeted balance sheet can be prepared and
the balancing figure would be the estimated
closing cash/bank balance. Thus, under this
method, closing balances other than cash/
bank will have to be found out first to be put
in the budgeted balance sheet. This can be
done by adjusting the anticipated transactions
of the year in the opening balances.
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Q20. Draw the specimen of cash budget.

Ans : (July-18)

Proforma of Cash Budget
        Particulars X Month Y Month Z Month

1) Opening Cash Balance

2) Estimated Cash Receipts

i)  Cash Sales

ii)  Cash Collection from Debtors

iii) Interest Received from Investments

iv) Cash inflow on Issue of New Securities

v) Raising of Loans

vi) Sale of Assets

vii) Dividend

3) Total Receipts available during the month (1 + 2)

4) Estimated Cash Payments

i) Payment for Cash Purchases

ii) Payment to Sundry Creditors for Creditors Purchases

iii) Payment for Wages and Salaries

iv) Payment for other Administrative Expenses

v) Payment in the nature of Capital Expenditure

vi) Loan Repayment

vii) Dividend Payment

viii) Payment of Interest on Loan

Total Cash Payments

5) Closing Cash Balance (3 - 4)

Table : Format of cash budget

PROBLEMS

11. Venkat Industries (New Company) have requested to prepare a cash budget for the period
of 6 months from Jan to June 2004. They have provided the following information. (Rs.
in lakhs)

Particulars Jan Feb. March April May June

Sales 80.00 100.00 120.00 120.00 120.00 120.00

Purchases 2.00 3.00 4.00 4.00 4.00 2.00

Wages 12.00 14.00 16.00 16.00 16.00 12.00

Manufacturing expenses 26.00 27.00 28.00 28.00 28.00 26.00

Administration expenses 4.00 4.00 4.00 4.00 4.00 4.00

Distribution expenses 4.00 6.00 8.00 8.00 8.00 4.00

Additional financial cash flows:
 Receipt of interest Rs. 2 lakhs each in the months of Jan and May.
 Receipt of dividend Rs. 3 lakhs each in the months of March and June.
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 Sale of securities in the month of June for Rs. 3 crore
 Payment of interest during January for Rs. 50,000
 Payment of loan in the month of June for Rs. 1,50,00,000
 Interim dividend payment of Rs. 10,00,000 in the month of April
 Installment of machine in the month of June for Rs. 42 lakhs.
You may assume: 10 per cent of each month’s sales for cash; customers are allowed a
credit period of one month; creditors are allowing a credit of two months; wages are
paid on the Ist of the next month.

Sol :
Cash budget for 3 months from Jan to June 2004 (` in Lakhs)

   Particulars Jan Feb March April May June
A) Receipts :

Cash sales (10% of sales) 8.00 10.00 12.00 12.00 12.00 12.00
Collections from customer 0.00 72.00 90.00 108.00 108.00 108.00
Interest received 2.00 — — — 2.00 —
Dividend received — — 3.00 — — 3.00
Sale of securities — — — — — 300.00
Total receipts 10.00 82.00 105.00 120.00 122.00 423.00

B) Payments:
Purchases 0.00 0.00 2.00 3.00 4.00 4.00
Wages 0.00 12.00 14.00 16.00 16.00 16.00
Manufacturing expenses 26.00 27.00 28.00 28.00 28.00 26.00
Administration expenses 4.00 4.00 4.00 4.00 4.00 4.00
Distribution expenses 4.00 6.00 8.00 8.00 8.00 4.00
Interest paid 0.50 — — — — —
Loan paid 0.00 — — — —. 150.00
Interim dividend — — — 10.00 — —
Installment payment of machine — — — — — 42.00
Total payments 34.50 49.00 59.00 69.00 60.00 246.00
Closing Balance (A)-(B) (24.50) 33.00 46.00 51.00 62.00 177.00
(Deficit) – Surplus

12. Prepare cash budget for the three months starting from March 2019.

Month Sales (`) Purchases (`) Wages (`)

January, 2019 3,20,000 2,60,000 40,000

February, 2019 3,34,000 2,52,000 42,000

March, 2019 2,92,000 3,46,000 38,000

April, 2019 3,66,000 4,06,000 34,000

May, 2019 2,22,000 4,28,600 30,000
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(a) 25 percent of the sales is on cash. 50 percent of the credit sales is realized in the
month following sales and the remaining 50 percent of the credit sales in the second
month following.

(b) Creditors are paid in the month following the month of purchase.

(c) Estimated cash at bank as on Ist March, 2019 is ` 80,000.

Sol :  (May-19)

Cash budget for 3 month March 19 to May 19

Particulars March April May

Receipts

Opening balance 80,000 1,08,250 54,500

Cash from sales 73,000 91,500 55,500

(25% of 2,92,000) (25% of 3,66,000) (25% of 2,22,000)

Cash collection from debtors 2,45,250 2,34,750 2,46,750

Total           (A) 3,98,250 4,34,500 3,56,750

Payments

Payments creditors 2,52,000 3,46,000 4,06,000

Wages 38,000 34,000 30,000

Total           (B) 2,90,000 3,80,000 4,36,000

Balance  (A – B) 1,08,250 54,500 (79,250)

13. From the following particulars prepare a monthly cash budget for the quarter ended 31s’
March 2004.

                (` in lakhs)
Month Sales Purchases Wages Expenses
Nov - 03 300 L00 Z00 040

Dec - 03 6.00 2.00 2.00 0.40

Jan - 04 4.00 3.00 2.20 0.50

Feb - 04 5.00 2.00 2.20 0.50

March - 04 6.00 1.00 2.40 0.50

Additional information:

 10 per cent sales and purchases are on cash.
 Credit to debtors: one month on an average, 50% of debtor will make payment on

the due date while the rest will make payment one month thereafter.
 Credit from creditors: 2 months.
 Wages to be paid twice in a month on the Is’ and 16"’ respectively.
 Expenses are generally paid within the month.
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 Plant costing ` 1.00 lakh will be installed in February on payment of 25% of the
cost in addition to the installation cost of ̀  5,000, balance to be paid in three equal
installments from the following month.

 Opening cash balance is 2,00,000.

Sol :
Cash Budget for three months from Jan to March 2003

(` in lakhs)
Particulars Jan Feb March
(A)  Receipts:
Opening cash balance 2.00 3.55 3.55
Cash sales (10% of sales) 0.40 0.50 0.10
Collection during the 1st month (50% of the credit sales) 2.70 1.80 2.25
Collection during the 2nd month (50% of the credit sales) 2.25 2.70 1.80
Total receipts 7.35 8.35 7.70
(B)  Payments:
Payments to Creditors (10% cash) 0.30 0.20 0.10
Payment at end of credit period 0.90 1.80 2.70
Wages (50% last month’s and 50% current month’s) 2.10 2.20 2.30
Expenses 0.50 0.50 030
Plant (25% of the cost plus installation charge) — 0.30 —
First installment — — 0.25
Total payments 3.80 5.00 5.60
Closing Balance (A) - (B) 3.55 3.55 2.1

14. A firm has been offered cost management service by a bank for Rs. 1,00,000 per year. It
is estimated that such a service would not only eliminate ‘excess’ cash on deposits (Rs.
8,00,000) but also reduce its administration and other costs to the tune of Rs. 5,000 per
month. Assuming the cost of capital of 15 percent, is it worthwhile for the firm to engage
the cash management service ?

Sol : (Dec.-19)

Calculation of Net Annual Benefits

Savings in interest (` 8,00,000 × 0.15) = 1,20,000

Reduction in administration and other cost =    60,000

(` 5,000 × 12)

   
Total     1,80,000

(–) cost annually bank service charges     1,00,000
   

Net Annual Benefits        80,000
   

Conclusion
It is worth while to engage the Bank service.
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5.7.4 Cash Management Techniques/
Processes

Q21. State the various techniques of cash
management.

(OR)

What are the various techniques
employed in the management of cash?

(OR)

Explain the techniques that can be used
to accelerate the firm’s collection.

(OR)

Discuss the techniques of management.

Ans : (Nov.-20, May-19, March-15, Imp.)

There is a general tendency amongst divisional
managers to keep cash balance in excess of their
needs. The finance manager divide the system of
an organisation to retain enough cash without
having surplus balance on hand. Some of the cash
management technique are used by the finance
manager are,

1. Speedy cash collection.

2. Prompt payment by customers

3. Early conversion of payment into cash.

4. Concentration banking.

5. Lock box system.

6. Showing disbursement.

1. Speedy Cash Collection : The flow of cash
Inflows process can be performed through
planned and redefined strategy technique.
This can be done by the two aspects,

i) The customers should encourage to pay
as early as possible.

ii) The payment which is done by the
customers should be converted into cash
without any delay.

2. Prompt Payment by Customers : One of
the method of prompt payment by customers
is prompt billing. The prompt billing is the
system where the customers already known
about the pay and the payment date. The
payment information can be provide by the
self address enclosed this help to pay the
amount with the return envelope also.

Another important technique is to provide
discount to the customers. This makes the
encouragement of payment.

3. Early Conversion of Payment into Cash:
As the customer makes the payment by a
cheque, the collection can be expected by
prompt enhancement of the cheque. Thus
their is a time lag between the cheque
preparation, mail and the funds collection.
These can be done in three steps,
i) Postal Float : It is the delay between

the time when a payer mail a payment
and the time when the payee receives
it.

ii) Lethargy : It is the time taken in
between the processing the cheque i.e.;
received by a payee and the deposited
in the banks.

iii) Bank Float : It is the delay between
the deposit of the cheque by the payee
and the availability of the fund in short
the time taken by the bank in collecting
the payments from the customers bank.

The postal float, lethargy and bank float
are collectively known as “Deposit Float”. The
deposit float is the sum of cheques written by
customers that are not yet usable by the firm
i.e., fund dispatched by a payer and that are
not in a position to use by the payee.

4. Lock Box System : Another means to
accelerate the flow of funds is a lock box
system. With concentration banking,
remittances are received by a collection centre
and deposited in the bank after processing.
The purpose of the lock box is to eliminate
the time lag between the receipt of
remittances by the company and the deposit
in the bank. The lock box arrangement
usually is on regional basis, which a company
chooses according to the billing patterns.

Under this arrangement, the company
rents the local post office box and authorises
its bank at each of the locations to pick up
remittances in the boxes. Customers are billed
with instructions to mail their remittances to
the local box. The bank picks up the mail
several times a day and” deposits the cheques
in the company’s account.
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5. Concentration Banking : In this system the
company establishes a number of strategic
collection centres in different regions instead
of a single collection centre at the Head Of-
fice. This system reduce the period between
the time a customer mails in his remittances
and the same when they become spendable
funds with the company. Payments received
by the different collection centres are depos-
ited with their respective local banks which in
turn transfers all surplus funds to the con-
centration bank. The concentration bank with
which the company has its major bank ac-
count is generally located at the head quar-
ter.

6. Showing Disbursements : The operating
cash requirement can be reduced by slow
disbursement of A/c payable. The slow dis-
bursement represents a source of fund re-
quiring no interest payment. Some of the
technique for the payment delay of A/c re-
ceivable are,

i) Avoidance of Early Payments : A
firm is require to pay a payment within
a period of time which lead to cash dis-
count. If the payment is delayed beyond
the due date, the firm later find the dif-
ficulty to secure credit.

ii) Centralised Disbursements : All the
payment, the firm has to pay should be
made by the head office from the cen-
tralised disbursement A/c. This may help
the firm to delay cash payment and con-
version for several reasons. This is due
to transit time i.e., more mailing time.

For reduction in operation cost, a firm
has small total cash balance. This will
have to maintain in each branch will add
to a large operating cash balance.

iii) Float : It is the amount of money which
is available in cheque, which is written
and not yet to be collected and an
cashed. The float is a difference between
bank balance and cash balance as
shown by the firm record and actual
bank balance. The actual bank balance
is due to processing delay. Due to the

lag in between the cheque kitting meth-
od is used to make processing the funds
and to keep in an interesting form of
delay in payment.

iv) Accrual : It is the current liabilities that
represents a service received by the firm
but not yet paid for the receipt and pay-
ment by the firm which extend for a
period or a week. The longer the peri-
od i.e., payment is made, the greater
the amount of free financing and the
smaller is the amount of cash balance
require.

This can load to manipulated to slow down
disbursement.

5.8  MARKETABLE SECURITIES

5.8.1 Characteristics

Q22. Define Marketable Securities. Explain
the characteristics of Marketable
Securities.

Ans : (Imp.)

Meaning
The marketable securities are the type of

money market instrument which is highly liquid and
can be easily convertible into cash within the short
period of time. It is very much essential for the firm
to maintain adequate cash balance for the smooth
running/operations of the business as the inflows
and outflows of cash are uncertain and un-
synchronized.

The management of investment in
marketable securities constitute the most essential
function of financial management. Both cash and
marketable securities are short term money market
instruments hence, the cash management with
regards to the investment in marketable securities
need to be carefully dealt.

Many time, the firms receive more cash than
what is actually needed for making immediate
payments, which may be treated as surplus cash
and its needs to be pooled up in the marketing
securities instead of keeping them idle. In this way,
surplus cash can be optimally allocated for earning
more income to the business. The management of
marketable securities deals with,
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i) Determination of the amount of marketable
securities to be maintained.

ii) Selection of best alternative from the group
of alternative securities.

Characteristics

The characteristics of marketable securities
have an impact on their marketability or liquidity.
For becoming liquid, a security should have two
main characteristics which are as follows,

1. Ready market and

2. Safety of principle.

1. Ready Market

Because of ready marketability feature,
securities can be easily converted into cash
without consuming much time. A ready
market is characterized by the presence of
several participants, which are spread over a
wide geographical area and must have where
large number of securities can be traded
(either purchased or sold).

2. Safety of Principle

This is the nd determinant of liquidity in which
there is less or even no loss in the value of
marketable security over time. According to
the principle of safety, short term investments
can be made in only those securities that can
be easily converted into cash without
reducing its notional value or principle
amount. However, if there is a considerable
reduction in the principal amount then firm
should not invest surplus cash balance into
any type of security.

5.8.2 Selection Criterion

Q23. State the various factors does the finan-
cial management consider for selecting
a proper marketable securities.

Ans :
A finance manager has to take a decision re-

garding the determination of mix of cash and mar-
ketable securities. The choice of mix is based on
trade off between the opportunity to earn a return
on cash which is known as idle fund. This can be
done during the holding period. The brokerage costs
associated with the purchase and sale of the mar-
ketable securities.

The interest should be earned on the securi-
ty. The key factor of interest trade off is the return
and the brokerage cost of liquid assets. The liquid
assets should be held in the form of marketable se-
curities.

There are three basic motives for maintain-
ing the marketable securities are,

1. Transaction motives.

2. Safety/Precaution motives.

3. Speculative motives.

The basic need of the motives is being
depends on the return of idle fund. So this type of
the marketable security are purchase will depends
on the purchase of motives. A finance manager
have to maintain a procedure for a marketable se-
curity mix. This can be done by,

1. Financial risk

2. Interest rate risk

3. Taxability

4. Liquidity

5. Yield.

1. Financial Risk

Financial risk is also known as default risk. It
is the uncertainty of expected return attrib-
utable to possible change in financial capaci-
ty of issues of security to make future pay-
ments.

In this type, if there is default in invest-
ment is high then the financial risk is also high,
if investment is lower then the financial risk
would be lower.

The marketable securities are designed
according to return of finds, that tied up with
idle cash for transaction purpose. This may
tends to the financial manager to assume as
the financial risk with high return can get with
in the portfolio.

2. Interest Rate Risk

The uncertainty which associated with the
expected return from a financial instrument
attributable to change in interest rate is
known as Interest rate risk. In this type the
interest rate will depends on the date of pur-
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chase. The longer the maturity of instrument,
the larger will be fall in price.

A financial manager would have make
a new investments issue as the price of secu-
rity will fall according to the yield to maturity.

3. Taxability

The impact of tax is also effects the market
yield difference. The differential impacts on
yield is due to interest income, which is taxed
with the ordinary tax rate the capital gain and
tax at a lower rate. The discount on lower
interest securities and their yield to maturity
tends to be lower. The greater the discount,
the better the capital gain.

4. Liquidity

The ability to transfer a security into cash.
These are basically depends on the market-
able security portfolio. If a finance manager
wants cash immediately, then a portion of
portfolio might have to be sold. This may
require a large price reduction in order to
convert the securities.

This can be done according to the mar-
ket portfolio. The instrumentation consider-
ation can be done by,

i) The required time taken to sell the se-
curities.

ii) The security can sold or prevail the mar-
ket.

5. Yield

The yield is the final selection of the market-
able securities. These are being available on
the different financial assets which include
marketable near cash portfolio. The all four
factors such as financial risk, interest rate risk,
liquidity and taxability, influence the available
need of financial instruments.

It a given risk is assumed, then a higher
yield may be expected. This may be expect
on lack of liquidity characteristics.

The manager who is trade off the secu-
rities should focus on factor. This factors helps
the finance manager to determine proper
marketable security mix for his organisation.

5.9  MANAGEMENT OF RECEIVABLES

Q24. Define receivable management. Explain
the factors influencing receivable
management.

Ans : (Imp.)

Meaning

 The term receivable is defined as “debt owed
to the firm by customers arising from sale of
goods or services in the ordinary course of
business”.

 When a firm sells its products or services on
credit, and it does not receive cash
immediately, but would be collected in the
near future. Till collection, they form as
current assets.

 Receivables are one of the important
elements of current assets of the firm. The
word receivables can be explained as ‘debt
owed to the firm by customers arising from
sale of goods or service in the ordinary course
of business’.

 When payment for sale of goods or services
is due then firm provides trade credit to its
customers and creates accounts receivables
which can be acquired in future.

 Receivable management is also known as
trade credit management. Hence, accounts
receivable express the adequate time period
in which customer must make payment for
goods purchased.

 The firms provide trade credit in order to
protect the sales from the competitors and
attract customers who can purchase their
products at reasonable prices.

Factors

(i) Size of Credit Sales

The volume of credit sales is the first factor
which increases or decreases the size of
receivables. If a concern sells only on cash
basis, as in the case of Bata Shoe Company,
then there will be no receivables. The higher
the part of credit sales out of total sales, figures
of receivables will also be more or vice versa.
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(ii) Credit Policies

A firm with conservative credit policy will have
a low size of receivables while a firm with liberal
credit policy will be increasing this figure. The
vigour with which the concern collects the
receivables also affects its receivables. If
collections are prompt then even if credit is
liberally extended the size of receivables will
remain under control. In case receivables
remain outstanding for a longer period,  there
is always a possibility of bad debts.

(iii) Terms of Trade
The size of receivables also depends upon the
terms of trade. The period of credit allowed
and rates of discount given are linked with
receivable. If credit period allowed is more
then receivables will also be more. Sometimes
trade policies of competitor have to be
followed otherwise it becomes difficult to
expand the sales. The trade terms once
followed cannot be changed without
adversely affecting sales opportunities.

(iv) Expansion Plans
When a concern wants to expand its activities,
it will have to enter new markets. To attract
customers, it will give incentives in the form
of credit facilities. The period of credit can be
reduced when the firm is able to get
permanent customers.

(v) Relation with Profits
The credit policy is followed with a view to
increase sales. When sales increase beyond a
certain level the additional costs incurred are
less than the increase in revenues. It will be
beneficial to increase sales beyond a point
because it will bring more profits. The increase
in profit will be followed by an increase in
the size of receivables or vice-versa.

(vi) Credit Collection Efforts
The collection of credit should be streamlined.
The customers should be sent periodical
reminders if they fail to pay in time. If
adequate attention is not paid towards credit
collection then the concern can land itself in
a serious financial problem. An efficient credit
collection machinery will reduce the size of
receivables. If these efforts are slower then
outstanding amounts will be more.

(vii) Habits of Customers

The paying habits of customers also have a
bearing on the size of receivable. The
customers may be in the habit of delaying
payments even though they are financially
sound. The concern should remain in touch
with such customers and should make them
relate the urgency of their needs.

Q25. Explain the importance of Receivable
Management.

Ans :
The importance of receivables management

is as follows:

1. Liberalised credit policy helps to increase the
growth of sales.

2. It helps to increase the operating profits
because of more credit sales.

3. Credit policy helps to meet the competition.

4. Credit sales helps to attract not only existing
customer but also the new customers in the
ordinary course of business.

5. It ensures higher investment in trade debtors,
which will produce larger sales.

6. It helps to minimize bad debts without taking
stringent measures.

7. It facilitates adequate working capital to meet
its current obligations.

8. It gives guidance to the management for
effective financial planning and control.

9. It helps to make effective coordination
between finance, production, sales, profit and
cost.

5.9.1 Credit Policy

Q26. Define Credit Policy. Explain advantages
and disadvantages of credit policy.

Ans : (Imp.)

Meaning

It is the policy where the seller sells goods on
very liberal credit terms and standards. In other
words, goods are sold to the customers whose
creditworthiness is not up to the standards or whose
financial position is doubtful.
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Advantages

 Increase in Sales: Lenient credit policy
increases sales because of the liberal credit
terms and favourable incentives granted to
customers.

 Higher Profits: Increase in sales leads to
increase in profits, because higher level of
production and sales reduces fixed cost.

Disadvantages

Apart from the advantages it has some
disadvantages

 Bad Debt Loss

A firm that follows a lenient credit policy may
suffer from bad debt losses that arise due to
the non-payment of credit sales.

 Liquidity Problem

Lenient credit policy not only increases bad
debt losses but also creates liquidity problem,
because when the firm is not able to receive
the payment by a due date, it may become
difficult to pay currently maturing obligations.

Q27. Discuss the components of credit policy
variables.

Ans :
The credit policy variables have a bearing on

level of sales, bad debt loss, discounts taken by
customers, and the collection expenses. The major
credit policy variable include the following:

(A) Credit Standards

(B) Credit Terms, and

(C) Collection Policy and Procedures.

(A) Credit Standards

Firm has to select some customers for
extension of credit. For this, the firm has to
evaluate the customer. In evaluation of
customers what standards should be applied?
Credit standards refer to the minimum criteria
for the extension of credit to a customer.
Credit ratings, credit references, average
payment periods, and certain financial ratios
provide a quantitative basis for establishing
and enforcing credit standards. Firm’s

decision, to accept or reject a customer to
extend credit depends on credit standards.
Firms may have more number of standards
in this respect, but at one point it may decide
not to extend credit to any customer, even
though his/her credit rating is strong. On the
other point, firm may decide to provide
goods on credit to all customers irrespective
of their creditworthiness. Practical ones lies
between these two points.

(B) Credit Terms

The second decision criteria in receivables
management is the credit terms. Credit terms
means the stipulations under which goods or
services are sold on credit. Once the credit
terms have been established and the
creditworthiness of the customers has been
assessed, then the financial manager has to
decide the terms and conditions on, which
the creditwill be granted. The credit terms
specify the length oftime over which credit is
extended to a customer and the discount, if
any, given for early payment. Credit terms
have three components such as: (i) credit
period, and (ii) cash discount, and (iii) cash
discount period.

(i) Credit Period: The period of time, for
which credit is allowed to a customer to
economic value of purchases. It is
generally expressed in terms of a net
data [i.e., if a firm’s credit terms are “net
60”], it is understandable that payment
will be made within 60 days from the
date to credit sales. Generally, the credit
period is decided with the consideration
of industry norms and depending on the
firm’s ability to manage receivables.

(ii) Cash Discount: The second part of
credit terms is cash discount. Cash
discount represents a percent reduction
in sales or purchase price allowed for
early payment of invoices. It is an
incentive for credit customers to pay
invoices in a timely fashion. In other
words, it encourages the customers to
pay credit obligations within a specified
period of time, which will be less than
the normal credit period.



MBA (JNTU-H) I YEAR  II SEMESTER

248
Rahul Publications

Rahul Publications

(iii) Cash Discount Period: It refers to the
duration during which the discount can
be availed of, collection of receivable is
influenced by the cash discount period.
Extension of cash discount period may
prompt some more customers to avail
discount and more payments, which will
release additional funds. But extension
of cash discount period will result in late
collection of funds, because the
customers who are able to pay less cash
discount now may delay their payments.

(C) Collection Policy

This is the third aspect in receivables
management. The collection policy of a firm
is the procedure passed to collect amount
receivables, when they become due. It is
needed because all customers do not pay the
bill receivables on time. Collection procedures
include monitoring the state of receivables,
dispatch of letters to customers whose due
date is approaching, electronic and telephonic
advice to customers around the due date,
threat of legal action to overdue customers,
and legal action against overdue account.

Q28. Discuss the consequences of lengthen-
ing versus shortening of the credit peri-
od.

Ans : (Nov.-22, Imp.)

 Credit period refers to the length of time pro-
vided to the buyer to pay for their purchas-
es. During this period no interest is charged
on the outstanding amount.

 The credit period generally varies from 30 to
90 days and in some businesses even a peri-
od of 180 days is allowed. If a firm allows 45
days of credit with no discount for early pay-
ment credit terms are stated as ‘net 45’.

 In case the firm allows discount for early pay-
ment the credit terms are stated as 1.5/15,
net 45’ implying that if the payment is made
within 15 days a discount of 1.5 percent is
allowed else the whole amount is to be paid
within 45 days.

 Increasing the credit period results in increased
sales but at the same time entails increased
investment in debtors and higher incidence
of bad debts. Decreasing the credit period
would have the opposite result. The effect of
increasing

 The credit period on net profit can be esti-
mated with the help of equation (2).

 NP = [ S (1–V)– Sbn] (1–t)–k  1

... (1)

In this case  I is calculated as follows :

 I=(ACPn–ACP0)
50
360
 
  

+V(ACPn)
S

360


... (2)

where,

I = Increase in investments

ACPn = New average collection period

ACP0 = Old average collection period

 In equation (2) the first term represents in-
cremental investments in receivables associ-
ated with existing sales and the second term
represents the investment in receivables aris-
ing from incremental sales.

Q29. What are credit standards ? What key
variables should be considered in
evaluating possible changes in credit
standards?

Ans : (Dec.-19, Imp.)

The credit standards of a company lay down
minimum requirement for the evaluation of credit
to its customers. The company may define these
requirements in the very conservative or a strict
manner and this restrain the marginal customers
are those whose financial position is doubtful may
not really be bad. Such a policy would be appropriate
for the companies which do not want to take high
risk or alternatively, the company may follow a very
liberal standard and be very aggressive in taking
the risk.

The company uses some of the following
quantitative indicators for establishing credit
standards:
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(a) Payment period

(b) Selecting financial rates

(c) Rating based on financial ratios

The subjective assessment obtained through
the market about the credit worthiness of the cus-
tomers may also feature as one of the item in the
credit standards. These quantitative and subjective
indicators may provide the basis for establishing and
enforcing the credit standards.

At any point of time, the company would be
interested in examining the effect of change in credit
standards. This is done by comparing the profit-
ability generated by lowering down the credit stan-
dards and the added cost of accounts receivable.
So long as the profitability is more than the added
cost, the company can lower down the credit stan-
dards. It is important to determine the costs of low-
ering down the credit standards and also to find
out the impact on profitability of the company. Low-
ering down toe the credit standards would have the
following effects:

i) Increase in average collection period.

ii) Increase in sales.

iii) Increase in accounts receivable
investment.

iv) Increase in bad debts losses, and

v) Increase in servicing cost of account
receivable.

The following approach in assessing the effects
of lowering down the credit standard:

 Determine, find out the profitability of
additional sales.

 Determine increase in bad debt losses,
collection expenses and any other cost arising
from relaxing the standards.

 Determine increase slowness of the average
collection period and additional amount of
investment requirement in accounts
receivable and multiply it by the required rate
of return on investment in accounts
receivable.

5.9.2 Credit Evaluation of Individual Ac-
counts

Q30. Discuss the evaluation of individual
accounts.

Ans :
Evaluation of individual accounts is the prime

activity, which affects firm’s profitability. In this, the
firm should develop procedures for evaluating credit
applicants and consider the possibilities of bad debt
or slow payment. Mere determination of
appropriate credit policy will not serve the purpose
of minimising investment in receivables and reducing
bad debt losses, without credit evaluation of
individual accounts and identification of their
creditworthiness.

The credit evaluation procedure involves
three related steps: viz., (1) obtaining credit
information, (2) analysing the information, and (3)
making the credit decision.

1. Obtaining Credit Information

Credit should be granted to those customers
who have the ability to make payment on
time. To ensure this, a firm should have to
evaluate the individual accounts properly, for
which it requires information. Hence, there
is a need to obtain information. Collection of
credit information involves some cost. Some
accounts, small accounts, the cost of collecting
information may outweigh the potential
profitability of the account. In addition, the
cost, the firm must consider the time factor
in collecting information.

The information may be divided into two
sources, such as (a) internal source and (b)
external source. The following secondary
sources are available for the collection of
credit information.

(a) Internal Sources: Internal source is the
source that is available within the
organisation and it provides information
at free cost. This type of source is useful
only for evaluating existing customers)
A particular customer may have enjoyed
credit facility in the past. Now for
extension of credit period or cash
discount firm may ask the internal
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receivable department to provide past
record, based on which firm may make
decisions.

(b) External Sources: External sources of
information are very important when a
firm is planning to evaluate a new
customer. Secondary source of
information is available based on the
development of institutional agencies
facilities and industry practices. India, has
made little progress in the matter of
developing the sources of credit
information in the name of secrecy and
confidentiality.

2. Analysis of Information/Credit Analysis

After having collected the required
information about the applicant from
different sources, the information should be
analysed to determine the creditworthiness
of the prospective customers. There are no
tailor made procedures to analyse the credit
information that are suitable to one. The
analysis should cover two aspects, (a)
Quantitative, and (b) Qualitative.

(a) Quantitative: This type of assessment
is very useful, which is done on the basis
of financial statements, and firm’s past
records. Preparation of aging schedule
is the prime one. Aging schedule is the
statement showing age-wise distribution
of receivables (Bills). It gives a clear
picture into the past payment pattern
of the applicant. Next the firm can go
for ratio analysis, where it can study
liquidity, profitability and debt capacity
of the perspective customer. Calculated
ratios must be compared with industry
ratios (standards).

(b) Qualitative: Evaluation of prospective
customer from the quantitative analysis
point, sometimes it should be fortified
by qualitative analysis for interpretation
of credit­ worthiness. Qualitative analysis
would cover the aspects relating to

quality of management, management
philosophy, management vision, etc.
The stated external sources may form
the basis for conclusions to be drawn.

The above-mentioned are the two methods
of evaluation. But traditional credit analysis
takes 6C’s into consideration.

(i) Character: It is the prime ‘C’ in
as much as it means the moral
integrity and noble intentions and
willingness on the part of the
prospective buyers to honour the
obligations of making the full
payments on the due date
because, there may be cases,
where the buyer may be able to
pay but may not have the good
intention to do so.

(ii) Capacity: It means the ability of
prospective customers to pay. In
other words, customer capacity is
the financial capability to make the
payment on the due date.

(iii) Capital: It refers to the capital
base and capital structure of the
company. If the applicant is a
person then capital refers to the
personal assets value of the
customer. In any case, the value
should be more than the goods
that are going to be sold on credit.

(iv) Collateral: It means offering
assets as a pledge against providing
credit. It acts as a cushion, when
the above three C’s are not
sufficient to take decisions.

(v) Conditions: The term ‘condition’
here refers to the economic
conditions and climate providing
at the material time, which may
have favourable of unfavourable
impact on the financial position
and prospects of the prospective
customer.
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(vi) Case History [past exper-
ience] : If the credit extension
decision relates to an existing
customer then there is a need to
go back to old needs and check
customer’s record.

3. Making Credit Decision

The prime objective of evaluation of
prospective customer creditworthiness is to
assess whether he/she is worthy of granting
the credit or not. Actual creditworthiness is
compared with the pre-determined
standards, if the actual are up to the standards
or above to the standards, goods would be
provided on credit, and vice versa. Credit
decision is difficult to make when the
creditworthiness is marginal. Decision can be
taken only, after comparing the benefits of
credit extension with likely bad debt losses.

Q31. Discuss the role of factors in credit
management system.

Ans : (July-18, Imp.)

Credit management system can be managed
with the help of following four factors,

1. Credit policy variables

2. Credit evaluation

3. Credit granting decision

4. Control of receivables.

1. Credit Policy Variables

It is the policy where the seller sells goods on
very liberal credit terms and standards. In
other words, goods are sold to the customers
whose creditworthiness is not up to the
standards or whose financial position is
doubtful.

2. Credit Evaluation

A firm must analyze the credit worthiness of
a prospective customer before offering credit.
Credit worthiness can be identified by
considering three basic factors i.e., character,
capacity and collateral. A firm can also identify

credit worthiness of customer by analyzing
financial statements, by acquiring bank
reference, by evaluating experience of firm
and by considering numerical credit scoring
of a customer.

3. Credit Granting Decision

Credit granting decision must be taken after
identifying credit worthiness of the customer.
Decision tree is useful in taking these type of
decisions.

4. Control of Receivables

Receivables are controlled by using two
traditional methods i.e days sales outstanding
and aging schedule. These methods are very
popular but they have some drawbacks as
they are based on aggregation of sales and
receivables. Payment pattern approach is
recommended to overcome the drawbacks
of traditional methods.

5.9.3 Monitoring Receivables

Q32. Explain the various techniques are used
in monitoring receivables.

Ans :
There are traditional techniques available for

monitoring accounts receivables. They are

1. Receivables turnover,

2. Average Collection period,

3. Aging Schedule and

4. Collection matrix.

1. Receivables Turnover

Receivables turnover provides relationship
between credit sales and debtors (receivables)
of a firm. It indicates how quickly receivables
or debtors are converted into cash.
Ramamurthy observes “collection of debtors
is the concluding stage for process of sales
transaction. The liquidity of receivables is,
therefore, measured through the receivables
(debtors) turnover rate.
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Receivables Turnover Rate = Credit Sales Average Debtors or receivables

Debtors turnover rate is expressed in terms of times. Analyst may not be able to access credit sales
information, average debtors and bills receivables.

To avoid non-availability of the above information and to evaluate receivables turnover there is
another method available for the analyst.

Receivables Turnover Rate = Total Net Sales + Average Debtors (including receivables)

2. Average Collection Period (ACP)

Turnover rate converted into average collection period is a significant measure of the collection
activities of debtors. Average collection period is a measure of how long it takes from the time sales
is made to the time cash is collected from the customers

ACP = 365 Debtors or Receivables turnover.

3. Aging Schedule

Aging schedule is a statement that shows age-wise grouping of debtors. In other words, it breaks
down debtors according to the length of time for which they have been outstanding.

Aging schedule is helpful for identifying slow paying debtors, with which the firm may have to
encounter a stringent collection policy. The actual aging schedule of the firm is compared with
industry standard aging schedule or with benchmark aging schedule for deciding the debtors are in
control or not.

4. Collection Matrix

Traditional methods (debtors turnover rate, average collection period) of receivables management
are very popular, but they have limitations, that they are on aggregate data and fail to relate the
outstanding accounts receivables of a period with credit sales of the same period. The problem of
aggregating data can be eliminated by preparing and analysing collection matrix.

PROBLEMS ON RECEIVABLE MANAGEMENT

15. The following information is available for a company :

Monthly credit sales Rs.10,00,000

Average maturity period 40 days

Factor fees/commission 1%

Interest rate charged by factor 15%

Collection department’s cost Rs. 4,500 per month

(if there is no factoring)

Factor’s average remittance period 10 days

The company’s cost of raising funds (other than factor) 24%

Calculate the effective interest rate charged by the factor and advise the company
ignoring all other factors including risk of default.
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Sol :

1. Number of days for which the funds are advanced by the factor

                        = 40 – 10 = 30 days.

2. Calculation of total costs of financing through factor :

           Particulars Amount

Factor’s fee and commission 110,00,000
100

  
 

 10,000

Interest charges 
15 3010,00,000

100 360
   
 

 12,500

Total of fee and interest charges 22,500

Less : Saving in collection department’s cost 4,500

Total financing cost (Net) 18,000

3. Calculation of effective interest rate :

18,000 365 100 21.90%
10,00,000 30

  

4. As the effective rate of interest charged by the factor is 21.90% and the firm can raise funds from
other sources at 24% p.a. it is advised that the firm should avail the services of the factor.

16. Bharat Ltd. decides to liberalise credit to increase its sales. The liberalised credit policy will
bring additional sales of Rs. 3,00,000. The variable costs will be 60% of sales and there will be
10% risk for non-payment and 5% collection costs. Will the company benefit from the new
credit policy ?

Sol :
        Particulars Amount

Additional Sales revenue 3,00,000

Less : Variable Cost (60%) 1,80,000

Incremental Revenue 1,20,000

Less : 10% for non-payment risk 30,000

90,000

Less : 5% for costs of collection 15,000

Additional Revenue from increased sales

due to liberal credit policy 75,000

The company will be benefitted from the new credit policy because the increase in revenue is more
than the costs of providing additional credit. In fact, the profit of the company will increase by Rs. 75,000.
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17. Dryson Ltd. provides the following informations :

           Particulars Amount

Cash sales during the year 1,50,000
Credit sales during the year 2,70,000
Returns inward 20,000
Trade debtors in the beginning 55,000
Trade debtors at the end 45,000
Provision for bad and doubtful debts 5,000

Calculate :

(i)   Debtors Turnover Ratio

(ii)  Average Collection Period

Note : Take 360 days in a year and all returns are from credit sales.

Sol :

(i) Debtors Turnover Ratio = 
Net Credit Annual Sales
Average Trade Debtors

 = 
2,70,000 20,000

1(55,000 45,000)
2



 
 = 

2,50,000   5 times
50,000



(ii) Average Collection Period = 
No. of Working Days

Debtors Turnover Ratio  = 
360 75 days

5


(OR)  Average Collection Period = 
Average Trade Debtors × No. of Working Days

Net Credit Sales

= 
50,000 × 360

2,50,000
 = 72 days.

18. Vineet Enterprises sells on terms 2/10, net 45. Annual sale are Rs. 90 million 30 percent
of customers pay on the 10 the day and take the discount. If accounts receivable average
Rs. 12 million, what is the average collection period (ACP) on non-discount sales.

Sol : (Nov.-22, Imp.)

To find the average collection period (ACP) on non-discount sales, we need to first find the portion
of sales that is not discounted.

The sales that are not discounted would be the remaining 70% of customers, who do not take the
discount. The value of non-discounted sales can be calculated as under :

Non-discount Sales = Total Sales – Discounted Sales

90 million – (90 million × 30% × 98%)

90 million – 26.46million

63.54 million

Discounted sales are 30% of Rs. 90 million i.e., Rs. 27 million, which means. They can avail 2% of
discount. Hence discounted sales would be 98% of Rs. 27 million i.e., Rs. 46 million.
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Average collection period on non-discount sales

Average collection period = 
Account Receivable

Non discounted sales
 × 365

 = 
12

63.54
 × 365

 = 68.93 days

5.10  MANAGEMENT OF INVENTORY

Q33. Define inventory management. Explain the components of inventory.

Ans : (Sep.-16, Imp.)

Meaning

The term “Inventory” has originated from the French word “Inventaire” and the Latin word
“Inventariom” which implies a list of things found. The term inventory has been defined by the American
Institute of Accountants  as the aggregate of those items of tangible personal property which

(a) are held for sale in the ordinary course of business,

(b) are in the process of production for such sales, or

(c) are to be currently consumed in the production of goods (or) services to be available for sale. The
term inventory refers to the stockpile of the products a firm is offering for sales and the components
that make up the product. Inventories are the stocks of the product of a company, manufacturing
for sale and the components that make up the product.

The various forms in which inventories exist in a manufacturing company are:

(i) raw materials,

(ii) work-in process,

(iii) finished goods, and

(iv) stores & spares. However, in commercial parlance, inventory usually includes stores, raw materials,
work-in-process and finished goods. The term inventory includes - raw materials, work-in-process,
finished goods packaging, spares and others stocked in order to meet an unexpected demand or
distribution in the future.

Components

1. Raw Materials

Raw materials are those inputs that are converted into finished goods through the manufacturing
process. These form a major input for manufacturing a product. In other words, they are very
much needed for uninterrupted production.

2. Work-in-Process

Work-in-process is that stage of stocks that are between raw materials and finished goods. Work-in-
process inventories are semi-finished products. They represent the products that need to undergo
some other process to become finished goods.
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Components of Inventory

Raw Materials Work in Process Finished Products Stores & Spares

Components of Inventory

Raw Materials Work in Process Finished Products Stores & Spares

3. Finished Products

Finished  products are those products, which are ready for sale. The stock of finished goods provides
a buffer between production and market

4. Stores & Spares

Stores & spares inventory (include office and plant cleaning materials like, soap, brooms, oil, fuel,
light bulbs, etc.,) are those purchased and stored for the purpose of maintenance of machinery.

Q34. Explain various types of inventory.

Ans :
There are various types of inventory which are as follows :

1. Movement Inventories
Movement inventories are also called transit or pipeline inventories. Their existence owes to the fact
that transportation time is involved in transferring substantial amounts of resources.
For example, when coal is transported from the coalified to an industrial town by trains, then the
coal, while in the transit, cannot provide any service to the customers for power generation or for
burning in furnaces.

2. Buffer Inventories
Buffer inventories are held to protect against the uncertainties of demand and supply. An organization
generally knows the average demand for various items that it needs. However, the actual demand
may not exactly match the average and could well exceed it. To meet this kind of a situation,
inventories may be held in excess of the average for expected demand. Similarly, the average
delivery time (that is, the time elapsing between placing an order and having the goods in stock
ready for use, and technically called as the lead time) may be known. But unpredictable events
could cause the actual delivery time to be more than the average.
Thus, excess stocks might be kept in order to meet the demand during the time for which the
delivery is delayed. These inventories which are in excess of those necessary just to meet the average
demand (during the average lead time period), held for protecting against the fluctuations in demand
and lead-time are known also by the term safety stocks.

3. Anticipation Inventories
Anticipation inventories are held for the reason that 4a future demand for the product is anticipated.
Production of specialized times like crackers well before Diwali, umbrellas and raincoats before rains
set in, fans while summers are approaching; or the piling up of inventory stocks when a strike is on
the anvil, are all examples of anticipation inventories.

4. Decoupling Inventories
The idea of the decoupling inventories is to decouple, or disengage, different parts of the production
system. As we can observe easily, different machines/equipment and people normally work at
different rates: some slower and some faster. A machine,
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For example, might be producing half the output of the machine on which the item being handled
is to be processed the next. Inventories in between the various machines are held in order to
disengage the processing on those machines. In the absence of such inventories, different machines
and people cannot work simultaneously on a continuous basis. When such inventories are held,
then, even if a machine breaks dowm, the work on others would not stop.

5. Cycle Inventories

Cycle inventories are held for the reason that purchases are usually made in lots rather than for the
exact amounts which may be needed at a point of time. Of course, if all purchases are made exactly
as and when the item is required, there would be no cycle inventories. But, practically, purchases
are made in lots, the reason being that if purchases are made frequently and in small numbers, then
the cost involved in obtaining the items would be very large.

6. Independent Demand Inventory
Inventory item whose demand is not related to (or dependent upon) some higher level item.
Demand for such items is usually thought of as forecasted demand. Independent demand inventory
items are usually thought of as finished products.

7. Dependent Demand Inventory

Inventory item whose demand is related to (or dependent upon) some higher level item. Demand
for such items is usually thought of as derived demand. Dependent demand inventory items are
usually thought of as the materials, parts, components, and assemblies that make up the finished
products.

Q35. What are the main Objectives of Inventory Management?

Ans :
The main objective of inventory management is to maintain inventory at appropriate level to avoid

excessive or shortage of inventory because both the cases are undesirable for business. Thus, management
is faced with the following conflicting objectives:

1. To keep inventory at sufficiently high level to perform production and sales activities smoothly.

2. To minimize investment in inventory at minimum level to maximize profitability.

3. To ensure that the supply of raw material & finished goods will remain continuous so that production
process is not halted and demands of customers are duly met.

4. To minimize carrying cost of inventory.

5. To keep investment in inventory at optimum level.

6. To reduce the losses of theft, obsolescence & wastage etc.

7. To make arrangement for sale of slow moving items.

8. To minimize inventory ordering costs.

5.10.1  Inventory Management Process

Q36. Explain the various steps involved in Inventory Management.

(OR)

Explain the inventory management process.

Ans : (Dec.-18, Imp.)

Inventory management and control refers to the planning for optimum quantities of materials at all
stages in the production cycle and evolving techniques which would ensure the availability of planned
inventories.
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Step 1: Determination of Optimum Inventory Levels
Determination of inventory that an organisation should hold is a significant but difficult ; tep. Too

much of inventory results in locking up of working capital accompanied by increased carrying costs (but
reduced ordering costs). Excess inventories, however, guarantee uninterrupted supply of materials and
components, to meet production schedules and finished goods to meet customers demand. Too less of
inventory releases working capital for alternative uses and reduces carrying costs and increases ordering
costs. But there is the risk of stock out costs.

Step 2: Determination of Degree of Control

The second aspect of inventory management is to decide just how much control is leafed to realise
the objectives of inventory management. The difficulty is best overcome by classification of inventory on
the basis of value. Popularly called the ABC classification, this approach is useful in deciding the degree of
control. ‘A’ class items are ‘high’ in value but low’ in quantity, ‘C’ class inventories are the opposite of ‘A’
group, i.e., ‘high’ in quantity and ‘low’ in value. In between are the ‘B’ group stock which are more or less
equal in quantity and value proportion to the total inventory. Tight control is exercised on ‘A’ category
terns through accurate records of receipts and issues and by co-ordination of incoming shipments with
production requirements. On the other hand, ‘C’ class items may simply be ordered in large quantities
several months’ need, no record being made of their issue to manufacturing. More stock is simply requested
when the existing stock reaches a reorder point. The ‘B’ class items receive not so tight control but are not
neglected either.

Determination of Optimum Inventory Levels

Determination of Degree of Control

Planning and Design of the Inventory System

Ascertaining the Organizational Arrangement Structure

Fig.: Process of Inventory Management

Step 3: Planning and Design of the ;Inventory System

An inventory system provides the organisational structure and the operating  policies for maintaining
and controlling goods to be inventoried. The system is responsible for ordering and receipt of goods,
timing the order placement, and keeping track of what has been ordered, how much, and from whom.

Step 4: Ascertaining the Organizational Arrangement Structure

The final step of inventory management and control process is’ to ascertain the organizational
arrangement structure for handling and managing the inventory materials. Production planning and
control departments perform the function of inventory control.

If a firm assigns the inventory control function to production planning and control department,
then it can attain the following benefits,

(i) It can plan its production schedule effectively.

(ii) It will be able to issue timely orders for replenishments of stocks used in production operation.

The inventory control system is not fixed. It needs to be changed frequently as the lead time and
type of consumptions keep on changing from time to time.
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Q37. Explain the Tools and Techniques of Inventory Control.

Ans : (March-16, Sep.-13, Imp.)

Effective Inventory management requires an effective control system for inventories. A proper
inventory control not only helps in solving the acute problem of liquidity but also increases profits and
causes substantial reduction in the working capital of the concern. The following are the important tools
and techniques of inventory management and control :

1. Determination of Stock Levels

Carrying of too much and too little of inventories is detrimental to the firm. If the inventory level is
too little, the firm will face frequent stock-outs involving heavy ordering cost and if the inventory level is
too high it will be unnecessary tie-up of capital. Therefore, an efficient inventory management requires
that a firm should maintain an optimum level of inventory where inventory costs are the minimum and at
the same time there is no stock-out which may result in loss of sale or stoppage of production. Various
stock levels are discussed as such.

(a) Minimum Level

This represents the quantity which must be maintained in hand at all times. If stocks are less than the
minimum level then the work will stop due to shortage of materials. Following factors are taken into
account while fixing minimum stock level :

 Lead Time : A purchasing firm requires some time to process the order and time is also
required by the supplying firm to execute the order. The time taken in processing the order
and then executing it is known as lead time It is essential to maintain some inventory during
this period.

 Rate of Consumption : It is the average consumption of materials in the factory. The rate of
consumption will be decided on the basis of past experience and production plans.

 Nature of Material : The nature of material also affects the minimum level. If a material is
required only against special orders of the customer then minimum stock will not be required
for such materials. Minimum stock level can be calculated with the help of following formula :

Minimum stock level = Re-ordering Ievel - (Normal consumption × Normal Re-order period) 

(b) Re-ordering Level

When the quantity of materials reaches at a certain figure then fresh order is sent to get materials
again. The order is sent before the materials reach minimum stock level. Re-ordering level or
ordering level is fixed between minimum level and maximum level. The rate of consumption,
number of days required to replenish the stocks, and maximum quantity of materials required on
any day are taker, into account while fixing re-ordering level. Re-ordering level is fixed with the
following formula :

Re-ordering Level = Maximum Consump-tion × Maximum Re-order period.

(c) Maximum Level

It is the quantity of materials beyond which a firm should not exceed its stocks If the quantity
exceeds maximum level limit then it will be overstocking. A firm should avoid overstocking because
it will result in high material costs. Overstocking will mean blocking of more working capital, more
space for storing the materials, more wastage of materials and more chances of losses from
obsolescence Maximum stock level will depend upon the following factors :
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1) The availability of capital for the purchase of materials.

2) The maximum requirements of materials at any point of time.

3) The availability of space for storing the materials.

4) The rate of consumption of materials during lead time.

5) The cost of maintaining the stores.

6) The possibility of fluctuations in prices.

7) The nature of materials. If the materials are perishable in nature, then they cannot be stored
for long.

8) Availability of materials. If the materials are available only during seasons then they will have
to be stored for the rest of the period.

9) Restrictions imposed by the Government. Sometimes, government fixes the maximum quantity
of materials which a concern can store. The limit fixed by the government will become the
limiting factor and maximum level cannot be fixed more than this limit.

10) The possibility of change in fashions will also affect the maximum level.

The following formula may be used for calculating maximum stock level :

Maximum StockLevel = Re-orderingLevel + Re-ordering Quantity - (Minimum Consumption × Minimum Re-ordering period)

(d) Danger Level

It is the level beyond which materials should not fall in any case. If danger level arises then immediate
steps should be taken to replenish the stocks even if more cost is incurred in arranging the materials.
If materials are not arranged immediately there is a possibility of stoppage of work. Danger level is
determined with the following formula:

Danger Level = AverageConsumption × Maximum re-order period for emergency purchases.

(e) Average Stock Level. The average stock level is calculated as such :

Minimum Stock Level + Maximum Stock Level
Average Stock Level

2


2. Economic Order Quantity (EOQ)

A decision about how much to order has great significance in inventory management. The quantity
to be purchased should neither be small nor big because costs of buying and carrying materials are very
high. Economic order quantity is the size of the lot to be purchased which is economically viable.

This is the quantity of materials which can be purchased at minimum costs. Generally, EOQ is the
point at which inventory carrying costs are equal to order costs. In determining economic order quantity
it is assumed that cost of managing inventory is made up solely of two parts i.e. ordering costs and
carrying costs.

(i) Ordering Costs

These are the costs which are associated with the purchasing or ordering of materials. These costs
are also known as buying costs and will arise only when some purchases are made.

These costs will include costs of selling up machinery for manufacturing materials, time taken up in
setting, cost of tools etc.
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(ii) Carrying Costs

These are the costs for holding inventories.
These costs will not be incurred if inventories
are not carried. The Planning Commission
of India has estimated these costs between
15 percent to 20 percent of total costs. The
longer the materials kept in stocks, the costlier
it becomes by 20 percent every year.

The ordering and carrying costs have a
reverse relationship. The ordering cost goes up with
the increase in number of orders placed. On the
other hand, carrying costs go down per unit with
the increase in number of units, purchased and
stored.

Assumptions of EOQ

While calculating EOQ the following
assumptions are made.

i) The supply of goods is satisfactory. The goods
can be purchased whenever these are
needed.

ii) The quantity to be purchased by the concern
is certain.

iii) The prices of goods are stable. It results to
stabilize carrying costs.

The EOQ can be calculated by using the
following formula

EOQ =  
2AO

C

Where

A = Annual consumption in rupees.

O = Cost of placing an order

C = Inventory carrying costs of one unit.

3. A-B-C Analysis

The materials are divided into a number of
categories for adopting a selective approach for
material control. It is generally seen that in
manufacturing concern, a small percentage of items
contribute a large percentage of value of
consumption and a large percentage of items of
materials contribute a small percentage of value. In
between these two limits there are some items which
have almost equal percentage of value of materials.

Under A-B-C analysis, the materials are
divided into three categories viz., A, B and C. Past
experience has shown that almost 10 per cent of
the items contribute to 70 per cent of value of
consumption and this category is called ‘A’ Category.
About 20 per cent of the items contribute about 20
per cent of value of consumption and this is known
as category ‘B’ materials. Category ‘C’ covers about
70 per cent of items of materials which contribute
only 10 per cent of value of consumption. There
may be some variation in different organisations and
an adjustment can be made in these percentages.

4. VED Analysis

The VED analysis is used generally for spare
parts. The requirements and urgency of spare parts
is different from that of materials. A-B-C anaysis
may not be properly used for spare parts. The
demand for spares depends upon the performance
of the plant and machinery. Spare parts are classified
as Vital (V), Essential (E) and Desirable (D).

The vital spares are a must for running the
concern smoothly and these must be stored
adequately. The non-availability of vital spares will
cause havoc in the concern. The E type of spares
are also necessary but their stocks may be kept at
low figures. The stocking of D type of spares may
be avoided at times. If the lead time of these spares
is less, then stocking of these spares can be avoided.

The classification of spares under three
categories is an important decision. A wrong
classification of any spare will create difficulties for
production department. The classification of spares
should be left to the technical staff because they
know the need, urgency and use of these spares.

5. Just In Time (JIT) Inventory Control
System

Just in time philosophy, which aims at
eliminating waste from every aspect of
manufacturing and its related activities, was first
developed in Japan. Toyota introduced this
technique in 1950’s in Japan, however, U.S.
companies started using this technique in 1980’s.
The term JIT refers to a management tool that helps
to produce only the needed quantities at the needed
time.
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According to the official terminology of
C.I.M.A., JIT, is “a technique for the organisation of
workflows, to allow rapid, high quality, flexible
production whilst minimizing manufacturing work
and stock level.” There are broadly two aspects of
JIT (i) just in time production, and (ii) just in time
purchasing. Schonberger defines, JIT as, “to
produce and deliver finished goods just in time to
be sold, sub-assembles just in time to be assembled
into finished goods, fabricates parts just in time to
go into sub-assembles and purchased materials just
in time to be transformed into fabricated parts.

Just in time inventory control system involves
the purchase of materials in such a way that delivery
of purchased material is assured just before their
use or demand. The philosophy of JIT control
system implies that the firm should maintain a
minimum (zero level) of inventory and rely on
suppliers to provide materials just in time to meet
the requirements. The traditional inventory control
system, on the other hand, requires maintaining a
healthy level of safety stock to provide protection
against uncertainties of production and supplies.

Objectives

The ultimate goal of JIT is to reduce wastage
and enhance productivity. The important objectives
of JIT include :

i) Minimum/zero inventory and its associated
costs.

ii) Elimination of non-value added activities and
all wastes.

iii) Minimum batch/lot size.

iv) Zero breakdowns and continuous flow of
production.

v) Ensure timely delivery schedules both inside
and outside the firm.

vi) Manufacturing the right product at right time.

Features

The main features of JIT inventory control
system are as follows :

a) It emphasises that firms following traditional
inventory control system overestimate order-
ing cost and underestimate carrying costs as-
sociated with holding of inventories.

b) It advocates maintaining good relations with
suppliers so as to enable purchases of right
quantity of materials at right time.

c) It involves frequent production/order runs
because of smaller batch/lot sizes.

d) It requires reduction in set up time as well as
processing time.

e) The major focus of JIT approach is to pur-
chase or produce in response to need rather
than as per the plans and forecasts.

Advantages

The following are the major advantages of
just in time inventory control system :

i) The right quantities of materials are purchased
or produced at the right time.

ii) Investment in inventory is reduced.

iii) Wastes are eliminated.

iv) Carrying or holding cost of inventory is also
reduced because of reduced inventory.

v) Reduction in costs of quality such as
inspection, costs of delayed delivery, early
delivery, processing documents etc. resulting
into overall reduction in cost.

Q38. What are the limitations of ABC
Analysis ?

(OR)

What are the limitations of ABC
inventory control system ?

Ans : (Dec.-19, Imp.)

(i) ABC analysis will not be effective if the
material are not classified into the groups
properly.

(ii) It is not suitable for the organization where
the costs of materials do not very significantly.

(iii) There is no any scientific base for
the classification of material under ABC
analysis.

(iv) The classification of the materials into
different groups may lead to extra cost.
Hence, it may not be suitable for small
organization.
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5.10.2  Inventory Control Systems

Q39. Explain briefly about various inventory
control system.

Ans :
The different inventory control systems are

as follows,

1. P-System

P-system is an inventory control method. P-
system is known by different names such as, periodic
review system, fixed-order period system, periodic
system or fixed order interval system. In this system,
the orders are placed at fixed period, but the order
quantity varies from order to order depending upon
the demand in the market. In the Q-system, the
order quantity remains same but the period of order
differs and in P-system, the order quantity differs
but period of order remains the same. In the fixed
order period system, the stock position of each type
of item is checked at regular intervals. The frequency
of reviews differs from firm to firm and from one
type of material to other type of material of the
same firm.

The figure given below depicts the fixed order
period system or P-system.

 

Fig.: Fixed Order Period System or P-system

From the above figure, it is clear that order
period is fixed at point ‘T’ and the order quantity

changes from Q1 to Q2, to Q3, Q1, Q2 and Q3
represents quantity ordered at different demand
conditions (i.e., D1 D2 and D3).

2. Q-system/Two-bin System

Q-System is also known as ‘fixed order
quantity system’. In the fixed order quantity system,
a fixed quantity of material is ordered whenever
the stock in the warehouse attains the reorder level.
The fixed order quantity in Q-system is regarded as
Economic Order Quantity (EOQ). Even though the
order quantity remains constant, the order period
changes with the changes in the demand of the
consumers.

The figure given below depicts the fixed order
period system.

Fig. : Q-system / Fixed Order Quantity System

From the above figure, it is clear that the
quantity ordered remains constant and the time of
order placement varies depending upon the
demand in the market. D1, D2, D3 and D4 represents
demand due to which the order period changes.

Q-system is also called as ‘two-bin system’.
Two-bin system is a traditional inventory control
system in which the identical inventory items are
divided into two bins. Initially, the stock is issued
from the first bin and after issuing all the stock from
the first bin, an order is placed for the stock to fill
the first bin. Till the ordered stock is received, the
stock from the second bin is used.
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5.10.3  Analysis of Investment in Inventory

Q40. Discuss in detail incremental analysis
of investment in inventory.

Ans :
Analysis of Investment in Inventory

The financial manager is held with an
important responsibility to look after the inventory
management, because inventories involves large
quantity of funds in the firms investment. An
investment decision is a decision which is made to
determine or change the level of inventory. Hence,
it involves a profitability evaluation of investment in
inventory. The objective of inventory policy is to
maximize the value of firm at a point where both
marginal or incremental return from the investment
in inventory and the marginal cost or incremental
cost of funds used to finance the investment in
inventory are equal.

Incremental Analysis

Similar to the investment in receivables, the
investment in inventory must be evaluated from the
following four steps,

(i) Estimation of incremental operating profit.

(ii) Estimation of incremental investment in
inventory.

(iii) Estimation of return on investments.

(iv) Comparison of rate of return on investment
with the cost of funds.

The incremental analysis is used to determine
the values of operating profit, investment in
inventory, rate of return on investment and cost of
funds. If the incremental rate of return is more than
the required rate of return, then the change in
inventory policy is acceptable.

Step-1: Estimation of incremental Operating
Profit

Estimation of incremental operating profit
(AOP) is the first step in determining the rate of
return (r). If there is an absence of information for
computating rate of return r, then the firm can

assume that there will be no increase in cost of goods
sold in terms of variable cost and other costs with
the increase in sales. The formula for determining
operating profit is,

 OP =  CONT  COST  

Where,

OP = Operating Profit

CONT = Contribution

COST = Carrying Cost

= Change or increase in variable.

Step-2: Estimation of Incremental Investment
in Inventory

Estimation of Incremental Investment in
Inventory (INV) is the second step in the analysis,
wherein it is required to change from one inventory
policy to other. Generally, the investment in
inventory must be determined in terms of out-of
pocket costs. If should be noted that to increase
sales occurring from higher inventors, the
organization will also requires investment in other
current assets which will be partly financed by
current liabilities. Hence, the formula for incremental
investment is given as,

 INVST =  INV +  NWC  

Where,

INVST = Incremental Investment

INV = Increased Finished Goods Inventories

NWC = Net Working Capital

 = Change or Increase in Variable.

Step-3: Estimation of Return on Investment

After calculating the incremental operating
profit and incremental investment, then both can
be related to calculate rate of return on investment.
The formula is,

OP
r

 INVST




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Step-4: Comparison of the Rate of Return on Investment with the Cost of Funds

The selection of inventory policy by the management depends on the required rate of return on
incremental or marginal investment in inventories. In this stage, the organization should focus on the
required rate of return as is not a borrowing rate. It is based on the risk of investment, higher risk will give
higher required rate of return.

Hence, the selection of inventory policy is based on the comparison made between expected rate
of return and required rate of return. So, the organization should invest in higher level of inventory,
where r  k.

PROBLEMS

19. The finance department of a corporation provides the following information (i) The
carrying cost per unit of inventory is Rs.10, (ii) cost per order is Rs.20. (iii) No. of units
required is 30,000 units.

Determine EOQ, total number of order to be place in year and time gap between 2
order.

Sol :

        EOQ = 
2AO

C

    A = 30,000 units

    O = 20 Rs. per order

    C = 10 Rs.

1. EOQ = 
2 30,000 20

10
 

 = 346

2. Total number of order = 
A

EOQ  = 
30,000

346
 = 86.7 = 87 orders

3. Time gap between 2 consequitive order = 
No.of  year

No. of orders
 = 

12
87

 = 0.13.

20. From the following information, calculate minimum stock level, maximum stock level
and reordering level :

i) Maximum Consumption 200 units per day

ii) Minimum Consumption 150 units per day

iii) Normal Consumption 160 unit per day

iv) Re-order period 10 –– 15 days

v) Re-order quantity 1,600 units.

vi) Normal re-order period 12 days
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Sol :

(i) Re–orderning level  = Maximum Consumption ×  Maximum Re-order Period

200 × 15 = 300 units

(ii) Minimum Stock level = Re–orderning level–(Normal Consumption×Normal Re-ordering Period)

                                  = 3,000–(160×12)  =  3000 – 1920 = 1,080 units.

(iii) Maximum stock level = Re-ordering Level + Re-order Quantity – (Minimum Consumption ×
Minimum Re-order Period)

                                  =  3,000 + 1,600 – (150 × 10)

                                  =  3,000 + 1,600 – 1,500  =  4600 – 1500 = 3100 units

21. From the following information, find out economic order quantity.

Annual Usage, 10,000 units

Cost of placing and receiving one order Rs. 50.

Cost of materials per unit Rs. 25

Annual Carrying cost of one unit : 10% of inventory value.

Sol :

EOQ = 
2AO

C

   Where,    A = Annual consumption in units

   C = Cost of placing an order

   C = Inventory carrying cost of one unit

       EOQ = 
2 10,000 50 25 10 as 2.5

2.5 100
I      

= 4,00,000 632 units.

22. A manufacturer buys casting equipment from outside suppliers@ Rs. 30 per unit. Total
annual needs are 800 units. The following data is given below :

Annual return on investment, 10 percent.

Rent, insurance, taxes per unit per year Rs. 1

Cost of placing on order, Rs. 100

Determine the economic order quantity.

Sol : (Nov.-21)

Annual consumption (A) = 800

Units Ordering cost (S) = Rs. 100
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Annual consumtion in Rs. = 800 unit × Rs. 30 per unit = Rs. 24,000

Total interest cost = 10% of 24,000 = Rs. 2400

Interest cost per unit = 2400 / 800 = Rs. 3

Inventory Carrying cost (I) = Interest cost +Rent, insurance, Taxes cost = 3 + 1 = Rs. 4.

      EOQ= 
2AS

I

= 
 2 800 100

4

= 200 units

23. Smart Ltd., buys in lot of 125 boxes which is a three-month supply. The cost per box is
Rs.125 and the ordering cost is Rs.250 per order. The inventory carrying cost is estimated
at 20% of unit value per annum. You are required to ascertain:

i) What is the total annual cost of the existing inventory policy?

ii) How much money would be saved by employing the EOQ?

Sol : (May-22)

Given data,

Company buys in lots of 125 boxes in every 3 months supply

Cost of each box = Rs. 125

Cost of ordering order = Rs. 250

Inventory carrying cost = 20% of unit value

To find : total annual cost of existing inventory policy and amount of money that could be saved
by employing the economic order quantity.

Case 1: Before employing EOQ

it is a months supply so, in a year there are 4 order

 Ordering cost for 4 orders in a year = 250*4 = Rs. 1000

Now, the carrying cost of average inventory is given by

= 125/2 *20%* 125

= 125/2 *(20/100) * 125

= 1562.5

Therefore,

The total annual cost of existing inventory policy = (Ordering cost for 4 orders in a year) + (carrying
cost of average inventory)

= 1000 + 1562.5

= Rs. 2562.5
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Case 2: After employing EOQ

The Economic Order formula,

EOQ = [(2* D * S) / H]

Where:

D = Annual demand per unit = 125 * 4 = 500

S = ordering cost per purchase order = Rs. 250

H = Holding cost per unit = 20% * 125 = Rs. 25

 EOQ = [(2* 500 * 250) / 25]  = 100 units

No. of order that should be placed by the company as par the inventory policy = Annual demand
/ EOQ = 500/ 100 = 5 orders.

Therefore,

Ordering cost for 5 orders @ 250 per order

= 5 * 250

= Rs.1250

Carrying cost of average inventory

= 100/2*20%* 125 =

50 * 25

= Rs. 1250

So, the total annual cost after employing EOQ

= Rs. 1250 + Rs. 1250

= Rs. 2500

Hence, from case 1 & case 2 we can now calculate the amount of saving that could be done by
employing EOQ.

 Savings in the annual cost = Rs. 2562.5 – Rs. 2500 = Rs. 62.5

24. The annual demand for a product is 6,400 units. The unit cost is Rs. 6 and inventory
carrying cost per unit per annum is 25% of the average inventory cost. If the cost of
procurement is Rs. 75, determine :

a) Economic order quantity (EOQ)

b) number of orders per annum ; and

c) time between two consecutive orders.
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Sol :
(a) Economic order quantity(EOQ)

EOQ = 
2AO

C

         Where, A= Annual consumption in units = 6,400 units

    O = Cost of placing an order = Rs. 75

    C = Inventory carrying cost of one unit = 1.50

= 256 .1.50
100

Rs 

     EOQ =
2 6400 75

1.50
 

 =
9,60,000

1.50

= 6,40,000 800 units

(b) Number of orders per annum

= 
6,400 8 orders
800



(c) Time between two consecutive orders

= 
12 months

8 orders

= 1.5 months

25. A manufacturing firm using 12 different types materials has given the following data,

Item Units Unit cost Item Unit Unit cost

(Rs.) (Rs.)

A 3,000 80 G 14,600 13.50

B 32,000 1 H 7,800 8

C 9,000 42 I 11,200 6.50

D 1,600 120 J 48,000 3

E 28,000 4 K 15,600 7.50

F 11,500 10 L 13,300 11.50

You are required to present an ABC plan and depict the same graphically.
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Sol :
Step 1

Determination of Annual Consumption Value

Item [Annual consumption Annual consumption

(Units × Unit Price)] Value (ACV)

A 3000 × 80 32,000

B 32,000 × 1 32,200

C 9,000 × 42 3,78,000

D 1,600 × 120 1,92,000

E 28,000 × 4 1,12,000

F 11,500 × 10 1,15,000

G 14,600 × 13.50 1,97,100

H 7,800 × 8 62,400

I 11,200 × 6.50 72,800

J 48,000 × 3 1,44,000

K 15,600 × 7.50 1,17,000

L 13,300 × 11.50 1,52,950

18,15,250

Step 2
Rearrange the items in the descending order of annual consumption value and calculating the

cumulative (ACV).
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Step 3 : Construction of ABC Graph.

Fig.: Graphical Representation of ABC Analysis

In the tabular and graphical representation, it is clear that Item-A occupies 21.1% of total units and
represents cost of 71.6% and Item-B occupies 59.3% of total units and represents 90.7% of cost. Finally
Item-C occupies 40.2% of total units and 9.1% of total cost.
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Short Question and Answers

1. Define Credit Policy.

Ans :
It is the policy where the seller sells goods on very liberal credit terms and standards. In other words,

goods are sold to the customers whose creditworthiness is not up to the standards or whose financial
position is doubtful.

Advantages

 Increase in Sales: Lenient credit policy increases sales because of the liberal credit terms and
favourable incentives granted to customers.

 Higher Profits: Increase in sales leads to increase in profits, because higher level of production
and sales reduces fixed cost.

2. Objective of cash management.

Ans :
(i) Meeting the Payment Schedule: In the normal course of business firms have to make payments

of cash on a continuous and regular basis to suppliers of goods, employees and so on. At the same
time, there is a constant inflow of cash through collections from debtors. A basic objective of cash
management is to meet the payment schedule, i.e., to have sufficient cash to meet the cash
disbursement needs of a firm. The importance of sufficient cash to meet the payment schedule can
hardly be over-emphasized.

(ii) Minimizing Funds Committed to Cash Balances: The second objective of cash management
is to minimize cash balances. In minimizing the cash balances two conflicting aspects have to be
reconciled. A high level of cash balances will, as shown above, ensure prompt payment together
with all the advantages. But it also implies that large funds will remain idle, as cash is a non-earning
asset and the firm will have to forego profits. A low level of cash balances, on the other hand, may
mean failure to meet the payment schedule. The aim of cash management should be to have an
optimal amount of cash balances.

3. Purchasing and Discounting of Bills.

Ans :
Purchasing and discounting of bills are one of the most important form of short term finance, in

which borrower can get funds from banks without any collateral security. Bill of exchange is drawn by the
seller on buyer of goods on credit. Bank purchase this bill and discount it on demand and credit the
account of customer with bill amount less discount. Bank presents the bill to acceptor on date of maturity,
but if it is dishonoured then customer must pay the bill amount and expenses incurred by the bank.

4. Cash Credits.

Ans :
Cash credit is the most popular method of bank finance for working capital. Cash credit means a

borrower is allowed to withdraw funds from the bank upto a specific limit against some securities. The
borrower need not withdraw the entire fund at once. He can withdraw it as per his requirements. The
borrower can deposit any excess amount with him. He is allowed to pay interest on the daily balance and
not on entire amount of the account.
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5. Explain the proforma of working capital.

Ans :
Proforma of Working Capital Requirements

Statement of Working Capital Estimation

Particulars Amount Amount
 (`) (`)

A.   Estimation of Current Assets :
i) Raw materials XXX
ii) Work-in-process

Raw materials (full cost) XXX
Direct labour (to the extent of completed stage) XXX
Overheads (to the extent of completed stage) XXX XXX

iii)  Finished goods inventory XXX
iv) Debtors XXX
v) Cash balance required

     Total Current Assets (A) XXX
B.  Estimation of Current Liabilities :

i) Creditors XXX
ii) Expenses XXX
iii) Overheads XXX

Labour XXX
     Total Current Liabilities (B) XXX
C.  Working Capital (A-B) XXX
Add: Contingency (Percentage on working capital, i.e., C) XXX

D. Working Capital Required XXXX

6. Working Capital.

Ans :
Working Capital refers to the cash a business requires for day-to-day operations, (or) more specifically,

for financing the conversion of raw materials into finished goods, which the company sells for payment.
Among the most important items of working capital are levels of inventory, debtors and creditors. These
items are looked at for signs of a company’s efficiency and financial strength.

Definitions

(i) According to Shubin, “Working capital the amount of funds necessary to cover the cost of operating
the enterprise”.

(ii) According to Gerstenberg, “Circulating capital means current assets of a company that are

changed in the ordinary course of business from one form to another, as for example, from cash to

inventories, inventories to receivables, receivables into cash”.
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7. What is an operating cycle ?

Ans :
The operating cycle implies the stages or processes through which the raw materials are processed

to get the final product. If the process is lengthy and takes long time to get the finished products, the
requirements of working capital will be much larger than that of a unit which has a relatively low operating
cycle. The shortest manufacturing process will minimise the investment in the form of work-in-progress.

8. Define cash management.

Ans :
 Cash is one of the current assets of a business. It is needed at all times to keep the business going. A

business concern should always keep sufficient cash for meeting its obligations. Any shortage of
cash will hamper the operations of a concern and any excess of it will be unproductive.

 Cash is the most unproductive of all the assets. While fixed assets like machinery, plant, etc. and
current assets such as inventory will help the business in increasing its earning capacity, cash in hand
will not add anything to the concern.

 Cash is the important current asset for the operations of the business. Cash is the basic input
needed to keep the business running on a continuous basis; it is also the ultimate output expected
to be realised by selling the service or product manufactured by the firm. The firm should keep
sufficient cash, neither more nor less.

 Cash shortage will disrupt the firm’s manufacturing operations while excessive cash will simply
remain idle, without contributing anything towards the firm’s profitability. Thus, a major function of
the financial manager is to maintain a sound cash position.

9. Define Marketable Securities.

Ans :
Meaning

The marketable securities are the type of money market instrument which is highly liquid and can
be easily convertible into cash within the short period of time. It is very much essential for the firm to
maintain adequate cash balance for the smooth running/operations of the business as the inflows and
outflows of cash are uncertain and un- synchronized.

The management of investment in marketable securities constitute the most essential function of
financial management. Both cash and marketable securities are short term money market instruments
hence, the cash management with regards to the investment in marketable securities need to be carefully
dealt.

10. Trade Credit.

Ans :
The extended credit which a customer receives from suppliers of goods in the normal functioning of

a business is called as “trade credit”. In trade credit, firms which make purchases are not required to make
immediate cash payments, instead they can pay cash after a specific period of time. This deferred payment
acts as a financial source during the credit purchases.
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Excerise Problems

1. From the following information prepare a statement showing the working capital requirements:

Budgeted Sales ` 2,60,000 per annum

Analysis of one rupee of sales `

Raw Material 0.30

Direct Labour 0.40

Overheads 0.20

Total  cost 0.90

Profit 0.10

Sales 1.00

It is estimated that:

1. Raw materials are carried in stock for 3 weeks and finished goods for 2 weeks.

2. Factory processing will take 3 weeks and it may be assumed to be consisting of 100% of raw
materials, and overheads.

3. Suppliers will give 5 weeks credit.

4. Customers will require 8 weeks’ credit.

[Ans: ` 55,500]

2. A proforma cost sheet of a company provides the following particulars.

Elements of Cost:

Raw Materials 40%
Labour 10%
Overheads 30%

The following further particulars are available :

(a) Raw materials are to remain in stores on an average-6 weeks.

(b) Processing time-4 weeks (assume 50% completion stage with full material consumption).

(c) Finished goods are required to be in stock on an average period-8 weeks.

(d) Credit period allowed to debtors, on average-10 weeks.

(e) Lag in payment of wages-2 weeks.

(f) Credit period allowed by creditors-4 weeks.

(g) Selling price-` 50 per unit.

You are required to prepare an estimate of working capital requirements adding 10% margin for
contingencies for a level of activity of 1,30,000 units of production.

[Ans: Working capital required = ` 23,92,500]
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Choose the Correct Answer
1. To financial analysts, "working capital" means the same thing as . [ c ]

(a) Total assets (b) Fixed assets
(c) Current assets (d) Current assets minus current liabilities.

2. Which of the following would be consistent with an aggressive approach to financing working cap-
ital? [ d ]
(a) Financing short-term needs with short-term funds.
(b) Financing permanent inventory buildup with long-term debt.
(c) Financing seasonal needs with short-term funds.
(d) Financing some long-term needs with short-term funds.

3. The amount of current assets required to meet a firm's long-term minimum needs is  referred to as
 working capital. [ a ]

(a) Permanent (b) Temporary
(c) Net (d) Gross

4. The amount of current assets that varies with seasonal requirements is referred to as  work-
ing capital. [ c ]
(a) Permanent (b) Net
(c) Temporary (d) Gross

5. Having defined working capital as current assets, it can be further classified according to .
[ d ]

(a) Financing method and time (b) Rate of return and financing method
(c) Time and rate of return (d) Components and time

6. Which of the following will improve a company's working capital management position? [ b ]
(a) An increased level of bad debts
(b) An increase in the credit period allowed by suppliers
(c) An increased debtor collection period
(d) An increase in the stock turnover period

7. Identify which technique will not help a company to optimise its working capital cycle. [ b ]
(a) Offering discounts for early payment by debtors
(b) Using cash management models to optimise the level of cash held
(c) Taking full advantage of credit offered by trade suppliers
(d) Applying the economic order quantity model to stock management

8. Net working capital refers to [ b ]
(a) Total assets minus fixed assets (b) Current assets minus current liabilities
(c) Current assets minus inventories (d) Current assets

9. Permanent working capital [ c ]
(a) Varies with seasonal needs
(b) Includes fixed assets
(c) Is the amount of current assets required to meet a firm's long-term minimum needs
(d) Includes accounts payable

10. Which of the following would be consistent with a conservative approach to financing working
capital? [ b ]
(a) Financing short-term needs with short-term funds.
(b) Financing short-term needs with long-term debt.
(c) Financing seasonal needs with short-term funds.
(d) Financing some long-term needs with short-term funds
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Fill in the blanks

1.  refers to the cash a business requires for day-to-day operations.

2.  is very essential to maintain the smooth running of a business.

3.  cycle refers to alternate expansion and contradiction in general business activity..

4. The  cycle implies the stages or processes through which the raw materials are processed to
get the final product.

5.  credit is a source of finance which is usually available for the firm.

6.  is one of the current assets of a business.

7.  is a statement of anticipated cash receipts and payments.

8. A  has to take a decision regarding the determination of mix of cash and marketable secu-
rities.

9.  The second decision criteria in receivables management is the .

10.  schedule is a statement that shows age-wise grouping of debtors.

ANSWERS

1. Working capital

2. Working capital

3. Business

4. Operating

5. Trade

6. Cash

7. Cash budget

8. Finance manager

9. Credit terms

10. Aging
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Very Short Questions and Answers

1. Current Assets.

Ans :
Current assets are those assets that, in the ordinary course of business, can be turned into cash

within an accounting period.

2. Current Liabilities.

Ans :
Current liabilities are those liabilities intended to be paid in the ordinary course of business within a

reasonable period (normally within a year) out of the current assets or revenue of the business.

3. Letter of Credit.

Ans :
Letter of credit is introduced by the bank to meet the obligations of its customers upto a certain

amount, when he fails to pay.

4. Transaction Motive.

Ans :
The transaction motive refers to the cash required by a firm to meet the day to day needs of its

business operations.

5. Aging Schedule.

Ans :
Aging schedule is a statement that shows age-wise grouping of debtors. In other words, it breaks

down debtors according to the length of time for which they have been outstanding.
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FINANCIAL MANAGEMENTINTERNAL ASSESSMENT

In CIE, for theory subjects, during a semester, there shall be two mid-term examinations. Each MidTerm
examination consists of two parts i) Part – A for 10 marks, ii) Part – B for 20 marks with a total duration of
2 hours as follows:

1. Mid-Term Examination for 30 marks:

(a) Part - A: Objective/quiz paper/Short Note questions for 10 marks.

(b) Part - B: Descriptive paper for 20 marks.

The objective/quiz paper is set with multiple choice, fill-in the blanks and match the following type of
questions for a total of 10 marks. The descriptive paper shall contain 6 full questions out of which,
the student has to answer 4 questions, each carrying 5 marks. The average of the two Mid Term
Examinations shall be taken as the final marks for Mid Term Examination (for 30 marks). The remaining
10 marks of Continuous Internal Evaluation are distributed as:

2. Assignment for 5 marks. (Average of 2 Assignments each for 5 marks)

3. PPT/Poster Presentation/ Case Study/Video presentation/Survey/Field Study/Group discussion /Role
Play on a topic in the concerned subject for 5 marks before II Mid-Term Examination.

While the first mid-term examination shall be conducted on 50% of the syllabus, the second
mid-term examination shall be conducted on the remaining 50% of the syllabus.

Five (5) marks are allocated for assignments (as specified by the subject teacher concerned).
The first assignment should be submitted before the conduct of the first mid-term examination, and
the second assignment should be submitted before the conduct of the second mid-term examination.
The average of the two assignments shall be taken as the final marks for assignment (for 5 marks).

PPT/Poster Presentation/ Case Study/Video presentation/Survey/Field Study/Group discussion
/Role Play on a topic in the concerned subject for 5 marks before II Mid-Term Examination.

UNIT - I

Part - A

Multiple Choice Questions

1. Future value interest factor takes . [ a ]

(a) Compounding rate (b) Discounting rate

(c) Inflation rate (d) Deflation rate

3. Present value takes . [ a ]

(a) Discounting rate (b) Compounding rate

(c) Inflation rate (d) Deflation rate

Internal Assessment (Mid Examinations)
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3. Finance function involves: [ d ]

(a) Procurement of finance only

(b) Expenditure of funds only

(c) Safe custody of funds only

(d) Procurement and effective utilization of funds

Fill in the Blanks

4.  function is a primary function among all other business functions.  (Finance)

5.  is the main aim of every economic activity.. (Profit earning)

6. The costs incurred by stockholders for minimizing agency problem and maximizing the owner’s
wealth are called as .                                     (Agency costs)

Short Notes

7. Define the term finance function. (Unit-I, SQA - 1)

8. Define financial management. (Unit-I, SQA - 2)

9. Agency Relationship (Unit-I, SQA - 5)

10. Time Value of Money (Unit-I, SQA - 8)

Part - B

1. Define financial management. Explain the scope of financial management. (Unit-I, Q.No. 2)

2. Explain the new role of finance function in the current contemporary scenario. (Unit-I, Q.No. 5)

3. Explain the functions of financial manager. (Unit-I, Q.No. 6)

4. Explain in detail the goals of finance function. (Unit-I, Q.No. 7)

5. Explain the concept of Risk-Return Trade Off. State the various decisions

involved in Risk-Return Trade Off. (Unit-I, Q.No. 15)

6. Find the present value of ` 1,00,000 receivable after 8 years if the rate of discount is,

(i)  10% and

(ii)  5% (Unit-I, Prob.No. 7)

UNIT - II

Part - A

Multiple Choice Questions

1. Capital budgeting is a part of: [ a ]

(a) Investment decision (b) Working capital management

(c) Marketing management (d) Capital structure
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2. The estimated benefits from a capital budgeting project are expected as cash flows rather than income
flows because . [ d ]

(a) It is more difficult to calculate income flows than cash flows

(b) It is cash, not accounting income, that is central to the firm's capital budgeting decision

(c) This is required by the accounting profession

(d) None of these

3. All of the following influence capital budgeting cash flows except . [ b ]

(a) Choice of depreciation method for tax purposes

(b) Economic length of the project

(c) Projected sales (revenues) for the project

(d) Sunk costs of the project

Fill in the Blanks

4.  for investment is the first step in capital budgeting. (Identifying the project)

5. The  of a firm is the minimum rate of return expected by its investors. (Cost of capital)

6.  is a relative measure of dispersion. (Coefficient of variation)

Short Notes

7. Significant of capital budgeting to a firm. (Unit-II, SQA - 2)

8. Features of Capital Budgeting Technique. (Unit-II, SQA -  3)

9. Payback Period. (Unit-II, SQA - 4)

10. Define Net Present Value. (Unit-II, SQA - 6)

Part - B

1. Explain the nature Capital Budgeting and concept. (Unit-II, Q.No.1)

2. Define Payback Period. What are the advantages and disadvantages of

Payback Period? (Unit-II, Q.No.10)

3. Define Profitability Index. How is it calculated? State the merits and

demerits of Profitability Index. (Unit-II, Q.No.16)

4. Calculate the NPV and IRR of a project, the cash flows of which are as follows,

(Amount in lakhs of Rupees)

Years 1 0 2 3 4 5

Investment 80

Cash Inflows 30 40 50 30 10

Additional Information:

(a) The cost of capital is 10%.

(b) Salvage value at the end of 5th year is zero. (Unit-II, Q.No.12)



284
Rahul Publications

MBA (JNTU-H) I YEAR  II SEMESTER

5. The entire share capital of a company consist of 1,00,000 equity share of Rs.

100 each. Its current earnings are Rs.10,00,000 p.a. The company wants to
raise additional funds of Rs.25,00,000 by issuing new shares. The flotation cost
is expected to be 10% of the face value. Find out the cost of equity capital given

 that the earnings are expected to remain same for coming years. (Unit-II, Prob. No. 25)

6. State the Importance of Cost of Capital in Capital Budgeting and capital

structure planning decisions. (Unit-II, Q.No. 37)

UNIT - III

Part - A

Multiple Choice Questions

1. Cost of capital refers to: [ c ]

(a) Floatation costs (b) Dividend

(c) Required rate of return (d) None of the above

2. Which of the following sources of funds has an implicit cost of capital? [ d ]

(a) Equity share capital (b) Preference share capital

(c) Debentures (d) Retained earnings

3. Cost of capital for bonds and debentures is calculated on: [ b ]

(a) Before tax basis (b) After tax basis

(c) Risk free rate of interest basis (d) None of the above

Fill in the Blanks

4.  of a company refers to the composition or make-up of its

capitalization and it includes all  long term capital resources i.e., loans,

 reserves, shares and bonds. (Capital structure)

5.  is the capability of a firm to make use of fixed cost assets or

funds in order to increase the returns to the equity shareholders. (Leverage)

6.  leverage is used to plan the proportion of debt and equity in

order to increase earning per share. (Financial)

Short Notes

7. Define capital structure. (Unit-III, SQA - 2)

8. Define under capitalization. (Unit-III, SQA - 6)

9. What is operating leverage. (Unit-III, SQA - 8)

10. EBIT-EPS Analysis (Unit-III, SQA - 10)
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Part - B

1. Define capital structure. Explain the features of capital structure. (Unit-III, Q.No. 1)

2. Explain the factors that influence the planning of the capital structure. (Unit-III, Q.No.3)

3. Distinguish between Capital Structure and Financial Structure. (Unit-III,  Q.No. 4)

4. Techno Manpower Ltd. expecting EBIT of Rs. 5,00,000 per annum on investment
of Rs.10,00,000. Company is in need of Rs.8,00,000 for its expansion activities.
Company can raise this amount by either equity shares capital or 12% preference
share capital or 10% debentures. The company is considering the following
financing patterns. :

(a) 10,00,000 through issues of Equity Shares at par;

(b) 5,00,000 by issue of Equity Share Capital and remaining 5,00,000 by issue

of debentures;

(c) 5,00,000 through Equity Shares and 2,50,000 through 12% Preference

Share Capital and remaining  2,50,000 through 10% debentures.

(d) 5,00,000 through debt and 2,50,000 through Equity Shares and remaining

2,50,000 through 12% preference Share Capital.

Find out the best financing mix assuming 50% tax rate. (Unit-III, Prob.No.12)

5. Explain briefly about Net Income Approach. (Unit-III, Q.No.22)

6. Explain the concept of Traditional Theory. (Unit-III, Q.No. 25)

UNIT - IV

Part - A

Multiple Choice Questions

1. Dividend Distribution Tax is payable by: [ c ]

(a) Shareholders to Government (b) Shareholders to Company

(d) Company to Government (d) Holding to Subsidiary Company

2. Walter’s Model suggests that a firm can always increase the value of the share by: [ d ]

(a) Increasing dividend (b) Decreasing dividend

(c) Constant Dividend (d) None of the above

3. What should be  the optimum Dividend pay-out ratio , when r = 15% & Ke = 12%. [ c ]

(a) 100% (b) 50%

(c) Zero (d) None of the above
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Fill in the Blanks

4.  is a distribution to shareholder out of profits or reserves available

 for this purpose. (Dividend)

5. Gordon’s model was developed by . (Myron Gordon)

6. A common method followed by many companies in paying the dividend to

their shareholders is  dividend.                      (Cash)

Short Notes

7. Gordon’s Approach (Unit-IV, SQA - 4)

8. Factors Determining Dividend Policy. (Unit-IV, SQA - 6)

9. Cash Dividend (Unit-IV, SQA -8)

10. Scrip (or) Bond Dividend (Unit-IV, SQA -9)

Part - B

1. Explain Relevance theories of Dividends. (Unit-IV, Q.No.2)

2. Explain briefly about Walter’s Model. (Unit-IV, Q.No.3)

3. A company has an EPS of Rs.15. The market rate of discount applicable to the

company is 12.5%. Retained earnings can be reinvested at IRR of 10%. The

company is paying out Rs.5 as a dividend. Calculate the market price of the

share using Walter’s model. (Unit-IV, Prob. No.3)

4. Explain the major forms of dividend. (Unit-IV, Q.No.9)

5. Explain the procedure declaration and payment of dividends. (Unit-IV, Q.No.10)

6. What is Rights issue ? Explain the guide lines issued by SEBI for right issues. (Unit-IV, Q.No. 13)

UNIT - V

Part - A

Multiple Choice Questions

1. Net working capital refers to [ b ]

(a) Total assets minus fixed assets (b) Current assets minus current liabilities

(c) Current assets minus inventories (d) Current assets
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2. Permanent working capital [ c ]

(a) Varies with seasonal needs

(b) Includes fixed assets

(c) Is the amount of current assets required to meet a firm's long-term minimum needs

(d) Includes accounts payable

3. Which of the following would be consistent with a conservative approach to financing working
capital? [ b ]

(a) Financing short-term needs with short-term funds.

(b) Financing short-term needs with long-term debt.

(c) Financing seasonal needs with short-term funds.

(d) Financing some long-term needs with short-term funds

Fill in the Blanks

4.  is very essential to maintain the smooth running of a business.  (Working capital)

5.  cycle refers to alternate expansion and contradiction in general

business activity. (Business)

6.  is one of the current assets of a business. (Cash)

Short Notes

7. Define Credit Policy. (Unit-V, SQA -1)

8. Objective of cash management. (Unit-V, SQA - 2)

9. Working Capital. (Unit-V, SQA - 6)

10. Trade Credit. (Unit-V, SQA - 10)

Part - B

1. Explain the meaning of working capital. (Unit-V, Q.No.1)

2. Explain the components of working capital. (Unit-V, Q.No.4)

3. Differences between Gross Vs Net Working Capital. (Unit-V, Q.No.5)

4. XYZ Ltd. information is given below

Production of the year 69,000 units

Finished goods in store, 3 months

Raw material in store 2 months consumption
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Production process 1 month

Credit allowed by creditors, 2 months

Credit given to debtors, 3 months

Selling price per unit Rs. 50

Rw material 50 percent of selling price

Direct wages, 10 percent of selling price

Manufacturing and administrative overheads, 16 percent of selling price

Selling over heads, 4 percent of selling price

There is a regular production and sales cycle and wages overheads accrue evenly.

Wages are paid in the next month of accrual. Material is introduced in the

beginning of the production cycle. Calculate the working capital requirement.           (Unit-V, Prob.No.7)

5. What are credit standards ? What key variables should be considered in

evaluating possible changes in credit standards? (Unit-V, Q.No. 29)

6. Explain the Tools and Techniques of Inventory Control. (Unit-V, Q.No. 37)
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JAWAHARLAL NEHRU TECHNOLOGICAL UNIVERSITY HYDERABAD
M.B.A II Semester Examinations

MODEL PAPER - I

FINANCIAL MANAGEMENT
Time : 3 Hours]          [Max. Marks : 60

Note : This question paper contains two parts A and B.

Part A is compulsory which carries 10 marks. Answer all questions in Part A.

Part B consists of 5 Units. Answer any One full question from each unit.

Each question carries 10 marks and may have a, b, c as sub questions.

PART - A  (10 × 1 = 10 Marks)

ANSWERS

1. (a) Define financial management. (Unit - I, SQA-2)

(b) Goals of finance function. (Unit - I, SQA-4)

(c) Marginal Cost of Capital (MCC). (Unit - II, SQA-11)

(d) Capital Budgeting. (Unit - II, SQA-1)

(e) Define capital structure. (Unit - III, SQA-2)

(f) Combined Leverage. (Unit - III, SQA-9)

(g) What is information content of dividend payments explain. (Unit - IV, SQA-1)

(h) Factors Determining Dividend Policy. (Unit - IV, SQA-6)

(i) What is an operating cycle? (Unit - V, SQA-7)

(j) Objective of cash management. (Unit - V, SQA-2)

PART - B  (5 × 10 = 50 Marks)

2. Define financial management. Explain the scope of financial management. (Unit - I, Q.No.2)

OR

3. You have invested ` 2,000 at the end of first year, ` 3,000 at the end of second
year and ` 5,000 each year from third to fifth years. Find the present value of
these cash flows at a discount rate of 10%. (Unit - I, Prob.6)

4. Calculate the NPV and IRR of a project, the cash flows of which are as follows,

(Amount in lakhs of Rupees)

Years 1 0 2 3 4 5

Investment 80

Cash Inflows 30 40 50 30 10
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Additional Information:

(a) The cost of capital is 10%.

(b) Salvage value at the end of 5th year is zero.              (Unit - II, Prob.12)

OR

5. The entire share capital of a company consist of 1,00,000 equity share of Rs.
100 each. Its current earnings are Rs.10,00,000 p.a. The company wants to
raise additional funds of Rs.25,00,000 by issuing new shares. The flotation cost
is expected to be 10% of the face value. Find out the cost of equity capital
given that the earnings are expected to remain same for coming years. (Unit - II, Prob.25)

6. Techno Manpower Ltd. expecting EBIT of Rs. 5,00,000 per annum on
investment of Rs.10,00,000. Company is in need of Rs.8,00,000 for its expansion
activities. Company can raise this amount by either equity shares capital or
12% preference share capital or 10% debentures. The company is considering
the following financing patterns. :

(a) 10,00,000 through issues of Equity Shares at par;

(b) 5,00,000 by issue of Equity Share Capital and remaining 5,00,000 by
issue of debentures;

(c) 5,00,000 through Equity Shares and 2,50,000 through 12% Preference
Share Capital and remaining  2,50,000 through 10% debentures.

(d) 5,00,000 through debt and 2,50,000 through Equity Shares and remaining
2,50,000 through 12% preference Share Capital.

Find out the best financing mix assuming 50% tax rate. (Unit - III, Prob.12)

OR

7. Explain the factors determining capital structure. (Unit - III, Q.No.3)

8. What are the assumptions and arguments used by Modigliani and Miller in

support of the irrelevance of dividends? Are dividends really irrelevant? Discuss. (Unit - IV, Q.No.5)

OR

9. The EPS of a company is 10 Rs. Market capitalization factor is 10%. The Co. has
options of adapting payout of 20%, 40%, 80%. Using the walter formulae calculate
market value of the share if the co’s return on invest is  (i) 8%, (ii) 10%,  (iii) 20%. (Unit - IV, Prob.2)

10. Explain the factors determining the Working Capital requirements ? (Unit - V, Q.No.6)

OR

11.  Vineet Enterprises sells on terms 2/10, net 45. Annual sale are Rs. 90 million 30
percent of customers pay on the 10 the day and take the discount. If accounts
receivable average Rs. 12 million, what is the average collection period (ACP)
on non-discount sales. (Unit - V, Prob.18)
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Note : This question paper contains two parts A and B.

Part A is compulsory which carries 10 marks. Answer all questions in Part A.

Part B consists of 5 Units. Answer any One full question from each unit.

Each question carries 10 marks and may have a, b, c as sub questions.

PART - A  (10 × 1 = 10 Marks)

ANSWERS

1. (a) Define the term finance function. (Unit - I, SQA-1)

(b) What are the different types of basic valuation models? (Unit - I, SQA-9)

(c) What is Internal Rate of Return? (Unit - II, SQA-7)

(d) Payback Period. (Unit - II, SQA-4)

(e) What is optimal capital Structure ? (Unit - III, SQA-3)

(f) EBIT-EPS Analysis. (Unit - III, SQA-10)

(g) Define Dividend. (Unit - IV, SQA-2)

(h) Scrip (or) Bond Dividend. (Unit - IV, SQA-9)

(i) Define Credit Policy. (Unit - V, SQA-1)

(j) Trade Credit. (Unit - V, SQA-10)

PART - B  (5 × 10 = 50 Marks)

2. Discuss the objectives of financial management in modern scenario. (Unit - I, Q.No.7)

OR

3. Find the present value of ` 1,00,000 receivable after 8 years if the rate of

discount is,

(i)  10% and (ii)  5% (Unit - I, Prob.7)

4. A company is considering investing in a project that cost ` 4,00,000. The
estimated salvage value is zero, tax rate is 55 percent. Depreciation is calculated
based on straight line method. The projected cash flows before tax (CFBT) are
as follows:

Year 1 2 3 4 5
CFBT( ) 1,00,000 1,20,000 1,50,000 1,70,000 2,50,000`
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(a) Net Present value at 10 percent cost of capital.
(b) Internal Rate of Return.
(c) Pay Back Period.              (Unit - II, Prob.15)

OR

5. A company has the following specific cost of capital along with the indicated

book and market value weights,

Type of capital Cost Book value weights Market value weights

Equity 0.18 0.50 0.58

Preference shares 0.15 0.20 0.17

Long term debt 0.07 0.30 0.25

1.00 1.00

(i) Calculate the weighted cost of capital, using book and market value weights.

(ii) Calculate the weighted average cost capital, using marginal weights, if the
company intends to raise the needed funds using 50 percent long-term
debt, 35 percent preference shares and 15 percent retained earnings.         (Unit - II, Prob.33)

6. The sales of Hasini Ltd. are 20,000 units at the rate of ` 20 each. The variable
cost per unit is ` 8 per unit. The fixed expenses are ` 50,000. The company
employs 10% debentures of ` 5,00,000 in its capital structure. You are required
to calculate

(a) Degree of operating leverage

(b) Degree of Financial leverage

(c) Degree of combined leverage. (Unit - III, Prob.7)

OR

7. What is the indifference point in the EBIT-EPS analysis ? How would you

compare it ? (Unit - III, Q.No.16)

8. The equity capitalization rate is 11%. Earnings per share is ̀  20/- Determine the
values of  the shares as per Gordon’s Model, under conditions of certainty,
when the rates of return on investment are 12% 11% and 10%, assuming the
following

(a) 90% Retention

(b) 80% Retention and

(c) 50% Retention (Unit - IV, Prob.5)

OR

9. What is Rights issue ? Explain the guide lines issued by SEBI for right issues. (Unit - IV, Q.No.13)
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10. XYZ Ltd. information is given below

Production of the year 69,000 units

Finished goods in store, 3 months

Raw material in store 2 months consumption
Production process 1 month

Credit allowed by creditors, 2 months

Credit given to debtors, 3 months
Selling price per unit Rs. 50

Rw material 50 percent of selling price

Direct wages, 10 percent of selling price
Manufacturing and administrative overheads, 16 percent of selling price

Selling over heads, 4 percent of selling price

There is a regular production and sales cycle and wages overheads accrue evenly.
Wages are paid in the next month of accrual. Material is introduced in the
beginning of the production cycle. Calculate the working capital requirement.     (Unit - V, Prob.7)

OR

11. What are the various techniques employed in the management of cash? (Unit - V, Q.No.21)
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Note : This question paper contains two parts A and B.

Part A is compulsory which carries 10 marks. Answer all questions in Part A.

Part B consists of 5 Units. Answer any One full question from each unit.

Each question carries 10 marks and may have a, b, c as sub questions.

PART - A  (10 × 1 = 10 Marks)

ANSWERS

1. (a) “An agency relationship is a fiduciary relationship.” Comment. (Unit - I, SQA-6)

(b) Functions of financial manager (Unit - I, SQA-3)

(c) Define Net Present Value. (Unit - II, SQA-6)

(d) Weighted Average Cost of Capital. (Unit - II, SQA-10)

(e) Define financial leverage. (Unit - III, SQA-1)

(f) What is meant by Leverage. (Unit - III, SQA-7)

(g) Dividend Capitalization Model (Unit - IV, SQA-7)

(h) Define Bonus Shares. (Unit - IV, SQA-10)

(i) Purchasing and Discounting of Bills. (Unit - V, SQA-3)

(j) Working Capital. (Unit - V, SQA-6)

PART - B  (5 × 10 = 50 Marks)

2. What are the major types of financial decisions that a business firm makes?

How do they involve risk-return trade off? (Unit - I, Q.No.15)

OR

3. In December 2015, ZTECH stock had a beta of 0.95. The Treasury rate at the
time was 5%, and the treasury bond rate was 6%. The firm had debt outstanding
of Rs.1.7 crore and a market value of equity of Rs.1.5 crore; the corporate
marginal tax rate was 40%.

(a) Estimate the expected return on the stock for a short term investor in the
company.

(b) Estimate the expected return on the stock for a long term investor in the
company

(c) Estimate the cost of equity (Unit - I, Prob.8)
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4. (a) Define Payback Period. What are the advantages and disadvantages of

Payback Period? (Unit - II, Q.No.10)

(b) A company issues 10% Debentures for Rs.2,00,000 Rate of tax is 40%.

Calculate the cost of debt (after tax) if the debentures are issued

(a) at par  (b) at a discount of 10% and  (c) at a premium of 10%. (Unit - II, Prob.26)

OR

5. (a) A company raised preference share capital of Rs.10,00,000 by the issue
of 10% preference share of Rs.10 each. Find out the cost of preference
share capital when it is issued at (i) 10% premium, and (ii) 10% discount. (Unit - II, Prob.24)

(b) Give a comparative description of NPV and IRR method. (Unit - II, Q.No.18)

6. Compute the market value of the firm, value of shares and the average cost

of capital from the following information:

Particulars Rs.

Net Operating Income 2,00,000

Total Investment 10,00,000

Equity Capitalization Rate:

i) If the firm uses no debt 10%

ii) If the firm uses Rs.4,00,000 debentures 11%

iii) If the firm uses Rs.6,00,000 debentures 13%

Assume that Rs.4,00,000 debentures can be raised at 5% rate of interest

whereas Rs.6,00,000 debentures can be raised at 6% rate of interest.           (Unit - III, Prob.19)

OR

7. Distinguish between Capital Structure and Financial Structure. (Unit - III, Q.No.4)

8. Explain the major forms of dividend. (Unit - IV, Q.No.9)

OR

9. Agile Ltd., belongs to risk class of which appropriate capitalization rate is 10%. It
currently has 100000 shares selling at Rs. 100 each. The firm is contempla-ting
declaration of a dividend of Rs. 6 per share at the end of the current fiscal year
which has just began. Answer the following questions based on Modigliani and
Miller model and assumption of no taxes,

(i) What will be the price of the shares at the end of the year if a dividend is
not declared?

(ii) What will be the price if dividend is declared?

(iii) Assuming that the firm pays dividend, has net income of Rs. 10 lakhs and
makes new investments of Rs. 20 lakhs during the period, how many new
shares must be issued ? (Unit - IV, Prob.8)
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10. Explain the significance of financing working capital through trade credit and

what do suppliers look for in granting trade credit. (Unit - V, Q.No.10)

OR

11. The following information is available for a company :

Monthly credit sales Rs.10,00,000

Average maturity period 40 days

Factor fees/commission 1%

Interest rate charged by factor 15%

Collection department’s cost Rs. 4,500 per month

(if there is no factoring)

Factor’s average remittance period 10 days

The company’s cost of raising funds (other than factor) 24%

Calculate the effective interest rate charged by the factor and advise the

company ignoring all other factors including risk of default.          (Unit - V, Prob.15)
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PART - A  (5 × 5 = 25 Marks)
[Short Answer type]

ANSWERS

1. (a) “An agency relationship is a fiduciary relationship.” Comment. (Unit-I, SQA-6)

(b) Difference between NPV and IRR. (Unit-II, SQA-8)

(c) Write about Gordon Model with assumption (Unit-IV, SQA-4)

(d) Prepare working capital format with its components (Unit-V, SQA-5)

(e) Write about Net Assets Method of merger. (Out of Syllabus)

PART - B  (5 × 10 = 50 Marks)
[Essay Answer type]

2. In December 2015, ZTECH stock had a beta of 0.95. The Treasury rate at the
time was 5%, and the treasury bond rate was 6%. The firm had debt outstanding
of Rs.1.7 crore and a market value of equity of Rs.1.5 crore; the corporate
marginal tax rate was 40%.

(a) Estimate the expected return on the stock for a short term investor in the
company.

(b) Estimate the expected return on the stock for a long term investor in the
company (Unit-I, Prob. 8)

OR

3. Discuss the major techniques of calculating TVM. If you want a Rs.10,00,000
for retirement in 30 years, how much would you have to save by the end of
each year if you could make 12% per year? How much would you have to set
aside each year if you could put money away starting now? (Unit-I, Q.No. 17,  Prob. 5)

OR

4. (a) A company raised preference share capital of Rs.10,00,000 by the issue
of 10% preference share of Rs.10 each. Find out the cost of preference
share capital when it is issued at (i) 10% premium, and (ii) 10% discount. (Unit-II, Prob. 24)

(b) The entire share capital of a company consist of 1,00,000 equity share of
Rs. 100 each. Its current earnings are Rs.10,00,000 p.a. The company
wants to raise additional funds of Rs.25,00,000 by issuing new shares.
The flotation cost is expected to be 10% of the face value. Find out the
cost of equity capital given that the earnings are expected to remain same
for coming years. (Unit-II, Prob. 25)
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5. Discuss the techniques of calculating cost of capital of a firm. A company issues
10% Debentures for Rs.2,00,000 Rate of tax is 40%. Calculate the cost of debt
(after tax) if the debentures are issued (a) at par  (b) at  a discount of 10% and
(c) at a premium of 10%. (Unit-II, Q.No. 29, 30, 31, Prob. 26)

6. Techno Manpower Ltd. expecting EBIT of Rs. 5,00,000 per annum on
investment of Rs.10,00,000. Company is in need of Rs.8,00,000 for its expansion
activities. Company can raise this amount by either equity shares capital or
12% preference share capital or 10% debentures. The company is considering
the following financing patterns. :

(a) 10,00,000 through issues of Equity Shares at par;

(b) 5,00,000 by issue of Equity Share Capital and remaining 5,00,000 by
issue of debentures;

(c) 5,00,000 through Equity Shares and 2,50,000 through 12% Preference
Share Capital and remaining  2,50,000 through 10% debentures.

(d) 5,00,000 through debt and 2,50,000 through Equity Shares and remaining
2,50,000 through 12% preference Share Capital.

Find out the best financing mix assuming 50% tax rate. (Unit - III, Prob. 12)

OR

7. Discuss about Walters Model. A company has an EPS of Rs.15. The market rate
of discount applicable to the company is 12.5%. Retained earnings can be
reinvested at IRR of 10%. The company is paying out Rs.5 as a dividend.
Calculate the market price of the share using Walter’s (Unit-IV, Q.No. 3, Prob. 3)

8. Write Short notes on :

(a) Net Working Capital and Gross Working Capital (Unit - V, Q.No. 5)

(b) Financing of working capital (Unit - V, Q.No. 10)

OR

9. You are supplied with the following information in respect of XYZ Ltd.,
for the ensuring year : Production of the year, 69,000 units.

Finished goods in store, 3 months

Raw material in store, 3 months

Raw material in store, 2 months

Consumption Production process 1 month

Credit allowed by creditors, 2 months

Credit given to debtors, 3 months

Selling price per unit, Rs.50

Raw material, 50 percent of selling price

Direct wages, 10 percent of selling price

Manufacturing and Administrative overheads, 16 per cent of selling
price
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Selling overheads 4 percent of selling price

There is a regular production an sales cycle and wages overheads accrue evenly.
Wages are paid in the next month of accrual. Material is introduced in the
beginning of the production cycle. You are required  to ascertain its working
capital requirement. (Unit - V, Prob.  6)

10. (a) Why do we prepare cash budget ? Draw its specimen. (Unit - V, Q.No. 17, 20)

(b) Discuss the role of factors in credit management system. (Out of Syllabus)

OR

11. (a) Differentiate between merger and acquisition with examples. (Out of Syllabus)

(b) What is purchase consideration? Also discuss about Net Purchase Method. (Out of Syllabus)
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Note: This question paper contains two parts A and B.
Part A is compulsory which carries 25 marks. Answer all questions in Part A.
Part B consists of 5 Units. Answer any one full question from each unit.
Each question carries 10 marks and may have a, b, c as sub questions.

PART - A  (5 × 5 = 25 Marks)
ANSWERS

1. Answer the following in about five sentences each :

(a) Future Value and Present value. (Unit-I, SQA-13, 14)

(b) What is IRR ? How is it different from NPV ? (Unit-II, SQA-7, 8)

(c) State MM hypothesis. (Unit-IV, SQA-5)

(d) Cash credit. (Unit-V, SQA-4)

(e) What are the objectives of effective cash management ? (Unit-V, SQA-2)

PART - B  (5 × 10 = 50 Marks)

2. Define ‘financial management’. Discuss the scope of financial management. (Unit-I, Q.No. 2)

OR

3. Explain the stages and steps involved in the modem approaches to Financial
Management. (Unit-I, Q.No. 4)

4. Explain the various relevant Costs in the Cost of Capital and their
measurement. (Unit-II, Q.No.  27, 29, 30, 31, 32)

OR

5. The expected cash flows of a project are as follow:

Years Cash flow

0 (–1,00,000)

1 30,000

2 40,000

3 50,000

4 60,000

5 70,000

The cost of capital is 12 percent. Calculate the following:
(a) Payback period
(b) Net Present Value. (Unit-II, Prob. 16)
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6. Explain the three approaches for designing and determining a Firm’s Capital
Structure, with suitable example illustrations for each approach. (Unit-III, Q.No. 22, 23, 25)

OR

7. Explain the determinants of dividend policy in a fast growing company. Should
there  be a dividend freeze? (Unit-IV Q.No. 6)

8. What do you mean by Working Capital? What are the various sources of working
capital financing available to business organizations ? Explain in detail. (Unit-V, Q.No. 1, 2)

OR

9. The turnover of Manjunatha Ltd. is ̀  60 lakhs of which 80% is on credit. Debtors
are allowed one month to clear off the dues. A factor is willing to advance 90%
of the bills raised on credit for a fee of 2 % a month plus a commission of 4% on
the total amount of debts. Manjunatha Ltd. as a result of this arrangement is
likely to save ` 21,600 annually in management costs and avoid bad debts at
3% on the credit sales. A bank has come forward to make an advance equal to
90% of the debts at an annual interest rate of 20%. However, its processing fee
will be at 3% on the debts. Suggest whether you would accept factoring or the
after from the bank ? (Out of Syllabus)

10. Explain the inventory management process. (Unit-V, Q.No. 36)

OR

11. Differentiate ‘Mergers’ from ‘Acquisitions’ and ‘Take overs’. How can Merger
proposals’ be evaluated ? (Out of Syllabus)
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Note: This question paper contains two parts A and B.

Part A is compulsory which carries 25 marks. Answer all questions in Part A.

Part B consists of 5 Units. Answer any one full question from each unit.

Each question carries 10 marks and may have a, b, c as sub questions.

PART - A  (5 × 5 = 25 Marks)
ANSWERS

1 . Write short notes on the following:

(a) Risk Return trade off. (Unit-I, SQA. 7)

(b) Cost of Equity Capital. (Unit-II, SQA. 13)

(c) Financial Leverage. (Unit-III, SQA. 3)

(d) Trade Credit. (Unit-V, SQA. 10)

(e) Credit Policy. (Unit-V, SQA. 1)

PART - B  (5 × 10 = 50 Marks)

2. Why is Wealth Maximization goal thought to be a better operating goal than
profit maximization ? (Unit-I,  Q.No. 9)

OR

3. Write about:

(a) Goals of finance function. (Unit-I, Q.No. 7)

(b) Time value of money. (Unit-I, Q.No. 16)

4. What is Cost of Capital? Explain the importance of cost of capital in capital
budgeting decisions. (Unit-II, Q.No. 22, 23)

OR

5. A company is considering investing in a project that cost ` 4,00,000. The
estimated salvage value is zero, tax rate is 55 percent. Depreciation is calculated
based on straight line method. The projected cash flows before tax (CFBT) are
as follows:

Year 1 2 3 4 5
CFBT( ) 1,00,000 1,20,000 1,50,000 1,70,000 2,50,000`

(a) Net Present value at 10 percent cost of capital.

(b) Internal Rate of Return.

(c) Pay Back Period. (Unit-II, Prob. 15)
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6. Explain the factors determining the dividend policy of company. (Unit-IV, Q.No. 6)

OR

7. The sales of Hasini Ltd. are 20,000 units at the rate of ` 20 each. The variable
cost per unit is ` 8 per unit. The fixed expenses are ` 50,000. The company
employs 10% debentures of ` 5,00,000 in its capital structure. You are required
to calculate

(a) Degree of operating leverage

(b) Degree of Financial leverage

(c) Degree of combined leverage. (Unit-III, Prob. 7)

8. What is Working Capital Management ? What are the sources of Working

Capital ? (Unit-V, Q.No. 1, 2)

OR

9. From the following information presented by a manufacturing company, prepare
statement of working capital requirement. Expected sales are 1,20,000 units at
the rate of ` 100 per unit. The cost per unit in ` consists of:

Raw material 45

Labour 22

Overheads 13

Profit 20

Raw material in stock, on average one month

Material in process, on average one month

Finished goods in stock, on average one month

Credit allowed to debtors is one month

Credit allowed by creditors is one month

Lag in payment of wages is two weeks

One fourth of the output is sold for cash. Cash in hand is ` 80,000. (Unit-V, Q.No. 10)

10. Prepare cash budget for the three months starting from March 2019.

Month Sales (`) Purchases (`) Wages (`)

January, 2019 3,20,000 2,60,000 40,000

February, 2019 3,34,000 2,52,000 42,000

March, 2019 2,92,000 3,46,000 38,000

April, 2019 3,66,000 4,06,000 34,000

May, 2019 2,22,000 4,28,600 30,000
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(a) 25 percent of the sales is on cash. 50 percent of the credit sales is realized
in the month following sales and the remaining 50 percent of the credit
sales in the second month following.

(b) Creditors are paid in the month following the month of purchase.

(c) Estimated cash at bank as on Ist March, 2019 is ` 80,000. (Unit-V, Prob. 12)

OR

11. Discuss the techniques of cash management. (Unit-V, Q.No. 21)
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Note : This question paper contains two parts A and B.

Part A is compulsory which carries 25 marks. Answer all questions in Part A, Part B consists of 5
units. Answer any one full question from each unit. Each question carries 10 marks and may
have a, b, c as sub questions.

PART - A  (5 × 5 = 25 Marks)
ANSWERS

1. (a) Explain the goals of finance functions.   (Unit-I, SQA- 4)

(b) What is weighted average cost of capital and marginal cost of capital ?       (Unit-II, SQA-10, 11)

(c) What similarities are there between the risk-adjusted discount rate
method and the certainty-equivalent method ? (Unit-II, SQA-12)

(d) What is ‘informational content’ of divided payments ?  Explain. (Unit-IV, SQA- 1)

(e) A firm has been offered cost management service by a bank for Rs.
1,00,000 per year. It is estimated that such a service would not only eliminate
‘excess’ cash on deposits (Rs. 8,00,000) but also reduce its administration
and other costs to the tune of Rs. 5,000 per month. Assuming the cost of
capital of 15 percent, is it  worthwhile for the firm to engage the cash
management service ? (Unit-V, Prob . 14)

PART - B  (5 × 10 = 50 Marks)

2. (a) ‘The wealth maximization objective provides an operationally appropriate
 decision criteria’. Discuss.  (Unit-I, Q.No. 7)

(b) Explain briefly agency theory. (Unit-I, Q.No. 13)

OR

3. (a) A limited company borrows from a commercial bank of  Rs. 10,00,000 at
12 percent rate of interest to be paid in  equal annual end-of-year
installments. What would the size of the installment be? Assume the
repayment period is 5 years. (Unit-I, Prob. 4)

(b) Explain about sensitivity analysis. (Unit-II, Q.No. 21, Point No. (iii))

4. A company is planning to purchase a machine to meet the increased demand
for its products in the market. The machine costs Rs. 5,00,000 and has no
salvage value. The expected life of the machine is 5 years, and the company
employs straight line method of depreciation for tax purposes. The estimated
earnings after taxes are Rs. 50,000 each year for 5 years. The after-tax required
rate of return of the company is 12 percent. Determine the IRR. (Unit-II, Prob. 13)

OR
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5. (a) Z ltd, is forecasting a growth rate of 12 percent per annum in the next 2
years. The growth rate is likely to fall to 10 percent for the third year and
the fourth year. After that, the growth rate is expected to stabilize at 8
percent per annum. If the last dividend was Rs. 1.50 per share and the
investor’s required rate of return is 16 percent, find out the intrinsic value
per share of Z ltd as of data.               (Unit-II, Prob. 27)

(b) Discuss the approach to determine the cost of retained earnings. (Unit-II, Q.No. 32)

6. The well-established company’s most recent balance sheet is as follows

           Liabilities Amount          Assets Amount

Equity Capital (Rs. 10 per sheet) Rs. 6,00,000 Net fixed assets Rs. 15,00,000

10% Loan-term debt Rs. 8,00,000 Current assets Rs.  5,00,000

Retained earnings Rs. 2,00,000

Current liabilities Rs. 4,00,000

Total Rs. 20,00,000 Total 20,00,000

The company’s total assets turnover ratio is 3, its fixed operating costs are Rs.
10,00,000 and the variable costs ratio is 40 percent. The income tax rate is 35
percent.

(a) Calculate all the three types of leverages.

(b) Determine the likely level of EBIT if EPS is

(i) Rs. 1 (ii) Rs. 3  and (iii) Zero (Unit-III, Prob. 13)
OR

7. (a) Explain the relationship between leverage and the cost of capital. (Unit-III, Q.No. 11)

(b) What is the indifference point in the EBIT-EPS analysis ? How would you

compare it ?             (Unit-III, Q.No. 16)

8. (a) What are the assumptions and arguments used by Modigliani and Miller

in support of the irrelevance of dividends ? Are dividends really irrelevant?

Discuss.          (Unit-IV, Q.No. 5)

(b) Explain the major forms of dividends. (Unit-IV, Q.No. 9)
OR

9. XYZ Ltd. information is given below

Production of the year 69,000 units

Finished goods in store, 3 months

Raw material in store 2 months consumption

Production process 1 month

Credit allowed by creditors, 2 months

Credit given to debtors, 3 months
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Selling price per unit Rs. 50

Raw material 50 percent of selling price

Direct wages, 10 percent of selling price

Manufacturing and administrative overheads, 16 percent of selling price

Selling over heads, 4 percent of selling price

There is a regular production and sales cycle and wages overheads accrue evenly.
Wages are paid in the next month of accrual. Material is introduced in the
beginning of the production cycle.

Calculate the working capital requirement.            (Unit-V, Prob. 7)

10. (a) What are credit standards ? What key variables should be considered in
evaluating possible changes in credit standards?              (Unit-V, Q.No. 29)

(b) What are the limitations of ABC inventory control system ? (Unit-V, Q.No. 38)

OR

11. XYZ company is considering merging with the ABC Ltd. XYZ’s shares are
currently traded at Rs. 25 and it has 2,00,000 shares outstanding and earnings
of Rs. 4,00,000; ABC has 1,00,000 shares outstanding and earnings of Rs.
1,00,000. The merger will occur by means of a stock swap (exchange). ABC
has agreed to a plan under which XYZ will offer current market value for ABC
shares (i.e., if XYZ’s shares current market value is Rs. 25 and that of ABC Rs.
12.5, the exchange ratio will be Rs. 25 / Rs. 12.5 = 2)

(a) What are the pre-merger earnings and P/E ratios of both the companies ?

(b) If ABC’s P/E ratio is 8, what id its current market price ? What is the
exchange ratio ? What will XYZ’s post-merge EPS be ?

(c) What must the exchange ratio be for XYZ’s post-merger EPS to be the

same as its EPS before the merger ?               (Out of Syllabus)
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Note: Answer any Five questions

All questions carry equal marks

PART - A  (5 × 5 = 25 Marks)

ANSWERS

1 . (a) What are the basic financial decisions? How do they involve risk-return
tradeoff ? (Unit-I, Q.No. 15)

(b) Explain about discounting and compounding. (Unit-I, Q.No. 18, 19)

2. (a) The profit maximization is not a operationally feasible criterion”. Discuss. (Unit-I, Q.No. 8)

(b) Explain about risk-return tradeoff. (Unit-I, Q.No. 15)

3. Equipment A has a cost of 7,50,000 and net cash flow of Rs.2,00,000 per year
for 6 years. A substitute equipment B would cost Rs.5,00,000 and generate net
cash flow of Rs. 140,000 per year for six years. The required rate of return of
both equipment is 11%. Calculate the IRR and NPV for the equipment. Which
equipment should be accepted and why ? (Unit-II, Prob. 14)

4. A firm finances all its investments by 40 percent debt and 60 percent equity.
The estimated required rate of return on equity is 20 percent after-taxes and
debt is 8 percent after-taxes. The firm is considering an investment proposal
Rs.4,00,000 with the expected return that will last forever. What amount must
the proposal yield per year so that the market price of the share does not
change ? (Unit-II, Prob. 28)

5. The following information for Konark enterprises :

Rs. in lakh

EBIT 1,120

PBT 320

Fixed cost 700

Calculate percentage change in earnings per share if sales are increased by 5

percent. (Unit-III, Prob. 8)

6. (a) Explain the factors that influence the planning of the capital structure. (Unit-III, Q.No. 3)

(b) What is informational content of dividend payments? How does it affect
the share value? (Unit-IV, Q.No. 10)
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7. ABC Ltd sells goods in domestic market on a gross profit of 25 percent, not
counting depreciation as a part of the ‘cost of goods sold’. Its estimates for next
year are as follows :

Amount (Rs. in lakh)

Sales-Home at 1 month’s credit 1200

  Exports at 3 months credit, selling price 10 percent below

Home Price 540

Materials used (suppliers extend 2 month’s credit) 450

Wages paid, 1/2 month in arrears 360

Manufacturing expenses (cash) paid, 1 month in arrears 540

Depreciation on fixed assets 60

Administrative expenses, paid 1 month in arrears 120

Sales promotion expenses (payable quarterly- in advance). 60

Income-tax payable in 4 instalments of which one falls in the next

financial year 150

The company keeps 1 month’s stock of each of raw materials and finished
goods and believes in keeping Rs.20 lakhs as cash. Assuming a 15 percent
safety margin, ascertain the estimated working capital requirement of the
company. (Unit-V, Prob. 9)

8. (a) Explain the techniques that can be used to accelerate the firm’s collection. (Unit-V, Q.No. 21)

(b) How does cash budget help in planning the firm’s cash flows? Discuss. (Unit-V, Q.No. 17)
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Answer any Five questions
All questions carry equal marks

ANSWERS

1. (a) “Financial Management has changed substantially in scope and complexity
in recent decades”. Explain. (Unit-I, Q.No. 2)

(b) Discuss the goals of finance function. (Unit-I, Q.No.  7)

2. (a) ABC company expects cash inflows from its investment proposal it has
undertaken time period zero, Rs.2,00,000 and Rs. 1,50,000 for the first
two years respectively and then expects annuity payment of Rs. 1,00,000
for the next eight years. What would be the present, value of cash
inflows, assuming a 10 percent rate of interest ? (Unit-I, Prob.  9)

(b) Explain about Time value of money. (Unit-I, Q.No. 16)

3. BS Electronics is considering a proposal to replace one of its machies. The
existing machine was bought 3 years ago for Rs. 10 lakh. It was depreciated
at 25 percent per annum on reducing balance basis. it has remaining useful
life of 5 years, but its anual maintenance cost is expected to increase by Rs.
50,000 from the sixth year of its installation. In present realizable value is Rs.
6 lakh. The company has several machines having 25 percent depreciation.

The new machine costs Rs.1.5 lakhs and is subject to the same rate of depre-
ciation. On sale after 5 years, it is expected to net Rs. 9 lakh. With the new
machine, the annual operating costs (excluding  depreciation) are expected
to decrease by Rs.l lakh. In addition, the  new machine would increase pro-
ductivity on account of which net  revenues would increase by Rs. 1.5 lakh
annually.

The tax rate applicable to the firm is 35 percent, its the proposal  financially
viable? Advise the firm on the basis of NPV of the proposal. (Unit-IU, Prob.  17)

4. Aries Limited wishes to raise additional finane of Rs. 10 lakh for  meeting its
investment plans. It has Rs. 2,10,000 in the form retained earnings available
for investment purposes. The following are the further details :

Debt-equity mix, 30 : 70

Cost of debt : upto Rs. 180,000, 10 percent (beforAx);

Beyond Rs. 1,80,000, 16 (before tax)

Earnings Per Share Rs. 4,

Dividend payout, 50 percent of earnings

Expected growth rate in divided : 10 percent

Current market price per share : Rs. 44
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Tax rate : 35 percent Determine :

(a) The pattern for raising the additional finance, assuming the  firm intends
to maintain existing debt equity mix.

(b) The post - tax average cost of additional debt. Cost of retained earnings
and cost of equity.

(c) Compute the overall weighted average tax cost of additional finance.          (Unit-II, Prob.  29)

5. The capital structure of the Progressive Corporation Ltd. consists of an ordinary
share capital of Rs. 10,00,000 (shares of Rs.100 par value) and Rs. 10,00,000
of 10% debentures. The unit sales increased by  20 percent from 1,00,000
to 1,20,000 units, the selling price is Rs. 10 per unit, variable costs amount to
Rs. 6 per unit and fixed expenses amount to Rs. 2,00,000. The income tax
rate is assumed to be 35 percent. Calculate EPS, degree of operating  and
financial  leverage at 1,00,000 units and 1,20,000 units. (Unit-III, Prob.  15)

6, Explain Modigliani- Miller Approach to the theory of capital structure. (Unit-III, Q.No. 19)

7. The earnings per share of a company is Rs. 8 and the rate of capitalization
applicable is 10 percent. The company has before it, an option of  adopting
i) 50 ii) 75 and iii) 100 percent dividend payout ratio.  Compute the market
price of the company’s quoted shares as per  Walter’s model if it can earn a
return of I) 15 II) 10 and III) 5 percent  on its retained earnings. (Unit-IV, Q.No.  10)

8. (a) Discuss the utility of cash budget as a tool of cash management. (Unit-V, Q.No.  17, 18, 19)
What are the steps involved in the construction of a cash budget?

(b) A manufacturer buys casting equipment from outside suppliers @ Rs.
30 per unit. Total annual needs are 800 units. The following data is
given below :

Annual return on investment, 10 percent.

Rent, insurance, taxes per unit per year Rs. 1

Cost of placing on order, Rs. 100

Determine the economic order quantity. (Unit-V, Prob.  22)
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Note: Answer any five questions
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1. (a) Write a note on profit maximization vs. wealth maximization. (Unit-I, Q.No. 7)

(b) Explain the concept of ‘valuation of the firm’. What are the various
methods of valuation? (Unit-I, Q.No. 20)

2. (a) What is finance function? What are its objectives? (Unit-I, Q.No. 1, 7)

(b) What are the major types of financial decisions that a business firm makes?
How do they involve risk-return trade off? (Unit-I, Q.No. 15)

3. (a) Explain the nature and concept of capital budgeting. (Unit-II, Q.No. 1)

(b) A company’s share is quoted in the market at Rs.20 currently. The company
pays a dividend of Re.1 per share and the investor expects a growth rate of
5 percent per year. Calculate:

i) the company’s cost of equity capital.

ii) If the anticipated growth rate is 6% p.a. compute the indicated market
price per share.

iii) If the company’s cost of capital is 8% and the anticipated growth rate
is 5% p.a., compute the indicated market price of the dividend of
Re.1 per share is to be maintained. (Unit-II, Prob. 30)

4. (a) Kashyap & co. is considering two mutually exclusive projects, M and N.
Project M will require the initial cost of Rs.14,00,000 with no scrap value
and will also require an increase in the level of inventories and receivables
of Rs.6,00,000 over its lifetime. The project will generate additional sales of
Rs.13,00,000 and will require cash expenses of Rs.4,00,000 in each of its
5 life time. It will be depreciated on straight line basis.

Project-N will require an initial capital of Rs.20,00,000 with no salvage
value, and will be depreciated on straight line method. The earnings before
depreciation and taxes during its 5-year life are.

Year 1 (Rs.) Year 2 (Rs.) Year 3 (Rs.) Year 4 (Rs.) Year 5 (Rs.)
7,00,000 7,60,000 8,00,000 9,00,000 9,20,000

The company has to pay corporate income tax@35%, cost of capital stands
at 10%.

i) Which project is acceptable under the NPV method?

ii) Will it make any difference to the above decision if profitability index
is employed? (Unit-II, Prob. 18)
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(b) Give a comparative description of NPV and IRR method. (Unit-II, Q.No. 18)

5. (a) What is meant by capital structure? What are the major determinants of
capital structure? (Unit-III, Q.No. 1, 3)

(b) A large sized chemical company has been expected to grow at 14% per
year for the next 4 years and then to grow indefinitely at the same rate as
the national economy, i.e. 5%.  The required rate of return on the equity
shares is 12%.  Assume that the company paid a dividend of Rs.2 per share
last year. (D0 = 2).

Determine the market price of the shares today.  You may use the following

table:

Year 1 2 3 4
Discount Factor at 12% 0.893 0.797 0.712 0.636 (Unit-IV, Prob. 11)

6. (a) What do you understand by a stable dividend policy?  Why should it be
followed? (Unit-IV, Q.No. 22)

(b) Compute the market value of the firm, value of shares and the average cost
of capital from the following information:

Particulars Rs.

Net Operating Income 2,00,000

Total Investment 10,00,000

Equity Capitalization Rate:

i) If the firm uses no debt 10%

ii) If the firm uses Rs.4,00,000 debentures 11%

iii) If the firm uses Rs.6,00,000 debentures 13%

Assume that Rs.4,00,000 debentures can be raised at 5% rate of interest
whereas Rs.6,00,000 debentures can be raised at 6% rate of interest.          (Unit-III, Prob. 19)

7. (a) Define the term working capital. What factors would you take into
consideration in estimating the working capital needs of a concern? (Unit-V, Q.No. 1, 6)

(b) X Ltd. sells its products on a gross profit of 20% on sales.  The following
information is extracted from its annual accounts for the current year ended
March 31.

Particulars Rs.

Sales at 3 months credit 4,00,000
Raw material 1,20,000
Wages paid- average time lag 15 days 96,000
Manufacturing expenses paid – one month in arrears 1,20,000
Administrative expenses paid – one month in arrears 48,000
Sales promotion expenses – payable half- yearly in advance 20,000
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The company enjoys one month’s credit from the suppliers of raw
materials and maintains 2-month’s stock of raw materials and 1.5 month’s
stock of finished goods. The cash balance is maintained at Rs.10,000 as
a precautionary measure. Assuming a 10% margin, find out the working
capital requirements of X Ltd. (Unit-V, Prob. 5)

8. (a) Explain the motives for holding cash. (Unit-V, Q.No. 14)

(b) Smart Ltd., buys in lot of 125 boxes which is a three-month supply. The
cost per box is Rs.125 and the ordering cost is Rs.250 per order. The
inventory carrying cost is estimated at 20% of unit value per annum. You
are required to ascertain:

i) What is the total annual cost of the existing inventory policy?

ii) How much money would be saved by employing the EOQ? (Unit-V, Prob. 23)
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Answer any Five Questions
All questions carry equal marks

Answers

1. (a) What are the basic financial decisions? How do they involve risk-return
trade-off? (Unit-I, Q.No. 15)

(b) In what ways the wealth maximization objective is superior to the profit
maximization objective? Explain. (Unit-I, Q.No. 9)

2. (a) Draw the chart for a typical organization function. (Unit-I, Q.No. 25)

(b) Explain the principal-agent relationship between shareholders and
managers. (Unit-I, Q.No. 13)

3. (a) Compare and contrast the NPV with IRR. (Unit-II, Q.No. 18)

(b) Describe the non-DCF criteria: payback and according rate of return. (Unit-II, Q.No. 10, 11)

4. (a) Discuss the type of investment decisions. (Unit-II, Q.No. 5)

(b) “Debt is the cheapest sources of funds”. Explain. (Unit-II, Q.No. 33)

5. (a) Describe the traditional view on the optimum capital structure.
Compare and contrast this view with the NOI approach and the NI
approach. (Unit-III, Q.No. 2, 24)

(b) What is capital structure? What are the features of an appropriate
capital structure? (Unit-III, Q.No. 1)

6. (a) “Walter and Gordan’s models are essentially based on the same
assumptions”. Do you agree or not” Why? (Unit-IV, Q.No. 3, 4)

(b) What is the relationship between taxes and dividend policy? (Unit-IV, Q.No. 21)

7. (a) “Financial managers spend a great deal of time on working capital
management?. (Unit-V, Q.No. 3)

(b) The relevant financial information for Apex. Limited is given below :

Profit and Loss Account Data                                      Balance Sheet Date
          (Rs. in million) Beginning of 20x0 End of 20x0

Sales 1000 Inventory 110 120

Cost of goods sold 750 Accounts receivable 140 150

Accounts Payable 60 60
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What is the length of the operating cycle and the Cash Cycle? Assume
365 days a year. (Unit-V, Prob. 3)

8. (a) Discuss the consequences of lengthening versus shortening of the credit
period. (Unit-V, Q.No. 28)

(b) Vineet Enterprises sells on terms 2/10, net 45. Annual sale are Rs. 90
million 30 percent of customers pay on the 10 the day and take the
discount. If accounts receivable average Rs. 12 million, what is the average
collection period (ACP) on non-discount sales. (Unit-V, Prob. 18)


